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1. Q. Please state your name and business address. 1 

A. My name is Alan Pregozen.  My business address is 527 East Capitol Avenue, 2 

Springfield, Illinois 62701. 3 

2. Q. By whom are you employed and in what capacity? 4 

A. I am the Manager of the Finance Department of the Financial Analysis Division of 5 

the Illinois Commerce Commission (“Commission”). 6 

3. Q. Please describe your qualifications and background. 7 

A. In January 1983, I received a Bachelor of Arts degree in Political Science from 8 

the University of Illinois at Urbana-Champaign and fulfilled the requirements for 9 

the field of Economics.  In January 1985, I received a Master of Business 10 

Administration degree, with a concentration in Corporate Finance, from the 11 

University of Illinois at Urbana-Champaign. In September 1991, I earned the 12 

designation Chartered Financial Analyst from the CFA Institute.  13 

 I have been in the employ of the Illinois Commerce Commission since March 14 

1986. I was promoted to Senior Financial Analyst in October 1987, to Chief 15 

Financial Analyst in November 1989, and to Manager of the Finance Department 16 

in July 2000. I have previously testified before the Commission on a variety of 17 

financial issues. 18 

4. Q. What is the purpose of your testimony in this proceeding? 19 
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A. I am addressing the methodology for calculating the interest rate on reconciliation 20 

adjustments. 21 

5. Q. Please summarize your conclusions and recommendations. 22 

A. Commonwealth Edison Company’s (“ComEd” or the “Company”) proposed rate 23 

of return equals the rate of return on rate base for electric delivery services, 24 

which implies that the weighted average cost of capital for reconciliation 25 

adjustments equals that of the Company’s electric delivery services assets.  That 26 

is wrong.  In my judgment, reconciliation adjustments warrant a different rate of 27 

return than electric delivery service rate base.  Specifically, to calculate the 28 

common equity component of the rate of return on reconciliation adjustments, I 29 

recommend reflecting the two-year delay in the recovery of reconciliation 30 

balances.  For the debt component, I recommend the Commission use the same 31 

weighted costs of debt it applies to rate base as a matter of convenience.   32 

6. Q. Why has Staff’s position regarding the risk inherent in recovery of the 33 

reconciliation balance changed since the initial phase of the proceeding? 34 

A. In the initial phase of the proceeding, Staff took the position that the risk inherent 35 

in recovery of the reconciliation adjustment was subject only to the risk of 36 

customers’ aggregate ability to pay.  As such, the reconciliation adjustment had 37 

the risk characteristics of a high grade loan and was not subject to the same 38 

regulatory and sales risks as rate base assets.  That assessment was based on 39 

the mistaken understanding that the reconciliation adjustment operated similarly 40 
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to a rider with a true-up mechanism, which is designed to recover the exact costs 41 

incurred, no more, no less.  Subsequently, Staff has concluded that since the 42 

reconciliation adjustment is equal to the difference between the preliminary 43 

revenue requirement and the final revenue requirement, both of which are 44 

subject to Commission determinations of prudence and reasonableness, then the 45 

size of the reconciliation adjustment is a function of the same risk of prudence 46 

and reasonableness.  Similarly, since the reconciliation adjustment is combined 47 

with the revenue requirement (and the ROE collar adjustment) into a net revenue 48 

requirement,1 the reconciliation adjustment is also subject to the same degree of 49 

sales risk. 50 

7. Q. How should one estimate the common equity component of the interest 51 

rate return for reconciliation adjustments? 52 

A. The Company’s authorized rate of return on rate base reflects the investor-53 

required rate of return on equity into perpetuity.2  In contrast, reconciliation 54 

adjustments have a life of two-years.  All else equal, assets with different lives 55 

have different required rates of return.  For example, on July 20, 2012, 2- and 30-56 

year U.S. Treasury bond yields were 0.22% and 2.55%, respectively.3  This 57 

differential is a consequence of differences between two-year and thirty-year 58 

expectations regarding interest rate risk and the nominal risk-free rate, the latter 59 

of which includes inflation expectations.  The risk premium (excluding interest 60 

                                            
1 Schedule FR A-1. 
2 The weighted average life of rate base exceeds 30 years. 
3 Federal Reserve Statistical Release H.15, July 23, 2012. 
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rate risk) is also a function of the time horizon of the investment.  For example, 61 

the average 2011 spread of investment grade4 corporate debt yields over U.S. 62 

Treasury bond yields of the same term to maturity was 61 basis points higher for 63 

15+ year investment grade corporate bonds than for 1-3 year investment grade 64 

corporate bonds.5  Therefore, the common equity component of the interest rate 65 

should take the investment time horizon into account. 66 

8. Q. How should the Commission take investment time horizon into account in 67 

determining the rate of return on common equity for the balance of 68 

reconciliation adjustments? 69 

A. Section 16-108.5(c)(3) of the Public Utilities Act (“Act”) determines the rate of 70 

return on common equity that is incorporated into the overall rate of return on 71 

rate base in two parts.  The first part is the average 30-year U.S. Treasury yield.  72 

The second component is a risk premium of 580 basis points.   Because the 73 

investment time horizon for the reconciliation adjustment balance is two years, I 74 

recommend replacing the 30-year U.S. Treasury yield with the two-year U.S. 75 

Treasury yield.  Ideally, the investment time horizon adjustment to the risk 76 

premium should equal the ratio of the yield spread6 on two-year utility bonds with 77 

the same credit rating as ComEd to the yield spread on thirty-year utility bonds 78 

                                            
4 “Investment grade” refers to the four highest credit ratings (i.e., Standard & Poor's and Fitch’s AAA, AA, A, 

and BBB ratings; or Moody’s Aaa, Aa, A and Baa ratings). 
5 The average 2011 1-3 year and 15+ year, investment grade corporate bond yields include spreads over 

U.S. Treasuries of comparable terms to maturity of 139 basis points and 200 basis points, respectively.  See 
http://research.stlouisfed.org/fred2/graph/?id=BAMLC1A0C13Y and 
http://research.stlouisfed.org/fred2/graph/?id=BAMLC8A0C15PY.  

6 A yield spread is the difference between the yield on a bond (e.g., utility bond) and the yield on a U.S. 
Treasury security with the same term to maturity. 
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with the same credit rating as ComEd.  I am aware of only one downloadable 79 

source for BBB/Baa2-rated utility bond yield spreads with two- and thirty-year 80 

terms to maturity:  Reuters.  The current price for a table of monthly average 81 

credit spreads by credit rating and term to maturity is $199.  Of course, twelve 82 

months of such monthly average credit spreads would equal $2,388.  83 

Alternatively, broader indices of corporate bond spreads are available free of 84 

charge from the Federal Reserve Bank of St. Louis’s FRED7 web site:  The Bank 85 

of America Merrill Lynch (“BAML”) index of 1-3 year investment grade corporate 86 

bond yield spreads could serve as the numerator of the ratio while the BAML 87 

index of investment grade corporate bonds with remaining terms to maturity of 15 88 

years or greater could serve as the denominator of the ratio.  This investment 89 

time horizon adjustment to the equity premium is shown on lines (1) through (5) 90 

of Schedule 25.1.  When using the BAML indices for the investment time horizon 91 

adjustment, the common equity component to the interest rate on the 92 

reconciliation adjustment would be calculated as follows:8 93 

2-Year U.S. + 
1-3 year BAML bond 

yield spread × 5.80% 
Treasury Yield  15+ year BAML 

bond yield spread 
  

 94 

9. Q. Since (1) the operating expenses used in the preliminary revenue 95 

requirement are two years old, (2) the balance of plant investment used in 96 
                                            

7 FRED is an acronym for “Federal Reserve Economic Data.” 
8 For the purpose of discussion and illustration, I use the BAML bond spreads; although, Staff does not 

oppose using the Reuters Corporate Bond Spreads for utilities. 
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the preliminary revenue requirement is on average 6 months old,9 and (3) 97 

the reconciliation balance is recovered two years after the final revenue 98 

requirement is determined, why isn’t the applicable investment time 99 

horizon for the interest rate on the reconciliation balance greater than two 100 

years? 101 

A. The preliminary revenue requirement10 is a proxy for the final revenue 102 

requirement.11  The accuracy of the former as an estimate for the latter is a 103 

function of how old the proxy is.  Usually, the older the proxy is, the less accurate 104 

the resulting preliminary revenue requirement will be as an estimate for the final 105 

revenue requirement.  For example, a 2013 test year might result in a preliminary 106 

revenue requirement that is 95% of the final 2015 revenue requirement.  In 107 

comparison, a 2012 test year might result in a preliminary revenue requirement 108 

that is 90% of the final 2015 revenue requirement.  The resulting reconciliation 109 

balance, regardless of whether it was a function of 2012 or 2013 data, would be 110 

recovered during 2017, two years after 2015, the year for which the earlier test 111 

years were proxies.  In other words, the age of the data in the preliminary 112 

                                            
9 Since rate base for the preliminary revenue requirement is comprised largely of the balance of estimated 

plant investment on the December 31st immediately preceding the year during which the preliminary revenue 
requirement is recovered in rates, rate base is approximately one day old on January 1 of the year during which 
the preliminary revenue requirement is recovered and 365 or 366 days old on December 31 of the year during 
which the preliminary revenue requirement is recovered. 

10 I define “preliminary revenue requirement” as that used to set rates for a calendar year based on actual 
costs for the most recently completed calendar year at the time of the rate filing plus projected changes in plant 
for the calendar year of the rate filing.  For example, the preliminary revenue requirement for 2013 will be 
developed from a 2011 test year plus projected changes in plant for 2012. 

11 I define “final revenue requirement” as that derived from actual costs for a calendar year.  For example, the 
final revenue requirement for 2013 will be developed from a 2013 test year. 
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revenue requirement will affect the size of the reconciliation balance but will not 113 

affect the length of the delay in recovering the reconciliation balance.12   114 

10. Q. Do you propose any adjustments to the equity premium for regulatory or 115 

sales risk? 116 

A. No.  In my judgment, the reconciliation balance is subject to the same prudence 117 

(i.e., regulatory) and sales risks as rate base assets.  Therefore, I am not 118 

recommending any other adjustment to the risk premium other than the 119 

investment time horizon adjustment I addressed above.  Nonetheless, if the 120 

Commission determines that uncertainty (i.e., risk) of recovery of the 121 

reconciliation adjustment balance is different than that of base rates, the 122 

investment time horizon-adjusted equity premium can be multiplied by a factor 123 

equal to the ratio of the risk of reconciliation adjustment balance recovery to the 124 

risk of base rate recovery.  This adjustment is shown on lines (5) through (7) of 125 

Schedule 25.1.  For example, if the Commission determines that the risks of 126 

these two sources of revenue are equal, the ratio of the two risks would equal 127 

one, which would result in no risk adjustment to the time-horizon adjusted equity 128 

premium.  If the Commission determines that the risk of reconciliation adjustment 129 

balance recovery is half that of base rates, then the risk adjustment factor would 130 

                                            
12 The relative proportions of the final revenue requirement that is recovered through initial rates and the 

reconciliation balance does affect weighted average delay in recovering the entire final revenue requirement.  For 
example, if 95% of the final revenue requirement is recovered through initial rates and the remaining 5% is 
recovered through the reconciliation balance then the weighted average delay equals 0.1 years (95% x 0 years 
delay recovering the preliminary revenue requirement + 5% x 2 years delay recovering the reconciliation balance).  
If 90% of the final revenue requirement is recovered through initial rates and the remaining 10% is recovered 
through the reconciliation balance then the weighted average delay equals 0.2 years (90% x 0 years delay 
recovering the preliminary revenue requirement + 10% x 2 years delay recovering the reconciliation balance).   
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equal 0.5, and the time-horizon adjusted equity premium would be multiplied by 131 

0.5.   132 

11. Q. How would the rate of return on common equity on reconciliation balances 133 

compare with the rate of return on common equity specified in Section 16-134 

108.5(c)(3) of the Act? 135 

A. The table and graph below compare the two rates of return on common equity 136 

that would have been calculated since 1997.  This data is presented to depict the 137 

two rates of return on common equity under different interest rate conditions. 138 

  Average Annual Rate of Return on 
Common Equity 

 
Year 

 Reconciliation 
Balance (%) 

 16-108.5(c)(3)13 
(%) 

     
1997  9.49  12.41 
1998  8.57  11.38 
1999  9.41  11.67 
2000  9.65  11.74 
2001  7.45  11.29 
2002  7.72  N/A 
2003  5.41  N/A 
2004  5.12  N/A 
2005  6.61  N/A 
2006  7.17  N/A 
2007  7.72  10.63 
2008  9.33  10.08 
2009  9.05  9.88 
2010  5.14  10.05 
2011  4.48  9.71 

 139 

                                            
13 The U.S. Treasury did not publish yields on 30-year U.S. Treasury bonds from February 18, 2002 to 

February 9, 2006.  Source:  http://www.treasury.gov/resource-center/data-chart-center/interest-
rates/Pages/default.aspx. 
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 140 

12. Q. Please explain why you did not adjust the Company’s cost of debt. 141 

A. Estimating the Company’s marginal cost of debt for a two-year term to maturity 142 

and applying that to the reconciliation adjustment would be theoretically superior 143 

to using the embedded cost of long-term debt, but would necessitate removing 144 

from the Company’s ratemaking capital structure the debt reflected in the interest 145 

rate on reconciliation adjustments to avoid counting that debt twice.  Not only 146 

could that be a difficult endeavor,14 but an unnecessary one, since such an 147 

adjustment should result in the same debt cost recovery as using the same cost 148 

of debt for both the overall rate of return on rate base and the interest rate on the 149 

reconciliation adjustment.    150 

                                            
14 The difficulty arises in estimating the cost of two-year debt for the Company in the event it has not issued 

such debt. 
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13. Q. What would the interest rate have been on the reconciliation adjustment for 151 

2010? 152 

A. Schedule 25.1 shows that the rate of return on the common equity component of 153 

the interest rate would have been 5.14% in 2010.  As the table below shows, 154 

incorporating that rate of return in the Commission’s conclusions concerning 155 

capital structure and costs of short and long-term debt would produce an interest 156 

rate of 5.80%.    157 

Example of Interest Rate Calculation for Reconciliation Balance:  2010 158 

Weighted 
Component Weight Cost Cost 

Short-Term Debt 0.53% 0.72% 0.00% 
Long-Term Debt 53.30% 6.42% 3.42% 
Common Equity 46.17% 5.14% 2.37% 

    
Total Capital 100.00% 5.80% 

 159 

14. Q. By applying an interest rate to the reconciliation balance other than the 160 

Company’s weighted average cost of capital, would the Company earn a 161 

lower rate of return on its plant additions than it does on the rest of its rate 162 

base? 163 
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A. No.  Even with a lower interest rate on the reconciliation balance, ComEd would 164 

earn its rate of return on rate base15 on its plant additions because the 165 

reconciliation balance equals the difference between ComEd’s revenue 166 

requirement with actual plant additions (including average plant additions for the 167 

reconciled year) and ComEd’s preliminary revenue requirement with projected 168 

plant additions through the end of the previous year.  That is, the revenue 169 

requirement for the reconciled year includes the product of a rate base that 170 

includes actual plant additions and the rate of return on rate base. 171 

 Also, it should be noted that not only does the reconciliation balance include the 172 

full rate of return on rate base of plant additions, the Company will also earn 173 

interest on that rate of return on rate base.  In other words, the Company will 174 

earn a compounded rate of return. 175 

15. Q. Should the Commission approve the value of the interest rate or the 176 

formula for the interest rate in this proceeding? 177 

A. I recommend the Commission approve the formula for the interest rate in this 178 

proceeding.16  That would remove doubt on how the interest rate shall be 179 

calculated on future reconciliation balances.  For example, the formula for Staff’s 180 

recommendation is (1) the product of the rate of return on common equity 181 

calculated using the procedure shown in ICC Staff Exhibit 25.1 and the common 182 

equity ratio included in the authorized rate of return on rate base; plus (2) the 183 
                                            

15 Including a rate of return on common equity equal to the average 30-year U.S. Treasury bond yield plus 
580 basis points. 

16 The interest rate for 2011 would be determined in Docket No. 12-0321.   
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weighted costs of the remaining (i.e., non-common equity) components of the 184 

capital structure included in the authorized rate of return on rate base.   185 

16. Q. Do you agree that the alternative weighted cost of debt calculation 186 

presented by ComEd witness Mr. Joseph R. Trpik would be a more 187 

accurate calculation for application to the reconciliation balance?17 188 

A. No.  The reconciliation balance is a shorter term asset (or liability) that is not 189 

included in rate base.  By using the same weighting as the debt in the capital 190 

structure applied to rate base, the long-term portion of debt is weighted so 191 

heavily18 that the result approximates the long-term debt cost (6.36% vs. 6.42%), 192 

despite a term to maturity much closer to that of short-term debt.  That is, the 193 

approach Mr. Trpik presented produces an average term to maturity much longer 194 

than is warranted for the reconciliation balance. 195 

17. Q. Does this question end your prepared direct testimony? 196 

A. Yes. 197 

                                            
17 See ComEd Ex. 31.0, p. 6. 
18 Long-term debt composed 99% of total debt in 2010. 
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Component 2010 2011

1 1-3 Yr Corporate Bond Spread 1.50% 1.39%
2 15+ Yr Corporate Bond Spread 1.96% 2.00%
3 1-3 Yr Spread / 15+ Yr Spread 76.53% 69.50%
4 Rate Base Equity Premium (30+ years) 5.80% 5.80%
5 Time-Adjusted Premium (1-3 years) 4.44% 4.03%
6 Risk Adjustment 1 1
7 Time and Risk-Adjusted Equity Premium 4.44% 4.03%

8 Two-Year Treasury Yield 0.70% 0.45%

9 Time and Risk-Adjusted Equity Return 5.14% 4.48%

Notes (by row number):

(1) http://research.stlouisfed.org/fred2/graph/?id=BAMLC1A0C13Y
(2) http://research.stlouisfed.org/fred2/graph/?id=BAMLC8A0C15PY
(3) Row (1) ÷ Row (2)
(4) 220 ILCS 5/16-108.5(c)(3)(B)
(5) Row (3) × Row (4)
(6) Commission Determination:  Ratio of risk of reconciliation balance recovery
      to risk of revenue requirement recovery
(7) Row (5) × Row (6)
(8) Federal Reserve Statistical Release H.15
(9) Row (7) + Row (8)


