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Direct Testimony on Rehearing of Michael P. Gorman 
 
 

Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A My name is Michael P. Gorman and my business address is 16690 Swingley Ridge 2 

Road, Suite 140, Chesterfield, Missouri 63017. 3 

 

Q ARE YOU THE SAME MICHAEL P. GORMAN WHO PREVIOUSLY FILED 4 

TESTIMONY IN THIS PROCEEDING? 5 

A Yes, I am.  I presented direct and rebuttal testimony in the original proceeding on 6 

behalf of the Illinois Industrial Energy Consumers (“IIEC”) (IIEC Ex. 1.0-C and IIEC 7 

Ex. 2.0). 8 

 

Q WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS REHEARING 9 

PROCEEDING? 10 

A I will respond to the following issues raised by Commonwealth Edison Company 11 

(“ComEd” or “Company”) witnesses: 12 

1. The Energy Infrastructure Modernization Act (“EIMA”) cost recovery pattern; 13 

2. The EIMA earnings stabilization attributes that were ignored by the Company; 14 
and 15 
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3. Proposal of an appropriate cost-based carrying charge for the EIMA 16 
reconciliation balances used in the formula rate. 17 

 

Q PLEASE SUMMARIZE YOUR FINDINGS AND RECOMMENDATIONS. 18 

A My findings and recommendations are summarized as follows: 19 

1. The Company misstates the EIMA cost recovery pattern, ignores material 20 
earnings protection components of the formula rate, and provides an incorrect 21 
description of the lag in recovering its prudent and reasonable costs. 22 

2. The Company’s proposal to use its average weighted cost of capital to carry 23 
reconciliation balances and earnings collar adjustments would not be prudent  24 
and reasonable and should be rejected. 25 

3. The most appropriate and balanced funding source and carrying charge for 26 
the reconciliation and earnings collar deferred balances is the Company’s 27 
short-term borrowing facility, and short-term debt interest rates.  This funding 28 
source is prudent and will keep the carrying charge at a reasonable and 29 
prudent cost.   30 

 

Q DOES COMED OFFER TESTIMONY DESCRIBING THE NATURE OF THE 31 

RECONCILIATION ADJUSTMENT PORTION OF THE EIMA FORMULA RATE?  32 

A Yes.  In her testimony, ComEd witness Kathryn Houtsma states the following: 33 

The EIMA formula rate includes a reconciliation that compares the 34 
actual revenue requirement based on actual costs for a given calendar 35 
year (the “rate year”) with the revenue requirement that was reflected 36 
in the charges in effect during that same calendar year.1 37 

 She goes on to say that the reconciliation adjustment represents the amount by which 38 

a revenue requirement based on ComEd’s actual prudent and reasonable costs in the 39 

“rate year” differ from the revenue requirement that was used to calculate the charges 40 

that were in effect during that “same calendar year.”  (ComEd Ex. 32.0 at 2). 41 

 

                                                 
1Houtsma Direct Testimony on Rehearing, ComEd Ex. 32.0, lines 22-25. 
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Q DID MS. HOUTSMA ACCURATELY DESCRIBE THE RECONCILIATION 42 

ADJUSTMENT PORTION OF THE EIMA? 43 

A No, she did not.  I do not agree with Ms. Houtsma’s definition, in part, because I am 44 

not certain what she means by the phrase “reflected in the charges in effect during 45 

that same calendar year.”  In fact, Ms. Houtsma’s ComEd Exhibit 32.1 indicates 46 

ComEd believes that the reconciliation is between the amount collected under 47 

approved rates with the actual revenue requirement for the relevant year.  As I read 48 

the EIMA – and as the Illinois Commerce Commission (“Commission”) interpreted it in 49 

its May 29, 2012 Order in this case – the reconciliation is based on a true-up of 50 

projected and actual costs (or revenue requirements) for the rate year.  The 51 

reconciliation is independent of the amount collected through the resulting charges 52 

when they were in effect.  As outlined in the Company’s formula rate on Schedule FR 53 

A-1, line 24, the adjustment determined by the Company’s reconciliation of the prior 54 

year’s revenue requirement is inserted.  That number is based on Schedule FR A-4, 55 

and compares the actual revenue requirement from Schedule FR A-1 - REC to the 56 

projected rate year revenue requirement used to set the rates that are in effect during 57 

the year of the reconciliation filing. 58 

  Specifically, the EIMA reconciliation is based on the difference between the 59 

revenue requirement initially projected for a rate year, compared to the actual prudent 60 

costs or revenue requirement incurred in that rate year, as shown on the Federal 61 

Energy Regulatory Commission (“FERC”) Form 1 for that year.  The reconciliation of 62 

projected versus actual revenue requirement does not include consideration of the 63 

collections from charges that were in effect during the rate year, as her ComEd 64 

Exhibit 32.1 suggests.  65 
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Q ARE THE CHARGES BASED ON RATE YEAR COSTS CONSIDERED AT ALL IN 66 

THE EIMA FORMULA RATE? 67 

A Yes, but not in the reconciliation component.  While the revenues collected from 68 

charges based on rate year costs are not a component of the EIMA formula rate 69 

reconciliation process, they are considered in the determination of the earnings collar 70 

adjustment (if any) within the EIMA formula rate.  The collar aspect of the EIMA 71 

formula rate also stabilizes earnings and ensures that ComEd’s actual earnings will 72 

be within a defined tolerance band.  The EIMA’s formula rate earnings collar 73 

compares ComEd’s actual earned return on common equity during the rate year to an 74 

earnings band around the authorized return on equity prescribed in the EIMA.  Any 75 

earnings collar adjustment is added to the rate year revenue requirement on 76 

Schedule FR A-1, line 25, after it is developed on Schedule FR A-3.  On Schedule FR 77 

A-3, the actual earned return on equity is measured from the actual FERC Form 1 78 

data.  That actual earned return on equity is then compared to the return on equity 79 

tolerance band based on the authorized return on equity from formula rate Schedule 80 

FR D-1.  To the extent ComEd’s return on equity is outside this band, a revenue 81 

requirement adjustment is made to bring its earnings within the band.  This 82 

adjustment, which can be positive or negative, will be included as a component of the 83 

revenue requirement to be recovered in the formula rates set in ComEd’s filing 84 

following the rate year. 85 

  This earnings collar is a material component in the EIMA formula rate, which 86 

ensures that ComEd’s actual earnings will be within the tolerance band identified in 87 

the EIMA formula rate.  The collar also acts as an earnings stabilization factor, adding 88 

to the assurance of full recovery of prudent and reasonable costs in the formula rate, 89 

by providing ComEd assurance of stable earnings as well. 90 
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Q MS. HOUTSMA, IN HER COMED EXHIBIT 32.1, OUTLINES HER 91 

INTERPRETATION OF THE EIMA COST RECOVERY PATTERN.  DO YOU 92 

BELIEVE SHE HAS ACCURATELY REFLECTED THE COST RECOVERY 93 

PATTERN? 94 

A No.  This exhibit distorts the EIMA cost recovery pattern.  Ms. Houtsma’s EIMA cost 95 

recovery pattern has at least two significant errors.  First, she implies that the rates 96 

based on 2013 actual costs and 2014 projected costs are intended to recover costs 97 

for the year they will be in effect, 2015.  This is incorrect.  Rather, the EIMA formula 98 

rate requires the use of FERC Form 1 data from 2013 as a starting point to forecast a 99 

revenue requirement for calendar year 2014.  The actual 2013 FERC Form 1 data 100 

plus projected rate base changes for 2014, including planned plant additions, 101 

depreciation, and ADIT are used to produce a forecasted 2014 revenue requirement.  102 

That revenue requirement is subsequently reconciled using 2014 actual data after the 103 

actual data is available.  The reconciliation takes place in ComEd’s May filing in the 104 

following year.  The reconciliation component for the 2014 rate year would go into the 105 

rates determined in 2015 and will be included in rates that become effective in 2016.   106 

  The second material error Ms. Houtsma made is that she ignored the earnings 107 

collar adjustment component of the EIMA recovery period.  In effect, the earnings 108 

collar mechanism operates in addition to the reconciliation adjustment and is 109 

designed to ensure that ComEd’s return on equity is always within the return on 110 

equity tolerance band during the EIMA formula rate period.   111 

  Again, the combination of the reconciliation component and the earnings collar 112 

band provides material assurance to ComEd that it will both fully recover its actual 113 

reasonable and prudent cost of service for a rate year, and that its earned return on 114 
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equity will be within the tolerance band for each rate year of the EIMA formula rate 115 

period. 116 

 

Q HAVE YOU PREPARED A CHART THAT PROVIDES AN ACCURATE DEPICTION 117 

OF THE EIMA COST RECOVERY PATTERN? 118 

A Yes.  This information is shown on my IIEC Exhibit 3.1RH.  Note that for a clearer 119 

illustration I have excluded pre-2014 formula rate elements.  Using calendar year 120 

2014 as the rate year, the EIMA cost recovery pattern will be as follows:   121 

1. Initially, a forecasted 2014 revenue requirement is made.  The 2014 122 
forecasted revenue requirement is based on 2013 actual FERC Form 1 123 
data plus projected rate base changes for 2014, including planned plant 124 
additions, depreciation, and ADIT. 125 

2. Rates for the 2014 rate year are based on the 2014 forecasted revenue 126 
requirement and will be in effect during calendar year 2015.   127 

3. In May 2015, actual 2014 data will be available.  As part of the May 2015 128 
filing to set rates for the 2015 rate year, which will be in effect in calendar 129 
year 2016, the total costs to be recovered will consist of three 130 
components: 131 

 First, a projection of the 2015 revenue requirement using 2014 132 
FERC Form 1 data plus projected 2015 rate base changes;   133 

 Second, any adjustment from a reconciliation of the 2014 134 
forecasted revenue requirement and the 2014 actual revenue 135 
requirement calculated using 2014 FERC Form 1 data, with any 136 
over/under-recovery (with interest) included in the rates that will be 137 
in effect in 2016; and  138 

 Third, any adjustment required to bring earnings within the 139 
tolerance band when ComEd’s 2014 actual earned return on equity 140 
is measured and compared to the EIMA earnings collar, with any 141 
earned return on equity outside the collar reflected in the 142 
adjustment. 143 

These three components are combined to determine the total costs to be recovered 144 

in the formula rate effective in 2016.   145 
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  This process is repeated each year, and allows for a forecasted rate year 146 

revenue requirement that is based on the most current cost data and reconciled to 147 

actual data as soon as possible after the actual data become available.  At the same 148 

time, earnings certainty is provided when ComEd’s earnings are promptly trued-up to 149 

the tolerance band in the earnings collar. 150 

 

Q CAN YOU DESCRIBE THE PROCEDURE THE EIMA FORMULA RATE 151 

ESTABLISHES FOR ESTIMATING THE RATE YEAR REVENUE REQUIREMENT 152 

BEFORE ACTUAL DATA IS AVAILABLE? 153 

A Yes.  The EIMA formula rate prescribes how to develop an initial revenue requirement 154 

for a rate year.  For example, if the rate year is 2014, the formula rate uses actual 155 

FERC Form 1 data for 2013, adjusted for projected rate base changes for calendar 156 

year 2014.  This combination of 2013 actual data with planned capital additions and 157 

decreases for 2014, creates a forecasted calendar year 2014 revenue requirement.  158 

Again, after 2014 actual data is available, the 2014 projected revenue requirement is 159 

reconciled to the revenue requirement calculated using actual 2014 FERC Form 1 160 

data.  161 

 

Q BASED ON THE EIMA COST RECOVERY PATTERN YOU DESCRIBED, WHAT IS 162 

THE LAG CREATED BY THE EIMA FOR COMED’S RECOVERY OF ITS RATE 163 

YEAR COSTS? 164 

A The actual lag is different from a revenue perspective and from a cash flow 165 

perspective.  The revenue lag depends on how soon ComEd recognizes a regulatory 166 

asset for the reconciliation and earnings collar adjustments.  For example, for the 167 

2014 rate year, ComEd can record a regulatory asset in 2015, when the Commission 168 
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approves reconciliation and earnings collar adjustments based on 2014 rate year 169 

actual data.  In fact, ComEd may be able to record a regulatory asset if it anticipates 170 

the Commission will approve that regulatory asset.  If ComEd records a regulatory 171 

asset in anticipation of Commission approval, ComEd’s 2015 revenue/earnings would 172 

be increased to reflect the creation of the 2014 reconciliation/earnings collar 173 

regulatory asset(s), and the revenue/earnings lag created by a reconciliation 174 

adjustment will be within 12 months of the rate year end. 175 

  On the other hand, the cash flow lag could be a period up to 24 months after 176 

the end of the rate year.  While the regulatory asset is developed in the middle of the 177 

year following the rate year, the recovery of the reconciliation balances (reconciliation 178 

and earnings collar) will be recovered in rates that are in effect during the second 179 

calendar year following the rate year end.  Hence, on a cash flow basis, ComEd will 180 

start to recover the regulatory asset created for rate year 2014 reconciliation and 181 

earnings collar adjustments during calendar year 2016.  This cash flow lag then could 182 

be on average approximately 18 months, and will be fully recovered over the 183 

24-month period following the end of the 2014 rate year.   184 

 

Q WILL THE RECONCILIATION AND EARNINGS COLLAR ADJUSTMENTS BE A 185 

SIGNIFICANT PORTION OF THE REVENUE REQUIREMENT FOR THE RATE 186 

YEAR? 187 

A The significance of the reconciliation adjustments has yet to be determined.  188 

However, the EIMA formula rates use a projection of the rate year revenue 189 

requirement, which is then reconciled to actual data after the data are available.  190 

Because the formula rate process captures ComEd’s projected net capital 191 

investments and resulting increase to its revenue requirement in the initial forecast, 192 
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any expectation of large reconciliation and earnings collar adjustments is pure 193 

speculation.  Indeed, one would reasonably expect that the forecast may be very 194 

close to the actual revenue requirement and the reconciliation adjustment may be 195 

small. 196 

 

Q IS THERE EVIDENCE THAT COMED WILL RECORD A REGULATORY ASSET 197 

FOR THE RECONCILIATION AND EARNINGS COLLAR BALANCES AS SOON 198 

AS POSSIBLE? 199 

A Yes.  ComEd has already recorded a regulatory asset related to the EIMA mandate 200 

that it be allowed to recover all prudent and reasonable costs.  In its Securities and 201 

Exchange Commission (“SEC”) Form 10-K, for the period ending December 31, 2011, 202 

ComEd stated as follows: 203 

As of December 31, 2011, ComEd recorded an estimated regulatory 204 
asset of $84 million and an offsetting increase in revenues for the 2011 205 
reconciliation and net decrease in operating and maintenance expense 206 
for the deferral of certain storm costs of $29 million and $55 million, 207 
respectively.  This regulatory asset represents ComEd’s best estimate 208 
of the probable increase in distribution rates expected to be approved 209 
by the ICC to provide ComEd recovery of all prudently and reasonably 210 
incurred costs in 2011 and an earned rate of return on common equity, 211 
as defined in the legislation, for 2011. 212 

*     *     * 213 

The positive impact of the reconciliation mechanism on ComEd’s 2011 214 
pre-tax income was partially offset by the recognition of the $15 million 215 
contribution to be made to the Science and Technology Innovation 216 
Trust fund discussed above.2  217 

  As outlined in the quote above, ComEd recorded a regulatory asset in 2011 to 218 

reflect costs that were not recovered in 2011.  By virtue of having recorded the 219 

regulatory asset, ComEd recorded an offsetting increase in revenues and resulting 220 

                                                 
2ComEd’s SEC Form 10-K, for the fiscal year ended December 31, 2011 at 208. 
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pre-tax profit.  In this case, there appears to have been no lag in recording 221 

revenue/earnings  in 2011 due to under-recovery of 2011 costs. 222 

 

Q DID COMED WITNESS JOSEPH TRPIK COMMENT ON THE EARNINGS 223 

STABILITY ASPECTS OF THE EIMA? 224 

A Yes.  He described the cash flow and earnings stability of the EIMA as they impact 225 

ComEd’s financial planning for capital investments.  He states that ComEd plans over 226 

$2.6 billion of investment for EIMA projects over the next 10 years, which includes 227 

over $900 million in Smart Grid investments alone.3 228 

  He states his concern about the Order in this docket and how it relates to 229 

ComEd’s ability to produce internal funding to support these investments.  He 230 

expresses concern about the reduced revenue collections under the EIMA rates and 231 

states that these reduced revenues will reduce ComEd’s internal earnings available 232 

to fund the planned capital improvement program.4 233 

 

Q DO YOU BELIEVE MR. TRPIK’S TESTIMONY PROVIDES REASONABLE 234 

CRITIQUES OF THE COMMISSION’S PROPOSED IMPLEMENTATION OF THE 235 

EIMA? 236 

A No.  First, Mr. Trpik’s assessment of the EIMA rate does not offer any evidence that 237 

the Commission’s finding does not correctly implement the EIMA formula rate.  In 238 

particular, he has shown no evidence that the EIMA rates will not provide ComEd full 239 

and timely recovery of its reasonable and prudent actual costs incurred during each 240 

rate year throughout the EIMA formula rate period.  Rather, he simply observes that 241 

                                                 
3ComEd Ex. 31.0, lines 60-62. 
4Id. at 86-93. 
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the Commission’s order would lower the revenue collections relative to ComEd’s 242 

proposals and, thus, reduce ComEd’s internal cash flow available to fund capital 243 

projects – again, relative to what ComEd proposed. 244 

  Mr. Trpik’s testimony does not show or prove that the Commission erred in 245 

implementing the EIMA rates, or whether or not ComEd’s proposal would simply 246 

overcharge customers to produce excessive revenue and internal cash flow that will 247 

help ComEd to fund its capital program.   248 

 

Q ARE THERE OTHER ASPECTS OF THE EIMA THAT WOULD SUPPORT THE 249 

CAPITAL IMPROVEMENT PROGRAM – ASPECTS THAT MR. TRPIK DID NOT 250 

COMMENT ON? 251 

A Yes.  Mr. Trpik not only failed to examine whether the EIMA formula rate will provide 252 

ComEd full recovery of all reasonable and prudent costs incurred within a rate year, 253 

he also ignored the EIMA formula rate components that stabilize ComEd’s earnings 254 

during the 10-year EIMA formula rate period.  The combination of these two 255 

components of the EIMA formula rate ensures ComEd timely full recovery of its 256 

reasonable and prudent costs, and will also provide assurance that ComEd’s 257 

earnings throughout the EIMA period will be within the tolerance band.  In 258 

combination, these components should help support ComEd’s credit standing, 259 

stabilize its cash flow and earnings, and likely will support a much stronger credit 260 

rating throughout the EIMA formula rate period.   261 
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Reconciliation Balance Interest Rate 262 

Q DO COMED WITNESSES OFFER AN OPINION ON THE APPROPRIATE 263 

INTEREST RATE FOR RECONCILIATION BALANCES? 264 

A Yes.  ComEd witnesses recommend the Commission use ComEd’s weighted average 265 

cost of capital to carry reconciliation balances.  The justification for this weighted 266 

average cost of capital varies among the witnesses, but the justifications offered by 267 

ComEd’s witnesses include the following: 268 

1. ComEd witnesses mistakenly critique the EIMA formula rate reconciliation 269 

period as being a comparison of the revenue requirement and charges in 270 

effect during the rate year.  (Houtsma, ComEd Ex. 32.0 at 2; Trpik, ComEd 271 

Ex. 31.0 at 5). 272 

2. The witnesses misstate the EIMA cost recovery pattern (Houtsma, ComEd 273 

Ex. 32.0 at 2, ComEd Ex. 32.1; Trpik, ComEd Ex. 31.0 at 5). 274 

3. Two of the witnesses suggest that the reconciliation balance reflects a 275 

delay in recovery of hundreds of millions of dollars of plant investments.  276 

(Hadaway, ComEd Ex. 33.0 at 3-5; Trpik, ComEd Ex. 31.0 at 4). 277 

4. The ComEd witnesses ignore the earnings stability provisions of the EIMA 278 

formula rate, produced through the earnings collar. 279 

 

Q ARE THE WITNESSES CORRECT THAT THE EIMA FORMULA RATE BASES 280 

THE RECONCILIATION COMPONENT ON A REVENUE REQUIREMENT VERSUS 281 

THE COLLECTIONS/RATES IN EFFECT DURING A YEAR? 282 

A No.  This is described above in response to Ms. Houtsma, and this characterization of 283 

the EIMA formula rate is simply in error, and is significantly misleading. 284 
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Q ARE COMED WITNESSES CORRECT THAT THE FORMULA RATE INCLUDES 285 

O&M EXPENSES PRIOR TO THE RATE YEAR, AND THEREBY CREATES A 286 

SIGNIFICANT LAG IN THE RECOVERY OF THESE EXPENSES? 287 

A No.  This claim is a result of ComEd’s designation of the year rates are in effect as 288 

the rate year.  As outlined in the example discussed above and illustrated in my IIEC 289 

Exhibit 3.1RH, Ms. Houtsma’s claim (ComEd Ex. 32.0, page 2) that the rate year (her 290 

definition) of 2015 will include recovery of 2013 O&M expenses is erroneous and 291 

highly misleading.  Ms. Houtsma fails to recognize that the formula rate includes a 292 

prescribed formula to forecast 2014 (Rate Year) revenue requirement  and to recover 293 

this revenue requirement in calendar year 2015 (Rate Effective Period).  This 294 

prescribed formula requires the use of the prior year’s FERC Form 1 data as a 295 

starting point, which is then adjusted for projected rate year rate base changes.  That 296 

forecast of the rate year costs, in the example 2014, produces a projected revenue 297 

requirement, which is ultimately reconciled to a revenue requirement based on actual 298 

data after the 2014 data is available.   299 

 

Q DOES A RECONCILIATION BALANCE DELAY THE RECOVERY OF HUNDREDS 300 

OF MILLIONS OF DOLLARS OF PLANT INVESTMENT? 301 

A No.  This characterization is an exaggeration.  The reconciliation component of the 302 

EIMA rate provides assurance that the Company can record a regulatory asset to 303 

recognize it will recover its full return “on” and “of” its investment in its plant and 304 

equipment.  The revenue/earnings lag for the recovery is within 12 months of the rate 305 

year end, and cash flow recovery within 24 months.  The amount of the reconciliation 306 

will vary and is not known at this time.  Further, if the prescribed method of 307 

forecasting the revenue requirement for the rate year turns out to be a reasonably 308 
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accurate methodology, then the reconciliation balances will be reasonably small.  It is 309 

simply erroneous for ComEd to suggest that the reconciliation balances are going to 310 

be a large portion of total rate year revenue requirement when all indications are that 311 

the forecasting methodology should reasonably capture rate year cost of service. 312 

  This reconciliation provides great assurance of full cost recovery, and 313 

substantially eliminates the uncertainty of cost recovery inherent in traditional 314 

ratemaking.  Further, the reconciliation balance and earnings collar balance are 315 

recorded as a regulatory asset.  This regulatory asset will represent the difference 316 

between the forecasted revenue requirement and the actual revenue requirement, 317 

and any earnings that are outside the tolerance bands.  This regulatory asset will then 318 

represent a receivable ComEd will have against future charges to customers to 319 

ensure it is made whole for these costs.  ComEd can book the revenue and earnings 320 

related to this asset sale in the year following the rate year. 321 

  The regulatory asset that acts as a revenue receivable is a short-term 322 

investment that will only be carried by ComEd until it is fully recovered from 323 

customers.  The cash delay in recovery from the actual rate period will on average be 324 

18 months after the end of the rate year, and will not exceed 24 months after the rate 325 

year.  It is important to recognize that the reconciliation adjustment and earnings 326 

adjustments can be positive for certain years, and may be negative for other years.  327 

Hence, the magnitude and direction of the regulatory asset or liability will vary from 328 

year to year and will not be an annual, predictable or recurring amount.  329 
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Q IS THE WEIGHTED AVERAGE COST OF CAPITAL AN APPROPRIATE 330 

CARRYING CHARGE RATE FOR THE RECONCILIATION BALANCES? 331 

A No.  The interest rate on the reconciliation balance should represent ComEd’s actual 332 

prudent and reasonable cost of carrying a reconciliation balance.  It would be neither 333 

prudent nor a reasonable cost if ComEd used its weighted average cost of capital to 334 

carry the reconciliation balance. 335 

 

Q WHY IS THE WEIGHTED AVERAGE COST OF CAPITAL THE INCORRECT 336 

CARRYING CHARGE RATE TO USE AS A RECONCILIATION BALANCE 337 

CARRYING COST? 338 

A The weighted average cost of capital is a long-term capitalization rate that would not 339 

be a prudent and reasonable funding option for the reconciliation balance.  A 340 

long-term source of capital will have contractual restrictions on the term of the 341 

agreement, which likely will not mirror the term of the reconciliation balance.  Hence, 342 

the cost incurred for a long-term capital source cannot be synchronized with the 343 

amount and term of the reconciliation balance, and, therefore, can result in excessive 344 

and unreasonable carrying costs.   345 

  Consider an example where a reconciliation balance is carried using long-term 346 

capital with an average term of 15 years.  The reconciliation balance will be amortized 347 

in rates and recovered over a period not to exceed 24 months.  As a result, the 348 

reconciliation balance will be paid down over a period starting in month 13 through 349 

24.  The average life of the reconciliation balance will be about 18 months.   350 

  Using a long-term source of capital, ComEd would not be able to pay down 351 

the capital source as it recovers the reconciliation balance from customers starting in 352 

month 13.  Hence, as the Company would recover the reconciliation balance, it would 353 
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not be able to pay down its borrowing source and reduce its borrowing cost.  If 354 

ComEd cannot pay down its funding source as the reconciliation balance is 355 

recovered, it would continue to incur interest expense on the full reconciliation 356 

balance after the regulatory asset was recovered from customers.  This would result 357 

in excessive and unreasonable carrying costs.   358 

  Further, a reconciliation balance will change from year to year, can be 359 

different in amount and can be a negative balance or a positive balance.  Hence, the 360 

Company can most accurately gauge the amount and duration of the funding source 361 

necessary to carry the reconciliation balance by use of a flexible short-term borrowing 362 

facility.  If it used a long-term capital source, it could have outstanding capital for 363 

funding a reconciliation balance in the year where the balance is zero, negative or 364 

after it is fully recovered.  Again, in this case, the Company would imprudently incur 365 

carrying charges on the funding source where there was no outstanding balance.   366 

 

Q WHAT WOULD BE A PRUDENT AND REASONABLE CARRYING CHARGE FOR 367 

A RECONCILIATION BALANCE? 368 

A In assessing a prudent and reasonable cost for a reconciliation balance, it is 369 

appropriate to determine the period over which the reconciliation balance will be 370 

carried.  Further, it is also appropriate to use a funding mechanism that can be 371 

increased or decreased as reconciliation balances (i.e., regulatory assets) are 372 

created, and ultimately recovered from customers.  The ability to synchronize the 373 

balance of the funding source with the outstanding balance of the regulatory asset will 374 

minimize the carrying charge of the regulatory asset, and be a prudent funding option 375 

and the most reasonable cost. 376 
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Q WHAT DO YOU RECOMMEND TO USE AS A CARRYING CHARGE ON THE 377 

RECONCILIATION AND EARNINGS COLLAR BALANCES? 378 

A I believe the Company’s short-term debt is the most prudent and reasonable funding 379 

source, and should be used to carry the reconciliation and earnings collar balances.  I 380 

reached this conclusion based on the following. 381 

  As outlined above, the actual lag in revenues/earnings is a period likely no 382 

more than 12 months, depending on ComEd’s accounting of the regulatory asset.   383 

The actual cash recovery of the reconciliation balance will occur 12 to 24 384 

months after the end of the rate year, because the reconciliation balance will be 385 

included in the revenue requirement for the rate effective period two years after the 386 

rate year.   387 

  The out-of-pocket carrying charges to ComEd could include several 388 

possibilities, including the following: 389 

1. There may be no out-of-pocket carrying charges, because ComEd could 390 
simply book an accounting entry of a regulatory asset that will ultimately be 391 
converted into cash after the reconciliation balance is amortized to customers.  392 
In this instance, ComEd has no actual external financing cost of the 393 
reconciliation balance.  It is simply an accounting entry produced by the 394 
creation of a regulatory asset. 395 

2. However, if actual revenue requirement is not fully recovered, ComEd’s actual 396 
cash would be reduced, which can either increase its short-term borrowing 397 
costs, or would decrease the amount of cash available to deposit into a 398 
short-term interest bearing account.  ComEd’s costs of these funding sources 399 
is best approximated by ComEd’s short-term cost of debt.   400 

3. Use of a short-term borrowing facility can allow ComEd to borrow against the 401 
borrowing facility when it creates a regulatory asset, and pay down the 402 
borrowing facility as it recovers the regulatory asset from customers.  By 403 
synchronizing the balance of the funding source with the outstanding balance 404 
of the regulatory asset, ComEd can minimize its carrying charge on the 405 
regulatory asset.  As a result, a short-term borrowing facility would be the 406 
most prudent and reasonable funding source for the regulatory asset.  This is 407 
particularly true given the uncertain balance of the regulatory asset from year 408 
to year, the fact that in some years it may actually be negative, and other 409 
years there may no reconciliation or earnings collar adjustment at all.  The 410 
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ability to synchronize the funding balance with the uncertain amount of the 411 
regulatory asset from year to year is prudent and reasonable.   412 

 

Q CAN A LONG-TERM CAPITAL SOURCE BE USED FOR ANY TYPE OF 413 

SHORT-TERM WORKING CAPITAL ASSET? 414 

A Yes.  For working capital assets that are annual recurring requirements such as fuel 415 

inventories, materials and supplies, and other working capital components which will 416 

be needed every year in a stable and predictable fashion, these permanent working 417 

capital requirements often are financed using long-term capital.  However, a 418 

reconciliation balance does not fit into this category because it will vary significantly 419 

from year to year, it can be positive or negative in amount, and is not a predictable 420 

annual recurring working capital requirement.  Therefore, long-term capital would not 421 

be a prudent and reasonable financing source for a reconciliation balance. 422 

 

Q COMED ARGUES THAT BECAUSE ITS SHORT-TERM DEBT BALANCE IS 423 

ALREADY INCLUDED IN ITS COST OF CAPITAL, THERE IS NO SHORT-TERM 424 

DEBT AVAILABLE TO CARRY A RECONCILIATION BALANCE.  PLEASE 425 

RESPOND. 426 

A I believe ComEd’s argument in this regard has merit.  Hence, the Commission should 427 

modify its practice of establishing the amount of short-tem debt included in the rate 428 

formula capital structure to support rate base, by excluding both short-term debt 429 

supporting construction work in progress (“CWIP”) and short-term debt in the rate 430 

year supporting a reconciliation balance.  This would carve out an amount of 431 

short-term debt supporting the reconciliation balance, and would ensure that there is 432 
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a reasonable allocation of ComEd’s actual outstanding capital to both its rate base, its 433 

reconciliation balance, and its CWIP balances. 434 

  As a result, I recommend the Commission authorize ComEd to carry its 435 

reconciliation balances using its cost of short-term debt.  However, in addition, I 436 

recommend the Commission modify its proposal for including short-term debt in the 437 

capital structure supporting its rate base by removing any short-term debt that is 438 

carved out to support the reconciliation balance.  I believe this practice will result in 439 

full recovery of reasonable and prudent costs, and eliminate ComEd’s concern about 440 

customers receiving credit for short-term debt capital in both the carrying charge on 441 

rate base, and a second time for a carrying charge on a reconciliation balance. 442 

 

Q DOES THIS CONCLUDE YOUR DIRECT TESTIMONY ON REHEARING? 443 

A Yes. 444 
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