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I. INTRODUCTION 1 

Q. Please state your name and business address. 2 

A. Ralph C. Smith, 15728 Farmington Road, Livonia, Michigan 48154. 3 

 4 

Q. Are you the same Ralph C. Smith who provided testimony on behalf of the 5 

Citizens Utility Board (“CUB”) in the docket prior to this rehearing? 6 

A. Yes.   7 

 8 

Q. What is the purpose of your testimony?  9 

A. The Commission’s Order in this docket dated June 22, 2012, granted a rehearing 10 

of the Commonwealth Edison Company (“ComEd” or “Company”) on the 11 

following issues: pension asset; average year vs. year-end rate base; and the 12 

methodology regarding the calculation of interest on reconciliation adjustments.  I 13 

will be responding to the average calendar year vs. year-end rate base and the 14 

methodology regarding the calculation of interest on reconciliation adjustments 15 

issues.   16 

 17 

Q. Have you attached to your testimony any Exhibits?  18 

A. Yes.  Attached to my testimony is CUB Exhibit 5.1 which contains a response to 19 

discovery that is discussed in my testimony.   20 

 21 

Q. How is the remainder of your testimony organized? 22 

A. It is organized by issue. 23 
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II. USE OF AVERAGE CALENDAR YEAR 24 
RATE BASE FOR ANNUAL RECONCILIATIONS 25 

Q. What does the Act prescribe for an annual reconciliation filing? 26 

A. Section 16-108.5(c)(6) provides for an annual reconciliation between the revenue 27 

requirement determined pursuant to the formula rate and the revenue requirement 28 

that would have been determined if actual cost information from the applicable 29 

calendar year had been available at the filing date. Specifically, Section 16-30 

108.5(c)(6) states as follows: 31 

Provide for an annual reconciliation, with interest as 32 
described in subsection (d) of this Section, of the revenue 33 
requirement reflected in rates for each calendar year, 34 
beginning with the calendar year in which the utility files 35 
its performance-based formula rate tariff pursuant to 36 
subsection (c) of this Section, with what the revenue 37 
requirement would have been had the actual cost 38 
information for the applicable calendar year been available 39 
at the filing date. 40 

 41 

The reference to “what the revenue requirement would have been had the actual 42 

cost information for the applicable calendar year been available at the filing date” 43 

suggests the use of an average rate base methodology for measuring ComEd’s 44 

actual results under the reconciliation.  Actual cost information for the applicable 45 

calendar year would include additions and subtractions from the jurisdictional rate 46 

base as they have occurred throughout the year.  Section 16-108.5(c)(6) 47 

specifically says “applicable calendar year” and a calendar year is a 12-month 48 

period starting on January 1 and ending on December 31.  For rate base, the 49 

calendar year is this period and should thus reflect actual additions and 50 

retirements that have occurred during the year. If the legislature had intended a 51 
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year-end rate base, presumably the specification would have been for a “calendar 52 

year-end” and not for the “applicable calendar year.” 53 

 54 

Q. What did the Commission’s Order in Docket No. 11-0721 decide concerning 55 

the use of an average calendar year rate base?  56 

A. At page 18 of its May 29, 2012 Order in Docket No. 11-0721, the Commission 57 

concluded that an average calendar year rate base should be used going forward in 58 

reconciliations in the manner set forth by the IIEC, the Attorney General (AG), 59 

CUB, the City of Chicago, AARP and Staff.   The term "applicable calendar year" 60 

is used in Section 16-108.5(c)(6).  ComEd has apparently interpreted this to mean 61 

calendar-year end, and to focus on December 31 cost information, which is 62 

contrary to the plain meaning of "calendar year," which is a 12-month period 63 

starting on January 1 and ending on December 31.   64 

Using an average calendar year is consistent with the objective of the 65 

reconciliation aspect of the formula rate plan which is to measure the utility’s 66 

actual earnings during that applicable 12-month calendar year period.  In contrast, 67 

the use of year-end, rather than average test year rate base, is not applicable in the 68 

context of the formula rate plan reconciliation, and in fact, would distort the 69 

measurement of plan results for that year, by measuring actual revenue and 70 

expenses against an end-of-year rate base.  The “applicable calendar year” is, in 71 

plain language, a 12 month period, not a single day.  The reference to “what the 72 

revenue requirement would have been had the actual cost information for the 73 

applicable calendar year been available at the filing date” suggests the use of an 74 
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average rate base methodology for measuring ComEd’s actual results under the 75 

reconciliation.  Actual cost information for the “applicable calendar year” would 76 

include additions to and subtractions from the jurisdictional rate base as they have 77 

occurred throughout the year.  For rate base, the calendar year is this period from 78 

January 1 through December 31 and should thus reflect actual additions and 79 

retirements that have occurred during the year.  If the legislature had intended a 80 

year-end rate base, presumably the specification would have been for a “calendar 81 

year-end” and not for the “applicable calendar year.” 82 

The use of a year-end rate base also presents concerns about mismatching 83 

with revenue and expense for the applicable calendar year because the use of a 84 

year-end rate base to measure actual results is a mismatch, with the requirement 85 

of Section 16-108.5(c)(6) that the reconciliation consider "what the revenue 86 

requirement would have been had the actual cost information for the applicable 87 

calendar year been available at the filing date." 88 

The use of FERC Form 1 data in the formula rate plan reconciliation is 89 

also consistent with the use of an applicable calendar year.  The FERC Form 1 90 

includes both beginning and end-of-year information for balance sheet accounts.  91 

Moreover, because the FERC Form 1 does include both beginning and end-of-92 

year information for balance sheet accounts, which are the primary sources of rate 93 

base amounts in itself, suggests that an average rate base should be used. 94 

 95 

Q. Please summarize your recommendation concerning the use an average 96 

calendar period test year rate base concept for the reconciliations. 97 



Docket No. 11-0721 (Rehearing) 
CUB Ex 5.0 

 

Page 5 of 34 

A. I agree with the findings in the Commission’s Order in Docket No. 11-0721 98 

requiring that an average rate base for the applicable calendar year be used to 99 

measure earnings for the true-up phase. 100 

 101 

III.  CARRYING COST RATE FOR ANNUAL 102 
RECONCILIATIONS 103 

Determination of a Fair and Appropriate Interest Cost Rate for 104 
Over- and Under-Collected Reconciliation Balances 105 

Q. How does the Act provide for carrying costs on over- or under-collected 106 

balances resulting from the annual reconciliations? 107 

A. Section 16-108.5(d)(1) states that:  108 

Any over-collection or under-collection indicated by such 109 
reconciliation shall be reflected as a credit against, or 110 
recovered as an additional charge to, respectively, with 111 
interest, the charges for the applicable rate year.   112 

 113 

Thus, the Act provides for interest to be applied, but does not specify how the 114 

interest rate should be determined or whether a different interest rate should be 115 

applied to over- and under-collections. 116 

 117 

Q. What interest rate did you recommend on behalf of CUB in this docket? 118 

A. In my Direct Testimony filed on January 13, 2012 in this docket, I recommended 119 

that carrying costs on over-collections by ComEd should be computed at the 120 

larger of (1) ComEd’s overall cost of capital or (2) ComEd’s short term debt cost.  121 

Carrying costs on under-collections by ComEd should be computed at the smaller 122 
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of (1) ComEd’s overall cost of capital or (2) ComEd’s short term debt cost.1  In 123 

my Rebuttal Testimony filed on February 24, 2012, I made that same 124 

recommendation.2  I also acknowledged that other parties, such as Staff, had 125 

recommended using the Customer Deposit interest rate that is used in several 126 

other rider reconciliations.3  I testified that using the Customer Deposit interest 127 

rate on under-collections, instead of ComEd’s short-term debt rate, was 128 

appropriate and reasonable.   If the Customer Deposit rate were to be used for 129 

Formula Rate Plan reconciliations, I recommended that carrying costs on over-130 

collections by ComEd should then be computed at the larger of (1) ComEd’s 131 

overall cost of capital or (2) ComEd’s Customer Deposits interest rate.4  132 

 133 

Q. What interest rate did the Commission’s Order in this docket dated May 29, 134 

2012 require? 135 

A. The Commission’s May 29, 2012 Order required a carrying cost rate of 3.42 136 

percent, based on a roughly equal “hybrid” mixture of short- and long-term debt. 137 

The Commission’s Order addressed the carrying cost rate at pages 161-166.  At 138 

page 166 of that Order, the Commission stated that: 139 

The Commission observes that neither Subsection (c) nor 140 
(d) of Section 16-108.5(c) nor Section 16-108.5(d) 141 
specifies the interest rate to be applied to the reconciliation 142 
balance. (220 ILCS 5/16-108.5(c) and (d)). The time line 143 
for capital investments required by the EIMA starts with 144 
the rate year and continues the next year in which the 145 
reconciliation is filed, and ends the following year when the 146 

                                                 
1 CUB Ex. 1.0 at pages 64. 
2 CUB Ex. 3.0 at pages 33-34. 
3 See, e.g., Staff Ex. 1.0 at pages 17-18; CUB Ex. 3.0 at page 35. 
4 CUB Ex. 3.0 at page 35. 
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reconciliation adjustment goes into effect. A participating 147 
utility will incur capital costs to fund the plant additions 148 
made in a rate year and the reconciliation adjustment under 149 
Section 16-108.5(c) provides the only opportunity to 150 
mitigate the lagged recovery of the financing costs of 151 
hundreds of millions of dollars of those plant additions, 152 
every year.  153 

The Commission finds that the customer deposit rate is 154 
designed to reflect a short term cost of money for 155 
customers, and not reflective of a utility’s cost of capital 156 
nor the cost of financing these longer term utility 157 
investments. Application of the customer deposit rate 158 
currently set at 0% is unrelated to the actual cost of the 159 
capital supporting these investments. Such a situation is 160 
contrary and impermissible under the EIMA’s directive that 161 
performance-based formula rates shall ‘[p]rovide for the 162 
recovery of the utility's actual costs of delivery services.’ 163 
(220 ILCS 5/16 108.5(c)(1); see also 220 ILCS 5/16 164 
108(c)).  165 

Regarding our review of the various positions on this issue 166 
the Commission shares the concern raised by Staff that 167 
using the WACC as ComEd proposes would treat the 168 
reconciliation amount like a rate base investment rather 169 
than a reconciling item. We also find credence in the point 170 
raised by the Company that the reconciliation adjustments 171 
will represent significant investments and operating 172 
expenses funded by the participating utility.  173 

The Commission recognizes that the [sic] due to the EIMA 174 
timeline for the reconciliation period the interest rate is 175 
both short term and long term in nature. As discussed 176 
above, the customer deposit rate does not encompass the 177 
long term aspect of the time period of the reconciliation. 178 
The WACC includes the weighted costs of short-term debt, 179 
long-term debt, and common equity. The Company 180 
proposes the WACC which is inclusive of the common 181 
equity, which does not represent debt on which to set an 182 
interest rate. The Commission believes there is value in 183 
setting an interest rate based upon debt that is relevant to 184 
the Company for the time duration of the reconciliation. In 185 
order to capture the unique aspects of the relevant period 186 
we find that a hybrid approach should be utilized to 187 
determine the appropriate interest rate. Such a hybrid 188 
calculation would take the weighted costs of short-term 189 
debt and long-term debt and exclude the weighted cost of 190 
common equity as the methodology in calculating the 191 
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interest rate. This results in an interest rate of 3.42%. The 192 
Commission concludes that this hybrid interest rate of 193 
3.42% is reasonable and appropriate to be utilized for the 194 
reconciliation period and is hereby adopted. 195 
 196 

Thus, the Commission ordered a carrying cost rate of 3.42 percent based on an 197 

approximately equal blend of short- and long-term debt to correspond with the 198 

approximate time duration of the reconciliation. 199 

 200 

Q. Do you believe that there is merit in the blended or hybrid debt cost rate 201 

found by the Commission to be appropriate in its May 29, 2012 decision in 202 

this docket? 203 

A. Yes.  The use of a hybrid debt cost rate for under-collections would be 204 

appropriate, as recognized by the Commission, because it represents an interest 205 

rate that is based upon debt that is relevant to the Company for the time duration 206 

of the reconciliation.  Accordingly, I recommend that ComEd’s weighted average 207 

cost of capital should be applied to over-collections for the reasons stated in my 208 

earlier testimony and herein, and that a hybrid or blended debt-based cost rate be 209 

applied to under-collected reconciling balances.   210 

 211 

Q. In your opinion, could the use of a hybrid debt cost rate, such as was used in 212 

the Commission’s Order, be fair and reasonable? 213 
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A. Yes, particularly for under-collected reconciliation balances.5 The use of such a 214 

hybrid debt cost rate could be viewed as fair and reasonable based on an 215 

assumption that approximately half of (i.e., the first year of) an under-collection 216 

would be financed by ComEd using short-term debt and the other half (or second 217 

year) of an under-collection would be financed at a longer-term debt cost.   218 

 219 

Q. Are there additional issues on rehearing regarding the appropriate interest 220 

rate to apply to over- and under-collections? 221 

A. In establishing the carrying cost rate, another issue has also been presented, which 222 

involves consideration of how the under- or over-collection balances interact with 223 

income taxes, and what ramifications this “net of tax” issue has on (1) the net 224 

balance of under- or over-collection that is financed by investors or ratepayers and 225 

(2) the carrying cost rate applied to that balance.   226 

 This “net of tax” issue concerning carrying costs has become apparent 227 

from ComEd’s responses to discovery in Docket No. 12-0321.  Additional 228 

information on tax impacts directly related to the reconciliation balances, the 229 

related accounting, and the implications for the balance to which the interest rate 230 

is applied, or, alternative to modify the interest rate to reflect the “net of tax” 231 

considerations are discussed further below because this relates to the issue of 232 

appropriately providing for carrying costs on reconciliation balances. 233 

                                                 

5 As described subsequently in my testimony, an alternative recommendation is also 
being offered for the Commission’s reconsideration, consistent with my Direct testimony in the 
original proceeding in this docket, which is to base the carrying cost rate for over-collected 
reconciliation balances on ComEd’s WACC. 
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 234 

Q. What interest rate for over- and under-collections has ComEd proposed in 235 

its rehearing filing? 236 

A. ComEd has presented rehearing testimony on the carrying cost interest rate issue 237 

by four Company witnesses: Dr. Hemphill, Mr. Trpik, Ms. Houtsma, and Dr. 238 

Hadaway.  As revealed in the overlapping testimony of these four ComEd 239 

witnesses, ComEd proposes to use its WACC as the carrying cost rate on both 240 

under-and over-collections.  All four ComEd witnesses basically assert that the 241 

WACC is the only reconciliation adjustment carrying cost rate that should be 242 

used. 243 

 244 

Q. What was ComEd witness, Dr. Hemphill’s response to the Commission’s 245 

decision? 246 

A. Dr. Hemphill explains that the EIMA and its revenue requirement reconciliation 247 

requires an interest rate that will offset the incurred loss due to the lags and delays 248 

involved in the annual formula ratemaking process.  He claims, on page 1 of his 249 

Rehearing testimony, that “any interest rate less than ComEd’s ... WACC ... 250 

cannot serve this function and effectively denies the utility recovery of its 251 

reasonable and prudent cost of service as envisioned by the EIMA.”  He provides 252 

an illustrated example of the EIMA cost recovery time line in ComEd Ex. 30.1 to 253 

demonstrate that actual operating expenses and capital investments for 2015, and 254 

projected net capital investments for 2016, would not be fully reconciled and 255 

recovered until 2017, or one year after the reconciliation proceeding in 2016 to 256 
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review 2015 costs (assuming that ComEd under-recovered its 2015 costs).  That 257 

illustration is highly similar to ComEd Ex. 32.1, attached to ComEd witness Ms. 258 

Houstma’s testimony, but does not contain the same level of detail.   259 

 260 

Q. Does the fact that there is a one or two year lag for the reconciliation 261 

balances to be recovered invalidate the use of a debt-based interest rate for 262 

under-collections? 263 

A.  No.  The fact that there is a one year reconciliation collection lag for some items 264 

and a two-year reconciliation lag for other items would not invalidate the concept 265 

of applying a hybrid debt-based cost rate, based on a mixture of short-term and 266 

longer-term (e.g., two-year debt) debt for under-recovered reconciliation balances.    267 

 268 

Q. Ms. Houtsma’s Direct Rehearing Testimony at pages 6-7 claims that the only 269 

fair and appropriate carrying cost rate on both under- and over-collections is 270 

its weighted average cost of capital (WACC).  Do you agree?  271 

A. No.  The Commission has already considered extensive arguments made by 272 

ComEd about using the WACC as an interest rate for reconciliation purposes, and 273 

has appropriately rejected ComEd’s arguments that a WACC be used for under-274 

collections.  In this rehearing phase, I am asking the Commission to re-examine 275 

the appropriateness of applying the WACC to over-collections, and have 276 

presented additional evidence supporting why this is sound regulatory policy and 277 

is specifically needed for ComEd.  In contrast, Ms. Houtsma’s July 6, 2012 278 
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testimony does not add much, if anything, to ComEd’s previous arguments that 279 

were extensively made by ComEd in the earlier phase of the proceeding.   280 

Ms. Houtsma has presented the EIMA cost recovery pattern in a 281 

chart/graphic display in ComEd Ex. 32.1.  However, the illustrated pattern of 282 

recovery would suggest maximum one to two-year lags for full recovery (or 283 

refund) of reconciliation amounts.  The one to two-year “carrying” period for 284 

under-recovered reconciliation balances that may arise would thus suggest that the 285 

interest rate for carrying charges on such under-recovered balances could be 286 

appropriately established based on a mixture of short-term and intermediate (e.g., 287 

two-year) term debt.  As I discuss herein, ComEd management can directly 288 

influence the amount of over- or under-collection by managing its actual 289 

expenditures.   290 

 291 

Q. ComEd witness Houtsma in her July 6, 2012 testimony at pages 6-7 claims 292 

that “[t]he only cost-based interest rate is the WACC.”  Do you agree? 293 

A. No.  The 3.42 percent found by the Commission in its May 29, 2012 Order is 294 

apparently based on a simple average of ComEd’s short- and long-term cost of 295 

debt, and therefore is also cost based.  A rate based on the interest rate on 296 

customer deposits would also be cost based, as would an interest rate based on 297 

ComEd’s short-term borrowing costs.  ComEd’s assertion that alternative carrying 298 

cost rates are not cost based is without merit.   299 

 300 
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Q. What is ComEd witness Mr. Trpik’s response to the Commission’s decision 301 

regarding the interest rate on reconciliation adjustments? 302 

A. Mr. Trpik states that the interest rate adopted by the Commission greatly impacts 303 

the funding of capital projects in which ComEd had planned to invest.  He states 304 

that only the WACC, or similar rate, would allow the Company to recover its 305 

actual costs of service.  As explained above, capital investments and projected net 306 

capital investments would not be recovered until the year after the reconciliation 307 

proceeding. 308 

 309 

Q. How does ComEd witness Hadaway respond to the Commission’s interest 310 

rate decision? 311 

A. Dr. Hadaway claims on page 3 of his rehearing testimony that a return on 312 

investment lower that the WACC would result in an under recovery.  If the 313 

“hybrid” financing cost is used, then ComEd is being denied an equity return.  As 314 

stated on pages 3-4 of Dr. Hadaway’s rehearing testimony: 315 

The additional debt assumed to finance the under recovery 316 
balance, however, has to be supported in part by equity 317 
(i.e., the utility cannot finance ongoing asset balances with 318 
100% debt). Therefore, while the utility’s shareholders 319 
provide equity to support all the utility’s debt, in the case of 320 
the under recovery balance, they are provided no return for 321 
the use of their money. 322 

 323 

Q. At page 5 of his rehearing testimony, ComEd witness Hadaway claims that 324 

allowance of a debt-only return would require adding incremental debt to 325 

ComEd’s capital structure, which he claims would create a perverse dynamic 326 
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and produce a theoretical capital structure vastly different than the true 327 

capital structure the utility can responsibly employ.  Please respond. 328 

A. Dr. Hadaway’s observations would apparently only apply to under-collections.  329 

This is because ComEd’s ratepayers (and related normalized tax impacts) would 330 

be the financing sources for over-collections, not investors.  For under-331 

collections, ComEd has failed to demonstrate that such balances could not be 332 

financed temporarily using short term financing, such as short-term debt or line of 333 

credit based draws.  Moreover, to the extent ComEd was to use such financing, on 334 

a temporary basis, to finance the portion of an under-collection balance (that is 335 

not being financed with tax savings), such short-term borrowings could be 336 

identified and excluded from ComEd’s capital structure.  ComEd currently 337 

identifies short-term borrowing used to finance Construction Work in Progress 338 

(CWIP).  Identifying incremental short-term debt and line of credit borrowings 339 

used to temporarily finance the portion of an under-collected balance (that is not 340 

being financed by tax savings) should not be an insurmountable task.  Such 341 

balances of short-term debt can then be excluded from ComEd’s capital structure 342 

similarly to how the short-term debt balances used to finance CWIP can be 343 

identified and excluded.   344 

Additionally, if ComEd were to issue one-year or two-year notes to 345 

temporarily finance a portion of an under-collection, presumably those notes 346 

would have an interest rate lower than longer term debt, and could be identified 347 

and excluded from ComEd’s capital structure used for other ratemaking purposes 348 

(such as for computing the return on rate base), if needed.  In summary, ComEd’s 349 
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concerns about incremental short-term or one-year or two-year notes being issued 350 

to temporarily finance a portion of an under-collection are not an insurmountable 351 

obstacle or a reason to not use a debt-based carrying cost for under-collections. 352 

 353 

Q. Mr. Trpik’s Direct Rehearing Testimony at page 6, filed on July 6, 2012, 354 

claims that the 3.42 percent does not represent a weighted average of 355 

ComEd’s short- and long-term debt.  Is that a valid reason for rejecting the 356 

3.42 percent? 357 

A. No.  ComEd or its ratepayers are going to be financing under- or over-collections 358 

for at most a one- to two-year period.  Thus, it makes sense to use a debt cost that 359 

is comprised about half of short-term financing (one year or less) and one-half 360 

longer term debt financing (one to two years).  The Commission’s use of the 3.42 361 

percent hybrid debt cost as the appropriate carrying cost rate appears to be based 362 

on this blend, relating to the duration of the reconciliation, and was intended to 363 

represent a simple average of ComEd’s short- and long-term debt costs to reflect 364 

approximately equal financing from those sources. 365 

 366 

Q. At page 4 of his rehearing testimony, Mr. Hadaway cites American Electric 367 

Power (AEP) Texas affiliates as obtaining a WACC based carrying cost on 368 

Smart Metering investments.  Please respond. 369 

A. Neither ComEd or Dr. Hadaway have demonstrated that Texas, as opposed to 370 

other regulatory jurisdictions, should be a model for carrying costs for Illinois 371 

electric distribution utilities under Section 16-108.5(c)(6).  As I discuss below, the 372 
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Florida practice of deducting over-collected recovery mechanisms from utility 373 

rate base (to effectively provide ratepayers with a return at the utility’s WACC) 374 

while excluding under-recovered balances from utility rate base (which 375 

effectively allows the utility to collect only the carrying charge rate provided for 376 

in the surcharge, typically a short-term debt rate) in my opinion provides a better 377 

regulatory illustration of how this policy is used to fairly balance the interests of 378 

the utility and its customers, and to encourage the utility to make accurate 379 

projections so as not to produce large over-recoveries.6  380 

 381 

Q. Do you oppose the use of the WACC on over-collections? 382 

A. No.  As I had stated in my Direct testimony in the original docket, I do not 383 

oppose, and, in fact, recommend the use of a carrying cost rate that is based on the 384 

WACC for over-collections. 385 

 386 

Q. What carrying cost, or interest rate, have you recommended be applied on 387 

under- and over-collected balances? 388 

A. Since the Commission is reconsidering this issue on rehearing, I would ask that 389 

the Commission review the issue of using a different carrying cost rate on over- 390 

and under-collections.   In my Direct testimony in the original proceedings in this 391 

docket, I recommended that carrying costs on over-collections by ComEd should 392 

be computed at the larger of (1) ComEd’s overall cost of capital or (2) ComEd’s 393 

                                                 

6 See, e.g., Florida Public Service Commission Order No. PSC-10-0153-FOF-EI (March 
17, 2010), a Florida Power and Light Company rate case, Florida PSC Docket Nos. 080677-EI, 
090130-EI, at pages 94-95. 
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short term debt cost and that carrying costs on under-collections by ComEd 394 

should be computed at the smaller of (1) ComEd’s overall cost of capital or (2) 395 

ComEd’s short term debt cost.   396 

 397 

Q. Have you revised that recommendation in this rehearing? 398 

A. Yes.  In this rehearing, I recommended that carrying costs on over-collections by 399 

ComEd should be computed at ComEd’s overall weighted average cost of capital 400 

(WACC) and that carrying costs on under-collections by ComEd should be 401 

computed at a hybrid debt-based rate that corresponds with the one- to two-year 402 

reconciliation balance recovery period.   403 

Consideration should also be given to the “net of tax” issue discussed in 404 

my rehearing testimony below. 405 

 406 

Q. Why should a different rate be applied to under- and over-collections? 407 

A. This is necessary in order to protect ratepayers from ComEd’s management 408 

decisions that could produce an over-collected reconciliation balance by over 409 

projecting plant addition amounts or curtailing spending, e.g., to manage the 410 

impact on earnings.  ComEd will be responsible for developing the amount of its 411 

projected plant additions for each year and could thus generate over-collections 412 

simply by over-projecting such plant additions.  ComEd could also make a 413 

management decision to curtail capital expenditures after a revenue requirement 414 

has been authorized by the Commission.  Requiring a higher interest rate for over-415 

collections will thus provide an appropriate and necessary deterrent to ComEd 416 



Docket No. 11-0721 (Rehearing) 
CUB Ex 5.0 

 

Page 18 of 34 

that will discourage the Company from making intentional over-projections of 417 

plant additions, or, after such projections have been accepted by the Commission 418 

as the basis for ComEd’s formula rates, making intentional decisions to curtail 419 

planned capital spending.  The use of ComEd’s WACC for over-collections is 420 

also similar to the standard ratemaking treatment for other sources of non-investor 421 

supplied capital, such as accumulated deferred income taxes related to plant, 422 

which are deducted from rate base and thus effectively receive a reduction to 423 

return (or a carrying cost) based on the utility’s WACC. 424 

Allowing interest on under-collections based on the hybrid debt-based rate 425 

will also encourage the Company to make accurate projections of plant additions, 426 

because its earnings on under-collected balances resulting from mis-projecting 427 

plant additions or making subsequent decisions to under-spend the budgeted 428 

amounts would be at the hybrid debt-based rate.  Moreover, the hybrid debt-based 429 

cost rate used would conceptually correspond with the one to two-year time 430 

period associated with the collection of an under-recovered reconciliation balance.  431 

 432 

Q. You mentioned a Florida Public Service Commission policy and regulatory 433 

practice of deducting over-collected cost recovery mechanisms from utility 434 

rate base while excluding under-recovered balances from utility rate base.  435 

Can you please elaborate on that practice and how it effectively applies the 436 

utility’s WACC to over-collected balances, while allowing the utility to collect 437 

carrying costs at a lower debt-based interest rate (i.e., at a commercial paper 438 

rate) on under-collected balances? 439 
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A. Yes.  The following discussion is from Florida Public Service Commission Order 440 

No. PSC-10-0153-FOF-EI (March 17, 2010), a Florida Power and Light 441 

Company rate case, Florida PSC Docket Nos. 080677-EI, 090130-EI, at pages 94-442 

95 and sheds further light on the issue: 443 

According to FPL witness Ousdahl, our current practice for 444 
clause over- and under-recoveries is not equitable.  She 445 
testified that: 446 

The Commission has not permitted FPL to remove 447 
the liability from working capital even though FPL 448 
compensates customers by paying interest on the 449 
over-recovery through the cost recovery clauses.  450 
This is inconsistent with the treatment of 451 
underrecoveries, where the Commission has 452 
previously required FPL to remove the asset from 453 
working capital. 454 

Witness Ousdahl argued that this Commission should 455 
acknowledge that base rates should never include the cost 456 
of capital associated with clause over- or under-recoveries, 457 
as such costs are already provided for in the clause rate 458 
itself.  She further argued that the regulatory liability 459 
associated with projected over-recoveries should be 460 
removed from working capital.  461 

OPC stated that over-recoveries represent funds the 462 
Company owes customers and if they excluded from 463 
working capital, customers would be providing interest the 464 
company returned in the clause.  OPC further stated that the 465 
under-recoveries are collected from the customers at the 466 
commercial paper rate.  In addition, if a clause under-467 
recovery is included in base rates, the company will receive 468 
a double return on the under-recovery.  469 

OPC argued that the Commission’s practice has been to 470 
exclude fuel under-recoveries, which are assets, from 471 
Working Capital, and to include over-recoveries, which are 472 
liabilities.  Furthermore, the rationale for including over-473 
recoveries as a reduction to working capital is to provide 474 
the Company with an incentive to make its projections for 475 
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the cost recovery clause as accurate as possible and avoid 476 
large over-recoveries.7   477 

We agree with the assessment of OPC as to how we have 478 
handled fuel over-recoveries in calculating the working 479 
capital allowance in prior rate case proceedings.  In the 480 
Company’s last rate proceeding, its fuel over-recovery was 481 
included in the calculation of the working capital 482 
allowance.  There is no compelling evidence in the record 483 
that indicates our policy should be changed.  Utilities 484 
should strive to reasonably project expenses so as to avoid 485 
over-collecting from customers.  Therefore, the over-486 
recovery that shall be included in the calculation of the 487 
working capital allowance for 2010 is $101,971,000. 488 

 489 

As can be seen from this discussion, the rationale for including over-490 

recoveries as a reduction to utility rate base is to provide the utility with an 491 

incentive to make its projections for the cost recovery clause as accurate as 492 

possible and avoid large over-recoveries.  Deducting the over-collected balances 493 

from utility rate base has the result of effectively applying the utility’s WACC to 494 

the over-collected balances.  In contrast, the Florida regulatory practice described 495 

above also excludes under-collected cost recovery clause balances from utility 496 

rate base.  As described above, that exclusion effectively results in the utility 497 

charging customers for carrying costs on the under-collected balances at a short-498 

term debt cost rate, i.e., at the commercial paper rate.  The Florida Public Service 499 

                                                 

7 Order No. 12663, issued November 7, 1983, in Docket No. 830012-EU, In re:  Petition 
of Tampa Electric Company for an increase in rates and charges and approval of a fair and 
reasonable rate of return, pp. 14-15; and Order No. PSC-93-0165-FOF-EI, issued March 29, 
1993, in Docket No. 920324-EI, In re:  Application for a rate increase by Tampa Electric 
Company, p. 38. 
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Commission has found this practice to be fair and reasonable in a series of cases, 500 

notwithstanding opposition from utilities. 501 

 502 

Q. At ComEd Ex. 32.0, page 7, lines 128-134, Ms. Houtsma claims that only the 503 

weighted average cost of capital should be used as the carrying cost on over- 504 

or under-collections and that symmetrical treatment should be applied on 505 

over- and under-collections.  Please respond. 506 

A. My recommendation for asymmetrical carrying costs is based on the sound 507 

regulatory principle of protecting ratepayers from utility over-projections of plant 508 

growth and utility omissions of offsetting factors, such as tax savings benefits.  509 

Carrying costs on over-collections by ComEd should be computed at ComEd’s 510 

overall weighted average cost of capital.  Carrying costs on under-collections by 511 

ComEd should be computed at the hybrid debt-cost rate.  This is necessary and 512 

based on the principle of protecting ratepayers from manipulation of the projected 513 

plant addition amounts by ComEd and to protect ratepayers from intentional over-514 

collections that result from ComEd obtaining formula rates based on projected 515 

levels of plant additions and then based on earnings management or other 516 

considerations, using management’s discretion to actually implement substantially 517 

lower levels of capital expenditures.  ComEd will be responsible for developing 518 

the amount of its projected plant additions for each year as well as managing the 519 

actual capital expenditures, and could thus produce over-collections simply by 520 

over-projecting such plant additions and subsequently managing actual capital 521 

expenditures to a lower level.   522 
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Requiring a higher interest rate for over-collections is thus reasonable and 523 

principled and will thus provide an appropriate and necessary deterrent to ComEd 524 

to discourage the Company from making intentional over-projections of plant 525 

additions or subsequently deciding to under-spend.  Additionally, allowing 526 

interest on under-collections based on the hybrid debt-based cost rate will also 527 

encourage the Company to make accurate projections of plant additions, because 528 

its earnings on under-collected balances resulting from mis-projecting plant 529 

additions or managed under-spending would be at that rate.  The carrying cost 530 

rates I have recommended will also provide appropriate compensation to 531 

ratepayers from ComEd's use of their money in the form of Formula Rate Plan 532 

over-collections. 533 

 534 

Q. Are there signs that ComEd can and will manage the amount of actual 535 

investment based on earnings objectives? 536 

A. Yes.  As one illustrative example, ComEd Ex. 31.1 indicates at page 5 that 537 

ComEd will not proceed with its previously filed investment plan, particularly for 538 

“discretionary investments such as AMI” and that “[i]n general, ComEd will need 539 

to pull back on planned investments because of the reduction of expected 540 

revenue.”  ComEd Ex. 31.1 goes on about curtailing or abandoning its previously 541 

filed plant additions plan.  This pullback and curtailment by ComEd of previously 542 

projected plant additions is one illustration of how ComEd can and apparently 543 

will revise its actual capital expenditures to conform with Company earnings 544 

goals.  Thus, ComEd management can have substantial influence over whether 545 
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over- or under-collections are produced by similar decisions to curtail planned 546 

plant additions.  The Commission should acknowledge that both the projected 547 

level and the actual level of expenditures are heavily under the direct influence of 548 

ComEd management, and that actual expenditures can apparently be curtailed by 549 

ComEd management after the Commission determines formula rates based on, 550 

and relying upon, ComEd’s projected plant additions.  This factor has now 551 

become apparent to such clarity that, if it wasn’t sufficiently apparent during the 552 

earlier proceedings, it should be now.  The control and discretion exerted by 553 

ComEd management on not only budgeted capital expenditures but also on the 554 

level of actual expenditures subsequently made, and thus the ability to influence 555 

and manage whether there are under- or over-collections, in itself, should be 556 

sufficient to justify and require the imposition of different carrying charges on 557 

over- and under-collections.  558 

The “Net of Tax” Issue 559 

Q. Please explain the “net of tax” issue. 560 

A. In Docket No. 12-0321, ComEd Exhibit 10.3, WP 4, page 4, line 95, shows that 561 

ComEd is recording deferred income taxes on the Regulatory (Asset)/Liability 562 

from the Distribution Formula Rate.  ComEd’s response to data request AG 3.01 563 

in Docket No. 12-03218 states that this component of Accumulated Deferred 564 

Income Taxes (ADIT) “represents the estimated under-recovery of ComEd’s 565 

revenue requirement in 2011 (reconciliation) as of December 31, 2011, 566 

                                                 

8 A copy of ComEd’s response to this data request has been included in CUB Exhibit 5.1. 
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determined using the formula rate methodology allowed under the Energy 567 

Infrastructure Modernization Act (‘EIMA’).”  This indicates that the under-568 

recovery shown by ComEd is partially offset by a tax impact.  In other words, 569 

ADIT recorded by ComEd (or the related tax impacts represented by that ADIT) 570 

is effectively financing a portion of the under-recovery balance recorded by 571 

ComEd at December 31, 2011. 572 

 573 

Q. How has ComEd treated the ADIT that is directly related to the under-574 

recovery balance for formula rate reconciliation purposes? 575 

A  ComEd has ignored that ADIT balance that is directly related to the formula rate 576 

plan under-collection balance. 577 

 578 

Q. What reason has ComEd stated for ignoring the ADIT balance that is 579 

directly related to the formula rate plan under-collection balance? 580 

A. ComEd has stated in its response to data request AG 3.01 in Docket No. 12-0321 581 

(attached to this testimony as CUB Ex. 5.1) that:  “The deferred income tax 582 

balance is treated as non-jurisdictional because the regulatory asset is not included 583 

in rate base.” 584 

 585 

Q. Is it appropriate to ignore the ADIT balance that is directly related to the 586 

formula rate plan under-collection balance?   587 

A. No.  Proper matching dictates that a deferred balance and related tax impact 588 

should be considered similarly for ratemaking purposes.  Additionally, the 589 
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existence of the ADIT balance that is directly related to the formula rate plan 590 

under-collection balance indicates that a portion of the under-collection is funded 591 

by tax impacts, not by investors.  The traditional treatment of ADIT balances in 592 

Illinois is to reflect those as zero cost non-investor supplied capital that reduces 593 

rate base.  ComEd records its formula rate plan under-collection as a Regulatory 594 

Asset in account 182.3.  The credit-balance ADIT that is directly related to that 595 

under-collected balance should be considered as a financing source.  The carrying 596 

cost calculation should be adjusted to recognize that a portion of the under-597 

collection balances recorded by ComEd are essentially financed with tax savings 598 

that ComEd records as credit-balance ADIT. 599 

 600 

Q.  What did the Commission’s Order dated May 29, 2012 in Docket No. 11-0721 601 

state with respect to the “net of tax’ issue related to applying interest to 602 

reconciliation balances?  603 

A.  At page 167 of its Order, the Commission stated that:   604 

The Commission declines to adopt this recommendation. 605 
ComEd contends that this recommendation does not 606 
provide ComEd with cash. AG/AARP provide little 607 
information establishing that this procedure is within 608 
generally accepted accounting procedures, or that it would 609 
be of benefit to ComEd or to ratepayers.  610 

This discussion indicates that there are three basic points which could thus benefit 611 

from additional clarification:   612 

(1) how the recording of the regulatory asset and liability amounts related to 613 

under- or over-collections in the formula rate plan reconciliation process, and the 614 
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related income tax effects which are recorded by ComEd as ADIT balances, are 615 

within generally accepted accounting principles (GAAP);  616 

(2) how the reconciliation balances and related income tax effects impact 617 

ComEd’s cash flow; and 618 

(3) how the ratemaking procedure of applying the carrying cost rate to the “net of 619 

tax” reconciliation balances benefits ComEd and its ratepayers. 620 

 621 

Q.  With respect to the first point, is the recording of a regulatory asset or 622 

liability for the under- or over-collected reconciliation amounts and 623 

recording the related income tax impact as ADIT consistent with GAAP? 624 

A.   Yes, it is.  Accounting Standards Codification (“ASC”) sections 840 and 980 625 

recognize that a unique consideration is introduced by rate regulation that may 626 

impact the relationship of costs and revenues and the timing.9  Regulators 627 

sometimes include incurred costs in the revenue requirement in a period other 628 

than the period in which the costs would be charged to expense by an unregulated 629 

enterprise.  These timing differences between cost incurrence and recovery are 630 

accounted for as regulatory assets or liabilities under GAAP.  Regulatory 631 

accounting under the FERC Uniform System of Accounts (“USOA”) for electric 632 

utilities also provides for accounting for the effects of regulation as regulatory 633 

assets and liabilities and states as follows concerning this in definition no. 31: 634 

31. Regulatory Assets and Liabilities are assets and 635 
liabilities that result from rate actions of regulatory 636 

                                                 

9 The impacts of regulation were formerly known as Statement of Financial Accounting 
Standards 71 (“SFAS 71”). 
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agencies. Regulatory assets and liabilities arise from 637 
specific revenues, expenses, gains, or losses that would 638 
have been included in net income determination in one 639 
period under the general requirements of the Uniform 640 
System of Accounts but for it being probable: 641 

A. that such items will be included in a different period(s) 642 
for purposes of developing the rates the utility is authorized 643 
to charge for its utility services; or 644 

B. in the case of regulatory liabilities, that refunds to 645 
customers, not provided for in other accounts, will be 646 
required. 647 

 648 

Similarly, the definition of account 182.3, other regulatory assets, provides 649 

as follows: 650 

182.3 Other regulatory assets. 651 

A. This account shall include the amounts of regulatory-652 
created assets, not includible in other accounts, resulting 653 
from the ratemaking actions of regulatory agencies. (See 654 
Definition No. 31.) 655 

B. The amounts included in this account are to be 656 
established by those charges which would have been 657 
included in net income, or accumulated other 658 
comprehensive income, determinations in the current 659 
period under the general requirements of the Uniform 660 
System of Accounts but for it being probable that such 661 
items will be included in a different period(s) for purposes 662 
of developing rates that the utility is authorized to charge 663 
for its utility services. When specific identification of the 664 
particular source of a regulatory asset cannot be made, such 665 
as in plant phase-ins, rate moderation plans, or rate 666 
levelization plans, account 407.4, regulatory credits, shall 667 
be credited. The amounts recorded in this account are 668 
generally to be charged, concurrently with the recovery of 669 
the amounts in rates, to the same account that would have 670 
been charged if included in income when incurred, except 671 
all regulatory assets established through the use of account 672 
407.4 shall be charged to account 407.3, regulatory debits, 673 
concurrent with the recovery in rates. 674 

C. If rate recovery of all or part of an amount included in 675 
this account is disallowed, the disallowed amount shall be 676 
charged to Account 426.5, Other Deductions, or Account 677 
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435, Extraordinary Deductions, in the year of the 678 
disallowance. 679 

 680 

Similarly, the FERC USOA definition of account 254, other regulatory liabilities, 681 

provides as follows: 682 

254 Other regulatory liabilities. 683 

A. This account shall include the amounts of regulatory 684 
liabilities, not includible in other accounts, imposed on the 685 
utility by the ratemaking actions of regulatory agencies. 686 
(See Definition No. 30.) 687 

B. The amounts included in this account are to be 688 
established by those credits which would have been 689 
included in net income, or accumulated other 690 
comprehensive income, determinations in the current 691 
period under the general requirements of the Uniform 692 
System of Accounts but for it being probable that: Such 693 
items will be included in a different period(s) for purposes 694 
of developing the rates that the utility is authorized to 695 
charge for its utility services; or refunds to customers, not 696 
provided for in other accounts, will be required. When 697 
specific identification of the particular source of the 698 
regulatory liability cannot be made or when the liability 699 
arises from revenues collected pursuant to tariffs on file at a 700 
regulatory agency, account 407.3, regulatory debits, shall 701 
be debited. The amounts recorded in this account generally 702 
are to be credited to the same account that would have been 703 
credited if included in income when earned except: All 704 
regulatory liabilities established through the use of account 705 
407.3 shall be credited to account 407.4, regulatory credits; 706 
and in the case of refunds, a cash account or other 707 
appropriate account should be credited when the obligation 708 
is satisfied. 709 

C. If it is later determined that the amounts recorded in this 710 
account will not be returned to customers through rates or 711 
refunds, such amounts shall be credited to Account 421, 712 
Miscellaneous Nonoperating Income, or Account 434, 713 
Extraordinary Income, as appropriate, in the year such 714 
determination is made. 715 

D. The records supporting the entries to this account shall 716 
be so kept that the utility can furnish full information as to 717 
the nature and amount of each regulatory liability included 718 
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in this account, including justification for inclusion of such 719 
amounts in this account. 720 

 721 

ComEd follows these generally accepted accounting principles in 722 

recording the regulatory asset or liability associated with under- or over-723 

collections from the formula rate reconciliation process.  A regulatory asset or 724 

liability balance is required to be recorded on the Company’s books in accordance 725 

with GAAP to properly account for the effects of regulation on the Company’s 726 

revenues and earnings.  Recording the income tax impacts related to the 727 

regulatory asset or liability amounts is also consistent with GAAP and the FERC 728 

USOA.   729 

Instructions in the FERC USOA provide for tax accounting in instruction 730 

no. 18 as follows: 731 

18. Comprehensive Interperiod In- come Tax Allocation.  732 

A. Where there are timing differences between the periods 733 
in which transactions affect taxable income and the periods 734 
in which they enter into the determination of pretax 735 
accounting income, the income tax effects of such 736 
transactions are to be recognized in the periods in which the 737 
differences between book accounting income and taxable 738 
income arise and in the periods in which the differences 739 
reverse using the deferred tax method. In general, 740 
comprehensive interperiod tax allocation should be 741 
followed whenever transactions enter into the 742 
determination of pretax accounting income for the period 743 
even though some transactions may affect the 744 
determination of taxes payable in a different period, as 745 
further qualified below. 746 

B. Utilities are not required to utilize comprehensive 747 
interperiod income tax allocation until the deferred income 748 
taxes are included as an expense in the rate level by the 749 
regulatory authority having rate jurisdiction over the utility. 750 
Where comprehensive interperiod tax allocation accounting 751 
is not practiced the utility shall include as a note to each 752 
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financial statement, prepared for public use, a footnote 753 
explanation setting forth the utility's accounting policies 754 
with respect to interperiod tax allocation and describing the 755 
treatment for ratemaking purposes of the tax timing 756 
differences by regulatory authorities having rate 757 
jurisdiction. 758 

C. Should the utility be subject to more than one agency 759 
having rate jurisdiction, its accounts shall appropriately 760 
reflect the ratemaking treatment (deferral or flow through) 761 
of each jurisdiction. 762 

D. Once comprehensive interperiod tax allocation has been 763 
initiated either in whole or in part it shall be practiced on a 764 
consistent basis and shall not be changed or discontinued 765 
without prior Commission approval. 766 

E. Tax effects deferred currently will be recorded as 767 
deferred debits or deferred credits in accounts 190, 768 
Accumulated Deferred Income Taxes, 281, Accumulated 769 
Deferred Income Taxes—Accelerated Amortization 770 
Property, 282, Accumulated Deferred Income Taxes—771 
Other Property, and 283, Accumulated Deferred Income 772 
Taxes—Other, as appropriate. The resulting amounts 773 
recorded in these accounts shall be disposed of as 774 
prescribed in this system of accounts or as otherwise 775 
authorized by the Commission. 776 

 777 

ComEd has computed the ADIT balances that are directly related to the 778 

regulatory asset or liability amounts resulting from the reconciliation process by 779 

applying the state and federal income tax rate to the regulatory asset or liability 780 

balance.   781 

 782 

Q.  Based on the above, does it appear that there is any issue remaining 783 

concerning whether the recording of regulatory assets and liabilities related 784 

to reconciliation amounts, and the income tax impacts that are directly 785 

related to those items, have been done by ComEd consistent with GAAP and 786 

the FERC USOA? 787 
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A.   No.  In summary, there does not appear to be any remaining issue that the 788 

regulatory asset or liability balances, and the ADIT that accounts for the income 789 

tax impacts which are directly related to those reconciliation balances, are 790 

recorded by ComEd pursuant to GAAP and the FERC USOA.  Rather, the 791 

question before the Commission on rehearing is whether the related ADIT should 792 

be considered to be “non-jurisdictional” as ComEd claims, and thus be ignored in 793 

the reconciliation process for purposes of applying carrying charges.  Or, put 794 

another way, whether these related ADIT impacts should be considered to be 795 

jurisdictional in the same sense that the reconciliation balances to which they 796 

directly relate are, and thus be appropriately incorporated into the calculation of 797 

carrying charges. 798 

 799 

Q.   With respect to the second item affecting the “net of tax” issue, in Docket No. 800 

11-0721, ComEd contended that the recorded ADIT liability did not provide 801 

a source of cash to ComEd.   From the discussion at page 167 of the 802 

Commission’s May 29, 2012 Order in this matter, it appears that the 803 

interaction of the reconciling balance amounts with related income tax effects 804 

and ADIT is also an area that could benefit from further discussion.  How 805 

are the recorded ADIT amounts associated with reconciliation regulatory 806 

asset and liability balances related to the timing of cash flows?  807 

A.  When the collection of taxable revenues lags behind the deduction of expenses on 808 

a utility’s income tax return, there is a cash flow benefit to the utility because the 809 

utility retains revenues that would otherwise be used to pay income taxes. 810 
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Alternatively, if the utility’s collection of taxable revenues occurs more rapidly 811 

than deductible expenses are incurred, the utility’s income taxes become payable 812 

sooner and cash flow is again impacted.  While the cash flows resulting from 813 

actually collecting or refunding the reconciliation balances are delayed pending 814 

reconciliation, carrying charges are accrued throughout the collection or recovery 815 

period to compensate for the timing of such cash flows.  In order to recognize the 816 

timing of both the reconciliation revenues and the related income taxes to account 817 

for all of the cash flows associated with formula ratemaking, the carrying charges 818 

should be applied on the “net of tax” balance. 819 

 820 

Q.  With respect to the third point, how does the ratemaking procedure of 821 

applying the carrying cost rate to the “net of tax” reconciliation balances 822 

benefit ComEd and its ratepayers? 823 

A.  The ratemaking procedure of applying the carrying cost rate provides benefit to 824 

ComEd when there is an over-collection by recognizing that there was a tax effect 825 

of the over-collection and, thus, only the after-tax portion of the over-collection 826 

has effectively been financed by ratepayers.  The procedure benefits ratepayers by 827 

recognizing that when there is an under-collection, tax savings have effectively 828 

financed a portion of the balance being carried by ComEd as a regulatory asset. 829 

Thus, the carrying cost rate is applied to the balance that has not been financed by 830 

tax savings.  831 

 832 
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Q. How should the carrying cost calculation be adjusted to recognize the “net of 833 

tax” aspect? 834 

A. There are two potential ways this could be done.  One way would be to reduce the 835 

under-collection balance by the related credit-balance ADIT prior to applying the 836 

carrying cost rate.  Another way, that should have similar results, is to adjust the 837 

carrying cost rate itself to a “net of tax” rate.  AG/AARP witness Brosch 838 

describes this at pages 22-23 of his Direct Testimony in Docket No. 12-0321.10  839 

As an illustrative example using the 3.42 percent carrying cost rate per the 840 

Commission’s May 29, 2012 Order in this docket, the equivalent “net of tax” 841 

carrying cost rate would be 2.01 percent. 842 

 843 

Q. How is the “net of tax” factor derived? 844 

A. For tax-deductible carrying costs, such as carrying costs based on debt, the “net of 845 

tax” factor is derived by this formula:  (1 – combined state and federal income tax 846 

rate).  In conjunction with ComEd’s 2011 reconciliation, it works out to 847 

0.58825.11    848 

 849 

Q. If the utility’s WACC is applied to over-collected reconciliation balances, 850 

how would the “net of tax” factor apply? 851 

                                                 
10 See AG/AARP Ex. 1.0 in Docket No. 12-0321, pages 22-23. 
11 Computed:  1 – 41.175% combined state and federal income tax rate = 0.58825. 
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A. The “net of tax” factor only applies to the tax-deductible components of the 852 

WACC, and so would only be applied to those components.  It would not be 853 

applied to the return on equity component, since that is not tax-deductible. 854 

 855 

Q. Would the “net of tax” issue conceptually apply to both under- and over-856 

collected reconciliation balances? 857 

A. Yes.  Although the specific discussion above was in conjunction with ComEd’s 858 

recording of an estimated under-collection balance at December 31, 2011 as a 859 

Regulatory Asset and directly related credit-balance ADIT, which should be 860 

reflected as an offset, it appears that ComEd would also similarly record debit-861 

balance ADIT directly related to an over-collection, which ComEd would record 862 

as a Regulatory Liability.  In either situation, some portion of the over- or under-863 

collection balance would have a tax effect.  Thus, the portion financed by 864 

investors (or by ratepayers) would be the under (or over) collection, net of the 865 

directly related ADIT balance.   866 

 867 

Q. Does that conclude your direct testimony on rehearing? 868 

A. Yes, it does.   869 


