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I. INTRODUCTION / SUMMARY 

 

Q.  Please state your name and business address.  1 

A. My name is Michael L. Brosch.  My business address is PO Box 481934, Kansas 2 

City, Missouri 64148-1934. 3 

 4 

Q. By whom are you employed and in what capacity? 5 

A. I am a principal in the firm Utilitech, Inc., a consulting firm engaged primarily in 6 

utility rate and regulation work.  The firm's business and my responsibilities are 7 

related to regulatory projects for utility regulation clients.  These services include 8 

rate case reviews, cost of service analyses, jurisdictional and class cost allocations, 9 

financial studies, rate design analyses, utility reorganization analyses and focused 10 

investigations related to utility operations and ratemaking issues. 11 

Q. On whose behalf are you appearing in this proceeding? 12 

A. I am appearing on behalf of the People of the State of Illinois represented by the 13 

Attorney General, (“Attorney General” or “AG”) and AARP (formerly the 14 

American Association of Retired Persons).      15 

Q.     Will you summarize your educational background and professional experience 16 

in the field of utility regulation? 17 

A. My qualifications were previously described in my Direct Testimony, AG/AARP 18 

Exhibit No. 1.0 as well as in AG/AARP Exhibit No. 1.1 summarizing my education 19 

and professional qualifications and AG/AARP Exhibit No. 1.2 that lists my 20 

previous testimonies in utility regulatory proceedings. 21 

Q. What is the purpose of your testimony in this rehearing proceeding? 22 
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A. My testimony addresses two of the three issues for which Commonwealth Edison 23 

Company (“ComEd” or “Company”) was granted rehearing in this Docket pursuant 24 

to the Notice of Commission Action dated June 22, 2012:  (1) whether to 25 

incorporate year-end or average rate base calculations in the reconciliation revenue 26 

requirement; and (2) what interest rate and method should be applied to 27 

reconciliation balances and credit adjustments.
1
  My testimony responds to 28 

ComEd’s rehearing testimony and provides additional information in support of 29 

utilizing an Average Year versus Year-End Rate Base.   My rehearing testimony 30 

also addresses the Methodology Regarding Calculation of Interest on Reconciliation 31 

Adjustments issue.  I respond to ComEd’s reconciliation interest arguments and 32 

provide additional information regarding the reasonableness of adopting a short 33 

term and debt only interest rate for this purpose.  I also explain in greater detail the 34 

need to account for accumulated deferred income taxes (“ADIT”) arising from the 35 

reconciliation process through utilization of a net of income tax interest calculation 36 

on reconciliation balances.   37 

Q. Please summarize the recommendations that are set forth in your testimony. 38 

A. Section 16-108.5(d)(1) of the Energy Infrastructure Modernization Act (“EIMA”) 39 

provides for a “…. reconciliation of the revenue requirement that was in effect for 40 

the prior rate year (as set by the cost inputs for the prior rate year) with the actual 41 

revenue requirement for the prior rate year (as reflected in the applicable FERC 42 

Form 1 that reports the actual costs for the prior rate year). Any over-collection or 43 

under-collection indicated by such reconciliation shall be reflected as a credit 44 

against, or recovered as an additional charge to, respectively, with interest, the 45 

                                                 
1
  Transcript of Special Open Meeting of June 22, 2012 at 12-24. 
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charges for the applicable rate year.”  I continue to recommend that this 46 

reconciliation be performed using an average rate base calculation, so that ComEd 47 

is allowed a return on its actual level of invested capital throughout the entire year, 48 

rather than a point-in-time level of invested capital at year-end.  I also  continue to 49 

recommend that a short-term and debt only rate of interest be applied in calculating 50 

the refunds or surcharges to customers that result from the reconciliation procedures 51 

and that the approved interest rate be applied on a net of tax basis to recognize 52 

Accumulated Deferred Income Taxes (“ADIT”) arising from the reconciliation 53 

process.   54 

Q. What information have you relied upon in formulating your 55 

recommendations? 56 

A. I relied upon ComEd’s pre-filed testimony and exhibits in this Docket 11-0721, 57 

including the Company’s rehearing testimony and exhibits that were filed on July 6, 58 

2012.  I also relied upon the Company’s responses to data requests submitted by 59 

Staff and the AG and a copy of Public Act Numbers 97-0616 and 97-0646, adding 60 

220 ILCS 5/16-108.5 to the Public Utilities Act (“Act”), that was provided to me by 61 

AG counsel.  Finally, I also rely upon my prior experience with regulation of public 62 

utilities over the past 33 years, including significant experience in Illinois rate cases 63 

and with alternative forms of regulation for public utilities in Illinois and other 64 

states.  65 

 66 
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II. AVERAGE RECONCILIATION RATE BASE. 67 

Q. What did the Commission state when it granted rehearing on the issue of 68 

whether the average rate base or year-end rate base should be used to calculate 69 

the actual revenue requirement in the reconciliation? 70 

A. With regard to this issue, the Commission stated that they “want to see it fleshed 71 

out like we did for the other issues” and that another look “with the goal of really 72 

fine-tuning and ensuring that we get it right” would be “beneficial for all of us.”
2
     73 

Q. Should the average rate base or year-end rate base be used to calculate the 74 

actual revenue requirement in the reconciliation? 75 

A. The average rate base should be used. 76 

Q. What is your understanding of the purpose of the revenue requirement 77 

reconciliation that is prescribed in Section 16-108.5(d)(1) of the Act within the 78 

context of this issue? 79 

A. The reconciliation procedure that is set forth in the Act ensures that a participating 80 

utility will have all of its recorded and prudently incurred expenses and its rate base 81 

investments fully included in its revenue requirement for recovery from its 82 

ratepayers.  FERC Form 1 reported expense and rate base amounts become direct 83 

inputs into the formula used to calculate the reconciliation revenue requirement, 84 

which is then compared to the previously authorized revenue requirement that 85 

included prior year and estimated costs, in order to reconcile all cost differences 86 

with interest for recovery from (or return to) ratepayers.  Under these procedures, 87 

there is no regulatory lag in the ratemaking process with respect to cost recovery 88 

                                                 
2
  Public Utility Special Open Meeting, June 22, 2012, Tr. 9-10. 
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and the participating utility can be confident that its prudently incurred investments 89 

and expenses will be fully and promptly recovered from customers. 90 

Q. Does the inclusion of projected net plant in service investments in the rate base 91 

used in the determination of prospective rates help to reduce the size of 92 

reconciliation adjustments to the revenue requirement? 93 

A. Yes.   The Act requires incremental new utility plant investments by participating 94 

utilities and then provides for timely rate recovery of such incremental investments 95 

by specifying that budgeted additions to net utility plant in service are to be 96 

included in the prospective revenue requirement that will later be subject to 97 

reconciliation.
3
 98 

Q. Does the application of an interest rate to the reconciliation balance result in 99 

full recovery of the “real” cost of any changes in utility expense and rate base 100 

investment? 101 

A. Yes.  The difference in revenue requirement upon reconciliation of the prior year 102 

expenses and rate base is allowed to accrue interest for the entire period between 103 

when such costs were incurred and when the difference has been fully collected 104 

from or returned to ratepayers.  By applying interest in this way, full recovery of 105 

changes in the inflation-adjusted “real” cost of service is ensured, including 106 

compensation for the time value of money associated with any delay in either 107 

recovery or return of reconciliation balances in rates charged to customers. 108 

Q. What is “rate base” in the context of public utility regulation? 109 

                                                 
3
  220 ILCS 5/16-108.5(c) provides that, “The utility shall file, together with its tariff, final data 

based on its most recently filed FERC Form 1, plus projected plant additions and correspondingly updated 

depreciation reserve and expense for the calendar year in which the tariff and data are filed, that shall 

populate the performance-based formula rate and set the initial delivery services rates under the formula.” 
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A. Rate base is a compilation of asset and liability accounts that reflects the cumulative 110 

amounts of all investments made by the utility to provide regulated services.  Rate 111 

base includes the cumulative effect of all historical and recent additions to Plant in 112 

Service, reduced by the accumulation of depreciation and deferred income taxes to 113 

date.  The cumulative balances for net plant in service and other rate base 114 

investments are indicative of the actual amounts of capital that are invested in the 115 

utility business and that must be allowed to earn a return.  For this reason, rate base 116 

is multiplied by an overall cost of capital or rate of return in determining revenue 117 

requirement.  In the balance of this testimony, I will refer to “rate base investment” 118 

to indicate and refer to this linkage between the rate base assets and the 119 

corresponding amounts of debt and equity capitalization that are being measured 120 

and periodically updated in the ratemaking process. 121 

Q. How must the reconciliation rate base be calculated in order to provide for full 122 

recovery of changes in the rate base investment of a participating utility? 123 

A. The important point with respect to the reconciliation revenue requirement is that 124 

the utility should earn a return on the amount of actual rate base investment that was 125 

deployed throughout the reconciliation year, which is essentially an average amount 126 

of investment and not the generally higher accumulated investment level at year-127 

end. 128 

Q. Did the Commission agree with this view of how the reconciliation rate base 129 

investment should be calculated? 130 

A. Yes.  In its May 29, 2012 Order, the Commission stated: 131 

The Commission concludes that an average rate base 132 

should be used going forward in reconciliations in the manner set 133 

forth by the IIEC, the AG, CUB, the City of Chicago, the AARP 134 
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and Staff. In so holding, the Commission notes that traditionally, 135 

rates are set pursuant to a “test year,” which is a sort of one-year 136 

“snapshot” of a utility’s operations, either in a particular future 137 

year, or, based upon a previous year’s operations. A “test year” has 138 

been defined as a consecutive 12-month period that is a 139 

representative year for a utility in terms of costs and revenues 140 

relative to the year in which rates will be in effect. (See, e.g., 141 

AEP.com). The test year average proposed by these many parties 142 

embodies a future test year concept, averaging the test year with 143 

the previous year, in order to more accurately account for plant 144 

additions that span more than one month or that span from one 145 

year to the next.  146 

The statute here contemplates a scenario that is different 147 

from a test-year rate case, as it is one that will involve a yearly 148 

“true up” of statutorily-defined expenditures and items. It is not 149 

like an historical test year, in that, while it does concern what 150 

happened in the past, it continues from year to year, in accordance 151 

with what Section 16-108.5 provides. It is not a “snapshot,” 152 

therefore, of what occurred in a particular year. Nor is it like a 153 

purchased gas or other type of traditional (e.g., coal tar clean-up) 154 

reconciliation in that it does not just concern a particular set of 155 

costs, for which no rate of return, or other items, such as 156 

depreciation, is allowed (which is the case in a purchased gas 157 

reconciliation or coal tar reconciliation). Yet, the General 158 

Assembly clearly envisioned a process where there would be a 159 

“running tabulation” regarding certain items from year-to-year, 160 

which bears some resemblance to established reconciliation cases.  161 

If the General Assembly intended to include only year-end 162 

balances in this regard, it would have so stated. It did not. 163 

 164 

 The yearly reconciliation or “true-up” of utility expenses and rate base to 165 

actual recorded cost levels ensures continuous updating of the revenue 166 

requirement.  In this new environment, it is essential that an average rate 167 

base investment be used in the reconciliation calculations, as approved by 168 

the Commission in its May 29
th

 Order.  Only by using an average rate base 169 

calculation, can the reconciliation account for the actual cost information for 170 

the applicable calendar year being reconciled. 171 
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Q. Why would utilization of a year-end rate base not properly account for 172 

ComEd’s actual level of invested capital for the reconciliation year? 173 

A. Utilities do not incur all of their capital investment costs on January 1 of each 174 

reconciliation year, but instead tend to invest continuously and gradually in new 175 

utility plant in service.  In fact, the incremental investment commitments made by 176 

ComEd as a participating utility under EIMA
4
 virtually guarantee that the 177 

Company’s rate base invested capital will steadily increase over the next 10 years.  178 

If a year-end rate base is employed in the reconciliation calculation, the Company 179 

will be allowed a return on rate base investment that exceeds the generally lower 180 

average investment levels that actually existed throughout the earlier months of the 181 

year being reconciled. This approach would systematically overcharge customers as 182 

if year-end rate base investment levels and the corresponding capital investment 183 

incurred by the utility had existed in each month of the reconciliation year prior to 184 

year-end, which is factually impossible given the large future investments under 185 

EIMA that will be incurred by ComEd. 186 

Q. Did your previous Direct Testimony in this Docket No. 11-0721 provide 187 

information regarding ComEd expectations of future growth in rate base 188 

invested capital? 189 

A. Yes.  Confidential AG/AARP Exhibit 1.4 contained a copy of ComEd’s response to 190 

Data Request RMP 1.01 Attachment 1 including financial projections showing the 191 

Company’s projected future Ratemaking Capital Structure with a “Total 192 

Capitalization” that   

.  As noted 194 

                                                 
4
  220 ILCS 5/16-108.5(b)(1)(A)  specifies a total of $2.6 billion of  defined incremental investments 

in electric system upgrades, modernization projects, training facilities and Smart Grid technologies. 
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previously, rate base is a proxy for the amount of a utility’s invested capital and rate 195 

base can be expected to change in corresponding direction and magnitude with the 196 

utility’s total capitalization. 197 

Q. If ComEd’s rate base steadily grows over the next 10 years as the Company 198 

makes its required incremental EIMA investments, should a year-end rate base 199 

be utilized in order to better match rate levels to investment levels that exist 200 

when the rates are actually being collected from customers?  201 

A. No.  The reconciliation procedure ensures full recovery of the utility’s actual level 202 

of rate base invested capital, with interest applied to account for any timing 203 

differences between the incurrence of costs and the recovery of costs.  In this fully 204 

reconciled true-up environment, there is no need to annualize rate base investment 205 

levels as of year-end to reduce regulatory lag.  The reconciliation with interest on all 206 

over or under-recoveries eliminates regulatory lag with respect to rate base 207 

investment. 208 

Q. According to Mr. Trpik’s Direct Testimony on Rehearing at line 65, “Because 209 

ComEd’s level of investment is directly related to its revenues and earnings, 210 

and because the Order in this proceeding has resulted in a significant reduction 211 

in ComEd’s revenues and earnings, ComEd’s capital investment plans have 212 

been negatively affected.”  Will the utilization of an average reconciliation rate 213 

base, as approved by the Commission’s May 29 Order, deny ComEd recovery 214 

on any of its new rate base investment? 215 

A. No.  Mr. Trpik and ComEd undoubtedly would prefer the higher revenues that 216 

would result from utilization of a year-end rate base investment in calculating the 217 

reconciliation revenue requirement, but use of an average rate base would more 218 
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fairly and accurately compensate ComEd investors as they gradually fund new 219 

capital investments each year.   The Company will not be denied recovery of any 220 

incremental rate base investments that are prudently made using an average 221 

reconciliation rate base.  At the same time, ComEd will not be over-compensated as 222 

would occur with a year-end rate base approach that wrongly presumes that rate 223 

base investments actually made near the end of the year had been placed in service 224 

months before the costs were actually incurred. 225 

Q. According to Ms. Houtsma’s Direct Testimony on Rehearing at line 44, “In an 226 

environment like that under the EIMA, where ComEd is required to make 227 

billions of dollars of ongoing incremental investment, this lag – be it two years 228 

or one – will certainly create the need for a reconciliation adjustment, and once 229 

the spending on EIMA ramps up (all other things being equal) will make it a 230 

positive adjustment, i.e., the rate-setting revenue requirement in effect during 231 

the rate year will fall short of ComEd’s true prudent and reasonable costs in 232 

the rate year.”  Does the “lag” Ms. Houtsma references justify using a year-end 233 

level of rate base investment? 234 

A. No.  The lag referenced by Ms. Houtsma is purely a cash flow lag with no negative 235 

earnings impact, because ComEd will record a regulatory asset and additional 236 

revenues to account for any deficient earnings it may experience, for full recovery 237 

in the future with interest. Even though ComEd is required to wait for cash recovery 238 

of the regulatory asset that is created while the reconciliation rate adjustments are 239 

being accumulated, the time value of money during this period is compensated with 240 

interest.  There is no regulatory lag in ComEd’s earnings (rather than cash flow) 241 

produced by using an average reconciliation rate base investment level because 242 
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ComEd will be compensated with interest on the average rate base that accurately 243 

represents  the amounts of capital actually invested in the business throughout the 244 

reconciliation year.     245 

Q. Ms. Houtsma states at line 77, “In sum, actual costs not recovered in the rate 246 

year are not recovered until at least two years after they have been incurred.”  247 

Does this lag in cash recovery (or return) of revenue requirement 248 

reconciliation amounts justify use of a year-end rate base? 249 

A. No.  I reject the notion that the Company’s actual costs associated with its 250 

incremental capital investments are not fully recovered with interest on any delayed 251 

recoveries. Again the Company’s testimony is focused upon the timing of cash 252 

flows, rather than any inability to fully recover actual prudently incurred rate base 253 

investment.  The only valid concern with regard to the calculation of the 254 

reconciliation rate base is whether that calculation accurately quantifies actual 255 

levels of invested capital incurred throughout the reconciliation year.  This concern 256 

is satisfied by using an average rate base investment level in order to avoid 257 

overstating the utility’s actual invested capital in the first several months of each 258 

reconciliation year.   If the interest rate and method applied to the reconciliation 259 

balance until cash is recovered or returned are reasonable, the utility will be made 260 

whole for its actual costs through the reconciliation process using an average rate 261 

base approach, eliminating the financial effect of the regulatory lag built into the 262 

statute. 263 

Q. How did the Company explain the effects of the Commission’s decisions in 264 

Docket No. 11-0721 to its investors within its Securities and Exchange 265 

Commission (“SEC”) Form 10 Q? 266 
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A. At pages 43-44 of Exelon’s SEC 10 Q dated May 10, 2012, the regulatory treatment 267 

of the rehearing issues within the ALJ’s proposed order was described as follows: 268 

During the first quarter of 2012, ComEd and several intervenors 269 

filed testimony in the proceeding. The intervenors proposed various 270 

reductions to ComEd’s proposed revenues, which included changes to 271 

return on pension asset, rate base and operating expenses. On May 1, 272 

2012, the ALJs issued a proposed order in ComEd’s formula rate 273 

tariff proceeding providing for a $146 million reduction in the 274 

revenue requirement being recovered in current rates, as opposed to 275 

ComEd’s final position supporting a $59 million reduction. The 276 

primary differences between the ALJ’s proposed order and ComEd’s 277 

final position relate to different approaches to allocating certain costs 278 

and differences in timing or rate recovery mechanisms for various 279 

costs. The ALJs propose the use of average annual rate base and 280 

capital structure amounts (as opposed to year−end amounts as 281 

proposed by ComEd) and lower carrying costs on future 282 

reconciliation amounts. If approved by the ICC, the revenue 283 

requirement reduction as proposed by the ALJs would primarily 284 

delay the timing of cash flows, with a less significant impact on 285 

earnings given the annual reconciliation mechanism as described 286 
below. Use of average annual rate base and capital structure amounts 287 

(vs. year−end amounts), though, would unfavorably impact future 288 

earnings given increased regulatory lag. 289 

ComEd is currently assessing the potential impacts of the proposed 290 

order and cannot predict the reduction in the revenue requirement the 291 

ICC may approve and which provisions of the ALJs’ proposed order 292 

will ultimately be included in the final order. As a proposed order, it 293 

has no independent legal effect as the ICC must vote on a final order 294 

which may materially vary from the findings and conclusions in the 295 

proposed order. If the ICC provides significant changes to ComEd’s 296 

filed revenue requirement request, it could have a material impact on 297 

ComEd’s future results of operations and cash flows. [emphasis 298 

added] 299 

 300 

 In its SEC 10Q discussion of the rehearing issues, the Company 301 

acknowledges that use of an average reconciliation rate base and lower 302 

carrying costs on future reconciliation amounts, “…would primarily delay 303 

the timing of cash flows, with a less significant impact on earnings given the 304 

annual reconciliation mechanism.” 305 

 306 
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III. RECONCILIATION INTEREST. 307 

 308 

Q. How did the Commission treat the issue of establishing an interest rate for 309 

reconciliation balances and credits under formula rates? 310 

A. In its Order in Docket 11-0721, the Commission adopted a 3.42% interest rate on 311 

the reconciliation balance, which it described as “the weighted costs of short-term 312 

and long-term debt [and which] exclude[d] the weighted cost of common equity.”
5
  313 

However, the Commission later granted rehearing on this issue.  314 

 Q. What position did you take in Direct Testimony in Docket No. 11-0721 315 

regarding the appropriate interest rate to be applied in calculating 316 

reconciliation refunds and surcharges? 317 

A. I recommended utilization of a short term debt cost rate for application to 318 

reconciliation balances, pending their recovery from or return from ratepayers.  319 

Alternatively, I recommended the Commission consider using the same interest rate 320 

that it approves for payment on customer deposits as the reconciliation balance 321 

interest rate. 322 

Q. Do you support using a blended short and long-term debt cost rate, as was 323 

approved by the Commission in its May 29 Order? 324 

A. Yes.  While there is ample justification for using a currently lower short term debt 325 

cost rate or customer deposit interest rate, for the reasons explained in my prior 326 

testimony in Docket No. 11-0721, a reasonable balance that is quite generous to 327 

ComEd was struck by the Commission in adopting a blended debt cost rate.   328 

Because future reconciliation balances, either positive or negative, may extend over 329 

                                                 
5
 Docket 11-0721, Order at 166. 
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more than 12 months, some consideration and blending of longer-term debt cost 330 

rates may be appropriate.  However, rather than using ComEd’s embedded cost of 331 

long-term debt, the Commission‘s blended debt cost rate should rely upon the 332 

market interest rates currently available for newly issued debt that are indicative of 333 

the marginal financing costs arising from reconciliation calculations under the Act. 334 

Q. According to Mr. Houtsma’s Direct Testimony on Rehearing at line 123, the 335 

only interest rate that appropriately compensates for the time value of money is 336 

“…the utility’s Weighted Average Cost of Capital (“WACC”).”  Do you agree? 337 

A. No.  The time value of money today and tomorrow is clearly not ComEd’s weighted 338 

historical cost of capital, but is instead forward looking and necessarily concerned 339 

with the marginal cost of capital today and tomorrow.  I would urge the 340 

Commission to be mindful of more than only ComEd’s known historical sources of 341 

capital to determine a reasonable and compensatory marginal interest rate in 342 

connection with reconciliation balances.  343 

Q. What do you mean by “marginal interest rate” in the context of reconciliation 344 

balances? 345 

A. The reconciliation revenue requirement represents a balance to either be collected 346 

from or returned to ratepayers.  This balance will impact the utility’s future marginal 347 

cash flows, the “next” dollars of new financing that are either needed or avoided by 348 

ComEd if its reconciliation balances are positive or negative, respectively.  From 349 

ComEd’s perspective, if it must finance a regulatory asset associated with 350 

reconciliation amounts to be collected from ratepayers, it will do so using marginal 351 

working capital resources from available internal cash flows or from new dollars of 352 

short term debt, until more permanent financing is required.  ComEd is not able to 353 
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apply its already deployed permanent debt and equity capital, as summarized in its 354 

WACC, to finance the future marginal working capital requirements arising from 355 

the reconciliation process.  These capital resources have already been deployed to 356 

support rate base assets.  With regard to long-term debt in particular, the utility’s 357 

weighted cost is a function of timing of past debt issuances and market interest rates 358 

at those times and tells us nothing about the marginal cost of new debt.   359 

Q. Have you calculated a more appropriate blended interest rate that could 360 

reasonably be applied to ComEd’s reconciliation balances, based upon current 361 

marginal capital cost rates and the Commission’s short and long-term debt 362 

blending methodology? 363 

A. Yes.  The Commission might look to published market interest rates for guidance 364 

with respect to current yields required to attract capital.  I have included as 365 

AG/AARP Exhibit No. 5.1 a copy of reported Selected Interest Rates from the 366 

Board of Governors of the Federal Reserve System for the week July 23, 2012.
6
  It 367 

reports a yield percentage for Baa-rated corporate bonds of 4.85% and for short-368 

term non-financial commercial paper annual current yields of 0.21%.  Weighting 369 

these values together equally produces an interest rate based upon current marginal 370 

costs of short/long term debt of 2.53%.
7
  Such a widely published report of currently 371 

available market interest rates could be updated annually to account for changing 372 

capital market conditions. 373 

Q. Why is it reasonable to equally weight the marginal cost of short term and long 374 

term debt in determining a reasonable reconciliation interest rate? 375 

                                                 
6
  Available at: http://www.federalreserve.gov/releases/h15/current/default htm 

7
  (4.85% + 0.21%) / 2 = 2.53% 
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A. The reconciliation balance should have an average term of about 24 months from 376 

the mid-point of the accumulation year being reconciled, which is denoted “Yr X” 377 

on ComEd Ex. 10.2, page 6 (Sch FR A-4) to the mid-point of the recovery year 378 

denoted “Yr X+2”.  Over 24 months, the utility could elect to use and roll-over short 379 

term debt financing as it matures or could employ long term debt after a period of 380 

short term financing.  The fact that a reconciliation balance can swing from positive 381 

to negative amounts each year may argue for use of a more than 50 percent 382 

weighting of short term debt, while the potential for persistently positive 383 

reconciliations after EIMA investments have ramped up in future years may argue 384 

for more permanent financing of reconciliation balances at that time.  With these 385 

considerations in mind, an equal weighting of published market yields on short term 386 

and long term debt would accomplish a reasonable estimate of the time value of 387 

money associated with reconciliation balances awaiting recovery from, or return to 388 

ratepayers. 389 

 390 

Q. According to Ms. Houtsma, the Commission’s historical treatment of customer 391 

deposits supports using ComEd’s WACC for reconciliation balances because, 392 

“In sum, the Commission has been clear that advances of funds between 393 

customers as a whole and ComEd are to be compensated at WACC.”  Is this 394 

true? 395 

A. No.  Advances of funds from customers in the form of deposits are not allowed to 396 

earn ComEd’s WACC, but instead accrue interest at a periodically adjusted rate that 397 

has recently been much lower than ComEd’s WACC.  The availability of the low-398 

cost capital to the utility has been accounted for as a rate base offset to recognize 399 
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this capital resource at its actual cost.  These facts have nothing to do with how 400 

ComEd may finance its marginal working capital requirements arising from 401 

reconciliation balances, because additional customer deposits are not available for 402 

such funding. 403 

Q. According to Mr. Trpik, the 3.42% debt cost rate used by the Commission is 404 

not correctly calculated and, “[a] more accurate calculation would produce a 405 

rate of 6.36%.”
8
  Ms. Houtsma’s footnote 2 references Mr. Trpik’s testimony 406 

and states, “An ‘average debt return’ would assume that only debt financing is 407 

used.  If the Commission determines that a debt based rate should be utilized, 408 

then the charges should be calculated in the relative proportion of short term 409 

and long term debt to the total amount of debt outstanding.”  Do you agree 410 

with this alternative approach? 411 

A. No.  Very little short term debt was included in the Commission-approved ComEd 412 

capital structure,
9
 causing Mr. Trpik’s alternative percentage rate to be heavily 413 

weighted toward the historical embedded cost of ComEd’s long-term debt.  A more 414 

reasonable balance would be an equal weighting of short-term and long-term debt 415 

and would employ marginal cost rates rather than embedded costs to both elements 416 

of debt cost. 417 

Q. Is there another important issue that merits consideration in the Commission’s 418 

re-evaluation of the rate and method of calculating interest on reconciliation 419 

balances? 420 

                                                 
8
  ComEd Ex. 31.0, line 122. 

9
  The May 29, 2012 Order in Docket No. 11-0721 summarized the positions of ComEd and Staff in 

a data table on page 117, where long term debt “LTD” was approximately 53% of total capitalization and 

short term debt “STD” was about 0.5% of total capitalization. 
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A. Yes.  As I explained in my earlier Direct Testimony in Docket No. 11-0721 and 421 

again in ComEd’s pending formula rate update Docket No. 12-0321, the Company 422 

experiences incremental income tax deferral benefits when it incurs costs that are 423 

recoverable through rate revenues in later periods.  These tax deferral benefits are 424 

being recorded by ComEd as Accumulated Deferred Income Taxes (“ADIT”) 425 

associated with the reconciliation regulatory asset/liability balances. 426 

Q.  Why does ComEd record a regulatory asset or liability associated with the 427 

reconciliation of its annual revenue requirement on its books? 428 

A. The reconciliation revenue requirement amount owed to, or recoverable from 429 

ratepayers is recorded by ComEd as a regulatory asset or liability.  Statement of 430 

Financial Accounting Standards 71 (“SFAS 71”)
10

 recognizes that a unique 431 

consideration is introduced by rate regulation that may impact the relationship of 432 

costs and revenues.  Regulators sometimes include incurred costs in the revenue 433 

requirement in a period other than the period in which the costs would be charged to 434 

expense by an unregulated enterprise.  That procedure can create new regulatory 435 

assets (future cash inflows from the rate-making process), can reduce assets 436 

(reductions of future cash inflows from the rate-making process), or may create new 437 

regulatory liabilities (future cash outflows that will result from the rate-making 438 

process). Thus, under SFAS 71, a regulated utility is required to capitalize a cost as 439 

a regulatory asset or recognize an obligation as a regulatory liability, if it is probable 440 

that through the ratemaking process there will be a corresponding increase or 441 

decrease in future revenues.  442 

                                                 
10

  Accounting Standards have recently been codified with legacy SFAS 71 now included within 

Accounting Standards Codification (“ASC”) 840 and 980. 
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Q. Has ComEd recorded regulatory asset/liability balances pursuant to SFAS 71 443 

because of the formula rate case reconciliation procedures? 444 

A. Yes.  In its response to Data Request No. AG 3.01 in Docket No. 12-0321, ComEd 445 

indicated that it had recorded a Regulatory Asset balance of $29,005,000 as shown 446 

in its FERC Form 1, page 232.1, Line 9, “which represents the estimated under-447 

recovery of ComEd’s revenue requirement in 2011 (reconciliation) as of December 448 

31, 2011, determined using the formula rate methodology allowed under the Energy 449 

Infrastructure Modernization Act (“EIMA”).”  This estimated amount was later 450 

changed after ComEd evaluated changes required in the Commission May 29, 2012 451 

Order in Docket No. 11-0721, but a regulatory asset/liability balance is required to 452 

be recognized on the Company’s books in accordance with Generally Accepted 453 

Accounting Principles (“GAAP”) to properly account for the effects of regulation 454 

on the Company’s accrual-basis revenues and earnings.  I have included a copy of 455 

this data request response as AG/AARP Exhibit 5.2. 456 

Q. Does ComEd record Accumulated Deferred Income Taxes (“ADIT”) associated 457 

with its formula rate regulatory asset/liability balance? 458 

A. Yes.  As indicated in the response to AG 3.01, the per books ADIT balance 459 

associated with the $29 million that ComEd estimated it would collect through 460 

reconciliation was a credit of $11.944 million.
11

  In this response, ComEd stated, 461 

“The deferred income tax balance is treated as non-jurisdictional because the 462 

regulatory asset is not included in rate base.” 463 

Q. What do the deferred taxes associated with the reconciliation regulatory asset 464 

or liability represent? 465 

                                                 
11

  See ComEd Ex. 10.3 WP 4, page 4 of 4 at line 95. 
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A. The recorded ADIT amount associated with the EIMA reconciliation regulatory 466 

asset or liability represents the estimated income tax cash flow savings arising from 467 

the book/tax timing difference between when deductible expenses are incurred and 468 

when the related taxable revenues will be collected as a result of the reconciliation 469 

process.  Using ComEd’s accounting estimates mentioned in the AG 3.01 response, 470 

the Company will defer the income tax recognition of about $29 million of 471 

reconciliation revenues to be recovered in 2013 as a result of the fact that Section 472 

16-108.5 allows it to retroactively reconcile its revenue requirement.  All of the 473 

related tax deductible expenses and other costs incurred in 2011 would be 474 

recognized on the 2011 Exelon income tax return, creating a timing difference and 475 

an associated ADIT credit balance of $11.944 million, which represents non-476 

investor funds available to the utility from income tax deferrals. 477 

Q. Is the Company correct in excluding from rate base the recorded ADIT 478 

balances associated with the reconciliation regulatory asset simply because, 479 

“the regulatory asset is not included in rate base,” as noted in AG 3.01? 480 

A. No.  There is more to this story.  The income tax deferral results in ComEd having 481 

non-investor, ADIT funds available to it prior to final recovery of the full 482 

reconciliation amount, and these non-investor funds must be recognized somewhere, 483 

either in calculating rate base or in calculating the interest applicable to the 484 

reconciliation balance.  The rate base exclusion of ADIT proposed by ComEd is 485 

only reasonable if the interest accrued on the reconciliation balance is applied to a 486 

net-of income tax balance, as I recommended in Docket No. 11-0721.     487 
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Q. In Docket No. 11-0721, ComEd argued that the recorded ADIT liability does 488 

not provide a source of cash to ComEd.
12

  Do the recorded ADIT amounts 489 

associated with reconciliation regulatory asset/liability balances provide 490 

ComEd with cash? 491 

A. Yes.  When the collection of taxable revenues lags behind the deduction of expenses 492 

on ComEd/Exelon income tax returns, there is a cash flow benefit to the Company 493 

because the Company retains revenues that would otherwise be used to pay income 494 

taxes.    Alternatively, if ComEd’s collection of taxable revenues occurs more 495 

rapidly than deductible expenses are incurred, the Company’s income taxes become 496 

payable sooner and cash flow is again impacted.  While the cash flows of actually 497 

collecting or refunding the reconciliation balances are delayed pending 498 

reconciliation, interest is accrued throughout the collection or recovery period to 499 

compensate for the timing of such cash flows.  It is important to recognize the 500 

timing of both the reconciliation revenues and the related income taxes to fully 501 

account for all of the cash flows associated with formula ratemaking. 502 

Q. The Commission’s Order in Docket No. 11-0721 indicates a concern that 503 

recognition of formula ratemaking-related ADIT may not comply with 504 

Generally Accepted Accounting Principles.  Does ComEd maintain its books in 505 

compliance with Generally Accepted Accounting Principles? 506 

A. Yes.  The Company’s auditors have certified that ComEd and Exelon financial 507 

accounting is in compliance with GAAP.
13

  There is no dispute that ComEd 508 

                                                 
12

  See ComEd Ex. 12.0, line 818, where Ms. Houtsma stated, “The simple recording of a deferred 

income tax liability for accounting purposes does not provide a source of cash to ComEd to fund the 

revenue shortfall.” 
13

  In its Annual Report for 2011 at page 41, Exelon states, “Our independent registered public 

accounting firm, PricewaterhouseCoopers LLP (PwC), issued a report dated Feb. 9, 2012, on its integrated 
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maintains its books in accordance with GAAP or that ADIT must be recorded in 509 

connection with the reconciliation regulatory asset/liability balance because the 510 

reconciliation process creates a book/tax timing difference.  The only real dispute is 511 

how to treat the ADIT arising from the reconciliation process for ratemaking 512 

purposes.   GAAP does not provide any direction to regulators about which ADIT 513 

balances are jurisdictional or how ADIT balances should be treated in formula 514 

ratemaking proceedings.  ComEd would prefer to retain these ADIT benefits for 515 

shareholders by excluding them from rate base and also ignoring them when 516 

applying interest to the reconciliation balance to be charged or credited to 517 

customers.  ComEd’s approach would allow the Company to collect more than the 518 

actual costs associated with the reconciliation balance by ignoring the tax timing 519 

differences recognized by GAAP and quantified as $11.944 million.
14

   The more 520 

equitable approach is to not ignore income tax effects, but to instead apply interest 521 

on a net of income tax basis when calculating charges or credits to customers on 522 

ComEd Ex. 10.2, Schedule FR A-4.  This was the approach I recommended in 523 

Docket No. 11-0721 and again in Docket No. 12-0321. 524 

Q. After the issuance of the Commission May 29 Order in Docket No. 11-0721, has 525 

the $29 million regulatory asset now become a large regulatory liability to be 526 

returned to customers in the Company’s compliance filing? 527 

A. Yes.  Under circumstances involving a refund to ratepayers, the application of the 528 

reconciliation interest rate to a net of tax basis would  serve to decrease the 529 

                                                                                                                                                 
audit of our consolidated financial statements and our internal control over financial reporting. In its report 

PwC expressed an unqualified opinion that those consolidated financial statements present fairly, in all 

material respects, the financial position of Exelon Corporation and its subsidiaries at Dec. 31, 2011, and 

2010, and the results of their operations and their cash flows for each of the three years in the period ended 

Dec. 31, 2011, in conformity with accounting principles generally accepted in the United States of 

America.” 
14

  See ComEd Ex. 10.3 WP 4, page 4 of 4 at line 95. 
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Company’s refund obligation (and increase the reconciliation revenue requirement), 530 

by reducing total interest amounts accrued.  However, regardless of the immediate 531 

ratepayer/shareholder impact, a complete accounting for reconciliation interest 532 

requires that the related income tax deferral effects recorded as ADIT not be 533 

ignored. 534 

Q. What do you recommend regarding reconciliation interest calculations? 535 

A. The most practical way to account for non-investor supplied funds represented by 536 

ADITs in the reconciliation balance, given the structure of ComEd’s formula 537 

ratemaking on its Schedule FR A-4, is to proportionately reduce the allowed interest 538 

rate to a net of income tax equivalent rate.  This can be accomplished by multiplying 539 

the Commission-approved interest rate at line 4 by the inverse of the composite 540 

income tax rate on a new line 5, to determine an equivalent net of income tax rate on 541 

a new line 6.  Mathematically, using the 3.42% interest rate previously approved by 542 

the Commission for illustration purposes, this would appear as follows: 543 

  544 

 Factoring the allowed Annual Interest Rate to reflect the tax impact of the delayed 545 

revenue recovery and the ADIT arising from the reconciliation process recognizes 546 

the effect of the extra cash retained by the Company due to the income tax deferrals 547 

reflected in the ADIT balance and is a more precise accounting for such income tax 548 

effects.   Another benefit of my recommended approach is that it accurately and 549 

Ln Description Source Amounts 

4 Annual Interest Rate ICC Order Dkt 11-0721 3.42% 

5 Net of Tax Factor 1 – 41.175% (Sch FR C-4, line 4) .58825 

6 Net of Tax Rate Line 4 * Line 5 2.01% 
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effectively matches the ADIT balance to the ultimate approved reconciliation 550 

balance, correcting for any imprecise estimates that may have been recorded as 551 

ADIT balances on the Company’s books.  This approach captures the actual cost of 552 

the reconciliation to the Company and is superior to simply ignoring the effect of 553 

the tax timing difference by excluding the recorded ADIT balances from rate base 554 

as ComEd has proposed. 555 

Q. If the reconciliation interest rate is modified by future Commission order, 556 

should the “Net of Tax Factor” shown in your table be applied to any revised 557 

interest rate used in the future? 558 

A. Yes.  559 

 560 

IV. COMED’S ABILITY TO INVEST. 561 

Q. ComEd rehearing Exhibit 31.1 is a copy of the Affidavit of Joseph R. Trpik, Jr. 562 

in which Mr. Trpik states in paragraph 3, “ComEd plans its level of investment 563 

each year based upon its forecasted revenues and earnings. When ComEd’s 564 

revenues and cash flows fall short of its actual cost of service, it has no choice 565 

but to cut its levels of new investment. The unexpected and significant 566 

reduction in future revenues and cash flow resulting from the 11-0721 Order 567 

have adversely impacted the investments that ComEd can make in EIMA 568 

programs including, but not limited to, AMI.”  Is it true that ComEd has no 569 

choice with regard to its investment decisions? 570 

A. No.  As long as ComEd has access to capital markets, the Company’s management 571 

has a choice about whether or not to invest in otherwise discretionary capital 572 

projects.  In its most recent SEC Form 10Q  Exelon and its subsidiaries including 573 
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ComEd reported, “The Registrants believe their cash flow from operating activities, 574 

access to credit markets and their credit facilities provide sufficient liquidity” and 575 

indicated that, “If ComEd lost its investment grade credit rating as of March 31, 576 

2012, it would have been required to provide incremental collateral of $218 million, 577 

which is well within its current available credit facility capacity of $697 million, 578 

which takes into account commercial paper borrowings as of March 31, 2012.”  I 579 

have included a copy of the Credit Matters and Exelon Credit Facilities sections of 580 

this SEC report as AG/AARP Exhibit No. 5.3.   581 

   It is not clear from Mr. Trpik’s affidavit whether he is indicating that 582 

ComEd or Exelon has imposed additional investment limitation criteria in deciding 583 

whether or not to make discretionary investments in ComEd rate base at this time.  584 

Regardless of internal investment priorities, ComEd clearly has access to sufficient 585 

capital funding on reasonable terms if it decides to invest in new rate base assets in 586 

Illinois. 587 

Q. At paragraph 13 of his Affidavit, Mr. Trpik states, “…the 11-0721 Order 588 

creates a great deal of uncertainty about our ability to recover our costs, not 589 

only those that were directly impacted by the 11-0721 Order but others that we 590 

will be incurring under EIMA, including AMI costs.”  Is there any significant 591 

uncertainty introduced by the Commission’s Order regarding ComEd’s ability 592 

to recover its costs, including the costs of new investment under EIMA? 593 

A. No.  All prudently incurred costs, including changes in ComEd expenses and growth 594 

in ComEd’s rate base investment will be recoverable based upon amounts recorded 595 

in its FERC Form 1 each year.  Any incurred cost amounts not recovered currently 596 

through prospective rates will be subject to comprehensive reconciliation and later 597 



 

 

 

Docket No. 11-0721 Rehearing   26  AG/AARP Ex-5.0 

 

recovery with interest.  Each new dollar of prudently incurred EIMA investment 598 

will be includable in rate base in the year it is completed and depreciation on such 599 

investments will be recoverable from ratepayers. 600 

Q. At paragraph 14 of his Affidavit, Mr. Trpik states, “ComEd cannot invest 601 

billions of dollars in new infrastructure when it is denied the revenue streams 602 

that are needed to fund such investment.”  Has Mr. Trpik identified or 603 

quantified any inability to fund EIMA investments under the revenue streams 604 

that will result from formula ratemaking pursuant to the Commission’s May 605 

29, 2012 Order? 606 

A. No.  ComEd may be less willing to immediately fund EIMA investments under the 607 

somewhat lower revenue streams resulting from the Commission’s May 29 Order 608 

than if the Company had prevailed on more of the ratemaking issues addressed in 609 

Docket No. 11-0721.  There can be no mistake, however, that the Company is quite 610 

able to invest in EIMA initiatives with the existing capital resources that are 611 

available to it, particularly given the very supportive formula ratemaking 612 

mechanism that has been established for participating utilities in Illinois. 613 

Q.  Does this conclude your testimony at this time? 614 

A.  Yes. 615 




