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STATE OF ILLINOIS 

ILLINOIS COMMERCE COMMISSION 

 

COMMONWEALTH EDISON COMPANY  ) 

        ) Docket No. 11-0721 

        ) REHEARING 

 

Proposed general increase in electric rates filed  ) 

pursuant to Public Act 97-0616 (tariffs filed   ) 

Nov. 8, 2011)       ) 

 

 

INITIAL BRIEF ON REHEARING OF  

THE CITIZENS UTILITY BOARD AND THE CITY OF CHICAGO 

 

Now come the Citizens Utility Board (“CUB”), and the City of Chicago, by Stephen 

Patton, Corporation Counsel, pursuant to Rules of Practice of the Illinois Commerce 

Commission (“ICC” or “the Commission”), 83 Ill. Admin. Code Part 200.800, and pursuant to 

the briefing schedule established by the Administrative Law Judges (“ALJs”), to herby file this 

Initial Brief on Rehearing in the above-captioned proceeding.  This proceeding is the rehearing 

of the Commission’s May 29, 2012 Final Order in the initial rate-setting Docket for the 

Commonwealth Edison Company (“ComEd” or the “Company”) under new Section 16-108.5 of 

the Public Utilities Act (“PUA” or the “Act”).  This new section results from the Energy 

Infrastructure Modernization Act (“EIMA”), Public Act 97-616, as modified by Public Act 97-

646, which provides electric utilities the option of electing to implement a formula rate in 

exchange for undertaking certain infrastructure investment projects.  At the June 22, 2012 bench 

session, the Commission granted ComEd’s request for rehearing on three issues:  

1) Pension asset 

2) Average vs. Year-end rate base 

3) The appropriate interest rate to apply to reconciliation balances 
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June 22, 2012 Special Open Meeting Minutes at 5-11.  In this rehearing, CUB sponsored the 

testimony of Ralph Smith on the second and third issue both in the first phase of this proceeding 

and on rehearing.  See, generally, CUB Exs. 1.0, 3.0 and 5.0.  Like the witnesses for the Attorney 

General (“AG’), Mr. Smith’s conclusions on these subjects did not change between the first and 

rehearing phases of this proceeding. 

 

I INTRODUCTION  

 

This proceeding, to set the initial rates for ComEd under this new ratemaking option, by 

necessity involves an understanding of how the EIMA formula rate structure works, including 

how rates for ComEd will be reset in subsequent years.  That is the context for understanding 

how the two issues addressed by CUB/City in this brief will affect the rates paid by ComEd 

customers.  The initial rates set here, effective from the date of the May 29th order until 

December 31, 2012, reflect a revenue requirement which in turn reflects a combination of actual 

and projected costs.  After setting these initial rates, ComEd must petition the Commission to 

reconcile those projected costs with the actual costs incurred by the company.  The EIMA 

describes that reconciliation as follows: 

Notwithstanding anything that may be to the contrary, the intent of 

the reconciliation is to ultimately reconcile the revenue 

requirement reflected in rates for each calendar year, beginning 

with the calendar year in which the utility files its performance-

based formula rate tariff pursuant to subsection (c) of this Section, 

with what the revenue requirement would have been had the actual 

cost information for the applicable calendar year been available at 

the filing date.  220 ILCS 5/16-108.5(d)(1).   

 

Thus, the revenue requirement for any “applicable calendar year,” for example 2015, is made up 

of the actual revenue requirement for 2013, including actual costs found prudent and reasonable 

by the ICC, plus “projected plant additions and correspondingly update depreciation reserve and 
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expense for the calendar year in which the inputs are file,” or a projected revenue requirement 

for 2014 in this example.  Id. (emphasis supplied).   

Continuing with this example, in the reconciliation for the revenue requirement in place 

in 2015, the projections used to set that revenue requirement from 2014 will be reconciled with 

the actual costs for 2014.  Any over- or under-collection will then be factored into the 

reconciliation proceeding for 2015, and reflected in the rates collected from ratepayers in 2016.  

The revenue/earnings lag for the recovery is within 12 months of the rate year end, and cash flow 

recovery is within 24 months.  IIEC Ex. 3.0RH at 13:305-06.  The amount of the reconciliation 

will vary, but if the method of forecasting is reasonably accurate, then the reconciliation balance 

will be reasonably small.  Id. at 13-14:307-309.   

In this rehearing, however, ComEd has presented a new understanding of the formula rate 

reconciliation process which distorts the cost recovery process created by the General Assembly 

through the EIMA.  ComEd believes the goal of the EIMA is perfect real-time cost recovery, and 

several of its witnesses state as much: “In a perfect world with perfect forecasting, the formula 

rate would not need to rely on this proxy approach, reconciliation balances could be avoided, and 

the entirety of ComEd’s investment would earn ComEd’s WACC.”  ComEd Ex. 36.0 at 3– 4.  

Dr. Hemphill added: 

The goal of the formula rate process is to provide the financial 

equivalent of perfect ratemaking, i.e. recovery of the prudent and 

reasonable costs of service fully and accurately in the year that 

they are incurred... However, in practice, ‘perfect, real-time 

recovery’ cannot happen, so interest must serve as the equivalent, 

offsetting any lag... In sum, an appropriate interest rate must 

economically offset the costs of delay and provide the financial 

equivalent of real time cost recovery.  ComEd Ex. 34.0 at 8-9. 

 

The notion of “perfect real time cost recovery,” however, is a fantasy and ComEd is wrong that 

EIMA intended to provide such to utilities opting for a formula rate.  One need only contemplate 
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the impracticalities of any producer, manufacturer or service provider pricing its product and 

structuring its sales in such way that would perfectly capture every penny of its costs as they are 

spent.  The notion is, of course, absurd. 

In fact, under ComEd’s approach, by using year-end rate base and applying the weighted 

average cost of capital (“WACC”) to the reconciliation balance, ComEd is provided with the 

equivalent of recovery of costs before they are incurred.  When rate base is measured by the 

year-end balance, ComEd maintains that the reconciliation balance includes not only the actual 

costs as compared to the projections for an applicable year, but also all costs incurred in the year 

following the applicable year.  When the full WACC is applied to this inflated reconciliation 

balance, as ComEd argues should be the case, the Company would earn the equivalent of 

recovery on investment completed on December 31st as if it were in place on January 1, in any 

given applicable year.  The practical implication is that ComEd would include an additional year 

of costs in any calendar year reconciliation and would apply the WACC to that reconciliation 

balance.  The result would be a grossly inflated reconciliation balance and a distortion of costs 

on which rates are set.   

The EIMA legislation focuses on reconciling projected costs to actual costs for the same 

period of time.  ComEd’s approach represents a mismatch of costs from one year to the next: it 

compares 2014 projected costs to 2015 actual costs.  This explains why ComEd believes there 

will never be an under-recovery of costs during the reconciliation; because it will always be 

spending more than it is recovering in rates.  ComEd Ex. 32.0 at 3 (“once the spending on EIMA 

ramps up (all other things being equal) [the EIMA] will make [the reconciliation adjustment] a 

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

fall short of ComEd’s true prudent and reasonable costs in the rate year.”)  
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ComEd’s inventive new theory – one that was not put forth in the first phase of this 

proceeding until oral argument – counters the intention of the EIMA, which was not to provide 

real time cost recovery, but rather to “automate” the rate setting process to provide for the 

recovery of the utility’s prudently-incurred and reasonable “actual costs”: 

(c) A participating utility may elect to recover its delivery services 

costs through a performance-based formula rate approved by the 

Commission, which shall specify the cost components that form 

the basis of the rate charged to customers with sufficient specificity 

to operate in a standardized manner and be updated annually with 

transparent information that reflects the utility's actual costs to be 

recovered during the applicable rate year, which is the period 

beginning with the first billing day of January and extending 

through the last billing day of the following December.  

****** 

The performance-based formula rate approved by the Commission 

shall do the following: 

(1) Provide for the recovery of the utility’s actual costs of 

delivery services that are prudently incurred and 

reasonable in amount consistent with Commission practice 

and law.  The sole fact that a cost differs from that 

incurred in a prior calendar year or that an investment is 

different from that made in a prior calendar year shall not 

imply the imprudent or unreasonableness of that cost or 

investment. 

 

220 ILCS 5/16-108.5(c).  The EIMA makes clear that the performance-based formula rate tariff 

filed by a participating utility should be consistent with the provisions of Article IX of the PUA.  

220 ILCS 5/16-108.5(c)(6).  Thus, the Commission maintains the obligation to ensure rates are 

just and reasonable, and that utility investments are prudently made.  220 ILCS 5/9-101.  The 

EIMA provides for the “recovery of the utility’s actual costs of delivery services that are 

prudently incurred,” (220 ILCS 5/16-108.5(c)(1)), and does not purport to alter well-established 

principles of cost-based rates.   
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In Citizens Utility Board v. Illinois Commerce Commission, the Court referred to 

extensive precedent for the proposition that fixing just and reasonable rates involves a balancing 

of the investor and the consumer interests.  The Court stated:  

The Commission has the responsibility of balancing the right of the 

utility’s investors to a fair rate of return against the right of the 

public that it pay no more than the reasonable value of the utility’s 

services.  While the rates allowed can never be so low as to be 

confiscatory, within this outer boundary, if the rightful 

expectations of the investors are not compatible with those of the 

consuming public, it is the latter which must prevail.  

276 Ill.App.3d at 737 (quoting Camelot Utilities Inc. v. Ill. Commerce Comm’n, 51 Ill.App.3d 10 

(1977)).  Furthermore, the Commission must still ensure that only prudently-incurred and used 

and useful investment is included in a utility’s rate base.  220 ILCS 5/9-211.  Yet, under 

ComEd’s view of the world, it would receive a return on investment before it is used and useful, 

as illustrated above.  Most striking, since ComEd believes that the WACC to the entire under-

collected reconciliation balance, ComEd would be receiving a WACC return on its operating 

expenses, as well as its capital investments, something simply not contemplated by the Public 

Utilities Act or its EIMA subsections.  

ComEd’s interpretation leads to an absurd reading of EIMA which ignores the internal 

inconsistencies inherent in its interpretation of the EIMA.  With regard to the appropriate level of 

interest to apply to reconciliation balances, if the General Assembly intended for the term 

“interest” to mean an “investment return,” it would have explicitly stated such.  Belleville v. 

Gregory, 15 Ill. 20, 26 (1853) (“the law alone can speak the legislative will”).  In Section 

108.5(c)(4)(D) of the PUA, the General Assembly explicitly referred to an “investment return on 

pension assets.”  If the General Assembly had intended to provide utilities with an investment on 

the reconciliation balance, it would have presumably used the term “investment return” as it did 

elsewhere.  Instead, it rationally provided only for “interest” on the reconciliation balance: “Any 
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over-collection or under-collection indicated by such reconciliation shall be reflected as a credit 

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

applicable rate year.”  220 ILCS 5/16-108.5(d)(1) (emphasis supplied).  

 

II. ARGUMENT 

A. USE OF AVERAGE CALENDAR YEAR RATE BASE FOR ANNUAL 

RECONCILIATIONS 

 

In granting rehearing on the issue, the Commissioners stated that they “want to see [the 

issue] fleshed out like we did for the other issues” and that examining the issue “with the goal of 

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

Utility Special Open Meeting, Tr. 9-10 (June 22, 2012).  The testimony in this rehearing in large 

part reiterated the same points made in the first phase of this proceeding.  The record evidence in 

both the first phase and this rehearing demonstrates that the Commission correctly rejected 

ComEd’s interpretation of EIMA, concluding that an average rate base should be used for 

reconciliations.  Final Order, ICC Docket 11-0721 at 18 (May 29, 2012).   

The EIMA uses a reconciliation rate base to calculate the actual cost of capital which 

funded rate base for the year being reconciled.  Using a year-end rate base to determine this 

amount, as ComEd proposes, overstates the actual revenue requirement during the year being 

reconciled.  Under ComEd’s proposal, investment made on December 31st is treated as if it had 

been made the prior January 1st, systematically overstating the capital cost charged to consumers 

who are forced to pay a return on investment before it is made.  In rejecting this approach, the 

Commission reasoned that the average rate base “embodies a future test year concept, averaging 

the test year with the previous year, in order to more accurately account for plant additions.”  
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Final Order, ICC Docket 11-0721 at 18 (May 29, 2012).  The Commission added that if the 

General Assembly intended to include only year-end balances, it would have so stated.  Id.   

The Commission noted that the purpose of the reconciliation is to  

ultimately reconcile the revenue requirement reflected in rates for 

each calendar year, beginning with the calendar year in which the 

utility files its performance-based formula rate tariff pursuant to 

subsection (c) of this Section, with what the revenue requirement 

would have been had the actual cost information for the applicable 

calendar year been available at the filing date.  220 ILC 5/16-

108.5(d)(1). 

 

Id.  This Section of the PUA further provides that the reconciliation of the revenue requirement 

should be based on inputs of “final historical data” from ComEd’s annual FERC Form 1.  220 

ILCS 5/16-108.5(d)(1).  The Commission found that this “final historical data” is information 

that is the most current, not merely figures from the last month in the year.  Final Order, ICC 

Docket 11-0721 at 19 (May 29, 2012).   

Moreover, the Commission correctly concluded that use of an average rate base conforms 

with the statutory term “actual cost information.”  Id.  The Commission agreed that using year-

end rate base assumes that ComEd’s investments in plant are the same at the beginning of the 

year being reconciled as they are at the end.  Id.  To avoid an unjust or unreasonable construction 

of Section 16.108.5 of the PUA, the Commission found that ComEd’s proposal would not give 

proper weight to, for example, the pro forma capital additions in the year being reconciled.  Id.  

Construing the new provisions of the PUA as a whole, the Commission noted that even using the 

average rate base for reconciliation purposes allows ComEd to receive interest for the resultant 

regulatory lag.  Id. at 20 (citing 220 ILCS 5/16-108.5(c), (c)(6), (d), (d)(1)). 
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1. The Plain Language of Section 16-108.5(c)(6) Supports Use of 

Average Rate Base 

 

Section 16- 108.5(c)(6) of the PUA requires that, after setting an initial formula rate, the 

Commission shall: 

Provide for an annual reconciliation, with interest as described in 

subsection (d) of this Section, of the revenue requirement reflected 

in rates for each calendar year, beginning with the calendar year in 

which the utility files its performance-based formula rate tariff 

pursuant to subsection (c) of this Section, with what the revenue 

requirement would have been had the actual cost information for 

the applicable calendar year been available at the filing date. 

 

In turn, subsection (d) of Section 16-108.5 of the PUA provides, in relevant part, that: 

  

the utility shall file … its updated cost inputs to the performance-

based formula rate for the applicable rate year and the 

corresponding new charges.  Each such filing shall … include … a 

reconciliation of the revenue requirement that was in effect for the 

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

the actual revenue requirement for the prior rate year (as reflected 

in the applicable FERC Form 1 that reports the actual costs for the 

prior rate year).  220 ILCS 5/16-108.5(d)(1). 

 

For the first year’s reconciliation only, the PUA provides that the revenue requirement 

comparison shall be between the revenue requirement established by “the rate order or orders in 

effect from time to time during such calendar year” with “the revenue requirement for that 

calendar year calculated pursuant to the performance-based formula rate using (A) actual costs 

for that year as reflected in the applicable FERC Form 1, and [a statutory rate of return].”  Id.   

CUB witness Ralph Smith testified that an “applicable calendar year” in Section 

16.108.5(c)(6) refers to a 12-month period starting on January 1st of the year for which costs are 

being reconciled and ending on December 31
st
 of that same year.  CUB Ex. 5.0 at 2-3.  

According to Mr. Smith, rate base reconciliations should thus reflect actual additions and 

retirements occurring during that year.  Id. at 4.  If the legislature intended a year-end rate base, 
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Mr. Smith testified that it could have specified a “calendar year-end” unit of measurement 

instead of an “applicable calendar year.”  Id.  Staff witness Richard Bridal agreed with this 

approach, testifying that a “calendar year” is a period of time beginning on January 1 and ending 

on December 31.  Staff Ex. 26.0 at 3 (citing The American Heritage Dictionary, Second College 

Addition, Houghton Mifflin Company, at 229, 1400 (1985)).  Referring to “subsection (d) of this 

Section” referenced in subsection (c)(6) of the PUA, Dr. Bridal concluded that for purposes of 

calculating the reconciliation revenue requirement, the EIMA requires that the Commission use 

the rate base which represents the entire period from January 1 through December 31, not merely 

the rate base balance at the end of the calendar year.  Staff Ex. 26.0 at 3-4.  

ComEd witness Kathryn Houtsma, however, testified that the statutory reference to 

“actual revenue requirement for the prior rate year” indicates that the reconciliation should rely 

on the FERC Form 1 data for the previous year rather than an average of FERC Form 1 data 

from the prior rate year and the year before that.  ComEd Ex. 35.0 at 29.  Moreover, Ms. 

Houtsma asserted that the fact that plant data for the year previous to the prior rate year is 

published in the FERC Form1 does not mean that an average for both years should be the 

amount being reconciled.  Id.  Of course, this interpretation misses the point that the “actual 

revenue requirement for the of the prior rate year” cannot be understood as, solely, the end-of-

year amount on the FERC Form 1.   

As Mr. Smith testified, using an average calendar year is consistent with the purpose of 

the reconciliation - to measure the utility’s actual earnings during that applicable 12-month 

calendar year period.  CUB Ex. 5.0 at 3.  Mr. Smith explained that using a year-end rate base for 

reconciliation purposes would distort the measurement of results for that year by measuring 

actual revenue and expenses against an end-of-year rate base.  Id.  In Mr. Smith’s opinion, and in 
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accordance with the dictionary definition referenced above, the “applicable calendar year” is, in 

plain language, a 12 month period instead of a single day.  Id.   

Ms. Houtsma claimed that the use of the word “average” in other parts of the PUA 

indicates that its omission in the reconciliation provision was meaningful.  ComEd Ex. 35.0 at 30 

(citing 220 ILCS 5/16-108.5(c)(3)(A)).  This argument fails for at least two reasons.  First, 

although the word “average” was omitted from the provision at issue so were the terms “end of 

the applicable year” or “year-end.”  In fact, a provision regarding pension costs states that the 

formula rate shall permit: 

investment return on pensions assets net of deferred tax benefits 

equal to the utility’s long-term debt cost of capital as of the end of 

the applicable calendar year.  220 ILCS 5/16-108.5(c)(4)(D) 

(emphasis added). 

 

Therefore, the omission of the word “average” does not evince an intent to use year-end rate 

base, since the term “end of the applicable calendar year” is used elsewhere in Subsection (c) and 

not included in defining the reconciliation data points.   

Second, the other provision cited monthly average yields of treasury bonds to determine 

the cost of equity, and is therefore inapplicable to determine the intent of the General Assembly 

in setting the revenue requirement.  The yields being averaged to determine the cost of equity are 

wholly outside the control of the Company, unlike a projected revenue requirement reconciled 

against Company-generated and Company-provided actual cost information.  Thus, the concerns 

regarding manipulation and mismatch raised by Staff and Intervenor witnesses do not apply to 

the determination of the cost of equity.   

Ms. Houtsma also testified that the same logic underlying use of a year-end rate base for 

the historical test year applies to the formula rate setting insofar as no costs will be reflected in 

rates before the cost has actually been incurred.  ComEd Ex. 35.0 at 30.  Yet, under ComEd’s 
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proposal, costs which are incurred on December 31
st
 are treated as if they were incurred on 

January 1
st
.  As Mr. Smith noted, the use of a year-end rate base to measure actual results creates 

a mismatch with the requirement of Section 16-108.5(c)(6) that the reconciliation consider "what 

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

calendar year been available at the filing date.”  CUB Ex. 5.0 at 4.  As Ms. Houtsma 

acknowledged, an expense such as a “depreciation expense is calculated and recorded 

periodically throughout the year.”  ComEd Ex. 35.0 at 32.   Although Ms. Houtsma did not agree 

that an average rate base is necessary to properly account for expenses like these, using the year-

end rate base provides a return as if the Company incurred a full year of capital cost on plant that 

is put into service at the end of the year.  See AG/AARP Ex. 6.0 at 5. 

As an example, Staff witness Dr. Bridal pointed out that ComEd’s proposal for planned 

Advanced Metering Infrastructure investments illustrates how using a year-end revenue 

requirement for reconciliation purposes overstates the return due to the Company under the PUA.  

Dr. Bridal testified that ComEd’s Advanced Metering Infrastructure Deployment Plan (“Plan”) 

“calls for a ramped-up investment in smart meters throughout the year.”  Staff Ex. 26.0 at 10; see 

also AG/AARP Ex. 5.0 at 8.  However, as the Plan details, the meters themselves are to be 

deployed and put into service gradually throughout the ComEd service territory.  Staff Ex. 26.0 

at 10.  Dr. Bridal concluded that using ComEd’s proposed year-end rate base “effectively 

assumes that each year, every one of the smart meters was put into service on January 1.”  Id. 

As AG/AARP witness David Effron similarly concluded, the use of ComEd’s proposed 

year-end rate base to calculate the actual revenue requirement would “confer a windfall on the 

Company” when the average rate base is less than the year-end.  AG/AARP Ex. 6.0 at 9.  

Because the difference between the projected revenue requirement and the average rate base 
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used for reconciliation purposes is allowed to accrue interest for the entire period between when 

such costs were incurred and recovered, the Company is fully compensated for the time value of 

money in the rates they are allowed to charge customers.  AG/AARP Ex. 5.0 at 5. 

The plain language of the PUA, the purpose of the reconciliation adjustment, the FERC 

Form 1 itself, and the policies behind enacting the EIMA all require affirmation of the 

Commission’s decision to use average as opposed to end-of-year rate base for reconciliation 

purposes.  On rehearing, ComEd offered no new evidence that challenged the Commission’s 

rationale in that using a year-end rate base would provide ComEd with recovery of more than the 

Company’s reasonably and prudently incurred actual costs. 

2. ComEd’s Concerns Regarding Regulatory Lag and a Failure 

to Recover Its Prudent and Reasonable Costs Are Without 

Merit 

 

ComEd argues that the Commission’s Final Order leaves ComEd less than whole 

because, in part, the interest rate allowed on reconciliations is based on a faulty assumption.  

However, as IIEC witness Michael Gorman testified, the reconciliation adjustment in 

conjunction with the EIMA earnings collar mechanism “provides material assurance to ComEd 

that it will … fully recover its actual reasonable and prudent cost of service for a rate year.”  

IIEC Ex. 3.0RH at 5.  Moreover, the Company’s claim that using only one-half year’s interest on 

Schedule FR A-4 denies the Company full cost recovery fails to understand the function of that 

data input.  The one-half year’s interest is an amount resulting from application of the 

Commission-approved interest rate to each month’s under- or over-collected balance.   

AG/AARP Ex. 6.0 at 8.  Such an amount is appropriate when used in conjunction with an 

average rate base reconciliation revenue requirement. 
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ComEd witness Ms. Houtsma claimed on rehearing that the regulatory lag inherent in 

formula rate recovery would be exacerbated by the Commission’s decision on the proper rate 

base used for reconciliation purposes.  ComEd Ex. 35.0 at 33.  However, the “lag” identified by 

Ms. Houtsma only affects the Company’s cash flow, not its overall earnings.  See Ag/AARP Ex. 

5.0 at 10.  Although it is true that ComEd must wait to recover its cash spent, ComEd earns a 

return on the regulatory asset created while the reconciliation adjustments are accumulated.  Id.  

This lag in cash flow, but not earnings, occurs regardless of how the Commission interprets the 

average v. end-of-year rate base for reconciliation purposes.  As long as the interest rate and 

method applied to the reconciliation balance are reasonable, ComEd will be made whole for its 

actual costs through the reconciliation process using an average rate base approach.  As Mr. 

Brosch testified, even ComEd’s parent company Exelon has stated to its investors that using an 

average reconciliation rate base “would primarily delay the timing of cash flows, with a less 

significant impact on earnings given the annual reconciliation mechanism.”  AG/AARP Ex. 5.0 

at 12 (citing Exelon Corp., Quarterly Report Pursuant to Section 13 or 15(d) (Form 10-Q), at 43-

44 (May 10, 2012)).   

The Commission’s decision to use an average as opposed to end-of-year rate base for the 

purpose of setting the reconciliation revenue requirement should be affirmed.  Using the average 

rate base does not deny ComEd the recovery of any prudent and reasonable cost and it does not 

impermissibly increase regulatory lag. 
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B. CARRYING COST RATE FOR ANNUAL RECONCILIATIONS  

 

The EIMA states the following with regard to the treatment of the formula rate 

reconciliation balance: 

Any over-collection or under-collection indicated by such 

reconciliation shall be reflected as a credit against, or recovered as 

an additional charge to, respectively, with interest, the charges for 

the applicable rate year. 

 

220 ILCS 5/16-108.5(d)(1).  While the Act provides for interest to be applied, it does not specify 

how the interest rate should be determined or whether a different interest rate should be applied 

to over- and under-collections.  The Commission’s May 29, 2012 Order in this proceeding 

determined that a carrying cost rate of 3.42 percent was reasonable and appropriate, based on a 

roughly equal “hybrid” mixture of short- and long-term debt.  Final Order at 161-166.  The 

Commission stated that: 

The Commission observes that neither Subsection (c) nor (d) of 

Section 16-108.5(c) nor Section 16-108.5(d) specifies the interest 

rate to be applied to the reconciliation balance. (220 ILCS 5/16-

108.5(c) and (d)). The time line for capital investments required by 

the EIMA starts with the rate year and continues the next year in 

which the reconciliation is filed, and ends the following year when 

the reconciliation adjustment goes into effect. A participating 

utility will incur capital costs to fund the plant additions made in a 

rate year and the reconciliation adjustment under Section 16-

108.5(c) provides the only opportunity to mitigate the lagged 

recovery of the financing costs of hundreds of millions of dollars 
of those plant additions, every year. 

The Commission finds that the customer deposit rate is designed to 

reflect a short term cost of money for customers, and not reflective 

of a utility’s cost of capital nor the cost of financing these longer 

term utility investments. Application of the customer deposit rate 

currently set at 0% is unrelated to the actual cost of the capital 

supporting these investments. Such a situation is contrary and 

impermissible under the EIMA’s directive that performance-based 

formula rates shall ‘[p]rovide for the recovery of the utility's actual 

costs of delivery services.’ (220 ILCS 5/16 108.5(c)(1); see also 
220 ILCS 5/16 108(c)). 
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Regarding our review of the various positions on this issue the 

Commission shares the concern raised by Staff that using the 

WACC as ComEd proposes would treat the reconciliation amount 

like a rate base investment rather than a reconciling item. We also 

find credence in the point raised by the Company that the 

reconciliation adjustments will represent significant investments 
and operating expenses funded by the participating utility. 

The Commission recognizes that the [sic] due to the EIMA 

timeline for the reconciliation period the interest rate is both short 

term and long term in nature. As discussed above, the customer 

deposit rate does not encompass the long term aspect of the time 

period of the reconciliation. The WACC includes the weighted 

costs of short-term debt, long-term debt, and common equity. The 

Company proposes the WACC which is inclusive of the common 

equity, which does not represent debt on which to set an interest 

rate. The Commission believes there is value in setting an interest 

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

duration of the reconciliation. In order to capture the unique 

aspects of the relevant period we find that a hybrid approach 

should be utilized to determine the appropriate interest rate. Such a 

hybrid calculation would take the weighted costs of short-term 

debt and long-term debt and exclude the weighted cost of common 

equity as the methodology in calculating the interest rate. This 

results in an interest rate of 3.42%. The Commission concludes 

that this hybrid interest rate of 3.42% is reasonable and appropriate 

to be utilized for the reconciliation period and is hereby adopted. 

 

Id. at 166.  Thus, the Commission ordered a carrying cost rate of 3.42 percent based on an 

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

duration of the reconciliation. 

ComEd witness Houtsma claims that “[t]he only cost-based interest rate is the WACC.”  

ComEd Ex. 32.0 at 6:121.   However, the 3.42 percent found by the Commission in its May 29, 

2012 Order is based on a simple average of ComEd’s short- and long-term cost of debt, and 

therefore is also cost based.  CUB Ex. 5.0 at 12:294-299.  A rate based on the interest rate on 

customer deposits would also be cost based, as would an interest rate based on ComEd’s short-

term borrowing costs.  Id.  Thus, ComEd’s assertion that alternative carrying cost rates are not 

cost based is without merit. 
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CUB witness Ralph Smith concluded that the Commission’s approach in using a 

“blended” or “hybrid” debt cost rate for under-collections was appropriate, because it represents 

an interest rate that is based upon debt that is relevant to the Company for the time duration of 

the reconciliation.  CUB Ex. 5.0 at 8:204-210.  Mr. Smith agreed that a hybrid or blended debt-

based cost rate was a reasonable methodology to develop the cost rate to be applied to under-

collected reconciling balances.  The use of such a hybrid debt cost rate could be viewed as fair 

and reasonable based on an assumption that approximately half of (i.e., the first year of) an 

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

second year) of an under-collection would be financed at a longer-term debt cost.  Id. at 9:214-

218.   The fact that there is a one year reconciliation collection lag for some items and a two-year 

reconciliation lag for other items would not invalidate the concept of applying a hybrid debt-

based cost rate, based on a mixture of short-term and longer-term (e.g., two-year debt) debt for 

under-recovered reconciliation balances.  Id.  Mr. Smith continues to propose, however, that 

ComEd’s weighted average cost of capital should be applied to over-collections.  Id. at 8, 207-

210.   

The theory of adopting asymmetrical carrying costs for over- and under-collections is 

based on the sound regulatory principle of protecting ratepayers from utility over-projections of 

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

only ComEd controls the level of projected capital additions included in the revenue 

requirement, ratepayers must be protected from potential manipulation of the projected plant 

addition amounts and from intentional over-collections that result from ComEd using 

management’s discretion to actually implement substantially lower levels of capital 

expenditures.  Id. at 17-18:411-420.   
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1. Good Regulatory Policy Favors Applying a Short-Term Debt 

Rate to Under-Collected Reconciliation Balances and WACC 

to Over-Collected Balances 

 

Under EIMA, ComEd will be responsible for developing the amount of its projected plant 

additions for each year as well as managing the actual capital expenditures, and could thus 

produce over-collections simply by over-projecting such plant additions and subsequently 

managing actual capital expenditures to a lower level.  CUB Ex. 5.0 at 21:518-522.  Requiring a 

higher interest rate for over-collections is reasonable and principled and will provide an 

appropriate and necessary deterrent to ComEd to discourage the Company from making 

intentional over-projections of plant additions or subsequently deciding to under-spend.  Id.  

Allowing interest on under-collections based on the hybrid debt-based cost rate will encourage 

the Company to make accurate projections of plant additions.  Id. at 18:425-431.  Requiring a 

higher interest rate for over-collections will simultaneously provide an appropriate and necessary 

deterrent to ComEd from making over-projections of plant additions.  Since ratepayers will incur 

the WACC cost of the higher projected plant in rates they will have already paid, it is only 

appropriate and reasonable to require that the overcharge be credited back to customers at the 

same rate - WACC.  Id. 

ComEd’s ability and willingness to manage the amount of actual investment based on 

earnings objectives is evident in this record.  In ComEd Ex. 31.1, Mr. Trpik affies that “ComEd’s 

original Smart Grid Advanced Metering Deployment (“AMI”) schedule cannot be sustained 

given the financing challenges created by the Commission’s May 29, 2012 Order.”  ComEd Ex. 

31.1 at 1.  This pullback and curtailment by ComEd of previously projected plant additions is 

one illustration of how ComEd can and apparently will revise its actual capital expenditures to 

conform with Company earnings goals.  Thus, ComEd management can have substantial 
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influence over whether over- or under-collections are produced by similar decisions to curtail 

planned plant additions.   

The Commission should acknowledge that both the projected level and the actual level of 

expenditures are heavily under the direct influence of ComEd management, and that actual 

expenditures can apparently be curtailed by ComEd management after the Commission 

determines formula rates based on, and relying upon, ComEd’s projected plant additions.  The 

control and discretion exerted by ComEd management on not only budgeted capital expenditures 

but also on the level of actual expenditures subsequently made, and thus the ability to influence 

and manage whether there are under- or over-collections, in itself, should be sufficient to justify 

and require the imposition of different carrying charges on over- and under-collections. 

ComEd’s claims that a Texas regulatory practice supports its proposition that WACC 

should apply to the reconciliation balance.  In Texas, affiliates of American Electric Power 

(AEP) have a similar mechanism for their Smart Metering investment and operation and 

maintenance costs.  ComEd Ex. 33.0 at 4:72-79.  However, neither ComEd nor Dr. Hadaway 

demonstrated that Texas, as opposed to other regulatory jurisdictions, should be a model for 

carrying costs for Illinois electric distribution utilities under Section 16-108.5(c)(6).  Mr. Smith 

testified that a more appropriate example is a Florida practice of deducting over-collected 

recovery mechanisms from utility rate base (to effectively provide ratepayers with a return at the 

utility’s WACC), while excluding under-recovered balances from utility rate base (which 

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

surcharge, typically a short-term debt rate).  CUB Ex. 5.0 at 16:373-380.  Mr. Smith believes this 

provides a better regulatory illustration of how this policy is used to fairly balance the interests of 
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the utility and its customers, and to encourage the utility to make accurate projections so as not to 

produce large over-recoveries.  Id.   

In 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, the Florida Commission explains that rationale for including over-

recoveries as a reduction to utility rate base is to provide the utility with an incentive to make its 

projections for the cost recovery clause as accurate as possible and avoid large over-recoveries.  

Deducting the over-collected balances from utility rate base has the result of effectively applying 

the utility’s WACC to the over-collected balances.  In contrast, the Florida regulatory practice 

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

base.  CUB Ex. 5.0 at 20:490-499.  As described above, that exclusion effectively results in the 

utility charging customers for carrying costs on the under-collected balances at a short-term debt 

cost rate, i.e., at the commercial paper rate.  Id.  The Florida Public Service Commission has 

found this practice to be fair and reasonable in a series of cases, notwithstanding opposition from 

utilities.  Id.   

2. ComEd’s Criticisms of the Commission’s Hybrid Cost Rate 

Are Without Merit 

 

ComEd witness Hadaway claims that a return on investment lower that the WACC would 

result in an under recovery, and if the “hybrid” financing cost is used, then ComEd is being 

denied an equity return.  ComEd Ex. 33.0 at 3:48-67.  Mr. Trpik similarly testified that the 

interest rate adopted by the Commission greatly impacts the funding of capital projects in which 

ComEd had planned to invest, and that only the WACC, or similar rate, would allow the 

Company to recover its actual costs of service.  However, the EIMA never intended for utilities 

to receive an equity return on any under-recovered balance – only interest.  This is the fatal flaw 



21 

 

in ComEd’s complaints about the function of the reconciliation, which supports its claim that it is 

entitled to its full WACC on the reconciliation balance. 

ComEd further criticizes the Commission’s hybrid 3.42% interest rate as failing to 

represent a weighted average of ComEd’s short- and long-term debt.  ComEd Ex. 31.0 at 6:116-

123.  However, ComEd or its ratepayers are going to be financing under- or over-collections for 

at most a one- to two-year period.  Thus, it makes sense to use a debt cost that is comprised about 

half of short-term financing (one year or less) and one-half longer term debt financing (one to 

two years).  CUB Ex. 5.0 at 15:358-365.  The Commission’s use of the 3.42% hybrid debt cost 

as the appropriate carrying cost rate appears to be based on this blend, relating to the duration of 

the reconciliation, and was intended to represent a simple average of ComEd’s short- and long-

term debt costs to reflect approximately equal financing from those sources.  Id. 

3. ComEd’s Capital Structure Will Not Be Compromised If a 

Debt-Only Return on the Reconciliation Balance Is Approved 

 

ComEd witness Hadaway claims that allowance of a debt-only return would require 

adding incremental debt to ComEd’s capital structure, which he claims would create a perverse 

dynamic and produce a theoretical capital structure vastly different than the true capital structure 

the utility can responsibly employ.  ComEd Ex. 33.0 at 5:100-106.  Dr. Hadaway’s observations 

would apparently only apply to under-collections.  This is because ComEd’s ratepayers (and 

related normalized tax impacts) would be the financing sources for over-collections, not 

investors.  Nonetheless, for under-collections, ComEd has failed to demonstrate that such 

balances could not be financed temporarily using short term financing, such as short-term debt or 

line of credit based draws.  CUB Ex. 5.0 at 14:331-344. 

To the extent ComEd was to use such financing, on a temporary basis, to finance the 

portion of an under-collection balance (that is not being financed with tax savings), such short-
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term borrowings could be identified and excluded from ComEd’s capital structure.  Id.  ComEd 

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

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

temporarily finance the portion of an under-collected balance (that is not being financed by tax 

savings) should not be an insurmountable task.  Id.  Such balances of short-term debt can then be 

excluded from ComEd’s capital structure similarly to how the short-term debt balances used to 

finance CWIP can be identified and excluded.  Id.  Additionally, if ComEd were to issue one-

year or two-year notes to temporarily finance a portion of an under-collection, presumably those 

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

excluded from ComEd’s capital structure used for other ratemaking purposes (such as for 

computing the return on rate base), if needed. 

4. ComEd Has Sufficient Access to Low-Cost Short-Term 

Financing to Finance Its Reconciliation Balance at Below 1.5% 

 

ComEd has ample access to low-cost short-term one- to two-year financing sources to 

finance the one- to two-year reconciliation balance.  CUB Cross Exhibit 1 (ComEd’s response to 

data request CUB 6.01) demonstrates.  This data request asks ComEd a series of questions 

regarding an advertisement in the current issue of the Journal of Accountancy for Duke Energy 

Premier Notes®, which is a short-term financing program offered at about 1.5 percent.  Those 

notes involve Duke’s obtaining funds directly from investors.  Aug. 3, 2012 Tr. at 62:7-10.  In its 

response to this data request, ComEd indicated that it did not have a similar program in place and 

that Duke Energy pays significantly more for short-term borrowing costs than ComEd pays its 

lenders.  CUB Cross Ex. 1.  Attachment 1 to ComEd’s response shows that each of ComEd’s 

short-term borrowing options has an interest rate/carrying cost that is below the 1.5% advertised 

rate for the Duke Energy Premier Notes®.  Id. 
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On cross-examination, Mr. Trpik testified that he considers Duke Energy to be a peer 

company to ComEd.  Aug. 3, 2012 Tr. at 65:11-13.  He further agreed that the Duke Energy 

Premier Notes® are an additional source of financing to Duke Energy beyond Duke Energy’s 

commercial paper borrowings and line of credit borrowings.  Id. at 62:11-16.  The interest rate 

on the notes is tax deductible, just as ComEd’s short-term borrowing sources have an interest 

rate that is tax-deductible.  Id.  The 1.5% interest rate for the Duke Premier Notes® is notably 

lower than ComEd’s weighted average cost of capital, which was set at 8.16% in the 

Commission’s Final Order in the instant proceeding.  Final Order, Appendix A.  It is also lower 

than the hybrid debt rate that the Commission had used for reconciliation balances in its order in 

11-0721, which was 3.42%, as discussed above.  Final Order at 166. 

CUB Rehearing Cross Ex. 1 shows that ComEd has other sources of short-term financing 

available, which could potentially be used to temporarily finance formula rate plan under-

collections that might arise in a given year.  When asked to identify the maximum amount of 

borrowing ComEd can undertake in 2012 from each of commercial paper issuance and line of 

credit borrowing, Mr. Trpik testified that ComEd could potentially raise $400 million of 

commercial paper borrowings at the current rate and that ComEd has $1 billion as a line of 

credit.  Aug. 3, 2012 Tr. at 63-64.  He testified that one- to two-year bank loans are a by-product 

of the market, and thus could not state what the maximum potential amount of such borrowings 

for ComEd could be.  Id.  Any of these short-term borrowing sources could be used by ComEd to 

finance formula rate plan undercollections, and each has an interest rate that is lower than the 

1.5% advertised rate for the Duke Energy Premier Notes.  Consequently, ComEd could finance 

the entire amount of a formula rate plan undercollected reconciliation balance with the short-

term borrowing options listed in Attachment 1 to the response to CUB 6.01, and the resultant 
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effective financing cost to ComEd would be below the 1.50% rate listed for the Duke Energy 

Premier Notes.  The evidence thus supports a carrying cost rate for formula rate plan 

undercollections of below 1.5%. 

5. AG Witness Brosch’s Hybrid Cost Rate of 2.53% Is the Most 

Appropriate and Should Be Adopted On Rehearing 

 

Like Mr. Smith, AG/AARP witness Brosch testified that because future reconciliation 

balances, either positive or negative, may extend over more than 12 months, some consideration 

and blending of longer-term debt cost rates may be appropriate.  AG/AARP Ex. 5.0 at 13-

14:329-331.  However, rather than using ComEd’s embedded cost of long-term debt, Mr. Brosch 

recommended that “a blended debt cost rate should rely upon the market interest rates currently 

available for newly issued debt that are indicative of the marginal financing costs arising from 

reconciliation calculations under the Act.”  Id. at 14:331-334.   

Mr. Brosch reasoned that the reconciliation balance will impact the utility’s future 

marginal cash flows.  AG/AARP Ex. 5.0 at 14:346-353.  From ComEd’s perspective, if it must 

finance a regulatory asset associated with reconciliation amounts to be collected from ratepayers, 

it will do so using marginal working capital resources from available internal cash flows or from 

new dollars of short term debt, until more permanent financing is required.  Id.  ComEd is not 

able to apply its already deployed permanent debt and equity capital, as summarized in its 

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

reconciliation process.  Id.  These capital resources have already been deployed to support rate 

base assets.  With regard to long-term debt in particular, the utility’s weighted cost is a function 

of timing of past debt issuances and market interest rates at those times and tells us nothing about 

the marginal cost of new debt.  Id.   
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Mr. Brosch proposed that the Commission look to published market interest rates for 

guidance with respect to current yields required to attract capital.  He developed an appropriate 

blend of short- and long-term debt based on a copy of reported Selected Interest Rates from the 

Board of Governors of the Federal Reserve System for the week July 23, 2012.  AG/AARP Ex. 

5.1.  It reports a yield percentage for Baa-rated corporate bonds of 4.85% and for short-term non-

financial commercial paper annual current yields of 0.21%.  Id.  Weighting these values together 

equally produces an interest rate based upon current marginal costs of short/long term debt of 

2.53%.  AG/AARP Ex. 5.0 at 15:367-373.  Mr. Brosch proposed that such a widely published 

report of currently available market interest rates could be updated annually to account for 

changing capital market conditions.  Id.  This approach more appropriately reflects the reality 

that the reconciliation balance can swing from negative to positive each year.  Thus, an equal 

weighting of published market yields on short-term and long-term debt would accomplish a 

reasonable estimate of the time value of money associated with reconciliation balances awaiting 

recovery from, or return to ratepayers.  Id. at 16:381-389.  Mr. Brosch presents a reasonable, 

rationale and well-supported alternative to the Commission’s determination in its Final Order 

and therefore should be adopted. 

6. Net of Tax Issue 

In establishing the carrying cost rate, another issue was identified by Mr. Smith, which 

involves consideration of how the under- or over-collection balances interact with income taxes, 

and what ramifications this “net of tax” issue has on (1) the net balance of under- or over-

collection that is financed by investors or ratepayers and (2) the carrying cost rate applied to that 

balance.  This “net of tax” issue concerning carrying costs became apparent from ComEd’s 

responses to discovery in ICC Docket Number 12-0321, the first reconciliation docket under the 
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formula rate scheme.  The tax impacts directly relate to the reconciliation balances, the related 

accounting, and the implications for the balance to which the interest rate is applied. 

In ICC Docket Number 12-0321, ComEd’s first formula rate reconciliation proceeding, 

ComEd Exhibit 10.3, WP 4, page 4, line 95, shows that ComEd is recording deferred income 

taxes on the Regulatory(Asset)/Liability from the Distribution Formula Rate.  CUB Ex. 5.0 at 

23:561-566.  ComEd’s response to data request AG 3.01 in ICC Docket No. 12-03211 states that 

this component of Accumulated Deferred Income Taxes (“ADIT”) “represents the estimated 

under-recovery of ComEd’s revenue requirement in 2011 (reconciliation) as of December 31, 

2011, determined using the formula rate methodology allowed under the Energy Infrastructure 

Modernization Act (‘EIMA’).”  Id.  This indicates that the under-recovery shown by ComEd is 

partially offset by a tax impact.  In other words, ADIT recorded by ComEd (or the related tax 

impacts represented by that ADIT) is effectively financing a portion of the under-recovery 

balance recorded by ComEd as of December 31, 2011.  Id. at 24:568-572.  

For formula rate reconciliation purposes, ComEd has ignored this ADIT balance even 

though it is directly related to the formula rate plan under-collection balance.  ComEd claims that 

“[t]he deferred income tax balance is treated as non-jurisdictional because the regulatory asset is 

not included in rate base.”  CUB Ex. 5.1.  However, Mr. Smith testified that proper matching 

requires that any deferred balance and related tax impact should be considered similarly.  CUB 

Ex. 5.0 at 24:588-589.  Additionally, the fact that there is an ADIT balance directly related to the 

formula rate plan under-collection balance means that at least a portion of the under-collection is 

funded by tax impacts instead of investors.  Id. at 25:590-599.  Traditionally in Illinois, the 

                                                   

1 A copy of ComEd’s response to this data request has been included in CUB Exhibit 5.1. 
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Commission has reflected ADIT balances as zero cost non-investor supplied capital, reducing 

rate base.  Id.  In the initial phase of this proceeding, the Commission’s Final Order stated that:   

The Commission declines to adopt this recommendation. ComEd 

contends that this recommendation does not provide ComEd with 

cash. AG/AARP provide little information establishing that this 

procedure is within generally accepted accounting procedures, or 

that it would be of benefit to ComEd or to ratepayers.   

Final Order at 167. 

 

There are at least three reasons why the Commission should now adopt this adjustment:  

(1) The recording of the regulatory asset and liability amounts related to under- or over-

collections in the formula rate plan reconciliation process, and the related income tax effects 

which are recorded by ComEd as ADIT balances, are within generally accepted accounting 

principles (“GAAP”); (2) The reconciliation balances and related income tax effects impact 

ComEd’s cash flow; and (3) The ratemaking procedure of applying the carrying cost rate to the 

“net of tax” reconciliation balances benefits ComEd and its ratepayers.  CUB Ex. 5.0 at 25-

26:613-620.   

First, the recording of a regulatory asset or liability for the under- or over-collected 

reconciliation amounts and recording the related income tax impact as ADIT is consistent with 

GAAP.  Mr. Smith testified that Accounting Standards Codification (“ASC”) sections 840 and 

980 recognize that rate regulation introduces a unique consideration that impacts the relationship 

of costs and revenues, and their timing.  Id. at 26:625-634.  Mr. Smith noted that regulators 

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

which the costs would be charged to expense by an unregulated company.  Id.  These timing 

differences are accounted for as regulatory assets or liabilities under GAAP.  Id.  Mr. Smith also 

testified that regulatory accounting under the FERC Uniform System of Accounts (“USOA”) for 

electric utilities also accounts for the effects of regulation as regulatory assets and liabilities: 
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31. Regulatory Assets and Liabilities are assets and liabilities that 

result from rate actions of regulatory agencies. Regulatory assets 

and liabilities arise from specific revenues, expenses, gains, or 

losses that would have been included in net income determination 

in one period under the general requirements of the Uniform 

System of Accounts but for it being probable: 

A. that such items will be included in a different period(s) for 

purposes of developing the rates the utility is authorized to charge 
for its utility services; or 

B. in the case of regulatory liabilities, that refunds to customers, 

not provided for in other accounts, will be required. FERC USOA, 
Def. 31. 

 

Mr. Smith further testified that the USOA’s accepted definition of “account 182.3, other 

regulatory assets,” is: 

182.3 Other regulatory assets. 

A. This account shall include the amounts of regulatory-created 

assets, not includible in other accounts, resulting from the 
ratemaking actions of regulatory agencies. (See Definition No. 31.)  

B. The amounts included in this account are to be established by 

those charges which would have been included in net income, or 

accumulated other comprehensive income, determinations in the 

current period under the general requirements of the Uniform 

System of Accounts but for it being probable that such items will 

be included in a different period(s) for purposes of developing 

rates that the utility is authorized to charge for its utility services. 

When specific identification of the particular source of a regulatory 

asset cannot be made, such as in plant phase-ins, rate moderation 

plans, or rate levelization plans, account 407.4, regulatory credits, 

shall be credited. The amounts recorded in this account are 

generally to be charged, concurrently with the recovery of the 

amounts in rates, to the same account that would have been 

charged if included in income when incurred, except all regulatory 

assets established through the use of account 407.4 shall be 

charged to account 407.3, regulatory debits, concurrent with the 
recovery in rates. 

C. If rate recovery of all or part of an amount included in this 

account is disallowed, the disallowed amount shall be charged to 

Account 426.5, Other Deductions, or Account 435, Extraordinary 

Deductions, in the year of the disallowance.  FERC USOA, Def. 

182.3. 
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Finally, Mr. Smith provided the FERC USOA definition of “account 254, other regulatory 

liabilities,” as: 

254 Other regulatory liabilities. 

A. This account shall include the amounts of regulatory liabilities, 

not includible in other accounts, imposed on the utility by the 
ratemaking actions of regulatory agencies. (See Definition No. 30.) 

B. The amounts included in this account are to be established by 

those credits which would have been included in net income, or 

accumulated other comprehensive income, determinations in the 

current period under the general requirements of the Uniform 

System of Accounts but for it being probable that: Such items will 

be included in a different period(s) for purposes of developing the 

rates that the utility is authorized to charge for its utility services; 

or refunds to customers, not provided for in other accounts, will be 

required. When specific identification of the particular source of 

the regulatory liability cannot be made or when the liability arises 

from revenues collected pursuant to tariffs on file at a regulatory 

agency, account 407.3, regulatory debits, shall be debited. The 

amounts recorded in this account generally are to be credited to the 

same account that would have been credited if included in income 

when earned except: All regulatory liabilities established through 

the use of account 407.3 shall be credited to account 407.4, 

regulatory credits; and in the case of refunds, a cash account or 

other appropriate account should be credited when the obligation is 
satisfied. 

C. If it is later determined that the amounts recorded in this 

account will not be returned to customers through rates or refunds, 

such amounts shall be credited to Account 421, Miscellaneous 

Nonoperating Income, or Account 434, Extraordinary Income, as 

appropriate, in the year such determination is made. 

D. The records supporting the entries to this account shall be so 

kept that the utility can furnish full information as to the nature and 

amount of each regulatory liability included in this account, 

including justification for inclusion of such amounts in this 
account.  FERC USOA, Def. 254. 

 

Mr. Smith testified that ComEd follows these generally accepted accounting principles in 

recording the regulatory asset or liability associated with under- or over-collections resulting 

from the formula rate reconciliation process.  CUB Ex. 5.0 at 29:722-729.  After describing how 



30 

 

the FERC UOSA provides for tax accounting, Mr. Smith concluded that “ComEd has computed 

the ADIT balances that are directly related to the regulatory asset or liability amounts resulting 

from the reconciliation process by applying the state and federal income tax rate to the regulatory 

asset or liability balance.”  Id. at 30:778-781.   

Based on this accounting and tax treatment, Mr. Smith observed that there does not 

appear to be any issue with the regulatory asset or liability balances, and the ADIT that accounts 

for the income tax impacts which are directly related to those reconciliation balances are 

recorded by ComEd pursuant to GAAP and the FERC USOA.  Id. at 31:788-798.  At issue is 

whether the related ADIT should be considered to be “non-jurisdictional” and thus ignored in the 

reconciliation process for purposes of applying carrying charges.  Id.   

Second, Mr. Smith testified that there is a cash flow benefit to the utility when the 

collection of taxable revenues lags behind the deduction of expenses on the Company’s income 

tax return.  Id. at 31-32:800-819.  In the event that a utility’s collection of taxable revenues 

occurs more rapidly than deductible expenses are incurred, Mr. Smith testified that the utility’s 

income taxes would become payable sooner and cash flow would still be impacted.  Id.  Mr. 

Smith observed that although the cash flows resulting from actually collecting or refunding the 

reconciliation balances are delayed pending reconciliation, he pointed out that carrying charges 

are accrued throughout the collection or recovery period to compensate.  Id.  Therefore, Mr. 

Smith concluded that in order to recognize the timing of both the reconciliation revenues and the 

related income taxes, carrying charges should be applied on the “net of tax” balance.  

Third, Mr. Smith testified that the ratemaking procedure of applying the carrying cost 

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

of the over-collection.  Id. at 32:824-831.  Mr. Smith also observed that applying the carrying 
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cost rate benefits ratepayers by recognizing that when the Company under-collects, tax savings 

have financed at least a portion of the balance being carried by the Company as a regulatory 

asset.  Id.  Thus, the carrying cost rate should be applied to the balance that has not been financed 

by tax savings.  

In order to recognize this net-of-tax effect, Mr. Smith proposed two methods.  First, the 

Commission could reduce the under-collection balance by the related credit-balance ADIT 

before applying the carrying cost rate.  Id. at 33:835-842.  Second, the Commission could adjust 

the carrying cost rate itself to a “net of tax” rate.  Id., citing ICC Docket 12-0321, AG/AARP Ex. 

1.0 at 22-23.  To derive the net of tax factor, Mr. Smith recommended that for tax-deductible 

carrying costs, such as carrying costs based on debt, the “net of tax” factor should be derived 

using this formula:  (1 – combined state and federal income tax rate).  Id.  Applying this method 

to ComEd’s 2011 reconciliation, Mr. Smith found the “net of tax” factor to be 0.58825.  Id. at 

33:845-848. 

Mr. Smith noted that the “net of tax” factor only applies to tax-deductible components of 

the WACC, and so should only be applied to those components, not to the return on equity 

component.  Id. at 34:852-854.  However, the “net of tax” issue would apply to both under- and 

over-collected reconciliation balances.  Mr. Smith testified that it appears that ComEd would 

record debit-balance ADIT directly related to any over-collection as a Regulatory Liability.  Id.   
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III. CONCLUSION 

 

The Commission should adopt the recommendations discussed herein.  The Commission 

should affirm its finding that average rate base should be used and adopt the “hybrid” or 

“blended” interest rate of 2.53% proposed by AG/AARP witness Brosch to apply to 

reconciliation balances. 
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