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I. INTRODUCTION 

Please state your name and business address. 

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

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

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

Citizens Utility Board ("CUB") in the docket prior to this rehearing? 

Yes. 

What is the purpose of your testimony? 

The Commission's Order in this docket dated June 22, 2012, granted a rehearing 

of the Commonwealth Edison Company ("CornEd" or "Company") on the 

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

methodology regarding the calculation of interest on reconciliation adjustments. I 

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

methodology regarding the calculation of interest on reconciliation adjustments 

issues. 

Have you attached to your testimony any Exhibits? 

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

discovery that is discussed in my testimony. 

How is the remainder of your testimony organized? 

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

What does the Act prescribe for an annnal reconciliation filing? 

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

requirement determined pursuant to the formula rate and the revenue requirement 

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

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

108.5(c)(6) states as follows: 

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 
atthe filing date. 

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

cost information for the applicable calendar year been available itt the filing date" 

suggests the use of an average rate base methodology for measuring CornEd's 

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

calendar year would include additions and subtractions from the jurisdictional rate 

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

specifically says "applicable calendar year" and a calendar year is a 12-month 

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

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

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

year-end" and not for the "applicable calendar year." 

What did the Commission's Order in Docket No. 11-0721 decide concerning 

the use of an average calendar year rate base? 

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

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

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

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

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

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

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

starting on January I and ending on December 31. 

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

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

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

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

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

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

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

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

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

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

reconciliation. Actual cost information for the "applicable calendar year" would 

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

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

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

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

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

year-end" and not for the "applicable calendar year." 

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

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

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

of Section 16-1 08.5( 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." 

The use ofFERC Form 1 data in the formula rate plan reconciliation is 

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

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

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

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

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

Please summarize your recommendation concerning the use an average 

calendar period test year rate base concept for the reconciliations. 
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I agree with the findings in the Commission's Order in Docket No. 11-0721 

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

measure earnings for the true-up phase. 

102 III. CARRYING COST RATE FOR ANNUAL 
103 RECONCILIATIONS 

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

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

balances resnlting from the annual reconciliations? 

Section 16-1 08.5( d) (1 ) states that: 

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. 

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

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

applied to over- and under-collections. 

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

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

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

larger of (1) CornEd's overall cost of capital or (2) CornEd's short term debt cost. 

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

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

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

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

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

rate on under-collections, instead of CornEd's short-term debt rate, was 

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

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

collections by CornEd should then be computed at the larger of(1) CornEd's 

overall cost of capital or (2) CornEd's Customer Deposits interest rate.4 

What interest rate did the Commission's Order in this docket dated May 29, 

2012 require? 

The Commission's May 29, 2012 Order required a carrying cost rate of 3.42 

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

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

page 166 of that Order, 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 5116-108.5(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 

1 CUB Ex. I. 0 at pages 64. 
2 CUB Ex. 3.0 at pages 33-34. 
3 See, e.g., Staff Ex. 1.0 at pages 17-18; CUB Ex. 3.0 at page 35. 
4 CUB Ex. 3.0 at page 35. 
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reconciliation adjustment goes into effect. A participating 
utility will incur capital costs to fund the plant additions 
made in a rate year and the reconciliation adjustment under 
Section 16-!O8.5( 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 telm 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 Jrovide for the 
recovery of the utility's actual costs of delivery services.' 
(220 ILCS 5/16 !O8.5( c)(1); see also 220 ILCS 5/16 
!08(c)). 

Regarding our review of the various positions on this issue 
the Commission shares the concern raised by Staff that 
using the WACC as CornEd 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 J 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 W ACC 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 
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interest rate. This results in an interest rate of 3.42%. The 
Connnission concludes that this hybrid interest rate of 
3.42% is reasonable and appropriate to be utilized for the 
reconciliation period and is hereby adopted. 

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 ofthe reconciliation. 

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

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

this docket? 

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

appropriate, as recognized by the Connnission, because it represents an interest 

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

of the reconciliation. Accordingly, I recommend that CornEd's weighted average 

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

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

applied to under-collected reconciling balances. 

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

the Commission's Order, be fair and reasonable? 
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Yes, particularly for under-collected reconciliation balances.5 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 CornEd using short-term debt and the other half (or second 

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

Are there additional issues on rehearing regarding the appropriate interest 

rate to apply to over- and under-collections? 

In establishing the carrying cost rate, another issue has also been presented, 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 has become apparent 

from CornEd's responses to discovery in Docket No. 12-0321. Additional 

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

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

is applied, or, alternative to modifY the interest rate to reflect the "net of tax" 

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

appropriately providing for carrying costs on reconciliation balances. 

5 As described subsequently in my testimony, an alternative recommendation is also 
being offered for the Commission's reconsideration, consistent with my Direct testimony in the 
original proceeding in this docket, which is to base the carrying cost rate for over-collected 
reconciliation balances on CornEd's W ACC. 
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What interest rate for over- and under-collections has CornEd proposed in 

its rehearing filing? 

CornEd has presented rehearing testimony on the carrying cost interest rate issue 

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

Hadaway. As revealed in the overlapping testimony of these four CornEd 

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

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

W ACC is the only reconciliation adjustment canying cost rate that should be 

used. 

What was CornEd witness, Dr. Hemphill's response to the Commission's 

decision? 

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

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

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

Rehearing testimony, that "any interest rate less than ComEd's '" WACC ... 

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

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

an illustrated example of the ElMA cost recovery time line in CornEd Ex. 30.1 to 

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

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

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

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

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

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

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

under-collections? 

No. 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. 

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

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

its weighted average cost of capital (W ACC). Do you agree? , 

No. The Commission has already considered extensive arguments made by 

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

has appropriately rejected CornEd's arguments that a WACC be used for under-

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

the appropriateness of applying the W ACC to over-collections, and have 

presented additional evidence supporting why this is sound regulatory policy and 

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

were extensively made by CornEd in the earlier phase of the proceeding. 

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

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

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

refund) of reconciliation amounts. The one to two-year "carrying" period for 

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

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

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

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

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

expenditures. 

CornEd witness Houtsma in her July 6, 2012 testimony at pages 6-7 claims 

that "[tjhe only cost-based interest rate is the WACC." Do you agree? 

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

apparently based on a simple average of CornEd's short- and long-term cost of 

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

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

CornEd's short-term borrowing costs. CornEd's assertion that alternative carrying 

cost rates are not cost based is without merit. 
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What is CornEd witness Mr. Trpik's response to the Commission's decision 

regarding the interest rate on reconciliation adjnstments? 

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

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

that only the W ACC, or similar rate, would allow the Company to recover its 

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

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

proceeding. 

How does CornEd witness Hadaway respond to the Commission's interest 

rate decision? 

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

investment lower that the WACC would result in an nnder recovery. Ifthe 

"hybrid" financing cost is used, then CornEd is being denied an equity return. As 

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

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

At page 5 of his rehearing testimony, CornEd witness Hadaway claims that 

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

CornEd's capital structure, which he claims would create a perverse dynamic 
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and produce a theoretical capital structure vastly different than the true 

capital structure the utility can responsibly employ. Please respond. 

Dr. Hadaway's observations would apparently only apply to under-collections. 

This is because CornEd's ratepayers (and related nonnalized tax impacts) would 

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

collections, CornEd 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. Moreover, to the extent CornEd 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-tenn borrowings could be 

identified and excluded from CornEd's capital structure. CornEd currently 

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

(CWlP). IdentifYing incremental short-tenn 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. Such 

balances of short-term debt can then be excluded from CornEd's capital structure 

similarly to how the short-tenn debt balances used to finance CWlP can be 

identified and excluded. 

Additionally, if CornEd 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 CornEd's capital structure used for other ratemaking purposes 

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

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

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

Mr. Trpik's Direct Rehearing Testimony at page 6, filed on July 6, 2012, 

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

CornEd's short- and long-term debt. Is that a valid reason for rejecting the 

3.42 percent? 

No. 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). The Commission's use of the 3.42 

percent 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 CornEd's short- and long-term debt costs to reflect 

approximately equal financing from those sources. 

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

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

Smart Metering investments. Please respond. 

Neither CornEd or Dr. Hadaway have 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). As I discuss below, the 
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Florida practice of deducting over-collected recovery mechanisms from utility 

rate base (to effectively provide ratepayers with a return at the utility's WAC C) 

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) in my opinion provides a better 

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

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

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

Do you oppose the use of the W ACC on over-collections? 

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

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

W ACC for over-collections. 

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

under- and over-collected balances? 

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

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

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

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

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

6 See, e.g., Florida Public Service Commission Order No. PSC-l 0-01 53-FOF-EI (March 
17,2010), a Florida Power and Light Company rate case, Florida PSC Docket Nos. 080677-EI, 
090130-EI, at pages 94-95. 
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short term debt cost and that carrying costs on under-collections by CornEd 

should be computed at the smaller of (1) CornEd's overall cost of capital or (2) 

CornEd's short term debt cost. 

Have you revised that recommendation in this rehearing? 

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

CornEd should be computed at CornEd's overall weighted average cost of capital 

(WAC C) and that carrying costs on under-collections by CornEd should be 

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

reconciliation balance recovery period. 

Consideration should also be given to the "net of tax" issue discussed in 

my rehearing testimony below. 

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

This is necessary in order to protect ratepayers from CornEd's management 

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

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

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

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

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

management decision to curtail capital expenditures after a revenue requirement 

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

collections will thus provide an appropriate and necessary deterrent to CornEd 
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that will discourage the Company from making intentional over-projections of 

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

as the basis for CornEd's formula rates, making intentional decisions to curtail 

planned capital spending. The use of CornEd's W ACC for over-collections is 

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

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

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

return (or a carrying cost) based on the utility's W ACC. 

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

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

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

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

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

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

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

You mentioned a Florida Public Service Commission policy and regulatory 

practice of deducting over-collected cost recovery mechanisms from utility 

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

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

utility's W ACC to over-collected balances, while allowing the utility to collect 

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

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

No. PSC-1O-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 and sheds further light on the issue: 

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

The Commission has not permitted FPL to remove 
the liability from working capital even though FPL 
compensates customers by paying interest on the 
over-recovery through the cost recovery clauses. 
This IS inconsistent with the treatment of 
underrecoveries, where the Commission has 
previously required FPL to remove the asset from 
working capital. 

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

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

OPC argued that the Commission's practice has been to 
exclude fuel under-recoveries, which are assets, from 
Working Capital, and to include over-recoveries, which are 
liabilities. Furthermore, the rationale for including over
recoveries as a reduction to working capital is to provide 
the Company with an incentive to make its projections for 

Page 19 of34 



476 
477 

478 
479 
480 
481 
482 
483 
484 
485 
486 
487 
488 

489 

490 

491 

492 

493 

494 

495 

496 

497 

498 

499 

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

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

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

As can be seen from this discussion, the 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. 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. The Florida Public Service 

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

notwithstanding opposition from utilities. 

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

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

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

over- and under-collections. Please respond. 

My recommendation for asymmetrical carrying costs 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. 

Carrying costs on over-collections by CornEd should be computed at ComEd's 

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

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

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

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

collections that result from CornEd obtaining formula rates based on projected 

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

considerations, using management's discretion to actually implement substantially 

lower levels of capital expenditures. 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. 
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Requiring a higher interest rate for over-collections is thus reasonable and 

principled and will thus provide an appropriate and necessary deterrent to CornEd 

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

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

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

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

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

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

rates I have recommended will also provide appropriate compensation to 

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

over-collections. 

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

investment based on earnings objectives? 

Yes. As one illustrative example, CornEd Ex. 31.1 indicates at page 5 that 

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

"discretionary investments such as AMI" and that "[i]n general, CornEd will need 

to pull back on planned investments because ofthe reduction of expected 

revenue." CornEd Ex. 31.1 goes on about curtailing or abandoning its previously 

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

projected plant additions is one illustration of how CornEd can and apparently 

will revise its actual capital expenditures to conform with Company earnings 

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

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

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

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

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

551 and relying upon, CornEd's projected plant additions. This factor has now 

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

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

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

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

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

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

558 over- and under-collections. 

559 The "Net of Tax" Issue 

560 Q. Please explain the "net of tax" issue. 

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

562 CornEd is recording deferred income taxes on the Regulatory (Asset)lLiability 

563 from the Distribution Formula Rate. CornEd's response to data request AG 3.01 

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

565 Income Taxes (ADIT) "represents the estimated under-recovery of CornEd's 

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

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

Infrastructure Modernization Act ('EIMA')." This indicates that the under-

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

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

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

CornEd at December 31, 2011. 

How has CornEd treated the ADIT that is directly related to the under-

recovery balance for formula rate reconciliation purposes? 

CornEd has ignored that ADIT balance that is directly related to the formula rate 

plan under-collection balance. 

What reason has CornEd stated for ignoring the ADIT balance that is 

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

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

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

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

in rate base." 

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

formula rate plan under-collection balance? 

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

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

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

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

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

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

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

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

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

collection balances recorded by CornEd are essentially financed with tax savings 

that CornEd records as credit-balance ADIT. 

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

state with respect to the "net of tax' issue related to applying interest to 

reconciliation balances? 

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

The Commission declines to adopt this recommendation. 
CornEd contends that this recommendation does not 
provide CornEd 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 CornEd or to ratepayers. 

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

from additional clarification: 

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

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

within generally accepted accounting principles (GAAP); 

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

CornEd's cash flow; and 

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

tax" reconciliation balances benefits CornEd and its ratepayers. 

With respect to the first point, is 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 consistent with GAAP? 

Yes, it is. Accounting Standards Codification ("ASC") sections 840 and 980 

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

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

enterprise. These timing differences between cost incurrence and recovery are 

accounted for as regulatory assets or liabilities under GAAP. Regulatory 

accounting under the FERC Uniform System of Accounts ("USOA") for electric 

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

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

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

9 The impacts of regulation were formerly known as Statement of Financial Accounting 
Standards 71 ("SF AS 71 "). 
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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. 

Similarly, the defmition of account 182.3, other regulatory assets, provides 

as follows: 
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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 m net mcome, 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 
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435, Extraordinary Deductions, III the year of the 
disallowance. 

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

682 provides as follows: 

683 254 Other regulatory liabilities. 

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

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

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

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

CornEd follows these generally accepted accounting principles in 

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

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

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

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

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

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

USOA. 

Instructions in the PERC USOA provide for tax accounting in instruction 

no. 18 as follows: 
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18. Comprehensive Interperiod In- come Tax Allocation. 

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

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

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

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

E. Tax effects deferred currently will be recorded as 
deferred debits or deferred credits in accounts 190, 
Accumulated Deferred Income Taxes, 281, Accumulated 
Deferred Income Taxes-Accelerated Amortization 
Property, 282, Accumulated Deferred Income Taxes
Other Property, and 283, Accumulated Deferred Income 
Taxes-Other, as appropriate. The resulting amounts 
recorded in these accounts shall be disposed of as 
prescribed in this system of accounts or as otherwise 
authorized by the Commission. 

CornEd 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. 

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

concerning whether the recording of regulatory assets and liabilities related 

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

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

the FERC USOA? 
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No. In summary, there does not appear to be any remaining issue that 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 CornEd pursuant to GAAP and the FERC USOA. Rather, the 

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

be considered to be "non-jurisdictional" as CornEd claims, and thus be ignored in 

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

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

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

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

carrying charges. 

With respect to the second item affecting the "net of tax" issue, in Docket No. 

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

a source of cash to ComEdo From the discussion at page 167 of the 

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

interaction of the reconciling balance amounts with related income tax effects 

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

are the recorded ADIT amounts associated with reconciliation regulatory 

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

When the collection of taxable revenues lags behind the deduction of expenses on 

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

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

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

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

actually collecting or refunding the reconciliation balances are delayed pending 

reconciliation, carrying charges are accrued throughout the collection or recovery 

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

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

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

should be applied on the "net of tax" balance. 

With respect to the third point, how does the raternaking procedure of 

applying the carrying cost rate to the "net of tax" reconciliation balances 

benefit CornEd and its ratepayers? 

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

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

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

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

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

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

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

tax savings. 
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How should the carrying cost calculation be adjusted to recognize the "net of 

tax" aspect? 

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

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

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

carrying cost rate itself to a "net of tax" rate. AG/AARP witness Brosch 

describes this at pages 22-23 of his Direct Testimony in Docket No. 12-0321.1° 

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

Commission's May 29, 2012 Order in this docket, the equivalent "net of tax" 

carrying cost rate would be 2.01 percent. 

How is the "net of tax" factor derived? 

For tax-deductible carrying costs, such as carrying costs based on debt, the "net of 

tax" factor is derived by this formula: (l - combined state and federal income tax 

rate). In conjunction with CornEd's 2011 reconciliation, it works out to 

0.58825.1 1 

If the utility's W ACC is applied to over-collected reconciliation balances, 

how would the "net of tax" factor apply? 

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

W ACC, and so would only be applied to those components. It would not be 

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

Would the "uet of tax" issue couceptually apply to both under- and over-

collected reconciliation balances? 

Yes. Although the specific discussion above was in conjunction with CornEd's 

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

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

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

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

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

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

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

directly related ADIT balance. 

Does that conclude your direct testimony on rehearing? 

Yes, it does. 
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Commonwealth Edison Company's Response to 
The People ofthe State ofIllinois ("AG") Data Reqnests 

AG 3.01 - 3.05 
Date Received: June 15,2012 
Date Served: June 21, 2012 

REOUEST NO. AG 3.01: 

Referring to ComEd Exhibit 10.3, WP 4, Page 4, please explain what the deferred taxes on the 
"Regulatory (Asset)lLiab: Distribution Formula Rate" on Line 95 represent and why this balance 
is treated as being non-jurisdictional. 

RESPONSE: 

The Deferred Income Taxes of($11,944,000) are applied to the Regulatory Asset balance of 
$29,005,000 shown on the 2011 FERC Form 1, Page 232.1, Line No.9, which represents the 
estimated under-recovery ofeomEd'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"). 

The deferred income tax balance is treated as non-jurisdictional because the regulatory asset is 
not included in rate base. 

CFRC 0023771 



STATE OF ILLINOIS 
ILLINOIS COMMERCE COMMISSION 

COMMONWEALTH EDISON COMPANY ) 

ICC Docket No. 11-0721 
CUBEx.S.2 

) 
) 

Docket No.n-0721 

Proposed general increase in electric rates fIled ) 
pursuant to Public Act 97-0616 (tariffs fIled ) 
Nov. 8,2011) ) 

AFFlDA VIT OF RALPH C. SMITH 

RALPH C. SMITH, being duly sworn or affirmed, states as follows: 

1. My name is Ralph C. Smith. I am a certified public accountant and senior 
regulatory utility consultant with the firm Larkin & Associates, PLLC. I 
submitted testimony in this proceeding on behalf of the Citizens Utility Board 
("CUB"). My business address is 15728 Farmington Road, Livonia, Michigan 
48154. 

2. I have personal knowledge of the information contained in this affidavit. 

3. On July 26, 2012, my direct testimony on Rehearing was filed on e-Docket in this 
proceeding, identified as CUB Exhibit 5.0, with attachment 5.1. 

4. I have no corrections or changes to my direct testimony on Rehearing as filed on 
e-Docket. If asked under oath or affirmation the questions posed in CUB Exhibit 
5.0, I would provide the answers reflected in those exhibits. 

5. I swear and affirm that the information contained in the above referenced direct 
testimony and the attached exhibits is true and correct to the best of my 
knowledge and belief. 

Further Affiant sayeth not. 

Sworn or affirmed before me 
12. 

~4~ 
Ralph C. Smith 

HUGH lARKIN JR 
NO!aJy PUblic, Slala of MiChJg." 

County of Wayne 
Mt ~mission &;lites Sep. 13 2013 

Acting III the County of ' 


