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 The People of the State of Illinois, by LISA MADIGAN, Attorney General of the State of 

Illinois (the “People,” or “AG”) , pursuant to the Commission’s rules, 83 Ill. Admin. Code 

200.800 and the schedule established by the Administrative Law Judges, file their Reply Brief in 

this rehearing of the Commission’s Final Order entered on May 29, 2012.   

I. THE BEST EVIDENCE OF LEGISLATIVE INTENT IS THE LANGUAGE OF 

THE STATUTE. 

 This rehearing involves three issues originally resolved in the Commission’s May 

29, 2012 Order that adopted the first formula rate tariff and rates under the Energy 

Infrastructure and Modernization Act (EIMA). See 220 ILCS 5/16-108.5; PA 97-0616 

and PA97-0676.  In applying the law for the first time, the Commission and the parties 

carefully reviewed the language and structure of the new statute, and the May 29 Order 

specifically cited the relevant language in reaching its conclusions.  Notwithstanding this 

attention to the actual language contained in the statute resulting from “months of 

legislative inquiry, discussion, debate, and compromise,” to quote ComEd’s Initial Brief at 2, 

ComEd now argues that the Commission should effectively ignore the language and structure of 

the new law, and accept arguments that will transfer hundreds of millions of dollars from ComEd 

customers to ComEd shareholders.  See ComEd Initial Brief at 5. 

 ComEd’s positions are not mandated by the statute or its structure.  The statute creates a 

system of annual rate reviews, where actual costs reported in the FERC Form 1 are reconciled 

against the revenue requirement allowed in the year the costs are incurred.  All parties agree that 

there is up to a two year lag built into the statute between when costs are incurred and when the 

Company recovers (or refunds) revenues that fall short (or exceed) those costs.  ComEd Initial 

Brief at 23 (full recovery of actual revenue requirement is delayed by two years.); ComEd Ex. 35 

at 33 (“actual costs for any given period will not be fully reflected in rates until up to two years 
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after they are incurred”).  The interest rate applicable to the reconciliation balance should reflect 

this guaranteed and short-lived obligation. 

The statute’s stated goal is to provide ComEd with a reconciled revenue requirement 

reflecting what it “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(c)(6).  The difference between the 

“initial delivery services rates under the formula”
1
 and the reconciled, actual revenue 

requirement “shall be reflected as a credit against, or recovered as an additional charge to, 

respectively, with interest, the charges for the applicable rate year.”  Id. at 16-108.5(d).  

 ComEd addresses the structure of formula ratemaking under the new law at pages 21 

through 24 of its Initial Brief.  While acknowledging that EIMA “is intended to allow ComEd to 

recover the full, actual costs it incurs in providing delivery service to customers,” ComEd would 

have the Commission adopt a formula that (1) imposes an excessively high interest rate, (2) 

ignores the short, two year assured recovery period for the reconciliation balance, (3) ignores 

current interest rates, and (4) ignores the increase to the Company’s return on equity that would 

result from using a “year-end” rather than an average rate base in the reconciliation calculation.  

In addition, ComEd’s presentation of the EIMA formula structure leaves the incorrect impression 

that ComEd may wait more than two years to recover its actual costs under the EIMA structure.   

 ComEd included a schematic of the formula rate cycle at page 22 of its Initial Brief.
2
  

That schematic shows activity that reflects costs from 2013 through 2017.  However, it omits an 

important layer of EIMA ratemaking:  every year this same cycle repeats, and the actual costs of 

the prior year are reconciled with the “initial delivery services rates” for recovery the next year.  

Therefore, using ComEd’s model and going back in time, actual costs from 2014 will be 

                                                 
1
 See 220 ILCS 5/16-108.5(c)(6) defines the inputs to the initial revenue requirement that is subject to reconciliation. 

2
 The schematic was contained in the Direct Testimony on Rehearing of Kathryn Houtsma, ComEd Ex. 32.1. 
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reviewed in 2015 and the reconciliation will be collected in 2016.  Similarly, in the preceding 

year, actual costs from 2013 will be reviewed in 2014 and the reconciliation will be collected in 

2015.  Each year, the actual costs of what ComEd calls the rate year are added to the initial, 

provisional revenue requirement for the following year that the statute directs be based on 

historical FERC Form 1 data.  The only amounts collected in the reconciliation are the 

differences between the initial, provisional rates and the actual costs incurred in the applicable 

calendar year.    220 ILCS 5/16-108.5(c)(6).  

The statute designed this pattern of review and recovery; the use of historical FERC Form 

1 data in setting the initial, provisional rates, the use of an annual reconciliation with interest, and 

defining the exact return on equity that will be included in rates.  The use of historical FERC 

Form 1 data and projected plant additions for the future revenue requirement and the application 

of “interest” rather than some other cost of capital to that later reconciliation balance are all 

express provisions of the law that reflect legislative intent.   

The Commission’s May 29, 2012 Order correctly adopted the use of average rate base in 

the reconciliation adjustment and that conclusion should be affirmed on rehearing.  The 

Commission also correctly recognized that the recovery of the reconciliation balance, over a 

period up to two years, should reflect the fact that the obligation is both short-lived and subject to 

regulatory certainty.  The interest rate should be based on using current, rather than historical 

interest rates.  ComEd has not demonstrated that the weighted average cost of capital it requests  

is appropriate or mandated by the law. 
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II. THE COMMISSION SHOULD APPROVE A RECONCILIATION RATE THAT 

IS A BLEND OF CURRENT, RATHER THAN HISTORICAL, INTEREST 

RATES FOR NEWLY ISSUED DEBT THAT REFLECT THE SHORT TWO-

YEAR DELAY IN RECOVERY OF ACTUAL COSTS.  
 

A. The Inclusion of Common Equity in the Calculation of Reconciliation 

Interest, as Proposed by ComEd, is Not Representative of the Short-Term 

Aspect of the Two-Year Period between Reconciliation of the Set Revenue 

Requirement and Actual Costs of a Given 12-Month Period. 

 

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

provides that the formula rate filings 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). 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). 

This straightforward directive that ensures that an electric utility’s actual costs are trued-

up and recovered within a two-year period of incurring costs is made to appear complicated and 

extended by ComEd, as it implies in its Brief, through a misleading pictorial at page 22, that the 

Company will have to wait some four years to recover its actual operating expenses and capital 

investments.  ComEd Initial Brief  at 22.  This graphic image should be disregarded by the 

Commission.  The problem with this timeline representation is that implies that money spent in 

2013 does not get fully recovered until as much as four years later.  This is simply untrue. 

The maximum lag in cash recovery is two years.  ComEd admits this in testimony.  See 

ComEd Ex. 35 at 33; ComEd Ex. 33.0 at 3.  Moreover, there is no lag in earnings because of the 

reconciliation.  This is true because ComEd accrues a regulatory asset for the revenue it is 
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entitled to collect through the reconciliation process when the books are closed each year.  

ComEd acknowledged the existence of this asset.  Tr. on Rehearing at 139-140.  The result is 

that ComEd’s allowed revenues equal its allowable costs each year as a result of the 

reconciliation.  220 ILCS 5/161-108.5(c).  The only amount that the company must wait to 

recover is the cash associated with the regulatory asset, plus interest, over no more than two 

years.  This is depicted in ComEd Schedule FR A-4.   

ComEd further muddies the waters by pointing out that during its purported 2015 rate 

year, the costs of new investments made during 2015 “will not have been reflected in the revenue 

requirement used initially to set rates for that year.”  ComEd Initial Brief  at 23.  It is unclear 

what point ComEd is trying to make with that observation.  What is uncontroverted in this record 

is that the maximum lag in cash recovery is two years.  Section 16-108.5(c) and (d) ensure that 

the Company will be compensated for all of its actual costs incurred during the “rate year” 

through a reconciliation adjustment that may or may not include both uncollected capital 

investment  and uncollected operating expenses, depending on how closely the revenue 

requirement matches actual costs.  For example, ComEd’s revenue requirement established for a 

particular rate year includes a cash working capital allowance as well as a projection of plant 

investments.  Pursuant to the express language in the new law, rates established for each rate 

year reflect the Company’s historical FERC Form 1 costs plus plant additions for the filing year.  

See 220 ILCS 5/16-108.5(c).  The Company then recovers any shortfall in the reconciliation 

process and collects it as part of the next calendar year’s rates with interest.  As noted above, 

there is no lag in earnings for the Company.  The statute addresses the cash flow lag through the 

reconciliation process and the recovery of interest on the reconciliation balance. 
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The Commission got it right in its May 29, 2012 Order when, in deciding the amount of 

interest to be applied to any reconciliation balance or credit, it concluded that the inclusion of 

common equity, as proposed by ComEd, was not representative of the short-term aspect of the 

two-year period between reconciliation of the set revenue requirement and actual costs of a given 

12-month period.  In doing so, the Commission stated that “there is value in setting an interest 

rate based upon debt that is relevant to the Company for the time duration of the reconciliation.”  

Order of May 29, 2012 at 166.  In its rejection of the Company’s proposal to apply its weighted 

average cost of capital (“WACC”) to the reconciliation balance, the Commission stated, “the 

WACC which is inclusive of the common equity …does not represent debt on which to set an 

interest rate.”  Id.     

   That remains true today, just as it did on May 29, 2012, when the Commission entered its 

Order. The scheme built into Section 16-108.5 contains a two-year timing lag between when 

costs are incurred and when they are fully reconciled and any shortfall recovered (or excess 

refunded).  The General Assembly recognized this true-up process as a modest lag when, rather 

than providing for an additional “return,”  it expressly and specifically provided for “interest” on 

the reconciliation balance, which is generally acknowledged as the way to compensate for the 

time value of money throughout the Public Utilities Act.  See AG/AARP Initial Brief at 11-15.   

ComEd’s claims that the use of the term “interest” somehow requires the assessment of the 

utility’s weighted average cost of capital to this short-term true-up of actual costs should be 

rejected. 

B. ComEd’s Claim That Only a WACC Rate Will Make ComEd Whole Should 

Be Rejected.  

 

 ComEd argues that there are several reasons why it should be able to charge consumers 

the weighted average cost of capital (“WACC”) on the reconciliation balance for the short time 
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that the reconciliation balance is outstanding.  ComEd Initial Brief  at 24.  None of the reasons 

provided is a legitimate basis for altering the clear directive of the General Assembly to augment 

the reconciliation balance or credit with “interest” rather than with the kind of “return” typically 

applied by the Commission to rate base additions.   

 First, the Company opines that “the reconciliation adjustment is nothing more than a slice 

of ComEd’s revenue requirement,” and that “there is no reason to treat it any differently than, the 

rest of ComEd’s revenue requirement.”  ComEd Initial Brief  at 24-25.  This oversimplification 

of the establishment of an interest rate on the reconciliation balance should be rejected, however, 

as a justification for applying the WACC to the amount.  As noted in the AG/AARP Initial Brief, 

the weighted average cost of capital is composed of the cost of common equity, long term debt, 

and short term debt, determined at a specific point in time.  Tr. on Rehearing at 54.  The long 

term debt component, which the Commission recognized as 46.12% of the capital structure,
3
 is 

the composite of existing long term debt instruments, some going as far back as 1993.  ComEd 

Ex. 22.1, App. 13 & Tr. on Rehearing at 57.  The long term debt cost over the years ranges from 

7.625% in 1993 to 4% per instrument in 2010.  Id.  If the Commission charges consumers the 

WACC for the reconciliation balance, which is collected no more than 2 years after the cost is 

incurred, consumers would effectively be asked to pay a historical interest rate far above current 

costs of debt financing, rather than the interest rate in effect when any required, newly issued 

debt is outstanding.  This is inappropriate and would overstate ComEd’s actual costs.  AG/AARP 

witness Brosch testified that the time value of money today and tomorrow is clearly not 

ComEd’s weighted historical cost of capital, but is instead forward looking and necessarily 

                                                 
3
  The Order adopts the Staff’s recommended average capital structure, shown on Staff Exhibit 7.01.  Order of May 

29, 2012 at 138. 
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concerned with the marginal cost of capital today and tomorrow.  It would be inappropriate to 

apply the WACC to this two-year revenue lag. 

 The WACC is also inappropriate because the common equity in the Company’s capital 

structure used to determine the weighted average cost of capital (the rate of return applied to the 

rate base) already reflects any net regulatory asset related to the reconciliation adjustment.  Tr. 

on Rehearing at 142.  Therefore, including a return on common equity in the interest rate applied 

to the reconciliation balance would in effect be double-counting a portion of the Company’s 

common equity.  Similarly, the revenue requirement contains expenses that are not ordinarily 

subject to the WACC.  Applying the WACC to the entire reconciliation balance will have the 

effect of requiring consumers to pay a profit on expenses, as opposed to investor-funded rate 

base.  That would be contrary to existing Commission practice and law, which the General 

Assembly expressly incorporated into the formula rate process.  220 ILCS 5/16-108.5(c). 

 ComEd next asserts that because the costs reflected in the reconciliation balance cannot 

be tied to any particular asset or assets, and that “ComEd finances those costs the same way it 

finances the rest of its rate base and operating expenses – through a combination of debt and 

equity reflected in the WACC rate.”  ComEd Initial Brief at 25.  Here, too, however, the 

Company ignores the fact that the common equity in the Company’s capital structure used to 

determine the weighted average cost of capital (the rate of return applied to the rate base) already 

reflects any net regulatory asset related to the reconciliation adjustment.  Tr. on Rehearing at 

142.  Again, therefore, including a return on common equity in the interest rate applied to the 

reconciliation balance would in effect be double-counting a portion of the Company’s common 

equity. 



9 

 

    ComEd also opines that applying the WACC rate to reconciliation balances is consistent 

with the rate base deduction treatment the Commission typically applies to customer advances 

and deposits.  Like the source of capital these ratepayer funds supply to the Company, ComEd 

claims that the reconciliation process, “through delayed recovery of its costs,” effectively 

“loaned money to customers in the aggregate.”   ComEd Initial Brief  at 25.  This rationale for 

applying the WACC as an interest rate should also be rejected.  Advances of funds from 

customers in the form of deposits are not allowed to earn ComEd’s WACC, but instead accrue 

interest at a periodically adjusted rate that has recently been much lower than ComEd’s WACC.  

The availability of low-cost capital to the utility has been accounted for as a rate base offset to 

recognize this capital resource at its actual cost.  These facts have nothing to do with how 

ComEd may finance its marginal working capital requirements arising from reconciliation 

balances because additional customer deposits are not available for such funding.  AG/AARP 

Ex. 5.0 at 16-17.  Further, ComEd has consistently had customer deposits available as a source of 

low-cost capital.  It is not an item that is extinguished each year as the reconciliation balance is 

extinguished through the formula rate cycle. 

 In closing its argument on this point, ComEd again claims that the WACC reflects 

ComEd’s actual cost of capital, like the General Assembly’s directive for a company to recover 

its actual costs.  ComEd Initial Brief  at 25.  But, as noted above, the Company admits that the 

reconciliation balance cannot be tied to any particular asset or assets.  The Company, in effect, 

asks the Commission to assume that the reconciliation balance amounts to some unnamed, yet 

to-be-financed, plant investment, that is being added to rate base.  That is not the case.  The 

reconciliation balance is an amount that reflects the difference between the revenue requirement 

set by the Commission and the true-up of actual costs for a particular 12-month period.  The 
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WACC for actual rate base investment is already reflected in the revenue requirement when the 

reconciliation is made.  See ComEd Ex. 22.1, Sch. FR A-1 Rec. 

 Establishing an interest rate for the reconciliation amount is more akin to the statutorily 

provided instances such as adding interest to overpayments made by ratepayers when the 

Commission determines that a customer billing is found to be incorrect due to an error either in 

charging more than the published rate or in measuring the quantity or volume of service provided 

(Section 9-252.1); or when the Commission determines, after a hearing that rates were excessive 

or discriminatory (Section 9-252) – both of which call for the application of a simple interest 

payment reflecting the time value of money.  The two-year delay in recovery of reconciliation 

balances is not tantamount to the financing of some unnamed infrastructure investment being 

added to rate base, contrary to the Company’s rhetorical arguments.   

 Finally, the Company claims Staff witness Pregozen’s testimony supports their position 

that the interest rate to be applied to the reconciliation balance “cannot be based solely on debt.”  

ComEd Initial Brief  at 26.  But Mr. Pregozen’s analysis is based on his premise that an equity 

return is appropriate because ComEd’s costs are subject to a reasonableness and prudence risk.  

This premise ignores the limited review available to the Commission to question costs contained 

in the FERC Form 1 upon which the actual, reconciliation revenue requirement is based.  Staff’s  

original assessment of the proper reconciliation interest rate correctly recognized that including a 

cost of equity component in the reconciliation interest rate, as ComEd proposes, is unnecessary.   

See AG/AARP Initial Brief at 21-22. 

 C. Applying a Reconciliation Interest Rate Other than WACC Does Not Violate 

Section 16-108.5 of the Act.   

  

 AG/AARP and IIEC witnesses agreed that an interest rate applied to a reconciliation 

balance should exclude the cost of common equity financing given 1) the clear language of the 
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statue that “interest” should be applied to the reconciliation balance/credit  and 2) the short-term 

(two-year) nature of the trued-up balance or credit.  See AG/AARP Ex. 5.0 at 14; IIEC Ex.3.0RH 

at 7-8, 13-14.   ComEd, however, claims in its Brief that Commission approval of an interest rate 

other than the WACC would force a change in the Company’s capital structure, in violation of 

Section 16-108.5 of the Act.  ComEd Initial Brief  at 27.  This argument is premised on the 

Company’s assertion that approval of intervenor interest proposals “assumes that the 

reconciliation adjustment can be separated from the rest of ComEd’s costs, so that it can be 

financed differently.”  Id. This argument is faulty, however.   

 The interest rate proposals presented by Intervenors do not assume that the reconciliation 

adjustment ties into a discreet asset or expense, as ComEd asserts.  Rather, the reconciliation 

revenue requirement adjustment represents the difference between two revenue requirements, 

and is a balance to either be collected from or returned to ratepayers.  This balance will impact 

the utility’s future marginal cash flows -- the “next” dollars of new financing that are either 

needed or avoided by ComEd if its reconciliation balances are positive or negative, respectively.  

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.  AG/AARP Ex. 5.0 at 14.   

 As noted by AG/AARP witness Brosch, 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.  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 



12 

 

interest rates at those times and tells us nothing about the marginal cost of new debt.  Id. at 14-

15.  In fact, applying  a rate of “interest”, as required under Section 16-108.5(d)(1) of the Act, 

that recognizes the actual, short-term nature of the delay in recovery of any over- or under-

recovered  actual costs is precisely the requirement of the EIMA provisions.    

 The Company further argues that if ComEd were forced to use only debt to finance the 

reconciliation adjustment, debt would form a larger, improper share of ComEd’s capital structure 

than it currently does.  ComEd Init. Br. at 29.  This reasoning, too, is hollow and should be 

rejected.  During cross-examination, Ms. Houtsma admitted that the Company recorded (under 

accrual based accounting rules) a $29 million regulatory asset or liability in 2011 in connection 

with the estimated impact of reconciliation calculations under EIMA.  Tr. on Rehearing at 139.  

The recording of that regulatory asset, which represents any increases in expense that is expected 

to be recovered in rates through the reconciliation process, increased the Company’s net income 

for that year.  Id. at 141-142. And because net income increased, so too did retained earnings, 

which increased the common equity capital of the Company.   Id. at 142.  In short, all capital 

structure elements are dynamic and cannot be reconciled to specific assets.  The argument that 

applying a debt-only based interest rate to the reconciliation adjustment would somehow 

constitute an unlawful re-alignment of the approved capital structure is a meaningless canard.   

  ComEd additionally asserts that applying an interest rate based on the cost of current debt 

hamstrings the Company’s “flexibility needed by a utility to use a mix of capital sources and  

adjust its capital structure as needed in response to changing market conditions.”  ComEd Initial 

Brief at 29.  This argument, too, is faulty.  First, the formula rate process itself provides timely 

recovery of actual costs and an initial revenue requirement that ensure a reliably accurate 

representation of the participating utility’s actual costs.  Section 16-108.5(d)(1) provides that the 
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inputs to the performance-based formula rate for the applicable rate year “shall be based on final 

historical data reflected in the utility’s most recently filed annual FERC Form 1 plus projected 

plant additions and correspondingly updated depreciation reserve and expense for the calendar 

year in which the inputs are filed”, along with the reconciliation of the revenue requirement that 

was in effect for the prior rate year with the actual revenue requirement for the prior rate year, 

plus interest.  220 ILCS 5/16-108.5(d)(1).  As IIEC notes in its Brief
4
, basing rates both on this 

most recently available actual data (FERC Form 1 data), inclusion of a full-year of forecasted 

investments and a reconciliation of actual costs and revenues for the prior rate year – a process 

that allows ComEd to promptly record a regulatory asset to recognize that rates will be adjusted 

to recover its full revenue requirement for each rate year – will minimize reconciliation amounts 

for the rate year and provide a reliable approximation of ComEd’s rate year capital costs.  The 

process also helps to minimize reconciliation amounts.  There simply is no reason to believe that 

the formula rate process described above will require ComEd to seek equity capital to finance the 

reconciliation balance for the two-year period between actual cost incurrence and reconciliation 

of those costs.   

 D. The Company’s Alternative Method of Calculating Interest Based on the 

Proportional Level of ComEd’s Short and Long-Term Debt Should Be 

Rejected. 

  

 Finally, on the topic of reconciliation interest calculations, the Company proposes that 

application of a weighted average cost of debt reconciliation adjustment should utilize weights 

that reflect each type of debt’s share of total debt, rather than each type of debt’s share of a 

capital structure that also includes equity.  ComEd Initial Brief at 30-31. This approach, 

however, should be rejected.  As AG/AARP witness Michael Brosch noted, very little short-term 

                                                 
4
   See IIEC Brief at 5-6. 
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debt was included in the Commission-approved ComEd capital structure,
5
 causing Mr. Trpik’s 

alternative percentage rate to be heavily weighted toward the historical embedded cost of 

ComEd’s long-term debt.  The time value of money, which is what “interest” compensates the 

utility for, is clearly not ComEd’s weighted historical cost of capital, but is instead forward 

looking and necessarily concerned with the marginal cost of capital today and tomorrow.   

AG/AARP Ex. 5.0 at 14.  Mr. Brosch testified that a more reasonable balance would be an equal 

weighting of short-term and long-term debt and would employ marginal cost rates rather than 

embedded, historical costs to both elements of debt cost, as discussed further below.  Id. at 17.      

 E. The Commission Should Approve a Blended Reconciliation Interest Rate 

 That Relies Upon Current, Rather Than Historical, Interest Rates for Newly 

 Issued Debt and That Appropriately Recognize the Short, Two-Year Delay in 

Reconciling Actual Costs.   

  

 As noted in the AG/AARP Initial Brief, the Commission should adopt a blended interest 

rate that should be applied to ComEd’s reconciliation balances, based upon current marginal 

capital cost rates and the Commission’s short and long-term debt blending methodology.  

AG/AARP Initial Brief at 17-22.  AG/AARP witness Brosch recommended that the Commission 

look to published market interest rates for guidance with respect to current yields required to 

attract capital.  AG/AARP Ex. 5.0 at 15.  AG/AARP Exhibit No. 5.1, attached to the AG/AARP 

Initial Brief as an Appendix, shows reported Selected Interest Rates from the Board of 

Governors of the Federal Reserve System for the week July 23, 2012.
6
  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%.  Weighting these values together equally produces an 

                                                 
5
  As noted in AG/AARP Ex. 5.0 at 17, the May 29, 2012 Order in this docket summarized the positions of 

ComEd and Staff in a data table on page 117, where long-term debt (“LTD”) was approximately 53% of total 

capitalization and short-term debt (“STD”) was about 0.5% of total capitalization.   
6
  Available at: http://www.federalreserve.gov/releases/h15/current/default.htm 
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interest rate based upon current marginal costs of short/long term debt of 2.53%.
7
  Such a widely 

published report of currently available market interest rates could be updated annually in formula 

rate reconciliation proceedings to account for changing capital market conditions.  Id.   

 The evidence shows that it is reasonable to equally weight the marginal cost of short term 

and long term debt, contrary to ComEd’s position, in determining a reasonable reconciliation 

interest rate.  As explained by Mr. Brosch, the reconciliation balance should have an average 

term of about 24 months from the mid-point of the accumulation year being reconciled, which is 

denoted “Yr X” on ComEd Ex. 10.2, page 6 (Sch FR A-4) to the mid-point of the recovery year 

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

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

The fact that a reconciliation balance can swing from positive to negative amounts each year 

may argue for use of a more than 50 percent weighting of short term debt, while the potential for 

persistently positive reconciliations after EIMA investments have ramped up in future years may 

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

considerations in mind, 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.   

 As noted in the AG/AARP Initial Brief
8
, ComEd’s only substantive criticism of Mr. 

Brosch’s recommended use of an equal weighting of published market yields on short term and 

long term debt for the reconciliation interest rate was offered by witness Samuel Hadaway.  He 

claimed that the interest rates reported in the Federal Reserve System H-15 series, as provided by 

Mr. Brosch, are corporate averages, rather than rates for utility debt.  ComEd Ex. 37.0 at 8.  In 

                                                 
7
  (4.85% + 0.21%) / 2 = 2.53% 

8
  AG/AARP Initial Brief at 20-21. 
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the next breath, however, Mr. Hadaway admits that the differences between reported corporate 

and utility interest rates “are generally small.”  Id. at 8-9.  While claiming that Mr. Brosch’s 

recommendation is “neither properly conceived nor correctly supported”, he never explains why 

he believes as such.  Again, this hardly constitutes substantive evidence supporting rejection of 

Mr. Brosch’s recommended approach. 

 Finally, as noted in the AG/AARP Initial Brief, both Mr. Brosch and AG/AARP witness 

Effron testified that is important to recognize the timing of both the reconciliation revenues and 

the related income taxes to fully account for all of the cash flows associated with formula 

ratemaking in the calculation of the reconciliation revenue requirement. These tax deferral 

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

associated with the reconciliation regulatory asset/liability balances, but are not being deducted 

by ComEd from rate base.  AG/AARP Ex. 5.0 at 18, 21; AG/AARP 6.0 at 2-4; Tr. on Rehearing 

at 142.  As noted by Mr. Brosch, the rate base exclusion of ADIT proposed by ComEd is only 

reasonable if the interest accrued on the reconciliation balance is applied to a net-of income tax 

balance.  AG/AARP Ex. 5.0 at 20. Although it opposed this adjustment to the reconciliation 

calculation in testimony, ComEd failed to discuss this issue in its Brief.   

 The Commission should adopt one of two methods to ensure that the reconciliation 

interest calculation recognizes this non-investor-supplied source of funds represented by these 

accumulated deferred income taxes as it constructs the reconciliation interest calculation.  One 

way to account for non-investor supplied funds represented by ADITs in the reconciliation 

balance, given the structure of ComEd’s formula ratemaking on its Schedule FR A-4, is to 

proportionately reduce the allowed interest rate to a net of income tax equivalent rate.  See 

AG/AARP Ex. 5.0 at 18-24; AG/AARP Initial Brief at 22-27.  A second way for the 
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Commission to recognize the over-collection or under-collection of the revenue requirement net 

of applicable income taxes is by applying the complement of the income tax rate to the over- or 

under-collected balance.    Interest should then be calculated by applying the approved interest 

rate to the over-collection or under-collection net of income taxes.  AG/AARP Ex. 6.0 at 2-4.  

Application of either of these methodologies to the reconciliation interest rate/revenue 

requirement calculation will ensure that the cash-flow benefit of non-investor supplied funds 

experienced by the Company are recognized in customer rates. 

 In sum, the Company’s proposal to calculate the reconciliation adjustment interest rate at 

the Company’s WACC will unnecessarily inflate the rates paid by ComEd customers.  In 

addition, Section 16-108.5 clearly contemplated that a formula rate utility be compensated for 

the time value of money over a two-year period associated with the difference between the 

revenue requirement set in the prior year’s formula rate proceeding and the actual costs set forth 

in the following year’s FERC Form 1 – not at a level applied to rate base additions alone.  

Moreover, Staff’s proposed interest rate, which incorporates an element of common equity, 

should be rejected for the reasons set forth in the AG/AARP Initial Brief.
9
   

 Mr. Brosch’s recommended use of a reconciliation interest rate that incorporates an equal 

weighting of published market yields on short term and long term debt, which provides a 

reasonable estimate of the two-year time value of money associated with reconciliation balances 

awaiting recovery from, or return to ratepayers, should be adopted. 

 

 

 

 

 

 

                                                 
9
  See AG/AARP Initial Brief at 21-22. 
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III. THE COMMISSION SHOULD AFFIRM THE USE OF AVERAGE RATE BASE 

IN THE RECONCILIATION CALCULATION. 

 

A.  ComEd’s Notion That Use Of Average Rate Base In The Reconciliation 

Will Recover Only Half Of Its Plant Investment Is Simply Wrong.   

 

 ComEd argues that the average rate base methodology allows it to recover “only half of 

the plant investment it makes during the rate year.”  ComEd Initial Brief at 31, 34.  The ComEd 

Initial Brief contains no citation to any of its witnesses or to any other part of the record for this 

assertion. If the ComEd Initial Brief referred to ComEd witness Houtsma’s testimony, it would 

know that this assertion is plainly wrong.  ComEd witness Houtsma argued in her Direct 

Testimony that intervenors’ recommendations would result in the recovery of only half of the 

interest expense, but she withdrew that position in her rebuttal saying:   “upon further review, I 

accept and agree with the argument made by Messrs. Effron and Bridal that one-half year’s 

interest is appropriate even if an average rate base is used.”  ComEd Ex. 35 at 3.  Moreover, she 

did not argue that the use of average rate base resulted in recovery of only half of ComEd’s 

investment in any of her testimony.  See ComEd Ex. 32.0 at 11.   

ComEd’s assertion that it would recover only half of its total rate year investments shows 

a lack of understanding of both how averages work and how the formula works.  Although by 

year end ComEd will have made all of its investments for the year, those investments grow 

month-by-month, and if “actual cost information for the applicable calendar year [had] been 

available” when the revenue requirement was initially set, the revenue requirement would have 

reflected this growth of plant investment.  The best way to reflect the growth of plant investment 

is to use the annual average and apply the weighted average cost of capital to that average using 
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a simple two-point average in the formula.  AG/AARP Ex. 1.0 at15.
10

  Contrary to ComEd’s 

assertion, this does not result recovery of half of the plant investment.  ComEd is simply wrong 

as a matter of arithmetic. 

AG/AARP witness Michael Brosch explained how the use of average rate base reflects 

actual costs in his direct and rebuttal testimonies in this docket.  He said:  

The ‘investment balances’ that Mr. Hemphill notes are ‘cumulative’ balances at 

any given point in time are used to establish ComEd’s rate base…. Notably, the 

cumulative asset and liability account balances used to determine rate base can be 

quantified at either year-end investment levels or at an average investment level 

for the test year used to set rates. How ComEd’s rate base is measured, using 

either average or year-end investment levels in the reconciliation of the revenue 

requirement, is very important in determining whether ratepayers will pay a return 

on the Company’s actual and gradually growing levels of invested capital or an 

overstated return based on the incorrect assumption that year-end levels of 

investment existed throughout the reconciliation period.”  

 

AG/AARP Ex. 3.0 at lines 110-118.  Mr. Brosch further explained that “the proper level of 

return for investors should reasonably compensate them for the actual amount of capital invested 

in the Delivery Service business throughout the true-up period, as well as provide a reasonable 

rate of return on such investment. Adoption of ComEd’s proposed reconciliation approach, that 

would apply the allowed rate of return to year-end rate base, would systematically overstate the 

true-up rate base and the resulting reconciliation revenue requirement because ComEd’s actual 

investment in assets serving Delivery Service customers is generally higher at year-end than 

throughout the reconciliation year.”  Id. at lines 179-187. 

 The use of an average rate base to calculate the reconciliation revenue requirement 

simply smoothes out the variation in investment over the year.  Although ComEd’s investment in 

                                                 
10
  While it is correct to apply the weighted average cost of capital (WACC) to rate base in determining the 

reconciliation revenue requirement, the WACC is not the appropriate rate for the reconciliation “interest” rate as 

demonstrated above.  AG/AARP Ex. 1.0 at 15. 
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plant is expected to increase over the next several years under EIMA (see 220 ILCS 5/16-

108.5(b)), investments can vary upward or downward during the course of a year, and the use of 

an average rate base in the formula most accurately reflects the actual expenditure of funds over 

the course of a year.  This does not mean that ComEd recovers only half of its total rate year 

investments – it simply means that ComEd recovers the cost of its investments ratably over the 

year. 

 The Commission should reject ComEd’s erroneous assertion that use of average rate base 

in the reconciliation calculation somehow cuts its total rate year investments by half. 

B.  The Statutory Language And Intent, Including The Specifically Allowed Return 

On Equity,  Support The Use Of Average Rate Base In The Reconciliation 

Adjustment So That The Return On Equity Is Not Inadvertently Inflated. 

 

 ComEd argues that the statute contains language requiring the use of year-end rather than 

average rate base.  ComEd Initial Brief at 31.  However, the language ComEd cites does not 

address the issue.  Rather, ComEd attempts to apply language in the statute addressing initial 

(not reconciliation) rates to mandate the use of year-end rate base in the reconciliation.  These 

are two very different calculations, with different purposes and with different effects.  The initial 

rates are based on historical data but are subject to later reconciliation.  AG/AARP Ex. 1.0 at 14. 

(“The revenue requirement that is ultimately payable by ratepayers is the amount calculated after 

reconciliation, plus any associated carrying charges on such over or under-recoveries.”).  See 

also ComEd Ex. 22.1, Sch. FR A-1 and FR A-1 Rec.  Therefore the initial revenue requirement 

and rates do not represent ratepayers’ final rate obligations.    

But more importantly, the language cited by ComEd at page 32 of its Initial Brief does 

not mandate use of “year-end” data even in setting initial rates.  The statutory language cited by 

ComEd directs that initial rates be based on “final historical data reflected in the utility’s most 
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recently filed annual FERC Form 1 plus projected plant additions and correspondingly updated 

depreciation reserve and expense for the calendar year in which the inputs are filed.”  220 ILCS 

5/16-108.5(d)(1).  As AG/AARP witness Brosch pointed out, “When ComEd derives its 

operating expenses for formula ratemaking from ‘account balances in the FERC Form 1’ these 

are expense amounts that have been recorded and accumulated throughout the year at an average 

rate of spending.  Recorded FERC Form 1 expenses can be considered average costs for the year 

whenever the expenses have not been annualized at year-end for changes in staffing levels, wage 

rates, material prices or any other known changes.”  AG/AARP Ex. 3.0 at lines 101-106 

(emphasis added).  As Staff further pointed out, “final” FERC Form 1 data should be understood 

to mean not subject to further amendment or change.  Final is not the same as year-end, and 

FERC Form 1 “final historical data” does not mean “year-end.”  See Staff Initial Brief at 34-35.  

ComEd’s attempt to rewrite the statute to mandate over-recovery of its investments cost by 

misconstruing the language of the statute should be rejected. 

The need to use average rate base in the reconciliation calculation is also necessary to 

conform the reconciliation calculation with the overall intent of the statute to guarantee a defined 

return on common equity, or profit level, based on objective measures.  The formula rate law 

specifically defines the calculation of the allowed return on equity as:  

           (A) the average for the applicable calendar year of the monthly  

         

average yields of 30-year U.S. Treasury bonds published by the Board of 

Governors of the Federal Reserve System in its weekly H.15 Statistical 

Release or successor publication; and 
 

            (B) 580 basis points. 

 

220 ILCS 5/16-108.5(c)(3).  This formula approach incorporates the mandated approach to 

setting the cost of equity in initial rates and in calculating the reconciliation revenue requirement.    

See ComEd Ex. 22.1, Sch. FR A-1, line 13; Sch. FR A-1Rec, line 13; & Sch. FR D-1 for the cost 
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of capital calculations.   However, as demonstrated by AG/AARP witness Michael Brosch, if 

year-end rate base is used in the reconciliation calculation and rate base grows as anticipated, the 

return on equity will increase by 43 basis points above the formula return on equity rate, 

assuming rate base increases 5% per year.  AG/AARP Ex. 3.0 at 11-13.   This inadvertent 

increase to the ROE can and should be avoided by the use of average rate base in the 

reconciliation calculation.   

The May 29, 2012 Order in this docket adopted the average rate base and recognized it as 

consistent with the statute.  Order of May 29, 2012 at 17-21.  The Commission was correct then, 

and should affirm that decision on rehearing.  By contrast, using year-end rate base in the 

reconciliation calculation will both over-charge consumers and violate the intent and terms of 

EIMA by effectively increasing the carefully constructed return on equity calculation specifically 

laid out in the statute.   

IV. CONCLUSION 

 Accordingly, the People of the State of Illinois urge the Commission to enter an Order on 

Rehearing consistent with the arguments and recommendations made in this Brief and in the 

AG/AARP Initial Brief.   

The People of the State of Illinois 

By LISA MADIGAN, Attorney General 
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