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I. INTRODUCTION / SUMMARY 

 

Q.  Please state your name and business address.  1 

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

City, Missouri 64148-1934. 3 

 4 

Q. Have you prepared direct testimony that was previously filed in this 5 

proceeding? 6 

A. Yes.  My direct testimony and related exhibits were prepared on behalf of the 7 

People of the State of Illinois represented by the Attorney General, (“Attorney 8 

General” or “AG”).  These documents were identified as AG Exhibits 1.0 through 9 

1.9. 10 

Q. What is the purpose of your rebuttal testimony in this docket? 11 

A. My testimony is responsive to the rebuttal testimony and exhibits submitted by Mr. 12 

Fruehe and Ms. Brinkman regarding the formula revenue requirement calculations 13 

of Commonwealth Edison Company (“ComEd” or “the Company”).  14 

Q.     Please summarize the recommendations that are set forth in your testimony? 15 

A. My testimony responds to ComEd’s rebuttal positions regarding several of the 16 

ratemaking adjustments to test year operating revenues and expenses that I 17 

sponsored in my direct testimony.  Each of the adjustments identified in AG Exhibit 18 

1.3 are reasonable and should be included in the calculation of ComEd’s formula 19 

revenue requirement.  These adjustments include: an adjustment to include certain 20 

Late Payment Charge revenues that were improperly treated as non-jurisdictional in 21 

the Company’s asserted revenue requirement; removal of some Employee Stock 22 

Purchase Plan (“ESPP”) operating and income tax expenses; and removal of all 23 
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costs for ComEd’s Long-Term Performance Share Awards Program (“LTPSAP”).  I 24 

also continue to support applying interest on a net-of-income-tax basis to account 25 

for the Company’s actual net investment in the reconciliation balance and utilizing 26 

ComEd’s Weighted Average Cost of Capital (“WACC”), without further upward 27 

adjustment for income taxes, as the appropriate reconciliation interest rate. 28 

Q. What information have you relied upon in formulating your 29 

recommendations? 30 

A. I relied upon ComEd’s rebuttal testimony and exhibits in this Docket and the 31 

Commission Staff’s direct testimony, as well as the Company’s responses to data 32 

requests submitted by the Commission Staff and the AG.  I also relied upon my 33 

prior experience with the regulation of public utilities over the past 35 years, 34 

including significant experience in Illinois and with alternative forms of regulation 35 

for telephone and energy utilities.  36 

Q. Have you prepared any revised accounting schedules to summarize the 37 

adjustments being proposed in your testimony? 38 

A. No.  AG Exhibit 1.3 is a four page summary of the revenue requirement changes 39 

proposed in my direct testimony.  The amounts stated therein are unchanged and are 40 

applicable to ComEd Exhibit 3.18.  Where ComEd has changed its presentation of 41 

revenue requirements since the filing of ComEd Ex. 3.18, including any changes 42 

that may be reflected in the Company’s future surrebuttal evidence, certain of the 43 

amounts set forth in AG Exhibit 1.3 are subject to future revision.  As noted in my 44 

Direct Testimony, Mr. Effron and I have not, with available time and resources, 45 

been able to conduct a complete review of all aspects of the Company’s filing.  As a 46 

result, the limited adjustments we are proposing should be viewed as cumulative 47 
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with the work and recommendations of Commission Staff and other parties’ 48 

witnesses. 49 

 50 

II. JURISDICTIONAL ALLOCATIONS 51 

 52 

Q. In your Direct Testimony, you noted that ComEd has changed the method 53 

used within its updated study of General and Intangible (“G&I”) Plant 54 

investments and stated that, “[t]hese are significant changes that should be 55 

understood before they are implemented.”
1
  How did ComEd respond to this 56 

testimony in its Rebuttal? 57 

A. Mr. Fruehe states that I did not entirely and correctly cite the reasons why G&I 58 

plant cost allocations to delivery service have changed in the Company’s updated 59 

study.  He then provides an example of the inconsistency in allocation that occurs 60 

under the methods used in ComEd’s previously conducted facility allocation study 61 

that was approved by the Commission.
2
  Mr. Fruehe then provides additional 62 

reasons in an attempt to explain the significantly higher delivery service allocation 63 

of Company-owned G&I facilities that results from the updated study calculations 64 

that were provided in ComEd Exhibit 3.15. 65 

Q. Has Commission Staff also inquired into the changes reflected within ComEd’s 66 

updated study of G&I Plant allocations to delivery services? 67 

A. Yes.  Mr. Fruehe states that, “Staff recently issued a data request to ComEd (Staff 68 

Data Request WRJ 3.01) asking ComEd to run the allocation study with the space 69 

designated as A&G allocated in the same manner as approved by the Commission 70 

                                                 
1
  AG Exhibit 1.0, 5:113-7:137. 

2
  ComEd Ex. 14.0, 7:142-8:167. 
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in Docket No. 12-0321.”
3
  This revision to the Company’s updated facilities study 71 

would have the effect of retaining and utilizing the methodology approved by the 72 

Commission in Docket No. 12-0321. 73 

Q. How does retaining the Commission-approved method for allocation of space 74 

designated as A&G, as provided in ComEd’s response to this Staff data 75 

request, impact the percentage of costs allocated to delivery service? 76 

A. Retaining the same Commission-approved method for allocation of A&G 77 

designated space has a negligible impact upon the study results.  The response to 78 

WRJ-3.01 Attachment 2 shows that retention of the Commission-approved study 79 

methodology yields a delivery service share of G&I Gross Plant in Service of 80 

$1,496,762,285 while the Company’s updated study results, as presented in its 81 

direct testimony with the revised methodology, supports a nearly identical delivery 82 

service share of these Plant costs of $1,496,854,972.
4
  Thus, the methodology 83 

change implemented by ComEd is apparently not the cause of the dramatic increase 84 

in the delivery service share of G&I costs now being proposed by the Company. 85 

Q. Does Mr. Fruehe provide a more extensive explanation for why his updated 86 

Facilities Allocation Study yields an 89.84 percent delivery service allocation of 87 

ComEd’s owned facilities, compared to the 82.5 percent delivery service 88 

allocation of such owned G&I facilities in the Company’s prior formula rate 89 

filings?
5
 90 

                                                 
3
  Id., 8:171-173. 

4
  See Schedule WPB-1 at ComEd Ex. 3.04, page 7, at line 3.  A comparably insignificant change in 

Accumulated Depreciation and Amortization for the G&I Plant accounts is revealed when comparing 

Schedule WPB-1 in the Company’s Direct filing to the amounts produced in WRJ 3.01, Attachment 2. 
5
  See ComEd Ex. 3.0, 16:345-352. 
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A. Yes.  In his rebuttal, Mr. Fruehe states, “Responding to Staff’s data request has 91 

shown that a more significant driver of the changes is the use of the facilities 92 

themselves.”
6
  He then explains that the study approved in Docket No. 05-0597 93 

(and used in subsequent delivery service rate cases) was based upon a review of 94 

square footage, performed in 2005, which attempted to directly assign ComEd’s 95 

facilities as transmission, distribution, customer or A&G.  This study directly 96 

assigned only 15% of ComEd’s owned facilities, initially designating 85% of 97 

ComEd’s owned facilities as both transmission and distribution.  Mr. Fruehe 98 

explains that the study then used a modified wages and salaries allocator (based 99 

solely upon transmission and distribution salaries) to allocate these facilities, so that 100 

the vast majority of ComEd’s owned facilities were allocated using a wages and 101 

salaries allocator.
7
  ComEd’s new study assigned T&D plant based upon employee 102 

head count per facility.  This resulted in only approximately 11% of ComEd’s 103 

owned facilities being designated as both transmission and distribution and 89% 104 

directly assigned as transmission, distribution, customer or A&G.”
8
   105 

Q. In addition to relying upon employee head counts per facility to directly assign 106 

more G&I Plant costs, has a new allocation factor been introduced into the 107 

Company’s updated G&I Plant Facilities Study that was not previously 108 

employed? 109 

A. Yes.   ComEd’s study now identifies a much lower 11% of facilities as T&D 110 

“shared” facilities and these facility costs are also now allocated using a new 111 

approach.  The new approach as explained by Mr. Fruehe assigns this “shared” 112 

                                                 
6
  ComEd Ex. 14.0, 8:173-177. 

7
  Id.  9:179-189. 

8
  Id.  9:192-195. 
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facilities space based upon the work performed by personnel within these 113 

departments. According to Mr. Fruehe, ComEd determined that 62% of the work 114 

performed was ultimately charged to distribution accounts and thus should be 115 

functionalized as distribution.  He noted that “The previous study, by contrast, 116 

assigned 82% of these departments as distribution based upon the overall ratio of 117 

distribution wages to total distribution and transmission wages.” 118 

Q. Does the Company’s new allocation factor of 62 percent, based upon work 119 

performed and charged to transmission versus distribution accounts, provide a 120 

reasonable basis to allocate the smaller share of T&D shared facilities costs in 121 

the Company’s updated facilities study? 122 

A. Yes.  The review of project level charges provides a more accurate representation of 123 

the work performed by the personnel designated as both T&D, and ultimately the 124 

assignment of costs for the facilities these personnel occupy.
9
 125 

Q. Does the additional information that is provided by ComEd in response to AG 126 

and Staff data requests and in Mr. Fruehe’s rebuttal testimony respond to 127 

your concerns regarding the Company’s updated G&I Plant Facilities Study? 128 

A. Yes.  Based upon these more detailed discussions and analyses of revisions to the 129 

Company’s Facilities Study, I am now satisfied that ComEd’s updated study 130 

represents a reasonable allocation of G&I Plant costs that is generally compliant 131 

with the approach approved by the Commission in Docket Nos. 11-0721 and 12-132 

0321. 133 

Q. Notwithstanding these more accurate results using an updated employee head 134 

count allocator, Mr. Fruehe nevertheless believes the Commission should 135 

                                                 
9
  ComEd Response to data request AG 6.01(c). 
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adopt the same methodology used by FERC – the Wages and Salary allocator 136 

– to allocate all G&I plant (except for Communications Equipment which is 137 

directly assigned) so that no costs are “trapped” between jurisdictions, and for 138 

the other reasons I have previously stated.”
10

  Do you agree? 139 

A. No.  The Company’s updated facilities study provides a reasonable basis for 140 

allocation of costs between the FERC-regulated transmission business and the ICC-141 

regulated delivery service business functions.  The G&I Plant allocation method 142 

used before FERC for most of the G&I Plant accounts, based upon relative T&D 143 

wages and salaries, has not been shown to be more accurate or representative of the 144 

basis upon which G&I costs are actually incurred by ComEd. 145 

 146 

III. LATE PAYMENT CHARGE (FORFEITED DISCOUNT) REVENUE 147 

Q. In your Direct Testimony and in AG Exhibit 1.3 at page 1, you recommended 148 

two adjustments revising the amount of Late Payment Charge Revenue to 149 

include within the delivery service jurisdiction the portions of such amounts 150 

that ComEd attributed to the FERC jurisdiction and to PORCB activity.  How 151 

did the Company respond to these adjustments in its Rebuttal? 152 

A. Mr. Fruehe does not agree with my first adjustment, which would eliminate the 153 

Company’s FERC transmission service assignment of $2.526 million of Late 154 

Payment Charge (also known as Forfeited Discount) revenues.
11

  He claims that this 155 

jurisdictional allocation issue is not related to allocation method changes being 156 

proposed by ComEd regarding G&I Plant costs and should be reviewed 157 

                                                 
10

  Id. 10:217-11:222. 
11

  ComEd Ex. 14.0, 28:591-606 and ComEd Ex. 14.01, App 10 at line 7.  See also AG Exhibit 1.0, 

pages 9-11 and AG Exhibit 1.3, page 1, line 1. 
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independently, that the Commission previously rejected my proposed adjustment in 158 

Docket No. 11-0721 and that ComEd’s customers necessarily pay for both 159 

transmission and distribution services and will receive ‘credit’ for these LPCs in 160 

either the transmission or distribution charges they ultimately pay.
12

 161 

   With regard to my second proposed Late Payment Charge revenue 162 

adjustment, Mr. Fruehe indicates that he agrees with my recommendation that the 163 

Commission should make an affirmative statement regarding the inclusion of these 164 

amounts in determining the delivery service revenue requirement and states that, 165 

“ComEd has included these LPCs as 100% jurisdictional on ComEd Ex. 14.02, WP 166 

10, line 5. This adjustment reduced ComEd’s revenue requirement by 167 

$2,690,000.”
13

  This revision appears at ComEd Ex. 14.01, App 10, line 5 “Other 168 

Forfeited Discounts” and carries forward to Schedule FR A-1and FR A-1REC as 169 

increased “Total Other Revenues”. 170 

Q. Do you agree with Mr. Fruehe’s statement that the allocation of Late Payment 171 

Charge (“LPC”) revenues to either transmission or distribution functions does 172 

not affect customers because, “…ComEd customers necessarily pay for both 173 

transmission and distribution services and will receive ‘credit’ for these LPCs 174 

in either their transmission or distribution charges”?
14

 175 

A. No.  When LPC revenues are credited fully to the delivery services cost of service 176 

determination, as recommended in my testimony, ComEd’s customers will receive 177 

full credit through the ratemaking process for such revenues.  Alternatively, when 178 

over $2 million of the LPC amounts are unreasonably assigned to ComEd’s 179 

                                                 
12

  ComEd Ex. 14.0, 28:591-606. 
13

  Id. 27:570-590. 
14

  Id. 28:602-606. 
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transmission business, customers who purchase their energy from retail energy 180 

suppliers (“RES”) are not assured of receiving credit for the portion of LPC 181 

revenues ComEd has allocated to its transmission cost of service.  That’s the case 182 

because there is no assurance that RES providers will elect to price their 183 

competitive services based strictly upon the costs they incur to acquire energy and 184 

purchase transmission services and pass on those savings to their customers.
15

   185 

Q. Has any information been provided in ComEd’s rebuttal evidence that has 186 

convinced you that some of the Company’s LPC revenues should be credited to 187 

its FERC regulated transmission service, rather than fully crediting such 188 

revenues to the DS jurisdiction? 189 

A. No.  For all the reasons stated in my Direct Testimony, I recommend that 100 190 

percent of the LPC revenues paid in 2012 by ComEd’s delivery service customers 191 

be credited in determination of the Company’s  formula-based Net Revenue 192 

Requirement. 193 

 194 

IV. RECONCILIATION INTEREST RATE 195 

Q. How has ComEd responded to your recommendation that the interest rate 196 

applied in the reconciliation process should be the Company’s Weighted 197 

Average Cost of Capital (“WACC”) and not the higher “Total Revenue Effect 198 

                                                 
15

  In ComEd’s response to data request AG 6.04, the Company states, “Mr. Fruehe’s understanding 

is that ComEd’s net transmission revenue requirement is initially recovered through a combination 

of retail customers who elect to purchase ComEd supplied energy, Retail Energy Suppliers 

(“RESs”) who supply energy to retail customers in ComEd’s service territory, and generators who 

utilize ComEd’s transmission system. The cost of the energy supplied to retail customers in 

ComEd’s service territory by such RESs and generators includes the cost of transmission service, 

thus ComEd’s retail customers will ultimately bear 100% of ComEd’s net transmission service 

revenue requirement.”  This response does not indicate that RES pricing is cost-based or that 

reducing the costs of ComEd’s FERC transmission rates by crediting LPC revenues would have 

any direct impact upon RES energy prices borne by ComEd customers. 
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of Return” that has been factored up with an income tax gross-up, as 199 

calculated within ComEd Ex. 3.18, Sch. FR D-1, lines 22-25? 200 

A. According to ComEd witness Ms. Brinkman, “The interest rate used to calculate the 201 

carrying costs (i.e., the time value of money) applicable to the delay in receiving (or 202 

refunding) the reconciliation adjustment is the weighted average cost of capital 203 

(“WACC”). Because that interest rate is used to define a cost, not earnings, income 204 

tax impacts must also be considered, a fact Mr. Fruehe also discussed in more 205 

detail.”
16

   206 

   She also argues that ComEd’s approach, including the income tax gross-up 207 

applied to the WACC, “…is clearly reflected in the rate formula approved in Docket 208 

No. 13-0386” and “The position taken by Messrs. Brosch and Gorman cannot be 209 

reconciled with this aspect of the formula.”  Finally, Ms. Brinkman asserts that the 210 

use of a gross-up for taxes is appropriate because, “…the revenue that ComEd 211 

receives for the interest on the reconciliation balance is subject to income 212 

taxes…[i]f the interest calculation in the formula rate did not recognize this fact, 213 

ComEd would not recover or refund its carrying costs related to the reconciliation at 214 

that rate.”
17

 215 

Q. Do you agree with Ms. Brinkman that the interest rate to be applied to 216 

reconciliation amounts “is used to define a cost, not earnings” and therefore 217 

income tax impacts must be considered? 218 

A. Absolutely not.  The utility’s WACC, without being factored up for any income tax 219 

adjustments, is the statutorily prescribed reconciliation interest rate, as discussed in 220 

                                                 
16

  ComEd Ex. 13.0, 8:151-157. 
17

  Id., 8:167-181. 
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my direct testimony.
18

  When interest expense is incurred by a business at any 221 

assumed cost rate, even a rate as high as a utility’s WACC, such interest expense is 222 

fully deductible in determining taxable income and does not generate any income 223 

tax impacts that must be considered.  This means that if ComEd incurs interest at the 224 

same WACC cost rate that it recovers from ratepayers, the taxable income resulting 225 

from incurring and then recovering such interest would be zero.  Notably, ComEd 226 

has provided no reference in its rebuttal evidence to any legal authority for the 227 

Company’s premise that it has been authorized to treat some of the reconciliation 228 

interest it recovers from ratepayers as if the underlying financing costs are not tax 229 

deductible interest costs, but instead as after-tax earnings or income allowance upon 230 

which income taxes would be payable. 231 

Q. Is Ms. Brinkman correct in stating that, “…the revenue that ComEd receives 232 

for the interest on the reconciliation balance is subject to income taxes.”? 233 

A. Not if the revenue received for interest on the reconciliation is, in fact, interest on 234 

the reconciliation balance.  Under these circumstances, the revenues received to 235 

recover “interest on the reconciliation balance” would be taxable, but would also be 236 

fully offset by the assumed incurrence of interest expense to finance such 237 

investment.  As noted above, interest expense is income-tax deductible. 238 

Q. Ms. Brinkman notes that, “Similarly, ComEd receives a weighted average cost 239 

of capital return on its rate base that is also grossed up for taxes, such that 240 

ultimately ComEd earns a weighted average cost of capital return.”  Does this 241 

argument apply to rate recovery of interest expense? 242 

                                                 
18

  AG Exhibit 1.0, 16:343-17:367.. 
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A. No.  The “weighted average cost of capital return on rate base” that is allowed the 243 

utility in determining formula revenue requirements is not “interest” but rather 244 

reflects a blend of interest cost recovery and an opportunity to earn an authorized 245 

level of net income equal to the weighted cost of equity applied to rate base.  In 246 

contrast, the reconciliation balance is required to earn only an interest allowance and 247 

not a rate base return factored up for income tax allowances. 248 

 249 

V. RECONCILIATION DEFERRED TAXES  250 

 251 

Q. In your direct testimony, you explained why the deferred income taxes arising 252 

from the reconciliation process should not be ignored.  How has the Company 253 

responded to this recommendation? 254 

A. The Company offers several arguments why the accumulated deferred income taxes 255 

(“ADIT”) arising from the revenue reconciliation procedures required as part of 256 

formula ratemaking should be ignored in calculating reconciliation interest amounts.  257 

These arguments include: 258 

 That the “established rate formula” defines how reconciliation interest is 259 

calculated and how tax effects are determined and calculated and , “[i]t does 260 

not provide for ‘netting’ accumulated deferred income taxes (“ADIT”) with 261 

the reconciliation adjustment within this calculation.”
19

 262 

 The proponents of not ignoring reconciliation ADIT balances, “…wrongly 263 

assume that simply because deferred taxes are involved, they have a cash 264 

                                                 
19

  ComEd Ex. 13.0, 9:183-189. 
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impact on ComEd and that the reconciliation balance should be adjusted as a 265 

result.”
20

  266 

 Deferred taxes related to the reconciliations do exist but they have no cash 267 

impact.
21

 268 

 ComEd does not have use of non-investor supplied funds nor is the income 269 

tax expense lower than it would have been as a result of a timing 270 

difference.
22

 271 

Q. Has ComEd indicated its agreement with any of the facts stated in your direct 272 

testimony with regard to the reconciliation-related ADIT balances? 273 

A. Yes.  As I noted in my direct testimony, one of the reasons the Commission did not 274 

accept my proposed offset to the reconciliation interest calculations for related 275 

ADIT amounts was its stated concern in ComEd Docket No. 11-0721 about whether 276 

such ADIT accounting was in accordance with GAAP.
23

  ComEd has admitted in its 277 

Rebuttal that there are, in fact, deferred income taxes on its books that are required 278 

to be recorded in compliance with Generally Accepted Accounting Principles 279 

(“GAAP”).
24

  With this matter resolved, the only remaining issue is whether such 280 

ADIT balances should be completely ignored, as proposed by ComEd, or 281 

recognized as either a reduction in calculating reconciliation interest or as a 282 

reduction to rate base along with the other distribution service related ADIT 283 

balances on the Company’s books. 284 

                                                 
20

  Id.  10:198-201. 
21

  Id.  10:204. 
22

  Id., 11:216-218. 
23

  AG Ex. 1.0, 19:431-432, 20:436-22:500. 
24

  Id.  10:204-211. 
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Q. Do you agree with Ms. Brinkman’s testimony that the recently approved 285 

formula template defines how the reconciliation interest is calculated and it 286 

does not provide for “netting” accumulated deferred income taxes (“ADIT”) 287 

with the reconciliation adjustment within this calculation? 288 

A. I am advised by AG counsel that the Company’s formula rate template that was 289 

approved by the Commission in Docket No. 13-0386, in June of 2013, did not make 290 

provision for ADIT amounts associated with the reconciliation balance in 291 

determining interest.  However, I am also informed by AG counsel that a complaint 292 

proceeding has been initiated to provide an opportunity for consideration of further 293 

changes to the template, including the need for modifications to consider how to 294 

properly determine reconciliation interest rates and to account for reconciliation 295 

ADIT amounts.
25

 296 

Q. If the Commission decides to not modify the formula rate interest calculation to 297 

recognize and account for reconciliation related ADIT balances as you 298 

recommend, should these balances instead be included in the Company’s rate 299 

base in determination of the revenue requirement?  300 

A. Yes.  According to Ms. Brinkman, “[a]t the end of 2012, ComEd had recorded 301 

approximately $132 million in revenues related to the 2012 reconciliation as well as 302 

an ADIT liability related to that reconciliation of approximately $54 million. This 303 

tax liability represents an amount that ComEd must pay in the future and is an 304 

amount that has not yet been recovered from customers through rates.”
26

  This 305 

ADIT liability amount represents deferred payment of cash income-tax costs that 306 

                                                 
25

  See The People of the State of Illinois, ICC Docket No. 13-0511, “Complaint to investigate and 

modify the Formula Rate Tariff established under Section 16-108.5 of the Act.” 
26

  Id. 10:211-11:215. 
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ComEd has avoided because accrued reconciliation revenues are not presently 307 

taxable. 308 

Q. Ms. Brinkman agrees that deferred taxes related to the reconciliations do exist, 309 

but she says they have no cash impact.
27

  Is this true? 310 

A. No, not at all.  The reconciliation-related ADIT balances represent the cash flow 311 

benefit ComEd receives because it is able to immediately reduce its income tax cash 312 

payments while it is waiting to collect and pay taxes on the reconciliation revenues.  313 

These are very real cash income tax deferral benefits that must be considered and 314 

recognized by the Commission in establishing ComEd’s rates.  ComEd is allowed 315 

under formula ratemaking to earn interest while waiting to collect the accrued 316 

reconciliation revenues, while at the same time deferring the payment of income tax 317 

expenses on such recoveries.  This tax deferral benefit effectively reduces the 318 

Company’s after tax cash flows by about 41 percent of the accrued reconciliation 319 

revenues.  The real incremental cash flow impacts can be more fully understood by 320 

considering how ComEd’s cash flows would be impacted in 2012 if there was no 321 

reconciliation to be collected from ratepayers. 322 

Q. How much additional cash flow would ComEd have had in hand at the end of 323 

2012 if it had fully recovered its revenue requirement in that year, and no 324 

reconciliation investment existed to require investor-supplied financing? 325 

A. For discussion purposes, we can use the December 31, 2012 recorded $132 million 326 

reconciliation amount cited by Mr. Brinkman, as an estimate of the Company’s 327 

reconciliation balance for that year.  If we then assume for discussion purposes that 328 

$132 million of additional revenue was collected by ComEd in 2012, so as to 329 

                                                 
27

  ComEd Ex. 13.0, 10:204. 
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represent full cost recovery for that year, the Company would not have an 330 

incremental $132 million of cash flow in hand.  Instead, the collection of $132 331 

million in additional cash revenues would be treated as taxable income, causing the 332 

Company to incur about $54 million in incremental current cash income tax 333 

expense.  This would leave ComEd with incremental additional cash earnings of 334 

only $78 million after income tax payments.  This net amount is the cash flow that 335 

ComEd has at stake while awaiting recovery of the reconciliation balance, for which 336 

it may incur financing costs. 337 

Q. Ms. Brinkman states, “ComEd did not receive any cash from ratepayers in 338 

2012 on account of the reconciliation balance and will not receive it until 2014. 339 

ComEd has, therefore, incurred carrying costs on the full 2012 reconciliation 340 

balance.”
28

  Is this correct? 341 

A. No, it is not.  It is correct that revenues have not yet been received in cash to recover 342 

the reconciliation balance.  However, an equally important consideration is how this 343 

delayed recovery of revenues has impacted the Company’s overall post-tax cash 344 

flows.  The carrying costs ComEd has incurred while waiting for reconciliation 345 

recovery would relate only to its lost cash earnings in 2012, after cash income tax 346 

deferral benefits are also considered, and not “carrying costs on the full 2012 347 

reconciliation balance” as suggested by Mr. Brinkman.  This issue can be 348 

considered from two different perspectives that are aligned with the pending 349 

formula rate filings under consideration for ComEd and for Ameren Illinois 350 

Company, respectively: 351 

                                                 
28

  Id.  11:219-221. 
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 When the utility has under-recovered its overall cost of service according to 352 

reconciliation calculations and has recorded a regulatory asset for the 353 

amounts to later be collected from customers, or 354 

 When the utility has over-recovered its overall cost of service according to 355 

reconciliation calculations and has recorded a regulatory liability for the 356 

amounts to later be returned to customers. 357 

 In both instances, which will be discussed in greater detail in this testimony, the 358 

utility is required under GAAP to record either a regulatory asset or liability, as well 359 

as an offsetting ADIT amount, to recognize the fact that regulatory asset/liability 360 

entries do not result in immediately taxable revenues until they reverse and revenues 361 

are actually charged/credited to customers in future periods. 362 

Q. Please explain how ComEd’s cash flow is impacted because it has under-363 

collected its revenue requirement and has accrued a regulatory asset to 364 

recognize its entitlement to recover such revenues after reconciliation 365 

calculations are approved. 366 

A. Under- recoveries represent inadequate cash revenues, relative to the utility’s 367 

overall cost of service.  To recognize the utility’s future recovery entitlement and to 368 

not understate current year revenues and earnings, the utility records a regulatory 369 

asset for amounts expected to be recoverable from ratepayers that corresponds with 370 

an entry increasing recorded revenues in that same amount.  However, this book 371 

entry increasing recorded revenues does not create any corresponding increase in 372 

taxable revenues or income.  In this situation, the utility has less cash revenue in 373 

hand because of its under-collection of its overall costs, but is also able to delay 374 

payment of income taxes on the accrued revenues that are not included on its tax 375 
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return.  Thus, the net cash “lost” by the utility in years when under-collection has 376 

occurred is the gross amount of such insufficient revenues, offset by the lower 377 

income taxes payable because of the lower taxable revenue.  The reconciliation  378 

revenue that is added into the utility’s earnings by the recording of the regulatory 379 

asset, but not reported on the utility’s tax return, represents a book/tax timing 380 

difference for which ADIT must be recorded under Generally Accepted Accounting 381 

Principles (“GAAP”), as was more fully discussed in my direct testimony. 382 

Q. What happens to the ADIT balance when the accrued reconciliation revenues 383 

are later collected in cash from ratepayers through the reconciliation process? 384 

A. During the period when the previously under-recovered revenues are being collected 385 

from customers, the regulatory asset balance is gradually reversed and the offsetting 386 

ADIT credit balance is also gradually reversed as the Company’s cash income 387 

subject to tax is increased.  The reversal of the regulatory asset removes from the 388 

income statement the higher cash revenues being collected during the recovery 389 

period, to recognize that the full amount owed by customers was previously 390 

recorded as accrued book revenues in the year it was “earned”.  The corresponding 391 

reversal of the offsetting credit ADIT balance accounts for the fact that income 392 

taxes that were previously deferred will become currently payable when the 393 

additional cash revenues are collected from customers to recover the reconciliation 394 

balance. 395 

Q. Does this entire process work in reverse for the utility that has over-recovered 396 

its overall cost of service, thereby effectively reducing the refund that should be 397 

provided to ratepayers so as to recognize ADIT effects? 398 
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A. Yes.  When a utility has over-recovered its cost of service, it has excess cash in 399 

hand.  As a result, the utility also has higher currently taxable revenues that create 400 

immediately higher cash income tax costs, relative to the lower future income taxes 401 

that will be payable whenever the reconciliation revenues are actually returned to 402 

customers.  A regulatory liability must be recorded to reduce book revenues in the 403 

year of over-recovery that will later be refunded through the reconciliation process, 404 

but this higher amount of excessive cash revenues must be included in calculating 405 

currently taxable income.  During the reconciliation refund period, the accrued 406 

regulatory liability is ratably reversed to recognize that the excess revenues were 407 

previously removed on the books and are being returned to customers in cash.  The 408 

offsetting ADIT debit balance representing prepaid income taxes is also ratably 409 

reversed during the refund period to account for the lower taxable income then 410 

caused by refunding of the reconciliation revenue amounts that were previously 411 

collected and taxed.   412 

Q. Is Ms. Brinkman correct in stating, “For tax purposes, the income taxes are 413 

deferred to align with the time that the revenues will be received, but the 414 

deferred tax expense has not been reflected in customer rates, and ComEd has 415 

not had access to non-investor supplied funds”
29

? 416 

A. It is correct that ComEd’s income tax payments have been deferred until the future 417 

periods when taxable revenues representing reconciliation recoveries will be 418 

received in cash.  However, it is potentially quite misleading to then state that, 419 

“deferred tax expense has not been reflected in customer rates,” as if this means 420 

such tax deferral benefits should be ignored.  The reality is that application of 421 

                                                 
29

 ComEd Ex. 13.0, 11:226-229. 
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interest to the reconciliation balance represents compensation to ComEd for its 422 

foregone cash flows, but the cash flow amounts actually foregone by the Company 423 

are not the gross amounts of reconciliation revenues, but instead the net of income 424 

tax amounts of lost cash earnings.  It is this net amount that must be reflected in the 425 

calculation of the reconciliation balance owed by ratepayers. 426 

Q. Ms. Brinkman claims that ADIT on the reconciliation is different from ADIT 427 

on ComEd’s plant and states, “With respect to the reconciliation balance, by 428 

contrast, the reconciliation balance does not generate any cash for the utility in 429 

2012 in the form of depreciation or a deduction on the tax return or in any 430 

other way, and thus the utility has no source of non-investor supplied funds to 431 

finance the reconciliation balance.”
30

  Is this correct? 432 

A. No.  ComEd’s reconciliation balance regulatory asset represents its entitlement to 433 

recover book revenues that have not yet been collected in cash.  The related ADIT 434 

balance represents income tax cash payments that are avoided by ComEd, because 435 

these non-cash book revenues are not currently taxable.  The amount of investor-436 

supplied funds upon which interest should be earned is the Company’s net cash flow 437 

impact arising from the reconciliation process, which is the delayed recovery of 438 

gross reconciliation revenues, reduced by the delayed payment of income taxes until 439 

that recovery occurs. 440 

Q. In her rebuttal, Ms. Brinkman observes that the ADIT on the reconciliation is 441 

different from ADIT on ComEd’s plant.
31

  Is there a different type of recorded 442 

ADIT on ComEd’s books, other than the plant-related ADIT balances Ms. 443 

Brinkman has referenced, that better illustrates how delayed rate recovery of 444 

                                                 
30

  Id. 11:232-12:245. 
31

  ComEd Ex. 13.0, 11:232-12:245. 
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tax-deductible expenses should impact the rate treatment of the related ADIT 445 

balances? 446 

A. Yes.  ComEd is required to defer and amortize, over five years, the expenses it 447 

incurs in excess of $10 million for major storm event restoration efforts.
32

  These 448 

storm expenses are currently deductible for income tax purposes when paid, even 449 

though revenue recovery for such expenses is extended over five years.  To 450 

recognize its entitlement to delayed recovery of such costs, ComEd records a 451 

regulatory asset that is comparable to the reconciliation regulatory asset in 452 

representing a claim for future rate recovery.  These regulatory asset balances can be 453 

observed in App 5 of the formula rate template, at line 31 with a caption 454 

“Incremental Storm” costs, where the Company adds $57.8 million into their 455 

proposed rate base.
33

   456 

   The Company also records ADIT amounts to recognize the related 457 

book/tax timing difference arising from the immediate tax deferrals for storm 458 

restoration expense that are immediately deductible, when the related book expenses 459 

are being amortized to be recognize the delayed revenue recovery for such costs.  460 

These ADIT credit balances appear with the caption “Regulatory (Asset) Liab: 461 

Distribution – Other Deferred (Storm)” at ComEd’s WP4, page 3 at line 96 in the 462 

“Total” amount of $23.8 million.
34

  What is notable about the delayed recovery of 463 

storm restoration expenses is that ComEd has included all of these credit ADIT 464 

balances as 100% delivery service to reduce rate base, offsetting the corresponding 465 

                                                 
32

  The calculation of test year deferrals of storm expenses can be observed in ComEd Ex. 3.02, page 

86 (WP  8). 
33

  ComEd Ex. 14.01, App 5, line 31.  These amounts carry forward into Schedule FR B-1 Rate Base 

Summary at line 24. 
34

  ComEd Ex. 14.02 (Public) at WP 4, page 3, line 96.  The ADIT credit balance of $23.8 million is 

41.176% of the related regulatory asset balance of $57.8 million, which is the Company’s 

effective composite federal and state income tax rate on Schedule FR C-4 at line 4. 
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inclusion of the regulatory asset for deferred storm costs that is also included in rate 466 

base.  467 

Q. Is it appropriate for ComEd to include 100 percent of the deferred storm 468 

expense ADIT balances in the delivery service rate base, to match and offset 469 

the rate base inclusion of the related regulatory asset for storm expense 470 

deferrals? 471 

A. Absolutely.  The important point here is that ComEd is being afforded a return on its 472 

reconciliation balance, in the form of reconciliation interest, which is analogous to 473 

the return on investment being allowed the Company on its deferred storm expense 474 

regulatory asset by virtue of rate base inclusion.  ComEd has recognized the need to 475 

properly match the storm cost regulatory asset with the offsetting ADIT liability 476 

balance, by including both amounts in rate base.  The same type of matching should 477 

also be required for the reconciliation related ADIT balances, either by offsetting 478 

the gross reconciliation balance prior to applying interest on Schedule FR A-4, as 479 

recommended in my direct testimony,
35

 or by including in rate base such ADIT 480 

balances. 481 

 482 

VI. INCOME TAX EXPENSES. 483 

    484 

Q. In your direct testimony, you sponsored an adjustment at page 3 of AG Exhibit 485 

1.3 to remove certain costs associated with the Exelon Employee Stock 486 

                                                 
35

  AG Exhibit 1.0, at 23:526-24:537 explains that a more precise accounting for reconciliation 

related ADIT results from modifying Schedule FR A-4 in the manner prescribed at lines 547-564.  

However, if these modifications to Schedule FR A-4 are not practical for approval by the 

Commission, rate base inclusion of 100 percent of the recorded ADIT balance is an acceptable 

alternative treatment. 



 

 

 

Docket No. 13-0318    23  AG Ex-3.0 

 

Purchase Plan (“ESPP”).
36

  How has the Company responded to this 487 

adjustment? 488 

A. ComEd witness Ms. Brinkman offers several arguments against Commission 489 

approval of the AG-proposed adjustment: 490 

 The ESPP is a fringe benefit plan and not an incentive compensation plan.  491 

Therefore, cost recovery for the ESPP should not be evaluated pursuant to 492 

the criteria set forth in Section 16-108.5(c)(4)(A).
37

 493 

 The ESPP is different from the Company’s Key Manager restricted stock 494 

program, in which ComEd awarded restricted stock to Key Managers as part 495 

of their compensation.  In contrast, the ESPP is a fringe benefit in which 496 

participating employees must purchase stock using their own funds.
38

 497 

 The ESPP is available to nearly all employees, unlike the Key Manager 498 

restricted stock program that was available only to certain Key Managers.
39

 499 

 The AG should not question the expense impacts of the ESPP.  The fact that 500 

the cost of this fringe benefit is somehow influenced by Exelon’s share price 501 

is immaterial.  Section 493 16-108.5(c)(4)(A) does not govern fringe 502 

benefits whose value is related in some way to stock.
40

 503 

 The stated purpose of the plan, to “provide an added incentive” for 504 

employees “to promote Exelon’s best interests” by permitting them  to 505 

purchase stock, does not make the ESPP an incentive compensation plan.
41

 506 

                                                 
36

  See AG Exhibit 1.0, 26:591-30:698. 
37

  ComEd Ex. 13.0, 21:453-22:465. 
38

  Id.  22:466-474. 
39

  Id.  22:475-480. 
40

  Id. 23:481-499. 
41

  Id. 23:500-502. 
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 The fact that part of the test year cost for ESPP is a “one time adjustment” is 507 

also immaterial.  There is no need to remove non-recurring expenses under 508 

formula ratemaking.
42

 509 

 The expenses for tax return amendments for multiple prior years that are 510 

realized in 2012 are properly included in this proceeding.
43

 511 

 I will respond to each of these assertions in the testimony that follows. 512 

Q. Do you agree with Mr. Brinkman’s view that the ESPP is a fringe benefit plan 513 

that should not be treated as stock-based incentive compensation? 514 

A. No.  As I noted in my direct testimony, purchases of Exelon stock by employees 515 

through the ESPP can be made at a discount from market value according to a 516 

formula that specifies, “The purchase price per share for any purchase period is 517 

equal to 90% of the lesser of the closing price on the New York Stock Exchange of 518 

a share of Common Stock on the first day of the purchase period or the last day of 519 

the purchase period on which the Exchange is open.”
44

  The employee stock 520 

purchase discount plan increases ComEd’s A&G expenses and impacts the delivery 521 

service revenue requirement in an amount associated with the fair value of the 522 

option on the purchased stock, while at the same time providing a financial 523 

incentive for participants in the ESPP to maximize earnings and financial 524 

performance of ComEd and Exelon.  Additional information regarding how this 525 

ComEd expense is determined is provided in the Company’s response to data 526 

request AG 6.06, which I have included within AG Exhibit 3.1.  Even if the 527 

Commission agrees with Ms. Brinkman and does not apply the incentive 528 

                                                 
42

  Id. 25:527-532. 
43

  Id. 25:536-540. 
44

  See AG Ex. 1.0, 27:611-28:620 and AG Ex. 1.8. 



 

 

 

Docket No. 13-0318    25  AG Ex-3.0 

 

compensation criteria set forth at Section 16-108.5(c)(4)(A) to determine rate 529 

recovery of ESPP expenses, the costs for the ESPP in my opinion are not 530 

reasonably necessary for the provision of regulatory delivery services and should be 531 

borne by shareholders,  not ComEd ratepayers. 532 

Q. Ms. Brinkman seeks to distinguish the ESPP from the Company’s other stock-533 

based compensation arrangements that have been previously disallowed, by 534 

indicating that participating employees  must purchase their shares of Exelon 535 

stock instead of being awarded the shares as part of their compensation.  Does 536 

this distinction matter? 537 

A. No.  The cost of ESPP participation is not fully funded by participating employees. 538 

In fact, as explained above, ComEd subsidizes the purchase of Exelon stock by 539 

offering a discounted share price that exposes ratepayers to significant program 540 

expenses arising from the ESPP share price discount.  Then, when participating 541 

employees’ stock disposition transactions create income tax expense impacts that 542 

are directly tied to the “intrinsic value” of Exelon’s stock, it is in my view 543 

unreasonable to burden ratepayers with these incremental income tax expenses.
45

  If 544 

ESPP participants were paying full price for Exelon shares and not burdening 545 

ratepayers with any adverse income tax expense impacts from this program, there 546 

would be no ratemaking issue created by the ESPP.  However, this is not the case in 547 

the test year, as this program exposes ratepayers to significant annual costs for 548 

which rate recovery is proposed by ComEd. 549 

Q. Do you agree with Ms. Brinkman that there is nothing wrong with charging 550 

ratepayers for the expenses caused by the ESPP, even when the program is 551 

                                                 
45

  See AG Exhibit 1.0 at  29:660-667 and AG Exhibit 1.8, ComEd’s response to AG 2.09, part b. 
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intended to provide an added incentive to employees to promote Exelon’s best 552 

interests? 553 

A. No, I do not agree.  Stock based compensation provides only financial performance 554 

incentive to participants to maximize the earnings, cash flow and stock price of 555 

Exelon stock.  There is no observable linkage between Exelon share prices and the 556 

quality of delivery services being provided in Illinois.  Moreover, formula 557 

ratemaking in Illinois tends to eliminate regulatory lag and thereby limit any 558 

potential financial gain to shareholders from reducing ComEd costs as a result of 559 

any potential financial incentives.  As such, Exelon financial performance is more 560 

sensitive to cost reductions at other business units, where costs are not fully 561 

recovered through reconciled revenues like at ComEd, or to regulatory and 562 

legislative initiatives that could be more beneficial to shareholders than ratepayers.  563 

Q. The other element of your proposed adjustment is to remove the income tax 564 

expense impacts arising from the ESPP.  Has Ms. Brinkman explained why 565 

ComEd’s income tax expenses should be increased by $1.185 million for ESPP 566 

related Disposal of Stock adjustments that appear at AG Exhibit 1.3, page 3, 567 

lines 3 through 6? 568 

A. No.  She simply concludes that, “income tax impacts are always related to 569 

something – the intrinsic value of a dollar, stock prices, or the time value of money, 570 

to name a few. The unit of measurement of that value is irrelevant. The fact that the 571 

cost of this fringe benefit is somehow influenced by Exelon’s share price is 572 

immaterial.”
46

  I believe it unreasonable for ComEd to seek to collect higher income 573 

tax expenses through formula rates because of the tax treatment of dispositions of 574 

                                                 
46

  ComEd Ex. 13.0, 23:489-492. 
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shares for Exelon’s ESPP based upon only this statement in ComEd’s rebuttal 575 

evidence and the paucity of detail that was provided in discovery responses on this 576 

topic, as shown in AG Exhibit 1.8.  Additional information detailing the tax 577 

deduction amounts arising from the ESPP can be found within AG Exhibit 3.1, in 578 

the Company’s response to data request AG 6.06, parts (d) and (e) and the 579 

associated Attachment 3.  This exhibit reveals that ComEd’s income tax expense 580 

associated with the ESPP is driven by the excess of the fair market value of ComEd 581 

(presumably really Exelon) stock over the amount paid for the stock when an 582 

employee elects to make a qualifying disposition of his stock holdings, as more 583 

fully explained in ComEd’s response to AG 6.06, part (d).  Attachment 3 reveals 584 

that an IRS audit adjustment to these procedures adds retroactive income tax 585 

expenses dating back to tax years 2006 through 2010. 586 

Q. Based upon the information provided by Mr. Brinkman, do you propose to 587 

modify your adjustment appearing at AG Exhibit 1.3, page 3, that removes test 588 

year A&G and income tax expenses for the Exelon ESPP? 589 

A. No.  For the reasons stated above, the share price discounts and other costs of the 590 

ESPP that tend to reward only Exelon earnings and financial results should be borne 591 

by shareholders and not by ComEd ratepayers.  However, as explained in my direct 592 

testimony, if the Commission concludes that the ESPP is not an incentive 593 

compensation plan and that ESPP stock price discount expenses are reasonable 594 

costs for rate recovery, only the A&G expenses at AG Exhibit 1.3, page 3, line 1 595 

should be recoverable.  The other income tax expense impacts that are driven by 596 

Exelon stock price valuations should not be included within the determination of 597 
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formula rates because such costs relate in large part to prior years’ tax return 598 

amendments.
47

 599 

Q. Is there another reason why the Company’s proposed rate recovery of ComEd 600 

expenses associated with the ESPP should be disallowed? 601 

A. Yes.  The Company’s rebuttal evidence fails to mention that valuable income tax 602 

deduction benefits are realized by Exelon on the consolidated group tax return 603 

based upon dividends that are paid on Exelon common stock that is held in 604 

employee benefit accounts.  On the three most recently filed Exelon tax returns, 605 

these deductions totaled $15.4 million in 2009, $15.0 million in 2010 and $13.6 606 

million on the 2011 tax return.  According to the Company’s response to data 607 

request AG 6.03, part (c), “…only the corporation paying the dividend is entitled to 608 

a deduction. As such, none of Exelon’s underlying business units may claim or are 609 

entitled to share in Exelon Corporation’s tax deduction.”  This means that when 610 

employee ownership of Exelon shares creates an income tax benefit, the Company’s 611 

position is that the resulting tax savings belongs to Exelon alone and need not be 612 

shared with ratepayers in Illinois.  In contrast, when costs arise from the ESPP that 613 

exists in order to encourage employee ownership of Exelon stock, ComEd proposes 614 

that those costs be treated as fully recoverable from Illinois ratepayers.  I have 615 

included a copy of the Company’s response to data request AG 6.03 that provides 616 

more information on this clearly inequitable proposed treatment of the income tax 617 

benefits arising from employee ownership of Exelon common stock.  For all of the 618 

reasons explained above, the Commission should adopt my adjustment, shown on 619 

page 3 of AG Ex. 1.3. 620 

                                                 
47

  AG Exhibit 1.0, 30:689-698. 
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 621 

VII. INCENTIVE COMPENSATION EXPENSES 622 

 623 

Q. Has ComEd modified its proposed ratemaking treatment of its Long-Term 624 

Performance Share Award Program (“LTPSAP”) in its rebuttal testimony? 625 

A. Yes.   Mr. Trpik’s rebuttal testimony notes that Staff has proposed disallowance of 626 

86.4% of LTPSAP expenses and he states, “I believe my testimony set forth a 627 

reasonable explanation of the reasons ComEd selected 50% as a fair amount to 628 

exclude, but in order to narrow the issues (and without prejudice to our position on 629 

this or a similar issue in a future proceeding) ComEd will accept Mr. Bridal’s 630 

number and related explanation as reflecting a reasonable allocation based on the 631 

record in this case.”
48

 632 

Q. Do you agree with Mr. Trpik that the Staff’s disallowance factor of 86.4% is 633 

reasonable? 634 

A. No.  In my opinion, as more fully explained in my direct testimony, all of ComEd’s 635 

2012 expenses for the LTPSAP should be excluded because this Plan fails to meet 636 

the provisions within Section 16-108.5(c)(4)(A) of the Act.  In particular, the 637 

LTPSAP fails these criteria because it does not directly tie payouts to ComEd-638 

specific goals in these allowable areas.
49

  639 

Q. Have you requested additional specific information and calculations showing 640 

how Exelon’s annual performance in 2012 was evaluated to determine the 641 

specific number of performance shares that were made available for use in the 642 

LTPSAP? 643 

                                                 
48

  ComEd Ex. 14.0, 14:298-305. 
49

  See AG Exhibit 1.0, 31:709-34:790. 
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A., Yes.  In its response to data request AG 6.05, ComEd confirmed that the overall 644 

payout decision under the LTPSAP is conditioned upon Exelon’s Total Shareholder 645 

Return (“TSR”) which causes the entire cost of this compensation plan to be 646 

fundamentally determined by Exelon consolidated financial, rather than operational 647 

metrics.  This TSR analysis is said to be a “qualitative factor” that is evaluated and 648 

determined by Exelon’s Compensation Committee without regard to operational 649 

performance within ComEd or other individual Exelon business units.  I have 650 

included within AG Exhibit 3.3 a complete copy of ComEd’s response to data 651 

request AG 6.05, including the related public and confidential attachments.   This 652 

response confirms my rationale for making a 100% disallowance of the LTPSAP 653 

expenses. 654 

 655 

VIII. CONCLUSION AND RECOMMENDATION 656 

 657 

Q. What is your recommendation regarding the initial revenue requirement to be 658 

determined for ComEd in this Docket? 659 

A. I continue to recommend that ComEd’s delivery service revenue requirement be 660 

adjusted to reflect the recommended changes described in my direct testimony, as 661 

summarized in AG Exhibit 1.3.  My proposed adjustments should be further 662 

modified for any Commission-approved ratemaking adjustments proposed by the 663 

Staff and other parties, that are not addressed in my or Mr. Effron’s direct 664 

testimony. 665 

Q. Does this conclude your testimony at this time? 666 

A. Yes.  667 


