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IV. ACTUAL RATE BASE TO BE USED IN COLLAR CALCULATION 179 

Q. Has the Company presented its calculation of the earned return on equity 180 

(“ROE”) in 2012 for the purpose of quantifying the ROE collar adjustment? 181 

A. Yes.  Schedule FR A-3 shows the Company’s ROE collar computation. 182 

 183 

Q. Should the Company’s method of calculating the actual earned ROE for the 184 

reconciliation year be modified? 185 

A. Yes.  The Company is proposing to use the rate base as of the end of the reconciliation 186 

year for the purpose of calculating the DS Common Equity Balance and fixed cost 187 

capital balances.  That is, the Company uses the actual rate base as of December 31, 188 

2012, based on the 2012 FERC Form 1 to quantify the balance of common equity used 189 

in the ROE computation and the interest and preferred dividends used in the 190 

quantification of the net income available for common equity.  Rather than the end-of-191 

year rate base, the average rate base for the year should be used in the calculation of the 192 

earned ROE for the purpose of the collar calculation. 193 

 194 

Q. Why should the average rate base for the year be used in the calculation of the 195 

earned ROE? 196 

A. Very simply, applying the common equity ratio to the average rate base will produce a 197 

dollar balance that correctly represents the actual capital supplied by equity investors to 198 

support the Company’s rate base over the course of the year for which the ROE is being 199 

calculated.  The net income used in the ROE calculation is the income earned over the 200 

course of the year, not the annualized net income being earned at the end of the year.  201 
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To be consistent, the common equity balance used in the denominator of the ROE 202 

calculation should be the average balance of common equity over the course of the 203 

year.  In times when the common equity balance is growing, using the end of period 204 

balance of common equity will understate the actual ROE earned on common equity 205 

provided by investors over the course of the year, and in times when the common 206 

equity balance is decreasing, using the end of period balance of common equity will 207 

overstate the actual ROE earned on common equity provided by investors over the 208 

course of the year. 209 

 210 

Q. Why are you raising this issue at this time? 211 

A. In the last legislative session, the General Assembly passed Senate Bill 9 (“SB 9”) 212 

(Public Act 098-0015), which amended Section 16-108.5 of the Public Utilities Act.  213 

SB9 requires that the year-end rate base be used for the purpose of calculating the 214 

actual revenue requirement for the reconciliation year.  Prior to the passage of SB 9, the 215 

Commission used the average rate base for the purpose of calculating both the 216 

reconciliation adjustment and the collar adjustment.  Thus, the reconciliation 217 

adjustment accurately measured actual revenue requirement based on the average rate 218 

base for the reconciliation period.  Notwithstanding the new requirement to use the 219 

year-end rate base in the reconciliation adjustment, the continuing use of the average 220 

rate base in the ROE collar calculation is necessary to accurately measure the ROE 221 

earned based on the actual equity investment over the course of the year. 222 

 223 
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Q. Can you illustrate by means of a simple example how use of the end of year 224 

common equity balance understates the actual earned return on equity when the 225 

common equity balance is growing over the course of the year? 226 

A. Yes.  Assume an investor opened a savings account at the beginning of the year and 227 

funded that account by contributing $100 per month over the course of the year.  228 

Assume further that the stated rate of interest on that account is 5%.  At the end of the 229 

year, the investor will have contributed $1,200 to the account.  However, he will have 230 

no claim to interest of $60, or 5% * $1,200.  Rather, the interest earned would be $30, 231 

or 5% * $600, the average balance of the amount contributed for the year.  If one 232 

calculated the effective interest rate by dividing $30 by $1,200, the result would be 233 

2.5%.  This obviously understates the effective interest rate actually earned by the 234 

investor.  The same principle applies to the calculation of the earned ROE.  If the 235 

earned ROE is calculated by dividing the net income by end of year equity balance over 236 

the course of a year when the equity investment is growing, the earned ROE will be 237 

understated.  238 

 239 

Q. How should the rate base used in the ROE collar computation be modified? 240 

A. On Schedule FR A-3, Line 1, the Company uses the rate base from Schedule FR A-1- 241 

REC, Line 11 (the reconciliation year-end rate base) in the ROE collar computation.  242 

The simplest modification to incorporate the average rate base into the ROE collar 243 

computation would be to include the average of the rate base on Schedule FR B-1, Line 244 

36 in the current year filing and the approved rate base on Schedule FR B-1, Line 36 in 245 

the prior year filing on Line 1 of Schedule FR A-3.  Thus, the rate base used in the 246 
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calculation of the 2012 ROE collar computation would be the average of the rate base 247 

on Schedule FR B-1, Line 36 in the present filing (the rate base as of December 31, 248 

2012) and the rate base on Schedule FR B-1, Line 36 as of December 31, 2011 as 249 

approved by the Commission. 250 

 251 

Q.   What was Ameren’s average rate base and earned ROE for 2012?  252 

A. The Commission approved a 2011 year-end rate base before projected plant additions 253 

of $1,942,656,000 in Ameren’s last formula rate Order (ICC Docket No. 12-0293). 254 

Ameren reported a 2012 year-end rate base of $2,008,991,000 on Schedule FR A-1 255 

REC, which is reduced to $1,996,586,000 after my proposed adjustments.  The average 256 

rate base for 2012 is $1,969,621,000.   The resulting ROE is 9.51%, and the ROE collar 257 

adjustment is $(3,381,000) (AG Exh. 2.1, Sch. FR A-3-DJE). 258 

 259 

V. CALCULATION OF INTEREST ON RECONCILIATION ADJUSTMENTS 260 

Q. How does the Company calculate interest on the reconciliation adjustment? 261 

A. As can be seen on Schedule FR A-4, the Company calculates interest by applying the 262 

weighted average cost of capital to the monthly balance of the reconciliation 263 

adjustment. 264 

 265 

Q. Are you proposing to modify the method of calculating interest on reconciliation 266 

adjustments? 267 

A. Yes.  The interest should be calculated on the reconciliation adjustment net of 268 

applicable deferred income taxes. 269 
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 270 

Q. Why are you proposing this modification? 271 

A. Carrying charges should be calculated on the net cash investment in the deferrals 272 

when the reconciliation adjustment is a debit balance and the net source of funds 273 

when the reconciliation is a credit balance.  If a particular cost is deductible for 274 

income tax purposes as incurred, then the net cash investment to fund the deferred 275 

recovery of such a cost is reduced by the income tax savings associated with the tax 276 

deduction, and the carrying costs should reflect this reduction to the net cash 277 

requirement.  For example, if a cost of $1,000 is deferred for future recovery from 278 

customers but that cost is deductible for income tax purposes as incurred and the 279 

combined income tax rate is 40%, then the cost will reduce income tax expense by 280 

$400 (40% * $1,000).  The net cash to carry the deferral is $600 ($1,000 - $400), and 281 

only this net balance should serve as the basis on which carrying costs are accrued.  282 

The same logic applies when the reconciliation adjustment represents a credit balance 283 

owed to customers. 284 

 285 

Q. Has the Commission previously addressed this issue? 286 

A. Yes.  In Docket No. 11-0721, Commonwealth Edison Company (“ComEd”), the 287 

Commission declined to offset deferred taxes against the reconciliation balance on 288 

which interest is calculated, finding that “ComEd contends that this recommendation 289 

does not provide ComEd with cash. AG/AARP provide little information establishing 290 

that this procedure is within generally accepted accounting procedures, or that it 291 

would be of benefit to ComEd or to ratepayers.”  Order, at 167. 292 
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 293 

Q. Do deferred taxes on the reconciliation balance represent actual cash to the utility 294 

when the reconciliation is a debit balance? 295 

A. Yes.  To the extent that the reconciliation represents an under-recovery, the current 296 

income tax expense is lower than it would have been in the absence of the under-297 

recovery.  The relevant income taxes are not actually paid until the reconciliation 298 

balance is recovered.  The deferral in the payment of income taxes is a real cash benefit 299 

and should be recognized in the calculation of interest on the reconciliation balances. 300 

 301 

Q. Is offsetting applicable deferred income taxes against the reconciliation balance on 302 

which interest is accrued within generally accepted accounting procedures? 303 

A. Mr. Brosch addresses generally accepted accounting procedures applicable to this 304 

issue.  I can state that calculating the interest on the net cash investment (or net source 305 

of funds) is most definitely consistent with all ratemaking principles with which I am 306 

familiar and certainly does not violate any generally accepted accounting procedures. 307 

 308 

Q. Would offsetting applicable deferred income taxes against the reconciliation 309 

balance on which interest is accrued be of benefit to the utility? 310 

A. When the reconciliation balance is a credit balance, offsetting applicable deferred 311 

income taxes against the reconciliation balance on which interest is accrued is of 312 

benefit to the utility, because the utility is then required to credit customers for interest 313 

on only the net source of funds provided by the over-recovery. 314 

 315 
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Q. Would offsetting applicable deferred income taxes against the reconciliation 316 

balance on which interest is accrued be of benefit to ratepayers? 317 

A. When the reconciliation balance is a debit balance, offsetting applicable deferred 318 

income taxes against the reconciliation balance on which interest is accrued is of 319 

benefit to ratepayers, because the utility then recovers interest on only the net use of 320 

funds required by the under-recovery. 321 

  Offsetting the deferred taxes against the reconciliation balance when calculating 322 

interest avoids crediting interest on funds that the utility is not holding or recovering 323 

interest on an investment that it does not have.  In this regard, it is fair to both the utility 324 

and ratepayers. 325 

 326 

Q. Has anything changed since the formula rate applications previously filed by the 327 

utilities that increases the significance of this issue? 328 

A. Yes.  Previously, the Commission had ordered the use of the short-term debt rate in 329 

calculating the interest on reconciliation adjustments.  Because the short-term debt rate 330 

has been so low, the interest accrued on reconciliation adjustments was relatively 331 

immaterial, and the difference between the interest on the pre-tax reconciliation 332 

adjustment and the after-tax reconciliation adjustment was relatively negligible.  333 

However, since the passage of SB9, the utilities are required to use the weighted 334 

average cost of capital in calculating interest on the reconciliation adjustments.  335 

Because the weighted average cost of capital is so much higher than the interest rate on 336 

short-term debt, the interest on the reconciliation adjustment is no longer immaterial.  337 

The Commission should ensure that the interest either credited to customers or 338 
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recovered from customers is limited to the interest on the net source or use of funds 339 

related to the reconciliation adjustment. 340 

 341 

Q. Does this conclude your direct testimony? 342 

A. Yes. 343 
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