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I. INTRODUCTION 1 

A. Witness Identification 2 

Q. What is your name and business address? 3 

A. My name is Christine M. Brinkman.  My business address is Three Lincoln Centre, 4 

Oakbrook Terrace, Illinois  60181. 5 

Q. By whom and in what position are you employed? 6 

A. I am employed by Commonwealth Edison Company (“ComEd”) in the position of 7 

Director, Rates & Revenue Policy. 8 

B. Summary of Direct Testimony and Attachments 9 

Q. What are the purposes and subjects of your direct testimony? 10 

A. This investigation proceeding relates to three specific aspects, identified in the Order 11 

initiating this Docket, of the rate formula approved by the Illinois Commerce 12 

Commission (the “Commission” or “ICC”) in its June 5, 2013 final Order in 13 

Commonwealth Edison Company, ICC Docket No. 13-0386.   14 

My direct testimony explains how each of those three aspects of the approved rate 15 

formula work and why they work correctly.  Also, where there have already been 16 

questions raised about ComEd’s approved rate formula in ComEd’s 2014 Formula Rate 17 

Update (“FRU”) proceeding or in the Complaint1 initiated by the Illinois Attorney 18 

General’s Office, I will address them.  But, my response does not limit ComEd’s right to 19 

respond separately to testimony filed and arguments made in this proceeding.   20 

                                                 
1  Commonwealth Edison Co., ICC Docket No. 13-0318, and People ex rel. Madigan v. 

Commonwealth Edison Co., ICC Docket No. 13-0511, respectively.  
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Q. Are any other witnesses submitting direct testimony on behalf of ComEd? 21 

A. Yes.  Mr. Martin Fruehe, ComEd’s Manager, Revenue Policy, also testifies for ComEd 22 

with respect to the history of ComEd’s rate formulae.  His direct testimony is ComEd 23 

Exhibit (“Ex.”) 2.0.    24 

C. Qualifications and Professional Background 25 

Q. What are your duties and responsibilities at ComEd? 26 

A. As the Director, Rates & Revenue Policy, I have senior managerial responsibility for the 27 

Retail Rates and Revenue Policy groups, and provide financial expertise and support in 28 

state and federal regulatory proceedings concerning those functions.  I am, therefore, 29 

centrally involved in the process by which ComEd’s Illinois-jurisdictional and federal-30 

jurisdictional revenue requirements are calculated and how ComEd’s Illinois-31 

jurisdictional delivery services revenue requirements are reconciled.   32 

Q. Prior to your current position, what other positions did you hold at ComEd and its 33 

affiliates? 34 

A. Since beginning my career at ComEd in 2003, I have held a variety of staff and 35 

managerial positions in the accounting and finance areas for ComEd and for subsidiaries 36 

of ComEd’s ultimate parent, Exelon Corporation.  Those positions include Senior 37 

Accountant (ComEd and Exelon Delivery Shared Services), Principal Accountant 38 

(ComEd), Manager, Financial Transformation (Exelon Business Services Company 39 

(“BSC”)), and Manager, Accounting (ComEd).  In those roles, I acted as the accounting 40 

and/or finance lead regarding a number of regulatory initiatives, including the 2010 41 

general rate case and ComEd’s Advanced Metering Infrastructure (“AMI”) Pilot, and was 42 
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responsible for the effort under EIMA to establish, document and execute the accounting 43 

and financial controls framework for the Illinois delivery service performance-based 44 

formula ratemaking process. 45 

Q. What was your professional experience prior to assuming your duties with ComEd? 46 

A. After graduating from college, I began my career in the information technology field 47 

providing clients with business consulting, project management, and computer 48 

programming services relating to financial applications.  After approximately three years, 49 

I attended graduate school and, thereafter, served in a variety of accounting and finance 50 

roles before joining ComEd in 2003.   51 

Q. What is your educational background? 52 

A. I graduated from Northern Illinois University in DeKalb, Illinois, with a Bachelors of 53 

Science in Operations Management and Information Systems.  I received my Masters of 54 

Science in Accounting from Roosevelt University in Chicago, Illinois.  I am a registered 55 

Certified Public Accountant in the State of Illinois. 56 

Q. Have you submitted testimony to the Illinois Commerce Commission 57 

(“Commission” or “ICC”) in other dockets? 58 

A. Yes.  I filed testimony with the Commission in ComEd’s 2014 FRU proceeding and in 59 

ICC Docket No. 13-0387, the investigation of the design of ComEd’s delivery rates on a 60 

revenue neutral basis.   61 

II. COMED’S APPROVED RATE FORMULA 62 

Q. What is ComEd’s rate formula? 63 
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A. EIMA2 ratemaking calls for annual updates to ComEd’s distribution rates based on 64 

“standard formulae that can be populated by defined transparent data.”  ComEd’s rate 65 

formula “specif[ies] the cost components that form the basis of the rate charged to 66 

customers with sufficient specificity to operate in a standardized manner and be updated 67 

annually with transparent information ….”3  ComEd’s rate formula is a working 68 

spreadsheet.  That spreadsheet both specifies the data that will be considered and sets out 69 

the calculations used to derive ComEd’s revenue requirements relevant to each rate year.  70 

As required by the ruling of the Commission in ComEd’s initial formula rate case, 71 

portions of that formula are reflected in tariff sheets and portions are reflected in filed 72 

Formula Rate Schedules and worksheets. 73 

Q. How does the rate formula work and what terminology is used to explain its 74 

components? 75 

A. Under EIMA, ComEd’s delivery services charges for a “Rate Year” are based on a “Net 76 

Rate Year Revenue Requirement” that includes three components.  First, in the annual 77 

proceeding held prior to each Rate Year, an initial revenue requirement is calculated 78 

using, as directed by EIMA, costs reflected in ComEd’s most recently filed Federal 79 

Energy Regulatory Commission (“FERC”) Form 14, plus projected plant additions and 80 

                                                 
2  “EIMA” is the common short name of the Energy Infrastructure Modernization Act.  EIMA 

refers to the changes and additions made to the Illinois Public Utilities Act (“PUA”) by Public Act (“PA”) 
97-0616, as amended by PA 97-0646 and PA 98-0015. 

3  Both quotations are from 220 ILCS 5/16-108.5(c), a part of EIMA. 
4 Federal Energy Regulatory Commission Form No. 1: Annual Report of Major Electric Utilities, 

Licensees and Others.  FERC Form 1 reports are publicly available on FERC’s web site and are certified by 
a company officer. Financial statement data is independently audited. The Treasury Department data is also 
publicly available. ComEd’s General Ledger data is the source of the FERC Form 1 data as well as the 
utility’s quarterly and annual reports with the Securities and Exchange Commission, which are also 
publicly available. 
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correspondingly updated depreciation reserve and expense as an anticipated proxy for 81 

ComEd’s reasonable and prudent costs of service during the Rate Year. That is the 82 

“Initial Rate Year Revenue Requirement.”  Second, in each annual EIMA update 83 

proceeding, we calculate a “Reconciliation Revenue Requirement” for the prior calendar 84 

Rate Year based retrospectively on the actual reasonable and prudent costs that are then 85 

known.  No projections are included.  That value is then compared to the Initial Rate 86 

Year Revenue Requirement for that same year. The difference is the reconciliation 87 

adjustment, which is collected or refunded, with interest, during the year after the 88 

adjustment is determined.  Finally, limits, both high and low, are imposed on ComEd’s 89 

calculated return on equity for the reconciliation Rate Year, based on the actual 90 

Reconciliation Revenue Requirement data.  These limits are commonly called the Return 91 

on Equity or “ROE” Collar.  The Rate Year Net Revenue Requirement is adjusted to keep 92 

the prior year’s actual earned return within these limits.  This terminology and description 93 

follows what is used by ComEd in Docket No. 13-0318.   94 

Q. How was ComEd’s current rate formula approved? 95 

A. PA 98-0015 became law on May 23, 2013.  PA 98-0015 clarified certain structural 96 

components of the rate formula used to calculate revenue requirements under EIMA and 97 

certain inputs used in those calculations.  ComEd implemented those clarifications in 98 

revisions to Rate DSPP and its formula rate, which it filed with the Commission on May 99 

30, 2013 under the time schedule set out in 220 ILCS 5/16-108.5(k).  Notice of that filing 100 

was provided to various interested parties and a full copy of the filing -- including the 101 
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entire rate formula -- was provided to the AG as well as counsel and consultants for CUB 102 

and numerous other stakeholders.   103 

ComEd also knew that Staff would play an important role in the review of the rate 104 

formula filing and would likely submit a report to the Commission.    Therefore, draft 105 

copies of the filing were provided to Staff in advance of the May 30, 2013 filing, and 106 

ComEd discussed with Staff aspects of the rate formula including aspects of the formula 107 

at issue in this investigation such as the use of year end versus average rate base and the 108 

need to recognize the tax consequences of reconciliation interest.  The Staff issued a 109 

report of its findings to the Commission, also on May 30.  The report Staff actually 110 

submitted is attached as ComEd Exhibit (“Ex.”) 1.01. 111 

On June 5, 2013, the Commission entered its final Order in the Docket 13-0386.  112 

The Commission determined that ComEd’s rate formula (and the resulting revenue 113 

requirements) fully complied with PA 98-0015 and authorized and directed ComEd to 114 

refile identical “Filed Rate Schedule Sheets, with updated revision numbering, and an 115 

effective date of June 6, 2013.”5  In response, ComEd filed the rate formula attached 116 

hereto as ComEd Ex. 1.02.  ComEd’s compliance filing was accepted without change by 117 

the Commission and its Chief Clerk.   118 

While ComEd subsequently revised the proposed costs and other formula input 119 

data in the “populated” spreadsheet during ComEd’s current FRU proceeding (Docket 120 

No. 13-0318), the rate formula used in ComEd Ex. 1.02 and ComEd Ex. 1.03 has been in 121 

effect without change since June 6. 2013.     122 

                                                 
5  Illinois Commerce Commission, ICC Docket No. 13-0386 (Order, June 5, 2013) (“13-0386 

Order”) at 3, ¶ 6.  No rehearing application was filed in this docket, and no appeal was taken. 
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Q. Are all three issues which are the subject of this investigation unambiguously 123 

addressed in the approved rate formula? 124 

A. Yes.  This investigation includes “limited specific questions” about the rate formula that 125 

the Commission approved in Docket 13-0386, specifically whether that approved 126 

formula:  (1) “correctly calculate[s] interest on ComEd's reconciliation balance;” (2) 127 

correctly calculate[s] the Section 16-108.5(c)(5) return on equity (“ROE”) collar; and (3) 128 

“correctly reflect[s] the appropriate tax treatment in calculating interest on the 129 

reconciliation balance,” a question related to potential deferred taxes.   130 

These questions parallel important changes to the rate formula made after PA 98-131 

0015 became law.  In each case, the rate formula is correct: 132 

 The approved rate formula uses a year-end capital structure based on ComEd’s 133 

FERC Form 1 balances for all purposes, including calculating the ROE Collar. It 134 

also uses rate base components, including plant in service, uniformly based on 135 

those year-end balances.  This approach is internally consistent, financially 136 

sensible, and produces meaningful results.    137 

 The approved rate formula calculates interest on the reconciliation adjustment 138 

using ComEd’s weighted average cost of capital set by the Commission in 139 

ComEd’s prior formula rate case.  The formula recognizes, as with all other costs, 140 

that there is an associated income tax liability related to that interest that must also 141 

be recovered.  This is accomplished correctly through what is commonly referred 142 

to as the “WACC gross up.” 143 
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 Deferred tax effects are accounted for.  Deferred income taxes related to the 144 

reconciliation are not netted against the reconciliation before interest is calculated 145 

and it would be incorrect to do so.  Prior to the collecting the reconciliation 146 

balance, ComEd has not received any tax benefit.  The cash receipts, as well as 147 

the tax payment, are deferred.   148 

I will first discuss the ROE Collar, next the need to recognize the income tax effect of 149 

WACC interest, and finally the issue of deferred taxes.   150 

III. IMPROPER USE OF AN AVERAGE RATE BASE IN THE ROE COLLAR 151 

Q. Can you please describe the ROE Collar adjustment? 152 

A. Yes.  The collar provides that if the actual earned ROE for a reconciliation Rate Year 153 

(currently 2012), after reflecting any prudence and reasonableness disallowances, is more 154 

than 50 basis points (“bps”) higher than the ROE allowed under the statutory formula rate 155 

for that year (after reflecting penalties imposed for failure to meet metrics and 156 

performance goals once those goals and metrics apply), then an adjustment will be made 157 

to the net revenue requirement to credit customers for the excess.  Similarly, if the actual 158 

ROE earned by ComEd, after reflecting prudence and reasonableness disallowances, falls 159 

more than 50 bps below the allowed ROE (after reflecting penalties imposed for failure to 160 

meet metrics and performance goals once those goals and metrics apply), an adjustment 161 

in the amount of the shortfall will be made to the net revenue requirement in the 162 

reconciliation proceeding to recover the deficiency.   163 

Q. How is earned ROE calculated and defined under the approved rate formula? 164 
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A. Earned ROE is defined as income divided by the common equity used to fund rate base.  165 

The year-end capital structure ratios are used to proportionately allocate debt and equity 166 

to rate base in order to determine the amounts of debt and equity used to finance the rate 167 

base.  The earned ROE is calculated by dividing that resulting net income by the amount 168 

of rate base funded with common equity.  I do not understand these definitions to be in 169 

question.   170 

Q. What is the rate base used in the calculation of the ROE Collar under the approved 171 

formula rate? 172 

A. The calculation of the ROE Collar is found on Sch FR A-3 – Return on Equity for Collar 173 

Computation (“Sch FR A-3”).  Line 1 of that formula schedule defines the rate base used 174 

for this purpose as the year-end rate base that uses amounts reported on ComEd’s Federal 175 

Energy Regulatory Commission (“FERC”) Form 1 for the prior rate year.  That amount is 176 

also used in calculating the reconciliation revenue requirement on Sch FR A-1 REC – 177 

Revenue Requirement Reconciliation Computation (“Sch FR A-1”).  ComEd complied 178 

with PA 98-0015 by revising its formula template to reflect year-end rate base and capital 179 

structure, including updates to the reconciliation rate base, cost of debt, and the ROE 180 

collar calculation.  The Commission approved that rate formula. 181 

Q. How are the year-end capital structure ratios calculated under the formula? 182 

A. Year-end capital structure ratios are calculated using year-end common equity balances 183 

and year-end debt balances as shown on Sch FR D-1 – Cost of Capital Computation 184 

(“Sch FR D-1”), lines 5-6.  By adding these two balances and dividing each by the total, 185 
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the formula shows that, for 2012, ComEd’s sources of financing its operations are 186 

45.28% equity and 54.72% debt.   187 

Q. Is this the correct manner in which to calculate earnings to be used in the ROE 188 

Collar? 189 

A. Yes.  It implements the change to year-end rate base called for by PA 98-0015.  It is 190 

internally consistent.  It makes sense from a financing perspective.  Its year-end view is 191 

consistent with that universally used in EIMA.   192 

Q. Has any party proposed a different definition of rate base in any pending docket 193 

with the Commission? 194 

A. Yes.  In the current FRU proceeding, Docket 13-0318, a proposal was made6 to use an 195 

“average rate base” for the collar calculation by deriving the mean value of the rate base 196 

during the year instead of the year-end rate base specified in the rate formula.   197 

Q. Would using an “average rate base” for this purpose make sense? 198 

A. No.  Using an average rate base in the calculation of a collar calculation when the 199 

revenue requirement and rates in effect are based on a year-end rate base will almost 200 

always yield an over- or under- earning result given the inherent mismatch in the amount 201 

of equity deployed in the two different methods.  It is inherently illogical to base an 202 

earnings test on one method while using another to set the initial revenue requirement, 203 

the final actual revenue requirement and subsequently the rates to be billed to customers.  204 

If the intent was for rates to be based on an average rate base, the legislation would 205 

                                                 
6  See AG Ex. 2.0, 11:228 – 14:312; AG Ex. 4.0 7:141-73. 
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specify the use of the average rate base instead of the year-end in the establishment of 206 

both the initial and reconciled revenue requirements.  Given that the collar calculation is 207 

the last step in calculating the final revenue requirement for a given calendar year, 208 

utilizing an average rate base method in the collar calculation explicitly has the effect of 209 

replacing the year-end rate base (except for the 50 basis point band allowed within the 210 

collar) values utilized in the reconciliation calculation with an average rate base which is 211 

contrary to the legislation.   212 

My understanding is that the notion of allowable earnings is grounded in the 213 

ratemaking principle that utilities must have the opportunity to earn returns 214 

commensurate with capital market demands.  Generally, I believe public companies, 215 

capital markets, and investors view expected returns by using either an averaging method 216 

or a year-end method but they do not typically view through the lens of an incongruous 217 

calculation that applies parts of both.  218 

Q. What are the consequences of using an internally inconsistent calculation? 219 

A. Using an inconsistent calculation within the ROE Collar will often produce an 220 

incongruous result given that the revenue requirements are calculated using year-end rate 221 

base and year-end capital structure.  For example, the discrepancy in values can readily 222 

be depicted using illustrative data.  As shown on ComEd Ex. 1.04, the mismatch caused 223 

by using an average rate base creates an artificially inflated earned ROE by reducing the 224 

amount of rate base financed by both debt and equity resulting in both a higher net 225 

income due to a reduction in long-term interest expense and higher ROE given the higher 226 

income (numerator) and the lesser amount of equity (denominator).  This creates an 227 
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artificial impression that ComEd’s earnings were further outside the ROE Collar band 228 

than they actually were.  Column C of Ex. 1.04 shows the inverse relationship when 229 

ComEd’s average rate base is higher than its year end rate base.  Here the earned ROE is 230 

artificially deflated when compared to the value calculated utilizing a year-end rate base.  231 

Both of these examples portray an inconsistent and mismatched result when compared to 232 

the method utilized in setting the initial and final revenue requirements. 233 

Q. Is the recommendation to use an average rate base in the collar calculation 234 

consistent with other portions of the formula? 235 

A. No.  There is no average rate base in the approved formula.  The formula uniformly uses 236 

the year-end rate base reflecting amounts from the reconciliation year FERC Form 1 as 237 

an input.  This proposal returns to an entirely different way of calculating rate base, 238 

which was properly rejected after PA 98-0015 became law.   239 

IV. RECOGNITION OF THE TAX COST OF RECONCILIATION INTEREST 240 

Q. What is the purpose and function of the interest rate applied to the reconciliation 241 

balance? 242 

A. The reconciliation adjustment is a regulatory asset or (liability) recorded to reflect the 243 

difference between the revenue requirement reflected in rates in a given calendar year 244 

and what the revenue requirement is after knowing the actual costs incurred in that 245 

calendar year. Because the effects of adjustments resulting from the reconciliation will be 246 

realized during the second year after ComEd’s costs are incurred, when in an under-247 

recovery position, ComEd is financing the difference between its actual costs incurred 248 

and the amounts collected in delivery service charges for a given rate year. I understand 249 
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that the language and intent of EIMA was to allow ComEd to recover its actual costs, 250 

including its cost of financing. Because ComEd’s cost of financing is equal to its 251 

weighted average cost of capital (“WACC”), only an interest rate based on ComEd’s 252 

WACC, including the impacts of income taxes, allows ComEd to recover its cost of 253 

financing.  254 

Q. What is the interest rate to be applied to the reconciliation adjustment under the 255 

approved formula rate? 256 

A. After PA 98-0015 became law, the interest rate used to reflect the carrying costs (i.e., the 257 

time value of money) applicable to the delay in receiving (or refunding) the reconciliation 258 

adjustment is ComEd’s weighted average cost of capital (“WACC”).   259 

Q. How does the application of WACC-based interest on the reconciliation balance 260 

affect the rate formula? 261 

A. The recovery of interest on the reconciliation balance affects the formula in two ways.  262 

First, the formula expressly references WACC as the applicable cost of financing the 263 

unrecovered reconciliation balance.  Second, the calculation of interest at WACC must 264 

include the associated income tax effects in order for it to be “calculated at rate equal to 265 

the utility’s weighted average cost of capital…” 220 ILCS 5/16-108.5(d)(1).  266 

Q. How are ComEd’s income tax costs addressed in the formula? 267 

A. ComEd’s approved rate formula “grosses up” the equity component of the WACC for the 268 

resulting income tax costs in the same fashion as WACC is traditionally grossed up when 269 

it is used as the cost of financing rate base.  The calculations of WACC with and without 270 

income tax impacts are shown on Schedule FR D-1 of ComEd’s formula rate.  When 271 
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applying WACC to rate base to calculate ComEd’s return on rate base, Sch A-1 shows 272 

the various steps to reflect that ultimate return at a pre-tax rate.  With the reconciliation, 273 

ComEd has calculated the equivalent pre-tax rate on Sch FR D-1 - Cost of Capital 274 

Computation (“Sch FR D-1”) and applied it to the reconciliation balance shown on Sch 275 

FR A-4 – Reconciliation Computation (“Sch FR A-4”).  ComEd performs this calculation 276 

on Sch FR D-1 and Sch FR A-1 because there is no similar calculation on Sch FR A-1.  I 277 

attach an example (ComEd Ex. 1.05) that depicts this process.   278 

Q. Why does the rate formula need to “gross up” the WACC-based interest rate in 279 

order to recover its costs of financing the reconciliation balance? 280 

A. The gross up accounts for taxes that will need to be paid as a result of the cash collected 281 

for the reconciliation.  The revenue that ComEd receives for the interest on the 282 

reconciliation balance is subject to income taxes and must be recovered.  Recognizing 283 

these tax costs is often referred to as “grossing up” for income taxes.  If ComEd did not 284 

gross up the WACC-based interest rate for taxes, ComEd could not recover or refund its 285 

carrying costs related to the reconciliation.   286 

Q. Why is it necessary to gross up only the equity component of the pre-tax WACC, as 287 

found on Sch FR D-1 line 21, in order to appropriately account for tax costs? 288 

A. When assets and/or liabilities are financed through the capital structure as a whole, i.e., at 289 

a rate equal to the corresponding WACC for that capital structure, the debt portion of 290 

WACC recovers an equal amount of interest expense which is deductible for tax purposes 291 

resulting in no taxable income.  Therefore, it is not necessary to gross-up the debt portion 292 

of the WACC.  That is not the case, however, with the portion attributable to equity.   293 
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Thus, to recover the costs of equity financing any asset and/or liability it is necessary to 294 

recognize the added tax costs associated with the equity component of the financing.  295 

That is what the gross up for income taxes does.  296 

Q. Why is it not appropriate to treat all of ComEd’s reconciliation balance as financed 297 

by debt, no matter the rate? 298 

A. There are two reasons why it would be incorrect to treat all of ComEd’s financing costs 299 

as if they resulted from debt.  First, the reconciliation balance is not financed only by 300 

debt.  The reconciliation balance does not represent discrete assets that can be financed; it 301 

is simply a mathematical share of the total final reconciliation revenue requirement that is 302 

not even known until actual costs are known and the reconciliation occurs.  It is financed 303 

by all of the financing elements included in the WACC.  ComEd’s capital structure is not 304 

bifurcated to allocate certain capital to finance specific items.   305 

Second, prior findings that ComEd could finance its reconciliation balance with 306 

purely debt were rejected by PA 98-0015 and “pre-empted and superseded.”  Arguing 307 

that the WACC based financing cost should be treated as a purely debt cost is 308 

inconsistent with the rejection of all-debt financing.   309 

Q. Does it affect your testimony that EIMA does not expressly state “including a tax 310 

gross up” or “including tax costs”? 311 

A. No.  The PUA in general does not expressly discuss where tax gross ups are needed.  312 

Like other costs and revenues, EIMA specifies that a WACC rate is to be applied to the 313 

reconciliation asset, and does not mention a gross up.  That this sentence does not say 314 

“and consider the resulting taxes” no more means to me that those taxes should be 315 
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ignored than does it mean we should ignore taxes anywhere else in ratemaking.  Indeed, 316 

with the cost of equity in particular, ComEd and other utilities have consistently grossed 317 

up that equity cost for income taxes.  I am not aware that the Commission has ever 318 

disallowed this gross up, no doubt because they all recognize a utility cannot earn the 319 

authorized return without it.  The gross up of the WACC interest on the reconciliation 320 

balance is no different. 321 

Q. Is an analogous gross up accepted in any other portions of the approved formula 322 

where the statute does not expressly include the phrase “including a tax gross up” 323 

or “including tax costs”? 324 

A. Yes.  In principle and theory, this is the same as the gross up for income taxes ComEd 325 

applies to its Authorized Return on Sch FR A-1 and Sch FR A-1 REC.  ComEd must 326 

receive a weighted average cost of capital return on its rate base that is also grossed up 327 

for taxes.  Otherwise, ComEd cannot earn a weighted average cost of capital return, and 328 

its return on equity will fall below the appropriate return on equity, which is now defined 329 

by statute.   330 

Q. Is it consistent with Commission practice to gross up ComEd’s costs of capital in 331 

prior ratemaking decisions?   332 

A. Yes.  We have reviewed numerous ComEd rate orders where the cost of capital used to 333 

support undifferentiated rate base assets have been discussed and ruled upon and, with 334 

the exception of the reconciliation balance in Docket No. 12-0321, where the issue of tax 335 

costs as they relate to the reconciliation balance was not litigated and which Mr. Fruehe 336 

discusses, we are aware of no decision where the overall capital cost was not 337 
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appropriately grossed up.  In ComEd’s test year rate cases and in the formula rate update 338 

cases, parties have accepted the need to adjust WACC for taxes in connection with 339 

ComEd’s overall return.   340 

I acknowledge that there are also “reconciliations” authorized by certain riders.  341 

But, those circumstances are not comparable.  EIMA ratemaking is aimed at providing 342 

accurate recovery of rate year revenue requirements.  I am not aware of a similar situation 343 

where there is a reconciliation of ComEd’s full distribution revenue requirement as in the 344 

case of the EIMA formula rate template.  In addition, I am not aware that those 345 

reconciliations are based on ComEd recovering interest set at its WACC.  Moreover, in 346 

many of those cases, a finding is made that the risk under the reconciliation provision is 347 

different than the more general rate-recovery risks, which is not the case here.  A better 348 

example in ComEd’s case is the cash working capital calculation in ComEd’s purchased 349 

electricity adjustment rider.  There the cost of capital is grossed up for taxes to account 350 

for the full cost of financing the lag (or lead) related to procuring electricity supply for 351 

ComEd customers.  The reconciliation balance is similar in that it is a lag (or lead) on 352 

recovery of ComEd’s net revenue requirement for an individual rate year and the full cost 353 

of its financing should be recovered (or refunded).  354 

Q. It was suggested in Docket No. 13-0318 that the tax costs ComEd incurs should be 355 

ignored because ComEd receives a tax benefit that offsets a portion of the tax to be 356 

paid on the reconciliation balance.7  Is this accurate? 357 

                                                 
7  See Brosch Reb., AG Ex. 3.0, ICC Docket No. 13-0318, at 10:216 – 11:238. 
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A. No.  The premise behind this sort of argument is that ComEd financed the reconciliation 358 

asset with debt that had an interest rate equal to the WACC and therefore has interest 359 

expense which would be an expense deductible for purposes of calculating current year 360 

income tax.  Therefore, since debt is accompanied by interest expense that reduces 361 

taxable income, that reduction offsets any income tax that ComEd would pay on the 362 

reconciliation revenues themselves.  As I explained above, both the premise and the logic 363 

are flawed.  Moreover, debt is included in ComEd’s overall capital structure and its costs 364 

contribute to the WACC.  The “tax benefit” associated with the debt component is 365 

already recognized and addressed in the calculation that defines the “gross up” for tax 366 

costs.   367 

Q. In Docket No. 13-0318, a witness for the AG also suggests that ComEd’s right to a 368 

WACC return on rate base is different from its right to recover WACC on the 369 

reconciliation balance.  Is he correct? 370 

A. No.  There is no difference between the cost of financing the reconciliation balance and 371 

the cost of financing rate base.  Moreover, PA 98-0015 states that ComEd is to recover 372 

(or refund) interest at WACC.  As I have said, and no one disputes, ComEd cannot 373 

receive (or refund) WACC without the gross up that the established formula includes.  It 374 

is exactly analogous to the return on rate base gross up I just mentioned.  This is also 375 

demonstrated in the example shown in Ex. 1.05. 376 

Q. In Docket No. 13-0318, a Staff witness claimed that WACC need not be grossed-up 377 

to account for the effect of income taxes because, “by definition, the reconciliation 378 

amount is the difference between two revenue requirements.  Each of those revenue 379 
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requirements was already grossed–up for taxes, thus, the resulting reconciliation 380 

amount itself is already grossed-up for taxes.” 8  Is it correct that the reconciliation 381 

process already takes tax costs into account? 382 

A. No.  The reconciliation amount is the difference between two revenue requirements that 383 

have appropriately included a gross up for taxes in order to provide the proper return on 384 

rate base.  That is, the reconciliation represents an over- or under-recovery of costs in a 385 

given year, which is reflected as additional revenues or a reduction of revenue to ComEd.  386 

However, here we are not dealing with the principal or underlying amount of the 387 

reconciliation balance; we are dealing with the interest on that balance – the time value of 388 

money that compensates ComEd for the delay in receiving the reconciliation adjustment.  389 

That lost time value of money does not already reflect tax costs.    390 

Thus, the WACC-defined interest that recovers the time value of money lost 391 

between the year the costs were incurred (2012) and when the revenues will be received 392 

(2014) must be grossed up for taxes.  Without the income tax gross up on the equity 393 

portion of the WACC, these additional revenues are not grossed up for the impact of 394 

income taxes and thus ComEd will not recover or refund its full carrying costs related to 395 

the reconciliation.  Just as the return on rate base must be grossed up, so must the WACC 396 

interest in order for ComEd to fully recover its costs of financing the reconciliation asset.   397 

V. ACCUMULATED DEFERRED INCOME TAXES 398 

A. Definition of ADIT 399 

Q. What is ADIT? 400 

                                                 
8   (Staff Ex 7.0 38:828-43) 
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A. Generally speaking, ADIT reflects the temporary difference between when an expense 401 

(or revenue) is recognized in a company’s financial and accounting records, commonly 402 

referred to as a company’s “books,” versus when the company recognizes that expense 403 

(or revenue) on its tax return.  Deferred income taxes relate to future tax effects and can 404 

be classified as either deferred income tax liabilities or deferred income tax assets.   405 

A deferred tax liability, i.e. a future tax liability, occurs when ComEd receives the 406 

tax benefit before it recognizes the item on its book income statement, or when ComEd 407 

incurs a tax liability based on a specific tax method of accounting after it recognizes an 408 

item on its book income statement.  For example, a plant asset may depreciate over a 5 409 

year life based on Internal Revenue Service (“IRS”) rules but that same asset may be 410 

depreciated over 10 years for book purposes based on generally accepted accounting 411 

principles (“GAAP”).  This means that on the company’s tax return, the expense or 412 

deduction amount realized is larger than the expense recorded on the company’s books, 413 

thus giving the company a tax benefit (lower taxes in the current period) before it has 414 

recognized the expense on its books.   415 

Conversely, a deferred tax asset, i.e., a future tax benefit, occurs when ComEd 416 

receives the tax benefit after it recognizes the item on its book income statement, or when 417 

ComEd incurs a tax liability before ComEd recognizes the item on its books based on a 418 

specific tax method of accounting.  For example, a company may be required to accrue, 419 

for accounting purposes, a liability for an estimated worker’s compensation claim in one 420 

period, but the deduction on the tax return does not occur until cash is paid for that claim.  421 

In this example, the company has recorded an expense on its books for which it will not 422 

receive a tax benefit on its tax return until a future period.  Conversely, a company may 423 
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have established a tax accounting method that requires it to pay tax on an item in the 424 

current period, before recognizing the item on its income statement.  For example, a 425 

company that leases property may receive prepaid rental income from its lessee.  The 426 

company would reflect the rental revenue on its book income statement over the term of 427 

the lease as the lessee uses the property, but because the cash is in hand, would pay tax on 428 

the revenue in the current period.  When this happens for ComEd, ComEd is allowed to 429 

add the amount to rate base (or offset deferred tax liabilities) because investors are 430 

supplying these additional funds until receipt of the tax benefit, and like any investor 431 

supplied funds, they are entitled to rate base treatment and ultimately a return at the 432 

WACC.  Diagram 1 illustrates deferred tax liabilities and assets.   433 

Diagram 1 434 

 435 
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B. The Formula Correctly Addresses ADIT 436 

Q. How does the established rate formula account for ADIT on the reconciliation 437 

balance in the calculation of interest on the reconciliation? 438 

A. Under ComEd’s established rate formula, the calculation of interest on the reconciliation 439 

is shown on Sch FR A-4.  The formula template defines how the reconciliation interest is 440 

calculated and how tax effects are determined and calculated.  It does not provide for 441 

“netting” accumulated deferred income taxes (“ADIT”) with the reconciliation 442 

adjustment within this calculation.  Further this ADIT asset or liability is not included in 443 

rate base. 444 

Q. Does ADIT related to a reconciliation under-recovery provide a source of cash to 445 

ComEd? 446 

A. No.  Deferred taxes related to the reconciliations do exist but they have no cash impact.  447 

For example, Generally Accepted Accounting Principles (“GAAP”) dictate that in 2012, 448 

ComEd record an increase to revenues related to the reconciliation because those 449 

revenues from customers were earned, measurable and probable of ultimate recovery, 450 

based on the language of the Act.  For income tax purposes, however, that revenue 451 

recorded on ComEd’s ledger is not recognized until collected in 2014, creating a book vs. 452 

tax timing difference and an ADIT liability consistent with GAAP, specifically 453 

Accounting Codification Standard “ASC” 740.  At the end of 2012, ComEd had recorded 454 

approximately $132 million in revenues related to the 2012 reconciliation as well as an 455 

ADIT liability related to that reconciliation of approximately $54 million.  This tax 456 
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liability represents an amount that ComEd is obligated to pay in the future and is an 457 

amount that has not yet been recovered from customers through rates. 458 

However, in this circumstance ComEd does not have use of non-investor supplied 459 

funds nor is the income tax expense lower than it would have been as a result of a timing 460 

difference.  For example, with respect to the underlying reconciliation balance at issue in 461 

this case (for rate year 2012), ComEd did not receive any cash from ratepayers in 2012 462 

on account of the reconciliation balance and will not receive it until 2014.  ComEd has, 463 

therefore, incurred carrying costs on the full 2012 reconciliation balance.  The rates in 464 

effect did not recover those costs, and ComEd should earn an interest rate on that 465 

financing until it is able to collect the revenues related to those costs in 2014.  As it 466 

relates to the ADIT on the reconciliation, there is a timing difference for book purposes; 467 

however, that timing difference has not reduced ComEd’s income tax liability payable in 468 

2012 and thus has not provided ComEd with cash.  For tax purposes, the income taxes are 469 

deferred to align with the time that the revenues will be received, but the deferred tax 470 

expense has not been reflected in customer rates, and ComEd has not had access to non-471 

investor supplied funds.  Thus in 2014, ComEd will receive the approximately $132 472 

million reconciliation balance and in connection with its 2014 tax return will also pay the 473 

taxes related to that reconciliation. 474 

Q. Can you provide a simple example to help explain this issue? 475 

A. Yes.  Assume you are working for a company on a special assignment.  The term of the 476 

assignment is three months and you will be paid following completion of the assignment.  477 

At the end of the first month, you have completed 30 days’ worth of work but you have 478 
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no cash to show for it.  You can’t pay your mortgage or shop for groceries based on the 479 

30 days of earnings from this assignment.  Even though you know you will get them in 480 

the future, you will need to use your credit card to finance these costs until you collect 481 

your paycheck.  Likewise, you have no current taxes due to the IRS as you have received 482 

no taxable income.  Your taxes are no more and no less than they would have been had 483 

you not had this assignment.  Move now to the end of the third month, when you have 484 

received your paycheck, you now both have the cash and the debt to the IRS based on 485 

your taxable income.   486 

The reconciliation balance and associated ADIT are synonymous with the cash 487 

payment and the income taxes in this example.  The reconciliation balance provides no 488 

cash to ComEd, no course of funds, until the reconciliation is collected in 2014.  Any 489 

ADIT provides no tax benefit in the current year; the 2012 current taxes payable are no 490 

more and no less as a result of this ADIT balance.  Taxes are reflected in the 2014 tax 491 

return and payable at that time.   492 

Q. How is the ADIT on the reconciliation different from ADIT on ComEd’s plant? 493 

A. ADIT is deducted from rate base (which represents investor supplied funds on which the 494 

utility is allowed to earn a return) in order to recognize that the utility receives cash (in 495 

the amount of the ADIT – the excess of tax over book depreciation) and defers payment 496 

of taxes on this amount.  Thus, ComEd receives the use of ratepayer, or non-investor 497 

supplied funds.  For example, a class of assets may depreciate for book purposes over 30 498 

years; however, for income tax purposes the depreciation method may allow depreciating 499 

the same class of assets over 5 years.  In that instance, ComEd has received a tax benefit 500 
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because the taxes payable in the current year are reduced as a result of the larger 501 

depreciation deduction.  This tax benefit results in cash available to fund rate base 502 

investments.  With respect to the reconciliation balance, by contrast, the reconciliation 503 

balance did not generate any cash for the utility in 2012 in the form of depreciation or a 504 

deduction on the tax return or in any other way, and thus the utility has no source of non-505 

investor supplied funds to finance the reconciliation balance. 506 

Q. Is the regulatory asset related to deferred storm costs similar to the regulatory asset 507 

on the reconciliation, thus suggesting that ComEd should treat the ADIT related to 508 

both regulatory assets in the same way? 509 

A. No.  ComEd includes its regulatory asset related to deferred storm costs in rate base and 510 

nets that balance with the ADIT liability associated with that regulatory asset.  However, 511 

this regulatory asset is different from the regulatory asset related to the reconciliation.  512 

The regulatory assets related to storm costs (or another similar regulatory asset such as 513 

severance costs) were established by recording a reduction to expense on ComEd’s 514 

financial statements.  Further a deduction is taken immediately on the tax return in the 515 

same year the expense was reduced for financial statement purposes.  This means that 516 

ComEd has received a cash benefit, as it has not yet paid taxes on this deferred expense, 517 

that it passes on to ratepayers via netting the ADIT liability against the regulatory asset 518 

balance in rate base.  ComEd then recognizes the expense on its financial statements as it 519 

amortizes the regulatory asset (over a prescribed number of years specific to that 520 

regulatory asset), at which time the revenue is also recognized on the tax return and 521 
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income taxes are paid.  These regulatory assets and their resulting ADIT liabilities mimic 522 

that of the plant and depreciation example used above.   523 

The regulatory asset (or liability) on the reconciliation balance is established by 524 

increasing (or decreasing) book revenues in the reconciliation year.  For tax purposes an 525 

ADIT liability as a result of a timing difference on revenues is different from one 526 

established as a result of a timing difference on expense.  The regulatory asset on the 527 

reconciliation balance is related to a change in revenues not expense, which results in 528 

different tax treatment.  For income tax purposes the revenue recorded on ComEd’s 529 

ledger is not recognized until collected in 2014, creating a book vs. tax timing difference 530 

and an ADIT liability consistent with GAAP, however ComEd receives no cash benefit 531 

related to this ADIT liability. 532 

Q. It was suggested in Docket No. 13-0318, that to accurately represent the cash flows 533 

that ComEd foregoes in the reconciliation process, the net amount – the 534 

reconciliation balance less the ADIT – must be reflected in the calculation of the 535 

reconciliation balance owed by ratepayers.  Is this suggestion correct? 536 

A. No.  The suggestion wrongly assumes that simply because deferred taxes are involved, 537 

they have a cash impact on ComEd – i.e., that they are a source of funds or capital to 538 

ComEd – and that the reconciliation balance should be adjusted as a result.  ComEd has 539 

not received non-investor supplied funds related to the underlying reconciliation balance, 540 

and ComEd has received no tax benefit as a result of the ADIT entry booked on its 541 

financial statements.   542 
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This can best be explained by an example.  Assume that ComEd’s reconciliation 543 

balance for rate year 2012 is $100 million and ComEd’s tax rate is 40%.  The ADIT on 544 

the reconciliation balance – the taxes that ComEd would pay in 2013 if it received the 545 

$100 million in 2013 – would be $40 million.  Thus, the cash flow that ComEd is 546 

deprived of for 2013 is $60 million.  At an assumed 10% interest rate, this $60 million 547 

becomes $66 million in 2014 when it will be collected.  ComEd’s method of calculation 548 

allows this recovery to be had, as shown in the first column below: 549 

 550 

However under the proposed methodology, ComEd would recover less than its 551 

foregone cash flows.  Continuing with the example, if the Commission subtracts ADIT 552 

from the reconciliation balance for calculation of the interest, in 2014 the reconciliation 553 

balance of $100 million plus 10% interest on only $60 million of that balance would be 554 

$106 million, less 40% taxes results in $64 million as shown in the second column above.  555 

This does not accurately represent ComEd’s foregone cash flows plus interest at the 556 

1 2012 Reconciliation Balance 100                         100                               (a)
2 Less: ADIT @ 40% Tax Rate N/A (40)                               (b)
3 Reconciliation Amount to Apply Interest To 100                        60                                (a) - (b) = (c)
4 Interest @ 10% 10                           6                                   (c) * 10% = (d)

5 2012 Reconciliation Balance 100                         100                               (a)
6 Interest 10                           6                                   (d)
7 Total Reconciliation + Interest 110                        106                              (a) + (d) = (e)
8 Taxes Payable on 2014 Tax Return @ 40% (44)                          (42)                               (e) * 40% = (f)
9 Total Net Amount Recovered 66                           64                                (e) - (f)

 Change to 
Subtract ADIT 

Approved
 ComEd Formula

Net Amount  to 
Recover = $66M

Net Amount   
Recovered = $66M
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allowed rate, WACC.  Thus if this proposal were adopted, ComEd will not recover its full 557 

cost of financing the under recovery of $132 million for rate year 2012. 558 

Q. If the reconciliation resulted in an over-recovery or refund to customers would the 559 

impact be the same? 560 

A. Yes.  As seen with the 2011 reconciliation, Docket No. 12-0321, ComEd calculated an 561 

over-recovery in 2011 resulting in a reduction to the revenue requirement.  ComEd 562 

recorded on its general ledger a reduction to revenues and an ADIT asset as a result of the 563 

timing difference.  In this case, ComEd is refunding the 2011 reconciliation to customers 564 

in 2013, and the tax deduction related to this refund will be taken on the 2013 tax return, 565 

matching the deduction on the tax return with the refunds to customers.  The formula rate 566 

approved by the Commission after PA 98-0015 became law calculates interest on over-567 

collection the same way it calculates interest on this under-recovery in the pending case, 568 

without netting ADIT.  569 

Q. Has this proposal been discussed in a prior docket? 570 

A. Yes.  In Docket No. 11-0721, the same adjustment was proposed and the Commission 571 

ruled that no adjustment was warranted.  There is no relevant factual difference between 572 

what was rejected then and the suggestion made this year.   573 

VI. CONCLUSION 574 

Q. Does this complete your direct testimony? 575 

A. Yes.  576 


