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I. INTRODUCTION / SUMMARY 1 

 2 

Q.  Please state your name and business address.  3 

A. My name is Michael L. Brosch.  My business address is PO Box 481934, Kansas 4 

City, Missouri 64148-1934. 5 
 6 
Q. Have you prepared Direct and Rebuttal Testimony that was previously filed in 7 

this proceeding? 8 

A. Yes.  My Direct and Rebuttal Testimony and related exhibits were prepared on 9 

behalf of the People of the State of Illinois represented by the Attorney General, 10 

(“Attorney General” or “AG”).  These documents were identified as (i) AG Exhibits 11 

1.0R, 1.1, 1.2, 1.4C, 1.5, 1.6, 1.7C, and 1.8 through 1.10; and (ii) AG Exhibits 3.0 12 

through 3.3, respectively.  My qualifications and previous testimony experience 13 

were described in AG Exhibits 1.1 and 1.2. 14 

Q. What is the purpose of your Surrebuttal Testimony in this docket? 15 

A. My testimony is responsive to the Surrebuttal Testimony submitted by Ms. 16 

Brinkman (ComEd Ex. 3.0) regarding the formula revenue requirement calculations 17 

of Commonwealth Edison Company (“ComEd” or “the Company”).  I will address 18 

Ms. Brinkman’s rebuttal arguments regarding income tax additives to ComEd’s 19 

Weighted Average Cost of Capital (“WACC”) and will also respond to her rebuttal 20 

regarding the Accumulated Deferred Income Tax (“ADIT”) cash flow benefits 21 

arising from delayed recovery of the reconciliation regulatory asset. 22 

 23 



 
 
 

Docket No. 13-0553    2  AG Ex. 5.0 

II. RECONCILIATION INTEREST RATE 24 

Q. Ms. Brinkman claims in her Rebuttal Testimony that “Interest ‘calculated at a 25 

rate equal to’ WACC necessarily includes the tax consequences of that 26 

interest.”1  Is this correct? 27 

A. No.  The WACC-based interest rate chargeable to ratepayers while any 28 

reconciliation remains unrecovered represents compensation for incremental interest 29 

costs that may be incurred by the utility to finance its net investment in under-30 

collection of revenue requirements. As I noted in my previously filed rebuttal, when 31 

interest expense is incurred by a business at any assumed cost rate, even a rate as 32 

high as a utility’s WACC, such interest expense would be fully deductible in 33 

determining taxable income and does not generate any income tax impacts that must 34 

be considered.2  There is no “tax consequence” of a business incurring and then 35 

recovering incremental interest under these conditions because the interest revenues 36 

and corresponding tax-deductible interest expenses would not create any 37 

incremental taxable income. 38 

Q. According to Ms. Brinkman, “There are three different calculations of WACC 39 

on Sch FR D-1 of the formula rate. All three of these values represent the 40 

WACC at different stages of the cash flow stream. In order to choose the right 41 

WACC value to apply in a particular situation within the formula, it is 42 

imperative to know the perspective and purpose of each value.”3  Does the 43 

Commission need to “choose” from a menu of WACC values in order to specify 44 

                                                
1  ComEd Ex. 3.0 at 2:44. 
2  AG Ex. 3.0 at 2:34:41. 
3  ComEd Ex. 3.0 at 5:112-6:116. 
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an interest rate equal to the WACC for application to the reconciliation 45 

amount? 46 

A. No.  There is only one WACC and it is the single calculated percentage value that 47 

represents the weighted average of cost rates assigned to each form of capital within 48 

the ratemaking capitalization.  For ComEd in the context of pending Docket No. 13-49 

0318, the Company’s WACC is set forth at line 21 of Sch. FR D-1 as the sum of the 50 

Company’s Weighted Cost of Equity (at line 17), Weighted Cost of Long-Term 51 

Debt (at line 18), Weighted Cost of Short-Term Debt (at line 19) plus its Cost of 52 

Credit Facilities (at line 20). 53 

Q. Ms. Brinkman claims that, “With regard to the reconciliation, only the 9.71% 54 

WACC found in line 25 of Sch. FR D-1 will provide ComEd with enough 55 

revenue to pay income taxes and ultimately provide the 5.71% after-tax 56 

WACC to its investors. There are no other line items on Sch FR A-4 that would 57 

adjust for the income tax effects related to both the cost of debt and cost of 58 

equity.”4  Is this true? 59 

A. No.  Ms. Brinkman appears to be assuming that use of the WACC percentage as the 60 

applicable interest rate for the Company’s reconciliation investment implies that 61 

ComEd is not charging only interest to customers, but is actually seeking to recover 62 

an equivalent rate base return on the reconciliation under-collection, as if the 63 

Company is raising new equity capital and debt capital in direct proportion to its 64 

calculated WACC to support reconciliation investments.   I understand the P.A. 98-65 

0015 modifications to 220 ILCS 5/16-108.5 of the Public Utilities Act to specify 66 

only an interest allowance on the reconciliation over- or under-collection equal to 67 

                                                
4  Id. at 6:117-121. 
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the WACC percentage rate, rather than a return on rate base equivalent amount that 68 

presumes that new equity and debt capital is actually being issued to support 69 

reconciliation investments.   70 

Q. After quoting from the statute that specifies the interest rate that P.A. 98-0015 71 

applies to the reconciliation under-collection, Ms. Brinkman states, “Because 72 

interest earned by ComEd is taxable, the only way to calculate an interest rate 73 

equal to WACC is to recognize the tax effects of the interest and use the 9.71% 74 

WACC from Sch FR D-1, line 25. That is what the existing formula does, and 75 

what the proposal to change the formula will wrongly undo.”5  Do you agree? 76 

A. No.  ComEd has already calculated “an interest rate equal to WACC” at line 21 of 77 

Sch. FR D-1, in the manner described above.  Further adjustment “to recognize tax 78 

effects of the interest” is not appropriate because “interest” does not have any 79 

further tax effects.  If the Company actually incurs incremental interest expense 80 

equal to the interest it adds to the reconciliation balance and collects from 81 

ratepayers, its future incremental interest income and tax deductible interest expense 82 

will be offsetting and there would be no “tax effects of the interest” as alleged by 83 

Ms. Brinkman. 84 

Q. Ms. Brinkman states in rebuttal, “ComEd receives a weighted average cost of 85 

capital return on its rate base today. My understanding is that this is also true 86 

for other utilities under EIMA as well as other utilities operating under 87 

traditional test year regulation. In that return, WACC represents, as it does 88 

here, the cost of capital of the utility used to finance assets generally.  89 

Traditionally, that weighted average cost of capital is grossed up for taxes, such 90 

                                                
5  Id. at 6:128-132. 
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that the utility earns its weighted average cost of capital.”6  Does P.A. 98-0015 91 

provide for ComEd to earn an overall rate base form of WACC return on its 92 

investment in unrecovered reconciliation amounts? 93 

A. No.  There is no provision within PA 98-0015 to treat reconciliation over- or under-94 

recoveries as if these amounts have been included in rate base, with corresponding 95 

application of a WACC overall cost of capital rate and calculation of income tax 96 

expenses.  Instead, the WACC calculation is used to derive a percentage interest rate 97 

for application to the reconciliation amounts during the period they have not been 98 

collected or returned to ratepayers.  Using the WACC percentage rate to specify 99 

interest does not mean that ComEd is being allowed a composite rate of return that 100 

includes equity components, as Ms. Brinkman suggests by her reference to “the cost 101 

of capital of the utility used to finance assets generally.” 102 

Q. Does Ms. Brinkman concede in her rebuttal that the Company’s application of 103 

an income tax factor-up to the WACC percentage is based entirely upon the 104 

presumption that P.A. 98-0015 allows both interest and an equity return on 105 

reconciliation over- or under-recoveries? 106 

A. Yes.  She acknowledges that both interest income and interest expense are 107 

includable in determining taxable income where she states, “When we collect 108 

interest we pay tax. The offsetting deduction, if any, applies only to the debt portion, 109 

leaving ComEd with paying the income tax in proportion to equity.”7  Where we 110 

disagree is in Ms. Brinkman’s refusal to acknowledge that there is no specified 111 

“equity” return element when applying interest to reconciliation over- or under-112 

recoveries under PA 98-0015 and there should be no income tax factor-up based 113 

                                                
6  Id. at 7:145-150. 
7  Id. at 11:233-234. 
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upon ComEd’s unsupported presumption that new equity financing is required to 114 

support reconciliation amounts. 115 

Q. Does Ms. Brinkman concede that it is impossible to specify the sources of new 116 

capital that may be incurred to support reconciliation amounts? 117 

A. Yes.  She states, “…capital is fungible, there is no specific series of debt or 118 

component of equity financing that can be directly attributable to financing the 119 

reconciliation. PA 98-0015 rejected the notion that the reconciliation is financed at 120 

some separate cost, and Mr. Brosch cannot resurrect that argument in this indirect 121 

way.”8 122 

Q. Does your application of WACC as an interest rate for the reconciliation 123 

balance depend upon the specification of specific sources of incremental new 124 

capital for such investment as suggested by Ms. Brinkman? 125 

A. No.  I noted in my Direct Testimony that the Company is free to actually finance 126 

any changes in the reconciliation balance using any form of capital it desires, 127 

including a mix of debt or equity, but P.A. 98-0015 specifies that we are to apply an 128 

interest rate equal to the WACC to such over- or under-collection.9   By specifying 129 

WACC as the applicable interest rate, P.A. 98-0015 appears to make no attempt to 130 

estimate the marginal cost of actual new debt or equity capital that may actually be 131 

deployed to finance the reconciliation over- or under-collection.  The WACC is, by 132 

definition, a composite of historical embedded debt costs and equity cost estimates 133 

that are not indicative of the cost rates for newly issued debt or equity. 134 

Q. According to Ms. Brinkman, “Again, ComEd finances the reconciliation 135 

balance with its approved capital structure. Mr. Brosch’s statement tacitly 136 
                                                
8  Id.  at 11:217-220. 
9  AG Ex. 1.0R at 7:155-160. 



 
 
 

Docket No. 13-0553    7  AG Ex. 5.0 

admits there will be a shortfall in recovery if the reconciliation is not financed 137 

specifically and entirely with debt.”10  Is this true? 138 

A. No.  In specifying a WACC-based interest rate, P.A. 98-0015 did not find that 139 

ComEd finances the reconciliation under-collection with any particular capital 140 

structure or mix of debt and equity.  The Company’s sources and uses of capital can 141 

be expected to continuously change while reconciliation under-recoveries are 142 

awaiting recovery from, or return to, ratepayers.  Application of a WACC-based 143 

interest rate to these amounts may either over- or under-state the actual costs of any 144 

newly-issued debt or changes in equity capital balances.  A special study could be 145 

conducted to isolate changes in the utility’s actual capital balances, ratios and cost 146 

rates in connection with changing reconciliation under-recoveries, but no such study 147 

is required to apply the specified WACC-based interest rate to the reconciliation 148 

amounts.  There is no basis to conclude that allowing WACC-based interest will 149 

create any “shortfall in recovery” without undertaking this type of special study. 150 

 151 

III. RECONCILIATION DEFERRED TAXES  152 

 153 

Q. According to Ms. Brinkman, “As it relates to the ADIT on the reconciliation 154 

balance however, the reconciliation balance generated no cash for the utility in 155 

2012 in depreciation or a deduction on the tax return or in any other way, and 156 

the utility has no source of non-investor supplied funds to finance the 157 

reconciliation balance. There is no cash benefit.”11  Is this correct? 158 

                                                
10  Id. at 11:224-226. 
11  Id. at 13:270-274. 
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A. No.  All deferred income tax expense entries that create growing ADIT liabilities on 159 

the Company’s books represent a source of internally generated cash flow to the 160 

utility.  The delayed recovery of reconciliation revenue does not change the fact that 161 

all of ComEd’s 2012 incurred expenses and income tax deductions remained 162 

available to reduce the Company’s currently payable income taxes at the same time 163 

that the reconciliation portion of the revenues to recover such expenses and 164 

deductions were not taxable because cash recovery is delayed.  When Ms. Brinkman 165 

claims that “the reconciliation balance generated no cash for the utility in 2012” she 166 

does not deny that ComEd was able to reduce its income tax liability by claiming all 167 

of its allowable tax deductions in 2012, even though a portion of the related revenue 168 

recoveries were delayed and not currently taxable.   169 

Q. Please explain how the deferral of taxable revenue collection creates a current 170 

cash flow benefit to ComEd. 171 

A. Reconciliation-related accruals of revenues that will be collected from ratepayers in 172 

future tax years are not income taxable until billed and collected from customers.  173 

This means that the income tax expenses recorded in connection with reconciliation 174 

revenues are entirely deferred income taxes and are not currently payable in cash.  175 

The cash benefit from these ADIT entries can more easily be understood by 176 

considering what cash flow was actually foregone by ComEd in 2012 when the 177 

Company did not collect all needed revenues to recover its costs immediately in 178 

cash.  For every dollar of foregone 2012 cash revenues while awaiting reconciliation 179 

recovery, the Company also avoided paying about 41 cents in income taxes on those 180 

revenues, so that the incremental after-tax income that was not collected in cash, 181 

and that ComEd is required to carry as an investment until cash recovery occurs, is 182 
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only 59 cents.  The Company should apply interest to only the foregone after-tax 183 

cash flow it was denied in 2012, at 59 cents on the dollar. 184 

Q. According to Ms. Brinkman, “As I discuss in my direct testimony, taxes related 185 

to the reconciliations are deferred because the revenue is deferred, and that 186 

deferral has no cash impact. The deferred tax liability represents an amount 187 

ComEd must pay in the future and is an amount that has not yet recovered 188 

from customers through rates.”12  Does this discussion of what has been 189 

deferred accurately characterize how much net cash flow ComEd is waiting to 190 

recover? 191 

A. No.  The net cash flow ComEd is waiting to recover is a net-of-income-tax amount.  192 

Consider what will happen when reconciliation revenues are collected in the future 193 

by ComEd.  For every dollar of future reconciliation revenue recovery, ComEd must 194 

pay incremental income taxes that will consume 41cents of such revenue, leaving the 195 

Company with a net-of-income-tax cash benefit of only 59 cents on the dollar.  Ms. 196 

Brinkman’s statement that “[t]he deferred tax liability represents an amount ComEd 197 

must pay in the future and is an amount that has not yet recovered from customers 198 

through rates” is another indication of the actual foregone net cash flow upon which 199 

ComEd should be allowed to accrue interest.  Under the Company’s proposal, which 200 

does not recognize the deferral of income tax payments on reconciliation revenues, 201 

ComEd will improperly earn interest on every dollar of revenue for which recovery 202 

is delayed, even though the actual foregone cash flow while awaiting recovery is 203 

only 59 cents on the dollar.  This result makes no sense, results in excessive rates, 204 

and should be rejected by the Commission. 205 

                                                
12  Id. at 12:256-259. 



 
 
 

Docket No. 13-0553    10  AG Ex. 5.0 

Q. With respect to ComEd’s Net Operating Loss (“NOL”) carryforward, Ms. 206 

Brinkman claims that you are “mischaracterizing” the Company’s explanation 207 

in part (e) of its response to AG 4.03.13  Did you incorrectly characterize how 208 

the NOL would have been impacted if ComEd had collected all of the cash 209 

revenues needed in 2012 and no reconciliation under-collection had occurred? 210 

A. No.  My Direct Testimony correctly stated that, when utilities are in a Net Operating 211 

Loss (“NOL”) carryforward position, which is currently true for ComEd, the size of 212 

the NOL in each tax year is directly impacted by changes in the reconciliation 213 

balance regulatory asset, and the resulting NOL deferred tax asset is included in rate 214 

base to directly impact utility rates.14 I did not claim, as suggested by Mr. Brinkman, 215 

that the deferred tax asset related to the Federal NOL served to “…affect the 216 

deferred income tax position related to the regulatory asset for the under-recovery of 217 

reconciliation amounts”.15  Instead, my testimony makes the obvious point that 218 

delayed recovery of significant amounts of taxable revenues associated with the 219 

Company’s reconciliation revenue requirement further reduced ComEd’s 2012 220 

taxable income, thereby increasing its NOL deferred tax asset that is included in rate 221 

base.  Ms. Brinkman appears to concede my point on NOL impacts where she states, 222 

“…under perhaps a hypothetical scenario where ComEd collects the cash related to 223 

the reconciliation in 2012, changing ComEd’s taxable income in 2012, the NOL may 224 

have been decreased.”16  It is clearly a hypothetical scenario when one assumes that 225 

ComEd has no 2012 reconciliation revenue requirement.  In any event, ComEd’s 226 

response to DR AG 4.03 is included within AG Exhibit 1.10, and part (e) of that 227 

                                                
13  Id. at 14:302-15:309. 
14  AG Ex. 1.0R at 15:347-16:351. 
15  ComEd Ex. 3.0 at 14:300-302. 
16  Id. at 15:304-306. 
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response clearly and accurately states the expected outcome on the Company’s 228 

books if we assume (i) the absence of delayed recovery of reconciliation revenues 229 

and thus (ii) increased taxable revenues in 2012. 230 

Q. Does this complete your Surrebuttal testimony? 231 

A. Yes, it does. 232 


