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STATE OF ILLINOIS

ILLINOIS COMMERCE COMMISSION

COMMONWEALTH EDISON COMPANY )
)
) Docket No. 13-0318

Annual formula rate update and revenue )
requirement reconciliation under )
Section 16-108.5 of the Public Utilities Act )

REPLY BRIEF
OF THE PEOPLE OF THE STATE OF ILLINOIS

The People of the State of Illinois, by and through Lisa Madigan, Attorney General of the

State of Illinois, hereby file their Reply Brief in the above-captioned proceeding. The People’s

Reply Brief responds to the Initial Briefs filed by Commonwealth Edison Company (“ComEd”)

and the Commission Staff (“Staff”).

I. INTRODUCTION

The People continue to urge the Commission to correct three important aspects of

ComEd’s formula rate update presentation in this docket. First, ComEd’s calculation of its

reconciliation under-collection interest rate, which included an unlawful gross-up for income

taxes, should be modified to remove that unauthorized gross-up for interest expense. The

Commission Staff (Ex.7.0 at 38-39); the Illinois Industrial Energy Consumers, the City of

Chicago and the Citizens Utility Board (IIEC/City/CUB Ex. 1.0 at 3-4) all concur on this point.

In addition, ComEd’s failure to recognize in the calculation of the reconciliation under-recovery

the accumulated deferred income taxes (“ADIT”) realized by the Company during the year being

reconciled prior to application of the reconciliation interest rate must be rectified in order to
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ensure that the rates customer pay are not excessive. As discussed below, both the legal and

substantive arguments offered by the ComEd and Staff in opposition to that adjustment ignore

the language of EIMA and the regular Commission practice of recognizing the cash value of

deferred income taxes in the rates paid by utility ratepayers so as not to create unjust and

excessive rates.

Another significant change to ComEd’s formula rate presentation involves its calculation

of the Return on Equity (“ROE”) collar adjustment. The Company’s and the Staff’s arguments

against the ADIT and ROE collar adjustments ignore the over-riding policy of Section 16-108.5

that the formula rate “[p]rovide for the recovery of the utility’s actual costs of delivery services

that are prudently incurred and reasonable in amount consistent with Commission practice and

law.” 220 ILCS 5/16-108.5(c)(1) (emphasis added). The People are joined by the IIEC, the

City of Chicago and CUB in requesting the Commission’s correction of this ComEd calculation

in order to ensure the establishment of just and reasonable rates in this proceeding.

Other adjustments to ComEd’s proposed revenue requirement affecting ComEd’s

allocations of plant, ADIT on vacation pay operating reserves, incentive compensation,

employee stock purchase plan, rate case expense and billing determinants should be adopted in

this proceeding, as discussed below and in the People’s Initial Brief.

II. SCOPE OF PROCEEDING

As noted in the AG Brief, it is the People’s position that ComEd’s Verified Amended

Petition to its original April 29, 2013 filing in this docket, filed on May 31, 2013, included

changes to the formula rate tariff not authorized by P.A. 98-0015. While Section 16-108.5(d)

does not authorize the Commission to include changes to the approved formula rate tariff in this
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proceeding, just what adjustments constitute changes to the tariff itself or are simply tariff inputs

that the Commission can address in this proceeding remain at issue.

ComEd argues that because the AG adjustments related to the reconciliation interest rate,

whether to include Accumulated Deferred Income Taxes (“ADIT”) in the reconciliation interest

calculation and the return on equity collar calculation “are inconsistent with the established

rate formula, they must be rejected in this case.” ComEd IB at 7-8. In support of this position,

ComEd cites Section 16-108.5(d), which it argues gives the Commission no “authority ...

to consider or order any changes to the structure or protocols of the performance-based formula

rate” in annual update cases. 220 ILCS 5/16-108.5(d). The Company urges the Commission to

consider these adjustments in the “in a utility rate filing or by the Commission after an

investigation ‘as set forth in Section 9-201 of this Act.’” 220 ILCS 5/16-108.5(c). Id.

As noted in the AG Initial Brief, it is the People’s position that ComEd’s Verified

Amended Petition to its original April 29, 2013 filing in this docket, filed on May 31, 2013,

included changes to the formula rate tariff not authorized by P.A. 98-0015. While Section 16-

108.5(d) does not authorize the Commission to include changes to the approved formula rate

tariff in this proceeding, just what adjustments constitute changes to the tariff itself or are simply

tariff inputs that the Commission can address in this proceeding remain at issue. The People

believe that the Commission has the authority to correct the adjustments delineated in its

Complaint in Docket No. 13-0511 in this docket. If the Commission concludes that the tariff

protocols and structure incorporate more than the FR A-1 and FR A-1REC schedules and

protocols in 16-108.5(c)(4), the People urge the Commission to adopt the AG adjustments

related to the reconciliation interest rate, the reflection of ADIT in the reconciliation interest



6

calculation and the incorporation of an average rate base in the return on equity collar calculation

in the Commission’s investigation of the Amended Formula Rate Tariff in Docket No. 13-0553.

III. RATE BASE
B. Potentially Uncontested Issues

1. Plant in Service
a. Distribution Plant
b. General and Intangible Plant

Both the People and Commission Staff agree that the Commission should reject ComEd’s

proposed use of the FERC method to allocate General & Intangible Plant (“G&I Plant”). AG IB

at 12; Staff IB at 10. As noted in their Initial Brief, AG witness Mr. Brosch determined that the

Company’s updated facilities study provides a reasonable basis for allocation of costs between

FERC and ICC regulated jurisdictions. AG IB at 11-12; AG Ex. 3.0 at 7. The FERC method,

however, has not been proven to more accurately represent the basis for ComEd’s incurring of

G&I costs. AG IB at 12-13; AG Ex. 3.0 at 7-8. The Company, apparently, recommends the use

of W&S to allocate all G&I plant in this proceeding solely to preserve its argument that the

Commission erred in its prior orders. ComEd IB at 16. The Company presents no further

argument on this issue. Therefore, ComEd has not carried its burden on this issue and the People

urge the Commission to adopt the well-reasoned arguments of the People and Staff on this issue.

AG IB at 13; Staff IB at 11-12.

Moreover, as the People demonstrated in their Initial Brief, Commission practice

supports rejecting ComEd’s proposed change to the allocation of G&I Plant. AG IB at 12. In

Docket No. 11-0721, ComEd sought adoption of the jurisdictional allocation methods that

ComEd utilizes in determining FERC-regulated formula transmission rates. The Commission

rejected these proposals and required ComEd to continue to employ the jurisdictional allocation
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methods for G&I Plant in Service and for property tax expenses that have been historically

utilized in Illinois.1

Based on the foregoing and the argument presented in their Initial Brief, the People urge

the Commission to retain the allocation methods previously approved and applied by the

Commission in previous formula rate orders.

C. Contested Issues

1. Accumulated Deferred Income Taxes (ADIT) Adjustment on Vacation
Pay

In their Initial Brief, the People presented their proposed adjustment that seeks to rectify

irregularities in the Company’s accounting of deferred taxes from accrued vacation pay. AG IB

at 13-14. As previously explained, the Company’s operating reserves represent accruals,

including accrued vacation pay, that have yet to be disbursed as cash. AG IB at 13; AG Ex. 4.0

at 4. These operating reserves are deducted from plant in service when determining rate base.

AG IB at 13; AG Ex. 4.0 at 4-5. When calculating the expenses related to vacation pay, the

Company charges a portion to expenses and charges another portion, which represents the

amount to be added to plant accounts, to a deferred debit account. AG IB at 13-14; AG Ex. 2.0

at 5; 4.0 at 4-5. This second portion, the deferred debit, is added by the Company to rate base

because the costs have not been recovered from ratepayers. AG IB at 13; AG Ex. 2.0 at 4; 4.0 at

4.

According to an analysis by AG witness Mr. Effron, the Company improperly records a

portion of vacation pay to be capitalized to plant accounts as a deferred debit as a separate

addition to its rate base. AG IB at 13-14; AG Ex. 2.0 at 3-4; 4.0 at 4-5. As explained by the

People in their Initial Brief, the deferred debit balance does not represent actual investor supplied

1
Docket No. 11-0721 Final Order dated May 29, 2012, pages 21-27 and 103-104.
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funds; and should first be netted against the accrued vacation pay included in operating reserves

and then deducted from rate base. AG IB at 14; AG Ex. 2.0 at 5; AG Ex. 4.0 at 4. The underlying

calculations and the justification for these calculations were explained in greater detail in the

People’s Initial Brief and in Mr. Effron’s testimony. AG IB at 14-15; AG Ex. 4.0 at 2-4.

Ultimately, the People’s proposal reduces the related deferred tax debit balance included in rate

base by $8,945,000.

Despite the detailed explanations provided by Mr. Effron, there appears to be a

disconnect in both the Commission Staff and the Company’s understanding of the People’s

proposed adjustment. Both the Company and Staff argue that the capitalized portion of vacation

pay is properly recorded by the Company and does not create any additional ADIT related to the

deferred debit. ComEd IB at 21; Staff IB at 13-14. For its part, ComEd claims that the analysis

performed by AG witness Mr. Effron on the issue is incorrect and that he imputed a deferred tax

liability where none exists. ComEd IB at 21-22.

As previously stated in the People’s Initial Brief, it is irrelevant whether there is a

deferred tax liability associated with any non-rate base amounts. AG IB at 15-16. As discussed

in greater detail in the People’s Initial Brief, this deferred debit does not require investor

supplied funds. AG IB at 14-15; AG Ex. 2.0 at 5. This leads to the crux of Mr. Effron’s

proposal: that the capitalized portion of vacation pay in the Deferred Debit account should not be

included in rate base. AG IB at 14-16; AG Ex. 2.0 at 4-5. Therefore, because the capitalized

portion of vacation pay in the Deferred Debit account should not be in rate base to begin with, it

is irrelevant whether there is a deferred tax liability associated with that non-rate base amount.

Whether ComEd chooses to have investors supply the capital for a portion of this deferred debit
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as they claim to do so (see ComEd IB at 25) does not place ratepayers on the hook for

reimbursing the investors.

The Company also relies on the previous docket, 12-0321, for the Commission’s previous

rejection of this proposal and claims that the People have not provided the Commission with the

information that it had requested in Docket No. 12-0321. ComEd IB at 22. The People simply

note that the Commission “encourage[d] the parties to make arguments that are clear and

concise” and stated that it “hopes to see this issue further developed in subsequent rate cases.”

Docket No. 12-0321, Final Order (December 18, 2012) at 17. The People have provided testimony

and exhibits discussing the topic as well as a thorough discussion in their Initial Brief, furthering

the Commission’s stated goal of having the “issue further developed.” AG IB at 13-16. The

Company also persists in claiming that this almost $9 million adjustment is nothing more than an

issue of “semantics.” ComEd IB at 22; ComEd Ex. 17.0 at 21-22. As noted in the People’s

Initial Brief, this issue is far from an issue of “semantics” because it has a substantive effect on

the determination of the Company’s rate base. AG IB at 15; AG Ex. 2.0 at 5; AG Ex. 4.0 at 4.

For all of these reasons as well as those presented in the People’s Initial Brief, the People

urge the Commission to adopt its well-supported adjustment to accrued vacation pay.

IV. OPERATING EXPENSES

C. Potentially Contested Issues
1. Rate Case Expenses

The People continue to support the recommendations for disallowances proposed by Staff

witness Richard Bridal related to Appeal and Remand, Attorneys and Expert rate case expense.

2. Incentive Compensation Program Expenses
a. Long-Term Performance Share Awards Program (“LTPSAP”)
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The People, in their Initial Brief, presented a well-supported and reasoned adjustment

disallowing all of the Company’s test year expenses associated with its new Long-Term

Performance Share Award Program (“LTPSAP”). AG IB at 19; AG Ex. 1.3, p. 4. The record

evidence in this docket supports the People’s adjustment, and Staff is in agreement, that the

Commission should exclude 100 percent of the expenses related to LTPSAP.

Although ComEd concedes that the Commission should disallow 86.4% of its LTPSAP

costs, based upon Staff’s original and later revised position, the Company argues that the

People’s recommendation to disallow these costs in their entirety “ignores” the Company’s

position that some piece of compensation under LTPSAP is “tied to permissible metrics that

benefit customers.” ComEd IB at 47. Specifically, the Company claims that it can recover about

14 percent of its costs because the Act allows recovery of incentive compensation costs related to

certain metrics, in this case purported operational metrics. ComEd IB at 45-46. The record

evidence in this docket, as demonstrated by the People, does not support the Company’s

position. AG IB at 19-22; AG Ex. 1.0 at 31-34. As noted by the People in their Initial Brief, the

Company’s LTPSAP expenses fail to meet statutory requirements for recovery. In particular, the

program’s design does not directly tie employee payouts to ComEd-specific goals; rather, the

payout is aligned with Exelon goals. AG IB at 19, 20, 21; AG Ex. 1.0 at 31. Therefore, the

LTPSAP fails to meet the Act’s threshold requirement. AG IB at 20; AG Ex. 1.0 at 31.

Moreover, the LTPSAP is only available to a select group of executives approved by the

Compensation Committee of the Exelon Board of Directors. AG Ex. 1.0 at 31; AG IB at 20.

Therefore, People urge the Commission to reject 100 percent of the expenses associated with

LTPSAP.
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The Company also relies heavily upon Commonwealth Edison Co v. Illinois Commerce

Comm’n, et al., 405 Ill. App. 3d 389, 398-401, (2d Dist. 2010) for the proposition in this docket

that the Commission, “once it identifies a recoverable cost item, such as the labor costs related to

the utility-services work performed by its employees, the Commission is not authorized to treat

the expense as zero.” Id. at 401. Without addressing the merits of the Commonwealth Edison Co

decision, the People note that the case is inapplicable in this docket because the identified “cost

items” related to LTPSAP are not recoverable. By way of example, the People noted in their

Initial Brief that there is nothing in the Plan that indicates a direct link between the executive

compensation and ComEd’s isolated performance. AG IB at 20-21. Rather, the Plan

documents2 and the Company’s testimony3 demonstrate that the Plan conditions executive

compensation under the Plan to Exelon’s overall performance, not ComEd’s performance. AG

IB at 20-22; AG Ex. 1.0 at 32-33. Therefore, 100 percent of the expenses are properly

disallowed under section 108.5(c)(4)(A) of the Act. As shown here, and in the People’s Initial

Brief, contrary to the Company’s interpretation of Commonwealth Edison Co, the metrics tied to

LTPSAP are not “unquestionably recoverable” and it is therefore in the Commission’s discretion

to disallow these costs in their entirety.

Finally, the Company argues that the Total Shareholder Return (“TSR”) element of the

LTPSAP is not “strictly speaking, a measure of net income or earnings per share (“EPS”)” but is

rather a measure based on “the change in the price of a stock over a given period of time.”

ComEd IB at 48. This, however, ignores the concerns of Mr. Brosch, who testified that the

ultimate effect of considering TSR is that it “tends to subordinate operational performance within

ComEd and the other Exelon businesses to the overall earnings and shareholder returns of the

2
ComEd Ex. 3.07, page 10

3
ComEd Ex. 4.0, page 31, line 650.



12

consolidated Exelon entity.” AG Ex. 1.0 at 34; AG IB at 21. Importantly, the Company even

concedes that “it is a measure of how Exelon’s stock performed relative to a group of similar

utilities.” ComEd IB at 48 (Emphasis added.) ComEd’s protestations that a portion of the costs

should be recoverable are belied by the record evidence in this case. Despite their claims to the

contrary, ComEd’s discrete performance cycle targets and results appear to be assigned only

modest weight in determining payouts, and then only after such results are combined with other

Exelon business units’ results. AG Exhibit 1.9; AG IB at 21. There remains no direct tie

between expenses incurred by ComEd for LTPSAP to measures of performance that are limited

to ComEd operational issues. AG IB at 19-22; AG Ex. 3.0 at 30.

Finally, the People note that the Company simply has not met its burden in order to

recover these expenses. Despite several requests to link compensation payouts in LTPSAP to

ComEd performance, the Company instead confirmed that the overall payout decision under the

LTPSAP is conditioned upon Exelon’s TSR which causes the entire cost of this compensation

plan to be fundamentally determined by Exelon consolidated financial, rather than operational

metrics. AG Exhibit 3.3.

The People also note that Staff ultimately concluded that incentive compensation costs

under ComEd’s LTPSAP should be disallowed in their entirety because the metrics used to

weigh the compensation are “subjective” and is based in part on net income and earnings per

share measures that are not allowed under section 16-108.5(c)(4)(A) of the Act. Staff IB at 38.

In particular, Staff noted that “[t]here is no direct payout percentage associated with each

LTPSAP goal or metric” and that the compensation under LTPSAP is rooted in TSR data, which

is “akin to net income or an affiliate’s (Exelon’s) earnings per share (“EPS”)” and that recovery

of these expenses would be improper under the Act. Staff IB at 39-40.
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For all of these reasons and those presented in the People’s Initial Brief, the People urge

the Commission to adopt the position of the People and Staff and remove all of ComEd 2012

LTPSAP expenses in calculating customer rates.

3. Employee Stock Purchase Plan (“ESPP”)

The People presented a well-reasoned adjustment to remove the expenses associated with

the ComEd Employee Stock Purchase Plan (“ESPP”). There are two components to the plan that

are before the Commission: stock price discount expenses and related income tax expenses. See

AG IB at 23. AG witness Mr. Brosch performed an extensive review and found unusual entries

associated with Exelon’s calculation of income tax expenses arising from the ESPP and also

identified certain Administrative and General (A&G) expenses associated with the ESSP stock

price discounts that should be excluded. AG IB at 24, 28; AG Ex. 1.0 at 29; AG Ex. 3.0 at 25.

a. Stock Price Discount Issue

The People recommend removing $2.3 million from A&G expenses associated with

ESPP. AG IB at 24-26; AG Ex. 1.3, page 3. In their Initial Brief, the People noted that, like the

disallowed expenses at issue in Docket No. 11-0721, the expenses associated with ComEd’s

ESPP should be disallowed because the Plan is a stock-based compensation arrangement that is

not recoverable. AG IB at 24, 26, 27. The Plan directly ties the value of employee benefits to

the earnings and financial performance of Exelon, rather than achievement of the statutory

criteria referenced by the Commission in its Order in Docket No. 11-0721. AG IB at 26; AG Ex.

1.0 at 28. The People also noted that ComEd subsidizes the purchase of Exelon stock by

offering a discounted share price, exposing ratepayers to significant expenses arising from the

ESPP share price discount. AG IB at 26.
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The Company continues to argue, however, that the ESPP is a fringe benefit plan and not

an incentive compensation plan and should not, therefore, be evaluated pursuant to the criteria

set forth in Section 16-108.5(c)(4)(A). ComEd IB at 54. Staff similarly has been convinced that

ESPP is an employee benefit program. Staff IB at 42. Both the Company and Staff are of the

opinion that the connection between the cost of this program and Exelon share price does not

make it a stock-based incentive compensation program and the program’s relationship to Exelon

share price also does not render the costs disallowable. Staff IB at 42-43; ComEd IB at 54.

In their Initial Brief, the People demonstrated that the ESPP is not a fringe benefit plan

and also noted that the Commission has previously treated stock-based incentive compensation

plans differently from fringe benefit plans. AG IB at 24. As demonstrated in the People’s Initial

Brief, and as Mr. Brosch testified, the functioning of the ESPP demonstrates that it is not simply

a fringe benefit plan. AG IB at 25-26; AG Ex. 3.0 at 29. In his testimony, Mr. Brosch described,

in detail, his analysis of the ESPP prospectus and determined that the stated purpose of the ESPP

“is to provide an added incentive for eligible employees … to promote Exelon’s best interests.”

AG IB at 25. (Emphasis added.) Briefly stated, the functioning of the ESPP increases ComEd’s

A&G expenses and impacts the delivery service revenue requirement in an amount associated

with the fair value of the option on the purchased stock. AG IB at 25-26; AG Ex. 3.0 at 29. At

the same time, however, the plan provides a financial incentive for participants in the ESPP to

maximize earnings and financial performance of Exelon. See AG Ex. 3.1. The People also

demonstrated that there is no observable link between Exelon share prices and the quality of

delivery services being provided in Illinois. AG IB at 27; AG Ex. 3.0 at 26. Therefore, the

Commission should reject ComEd’s proposed expenses associated with the ESPP.
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However, as noted in the People’s Initial Brief, even if the Commission agrees with the

Company and does not apply the incentive compensation criteria set forth at Section 16-

108.5(c)(4)(A), the costs associated with the ESPP are not reasonably necessary for the provision

of regulated delivery services and should, therefore, be borne by shareholders. AG IB at 26.

b. Income Tax Issue

As noted in the People’s Initial Brief, at some point, participating employees will dispose

of their shares and when they do so, these transactions create income tax expense impacts

directly tied to the “intrinsic value” of Exelon’s stock. AG IB at 26. It is unreasonable to burden

ratepayers with these incremental income tax expenses.4 To offset this intrinsic unfairness, the

People recommend disallowing $1.8 million of income tax expenses associated with the ESPP.

AG IB at 29; AG Ex. 1.3, page 3. The People’s adjustment is rooted in the analysis of AG

witness Mr. Brosch, who found an irregular one-time charge in ComEd’s bookkeeping that

comes at a further cost to ratepayers. AG IB at 29-30. The fact that a portion of the asserted

test-year cost for ESPP represents a “one time adjustment” indicates that these prior period

adjustments to income taxes are clearly unusual and non-recurring, pre-dating the inception of

formula ratemaking for ComEd and should be excluded from cost recovery in formula rates in

2012, and, therefore, should be disallowed. AG IB at 29-30; AG Ex. 1.0 at 29. The People

continue to maintain that charging ratepayers for income taxes arising from changes in the value

of Exelon stock within the ESPP is clearly inconsistent with the intent of section 108.5(c)(4)(A)

of the Act. AG IB at 28.

The Company, however, argues that Mr. Brosch failed to recognize that tax expenses

recorded in 2012 are appropriately included in its 2012 rate year because it has not yet recovered

4
See AG Exhibit 1.8 and AG Exhibit 1.0 at 28-29 for specific details regarding the income tax treatment of

the ESPP.
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these costs as they were not reflected in prior revenue requirements. ComEd IB at 55. Staff

similarly agreed with the Company and deemed the income tax expenses associated with the

ESPP allowable, including the one-time income tax adjustment. Staff IB at 43.

Whether ComEd has recovered these expenses or not misses the point completely. As

the People demonstrated in their Initial Brief, ESPP expenses, including the associated tax

expenses, should be excluded from the determination of the Company’s formula rates. See AG

IB at 24-30. The costs of employee benefit plans that reward earnings and financial results and

are unrelated to the specific statutory criteria included in section 108.5(c)(4)(A) should be

excluded. AG IB at 29. The income tax expense impacts driven by Exelon stock price

valuations should not be included within the determination of formula rates, particularly where

such costs arise from once-off adjustments for multiple prior years that arose out of an IRS audit.

AG IB at 30. As the People previously noted, recovery of these expenses is inherently unfair to

ratepayers due to Exelon’s consolidated tax program that allows the parent to take a deduction

without passing the savings on to ComEd ratepayers. AG IB at 29-30.

Finally, specifically in reference to Staff’s position, the People simply point out that

while Mr. Brosch performed extensive analysis of the issue, Staff acknowledged that it

performed no discovery and Staff witness Mr. Bridal provided no workpapers or evidence of

analysis to the ESPP or its costs. AG Cross Ex. 6; Tr. at 245.

In light of the foregoing and the arguments presented in the People’s Initial Brief, the

People urge the Commission to adopt AG witness Brosch’s well-reasoned and supported

adjustment that removes both the administrative and general expenses and the unusually large

income tax expenses associated with Exelon’s Employee Stock Purchase Plan.
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V. RECONCILIATION
A. Overview

ComEd and Staff both oppose the well-reasoned adjustment proposed by the AG and

IIEC/City/CUB to recognized in the reconciliation under-recovery the Accumulated Deferred

Income Taxes realized by the Company during the year being reconciled prior to application of

the reconciliation interest rate. As discussed below, both the legal and substantive arguments

offered by these parties ignore the language of EIMA and the regular Commission practice of

recognizing the cash value of deferred income taxes in the rates paid by utility ratepayers so as

not to create unjust and excessive rates.

B. Potential Contested Issues

1. Deferred Income Taxes on Reconciliation Balance

In its Brief, ComEd first asserts that “the proposals to net ADIT with the reconciliation

balance in calculating interest on the reconciliation balance exceed the statutorily specified scope

of this proceeding”, and that “ComEd’s established rate formula” for the calculation of interest

on the reconciliation over- or under-collection does not provide for netting ADIT. ComEd IB at

60. But what constitutes the actual “formula” is a matter of dispute.

As noted in the AG Initial Brief, the prohibition on changes to the formula rate tariff in

Section 16-108.5(d) states, “The Commission shall not … have the authority in a proceeding

under this subsection (d) to consider or order any changes to the structure or protocols of the

performance-based formula rate approved pursuant to subsection (c) of this Section.” 220 ILCS

5/16-108.5(d). It is unclear whether the inputs for determining the reconciliation balance to

which interest should apply found in Schedule A-4 constitute the “structure or protocols” of the
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tariff itself. Section 16-108.5(c)(4) specifies the protocols in subsections (A) through (I), and the

treatment of income taxes associated with the reconciliation balance is not mentioned. Further,

the “formula” itself is found in Schedules A-1 and A-1 Rec. These provisions do not specifically

reference the calculation of the reconciliation balance, the application of interest to recognize the

effect of accumulated deferred income taxes, and certainly in no way prohibit correction of

ComEd’s failure to recognize the real benefit it realizes associated with the deferred income

taxes when calculating interest on the reconciliation balance to accurately reflect the actual, net

of tax reconciliation balance. The OAG believes the Commission has the authority to address

this issue (and the reconciliation interest rate and ROE collar calculation issues) in this docket.

If the Commission, however, rejects the argument that the tariff protocols and structure

incorporate more than the FR A-1 and FR A-1REC schedules, the Commission should adopt

changes to the “formula rate structure and protocols” in the Commission’s investigation of the

Amended Formula Rate Tariff in Docket No. 13-0553 that recognize the real cash flow benefit

ComEd receives because it is able to reduce its income tax cash payments in the reconciliation

calendar year (i.e. 2012) while it is waiting to collect and pay taxes on the reconciliation

revenues in future rates (i.e. 2014).

On the substantive merits of the adjustment, ComEd principally argues that “the deferred

taxes at issue here are fundamentally different from ‘typical’ ADIT” because of the timing of the

recovery of the reconciliation under-recovery (a year later) and “thus produces no current cash

benefit.” ComEd IB at 61. This argument is a straw man that should be rejected by the

Commission.

The reconciliation-related ADIT balances represent the cash flow benefit ComEd

receives because it is able to immediately reduce its income tax cash payments while it is waiting
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to collect and pay taxes on the reconciliation revenues. AG Ex. 3.0 at 15. These, AG witness

Brosch noted, are very real cash income tax deferral benefits that must be considered and

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

ratemaking to earn interest while waiting to collect the accrued reconciliation revenues, while at

the same time deferring the payment of income tax expenses on such recoveries. This tax

deferral benefit effectively reduces the cost to the Company of the deferral by about 41 percent

of the accrued reconciliation revenues. Id.

In fact, there is no dispute that ADIT related to the reconciliation under-recovery actually

exist. ComEd witness Brinkman agreed that deferred taxes related to the reconciliations do exist.

ComEd Ex. 13.0 at 10. While ComEd claims these ADIT amounts have no cash impact, the

evidence shows otherwise. As Mr. Brosch noted, ComEd Ex. 3.02, page 26 is part of the

Company’s WP 4, which provides a detailed breakdown of 2012 year-end ADIT for each

book/tax timing difference. At line 95 of WP 4, ComEd has recorded an ADIT liability

captioned “Regulatory (Asset)/Liab: Distribution Formula Rate” in the amount of $34.077

million for federal income taxes and $10.22 million for state income taxes. This combined

$44.297 million liability for the expected delayed payment of income taxes on the Company’s

books is associated with the reconciliation balance that was recorded by ComEd at year-end

2012 as a regulatory asset, representing the corresponding delayed recoverability of

reconciliation revenues from customers. AG Ex. 1.0 at 20. ComEd’s suggestion that the cash

benefit of these amounts is imagined or “fictional”5 should be flatly rejected by the Commission.

In addition, the real incremental cash flow impacts can be more fully understood by

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

to be collected from ratepayers. Id. AG witness Brosch even calculated how much additional

5
ComEd IB at 62.
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cash flow would ComEd have had in hand at the end of 2012 if it had fully recovered its claimed

actual revenue requirement in that year, and no reconciliation balance existed to require investor-

supplied financing, in order to demonstrate the tangible benefit ComEd receives in the form of

ADIT. Using the December 31, 2012 recorded $132 million reconciliation amount cited by Ms.

Brinkman as an estimate of the Company’s reconciliation balance for that year, and assuming for

discussion purposes that $132 million of additional revenue was collected by ComEd in 2012 so

as to represent full cost recovery for that year, the Company would not have an incremental $132

million of cash flow in hand. Instead, the collection of $132 million in additional cash revenues

would be treated as taxable income, causing the Company to incur about $54 million in

incremental current cash income tax expense. This would leave ComEd with incremental

additional cash earnings of only $78 million after income tax payments. This net amount of

income tax amount is the cash flow that ComEd has at stake while awaiting recovery of the

reconciliation balance, for which it may incur financing costs. AG Ex. 3.0 at 15-16. Interest

should only be applied to this net cash flow amount.

ComEd further points to a chart created for its surrebuttal testimony that purports to show

that the AG-recommended calculation of reconciliation interest would deprive ComEd its “net-

of-tax incremental capital balance.” Citing ComEd witness Brinkman’s surrebuttal testimony,

ComEd claims that its methodology permits it to earn the allowed interest “on only the lost net

cash flow.” ComEd IB at 62. This claim was undermined during cross-examination, however.

Ms. Brinkman acknowledged that in an over-recovery situation, assuming the same 40% tax rate

applied in ComEd’s hypothetical table, ComEd would owe ratepayers only the amount net of

taxes, or 60% of the additional revenues that were billed or collected. Tr. at 72; 76. Further, Ms.

Brinkman concurred that in the instant case, wherein ComEd claims a $132 million
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reconciliation under-collection, it did not have to pay income taxes on that $132 million. Tr. at

73. Ms. Brinkman admitted that the income taxes that would be owed had they collected the

$132 million have been deferred. Tr. at 74.

In addition, ComEd’s tables at pages 62-63 of its Brief, purporting to show the problem

with Mr. Brosch’s reconciliation ADIT adjustment, includes faulty assumptions, as cross-

examination revealed. For example, ComEd implies at the table on page 63 that Mr. Brosch’s

methodology would under-recover certain reconciliation interest amounts. ComEd IB at 63. In a

colloquy exploring Ms. Brinkman’s surrebuttal table example, however, Ms. Brinkman agreed

that the $2 million difference in her illustration that appears at page 12 of Com Ed Ex. 17.0

relates to paying income taxes on the interest amount listed on line 6. The critical omission in

her example (as presented in the ComEd Brief) is the assumption that no tax deductible

incremental interest expense would be incurred by ComEd to finance the reconciliation under-

recovery until it is collected. Ms. Brinkman’s illustration, and the recapitulation of it in

ComEd’s brief at page 62, repeats this error. Her example assumes no incremental income tax

deductions will result for any interest costs ComEd incurs to finance the reconciliation under-

recovery. See Tr. at 80-83. This faulty logic should be rejected by the Commission.

Both ComEd and the Commission Staff further offer a legal argument in opposition to

Mr. Brosch’s well-supported ADIT reconciliation adjustment. Both argue that because no

specific language authorizing an ADIT adjustment is included in Section 16-108.5(d)(1), rules of

statutory interpretation that words are not to be read into a statute, and that the plain language of

the statute as written must be given effect, preclude Commission adoption of the adjustment.

ComEd IB at 61-62; Staff Brief at 49. These arguments fail, however, upon careful analysis.
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In fact, the statute allows the utility to collect interest on the reconciled revenue

requirement as follows:

Any over-collection or under-collection indicated by such reconciliation shall be

reflected as a credit against, or recovered as an additional charge to, respectively,

with interest calculated at a rate equal to the utility’s weighted average cost of

capital approved by the Commission for the prior year, the charges for the

applicable rate year.

220 ILCS 5/16-108.5(d)(1)(emphasis added). As indicated by the highlighted language, the

statute directs the Commission to allow interest on the “over-collection or under-collection

indicated by such reconciliation.” 220 ILCS 5/16-108.5(d)(1). This statutory provision does not

say, as ComEd’s and Staff’s interpretation suggest, that the interest should be applied to “the

reconciliation balance.” The reference to the “over-collection or under-collection” clearly

references the amount that ComEd actually needs to recover its actual costs incurred compared to

the revenue requirement established in the prior formula rate docket – not a gross subtraction

calculation that does not reflect ComEd’s actual costs incurred during the 12-month period being

reconciled.

While the statute could have directed the Commission to apply interest to the full

reconciliation “balance” – the term ComEd insists on using throughout its testimony and

arguments -- it did not. This provision only authorizes interest on the “over-collection or under-

collection.” 220 ILCS 5/16-108.5(d)(1). This requires the Commission to determine the actual

over- or under-collection, taking into consideration the cash flow effect of the formula rate

process. The Commission should apply interest to the utility’s actual cash expense to conform to

the legislative intent that the reconciliation reflects “the actual cost information for the applicable

calendar year.” 220 ILCS 5/16-108.5(d)(1). The utility pays income taxes on the revenues it

receives, and the amount of taxes actually paid by the utility in a given calendar year depends on
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the revenues actually received. Thus, regardless of whether the reconciliation revenue

requirement is larger or smaller than that in effect during the year, the determination of the actual

cash over- or under-collection indicated by the reconciliation will be affected by the timing of

the payment of the income tax expense. AG Ex. 1.0 at 24; AG Ex. 2.0 at 15-16; AG Ex. 3.0 at

15.

The payment of income taxes in the year revenues are received by the utility has a

substantial effect on the actual cash flow of the utility. In a situation where the utility has under-

recovered its reconciled revenue requirement, which is the opposite of AIC’s present

circumstance, Mr. Effron described how the non- payment of income taxes (because revenues

are not yet received) reduces the cash needed to fund an under- or over-collection as follows:

For example, if a cost of $1,000 is deferred for future recovery from customers but that cost

is deductible for income tax purposes as incurred and the combined income tax rate is 40%,

then the cost will reduce income tax expense by $400 (40% * $1,000). The net cash to carry

the deferral is $600 ($1,000 - $400), and only this net balance should serve as the basis on

which carrying costs are accrued. The same logic applies when the reconciliation adjustment

represents a credit balance owed to customers.

AG Ex. 2.0 at 15. In other words, if the reconciliation formula shows that the utility under-

collected revenues of $1,000 in 2012, it will not pay the associated taxes until those revenues are

received from consumers in 2014, reducing the cash needed in the reconciliation year, e.g. 2012

to fund the $1,000 deficit by the tax rate, e.g. 40%. If the utility over collected the $1000 in

revenue from ratepayers in 2012, it would have realized only $600 in net cash after tax.

Company witness Brinkman confirmed a similar hypothetical on cross-examination. Tr. at 72-76.

The utility should not receive interest to compensate it for the payment of taxes in 2012 when

those taxes will not be paid until the utility receives the under-collected revenues in 2014.
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For its part, Staff asserts that, without explanation, that the phrase “[a]ny over-collection

or under-collection” in Section 16-108.5(d)(1) refers to the whole reconciliation balance and not

some derivative thereof, again citing the argument that there is no specific reference in the statute

for ADIT recognition. Staff IB at 49. This argument ignores the other provisions of EIMA,

which support the regular recognition of ADIT that occurs in every Commission rate order.

For example, rules of statutory interpretation require that statutes be construed as a

whole, with each provision evaluated in connection with every other section. People ex rel.

Dept. of Public Aid v. Smith, 212 Ill.2d 3898, 404(2004). The formula rate law consistently

recognizes and incorporates Commission authority to review costs and accounting treatment and

to apply Commission rules and practices. For example, Section 16-108.5(d)(3) authorizes the

Commission:

…to enter upon a hearing concerning the prudence and reasonableness of the

costs incurred by the utility to be recovered during the applicable rate year ….

The Commission shall apply the same evidentiary standards, including but not

limited to, those concerning the prudence and reasonableness of the costs incurred

by the utility… as it would apply in a hearing to review a filing for a general

increase in rates under Article IX of this Act.

220 ILCS 5/16-108.5(d)(3); see also Id. at 16-108.5(c)(1) & (6). The recognition of the effect of

deferred taxes is a well-established regulatory practice. For example, electric utilities must

include a schedule of ADIT (accumulated deferred income taxes) in rate case filings, 83 Ill.

Admin. Code 288.2080 (Sch. B-9), and all jurisdictional amounts of recorded ADIT credit and

debit balances are regularly included- in rate base.

In ComEd’s initial formula rate case, an adjustment to rate base was made to recognize

ADIT for ComEd’s ComEd’s Supplemental Executive Retirement Plan (“SERP”), ComEd’s

401(k) matching plan and accrued vacation pay. Docket No. 11-0721, Order of May 29, 2013 at
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5, 69. These issues all involved rate base assets that earn a return, and the ADIT balance

associated with the asset was necessarily included in rate base to achieve the required

consistency. Under the formula rate law, the under- or over-collection indicated by the

reconciliation is not included as a rate base item, but the utility can recover interest at a rate

equal to the weighted average cost of capital. In order to be consistent with standard regulatory

practice that “matches” ADIT elements to the associated assets included in rate base, the effect

of deferred taxes on the under- or over-collection indicated by the reconciliation balance subject

to interest must be recognized.

As noted in the AG Initial Brief, there is no uncertainty or issue in this docket (unlike in

Docket No. 11-0721) that applying interest to an adjusted under- or over-collections to reflect the

income tax effect is also completely consistent with GAAP procedures and rules. AG Initial

Brief at 33. Under GAAP accounting rules, if there is an under-collection of revenues, the utility

is required to record a deferred income tax expense related to the reconciliation balance because

it is able to defer the payment of income taxes while awaiting recovery of reconciliation

revenues. These deferrals of income tax expense have the effect of reducing the amount of

capital the utility must carry in support of the under-collected reconciliation revenue

requirement. Full and complete accounting for income tax expenses recognizes that income

taxes have a major impact on expenses payable in more than one accounting period. The

relevant GAAP requirements are stated within Accounting Standards Codification 740 (“ASC

740”). AG Ex. 1.0 at 21-22.

The need to apply the reconciliation interest to a net reconciliation balance was raised by

the People in Docket No. 11-0721, Commonwealth Edison Company’s first formula rate docket,

where the Commission expressed concerns about the completeness of the record, and did not
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make a definitive ruling. In this docket, a full record has been developed, demonstrating that it is

necessary to account for the tax effect in determining the under- or over-collection indicated by

the reconciliation that is subject to interest.

As noted in the AG Initial Brief, Mr. Brosch offered an alternative adjustment to

recognize the ADIT associated with the reconciliation under-collection. AG IB at 42. If the

Commission declines to adopt Mr. Brosch’s proposed modifications of Schedule FR A-4 to

apply interest to ComEd’s net of tax reconciliation balance, the Commission should as an

alternative record $44.3 million of credit ADIT balances associated with the reconciliation

regulatory asset be treated as 100 percent DS jurisdictional and added to the ADIT balance that is

used to reduce ComEd rate base at ComEd Ex. 3.18, Schedule FR B-1, line 17. This alternative

treatment would at least acknowledge the existence of these ADIT balances which clearly relate

only to the delivery service business. However, the primary modification to interest calculations

described above is the more appropriate and accurate adjustment for such amounts.

Staff took issue with this alternative adjustment on substantive grounds (unlike its strictly

legal argument on the primary AG-recommended ADIT adjustment), arguing that the alternate

proposal “would be contrary to the treatment of certain other ADIT amounts recorded by the

Company yet are not reflected in rate base.” Staff IB at 50. Staff’s criticisms are unwarranted,

however, because they assume a need to re-calculate a precise rate base offset ADIT amount.

Mr. Brosch’s (and Mr. Effron’s) recommendation was not to calculate anything, but to simply

use the recorded amount on the books, even though it was based on ComEd’s accounting

estimates at year end. The estimated value is better than no value for these ADIT

amounts. However, the modification to interest calculations, as referenced at pages 25-26 of AG

Ex. 1.0, is the more appropriate adjustment for such amounts.
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The People urge adoption of Mr. Brosch’s recommended adjustment to the calculation of

reconciliation interest, discussed in the AG Initial Brief at pages 41-42.

2. WACC Gross-Up

As noted in the AG Initial Brief, ComEd’s calculation of the interest rate to be

applied to the reconciliation balance applies its WACC and then some. ComEd calculated

interest at a rate equal to its WACC grossed-up for the assumed effect of income taxes.6 The

Company’s asserted weighted average cost of capital, calculated at lines 17-21 of ComEd Ex.

3.18, Schedule FR D-1, properly combines the weighted costs of equity, long-term debt, short-

term debt and credit facility costs, resulting in an overall WACC of 6.91 percent. ComEd,

however, calculated and applied a much higher annual interest rate of 9.67 percent to its

reconciliation balance by applying a Gross Revenue Conversion Factor. All of the accountants

reviewing ComEd’s calculation of the interest applied to the reconciliation balance, including

Staff witness Bridal, AG witness Brosch and IIEC/City/CUB witness Gorman agreed that

ComEd’s decision to gross up its WACC for the assumed effect of income taxes is wrong both

from an accounting and legal standpoint. Staff Ex.7.0 at 38-39; AG Ex. 1.0 at 13-18;

IIEC/City/CUB Ex. 1.0 at 3-4.

In its Brief, ComEd justifies what can only be termed an unlawful money grab by arguing

that the equity component of the Weighted Average Cost of Capital (“WACC”) interest rate

“will be fully taxable without any related deduction”, and that to recover the costs of that

financing “it is necessary to recognize the added tax costs associated with the equity component

of the capital financing that portion of rate base.” ComEd IB at 63. The Company compares the

6 This is shown using the description “Total Revenue Effect of Return” in ComEd Ex. 3.18, Sch. FR A-4, Ln. 2, and
Sch FR D-1, Ln 17-26; and ComEd Ex. 14.01 Sch. FR A-4, Ln. 2, and Sch FR D-1, Ln 17-26.
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application of interest to the reconciliation balance in the instant proceeding, under Section 16-

108.5(d)(1) to the Commission’s application of a gross revenue conversion factor to a utility’s

rate base in rate cases to recognize interest paid on utility investment. Id. at 63-64. These

arguments are invalid, however, and should be rejected by the Commission.

Section 16-108.5(d) of the Act lays out the terms of the reconciliation process under

formula rate regulation, as well as the rate of interest to be applied to any reconciliation balance

or credit calculated in the annual formula rate update proceeding. Section 16-108.5(d)(1) of the

Act, as amended by P.A. 98-0015, now requires that “Any over-collection or under-collection

indicated by such reconciliation shall be reflected as a credit against, or recovered as

an additional charge to, respectively, with interest calculated at a rate equal to the utility’s

weighted average cost of capital approved by the Commission for the prior rate year, the charges

for the applicable rate year.” 220 ILCS 5/1-108.5(d)(1) (emphasis added).

As noted above, nothing in Section 16-108.5(d) refers to any gross up of the utility

WACC interest rate applicable to the over- or under-collection indicated by the reconciliation.

The language of the statute, as noted above, simply references application of the utility WACC

as the interest rate applicable to the over- or under-collection indicated by the reconciliation, and

does not permit the use of the much higher “Total Revenue Effect of Return” now being

proposed by ComEd. ComEd’s argument amounts to a request for the Commission to treat the

reconciliation under-collection for 2012 as if it were a rate base item. While the drafters of the

EIMA statute and its amendments in PA 98-0015 could have modified Section 16-108.5(d) or

other provisions of the statute to require that either that the over- or under-collection indicated by

the reconciliation be added to rate base or that interest should be applied to an under- or over-

recovery grossed up for taxes, they did neither.
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The Company’s claim that the reconciliation interest calculation is no different than the

grossing up for income taxes of applied to the utility’s rate base is wrong from an accounting

perspective. The “weighted average cost of capital return on rate base” that is allowed the utility

in determining formula revenue requirements is not “interest” but rather reflects a blend of

interest cost recovery and an opportunity to earn an authorized level of net income equal to the

weighted cost of equity applied to rate base. In contrast, the reconciliation balance is required to

earn only an interest allowance and not a rate base return factored up for income tax allowances.

See AG Ex. 3.0 at 11-12.

ComEd further explains its unorthodox gross up methodology by arguing that “there can

be no doubt that income tax costs are real and must be considered given that the interest received

on the reconciliation balance is subject to income taxes.” ComEd IB at 64. But as explained by

AG witness Brosch, it is neither necessary nor appropriate to apply either of the income tax

adjustments ComEd has added to its WACC on Schedule FR D-1 to its calculation of the interest

rate to be applied to reconciliation balances. He testified that an interest rate is just that, a

percentage value to account for the time value of money. AG Ex. 1.0 at 16. Adding an income

tax expense factor-up in the manner proposed by ComEd overstates the required rate of interest

and would charge ratepayers for assumed incremental income taxes on equity return amounts

that is neither prescribed within the revised statute nor reflective of expenses that ComEd would

incur.

Moreover, Mr. Brosch pointed out that ComEd will not actually pay income taxes when it

collects “interest” as part of the recovery of the reconciliation balances that are calculated on

Schedule FR A-4. If the Company incurs interest expense equal to its weighted average cost of

capital when reconciliation balances are being financed, there would be no income tax expense
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incurred by ComEd because “interest” is income tax deductible. See AG Ex. 3.0 at 11. The

Company is free to actually finance any changes in the reconciliation balance using any form of

capital it desires, including a mix of debt or equity. But Section 16-108.5(d) – both before and

after the modification of the statute this past Spring – has never required consideration of the

Company’s incurred actual incremental financing costs or incremental income taxes arising from

specific financing decisions that may be made by the utility. Instead, Section 16-108.5(d)

specifies a rate of interest equal to the utility’s weighted average cost of capital without regard to

actual financing decisions made by the utility.

ComEd further asserts, in response to Mr. Brosch’s point that any income tax expense

that ComEd claims it would incur on the reconciliation balance is deductible, that it receives no

tax benefit that offsets a portion of the tax to be paid on the reconciliation under-collection, and

that any inference that ComEd financed the reconciliation under-collection with debt that had an

interest rate equal to the WACC is flawed because ComEd utilizes all financing elements

included in the WACC. ComEd IB at 65. But this argument misses the mark.

First, ComEd has supplied no legal authority for the Company’s premise that it has been

authorized to treat some of the reconciliation interest it recovers from ratepayers as if the

underlying financing costs are not tax deductible interest costs, but instead as after-tax earnings

or income allowance upon which income taxes would be payable. It is not reasonable to assume

that financing the reconciliation under recovery can be done at no cost and that no borrowed

funds would be involved.

ComEd also asserts that “[t]here is no difference between the cost of financing the

reconciliation balance and the cost of financing rate base.” ComEd IB at 65. This argument is a

strawman, however. ComEd’s overall WACC used in ratemaking and applied to rate base is not
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“interest” as that term is defined for application to the reconciliation over/under collections. It is

quite different, as noted above. If the law had intended to allow an overall cost of capital, rather

than a rate of interest, it could have done so in the language that was adopted in 98-0015. We

have no idea what costs will actually be incurred by ComEd at the margin to finance the

reconciliation, but we know that 98-0015 requires application of “interest” at a rate set equal to

the WACC without regard to the sources or actual costs of such financing.

Perhaps most damning to ComEd’s position on the reconciliation interest gross-up is that

in its original formula rate filings in Docket No. 11-0721 and 12-0321, ComEd did not gross-up

its proposed WACC interest rate (in Docket No. 11-0721) nor the approved short-term debt

interest rate included within Docket No. 12-0321 formula rate protocols. Tr. at .57. The first

time the additional gross-up steps appeared was in ComEd’s Revised Formula Rate Tariff filed

on May 30, 2013. Adjusting the interest rate for the purported impact of income taxes was never

mentioned in any of the testimonies of ComEd witnesses Hemphill or Kathryn Houtsma in

Docket No. 11-0721, nor in Docket No. 12-0321. In fact, ComEd admitted in response to an AG

data request that it did not consider such a gross-up to the WACC interest rate for the purported

impact of income taxes until after Public Act 98-0015 became law. See AG Cross Ex. 1.; Tr. at

57. ComEd had no explanation as to why it grossed up the reconciliation balance interest

calculation for the first time in its May 30th Revised Formula Rate Tariff filing. AG Cross Ex. 1;

Tr. at 59-60. In addition, the Company could identify no change in law that has occurred since

the 11-0721 and 12-0321 dockets that would justify the gross up methodology ComEd has

applied. Tr. at 61.

Another fact working against ComEd’s position is the fact that Ameren Illinois Company

(“AIC”) did not gross up its calculation of the WACC reconciliation interest rate in its revised
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formula rate tariffs filed after the passage of P.A. 98-0015 – notwithstanding ComEd witness

Brinkman’s claims that “every other utility” grosses up the cost of equity for income taxes.7

Thus, AIC is proposing that the revenue requirement difference arising from the EIMA

reconciliation process, whether positive or negative, be allowed to earn a percentage interest rate

equivalent to the Company’s calculated overall cost of capital, as required in P.A. 98-0015, with

no income tax factor-up of the type proposed by ComEd. See AG Ex. 1.6, attached to Mr.

Brosch’s Direct testimony.

Accordingly, the appropriate interest rate to apply to ComEd’s reconciliation balance is

the Company’s weighted average cost of capital, 6.91 percent, without revision for income taxes.

Unless adjustments are made to the Company’s calculations in Schedule FR D-1, ratepayers will

pay excessive interest for alleged income tax expense effects that the Company is not incurring.

The appropriate interest rate is set forth at line 21 of ComEd Exhibits 3.18 and 14.01, Schedule

FR D-1.

VI. ROE COLLAR

A. Overview

B. Potential contested Issues
1. Rate Base for ROE Collar Calculation

ComEd argues in its Brief that Mr. Effron’s proposed adjustment to ComEd’s return on

equity (“ROE”) collar calculation is outside of the scope of this proceeding because it is

“contrary to (the) formula” approved by the Commission in Docket No. 13-0386, a docket that

was opened and closed in six days at the end of May and early June to purportedly reflect in

ComEd’s formula rates changes authorized by PA 98-0015. ComEd IB at 67. While that

7
ComEd Ex. 17.0 at 8. Ms. Brinkman later acknowledged during cross-examination that she was “not aware that

they did” gross up the interest rate calculation as ComEd did. Tr. at 63.



33

amendment to the EIMA statute authorized ComEd to change its formula rate tariff to reflect the

incorporation of year-end rate base in the calculation of the reconciliation under- or over-

collection (Section 16-108.5(d)(1)) and the use of the year-end capital structure in the formula

(Section 16-108.5(c)(2)), it did not authorize the use of year-end rate base in the ROE collar

provisions. As noted in the AG Initial Brief, the People filed a Complaint, Docket No. 13-0511,

to challenge ComEd’s calculation of its ROE collar adjustment, among other components

affecting the revenue requirement in this docket as not authorized by law.

In response to the AG Complaint challenging the Company’s 13-0386 tariff, the

Commission opened ICC Docket No. 13-0553 for the specific purpose of investigating these

changes to the ComEd formula rate tariff revenue requirement approved on June 5, 2013. See

Initiating Order of October 2, 2013. As noted in the AG Initial Brief, given the circumstances of

that unlawful approval, the Commission believes the Commission has the authority to reflect

changes to the Company’s tariff in this docket. If the Commission disagrees, the changes raised

in the AG Complaint should be made in the Commission’s investigation of the 13-0386 tariff,

Docket No. 13-0553.

ComEd’s substantive arguments, meanwhile, start with the assumption that because

Section 16-108.5(d)(1) was modified to authorize the incorporation of year-end rate base when

calculating the reconciliation revenue requirement, thereby undoing the Commission’s

conclusion in Docket No. 11-0721 (ComEd’s first formula rate proceeding) and 12-0001

(Ameren’s first formula rate docket)8 adopting an average rate base calculation for the

reconciliation revenue requirement and the ROE collar computation, that change now also

8
In ComEd dockets 11-0721 and 12-0321, and Ameren Dockets 12-0001 and 12-0293, the Commission determined

that in order to reflect the actual costs incurred by the utility in the reconciliation year, the formula rate template
should use the average rate base for calculating the reconciliation year rev req. E.g., Docket 12-0001, Order at 174-
175 (Sept. 19, 2012). The Commission also applied the average rate base in calculating the ROE collar, done on
Schedule FR A-3. Docket 12-0321, Order at 4 (Dec. 19, 2012).



34

requires the use of year-end rate base in the calculation of the collar adjustment authorized under

a different section of EIMA, Section 16-108.5(c)(5). ComEd IB at 67-68. But that argument

ignores the plain language of the statute and Illinois law regarding statutory interpretation.

As noted in the AG Initial Brief, the General Assembly made several changes to the law

governing how the formula rate is administered in PA 98-0015. Specifically, it amended Section

16-108.5(d)(1) which addresses the inputs to the formula rate revenue requirement and how the

filing year and the “prior” year are to be reconciled. In describing the reconciliation revenue

requirement, provides as follows, with the P.A. 98-0015 changes underlined:

The filing shall also include a reconciliation of the revenue
requirement that was in effect for the prior rate year (as set by the
cost inputs for the prior rate year) with the actual revenue
requirement for the prior rate year (determined using a year-end
rate base) that uses amounts reflected in the applicable FERC Form
1 that reports the actual costs for the prior rate year. Any over-
collection or under-collection indicated by such reconciliation shall
be reflected as a credit against, or recovered as an additional
charge…

220 ILCS 5/16-108.5(d)(1). This subsection addresses how the reconciliation revenue

requirement is to be calculated. Indeed, the last paragraph of subsection 16-108.5(d)(1) states:

Notwithstanding anything that may be to the contrary, the intent of

the reconciliation is to ultimately reconcile the revenue

requirement reflected in rates for each calendar year, beginning

with the calendar year in which the utility files its performance-

based formula rate tariff pursuant to subsection (c) of this Section,

with what the revenue requirement determined using a year-end

rate base for the applicable calendar year would have been had

the actual cost information for the applicable calendar year been

available at the filing date.

220 ILCS 5/16-108.5(d)(1). This section does not address the ROE collar computation.
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The ROE collar computation is described in a different Subsection: 16-108.5(c)(5).

Unlike Subsection 16-108.5(d) which addresses the calculation and treatment of the utility’s

expenses and revenue requirement, Subsection 16-108.5(c)(5) addresses the Company’s actual

profitability. The ROE collar allows the utility to retain earnings up to 50 basis points over the

authorized return, and requires it to accept earnings up to 50 basis points below the authorized

return. If the utility’s earnings exceed these bands, it can impose an additional charge (if

earnings are more than 50 basis points below the authorized return) or it must credit the

difference to consumers (if earnings are more than 50 basis points above the authorized return).

Staff’s Brief admitted that the Act does not specifically prescribe use of either average or

year end rate base for purposes of the ROE collar calculation. Staff IB at 56. However, citing

rules of statutory interpretation, Staff argues that “related statutes should be construed in a

harmonious manner and in a manner that advances, not defeats, the legislative intent.” Id.

Because year-end rate base is the only rate base specifically prescribed anywhere in Section 16-

108.5 of the Act, Staff infers that year-end rate base must be used in the collar calculation. Id.

The People agree with the law cited by Staff, but reject Staff’s application of that legal

maxim to the facts at hand. As noted earlier in this Brief, EIMA’s provisions are designed to

ensure that ComEd’s actual costs are recovered in rates on an annual basis. Staff’s arguments

against the ROE collar, like ComEd’s, ignores the over-riding policy of Section 16-108.5 that the

formula rate “[p]rovide for the recovery of the utility’s actual costs of delivery services that are

prudently incurred and reasonable in amount consistent with Commission practice and law.” 220

ILCS 5/16-108.5(c)(1) (emphasis added).

ComEd also asserts that “[y]ear-end capital structure ratios are calculated using year-end

common equity balances and year-end debt balances” and erroneously argues that year-end capital
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structure cannot be applied to average rate base because to do so would be a “mismatch.” ComEd

Ini. Br. at 68-69. “Capital structure” is a well-established regulatory and financial term.

Commission orders reviewing utility rate increase requests invariably include a discussion of capital

structure in determining the weighted average cost of capital and the revenue requirement. ComEd’s

argument that capital structure means anything other than the ratio of funding sources must be

rejected as inconsistent with “Commission practice and law.” See 220 ILCS 5/16-108.5(c)(2).

In addition to the fact that the Commission addresses a utility’s capital structure in every

order setting a revenue requirement without referencing year-end or average capital structure,9

Illinois Courts have also addressed capital structure as representing the mix or ratio of debt and

equity financing. Those cases make it clear that the term capital structure is used to refer to the

mix of debt or equity capital. As recently as People ex rel Madigan v. Illinois Commerce

Commission, 2011 IL App (1st) 100654, ¶ 5, 958 N.E. 2d 405, 408-409, the Court related Peoples

Gas and North Shore Gas’ capital structure as the percentage of common equity and debt used to

determine the utility’s rate of return. In Central Illinois Public Service v. Illinois Commerce

Commission, 243 Ill.App.3d 421,439-442, 610 N.E.2d 1356, 1369-1376 (1993) the Court

included a comprehensive discussion of capital structure, discussing it exclusively as a mixture

of financing, without reference to rate base. The Court stated:

The rate making authority examines the utility's capital structure to
identify the sources of the utility's capital. The utility might have a capital
structure consisting of fifty per cent debt, fifteen per cent preferred stock
and thirty-five per cent common stock. The regulatory agency then
ascertains the cost of each component… This method of calculating rate of
return is sometimes referred to as the “weighted cost of capital” approach,
whereby the cost of the individual capital components are weighted in
relation to their proportion to the total capital structure. The total sum of

9 E.g.ICC Dockets 12-0511 (Peoples Gas and North Shore Gas); 11-0767 (Illinois American Water Co.); 11-0561
consol. (Utilities Inc.); 11-0436 (Aqua Illinois); 11-0282 consol. (Ameren Gas); 10-0566 (Peoples Gas and North
Shore Gas); 10-0467 (ComEd).
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these weighted component costs is the overall allowed rate of return on the
rate base.

243 Ill.App.3d at 441. See also Illinois Bell Telephone Co. v. Illinois Commerce Commission,

283 Ill.App.3d 188, 669 N.E.2d 919, 931-932 (1996); Citizens Utility Board v. Illinois

Commerce Commission, 276 Ill.App.3d 730, 743-748, 658 N.E.2d 1195, 1204-1207 (1996).

ComEd notes that “year-end capital structure ratios are used to allocate rate base by the

amounts financed by debt and equity.” ComEd Ini. Br. at 68. Clearly, those same ratios can be

applied to the Company’s average rate base. ComEd’s further argument, that applying the year-

end capital structure ratios to anything other than year-end rate base does not yield a year-end

capital structure, turns the definition of capital structure on its head and should be rejected.

Capital structure simply means the mix of debt and equity funding the utility’s operations – not

the overall dollar investments.

Notwithstanding the new requirement to use the year-end rate base in the reconciliation

adjustment, the continuing use of the average rate base in the ROE collar calculation is necessary

to accurately measure the ROE earned based on the actual equity investment over the course of

the year. As Mr. Effron noted, there is no more of a mismatch using the average rate base in the

collar calculation than is the Company’s use of the year-end 2012 capital structure to determine

the revenue requirement associated with a rate base that includes 2013 plant additions on ComEd

Ex. 14.01, Schedule FR A-1. AG Ex. 4.0 at 7. As noted by Mr. Effron, the purpose of his

proposal is to avoid treating the debt and equity as of the end of the year as if it had been in

existence for the whole year for the purpose of the ROE collar calculation. AG Ex. 4.0 at 7-8.

Using the year-end capital structure simply means that the common equity ratio will be applied

to the average rate base rather than to the year-end rate base. Mr. Effron’s approach maintains
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the year-end relationship between debt and equity, but applies it to the growth of investment over

the year.

The General Assembly could have directed the Commission to apply the ratios reflecting

the debt and equity mix to year-end rate base. Instead, it declined to direct the Commission to

change its conclusion that average rate base better reflects actual earnings. If the drafters of

P.A. 98-0015 meant to change the Commission’s conclusion to require both the use of year-end

capital structure and the use of year-end rate base in determining the ROE collar, they should

have provided that condition in the law. They did not do that, however, and there are no grounds

for changing the use of average rate base notwithstanding the change to Section 16-108.5(c)(2)

directing the use of year-end capital structure.

The Commission should reject ComEd’s arguments for using year-end rate base in the ROE

collar calculation on substantive grounds. Key factors in determining the utility’s historical year

ROE are its rate base, its net income, and its capital structure. ComEd’s method of calculating the

common equity balance for the collar adjustment based on year-end rate base should be rejected

because (1) it is based on a change to the FR Schedules that was not authorized by law and (2) it fails

to reflect an accurate representation of the actual capital supplied by equity investors to support the

Company’s rate base over the course of the year for which the ROE is being calculated. ComEd’s

approach also has the effect of understating the Company’s earnings, which results in smaller

reductions to revenue requirements through the collar adjustment. As explained by AG witness

Effron, because the net income used in the ROE calculation is the income earned over the course of the

year, not the annualized net income being earned at the end of the year, the average rate base for the

year should be used in the calculation of the earned ROE. AG Ex. 2.0 at 11.
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Applying the common equity ratio to the average rate base will produce a dollar balance

that correctly represents the actual capital supplied by equity investors to support the Company’s

rate base over the course of the year for which the ROE is being calculated. To be consistent, the

common equity balance used in the denominator of the ROE calculation should be the average

balance of common equity over the course of the year. Mr. Effron explained that in times when

the common equity balance is growing, using the end of period balance of common equity will

understate the actual ROE earned on common equity provided by investors over the course of the

year. Likewise, in times when the common equity balance is decreasing, using the end of period

balance of common equity will overstate the actual ROE earned on common equity provided by

investors over the course of the year. AG Ex. 2.0 at 11-12.

ComEd also asserts that Mr. Effron’s proposed use of the average rate base in the collar

calculation would “create a mismatch” with the required use of year-end capital structures, and

would be inappropriate because “[t]he amounts of debt and equity on the financial statements at the

end of the year may be different than the amounts carried throughout the year.” ComEd IB at 69.

This argument should be rejected, however.

First, as noted elsewhere in this Brief, the prohibition on changes to the formula rate tariff

in Section 16-108.5(d) states, “The Commission shall not … have the authority in a proceeding

under this subsection (d) to consider or order any changes to the structure or protocols of the

performance-based formula rate approved pursuant to subsection (c) of this Section.” 220 ILCS

5/16-108.5(d). On the other hand, when Section 16-108.5(d) was amended this past Spring to

specify that the reconciliation revenue requirement should be calculated using an end-of-year

rate base, the section describing the ROE collar, Section 16-108.5(c)(5), was not changed to

specify the use of an end of year rate base calculation of the collar adjustment. Under the
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statutory interpretation rule of expressio unius est exclusio alterius, when certain things are

enumerated in a statute, that enumeration implies the exclusion of all other things even if there

are no negative words of prohibition. See, People ex rel. Daley v. Grady, 548 N.E.2d 764, 766

(Ill. Ct. App. 1989). When an act lists things to which it refers, the court may infer that any

omissions were intended as exclusions. Bank of Waukegan v. Kischer, 246 Ill. App. 3d 616, 620

(1993).

As noted in the AG Initial Brief, AG witness Effron provided a detailed discussion of how

the ROE collar computation should be modified to reflect the Company’s actual capital supplied

by equity investors to support the Company’s rate base over the course of the year for which the

ROE is being calculated. See AG Ex. 2.0 at 13-14. That adjustment should be adopted by the

Commission to ensure that the Company’s calculation of its return on equity reflects what actually

occurred throughout the 2012 rate year, and to ensure that the reported ROE is not understated,

thereby causing ratepayers to pay excessive rates.

VII. REVENUES
A. Overview
B. Potentially Uncontested Issues

1. Allocation of PORCB LPCs to Delivery Services
2. Other Revenues
3. Other

C. Potentially Contested Issues
1. Late Payment Revenues related to Transmission

The People stand by their well-reasoned and supported proposal to credit 100 percent of

the Late Payment Charges (“LPC”) revenues paid in 2012 by ComEd’s delivery service (DS)

customers when determining the Company’s formula-based Net Revenue Requirement in the

event that the Commission adopts ComEd’s proposed change to adopt the FERC method of

jurisdictional allocation of its G&I Plant. AG Ex. 1.3, page 1; AG IB at 58-62. As noted in their
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Initial Brief, the People acknowledge that the Company has historically allocated a portion of

LPC revenues to the FERC jurisdiction. AG IB at 59. However, the People recommend ceasing

the Company’s inappropriate allocation of these revenues, directly reducing the formula revenue

requirement for 2012 by approximately $2.526 million. AG IB at 59; AG Ex. 1.0 at 9.

Commission Staff claims, however, without supporting argument, that the People’s

proposal should be rejected because “the AG has not provided sufficient additional evidence in

this proceeding to warrant the deviation from past Commission practice.” Staff IB at 59.

Contrary to Staff’s interpretation of the record evidence, the People have provided ample

evidence to support their proposal. In their Initial Brief, the People provided a thorough

breakdown of the reasoning behind their proposal and walked through the calculation of the

proposal. AG IB at 58-61. The People cited to several AG exhibits supporting their proposal,

including the testimony of AG witness Mr. Brosch (AG Ex. 1.0 at 9-11); calculations supporting

the proposal (AG Ex. 1.3, page 1); and a data request response from the Company describing

their position (AG Ex. 1.4). The People also pointed out that there is no FERC order or

regulation that ComEd relies upon requiring any allocation of these revenues to the FERC

jurisdiction (AG IB at 61) and noted that the only other Illinois electric utility subject to formula

rates does not follow ComEd’s proposed allocation of LPC revenues (AG IB at 61, citing to

Docket No. 12-0001, Ameren Exhibit 1.3R, page 29). Therefore, the People have supported

their position with sufficient evidence, especially in light of the fact that Staff provided no

support for their conclusory statements that the People did not provide sufficient evidence.

The Company, for its part, argues that the People’s proposal should be rejected because

customers are already fully credited with the late payment charges revenues and a distribution

credit would create a double-counting. ComEd IB at 71. In response, the People note that their
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Initial Brief demonstrated that FERC does not require LPC Revenues to be treated in the manner

that the Company chooses. AG IB at 61-62; AG Ex. 1.4 Rather, these revenues are charged to

retail DS customers pursuant to an ICC-approved tariff and, accordingly, should be treated as

100 percent DS jurisdictional. AG IB at 61-62. This not only appears to be an abrupt about-face

from the Company’s earlier claims that the allocation of LPC revenues “will not affect

customers,” (ComEd Ex. 14.0 at 28), but it is contradicted by the record evidence which shows

that when LPC revenues are credited fully to the delivery services cost of service determination

(as recommended by the People), ComEd’s customers will receive full credit through the

ratemaking process for such revenues. AG IB at 60.

As demonstrated in the People’s Initial Brief, ComEd assesses its distribution customers

the LPC as a percentage of the outstanding balance on the bill, irrespective of whether the

outstanding balance is supply, delivery, or any other type of charge. AG IB at 62. The People

also noted that ComEd, as a delivery company, bills for functions other than delivery, and also

assesses late charges on any unpaid balance on a bill, irrespective of whether the underlying

charge is for delivery, supply, transmission or other service. AG IB at 62. As noted in the

People’s Initial Brief, the record evidence also shows that ComEd’s approach is inconsistent with

how other state utilities are calculating the formula-based revenue requirement for this issue.10

AG IB at 61-62. There is no record evidence that explains why ComEd should treat the LPC

revenues any differently than the Commission treats the DS formula revenue requirements for

Ameren.

10
Ameren Illinois Company, in its formula rate calculations, assigns 100 percent of annual Late Payment Charge

revenues as a reduction to the DS revenue requirement, with no attribution to the FERC jurisdiction of such
revenues. See Docket No. 12-0001, Ameren Exhibit 1.3R, page 29, where 100 percent of the Line 1 FERC Account
450 Forfeited Discounts revenues of $11,085 are included in Electric Distribution revenue credits.
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The People’s proposal will credit Illinois customers with 100% of the late payment

charge revenues, resulting in a $2,526,000 increase in ComEd’s jurisdictional revenues. AG IB

at 62. For all of these reasons, as well as those presented in the People’s Initial Brief, the People

urge the Commission to adopt the People’s proposal in the event that the Commission chooses to

adopt ComEd’s proposed FERC method of allocating G&I Plant.

VIII. COST OF SERVICE AND RATE DESIGN
A. Overview
B. Potentially Uncontested Issues

1. Embedded Cost of Service Study
2. Distribution System Loss Factor Study
3. Rider PE – Purchased Electricity

C. Potentially Contested Issues
1. Billing Determinants

In their Initial Brief, the People summarized their proposal related to billing determinants,

prepared by AG witness Mr. Effron. AG IB at 63-65. Mr. Effron proposes to adjust the pro

forma billing determinants used to develop the rates necessary to produce the net revenue

requirement calculated on Schedule FR A-1. AG IB at 65. In designing the rates to produce the

approved revenue requirement, Mr. Effron recommended that the billing determinants used to set

rates reflect estimated annual growth in the number of customers in those classes and to be

consistent with the inclusion of 2013 New Business plant additions in rate base. AG IB at 64-65.

By utilizing the method approved by the Commission in Docket No. 12-0321, the increase to

residential customers is 0.19%, and the increase to small commercial and industrial customers is

0.09%. Id.

The People note that Staff’s recommendation is directly in line with the People’s

recommendation and that Staff witness Mr. Johnson agrees with Mr. Effron’s proposal. Staff IB
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at 62. The Company, however, makes no direct mention of Mr. Effron’s testimony or the

People’s position in its Initial Brief. See ComEd IB at 72-76.

The Company does, however, raise several well-worn concerns about applying the

Commission-sanctioned approach to billing determinants. See ComEd IB at 73-74. The

Company’s chief concern is that the Commission’s approach to billing determinants employed

and approved by the Commission in the 2011 and 2012 dockets results in an “unfair,

unsupported, and ultimately unlawful recommendation.” ComEd IB at 72. In so arguing, the

Company claims that the Act dictates which billing determinants can be considered. ComEd IB

at 74-75. The People simply note that this is the same argument that the Company has raised in

previous dockets, including in 12-0321, where the Commission found that:

The Commission agrees with CUB and AG/AARP that the statute is
not at issue here. The statute calls for the filing of historical weather
normalized billing determinants in the formula rate tariff; however, as CUB
and the AG/AARP assert, this requirement does not prevent the Commission
from making the ratemaking adjustments necessary to ensure that the rates
produced are prudent and reasonable. The statute itself requires that the
Commission make a determination of prudence and reasonableness, and
therefore the Commission can make appropriate adjustments to historical
weather normalized billing determinants to affect such a determination.

The Commission agrees that the same methodology, consistent with
the Order in Docket 11-0721, should be used in this proceeding. In Docket
11-0721, the Commission agreed with the AG/AARP proposal to include an
adjustment to billing determinants for customer growth related to projected
plant additions included in the rate base. The same adjustment is appropriate
in this proceeding because, like Docket 11-0721, ComEd has included
estimated distribution plant additions for New Business in the revenue
requirement

Docket No. 12-0321, Final Order (December 19, 2012) at 28.

The Company, in this docket, has raised no new or novel arguments that should change

the Commission’s approach to this issue. The facts are similar in this docket, where the parties

are raising nearly identical proposals, the Company is raising nearly identical arguments, and the



45

issues facing the Commission have not fundamentally changed. See Docket No. 12-0321, Final

Order at 18-28. The Commission has routinely found proposals similar to those offered by Staff

and the People in this docket to be reasonable. See Docket No. 12-0321, Final Order at 28. The

Company has provided no argument that would preclude a similar finding of reasonableness in

this docket.

Based on the arguments presented here and in the People’s Initial Brief, the Commission

should, therefore, reject the Company’s proposed treatment of billing determinants and adopt the

treatment proposed by AG witness Mr. Effron and Staff witness Mr. Johnson. AG IB at 64-65;

Staff IB at 62.

IX. CONCLUSION

For the foregoing reasons, the People of the State of Illinois request that the Commission

issue an order consistent with the positions stated in this Reply Brief, as well as the People’s

Initial Brief, in order to ensure the establishment of just and reasonable rates in this proceeding.
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