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I. INTRODUCTION, BACKGROUND AND SUMMARY 1 

Q. Please state your name, occupation, and business address. 2 

A. My name is Samuel C. Hadaway.  I am a principal in FINANCO, Inc., Financial Analysis 3 

Consultants.  My business address is 3520 Executive Center Drive, Austin, Texas 78731. 4 

Q. Briefly describe your educational and professional background. 5 

A. I have a Bachelor’s degree in economics from Southern Methodist University, as well as 6 

MBA and Ph.D. degrees with concentrations in finance and economics from the 7 

University of Texas at Austin (“UT Austin”).  I am an owner and full-time employee of 8 

FINANCO, Inc.  FINANCO provides financial research concerning the cost of capital 9 

and financial condition for regulated companies as well as financial modeling and other 10 

economic studies in litigation support.  In addition to my work at FINANCO, I have 11 

served as an adjunct professor in the McCombs School of Business at UT Austin and in 12 

what is now the McCoy College of Business at Texas State University.  In my prior 13 

academic work, I taught economics and finance courses and I conducted research and 14 

directed graduate students in the areas of investments and capital market research.  I was 15 

previously Director of the Economic Research Division at the Public Utility Commission 16 

of Texas (“Texas Commission”) where I supervised the Texas Commission’s finance, 17 

economics, and accounting staff, and served as the Texas Commission’s chief financial 18 

witness in electric and telephone rate cases.  I have taught courses at various utility 19 

conferences on cost of capital, capital structure, utility financial condition, and cost 20 

allocation and rate design issues.  I have made presentations before the New York 21 

Society of Security Analysts, the National Rate of Return Analysts Forum, and various 22 
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other professional and legislative groups.  I have served as a vice president and on the 23 

board of directors of the Financial Management Association.   24 

A list of my publications and testimony I have given before various regulatory 25 

bodies and in state and federal courts is contained in my résumé, which is included as 26 

ComEd Ex. 33.1. 27 

Q. What is the purpose of your testimony? 28 

A. The purpose of my testimony is to explain, from a financial perspective, why an interest 29 

rate at anything less than ComEd’s weighted average cost of capital (“WACC”) is 30 

insufficient to make ComEd whole with respect to the costs it incurs in financing delayed 31 

recovery of reconciliation or “true up” amounts under Illinois’ new Energy Infrastructure 32 

Modernization Act (“EIMA”). 33 

Q. What is the context in which this issue of an appropriate interest rate arises? 34 

A. Under EIMA, a utility is to essentially file annual rate updates, typically by May 1.  The 35 

revenue requirement in each such filing is to be based on the costs reflected in the Federal 36 

Energy Regulatory Commission Form 1 (“FERC Form 1”) for the previous year plus 37 

capital additions projected for the year of the filing.  The rates are to become effective 38 

with the January monthly billing period of the following year and will remain in effect 39 

until new rates become effective in the following January monthly billing period of the 40 

subsequent year.   41 

In each filing on or before May 1, EIMA provides for a reconciliation, under 42 

which the rates in effect in a given year are compared to what the rates in that year would 43 

have been had the actual costs for that year been known when the rates were set.  Thus, 44 
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the apparent intent of EIMA is to make the utility whole (subject to the traditional 45 

prudence and reasonableness criteria), although not until the lapse of two years.  For 46 

example, rates in effect in 2013 will reflect 2011 costs and 2012 capital projections.   47 

As explained by the ComEd witnesses in this case, the reconciled amount relating 48 

to capital costs actually incurred in 2013 (estimated to be in the hundreds of millions of 49 

dollars) will not begin to be recovered until 2015.  EIMA allows this shortfall to be 50 

recovered (or an over-recovery be returned) “with interest.” Any interest rate less than the 51 

utility’s WACC would not provide ComEd with full recovery of the utility’s actual, 52 

prudently incurred, reasonable costs.  ComEd’s 2010 WACC, reflected in ICC Docket 53 

No. 11-0721, was 8.16%. 54 

Q. Please explain why only the WACC will provide ComEd full recovery of its costs? 55 

A. Delayed recovery of a utility’s reasonable and prudent costs is a utility asset or 56 

investment just like any other the utility makes, and for which a utility properly recovers 57 

a return on investment at a rate that at least covers the utility’s actual cost of financing 58 

that investment.  That being the case, to treat the recovery balance any differently from 59 

any other utility investment, such as by providing a return on that investment any lower 60 

than the WACC, is improper because it results in an under recovery.  That is especially 61 

true here, because the hundreds of millions of dollars of capital investment in 2013 in the 62 

example above will be a critical component of the subsequent reconciliation.  If a 63 

“hybrid” financing cost is used, based only on long- and short-term debt rates, the utility 64 

is denied an equity return.  The additional debt assumed to finance the under recovery 65 

balance, however, has to be supported in part by equity (i.e., the utility cannot finance 66 

ongoing asset balances with 100% debt).  Therefore, while the utility’s shareholders 67 
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provide equity to support all the utility’s debt, in the case of the under recovery balance, 68 

they are provided no return for the use of their money.  69 

Q. Are you familiar with how any other Commissions have treated Smart Metering 70 

over- or under-recovery balances? 71 

A. Yes.  In Texas, the American Electric Power (“AEP”) affiliates have a similar mechanism 72 

for their Smart Metering investment and operation and maintenance costs.  That over- or 73 

under-recovery balance is calculated based on the companies’ authorized weighted 74 

average cost of capital, or WACC.  See AEP Texas Central Co. and AEP Texas North 75 

Company, PUC Docket No. 36928, SOAH Docket No. 473-09-4092 (Dec. 17, 2009) at 76 

Findings of Fact ¶¶ 55, 62.   Utilities in Texas, not just AEP, also receive a WACC 77 

carrying charge on their regulatory asset.  See Oncor Elec. Delivery Co. LLC, TPUC 78 

Docket No. 35718 (Aug. 29, 2008) at Findings of Fact ¶¶ 49, 51. 79 

Q. In its Order dated May 29, 2012, the Commission concludes that “there is value” in 80 

setting an interest rate based upon debt that is relevant to the utility for the time 81 

duration of the reconciliation.  Can you comment on that observation? 82 

A. Yes.  I do not think the Commission was making an economic or financial decision when 83 

it made this observation.  I cannot ascertain any economic or financial analysis that 84 

supports this conclusion.  Perhaps the closest the Commission comes is its observation in 85 

connection with a Staff position (which the Commission rejected) that using the WACC 86 

treats the reconciliation amount like a rate base investment rather than a reconciling item.  87 

But, in fact, the reconciliation adjustment under the EIMA is no different in principle or 88 

economic impact from a rate base investment, and is not simply a “reconciling item,” as 89 
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that term is commonly understood and used in electric utility ratemaking.  The EIMA 90 

reconciliation adjustment consists of the delayed costs of recovery of hundreds of 91 

millions of dollars of plant investment, not simply the reconciliation of specific and 92 

limited costs that are adjusted frequently and where the error terms vary between positive 93 

and negative.  Whatever “value” the Commission might find from a policy perspective 94 

(and it is not clear that any such value exists) in allowing some form of debt-only return, 95 

that decision is incorrect from a financial perspective and does not allow the utility to 96 

recover its very real costs. 97 

Q. Do you see any other problem with the Commission’s “interest” decision from a 98 

financial or economic perspective? 99 

A. Yes.  Allowance of a debt-only return assumes that ComEd should finance these under-100 

recoveries through additional debt, thereby “adding” incremental debt to ComEd’s capital 101 

structure.  This will result in a capital structure for ratemaking purposes with more debt 102 

than in fact is present in ComEd’s actual capital structure.  A perverse dynamic occurs 103 

where the way in which the utility is allowed to recover costs presumes a capital structure 104 

that can only be viewed as theoretical and will be vastly different than the true capital 105 

structure the utility can responsibly employ. 106 

Q. Does this conclude your testimony? 107 

A. Yes. 108 


