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I. INTRODUCTION 

2 Q. Will you please identity yourself? 

3 A. My name is Ross C. Hemphill. 

4 Q. Are you the same Ross Hemphill who testified in this docket prior to rehearing? 

5 A. Yes. I gave live testimony and presented pre-filed direct, rebuttal, and surrebuttal 

6 testimony (Commonwealth Edison Company ("ComEd") Exhibits ("Exs.") 1.0, 11.0 and 

7 20.0, respectively). My background, professional qualifications, and duties and 

8 responsibilities have not changed since that time. 

9 Q. What are the purposes and subjects of your direct testimony on rehearing? 

10 A. I describe how from an economic and ratemaking policy perspective, the annual formula 

11 ratemaking process established by the Energy Infrastructure Modernization Act (the 

12 "EIMA")! and particularly its revenue requirement reconciliation demands the use of an 

13 interest rate that offsets the loss incurred due to the lags and delays inherent in the 

14 process. I explain why, from an economic perspective, any interest rate less than 

15 ComEd's Weighted Average Cost of Capital ("W ACC") cannot serve this function and 

16 effectively denies the utility recovery of its reasonable and prudent costs of service as 

17 envisioned by the EIMA. I also introduce the other witnesses providing direct testimony 

18 on rehearing on behalf of ComEdo 

19 Q. Who are the other witnesses presenting direct testimony on behalf of ComEd on 

20 rehearing and what are the topics that each witness addresses? 

1 Illinois Public Act ("PA") 097·0616, as amended and supplemented by PA 097-0646. 
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21 A. The following witnesses also provide direct testimony on rehearing on CornEd's behalf: 

22 • Joseph R. Trpik, CornEd's Senior Vice President, Chief Financial Officer, and 

23 Treasurer (CornEd Ex. 31.0), describes CornEd's planning for capital investments 

24 and explains how the Commission's Order in this proceeding makes it extremely 

25 difficult, if not impossible, for CornEd to pursue capital projects in which it had 

26 planned to invest. Mr. Trpik further explains why the only reconciliation 

27 adjustment interest rate that would allow CornEd to recover its actual costs of 

28 service is a rate equal to CornEd's WACC. 

29 • Kathryn Houtsma, CPA, CornEd's Vice President, Regulatory Projects (CornEd 

30 Ex. 32.0), describes how the ElMA's reconciliation process is implemented 

31 through CornEd's Rate DSPP - Delivery Service Pricing and Performance ("Rate 

32 DSPP") and why an interest rate less than WACC cannot protect CornEd and is 

33 out of synch with how CornEd treats customers. Ms. Houtsma also explains, from 

34 accounting and financial perspectives, the relationship between interest and the 

35 use of average rate base on reconciliation in lieu of the final rate year rate base 

36 shown on CornEd's Federal Energy Regulatory Commission ("FERC") Form 1. 

37 • Samuel C. Hadaway, Ph.D., Principal in FINANCO, Inc. (CornEd Ex. 33.0), 

38 explains from the perspective of the financial markets why applying an interest 

39 rate less than W ACC cannot recover the costs CornEd incurs in financing the 

40 delayed recovery of reconciliation or "true up" amounts under the ElMA. 

41 Q. Are any exhibits attached to your direct testimony? 
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Yes. CornEd Ex. 30.1 is a graphic showing the cost recovery time line under the formula 

rate process. This graphic uses 2015 as an example rate year. 

THE ROLE OF INTEREST IN THE ANNUAL FORMULA RATE AND 
RECONCILIATION PROCESS 

What is the significance of the reconciliation process to the overall annual formula 

rate process established by the EIMA? 

The formula rate process provides a way to set participating utilities' rates based on the 

actual prudent and reasonable costs they incur in serving customers, no more and no less. 

This was not possible under traditional ratemaking because no one could know what a 

utility's actual costs were in any given "rate year" until after the year was over. Under 

traditional ratemaking, that was just too late. The charges customers paid had to be set in 

advance (whether based on a historical or projected test year revenue requirement) and 

there was no way to go back and make them match the utility's actual revenue 

requirement. Someone unfairly lost out. When spending decreased, it was typically the 

customer. When there was new utility investment, it was typically the utility. Because 

fulfilling the promise of the EIMA required significant and sustained new investment that 

was not possible under this regime, that meant everyone would have lost out. 

The EIMA's reconciled annual formula rate process cuts through that knot. By 

looking backward and making a reconciling adjustment between the revenue requirement 

underlying the rates that were charged during any rate year and what that revenue 

requirement should have been if it was based on the utility's actual prudent and 

reasonable costs of service, the reconciliation process provides the financial equivalent of 

the time machine that traditional rates could never provide. By adjusting for the 
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difference in the actual revenue requirement that, in a perfect would, would have been the 

basis for rates and the revenue requirement that was actually used, the formula rate links 

charges and prudent and reasonable costs more closely than ever possible before. 

Only one wrinkle remains: The adjustment for the rate year cannot be made 

during the rate year. We do not have a time machine. The adjustment simply must be 

made later. Economics provides the answer to this final hurdle: if an interest rate is 

applied to the reconciliation adjustment reflecting the cost of financing the deferred 

recovery of revenue requirement, then the cost of this delay - whether to the utility or 

customers - is offset and the financial equivalent of actual cost ratemaking can be 

accomplished. Any differential in the "before the fact" and actual revenue requirements 

results in a corresponding credit or charge that compensates for the differential together 

with interest that compensates for the delay. All this only works, however, if the interest 

rate chosen actually compensates for the delay. This is accomplished if and only if the 

utility's weighted average cost of capital is used as the interest rate. 

THE CORRECT COST-BASED INTEREST RATE 

What is the economic purpose and function of interest? 

The need for interest flows from the fact that a dollar today is worth more than a dollar 

tomorrow or any other time in the future. Humans are risk averse and value the present 

over the future. Our preference for assets or money "in the hand" - rather than in a far-

off, or even nearby, bush - are reflected in the financial markets where money and other 

assets are borrowed and lent. Looking to these markets allows us to measure the 

equivalence between a dollar today and a dollar in the future. 
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While financial markets can sometimes be complex, the principle is not: if you 

have a dollar, you can spend it, or you can loan it in exchange for a promise of repayment 

plus interest, or you can invest it in exchange for a return of and on the investment. 

Interest compensates you for the delay in the use of your money. Often the popular press 

confuses this concept with the concept of inflation by referring to "nominal" interest rates 

that are also designed to compensate for inflation, but the need to offset the time value of 

money with interest applies without regard to inflation or its level. In some cases, 

interest may also compensate for the risk that the lender will never be repaid. Different 

firms and groups of people have different abilities to access capital, different risk 

tolerances, and different risks of default. 

What are the delays in the EIMA annually reconciled formula rate process that a 

proper interest rate compensates for? 

Under the formula rate process, the revenue requirement for any given rate year (the year 

in which costs are incurred and rates are charged that should recover those costs) is set 

based on operating and maintenance ("O&M") expenses incurred two years earlier and, 

at best, capital investments incurred one year earlier. Because the ErMA calls for major 

and sustained increases in investment and concomitantly increased spending, the rate year 

charges set based on two year old expenses and one year old (at best) investments will 

almost certainly fall short of the actual costs ofthe utility by a significant amount. In the 

main, this has nothing to do with whether the capital investment projection is perfect or 

flawed. Even a perfect capital expense projection is a full year out of date during the rate 

year. And the O&M costs are two years out of date regardless of that projection. 
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That is just the beginning, however. Because actual cost data for the rate year 

must be collected and officially reported before it can be used to propose a reconciliation 

revenue requirement, and because after that data is known a full reconciliation 

proceeding must occur, any reconciliation adjustment does not begin to be applied until 

the second year after the rate year. Simply put, for any rate year, the utility is paid some 

of its costs in the rate year and some of its costs two years later. Interest is the only 

means to offset that significant delay. 

These two kinds of lag - lag in setting the initial rates and lag in calculating and 

applying the reconciliation adjustment - are depicted graphically in CornEd Ex. 30.1. 

The two green arrows illustrate the lag caused by the fact that the 2015 rate year2 charges 

are originally set based not on 2015 actual costs but on 2013 costs and a 2014 net capital 

investment projection. The red arrow illustrates the fact that the reconciliation 

compensating for the difference between the revenue requirement on which the 2015 

charges were based and the actual costs for 2015 is not collected until two years later in 

2017. 

How is the reconciliation adjustment calculated? 

The reconciliation operates by mathematically comparing the "before the fact" revenue 

requirement used to compute charges collected during the rate year - a revenue 

requirement which, as I explained, is not based on actual rate year costs - with the actual 

revenue requirement calculated with the now-available data quantifYing CornEd's 

2 CornEd Ex. 30.1 uses rate year 2015 because it is the first year that no longer relies on pre
ElMA or blended revenue requirements in any way, and thus illustrates the process most clearly. The same 
lags apply to rate years 2012, 2013, and 2014, but the math is slightly more complex because they are 
transitional years where the pre-reconciliation rates are based in part on "look backs" to prior revenue 
requirements that precede the ElMA and/or must be averaged. 
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reasonable and prudent costs as a whole. The differential does not represent any 

particular, individual asset or cost, but simply the total difference between CornEd's 

actual reasonable and prudent costs of service for the rate year and the revenue 

requirement on which CornEd's charges for the rate year had been based. Ms. Houtsma 

provides a more detailed explanation of the particulars of this calculation in her 

testimony, but the concept is this simple. 

What is the interest rate that compensates for the delay in the recovery of a utility's 

revenue requirement? 

The cost of financing the activities of the utility as a whole is, by definition, its W ACC. 

Applying an interest rate other than W ACC is not only inconsistent with the economic 

function interest serves; it also has real, concrete, and significant financial consequences. 

It undermines the link between the formula rate and actual cost ratemaking and leaves 

prudent and reasonable actual costs unrecovered. In light of the huge investments called 

for by the ElMA, those unrecovered costs can total hundreds of millions of dollars. That, 

in turn, can scuttle the EIMA and leave customers the ultimate losers. 

What does the reconciliation adjustment represent? 

The reconciliation adjustment is the difference between two revenue requirements, one 

calculated in advance and one actual. It is not made up of only new or incremental 

investments, but a mathematical slice of CornEd's total costs of investment in its system 

including a regulatory asset for the slice of CornEd's total operating expenses that are 

unrecovered and deferred until the reconciliation adjustment is collected. All of 

CornEd's rate base investments and operating expenses are reflected in the reconciliation 
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adjustment just as they are in CornEd's rate base and revenue requirement generally. The 

reconciliation adjustment includes a share of all of CornEd's delivery services 

investments such as poles, wires, transformers, vehicles, and other rate base assets. 

As a result, there is simply no economic, ratemaking or public policy basis for 

distinguishing CornEd's costs that comprise the reconciliation adjustment from general 

revenue requirement components. Similarly, there is no means by which to distinguish 

the assets at issue in the reconciliation adjustment from those recovered through the rest 

of CornEd's delivery service charges. 

Can the formula rate reconciliation be handled like the reconciliation of assets or 

function specific charges in many existing riders? 

No. As Ms. Houtsma explains from accounting and financial perspectives, the 

reconciliation under the formula rate differs markedly from that of a typical reconciliation 

under riders where specific and limited costs are tracked and adjusted closely and 

frequently. For example, while most riders recover only a single expense, like 

environmental costs or energy efficiency costs, the scope of expenses is not limited under 

the formula rate. Instead, the costs at issue are for the same kinds of assets that CornEd 

invests in with respect to every other component of its rate base. In addition, the amount 

ofthe costs at issue under the formula rate is much larger than is at issue in a typical rider 

proceeding. Finally, the formula rate generally involves a longer reconciliation period-

two years-than what exists in the typical rider situation. Thus, the reconciliation under 

the formula rate differs in nature, size and purpose from that of a typical reconciliation 

before the Commission. 
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Does setting the interest rate at W ACC properly acconnt for all the facts you 

described? 

Yes, it does. It accounts for the nature of the reconciliation adjustment, the purpose of 

interest, and the financing costs that CornEd incurs. 

177 IV. CONCLUSION 

178 Q. Does this complete your direct testimony on rehearing? 

179 A. Yes. 
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