
 
 
 
 
 

  
 
       140 BROADWAY NEW YORK, NY 10005 
      

 
      

RAYMOND E. MOORE, CFA                                                                          
(212) 320-3065                                        Trading (212) 320-3001                                                      July 8, 2008 

 

ray.moore@shieldsandco.com 
 

Regulated Utilities 
AFUDC and the Other Side of Competitive Generation 

 
Can Competitive Generation Grow  
 
Utilities are spending money again, and increasing expenditures raise the profile of non-cash bookkeeping entries 
unique to regulated utilities - “Allowance for Funds Used during Construction” (AFUDC).   
 
The principle behind AFUDC entries is that regulated utilities are entitled to the opportunity to earn returns on 
prudently incurred investment.  Financing costs incurred during the construction cycle, like brick and mortar, are 
recoverable from rate payers.  The preferred method is to include Construction Work in Progress (CWIP) in rate 
base, in effect paying on an “as you go” basis.  The argument against CWIP in rate base is that current consumers 
are paying for investment that benefits future consumers, thus creating a conflict with accrual accounting and 
mismatching of revenues with expenses.  Instead, AFUDC accounting adds financing costs incurred during the 
construction process to the cost of investment.  Once the project is completed, those costs are amortized over the life 
of the investment via depreciation charges.   
 
The non-cash AFUDC component to total investment depends on 1) whether it’s completed on schedule, and 2) the 
implied return on equity.  As a guideline, AFUDC should add about 20%-25% to the cost of the plant.  Southern Co. 
(SO-$35-Hold) for example, estimates its 45.7% share of a planned 2,300 megawatt nuclear plant, including AFUDC, 
at an all-in cost of $6,089 a megawatt.  SCANA Corp.’s (SCG-$37-Buy) all-in cost forecast for its 55% share of a 
2,234 megawatt plant, excluding AFUDC, is $4,949 a megawatt.   
 
Both the Southern Co. and SCANA Corp. projects exclude Federal subsidies such as Production Tax Credits, Loan 
Guarantees and Government-Backed Insurance.  Yet there’s little concern in the investment community that both 
companies should be able to raise capital during a construction cycle that may last 10-years.  Not so with competitive 
generation.  
 
Competitive generation lacks a defined customer(s) and its returns are determined by market forces.  Unlike utilities 
who are granted returns commensurate with lower risks in a regulated business, competitive generation profits are 
limited solely by market forces.  To date, several generators have experienced only the upside of market forces.  
Non-regulated Exelon Generation (Parent-EXC-$89-Hold), for example, earned $2,029 million in 2007 on an average 
equity of $4,926 million, or 41%.  Don’t forget too that non-regulated nuclear generators enjoyed fairly good “kick 
starts” to a quasi competitive environment:  1) generation was purchased at sharply discounted prices, in many cases 
fire sale prices, with long-term purchase contracts from the seller, and the opportunity to sell excess capacity in a 
rising fossil fuel cost climate; 2) companies in Texas were able to sell nuclear (and coal) output based on natural gas 
prices; and 3) Exelon Corporation, coincident with the merger of Unicom and PECO, wrote down Commonwealth 
Edison’s nuclear investment by $2.4 billion.   
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What do non-regulated generators do for an encore?  Investment bankers, if there are any left, are certain to come 
up with financing plans but successful implementation is another matter.  What investor, even with government 
subsidies, is willing to put capital in a long-term capital intensive project with no visible revenue stream and fraught 
with risks during the construction cycle, i.e., time delays or an accident somewhere, domestic or international?  What 
would be a compensatory return for that exposure?  If interest is capitalized, where’s the cash to meet repayment 
schedules?  What about earnings dilution and dividend payments associated with any equity financings?  Assuming 
a merchant generator lines up purchase power contracts, the purchaser, presumably a regulated utility, could 
command a dominant role in negotiating rates, basing those rates on costs similar to returns on rate base.  After all, 
buyers markets are different than sellers markets. 
 
 
Cost of Capital & Revenue Requirement 
 
Table 1 is a theoretical cost of capital presentation.  Capitalization consists of debt-45%, preferred-5%, common 
equity-35% and deferred income taxes-15%.  Most regulatory jurisdictions treat accumulated deferred income taxes 
as either interest-free loans or deduct the item from rate base.  (Deferred Investment Tax Credits earn at the overall 
cost of capital.)  Column 2 assigns cost to the capital components; debt-6.5% pre-tax, preferred stock-5.0%, - 
common equity 12.5%, deferred Taxes 0%.  Column 3 is the weighted cost of capital (column 1 multiplied by column 
2), in this instance 7.6%.  Column 4 is the after-tax cost of capital after reducing the debt component from 2.9% to 
1.9% to reflect a 35% rate.  Column 5 is the 10.1% revenue needed to meet interest expense and pre-tax equity 
costs.   
 
 

Table 1 
CWIP-AFUDC-Revenue Requirement 

 
Column (1) (2) (3) (4) (5) 
  Cap. Cost Weighted AFC* Rev* 
  % % % % % 
Debt 45% 6.5% 2.9% 1.9% 2.9% 
Preferred 5% 5.0% 0.3% 0.3% 0.4% 
Common 35% 12.5% 4.4% 4.4% 6.7% 
Deferred Taxes 15% 0.0% 0.0% 0.0% 0.0% 
Total 100%   7.6% 6.5% 10.1% 

*Assumes 35% Tax Rate 
 
 
CWIP in Rate Base 
 
Construction Work in Progress (CWIP) when in rate base requires no unusual journal entries. Cost of investment 
remains unchanged. Assuming $100 million CWIP, rates are increased $10.1 million, assets (cash) on the balance 
sheet and revenues in the income statement increase $10.1 million. 
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$100 million CWIP in Rate Base 
 

  Debit Credit 
  $-Mil $-Mil 
CWIP in Rate Base    
Cash 10.1   

Revenues   10.1 
 
 
Allowance for Funds Used During Construction Entries 
 
For some reason known only to the accounting gods, companies began to identify only the debt or equity component 
in the income statement.  It’s the total AFUDC Debt & Equity that contributes to earnings, not only debt or equity.  To 
do otherwise understates the AFUDC contribution. 
 
In our experience, Allowance for Funds Used during Construction (AFUDC) has been recorded under 2 methods:  
1) Gross, where the interest component is reported on a pre-tax basis; and 2) Net, where the interest component is 
reported net of taxes.  
 
Gross:  Gross entries book AFUDC at the weighted cost of capital or 7.6% (column 3, Table 1).  CWIP is increased 
by $7.6 million, AFC–Debt is recorded as a $2.9 million credit to interest expense and AFC-Equity, a $4.7 million 
addition to other income.  In most instances, the effect of gross interest is reduced by an offsetting increase in 
deferred income taxes that lowers the net interest contribution by the net of tax amount.  (In this instance, $2.9 million 
less $1.0 million, for a net $1.9 million.)  The total AFUDC earnings benefit is $6.5 million.  

 
 

Gross – $100 million CWIP  
Deferred Tax Offset 

 
  Debit Credit 
Gross Typical $-Mil $-Mil 
CWIP (BS) 7.6   
         AFC-Debt (IS)   2.9 
         AFC Equity & Other (IS)   4.7 
Deferred Taxes (IS) 1.0   
Accumulated Deferred Taxes (BS)   1.0 

BS-Balance Sheet, IS-Income Statement 
 

In the past (though we’re not sure if the practice continues), there have been companies that recorded AFUDC on a 
gross basis but without a tax offset, increasing earnings by the full $7.6 million.   
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Gross – $100 million CWIP  
No Deferred Tax Offset 

 
  Debit Credit 
Gross Flow-thru $-Mil $-Mil 
CWIP (BS) 7.6   
         AFC-Debt (IS)   2.9 
         AFC-Equity & Other (IS)   4.7 

BS-Balance Sheet, IS-Income Statement 
 
 

Net:  The net method for recording AFUDC books the debt component at its’ after tax cost (column 4 Table 1). CWIP 
in increased by $6.5 million, AFC-Debt reduces interest expense by $1.9 million and AFC-Equity increases other 
income by $4.7 million. Earnings benefit by $6.5 million.  

 
 

Net #1 - $100 million CWIP 
 

  Debit Credit 
Net #1 $-Mil $-Mil 
CWIP (BS) 6.5   
         AFC-Debt (IS)   1.9 
         AFC-Equity & Other (IS)   4.7 

 BS-Balance Sheet, IS-Income Statement 
 
 
Another variant to recording AFUDC on a net basis isn’t strictly an accounting entry.  Under traditional regulation, 
return on rate base is calculated by dividing net operating income by rate base.  However, if AFUDC is booked under 
the net method, income taxes above the line in operating income are lower due to interest associated with CWIP.  
Current consumers are in effect benefiting from tax reductions that should be allocated to future consumers.  This 
mismatch of revenues with expenses is corrected by transferring the tax benefit of CWIP interest expense from 
above the line in operating income to below the line as a credit to other income.    
 
 

Net #2 - $100 million CWIP 
Tax allocated Below the Line 

 
  Debit Credit 

Net #2 Tax Allocation $-Mil $-Mil 
CWIP (BS) 6.5   
         AFC-Debt (IS)   1.9 
         AFC-Equity & Other (IS)   4.7 
Income Taxes Operating Inc. (IS) 1.0   
Income Taxes Other Income (IS)   1.0 

BS-Balance Sheet, IS-Income Statement 
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Recap of AFUDC 
 
Table 2 highlights the balance sheet, income statement and return components of AFUDC accounting:  column 1 is 
stand-alone without CWIP; column 2 assumes $100 million CWIP and associated financing costs; column 3 is pro 
forma income and returns assuming no CWIP in rate base and no AFUDC; column 4 assumes CWIP in rate base 
with rate offsets; columns 5&6 are AFUDC Gross entries with deferred taxes (5) and flow thru of tax savings (6);  and 
columns 7& 8 are AFUDC net without tax reallocation (7) and with tax reallocation (8). 
 

 
 

Table 2 
CWIP & AFUDC Comparisons 

 
Column (1) (2) (3) (4) (5) (6) (7) (8) 
     Pro CWIP Gross Gross AFUDC AFUDC 

  Inv CWIP Forma In Rates Dfd Txs Flo-thru Net #1 Net #2 
  $-Mil $-Mil $-Mil $-Mil $-Mil $-Mil $-Mil $-Mil 

Investment 1,000 100 1,100 1,100 1,100 1,100 1,100 1,100 
Rate Base 1,000  1,000 1,100 1,000 1,000 1,000 1,000 
Year-End CWIP    100 100 107.6 107.6 106.5 106.5 
Common Equity 350 35 385 385 385 385 385 385 
Oper.Inc. Pre-tax 100.4   100.4 100.4 100.4 100.4 100.4 100.4 
Rate Increase      10.1        
Adj. Oper. Inc. 100.4   100.4 110.5 100.4 100.4 100.4 100.4 
Income Taxes @35%                 

Payable  24.9 (1.0) 23.9 27.4 23.9 23.9 23.9 24.9 
Deferred        1.0    (1.0) 

Total Taxes 24.9 (1.0) 23.9 27.4 24.9 23.9 23.9 23.9 
Net Oper. Inc. 75.5   76.5 83.1 75.5 76.5 76.5 75.5 
Interest Expense 29.3 2.9 32.2 32.2 32.2 32.2 32.2 32.2 
AFC-Debt Credit        2.9 2.9 1.9 1.9 
Net Interest 29.3 2.9 32.2 32.2 29.3 29.3 30.3 30.3 
Other               
AFC – Other        4.7 4.7 4.7 4.7 
Tax Credit             1.0 

Total Other         4.7 4.7 4.7 5.7 
Net Income 46.3  44.3 50.9 50.9 51.9 50.9 50.9 
Pref.Div. 2.5 0.3 2.8 2.8 2.8 2.8 2.8 2.8 
Balance to Com. 43.8   41.6 48.2 48.2 49.2 48.2 48.2 
Return Rate Base 7.6%  7.7% 7.6% 7.5% 7.6% 7.6% 7.5% 
Return Common 12.5%   10.8% 12.5% 12.5% 12.8% 12.5% 12.5% 
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Analyst’s Certification 
 
I Raymond E. Moore certify that the views expressed in this research report accurately reflect my personal views 
about the subject companies and their securities.  I also certify that I have not been and will not be receiving direct or 
indirect compensation in exchange for expressing the specific recommendations in this report.   
 
Important Disclosures 
 
Guide to Investment Ratings: 
 
Buy Total return is expected to exceed significantly the average total return of the analyst’s industry coverage 
universe over the next 12 months. 
Market Perform & Hold Total return is expected to equal the average total return of the analyst’s industry coverage 
universe over the next 12 months. 
Sell Total return is expected to significantly under perform (15% plus) the total return of the industry coverage 
universe over the next 12 months. 
 
 
Analyst’s Ratings Distribution 
 

  % Investment Banking 
Buy 17%             0% 
Hold 83%             0% 
Sell   0%             0% 

 
 
The principal risks to the achievement of our price targets include general market trends, disappointing earnings and 
lower energy prices and adverse regulatory developments. 
 
Our target prices are based on projected earnings for the following calendar year, and an assumed price/earnings 
ratio in line with the company’s historical valuation or those of other companies with similar businesses and 
prospects. 
 
Capital Management Associates holds positions in the common shares of Southern Company and Scana Corp. in 
managed accounts. 
 
Neither Shields nor a director, officer or the research analyst has received any compensation for products or services 
from the subject company in the past 12 months. 
 
 
Other Disclosures and Disclaimers 
 
This research report and recommendations agree with the personal opinion of the analyst who prepared this report.  
 
Any financial interest that the research analyst or member of the analyst’s household or any other individual directly 
involved with the preparation of this report has in the subject company, has been disclosed in the Important 
Disclosures section. 
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Other Disclosures and Disclaimers, continued 
 
Investing is a risky activity and can lead to substantial losses.  This report does not provide individually tailored 
investment advice.  It has been prepared without regard to the individual financial circumstances and objectives of 
persons who receive it. The securities discussed in this report may not be suitable for all investors.  Shields & 
Company recommends that investors independently evaluate particular investments and strategies, and encourages 
investors to seek the advice of a financial adviser.  The appropriateness of a particular investment or strategy will 
depend on an investor’s individual circumstances and objectives. 
 
This report is not an offer to buy or sell any security or to participate in any trading strategy.  Shields & Company 
and/or its employees not involved in the preparation of this report may have investments in securities or derivatives of 
securities of companies mentioned in this report, and may trade them in ways different from those discussed in this 
report.  Derivatives may be issued by Shields & Company or associated persons.  The firm does not make a market 
in the shares of the companies mentioned, has no relationship with them, and has not received any compensation 
from them.   
 
Shields & Company makes every effort to use reliable, comprehensive information, but we make no representation 
that it is accurate or complete.  We have no obligation to tell you when opinions or information in this report change 
apart from when we intend to discontinue research coverage of a subject company. 
 
Reports prepared by Shields & Company and its research personnel are based on public information.  Facts and 
views presented in this report have not been reviewed by, and may not reflect information known to, professionals in 
other business areas. 
 
Shields & Company research personnel conduct site visits from time to time but are prohibited from accepting 
payment or reimbursement by the company of travel expenses from such visits. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

-7- 


