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Docket Nos. 08-0619, 08-0620, 08-0621 (cons.) 

 

REBUTTAL TESTIMONY 

of 

Darrell E. Hughes 

ON BEHALF OF 

THE AMEREN ILLINOIS UTILITIES 

 

I. INTRODUCTION 

A. Witness Identification 

Q. Please state your name and business address. 

A. Darrell E. Hughes, 1901 Chouteau Avenue, St. Louis, Missouri 63103. 

Q. By whom are you employed and in what capacity? 

A. I am employed by Ameren Services Company (“Ameren Services”).  I hold 

the position of Supervisor Valuation and Cost of Capital – Corporate Finance 

for Ameren Corporation (“Ameren”) and its subsidiaries, including the Illinois 

distribution utilities, Central Illinois Light Company d/b/a AmerenCILCO 

(“AmerenCILCO”), Central Illinois Public Service Company d/b/a AmerenCIPS 

(“AmerenCIPS”), and Illinois Power Company d/b/a AmerenIP (“AmerenIP”), 

collectively referred to as the “Ameren Illinois Utilities” or “AIU”. 
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Q. Please describe your education and work experience. 23 
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A. Please see my Statement of Qualifications, attached as an appendix to my 

direct testimony, Ameren Exhibit 2.0. 

Q. Are you the same Mr. Hughes that previously filed testimony in this 

proceeding? 

A. Yes. 

B. Purpose and Scope   

Q. What is the purpose of your rebuttal testimony in this proceeding? 

A. The purpose of my rebuttal testimony is to respond to the direct testimony of 

Illinois Commerce Commission Staff (“Staff”) witness, Rochelle Phipps, who 

is recommending a 3.9% rate of return be adopted for the fixed charge rate 

(“FCR”) factor and applied to certain capitalized costs (“UCB/POR startup 

costs”) associated with the UCB/POR Program.  This rate of return would 

result in a Staff-recommended FCR rate of 23.74%, a rate that would not 

make the AIU financially whole.  Additionally, I respond to Staff witness 

Torsten Clausen’s recommendation to extend the cost recovery period to 

seven years. 

Q. Please summarize the conclusions of your rebuttal testimony. 

A. I recommend a FCR rate of 27.15% be applied to the UCB/POR startup 

costs.  This is based on a 8.45% rate of return which is consistent with the 

average allowed rate of return granted by the Illinois Commerce Commission 

(ICC) for the AIU as part of the recent 2008 rate proceedings.  The AIU 
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recommendation for cost recovery is for five years because it matches the 

regulatory depreciation of the UCB/POR investments.  
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II. APPLICABILITY OF THE FIXED CHARGE RATE (“FCR”) 

Q. What is your understanding of the applicability of the FCR? 

A. The FCR is a key element within the formula of the USD (UCB Start-up costs) 

and PSD (POR start-up costs) components of the RES Discount Rate, and for 

the USC (UCB start-up costs) component of the Supplemental Customer 

Charge.  UCB/POR startup costs are multiplied by the FCR in order to 

recover a levelized tariff charge from all retail customers eligible to participate 

in the UCB/POR Program and the RES that participate in the UCB/POR 

Program. 

Q. Do you agree with Staff’s position? 

A. No.  My recommendation is a 27.15% FCR that is developed using the 8.45% 

rate of return.  The 8.45% factor is based on cost of capital approved in the 

most recent AIU electric delivery services rate cases. 

Q. What are the main differences between your recommendations? 

A. Ms. Phipps’ recommendation is to use a debt-only rate of return of 3.9%, a 

rate based solely on AAA-rated, 5-year utility bonds (with no assumed equity).  

Her argument is that perceived low levels of business risk associated with the 

recovery of UCB/POR start-up costs justify a lower rate of return.  Her 

analogy is based on comparisons made to Illinois Power Company d/b/a 

AmerenIP’s (AmerenIP) transitional funding notes.  In contrast, my 
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recommendation is based on the undeniable fact that both debt and equity 

will be required to finance UCB/POR startup costs.   
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Q. Do you agree with Ms Phipps that the AmerenIP’s transitional funding 

notes are analogous to the financing of the UCB/POR program 

development? 

A. No.  The transitional funding instruments were a separate bond issuance 

securitized with cash flow from a specific line item on customer bills.  The 

financing of the UCB/POR program will not be from transitional funding 

instruments, nor from a separate issuance; rather, it will be financed with the 

overall financing requirements of the AIU. 

Q.  Is the rate of return an important factor to consider? 

A. Yes.  Financing costs will be incurred to pay for the UCB/POR startup costs. 

Financing costs include both debt and equity.  Though I’m not an attorney, it 

is my understanding one of the expectations of SB 1299 is to provide for the 

recovery of prudently incurred costs associated with the provision of this 

particular service.  Costs incurred to provide this service necessarily include 

financing costs, which, again, include both debt and equity. 

Q. Are the UCB/POR start up costs unique, compared to other utility-

incurred costs to provide services?  

A. No. The UCB/POR startup costs carry no special distinction. The utility must 

still raise funds to support its provision of utility services.  Financing of this 

project cannot be done independently of other capital projects.  The fact of 
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the matter is, this project will be rolled into the overall financing requirements 

of AIU, which is supported with debt and equity on an ongoing basis.  

Notably, the periodic sources of debt and equity are fully reviewed by the ICC 

as part of its rate proceedings.  AIU simply asks for consistent treatment with 

this UCB/POR program. 
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Q. Is there any reason to believe that the authorized rate of return does not 

fairly represent the actual costs of financing? 

A. It may understate the true incremental costs.  Historical long-term debt costs 

of 6.67% are embedded in the authorized rate of return of 8.45%.  This may 

understate the future costs of borrowing that are necessary for the UCB/POR 

project.  For example, recent issuances of long-term debt at AmerenIP and 

Central Illinois Light Company d/b/a AmerenCILCO carried coupon rates of 

9.75% and 8.875%, respectively.  A review of recent bond issuances of 

utilities from October 2008 to March 2009 (with BBB – to BBB + ratings by 

S&P and Baa3 to Baa1 from Moody’s) show that long-term coupon rates have 

averaged 8.13%.  It is unknown how long the current financial crisis will 

impact the debt markets, but it is apparent that near-term debt borrowings are 

at rates exceeding those demonstrated in the last rate cases.  The 

recommendation to use the authorized rate of return of 8.45% is conservative, 

and likely to understate the actual costs in the near term. 

Q.  Regarding Ms. Phipps’ view that this investment is low risk, how does 

this translate into a lower rate of return? 
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A. I would argue that it doesn’t.  No investor (equity or debt) in AIU has a clear 

line of sight to individual capitalized expenses such as the UCB/POR costs.  

Risk levels associated with this project cannot be split from the overall risk 

investors view for all the other investments that the AIU make.  Since the 

inherent financing costs are the same, it stands to reason an equivalent 

allowed rate of return is appropriate and prudent. 
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Q. Can you comment specifically regarding Ms. Phipps’s suggested 3.9% 

rate of return? 

A. It is based on bond yields of AAA debt.  All of the S&P, Moody’s or Fitch AIU 

ratings for first mortgage bonds, senior secured notes, senior unsecured 

borrowing or issuer ratings are in the BBB range.  Some of these ratings are 

one-step above junk bond status.  To use a 3.9% rate of return significantly 

understates debt costs for existing or future debt for the AIU.  In addition, it 

ignores the fact that the AIU have to maintain balanced debt and equity 

structures and that equity is used to provide for ongoing financing 

requirements.  Since the UCB/POR startup costs will be excluded from 

recovery in future rate cases, it must earn a rate of return commensurate with 

other investments, otherwise there is a shortfall in recovery of financing costs. 
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III. COST RECOVERY PERIOD 129 
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Q. Can you comment regarding Staff witness Torsten Clausen’s 

recommendation considering extending the UCB/POR cost recovery 

period to seven years? 

A. The AIU recommendation is for five years because it matches the regulatory 

depreciation of the UCB/POR investments.  Since the typical life of IT 

software is somewhere in the three- to five-year range, it is indeed possible 

that additional software updates may be needed before the end of Mr. 

Clausen’s recommended seven-year recovery period.  However, if the ICC 

chooses to adopt a seven-year cost recovery period, the resulting FCR would 

be 20.7% using the authorized rate of return of 8.45%.  Obviously, Ms. 

Phipps’ recommendation, if it were adopted, would serve to further understate 

a fair and reasonable recovery of financing costs. 

IV. CONCLUSION 142 
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Q. Does this conclude your rebuttal testimony? 

A. Yes, it does. 
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