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1. Q. Please state your name and business address. 1 

A. My name is Rochelle Phipps.  My business address is 527 East Capitol 2 

Avenue, Springfield, Illinois 62701. 3 

2. Q. By whom are you employed and in what capacity? 4 

A. I am currently employed as a Senior Financial Analyst in the Finance 5 

Department of the Financial Analysis Division of the Illinois Commerce 6 

Commission (“ICC” or “Commission”). 7 

3. Q. Are you the same Rochelle Phipps who submitted Direct Testimony 8 

in this proceeding? 9 

A. Yes.  I provided direct testimony in this case as ICC Staff Exhibit 2.0 on 10 

February 24, 2009.   11 

4. Q. What is the purpose of your testimony in this proceeding? 12 

A. I will respond to the rebuttal testimony of Mr. Darrell Hughes, who testifies 13 

on behalf of Central Illinois Light Company, Central Illinois Public Service 14 

Company and Illinois Power Company (“AmerenIP” or “Illinois Power”) 15 

(jointly “Companies” or “AIU”) regarding the appropriate rate of return for 16 

the Fixed Charge Rate (“FCR”) calculation. 17 

5. Q. Please summarize your conclusions and recommendations. 18 

A. Mr. Hughes’ rebuttal testimony did not change my opinion regarding the 19 

appropriate rate of return for the FCR calculation.  Using the AIU cost of 20 
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capital in the FCR calculation assumes the risk of UCB/POR assets 21 

equals the risk of rate base assets, which is not true.  Since the UCB/POR 22 

assets are less risky than AIU rate base assets, the investor-required rate 23 

of return for UCB/POR assets is lower than rate base assets.  In my 24 

judgment, a 3.90% rate of return fairly reflects the lower level of risk 25 

inherent in UCB/POR assets vis-à-vis AIU delivery services assets. 26 

6. Q. Does your analysis assume that AIU would finance the UCB/POR 27 

assets using 100% debt financing? 28 

A. No.  Mr. Hughes either mischaracterizes my recommendation or does not 29 

understand it when he states, “Ms. Phipps’ recommendation is to use a 30 

debt-only rate of return of 3.9%, a rate based solely on AAA-rated, 5-year 31 

utility bonds (with no assumed equity).”1  To the contrary, my FCR 32 

calculation does not reflect any tax-deductible interest; that is, my analysis 33 

implies the UCB/POR assets are financed using 100% equity.  My rate of 34 

return recommendation is for unrecovered implementation and POR 35 

startup costs, which are assets, not for financial securities such as debt 36 

and equity.  Determining a rate of return on financial securities is not 37 

necessary for determining the rate of return on assets and therefore was 38 

not a part of my analysis. 39 

7. Q. Please explain why it is fair to use a bond yield to estimate an equity 40 

return in your analysis. 41 

                                            
1 Ameren Ex. 5.0, lines 61-62. 
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A. When it issued transitional funding notes, Illinois Power Securitization 42 

L.L.C.’s capital structure comprised approximately 98% debt.2  When debt 43 

comprises nearly 100% of the capital invested in an asset, the investor-44 

required rate of return for that asset will equal the investor-required rate of 45 

return if equity comprised 100% of the capital invested in that asset.  A 46 

capital structure with virtually no equity capital provides debt investors 47 

virtually no insulation from business risk; therefore, investors’ exposure to 48 

business risk is essentially identical whether the capital structure 49 

comprises either 98% debt or 100% equity.  When risk exposure is the 50 

same, then the investor-required rate of return is the same regardless of 51 

the type of security issued. 52 

8. Q. Mr. Hughes contends that AmerenIP’s transitional funding notes are 53 

not analogous to the financing of the UCB/POR program 54 

development.3  Do you agree? 55 

A. No.  Mr. Hughes argues that, “[t]he transitional funding instruments were a 56 

separate bond issuance securitized with cash flow from a specific line item 57 

on customer bills.”4  In fact, Mr. Hughes’ statement highlights an important 58 

characteristic that AmerenIP’s transitional funding instruments and the 59 

UCB/POR program have in common. 60 

                                            
2 Illinois Power Securitization L.L.C. was a special purpose limited liability company whose only material 
business related to its interest in the intangible transition property, authorized by the Commission in 
Docket No. 98-0488, in connection with AmerenIP’s transitional funding notes.  (Illinois Power 
Securitization L.L.C. Form 10-K for the year ended December 31, 1998.) 
3 Ameren Ex. 5.0, lines 69-72. 
4 Ameren Ex. 5.0, lines 72-73. 
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Section 18-104 of the Act (“Terms and Provisions of Transitional Funding 61 

Orders”) authorizes the Commission to create and establish “intangible 62 

transition property,” which secures the utility’s right to collect transitional 63 

funding charges outside of the traditional revenue-requirement construct 64 

for one or more legislatively mandated purposes.5  Further, Section 18-65 

103 of the Act requires the Commission to approve the issuance of 66 

transitional funding instruments in an order.6  Intangible transition property 67 

has three major implications with respect to determining the appropriate 68 

rate of return for UCB/POR assets. 69 

First, by creating a separate asset class, intangible transition property, and 70 

permitting the issuance of intangible funding instruments against the value 71 

of that asset, the Act implicitly recognized that utility assets that have 72 

different levels of risk warrant different rates of return.  Absent differences 73 

among the opportunity costs of capital of utility assets, creating intangible 74 

transition property would have been pointless. 75 

Second, intangible transition property permits the utility to collect charges 76 

outside revenue requirement-based rates.  Similarly, the UCB/POR 77 

Program Charge will be collected through the Supplemental Customer 78 

Charge instead of AIU’s revenue requirement-based rates.  Moreover, the 79 

Supplemental Customer Charge will be updated periodically and, at the 80 

end of five years, the AIU proposal would permit the Companies to 81 

                                            
5 220 ILCS 5/18-104(a). 
6 220 ILCS 5/18-103(d). 
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transfer to the Supplemental Customer Charge any UCB/POR costs that 82 

are not recovered from the RES through the POR discount rate. 83 

Third, the Act provided for periodic adjustments to the instrument funding 84 

charges to ensure repayment of the transitional funding instruments.7  85 

That is similar to the Companies’ proposed UCB/POR program 86 

reconciliation process, which assures AIU will recover 100% of costs 87 

incurred for the program.  Reconciliations are not features of traditional 88 

ratemaking and serve to reduce business risk.  Towards that end, only by 89 

removing the reconciliation process from the AIU proposal and, thereby 90 

removing any assurance that AIU would recover 100% of the 91 

implementation and POR startup costs, would UCB/POR assets move 92 

closer in risk to rate base assets than AmerenIP’s transitional funding 93 

notes. 94 

9. Q. Please explain how the AIU cost of capital is distinguishable from the 95 

rate of return AIU should be allowed to earn on unrecovered 96 

implementation and POR start-up costs. 97 

A. Those features of the UCB/POR program that resemble Securitization 98 

(i.e., AmerenIP’s transitional funding notes) are precisely the reason 99 

UCB/POR costs are distinguishable from the AIU cost of capital.  Those 100 

unique features of AIU’s UCB/POR program, vis-à-vis “other utility-101 

incurred costs to provide services,” reduce the level of risk inherent in the 102 

                                            
7 220 ILCS 5/18-104(d). 
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UCB/POR assets in comparison to rate base assets.  The rate of return 103 

investors require varies with risk; thus, the UCB/POR assets require a 104 

different rate of return than AIU rate base assets. 105 

10. Q. Mr. Hughes asserts that the rate of return for the FCR calculation 106 

should equal the AIU cost of capital because that rate of return 107 

would more closely reflect AIU’s financing costs.  Is Mr. Hughes’ 108 

assertion valid? 109 

A. No.  That invalid assertion is the sole basis for the Companies’ proposal to 110 

use the AIU cost of capital in the FCR calculation.  Specifically, Mr. 111 

Hughes states: 112 

…my recommendation is based on the undeniable fact that both 113 
debt and equity will be required to finance the UCB/POR startup 114 
costs.8 115 

*  * * 116 

The financing of the UCB/POR program will not be from transitional 117 
funding instruments, nor from a separate issuance; rather, it will be 118 
financed with the overall financing requirements of the AIU.9 119 

*  * * 120 

Financing costs will be incurred to pay for the UCB/POR startup 121 
costs.  Financing costs include both debt and equity… Costs 122 
incurred to provide this service necessarily include financing costs, 123 
which, again, include both debt and equity.10 124 

*  * * 125 

Financing of this project cannot be done independently of other 126 
capital projects.  The fact of the matter is, this project will be rolled 127 

                                            
8 Ameren Ex. 5.0, lines 66-68. 
9 Ameren Ex. 5.0, lines 73-76. 
10 Ameren Ex. 5.0, lines 78-83. 
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into the overall financing requirements of AIU, which is supported 128 
with debt and equity on an ongoing basis.11 129 

*  * * 130 

Since the inherent financing costs are the same, it stands to reason 131 
an equivalent allowed rate of return is appropriate and prudent.12 132 

*  * * 133 

Since the UCB/POR startup costs will be excluded from recovery in 134 
future rate cases, it must earn a rate of return commensurate with 135 
other investments, otherwise there is a shortfall in recovery of 136 
financing costs.13 137 

Mr. Hughes reverses cause and effect.  He wrongly argues that a 138 

company’s overall cost of capital (i.e., the weighted average cost of capital 139 

on all of a company’s assets) determines the required rate of return on 140 

new assets it acquires.  The opposite is true.  The weighted average of the 141 

required rates of return of the assets a company holds determines its 142 

weighted average cost of capital.  For example, as a company increases 143 

its holdings of low risk assets, such as U.S. Treasury securities, its overall 144 

cost of capital would decline.  Should the company ultimately hold nothing 145 

but U.S. Treasury securities, its overall cost of capital would ultimately 146 

equal the weighted average required rate of return on those U.S. Treasury 147 

securities. 148 

11. Q. Does Mr. Hughes assess the risk of the UCB/POR program? 149 

A. No.  Mr. Hughes focuses on the AIU’s cost to finance rate base assets, as 150 

determined in a traditional ratemaking proceeding.  Contrary to AIU’s 151 

                                            
11 Ameren Ex. 5.0, lines 87-90. 
12 Ameren Ex. 5.0, lines 114-116. 
13 Ameren Ex. 5.0, lines 126-128. 
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implicit assumption that the risk of UCB/POR assets is equivalent to the 152 

risk of AIU rate base assets, there is virtually no risk that AIU will recover 153 

less than 100% of the costs it incurs to implement the UCB/POR program. 154 

Towards that end, financial literature confirms that projects with different 155 

risks warrant different rates of return.  Specifically, one text states: 156 

The Company cost of capital is not the correct discount rate if the 157 
new projects are more or less risky than the firm’s existing 158 
business.  Each project should in principle be evaluated at its own 159 
opportunity cost of capital.14 160 

Similarly, another financial text reiterates that the cost of capital for a given 161 

project “should reflect the risk of the project itself, not necessarily the risk 162 

associated with the firm’s average project as reflected in its composite 163 

[cost of capital].”15 164 

Moreover, the Harvard Business School Press’s publication of the 165 

Financial Management Association Survey and Synthesis Series confirms 166 

that this principle is also commonly accepted by financial practitioners: 167 

In a rare show of unity, the academic literature is virtually 168 
unanimous in recommending adjustments when evaluating projects 169 
with different levels of risk… Surveys consistently indicate that 170 
many companies make adjustments for projects or divisions with 171 
differing risks.16 172 

                                            
14 Brealey, Meyers and Allen, Principles of Corporate Finance, 9th ed. (2008), p. 239. 
15 Brigham, Gapenski and Ehrhardt, Financial Management: Theory and Practice, 9th ed. (1999), p. 386. 
16 Ehrhardt, The Search for Value: Measuring the Company’s Cost of Capital, (1994), p. 102. 
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Mr. Hughes also argues that the authorized rate of return may understate 173 

the true incremental costs of financing.17  He states further: 174 

It is unknown how long the current financial crisis will impact the 175 
debt markets, but it is apparent that near-term debt borrowings are 176 
at rates exceeding those demonstrated in the last rate case.18  177 

Those statements imply that factors beyond risk affect the AIU financing 178 

costs.  However, the factors affecting the cost for AIU to finance rate base 179 

assets are not relevant to the FCR calculation and should be rejected.  180 

The only relevant factors in determining the appropriate rate of return for 181 

the FCR calculation are the amount of risk associated with the UCB/POR 182 

assets and the current market price of that risk.  My estimate of the rate of 183 

return for the FCR incorporates those two factors.  In contrast, Mr. 184 

Hughes’ estimate reflects neither factor. 185 

12.  Q. Do you agree with Mr. Hughes’ statement that “lower risk does not 186 

translate into a lower rate of return”? 187 

A. No.  Mr. Hughes erroneously asserts the risk inherent in the UCB/POR 188 

program cannot be split from the overall risk that investors view for all the 189 

other AIU investments.19  To the contrary, it is a basic financial tenet that 190 

the investor-required rate of return is a function of risk.  That is, lower risk 191 

translates into a lower rate of return.  To argue otherwise contradicts 192 

financial theory.  Further, by creating a separate rider for recovery of 193 

                                            
17 Ameren Ex. 5.0, lines 94-96. 
18 Ameren Ex. 5.0, lines 104-106. 
19 Ameren Ex. 5.0, lines 109-116. 
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UCB/POR costs, an appropriately lower rate of return can be assigned to 194 

those unrecovered costs just as the creation of the Rider IFC made it 195 

possible to base it on the cost of transitional funding notes only, to the 196 

exclusion of the costs of Illinois Power’s common equity and conventional 197 

debt and preferred stock. 198 

13. Q. Please explain the effects of using the AIU cost of capital in the FCR 199 

calculation. 200 

A. Authorizing a rate of return for the FCR calculation that exceeds the 201 

investor-required rate of return on UCB/POR assets would not balance the 202 

interests of investors and ratepayers.  Rather, it would benefit AIU 203 

investors at the expense of eligible customers because the portion of 204 

return that exceeds the investor-required rate of return would be collected 205 

from eligible customers and be passed through to investors.  Investors 206 

would receive more return than they require given the risk level of the 207 

UCB/POR program, but eligible customers would receive no benefit from 208 

paying the excess risk premium. 209 

14. Q. Does this question end your prepared rebuttal testimony? 210 

A. Yes. 211 


