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A. Witness Identification 

Q. Please state your name and business address. 

A. My name is Darrell E. Hughes.  My business address is One Ameren 

Plaza, 1901 Chouteau Avenue, St. Louis, Missouri 63103.   

Q. Are you the same Darrell E. Hughes that previously filed testimony in 

this proceeding?  

A. Yes. 

B. Purpose and Scope 

Q. What is the purpose of your surrebuttal testimony? 

A. The purpose of my surrebuttal testimony is to address the rebuttal 

testimony of Illinois Commerce Commission Staff (“Staff”) witness Rochelle 

Phipps, as it relates to my rebuttal testimony.  I will also address the rebuttal 

testimony of Staff witness Torsten Clausen, as it relates to the issue of the cost 

recovery period applied to the Fixed Charge Rate (“FCR”) calculation. 
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Q. In addition to your surrebuttal testimony, do you sponsor any other 

exhibits? 
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II. RESPONSE TO STAFF WITNESS ROCHELLE PHIPPS 26 
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Q. Please summarize Ms. Phipps’ rebuttal testimony. 

A. Ms. Phipps continues to support a 3.9% rate of return for the FCR 

calculation.  She argues that this rate of return is appropriate due to the lower 

level of risk associated with implementation of the UCB/POR Program as 

compared to the Ameren Illinois Utilities’ (“AIU”) rate base assets.  Ms. Phipps 

goes on to explain that her recommendation for an implicit 100% equity rate of 

return of 3.9% is equivalent or analogous to the five-year yield on AAA-rated 

utility debt.  Ms. Phipps goes on to assert, as a material distinction, her rate of 

return is for assets and not financial securities such as debt and equity. Finally, 

she describes how varying degrees of risk affect the levels of equity return that 

should be used when evaluating different projects.  

Q. How do you respond? 

A. Despite Ms. Phipps’ assertions to the contrary, actual financing costs will 

be incurred in support of the UCB/POR startup costs and these costs are 

prudently being incurred and should be considered when determining the 

appropriate rate of return. 

Q. Can you please elaborate on your position? 
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A. Yes, AIU will incur costs to pay for the UCB/POR startup assets which 

have to be capitalized. To this I do not believe there is any disagreement. 

Continuing, the Internal Revenue Service (“IRS”) does not allow costs of this type 

to be expensed, that is, if not expensed then they are capitalized.  Furthermore, 

FERC Order 561 governs the mechanics of Allowance for Funds During 

Construction that would apply to the UCB/POR startup costs.  This order 

contains an allowance for both debt and equity.  An assumption that an 

expenditure like UCB/POR startup costs would be 100% equity funded would be 

inconsistent with this order. These capitalized expenses result in the usage of 

debt and equity in a manner consistent with all other capitalized expenses by 

AIU.  Staff wholly ignores the undeniable fact that these are capitalized expenses 

and that they are consistent with the treatment of such expenses by the Illinois 

Commerce Commission (“Commission”)  in the AIU’s last rate case proceedings. 

Q. Do you have any other misgivings about Ms. Phipps’ 

recommendation?  

A. As I have stated previously, Ms. Phipps’ proposal understates any real 

financing costs associated with this project, to the detriment of the AIU and in 

theory, ultimately their customers. While this project is not of the magnitude 

which would seriously undermine the AIU credit ratings, the failure to recover the 

actual costs of proving utility service affects their financial performance 

indicators.  

Q. Does Ms. Phipps provide any commentary concerning risk 

comparisons? 
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A. Yes, she equates the risk associated with recovery Transitional Funding 

Charges with the risk associated with recovering the subject start up costs.  

Ignored is the fact that UCB/POR assets are not distinguishable from any other 

assets the AIU has to finance.  You cannot draw a distinction between POR 

startup costs, pole costs, transformer costs or any other capitalized costs when 

these costs are financed.  The reality is the AIU cannot call Bank XYZ and ask 

for a 3.9% rate of interest for debt to pay for UCB/POR startup costs.  Likewise, it 

is not possible to arrange for Investor ABC to buy $3 million dollars of stock or 

provide $3 million dollars of equity and expect that AIU will only provide a 3.9% 

rate of return. AIU cannot issue separate mortgages, form special LLCs/joint 

ventures or arrange for project financing that will isolate these capitalized costs 

for some preferred low rate of return. The cost of capital for a utility is equal to 

the amount investors and lenders expect when looking at the companies as a 

whole.  Current project mixes are part of a risk assessment that investors make, 

and many factors are weighed.  These include prospective business 

opportunities/liabilities, historic performance, and external market conditions.  

Further, current market conditions dictate that higher returns are being expected 

due to the economic slowdown and crisis in the credit markets.  These would 

point to higher expected returns, certainly nothing close to a 3.9% return.  

Q. If the Commission were to approve a 3.9% rate of return which 

according to Ms. Phipps is an equity return, what are the consequences? 

A. The AIU will not cover its true costs and the UCB/POR project will erode 

the allowed equity return that the Commission has allowed for other AIU rate 
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base assets.  In effect, Staff’s position raises the question as to why would the 

Commission find that a 10.65% return on equity is appropriate for all other 

assets, but only a 3.9% return on equity is appropriate for UCB/POR?  Although 

this project is small in comparison to other capital needs, setting a rate of return 

of 3.9% only degrades a financial position the AIU needs to maintain and 

improve.  

Q. Ms. Phipps expands on several analogies between the allowed rate 

of return on UCB/POR costs to AmerenIP’s transitional funding notes.  Do 

you agree with these analogies? 

A. No.  There are many differences which render the comparison invalid.  

Transitional Funding Notes (“TFN”) depended on the formation of a special 

purpose company which had very unique provisions not available for the 

UCB/POR costs.  This company involved the formation of an LLC (as Ms. Phipps 

described) and a special trust that insulated any payments from bankruptcy of 

Illinois Power Company d/b/a AmerenIP (“AmerenIP”).  No such protection is 

possible for UCB/POR costs, and all customer payments would be subject to the 

same bankruptcy risk as payments for all other assets of AIU. 

Formation of the special purpose company was only allowed due to 

deregulation provisions that allowed AmerenIP to use the proceeds from the 

additional debt to restructure its balance sheet.  No such provisions are available 

for the UCB/POR project.  The UCB/POR project has to be financed with new 

debt and equity.  
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TFN were established as a special asset class for intangible property.  

TFN were simply a financing option that securitized cash from future accounts 

receivables due from customers.  In contrast, UCB/POR startup costs are 

tangible assets that result in depreciable property which provides delivery 

services. The UCB/POR project will be recorded and depreciated on the balance 

sheet just as would be poles and wires.   

 In addition, one of the requirements for the TFN was that all cash flow 

collected from customers would go to service TFN debt through a trustee before 

any other obligations of AmerenIP were paid.  The UCB/POR project would not 

qualify for such treatment.  UCB/POR costs will be paid out from general AIU 

funding sources, not from a trustee managed account. 

Finally, the analogy that the five-year debt yield on AAA rated TFN is 

comparable to a proposed return on equity for UCB/POR is entirely contrary to 

the treatment of TFN debt in prior rate cases.  TFN debt was considered as debt 

on the balance sheet of AmerenIP in prior Commission filings and rate cases.  

Equity and debt returns are not analogous, because the expectations of equity 

and debt investors are seldom the same.  Debt holders of AIU have some legal 

recourse if AIU is in default.  They have title to the assets.  Equity holders of AIU 

do not have this protection.  Their future returns are inherently more risky, and 

therefore should command a higher rate of return.  So if, as Ms Phipps proposes, 

the Commission sets an allowed rate of return comprised of 100% equity, then it 

must follow the rate indeed needs to be higher than 3.9%. 
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Q. Ms. Phipps makes several references to financial literature she 

claims indicates that the risk associated with certain assets should be 

considered when considering rates of return.  How do you respond? 
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A. Risk assessments are appropriate when selecting from a pool of projects 

for which you may not have sufficient funds to finance.  Differing hurdle rates 

help sift through multiple projects to obtain a list of those that provide the greatest 

benefit both to stockholders and customers.  This process of setting hurdle rates 

is an economic valuation tool, and is not the same as setting rates of return for 

assets that are placed on the books of AIU.  For example, an economic hurdle 

rate would always consider the incremental cost of adding new debt to fund a 

project.  The rate making process uses the embedded cost of existing debt.  The 

two are not the same, and indeed in our current credit markets, there is an 

argument that hurdle rates need to be higher than the allowed rate of return.  I 

have opted to recommend the allowed rate of return from AIU’s last rate case, 

but it is a conservative estimate of what actual financing costs may be incurred to 

pay for UCB/POR startup. 

III. RESPONSE TO STAFF WITNESS TORSTEN CLAUSEN 150 
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Q. Can you respond to the issue raised by Staff witness Torsten 

Clausen regarding the use of a seven-year recovery period for the FCR 

versus a five-year period? 

A. Yes.  I feel it is important to recognize assets of this type can only be book 

depreciated over a five-year basis and tax depreciated for three years.  The AIU 

find no reason to depart from a 5-year recovery period for UCB systems 
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enhancement costs. As stated in rebuttal, a 7-year recovery period is 

inappropriate because the depreciable life of the underlying assets will not 

exceed five years.  The AIU do not believe the recovery period should extend 

beyond the expected life of the underlying assets in this case. 

IV. CONCLUSION 161 
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163 

Q. Does this conclude your surrebuttal testimony? 

A. Yes. 
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