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Please state your name and business address. 

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

Avenue, Springfield, Illinois 62701. 

Are you the same Rochelle Phipps that previously submitted direct 

testimony in this proceeding? 

Yes, I am. 

What is the purpose of your testimony in this proceeding? 

I will respond to the rebuttal testimony of Commonwealth Edison 

Company ("Com Ed" or "Company") witness Mr. Martin G. Fruehe (Com Ed 

Ex. 5.0) regarding the appropriate rate of return for the Company's 

PORCB assets. 

Please summarize your conclusions and recommendations. 

Mr. Fruehe's rebuttal testimony did not change my opinion regarding the 

appropriate rate of return for the Company's PORCB assets. In my 

judgment, a 6.71% rate of return (including a 6.61% rate of return on 

common equity) fairly reflects the lower level of risk inherent in the 

PORCB assets vis-a-vis ComEd's delivery services assets (i.e., rate base 

assets). 

Please respond to the Company's claim that any comparison 

between CornEd's transitional funding instruments and PORCB 
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assets is invalid due to differences between the statutory framework 

behind the transitional funding instruments and the PORCB 

program.1 

Company witness Mr. Fruehe identifies the following five' prerequisites for 

the issuance of transitional funding instruments ("TFls") and the ability to 

obtain AAA debt ratings: 

1. An irrevocable State pledge for recovery; 

2. That funds be collected from a wide spectrum of customers (not just 
Retail Electric Suppliers (''RESs'')); 

3. A "true-up" mechanism that automatically increased (or decreased) the 
charges annually (or more frequently if necessary) to ensure payment 
in full of the debt service on the transitional funding instruments due to 
shortfalls resulting from customer payment defaults and delinquencies 
or less than anticipated electriCity usage; 

4. Segregation of funds collected (and placed into a trust within two 
days); and 

5. Statutory recognition of the revenue stream as a separate, identifiable 
present property right that could be sold to a bankruptcy-remote trust 
pursuant to a "true sale" for bankruptcy purposes and that could not be 
impaired due to bankruptcy of the utility or the suppliers.2 

Of the five items listed above, only 1 through 3 affect the riskiness of 

recovery of the underlying costs. Those three items exist in the same or 

similar form in ComEd's PORCS program. In contrast, items 4 and 5 do 

not affect the riskiness of recovery of the cost of the underlying costs. 

1 ComEd Ex. 5.0, p. 3. 
2 ComEd Ex. 5.0, p. 4. 
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Section 18-105 of the Act sets forth an irrevocable State pledge for 

recovery of intangible transition funding property a Similarly, Sections 16-

118(c) and (d) of the Act require the Company to file tariffs implementing 

the PORCB program, which also shall provide for the recovery of 

prudently incurred costs associated with the PORCB program.4 Statutory 

assurance of cost recovery signifies even more stability and support than 

a Commission-authorized rate adjustment due to the benefit of having 

undergone the political process, which historically, is very unlikely to be 

reversed. 5 

Funds Collected from a Wide Spectrum of Customers 

Under the Company's proposal, it will recover most, if not all, of the 

PORCB costs from residential and small commercial customers, not just 

RESs. The Company estimates total PORCB assets will equal $22.1 

million. The bulk of the cost estimate, $17.6 million, relates to billing 

systems modifications, and ComEd proposes to recover this portion from 

residential and small commercial customers via Rider RCA. The 

Company will attempt to recover the remaining $4.5 million from 

participating RESs through the discount rate included in Rider PORCB, 

but to the extent those costs are not recovered from RES, ComEd 

3220 ILCS 5/18-105(b). 
4 220 ILCS 5/16-118(c) and (d). 
5 Standard & Poor's Research, "Securitizing Stranded Costs," January 18, 2001. 
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proposes to transfer any unrecovered assets from Rider PORCB to Rider 

"True-Up" Mechanism that Automatically Ensures Full Cost Recovery 

Standard & Poors explains that a true-up mechanism "effectively 

eliminates credit risk" and "the statutory true-up mechanism provides 

strong credit support that has withstood 'AAA' stress criteria applied by 

Standard & Poor's.'" Similarly, the Company's proposal includes PORCB 

reconciliations following each POR Application Period, to reconcile 

revenues collected via the discount rate (DRECc), POR Adjustment and 

CB Adjustment and costs incurred during each previous POR Application 

Period to ensure that ComEd ultimately recovers 100% of its PORCB 

costsB 

Segregation of Funds Collected; and Statutory Recognition of the 

Revenue Stream as a Separate, Identifiable Present Property Right That 

Could Be Sold to a Bankruptcy-Remote Trust Pursuant to a "True Sale" 

The true sale of an irrevocable property right feature of securitization does 

not affect the riskiness of the assets underlying that securitization. Rather, 

it creates a legal barrier between the securitized assets segregating it from 

the other assets of the Company. That barrier enables an entity to issue 

securities that reflect only the risk of a subset of assets, rather than the 

6 ComEd Ex. 4.0, p. 2; ComEd Ex. 3.5 Corr.; ComEd Ex. 1.2. 
7 Standard & Poor's Research, "Securitizing Stranded Costs," January 18, 2001. 
• Com Ed Ex. 3.5 Corr.; Com Ed Ex. 1.2. 
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weighted average risk of all the company's assets combined. That is, the 

property right feature of securitization insulated transitional funding 

instruments from the broader risks of ComEd's remaining assets without 

changing the riskiness of either. Thus, the weighted average cost of 

capital of Com Ed and the Trust that owned its securitized assets would 

have equaled the cost of capital of Com Ed had it retained ownership of 

the securitized assets. Because the combined cash flows under those two 

ownership structures are identical, the combined cost of capital of the two 

ownership structures must also be the same. This is the principle behind 

the single-price law of markets: two securities or portfolios with the same 

state-contingent cash flows must be priced identically. 9 

Please illustrate the principle behind the single price law of markets 

with an example. 

Table 1 below presents the weighted-average cost of capital for a single 

entity with assets recovered under two distinct cost recovery mechanisms: 

(1) a rider mechanism (i.e., rider assets, which are similar to ComEd's 

PORCB assets) with a 5% cost of capital; and (2) typical rate base 

recovery (i.e., rate base assets) with an 8% cost of capital. The overall 

cost of capital for a public utility comprising a portfolio with 25% rider 

assets and 75% rate base assets equals the sum of the costs of those two 

assets after weighting each by its proportion to total assets. Therefore, in 

9 Copeland, Weston and Shastri, Financial Theory and Corporate Policy, 4th edition (2005), pp. 80-81. 
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this example the weighted-average cost of capital for a single entity using 

two cost recovery mechanisms equals 7.25%. 

Table 1: 
Weighted-Average Cost of Capital of 

A Single Entity Under Two Cost Recovery Mechanism"' ___ _ 

Amount ($) Ratio C(ld :"/0) Weighted Cost 

Rider Assets 
Rate Base Assets 

Total 

$1,000 
$3,000 

$4,000 

25% 
75% 

100% 

5.00% 
8.00% 

1.25% 
6.00% 

7.25% 

Table 2 below presents the weighted cost of capital calculation for two 

separate legal entities: (1) one a Trust, whose assets comprise 100% 

securitized assets (similar to ComEd's TFls); and (2) a utility whose assets 

comprise 100% rate base assets. The weighted cost of capital for the two 

separate legal entities shown in Table 2 also equals 7.25%. That is, both 

ownership structures in this example result in the same weighted-average 

cost of capital because the risk of the asset portfolios is identical. More 

specifically, the risk inherent in rate base assets is identical under both 

scenarios and the risk inherent in the rider assets shown in Table 1 equals 

the risk inherent in securitized assets shown in Table 2. Thus, the 

investor-required rate of return under both scenarios is 7.25%. 
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Tablf> :.; 
Weighted-Aver::.~e Cost of Capital of 

________ -"-Twf' Separate Legal Entities 

Amount ($) Ratio Cost (%) 

Securiti;.:"u Assets $1,000 25% 5.00% 
Ilt;I;~/ Mssets $3,000 75% 8.00% 

Total $4,000 100% 

Weighted Cost 

1.25% 
6.00% 

7.25% 

Does your analysis assume the Company could finance the PORCB 

assets using AAA-rated securitized debt? 

No. Mr. Fruehe mischaracterizes my testimony when he alleges that my 

analysis assumes the Company could finance the PORCS program with 

AAA-rated securitized debt. 'o To the contrary, my rate of return 

recommendation is for unrecovered PORCS costs, which are assets, not 

for financial securities such as debt and equity. Determining a rate of 

return on financial securities is not necessary for determining the investor-

required rate of return on assets and, therefore, was not part of my 

analysis. 

Towards that end, the Company acknowledges that ComEd does not 

finance projects individually. The Company states: "A company can issue 

first mortgage bonds with the use of proceeds consisting of numerous 

items, including refinancing, capital expenditures, pension funding and 

general corporate purposes, to name a few."" That is, ComEd's financing 

costs reflect the risk of all ComEd assets and, therefore, are an 

CornEd Ex. 5.0, pp. 3 and 5. 
11 CornEd Ex. 5.0, p. 6. 
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inappropriate proxy for the standalone investor-required rate of return for 

PORCB assets. 

The Company argues that the rate of return for PORCB assets 

should equal ComEd's cost of capital because ComEd could not 

fund an investment in PORCB assets with securitized debt.12 Is the 

Company's argument valid? 

A. No. Mr. Fruehe argues my rate of return recommendation would penalize 

ComEd for its investment in PORCB because it is lower than ComEd's 

weighted average cost of capital. 13 Mr. Fruehe reverses cause and effect. 

He wrongly argues that a company's overall cost of capital (i.e., the 

weighted average cost of capital on all of a company's assets) determines 

the required rate of return on new assets it acquires. The opposite is true. 

The weighted average of the required rates of return of the assets a 

company holds determines its weighted average cost of capital. For 

example, as a company increases its holdings of low risk assets, such as 

U.S. Treasury securities, its overall cost of capital would decline. Should 

the Company ultimately hold nothing but U.S. Treasury securities, its 

overall cost of capital would ultimately equal the weighted average 

required rate of return on those U.S. Treasury securities. Similarly, the 

greater the proportion of asset costs Com Ed recovers through riders with 

12 CornEd Ex. 5.0, p. 6. 
13 CornEd Ex. 5.0, p. 9. 
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risk mitigation features, such as a reconciliation clause, the lower its cost 

of capital, all else being equal. 

157 9. Q. Please respond to the Company's claim that the risks associated 
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with cost recovery of PORCe investments are different, but not less 

than, those included in CornEd's rate base. 

The Company states: 

The timely cost recovery of [PORCS assets] is highly 
dependent upon how successful the RESs are in convincing 
customers to switch to their service, as well as how many 
RESs take advantage of the PORCS service. Each of these 
variables is beyond ComEd's controL .. 14 

The Company also argues: 

While one could argue that recovery is more risky, it is 
subjective to try to quantify, in terms of basis pOints, how 
much these additional risks add to the required rate of 
retum, particularly given the unknown nature of the electricity 
market and the future of residential and small commercial 
switching that may be encountered in the future. Offsetting 
these risks is a potential reduction in regulatory lag. 15 

Contrary to the Company's assumption that the risk of PORCS assets is . 

no less than the risk of rate base assets, there is virtually no risk that 

ComEd will recover less than 100% of the prudent costs it incurs to 

implement the PORCS program. Towards that end, financial literature 

14 ComEd Ex. 5.0, pp. 9-10. 
15 ComEd Ex. 5.0, p. 10. 
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confirms that projects with different risk warrant different rates of return. 

Specifically, one text states: 

The Company cost of capital is not the correct discount rate 
if the new projects are more or less risky than the firm's 
existing business. Each project should in principle be 
evaluated at its own opportunity cost of capital. '6 

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

project "should reflect the risk of the project itself, not necessarily the risk 

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

[cost of capital].,,'7 

Moreover, the Harvard Business School Press's publication of the 

Financial Management Association Survey and Synthesis confirms that 

this principle is also commonly accepted by financial practitioners: 

In a rare show of unity, the academic literature is virtually 
unanimous in recommending adjustments when evaluating 
projects with different levels of risk ... Surveys consistently 
indicate that many companies make adjustments for projects 
or divisions with differing risks.'8 

Please respond to the Company's claim that authorizing a rate of 

return for PORCB assets that exceeds the investor-required rate of 

16 Brealey, Meyers and Allen, Principles of Corporate Finance, 9'h edition (2008), p. 239. 
17 Brigham, Gapenski and Ehrhardt, Financial Management: Theory and Practice, 9'" edition (1999), p. 
386. 
,. Ehrhardt, The Search for Value: Measuring the Company's Cost of Capital (1994), p. 102. 
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return benefits customers through the application and availability of 

the PORCB program. 

In this regard, the Company argues that: 

[Tlhe statute requiring PORCS was passed with the belief 
that a purchase of receivables program would facilitate retail 
competition for residential customers and those customers 
with demands less than 400 kW, and that those customers 
would benefit through the application and availability of the 
program. '9 

The Company's argument implies that factors beyond risk affect the rate 

of return for PORCS assets. The only relevant factors in determining the 

appropriate rate of return for the POReS assets are the amount of risk 

associated with recovering the cost of the PORCS assets and the current 

market price of that risk. My estimate of the rate of return for PORCS 

assets incorporates those two factors. In contrast, the Company's 

proposal reflects neither factor. 

214 11. Q. Please respond to the Company's claim that absent a legislative 

215 

216 

217 

218 

219 

A. 

mandate to implement the PORCB program, it would have invested 

in other utility operations, eventually included them in rate base, and 

earned the rate of return allowed on rate base.2o 

The Company erroneously reasons that the Commission would 

automatically allow another utility investment in rate base, which would 

,. 
CornEd Ex. 5.0, p. 9. 

20 CornEd Ex. 5.0, p. 7. 
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automatically earn the Commission-authorized rate of return on rate base. 

To the contrary, traditional ratemaking requires a Commission review of 

utility investments for prudence, reasonableness and used and 

usefulness. Moreover, in contrast to the PORCB proposal, nothing 

guarantees a utility will earn the authorized rate of return on rate base. 

PORCB assets would move closer in risk to rate base assets than TFls 

only by removing both the reconciliation process and the ability to transfer 

to residential customers all PORCB assets that the Company fails to 

recover from RESs through the discount rate. Removing those features 

from the Company's proposal would essentially remove any assurance 

that the Company would recover 100% of the PORCB costs. 

How is ComEd's cost of capital distinguishable from the rate of 

return the Company should be allowed to earn on unrecovered 

PORCB implementation costs? 

A. Those features of the PORCB program that resemble securitization (i. e., 

ComEd's transitional funding instruments) are precisely the reason 

PORCB costs are distinguishable from the Company's cost of capital. 

Those unique features of ComEd's PORCB program, vis-a-vis other utility 

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

PORCB assets in comparison to rate base assets. The rate of return 

investors require varies with risk; thus, the PORCB assets require a 

different rate of return than rate base assets. 
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Q. Please respond to the Company's argument that your rate of return 

recommendation is too low because it is lower than the Company's 

6.78% embedded cost of long-term debt and lower than the cost of a 

debt financing for senior secured debt rated A_.21 

A. During July 2010, ComEd issued 1 O-year first mortgage bonds with a 

coupon of 4%.22 On June 3, 2010 (the date of my rate of return analysis 

for PORCB assets), the yield on 1 O-year A-rated utility bonds was 4.43%. 

Both rates are lower than the 6.71 % rate of return that I recommend for 

PORCB assets (which reflects a 6.61 % rate of return on equity)23 In 

contrast, the Company's embedded cost of long-term debt is not reflective 

of current market conditions. The oldest first mortgage bond issuances 

included in the Company's cost of long-term debt calculation occurred 

during the 1990s. 

255 14. Q. Please respond to the Company's claim that adjusting ComEd's rate 

256 

257 

258 

259 

260 

of return on rate base to reflect the 10-year amortization period for 

PORCB assets is unreasonable. 

A. The Company opposes my adjustment to the Commission-authorized rate 

of return on rate base to reflect a ten-year maturity instead of perpetuity, 

stating: 

21 CornEd Ex. 5.0, pp. 7-8. 
22 Company Press Release, "CornEd Announces $500 Million Bond Sale," July 29, 2010. 
23 Citi, "Bond Market Roundup," June 4, 2010, p. 15. 
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This adjustment would only have merit if ComEd could 
finance the project with project specific secu rities, but as I 
described earlier this is not feasible. ComEd's rate base 
includes capital assets with service lives ranging from 5 
years to over 40 years. The authorized rate of return on rate 
base takes into account this variety of service lives, and the 
adjustment made by Ms. Phipps is therefore unwarranted.24 

Contrary to the Company's claim, which mistakenly focuses on the cost of 

financing rate base assets instead of the risk associated with PORCS 

assets, investment horizon affects the investor-required rate of return. 

The financial models used to estimate the rate of return on rate base 

assume the cost of equity is a perpetuity; in contrast, the PORCS assets 

will be amortized over a ten-year period. On this basis, the adjustment is 

warranted. 

275 15. Q. Please respond to the Company's claim that Com Ed could go with 
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281 
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283 

A. 

any recovery of its purchase of receivables assets for up to three 

years beyond the availability of the rider and more than six years 

after beginning to invest in enabling the PORCB service in 2008.25 

Even if the Company does not recover any assets from RESs during the 

initial POR Application Period, the present value-weighted cost recovery 

period for those purchase of receivables assets would be approximately 6 

years, which is less than the recovery period of the ten-year bonds I used 

as a benchmark. 

24 C omEd Ex. 5.0, p. 8. 
25 Com Ed Ex. 5.0, p. 10. 
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Do you recommend any changes to the tariff language? 

Yes. I recommend adding the following sentence to the definition of Billing 

Systems Modification and Implementation Costs (BSMICs) contained in 

Rider PORCB: 

BSMICs shall be amortized over a ten (10) year period of time at a 
6.71% carryi~charge. 

I also recommend adding the following sentence to the definition of 

Developmental and Implementation Costs (DICs) contained in Rider 

PORCB: 

DICs shall be amortized over a ten (10) year period of time at a 
6.71% carrying charge. 

This proposal, which removes ambiguity regarding the carrying charge 

and the amortization period for capitalized PORCB costs, is also 

presented in the rebuttal testimony of Staff witnesses Christy Pound (Staff 

Ex. 6.0) and Theresa Ebrey (Staff Ex. 7.0). 

Does this question end your prepared rebuttal testimony? 

Yes. 
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