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Q. Please state your name and business address. 1 

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

Avenue, Springfield, Illinois 62701. 3 

Q. Are you the same Rochelle M. Phipps that previously submitted direct 4 

testimony in this proceeding? 5 

A. Yes, I am. 6 

Q. Please state the purpose of your testimony in this proceeding. 7 

A. I will respond to the rebuttal testimony of Northern Illinois Gas Company d/b/a 8 

Nicor Gas Company (“Nicor Gas” or “Company”) witness Mr. Robert R. Mudra 9 

(Nicor Gas Ex. 2.0) regarding the appropriate rate of return for the Company’s 10 

PORCB assets. 11 

Q. Please summarize your conclusions and recommendations. 12 

A. Mr. Mudra’s rebuttal testimony did not change my opinion regarding the 13 

appropriate rate of return for the Company’s PORCB assets.  In my judgment, a 14 

5.17% rate of return (including a 4.45% rate of return on common equity) fairly 15 

reflects the lower level of risk inherent in the PORCB assets vis-à-vis the 16 

Company’s rate base assets.  The Company notes that it will complete the 17 

investment prior to the rider going into effect;1 as such, in order to reduce the 18 

number of contested issues in this proceeding, I do not object to the Company’s 19 

                                                            
1 Nicor Gas Ex. 2.0, p. 24. 
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levelized revenue requirement methodology.2  Combining my rate of return 20 

recommendation with the Company’s revenue requirement calculation would 21 

result in a five-year levelized revenue requirement of $897,171. 22 

Q. Given the AGS do not object to the Company’s rate of return proposal,3 23 

why do you recommend the Commission reject the Company’s rate of 24 

return proposal and authorize a lower rate of return for PORCB assets? 25 

A. If the Company is unable to recover PORCB assets from the participating 26 

Qualifying Alternative Gas Suppliers (“Q-AGS”), via the reconciliation factor Q-27 

AGS Capital Recovery Adjustment (“CRA”),4 it will include those unrecovered 28 

amounts in the uncollectible costs.5  The Company will recover uncollectible 29 

costs through the discount factor (charged to participating Q-AGS) and the 30 

customer adjustment (charged to customers of participating Q-AGS).6  That is, 31 

customers of participating Q-AGS could be subject to charges that reflect a 32 

Commission-authorized rate of return on Capital Recovery Costs (“CRC”).7  33 

Thus, because customers of participating Q-AGS will be guarantors of their 34 

                                                            
2 Nicor Gas Ex. 2.0, p. 24, and Nicor Gas Ex. 2.6. 
3 Nicor Gas Ex. 2.0, pp. 24-25. 
4 The Q-AGS Capital Recovery Adjustment (“CRA”), by customer class, shall be applied monthly, as 
necessary, to Q-AGS Supplier Aggregation Service bills to collect or refund any anticipated under-
collected or over-collected Capital Recovery Costs received through application of the .5% component of 
the Discount Factor.  (Ill. C. C. No. 16 – Gas Original Sheet No. 75.9.11) 
5 Nicor Gas Ex. 2.0, p. 21. 
6 The customer charge will be based on administrative and operational costs, estimated uncollectible 
costs, intangible cost recovery and a reconciliation component.  (Nicor Gas Ex. 1.0, p. 11) 
7 Capital Recovery Costs (“CRC”) shall mean the revenue requirement necessary to recover the 
Company’s investment in information technology systems necessary for implementing the PORCB 
Program.  (Ill. C. C. No. 16 – Gas Original Sheet No. 75.9.3) 



Docket No. 12-0569 
ICC Staff Exhibit 7.0 
 

3 
 

suppliers’ risk, the Commission should authorize a rate of return that reflects the 35 

lower risk of the PORCB assets relative to rate base assets.  36 

Q. Do you agree with the Company’s argument that attempting to recover 37 

capital costs from Q-AGS under an optional, new PORCB program should 38 

be regarded as more risky than billing and collecting for regulated natural 39 

gas utility services?8 40 

A. No.  The Company’s proposal includes a reconciliation factor CRA, and Standard 41 

& Poor’s explains that a true-up mechanism “effectively eliminates credit risk.”9  42 

The CRA, combined with the Company’s ability to include unrecovered CRCs in 43 

uncollectible costs that will be recovered from customers of participating Q-AGS, 44 

substantially reduces the risk of PORCB assets.  As such, the only relevant 45 

factors in determining the appropriate rate of return for the PORCB assets are 46 

the length of recovery period, the amount of prudence risk and the current market 47 

price of that risk.  My estimate of the rate of return for PORCB assets 48 

incorporates those factors.  In contrast, the Company’s proposal does not reflect 49 

those factors. 50 

Q. Please address the Company’s argument that Rider 17 should not be 51 

deemed less risky than Nicor Gas’ normal utility service.10 52 

                                                            
8 Nicor Gas Ex. 2.0, p. 26. 
9 Standard & Poor’s Research, “Securitizing Stranded Costs,” January 18, 2001. 
10 Nicor Gas Ex. 2.0, p. 26. 
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A. The Company provided ten reasons it believes “Rider 17 should not be deemed 53 

less risky than Nicor Gas’ normal utility services,” which includes: 54 

(1) low PORCB customer / Q-AGS participation; 55 

(2) more risk concentrated within a single industry (Q-AGS); 56 

(3) unknown future levels of Qualifying Receivables; 57 

(4) cash flow volatility with changing market and seasonal conditions; 58 

(5) litigation and liquidity risk at Q-AGS; 59 

(6) recovery from a smaller pool of retail choice customers / Q-AGS than 60 

for base rate recovery of utility service costs; 61 

(7) risk of any ICC Rider 17 disallowance for imprudence or improper cost 62 

recovery; 63 

(8) third-party commodity-related receivables are significantly larger than 64 

utility delivery service receivables (e.g., 2x); 65 

(9) no recovery of other intangible costs which are hard to identify and 66 

quantify (e.g., productivity); and 67 

(10) difficulty collecting receivables for third-party prices, terms conditions 68 

etc. that are unfamiliar to Nicor Gas.11 69 

Each of those “risk factors” identified by the Company are either already reflected 70 

in my rate of return recommendation or are not actually risk factors.  First, I 71 

included a risk premium for the Commission’s prudence review of CRCs, which 72 

                                                            
11 Nicor Gas Ex. 2.0, p. 27. 
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addresses item (7).  Second, the Company will transfer unrecovered CRCs to 73 

customers of participating Q-AGS via uncollectible costs in the customer charge.  74 

That is, customers of participating Q-AGS will be guarantors of their suppliers’ 75 

risk, which means items (2) and (5) are not risks the Company faces.12  76 

Moreover, the reconciliation mechanisms built into the Company’s PORCB tariff 77 

largely eliminate the influence of cash flow volatility on the Company’s risk of 78 

recovering costs (item 4). 79 

Items (1), (3), (6) and (8) relate to participation levels of Q-AGS; however, the 80 

Company’s proposal includes safeguards to prevent the Company from 81 

implementing Rider PORCB if there is not sufficient interest or adequate cost 82 

recovery.  Specifically, the Company proposes to first determine the Q-AGS that 83 

are interested in the Rider PORCB service within 60 days after approval of the 84 

tariff and then to begin to implement the project.13  Additionally, the Company 85 

notes that if the Commission adopts any of the Staff or CUB-AG alternative 86 

recommendations in approving Rider 17 that would put Nicor Gas at risk of not 87 

obtaining adequate cost recovery, Nicor Gas reserves its right to decline to 88 

pursue the rider and not make a compliance filing.14 89 

Another non-risk factor relates to intangible costs (item 9).  According to the 90 

Company, “Nicor Gas may incur additional intangible costs such as reputational 91 

                                                            
12 Nicor Gas Ex. 2.0, p. 21. 
13 Nicor Gas Ex. 1.0, p. 14. 
14 Nicor Gas Ex. 2.0, p. 2. 
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risk, reduced employed morale or loss of productivity associated with collecting 92 

Q-AGS’ receivables due to future conditions that are unforeseen at this time.”15 93 

Yet, even if one were to accept the premise that those factors will materialize, the 94 

Company does not explain why the resulting greater costs or lower revenues will 95 

not be measureable.  Consequently, the Commission should adopt Staff’s rate of 96 

return recommendation for the Company’s PORCB assets, which reflects the 97 

identifiable and quantifiable risks associated with those assets.  Finally, the 98 

Company states that after the purchase of receivables, the charges will enter the 99 

Company’s collection process.16  As such, the Company’s concerns regarding 100 

“difficulty collecting receivables for third-party prices, terms conditions etc. that 101 

are unfamiliar to Nicor Gas” (item 10) are unfounded. 102 

In summary, the Company’s list fails to identify risks that would warrant 103 

authorizing the Company’s rate of return on rate base as the carrying charge for 104 

CRCs because the Company has designed its proposal such that there is 105 

virtually no risk that the Company will recover less than 100% of the prudent 106 

costs it incurs to implement the PORCB program. 107 

Q. Please respond to the Company’s argument that “whenever Nicor Gas’ 108 

resources are used to perform work for others, Nicor Gas will include a 109 

                                                            
15 Nicor Gas Ex. 2.7. 
16 Nicor Gas Ex. 1.0, p. 5. 
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return equal to the rate of return on rate base most recently authorized for 110 

Nicor Gas by the Commission.”17 111 

A. The Company states: 112 

For example, as described in Section 5.2(c) of the Operating 113 

Agreement between AGL Resources and Nicor Gas Company 114 

(December 9, 2011), costs charged on a fully distributed cost basis 115 

include a return equal to the rate of return on rate base most 116 

recently authorized for Nicor Gas by the ICC. 117 

Likewise, if a Nicor Gas customer requests that her natural gas 118 

service line be relocated for her convenience…, then she is 119 

charged a price that includes a return on and of the fleet 120 

equipment…required to perform the service.  In this situation, the 121 

customer…is properly charged the full cost for the requested 122 

service line relocation and the revenues collected are used to 123 

reduce rate base for delivery service customers.18 124 

The Company’s argument is not convincing because both of those examples are 125 

items either included in the revenue requirement or used to reduce the revenue 126 

requirement; as such, neither example involves a reconciliation mechanism 127 

similar to those that exist in Rider 17 to ensure the Company recovers 100% of 128 

its investment. 129 

Q. Please respond to the Company’s criticisms regarding the methodology 130 

you employed to estimate the appropriate rate of return for PORCB assets. 131 

A. The Company states: 132 

                                                            
17 Nicor Gas Ex. 2.0, p. 25. 
18 Nicor Gas Ex. 2.0, p. 25. 
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In general, capital investment projects are typically analyzed at the 133 

firm’s weighted average cost of capital (WACC or “rate of return on 134 

rate base”).  And utilities maintain a long-term permanent capital 135 

structure to finance all of its rate base assets.  In this case, Staff 136 

deviates from that cost of capital to make a number of ad hoc 137 

adjustments to Nicor Gas’ last Commission-approved cost of equity 138 

capital, including time horizon adjustments, based on the current 139 

forward interest rate yield curve for A-rated corporate bonds and 140 

AAA-rated corporate bonds.19 141 

The Company’s claim is baseless and should be rejected.  First, financial 142 

literature confirms that projects with different risk warrant different rates of return.  143 

Specifically, one text states: 144 

The Company cost of capital is not the correct discount rate if the 145 

new projects are more or less risky than the firm’s existing 146 

business.  Each project should in principle be evaluated at its own 147 

opportunity cost of capital.20 148 

Similarly, another financial text reiterates that the cost of capital for a given 149 

project “should reflect the risk of the project itself, not necessarily the risk 150 

associated with the firm’s average project as reflected in its composite [cost of 151 

capital].”21 152 

Moreover, the Harvard Business School Press’s publication of the Financial 153 

Management Association Survey and Synthesis confirms that this principle is 154 

also commonly accepted by financial practitioners: 155 

                                                            
19 Nicor Gas Ex. 2.0, p. 29. 
20 Brealey, Meyers and Allen, Principles of Corporate Finance, 9th edition (2008), p. 239. 
21 Brigham, Gapenski and Ehrhardt, Financial Management: Theory and Practice, 9th edition (1999), p. 
386. 
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In a rare show of unity, the academic literature is virtually 156 

unanimous in recommending adjustments when evaluating projects 157 

with different levels of risk…Surveys consistently indicate that many 158 

companies make adjustments for projects or divisions with differing 159 

risks.22 160 

Q. Please respond to the Company’s claim that “utilities maintain long-term 161 

permanent capital structure to finance all of its rate base assets.”23 162 

A. The Company’s argument reverses cause and effect by implying that a 163 

company’s overall cost of capital determines the required rate of return on new 164 

assets it acquires.  The opposite is true.  The weighted average of the required 165 

rates of return of the assets a company holds determines its weighted average 166 

cost of capital.  For example, as a company increases its holdings of low risk 167 

assets, such as U.S. Treasury securities, its overall cost of capital would decline.  168 

Should that company ultimately hold nothing but U.S. Treasury securities, its 169 

overall cost of capital would ultimately equal the weighted average required 170 

return on those U.S. Treasury securities.  Similarly, the greater the proportion of 171 

assets costs the Company recovers through riders with risk mitigation features, 172 

such as a reconciliation clause, the lower its cost of capital, all else being equal. 173 

 Q. The Company alleges Staff has not supported its lower limit on the rate of 174 

return on common equity for PORCB assets, the 5-year AAA-rated bond 175 

                                                            
22 Ehrhardt, The Search for Value: Measuring the Company’s Cost of Capital (1994), p. 102. 
23 Nicor Gas Ex. 2.0, p. 29. 
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yield, given Nicor Gas is not investing in a 5-year AAA-rated bond.24  Is the 176 

Company’s argument valid? 177 

A. No.  The Company states, “…Staff deviates from that cost of capital to make a 178 

number of ad hoc adjustments to Nicor Gas’ last Commission-approved cost of 179 

equity capital, including time horizon adjustments, based on the current forward 180 

interest rate yield curve for A-rated corporate bonds and AAA-rated corporate 181 

bonds.”25  To be clear, I am not recommending the Commission authorize a rate 182 

of return on common equity that equals the yield on 5-year AAA-rated bonds; 183 

rather I am recommending the Commission authorize a return on equity that 184 

exceeds that lower boundary by 321 basis points.  Moreover, the methodology I 185 

used in this case is the same methodology the Commission adopted in Docket 186 

No. 10-0138 (Commonwealth Edison Company Proposal to establish Rider 187 

PORCB) and Docket Nos. 08-0619/08-0620/08-0621 Cons. (Ameren Illinois 188 

utilities’ proposal to implement a combined Utility Consolidated Billing (UCB) and 189 

Purchase of Receivables (POR) service).26,27 190 

Q.  Does this question conclude your rebuttal testimony? 191 

A. Yes, it does. 192 

                                                            
24 Nicor Gas Ex. 2.0, pp. 30-31. 
25 Nicor Gas Ex. 2.0, p. 29. 
26 Order, Docket No. 10-0138, December 15, 2010, pp. 39-40; Order, Docket Nos. 08-0619/0620/0621 
Cons., August 19, 2009, pp. 31-32. 
27 The Company opposes Staff’s time horizon adjustment, stating, “it does not recognize that Nicor Gas 
will invest in additional system modifications in the future.”  (Nicor Gas Ex. 2.0, p. 29)  However, Staff 
witness Ebrey recommends eliminating language from the Capital Recovery Costs (CRC) definition that 
would permit the Company to include future system modifications.  (ICC Staff Ex. 2.0, p. 8) 


