
Ameren Exhibit 4.0E 

ILLINOIS COMMERCE COMMISSION 

DOCKET No. 11-   

 

 

DIRECT TESTIMONY 

OF 

RYAN J. MARTIN 

 

 

 

Submitted on Behalf Of 

 

AMEREN ILLINOIS COMPANY 
d/b/a Ameren Illinois 

 

 

 

 

February, 2011 

  



Ameren Exhibit 4.0E 

TABLE OF CONTENTS 

 Page No. 

I. INTRODUCTION............................................................................................... 1 

A. Witness Identification............................................................................... 1 

B. Purpose, Scope and Identification of Exhibits ....................................... 2 

II. RATE OF RETURN AND COST OF CAPITAL CONSIDERATIONS ...... 2 

III. AMEREN ILLINOIS' CAPITAL STRUCTURE............................................ 3 

IV. BALANCE AND EMBEDDED COST OF SHORT-TERM DEBT............. 10 

V. BALANCE AND EMBEDDED COST OF LONG-TERM DEBT............... 12 

VI. BALANCE AND EMBEDDED COST OF PREFERRED STOCK ............ 15 

VII. BALANCE AND EMBEDDED COST OF COMMON STOCK ................. 17 

VIII. CREDIT RATING CONSIDERATIONS....................................................... 18 

IX. CONCLUSION ................................................................................................. 22 

 

  



Ameren Exhibit 4.0E 
Page 1 of 22 

ILLINOIS COMMERCE COMMISSION 1 

DOCKET No. 11-   2 

3 

4 

5 

6 

DIRECT TESTIMONY OF  

RYAN J. MARTIN 

Submitted On Behalf Of 

Ameren Illinois 

I. INTRODUCTION 7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

A. Witness Identification 

Q. Please state your name and business address. 

A. My name is Ryan J. Martin, and my business address is One Ameren Plaza, 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, a wholly-owned subsidiary of 

Ameren Corporation, as Assistant Treasurer and Manager of Corporate Finance.  I also 

serve as Assistant Treasurer of Ameren Illinois Company. 

Q. What are your current job duties and responsibilities? 

A. As Assistant Treasurer and Manager of Corporate Finance, I am responsible for 

managing the Ameren and subsidiary company short-term and long-term financing 

activities, including debt and equity issuances and credit facility arrangements, 

monitoring the company’s liquidity position and key credit metrics, monitoring 

compliance with our debt agreements, managing relationships with credit rating agencies 
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and banks, and monitoring capital markets for key developments, emerging risks, and 

opportunities, among other corporate-finance related activities.    

Q. Please describe your educational background and relevant work experience. 

A. See my Statement of Qualifications, attached as an Appendix to this testimony. 

B. Purpose, Scope and Identification of Exhibits 

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

A. The purpose of my testimony is to present Ameren Illinois Company d/b/a 

Ameren Illinois’ (AIC) proposed 2012 forecast test year capital structure for ratemaking 

purposes and to recommend a fair and reasonable overall rate of return for the AIC gas 

and electric utility businesses, including the cost of debt and preferred stock components.  

The return on equity element of the recommended overall rate of return is based on the 

testimony of Mr. Robert Hervert.  

Q. Will you be sponsoring any exhibits with your direct testimony? 

A. Yes.  I am attaching and sponsoring the following exhibits:  

• Ameren Exhibit 4.1 – Cost of Capital Summary 

• Ameren Exhibit 4.2 – Balance of Short-Term Debt 

• Ameren Exhibit 4.3 – Embedded Cost of Long-Term Debt 

• Ameren Exhibit 4.4 – Embedded Cost of Preferred Stock 

II. RATE OF RETURN AND COST OF CAPITAL CONSIDERATIONS 40 

41 

42 

Q. What is the relationship between allowed rate of return and cost of capital in 

the context of ratemaking? 
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A. Under a traditional regulatory model, the interests of customers and a utility’s 

shareholders may be considered “balanced” when the Commission authorizes a rate of 

return on rate base equal to the utility’s cost of capital.  If the authorized rate of return is 

less than the utility’s overall cost of capital or, alternatively, if other policies or ruling of 

the Commission prevent the utility from earning its cost of capital, the financial strength 

and stability of the utility could degrade, making it difficult for the utility to raise 

necessary capital on a timely basis, at a reasonable cost, and under reasonable terms.  

Ultimately, the utility’s inability to raise sufficient capital would impair service quality, 

or the increased cost incurred by a financially weakened utility would result in increased 

rates.  Clearly, customer interests are best served when the Commission-authorized rate 

of return is set equal to the utility’s overall cost of capital and the utility is provided a 

reasonable opportunity to earn that rate of return. 

Q. Define the overall cost of capital. 

A. The overall cost of capital equals the sum of the costs of the components of an 

entity’s capital structure, weighted based the contribution of each capital source to the 

company’s total capitalization.   

III. AMEREN ILLINOIS' CAPITAL STRUCTURE 59 

60 

61 

62 

63 

64 

Q. How would you describe the optimal capital structure? 

A. The optimal capital structure is one that most effectively minimizes the costs of 

capital while maximizing a company’s financial strength.  The determination of an 

optimal capital structure can be a difficult task because (1) the cost of capital is a 

continuous function of capital structure, rendering its precise measurement along each 
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segment of the range of possible capital structures problematic, (2) the optimal capital 

structure is a function of operating risk, which is dynamic, and (3) the relative costs of 

different sources of capital vary with ever-changing market conditions.  As such, the 

development of an optimal capital structure is an imprecise exercise and requires 

significant judgment in defining parameters.  In evaluating the reasonableness of a given 

capital structure, one should determine whether the capital structure is consistent with the 

financial strength necessary to access the capital markets under reasonable terms under 

most economic conditions, and, if so, whether the cost of capital resulting from such a 

structure is reasonable.  While debt, relative to equity, is generally a less expensive form 

of capital, due, in part, to the tax deductibility of interest expense, incremental debt 

increases a firm’s probability of default and the related costs of financial distress.  

Beyond a certain point, dependence on debt as a source of capital increases the risk 

associated with a firm’s cash flow, which correspondingly increases a company’s overall 

cost of capital. 

Q. Please summarize the capital structure that you recommend? 

A. My analysis supports a 2012 forecast test year capital structure reflecting the 

following debt, equity, and preferred stock balances and percentages: 

Balance Percentage

Common equity 1,913,229,386$         53.0%
Preferred stock 60,718,796$              1.7%
Long-term debt 1,632,735,546$         45.2%
Short-term debt 6,473,198$                0.2%

Total 3,613,156,926$         100.0%  82 

83 Q. What constitutes a healthy capital structure for a regulated utility? 
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A. Again, a healthy capital structure for a regulated utility is one that results in a 

reasonable balance between the overall cost of capital and the expected costs of financial 

distress. 

Q. Are there means by which the health of firm’s capital structure and 

reasonableness of its cost of capital can be assessed?  

A. Yes.  Based on my experience and understanding of capital markets and credit 

rating methodologies, a Moody’s investment grade credit rating is a strong external, 

independent indicator of a healthy capital structure.  For an investment grade rating in the 

Baa category, which is the lowest of the four Moody’s investment grade credit rating 

levels, Moody’s expects a regulated utility’s debt to capitalization percentage to be within 

the range of 45% to 55%.  Note that certain key credit metrics, such as the debt to 

capitalization ratio, account for only 30% of Moody’s overall rating, while 50% of the 

rating is attributable to the supportiveness of the regulatory framework in which the 

utility operates and the company’s ability to recover costs and earn fair returns within that 

framework.  As discussed more thoroughly in Section X of my testimony, Moody’s has 

recently expressed concerns about the supportiveness of the regulatory environment in 

Illinois, which the agency rates at the sub-investment grade Ba level.  Given the adverse 

impact of Moody’s assessment and rating of the Illinois regulatory environment on AIC’s 

overall credit rating, it is important for AIC to maintain a debt to capital ratio, which 

accounts for 7.5 percentage points of 30% rating weight assigned to key credit metrics, 

near the low end of the 45% to 55% range in order to maintain its investment grade rating 

and ensure access to capital on reasonable terms and conditions.   
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A. Unlike Moody’s, which evaluates creditworthiness and assigns credit ratings at 

the Ameren subsidiary level, S&P generally establishes credit ratings at the Ameren 

Corporation (“Ameren”) consolidated level, and AIC’s credit rating is generally set equal 

to Ameren’s corporate credit rating.  S&P has not published formal guidance with respect 

to metrics that it expects a company to maintain in order to earn investment grade credit 

ratings.  However, in its most recent credit opinion published on December 15, 2010, 

S&P indicated that it expects Ameren to maintain a consolidated debt to capital ratio of 

no greater than approximately 50% in order to maintain its investment grade BBB- 

corporate credit rating.  Given that BBB- is the lowest available investment grade rating, 

it is important to target a debt to capital ratio several percentage points lower than the 

threshold established by S&P.  Maintaining such a ratio will provide a reasonable degree 

of protection against a downgrade of Ameren and AIC credit ratings to non-investment 

grade in the case of an unexpected event or development that is perceived as adverse to 

credit quality.    

Q. How does the equity balance and percentage reflected in your recommended 

capital structure for the 2012 forecast test year compare to the combined actual 

equity balance and percentage of Ameren Illinois Company as of December 31, 2010? 

A. The table below reflects a comparison of the actual capital structure of AIC as of 

December 31, 2010, to the proposed 2012 forecast test year AIC capital structure:  
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Balance % Balance %

Common equity 2,108,146,368$     53.9% 1,913,229,386$     53.0%
Preferred stock 60,718,796$          1.6% 60,718,796$          1.7%
Long-term debt 1,744,953,972$     44.6% 1,632,735,546$     45.2%
Short-term debt -$                       0.0% 6,473,198$            0.2%

Total 3,913,819,136$     100.0% 3,613,156,926$    100%

As of December 31, 2010 2012 Forecast Test Year
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As noted above, the proposed AIC 2012 forecast test year capital structure 

includes an equity financing percentage that is 90 basis points less than AIC’s actual 

equity financing percentage as of December 31, 2010.   

Q. How does the equity balance and percentage reflected in your recommended 

capital structure for the 2012 forecast test year compare to the combined 2008 test 

year equity balance and percentage approved by the Commission pursuant to the 

most recent rate case? 

A. The table below reflects a comparison of 2008 AIC test year capital structure 

approved by the Commission to the proposed 2012 forecast test year AIC capital 

structure:  

Balance % Balance %

Common equity 1,838,769,816$     45.1% 1,913,229,386$     53.0%
Preferred stock 113,655,496$        2.8% 60,718,796$          1.7%
Long-term debt 2,022,397,436$     49.6% 1,632,735,546$     45.2%
Short-term debt 101,154,343$        2.5% 6,473,198$            0.2%

Total 4,075,977,091$     100.0% 3,613,156,926$    100%

2008 Test Year 2012 Forecast Test Year

 138 

139 
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142 

As noted above, the proposed AIC 2012 forecast test year capital structure 

includes an equity financing percentage that is 7.9 percentage points greater than AIC’s 

equity financing percentage per the 2008 test year capital structure.   

Q. What are the primary drivers of this increase? 
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A. The forecasted increase in AIC’s equity percentage is attributable primarily to a 

$74 million increase the common equity balance, a $390 million decrease in the long 

term debt balance, a $95 million decrease in the short-term debt balance, and a $53 

million decrease in the preferred stock balance.  The increase in the common stock 

balance is primarily attributable to net income generated between in 2008, 2009, and 

2010 and net income expected to be generated during 2011 and 2012, net of dividends to 

Ameren.  Equity infusions into AmerenCIPS, AmerenIP, and AmerenCILCO during 

2009 of approximately $200 million also contributed to the net increase in the common 

stock balance.  The decrease in long-term debt is primarily attributable to the payoff of 

$250 million of AmerenIP bonds that matured in 2009, the redemption of $40 million of 

AmerenCIPS first mortgage bonds in 2010 in connection with the October 2010 merger 

of the Ameren Illinois utilities, and the expected payoff of $150 million of AmerenCIPS 

bonds that mature in June 2011, offset, in part, by a $150 million AIC bond financing 

forecast for October 2012.  The decrease in preferred stock is primarily attributable to the 

2010 redemption of AmerenCILCO preferred stock owned by third parties and the 2010 

contribution of AmerenIP preferred stock owned by Ameren, both consummated in 

connection with the October 2010 merger of the Ameren Illinois utilities.  The decrease 

in the short-term debt balance reflects a favorable change in the company’s cash position 

since the 2008 test year, such that significant short-term borrowings are not expected to 

be necessary during the 2012 forecast test year.   

Q. Why is the increase in the equity ratio appropriate and necessary for AIC? 

A. The increase is necessary to strengthen AIC’s financial ratios, including the debt 

to capitalization ratios, that are evaluated by credit rating agencies in connection with the 
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agencies’ assessment of AIC creditworthiness and their assignment of credit ratings.  As 

discussed above, strong credit metrics are necessary to offset credit rating agency 

concerns regarding the supportiveness of the Illinois regulatory framework and AIC’s 

ability to recover its cost and earn a reasonable return within such framework and, we 

believe, are essential to AIC’s maintenance of investment grade credit ratings.  In turn, 

investment grade credit ratings will provide reasonable assurance that AIC will be able to 

access capital markets on a timely basis, at a reasonable cost, and under reasonable 

conditions.  While it is difficult to predict rating agency action, any meaningful decline in 

AIC’s equity ratio relative to the ratio reflected in the 2012 forecast test year capital 

structure could put downward pressure on AIC credit ratings and increase its costs of debt 

capital.  I cannot quantify precisely the amount of a decline that would be interpreted by 

the rating agencies as “meaningful”, but, more generally speaking, the lower the equity 

ratio, the higher the risk of default, and the greater the downward pressure on credit 

ratings.   

Q. The table provided above indicates that there is only a 0.2% inclusion of 

short-term debt in the 2012 forecast test year capital structure.  Please explain. 

A. Projected cash balances on-hand in 2012 will essentially eliminate the need for 

short-term debt financing.  With sufficient cash balances on-hand, there is simply no 

meaningful need for significant short-term borrowing during the 2012 forecast test year.  

We generally expect minimal levels of short-term borrowing in the coming years and 

during the 2012 forecast test year due to sufficient cash on-hand to meet liquidity needs.  

I note, however, that it is important for the company to maintain a sufficient credit 

facility to allow for short-term borrowings.  Circumstances can change or emergencies 
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can arise that require the sort of liquidity that the Company’s short-term credit facility 

provides.  It would be imprudent not to maintain such a facility, irrespective of what our 

projected cash flows and capital needs might be  

Q.  Why do you believe that the capital structure recommended by your 

testimony is appropriate? 

A. The capital structure recommended in my testimony reflects a reasonable balance 

between capital costs and financial strength and stability.  It allows AIC to take 

advantage of the lower costs of debt financing without elevating the risk of default and 

the related costs of financial distress to an unreasonable level that would impair the 

creditworthiness and financial integrity of the company. 

IV. BALANCE AND EMBEDDED COST OF SHORT-TERM DEBT 199 

200 
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208 

209 

210 

Q. How was the balance of short-term debt determined? 

A. The short-term debt balance of $6,473,198 reflected in the proposed capital 

structure was calculated pursuant to the formula set forth in the ICC Rate of Return 

Instructions Section 285.4020 Schedule D-2: Cost of Short-Term Debt (b-4), as detailed 

in Ameren Exhibit 4.2.  The calculation of the short-term debt balance for the 2012 

forecast test year in accordance with such formula required the estimation of monthly 

2012 credit facility borrowings, money pool borrowings, and construction work in 

progress balances. The values reflect management’s best estimate of future balances as of 

the date of this testimony and will be updated as necessary in connection with rebuttal 

testimony.  

Q. How was the cost of short-term debt determined? 
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A. The short-term debt balances detailed in Ameren Exhibit 4.2 consist exclusively 

of borrowings under AIC’s revolving credit facility, which matures September 10, 2013. 

As such, the cost of short-term debt is based on pricing established pursuant to the credit 

facility.  Under the credit facility, based on AIC’s Moody’s issuer rating of Baa3 and 

S&P issuer rating of BBB-, borrowings by AIC bear interest at an annual rate of LIBOR 

plus 2.05%. Per review of various economic forecasts, we assumed an average LIBOR 

rate of 1.8% for the 2012 forecast test year.  Thus, the forecasted cost of short-term debt 

is 3.85%. 

Q. Are there any other costs associated with AIC’s revolving credit facility? 

A Yes, upfront fees of approximately $5.96 million were incurred and paid in 

September 2010 in connection with the arrangement of the revolving credit facility.  Also 

payable under the credit facility is (1) an annual facility fee that, based on AIC’s 

Moody’s issuer rating of Baa3 and S&P issuer rating of BBB-, is equal to 45 basis points 

of the $800 million of total credit capacity available under the revolving credit facility, or 

$3.6 million and (2) an annual agency fee of $25,000.  The annual facility fee and agency 

fee is due and payable regardless of whether or not AIC borrows under the agreement, 

and the amount does not change based on actual borrowings. 

Q. Have you made any adjustments to AIC’s costs of capital to provide for these 

costs? 

A. I have added ten basis points to the recommended overall AIC 2012 forecast test 

year weighted average cost of capital to provide for the upfront fees, facility fees, and 

agency fees.  This approach is consistent with treatment previously recommended by 
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Staff and approved by the Commission pursuant to ICC Docket No. 09-0306-09-0311 

(cons.).  

Q. How was the adjustment determined?   

A. First, total upfront fees were allocated between AIC and Ameren, the two 

borrowers under the revolving credit facility.  Given the respective borrowing sub-limits 

for AIC ($800 million) and Ameren ($300 million), approximately 62.5% of the total 

upfront fees, or $3.73 million, were allocated to AIC.  The AIC allocation percentage was 

calculated by deducting Ameren’s $300 million borrowing capacity from the total $800 

million facility size and then dividing the $500 million difference by the $800 million of 

total capacity.   The AIC portion of the upfront fees was then annualized by dividing 

$3.73 million by the three year term of the credit facility.  Next, approximately 62.5% or 

$2.27 million of the annual $3.63 combined facility and agency fee was allocated to AIC.  

Total annualized AIC-apportioned upfront, facility, and agency fees of approximately $6 

million were converted into a basis point value of nine by dividing the $6 million by total 

AIC capitalization per the proposed 2012 forecast test year capital structure of 

approximately $3.61 billion.  This approach is consistent with the calculation 

methodology previously recommended by Staff and approved by the Commission 

pursuant to ICC Docket No. 09-0306-09-0311 (cons.).  

V. BALANCE AND EMBEDDED COST OF LONG-TERM DEBT 251 

252 

253 

254 

Q. How was the balance of long-term debt determined? 

A. The long-term debt balance of $1,632,735,546 reflected in the proposed 2012 

forecast test year capital structure reflects expected average net long-term debt balances, 
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consisting of first mortgage bonds and pollution control bonds, during the 2012 forecast 

test year.  The long-term debt balance was calculated using the net proceeds method, as 

detailed in Ameren Exhibit 4.3, which adjusts the face amount of long term debt to 

properly account for unamortized discounts and premiums, long-term debt issuance 

expenses, and the losses incurred with long-term debt redemptions. The forecasted 

December 31, 2011 and December 31, 2012 long-term debt balances reflect existing debt 

issues with maturities beyond 2012, the anticipated payoff of a $150 million bond issue 

that matures in June 2011, and the issuance of $150 million of bonds in October of 2012 

that will mature beyond 2012.  The long-term debt balance reflected in the proposed 2012 

forecast test year capital structure reflects no incremental long-term debt relative to the 

amount outstanding as of December 31, 2010.   

Q.  Were there any meaningful changes to AIC’s long-term debt structure 

during 2010? 

A. Yes.  In September 2010, in advance of the merger of AmerenIP and 

AmerenCILCO with and into AmerenCIPS, AmerenCILCO redeemed all $40 million of 

its 7.61% Series 1997-2 first mortgage bonds.  Note that upon the merger, the debt and 

other obligations of AmerenCILCO and AmerenIP under their mortgage indentures, 

senior note indentures, and pollution control bond agreements became debt obligations of 

AIC. 

Q. How was the embedded cost of long-term debt determined? 

A. As reflected in Ameren Exhibit 4.3, the embedded costs of long-term debt of 

7.591% for the 2012 forecast test year was computed as the average of  the annualized 

coupon interest as of December 31, 2011 and December 31, 2012.  The total annualized 
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coupon interest is based on the actual annual coupon interest payable on existing AIC’s 

individual long-term debt issues that mature beyond 2012 and the anticipated coupon rate 

of 5.400% that will be payable on the $150 million long-term debt financing expected to 

occur in October 2012.   The assumed interest rate of 5.400% is based on economic 

forecasts of the 10-year Treasury rate plus an estimated spread to Treasury payable on a 

10-year financing.   

Q. In 2009, ICC Staff recommended a 263.5 basis point downward adjustment 

to the 8.875% coupon rate of AmerenCILCO’s $150 million bonds maturing in 2013 

to account for the presumed increased level of risk and long-term debt cost 

associated specifically with the company’s wholly-owned merchant generation 

operating subsidiary, AERG.  Do you believe that such an adjustment is necessary 

or appropriate in this case? 

A. No.  Although ICC Staff argued in 2009 that AmerenCILCO’s credit rating was 

weakened and borrowing cost increased by its ownership of AERG and exposure to 

merchant generation-related risk, AmerenCILCO’s/AIC’s contribution of AERG to 

Ameren in connection with the AIC merger has had no positive impact on AIC credit 

ratings.  To the contrary, in May 2010, Fitch lowered the credit ratings of AmerenCILCO, 

citing as one reason management’s plan to transfer AERG to an affiliate.  In October 

2010, Moody’s affirmed the issuer rating of AIC at the Baa3 level equal to the pre-

merger issuer ratings of AmerenIP, AmerenCIPS, and AmerenCILCO, citing no 

meaningful improvement in credit profile associated with the elimination of AERG-

related merchant generation risk.  Accordingly, the only sustainable conclusion is that 
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AmerenCILCO’s ownership of AERG did not adversely impact AmerenCILCO’s credit 

ratings or increase AmerenCILCO’s borrowing cost.  

VI. BALANCE AND EMBEDDED COST OF PREFERRED STOCK  302 
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Q. How was the balance of preferred stock determined? 

A. The preferred stock balance of $60,718,796 reflected in the proposed 2012 

forecast test year capital structure reflects expected preferred stock balances during the 

2012 test year.  The balance is consistent with the actual preferred stock balance as of 

December 31, 2010, as no changes to preferred stock are expected through December 31, 

2012.  The calculation of the proposed 2012 forecast test year preferred stock balance is 

detailed in Ameren Exhibit D.4. 

Q. Did the preferred stock balance change materially during 2010? 

A. Yes.  As of December 31, 2009, the combined preferred stock balance of 

AmerenIP, AmerenCIPS, and AmerenCILCO was approximately $114.8 million.  In 

advance of the October 1, 2010, merger of AmerenIP and AmerenCILCO with and into 

AmerenCIPS, AmerenCILCO redeemed all of its preferred stock, which had a carrying 

value of approximately $19 million.  Additionally, in September 2010, Ameren 

contributed to AmerenIP, without the payment of any consideration, all of the preferred 

stock of AmerenIP previously owned by Ameren.  AmerenIP subsequently cancelled the 

shares, which had a carrying value of approximately $31.2 million.  Both the 

AmerenCILCO and AmerenIP preferred stock transactions were consummated in 

connection with and to facilitate the October 1, 2010, merger of AmerenIP and 

AmerenCILCO with and into AmerenCIPS.   
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Upon the merger, every two shares of AmerenIP preferred stock outstanding was 

automatically converted into one share of newly created AIC preferred stock having the 

same payment and redemption terms as the existing AmerenIP preferred stock, except to 

the extent AmerenIP preferred stock holders exercised their dissenters rights.  Also, each 

existing share of AmerenCIPS was converted into one share of newly created AIC 

preferred stock having the same payment and redemption terms as the existing 

AmerenCIPS preferred stock, except to the extent AmerenCIPS preferred stock holders 

exercised their dissenters’ rights.  

Q. How was the embedded cost of preferred stock determined? 

A. As reflected in Ameren Exhibit 4.4, the 2012 forecast test year embedded cost of 

AIC preferred stock is 4.979%.  The rate is based primarily on the dividend rate paid on 

AIC preferred stock.   

Q. Did you consider premium costs and expenses incurred in connection with 

the issuance of perpetual preferred stock in estimating the embedded cost of this 

element of AIC’s capital structure? 

A. Yes.  As reflected in Ameren Exhibit 4.4, considered in the embedded cost of 

preferred stock is not only the cost of dividends but also the cost of preferred stock 

issuance, including discounts and premiums, and any losses incurred in connection in 

redeeming prior series.  Unlike similar costs incurred in connection with the issuance and 

redemption of long-term debt, these expenses are not amortized over the life of the 

security due the perpetual nature of preferred stock.  Nonetheless, it is important and 

appropriate to recognize these costs in order to accurately quantify the true economic cost 

of AIC’s preferred stock. 
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VII. BALANCE AND EMBEDDED COST OF COMMON STOCK 345 

346 
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Q. How was the balance of common equity determined? 

A The common equity balance of $1,913,229,386 reflected in the proposed 2012 

forecast test year capital structure reflects the average expected month-end common stock 

balances during the 2012 forecast test year, specifically from December 31, 2011, to 

December 31, 2012.  

Q. In arriving at a 53.0% common equity ratio for recommended 2012 forecast 

test year capital structure purposes, did AIC make any adjustments to its actual 

equity ratio? 

A. Yes.  AIC reduced its actual capital ratio by excluding from the calculation $170 

million of purchase accounting-related balances recorded in connection with Ameren’s 

acquisition of AmerenIP in 2004.  Such an exclusion is consistent with the Commission’s 

decision in Docket No. 04-0294 that such balances recorded on AmerenIP’s balance 

sheet should not be included in the common equity balance for ratemaking purposes.  

Purchase accounting-related balances of $174 million recorded in connection with 

Ameren’s acquisition of AmerenCILCO in 2003 was also excluded from the calculation 

of AIC’s 2012 forecast test year equity balance.    

Q. How was the cost of common equity for AIC’s electric business determined? 

A. In his testimony in this case, Mr. Robert Hervert states that the cost of equity 

capital for AIC’s electric transmission and distribution operations is currently within the 

range of 10.50% to 11.50% and recommends that the Commission allow AIC to earn a 

return on equity of 11.25%.  As such, in estimating AIC’s overall weighted-average cost 
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of capital for its electric business, I have assumed a cost of equity of 11.25%, and AIC 

requests that the Commission approve a return on equity of 11.25% in this case. 

Q. How was the cost of common equity for AIC’s gas business determined? 

A. In his testimony in this case, Mr. Hervert states that the cost of equity capital for 

AIC’s gas transmission and distribution business is currently within the range of 10.25% 

to 11.25% and recommends that the Commission allow AIC to earn a return on equity of 

11.00%.  As such, in estimating AIC’s overall weighted-average cost of capital for its gas 

business, I have assumed a costs of equity of 11.00%, and AIC requests that the 

Commission approve a return on equity of 11.00% in this case.  

VIII. CREDIT RATING CONSIDERATIONS  376 

377 

378 

379 

380 

381 

382 

383 

384 
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388 

Q. In general, how do credit ratings impact a company’s cost of capital? 

A. Credit ratings reflect an independent third party assessment of a borrower’s ability 

to fulfill its debt obligations.  All else being equal, a lower credit rating suggests a higher 

risk of default.  Borrowers must compensate lenders for bearing this additional risk by 

paying a higher interest rate, which increases the company’s cost of debt capital.   

 While higher credit ratings suggest lower credit default risk and generally result in 

lower debt capital costs, it is not necessarily true that the highest credit rating produces 

the lowest overall costs of capital.  Quite the contrary, as companies with A-level credit 

ratings generally rely on a relatively high level of equity financing and utilize a relatively 

low level of debt financing. As the cost of equity is higher than the cost of debt, such a 

capital structure results in a relatively high overall cost of capital, which can offset the 

benefits of enhanced financial stability 
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As noted previously, historically, the lowest overall cost of capital has been 

achieved with a credit rating at the Moody’s Baa level.  Companies rated at this level 

tend to exhibit a capital structure that effectively balances the benefits of lower-cost debt 

financing with the risks of financial distress associated with such debt.  The 

recommended 2012 forecast test year capital structure has been designed, in part, to 

support a Moody’s credit ratings in Baa level.   

Q. What factors does Moody’s evaluate in establishing and evaluating the credit 

rating of a regulated utility? 

A. According to its published regulated utility rating methodology, factors 

contributing to Moody’s credit ratings and the weightings assigned by Moody’s to such 

factors are as follows:   

MOODY'S RATING METHODOLOGY - REGULATED UTILITIES 
        
Supportiveness of regulatory framework   25% 
        
Ability to recover costs and earn returns   25% 
        
Diversification   10% 
  Market position    5% 
  Generation and fuel strategy (as applicable)   5% 
        
Financial strength, liquidity, and key financial metrics 40% 
  Liquidity   10.0% 
  FFO interest coverage   7.5% 
  FFO/Debt   7.5% 
  RCF/Debt   7.5% 
  Debt/Capitalization   7.5% 

400 

401 

Moody’s assigns a specific rating to each factor, and the overall rating is generally 

based on the weighted average of the individual factor grades.  The actual rating may 
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differ one notch up or down from the rating implied by Moody’s methodology at 

Moody’s discretion.    

Note that the perceived supportiveness of a utility’s regulatory environment and 

its ability to recover costs and earn a fair return while operating within such framework 

account for 50% of a utility’s Moody’s credit rating.  The two factors also have a 

significant impact the financial metrics that account for another 30% of the rating. 

Clearly, constructive rate case outcomes are integral to a utility’s ability to maintain an 

investment grade rating.   

Q. How did Moody’s rate the perceived supportiveness of AIC’s regulatory 

environment and AIC’s ability to recovers cost and earn a fair return in its most 

recent published credit report regarding the Ameren Illinois utilities?   

A. In its most recent credit opinions for the Ameren Illinois utilities, published on 

August 13, 2010, Moody’s rated the supportiveness of the Illinois regulatory environment 

at the sub-investment grade Ba level.  The utilities’ ability to recover their costs and earn 

fair returns was also rated by Moody’s at the Ba level.   

For AmerenCILCO and AmerenIP, Moody’s standard rating methodology 

implied an overall non-investment grade senior unsecured credit rating of Ba.  

Nonetheless, Moody’s elected to affirm the ratings at the investment grade Baa3 level, 

noting, however, that “ratings could be lowered if future distribution rate cases do not 

provide sufficient rate relief.” 

Q. How did the rating agencies react to the 2010 AIC rate case results? 

A. The rating agencies uniformly perceived the most recent rate case outcome as 

detrimental to credit quality.  In a report dated October 5, 2010, Moody’s specifically 
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commented that it “views the most recent Illinois rate cases to be unsupportive of credit 

quality, which could put pressure on the utility’s financial metrics going forward.”  While 

Moody’s had previously considered the Illinois regulatory environment to be improving 

and increasingly supportive, the 2010 rate case outcomes for the Ameren Illinois utilities 

have renewed its concern about political and regulatory risk in Illinois, which, as noted 

above, could have a meaningful adverse impact on AIC’s credit ratings.  According to 

Moody’s, “the stability of AIC’s ratings over the long term is highly dependant on the 

outcomes of future rate cases and the overall regulatory environment for utilities in 

Illinois.” 

S&P had a similar reaction to the rate case outcomes, commenting in a report 

issued on April 30, 2010 that the outcome was “not conducive to credit quality.”   In a 

report issued on December 15, 2010, S&P noted that it views AIC’s regulatory risk as 

“rising” as a result of the 2010 rate case outcomes and that a persistent high level of 

regulatory risk “could pressure AIC’s business risk profile” and “harm its credit quality.”   

Q. Do you share the concerns expressed by the credit rating agencies with 

respect to the Commission’s last rate order and the supportiveness of the Illinois 

regulatory environment? 

A. I have no opinion regarding the merits of the Commission’s last order or the 

relative supportiveness of the regulatory framework in Illinois.  As a finance professional 

working for Ameren Services Company and Ameren Illinois Company, I am required to 

take into account rating agency opinions in order to fulfill the responsibilities of my 

position, including, among others, those related to the financing of Ameren subsidiary 
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businesses, including AIC.  Regardless what rating agencies ultimately opine in their 

reports, the resultant ratings will bear upon the company’s cost of capital. 

Q. Will approval of a 53.0% common equity ratio, an 11.25% return on equity 

for AIC electric operations, and an 11.00% return on equity for AIC gas operations 

be sufficient to enable AIC to maintain investment grade credit ratings and retain 

access to capital markets at a reasonable cost and under reasonable terms? 

A. Unfortunately, it is not possible to predict with any degree of certainly the actions 

of rating agencies, as their ratings are based on a variety of qualitative and quantitative 

factors and somewhat subjective opinions regarding a company’s business environment 

and prospects.  That being said, I believe that the approval in this case of the proposed 

equity ratio and returns on equity will both (1) improve rating agency perceptions of the 

supportiveness of  the Illinois regulatory environment and AIC’s ability to recover costs 

and earn fair return and (2) enable AIC’s to generate financial metrics that support 

investment grade credit ratings.  The maintenance of investment grade credit ratings 

should allow AIC adequate access to debt capital markets at a reasonable cost and under 

reasonable terms. 

IX. CONCLUSION 463 

464 

465 

Q. Does this conclude your direct testimony? 

A. Yes, it does.
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APPENDIX 

STATEMENT OF QUALIFICATIONS 
RYAN J. MARTIN

My name is Ryan J. Martin.  My business address is One Ameren Plaza, 1901 

Chouteau Avenue, St. Louis, Missouri, 63103.  I am employed by Ameren Services 

Company as Assistant Treasurer and Manager of Corporate Finance.  As Assistant 

Treasurer and Manager of Corporate Finance, I am responsible for managing the Ameren 

and subsidiary company short-term and long-term financing activities, including debt and 

equity issuances and credit facility arrangements, monitoring the company’s liquidity 

position and key credit metrics, monitoring compliance with our debt agreements, 

managing relationships with credit rating agencies and banks, and monitoring capital 

markets for key developments, emerging risks, and opportunities, among other corporate-

finance related activities.   

I received my Bachelor of Business Administration degree, with a concentration 

in Accountancy, in 1995 from the University of Notre Dame.  I received my Master of 

Business Administration degree, with concentrations in finance, marketing, and strategy, 

in 2004 from Northwestern University’s Kellogg School of Management.    

I have over fifteen years of experience in various audit, accounting, financial 

reporting, and finance roles.  I began my career in 1995 at Arthur Andersen LLP and 

worked in the firm’s Audit and Business Advisory practice for six years.  I left Arthur 

Andersen in 2000 to join Career Education Corporation, a Chicago-based public 

company that owns and operates for-profit, post-secondary schools.  At Career Education 

Corporation, I managed the company’s accounting and financial reporting functions and 

at various times was also responsible for accounts payable, payroll, and insurance.  In 
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2007, I joined Ameren Services Company as Assistant Controller.  In that role, I 

managed the Company’s general accounting function and plant accounting function and 

was also responsible for accounting research and policy.  In March of 2010, I transitioned 

to the Finance department of Ameren Services Company as the Assistant Treasurer and 

Manager of Corporate Finance.     

  


