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WITNESS IDENTIFICATION 1 

Q1. Please state your name and business address. 2 

A1. My name is Michael McNally.  My business address is 527 East Capitol Avenue, 3 

Springfield, IL  62701. 4 

Q2. What is your current position with the Illinois Commerce Commission 5 

(“Commission”)? 6 

A2. I am a Senior Financial Analyst in the Finance Department of the Financial Analysis 7 

Division. 8 

Q3. Please describe your qualifications and background. 9 

A3. I received both a Bachelor of Arts degree in Economics and a Master of Business 10 

Administration degree with a concentration in Finance from the University of Illinois 11 

at Urbana-Champaign.  I earned the Chartered Financial Analyst designation from 12 

the organization now known as the CFA Institute in 2003.  I have been employed by 13 

the Commission since 1999 and have previously testified before the Commission on 14 

a variety of financial issues. 15 

Q4. What is the purpose of your testimony in this proceeding? 16 

A4. I will present my evaluation of the reasonableness of the capital structure for Ameren 17 

Illinois Company’s (“AIC” or the “Company”) electric delivery services, pursuant to 18 

the requirements of Section 16-108.5 of the Public Utilities Act (“Act”).   19 
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CAPITAL STRUCTURE 20 

Q5. How does the capital structure affect the overall cost of capital? 21 

A5. Increasing the proportion of common equity in a utility's capital structure reduces 22 

financial risk, thereby lowering the cost of each source of capital.  However, since 23 

common equity is the most costly source of capital, an excessive proportion of 24 

common equity unnecessarily raises the overall cost of capital.  On the other hand, 25 

an inadequate proportion of common equity also unnecessarily raises the cost of 26 

capital, since reducing the proportion of common equity in a utility's capital structure 27 

increases financial risk, thereby raising the cost of each source of capital.  In other 28 

words, above a certain common equity ratio, increasing the proportion of common 29 

equity increases the overall cost of capital despite reducing the individual component 30 

costs; below a certain common equity ratio, decreasing the proportion of common 31 

equity has a smaller effect on the overall cost of capital than the resulting increase in 32 

the costs of each source of capital.1 33 

Q6. Do rates set in accordance with Section 16-108.5 (“formula rates plan”) 34 

maintain the risk/return relationship discussed above? 35 

A6. No.  The authorized rate of return on common equity under the formula rates plan is 36 

a function of only two factors:  (1) the average yield on 30-year U.S. Treasury bond 37 

yields plus 580 basis points, and (2) possible performance penalties.  Consequently, 38 

the authorized rate of return on common equity would not respond to changes in the 39 

common equity ratio.  That is, Section 16-108.5 severs the inherent link between the 40 

rate of return on common equity and the level of financial risk associated with a 41 

                                            
1  Unfortunately, determining the common equity ratio that minimizes cost of capital remains problematic 

because (1) the cost of capital is a continuous function of the capital structure, rendering its precise 
measurement along each segment of the range of possible capital structures problematic; and (2) the 
optimal capital structure is a function of dynamic operating risk and investor risk preferences. 
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utility’s capital structure.  Therefore, absent rigorous Commission oversight of the 42 

capital structure, Section 16-108.5 provides an incentive to utilities to increase their 43 

respective common equity ratios. 44 

Q7. Have the credit rating agencies voiced any opinions regarding the effect of the 45 

formula rates plan on credit quality? 46 

A7. Yes.  They have indicated that the implementation of formula rates will be favorable 47 

toward AIC’s credit quality, which could result in improved credit ratings.  48 

Specifically, Moody’s noted that formula rates plan should result in more timely cost 49 

recovery, resilient credit metrics, and better ability to earn returns, while helping to 50 

substantially offset lingering concerns about the regulatory framework.2  In addition, 51 

S&P states the new law improves regulatory risk and provides a “streamlined 52 

process” for rate setting expected to improve the stability of the utilities’ cash flows 53 

and ultimately reduce regulatory lag.3 54 

Q8. Do the capital structures presented in this proceeding reflect formula rates? 55 

A8. No.  AIC’s current capital structure was developed under a traditional regulatory 56 

framework.  Thus, the capital structures presented were developed under a higher 57 

degree of operating risk than would be expected for a utility operating under the 58 

formula rates plan. 59 

                                            
2  Moody’s Investors Service, “Rating Action: Moody’s upgrades Commonwealth Edison’s ratings,” March 2, 

2012, p. 1; Moody’s Investors Service, “Credit Opinion: Commonwealth Edison Company,” March 5, 2012, 
pp. 2-3; Moody’s Investors Service, “Rating Action: Moody’s Downgrades Ameren Genco to Ba2; Places 
Ameren Illinois on Review for Possible Upgrade,” February 29, 2012, p. 1. 

3  Standard & Poor’s, “Ameren Illinois Co.,” March 16, 2012, p. 2. 
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Q9. Do you recommend an alternative capital structure for developing rates for 60 

2012 under formula rates? 61 

A9. No.  Since AIC’s 2010 capital structure evolved prior to the reductions in operating 62 

risk resulting from the passage of Public Acts 97-0616 and 97-0646, I do not 63 

recommend that the Commission adopt an alternative capital structure for 2012.  64 

Nonetheless, it is quite possible that a capital structure containing as much common 65 

equity as the capital structures presented in this proceeding would not be prudent 66 

and reasonable on a going-forward basis.  Therefore, I recommend the Commission 67 

order the Company to work with Staff to explore more leveraged capital structures 68 

for future years and subsequently provide a report to the Commission with its 2013 69 

formula rate filing. 70 

Q10. What capital structure did the Company propose for setting rates? 71 

A10. AIC proposed a capital structure composed of 44.2% long-term debt, 1.5% preferred 72 

stock, and 54.3% common equity.4 73 

Q11. What capital structure does Staff propose for setting rates? 74 

A11. As presented in Staff Exhibit 7.0, the Direct Testimony of Rochelle Phipps, Staff 75 

proposes a capital structure composed of 45.68% long-term debt, 2.43% preferred 76 

stock, and 51.89% common equity. 77 

Q12. Is the capital structure presented in Staff Exhibit 7.0 appropriate for setting 78 

rates? 79 

A12. I believe that for the purposes of this proceeding Staff’s proposed capital structure, 80 

while more conservative than is probably necessary under formula rates, is 81 

                                            
4  Ameren Ex. 3.0, p. 3. 
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appropriate for setting rates at this time given the riskier operating environment 82 

under which it evolved. 83 

Q13. Is the Company’s proposed capital structure appropriate for setting rates? 84 

A13. No. 85 

Q14. How did you evaluate the proposed capital structures for AIC? 86 

A14. First, I compared AIC’s capital structure to that of its parent, Ameren Corporation 87 

(“Ameren”).  S&P indicates that AIC’s regulated utility operating risk is lower than 88 

that of Ameren, which includes significantly riskier generation operations.5  Given 89 

that AIC has lower operating risk than Ameren, AIC should be able to maintain more 90 

financial risk (i.e., have a lower common equity ratio) than Ameren to achieve the 91 

same stand-alone credit rating as Ameren.  Thus, Ameren’s common equity ratio 92 

represents an upper bound for AIC’s equity ratio.  Ameren’s common equity ratio is 93 

52.54%.6  Staff’s proposed common equity ratio for AIC is slightly lower at 51.89%.  94 

The Company’s proposal, however, is greater at 54.3%.  Thus, the adoption of the 95 

Company’s proposed capital structure violates Section 9-230 of the Act, which 96 

precludes the Commission from including in rates or charges any incremental risk or 97 

increased cost of capital which is the direct or indirect result of the public utility’s 98 

affiliation with unregulated or non-utility companies. 99 

 100 

Second, I compared AIC’s capital structure to those of other electric companies.  101 

Moody’s categorizes debt securities on the basis of the risk that a company will 102 

default on its interest or principal payment obligations.  The resulting credit rating 103 

                                            
5 Standard & Poor’s, “Research Update: AmerenEnergy Ratings Affirmed, Off Watch With Negative Outlook; 

Ameren Corp. Outlook Revised To Stable From Positive,” April 3, 2012, p. 4. 
6  Ameren Corporation, Form 10-K for year ending December 31, 2011. 
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reflects both the operating and financial risks of a utility.7  AIC has a Moody’s 104 

corporate credit rating of Baa3.8  Moody’s states that “Obligations rated Baa are 105 

subject to moderate credit risk.  They are considered medium grade and as such 106 

may possess certain speculative characteristics.”9  Based on data from the S&P 107 

Utility Compustat database, the average common equity ratio equals 47.02% for 108 

utilities in the electric industry with an S&P credit rating in the BBB range.10  Staff’s 109 

proposed common equity ratio of 51.89% indicates an appreciably lower degree of 110 

financial risk than the average BBB rated electric industry company, despite ranking 111 

in the lower (i.e., higher risk) end of that generic rating category.  The Company’s 112 

proposed common equity ratio of 54.3% indicates an even lower degree of financial 113 

risk. 114 

Q15. Does this conclude your prepared direct testimony? 115 

A15. Yes, it does. 116 

                                            
7  Moody’s Investors Service, “Rating Methodology: Regulated Electric and Gas Utilities,” August 2009, p. 4. 
8  Moody’s Investors Service, “Rating Action: Moody’s Downgrades Ameren Genco to Ba2; Places Ameren 

Illinois on Review for Possible Upgrade,” February 29, 2012, p. 1. 
9  Moody’s Investors Service, “Rating Symbols & Definitions,” March 2007, p. 8. 
10  Standard & Poor's BBB credit rating is equivalent to Moody’s Baa credit rating. 


