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Rebuttal Testimony of Michael P. Gorman 
 
 
Q PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 1 

A Michael P. Gorman.  My business address is 16690 Swingley Ridge Road, Suite 140, 2 

Chesterfield, MO 63017. 3 

 

Q ARE YOU THE SAME MICHAEL P. GORMAN WHO PREVIOUSLY FILED 4 

TESTIMONY IN THIS CASE?   5 

A Yes, I am. 6 

 

Q ON WHOSE BEHALF ARE YOU APPEARING IN THIS PROCEEDING? 7 

A I am testifying on behalf of the Illinois Industrial Energy Consumers (“IIEC”).  IIEC 8 

members are substantial users of electricity within the service territory of Ameren 9 

Illinois Company (“Ameren” or “Company”). 10 

 

Q WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS 11 

PROCEEDING? 12 

A I will respond to the rebuttal testimonies of Ameren witnesses Ryan Martin, Robert 13 

Mill and Craig Nelson. 14 
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Q DID AMEREN WITNESSES TAKE ISSUE WITH YOUR PROPOSAL FOR A 15 

COMMON EQUITY CAP (“CE CAP”) IN DEVELOPING THE OVERALL RATE OF 16 

RETURN FOR FORMULA RATE PURPOSES? 17 

A Yes.  Ameren witness Ryan Martin opposes the CE cap based on the following 18 

assertions in his testimony: 19 

1. The Company had valid reasons for setting its common equity ratio at a higher 20 

level than approved in its last case. 21 

2. He justified Ameren’s proposed capital structure in his direct testimony. 22 

3. The ICC approved a common equity ratio of 53.272% for Ameren’s gas utility in 23 

the rate order issued in January 2012. 24 

4. Prior to the Company withdrawing its electric rate filing, I did not oppose the 25 

Company’s capital structure for setting electric rates under traditional ratemaking. 26 

5. My selection of a 50% CE cap is arbitrary and unsupported and he believes it 27 

could jeopardize the Company’s credit rating. 28 

6. The Company is willing to meet with Staff and explore the concept of a more 29 

leveraged capital structure in good faith, but the Company will not commit to a 30 

specific equity ratio now because it would be reckless to do so.  (Ameren Ex. 14.0 31 

at 8 and 9).  32 

 

Q DO YOU BELIEVE MR. MARTIN HAS ADEQUATELY SUPPORTED THE 33 

COMPANY’S POSITION THAT NO CE CAP SHOULD BE INCORPORATED IN 34 

THE FORMULA RATE PROCESS TO PROTECT CUSTOMERS? 35 

A No, I do not.  Mr. Martin’s testimony is totally deficient in satisfying the formula rate 36 

requirement that rates reflect only reasonable and prudent cost of service.  Indeed, 37 
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Mr. Martin provided no support for his belief that a common equity ratio of 54.3% 38 

(particularly within a formula rate context) is reasonable and prudent.   39 

 

Q DID MR. MARTIN JUSTIFY THE COMPANY’S PROPOSED CAPITAL 40 

STRUCTURE WEIGHTINGS IN HIS DIRECT TESTIMONY IN THIS CASE? 41 

A No.  In his direct testimony, he did explain how the Company’s capital structure 42 

common equity ratio got substantially higher than that in the Company’s last electric 43 

rate case.  However, he provided no justification or support for whether his proposed 44 

capital structure is reasonable and prudent for use now – in a formula rate construct.   45 

  The fact is, there has been a material change in Ameren’s operating and 46 

investment risk by the implementation of the formula rate process.  Therefore, the 47 

capital structure used to set rates should reflect this substantial reduction in operating 48 

risk.  Mr. Martin’s accounting of changes in the capital structure since its last case is 49 

not adequate justification for approving the Company’s capital structure in this case 50 

as prudent and reasonable. 51 

 

Q WHY DO YOU BELIEVE THAT THE IMPLEMENTATION OF FORMULA RATES 52 

SIGNIFICANTLY REDUCED AMEREN’S OPERATING AND INVESTMENT RISK? 53 

A This is clearly evident from a review of credit rating analysts’ comments about Illinois 54 

utilities in general, and Ameren specifically related to the implementation of the 55 

formula rate process in Illinois.  Indeed, this was noted by credit rating analysts.   56 

  Standard & Poor’s stated as follows: 57 

We also recognize AI’s improving management of regulatory risk in 58 
Illinois.  At year-end 2011, the Illinois Governor signed Senate Bill 59 
3036 into law that will allow for a formula process for determining 60 
rates, including the recovery of actual costs and a formula for 61 
calculating return on equity.  We view these developments as 62 
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potentially enhancing Ameren’s credit quality and demonstrating 63 
Ameren’s improving management of its regulatory risk.1 64 

  Fitch stated as follows: 65 

According to a Fitch Ratings report, business and financial risk is 66 
lower for Commonwealth Edison Company (ComEd) and Ameren 67 
Illinois Company (AIC) due to their participation in a formula rate 68 
plan (FRP) enacted into law by the Illinois Energy Infrastructure 69 
Modernization Act.  The FRP fundamentally changes and improves 70 
regulation of electric delivery service in Illinois. 71 

The FRP meaningfully shortens regulatory lag and enhances the 72 
two utilities’ opportunity to earn their authorized return on equity 73 
(ROE).  Although the FRP relies on an historical rate year, rates 74 
are updated annually.  Rates also include recovery of and on post-75 
rate year net plant additions for the ensuing 12-month period and a 76 
true-up (with interest), of the previously allowed revenue 77 
requirement to reflect actual costs. 78 

The Act reduces regulatory uncertainty by establishing a 79 
legislatively set ROE that is not subject to Illinois Commerce 80 
Commission (ICC) adjustments.  Although the ROE calculation 81 
results in an allowed ROE that is below the average of recently 82 
allowed equity returns across the U.S., Fitch Ratings considers the 83 
enhanced opportunity to earn the allowed ROE to be more 84 
important for bondholders than the nominal authorized return.2 85 

  Moody’s stated as follows: 86 

‘Today’s one-notch upgrade of ComEd’s debt securities reflects an 87 
expectation for continued strong financial performance at the utility, 88 
aided in large part by the passage of the Energy Infrastructure 89 
Modernization Act (EIMA), which should result in increased 90 
infrastructure investment, more timely cost recovery, and resilient 91 
credit metrics’, added A. J. Sabatelle, Senior Vice President of 92 
Moody’s. 93 

*  *  * 94 

To that end, the upgrade also recognizes the prospects for 95 
sustained strong future performance following last year’s passage 96 
of EIMA.  Under the legislation, a new distribution formula-rate-plan 97 

                                                 
1Standard & Poor’s RatingsDirect on the Global Credit Portal:  “Ameren Illinois Co.,” March 16, 

2012 at 2. 
2Fitch Ratings:  “Illinois Utility Legislation Good for Bondholders,” April 25, 2012. 
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(FRP) for the state’s largest electric utilities was introduced, which 98 
is intended to encourage utility infrastructure investment.3 99 

  As noted by all three major credit rating agencies above, the implementation 100 

of formula rates significantly reduces regulatory risk by enhancing Ameren’s and 101 

other Illinois electric utility companies’ ability to recover their cost of capital, subject to 102 

the formula rate process, which requires that costs be prudent and reasonable for 103 

electric utility operations.  This reduced regulatory and cost recovery risk equates to 104 

lower operating risk, which should be reflected in a capital structure consistent with 105 

this lower operating risk. 106 

 

Q HOW WOULD A REDUCTION TO AN OPERATING RISK OF AMEREN BE 107 

REFLECTED IN ITS CAPITAL STRUCTURE? 108 

A Total investment risk is a combination of operating risk (business risk) and financial 109 

risk.  To the extent the formula rate process reduced the operating risk, Ameren can 110 

increase its financial risk without increasing its overall investment risk.  As such, a 111 

capital structure should reflect greater debt leverage with the formula rate process 112 

compared to a reasonable capital structure under a traditional rate-setting process.  113 

Therefore, even if a capital structure used by Ameren would be appropriate for 114 

traditional ratemaking, it is not necessarily appropriate for use in a formula 115 

rate-setting process.   116 

 

                                                 
3Moody’s Investors Service:  “Rating Action:  Moody’s upgrades Commonwealth Edison’s 

ratings,” March 2, 2012. 
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Q HOW DO YOU RESPOND TO MR. MARTIN’S COMMENT THAT THE 117 

COMMISSION APPROVED A 53.272% EQUITY RATIO FOR THE COMPANY’S 118 

GAS OPERATIONS IN ITS LAST RATE CASE AND YOU SUGGESTED NO 119 

ADJUSTMENTS TO THE COMPANY CAPITAL STRUCTURE IN THAT CASE? 120 

A Mr. Martin’s observation about IIEC’s reaction to Ameren’s capital structure for gas 121 

operations under traditional ratemaking is not relevant in determining whether or not a 122 

54.3% common equity ratio is appropriate for determining electric rates using a 123 

formula rate process.  As noted above, a formula rate process is a material change in 124 

the regulatory procedures for Illinois electric utilities.  The changed regulatory 125 

procedure has materially reduced operating risk of Illinois electric utilities.  This 126 

operating risk reduction requires a change to Ameren’s capital structure to reflect the 127 

risk change. 128 

 

Q HOW DO YOU RESPOND TO MR. MARTIN’S SUGGESTION THAT AMEREN HAS 129 

IDENTIFIED VALID REASONS FOR USING A COMMON EQUITY RATIO IN THIS 130 

CASE HIGHER THAN THE COMMON EQUITY RATIO APPROVED FOR ITS GAS 131 

OPERATIONS IN ITS MOST RECENT RATE CASE? 132 

A Ameren has made two main arguments.  I have already addressed, in part, the first 133 

argument, that Ameren must continue to offset market concerns.  These concerns 134 

may no longer exist due to the changed Illinois regulatory process.  Ameren’s second 135 

is essentially that the equity ratio increase was the unavoidable result of other 136 

financial events.  That explanation suggests that Ameren has no responsibility to 137 

manage its financial affairs.  However, Mr. Martin acknowledges that “utilities with 138 

formula rates under Section 16-108.5 continue to be obligated to exercise prudence 139 

with respect to their capital structures.”  (Ameren Ex. 14.0 at 3). 140 
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Q HOW DO YOU RESPOND TO MR. MARTIN’S POSITION THAT YOUR 50% CE 141 

CAP IS ARBITRARY? 142 

A Mr. Martin’s observation that a 50% common equity ratio is arbitrary is also without 143 

merit.  Indeed, the industry average common equity ratio for electric utility companies 144 

over the last five years has been consistently around 48%.  (See IIEC Ex. 4.1).  The 145 

electric utility industry has maintained robust financial performance during the recent 146 

market turmoil.  A 50% common equity ratio is a conservative estimate of a balanced 147 

capital structure that will preserve financial integrity and minimize the cost of capital to 148 

retail customers.   149 

Further, I agree with Staff that an investigation should be made to develop 150 

appropriate capital structure targets for Ameren over time.  Over time, credit rating 151 

analysts and market participants can comment on the regulatory process in Illinois 152 

and help establish the market’s perception of Ameren’s operating risk.  These market 153 

participant comments can then be used to establish appropriate capital structure level 154 

targets going forward.  In the meantime, using a capital structure that is at least 155 

consistent with industry average capital structures is conservative, and anything but 156 

arbitrary.  Rather, it reflects normal industry characteristics.  Indeed, the Company’s 157 

proposal in this case which represents a drastic increase in the common equity ratio 158 

last used to set rates without the lower risk of formula rates, is materially in excess of 159 

normal industry standards, is wholly unsupported, and should be rejected.  I also note 160 

that in the Commonwealth Edison Company formula rate case (Dkt. 11-0721) the 161 

Commission approved a common equity ratio of 45.54%.4 162 

 

                                                 
4The Commission did not adopt my recommendation for a 55% CE cap in that case because it 

did not think it necessary since the equity ratio requested by ComEd and approved by the Commission 
was less than 55%.  (Commonwealth Edison Company, ICC Dkt. 11-0721 Order, May 2012 at 131). 
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Q DO YOU BELIEVE IT WOULD BE RECKLESS FOR THE COMMISSION TO 163 

ADOPT AN INTERIM COMMON EQUITY RATIO IN THIS PROCEEDING? 164 

A No.  Again, a 50% common equity ratio is reasonable based on industry standards for 165 

Commission-authorized overall rates of return for electric utility companies.  Ameren 166 

has provided no justification for its above-industry average common equity ratio used 167 

in a new formula rate process in this proceeding.  Adopting reasonable standards to 168 

ensure that the formula rates only recover reasonable and prudent costs is balanced 169 

and consistent with my understanding of the formula rate Statute.   170 

  In addition, it is important to reiterate that the CE cap is not an absolute bar to 171 

Ameren recovering prudent, reasonable costs, no matter what its actual equity ratio 172 

may be.  The cap simply compels Ameren to prove that its equity ratio above the cap 173 

is, in fact, prudently incurred and reasonable.  Here, as discussed above, Ameren 174 

has failed to provide that proof.   175 

  Mr. Martin’s assertion that it would be reckless to set rates using a CE cap in 176 

this proceeding simply excuses Mr. Martin from demonstrating the reasonableness 177 

and prudence of his proposed capital structure.  Mr. Martin’s simple accounting of 178 

changes in the capital structure, again, does not demonstrate the reasonableness 179 

and prudence of his proposed capital structure.  Further, recognizing that the 180 

Company has an incentive to inflate the capital structure cost in order to enhance its 181 

earnings, should require the Company to justify its costs as reasonable and prudent. 182 

This justification will protect customers’ interests from improper recommendations 183 

made by electric utilities in Illinois.  Mr. Martin simply cannot excuse the Company 184 

from meeting this obligation. 185 
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Q DID AMEREN COMMENT ON YOUR AND OTHERS’ PROPOSALS FOR USE OF 186 

AN AVERAGE RATE BASE IN THE FORMULA RATE? 187 

A Yes.  Ameren witnesses Craig Nelson and Robert Mill offered rebuttal to my 188 

recommendation and the recommendations of others for use of an average rate base. 189 

 

Q DID MR. NELSON OFFER A SUMMARY OF WHY HE BELIEVES USE OF A 190 

YEAR-END RATE BASE IS APPROPRIATE AND AN AVERAGE RATE BASE IS 191 

NOT APPROPRIATE? 192 

A Yes.  At pages 2 and 3 of his testimony (Ameren Ex. 11.0), he suggests: 193 

1. An average reconciliation rate base is not provided for, or consistent with, 194 

the provisions of the Act. 195 

2. Use of an average rate base is inconsistent with the Commission’s 196 

rate-setting practices using a historical test year. 197 

3. He believes use of an average rate base makes a mismatch between 198 

rates that customers pay and the cost of plant to provide them service. 199 

4. Use of an average rate base produces an under-recovery in the 200 

reconciliation of rate base costs. 201 

 

Q IN DETERMINING A RATE BASE APPROPRIATE FOR THE FORMULA RATE, IS 202 

IT APPROPRIATE TO USE TRADITIONAL RATEMAKING PRINCIPLES LIKE 203 

THOSE FOR A HISTORICAL TEST YEAR TO WHICH MR. NELSON REFERRED?   204 

A No.  The general objectives of traditional ratemaking and formula ratemaking are not 205 

comparable.  In traditional ratemaking, a historical test year, usually selected by the 206 

utility for its verifiable data and as representative of future costs, is used to 207 

approximate the cost that will be incurred during the period rates will be in effect.  208 
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Rates will be in effect in a period beyond the historical test year.  As such, in 209 

traditional ratemaking when a historical test year is used, using a year-end rate base 210 

generally is accepted because a rate base increases over time, and better matches 211 

the rate base that will be in effect during the future rate-effective period. 212 

  In significant contrast, a formula rate (including the reconciliation charge or 213 

credit) is designed to recover the utility’s actual and prudent cost within a specific rate 214 

year.  While the rates may be in effect for some period beyond the rate year, that 215 

does not change the fact that the formula rate is designed to recover the cost within 216 

the rate year, and is not being used as a proxy to estimate future cost of service 217 

during the period rates are in effect.  In Ameren’s formula rate, rates set for a specific 218 

rate year, will be reconciled to the actual revenue requirement, as later determined 219 

based on actual data from that rate year.  Thus, customers will be asked to pay the 220 

actual and prudent cost within that rate year, collected through the combination of 221 

projected rates and a reconciliation charge or credit.  Although the rates will be in 222 

effect to recover that rate year cost in a period after the rate year, that does not alter 223 

the objective of formula rates, which is to recover the utility’s actual and prudent costs 224 

in the rate year.   225 

For these reasons, use of a historical test year within traditional ratemaking is 226 

different from designing rates to recover the actual and prudent revenue requirements 227 

for a specific rate year, with the added mechanism of a reconciliation.  Therefore, 228 

processes used in traditional ratemaking are not appropriately applied in formula 229 

ratemaking. 230 
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Q IS MR. NELSON CORRECT THAT IT WOULD PROVIDE A MISMATCH BETWEEN 231 

RATES CHARGED TO CUSTOMERS AND THE COST OF PLANT USED TO 232 

PROVIDE THEM SERVICE IF THE FORMULA RATE RELIED ON AN AVERAGE 233 

RATE BASE? 234 

A No.  Mr. Nelson’s argument in this regard is simply erroneous.  Indeed, I provided a 235 

simple illustration of how average capital balances throughout the year produce the 236 

best measurement of the actual capital costs incurred within the year.  This was 237 

developed using a bank account example in my direct testimony at pages 6 to 8.  238 

Mr. Nelson’s argument is without basis, and is in error. 239 

 

Q IS USE OF AN AVERAGE RATE BASE INCONSISTENT WITH YOUR LAY 240 

PERSON’S UNDERSTANDING OF THE FORMULA RATE LAW? 241 

A No.  For all the reasons outlined in my direct testimony, use of an average rate base 242 

is the most accurate estimate of the Company’s actual cost of capital within the rate 243 

year.  It is my understanding that the formula rate law’s primary objective is to allow 244 

the utilities to recover actual prudent cost of service within the rate year. 245 

 

Q WOULD USE OF AN AVERAGE RATE BASE CAUSE AMEREN TO UNDER-246 

RECOVER ITS RATE BASE COST IN THE RECONCILIATION PROCESS? 247 

A No.  Again, this assertion is made without any explanation.  However, because 248 

average rate base most accurately estimates Ameren’s actual capital costs during the 249 

rate year, it is the best methodology to ensure that Ameren fully recovers its actual, 250 

reasonable and prudent rate base costs within the reconciliation process.  The 251 

formula rate objective is to allow Ameren to recover its actual cost of service in the 252 

rate year.  The average rate base best approximates Ameren’s actual costs. 253 
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Q DOES MR. NELSON ASSERT THAT A YEAR-END RATE BASE IS NECESSARY 254 

IN ORDER TO ENSURE THAT THE RATES CUSTOMERS PAY CLOSELY MATCH 255 

THE ACTUAL COST A UTILITY INCURS? 256 

A Yes.  At page 6, he reasons in response to my testimony and others’ that an average 257 

rate base will not accomplish the objective of recovering the Company’s actual cost of 258 

service.  However, his supporting explanation is clearly based on his attempt to “to 259 

ensure a match between the rates paid by ratepayers and the cost of the plant used 260 

to provide them service at that time.”  (Ameren Ex. 11.0 at 5, emphasis added).  261 

Mr. Mill makes the same fundamental error in assessing the use of an average rate 262 

base to set rates.  “The Company's formula rate methodology is consistent with the 263 

Commission's practices with respect to historical year filings.”  (Ameren Ex. 12.0 at 264 

5, emphasis added).  As I explained above, that approach is appropriate only for test 265 

year ratemaking, which Ameren rejected when it chose to use a formula rate 266 

approach for setting rates in this case.   267 

 

Q ARE THERE ANY OTHER ISSUES RAISED BY THE AMEREN WITNESSES? 268 

A Yes.  Mr. Nelson also takes issue with my proposal for a stated value for rate case 269 

expenses, affiliate service charges and incentive compensation expenses.  He states 270 

that Section 16.108-5 states that formula rates should provide for recovery of a 271 

utility’s actual costs.  He believes the process for determining whether or not the utility 272 

can show proof that the actual cost is prudent and reasonable is unnecessary.  Thus, 273 

he appears to suggest that the costs in question need not be prudent and reasonable. 274 
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Q DO YOU AGREE WITH MR. NELSON THAT THE UTILITY SHOULD NOT BE 275 

OBLIGATED TO PROVE THAT ITS RECORDED COSTS ARE REASONABLE? 276 

A No.  The clear intent of the formula rate is only to recover reasonable and prudent 277 

expenses. Therefore, the Commission should implement some procedural 278 

mechanism to determine, in a particular case, whether or not the utility must make a 279 

showing that its expenses are prudent and reasonable.  If the Company fails to make 280 

that showing when the trigger amount is exceeded, then the Commission should only 281 

allow the utility to recover the level of costs it has pre-established as a prudent and 282 

reasonable level for inclusion in the formula rate.  To the extent the utility can prove 283 

an expense above those amounts is prudent and reasonable, then the Commission 284 

can approve that amount of expense for inclusion in the rate.  However, it should not 285 

do so without clear findings and evidence provided by the utility of the prudence and 286 

reasonableness of that cost. 287 

 

Q DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 288 

A Yes, it does. 289 
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