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Q. Please state your name and business address. 1 

A. My name is John Perkins and my business address is 161 Worcester Road, 2 

Suite 503, Framingham, MA 01701. 3 

Q. What is your current occupation? 4 

A. I work with Sussex Economic Advisors as an Executive Advisor.   5 

Q. Briefly describe your educational background. 6 

A. I graduated from MIT in 1972 and received B.S. degrees in Economics and 7 

Civil Engineering.  I received M.A. and M.Phil. degrees in Economics (with 8 

concentrations in Public Finance and Industrial Organization) from Yale 9 

University in 1974 and 1975, respectively.  I took several additional graduate 10 

courses in Finance from New York University. 11 

Q. Please summarize your professional background. 12 

A. I joined Sussex Economic Advisors during 2012.  Prior to that I was the 13 

Treasurer of Orange and Rockland Utilities, Inc. (“Orange and Rockland” or 14 

“O&R”) and also Director, Corporate Finance, for Consolidated Edison 15 

Company of New York, Inc. (“Con Edison”). I joined Con Edison in 1982.  My 16 

previous positions had been as Director, Financial Administration, Chief 17 

Planner, Corporate Planning, Director, Financial Services, and Manager, 18 

Financial Services. Prior to joining Con Edison, I was employed by Chase 19 

Econometrics/Interactive Data from 1980-1982 and by the Graduate School 20 

of Business of Columbia University (1976-1979), where I taught courses in 21 

economics and transportation (including transportation regulation, planning, 22 



Ameren Exhibit 5.0 
Page 2 of 39 

and logistics).  My detailed resume is attached as an Appendix to this 1 

testimony. 2 

Q. Please describe your responsibilities at Con Edison. 3 

A. My responsibilities included preparing the cash forecast and planning and 4 

executing taxable and tax-exempt debt and equity financing for Consolidated 5 

Edison, Inc. (“CEI”), and its subsidiaries, including O&R and Con Edison.  In 6 

addition, I managed the relationships with credit rating agencies and 7 

financial institutions and undertook various analyses for the regulated and 8 

non-regulated subsidiaries of CEI, including asset acquisitions, mergers, and 9 

financial investments.  I also served for several years on the Board of 10 

Economic Advisors for the Ways and Means Committee for the New York 11 

State Assembly Ways and Means Committee. 12 

Q. Have you previously sponsored testimony before regulatory bodies? 13 

A. Yes.  I have sponsored testimony before the New York Public Service 14 

Commission on capital structure and cost of capital for O&R in Cases 06-E-15 

1433, 05-G-1494, 07-E-0949, 08-G-1398, 10-E-0362, and 11-E-0408 and for 16 

Con Edison in cases 05-S-1376, 06-G-1332, 07-S-1315, 09-S-0794 and 09-G-17 

0795. 18 

  I sponsored testimony in the matter of the securitization of certain deferred 19 

balances and testimony on capital structure and rates of return for Rockland 20 

Electric Company (a New Jersey public utility subsidiary of O&R) before the 21 

New Jersey Board of Public Utilities, and on rates of return and capital 22 

structure for Pike County Light & Power Company (a Pennsylvania public 23 
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utility subsidiary of O&R) before the Pennsylvania Public Utility Commission. 1 

Q. What is the purpose of your testimony? 2 

A. The purpose of my testimony is to discuss the proper capital structure for 3 

ratemaking purposes for Ameren Illinois Company (“AIC” or “the Company”).  4 

My testimony discusses (1) the Illinois legislation which initiated the formula 5 

rate-making process; (2) the theoretical arguments against the use of 6 

anything other than the actual capital structure of AIC; (3) the current 7 

financial market environment, (4) AIC’s continuing need for a strong capital 8 

structure, and (5) AIC’s capital structure in the light of recent rate cases and 9 

the capital structure of other utilities.  10 

Q. Can you summarize your conclusions? 11 

A. The actual capital structure of AIC should be used for rate-making because: 12 

 It is called for in the statutes establishing formula rates; 13 

 It is supported by financial theory and other regulatory decisions; 14 

 It protects the credit of AIC which is necessary to support operations 15 

and an ambitious investment plan as mandated by the same statutes 16 

which initiated the formula rates; 17 

 It is reasonable in light of other utility capital structures. 18 

STATUTORY AND REGULATORY BACKGROUND 19 

Q. Please describe the statutory background to the use of formula rates in 20 

Illinois. 21 

A.  Section 16-108.5 of the Public Utilities Act (“Act”) provides for a utility to 22 

receive a formula based rate if it agrees to certain infrastructure investments.  23 
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There are other stipulations, conditions and obligations too, none of which 1 

are material to my testimony.   2 

Q. Does the Act specify the capital structure to be used in calculating the rates 3 

for a utility? 4 

A. Yes, though not an attorney, the Act reads as follows:  5 
 6 

The performance-based formula rate approved by the Commission 7 
shall do the following…[r]eflect the utility's actual capital structure for 8 
the applicable calendar year, excluding goodwill, subject to a 9 
determination of prudence and reasonableness consistent with 10 
Commission practice and law. 11 
 12 

Q. Has the Illinois Commerce Commission (“ICC” or "Commission") used the 13 

actual capital structure of AIC as described above in the two previous 14 

decisions under formula rate-making? 15 

A. They have not.  They have used the consolidated capital structure of Ameren 16 

Corporation (“Ameren”), the parent company, and have used the average 17 

capital structure of the latter over the year preceding the rate filing rather 18 

than the structure at the end of that year. I understand this apparent 19 

departure from the Act’s requirement is on appeal. 20 

Q. Why has the ICC relied upon the parent company capital structure? 21 

A. As noted in its Order in the Company’s last rate case, the Commission found:  22 

Individually, the concerns raised by Staff are insufficient to win the 23 
day. But cumulatively, the Commission is persuaded that Staff's 24 
imputed capital structure is appropriate. The Commission finds that 25 
AIC has lower operating risk than Ameren and now enjoys a more 26 
favorable regulatory environment under Public Acts 97-0616 and 97-27 
0646.1  28 
 29 

In addition to the assumed lower operating risk of AIC relative to Ameren 30 
                                                        
1  See Illinois Commerce Commission Order, Docket No. 12-0293, December 5, 2012, at 108. 
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and the reduced regulatory business risk from the implementation of the 1 

formula rate plan, the Commission noted Staff argued “AIC has a clear 2 

incentive to use a capital structure with an excessive amount of common 3 

equity” and that S&P’s Compustat database suggests BBB-rated utilities have 4 

an average equity ratio of only approximately 47.00%, which suggested 5 

Staff’s proposed 51.00% equity ratio represented a lower financial risk than 6 

the average BBB-rated electric utility.2 7 

Q. Do you believe that the use of the parent capital structure is justified? 8 

A. No.  There are several objections to this approach: (1) It makes no sense from 9 

the point of view of financial theory.  (2) It ignores the real need for AIC to 10 

have a strong capital structure, particularly in times of financial stress. (3) It 11 

plays into the already serious concerns about Illinois regulation by rating 12 

agencies and others in that it does not implement the legislation as enacted 13 

and is contributing to the luke-warm response of these agencies to the 14 

positive initiatives that have taken place.  The ICC, in focusing on metrics and 15 

quantitative rating factors, seems to ignore the reality that rating agencies 16 

and other key analysts consider the regulatory environment in Illinois to be 17 

less supportive than that of other states. (4) It incorrectly assumes the actual 18 

capital structure of AIC is too conservative and ignores the fact that this 19 

capital structure is reasonable in the context of actual utility capital 20 

structures and recent allowed capital structures in the U.S.  21 

Q. Has the Illinois legislature reacted to the outcomes of recent utility rate cases 22 

                                                        
2  Ibid., at 106-107. 
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that were decided after the formula rate plan legislation was implemented?  1 

A. Yes, they have.  On March 21, 2012, after passing both houses of the 2 

legislature, a bill (S.B 9) was sent to the governor for signature.  This bill 3 

emphasizes the original intent of the formula rate plan legislation.  The bill 4 

represents the legislature’s attempt to reverse the negative course of the first 5 

few rate cases under the formula rate plan.  6 

Q. Are there particular issues with the use of Ameren’s consolidated capital 7 

structure at this time? 8 

A. Yes.  During 2012 Ameren recorded large impairment charges for its non-9 

regulated generation assets, thus reducing Ameren’s equity ratio.  10 

Subsequent to this, Ameren announced its intent to exit the merchant 11 

generation business, and now has entered into a transaction to transfer the 12 

bulk of the non-regulated generation assets before the end of the year.  As a 13 

part of the transfer process, more than $800 million of debt will be removed 14 

from Ameren’s capital structure. 15 

 This transfer is part of a consistent policy over the last few years (as noted by 16 

Moody’s as quoted below) on the part of Ameren’s management to protect 17 

credit quality.  Beyond all the theoretical and practical objections to use of 18 

the consolidated capital structure, use of a distorted and temporary 19 

consolidated capital structure for setting the authorized capital component 20 

ratios will send the wrong message to the financial community. 21 

 The adoption of the parent company’s equity ratio by the ICC was premised 22 

on the idea that the parent company was more risky than AIC, and thus 23 
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provided an “upper bound” benchmark equity ratio.3  With the anomalous 1 

effect of the impairment, and the removal of the merchant generation 2 

business, that benchmark is no longer valid—not that it ever was 3 

appropriate in the first instance.  The impairment has not negatively 4 

impacted the risk of AIC, protected as it is by its own capital structure, and 5 

the impairment should not be used to impute a weaker capital structure to 6 

AIC, which would have a damaging effect on that company.  7 

THEORETICAL ISSUES WITH DOUBLE-LEVERAGE;OTHER REGULATORY 8 
DECISIONS 9 

 10 

Q. What approaches are employed to determine the capital structure that will 11 

be used for the purposes of setting rates for a utility subsidiary of a holding 12 

company?  13 

A. There are two general approaches to the determination of capital structure, 14 

stand-alone and some form of incorporation of the holding company 15 

structure, referred to here as the double-leverage approach.   Under the 16 

stand-alone approach, the cost of capital is determined using the subsidiary's 17 

own capital structure and cost of debt and equity.  Under the consolidated 18 

holding company approach, a hypothetical capital structure is imputed to the 19 

subsidiary based on the parent company’s financing structure.   Importantly, 20 

the stand-alone approach recognizes that the return should be based on the 21 

relative risk of the investment rather than the source of financing. 22 

Q. Why should the stand-alone structure be used in setting rates? 23 

                                                        
3  See Illinois Commerce Commission Order, Docket No. 12-0001, September 19, 2012, at 124, 

128. 
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A. The stand-alone structure represents the actual funds used to support the 1 

operations and investment of the utility in question, in this case AIC.  The 2 

debt is raised directly by the utility, through issuance of bonds by that entity.  3 

The equity is sourced either through equity generated by AIC and its 4 

predecessor companies (representing earnings by those companies that 5 

were retained in the businesses rather than returned to shareholders) or 6 

equity raised at the holding company level and contributed to the operating 7 

utility.   8 

Q. Are there other reasons the stand alone capital structure should be used? 9 

A. Yes.  As discussed in more detail below, the standalone approach is aligned 10 

with the way investment decisions should be made as described in relevant 11 

financial literature.  Investment decisions should be made based on the risk 12 

of the investment in question, not on the source of the invested funds.  In this 13 

case, the investment is the rate base of AIC.  14 

At the AIC level, money provided by AIC debt issuance is treated as senior in 15 

claims to money invested as equity.  It doesn’t matter whether the Ameren 16 

parent or a third party invests equity money.  Every investor sources funds 17 

differently.   Individual investors in utility bonds or stock may well borrow 18 

money to make that investment.  The regulated rate of return and capital 19 

structure of the operating utility has never depended on the source of 20 

individual investors’ money, nor should it depend on the source of a utility 21 

holding company’s money. 22 
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Q. Please discuss why the double leverage approach to capital structure is not 1 

appropriate. 2 

A. Long established academic literature has thoroughly discussed the flaws 3 

associated with the double leverage approach.  For example: 4 

Pettway and Jordan (1983), and Beranek and Miles (1988) point out the 5 

flaws in the double leverage argument, particularly the excess return 6 

argument, and also demonstrate that the "stand-alone" method is the 7 

superior approach. 8 

Lerner (1973) concludes that the returns granted to equity investors must be 9 

based on the risks to which the investors' capital is exposed and not the 10 

investors' source of funds. 11 

Further, while there may be situations in which a stand-alone capital 12 

structure has become unsuitable as the target capital structure, there should 13 

be clear and specific reasons to indicate that is the case.  Bonbright, 14 

Danielsen, and Kamerschen state: 15 

[t]he use of a hypothetical or ‘typical’ capitalization substitutes an 16 
estimate of what a capital cost would be under non-existing 17 
conditions for what it actually is or will soon be under prevailing 18 
conditions. However, if the existing capital structure is clearly 19 
unsound or is extravagantly conservative, the rule may need to be 20 

   modified in the public interest.4 21 
In the case of AIC, the existing capital structure is neither “clearly unsound” 22 

nor “extravagantly conservative.” And of course, neither approach was relied 23 

                                                        
4  Bonbright, James C., Danielsen, Albert L. and Kamerschen, David R., Principles of Public 

Utility Rates (Public Utilities Reports, Inc., 1988) 309. 
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upon by the Commission as a basis for its previous formula rate case 1 

decisions. 2 

And as noted by Dr. Roger A. Morin: 3 
 4 

Carrying the double leverage standard to its logical conclusion leads 5 
to even more unreasonable prescriptions. If the common shares of a 6 
subsidiary were held by both the parent and by individual investors, 7 
the equity contributed by the parent would have one cost under the 8 
double leverage computation while the equity contributed by the 9 
public would have another.5 10 
 11 

Dr. Morin expands further on the nature of double leverage: 12 
 13 
Just as individual investors require different returns from different 14 
asset in managing their personal affairs, why should regulation cause 15 
parent companies making investment decisions on behalf of their 16 
shareholders to act any differently? A parent company normally 17 
invests money in many operating companies of varying sizes and 18 
varying risks. These subsidiaries pay different rates for the use of 19 
investor capital, such as long-term debt capital, because investors 20 
recognize the differences in capital structure, risk, and prospects 21 
between the subsidiaries. Yet, the double leverage calculation would 22 
assign the same return to each activity, based on the parent's cost of 23 
capital. Investors recognize that different subsidiaries are exposed to 24 
different risks, as evidenced by the different bond ratings and cost 25 
rates of operating subsidiaries. The same argument carries over to 26 
common equity. If the cost rate for debt is different because the risk is 27 
different, the cost rate for common equity is also different and the 28 
double leverage adjustment shouldn't obscure this fact.  29 
 30 

Q. Is there additional evidence from academic literature supporting your 31 

position that a company’s financing should be determined by its use, not its 32 

ultimate source? 33 

A.  Yes, there is. For example, in Principles of Corporate Finance, 8th edition, 34 

Brealey, Myers, and Allen discuss at page 234 the principle of source versus 35 

use with regard to the cost of capital: 36 

                                                        
5  New Regulatory Finance, Roger A. Morin, PhD, at 523. 
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In principle, each project should be evaluated at its own opportunity 1 
cost of capital; the true cost of capital depends on the use to which the 2 
capital is put. If we wish to estimate the cost of capital for a particular 3 
project, it is project risk that counts.  4 
 5 

Likewise, in Modern Corporate Finance, 1st edition, Shapiro states at page 6 

276: 7 

Each project has its own required return, reflecting three basic 8 
elements: (1) the real or inflation-adjusted risk-free interest rate; (2) 9 
an inflation premium approximately equal to the amount of expected 10 
inflation; and (3) a premium for risk. The first two cost elements are 11 
shared by all projects and reflect the time value of money, whereas 12 
the third component varies according to the risks borne by investors 13 
in the different projects. For a project to be acceptable to the firm's 14 
shareholders, its return must be sufficient to compensate them for all 15 
three cost components. This minimum or required return is the 16 
project's cost of capital and is sometimes referred to as a hurdle rate. 17 
The preceding paragraph bears a crucial message: The cost of capital 18 
for a project depends on the riskiness of the assets being financed, not 19 
on the identity of the firm undertaking the project. 20 
 21 

For the same reasons the cost of capital should be associated with the 22 

investment it funds, the capital structure supporting an investment must 23 

match the business risks and opportunities of that investment.   24 

In summary, long-standing finance theory establishes that the Cost of Equity 25 

capital is the risk-adjusted opportunity cost to the investors and not the cost 26 

of the specific capital sources being employed by investors, whether those 27 

investors are individuals or a holding company.  In that regard, the Hope and 28 

Bluefield doctrines are clear that appropriate considerations in determining 29 

cost of capital are the alternatives available to investors and the risks 30 

associated with those alternatives. The source of funding, whether from a 31 

holding company or directly from the public, and the cost of funds used to 32 

finance the investment do not determine the required return. 33 
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Q. Please continue. 1 

A. Investments that are similar in all respects but their ultimate ownership 2 

format should have the same cost of capital, yet this would not be the case 3 

under the double leverage method.6  From the perspective of capital markets, 4 

the notion that an asset (in this case, utility company equity) would have a 5 

different value depending on how different investors finance their 6 

investment would violate the "law of one price," which states that in an 7 

efficient market, identical assets would have the same price. 8 

Q. Have regulatory commissions considered and rejected the use of a 9 

hypothetical versus actual capital structure? 10 

A. Yes.  For example, FERC has used the stand-alone approach.  It set a 11 

precedent in its 1998 order for Transcontinental Gas Pipeline Corporation: 12 

Traditionally, the Commission has preferred to utilize the applicant’s 13 
own capital structure and will continue to do so if the applicant issues 14 
its own non-guaranteed debt and has its own bond rating.  But the 15 
Commission will utilize an imputed capital structure (most often that 16 
of the corporate parent) if the record in a particular case reveals that 17 
the pipeline’s own equity ratio is so far outside the range of other 18 
equity ratios approved by the Commission and the range of proxy 19 
company equity ratios that it is unreasonable.” (page 6) 20 
 21 

Q. Does AIC issue its own non-guaranteed debt and have its own bond ratings?  22 

A. Yes, they do.   23 

Q. Is AIC’s equity ratio “so far outside the range of other equity ratios” as to be 24 

“unreasonable” as noted in the FERC order above? 25 

A. No.  It is not, as will be discussed below. 26 

                                                        
6  Id. at 524. 
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Q. Have other regulatory agencies agreed with this rejection of the double-1 

leverage approach? 2 

A. Yes.  The Washington Utilities and Transportation Commission, in a 3 

Pacificorp case, rejected double-leverage, and cited the FERC's position on 4 

the use of double leverage in support of its decision: 5 

The FERC does not embrace the concept of double leverage. For purposes 6 
of calculating rate of return for wholly owned subsidiaries, FERC uses the 7 
stand-alone capital structure and return on equity of the subsidiary so long 8 
as the subsidiary issues its own debt, maintains its own credit ratings and 9 
meets other standards related to equity ratio. The courts have upheld this 10 
policy. See Missouri Pub. Serv. Comm'n v. Federal Energy Reg Comm'n, 11 
215 F.3d 1, 342 U. S. App. 34 D.C. 1 (D.C. Cir. June 27, 2000). 35 12 

 13 
The Maryland Public Service Commission specifically rejected the use of 14 

double leverage in a 2007 rate proceeding, stating:  15 

We reject People's Counsel's proposed capital structure [reflecting a 16 
double leverage adjustment] because it suffers from numerous flaws. 17 
First, it assumes that the rate of return depends on the source of 18 
capital rather than the risks faced by the capital.  19 
 20 

The Alberta Energy and Utilities Board described the stand-alone principle as 21 

follows: 22 

This first application of the stand-alone principle is designed to 23 
remove the effects of diversification by utilities into non- regulated 24 
activities. Using the stand-alone principle in this case, a utility is 25 
regulated as if the provision of the regulated service were the only 26 
activity in which the company is engaged. This application of the 27 
principle ensures that the revenue requirement of regulated utility 28 
operations is not influenced up or down by the operations of a parent 29 
or "sister" company. Thus, the cost (or revenue requirement) of 30 
providing utility service reflects only the expenses, capital costs, risks 31 
and required returns associated with the provision of the regulated 32 
service.  33 

 34 

Q. Does double leverage adjustment or the use of a hypothetical capital 35 
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structure treat publicly-held utilities and utility subsidiaries of holding 1 

companies in a consistent manner? 2 

A.  No, it does not. Estimating the cost of equity or establishing a capital 3 

structure using one method for publicly held utilities and another for utilities 4 

owned by a holding company is inconsistent with financial theory and 5 

discriminates against the holding company form of ownership. Two utilities 6 

identical in all respects but for their ownership format, should have the same 7 

cost rates, yet this would not be the case under the double leverage 8 

adjustment.  As noted previously, from the perspective of capital markets, the 9 

notion that an asset (in this case, utility company equity) would have a 10 

different value depending on how different investors finance their 11 

investment would violate the "law of one price," which states that in an 12 

efficient market, identical assets would have the same price. 13 

Q. What has been the source of the equity funds invested in AIC by Ameren? 14 

A. All funds invested in AIC by Ameren have come from equity, either raised in 15 

the capital markets by sale of stock or from equity earnings dividended up to 16 

Ameren and reinvested in AIC.  17 

Q. Please summarize the above arguments against the use of a hypothetical 18 

capital structure. 19 

A. Financial theory states that the risk of a project (or division) is the relevant 20 

factor, not the ultimate source of the funds invested.  Using a hypothetical 21 

capital structure implies that the source is the key variable, and ignores the 22 

fact that leverage occurs for individual and institutional investors in utility 23 
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stock as well as holding company investors.  It discriminates against a 1 

holding company structure by imposing different standards, 2 

 In addition, hypothetical capital structures have been rejected by FERC and 3 

others absent a strong indication that the real capital structure is 4 

significantly out of line with industry practice. 5 

 Finally, the equity that Ameren has invested in AIC was ultimately sourced as 6 

equity at the Ameren level, not as debt.   7 

 Based on the above, the use of the actual capital structure of AIC for 8 

regulatory is supported by theory and is the correct approach. 9 

AMEREN ILLNOIS’ NEED FOR A REASONABLE CAPITAL STRUCTURE 10 

Q. Why does AIC need a reasonable capital structure? 11 

A. AIC has a continuing duty to serve its customers under all conditions.  To 12 

accomplish this mission, it must maintain the financial flexibility to meet all 13 

its operating needs and to replace and upgrade its infrastructure.   With a 14 

significantly expanded capital program over the next several years, this will 15 

require access to capital markets at a reasonable cost at all times.  No one can 16 

foretell the exact evolution of the market or the nature or severity of relevant 17 

market-based risks.  Capital structure strength, accompanied by fair returns 18 

on investment and timely recovery of costs, is the best protection against the 19 

unexpected impacts of economic and credit shocks.  Such protections allow a 20 

company to fund the investments needed to invest in and maintain 21 

infrastructure without sacrificing the flexibility needed to handle unexpected 22 

demands on its financial resources.  The need for a strong capital structure 23 
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for Ameren is compounded of three factors: the changeable market 1 

environment, significant and growing capital requirements, and the views 2 

and concerns of the rating agencies regarding the risks faced by the 3 

Company, the latter of which I will specifically address later in my testimony.  4 

CURRENT FINANCIAL MARKET ENVIRONMENT 5 

Q. Please describe the recent and current state of the financial markets. 6 

A. The markets have improved from the extreme turbulence of the recent great 7 

recession.   However, the recovery is still tentative, and the willingness to 8 

underprice risk that characterized the pre-recession years has been replaced 9 

by a more realistic appraisal of the differences between issuers and an 10 

increased willingness to price their access to capital accordingly.  11 

 While the stock markets have recovered in the U.S., employment is still much 12 

weaker than it was before the crisis, and there are many unanswered 13 

questions as to the future of government spending.  Several economies in 14 

Europe have severe employment problems, and the specter of a sovereign 15 

default that would have cascading effects has not been removed.  China, a 16 

strong driver of economic growth, is showing signs of slowing momentum.  17 

US Treasury rates are still at historic lows, driven in part by a flight to quality 18 

that indicates continuing investor concerns over credit risk.  19 

 Global financial markets are much more closely linked now than in the past, 20 

and a weakness in a foreign economy can rapidly translate into a tremor in 21 

US markets.  Witness, for example, the concerns about Cyprus (the world’s 22 

100th largest economy according to a 2012International Monetary Fund 23 
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estimate) in late March 2013 and the disruptive impact that it had on US 1 

markets. 2 

 The very real risk of a collapse of the banking sector during the recent crisis 3 

prompted governments and regulators to require significantly more capital 4 

for banks, particularly the largest ones.   Since the requirements are still in 5 

the process of being implemented, the impact of these requirements on the 6 

willingness of institutional investors to supply capital to the bank and bond 7 

markets has not yet been determined, but, as always, borrowers with strong 8 

credit ratings will be the best positioned to take advantage of whatever is 9 

offered in the markets,  10 

  While Ameren was able to renew its credit facilities in 2012, several banks 11 

dropped out, including two major European banks, illustrating the degree to 12 

which international institutions are re-evaluating their risks and lending 13 

opportunities.  14 

Q. Was the financial crisis that started in 2008 unique? 15 

A. While the extreme magnitude of the changes in interest rates was out of the 16 

ordinary, the occurrence of significant market displacement was not.  In 17 

addition to the myriad of past financial market crises, the utility industry has 18 

faced its own challenges.  As recently as 2002-2004 there was a severe 19 

disruption in the utility bond market due to the California crisis and general 20 

market conditions.  Ameren Exhibit 5.1 shows the relationship between A 21 

and BBB- utility debt over the past several years and how this relationship 22 

reacts to crises.  The difference in yield between strong and weak (but still 23 
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investment grade) utility credits broadens considerably during these 1 

periods.   2 

 To maintain AIC’s capital market access at reasonable rates, it is necessary 3 

both that the key actual financial ratios viewed as important by rating 4 

agencies and investors be kept strong and that the perception of the 5 

regulatory environment in which the Company operates remains positive.  6 

As will be discussed, the level of equity and debt in the capital structure 7 

impacts all of the key financial ratios. 8 

CAPITAL REQUIREMENTS 9 

Q. What factors determine utility capital needs? 10 

A. Utilities are fundamentally different from other companies in that they have 11 

the duty to serve customers, while other companies can choose to offer their 12 

products or not, strive to expand their customer base or not, and therefore 13 

expand their production base (i.e. assets) or not.  As a practical matter, 14 

utilities do not have, beyond a limited extent, the option to avoid or defer 15 

capital expenses.   Utilities also have a significant need to replace or upgrade 16 

their existing production base because they cannot afford to let their level of 17 

reliability slip.  This is, of course, reinforced by penalties that are embedded 18 

in applicable legislation or rate case decisions. 19 

Q. Do utilities face other risks and potential capital needs because of the nature 20 

of their businesses? 21 

A. Yes.  Utilities are generally geographically concentrated and, thus, at risk for 22 

exposure to events such as storms.  As an example of a large unexpected 23 
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need, Hurricane Sandy caused a total of $461 million of restoration costs to 1 

the Con Edison system (per the company’s 2012 10-K, page 100).  This figure 2 

does not include future costs for hardening the system against contingencies.  3 

Other utilities, including AIC, face similar costs.  While some or all of this 4 

money may be recovered, the cash need is immediate while the recovery of 5 

such money may stretch for years into the future.  Utilities have no real 6 

ability to avoid or delay such costs, as a non-utility company might, no matter 7 

how unattractive the current capital markets.   8 

Q. Please discuss the Company’s capital requirements. 9 

A. The Company’s business requires significant capital investment every year, 10 

in assets that have very long lives, much of which replaces existing 11 

infrastructure to ensure reliability and provide service. 12 

 The electric utility industry in general is very capital intensive.  According to 13 

the EEI, the electric utility industry is second only to railroads in capital 14 

intensity.   The degree to which AIC is capital intensive is shown by the fact 15 

that its ratio (as of December 31, 2012) of net fixed assets per dollar of 16 

revenues was $2.00 versus 71 cents for the average S&P 500 company and 17 

19 cents for the median company.  Capital intensity creates extra risk for 18 

investors because capital-intensive businesses have to recover much larger 19 

fixed costs (interest and depreciation) before achieving a return. 20 

 AIC’s assets are long lived versus those of other industries.   With assets of 21 

this type investors have to depend on consistent and supportive regulation 22 

for many years to recover their investments.  Utility debt holders often 23 
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commit to longer average maturities than debt holders in other companies.  1 

Utility equity investors equally face the prospect of long-term repayment on 2 

their investment.  There is a regulatory risk in long-lived assets because U.S. 3 

rate regulation limits returns to a fraction of historic tangible book cost 4 

rather than replacement or current market value.  5 

 AIC’s depreciation recoveries, which reflect historic tangible net book values, 6 

are decreasing relative to its current capital costs, returning 72% of its 7 

capital expenditures in the form of depreciation in 2010, 59% in 2011, and 8 

48% in 2012.  The greatly expanded construction program will cause further 9 

diminution of this number in the next few years 10 

 By way of comparison, the average S&P 500 company recovered 160% of its 11 

capital expenditures through depreciation and amortization in 2012. This 12 

would have placed AIC in the bottom 15% of companies in the S&P 500 that 13 

had stated recovery rates.   14 

 Much of the investment consists of replacing the large current base of assets, 15 

rather than investment in assets that will generate new business or reduce 16 

costs as they would in other industries.  17 

 Not replacing assets at an adequate rate would lead to increased 18 

maintenance costs and higher operating risks.  Further, the utility 19 

environment requires the highest levels of reliability.  Failure to achieve this 20 

reliability would be highly detrimental to customers and, under the current 21 

formula rate program, would lead to regulatory penalties for AIC.   22 

 There are few opportunities to reduce capital needs through technological 23 
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innovations, and relatively limited opportunities for increasing revenue 1 

through growth in the business.  Rising capital needs and limited 2 

depreciation cash flow means that the Company must raise funds through 3 

rate cases and from the capital markets to maintain its reliability.   4 

Q. How have the recent large bonus tax depreciation adjustments affected this 5 

issue? 6 

A. Bonus tax depreciation ($117 million in 2010, $239 million in 2011, and 7 

$247 million in 2012) has masked the cash flow issue to a great extent by 8 

deferring large amounts of tax until later years and thus inflating current 9 

cash flow at the expense of those years.  With depreciation significantly less 10 

than the growing outflow for new capital expenditures, and with deferred 11 

taxes no longer providing large boosts to cash flow, AIC will have to rely on 12 

the continuation of a conservative capital structure with reasonable amounts 13 

of debt and associated interest to maintain its credit ratios and credit ratings.   14 

Q. Has governmental action in Illinois reinforced the requirement to invest? 15 

A. Yes, as part of the Energy Infrastructure and  Modernization Act, $265 16 

million, over a ten-year period, in certain electric system upgrades, 17 

modernization projects, and training facilities, and at least $360 million, over 18 

a ten-year period, in T&D and smart-grid system upgrades has been 19 

mandated for AIC. 20 

Q. How will AIC’s level of capital investment over the next few years differ from 21 

that in the recent past? 22 
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A. It is expected to increase significantly.  The total capital expenditure for the 1 

next five years is expected to almost double that of the last five years.  This 2 

contrasts with the rest of the industry.  As Standard and Poor’s (S&P) states 3 

in its Industry Economic And Ratings Outlook: U.S. Regulated Utilities 4 

Expected To Continue On Stable Trajectory In 2013: 5 

Investor-owned utilities remain on track with multiyear spending 6 
plans, which they implemented in recent years to address aging 7 
infrastructure and environmental compliance. As a result, 2011 and 8 
2012 had very high capital spending, with front-loaded projects 9 
contributing to peaking levels. We expect construction spending to 10 
remain significant, but overall it will be lower compared with 2012. 11 
Estimates from S&P Capital IQ show that in 2013 the top 20 utility 12 
companies will reduce capital spending by about $5 billion in 13 
comparison with 2012. This is less than a 10% reduction from last 14 
year, primarily due to accelerated capital outlays to capture favorable 15 
depreciation rates before expiration in 2014. The decrease in total 16 
capital spending for the utility industry can be traced to decisions by 17 
some utilities to reduce or defer spending in 2013 due to current 18 
regulatory and economic conditions. Some companies are holding 19 
back on discretionary and growth-related construction projects in 20 
response to a sluggish economy. 21 
 22 

Q. How does the need for large amounts of capital in good markets and bad, 23 

impact utilities? 24 

A. For utilities, which need to support large construction programs, consistent 25 

and reliable access to external capital is of paramount importance.  Since 26 

utilities have no choice but to access markets for required capital, they must 27 

be able to do so even at times when the markets are expensive or highly 28 

sensitive in terms of capital availability and price to perceived risk. 29 

Q. Is the lowest cost capital structure the optimal capital structure for a utility? 30 

A. No, it is not.  To say that is the same as saying the optimal purchased power 31 

or fuel portfolio is the lowest cost portfolio.  A utility could do all its financing 32 
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in the commercial paper market, just as it could buy all its power in the 1 

overnight market, but, in either case, market access and price volatility 2 

would make this an unsound and unsustainable choice.  Cost has to be 3 

balanced with the need to provide access to secure funding under all 4 

conditions.   5 

A utility must have access to capital to meet short-term and long-term 6 

funding needs for both operations and capital investment. Minimal cost 7 

estimated at a single point in time, even if the analysis were based on 8 

correct assumptions, cannot be presumed to produce an optimal outcome. 9 

The risk of losing access to capital or paying an exorbitant price for capital 10 

in times of crisis outweighs the desire to shave off a bit of cost by, for 11 

instance, lowering the proportion of equity in the capital structure. 12 

Minimizing current cost by putting a strain on financial integrity could 13 

jeopardize future borrowing cost and availability. Utilities generally match 14 

the long lives of their assets by issuing long-term debt and long-term debt 15 

issued at high cost in a financial crisis lingers on the balance sheet. 16 

One of the advantages of having a sufficient amount of equity is that it 17 

provides a cushion of funds that are not legally committed to bondholders, 18 

thus increasing financial flexibility in times of stress. 19 

Q. What are the implications for AIC of the rising investment rate and relatively 20 

slow recovery of these investments?  21 



Ameren Exhibit 5.0 
Page 24 of 39 

A. It emphasizes the need for a strong capital structure, strong credit metrics, 1 

and a stable, strong investment grade credit rating to enable these programs 2 

to be funded at reasonable cost and under reasonable terms and conditions.    3 

CORPORATE STRATEGY 4 

Q. Has Ameren management acted consistently to protect the credit rating of 5 

the Ameren companies? 6 

A. Yes.   During 2009, Ameren management reduced the dividend to 7 

shareholders to retain equity and protect the credit quality of the companies.  8 

This was noted by Moody’s in its February 16 “Announcement: Moody's Affirms 9 

Ameren Ratings; Dividend Cut Is Credit Positive” 10 

The ratings affirmation reflects Moody's view that Ameren's announcement on 11 
Friday that it was reducing its common dividend by 39% is a conservative, 12 
prudent, and credit positive action that will conserve cash and support financial 13 
coverage metrics. It will also better position the company to manage 14 
increasingly challenging business and credit market conditions for utilities going 15 
forward. 16 
 17 

Q. What does S&P say about the consistency of management’s approach? 18 
 19 
A. In their “Research Update: Ameren Corp. And Subsidiary Corporate Credit 20 

Ratings Raised To 'BBB', Placed On CreditWatch Positive,” issued on March 21 
14, 2013, S&P states: 22 

 23 
The company's historical financial measures have demonstrated a 24 
high degree of consistency since 2009. This is the direct result of 25 
management's proactive decisions, including a dividend reduction, 26 
equity issuance, operation and maintenance cost reductions, and 27 
effective management of capital spending. 28 

 29 
Q. How has Ameren changed its corporate strategy? 30 

A. As noted above, Ameren has decided to concentrate on the regulated utility 31 

business.  It has come to an agreement with Dynegy to transfer its coal-fired 32 

non-regulated generation units and its energy marketing operations to the 33 



Ameren Exhibit 5.0 
Page 25 of 39 

latter's subsidiary.  It expects the transfer to be consummated before the end 1 

of 2013.  It has also stated that it plans to sell the non-regulated gas-fired 2 

generation units, 3 

Q. How will this affect Ameren’s debt?  4 

A. Dynegy will assume the $825 million of Ameren Genco debt that is currently 5 

included on the balance sheet of Ameren.    6 

Q. Has Ameren management estimated the impact on it’s ratio of debt to equity 7 

at year-end 2013? 8 

A. Yes.  During the investor call announcing the Dynegy transfer, Martin Lyons, 9 

Ameren’s Chief Financial Officer, estimated that the year-end capital 10 

structure for Ameren would be approximately 50/50. 11 

Q. With the transfer of these non-regulated assets and the projected changes to 12 

the capital structure of the holding company, will there be any meaningful 13 

impact on the capital structure and financing of AIC? 14 

A. No.   The logic of financing for AIC has not been meaningfully affected by the 15 

holding company structure to date.  The current restructuring of the business 16 

to concentrate on regulated utility operations should remove any lingering 17 

doubt about this fact.   The actual capital structure of AIC is the only 18 

reasonable one to use for purposes of calculating rates.  It was developed and 19 

it is maintained to meet the specific needs and address the specific risks of 20 

AIC as a regulated utility. 21 

RATING AGENCIES 22 

Q. How important are rating agencies to a company’s ability to access capital? 23 
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A. They are key to gaining investor interest in debt issues and to achieving 1 

reasonable yields on those issues. 2 

Q. What was the history of ratings for Ameren Illinois in the past several years? 3 

A. I will illustrate the trends by using Moody’s as an example.  Starting on 4 

December 15, 2005, in response to concerns about the environment in 5 

Illinois, Moody’s began a series of downgrades that brought ratings on the 6 

Ameren Illinois predecessor companies from a single-A level to below 7 

investment grade.  On July 26, 2006, Moody’s downgraded CILCORP to below 8 

investment grade and reduced ratings on the other Illinois subsidiaries.  On 9 

March 12, 2007, all the utilities making up Ameren Illinois reached their 10 

lowest point of issuer ratings at Moody’s when they were reduced to sub-11 

investment grade due to a rate freeze and rollback in Illinois.  At this point 12 

they had lower ratings than Ameren, their parent company. 13 

 In 2009, ratings began the recovery process based on the extension of credit 14 

facilities and the elimination of the rate freeze.  15 

Q.  What are the current ratings on AIC debt? 16 

A.  The long-term, senior unsecured debt ratings are Baa2, BBB, and BBB by 17 

Moody’s, Standard and Poor’s (“S&P”), and Fitch, respectively. The short-18 

term debt is rated P-3, A-2, and F3, respectively. 19 

Q. Has Standard & Poor’s commented recently on the need for continued 20 

regulatory support for the utility industry? 21 

A. Yes.  On January 25, 2013, the firm published “Industry Economic And 22 

Ratings Outlook: U.S. Regulated Utilities Expected To Continue On Stable 23 
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Trajectory In 2013”: 1 

Sustaining traditional creditworthiness in this economy will require 2 
strong, collaborative, and effective working relationships among 3 
management, regulators and, increasingly, legislators and governors, 4 
in planning and executing strategies. Hence, looking to 2013 and 5 
beyond, the political and regulatory landscape at the state and federal 6 
levels will continue to exert the most influence on electric utility 7 
credit ratings. Cost increases, construction projects, environmental 8 
compliance, together with lackluster demand, will necessitate 9 
continued reliance by utilities on rate relief. Modest economic growth, 10 
better consumer and business confidence, and an improving job 11 
market should result in more credit-supportive regulatory outcomes. 12 
If the economy contracts, if employment levels weaken, and if 13 
consumer sentiment declines, regulatory support by state 14 
commissions will become more tenuous. Insufficient responses by 15 
utilities to counteract a reduction in regulatory support may drag on 16 
the industry, especially if utilities come under cost scrutiny by 17 
regulators, which is virtually inevitable, and could lead us to a 18 
negative stance on overall U.S. electric utilities' credit quality 19 
 20 

Q. What is Moody’s general view of regulatory support for the industry at this 21 

time? 22 

A. Moody’s, in its Industry Outlook, Regulated Utilities (February 6, 2013) 23 

states: 24 

  However, declining allowed ROE levels are negative because we often 25 
regard the level of allowed ROE as a barometer of the relationship  26 
that a specific utility maintains with its commission. Thus we view 27 
punitive reductions to ROE as a credit negative, although the   28 
immediate impact is usually delayed, somewhat, by continued growth 29 
in rate base.   Furthermore, we could see negative rating actions if 30 
ROEs were to decline to levels near 9.00%, as reduced revenues will 31 
eventually lead to declines in cash flow, or turn investor interest 32 
toward competing utilities in more investor-friendly jurisdictions, 33 
or even to different sectors. 34 

 35 
Q. Does the article specifically address Illinois regulation? 36 

A. Yes.  The article states that: 37 

  Although our general view of regulation throughout the US is 38 
business-as-usual over the near-term, there are certain states where 39 
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our perception of regulatory supportiveness may change in 2013.   1 
 2 

Q. Is Illinois one of those states? 3 

A. Yes.  It is listed as one of the eight states with a negative potential change in 4 

regulation. Moody’s states its view: 5 

Although recent legislation has improved 6 
Commonwealth Edison and Ameren Illinois' cost 7 
recovery prospects, the regulatory and political 8 
environment remains unpredictable with adverse 9 
regulatory decisions continuing to be a continuing trend. 10 

 11 
Q.  How much consideration do the rating agencies give to AIC’s regulatory 12 

environment when determining credit ratings?   13 

A. Particularly now that Ameren and its subsidiaries are focused on the energy 14 

delivery business, the rating agencies’ risk assessment centers on the 15 

Company’s regulatory treatment.   As stated by S&P in its Criteria: 16 

Corporates:  Utilities: Key Credit Factors: Business And Financial Risks In The 17 

Investor-Owned Utilities Industry: 18 

  Regulatory decisions can profoundly affect financial performance. Our 19 
assessment of the regulatory environments in which a utility operates 20 
is guided by certain principles, most prominently consistency and 21 
predictability, as well as efficiency and timeliness. For a regulatory 22 
process to be considered supportive of credit quality, it must limit 23 
uncertainty in the recovery of a utility's investment. They must also 24 
eliminate, or at least greatly reduce, the issue of rate-case lag, 25 
especially when a utility engages in a sizable capital expenditure 26 
program. 27 
 28 

Q. Did S&P recently upgrade Ameren and Ameren Illinois? 29 

A. Yes.  On March 14, 2013, S&P raised Ameren and Ameren Illinois corporate 30 

credit ratings from BBB- to BBB.    31 

Q. What factors did S&P cite for this action? 32 
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A. In the report “Ameren Corp. And Subsidiary Corporate Credit Ratings Raised 1 

To BBB, Placed On CreditWatch Positive" S&P stated: 2 

 The upgrades reflect management's commitment to credit quality, 3 
increased certainty in terms of strategic direction, and its efficient 4 
execution of its revised strategy to exit the merchant business. This 5 
definitive agreement materially improves Ameren's business risk 6 
profile, allowing management to focus on its regulated strategy. In 7 
addition, the upgrade reflects our view that even if the announced 8 
transaction does not close, Ameren would still sell its merchant 9 
business to another third party under similar terms. 10 

 11 
Q. How did S&P view the recent rate cases for AIC and regulatory risk in 12 

Illinois? 13 

A. S&P states: 14 

Ameren Illinois took the initiative in engaging state legislators and 15 
regulators to effect reform in the utility regulatory process. As a 16 
result, at the end of 2011, Illinois' governor signed into law House Bill 17 
3036 that allowed for a formula process for determining rates, 18 
including the recovery of actual costs and a formula for calculating 19 
return on equity. However, since the new law took effect, the company 20 
received its first commission order, which reduced annual rates by 21 
$48 million and more recently received a second rate case order that 22 
reduced annual rates by about $5 million. Important to the company's 23 
credit rating is its ability to demonstrate improved effective 24 
management of regulatory risk within Illinois, which we assess as less 25 
credit supportive. 26 
 27 

Again, as did Moody’s, S&P shows a continuing concern about regulatory 28 

support for AIC.  Willingness to accept the actual capita structure of the 29 

company as specified in the law would be one signal of that support. 30 

Q. How important is the regulatory environment to Moody’s? 31 

A. As described in Moody’s Global Infrastructure’s ratings methodology 32 

“Regulated Electric and Gas Utilities” published August 2009, Moody’s 33 

attributes twenty-five percent of its rating weight to “Regulatory 34 
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Framework” and an additional twenty-five percent to “Ability to Recover 1 

Costs and Earn Returns.”  The remaining fifty percent is divided among 2 

diversification (10%), liquidity (10%) and four other measures of financial 3 

strength: Cash From Operations pre-Working Capital + Interest/ Interest, 4 

CFO pre-WC / Debt, CFO pre-WC – Dividends/Debt, and Debt/Capitalization 5 

or Debt/Regulated Asset Value.  Each of the four measures are weighted at 6 

7.5%.  7 

Q. How does Moody’s rate the individual financial strength measures for AIC? 8 

A. They rate the current strength of the measures as follows: 9 

   10 

Diversification Ba 

Liquidity Baa 

(CFO pre-WC + Interest/ Interest) Baa 

CFO pre-WC / Debt A 

CFO pre-WC– Dividends/Debt Baa 

Debt/Capitalization A 

 11 

As mentioned above, Debt/Capitalization (and therefore the equity ratio) is 12 

but one factor in the rating decision, weighted at 7.5%.  However, it is 13 

important to recognize that lowering allowed equity would also harm the 14 

cash flow metrics, which are dependent on equity returns and are lowered by 15 

increased debt and the increased interest that accompanies that increased 16 
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debt.   At the same time a decrease in equity (and thus a deterioration in the 1 

debt ratio) makes it more important that the cash flow ratios are strong. 2 

Q. How does Moody’s rate the Illinois environment? 3 

A. In Moody’s latest Credit Opinion on AIC (June 13, 2012, page 4) they rank the 4 

Regulatory Framework as Ba, which is a sub-investment grade rating, 5 

emphasizing the need for strong credit metrics to balance this rating. 6 

Q. Do they cite reasons for their concern? 7 

A. Yes.  Moody’s states: 8 

Recent legislation reduces uncertainty, although regulatory 9 
framework remains challenging  10 
 11 
Ameren Illinois operates in what Moody's has considered for some 12 
time to be a below average regulatory framework for investor owned 13 
utilities. Although recent legislation has improved the company's cost 14 
recovery prospects, the regulatory and political environment remains 15 
unpredictable with adverse regulatory decisions continuing to be a 16 
distinct possibility. The company's last gas rate case order, decided in 17 
January 2012, authorized a $32.2 million gas rate increase, a 9.06% 18 
return on equity, and an 8.33% return on rate base. While the 19 
authorized rate increase was approximately 65% of the company's 20 
final $49.5 million request, the 9.06% return on equity is a low return 21 
compared to most other gas utilities.   22 
 23 
On May 29, 2012, the ICC rejected the smart grid investment plan filed 24 
by the company under provisions of the recently passed legislation, 25 
citing a lack of details and specificity. Neighboring utility 26 
Commonwealth Edison recently received an adverse rate order in its 27 
first formula rate case filing. The ICC approved a significantly larger 28 
rate reduction than Commonwealth Edison had proposed, disallowed 29 
pension assets in rate base, and utilized an average rate base and 30 
capital structure rather than a year-end rate base and capital 31 
structure. 32 
 33 

Q. Does Moody’s mention the high level of future capital investment? 34 

A. Yes.  One of its Ratings Drivers is “High capital expenditures over the next 35 

several years.” 36 
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Q. How doe the continuing concern about regulation and the capital program 1 

affect the need for strong credit metrics and thus a strong capital structure? 2 

A. The strength of the metrics is of continuing importance to AIC’s credit rating.  3 

Moody’s explained its stable outlook for the rating as follows: 4 

The stable outlook reflects Moody's expectation that recently passed 5 
EIMA legislation will provide sufficient cost recovery on the electric 6 
portion of the business, that its regulatory framework will be more 7 
predictable than historically, and that financial metrics will remain 8 
strong for its current rating. 9 
 10 

Q. According to Moody’s, what could cause a downgrade for AIC? 11 

A. Moody’s states: 12 

The rating could be downgraded if the EIMA formula rate making rate 13 
process is not implemented as legislatively intended, if there are 14 
unsupportive rate case outcomes or other regulatory outcomes, if 15 
there is unfavorable or adverse political intervention in the regulatory 16 
process, or if financial metrics deteriorate such that CFO pre-working 17 
capital to debt falls below 16% or CFO pre-working capital to interest 18 
expense falls below 4.0x for an extended period. 19 
 20 

Q. Does the level of debt matter in preserving the current level of metrics? 21 

A. Yes. As Moody’s states: 22 

The cash flow coverage metrics of Ameren Illinois stayed strong in 23 
2011 despite lower cash flow from operations partly because debt 24 
was reduced slightly following the redemption of $150 million of first 25 
mortgage bonds in September 2010. 26 
 27 

In addition, they mention the reduced interest cost (from the reduced debt) 28 

as an offset to other factors (higher pension contributions, lower electric 29 

margins, and higher storm restoration costs) that lowered cash flow.  All of 30 

this reinforces the need for a strong equity component in the capital 31 

structure and thus the need to use the actual AIC capital structure for 32 

ratemaking purposes. 33 
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Q. Does Moody’s address the need to implement the formula rate plan as 1 

legislated?  2 

A. Yes, as Moody’s states: 3 

The utility's metrics should also be more stable than previously if the 4 
legislatively approved formula rate plan is implemented as intended. 5 
 6 

Q. Has Fitch commented on the impact of regulation and capital structure?  7 
 8 

A. Yes.  They state in their March 13, 2012, Full Rating Report: 9 
 10 

Fitch expects AIC to manage upstream dividends to AEE and external 11 
financing requirements in a manner that preserves the company’s 12 
authorized regulatory capital structure. The Illinois Commerce 13 
Commission (ICC) approved a capital structure with 53.27% common 14 
equity in a gas rate case decided in January2012. More recently, AIC 15 
filed its initial FRP based on a 54.28% equity ratio. 16 
 17 

 In the section What Could Trigger a Ratings Action Fitch states: 18 
 19 
Regulatory Risk: Changes in the commodity cost recovery provisions 20 
in Illinois or the inability to recover capital and operating costs on a 21 
timely basis are the primary rating risks.  22 
 23 

Q. Has Fitch recently revised downward their outlook for AIC? 24 

A. Yes.  As they state in “Fitch Downgrades Ameren Genco to ‘CC”; Revises 25 

Ameren Illinois’ Outlook to Stable” (January 28, 2013): 26 

The revision of AIC's Outlook reflects the unfavorable rate decisions 27 
decided in late 2012 in the company's first two formula rate plan 28 
(FRP) proceedings, suggesting Illinois continues to be a challenging 29 
regulatory environment, in Fitch's view. The first two rate decisions 30 
resulted in an aggregate $53 million electric distribution rate 31 
reduction.   32 
 33 
In light of the ICC's rate decisions, particularly reliance on an average 34 
rather than year-end rate base, Fitch expects regulatory lag to persist. 35 
The methodology to calculate rate base and capital structure are on 36 
appeal.  37 
 38 
Under the FRP framework, AIC is required to invest more than $600 39 
million over 10 years, above historical levels, in its transmission and 40 
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distribution systems, with recovery of these investments to occur in 1 
the context of annual FRP proceedings, subject to ICC approval. AIC 2 
announced it is likely to defer approximately $30 million of 3 
infrastructure capex in 2013, until more clarity is provided in future 4 
FRP proceedings. Fitch expects AIC's credit protection measures to be 5 
strong for the current rating category in the forecast period.  6 
 7 
Fitch expects FFO-to-interest to average 4.5x and FFO-to-debt 21% 8 
over2013-2015. Those credit metrics alone would likely warrant a 9 
one-notch upgrade, but Fitch remains concerned about future rate 10 
proceedings. Fitch will closely monitor the next FRP proceeding to be 11 
filed in May 2013. A more constructive outcome could lead to a one-12 
notch upgrade. 13 

 14 
Q. Has SNL (through its Regulatory Research Associates (RRA) affiliate) 15 

commented on Illinois regulation? 16 

A. Yes.  As a general matter, SNL rates state regulation in 9 categories, ranging 17 

from Above Average/1 to Below Average/3.  Illinois is rated as Below 18 

Average/2, the second-lowest rating.  There is only one other Below 19 

Average/2 state and one Below Average/3 state. As SNL states: 20 

The evaluations are assigned from an investor perspective and 21 
indicate the relative regulatory risk associated with the ownership of 22 
securities issued by the jurisdiction’s utilities. The evaluation reflects 23 
our assessment of the probable level and quality of the earnings to be 24 
realized by the state’s utilities as a result of regulatory, legislative, and 25 
court actions. 26 
 27 

 SNL describes its concerns with Illinois regulation as follows: 28 

Illinois regulation continues to be relatively restrictive from an 29 
investor perspective. Recently authorized equity returns, particularly 30 
those for the gas utilities, have been below prevailing industry 31 
averages at the time established. The large electric utilities, namely 32 
Commonwealth Edison (ComEd) and Ameren Illinois, are required by 33 
2011 legislation to invest more than $3 billion, in total over the next 34 
ten years, in various infrastructure expansion/upgrade projects. Cost 35 
recovery is to be addressed in annual formula rate plan (FRP) 36 
proceedings, through which a formulaic approach to determining each 37 
company's authorized equity return is to be adhered to. The first FRP 38 
proceeding (for ComEd) was decided in May 2012, with certain 39 
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restrictive disallowances being imposed related to the company's 1 
pension asset and employee compensation. In addition, the 10.05% 2 
equity return calculated under the new framework and approved for 3 
ComEd was below the average of the returns accorded electric 4 
utilities nationwide over the preceding 12 months. We note that two 5 
gas utilities have full decoupling mechanisms in place that eliminate 6 
the impact on revenues from changes in customer usage. Several 7 
electric and gas utilities use riders related to energy efficiency and 8 
bad-debt costs. We continue to accord Illinois regulation a Below 9 
Average/2 rating. (Section updated 8/1/12) 10 
 11 

Q. Has SNL commented on the recent AIC rate orders? 12 

A. Yes.  In its Final Report on the second filing under the formula rate plan SNL 13 

stated: 14 

This Illinois Commerce Commission (ICC) decision for Ameren 15 
subsidiary Ameren Illinois (AI) is negative from an investor 16 
perspective. This proceeding was AI's second filing made in 17 
accordance with 2011 legislation that requires participating electric 18 
utilities to invest certain amounts in their transmission and 19 
distribution (T&D) systems, with cost recovery to be addressed in the 20 
context of annual formula rate plan (FRP) proceedings. The 21 
calculation of the authorized return on equity (ROE) is formulaic, as 22 
required by the new law, and as such, ROE was not an issue in the 23 
case. We note, however, that the calculated ROE is about 45 basis 24 
points below the average of the equity returns accorded electric 25 
utilities nationwide during 2012 and 34 basis points below the ROE 26 
that was authorized for AI in September 2012 in its initial FRP 27 
proceeding. Although certain rate-reconciliation-related matters 28 
decided by the ICC in the initial FRP proceeding do not impact the 29 
revenue requirement in this case, the issues in question, namely the 30 
methodology used to calculate rate base and capital structure, are 31 
currently on appeal. We continue to accord Illinois regulation a Below 32 
Average/2 rating. 33 

 34 
SNL has made similar comments about AIC’s first rate proceeding under the 35 

 formula rate plan and about Commonwealth Edison’s proceeding. 36 

Q. Do the agencies use the actual financial ratios as calculated based on 37 

accounting numbers? 38 
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A. No.  While they start with the accounting numbers they often adjust the debt 1 

by adding in certain other items, chiefly a measure of pension obligations 2 

and other debt-like obligations such as leases.  The agencies add a significant 3 

amount to utilities’ debt for these obligations when they calculate their key 4 

ratios.  For example, in the case of Ameren, S&P adds approximately  $1.3 5 

billion to debt.  Likewise, they adjust the interest by imputing additional 6 

interest attributed to this additional debt.  This addition means that a simple 7 

calculation of accounting debt to capital over-states the strength of Ameren’s 8 

capital structure and cash flow measures. 9 

Q.  Please summarize the concerns of the rating agencies vis a vis the current 10 

situation in Illinois. 11 

A. The agencies are generally pleased by the implementation of formula rates, 12 

though not with the magnitude of the ROE, but are waiting for confirmation 13 

of an improved climate through rate case results.  To date, the reviews 14 

published by Fitch and SNL after the most recent Ameren Illinois cases have 15 

not been positive. 16 

 Using a presumed reduction in regulatory risk as a reason to cap the equity 17 

ratio of AIC at that of its parent company is not justified.  The agreement to 18 

accept formula rates required concessions on the part of AIC in the form of 19 

low rates versus the average situation in the US today and a commitment to 20 

an expanded capital program.  It explicitly did not include an abandonment 21 

of control over the capital structure needed to preserve credit and to support 22 

the expanded investment. 23 
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Q. In your opinion, based on reviewing the existing rating agency and other 1 

reports, what would the reaction of the financial community be to the use of 2 

Ameren’s (as opposed to AIC’s) capital structure be? 3 

A. The financial community would not react positively to basing AIC’s 4 

regulatory capital structure on Ameren’s, particularly given the recent, 5 

unplanned and significant decrease in the equity ratio due to impairment 6 

charges.  In particular, rating agency reaction would be negative to that type 7 

of regulation, which destabilizes a utility’s capital structure, possibly harming 8 

long-term capital costs, due to a temporary aberration in holding company 9 

capital structure during a period when that company is reiterating it’s 10 

commitment to the regulated utility industry.  This would seem to be a 11 

particularly unfortunate move on the part of the ICC in light of the return of 12 

Ameren to its regulated roots.  The positive reaction to a formula rate plan, 13 

already tempered by concerns about its implementation and the low level of 14 

ROEs might well be reversed.  Lowering the equity ratio due to a parent 15 

company impairment would counter the goals of the formula rate plan to 16 

produce predictable and dependable cash flows and reduce regulatory risk. 17 

Instead, it would have the opposite effect, diluting cash flows and increasing 18 

regulatory risk. 19 

Q. Is the proposed capital structure of AIC imprudent or unreasonable? 20 

A. It is not.  I have examined the electric rate cases for the last several years as 21 

listed in SNL’s rate case database.  The allowed equity ratio has been 22 

increasing over the last several years as shown Ameren Exhibit 5.2.  It is not 23 
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declining as new forms of regulation, including formula rates and decoupling, 1 

have become more widespread.  I looked in detail at the rate cases that 2 

concluded in 2012.  In three states (Florida, Michigan, and Indiana) the 3 

regulatory capital structure is different from the actual financial structure in 4 

that deferred taxes are included as a zero-cost element in the regulated 5 

structure. I have removed the deferred taxes and recalculated the equity 6 

ratio.  Three of the other cases involved Texas-regulated pure transmission 7 

companies.  I removed these as well from the data, as well as cases that only 8 

represented different riders with the same ROE and allowed capital 9 

structure. 10 

AIC’s requested capital structure of 54.62% is reasonable and well within the 11 

range illustrated in Ameren Exhibit 5.3.  The trend in the actual average 12 

equity percentage of the electric operating companies that are owned by the 13 

companies in the Value Line universe is shown as Ameren Exhibit 5.4.  It 14 

should be noted that the current standard deviation of this series is over 15 

6.2%, indicating a wide dispersion of structures, one that would indicate that 16 

AIC’s proposed structure fits well in this universe. 17 

SUMMARY 18 

Q. Please summarize your testimony concerning the proper capital structure for 19 

calculating the return for AIC. 20 

A. The correct capital structure for AIC is the company’s own structure.  The use 21 

of the actual capital structure is consistent with how the company was 22 

financed.  It is also reflects the theoretical concern that returns should be 23 



Ameren Exhibit 5.0 
Page 39 of 39 

driven by the risk of the entity, not the source of its capital, and thus is in 1 

accord with financial theory.  The actual capital structure is reasonable in the 2 

light of the range of allowed and actual capital structures in the current 3 

period.  Finally, given the greatly increased investment needs of AIC, and the 4 

concerns of the rating agencies, a strong capital structure is necessary to 5 

allow reasonable and reasonably-priced capital market access under all 6 

conditions for AIC. 7 

Lowering the equity ratio below the actual level just as Ameren has taken 8 

further steps to reduce its non-regulated operations makes no sense.  In fact, 9 

lowering the equity ratio due to parent company impairment would have the 10 

opposite effect by reducing balance sheet strength, diluting cash flow and 11 

signaling to investors increasing regulatory risk. 12 
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John E. Perkins 
Executive Advisor 

Sussex Economic Advisors, LLC 
 
 
AREAS OF EXPERTISE 
 

 Strong writing and presentation skills with ability to explain complex issues 
succinctly to varied audiences 

 Thorough knowledge of credit and financial markets (short- and long-term debt 
and equity) 

 Extensive financial analytical experience 
 Bank, investment bank, rating agency, and state agency relationship 

management 
 Experienced regulatory witness  
 Working with diverse groups to understand needs and propose solutions 
 Cash management and cash forecasting 
 Strategic planning 
 Significant teaching experience, including course development 

 
 
PROFESSIONAL EXPERIENCE 
 

Consolidated Edison, Inc. (1982 - 2012)  

Treasurer, Orange & Rockland Utilities, Inc. (2003 – 2012) 

 Responsible for all banking and financing arrangements for company 
 Issued all public and privately placed debt 
 Arranged securitized financing to recover deferred energy costs  
 Testified in rate cases in New York, New Jersey, and Pennsylvania 

 

Director, Corporate Finance, Consolidated Edison Company of New York, Inc. 
(1993 – 2012) 

 Planned and executed debt and equity financing for largest distribution utility in 
North America.  Raised approximately $15 billion in taxable debt, $1.6 billion in 
tax-exempt corporate debt, and $2 billion in equity  

o Planned annual financing 
o Analyzed financing alternatives 
o Issued fixed- and floating-rate debentures, retail-oriented notes, tax-

exempt fixed- and variable-rate notes, and mandatory put bonds 
o Issued first holding company debt, including retail notes and synthetic 

lease finance 
o Initiated overnight block equity sales, resulting in reduction of underwriting 

costs from 3% to .39% 
o Hedged new issuance 
o Managed underwriter and rating agency relationships 
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 Initiated, renewed, and enlarged revolving credit facility (currently $2.5 billion with 
20 domestic and international banks).  Initiated and managed banking 
relationships. 

 Responsible for financial analysis including: 
o Liability management 
o Mergers and acquisitions 
o Asset purchases for regulated and non-regulated companies 
o Capital structure and cost of capital 
o Risk analysis (member of enterprise risk management team) 
o Lease vs. purchase 
o Goodwill impairment 

 

 Wrote testimony and acted as witness for several regulatory proceedings.  Chose 
and managed relationship with expert witnesses. Aided attorneys in cross-
examination of opposing witnesses. 

o Electric, gas, and steam rate cases 
o Securitization of energy purchases 

 
Chief Planner, Office of CEO (1991-1993)  

 Reviewed non-regulated strategy  
 Analyzed diversification alternatives 
 Evaluated potential spin-off of gas operations 

 

Director, Financial Services (1985-1991) 

 Initiated tax-exempt and taxable debt financing for Consolidated Edison 
Company of New York after a twenty year absence from the market 

 Initiated and managed stock buyback program 
 Director, Investments Gramercy Assets Corporation (Non-regulated investment 

subsidiary) 
o Managed $400 million in corporate funds 
o Analyzed investment alternatives 
o Hired and managed outside equity, preferred, and fixed income managers 
o Internally managed intermediate-term tax-exempt bond fund 

 

Manager, Financial Services (1982-1985) 

Responsible for: 

 Cash forecasting 
 Cash management 
 Short-term investment 
 Investor relations 
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Chase Econometrics/Interactive Data Corporation – 1980-1982 

Consultant and Marketing Representative 

 Part of team which modeled industry groups by state for AT&T Business 
Marketing  

 Worked with major groups in AT&T and subsidiaries to match need with products 
and consulting services 

 Products supported included national and regional economic models and 
financial databases 
 

Columbia University – Graduate School of Business - 1975 - 1979 

Faculty – Economics and Transportation and Logistics  

 Developed and taught MBA courses in the economics of the firm (micro-
economics), transportation, transportation planning, regulation, and logistics 

 Taught in Master’s program for practicing executives   
 
 
EDUCATION 
 
Yale University – Graduate School 
Economics (Concentration in Public Finance and Industrial Organization), M.A. 1974, M. 
Phil. 1975 
Teaching Assistant – Macroeconomics 
 
Massachusetts Institute of Technology 
S.B. Economics, S.B. Civil Engineering, 1972 
 
New York University - Graduate School of Business 
Several graduate level finance courses 
 
 
OTHER 
 

 Member of Board of Economic Advisors for New York State Assembly Ways and 
Means Committee 

 Speaker at conferences on investment and financing, securitization 
 Treasurer of New York State gas and electric industry association trade groups 
 Taught Financial Markets program to managers at major bank 
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