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ILLINOIS COMMERCE COMMISSION 1 

DOCKET No. 13-0301 2 

SURREBUTTAL TESTIMONY OF 3 

JOHN E. PERKINS 4 

Submitted On Behalf Of 5 

Ameren Illinois 6 

 INTRODUCTION AND WITNESS QUALIFICATIONS I.7 

Q. Please state your name, business address. 8 

 My name is John E. Perkins.  My business address is 161 Worcester Road, Suite 503, A.9 

Framingham, Massachusetts 01701. 10 

Q. Are you the same John E. Perkins who sponsored direct and rebuttal testimony in 11 

this proceeding? 12 

 Yes, I am. A.13 

 PURPOSE AND SCOPE II.14 

Q. What is the purpose of your surrebuttal testimony? 15 

 The purpose of my surrebuttal testimony is to reply to the rebuttal testimony of Staff A.16 

witness Rochelle M. Phipps concerning the proper capital structure for Ameren Illinois Company 17 

(“AIC” or “the Company”).  In conjunction with the points raised earlier in my direct and 18 

rebuttal testimony, as well as this testimony, I will explain why there is no reason to reject the 19 
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actual capital structure of AIC in favor of a hypothetical capital structure as proposed by Ms. 20 

Phipps.  I particular I will: 21 

 Reiterate the Illinois regulatory standard that the regulatory capital structure: 22 

[r]eflect the utility's actual capital structure for the applicable calendar year, excluding 23 

goodwill, subject to a determination of prudence and reasonableness consistent with 24 

Commission practice and law. 25 

 Refute Ms. Phipps' contention that the issuance of secured debt leads to a lowering of the 26 

reasonable equity ratio. 27 

 Defend my contention that short-term capital cost minimization, which Ms. Phipps 28 

admits is not something that can be determined, can be inconsistent with the goal of 29 

providing a capital structure which is optimal over time. 30 

 Discuss the difference between the claimed consistency of accounting treatment in Ms. 31 

Phipps' data and the treatment of actual companies by the rating agencies. 32 

 Reiterate the reason why market forces are not legislated away by the particulars of rate-33 

making and why ignoring these market forces can lead to results that are detrimental to 34 

the health of a company that is tasked with significant required investments. 35 

 Dispute Ms. Phipps' contention that a simplistic model of the impact of a lower equity 36 

ratio says something about the propriety of abandoning the use of the actual AIC equity 37 

ratio for the purposes of this rate case. 38 
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 Revisit and reject a fundamentally flawed misconception of Commonwealth Edison 39 

Company’s (ComEd) situation as a guide to setting an equity ratio for AIC. 40 

There is nothing in Ms. Phipps direct testimony or rebuttal testimony that would lead an observer 41 

to conclude that AIC’s equity ratio is unreasonable, either as compared to the universe of utilities 42 

or, more importantly, as compared to the need for a strong ratio to provide a reasonable and 43 

stable credit rating to meet both operating and significant and growing investment needs. Rather, 44 

given the regulatory and business environment AIC faces, and given declining Company cash 45 

flows, the actual equity ratio is a necessary counterbalance and is eminently reasonable, meeting 46 

the requirements of the Illinois regulatory standard.  47 

 RESPONSE TO STAFF WITNESS ROCHELLE M. PHIPPS III.48 

Q.  On page 7 Ms. Phipps states: 49 

AIC’s ability to issue secured debt at a lower rate would enhance its capacity to 50 

issue debt, thereby reducing the proportion of common equity it needs to maintain a 51 

reasonable capital structure relative to its capacity to issue unsecured debt. 52 

Do you agree?  53 

A. Ms. Phipps makes the above claim in an effort, not to argue AIC’s actual capital structure 54 

is unreasonable or imprudent, but rather to support some claim that her artificial capital structure 55 

provides some benefit.  In fact, she is wrong.  The ratios used by the rating agencies to determine 56 

the credit quality of a company do not differentiate between the amounts of secured vs. 57 

unsecured debt, or between interest paid on the different forms of debt.  The difference in interest 58 

paid between the two would be slight, and would further decrease as the relative amount of 59 

secured debt increased.  Changing the proportion of equity will have the same, or virtually the 60 
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same, effect on these ratios whatever the form of debt issued.  Therefore, the total debt capacity 61 

of AIC should be unaffected by the use of secured debt.  62 

Q. On page 11 (lines 209-219) Ms. Phipps attempts to respond to your claim that “an 63 

equity ratio which minimizes the cost of capital would not be the optimal capital structure 64 

because one must balance short-term cost with the need to provide access to capital under 65 

all conditions”.  She states: 66 

Foremost, Mr. Perkins does not explain how the cost of a capital structure could 67 

 be minimized if a company does not have sufficient access to capital. To the 68 

contrary, restricted access to capital raises both debt and equity costs, which in 69 

 turn, raises the cost of capital. Thus, an optimal capital structure would minimize 70 

the cost of capital and maintain a utility’s financial integrity. Consequently, one 71 

 should determine whether the capital structure is consistent with the financial 72 

strength necessary to access the capital markets under most economic 73 
conditions and, if so, whether the cost of that financial strength is reasonable. 74 

 75 

Is her argument correct? 76 

A. It is important to remember my argument in the section she alludes to had two parts. First, 77 

that, as admitted by Ms. Phipps in her direct testimony, it is impossible to determine a minimum 78 

cost capital structure. Therefore, her assumption that she can discern and recommend a “better” 79 

or “optimal” capital structure other than that actually used by AIC is suspect from the outset.  80 

The second part is that short-term cost has to be balanced with the need to provide access to 81 

secure funding under all conditions. Ms. Phipps’ point that ”restricted access to capital raises 82 

both debt and equity costs, which in turn, raises the cost of capital” is exactly the point I was 83 

making.  Attempting to minimize short-term cost (or cost at a given point in time) is, besides 84 

impossible, detrimental to long-term strength that can only be achieved by a strong capital 85 

structure that can weather crises. Access to capital under all conditions is vital to insure a utility 86 
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can continue to operate and invest, particularly with the enhanced capital program that is 87 

required of AIC through the Energy Infrastructure and Modernization Act.     88 

 Ms. Phipps appears to be confounding short-term cost minimization with long-term cost 89 

minimization.  Any attempt to pursue the former without regard to maintaining a strong, resilient 90 

capital structure, by trading equity for debt, can make it impossible to even approximate the 91 

latter.  When equity or long-term debt is needed in the future for an expanded capital program or 92 

to shore up the capital structure in a time of financial crisis, the market may be as adverse as it 93 

was in the recent past.  94 

Q. On page 15 (lines 302-307) Ms. Phipps defends the consistency of her data (which 95 

she states she relied upon to evaluate her proposed capital structure for AIC for 96 

reasonableness) on equity ratios for triple-B-rated utilities which are derived from the 97 

Compustat database, as opposed to your data (Ameren Ex. 5. 3) on allowed utility equity 98 

percentages.  Please comment. 99 

 Ms. Phipps’ data is on accounting equity ratios for triple-B-rated companies as presented A.100 

in the Compustat database.   However, Ms. Phipps is using her accounting data for a specific 101 

purpose, rather than to just show the range of equity ratios, real or allowed, across utilities. She 102 

restricts her analysis to triple-B-rated companies and attempts to use the average of these 103 

companies as some indicator of a reasonable capital structure for a utility with that rating.  104 

Therefore, it is important to look at the Compustat universe in the context of Ms. Phipps’ 105 

purpose, which is to defend a lower equity ratio than AIC's actual ratio.  106 

Consistency in terms of how rating agencies treat financial statistics is more important 107 

than accounting consistency when considering the reasonableness of capital structures.  Several 108 
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of the utilities at the bottom of the ranks of triple-B rated companies in terms of accounting 109 

equity ratios have significant amounts of securitized debt on their financial balance sheets (for 110 

example, $690 million of Entergy Texas’ $1.6 billion of debt) but such debt, which has dedicated 111 

cash flows which are immune to any regulatory challenges, are ignored for debt rating purposes 112 

by Standard &Poor's (S&P).  The cash flows that cover this debt are outside of the regulatory 113 

process as well.  Further, it should be noted that Texas distribution utilities are rated by Moody’s 114 

as A for Regulatory Framework vs Ba for Illinois. They therefore can afford a lower equity ratio 115 

and still maintain their rating.  116 

 Each utility in the database has its unique strength and weaknesses, and generalizing 117 

from the average of one accounting measure is not reasonable. 118 

Q. Please continue.  119 

A. As stated in my rebuttal testimony, Ms. Phipps data has a wide range of accounting 120 

equity ratios (-.2 to 69.9) even for triple-B-rated companies, and this range overlaps with other 121 

rating categories (for example, -47 to 58.4 for double-B and below) which shows that equity 122 

ratios are far from the only factors in determining credit ratings and that the average, even of an 123 

internally accounting-consistent set of data, is not a meaningful measure of a reasonable equity 124 

ratio. 125 

My own data for rate case outcomes, which is based on SNL data, necessarily includes a 126 

variety of regulatory regimes, with differences in several factors relating to the underlying 127 

companies and the details of the regulatory outcome.  That is why I presented the results in total 128 

to show that the proposed equity ratio for AIC is not unreasonable. 129 
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Q. Are there any other issues with Ms. Phipps' data set? 130 

A. Yes. Her data includes transmission companies generating companies, and holding 131 

companies, as well as electric operating companies, further reducing the comparability of the 132 

data.  133 

Q. On page 11 (lines 198-202) Ms. Phipps states: “Yet, he ignores the fact that those 134 

market forces he describes, in which a higher common equity ratio would result in a lower 135 

investor-required rate of return on equity, do not affect the authorized rate of return on 136 

equity under a formula rate plan. That is, under the formula rate plan, a higher common 137 

equity ratio results in a higher cost of capital.”  Please comment. 138 

A. I do not disagree at all with the first sentence of of Ms. Phipps’ statement.  In fact, as I 139 

stated in my rebuttal testimony “The statement about the methodology used in the rate setting 140 

process is correct”.  A formula rate plan dictates the allowed ROE based solely on interest rates, 141 

so, by definition, it is not affected by anything else, including the level of equity. It is the second 142 

sentence above that causes concern.  If it were actually true, following the conclusion in Ms. 143 

Phipps statement to its ultimate point, AIC should have no equity at all as the formula rate plan 144 

would grant an 8.8% ROE no matter what the equity ratio was. 145 

However, the factual statement about the formula rate plan does not affect the returns 146 

actually required by investors, which are determined by market forces.  In fact, that formula-147 

derived rate of return could be well out of the range required by investors, which is based on the 148 

return on competing investments and the relative risk of the investment in question compared to 149 

those competing investments.  If that rate of return is low, due to the formula rate plan and to 150 

failing to provide the equity rate of return on a portion of the actual equity in the capital 151 
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structure, investors will act to raise the return, by increasing the rates on bonds and by lowering 152 

the price of stock.  The first increases the cost of debt, which cost, with the long-term nature of 153 

utility debt, will cause persistently higher capital costs.  The second will either make it difficult 154 

to finance successfully or will cause a downward spiral for stockholders as future stock issues 155 

dilute current stockholders.   If more shares of stock must be issued at lower prices, the financial 156 

strength of the company will be reduced by the higher demands on cashflow to pay dividends, 157 

reducing credit ratios and flexibility and increasing financing needs.  Therefore, in the long term 158 

the conclusion that a higher common equity ratio always increases capital costs, and conversely, 159 

that a lower common equity ratio decreases capital costs, is not supported.   160 

Q. According to Ms. Phipps, “absent rigorous Commission oversight of the capital 161 

structure, Section 16-108.5 provides an incentive to utilities to increase their respective 162 

common equity ratios.”  Do you agree?  163 

A. No. The statement assumes that utility stockholders (and thus management) look only to 164 

total net income, rather than earnings per share or return on the capital invested.  Adding equity 165 

requires either more shares or a higher amount of equity per share, from retained earnings.  If the 166 

return is low versus alternative investment the earnings per share and/or the return on invested 167 

capital will suffer. Or investors will balk at higher equity levels.   168 

 And, as always, Ms. Phipps’ contention must be viewed in the light of a middling current 169 

debt rating that is largely supported by the equity ratio in the face of declining cash flows due to 170 

low returns and the loss of significant tax depreciation.  There is reason enough for a prudent 171 

management to maintain this equity ratio to protect the credit of AIC.  There also is evidence in 172 

terms of AIC’s dividend history of management’s willingness to use dividends to temper the 173 
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growth of equity. 174 

 Finally, Ms. Phipps' assertion about the Commission's oversight of AIC's capital structure 175 

is the proverbial red herring. The Commission can make informed judgments about AIC's capital 176 

structure in terms of the Company’s own needs without having to resort to use of its parent 177 

capital structure.   178 

Q. On page 15, at lines 289 to 292, Ms. Phipps states: 179 

For nearly one year, AIC has been authorized rates of return under the formula 180 

rate plan that reflect common equity ratios of approximately 51% and has not even 181 

been placed on credit watch negative, let alone had any credit rating downgrades. 182 

 183 

Please respond to her claims. 184 

 185 
A. First, AIC has continued to have actual equity ratios in excess of this number, in spite of 186 

the fact stockholders are being unfairly denied returns on the actual equity issued.  The rating 187 

agencies have used this higher actual equity ratio (and the resultant savings of interest expense) 188 

in their ratio analyses and this has helped protect the rating.  It is, however, unreasonable to 189 

expect the stockholders to continue to not receive an equity return on a portion of their 190 

investment.  191 

Second, as I have stated in my direct testimony, the cash flows for AIC decrease as the 192 

extraordinary cash flows related to bonus tax depreciation are eliminated, leaving diminished 193 

amounts of ordinary tax depreciation in their place.  In addition, the higher levels of capital 194 

expenditure will impact free cash flows and may require additional financing. One of Moody’s 195 

key ratings drivers is “High capital expenditures over the next several years”.  Even to maintain 196 

existing levels of the ratios of cash flow to debt and interest would require less debt in the capital 197 

structure and not more.   198 
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Third, the rating agencies have continued to express their concern about future rate case 199 

outcomes and they await the outcome of the current case. 200 

Q. Does Ms. Phipps attempt to use ComEd’s equity ratio as a standard for AIC? 201 

 Yes. On page 15 she states: A.202 

Further, ComEd has been operating under the same regulatory regime with a common 203 

equity ratio that has been at least five percentage points lower.   204 

 205 

Ms. Phipps’ statement totally ignores my rebuttal testimony which explained that ComEd’s 206 

Illinois regulatory capital structure (like AIC’s) does not include goodwill and made the 207 

following points about Moody’s, which makes explicit how it rates (and weighs the ratings of) 208 

the various factors which contribute to its ratings decisions: 209 

 Moody’s views ComEd ’s current real debt ratio as lower than AIC’s. 210 

 Moody’s considers the average of ComEd’s going-forward credit metrics to be higher 211 

than AIC’s. Ratings are based primarily on expected future conditions rather than 212 

history. 213 

Therefore, using ComEd as an example of a company with a weaker financial condition but 214 

equivalent ratings is inaccurate. 215 

Q. Ms. Phipps claims to show that a change in equity ratio will not hurt AIC’s credit 216 

rating.  Do you agree with her position?  217 

A. No, not at all. There are several flaws in her argument.  First, it is based on the idea that 218 

Ms. Phipps, or anyone else, can exactly engineer the proper capital structure for AIC.  Fine-219 

tuning an “optimal” equity ratio, in the face of uncertainty and the myriad other variables that go 220 

into a debt rating is beyond anyone’s ability, no matter how much time they have spent working 221 
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with rating agencies and how good a crystal ball they have. Financial ratios are only part of the 222 

story. In the case of Moody’s, the financial ratios make up 30% of the rating (with the debt ratio 223 

only making up 7.5% of the rating).  S&P and Fitch are not as explicit about the relative ranking 224 

of importance, but they also strongly consider other factors.  225 

 There are also many uncertainties involved in the numbers, and we cannot anticipate how 226 

economic circumstances and rating agency reactions to them will pan out. 227 

  Ms. Phipps’ analysis, even if it was 100% accurate as to financial ratios and the data 228 

used to calculate them, could not tell us what amount of equity and debt would result in an 229 

unchanged credit rating. 230 

 Besides these overarching concerns, there are several technical difficulties involved with 231 

the faulty analysis.  First, it uses 2011 and 2012 data, in spite of the fact ratings depend not on 232 

what has happened, but what will (or is expected to) happen.  Calculating the rating agency ratios 233 

with altered 2011 and 2012 data makes no sense and is not reasonable.  There are significant 234 

changes, including the reduction in cash flows due to the end of bonus depreciation.  It also 235 

ignores S&P’s imputation of debt for pension obligations and preferred stock, a significant 236 

number.  If AIC was analyzed as a standalone entity, as analyzed by Ms. Phipps, it is likely that 237 

such adjustments would be made.    238 

 Increased capital expenditures may affect financing needs as well, leading to more future 239 

debt and interest.  240 

 The numbers for target ranges can be misleading as they represent stand-alone numbers 241 

taken out of context of the overall economic, financial, and regulatory situation of the company 242 

in question.  Moody’s is the easiest case to present because the firm makes explicit the weighting 243 
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and rating of its non-financial and non-financial criteria.  For AIC, which starts with two strikes 244 

against it in terms of Regulatory Framework and Diversification (each rated Ba), negative 245 

changes in ratios may make much more of a difference than to a company with an A rating for 246 

Regulatory Framework.   For example, quoting from the Moody’s report on its 2012 credit 247 

upgrade that is Attachment E to Ms. Phipps' rebuttal testimony: 248 

The rating could be downgraded if the EIMA legislation and formula rate making rate 249 

procedures are not implemented as intended, if there are unsupportive rate case or other 250 

regulatory decisions, if there is unfavorable or adverse political intervention in the regulatory 251 

process, or if financial metrics deteriorate such that CFO pre- working capital to debt falls 252 

below 16% or CFO pre-working capital to interest expense falls below 4.0x for an extended 253 

period. 254 
 255 
 It is clear that just looking at general ranges of ratios is not an adequate way to 256 

analyze the likelihood of a ratings change.  Even if Ms. Phipps’ calculations were correct, 257 

they indicate that a possibility exists (because of her sub 4.0 CFO to interest expense 258 

calculation, even before any impact of lower tax depreciation) of a downgrade.  The CFO pre-259 

working capital/debt ratio is also not far above 16 percent in Ms. Phipps’ calculations, before 260 

the impact of any potential cash flow changes.  It should also be remembered that the 261 

categorizations of ratios are broad, and being on the lower end of the range could support the 262 

lowest level of triple-B rating, not the current rating. 263 

 As opposed to Ms. Phipps, I am unwilling to speculate on the likelihood of a rating 264 

change because I recognize that too many factors and external circumstances and changes in 265 

standards and analytical methodologies weigh on the decisions of rating agencies, but it would 266 

be a shame to risk the hard-won improvement in credit of AIC because of an exercise in financial 267 

engineering. Thankfully, as I understand it, Illinois regulatory law does not require that fine-268 

tuning, only that the actual capital structure be used.  There is no requirement that the only way 269 
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to justify a reasonable equity ratio is to show lowering it would guarantee a drop in credit ratings 270 

and the resultant increase in financing costs and difficulty. 271 

 CONCLUSION IV.272 

Q. Please summarize your surrebuttal testimony. 273 

A. Ms. Phipps continues to believe that the goal of utility regulators should be to search for 274 

an “optimal” capital structure to replace the one actually in place and used to fund the activities 275 

and investments of the utility in question. This is in spite of her admission that it is impossible to 276 

calculate a minimal cost structure and in spite of the need to consider financial integrity under all 277 

conditions.  Notably, we must be reminded of the provisions in the law, to wit:  Section 16-108.5 278 

of the Public Utilities Act (“Act”) : 279 

The performance-based formula rate approved by the Commission shall do the 280 

following…[r]eflect the utility's actual capital structure for the applicable calendar 281 

year, excluding goodwill, subject to a determination of prudence and 282 

reasonableness consistent with Commission practice and law. 283 

 284 

 None of the points Ms. Phipps purports to make in her rebuttal testimony advance the 285 

argument that the actual capital structure of AIC is unreasonable.  In spite of her claims, there are 286 

still significant concerns by rating agencies about regulatory risk.  And in spite of her defense of 287 

her own equity ratio data, there is a very large diversity of equity ratios in the companies within 288 

that data as well as significant variance in how rating agencies view that data in the context of 289 

other financial and regulatory factors. 290 

 In spite of my demonstration in my rebuttal testimony that Moody's considers ComEd’s 291 

debt ratio lower than AIC's, and that they expect ComEd will have a generally stronger set of 292 
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credit ratios, Ms. Phipps attempts to use ComEd’s equity ratio as a reason to lower AIC's from its 293 

actual level. Hers is a baseless exercise.  294 

 Finally, Ms. Phipps’ efforts to outguess the ratings agencies are based on an inaccurate 295 

and incomplete view of the complexity of the rating process. 296 

Q. Does this conclude your surrebuttal testimony? 297 

A. Yes, it does.  298 


