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I. WITNESS INTRODUCTION 6 

Q1. Please state your name and business address. 7 

A. My name is Scott W. Rungren and my address is 727 Craig Road, St. Louis, 8 

Missouri 63141. 9 

Q2. Are you the same Scott W. Rungren who previously filed testimony in this 10 

proceeding? 11 

A. Yes I am. 12 

II. PURPOSE OF REBUTTAL TESTIMONY 13 

Q3. What is the purpose of your rebuttal testimony? 14 

A. The purpose of my rebuttal testimony is to respond to the direct testimony 15 

submitted in this proceeding by AG witness Ralph C. Smith and IIWC witness 16 

Michael P. Gorman.  I address their positions on Illinois-American Water 17 

Company’s (“IAWC” or “the Company”) proposed capital structure and costs of 18 

short-term and long-term debt. 19 

III. RESPONSE TO AG WITNESS SMITH 20 

Q4. Have you reviewed Mr. Smith’s assertion, at pages 12-15 of his direct 21 

testimony, that IAWC has understated the actual amount of short-term debt 22 

for January through June 2009? 23 

A. Yes, I have.  Mr. Smith argues that IAWC has “proposed a minimal amount of 24 

short-term debt”, and then recommends that the correct amount of short-term 25 

debt to include in the Company’s capital structure is $47.119 million.  Mr. Smith 26 
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added $46.035 million to the Company’s test-year short-term debt balance of 27 

$1.084 million to arrive at his proposed short-term debt balance.  His 28 

recommended capital structure, which reflects this adjustment, consists of a 29 

short-term debt component that is 6.06% of total capital (AG/JM Exhibit 1.1, pp 1-30 

2 of 3).   31 

Q5. Do you agree with Mr. Smith’s recommendation to add $46.035 million to 32 

the Company’s test year short-term debt balance? 33 

A. No, I do not.  Mr. Smith’s recommendation fails to account for the fact that certain 34 

circumstances caused the Company's short term debt balances to be 35 

unexpectedly high in the first half of 2009, as discussed below.  The Company’s 36 

short term debt balances have returned to levels much closer to projections since 37 

that period, and these types of unusual circumstances are not likely to occur 38 

again in the test year.  Mr. Smith does not explain why use of limited 2009 data 39 

should be substituted for the test year projection.  40 

Mr. Smith’s recommendation raises two concerns.  First, Mr. Smith based 41 

his analysis on a comparison of the Company’s actual short-term debt balances 42 

to its projected short-term debt balances for the limited period January through 43 

June, 2009.  He concluded that the Company’s short-term debt averaged 44 

$62.713 million over that period, whereas the Company’s projection for that same 45 

period averaged $16.7 million.  Mr. Smith arrived at the average of $62.713 46 

million, which is a simple average of the January-to-June short-term debt 47 

balances, by using his interpretation of the method prescribed by Administrative 48 

Code Section 285.4020(b)(4).  Using the same method, the Company’s projected 49 
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short-term debt balance, which is averaged for the 2010 test year in a manner 50 

consistent with that used for long term debt and common equity, is $16.7 million 51 

for the January-to-June 2009 period.  However, there is an inconsistency 52 

between Mr. Smith’s calculation and that used by the Company in Schedule D-2.  53 

Mr. Smith averaged his balances over the January-to-June period using the 54 

month-end balances for those months, whereas Schedule D-2 computes short-55 

term debt balances by averaging the monthly average values.  For example, the 56 

test year 2010 short-term debt balance is the average of the twelve monthly 57 

averages for 2010. 58 

The second concern relates to Mr. Smith’s general contention that IAWC’s 59 

actual short-term debt balances during the January-to-June period are 60 

significantly higher than the amounts projected by the Company which, in Mr. 61 

Smith’s view, casts doubt on the reliability of the Company’s short-term debt 62 

projection for the 2010 test year.  However, the higher-than-expected short-term 63 

debt balances in the first half of 2009 are due to temporary circumstances that 64 

will not carry over into 2010. 65 

Q6. What circumstances caused the Company’s short-term debt to be higher 66 

than expected in the first half of 2009? 67 

A. Due to disruptions in the capital markets, the Company had a $23.325 million 68 

variable rate long-term tax-exempt debt issue that failed to market to investors in 69 

February 2009 and, thus, was bought back by American Water Capital Corp. 70 

(AWCC) due to a mandatory tender.  In turn, Illinois-American incurred a 71 

corresponding increase in its in-house bank debt balance with AWCC, increasing 72 
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IAWC’s short-term debt balance.  In late May, these bonds were remarketed to 73 

investors by the Trustee and were, therefore, included in Illinois-American’s long-74 

term debt balance rather than its short-term debt balance.  But the February 75 

through May short-term debt balances included this unexpected additional 76 

$23.325 million that was not included in the short-term debt projection.   77 

In addition to these bonds, Illinois-American was also holding a $24.86 78 

million tax-exempt issue that it was required to repurchase due to a stand-by 79 

bond purchase agreement that expired on March 19, 2009.  This additional 80 

$24.86 million was reflected in the Company’s short-term debt balance for the 81 

months of March through July, 2009.  On August 27, 2009, both of these tax-82 

exempt bonds, totaling $48.185 million, were reissued through AWCC at a fixed 83 

rate of 6.25%.  The Company also had a $28.5 million tax-exempt debt issue 84 

planned for February 2009, which was unexpectedly delayed until October 1, 85 

2009, at which time Illinois-American closed on this planned offering through the 86 

Illinois Finance Authority (IFA).   87 

To summarize, because of the failure of the two variable rate tax-exempt 88 

bonds to market, and the delay in issuing the new $28.5 million tax-exempt debt, 89 

the Company’s short-term debt balance was $51.83 million higher than projected 90 

in the month of February, $76.69 million higher than projected in the months of 91 

March and April, $53.36 million higher than projected in the months of May 92 

through July, and $28.5 million higher than projected for the month of August.  93 

Thus, with the reissue of the two existing and one new tax-exempt debt issues 94 

totaling $76.69 million, the Company’s short-term debt is now much lower than 95 
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the unexpectedly higher actual balances that occurred in the months of February 96 

through June of 2009.  As a result, Mr. Smith’s concern is unfounded and his 97 

recommendation to increase the Company’s short-term debt by $46.035 million 98 

($49.69 million if corrected) in this proceeding is unwarranted.   99 

Q7. Do you have any other concerns regarding Mr. Smith’s recommendation to 100 

increase the Company’s short-term debt ratio to 6.06%? 101 

A. Yes, I do.  Mr. Smith’s analysis focuses on the historical period of January 102 

through June 2009 to obtain his increase to the short-term debt balance.  103 

However, since the variances between actual and projected short-term debt 104 

balances for February through June 2009 are short-run aberrations for the 105 

reasons explained above, there is no evidence to indicate that the Company has 106 

materially understated its 2010 test year short-term debt balance.  In addition, 107 

Mr. Smith has developed a partial-year 2009 calculation for short-term debt and 108 

combined it with projected 2010 test year 12-month average balances for long-109 

term debt and common equity.  For the above reasons, Mr. Smith’s 110 

recommendation should be disregarded.  111 

Q8. On page 15 of his Direct Testimony, at lines 313-324, Mr. Smith implies that 112 

IAWC’s historic short-term debt ratios during the years 2004-2008 are 113 

higher than the Company’s projection for 2010, suggesting that this 114 

demonstrates that IAWC has used short-term debt to finance rate base.  115 

What is your response? 116 

A. First, while reviewing Mr. Smith’s assessment of the data contained in the 117 

Company’s Schedule D-7 an error was found.  The balance of short-term debt 118 
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being used for year-end 2009 was the October 2009 balance, rather than the 119 

December 2009 balance.  When this correction is made, the 2009 short-term 120 

debt ratio is 0.18% on pages 1 and 3 of Schedule D-7.  In addition, the short-term 121 

debt ratio for 2010 should be 2.12% on pages 1 and 3 of Schedule D-7.   122 

I assume that the corrected values would not change Mr. Smith’s 123 

argument.  The salient point, however,  is that historic short-term debt ratios have 124 

no relevance to the Company’s projected 2010 test year short-term debt ratio.  125 

The Company’s test year short-term debt balance is not an arbitrary 126 

recommendation; rather, it is an average of the projected short-term debt 127 

balances contained in the Company’s 2010 budget.  The capital structure 128 

recommended by Mr. Smith does not represent the mix of debt and equity that is 129 

supporting the 2010 test year rate base, nor does it represent the capitalization 130 

the Company is forecasting to have in place during the time the rates determined 131 

in this proceeding will be in effect.  Further, Mr. Smith has not demonstrated that 132 

the Company’s proposed capital structure, and the level of short-term included 133 

therein, is unreasonable for ratemaking purposes.  In fact, in her Direct 134 

Testimony, Staff witness Sheena Kight-Garlisch has recommended that the 135 

Commission accept the Company’s proposed 2010 capital structure in this case 136 

(ICC Staff Exhibit 3.0, p. 3). 137 

Q9. On page 16 of his direct testimony, lines 335-337, Mr. Smith asserts that the 138 

cost rates proposed by IAWC for short and long-term debt “may be high” 139 

and will be reviewed.  Please address his concern. 140 
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A. I do not believe his concern is warranted.  For the reasons stated in my Direct 141 

Testimony and Supplemental Direct Testimony, as well as in this testimony, 142 

IAWC’s costs of short- and long-term debt are reasonable and should be 143 

approved. 144 

IV. RESPONSE TO IIWC WITNESS GORMAN 145 

Q10. Have you reviewed Mr. Gorman's adjustment to IAWC’s capital structure, 146 

discussed on pages 11-13 of his direct testimony? 147 

A. Yes, I have. 148 

Q11. Do you agree with his adjustment? 149 

A. No, I do not.  Mr. Gorman argues that IAWC’s proposed capital structure 150 

contains more equity and less short-term debt than it did during the 2004-2009 151 

period.  Mr. Gorman also notes that the Company received a $28 million equity 152 

infusion from its parent in May 2009 and has additional equity infusions of $8 153 

million and $20 million planned for December 2009 and May 2010, respectively.  154 

In Mr. Gorman’s view, because these planned equity infusions are not known 155 

and measurable, they should be excluded from the Company’s test year capital 156 

structure in this proceeding.   157 

First, in his discussion regarding this issue, Mr. Gorman neglected to note 158 

that the Company also had a $28.5 million debt issuance in its plan, which closed 159 

on October 1, 2009.  In addition, the Company has a $39 million debt issuance 160 

planned for November 2009.  Thus, the Company’s financing plan consists of 161 

additions to both long-term debt and common equity.   162 

Second, Mr. Gorman rejected the Company’s 2010 test year capital 163 

structure based on the planned equity additions not being known and 164 
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measurable.  However, as permitted by Commission rule, the Company has 165 

proposed the use of a forecasted test year, and so the question of whether the 166 

adjustments are known and measurable (as would be required for historical test 167 

year pro forma adjustments) is not applicable.  The planned financings are 168 

included in the Company’s forecast and expected to occur at the dates and in the 169 

amounts the Company has identified.   Therefore, they are properly included in 170 

the capital structure.  171 

The equity additions in 2009 and 2010, as well as the aforementioned 172 

long-term debt issuances, are the result of the Company’s financial planning 173 

process and have been developed to maintain a reasonable mix of debt and 174 

equity.  As I noted in my direct testimony, the Company’s 2010 test year capital 175 

structure is reasonable when compared to the average common equity ratios of 176 

the two proxy groups of utility companies discussed in the Direct Testimony of 177 

IAWC witness Pauline Ahern.  These consist of a group of six AUS Utility 178 

Reports water companies and a group of twenty-six comparable utility 179 

companies.  The Company’s capital structure also compared favorably to 180 

projected equity ratios for the water utility from Value Line Investment Survey 181 

(IAWC Exhibit 4.00, pp. 10-11).  Finally, as Staff witness Sheena Kight-Garlisch 182 

noted on page 5 of her Direct Testimony, for the first quarter of 2009 the mean 183 

common equity ratio for the water industry was 48.88%, which is very close to 184 

the Company’s updated proposed equity ratio of 48.63% shown on IAWC Exhibit 185 

No. 4.02R1.  Given the reasonableness of the Company’s capital structure in 186 

relation to all the industry comparisons noted above, there is simply no basis for 187 
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the Commission to accept Mr. Gorman’s position that it not be used to set rates 188 

in this case.   189 

Q12. What does Mr. Gorman propose as an alternative to the Company’s 2010 190 

test year capital structure? 191 

A. On page 12, lines 234-237 of his direct testimony, Mr. Gorman recommends 192 

using IAWC’s actual twelve-month average capital structure for the period ending 193 

December 31, 2008. 194 

Q13. Is Mr. Gorman’s proposal to use the Company’s 2008 capital structure 195 

reasonable? 196 

A. No, it is not.  As noted previously, the Company’s 2008 capital structure does not 197 

represent the mix of debt and equity that is supporting the 2010 test year rate 198 

base, nor does it represent the capitalization the Company is forecasting to have 199 

in place during the time the rates determined in this proceeding will be in effect.  200 

In addition, utilizing a capital structure that contains less equity than IAWC is 201 

projecting to have, will, all else equal, not give the Company the opportunity to 202 

earn its authorized return on equity.  Finally, as noted previously, Mr. Gorman’s 203 

basis for not accepting the Company’s 2010 test year capital structure, which is 204 

that it is not known and measurable, is not valid since the known and measurable 205 

standard does not apply to a forecasted test year. 206 

Q14. Have you reviewed Mr. Gorman's adjustments to the Company’s cost of 207 

debt on pages 13-14 of his direct testimony? 208 

A. Yes, I have. 209 

Q15. Do you agree with his adjustments? 210 
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A. No, I do not.  On page 13 of his direct testimony, at lines 250-252, Mr. Gorman 211 

asserts, with respect to two debt issuances in 2009, that “Illinois-American’s 212 

forecasted interest rates for these two securities are significantly higher than its 213 

prevailing interest rates for ‘Baa’ and ‘A’ utility bonds, and tax-exempt bonds in 214 

today’s marketplace.”  Since he believes that the projected rates of 7.042% for 215 

the $28.5 million debt issue and the 7.042% rate for the $39 million debt issue 216 

are too high, Mr. Gorman’s recommended cost of long-term debt, 6.27%, 217 

excludes these two issuances (IIWC Exhibit 1.0, p. 14).  However, as noted in my 218 

rebuttal testimony filed in response to Staff, the $28.5 million tax-exempt series 219 

was issued on October 1, 2009 at a rate of 5.25%, and the planned $39 million 220 

series for November 2009 was updated to a lower rate of 6.64%.  The 221 

Company’s updated embedded cost of long-term debt is 6.28%, which is only 1 222 

basis point higher than Mr. Gorman’s recommendation of 6.27%.  Based on 223 

these updates, I assume Mr. Gorman would see no reason to exclude these two 224 

debt issuances from the Company’s embedded cost of long-term debt 225 

calculation.  In any case, they should be included in the Company’s schedule of 226 

long-term debt for the test year for the reasons I presented above in support of 227 

using the Company’s test year capital structure. 228 

Q16. On page 14, lines 274-275, of his direct testimony, Mr. Gorman further 229 

asserts that his proposed embedded debt interest rate of 6.27% “should be 230 

adequate to provide for recovery of any new bond issuances made in the 231 

forecasted test year.”  Do you agree with that assertion? 232 
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A. No, I do not.  Mr. Gorman has made the assumption that his recommended 233 

embedded cost of long-term debt, 6.27%, will be lower than the Company’s 234 

marginal cost of debt at the time it issues new debt.  If the Company issues debt 235 

at a rate higher than its embedded cost, which is expected to be the case for the 236 

planned $39 million issuance, then Mr. Gorman’s assumption is incorrect and the 237 

Company’s embedded cost of debt for ratemaking purposes will be understated.  238 

As noted previously, the Company has projected an interest rate of 6.64% for the 239 

new $39 million issuance.  240 

Q17. On page 14 of his direct testimony, starting at line 276, Mr. Gorman 241 

recommends that the Company’s short-term interest rate be reduced from 242 

1.97% to 1%.  Do you agree with that recommendation?  243 

A. No, I do not.  As stated in my rebuttal testimony to the Staff on this issue, since 244 

the Company has proposed a forecasted 2010 test year, I recommend that the 245 

forecasted 2010 cost of short-term debt of 1.97% be applied to the short-term 246 

debt component in the Company’s test year capital structure. (IAWC Ex. 4.00R1, 247 

pp. 2-3).  I also noted, however, that if the Commission finds that the Company’s 248 

actual cost of short-term debt is to be used in the weighted average cost of 249 

capital calculation, then I recommend that the most recent available actual short-250 

term debt cost be used.  As of the date of this testimony, the most recent 251 

available actual cost for short-term debt is the September 2009 rate of 0.4634%.  252 

The Company has been providing updated monthly actual short-term debt costs 253 

in response to a Staff Data Request, and will continue to do so throughout the 254 
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pendency of this proceeding.  Thus, the short-term debt cost can be updated to 255 

the latest actual cost available prior to the evidentiary hearings in this case. 256 

Q18. Does this conclude your rebuttal testimony? 257 

A. Yes, it does. 258 

 259 


