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 5 

I. WITNESS INTRODUCTION 6 

Q1. Please state your name and business address. 7 

A. My name is Scott W. Rungren.  My business address is 727 Craig Road, St. 8 

Louis, 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 SURREBUTTAL TESTIMONY 13 

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

A. The purpose of my surrebuttal testimony is to provide the Company’s updated 15 

weighted average cost of capital.  I will also respond to the rebuttal testimony of 16 

Staff Witness Sheena Kight-Garlisch, AG/JM witness Ralph C Smith and IIWC 17 

witness Michael P. Gorman. 18 

III. WEIGHTED AVERAGE COST OF CAPITAL 19 

Q4. Please explain how you have updated IAWC’s weighted average cost of 20 

capital. 21 

A. Company witness Pauline Ahern states in her surrebuttal testimony that a range 22 

of common equity cost rates of 10.70% - 11.10%, with a midpoint of 10.90%, is 23 

not in excess of a reasonable rate of return.   IAWC has, therefore, selected the 24 

midpoint of this range, 10.90%, as an appropriate and reasonable common 25 

equity cost rate.  Based on this, IAWC’s updated weighted average cost of 26 
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capital for the 2010 average test year is 8.52%, as shown on attached Exhibit 27 

4.01SR, page 1.   28 

Q5. Are there any other updates to the Company’s capital structure or capital 29 

component costs? 30 

A. No.  However, the Company would like to inform the Commission that there has 31 

been a change to the scheduled debt issuance for November 2009.  The 32 

Company has been pursuing the potential to issue all or a portion of the $39 33 

million as tax-exempt debt through the Illinois Finance Authority (IFA).  Based on 34 

discussions with the IFA and an internal assessment of capital projects that 35 

would qualify for tax-exempt financing, the Company has determined that $14 36 

million of the $39 million will be issued as a taxable debt in early December 2009 37 

at a projected interest rate of 7.00% and a thirty-year term.  The remaining $25 38 

million is expected to be issued as tax-exempt debt at a rate of 6.20% through 39 

the IFA in May of 2010.  The tax-exempt debt will have a twenty-year term.  As a 40 

result of the deferral of the $25 million tax-exempt portion to May 2010, the 41 

Company will carry an additional $25 million in short-term debt during that time.    42 

Q6. In light of this change to the Company’s financing plan and the revision to 43 

the interest rate estimate pertaining to the $39 million debt issuance, 44 

please explain why you have not updated IAWC’s test year short- and long-45 

term debt component balances and overall cost of long-term debt, and 46 

have not reflected these updates in the Company’s weighted average cost 47 

of capital. 48 
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A. I incorporated all these changes into the Company’s Schedule D worksheet to 49 

evaluate their impact on the weighed average cost of capital.  The result was to 50 

increase the weighted average cost of capital from 8.52% to 8.53%.  If the 51 

interest rate assumption for the December debt issuance, now planned in the 52 

amount of $14 million, is held at the previous estimate of 6.64%, then the 53 

weighted average cost of capital does not change from 8.52%.  However, since 54 

the revised financing plan does lower the weighted cost of debt, it was necessary 55 

to examine the impact of that change in the revenue requirement model.  The 56 

lower weighted cost of debt reduces interest expense and, thus, causes an 57 

increase to taxes.  The net effect is to increase the Company’s requested 58 

revenue by approximately $191,000.  Since this amount is bordering on 59 

immaterial, and would require many revisions to various exhibits, in the interest 60 

of not burdening the record with further updates, the Company has not reflected 61 

the impact of the updated financing plan and cost of debt in the revenue 62 

requirement.  63 

Q7. Please explain why deferring the issuance of $25 million of long-term debt 64 

and carrying that amount at the lower short-term cost until May 2010 does 65 

not result in a reduction to the weighed average cost of capital. 66 

A. The addition of $25 million of short-term debt and the corresponding decrease of 67 

the same amount to long-term debt does reduce the weighted average cost of 68 

debt, as noted previously.  However, the addition of $25 million of short-term debt 69 

does not increase the short-term debt balance for ratemaking purposes by $25 70 

million for those months.  The reason is that the short-term debt balance is 71 
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compared to the CWIP and CWIP accruing AFUDC balances, the larger of those 72 

differences being the amount included in the capital structure.  Therefore, the net 73 

effect in this instance is to only increase the test year short-term debt component 74 

from $1,083,575 to $2,842,196, which represents an increase from 0.15% to 75 

0.39% of total capitalization.  However, the test year long-term debt balance is 76 

reduced from $373,182,466 to $364,844,976.  Since total debt is reduced by 77 

$6,578,869, the equity ratio rises from 48.63% to 49.08%.  As I stated previously, 78 

the net effect of these changes is to leave the weighted average cost of capital 79 

unchanged at 8.52%.  Only if the interest rate for the $14 million December 80 

issuance is increased to the Company’s latest estimate of 7.00% does the 81 

weighted average cost of capital increase by one basis point to 8.53%. 82 

IV. RESPONSE TO STAFF WITNESS KIGHT-GARLISCH 83 

Q8. What is Ms. Kight-Garlisch’s position with respect to the Company’s capital 84 

structure? 85 

A. In her rebuttal testimony, Ms. Kight-Garlisch updated the balance of common 86 

equity to reflect the Company’s revised average balance for 2010.  The resulting 87 

average 2010 capital structure contains 0.15% short-term debt, 51.22% long-88 

term debt and 48.63% common equity, as shown on Schedule 10.1.  89 

Q9. Do you agree with her recommended capital structure? 90 

A. Yes, this is the same capital structure I present in Exhibit 4.01SR, page 1, 91 

attached to this testimony.   92 

Q10. Has Staff accepted the Company’s proposed cost of short-term debt? 93 

A. Yes.  Ms. Kight-Garlisch states that in this case, “using Staff’s proposed 1.0% 94 

interest rate or either the Company’s proposed 1.97% interest rate or its 95 
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alternative of 0.4634% does not change the overall cost of capital for IAWC, 96 

since the amount of short-term debt in the capital structure is so small.” 97 

Therefore, “to preserve scarce Commission resources by reducing issues in this 98 

case,” she accepts for purposes of this proceeding only, using IAWC’s proposed 99 

cost of short-term debt.  Even with the update to the Company’s short-term debt 100 

balance discussed above, the Company’s short-term debt balance is still small 101 

enough that it results in a weighted cost of short-term debt of 0.00%.   102 

Q11. On page three of her rebuttal testimony, Ms. Kight-Garlisch notes that 103 

IAWC’s “embedded cost of long-term debt for average 2010 is 6.24%.”  Do 104 

you agree? 105 

A. No, I do not.  Ms. Kight-Garlisch’s recommended 6.24% long-term debt cost 106 

reflects her position that the appropriate cost rate to use for the Company’s 107 

planned $39 million debt issuance is 6.20%.  She stated that this is the current 108 

interest rate on BBB/Baa taxable debt issues (ICC Staff Exhibit 10.0, p. 3).  109 

Alternatively, the Company is relying on its estimate of 6.64% as the cost rate for 110 

what is now the $14 million taxable portion planned for early December 2009.  111 

The methodology used by the Company to develop estimates for planned debt 112 

issuances was fully explained by the Company in its response to Staff Data 113 

Request SK-1.02.  Briefly, the basis for the projection is a forward yield curve 114 

analysis which uses base (i.e., actual) and projected 10-year BBB+ utility bond 115 

yields, along with the base 30-year BBB+ utility bond yield as reported by 116 

Bloomberg.  The multiple suggested by the 10-year BBB+ yield projection relative 117 

to the base 10-year BBB+ yield is multiplied by the base 30-year BBB+ yield to 118 
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obtain a projected 30-year BBB+ yield.  To this projection 1.0 percentage point 119 

was added to arrive at the taxable bond yield projection of 6.64% previously 120 

utilized for the proposed $39 million issuance in November.  The 1.0 percentage 121 

point increment is the spread derived from discussions with banks as to the rates 122 

that American Water Capital Corp. (AWCC) could achieve on its debt offerings.  123 

Thus, I recommend the Commission accept the Company’s overall cost of long-124 

term debt of 6.28%, which reflects the Company’s 6.64% interest rate estimate 125 

for the planned debt issuance.  As discussed above, the Company’s updated 126 

projected rate for the $14 million taxable issuance in December 2009 is 7.00%.  127 

This rate was calculated in the same manner as the 6.64% rate, but with updated 128 

inputs.  As also discussed above, the Company is not reflecting in its test year 129 

capital structure the effect of the taxable/tax-exempt split of the $39 million 130 

financing originally projected for November 2009.  However, the Company would 131 

not object to use of the 7.00% cost rate for the new long-term debt if the 132 

Commission deems it appropriate. 133 

Q12. On page three of her rebuttal testimony, Ms. Kight-Garlisch states that “if 134 

the Company issues the proposed debt instruments before the evidentiary 135 

hearings in this case, it should reflect the actual interest rate and expenses 136 

of the issues in its average 2010 embedded cost of debt.”  Do you agree 137 

with that recommendation? 138 

A. No.  As discussed above, the Company is proposing to not reflect in the revenue 139 

requirement the impact of the updated financing plan (which in any event is now 140 

projected to occur after the hearings) and cost of debt in this proceeding.  Rather, 141 
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the Company believes its 6.28% overall cost of debt, which is based on a 6.64% 142 

cost rate for the $39 million in projected debt financing, is reasonable and 143 

appropriate.    144 

V. RESPONSE TO STAFF WITNESS SMITH 145 

Q13. What is Mr. Smith’s rebuttal position on long-term debt? 146 

A. Mr. Smith states on page six that “I have accepted IAWC’s amount and cost rate 147 

for long-term debt listed on IAWC Exhibit 4.01R1.”   148 

Q14. With respect to short term debt, Mr. Smith states on page 6 that he has 149 

used the most recent cost rate for short-term debt of 0.4634 percent, but 150 

“because the rate can fluctuate from month to month, the Commission may 151 

want to consider whether a more representative or normal cost rate can be 152 

derived by using a multiple month average of recent actual information.”  153 

What is your response? 154 

A. As I stated in my rebuttal testimony, I recommend the average projected cost of 155 

short-term debt of 1.97% for the 2010 test year (which Staff has accepted for 156 

purposes of this case).  I also noted that if the Commission prefers to use the 157 

Company’s actual cost of short-term debt, then I recommend the most recent 158 

available actual cost of short-term debt be used (IAWC Ex. 4.00R1, pp. 2-3).  Mr. 159 

Smith’s suggestion to derive a cost rate by using a multiple month average of 160 

recent actual cost rates is less desirable since it requires the use of monthly data 161 

that becomes less relevant to the 2010 test year as more historical months are 162 

added to the average.  In addition, Mr. Smith’s recommendation is vague since 163 

he does not specifically recommend the time period that should be used for 164 

computing the average cost of short-term debt. 165 
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Q15. What is Mr. Smith’s rebuttal position on the amount of short-term debt? 166 

A. On page seven of his surrebuttal testimony, Mr. Smith states that “I have revised 167 

my recommendation of the amount of short-term debt to be reflected in the 168 

capital structure to focus on the substantial additional cost to IAWC ratepayers 169 

that would result from the Company’s proposed increased use of projected 170 

common equity including, but not limited to, projected equity infusions from its 171 

parent to finance 2010 rate base, rather than reasonable levels of short-term 172 

debt, such as were recommended by Staff and adopted by the Commission in 173 

Docket No. 07-0507, IAWC’s most recent rate case.” 174 

Q16. What is your response to his assertions regarding the amounts of short-175 

term debt and common equity in the capital structure? 176 

A. IAWC witness Mr. James Kalinovich addresses this issue in his surrebuttal 177 

testimony.  As Mr. Kalinovich explains, Mr. Smith ignores the added interest rate 178 

risk associated with financing long-term investments with short-term debt.  In 179 

addition, Mr. Kalinovich explains the changes to the capital markets that have 180 

occurred since the Company’s last rate case and how they have impacted the 181 

Company’s financing decisions. 182 

Q17. Mr. Smith claims that the short-term debt levels recommended by Staff and 183 

adopted by the Commission in Docket No. 07-0507 were reasonable, and 184 

represent a normal level of short-term debt that should be adopted (AG/JM 185 

Exhibit 5.0, p. 7).  What is your response? 186 

A. The Company does not consider the amount of short-term debt reflected in the 187 

capital structure in IAWC’s previous rate case to be a reasonable level for 188 
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IAWC’s 2010 test year short-term debt balance.  The level of short-term debt in 189 

the Company’s capital structure in the last rate proceeding was the balance of 190 

short-term debt computed for ratemaking purposes during the test year ending 191 

June 2009.  Short-term debt is largely a function of construction expenditures 192 

and the timing and level of long-term financings.  The Company’s construction 193 

expenditures are lower in 2010 than in 2008-2009, due mainly to the Champaign 194 

Plant being completed, and in addition, its planned financings are designed to 195 

maintain a reasonable debt/equity mix.  Thus, the Company requires less short-196 

term debt in its capital structure in 2010 than in 2008 or 2009.  As a result, there 197 

is no basis for claiming that the short-term debt ratio of 3.26% from the 198 

Company’s last rate case is appropriate for this proceeding.  Use of the 3.26% 199 

short-term debt ratio from the previous rate case is no more appropriate than 200 

using the short-term debt cost rate from the previous rate case, which the 201 

Commission established as 5.28%.  Further, asserting that the equity component 202 

should be reduced and the short-term debt component should be increased 203 

simply because doing so will produce a lower calculated cost of capital ignores 204 

liquidity risk, interest rate risk, and the fact that the Company does not use short-205 

term debt as a permanent source of financing and, thus, is not generally used to 206 

finance rate base.  .     207 

Q18. Please explain the risk of relying on lower cost short-term debt as a 208 

permanent source of capital to finance rate base.  209 

A. The cost of short-term debt tends to fluctuate to a much greater extent than the 210 

costs of permanent sources of capital, such as fixed rate long-term debt and 211 



IAWC Ex. 4.00SR 

 -10-  
 

common equity.  Thus, as explained in more detail in the surrebuttal testimony of 212 

Company witness James Kalinovich, reliance on short-term debt to finance rate 213 

base tends to increase the Company’s interest rate risk.  As a result, the 214 

Company will periodically replace large portions of short-term debt with 215 

permanent fixed-rate financing. 216 

VI. RESPONSE TO IIWC WITNESS GORMAN 217 

Q19. Mr. Gorman states that you “have not demonstrated that Illinois-218 

American’s forecasted 2010 capital structure is reasonable” (IIWC Ex. 3.0, 219 

p. 17).  What is your response? 220 

A. Beginning on line 213 on page ten and extending to line 240 on page eleven of 221 

my direct testimony, I presented the basis for how I determined that my proposed 222 

capital structure for IAWC in this proceeding is reasonable for ratemaking 223 

purposes.  These findings were reiterated in my rebuttal testimony, IAWC Exhibit 224 

4.00R2, pages 8-9.  To summarize, IAWC’s average 2010 test year equity ratio 225 

of 48.73%, which has since been updated to 48.63%, is within one standard 226 

deviation of the average common equity ratio of Company witness Ahern’s six 227 

AUS Utility Reports water companies and her twenty-six utility-company sample.  228 

I also noted that the Company’s test year equity ratio is relatively close to Value 229 

Line’s projected common equity ratios for the water utility industry.  In addition, in 230 

my rebuttal testimony I noted that Staff witness Sheena Kight-Garlisch reported 231 

that for the first quarter of 2009 the mean common equity ratio for the water 232 

industry was 48.88%, which is close to IAWC’s proposed equity ratio of 48.63%.  233 

Set forth below is a table summarizing the industry average equity ratios I just 234 

discussed, along with that proposed by IAWC in this case for comparison: 235 
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Equity
Ratio

Ahern's 6 AUS Proxy Water Companies 49.45%
Ahern's 26 Utility Companies 44.54%
Value Lline Water Utility Industry:

2008 48.00%
2009 49.00%
2010 50.00%
2012-2014 50.00%

Staff witness Kight-Garlisch - Water Industry 48.88%

Illinois American Water Company - Proposed 48.63%  236 

 237 

 In my judgment, IAWC’s test year equity ratio of 48.63% is very close to these 238 

industry averages.  Therefore, there is absolutely no basis in this case for 239 

maintaining that IAWC’s proposed test year capital structure is not reasonable for 240 

computing the Company’s weighted average cost of capital. 241 

Q20. Can you site any additional industry comparisons that indicate the 242 

Company’s proposed equity ratio in this case is reasonable? 243 

A. Yes.  Mr. Gorman’s own proxy groups support the reasonableness of IAWC’s 244 

capital structure.  Though I am not implying any opinion on their comparability to 245 

IAWC on the basis of risk, referring to the average equity ratios of the companies 246 

in Mr. Gorman’s own proxy groups, I conclude that IAWC’s equity ratio is 247 

relatively consistent.  Below is a table summarizing these results, which are from 248 

IIWC Exhibit 1.3, pages 1-3: 249 
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Value
AUS Line

Mr. Gorman's Water Utility Proxy Group 47.80% 51.30%
Mr. Gorman's Gas Utility Proxy Group 53.90% 55.50%
Mr. Gorman's Electric Utility Proxy Group 44.60% 47.10%

Equity Ratio
Average Common

 250 

 251 

 Again, in my judgment, IAWC’s test year equity ratio of 48.63% compares very 252 

favorably to these industry averages.  These averages certainly do not suggest 253 

that IAWC’s test year equity ratio is unreasonable.  And I assume since Mr. 254 

Gorman relied on these samples to compute his recommended cost of equity in 255 

this proceeding, he must consider these groups to be a reasonable basis for 256 

comparison to IAWC. 257 

Q21. Mr. Gorman stated on page 23 of his rebuttal testimony that “[t]he proxy 258 

companies used by Staff witness Mr. McNally and referenced by Ms. Kight-259 

Garlisch are not adequate justification to award Illinois-American a capital 260 

structure that is more heavily weighted with common equity than its parent 261 

company, AWW.”  Do you agree? 262 

A. I disagree with the suggestion that the proxy companies referenced by Ms. Kight-263 

Garlisch were my principal basis of comparison for assessing the 264 

reasonableness of IAWC’s test year capital structure.  I did note that IAWC’s test 265 

year equity ratio is close to the water industry average referenced by Ms. Kight-266 

Garlisch, which she developed from Standard & Poor’s Compustat database 267 

(“Compustat”); however, as I noted above, I mainly relied on the average equity 268 

ratios of the samples used by Company witness Ahern, and the projected water 269 
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industry equity ratios published by Value Line.  Further, as a point of clarification, 270 

I am not aware of whether the Compustat water companies referenced by Ms. 271 

Kight-Garlisch are the same water companies used by Staff witness McNally in 272 

his cost of equity study.  In fact, I have not made any specific claims with respect 273 

to the water utility sample used by Mr. McNally, although six of the eight water 274 

utilities in Mr. McNally’s water sample comprise Ms. Ahern’s Six AUS Utility 275 

Reports Water Companies. 276 

Q22. Do you agree with Mr. Gorman’s position on short term debt presented in 277 

his rebuttal testimony? 278 

A. No.  Mr. Gorman states on page 26 that “[a]ll the evidence supplied by Mr. 279 

Rungren clearly shows that the Company’s original short-term debt cost of 1.9% 280 

is highly inflated, unreliable and should be disregarded.”  That estimate, however, 281 

is a projection by the Company of the cost of short-term debt during 2010, which 282 

is the Company’s test year.  Specifically, it is an average of the monthly average 283 

forecasted short-term debt rates.  I am not aware of any evidence provided by 284 

Mr. Gorman or any other witness in this case that shows the 1.97% short-term 285 

debt cost estimate is highly inflated and unreliable.    286 

Q23.  Does this conclude your surrebuttal testimony? 287 

A. Yes, it does. 288 

 289 
 290 


