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I. WITNESS INTRODUCTION 6 

Q1. Please state your name. 7 

A. My name is James Kalinovich.  8 

Q2. Please state your business address. 9 

A. My business address is American Water Works Company, Inc. 1025 Laurel Oak 10 

Road, Voorhees, New Jersey 08043 11 

Q3. By whom are you employed and in what capacity? 12 

A. I am the Treasurer of American Water Works Company, Inc. (“American Water” 13 

or “AWW”), the treasurer of American Water Capital Corp. (“AWCC”) and a 14 

member of the American Water Retirement Committee. 15 

Q4. Please identify Petitioner’s Exhibit JMK-1.  16 

A. Petitioner’s Exhibit JMK-1 is a copy of my current curriculum vitae.  I am currently 17 

Treasurer of AWW and AWCC.  In my current role, I have negotiated over $800.0 18 

Million in short-term credit facilities, a $700 Million commercial paper program, 19 

and raised in excess of $4.0 Billion in long-term debt for AWW and its affiliates.  20 

Additionally, I have raised, through a public offering, approximately $250.0 Million 21 

in equity financing for AWW.  Furthermore, I manage all AWCC financing 22 

facilities with the Company as well as initially approve all equity contribution 23 

plans to the Company. 24 

II. PURPOSE OF SURREBUTTAL TESTIMONY 25 

Q5. What is the purpose of your surrebuttal testimony? 26 
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A. The purpose of my surrebuttal testimony is to respond to testimony of AG 27 

witness Mr. Ralph Smith and IIWC witness Mr. Michael Gorman regarding the 28 

amount of common equity in Illinois-American Water Company’s (“IAWC” or 29 

“Company”) capital structure. 30 

III. RESPONSE TO IIWC WITNESS GORMAN 31 

Q6. Mr. Gorman claims (page 1) that the Company’s projected 2010 capital 32 

structure, including a common equity ratio of 48.63%, is unreasonable.  33 

Please explain why IAWC’s proposed capital structure is reasonable. 34 

A. In my judgment the proposed capital structure will enable the Company, in all 35 

possible economic conditions, to attract debt and equity capital at the lowest 36 

weighted average cost of capital.  IAWC has the ability to issue debt capital on its 37 

own through public or private issuances, or through AWCC, provided that AWCC 38 

is determined to be the least cost source of debt capital. To date, IAWC has not 39 

chosen to obtain debt capital through public issuances due to the high issuance 40 

cost related to such issuances. Thus, IAWC has not been required to obtain an 41 

agency rating for its bonds. IAWC, however, has issued debt through private 42 

offerings, primarily to institutional investors. In connection with such issuances, 43 

the investors involved analyze financial ratios and other data comparable to the 44 

data that is examined by rating agencies in connection with the assignment of 45 

debt ratings. In effect, the private investor would assign its own “rating” 46 

developed in a manner similar to that used by the rating agencies for public debt. 47 

I will discuss the “rating” which I believe IAWC should maintain in order issue 48 

capital on reasonable terms as it is required to maintain adequate and reliable 49 

service. 50 
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As referenced above, under an affiliated interest agreement approved by 51 

the Commission, IAWC has the ability to issue debt through AWCC, provided 52 

that AWCC is determined to be the least cost source of debt capital. In the recent 53 

past, IAWC has determined that AWCC was the least cost source of capital for 54 

several issuances of debt. Thus, IAWC has gained access through AWCC to the 55 

public markets without a need to issue debt on its own through public or private 56 

issuances. By this approach, IAWC has reduced the cost related to the issuance 57 

of debt. By issuing larger debt packages that meet the capital requirements of 58 

more than one AWW subsidiary, AWCC is able to significantly reduce the cost for 59 

debt issuances that each subsidiary would incur in issuing debt on its own. 60 

As the Order approving the IAWC/AWCC affiliated interest agreement 61 

recognizes, although AWCC provides an important source of debt capital for 62 

IAWC, it is important that IAWC maintain an ability to issue debt on its own. In 63 

issuing debt IAWC is required to consider non-affiliate sources of debt capital. 64 

IAWC is authorized to obtain debt capital through AWCC only after reviewing 65 

market sources and making a determination that AWCC is the least cost source 66 

of debt. Moreover, as a public utility, IAWC is required to maintain the ability to 67 

obtain capital in order to maintain adequate and reliable service under all 68 

possible economic conditions. Thus, it is essential that IAWC maintain a 69 

balanced capital structure and related financial ratios that will allow it to attract 70 

capital in the market on reasonable terms. This requires that IAWC maintain a 71 

balanced capital structure and a favorable “rating” for its debt 72 
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American Water and American Water Capital Corp are rated BBB+ by 73 

S&P.  We estimate the Company’s rating to be between B+ and BBB- which is 74 

significantly lower than American Water’s rating. In my judgment, IAWC has an 75 

strong business risk profile; although not as strong as American Water due to its 76 

small size.  Additionally, the IAWC’s financial risk profile is between highly 77 

leveraged and aggressive primarily due to the high debt to capitalization ratio. In 78 

my judgment, the IAWC’s capital structure and cash flows should be designed to 79 

maintain at least a BBB+ credit rating and IAWC’s proposed equity ratio of 80 

48.63% will provide an opportunity to obtain a BBB+ rating if it were rated by 81 

S&P.  Furthermore, IAWC witness Mr. Scott W. Rungren explains that the Staff 82 

witness Sheena Kight-Garlisch reported that for the first quarter of 2009 the 83 

mean common equity ratio for the water industry was 48.88%, which is 84 

remarkably close to IAWC’s proposed equity ratio of 48.63% and he summarizes 85 

the industry average equity ratios, along with that proposed by IAWC in this case 86 

for comparison. 87 

Q7. Mr. Gorman states (page 21) that “A capital structure should have a 88 

reasonable mix of debt and equity” but the Company has failed to provide 89 

any justification for the Company’s plan to increase its common equity 90 

ratio.”  Why is IAWC’s common equity ratio appropriate? 91 

A. In my judgment, the 48.63% common equity ratio is the appropriate portion of 92 

equity in the capital structure to make certain the Company’s operations and 93 

investments are financed at the lowest weighted average cost of capital.  As 94 

explained earlier, the capital structure is designed to attract at least a BBB+ 95 
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credit rating from S&P if the IAWC was rated by S&P.  A BBB+ rating will enable 96 

IAWC to attract debt financing at rates equal to or better than AWCC. 97 

Q8. Mr. Gorman states on page 18 that the buildup in common equity, $72.6 98 

million, “is from equity contributions from its parent company, AWW.  This 99 

is significant because it is not known how AWW will fund the forecasted 100 

equity contributions to Illinois-American.”  Is the source of funds for the 101 

equity infusions important to the analysis of IAWC’s capital structure?  102 

A. No. The source of funds invested in the common equity of IAWC (whether by 103 

AWW or another investor) is not relevant to the return on equity nor the 104 

appropriate common equity ratio.  The required return on any investment is 105 

dependent upon the investments risk profile of the entity in which the investment 106 

is made.  The investor’s source of funds does not affect the appropriate return. 107 

The return on an investment in IAWC’s equity should not move upward or down 108 

based on the degree of leverage used by a particular investor.  For example, an 109 

investor using little leverage should not receive a higher return on IAWC’s equity  110 

than a highly leveraged investor.  111 

Q9. Why is AWW making equity infusions? 112 

A. AWW makes equity investments in the Company to earn a reasonable return 113 

commensurate with the risk profile of the Company. 114 

Q10. Does AWW have a "conflict of interest" in making equity contributions? 115 

A. AWW does not have a conflict of interest in making equity contributions in the 116 

Company.  The Company is independently regulated by the Illinois Commerce 117 

Commission, and the Commission independently evaluates the proposed 118 
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common equity ratio and the return on equity.  Therefore AWW, like any other 119 

independent investor, will evaluate the risk and reward profile of equity 120 

contributions to the Company and make an equity investment if the investment 121 

has a reasonable return.  Although AWW is not required to invest in the common 122 

equity capital of IAWC or any other specific entity, AWW has supported IAWC in 123 

its effort to maintain a balanced capital structure in the past and intends to do so 124 

in the future, subject to evaluation of IAWC’s risk and reward profile.  125 

Q11. How do the 2010 equity infusions play into IAWC’s long term cap structure 126 

plans?  127 

A. The planned 2010 equity infusions will ensure that the Company maintains an 128 

appropriate equity ratio which will enable the Company to continue to attract debt 129 

at reasonable rates and to maintain the lowest weighted average cost of capital.  130 

As discussed earlier, in my judgment, the IAWC’s capital structure and cash 131 

flows should be designed to maintain at least a BBB+ credit rating and IAWC’s 132 

proposed equity ratio of 48.63% will provide an opportunity to obtain a BBB+ 133 

rating if it were rated by S&P.  134 

Q12. Mr. Gorman states on page 19 that “Illinois-American’s bond rating is tied 135 

to the financial risk of AWW, its parent company, and AWCC. … As such, 136 

there is no legitimate reason for Illinois-American’s capital structure to be 137 

significantly different from its parent company’s.”  Do you agree? 138 

A. I do not agree.  The Company’s operating risk profile is significantly different than 139 

the risk profile of AWW.  AWW makes equity investments in water and water 140 

related businesses, including regulated utilities, in many different states.  141 
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However, IAWC is a regulated water utility operating in the state of Illinois.  Since 142 

the appropriate capital structure of a business must consider the risk profile of 143 

such business’s operations, it is legitimate that the risk profile of the Company 144 

and AWW are different.  The lack of a costly stand-alone bond rating does not 145 

change the risk profile of the Company.  IAWC’s lack of bond ratings reflects the 146 

fact that IAWC has not issued "public offerings" historically (only Pennsylvania 147 

and New Jersey American were large enough to support the cost for such 148 

offerings).   IAWC is now larger, but has been able to obtain access to the public 149 

market through AWCC at a lower cost. This, however does not mean that IAWC 150 

can ignore investor requirements. It must keep itself in a financial position to 151 

attract capital in all possible economic circumstances, irrespective of the capital 152 

structure at AWW.  Furthermore, as explained earlier, in my judgment if IAWC’s 153 

obtained a credit rating it will be significantly lower than AWCCs.  Therefore, the 154 

added cost of obtaining and maintaining a rating on IAWC will be wasted 155 

especially since it is not a regular issuer of debt and the minimum cost to rate a 156 

company is only appropriate if there is a reasonable expectation to gain a 157 

materially higher credit rating. 158 

Q13. Mr. Gorman also asserts (page 20) that “Illinois-American does not have a 159 

stand-alone bond rating, [and] does not issue debt on its own.”  Is this 160 

assertion correct?  161 

A. IAWC does not have a standalone bond rating, but the Company is responsible 162 

for raising debt capital on its own behalf.  The Company evaluates all debt 163 

financing offers and accepts the lowest cost alternative.  As discussed above, in 164 
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the recent past, the Company has raised both short-term debt and long-term debt 165 

capital through its relationship with American Water Capital Corp. (“AWCC”), an 166 

affiliated company, pursuant to an agreement approved by the ICC in Docket 04-167 

0582.  Under this agreement, the Company is authorized to obtain short- and 168 

long-term debt capital from AWCC.  This allows the Company to benefit from the 169 

economies of scale associated with system-wide debt financing and decreased 170 

administrative costs such as bank fees, legal fees, bond rating costs, SEC 171 

registration fees, and others.  The Company is also responsible for raising equity 172 

capital on its own behalf.  Currently, American Water holds 100% of the 173 

Company’s common equity, and the Company anticipates that in 2010 American 174 

Water will remain the source of common equity capital for the Company.   175 

Under the terms of the approved agreement between IAWC and AWCC, 176 

IAWC can and must review the cost of debt capital available in the market when 177 

it requires additional capital. The agreement permits IAWC to obtain debt capital 178 

from AWCC, but only if AWCC represents the least-cost available source.. As 179 

discussed above, IAWC, however, can and has issued debt capital to non-180 

affiliates through “private” offerings. Although these offerings (unlike public 181 

offerings) do not require a “bond rating”, the private investor (usually an 182 

institution such as insurance company) examines the same types of financial 183 

data that a rating agency would examine. .  Recently, the lowest cost source of 184 

debt financing has been AWCC; however, if AWCC is unable or unwilling to 185 

provide the lowest cost debt financing, the Company must independently access 186 

the debt markets. Pennsylvania American Water and New Jersey American 187 
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Water, affiliates of the Company, have accessed the debt markets directly during 188 

2009 since the cost was lower than the cost offered by AWCC. 189 

Q14. Mr. Gorman goes on to claim that “it is unlikely that an increase in the 190 

common equity ratio for Illinois-American will lower its cost of debt, unless 191 

AWW’s capital structure and financial risk were comparably reduced.”  192 

How do you respond? 193 

A. As stated above, Pennsylvania American Water and New Jersey American 194 

Water, affiliates of the Company, have accessed the debt markets directly during 195 

2009 since the cost was lower than the cost offered by AWCC.  Therefore, if the 196 

Company lowers its risk profile through a combination of a higher equity ratio in 197 

its capital structure, higher return on equity, and lower operating risk, the 198 

Company may have access to lower cost debt financing than offered by AWCC. 199 

IAWC can and has issued debt to private lenders, as do other water utilities. 200 

IAWC does not need a rating to issue debt to an insurance company or pension 201 

fund. 202 

Q15. Does the common equity ratio have any effect on the cost of debt?  203 

A. Yes.  Absent any other changes to a business’s risk profile, a higher equity ratio 204 

lowers the cost of debt. 205 

Q16. Why is IAWC’s capital structure relevant to lenders to AWCC? 206 

A. AWCC’s risk profile reflects the risk profile of AWW.  AWW’s risk profile reflects 207 

the combined risk return profile of its investments.  Since AWW has and plans to 208 

make additional equity investments in the Company, changes to the Company’s 209 
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equity risk/return profile (including capital structure changes) will be reflected in 210 

AWW and AWCCs credit rating.   211 

Q17. Mr. Gorman states on page 19 that “the Commission should be concerned 212 

because this affiliate transaction can provide an economic incentive for 213 

AWW to unnecessarily inflate common equity components of Illinois-214 

American’s capital structure in order to unjustly increase AWW earnings 215 

and flows.”  How do you respond? 216 

AWW’s and the Company’s incentives are equally aligned to lower their 217 

individual weighted average cost of capital.  The Company’s risk profile 218 

decreases as the Company increases its common equity ratio and its return on 219 

common equity.  This will improve AWW’s risk return profile and lower AWCC’s 220 

debt financing costs, which will allow AWCC to offer lower rate debt financing to 221 

the Company.  In addition, further improvement to the Company’s risk profile will 222 

attract direct debt financing offers which may be lower than debt financing rates 223 

offered by AWCC.  Therefore, the economic benefits of a higher equity 224 

component in the Company’s capital structure will be reflected in lower debt rates 225 

to the Company.  In my judgment, the higher equity ratio in the Company’s 226 

capital structure lowers the weighted average cost of equity for the Company.  227 

Furthermore, as previously explained, IAWC’s most recent historical financial 228 

performance is significantly lower than needed to maintain a BBB+ credit rating.  229 

The historical returns earned by AWW on its equity investments in IAWC are well 230 

below the theoretical return allowed in previous rate cases.  It is not prudent for 231 

IAWC to assume that it will attract equity contributions from AWW or any other 232 
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investor nor can it assume AWCC can and will lend to IAWC if it does not have a 233 

reasonable capital structure.  IAWC must improve its credit ratios to maintain 234 

access to debt and equity capital markets. 235 

Q18. Mr. Gorman states on page 22 that “Illinois-American’s customers will be 236 

paying substantially more for this capital than this capital would actually 237 

cost AWW.  The difference in capital costs then would improve the 238 

earnings and returns to AWW’s equity capital.”  Do you agree? 239 

A. I do not agree.  AWW and the Company both have access to the same capital 240 

markets.  It is highly unlikely that two companies with the same risk profile can 241 

obtain materially different financing costs.  As mentioned earlier, AWW is a 242 

portfolio of investments in water and water related businesses.  The risk profile of 243 

AWW reflects the risk profile of its investments and the cost of AWW’s capital 244 

reflects this portfolio of risk. For example, an investor cannot gain extra returns 245 

by investing in a company that buys a single Treasury bond versus buying the 246 

exact same Treasury bond.  Therefore there is no difference in capital costs for 247 

the same investment.  248 

Q19. Should the Commission focus on the "extra" amount that customers will 249 

pay due to infusion of equity? 250 

A. No.  The Commission should focus on the appropriate capital structure for the 251 

Company.  The Company’s business plan includes a significant investment in 252 

infrastructure which will require additional financing.  The Commission should 253 

focus on the total cost of financing that is required to attract investors.   254 
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IV. RESPONSE TO AG WITNESS RALPH SMITH 255 

Q20. Mr. Smith claims that, “The issue before the Commission in the current 256 

case is: whether a normal level of short term debt, such as the proportion 257 

used in IAWC’s last rate case, Docket No. 07-0507, should be reflected in 258 

the capital structure, or whether IAWC should be allowed to substitute 259 

increased common equity for short-term debt.”  Is it correct that IAWC is 260 

substituting increased common equity for short-term debt? 261 

A. No the Company is not arbitrarily substituting one financing instrument for 262 

another.  In my judgment, the Company has proposed an appropriate capital 263 

structure that reflects the current capital markets, which have changed 264 

significantly since the last rate case.   265 

Q21. Is Smith correct that the Company should rely instead on short term debt? 266 

A. Short-term debt is an acceptable source of financing for short-term investments 267 

(that is an investment which will mature in less than one year), or as temporary 268 

financing between long-term debt and equity issuances.  However, the vast 269 

majority of the Company’s investments are long-term in nature.  The recent 270 

economic crises highlights the risks of financing long-term investments with 271 

short-term debt as many companies which pursued this strategy required 272 

government bailout or faced severe financial distress. For example, if short-term 273 

rates were to increase abruptly at a time the Company was maintaining a large 274 

short-term debt balance, the Company could incur much higher than expected 275 

interest costs.  In fact, when short-term debt comes due, the Company must 276 

secure replacement financing or else it runs the risk of not being able to meet its 277 

short-term debt obligations.  This risk is known as liquidity risk.  The other risk 278 
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inherent with a strategy of using short-term borrowing to finance long-term assets 279 

is interest rate risk, which is the risk that rates will rise above the level at which 280 

the Company could have initially obtained long-term financing.  For this reason, 281 

and the desire to have fixed, predictable financial commitments, it is generally 282 

prudent to finance long-lived assets with long-term capital. 283 

Q22. Mr. Smith calls common equity “the most expensive form of financing.”  Is 284 

the relative cost of common equity an appropriate consideration?  285 

A. Yes the Company considers the costs of common equity in its proposed capital 286 

structure.  However, the higher cost of equity is off-set by lower cost of debt.  The 287 

combined cost is most relevant. 288 

Q23. Mr. Smith states on page 8 that “using common equity, rather than short-289 

term debt to finance approximately 3.1 percent of IAWC’s 2010 rate base 290 

results in a significant and unnecessary additional cost to ratepayers.”  Do 291 

you agree? 292 

A. No I do not agree.  Mr. Smith is ignoring the high risk associated with financing 293 

long-term investments with short-term debt.  Mr. Smith can only assume that 294 

access to low cost short-term debt will remain unhindered and capital markets 295 

will never face severe distress as they did in late 2008.  In my judgment, 296 

financing long-term investments with short-term debt can results in a rapid and 297 

unnecessary rise in costs to ratepayers.  When capital markets face distress, as 298 

they did in late 2008, access to short-term debt is restricted and rates rise 299 

rapidly.   Additionally, if the Company is forced to replace such short-term debt 300 
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with long-term financing during economic crises, it will do so at significantly 301 

higher credit spreads and lock in high costs of financing.   302 

Q24. Mr. Smith states on page 10 that “short-term debt could be used to finance 303 

that portion of rate base” that is the difference between the prior case 304 

equity ratio (45%) and the 2010 projected level (48%).  Would that be 305 

appropriate? 306 

A. That is not appropriate as Mr. Smith is ignoring the most recent economic crises 307 

and the lingering impact on the capital markets.  The Company’s proposed 308 

capital structure reflects the current market conditions, the appropriate capital 309 

structure (including lowest cost financing) and the Company’s need to invest in 310 

infrastructure.  Additionally, Mr. Smith does not consider the need to maintain a 311 

reasonable capital structure as discussed earlier. 312 

Q25. What is the problem with Smith's view that common equity is not the most 313 

economical way to finance the 2010 rate base?  314 

A. In my judgment the proposed capital structure will enable the Company to attract 315 

debt and equity investments at the lowest weighted average cost of capital.  The 316 

cost of debt is directly correlated to the common equity ratio.  As the common 317 

equity ratio drops, the cost of debt rises.  Therefore, in my judgment, the 318 

proposed capital ratio of 48.63% appropriately balances the Company’s higher 319 

cost of equity with the rising cost of the Company’s debt as the capital ratio 320 

declines 321 

Q26. Does this conclude your surrebuttal testimony? 322 

A. Yes, it does. 323 

CHI-1730762  324 


