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I. WITNESS IDENTIFICATION AND BACKGROUND 1 

Q1. Please state your name and business address. 2 

A. My name is Scott Rungren.  My business address is 727 Craig Road, 3 

St. Louis, Missouri 63141. 4 

Q2. Are you the same Scott Rungren who previously filed testimony in 5 

this proceeding? 6 

A. Yes, I am. 7 

II. PURPOSE OF SURREBUTTAL TESTIMONY 8 

Q3. What is the purpose of your surrebuttal testimony? 9 

A. The purpose of my surrebuttal testimony is to respond to the rebuttal 10 

testimony of Staff witnesses Mr. Kahle, Ms. Hathhorn and Ms. Freetly, 11 

and AG witness Mr. Smith.  I also update the Company’s cost of long-12 

term debt to reflect the refinancing of the 5.50% tax-exempt first 13 

mortgage bond, expected to occur on June 11, 2012, and explain a  14 

correction to the Company’s projected common equity balance.  These 15 

changes are reflected in the updated weighted average cost of capital 16 

(“WACC”), which I also present. 17 

III. RESPONSE TO STAFF WITNESS MR. KAHLE 18 

Q4. What is Mr. Kahle’s position on original cost determination? 19 

A. On page five of his rebuttal testimony, Mr. Kahle recommends “that the 20 

Commission conclude and make a finding in the Order in this 21 

proceeding that the Company’s June 30, 2011 plant balance of 22 

$1,304,723,156 is approved for the purposes of an original cost 23 
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determination subject to any adjustments ordered by the Commission in 24 

this proceeding.”  (ICC Staff Ex. 9.0, p. 5.) 25 

Q5. Do you agree with Mr. Kahle? 26 

A. Yes, I do. 27 

Q6. Has Mr. Kahle’s position regarding calculation of pension expense in 28 

determining cash working capital (“CWC”) changed since the filing 29 

of his direct testimony? 30 

A. No.  Mr. Kahle maintains his position that IAWC should use pension 31 

expense from the revenue requirement in the CWC calculation rather 32 

than the contribution to the pension fund as IAWC proposes.  He 33 

explains this position by stating that the “recovery of pension expense, 34 

as reflected in the revenue requirement, is an expense of providing 35 

utility service” and “a contribution to the pension trust fund is not.”  He 36 

further states that “[i]ncluding the contribution to the pension fund in 37 

CWC would allow IAWC to recover, in rates, an amount that is not a 38 

cost of providing utility service and would allow two different measures 39 

of pension costs to be considered in the ratemaking process.”  (ICC 40 

Staff Ex. 9.0, p. 6.)  41 

Q7. Do you agree with Mr. Kahle’s position? 42 

A. No.  As I explained in my rebuttal testimony, CWC is the cash IAWC 43 

needs to operate the business and is determined by an analysis of 44 

actual cash inflows and outflows.  As Staff acknowledges (Data 45 
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Response IAWC-ICC 5.13), IAWC’s test year pension contribution 46 

amounts represent actual cash payments the Company projects to 47 

payout in the test year, and so it is the appropriate basis for determining 48 

CWC.  Pension expense in the revenue requirement represents the 49 

income statement portion of FAS 87 expense.  Pension contributions, 50 

on the other hand, are cash that is to be contributed to the pension trust 51 

in accordance with ERISA provisions, including the minimum amount 52 

required by law, and includes both the income statement and capital 53 

portions of pension funding.  Items that are not reflected in the revenue 54 

requirement are still reflected in the CWC calculation.  The Company 55 

does not include in its revenue requirement amounts for purchased 56 

water or wastewater treatment revenues and expenses, yet they are 57 

included in the statement of CWC because they represent cash flow for 58 

the Company.  The Company is required to pay for purchased water 59 

and for wastewater treatment and collect from customers the associated 60 

revenues.  Although purchased water and purchased wastewater 61 

treatment is removed from the revenue requirement, purchased water 62 

and purchased wastewater treatment is considered in the statement of 63 

CWC.   64 

Q8. Is it contrary to Commission practice to include pension 65 

contributions in CWC as Mr. Kahle contends? 66 

A. I am not aware of, nor did Mr. Kahle identify, a Commission rule or 67 

statute that would preclude the use of pension contribution amounts in 68 
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the CWC calculation.  Given the purpose of CWC, the CWC calculation 69 

should be based on actual cash inflows and outflows to the extent 70 

practicable.  In this case, IAWC clearly has a pension contribution 71 

amount to be paid in the test year.  IAWC’s CWC should be determined 72 

based on that actual information. 73 

Q9. Do you agree with Mr. Kahle’s position that the CWC calculation 74 

includes many items that are based on operating expenses from the 75 

revenue requirement rather than actual cash disbursements? 76 

A. On page 8 of his rebuttal testimony, Mr. Kahle noted some examples for 77 

which the CWC calculation does not use actual cash payments.  I do not 78 

dispute Mr. Kahle’s point; however, if it is possible to easily eliminate an 79 

inaccuracy in the CWC calculation by, in this case, using the actual 80 

pension contribution amount, then I maintain that such an approach is 81 

reasonable and should be accepted by the Commission.  In addition, for 82 

most CWC items it is typically the case that, on an annual basis, the 83 

accrual amount and the cash expenditure do not differ dramatically.  84 

However, in the Company’s test year, the cash contributions to the 85 

pension trust are projected to be significantly larger than the FAS 87 86 

amounts.  Thus, using the operating expense (FAS 87) amount will 87 

result in a shortfall in the Company’s CWC balance. 88 

Q10. Mr. Kahle claims that your proposal would “overly complicate an 89 

already complex matter.”  (ICC Staff Ex. 9.0, p. 8.)  How do you 90 

respond? 91 
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A. Although I understand Mr. Kahle’s concern, I disagree that using cash 92 

contributions to the Company’s pension plan would be inordinately 93 

complicated.  In the event the Company has not made, or is not 94 

projected to make, pension contributions in the test year, a scenario 95 

noted by Mr. Kahle, then the CWC amount would simply be zero. 96 

Further, in years when the pension funding amount is less than FAS 87, 97 

IAWC would agree to use the pension funding amount then as well to 98 

determine CWC.  99 

Q11. Does Mr. Kahle agree with IAWC’s methodology for determining the 100 

collection lag? 101 

A. Yes.  Mr. Kahle expressly rejects AG witness Mr. Smith’s 102 

recommendation that the Commission adopt a 21-day collection lag.  He 103 

notes that Section 735.160(a)(2) only sets a 21-day deadline for which 104 

the bill should be paid and does not reflect the actual collection lag.  Mr. 105 

Kahle points out that IAWC’s prepared lead-lag study uses average 106 

receivables to determine collection lag and this methodology has been 107 

accepted by the Commission in many other proceedings.  (ICC Staff Ex. 108 

9.0, pp. 8-9.) 109 

Q12. Does Mr. Kahle also reject Mr. Smith’s proposal to adjust payment 110 

lag to the Service Company? 111 

A. Yes.  Mr. Kahle rejects this proposal because “the evidence in this 112 

proceeding supports the Company’s position to base the payment lag 113 

on prepayment to the service company.”  (ICC Staff Ex. 9.0, p. 9.)  114 
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Additionally, he points out that IAWC prepays the Service Company as 115 

required by the Service Company Agreement approved by the 116 

Commission.  117 

IV. RESPONSE TO STAFF WITNESS MS. HATHHORN 118 

Q13. Please describe Ms. Hathhorn’s proposed pension asset adjustment. 119 

A. Ms. Hathhorn’s proposed adjustment removes the updated pension 120 

asset from rate base because she alleges IAWC “has presented no 121 

evidence that the pension asset was created by anything other than 122 

ratepayer funds.”  (ICC Staff Ex. 10.0, p. 3.)   123 

Q14. What is your response? 124 

A. Ms. Hathhorn continues to focus on the source of funding for the 125 

pension asset.  If Ms. Hathhorn maintains that this is the correct basis 126 

for determining whether the Company’s pension asset should be 127 

included in rate base, then a comparison of the Company’s pension 128 

contribution amounts with the FAS 87 amount will provide that evidence.  129 

That is, the fact that the Company’s pension contribution amounts 130 

exceed the FAS 87 amount in the income statement used for 131 

determining the revenue requirement demonstrates that the pension 132 

asset was funded by shareholders.  If the amount contributed to the 133 

Company’s pension plan exceeds the FAS 87 expense amount in the 134 

income statement that the calculation of the revenue requirement is 135 

based on, then unless the Company is earning a return on common 136 

equity greater than that which it is allowed, the only source to fund the 137 
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pension contribution amount above the FAS 87 expense amount is 138 

shareholders.  139 

Q15. Is the answer to the question of appropriate ratemaking treatment of 140 

pension asset driven by the determination of what party funded the 141 

difference between the FAS 87 expense and ERISA contribution as 142 

Ms. Hathhorn contends? 143 

A. No.  As I explained in my rebuttal testimony (IAWC Exhibit 6.00R, pages 144 

20-22), this is not the correct basis for determining whether the 145 

Company’s pension asset should be included in rate base.  Without 146 

repeating the entire argument, the relevant issue is the appropriate 147 

ratemaking treatment of the difference between the amount accrued as 148 

pension expense under FAS 87 and the pension funding contribution 149 

payments.  If the Commission accepts the premise of a rate base 150 

reduction when the pension contribution amounts are less than the FAS 151 

87 amount, then logically, the Commission should also accept the 152 

premise of a rate base addition when the pension funding contributions 153 

are greater than the FAS 87 amount.  This, as Ms. Hathhorn admits, is 154 

simply the symmetrically converse situation.  (Response to IAWC-ICC 155 

5.10)  To accept the pension liability as a rate base reduction but not 156 

accept the pension asset as a rate base addition is inconsistent and 157 

nonsymmetrical from a ratemaking standpoint. 158 

Q16. Is IAWC’s proposed treatment of pension asset in this case distinct 159 

from those proposals the Commission has considered and rejected 160 
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in the past? 161 

A. Although I am not an attorney, I believe so, for the reason I explained in 162 

my rebuttal testimony.   163 

Q17. Did Ms. Hathhorn respond to all three options you presented in your 164 

rebuttal testimony (p. 22) for the ratemaking treatment of the pension 165 

asset? 166 

A. No, she did not address use of the pension funding contribution amount 167 

as the test-year pension expense.  Ms. Hathhorn admits that the 168 

pension contribution amounts represent amounts IAWC projects it will 169 

actually expend in the test year.  (Response to IAWC-ICC 5.13.) This 170 

approach would at least provide the Company with recovery of the test 171 

year amount that it expects to contribute to the pension plan.  172 

Q18. What is your response to Ms. Hathhorn’s assertion on page five of 173 

her rebuttal testimony that a Commission Order, such as the one that 174 

will be entered in this proceeding, cannot bind a Commission 175 

conclusion rendered in an Order in a future case? 176 

A. I understand Ms. Hathhorn’s concern.  However, I was not suggesting 177 

that the Commission issue a binding order that would determine the 178 

outcome in a future proceeding.  Rather, I was suggesting that the 179 

Commission could issue an order recognizing the symmetry between 180 

the situation in which FAS 87 amounts exceed pension contributions 181 

and the situation in this case.  By recognizing this symmetry, the 182 

Commission would also provide guidance for future proceedings that 183 
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suggests a rate base deduction may not be appropriate, based on the 184 

evidence presented in those cases.  185 

V. RESPONSE TO STAFF WITNESS MS. FREETLY 186 

Q19. What is Ms. Freetly’s response to your rebuttal testimony regarding 187 

her proposed capital structure? 188 

A. She states, “Because I am not an attorney, and on the advice of 189 

counsel, I will not respond to the legal arguments presented by Mr. 190 

Rungren regarding the proper interpretation of Section 9-230.  191 

Therefore, Staff attorneys will be addressing the legal issues with regard 192 

to Section 9-230 in the briefs to be filed in this docket.” 193 

Q20. What is your response? 194 

A. Ms. Freetly’s recommendation for an imputed capital structure in her 195 

direct testimony was based almost entirely on her interpretation of 196 

Section 9-230 of the Act and an appellate court decision – in other 197 

words, the “proper interpretation of Section 9-230.”   Thus, I am puzzled 198 

at her position on rebuttal that response to my testimony must be 199 

reserved for briefing.  In particular, I believe that she has failed to 200 

address a number of conclusions in my testimony that are in no way 201 

legal arguments, such as: 202 

 Her failure to recognize that IAWC is responsible for raising its own 203 

capital and, therefore, that IAWC manages its capital structure 204 

independently of AWW; 205 

 Her failure to demonstrate that IAWC’s capital structure is not  206 
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reasonable; 207 

 her failure to demonstrate that her proposed capital structure is 208 

reasonable; and, 209 

 her failure to show that AWW is manipulating IAWC’s capital 210 

structure to increase the weighted average cost of capital. 211 

I can only conclude that she does not dispute my testimony in this 212 

regard. 213 

Q21. Does Ms. Freetly dispute the relative difference in operating risk 214 

between AWW and IAWC? 215 

A. No, she does not appear to.    216 

Q22. Does this relative risk difference result in a higher operating risk for 217 

IAWC as compared to AWW? 218 

A. I believe so, and this can be shown by a simple illustration.  Consider a 219 

situation in which AWW, which is an unregulated holding company, 220 

owns only one operating water utility, and that utility is IAWC.  In that 221 

situation, the operating risk of AWW and IAWC are virtually identical.  If 222 

AWW were to then add water utilities to its portfolio, with these utilities 223 

operating in different states, the operating risk faced by AWW would 224 

decline as utilities are added since AWW would benefit from the 225 

operational and regulatory diversification these additional companies 226 

provide.  In this example, the operating risk faced by shareholders of 227 

IAWC is greater than that faced by the shareholders of the diversified 228 

AWW.  This is because the impact of a negative event to the operation 229 
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of IAWC will impact IAWC much more than it will impact AWW, since 230 

AWW owns numerous water utilities across many states.  231 

Q23. What is the significance of IAWC having greater operating risk than 232 

AWW? 233 

A. The greater level of operating risk faced by IAWC, relative to that faced 234 

by AWW, suggests that IAWC’s proposed equity ratio, though higher 235 

than AWW’s actual equity ratio, is justified.   236 

Q24. Did Ms. Freetly change her ROE recommendation in her rebuttal 237 

testimony? 238 

A. Yes.  Ms. Freetly stated that her cost of equity recommendation required 239 

an upward adjustment due to the additional risk represented by imputing 240 

the Company’s common equity ratio down to 42%. (ICC Staff Exhibit 241 

14.0, p. 6.)  Therefore, her revised cost of common equity 242 

recommendation is 9.42% without the RAC, or an increase of 7 basis 243 

points to the 9.35% recommendation she presented in her direct 244 

testimony.  245 

Q25. What do you conclude from her adjustment? 246 

A. Her adjustment demonstrates the circular logic inherent in her position.  247 

Although Ms. Freetly has recognized, to some extent, the added 248 

financial risk to IAWC that her imputed 42% equity ratio represents, the 249 

need for this adjustment arises from Ms. Freetly’s incorrect argument 250 

that IAWC is required to demonstrate that it has a greater degree of 251 
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business or operating risk than that of AWW.  Ms. Freetly believes 252 

IAWC has an increased cost of capital due to IAWC’s affiliation with its 253 

unregulated parent, AWW.  She then recommends an imputed capital 254 

structure consisting of 42% common equity to supposedly remove the 255 

increased cost of capital.  However, Ms. Freetly then completes the 256 

circle when she agrees to adjust upward IAWC’s cost of equity, and thus 257 

cost of capital, to reflect the added financial risk her imputed capital 258 

structure imposes on IAWC. 259 

Q26. Does Ms. Freetly recommend a reduction to her cost of common 260 

equity if the RAC is approved? 261 

A. Yes.  Ms. Freetly recommends a 9 basis point reduction in the cost of 262 

common equity should IAWC’s original RAC be adopted.   263 

Q27. How has Ms. Freetly calculated her recommended adjustment to the 264 

cost of common equity based on the Company’s Revised RAC? 265 

A. Ms. Freetly merely states that the adjustment should be approximately 266 

2.4 times her original adjustment, or a reduction of 23 basis points to her 267 

revised cost of common equity recommendation for IAWC.  268 

Q28. Is Ms. Freetly’s recommendation appropriate? 269 

A. No.  As discussed by Ms. Ahern, Ms. Freetly’s return on equity 270 

adjustment for the RAC cannot be quantified despite Ms. Freetly’s 271 

attempts to do so.  Further, her use of historical data as to what RAC 272 

revenues might have been in the past if the RAC had been in effect 273 
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ignores the operation of the RAC in the test year.  In the test year, the 274 

RAC may produce much smaller levels of revenue recovery or refund, 275 

particularly if IAWC’s test year water sales forecast in this case is 276 

accurate.  The return on equity adjustment for the RAC would be much 277 

smaller, if any, if IAWC recovers less surcharge revenue through the 278 

RAC in the test year than would have been the case in the historical 279 

years.  Ms. Freetly admits that this could produce a lower return on 280 

equity reduction adjustment than she utilizes.  (See Ms. Freetly’s 281 

response to data request IAWC-ICC 5.04.)    282 

Q29. Ms. Freetly disagrees with your position that IAWC’s risk profile 283 

decreases as the Company increases its common equity ratio, 284 

resulting in lower cost debt financing for IAWC.  (ICC Staff Exhibit 285 

14.0, p. 9.)  Please respond.  286 

A. Ms. Freetly argues that IAWC does not derive any benefit with respect 287 

to its debt costs from increases to its equity ratio, since IAWC obtains its 288 

debt financing through its financing affiliate, American Water Capital 289 

Corp. (“AWCC”).  In fact, IAWC is responsible for raising its own debt 290 

capital.  The Financial Services Agreement between AWCC and IAWC 291 

allows IAWC to obtain debt financing independently of AWCC if it so 292 

chooses.  Further, it is incumbent on IAWC to consider third party debt 293 

financing and compare the cost of such financing with that of the cost of 294 

debt available through AWCC.  The Company performs this comparison 295 

when in the process of securing new debt, and includes its analysis in 296 
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the Part 240 financing reports it provides to the Commission.  The 297 

Company strives to maintain a reasonable capital structure so that it can 298 

avail itself of advantageous financing opportunities that may arise.  This 299 

includes having a capital structure that would allow IAWC to take 300 

advantage of cost effective financing options outside the AWW system.  301 

Ms. Freetly’s proposed capital structure would impede the Company’s 302 

ability to meet this goal.   303 

Q30. Ms. Freetly also asserts that you did not properly compare the facts 304 

of the Aqua Illinois rate case; specifically, that Aqua Illinois raises its 305 

own debt capital.  Please respond. 306 

A. First, Ms. Freetly admits that she has not done a complete comparison 307 

of the facts of the Aqua Illinois rate case to this one.  She simply states 308 

that the debt cost of Aqua Illinois would reflect the utility’s equity ratio, 309 

not that of its parent.  I agree with Ms. Freetly’s comment, but that was 310 

not the point of my reference to Aqua Illinois.  My point was that Aqua 311 

Illinois’ capital structure, as approved in its most recent rate case, 312 

contained an equity ratio of 53.31%, although its parent, Aqua America, 313 

had an equity ratio of 43.40%.  Yet, the Commission Staff did not impute 314 

debt to Aqua Illinois’ capital structure as the Staff is doing to IAWC in 315 

this proceeding. 316 

Q31. Please respond to Ms. Freetly’s discussion of your testimony on her 317 

adjustment to the balance of short-term debt.  (ICC Staff Exhibit 14.0, 318 

p. 2.) 319 
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A. Ms. Freetly maintains that there is no need to correct her calculated 320 

balance of short-term debt since her adjusted balance is not reflected in 321 

the AFUDC rate.  322 

Q32. Is her basis for recognizing the amount by which IAWC’s actual 323 

short-term debt balances have exceeded projections over the May 324 

2009 through December 2011 period appropriate? 325 

A. I believe Ms. Freetly is partially correct.  However, Ms. Freetly is still 326 

overstating the extent to which the Company’s projected monthly short-327 

term debt balances were less than the actual monthly balances, since 328 

the gross amount of short-term debt is not the amount necessarily 329 

included in the capital structure for ratemaking purposes. 330 

VI. RESPONSE TO AG WITNESS MR. SMITH 331 

Capital Structure 332 

Q33. Please respond to Mr. Smith’s assertion that Staff’s proposed capital 333 

structure “reflects a more suitable proportion of short term debt,” 334 

and is “more reasonable and appropriate than IAWC’s proposal.”  335 

(AG Exhibit 4.0, p. 2.) 336 

A. Mr. Smith did not present any basis for the capital structure he used to 337 

compute IAWC’s revenue requirement, other than stating simply that 338 

Staff’s analysis on direct appears to be more reasonable than IAWC’s 339 

request.  Therefore, his recommendation should be disregarded. 340 

Q34. Do you agree with Mr. Smith that the use of IAWC’s historical short-341 

term debt ratios is appropriate and necessary and should be 342 
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reflected in IAWC’s capital structure? 343 

A. No, I do not.  Use of IAWC’s historical short-term debt ratios do not 344 

reflect the Company’s projected short-term debt ratio which is a function 345 

of, in part, the Company’s projected financing plan.  Thus, using an 346 

historical short-term debt ratio results in a disconnect between the 347 

Company’s planned financing activities and their impact on future levels 348 

of short-term debt.   349 

Q35. Is short-term debt IAWC’s lowest cost source of investor provided 350 

capital as Mr. Smith alleges? 351 

A. AWCC provides a short-term credit line to IAWC, where the primary 352 

source of short-term capital is commercial paper backed by a credit 353 

facility.  Short-term debt provides liquidity and allows the Company to 354 

meet its working capital needs.  However, while short-term debt is 355 

typically the lowest cost source of external capital, the use of short-term 356 

debt also exposes the Company to the risk of unexpected increases in 357 

interest rates.  Thus, if the Company were to carry a large short-term 358 

debt balance, then an unexpected increase in interest rates would 359 

cause the Company to incur a significant increase in interest expense, 360 

as it would not be able to immediately convert its short-term debt to 361 

common equity, or to long-term debt to lock in a fixed rate.  Locking in 362 

long-term rates mitigates the risk of interest rate increases to the 363 

Company.  Though short-term rates are attractive at the present, and 364 

have generally been low since at least 2009, the Company is mindful of 365 
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their potential to increase.  Further, long-term debt rates have also been 366 

at low levels for many months and the Company has taken advantage of 367 

that through the issuance of both new long-term debt and the 368 

refinancing of existing long-term debt at lower rates.   369 

Q36. Do you agree with Mr. Smith’s statement that short-term debt “is an 370 

economic form for financing a portion of IAWC’s utility operations, 371 

and should therefore be reflected in the capital structure”?  (AG 372 

Exhibit 4.0, p. 3.) 373 

A. Like most utilities, the Company uses short-term debt as bridge 374 

financing to fund its working capital needs, including capital 375 

expenditures, until it is able to arrange long-term financing.  The 376 

subsequent conversion of short-term debt to either long-term debt or 377 

common equity allows the Company to better match the lifespan of its 378 

assets with the lifespan of its liabilities.  In addition, as previously noted, 379 

the conversion of short-term debt to long-term debt enables the 380 

Company to manage its risk by locking in a long-term rate.  This risk is 381 

also reduced when short-term debt is converted to common equity.  The 382 

extent to which short-term debt is included in the Company’s capital 383 

structure is determined by Section 285.4020 (Schedule D-2: Cost of 384 

Short-term Debt) of the Part 285 Standard Information Requirements in 385 

filing for an increase in rates. 386 

Cash Working Capital 387 
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Q37. Does Mr. Smith maintain his position from his direct testimony that 388 

the Commission should authorize a 21-day collection lag? 389 

A. Mr. Smith does not change his position regarding collection lag, instead 390 

he simply reiterates his direct position in his rebuttal testimony.  He 391 

continues to assert that the Commission should apply the same 21-day 392 

collection lag that was approved in IAWC’s last rate case, Docket No. 393 

09-0319.  However, simply adding more explanation to his position does 394 

not cure its fatal flaw: the designation of an arbitrary collection lag of 21-395 

days.  As I stated in my rebuttal testimony (pp. 30-31), Mr. Smith 396 

ignores the fact that IAWC has prepared a lead/lag study in this case 397 

that provides actual calculated collection lags based on actual customer 398 

payments.  399 

Q38. Mr. Smith also contends IAWC’s new lead-lag study suffers the same 400 

deficiency as the lead-lag study in Docket No. 09-0319; that it 401 

“reflects excessive collection lags” and fails to address and remove 402 

“the distorting impact of carrying in accounts receivable amounts 403 

that are uncollectible.”  (AG Exhibit 4.0, p. 18.)  Please respond.  404 

A. As noted previously, the collection lag is based on actual lags indentified 405 

in the Company’s new lead-lag study, as directed by the Commission in 406 

Docket No. 09-0319.  Further, Staff accepts the Company’s proposed 407 

collection lag.  Thus, Mr. Smith’s criticism should be ignored.  408 

Q39. Does Mr. Smith testify that the only way to remedy this distortion is 409 

to use a 21-day collection lag? 410 



IAWC Exhibit 6.00SR 
 

-19- 
 

A. No.  In fact, Mr. Smith states that there are a number of other valid 411 

alternatives to remedy the collection lag calculation and he admits his 412 

proposal is simply a “reasonable approximation” of actual collection lag.  413 

(AG Exhibit 4.0, p. 18.)   414 

Q40. Is IAWC’s proposal one such “valid alternative”? 415 

A. Yes, and the preferred approach.  Rather than use an “approximation, 416 

as Mr. Smith suggests, IAWC proposes to use its actual, calculated 417 

collection lag.  418 

Q41. Please respond to Mr. Smith’s contention that the payment lag 419 

applied to AWWSC payments should be adjusted to “commercially 420 

reasonable terms.”  (AG Exhibit 4.0, p. 19.) 421 

A. The Commission has approved the AWWSC Agreement, which includes 422 

the requirement that IAWC prepay management fees.  Staff witness 423 

Kahle also noted this fact in his testimony, and recommends that Mr. 424 

Smith’s adjustment be rejected as well.  I also addressed this issue in 425 

my rebuttal testimony, noting that modifying the prepayment terms of 426 

the AWWSC agreement would require IAWC to pay additional overhead 427 

fees to AWWSC to cover the cost incurred by AWWSC to obtain 428 

working capital.  Thus, fees could increase if AWWSC had to fund its 429 

own CWC needs. 430 

Q42. Does the fact that a purportedly similar adjustment made in another 431 

jurisdiction require that the Commission approve the adjustment in 432 
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this case? 433 

A.  No, it does not.  Mr. Smith has made no demonstration that the facts 434 

and circumstances of the Pennsylvania decision he refers to are in any 435 

way similar to this case.  Further, the adjustment to Pennsylvania 436 

American’s CWC amount does not result in a reduced allocation of 437 

management fees to Pennsylvania American, or other AWW operating 438 

companies.  Pennsylvania American is simply not recovering the total 439 

cost of its CWC.  This unfair adjustment should not be imposed on 440 

IAWC in this proceeding as well. 441 

Q43. Do you consider it appropriate to present testimony in Illinois that 442 

concerns the ratemaking treatment of other jurisdictions? 443 

A. No.  Given the Commission’s clear decision on this issue in Docket No. 444 

09-0319, one could just as easily take the position that the Pennsylvania 445 

Commission should revise its practice to follow the guidance of Illinois.  446 

Pension Asset 447 

Q44. Mr. Smith alleges that the $420 million AWW pension liability as of 448 

December 31, 2011 is evidence that investors do not fund the AWW 449 

pension plan in which IAWC participates.  (AG Exhibit 4.0, pp. 23-24.)  450 

Please respond. 451 

A. The AWW plan is currently underfunded, but that has no bearing on the 452 

calculation of the appropriate pension liability or asset for IAWC.  As I 453 

noted in my rebuttal testimony (p. 38), the pension assets in the AWW 454 
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Plan must be kept separate from business accounts, such as those of 455 

IAWC.  The pension plan is an external trust and is not included on the 456 

balance sheet of Illinois-American Water.  Therefore, the funding level of 457 

the pension trust is not appropriate for consideration in determining 458 

rates.  In addition, I noted that the AWW Pension Plan Actuarial Report's 459 

unfunded pension position and ERISA Funded Position Funding 460 

shortfall amounts are not determinative of whether, for ratemaking 461 

purposes, IAWC has a pension asset.  The Company's pension asset is 462 

calculated based on IAWC’s share of FAS 87 pension expense and 463 

IAWC’s share of ERISA contributions.  In fact, AWW has been 464 

increasing its contributions to reduce its underfunded position. 465 

VII. REVISIONS TO LT DEBT, WACC, AND CWC 466 

Q45. Do you have any updates to the Company’s cost of long-term debt? 467 

A. Yes, I do.  IAWC has identified a debt refinancing opportunity.  468 

Specifically, the Company is currently planning to refinance its 5.50% 469 

tax-exempt first mortgage bond on June 11, 2012.  This bond currently 470 

has a face amount outstanding of $6.84 million.  The expected interest 471 

rate on the reissue is a blended rate of 3.73%, resulting in expected 472 

annual interest savings of approximately $121,000.  The Company’s 473 

embedded cost of long-term debt for the test year will be reduced from 474 

6.07% to 6.04%, as shown on IAWC Exhibit 6.01SR. 475 

Q46. Please explain what you mean by a “blended rate.” 476 

A. In an attempt to match the remaining term of the $6.84 million issue to 477 
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be refunded, which is 14.5 years, the Company is issuing two 478 

promissory notes to AWCC, one in the amount of $3,597,090 that will 479 

mature in five years (2017) and the other in the amount of $3,242,910 480 

that will mature in 25 years (2037).  These amounts were determined by 481 

applying the percentage of 52.59% related to the five-year maturity and 482 

47.41% related to the 25-year maturity, which results in a weighted 483 

average maturity of 14.5 years, to the amount to be refunded of $6.84 484 

million.  The rate on the five-year bonds is 2.65% and the rate on the 485 

25-year bonds is 4.925%.  The calculation of the 3.73% blended rate is 486 

shown below: 487 

 

 

Q47. Do you have any updates to the Company’s balance of common 488 

equity? 489 

A. Yes, I do.  Subsequent to the filing of my rebuttal testimony, I learned 490 

that the Company’s planned equity infusion for $20 million in September 491 

2012 had been reduced to $15 million. The impact on the Company’s 492 

capital structure is a reduction of $5 million to the balance of common 493 

equity since this financing occurs in September 2012 and will, thus, be 494 

fully reflected in the Company’s test year. 495 

Q48. What is the impact of the change to the embedded cost of long-term 496 

Principal 

Amount

2017 Bonds (5 

yrs) @ 2.65%

2037 Bonds (25 yrs) 

@ 4.925% Blended Rate

6,840,000$       3,597,090$             3,242,910$                  3.73%
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debt and the reduction to the common equity balance on the 497 

Company’s WACC? 498 

A. As shown on IAWC Exhibit 6.03SR, these changes reduce the 499 

Company’s WACC to 8.65%, which reflects Company witness Pauline 500 

Ahern’s cost of common equity recommendation of 11.25%. 501 

Q49. Have you revised the Company’s Cash Working Capital balance? 502 

A. Yes, I have revised the Company’s CWC balance to reflect minor 503 

changes to the Company’s income statement.  The updated CWC 504 

balance is $3,503,000, as shown on IAWC Exhibit 6.02SR. 505 

Q50. Does this conclude your surrebuttal testimony? 506 

A. Yes, it does.  507 


