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MEMORANDUM

To:

Missouri Public Service Commission's Official Case File



Case No. EO-2002-215, Aquila, Inc. f/k/a UtiliCorp United Inc.

From:

David Murray, Financial Analysis Department

Subject:
Staff's recommendation for approval of the Second Amended Application of Aquila, Inc. for authority to acquire, indirectly, the shares of Avon Energy Partners Holdings, which owns and operates Midlands Electricity plc.

Date:
April 16, 2002

/s/ David Murray 04-16-02


/s/ Steven Dottheim 04-16-02
Approved by:
_________________________________
______________________________



Project Coordinator / Date


General Counsel's Office / Date

Aquila, Inc.

On March 18, 2002, Aquila, Inc. (Aquila), filed a Motion For Supplemental Order Or Alternatively Second Amended Application for authority to acquire, indirectly, seventy-nine and nine tenths percent (79.9%) of economic interest in Avon Energy Partner Holdings (Avon), the parent company of Midlands Electricity plc (Midlands), a Birmingham, U.K. based electric distribution company.  FirstEnergy will retain the other twenty and one tenths percent (20.1%) economic interest.  Each party will control fifty percent (50%) of the voting power of Avon, which is the same voting power sharing Aquila requested in the original partnership agreement.   

Aquila filed its original application on October 30, 2001, pursuant to Section 393.190 RSMo. 2000 and 4 CSR 240-2.060(12), requesting authority to acquire the shares of Avon, from FirstEnergy Corp. (FirstEnergy).  According to its original application, Aquila had made a written offer to FirstEnergy to acquire one hundred percent (100%) of the outstanding shares of Avon from EI UK Holdings, Inc. (EI UK).  Under the original agreement, Aquila and EI UK were to execute the agreed-upon form of the Stock Purchase Agreement for the purchase and sale of all the outstanding shares of Avon.  Under the original agreement, Aquila intended to invest in the equity of Avon on a 50-50 basis with a financial partner, now known to have been Deutsche Bank.  As mentioned previously, under the original agreement the partners would have had 50-50 voting power.

In a Notice to the Commission filed on December 13, 2001, Aquila indicated that Midlands, through its wholly owned subsidiary Midlands Power International Limited, held a twenty-seven percent (27%) interest in Teeside Power Ltd. (Teeside), a power generation project located in the UK.  The Teeside generation project had significant long-term power sales contracts with Enron.  Avon’s projected earnings from Teeside were **___________** for calendar year 2001. The uncertainty of the status of these contracts caused Deutsche Bank to withdraw as a prospective partner with Aquila in this transaction.  If Aquila had chosen to proceed without a financial partner as contemplated by the original agreement, then this would have caused significant changes to the pro forma adjustments Aquila provided in its original application.  If this had occurred, then Aquila would have had to consolidate Avon’s existing $1.7 billion of debt with Aquila’s own balance sheet, which would have caused Aquila’s total debt to total capital ratio to be approximately 60%.  This would have been a significant change from the original pro forma indication of 49% total debt to total capital.  Consequently, on December 17, 2001, in a Staff Response, Staff recommended that the Commission require Aquila to file a new application if Aquila determined to proceed with the Avon acquisition under different financial arrangements.  Accordingly, the Commission conditioned its Order Approving Application on December 18, 2001, by indicating in paragraph 3:

That the authority granted in this order is conditioned on the participation of a financial partner and the representations described in the application, particularly paragraphs 8 and 12.  If UtiliCorp United Inc., determines to proceed differently UtiliCorp shall file a new application.

Paragraph 8 of Aquila’s original application indicated the following:

UtiliCorp has made a written offer to FirstEnergy to acquire one hundred percent (100%) of the outstanding shares of Avon from EI UK.  GPU is expected to merge with FirstEnergy prior to December 31, 2001.  After the closing of the GPU/FirstEnergy merger, UtiliCorp expects that UtiliCorp and EI UK will execute the agreed-upon form of the Stock Purchase Agreement for the purchase and sale of all the outstanding shares of Avon.  UtiliCorp expects to invest in the equity of Avon on a 50-50 basis with a financial partner (the “Partner”).

According to the second amended application, Aquila expects to acquire an indirect 79.9% economic interest in Avon, with FirstEnergy retaining the remaining 20.1% economic interest.  Aquila represented to Staff that after Deutsche Bank withdrew from the original agreement, Aquila chose not to pursue further negotiations with Deutsche Bank concerning the revised transaction.  Under the new agreement, Aquila will not have to perform the initial transaction in which it would acquire 100% of the outstanding shares of Avon before achieving its previously proposed 50% economic interest.  Under the new agreement, Aquila will purchase, through its subsidiary Aquila Europe, Inc., the Class A Membership Interests of Aquila Sterling Holdings LLC (Aquila LLC), which will be the joint venture vehicle that combines the ownership interests of Aquila and FirstEnergy in Avon (see Attachment C).  The Class A Membership Interests represent a 79.9% economic interest and a 50% voting interest in the newly formed Aquila LLC.

Paragraph 12 of Aquila’s original application indicated the following:

UtiliCorp, through an acquisition vehicle owned by a UtiliCorp subsidiary and the Partner, will acquire one hundred percent (100%) of the outstanding shares of Avon.  The purchase price for the shares is US$362 million.  In addition, Avon and its subsidiaries, including Midlands, will maintain significant indebtedness following the acquisition.  All of that indebtedness will be non-recourse to UtiliCorp.  UtiliCorp may, however, borrow (or guarantee the borrowing by the acquisition vehicle of) monies to fund its pro rata share of the purchase price (equal to its percentage interest in the joint venture vehicle).  A diagram of the proposed investment structure is attached hereto, marked as Appendix 3, and made a part hereof for all purposes.

As mentioned previously, Aquila will no longer acquire 100% of the outstanding shares of Avon.  Under the new agreement, Aquila will purchase a 79.9% economic interest and a 50% voting interest in the entity Aquila LLC, which will own Avon, by the purchasing of Class A Membership Interests.  In order to acquire the increased economic interest in Aquila LLC, Aquila will have to make an investment of $261 million (79.9% economic interest) compared to the $200 million (50% economic interest) investment contemplated in the original application.  This increased investment is a result of the additional economic interest that Aquila has under the new agreement.  Although Aquila will have an increased investment in the new agreement, the overall value of the investment has decreased by $60 million as a result of the elimination of the Teeside revenues from the Enron contracts.  Therefore, the cost of the investment has been adjusted downward to reflect the loss of the Enron contracts.

The most important representation Aquila made in paragraph 12 of its original application remains in place under the new agreement.  Aquila LLC will carry all of the debt of Avon on Aquila LLC’s balance sheet.   This debt will be nonrecourse to Aquila, which means that Aquila cannot be held legally accountable for Aquila LLC’s debt.  Additionally, Aquila LLC’s debt will not be consolidated with Aquila’s balance sheet.  Although Aquila is increasing its economic interest to 79.9%, it is splitting the voting interest 50-50 with FirstEnergy.  As a result, Aquila does not have a controlling interest in the new entity, Aquila LLC.  If Aquila does not have effective control over Aquila LLC, then it is not required to consolidate the debt of Aquila LLC with that of Aquila.  In response to Staff DR 3802, Aquila cited the Emerging Issues Task Force (EITF) Issue #96-16 to validate that “consolidation of the subsidiary’s assets and liabilities is prohibited when the majority owner does not unilaterally control the Board and operations.  UtiliCorp and FirstEnergy included these provisions in the PSA [Purchase And Sale Agreement] to ensure that neither party can cause an accounting consolidation.” EITF Issue #96-16 explains the generally accepted accounting principle that identifies when consolidation of financial statements is appropriate.  This arrangement provides Staff with some comfort that the credit ratings of Aquila would not be downgraded as a result of the terms of the new agreement.  

In Staff DR 3802, Staff asked Aquila:  “If any type of action were to be taken, by either UtiliCorp or FirstEnergy Corp., that would cause the debt of Aquila LLC, Aquila UK and the Acquired Companies to become consolidated with that of UtiliCorp, does UtiliCorp plan to file with the Missouri Public Service Commission for permission to allow such action to take place?”  (Aquila UK is the UK-based parent that will hold the investment interest in Avon.)  In its response, Aquila stated the following:

UtiliCorp expects to develop a relationship with a new long-term partner or partners who will acquire the FirstEnergy interest and probably part of the UtiliCorp interest, within the next few years.  In the unlikely event that UtiliCorp seeks to increase its interest in these companies, it will first obtain any approvals that are required from the Missouri Public Service Commission.  That could arise in conjunction with the Put provision on the sixth anniversary, and such approval is specifically contemplated in Section 5 of the LLC agreement, which is Exhibit E to the PSA.  A copy is being provided in response to DR 3803.

The Put provision that Aquila referred to in its response to DR 3802 is **_________________
________________** of the Amended and Restated Limited Liability Company Agreement of Aquila Sterling Holdings LLC.  This option allows FirstEnergy to require “**_______________
______________________________________________________________________________
______________________________________________________________________________
___________________________________________________________________**”  EI UK is the FirstEnergy subsidiary that would hold the 20.1% interest of FirstEnergy.  The Put Option would require Aquila’s wholly-owned subsidiary Aquila Europe, assuming it is still a party to this contract, to acquire all of the remaining interests in Aquila LLC.  If this were to happen, then the financial statements of Aquila LLC, including the outstanding debt, would become fully consolidated with that of Aquila.  

Although in response to DR 3802 Aquila has expressed an intent to “obtain any approvals that are required from the Missouri Public Service Commission,” Staff believes that the Commission should explicitly require Aquila to submit any future proposed transactions that may cause the financial statements of Aquila LLC to become consolidated with Aquila to the Commission for approval.  Staff will propose this condition at the end of its recommendation.       

According to Appendix 4 attached to Aquila’s Motion For Supplemental Order or Alternatively Second Amended Application, it appears that Aquila expects the funding of this proposed acquisition to eventually be 50% debt and 50% equity.  However, in anticipation that the transaction will initially be funded entirely by debt, the analyses performed on the financial impact of this acquisition assumed the funding was 100% debt.  It should also be noted that the financial information provided is still based on June 30, 2001 data.  Although December 31, 2001 information was available at the time the amended application was filed, Staff believes that the use of June 30, 2001 information gives insight as to the impact of the new transaction versus the original transaction, which has already been approved.  If there has been a change in the financial condition of Aquila since June 30, 2001, it is not a result of the transaction proposed in either the original or amended application.   

Assuming the most conservative scenario, 100% debt funding for the acquisition of the Avon stock, I performed an analysis of the financial impact that Aquila’s acquisition will have on its financial viability.  Based on current and pro forma financial statements submitted with the Application, Aquila's capital structure as of June 30, 2001, consisted of 44.50% long-term debt, 2.70% short-term debt, 6.30% preferred stock, and 46.50% common equity.  On a pro forma basis showing the full effect of the additional $261 million in long-term debt, the Aquila's capital structure would consist of 47.20% long-term debt, 2.60% short-term debt, 6.00% preferred stock, and 44.20% common equity (see Attachment A).  

Aquila’s stock transaction, conservatively assuming that it will be funded with 100% debt, would increase its percentage of total debt to total capital by 2.60%, from 47.20% to 49.80%.  The original agreement indicated an increase of 1.80% from 47.20% to 49.00%.  This debt ratio as of June 30, 2001 is supported by debt ratios contained in credit ratings above BBB rated electric utilities.  As a result of the minor relative impact of the additional debt, Staff does not have a concern about the Aquila's future credit rating and its ability to attract capital as a result of this transaction.

The Staff has also reviewed other pro forma financial data submitted by Aquila (see Attachment B).  The June 30, 2001 pro forma pre-tax interest coverage of 3.40x is actually above the high end of the range for similarly rated electric utilities.  The June 30, 2001 pro forma funds from operations interest coverage ratio of 3.60x is similar to that for BBB rated electric utilities.  The June 30, 2001 pro forma funds from operations to total debt ratio of 31.3% is supported by ratios in credit ratings above that of BBB rated utilities.  Considering all of these factors, it is the Staff's opinion that this transaction should not affect Aquila’s ability to attract capital.  

Although the amended application does not contain the same commitments contained in paragraph 16 on pages 5 and 6 of Aquila’s original application, Staff presumes that Aquila intends to keep these initial commitments.  The Staff still agrees with these commitments and relies upon them in making its recommendation for approval of the amended application.

In conclusion, the Staff believes that the new transaction described in Aquila's amended application will not be detrimental to the ratepayers of its Missouri Public Service and St. Joseph Light & Power divisions.  The Staff recommends that the Commission approve Aquila's amended application, with the following conditions applicable to the proposed transaction:

1. That nothing in the Commission's order shall be considered a finding by the Commission of the value of this transaction for rate making purposes, and that the Commission reserves the right to consider the rate making treatment to be afforded this transaction in any subsequent proceeding.

2. That the Commission's order shall not be deemed precedent for any future transaction even if the facts may be similar.

3. That any adverse financial effects of this acquisition shall be borne by Aquila's stockholders and not by Missouri ratepayers.

4. That all records pertaining to these transactions shall be maintained at Aquila's headquarters at 20 West Ninth Street Kansas City, Missouri 64105-1704 and made available to the Staff as the Staff deems necessary.

5. That Aquila shall be prepared to provide documentation of proper cost allocations to non-regulated entities.

6. That Aquila shall include any costs borne by Missouri Public Service and St. Joseph Light & Power divisions related to these non-regulated subsidiaries in the monthly surveillance reports sent to the Staff.

7. That Aquila shall not take any action that would cause the financial statements of Aquila LLC to become consolidated with those of Aquila until it files and receives approval to do so from the Missouri Public Service Commission.

Attachments:

A - Pro Forma Capital Structure as of June 30, 2001




B - Selected Pro Forma Financial Ratios as of June 30, 2001




C - Proposed Ownership Structure

