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Section 1: Overview-Executive Summary

The Missouri Public Service Commission directed its Staff to review and report on the
evolving financial situation at Aquila, Inc. and the implications that situation has on Aquila’s
regulated operations in Missouri. Aquila’s Missouri regulated operations consist of separate
service areas for electric and natural gas service certificated to Aquila, Inc. d/b/a Aquila
Networks-MPS (MPS, formerly UtiliCorp United Inc. d/b/a Missouri Public Service), Aquila,
Inc. d/b/a Aquila Networks-L&P (L&P, formerly UtiliCorp United Inc. d/b/a St. Joseph Light &
Power) and steam heating sérvice certificated undgr L&P. MPS and L&P are divisions of
Aquila. Aquila acquired L&P through a $282 million merger at the end of 2000.

The Staff was to prepare a report of the information relevant to the Commission’s
inquiry. The report was to be submitted to the Commission by the beginning of December 2002,
There is no discussion of any open case included in this report. Any issues regarding Aquila’s
financial condition relevant to those cases will be addressed in each of the specific cases. This
includes any open Purchase Gas Adjustment (PGA) and Actual Cost Adjustment (ACA) case.

Following Enron’s collapse last year, many energy companies have suffered from falling

power prices, decreased trading activity and lowered investor confidence, as ‘well as an ‘il‘ldustry;
wide credft squeeze. This. situation has had a significantly negative imbact o_n Aquiiﬁ’s financial
cohdition,. forcing it to sell assets, cut costs and seek other means to raise cash. Aquila’s
deteriorating financial condition has created a significant and growing level of concern regarding
the ultimate impact of this situation on Aquila’s Missouri regulated utility operations. This

concern increases over time as Aquila’s financial condition fails to stabilize and continues to be

challenged. The consequences to Missouri’s regulated operations resulting from all these

Page 1




changes are becoming an issue to a growing number of people. All of these changes are
increasingly important to consumers served by Aquila, the investment community and the
Missouri Public Service Commission. In its work during the past several weeks, the Staff has
been seeking information to gain a greater and more detailed understanding of Aquila’s current
financial position, its provision of customer service and its future ability to provide safe and
reliable service at just and reasonable rates. The Staff does not know the ultimate impact of
Aquila’s financial troubles, but will address, in this report, the options the Commission has
available to it to effectively handle any potential negative hnﬁécts that Aquila’s financial
troubles may have on its Missouri operations.

History has shown that no one has publicly been ‘able to predict the next change to
Aquila’s financial condition. Tﬁe start unfortunately cannot pur an end to the speculation ana
_opinion‘ that .is certain to .con;tinue to evolve with any new negative information regarding
Aquila’s financial condition, While it is not the Staff’s intent through this report to add to the
level of speculation and opinions regarding Aquila’s ultimate financial outcome, Staff must still
proceed with its investigation and has done S0.

Staff has initiated the process of monitoring, identifying, evaluating and documenting
potential negative implications ﬁém the deterioration of Aquila’s financial condition. lhlSﬁI:c-port
provides the results of Staff’s review and examination of Aquila’s Missouri regulated operations.
The Staff will recommend to the Commission enforcement options be exercised whenever
suitable arrangements cannot be made with Aquila to address an immediate concern, Staff
currently has two Data Requests (DRs) still outstanding, is awaiting updates on two more and

needs additional time to review information just recently received from Aquila due to training
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and other cases. Staff will do a supplement to this report as circumstances warrant or as directed

by the Commission.
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Section 2:  Background

A. __ Aquila Before the Enron Collapse

This section provides background material regarding the entity now called Aquila.

Aquila’s Corporate Structure and Operations

Aquila was founded in 1917 as gLiqreeq_ Light and Power Company. i This operation grew
into the provision of electric, natural gas and water regulated services in Missouri. -Agutta—
changed its name to the Missouri Public Service Company (MPS) in 1927, to UtiliCorp United,
Inc. in 1985 and finally to Aquila in 2002. Aquila maintains its headquaﬁers at 20 West 9"
Street in Kansas City, Missouri.

Between 1985 and 2002, Aquila grew from a medium-sized electric | utility to an
international energy and risk management company into one of the largest wholesalers of
electricity and natural gas in North America. By 2002, Aquila owned and operated electrical and
natural gas distribution networks in seven states of the United States of America as well as
distribution networks in Canada, New Zealand and Australia. As of December 31, 2001, Aquila
had total assets of $12 billion and annual sales of $40 billion. The chart below shows the growth

in Aquila’s assets and sales over the past eleven years.
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Assets Sales
1991  $2,400,000,000 $1,700,000,000
1992  $2,500,000,000 $2,300,000,000
1993 $2,800,000,000 $2,700,000,000
1994  $3,100,000,000 $2,400,000,000
1995  $3,900,000,000 $2,800,000,000
1996  $4,700,000,000 $4,300,000,000
1997  $5,100,000,000 $8,900,000,000
1998  $6,100,000,000 $12,500,000,000
1999  $7,500,000,000 $18,600,000,000
2000 $14,100,000,000 $29,000,000,000
2001  $12,000,000,000 $40,000,000,000

In 2001, Aquila was organized and managed as four business segments. These business
segments were: 1) Energy Merchant, 2) U.S. Networks, 3) International Networks, and
4} Services. In November 2001, Aquila combined its U.S. Networks segment and its

International Networks segment into the Global Networks business segment.

Energy Merchant Business Segment

Aquila’s Energy Merchant business segment provided risk management products and

services, traded energy-related and other commodities, and marketed natural gas and electricity

to industrial and wholesale customers in the United States and Canada. Merchant Services also
marketed energy in Europe through its offices in the United Kingdom, Germany and Norway. In

,_ 2001, Aq_pi_laf; merchant services business had $37.7 billion in sales, which accoqnted for 94%
of‘ Aquila’s totalksgiv:es,:, anci con,tribulted 65% of Aqurila’s earnings before interes_t_an& ta;ce.sl_-
(EBIT). At D_ecember\31, 2001, Merchant Services had $6.2 billion in assets, or 52% of
Aquila’s total assets. The energy-trading component of Merchant Services (the business recently

exited by Aquila) alone accounted for 90% of total company revenue, which made it one of the

top trading companies in the United States.
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U.S. Networks Business Segment

As a component of its Global Networks Group, Aquila’s U.S. Networks’ operating
divisions in the U.S. serv.es approximately 349,000 electric distribution customers in three states:
Missouri, Kansas and Colorado; and 831,000 natural gas distribution customers in seven states:
Missouri, Kansas, Colorado, Nebraska, Iowa, Michigan and Minnesota. Hts seven domestic
utility divisions are Aquila Networks-MPS, Aquila Networks-L&P, Kansas Public Service,
Peoples Natural Gas, WestPlains Energy, Northern Minnesota Utilities and Michigan Gas
Utilities.

In 2001, U.S. Networks had approximately $2.3 billion in sales, which accounted for
5.6% of total company sales, and contributed 16.7% of total company EBIT. At December 31,

2001, U.S. Networks had $3.5 billion in assets, or 29.4% of total company assets.

International Networks Business Segment

The second component of Aquila’s Global Networks Group, Aquila’s International
Networks oper_ated electric and gas utility networks in Australia, New Zealand and Canada.
Aquila managed and was 34% owner of United Energy in the Australian State of Victoria.
United Energy has four business units: Distribution, Energy Merchant, Utili-Mode and
UeComm. The Distribution unit serves 1.1 million electricity and gas customers in Melbourne
and the Momington Peninsula. UeComm, a telecommunications business, has developed
networks in Sydney, Melbourne and Brisbane. Utili-Mode offers energy-related “back office”
| services including call center, billing, metering and account collection functions. The Energy
Merchant business buys and sells electricity in the wholesale market, trades related commodities,

and sells risk management products.
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Aquila and United Energy jointly own 45% of AlintaGas Limited, a natural gas
distributor in the state of Western Australia. AlintaGas is based in the city of Perth and has more
than 430,000 customers.

Aquila owned 55% of UnitedNetworks Limited (UnitedNetworks), a company that serves
approximately 600,000 customers, mostly in the Auckland and Wellington areas.
UnitedNetworks is one of New Zealand’s largest network infrastructure companies, distributing
energy to about 30% of the country’s electricity consumers and more than half of New Zealand’s
natural gas consumers. It also owns and manages a telecommunications networks business.
Aquila created UnitedNetworks in 1998 by combining the electrical distribution operations it
acquired from three different New Zealand utilities, and later a natural gas network. On
October 11, 2002, Aquila announced the sale of UnitedNetworks with its share of the proceeds
estimated to be approximately $362 million,

Aquila has been operating in Canada since its acquisition of West Kootenay Power in
1987. In February 2000, Aquila acquired TransAlta Corporation’s distribution and retail
operations in Alberta for $480 million. Aquila operates this business as Aquila Networks
Canada (Alberta), Ltd.

In 2001, Aquila’s International Networks unit had approximately $354 million in sales,
which accounted for less than 1% of Aquila’s total sales, and contributed 17% of Aquila’s EBIT.
At December 31, 2001, International Networks had $1.9 billion in assets, or 16% of total
Company assets. The major change in Aquita’s International Networks business is the sale of its
utility operations in New Zealand. On a going-forward basis, Aquila’s International Networks

business will consist only of its utility businesses in Australia and Canada.
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Services Business Segment

In 2001, this segment primarily consisted of Quanta Services and Aquila
Communications Services. During 2001, (Aquila held a 38.5% equity interest in Quanta
Services, a Houston-based firm that builds and maintains networks camrying energy and
telecommunjcﬁtions. In 2001 and the beginning of 2002, Aquila spent considerable time and
resources trying, unsuccessfully, to achieve control over Quanta’s operations.

Formed in early 2000, Aquila Communication Services provided a range of broadband
services including local and long-distance voice, high-speed Internet access and digital television.
Aquila’s current efforts are concentrated in the Midwest region in partnership with Unite, a
competitive local exchange carrier serving an area north of Kansas City, and Everest Connections
Corporation, a St. Louis-based telecommunications company involved in the construction and
operation of broadband fiber-optic networks to homes and businesses. During 2001, Aquila
decided to ]jmit\its fiber-optic communications business to the Kansas City market. As a result, it
wrote off $16.5 million related to network design, long-term leases and other development costs
related to markets outside of Kansas City that it does not intend to develop.

B. Aquila Following the Collapse of Enron

The financial collapse of Enron saw the beginning of significant impacts on the utility
industry and, specifically, certain electric companies. Aquila was a company that was
significantly impacted following Enron’s financial demise. Enron formalized its financial
collapse by filing for bankruptcy on December 2, 2001. The impacts upon Aquila of the Enron
financial collapse can be illustrated by the change in Aquila’s debt credit ratings.

There are three credit rating agencies that rate the quality of the debt issued by various

entities, including utilities. These credit rating agencies are Standard and Poor’s, Moody’s and
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FitchRatings. At that time of the Enron bankruptcy filing, -Aquila (now Aquila) had the

following credit ratings:

Fitch BBB, Negative Watch
Standard and Poor’s BBB, Stable Outlook
Moody’s Baa3l, Stable Quilook

Credit rating agencies established higher financial thresholds for investment-grade
companies after Enron’s collapse. Aquila determined that under the new market conditions and
more stringent requirements recently established by credit rating agencies, it did not have
sufficient liquidity to continue in the trading business in its Energy Merchant Business segment.
Aquila indicated that by some estimates it would require $2.5 billion in cash or readily available
marketable securities in order to continue its trading operations.

Aquila has indicated that the rating agencies began expressing concemn regarding its
credit rating early in 2002. On February 27, 2002, FitchRatings downgraded Aquila credit rating
to BBB- with a stable outlook. The rating downgrade was cited as due primarily to Aquila’s
increasing dependence upon cash flows derived from its merchant energy business. (Aquila
Merchant Services, Inc.) This downgrade took into consideration the merchant energy business’
reliance on the parent company for funding and the merchant energy business’ need for funds to
support its ongoing interna! growth and high capital expenditures related to merchant generation
and gas storage.

Aquila’s financial problems attracted greater public notice with the announcement in
April 2002 by Moody's Investors Services that it was changing Aquila’s outlook to negative. In
response to this action, Aquila issued a press release on April 29, 2002, describing its current
focus on its balance sheet and investment grade rating. In this press release, Aquila stated that it

had taken a number of positive steps over the past 12 months to strengthen its balance sheet and
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liquidity position. Aquila announced that it has issued over $1 billion in equity, planned to sell
$500 million in less strategic assets, and was implementing cost-cutting and revenue-
enhancement measures with a goal of increasing earnings by $100 million. This initiative
became known as Project BBB+/Baal. This effort was intended to establish Aquila with an
investment grade debt rating from both Standard and Poor’s and Moody’s.

In addition to these actions, Aquila responded by reducing costs approximately $100
million, exiting the energy trading business, lowering its common stock dividend by 42%,
issuing $800 million of equity and debt to improve liquidity, establishing new revolving credit
lines, canceling the announced purchase of Cogentrix and selling assets as part of a §1 billion
divestiture program. Aquila initiated these actions to improve its credit rating and to strengthen
its balance sheet, and to meet Moody’s and Standard and Poor’s credit metrics requirements.
Aquila referred to this effort as part of its “Project BBB+/Baal.”

On May 21, 2002, Moody’s Investors Services placed Aquila under review for possible
downgrade. In a press release issued on that date, Robert K. Green, Aquila’s then President and
Chief Executive Officer stated, “We’ve maintained an open dialogue with Moody’s and made
them aware of our plans to improve cash flow. We've already identified approximately $96
million in savings as a result of staff reductions, elimination of executive incentives and a
tightening on all expenditures. We expect to make significant progress in short order.”

The next day, May 22, 2002, Aquila announced that it was eliminating approximately
200 positions from its Merchant Services and Corporate staffs. This staff reduction was in
addition to the elimination of 500 positions upon completion of the previously announced

restructuring of its Networks business.
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On June 17, 2002, Aquila announced a new three-part plan including: (1) a significant
reduction and downsizing of its wholesale energy services business in response to the increased
cost of capital for that business; (2) an anticipated $.50 per share reduction in the annual
common dividend to a new rate of $.70 per share; and (3) the issuance of $900 million of new
equity and debt securities in order to balance the capital structure and satisfy Aquila’s remaining
2002 liquidity needs, including the funding of previously announced acquisitions.

On August 5, 2002, Standard and Poor’s reaffirmed Aquila’s credit rating of BBB with
CreditWatch Negative, following cancellation of the proposed acquisition of Cogentrix Energy,
Inc. Standard and Poor’s cited the cancellation as positive for the credit quality of Aquila, but it
would not immediately affect the curreﬁt rating or outlook for Aquila. Aquila had been placed
on CreditWatch with negative implications when the Cogentrix transaction was announced.

On August 6, 2002, less than a month after it announced that it would restructure the
wholesale energy marketing and trading business of its Merchant Services segment, Aquila
announced that it was totally eliminating all wholesale energy marketing and trading,

On August 16, 2002, Aquila released information outlining initiatives taken in the past
six months that had favorable implications for its risk profile, cash flows and credit ratings.
These actions included:

Terminating the Cogentrix acquisition

Reducing its dividend by 42%

Exiting from the wholesale energy trading business

Completing equity and debt offerings totaling $764 million in proceeds

Identifying over $100 million in cost reductions
Targeting over $1 billion in asset sales

On August 19, 2002, FitchRatings revised Aquila’s Rating Outlook to Negative from
‘Stable based on its ongoing review of Aquila’s liquidity and financial flexibility at a time when

Aquila was shedding business lines and assets.
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On September 3, 2002, Moody’s downgraded Aquila to Ba2 with a Stable outlook.
According to Aquila, Moody’s cited execution risk on the asset divestiture program as a major
concern. Earlier in the year, Moody’s had threatened to downgrade Aquila’s credit rating due to
its deteriorating financial situation. Moody’s rating of Ba2 is considered non-investment grade
or “junk.” Moody’s downgrade meant that Aquila had to pay $192 million in obligations within
60 days to cover financial triggers tied to its credit ratings.

On September 4, 2002, Standard and Poor’s downgraded Aquila’s credit rating to BBB-
with Outlook Negative. According to Aquila, Standard and Poor’s acknowledged execution risk
related to the asset divestiture program but was willing to give management more time to
implement its plan. - Standard and Poor’s action confirmed Aquila’s investment grade credit
rating and removed Aquila from credit watch. This action by Standard and Poor’s moved
Aquila’s credit rating to BBB- from BBB and placed Aquila on negative outlook. As a part of its
credit assessment, Standard and Poor’s stated that to maintain credit quality in the triple-B range,
Aquila must complete asset sales, further reduce business risk and improve utility operations.

On October 1, 2002, Aquila’s President and Chief Executive Officer Robert Green
resigned from all executive officer positions with Aquila and from its board of directors. Robert
Green’s separation package had a value of approximately $7.6 million. The board reassigned
Robert Green’s CEQ responsibilities to longtime Chairman Richard C. Green, Ir.

On October 16, 2002, Aquila reported additional asset sales under its previously
announced restructuring program, bringing the current total of assets it has sold or agreed to sell
to $976.6 million. Aquila’s stated goal is to sell at least $1 billion in assets to strengthen its
balance sheet and credit. Aquila’s Chairman, President and Chief Executive Officer Richard C.

Green, Jr. stated that; “We are continuing to focus on our transition back to our roots as a
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regulated utility company and our exit from the elements of our previous energy merchant
strategy that are not consistent with our current business model.”

In early November 2002, Aquila announced it had wrapped up the first phase of bidding
for sale of Midlands. They expect the next phase, binding offers, to be completed in November.
Aquila stated that Midlands is the last asset it will have for sale and that it would not sell it at a
loss or have a “fire sale.” Aquila also stated it did not need the sale of Midlands to meet its goal
of selling $1 billion in assets.

On November 13, 2002, as part of its ongoing transition plan, Aquila announced that its
board of directors has suspended the quarterly cash dividend on Aquila common stock for an
undetermined period. The board reached this decision after the new management team
completed a detailed analysis of Aquila’s current financial condition. Suspension of the dividend
is part of Aquila’s strategy to achieve its goal of strengthening its credit profile. In the press
release, Richard C. Green, Jr., stated that Aquila plans to do more than simply survive, and that
“Aquila’s liquidity is sufficient to ensure that Aquila can continue to operate safe and reliable
utility networks and maintain quality customer service. This remains a healthy core business.”

Also on November 13, 2002, Aquila reported a Third Quarter loss. Aquila also
announced that as a result of its operating performance, the winding down of merchant energy
businesses and the asset sales program, that it does not expect to be in compliance with an
interest coverage requirement contained in certain financial arrangements until December 31,
2003. According to Aquila’s 10Q filing with the Securities and Exchange Commission, as of
September 2002, Aquila’s revolving credit agreement is the only obligation on its balance sheet

that contains these interest coverage ratio provisions.
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Aquila has obtained a waiver from this requirement that will expire on April 12, 2003,
Aquila has agreed to make certain payments to the financial institutions, to limit its dividends, to
have lower borrowing capacity under its revolving credit agreemeﬁts, and to use reasonable
efforts to obtain approvals from regulators that would allow it to pledge its domestic regulated
assets as collateral. Aquila agreed to renegotiate its bank financing arrangements prior to the
waiver’s expiration. In Aquila’s September 30, 2002, 10Q filing Aquila noted that, because of
the downgrade in its credit rating to Ba2 by Moody’s, the interest rate on $500 million of senior
notes due 2012 increased from 11.875% to 13.125% and the interest rate on $250 million senior
notes due 2011 increased from 7.95% to 8.70%.

On November 13, 2002, the prior ratings actions had resulted in the following credit

ratings for Aquila:

¢ Fitch BBB-, Negative Watch
¢ Standard and Poor’s BBB-, Negative Outlook
¢ Moody’s Ba2, Stable Outlook

Both Fitch’s and Standard and Poor’s ratings were still considered investment grade.
Aquila expected no additional ratings actions from either Standard and Poor’s or Moody’s until
early 2003, when Aquila comnpletes its asset divestiture program and finalizes its 2002 financial
results.

Aquila asserted that its lowered credit ratings were not unique, stating that Moody’s
currently rates over 20 U.S. utilities as sub-investment grade and those utilities are continuing to
provide safe and reliable service. Lower credit ratings can impact a company’s cost of capital,
and Aquila admits that its marginal cost of capital has increased. Deterioration of credit quality
for diversified energy companies and events, such as the Enron collapse, has made access to

capital markets more difficult. It has also made what access is available more expensive.
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As an example, Aquila sold unsecured notes with a 30-yeaf maturity at a coupon rate of
7.875% as of March 2002. As of July 2002, it sold notes with a 10-year maturity at a coupon rate
of 11.875%. In a normal interest rate environment, shorter-term notes pay a lower coupon than
longer-term notes. The longer-term notes typically require a higher coupon to compensate the
note purchaser for interest rate risk (the risk of interest rates rising while an investor is locked in
long-term at lower rates). In Aquila’s case, its short-term rates were higher than its long-term
rates just three months prior.

Aquila claims that the impact of higher capital costs is mitigated by the fact that it does
not expect to be a “net borrower” over the coming months. Aquila asserts that it intends to use
the proceeds from the 31 billion divestiture program to reduce debt and have targeted repurchase
of the 11.875% notes (now 13.125%) given their higher interest rate.

Additional credit rating actions took place in 2002. On November 15, 2002, Fitch
announced the downgrade of Aquila’s senior unsecured rating to BB from BBB- and placed
Aquila on Rating Watch Negative. This action was taken pending a comprehensive review of the
outlook for the remaining core business and the refinancing of credit facilities now set to come
due on April 12, 2003. Subsequent to the downgrade, Aquila announced that with liquidity at
close to $900 million, it is prepared to respond to the potential effects resulting from the
downgrade.

On November 19, 2002, Standard and Poor’s downgraded Aquila to BB from BBB-. The
outlook remains negative. The downgrade reflects the slower-than-expected recovery of its
credit quality as Aquila exits the merchant energy business and recent financial results that
revealed lower than anticipated operating cash flows and higher debt leverage numbers.

Standard and Poor’s stated that the numbers were weaker than expected and that Aquila’s
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financial plan has not provided the level of sustainable cash flow necessary for investment-grade
status. Aquila responded to the downgrade with ‘an announcement that its liquidity was
sufficient to meet the cash needs resulting from the downgrade without affecting its operations.
According to Aquila’s September 30, 2002, 10Q, because of the downgrade of the Aquila’s
credit rating to BB by Standard and Poor’s, the interest rate on $500 million of senior notes due
2012 increased from 13.125% to 14.375% and the interest rate on $250 million senior notes due
2011 increased from 8.70% to 9.45%. Aquila stated that the downgrade could potentially trigger
approximately $238 million in additional demands for cash.

There were several factors creating demands for cash after the Standard and Poor’s
-downgrade. Aquila stated that $84 million in four series of Australian denominated bonds
guaranteed by Aquila have provisions that could require Aquila to repurchase the bonds if the
bondholders choose to exercise that option in the next 30 to 60 days. Aquila also has a tolling
agreement that could require Aquila to post $37 million in additional collateral within 70 days to
eight months of a Standard and Poor’s downgrade. Tolling agreements allow Aquila to generate
power at plants owned by others in exchange for the natural gas that fuels the plants. Another
approximately $23 million would need to be posted to cover standard margining agreements
remaining from Aquila’s discontinued wholesale energy merchant business. There is also the
potential that Aquila may be required to post additional collateral of up to $94 million related to
certain commodity contracts.

After the Standard and Poor’s announcement, Aquila’s credit ratings were as follows:

¢ Fitch BB, Negative Watch
¢ Standard and Poor’s BB, Negative Outlook
* Moody’s Ba2, Stable Outlook

Adquila no longer had an investment grade rating from any rating agency.
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Further downgrades by Moody’s below Ba3 or by Standard and Poor’s below BB-, may
require Aquila to post an additional $73 million in collateral. Any downgrade below Moody’s
current rating of Ba2 results in a .25% increase in interest on both sets of notes previously
mentioned. Any downgrade below Standard and Poor’s current rating of BB results in a 1.50%
increase in interest on the $500 million, 2012 notes, and a 1.00% increase in interest on the $250

million, 2011 notes.

C. Possible Negative Impacts of Recent Financial Activity on Missouri Regulated
Operations

The Staff has attempted to identify possible negative impacts of all this activity on the
rates charged and the quality of service provided to Aquila’s Missouri electric and gas
consumers. Subsequent sections will provide possible safeguards or Staff actions to mitigate
these concerns. Specific concerns are whether: 1) the higher capital, iﬁterest and restructuring
costs will lead to higher utility rates; 2) the reduced access to funds will reduce the quality of
service; and 3) the employee reductions will produce service and safety issues. Another concern
could be identification of future proceedings that require expertise that presently does not reside
within the Missouri Public Service Commission and its Staff. |

One of the initial steps to protect consumers from the negati;.re cost of service impacts of
these actions is to identify and document the specific negative items that can have possible
c_ietrimental impacts on Aquila’s Missouri operations. At thlS time, Staff has identified the higher
’capital and interest costs as possible negative impacts on Aquila’s Missouri regulated utility
rates. These costs have already been noted as a result of the downgrade of the Aquila’s debt
ratings below investment-grade status. As a result of the downgrade of Aquila’s credit rating by
Moody’s on September 3, 2002, and by Standard and Poor’s on November 19, 2002, the interest

rate for $500 million in senior notes for Aquila was increased from 11.875% to 14.375%. The
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interest rate on an additional $250 million of debt increased from 7.85% to 9.45%. These rates
will be increased again if Aquila is further downgraded by Standard and Poor’s or Moody'’s.

Another negative cost of service item is the restructuring costs. The cost to Aquila of the
restructuring actions was approximately $188 million for the nine months ended September 30,
2002. These restructuring charges include $54.1 million in severance costs related to the
elimination of approximately 1,630 employees (including employees transferred with the sale of
businesses). Approximately 1,120 Merchant Service employees, 80 corporate employees and
430 Domestic Networks employees were terminated.

Also included in the $188 million restructuring charges were $28.9 million in employee
retention payments, $36.7 million in abandoned lease agreements, $59.2 million in the write-
down of leasehold improvements and equipment previously used in the wholesale energy trading
business and $7.1 million loss on sale of Aquila’s corporate aircraft.

Another possible negative impact is the accounting treatment for losses related to non-
regulated property. For example, Aquila has reduced its ownership interest in Quanta Services
from a high 0f 38% to 14% as of October 2002, Quanta’s stock price has decreased significantly
from Aquila’s cost basis Qf $26.69 to less than' $3 ‘per share. This reduction in Quanta’s stock
price has caused Aquila to write down its mvestment in Quanta by $698.1 million in the nine
months ended September 30, 2002. Aquila expects to dispose of its remaining Quanta shares
prior to December 31, 2002. |

In its continuing transition from an energy merchant to an integrated utility, Aquila
e::pects to record in the fourth quarter of 2002 significant charges relating to contract
renegotiations, the continued exit of wholesale commodity positions, potential losses on sale or

impairment of assets and additional severance costs.
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The financial effects of Aquila’s opefating performance, the winding down of its
wholesale energy trading business and its asset sales program have caused Aquila to not be in
compliance with certain debt agreements with its lenders. The impact of future developments
from this condition could result in proceedings before the Commission that are unprecedented
and require expertise not readily available to the Agency. These debt agreements require that
Aquila’s earnings before interest, taxes, depreciation and amortization (EBITDA) during the
previous four quarters must be at least 2.25 times its interest expense during this period. This is
referred to as an interest coverage ratio. Aquila does not expect to be in compliance with these
debt agreements until at least December 31, 2003.

However, Aquila obtained waivers from the affected lenders from the requirement to
comply with its interest coverage ratio from September 30, 2002, until April 12, 2003. In
exchange for this waiver, Aquila paid down approximately $158.6 million in debt. Aquila
further agreed that 50% of any net cash proceeds it receives from the sales of assets under
$1 billion and 100% of any net cash proceeds from any further sales of its North American assets
above $1 billion dollars received prior to April 12, 2003, would be used to reduce its obligations
to these lenders on a pro rata basis. Aquila agreed to make reasonable efforts to obtain approvals
from regulators to allow Aquila to use certain of its regulated assets as security for the benefit of
its lenders. In addition, Aquila was required to pay fees of approximately $2.4 million to the
lenders in connection with these waivers. Should the waiver obtained by Aquila not be extended
beyond April 12, 2003, and the affected lenders demand payment in full, substantially all é?f
Aquila’s remaining debt would become due and payable. Aquila would not have the liquidity to
meet these obligations as they become due and will be in default. Aquila is continuing to work

with its lenders to reach an agreement before the expiration of the current waivers.
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The changes that have occurred at Aquilé over the last year have created conditions that
can be detrimental to the operatien of Aquile’s Missouri regulated pranerties.  The Staff has
identified the need to monitor the situation and identify areas that may potentially be or currently
are potential problems, This monitoring will include the review of external sources and
responses to Data Requests. Negative items will be identified and addressed m the appropriate
venue based on the s;eciﬁc fapts and circumstances. The details of the specific areas impacting

rates, quality of service and safety are provided in the following sections of this report.
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Section 3:  Rates and Cost of Service Issues

Aquila’s last rate case was filed before this Commission in Jupe _2_001 and sought an ’
annual increase of $49.4 million. Aquila’s filing was primarily driven by rising fuel costs. Thjs
Commission docicete.d the filing as Case No. ER-2001-672. As the rate case progressed, MPS’s
fuel costs dropped significantly. The rate case eventually was settled through a unanimous
stipulation and agreement in February 2002 for an annual rate decrease of $4.3 million.

While Aquila’s financial problems are significant and the;e problems are expected to
continue through the next year, there is no immediate threat to Aquila’s Missouri ratepayers
through an increase in rates. If Aquila files for a rate increase for its MPS or L&P service areas,
to recover Aquila’s higher costs related to problems generated from its nonregulated business
operations, the Commission has several ratemaking options it can employ to prevent a negative
impact on Aquila’s Missouri ratepayers.

To prevent or mitigate Aquila’s higher cost of capital from being charged to Missouri
ratepayers, the Commission can order the use of a hypothetical capital structure for ratemaking
purposes to determine the appropriate mix of debt and equity that is appropriate for MPS and/or
L&P. This capital structure would not be dependent on the capital structure currently in effect
for Aquila. Aquila’s response to the actions of rating agencies and other members of the
financial community, while it may be appropriate for Aquila given its current situation, may not
result in a capital structure that is appropriate and reasonable for its MPS and L&P utilities.
Also, as described above, Aquila’s debt costs have increased to a significant extent as a result of
actions by rating agencies. The Commission could determine that this higher cost of debt, and

potentially higher equity costs should not be passed on to Missouri ratepayers. Instead of using
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Agquila’s actual cost of debt and equity, the Commission could impute debt and equity rates that
it considers reasonable for Aquila’s Missouri utilities.

In Aquila’s current financial environment, there is an incentive for Aquila to keep
liabilities off its balance sheet. This incentive may lead to Aquila acquiring new generation
capacity through an accounting mechanism known as an operating lease instead of purchasing
the generation assets and recording the. acquisition on its balance sheets as an asset and liability
on the balance sheet. Under an operating lease, an entity does not record an asset and resulting
liability on the balance sheet but only charges periodic lease payments as an expense in the
income statement. Under certain conditions an operating lease may be the lowest cost method of
acquiring additional capacity in the short run; however, in certain situations it may result in
significantly higher costs in the long run than recording the acquisition under the traditional
purchase method. The Commission has the ability to determine the appropriate accounting of
generation capacity either as a purchase or an operating lease. This flexibility will allow the
Commission the ability to disallow higher costs being passed on to Missouri ratepayers as a
result of the current financial conditions affecting Aquila.

A, Aquila’s Cost Allocation due to Changes in the Organization

In calendar year 2000, Aquila allocated $223,631,917 to its operating divisions and
subsidiaries (business units). MPS was allocated $48,542,403 or 22% of the total corporate
allocation. Aquila’s corporate allocations consist of two groups both organized in specialized
departments. The first group provides the traditional “shared service” or pure corporate
overhead costs. Aquila refers to these departments as the enterprise support functions (ESFs).
ESF costs are allocated to all of Aquila’s domestic regulated and nonregulated business units.

The other component of corporate allocations are groups that provide services (and incur costs)
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solely to Aquila’s regulated utilities. Aquila refers to these departments as intra-business units
(IBUs). These costs are allocated only to Aquila’s regulated utilities.

- Aquila has developed a comprehensive corporate overhead allocation procedure to
allocate costs to its domestic business units. Aquila’s primary method of allocating residual ESF
and IBU costs is a three-factor formula referred to as the “Massachusetts Formula.” Aquila uses
the factors of gross profit (margin), net plant-in service and payroll to calculate the relative
allocation percentage for each business unit to apply to allocable corporate pool dollars.

The example below shows how Aquila allocates certain ESF costs to its domestic
business units. Aquila’s nonregulated merchant services weighted percentage of (margim +
payroll + plant) to (total domestic business unit margin + payroll + plant} is 30.04%. Using an
ESF department with $1,000,000, Aquila’s Merchant Services business unit would be allocated
$300,400 and MPS would be allocated $224,868, or 22.49 % of this cost. The allocation factors
used in this example are the actual factors used by Aquila in its last rate case, Case

No. ER-2001-672.

Margin Payroll Plant {Allocation Factor)
Merchant Services $446,877 $50,065 $419,409 30.04%
MPS $221,576 $24,845 $700,120 22.49%
Regulated Gas Ops $260,069 $54,247 $573,409 27.55%
Pipeline Companies $12,150 $584 $69,799 1.56%
Other Regulated Electric $130,630 $17,991 $341,033 12.82%
Non-regulated $21,251 $20,131 $58,488 5.55%
Total 1,092,553 $167,862 $2,162259 100%

In addition to the Massachusetts Formula, Aquila uses other allocation factors to allocate
ESF and IBU department costs to its business units. For example, the ESF departments of 4220
(Compensation and Benefits) and 4223 (Human Resource Executive) are allocated based on the

ratio of the number of employees in that business unit to the total number of all business unit
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employees. Also, ESF department 4140 (Risk Solutions) handles Aquila’s insurance policies,
including worker’s compensation policies. The costs incurred during the year by this department
are allocated based on the relative dollar amount of claims paid for each business unit.

Aquila’s recent corporate reorganization, exit from the wholesale energy trading
business, and $1 billion of asset sales could have a significant impact on the dollar amount of
Corporate overhead costs allocated from Aquila to its Missouri regulated utilities of MPS and
L&P. For example, while Aqufla’s corporate overhead costs will be reduced by the elimination
of corporate employees, the remaining total corporate overhead costs to be allocated will have to
be allocated over fewer business units. To illustrate, Aquila allocated approximately $30 million
to its Merchant Services business in 2000. The wholesale energy trading business made up a
majority of the Merchant Services business and this business has been terminated. The corporate
overhead costs that were allocated to Merchant Services business will have to be allocated over a
smaller entity with Aquila’s regulatc;,d utility operations potentially being allocated significantly
higher overheéd costs.

The Staff has submitted several Data Requests to Aquila concerning corporate allocations
and is in the process of evaluating and analyzing this information. The changes in the levels of
these allocated costs, as well as the allocation factors themselves, could have significant impacts
on the cost of service assigned by Aquila to its Missouri regulated operations.

B. Record Keeping and Affiliate Transactions

In Aquila’s last rate case for its MPS operations, Case No. ER-2001-672, the Staff
expressed some concerns with the manner in which Aquila was maintaining its books and
records. This concern was addressed in the Unanimous Stipulation And Agreement reached by

the parties to this case and approved by the Commission in February 2002. Item 13 of that
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Unanimous Stipulation And Agreement listed specific reports that will be made available to the

Staff. These reports are:
1. MPS and L&P division-specific ledgers on a Federal Energy Regulatory
Commission (“FERC”) account basis that include both direct and a]located COSts

by resource code;

2. MPS and L&P division-specific ledgers on a FERC account basis that reflect only
direct charges to the divisions by resource code;

3. MPS and L&P division-specific ledgers on a FERC account basis that reflect only
costs allocated to the divisions by resource code;

4, Plant and Depreciation Reserve ledgers for the MPS and L&P divisions that show
beginning month balances, additions and retirements, and ending month balances;

5. Aquila Enterprise Support Function (“ESF”) and InterAquila Business Unit
(“IBU”) department costs allocated to the MPS and L&P divisions on resource
code basis; and

6. ESF and IBU department costs, by resource code which are not subject to
allocation to the MPS or L&P divisions.

The current financial difficulties being experienced and the corporate reorganization that
is currently taking place at Aquila will put a burden on the record keeping commitments made to
the Commission. The Staff contends that accurate, timely and complete record keeping by
Aquila is essential for the Commission to effectively regulate MPS’s and L&P’s utility
operations, especially in Aquila’s current operating environment. The Staff will be monitoring
Aquila’s record keeping practices to determine if the requirements listed in the Unanimous
Stipulation and Agreement are being reasonably satisfied.

In accordance with the Commission’s affiliate transaction rules (4 CSR 240-20.015,
4 CSR 240-40.015, 4 CSR 240-40.016, 4 CSR 240—80.015), Aquila is required to provide its
current Cost Allocation Manual (CAM) to the Commission Staff on or before March 15, 2003.

To comply with Affiliate Transaction rules, the CAM should include the criteria, guidelines and
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procedures Aquila follows in allocating costs. The CAM should also describe the methods and
basis Aquila uses to allocate corporate overhead costs to its individual business units. Aquila’s
current corporate reorganization should be substantially completed when the Staff receives
Aquila’s CAM in March 2003. If the CAM is in compliance with the rules, then it will provide
information that will allow the Staff to have a better understanding of the impact of Aquila’s
corporate reorganization on its corporate allocations to MPS and L&P.

The Commission has ratemaking authority over Aquila’s Missouri regulated operations.
Aquila cannot legally raise the rates to these consumers without Commission approval. In this
report, the Staff has begun identifying possible negative impacts on the Missouri regulated cost
of service. The identification process serves as a checklist for the Commission, Staff and other
interested parties to determine how these items are treated in future rate proceedings.

The Commission has the regulatory tools to address the inclusion or exclusion of the
higher capital and interest costs from Aquila’s cost of service to the extent the Commission so
chooses. Hypothetical capital structures and adjustments provide the Commission the flexibility
to address the higher capital and interest costs resulting from Aquila’s non-regulated financial
activity. Historically, the Commission has rarely used hypothetical capital structures and
adjustments to estimate the cost of capital when setting rates of return. Hypotheticals and
adjustments have been used only in unique situations, such as when the regulated entity does not
issue its own capital or when the capital structure and cost of capital of the parent company
issuing the capital is outside of what would be considered normal or typical for a regulated
utility.

The current Aquila situation warrants consideration of the use of mechanisms to adjust

the cost of capital for MPS and L&P future rate cases. This consideration is warranted to ensure
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Aquila’s higher cost of capital, due to its unregulated activities, does not increase the rates paid
by the consumers of the regulated utility,

Specific examples of mechanisms that can be used to help prevent increased capital costs
being passed on to MPS and SJLP ratepayers are: use of a hypothetical capital structure,
adjustments to embedded costs of debt and preferred stock, adjustments to cost of equity
estimates, use of comparable companies (to more closely reflect the cost of capital for a

regulated utility versus a diversified energy company).
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Section 4:  Service Quality Overview

The ability of a utility to pr_ovide quality service to its customers is always an important
concern for utility consumers and companies, as well as for the regulatory bodies that examine
company activities. Aquila’s current and future ability to pfovide quality customer service is of
particular concern in light of Aquila’s financial position and the significant organizational,
operational and staffing changes that it has experienced. Uncertainty or change in financial,
organizational or operational areas would be cause for increased concerﬁ about a company’s
.ability to provide quality service, but this complex combination of circumstances and activities
requires that increased focus be directed toward Aquila’s customer service activities.

Recent events involving Aquila have created an environment conducive to diminished or
reduced levels of customer service. Cost-cutting activities forced by a reduction in financial
resources can manifest themselves in detrimental customer service staffing reductions, service
order back-logs, delayed field work for service reconnections, reduced call-center
responsiveness, poor billing practices. These are examples of practices that can directly impact
customer service.

Staff has approached this investigation as a means of reviewing and evaluating key
indicators of customer service with the intent of determining, to the extent possible, the level of
service Aquila has been providing to its customers. It is important to clarify that while customer
service indicators or measurements are valuable management tools and can lead to some
conclusions regarding customer service, they cannot provide complete assurance that
deficiencies are absent from its customer service activities. Such indicators serve an important

role, but cannot replace a customer service review that more thoroughly analyzes and examines
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customer service processes and practices. A comprehensive customer service review of Aquila
is planned for sometime in calendar year 2003, assuming the availability of Staff resources is not
redirected to a greater priority.

Staff has requested a variety of current and historical information from Aquila to
determine its performance regarding customer service. What follows in this section is a brief
summary of the areas that Staff is reviewing for potential impact on customer service and the
information Staff requested that could indicate negative trends in the customer service received
by Aquila’s customers. The areas of Staff’s analysis that prompted any significant concerns are
described more fully in Section 5.F, of this report.

It should be noted that this report does not address any issues with Aquila’s planning or
purchasing of natural gas supplies for its regulated Missouri utility customers. These concerns,
as well as a number of related issues, are addressed in Actual Cost Adjustment (ACA) cases and
have been the subject of a number of meetings between the Staff and Aquila.

A, Organizational Staffing

Staff requested information to assess specific organizational changes that have occurred
within Aquila and its affiliates to determine if, based on these organizational changes, it appears
that staffing levels to support Missouri’s regulated operations have been reduced. Staff also
asked for information regarding reductions in the total number of employees. Staffing reductions
may be cause for concern relative to customers being subjected to a reduction in service quality.
Section 5 of this report outlines a number of concerns with the information Staff has received
regarding staffing levels that support electric transmission and distribution operations as well as

call center support.
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B. Customer Service Levels

Staff requested’ metrics in numerous areas to assess past trends in customer service levels
and to determine if aﬁy changes have recently occurred or are currently planned to occur in the
near future. Reduced levels of service in a number of areas (i.e., call center response times, gas
safety-related responses and check intervals, or electric service quality parameters) will prompt
further expedited review of Aquila’s operations. Section 5 includes considerable discussion on
issues related to Aquila’s complaint trends, employee turnover, customer service work orders,
and call center operations.

The total number of customers served by Aquila is shown in the table below. The
numbers include -Aquila’s total number amount of Missouri gas and electric customers 2001 and

the total gas and electric customers of St. Joseph Light and Power Company.

Total Number of Customers Served by Aquila

Year 1997 1998 1999 2000 2001
Number of Customers 305,368 311,201 320,769 324,088 2642
Percentage Increase 1.91% 3.07% 1.03% .72%

Source: Missouri Public Service Commission’s Annual Reports

C. Aquila’s Response to Reduction in Service Quality

Aquila’s responses and/or plans for responses to changes in its quality of service are
as important as what quality assurance monitoring Aquila has already performed. Staff
requested information to determine specific quality assurance programs Aquila has put in place
to assure that service quality levels are not degraded as a result of their reorganization. Section 6

of this report describes the responses that Aquila provided to Staff’s Data Requests in this area

and any Staff concerns with these responses.
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D. Electric Generation Plant

Maintenance of generation plants is necessary to maintain or extend the life of a power
plant and to maintain or increase the efficiencies of the plants. Maintenance may be delayed
because of an emergency in other resources, to reduce maintenance expenditures or to sell more
energy on the spot market. Any delay in maintenance could result in more forced outages which
could lead to outages at customers’ premises. Forced outages are not planned and typically
occur when there is an equipment failure at a generation plant not only due to lack of
maintenance, but also due to the age of the plant or an accident. Even if there is not a reduction
in quality of energy provided, the delaying of maintenance could result in an increase in costs for
generation plants in the future. This will be examined in any future rate cases. Staff reviewed
both an eight-year history of outages and the maintenance outage schedule for the next five years
for each of the MPS and L&P generation plants along with the projected budget for each plant
for the next five years. Section 7 of this report describes the responses that Aquila provided to
Staff’s Data Requests in this area and any Staff concerns with these responses.

E. Electric Transmission and Distribution

Transmission and distribution equipment are vital to the delivery of reliable power to
Aquila’s electric customers. Staff reviewed Aquila’s transmission and distribution maintenance
and construction expenditures and staffing along with tree trimming expenditures for the
previous five years and the next year’s projected expenditures, for any trends that might indicate
a reduction in transmission and distribution service to Aquila’s customers. Staff’s review of the
information provided thus far concluded that tree trimming expenditures for MPS and L&P
appear to be relatively stable or increasing. Also, new electric transmission expenditures for

MPS have been stable or increasing in recent years but Staff notes that L&P data was
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incomplete. Staff’s review of expenditures for maintenance, construction, and operations were
also reviewed. The trends from this review are provided in Section 5 of this report.

F. - Electric Resource Planning

One area that a current reduction in the availability of capital could impact is resource
planning. Aquila will need more capacity in the near future when its current contract for power
from the Aries plant expires. Aquila will also need additional capacity to meet load growth. Staff
continues to meet with Aquila on an on-going basis to discuss its resource plans. The most
recent meeting was held on November 26, 2002. In addition to these meetings, Staff requested
and reviewed information regarding generation construction and budgeted expenditures. Staff
also reviewed Aquila’s purchased power sales and purchases over the past five years. An
increased reliance on purchased power either through a fixed, pre—deterﬁined contract or spot
market purchases could indicate that Aquila is exposing itself, and eventually its customers, to
the risks of the wholesale market. Sections 6 and 7 of this report describes the responses that
Aquila provided to Staff’s Data Requests in this area and any Staff concerns with these

responses.
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Section 5: Service Quality Concerns

A, Organizational Staffing

In response to a Staff Data Request, Aquila provided information on staffing and
expenditures to support numerous aspects of Aquila’s regulated businesses. Some of the
information provided was supportive of a continued level of service quality and appropriate
support of plant equipment. Some information shows a need for continued Staff monitoring.
Other information has resulted in additional Data Requests being sent to Aquila and will be
subject to further discussion with Aquila.

One area of concern to Staff is an apparent reduction in call center staffing. From 1998
to 2002, the number of Call Center full-time equivalents (FTEs) has experienced considerable
fluctuation. Aquila utilized three call centers during years 1998 through 2001. In 2002, it
reduced the number of call centers to two. Call Centers are presently located in Raytown,
Missouri and in Lincoln, Nebraska. Aquila provided the following Call Center FTE data for

1998 through 2002:

1998 (3 centers)  175.5 FTEs

1999 (3 centers})  193.20 FTEs
2000 (3 centers)  187.90 FTEs
2001 (3 centers) 22241 FTEs
2002 (2 centers) 143.00 FTEs

Aquila indicated that its implementation of an interactive voice response (IVR) system
during 2001 allowed it to close a call center m Monroe, Michigan and reduce call center staff by
approximately 35 FTEs. Aquila indicates that the IVR system allows a certain percentage of its
customers to seek/receive self-service. In addition to this change in operations, Aquila states that
several of non-call center related functions that were being handled by the call center are now

being addressed through the customers’ use of the IVR. Aquila believes these changes made it
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possible to reduce call center staffing without a reduction in service quality. Staff’s findings on
call center service quality are addressed in subsection B of this section of the report. As
presented in that section, call center performance indicators demonstrate a sharp spike in the
Average Speed of Answer (ASA) and Abandoned Call Rate (ACR) for the months April, June,
July and August 2002.

Another area of concern i1s an observed reduction in staffing for electric transmission and
distribution support. After 2000, L&P transmission and distribution support dropped
significantly. It is expected that some staffing changes would have occurred following the
merger but the level of reductions created concern. Also, the reduction in staffing at L&P was
not offset by an increase in staffing at MPS. In fact, MPS also experienced a significant
reduction in electric transmission and distribution staffing following the merger. Staff is
checking further to see if some of these transmission and distribution reductions were
compensated for with contract labor..

Generation plant staff was constant from 1998 through 2000. In 2001, the first year after
the merger, generation plant staff declined by approximately 3%. In 2002, plant staffing
decreased by one person. Staff will continue to monitor generation plant staff and will report
anything that raises concerns.

The Staff is thoroughly reviewing other metrics used to assess if Aquila is maintaining its
system and generation plants adequately. Electric system outage duration and frequency metrics
as well as plant outage information are being used in this evaluation.

B. Customer Sgn"ice Level

As noted in Section 5, Aquila’s complaint trends, employee turnover, customer service

work orders, and call center operation trends have been identified as areas of interest to describe
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in this section of Staff’s report. Staff will continue to monitor this area through the review of the.

responses to outstanding Data Requests as they are provided by Aquila.

C. Commission Complaint Trends

Aquila’s Missouri Public Service Commission complaints are trending upward, The
Missouri Public Service Commission’s Consumer Services Department reports the following
numbers of Commission complai_nts for Aquila (gas and electric) from 1999 to 2002, These
numbers include the number of complaints regarding St. Joseph Light & Power Company prior

to the merger that occurred in 2001.

Year 1999 2000 2001* 2002**
Complaint 97 146 28 224

Source: Missouri Public Service Commission’s Consumer Services Department

*Company filed for a rate increase during this year which may have iinpacted the number
of customer complaints. :

**Complaint numbers are through October 2002.

As demonstrated above, Commission complaints increased significantly from the year
2000 to year 2001. The 287 complaints in 2001 represent almost a 100% increase from the
previous year, 2000 and an approximate 195% increase from 1999. While year-to-date, 2002
Commission complaints are currently lower than year-end 2001, they are nonetheless
approximately 54% higher than 2000 and approximately 130% higher than 1999. This
significant increase and rising trend in Commission complaints is an indication of customer
concern or dissatisfaction with Aquila. Aquila’s rate cases may have increased customer contact
with the Commission Staff, but the upward trends are significant regardless. The ice storm that

occurred in January of 2002 also impacted customer complaint numbers.
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D. Employee Turnover Rate

As part of its investigation, Staff requested Aquila’s turnover rates of employees
dedicated 100% to customer services for natural gas and 100% to customer services for electric
for MPS and L&P for the period September 1997 through September 2002. In its response,
Aquila stated that monthly turnover rates for employees by customer services for electric for
MPS and L&P were not available.

The monitoring of Aquila’s employee turnover rate is an important and effective
management tool. Employees are one of a company’s greatest resources and the tracking of its
turnover rate and monitoring of the reasons employees leave Aquila are imperative. Unless the
turnover rate is continuously monitored, Aquila is unaware of the current trend and whether the
rate is increasing or decreasing. Without this data, Aquila is unable to measure the effectiveness
of implemented policy changes or strategies in relation to its employee turnover rate. The
tracking of Aquila’s employee turnover rate would provide Aquila with valuable information,
i.e., justification for hiring additional personnel and an expected time when employees have
completed training and are able to work independently. High turnover rates may be indicative of
a less experienced staff and lower job productivity because of additional training requirements
and other management considerations.

Staff believes that the possibility exists for customer service quality to decline when a
company’s employee tumover rate is high. Some of the other possible effects of a high
employee turnover rate include replacement of valuable knowledge and possible decline in
employee morale.

E. Customer Service Work Orders

Through a Staff Data Request, Staff asked Aquila to provide the number of customer

service work orders not completed by month-end, the percentage of customer service work
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orders not completed by month-end and provide an explanation of any increasing trends. In
addition, the Staff requested Aquila to provide any reports that monitor the timeliness of the
completion of customer service work orders and to explain any changes or trends.

In its response to Staff’s Data Request, Aquila stated that it does not maintain historical
tracking of completed service orders at month-end. Aquila also stated in its response to the Data
Request response that it has no formal report to track the timeliness of service order completion.

Although Aquila reviews at the end of each workday the service orders not completed
and determines the method to complete those service orders, Aquila does not maintain a tracking
system of the customer service work orders. Therefore, Aquila is not able to determine whether
or not service orders are completed as requested by the customer. In addition, Aquila is not able
to determine whether or not ‘reconnect for delinquent disconnect service orders’ are being
completed on the day restoration is requested by the customer, the next working day following
the day requested by the customer or on a day following the next day after the request. If Aquila
15 not tracking the completion of its service orders, it is unable to determine whether or not it is
adhering to the Commission’s Chapter 13 Billing and Services Practices Rule.

The tracking and documentation of the completion of service orders would serve the
Company as a valuable and effective management tool. Aquila would be aware of the
effectiveness and efficiency of its personnel. From this documentation, Aquila would also be
able to detennjné any necessary changes to its level of personnel or changes to its techniques or
strategies to complete the work process.

In Data Request No. 3906 the Staff requested any documentation Aquila maintains that
monitors the activity of the completion of customer service work orders, i.e., average amount of

time to complete connect service work order. Aquila’s response stated that it uses a Computer
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Automated Dispatching (CAD) system to monitor, throughout the day, the status of its service
orders. This is real time information. However, this information does not monitor the activity of
the completion of work orders continuously. Documentation that monitors the activity of the
completion of customer service work orders would serve as an important management tool. This
information would assist management in the scheduling of customer service work orders, i.e.,
number of customer service work orders that can be performed during a workday. In addition,
management would be able to use this documentation to monitor its personnel and determine
necessary changes to staffing levels.

F. Performance Measures

In a Staff Data Request, Aquila was asked to provide its Call Center Average Speed of
Answer (ASA). The calculation for Aquila’s ASA is determined by dividing the total seconds to
answer the calls Aquila responds to by the number of calls answered. Aquila’s abandoned calls
are not included in this calculation. Aquila uses a virtual call routing system to dispatch calls
based on the subject matter identified in the initial screening process. The calls are then routed
to the first available agent in Raytown, Missouri, or Lincoln, Nebraska, based upon the available
agents’ approved skillset(s). Aquila indicates that the link between Raytown and Lincoln is

seamless. Aquila’s response to Data Request No. 2904 is shown in the table below:

Average Speed of Answer 1998-2002
Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. | Nov. | Dec.
1998 29 48 |47 |56 |65 |53 |6l 90 |46 |33
1999 164 |69 |60 42 |58 |88 75 |64 (108 108 |58 |51
200022 |18 |37 33 157 |41 |61 (43 |84 69 (72 |19
2001 (56 19 (15 |37 |67 |54 |44 |36 (123 |81 |26 |12
2002 (46 (40 |19 87 |63 [160 |154 |108 |72 82
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Aquila also noted in its response that beginning in 2001, in addition to the ASA it has
been tracking, it now tracks the ASA for emergency calls separately. For 2001, Aquila reported
that its ASA for emergency calls was 9 seconds. For the nine months of 2002, its ASA for
emergency calls was 24 seconds.

In its response, Aquila states that its yearly ASA average is 53, 71 and 52 for 1998, 1999
and 2000, respectively. But, Aquila’s ASA range for 1998 is 29 seconds to 90 seconds, for 1999
is 42 seconds to 108 seconds and for 2000 is 18 seconds to 84 seconds.

Staff notes that Aquila’s yearly ASA average increased approximately 34% froin 1998 to
1999. But, Aquila’s 2000 yearly ASA average returned to one second less than its 1998 yearly
ASA average. While the yearly average is significant, review of monthly data is important
where peaks can be more easily identified.

The ASA chart clearly demonstrates that for the ten months of 2002 reporting, the ASA
has increased from the previous year for seven of the ten months. When comparing the ASA
seconds for 2001 to 2000, an increase occurred six of the twelve months. The Staff noticed an
improvement in the ASA for the year 2000 when compared to the year 1999. For ten inonths of
1999, the average speed of answer was greater than 2000. For the months of June, July and
August 2002, the Staff noticed a dramatic increase when compared to the same months for the
four previous years averages.

Aquila was also asked to provide its Call Center Abandoned Call Rate (ACR). The
calculation for Aquila’s ACR, which is the percentage of total calls offered that are abandoned
before answered by Aquila, is determined by dividing the total number of abandoned calls by the

total number of calls offered. Aquila’s response is shown in the table below:
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Average Abandoned Call Rate

Jan. | Feb. | Mar. | Apr. | May | June | July | Aug. | Sept. | Oct. | Nov, | Dec.
1998 5.69 | 4.55 | 6.95 |6.72 [ 8.47 |8.50|6.50 [7.19 |9.64 |5.85 | 4.58
1999 7.7 |7.52|7.69 | 61279 [(10.55|9.06|7.21 y11.16|11.11|6.62 | 5.76
2000 249 (2.184.74 {390 | 6.68 | 4.74 |6.8714.63 (9.3 7.55 |7.53 |8.72
2002 62 |47 (20 |[11317.7 (194 |175|11.7 |72 |85

Aquila’s ACR averages for 2002 were greater than its 2001 averages for nine of the ten
months reported. For the months of June, July and August for the year 2002, the Staff noticed a

significant increase when compared to the same months for the four previous years averages.

TG Estimated Bills

The Staff requested the five-year monthly history through September 2002 of the number
of estimated bills per month. Aquila’s responses to Data Request Nos. 2902 and 3909 are

displayed in the table below:

Aquila’s Bill Estimates
Year 1998 1999 2000 2001 2002
(Jan. — Sept.
Total Number 90,001 162,367 178,894 128,776 68,055

The Staff observed that the number of bill estimates increased 80% from 1998 to 1999
and 10% from 1999 to 2000. Aquila’s estimated bills declined from 2000 to 2001 and a decline
is anticipated from 2001 to 2002,

In addition to the customer service issues described above, Staff reviewed a number of
electric reliability/service quality related indices. These service quality indices included the

following:
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e SAIDI - System Average Interruption Duration Index

e SAIFI — System Average Interruption Frequency Index

e CAIDI — Customer Average Interruption Duration Index (SAIDI/SATFI)

o MAIFI — Momentary Average Interruption Frequency Index

Review of Aquila’s values for their MPS and L&P systems showed a number of trends.

Aquila’s MPS system has historically experienced a significantly higher incidence of momentary
outages (MAIFI) than its L&P éystem. Staff is reviewing this trend in an effort to identify what
factors are specifically contributing to this problem. Aquila’s L&P system’s MAIFI was
relatively low in the two years of data that were available. While MPS was not as reliable as
L&P in one area it was L&P that in fact had a higher average interruption frequency (SAIFT)
than MPS, this is another area of further Staff inquiry. Outage durations (SAIDI) were
somewhat higher for MPS vs. L&P. Overall, Staff did not notice any significant trends in
degradation of indices in the six years of data reviewed.

H. Gas Safety

An important aspect of Staff’s review of Aquila’s service quality was how Aquila was
performing its gas safety related functions that are regulated and monitored byrthe Commission.
The Commission’s gas safety Staff conducts inspections on all operators approximately annually
regarding their compliance with Commission rules. Several different gas safety Staff have been
involved in these inspections of Aquila. In general, Staff did not find any significant deficiencies
with Aquila’s gas safety program in its review. Staff’s gas safety reviews of the entities that fall
under Commission jurisdiction are an ongoing effort. The Aquila Inspection Units were/are

schieduled to be inspected as follows:
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Aquila Inspections Units MoPSC Inspection Date

1. Sedalia Area April 2002

2. Rolla/Salem Area April 2002

3. Platte City Area June 2002

4. Maryville Area August 2002

5. Nevada Area September 2002

6. Marshall Area September 2002

7. Chillicothe/Trenton Area November 2002

8. Lexington Area November 2002

9. Clinton Area December 2002 (Scheduled)

MPS initiated and began a cast iron and bare steel main replacement program before a
Commission 1989 Rule required those replacements, so they are well ahead of the other natural
gas operators in this area. Aquila has replaced its unprotected steel service lines and only has a
few yard lines remaining. Aquila is on-track with those replacements, Due to these early
replacements and replacements required by the Commission regulations, Aquila’s maintenance
efforts now are greatly reduced. Staff’s review of gas safety items included, but was not limited

to, the following:

Gas Safety Item Status

Leak Response Times OK (with a small issue that is likely resolved at this
point)

Leak Survey Intervals OK

Cathodic Protection OK (with an issue being resolved)

Regulation Station Inspections OK

Leak Rechecks OK

Essential Valves OK

Replacement Programs OK
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There are always “issues” contained in the Inspection Summaries, but Staff’s review did
not determine anything “out of the ordinary” with Aquila’s inspection units. Since Staff
performs on-site work at Aquila at least nine different times per year, spread throughout the year,
Staff believes that it should be able to identify potential problems as they arise.

Another important area of Staff’s review of Aquila’s customer service was the reliability
of its electric delivery system. Staff received, through Data Requests, electric system
interruption, frequency and duration information. The items of interest from this review are

described in Section 6.
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Section 6: Aquila’s Response to Reduction in Service Quality Concerns

Staff requested information to determine what quality assurance programs Aquila has put
in place to assure that service quality levels are not degraded as a result of its reorganization.
These Data Requests explore whether or not any service quality metrics are being reviewed by
Aquila, if any reductions in service quality have been observed, and what Aquila will do if any
reductions in service quality are observed in the future,

The first of Staff’s Data Requests in this area asked if Aquila had put in place any
monitoring to assure no reduction in customer service quality (as determined by the metrics in
Data Request No. 2904). Aquila responded to this data request with the following:

Natural Gas and Electric

e C(Call Center Average Speed of Answer
e Call Center Abandoned Call Rate

Since 1999, Aquila has contracted with the Gallup Organization to complete a
monthly customer service survey across three separate categories—'Billing &
Image”, “Customer Connect” and “Payment Arrangement”. These three areas
represent the largest areas of customer contact within our organization. Each
month a portion of the customer base is surveyed by Gallup to provide results at a
90% confidence level from the responses. The results are then tabulated and
scored on a 0-100% scale. Customers having contact with Aquila in the past 30
days pertaining to “Customer Connect” or “Payment Arrangements™ are provided
in the monthly samples. To obtain a sample for the “Billing & Image” portion, a
general sample of our complete customer base is used. This year we have
upgraded the process by increasing the sample size and improving the number and
types of questions asked. Reports on the three separate areas are compiled and an
overall composite score for customer service is determined.

Natural Gas

Leak Response Times (call received to service man arrival)
Leak Survey Intervals

Cathodic Protection Survey Intervals

Regulator Station Check Intervals

Rechecks for Classified Leaks Intervals

Essential Valve Recheck Intervals

Keeping Current with Pipeline Replacement Programs
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Aquila continually monitors to ensure that natural gas service quality is in
compliance with or exceeds regulations. All leak responses have historically been
documented on forms relating to each individual leak response. These documents
are filed in our operating areas and reviewed annually by the Gas Safety Staff of
the Commission for compliance with State regulations. Instances in which our
response to a gas leak has been found deficient are few in comparison to the total
number of responses we make annually. We are implementing a more automated
process of summarizing our gas leak response but the system is not fully
integrated with our field reports at this time.

The definitions, procedures and intervals pertaining to all mandated leak surveys,
cathodic protection monitoring, gas leak classification/monitoring and essential
valve maintenance are clearly presented in the State regulations. Our compliance
with these regulations is monitored during annual inspections by the Gas Safety
Staff of the Commission. All nine of our operating areas are inspected. No major
concern regarding our compliance with any of these procedures has been noted
during the inspections. The documentation pertaining to these mandated
functions is extensive and retained in the individual operating areas.

All mandated pipeline replacement programs were completed well in advance of
the scheduled completion dates. Our program was completed in the early 1990’s.
Our “yardline” replacement program is still in progress and is scheduled for
completion in 2005. A summary of the status of this program is submitted
annually to the Gas Safety Staff of the Commission.

SAIDI, SAIF], CAIDI, CAIFI, MAIFI

Aquila has for years monitored performance on these metrics. Reports are
reviewed by operations management each month and periodic reports are filed
with the state.

Staff’s review of this response is generally consistent with information Staff has received
through discussions with Aquila and Staff that work with Aquila on some of these issues (ie.,
Gas Safety). Staff’s review of the data described_in Data Request No. 2904 is provided in
previous subsections of this section of the report.

Staff’s second Data Request in this area asked if Aquila had observed any reductions in

service quality metrics (in Data Request No. 2904) and if any management actions had been
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taken to restore or increase service quality. Aquila responded to this data request with the
following:

After reviewing the response to Data Request MPSC-2904, we do not believe that
the information provided denotes any deterioration in service quality over that
timeframe,

Staff does not necessarily share Aquila’s view of the data provided in response to Data
Request No. 2904. This section qf the report describes several observations from Staff’s review
of provided data that have resulted in further inquiries by Staff. The third and last of Staff’s Data
Requests in this area asked what Aquila will do in the future if any service quality (Data Request
No. 2904) changes are observed. Aquila responded to this data request with the following:

Aquila strives to match a healthy balance of safety, customer service and
reliability performance against the cost of achieving that performance.
Management would typically focus to a greater extent on significant declines in
performance. To the extent that significant declines are noted in any of the
metrics described in Data Request No. 2904, management would endeavor to
determine the root cause of any such decline, identify measures that could be
taken to reverse the decline, analyze the cost to customers of implementing a
solution and reaffirm an appropriate baseline for performance. Then management
would develop and carry out an action plan designed to re-establish that baseline
of performance. The determination of what is significant and the action plan to
bring about acceptable performance would, of course, be situationally dependent.

It should be noted that management typically would not wait until performance
has declined “significantly” below our standards before addressing issues. For
example, our call center performance statistics have not significantly declined but
in recent months there has been a level of deterioration in some aspects of the call
centet’s performance metrics. That decline has been identified as occurring due
to a combination of internal promotions of experienced call center employees
within Aquila shortly before we began experiencing a level of calls greater than
we had historically experienced. In order to maintain our baseline performance,
Aquila has implemented an action plan to aggressively hire new personnel for the
call center and to increase the quality and availability of training programs to all
impacted employees.

Through a number of meetings that Staff has held with Aquila and information that has
been received through Data Requests, Staff has collected a significant amount of information to

monitor several aspects of the service quality that Aquila is providing its customers. The
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information collected thus far, and information planned to be collected, will provide Staff with
the opportunity to review several aspects of Aquila’s efforts to maintain or improve its service
quality level to its customers. Aquila’s success at addressing any future downward trends in

service quality will be an item of interest in Staff’s ongoing discussions with Aquila.
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Section 7: Other Staff Concerns

A, Electric Generation Plant Concerns

At the time of this report, Staff had not had time to conduct a complete review of
Aquila’s historical and projected outage and purchase power data. Staff will complete its review
and continue to monitor this area until such effort is no longer required. Staff will determine if
additional action is necessary as dictated by the facts and conditions of the concern.

Staff’s initial review of the historical forced and maintenance outage hours was
conducted on both a unit-by-unit basis and for the total system. The forced outage rates are very
sporadic and do not demonstrate any marked trend. However, projected outage schedules show a
lower level of scheduled outages averaged over the next four years than has been averaged over
the past eight. Staff believes that shorter outages.are an industry trend that needs to be monitored
to ensure that forced outage rates do not increase.

The purchase power data reviewed thus far indicates that Aquila has spent less on
generation in the last year and more on purchased power as expected since MPS’s current
contract with the Aries plant is included in this data. However, Aquila’s future reliance on
purchase power was a point of discussion in Staff’s Integrated Resource Planning meeting with
Aquila. The L&P expenditure trends are related to maintenance, construction or operations
support beyond the recent reduction in generation and the recent increase in purchased power at
MPS. These trends are either scattered or relatively stable.

B, Electric Transmission and Distribution Concerns

Staff’s review of maintenance, construction, and operations expenditures yielded a
number of trends that Staff will be discussing with Aquila in the near future. Staff notes that

Aquila’s new electric transmission expenditures data for L&P was incomplete.
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At the time of writing this report, Staff had not had adequate time to review the
information to provide an assessment. Staff met with Aquila regarding this issue on
November 26™ and is carefully reviewing the information collected in that meeting. Staff will

continue to review this area in the future.
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Section 8:  Aquila Investigations Activity in other States

A, Kansas

On March 11, 2002, the Kansas Corporation Commission issued an Order Initiating
Investigation into the standards and criteria for affiliate transactions involving the regulated
utility businesses and the unregulated businesses of Aquila. The Order specified that the
investigation was necessary with the then recent downgrade of Aquila’s debt rating by Fitch,
which according to the Order was attributed by Fitch, in part, to Aquila’s unregulated businesses.
The Order further specified that the purpose of the investigation was to better understand how
Aquila will meet its statutory obligation to serve its utility customers in light of its impetus for
diversification into unregulated business activities. The Order stated that the investigation would
assess the impact of and risks of Aquila’s unregulated business activities on its Kansas electric
and natural gas regulated business. The Order further specified that the investigation would
determine whether any guidelines or criteria should be established about the relationship between
the regulated business and the unregulated activities.

As mandated by the Order, Aquila filed its report on June 14, 2002, as a confidential
report. The Staff of the Kansas Corporation Commission (KCC Staff) filed its report on
October 31, 2002 (Appendix A). The KCC Staff made several initial recommendations, The
KCC Staff noted that the organizational structure of Aquila is constantly changing. The KCC
Staff opined that the organization of utility businesses along state jurisdictional lines has merit
from an accounting and financial perspective. The KCC Staff noted that Aquila’s CCAM needs
further revision to assure that corporate common costs are being properly assigned and allocated

to the regulated utilities and the non-regulated affiliates. The KCC Staff further stated that the
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Code of Business Conduct will need to be revised as the business environment dictates. The
KCC Staff further recommended that an Affiliates Transactions Policy and Procedures Manual
would be of great value.

The KCC Staff also requested that Aquila provide updates on its closure of Aquila
Merchant Services’ trading positions, associated liabilities and Aquila’s general financial health.
These updates were to be provided to coincide with the publication of Aquila’s financial
statements.

Another case of interest in Kansas is Docket No. 01-WSRE-949-GIE (Appendix B). This
is an investigation of whether Western Resources, Inc. (WRI) must‘be required to separate its
jurisdictional electric utility business from its unregulated businesses. On May 8, 2001, the
Kansas Corporation Commission initiated this investigation. On July 20, 2001, the KCC
determined WRI’s participation in certam restructuring transaction were not consistent with the
public interest and violated Kansas law. The KCC prohibited the transactions. The Order
further required WRI to submit a financial plan to restore WRI to financial health, to achieve a
balanced capital structure and to protect ratepayers from the risks of nonutility investments.

On January 8, 2002, the KCC expanded its inquiry to assess the impact of and risks
associated with WRI’s interest in or affiliations with nonutility business activities on WRI's
jurisdictional electric utility business.

WRI’s Financial Plan was rejected by the KCC because the KCC found that it
compounded rather than addressed WRI’s underlying problems. The KCC had concerns about
steps that WRI had taken to subsidize and enrich its nonutility business and investments to the
detriment of the electric utility and its ratepayers. The KCC determined that in order to address

these concerns, there must be proper identification of costs and investments attributable to
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regulated utility and nonutility activities and allocation of common costs and investments
between them. The KCC set out a specific plan and steps to be taken by WRI to address the
concerns and order WRI to refrain from taking any action that results in a direct or indirect
subsidization of nonutility business activities by regulated utilities.

B. Minnesota

In August of 2002, the Minnesota Public Utilities Commission began inquiries into
utilities under its jurisdiction that have financial difficulties. The inquiries of which this Staff is
aware are directed to QWEST Corporation Inc., Northern States Power Company d/b/a Xcel
Energy, and Aquila, Inc., which operates in Minnesota as Peoples Natural Gas & Northern
Minnesota Utilities.  While Xcel Energy may have more extensive operations in Minnesota,
because Aquila, Inc. also operates in Missouri, the Staff has monitored the activities in the
docket the Minnesota Commission established for its inquiry into Peoples Natural Gas &
Northern Minnesota Utilities.

On August 16, 2002, the Minnesota Public Utilities Commission (MPUC) issued a Notice
that it would consider whether any action should be taken regarding an inquiry into Possible
Effects of the Financial Difficulties at Aquila, Inc. on it operating companies in Minnesota. The
relevant companies in Minnesota are Peoples Natural Gas Aquila and Northern Minnesota
Utilities Aquila.

In an Order issued on September 4, 2002, the MPUC determined that an inquiry was
appropriate and ordered Aquila to file written responses to certain questions from the
Commission within 15 days. Aquila filed its Compliance Filing on September 18, 2002
(Appendix C).

In its Compliance Filing, Aquila answered the questions on corporate structure, finance

and related issues propounded by the MPUC. Aquila explained that its business focus shifted
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from a balanced strategy of merchant and global networks to a strategy of operating an integrated
utility and a portfolio of non-regulated merchant generation. Its U.S. Network business
orientation changed from a centralized utility structure organized around the concept of
unbundled services to each operating division to a state-focused, integrated utility concept.
Aquila also provided a general description of its current orgranization of corporate financing for
Aquila, its subsidiaries and divisions. Agquila provided information on its financial situation.
Aquila also responded to a question about its risks and potential liabilities in regard to Aquila
Merchant Services, any other division or subsidiary as part of the SEC energy trading
investigation, FERC investigation and any other lawsuits or similar issues. Aquila also
responded regarding protection of Minnesota ratepayers.

Various entities also filed comments on this matter, which are attached to this report as
Appendices D through F. These entities were the Attorney General of Minnesota, Aquila and

Minnesota Department of Commerce.
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Section 9: Possible Issues Raised in the Event for Aquila Files

A, Chapter 11 Reorganization

Aquila is an “electrical corporation,” a “gas corporation” and a public utility as those
terms are defined in Section 386.020, RSMo 2000, and is subject to the jurisdiction of the
Commission pursuant to Section 386.250, RSMo 2000,

As the Commission stated in its Report And Order entered December 14, 2000 in Case
No. EM-2000-292 (In the Matter of the Joint Application of UtiliCorp United Inc. and St. Joseph
Light & Power Company for Authority to Merge St. Joseph Light & Power Company with and
into UtiliCorp United Inc., and, in Connection Therewith, Certain Other Related Transactions),
the Commission is:

statutory[ily] obligat[ed] to provide continuous regulation of the public utilities of

this state. In describing the authority and responsibility of the Public Service

Commission, the Missouri Supreme Court has stated that the Commission is:

a fact finding body, exclusively entrusted and charged by the legislature to deal

with and determine the specialized problems arising out of the operation of public

utilities. . . . Its supervision of the public utilities of this state is a continuing one

and its orders and directives with regard to any phase of the operation of any

utility are always subject to change to meet changing conditions, as the

commission, in its discretion, may deem to be in the public interest. State ex rel.

Chicago, R. I. & P. R. Co. v. Public Service Commission, 312 S.W.2d 791, 796
(Mo. 1958).

In rejecting a proposed stipulation and agreement that would have limited the
Commission’s ability to entertain complaints against a Missouri utility, the Commission stated as
follows:

The Commission cannot agree to relinquish it statutory duties as proposed by the

parties. The Commission is essentially a creation of the Legislature and, as such,

is empowered by statute to carry out certain functions. Among the various

statutory responsibilities incumbent on the Commission to perform are the setting
of rates (Section 393.150, RSMo), the provision of safe and adequate service
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(Section 393.130, RSMo), the proper litigation of complaints (Section 386.400,
RSMo) and other general powers (Section 393.150). The Commission cannot
proceed in a manner contrary to the terms of a statute and may not follow a
practice which results in nullifying the express will of the Legislature. Public

Counsel v. Missouri Gas Energy 6 Mo. P.S.C. 3d 464, 465 (1997).

While made in the context of reviewing a stipulation and agreement, the statements
above regarding the Commission’s duties and obligations are of general applicability. Thus,
regardless of Aquila’s nonregulated activities, the Commission has both the authority and duty
under Missouri law to set utility rates, assure the provision of safe and adequate service and to
oversee Aquila’s regulated activities.

Although the Commission has authority under Missouri law to regulate Aquila, the
issue of federal preemption would arise if Aquila were to seek relief under the federal
bankruptcy code. The Staff does not perceive Aquila to be in such financial distress that a
bankruptcy is imminent, but the Staff would consider itself remiss if it did not address the issue.
Although not experts in bankruptcy law, it is the Staff’s understanding that, in the event Aquila
were to file for reorganization under Chapter 11, the Commission would only retain exclusive
jurisdiction over ratemaking. Title 11 Section 1129(a)(6), in part, provides:

The court shall confirm a plan only if all of the following requirements are met:

* %k & &

(6) Any governmental regulatory commission with jurisdiction, after

confirmation of the plan, over the rates of the debtor has approved any rate

change provided for in the plan, or such rate change is expressly conditioned on

such approval.

Thus, if the reorganization were to entail the transfer of generating plants or other
assets, it appears that the bankruptcy court could allow those transfers to take place without any
review by this Commission. The Staff believes it is likely that a bankruptcy court would

exercise its discretion and allow one or more Commissions in affected states to conduct a review
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of any such transfer but, ultimately, by virtue of federal preemption, the bankruptcy court would
have the final say on allowing the transfer to occur. Both the Minnesota Attorney General’s
Office and Aquila addressed this issue in detail in comments filed with the Public Utilities
Commission of Minnesota in that Commission’s Docket No. G007, 011/CI-002-1369
- (Appendices E and F to this report). It is noteworthy that, unlike the public utilities this
Commission regulates, when a railroad is reorganized under Chapter 11, Congress expressly
requires that both the trustee and bankruptcy court consider the public interest (11 U.S.C.
§ 1165) and that:
[e]xcept with respect to abandonment under section 1170 of this title [11], or
merger, modification of the financial structure of the debtor, or issuance or sale of
secutities under a plan, the trustee and the debtor are subject to the provisions of
subtitle IV of title 49 that are applicable to railroads, and the trustee is subject to
orders of any Federal, State, or local regulatory body to the same extent as the
debtor would be if a petition commencing the case under this chapter had not been
filed, but —
(1) any such order that would require the expenditure, or the incurring of an
obligation for the expenditure, of money from the estate is not effective unless

approved by the court; and

(2) the provisions of this chapter are subject to section 601(b) of the Regional
Rail Reorganization Act of 1973. (11 U.S.C. § 1166).

B. Chapter 7 Liquidation

The Staff has also reviewed Chapter 7 of the federal bankruptcy code, which provides
for liquidation of a bankrupt. The Staff notes that the trustee in a Chapter 7 bankruptcy is,
among other things, charged with “collect[ing] and reduc[ing] to money the property of the
estate for which such trustee serves, and closfing] [the] estate as expeditiously as is compatible
with the best interests of parties in interest.” 11 U.S.C. § 704(1), but finds no provision that
requires consideration of the public interest or any deference to state bodies that regulate the

types of utilities that fall within this Commission’s jurisdiction. Thus, it appears that any role
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this Commission might have in the liquidation of a bankrupt’s estate would be limited to that

which the bankruptcy court chooses to allow.
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Businesses.
STATF REPORT
L INTRODUCTION
1. On March 11, 2002, the Comimission issued its Order initiating an investigation

into the standards and criteria for affiliatc transactions involving the regulated utility businesses
and the unregulated businesses of UtiliCorp United, Inc. (hereinafter referred to as “Aquila™).'

2, The Commission indicated that an investigation was necessary given the recent
downgrade of Aquila’s debt rating by Fitch Ratings (“Fitch™). The Conunigsion notcd that
according to Fitcl, the downgrade was attributable, in part, to Aquila’s unregulated businesses.

3. According to the Order, the purposc of the investigation is to create an
opportunity to better understand how Aquila will meet its statutory obligation to serve its utility
customers in light of its impetus for diversification into unregulated business activities.

4, The Comrnission’s Order established the focus of the investigation as twofold,
namely: (1) assess the impact of and risks associated with Aquila’s interest in or affiliations with
unreguiated businesses, and (2) determine whether any guidelines or criteria should be
established regarding the relationship between the regulated business and the unregulated

activities.

! Since the lime this dockel was initiated, UtitiCorp United, Inc. changed its corporate name to Aquila, Ine.
In order to reflect the name under which the company is currently recognized, Staff will refer to the regulated
business as Aquila. At the time of the April 2001 IPO offering, the name Aquila referred to the energy trading
affiliate of UCU. For purposes of clarity in this Repori, the energy (rading alTiliate will be referred 1o under its new
designation of Aquila Merchant Services.
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5. The Commission’s Order cited certain events that led up to the downgrade. These

events arc summarized as follows:

(a) In April 2001, Aquila conducted an IPO of Aquila Merchant Services
shares.

(b) In November 2001 through January 2002, Aquila announced and
completed a short-forin merger that recombined Aquila Merchant Services
and Aquila.

(c) On February 19, 2002, Aquila filed a petition to intervene in Docket No.
01-WSRE-949-GIE in which it acknowledged the importance of cost
allocations and affiliate transactions.

(d) On February 27, 2002, Fitch downgraded Aquita’s debt rating from BBB
to BBB-, which is Fitch's lowest investinent grade. Fitch stated that the
downgrade reflected the cash flow drain from Aquila’s Energy/Merchant
business and the reliance of the unregulated business on Aquila for
funding. Moody’s Investor Servicc (“Moody’s”)and Standard & Poor's
("S&P"} have subsequently lowered Aquila’s ratings as well.

(e) Aquila has not made any filing with the Commission that notifies or seeks
apptoval for the spin-off or recombination.

6. Aquila was ordcred to provide a report describing and explaining its standards and
practices for affiliate transactions by Junc 14, 2002. This report was timely filed. Similarly,
Staff was ordered to file a report detailing its findings as a result of the investigation.

7. The scope and objectives of this investigation are set forth in the Order at
paragraph 11(C)(i) through (iv). This Report is organized to address the scope and objectives of
Lhe Order.

IL. WHAT STANDARDS AND PRACTICES ARE IN PLACE TO GOVERN
AFFILIATE TRANSACTIONS AND 1O AVOID SUBSIDIZATION OF
UNREGULATED SERVICES OR PRODUCTS BY AQUILA’S REGULATED
UTILITY BUSINESSES. WHETHER THE STANDARDS AND PRACTICES
ARE ADEQUATE AND, IF NOT, WHAT STANDARDS AND PRACTICES
SHOULD BE INSTITUTED.
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8. Organizational Chart. Until recently, Aquila operated regulated or merchant

businesscs on three continents. The businesses were organized into two groups: Merchant
Services and Global Networks Group. Recently, the merchant businesses have been scaled back
and renamed Capacity Services. Capacity Services include generation assets, natural gas storage
and transportation, gathering and processing assets, and a coal terminal and handling facility.
Aquila Domestic Networks now refers to electric and natural gas distribution utilities. Aquila
Networks serves 431,000 electric distribution customers in three states: Missouri, Kansas and
Colorado. In addition, Aquila Networks serves 874,000 natural gasl distribution customers in
Missouri, Kansas, Colorado, Nebraska, Towa, Michigan and Minnesota. Aquila International
Networks owns utilities through subsidiaries in Australia, New Zealand, Canada and the United
Kingdom. Another group is referred (o as Everest Connections and operates in the Kansas City,
Missouri, metropolitan area, and offers local and long-distance telephone, cable television and
high-speed internet/data services. It should be noted thal Aquila is still in a restructuring mode
so the organization structure is still changing.

9. Affiliate Contracts. In certain cases there are contracts with affiliates providing

services to regulated utilities. In Kansas, for example, there is u contract between Par Electrical
Contractors and Aquila’s Kansas utilities. Par Electrical Contractors is one of the Quanta
Companies, a firm in which Aquila has a financial interest.

10.  Cost Allocation Manual. Aquila has developed a Corporate Cost Allocation

Manual (“CCAM”). The CCAM provides the organization chart setting out the business units
and divisions. The CCAM also summarizes the primary purposes and goals of the business
units. Next the CCAM describes the assignment inethodologies. According to Aquila, the

CCAM is revised at least annually, and will need revision as Aquila downsizes.
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L1 Allocation of Corporatc Assets. Aquila allocates its corporate assets to its

individual business units which includes its utility operations. These allocated corporate assets
impact Aquila’s Kansas jurisdictional rate base, accumulated depreciation and depreciation
expense. Aquila is currently undcrtaking a depreciation study to develop new depreciation rates
for the Kansas portion of the allocated assets. Staff anticipates that Aquila will file this
depreciation study in the near future for Statf’s review and recommendation to the Commission
for approval.

12. Pricing of Goods and Services. In pricing goods and services between utilities

and unregulated affiliates, Aquila uscs asymmetric pricing principles. If the utility provides
goods or services to the unregulated affiliate, the unregulated affiliate must pay the greater of
fully distributed cost or fair market value. If the unregulated affiliate provides goods or services
to the utility, the utility must pay the lesser of fully distributed cost or fair marke; value.

13, Monthly Report Tracking Transfer of Hurnan Capital between Business Entities.

This monthly report utilized hy Aquila helps to make certain that employees are charged to the
correct profit centers.

14, Code of Business Conduct. Aquila has developed a Code of Business Conduct
(“Code”) that covers a variety of topics. The Code is made available to all employees as an
online, computer-aided training. Supervisors are responsible to make certain subordinates avail
themseives to the training. Violation of the Code may result in disciplinary action. Some of the
topics addressed are insider trading, equal employment opportunity, drug-free workplace, and
environment, health and safely.

15.  Affiliate Rules Training. The Affiliate Rules Training defines an affiliate, lists

the unregulated affiliates, defines an affiliate transaction, pricing controls, record keeping,
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reporting, information to affiliates, separation of operations, consequences of non-compliance,
recording of costs, controls and Federal Energy Regulatory Commission (“FERC") standards.
The Affiliate Rules Training was prepared as an online, computer-aided training for all
employees. Aquila states that training scssions have been held during the year 2001 with groups
of employees, and that management have played an active role in the training,

L. WHAT ACCOUNTING PROCEDURES AND PRACTICES ARE IN PLACE TO
CORRECTLY AND EQUITABLY RECORD AND DISCLOSE AFFILIATE
TRANSACTIONS AND TO ACCURATELY REPORT ASSETS OWNED AND
LIABILITIES ATTRIBUTABLE TO AQUILA’S ELECTRIC AND NATURAL
GAS BUSINESSILES. WHETHER SUCH PROCEDURES AND PRACTICES ARE
ADEQUATE AND, IF NOT, WHAT PROCEDURES AND PRACTICES SHOULD
BE INSTITUTED.

16.  Cost Allocation Methodologies. The CCAM previously mentioned has three

primary purposes:

(a) Provide a consistent method of assigning costs;

(b) Promote operational efficiencies;

() Tool for cost control.
Aquila uses direct assignment of costs where possible. As the CCAM describes, the common
costs are allocated using department-specific cost drivers to the appropriate states. The
Massachusetts formula, which consists of the arithmetic average of gross margin, payroll and net
plant is often used where the costs can. not be identified with a specific cost driver. Some other
cost drivers include gas customers, electric customers, regulated and non-regulated customcrs,
meters by state, employee headcount, gross property, claims expense paid, gross revenue and
number of paychecks. The CCAM is a good attempt to assign common costs Lo specific states
and/or product lines. The CCAM is revised annually or more frequently if a material change

takes place within Aquila. Examples of material changes that led to the CCAM being revised are
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the sale of West Virginia Power property and the purchase of the St. Joseph Light & Power
properties. The sale or purchase of significant assets impacts many of the drivers used in the
allocation process requiring an update. According to Aquila, cach driver affected by the sale or
purchase of these assels wus updated to reflect the change.

Staff notes that a CCAM audit of Aquila’s gas operations in Kansas (“KGO”) was
recently completed. Staff believes that the scope and objectives of this audit are broad enough
for the audit to serve as a proxy of cost allocations affecting total Aquila utility operations in
Kansas, The KGO audit found no material errors, omissions or concerns.

17. Prcing Controls. The pricing standards in place have been mentioned in the

previous section of this report, but will be summarized again:

(a) Goods and services provided (o a regulated affiliate must be priced at the
lower of cost or market.

b) Goods and services provided by a regulated affiliate must be priced at the
higher of cost or market.

(c) Goods and services procured by competitive bid should be obtained in a
manner equitable to all qualified bidders.

18. Transfer or Sale of Assets between Repulated and Unregulated Business Entities.

The accounting records are not automated to track sales or transfers of assets between affiliates.
The Risk Assessment & Audit Services department periodically requests that the Property
Accounting Group perform a manual study and provide a listing il such transactions occurred.
The conclusion was that there were no sales or transfers between regulated utilities and

unregulated affiliates during the years 2000 and 2001.

19, Financial Staternents and Accounting for Each Business Unit or Division. There
should be adequate accounting to prepare financial statements for the various divisions and

affiliates. Separate accounting and financial statements would send signals of over or under
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earning. Scparate accounting and financial statements would help to determine if funding is
adequate or deficient.

20.  Affiliate Transactions. Through a PeopleSoft query, a monthly report of affiliate

transactions can be produced. Thesc transactions are direct charges between various subsidiary
departiments and were not the result of Intra-Business Unit allocations. A separate query has
been developed to list the Intra-Business Unit allocations. Aquila seems to be making a serious
atternpt of rccording affiliate transactions accurately.

21.  Affiliate Transactions Policy and Procedures Manual. Aquila does not have an

Affiliate Transactions Policy and Procedures Manual but plans to have it completed by the end
of calendar year 2002. This manual would be complete road map to guide employees on affiliate
transactions policy and procedures. The training material is a good start but needs to be
expanded. |

IV.  WHATIS THE IMPACT ON AQUILA’S FINANCIAL HEALTH AND ABILITY

TO PROVIDE EFFICIENT AND SUFFICIENT SERVICE AT JUST AND

REASONABLE RATES FROM AQUILA’S INTEREST IN OR AFTILIATIONS

AND ASSOCIATIONS WITH UNREGULATED BUSINESSES.

22.  Staff has been monitoring Aquila’s financial health since the beginning of the
crisis in the energy trading industry. Aquila’s financial problems are the result of its affiliates’
participation in that industry -- not because of abusive practices between Aquila and its affiliates.
Aquila has exited the energy trading business, but Aquila remains responsible for the liabilitics
created by its energy trading unit. To date, Aquila has not been able to definitively quantify
those liabilities for Staff. However, Aquila is actively selling assets to ensure it haé the liquidity
to meet those liabilities.

23, When a jurisdictional utility moves asscts and liabilities from under ils corporate

umbrella, Staff is concerned about how the move atfccts ratepayers. Staff’s concern centers on
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the question of whether it takes with it an equitable amount of debt. Sta(l would have preferred
to examine Aquila’s planned IPO of Aquila Merchant prior to it occurring. Becuuse that did not
happen, Staff is examining the IPO and the reacquisition to determine whether those transactions
had a negative effect on ratcpayers.

24.  The spin-off and rcacquisition as it occurred did not in itself harm Aquila’s
ratepayers, but only because the transaction was ultimately reversed. If Aquila had completed
the Aquila Merchant Services spin-off, then Staff believes that ratepayers could have been
harmed because of the very small amount of debt assumed by Aquila Merchant Services.

25.  During the past decade, Aquila pursued a strategy of growing its non-regulated
business units. The growth in non-regulated business is very apparent in the table of annual sales

revenues below which shows rcvenues from non-regulated operations more than doubling in

three years.
Aquila Annual Revennes 2001 2000 1999

Sales: Natural Gas-non regulated $19.834.20  $16,783.00 § 8,540.50
Electricity-non regulated 17,582.60 9,459.70 7,966.90
Nutural Gas-regulated 964.30 826.50 638.20
Electricity-regulated 1,099.80 1,208.10 983.80
Other-non regulated 89590 697.60 492.10
Total Regulated Sales $ 206410 $ 203460 $ 1,622.00
Total Non-regulated Sales $38,312.70  $26,940.30  $16,999.50

Total sales $40,376.80  $28,97490  $18,621.50

26.  The growth in its non-regulated, non-traditional utility business units led Aquila
to the decision (o separate it regulated business units from its non-regulated business units. By
separating these two very distinct business units, Aquila believed investors would he able fo
make “pure play” investments in either the traditional public utility or (he energy trading

industry. The two business units posscss different risks and by allowing investors to decide
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which to hold, stocks of both the merchant services unit and traditional utility would be more
attractive to investors. It was management’s belief that the sum of the two parts would be more
valuable separated.

A, Aquila Merchant Services

27. At the time Aquila decided to spin-off Aquila Merchant Services, Aquila
Merchant Services had two distinct business units: Wholesale Services providing marketing,
trading and comunodity risk managemenl services focusing on the encrgy industry, and Capacity
Services that own, operate and contraclually control significant electric power generation assets;
natural gas gathering, transportation, processing and storage assets; and a coal blending, storage
and loading facility. .

28.  Aquila continued to own both domestic and international utilities. Global
Nctworks Group manages electricity and natural gas distribution networks in the U.S. and in four
other countries. This group also provides appliance serlviccs, operates communications networks
and has an investment in a major provider of field services for utilities and telecommunications
companies. Aquila has accumulated a 38 percent equity interest in Quanta Services, Inc. which
is onc of the largest field services companies in the U.S., serving the maintenance and
construction needs of utilities, pipelines and telecommunications companies. Aquila also owned
80 percent of Aquila Merchant Services.

29.  Separating Aquila Merchant Services from 1ts parenl, Aquila publicly began in
March of 2001 with the offcr by Aquila to sell up to 17,500,000 Class A commeon shares (pius an
over allotment allowance) of Aquila Merchant Services at $24.00 per share. At the close of this
sale, Aquila would own 80,500,000 Class B common shares of Aquila Merchant Services. The

shares owned by the public were reclassified as Aquila Merchant Services Class A common
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shares with one vote per share while the shares held by Aquila were Class B shares entitled to 10
votes per sharc. By the end of the offering Aquila owned 80 percent of Aquila Merchant
Services but rctained 98 percent of the voting power through its Class B shares.

30.  In the prospectus, Aquila Merchant Services stated that it was Aquila’s intent to
distribute its remaining 80,500,000 shares to Aquila sharcholders through a tax-free distribution.
The distribution would not have raised any additional capital for Aquila.

B. Aquila Merchant Services’ Balance Sheet

3L A key question is what assets and liabilities did Aquila Merchant Services take
with it at the JPO. As stated earlier, Aquila maintained 98 percent control over Aquila Merchant
Services after the initial public offering. But even though Aquila refained control of Aquila
Merchant Services, the IPO did create a group of minority shareholders. The table below
demonstrates that the 1PO did not leave Aquila with a high amount of debt.

Capital Structure Comparison
Aquila (f/k/a UtiliCorp United)

Pre IPO w/o AMS Post Re-Acquijsition

December 31, 2000 June 30, 2001 December 31, 2001
Equity 43.70% 45.63% 48.49%
Debt 56.30% 54.37% 51.51%

32. As shown on the table, the *“Pre-IPO” Dccember 31, 2000 capital structure
includcs the Aquila Merchant Services merchant energy unit. This is the reporting period just
prior to the announcement of a spin-off. The June 30, 2001 reporting period is the first reporting
period after the separation. The capital structure for this period in the table above is that of
Aquila only; all of the capital assigned (o Aquila Merchant Services was subtracted out. By
December 31, 2001, Aquila had made the announcement to re-acquire the outstanding portion of

Aquila Merchant Services.
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33, Ttis worth noting that Aquila Merchant Services took with it only $12 million of
long-term debt, less than 10 percent of its total capital assigned to it at the time of the IPO.

34.  The table above docs not answer the qucstion of whether Aquila assigned to
Aquila Merchant Services a reasonable amount of debt, that is, an amount of debt consistent with
the debt required to finance Aquila Merchant Services’ growth over the years. That type of
analysis would require an extensive amount of Staff resources. It is not necessary, though, to
perform such an analysis because Aquila chose not to complete the distribution of Aquila
Merchant Services stock. Aquila Merchant Services always remained consolidated on Aquila’s
financial statements. Had Aquila chosen to complete the distribution of Aquila Merchant
Services, it would have been necessary for Stalf Lo investigate if an equitable portion of Aquila’s
debt was assigned to Aquila Merchant Services.

C. Decision to Re-Acquire Aquila Merchant Services

35.  The decision to merge the two companies such a short time after the IPO was
based on significant changes in the economy and energy trading industry. These changes
restricted Aquila Merchant Services' access to the capital markets. The changes in economy and
this industry affected all of the parlicipants, not just Aquila Merchant Services. Tt was believed
that only those energy traders with significant assets to collaleralize loans would have to access
the capital markets. In November of 2001, Aquila’s Board of Directors made the decision to
purchase the 20 percent of Aquila Merchant Services common stock held by the public by
offering Aquila Merchant Services shareholders .6896 shares of Aquila common stock in
cxchange for their Aquila Merchant Services shares. At that time Aquila stock traded at $30.00
per sharc which was a 15 percent premium over the trading price of Aquila Merchant Services

stock.
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Appendix A-1 1




36. - Aquila Merchant Services would not have acecess to the capital markets and thus
could not survive on its own. Aquila Merchant Scrvices hoped that fe—mcrging wilh Aquila
would provide it with a large enough asset base to survive. At the time of the tender offer,
Aquila stated that it believed Aquila Merchant Services, with access to the capital markets, could
acquire energy related properties at very favorable prices as other energy trading companies sold
assets to raise cash. The question arises whether ratepayers would be better off if Aquila had
chosen not to re-acquire the 20 percent of Aquila Merchant Services it sold off in the IPO, Many
of the issues surrounding this question must be answered by a specialist in securities law,
especially the question of whether Aquila, which still had 98 percent control of Aquila Merchant
Services, could be responsible for any of Aquila Merchant Services’ liabilities. The poor health
of the energy trading industry prohibited Aquila from selling any of its Aquila Merchant Services
stock into the market in an atternpt to reduce its exposure.

37.  In June of 2002, Aquila began scaling back its encrgy trading operations publicly
stating its intent to sell it or merge with another. In August, Aquila announced that a sale or
merger was unlikely. At this time, Aquila has ceased all energy trading activities with the
exception of its capacity services unit whose trading activities are limited to transaction backed
by Aquila-owned plants.

D. Aquila’s Financial Health

38.  The deterioration of the energy trading industry that cavsed Aquila to exit the
business has also caused bond rating agencies to closely scrutinize the credit worthiness of all
companies in that industry,

39. Based on the information currently available, Aquila appears to be able to meet its

obligation to serve. In July of 2002, it sold 37.5 million shares of common stock and $500
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million of senior unsecured notes demonstrating that it can access both the debt and equity
markets. Aquila’s credit ratings were placed under review for possible downgrade by S&P on
April 23, 2002, and by Moody’s on May 30, 2002. Moody’'s downgraded Aquila to non-
investment grade {Ba2) on September 3, 2002. Aquila remains investment grade by Fitch and

S&P. Aquila’s current credit ratings ate as follows:

Agency Levels above
Rating  non-invesiment grade
Standard & Poor's Corporation (S&P) BBB Two
Fitch Ratings (Fitch) BBEB- One
Moody’s Investor Service (Moody's) Ba2 -

40.  The rcasons given by the ratings agencies included Aquila’s announced
.acquisition of C()ger_;_trjx Energy, risks associated with foreign investments, concerns that Aquila
lacked the financial resources to support their energy trading operations and an analysis of
Aquila’s operations under more stringent credit metrics. To increase its liquidity and improve
the outlook for its credit ratings, Aquila: ceased all mergers and acquisitions, reduced the
dividend by 42 percent, exited from wholesale energy trading business, identified almost $1
billion of non-strategic assets to sell, sold $764 million in debt and equity and targeted over
$100 million in cost reductions.

41.  Specifically, Aquila has completed or will soon complete the following asset

sales:
Aquila Asset Sales As of October 15, 2002 Net Proceeds {Millions)

Completed:

Lockport, N.Y., power project $ 37.5
Natural gas pipeline and processing assets 265.0
UnitedNetworks (New Zealand distribution utility} 362.0
U.K. gas storage assets 34.9
Quanta Services stock (open market and private sales}) 44.0
Mallon credit facility 30.5
Other businesses and assets 22.7
Subtotal 796.6
Pending:

Texas gas Storage assets 180.0
Total asset sales closed or pending $976.6

13
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Aquila will use the proceeds from the sale of these assets, issuance of common stock and long-

term debt to meet its liquidily requirements which is driven by ratings triggers in its credit

agreements and cash needs required to settle its remaining encrgy trading agreements. Aquila
maintains that the cash raised from these sales will be sufficient to meel its liquidity
requirements.

V. HOW ARE AQUILA’S UTILITY CUSTOMERS PROTECTED FROM THE
RISKS ASSOCIATED WITH UCU’S INVESTMENTS IN OR RELATIONSHIPS
WITH UNREGULATED ACTIVITIES, WHETHER SUCH PROTECTIONS ARE
ADEQUATE AND, IF NOT, WHAT PROTECTIONS SHOULD BE INSTITUTED.

42, Maintenance of Service Quality. The goal here is to encourage Aquila to fund the

regulated utilitics adequately. Establishment of service cjuality criteria nceds to be developed.
Once the service quality standards are established, the reporting and monitoring of service should
be pursued to make certajn customers are receiving efficient and sufficient services. To
accomplish these objectives, the Commission has opened a gencric docket on this subject
(Docket No. 02-GIME-365-GIE). In addilion, the Commission’s Division of Public Affairs and
Consumer Protection investigates and tracks customer complaints.

43.  Hypothetical Capital Structure and Rate of Return In Rate Cases. The purpose of

using hypothetical capital structures is twofold: (a) establishes capital costs that are not influenced
by the risks of non-regulated businesses, and (b} determines a rate of rcturn that is adequate Lo
provide sufficient and cfficient utility services.

44.  Separation of Treasury Functions. This proposal is desi gned to prevent a

corporation with a common treasury from taking funds from regulated utilities to pursue
unregulated and often more risky endeavors without receiving adequate compensation.

Regulated utilities should reccive interest income for funds provided and give interest expense

14
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for funds received, This tracking of cash costs would establish an equitable method of rewarding
the entities.

45.  Separtate Financial Statements. Maintenance of accounting records so that
separate balance shects, income statements and cash [low statements could be prepared for each
entity would help preserve the integrity of the utility operations. Regulated entities separated
from unregulated entities by distinct accounting systems and perhaps legal arrangements would
prevent cross-subsidies.

V1. INITIAL RECOMMENDATIONS

46.  Organizational structure is constantly changing as Aquila is in the process of
Iestrucluring its business entities. Organization of utility businesses along state jurisdictional
lines has a lot of merit especially from an accounting and financial perspective. Aquila’s CCAM
will need further revision to make ccrtain that regulated utilities and non-regulated affiliates are
being properly assigned or allocated their fair share of corporate common costs. The Code of
Business Conduct will need to be revised as business environment requires. Affiliate
transactions appear to have been addressed seriously by the company. However, the
development of an Affiliate Transactions Policy and Procedures Manual would be an invaluable
guide in this area.

47.  Staff requests that Aquila provide updates on its efforts to close Aquila Merchant
Services’ trading positions, associated liabilitics and Aquila’s general financial health. Staff
believes such updates should be provided to Staff quarterly to coincide with the publication of its

financial statements.

15

Appendix A-15




WHEREFORE, Staff submiis its Report in the above-captioned dockel pursuant to the

Commission’s March 11, 2002 Order.

Respectfully submitted,

duaen b. Curvyryvfam

Susan B. Cunningham, General Counsg)
Anne E. Bos, Assistant General Counscl
Kansas Corporation Commission

1500 SW Arrowhead Rd.

Topeka, KS 66604

(785) 271-3272 (telephone)

(785) 271-3167 (telecopy)

ATTORNEYS FOR THE COMMISSION
STAFF
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VYERIFICATION

STATE OF KANSAS ) Y
) ss: RN
COUNTY OF SHAWNEE ) S

Susan Cunningham, being duly sworn upon her oath, deposes and stales that she is the
General Counsel for the State Corporation Commission of the State of Kansas, that she has read and
is familiar with the foregoing Staff Report, and that the statements contained therein are true and
correct to the best of her knowledge, information and belief.

dooan B. (i /Wﬂf{mm

Susan Cunningham, #14083

General Counsel

State Corporation Commission of the
State of Kansas

SUBSCRIBED AND SWORN to before me this. 3 /a#day of October, 2002.

. PAMEIA J. GRIFFETH
Hetary Public - State of Kansas NOtaI'Y Public

LN rl’"'_‘js {)(‘1’ /7 22

My Appointment Expires:
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CERTIFICATE OF SERVICE
{02-UTCG-701-GIG)

WES
I hereby certify that on this 2zl day of October, 2002, I caused a true and correct copy of the
above and foregoing Staff Report to be deposited in the United States Mail, postage prepaid,

addressed to the following persons:

Jon Empson
Utilicorp United, Inc.
1815 Capitol Avenue
Omaha, NE 68102

Jim Flaherty

Anderson Byrd Richeson Flaherty
& Henrichs

216 South Hickory

PO Box 17

Ottawa, KS 66067

Leslie J. Parrette, Jr.

Senior Vice-President, General Counsel
and Corporate Secretary

Utilicorp United, Inc,

20 W. Ninth Street

Kansas City, MO 64138

Walker Hendrix

Niki Christopher

Citizen’s Utility Ratepayer Board
1500 SW Arrowhead Rd

Topeka, KS 66604

Aoaan B. &AMWE{VM
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THE STATE CORPORATION COMMISSION
OF THE STATE OF KANSAS

Before Commissioners: John Wine, Chair
Cynthia L. Claus
Brian J. Moline

In the Matter of the Investigation of Actions )
of Western Resources, Inc. to Separate its } Docket No. 01-WSRE-949-GIE
Junsdictional Electric Utility Business from )
its Unregulated Businesses. )

No. 51
ORDER REQUIRING FINANCIAL
AND CORPORATE RESTRUCTURING BY WESTERN RESOURCES, INC.
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WRTI's Regulated Electric Utility Operations Must Be Separately

Incorporated as a Subsidiary of WRI.......cocoooioiiii e 73
OVerview ..., et 73
Cost ANlocation MAMUAL ................ooooooooeooeeeeeeeeooeoeoeoeeeoeoeoeeoeooooo 79
Reporting REqQUITCINEITS ....oveeiviei oo 82

Reasons for the Requirement of Moving the KPL Utility Business
to a Utility-Only Subsidiary ..o 84

The Requirement That WRI Electric Operations Be Placed in a
Separate Subsidiary or Subsidiaries Will Permit and Provide for
an Allocation of Debt That Reflects Appropriate Cash Flow Needs....................84

The Location of WRI's Electric Operations in Separate Corporate
Entities Enhances Monitoring and Accounting for Interaffiliate
TranSACHONS ..ottt oeeee 87

i " WRI's Current Accounting, Reporting, and Related
Monitoring Are Inadequate to Protect the Interests of the
Public Utility and its Customers in the Context of a
Diversified COMPANY ....ovoiiiieierieieeeeeiiee oot 87

ii. The Requirement that WRI Electric Operations be Placed
n a Separate Subsidiary or Subsidiaries Will Improve the
Ability to Detect the Use of Electric Utility Operations to
Further Nonutility ACHVIHES ... oo 9

Directive and Guidance on the Restructuring Plans ... 95

WRI Shall Reduce Debt By Employing Measures Shown By
the Record to be ApPIOpIiate ..o voeeee oo 98

WRI Must Undertake Ruquisite Debt Reduction Measures, the
Mix of Which the Com:: :sion Will Leave to WRI Discretion.
Inially ... e 93
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2. WRI’s Debt Reduction Measures Shall Consider and Implement

Those Measures Shown By the Record to be Appropriaie ........c.ooeveeveeevrveverenn. .. 102
V. WRI Shall Refrain from Any Action that Results, Directly or Indirectly,
in its Electric Utilities Subsidizing Nonutility Business Activities .........oocoooovevevnn.. 105
A. Initiation of Additional Proceedings to Determine Standards
and Guidelines for Affiliate Relations within the WRI Corporate
Family e 105
B. Interiny Standstill Protections. ..o vt i11
VL CONCIUSION e e et e ettt aar e e e e e e s s atee et ee e 115

The State Corporation Commission of the State of Kansas (Commission) finds that
financial and corporate restructuring of Western Resources, Inc. (WRI)‘ is necessary to: (1)
achieve a balanced capital structure within the public utility business controlled by or affiliated
with WRI; (2) reduce the excessive debt accumulated due to investment in nonutility business
ventures, (3) prevent interaffiliate accounting practices and relations that are harmful to WRI's
public utility business; and (4) protect ratepayers from the risks of WRI’s nonutility business
ventures in the corporate family controlled by WRI.

By this Order, the Commission (1) rejects the plan proposed by WRI: (2) directs WRI to
reverse certain accounting transactions; (3} directs WRI to transfer its KPL utility division to a
utility-only subsidiary of WRI, after Commission review and approval of a plan to be submitted
by WRI within 90 days of this Order; (4) institutes interim standstll protections 1o prevent harm
to WRI's utility businesses as a result of their affiliation with WRI's nonutility busincsses

pending adoption of final requirements relating to such affiliation: and (3) institutes an

All references to WRI refer to the enlity now known as Weslar Energy. Inc. All references (o Westar Industries refer o
Westar Industries, Inc. a whollv owned subsidiary of WRI

-
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investigation into the. appropriate type, quantity, structure and regulation of the nonutility
businesses with which WRI's utility businesses may be affiliated.
1. Introduction and Overview

1. WRI is a holding company, providing electric service and owning stock in utility
and nonutility businesses. At the holding company level, WRI provides retail electric service in
parts of Kansas as KPL. WRI also provides retail electric service through its wholly owned
subsidiary, Kansas Gas & Electric Company (KG&E). In total, WRI, including its subsidiary
KG&E, provides retail electric service to approximately 636.000 customers in the state of
Kansas. WRI and KG&E are both certificated electric public utilities subject to the junsdiction
of the Commission pursuant to K.S.A. 66-104 and 66-131. Collectively, WRI's elcetric
businesses have been referred to in this proceeding as Western Resources Electric Business or
WREB. WRI also owns 100 percent of Westar Industries, Inc., a holding company which owns
several nonutility businesses, most prominently ONEOK and Protection One.”

2. Prior to 1996, WRI was almost exclusively an electric and natural gas public
utility. As of December 31, 1995, WRI employed approximately $3.4 billion in total capital.
WRI's capitalization at that time conststed of long-term debt in the amount of S1.4 billion, short-
term debt in the amount of $0.2 billion and $0.1 billion in quarterly income preferred securities
(QUIPs)." At that time, WRI had equity of $1.7 billion. which represented approximately 50

percent of its total capttal structure. Proctor Direct at 7. 12-13. 20 and Staff Exhibit No. JMP-3.

i Additional infermation on WRI's corporate structure js contained in this Commission's Order of Juiv 20. 2001.
QUIPs are obligatiens lo securities holders which have both debt and preferred equity characieristics. For example,

WRI may deduct for income ax purposeas the dividends pavable to the securities holder as interest axpense
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3. Since 1996, WRI has employed incremental capital to invest in nonutility
businesses. As of December 31, 2001, aftcr taking into consideration and adjusting for an
impairment charge of $0.65 billion during the first quarter of 2002 for two of its nonutility
subsidiaries, Protection One, Inc. (Protection One) and Protection Onc, Europe, WRI's
consolidated debt and equity were $3.6 billion and $1.2 billion, respectively, for a total of $4.8
billion in capital. Without the impairment charge, WRI’s total capital would have been $5.4
billion, including $1.8 billion of equity. Consequently, the equity component of WRI, on a
consolidated basis, fell to approximately 25 percent of total capital. Proctor Direct at 7, 12-13,
20 and Staff Exhibit:-No. JMP-6.

4. WRI:currently files consolidated financial statements that include the results and
standing of Westar Industries, one of WRI’s thll_v'-O\\'ned subsidiaries which currently holds
WRI's investments in most of its nonutility businesses. Both WRI's regulated electric utility
operations and its nonutility business ventures are represented in its consolidated financial
statements. WRI also prepares consolidated financial statements for Westar Industries,
consisting of the financial results and standing for its investment in ONEOK, Inc. (ONEOK),
Protection One and other miscellaneous nonutility investments.

3. In Westar Industries' consolidated financial statements, as of December 31, 2001,
WRI attributed only $0.5 billion of its $3.6 billion of consotidated debt to nonutility businesses.
Proctor Direct at 9 and Staff Exhibit No. JMP-6. However, Commis;ion Staff witness James
Proctor found that only 51.5 billion of WRI's §3.6 billion consolidated debt was necessary to
finance WRI's electric utility operations. He came to this conclusion by employing recognized
financial techniques to estimate sources and uses of cash. The remaining S2.1 billion of

consolidated debt, he found, was incurred and used to finance WRI's nonutility investinents.
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Thus, a large amount of debt sits on the books of WRI (which is the corporation in which the
KPL utility division is located) that is properly attributable to Westar Industries and its nonutility
businesses.

6. Under these circumstances, if there were a corporate reorganization in which
Westar Industries was separated from WRI, the present allocation of debt and equity between the
two entities would become permanent. The capital strucre of WRI's nonutility businesses
would have received $1.6 billion of equity from WRI’s regulated electric utility operations.
Conversely, WRI's actions would have resulted in $1.6 billion of consolidated debt attributable
“to nonutility businesses being charged to the regulated utility operations. Proctor Direct at 6-7
and Staff Exhibit No. JMP-1.

7. These were the circumstances, among others described in detail in the
Commission's Order of July 20, 2001, that led the Commission to expand the scope of its
nvestigation and require WRI to file a new financial plan, aimed at reducing debt, correcting the
musallocation of debt between the utility and nonutility businesses, and reforming the manner in
which WRI's affiliates interact.

II. Procedural Summary

5. On May &, 2001, the Commission entered its Order Initiating Investigation. The

investigation would address
whether the participation by WRI and its affiliates in the
transactions and relationships described herein, and anv other
transactions or relationships which may emerge from the
investigation, 1s consistent with Kansas law, including WRI's and
KG&E's statutory obligations to provide efficient and reliable

service to Kansas customers at just and reasonable rates.

May 8, 2001 Order at 18.
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9. On July 20, 2001, the Commission entered its Order that dete_rmined that WRI's
participation in certain restructuring transactions described in that Order was not consistent with
the public interest and contrary to Kansas law. The Commission made permanent the prohibition
on consummating those transactions through a “Rights Offering” that would result in a
permanent misallocation of the debt and assets within the WRI corporate family as set forth in
the Commission's July 20, 2001 Order at 13-20. The Commuission specifically declared that the
Asset Allocation and Separation Agreement (Asset Allocation Agreement) between WRI and its
wholly-owned subsidiary, Westar Industries, through which the misallocation of assets and debt
was established was null and void. July 20, 2001 Order at Ordering § (B)-(F).

10.  The Commission's July 20, 2001 Order further required WRI to submit a financial
plan to restore WRI to financial health, to achieve a balanced capital structure and to protcce
ratepayers from the risks of nonutility investments. July 20, 2001 Order at Ordering § G. In
judging the reasonableness of a proposed financial plan. the Commission proposed to evaluate
not only financial plans but also accounting practices under the following two important criteria.
That 1s, WRI and any financial plan must:

i include an equitable allocation of assets and liabilities
among WRI, WREB and WRI's other unregulated
businesses based on principles consistent with the manner
in which electric and non-electric assets and operations
were funded historically; and,

1. protect WREB's utility customers from harm caused by
WRI's invesument in unregulated businesses.

11 On November 6, 2001, WRI filed a Financial Plan n response to the July 20.

2001 Order. WRI amended the Financial Plan on January 29, 2002. During the same time, WRI

sought judicial review of the July 20, 2001 Order and the October 3. 2001 Order on

-
/
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Reconsideration in the District Court of Shawnee County, Kansas. Case Nos. 01-C1190 and 01-
C1387.

12. On January 8, 2002, the Commission expressly expanded its inquiry to assess the
impact of and risks associated with WRI’s interest in or affiliations with nonutility business
activities on WRYI’s jurisdictional electric utility business. The Commission invited comments
on whether the Commission should adopt standards or guidelines for affiliatc relationships to
avoid subsidization of nonutiiity services or products by the regulated operations. The
Commission also sought information on whether accounting guidelines or criteria can effectively
evaluate, measure and monitor the impact of the financial condition of the hoiding company on
the regulated electric operations (termed WREBY); whether accounting procedures and practices
are in place to correctly and equitably record and disclose affiliate transactions; whether
accounting procedures and practices are in place to accurately report assets owned and liabilities
attributable to the .electric operations. The January 8, 2002 Order authorized discovery to
facilitate the investigdtion and provide Commission staff (Staff) and other intervening partics a
meaningful opportunity to participate.

13. On February 12, 2002, the Commission, noting the Shawnee County District
Court’s dismissal of WRI's petitions for judicial review and remand, established a procedural
schedule for the investigation. The Commisston reiterated its two main concerns: First, WRI's
assignment to the clectric business of debt used for financing of nonutility business investments
and operations creales almisallocation of debt between WRI's elcctric business and its nonutility
businesses. Second, WRI's diversification and affiliation with nonutility busincsses having
stranded investments and other operaung difficultics can hann WRD’s ability to provide

sufficient and efficient electric service at jusi and reasonable rates. The Commission also
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directed WRI to explain whether recent actions taken by WRI to pledge KG&E assets as security
for WRI debt and to sell or transfer significant utility assets violate the restrictions of the July 20,
2001 Order that WRI refrain from taking any actions that incrcase the share of debt attributable
to WRI's electric businesses, imcluding entering into any affiliate agreements which violate this
principle.

14. On March 26, 2002, the Commission issued an Order that WRI had violated the
July 20, 2001 Ovder by selling the KG&E office building located in Wichita, Kansas, to an
affiliate at below book value contrary to Ordering Clauses (B), (C) and (D), of the July 20, 2001
Order. The Commission required WRI to accrue estimated cost of service savings that WRI
attributed to the sale.of the building. The Commission reserved the appropriate rate treatment for
final determination in a subsequent WRI rate proceeding.

15. On April 19, 2002, WRI submitted prefiled written direct testimony for Messrs.
Dawvid C. Wittig, Paul R. Geist and Anhur H. Tildesley addressing a proposed rights offering, as
presented in its amended Financial Plan. On May 23, 2002, Staff submitted prefiled direct
testimony for Messrs. James M. Proctor and Jeffrey D. MeClanahan; the Citizens’ Utility
Ratepaver Board (CURB) submitted prefiled direct testimony for Messrs. Stephen G. Hill, J.
Randall Wovlridee and Ms. Andrea C. Crane; Kansas Industrial Consumers (KIC) submitted
prefiled direct testimony for Messrs. John C. Dunn and James R. Dittmer; and MBIA Insurance
Corporation (MBIA) submitted prefiled direct testimony for Ms, Kara Silva and Messrs. Frank
D. Stem. Lous G. Dudn.ey. Steven T. Almrud, and Thomas B. Hensley, Ir. On June 18, 2002.
WRI submitted prefited rebuttal testimony of Mssers. Wittig, Geist, Tildesley, Michael J.

Stadler, Richard A. Dixon. Greg A. Greenwood and Ms. Peggy S. Loyd. On the same date,
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several witnesses on behalf of Staff, CURB, KIC and MBIA submitted prefiled cross answering
and rebuttal testimony.

16  On July 2, 3, 5, and §-11, 2002, the Commission conducted hearings. The
following appearances were entered: Ms. Susan B. Cunningham, General Counsel, and Ms.
Anne Bos, Assistant General Counsel on behalf of Staff, Messrs. Martin J. Bregman, Executive
Director, Law, Westar Energy, Inc., Larry M. Cowger, Director, Law, Westar Energy, Inc¢, and
Michael C. Lennen on behalf of WRI; Mr. Walker Hendrix and Ms. Niki Christopher, Consumer
Counsel, on behalf of CURB; Messrs. Joe Allen Lang, First Assistant City Attorney and Jay
Hinkle on behalf of the City of Wichita, Kansas (Wichita); Ms. Sarah J. Loquist on behalf of
Unified School District 259, Wichita, Kansas (U.S.D. 259); Mr. James P. Zakoura of behalf of
KIC; Messrs. Karl Zobrist, J. Dale Young and Ms. Glenda Cafer on behalf of MBIA; Mr. James
G. Flaherty on behalf of Aquila, Inc. and Messrs. James G. Flaherty, Eric Grimshaw, Vice
President and Associate General Counsel, ONEOK, Inc. and John P. DeCoursey, Director of
Law, Kansas Gas Scrvice Company, a division of ONEOK, Inc. on behalf of ONEOK, Inc.
(ONEOK).

17.  On July 2, 2002, ONEOK, WRI, Westar Industries, Staff, CURB and MBIA
(collectively referred to as Movants) filed a Joint Motion Approving Partial Stipulation and
Agreement. The Movants requested the Commission to tssue an order authorizing WRI/Westar
Industries to sell its ONEOK. Stock in accordance with the terms of the Shareholder Agreement
between ONEOK and WRJ and authorizing ONEOK, should it elect to do so. to purchase the
ONEOK stock from WRI/Westar Industries. On July 9, 2002, the Commission asserted
jurisdiction over the subject matter of the Partial Stipulation and Agreement and conditionally

approved the Partial Stipulation and Agreement. The Commission’s approval was conditioned
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on WRI's commitment that the proceeds from any sale of the ONEOK stock held by Westar
. Industries to ONEOK or to any other third party, be in cash and that such cash proceeds be used
to dccrease WRI’s consolidated debt without WRI incurring any intercompany payable to Westar
Industries.

ITI.  The Commission Rejects WRI's Financial Plan Because it Compounds, Rather
Than Addresses, YRI’s Underlying Problems.

8. The July 20, 2001 Order rejecied, as unlawful and contrary to the public interest,
WRI's proposed Asset Allocation Agreement, the rights offering for Westar Industries’ stock
and the split-off of Westar Industries (which at the time held WRI's interest in nonutility
businesses) from WRI to WRI sharehotders. The Commission found that the effects of these
proposals would be”to burden WRI (which after the split-off of Westar [ndustries to WRI
shareholders would consist only of WRI's electric business) with substantial debt related to
nonutilitv, business activities for which debt WRI would be legally responsible.  After the split-
off of Westar Industries, WRI would then be burdened with the large debt rclated to its
investments held in W'estar Industries and be unable to avail itself of Westar Industries’ asscts o
retire the Westar Industries-related debt held by WRI. Tuly 20, 2001 Order at ©¢ 23-28.

19. Distinct from the problems posed by the proposed split-otf. the Commission
found that WRI's “junk bond” credit rating was inconsistent with its public service obligatons
and that the situation required more than mere improvement to “mvestment grade.” Julv 20,
2001 Order at § 42, 58, 64, 85. The Commission stated “[f]ailure to achicve a bond rating
stmilar to comparable utilitics will mean higher interest rates.” /d. at € 42,

20.  In rejecting WRI's proposal due to the potential for harm to ratepavers and the

public interest, the Commussion cxplained thait it was not obligated by siatute o wait for

1t
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ratepayer harm to occur before acting. July 20, 2001 Order at § 26. The July 20, 2001 Order
therefore directed WRI to present a plan, consistent with the prohibitions and parameters set
forth in that Order, to restore WRI to financial health, to achieve a balanced capital structure and
to protect ratepayers from the risks of the nonutility business. July 20, 2001 Order at 1.

21.  WRI did submit a proposal, which is the subject of the instant proceeding. The
Commission finds that this new proposal reasserts WRI's design and intent to separate Westar
Industries and WRI in a manner harmful to the utility business and its ratepayers. This ill-
designed separation would leave WRI with the electric utility business encumbered by $1.6
billion dollars in nonutility debt incurred for the benefit of the nonutility investments of Westar
Industries. In its July 20, 2001 Order the Commission found, infer alia, that “[t]he resulting
debt-equity imbalance in WRI harms WREB and its customers.” July 20, 2001 Order at 9 11.
As explained further below, WRI's present plan does not address the harm which the
Commission ordered WRI to avoid, but confirms WRI's intent to proceed in a manner that the
Commission has already found to be harmful and contrary to the public interest.

A. WRI’s Plan

22, WRI’s Plan encompasses two stages. Wittig Direct at 3-d. In the first stage, WRI
would offer each WRI shareholder the right to purchase one share of Westar Industries’ common
stock for every three shares of WRI's .stock held on the date of the offering (the “rights
offering™. The shares to be sold would range from a minimum of 4.14 milhon shares
(approximatelv 5.1 perc;em ol outstanding Westar Industries shares) to a maximum of 19.1
million shares (approximately 19.9 percent of outstanding Westar Industries shares). Wittig
Direct at 3. The proceeds from the nghis offering would be used by Westar Industries to
purchase currently outstanding \WRI or KG&E debt secunities in the market. Wittig Direct at 6.

1")
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23.  In the second stage, WRI proposed to use its “best efforts” to sell the Westar
Industries shares it owns, shares of WRI stock, or a combination of these types of shares, in order
to reduce WRI’s short and long term debt to $1.8 billion. Wittig Direct at 4. The sale of equities
would be triggered if Westar Industries’ shares close for 45 consccutive trading days at a price
that is 15 percent above the price necessary to reduce the debt to an amount less than $1.8 billion
based on the debt reported in the ﬁlost recent SEC Form 10-K or 10-Q. This sale would not
occur prior to February 2003, /d.

24, WRI states that two features of the plan reduce the price for Westar Indusiries
stock that would be necessary to trigger the sales obligation: (1) the level to which WRI’s
consolidated debt would need to be reduced in order to trigger the second stage of the plan would
be increased by $100 million on each anniversary of Westar Industries’ rights offering; and (2)
WRI commits to reduce its debt by S100 million provided by cash flow each year following the
completion of the rights offering until the separation of Westar Industries 1s consummated.
Wittig Direct at Exlubit DCW-1; Exhibit A; Amended and Restated Financial Plan at 15. This
latter debt reduction would be in addition to the debt reduction effected by Westar Industries’
rights offering and the second-stage equity sales. /d.

B. The Commission’s July 20, 2001 Order

25, In the July 20, 2001 Order, the precursor to the instant procceding, the
Commission considered WRI’s actions to separate the nonutility business activities of WRI
through a rights offering for stock in Westar Industries and a subsequent distribution or “split-
off " of Westar Industries through WRI's distribution of its shares in Westar Industries to WRI1's
shareholders. As part of that plan, WRI transferred assets to Westar Industries without allocation

ol all debt related to the funding of thosc assets. After completion of WRI's planned rights

1
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offering and subsequent distribution of Westar Industries’ commeon stock to WRI shareholders,
Westar Industries would have owned a substantial interest in WRI common stock. WRI would
then have been left essentially with only an electric utility business and all of the consolidated
debt issued by WRI for funding the utility and nonutility businesses.

26.  The July 20, 2001 Order found that a fundamental problem with WRI's plan was
that the rights offering for and subsequent split-off of Westar Industries from WRI was based
upen a misallocation of assets and debt as required by the Asset Allocation Agreement between
WRI/Westar Industries and the Public Service Company of New Mexico (PNM). However, as
the Order explained, the assignment of assets and debt within WRI’s consolidated group might
not have a deleterious effect on the regulated electric utility operations since, without a rights
offering for and split-off of Westar Industries, ,WR{ would continue to own 100 percent of
Westar Industries’ common stock. However, WRI’s planned rights offering for and split-off of
Westar Industries’ stock would have rendered the misallocation of assets and debt permanent.
The July 20, 2001 Order summarized the inherent problem of the misallocation of assets and
debt and the unjust enrichment of Westar Industries at 4 24:

In sum, all of the Transactions are designed to ensure that at the
time of the split off, WRI's electric business will hold significant
debt but no Westar [Westar Industries] assets, while Westar will
own all of WRI’s unregulated assets but will not be responsible
for WRI’s long-term debt used to acquire them.

27.  The Order further explained why such a misallocation of debt would harm WRI's
ability to perform its pu-blic utility obligations under Kansas law. July 20, 2001 Order at % 23-
30. The Commission therefore ordered WRI to, inter alia,

submit a financial plan to restore WRI's financial ratings to the

investment grade level of similarly situated electric public
utilities. This restoration will require WRI to address the various

14
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causes of the problem, including the financial difficulties created
by its unregulated businesses. '

Id. at § 85. The Commission further specified at 4 85 that the plan must be directed to restoring
“WRI's financial ratings to an investment grade level of similarly situated public utilities.”

C. Permanent Misallocation of Assets and Debt

28.  WRPI’s allocation of assets and debt to Westar Industrics -- which the July 20,
2001 Order found contrary to the public interest -- would not be corrected by the new plan. To
the contrary, WRI’s new pian, like the original plan, would make this nusallocation permanent.

29.  Under the November 6, 2001 Financial Plan, as amended, WRI proposes that
Westar Industries make a rights offering of its common stock to WRI's sharcholders. The rights
offering would initiate events that would ultimately, confirm. and make permanent, the
misallocation of assets and debt to Westar Industries. The execution of WRI's present proposal
would result in a separation of Westar Industries from WRI, with a misallocation of debt and
assets substantially identical to the misallocation of assets and debt provided in the Asset
Allocation Agrecment.. Yet, the July 20, 2001 Order rejected the Asset Allocation Agreement
and tts misallocation of assets and debt as contrary to WRI's public service obligations.

30. As shown by the analysis of Staff witness Proctor, as of year end 2001, WRI
atiributed to Westar Industries approximately $0.48 billion (17 percent) debt and $2.30 bilhon
(83 percent) equity. Proctor Direct at 9 and Staff Exhibit No. IMP-1. Based on data provided by
WRI. Proctor found that this would leave WREB. as a stand alonc company. with a capital
structure eontaimng S3.11 billion (117 percent) debt and negative S045 billion (negative 17

percent) equity as of December 31. 2001. Proctor Direct at 14
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31.  However, applying appropriate discounted cash flow analyses and equity funding
analyses to the allocation of debt from WRI to Westar Industries demonstrates that WRI should
attribute approximately $1.47 billion of debt to WREB. Proctor Direct at 14-15, Staff Exhibit
No. JMP-2, Schedule No. 3. Based on this testimony, thc Commission therefore finds that WRI
failed to properly allocate the assets and debt within the WRI corporate family, and has
attempted through its Financial Pian to assign approximately $1.63 billion of debt attributable to
nonutility business activities to WRI's regulated utility operations. Leaving this $1.63 billion of
debt with WRI after the proposed rights offering for and subsequent sale of Westar Industries’
stock {the second stage of WRI’s Financial Plan) would mean that WRI's electric business (the
onlv WRI assets remaining) would become financially responsible for debt incurred to finance
the nonutility business investments transferred to Westar Industries. To make WRI's electric
utility operations carry this S1.63 billion of debt burden, used to fund Westar Industries’
nonutility business activities. is not consistent with WRI's public service obligations. Proctor
Direct at 14.

32.  Putin terms of the capital structure, WRI's misallocation of debt and assets would
leave WRI's electric utility business, if viewed as a stand-alone company, with a capital structure
ratio of 117 percent debt and negative 17 percent equity. Conversely, WRI's proposed capital
structure for Westar Industries is unjustly entiched with 83 percent equity. Such a capital
structure does not accurately represent the negative effects of deficient cash flow related to
WRI's unprofitable investment in Protection One. Proctor Directat 11, For example. in the first
quarter of 2002, WRI's equity was decreased by approximately S0.65 billion because of an
impairment charge {equity write-off) for Protection One and Protection One Europe. Proctor

Direct at 22.
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33, Had the allocation within the WRI corporate family been made consistent with
historic financial requirements of the business operations, WRI’s electr‘ic.utility business would
have a capital ratio of 55 percent debt ($1.47 billion) and 45 percent equity ($1.18 billion).
WRI's electric utility business, at the rates legally established by this Commission and by the
Federal Energy Regulatory Commission, without any misallocation of assets and debt between
the utility and nonutility affiliates, generated sufficient cash that tﬁe proper capital structure to
attribute to WRI’s clectric utility business is the one described by Proctor, not the one proposed
by WRI in its Financial Plan. Proctor Directat 11, 13-15. The Commission finds that the capital
ratio presented by Staff witness Proctor is an accurate representation of WRI’s actual operational
experience for its regulated electric businesses.

34 WRI asserts that Proctor’s "allocation of debt will be arbitrary since the legal
obligation to repay. any particular loan instrument will not change.” WRI Initial Brief at 64
WRI misunderstands the point. The Commission docs not view Proctor's cash flow analyses as
intended to suggest a change in the legal location of the indebtedness. Rather, Proctor's analysis
explains how this very legal location represents the misallocation of debt and assets within the
WRI corporate family under WRI’s proposed plan.

35. WRI, through the testimony of its witness Paul Geist, takes issue with Proctor’s
cash flow analyses. Geist testified that one cannot "...trace the money..." or "...track the flow of
funds...from source to use.." Geist Rebuttal at 5 and 7. However, Geist misstates or
misunderstands Proctor's. analyses. Proctor agreed that analysts cannot track the specific source
for one dollar to its specific use in a diversified corporation, and he did not purport to have done

so. Proctor Direct at 14, Proctor explained, however, that it is not necessary to do so to estimate
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the sources and uses of cash funds within a diversified company in an aggregated and ultimately,
disaggregated basis. Proctor Direct at 14.

36.  In support of this position, Proctor explained that diversified companics such as
WRI receive funding from multiple sources (e.g., customer payments, stock offers, debt
issuances) and use the funding for multiple purposes (e.g, purchasing supplies, investing in
capital assets, providing custofner service --and all for more than one business activity). It is
difficult or impossible to know .whether, for example, a particular dollar raised from a particular
debt issuance or customer payment went, to the purchase of a particular supply item or the
investment in a particular piece of equipment. However, companies can determine the total
amounts of funding received from each source (e.g., customer payments, debt and stock
issnances) and the total amount expended on objects of expenditure (e.g., supplies, customer
service, investment, operating expenses). In fact, cash flow analyses are regularly and routinely
emploved by corporate finance experts to perform such tasks or analyses in evaluating
businesses and business investments. Proctor Direct at 14-13,

37.  Proctor further explained that WRI itself perfdrms cash flow analyses on a
consolidated and deconsolidated basis. In order for WRI to prepare cash flow statements for
Westar Industries, it needs to separate the sources and uses of WRI's consolidated cash flow
berween WRI and Westar Industries. Proctor makes clear that the separation of the sources and
uses of WRI's consolidated cash flow between WRI and Westar Industries is the same task that
he performed for this pfoceeding. Proctor Direct at 14-15. In addition, Proctor explamed. as
shown in Staff Exhibit No. JMP-2, that a cash flow analysis for WRI's electric business is the

difference between the cash flow analysis for WRI and the one for Westar Industries.
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38.  The Commission concludes that Proctor’s approach is reasonable and appropriate
for evaluating the capital structures proposed under WRI’s plan. In short, because WRI has, as
discussed herein and in the July 20, 2001 Order, placed the nonutility activities in Westar
Industries and left WRI with the electric operations, the construction of a cash flow analysis for
WRI's electric operations, can be derived from a comparison of the data available for WRI with
that of Westar Industries.

39. WRI further argues that it was arbitrary for Proctor to begin the cash flow
analvses with the calendar year 1998. Geist Direct at 12. Proctor explained that he had reviewed
the capital structure for WRI’s electric operations as of December 31, 1997, in a prior docket,
and found the ¢apital structure at that time to be representative for WRI's electric utility business,
as a stand-alone company. Proctor Direct at 12. Proctor checked his cash flow analysis with an
alternative, an equity funding method that employed financial data back to 1995, Proctor Direct
at 17-21. Proctor’s alternative analysis resulted in an estimated $1.36 billion for the amount of
debt incurred by WRI for the benefit of Westar Industries, compared to the $1.63 billion estimate
derived by his discounted cash flow analyses. Proctor Direct at 17. Proctor stated that the
results are sufficiently close to lend support to the discounted cash flow analyses. The
Commission agrees and concludes that Proctor's cash flow analyses prescented reasonable and
accurate representations of what the capital structure would have been for WRI's electric utiliry
operations, as a stand alone company, absent the musallocation of assets and debt through
interaffiliate transactions.

40.  Insum, the Commission inust reject any proposal that is based and perperuates the

misallocation of debt and assets between utility and nonutility businesses.
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41. WRI seeks to justify its Financial Plan, as amended, in terms of the debt reduction
potential. But the Plan would obtain that debt reduction using the very devices that make the
misallocation permanent: Westar Industries’ rights offering and WRI’s subsequent sale of
WRI’s investment in Westar Industries’ stock. There is substantial uncertainty as to whether the
rights offering by Westar Industries and subsequent sale by WRI of its investment in Westar
Industries’ stock will produce the cash envisioned by WRI. That is, WRI cannot guarantee that
the market value for Westar Industries’ stock will generate sufficient proceeds to reduce WRI's
consolidated debt to an appropriate level.

42.  In contrast to the uncertainty over the amount of debt reduction. there is certainty
that Westar Industries’ rights offering and WRI's subsequent sale of WRI’s investment in Westar
Industries’ stock will make permanent the present misallocation of assets and debt. Only if the
cash proceeds envisioned by WRI ars achieved will that misallocation be decreased. WRI's
Financial Plan, if successful. requires it to decrease -deb[ to S1.8 bilhon. However. WRI's
Financial Plan would still leave WRI and its utility businesses with $0.3 billion greater debt than
appropriate. The Commission may not adopt a plan that subjects WRI to definite adversity, in
the hopes that this adversity will be overcome by uncertain cash flow from a rights offering and
sale of Westar Industries” stock. For this reason alone. the Commission must reject WRI's debt
reduction plan. The facts on which the Commission bases its findings of uncertainty as to the
cash proceeds are discussed next.

D. Undue Rlatepayer Risk and Substantial Uncertainty

43, As the Commission’s July 20, 2001 Order stated, restoration of WRI's financial
health means not merely a bond rating of invesiment grade, but a bond rating comparable to

utilities facing sinular utility-related risks. July 20, 2001 Order at 4 42 and 85. The record
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shows that WRI’s rights offering plan will, assuming it is sgccessful as proposed, still leave WRI
with too much debt.

44, WRI’s Financial Plan, as amended, proposes a reduction of debt to $1.8 billion
which, because it does not include all of WRI’s consolidated debt (the QUIPs obligation to
securities holders of $0.2 billion was omitted), is properly seen as a reduction to 32 billion in
consolidated debt. Proctor Direct at 48. Even tf WRI's plan, with its proposed reduction to S2
billion in debt, were achieved, WRI would have a capital structure of more than 68 percent debt,
and less than 32 percent equity. Proctor Direct at 48 and Staff Exhibit No. JMP-10, Schedule
No. 2. This ratio is well above the debt to equity ratio typical for an electric public utility.
Dittmer Direct at 10. The average common equity ratio for electric public utilities located in the
Midwest 1s approximately 44.5 percent. Dittmer Direct at 10, citing Value Line Investment
Survey for 2002, Central Elecuic Utility Group, April 5, 2002, at 695. Moreover, successful
implementation would. in fact, decrease WRI's cash ﬂo;v for the years 2003 and 2004 by S27.6
million and $66.5 milhon, respectively. Proctor Direct at fns, 56-57, Staff Exhibit No. IMP-10.
Schedule No. 1.

45, The record shows that WRI's plan -- even if it works as WRI states -- would fali
hundreds of nullions of dollars short of the debt reduction embodied in alternative proposals
presented to the Commission. Furthermore, WRI's plan would likely result in a capital ratio still
excessively weighted with debt, as compared to other proposals. Because there are other
alternatives working in ;:ombination, as discussed below. that are substantially more hkely 1o
produce the required results, and substantially less likely to fall short and thereby perpetuate the
ongoing damage to the public interest, the Commission must reject WRI's Financial Plan, as

amended.
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46.  In summary: Adopting WRI's Plan would subject ratepayers to substantial risk
and uncertainty that WRI will ever resolve its financial problems, while impairing its ability to
provide sufficient and efficient electric service at just and reasonable rates. Even if WRI’s
Financial Plan, as amended, meets its stated goals, the Plan would neither achieve debt reduction
sufficient to correct the misallocation of debt and assets, nor bring WRI’s debt-equity ratio in
line with that of other public utilities. These deficiencies, as well as the permanent misallocation
of asscts and debt within the WRI corporate family described above, require the Commission to
reject the proposed plan as inconsistent with WRI's public service obligations.

E. Commission Inaction Not Supported by WRI’s Arguménts

47.  According to WRI, the record demonstrates that WRI has not been imprudent,
that there are no parties asserting that WRI has engaged in fraud, that WRI has reduced rates in
recent years, that WRI's embedded cost of debt has not increased, that there is no credible
evidence of cross-subsidization, that WRI's stock has outperformed the Dow Jones Utilities
average (and Empire District Electric Company, Great Plains Energy, and Aquila) in the last two
years, and that electric service has been provided reliably and will be provided reliably in the
foreseeable future. WRI Initial Brief at -3, 16-18, 33-47, and 64-68; WRI Reply Brief at 1-53,
21-2528-29 and 36-46. WRI states that: “[t}here simply is no evidence in this record upon
which the Commission can base a proper finding...that any customer ot creditor of the Company
has been harmed in any way.” WRI Reply Brief at 5.

48.  These afguments do not address the circumstances that require Commission
action; nor do these arguments address the factual underpinnings of the July 20, 2001 Order. As
stated above, it is undisputed that WRI’s debt is excessive and its credit deficient. The record

demonstrates that the adverse financial condition in which the electric utility businesses find
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themselves was caused by WRI's nonutility investments and use of the regulated utility to
support nonutility activities. These realities, again, underlay the Commission’s July 20, 2001
Order, which directed WRI to

present a plan, consistent with the foregoing prohibitions and

parameters set forth in this Order, to restore WRI to financial

health, to achieve a balanced capital structure, and to protect

ratepayers from the risks of the nonutility business.
July 20, 2001 Order at § 42.

49.  The Commission need not wait for harm to occur in the form of increases in rates
or decreases in reliability. The Commission instead can draw reasonable inferences from the
facts in the record. It can reasonably conclude, and does so here, that a capital structure with
excess debt, in place for well over a year, in a context where the company not only has not
corrected the situation but has proposed measures which are likely to leave the debt problems on
the books of the utility, will cause harm to the electric utility business and its customers.

50.  WRI also argues that it recently refinanced some of its debt without increasing its
embedded cost of debt. WRI Initial Brief at 35. But a refinancing that did not result in an
increase in embedded debt cost is not surprising where interest rates have declined to the lowest
levels in years. The embedded cost could have and should have been lower if WRI's credit
rating had been better. Dunn Direct at 11-12.

51.  Also, WRI states that its Protection One subsidiary has experieneed positive cash
flows in the past two years. WRI Initial Brief at 18. However, the Commission beheves that
merely examining Protection One’s cash flow for the past two years does not provide a complete

understanding of the negative effect of Protection One’s historic, deficient cash flow and

operating losses on WRI. According to KIC Exhibit No. 23 (Protection One SEC Form 10-K for
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period ending December 31, 2001, at 16), Protection One had losses in 1997 of $42.3 million; in .
1998 of $17.8 million; in 1999 of $80.7 million; in 2000 of $57.2 million; and in 2001 of $86.0
million. As evidenced by Protection One’s historic operating losses for 1997 through 2001 and
by Protection One’s equity write-off in the first quarter of 2002, WRI’s investment in Protection
One has had a substantial negative impact on WRI’s capital structure.

52. In sum, the record compels rejection of WRI's proposed plan, and the
Commission hereby does so. The Commission is statutorilv obligated to protect the public
interest in reliable, safe, and efficient electric operations at just and reasonable rates. The
_continued existence of the conditions identified in the July 20, 2001 Order precludes any finding
that WRI's current conduct is consistent with its statutory obligations to serve the public.
Further, the continued existence of the misallocation of debt and assets among the WRI
corporate family would unjustly enrich the nonutility businesses of Westar Industries at the
expense of WRI’s regulated electric operations and continues to provide WRI with incentive to
propose financial plans inconsistent with the public interest and contrary to the directives of the
July 20, 2001 Order.
IV. WRI Must Reallocate and Reapportion Debts and Assets Equitably Within the WRI

Corporate Family and Separately Incorporate the Jurisdictional Electric

Operations as a subsidiary of WRI.

A, The Commission’s ‘Authority and Responsibility to Fashion a Remedy To
Protect Utility Interests

53, An understanding of the Commission's legal authority and responsibility to
respond to the WR] problems presented by this record is best obtained by reviewing first the

legal context, and then the factual context. Each is discussed next.
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1. The Legal Context

54, Kansas law provides the Commission with broad authority and obligation to
oversee and protect the integrity of utilities that serve Kansas ratepayers. Pursuant to K.S.A. 66-
101, the Commission “is given full power, authority and jurisdiction to supervise and control the
clectric public utilities . . . doing business in Kansas and is empowered to do all things necessary
and convenient for the exercise of such power, authority and jurisdiction.” K.S.A. 66-101(d)
provides the Commission with investigatory powers: "lf atter investigation and hearing it is
fouind that any regulation, measurement, practice, act or service complained of is unjust,
~unreasonable, uﬁreasonably inefficient or insufficient, unduly preferential, unjustly
discriminatory, or otherwise in violation of this act or of the orders of the commission ... the
commission shali have the power 1o substitute therefore such other regulations, measurements,
practices, services or acts, and to make such order respecting any such changes in such
regulations, measurements, practices, services or acts as are just and reasonable.” K.S.A. 66-
101¢h) provides that the Commission “shall have general supervision of all electric public
utilities doing business 1n this state and shall inquire into anv neglect or violations of the laws of
this state.” The section further provides that. “the commission shall carefully examine and
inspect the condition ot cach electric public utility, its equipment, the manner of its conduct and
its management with reference to the public safety and convenience.” K.S.A. Section 66-101(g)
provides that “‘the provisions of this act and all grants of power, authority, and jurisdiction herein
made to the commissioﬁ. shall be liberally consirued. and all incidental powers necessary to
carry into effect the provisions of this act arc expressly granted and conferred upon the

commission.” This stattory authority supports the Commission's actions taken in this order.
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55. WRI, in contrast, argues that: (1) the existence of statutory provisions addressing
affihated interests, as set forth in the Holding Company Act and KSA 66-125, shows that
Commission authority does not extend to securities issuances of nonutility subsidiaries of public
utilities, Initial Brief at 20, 24; (2) Commission action to prohibit the rights offering is “an
inappropriate invasion of management prerogative and authority,” Initial Brief at 26; (3) the
Commission does not have broad jurisdiction over transactions that “may affect” jurisdictional
utilities, Initial Briel at 29; and (4) the Commission has no autherity to invite third party
intervenors to propose business plans for WRI, Initial Brief at 32.

56.  WRI's argument distills to the following principle: The Commission has no
authority to protect a jurisdictional utility from harm where the source of that harm consists of
acuvities of the utility’s affiliates or its holding company, even where utility and nonutility
activities are under identical management and even where that management has a history of
putting the utility's financial condition at risk by proposing to shift utility equity to the nonutility
businesses and leaving the utility with an equity-debt ratio which deviates severely from the
utility's historic capital structure and the capital structure of typical utilities. The Commission
disagrees. The Comunission’s statutory power and obligation to assure service is sufficient and
etficient at just and reasonable rates does not allow the Commission to look away from this
sitnation. out of respect for a “management prerogative" not specified in statute. Under WRI's
statutory reading, a utility could defeat the Commission’s comprehensive regulatory authority by
arranging relations Wi[l.] a holding company and affiliates such that the harm which the
Commission 1s required to prevent, pursuant to its statutory duty to assure just and reasonable,
efficient and sufficient service, has as its source a nonutility entity.

57. WRI argues, Initial Brief at 9-25, that the Commission’s authority under K.S.A
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Section 66-101 is limited by further statutory prox.risions. WRI focuses on K.S.A. 66-125
(issuance of securities); K.S.A. 66-1401 (jurisdiction over holding companies; affiliated interests
defined); K.S.A. 66-136 (franchise transfers); K.S.A. 66-1402 (submission of contracts with
affiliated interests); and K.S.A. 66-1214 (dividend payments). See also WRI Reply Brief at 9-
10. WRI does not show where and how the broad authority and statutory obligations stated in
K.S.A. 66-101 are diminished by statutory language that clearly supplements, rather than
supplants, Commission authoritﬁr. Under WRI's reading, the Comnmission must look the other
way when the cause of harm to the wutility is an activity or entity regulated by another provisien,
even when the activity or entity is controiled by the same management that controls the utility.
The statutory language does not support this reading. K.S.A. 66-1401 and 66-1402 are reporting
requirements intended to supplement the Commission’s authority and assist the Commission in
stopping abusive inter-affiliate relations that are harmful to the public interest. Simularly, K.S.A.
66-1214 does not limit the Commission’s authority to prohibit dividends. but rather, states the
procedures to be employed in doing so. Likewise, K.S.A. 66-125 is a reporing provision
intended to accommodate the fastér—paced financing transactions in today’s business world while
providing the Commission financial information about the public utility.

38 Finally, with regard to K.S.A. 66-136, a statute that provides the Commussion
broad authority over all matters affecting the provision of utility service, WRI argues that case
law has limited the applicability of the statute. Citing Kansas Eleciric Utilutes Company v.
Kansas City, Kaw Vaﬁe'\-f & Western Railway Comparn 108 Kan. 285, 289 (1921} Kenv Tallev).
WRI argues that the statute does not extend the Commission’s approval authority to contracts
that “may affect” the public utilitv. However, in that case, the contract at issue nvoived an

unaffiliated business, and not, as here. an affiliated company. Kaw Talley did not mvolve
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circumstances where, as here, all the relevant' entities are affiliates; nor did it address entities and
their managements that mixed utility and nonutility interests to thc detriment of the public utility.
Even so, the decision on rehearing in Kaw Valley shows that the outcome might have been
different had further factual showing been made regarding the cffect on the regulated entity. The
majority court stated that the trial court’s factual determination on whether K.S.A. 66-1336 was
triggered was correct. /d. at 292. On rehearing, the majority court summarized its understanding
of the facts, finding that the “contract carries into effect the defendant’s franchise and does not
assign, transfer, or lease it, nor any part of it, nor rcfer to or affect it, nor modify, restrict, or
defeat its operation.” /d. at 299. The point is further illustrated from the dissenting opinion
where the dissenting court argued that the majority court’s decision was based upon a
misconception of the facts that would have required Commission approval under K.S.A. 66-136.
Id at 301. There was no disagreement between the majority and dissenting court on whether the
public utility had the right to harm its ability to performn its public servicc obligations. No such
right existed. Id at 301.

59.  WRI further argues, Initial Brief at 26, that Commission action to remedy the
financial difficulties of record here would “fundamentally consutute[s] an inappropriate invasion
of management prerogative and responsibility.” Regulatory deference 10 a management decision
might be appropriate where the management decision at issue is: (i) a reasonable response to the
utility’s obligation to provide just and reasonable, efficient and sufficient service, and (ii) not
subject to a conflict iﬁ goals between utility and nonutilitv activities. As the Commission
explained above, these conditions do not exist here.

60.  In support of its “management prerogative” argument, WRI, Initial Brief at 26,

relies on Wichita Gas Co. v. Public Service Commission. 126 Kan. 220, 268 P. 111 (1928) and
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Sekan Electric Cooperative Association, Inc. v. State Corp. Commission, 4 Kan. App. 2d 477,
480, 609 P.2d 188 (1980). Neither of these cases, or any of the further cases cited by WRI,
involved showings that utility operations werc prejudiced or harmed by management’s
operations from nonutility affiliates.

6l. Wichita was a rate dispute in which the Court rejected the views of the
Commission’s expert as to the time period over which an item should be expensed. Wichita did
not address circumstances where utility financing was distorted to benefit nonutility activities:
nor did it address circumstances where management (of both utility and nonutility activities)
persists in decisions that are shown to be contrary to the utility interest. In Wichita, in regard to
Commission argument that the utility overpaid for gas from an affiliated entity, the Court noted
that, “[i]t is impossible to declare, on the meager record in this case, either agency or abuse of
corporate privilege, in the relation between the Kansas gas companies and the parent
organization.” Wichita. 126 Kan. at 230,

62. In Sekan FEleciric, another rate case, the court upheld the authority of the
Commission to adopt a hypothetical equity ratio for purposes of establishing the utility's rate of
return. In doing so, as WRI notes, it cited a public utility treattse, which explained that it was
management prerogative “to sav how much debt should be incurred or common stock issued.”
However, the language cited by WRI s dicta. Moreover. Sekan did not involve or address
circumstances where: (i) a utility (such as WRI's KPL division) does not have a separate capital
structure from the parent. holding company that is alse used to fund nonutility businesses; (ii) the
utility’s effective capital structure is established not by independent utility management whose
sole allegiance is to the wtility, but by management which also has responsibilitv for nonutility

affiliates, thus creating an incentive and opportunity to misuse the utility’s financial strength to
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support the nonutility affiliates; and. (i) management has responded to this incentive and
opportunity by taking actions which are detrimental to the utility’s financial strength. There is
no prerogative to behave in this manner.

2. The Factual Context

63.  The Commission's obligation to protect the public utility from investment in
nonutility businesses is triggered when there is a causal connection between the nonutility
activities and a substantial likelihood of harm to the regulated public utility. Here, the record
shows that: (i) WRI's excess debt is detrimental to WRI's utility activities, (ii) the excess debt
was incurred by management’s use of the utility to benefit nonutility activities; and (iii) WRI
management--which manages both the utility and nonutility activities--proposes to address the
excess utility debt problems cau--d by its investment in nonutility activities with a plan that puts
the utility at further risk of bemg left holding obligations to repay debt incurred to further
nonutility activities. |

64.  The following facts and patterns of fact provide material support for the
Commission’s authority to act here to protect the interest of WRI’s utility operations:

(a) WRI opurates the KPL electric business as a division within a holding
company structure. Within that holding company structure, human and
capital resources are combined. This fact supports the Commission's
actions ti:re because this corporate structure allows the holding company
to draw on the atility’s human and capital resources for use in nonutility
business ventures.

(b) Westar ladustries, which houses the nonutility ventures, is a holding

company owned exclusively by WRI, with which Westar Industries shares
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top management. Westar Industries has no assets except those conveyed
to it by WRIL  This fact supports the Commission’s exercise of its
authority because, in contrast to a context in which utility management is
responsible solely for the interests of the regulated entity, utility
management here is simultaneously responsible for an entity comprised of
nonutility activities, whose interests may be, and have been, in conflict
with those of the utility.

WRI has a level of debt well in excess of equity, and a credit rating below

investment grade. WRI’s debt problem arises because of its financing of

mnonutility activities. As noted in the opening sections of this Order, in

1995, WRI, then almost exclusively a public utility company, had a total
company debt of $1.7 billion. In 2002, after WRI invested in nonutility
activities. WRI’s total debt climbed to $3.6 billion. In 2001, 52.1 billion
of the debt was attributable to nonutility business activities, and only
$1.47 billion could reasonably be said to be required for utility operations.
Proctor Direct at 17-21; Staff Exhibit No. JMP-1. The excess debt
supports the Commission's exercise of its authority here because it
increases the borrowing costs of WRI, who may need to seek recovery ot
those costs from its utility ratepavers, Dunn Direct at 11-12, and because
\\"Rl will likely continue to seek to use utility cash flow to make good on
part or all of its obligation to repay the debt and interest expense on that
debt. See Part Il of this decision. WRI’s retained eamings subsidy for

Westar Industries consists of subsidized interest expcnse payments of

]
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approximately $257.6 million for the years 2000 and 2001. . Proctor Direct
at I8.

(d) WRI's proposed remedy to WRI's debt problem includes a "rights
offering" of Westar Industries stock. In the July 20, 2001 Order, the
Commission found that this rights offering, if effectuated, would have
substantial detrimental effects on the electric operations. Notwithstanding
the July 20, 2001 finding, WRI again proposcd the use of a Westar
Industries” rights offering as the first stage of a plan to remedy financial
problems affecting the public utility. The Commisston finds here that this
renewed proposal would also be detnmental to the interests of the
regulated utility operations. See Part III of this decision. These facts
support the Commission’s exercise of iis authority to promulgate
standards and guidelines to govern affiliate relations within the WRI
corporate family because they strongly indicate that WRI management
will seek to use utility operations and resources as a vehicle to resolve
WRI’s financial problems caused by its nonutility businesses, along with
its nonutility invesiment objectives, in a manner that will place the

regulated utility at further risk..
65.  WRI identifies a series of facts which it states are material to the determination of
the Commission’s authbrity here. WRI Initial Brief at 13-18; Reply Brief at 9-10. But as
cxplained next, the facts on which WRI proposes 1o rely. like the legal precedent on which it

relies, vary materially to the circumstances here. Thus:
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(a) First, WRI states that relevgnt actions of its nonutility activities do not
affect or are isolated from regulated activities. The Commission concludes
that the record shows otherwise. For example, WRI states that the rights
offering that was previously rejected by the Commission in the July 20,
2001 Order was for the issuance of securities by a WRI nonutility
subsidiary, and therefore fell outside of the Commission’s lawful concern.
WRI Initial Brief at part 1IB. This previously rejected proposal is not
before us now; however, as the July 20, 2001 Order explained, the rights
offering was part of an integrated plan to merge with the PNM. As
explained in that order; the combination of transactions--rights offering,
split-off, Asset Allocalion_Agreement, along with the excess debt and
misallocation of debt and equity between WRI and Westar Industries--had
direct consequences for the regulated utility operations.” Similarly, with
regard to the Asset Allocation Agreement, WRI states (in boldface) that
"nor has Westar Energy assumed debt of Westar Industries." /d This
wordplay i1gnores the facts. WRI incurred debt on behalf of nonutility
activities i the first instance. Similarly, WRI states that the "the asset
allocation agreement did not in any way affect the public utility franchise
of WE [WRI]." Id. at 16. However, the Commission found in the Julyv 20,

2001 Order that the Asset Altocation Agreement would have locked in the

See July 20. 2001 Order. at Part I: “The Commisston finds that the sphit-off, the asset allocation agreament,
the rights offering. the intercompany receivables and the ownership of WRI common stock by Westar [Westar
Industries). arc interdependent and considered collectively, are contrary lo the public interest and pose substantial
risk of hann 1o Kansas electric customers ™
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obligation of WRI (and its electric businesses), to repay the debt incurred
to benefit nonutility businesses and investments,

(b) Second, WRI directs the Commission to evidence prescnted by its witness
Richard Dixon that its utility operations are functioning well and asserts
therefore that the utility has not been adversely affected by nonutility
business activities. See WRI Initial Brief at part 111, as well as part 1IB,
However, WRI does not address the debt problem faced by WRI and, by
consequence, its electric business. As stated above, the record shows that
this debt problemn was caused by WRI’s funding of unregulated business
activities, including funding secured by WRI’s utility operations activities.
The record further shows that the utility 1s burdened by the debt problem
by increasing the utility’s cost to borrow money. Dunn Direct at 11-12.
In addition, WRI's regulated electric business has paid $257.6 million of
‘interest expense for the years 2000 and 2001 on debt properly attributable
to Westar Industries and the unregulated investments now housed within
that WRI affiliate. Proctor Direct at 18.

(c) Third, WRI urges that its nonutility activities are now doing better, so
there can be no future deleterious effect on electric activities. Thus, WRI
states that: "Westar Energy's unregulated businesses. including Protection
Oﬁe, do not have a negative cash tlow impact on Westar Indusiries or on
Westar Energy.” WRI Initial Brief at part 1IB. However. the record
confirms that: (1) in the five year period of 1997 through 200t, WRI's

nonutility businesses had losses and diminution in value that exceeded
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$1.7 billion and (2) Protection One continues to be unprofitable. CURRB
Exhibit No. 9 at 20, KIC Exhibit No. 1 at 4 and 7, KIC Exhibit Nos. 6-8
and KIC Exhibit No. 1. In addition, Westar Industries extends credit to
Protection One through a senior credit facility at a subsidized rate of
interest. KIC Exhibit No. 3 at 19, KIC Exhibit No. 5 at 3, KIC Exhibit
Nos. 23 at 23 and 33, and MBIA Exhibit No. 7.

66.  In sum, the Commission finds that the authority and obligations conferred upon it
by statute to oversee and protect the integrity of utility operations provide ample basis and
obligation for it to act to assure that WRI's ability and obligation to provide utility service on a
basis that is just and:reasonable, efficient and sufficient, is not compromised by management '
actions that place the utility at risk for the benefit of nonutility business ventures. The electric
franchise received by WRI to provide electric utility service in its given certificated service
territories within the state of Kansas as monopoly provider carries with it a public trust to operate
in the best interests of its captive customers. The public utility possesses no unqualified right 1¢
engage in other nonutility businesses to the extent harm to the public utility results or is likely to
result. Under the facts and circumstances of this case, the Commission’s statutory authority and
duty obligates thc Commission to continue its work towards improving the financial and
corporate restructuring of WRI.  This work will require reversal of certain intercompany
transactions that contributed to the present misallocation of debt and assets. movement of WRI's
utility operations to a ne;k' utility-only subsidiary, and promulgation of standards or guidelines on
interaffiliate relations to protect the public urility from harm in the context of WRI's current mix

of utility and nonutitity business activities. Each of these items is discussed next.
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B. WRI Must Reverse Certain Intercompany Transactions

67. Prior to WRI's creation of Westar Industries in February 2000, WRI funded
nonutility investments and operations largely by making loans to Westar Industries which were
recorded by WRI as intercompany reccivables due WRI from Westar Industries. Proctor Direct
at 36. During calendar year 2000, WRI converted notes receivable of $1.06 billion owed by
Westar Industries to WRI, into an equity investment by WRI in Westar Industries. [d. at 36
Westar Industries, in turn, climinated 1ts notes payable to WRI by $1.06 billion and credited its
paid in equity account for the same amount. Proctor Direct at f.n. 29.

68, Proctor explained that, as of December 31, 2001, WRI had contributed
approximately $1.95 billion in capital to Westar Industries, including $1.8 billion to its paid--in
equity account and $0.15 billion to its retained earnings account. In addition to the series of
accounting entries comprising the $1.06 billion intercompany receivable, three further
components of the accounting transactions comprising the $1.8 billion at issue are capital
contributions provided to Westar Industries related to: (1) the transfer of WRI's investment in
ONEOQK to Westar Industries; (ii) the transferring of miscellaneous other WRI investments to
Westar Industries: and (ii1) additional cash investments from WRI to Westar Industries. Proctor
Direct at 19: Staff Exhibit No. IMP-4. Finally, WRI's capital contribution of $0.15 billion to
Westar Industries retained eamings account relates to the after-tax impact from WRI paying
$0.26 billion of interest expense in vears 2000 and 2001 on debt used to finance the nonutility
investments held by Weﬁar Industries. Proctor Direct at 18.

69.  These accounting entries as now recorded by WRI do not fairly represent the
economic substance of transactions initially recorded as loans from WRI to Westar Industries. In

its July 20. 2001 Order the Commission found that these transactions “taken as a whole, had an

36

Appendix B-36




asymmetrical result, benefiting Westar Industries at the expense of WRIL” July 20, 2001 Order
at § 88. The Commission found that they:

have no purpose related to WRI’s obligation to provide utility service.
Whatever corporate goal WRI was seeking to attain, it could have
done so in a symmetrical manner that did not disfavor the utility.

Id at 4 89. The July 20, 2001 Order then concluded:

At this time, the Commission will not require the dividending by
Westar [Westar Industries] to WRI of the intercompany receivable or
of Westar’s ownership of WRI stock. The hamm from thesc two
features of the present WRI-Westar Industries relationship stems from
their relationship to the rights offering, the Asset Allocation
Agreement and the split-off. Because the Order prohibits the rights
offering, the Asset Allocation Agreement and the split-off, the
Commission does not need to require the dividending of the
intercompany receivable and the WRI stock at this time. Should the
Commission observe, however, activities relating to these two
elements that would cause harm, the Commission will revisit this
judgment.

Id. a7 90.

70. The accounting entries, considered alone, do not appear to violate financial
accounting standards. Proctor Direct at 36. In the case of a. company unaffiliated with a
regulated utﬂify, thev might be innocent. But the context here is different. Westar Industries is a
whoilv owned affiliatc of WRI. The July 20, 2001 Order found that WRI's regulated utility has
been adversely affected by the drain on utility resources by the nonutility business activities
conducted within Westar Industries.

71. In the interim since the Julv 20, 2001 Order WRI has not. as discussed herein,
taken action, including action directed by the Commission in the July 20. 2001 Order. to undo
the actual and prevent the potential damage to the uttlity caused by WRI's investment in

nonutility activities.
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72. In sum, WRI’s conduct in the interim since the July 20, 2001 Order compels the
Commission to conclude that, as llong as the means and incentive remain available, WRI will
continue to pursue the very type of separation between utility and nonutilty businesses that the
Commission has found to be contrary to the public interest. WRI must cease the use of
mteraffiliate financing transactions that produce a financtal picture which departs from the
historic funding of the regulated and unregulated activities, but has been used by WRI as an
accounting convention to facilitate and continue its effort to expand nonutility activities. The
Commuission therefore directs WRI to reverse the interaffiliate transactions described more fully
above and in Staff Exhibit No. JMP-4. That is, WRI is ordered to: )

(a) reverse the transactions funding Westar Industries’ equity with $1.95 billion
by debiting Westar Industries’ equity and crediting Westar Industries’
intercompany payable to WRI by the same amount;

(b) reverse all transactions recorded during 2002 comprising the equity
investments from WRI to Westar Industries to reflect such transactions as
intercompnay payables to WRI from Westar Industries;’

{c) provide the Commission with copies of journal entries recorded subsequent to
year 2001 comprising all equity contributions from WRI to Westar Industries:
and

(d) make a report, within 30 days of this Order, submitted under oath by its Chief

Financial Officer. describing WRI’s compliance with these requirements.

g . . - . ~ . N A . oy - -
. The reversal of the accounting entries for the transactions funding Westar Industries’ equity account wiii require WRI

to debit its intercompany receivable from Westar Indusiries by the aggregate amounr of all eniries recorded to Westar Industries

intercompany payable account.
-
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C. WRI’s regulated electric utility operations must be separately incorporated
as a subsidiary of WRIL

1. Overview

73.  The record in this proceeding, as discussed above, shows that WRI has burdened
utility assets with debt commitments devoted to unsuccessful nonutility ventures, and that its
present plan, like the plan discussed in the July 20, 2001 Order, again favors the interests of
Westar Industries over the utiliti.f businesses of WRI. The record also shows that WRI’s
corporate structure makes it difficult, time consuming and costly to monitor, prevent, and correct
intercompany transactions that are detrimental to utility activities.

74. Also, while the Commission’s requirement that WRI reverse accounting entries
that opcra;c to the detriment of the utility operations addresses the past abuses, they do not
prevent or protect against future oncs. The reversals, by themselves. do not prevent WRI from
continuing its efforts to further nonutility business ventures to the continued detriment of the
regulated ulility operations. Nor do the reversals provide incremental protection to the utility
operations from the S1.6 billion of debt 1ssuances whose proceeds were used to serve the
unregulated business ventures because WRI. an electric public utility, 1s still the obligor on that
debt not Westar Industries.

75 To prevent WRI's continued nususe of the regulated utility operations to benefit
nonutility business ventures, CURB has recommended the complete split-off of management
control over electric operations from control over nonutihiv activities. See, e.g.. Crane Direct at
7. However. as CLRB itself acknowledges. to require a total split-off at this point would leave
the electric utility operations burdened with nonutihty debt. The Commission, therefore, cannot

find that the type of separation called for by CURB is presently in the public interest.

Appendix B-39




76. Nonetheless, the Commission does agree with CURB that further insulation of the
electric utility operations from other WRI operations are needed to: (1} mimimize the burden thar
WRD’s nonutility debt places on the electric operations, and (i1) maximize the likelihood that
cfforts to exploit utility operations on behalf of unrcgulated activities are prevented, or, if not
prevented, detected and corrected. It is essential that WRI’s corporate structure be such that the
utility subsidiaries be aligned with the debt issued to fund such utility activities. In the absence
of a proper alignment, managemcnt has incentive to favor and enrich Westar Industries at the
expense of the regulated utility operations. —

77.  Toward these ends, the Commission concludes that it 1s necessary to direct WRI
to provide, within 90 days of this Order, a proposal, which will be subject to hearing and
approval by the Commission, to restructure its corporation so that the KPL electric division is
placed in a separate subsidiary of WRI. (KG&E is already located in a separate subsidiary.)
That new electric utility subsidiary of WRI could be a subsidiary separate from KG&E, or it
could be a subsidiary’ which holds both KG&E and the KPL electric operations. There is no
suggestion that this separation will have any adverse effect on WRI since WRI and its regulated
electric businesses are and will remain part of a consolidated group immediately after separate
clectric utility subsidiary or subsidiaries are formed.

78. This corporate restructuring is necessary to protect the public interest
Accompanving the movement of the KPL utility business to a new subsidiary must be a new cost
allocation manual. and ;Speciﬁc reporting requirements. These two requirements are discussed
next. followed by an explanation of the reasons for thl: necessity of moving the KPL utility

business to a new subsidiary.
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2. Cost Allqcation Manual

79.  As explained throughout this Order, the Commission has concerns about the steps
WRI has taken to subsidize and enrich 1ts nonutility business and investments to the detriment of
the electric utility and its ratepayers. To resolve these concerns, there must be proper
identification of costs and investments attributable to regulated utility and nonutility activities
and allocation of common costs and investments between them.

80.  Therefore, the Commission directs WRI to review and improve its methodology
for documenting and reporting of costs attributable to regulated utility operations and nonutilty
business activities and for allocating joint and common costs and investments among the WRI
businesses. As recommended by Staff witness McClanahan (McClanahan Direct at 20) and KIC
witness Dittmer (Dittmer Direct at 24), WRI shall develop proposed CAM procedures to reflect
its proposed comporate structure that follows from this Order. The CAM shall provide the
allocation procedures proposed by WRI to allocate joint and common overhead costs and
investments to the regulated electric utility subsidiary or subsidiaries and WRI's other affiliates.
The proposed CAM shall also fully explain the reasoning for and determination of allocation
mcthods and ratios employed and why they are appropriate. 'WRI shall provide the proposed
CAM to the Commission for review and approval along with the corporate restructuring plan that
assigns WRI’s electric utility assets and related liabilities to the newly created electric subsidiary
or subsidiaries, as required below.

8l Further, s;ubsequent to the Commission’s approval of WRI's new CAM, WRI
must update and revise the CAM annually. The CAM revisions and updates should reflect
changes in the relationship between causation and benefits attributed o WRI’s costs and

investments.  Annual maintenance of a CAM would require WRI's management and the
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Commission to review the reasonableness of various cost assignment and allocation schemes in

[

place. As KIC witness Dittmer explains: “...In other words, by consciously reviewing existing
policies and considering changed circumstances before committing procedures ‘to writing’
within the CAM, management would be indirectly encouraged to review the adequacy, equity
and reasonableness of cost assignment/distribution policies in place...” Dittmer Direct at 30.

3. Reporting Requirements

82. Once a Commission order is issued approving a new CAM and the assignment of
assets and liabilities from WRI to the newly created electric subsidiary or subsidiaries, the
Jurisdictional electric utility operations shall fully disclose its affiliate relations with the parent
company and other nenutility affiliates and comply with certain financial reporting requirements.
Those financial reporting requirements shail include the quarterly filing of income statements,
statements of financial position (balance sheets) and statements of cash flow for the electric
utility subsidiary or subsidiaries and its Holding company parent, WRE. The affiliate reporting
requirement proposed in the January 8, 2002 Order should be adopted and implemented for the
electric utility subsidiary or subsidiaries required by this Order.

83, The provision of separate financial statements substantially enhances the
Cominission’s ability to properly monitor and control the effects on ratepayers” rates and on the
regulated electric subsidiary or subsidiaries’ capital structure of WRI's affiliate transactions and
WRI's corporate funding for utility and nonutilty investments. See Proctor Direct at 34. Under
cross-examination, WRI witness (Geist conceded that the Commission might benefit from a

review of periodically filed income statements, balance sheets and cash-flow statements. Geist,

Tr. at 433-36.
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4, Reasons for the Requirement of Moving the KPL Utility Business to a
Utility-Only Subsidiary

a. The Requirement That WRI Electric Operations Be Placed in
a Separate Subsidiary or Subsidiaries Will Permit and Provide
for an Allocation of Debt That Reflects Appropriate Cash Flow
Needs

84.  The creation of a separate subsidiary will significantly, though not completely,
reduce the misallocation of debt to the electric utility activities. As alrcady discussed, WRI 1s
presently obligated to repay approximately $1.6 billion in debt that is related to nonutility
businesses, and not utility operations. At present KG&E is a subsidiary within WRI; however,
_the KPL electric operations are an unincorporated component of WRI As such, KPL operations
will continue to be directly and primarily exposed to the repayvment of debt and of interest
expense on debt incurred for the unregulated enterprises. The relocation of the KPL operations
into a separate subsidiary will permit the atlocation to the new subsidiary of debt that is solely
attributable to the utility’s operations.

85. The Commission recognizes that utility assets may have been used to secure debt
in excess of that debt attributable to utility operations -- i.e., that utility assets secure debt
incurred to finance nonutility activities. It i1s not the Commission's intent that its directive to
move the KPL utility operations into a subsidiary of WRI be n conilict with such security
commitments. The Commission therefore will require WRI to provide direct evidence of any
such commitments, along with a narrative explanation. If the amount of WRI’s consolidated
debt currently secured with either WRI's or KG&E's electric utihity assets exceeds the S1.5
billion of debt correctly attributable to the electric businesses, and if that excess debt must

remain in the same corporation as the utility assets, then it may be necessary for the electric

subsidiarv or subsidiaries 1o hold debt in excess of the amount properly atiributable to the utifity
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business, based on Mr. Proctor's cash flow analyses. Again, if WRI proposes such a result it
must provide clear evidence of its necessity. If the necessity does not exist, then the amount of
debt for which the utility subsidiary or subsidiaries is responsible should not exceed $1.47 billion
attributed to it by Proctor. Proctor Direct at 14.

86.  Should it be necessary for the electric utility subsidiary or subsidiaries to hold
more debt than is properly attributable to it, due to a contractual requirement that debt follow
assets, the Commission requires WRI to take action to assurc that debt initially assigned to the
electric subsidiary or subsidiaries is reduced expeditiously by that amount of debt secured by
utility assets but used to fund nonutility business ventures. The record shows that such
cxpeditious reduction in debt is possible. Specifically, the testimony of Staff witness Proctor
shows that the cash flow from the electric operations is sufficient to permit at least $100 million
per year to be set aside for the reduction of debt. Staff Exhibit No. JMP-17. According to the
forecasted cash flow estimates presented in Staff Exhibit No. JMP-17, Schedule Nos. 2 and 3 for
the years 2003 and 2004, WRI’s electric utility operations will provide $344.0 million and
$306.4 million cash flow from operating activities, respectively. The Commission, therefore,
directs that, for the two years beginning on the date WRI submits the plans required by this
Order, WRI shall reduce sccured utility debt by at least S100 million per year from cash flow. At
or prior to the expiration of this two-year period, the Commission will review the need for, and
the measure of, continuing cash flow commitments in light of the evidence of WRI's financial
condition available at that time. WRI or the electric utilities shall file quarterly reports on its
progress on retiring debt secured with utility assets, beginning with the quarter ending December

31,2002.

44

Appendix B-44




b. The Location of WRI’s Electric Operations in Separate
Corporate Entities Enhances Monitoring and Accounting for
Interaffiliate Transactions :

i WRI’s Current Accounting, Reporting, and Related
Monitoring Are Inadequate to Protect the Interests of
the Public Utility and its Customers in the Context of a
Diversified Company.

87.  The record in this, and related, Commission proceedings, confirms the inadequacy
of WRI's accounting and recordkecping in regard to the interaftiliate relations between electric
utility and nonutility businesses.

88. Staff witness McClanahan noted that in Docket No. 01-WSRIE-436-RTS, the
Commission found that WRI’s cost allocation manual (CAM) was inadequate for allocating costs
for a company diversified in utility and nonutility business activities. That is, WRI's CAM was
last revised in 1992, well prior to WRI’s foray into nonutility business ventures. McClanahan
Direct at 13, 15-16 and 20. Staff witness McClanahan summarized:

Through the discovery process, parties requested WRI to
provide descriptions and documentation of policies,
procedures, and practices that govern the company’s
accounting for affiliate transactions [as contained in
Attachment No. 1 to the McClanahan Direct Testimony].
The majority of these responses include only a very brief

description of accounting practices and in most cases
includes no documentation and supporting policies and

procedures.
McClanahan Direct at 9.
89.  WRI argues that recordkeeping procedures are adequate because they are kept in

compliance with Generally Acceptable Accounting Principles (GAAP). However, the testimony
of WRI’s own extemal auditor. James Edwards, an accountant with Arthur Anderson, shows that

GAAP does not address the concerns about interaffiliate relations that are the subject of this
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proceeding. Edwards explained that in reviewing books pursuant to GAAP, auditors review

financial data on a consolidated basis. They do not address allocations between or among

affiliates:

Consolidated financial statements are meant to report the
financial position and results of operations of a reporting
entity that comprises a parent and its consolidated
subsidiaries essentially as if all of their assets, liabilities,
and activities were held, incurred, and conducted by a
single entity.

Edwards Direct at 11.
90. Elaborating on this distinction, Staff witness McClanahan stated that:

cross-subsidy issues between regulated and nonregulated
subsidiaries, such as assigninents of assets or liabilities that may
be to the detnment of the utility subsidiary, are of little or no
concern to a holding company’s external auditors. However,
these cross-subsidy issues are very much a concern to public
utility commissions.

McClanahan Direct at 7.

91. Simiiarly, WRI’s argument that it is, or will be, subject to sutficient “corporate

govemnance” requirements is not responsive. WRI contends that, in light of failures at Enron,

WorldCom, and elsewhere “corporate governance” requirements are now imposed by statute

and. therefore, WRI s already required to comply with “corporate governance™ protocol. WRI

Reply Brief at 42-44. However, the new corporate governance requirements WRI refers to do

not address the special circumstances of regulated utilities that diversify into nonutility business

ventures.

e The Requirement that WRI Electric Operations be
Placed in a Separate Subsidiary or Subsidiaries Will
Improve the Ability to Detect the Use of Electric Utility

Operations to Further Nonutility Activities.
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92.  The separation of the jurisdictional utility operations into their own subsidiary or
subsidiaries will substantially improve the Commission's ability to oversee transactions between
utility and nonutility operations. With the clectric utilities in their own subsidiaries, better and
more timely monitoring of dealings between regulated utility and nonutility activities should be
available because: (1) cash flow analyses for the regulated electric utility activities, which WRI
presenily states is impossible or difficult to provide for its electric businesses, would be routinely
and readily forthcoming; (2) the relationship between utility operations and debt issuances will
be clearer because electric subsidiaries may seek authority to issue debt directly; (3) the
Commission will be able to monitor how cash transactions are recorded for accounting purposes
between the electric affiliates and the holding company; and (4) the Commission will be better
able to monitor operating expenses and capital investments related to activities serving utility
and nonutility activities.

93.  WRI argues that 1t cannot prepare and file periodic financial statements for the
electric businesses showing cash flow, income and financial position because the electric
business is not a separate legal entity. WRI states that in order to produce separate income and
balance sheets for Westar Industries and WRI’s electrnic utility businesses, “it would require
certain assumptions concerning what assets comprise the electric utility business and what
percent debt and interest expense should be allocated to which business at a particular point in
time.” WRI Initial Brief at 64. In addition, WRI argues it is not possible “to trace the money”
for purposes of dctcr’miﬁing cash flow statements separately for Westar Indusiries and WRI's
electric business. /d. at 66. As discussed above in Part I1I of this decision, WRI’s arguments are
not credible. However, if WRI lacks the skills or resources to compile such reports because of

1ts present corporate structure, the corporate restructuring required by this Order will enable them
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to compile such reports with the skills and resources now available. WRI's witness Geist
admitted that such reports would be helpful and useful to thc Commission. Geist, Tr. Vol. 2 at
435.

94, The improved quality and availability of monitoring data means that better
information will be available to those with responsibility for regulating the utility and that
information is more likely to be available before damage to the utility occurs. The:increased
monitoring should, in turn, deter WRI management from continued efforts to use electric
operations to prefer or subsidize nonutility ventures, and provide management with incentive to
focus on the electric business. Finally, time and resources now devoted to overseeing WRI’s
continuing difficulties will be available (to the Commission and WRI management) for morc
productive tasks, such as achieving excellence in all aspects of utility service.

D. Directive and Guidance on the Restructuring Plans

95.  Within 90 days from the date of this brder, the Commission directs WRI to
provide a plan to separate the jurisdictional electric utility business currently operating as a
division of WRI into a subsidiary corporation of WRI. In connection with the filing of this pian,
WRI shall file testimony which covers, at least the following issues:

L. the description of the process or procedure for the corporate restructuring,
including the basis and results of the allocations of WRI's assets and
Liabtlities to the electric utility subsidiary or subsidiaries and description
of-lhe accounting entries necessary to tmplement the process or procedure;

2. a statement, with documented and analytical support, as to whether the
restructuring described here Is consistent with WRI's present indenture

agreements, and, where not consistent, what actions WRI would have to
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take to obtain necessary amendments to the debt mndenture agreements to

proceed with the restructuring; and
3. a statement explaining how the corporate restructuring plan 1s consistent

with the principles outlined in this Order and in the July 20, 2001 Order.

96. Any party may file comments or responsive testimony to WRI’s testimony
concerning its corporate restructuring plan and proposed CAM required by this Order. The
Commission will determine whether a hearing and further argument is necessary upon review of
the prefiled testimony.

97.  The Commission understands that Sections 9 and 10 of the Publie Utility Holding
Company:Act, 15 US.C. §§ 791 and 79), will require WRI to obtain approval from the U.S.
Securities and Exchange Commission (SEC) before creating the new utility subsidiary. The
Commission knows of no legal reason why SEC appro.val of the _trz;nsaction'should not occur.
and directs WRI to provide to this Comnuission, akoné with its plan, a draft applicaton to the
SEC. WRI's plan shall describe the steps and provisions WRI i1s faking to meet (hesc

requirements.
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E. WRI Shall Reduce Debt By Employing Measures Shown By the Record to Be
Approprizate.

1. WRI Must Undertake Requisite Debt Reduction Measures, The Mix
of Which the Commission Will Leave to WRI Discretion, Initially,

98. By itself, separation of all WRI's utility businesses into an electric subsidiary or
subsidiaries, along with the debt secured by those utility assets, will not eliminate fully the
problems now plaguing the utility, becausc WRI's consolidated debt will remain excessive
relative to its equity. Although much of WRI’'s consolidated debt will not be housed in the
electric subsidiary or subsidiaries, the excess debt which today exists in WRI and which will
remain, after the transfer, at the WRI level, still will affect the utility subsidiaries adversely. For
example, lenders may raise the cost of debt to the electric subsidiary or subsidiaries because
lenders will be concemed that debt-heavy WRI might draw funds from the electric subsidiary or
subsidiaries. See, e.g., Dunn Direct at 11-12. Similarly, the cost of equity to WRI will increase
because the imbalance increases the financial risk for an equity investment in WRI, and thus
equity holders’ investment value will be diminished. Because WRI will be the source of equity
for the electric subsidiary or subsidiaries (the eleciric subsidiary or subsidiaries do not raise
equity on their own), the effect 1s to raise the cost of equity to the electric subsidiary or
subsidiaries. While the Commission, in a rate case, may declare that excessive costs for debt and
equity, arising from nonutility causes, are not recoverable in utility rates, such nonrecovery may
increase financial distresg. The risk 1s that ot a vicious circle. whereby the ratemaking actions
taken by the Commission to protect the utility customers from WRI's financial troubles increase
those troubles, and also increase the likelthood that the customers will bear the cost of those

troubles. To avoid the ratemaking dilemma, therefore, the public interest requires that the
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Commission order WRI to reduce its consolidated debt V{hile also transferring its utility business
to a subsidiary.

99. Thc Commission is issuing these two directives -- to reducc debt and to scparate
all of the utility businesses into a subsidiary--to WRI, because WRI is a public utility subject to
the Commission's jurisdiction, and because WRI has the excess debt which endangers that public
utility. The two directives are linked: the utility business must be separated so that it no longer
is subject to the debt misallocations of the past, and WRI must reduce its debt so that the dangers
caused by the past decisions do not harm the utility's future. WRI, the entity subject to the
Commission’s jurisdiction, must take both actions. It is true that after WRI transfers its utility
busincss to a subsidiary, WRI itself will not itself opcrate a public utility business. It is also true
that the transfer of the public utility operations may occur before WRI has carried out the debt
reduction actions required by the Commission. But because the Commission is imposing the two
obligations today, on WRI in its capacity as a public utility, WRI cannot avoid its debt-rcduction
obligations by transfcrring its utility operations.

100.  The record shows that WRI has a number of alternatives, which, in combination,
should provide for the elimination of excess consolidated debt and the restoration of WRI to the
investunent grade credit rating to which its ratepayers are entitled. WRI urgcs, Reply Brief at
Part [1I that its management should be permitted discretion to devise the appropriate mix of debt-
reducing actions.  The Commission will allow management to select the mix, subject to
Comimission review, so ﬁs to assure a combination of acuons that is consistent with the principles
and prohibitions in this Order and that will have the necessary debt-reducing effect within a
reasonable amount of time. In doing so, however, WRI may not propose a form of the “‘rights

offering™ -- which the Comunission has rejected twice -- because of the risk such a transaction

(W)
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imposes on_regulated utility activities. Moreover, the Commission's willingness to allow
management to make the initial proposal, as opposed to the Commission mandating some mix of
debt-reduction actions, depends on the Commission being assured, through WRI's words and
actions, that there is no further conflict between the needs of the utility operations and WRI's
nonutility business goals. As stated above, management is not entitled to discretion where it has
the opportunity and incentive to use that discretion in a manner not consistent with the public
interest,

101. Because of the dangers posed by WRI's consolidated debt, the Commission will
require WRI to provide quarterly status reports beginning with the quarter ending December 31,
2002, describing the progress achieved to reduce WRI's consolidated debt. Staff shall actively
monitor and review WRI’s status reports.

2. WRTI’s Debt Reduction Measures Shall Consider and Implement those
Measures Shown By the Record to Be Appropriate.

102.  The record shows that thc following are measures that provide‘ feasible
alternatives for the needed WRI debt reduction package. These measures must be among those
considered and, with respect to the cash flow alternative discussed below, must be implemented
by WRI. This obligation to consider means that if WRI rejects a particular measure, it must
explain why, in the form of expert testimony.

Cash Flow. As stated herein, Staff witness Proctor demonstrated that debt can be
reduced by $100 million, per year from cash flow. Staff Exhibit No. JMP-17. The Commission
therefore requires this debt reduction method to be empleved.  Specifically. WRI shall first

reduce the debt assigned to the newly created electric subsidiary or subsidiaries.

th
)

Appendix B-52




Issuance of WRI Stock. The record shows that WRI can issue more shares of WRI stock
to reduce consolidated debt.  Proctor testified that WRI can raise funds for the purposes of
reducing debt most expeditiously by issuing additionat shares of WRI stock. WRI’s opposition to
the proposed sale of WRI stock to reduce debt is the claim that a sale of too large a volume will
have negative effects on WRI’s stock price. However, Staff did not propose, and the record here
does not require, that the entircty of the debt reduetion be made by sale of WRI shares.® The
Commission agrecs with Staff witness Proctor that an tssuance of WRI common stock should be
considered to generate proceeds to decrease WRI’s consolidated debt. Staffs argument is
persuasive that WRI’s stock price increases when proceeds from the issuance of WRI common
stock arc used to decrease consohidated debt, and thus, decrease the current negative effect of
financial distress and excessive interest expense payments on WRI's current stock price. Proctor
Direct at 59-64, and Errata Filing. See also Staff’s Reply Briet at 4. Therefore, WRI must
consider the issuance of WRI stock among the alternatives.

Sale of ONEOK stock. The record shows that the sale of some or all of WRI’s investment
in ONEOK stock is an alternative for debt reduction. Westar Industries currently owns
approximately 44.5 percent of ONEOK’s stock, consisting of 7.8 percent of the ONEOK
cornumon stock and the balance in the form of convertible preferred stock. WRI Initial Brief at 8.
WRI states that under a sharcholder agreement between WRI and ONEOK. ONEOK or its

designee has the right to purchase the stock owned by WRI at a cash sales price that is 93.5

£ WRI, Initial Brief at 34. states that the sale of 81.4 million shares of its stock wou'd nol be practical. Hewever, Staff

used an 81.4 miliion figure merely to illustrate the effect of a stock sale; Staff did nol advocare a sale in that amount. Rather.
Staff witness Proctor testified that any WRI stock saie should be based on the “oplimal combinarion of the isstancs of WR['s
common stock and the sale of part. or all. of WRI's investments in Protection One, Inc. and ONFQK. Inc.” Procier Direct al 3;
see afso Staff Repiy Brief at 4.
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percent of the average of the closing price of the ONEOK stock for the 20 trading days preceding
the day on which the sale notice is delivered.

103, WRI’s Initial Brief acknowledges that the sale of ONEOK stock is among the
alternatives that should be pursued. WRI states that it intends to pursue ONEOK stock sale. WRI
Reply Brief at 29-31. Thus, WRI states:

Westar Industrics currenily plans to sell outright, or sell an option
to purchase, all or a portion of the ONEOK stock it owns in
privaiely negotiatcd transactions or sales into the public market.
Under the Sharcholder Agreement applicable . . . Westar Industries
is now free to pursue a sale of the stock and is free of certain
restrictions (including percentage limitations on sales contained in
that agreement).
WRI Reply Brief at 31-32.

104, WRI explains that the Sharcholder Agreement allows WRI until September 30,
2003, 1o complete the sale of the stock. WRI Reply Brief at 32. In sum, the record shows that
the sale of ONEOK stock provides a reasonable alternative for substantial consolidated debt
reduction and, therefore, WRI should pursue this among the altemnatives it will consider and
employ to reduce its consolidated debt.

Dividend Reductions. Staff and Intervenors (Proctor Direct at 61; Hill Direct at 24; and
Dittmer Direct at 10) point out that WRI may also decrcase dividends to reduce debt. WRI Inttial
Brief at 33, citing K.S.A. 66-1214, states that the Commission may prohibit dividends only
following a hearing and requisite determination. The Commission in this Order does not prohibit
WRI from making an_v‘pa_vmenl of dividends; however, the Commission does direct WRI to

consider the reduction or elimination (for some period) of dividends among the alternatives for a

debt reduction package. If WRI does not consider or implement this measure, then WRI should
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include in its status report the explanation as to why it has not done so and why the Commission
should not initiate a proceeding to require the electric subsidiary or subsidiaries to do so.

Sale of Protection One stock. The record shows that the sale of some or all of WRI's
Protection One stock can play a significant role in the reduction of WRI's consolidated debt,
especially in combination-with the sale of ONEOK stock. Several witnesses explained that the
sale of Protection One should be considered as part of a package with the sale of ONEOK stock.
Proctor Direct at 5; Dunn Direct at 46. WRI states that the sale of Protection One is not
presently desirable for a variety of reasons, including the positive outlook for Protection One.
WRI Initial Brief at 30-31. WRI's arguments do not provide an adequate basis for permitting
WRI to exclude consideration of a sale of Protection One stock as part of the debt reduction mix.
In WRI's current financial circumstances, the question is not whether Protection One might
conceivably be an attractive investment for the future; but rather, given WRI's need to reduce its
debt promptly, whether the sale of part or all of Protection One is preferable to other debt
reduction alternatives.. To accept WRI's argument would be to accept WRI's premise: that in
establishing priorities within the corporate family, favor is given to the nonutility businesses
before the utility businesses. [f this Order could be boiled down to one sentence, 1t would be a
sentence rejecting that premise.  WRI shall show that its proposed debt reduction steps include
consideration of the relative costs and benefits of the sale of part or all of Protection One stock.

v, WRI Shall Refrain from Any Action that Results, Directly or Indirectly, in its
Electric Utilities Subsidizing Nonutility Business Activities.

A, Initiation of Additional Proceedings to Determine Standards and Guidelines
for Affiliate Relations within the WRI Corporate Family.

105.  The corporate restructuring of WRI leaves WRI still holding a eombination of

unlity businesses, and nonutilty businesses and investments. WRI's joint control of these two

35

Appendix B-55




types of business still leaves in place the risk that the utility businesses can bear risks and costs
associated with the nonutility businesses. The financial and corporate restructuring discussed
above therefore must be accompanied with appropriate guidelines for affiliate transactions and
nonutility investments, to prevent subsidies flowing from WRI’s utility business to nonutility
businesses and investments that could increase electric utility rates or harm the utility’s capital
structure. Even with the benefits of financial and corporate restructuring required earlier in this
order, there is still a nced to provide better guidelines for and reporting of affiliate transactions,
so that transactions that implicate or affect the regulated utility business operations meet the
public interest test. WRI has argued that the Commission adopt such requirements only after a
generic rulemaking procedure that applies to all jurisdictional utilities.

106.  Up to this point, this Order has focused on two goals: (1) removing immediate
harms or threats of harm; and (2) creating protections from additional harm. This Order sought
to achieve the first goal by (a) rejecting WRI's proposed plan, which would make permanent the
misallocation of debt and assets between the utility and nonutility businesses; and (b) requiring
WRI to reverse those interaffiliate transactions that unjustly enriched Westar Industries’ equity.
This Order sought to achieve the second goal by requiring WRI to move its electric busincss to a
substdiary, so that, in the future, financing associated with nonutility businesses would not be
incurred, backed or guaranteed by the utility business.

107.  These general requirements along with the new CAM and financial reporting
requirements, if implcfnented expeditiously and conscientiously, should shield the utility
businesses from the financial harm arising from past WRI actions described in this Order and put
the WRI corporate family on a path to financial stability. However. standing alone, these

changes do not guarantee that cross-subsidy problems will not recur.
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108.  As explained in Part IV(C) of this Order, the Commission’s concemn that WRJ's
electric utility business has been used to subsidize nonutility businesses is not adequately
addressed by external audits applying GAAP or the SEC filing requirements. Where utilities are
part of a holding company, external auditors are primarily concerned with ensuring that
consolidated financial statements are presented fairly and in adherence to GAAP. Therefore,
cross-subsidy issues between utility and nonutility subsidiaries, such as assignments of assets or
liabilities that may be to the detriment of the utility subsidiary, are of little or no concern to a
holding company’s extemal auditors. However, the Commission is greatly concemed with one
segment of the holding company, the regulated utility operations. The cross-subsidy issues are
very much a concern to the Commission, especially, where the record dcmonstrates that WRI has
acted on incentives to enrich Westar Industries and its nonutility busincsses and investments at
the expense of WRI's electric utility operations.

109.  To protect the electric utility opcrations. the Commission must determine, for
exanple, the types and amount of nonutility investment with which the public utility can be
assoclated; the corporate structure relationship between the utility and the nonutility business;
and the types of regulatory rules and monitoring which should apply to the relationship between
WRI's utlity operations and its nonutility investments. The Cominission will not make or
impose final standards or guidelines goveming affiliate relations within the WRI corporate
family on the present record. Although some witnesses offered suggestions for the proper
relationship between the-utihty and nonutility businesses. the main focus of this proceeding has
been on WRI's present problems and the various plans for resolving those financial problems.
The record has not been developed sufficiently for the Commission, assisted by the parties, to

fashion a full policy for WRI to govern the affiliate relations between the electric subsidiary or

A
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subsidiaries required by this Order and other WRI affiliates. Accordingly, the Commission will
institute a new phase to this proceeding, which will fully address this problem. In this
procceding, the parties shall address at least the questions set forth in Appendix A. Within 30
days of this order, parties shall submit to the Commission additional questions they believe
should be considered. Shortly thereafter, the Commission will issue an order setting forth the
final question list and a schedule for submissions.

110.  While a gcneric rulemaking is onc way to govern affiliate rclations, it is not
statutorily required, particularly, when there 15 a rccord replete with company-spccific
justification. The record in this case confirms that WRI presents such unique circumstances.
The public intcrest requires the Commission to call upon this agency’s specialized expertise in
utility matters to craft appropriate guidelines and standards for affiliate relations within the WRI
corporate family. While the actions the Commission directs here are subject to further review
and revision in connection with any generic proceeding'the Commission might initiate later. the
record mandates the Commission act immediately to address the acute problems related to WRI's
affiliated relations.

B. Interim Standstill Protections

111, The Commussion must also address a remaining problem that has the potential to
complctely frustrate the policy cbjectives of this Order. During the pendency of this
investigation, WRI may take further actions which increase risk to utility customers, misallocate
debt and assets within the WRI corporate family or engage in interaffiliate on terms that disfavor
the utility. Such actions by WRI would raisc questions as to their consistency with the utility's
statutory obligations to provide sufficient and efficient service and make the Commission’s

investigation unnecessarily difficult. The Commission cannot successfully regulate a moving
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target. The Commission cannot establish proper parameters on the relationships between the
utility and the nonutility businesses if WRI is simultaneously creating or modifying those
relationships.  The Commission therefore will establish for this interim period standstill
protections to require WRI to refrain from any action that results, directly or indirectly, in its
electric utilities subsidizing nonutility business activities. These activities would include, but not
limited to those described below.

112, These standstill protections shall be effective immediately upon issuance of this
Order, and will remain in effect for an interim period ending when the Commission adopts final
guidelines and standards pursuant to the new phase of the proceeding described in Appendix A.
At some point during this interim period, WRI's corporate structure will change, due to the
requirement, discussed in Part IV of this Order, that WRI move its KPL utility division to a
subsidiary. As explained further below, the entity or entities to which these protections apply
vary, dependmg on whether the utility business has moved from WRI to a subsidiary.

113, For purposes of these protections, “nonutility affiliates™ of WRI include Westar
Industries or any subsidiary thereof, and “KPLCo™ refers to the subsidiary of WRI that is the
transferee of WRI's KPL utility business pursuant to the requirement of Part IV of this Order,
and to any subsidiary of WRI that holds the stock of KPLCo.

Interaffiliate loans, investments and other cash transfers. WRI and KG&E shall seek
Commission approval before making any loan to, investment in or transfer of cash to a nonutilitv
affiliate of WRI from f:'ither WRI or KG&E, where the value of such transaction equals or
exceeds $100,000. After the transfer of the KPL utility business from WRI to KPLCo, this
requirement shall apply to both WRI and KPL.Co. This requirement applies to WRI and KG&E

before KPLCo comes into being, and to KPLCo and KG&E after KPL.Co comes into being. so
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that utility resources are not inappropriately diverted to nonutility businesses. This requirement
applies to WRI after KPLCo comes into being because, even though WRI at that time would not
itsclf be a utility, its financial status could be weakened by such loans, investments and cash
transfers; such weakening could raise the cost of capital for the utility subsidiary, as explained
elsewhere in this order.

Interaffiliate agreements. WRI and KG&FE shall seek Commission approval before
either WRI or KG&E enter into any interaffiliate agreement with any WRI nonutility affiliate,
where the value of goods or services exchanged exceeds $100,000. After the transfer of the KPL
utlity business from WRI to KPLCo, this requirement shall apply to WRI, KG&E and KPLCo.
The rationale for this requirement is the same as that expressed in the final two sentences of the
preceding paragraph conceming interaffiliate loans, investments and other cash transfers.

New investment in nonutility businesses. WRI and KG&E sﬁall seek Commission
approval before WRI or any affiliate thereof invests more than $100,000 in an existing or new
nonutility business. - After the transfer of KPL utility business from WRI to KPLCo, this
requirement shall apply to WRI, KG&E and KPLCo. The rationale for this requirement is the
same as that expressed in the paragraph above conceming interaffiliate loans. investments and
other cash transfers.

Interest on interaffiliate loans. The outstanding balance of any existing or future
interaffiliate loans, receivables or other cash advances due WRI or KG&E from any WRI
nonutility affiliate shall -accrue interest payable to WR] or KG&E from that debtor at an interest
rate equal to the incremental cost of debt of the nonutility affiliate that is the borrower. For
purposes of the preceding sentence, the incremental cost of debt is the cost of debt such

nonutility affiliate would incur if it borrowed monev. contemporaneously, from a nonaffiliate
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lender at terms and conditions comparable to those in the loan agreement between WRI and the
borrowing nonutility affiliate. After the transfer of the KPL utility business from WRI to
KPLCo, this requirement shall apply to WRI, KG&E and KPLCo. The rationale for this
requirement is the same as that expressed in the final two sentences of the paragraph above
concemning interaffiliate loans, investments and other cash transfers.

Interaffiliate asset transfers. WRI and KG&E shall not transfer or cause to be
transferred, any non-cash assets, including intangible assets or intellectual property, of WRI or
KG&E to Westar Industries or any WRI nonutility affiliate without Commission approval. After
the transfer of the KPL utility business from WRI to KPLCo, this requirement shall apply to
KG&E and KPLCo only. This requirement applies to WRI before KPLCo comes into being, and
to KPLCo after KPLCo comes into being, so that utility resources are not inappropriateiy
diverted to nonutility businesses.

Issuance of debt. WRI and KG&E shall obtain Commission approval before the
issuance of any debt. -After the transfer of the KPL utility business from WRI to KPLCo, this
requirement shall apply to WRI, KG&E and KPLCo. The rationale for this requirement is the:
same as that expressed in the final two sentences of the paragraph above concerning interaffiliate
loans, investments and other cash transfers.

Sale of ONEOK. [f Westar Industries sells anv portion of its investment in ONEOK, the
requirements of Order No. 43, issued in this docket on July 9, 2002, shall apply.

114,  The Comrﬁission's statutory authority, as described in Part {Il above, allows the
Commission to govern affiliate relations within the WRI corporate family in thc manner set forth
in these interim standstill protections. The public utility enjoys a ‘monopoly status which protects

it from competition. That status is a privilege. not a right. While there are rights associated with
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the status, such as statutory and constitutional rights to reasonable rates and to procedural duc
process, there is not a right to the monopoly role permanently. Nor is there a right to engage in,
or to affiliate with a company that engages in, nonutility busincsses which, by virtue of their
fype, size or actions, pose a substantial risk of harm to the utility or its customers. There is no
right in the utility to act as a financier or guarantor or risk-bearer of nonutility businesses, as a
trainer of future employees of or a procurer of headquarters spacc for a nonutility business.
There is instead an obligation in the utility to refrain from activities and associations that render
the utility unable to carry out its statutory obligations. These interim standstill protections assure
 that the utility complies with this obligation.
V1. CONCLUSION

L15. A uulity’s statutory responsibility to the public requires focus on the utility's core
obligation of servicing the public. A public utility must provide sufficient and efficient service.
This means that the utility has an on-going responsibility to achieve efficiencies and renmove
inefficiencies. The utility must be alert to the best practices of similarly situated electric utilities
and make best efforts to adopt those practices. In a competitive market, a company that does not
achieve best practices loses cuslomers to companies that do. A utility may not rely on its
monopoly pesition to escape this type of accountability. To do so is not consistent with efficient
and sufficient service. |

116, The facts of this case demonstrate that nonutility investments have distracted WRI
management from the core obligation of servicing monopoly customers. Further. senior
management lacked knowledge or understanding of the company’s important internal policies
and have demonstrated an inability to work with Kansas customers, Kansas coimmunities,

creditors and regulators,
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117.  WRI has argued that electricity service has not failed yet, but this argument
misses the point. By virtue of a grant from the state, a utility has the special privilege of
providing an essential service to Kansas customers; in return for such a privilege, a utility must
offer more than a promise that its service will not fail. A standard of mere non-failure would
leave management free to channel surplus time and talent to matters other than providing
efficiency and excellence in utility service. The prenﬁse of a natural monopoly, and the
regulatory system that supports it, is that a single company. will operate more efficiently as a
monepoly than as a competitor. But this premise carries a risk: that the freedom from
competition will cause management to take its monopoly responsibilities for granted. In this
case, management has treated the monopoly business less as an obligation to maximize
efficiencies, and more as a device to create value for nonutility investments. That is what has
happened here.

118.  WRI's argument that electricity service has not failed also ignores the distinct
detriment of the company's nonutility investment in terms of the use of resources. So many
individuals--Commissioners, Staff and its consultants, the parties, their lawyers and their
consultants; and WRI personnel--have been forced to spend significant portions of their
resources, and derivatively the resources of Kansas citizens, engaged not in the productive
endeavor of improving service for utility customers but in addressing problems related to WRI's
nonutility activities. This waste has occurred not because of the Commission's policies but
because of WRI's behavior.

119, This Order has removed the immediate opporrunities. created by WRI, to use the
utility businesses to benefit the nonutility business. The Commission has also initiated a process

by which the Commission will determine an appropriate relationship between WRI's utility
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business and its nonutility businesses. However, Staff and intervening parties have requested a
management investigatiqn to focus on management’s ability to address the problems the utility
businesses find themselves in. While the record supports fully and completely a management
investigation, the Commission declines to do so at this time. The Commission hopes that as
result of this Order, the management will focus less on nonutility businesses and more on
bringing innovation and excellence to the utility business. The Commission notes that the
utility’s infrastructure continues to provide clectric service to over 600,000 customers and
remains a stable source of revenue for the company. However, the Commission reserves the
option to initiate a management investigation if and as warranted by subsequent events or
information.

IT IS THEREFORE, BY THE COMMISSION ORDERED THAT:

(A)  The foregoing statements, discussion and analysis are hereby adopted as findings and
conclusions of the Commission.

(B)  The Commission rejects WRI's Financial Plan, as amended.

(C) AWRI is directed to initiate corporate restructuring in accordance with the parameters
provided above and to submit a corporate restructuring plan for Commission approval along with new
CAM procedures for the electric subsidiary or subsidiaries required by this Order within 90 days from
the date of this Order.

(D) WRI is further directed to reverse the accounting transactions described herein and to
comply with the reportirig requirements and

(E)  The prohibitions as set forth in the July 20, 2001 Order at Ordering Clauses (B), (C)

and (D) shall remain in full force and effect until further order of the Commission.
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(F)  WRI shall take immediate aclion to reduce the excessive consolidated debl consistent
with the principles discussed herein and shall provide the Commission reports addressing cons‘olidmed
debt reduction on a quartrerly basis beginning with the quarter ending December 31, 2002.

(G)  WRI shall not take any action that results, directly or indirectly, in its regulated efectric
public utilities subsidizing unregulated business aclivities and shall abide by the interim standstill
protections established herein.

(H) The Commission directs the investigation to consider standards and guidelines to
govern affiliate relations within the WRI corporate family. The parties shall file comments on the list
of questions set forth in Appendix A, within 30 days from the date of this Order.

¢ This Order will be served United States mail to all of the parties in this docket. A parly
may file a Petition for Reconsideration of this Order within fifteen (15) days, plus three (3) days for
service by mail, of the date of this Order.

) The Commission has jurisdiction over the subject matter and the parties pursuant to
K.S.A. 66-101 et seq. that jurisdictioﬁ is continuing over the subject matter and parties for the purpose
of entering such further orders as it may deem necessary.

BY THE COMMISSION IT IS SO ORDERED. ORDER MAILED

Wine, Chr.: Claus, Com.; Moline, Com. NOV 0°8 2009
Dated: W 0 3 20

4%; A. Lo, Exocrve

Clrecior

Jeffrey S. Wagaman
Execuuve Director
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Appendix A
Investigation of Utility Affiliation With Non-Utility Businesses

Rationale for the Investigation

The corporate restructuring of WRI lcaves WRI still holding a combination of
regulated utility businesses, and unregulated businesscs and investments. The joint
control of these two types of business still leaves in place the risk that the utility
businesses will bear risks and costs associated with the nonutility businesscs.! The
financial and corporate restructuring discussed in Order 51 therefore must be
accompanicd by appropriate guidelines for the amount and type of nonutility businesses
with which the utility busincsses may be affiliated, as well as the type of affiliate
transactions they may engage in. |
Questions for the Investigation

The Commission expects its investigation to cover the questions set forth below,
among others. Within 30 days of this order, parties shall submit to the Commission
additional questions they believe should be considered. Shortly thereafter, the
Commission will issue an order setting forth the final question list and a schedule for
submissions.

The questions cover five topics: (a) new nonutility investment, (b) interaffiliate
agreements, (¢) issuances of debt, (d) ownership of WRI stock and (e) reporis.

L. New Nonutility Investment

A. Type and Amount of Invesiment

The equity component of the utilin's capitai strucwre can be harmed or inpairad even though
inappropriatety but incurred costs are excluded from rates. That is. i costs incumed by the regulated eleciric business
are not included in rates, the revenue shonfail wii! decrease the commen equity in the capital structure.
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1. Should the Commission limit the dollar amount of investment in
" nonutility businesses, and types of such businesses, with which the
utility business may be affiliated?

2. What quantity limits should exist? (e.g., percentage of the value of
utility assets, percentage of value of all affiliated assets, percentage
of retained eamings in the utility or in the entire corporate family).

3. What type-of-business limits should exist? (e.g., energy-related vs.
non-energy related, domestic vs. forcign, industries in which
management has proven success)

B. Notification and Approval of Investment Plans
1. Should the Commission require WRI to seek Commission approval
for --
a. any new or expanded lines of nonutilitv business or

investment ventures entered into by WRI or any of WRI's
affiliates or

b. any change or transfer of rights, obligations., or assets
between or among the regulated electric subsidiaries. WRI1
and any of WRI's affiliates”?

2. Should there be a de minimis or safe harbor exception from
Commission review and approval for certain amounts or types of
investment?
3. What criteria should the Commission apply in reviewing such
investments?
4. As an alternative to advance approval, is it sufficient for the
Commission to place no limits on investment bul to require
after-the-fact notice of such investments?
I1. Interaffiliate Agreements

A. In General

I Should the Commission require that any agrecments between WRI
and any of WRI's subsidiaries or affiliates be filed with the
Commission for review and approval prior 1o their
implementation?

b2
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2. Should there be a de minimis or safe harbor exception from
Commission review and approval?

B. Loans from the Utility Business to Other Affiliates

1. With respect to loans from the utility business to other affiliates,
should the Commussion --

a. prohibit them

b. allow them up to a certain amount

c. allow them only for certain purposes

d. allow them subject to certain advance approvals

€. allow them subject to certain reporting requirements, such

as reporting --

(1 the date of the transfer, the amount of the transfer,
the maturity date, if any, of the transfer, and the
interest earning rate on the transfer

(2) the security provided

(3) dailv balances of borrowings for each individual
borrowing

G the duties and responsibilities of each cash transfer
participant

(3) the methods of calculating interest

(6) the purpose of the loan and any restrictions on the
borrower's use of the proceeds

2. How should the foregoing concepts be applied where the lender is
not the utitity but instcad is the holding company (i.e., when KPL
becomes a subsidiary of the holding company)?

C. Interaffiliate Transfers of Cash and other Assets

1. The cost allocation manual and reporting requirements described in
Part TV of the Order should provide the Commission with some
information concerning interaffiliate accounting practices. In light
of WRI's history of improper use of utilitv resources to support

3

Appendix B-68




nonutility ventures, there is a further need for standards regarding
interaffiliate transactions. Examples of standards, on which the
parties can comment, appear below.

Dividends

a.  As explained in Part IV of the Order, WRI has attributed
excess debt to its utility business. Even after the KPL
utility business is moved from WRI to a subsidiary, the
level of debt secured by utility assets will be of such
magnitude that the electric utility subsidiary or subsidiaries,
at least initially, may hold debt which should be the
responsibility of WRI's nonutility businesses.  The
Commission therefore has ordered that WRI expeditiously
pay down utility-secured debt to the level cormrectly
attributable to the regulated electric subsidiaries.

b. This need to pay down debt gives rise to several questions:

(1) Should the Commission prohibit the regulated
clectric subsidiary or subsidiaries from paying a
dividend to WRI, except as determined under
particular guidelines? Consider, for example. the
following possible guidelines:

(a) When the quarterly dividend is limited:
Limit the quarterly dividend for any quarter
in which the combined regulated clectric
subsidiaries’ common equity percentage for
the previous quarter-ending balance sheet is
less than 45 percent of total capital. (For
purposes of determining this limitation, total
capital would be the sum of common equity,
preferred equity, long-term debt, quarterly
income preferred securities, and current
maturities of long-term debt and short-term
debt.)

Should an exception to this type of
limitaion be available when the total
consolidated debt level of the regulated
clectric subsidiaries for the immediately
previous quarter-ending balance sheet falls
below $1.5 billion or some other amount?
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(b) Maximum dividend when_limited: During
quarters in which cash transfers from the
regulated electric subsidiaries to WRI in the
form of a dividend is limited pursuant to
criteria set forth above, should the maximum
cash transfers to WRI in the form of a
dividend be limited to a percentage, such as
85 percent of the cash dividend payable to
WRI's common equity shareholders?

(2) What facts exist to support the findings required by
K.S.A. 66-1214 (relating to Commission-imposed
restrictions on dividends)?

Cash Transfers Other Than Dividends

a. Given WRI's history of using the cash flow of the electric
utility to support nonutility businesses, is it necessary to
consider limits on the transfer of cash to WRI, or to any
affiliate of WRI?

b. Shouid the Cornmisston limit the frequency or quantity of
such transfers?

c. For example, should the Commission require that a
prerequisite to any loan by the electric business be that
WIRI shall maintain a minimum common equity percentage
of, say, 30 percent of total capital in WRI's consolidated
capital structure and WRI must maintain investment grade
credit ratings?

d. Should the Commission require advance notice and
approval of such transfers?

€. Should the Commission require that any such transfer be
recorded as a a loan or receivable payable to the regulated
electric subsidiary or subsidiaries. and be supported by
contract documents obligating the nonutility?

Interest

a. Should the Commission require that the outstanding
balance of loans from the regulated electric subsidiaries to
either WRI, or to any WRI affiliate, accrue interest payable
to the regulated electric subsidiary from the debtor at an
interest rate equal to the nonutilitv's incremental cost of
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debt, comparable to what the borrower would pay to an
unaffiliated lender? . :

5. Asset Transfers

a. What conditions should the Commission place on asset
transfers from the utility business to other affiljates?

b. For example, should the Commission require

(1) advance approvals of asset transfers exceeding a
particular dollar value?

(2) demonstrations that the price of the transfer meets
some standard, such as the higher of market or book

cost?
C. What types of assets should be subject to these or other
requirements?
III.  Issuances of Debt
A, Should the Commission require advance approval before debt issuances

(a) by the utility subsidiaries, (b} by the chief holding company, or (c) by
nonutility affiliates or their holding companies?

B. Should the Commission prohibit, limit or require advance approval of, the
pledging of utility resources as security for loans obtained for nonutility
purposes?

IV.  Ownership of WRI stock

Assuming nonutility businesses continue to exist in the WRI corporate family,

1. Should the Commission prohibir ownership by them or by Westar
Industries, of stock in WRI?

2. Should the Commission direct how they are held, whether they be
-owned by WRI directly or through an imermediate holding
company like Westar Industries?

V. Reports

A, Affiliate Deseriptions
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Should the Commission require WRI to provide the Commission,
annually, an explanation and description of all affiliates, their relationship
to each other and to the regulated electric subsidiaries, the types of
business in which they are involved, and a listing of their exact names and
home office addresses?

Organization Charts

2. Should the Commission require WRI to maintain and file
organizational charts with the Commission periodically?

3, Should these charts include:

a. WRI, the regulated electric subsidiaries and WRI's other
nonutility businesses;

b. reporting requirements among management of WRI, utility
subsidiaries and WRI's other nonutility businesses and;

C. additional information?

Affiliate Transactions

1. Should the Commission require WRI to provide the Commission a
periodic summary and explanation of any transactions or
agreements between rcgulated electric subsidiaries and WRI or the
regulated electrie subsidiaries and any of WRI's affiliates?

2. If so, what information should be contained in these reports?

Affiliate Financial Statements

1. Should the Commission require WRI to provide the Commission
the tolal market vaiue for each nonutility investment on a periodic

basis for which such investment exceeds a market value of some
doliar threshold?

X

Should the Commission require WRI to provide the Commission,

periodically, the balance sheet and income statement for each of
WRI's nonutility affiliates having a book value of assets exceeding
some minimum figure?
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STATE OF MINNESOTA
BEFORE THE MINNESOTA PUBLIC UTILITIES COMMISSION

Gregory Scott Chair

Edward Garvey Commissioner

Marshall Johnson Commissioner

LeRoy Koppendrayer Commissioner

Phyllis Reha Commissioner
In the Matter of an Inquiry Into Possible Effects MPUC Docket No.:
of the Financial Difficulties at Aquila, Inc. on G-007, 011/CI-02-1369

Peoples Natural Gas Company and Northern
Minnesota Utilities Company and their
Customers

COMPLIANCE FILING
Pursuant to the Minnesota Public Utilities Commission (“Commission”) Order Requiring
Responses, issued on September 4, 2002, in the above entitied Docket, Aquila, Inc. (*Aquila™)

provides the following responses to the Commission’s questions:
Questions on Corporate Structure, Finance and Related Issues

a. Provide organization charts and descriptions of the structure of Aquila (UtiliCorp)
overall, U.S. Networks, and the Minnesota operations as of the end of 2001. Provide the
same for those organizations as they now exist, and as proposed to be when the current
restructuring is complete.

Response:

Two fundamental changes occurred in the structural organization of Aquila, Inc.
(UtiliCorp United) from year-end 2001 and today:

1. The business focus shifted from a balanced strategy of merchant and global
networks to a strategy of operating an integrated utility and portfolio of non-
regulated merchant generation.

2. The U.S. Network business orientation changed from a centralized utility
structure organized around the concept of unbundled services to each operating
division to a state-focused, integrated utility concept.
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These two fundamental shifts are reflected in the three sets of organizational charts in
attachment A.

= Aquila, Inc.

= U.S. Networks

*  Minnesota operations

However, the final organizational structure for Aquila, Inc. is dependent upon the degree
of success in selling the identified non-strategic assets.

Provide a general description of the current organization of corporate financing activities
for Aquila, subsidiaries, and divisions. Also provide specific information on:

i. ~ How are the short-term credit, long-term debt, and equity needs and capital
structure of PNG and NMU determined? How are each of these types of financing
provided? '

ii. How would the above change when restructuring is complete?

iii. What capital structure would be imputed/assigned to PNG and to NMU at June 30,
2002 and projected December 31, 20027

Response:

i. Aquila has one corporate financing group located in Kansas City that provides
treasury and financing support to all its North American subsidiaries and divisions.
Treasury and financing services are also provided to certain subsidiaries in the
international ownership structures. The core operating companies in Australia,
New Zealand and the United Kingdom perform their own treasury and financing
functions with input from the central group in Kansas City.

The capital structures for each of the operating divisions and subsidiaries are
determined based on comparisons to other companies in similar industries. For
example, comparable gas distribution companies, which mirror the operations of
PNG and NMU (collectively referred to as PND on the Aquila general ledger),
carry debt/equity structures of 50/50. PND’s capital structure is targeted to that
level on an ongoing basis and there is no plan to change this methodology. This
system of capital allocation used by Aquila was detailed in the pending rate case.
Therefore the ongoing capital structure is unchanged from the rate case.

As explained in the rate case, long-term debt is supplied to PNG and NMU based
on need and request. All debt is assigned to the division for the life of the issue.
Once a division is assigned long-term debt, that debt becomes a part of that
division’s permanent capital and is not reallocated or used in the financing of other
divisions. The cost of the assigned debt to the division is exactly the same as the
cost of the debt to Aquila, Inc.

ii. It is not anticipated that this approach would change upon completion of the
restructuring.
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iii. Each subsidiary or division would be assigned debt and equity according to their
capital needs and their targeted capital structure. Surplus capital, if any, will be
retained at the corporate headquarters and not assigned to subsidiaries and
divisions.

C. Provide a general description of the current financial situation of Aquila, including debt
ratings (if different than what is described in Commission Staff August 29, 2002 briefing
papers) liquidity, ability to raise long-term debt and equity, and costs of capital.

Also provide specific information on:

i.  What issuances and redemptions of securities are projected for the next 12 months
by Aquila or other corporate financing entity?

ii.  What action is Aquila management taking to mitigate the adverse impacts of credit
downgrades?

iii. What would be the impact of further downgrades of Aquila debt by bond rating
agencies? What types of collateral requirements or other conditions might come
into play?

Response:

The rating agencies first began expressing concern regarding Aquila’s credit rating earlier
this year. The Company responded to these concerns by: reducing costs by about $100
million, exiting from the energy trading business, lowering the common stock dividend
by 42%, issuing $800 million of equity and debt to bolster liquidity, exiting from the
announced purchase of Cogentrix, and selling assets as part of a $1 billion divestiture
program. The utility cost reduction actions, while included in the $100 million, were
initiated as part of a restructuring plan that preceded the focus on credit quality. Over a
3—4 month period, management made these decisions and began implementation. The
Company believed its reactions to the issues raised by the rating agencies were
responsive, decisive and significant. In fact, as of today, Aquila has entered into sales
agreements for about $786 million of assets and expects to announce another transaction
over the coming weeks. Most of these asset sales are scheduled to close prior to year-
end and the proceeds will be used to reduce debt. The plan developed by management
results in regulated activities representing about 95% of Aquila’s operations and financial
metrics that are commensurate with a “BBB” rating. During the presentations to the
rating agencies, management expressed its commitment to an investment grade rating and
its willingness to take the actions necessary to maintain those ratings.

On September 3, Moody’s downgraded Aquila to a “Ba2” with a stable outlook, citing
execution risk on the asset divestiture program as a major concern. While S&P also
downgraded the Company that same week to a “BBB-” from a “BBB”, their actions are a
welcomed offset to Moody’s more severe perspective. S&P acknowledged execution risk
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relating to the asset divestiture program but is clearly willing to give management
additional time to implement their plan. Aquila’s current corporate credit ratings are:

Fitch: . BBB-, Negative Watch
Moody'’s: Ba2, Stable Outlock
S&P: BBB-, Negative Outlook

Both S&P and Fitch’s ratings are considered investment grade. No additional ratings
actions from either S&P or Moody’s are expected until early next year, after Aquila
completes its asset divestiture program and finalizes its 2002 financial results.

Depressed stock prices and lowered credit ratings are not unique to Aquila, as many other
energy industry players have experienced similar misfortunes. The deterioration in
Aquila’s credit ratings and stock prices has impacted its marginal capital costs. The
completion of earlier capital issuances and minimal needs for external capital
requirements for the next 1 — 2 years helps mitigate the realization of these higher capital
costs. In fact, the next US based debt maturity is not until third and fourth quarter ($250
million and $150 million, respectively) of 2004. Through the end of 2003, Aquila’s
major debt maturities total about $512 million, and all are outside of the United States
and pertain to the Company’s international investments. Approximately 60% of this
balance will be repaid using the proceeds from the New Zealand and United Kingdom
sales process. The remaining balances will be refinanced in the local bank markets
available to those enterprises.

The impact of higher capital costs is mitigated by the fact that Aquila is not expected to
be a “net borrower” over the coming months. In fact, over $1 billion in proceeds from
the asset divestiture program will be used to reduce debt. These proceeds will allow
Aquila to use cash to meet financing requirements including debt maturities and open
market repurchases of debt. The Company’s most recent debt offering ($500 million, 11
7/8%, due July 1, 2012) will be targeted for repurchase given its higher interest rate. This
debt was issued amidst the high capital costs over the past few months, and is the only
1ssuance that would negatively impact Aquila’s embedded cost of debt, none of which
has been allocated to PNG or NMU.

Aquila started several months ago to enhance its liquidity with the $250 miilion debt
issuance (30-year, 7 7/8%) in January, the corporate revolver getting up-sized to $650
million in April, and the $500 million debt issuance referenced earlier. The proceeds
from the debt issuances were used to repay debt maturities which had been temporarily
funded with the corporate revolver.

Aquila continues to have sufficient liquidity despite being downgraded to “Ba2” by
Moody’s. Primary sources of liquidity include cash flow from operations, cash from
asset divestitures, cash on hand, borrowing capacity under existing loan facilities, and the
ability to raise additional capital on a timely basis, if required. For example, Aquila, as a
precautionary step, entered into a bank facility within a five-day period, which provided
$200 million of additional liquidity during a period of tight liquidity last December.
Primary uses of cash and liquidity include debt maturities, capital calls, capital
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expenditures, and dividends. In short, the Company currently has approximately $550
million in liquidity, and demands on liquidity resulting from Moody’s downgrade are
estimated to total approximately $372 million. Liquidity projections under various
scenarios through the end of 2003 indicate that the Company should have sufficient
liquidity to fulfill capital expenditures, debt maturities, and collateral calls.

What obligations does Aquila have with respect to the credit facilities and other debt of
its subsidiaries, partnerships, or other entities? Specifically, are there cross-default, or
similar, provisions in any of the loan agreements? Does Aquila act as guarantor,
endorser, surety, or other similar role with respect to its subsidiaries, partnerships, or
other similar entities?

Response:

The debt at the operating companies in Australia (United Energy, Alinta Gas, and
Multinet), New Zealand (UnitedNetworks), and the United Kingdom (Avon and
Midlands) is non-recourse to Aquila, is not reflected in Aquila’s financial statements
from an accounting perspective, and is not usually imputed onto Aquila’s financial
statements by the rating agencies. The debt of these operating companies is not
guaranteed by Aquila and does not cross-default to Aquila. The debt at the operating
companies in Canada (ANC(A) and ANC(BC)) is non-recourse to Aquila but is
consolidated with Aquila for accounting and credit purposes. Aquila has non-operating
subsidiaries in each of these countries which have debt outstanding. This debt totals about
$750 million and is guaranteed by Aquila. The guarantees usually include cross-default
language since they are modeled after the covenants in Aquila’s corporate revolvers. This
cross-default language generally appears in any loans that are guaranteed by Aquila.
However, as stated in Mike Jonagan’s letter to the Commission dated August 26, 2002,
“Aquila has not and will not secure debt with Minnesota utility property without
receiving prior approval from the Minnesota Commission”.

From time to time, on a negotiated basis, Aquila issues two types of guaranties to support
debt issuances by its subsidiaries: (a) a “loan guaranty” in support of a subsidiary’s
borrowing or other loan arrangement and (b) a “performance guaranty” in support of a
subsidiary’s contractual performance obligations.

Loan Guaranties. The Federal Energy Regulatory Commission (“FERC”) prohibits
FERC-regulated utility companies from issuing guaranties in respect of any security (e.g.,
any note, stock, debenture, commercial paper, or other evidence of indebtedness) of
another person. Accordingly, Aquila is prohibited from issuing loan guaranties in
support of any of its subsidiaries, including Aquila Merchant Services, Inc. (“AMS”),
unless Aquila first obtains FERC approval for the loan guaranty. Aquila has standing
FERC approval to issue short-term loan guaranties for amounts up to $500 million in the
aggregate.

Performance Guaranties. FERC does not assert jurisdiction over Aquila guaranties that
are unrelated to securities, making FERC approval unnecessary for Aquila to issue
performance guaranties. From time to time, a counter party of an Aquila subsidiary
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seeks, and Aquila issues, a guaranty for such subsidiary’s contractual performance (e.g.,
in respect to an agreement for a power or gas purchase or sale contract).

What risks and potential liabilities does Aquila have with respect to Aquila Merchant

Services (AMS) and any other division or subsidiary, with respect to the SEC energy

trading investigation, Federal Energy Regulatory Commission (FERC) investigations,
lawsuits, and similar issues?

Response:

The short answer is *none” because Aquila believes that no liability will ultimately attach
to AMS, or any of Aquila’s other subsidiaries, as a result of the SEC or FERC
investigations or other pending lawsuits. A more detailed response follows:

Regulatory Investigation into “Wash Transaction” Trading: The SEC announced
investigations in the energy industry, including Aquila, relating to transactions by which

companies may have booked revenue that is misleading. Aquila has received similar
inquiries for the Commodity Futures Trading Commission (“CFTC”) and the Texas
Public Utility Commission (the “Texas PUC™). The transactions being investigated are
known as *“wash-transactions” or “round-trip trades,” and they involve a simultaneous
purchase and sale of the same commodity at the same price for the purpose of inflating
trading volumes and revenue. At the request of the FERC, Aquila has conducted a
review of its trading activity for 2000 through 2001 to identify those electricity and gas
trades in the U.S. portion of the Western Systems Coordinating Council that could have
some of the characteristics of these sell-buyback trades. The trades identified by Aquila
accounted for less that one-half of one percent of its trading and marketing revenues
during this period. These trades were conducted for legitimate business purposes, such as
determining market price, depth, and direction and to manage the risk of our portfolio due
to changing market information. None of the trades that Aquila participated in were
“wash-transactions” entered into for the purpose of increasing volumes or revenues, and
Aquila’s President and Chief Executive Officer Robert K. Green filed affidavits with the
FERC responding accordingly. Similar responses have been filed with the CFTC and the
Texas PUC, and no further action has been taken as to Aquila by either agency.

FERC Investigation into Enronean Trading Activities: In April 2002, the FERC
requested that approximately 150 energy merchants, including Aquila, respond to

questions relating to questionable California trading activities by Enron that were
recently uncovered through the publication on internal Enron memoranda. After an
internal review, Aquila believes that it has not engaged in any of the trading practices
identified in the FERC inquiry or Enron memoranda, and Aquila’s President and Chief
Executive Officer Robert K. Green filed an affidavit with the FERC responding
accordingly.

Other Material Litigation:

Chubb Indemnity Litigation: On February 19, 2002, Aquila and AMS filed a suit in
United States District Court for the District of Nebraska against Chubb Insurance Group
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(“Chubb™), the issuer of surety bonds in support of AMS’ performance under certain
long-term gas supply contracts. Under the surety bonds, the insurance company could be
required to pay up to $561 million. Notwithstanding Aquila’s continued performance
under the gas supply agreements, Chubb has demanded that Aquila replace it as the
surety or, alternatively, post collateral to secure all of Chubb’s obligations under the
surety bond. If Chubb were to prevail, this would have a material adverse impact on
Aquila’s liquidity and financial position. However, Aquila believes there is no merit to
Chubb’s position given AMS’ full compliance with the underlying gas supply contracts,
and that the court will agree with Aquila’s interpretation of Chubb’s right to demand
discharge under the indemnity agreements.

Aquila and AMS Recombination Litigation: A consolidated Jawsuit was filed against
Aquila and AMS in Delaware Chancery Court in connection with the recombination of
Aquila and AMS that occurred pursuant to an exchange offer completed in January 2002,
raising allegations concerning the lack of independent members of the board of directors
of AMS to negotiate the terms of the exchange offer on behalf of the public-shareholders
of AMS. The Delaware Chancery Court denied the plaintiffs’ claim for equitable relief
in January 2002, and there has been no further activity with the lawsuit. Securities fraud
complaints seeking damages based on the same conduct were recently filed against
Aquila in federal court. Persons holding certificates formerly representing approximately
1.8 millions shares of AMS common stock are also pursuing their appraisal rights in
connection with the recombination. Aquila does not believe that any of these actions will
have an outcome materially adverse to Aquila or AMS.

f. After it exits the wholesale trading business, what obligations would Aquila have for the
past activities of AMS, with respect to the issues in D and E above?

Response:

As Aquila winds down the wholesale trading business of AMS, the contracts and
arrangements comprising the AMS “book of business” grows smaller each day. Aquila’s
obligations under the guaranties related to the contracts of AMS will persist as long as the
underlying contractual obligations continue. '

Aquila believes that the pending investigations and lawsuits related to AMS will result in
no material liability attaching to AMS or Aquila. However, Aquila’s potential liability
related to such investigations and lawsuits will remain unchanged following the wind
down of AMS’ wholesale trading business. In this regard, it is helpful to understand that
there are no plans to liquidate or dissolve the corporate entity of AMS. Instead, to reduce
the risk of Aquila’s overall operations, the trading and risk management businesses
within AMS have been discontinued and are being shut down. AMS will retain any
liabilities in respect of the company’s past operations and its remaining operations going
forward.

534831/1 7 .
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Questions about Protection of PNG and NMU Ratepayers

What actions are Aquila management taking to protect PNG and NMU, their ratepayers
and customers from existing and potential impacts of Aquila’s financial difficulties?
Specifically:

i.  What are the projected financing needs for P NG and NMU over the next 12
months?

ii.  What action is Aquila management taking to ensure that PNG and NMU have
access to needed short-term operating capital? Is Aquila willing to make a
commitment that any credit capacity of PNG and NMU will not be used by Aquila
for non-utility purposes?

111, What actions are Aquila management taking to ensure PNG and NMU have access
to needed long-term capital? Is Aquila willing to make a commitment that any
credit capacity of PNG and NMU will not be used by Aquila for non-utili
purposes? :

iv.  What actions are Aquila management taking to ensure that PNG and NMU will
have access to needed equity?

v.  What actions are Aquila management taking to assure service quality for Minnesota
customers, including but not limited to; handling customer complaints, call center
response ttme, meter reading and billing, maintenance of utility equipment and
facilities, line locate requests, leak response time, new service requests, and
adequate staffing levels?

vi. How will the announced staffing reductions in U.S. Network Services affect
Minnesota operations? Provide employee counts by function assigned to Minnesota
operations at the end of 2001, currently, and projected after restructuring is
complete.

Response:

i-vi Relative to Aquila’s cash generation and access to capital, PNG and NMU’s capital
requirements should not pose any significant challenges for Aquila. At this time, no
incremental external financing needs exist for PNG and NMU as expiained in
question ¢. The Company remains committed to its regulated operations (including
PNG and NMU) and will take whatever actions are necessary to support these
activities. As described above, Aquila management has taken a number of steps to
protect credit quality and to ensure the Company is able to raise capital when
needed. While concerned, management believes that the Company has, and will
continue to have, sufficient access to capital. First, the Company will be generating
over $1 billion of cash from asset sales over the next three to four months, and this
cash will be used to meet incremental capital requirements and to reduce debt.
Second, Aquila was able to increase its corporate revolver and access the debt and
equity capital markets multiple times this year, and the Company has no reason to
believe that either the bank markets or capital markets are now inaccessible. Third,
the non-investment grade debt capital markets in the United States had over $800
billion in debt outstanding at the end of August. The US capital markets are clearly

Appendix C-8




534831/1

vi

willing and able to invest in non-investment grade companies. With its split rating
(i.e. “BBB-"/“Ba2™), there is no reason to believe that Aquila will be unable to
access the capital markets. And fourth, Aquila’s credit situation is an improving
one, and one that is strongly supported by management actions that should result in
improved credit ratings. Management has clearly demonstrated its commitment to
credit quality over the past few months, and will continue with that commitment
until investment grade ratings with key credit agencies are restored.

Rating agencies first determine a company’s overall credit rating before they assign
ratings to specific issuances. Each individual issuance is then notched off of this
corporate credit rating based on each issuance’s structural and security attributes.
Aquila has an “operating company” structure rather than a “holding company”
structure. As such, Aquila’s credit ratings are based on a blending of all of its
activities. Absent structural and legal separation, it is not possible to segregate the
impact that particular enterprises have on Aquila’s overall credit capacity. :
However, Mike Jonagan, CEO of U.S. Utilities, submitted a letter to the Minnesota
Commission on August 26, 2002, stating that:

»  The Minnesota ratepayers should pay no more for debt costs than would be
incurred by an investment grade utility, and

» The Commission has the authority during the ratemaking process to use a
hypothetical debt structure to address debt costs higher than those of an
investment grade utility, if such a case arises.

Mike Jonagan, CEO of U.S. Utilities, has established the goal of maintaining and
improving service quality for utility customers as a top priority. Each state
Operating Vice President, including Bennie Smith, Operating VP for Minnesota,
will be required to submit a report on a monthly basis identifying trends and issues.
The disaggregation of the consolidated utility operational metrics is currently
underway and the complete internal management report should be available in 60
days. Mike Jonagan has already committed to voluntarly share this internal report
with the Minnesota Commission and Staff. The current metrics that will be
contained in this report include:

»  Safety (i.e. lost time accidents and vehicle accidents)
» Call Center response time

. Operatioﬁs leak/emergency response time

*  Meter reading and billing accuracy

= QOverall customer satisfaction index

Each Operating Vice President was asked to identify the staff required to maintain a
safe and reliable utility operation that would continue to maintain high levels of
customer satisfaction. Aquila is not anticipating any adverse impact from the
announced staffing reductions and in fact, believes that the shift to a state focused
structure and the alignment of responsibility and accountability will improve utility
operations.
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The change in employee counts for the Minnesota operation is as follows:

The total staffing in Minnesota has been reduced from 251 to 218. However, there
are currently 4 vacancies (3 in customer service and 1 in engineering/operations) so
the total authorized staff is 222.

h. Does Aquila plan to ask the Minnesota Public Utilities Commission for rate relief that is
in any way associated with its current financial difficulties? How does the current
corporate restructuring relate to the pending Minnesota general rate case?

Response:

Aquila does not plan to ask the Commission for rate relief related to the financial matters
addressed in these responses. The current corporate restructuring is not in any way
related to the pending Minnesota general rate case. The rate case used a 2000 test year
period. The current corporate restructuring would be expected to have some effect on a
2002 test year period and would likely have a greater impact on a 2003 test year period,
just as other changes in expenses, investments and revenues have changed since 2000. It
1s inappropriate to make changes to a 2000 test year period because of isolated out-of-
period changes in expenses. Rather, any evaluation of rates on a going forward basis
related to 2002 or 2003 would require an evaluation of all revenues, investments and
expenses.

Dated: September 18, 2002.

Respectfully submitted,
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By

Michael J. Bradley

MOSS & BARNETT

A Professional Association
4800 Wells Fargo Center

90 South Seventh Street
Minneapolis, MN 55402-4129
Telephone: 612-347-0337

Attorneys on Behalf of Aquila, Inc.
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BEFORE THE MINNESOTA PUBLIC UTILITIES COMMISSION

| COMLEN‘I‘S ‘OF THE
M]NNESOTA ARTMENT OF COMMERCE

DOCKET NO. GOO? 011 / CI-02-1369

1. INTRODUCTION

The Minnesota Public Utilities Commission (Commission} has regulatory authority over
Peoples Natural Gas Company-Minnesota (Peoples) and Northern Minnesota Utilities
(NMU). The Peoples Natural Gas Company has operations in Minnesota, Iowa,
Colorado, Kansas, South Dakota, Michigan, Oklahoma, Texas, and Nebraska, and NMU
serves customers in Minnesota only.! These two utilities are operating divisions of
Aquila, Inc (Aquila or the Company). The following comments on the Inquiry into
Possible Effects of Financial Difficulties at Aquila, Inc. on Peoples Natural Gas and NMU and
its Customers (Comments) discuss the potenitial effects of Aquila’s financial concems on
the ratepayers of the Company’s two Mitmesota regulated operating divisions.

In the last year, the Enron Corporation’s bankruptcy, accounting misdeeds of Arthur
Andersen, and the California energy crisis have focused regulatory attention onto
energy companies, Several investigations were undertaken by federal agencies,
including the: Commodities Futute Trading Comumission (CFTC); Federal Energy
Regulatory Commission (FERC), and the Securities and Exchange Commission (SEC).
In turn, this led, in part, to companies in the energy sector experiencing a sevete credit
shortage. This credit shortage was, in the Department’s view, due to investor and
lender mistrust and caused by a perception that all energy companies were involved in
some level of accounting improprieties and / or market manipulations. In addition to
the plethora of problems identified above, the economy slowed down such that there
was less price volatility and lower energy prices and, thus, lower earnings for energy
companies.

' Peoples Natural Gas Company information comes from the direct testimony of Debra Keim, exhibit
DAK-4 in the Companv’s recent Minnesota rate case, Docket No. G007,011/GR-00-951.
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As a result of these events, among other investor concerns, Aquila stock dropped from a
high of $33 to its current price (as of October 17, 2002) of about $4 per share.
Additionally, the Company has had its senior unsecured debt rating lowered. On
September 3, 2002, Moody’s nvestor Services (Moody's) downgraded Aquila’s senior
unsecured debt to BaZ, which is non-investment grade (junk) status. That same week,
Standard and Poor’s (5&P) downgraded the Company’s senior unsecured debt to BBB-
which is one step above junk status. On August 19, 2002, Fitch Ratings (Fitch)
downgraded Aquila’s senior unsecured debt to BBB-, one step from junk status. Inan
effort to regain its financial stability Aquila announced “Project BBB+/Baal” in late
spring. Three of the main components of this plan wete to target $1 billion of its non-
core assets for sale, cut costs by $100 million, and complete equity and debt offerings of
$764 million. As of October 10, 2002, the latter two. goals have been met and, Aquila
reported closed-or pending sales of $876 million of its non-core assets.

The credit situation has eased somewhat as Aquila has aggressively taken steps to
ensure its continued solvency, but certainly the Company is not completely out of
danger. This report is meant to provide information to the Commission about the
current state of Aquila’s financial affairs and the potential impacts on Peoples’ and
NMU's regulated ratepayers. These comments by the Minnesota Department of
Commerce (Department) are not meant to be an all-encompassing financial review ot a
statement of fact about Aquila’s finandial situation, but rather to review Aquila’s
potential financial issues that may affect Peoples’ and NMU’s Minnesota regulated
ratpayers. The Department highlights six issues in this report, Aquila’s:

status as an “operating company”;

sale of non-core assets;

low stock price;

overall debt issues (debt ratings and cross-default);

cost of capital issues (Peoples’-NMU’s cost of capital), and;
service quality issues and service quality measures,

II. DEPARTMENT ANALYSIS
A AQUILA'S STATUS AS AN “OPERATING COMPANY”
Aquila is an operating company, which means that it directly owns operating assets. In

Aquila’s case, the Company owns and directly controls the distribution pipelines,
metering equipment, ete. that is used to deliver natural gas to Minnesota customers.

! Gee Section B. Aquila’s Sale of Non-Core Assets for a discussion on assets that have been sold.
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There certainly are some similatities between the financial situations of Aquila and Xcel
Energy (Xcel), but the first major differerice is Aquila’s status as an “operating”
company and Xcel's status as a “holding” company. In the case of Xcel, as a “holding
company” it does not own or directly control any of the utility assets, rather it owns and
provides administrative support functions to its various stibsidiaries, one of which is
NSP-Minnesota (NSP), which is doing business as Xcel Energy.

The Department understands that NSP's regulated ratepayers may be insulated to some
extent from an NRG bankruptcy, as NSP and NRG are different companies. This would
not be true in Aquila’s sitwation. In response to Commission Staff Septernber 4, 2002,
Information Request ILB.i-vi.,, on page 9, which was answered by Aquila on September
18, 2002, the Company states in regard to an “operating company,”

As such, Aquila’s credit ratings are based on a blending of
all of its activities. Absent structural and legal separation, it
is not possible to segregate the impact that particular
enterprises have on Aquila‘s overall credit capacity.

As can be understood from this explanation, Aquila’s regulated operations (Minnesota X
included) are intertwined with Aquila’s nonregulated operations.

In order for the Department to understand the effect on Peoples and NMU in the event
of a potential Aquila bankruptcy the Department issued Information Request 6, on
October 4, 2002, (DOC Attachment 1). In its response to this Information Request,
Aquila appears to represent that Minnesota law completely protects Minnesota
ratepayers. The Company says, without further explanation,

Aquila’s Minnesota PNG and NMU operations are
conducted as a division of the corporate entity Aquila, Inc.
Accordingly, if Aquila, Inc. were to file for protection under
the bankruptcy laws, the assets held by that corporate entity
(ie., including its divisions) would fall under the jurisdiction
of the bankruptey court. However, it is Aquila’s belief that
Minnesota Statute 216B.50 will continue to prohibit
dispositions (in excess of $100,000) of PNG’s and NMU's
assets without first obtaining Commission approval. This
statutory protection will operate to preserve the
commission’s jurisdiction over the utilities’ assets for the
benefit of the rate-paying custorners.
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The potential situation that Aquila has presented is quite disconcerting to the
Department. From a legal perspective, it is not clear at this time which entity would
have authority over the disposition of the sale of Aquila’s Minnesota properties, a
bankruptcy court or the Commission. As will be discussed further below, the Company
currently has certain ratings triggers attached to some of its obligations that could
potentially require the Company to pay up to $159 million to its creditors. In light of
the fact that Aquila was recently obligated to pay $233 million to its creditors due to
certain ratings triggers, the Company’s dubious liquidity situation may be irreparably
damaged if further ratings triggers necessitate additional payment.

Because of the potential bankruptcy exposure to Minnesota utility propetty, the
Department recommends that the Cominission order Aquila to provide a full and
complete report to the Comrission that would investigate the Conpany’s claim that
Minnesota Statute (Minn. Stat.) 216B.50 would protect ratepayers’ interests in the event

of an Aquila bankruptcy such that to deny the sale of Aquila assets to satisfy the
Company’ creditors. This report should specify the legal standing the Commission X
would have in a bankruptcy proceeding and protections that could be put in place to
protect Peoples’ and NMU's ratepayers.

B. AQRUILA'S SALE OF NON-CORE ASSETS

Aquila has proceeded with certain sales of its nonregulated operations. As of October
10, 2002, the Company has sold $876 million of its targeted $1 billion in assets sales.”
Two recent sales included the Company’s 50 percent stake in the Qasis Pipe Line
Company and its 70 percent stake in UnitedNetworks Ltd.

Specifically, Aquila closed sales of its Southeast Texas and Mid-Continent natural gas
pipeline systems, including natural gas and gas liquids processing assets, and its 50
percent ownership in Oasis Pipe Line Company. The Aquila pipeline facilities and other
assets in this sale, owned and operated by Aquila subsidiary Aquila Gas Pipeline
Corporation (AQP), included three natural gas pipeline systems, two processing
facilities and eight natural gas treating facilities, all in Southeast Texas. The Mid-

* Aquila Asset Sales As of October 10, 2002 (Millions)  Total Proceeds

Lockport power project o ' $37.5
Natura! gas pipeline and processing assets 265.0
UnitedNetworks 3620
Texas gas storage assets (pending) 180.0
Quanta stock (open market and private sales) 138
Corporate aircraft 154
Other businesses 24
Total asset sales closed or pending $876.1
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Continent assets, located primarily in western Oklahomna, indluded AQP's Elk City
natural gas and gas liquids processing plant and its associated gas gathering system. In
addition to these assets, the sale also included AQP's ownership interests in two joint
venture arrangements with assets located in South Texas and the Permian Basin area of
West Texas. The Oasis pipeline system, which consists of some 600 miles of pipeline,
cormects the Waha natural gas hub in the Permian Basin of West Texas with the Katy
market hub near Houston, Texas. Phydical throughput capacity of the pipeline is
approximately 1 billion cubic feet of gas per day (Bef/d). In addition to these natural
gas gathering and delivery assets, the Company has annotmnced the sale of its Texas gas
storage assets valued at $180 million. . - :

On September 9, 2002, Aquila announced that it had sold its 70 percent interest in
UnitedNetworks, the Company's New Zealand assets, and on October 11, 2002,
announced that the sale was completed for $503 million.! UnitedNetworks is a network
infrastructure company that owns and manages electricity, gas, and fiber optic
networks. It is New Zealand's 11th largest company by market capitalization and has
net assets valued at NZ$2.28 billion and annual capital expenditures around NZ$80
million. UnitedNetworks owns 30,022 kilomieters of electricity lines, 7,098 kilometers of
gas lines and 100 kilometers of fiber optic cable, It owns "state of the art" fiber optic
networks in the Auckland and Wellington Central Business Districts, distributes
electricity to around 30% of New Zealand's electricity consumers and distributes gas to
around 50% of the country's gas consumers. '

Additionally, on September 30, 2002, the Company announced that it had completed
the sale of its 16.58 percent interest in the Lockport Energy facility. This facility is a 180-
megawatt gas-fired power plant approximately 30 miles north of Buffalo, New York, in
the town of Lockport. Aquila apparently is also interested in selling it Midlands
Electricity properties (now Aquila Networks UK) but has stated publicly that it will
only part with this property for what it deems a fair price. This asset was purchased by
the Company in May, and is the fourth largest regional electric company in the United
Kingdom. N .

1. Aquila’s current nonregulated s'ubsidim-iesl

Following the sales detailed above, Aquils currently has four major subsidiaries: United
Energy Limited; Multinet; AlintaGas Limited; and Quanta Services, Ine. (Quanta), The
first three subsgidiaries are in Australia, which limits the éxtent of finandial information
that can be accessed publicly, beyond the standard Company provided finandial data.’

* Aquila’s share of the net proceeds in this sale was estimated to be approximately $362 million.

* The Aquila website can be used to download some financial information for United Energy Limited and
AlintaGas Limited. These companies are required by Australian regulations to have filings similar to SEC
reavired 10-0, excent on a biarmual instead nf auarteriv hasis
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Quanta Services' financial information has been included as a part of this report. For
the quarter ended June 2002, Quanta’s revenues are down, net income is negative (two
quarters running), and long term debt is higher, but not significantly so when compared
with the Company’s debt situation in June 2000. The Compustat credit scorecard seems
to show that Quanta is at the same range, A to BBB, (one step above speculative) as is
Aquila’ (See DOC Attachment 2).. As shited, however, there are thuree other foreign
subsidiaries in Australia of which the Defiarinisit has limited information.

The bottom line is that it is riot clear the'éxtent t6 which Aquila’s nonregulated
subsidiaries are contributing to the Cotripanys fitancial problems, As will be discussed
further in Section D. Overall Debt Issues, the issue is the Aquila guarantee of certain
subsidiary debt. In one case, Aquila was required to make payment when its credit
rating fell to non-investment status. In another case, subsidiary obligations could
require further payments by the Company. (See DOC Attachment 3).

However, Aquila has endeavored to sell these non-core assets. The Company has
stated its intent to return to a regulated utility, thus, if the non-core asset sales proceed,
the subsidiary issue should be less important in the overall viability of the Company. It
does seem rather clear, howevet, that a further ratings downgrade would seriously
inhibit Aquila’s ability to regain its financial stability.

C. AQUILA'S LOW STOCK PRICE

Aquila’s low stock price is reflective of several legitimate issues: fluctuating earnings
due to energy prices, regulatory investigations, and a large amount of debt. However,
investors’ perception of the Company is very important also, and perception may be
based less on actual facts and more on innuendo. Aquila has been aggressively selling
assets, $876 million as of October 10, 2002, to stabilize their debt situation and improve
liquidity. : :

Aquila’s higher financial risk will raise the cost of common equity for the Company. At
the time of the next rate case the cost of common equity for Aquila may or may not be
higher, based on the perceived financial risk of the Company at the time of the next rate
case. If Aquila has refurned to financial stability, the cost of common equity capital will
not be higher as a result of what happened in the past. Unlike the cost of debt, the cost
of equity is forward looking and does not have an imbedded historical cost. However,
if Aquila i gtill in financial difficulty at the time of the next rate case, the cost of
common equity capital may be higher at that time. If this is the case, Minnesota
ratepayers should be protected from this higher cost of common equity capital.

* It has been rumored that Aquila is trving to sall its 38 percent interest in Ouanta.
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D. OVERALL DEBT ISSUES (DEBT RATINGS AND CROSS-DEFAULT)
a.  DebtRatings

In terms of the Company’s financial status, for the period ended Jume 2002, revenues are
up but its net income shows a loss of $810 million.” Long term debt is higher compared
with the Company’s June 2000 situation, but not significantly. The Compustat credit
scorecard shows Aquila’s credit grade at the A to BBB long-term date rating range. This
is one step above speculative, at which Fitch and $&P have rated the Company’s senior
ursecured debt. In sum, based on the financial information provided and obtained and
the Company’s business performance, as assessed by Compustat, there appear to be
reasons for the Company’s current near speculative debt rating. (See DOC Attachment
4).

The long-term debt issue of Aquila and its subsidiaries is not as dire as Xcel/NRG's
current situation. However, two issues are relevant to this debt discussion: Aquila’s
current debt rating and its existing cross-default provisions.

As to debt rating, in response to Commission Staff Information Request LC.i-iii., on
page 3, Aquila states,

On September 3, Moody's downgraded Aquila to a ‘Ba2’
with a stable outlook, citing execution risk on the asset
divestiture program as a majot concern. While S&P also
downgraded the Company that same week to a ‘BBB-' from
a ‘BBB’, their actions are a welcomed offset to Moody's more
severe perspective. S&P acknowledged execution risk
relating to the asset divestiture program but is clearly
willing to give management additional time to implement
their plan.

The current Aquila senior unsecured bond ratings are;

Fitch: BEB-, Negative Watch (one step from non-investment grade)
Moody’s:  Ba2, Stable Outlook (non-investment grade)
S&P: BBB-, Negative Outlook (one step from non-investment grade)

" Due in large measure to one-time costs Aquila absotbed in the second quarter, including:
“Restructuring charges™ and “Impairment charges.” This information ig from Aquila‘s 10.Q) filing of
August 14, 2002, page 4.
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The Company does not expect any rai:mgs actions uitil early next year. This means that
Aquila will have some time to contitilie its-agset sale, pay down debt, and resolve some
of its regulatory issues. Of course, the low ratings raise Aquila’s cost of capital and can
make it difficult to borrow. Theae issues will be dxscussed further in Section E. Cost of
Capital Issues below.

b. Cross-Default

A major impact of the low ratings, however, as with Xcel/NRG, is the cross-default

provisions that Aquila has in place, Comxmsswn Staff Information Request 1.D,
specifically asked,

What obligations does Aquila have with respect to the credit
facilities and other debt of its subsidiaries, partnerships, or
other entities? Specifically, are there crose-default, or
similar, provisions in any of the loan agreements?

In its response to Commission Staff Information Request LD., page 5, the Company
states,

The debt at the operatmg compames in Austra]m (United
Energy, AliantGas, and Multinet), New Zealand
(UnitedNetworks), and the United Kingdom (Avon and
Midlands) is non-recourse to Aquila, is not reflected in
Aquila’s financial statements from an accounting
perspective, and is not wsually imputed onto Aquila’s
financial statement by the ratings agencies. The debt of
these operating companies is not guaranteed by Aquila
and does not cross-default to Aquila. (Emphasis added.)

The Department is concerned that Aquila’s statements to the Commission are
contradicted by the information the Company provided in its SEC 10-Q) form dated
August 14, 2002 (DOC Attachment 5). In this, Aquila states on page 18 under the
heading “Ratings Trigger” that,

Certain of our subsidiaries have trigger events tied to
specific credit ratings. Because of guarantee and cross
defsult provisions between Aquila, Inc. and these
subsidiaries, the ratings triggers of our subsidiaries
discussed below should be viewed as if they are directly
applicable to Aquila, Inc. Our Australian subsidiaries have
issued six series of Australian denominated bonds,
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guaranteed by us, that contain provisions that could require
us to repurchase the bonds. The put right for two series
aggregating approximately $85 million can be exercised 30
days after a downgrade to non-investment grade by either
S&P or Moody’s. Those series mature in October 2002. The
put right for the other four series aggregating approximately
$92 million can be exerdised ‘on the riext scheduled interest
payment date if we are rated below- investment grade by
S&P,

Our Merchant Services subsidiary also has three ‘tolling
agreements,” a construction loan. and certain margining
agreaments that have trigger évents. Hed to Aquila’s credit
ratings. Under the tolling agreements, our subsidiary uses a
third party’s generation assets to convert fuel into electric
power for its subsequent resale. The maximum aggregate
amount of collateral that it could be required to post in the
event of a ratings trigger under these contracts is
approximately $172 million.. Of this amount, $45 million
must be posted within 10 days of a downgrade below
investment grade by either Moody’s or S&P; $37 million
must be posted within 70 days of the date we are rated
below investment grade by both Moody’s and S&P; and $28
million under the construction loan must be posted within
10 business days of a downgrade below investment grade by
both 5&P and Moody’s.

On October 4, 2002, the Department issued Information Request 8 (DOC Attachment 6)
to clear up this seeming contradiction. In its October 11, 2002, response to this
Information Request the Company stated,

The debt referenced on page 18 of our 10-Q refers to
Australian debt Aquila guarantees and consolidates onto its
financial statements. The proceeds from these debt offerings
were used to fund Aquila’s’ ‘equity investments’ into the
underlying utility operating companies (ie, Alinta Gas,
United Energy, and EPG/Multinet). Equity distributions
from these utility operating companies is used to service and
repay Aquila’s debt borrowed in the local currencies. The
debt of the utility operating companies is not supported by
Aquila or consolidated on its financial statements. The
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statements in the 10-Q end our earlier response are not
inconsistent.

From the Department’s reading of the information provided in information requests
and the Company’s 10-Q filing, Aquila hasnot accurately represented its cross-defauit
situation to the Commission. For example, in response to Department Information
Request 7 (DOC Attachment 3) the Company provides information in detail on the $233
million of Australian debt, Tollirig and Margmmg Agreements, and Commeodity
Contracts the Company has had to tepay since Moody’s downgraded its debt rating to
junk status. Further, this Information Réquest details that an add.lhonal $159 m:]]mn
may be required if S&P should dowrigtdde Aquila’s debt rating.” These “capital ¢

have siphoned almost a quarter of a billion dollars from Aquila, right when the
Company is inits most dire financial position.*H4s at best disingenuous for the
Company to say to the Commission that “[T]he debt of these operating companies is not
guaranteed by Aquila and does not cross-default to Aquila.”

Aquila has guaranteed debt and has been forced to repay the Australian issuance, and
other costs, due to the Company’s debt rating downgrade by Moody’s, There exist
other potential triggers that could take effect. It-appears that Aquila was not forthright
in response to Commission Staff In.formauon Request LD.

Additionally, the letter of August 26, 2002 letter from Mike Jonagan, Chief Executive
Officer (CEO) of U.S. Utilities, to the Commission cited in the Company’s response to
Commission Staff Information Request LD., on page 5, appears to mislead in its intent
to assuage the Commission’s fears of Aquila’s Minnesota utility property being
liquidated to pay off the Company's debts. According to Aquila’s response to
Department Information Request 6, the Commission’s only recourse in an Aquila
bankruptcy would be Minn, Stat. § 216B.50. The fact that this statute would protect
Minnesota ratepayets is not at all certain, The Jonagan letter states that ”Aquila has not
and will not secure debt with Minnesota utility property without receiving prior
approval from the Minnesota Commission.” As.discussed above, however, the debt of
Aquila is the debt of Peoples and NMU, atid-thus, all of Aquila’s debt is secured with all
of the Company’s properties, including the Minnesota utlhty property.”’

Currently, S&P has Aquila’s long termn debt rited oruest@:p from junk status,

* Aquila is currently involved in & lawsuit that could potentially cost the Company $861 million. Aqmla
Merchant Service sold long term gas contracts to certain Nebraska municipalities and had the Federal
Insurance Company (Chubb Insurance Group) issue surety bonds in support of thege contracts. Chubb
has demznded that Aquila replace it as the surety or, altemnatively, post collateral to secure all of Chubb's
obligations under the surety bond. On February 2, 2002, Aquila filed suit against Chubb's (case
#802CV3059) to avoid replacing Chubb or to post collateral. The case has recently been moved to the 1S
Distriet Court in Kansas City, Missouri, _

** This letter seems to have been sent less to ease tension about the Company’s financial situation and
more to be in response to anv cancetn some nathy mav have that the Cammnany vinlated Minn Qhat R
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The Company has been less than forthright with the Commission about its current debt
situation and the exposure of its Minnesota regulated operations to the Company’s
tenwous financial condition. Above, the Department recommended that the
Commission order the Compariy to auther 4 report that would explain specifically the
Company’s claim that Minn, Stat. Qmﬁﬁlﬁﬂ wouldpmtect ratepayers” interests and give
the Commission discretion over the pofs g of Aquila assets to satisfy the

Company’s creditors. This report mﬂg b@m to atiswer some of the Department’s -
concerns.

E. COsT OF CAPITAL ISSUES (PEOPLES-NMU COST OF CAPITAL)

The cost of debt of Peoples and NMU is the cost of debt to Aquiila. The capital
structures of both Peoples and NMU are based on comparisons to other companies in
similar industries such as comparable gas distribution companies, which mirror the
operations of Peoples and NMU. The current capital structure for Peoples and NMU is
roughly 50/50 debt to equity. This system of capital allocation was proposed by Aquila
in its most recent rate case (Docket No, G007,011/GR-00-951). The Department agreed
that this method was reasonable,” This is one of the primary links between Aquila and
Peoples/NMU as Aquila borrows all the money for the financial needs of Peoples and
NMU and then allocates the borrowed funds to each division based on need. The cost
of the assigned debt to the division is exactly the same as the cost of the debt to Aquila.

In response to Commission Staff Information Request ILB i-vi,, on page 8, Aquila states,

Relative to Aquila’s cash generation and access to capital,
PNG and NMU’s capital requirements should not pose any
significant challenges for Aquila. At this time, no
incremental external financing needs exist for PNG and
NMU as explained in question c.

The Company in another response to Commission Staff Information Request L.C. i-iii,,
on page 4, states that its higher capﬂ:al costs are not an issue to PNG and NMU because,
["TThe 1mpact of higher capital costs is nuhga’ced by the fact that Aquila is not expected
to be a ‘net borrower” over the coming mon

216B.49, subdivision 3. This statute prevents a utility from specifically encumbering Mirnesota utility
property “for the purpose of securing the payment of any indebtedness” without prior Commission
approval. As discussed above, Minnesoia property was not specifically used to secure any credit
facilities, but if Aquila cannot make payments on its debts, the Company’s Minnesota property would be
subject to a potential bankruptey court. Although Aquila did not pledge Minnegota property to secure
debt, the practical effect may be the same as if the Company had.

" Direct Testimony and Exhibits of Eilon Amit, page 26, lines 9-16,
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The Department interprets both these statetnents to mean that Peoples and NMU can
pay the operational costs of each utility and service the cost of each utility’s debt with
the cash generated internally. In response to Commission Staff Information Request
ILB.i-vi, on page 8, the Company discusses further the steps that it has taken to ensure
access to credit, for each utility should it be needed, such as increasing its corporate
revolver, ' ' :

The Company has stated that it directly assigns the cost of debt to either Peoples or
NMU based on the requested needs from each utility. Therefore, a higher cost of debt
for Aquile, due to its debt ratings downgrades discussed earlier, is directly passed to
Peoples and NMU’s regulated Minnesota customers in ¢ach utility’s capital structure
when debt is assigned to either utility, At the time of the next rate case, each utility’s
capital structure, which may include the current higher cost of debt to Aquila, will be
used to determine the Company’s Rate of Return (ROR). The ROR is one component
that makes up the non-gas margin rate that Minnesota regulated customers pay for each
Mcf of gas used. Thus, higher capital costs would be reflected in Minnesota regulated
customers’ rates if Aquila assigned this higher cost debt to either Peoples or NMU,
consequently, the need for regulatory vigilance.

However, the Company has also stated that it does not foresee any capital infusion
needed at either Peoples or NMU, Nevertheless, the Departiment wants to ensure that
the cost of Aquila’s financial problems is not passed onto regulated Minnesota
ratepayers.

As arelated issue, during the course of this investigation, the Department discovered
that Aquila has not made a Capital Structure filing since 1998, The Department is

I, aware that Agquila completed a debt issuance ($500 million, 11 /4%, due July 1, 2012)
this summer. It is the Department’s understanding that the Commission must approve
all such issuance. Therefore, the Department recommends that as part of its Reply
Comments, the Company should explain whiy it did not file for Commission approval
of its most recent debt issuance. Further, Aquila should provide a list of the dates and
amounts of all issuance since the Company’s last Capital Structure filing in 1998 and a
discugsion of why the Company did not file for approval, per Minn. Stat. § 216B.49.

- Thus, as to the issue of ratepayer protection from higher capital costs, the Department
recommends that:

™ A Petition by UtiliCorp United, Inc. for Minnesota Public Utilities Commission Certification to Invest in a
Foreigm Utility. Docket No. G007,011/5-98-682.
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¢ In Aquila’s next rate case, the Comipany would identify all issuance of debt
and associated cost from January 1, 2002, until its next rate case in a manner
that will facilitate a potential adjustment to mitigate impacts of adverse
market factors caused by Aquila’s financial problems. Specifically, the
Company must provide information sufficient to allow the Commission to
evaluate what Peoples’ and NMU's debt and equity costs would be but for
the effects of its other operations;

¢ The Company provide a discussion and analysis in its next rate case of the
effects at that time of Aquila’s financial situation on Peoples’ and NMU's cost
of common equity;

* Agquila should report any significant finandal event for Aquila and provide
copies of any report made to the SEC or any other federal agency from now
on; and

* Inits Reply Comments, the Company should explain why it did not file for
Commission approval of its most recent debt issuance. Further, Aquila
should provide a list of the dates and amounts of all issuance since the
Company‘s last Capital Structure filing in 1998 and a discussion of why the
Company did not file for approval, per Minn. Stat. § 216B.49.

F. SERVIC-E (QUALITY ISSUES AND SERVICE QUALITY MEASURES

It is well known that Aquila has eliminated some staff positions to save money and, at
the same time, the Company reorganized each operating unit to focus on a state-by-
state level. Aquila states in its response to Commission Staff Information Request I1.B.vi,
on page 9, on the impact of the layoffs to Minnesota operations,

Each Operating Vice President was asked to identify the staff
required to maintain a safe and reliable utility operation that
would continue to maintain high levels of customer
satisfaction. Aquila is not anticipating any adverse impact
from the announced staffing reductions and in fact, believes
that the shift to a state focused structure and the alignment
of responsibility and accountability will improve utility
operations.
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The Company reduced staff levels for the Minnesota operations from 251 to 218 people,
the “Customer Service” area experienced the largest portion of the layoffs, going from
177 employees to 156, However, no explanation is offered as to what these employees
currently do and why this area would be able to afford the greatest amount of layoffs.
The Department is concerned with the Company’s service quality on a going-forward
basis, in light of the Company’s many financial difficulties and the recent downsizing of
its Minnesota operations, This is-of particular concern in light of the Comnpany’s
implicit representation in its current rate cese that costs reflecting personnel staffing are
teasonable at pre-staff reduction levels.

Service quality is a key concern for customers, and as such the Department has
recommended that NSP and CenterPoint Energy Minnegasco (CenterPoint) have
approved service quality standards that dan be measured to ensure customer setvice.
By ensuring that Aquila has similar quality standards it is hoped that the Company’s
Minnesota customers should not be harmed due to current layoffs, since Minnesota
regulated customers are paying for the larger number of employees in their rates.

Thetefore, the Department recommends that the Commission require Aquila to filea
proposed gas service quality standards plan (including information on how service
quality response times will be traced through regulated operations) similar to those
required of NSP in merger Docket No. E,G002/PA-99-1031 within thirty days of the
Order in this docket and begin using these mechanisms on a going-forward basis to
gauge customer service quality, The Company’s results should be filed quarterly.
These standards should protect Minnesota customers from potentially eroding
customer service and allow the Department and the Commission to monitor and
compare the service quality of Minnesota’s three largest natural gas providers, NSP,
CenterPoint, and Peoples/NMU.

III. CONCLUSION AND RECOMMENDATIONS

Certainly the financial situation at Aquila concerns the Commission and the
Department. This analysis was uridertaken as a means to attempt to assess the level of
finandal difficulty and the extent to which regulated Minnesota ratepayers potentially
could be affected by the situation. '

The Company has taken aggressive steps to improve liquidity and remove debt from its
balance sheet. Although these measures have, as of yet, failed to improve the
Company’s debt ratings, Aquila’s long term strategy seems to offer the Company the
best route to financial security and continued viability. However, the Department

» 1 hstamer Sarvica” has the ereatest mirrent niomber of emnlareasc TRR And aftmn
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continues to have concerns which center on protecting ratepayers in the short run from
a potential Aquila bankruptcy, and protecting ratepayers in the long run from higher
capital costs, and the potential for service quality erosion caused by the Company's
financial difficulties and staff reductions.

1)  As to ratepayer protection from a potential Aquila bankruptcy, the Department
recommends that the Commissian ordér Aguila to: provide a full and complete
report to the Commission that wiild invéstigate the Company’s elzim that
Minnesota Statute 216B.50 woli protect rabapayers’ intetests in the event of an
Aquila bankruptcy such that to deny the sale of Aquila assets to satisfy the
Company” creditors, This report shipiild specify the legal standing the Commission

~ would have in a bankruptcy proveeding afid protections that could be put in place
‘to protect Peoples’ and NMU’s ratepayers. ,

2)  Asto the issue of ratepayer protection from higher capital costs, the Department

‘recommends that;

- » In Aquila’s next rate case, the Company identify all issuance of debt and
+ associated cost from January 1, 2002, until its next rate case in a manner that
will facilitate a potential adjustment to mitigate impacts of adverse market
factors caused by Aquila’s financial problems. Specifically, the Company
must provide information sufficient to allow the Commission to evaluate
what Peoples’ and NMU's debt and equity costs would be but for the effects
of its other operations;

* The Company provide a discussion and analysis in its next rate case of the
effects at that time of Aquila’s financial situation on Peoples’ and NMU's cost
of common equity; '

* Aquila should report immediately any significant financial event for Aquila
and provide copies of any report made to the SEC or any other federal agency
from now on; and : '

* Inits Reply Comments thé Company should explain why it did not file for
Commission approval of its most recent debt issuance. Further, Aquila
should provide a list of the dates and amounts of all issuance since the
Company’s last Capital Struct:-¢ filing in 1998 and a discussion of why the
Compary did not file for approval, per Minn. Stat, § 216B.49,

3)  Finally, as to the potential for a decrcased level of service, the Department
recommends that the Comtnission re.quire Aquila to: file a proposed gas service
quality standards plan (including iniormation on how service quality response
times will be traced through regulzied operations) similar to those required of NSP
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in merger Docket No. E,G002/PA-99-1031 within thirty days of the Order in this
docket and begin using these mechanisms on a going-forward basis to gauge
customer service quality. The Company’s results should be filed quarterly. These
standards should proteet Minnasota customers from potentially eroding customer
service and allow the Departmentt and the Commission to monitor and compare
the service quality of Minreit v ‘natital gas providers, NSP,
CenterPoint, atid PeoplesABIEE I 5 TN e
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State of Minnesota
DEPARTMENT OF COMMERCE

Utility Information Request
Docket Number:  G007,011/C1-02-1369 . Date of Request: October 4, 2002

Requested From:  Aquila, Inc. | " Response Due: Qctober 10, 2002

Analyst Requesting Information: " Marcus Gross

TypeofInquiry: [ ).._ Financial . [l..RacofRetum.  []__Rate Design
[1..Engineering ~ ' []_..Forccasting " [1..._Conservation

[1. CostofService []_ CIP []....Other:

Ifyou feel your mspbnses are trade secret or privileged, please indicare this on your response.

Request T }
No.

-6 How are the Peoples’ Natural Ges-Minnesotz and Northern Minnesota Utilities’
+ assets insulated from a potential bankruptcy of Aquila, Inc, Please provide a
detailed explanation,

Response:

Aquila's Minnesota PNG and NMU operations are conducted as a division of the
corporate entity Aquila, Inc. Accordingly, if Aquila, Inc. were to file for
protection under the bankruptcy laws, the assets held by that corporate entity (i.e.,
including its divisions) would fall under the jurisdiction of the bankruptcy court.
However, it is Aquila's belief that Minnesota Statute 216B.50 will continue to
prohibit dispositions (in excess of $100,000) of PNG's and NMU's assets without
first obtaining Commission epprovel. This statutory protection will operate to
preserve the commission's jurisdiction over the utilities' assets for the benefit of
the rate-paying customers.

Response by: List sources of information:

Title:

Department

Talanlhanar
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State of Minnesota

DEPARTMENT OF COMMERCE
Utility Information Request
Docket Number:  G007,011/CI-02-1369 Date of Request: October 4, 2002
Requested From:  Aquila, Inc. o Response Due: October 10, 2002
Analyst Requesting Information; ~ MarcusGross

Type of Inquiry: [ ], Financial [ B []..]
' []1...Engineering [ ], Forecagting. [].....Conservation
[1.._Costof Service  [] [

If you feel your responses are trade secret or privileged, please indicate this ont your response.

Request
No.

7 . Onpage 18 of Aquila’s August 14, 2002, 10-Q filing certain “Ratings Triggens™
are discussed. Pleasc provide a complete listing (and description) of the ratings
friggers that could occur in the next year. Provide a dollar amount that would be
associated with each trigger that could be initiated.

Response:

Following 15 2 summary of the potential capital calls listed in the 10-Q and an
update of the capital calls actually made of the Company:

" POTENTIAL CAPITAL CALLS

Moody's if S&P Also
Downgrade  Downqgrades Total
Australian Debt '$85 892 $177
Toliing & Margining Agresmants $172 $0 $172
Cornmodity Contracts $435 $0 $135
$392 $92 $484

Response by: List sources of information:

Title:

Department:

-
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ACTUAL CAPITAL CALLS MADE TO DATE (w/ Moody's Downgrade)

Poggible Actual Pozribie
s Calis Additional Calls
Australian Debt - 885 385 - $0
Tolling & Margining Agreements  ~ - $172 $113 $59
Commadity Gontracts . $185- . 8§35 $100
$362 . $933 $158

Most of the capital ¢ ee]]s related o ﬂxeMoody g downgrade of the Company have
alreadybeenmada il tad i *"h’bovechmlfs&rwmtodﬂwngade

i Aquilato ﬁoﬁ-mwsimmf‘ s fheik abont UR$02 miltion of Australian debt

. could beput to Aquila. Mg&,wwuﬁldexpwtsomeoftheComodnyConmms'
matmdnotscekmﬁlmiﬁgwhmmsdowmm&mpmymw
collateral upon an S&P dwhigrads.

Response by: List sources of information:

Title:

Department:
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Company Ouarterly Debit Structure Overview

4, ING £16-421.8600 Exchange: New Yerk Sttk Exchange
h Bt Siock Ownerahip Publicly Traded Compatry
= MO 847051704 GICS Sub INOUSy  MURHADSM & Unredulibid Power

an00 57608 283 491 5 EL7%  6008% 1504%

Ba TERE D T4 8 443 2,490 4543 B44%  61.45% 159.4% 15.4% 1.7%
~ a0 1060B0 483 473 2./850 BEST  BUA%  G0GO% 1654%  165%  17.7% 1048% €28

203% 556
Mard1 11,9800 A 55,0 23780 L B3.E% 57T.50% 1384% 5% 189% 84.0% a.55
Jurdl 104414 1432 4 25841 395.7 B0A% d854% oag%  1a5%  124% A5.T% 623
Septf  B3MES €5.0 488 24806 3461 78.0% 4A7T21% 931%  122% 3. 7T% 9.2% 8.72
Decl 25399 62) 420 18878 1227.7 T8.5% 4244% T78A% A% =3.7T% 2. T% 507
MarD2 888153 44.4 442 22610 9&92 T40% 4167% TiE%  WE%  -18% ABA% 459
JunOQ 9 854.8 510. 2,752.2 7787 30.25 SLT0% 1162% '22 1% 18.5% -0.0% A48

Des 15146 944 = g8 . 8212 700%  50.4% 1048%  24.7%  200% 135% 335

Dar@E 27885 me 1134 14554 303 N 750%  60.0% 1408%  17.5%  355% BT% 378
Declg 43223 10858 128.7 1570.7 f L] EEO% 132B% 15 Ei% 200% 408

Deco7 _ BS26.3 1221 1264 14588 -2eal.4 772%  544% 1254%  153%  £8% 122% 423
Dacos 125634 1822 3.7 V4158 4344 T58%  430% 1020%  24.7% 13B% 154 4

Dectid  BS215__ 1605 1702 25523 2.7 TEA%  G1.4% 673%  103%  d54% 323% 455 |
—Dac00 ZEDTAS 206E 1641 20059 S5L7 Gk BOG% 154% 185N 11.7% T04.5% 851
Deelt 403768 2704 1948 18970 12077 | TBEW  424% TE3% 38AM 37X 20.7% 589
Quarterly Debt Structure A

67 LB RIEERLEFLIPSSLIERLEPLLPELPEE ISP F |

5 4 T6VLLEO9LE ON/PS6 LS/A0:01 20,9 1 (aK) Appendix D-22




.....

ﬁ'%" i %&Eﬁl

anm

3 2t
DL

Mﬁ"&‘éh

““_’ e SR
) 2%
42 pvn o
) ' Q
. N o i-_'r.“ S o x 3
Min Avg Mex| | Mh - Avg Max| il Avg M
&N gNC__ @GN @Nc _@NC  @NC
172 ETCNE ) 25 . 47 16 ET) 54 5.6
71 4.4 021 13 i3 .4 [T 42 9.5 3
o 24 524 804 50} 28 24 8.0 3. 9. 5
sl 240 8.8 263 0.4 25 ] 1.3 34 54 X
i B3 ] 9.2 (0.8) 10 33 gx) X, 3.4 ;
f : 2.4 37 , Y]
e % PR ARG Tt IR o .
‘lfl'..‘: s -.Eguo.-s
ko : I '
i::. eis Rating Aol Oz?i m A Mz Min Ay Mo Afin Avg " Max
LT LYY 0 @c ool  @Ne @ne el @Ne = aNc
2 AA 9 16.9 468 1232 0.4 9;7 0 04 'R ] 04
¢ A 7] ek 26,6 122 62 0.8 4 0.0 0.5 14
) 116 (3.6 B9 53 01 0.6 3.] 0.1 0.4 A
eyl Specnlative 15 Z5 17y 65,2 02 0.5 L8 [} 0.4 .
Fugiieeiin Dofaat ] o uz 4.1 03 08 0 oo 0.4 1.
diinn  AQUILA INC 76 3.1 [X]
:}‘.-:.. ; “:u ; v -
gl -“ 5 : ay renbr i A
5 Al e v . 1
! 4 '
s Rating ¥of Cog, Min Avg Mee M Arg Mo Min Avy M
: 3 Hg(m  e— 243'
z%:,* kit 0 @NC @NT @NC @NC MG §ANC ANC
Pl AN 9 3.7 7.6 122 2.0 17.2 1272 2136 €2k2
e L] (9.7 g._.’l lg.g 3 M. 6!.‘ M (151.1) §,. 2216
¥ 178 3.3 435 4.6 (12.7) B0 935 C16re%) 064 37074
pard 25 3} 45 202 29 30.2 TR @129 4656 13507
<3 4 {140) 23 13.6 22 18.0 3231 263363)  (G1668) 4916
? ] 53 17 K]
: 3?,,’ ' i ‘°""""W">ﬂ"”«§.§ ,;i‘\:} 2t e A aE ': X ! o
B S :
e D S P 3
A ket Bk el e : 5 4
bE 4 T6VLZE09LE ON/PGi6 "LS/80:01 209 1T (QT) Appendix D-23




DOC Attachment 5
Docket No. G007,011/C1-02-1369

Font Size] !E

AQUILA INC filad this 10-G on 08/14/2002,

. As of August 12, 2002, our senior unsecured long-term debf rafings, as assessed by the three major credit
ncies, were as follows:

Levels above
Agency Rating Bon-imvestment grutde
Standard & Poor's Corporation (S&P) BBB Two
Fitch Ratings (Fitch) REB- One
Moody's Investor Service (Moody's) © Baal One

redit ratings were placed under review for possible downgrade by S&P on April 23, 2002, and by Moody's
), 2002. The reasons given by the ratings agencies included our announced acquisition of Cogentrix Energy,
ciated with our foreigh investments, concerns that we lacked. the financial resources to support our energy
rgrsm'cms und an analysis of our operations ynder more swingent credit metrics. Sinee that time we have taken
g actions:

Terminated the Cogentrix acquisition;
Reduced our dividend by 42%;
Exited from wholesale energy irading;

Targeted over $1 billion in asset sales in wlnch we hnve signed sale agreoments totaling $218 million
and publicly annotmeed bid pracesses for the sale of our invastments in UNL end Midlands. In addition,
we have active bid processes for & number of other assets;

Completed equity and debt offerings totaling $764 million In proceeds;
Targeted over $100 million in cost reductions, the majority of which have already been achieved.

management is currently in discussions with representatives of Moody's, S&P and Fitch, However, we cannot
+ actions, if any, that may be taken by the eredit mting agencics subsequent to these meetings.

riggers
]

credit agreements, debt instruments and other financial obligations provide that the occurrence of certain

ild (if nat cured) require eatly payment, additional collateral support ot similar actions. These events include
: to achieve leverage ratios, insolvency events, defaults on scheduled principal or interest payments,

on of other financial obligations aud a change of control. We are currently in compliance with covenants or
/isions relating to these events. We do not have any trigger events tied to our stock price and have not

my transactions that require us to issus equity based on our credit rmtings or other trigger events,

1in of our subsidiaries have trigger events tied to specified credit ratings. Because of guarantee and cross
ovisions between Aquila, Inc. and these subsidiaries, the ratings triggers of our subsidiarics discussed below
viewed as if they are directly spplicable to ‘Aquila, Inc. Our Australian subsidiaries have issued six series of
1 denominated bonds, guaranteed by us, that contain provisions that could require us 1o repurchase the bonds.
ght for two series aggregating appmxnnately £85 million can be exercised 30 days afier & downgrade to non-
t grade by either S&P or Moody's. Those series mature in Qctober 2002, The put right for the other four
regating approximately $92 miilion can be exercised on the next gcheduled interest payment date if we are
w mvestment grade by S&P.

Merchant Services subsidiary also has three "tolling agreements,” a construction Joan and certain margining
ts that have trigger events tied to Aauila's credit rarings. Under the tollinz zereaments. our subsidiary uses a
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ount of ‘collateral that it coqld be required to post in the event of a ratings trigger under these contracts iz

roximately $172 million. Of this amount, $45 million must be posted within 10 days of a downgrade below
estment grade by either Moody's :

I8
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AQUILA INC filed this 10-Q on 08/14/2002.

537 million must be posted within 70 days of the date we are tated below invesment grade by both Moody's

, and $28 million tmder the construction loam must be posted within 10 business days of a downgrade below
nt grade by both S&P and Moody's. We expect the trigger under the comstruction loan will terminate upon the
on of constritction and permenent project financing i late” September 2002. We glso have certain standard

g agreements that would require collateral of $62 million if we were downgraded below investment grade,
tential collateral requirements are expected to deoline ss-we exit the wholesale energy trading business over
wa months, S o :

tential Demands for Coliateral

ough we are in the pracess of exitng the encrgy trading opérations of our Merchant Services subsidiary, a

2l number of energy trading agresments remain 10 be settted; The miajarity of thess contracts 'will be zettled

> next two months. These contracts typieally inchude provisions whith allow counterparties the right to request
I collateral or suspend or terminate credit if events occur that cajise cmterparties to feel that there has been a
ion in our underlymg credit. In connection with our ixit from the wholesale energy rading business, we have
 key commercial relationships that will be important to our ongoing business. If a downgrade were to ocar,
tionship companies could potentially demand collaterat support for ongoing and future activity. While it is

o predict how many parties would successfully demand some form of collateral, we currently estimate that the
f cash collateral would be'no more than $135 million. We expect that potantial elaims on liquidity will be
duced as we exit our wholesale energy trading business over the tiext two months,

veeeding

‘ebruary 19, 2002, we filed a suit against Chubb Insurance Group, the issuer of surety bonds in support of

‘our’long-term gas supply contracts. Previousty, Chubb had demanded that it be released from its upto

1on surety obligation or, alternatively, that we pest collateral to secure its obligation. We do not believe that
entitled to be released from its surety obligations or that we are obligated to post collateral to secure its

s untess it is likely we will default on the contracts, Chubb has not allegad that we are likely to default on the
If Chubb were to prevail, it would have a material adverse impact on our liquidity and financial position. We

ormed under the contracts since thefr inception and believe we will be able to continue to perform on the

and that we will prevail in the action, We rely on other suretys in support of long-term gas supply contracts

those described above. There can be no agsurance that these suretys will not make claims similar to those
Chubb.

e Taxes

second quarter 2002 income tax benefit was reduced primarily as a result of two factors: First, the tax benefit
5692.9 million pre-tax write-down of our fnrvestment in Quattta Services is limited to avatlable capital gains in
fing thres ysars and subsequent five years. Because capital gains within the carryback period were less than
d significant capital gaing eould not be assured th the foreseeable future, 2-$201 million valuarion allowance
lished. Becond, the $178.6 million impairment charge related to Wholesale Services goodwill is considered a
t difference between book and taxable in¢come and does not result in the recognition of a tax benefit, These

s have had a significant impact on the 2002 effective tax rate for both the quarter and six months ended
002. _

ction of Dividend

une 17, 2002, we announced that, going forward, our Board of Directors expected to reduce the quarterly

0 §.175 per share, or $.70 per share annually, down from the prior quarterly dividend of $.30 per share, or
share annually. This decision was made in connection with our decision to scale back the wholesale energy
siness and was influenced by, among other things, decrsased earnings, a substantial Increase in the number of
g shares, and the Company's credit concems, On August 7, 2002, our Board of Directors declared a dividend
er share. The record date for the dividend is August 22, 2002, and the dividend is payable on Scptember 12,
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DOC Attachment 6
Docket No. G007,011/CI1-02-1269

State of Minnesota
DEPARTMENT OF COMMERCE

Utility Information Request -
DocketNumber:  GOO7.011/CE02:1369 .~ Dats of Request: Ociober 4, 2002
Requested From: Aquilyne. - . ResponseDue October 10, 2002
Analyst Requesting Information: Marcus Gross |
Typeofnquiry:  []  Finsmcial ~ []._RateofRetum  []._RateDesign

[ ]....Engineering - [ 1....Forecasting [1.....Conservation

[1...CostofService []..CIP [ ]....Other:

If you feel your responses are trade secret or privileged, please indicate this on your response.

Request
No,

8 + Please reconeile the information on page 18 of Aquila’s August 14, 2002, 10-Q
filing (“Ratings Triggers™) with the Company’s response to Comission Staff’s
Information Request No. 1.D. filed on September 18 where the Company states,
“The debt of these operating companies is not guaranteed by Aquila and does not
cross-default to Aquila.”

Response:

The debt referenced on page 18 of our 10-Q refers to Australian debt Aquila
+  guarantees and consolidates onto its financial statements, The proceeds from
' these debt offerings were used to fund Aquila’s “equity investments” into the
underlying utility operating companies (i.¢., Alinta Gas, United Energy, end
t  EPG/Multinet). Equity distributions from these ufility operating companies is
:  used to service and repay Aquila's debt borrowed in the local currencies. The
debt of the ufility operating companies is not supported by Aquila or consolidated
on its financial statements. The statements in the 10-Q and our earlier response
are not inconsistent.

Response by: List sources of information:

Title;

Department:

Talmbane .
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- STATE OF MINNESOTA )
) s8
COUNTY OF RAMSEY )

AFF]DA V11 QE SERVTQE

I, Kathy Aslakson, being first duly swom, dcposes and says: than on the
22nd day of Dctoher, 2002, servcad the atfached Minnesota Department of
Commerce Comments .

DOCKET NUMBER: Goo;r,o:l_;-fcr-{_;'z-i;sg .

XX by depositing in the Urited States Mail at the City of St. Paul,
a true and correct copy thereof, properly enveloped with

postage prepaid

XX by personal service (MN PUC)
by express mail
by delivery service

to all persons on thé attached service list or at the address indicated below:

see attached service list

Subscribed and sworn to before me

this _Z_Z_f'_'_"oday of _&ﬁjgﬂ_) 2002
Uguw L &t‘éﬁ:
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€007,011/CI~02-1369

In the Matter of Peoples Natural Gas
and NMU Inquiry into Pessible effects
of Pinancial Difficulties at Aquila,

1 Service Li=st

Burl W, Haay (0+15)

"Executive Secretary

MN Public Utilities Commission
Suite 350

121 East Seventh Place

8t. Paul, MN 55101~-2147

Rathy Aslakson (4)

Docket Coordinater _

MN Department Of Commerce
Suite 800

85 7th Plawe East

SE. Paul, MN 55101-2198

. Julia Anderson

Epecial Asgistant Attorney Ganeral
MN Office Of The Attorney General
525 Park Street

Suite 200

St. Paul, MN 55103-2106

Cagnandra O O'Hern

Office Of The Attorney Ganersl/RUD
900 NCL

445 Minnepota Street

St. Paul, MN 55101

Mark Bergstrom

Schedin ¢ Agsociatan, Ine.
220 Plymouth Building

12 South &th Street
Minneapolis, MN 55402

Bill Blazer

Minnesota Chamber Of Commerce
Suite 1700

30 Bast Seventh Straat

St. Paul, MN 55101-4901
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Curt Nelson

QAG-RUOD

500 NCL Tower

445 Minnesota Street

St. Paul, MN 55101-2130

James J. Bartrand
Lecnard Street & Deinard
Suite 2200

150 South Fifth Street
Minneapolis, MN 55402

Michael J. Bradley
Mose & Barnett

4800 Wells Fargo Center
%0 South Seventh Straat

Minneapoliz, MN 55402-41259
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L0/22 /03 Page 2
3007, 011/CI-02-1369

In the Matter of Peoples Natural Gas

and NMU Inguiry into Possible effacts
£ Finanecial Difficulties at Aguila,

| Service Liat

“hrigtopher Clark

Xcel Energy Services

juite 2500

300 Nicollet Mall
linneapolig, MN 55402-2023

Arleen Dizeona
mila; Ine.

1815 Capitol Avenue
maha, NE 68102

Jon R. Empgon

jenicr Viee Preaident
JtiliCorp Wnited Inc.
1815 Capitol Avenue
)maha, NE ‘68102

>arcy Hackel

tagulatory Relatione Consultant
\liant Energy-IPL

1902 N, Biltmore Lane

U Box 77007

fadison, WI 53707-1007

lohn A. Rapp

'inthrop & Weinstine

200 Minnegota World Trade Centeyxr
0 East Sevanth Streat

e. Paul, M 55101-431°%

‘am Marshall .

neygy CENTS Coalition

123 Bast Sevanth Street
. Paul, MN 55106

‘itchie J. Sturgeon

ienior Regulatory Attorney
Jlliant Energy ~ IPL

.302 N. Biltmore Lane

¢ Box 77007

madison, WI 53707-1007

b d 76PLZE09LE ON/PG6 "LS/T1:01 0.9 11 (q3m)

Jeffrey A. Daugherty
Reliant Energy Minnegasco
P.O. Box 55038

200 hLaSalle Avenue, Fl 11
Minneapolis, MN E£5459-0038

Ron Elwood

Legal Sexrvives Advogacy Project
Suite 101 Midtown Commons

2324 University Avenue

8t. Paul, MN 56114

Robart P. Gough

Intertribal Council On Ttility Policy
P.0O. Box 25

Rogebud, SD 57570-0025

Raymend Hayward
SMMPR, '

500 Firat Avenue SW
Rochester, MN 55502

william M. Mahlum

Mahlum & Asscciates

700 The Saint DPaul Building
8ix West Fifth Street

8t. Paul, MN 55102

Judy Poferl

Xcel Energy Services, Ine.
4th Floor

414 Nicollet Mall
Minneapolis, MN 55401

Eric F. Swanson

Winthrop & Weinstine

3200 MN VWorld Trade Center
30 East Sevepnth Street

gt. Panl, MY 55101

Appendix D-30

%




MOSS & BARNETT

A Professional Assoctation

4800 Wells Fargo Center

) S0 South Seventh Street

MICHAEL J. BRADLEY Minneapolis, MN 55402.4129
£12.347.0337 Telephone §12.347.0200
BradleyM @moss-barnett.comm Eacsimile 612.339.6688
WWW.most-barnett com

‘November 1, 2002
HAND DELIVERED

Dr, But] Haar .

Executive Secretary

MN Publie Utilities Commission
121 Seventh Place E, Suite 350
St. Paul, MN 55101

RE: Inthe Matter of an Inquiry Into Possible Effects of the Financial Difficulties at
Aquila, Ine. on Peoples Natural Gas Company and Northern Minnesota Utilities

Company and their Customers
MPUC Docket No, G-007,011/CI-02-1369

Dear Dr, Haar;

Enclosed for filing in your office please find the original plus 15 copies of the Aquila Reply
Comments in the above-referenced docket, together with an Affidavit of Service.

Please contact the undersigned if further information is needed.
Very truly yours,

MOSS & BARNETT
A Professional Association

%1 J. Bradle(y/

MJB/krm

Enclosures
ce: Service List
534083/1
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AFFIDAVIT OF SERVICE

STATE OF MINNESOTA )
) ss
COUNTY OF HENNEPIN )

In the Matter of an Inquiry Into Possible Effects
of the Financial Difficulties at Aquila, Inc. on
Peoples Natural Gas Company and Northem
Minnesota Utilities Company and their Customets

MPUC Docket No.; G=007,011/CI-02-1369

Kim R. Manney, being first duly sworn on oath, deposes and states that on the 1* day of
November, 2002, copies of Aquila Reply Comments in the above referenced matter, were hand
delivered or mailed by United States ﬁrst class mail postage prepaxd thexeon, to the following:

Dr. Burl W. Haar -

Executive Secretary - :
MN Public Utitities Commission
121 Seventh Place E, Suite as0-
St. Paul, MN 55101

Curt Nelson

Office of Attorney General
900 NCL Tower

445 Minnesota Strect

St. Paul, MN 55101

Jennifer Erickson

PAM Natural Gas

P O Box 5200

Sioux Falis, SD 57117-5200

Lon Stanton

Northern Natural Gas

F1600 West 82™ Street, Suite 210
Minneapolis, MN 55431

Thomas W, LaBarge
Aquila, Inc.

20 West Ninth Street
Kansas City, MO 64105 .

SWORN TOQ BEFORE ME this
da pf November, 2002.. '

\ﬁo.'rARY PUBLIC

£3AQ4NS)

7 4 TOPLLEO9LE ON/PS: 6 18/T1:01 0.9

11(qaM)

',Lmda Chavez

- Mittiesota Department ochmnnerce

" 85 Seventh Place East, Suite 500
St, Paul, MN 55101 -

Robert S. Lee

Mackall Crounse & Moore
901 Marquette Avenue, #1400
Minneapolis, MN 53402

Arleen Dizona
Aquile, Inc,

1815 Capitol Avenue
Omaha, NE 68102

Jon Empson

Aquila, Inc.

1815 Capitol Avenue
Omaha, NE 68102

/6/174 2 Wﬂ/mm

Kim R. Mamey
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STATE OF MINNESOTA
BEFORE THE MINNESOTA PUBLIC UTILITIES COMMISSION

Gregory Scott Chair

Marshall Johnson Commissioner

LeRoy Koppendrayer - Commissioner

| Phyllis Reha Commissioner
In the Matter of an inquiry into Possible : MPUC Docket No.:

Effects of the Financial Difficulties of Aquila, .- . .~ 007,011/Cl-02-1369
Inc. on Peoples Natural Gas Company and - S :
Northemn Minnasota Ui]!rt!as Company -

AQUILA REPLY COMMENTS

These Reply Comments are submitted by Aquila, Inc. in response to the
Department of Commence (“DOC") Qctober 22, 2002 Comments in the above-entitied
docket. The DOC acknowledges that the “Company has taken aggressive steps to
improve liquidity and remove debt from its balance sheet. Although these measures
have, as of yet, failed to improve the Company’s debt ratings, Aquila’s long term
strategy seems to offer the Company the best route to financial security and continued
viability." No one is more concemed about the Company’s financial health or working
harder to improve it than its management. The Company has addressed its financial
problems openly and vigorously.

In June, when Aquila realized that financial problems were occurring in the
industry that were affecting its own financlal condition, Aquila Initiated contact with the
Commission and requested the oppdrtunity to discuss those matters. Scheduling
problems prevented that from occurring until August 20. Commission Staff also ‘
con'gacted Aquila persannel on August 14, 2002 to give the Company notice that tﬁe
Commission's August 29 agenda would include an initial inquiry into the possible effacts

of Aquila's financiat difficulties on Peoples and NMU. During this contact, Staff

RAALEN
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requested copies of Aguila’s most recent 1OQ; 10K and FERC investigation filings.
Aquila e-mailed copies of these documents the same day in order to help the Staff
complgte its review and briefing paper in time for the August 28 agenda meeting, Staff
also advised Aquila of its generall concerns and questions, which Mike Jonagan, then
CEO of U.S. Utilities, attempted to address in his August 26, 2002 letter to the
Commissioners. The sole purpose of providing this letter prior to the August 29 agenda
meeting was to provide the assurances that Aquila understood the Commission wanted.

Based on its general underétanding of the Commission's concemé, Aquila
arrangead on short notice for Mike Jonagan, then CEOQ U.S. Utiiities; Jon Empson,
Senior V.P.; Bennie Smith, Operating V.P. Minnesota; and Mike Cole, Assistant
Treasurer, to participate in the August 29 Commission agenda meeting to ensure that
all questions could be addressed.

With this Reply, Aquila continues to codperate with the Commission and the
DOC in a spirit of responsiveness and openness, providing a further update on Aquila’s -
current financial condition, providing a further explanation of its foreign utility investment
arrangements, and responding to the DOC's specific recommendations and concems.
1. The Company's Current Financial Condition.

Since the August 29 hearing and the September 18 compliance filing, Aquila has
made significant progress in ¢losing several aséet sales, As of October 29, the sale of
$977 million of assets has been announced, of which $797 million have been closed.
While the asset sales are raising cash to retire debt, the full Impact of the transactions is
also creating net book losses and lowering the eamings potential of Aquila. Aquila has

also continued to restructure its businesses and, as discussed in the second quarter

TLAARKTIL 7
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10Q, anticipates a second phase of restructuring charges to be reflected in the third-
quarter results, Given the speed with which the Company has been executing the
business restructuring and the closing of asset sales, Aquila now expects that the credit
rating égencies could review the current ratings when Aguila announces its third quarter
earnings in early November, Aftachment A to this filing is a copy of Aquila CEO, Rick
Green's October 22 presentation at EEI's Financial Analyst Conference which
presentation contained financial updates. Aquila provided copies of this presentation to
Staff and DOC via e-mail the day the presentation was hade to ensure that current
information was available to the agencies.

2. The Company’s International Utllity Investment Arrangements.

The DOC's comments find fault with how the Company explained some of its
foreign debt arrangements. As further explained below, the Company’s international
utility investments were openly presented to, and approved by, the Commigsion at the
time they wera made. Those acquisitions and ﬁnancing arrangements were nothing out
of the ordinary for these types of transactions and were related to utility operations, not
unregulated operations as inferred. Aquila elected to acquire foreign utilities to reduce
its risk by making investments in more than one economic market.

The DOC found Aquila’s explanation of its forelgh investment financing
confusing. Hopefully the following explanation will eliminate this confusion. Basically,
there were two tiers of financing involved: debt at the operating company level and debt
to support Aquila, Inc.'s equity investments in the international operating companies. |
The debt at the ope_rating company level is non-recourse to Aquila, is not guaranteed by

Aquila, and does not cross-default to Aquila (see p.5 of Aquila's September 18

$44657/1 3
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Compliance Filing). Contrary to DOC's concerns, none of this debt was, nor should it
bs, Included in the potential capitai calls discussed in either the 10Q or in the
Company's response to Information Request No. 7.

In contrast, the debt incurred to make the “equity investment” in the intemational
utilities is, in some instances, guaranteed by Aquila and those guarantees usually
include cross-default language (again see p.5 of Aquiia’s September 18 Oofnpliance
Filing). The nature of the foreign iﬁvestments, including any quarantees, was disclosed
in Aguila’s filings with the Minnesota Commission and reviewed by the Depariment of
Public Service ("DPS") at the time of the investments. The Commission, with the DPS’
concurrence, approved those foreign investments and, where applicable, lpan
guarantees in four separate dockets. See the Commigsion’s June 15, 1983 Order
Granting Limited and Conditioned Certification, in Docket No. G011/5-83-281 (“Docket
2817); November 30, 1994 Qrder Granting Certification Subjact to Limitations and
Conditions, in Docket No. G011/5-84,-907; Jun.e 9 1995 Order Finding Authority,
Resources and Intent to Use Them and Requesting Filings and July 18, 1995 Order

Granting Recettification, in Docket G011/8-95-204 (invoived a guarantee); and the
August 17, 1998 Order Granting Certification with Conditions, in Docket No G007,
011/5-98-682 (involved a guarantee). In each of these dockets, the manner of
financing, including any loan guarantees was disclosed. In addition, based upon the
disclosed information, the Commission was aware of the potential risk associated with
these foreign investments. For Examﬁle, in Docket 281, the Commission expressly
noted that because Peoples and NMU receive all of their financing from UtiliCorp, any

“increase in financial risk due to its purchase of an interest in [a foreign utility] . . . may

544657/ 4
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result in an increased cost of capital.” The Commission further noted, however, its
ability to protect the ratepayers from these potential risks by astablishing an appropriate
cost of capital. This historical perspective is provided only to demdnstrate that the
nature of the investments were disclosed and discussed at the time the transactions
took place.

It is the debt securing Aquila’s equity interest in the foreign utilities which had
some call potential and was djsclosed byAqmla ln the 10Q,in the September 18
Compliance Filing, and in the response to lnfonnatlon Request No. 7. ltis this
important distinction between debt at the operating company level versus the debt to
fund the equity investment which appears to have created confugion. |

If after reviewing these comments there is continued confusion or if the DOC has
additional questions, the Company recommends a face-to-face meeting with DOC staff
s that it can either further clarify or provide the DOC the information it is seeking.
While written information requests provide a rec-:ord of the information exchanged, they
are difficult to write in a manner that assures receipt of all of the desired information and
therefore can sometimes lead to confusion and frustration as appears occurred in this
case.
3. Responses To Specific DOC Recommendations,

a. Comments On The Commtssmn s Junsdlctmn in The Event OFf
Bankruptey. -

The DOC recomménds théi Aquila provide a full and complete report analyzing
Aquila’s belief that Minn. Stat, § 216B.50 will continue to protect ratepéyers’ interests in
the event of an Aquila bankruptcy. Aquila's understanding of the current landscape of

the preemption of the U.S, Bankruptey Code (the “Code”) over state law would be in no
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way superior to that of the Commission’s representative from the Minnesota Attomey
General, nor would it carry any more prer;edential or binding value for the Commission.
However, given the Commission’s recognized interest in the effect a bankruptcy wouid
have on the Commission's regulatory jurisdiction over a utility, Aquila offers its belief
and understanding here, reserving all rights to make any legal arguments available
under applicable law in the future. | | -

As operating divisions of fhe cdmorate ent;ty Aquila, Inc Aquila’s Peoples and
NMU operations and assets would fail under the jurisdiction of a bankruptcy court
Aaquila were to seek the protections allowed under the Codse. Minn. Stat. § 216B8.50
requires.Commission approval of ény sale of a public utility or of an operating system
valued over 31 0.0.000. but the guestion remains: Would the Coda, and judicial decisions
thereunder, operate to preempt the Commission’s authority under Section 2168.50,
Unfortunately, Aquila has found no Eighth Circuit or U.S, Supreme Court decisions that
address this issue. Even if Aquila exhaustively canvassed the cases of every
jurisdiction in the United States, there is no guarantee that a specific bankruptcy court
would decide the same way in a potential Aquila case.

Subject to the above caveats, Aquila is aware of no bankruptcy cases in which a
court has appro_ved and ordered the sale or transfer of utility assets outside the
jurisdiction of the relevant state public Utility commission. In féct, in one case, the court
made its approval of a sale of assets outside the ordinary course of business during
bankruptcy expressly subject to regulatory approval. In re WFDR, 7 BCD 514 (Bkr, Ct.
N.D. Ga. 1981). Accordingly, it is Aquila's belief that any transfers or salas that a court

rmight order in an Aquila bankruptcy case would remain consistent with the practice of

SA4657/1 5
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respecting public utility commission jurisdiction over such sales and transfers.
Additionally, it is Aquila’s understanding that if Peoples or NMU assets were sold in an
Aquila bankruptcy, the Commission’s jurisdiction over those assets would remain intact
following such a sale (including with respect to future transfers, ratemaking, and other
reguiations), and no bankruptey or other body of law appears to hold to the contrary.

However, pursuant to clear language contained in Saction 1123(a)-of the Code, a
confirmed reorganization plan uhder Chapter 11 of the Code may provide for the
transfer of assets “[n]ot withstanding any otherwise applicable nonbankruptey law.”

As discussed in the recent PG&E bankruptey and related appellate proceedings
in California, courts of various jurisdictions have debated whether the Section 1123(a)
language provides for “express presmption” (obviating application of state law
generally) or “implied preemption” (allowing preemption only In cases where (a) the
applicable state statute is concernad with ecohomié regulation rather than with
protecting public health and safety and (b) no féasible plan would be confimable in the
absence of preemption), In the contéxt of a preliminary matter in the PG&E case, the
U.S. Bankruptcy Court for the Northern District of California analyzed the applicability of
preemption with respect to a pre-confirmation disclosure statement and declared that a
transfer of assets pursuant to a confirmed pfan would not be subject to state reguiatory

approval. See |n re Pacific Gas & Elec, Cg., 2002 U.S. Dist. LEXIS 16498 (Aug. 30,

2002). Again, this decision relates to a prefiminary disciosure statement, so it is not
_ clear what the confirmed plan will ultimately look like or whether preemption will ever

come to fruition.

544657 7
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With respect to the impact that Aquila's- corporate structure may have to diminish
or otherwise limit the protection that Minnesota ratepayers may have in the event of an
Aquila bankruptcy, Aquila notes that under a Chapter 11 reorganization plan, the stock
of the subsidiaries of a holding compaﬁy could also be sold. Accordingly, while the
corporate structure of the utility may be a consideration in the development of a
confirmable reorganization plan, it would provide no guarantee of the Commission’s
continued jurisdiction over the transfer or sale of the utility.

b. Ratepayer Protections From Higher Capital Costs

In his letter to the Commission dated August 26, 2002, Mike Jonagan stated:

Aquila acknowledges that (a) Minnesota ratepayers should pay no more

for debt costs than would be incurred by an investment grade utility, and

(b) the Commission has the authority during the ratemaking process to

use a hypothetical debt structure to address debt costs higher than those

of an investment grade company, if such a case arises,

Thus, the Company agrees with the DOC that Minnesota customers should only be
responsible for a cost of equ@ or debt consistént with the cost of capital for comparable
gas distribution companies. The Company also agrees with the DOC's specific
recommendations regarding the cost of capital.

It should be noted that during the pending rate case both the DOC and Aguila
agreed on using a group of comparable gas distribution companies to determine the
cost of equity. As stated by DOC witness Amit, “... a DCF analysis for UtiliCorp would
not result in a reasanable estimate of the éost of equity for PNG and NMU. Instead, |
have performed a DCF analysis on a group of companies with investment risks similar

to those of PNG and NMU." (p.5, line 14-17 Direct.) DOC witness Amit continued by

stating: “The obvious candidates are other gas distribution companies.” (p.5, line 22-
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23.) Company witness Dunn also used a comparable company approach to determine
the cost of eduity. The company position is the same today. Therefore, assuming that
the DOC maintains its position, the solution to the cost of equity concerns raised by
DOC has already been agreed to by both parties, That is, cost of equity should be
determined using a group of comparable gas distribution companies rather than based
directly on Aquila’s cost of equity.

« DOC Recommendation: In Aquila’s next rate case, the Company identify
all issuance of debt and associa_ted cost from January 1, 2002, until its
next rate case in a mannar that will facilitate a potentiat adjustment to
mitigate impacts of adverse market factors caused by Aquila's financial
problems. Specifically, the Company must provide information sufficient
to alfow the Commission to evaluate what Peoples’ and NMU's debt and
equity costs would be but for the effects of its other operations.
Response: Agreed. As stated byl Mike Jonagan in his August 26 letter to
the Commission, Aquila has already made this commitment on debt, and
has adopted a methodology for equity that addresses the DOC's
concems, and therefore agrees with DOC's recommendation.

« DOC Recommendation: The Company provide a discussion and analysis
in its next rate case of the effects at that time of Aquiia's financial situation
on Peopies; and‘NMU's Gt;BtB of common equity.

Response: Agreed. Again, unless the DOC and/or Commission ware to
set rates using Adu;ila, Inc.'s actual cost of equity, rather than a proxy

based on comparable gas distribution companies such as Aquila, DOC,
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and the Commission have used in other Company rate cases, this should
hot be an issue.

+ DOC Recommendsation: Aquila should report immediately any significant
financial event for Aqulla and provide copies of any report made to the
SEC or any other federal agency from now on.

Response: Agreed. The Company’s web site provides:the opportunity for
all interested persons to obtam automa’uc notice of all significant financiat
events including copies of all SEC filings. Anyone wighing 1o receive such

automatic notices can go to the Company’s website: www.aquila.com.

On the home page, click on the heading “investors, and then click on
“Investor Contacts & Information”. Then sign up for

E-mail Alerts, which provides automatic notice of news releases, company
evants, new financial documents, including notice of SEC filings. The
Company’s SEC filings are also a-ccassible using the Company’s web site,
by clicking on the word "Investors” and then clicking on “SEC Filings” and
then clicking on the direct link to a third-party setvice that provides copies
of the filings by name and alse in a searchable format.

« DQC Recommendation: In fis Reply Comments the Company should
explain why it':d'id' not ﬁle'__fo-rACofﬁ'rniés'ic.)h approiré'_l of its most recent debt
iswanéeé.* | | . | | N
Response: Foreign corporétioné'iike Agquila, which is a Delaware
corporation, are only required to obtain Commission approval of a security

issuance if it encumbers Minnesota utility property for the purpose of
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securing the debt. As the DOC acknowledges in footnote 10, Commission
approval of the credit facilities was not required bacause "Minnesota
property was not specifically used to secure any credit facilities . . .."

More specifically, Minn. Stat. § 216B.48, subd. 3, provides:

It shall be uniawful far anv public utility organized under the
laws of this.state to offer.gr sell any security or, if organized

under the laws: gfﬂg M gtate or foraign country, to
subject mperty in this. state to.an encumbrance for the
purpose of secuting the paythent of any v indebtedness unless
the security issuance of the public utility shall first be
approved by the commission. Approval by the commission
shall be by formal written order.

(Emphasis added.) None of the debt issuances reférenced by the DOC
encumbered any Minnesota property for the purpose of securing the
payment of the indebtsdness.

The above discussion of the Commission approval requirements
under Sedion 216B:49, subd. 3, is further based on the Commission’s
interpretation of this section in Docket 281. In that Docket, the
Commission stated:

The Commission also has other regulatory authority which

would apply if certain aspects of the acquisition were

changed. Forinstance, if the acquisition were modified to
result in the encumbrance of any Minnesota property,

! As the DOC notes, the Company’s revenues and property are always available to creditors in the case of
a bankruptey, but that is not an encumbrance. Minn. Stat. § 336.2A-309 of the Uniform Commercial
Code defines an encumbrance to include “real estate mortgages and other liens on real estate and all other
rights in real estate that are not ownership interests.” An encumbrance limite the ability of the owner of
the property to sell the property and allows the debt holder to force the sale of the asset in the event of a
defaulf. None of the Company's debt issuances placed a lien on Minnesota utility property. The DOC
notes that the Company is subject to the federal bankruptey laws. The potential application of the
bankruptcy laws is not a lien on the Company’s Minnesota property. Further, because of the universal
application of bankruptey, if it were treated as a lien, it would render the exemption from Section 216B.49
meaningless. Minn, Stat. § 645.17 provides the following preseription in nterpreting legislation:

“the legislature intends the entire statute to be effective and certain.”

S446571 11
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Commission approval of UtiliCorp's resulting capital structure
would be required under Minn. Stat. § 216B.49, subd. 3
(1892).

c. Quality of Senfvice St_andards.

* The DOC requests that .the Company propose & gas service quality standards
plan, including information on how sefvlce quality response times will be recorded. The
Company previously agreed to voluntatily provide intemal management reports which
wiil reflect the Company's standards for accidents, leaks, emergency response time,
meter reading, billing accuracy, and overall customer satisfaction. The Company further
explained its intentions with respact to these reports in rasponse to a DOC data request.

Therpurpose of these reports is fo assist the Company in managing its
operations. Over time, it is expected that the areas studied will change in respénse to
newly identified issues. The Company recommends that the Company and DOC meet
and review the intemal managemént reports and see If the eontent addresses the
DOC's concemns, The Company requests that fhe Commission not seek fo regulate
this management tool. Nor should the Commission order specific service quality
standards absent either a rulemaking proceeding or a specific service quality problem
and evidence on the reasonableness of tﬁé standard as applied to Aquila. For example,
the standards developed for NSP for smergency response times refiects that
Company’s largely urban setting and should not apply to Peoples and NMU, which
serve a very large and sigﬁiﬁcantly more rural area.

CONCLUSION

Aquila has attempted in this proceeding to provide the Commission, its Staff and
the DOC with detailed information about Aquila’s current financial condition. Aquita

initiated the discussions, made senior management available for questions, made all
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SEC and FERC filings avaifable, and responded to alf information requests in a
comprehensive manner. Aquila hopes that this Reply clarifies any confusing aspects of
the Compliance Flling. Aquila remains very willing to continue to provide complete and

candid responses to all of thé Comrﬁiasibn’s and DOC's questions.

Dated: November 1, 2002
Respectfully submitted,

Wkl [Senild,
- Michael J. Bradidy ~ /__

MOSS & BARNETT

A Professional Association
4800 Wells Fargo Center

90 South Seventh Street
Minneapolis, MN 55402-4129
Telephone: 612-347-0337

Attomeys on Behalf of Aquila, Inc,
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STATE QF MINNESOTA
BEFORE THE PUBLIC UTILITIES COMMISSION

Gregory Scott Chair

LeRoy Koppendrayer Commissjoner

Marshall Tohnson ' Comunissioner

PhyllisReha . - - Commissioner
In the Matter of an Inquiry Into Possible - = Docket Number: G007,011/CI-02-1369
Effects of the Financial Difficulties at Aquila, - .
Ine. on Peoples Natural Gas Company and " REPLY COMMENTS OF THE OFFICE
Notthern Minnesota Utilities Company dnd = - OF THE ATTORNEY GENERAL
their Customers -

INTRODUCTION

The Residential and Small Business Utilities Division of the Office of the Attoney
General (“OAG") respectfully submits these Reply Comments in response to the Comments of
the Minnesota Department of Commerce (“Department” or “DOC”)’ and the Compliance Filing’
and responses to Information Requests of Aquila, Inc, (*Aquila”) with respect to its Peoples
Natural Gas Company-Minnesota (“Pecoples” or “PNG") and Northern Minnesota Utilities
(“NMU") divisions. These Reply Comments are restricted to the issuc of Minnesota Public

Utility Commission (“Commission”) jurisdiction in the event of an Aquila bankruptcy.

! See Department’s Comments On Inquiry Into Possible Effects Of Financial Difficulties at
Aquila, Inc. On Peoples Natural Gas and NMU and Its Customers, MPUC Docket
No. G007,011/CI1-021369 (Qctober 22, 2002).

* See Compliance Filing In the Matter of an Inquiry Into Possible Effects Of Financial
Difficulties at Aquila, Inc. On Peoples Natural Gas and NMU and Its Customers, MPUC Docket
No. G007,011/CI-021369 (September 18, 2002),
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L. THE COMMISSION MAY LoOSE JURISDICTION OVER REGULATION OF AQUILA ASSETS
IN THE EVENT OF BANKRUPICY,

In DOC Information Request Number 6 (October 4, 2002), the Department asked, “How
are the Peoples’ Natural Gas-Minnesota and Northém-Minnes‘ota Utilities® assets insulated from
2 potential bankruptcy of Aquila, Inc.?” Aduila replied as follows: |

Aquila’s Minnesota PNG and NMU opérations are conducted s a division of the
corporate entity Aquila, Inc. Accordingly, if Aquile, Inc. were to file for
protection under the bankruptcy laws, the assets held by that corporate entity (i.e.,
including its divisions) would fall under the jurisdiction of the bankruptey court.
However, it is Aquila’s belief that Minnesota Statute § 215B.50 will continue to
prohibit dispositions (in excess of $100,000) of PNG's and NMU’s assets withaut
first obtaining Commission approval. This statutory protection will operate to
preserve the Commission’s jurisdiction over the utilities’ assets for the benefit of
the rate-paying customers,

The OAG is not so optimistic with respect to Commission jurisdiction in the context of
an Aquila bankruptcy. The Bankruptey Code (11 U.S.C. § 101 et seq) and recent case law

Operate against the application of state statutes such gs § 215B.50. 4

* It is important to note that 11 USC § 1129(a), which specifies the conditions precedent for
approval of the plan by the bankruptcy court, provides that state public utility commissions retain
regulatory authority over ratemaking, even in bankeuptcy:

(a) The court shall confirm a plan only if all of the following requirements are
met:

L] L . *

(6) Any governmental regulatory commission with jurisdiction, after confirmation
of the plan, over the rates of the debtor has approved any rate change provided for
in the plan, or such rate change is expressly conditioned on such approval.

“ To illustrate the enormous sweep of the power of the Bankruptcy Code, see In re Good Time
Charlie's Ltd., 25 B.R. 226 Bankr. (E.D.Pa., 1982), holding that a shopping mall, which supplied
electricity to a bankrupt restaurant in the mall, was a "utility" within the meaning of the
Bankruptcy Code and therefore could be enjoined from discontinuing the debtor-restaurant's
(Footnote Continued on Next Page)

2

€ d T6VLIE09LE ON/BG16 '1S/65°6 0.9 11 (qam) Appendix F-2




II. THE REecent PG&E BANKI‘IUPTCY ORDER RULES THAT ALMOST ALL STATE
REGULATORY AUTHORITY IS PREEMPTED BY THE BANKRUPTCY COURT.

On April 6, 2001, PG&E filed a voluntary pcﬁtion under Chapter 11 of Title 11 of the
United States Bankruptcy Code in-the- Unned States Banlu-upt:,y Court for the Northern District
of California. On February 7, 2002 the bmk:rﬂptcy f:omt issued its Memorandum Demsmn and
on March 18, 2002 its Order regardmg preemption and sovereign immunity, rejecting PG & E%
"across-the-board, take-no-prisoners” claim that § 1123(a)(5) allows it to "disaggregate with
unfettered preemption of any contrary nonbankruptcy law." Bankr, Dec. (ER 863) at 46, 40.
PG&E appealed the bankruptey court’s decision to the United States District Court for the
Northern District of Califomia.. The latter court's recent bankruptey ruling from August 30,
2()02. in a major victofy for Pacific Gas & Electric Co. (“PG&E"), establishcd that federal
bankruptcy law overrides any statc law that interferes with the utility debtor's pmﬁosed
reorganization, thus ending most state regulation of the company.” PG&E wishes to transfer its
power plants and transmission systems to newly created compaﬁics that would fall under the
authority of the Federal Energy Regulatory Commission (“FERC™), The properties would then
be used as collateral to repay PG&E's $13 billion in debts. The issue of whether a bankruptcy
plan pre-empts state law is a crucial issue in this-casc, as PG&E's plan conflicts with numerous
California laws. One such law that took effect last year prohibits California utilities from selling
or transferring power plants until 2006. An earlier state law requires CPUC approval for sales of

utility assets, similar to Minn, Stat. § 216B.50. The CPUC contends PG&E would also need

(Footnote Continued From Previous Page)
electrical service notwithstanding fact that it had terminated debtor's electrical service prior to
the debtor's filing for bankruptcy under Chapter 11.

* See In Re: Pacific Gas and Electric Co., 283 B.R. 41 (N.D.Cal., Augnst 30, 2002).

3
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environmental review under state law before transferring the land around its hydroelectric
plants.®

In overruling the Bankruptcy Court's ruling that PG&E could not automatically preempt
state laws that got in the way of its plan, the Federal District Court noted that provisions of the
1984 federal bankruplcy Taw showed that Congress intended to pre-empt any law impeding
transactions necessary to implement the reorganization plan. The Court also noted that state
commissions, which formerly held veto power over utility bankruptcy plans, were limited by
Congress in 1978 to ruling on rate increases caused by the plans. The Court found it was
Congress” intent that public utilities no Jonger be subject to the costs, delays and uncertainty of
state approval of their reorganizetions.” The Court Turther reasoned that its holding is consistent
with the few other rulings that exist on the scope of 11 U.S.C.§ 1123(s)(5):

As noted, every court except the bankruptcy court below to have considered

§ 1123(a)(5) has concluded that this section contains an expiess preemption of

nonbankruptey laws that would otherwise apply to the restructuring transactions

provided for in a reorganization plan. The case law on this subject is, however,

rather limited. By far, the court to have considercd this matter in the most depth

is the United States Bankruptcy Court for the District of New Hampshire in

Public Service Company of New Hampshire v New Hampshire (In re Public Serv,

Co), 108 B.R, 854 (D.N.H.1989). After conducting a quite helpful and thorough

analysis of the (again rather limiled) legistative history of § 1123(a), the New

Hampshire bankruptcy coutt concluded that the meaning of § 1123(a)(3) is clear;

With regard to the present statutory provision before the court, i e
§ 1123(a)(5) providing that "notwithstanding any otherwise

applicable nonbankruptcy law" a plan of reorganization "shall”
contain adequate provisions for the plan's implementation, in terms

“ It should be noted that not only is the issue of state public utility regulation at stake, but the
United States Environmental Protection Agency weighed in the PG&E case because an approved
bankruptcy plan could override even other federal statutes, such an environmental laws that
would otherwise bar transactions necessary to implement the reorganization plan,

" The CPUC is in the process of uppealing Walker's Order, and the QAG has learned that Qregon
may take the lead in organizing efforts to coordinate other states in filing an amicus brief,

4
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of the necessary restructuring of the debtor and its assets and
lisbilities common to all plans of reorganization in complex cases,
the statute would seem to be plain on its face to indicate an express
preemptive intent as to such restructuring provisions of a
Chapter 11 plan of reorganization. Id. at 882.

Pacific Gas and Electric 283 B..;'.l. at 48, Although In re PG&E is only a district court
reversal of a bankruptcy order in another federal Circuit, 0 that even if it stands up on appeal to
the Ninth Circuit it will have no controlling effect on rulings pertinent to Minnesota public
utilities (unless it is ultimately upheld by the United States Supreme Court), because of the
paucity of case law regarding public utility bankruptcies, there is no doubt it will be looked to by
courts in all venues dealing with this issue. In the words of the overruled bankruptcy court;

This is a Chapter 11 case of eﬁﬁrmbus sigrﬁﬁ.c:@c;é to thousands of creditors owed

billions of dollars. It is ¢ledrly one of the largest bankruptcies in United States

history, and definitely the largest involving a public utility. An attempt by a

utility to free itself from state regulation to the extent contemplated by the Plan is
virtually without precedent. Bankr. Order (ER 924) at 5-6.

The CPUC has filed a Motion for Stay Pending Appeal of the State of California and
Others to the United States Court of Appeals for the Ninth Cirenit.® Without a stay, appeal to the
Ninth Circuit conld be dismissed as moot if PG&E swiftly implements its proposed plan. The
CPUC argues that 11 USC § 1123(a) does not expressly preempt all state and federal law
applicable (o a Chapter 11 restructuring, and that the Bankruptcy Code contains a presumption

against preemption overall.

® Motion for Stay Pending Appeal of the State and Others, In Re: Pacific Gas and Electric
Company, Case No. C 02-01550 VRW, U.S. District Court (October 8, 2002, N.D.Cal.).

5
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CONCLUSIONS

The QAG submits that if Aquila, Inc. were to file for protection under the bankruptey
laws, contrary to Aquile’s asseriions, the 'Comz-nission's authority under Minn, Stat. § 215B.50
govermning the transfer of publiq utility assets may be preempted by the bankruptcy comrt. In
addition, except for its express authorityin the Bankruptcy Code to approve changes in rates, the
Commission and, indeed, all ;.')the!' state and f@deral regulatory agencies could be rendered

virually powerless with respect to the regulation of a bankrupt public utility.

Dated: MNsvepmbe, ! L1002 Respectfully submitted,

MIKE HATCH
Attorney General
State of Minnesota

Lontd Ll

RONALD M. GITECK
Agssistant Attorney General
Atty. Reg. No. 0289747

445 Minnesota Street, Suite 900
St. Paul, Minnesota 55101-2130
(651) 284-4066 (Voice)

(651) 296-1410 (TTY)

AG: #7528] E-v]
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AFFIDAVIT OF SERVICE BY U.S. MAIL

Re:  In the Matter of Peoples Natural Gas and NMU Inguiry into Possible Effects of

Financial Difficulties at Aguila
MPCU Docket No, GOOTOTI/CT-02-1369 . - -

STATE OF MINNESOTA )
COUNTY OF RAMSBY 3 =

KAREN J. NEAL, being first du',_ly sv?orn, deposes and says:

That at the City of 5t. Paul, Coumy Sf MEy anid State of Minnesota, on November I,
2002, s/he caused to be served the REPLY COMN’IS OF THE OFFICE 61-7 THE ATTORNEY

GENERAL, by depositing the same in the United States mail at said city and state, wue and correct

copy(ies) thereof, properly enveloped with prepaid first class postage, and addressed to:

See Attached Service List

Subscribed and sworn to before me on
November 1, 2002

NOTARY%BLIC
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SERVICE LIST

Re:  In the Matter of Peoples Natural Gas and NMU Inquiry into Possible Effects of

Financial Difficulties at Aquila

MPUC Docket No. G007,011/CI-02-1369

Kathy Aslakson

Docket Coordinator

MN Department of Commerce
85 7th Place East

Suite 500

St. Paul, MN 55101-2198

Mark Bergstrom

Schedin & Associates, Inc,
920 Plymouth Building

12 South 6th Street

Mpls., MN 55402

James J. Bertrand
Leonard Street & Deinard
150 South Fifth Street
Suite 2300

Mpls., MN 55402

Christopher Clark

Xcel Energy Services
800 Nicollet Mall

Suite 2900

Mpls., MN 55402-2023

Jon R. Empson
Senior Vice President
UtiliCorp United, Inc.
1815 Capitol Avenue
Omaha, NE 68102

Pam Marshal
Energy CENTS Coalition
823 East Seventh Street -

St. Paul, MN 55106
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Julia Anderson

Assistant Attorney General
Attomey General's Office
525 Park Street

Suite 200

St, Paul, MN 55103-2106

Bill Blazer

Minnestoa Chamber of Commerce
30 East Seventh Street

Suite 1700

St. Paul; MN 551014901

Michasl I_Bradtey

Moss & Bamett

4800 Wells Fargo Center
90 South Seventh Street

Mpls,, MN 554024129

Arleen Dizona
Aquila, Inc.

1815 Capitol Avenue
Omaha, NE 68102

Darcy Hackel

Regulatory relations Consultant
Alliant Energy-IPL

4902 N Biltmore Lane

PO Box 7707

Madison , WI 53707-1007

Ritchie J. Sturgeon

Senior Regulatory Attorney
Alliant nergy-IPL

4902 N Bilumore Lane

PO Box 7707

Madison, WI 53707-1007
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e STATE OF MINNESOTA
Rige OFFICE OF THE ATTORNEY GENERAL
. SUITE w00
MIKE HATCH ) S‘:‘l‘s PAULMS?lm
ATTORNEY GENERAL Novcmbc.r 1 2002 TELEPHONE: (651) 297.107%
RECEIVED
' Burl W. Haar o NOV = 4 2002
Executive Secretary . L
MN Public Utilities Commisgion : MICHAEL J. BRADLEY
121 East Seventh Place ) ) '
Suite 350

St, Paul, MNSSIOI 2147

Re: In the Matter of P@ f.'-"‘:' MGMM& NMU Inguiry into Possible Effects of
Financiul DYffieities ot gata = . .
MPCU Docket No. GW 011!CI-02-1369

Dear Dr. Haar:

Enclosed for filing, please find the original and 14 copies of the Reply Comments of the
Office of the Attorney General in regard to the above-referenced matter, along with the Affidavit
of Service.

If you have any questions, please feel free to contact me at the number listed below.
Sincerely,

o) S e

RONALD M. GITECK
Assistant Attorney General

. (651) 284-4066
Ene.

ee; See Attached Service List

AG: #7537l

Facsimile: (681) 297-413% » TTY: (651} 296-1410 - Toll Frec Liucs. (RO0) 657-3787 (Vuice), (800) 366-4812 (TTY') » www.ag.staie.mn.us
An Equel Opporunity Employer Who Values Diversity &% Prinwed on $0% recyeled paptr (15% posl consumear eontent}
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Ron Elwood

yeffory 4. Daugherty Legal Services Advocay Project

aan: Energy Minnegasco Suite 101 Midtown Commons
£00 Lig:]?g :j&svanue FL 11 2324 University Avenue
' St. Paul, MN 55114

Mpls., MN 55459-0038

AG: #752347-v|
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