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Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
Mark Burdette, P.O. Box 7800, Jefferson City, Missouri 65102-7800.

Q.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A.
I am employed by the Office of the Public Counsel of the State of Missouri (OPC or Public Counsel) as a Public Utility Financial Analyst.  Also, I am an adjunct faculty member with Columbia College.  I teach undergraduate Business Finance and graduate-level Managerial Finance.

A.
PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND.

Q.
I earned a Bachelor of Science in Electrical Engineering from the University of Iowa in May 1988.  I earned a Master's in Business Administration with double emphases in Finance and Investments from the University of Iowa Graduate School of Management in December 1994.

Q.
PLEASE DESCRIBE YOUR CONTINUING EDUCATION.

A.
I have attended various regulatory seminars presented by the Financial Research Institute, University of Missouri-Columbia and the National Association of State Utility Consumer Advocates.  Also, I attended The Basics of Regulation: Practical Skills for a Changing Environment presented by the Center for Public Utilities, New Mexico State University. 

Q.
do you have any professional affiliations?

A.
Yes.  I am a member of the Society of Utility and Regulatory Financial Analysts (SURFA).  

Q.
Do you hold any professional designations?

A.
Yes.  I have been awarded the professional designation Certified Rate of Return Analyst  (CRRA) by the Society of Utility and Regulatory Financial Analysts.  This designation is awarded based upon work experience and successful completion of a written examination.

 Q.
HAVE YOU PREVIOUSLY FILED TESTIMONY BEFORE THE MISSOURI PUBLIC SERVICE COMMISSION (Mpsc or the commission)?

A.
Yes.

Q.
WHAT IS THE PURPOSE OF THIS TESTIMONY?

A.
I will present testimony regarding Aquila, Inc.’s (Aquila, the Company) request to use regulated utility assets within the state of Missouri as part of a collateral pool to secure new or existing debt instruments, including the Company’s already-acquired $430 million Term Loan Facility (TLF).  I will address certain financial concerns regarding Aquila’s request to encumber Missouri-regulated utility assets. 

Q.
do you have schedules attached to your direct testimony IN SUPPORT OF YOur positions?

A.
 Yes.  There are five schedules attached to this testimony:


Schedule MB-1: 


Comments of the Minnesota Department of Commerce Before the Minnesota Public Utilities Division Docket No. G007,011/S-03-681;


Schedule MB-2: 


Aquila, Inc. Reply Comments to the Minnesota Department of Commerce’s initial comments Docket No. G007,011/S-03-681;


Schedule MB-3: 


Additional Comments of the Minnesota Department of Commerce Docket No. G007,011/S-03-681;


Schedule MB-4: 


Aquila, Inc. Reply Comments to the Minnesota Department of Commerce’s additional comments Docket No. G007,011/S-03-681;


Schedule MB-5: 


“POWER POINTS: Back-To-Basics May Not Pay Aquila’s Bills.” Wall Street Journal Online, August 22, 2003.
Q.
is Aquila, Inc. an independent, publicly traded company?

A.
Yes.  Aquila, Inc. is a public utility with common stock and long term debt issued in its name.  The common stock of Aquila trades on the New York Stock Exchange under the ticker symbol ILA.  

Aquila’s Current Financial Condition Due To Unregulated Operations

q.
Why is Aquila in its current weakened financial state?

A.
Aquila’s current weakened financial condition is due to the Company’s unregulated operations.  The Company’s regulated utility assets have continued to earn a positive return and have not contributed to the weakened condition.

q.
does Aquila confirm that the Missouri regulated utilities have earned a positive return?

A.
Yes.  In informal interviews that took place on 16 July 2003, the following exchange took place between Public Counsel witness Ted Robertson and Aquila employees Beth Armstrong, Rick Dobson and Jon Empson (page numbers refer to the transcripts of the interviews):




Page 452


25          MR. ROBERTSON:  It does.  Actually, the



Page 453

            

1           last question I have on this number 5 is, as

            

2           far as the Missouri regulated utilities are

            

3           concerned, are they on -- as far as net

            

4           operating income, are they on a positive

            

5           basis?

            

6                MR. DOBSON:  Yes, they are.

            

7                MR. ROBERTSON:  Positive net operating

            

8           income they're generating?

           

9                MR. DOBSON:  They do generate positive

           

10           net operating income.

           

11                MR. ROBERTSON:  Can you tell me the last

           

12           time they were negative on an annual basis?

           

13                MS. ARMSTRONG:  In terms of a net loss

           

14           for an annual basis, I don't recall.

           

15                MR. DOBSON:  I don't recall.

           

16                MS. ARMSTRONG:  They're under earning in

           

17           terms of what the targeted return would be in

           

18           a significant way, but they are earning

           

19           positive net income.

           

20                MR. ROBERTSON:  All right.  I

           

21           understand.  Maybe the rate of return that

           

22           you expect you're not achieving, but to your

           

23           knowledge when was the last time that the net

           

24           operating income of the Missouri regulated

           

25           utilities was negative?
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1                MR. EMPSON:  Denny had to step out.  If

            

2           we could hold on to that, he'll be back here

            

3           in about a half hour and we can ask him.  He

            

4           probably has more long-term value with that.

            

5                MR. DOBSON:  Jon, I've been around with

            

6           the Company since 1989, and I don't ever

            

7           recall, but my memory is not that gone, never

           

8           recall net operating income being negative

            

9           since 1989.

           

10                MR. ROBERTSON:  That's good enough.  In

           

11           the near term, it hasn't occurred.  We don't

           

12           got to go back to 1905.

Q.
does the company admit that its unregulated operations are the reason for its current financial condition?

A.
Yes.  

Q.
has aquila admitted in this proceeding before the missouri public service commission that its current financial condition is due to unregulated operations and not due to its regulated utility operations?

A.
Yes.  In his Direct Testimony Rick Dobson, Aquila’s Senior Vice President and Interim Chief Financial Officer, commenting on Aquila’s investments in unregulated operations, states:


First, it is important to state that Aquila assumes total responsibility for its strategy.  We chose to embark on this journey into merchant and telecommunications businesses. While many external factors in 2002 influenced our ability to continue to execute our strategy, the choice to enter those businesses was clearly ours.  (Page 6)


Also, in informal interviews that took place on 16 July 2003, the following exchanges took place between Michael Gorman, consultant for SIEU and Aquila employees Beth Armstrong and Steve Fisher: 
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24
MR. GORMAN:  No, I'm waiting for her to

           

25           find it.  If I look at total company, there's
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1           a long-term debt reduction, but if you look
            

2           at just utilities, there is no debt
            

3           reduction.
            

4                So the first question is am I correct

            

5           that that debt reduction is for companies

            

6           that are not regulated utilities?

            

7                MS. ARMSTRONG:  Steve, you'd be better

            

8           to answer that.

            

9                MR. FISHER:  That's correct.  If you

           

10           look at the projections for the domestic

           

11           networks or our utility on a stand-alone

           

12           basis, it's capitalized on a 50-50 debt to

           

13           equity structure roughly.

           

14                So the excess leverage is due to the

           

15           non-regulated or corporate parent, whatever

           

16           you want to call it.  And so as we continue

           

17           to sell assets and pay down debt, then that

           

18           would be reflective on the consolidated

           

19           statements, not the domestic networks.

q.
has aquila admitted in other regulatory jurisdictions that it was the company’s unregulated operations that led to its current financial condition?

A.
Yes.  Aquila is also seeking authority to encumber its regulated utility assets in the state of Iowa (Docket No. SPU-03-7).  In that proceeding, testimony was filed by Gregory Vitale on behalf of the Iowa Office of Consumer Advocate.  As part of Mr. Vitale’s testimony, he included work papers that contain data requests sent to Aquila.  Following is the information from data request No. OCA-8, dated May 14, 2003, and the response by Mr. Rick Dobson of Aquila.


Question: Is it your testimony that regulated utility operations led to credit downgrades, dramatic reductions in stock value and major efforts to restructure corporate operations?  Provide all research, analysis, articles and any other support relied upon in your response.


Response: No, the regulated utility operations of Aquila did not lead to the credit downgrades and reduction of stock valuation.  This came about as the Company was force to hastily exit its merchant trading business and sell related assets to comply with the new stricter credit guidelines established for merchant companies by the credit agencies, post the Enron collapse.  See the reports by Standard & Poor’s and Moody’s attached in the response to OCA-9 for further explanation. [Emphasis added]


Aquila is also seeking to encumber its Minnesota-jurisdictional regulated utilities.  In that case, Docket NO. G007,011/S-03-681, the document entitled “Comments of the Minnesota Department of Commerce,” (Schedule MB-1) states:


According to Aquila, the Term Loan Facility is needed due to the Company’s particular financial difficulties and the financial difficulties and requirements of the energy sector at large.  Prior to the difficulties experienced by companies in the energy sector, Aquila was a diversified utility.  The Company owned:



* Domestic and international utility assets;



* Merchant services (including wholesale energy and risk



  management services);


* Other energy industry investments (including electric generation, gas storage and gathering facilities); and



* Telecommunications operations.


The Company states that as a result of the Enron Corporation’s perfidy and the uncertainty resulting from the California energy crisis, creditors began to have concerns about the financial conditions of merchant energy companies.  Thus, Moody’s Investor Service (Moody’s) and Standard and Poor’s Corporation (S&P) developed more stringent credit guidelines for marketing and trading companies.4  Specifically, Moody’s and S&P were looking for merchant companies to have operating cash flow and/or access to additional liquidity substantially beyond traditional levels.


These guidelines raised the requirements for liquidity and balance sheet strength for merchant companies that Aquila could not meet nor sustain on an ongoing basis.  Consequently, on August 2, 2002, the Company made the decision to voluntarily exit the merchant business.  This decision left the Company with many stranded assets, which contain significant residual risk. Also, as Aquila attempted to shore up its balance sheet in the face of the energy-wide credit crunch, the Company was forced to sell many assets into a “buyer’s” market, which resulted in sizeable book losses.  


According to the Company, the deteriorating market conditions forced Aquila to violate certain interest coverage ratio covenants in the bank credit revolver.  In the process of negotiating a new credit revolver and gaining a waiver of the covenant violation for the banks, Aquila had to agree to several conditions, including a commitment to make a reasonable effort to gain state regulatory approval to secure a new credit revolver with utility assets.  This instant petition constitutes the Company’s efforts to secure the Commission’s approval to encumber Minnesota regulated assets.


(4Aquila Merchant Services became one of the largest providers of wholesale energy and risk management services in North America.  Aquila ceased merchant operations after August 2, 2002.)





(Emphasis added)

q. 
did the company reply to the minnesota department of commerce comments?

A. 
Yes.  The Company filed a document entitled “Aquila, Inc. Reply Comments” (Schedule MB-2).  This document is Aquila’s reply to The Minnesota Department of Commerce’s Initial Comments.  I will also later reference Aquila’s Reply Comments to the Minnesota Department of Commerce’s Additional Comments.

Q.
did aquila attempt to rebut the department’s characterization of how aquila reached its current financial condition or deny that the company’s unregulated operations were the reason for its current financial condition?

A.
No.  Aquila responded to specific items in the Minnesota Department of Commerce’s Initial Comments, but did not deny the characterization and reasoning as to why the Company is in the financial condition in which it currently finds itself.

q.
have articles about aquila’s current weakened financial condition appeared in the financial press?

A.
Yes.  An article in the Wall Street Journal Online, August 22, 2003, entitled “POWER POINTS: Back-To-Basics May Not Pay Aquila’s Bills”, states, in part:


Maybe one reason you can’t go back to the farm after having been to Paris is that you can’t pay your Chanel and Gaultier bills on a farmer’s income.


That may be one lesson learned by Aquila Inc. (ILA), which is trying to return to its roots as a basic power and natural gas regulated utility in the Midwest.


The income from that line of business may not cover the cost of servicing leftover debt from almost $2 billion in poor investments in telecom, merchant energy and a British utility.  Regulators aren’t going to let customers of Aquila’s monopoly gas business back in Missouri, for example, pay for the company’s unused merchant power plants.


So, the company’s future depends on its ability to sell assets at good prices to pay off debt and reduce interest costs as much as possible.  Some analysts don’t think it will work.


“I don’t see them digging out of the hole,” and Bank of America Securities’ debt analyst Craig Gilbert.  “In our view they aren’t going to generate enough free cash flow in the future to materially reduce debt, but the value of the assets should come close to the liabilities.”


Aquila executives admit that the road ahead is tough.


“At this point, with our stock in the $2 range, we’re like an option premium on how the divestitures come out,” Aquila Chief Financial Officer Rick Dobson said in an interview.


Even after the company finishes selling noncore assets and negotiating discounts on some other obligations, it still will have some debt left over from its failed investments.


“That leaves some overhang on our books,” said Dobson.  “Whether that’s $100 million or $500 million, almost all debt holders are doing the math, and coming to their own conclusions.”  [Emphasis added]

Current or Potential Detriments to Missouri Ratepayers

q.
have there been detriments to aquila’s missouri ratepayers due to the company’s deteriorated financial condition?

A.
Yes.  Because of the failure of Aquila’s unregulated operations and the Company’s deteriorated financial condition, Aquila must now prepay for natural gas.  Previously, Aquila had the opportunity to take delivery of gas and then pay at a later date.  This change has harmed the Company’s Missouri ratepayers because the Company now does not have use of the cash it must prepay for gas.  When the Company could take delivery and then pay, it did not have to expend that cash at that time.  The necessity to prepay for gas supplies has decreased the financial flexibility of the Company.  Also, because the cash must be expended at an earlier date, the Company has forfeited any benefits of the time value of money.  Previously, even if the Company had no other use for the cash, it could potentially be placed in an interest-bearing financial instrument until it was needed.  The necessity to prepay removes that ability.

q.
Does aquila admit that the requirement to prepay for natural gas has a financial impact on the company?

A.
Yes.  Data request OPC-629, includes the question “Does Aquila believe that being required to prepay for natural gas supplies and pipeline transportation capacity is a detriment to Aquila?”  Aquila’s response, curiously, denies detriment but admits a financial impact:  “No.  While there is a financial impact on Aquila, it has not been detrimental to our ability to provide safe and reliable service to our customers.”



Although the Company denies a current detriment, it admits a financial impact exists.  As I have already discussed, there are indeed very real detriments in that the Company’s financial flexibility has been decreased and the cash required for prepayment of gas is unavailable for other uses, including simple short-term, interest-bearing investments.

q.
does aquila acknowledge the lost opportunities for the use of the cash required for prepay and admit financial harm?

A.
Yes.  Following is the question posed in Public Counsel data request OPC-633 and part of Aquila’s response:


Question: If there are opportunity costs, please provide the Company’s calculation of the opportunity costs.


Response: Two methods of calculating opportunity costs would seem most appropriate.  The incurrence of this opportunity cost is centered on the fact that natural gas prepayment requirements temporarily reduce Aquila’s cash balance.  The first method focuses on the investment rate currently earned on our cash balances and estimates the opportunity cost of foregoing this interest income during the prepayment period.  If Aquila pre-pays $10 million one month in advance, then the foregone interest income would be about $12,500.  A second method of estimating the opportunity cost is to calculate foregone economics of Aquila using the cash needed for the prepayment for other purposes.  While the first example focused on short-term investments, this method assumes that the cash is invested at Aquila’s overall cost of capital [8.16]% and [8.3]% for MPS and SJLP, respectively.  If Aquila pre-pays $10 million one month in advance, then the opportunity cost of using this method would be about $68,500.  [Emphasis added]

q.
how does the requirement for prepayment of gas affect the company’s request to collateralize missouri-jurisdictional utility assets in this proceeding?

A.
Aquila’s request to collateralize Missouri-jurisdictional utility assets is based on the Company’s analysis of peak-day working capital needs.  Built-in to the Company’s calculation of working capital requirements is the fact it must now prepay for gas.  Absent the requirement to prepay for gas, the Company’s working capital requirements would potentially not exist.  Please refer to Public Counsel witness James Busch’s testimony for a detailed analysis the Company’s working capital needs and the requirement to prepay.

q.
can aquila’s necessity to Prepay for natural gas be compared to an individual with bad credit?

A.
Yes.  This situation can be compared to an individual with very bad credit.  In cases of bad individual credit, the only “credit card” a person can get is a ‘prepaid’ card, which is also known as a secured credit card.  This instrument requires the individual to have a prepaid cash balance on the card’s account before it can be used for purchases, and purchases cannot exceed the amount of the cash balance.  This situation is not technically credit in the sense of being able to buy now and pay later.  It does enable the user to use a card in place of cash, for example, when purchasing goods though the mail.  But the individual has to give up the use of the cash in order to have access to the card, and cannot spend more than the available cash balance.



As with Aquila, a secured card decreases an individual’s financial flexibility.  The cash balance placed on the card is not available for other uses, including not being available to earn interest in an interest-bearing account.

q.
aquila has claimed that regardless of the actual debt cost it must pay in the open market, it will charge its utility operations a rate that is no greater than what a bbb (Triple B) rated utility would have to pay.  Do you agree that aquila’s regulated-utility customers should pay the lower, investment-grade rate?

A.
Yes, I do.  Aquila’s current below-investment grade credit rating, and the higher interest rates it must pay as a result, are due to the Company’s unregulated operations.  That additional interest expense should be paid by shareholders and not by regulated utility customers.

q.
is it cause for concern that aquila claims it will charge its regulated utilities a lower interest rate than the company can obtain in the market?

A.
Yes.  Aquila has stated that it intends to return to being a regulated utility, and eventually divest all unregulated operations.  Because the Company does not have separate operating divisions that issue their own debt – all Company debt is at what Aquila calls “the corporate level” and is in Aquila’s name.  Therefore, Aquila must pay higher interest rates due to being rated below-investment-grade, but will (and rightfully so) “charge” lower, investment-grade interest rates to regulated utility customers.  This disparity could – and probably will - mean the Company will experience a short-fall in cash and be unable to pay its debt.  In short, the question is where will the additional cash flow come from to make up the difference between Aquila’s actual debt costs compared to the costs that will be borne by the regulated utility operations?

q.
have some of Aquila’s customers already suffered detriment due to the company’s increased risk due to unregulated operations?

A.
Yes.  Prior to being acquired by Aquila, St. Joseph Light & Power Company (St. Joe) had a credit rating of A- (A minus) from Standard & Poor’s Credit Ratings Service.  St. Joe’s rating was placed on CreditWatch with negative implications at merely the proposal of the merger.  After the completion of the merger, St. Joe’s Missouri operations were combined with Aquila’s, and also fell under the umbrella of Aquila’s lower, BBB, credit rating.  St. Joe’s customers therefore faced an increased cost of future long-term debt with the reduction in credit quality.  



Since the time of the merger, Aquila’s financial condition and credit rating have deteriorated even further, leading directly to increased costs of debt for Aquila’s St. Joe customers.  

q.
can you briefly summarize the concerN regarding cost of debt?

A.
Yes.  Aquila must pay high, non-investment-grade interest rates in the open market.  It can collect lower, investment-grade interest expense from regulated utility customers.  But, Aquila expects to have only regulated operations, so there will be a serious cash short-fall between what the Company can collect compared to what it must pay.

q.
has aquila confirmed that it intends to be solely a regulated utility, thus confirming this problem could exist?

A.
Yes.  From the informal interviews held 16 July 2003:



9                MR. BIBLE:  When you say US Utility

           

10           business, what all would that include as far



11           as regulated and non-regulated?



12                MR. EMPSON:  I think the ultimate end



13           state, and this is the ultimate end state is

           

14           the US regulated utility business, which is

           

15    
   the gas, electric operations we have in seven

           

16           states.  Now, it's going to take some time to

           

17           transition to that, but that is the -- from

          

18           what I am hearing and Rick is nodding his

           

19           head yes, that that is the ultimate end

          

20           state.

           

21                MR. BIBLE:  So the ultimate end state is

           

22           to be all regulated and no non-regulated?

           

23                MR. DOBSON:  That's correct.

q.
do the financial markets similarly recognize the potential problem with aquila’s plan?

A.
Yes.  The financial markets are aware not only of the potential short-fall in cash for interest expense, but also a variety of other cash-draining financial arrangements Aquila is under.  Again citing from the Wall Street Journal Online article, “POWER POINTS: Back-To-Basics May Not Pay Aquila’s Bills”:


For debt allocated among Aquila’s various local utilities, customers reimburse Aquila at interest rates of 7% to 8%, as if the company were still investment grade.  In fact, Standard & Poor’s rates it single-B, five steps below investment grade. The highest interest rate it pays – on a recent $500 million bond issue – is a whopping 14 7/8%.


Aside from interest expense, Aquila for years to come has to spend more than $130 million annually buying natural gas for other utilities that have already paid Aquila.  The company is also paying $37 million a year through 2015 for the right to generate power at a big merchant power plant in Illinois that can’t make money in the current market.  A similar long-term debt deal will start costing $21 million in 2006.

q.
does aquila acknowledge that other prepayment requirements now exist in addition to the requirement to prepay for natural gas?

A.
Yes.  In response to Public Counsel data request OPC-635, Aquila provided the following response:


In addition to natural gas supplies and pipeline transportation capacity, Aquila’s U.S. Networks has had to make prepayments, collateral calls or provide letters of credit in such areas as purchased power, coal, construction support, workers compensation, reclamation of pit materials, and software support.  Aquila also has had to provide letters of credit for its nonregulated operations.

q.
is aquila attempting to collateralize more utility assets than the company is required by terms of the loan agreement?

A.
Yes.  Please refer to Public Counsel witness Ted Robertson’s Rebuttal Testimony for a detailed analysis of the level of utility assets the Company is required to collateralize compared to the actual level of collateral needed.

q.
Is there a potential detriment if aquila collateralizes all of its regulated utility assets to support this single debt instrument?

A.
Yes.  If Aquila utilizes all of its regulated utility assets to support this single $430 million Term Loan Facility, the Company will severely reduce its future financial flexibility by having no uncollateralized utility assets to support future potential debt issuances.  

q.
does aquila believe that financial flexibilty is important?

A.
Apparently so.  According the Aquila’s Reply Comments to the Additional Comments by The Minnesota Department of Commerce’s in Minnesota Docket NO. G007,011/S-03-681, Aquila states: 


Aquila needs the flexibility to make the most cost effective decision in order to achieve financial stability. (page 4)


However, this is an area where the financial pieces are too complex and fluid to be managed under unnecessary restrictions.  Aquila is doing everything it can to overcome its financial problems, and needs the flexibility it has requested to return to being an investment grade utility. (page 5-6)  [Emphasis added]

q.
does this admission on the part of aquila support the company’s desire to over-collateralize the $430 million term loan facility?

A.
No, it does not.  Aquila’s comments and representations regarding the Term Loan Facility are fundamentally contradictory.  On the one hand, before the Minnesota Public Utility Commission, the Company implores the need for the maximum level of financial flexibility.  In this proceeding before the Missouri Public Service Commission, as well as in the Minnesota case, the Company is requesting over-collateralization.  As I have already stated, over-collateralization will reduce the financial flexibility of the Company, period.  It is simply untenable for Aquila to claim the need for financial flexibility while at the same time requesting over-collateralization of regulated utility assets.

q.
what level of regulated utility assets must aquila collateralize to support the $430 Term loan facility?

A.
As detailed in Mr. Robertson’s testimony, Aquila has represented that it will utilize $250 million of the $430 million loan for regulated operations, and must therefore collateralize 1.67 times that $250 million, or $417.5 million.  The remaining $180 million of the TLF, if collateralized with unregulated assets, would require $360 million in unregulated collateral (two times the value of the loan amount).  If the entire TLF were collateralized with regulated assets, it would take $718 million (1.67 times $430 million) in regulated assets to achieve that requirement.

q.
has aquila already acquired sufficient utility-asset collateral to fulfill the collateralization requirement of the term loan facility?

A.
Yes.  See Mr. Robertson’s Rebuttal Testimony for details on the current status of collateralization.

q.
is there a detriment to missouri’s ratepayers if Aquila encumbers missouri-jurisdictional regulated utility assets and over-collateralizes the term load facility?

A.
Yes.  Eventually, all of the TLF, and not just a portion, will be collateralized by regulated utility assets.  That means that Missouri regulated utility assets will be supporting debt that was acquired for and being used for unregulated operations.  That is detrimental to Missouri’s ratepayers because regulated assets and/or debt should not be used to support higher-risk unregulated operations that do not provide utility service to those customers.

Q.
how will this detriment, regulated assets supporting unregulated debt, transpire?

A.
This situation will come about if the TLF is over-collateralized with regulated assets and Aquila follows through with its plan to sell unregulated assets.  It is based on the fact that Aquila can pay down the TLF without penalty only if the loan is collateralized exactly at the appropriate level, but the Company would be required to pay a penalty (called a Make Whole Premium) if it attempts to pay-down part of the TLF while that TLF is over-collateralized.  This detriment is explained by Mr. Vincent C. Chavez, Supervisor, Natural Gas Planning and Advocacy, in the Document Additional Comments of the Minnesota Department of Commerce, Docket NO. G007,011/S-03-681:


The definition of these two different prepayments is based on the level of collateralization of the $430 TLF.  The following two examples should explain the distinction between “Optional” and “Mandatory” pre-payments.


Options Pre-payment: The Company is required to maintain a collateral-to-debt ratio of 1.67 to 1; this is important to keep in mind.  Thus, the minimum amount of collateral that is required for the $430 TLF is $718 million.  So, for example, if Aquila had $900 million in assets securing the TLF, the Company could sell $100 million of the $900 million in collateral and not be obliged to pay down the $430 million TLF.  The ratio of collateral would be $800 million to $430 million, or 1.86 to 1, still in excess of the minimum ratio of 1.67 to 1.  Therefore, Aquila could use the $100 million to repurchase more expensive outstanding debt or whatever uses it had for this money.  However, if Aquila decided to use the proceeds to pay back part of the $430 million debt, it would have to pay a significant pre-payment (a.k.a. “Make Whole Premium) penalty.


Mandatory Pre-payment:  If, on the other hand, Aquila only had the minimum amount of collateral required for the TLF, $718 million, then any proceeds from the sale of assets would have to be used to pay down, without penalty, the $430 million TLF and maintain the 1.67 to 1 ratio.  So, for example, if Aquila had $718 million in collateral for the TLF and sold $100 million in assets, the collateral ratio would be $618 million to $430 million, or a ratio of 1.44 to 1.  Thus, the bank would not allow Aquila to maintain the $430 million TLF because it would not be properly collateralized, according to the terms of the loan agreement.  So for Aquila to maintain the 1.67 ratio with $618 in collateral, the TLF would have to be paid down from $430 million to $370 million with no penalty involved.


By over-collateralizing the TLF to such an extent, which would be the result if all five of the states (Colorado, Iowa, Minnesota, Missouri, and Kansas) approved the Company’s request, the Company cannot pay down the TLF without penalty.  If, on the other hand, the collateral and the TLF were properly aligned, based on the ratio of 1.67 to 1, portions of the asset sale proceeds would have to be used to pay down the TLF.  


The bottom line is that the over-collateralization of the TLF does not allow the Company to refinance where it is most efficient.  [Emphasis added]

q.
how will collateralization of missouri’s regulated utility assets harm missouri’s ratepayers?

A.
Missouri’s regulated utility assets will be pledged as collateral against a loan that is being used by the Company to support unregulated operations.  



Aquila is already over-collateralized for the $250 million portion of the TLF that it claims will be used for to support regulated operations.  The Company simply does not need Missouri’s assets thrown into the pool.  If Aquila is allowed to collateralize Missouri’s regulated assets, which will further over-collateralize the TLF, and if the Company sells unregulated assets as it has said it plans to do, the end result will be that the entire TLF will be collateralized with regulated assets.  This will be true even though the Company has said that only $250 million of the $430 million TLF will support regulated operations.  

Q.
could you give an example that illustrates this detriment?

A.
Yes.  Remember that Aquila has claimed that of the total $430 million TLF, $250 will be used to support regulated assets and $180 will be used to support unregulated assets.  Therefore, that debt should be collateralized with like-kind assets, i.e. regulated assets collateralizing the regulated portion of the debt and unregulated assets collateralizing the unregulated portion of the debt.  (It is important to remember here that from the perspective of the bank, there are NOT two portions of the TLF; that distinction exists only internal to Aquila). 


1. Assume that Aquila has acquired over-collateralization of the entire $430 million TLF.  The Company has obtained $800 million worth of regulated collateral and $360 million worth of unregulated collateral.  


2. Assume Aquila sells an unregulated asset that reduces the unregulated collateral by $100 million to $260 million.  



Based on the representations made by the Company, $180 million of the TLF is used to support unregulated operations, and the Company just sold an unregulated asset.  Therefore, it would be prudent to pay off some of the debt acquired to support unregulated assets. However, because the TLF is over-collateralized, and because the assumed $800 million in regulated collateral is sufficient to collateralize the entire $430 million TLF, Aquila cannot pay off any portion of the TLF without also having to pay a penalty, the Make Whole Premium.  If the Company chooses to forego that penalty, in other words, NOT pay off part of the TLF, then the end result is that a larger portion of the TLF is now collateralized with regulated assets.  Assuming the Company divests all of its unregulated assets, eventually the TLF will be collateralized ONLY with regulated assets.

q.
what is the penalty aquila will have to pay if it pays off part of the term loan facility while the loan is over-collateralized?

A.
The penalty is referred to in the loan document as the Make Whole Premium.  Quite simply, the bank will be “made whole” should the Company pay off part of the TLF.  Aquila is required to pay the bank, in present value dollars, the value of all future interest and principal payments.  In short, the bank has protected its investment by ensuring that it WILL get the full value of the loan and all interest payments required of Aquila.  The bank will either receive those payments over the course of the loan, should the TLF remain fully intact, or the bank will receive the full value today in present value dollars of all future payments.



If the Term Loan Facility is over-collateralized, Aquila will be unable to reduce the TLF even upon the sale of unregulated assets without paying the bank the full value of the investment.

q. 
has aquila admitted that it plans to eventually have the tlf collateralized solely with regulated assets?

A.
Yes.  Aquila replied to the Additional Comments of the Minnesota Department of Commerce, Docket NO. G007,011/S-03-681.  In its reply, Aquila states:


The Department’s recommendation is premised on the mistaken belief that it would be in the best interests of the ratepayers and the Company to use the proceeds from the sale of non-utility assets to eliminate as much of the Term Loan Facility as quickly as possible. (page 1)


Therefore, it is preferable for Aquila to use the proceeds from the sale of its nonregulated assts to repay those bonds rather than repay the Term Loan which does not mature until April, 2006. (page 4)  [Emphasis added]


Stunningly, these statements are in direct contradiction to assurances Aquila made in its previously filed Reply Comments before the Minnesota Department of Commerce.  In fact, in the very same document quoted above (the second Reply Comments), in which Aquila argues that it should NOT pay down the TLF even if unregulated assets are sold, it quotes its own contradictory statements from the previous set of comments:


The amount of the Term Loan Facility secured for utility operations will not exceed $250 (unless a subsequent Aquila request is approved by the Commission authorizing an increase in utility working capital (e.g. because gas costs have increased).[sic]  To the extent that the Term Loan Facility is used for both utility and non-utility operations, the amount of debt used for non-utility operations will be secured by sufficient non-utility assets (at a ratio of at least 1.67 to 1).  The amount of non-utility debt will be reduced as necessary to meet this commitment.

q.
do these two contradictory positions make any sense?

A.
No.  Currently, the representations, assurances, claims and commitments made by Aquila are so contradictory and convoluted as to be meaningless.  What the Company has said or promised it will do, claims it will not do, and pleads it cannot do, are not only contradictory from jurisdiction to jurisdiction, and document to document within the same jurisdiction, but even within single documents.

q.
can you summarize your testimony?

A.
Yes.
1. Aquila, Inc. is in its current weakened financial condition due entirely to its unregulated operations.



2. Aquila’s weakened financial condition has already proved detrimental to Missouri’s regulated-utility ratepayers.



3. Aquila does not need to collateralize Missouri-jurisdictional regulated utility assets in order to be in compliance with the terms of the Company’s $430 Term Loan Facility.



4. Collateralizing Missouri’s regulated utility assets into the pool for the $430 TLF will provide additional detriments to Missouri’s ratepayers.



5. Aquila has provided disconnected, illogical and contradictory statements and representations concerning its use of the TLF and its plan to collateralize that loan, before the Missouri Public Service Commission as well as before other regulatory jurisdictions.  Simply, the Company argues the “point of the moment” without regard to what it said previously  or what it will say next.  



The MPSC should deny Aquila’s request to encumber Missouri regulated utility assets.

q.
does this conclude your testimony?

A.
Yes.
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