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Staff's Recommendation for approval of the Application (as amended) of The Empire District Electric Company for Authority to issue Debt in the form of First Mortgage Bonds.

DATE:
March 29, 2004

The Empire District Electric Company
1.
(a)
Type of Issue: First Mortgage Bonds (hereinafter referred to as 'Bonds')            

(b)
Amount: Not to exceed $200,000,000 (amended January 27, 2004, not to exceed $89 million).                                                                   
(c)
Rate: The interest cost of the Bonds, including any applicable discounts, will not exceed 9 percent.

 (d)
Other Provisions: A document setting forth the aggregate principal amount to be sold, price information, estimated expenses of each issuance and the portion of the issuance subject to the fee schedule will be filed when terms become specific.        
2.
Proposed Date of Transaction: Any time over a three-year period starting as soon as the Commission so authorizes.                                                                                                     

3.
(a)
Statement of Purpose of the Issue: To be added to general funds for use in connection with the acquisition of property, the construction, completion or improvement of its plant or system, or the improvement or maintenance of service, or the discharge or lawful refunding of its obligations, or the reimbursement of moneys actually expended from income, or other moneys in the treasury not secured or obtained from the issuance of stocks, bonds, notes or other evidences of indebtedness.                                                                                                        

(b)
From a financial perspective, does Staff deem this purpose reasonable? :

Yes     X    No        
4.
Type of Transaction:  The Company anticipates it will issue and sell each new series of Bonds in any of the following ways: (a) in a public offering through an underwriter or underwriters or dealer or dealers, (b) in a private placement directly to a limited number of purchasers or a single purchaser or (c) in an offering through agents.                                                               

5.
Copies of executed instruments defining terms of the proposed securities:

     
(a)
If such instruments have been previously filed with the Commission, a reference to the Case Number in which the instruments were furnished.

  X  
(b)
If such instruments have not been executed at the time of filing, a statement of the general terms and conditions to be contained in the instruments that are proposed to be executed.

     
(c)
If no such instruments are either executed or to be executed, a statement of how the securities are to be sold.

6.
Certified copy of resolution of the directors of applicant, or other legal documents authorizing the issuance of the securities reviewed:

Yes     X  
No        
7.
Pro-forma Balance Sheet and Income Statement reviewed:

Yes     X  
No        
8.
Capital expenditure schedule reviewed:

Yes     X  
No        
9.
Journal entries are required to be filed by the Company to allow for the Fee Schedule to be applied:

Yes     X   
No             

10.
Recommendation of the Financial Analysis Department:

  _  
Grant by session order (see Comments)

  X  
Conditional Approval granted pending receipt of definite terms of issuance (see Comments)

      
Require additional and/or revised data before approval can be granted (see Comments)

      
Formal hearing required (see Comments)

      
Recommend dismissal (see Comments)

COMMENTS:

The Empire District Electric Company

The Empire District Electric Company of Missouri, (Empire, Company) is a public utility engaged in providing services to customers in Missouri.

On August 25, 2003, the Company filed an Application requesting the Missouri Public Service Commission (Commission) authorize it to issue and sell under its existing Indenture of Mortgage Deed of Trust up to and including $200,000,000 principal amount of its First Mortgage Bonds in one or more series. Empire requested expedited approval by the Commission by September 19, 2003.

The Company's Application, respecting the purpose of the Bonds, stated that the proceeds from the sale of each series of the Bonds will be used to provide financing for its construction program, to discharge long-term indebtedness by the payment of principal at maturity, to refinance outstanding indebtedness, including the payment of applicable redemption premiums, and other corporate purposes.

On August 27, 2003, the Commission issued an order directing the Staff to file a pleading no later than August 29, 2003 stating the date on which it would be able to file its recommendation.

On August 29, 2003, the Staff filed its response to the Commission's August 27, 2003 Order. In its response, the Staff offered that the Company did not state any particular harm or benefit that would occur if its request was not expedited. The Company only stated that it wanted to issue new bonds during October 2003 to take advantage of historically low interest rates. However, the Company offered no evidence to support the assertion that October 2003 was the historical low in interest rates. The Staff pointed out that the financial market has been in a period of historically low interest rates for several months now, and that the Staff was not aware of anything to indicate that the situation was about to change for the worse if the Commission’s decision was issued a few weeks later than the date requested by the Company.  Further, the Staff argued that there appeared to be just as good a chance that prevailing interest rates at such later time would be the same as, or lower than, they were a few weeks prior thereto.

In its response, the Staff went on to say that its concerns about the Application suggested that its investigation in this proceeding may be more protracted than that which the schedule requested by Empire allowed.  For example, the Company sought authority to issue long-term indebtedness at interest rates not to exceed 11%.  The Staff expressed its view that this was a high ceiling, given the current interest rate environment and in light of the fact that other utilities such as AmerenUE and Laclede Gas Co. recently sought similar financing authority with interest rate ceilings of only 9%.  Furthermore, it was not clear that the pro forma financial statements provided by Empire in connection with its original Application contained information that would support the 11% interest rate ceiling.  Indeed, the pro forma financial statements reflected anticipated debt issuances at a maximum interest rate of only 6%.  This called into question whether the correct pro forma financial statements had been filed.  In addition, the Application identified, as one of the primary uses of proceeds from the proposed debt issuances, the discharge of long-term indebtedness by payment of principal at maturity.  However, the pro forma financial statements indicated that no long-term debt was scheduled to mature until the year 2005. 

The Staff respectfully recommended that the Commission issue an Order denying Empire’s request for a schedule calling for the issuance, by September 19, 2003, of a Commission order of approval bearing a September 30, 2003 effective date. The Staff also recommended that the Commission Order direct the Staff to file its recommendation on or before November 26, 2003, subject to the conditions that Empire would provide complete and accurate responses to Staff data requests within ten days of receipt, that Empire’s responses would not prompt additional rounds of data requests, and that all of Staff’s questions and concerns would be resolved by November 19, 2003.  If, in particular, the Staff’s questions and concerns were not resolved by November 19, the extra time required to reach a resolution would likely cause a corresponding delay in the filing of its recommendation.

On September 5, 2003, Empire filed its Reply to the Staff's Response to the Commission's Order. Among other things, the Company stated that it viewed this as a routine filing and that it had entered into a Treasury Lock forward transaction to hedge the changes in interest rates on $60 million of the intended issuance. The company claimed that it must issue new securities near the expiration date of October 15, 2003 to realize the benefit of the Treasury Lock. The Company included in its Reply a press release dated May 16, 2003, that announced that Empire's Board of Directors had authorized the Company to refinance a number of outstanding debt issuances. Therefore, the Company knew of its intention to enter into the transactions for which it was requesting Commission authorization more than 90 before it filed its Application to do so. 

On September 18, 2003 the Company and the Staff met in a Commission Ordered Prehearing Conference and the following items were discovered by the Staff that caused it further concern with the Company's original Application:

1.
When questioned about its ability to issue an additional $200 million debt in the form of First Mortgage Bonds, as requested in its Application, the Company stated that it could not issue that amount of additional debt without adversely affecting its credit rating. The Company went on to say that it was not its intention to issue $200 million in additional debt. Therefore, in its Application the Company was requesting Commission authorization for a transaction it had no intention of completing.

2.
The proforma financial statements attached to the Company's Application reflected transactions for which the Company was not seeking Commission approval. Furthermore, the proforma financial statements included the effects of at least one transaction the Company indicated was performed during the summer of 2003, but the Company admitted was not, in fact, completed. Therefore, the Staff was concerned that the proforma financial statements attached to the Company's Application did not accurately reflect transactions for which it was requesting authorization to perform, or transactions it intended to complete subsequent to receiving Commission approval.

3.
The Treasury Lock forward transaction was entered into by contract on May 16, 2003. This is more than 90 days before the Company submitted its Application for this case. The Company did not include this transaction with its original Application for this case, and only made this transaction known to the Staff in its Reply To Staff's Response To Commission Order for this case. The driving force behind the Company's request for expediting this case was that the Treasury Lock forward transaction was to settle on October 15, 2003. In order for the Company to afford accounting treatment of any gains or losses against interest expense, it had to have issued the securities close to the settlement date. Otherwise, it would have needed to treat the settlement result as an investment gain or loss.  
In reality, the Company did not need Commission approval for its Application prior to the Treasury Lock settlement date. It only needed approval close to the settlement date to avoid treating the settlement as an investment gain or loss. During the Prehearing Conference, the Company admitted that Commission approval as late as December would be sufficient.

The above concerns, along with what the Staff considers a high interest rate ceiling meant the instant Application was hardly routine, as the Company had represented. At the prehearing conference, the Staff informed the Company that it would not approve the Application in this case as filed.  As a result, the Company indicated its intention to modify its request to include approval for only the $60 million of debt issuance to cover the Treasury Lock forward transaction settlement.  
On October 15, 2003, the Company filed its Notice and Withdrawal Of Motion For Expedited Consideration. In its Motion the Company stated that, due to difficulties with timely obtaining the Commission's authority to mortgage its Missouri properties it anticipated redemption of existing First Mortgage Bonds using unsecured notes. The Company also stated there was no longer an exigent need for an Order approving the Application in this case. The Company proposed no other changes or modifications to the original Application.

On January 27, 2004, over five months after filing its Application, the Company filed its First Amended Application. In addition to restating, ratifying and confirming various paragraphs in its original Application, the Company's First Amended Application changes the aggregate amount of Bonds it is requesting Commission approval to issue, decreasing it from $200 million to $89 million. This was done instead of the previously referenced proposed request for $60 million of debt issuances to cover the Treasury Lock forward transaction.
A review of Empire’s current and pro forma financial statements submitted with the First Amended Application indicates the Company’s current capital structure is consistent with that of an investment grade electric utility as defined by Standard and Poor’s Corporation.  Empire’s current capital structure consists of 45.63 percent long-term debt, 6.33 percent preferred stock, 5.68 percent short-term debt and 42.35 percent common equity.  In the pro forma financial statement as of November 30, 2003, Empire has shown what effect its stated borrowing and additional common stock issuance will have on its capital structure.  Long-term debt will increase to 51.19 percent, preferred stock will decrease to 5.70 percent, short-term debt will decrease to .55 percent and common equity will increase to 42.56 percent (see Attachment A).

A ratio analysis reveals that Empire’s Pre-Tax Interest Coverage decreases from 3.00 times to 2.33 times. Funds from operations interest coverage decreases from 3.31 times to 2.65 times.  Funds from operations to total debt decreases from 21 percent to 20 percent.  In addition, Total Debt to Total Capital Ratio increases from 46 percent to 52 percent.  However, these changes still result in ratios that are consistent with a “BBB” (investment grade) rating according to Standard and Poor’s criteria (see Attachment B).  According to Standard and Poor's, a "BBB" rated issuer is one that has adequate capacity to meet its financial commitments.  However, adverse economic conditions or circumstances are more likely to lead to a weakened capacity of the obligor to meet its financial commitments.  Nonetheless, Empire should have adequate earnings and cash flow, after it borrows the $89 million requested in its First Amended Application, to maintain an investment grade credit rating. 

The Staff has verified that the Company has filed its annual report and is not delinquent on any assessment.  The Commission’s Energy Department Staff has reviewed this filing and is unaware of any issue currently pending before the Commission that affects or is affected by this filing.  The following open cases involving this Company before the Commission at this time are:  Case Nos. EF‑94‑259, EO-2004-0246 and EO-2004-0263.

RECOMMENDATIONS

Staff recommends that the Commission approve the Application, as amended, submitted by Empire in this case subject to the following conditions:

1. That the Company be authorized to issue the reduced amount of $89 million in debt securities and that the Company shall not be authorized to use any portion of the debt securities for any purpose other than outlined in the Company's Application, as amended.

2. That the Company shall be required to file with the Commission all final terms and conditions on this financing including, but not limited to, the aggregate principal amount to be sold or borrowed, price information, estimated expenses, portion subject to the 
fee schedule and loan or indenture agreement concerning each issuance. 

3. That the interest rate for this debt issuance is not to exceed 9 percent including any applicable discounts. 

4. That the Company shall file with the Commission any information concerning communication with credit rating agencies concerning this issuance(s).

5. That the Company’s total borrowings, including all instruments, shall, at no time, exceed its regulated rate base.

6. That nothing in the Commission’s order shall be considered a finding by the Commission of the value of these transactions for rate making purposes, and that the Commission reserves the right to consider the rate making treatment to be afforded these financing transactions 
and their results in cost of capital, in any later proceeding.
7. That the Company shall file with the Commission any information concerning use of the funds from the issuance(s) with regard to redemption of any outstanding long-term debt, including Net Present Value calculations indicating the amount of interest cost savings.

8. That the Company shall file with the Commission any information concerning deviations from its stated use of the funds from the Bond issuances that would materially change the pro forma capitalization and financial ratios.
9. That all future funds acquired through issuance of securities under this Application, as amended, shall be used exclusively for the benefit of Empire's regulated operations, and not for the other operations of Empire or any of its affiliates or non-regulated activities.
10. That the amount of any and all other benefits that accrue to the funds acquired through issuance of securities under this Application, as amended, shall be used exclusively for the benefit of Empire's regulated operations, and not for the other operations of Empire or any of its affiliates or non-regulated activities.

11. That Empire shall make available to the Staff sufficient documentation to ensure that the funds, and the amount of any and all other benefits that accrue to the funds, acquired through issuance of securities under this Application, as amended, shall be used exclusively for the benefit of Empire's regulated operations, and not for the other operations of Empire or any of its affiliates or non-regulated activities.

12. That Empire will engage in dialogue with the Staff to develop a procedure to facilitate the processing of future financing requests. The objective of the new procedure is to provide the Staff adequate time to acquire needed information and make a recommendation to the Commission, while satisfying the Company's needs.  A joint report will be filed with the Commission no later than 120 days after the effective date of the Commission's order in this case describing the progress that has been made towards this objective
13. .
Attachments:
A
Pro Forma Capitalization

B
Pro Forma Financial Ratios
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