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1 Q: What is yﬁur name and business address? .

21 A _ My name is Gregory Vitale. My busincs; address is 310 Maple Street, Des
3 Moines, lowa 50319-0063.

4 | Q: Bywhom are you employed? —

s Al { am employed by the Iowa.Dcpartmem of Justice, ConSu:‘rner Advgocate

6 Division (OCA) as a Utility Specialist,

7 ] Q: Whatis your educational backgroupd?

81 A I graduaﬁd with a Master of Arts degree in Economicd from Washington

9 State University in 1984. 1 graduated from Xent State University with a
10 Bachelor of Arts degree in Economics in 1982.
11§ Q: Whatisyour professional experience?

12 § A:  1was hired as a Senjor Utility Analyst by the lowa Utilities Board in August

13 1985. I tramsferred to QCA in Tuly 1989. I was promoted to Utility Specialist
14 in March 1990, Since 1983, I have filed testimony in more than forty cases. I
15 | ~ have also been involved in other dockets and filings.
16 In 1985, T taught M_aqagerial Fina;lce for Simpson College. [also
17 " taught several economics classes at Hiram College in 1984 and 1935, 1
18 worked s & teaching assistant at Wash:ingtﬁn State University from 1982
19 1 through 1984,
1
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11 Q: Have you prepared an exhibit?

2 bt Ar Yes, BExhibit __ (GQV-1) was prepared by me or under my supervision and
3 cantains Schedules A through E. Additional suppérting articles, analyses, and |.
4 other information that I relied upon are included in my work papers.
51 Q:  Whatis the purpose of your testimony?

61 A: The purpose of my testimony is to explain why Aquila’s proposal to pledge

7 its lowa gas utility properties as collateral for this loan is unreasonable, harms
3 its Jowa utility customers and is not in the public interest, I also comment on
g - the testimony, exhibits, and work papers presented by Company wimésses

10 Mz. Jon Empsor and Mr. Rick Dobson.

11 | Q:  Hovw large is Aquila’s utility operation in Jowa?

12 | A Aquila provides 142,000 custorners gas Histrlbuﬁon and transportation service

13 in Jowa. Aquila’s Jowa utility rate base is $66 million. Aquila’s Towa utility
14 revenues arc about 5167 million annuaily. As collateral, Aquila’s Jowa utility
15 operations supports the least amount of borrowing capacity of all of its other
16 domnestic utility operations. This is depicted on Mr. Dobson’s

17 Exhibit__(RD-2).

18 | Q:  'Why daes Aquila want to pledge its Iovwa utility operations as collateral?

19 [ A:  Aquils, in order to gain a waiver of its previous debt agreement violations,

20 had to agree to several conditions. As one of the condiﬁcms, Aquila agreed to
S make a reasonable effort to gain state regulatory approval to secure the three-
24 year loan with additional utility assets.
2
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1 | Q:  Whatother conditions did Aquila agree ta in order to secure this loan?

2 1 Ay This loan agreement, which is included as Schedule A, SNNINGNGGS

2
5 . [ovva utility ratepayers may be

6 forced to remain with z financially weakened Aquila even if this were net in
7 thelr best interests.

8 | Q: Why did Aquila agree to these restrictions in the three-year loan?

S 1 A Aquila was forced by its lenders to agree to the restrictive terms of this three-
101 . year loan in qdm to avoid 'ban?;cruptcy. | |
11 Q: Wwill Towa utility agsets be pledged as collateral for more than three-

12 years?

131 A1 Yes. Itis Aquila’s intent to continue pledging its utility assets as coll;teral

14 after this three year loan matu;ces.

15 | Q" Wil pledging Iowa utility assets solve Aquila’s financial challenges?

16 { A:  No. Aquila’s proposal would, at bcsf,-lcavc a financially weak owner of its

17 Towa utility operations for several more years. Aquila’s pfOPOSﬂl to pledge its
18 | lowa utility assets as collateral also fails to address, let alone solve, the
1% | avoidable risks its utility operations have been and will continue to be
20 exposed to as long as Aquila commingles its regulated and umcg&ﬁatcd
21 | aperations and finances.
3
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1 [ Q: Why would lenders loan Aquila additional capital if it doesn’t solve
2 Aquila’s financial challengeé?

3 A As the Wall Street Joumnal article attached as Schedule B notes, baoks have

4 extended billions of dollars of credit to merchant energy companies such as
5 Aquila this year in an effort to avoid bankruptcy proceedings. Bankers
6 believe they will recover more of their investments if they Keep the energy
7 merchants an life support until markets improve. This is especially true for
8 unsecured creditars who iinpro've their pnsiﬁon by requiring collateral as a
9 condition of a new loén. In the interim, the higher interest payrnents the

10 lenders required to extend credit increases theix cash flow.

11 § Q: 'Why does Aquila need to augment its short-term liquidity needs?

12 | A:  Aquilais now required to post collateral because its was in default of its loan

13 . agreements and its bond rating has been downgraded below mvestment grade.
14 The debt rating downgrades reflect Aquila's unsuccessful expansion mto
15 unregulated energy trading, telecommunications and other operations.
16 Company witness Mr. Dobson notes as much, stating:
17 The fallout from the Enron and California crisis was far
18 more devastating to the entire energy sector than
19. ' originslly anticipated. Revelations copcerning corporate
20 : governance failures created an environment where the
21 energy industry experienced the adverse impacte of
22 credit downgrades, dramatic reductions in stock value,
23 and major efforts to restructure business operations (p.4).
4
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1 1 Q: Do Aquila’s recent declines in its debt rating reflect an increase in the
2 risk of its regulated atilities operations?

3 Al No. Aquila’s debt rating downgfades reflect, among other factors unrelated to

4 its utility operations, an undue reliance on debtcapital to finance unregulated
5 and riskier businesses such as its former energy trading operations. In
6 general, the debt rating downgrades in the electric and gas utility industry
7 have not been driven by an increase in the risks of regulated electric and gas
& utility operations. Standard & Poor’s noted these facts, stating:
9 The negative credit picture can be traced to weakering,
10 _financial profiles (laxgely sttributed to debt raised to fund
11 ~ unregulated business ventures or acquisitions) and
12 ncreasingly constrained access to credit markets as a
13 result of invegtor skepticism over accounting practices
14 and disclosure. Investment outside the traditional
15 regulated utility business has increased overall business
16 risk' '

17 { Q:  Why does Aquila’s failed investments in its unregulated oﬁemﬁons affect
18 its utility operations?

19 A Aquila, unlike most utilitfies that.have substantial unregulated operations, is

20 not a holding company with a separate utility subsidiary. Rather, Aquila’s

2 | utility operations constitute part of its operating divisions. Other unregulated
22 ‘ assets are also operating divisions or are coﬁzmjngled with regulated utility -
23 | operations m their financial reports. Aquila also has unregulated subsidiaries.

1 Standard & Poar's, Ratings Direct: Industry Repost Card: U8, Eleotrie/Gag/Water,
October 4, 2002, p.1.

Schedule TIR-29.6
JIN-85-2083 14:35 816 755 @373 sez ~ p.e8




JUN B5°83 11:3@ FR TO 318167568973 F.B8/20

i However, even when its unregulated subsidiaries do issue their own securities
2 some are wWith recourse to Aquila which includes its regulated utlity
3 operations.

——,

4 { Q: How does Aquila finance its uti]ity and its other nnregulated opetfatians?
51 A Aquila finances many of its operations on an overall basis and then internally
6 allocatesﬁmﬁs to its various regulated and unregulated operations.

7 1 Q: Do Aquila’s internal allocations insulate regulated wtility operations and
8 financing from ifs unregulated investments and finargcing?

9 1 A: No. Aquila cantinues to erroneously assert that its internal capital allacation

10 process insulates its utility divisions from its other activitics. This assertion is
11 contradicted by Aquila’s financial crisis which is 2 result of loses in its

12 unregulatéd operations. Aquila’s ongoing credit cﬁsis affects all of its

13 operations, including.its regulatgd utility operation,

14 1 Qi Is Aquila’s current assurance that its capital allecation wiil insulate its
15 wtility eperations from its riskier unregulated operatiohs credibie?

6] A: No. Aquila continues to fail to insulate its utility customers, operations and

17 finances from its other riskder unregulated operations. As a result, Aquila’s
18 utility operations now have a below investment grade debt rating and are
19 “incurring excessive costs to secure additionsl finances Aquila ostensibly
20 claims are needed. Aquila should have taken, but did not, tﬁc NeCesSATY steps
21 to insulate its regulated utility customers, operations, and finances as other
22 utilities have done, before its expansion into riskier unregulated investments.
6
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1 1 Q: How have other ntilities insulated their ntility operations and customers
2 from their riskier unregulated operations?

3 | Ar Most other companies protect their utility assets, finances and customers

4 through a holding‘company structure with a separate utility subsidiary.. For

5 example, over 90% of the electric utility companies identified by the financial
6 publication Value Line have a holding company structure. The other utilities
7 that are not part of a holding company are smaller and have little, if any,

8 unregulated operations. Aquila is one of the few exceptions to this pattern.

9 Details are summarized on Schedule C,

10 | Q:  How significant were Aquila’s unregulated operations?
11 | A:  Aquila eamed more than 50% of its profits from its unregulated operations in
12 2001 when it had substantial energy trad'mg and merchant operations.
131 Q' Has .the Board ever refied on 2 holding company structure to protect a
14 company’s regulated uti]ify from its 6ther unregulated operations?

15 1 A+ Yes. The holding company structure, as the Board previously noted in 2

16 MidAmerican proceeding, helps isqlate regulated utility operations from
17 liabilities imposed by a company's other unregulated operations.?
18 [ Q:  Can the Board create its own firewall to protect Jowa utility customers

19 from Aquila’s higher capital costs and Jower bond rating?

2. See page 4 of the Board’s Order in 8PU-96-9 dated Junc 11, 1996 rogarding
MidAmerican Energy Company and MidAmerican Energy Holdings Company.

7
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1 | A Yes, butonly in part. The Baard can protect lowa utility customers from

2 Aquila’s higher capital costs in a rate case. The Board cannot, however,

3 protect [owa utility customers to the same extent in the event Aquila files
471 ‘bankruptey due to the losses from its unregulated cperatior'ls. One of the

5 many risks is that Towa utility customers could lose more thaa $500,000 in

6 deposits and funds if Aquila declares banlruptey and their claims are treated
7 like other unsecured creditors.

8 | Q: Intheevent of a bankruptcy, has Aquila made its utility customers worse

9 off by agreeing to this loan?

10 | A: Yes. Prior to this new logr, the unsecured lenders’ rights to any proceeds in a

11 bankruptcy proceeding would have been after the claims of Aquila’s utility
12 customers. But now with this new loan as secured creditors, the lenders’
13 claims would be before Aquila’s ntility customers.

14 | Qi  Because Jowa utility customers’ funds are at risk, does it mean it would
15 be in their interest for Aquila to avoid bankruptey?

16 | A:  No. Aquila’s utility customers are at risk whether Aquila files for bankruptcy

17 or manages o avoid banlauptcy as a financially weakened firm paying off
18 debts from its failed unregulated investments. Agquila’s utility customers are
19 at rick as long as its regulated and unzegulated finances are commingled as
20 they are now and would continue to be under this new loan.
8
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1 | Q: Howcan Aquila’s Iowa regulated utility customers be effectively
2 insulated from Aquila’s unregulated operations?

3 Al owa's utility operations can be protected as effectively as Portland General's

4 customers. Portland General continues to have an investment gradezating

5 even though Eﬁ_ron, i:.s'parem comp';my, has been forced to file bankruptey

6. due to its unregulated operations. Aquila’s ongoing credit erisis is a result of -

7 its investments in riskier unregulated but cornmingled operations. This makes

8 it obvious that the public interest, as well s safis and ;'c]iable utility service,

9 requires a standard corporate hol&i.ug company s&ucfure with strict separation
10 of regulated utility assets and finances from unre gulated operations.

11§ Q: How does Aquila justify pledging its regulat-ad utifity operations in Jowa

12 as collaterai for thiq three year loan?

13 | A:  Aquila claims that it needs this loan for working capital and that it is only fair
14 that ali utility assets should be pledged as co]latefal in order to support the

15 worling capifai for its overall utility operations.

16 | Q:  Daes Aquila claim that its Jowa gas utility operations need additional

17 working capltal?

18 1 A: No. Aguila only claims that it needs to pledge additional working capital for
19 its overall utility operations.

20 { Q:  How much is Aquila borrowing under this three-year loan for working

21 capital?
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1 | A:  Theloanis for a total of $430 mﬂlion.- ‘Aquila, however, claims that only

2 $250 million is needed for its overall utility working capital needs. The rest

3 would support Aquila’s remaining unregulated assets and liabilities.

4| Q: Should Jowa utility assets be pledged as collateral for Aquila’s other

5 operations?

6 | A: No. lowa utility assets should not be pledged as collateral to support this loan
7 which may be used by Aquila’s riskier unregulated oPeﬁﬁons. ‘

8 | Q: Doesn’t Aquila claim that it would internzlly keep its regulated and

9 unregu}atefi operations working capital needs separate?

10 | A:  Yes. Aquila does assert it will separate access to the common pool of funds

11 | made available by this loan between its régulaied and unregulatcd operations.
12 Aquila’s assertion, unfortunately, is unanforceab.le, It does mot Ieﬁect the way
13 {. this loan is structured, the collateral rights of the lenders, the problems and

14 abuécs that have arisen from a common pool of funds used to support both
15-] regulated and unregulated operations, and the way Aquila has aperated in the
16 past.

17 | Q: Do the financial institutions make the distinction between how the loan is
137 used or secured between regulated and unregulated operations?.
19 | A No. According to Mr Dobson, the financial institutions omly require Aquila to

20 | pledge sufficient assets to secure the $430 million loan.

10
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11 Q: How did Aquila determine that it needed this loan for its utility working

2 capital?

31 A Aquila claims 1t needs access to this loan for utility working capital based on
4 a new review of its peak needs and a review of other utilities working capitat
5 atrangements.

6 | Q:  Has the Iowa Utility Board eve-r relied upon Aquila’s techﬁiques to

7 determine working capital needs?

8 | A:  No. Aquila's request to pledge its lowa utility assets as encumberad éollatcral_
9 far working capital 15 hased .on a unapproved methodalogy.

10 | Q:  How have Aquila’s working capital needs been determined for its Iowa

11 gas utility ope:aﬁ_uns?

12 | A: Incontrast to the unapproved method Aquila proposes, lowa has long relied

13 upon a comprehensive analysis of the timing of each utility’s Incoming
14 " revenues and outgoing payments to determine working capital needs.
5] Q:

When was Aquila’s working capital needs for its Iowa gas utility

16 operations last reviewed? | |

17 | A OCA witness Mr Fasil Kebede filed testimony regarding Aquila’s incoming
18 revenues and its various outgoing payments in RPU-02-5. This casc was

19 | ﬁlﬁmately settled in February, 2003.

20 | Q:  What was the result of Mr. Kebede’s comprehensive review of Aquila’s

21 incoming revenues and outgeing payments?

11
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1 Al According to Mr. Kebede’s analysis summarized on Schedule D, Aquila's

2 working capital balanee for its Jowa operations is approximately a negative

¥ $1.5 million. That is, Aquila already has swplus working capital in lowa. As
4 a result of this analysis, Mr. Kebede concluded Aquila does not need any
51 additionial working capital forits [owa gas utility operations.

6 | Qi Has Aquilzi demonstrated that the loan agreement is better for its [owa
71 uiility customers than bankruptcy or selling its Towa utility assets?

8 | A: No. Aquila has not demonstrated how its efforts to avoid bankruptcy are

9 better for its Towa utility custormers. Aquila did, however, note its long-term
10 strategy was to Tetain its domestic utility operations and that selling these
11 assets would be inconsistent with that strategy.

12 | Q: Has Aquila demonstrated that this loan doees not harm its Jowa utility
13 customers? |

14 { A: No. Aquila has not provided any ‘tesﬁ.mony, aualysi§ or other support to
15 7 demonstrate that this loaﬁ does not hanm its Jows utility customers.

16 | Q: Has Aquila demonstrated any benefit to its Towa utility customers of
17 encumbéﬁng its Towa utility assets?

18 | A:  No. Aquila has not shown how fhis loan, which encumbers its Towa utility

19 assets as collateral, would benefit its Jowa utility customers.
20 | Q: Wauld a.75% drop in the interest raﬁe on this loan discussed by Mr.
21 Dobson benefit Aquils’s utllity customers? _ |

12
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1 | A©  No. The interest rate on the three-year term loan drops from 8.75% to 8.0 if

2 Aquila receives approval to pledge additional utility assets. Even if this loan
3 were reflected in rates, which it is not, rates should reflect onljr prudently

4 incurred costs assaciated with an investment grade rating. Since the in&mst :
5 rate on this loaa is not reflected in rates, there is little, if any, direct benefit to
6 its utility customers.

7)1 Q: What is the current rate on a debt issued by a prudantly managed uatility
8 _ with an investment grade ratingf

9| A Entergy, for éxample, issued five year first mortgage bonds with 2 coupon of -
10 4.35% earlier this year. Entergy has an inve:_stment. grade bond rating of Baa.
11 As of the end of May, long-term utility bonds 1ated Baa were yiclﬁi;lg 6,39%.

12 1 Q:  Has Aquila made assurances in this docket that it would not seek ta re-

13 cover the excessive capital costs it incurs from its utility customers?
14 1 A:  Yes. However, ongoing and praviéus assurances have not beén reflected in
15 Aquila’s actions. Aquila, for example, also made assurances that it only
- 16 allocates the capital and costs associated with utility operations te its captive
17 uﬁlity custqﬁérs 18 previous rate case filings.

18 | Q:  Has Aquila’sinternal allocation of its capital balances and costs in the
19 past protected ufility customeys from undue costs?
20 §{ A No. Aquila has consistently attempted to shift unwarranted costs 1o its lowa

21 utility customers in its internal allocation of capital. For example, in Aquila’s

13
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last gas case in lowa, RPU-02-53, Aquila attempted to assign higher cost debt
2 and mors equity to its low risk Jowa utility operations with their stable cash
3 flows than to its riskier unregulated operations. Higher cost debt and mare
4 | equity is associated With riskier investment, but Aquila's internal assignment
s | ignore this financial reality. This can be seen on Schedule E which compares
6 Aguila’s actual capital structure and the more costly capital stucture it
7 internally allocated to its Towa utility customers in RPU-02-5.

8 | Q:  Hasthe Board ever set rates based on Aquila’s internal assignment of-
9 capital and costs?

10 Al No. f{atcs have never been based on Aquila’s intamal. allocations and

11 assignments of its capital costs.

12 | Q: Does Aquila claim that the three-year loan is in the public interest?

13 | A:  Yes. Aquila does claim in its Application filed with the Jowa Utilities Board

© 14 dated April 30, 2003 that the ability to sccure the most favorable terms
15 available to it "is in the 'publié interest.” Aquila’s claim that the three-year
16 ‘loan is in the public interest is contradicted by Aquila’s acknowledgment in
17 ~ this same document that the pledge of its rcgulafed' utility assets in Iowa is for
18 | "the beneﬂt.of its lenders.”
19 | Qi Daes the short-term loan benefit any others?

20 | A Yes. Though unsaid, avoiding banla-uptcy— alsa benefits its current equity
21 owners. The current equity owners would likely lose all of their investments

14
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1 in 2 bankruptey proceeding. The current equity owners include the Green

2 family whose leadership at Aquila has led to this credit czisis. The Green

3 famnily’s control of Aquila is ongoing. The loan itself maintains the Green

4 family’s controi and postpones Aquila’s need to declare bankruptcy, even if
5 this were contrary to the interest of its {owa utiity customers.

6 Q: Is a' ﬁnancialiy weakened utility owner such as Aquila in the public

7 interest?

8 | A:  No. As Aquila noted in its Application before the Missouri Public Utility

9 Commission, “The public interest is not benefitted by financially weakened
10 utili’ciesf’.3
11 | Q: Isan investment grade credit rating of BBB sufficient to protect Aquila’s
12 - “regulated utility customers? |

13 | A: Yes. ABEB rating was adequate when Aquila was a primarily a plain utility.

14 But, this rating was, as is now obvious, inadequate protection for its Jowa
15 utility ratepayers When Aquila expanded its commingled and higher riglc

16 unregulated operations. Aquila’s ongoing commingling of the financial

17 obligations of its regulated utility with its other unregulated operations makes

18 even the goal of again a;:hicving a BBE credit rating more difﬁcult.

3 Applicarion of Aquila for Authnrity to Assign, Transfer, Morigage o1 Encumber
its Franchise, Werks or System filed with the Missouri Public Service
Commission April 30, 2003, p. 8. '

15
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1 | Q: Why does Aquila’s request to pledge its Towa utility assets as collateral

2 harm its customers?

3 | At Aquila’s proposal to pledge its Jowa utility operations as collateral harms its

4 Towa utili'ty customers becTiSe it unnecessarily encumbers its Towa utility

5 ~ operations for a loan that is not needed for its Iowa operations, NN

6 P

7 I - /'S

g proposal to pledge its Iowa utility assets as collateral also continues to leave

5 these operations at risk and does not address tﬁa underlying cause of this
U | financial crisis: Aquila’s commingled regulated and unregulated finances.

11 ~ lowa utility customers would be better protected if Aquila would separate its

12 utility financing from its non-utility financing as many utility companies do.
13 Aquila’s proposal does not accomplish this S GEGNGGGGGEE

14

151 Q

L)

Can the harm that Aquila’s corporate structure creates be quantified?

16 | A:  Yes, but only in part. For example; Aquila has ﬁheady spent $21 million to

RY rcs&ucture its operations since Enron’s collapse inte bankruptcy in December
18| 2001, ostensil-:oly'to gain cfﬁcienciés and transparency that its fatled
19 un.regu.latcd' opera‘rions will not h:s.we- an impact on its ability to provide
20 service to its ratepayers in the future. These costs .could have been avoided
21| had Aquila first insulated its regulated wtlity operations from its unregulated
22 and nsk:er operations. |

16 i
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1] Q  Are Aquila’s utility customers harmed even If these costs do got directly

2 show up in their rates?

3 | Al Yes. Instead of incurring these costs, Aquila could, but won’t be able to now,

4 pay down some of the legacy debt associated with its failed nnregulated

5 mvestments. This would have led to Aquila regaining an investment grade

6 bond rating soozer. An inﬁeshnenf grade bond rating best asgures utility

7 operatians access to capits] in the future whe it is needed at reasonable costs.

8| Q: Should the Board allow Aquila to pledge its JTowa utility assets us

9 collateral for a working capital loan?

10 | A:  No. The Board should reject Aquila’s request to encumber its Jowa utility

11 assets for thig loan which is not needed for working capital in lowa,

12 unnecessarily encumbers and restricts future options that would be in its

13 1 ratepayers’ interest and has made ratepayers worse off. At the least, Board

14 approval of Aquila’s proposal should reéui:c Aquila to effectively mnsulate its |
15 regulated utility and unregulated ﬁﬁances as most utilities already do under a

16 holding company with a separate utility subsidiary or agree to sell its lowa

17 utility assets at the end of the three-year loan.

18 | Qi  Will Aquila still have access to funds from this Yoan even if the Board

19 denies this proposal to pledge its Iowa utility assets as collateral?

20 | A:  Yes. Aquila was only required to make a reasonable efforts to gam regulatory
21 ¢} authority fo plédge additiénal utility properties as collateral to satisfy this loan

17
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1 agreement. The loan agresment was not contingent on receiving this
2 approval,
31 Q: Would you summarize yoar testimony?
— 4 1 A: Yes. Based on my review, Aquila's request to pledge its Iowa utility assets as
5 collateral is for the benefit of its lenders and the cumaﬁ equity owmners rather
6 than its lowa utility customers. Aquila’s proposal fails to address the
7 underlying factor responsib]e for this financial crisis: Aquila’s continued
8 commingling of its regulated and unregulated financing. Aquila’s proposal is
9. also based on an unapproved and erroneous procedure to determine its- Iowa
10 utility working capital needs separate from a review of its other costs and
11 ‘ sources of Tevenues ta caver thase costs. Aquila’s Iowa utility opcrations
12 already support a surplus of warking capital. Aéuila's proposal to pledge its
13 - lowa udlity assets as collateral for this loan which is not needed for its lowa
14 utility operations and that may be used ta support Aqu.ﬂa’s other operafions, -
15 including its unregulated upcrationé, 18 not in its Jowa utility customers”
16 interest or the public interest. It is also not in the interest of Aquila’s Jowa
17 utility customers or the public interest to have Iowa utility operations and vital
18 services dependent on a ﬂnémciaﬂy dir_stréssed firm that continues to fail o
19 correct the structural flaws that created this credit crisis that now puts its
éO utility opérations at risk.
21 § Q:  Does this conclude your direct testimony?
22 | At Yes,itdoes. |
18
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