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Marshall Johnson Commissioner
LeRoy Koppendrayer - Commigsioner
Phyllis Reha Commissioner
In the Matter of an Inquiry into Possible _ MPUC Docket No.:

Effects of the Financial Difficulties of Aquila, . = . G007,011/C)-02-1369
inc. on Peoples Natural Gas-Company ; and - . '
Northen Minnesota Utifities Company .

AQUILA REPLY COMMENTS

These Reply Comments are submitted by Aquila, Inc. in response to the
Lepartment of Commence ("DOC”) October 22, 2002 Comments in the above-entitied
docket. The DOC acknowledges that the “Company has taken aggressive staps 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 6:’ 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 occurming in the
industry that were affecting its own financial condition, Aquila initiated contact with the
Commisgsion and requested the oppdrtun'rty to discuss those matters. Scheduling
problems prevented that from occurring until August 20. Commission Staff also ‘
mni;acted Aquila personnel on August 14, 2002 to give the Company notice that the
Commission’s August 29 agenda would include an initial inquiry into the possible effects

of Aquila’s financial difficulties on Peoples and NMU. During this contact, Staff
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requested copies of Aquila’s most recent 100; 10K and FERC investigation filings.
Aquila e-mailed copies of these documents the same day in order to help the Staff
complete its review and briefing paper in time for the August 28 agenda meeting. Staff
also advised Aquila of its genera[ cancems 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 ietter prior to the August 29 agenda
mesting was to provide the assurances that Aquila understood the Commission wanted.

Based on its general understanding of the Commission’s concerns, Aquila
arranged on short notice for Mike Jonagan, then CEO U.S. Utilities; 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 oodperate 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, Aguila has
made significant progress in closing 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
aiso creating nat book losses and lowering thé eamings potential of Aquila. Aquila has

also continued fo restructure its businesses and, as discussed in the second quarter
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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 agencies could review the current ratings when Aquita announces its third quarter
eamings in early November, Attachment A to this filing is a copy of Aquila CEQ, Rick
Green's October 22 presentation at EE|'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 made to ensure that current
information was available to the agencies.

2. The Company's International Utility 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 intemational
utility investments were openly presented to, and approved by, the Commission at the
time they were 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 foreigh investment financing
confusing. Hopefully the following explanation will eliminate this confusion. Basically,
there were two tiers of financing involved: debt at the operating company leve! and debt
to support Aquila, Inc.'s equity investments in the intemational operating companies. |
The debt at the operating 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
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Compliance Filing). Contrary to DOC’s concerns, none of this debt was, nor should it
be, included in the potential capital calls discussed in gither 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 intfemational
utilities is, in some instances, guaranteed by Aquila and those guarantees usually
inciude cross-default language (again see p.5 of Aquila’'s September 18 Corhpliance
Filing). The nature of the foreign irivestm&nts, including any guarantees, was disclosed
in Aquila’s filings with the Minnesota Commission and reviewed by the Department of
Public Service (“DPS") at the time of the investments. The Commission, with the DPS’
concumrence, approved those foreign investiments and, where applicable, loan
guarantees in four separate dockets. See the Commission’s June 15, 1993 Order

Granting Limited and Conditioned Certification, in Docket No. G011/8-93-281 (“Docket

281"); November 30, 1994 Order Granting Certification Subiject to Limitations and
Conditions, in Docket No. G011/8-84,-907; June 9 1995 Order Finding Authority,

Resources and Intent fo Use Them and Requesting Filings and July 18, 1995 Order
Granting Recertification, in Docket G011/8-95-204 (involved a guarantee); and the

August 17, 1988 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
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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 establishing an appropriate
cost of capital. This historical perspective is provided only to demonstrate 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 inter%t in the foreign utilities which had
some call potential and was djsclosed byAqua n the 10Q. in the September 18
Compliance Filing, and in the reSponse to lnfcrmatlon Request No. 7. Itis this
important distinction between debt at the operating company level versus the debt to
fund the equity investment which appears to have created confusion. |

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 Comm:ssmn s Junsmctmn in The Event Of
Bankruptey.

The DOC reoommén‘ds tha't Aqd{ia"pmvide,a full and complete report analyzing
Aquila's belief that Minn. Stat. § 216B.50 will continue to protect ratepayers’ interests in
the event of an Aquila bankruptcy. Aquila’s understanding of the current landscape of

the preemption of the U.S. Bankruptcy Code (the “Code”) over state law would be in no
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way superior to that of the Commission's represantative from the Minnesota Attomey
General, nor would it carry any more precedential or binding value for the Commission.
However, given the Commission’s recognized interest in the effect a bankruptcy would
have on the Commission’s regulatory jurisdiction over a utility, Aquila offers its belief
and understanding here, reserving all right; to make any legal arguments available
under applicable law in the future. | | -

As operating divisions of the corporate enﬁty Aquila, Inc Aquila’s Peoples and
NMU operations and assets would fall under the jurisdiction of a bankruptcy court if
Aquila were to seek the protections allowed under the Code. Minn. Stat. § 216B.50
requires Commission approval of ény sale of a public utility or of an operating system
valued over $100,000, but the question remains: Would the Code, and judicial decisions
thereunder, operate to preempt the Commission’s authority under Section 216B.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
iurisdiction 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 apprpved and ordered the sale or transfer of utility assets outside the
jurisdiction of the relevant state public utifity commission. In ff;\ct, 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. [n re WEDR, 7 BCD 514 (Bkr. Ct.
N.D. Ga. 1881). Accordingly, it is Aquila’s belief that any transfers or sales that a court

might order in an Aquila bankruptcy case would remain consistent with the practice of
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respecting pubiic utility commission jurisdiction over such sales and transfers.
Additionally, it is Aquila’s understanding that if Peoples or NMLU 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 bankruptcy or other body of law appears fo hold to the contrary.

However, pursuant to clear language contained in Section 1123(a)-of the Code, a
confirmed reorganization plan under Chapter 11 of the Code may provide for the
transfer of assets “[njot withstanding any otherwise applicable nonbankruptey law.”

As discussed in the recent PGAE bankruptcy and related appellate proceedings
in California, courts of various jurisdictions have debated whether the Section 1123(a)
language provides for “express preemption” (obviating application of state law
generally) or “implied preemption” (allowing preemption only in cases where (a) the
applicable state statute is concerned with economic regulation rather than with
protecting public health and safety and (b} no féasible plan would be confirmable in the
absence of preemption). In the context 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 plan would not be subject to state requlatory

approval. See In re Pacific Gas & Elec. Co., 2002 U.S. Dist. LEXIS 16499 (Aug. 30,

2002). Again, this decision relates to a preliminary disclosure statement, so it is not
clear what the confirmed plan will uttimately look like or whether preemption will ever

come to fruition.
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With respect to the impact that Aquila’é corporate structure may have to diminish
or otherwise limit the protection that Minnesota ratepayers may have in the event of an
Aquila bankruptey, Aquifa notes that under a Chapter 11 reorganization plan, the stock
of the subsidiaries of a holding oompaﬁy 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 Gapital 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 utiity, and

(b) the Commission has the authority during the ratemaking process to

use a fiypothetical debt structure to address debt costs higher than those

of an investment grade company, if such a case arises,

Thus, the Compaﬁy agrees with the DOC that Minnesota dusiomers 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 Aquila
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 cost 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 cbvious 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 concems 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 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.
Response: Agreed. As stated by Mike Jonagan in his August 26 lefter to
the Commission, Aquila has already made this commitment on debt, and
has adopted a methodology for equity that addresses the DOC's
concemns, 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 ime of Aquiia’s financial situation
on Peoples; and'NMU's oc;sts of common equity.
Response: Agreed. Again, unless thé DOC and/or Commission were to
set rates using Aquila, 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
not be an issue.

» DOC Recommendation: 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,

Response: Agreed. The Company’s web site provides:the opportunity for
all interested persons to dbtain {automatic notice of all significant financial
events including coples 6f .a’lll SEC filings. Anyohe wishing to 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.ccessible 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 service that provides copies
of the filings by hame and also in a searchable format.

« DOC Recommendation: In its Reply Comments the Company shouid
explain why ft'_'d'id' riot ﬁlé_férCoﬁifnissiﬁh apprﬁi/ia‘_l of its most recent debt
issuan&eé;"‘ e s ) | N
Response: Foreign corporéticné'iike Aquila, which is a Delaware
corporation, are only required to obtain Commission approval of a security

igsuance i 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 facilitios was not required because “Minnesota
property was not specifically used to secure any credit facilities . . ..”

More specifically, Minn. Stat. § 216B.49, subd. 3, provides:

It shall be uniawful for any public utility organized under the
laws of this state to offer.or sell any security or, if organized

underthe laws of any athar state or foreign country, to
j orty in. thls stahto an.encumbrance for the
| ' sf any indebtedness unless

the security issuance of the publlc utility shall first be
approved by the commission. Approval by the commission
shali 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 indebtedness."

The above discussion of the Commission approval requirements
under Section 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 pf any Minnesota property,

! As the DOC notes, the Company's revenues and property are always available to creditors in the case of
a bankruptcy, 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 limits 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 2
default. 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 kenkruptey lews. 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 prescription in mterpreting legislation:

“the legislature intends the entire statute to be effective and certain.”
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Commission approval of UtiliCorp’s resulting capital structure
would be required under Minn. Stat. § 216B.49, subd. 3
(1992).

¢. Quality of SeMce St_andards.

- The DOC requests that.the Cﬁmpany propose a gas service quality standards
plzn, including information on how service quallty response times will be recorded. The
Company previously agreed to voluntarily provide intemal management reports which
will reflect the Company’s standardé for accidents, leaks, emergency response time,
meter reading, billing accuracy, and overall customer satisfaction. The Company further
explained its intentions with respect to these reports in response to a DOC data request.

The purpose 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 meaet
and review the intemal managemént reports and see if the content addresses the
POC's concerns. The Company requests that ihe Commission not seek to 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 daveloped for NSF for emergency response times refiects that
Company's largely urban setting and should not apply to Peoples and NMU, which
serve a very large and sigﬁiﬁcanﬂ_y 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. Aquila

initiated the discussions, made senior management available for questions, made all
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SEC and FERC filings available, and responded to all information requests in a
comprehensive manner. Aquila hopes that this Reply clarifies any confusing aspects of
the Compliance Filing. Aquila remains very willing to continue to provide complete and

candid responses to all of the Commission's and DOC's questions.

Dated: November 1, 2002

Respectfully submitted,

WMM

- Michael J. Bradidy ~

MOSS & BARNETT

A Professional Association
4800 Wells Fargo Center

90 South Seventh Sireet
Minneapelis, MN 55402-4129
Telephone: 612-347-0337

Attomeys on Behalf of Aquila, Inc.
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Transitioning from an Energy
Merchant to an Integrated
Utility

. EEl 7 October 2002

Y WNEHOVLILY




(WED)11. 6'02 10:16/8T. 9:54/N0. 3760327492 P 58

¢1-9 x1puaddy

Forward Looking Statements

* The statements made with respect to Aquila’s earnings and outlook for the future
contain some forward-looking information. Naturally, all forward-looking statements
involve risk and uncertainty and actual resuits or events could be materially
different. Although Aquila believes that its expectations are based on reasonable
assumptions, it can give no assurance that its goals will be achieved.

* Important factors that could cause actual results to differ include: unusual weather
conditions; economic and financial market conditions, including changes in
exchange rates, interest rates, and commodity prices; changes in our credit rating;
competition in the markets in which our businesses operate; and changes in
applicable laws, regulations, or rutes governing energy, environmental, tax, or
accounting matters. In light of these risks, uncertainties, and assumptions, the
forward-looking events discussed might not occur. Please review the company's
latest annual report on Form 10-K, quarterly report on Form 10-Q, any current
reports on Form 8-K, and recent press releases for other important factors that
could cause results to differ materially from those in any such forward-looking

statements.

* |nformation in these archived materials may not be current and may be superseded
by more recent information published by Aquila.
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Mxian Aquila
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Discussion Topics

Industry Issues
Leadership Team
Transition

Asset Séles
Liquidity

ILA Challenges

Current Priorities
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] 7y Aquila

ln'uS-try Issues

'» Underestimated Impact of Enron Demise

» Credit and Liquidity Concerns

* No one is butlet proof

+ Cost of liquidity is Infinite

» Fundamentals Impacting-Generation

«  Supply & demand
. Bnmﬁ & bust cycle

« Lack of liquidity

» Outlock for 2003

« Continued over supply of generation
+ Backlog of asset sales

« Uncertain capital markets
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Aquila

LQE.E Overview ?3 forma)

LAST YEAR | NEXT YEAR

CANADA
AUSTRALIA
UTILITY

NON-
REGULATED
GENERATION
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DESCRIPTION

Asset Sales

ESTIMATED

CLOSING
DATE

CABH
PROCEZ=DS

ESTIMATED
GAINILOSS)
AFTER TAX

2002

EBIT-LOST

" BIGNED:

> GAS GATHERING
AND PROCESSING
» LOCKPORT IPP

> NEW ZEALAND

» HOLE HOUSE
STORAGE

» QUANTA 16.4M
SHARES

» MALLON CREDIT
» OTHER ASSETS
» KATY STORAGE

IN PROGRESS:

» LOAN
PORTFOLIO

> QUANTA
12.8M SHARES

» MIDLANDS

CLOSED $265.0 M $(158 M) $20 M
CLOSED $37.5 M $(5) M  seM
CLOSED $362.0 M $28 M CO$AIM
CLOSED $34.9 M $(9) M - S0M
CLOSED $440M $(5)M _ $12 M
CLOSED $30.5 M Not Available  Not Avafable
CLOSED $22.7T M Not Available  MNoi Avaflable
14/112002 $180.0 M $20 M $6 M

$976.6 M $(127IM 375M

NOT AVAIABLE ~-msmrmey oo

NOT AVAILABLE -

NOT AVAILABLE — e

Closed with ET Company

Closed wilh Forlstar Capital

Closed with Yector
Closed

Closed
Closad with BlackHills
Closed

Pending close with PacifiCorp Power

pitis in asset s

+ Proceeds will reduce debt :
+ Asset sales will require bank consenis .

ok L8, ‘nctielkr
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Liquidity - Estimated

SOURCES:
CASH ON HAND 9/30/02

REVOLVER CAPACITY {3151 in LOC's)

LIQUID ASSETS

ASSET SALES - ANNOUNGED, NOT CLOSED 9/30/02

OPERATING CASH FLOW
CAPITAL EXPENDITURES:
NETWORKS
CAPACITY
EVEREST
NET OPERATING CASH FLOW

SCHEPULED PAYNMENTS:
DIVIDENDS
MIDLANDS BRIDGE
NEW ZEALAND
AUSTRALIA

ESTIMATED NET LIQUIDITY 12/31/02

$515
99
40
B97

1,551

(74)

{15)
31

(120)

(34)
{194)
(127

(436)
$995
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Collateral Calls Since Moody’s Downgrade

TOTAL , MOODY'S

DESCRIPTION - ESTIMATED PER ESTIMATED PER f
2Q 10Q 2Q 102 |
DEBT $177 M $B5M *$81 M
FINANCIAL | 62 M B2m 40 M
TOLLS & CONSTRUCTION LOAN 110 M 45M 73 M
OTHER POTENTIAL DEMANDS 135 M 135 M. 41 M
$484 M $327T M $235 M

* $81M of debt was paid upon its maturity in October

P g e £ e VBT 22l b S P Pt I Tt e e, Lt o

. Betterthan é.ﬁ:(vpected rééult;s' R |

- Downgrade reduced # of willing suppliers

* Reduced credit terms
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ILA Challenges

| . Cha'tfen_g'eé Relatecd Factors

ASSET SALES Economic result, net loss

Accruing losses now _
Execution risk (buyers’ markaet)
Resizing corporation

¥y ¥ v v

NON-REGULATED GENERATION High reserve margins
Low spark spreads
L.ack of liquidity

Fixed costs

Yy ¥y v ¥

CAPITAL/BANK MARKETS

v

Cost of & access to capital
» Need for self-reliance

- Challenges result in moving targets on earnings and lack of visibiiityicla%
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Our Generation Portfolio - 2003

Total MWs Cash Economics
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$'s of Forward Sales Contracted
Em PP MW'S

ml Merchant MW'S

$’s of Financial Hedges

$'s of Unrecovered Capacity Costs

Answer Key:

- Forward Sales Contracted = P/L & cash flow both hedged ~
« Financial Hedge = Ca'sh flow hedged; P/L MTM
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' BUSINESS FINANCIAL

Current Priorities - Stability

STABILITY STABILITY
Domestic & International Utilities Improve Cash Flow
and Capacity Services » Execute asset sales
« Serve customers ' + Control costs
* Optimize assets « Manage banks
* Improve relationships ~ * Minimize collateral calls

CREDIBILITY

Commit & Deliver
« Communicate frequently
* Act as “one” company
* Inspire confidence
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STATE OF MINNESOTA
BEFORE THE PUBLIC UTILITIES COMMISSION

Gregory Scott Chair

LeRoy Koppendrayer Commissioner

Marshall Johnson ' Comumissiomner

PhyllisReha . - = Comumissioner
In the Matter of an Inquiry Into Possible -~ ©  Docket Number: G007,011/CI-02-1369
Effects of the Financial Difficulties at Aquila, . _
Inc. on Peoples Natural Gas Company and " REPLY COMMENTS OF THE OFFICE
Northern Minnesota Utilities Company and -~ - OF THE ATTORNEY GENERAL
their Customers -

INTRODUCTION

The Residential and Small Business Utilities Division of the Office of the Attomey
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 I_nfonnation Requests of Aquila, Inc. (“Aquila™) with respect to its Peoples
Natural Gas Company-Minnesota (“Peoples” 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 ar
Aquila, Inc. On Peoples Natural Gas and NMU and Its Customers, MPUC Docket
No. G007,011/CI-021369 (October 22, 2002).

2 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. GO07,011/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«hﬁnnesota and Nurthem-hﬁnncsota Uuhtxes assets ingulated from
a potential bankruptcy of Aqmla, Inc. ?” Aqnils replied as follows:

Aquila’s Minnesota PNG and NMU 0pérahons 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.,
mcluding its divisions) would fall under the jurisdiction of the bankruptcy 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 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 customers.

The OAG is not so optimistic with respect to Commission jurisdiction in the context of
an Aquila bankruptcy. The Bankruptcy Code (11 U.S.C. § 101 et seq) and recent case law

operate against the application of state statutes such as § 215B.50.3 *

* 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 bankruptcy:

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

*® * . *

(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. (ED.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)
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II. THE RecenT PG&E BANKi!UFFCY 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 Ban]u'uptcy Court for the Northern District
of California. On February 7, 2002 the Emkmptq tmn't issued its Memorandum Decnsmn and
on March 18, 2002 its Order rega:dmg preemption and sovereign immunity, rejecting PG & E's
“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 California. The latter court’s recent bankruptcy ruling from August 30,
2002, in a major victory for Pacific Gas & Electric Co. (“PG&E"), established that federal
bankruptcy law overrides any statc law that interferes with the utility debtor's pro;;osed
reorganization, thus ending most state regulation of the company.5 PG&E wishes to transfer its
power plants and transmission systems to newly created compaﬁies that would fall under the
authority of the Federal Energy Regulatory Commigsion (“FERC”), The properties would then
be used as collateral 1o 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 Jast 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 bankrupicy under Chapter 11.

3 See In Re: Pacific Gas and Electric Co., 283 B.R. 41 (N.D.Cal., August 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 'Disflﬁct Court noted that provisions of the
1984 federal bankruptcy law showed that Congress-. intended to pre-empt any law impeding
transactions necessary to implement the reorganization plan. The Court also noted that state
comrmissions, 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 util_itie's 1o longer be subject to the costs, delays and uncertainty of
state approval of their reo;'ganizsﬁoﬁs.? The Court Turther reagoned 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 express preemption of
nonbankruptcy 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 Bankruptey 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 limited) 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(2)(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 appealing Walker's Order, and the OAG has leamed that Oregon
may take the lead in organizing efforts to coordinate other states in filing an amicus brief,

4
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of the necessafy restructuring of the debtor and its assets and
liabilities 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.R. at 48, Although In re PG&E is only a district court
reversal of a bankruptcy order in another federal Circuit, so 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 bankrupicies, 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 enarmous significance 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 Circuit® Without a stay, appeal to the
Ninth Circuit could 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 statc and federal law
applicable 0 a Chapter 11 restructuring, and that the Banknuptcy 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 OAG submits that if Aquila, Inc. wete to file for protection under the bankruptcy
laws, contrary to Aquila’s assertions, the 'COmfnission’s authority under Minn. Stat. § 215B.50
governing the transfer of publig utility assets may be preempied by the bankruptey court. In
addition, except for its express authority-in theBankruptcy Code to approve changes in rates, the
Commission and, indeed, all other state and federa] regulatory agencies could be rendered

virtually powerless with respect to the regulation of a bankrupt public utility.

Dated: N o vermbe ! ; 100l Respectfully submitted,

MIKE HATCH
Anommey General
State of Minnesota

Lord Fly

RONALD M. GITECK
Assistant 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 1-v}
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AFFIDAVIT OF SERVICE BY U.S. MAIL

Re:  In the Matter of Peoples Natural Gas and NMU Inqui:y into Possible Effects of

Financial Difficulties at Aquila
MPCU Docket No, GOO7,DII/CT-02-1369 . - -

STATE OF MINNESOTA )
COUNTY OF RAMSEY ; =

KAREN J. NEAL, being first du]y s“.!om, deposes and says:

That at the City of St. Paul, boun‘ty 6f Ran.:scy and State of Minnesota, on Noverber 1,
2002, s/he caused to be served the REPLY Com OF THE OFFICE OF THE ATTORNEY

GENERAL, by depositing the same in the United States mail at said city and state, true and correct

copy(ies) thereof, properly enveloped with prepaid first class postage, and addressed to:

See Attached Service List

Subscribed and sworn 10 before me on
November 1, 2002

NOTARY -PUBLIC
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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 Ptymouth Building

12 South 6th Street

Mpls., MN 55402

James J. Bertrand
Leonard Street & Detnard
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
Attomney 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 55101-4901

Michacl 1 _Bradiey

Moss & Barnett

4800 Wells Fargo Center
90 South Seventh Streat
Mpls., MN 554024129

Arleen Dizona
Aquila, Inc.

1815 Capitol Avenue
Omaha, NE 68102

Darcy Hackel

Regulatory relations Consultant
Alliant Energy-IPL

4902 N Biitmore Lane

PO Box 7707

Madison , WI 53707-1007

Ritchie I. Sturgeon

Senior Regulatory Attorney
Alliant nergy-IPL

4902 N Biltmore Lane

PO Box 7707

Madison, W1 53707-1007
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Jeffery A. Daugherty Ron Elwood

Reliant Energy Minnegasco IS-‘:ljlgta'z;J 1300 1rv l\l/;iists\:r: %c:r};ggg?t
PO Box 59038 N 5394 Universite A
800 LaSalle Avenue, FL 11 St Pmm;&sg 1 lzﬁﬂUﬁ
Mpls.,, MN 355439-0038 | : .
AG: #152347-v]
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STATE OF MINNESOTA

OFFICE OF THE.ATTORNEY GENERAL

SUITE Wb
445 MTNKEROTA STREET
ST PAUL, Ml:fﬁlﬂl-!ﬂ?
November 1, 2002 TELEPHONE: (5T) 2971075
RECEIVED
 Burl W. Haar - NOV - 4 2002
Executive Secretary .
MN Publi¢ Utilities Commission - MICHAEL J.
121 East Seventh Place ; J. BRADLEY
Suite 350 .

St. Paul, MN 351012147

Re: In the Mitter of Pesples Satussl Gus Gl NMU Inguiry into Possidle Effects of

MPCU Docket No. GOW,QJHGI_-OZ-IM
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,

oner) Sobec

RONALD M. GITECK
Assistant Attorney General

. (65 D 284-4066
Enc.

ce: See Attached Service List

AG: #751371 I

Facyimile: (051) 2074139 » TTY: (65)) 296-1410 - Toll Frec Lincs. (ROO) 657-3787 (Vuive), (500) 366-4812 (TTY') * WwWw.AF . Sate. mn.us
An Equal Opportunity Employer Who Values Diversity &% Prioted on 50'% revveled paper {15% post consumer content)
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