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MEMORANDUM
TO:

Missouri Public Service Commission Official Case File



Case No. EF-2004-0205, Union Electric Company d/b/a AmerenUE

FROM:

Lena Mantle, Energy Department



David Murray, Financial Analysis Department



Dan Redel, Internal Accounting

/s/ David Murray     01/23/03
            
/s/ Steven Dottheim     01/23/03

                          
Project Coordinator / Date                            General Counsel’s Office / Date
SUBJECT:
Staff Recommendation to approve the Application of Union Electric Company d/b/a AmerenUE for authority to issue up to $436,585,000 aggregate principal amount of First Mortgage Bonds to secure its obligations relating to certain outstanding revenue bonds issued by the State Environmental Improvement and Energy Resources Authority of the State of Missouri in connection with insuring/credit enhancing such revenue bonds and to amend outstanding Loan Agreements relating to the revenue bonds. 

DATE:

January 23, 2004





Union Electric Company d/b/a AmerenUE 

1.
(a)
Type of Issue:  First mortgage bonds to secure obligations relating to certain outstanding revenue bonds issues by the State Environmental Improvement and Energy Resources Authority (Authority) in connection with insuring these revenue bonds (EIERA bonds).  

(b)
Amount:  Up to $436,585,000 principal amount 

(c)
Rate:  Variable rates that are determined by an auction agent using a competitive bidding process or “dutch auction” procedure. 
2.
Proposed Date of Transaction:  Anytime on or before February 11, 2004. 

3.
(a)
Statement of Purpose of the Transaction:  The Applicant wishes to enhance the credit quality of its outstanding EIERA bonds by securing this debt by issuing First Mortgage Bonds and then insuring the EIERA debt with bond insurance.  The Applicant states that by performing this transaction, it can lower the nominal variable interest rate of the EIERA bonds by 0.50% by gaining “AAA” bond ratings.  The Applicant maintains that this will result in after-tax net present value savings of approximately $10 million over the life of the EIERA bonds after deducting all related insurance premiums.    
(b)
From a financial perspective, does Staff deem this purpose reasonable?:

Yes     X           No

4.
Type of Transaction:  First Mortgage Bonds with bond insurance attached.

5.
Copies of executed instruments defining terms of the proposed transaction:
      
(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, which 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 proposed transaction reviewed:
Yes     X  
No

7.
Capital expenditure schedule reviewed:
Yes   

No   X
    

8.
Journal entries are required to be filed by the Company to allow for the Fee Schedule to be applied:
Yes         
No   X
     

9.
Recommendation of the Staff:
  X  
Grant by session order (see Comments)

       
Conditional Approval granted pending receipt of definite terms of transaction (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:
Union Electric Company d/b/a AmerenUE (Union Electric, AmerenUE, Company or Applicant) is a public utility engaged in providing electric and gas utility services in portions of Missouri under the jurisdiction of this Commission.  Applicant is a subsidiary of Ameren Corporation, which is a registered public utility holding company under the Public Utility Holding Company Act of 1935 (“PUHCA”).

On October 31, 2003, AmerenUE filed an Application with the Missouri Public Service Commission (Commission) requesting approval for authority to issue First Mortgage Bonds in an amount up to $436,585,000 aggregate principal amount to secure its obligations relating to certain EIERA bonds in connection with securing insurance on this EIERA debt.  In its Application, AmerenUE stated the following:

Based on discussions over the last several months with broker-dealers and insurers, as well as on internal analyses, the Applicant has determined that credit enhancing the Authority Bonds [EIERA bonds] with bond insurance is prudent, generating significant interest savings and increasing the marketability of the Authority Bonds. The Authority Bonds, currently rated “A2” by Moody’s, BBB+ by Standard and Poors and “A” by Fitch, are expected to be upgraded to “AAA” by all three rating agencies upon gaining insurance coverage.  This is expected to significantly lower the interest rates paid in the future from where they would otherwise be with the current ratings.  This lower expected interest cost on the Authority Bonds greatly outweighs the premiums paid to the insurers.  Also, having a “AAA” rating increases the number of potential investors and thus enhances the liquidity of the Authority Bonds and provides for more efficient auctions.  Although the auction market has always favored “AAA” ratings, the pace of utility downgrades over the last year has put even more of a premium on ratings.  Further, “AAA” status shields issuers from “flight-to-quality” and event risks that can occur from time to time which can have a significant effect on the marketability on all but the highest rated securities.

Staff does not dispute any of the assertions made above.  However, as Staff noted on November 10, 2003 in Staff’s Response to AmerenUE’s Motion for Expedited Treatment, AmerenUE had been considering this transaction for almost six months prior to making its filing.  Contrary to the Company’s claim in its Motion for Expedited Treatment, this transaction was unusual in that Staff had not reviewed such a proposed transaction prior to this Application.  Staff is concerned about AmerenUE’s lack of consideration of Staff’s need for time to review transactions submitted to this Commission for approval, especially when the Company appears to have started discussions with third parties about this transaction as early as May 2, 2003, according to documents AmerenUE provided in response to Staff Data Information Request 3806.  Consequently, Staff is recommending that AmerenUE be required to submit future finance applications 120 days prior to its desired order date from the Commission.

While Staff notes that any possible interest savings will be to the benefit of Ameren investors at least until the rate moratorium expires on January 1, 2006, any decrease in debt costs as a result of this transaction would be reflected in the next rate case or complaint case filed after the expiration of the rate moratorium and could benefit ratepayers when those new rates go into effect.   

Staff issued several data requests in order to understand the mechanics of this transaction.  Initially, it was not clear to Staff why there was a need for AmerenUE to issue $436,585,000 of First Mortgage Bonds in order to securitize and insure the existing EIERA debt.  The $436,585,000 represents the current outstanding amount of EIERA bonds.  The purpose of issuing the same amount of First Mortgage Bonds is to indicate that this debt  is now secured with a first mortgage.  Therefore, this transaction is different from a refinancing in which a company would have to pay off the existing debt with newly issued debt.  This transaction is simply a matter of securing the outstanding debt with the first mortgage.  AmerenUE would then attach the bond insurance policies to the newly secured EIERA debt, thereby insuring the timely payment of principal and interest.  The already outstanding EIERA bonds would now have less risk associated with them and therefore, the interest rate demanded by investors would be commensurate with the “AAA” credit rating that is assigned to the insurers that sold the bond insurance to AmerenUE.  The lower interest rate that investors would require would be achieved by the next auction date.  

AmerenUE attached its Balance Sheet and Income Statement as of June 30, 2003 to its Application as Exhibit 3.  Because this transaction does not represent any additional debt issued by the Company, the balance sheet is not affected.  Because of the predicted interest cost savings associated with this transaction, the net income should be positively affected by the transaction.  However, it should be noted that the up-front insurance premiums for the bond insurance will have a one-time negative impact on AmerenUE’s cash flow.  This is typical of any type of transaction that requires an up-front payment in order to achieve future cash flow savings.      

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:  EE-2004-0268, EE-2004-0267, EC-2004-0254, EO-2004-0177, EF-2004-0109, EO-2004-0108, EF-2003-0514, EO-2003-464, EO-2003-0271, EC-2002-112, EC-2002-1, EM-96-149, and EO-96-14. 
Staff believes certain routine conditions should be placed on AmerenUE in connection with the approval of this Application.  Additionally, in order to ensure Staff has an adequate amount of time to review future finance applications, Staff proposes one additional condition that will require AmerenUE to file future finance cases 120 days before its desired order date from the Commission.  Additionally, Staff recommends that the Commission order AmerenUE to notify Staff of transactions in which it will seek Commission approval at the time the Company begins to seriously consider such transactions.
Staff recommends that the Commission approve the Application submitted by AmerenUE in this case subject to the following conditions:

1. That the Company shall file with the Commission any information concerning communication with credit rating agencies concerning credit rating changes as a result of this transaction.

2. That nothing in the Commission’s order shall be considered a finding by the Commission of the value of these transactions for ratemaking purposes, and that the Commission reserves the right to consider the ratemaking treatment to be afforded these financing transactions and their results in cost of capital, in any later proceeding.
3. That the Company shall file annually with the Commission a report of the net interest cost savings achieved as a result of this transaction, with each report being filed by March 30 beginning with the year 2005.  The net interest cost savings shall include the expenses associated with securing the EIERA debt and the insurance purchased to insure such debt.    

4. That the Company shall file future finance applications at least 120 days prior to its desired order date from the Commission.  

5. That the Company shall notify Staff as soon as the Company begins serious consideration of a transaction that would require Commission approval.  
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