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OF THE STATE OF MISSOURI 
SURREBUTTAL TESTIMONY OF JON R. EMPSON 

ON BEHALF OF AQUILA, INC. 

 

Q. What is your name and title? 

A. Jon R. Empson, Senior Vice President, Regulatory, Legislative and Gas Supply 

Services for Aquila, Inc. (“Aquila” or “Company”). 

Q. Are you the same Jon R. Empson that filed direct testimony in this case before 

the Missouri Public Service Commission (“Commission”)? 

A. Yes. 

Q. What is the purpose of your surrebuttal testimony? 

A. The purpose is: 

1. Introduce the other surrebuttal witnesses filing testimony on behalf of 

Aquila and the issues they will address. 

2. Respond to several of the positions taken by Commission Staff (“Staff”) 

and the Office of Public Counsel (“OPC”) in the rebuttal testimony filed 

by those parties in this case. 

Q. Who are Aquila’s other surrebuttal witnesses in this case? 

A. Rick Dobson, Chief Financial Officer for Aquila will address the specific 

allegations made by certain intervenor witnesses about the impact that using 

Missouri assets to secure a working capital loan has on Aquila’s Missouri 

customers. 

 Carol Lowndes, Senior Financial Manager for Aquila Networks will provide 

surrebuttal testimony on the working capital calculation for Missouri and internal 

money transfer program used at Aquila. 
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 Glenn Keefe, Operating Vice President for Missouri Electric, will respond to the 

testimony relating to the operational performance of the Missouri electric 

properties.   
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 Brett Carter, Vice President for Central Services, will respond to the testimony 

about the performance of Aquila’s call center. 

Q. What has been your role in obtaining approval of the debt securitization 

applications made in Missouri and also in Kansas, Colorado, Minnesota and 

Iowa? 

A. It has been my responsibility for overseeing the entire process from application 

and testimony preparation to data request response and involvement in 

settlement discussions.  I have maintained this direct involvement in order to 

make sure Aquila’s position and commitment to the basic principles outlined in 

the direct testimony of Mr. Dobson and myself were consistently communicated 

and maintained.  When a company has five applications in different jurisdictions 

being processed at the same time, maintaining this focus and consistency have 

been very important. 

Rebuttal Testimony of Joan C. Wandel 17 
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Q. Do you agree with Staff witness Joan C. Wandel when she states at page 8, 

lines 26-27 of her testimony that, “Aquila agreed to provide their lenders utility 

collateral for amounts that the Company would use for non-regulated 

operations”?  

A. No, I do not.  I do agree that Aquila has made application to add utility property 

to the collateral pool to support the $430 million loan, but I cannot agree that the 

utility collateral will be used for non-regulated purposes 

Q. Please explain. 
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A. Aquila has made the collateral alignment commitments made by Company 

witness Rick Dobson at page 10, lines 18 – 25 of his direct testimony.  There is 

found the following question and answer: 
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Q. Did the financial institutions actually split the loan and collateral 

pools as you described? 

A. No.  The financial institutions only required Aquila to have pledged 

sufficient assets in total to secure the $430 million loan.  Aquila 

itself is separating the loan and collateral to ensure that the utility 

customer and assets are not supporting the non-utility debt 

requirements.  It is Aquila’s intent to maintain a proper alignment of 

domestic utility collateral with domestic utility loan needs and non-

domestic utility and non-regulated business collateral with their loan 

needs. (emphasis added) 
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Q. Do you agree that Aquila is “repaying and refinancing debt that it incurred 

unrelated to utility working capital need with the Term Loan proceeds” as 

witness Wandel alleges at page 9, lines 19 – 20 of her testimony? 

A. No.  As witness Wandel states on page 10, lines 12 – 14, the Term Loan is 

replacing “a previously existing $650 million unsecured revolving loan...” witness 

Wandel’s rebuttal testimony continues with this exchange at pages 10 and 11: 

Q. What was the purpose of this $650 million revolving loan? 

A. According to the information provided by the Company during the 

July 2003 interview, the monies were used to provide working 

capital to the various regulated and non-regulated operations of the 

Company as well as provide funds for the short-term construction 

needs of those same operations.  (page 10, lines 20 – 22; page 11, 

lines 1 – 2) 
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Q. Do you agree with witness Wandel at page 11, lines 3-4, where she says that 

the new loan is not structured like the $650 million loan? 
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A. The new loan is structured as a three-year term loan.  However, as part of 

Aquila’s commitment to its utility customers, we are internally treating the Term 

Loan as a revolver, the same as the $650 million loan referenced by witness 

Wandel.  This concept is explained in Mr. Dobson’s direct testimony, page 13, 

lines 16 – 24 which follows: 

Q. How will Aquila internally manage the 3-year term loan funds to 

support the utility working capital requirements? 

A. Aquila will hold the term loan at the corporate level and use the 

funds as if a revolver existed.  That is, Aquila, Inc. will function as 

the bank for the business operations.  The utility operations will only 

be charged for the use of funds when working capital is needed and 

the cost of the funds used will be based upon a BBB investment 

grade utility.  The difference between the investment grade cost 

and the actual cost of the debt will be retained at the corporate 

level.  Aquila is effectively sheltering the utility customer from the 

cost of working capital if it exceeds investment grade levels. 

Q. Who bears the extra interest cost of the Term Loan? 

A. The shareholders of Aquila, not its customers, are bearing the extra interest 

cost of the Term Loan.  

Q. How do you react to Staff witness Wandel’s discussion on page 48 of her 

testimony, lines 1 – 19, relating to the cost of credit lines already included in the 

cost of service? 

A. Without reviewing the detailed work papers, I will assume that her testimony is 

correct about Staff including the cost of traditional line of credit in our last 
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electric rate case.  It is also a fact that this cost determination will not change 

going forward.   
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Q. Why? 

A. Aquila has taken this Term Loan and converted it internally into a traditional 

revolver.  The Missouri customers will only pay for the funds when used and 

then at a short-term rate comparable to an investment grade utility.  The 

Company’s shareholders, not its Missouri customers, are bearing this cost 

difference between the Term Loan and the revolver. 
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Q. Is the pledging of regulated utility collateral with a debt capacity of at least $430 

million detrimental to the public interest as stated by witness Wandel at page 47 

of her testimony, lines 3 – 9? 

A. No.  The regulated utility property will not be the only assets used to secure the 

$430 million Term Loan.  As the company has continually stressed, the 

collateral pool will consist of both regulated and non-regulated assets.  The 

collateral value of each asset group will support the working capital needs of 

that asset group.  There is no subsidy since Aquila has internally made this 

alignment.  Furthermore, a public detriment can occur as a result of this 

transaction only if the customer rates or services are adversely impacted.  As 

described earlier, the Term Loan will be functioning as a traditional revolver and 

the Staff has agreed that costs associated with a traditional revolver can be 

recovered in rates.  Moreover, in any event, rates cannot change without 

Commission approval.  In addition, there are no allegations in the testimony of 

the other parties that customer service will be impacted by the transaction. 

Q. Do you agree that the Term Loan did not provide any additional funds for 

working capital as stated by witness Wandel, page 47, lines 13 – 14? 
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A. No.  Mr. Dobson will address this in more detail, but essentially this Term Loan 

replaced a $650 million working capital loan that expired on April 12, 2003.  

Aquila had drawn the cash from this loan prior to April 12, 2003 and had the 

cash on its balance sheet.  The Term Loan did pay off the Company’s existing 

working capital loan, but the cash remained on our balance sheet to be used to 

support working capital needs. 
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Q. Do you agree with OPC witness Ted Robertson that it is likely that Missouri 

assets will be utilized as collateral for debt associated with Company’s non-

regulated activities? 

A. No.  As explained in my response to the same claim made by Staff witness 

Wandel, Aquila has committed to maintain a collateral alignment so that utility 

assets are supporting utility needs and non-utility assets are supporting non-

utility needs.  

Q. Is it Aquila’s plan “that the regulated assets of all its domestic utilities be 

encumbered and pledged to directly support the entire $430 million Term Loan 

Facility” as alleged at page 13, lines 9 – 11 of Mr. Robertson’s testimony? 

A.   I checked Mr. Robertson’s Schedule 8 that he states supports this statement 

and could not find his quoted reference.  Schedule 8 discusses the effects of 

bankruptcy. 

Q. What is Aquila’s plan then? 

A. Again, the plan is clearly laid out in Mr. Dobson’s testimony and my response 

earlier in this testimony to a similar statement made by Staff witness Wandel. 

Q. Do you agree with Mr. Robertson’s conclusion at page 19 of his testimony, lines 

14-17, that “Aquila’s response to the Minnesota Public Utilities Commission was 
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not entirely accurate with regards to the amount of regulated utility collateral it 

had to support its estimated regulated utility working capital needs”?  
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A. No.   Aquila’s witness Rick Dobson stated in his direct testimony filed with the 

Commission in this case on April 30, 2003 the following (page 10, lines 11 – 

16): 

 “However, based upon the collateral principles used by the lending 

institutions, the assets in the two domestic utility states are not sufficient 

in value to support a $250 million loan.  Therefore, Aquila had to use the 

Canadian investment both to support the remaining $180 million portion 

of the loan and to fill the gap on the required collateral for the $250 

million utility requirement.  I have provided the details of the collateral 

support in Schedule RD-2.” 

 It appears that Mr. Robertson conducted his own set of calculations.  The 

exhibit clearly shows that at the time Schedule RD-2 was created by CSFB the 

debt capacity for Michigan and Nebraska was only [***], not the [***] that Mr. 

Robertson calculated. 

Q. Did other rebuttal witnesses in this case make the same mistake? 

A. No.  Staff witness Wandel, on page 46, lines 1 – 9, of her testimony, shows that 

she understands how the assets were originally valued for purposes of debt 

capacity. 

  “The valuation of the Company’s assets is provided on Schedule RD-2 of 

the direct testimony of Company witness Dobson.  The values of these 

assets, for purposes of determining their collateral value (debt capacity 

value), is accomplished by taking the value of the assets, reducing that 

value for any outstanding debt and then multiplying that amount by the 

loan value factor.  Those loan factor values were set at 50% for the initial 
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collateral, which included the Canadian properties, Michigan regulated 

utility properties and Nebraska regulated utility properties.” 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q. Do you agree that Aquila was not “concerned with fairness when it encumbered 

the assets of the Michigan and Nebraska utilities” as claimed by Mr. Robertson 

at page 21, lines 6 – 14? 

A. No.  Aquila was very sensitive to the issue and met with the appropriate 

personnel in both Nebraska and Michigan before these assets were pledged.  In 

Nebraska, we notified the Chairs of the Rate Area Committees (Nebraska did 

not have a PSC) and had a personal meeting with the City Attorney in Lincoln, 

Nebraska, our largest city.  These representatives understood the legal 

environment in Nebraska and expressed appreciation for the courtesy we 

demonstrated by giving them advanced information.  The concept of pledging 

Michigan assets was discussed during the settlement of Aquila’s 2002 rate 

case.  Aquila Chairman and CEO Rick Green and I also met personally with 

Michigan Staff and Commissioners on March 18th, before the new loan 

agreement was executed and on April 30th, after the loan agreement was signed 

to keep them informed.  In fact, we are scheduled to meet again with the 

Commissioners and Staff on October 6, 2003. 

 While legally we did not need formal approval in Michigan and Nebraska, we 

made a concerted effort to keep them informed. 

Q. Do you agree with Mr. Robertson’s characterization of Aquila’s financial plan at 

page 33 of his testimony, lines 28-29, “as withdrawing from the money losing 

non-regulated activities”?  

A. No.  As stated by Mr. Dobson in his direct testimony, page 3, lines 22 – 24: 
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  “The Merchant Services Group provided $384 million in operating 

expenses before interest and taxes in 2001, about 56% of Aquila’s total 

operating income.” 
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 I cannot agree that the non-regulated activities were money losers. 

 Then on page 5, lines 20 – 26, Mr. Dobson explains the real reason for the 

development of the financial plan: 

  “The credit agencies raised the requirements for liquidity and balance 

sheet strength for merchant companies to a level that Aquila could not 

meet nor sustain on an ongoing basis.  On August 6, 2002, Aquila 

announced its difficult decision to voluntarily exit the merchant business, 

the first Top 10 energy merchant company to make this decision.” 

 He then explains in detail the consequences of executing this decision (pages 7 

– 8). 

Q. Have you experienced similar misunderstandings about the reason that Aquila 

has developed a financial plan? 

A. Yes.  There is no doubt that Aquila’s employees have expressed and continue 

to express frustration and even anger about how the demise of the merchant 

business within Aquila has impacted them personally.  This past year has been 

a very difficult time and employees, just like the parties in this case, were first 

focused on assigning blame.  In hindsight, we can all have 20/20 vision but I 

have tried to explain our situation in different terms and get our employees to 

put the past behind them and focus on the future. 

Q. How have you discussed this issue with employees? 

A. I have tried to have employee meetings on a regular basis to answer questions 

and provide a forum to vent frustrations.  In my initial meetings, I attempted to 

translate Mr. Dobson’s direct testimony in this case into an analogy.  I asked 
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employees to assume that they were buying a house and the bank set a credit 

limit of 25% of their gross monthly income as a maximum monthly mortgage 

payment.  You execute the mortgage with that understanding.  Over time your 

income increases as your career progresses and the equity in your home 

increases.  You make a decision that you could buy a new car by taking out a 

home equity loan and still meet the credit limit of 25% of your gross monthly 

income.  Later, you use your home equity to buy other tangible items for your 

family.  After several years, your bank decides that based upon experiences 

with other mortgages that the 25% credit limit is no longer workable and that 

starting immediately, your monthly mortgage payment can only equal 15% of 

your gross monthly income.  What do you do?  You have to start selling the 

tangible items, potentially at a loss, to reduce your monthly mortgage payment 

to comply with the 15% credit rule.  That is essentially what has happened to 

Aquila.  The Enron debacle basically changed the credit rules for all companies 

operating in the merchant business.  While we can all engage in hindsight 

discussions about the decisions made to be in the merchant business, the fact 

is that the rules changed and Aquila is doing its best to transition out of the 

merchant business back to a U.S. utility and is committed to protecting its utility 

customers in the process. 
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Q. What is your reaction to Mr. Robertson’s testimony on page 38, lines 21 – 27 

where he says: 

  “Company would have the Missouri Public Service Commission, and the 

regulatory Commission’s in the other states believe that on the one hand 

it intends to never collateralize the non-regulated proceeds of the Term 

Loan with regulated assets then, on the other hand if they do, tough, 

because that is the reality of how a utility that is not owned by a holding 
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company must operate.  Public Counsel believes that the facts speak for 

themselves; the potential for regulated assets to be utilized as collateral 

to support the non-regulated proceeds of the Term Loan is real, and 

likely, if Aquila’s application is approved”? 
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A. Mr. Robertson is simply incorrect.    Since Mr. Robertson was not personally 

involved in the discussions with DOC that preceded Aquila’s Reply Comments, 

he might lack the proper perspective to interpret the Reply Comments.  I would 

encourage the Commission to read, in its entirety, the ten page Reply 

Comments Aquila sent to the Minnesota Commission on August 29, 2003, 

Schedule TJR-15.1 – 15.11.  On page 9 of those comments, Aquila summarized 

its position which is and has always been consistent: 

 “In summary, the Company is moving with all reasonable speed to sell all 

of its unregulated assets.  When the assets are sold, the Term Loan will 

be reduced to the $250 million needed for utility operations. 

 In its July 15, 2003 Reply Comments, Aquila made the following 

commitments: 

 The amount of Term Loan Facility secured for utility operations will not 

exceed $250 million (unless a subsequent Aquila request is approved by 

the Commission authorizing an increase in utility working capital (e.g. 

because gas costs have increased).  
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To the extent that the Term Loan 

Facility is used for both utility and non-utility operations, the amount of 

debt used for non-utility operations will be secured by sufficient non-utility 

assets (at a ratio of at least 1.67 to 1).  The amount of the non-utility debt 

will be reduced as necessary to meet this commitment.” (emphasis 

added) 
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 The commitment couldn’t be clearer.  The issue of disagreement in Minnesota 

was how the proceeds from the sale of non-regulated assets would be used.  It 

was Aquila’s position that as long as the Company had sufficient non-regulated 

collateral to support the $180 million non-regulated loan allocation, the non-

regulated proceeds should be used to retire the highest cost or most cost 

effective liability.  Simply put, why retire 8.75% (or 8.0%) Term Loan debt if you 

can retire 14.875% debt as long as you have maintained the collateral 

alignment?  The Minnesota Department of Commerce (“DOC”) preference was 

to retire the $180 million portion of the Term Loan as soon as possible even if 

sufficient non-regulated collateral still existed.  DOC had also assumed that the 

Term Loan interest rate was the Company’s highest.  Aquila has 
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maintained the “collateral alignment principle” in every jurisdiction and Mr. 

Robertson’s characterization of the Minnesota comments is simply wrong. 
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Q. Do you agree with OPC witness Mark Burdette that “some of Aquila’s customers 

already suffered detriment due to the company’s increased risk due to 

unregulated, operations” as he claims at page 12, lines 6-17 of his testimony?   

A. No.  First, there has been no increase in rates charged to the former St. Joseph 

Light & Power Company (“SJLP”) customers since the merger.  Second, 

consistent with Aquila’s capital assignment policy, the SJLP customers 

maintained the SJLP debt in the capital structure for future ratemaking.  Third, 

the Commission has already rejected the OPC’s projection of future detriment 

argument in the Report and Order, dated December 14, 2000, In the Matter of 

the UtiliCorp United and St. Joseph Light & Power Company merger. 

“Public Counsel argues that the downgraded credit rating will increase 

the cost of debt for SJLP’s ratepayers above the cost of debt for SJLP 
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absent the merger.  Public Counsel argues that this will lead to higher 

rates for SJLP’s ratepayers and constitutes a detriment that should lead 

to the rejection of the merger.  Public Counsel’s argument is not 

persuasive.” 
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 Since Aquila has committed to price all future assignments to all its divisions, 

including SJLP, at the same BBB investment grade that existed at the time of 

the merger, there is no detriment.  The Commission also stated in the Report 

and Order that “certainly there is no guarantee that SJLP’s credit rating would 

remain at A- if the merger does not proceed.” 

Q. Mr. Burdette states at page 19, lines 14-16 of his testimony, that Aquila has 

admitted that it plans to eventually have the Term Loan collateralized solely with 

regulated assets.  Do you agree? 

A. Absolutely not.  Mr. Burdette has taken the same deceptive path that I have 

already discussed relative to Mr. Robertson’s testimony. 

Q. What is the “mistaken belief” reference by Mr. Burdette? 

A. The DOC had made two assumptions: 

1. The Term Loan interest rate was the high cost debt, which was not 

correct.  As described in the Minnesota Rely Comments. (Robertson 

Schedule TJP-15.4)  Aquila has higher cost debt that should be retired 

first as long as the collateral alignment is maintained. 

2. Paying down the Term Loan with sale proceeds was the best alternative, 

which was not correct. Aquila’s Minnesota Reply Comments, (Robertson 

Schedule TJR-15.4 – 15.7) provide a detailed explanation of why this is 

not the best alternative use of funds. 

 Again, I would encourage the Commission to read Aquila’s Reply Comments in 

their entirety (Robertson Schedule TJR – 15.1 – 15.11).  Contrary to Mr. 
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Burdette’s representations, Aquila has maintained consistency in all of its 

jurisdictions.  Consequently, Mr. Burdette’s allegations are unjustified. 
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Q. Do you agree with Mr. Burdette’s statement that “Assuming the Company 

divests all of its unregulated assets, eventually the Term Loan Facility will be 

collateralized ONLY with regulated assets”?   

A. His statement is true only if the Term Loan Facility has been reduced to the 

level of working capital for utility needs.  As stated earlier, Aquila will maintain a 

proper collateral alignment and at such time that all of the non-regulated assets 

have been sold, the Term Loan will be reduced to the level necessary to support 

the working capital requirements of the utility. 

Rebuttal Testimony of Ronald R. Bible 11 
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Q. Has the Company stated that the use of an allocated capital structure and 

allocated debt costs ensures that adequate funds will be available in Aquila’s 

treasury for Aquila Networks – MPS and Aquila Networks – L & P when they 

need working capital as claimed by Staff witness Bible (page 3, lines 18 – 27; 

page 4, lines 1 – 9)? 

A. No.  Aquila has stated that the approval of this application is what will enable 

Aquila to maintain adequate working capital.   

Q. What was the Company’s reference to what Mr. Bible characterizes as 

“allocated” capital structure and “allocated” debt costs? 

A. On page 2 of my direct testimony, I begin my discussion of the “three key 

business principles” that are guiding Aquila’s actions during this transition 

period.  The number 1 principle was “protect utility customers from potential 

adverse financial impacts” which included the maintenance of a hypothetical 

capital structure and long-term debt assignments as well as pricing any new or 

replacement utility debt at a BBB investment grade rating.  Therefore, when 
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rates are set for our Missouri customers, they would be insulated from the 

financial challenges Aquila is facing and there would be no detriment as a 

result.  Mr. Bible has chosen to use the descriptor “allocated” when referring to 

the capital assignment process used by Aquila. 
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Q. Mr. Bible uses the word “claims” several times in his testimony when he 

describes the Aquila capital allocation process (page 4, lines 17 – 19; page 5, 

line 9).  Did Mr. Bible receive a copy of Aquila’s “Business Unit Capitalization 

Procedures” that in fact describes this process? 

A. Yes he did.  During the three-day transcribed interviews in this case conducted 

by the intervening parties, Aquila provided a copy of the procedures. 

Q. Did this document describe the objectives for establishing the capital structures 

for each of the business units? 

A. Yes.  The report listed six objectives of which the following two are most 

relevant. 

1. To appropriately finance each business unit with the proper mix of 

capital reflecting economic activity, risk profiles and market based 

comparative capital structures; (emphasis added) 
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2. To insulate each business unit from the activities of other business units 

and from UtiliCorp operations. (emphasis added) 
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The report goes on to say that the “establishment of unique business unit 

capital structures and the long-term maintenance of those structures 

implemented in 1988 met each of these objectives 

Q. Has the 1988 study been updated? 

A. The basic concepts for having a hypothetical capital structure do not require an 

update.  The comparable companies and appropriate capital structure is 

reviewed and updated every time an Aquila division files a rate case. 

 15



 

Q. Was each business unit assigned a hypothetical capital structure based upon 

“market based comparative capital structures?” 
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A. Yes.  The target or hypothetical capital structure for each business unit was 

consistent with the capital ratios displayed by publicly traded companies with 

similar risks within the industry, which that business unit operates. 

Q. Have you had any recent rate case experience where this Aquila method of 

developing hypothetical capital structures was reviewed? 

A. Yes.  In Minnesota Docket No. G007,011/GR-00-951 the Minnesota Department 

of Commerce witness Eilon Amit filed the following direct testimony on 

December 13, 2000 (page 26, lines 3 – 21; page 27, lines 1 – 24) 

Q. Please discuss PNG’s and NMU’s capital structures. 

A. PNG and NMU are both division companies of UtiliCorp Company.  

Both do not issue their own long-term debt or shares of common 

equity.  Instead, UtiliCorp provides all the capital needs of PNG and 

NMU. 

Q. What methods does UtiliCorp use to allocate capital to its divisions 

and subsidiaries? 

A. UtiliCorp sets capital structure targets for each of its main divisions 

and subsidiaries.  These targets are based on the investment risks 

of each division or subsidiary and are set to be comparable to the 

capital structures of similar publicly traded companies. 

Q. Do you agree with the methodology used by UtiliCorp to determine 

the capital structure for each of its division and subsidiary? 

A. Yes.  UtiliCorp’s methodology of determining the capital structures 

for each division and subsidiary is consistent with established 

financial principles. 
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Q. What are the capital structures proposed by the Company to be 

used in this rate case? 

1 

2 

3 

4 

5 

6 

A. The Company proposes to use NMU and PNG December 31, 1999 

book capital structures. 

Q. Please state these capital structures. 

A. These capital structures are: 

 PNG Division Capital Structure 

December 31, 1999 

 Amount 

000 

 

Percentage 

Short-Term Debt $123 .03% 

Long-Term Debt 241,286 49.98 

Common Equity 241,287 49.99 

Total $482,696 100.00% 

   

 NMU Division Capital Structure 

December 31, 1999 

 Amount 

000 

 

Percentage 

Short-Term Debt $12 0.3% 

Long-Term Debt 22,945 49.98 

Common Equity 22,944 49.99 

Total $45,901 100.00% 

Q. Are these capital structures reasonable? 7 
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A. Yes.  PNG’s and NMU’s capital structures are reasonable because 

they are based on appropriate financial principles and their long-term 

debt and equity ratios are similar to the long-term debt and equity 

ratios of my comparison group, respectively. 
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Q. Is the capital structure assignment process you have described consistent with 

Mr. Bible’s definition of a hypothetical capital structure? 

A. It appears so.  Mr. Bible describes a hypothetical capital structure as a “capital 

structure different than the entity’s actual capital structure, and is usually 

derived from an analysis using a group of comparable companies.” (page 5, 

lines 1- 3) 

Q. Doesn’t Mr. Bible differentiate between a hypothetical capital structure and what 

he terms an “allocated” capital structure (page 5, lines 1 – 7)? 

A. Yes, he does.  However, Mr. Bible is attempting to make a distinction without a 

difference.  His own definitions acknowledge that an allocated capital structure 

may be based on a hypothetical capital structure.  His definitions have no 

meaning for how Aquila uses the terms of assigned or hypothetical capital 

structure.  I have defined the capital allocation process in my testimony and in 

my reference to our “Business Unit Capitalization Procedures.” 

Q. How has the Commission characterized Aquila’s “capital allocation process? 

A. In Case No. ER-93-37, the Commission stated the following at page 16 of its 

February 25, 1994 Report and Order: 

“Since MPS is not publicly traded and does not issue capital, it does not 

have an independent capital structure and is therefore theoretically 

hypothetical.  Thus, both OPC’s and MPS’s proposed capital structures 

are hypothetical.” (emphasis added) 

24 

25 

23 
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Q. Why did Mr. Bible go to such extreme to characterize Aquila’s capital structure 

process as “allocated” rather than “hypothetical”? 
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A. I am not sure.  However, on page 6, lines 5 – 7 of his testimony, Mr. Bible 

appears to be attempting to reclassify Aquila’s capital structure process in order 

to discount my reference to the Staff Report I made in my direct testimony. 

Q. Did Mr. Bible provide his “workpapers” for how he derived these distinctions? 

A. Yes he did.  He provided two books as authority for his conclusions.  While I 

only had time to briefly review the materials in Jefferson City, I could not find the 

source for his distinction between hypothetical capital structure vs. allocated 

capital structure. 

Q. Do you think this distinction is relevant to your testimony? 

A. No, I do not.  Mr. Bible treats the terms “hypothetical” and “allocated” as terms 

of accounting science that have defined meanings.  I use these references as 

terms of “art” to demonstrate intent consistent with the descriptions used in my 

testimony and Aquila’s “Business Unit Capitalization Procedures”. 

Q. In reviewing Mr. Bible’s workpapers, did you find a reference to hypothetical 

capital structure? 

A. Yes.  There were several.  In the book The Cost of Capital – A Practitioner’s 

Guide, by David C. Parcell, there is a description of the circumstances where a 

hypothetical capital structure is used for a utility.  The most common reasons for 

utilizing a hypothetical capital structure are: 

18 

19 

20 

21 

22 

23 

1. The utility’s capital structure is deemed to be substantially different from 

the typical or “proper” utility capital structure. 

2. The utility is funded as part of a diversified organization whose overall 

capital structure reflects its diversified nature rather than its utility 

operations only. 26 

24 

25 
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These reasons are consistent with Aquila’s rationale for creating a hypothetical 

capital structure process in 1988. 
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Q. Do you agree with Mr. Bible at page 6, lines 7-8 of his testimony that the 

effectiveness of hypothetical capital structures in preventing or mitigating 

increased capital costs being passed onto MPS and SJLP ratepayers can occur 

within the context of a rate case? 

A. Yes.  As Mr. Bible knows, Aquila has been proposing the use of a hypothetical 

capital structure in virtually every rate case in every jurisdiction since 1988.  It 

was Aquila’s opinion that Aquila’s consolidated capital structure did not reflect 

the proper capital structure for a utility.  I also recognize that the Commission 

has not always accepted the concept of using a hypothetical capital structure in 

past ratemaking procedures.  However, the past is really not relevant for what 

Aquila is proposing in this docket.  We are simply stating that Aquila will be 

internally continuing to maintain a hypothetical capital structure based upon a 

comparable company analysis so the Missouri customers will not pay for any 

increased capital costs or have a related financial detriment associated with our 

restructuring efforts.  The Staff has validated that the use of a hypothetical 

capital structure during a rate case proceeding can indeed provide the financial 

protections Aquila is seeking. 

The Commission can determine itself within the context of a rate case if Aquila’s 

proposed hypothetical capital structure and debt assignment process has 

adequately protected the customer. 

Q. But hasn’t Mr. Bible stated that a lower credit rating of the regulated utility will 

result in a higher debt cost for the utility? (page 11, lines 9 –17) 

A. Yes.  Mr. Bible is theoretically correct, but Aquila has already addressed the 

concern by committing to first maintain the debt initially assigned to the utility 
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properties when we were investment grade and second that any new or 

replacement debt will be assigned at a BBB investment grade, the credit rating 

Aquila had for at least the last 10 years prior to the changes we are now 

experiencing.  There will be no financial detriment to Aquila’s utility customers 

as a result of the credit downgrade.  Aquila’s shareholders, by not receiving a 

dividend, are bearing that cost.  The utility customers of Aquila will not 

experience any detrimental impact in their rates as a result of Aquila cost of 

capital increasing.  Any change in Aquila’s rates can only occur with 

Commission approval. 
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Q. But isn’t Mr. Bible more concerned about sheltering or separating utility from 

non-utility operations or protecting utility customers from the other activities of 

Aquila outside the context of a rate case? 

A. That appears to be what he is stating on page 6 of his testimony, lines 8 – 10.  I 

would agree with Mr. Bible that the use of a hypothetical capital structure within 

the context of a rate case can effectively shelter ratepayers, but is not a 

“structural” tool to shelter outside a rate case.  However, Mr. Bible has not 

provided any evidence that the utility customers of Aquila are or will experience 

any financial detriment outside the context of a rate case.  Again, Aquila’s rates 

can’t change without Commission approval. 

Q. Is it possible for any organization to effectively ring-fence or insulate one 

business operation from another? 

A. First, while Mr. Bible attempts to differentiate between “ring fencing” and 

“insulating”, I do not believe there is a difference in meaning.  In fact, the article 

in Mr. Bible’s workpapers entitled “Ring-Fencing” A Subsidiary from Standard & 

Poors CreditWeek; October 27, 1999 appears to use the terms synonymously: 
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“The problem with these devices is that by themselves they do not go far 

enough in effectively 

1 

insulating or ring-fencing the subsidiary from its 

parent.” (emphasis added) 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

Second, a paper presented at the July NARUC summer meeting, entitled “Ring 

Fencing Mechanisms for Insulating a Utility in a Holding Company System” 

(Surrebuttal Schedule JRE – 1) made several insightful statements: 

��There is no perfect ring fence that can completely insulate a utility. 

��More importantly, companies have an inalienable right to file a 

subsidiary into bankruptcy. 

��A company cannot waive this right 

 Aquila agrees that its current corporate structure makes structural ring fencing, 

as it relates to bankruptcy, virtually impossible at this time due to loan 

agreement covenants and the current debt structure.   However, the paper 

presented at NARUC made another interesting point: 

“Financial restrictions imposed solely through internal corporate policies 

are a weaker method of isolating issuer risks relative to those mandated 

by law, regulation, or contract because the corporation may adjust its 

policies at will.  Nevertheless, corporate policies are helpful indicators of 

management intent.” (emphasis added) 
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Q. What are Aquila’s corporate policies relative to this application? 

A. Aquila has essentially declared its utility properties investment grade.  In other 

words, while Aquila might be non-investment grade, Aquila is treating all of its 

utility properties as investment grade.  Aquila is behaving as if an outside credit 

rating agency has determined that a ring fence exists and the credit risk of 

Aquila’s utility properties had been insulated from the credit risk of the 

Company. 
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Q. Can you explain that further? 1 

2 

3 

4 
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A. Yes.  Aquila has gone to great lengths to ensure that the rates to its utility 

customers should not be impacted by the credit issues facing the Company. 

1. A hypothetical capital structure is being maintained and can be accepted 

or modified by the Commission during a rate case proceeding for 

ratemaking purposes.  The intent of the hypothetical capital structure is 

to insulate utility customers from the risks within the corporation by 

setting rates based upon the mix of debt and equity that is appropriate to 

Aquila’s Missouri utilities. 

2. The hypothetical capital structure will contain investment grade debt 

either issued at the time it was needed by the specific utility or if new or 

replacement debt, priced at the investment grade of BBB. 

3. Any lead-lag calculation in rate cases will be developed in a manner that 

normalizes or neutralizes any potential impact of prepayment for energy 

supplies. (OPC DR 629, 630, 632, 633 attached as Surrebuttal Schedule 

JRE – 2). 

4. A collateral alignment will be maintained to ensure that utility assets are 

supporting the defined utility working capital needs and non-utility assets 

are supporting the non-utility needs. 

5. The Term Loan will function as an internal revolver with the utility 

properties only paying for the use when needed and then at an 

investment grade, short-term interest rate. 

Q. Staff witness Wandel and OPC witness Robertson provide comments about the 

status of the approval process of Aquila’s debt securitization application in 

Colorado, Iowa, Kansas and Minnesota.  Do you have any reactions to their 

comments? 
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A. Staff witness Wandel provided a good, factual summary of the status of our 

cases on pages 49 – 50 of her testimony.  However, OPC witness Robertson 

attempts to disparage the Colorado decision by characterizing the Staff review 

as “limited” and implying that Colorado decision somehow didn’t comprehend 

the complexity of the application.  I disagree.  Having personally participated in 

the pre-filing meetings and settlement discussions with the Colorado Staff, it is 

obvious that they had a comprehensive understanding of our request.  In fact, 

much of the content of our initial direct testimony filed in all jurisdictions was 

based upon information that the Colorado Staff asked us to include so that they 

could process the application in a timely manner.   
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Q. Could you provide more detail about the process of approval in Colorado? 

A. Yes.  Aquila initially filed an application to pledge Colorado assets in late 2002.  

At that time, we did not include any testimony but only submitted a legally 

required application.  The Colorado Staff and Office of Consumer Counsel both 

intervened and the Staff issued the seven data requests referred to in Mr. 

Robertson’s testimony (page 15, line 7).  Aquila recognized that Staff needed 

information to process the application that we could not provide at that time 

since the actual financing had not been completed.  Therefore, after conferring 

with the Staff and the Consumer Counsel, we agreed to withdraw our 

application and refile when we had more information.  Aquila had a meeting with 

the Staff and Consumer Counsel to discuss in detail what additional information 

they needed and we provided that information in the form of testimony with the 

application we re-filed on May 1, 2003. 

Q. What happened next? 

A. After we re-filed, Staff intervened in the case. After Staff had time to review the 

filed application, we requested a meeting to discuss potential settlement.  Beth 
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Armstrong, U.S. Networks CFO, Steve Denman, Aquila Colorado Counsel, Gary 

Stone, Aquila Operating V.P. for Colorado Electric and I met with Staff on May 

29, 2003.  At that meeting, Staff acknowledged that Aquila had addressed most 

of their concerns in our filed direct testimony, but that they still had questions.  

The settlement agreement states the following: 
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“On May 15, 2003, Staff filed its notice of intervention, and entry of 

appearance.  Aquila and Staff are the only parties to this docket. Since 

the date of the filed application, Staff has conducted a thorough review 

and investigation of the filing and the supporting testimony and 

exhibits.  Aquila and Staff have also conducted extensive discussions 

and settlement negotiations.”  (Robertson Schedule TJR – 12.4) 

 We reached agreement and filed a settlement on June 6, 2003.  On June 17, 

2003, a hearing was held on the formal Stipulation and Settlement Agreement 

(attached to Mr. Robertson’s testimony as Schedule TJR-12.1 – 12.30).  

Administrative Law Judge Dale E. Isley made the following comments in his 

decision dated June 20, 2003: 

16.  The parties believe that granting the application, subject to the 

terms of the Stipulation, is in the public interest.  Having reviewed the 

Stipulation, the application, the pre-filed testimony and exhibits 

submitted by Aquila in this matter, and the testimony presented by the 

parties at the hearing, 

18 

19 

20 

the undersigned agrees.  Subject to the 

conditions contained in the Stipulation, approval of the pledge of 

Aquila’s Colorado utility assets to secure 

21 

22 

the Loan will greatly assist 

Aquila’s efforts to implement the Financial Plan and, ultimately, should 

serve to return it to a capital structure reflective of a gas and electric 

utility and to restore its debt rating to investment grade.  Aquila’s 26 

17 

23 

24 

25 
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agreement to use the hypothetical capital structure called for by the 

Stipulation and to separate regulated utility debt/assets from non-

regulated debt/assets for the purpose of allocating finance costs 

ensure that the requested pledge of Colorado utility assets will not 

negatively impact the rates paid by Colorado ratepayers.  These 

measures will also ensure that the requested pledge of assets will not 

result in the use of Colorado ratepayer funds to subsidize Aquila’s non-

regulated activities in violation of § 40-3-114, C.R.S.  Finally, Aquila’s 

compliance with the reporting requirements imposed by the Stipulation 

will serve to ensure that the pledge of assets will not negatively impact 

the adequacy and reliability of Aquila’s Colorado regulated services.  It 

is found and concluded, therefore, that 
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the Stipulation is in the public 

interest and should be accepted and approved. (emphasis added) 

(Schedule TJR-12.7). 
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 I cannot agree with OPC witness Robertson that the Colorado review was 

limited.  Instead, I will characterize it as thorough and efficient. 

Q. Do you have any other comments about the status of the applications in other 

states? 

A. Yes I do.  Mr. Robertson has included direct testimony from Office of the 

Consumer Advocate witness Vitale (Schedule TJR-29.1 –29.19) but did not 

include all of Aquila’s rebuttal and supplemental testimony addressing Mr. 

Vitale’s issues.  To avoid burdening the record with an overload of information 

from the volume of rebuttal and supplemental testimony filed by Aquila, I have 

attached as Surrebuttal Schedule JRE – 3), a copy of Aquila’s Iowa Brief so that 

the Commission can gain Aquila’s perspective and have a complete picture. 
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Conclusion 1 
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Q. Do you have any concluding comments? 

A. Yes.  As I stated in my direct testimony and emphasize again now, Aquila 

understood the sensitivity that all of our state commissions might have about 

this request to use utility assets to secure utility debt.  Aquila accepts full 

responsibility for its past business strategy, but is also working hard to restore 

financial stability without creating any financial or operational detriment to its 

utility customers.  The direct and surrebuttal testimony provided by the Aquila 

witnesses in this case demonstrates that Commission approval of this 

application does not create any detrimental impact on the utility customers in 

Missouri.  The five financial protections listed earlier and Aquila’s commitment to 

maintain quality customer service and enhance regulatory transparency as 

outlined in my direct testimony are strong indicators of management’s intent to 

protect utility customers from any potential adverse impacts during the transition 

back to an investment grade utility. 

Q. Does this conclude your surrebuttal testimony? 

A. Yes. 
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	A.No.  Mr. Dobson will address this in more detail, but essentially this Term Loan replaced a $650 million working capital loan that expired on April 12, 2003.  Aquila had drawn the cash from this loan prior to April 12, 2003 and had the cash on its bala
	Rebuttal Testimony of Ted Robertson
	Q.Do you agree with OPC witness Ted Robertson tha
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	Q.Do you agree with Mr. Robertson’s conclusion at
	A.No.   Aquila’s witness Rick Dobson stated in hi
	“However, based upon the collateral principles us
	It appears that Mr. Robertson conducted his own set of calculations.  The exhibit clearly shows that at the time Schedule RD-2 was created by CSFB the debt capacity for Michigan and Nebraska was only [***], not the [***] that Mr. Robertson calculated.
	Q.Did other rebuttal witnesses in this case make the same mistake?
	A.No.  Staff witness Wandel, on page 46, lines 1 �
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	A.No.  Aquila was very sensitive to the issue and met with the appropriate personnel in both Nebraska and Michigan before these assets were pledged.  In Nebraska, we notified the Chairs of the Rate Area Committees (Nebraska did not have a PSC) and had 
	While legally we did not need formal approval in Michigan and Nebraska, we made a concerted effort to keep them informed.
	Q.Do you agree with Mr. Robertson’s characterizat
	A.No.  As stated by Mr. Dobson in his direct test
	“The Merchant Services Group provided $384 millio
	I cannot agree that the non-regulated activities were money losers.
	Then on page 5, lines 20 – 26, Mr. Dobson explain
	“The credit agencies raised the requirements for 
	He then explains in detail the consequences of ex
	Q.Have you experienced similar misunderstandings about the reason that Aquila has developed a financial plan?
	A.Yes.  There is no doubt that Aquila’s employees
	Q.How have you discussed this issue with employees?
	A.I have tried to have employee meetings on a reg
	Q.What is your reaction to Mr. Robertson’s testim
	“Company would have the Missouri Public Service C
	A.Mr. Robertson is simply incorrect.    Since Mr.
	“In summary, the Company is moving with all reaso
	In its July 15, 2003 Reply Comments, Aquila made the following commitments:
	The amount of Term Loan Facility secured for utility operations will not exceed $250 million (unless a subsequent Aquila request is approved by the Commission authorizing an increase in utility working capital (e.g. because gas costs have increased). 
	The commitment couldn’t be clearer.  The issue of
	Rebuttal Testimony of Mark Burdette
	Q.Do you agree with OPC witness Mark Burdette tha
	A.No.  First, there has been no increase in rates
	“Public Counsel argues that the downgraded credit
	Since Aquila has committed to price all future as
	Q.Mr. Burdette states at page 19, lines 14-16 of his testimony, that Aquila has admitted that it plans to eventually have the Term Loan collateralized solely with regulated assets.  Do you agree?
	A.Absolutely not.  Mr. Burdette has taken the sam
	Q.What is the “mistaken belief” reference by Mr. 
	A.The DOC had made two assumptions:
	The Term Loan interest rate was the high cost debt, which was not correct.  As described in the Minnesota Rely Comments. (Robertson Schedule TJP-15.4)  Aquila has higher cost debt that should be retired first as long as the collateral alignment is main
	Paying down the Term Loan with sale proceeds was 
	Again, I would encourage the Commission to read A
	Q.Do you agree with Mr. Burdette’s statement that
	A.His statement is true only if the Term Loan Facility has been reduced to the level of working capital for utility needs.  As stated earlier, Aquila will maintain a proper collateral alignment and at such time that all of the non-regulated assets have b
	Rebuttal Testimony of Ronald R. Bible
	Q.Has the Company stated that the use of an alloc
	A.No.  Aquila has stated that the approval of this application is what will enable Aquila to maintain adequate working capital.
	Q.What was the Company’s reference to what Mr. Bi
	A.On page 2 of my direct testimony, I begin my di
	Q.Mr. Bible uses the word “claims” several times 
	A.Yes he did.  During the three-day transcribed interviews in this case conducted by the intervening parties, Aquila provided a copy of the procedures.
	Q.Did this document describe the objectives for establishing the capital structures for each of the business units?
	A.Yes.  The report listed six objectives of which the following two are most relevant.
	To appropriately finance each business unit with the proper mix of capital reflecting economic activity, risk profiles and market based comparative capital structures; (emphasis added)
	To insulate each business unit from the activities of other business units and from UtiliCorp operations. (emphasis added)
	The report goes on to say that the “establishment
	Q.Has the 1988 study been updated?
	A.The basic concepts for having a hypothetical capital structure do not require an update.  The comparable companies and appropriate capital structure is reviewed and updated every time an Aquila division files a rate case.
	Q.Was each business unit assigned a hypothetical 
	A.Yes.  The target or hypothetical capital structure for each business unit was consistent with the capital ratios displayed by publicly traded companies with similar risks within the industry, which that business unit operates.
	Q.Have you had any recent rate case experience where this Aquila method of developing hypothetical capital structures was reviewed?
	A.Yes.  In Minnesota Docket No. G007,011/GR-00-95
	Q.Please discuss PNG’s and NMU’s capital structur
	A.PNG and NMU are both division companies of UtiliCorp Company.  Both do not issue their own long-term debt or shares of common equity.  Instead, UtiliCorp provides all the capital needs of PNG and NMU.
	Q.What methods does UtiliCorp use to allocate capital to its divisions and subsidiaries?
	A.UtiliCorp sets capital structure targets for each of its main divisions and subsidiaries.  These targets are based on the investment risks of each division or subsidiary and are set to be comparable to the capital structures of similar publicly traded
	Q.Do you agree with the methodology used by UtiliCorp to determine the capital structure for each of its division and subsidiary?
	A.Yes.  UtiliCorp’s methodology of determining th
	Q.What are the capital structures proposed by the Company to be used in this rate case?
	A.The Company proposes to use NMU and PNG December 31, 1999 book capital structures.
	Q.Please state these capital structures.
	A.These capital structures are:
	PNG Division Capital Structure
	December 31, 1999
	Amount
	000
	Percentage
	Short-Term Debt
	$123
	.03%
	Long-Term Debt
	241,286
	49.98
	Common Equity
	241,287
	49.99
	Total
	$482,696
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