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Q.
What is your name and position within Aquila, Inc. (“Aquila” or “Company”)?

A.
Jon R. Empson, Senior Vice President of Regulated Operations.

Q.
What is your educational background?

A.
I have a B.A. in economics from Carleton College and an MBA from the University of Nebraska at Omaha.

Q.
What are your responsibilities within Aquila?

A.
I have overall responsibility for the state utility operations in Aquila’s seven state service territory as well as the regulatory, legislative and central services functions.

Q.
When did you assume this position?

A.
I assumed these responsibilities in January 2004.

Q. What was your prior work experience?

A. Since 1986, I have held several officer positions in Aquila, responsible for many different functions including regulatory, legislative, legal, engineering, gas supply, human resources, accounting, measurement, and data processing.  I also had a seven-year career at Northern Natural Gas/Enron in three different subsidiaries and an eight-year career at the Omaha Chamber of Commerce primarily dealing with economic development.

Q.
Q.
What is the purpose of your rebuttal testimony?

A.
I will be specifically responding to direct testimony filed by various witnesses that discussed Missouri Public Service’s (“MPS’s”) affiliation with the Aries plant; the overall volatility in the natural gas market and the appropriateness of a fuel cost true-up mechanism; the vacant office space at Aquila’s headquarters; and the allocation of corporate costs to Aquila’s Missouri electric and steam operations.

Aries Combined Cycle Plant
Q.
What will your testimony concerning the Aries Plant address?

A.
Missouri Public Service Commission Staff (“Staff”) Witnesses Featherstone and Oligschlaeger have both expressed the opinion that MPS, one of Aquila’s Missouri utility operating divisions, should have built the Aries Plant rather than entering into the competitively bid, low cost Purchased Power Agreement (“PPA”) with Aquila’s affiliate.  Aquila witnesses DeBacker and Sherman will be providing the detailed economics of the benefits of the PPA.  I want to discuss the decision making environment that MPS, the utility, was facing at the time the decision was made to enter into the short-term PPA rather than build a new electric generation facility.

Q.
Do you agree with Mr. Oligschlaeger that Aquila/UtiliCorp did not “consider the option of allowing its MPS division to construct and operate a regulated generating unit to meet the MPS division power needs in the 2001 – 2005 period” (p. 10, lines 3 – 12)?

A.
I do not. It is my understanding that the Company considered building a regulated generating unit but within the context of the economic alternatives and current regulatory environment.     Mr. Oligschlaeger has not explained why building a regulated generating unit at that specific point in time should have been considered a viable option.  Mr. Oligschlaeger has not discussed the regulatory conditions that existed at the time the decision was made.  Given the economics discussed by other Aquila witnesses and both the national regulatory trends and the policy guidance being received from the Missouri Commission Staff concerning the potential for creating future stranded costs that would be borne by our Missouri customers and/or the Company’s shareholders, any decision to build a new generating unit would not have been a good business decision.  It is important that the decision be reviewed within the context of the economic and regulatory environment known at that time and not within the context of what is known today.

Q.
Please explain.

A.
On May 1, 1998, Dana K. Joyce, General Counsel for the Missouri Public Service Commission (“Commission”) submitted on behalf of the Retail Electric Competition Task Force, its final report.  Through a series of orders, the Commission had created a broad-based Task Force “to create a public record that will enable all members of the public, including their elected representatives in the General Assembly as well as the office of the Governor, to become knowledgeable on the issues involved in the electric restructuring debate.” (page 3)

Q.
What “issue” addressed in this report created concerns for Aquila/UtiliCorp?

A.
One of the major issues in electric restructuring is the potential creation and subsequent recovery of stranded costs.  

Q.
What is stranded cost?

A.
Stranded cost, as defined in this report, is the difference between the value of a utility’s assets in a competitive marketplace and their value as determined under existing regulatory procedures.

Q.
What position did the Task Force take on the issue of overall recoverability of stranded costs associated with implementation of competition?

A.
Given the diversity of Task Force members, the Task Force could not reach a consensus and therefore took no position on overall recoverability of stranded costs. However, a very strong theme within the report itself and the subcommittee report on stranded costs was that Missouri utilities should be held accountable for aggressively mitigating any stranded costs before the Commisssion should even consider having the customers bear any of the cost.

Q.
How did the Staff respond to the Task Force Report?

A.
On June 12, 1998, the Staff filed an “Electric Restructuring Plan for the Competitive Supply of Generation in Missouri.”  I have attached this report as Schedule JRE - 1.  Since the Task Force could not reach a consensus on an overall plan, the Staff made the following statement on page 1:


“The Staff of the Commission (Staff) having participated fully in the Working Groups and the Task Force will take this opportunity to present a comprehensive plan for restructuring in Missouri based upon the information currently available.  This plan adopts the same assumption of the Task Force that electric restructuring will be mandated.  This plan will provide some general policy direction and will make proposals for implementation of retail competition.”

Q.
What specific guidance was Staff providing that you found relevant to the decision on whether MPS, the utility, should consider building a new regulated generation plant during the late 1990’s?

A.
 There are four quotes form this report that helped frame the regulatory environment for building a new generation facility:

“Only in the case where the utility has made significant divestiture of its generation assets should these subsequent charges be set at levels necessary to allow 100% of the remaining utility stranded costs to be recovered.” (page 11)

“The Staff believes that divestiture of generation by utilities will more quickly promote vigorous competition in the generation markets and raise fewer questions and concerns regarding independence of operation of the generation assets.” (page 12)

“The utility will not want to commit to new contracts over long time periods when such a contract term might result in stranded costs at the time that direct access is implemented.” (page 28)

“In addition to replacing existing generation capacity, all of the investor-owned utilities will need to add additional capacity to meet their growth in native load (wholesale under contract and retail).  It is anticipated that much of this new generation capacity will be acquired through short-term purchased power contracts rather than from the addition of new generation capacity.” (emphasis added) (page 29)

Q.
Are the Staff’s positions as described above consistent with the advice you were providing Aquila’s management during the mid-to-late 1990’s?

A.
Yes, they are.    For both the gas and electric utilities, my regulatory staff and I were advising management to be concerned about creating any potential future stranded costs by entering into long term contracts or investing in physical assets that could be impacted by any decision to restructure the utility industry.  For example, we were trying to negotiate shorter-term interstate natural gas pipeline contracts or include “market out” provisions, and we were insisting on contract assignment provisions in retail choice programs.  We were essentially advising the Company to be very cautious about creating any significant long positions in the commodity portion of the business because any such decision could be potentially viewed by a Commission as being imprudent given the concern about stranded costs.  Any commitment to build new generation by a Missouri utility given the policy positions stated by the Staff and the uncertainties that existed on electric restructuring had to be considered within that context. The Staff was emphasizing the importance of mitigating stranded costs and was not supporting 100% recovery of stranded costs, was proposing that utilities be forced to sell their generating assets, and was essentially acknowledging that utilities would be maintaining a short position in electric supply in order to mitigate future stranded costs.

20 West 9th
Q.
Do you agree with Office of Public Counsel (“OPC”) Witness, Mr. Dittmer that “significant areas of space” are not being utilized in Aquila’s headquarters facilities at 20 West 9th?

A.
Yes, I do agree that at the time Mr. Dittmer toured our facility, we had space that was underutilized.

Q.
Is his disallowance of related costs appropriate?

A.
No, it is not.  Mr. Dittmer has calculated that 544 of the 847 workstations in the facility are currently being occupied.  Therefore, he has recommended that 303/847 or 35% of the related space costs be disallowed to reflect the current vacancy rate.  However, Mr. Dittmer is ignoring two important considerations.  First, he did not allow any vacancy cushion to accommodate growth or redistribution of employees within the building or redesign of space utilization to improve the work environment or to accommodate the potential relocation of Aquila personnel from other Kansas City area facilities.  And second, Aquila had adopted a very aggressive office space-planning program to maximize the use of the building when it was initially occupied. 

Q.
What assumption did Mr. Dittmer make about vacant space in an office building?

A.
Mr. Dittmer ignores the need to maintain some level of vacant space to accommodate growth in employment, redesign of usage, or special projects.  It wouldn’t be appropriate to assume that 100% of the space in any company’s office is being occupied 100% of the time.  According to an International Facility Management Association (“IFMA”) Study, energy utilities average 13% vacancy cushion.  This means that the 847 workstations at 100% capacity should first be reduced to 737 workstations for maximum reasonable utilization.  Mr. Dittmer’s calculation should first be changed to (737-544)/737 or 26% vacancy.  The 26% vacancy of workstations is easily absorbed by a more reasonable assumption on space usage per employee.  In fact, as the Company completes its restructuring the past density practices are being re-examined since experience has shown that it was not the most productive due to noise levels and privacy issues.

Q.
What do you mean that Aquila had an aggressive office space-planning program?

A.
The IFMA study also indicates that the average office area per worker is 284 square feet.  Aquila’s average in the 20 West 9th facilities is 152 square feet per person or 53.5% of the average.  A copy of a typical floor plan is attached as Schedule JRE - 2 to show the density of usage.  All employees, including the officers, were placed in a cubicle setting.

Q.
What do you conclude from these studies?

A.
If Aquila had followed the industry standard, rather than its aggressive space utilization plan, the entire space designed for potentially 847 cubicles would now be occupied.

Q.
How did you reach that conclusion?

A.
Using the IFMA average, the 544 employee workstations would equate to 835 workstations (544 * 1.535).  It doesn’t seem appropriate for Aquila to be penalized for being very aggressive in space utilitization especially as the building is being re-utilized to serve the needs of the utility.  For example, the office space at Raytown has become too crowded and relocation to the 20 West 9th Complex is being considered to relieve the pressure.

Gas Supply Market
Q.
How do you react to the testimony of Mr. Brubaker, Mr. Stephens, Mr. Busch, and Mr. Vesely concerning the current natural gas markets facing utilities?

A.
There was a general appreciation for the unique and volatile market environment that currently exists for natural gas and, based upon the differences in setting a reasonable cost for natural gas, a general understanding of how difficult it is to set a cost that will provide Aquila with a reasonable opportunity to recover its costs.  Aquila Witnesses Browning and O’Donnell address this issue in detail.

Q.
Given that unpredictability in gas prices, what is the reasonable solution?

A.
It appears that Aquila, the Staff, the Federal Executive Agencies, SIEVA, and St. Joseph Missouri Industrial Users agree that some form of fuel cost true-up mechanism would be appropriate.  However, the actual mechanism and the actual base cost of natural gas vary in each set of testimony.

Q.
Several of the witnesses refer to the Energy Information Administration (“EIA”) as a reliable source for forecasting future prices for natural gas.  What is your reaction?

A.
Given the current market environment for natural gas, I do not think that EIA has a forecasting capability that is any more reliable than other sources.

Q.
On what do you base your conclusion?

A.
I have been tracking the EIA monthly reports on natural gas markets for the past few years and providing summaries to internal personnel.  As part of the summary, we have maintained a history of EIA’s price forecasts, which are attached as Schedule JRE - 3.  Each graph shows how EIA’s price forecasts each month for a specific future quarter varied over time.  For example, the Price Forecasts 3rd Quarter 2002 graph shows that EIA’s January 2001 forecast for the 3rd Quarter 2002 was about $4.10.  EIA increased that forecast to about $4.40 in May 2001; decreased it to about $1.85 in December 2001 and the actual price averaged $2.88 for the quarter.  The Price Forecasts for 4th Quarter 2002 fluctuated from over $5.10 in May 2001 to $1.90 in February 2002 with an actual 4th Quarter average price of $3.60.  This testimony is not meant to be critical of EIA but rather to demonstrate that even the most sophisticated econometric models cannot accurately forecast natural gas prices.  By approving an energy true-up mechanism for Aquila, the Commission can avoid speculation on setting a firm gas price recovery level and match the cost recovered in rates with the actual costs incurred.  I agree with Mr. Brubaker that “when the Commission makes its final decision, it should decide what is the most realistic outlook for natural gas prices at that time,...” (page 4, lines 18 – 19).  Once that “most realistic price” is set, an adjustment mechanism should be implemented so that the price recovered in rates reflects the prices being incurred.

Corporate Cost Allocations
Q.
Please explain the adjustment to corporate allocated costs proposed by Staff witness Charles Hyneman and OPC witness James Dittmer.

A.
Both witnesses have subjectively chosen to eliminate a portion of selected corporate department costs on the basis that these selected departments are significantly participating in Aquila’s restructuring/divestiture activities and that these activities for these departments are expected to continue into the future.

Q.
What is meant by “Aquila’s restructuring/divestiture activities?”

A.
Aquila initiated a process in mid-2002 to effectively transition the Company back to a seven-state domestic utility.  The reasons for that decision are discussed in great detail in Case No. EF-2003-0465 which is pending before this Commission.  In order to achieve the transition, Aquila is essentially selling all of its international utility operations and exiting the merchant business.

Q.
What is the status of this process?

A.
Aquila has been very successful in executing this transition.  The New Zealand, Australian, and United Kingdom utility properties have been sold.  The sale of the Canadian utility properties is pending and should close later this spring.  Aquila will have then effectively sold all of its international utility properties.  The merchant business has also been substantially reduced.  In December 2001, Aquila had 1,248 employees supporting its merchant business activities.  By December 2003, the employment base had been reduced to 71 people and many of the assets had been sold.

Q.
Do you consider the transition essentially complete?

A.
The asset sales and business restructuring activities have been substantially completed but there is still more work to be done.  However, senior management’s time has been and continues to be focused on the day-to-day operations of the utility business.

Q.
When Aquila prepared the rate cases that were filed with the Commission, what guidance did you give the regulatory team?

A.
There were two basic principles that we made a concerted effort to apply to a review of our rate case filing.  


First, our utility customers should not bear any of the costs associated with Aquila’s exiting or winding down our non-regulated and international businesses.  In other words, as stated by Aquila witness Beverlee Agut in her direct testimony, our intention and desire was to insulate the customer from these activities and not include these costs in the cost of service in this case.  


Second, we should make an initial attempt to adjust any department’s cost that would not be reflective of an ongoing seven-state utility operation.  It was not expected that this second principle, given the cost allocation process used by Aquila, would result in any significant adjustments but we wanted to at least use our professional judgment in making further adjustments.

Q.
What was the result of this review process?

A.
Aquila witness Agut provides details in her direct testimony, but the end result was that approximately $17.4 million was removed from the allocation pool.  In total, six departments were removed from the allocation pool and many miscellaneous adjustments made to other allocated departments.

Q.
How did OPC witness Mr. Dittmer react to the Company initiated effort?

A.
He stated that “while the Company may be commended for voluntarily removing the cost of certain ESFs deemed to be exclusively or most significantly involved in the divestiture process, I simply do not believe it has captured the time and expense of other senior management that must necessarily be devoting great resources to further divestiture and/or attempting to maintain the solvency of the Company.”  Mr. Hyneman for the Staff essentially reached the same conclusion.  Both witnesses, without any factual basis, arbitrarily disallowed significant costs from several corporate departments.

Q.
Do you agree that further adjustments, as recommended by witnesses Dittmer and Hyneman, are needed to meet the objective of insulating the customers from the costs of restructuring Aquila?

A.
No, I do not.

Q.
How did Aquila account for its divestiture/restructuring activities?

A.
Aquila set up numerous activity codes to capture costs related to its divestiture activities.  These activities were either direct charged to the Merchant business or retained at a corporate level and not allocated to any of Aquila’s domestic networks divisions.  Aquila Witness Agut addresses this process in more detail in her testimony.  For the period ended November 30, 2003, approximately $33 million ($8 million for 2002 and $25 million through November 2003) was spent on divestiture and restructuring activities and retained at the corporate level. 

Q.
On page 28 of the direct testimony of Mr. Charles Hyneman, he stated that “If Aquila was serious about capturing costs related to its restructuring operations it should have set up a restructuring account to capture these costs....”  Did Aquila capture both payroll and non-payroll related restructuring costs in the activities you mentioned above?

A.
Aquila captured all non-payroll related incremental costs in the afore-mentioned restructuring activities.  During 2002, most direct payroll related costs were incurred either within the Merchant business or within departments whose allocated costs were eliminated by Aquila before it filed its rate increase application.  The charges for departments responsible for day-to-day restructuring/divestiture activities were eliminated in Aquila’s application.  These departments were as follows:


4032
Strategic Initiatives


4100
Capital Structure and Analysis (previously Corporate    Development)


In 2003, payroll for other employees participating in these projects on an incidental basis was not captured in these activities because these were deemed one-time, non-recurring events.

Q.
Mr. Hyneman has stated that Aquila will continue to devote time and resources to restructuring operations into the foreseeable future.  Why are these activities seen as non-recurring in the future by Aquila?

A.
On December 15, 2003, Mr. Richard C. Green, Chairman and Chief Executive Officer, issued a “Shareholder Update” which outlined our focus in the coming months, to “remain on completing pending asset sales; pursuing regulatory approval to pledge Aquila’s utility assets as collateral for working capital requirements of our utility operations; and obtaining rate relief to reflect our actual costs of providing safe, reliable service to customers.”  He also stated our strategy for the coming months as two-fold.  “We are restructuring the company by exiting the wholesale energy business and selling foreign and non-core assets, and we are strengthening the ongoing regulated utility business and working to improve processes to service these critical customers better.”  The final pending asset sales are anticipated to be completed in the 2nd quarter of 2004.  Therefore, by the time rates go into effect in this case, almost our entire focus will be on the regulated utility business.  

Q.
If there is still a focus, albeit a much smaller focus, on the non-regulated services business, wouldn’t it still be appropriate to eliminate a portion of the corporate costs?

A.
An elimination of corporate costs pertaining to the non-regulated business occurred during the test year and will continue to occur through Aquila’s normal corporate cost allocation methodology.  Of the 54 remaining “ESF” departments, 42 continue to be allocated to the non-regulated Merchant/Capacity services business.  Contained within the 42 departments allocation to the non-regulated business are all of the departments listed by the Staff and OPC as departments deserving of additional cost eliminations.

Q.
Specifically, please outline the departments where adjustments are proposed.

A.
Below is a table containing a listing of departments whereby an additional adjustment for restructuring/divestiture activities is proposed by either the Staff or OPC with a comparison to the adjustment included in Aquila’s filing.

	
	
	Elimination % Payroll & Non-Payroll

	Dept ID
	Description
	Hyneman
	Dittmer
	Aquila

	4040
	Chairman & Chief Exec Officer
	75%
	50%
	

	4030
	Chief Operating Officer
	50%
	
	100% non-payroll Only

	4031
	General Counsel
	50%
	50%
	

	4035
	Chief Financial Officer
	75%
	
	100%

	4043
	Board of Directors Mgmt
	50%
	50%
	

	4183
	Corporate Financial Reporting
	25%
	50%
	

	4194
	Tax Income Team
	25%
	
	

	6131
	Global Networks Group Financial Mgmt
	25%
	
	

	4120
	External Communications
	
	50%
	

	4130
	Treasury
	
	50%
	

	4131
	Corp Secretary & Records Mgmt
	
	50%
	

	4132
	Shareholder Relations
	
	50%
	



Prior to filing its rate increase applications, Aquila performed a detailed analysis of costs and activities allocated to the regulated utility business and made adjustments to these allocated costs.  For example, 100% of all costs in the Chief Financial Officer and 100% of non-payroll costs in the Chief Operating Officer departments were eliminated in Aquila’s initial application.  The Staff and OPC percentage disallowances are subjective in nature, lacking no hard concrete support.

Q.
Please discuss why you consider the Staff and OPC disallowances subjective in nature.

A.
Both witnesses, Messrs. Hyneman and Dittmer provided excerpts from Aquila’s Cost Allocation Manual (“CAM”) as basis for their subjective disallowance percentages.  The CAM is intended to describe the general functions of departments over time and does not necessarily constitute the specific activities performed by each department.  Mr. Dittmer regularly and arbitrarily uses 50% as a subjective basis whenever he feels an adjustment is warranted for various issues.  For example, in Aquila’s Iowa rate case, Mr. Dittmer “proposed to assign 50 percent of the “allocable” portion of certain “high level” Enterprise Support Function (“ESF”) departments’ test year costs to international properties and to Aquila’s significant mergers and acquisition activities – or more recently – sell and liquidate activities.”  Mr. Dittmer acknowledged that his adjustment was “judgmental.”  Even though Aquila has essentially sold all of its international properties and has sold the majority of its merchant assets, Mr. Dittmer has still applied his arbitrary “50%” disallowance in the Missouri case.  I question how an arbitrary recommended 50% disallowance, which Mr. Dittmer deemed reasonable in September 2002 in Iowa can still be considered reasonable in January 2004, when the composition of Aquila’s business has changed so dramatically and is now essentially a seven-state domestic utility.

Q.
Is there another reasonableness test you have applied to both Mr. Hyneman’s and Mr. Dittmer’s disallowances?

A.
Yes.  As several of the intervenor witnesses have testified, Aquila’s rates should be set on costs required on an on-going basis to operate the business.  This same principle has not been used in setting a reasonable level of cost to operate a seven-state domestic utility with significant operations in Missouri.

Q.
Please explain.

A.
Mr. Hyneman has eliminated 75% of the Chairman and CEO’s expenses on the faulty premise that the primary focus of this office going forward will be the financial restructuring of Aquila.  As explained earlier, the vast majority of the asset sales and business restructuring activities have been completed.  In addition, Aquila has already eliminated the department that is managing this divestiture process, the “Strategic Initiatives” Department and several supporting functions. Also, Aquila did not ever allocate any of the specific incremental costs associated with the divestiture activities.  The Chairman and CEO Department consists of four individuals:  Mr. Richard Green, Chairman and CEO; Ms. Nancy Manion, Senior Executive Administrative Assistant; Ms. Lynn Wilson, Issues Strategist; and Ms. Lisa Heuser, Issues Coordinator.  Mr. Hyneman is essentially stating that a Missouri electric utility with $500 MM in revenue would have a total payroll for a four-person staff of less than $107,000 per year.  Obviously, that is unreasonable and reflects the arbitrary nature of his adjustmen.

Q.
How did Mr. Dittmer treat the Chairman and CEO Department?

A.
Mr. Dittmer has concluded that the Chairman and CEO’s Department should only require $152,643 in payroll to support the four-person department.  Again this is a very unreasonable position.  

Q.
Are there other examples that further demonstrate the unreasonableness of these adjustments?

A.
Yes.  Virtually every adjustment recommended by Mr. Dittmer is totally unreasonable.  Mr. Dittmer is recommending that for the Missouri electric operations only $42,907 in payroll expense be recovered in rates for Shareholder Relations; $11,663 for the Corporate Secretary and Records Management Activities; $77,140 for the Finance Department Activities; $31,742 for the General Counsel; and $73,345 in Corporate Financial Reporting.  Mr. Hyneman’s recommendation suffers from the same simple unreasonableness test.  For the Missouri electric and industrial steam operations, he has recommended about $90,000 for Chief Operating Officer payroll, $118,000 for Corporate Financial Reporting, $102,000 for the Networks Income Tax Team, and $48,000 for Chief Financial Officer.

Q.
What is your conclusion about the arbitrary corporate allocation adjustments being proposed?

A.
There is no basis for these arbitrary adjustments.  The vast majority of the international and merchant assets have been sold and the merchant business has been reduced to a minimum.  The costs for the team of people continuing to work on the final transitions have already been removed from the original rate case.  Since the new rates from this case will not go into effect until June 2004, it is unreasonable to make these significant adjustments when the allocated costs are reasonable and needed to maintain operations of a seven-state domestic utility.

Q.
Does this conclude your rebuttal testimony?

A.
Yes it does.
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