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AQUILA, INC. d/b/a AQUILA NETWORKS-MPS (Electric)

CASE NO. ER-2004-0034

Q. Please state your name and business address.

A, Charles R. Hyneman, 3675 Noland Road, Independence, Missouri.

Q. By whom are you employed and in what capacity?

A, I am a Regulatory Auditor with the Missouri Public Service Commission
{Commission).

Q. Are you the same Charles R. Hyneman who has previously filed direct
testimony in this proceeding?

A. Yes, I am. I filed direct testimony in this case on December 9, 2003, on the
areas of Aquila Inc.’s (Aquila or Company; formerly known as UtiliCorp United, Inc.)

corporate cost allocations to Aquila Networks-MPS (MPS)

Q. What is the purpose of this surrebuttal testimony?

A. The purpose of this surrebuttal testimony is to address the rebuttal testimonies
filed by certain Aquila witnesses. I will address (1) the rebuttal testimony of Aquila witness
Philip M. Beyer concerning the Staff’s proposed disallowance of Aquila’s Supplemental

Executive Retirement Plan (SERP) costs, (2) the rebuttal testimony of Aquila witness
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Jon R. Empson concerning the Staff’s proposed allocation of a portion of certain Aquila
corporate overhead department costs to Adquila’s current corporate financial restructuring
operations and (3) the rebuttal testimony of Aquila witness Ronald A. Klote concerning the
Company’s proposal to recover severance and related expenses associated with its so-called

“state-based reorganization.”

SUPPLEMENTAL EXECUTIVE RETIREMENT PLAN

Q. Please summarize the areas of Mr. Beyer's rebuttal testimony concerning
Aquila’s SERP that you will address in this testimony.

A. I will establish the following points in response to Mr. Beyer’s rebuttal
testimony relating to Aquila ‘s SERP:

¢ The “Change in Control” provisions of Aquila’s SERP are “golden
parachutes” designed to prevent a takeover of Aquila and serve as
nothing more than an executive protection mechanism if a change in
control of Aquila occurs.

¢ The Staff’s treatment of SERP expenses in this case is consistent with its
treatment of the SERP expenses of other utility companies operating in
Missouri.

e Aquila’s SERP costs are based, in part, on multi-million dollar bonuses
paid to Aquila executives for their performance building and growing
Aquila’s non-regulated merchant and energy-trading activities.

& Aquila’s SERP was originally designed as a “restoration plan” to restore
incremental pension benefits to highly-compensated employees
disallowed by tax law, but has evolved into an additional compensation
plan as well as an executive protection plan reserved only for selected
highlv-compensated employees.

e Aquila’s change in accounting for its SERP from the pay-as-you-go
method to an accrual method under Statement of Financial Accounting
Standards No. 87, Employers’ Accounting for Pensions (FAS 87)
resulted in greatly increased SERP costs in 2002.

Q. What is a Supplemental Executive Retirement Plan?
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A A SERP is an unfunded, non-qualified pension plan that provides pension
benefits to a select group of executives. These pension benefits are in excess of those provided
by a company’s qualified pension plan, which covers all employees, including executive-level
employees. Unlike a true pension benefit restoration plan, a SERP goes beyond simply
restoring benefits that the qualified plan cannot include because of tax law limitations. For
example, while qualified plans typically base benefits on salary alone, SERPs can take bonuses
and other incentives into account if the board of directors so desire. A restoration plan is a plan
designed solely to restore pension benefits not payable because of limitations imposed by tax
laws.

Q. What is a Non-Qualified Pian?

A. A nongqualified plan is any retirement, savings or deferred compensation plan for
employees that does not meet all of the tax and labor law requirements that are applicable to
qualified pension plans. Nonqualified plans are usually used to provide benefits to a select
group of executives within a company and are, therefore, subject to different tax and accounting
treatments. Aquila’s employee pension plan is a qualified plan while its SERP is a non-qualified

plan.
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CHANGE IN CONTROL PROVISIONS IN AQUILA’S SERP

Q. Mr. Beyer states at page 6 of his rebuttal testimony that the “Change-in-Control”
provisions of Aquila’s SERP does not create an expense. Please comment on this assertion.

A, Aquila has not been subject to a change in control as defined in its SERP.
Therefore, the Change in Control provisions of the SERP have not been implemented.
However, if there is a change in control of Aquila (as defined in paragraph 1.04 of Aquila’s
SERP), paragraph 3.02 of Aquila’s SERP states that even if an executive has not met the normal
vesting requirements of the plan, he or she becomes automatically vested if a change in control
occurs. This provision would clearly create an additional expense in that it would provide
SERP benefits to executives that have not been earned.

Whether or not Aquila’s Change in Control provisions have created or increased the cost
of the SERP is irrelevant. If a regulated utility’s board of directors design a SERP to protect the
jobs of the company’s executives by making it more difficult for the company to be acquired by
another company, then the cost of the SERP should be bome by the beneficiaries of those
provisions. In theory, utility ratepayers should not care who actually runs the utility company as
long as the management of the utility ensures the provision of safe and adequate service. Costs
to retain one group of management over another should not be passed on to ratepayers.

The Change in Control provisions of Aquila’s SERP are golden parachutes designed to
prevent a takeover of Aquila and serve as nothing more than an executive protection mechanism

if a change in control of Aquila occurs. These costs should not be bome by Aquila’s regulated

Customers.
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THE STAFF’S TREATMENT OF SERP EXPENSES OF OTHER UTILITY
COMPANIES OPERATING IN MISSOURI

Q. At page 4 of his rebuttal testimony, Mr. Beyer states that he has no knowledge of
Staff eliminating SERP expenses from other utilities’ revenue requirement determinations. Has
the Staff recommended the costs of a utility’s SERP be excluded from its revenue requirement
because of the SERP’s Change in Control provisions?

A. Yes. In Case No. GR-2002-292, the Staff recommended the disallowance of
Missouri Gas Energy’s allocated SERP costs from Southern Union Company for several
reasons. One primary reason was that Southern Union’s SERP contained a “change in control”
provision similar to the provision in Aquila’s SERP.

Q. How has the Staff treated SERP expenses in general for utilities other than
Aquila and MGE?

A, The Staff’s general treatment of SERP expenses is that if the costs are reasonable
in amount and accounted for on a pay-as-you go basis, then the Staff usually recommends that
the Commission allow the SERP expenses in the utility’s revenue requirement. I have reviewed
the Staff treatment of SERP expenses in several recent Missouri 1itility rate cases.

Empire District Electric Company’s (Empire) latest rate case was Case
No. ER-2002-424. In 2001, Empire recorded $14,560 in SERP costs (Staff Data Request
No 110, Case No. ER-2002-0424). The Staff and Empire agreed on the method of accounting
for pension expense in Case No. ER-2002-0034 which resulted in $0 SERP expense included in
Empire’s revenue requirement in that case, which was settled by the Commission’s acceptance
of a stipulation and agreement.

In Laclede Gas Comipany’s last rate case, Case No. GR-2002-356, and AmerenUE’s last

gas rate case, Case No. GR-2003-0517, the Staff allowed SERP costs on a pay-as-you go basis
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using an average of test year and previous year SERP payments. Both of these cases were
settled by the Commission’s acceptance of stipulations and agreements,

Since Kansas City Power & Light Company has not filed a rate case since 1985, there is
no information readily available to determine how the Staff treated KCPL’s SERP expenses in
its last rate case audit, or if KCPL even had a SERP plan in 1985.

Q. Is there any basis for Mr. Beyet’s insinuation that the Staff is treating Aquila’s
SERP costs any differently from how it has treated SERP costs for other Missouri utilities?

A. No, there is not.

Q. Is Aquila is proposing to charge its Missouri ratepayers for the multi-million
doliar bonuses it paid to its top executives for their part in building and growing Aquila’s non-
regulated merchant and energy-irading activities.

A. Yes. On page 5 of his rebuttal testimony, Mr. Beyer seeks to justify Aquila’s
inciusion of bonus payments in the calculation of its SERP benefits. His justification is that
“most” peer companies include bonus income in the calculation of supplemental base pay and
Aquila’s outside consultant recommended Aquila include bonus pay in its SERP benefit
calculation.

The changes to Aquila’s SERP executed on June 28, 2001, and made retroactive to
January 1, 2001, allows for executive bonus pay to be included in the calculation of SERP
benefits (Bonus SERP Benefit). This bonus pay was made to executives primarily for their
work on Aquila’s non-regulated energy merchant and energy trading operations. For example,
information obtained from SEC reports show that Aquila’s current Chairman and Chief

Executive Officer (CEO) Richard Green was paid a base salary of $972,116 in 2001 and was
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also paid a bonus of $3,000,000. This $3,9722,116 in compensation was used to calculate the
Mr. Green’s average compensation which is used as the basis to determine his SERP benefits.

Q. What is the basis for your assertion that executive bonuses paid in 2001 was
primarily a reward for Aquila’s performance in its nonregulated operations?

A. In Aquila’s Securities and Exchange Commission (SEC) Form DEF 14A, Proxy
Statement filed with the SEC on April 15, 2003, Aquila provides the explanation of the
Compensation Committee of Aquila’s Board of Directors basis for bonus payments from 1999
through 2001 and why no bonuses (with the exception of retention bonuses) were paid in 2002:

We believe it is critical that the executive compensation programs align
executive awards with the performance of the Company and reflect the
Company’s strategy and scale. Our industry, and our company,
experienced an extreme year of volatility in 2002, It is imperative that
our executives’ compensation for 2002 reflects the Company’s
performance for the year. To that end, there were no executive
incentives awarded for 2002 performance, nor were there any new
awards of performance units or stock options. From 1999 through 2001
our company experienced dramatic growth and exceptional financial
performance. The awards eamed by our executives for that period
reflected that superior performance, just as the lack of awards for 2002
reflects the year’s disastrous financial results

Q. Does the Staff believe it is reasonable for Aquila to charge its Missouri
ratepayers for compensation costs that were developed significantly on the basis of an
executive’s performance in the utility’s nonregulated operations?

A. No. The Staff believes it is unreasonable for MPS’ regulated
customers to pay for multimillion-dollar executive bonuses, which are compensation for the
executive’s work on non-regulated operations. The inclusion of bonus payments in the
calculation of SERP benefits, the majority of which have been for nonregulated operations,

represents just one of several significant flaws in Aquila’s rationale for including SERP

expenses in MPS’ cost of service in this case.
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Q. Are there other examples where MPS’ regulated customers are being
asked to pay for multimillion-dollar executive bonuses which are unrelated to regulated utility
operations?

A. Yes. Aquila’s former CEO Robert Green was also paid a $3,000,000 bonus in
2001 for his work in Aquila’s nonregulated operations. Aquila’s current Chief Operating
Officer, Keith Stamm was CEO of Aquila Merchant Services from January 2000 through
November 2001. His bonus for 2001 was $4,310,000 in addition to a base salary of $323,017.
Also, Aquila’s General Counsel Leslie J. Parrette, Jr., was paid a $300,000 bonus in 2002 to
“retain his services through a critical period for the company” (Aquila DEF 14A filed April 15,
2003). The bonus was in addition to his base salary of $305,144. Mr. Parrette was also the only
senior executive to receive a bonus in 2002,

Q. Did Aquila make an adjustment to its per book expense to remove Mr, Parrette’s
$300,000 bonus from this rate case?

A. Yes. Aquila recognized that this bonus should not be charged to regulated
operations by removing this bonus in its adjustment CS-16A. However, Aquila did not remove
the increase in SERP benefits and SERP expense caused by this bonus or any other bonus it has
paid since January 1, 2001.

Q. Mr. Beyer states on page 2 of his rebuttal testimony, that restoration plans like
Aquila’s are not intended to provide enhanced benefits. He also states in the next sentence that
Aquila’s SERP is limited to restoring lost benefits due to the tax law. Do you agree with these
statements?

A, No. Aquila’s SERP was originally designed as a “restoration plan” with the

purpose to restore executive-level incremental pension benefits excluded by tax laws, but has
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evolved into an additional compensation plan reserved only for selected highly-compensated
executives. Aquila’s SERP, as it stands today, goes much beyond the purpose of a restoration
plan and provides additional benefits over and above what a traditional restoration plan
provides,

Prior to 1998, Aquila’s SERP was a restoration plan designed to provide pension
benefits to selected highly-compensated executives that would have been received by these
executives but for the existence of the tax law’s compensation limits. On January 1, 1998, the
SERP was amended to include executive compensation under Aquila’s nonqualified deferred
compensation plan. This benefit came to be knows as the “Basic SERP Benefit.” [t was at this
point that Aquila’s SERP changed course from a benefit restoration plan to a plan that provides
benefits over and above what is provided by Aquila’s all-employee qualified pension plan.

On August 4, 1998, the Change in Control provisions of Aquila’s SERP was amended to
miake it easier for an attempted takeover to meet the SERP’s definition of Change in Control.

On November 29, 2000, Aquila again amended the Change in Control provisions of the
plan by requiring Aquila to make an irrevocable contribution to a SERP trust. The amount that
is required to be contributed to the SERP trust is the amount that would equal the value of the
SERP benefits payable under the plan as of the date of the Change in Control. This change was
added, it appears, not only as a “paison pill” that serves as a detriment to the potential takeover
of Aquila, but also as a “golden parachute” as a means to ensure that funds are available to pay
Aquila’s executives the SERP benefits that have accrued to the date of that Change in Control.

Aquila’s latest amendment to its SERP was made on June 28, 2001. The SERP was
amended to provide, in addition to Aquila’s Basic SERP Benefit, a “Bonus SERP Benefit” and a

“Supplemental SERP Benefit.” The following explanations of these additional benefits are
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provided in a document , which is a part of the SERP, entitled Summary of Modifications,
UtiliCorp United Inc. Supplemental Executive Retirement Plan (As Amended and Restated
Effective January 1, 2001). This document is attached as Schedule 1 to this testimony:

*The Bonus SERP Benefit is designed to provide executives an
additional retirement benefit based on the executive’s annual bonus pay.

*The Supplemental SERP Benefit is designed to provide executives
employed in pay bands [-IVa an additional market-based retirement
benefit.

Q. At page 4 of his testimony, Mr. Beyer states that the Staff has allowed SERP
expenses in its MPS cost of service recommendation to the Commission. Is this correct?

A. Yes. In Aquila’s past rate cases, the Staff has determined that the amount of
directly charged and allocated SERP expense to MPS was accounted for on a pay-as-you-go
basis and was reasonable in amount. MPS’ SERP expense in its last two rate cases was $0 and
$44 983, respectively.

In Case No. ER-97-394, Aquila witness Beth Ammstrong stated in response to Staff Data
Request No. 407 that, “No dollars have been spent or charged to MPS for any SERP in 1996.”
(Schedule JWM-1, page 152 of 465, attached to the Surrebuttal Testimony of Aquila witmess
John W. McKinney in Case No. ER-97-394; attached as Schedule 2 to this testimony).

In Case No. ER-2001-672, Aquila’s total company allocable SERP costs were $265,906,
of which MPS was allocated $44,983 with an electric jurisdictional expense of $34,688 (Direct
Testimony of Staff witness Graham Vesely, page 12, Benefits Supplemental Retirement, Case
No. ER-2001-672; attached as Schedule 3 to this testimony).

Mr. Beyer references Staff witness Vesely’s Direct Testimony in Case

No. ER-2001-672, at page 4 of his rebuttal testimony, in making his point that the Staff allowed

10
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SERP expenses for MPS, but his testimony does not mention the fact that the amount of MPS’
SERP expense was $44,983, compared to the $465,151 MPS is seeking to recover in this case.
Q. How does the amount of SERP costs in Aquila’s last rate case compare to the
amount in this case?
A. In 2002, the test year for corporate allocations in this rate case, Aquila’s total

allocable SERP cost was $2,080,313. Of this amount, MPS was allocated $465,151

Q. Did the Staff discover an error in the quantification of its SERP adjustment while
preparing this surrebuttal testimony?

A, Yes. The Staff SERP adjustment only removed Aquila’s corporate allocated
SERP costs. The Staff inadvertently overlooked the SERP costs that were directly charged to
MPS (89,529 credit). The Staff’s updated revenue requirement

calculations and reconciliation will reflect this correction.

11
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Q. Mr. Beyer states on page one of his rebuttal testimony that SERP-type programs
are standard within the industry. Do you agree with this statement?

A. Yes. However, the actual terms and conditions of various utility SERPs are as
different and diverse as the utility companies themselves. Mr. Beyer’s statement is similar to
saying that employee benefit programs are standard within the utility industry. It is not the type
of compensation in the broadest sense that is being questioned by the Staff, it is the actual terms
and conditions of Aquila’s SERP that is being questioned. It is the actual terms and conditions
of the SERP which determine who benefits from the SERP and who should pay for the costs of
the SERP that is relevant in this discussion.

Some SERPs are strictly pension restoration plans with reasonable costs and proper
accounting and are eligible to be considered for ratemaking purposes. While other SERPs
include golden parachute type Change in Control provisions, with executive compensation and
benefits in excess of what is covered in the all-employee qualified pension plan. The costs of
this type of SERPs should not be included in a utility’s cost of service.

Q. Did Aquila’s change in accounting for its SERP from the pay-as-you-go method
to an accrual method under Statement of Financial Accounting Standards No. 87, Employers’
Accounting for Pensions (FAS 87) result in greatly increased SERP costs in 2002.

A. Yes. Prior to 2002, Aquila’s SERP costs were immaterial. However, because of
Aquila’s Board of Directors’ decision to significantly increase the size of its SERP, Aquila’s
actuarial consultant recommended that the increase in the size of the SERP required a change in

accounting to the FAS 87 accrual method. Just the change to the FAS 87 method of accounting

12
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caused the SERP to increase from approximately $250,000 in 2001 to approximately $2.7

million in 2002.

Q. What is the Staff’s recommendation concerning Aquila’s accounting for its
SERP?

A The Staff recommends to the Commission that in any future rate case, it allow
recovery only if Aquila’s SERP costs are (1) accounted for on a pay-as-you go basis, (2) the
costs are reasonable considering Aquila’s SERP expenses in previous years, (3) the terms and
conditions of the SERP allow for the calculation of the SERP benefit only at the amount that is
limited by tax law compensation limits, and (4) the SERP does not include Change in Control

rovisions which act in the manner of a “poison pill” or executive “golden parachutes.”
p p p g P

CORPORATE COST ALLOCATIONS - RESTRUCTURING OPERATIONS

Q. At page 9 of his rebuttal testimony, Mr. Empson states that the Staff has
“subjectively” chosen to eliminate a portion of selected cormporate department costs. Do you
agree with Mr. Empson’s characterization of your adjustment as subjective?

A, No. My adjustment to allocate certain corporate overhead costs to Aquila’s
current financial restructuring operations is based on my experience auditing corporate allocated
costs (including auditing Aquila’s corporate allocated costs in its previous rate case, Case
No. ER-2001-672 and Southern Union Company’s last Missouri rate case, No. GR-2001-292),
as well as a study and analysis of documentary evidence. This evidence includes responses to
Staff data requests, Aquila’s annual reports to the Securities and Exchange Commission (SEC),
Form 10-K, Aquila’s income tax returns for 2001 and 2002, Aquila’s press releases and

Aquila’s Cost Allocation Manual (CAM). My adjustment was based on professional judgment

13
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given my experience with Aquila’s corporate organization and the study and analysis of
substantial documentary evidence.

Q. Which departments did the Staff determine shouid be allocated to
restructuring operations?

A. The Staff determined that 75 percent of departments 4035, CFQ, and 4040,
Chairman, should be allocated to Aquila’s restructuring operations. In addition, the Staff is
proposing an allocation of 50 percent of departments 4030 Chief Operating Officer; 4031
General Counsel; and 4043 Board of Directors Management. Finally, the Staff is proposing a
25 percent allocation of department 4183 Corporate Financial Reporting; department 4194 Tax-
Income Team; and 6131 President Global Networks Group to Aquila’s current financial
restructuring operations.

Q. Which department did Aquila determine should be allocated to restructuring
operations?

A. In its direct filing, Aquila eliminated 100 percent of the following comorate
departments - 4035 CFQO, 4032 Strategic Initiatives, 4100 Capital Structure and Analysis, and
4042 Strategic Planning and Analysis.

Q. Please provide a description of each of the corporate departments in the
Staff’s restructuring adjustment.

A. The following department descriptions are included in Aquila’s 2003 Cost
Allocation Manual (CAM), which is attached to Aquila witness Agut’s direct testimony:

Dept 4030 Chief Operating Officer - Management costs incurred for
day-to-day supervision of the entire company operations including
international operations.

Dept 4031 General Counsel - Overall responsibility for all matters of

a legal nature including mergers, acquisitions, joint ventures and
divestitures.

14
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Dept 4040 Chairman and CEO - Makes Executive decisions for the
corporation. Performs services for all divisions as well as overseas
operations.

Dept 4043 Board of Directors Management - Oversees the
coordination of issues surrounding the board of directors.

Dept 4183 Corporate Financial Reporting- Perform external reporting
for consolidated Aquila, Inc. Also includes external audit fees.

Dept 4194 Tax-Income Team - Responsible for all income tax
compliance inchuding the preparation of tax returns, tax accounting,
and audit administration.

Dept 6131 President-Global Networks Group - Provide financial support,
financial analysis, and business counsel for global networks operations,
which includes both international and domestic networks. Time incurred
with respect to international units and the cable.

Q. On page 10 of his rebuttal testimony Mr. Empson states that senior
management’s time has been and continues to be focused on the day-to day operations of the
utility business. In your opinion is this an accurate statement?

A. No. This statement is not accurate. In my opinion, based on my experience
auditing Aquila’s corporate cost allocations in its previous rate case, Case No. ER-2001-672 and
this case, Aquila’s senior management has spent very little time managing the day-to-day
operations of Aquila’s utility businesses. Management focus in 2000 and 2001 was on
developing Aquila’s nonregulated businesses (wholesale energy trading and merchant
operations), nonregulated investments (Quanta Services, Inc.) and international business
acquisitions. Senior management’s focus in 2002 and 2003 was on selling off the many

companies Aquila acquired over the last decade and trying to prevent Aquila from succumbing

to the enormous financial pressures it has recently experienced.
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Q. What are the primary sources of evidence you used in developing your opinion
that Aquila management’s focus since 2000 has been on the nonregulated and international
operations of the Company rather than its U.S. regulated utility operations?

A. There are at least three unbiased and objective sources of evidence that can be
used to determine the priorities of a company’s senior management. These sources are
(1) board of director minutes (what senior management is communicating to the board of
directors about company operations), (2) SEC reports and annual reports to shareholders (what
senior management is communicating to the company’s sharecholders and the SEC) and
company press releases (what senior management is communicating to the general public). I
have studied each of the these three sources for the past three years and have concluded that
Aquila’s senior management does not spend a significant amount of time on the day-to day
management of utility operations.

Q. Please summarize your review of Aquila’s SEC reports and why the information
you leamed from studying these reports indicates how management is spending its time.

A. In its annual report to the SEC (Form 10-K405) filed on March 29, 2001,
Aquila (then named UtiliCorp United, Inc.) described its key events in 2000 under the
heading “Financial Review.” The Staff believes these key events indicate where the focus of
the company, including its senior officers, was during this time period. Of the 10 key events
in 2000, five are related to international business units, two are related to Aquila’s initial
public offering of its merchant and energy trading operations and acquisition of GPU
International, two are related to the acquisition of St. Joseph Light & Power Company and

the termination of the merger with the Empire District Electric Company, and one is related

16




W

Q0 3 O

10
11
12
13
14

15
16
17
18

19
20
21
22

23
24
25

26
27
28

29
30
31

32
33
34

Surrebuttal Testimony of
Charles R. Hyneman

to its increasing investment in Quanta Services, Inc. This list of key events, as set out in
Aquila’s 10-K for 2000 is as follows:
KEY EVENTS IN 2000

1. UnitedNetworks acquired the Orion New Zealand gas
distribution business in April for $274 million.

2. We invested an additional $360 million in Quanta Services,
Inc. during the first half of the year, raising our beneficial
equity interest to 36%.

3. In June, we reduced our interest in UnitedNetworks from 79%
to 62% and granted the minority shareholder participation and
protective rights. This resulted in deconsolidating the financial
reporting for our New Zealand operations and removing
approximately $670 million in existing New Zealand debt and
related assets from UtiliCorp’s balance sheet.

4. We purchased the Alberta electric network operations of
TransAlta Corporation in late August for $480 million and
formed UtiliCorp Networks Canada. In November, we sold the
retail part of the acquired business for $75 million.

5. In September, Uecomm, United Energy’s broadband
telecommunications business, had a successful initial public
offering in Australia of 34% of its shares. As a result, UtiliCorp
recorded a $44 million gain.

6. UtiliCorp and United Energy acquired 45% of AlintaGas
Limited, the largest gas distribution company in Western
Austraha, in October for $166 million.

7. On December 13 we announced plans for an initial public
offering of approximately 20% of Aquila’s common shares,
expected to take place in the first or second quarter of 2001.

8. Aquila bought GPU International in December for $225
million, acquiring interests in six power plants with 500
megawatts of generating capacity.

9. We completed our $282 million merger with St. Joseph Light
& Power on December 31. Its Missouri electric and gas
territory is adjacent to ours.
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10.  On January 2, 2001, we terminated our agreement to merge with
the Erppl:re District Electric Company due to regulatory
uncertamnties.

What is significant in the review of these top ten Aquila events in 2000 is that not one of
the top ten events for Aquila in 2000 involved Aquila’s domestic electric and gas utility
companies other than in the area of mergers and acquisitions.

Q. What were Aquila’s key events in 20017

In its annual report to the SEC (Form 10-K405) filed on March 21, 2002, Aquila
described its seven key events in 2001. Of the seven key events in 2001, two are related to
Aquila’s initial public offering of its merchant and energy trading operations, two are related to
debt and equity financings, two are related to acquisitions and one is related to the impact of the
Enron bankruptcy on Aquila’s wholesale energy trading operations. The two financing events
are related to the Company as a whole. The other five events have no association with
managing the day-to-day operations of a utility company. This list of key events as set out in

Aquila’s 2001 10-K is as follows:

KEY EVENTS IN 2001

1. In March we raised approximately $332 million through the
sale of shares of our common stock.

2. We completed an initial public offering of Class A Aquila
Merchant common shares in April, which raised approximately $446
million in net proceeds and left us with an 80% interest in the
subsidiary.

3, In June, we exchanged $189.5 million of senior notes with
interest rates ranging from 8.0% to 9.0% for $200 million of new
senior notes with interest rates at 7.75%, maturing in June 2011. We
also retired $204.1 million of semior notes, mortgage bonds and
company-obligated preferred securities.

4. We formed a partnership in August with ArcLight Energy

Partners Fund I, L.P. to buy a gas storage facility under construction
near Sacramento, California. The cost to acquire and complete the
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Q.

facility is about $220 million. Our investment in this project is
expected to be $25.0 million. We expect to complete the purchase in
the second quarter of 2002, subject to regulatory approval.

5. We have agreed to acquire Midlands Electricity plc for $362
million. Midlands is the fourth-largest regional electric company in
the United Kingdom. The transaction is expected to close in the first
quarter of 2002. Midlands also has $1.7 billion of debt that would be
non-recourse to us.

6. We announced in November that we would offer to acquire all
outstanding publicly held shares of Aquila Merchant in exchange for
shares of Aquila common stock. We completed the exchange offer in
January 2002 by issuing about 12.6 million Aquila common shares. At
that time Aquila Merchant again became a wholly-owned subsidiary
and public trading of its shares ceased.

7. In December 2001, Enron Corporation filed for bankruptcy. As
a result, we made provisions for receivables and open trade positions
of $40 million on an after-tax basis.

Finally, provide some key events for Aquila in 2002 as reported in its Form

10-K for that year.

A
explained that its 2002 eamings were down significantly from 2001 and provided the following
events which had a major impact on this decline. While these events were not specifically
designated as “key events” they are the major events that impacted Aquila’s eamings in 2002

and thus would be the major areas of management focus. These events as described by Aquila

In its annual report to the SEC (Form 10-K405) filed on April 15, 2003, Aquila

in its Form 10-K for 2002 were:

1. We exited from the wholesale energy trading business during the
third quarter of 2002 and incurred trading and contract losses of
$115.8 million during the last half of the year that related to our exit.
This business contributed EBIT of approximately $25.6 million in the
third and fourth quarters of 2001, compared to a loss before interest
and taxes of $270.0 million in 2002, before impaimments and
restructuring charges.

2. Less volatile commodity prices in the first half of 2002 compared to
a robust commodity environment in the same period of 2001 resulted
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Again,
senior management’s time, were not related to the day-to-day provision of electric and gas

utility services. However, in 2002 there was one issue related to utility operations included in

in a2 $139.5 million decrease in EBIT from Wholesale Services, before
restructuring and impairment charges.

3. In 2002, we incurred $210.2 million of restructuring charges in
connection with the realignment of our Domestic Networks business
and the exit from our wholesale energy trading business.

4, As a result of asset sales and impairments, we recorded impairment
charges and net losses on sale of assets of $1,583.2 million in 2002.

5. Lower power prices and higher natural gas prices in 2002 resulted in
narrow “spark spreads” (the difference between the price at which
electricity is sold and the cost of the fuel used to generate it) which
reduced or eliminated the economic benefits of running certain power
plants and exercising power generation rights under our tolling contracts.
These conditions also negatively impacted our ability to sell additional
generation capacity that came on-line. EBIT for Capacity Services in
2002 was down $96.9 million when compared to 2001, before
impairments and restructuring charges.

as was clear from 2000 and 2001, the major events in 2002, which captured

Aquila’s annual significant events - the realignment of its domestic utility business.

Q.
restructuring?
A.

follows:

What actions did Aquila take in 2002 as part of its corporate financial

Aquila describes the restructuring events in 2002 on page 4 of its Form 10-K as

*» The wind down of our Merchant Services trading portfolio in North America

and Europe.

* The sale of our natural gas storage facilities in both North America and the

United Kingdom.

« The sale of our notes receivable loan portfolio.

*» The sale of our gas gathering and processing business located primarily in

Texas and Oklahoma.
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Q.

« The sale of our investment in Quanta Services, Inc. (& company specializing
in building and maintaining networks used to carry energy and
telecommunications) from 38% to 10.2%. We sold the remaining shares

during the first quarter of 2003.

* The sale of our equity investment in our regulated utility operations in New

Zealand.

« The initiation of negotiations to sell our Australian and United Kingdom

investments.

Please describe the events in 2003 which indicate how Agquila’s senior

management spent its time.

A.

significant events up to the third quarter in 2003 which had a significant impact on Aquila’s

In its SEC Form 10Q filed on November 6, 2003, Aquila described the

earnings. These events were listed as follows:

1. Sales, cost of sales and gross profit decreased $239.5 million,
$161.9 million and $77.6 million, respectively, in 2003 compared to
2002. These decreases were primarily due to the sale of our gas
gathering and pipeline assets and our coal handling facility in the
fourth quarter of 2002. In addition, sales and gross profit for our
Canadian network operations decreased $30.0 million and $27.0
million, respectively, due to the decision by the Alberta Energy and
Utilities Board (AEUB) to decrease our 2002 and 2003 customer
billing rates. Offsetting these decreases were sales and gross profit for
Lake Cogen and Onondaga that were higher in 2003 by $12.7 million
and $14.3 million, respectively, due to mark-to-market gains on long-
term gas and power swaps resulting from higher natural gas and power
prices in the first half of 2003, partially offset by lower volumes
delivered.

2. Operating expense decreased $61.7 million in 2003 compared to
2002 primarily due to the sale of our gas gathering and pipeline assets,
our Merchant loan portfolio and our coal handling facility in 2002 and
early 2003,

3. Impairment charges and net loss on sale of assets consisted of $47.5
million related to our consolidated independent power plants, Lake
Cogen and Onondaga. In the third quarter of 2003, we decided to
proceed with the sale of these assets and therefore wrote these assets
down to estimated fair value less costs to sell, which was less than
their carrying value. Impairment charges in 2002 consisted of a $236.6
million loss on the sale of our gas gathering and pipeline assets,
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4. Depreciation and amortization expense decreased $58.4 million in
2003 compared to 2002. The elimination of depreciation from our
Canadian utility plant was due to its classification as held for sale
which decreased depreciation expense $14.5 million as discussed
above. In addition, approximately $23.2 million of the decrease was
due to the sale of our gas gathering and pipeline assets and our coal
handling facility in the fourth quarter of 2002. The remaining decrease
was primarily due to the decision by the AEUB to reduce the
depreciation rates on most of our distribution assets in Alberta, which
impacted the first six months of 2003.

5. Equity in eamings of investments decreased $4.9 million due to the
sale of our investment in the Qasis Pipe Line Company in the fourth
quarter of 2002.

6. Other income decreased $50.4 million in 2003 compared to 2002,
primarily due to the sale of our Merchant loan portfolio in the fourth
quarter of 2002. This business generated $37.1 million of other income
in 2002, In 2003, we incurred $6.8 million of costs related to a
currency put option intended to protect us from unfavorable currency
movements on the Canada sale proceeds and $2.2 million of foreign
currency losses related to U.S. dollar denominated debt issued by our
Canadian subsidiaries.

7. Income tax expense (benefit) decreased $56.5 million primarily due to
pretax income in 2003 compared to a pretax loss in 2002 and the AEUB
decision discussed above. This decision decreased sales and
depreciation; however, only the sales impact is tax effected for Canadian
regulatory purposes.

For the fourth year in a row, the key events for Aquila had very little or nothing to do
with managing a utility company. Yet Mr. Empson’s testimony states, “‘senior management’s
time has been and continues to be focused on the day-to-day operations of the utility business.”

Q. Have you performed an analysis of Aquila’s press releases in your study of
Aquila’s corporate allocations and as an indication of how senior management of Aquila spent
its time?

A Yes. I performed an analysis of Aquila’s press releases for 2000 and 2001 in my

audit of Aquila’s corporate cost allocations in Case No. ER-2001-672. The results of this

analysis follow:
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In the years 2000 and 2001, Aquila issued 115 press releases about significant events
affecting the Company. The Staff assumes that Aquila’s senior management was involved in
the events surrounding the subject of the press release. The Staff placed the topic of each

press release into one of six categories. The results are as follows:

Category Number Percent
1. International Operations 19 16.5

2. Aquila Merchant/Trading 20 17.4

3. Domestic Utility 14 12.2

4. Domestic Mergers 6 52

5. Other Nonregulated 8 7

6. General Corporate 48 41.7
Total 115 100

The Staff’s analysis shows that only 12 percent of Aquila’s press releases during this
period were directly related to Aquila’s domestic utility operations while 46 percent were
focused on nonregulated and international operations.

Q. Did the Staff perform an analysis of Aquila’s 2002 and 2003 press releases?

A, Yes. The Staff reviewed 141 press releases issued by Aquila in 2002 and 2003
and classified them into the four categories of 1) Nonregulated Operations; 2) Restructuring
Operations (including asset sales); 3) General Corporate Operations; and 4) Utility Operations.

The results are as follows:

Category Number Percent
1. Nonregulated 36 26

2. Restructuring (asset sales) 64 45

3. General Corporate 22 16

4. Utility 19 13
Total 141 100

The results of this study indicate that senior management’s time was focused on
nonregulated activities including Aquila’s current financial restructuring at about 70 percent of

the time. What is significant is that for both press release studies, 2000-2001 and 2002-2003,
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utility operations was the focus of the press release in only 12 to 13 percent of the time. This
analysis is attached as Schedule 4 to this testimony.

Q. You state that your review of Aquila’s press releases is one source of evidence
you used to formulate an opinion of how senior management spent its time over the past four
years. Did you make an adjustment fo allocate the time of any employees of Aquila’s
department responsible for researching, writing and issuing corporate press releases to Aquila’s
restructuring operations?

A. No, I did not. However, it would have been clearly reasonable to do so. This
corporate department, 4120 External Communications performs communication work for and
reviews the communication’s work of all operations of the company, including international
operations. The department’s responsibilities include media relations, corporate advertising,
publications, graphics, corporate identity, presentations, annual meeting, and internal
communications. While the evidence indicates that a significant amount of this department’s
time has been spent on Adquila’s restructuring operations, I determined that the Staff’s
adjustment on Aquila’s restructuring operations, although conservative, is the appropriate
adjustment to make in this case. If the Staff’s adjustment removed too high of a percentage of
one department’s cost, there are other departments involved in restructuring operations, such as
department 4120, where no adjustment was made.

Q. Describe the resuits of the Staff’s review of the minutes of Aquila’s Board of
Directors meetings.

A. During my audit of corporate cost allocations in Case No. ER-2001-672, I
reviewed the minutes of Aquila’s Board of Directors meetings in 1999, 2000 and 2001. My

review of these meeting minutes shows that Aquila’s senior management and Board of
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Directors spent a significant amount of time on international business unit issues as well as
Aquila’s other nonregulated activities. I continued the review of Aquila’s Board of Directors
meeting minutes for 2002 and 2003. The focus of the Board meetings shifted in 2002 and 2003
from Aquila’s international business acquisitions and other nonreguiated investments to dealing
with the significant financial difficultiecs Aquila was experiencing during this time. From my
review of these Board meeting minutes from 1999 through 2003, only approximately 5 percent
of the discussion was related to specific regulated utility operations. Approximately 40 percent
related to general corporate matters, and approximately 55 percent of the discussion related to
Aquila’s nonregulated operations, nonregulated investments, international businesses and
Aquila’s current financial difficulties.

Q. On page 11 of his rebuttal testimony Mr. Empson states that you arbitrarily
disallowed significant costs from several corporate departments without any factual basis.
Please comment.

A Mr. Empson is incorrect. As I explained earlier, my adjustment was based on
my audit of Aquila’s corporate cost allocation procedures and significant objective documentary
evidence. In my direct testimony in this case, I explained that as the basis for this adjustment I
reviewed Aquila’s Board of Directors minutes, annual reports, income tax returns, SEC filings,
press releases, outside auditor workpapers, responses to Staff data requests, testimony filed in
past Aquila regulatory proceedings and payments to outside contractors. In addition, I used
experience gained in auditing Aquila’s corporate allocations process in its last rate case to
develop a general understanding of the extent of Aquila’s corporate departments’ involvement

in Aquila’s restructuring operations.
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Q. Has Aquila’s past actions made it more difficult for the Staff and to obtain
information on how Aquila’s executives spend their time?

A. Yes. The issue of positive time reporting has been brought up in past Aquila rate
cases. In Case No. ER-97-394, the Staff asked the Commission to order Aquila to keep positive
time reporting so the Staff could more easily identify the projects that Aquila’s senior
management worked on during the year. Aquila resisted the Staff’s proposal. In its Report and
Order in that case, at page 53, the Commission strongly suggested to Aquila that it adopt
positive timekeeping, as recommended by the Staff.

Q. Has Aquila adopted positive time reporting?

A. No, not in any meaningful way. The only way positive time reporting would be
helpful for the purpose of allocating corporate overhead costs is for selected corporate
department employees to keep track of the specific projects they worked on and/or the specific
subsidiary or division the work they did during that day was related to. This would result in a
significant percentage of corporate costs being directly charged to the specific utility company
or project. This is the ideal method of corporate cost assignment.

Q. In his rebuttal testimony, Mr. Empson describes how he provided guidance to
Aquila’s regulatory team in making sure that Aquila’s customers do not bear the costs
associated with Aquila’s corporate financial restructuring (exiting or winding down Aquila’s
nonregulated and international businesses). He then describes how Aquila witness
Beverlee Agut removed $17.4 million from Aquila’s corporate cost allocation pool. Please
describe the nature of the $17.4 million of costs removed from the corporate allocations pool.

A The following is a breakdown of the $17.4 million removed from the pool of

corporate overhead department costs to be allocated to Aquila’s business units. Of the total
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costs removed, $15.3 was not related to Aquila’s corporate restructuring, while $2.1 million was

related to the restructuring.
Restructuring-related costs removed from Aquila’s filing ($2.6 million
* Elimination of 3 Departments involved in Corporate Restructuring - $500,000
* Removal of CFO costs due to work on restructuring operations - $800,000

* Retention Bonuses for General Counsel Department - $800,000
* Costs related to Aquila’s credit quality problems - $500,000

Non Restructuring-related costs removed from Aquila’s filing ($14.8 million)

* Nonrecurring restricted stock awards - $6 million

* Reaudit of Aquila’s 2001 books and records $2 million

* Combination of CEO and Chairman departments - $2 million

* Elimination of Dept 6130, UED Headquarters President - $3.8 million

* Miscellaneous other costs - $1 million

Q. How did Ms. Agut describe the elimination of three departments involved in
corporate restructuring activities in her direct testimony in this case?

A, Ms. Agut states at page seven of her direct testimony in this case that she
removed the costs of three departments involved in corporate restructuring activities “because
their function during the test period mainly focused on selling off business units. It is
anticipated that this type of work will continue.”

Q. How did Ms. Agut describe the elimination of CFQ department costs in her
direct testtmony in this case?

A Ms. Agut states at page eight of her direct testimony that, “in 2002, the Chief
Financial Officers, Messrs. Dan Streck and Rick Dobson, extensively focused on maintaining
the solvency of Aquila. It is anticipated that this focus will continue for at least a couple of
years.”

Q. Given the basis for Aquila’s adjustment to remove $2.6 million in corporate

costs that were related to its corporate financial restructuring as indicated above, is the purpose

for the Staff’s adjustment and Aquila’s adjustment essentially the same in that both adjustments
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attempt to prevent corporate restructuring costs from being passed on to Aquila’s regulated
utility customers?

A Yes. However, the extent of the analysis and evidence produced by Aquila to
support its adjustment appear to be nothing more than the following statements in Aquila
witness Agut’s direct testimony in this case:

* The first three departments were removed because their function during the

test period mainly focused on selling off business units. It is anticipated that this
type of work will continue.

*In 2002, the Chief Financial Officers, Messrs. Dan Streek and Rick Dobson,
extensively focused on maintaining the solvency of Aquila. It is anticipated that
this focus will continue for at least a couple of years,

After a review of Aquila’s proposed corporate allocation adjustments in this case I found
it difficult to understand how Aquila’s CFO could be “extensively focused” on Aquila’s
financial restructuring while other senior officers such as Aquila’s Chairman and CEO,
Richard Green were not.

As a result of the questions raised in my review of Aquila’s proposed corporate
allocations adjustment, I designed my audit of Aquila’s corporate cost allocations using
essentially the same sources of evidence I used in Aquila’s previous rate case, Case
No. ER-2001-672. In the 2001 case I addressed a similar issue of trying to determine how to
allocate the costs of several senior officer corporate departments. The results of my study and
analysis in Aquila’s current case caused me to go further than Aquila witness Agut in assigning
more corporate department costs to Aquila’s financial restructuring operations.

Q. In discussing Aquila’s corporate restructuring costs Mr.. Empson states at page
12 of his rebuttal testimony that during 2002, most direct payroll related costs were either within
the Merchant business or within departments whose allocated costs were eliminated by Aquila

before it filed its rate increase application. Is this statement correct?
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A, No. In order for this statement to be correct, it would have to be true that
Aquila’s Chairman and CEO, Mr. Richard Green, did not spend a significant amount of time in
2002 on Aquila’s corporate restructuring activities as Aquila did not allocate any of Mr. Green’s
payroll costs to restructuring operations in this rate case.

It is simply not credible to assert that the Chairman and CEO of a major energy
company currently experiencing the severe financial problems that Aquila is experiencing does
not spend most if not all of his time on efforts to bring the company back to financial health. In
order for Mr. Empson’s statement to be true, one would have to accept that during 2002--at the
height of Aquila’s financial problems, the year when Aquila exited the wholesale energy
marketing and trading business, the year where Aquila sold approximately $1 billion in
Company assets and suffered rating agency debt downgrades— Aquila’s CEO speﬁt most of his
time on the day-to-day management of Aquila’s regulated electric and gas utility operations.

Q. At page 12 of his rebuttal testimony Mr. Empson appears to be critical of the
Staff’s restructuring adjustment because Mr. Empson claims Aquila’s restructuring activities
are one-time, non-recurring events, Is this position consistent with the position taken by
Agquila in its direct testimony in this case?

A, No. It is completely inconsistent. Mr. Empson is criticizing a position he agreed
with when Aquila filed its direct testimony in this case in July 2003. Mr. Empson gave
Ms. Agut the guidance to remove costs related to corporate restructuring operations and she
made an attempt to do so. She removed the cost of three departments because their function
during the test period mainly focused on selling off business units. She also stated that Aquila

anticipated that this type of work would continue. Ms. Agut, under the supervision of
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Mr. Empson removed the cost of the CFO office in this case. Ms. Agut’s reason for this

adjustment was that:
In 2002, the Chief Financial Officers, Messrs. Dan Streek and Rick

Dobson, extensively focused on maintaining the solvency of Aquila. Itis
anticipated that this focus will continue for at least a couple of years.

Q. If Aquila’s restructuring activities ended today, would the Staff’s adjustment
in this case still be appropriate?

A. Yes. Because of the significant amount of work involved in the complete
overhaul in Aquila’s business, Aquila still needs people with the experience and expertise to
run the operations of an international diverse energy company until the restructuring of
Aquila’s operations is complete.

The people involved in the acquisition of Aquila’s various international companies,
power plants, pipelines, etc., and the people involved in the operations of Aquila’s energy
trading and merchant operations are the ones who will be needed to oversee the winding
down of these operations. Conversely, once the restructuring operations are complete, these

employees will no longer be needed and will likely be let go.

Q. *%

**?

*k

30

NP



10

11

12

13

14

15

16

17

18

19

20

21

22

Surrebuttal Testimony of
Charles R. Hyneman

Q. *%
**?
A ok
CEE
Q. Please provide an example the types of employees Aquila needs while it is

involved in its restructuring operations that it won’t need when it returns to a traditional
electric and gas utility company.

A. During its restructuring, Aquila will need to maintain its substantial General
Counsel’s department with attorneys who have experience and expertise in merger and
acquisition activities. This expertise is needed in order to oversee the legal implications of
selling billions of dollars in corporate assets. Aquila’s General Counsel’s department
includes 17 employees with many who eam a salary in excess of $100,000. It is doubtful

that if and when Aquila returns to being a simple electric and gas utility that it will need this

type of expertise.
Q. Please describe Aquila’s General Counsel department.
A. This department has overall responsibility for all matters of a legal nature

including mergers, acquisitions, joint ventures and divestitures,

NP
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Q. Please explain the development of Aquila’s General Counsel’s corporate
overhead department.

A In a June 19, 2000 press release, Aquila’s then President and Chief Operating
Officer, Robert Green, stated “UtiliCorp’s growth has resulted in the company reaching a scale
and complexity of global operations that warrants the establishment of a professional in-house
legal staff headed by an experienced general counsel.” A logical conclusion would be that once
Aquila transitions back to a traditional domestic electric and gas utility, the current size and
experience level of Aquila’s in-house legal staff may not be needed. An indication of this is that
Aquila paid $800,000 in retention bonuses to Aquila’s legal staff to retain their services through
its current financial restructuring.

Q. On page 14 of his rebuttal testimony, Mr. Empson states that the Staff used
Aquila’s Cost Allocation Manual (CAM) as the basis for its disallowance percentages. Is
this a correct statement?

A, No. As I explained in my direct testimony in this case, my adjustment was made
after 1 reviewed Aquila’s Board of Directors minutes, annual reports, SEC filings, press
releases, outside auditor workpapers, responses to Staff data requests (including Aquila’s
CAM), testimony filed in past Aquila regulatory proceedings and payments to outside
contractors. In addition, I used experience gained in auditing Aquila’s corporate ailocations
process in its last rate case to develop a general understanding of the extent of Aquila’s
corporate departments’ involvement in Aquila’s restructuring operations.

Q. Did you rely in part on Aquila’s CAM in formulating your adjustment?
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A. Yes. Aquila’s CAM provides a description of each department’s activities as
well as other information related to the basis of each department’s allocation of costs to Aquila’s
business units.

Q. Mr. Empson states at page 14 of his rebuttal testimony that “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” Is Mr. Empson’s
characterization of the CAM consistent with what is stated as the purpose of the CAM in its
overview page?

A. No. Section A of the CAM, Summary of Cost Assignment describes the first
purpose of the CAM is to provide a consistent method of assigning costs to Aquila’s Business
Units, Divisions, and product lines. Nowhere in the CAM itself does it state the purpose if to
“describe the general functions of departments over time.” Section A of the CAM states:

The Aquila Inc. Corporate Cost Allocation Manual (CCAM) was
designed to satisfy three primary purposes:

1. To provide a consistent method of assigning costs to Aquila’s
Business Units, Divisions, and product lines.

2. To promote operational efficiencies.
3. To aide management as a tool for cost control.

Q. Please explain how you used the CAM in your audit?

A The first step in the review of a specific department is to review the department’s
description in the CAM. For example, in reviewing the operations of Department 4194 Tax-
Income Team, I read the following department description in the CAM: “Responsible for all
income tax compliance including the preparation of tax returns, tax accounting, and audit

administration.”
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I then reviewed Aquila’s previous two federal income tax returns. From my review of
these tax retumns, I determined that a significant portion of the tax retums were dedicated to
selling assets and other nonregulated activities. Included in the 2002 tax return were several
Form 966s, Corporate Dissolution or Liquidation; Form 4797, Sales of Business Property, tax
forms calculating the gain on sale of Aquila’s corporate aircraft that it disposed of as part of its
restructuring operations; Form 5471 related to foreign corporations and other forms that are
related to Aquila’s current restructuring operations.

From my review of the actual work product of the tax department I determined that a
conservative estimate of the amount of time that Aquila’s restructuring operations caused the

employees of the Tax department in preparing these tax returns was approximately 25 percent.

SEVERANCE ADJUSTMENT

Q. At pages 12 and 13 of his rebuttal testimony Mr. Klote describes Aquila’s
proposed severance cost adjustment. Please comment on this portion of Mr. Klote’s rebuttal
testimony.

A In his rebuttal testimony Mr. Klote described Aquila’s “state-based”
reorganization which Aquila began in 2002. The purpose of Aquila’s movement to a state-
based organizational structure was to make utility operations more efficient, primarily in the
area of reduced payroll costs The following is Aquila’s April 16, 2002 press release announcing
this project:

KANSAS CITY, Mo., Apr 16, 2002 (BUSINESS WIRE) -- Aquila, Inc.
(NYSE:ILA)formerly UtiliCorp United) is moving to a state-based

organizational structure for its utility operations to enhance operational
efficiency and community focus, a company official said today.

The realignment is designed to provide greater operational accouxitability
within Aquila’s seven-state utility operations that serve 1.3 million
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natural gas and electricity customers in Missouri, Kansas, Nebraska,
Colorado, Iowa, Michigan and Minnesota.

“A state-based leadership structure will allow us to more effectively
address operational and community issues in the individual states,” said
Keith Stamm, president and chief operating officer of Aquila’s Global
Networks Group. “Our goal is to continue supplying safe, reliable energy
supplies while creating a stronger focus on improving customer service.”

As a result of the restructuring, some of the company’s Kansas City-
based centralized staff will relocate into state operations. It's expected
the realignment will result in an overall reduction in workforce, primarily
positions at the central headquarters in Kansas City. The level of
reductions will be determined as state structures are formed in the next
few weeks, Stamm said. All new state structures will be in place by July
31.

“It’s difficult to adopt a change that impacts individuals’ job security,”
said Stamm. “Aquila will consistently treat affected employees fairly and
with respect during this transition.”

Prior to 1995, Aquila’s U.S. networks operated in a state-based
organizational structure. These operations are comprised of utilities
acquired by Aquila since 1985 when the company began expanding from
its original Missouri Public Service base. In 1995, Aquila consolidated
the leadership and support staff functions into a centralized corporate
structure to build a unified corporate culture among the various utilities
and to create efficiencies and standardization in technology and basic
operating procedures.

“Since we have achieved the goal of standardizing the core operating and
financial systems, as well as corporate governance policies, it’s a natural
progression to now place additional responsibility within the state
operations,” said Stamm. “Leadership in the state operations is best
equipped to make many business decisions based on their customer,
community and regulatory knowledge.

“Our utilities will continue to provide a strong foundation for Aquila,
and we believe these steps will help ensure their economic well-being in
the future.

Q. Was Aquila’s new efficient utility structure reflected in MPS’s rates in its last

rate case, Case No. ER-2001-6727
A. No. Rates from Case No. ER-2001-672 went into effect in March 2002. Aquila

did not announce its new efficient utility structure until April 2002. MPS’ rates that are in effect
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today (and will be in effect until June 2004) still reflect Aquila’s old less efficient utility
structure.

Q. Is Aquila proposing any adjustment in this rate case to compensate MPS’
customers for charging rates that were based on the old less efficient utility structure in Case
No. ER-2001-672?

A. No. In fact, Aquila is proposing to charge MPS’ customers for the

fact that it made its utility structure more efficient. This is the whole basis of Aquila’s proposed
severance adjustment, also known as adjustment CS-10. Aquila totaled up the severance and
severance-related payments for the employees it severed under this project and is proposing to
recover MPS’ share of these costs in this rate case over a three-year period.
Although Aquila recognizes that it has collected higher payroll costs in rates than it is actually
paying to employees (Mr. Klote states at page 14 of his rebuttal testimony that “Aquila does not
deny the fact that regulatory lag exists concerning this issue™), it refuses to recognize these
payroll savings as an offset to its severance costs.

Q. At page 11 of his rebuttal testimony Mr. Klote list the reasons why the Staff is
opposed to Aquila’s severance adjustment, Does Mr. Klote correctly describe the Staff's
reasons for its opposition to this adjustment?

A. No. One primary reason why the Staff is opposed to the recovery of
severance costs is that these types of costs are non-recurring expenditures. In addition to
being nonrecurring, the costs that Aquila seeks to recover have already, at least to a
significant extent, been recovered in rates. The rates for Aquila’s last rate case, Case
No. ER-200G1-672 went into effect in March 2002 as a result of the Commission accepting a

settlement that simultaneously resolved both that rate case and a Staff excess earnings
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complaint case. Since that date, and continuing until rates are changed from the resolution
of this case in June 2004, Aquila has been recovering and will continue to recover payroll,
payroll taxes and other benefit costs in current rates for substantially all of the employees that
are no longer on MPS’ payroll.

Q. What is your knowledge of the level of payroll that was included in MPS” last
rate case, Case No. ER-2041-6727

A During that audit I worked closely with the Staff auditor who was responsible
for MPS’ payroll adjustment, Graham A. Vesely. I have reviewed Mr. Vesely’s testimony in
that case and noted that he did not recommend any adjustment to MPS’ proposed level of
base payroll costs in that case. In fact, the Staff’s payroll adjustment in this case included all
employee additions and payroll increases through January 31, 2002, (Vesely Direct
Testimony, Case No. ER-22001-672, page 3). I reviewed the rebuttal testimonies of 13
Aquila witnesses in that case and found that Aquila had no objection to the Staff’s (or any
other parties to the case) base payroll adjustment. Aquila did have one witness to presented
rebuttal testimony on the Staff’s proposed partial disallowance of incentive compensation
costs. Therefore, I am confident in saying that for the purposes of a discussion on regulatory
lag on the issue of payroll costs in Aquila’s last rate case, 100 percent of the base payroll
costs that Aquila thought should be inciuded in MPS’ rates, were included.

Q. Does Mr. Klote disagree with the position taken in your direct testimony that
Aquila has recovered at least a portion of its severance costs through regulatory lag?

A No. Mr. Klote does not disagree that Aquila has recovered at least a portion
of its severance costs through regulatory lag. However, he argues that the Commission

should not recognize the fact that Aquila has recovered these costs because Aquila’s rates do
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not reflect payroll increases in the years between rate cases and because the Staff did not pick
up a projected pay increase that is considerably outside of the test year in this case.

Q. What is “regulatory lag?”

A. Regulatory lag is the passage of time between when a utility’s financial results
change, and when that change is reflected in the utility’s rates.

Q. How does regulatory lag allow for a company such as Aquila to retain payroll
savings for a period of time?

A. Payroll costs represents one of the largest if not the largest expense of
providing utility service. When rates are set in a rate case, 100 percent of the payroll costs
needed to provide safe and reliable utility services are generally included in these rates. If a
utility takes an action, soon after rates are set in a rate case, to significantly reduce its payroll
costs, then these payroll savings, net costs to achieve these payroll savings will accrue to the
utility’s shareholders. This situation will then persist until the utility’s rates change, either as
a result of a rate increase application from the company in question or as a result of a
complaint application filed by the Staff or another party to reduce rates.

Q. Can regulatory lag work both to the benefit and the detriment of a utility?

A Yes. Due to natural changes in revenue and expenses, either the utility or the
ratepayer may temporarily benefit from the effects of regulatory lag. Under ideal
circumstances, both parties have an equal opportunity to benefit because regulatory lag is
generally supposed to be caused by an unplanned and naturally occumring event. Sometimes
certain expenses decrease faster than other costs increase, thereby offsetting the impact and

sometimes the opposite occurs. Sometimes revenues increase faster than expense and, again,
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sometimes expenses increase faster than revenues. Regulatory lag can be thought of as a
natural phenomenon in the utility ratemaking process.

Q. Does the Staff have any opposition to Aquila’s retaining the benefits of its
payroll reductions until its actual payroll costs are reflected in rates in this case?

A No. The Staff’s objection is not that Aquila has retained the savings of its
payroll reductions, the Staff objects to the fact that Aquila wants to retain 100 percent of the
payroll savings, yet also wants to recover in rates 100 percent of the costs to achieve those
savings. The Staff believes this position is unfair and unreasonable and should be rejected by
the Commission.

Q. Did Aquila do any study to determine if it even suffered from a financial
detriment from incurring the severance costs associated with its employee reductions?

A No. The Staff is not aware of any study where Aquila offset the doltar amount
of severance costs it incurred with the amount of payroll savings it accrued.

Q. Under what circumstances would you consider recommending recovery of a
cost similar to Aquila’s severance cost adjustment?

A The first criteria would be that the cost would have to be recurring in nature.
Secondly, Aquila would have to do a detailed study of the amount of payroll savings it
accrued in rates from its workforce reduction. The amount of payroll savings would then be
compatred to the amount of severance costs it incurred. If the study results show that the
severance costs exceeded the payroll savings and this incremental amount was determined to
be material in amount, then, and only then, would the Staff consider some form of rate relief.

Q. Has the Commission ruled on the issue of rate recovery of severance costs for

Aquila?
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A

costs should not be recovered in rates. Specifically, the Commission stated at page 45 of its

Yes. In Aquila’s rate case ER-97-394, the Commission ruled that severance

Report and Order in that case:

The Staff has proposed an approximate $142,600 disallowance for test
year severance costs. The Staff witness states that such costs are
largely non-recurring and are quickly offset by savings in payroll
expense. The typical severance pay is six months salary.

UtiliCorp disagrees with the Staff’s position. UtiliCorp states that
payroll savings are achieved, to the benefit of the ratepayers, by
severing employees. UtiliCorp believes that the concurrent severance
costs, therefore, should also be borne by the ratepayers.

UtiliCorp also points out that it regards severance pay as a
management tool and therefore seeks inclusion of what it considers an
ongoing amount of severance costs in rates. The test year severance
expense was a result of the UtiliCorp reorganization program, referred
to as “Building Tomorrow’s UtiliCorp,” or BTU. The UtiliCorp
witness explains that the BTU program is ongoing, along with a
certain level of severance costs. UtiliCorp maintains that these costs
should properly be reflected in rates.

The Commission finds the weight of evidence in this issue indicates
that the severance costs in question were a one-time occurrence and
not an ongoing expense. In addition, while some benefit to the
ratepayer may accrue, the evidence is insufficient on that point.

Therefore, the Commission will adopt the proposed adjustment of the
Staff.

Does this conclude your surrebuttal testimony?

Yes, it does.
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Summary of Modifications
UilliCorp ﬂnim_d Inc. S-&ppiémental Ekgéutife:ketfrnment Plan.

(A‘_s_,:méndedana'--Re.sm;ed.ﬁﬁec}fvé;fmfyjz. 2001)

% Executives empioyed n pay ‘bands -V are ehgxbie for the. SERP

The SIIRP was amended to add anew “Bonus SERP Beneﬂt” and “bupplemcntai SERP Bencﬁt »

v

The Bonius SERP Br:ncf' tis designed to pmv.:dc axccutwcs an additional reixrcmcm benefit bas:d on
the executives’ -annual bonus pay. Bonus pay ‘is cummtiy -excluded from consideration. under
UthCorp’s gualified’ deﬁned benefit pension plan. AlL SERP pazﬂe:pants are cl-g:blc for the Bonus '
SERP B:meﬁt (Scc SERP scctwns 1.02 and402} o , IR .

%

» The Qupp}cm:ntni SERP ch:f tis designed to pmvxdc exciutives cmplo)-cd mn pa) bands I—TVam
additional market-based retirement benefit.. The maximum retirement benefit is generally equal to
7.5% of the executive’s average total pay in excess' of ‘the .annual Internal Revenue Code dollar :

hrmitation. (See SERP secmms 1.10,1.12,1.13 and 4. 03)

» In order to receive the Bonus SERP Benefit and Supplmﬁl SERFP Benefit, i exccutive mmst
either (i) retire- from employment on or afler attaining age 53, or-(ii) separate fram service after’
completing ten (10) or more years of service. All SERP benefits are adjusted to teke into- account :
early retm:ment and. other apphcab!e actuanal adjustments {Sec SERP sccmm 3o ' '

> 1f 3 married cxecut:ve dzws after havmg sat:st‘ ed the vestmg r¢qmtcmcnts for the, Bauus bERP and
Supplemental SERP Benefits, the executive's surviving. spouse will receive: abenefit-equal to- 50% of .
the benefit that would have been paid to the executive. 'i’here i8 nc desth bmcﬁt for unmarried

executives: (Sce SERP section 4.07)

» ‘The Committee has the diseretion io adopt a mandatory pay-out policy pursuant to w’hicﬁ an .
executive’s SERP benefit would be paid in a single lump sunvif the actuanal value of such bancﬁt is
lesg than: speclﬁed dollar amotunt. {(See SERP section 4.05). - : _

AR E I )
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Pl

Response: (1) Discussicns regarding the fundiﬂg of CPEB benzfits have been anderway
since the Missourl Legislature passed the law in 18%4 (Section 386.3315 REMo) which
allawed the u’L-,tlé SFAS 106 recgvery foy OPEB emounts. which aze cxtera&l_y funded by
the utility. ince there. wag no .cash zlow inciuded in. the. 1993 electric. case for TAS
10€ exp@nse} the actual funding was not completed antil Aprll C 1997,  Funding »as
matle at this tinme to Support the Company's rate case saeklng FAb 106 recovery 427 -
VERA (Voluntary BEmployeets Beneficiary Assoc.) dceount is’ balng used as a Ffunding
vehicle, The aggregate funding methoad has bsen uded to dmtermlne ‘the amount funded.
{3) The VEBA funding is done spedifically for MPp.emplqyeq nost - hctm:em;nt benefits.
{3) See attached Mercer computation of the 31 millien which has been funded to date.
{5} The funding cf the VEBA account is intended to cover the entire FAS 108 expense
(i.e. nenefir paymencs and benefits accrued but not paid during the current year). (6]
See attached Mercer computation of the $1 million that has heen funded to Jate. The
datz used in this computation is an extrapolation of the information included in the
Decenber 31, 1996 report for 1997. The actuarial assumptions used ave the zame as
documented in the 1996 repor:c except as noted in the footnotes on the attechment.

ATTACHMENTS :  Mercer computation of the estimated maximum: tax deductible VEBa
censribution, e

ANSWERED BY; Beth Armstrong

I T I R T T R T T T T e Y R R N L T L LI O N L

M?Sc,407 Infaormation *eguentmd

{1y Provide the 1957 actuarial rsports (ETRISA and FASBET & 1063 as soon as they are
availablie. Inciude all reports which would be charged 106% to MPS . or on an allosated:
bagsin. {2] Provide any additional actuarial repeorts for ary Supplemental Executiwve
Retivemerit Plan alsa. {3) Identify actual dollars spent {(charged to MPS) for any SERP
plan in 19%6. (4) Identify the expense recorded on MPE' bnoks for any SERP plan in 1996
and indicate whether the expense amount is based upon accrual accounting under FAZa? or
acrcual cash dishursemencs for benefits.

Response: {1) The 1997 actuarial reports are not avallable as of uhe dete. of
chis response. We anticipate receipt of the reports in Late Qctober 199? {23
UziliCorp has a SERP, however, there are no actuarial ;eporth for such plan. {3) Na
dollars have bheen spent or charged to MPS for any SERP plan An 1996. {4} No amounts
have heen expensed for any SERF plan in 1936,

ATTACHMENTS: Nono

ANSWERED BY: " Beth Armstrong {assistead by Brenda William53»

.................... LT L I R I R B R Tt I T S B

MPSC-408 Please provide the lavest annual insurance premdums for all types of Jﬂ%urard?
caverages and the actuzl insurance premiams .hat were ineffect at June 24, 1997%.
Regponee: See attached spreadsheet.

ATTACHMINTS : Spreadsheet

HPSC~409 Refer to the response te DR 277.

i} Question 2 in DR 277 did not reguest MP3'm opinion as teo whether prior ratemaking
reatment for capltalized softwares/hardware costs is relevant to this case.  The
nestion asked is whether or not MEPS has regquested Rate Bage treatment and/or
reciation/amertization on costs incurred for gapital asseth which werse not in
E fully implemegnted, in any y~1or Rate Casa. 2) In addition, MpL’ =) BTJ adjustmept
ts recovery of buﬁgered costs for BTU projects which will not be incurrved until
Pleaze identify eny p*is* rats case in Mlssourl where MPS requested or
ase Buue and/or cost of gervice rzcovery of budgeted expense and/or costs
@ R . .

Scheitite JWM-1.
Page 152 of 465
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LATECE 1 esnmony o1
Graham Vesely
reflects the difference between annualized employer costs and those incurred in the test
year.
Q. Please list emplovee benefits charged to' MPS that you are recome'nd_ing

be included in cost of service, exclusive of disatlowances previously discussed.

Resource Staff Annualization ' - MPS Juris
Code Description Electric Expense
1709 401K Employer Share 1,556,023
1711 Employee Stock Contribution Plan (ESCP) 706,957
1715 Benefits Health and Dental 2,174,418
1716 Benefits Life Insurance : 04,705
1717 Benefits Educational Reimbursement 24222
1718 Benefits AD&D Insurance _ 21,336
1725 Benefits Supplemental Retirement 34,688
1726 Benefits Restricted Stock oo 30,199
1727 Benefits LT & ST Disability ‘ 54,004
1729 Benefits Great Pursuits 50,079
1799 Benefits Other 127,434
Annual Incentive Compensation 1,678,752
Unton Incentive Compensation 138,664
Total : 7,601,660

A, The Staff has included in its filed case ‘the incentives and benefits levels

shown above, on an annualized basis, allocated es appropriate to electric operations,

without further proposed disallowances.

FUEL INVENTORIES

Q. What was your responsibility in this case with regard to the determination
of fuel inventory levels?

A. My responsibility was to determine an wtimg_te of an appropnatelevcl of

inventories for coal and otl maintained at UtiliCorp’s igémerating facihities. Coal

inveniories are maintained at the Jeffrey Energy Center and the Sibley plant. Oil

inventories are maintained at the Nevada and Greenwood facilities.
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