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Q. Please state your name and business address.

A, Mark L. Oligschlaeger, P.O. Box 360, Suite 440, Jefferson City, MO 65102.

Q. Are you the same Mark L. Oligschlaeger who has previously filed direct
testimony in this proceeding?

A. Yes, ] am.

Q. What is the purpose of your rebuttal testimony?

A. The purpose of this testimony is to address the direct testimony filed by
Aquila, Inc. {Aquila/UtiliCorp or Company) d/b/a Aquila Networks — MPS (MPS)
witnesses
Lisa A. Starkebaum and

Jerry G. Boehm on the issue of the Aries Unit Purchased Power Agreement.
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ARIES UNIT

Q. Has the Company made an adjustment to annualize the capacity charges
associated with MPS’ purchase of power from the Aries Generating Unit?

A. Yes, it has. Company witness Starkebaum sponsors Aquila/UtiliCorp’s
adjustment to annualize capacity charges associated with MPS purchased power agreements
(PPAs) at page 12 of her direct testimony. She states that the Company’s adjustment includes
an annualization of Aries capacity charges.

A general description of the Aries PPA can be found on pages 7-8 of Company
witness Boehm’s direct testimony.

Q. What level of capacity charges associated with the Aries unit has
Aquila/UtiliCorp included in its case?

A. The Company has reflected an annualized level of $27.66 million.

Q. Does the Staff agree that $27.66 million is an appropriate level to include in
rates for Aries capacity charges?

Q. No. Because MPS is purchasing power from the Aries unit through an
affiliated entity (Merchant Energy Partners — Pleasant Hill, or MEPPH), the Staff believes it is
appropriate to price the capacity from the Aries unit on a “lower of cost or market” basis.
Because the cost of the Aries capacity to MPS’s affiliated supplier is less than the market
value paid by MPS for that power, MPS’s rates should reflect only the cost to Aquila of the
Aries unit capacity. The quantification of this adjustment, and a more detailed explanation for
its rationale, can be found in my direct testimony in this proceeding.

Q. Why did Aquila/UtiliCorp make the decision for its MPS division to obtain

power through a purchased power agreement (PPA) with an affiliated entity?
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A, The Staff believes this decision was made because the Company believed it
could earn higher profits by having a non-regulated affiliated entity construct a power plant
and sell power to MPS through a PPA, than having MPS construct the power plant for itself.

Q. Generally, what are an electric utility’s options for obtaining additional power
to meet load growth or to replace existing power sources?

A Generally, electric utilities have the option of either building their own
generating units to provide power for their customers or purchasing a portion of the output of
a generating unit owned by another electric provider.

Historically, when an electric utility builds its own generating unit, it typically intends
to use most of the power generated by that unit for the utility’s native load customers. Some
of the unit’s output may be sold to neighboring utilities to meet their power needs, and excess
energy during non-peak periods may also be sold to utilities in the interchange market. For
ratemaking purposes, this Commission has placed in rate base the net original cost of
constructing utility-owned units, and allowed a return on that amount in setting rates for those
utilities. Depreciation expense is booked to charge the cost of the units to expense on the
utility’s income statement ratably over time. This allows the utility to earn a return “on” its
investment in rate base, and to recover a return “of” the investment through depreciation.

Alternatively, if a utility does not wish to construct and own generating units, it may
choose to either purchase capacity from a portion of the power produced by a generating unit
owned by another entity, or acquire power from a utility which has purchased power from
another entity — a2 “purchase for resale” transaction. In this case, the utility buying the power
is charfged a price for that power reflecting both the capital costs of the unit producing the

power (the capacity or demand charge), and the incremental price of generating that power

Page 21



10
11
12
13
14
15
16
17
18
19
20
21
22

23

Rebuttal Testimony of
Mark L. Oligschlaeger

(the energy charge). However, the entire amount paid by the purchasing utility for its share of
power is typically charged to purchased power expense on its books.

Another potential difference between ownership of a power plant, and purchasing
power from an outside entity is the term of the commitment. When a utility builds a power
plant, normally its intends to have the plant provide power for native load customers over the
useful life of the plant (generally 35-40 years or more). In contrast, agreements to purchase
power may be ¢ither short-term (i.e., one to five years) or long-term (20 years or more).

Q. When a utility builds generation to serve native load customers, is utility
ownership of that plant the only option available for that utility?

A, No. A utility choosing to build generation has the option of constructing the
unit, selling it to a third party, and then leasing the unit back from the new owner. The lease
payments charged by the new owner would again be based on the capital costs of the leased
unit, as well as the incremental cost of producing energy from the plant. The utility taking
power from the leased unit would charge the lease payments to iease expense on its books.

Q. When a utility takes power from a leased plant, as opposed to owning the
plant, how would the amount of the lease payments compare to the amount of rate Tecovery
the utility would receive from placing the unit in question in rate base?

A. Conceptually, the amounts should be similar, as both rate recovery of lease
expense and rate recovery of amounts associated with placing generating plants in rate base
are premised upon recovery of the capital and expense components of producing power,
which will be identical whether the unit is owned or leased. However, there usually are some
differences between the method by which lease payments are calculated for rate purposes and

how revenue requirement is calculated for generating plants included in rate base. Because
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the return on rate base component of power plant costs is calculated on the undepreciated
component of the plant costs at a point in time, this results in declining cost recovery over
time as the undepreciated amount of plant costs declines over time. In contrast, lease
payments are normally calculated on a levelized basis; that is, calculating the total return on
and of capital costs over a unit’s life and spreading that amount equally over the life of the
lease. In addition, a lease term may not be the same as the expected life of the generating unit
put into rate base and, therefore, the capital cost recovery component of the lease payment
may not be the same as the revenue requirement for the unit that would be reflected in rates if
the unit were afforded rate base treatment.

Q. Does Aquila/UtiliCorp own or lease the Aries unit?

A. Yes. Aquila/UtiliCorp leases the Aries unit. As discussed in my direct
testimony, Aquila/UtiliCorp has chosen to provide the title to the Aries unit to Cass County,
Missouri, and then lease the plant from Cass County.

Q. Has MPS obtained power in the past through leasing of generating units?

A. Yes. MPS, while it has constructed generating units at its Greenwood and
Ralph Green locations in the past, chose to sell those units to third parties and then obtain
power from the plants through long-term lease arrangements.

Q. Why would a utility choose to lease a generating unit rather than own it
directly?

A. In the mid to late-1970s, when MPS chose to lease the Greenwood and Ralph
Green generating units, it is the Staff’s understanding that MPS took that course of action
because it was experiencing financial difficulties at that time, and did not want to reflect

additional debt on its balance sheet associated with ownership of these units. Today, a utility
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may choose to enter into a leasing arrangement because it expects to achieve a higher return
associated with its generating plant investment through leasing the plant rather than having
the cost of the unit reflected in rate base. In that case, a utility may believe that it could
achieve greater profits from the unit if it was unregulated rather than be held to the regulated
rates of return authorized by public utility commissions. As will be discussed later in this
testimony, the desire for higher returns is the rationale for Aquila/UtiliCorp’s decision to lease
the new Aries unit and this arrangement is an abuse of affiliate relationships.

Q. Has Agquila/UtiliCorp provided any information to justify its choice to
purchase generating capacity through a PPA with an affiliated entity rather than building its
own generating unit?

A. Yes. Case No. EM-99-369 was Aquila/UtiliCorp’s application for the
Commission to make certain determinations required under the Public Utilities Holding
Company Act of 1935 respecting the contract between MPS and MEPPH for supply of power
from the Aries unit. In that proceeding, Aquila/UtiliCorp provided the Staff an analysis that
purports to demonstrate that the costs to MPS of entering into a five-year lease to obtain
power is less expensive than MPS owning the unit and rate basing it, over the five-year term
of the lease.

Q. From MPS’s perspective, why might obtaining power through a PPA be more
economical than including the unit in rate base?

A. There are two basic reasons why a PPA might show a cost advantage. First, as
previously discussed, lease payments are typically based on levelized recovery of capital
costs, as opposed to the front-loaded recovery of the return component of the generating unit

caused by rate base treatment. This is also typical for the capacity cost recovery in a PPA.
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Second, the purchased power agreement MPS entered into calls for the Company to pay for
500 MW of power during peak periods, but a reduced amount of power during non-peak
periods. Rate base treatment would result in MPS customers being responsible for the entire
cost of the plant.

Q. Because of these factors, wouldn’t the MPS PPA inherently be less expensive
than rate basing the Aries unit?

A. Not necessarily.

In regard to levelized cost recovery of capital costs under a PPA, the levelized cost
should be calculated in such a way that customers would be indifferent between paying rates
based on the traditional declining cost rate base methodology, or rates based on levelized PPA
cost recovery, over the life of the unit in question.

Concemning the point that rate base treatment would mean the full cost of the Aries
unit would be reflected in customer rates, that cost would be offset under the normal
rateraking process by the proceeds of interchange sales made from the Aries unit during off-
peak periods (i.e., MPS’s ability to sell power during off-peak periods due to its reduced need
for power during that time). One would have to know the amount of projected interchange
sales, and the estimated proceeds from those sales before reaching a firm conclusion on
whether rate basing or leasing the unit would be more economical from a ratepayer viewpoint.

Q. [s the five-year period of the PPA an appropriate time frame in which to assess
the benefits of the PPA versus owning the Aries unit?

A. No. Because ownership of the unit has long-term consequences, with most
units having an expected useful life of 30 years or more, an evaluation of whether it is

economically better to own a unit or purchase power from it should extend far beyond an
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initial five-year lease period. In fact, use of this five-year period to justify the decision to
purchase power from the Aries unit is inherently biased against the ownership option; again,
because of the levelized capital cost recovery feature of PPA cost recovery.

Q. In the Staff’s view, has MPS done an adequate job of justifying its decision to
purchase power from the Aries unit, as opposed to MPS owning the unit?

A. No.

Q. Did the Company seriously give consideration to the option of having MPS
build a generating unit to meet its need for power beginning in 20017

A. No. In the Staff’s notes of the interview of Mr. Frank DeBacker
(Aquila/UtiliCorp’s Vice-President of Fuel and Purchased Power in 1998-1999) and
Mr. Robert Holzwarth (Aquila/UtiliCorp’s Vice-President of Power Services in 1998-1999), it
is stated that Mr. DeBacker and Mr. Holzwarth were knowledgeable of a clear understanding
from the Company’s management at the time the Aries decision was made that
Aquila/UtiliCorp’s regulated electric divisions were not to construct power plants; and that
these divisions’” power needs were to be met through short-term PPAsS.

As mentioned in my direct testimony, Mr. DeBacker and Mr. Holzwarth were given
the opportunity to review the Staff’s notes of the interview and make any corrections,
additions or clarifications in the response to Staff Data Request No. 548.

Q. Does the Staff have additional concerns with the Company’s decision to lease
the Aries unit?

A. Yes. The Staff believes the short term of the PPA (five years) exposes MPS
customers to greater risks associated with future market based pricing of power than they

would if MPS owned the Aries unit,
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Q. Please explain i general terms the concept of “market-based pricing” of
pOWer.

A. “Market-based” pricing of power represents charging customers for power they
use based upon a price determined in a competitive marketplace of buyers and sellers. This
contrasts with treatment of generating units afforded under traditional regulation, in which
customers are charged rates based upon the actual capital and operating costs associated with
the units that are dedicated to native load customers. The market price of power at any point
in time may be higher or lower than the actual “embedded” price of power charged to
customers in electric rates under current regulation.

Q. What factors wouid cause the market price of power to either be higher than or
lower than the embedded costs of power reflected in rates?

A. Because generating units are long-lived assets, customers are likely to pay the
capital costs associated with any particular unit.for an extended period of time (i.e., 30-40
years). If the cost of generating power from newer units and power generation technologies is
declining over time compared to the embedded cost of a utility’s existing generating units,
then the market price of power will be less than that utility’s embedded generating costs.
Alternatively, if the cost of generation from new units is increasing relative to the embedded
cost of generation for a utility, then the market price of power will be greater than that
utility’s embedded generation costs. Accordingly, customers are not inherently benefited or
harmed by the introduction of market-based pricing of electricity. However, customers are
exposed to greater risk under market-based generation pricing.

Q. Why is market-based pricing riskier from a customer perspective?
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A. It is riskier because customers will face more volatility in rates for power under
market-based pricing schemes than under the traditional embedded cost regulatory pricing
approach. As previously discussed, once a generating unit is operational and inciuded in a
utility’s rate base, the capital cost component of that unit’s cost that is reflected in rates will
be highly predictable over the life of the unit. In contrast, the capital cost component of
market based electricity prices will be subject to frequent fluctuation based on trends in the
generation marketplace.

To use an example, if a utility provides electricity to its customers from one generating
unit only, the capital cost portion of electricity from that unit will be largely fixed in advance
over the life of the unit for 30 or 40 years, or more. Though rates charged to customers for
the capital costs of that unit may change over time, due to the “declining-cost” nature of
capital recovery in rates, those changes are highly predictable. In contrast, the capital cost
component of that utility’s generation rates might be subject to material and unanticipated
changes on a frequent basis, if rates to its customers are based upon market prices for
generation.

For this reason, utility customers inherently face more risk of unexpected pricing
changes when market prices determine the rates they pay for electric service, as opposed to
the embedded costs of the generating units serving them.

Q. Please explain how MPS’s contract t.o obtain power from the Aries unit is an
example of market-based pricing of power.

A, While the Aries unit is expected to have a lengthy life typical of a generating
unit, the contract only obligates Aries’ owners to provide power to MPS for a five-year

period. At the end of the five years, MPS must either reach a new agreement with the Aries
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unit’s owners to obtain additional power, or replace the power it obtained from the Aries unit
with another source. While the Aries owners may choose to again bid to supply power to
MPS customers when the five-year term of the current agreement has expired, they are not
obligated to do so. Even if power is continues to be supplied to MPS through another Aries
PPA after the five-year term of the initial PPA has expired, MPS customers will still face the
risk of changes in the market price of power in the new contract. If a new five-year PPA with
the Aries unit is agreed to starting in 2005, then MPS’ customers will face the same risks five
years later in 2010.

Q. Has there a general trend towards greater market pricing of electric power in
this country in the recent past?

A. Yes, though generally this trend is tied to overall electric restructuring efforts
in various jurisdictions. In other words, those jurisdictions that have chosen to allow
customers greater choice in the selection of their electricity provider as a necessary
consequence also allow customers greater exposure to market pricing for generation service.
Whether electric restructuring is a worthy goal for pursuit is, of course, a policy judgment to
be made by legislatures and regulatory bodies. The Staff believes that neither the
Commission nor the Missouri Legislature has established a policy encouraging either electric
restructuring or greater market pricing of power to native load customers in Missouri.

Changes in the electric industry in recent years related to such factors as California
restructuring difficulties, the Enron bankruptcy and the financial problems of electric bulk
energy marketers have led to a significant slow down in electric restructuring initiatives.
Accordingly, the trend towards greater use of market pricing of power has also recently

decelerated as well.
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Q. Do electric utilities benefit from market-based pricing of generation service?

A. Electric utilities can conceivably achieve higher profitability levels charging
market-based rates compared to traditional embedded ratemaking, when the generation
services are performed by non-regulated affiliates providing capacity power to the reguiated
entity under some form of contract arrangement, such as the case with the Aries PPA. Again,
this potential benefit depends upon the long-term trend in market prices for power compared
with the embedded cost of power production.

Q. Has Aquila/UtiliCorp undertaken a policy in the past of attempting to move
toward market pricing of generation?

A. Yes. Several years ago, the Company had the opportunity to place its
Greenwood Units 1 and 2 in rate base upon the expiration of the long-term lease arrangements
it had in place for the two units in the mid- to late—1970s. However, when Aquila/UtiliCorp
exercised its option to purchase these units, it chose to place them in a non-regulated
subsidiary, to enter into new leasing arrangements with the affiliated entity (MPS), and to
continue 10 obtain power from these units for MPS custorners at a new, and higher, lease rate.
The Staff’s concerns regarding this situation with the Greenwood units were discussed in
more detail in the direct testimony of Staff witness Featherstone in Case No. ER-2001-672.

The Staff believes Aquila/UtiliCorp has attempted to implement a policy of no longer
including in rate base the generating units it constructs to provide electric power for its native
load customers in its regulated divisions. For example, the Company made an attempt in Case
No. EM-97-395 to have all of its existing MPS regulated generating units placed in an
unregulated EWG. (The case was later withdrawn.) Aquila/UtiliCorp’s proposals in Case

No. EM-97-395, the recent history of the Greenwood units and the Company’s decisions
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regarding the Aries unit all demonstrate this policy of attempting to move generation
resources to Aquila/UtiliCorp’s non-regulated side. Such a policy raises concerns regarding
affiliate abuse.

Q. Why has Aquila/UtiliCorp moved towards market-based pricing of power?

A. Based upon its response to Staff Data Request No. 365 in Case No. ER-2001-
672, the Company implemented this policy to allow it to achieve greater profit levels. The
response to Staff DR No.365 states, “[tlhe Company believes that the current regulatory
climate does not warrant the business risks associated with constructing and owning rate-
based generating plants”. The Staff interprets this statement to mean that Aquila/UtiliCorp
perceived at the time of this response that current return on equity levels earned on rate base
investments were inadequate, and that greater returns could be garnered th_rbugh the lease of
power plants by affiliates and the purchase of power from these affiliates at “market” rates.
This policy of moving generation from the regulated utility to the non-regulated affiliate and
charging the utility a higher price is an abuse of the affiliate reiationship.

Q. All other things being equal, if the Company can eamn greater returns on its
generation investment by selling power to customers at market rates, what would be the
impact on MPS’s customers?

A. All other things being equal, this means Aquila/UtiliCorp’s native load MPS
customers over the long-term would pay higher rates related to “market-based” PPAs for
purchased power than they would pay if MPS’s rates were based on embedded cost
ratemaking for those units.

Q. Is it possible at this time to determine whether this Aquila/UtiliCorp policy of

not placing new generating units in rate base was in the best interest of MPS ratepayers?
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A. Any such conclusion cannot be reached in the absence of a study comparing
the benefits and risks of direct ownership of units by MPS to obtaining power through lease
arrangements and PPAs. However, there are a number of indications that Aquila/UtiliCorp
expected the future price of power to increase, at least in the short-term; at the time the Aries
decision was made. If the Company’s expectations are correct, the decision to purchase power
from the Aries unit as opposed to ownership of the unit by MPS may not be in the best
interest of MPS customers.

Q. What indications are you referring to?

A. The above answer is based on the following points:

1.) The Staff is aware of a number of power price forecasts utilized by the

Company that showed an expectation of sharply higher power prices through time.

2) The market cost of replacing power obtained through a lease of the

Greenwood Units 1 and 2 several years ago was in excess of the prior leased cost, as

well as in excess of the cost of power from these units if these units were included in

rate base.

Each of these points will be addressed in more detail below.
Q. What is your basis for asserting that the Staff has reviewed Company power

price forecasts that show significantly higher power prices into the future?
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A. In its review of the Aries PPA issue in the last MPS electric rate proceeding in
Missouri (Case No. ER-2001-672), as well as the instant case, the Staff has become aware of
the existence of several power price forecasts prepared by Aquila/UtiliCorp that indicated
sharply higher market prices of power were expected in future years. These forecasts were
prepared in the period of the late 1990s to the early years of this decade.

Q. What is the significance of these power price forecasts?

A. If a regulated utility expects escalating power prices into the future, it would
seem to be logical for that utility to hedge against higher power prices by owning and
controlling its own generating units, as opposed to relying on short-term PPAs and exposing
your customers to the risk of frequent power price increases.

Q. What was the situation concerning the price of power MPS is obtaining from
Greenwood Units 1 and 27

A, As previously mentioned, upon the expiration of the long-term leases from
which MPS formerly obtained power from these units, Aquila/UtiliCorp chose to purchase
these units from the owners, place the units in an unregulated subsidiary, and then enter into a
new lease for the supply of power to MPS customers. The new lease costs were:
(1) substantially higher than the cost of power to MPS from these units under the recently
expired lease; and (2) substantially higher than the cost of power from these units if those

costs had been based upon traditional rate base treatment of those units
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Q. Does the fact that a utility decides to place ownership of generating facilities in
an unregulated affiliate necessarily mean that the unregulated affiliate must charge the
affiliated regulated entity a market price for power?

A. No, such affiliate abuse 1s not necessary. This 1s demonstrated by the Kansas
City Power & Light Company (KCPL) Application for Commission approval of its corporate
restructuring, docketed as Case No. EM-2001-464. In that case, KCPL received permission to
form a holding company named Great Plains Energy, Incorporated (GPE). KCPL (the
regulated utility) will retain all of its existing generating assets. Under the holding company
structure, GPE proposed to place its future generating needs in an unregulated affiliate
company, Great Plains Power, Inc. (GPP). However, the Stipulation and Agreement in Case
No. EM-2001-464 called for any power sold to KCPL from certain generating units owned by
GPP in the future would be sold at cost-based rates, so that the cost of power paid by KCPL
would be equivalent to the costs paid by customers under traditional cost-of-service based
rates. The Commission approved this Stipulation and Agreement, using the following
language:

In January of 2001, KCPL entered into a binding memorandum of
understanding with General Electric Company under which KCPL may
lease or purchase up to five combustion turbine generating units. Each
of these units has a generating capacity of 77 MW. These turbines will

not be completed until 2003. If the proposed reorganization is
approved, KCPL anticipates seeking Commission approval to transfer

Page 34




O oo~ R W -

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

Rebuttal Testimony of
Mark L. Oligschlaeger

its rights under the memorandum of understanding to GPP. KCPL
anticipates that it will need an additional 231 MW of generation
capacity in the next three years, that is, the generating capacity of three
of the five combustion turbines. KCPL currently purchases less than
five percent of its energy needs on the open market. If the proposed
reorganization is approved, KCPL may enter into a cost-based purchase
supply agreement with GPP to acquire this additional capacity. Sucha
cost-based purchase supply agreement would provide power at a cost to
ratepayers identical to costs under traditional cost-of-service based
rates. The cost of power generated by a combustion turbine owned by
GPP would be essentially identical to the cost of power generated by a
combustion turbine owned directly by KCPL.

Order Approving Stipulation and Agreement and Closing Case, pp. 7-8.

Q. What is the Staff’s overall policy recommendation in this proceeding regarding
the Aries unit?

A The Staff has seen no evidence that Aquila/UtiliCorp has ever performed an
adequate analysis to compare the long-term cost of direct ownership of the Aries unit with the
cost of obtaining power from that plant through short-term PPAs. What evidence exists at
this point does indicate, however, that the Company has expected and still expects the price of
power in the marketplace to increase over time. If that is true, then MPS customers may have
been better off being able to utilize Aries power over its expected useful life as a Commission
regulated asset, rather than periodically having to obtain higher priced power from sources
elsewhere, or by paying for power from the Aries unit periodically “marked-up” to reflect
current market pricing.

The Company is currently in the process of receiving and evaluating bids concerning
its power needs subsequent to the expiration of the current Aries unit PPA. At this time, the
Staff recommends that the Commission order Aquila/UtiliCorp to explicitly consider MPS’s
ownership of a generating unit (and, consequently, rate base treatment of the unit) as a

potential source of power beyond 20035, and as an alternative to continued receipt of power
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through affiliated lease arrangements and short-term affiliated PPAs. Such an analysis should
be at least as detailed as that which is addressed in the Commission’s suspended electric
utility resource planning rules, 4 CSR 240-22.010-.080. The analysis should also be of a
long-term nature, in order to fully and fairly assess the benefits and detriments of MPS’s
options for obtaining future capacity, including utility ownership of power plants. Only if
Aquila/UtiliCorp is ordered to do this will the Commission be able to adequately review and
evaluate in future rate proceedings the necessary evidence as to whether MPS is seeking
recovery of an excessive level of expense to compensate it for power provided to its
customers.

Q. Has the amount of the Staff’s proposed adjustment for test year Aries capacity
charges changed since the filing of the Staff’s direct testimony?

A. No. The Company has provided the Staff with certain additional information
regarding Aries costs during the prehearing conference to this case. The Staff is still in the
process of evaluating this information. If this or other information leads the Staff to revise its
Aries adjustment amount, the Commission and the parties to this proceeding will be informed
of these changes promptly.

Q. Does this complete your rebuttal testimony?

A, Yes, it does.
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