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I.  INTRODUCTION 

The Office of the Attorney General – Residential Utilities and Antitrust Division 

(“OAG”) submits the following Reply Comments in response to November 10, 2014 comments 

of Interstate Power and Light Company (“IPL”) and the Southern Minnesota Energy Cooperative 

(“SMEC”) (together “Petitioners”), and the Department of Commerce (“Department”) in the 

matter of IPL’s proposed sale of its distribution assets to the SMEC.  The comments previously 

filed by the OAG explain why the transaction is likely detrimental to ratepayers due to the 

significant gain on sale for IPL, substantial transaction costs, and increased costs of purchasing 

power.  Petitioners and the Department argue that, despite these added costs, the transaction is in 

the public interest due to other, offsetting benefits.  These positions, however, are grounded on 

incomplete and speculative analyses that assume specific rate increases if the transaction is not 

approved, while minimizing certain costs if the transaction is approved.  For these reasons, the 

OAG continues to recommend that the Commission only approve the sale after appropriate 

modifications are made to ensure that it is fair for all stakeholders. 
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II. ANALYSIS 

A. Response to Department of Commerce Comments 

The OAG will first respond to the financial analysis included in the Department’s 

November 10, 2014 comments. 

The OAG and the Department each performed analyses related to the potential financial 

benefits of the transaction. Both parties’ analyses concluded that the proposed transaction would 

be in the public interest only if it is assumed that IPL would otherwise be awarded significant 

rate increases each year in 2015, 2016, and 2017.  For its part, the Department concluded that if 

IPL filed rate cases every year between 2015 and 2017, and received at least 46.5 percent of its 

requested rate increases, then approving the proposed transaction would be in the public 

interest.1  The OAG conducted a similar analysis, which indicated that IPL would need to receive 

at least 60 percent of its anticipated rate increase requests between 2015 to 2017 before the 

proposed transaction demonstrates a potential net benefit to ratepayers.2  In addition, the OAG 

determined that if IPL does not file a rate case each year between 2015 and 2017, the transaction 

would likely be detrimental to ratepayers.3 A similar conclusion can likely be drawn from the 

Department’s analysis.  The OAG attempted to compare its analysis to the Department’s to 

determine why the Department’s “breakeven” point is 46.5 percent of IPL’s anticipated rate 

cases, whereas the OAG’s is 60 percent.  The Department’s comments, however, did not include 

the inputs used in its analysis, and the OAG was unable to replicate it.4  

                                                 
1 See Department’s November 10, 2014 Comments at 3. 
2 See OAG’s November 10, 2014 Comments at 3. 
3 Id. 
4 The Department notes in its November 10, 2014 comments that the OAG had previously determined a net benefit 
of $3.7 million, and that the OAG did not include the effects of the Wholesale Power Agreement in this analysis. 
Department’s November 10, 2014 Comments at 3. While the OAG did produce an analysis that showed a net benefit 
of $3.7 million, this analysis was based solely on changes in costs of capital and tax obligations, and did not directly 
analyze revenue requirements of IPL. However, including the effects of the Wholesale Power Agreement, which the 

(Footnote Continued on Next Page) 
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Notwithstanding the different technical analyses and the different results on the 

appropriate “breakeven” point, there is no reasonable basis upon which to conclude that IPL 

would receive 46.5 percent, 60 percent, or some other portion of three hypothetical rate cases 

that it has not yet filed.  Without a contested case proceeding—or, in this case, three contested 

case proceedings—the OAG, the Department, and other interveners are not provided the 

opportunity to analyze all of IPL’s costs submitted for recovery during the 2015-2017 time 

period.  Moreover, IPL’s claim that it has not recovered its authorized rate of return since 2010 

could be wholly or partially attributable to poor operational, financial, and personnel 

management, and not because it has an unreasonably low rate structure. It is not a basis to 

conclude that any specific rate increase is warranted.  

B. RESPONSE TO IPL/SMEC INITIAL COMMENTS 

i. Petitioners have not demonstrated that the Transaction results 

in ratepayer benefits. 

Petitioners continue to assert that there will be “a significant net benefit to customers 

during the near term following the Transaction” and that the “presence of net benefits under any 

reasonable combination of alternatives shows that a contested case is not needed to enable the 

Commission to complete its review.”5  The OAG disagrees with this assumption that any 

reasonable combination of alternatives shows a net benefit for ratepayers if the proposed 

transaction is approved.  As explained in the OAG’s previous comments,6 even if base rates 

decrease slightly in the short term following the transaction, the costs of the Wholesale Power 

Agreement, which the OAG calculated at $4.3 million, will more than offset this small, 

_________________________________ 
(Footnote Continued from Previous Page) 
OAG has determined will cost ratepayers $4.3 million in the first five years, would also cause this analysis to show 
virtually no benefit.  See OAG’s November 10, 2014 Comments at 8. 
5 IPL Comments at 7. 
6 OAG Initial Comments at 4. 
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temporary benefit.7  On the other hand, IPL receives a substantial benefit in the form of a 

premium on sale and increased return on its generating units.  Further, current SMEC members 

also benefit should rates fall for the Legacy Areas following the acquisition.  

The Petitioners argue that the transaction will benefit ratepayers in the short term due, in 

part, to “[t]he far lower cost of capital . . . available to SMEC.”8  To make this argument, 

Petitioners compare the rate that SMEC will receive on a bridge loan to finance the transaction—

1.57%—with the overall cost of capital submitted in IPL’s 2010 rate case.9  SMEC attempts to 

justify this apples-to-oranges comparison by stating that “SMEC and all of the SMEC Member 

Cooperatives are using 100% debt financing for the acquisition.”10  But the fact that this 

particular transaction may be financed by debt does not mean that SMEC Members can ignore 

their overall, blended cost of capital in analyzing the transaction’s impact on ratepayers.   

While the SMEC member cooperatives are using debt to purchase the IPL assets, that 

debt must be secured by parties involved in the transaction, which includes all of the SMEC 

Member Cooperatives.  The Member Cooperatives have equity holders, who are also members, 

who hold capital allocations and patronage capital representative of their equity claims to the 

respective cooperative utilities.  When considering additional projects to invest in, a firm must 

consider that its current equity holders will ultimately bear the risk of that investment.  While the 

Petitioners may finance a specific transaction with debt, the equity holders, or cooperative 

members, will bear the risk for this investment, as debt claimants will be compensated before 

equity claimants in the event of any liquidation of assets. In other words, the current equity 

                                                 
7 OAG Initial Comments at 8. 
8 IPL Comments at 9. 
9 DOC IR #57. 
10 Petitioners’ November 10, 2014 Comments at 37.  In addition, Petitioners argue that “SMEC and all of the SMEC 
Member Cooperatives will establish their rates to achieve an interest or debt service coverage ratio for their 100% 
debt financing.”  Id.  This commitment, however, would only last for the duration of Petitioners’ three-year rate 
mitigation plan. 
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holders stand to lose and bear additional risk regardless of whether the Transaction is financed 

with debt or equity. For that reason, a full, blended cost of capital must be used when 

determining the true costs of the Transaction for ratepayers.  

In order to provide an analysis that comes as close as possible to comparing the full cost 

of capital for SMEC’s Member Cooperatives to the full cost of capital for IPL, the OAG 

incorporated reasonable inputs that were available.  This included using an assumed capital 

structure of 50 percent equity and 50 percent debt, and a presumed return on equity of 6.26 

percent derived from Dakota Electric’s most recent rate case.  The results of that analysis showed 

a benefit of $3.7 million over the first five years.  This does not account for the costs of the 

Wholesale Power Agreement, which are $4.3 million over the first 5 years.  

The Petitioners, however, seem to misconstrue the OAG’s position on the appropriate 

cost of capital with an assumption that the OAG expects interest rates on debt to increase during 

the period of the transaction.11  Nowhere in any of its comments or information requests did the 

OAG assert that the interest rate on the debt used to finance the transaction would rise above the 

rates included in Petitioners’ analysis, nor does the OAG’s analysis rely on this assumption.  The 

Petitioners further argue that the OAG’s use of a presumed capital structure with 50 percent 

equity and 50 percent debt and an return on equity of 6.26 percent is inappropriate because it 

“has substituted speculation for known facts.”12  These supposed “known facts,” however, are 

simply Petitioners’ assertion that this particular transaction is financed by debt at a rate of 1.57 

percent.   For the reasons set forth above, the simple interest rate of debt financing is not an 

                                                 
11 Petitioners’ November 10, 2014 Comments at 38 (arguing that the OAG’s assumed cost of capital is inappropriate 
because “there is no economic indication that 30-year U.S. Treasuries (the basis of RUS funding) will reach the 
5.25% specified by the OAG when long-term financing for SMEC Member Cooperatives is finalized after the three-
year Initial Period.”) 

12 Petitioners’ November 10, 2014 Comments at 38. 
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appropriate or comprehensive input into a cost/benefit analysis that should be designed to 

compare the full cost of capital for the SMEC Member Cooperatives with IPL’s. Petitioners’ 

assertion does not address the problem that the rate of the bridge loan obtained by SMEC does 

not incorporate the effect of the transaction on the cooperative equity holders.  This effect must 

be included in the analysis to ensure that all aspects of the transaction have been captured. 

Because the cost of capital for the various SMEC Member Cooperatives is not known, 

the OAG had no option but to incorporate reasonable estimates for the cost of equity and capital 

structure.  Requiring the various cooperatives to calculate their respective costs of capital would 

presumably be a laborious process for these entities not familiar with the regulatory process.  

Since Dakota Electric Association is the only rate-regulated cooperative in Minnesota, it 

provides the best proxy for comparison with this Transaction. While a 50% equity capital 

structure may not be precisely what the eventual structure will look like for each cooperative in 

this case, the Petitioners have offered no information as to what the real structure would be.  

Petitioners’ claim that the Commission should ignore the cost of capital for the various SMEC 

Cooperatives and apply the cost of financing this specific project results in a skewed and 

incorrect benefit analysis.  

ii. IPL should not receive a premium on the sale. 

The Petitioners also filed comments regarding the reasonableness of the premium that 

IPL will receive under the proposed transaction. Parties have filed comments on this issue 

previously, with both the Department and the Petitioners concluding that the terms are 

reasonable with certain conditions imposed by the Department. The OAG disagrees with the 

Petitioners, however, because the evidence in this record does not demonstrate the Asset Sale is 

reasonable for ratepayers, particularly if IPL is allowed a premium on the sale. 
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The Petitioners argue, in part, that the premium is reasonable because the Asset Sale will 

also create benefits for ratepayers.  According to the Petitioners, “no matter how customer 

benefits are estimated, there is a demonstrable net benefit of reduced customer costs after 

recovery in rates of all estimated ongoing costs and the entire SMEC purchase price.”13 The 

Petitioners statement, however, does not account for all the moving pieces of this transaction.  As 

explained in earlier comments, the last benefit analysis performed by the OAG demonstrated that 

any short term benefits to ratepayers are based on several significant assumptions.  For example, 

if purchased power costs are increased, or if IPL does not file three consecutive rate cases and 

receive at least 60 percent of the requested rate increases, the benefits that Petitioners claim 

ratepayers enjoy will never materialize.  Neither of these examples of potential changes to IPL’s 

assumptions are unreasonable. 

Furthermore, even assuming that the transaction produces short-term benefits, they could 

be outweighed by long-term costs.  For example, the Petitioners have not given and cannot give 

any assurance that after five years, the rates will not increase substantially to the point that they 

would offset previous benefits accrued in the short term.  Because the transaction would move 

the IPL customers beyond the regulatory authority of the Commission after five years, following 

the phase-in period the IPL ratepayers could be subjected to major rate increases without 

regulatory oversight.  In fact, it would be to the SMEC Cooperatives’ benefit to structure the 

terms in such a way that would create the appearance of a ratepayer benefit in the short term.  

These later increases could outweigh any short-term benefits of the transaction.  Therefore, for 

the Asset Sale to be reasonable and in the public interest, there must be adjustments made to the 

acquisition price, including adjustments to the transaction premium and acquisition costs.  

                                                 
13 IPL Comments at 37. 
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 The Petitioners cite to cases—Midwest Gas and Minnegasco
14—in an attempt to give 

further credence to their claim that transaction costs above the book value are reasonable, and 

that the Commission should not make an adjustment for the increased future power costs.  These 

cases, however, demonstrate that Petitioners’ claimed ratepayer benefits are highly speculative 

and that the Commission should not allow them to be used to justify an inflated purchase price.  

In Midwest Gas, the Commission considered a utility’s request to recover the unamortized 

portion of a previous asset purchase in which the purchase price exceeded the book value of the 

assets.15  After noting that “[t]he prudence of an acquisition is best measured by quantifiable 

benefits to ratepayers,” the Commission limited the recovery of the asset purchase price to “only 

that amount which the Company can prove equals savings ratepayers have experienced” from the 

transaction.16  The Commission then considered four areas in which the utility claimed 

ratepayers had experienced tangible savings during the test year and rejected or modified the 

utility’s claimed savings with respect to three of these areas—cost of capital, general and 

administrative expenses, and gas cost savings.17  The Commission reduced Midwest Gas’s 

requested recovery accordingly. 

 In Minnegasco, the Commission considered whether to include an adjustment in rates 

related to an exchange of properties between two utilities.18  In that case, Minnegasco had 

received the Minnesota service territory for Midwest Gas and associated property valued at $46.5 

million in exchange for a combination of South Dakota properties, cash, and assuming liabilities 

totaling more than $60 million.  Minnegasco attempted to recover the “overpayment” through an 

                                                 
14 IPL Comments at 29. 
15 Re Midwest Gas, Docket No. G-010/GR-90-678, 1991 WL 635914, at 7 (Minn. P.U.C. July 12, 1991). 
16 Id. 
17 Id. 
18 Re Minnegasco, a Division of Nor Am Energy Corp., Docket No. G-008/GR-95-700, 170 P.U.R.4th 193, 1996 WL 
361224 (Minn. P.U.C. June 10, 1996). 
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acquisition adjustment, arguing that ratepayers would receive greater benefits due to the 

transaction.  The Commission rejected Minnegasco’s request, noting that Minnegasco’s 

purported justification for receiving the premium—that, without the transaction, Midwest Gas 

would have filed a rate case resulting in even higher rates—was speculative: 

The Commission finds that the Company depended heavily on the assumption 
that Midwest would have requested a rate change in 1994. This assumes that 
Midwest would have sought a rate increase, that Minnegasco can identify what 
that rate request would have been, and that Minnegasco could predict what 
amount of that increase request would have been awarded by the Commission. It 
must be recognized that rate proceedings have resulted in zero increases, and in at 
least one instance, a rate decrease. To assume a given level of rate increase in 
1994 is highly speculative.19 
 
Based on this precedent, Petitioners claim that the costs above the value of the assets 

being received by SMEC—the transaction costs and gain on sale—is a comparable benefit to the 

savings ratepayers will realize, which justifies recovery of the full purchase price.  But IPL’s 

argument is unsound, and it misses the point of the Commission’s analysis in these cases.  

Midwest Gas held that sale premiums are only permissible when the benefits for ratepayers are 

equal to the premium and that the utility must prove that these benefits are tangible and 

identifiable.  Minnegasco established that the “benefits” of the transaction cannot be presumed 

by speculating as to the outcomes of a potential and hypothetical rate case that has not been filed.  

Presumably, that reasoning would also find Petitioners’ three successive and hypothetical rate 

cases in this matter to be unconvincing.  Rather than supporting IPL’s argument, these cases 

make clear that the transaction premium in this case is unreasonable because any claimed 

“benefits” of the transaction are highly speculative and based on hypothetical, contrived, and 

disputed assertions. 

                                                 
19 Id. at 27. 
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The benefit analyses for the Department, the Petitioners, and the OAG have all shown 

differing benefits from the transaction.  It is far from clear what the actual benefit to ratepayers 

will be in even the Initial Five Year Period, to say nothing of the long term effects. As the OAG 

and Department have previously pointed out, the assumptions used in these analyses are highly 

favorable to IPL, particularly as to the likelihood of IPL receiving its full rate requests. The 

Petitioners have based their analysis on the hypothetical rates ordered in multiple future rate 

cases that may not even be filed.  Even if those cases are filed annually from 2015 to 2017, it is 

highly unlikely that IPL would receive the full amount of its requested rate increases.  No party 

has had the opportunity to fully review the revenue requirements proposed by both SMEC and 

IPL or the supportive information that would accompany such a request if actually made, and 

would not have this opportunity absent a full contested case proceeding. Petitioners claim that 

the rates are not speculative is simply false. A cursory review of these assumptions reveals that 

they are unreasonable; and without those assumptions, the Petitioners’ entire benefit analysis 

crumbles.   

Based on the Commission’s decisions in Midwest Gas and Minnegasco, SMEC’s member 

cooperatives should be denied rate recovery of the acquisition premium. However, since the 

Commission will not have power to regulate rates for SMEC and its Member Cooperatives, the 

only reasonable alternative is for IPL to be denied a premium on the acquisition over net book 

value, which would avert a situation where IPL benefits in an outsized manner as compared to 

ratepayers, or the even more egregious situation where ratepayers incur a detriment as a result of 

the transaction while IPL receives its $8.85 million gain on sale as well as an increased level of 

recovery on its generation assets as result of the Wholesale Power Agreement. 
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III. CONCLUSION 

If the proposed transaction is approved, IPL will see a gain on sale of $8.85 million and 

projected increases of over $4.3 million over the first five years in increased revenues from 

generation assets.  In addition, ratepayers will also be required to pay $16.9 million in closing 

costs.  On the other hand, the benefits for ratepayers are uncertain.  Petitioners have attempted to 

justify this transaction by using a contrived analysis that compares inflated and speculative future 

costs for IPL to hypothetical costs for SMEC that are artificially reduced by not including the 

member cooperatives’ full cost of capital.  The OAG’s analysis demonstrates that, when a more 

reasonable cost/benefit analysis is conducted, the transaction, as currently structured, will not 

benefit IPL’s current ratepayers.  For these reasons, the OAG recommends that, should the 

Commission approve the transaction, it require that IPL forego any gain on sale of its distribution 

assets, order that the transaction costs be paid by IPL, and order that the sale price paid by SMEC 

to IPL be reduced by the amount of the gain that IPL will receive in the form of increased return 

on equity on generation assets in Iowa used to serve Minnesota customers. 
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