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WITNESS IDENTIFICATION 

My name is Dan Long. I am a partner with SPI Energy Group. My business 

address is 2621 Montega, Suite D, Springfield, Illinois 62704. I have 

undergraduate degrees in Economics and Electronics Technology. Prior to 

working at SPI, I was employed by Central Illinois Public Service Company 

(CIPS) and the Illinois Municipal Electric Agency (IMEA). At ClPS I held 

positions in Electric System Engineering, Rates and Regulatory and Corporate 

Planning. At IMEA I held the position of Assistant General Manager. 

I have testified before the Illinois Commerce Commission and the Federal Energy 

Regulatory Commission, as well as before various committees and sessions of 

the Illinois legislature. 

SPI Energy Group is a firm that provides utility related consulting services. We 

have provided assistance to Mt. Carmel Public Utility Co. (“MCPU” “Mt. Carmel” 

or “Company”) in the past for regulatory matters. In this proceeding we have 

assisted MCPU in developing this request for approval of a change in financing 

arrangements. 

BACKGROUND 

Mt. Carmel, because of its size, conducts its business as a regulated public utility 

very differently from the other, larger utilities in Illinois. Financial arrangements 

and capital borrowing are a business area that Mt. Carmel handles, from a 
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practical standpoint, somewhat differently than the larger utilities. Historically, 

Mt. Carmel has obtained funds for capital projects from two sources. These 

include borrowing through the most basic bank loan instruments and using 

internally generated funds (the Company's operating income). 

Other utilities usually do not utilize cash generated from operating income for 

capital investment; preferring instead to utilize funds obtained specifically for that 

purpose. The source of these funds is a combination of 1) equity in the form of 

common stock and preferred stock and 2) debt usually in the form of short-term 

and long-term bond issuances. Bonds of the type referred to here are structured 

to provide the utility with a set amount of money, up front, when the bonds are 

issued. These funds are available for a term established in the issuance. During 

this term, the utility pays debt service, primarily interest, on these bonds to the 

bondholders. The utility does not, typically, repay the principal until the maturity 

date of the bonds. In other words, the principal is due for repayment at the end 

of the term. In most cases, the utility, at the end of a bond term, re-finances the 

debt with a new issuance, having a new term of debt service, and thereby the 

utility retains the use of the funds for an additional length of time. 

Now enter Mt. Carrnel, whose very small size and correspondingly small amount 

of capital needs compared to other utilities preclude it from entering into a 

traditional utility bond issuance. This is primarily due to a lack of enthusiasm 

within the capital market, making a bond issuance impractical and not cost 

effective. Mt. Carmel has historically engaged in traditional commercial 

borrowing, whereby a bank extends to the utility a simple interest loan for a 

specified amount, at a specified rate of interest, for a specified term. During this 

term, Mt. Carmel pays debt service that includes both principal and interest. 

While this appears reasonable on the surface, in fact it places Mt. Carmel at a 

financial disadvantage compared to larger companies. The financing terms 

under which the Company currently operates provide investment capital at the 

outset of the loan term, but these funds are not fully retained for the term of the 
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debt arrangement. The Company, beginning with its first debt service payment, 

begins returning principal to the lender, thereby reducing the actual available 

investment capital on a steady basis for the remainder of the term. 

PRESENT DEBT ARRANGEMENTS 

The last Commission docket that addressed financing for Mt. Carmel was Docket 

96-0366. The subject of this docket was a borrowing of $4.5 million. This loan 

was executed on Oct 3, 1996 between the Company and Security Bank and 

Trust (now Old National Bank or ONB). The interest rate was established as 

0.5% above the bank's prime rate. In March of 1999, the interest rate was 

modified to be equal to the ONB prime rate. Then again, in June 1999 the 

agreement was modified to set the interest rate at the Old National Bank prime 

rate minus 0.5%. The principal balance at this time was $3,648,750. Also at this 

time, the agreement adopted a floor interest rate of 6.5%, and a ceiling rate of 

8.5%, with a maturity date extended to June 2014. Most recently, in April 2003, 

the agreement was modified to eliminate the minimum (floor) interest rate and 

also to establish the maturity date as April 2008. 

In July 2004, the Company obtained a short-term loan from Old National Bank for 

$1.3 million. The interest rate was set at 1.95% above the 1 month London 

Interbank Overnight Rate (LIBOR). This loan was originally set to mature in July 

2005. This instrument has been renewed, or extended several times such that 

the current maturity date is April 2007, or until the Commission issues an order in 

this proceeding. This money was borrowed to finance a transmission line and 

substation that is a part of the Company's long-term plan to enhance reliability 

and reduce the duration of unplanned outages. 

Finally, in January 2006, the Company established a line of credit with ONB in 

the amount of $1 million. Originally set to mature in January 2007, this loan has 

been extended until the Commission issues an order in this docket. The interest 
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rate on this line of credit is 0.5% below the ONB prime rate. The current rate 

resulting from this formula is 7.75%. 

PROPOSED FINANCING 

Mt. Carmel now seeks permission from the Commission to replace these existing 

financing arrangements with a new debt instrument that, while still a bank loan 

rather than a bond issuance, more closely resembles the way larger utilities have 

access to investment capital. Old National Bank and Mt. Carmel have 

negotiated the terms of an “interest only” loan, in the amount of $8,000,000, that 

would replace and retire Mt. Carmel’s current loan arrangements. For a term of 
five years, Mt. Carmel will pay debt service in the form of interest. At the 

conclusion of the five year term, Mt. Carmel will also repay the principal amount 

of $8,000,000. Mt. Carmel, at the end of such term, will likely “roll” this principal 

amount into a series of refinancing loans, thereby allowing the Company to retain 

use of the principal for an extended period of time. 

The proposed $8,000,000 principal amount will be in the form of a taxable, 

interest only loan that provides for a variable interest rate. This rate is updated 

every seven days. This rate will be based on the London Interbank Overnight 

Rate (LIBOR). At last check, this rate was 5.32%. In addition, a 1.5% fee is 

applied to this rate. This fee includes a line of credit fee of I%, as well as a Fair 

Home Loan Administration charge of 0.5%. The proposed term is five years. 

Based on the terms mentioned above, and the LIBOR rate at the time, the initial 

rate would be 6.82%. A copy of the proposed Note is attached as MCPU Exhibit 

1.1. 

The principal amount proposed was determined to be a reasonable addition to 

the Company’s capital structure for several reasons. Foremost of these is that 

the $8,000,000 amount provides the Company with a more reasonable and 

traditional mix of long-term debt and equity, i.e. a more “typical” capital structure 
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for a regulated utility. Shown below are the Company’s capital components as of 

December 31,2005. 

COMPONENT TOTAL % of TOTAL 

Long-term Debt $1,821,750 19.81% 

Common Equity $7,373,774 80.19% 

TOTAL $9,195,524 100.00% 

As can be seen, under the conditions actually in existence at the end of 2005, the 

debt component of the Company’s capitalization is very low. This results from 

the Company’s historical use of “conventional” loans to secure capital beyond 

that which was available from common equity. Traditionally, the Company has 

engaged in loans that require repayment of both principal and interest. While a 

better situation than having no debt, this debt instrument has its drawbacks. As 

previously stated, once obtained, the amount of money available for system 

improvement and expansion immediately begins to decline as the Company 

immediately begins to repay principal. Toward the end of a loan term, as in 

2005, the balance of debt not yet repaid is low, and contributes to a lopsided 

capital structure. 

The table below presents the Company’s pro-forma capital structure at the end of 

2005, had it included the proposed financing arrangements. 

COMPONENT TOTAL % of TOTAL 

Long-term Debt $8,000,000 52.04% 

Common Equity $7,373,774 47.96% 

TOTAL $15,373,774 100.00% 

As can be seen, this structure produces a more balanced level of debt and 

equity. Such a structure also reduces the Company’s overall cost of capital 
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through the addition of long-term debt that is a less expensive source of funds 

when compared to common equity capital. 

In addition to the terms of the proposed debt as described above, the Company 

and its lender have also provided for various options that can be exercised during 

the term of the loan based upon conditions that may occur once the loan is in 

place. 

Foremost among these options is the ability to establish a “zero sum” cost ceiling 

and floor on the interest rate to be paid. This mechanism would have the lender 

essentially purchasing “insurance” against the market rate exceeding a ceiling 

rate, thereby protecting the lender against lost opportunity cost. The cost of this 

“insurance” is offset by offering market purchase options to third parties. These 

options hedge against the market rate falling below an established floor. The 

revenue from these options offsets the cost of the insurance hedge against the 

ceiling rate. 

Another option negotiated between the Company and ONB is an interest rate 

“swap”. This mechanism is used as a hedge against the risk that rising rates on 

floating interest rate debt will negatively impact cash flows and earnings. The 

swap effectively fixes the interest rate paid by creating a stream of cash flows 

that offset any rise in interest rates. Once a baseline rate is established (termed 

the swap rate), any rise above this rate in a given month results in the lender 

paying the borrower the difference between the two rates. When rates fall below 

the swap rate, the borrower pays the lender the difference. This mechanism is 

established as a “side” agreement that acts as a companion to the initial loan 

agreement. 

Both of the options described above are available for use by the Company at any 

time during the proposed loan term. In addition, it is possible to utilize these 

options for all or any part of the principal, and these options may be utilized in 
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combination, i.e. a portion of the principal remains under the initial terms, a 

portion under a rate swap scenario, and a portion of the principal under the zero 

sum floor/ceiling mechanism. Through regular observation of the applicable 

rates, these options allow the Company to manage the debt with a portFolio of 

flexible repayment methods. 

SUMMARY 

Based upon the conditions and intentions described herein, the Company feels it 

has proposed a reasonable set of financing options and made a serious attempt 

to develop cost management options that will not only provide the Company with 

ample investment capital, but also provide the Company with the ability to 

minimize the cost to ratepayers by managing its cost of capital under changing 

market conditions. 
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