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BEFORE THE 

AR o 3 zom; KENTUCKY PUBLIC SERVICE COMMISSION 

IN THE MATTER OF THE APPLICATION) 
UBLlC SERVFCE 
COMMISSION 

OF KENERGY CORP. FOR ) 
AUTHORIZATION TO ASSUME ) 
OBLIGATIONS OR LIABILITIES IN ) 
RESPECT OF EVIDENCES OF ) 
INDEBTEDNESS ) CASE NO. 2007-00556 

RESPONSES OF KENERGY CORP. TO FIRST DATA REQUEST 
OF COMMISSION STAFF 

DORSEY, KING, GRAY, NORMENT & HOPGOOD 
318 Second Street 
Henderson, Kent u c Icy 42 42 0 
Telephone 270 - 826-3965 
Telefax 270 
counsel for \ 

BY 1h-k h. 
Frank N. King, Jr. 

i CERTIFICATION 
i 

The undersigned hereby certifies that he is tlie preparer or the person 
supervising tlie preparation of this response on behalf of Kenergy Corp. and that 
each response is true and accurate to the best of the person named as witness’ 
knowledge, inforination and belief forined after a reasonable inquiry. 

c. 

v 

9 4,- 
FraiidN. Icing, Jr. 

STATE OF KENTUCKY 
COUNTY OF HENDERSON 

FRANK N. KING, JR., this&$ d day of February, 2008. 
The foregoing w s signed, acknowledged and sworn to before me by 

My commission expires September 29,2009. 
/ 

‘Notary Public, State of kentucky at Large 
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KENERGY COW. 
RESPONSE OF KENERGY COW. 

TO DATA REQIJEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

[tern 1) Refer to the Application, page 1. Kenergy has identified interest rate swaps, caps, 

floors, collars, treasury locks, and forward rate agreements as the types of interest management 

products its Board of Directors have authorized to manage interest rate risk. 

a. For each of the identified products, indicate whether the product is usually 

utilized when the debt carries a fixed, variable, or floating interest rate. 

b. Is Kenergy requesting authorization to use any of the identified products 

irrespective of the type of interest rate on the debt, or are certain of the identified products to be used 

xily in conjunction with specific types of interest rates? 

Response la) Interest rate swaps can be utilized for either floating or fixed rate loans. In most cases, 

for companies like Keiiergy, a swap will be utilized when the company has a floating rate loan and 

wishes to convert the loan to a fixed rate. 

An interest rate cap is utilized to put a maximum rate on a floating rate loan. An 

iiterest rate cap is purchased with an upfront premium and effectively sets an upper liiiiit on the 

nterest rate index of the floating rate loan. If the index goes above the strike rate of the cap, the 

;oiiipany purchasing the cap would receive the difference between the level of the index and the strike 

eve1 on the cap. 

An interest rate floor is utilized mainly for floating rate investments and synthetically 

;ets a minimum rate on the investment. The floor is purchased with a one-time upfront premium and 

:lie company purchasing the floor receives the difference of the index and the floor level if the index 

?ails below this index floor strike. 

Item 1 
Page 1 of 2 



I 

2 

3 

4 

5 

6 

7 

8 

9 

IO 

11 

, L  

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

-3  

KENERGY COW.  
RESPONSE OF KENERGY COW. 

TO DATA REQUEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

An interest rate collar is a combination of an interest rate cap and floor. Wien entering 

into an interest rate collar, a company is buying an interest rate cap, and selling an interest rate floor to 

offset all or a portion of the cost of the interest rate cap. The company entering into a collar would do 

so to set a maximum and minimum interest rate on a floating rate loan. 

Treasury locks and Forward Rate Agreements are used to lock in fixed rate financing 

which will price at a future date. 

Attached, as Exhibit 1, is a brochure from CoBanlc explaining its Financial Risk 

Management Program and providing examples. 

Witness) Jeffiey Milheiser 

Response lb)  No. As noted in the response to Item la, certain products would be utilized only with 

fixed or floating rate debt. 

Witness) Steve Thompson 
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KENERGY CORP. 
RESPONSE OF KENERGY CORP. 

TO DATA REQUEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

Item 2) Refer to the Application, page 2. Kenergy’s Board of Directors has limited the use of 

interest rate management products to debt no greater than $5,500,000. Kenergy notes in the 

application that it has pending before the Rural TJtilities Service (“RTJS”) an application for a loan in 

the amount of $31,622,000. How did Kenergy’s Board of Directors determine that $5,500,000 was the 

reasonable limit for examination of interest rate management products? 

Response) 

2008. The Board decided to place a cap at $5.5 million, near the value of the first expected amount. 

Kenergy expected to draw-down approximately $5.1 million during January and July 

Witness) Sandy Novick 
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KENERGY COW. 
RESPONSE OF KENERGY CORP. 

TO DATA REQUEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

Item 3) Refer to the Application, page 2. Kenergy states that if it is satisfied with its experience 

managing interest rate risk, it may want to increase the amount of funds covered by interest rate 

management products and to deal with entities other than CoBank in interest rate risk management 

transactions. 

a. Explain in detail how Kenergy plans to determine its “satisfaction” with 

managing interest rate risk. 

b. Provide citations to financial articles, texts, or other scholarly works which 

endorse the types of analysis to be used by Kenergy to determine its “satisfactionyy with managing 

interest rate risk. 

Response a) Kenergy’s primary goal in using interest rate risk management products will be to 

obtain interest rates that are less than those factored into Kenergy’s budget and financial forecasts, or 

as is sometimes said “to beat budget.” The process utilized to establish the budgeted interest rates on 

new debt to be drawn down involves developing an interest rate viewpoint. This involves 

consideration o f  the timing and magnitude of interest rate movements from current levels when the 

budget is prepared. The original rate used for the 2008 budget new loan advances was 5.5%, 

consistent with the 10 Year Long-Range Forecast. However, as the 30 year rate began to decrease 

during November 2007, the budgeted rate was set at 5%. Once Kenergy locks in desired rates, 

Kenergy will have obtained “satisfaction.” Moreover, after Kenergy has gone through its initial 

transaction, Kenergy will be able to assess whether there were any unexpected events that would 

adversely affect its satisfaction. 

Item 3 
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KENERGY COW. 
RESPONSE OF KENERGY COW. 

TO DATA REQUEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

Response b) To the best of Kenergy’s knowledge there are no such materials. However, Kenergy’s 

satisfaction will be measured as set forth in response to Item 3a and not by the content of any written 

authority. 

Witness) Sandy Novick 

Item 3 
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KENERGY CORP. 
RIESPONSE OF KENERGY COW. 

TO DATA REQUEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

Item 4) 

shows when Kenergy would pay CoRank and when CoBank would pay Kenergy. 

Refer to the Application, Exhibit 2, page 6. The treasury lock example on this page 

a. Are there any costs to Kenergy, other than those shown in this example, 

associated with the use of a treasury lock? Explain the response. 

b. 

problems malting the payment? 

If the situation required a payment from Kenergy, does Kenergy anticipate any 

Response a) There are no upfront premiums or fees for entering into a treasury lock. 

Witness) Jeffrey Millieiser 

Response in) Kenergy’s cash flow projection, in its ten-year financial forecast, indicates cash is 

available for this type of payment. 

Witness) Steve Thompson 

Item 4 
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KENERGY COW. 
RESPONSE OF KENERGY COW. 

TO DATA REQIJEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

item 5)  Concerning the proposed treasury lock and the pending RUS loan: 

a. Is the treasury lock specifically linked to the $5,500,000 limit Kenergy’s Board 

of Directors has established or to the $3 1,622,000 RUS loan? Explain the response. 

b. If the Commission approves the proposed treasury lock and Kenergy’s Board of 

Directors agrees to raise the debt limit subject to interest rate management products to the full amount 

of the pending RUS loan, does Kenergy believe the approved treasury lock could be applied to 

additional loan drawdowns from the RTJS loan? Explain the response. 

c. At what point in the process would Kenergy initiate the treasury lock 

agreements? 

Response a) The treasury lock is specifically linked to the $5,500,000 limit the Board has 

established. 

Response b) Yes. Keiiergy believes it could then execute multiple treasury lock agreements for 

varying amounts linked to the expected drawdown dates over the 3 or 4 year period. 

Response c) Kenergy would likely wait until after RTJS loan approval. 

Witness) Steve Thompson 
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Page 1 of 1 





I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

- 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

J 

KENERGY COW. 
RESPONSE OF KENERGY COW. 

TO DATA REQUEST OF COMMISSION STAFF 
CASE NO. 2007-00556 

[tern 6) 

$3 1,622,000 loan application? 

When does Kenergy expect to hear from RIJS regarding its currently pending 

Response) 

quarter of 2008. 

The latest estimate from RUS indicates the loan may be approved during the third 

Witness) Steve Thompson 

Item 6 
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Positive for growth and/or Increasing inflation. 

Effect: Bond prices fall and interest rates rise 

A report that signals strong economic growth or inflation 

indicates not only that the economy is growing or that 

prices are escalating, but that the Fed will be unlikely to 

lower interest rates, and may actually act to increase rates. 

Hence, the effect of economic strength puts upward 

pressure on interest rates. 

Negative for growth and/or Decreasing inflation 

Effect: Bond prices rise and interest rates fall 

A report that shows stagnant or negative growth or 

inflation indicates not only economic weakness or 

decreasing prices, but also that the Fed may act to 

reduce interest rates to stimulate the economy. 

Exhibit 1 
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Consumer Price Index Rises 

Consumer Price Index Falls 

in business activity generally leads to increased credit demand. 
-I_ .I 

A Up A 

V Down V 

Indicates rising inflation. 

Housing Starts Rise ws growth in economy and increased c 
may be less accommodating and rnay 

Indicates a slowing economy since sales are not keeping up 

Inventories Down 

Personal Income Rises The higher one’s income, the more is consumed, prompting 
increased demand and higher prices for consumer goods. 

Retail Sales Rise Indicates stronger economic growth and possibly higher inflation. 
Fed rnay have to tighten. 
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Effective 
Loan Rate 

7% 7 

3% 4% 5% 6% 7% 

Three-Month LIBOR 
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Effective 
Loan 7% -1 
Rate 

CAP at 6% + Loan Spread c Annualized Premium 

5 2  6% 7% 

Three-Month LIBOR 
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Interest Rate Swap - Synthetically Extend Liability 
(Swap from Floating to Fixed Rate) 

LIBOR LIBOR 
c 

loan SRread (Swap Rate) LIBOR 

Customer receives swap floating 

Customer pays fixed swap rate 

short-term loan interest rate 

Effective fixed loan rate 

(LIBOR + Loan Spread) __ Customer continues to pay Floating Rate 
Swap Rate 
Fixed Rate 

- -.-__. -- 
interest Rate Swap - Synthetically Shorten Liability 
(Swap from Fixed to Floating Rate) 

Treasury Swap Rate 

...... I .... "..."_."._ ..-.. _l_-_l Swap Rate l-.l-l..l- loan ____ Spread I (LIBOR) 

Customer receives fixed swap 
rate 

Customer pays swap floating rate 

Customer continues to pay 
long-term loan interest rate 

Loan Rate 

( Rate Rate 

-% 
LIBOR Swap -t Loan short-term repricing loan 

Fixed Rate 
ISBOR 

Floating Rate 

~- - 

interest Rate Swap - Change Floating Rate Interest Basis 

Prime Rate 
Prime Rate t 

f-----'--'--'l 

(Swap from Prime to LIBOR Basis) Customer receives Prime on swap 

Custonier pays LIBOR .t swap 

Customer continues to pay vari- 
able loan interest rate 

Prime Rate 

(LIBOR c Swap Spread) spread 

(Prime Rate) 

( ___- LIBOR + Swap spr!!!!-.-) Synthetic LIBOR-based loan rate 
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Product Minimum Maturity Floating Pricing Fixes Rate Upfront Premium Penalties 
Amount Options Rate Indices Determinants -- -- 

Forvliard Fixed S100,OOO Forward period from NA Fonvard period Yes Incorporated into loan rate Broken ftinding 
Rate Loan oveinight lo two years * Loan tenor cliarges 

4 Weld curve 

Option to Fix Sl,OOO,OOO Overnight to NA 
b a n  Rate two years 

0 Option period Yes, but cus?oniers Yes, customer pays premium No 
0 Loan tenor 
* Weld curve advance during 

Interest rate levels 
* Interest rate volatility 

map decline Ioai 

option period. 

lriterest Rate Sl,OOO,OOO Overnight to ten years - UBOR Notional amount Provides upper limit Yes3 customer pays premium Markto-market 
Cap (credit dependent) * Prime 0 Cap tenor upon early termination 

0 Cap strike level 
Interest rate levels 

e Interest rate volatility 

Commercial paper 
Ottiers 

lnteresi Rate S1,OOO,OOO Overnight to ten years LIBOR Notional amount Rate floats within Cap / tloor premium netted Marlt-io-market 
Callar (credit dependent) * Prime Collar tenor nnge upon early termination 

* Collar slrike levels 
0 Interest rate levels 
* Interest rate volatiliiy 

Commercial paper 
8 Others 

Interest Rate $l,OflO,OOO Overnight lo $n years 0 UBOR * Notional amount Fixed or floating No 
Swap (credit dependent) Prime 0 Swap tenor 

* Commercial paper *Yield curve 
v Others lriterest rate levels 

Swap market liquidity 
. .................. ....... .-_,_I..,. .̂"I___ ..... ".~.".._̂ lll.-."--"."--~-.--...I ~ ~ ". 

intcrest Rate S5,OOO,OOO Overnight to 10 years 2,3,5,10,30 year 0 Notional amount Yes No 
Lock (credit dependent) l1.S Treasury Bonds Cock period 

0 UBOR * Weld Curve Slope 
0 Interest Rate Levels 
0 lilterest Rate Volatility 

Mark-to-marltet upon 
early termination 

- __ 
Mark-ta-mail(et 
valuation at settlement 
If rates rise. COBANK 
pays customer, if ntcs 
fall, customer pays 
COBANU 

~~- - ______- 
Foreigii None Oveniigllt to one year, NA 0 Global inter& rate Fixed currency Opkons only Mark-to market 
Exchange sbuctured to fit environment exchange rate upon early termination 
0 spot financing needs 

a Forward 

8 Opiions 
Swaps 

trdnsactions 

transactions 

- - -  __ - - I_ ~ _ _ _  - - _ _  - -__ ~ . -  --- - I - . -_ 
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A(:(* r(* 1 i 11 p S \vilp 
A swap whose notional principal 
incrcases over the life of the transaction. 

Am o 1.1 i z i ii g S w i i p  
A swap whose notional principal 
decreases over the life of the transaction. 

I3as i s Poi  11 1 
One. hundredth of one percentage point, 
or 0.0 1 %. 

LZasifi Itislc 
The inherent repricing risk that occurs as 
a result of changing interest rate spread 
relationships between different pricing 
indices. 

I J t i s is  S W ~ ~ J )  
A swap where two different floating rates 
are exchanged over time; e.g. three- 
month LIBOR, prime or commercial paper 
rates. 

(;it 11 0 p t i  0 11 
A contract involving the payment of a 
premiuni by one party iii exchange for the 
right to buy (call) a financial instrument 
from another party at a predetermined 
price over a specified future time frame. 

C ii p 
A series of interest rate put options which 
protect the buyer from rising interest 
rates. If, on predeterinined dates in the 
future, a specified floating rate index such 
as LIBOR is above a strike price agreed 
upon between the seller of a cap and the 
buyer, then the seller will reimburse the 
buyer for the difference between the 
strike price and the prevailing floating 
rate index until the next reset date. 

(;ollar 
The simultaneous purchase of a cap and 
sale of a floor which protects the cus- 
tomer from rising interest rates and 
establishes a minimuni level below which 
the customer’s rate will not fall. The 
premiuni payable for the cap is offset 
against the premium received on the floor, 
thus reducing the iiet cost to the buyer 

C o t i  1) o n 
The fixed rate that is paid or received in a 
swap transaction. 

I ’ l 0 1 l l i 1 1 ~  Itill(’ 
LIBOR, Prime, Fed funds, commercial 
paper or other money market index. 

1‘1 00 I‘ 
The opposite of a cap, a floor is a series 
of interest rate call options which enable 
the buyer to hedge against a decline in 
interest rates. If, on predetermined dates 
in the future, the specified floating rate 
index such as LIBOR is below the strike 
rate agreed upon between the buyer and 
the seller, then the sellei will reimburse 
the buyer for the difference between the 
strike rate and the floating rate index until 
the next reset date 

1‘0 i’\vil #.ti 
A transaction in which payments coni- 
mence on a specified date in the future. 

Irilerest Iialo S w i i p  
An agreement between two parties to 
exchange future interest payments based 
tipon different interest rate indices for 
identical notional principal amounts over a 
specified time frame. Principal is not 
exchanged. 

I, I 12 0 11 
London Interbank Offered Rate, the short- 
term interest rate index commonly used in 
global financial markets 

No 1 io  11 d I’ r i ri c i 1)  i t  I 
The base ainount used in calculating the 
interest rate payments due in a swap or 
options-based transaction. 

Opiion 
A contract which provides the buyer with 
the right, but not the obligation, to buy 
(call option) or sell (put option) a particular 
financial instrument at a predetermined 
price over a specified future time frame. 

I’ r e  ni i II rri 
A payment which a buyer pays (or a seller 
receives) when put chasing (or selling) 
options or options-related products. 

I’ 1’ i m (1 Ita t c 
A base variable lending rate established 
by commercial banks, 

1’11 1 O p  Lion s 
A corltract involving thc payment of a 
premium by one party in exchange for the 
right to Sell (put) a financial insirurnent to 
another party at a predeterniined price 
over a specified future time frame. 

Ii r sc  1 1) ai c 
Date on which the floating rale for the 
subsequent period is deteriiiined for a 
swap, cap, collar or floor 

I i  (*Y I’s a I 
A new swap entered into which exactly 
neutralizes the effects of an existing 
swap. 

S c L L  I VIII c 11 1 I )il L C  
The date on which accruals commence 
and upfront premiums are paid for a 
transaction 

SpoL 
Market for immediate as opposed to 
future delivery generally settling two busi- 
ness days forward. 

Strilic R a l c  
The rate at which an option or an option- 
based product may be contractually 
exercised. 

Swap Spread 
A market spread which, when added to 
the compaiable U S Tieasury note yield, 
equals the swap fixed rate coupon. 

‘I’V 11 0 I‘ 
The period during which a transaction is 
outstanding 
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