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PROCEDURAL  HISTORY
On October 19, 1999, UtiliCorp United Inc. (UtiliCorp)
 and St. Joseph Light & Power Company (SJLP) filed a Joint Application seeking authority to merge SJLP with and into UtiliCorp.  Following an evidentiary hearing that began July 10 and continued through July 14, 2000, the Commission issued a Report and Order on December 14, 2000.  In that Report and Order, the Commission authorized the merger of SJLP and UtiliCorp to proceed as proposed by the applicants.  The Commission, however, rejected a Regulatory Plan proposed by UtiliCorp that would have predetermined various matters regarding how the costs of the merger would be treated by the Commission in future UtiliCorp rate cases.

The Commission’s Report and Order went into effect on December 27, 2000.  Two intervenors, the City of Springfield and AG Processing, filed applications for rehearing on December 22, 2000.  Both applications for rehearing were denied on January 9, 2001.  AG Processing appealed from the decision of the Commission.  The Circuit Court of Cole County affirmed the decision of the Commission, but on October 28, 2003, the Supreme Court of Missouri handed down a decision that reversed the judgment of the Circuit Court and directed that the case be remanded to the Commission to “consider and decide the issue of recoupment of the acquisition premium in conjunction with the other issues raised by PSC staff and the intervenors in making its determination of whether the merger is detrimental to the public.”
  The Circuit Court of Cole County issued an order and mandate remanding the case to the Commission on January 7, 2004.

On February 25, 2004, Aquila, Inc. f/k/a UtiliCorp filed a statement of position in which it stated that it will not seek to recoup or recover through rates the acquisition premium or the merger savings or synergies in connection with the merger transaction in its pending rate cases or in any future rate cases before the Commission.           

FINDINGS OF FACT

The Commission adopts all the Findings of Fact from its initial Report and Order, except as modified in this Second Report and Order.  

When UtiliCorp’s shareholders agreed to acquire SJLP’s stock, its offer created an acquisition premium of an estimated $92 million.  UtiliCorp has never asked the Commission to allow it to directly recover the entire $92 million acquisition premium.  Instead, UtiliCorp’s proposed regulatory plan asked that the Commission find, in this case, that UtiliCorp should be allowed to include in the rate bases of the SJLP division’s retail electric, gas and steam operations in a future rate case, up to fifty percent of the unamortized balance of the acquisition premium paid by UtiliCorp for SJLP.  UtiliCorp proposed that this recovery would be contingent upon UtiliCorp proving to the Commission in a future rate case that merger synergies are equal to fifty percent of the premium costs and other costs to achieve the synergies.  In other words, UtiliCorp asked that it be allowed to recover from SJLP’s ratepayers, through its rates, the acquisition premium it paid to purchase SJLP, to the extent that the ratepayers would benefit from the savings arising from the merger.  

For regulatory purposes, an acquisition adjustment is simply the difference between the consideration that the purchaser pays for the assets and the net book value of those assets.
  As a general rule, only the original cost of utility plant to the first owner devoting the property to public service, adjusted for depreciation, should be included in the utility’s rate base.  That principle is known as the net original cost rule.  

The net original cost rule was developed in order to protect ratepayers from having to pay higher rates simply because ownership of utility plant has changed, without any actual change in the usefulness of the plant.  If a utility were allowed to revalue its assets each time they changed hands, it could artificially inflate its rate base by selling and repurchasing assets at a higher cost, while recovering those costs from its ratepayers.
  Thus, ratepayers would be required to pay for the same utility plant over and over again.  The sale of assets to artificially inflate rate base was an abuse that was prevalent in the 1920s and 1930s and such abuses could still occur.

An acquisition adjustment can be either positive or negative.  In other words, when a utility purchases an asset, it may pay more or less than the net original cost of the asset.  When the utility pays more than net original cost, it is said to have paid an acquisition premium.  But, in some circumstances, a utility may be able to purchase assets at less than net original cost.  In that situation, the utility has a negative acquisition adjustment.  

Missouri has traditionally applied the net original cost standard when considering the ratemaking treatment of acquisition adjustments.  That means that the purchasing utility has not been allowed to recover an acquisition premium from its ratepayers.  But it also means that ratepayers do not receive lower rates through a decreased rate base when the utility receives a negative acquisition adjustment.  Even if a company acquires an asset at a bargain price, it is allowed to put the asset into its rate base at its net original cost.  Similarly, ratepayers do not share in the gains a utility may realize from selling assets at prices above their net original cost.  Those gains flow only to the utility’s shareholders.    

CONCLUSIONS OF LAW
The Commission adopts all the Conclusions of Law from its initial Report and Order, except as modified in this Second Report and Order.  

DECISION

In its decision remanding this case to the Commission, the Missouri Supreme Court found that the Commission’s original Report and Order was lawful, but not reasonable, because it did not decide whether the acquisition premium was reasonable and whether the inclusion of the acquisition premium in the Commission’s cost analysis of the merger would make the merger detrimental to the public.  The Supreme Court held that “the PSC erred when determining whether to approve the merger because it failed to consider and decide all the necessary and essential issues, primarily the issue of UtiliCorp’s being allowed to recoup the acquisition premium.”
  The purpose of this report and order on remand is thus to determine whether UtiliCorp should be allowed to recoup the acquisition premium and whether its ability, or inability, to recoup the premium will have any effect on the Commission’s determination that the merger is not detrimental to the public interest.

This Commission has consistently applied the net original cost standard when placing a value on assets for purposes of establishing a utility’s rates.  No party has cited a single instance in which the Commission has allowed a utility to directly recover an acquisition premium through its rates.  In support of its request for recovery of the acquisition premium, UtiliCorp cites two Commission cases for the proposition that this Commission is not unalterably opposed to a utility’s recovery of an acquisition premium.  In both cited cases, In re Missouri-American Water Company
 and In re Kansas Power and Light Company,
 the Commission did make statements suggesting that it was not unalterably opposed to the recovery of an acquisition premium in an appropriate case.  However, in both cases, the Commission refused to allow the requesting utility to recover the premium in question. 

UtiliCorp also cites two Commission cases in which it argues that the Commission has allowed for the indirect recovery of acquisition premium.  UtiliCorp indicates that in the case in which the Commission approved Union Electric Company’s merger with Central Illinois Public Service Company,
 it allowed for the recovery of the acquisition premium through operation of an earnings-sharing grid.  UtiliCorp also points out that in the case in which the Commission approved Kansas City Power & Light Company’s plan to merge with Western Resources, Inc.,
 it approved a rate freeze that would allow enough time for the company to recover the acquisition premium through the operation of regulatory lag.  While what UtiliCorp says about those two cases is correct, it is important to note that both cases were resolved through unanimous stipulations and agreement that were approved by the Commission.  In neither case did the Commission purport to establish any policy that would apply to UtiliCorp’s request to recover its acquisition premium in this case.

UtiliCorp also cites State ex rel. Martigney Creek Sewer Company v. PSC,
 for the proposition that Missouri case law supports the idea that in some circumstances, a utility should be allowed to recover an acquisition premium in its rates.  The Supreme Court’s opinion in the Martigney Creek case included a quotation from Priest, Principles of Public Utility Regulation, which acknowledges that the majority of regulatory agencies do not allow for the recovery of an acquisition premium but suggests that there is “much respectable authority to the contrary.”
  However, a reading of the Martigney Creek case indicates that the quotation from Priest is purely dicta.  The Martigney Creek case did not even involve a merger or an acquisition premium.  Instead, it concerned the Commission’s disallowance of depreciation on company property that had been contributed in aid of construction.  The Supreme Court indicates in its opinion that it included the Priest quotation merely to rebut a suggestion in oral argument that the purchase price of property automatically established its rate base.  The quotation from the Martigney Creek case, while probably a fair overall statement of the law, does not indicate that the Missouri Supreme Court has expressed any support for the recovery of acquisition premium from ratepayers. 

For many years, the Commission has used a net original cost standard to place a value on utility plant after a merger.  That standard has proven to be fair to utilities as well as to ratepayers.  There is no reason to vary from that standard in this case.  The Commission concludes that UtiliCorp should not be allowed to recover any of the acquisition premium in its rates.

The Supreme Court’s decision remanding this case to the Commission also states that the Commission should determine whether the acquisition premium was “reasonable.” All evidence before the Commission indicates that UtiliCorp’s acquisition of SJLP was an arms-length transaction between a competent and informed buyer and seller.  There is no evidence in the record by which the Commission could determine that the price UtiliCorp chose to pay to acquire SJLP was not reasonable.  Much of UtiliCorp’s interest in acquiring SJLP may have been based on unregulated properties and businesses over which the Commission has no authority.  Indeed, since today’s decision makes it clear that it is the responsibility of UtiliCorp’s shareholders to pay any acquisition premium, there is no need for the Commission to determine whether the price that UtiliCorp chose to pay for SJLP is reasonable.      

  With the Commission having decided that UtiliCorp will not be allowed to recover any acquisition premium from its ratepayers, the existence of an acquisition premium cannot alter the Commission’s evaluation of whether the merger would be detrimental to the public.  Therefore, the Commission will reaffirm its determination from its initial Report and Order that the merger between UtiliCorp and SJLP is in the public interest because it is not detrimental to the public.

IT IS THEREFORE ORDERED:

1.
That the Commission adopts the Ordered Paragraphs from its initial Report and Order except as modified in this Second Report and Order.  

2.
That UtiliCorp United Inc. shall not be allowed to recover from its ratepayers the acquisition premium arising from the transaction that is approved in this Report and Order.

3.
That this Report and Order shall become effective on March 7, 2004.


BY THE COMMISSION

Dale Hardy Roberts

Secretary/Chief Regulatory Law Judge
( S E A L )

Gaw, Ch., Murray and Clayton, CC.,

concur and certify compliance with the 

provision of Section 536.080, RSMo 2000.
Dated at Jefferson City, Missouri,

on the 26th day of February, 2004.
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