)

THE STATE CORPORATION COMMISSION
OF THE STATE 05 KANSAS

RE ténnxss:onsns: MI1CHAEL LENKEN, CHAIRMAN
BEFO RicuarD . (PETE) Loux
PHILLIP R« Dick

IN THE MATTER OF THE JOINT APPLICATION
of THE Y.ANSAS POWER AND LIGHT COMPANY
AND THE GAS SERVICE COMPANY FOR A
CERTIFICATE AUTHORIZING THE KANSAS
Power AND LIGHT COMPANY TO [SSUE
PROM1SSORY NOTES AND FOR AN ORDER
AUTHORIZING THE KANSAS POWER AND LIGHT
ComPaNY TO ACQUIRE ALL OF THE (QMMON
Stock ofF THE GAS SERVICE COMPANY-

DockET NoO.
138,495-y

JOINT SURMISSION BY KPL AND BAS SERVICE
PURSUANT TO QRDFR OF SEPTEMBFR 20, 1983

On SepTemBeRr 20, 1983, THE STATE CORPQRATION CoMMISSION OF
THE STATE OF KAMSAS, UPON THE JOINT APPLICATION OF THE KaNsas

" PoweR AND LIGHT COMPANY ("KPL®) aMD THE GAS SERVICE COMPANY (“GAs

SERVICE"), AUTHORIZED THE ACCUISITION BY KPL OF THE COMMON S$STOCK
oF OAS SERVICE FOR $16.00 cAsSH ®ER SHARE. IN THAT ORDER., THE

COMMISSION DIRECTED KPL AND GAS SERVICE TO PROVIBE, WITHIN ONE

HUNDRED TWENTY (120) DAYS OF THE TRANSACTION'S CLOSING, A LEGAL
ANALYSIS OF WHETHER THE COMMISSION SHOULD CONSIDER ADJUSTING THE
RATE BASE OF GAS SERVICE TO REFLECT THE FURCHASE PRICE OF GAS
SERVICE COMMON STOCK. THE CLOSING DATE OF THE TRANSACTION WAS
DecemMBer 28, 1983. KPL Anp 6As SERVICE HEREWITH SUBMIT THIS
LEGAL ANALYSIS IN COMPLIAMCE WITH THE CoMmMission’s ORDER-
I. IHTRODUCTION

KPL aceutRep GAS SERVICE STOCK IN A TWO-STEP CORPORATE PRO-
CEDURE. FIRST, KPL PURCHASED THE $TOCK TENDERED BY HAS SERVICE
SHAREHOLDERS PURSUANT TO KPL'S TENDER OFFER. SECOND, -TO OBTAIN

THE REMAINING (AS SERVICE SHARES, KPL MERGED INTO GAS SERVICE A.. '

NEWLY-FORMED, WHOLLY~QOWNED SUBSIDIARY oF KPL, KPglL AcQulisiTiown
Corp. KPL THEREBY BECAME THE OWNER oF 100X OF THE OUTSTANDING
6AS SERVICE COMMON STOCK. ALL GAS SERVICE SHAREMOLDERS RECEIVED
$16.00 PEr SHARE. THE TRANSFER OF COMMON STOCK OWNERSHIP WAS
EFFECTED AT APPROXIMATELY 83% OF NET B00K VALUE.
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e TR T WA S THE SURPT¥ [ NG QR GRARTONT P THEwME REERTWTTH
Lol h CTTPIEFPONEORP., AND 1S NOW OPERATED AS A WHOLLY-OWNED
SUBSIDIARY OF KPL. THB« ACQUISITION HAS: NQT CHANGED THE CAPITAL
STBUCTURE..OF., GAS~SERYVICE. BECAUSE GAS SERVICE IS THE SURVIVING
CORPORATION, ALL OF ITS CORPORATE RIGHTS, POWERS, PRIVILEGES, AND
FRANCHISES REMAIN UNDISTURBED. THE CERTIFICATES OF CONVENIENCE
AND NECESSITY GRANTED TO GAS SERVICE BY THE COMMISSION AND ALL
THE CQMMISSION'S QRDERS PERTAINING TO GAS SERVIGE REMAIN IN FULL

FORCE AND EFFECT. ALL OF GAS SERVICE’'S CONTRACTURAL RIGHTS AND
LIABILITIES CONTINUE.

I1. A STOCK_ PURCHASE CANNOT AFFECT VALUATION OF THE RATE BASE
BECAUSE THERE [S NO TRANSFER OF UTILITY PROPERTY

THE COMMISSION MAS THE “"DUTY TO ASCERTAIN THE REASOMABLE
VALUE OF ALL PROPERTY OF ANY [REGULATED PUBLIC UTILITY] WHENEVER
IT DEEMS THE ASCERTAINMENT OF SUCH VALUE NECESSARY IN ORDER TO
ENABLE THME COMMISSION TO FIX FAIR AND REASONABLE RATES....”"
K.S.A. 86-128. THE RATE BASE OF A PUBLIC UTILITY REPRESENTS THE

'REASONABLE VALUE OF ‘ALL PRQPERTY WHICH 1S IN SERVICE AND DEVQTED
TO THE PUBLIC USE- : N TeLgpy . V. Kansa
STATE CQRPORATION COMMISSION, 192 Kaw. 39, 38% P.2p 515 (1$53).1

BECAUSE THE YALUE OF THE CORPORATION’S PROPERTY REMAINS UNCHANGED
. AS THE CORPORATION'S STOCK IS BOUGHT AND SQLD, THE TRANSFER OF A
UTILITY'S STOCK, THE INDICIA OF OWNERSHIP JN A CORPORATE ENTITY
WHOSE STOCKHOLDERS ARE SEPARATE AND DISTINCT FRQM THE ENTITY IT-
SELF. DOES NOT AFFECT THE VALUE OF ITS PROPERTY IN SERVICE AND
DEVOTED TO THE PUBLIC USE. THUS, NO RECALCULATION OF THE UTILI-
TY'S PROPERTY, OR RATE BASE, IS APPROPRIATE.
" THE CURRENT RATE BASE OF GAS SERVICE IS DERIVED;FROH.THE
ORIGINAL COST OF THE PROPERTY WHEN FIRST DEDICATED TO PUBLIC

1THE DUE PROCESS CLAUSE OF THE FOURTEENTH AMENDMENT TQ THE
U.5. CONSTITUTION REQUIRES REGULATORS TO FIX RATES THAT AS A
MINIMUM “ENABLE THE FCOMPANY TO OPERATE SUCCESSFULLY, TO MAINTAIN
ITS FINANCIAL INTEGRITY., TG ATTRACT CAPITAL, AND 7O COMPENSATE

ITS INVESTORS FOR THE RISKS ASSUMED...." %ﬁ%%%ﬁhjgggggﬂgggﬂlgglgg
v. Hoee NaTumralL bas £g.. 320 U.5. 591, 60 .
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usE. THE PURCHASE OF ITS STOCK DOES NOT AFFECT ORIGINAL COST- A
NEW STOCKHOLDER DOES MOT PURCHASE THE ASSETS OF THE CORPORA-
TION.. MNOR DOES A CHANGE IN, OR SUBSTITUTI®N OF STOCKHOLDERS ES-
TABLISH A NEW BUSINESS ENTITY. TRANSFER OF OWNERSHIP OF COMMON
STOCK DOES NOT AFFECT THE OWNERSHIP OF THE CORPORATION'S
PROPERTY, WHICH STILL BELONGS TO THE CORPORATION.Z

IN A STOCK TRANSFER, NO ASSETS ARE REMOVED FROM PUBLIC SER-
VICE OR TRANSFERRED TO ANOTHER BUSINESS ENTITY. THE SAME ASSETS
WILL CONTINUE TO BE USED TO PROVIDE THE SAME SERVICES TO THE SAME
RATEPAYERS AND THE ASSETS WILL REMAIN SUBJECT TO THE SAME RATE-
MAKING JURISDICTION OF THE SAME REGULATORS.  THIS CONTINUITY
MAKES A RECALCULATION OF GAS SERVICE’S RATE BASE INCONGRUOUS.

ASIDE FROM THE LEGAL ISSUES RAISED BY THE COMMISSION'S 1IN-
QUIRY, REVALUATION OF UTILITY PLANT MEASURED BY THE PRICE PAID
FOR COMMON STOCK WOULD PRODUCE PRACTICAL DIFFICULTIES OF POTEN-
TIALLY SIGNIFICANT DIMENSIONS. -REVACUATION, WHETHER ON A STCCK

ACQUISITION OR PURCHASE OF UTILITY ASSETS, WoMLD-ULTIMATELY TEND

TOWARD HIGHER COSTS TO CONSUMERS., SINCE.IT WOULD- PROYIDE NO IN- \.

CENTIYE TQ MAKE ACQUISITIONS AT LESS THEN BOQK VALUE- IF 1T 1S
P

APPROPRIATE TG WRITE DCWN RATE BASE WHEM STOCK IS PURCHASED BELOW

BOOK VYALUE, IT WOULD BE EQUALLY CORRECT 7O WRITE UP RATE BASE

WHEN THE STOCK 1S ACQUIRED AT A PREMIUM. THIS PROBLEM WILL BE

EXPANDED ON IN THE DISCUSSION THAT FOLLOWS

IT SHOULD BE BORNE IN MIND THAT, EXCEPT FOR THE MAGNITUDE OF
THE TRANSACTION, KPL'S ACQUISITION OF GAS SERYICE'S OUTSTANDING
COMMON STOCX IS NO DIFFERENT JN XINMD FROM DAY TD DAY TRADING BY
SMALLER INVESTORS. THE PRICE 1S, IN BOTH INSTANCES, BASED ON AN

EVYALUATION OF THE EARNING POWER OF THE ASSETS OF THE GTILITY AS’

2ce. Re R HESTER Gas & FLECTR Corp., & R
PUR) . 41 Puep. UT1L EP

cTe ' Fedels ASSETS OF MERGED UTILITY VALUED
AT BOOK VALUE BEFORE MERGER RATHER THAN MUCH LOWER MARKET VALUE

OF STOCK RECEIVED IN EXCHANGE):; R CoMMONWEAL T N ., bt
Pug. UriL- Rep. (PUR) 3p &}17 (F-:F-f- I%EEiS (ASSETS OF MERGED

UTILITY ACCOUNTED FOR AT BOOK RATHER THAN HIGHER PURCHASE PRICE).
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THOSE ASSETS ARE EMPLOYED AND TREATED FOR RATEMAéING puapqﬁes-
THIS INVESTOR EVALUATION BECOMES NOT ONLY FRUITLESS, BUT COUNTER-
 PRODUCTIVE IF IT IS USED AFTER THE FACT TO REYALUE THE RATE BAS.
UPON WHICH A FAIR RATE OF RETURN tS DETERMINED. 7
THE. FACTS OF THIS CASE ARE VERY SIMILAR"TO THOSE OF N RE -
~. Jowne HILi WATER (0., 422 A.2p 927 (V1. 1980). THERE ALL OF THE
STDCK OF A UTILITY WAS ACQUIRED BY A SOLE STOCKHOLDER FOR
$27,025, SUBSTANTIALLY LESS THAN THE NET ORIGINAL COST OF THE
PLANT AND EQUIPMENT OF $41,194. UPON THE UTILITY’S REQUEST FOR A
RATE INCREASE, THE PUBLIC SERVICE BOARD DETERMINED THAT THE
AMOUNT OF THE STOCKHOLDER'S INYESTMENT WAS INDICATIVE OF THE
VALUE OF THE PROPERTY DEVOTED TG PUBLIC SERVICE AND RECALCULATED
THE RATE BASE TAKING INTO ACCOUNT THE PURCHASE PRICE OF THE
STOCK. ON APPEAL, THE VERMONT SuUPREME COURT REYVERSED, HDLD!NG/)(
THAT CONSIDERATION OF THE STOCK’S PURCHASE PRICE WAS I[MPROPER-
TuE COURT REJECTED THE BOARD'S CONCLUSION THAT THE PURCHASE PRICE
OF THE UTILITY'S STOCK REFLECTED THE VALUE OF THE UTILITY'S PROP-
-ERTY.  THE--COURT DECLINED--TO TREAT THE- PURCHASE~OF. STOCK.-AS- A
PURGHASE OF PROPERTY. _ '
THE BOARD’S FINDING THAT THE STOCKHOLDER'S INVEST~
MENT IN THE COMPANY WAS LESS THAN THE HISTORIC COST IS

NOT GERMANE TO THE DETERMINATION OF A RATE BASE. THE
PROPERTY IN QUESTION WAS NOT ACGUIRED (AT THE TIME oOF

THE STOCK TRANSFER]. ORIGINAL ACQUISITION AND DEVOTION )<
T PUBLIC_USE [S THE TIWE OF "INVESTMENT” [N THAT PRO-
PERTY. THE STOCKHOLDER PURCHASED STOCK EXPECTING A
REASONABLE RETURN ON JIHAT INYESTMENT, NO MORE AND NO
LESS. WHETHER HE PURCHASED THE STOCK AT A DISCOUNT OR

AT A PREMIUM IS IRRELEYANT.

In. AT 929. THE COURT WAS NOT CONYINCED BY THE BOARD'S CONTEN-
TION THAT THE NET ORIGINAL COST RATE BASE VALUATION WOULD ALLOQW

THE WATER COMPANY A WINDFALL- 1T REASONED THAT THE RATE BASE IS

"

ONLY ONE VARIABLE: “IT IS SIMPLY IMPOSSIBLE TO MEASURE WHETHER Al )

GIVEN RATE OF RETURN IS REASONABLE OR UNREASOKABLE WHOLLY W!THOUT
REFERENCE TO A RATE BASE-" ID.
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111. EYEN IF STOCK PURCHASE COULD BE EQUATED WITH ASSET
PURCHASE, RATE BASE_ SHOULD REPRESENT ORIGINAL COST WHEM.
ASSETS FIRST DEDICATED T0 PUBLIC SERVICE BY GAS SERVICE

EVEN- IR~ THE: NATURE OF THIS TRANSACTION COULD BE DISRE ARDED.
AND TREATED AS A PURCHASE OF THE ASSETS OF GAS SERVICE, THERE
SHOULD BE NO CHANGE IN THE RATE BASE IN RECOGNITION OF THE GEM=

ERAL RULE THAT THE RATE BASE REPRESENTS THE ORIGINAL COST OF

UTILITY PROPERTY WHEN DEDICATED TO PUBLIC USE REGARDLESS OF THE )

PRICE AT WHICH IT IS PURCHASED BY ANOTHER UTILITY. SEE RE SouTk-
w'E;'J.'“E-Rqﬂ..:BELL TereenoNg €0., 19 Pue. Utiu. Rep. (PUR) 47u 1, 11
(Kan. S.C.C. 1877>. Accorp MowTaMa PoweRr Co. v. FERC, 589 F.2p
295 (9TH Cir. 1979); Re_Urau Powemr aND LteuT Co., 53 Pum. UTiL.
Rep. (PUR) ‘&Ti:i 461, 469 (Utan P.S.C. 1983); RE Davenpomy WaTeER
Lo.. 76 Pus. UTIL. REp. (PUR) 3p 209, 217 (la. S.C.C. 1968).

I KANSAS THE RATE BASE IS NOT RECALCULATED EVEN WHEN THE

ASSETS ARE PURCHASED AT LESS THAN THE ORIGINAL cosT. Jau Re
SQUTHWESTERN BELL TELEPHONE (Q-, THIS COMMISSIGN DETERMINEDTTHAT
THE~REASONABLE - VALUE. OF PROPERTY PURCHASED™ FROMUTHMER- UFILITIES

P i

WAS. ,ug_z,'tl'rs PURCHASE PRICE BUT RATHER- THE™ HIGHER QRIGINAL COST TO
THE FIRST ENTITY WMICH DEVOTED THE PROPERTY TO PUBLIC SERVICE.
1% Pus- UtiL. REr- (PUR) 4TH AT 11l. THE COMMISSION ACCEPTED
STAFF'S PROPOSED ADJUSTMENT TO INCREASE THE UTILITY'S RATE BASE
FROM THE PURCHASE PRICE OF PROPERTY ALREADY DEVOTED TO PUBLIC
SERVICE TO 1TS ORIGINAL COST WHEN FIRST DEVOTED TO PUBLIC SER-
VicE. THE COMMISSION COMSIDERED THE INCREASE TO BE "A TRADI-
TIONAL ADJUSTMENT WHICH RECOGNIZES FOR RATE-MAKING PURPOSES THAT
THE RATE BASE SHOULD BE THE ORIGINAL COST OF PLANT WHEN DEDICATED
TO PUBLIC USE REGARDLESS OF PRICE AT A SUBSEQUENT SALE-* Ip.
AccoRD, PRovIpENCE Bas (0. v. Buswan, 376 A.2p 687 (R.1. 1977)

(PROPERTY INCLUDIBLE IN RATE BASE AT BOOK VALUE, MOT LOWER PUR-
CHASE PRICE).

THIS CARRYOVER OF BROOK VALUE IS AN APPROPRIATE VALUATIDH
METHOD BECAUSE ORIGINAL COST 1S AN APPROPRIATE DETERMINANT OF
REASONABLE VALUE, AND BECAUSE THE PURCHASE PRICE OF GAS SERVICE'S

-C=
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STOCK DOES NOT ACCURATELY REFLECT THE VALUE OF ITS ASSETS.
Fzésn EVEM ASSUMING THAT .THE PURCHASE PRICE OF GAsS ServiCe's
SFCkehGEURATEE Y~ REFLECTED: THE MARKET- VALUE. OF.. TS~ ASSETS ™ THERE
JS_NO SOUND REASOR FOR-DEVIATING FROM-THE-ORIGINAL-COST- OR. BOOK
VALUE_. METHODOLOGY ADOPTED OR GIVEN GREAT- WETGHE~IN KANSAS AND
MOST. OTHER JUR[SDICT[ONS-. SeE, E-G.. FeEpERAL POWER COMMISSION V.
Hope NaTuraL has Co., 320 U.S. 591 (1944); RE_SOUTHERN BELL
TELEPHONE & TELEGRAPH (0., 30 Pur. HviL. Rep. (PUR) 414 281 (S.C.
1979); Re Mew Yopy Tereewone Co., 84 Pus. UTin. Rep. (PUR) 3o 321
(N-Y. 1970); RE_Paciric Terepuone § TeLEGrapH 0., 53 Pus. UTIL.
Rep. (PUR) 513 (CaL. 1964); N - Y.

A TE_CORPQRATION CoMM , 192 Kan- 39, 385 P.2p 515
(18963). THE PRIMARY REASON FOR THE GENERAL PREFERENCE OF THE NET

BOOK YALUE OVER MARKET VALUE IS THAT IT IS READILY ASCERTAINABLE
WHILE MARKET VALUE IS MUCH MORE DIFFICULT TO COMPUTE. KANSAS
PLACES GREAT VALUE ON THE ORIGINAL COST OF UTILITY PROPERTIES
PRECISELY BECAUSE 1T 15 READILY ASCERTAINABLE. SEE, E.G., Rg

w N TeLEP €o., 3% Pus. UTIL. Rep. (PUR) 33 257
(Kan. S.C.C. 1960), acf’'p, SourHwWwesTepn Bery TelLepHone Co. v.
Kansas STATE CQreomaTION COMMISSTON, 192 Kan. 39, 386 P.2p 515
(1963); RE Un1TED JELepMoNE Co. oOF Kawsas, 27 Pus. UTiL. Rep.
(PURY 3p 128 (KaN. S.C.C. 1858). BECAUSE THE MARKET VALUE OF asS-

SETS SELDOM C(HANGES PRECISELY IN ACCORDANCE WITH DEPRECIATION, 7{
DEPRECIATED ORIGINAL COST IS OFTEN NOT AN ACCURATE PROXY OF CUR-
RENT FAIR MARKET VALUE. NONETHELESS. ORIGINAL COST ACCOQUNTING 1§
EMPLOYED TO AVOID THE DIFFICULTIES OF MORE SUBJECTIVE METHODS OF
PROPERTY VALUATION. THE USE OF THé DEPRECIATED OQRIGINAL COST
VALUA%ION METHOD PROVIDES AN OBJECTIVE METHOD OF VALUATION H.ITH‘__V '
QUT THE NEED FOR INDEPENDENT ASSESSMENTS OF THE FAIR MARKET YALUE
OF ACQUISITIONS.

THE UMFORTUNATE RESULT OF UTILIZING PURCHASE PRICE IN THIS
CASE WOULD BE TO ENCOURAGE THE FUTURE TRANSFER OF PROPERTIES AT A
PREH.IUH ABOVE ORIGINAL COST REGARDLESS OF FAIR MARKET VALUE. FOR‘ i

- 6 -
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EXAMPLE, HAD KPL PAID ADOVE EOOK VALUE FOR BAS SERVICE'S STOCK.
GAs SERVICE'S RATE BASE WOULD HAVE INCREASED. RESULTING 1IN
GREATER COSTS TO CONSUMERS. OME REASON FOR THE APPLICABILITY OF
QRIGINAL COST CONCEPT TO ACQUISITIONS WAS TO PREVENT UTILITIES
FROM ARTIFICIALLY INFLATING THEIR RATE BASES BY ACCUIRING PRO-
PERTIES AT UNREALISTICALLY HIGH PRICES. SEE RE UNITED Gag PIPE
{iNe Co.. 25 F.P.C. 26, 64 (1961). EXCEPTIONS TO ORIGINAL COST
VALUATION WHERE THE PURCHASE PRICE OF ASSETS EXCEEDS HMET BOOK

VALUE GENERALLY REQUIRE A SHOWING THAT BENEFITS ACCRUE TO THE AC-
QUIRING PUBLIC UTILITY AND ITS RATEPAYERS SUFFICIENT TO JUSTIFY

DEVIATION FROM ORIGINAL €OST- SEE, E-G-. MISsISSipel EX REL .
ALLAIN V. Mississier] PuBLIC SERVICE CoMMission: RE P -

vice Ca. ofF NorTd LAROLINA,. S5 Pum. Utri. Rep. (PUR} 4T1H 53 (No.

Caro- U.C. 1983): Re_DavenporRT Water Co-., 76 Pur. Urit-. ReP.
(PURY 3p 209 (la. S.C.C. 1968); R MON N WAT

Lo-, 75 Pus. UTi- Rep. (PUR) 3p 225 (H.J.P.U.C. 19868).
CECONDew—THE- PURCHASE PRICE OF THE COMMON STOCK ™ OF 6AS
SERVICE WAS A COMPOSITE OF MANY FACTORS, INCLuanG CREDIT
WORTHINESS, MARKET VALUE, EARNINGS, SALES, MANAGEMENT, REPUTATION
WITH REGULATORS AND THE PUBLIC, AND GENERAL  BUSINESS
PROSPECTS.> [N THIS CASE, THE MARKET VALUE OF THE STOCK WAS
[NFLUENCED MORE BY THE POOR FINANCIAL RECORD OF GAS SERVICE THAN
BY THE VALUE OF THE ASSETS DEVOTED TO PUBLIC USE. THE FACT THAT

bAS SERVICE STOCK ONLY COMMANDED A PRICE LESS THAN NET BOOK VALUE

317 1S UNIFORMLY RECOGNIZED THAT THE PURCHASE .PRICE OF
UTILITY PROPERTY DOES "MOT REFLECT ITS MARKET VvALUE. " SEE E.G-,
REL . SouT STE B T HONE 0. v. M R
ERVICE LOMM]SSICN, LS. , RANDELS, J-,
CONCURRING "OPINION) ("IT IS IMPOSSIBLE TO FIKD AN EXCHANGE VYALUE
FOR A UTILITY, SINCE UTILITIES, UNLIKE MERCHANDISE OR LAND. ARE
NOT COMMONLY BOUGHT AND  SOLD IN THE MARKET."):; AR NA
CORPORATION COMMISSION v. ARITONA WaTer 0., 335 P.2p 412 R1Z-
h (PUBLIC UTILITIES NOT ROUTINELY SOLD ON MARKET: MABRKET
::tggRDE?EﬂDENT UPON REGULATED RATE OF ?ETURNE LARGE TAXTSAVINGS

N  BELOW BOOX PURCHASE PRICE)- , JowN__OQF
JAMESTOWN V. KEgNg;!YI ip0 A-2p 649 (R.1. 195%% fPURCHASE PRICE

g:?CE§ACTOR; PROPERTY S FAIR VALUE EQUALLED 1651 0OF PURCHASE

-7
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SHOULD MNOT-. BAR-KPL FROM- THE RIGHT TO A .REASONABLE RETURN ON THE:
FALR VALU&rOP“THE‘UNDERLYING.?ROPERTYs

IV. DEVALUATION OF GAS SERVICE RATE BASE T0 REFLECT CURRENT
STOCK VALUE COMSTITUTES UNCONSTITUTIONAL TAKING

PARTICULARLY 1IN A REGULATED INDUSTRY THERE IS THE ADDITIONAL
PROBLEM OF THE INTERDEPENDENCE BETWEEN RATES AND MARKET VALUE.
SPECIFICALLY. THE MARKET VALUE QF AN ASSET DEPENDS UPON THE REVE-
NUE IT GENERATES., AND IN A REGULATED INDUSTRY THE AMOUNT OF REVE-~
NUE IS DEPENDENT ON THE LEVEL OF RATES SET BY REGULATORS. SEE
H NATURAL Ga ., 320 U.S. AT 801. IF Gas SERVICE’'S RATE
BASE WERE WRITTEM DOWN TO 30X OF HET BOOK YALUE TO REFLECT THE
VALUE OF ITS STOCK IN 1983, THE MARKET woan DROP TO COMPENSATE
FOR GAS SERVICE’S REDUCED EARMING POWER. THIS WOULD [N TURN PRO-
DUCE A FURTHER REDUCTION IN RATE BASE TO THE NEW MARKET VALUE
WHICH wWOULD CAUSE A STILL FURTHER REDUCTION OF EARNING POWER AND
THUS OF MARKET VALUE- SUCH A SELF-FULFILLING PROPHECY EVENTUALLY
DRIVES THE MARKET VALUE TO ZERO AND DESTROYS THE UTILITY. THIS
INTERDEPENDENCE BETWEEN RATES AND MARKET VYALUE COULD RENDER THE
ADJUSTMENT OF RAS SERVICE'S ASSETS TO THE MARKET VALUE OF STOCK
AN UNCONSTITUTIONAL TAKING WITHOUT COMPENSATION.

COMMON STOCKS, PREFERRED STOCKS AND FIRST MORTGAGE BONDS OF
ALL PUBLICLY HELD UTILITIES IN KANSAS, INCLUDING KPL, ARE BQUGHT
AND SOLD NEARLY EVERY DAY AT PRICES WHICH FLUCTUATE NEARLY EVERY
DAY. SOME ARE TRADED ABQVE BOOK VALUE AND S$SOME BELOW BOOK
YALUE.  (COMMISSION CONSIDERATIQN QF A RATE BASE ADJUSTMENT IN
THIS CASE WOULD, 1F PERMITTED TO STAND, LOGICALLY DICTATE SIMILAR
ADJUSTMENTS-~UP OR DOWN==FOR EACH UTILITY REGULATED BY THE
COMMISSION IN EACH RATE CASE. THE COMMISSION, OF coﬁnsz,.nAs
NEVER BASED RATE BASE YALUATIOM ON THE FLUCTUATING TRADING PRICE™
OF A UTILITY'S STOCKS OR BOMDS. CLEARLY, IT SHOULD NOT CONS IDER
SUCH UNWARRANTED AMD UNLAWFUL ADJUSTMENTS FROM MENCEFORTH.

THIS INGUIRY HAS CONFIRMED THE PROPRIETY OF COMMISSION USE

OF ORIGINAL COST AS THE BASIS OF THE VALUE OF PROPERTY DEVOTED TO
UTILITY SERYICE.
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WHEREFQRE, KPL eRrAYS THAT THE C(CMMISSION NOT COMMENCE
PROCEEDINGS TO COMSIDER WHETHER OR NOT THE RATE BASE OF BasS
SERVICE :SHOULD BE ADJUSTED IN ORDER TO REFLECT THE COST OF ASSETS
PURCHASED.

DATED AT TOPEKA, KaANSAs THis 2O DAY ofF APRIL, 1984.

THE KANSAS POWER AND

LIGHT COMPANY AND THE GAS
SERVICE COMPANY

SENIOR Vscs PRESIDENT Law

e /

SOHN K- Ko NBERG

GENERAL to NSEL OF ULATORY
AFFAIRS

Ree s u.,(@zﬁ£=

Basie W. KeLsEy, ESQUIRE
SPENCER, FANE, BRITT & BROWNE
1000 Power AND LIGHT BUILDING
106 WesT l14TH STREET

Kansas CiTy, Missour: 64105
(Bl&) 474-8100

ATTORNEYS FQR THE KANSAS Power
AND LIGHT CoMPANY AND THE GAS
Seavice COMPANY

N
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BEFORE THE PUBLIC SERVICE COMMISSI 4

OF THE STATE OF MISSOURI JAN & 41949
"ACCOUNTING CEPT.

In the matter of U.S. Water Lexington, ) At e SERVICE COMMIS: 1ON
Missouri, Inc. to file tariffs designed ) .

to effectuate a general revenue increase)

attributable to the meter rate for water) Case No. WR-88-2553

service provided to customers inside and)
ocutside of the City of Lexington, )
Missouri. )

_ ZINITIAL BRIEF OF
U.S. WATER/LEXTNGTON, MISSOQURI, INC.

ﬂ : HL ED Gary W. Duffy.
: HAWKINS, BRYDON, SWEARENGEN

& ENGLAND P.T.
JAN 231989 312 East Capitol Ave. —
P. O. Box 456

PUBLIC SERVICE wgg@og‘ B ??ff?’i??ﬁ?&i Missouri 65102

Attorneys for
U.S. Water/lexington, Mo. Inc.

January 23, 1889
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"normal™ years. There can be no dispute thatI1987 is abnormal with
20.3 percent,land any use of that year's figurés will unreasonably
skew the percentages; The manajer of USW has testified that it has
little or no funds with which to pursue major éonstruction activity
in 1989, absent almost all of the rate increasé request being
granted (Exhibit 9, p.-2), so there is no competent and substantial
gvidence that 1989 and future years will be a repeat of 1%87. The
evidence requires that the Commission find 12 percent to be an

appropriate percentage to utilize for this purpose.

IV. Negative Acquisition Adjustment

Staff calculated $1,601,987 as a reasonable figure for net
original cost rate base for USW, and USW has not challenged that
figure in this case. However, Public Counsel proposes, by imputing
interest to the promissory note representing the majority of the
purchase price of USW from Missouri Wa£er Company, to reduce net
rate base by $382,312. When given full effect, tﬁis reduces the
revenue requirement of USW by $74,079 whéﬁ a 12.25 percent return
is considered ;nd income taxes are computed based upon‘;Bb percenf
equity. USWﬁbpposes this adjustmént. The Staff is not proposing
any acquisition adjustment. . |

In essence, tﬁe Public Counsel proposes that the ratepayers
be given the benefit resulting from the fact that this utility was
arguably purchased for less than depreciated original cost. Since

the Public Counsel is opposed to having the ratepayers bear any

19
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responsibility in the oppdsite situation, i.e. where a utility is
purchased for more than net original cost, the Public Counsel
position on this issue may be éuccinctly put as follows: "Heads,
the ratepayvers win; tails, the shareholders lose.”

USW believes that it is inappropriate for the Commission to

accept the Public Counsel's proposal for several reasons. First,

-and obviously of great importance to USW, is that acceptance of the

propesal would financially eripple the company because it would
w;pe out almost all of the increase in rates that even the Staff
is proposing lere. Considering the current cash flow positicn of
USW as testified to by its accountants, such an action would cause
very serious consequences. |
Second, the acceptance of the proposal is not appropriate

ratemaking treatment either in general, or in this specific

. instance. As explained by Mr. Drees in his rebuttal testimony

(Exhibit 6), the Commission specifically approved the sale-of this
utility from Missouri Water Company to U.S. Water/Lexington,
Missouri, Inc. in Case No. WM-84-37, by Order dated October 21,
1983.% That the sale price was below the net book value of the
assets was clearly stated in the fourth paragraph of t;;‘order, 56
all parties ﬁére aware of that. The sale-price was stated as
$1,186,139 pius accounts receivable. The net book value of the

assets was $1,207,014. ‘The order went on to state that the sale

would result in a small loss to Missouri Water Company, and that

A copy of the order appears as Schedule 1 to Exhibit 19.
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its shareholders would bear that loss and incur the tax effect of
the sale. (Order, é-. 1) -

" Further, the materials furnished to the Commission clearxly
stated that the parties did not intend to treat the transaction in
the manner proposed by Mr. Riley here. Mr. Drees provided copies
of those accounting materials in his Schedule LFD-4.1 and 4.2
attached to Exhibit 6. Beginning at the bottom of Schedule LFD-
4.1 appears the following text:

The purchase price described in the foregoing is
less than the "rate base" of the assets acquired as
determined by the Missouri Public Service Commission
(PsSC) . Management does not intend to discount the
purchase obligation to present value as required by
generally accepted accounting principles. If the notes - -
were stated at present value, the cost of utility plant
would be reduced by approximately $425,000. ... Should
the PSC elect to reduce the Company's "rate base™ to cash
expended plus the present value of the purchase
obligation, projected 1levels of revenue would be .
adversely affected and projected operating results and
cash increase might be materially overstated.

Thus, the very argument that Mr. Riley is making here fiv;e years
later was explicitly laid out for the Commission. It was put on
nétice that any reduction ip réte base : on ,this basis would
adversely affect projected revenues. Thi; supports the statements
made by Mr. Dré'es that if the investor had known this -;\c\quisi‘tion
adjustment were _goir_'xg to be made, he would have been advised not
to make the ;:urchase.' (Tr. 202) '

Instead, the Commission in its Order made no mention of
requiring the rate base to be reduced due 1:'.0 the sale price, or to

consider the present value o©of the non-interest bearing note.

Instead, it made a specific finding of the rate base, and
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specificélly approved the sale at the specified sale price. And
conspicuously absent from the Order of Cctober 21, 1983 was the
usual disclaimer concerning an order’'s impact for ratemaking
purposes. Thus, ﬁSW-believes that the Commission fully understood
the special circumstances surrounding these properties; that
Missouri Water was so anxious to rid itself of them that it took
a loss on the sale and that special financing with a non-interest
bearing note was appropriate to achieve a sale of the properties.
For the Commission to find exactly to the contrary five years later

would be to perpetrate the cruelest of hoaxes.

]
f

As mentioned, a negative acquisition adjustment would not be
appropriate for general ratemaking principles either. Mr. Drées
provided a brief review of the situations which gave rise to the
"original cost when first devoted to public service" ruless
(Exhibit 6, p. 6) This principle has served to protect ratepavers
from utilities selling at inflated prices and then seekinglto have
the regulators revalue the properties at the higher level, just to
produce greater profits. Althqugh there are always exceptions, Mr.
Drees concludes that sales of utility prépgrty at higher thanlnet
book value should be borne by the shareholders. USW ;;\hnder the
impression that is the general principle utilized by this
Commission, élthough'there may have Eeen a few exceptiéns.

A review of authorities from other jurisdictions highlights
the beneficial effect of the original cost principles. 1In Re New
York Telephone Company, 5 PUR 3d 53 (1954), the New York Public

Service Commission was faced with a utility's arguments that it
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should consider evidence of market value in rate base evaluation.
This Commission emphasized the unacceptable circularity in valuing
the property of an earnings-related enterprise on the basis of
purchase price. It said, at p. 44:

‘Iong and well-established fundamentals should not
be lightly brushed aside in the absence of the most
compelling reasons or clearly demonstrable error.

In competitive enterprise, free from regulation, the
value of any commercial property is usually measured by
its capitalized prospective earnings. In the utility
field, of course, there is no free competition.

In determining the value of a telephone company's
plant, we cannot use the standards of competition in the
industry because these do not exist. There is however,
another standard of competition and that is competition
in the money market for capital. If the rates fixed are
too low and the income is insufficient, there will be a
flight of capital from the telephone industry to other

" types of investment. The converse is equally true.

The Court in Vincennes Water Supply Company v. Public Service

commission, P.U.R.1930B, 216, 219-220, 34 F.2d 5, rejected the use
of market value of securities in determining the value of utility
property.

Such questions as capitalization and the amount and kind
of securities and the market value of the same, can have,
in any event, only remote evidential value. In many
instances, capitalization bears no paxticular relation
to invested or present value, and the market price of
securities depends upon the rates charged for service.
If rates are lowered by regulatory bodies, the market
value of securities will fall. If rates are raised,
within reasonable limits, the value of-securities will
rise. As pointed out by some Commission, to determine
the value of a public utility for rate-making purposes,
the using of the market value of securities to make such
determination, would involve reasoning in a circle. It
is usually now held to be not a. legal basis for
determining present value, as is pointed out in the case
of Monrce Gas Light & Fuel Co. v. Michigan Public
Utilities Commission (D.C. 1923) 292 Fed. 139, 150 PUR
1923E, 66T." '

If the purchaser paid too much fexr his stock, the
public should not, as a result, be imposed upon by rates
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to fix a reasonable return upon such purchase price. If
the purchaser paid too little, he is entitled to the
benefit of his bargain. To determine value from the
. purchase price of stock at private sales is, as indicated
above, to reason in a circle, for if rates charged be
unreasonably low, the value of the property upon that
basis is depressed; if unusually high, it is inflated.
The test always is the present fair value o¢f the
property. As the Supreme Court says in the case of
McCardle v. Indianapolis Water Co. (1926) 272 U.W. 489,
410, 71 L.Ed. 154, PUR 19274, 15, 23, 47 S.Ct. 144, 148,
nIt' is well established that ‘value of wutilities
properties fluctuate, and that owners must bear the
decline and are entitled teo the increase." (emphasis
supplied)

- - More recently, the Vermont Supreme Court said in Re Towne Hill

Rater Co,., 422 A.2d 927 (1980):

Generally rate base is determined by the formula
that so-called historical or original cost plus capital
improvements minus depreciation eguals the net value of
the property. Using the cost of the 1973 acquisition of
the capital stock would substitute a new original cost
The Beard's finding that the stockholder's .
investment in the company was less than the historic cost
- is not germane to the determination of a rate base. The
property in question was not acquired in 1973. Original
acquisition and devotion to public use is the time of
"investment" in that property. The stockholder purchased
stock expecting a reasconable return on that investment,
no meore and no less. Whether he purchased the stock at
a discount or a premium is irrelevant.

We are uninmpressed by the Beoard's contention that
calculating a rate of return on the rate base which the
Company argues for will allow the Company a windfall. _
It is simply impossible to measure whether a given rate .
of return is reascnable or unreascnable wholly without
reference to rate base. e

We thérefore have several valid arguments for rejecting the
Public Counsel's position on this issue: (1) the specific terms
of the sale of these properties were approved by the Commission
five years ago, witﬁ all relevant facts disclosed, and no mention

by the Commission of any negative acquisition adjustment (2) the
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circularity of reasoning inherent in deviating from net original
cost valuation of raté base, not to nention the demands that would
be placed on the Commission by other utilities for corresponding
treatment if that were to occur; (3) the reasoning expressed that
if an investor pays too much, the ratepayer is shielded, while if
the investor pays "too little"”, he should be entitled to the
benefit of his bargain; and finally, (4) that the impact of such
an adjEstment on this utility would be extremely severe and mean

- that it would not be able to meet its debt service payments.

V. _Management Fee

As indicated earlier, there was a "management fee" discussed
and approved in the October 1983 order approving the sale and
transfer. On page 2 of the order, the Commission specifically
recognized how the management agreement would function and how the
fee would be calculated:

U.S. Utilities Management & Services, Inc. will
manage the water facilities under the agreement and will
receive a fee qual to the lesser of: 15 percent of the
actual costs of providing water service to the
customers of the system, the rate of return on equity
allowed by the Commission, or the cash available after

the payment of all expenses of operation, exclusive of
the management fee itself. (Exhibit 6, pp. 9-10)

The management agreement itself was made a part of the record in
WM-84-37, and was described in the .direct testimony of Frank
Hawkins. (Exhibit 6, p. 10) The agreement has been in place, and

payments have been- made from USW to U.S. Utilities Management &

Services, Inc. ("the management company").since the inception of
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= ¥ . : : No. 216
) DATA INFORMATION REQUEST
- UTILICORP UNITED, INC.
MISSOURI PUBLIC SERVICE DIVISION

CASE NO. ER-90-101
REC'D

Reguested From: Brad Lewis
Date Requested: March 6, 1950 MAR O 6 1990
Information Requested: | GLC

Provide the most complete available written overall corporate
strategy statement for Utllzcorp, including explanations of strategy
changes that have occurred since the inception of the Utilicorp name
change and a statement of any anticipated future changes in
corporate strategy that are now planned.

Requested By: Michael L. Brosch

Information Provided:

The attached information provided to the consultants and technical staff.cf the Office of the Public Counsel
in response 1o the above data inforpation reguest is agcurate and complete, and contains no paterial
misrepresentations or ogRissicns, bssed upon present facts of which the usdersigned hag khowledge, information or
belief. Tha uncersigned agrees to lcoediately {nform the copsultant and technical staff of The Office ol the
Public Coungel A4f, <uring the pendency of Cape Ko, ER-50-101 before The Comxission, &any matters are discoversd
which would materially affiect the accuracy or cozpletehess of the attached iaformation.

If thesa data are volumincus, pleasa (1) identify the relevant documents and their location {2) make
arrangasents with reguester 1o have documents aveilable for inspsction in the Viilicerp United, Inc., Missourd
Public Service Division, ©FRenass City, Missourl office, or other locatlion zutually agresable. Whare
identification of & document ix regquested, briefly deacribe the document (e.g., book, lettar, mamorapdum, Teport)
and state the Ilollowing information as applicable for the particular document: hame, title, number, auther, date
&% publicatien and publisher, addresees, date written, and the name and address of the persen(s) having
posaespsion of the documant. As used in this dsta request the term “document(s}” includes publicaticn of any
format, workpapers, letters, peworanda, hotes, reporta, anAlyses, CORputer anslyses, test results, atudies or
data, recordings, transcriptions and printed, typed or written materials of svery kind in your peosssasion,
cusicdy ©r coatrol or withim yoor xpowledge. The propoun *“you" ©T “your® relars to ‘utnicorp United, Inc..
Missourl Public Service Diviaion and its employees, contfactors, agents Or others ouployod or acting in in:
bahalf.

Signed By:

Date Response Haceived: ’))I A ‘|% C‘j.
e ' P Prepared By: \A/l ! Iaﬂqs

Schedule 3-1



Ne. OPC 216

DATA INFORMATION REQUEST
MISSQURI PUBLIC SERVICE
CASE NO. ER-%0-~101

Requested From: Brad Lewis
Date Received: March 6, 1990

Information Requested: Provide the most complete available written
cverall corporate strategy statement for UtiliCorp, including
explanations of strategy changes that have occurred since the
inception of the -UtiliCorp name change and a statement of any
anticipated future changes in corporate strategy that are now
planned.

Requeste'd By: Michael L. Brosch

Information Provided: The overall corporate strategy has been
consistently implemented since the inception of the UtiliCorp name
change. It is most comprehensively described in a speech before
the NARUC by Mr. Richard €. Green, Jr. (attached). Other
descriptions of strategy can be found in the company's Annual
Report to Shareholders and Form 10-K.

Date Provided: March. 23, 1990 i
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FRAMING REGULATION IN AN ERA OF UTILITY TRANSITION

When UtiliCorp was formed in .1985, not rmany people understood what we
were trying to accomplish. We had been doing business successhully for about
70 years as Missouri Public Service Company. Our mission had been to keep the
lights on and the gas flowing, to make suré our rates were affordable and that our
shareholders were earning reasonable returns.

Those original business objectives haven't changed under UtiliCorp. But
we've added one important element. Today, we are out to become a value-added
utility--a good, tough competitor in what is becoming a market-driven industry.

About five years ago we saw that we needed to react to a new reality in our
industry. That reality was, and is, competition.‘ it forced us to ask ourselves:
"What is our best strategy to meet this challenge?" The answer was simple. We
had to grow.

That presented us with a secopd question: "Should this growth occur
within ou'r industry or outside of it?* In our minds, the answer again was clear. -
Our best hope for success was to stay with the business we knew--the utility
business. |

Most everyone here has some familiarity with the for.ces that have changed
the way that gas and electric utilities must do business today.

The electrics have been whipsawed by unstable capital markets, high

interest rates, rapid inflation and volatile fuel prices. Today, we are faced with
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environmental pressures and technological changes. This had a chillir}g effect on

new power plant construction and consequently, some regions of the country

néw face capacity shortages. At the same time, economic conditions and federal
faws have allowed the emergence of independent power producers and
cogenerators that now may compete for some of the utilities’ largest custorners.

On the gas side, years of well-meaning but ill-conceived regulations have
created great imbalances of sUpply and demand. In the [ate 1870s, artificially low
- prices for gas transported across state lines led to shortages on the East Coast.
The resulting political pressures culminated in the Natural Gas Policy Act--a law
that created some extreme pricing disparities for old and new gas. Pushed by
fears of being caught again with inadequate supplies, pipelines began locking into
the take-or-pay contracts that have proven to be s0 burdensome today. Gas
utifities also face the competitive threat of losing their largest customers to system
bypass.

How should regulators respon.d t0 these changing conditions? There are
many compelling arguments in favor of deregulating the industry--adopting a
market-based épproach for dealing with these challenges. At UtiliCorp, we are
not convinced that utilities can be entirely deregulated. Because gas and
electricity are vital commodities, utilities will always remain ;Jnder somé obligation
to provide service,

However, Adam Smith's invisible hand of competition is clearly at work.

For that reason, flexible regulatory approaches will be necessary. At UtiliCorp,
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We believe that fegulations, should be designed and implemented to allow for the
emergence 6f value-added utilities. This can be accomplished through a process
of re-regulation, and not necessarily de-regulation.

It is our view that the basic mission and objectives of regulation should not
change significantly during this time of transition. Regulatory agencies will still
strive to protect the least powerful end user. Regulation also will need to fulfill its
other vital function--helping American industry remain cbmpetitive through access

" to refiabie and reasonably priced gas and electric service.

Flexible regulztory approaches will allow utilities to compete efiectively for
customers, to expand their businesses in new ways and to grow through the
prudent acquisition of other utilities. Regulators can best protect the public
interest by moving in‘sync with the evolution of the irjdustry.

What do | mean when [ say re-regulation? Itis simply a matter of changing
perspective--an approach in which the commissions view regulation in a new light
while applying the same traditional, fundamental values.

in 1883, wént to the Missouri Public Service Commission with a plan to-
add value for the customers and shareholders of my company. A principal
compo'nent of this plan was to expand through utility acquisitions. Of course, the
concern of the Missouri commission was whether this plan would be a detriment
to Missouri ratepayers.

" The Missouri commission has shown & willingness to allow us to pursue

this plan because UtiliCorp made a commitment to flow only benefits to Missouri
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customers and not to pass on any new prorblems'that may arise. At no time will
we jeopardize our own financial integrity. We recognize that it is vitally impartant
nét to put Missc;uri‘s sound utility infrastructure at risk.

Six years later, this commitment still stands. Our record shows we have
lived up to everything we have promi'sed. This process has worked well. By
taking a different regulatory approach, the Missouri commission has allowed us to
serve our.customers better and build value for our shareholders.

Change and competition are happening now. It can't be stopped at this
point in time. The utility industry faces the risk of having competition skim the
cream business away from its customner base. State regulators have a real
opportunity to set the tone on wtility regulation and thereby play a part in this
changing environment. | |

State commissions could perhaps face reductions in their jurisdictional
authority if they ignore the changes that are already in motion. Partnerships need
to be created between utilities and their state regulators. The traditiona! attitudes
of each will need to change. The force that binds us together is our mutual |
responsibility to mairtain this country's utility infrastructure to meet future needs.

'I;his is hard work. Change does not come easily. While re-regulation will
keep in place the fundamental values of regulation, it calls for us to try new
approaches--to experiment. These approaches could range from flexible rate

structures to the support of a specific acquisition or acquisition program.

5% 1
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Because any new requlatory approach cannct be guaranteed initial s-uccess.
commitment will be a key ingredient in the process. |

Will the same fundamental regulatory values stilt apply .as regulators
evaluate mergers and acquisitions? We believe they will. In many cases,
reguiators will find that a merger or acquisition represents an opportunity to drive
an even better bargain for customers. They can demand improvements in service

and take steps to insure prudent management of the assets for years. In many

cases, a reasonable and economic rate structure can be negotiated as part of the

acqguisition.,

Should regulators consider the economic health of the combined
companies in evaluating an acquisition's impact on customers? It is our view that
this may be a part of fegulatory responsibility. An acquisition that weakens the
financial outlook for the combined entity may very well have a long-term
detrimental impact on customers. On the other hand, an acquisition that
strengthens a company financially can reduce the cost of capital and indirectly
benefit customers fn many ways.

We are convinced that the growth strategy we've adopted is our best hope
of livingv up to our responsibility to provide affordable and reliable utility service.
We have significant new incentives to keep rates at affordable levels. Yet, There
must be & balance between the demands of the customer and demanas of the
shareholder. Meeting the needs of one gfoup to the exclusion of the other will

ultimately hurt everyone concerned.
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For several years, UtiliCorp has been aggressively seeking new. utility

‘operations in this country and other countries, and expanding in non-regulated

areas of the utility business. Five years ago, this was a somewhat non-traditional
approach. Today, more and more utilities seem to be adopting similar business
plans. We believe it's a strategy that will best prepare us for the future.

UtiliCorp has followed a firm policy of not seeking to recover any of its

acquisition-related premiums through rates. We have made a very persuasive

" case to investors that any premium costs or share dilution they experience will be

 for the short-term. We believe we can demonstrate that UtiliCorp will financially

oﬁtperform the industry in the long-term.

What do | mean when | say UtiliCorp is in better position'to serve its
customers by building financial strength? |

By becoming a larger ar;d more diversified entity, UtiliCorp achieves
economies of scale in such areas as financing costs, employee retirement and
health benefits, centralized burchasing, consolidations of billing and computer
services and, not insignificantly, negotiation of gas purchase contracts.

We are continually asked whether we are better off now than if we had
continuéd to do business solely as Missouri Public Service.. The answer is
absclutely yes.

To illustrate that, we can point to some costs that would be very.
burdensome right now if Missouri Public Service was a stand-alone company. We

are presently locking at financing about $100 million for power plant life extension

(__4_4__,__—————%
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and acid rain compliance projects. Because of our size, UtiliCorp can carry those
costsonits boo‘,ks as short-term debt and convert it to long-term when interest
rates and market conditions are right. As Missouri Public Service, we would have
been required to finance those projects immediately with long-term debt
regardless of market conditions. Those projects would have represented about 2
third of our total cépitaﬁzati_on, instead of the bne-eighth that we're looking at now.
As you can see, our size gives us the potential to save millions of dollars.

In addition to the beﬁeﬁts we realize as a larger, more diversified and more
competitive company, we believe our various constituencies also benefit.

Acquisitions in the utility industry truly have to be in the public interest
before they can occur. We must convince customers that an acquisition wont
adversely affect rates. We must convince regﬁlators that requlated operations are
not subsidizing non-regulated businesses. We must convince the respective
boards of directors and shareholders that we have the financial resources to
consurnmate a gdeal. And, v;/e must convince our potential new employees that
they won't lose their jobs gr..see their benefits reduced.

We havé a deeply ingraih‘ed incentive to ensure that regﬁlation
accomblishes its mission. We are out to prove that we can do an outstanding job
of managing the utility operations we acquire. Both our customers and our
shareholders will benefit. We know that regulators are watching us carefully-to
see that we live up to our ser#ice obligations and any other promises we have

made in the process of an acquisition. In short, we are deeply committed to

S
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serving the public interest. | caﬁ say with no hesitation that our track r_gecord
proves that.

| The driving force in our industry is to become more competitive by
following whatever formula it takes. We are igarning that we need to focus on -
service and the price of the product. That market-driven philoscphy \yill create
quality utilities, responsive 1o the needs of their customers and to the performance
demands of their shareholders.

Clearly, the merger and acquisition movement will be subject to a
considerable amount of regulation. Not only will state regulators pass judgement
on these transactions, many constituencies will be represented through the
intervention process. Again, the need for balance must be emphasized. We must
submit a balanced pa’ckagé of benefits for evefyone when pursuing a utility
acquisition.

At UtiliCorp, we are now having the good fortune to see acquisition
opportunities come our way because of the way we've done past transactions.
We have pursued all of our opportunities on a non-adversarial basis, we have
fived up to our promises and commitments and we have retained existing
management and employeés. Today, at any given time, we may be screening a
half-dozen opportunities that are being presented to us. |

Our acquisition program is not cutting into our commitment to maintain the

integrity of our systems. [n 1984, our construction expenditures were equal to

o ——
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about 10.3 percent of revenu‘es; In 1988, construction spending was j1.7 percent
of revenues.

We are committed to improving the communities we serve through active
economic development progréms and civic involvement by employees. We
believe that strengthening the local economies of our service areas and generally
improving the quality of life will pay business dividends. |

in conclusion, | would fike to challenge the regulatory community to

- consider ratemaking approaches that will allow utilities to continue fulfilling their

vital obligations. We must be allowed to become better- competitors, to diversify
through acquisitions and to start up non-regulated utility businesses.

My message is one of partnership. Utilities and regulators need to make
the commitments necessary to deal with change. This is not an option. The
process has started and the momentum is increasing. Other industries have
recently gone through dramatic transitions and now it is our turn. We cbntroi very

—

important commodities.
We would be wise to learn from the experiences of other industries as we
work together to manage our time of transition so that custorers, employees and

shareholders all benefit.
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