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Q. What is your name and business address?

A. My name is Michael S. Proctor. My business address is 200 Madison
Street, P.O. Box 360, Jefterson City, Mo. 65102-0360.

Q. Are you the same Michael S. Proctor that filed direct testimony in this
case?

A. Yes, I am.

Q. In this instant case, what is the purpose of your rebuttal testimony?

A. My rebuttal testimony addresses the issue of the ratemaking treatment of
the acquisition premium (also called acquisition adjustment or merger premium) with
respect to the merger of UtiliCorp United Inc. (UCU) and Saint Joseph Light & Power
Company (SJLP). Specifically, I disagree with the position of Company witness
Gary L. Clemens and Vern J. Siemek who argue for recovery of a portion of the
acquisition premium as a cost of the merger. As a policy matter, the Staff has always
opposed the inclusion of an acquisition premium as an adjustment to revenue
requirements. In addition, my rebuttal testimony addresses alternative methods for
sharing merger savings.

Q. What are your conclusions and recommendations with respect to the

acquisition premium?
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A. My rebuttal testimony on the acquisition premium is the same as what [
submitted in the UCU/SJLP merger case {Case No. EM-2000-292). This testimony
includes an explanation'of the components of the acquisition premium, as well as the
policy implications of treating the acquisition premium as a merger cost and allowing rate
recovery. My conclusion is that a new Commission policy of treating the acquisition
premium as a merger cost and allowing a recovery of that premium would remove
incentives for utilities to minimize the amount of acquisition premiums. Of equal
importance is that such a policy would not mirror what occurs for non-regulated
businesses.

Q. If the Commission were to allow UtiliCorp to share a portion of the
merger savings, what are your recommendations?

A. My recommendations are that any sharing plan be implemented over a
short period of time (the next three years), that it be independent of the amount of the
acquisition premium, and that it not be based only on ex ante estimates of merger savings

such as those included in Mr. Siemek’s direct testimony.

MERGER-RELATED ACQUISITION PREMIUM

Q. What is meant by the term “acquisition premium?”

A An acquisition premium is defined as the amount paid to shareholders of
the company being acquired that is in excess of the net book value of that company’s
assets. In Mr. Robert K. Green'’s direct testimony in the merger case, he calculates the
premium to be the difference between the $23/share offered by UCU and accepted by

SJLP’s shareholders compared to $11.76/share for the book value of SJILP’s assets. With
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approximately 8.2 million weighted average common shares outstanding, Mr. Green
calculates the total amount of the acquisition premium to be
[($23/share)*(8.2 x 10° shares)]-[($11.76/share)*(8.2 x 10° shares)]

[$188.6 x 105)-[$96.4 x 10°]

$92.2 x 10°
Q. Can this acquisition premium be divided into distinct components?
A. Yes. The acquisition premium can be divided into two distinct

components. The first component is the difference between the market price per share
and the price per share representing the book value of SJLP’s assets. The second
component is the difference between what will be paid by UCU to acquire SJLP and the
market price per share. At the time SJLP shareholders accepted the UCU offer, the
market price of their common stock was at $17.125/share. Using this price to quantify
the two components gives:

Component 1: Market Value — Book Value
($17.125/share-$11.76/share)*(8.2 x 10° shares) = $44.0 x 10°

Component 2: Acquisition payment — Market Value
($23.00/share-$17.125/share)*(8.2 x 10° shares) = $48.2 x 10°

Q. What is meant by the “market value” of a stock?

A. Market price of a stock on a given day is the price at which the stock has
traded on that day. Market price is determined by transactions that occur at the margin
between those holding the stock and willing to sell the stock at a price that is at or below
the market price (sellers) and those who are willing to buy the stock at a price that is at or
above the market price (buyers). If there are a large number of transactions taking place

on any given day, then an individual holder of the stock should be able to sell shares at
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the market price, and therefore can value the stock at its market price. In this context, the
market value of a stock is represented by its market price.

Q. What then is an explanation for the difference between the market value
and the book value of the stock?

A, For any shareholder, the value of a stock is determined by three
fundamental factors:

1) The income the stock is expected to produce;

2) The opportunity cost of alternative investments; and

3) The individual’s preference for risk.

Stock can produce income either in the form of dividend payments or in the form
of capital gains (losses). Opportunity cost from alternative investments represents what
the shareholder believes can be earned in income by selling the stock in question and
investing in another alternative. Risk is the probability distribution around expected
earnings, for both the stock in question as well as for alternative investments. When the
Commission sets just and reasonable rates, it makes a determination of the Return On
Equity (ROE) as the earnings which shareholders require as a return on the book value of
the stock. The allowed ROE is in part determined by what has occurred with market
prices of the stock and stocks of similar risk over a recent period of time. In this sense,
recent opportunity costs and evaluation of risk are taken into account. Yet, a
determination of the market valuation of ROE using even recent historical data on market
prices, gives only a snapshot of a dynamic process that is constantly changing. If for
example, the allowed ROE determined in this manner is actually above what the market

requires, then the expected earnings for the utility would be greater than anticipated in the
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ROE calculation, and the price which shareholders would require in order to offer shares
on the market would increase. Economists would call this an upward shift in the supply
curve (e.g., a decrease in supply) for the stock. This upward shift in the supply curve will
cause the market price for the stock to increase,

The allowed ROE determined from historical data at a given point in time can
also be greater than what the market requires at a later time because of a subsequent
downward shift in opportunity cost (i.e., earnings potential from alternative investments
are falling). In addition, expected earnings for the utility can increase because of cost
savings coming from either declining rate base or decreases in annual expenses.

Regulatory lag is the time between these changes occurring and the time the
regulatory process implements the results of these changes through new rates. In a world
of “perfect regulation,” rates would be adjusted each day to reflect changes in ROE from
changing market expectations, and there would be no difference between the market
value and the book value of the stock. But we do not live in a world of “perfect
regulation,” and the market adjusts to these imperfections through the daily changes in
market prices.

Q. When the assets of a utility are sold, should the difference between market
value and book value of the stock be included as a recoverable cost of the merger?

A. The difference between market value and booked value of the stock of the
acquired utility should not be considered as a recoverable cost of the merger. The reason
is quite simple. If the merger is not detrimental to the public interest, then the earnings
potential of the utility being purchased should not get worse due to the merger. Because

the market value of the stock represents the market’s evaluation of the earnings potential
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of the utility and since that potential has not become worse, the merger results in the
same, if not better, earning potential for the entity purchasing the utility in question.

To staté this differently, if the Commission does not allow rate base to be
increased by the amount of the difference between market and book value, then there
would be no change in the rate base of the acquired utility. Holding everything else
constant, the earning potential of the acquired utility would not have changed from what
existed prior to the merger. If new shareholders could have acquired the stock of the
utility at its market price, they would have paid the market’s evaluation of the earning
potential of that stock that is either the same or better than what it was prior to the
merger. In essence, there is no loss of value to the new shareholders that needs to be
recovered through some mechanism designed to increase carnings, such as putting the
difference between market and book value in rate base in the form of an acquisition
adjustment. |

Q. While the merger has not worsened the earnings potential, don’t existing
shareholders have this same earnings potential but at an investment cost equal to book
value that is lower than the market price paid by the acquiring entity and its shareholders?

A. No. It is incorrect to assume that existing shareholders paid book value
for their shares. In fact, there is no way from publicly available information to measure
what existing shareholders paid for their shares, and certainly there is no reason to
believe that current shareholders paid book value for their shares. Beyond the question of
not knowing what existing shareholders paid for their shares, what they have historically
paid for shares is a sunk cost to the investor. Sunk costs are not relevant either to current

investment decisions {to sell or not sell shares in the daily market), or with respect to
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what is required as an offer price for the shareholders of the acquired utility to sell their
shares to the acquiring entity.

Q. Why would the acquisition payment be different from market value?

A Market price is determined based on the supply and demand for the stock
on a given day, with quantities being exchanged representing only a small fraction of the
total stock outstanding. In order for this merger to take place, at least two-thirds of
current shareholders of SJLP stock must have agreed to the sales price being offered by
UCU. Acquisition price represents the offer price that was expected to induce at least
two-thirds of current SJLP shareholders to sell based on their overall evaluation of
expected earnings, opportunity costs and required risk premiums. While market price
represents a price at which a small fraction of shareholders are willing to sell their shares,
to increase the willingness to sell from that small fraction to two-thirds of outstanding
shares will demand a higher offer price.

Q. In your opinion, when the assets of a utility are sold, should the difference
between acquisition payment and market value of the stock be included as a recoverable
cost of the merger?

A. The difference between acquisition payment and market value of the stock
of the acquired utility should not be considered to be a recoverable cost of the merger.
The reason is the same as for the difference between market value and book value. In
essence, while the market value represents the value placed on future earnings at the
margin, the acquisition payment represents the value placed on future earnings by at least
two thirds of the existing shareholders. In essence, each individual shareholder makes an

evaluation of the price at which he or she would sell his or her stock based on
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expectations of future earnings, opportunity cost of other investments and risk preference.
If ranked from lowest to highest asking price, the lowest asking price would be slightly
above the current market price and the acquisition price would be at or above the asking
prices for two-thirds of current shareholders.

There a£e additional similarities between the determination of the market price
and the acquisition price on the demand side of the offer. In the case of market price, the
investors are looking at alternative investment opportunities and making offers based on
their evaluation of those opportunities relative to earnings for the specific company in
question. Likewise, companies that are considering mergers or acquisitions are looking
at alternative investment opportunities and set their bid price based on what they see as
their opportunity costs in the market compared to their earning potential from the utility
on which the offer is made. The reason that a company seeking to merge is willing to
make an offer that is higher than what the rest of the investment market is willing to offer
is that it sees higher earninés potential, has a lower opportunity cost or has a different risk
preference.

Q. In non-regulated businesses, does this future earnings potential include
some recovery of the difference between acquisition payment and either market value or
book value of the stock?

A. No. Non-regulated businesses do not operate in this fashion. Instead, they
would simply look at the earnings potential from acquiring the business and compare that
to other opportunities in making a decision as to how much to offer to acquire the
business in question. If that offer were accepted, then the merger would take place

subject to the approval of the Securities and Exchange Commission (SEC). However, it
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is important to realize that if there are synergies from the merger that will increase the
earnings potential of the merged company when compared to the separate companies,
that increase in earnings potential can play a role in the price that the acquiring company
is willing to offer the shareholders of the company being acquired.

Q. In what ways does this compare to what happens with regulated
companies?

A. There should be no difference. The company seeking to acquire a
regulated company must perform an evaluation of the expected earnings it anticipates
from that company including some expectation of increased earnings from the synergies
anticipated from the merger. Based on this evaluation, the company determines the price
per share that it is willing to offer the regulated company’s shareholders. If that price
were accepted, then the mérger would take place subject to regulatory approval. The
difficult part of this comparison is what expectations should the acquiring utility have
concerning increased earnings from the synergies anticipated from the merger.

It is important to note that this order of causality problem needs to be divided into
the correct causal sequence. The incorrect causal chain is the one presented by UCU in
its direct testimony in the UCU/SILP merger case: the acquisition premium causes a
certain level of recovery of the synergies from the merger. The correct causal chain is
that: a certain level of recovery of the synergies from the merger causes a cap on the
offer price for the acquisition.

Q. What then is the impact of a policy that would base the level of recovery

of synergies from the merger on the level of the acquisition premium?
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A. The effect of such a policy would be an increase in the price that
companies would be willing to offer to merge with other companies. Suppose, as was the
case for SILP, there were several companies bidding to acquire the regulated company.
With a “known” regulatory policy of allowing recovery of an acquisition premium, all of
the companies would be willing to bid higher because of the higher expected earnings
that would result from there being a regulatory policy of allowing the recovery of the
acquisition premium. The expected synergies from the merger should place a cap on
what any company would be willing to offer, but if recovery of the acquisition premium
is included in those potential earnings, what should be the true cap on bids is no longer
relevant. In non-regulated mergers, the bidding would stop when the company expecting
the next to highest synergies from the merger was no longer willing to bid. But when
recovery of the acquisition premium is “guaranteed” as a regulatory policy, it is
impossible to determine where the bidding will stop.

Q. Would higher acquisition prices result in mergers taking place that might
not otherwise take place? |

A Yes. It is very likely that a regulatory policy that allows recovery of the
acquisition prerﬁium and fosters offering higher acquisition prices would result in more
mergers being proposed. However, this is not a good thing. As a general economic
principle, whether or not offers of merger should take place should be based on the
potential economic gain in the market from the merger, and not on a regulatory policy of
adding éaming incentives to the market through allowing recovery of an acquisition

premium. In effect, regulatory policy should be based on a parallel to what would

10
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happen in competitive markets, and as indicated above, mergers in non-regulated
businesses offer no recovery of an acquisition premium.

Q. Would a policy of not allowing the recovery of an acquisition premium
result in mergers not takihg place that otherwise would have resulted in savings to
ratepayers?

A, If there is regulatory denial of the acquisition premium, a merger may not
be consummated where the offered acquisition premium is based on the assumption of
recovery of a portion of the acquisition premium. However, such a situation is not
relevant for Missouri because this Commission has not previously allowed recovery of an
acquisition premium and therefore it would be presumptuous to make an offer based on

the assumption of recovery.

POLICY IMPLICATIONS FOR VARIOUS METHODS OF SHARING MERGER
SAVINGS

Q. Does exclusion of an acquisition premium as a merger cost imply that
there should be a policy of not allowing utilities any retention of the synergies from the
merger?

A, No, that is not my conclusion. The Commission may allow some sharing
of the savings from the merger between shareholders and ratepayers. But any policy of
sharing merger savings should not be based on the amount of the acquisition premium.
There are other options available for sharing the savings. For example, regulatory lag
allows the merged utility the opportunity to recover some of the merger savings.
Likewise, a rate freeze (moratoriums in rate increase/earnings complaint cases) over a
three year period after the merger is completed allows companies (in declining cost

circumstances) the opportunity to pay off the merger costs and retain a portion of the
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immediate savings resulting from the merger. After the rate freeze period, the Staff
would file a complaint case to lower rates to match the lower cost levels including
capturing actual merger savings that are in place at that time. This rate freeze period also
allows the merged entity the time needed to implement its merger plan and begin to
accrue some of the merger savings.

Q. Is a three year rate freeze a possibility for this merger involving Missouri
Public Service?

A. With the addition of significant levels of new purchased power and new
leases on generation capacity that are replacing older, lower cost contracts, it appears that
MPS is not in a declining cost situation, and MPS has subsequently filed for a rate
increase in this instant case. However, the Staff has filed a complaint case requesting a
significant rate decreases, and therefore, a rate moratorium over the next three years
appears to be a viable alternative for MPS. In addition, it appears that SJLP is in a
declining cost situation, so that a rate moratorium at SJILP is also a viable alternative for
allowing the merged entity to retain and “share” a portion of the synergies from the
merger. The key to such a rate moratorium for MPS and SJLP is to arrive at a reasonable
level for rates that will be in place over the next three years. To determine a reasonable
level for these rates, UCU should provide an estimate of the merger savings it expects to
retain by having those rates in place for the next three years.

Q. What other alternative regulatory plans can be implemented for sharing
merger savings between shareholders and ratepayers?

A, Sharing plans require a determination of three elements. The first element

is whether or not the merger savings that are shared are based on estimates made prior to

12
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the merger (ex ante), or will depend on after-the-fact estimates (ex post) of merger
savings. The second element is the percentage sharing between shareholders and
ratepayers that will be applied. The third element is the length of time over which the
sharing of the savings would apply.

Q. Can you illustrate how these various determinates would actually apply?

A. Yes. For the first illustration assume that it is determined that an ex ante
estimate of merger savings will be used, that there will be a 50% sharing between
shareholders and ratepayers and that this sharing will apply for a three-year period. After
the merger is completed and before the three-year sharing period is up, in all MPS filings
for rate increases, there would be added to normally included cost of service an amount
equal to 50% of the estimated annualized merger savings. After the three-year sharing
period, this adder would no longer be included in MPS’s cost of service. Changing either
the percentage or the period of time has an obvious impact. The higher the percentage
going to shareholders and/or the longer the period of time, the greater will be the amount
of overall merger savings going to shareholders and resulting in higher rates.

Q. If this ex ante procedure is followed, is there any guarantee of actual
savings from the merger?

A With the ex ante approach, there is no guarantee of actual savings from the
merger. If actual costs go up from the merger and the benefits expected in terms of
savings do not occur, then the utility’s costs are higher than what was projected for the
merger. To make matters worse, on top of these higher costs are added the 50% of so-
called shareholder “savings.” In essence, ex ante procedures put the ratepayer at risk by

adding a certain cost that is to be offset by uncertain savings and providing no incentives
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for utilities to ‘achieve those savings. I would characterize such a plan as being
detrimental to ratepayers’ interest.

Q. Is this ex ante method for sharing merger savings the approach being
proposed by the Company in this case?

A. From the direct testimony of Mr. Clemens and Mr. Siemek, it appears that
the Company will take this ex: ante approach if the divisional allocation of UCU
corporate costs includes SJLP. At pages 4 and 5 of his direct testimony, Mr. Clemens
states: “If the Commission Staff would pursue the second option, then our position would
be to include for rate recovery the merger transition and transactions costs and a portion
of the merger premium as well.” The “second option” is to include allocation of
corporate costs to SJLP. In addition, at page 3 of his direct testimony, Mr. Siemek
states: “These estimated projections, net of the related costs for incremental support costs
and costs to achieve the syncrgies, may be used as a basis in this proceeding if the second
option, discussed by Mr. Clemens, is imposed by the Commission.” While neither Mr.
Clemens nor Mr. Siemek make specific proposals, it appears that if allocations of
corporate costs to SJLP are included, they will argue for the inclusion of estimate of
merger savings to be added to the MPS cost of service. If this is the case, then their
proposal would be for a sharing of merger savings based on an ex ante estimates, and the
Staff would oppose such a sharing plan for the reasons previously stated, that such a
sharing plan is detrimental to the ratepayers’ interest by adding certain costs and
uncertain benefits.

Q. How does the ex post procedure work?

14
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A For the second illustration, instead of using an ex anfte estimate of
annualized merger savings, the merger savings would be estimated ex post for the test
year of the rate case. The word “estimated” ex post savings is used rather than
“measured” ex post savings on purpose. Because merger savings are the difference
between what would have happened without the merger and what actually happened, and
since what would have happened without the merger is not measurable, it is impossible to
measure merger savings on an ex post basis. Unless very explicit formulas for estimating
merger savings ex post are set out ahead of time, any future rate case that includes merger
savings will involve additional testimony regarding each party’s estimate of the merger
savings. Thus, one of the major drawbacks of the ex post approach is the difficulty for
the regulatory process involved in the determination of merger savings.

To illustrate where ex post estimates of merger savings might be used, an example
is in the energy cost savings that come from joint dispatch of generation. In this
application, methods for estimating the energy costs savings from joint dispatch would be
set out as part of the sharing plan. This would involve assumptions regarding the
estimation of what energy costs would have been without the joint dispatch and
comparing them to what these costs are with the joint dispatch. Estimating what energy
costs would have been without the joint dispatch depends on applying certain
assumptions about what the test year would have been absent the merger.

Q. In the Staff’s calculation of energy costs, is there an estimate of what the
energy costs would have been absent the merger?

A. For this instant case the Staff calculated both stand-alone and joint

dispatch costs for the MPS and SJLP divisions. The difference between the sum of the
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stand-alone energy costs and the joint dispatch energy costs is an ex post estimate of
merger savings. With revisions to the joint dispatch run, Mr. David Elliott of the
Commission Staff estimates this overall savings to be $6.5 million. This savings is
allocated between the MPS and SJLP divisions in proportion to their stand-alone costs,
leaving the MPS division with a $5.1 million share of the savings, and Missouri retail
customers would be allocated 95.67% or $4.9 million of these savings.

Q. Should ex post estimates be compared to expected merger savings?

A. Generally, it is a good idea to combine the ex ante and ex post estimation
of merger savings. This approach is what could be termed benchmarking.
Benchmarking simply means that ex post estimates of historical test year costs are
compared to the ex ante estimate of what these costs were expected to be. In addition to
an ex ante estimate of merger savings, benchmarking also requires an ex ante estimate of
what the cost will be without the merger (forecasts of future budgets without a merger).
The sum of these two ex ante estimates provides a benchmark against which actual test
year costs are measured. For example, suppose overhead costs for two utilities are
estimated to be $15 million prior to the merger and with the merger a claim is made for
an expected $3 million in savings. Thus, the ex ante estimate of overhead costs is $12
million. After the merger is completed, MPS files a rate case and the overhead costs are
$13 million rather than the estimated $12 million. Instead of sharing 50% of the $3
million in expected merger savings by adding $1.5 million to its test year cost of service,
MPS is required to subtract 50% of the difference between estimated and actual test year
overhead costs from what is added for purposes of merger savings sharing. Specifically,

instead of adding $1.5 million to its test year costs, it can only add $1.5 million minus
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50% of the difference between $13 million actual and $12 million estimated (0.5%(13-12)
= $0.5 million). In this example, instead of adding $1.5 million to the $13 million in
overhead expense ($1.5+$13.0 = $14.5), MPS can only add $1 million to the $13 million
in overhead expense, putting $14 million into test year revenue requirements rather than
$14.5 million. Notice that this is equivalent to measuring the savings as being the
difference between projected costs of $15 million and test year costs of $13 million, and
allowing 50-50 sharing on the difference of $2 million.

On the other side of benchmarking, if the utility does better than the benchmark, it
is allowed to increase the adder by 50% of the difference. For example, if test year
expenses are §11 million dollars, $1 million below the benchmark of $12 million, then
MPS is allowed to add 50% of this $1 million to the $1.5 million of shareholders” share
of expected savings. Thus, the test year revenue requirements for overhead expense
would be the test year expense of $11 million plus the $1.5 million of shareholders’ share
of expected savings plus the $0.5 million for being below the benchmark. The total
included in revenue requirements would be $13 million. Again, notice the same results
are reached by measuring the savings as being the difference between projected costs of
$15 million and test year costs of $11 million, and allowing 50-50 sharing on the
difference of $4 million.

The policy concept behind benchmarking is that it gives the utility an additional
incentive to maximize merger savings. This type of policy is most appropriate with
respect to costs that can be fairly closely controlled by the utility, such as the number of

employees working in the corporate functions.
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Q. Is the benchmarking procedure preferable to either ex ante or ex post
procedures?
A. In my opinion, as a method for sharing potential merger savings as a part

of a merger application, benchmarking is preferable because it holds the utility to the
estimates of savings used to justify the merger. The difficulty with benchmarking is in
making a determination that the forecasted budget levels for costs absent the merger are
reasonable.

Q. Are there other alternatives that avoid the problems of estimating savings
from the merger?

A. Yes, there are. However, these approaches involve what are called either
“alternative regulation” plans, “incentive ratemaking” plans or “performance based
ratemaking” plans. An example of this approach is the settlement approved by the
Commission for the Union Electric Company merger with Central llinois Public Service
Company to form Ameren. In this regulatory sharing plan, afier a one-time $30 million
rate decrease, electric rates were frozen and there was a grid by which profits above
certain levels were shared between shareholders and ratepayers. The problems of
inability to measure merger savings were circumvented by not attempting to measure
such savings. Instead, the focus of this type of regulatory sharing plan is on measurement
of overall earnings. In essence, an alternative form of regulation was used to allow
Union Electric Company to recover some portion of the estimated savings from the
merger. An initial three year sharing plan was in effect at the time of the merger, and this
sharing plan was extended an additional three years after a rate decrease reflecting the

average level of normalized eamnings over the first three years.
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Rebuttal Testimony of
Michael S. Proctor

The type of regulatory sharing plan implemented for Union Electric Company is
not directly related to the merger or to merger savings. In essence, these types of sharing
plans can just as easily be used for any utility as alternatives to traditional rate of retumn
regulation. The advantage of alternative regulation plans is that they do not isolate and
attempt to track specific elements of cost.

Q. Ar¢ you recommending that the Commission adopt some form of
regulatory sharing plan for the purpose of the UCU/SJLP merger?

A. No. My rebuttal testimony is meant to provide the Commission with
attributes that will allow it to evaluate any specific proposal for sharing that UCU may
propose in response to the Staff’s filing in this case. Specifically, from the direct
testimony of Mr. Clemens and Mr. Siemek it appears that UCU will propose an ex ante
form of a sharing plan, and the Staff opposes this approach.

Q. Does this complete your rebuttal testimony?

A. Yes, it does.
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