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248 ST. JOSEPH LIGHT & FOWER

fecenl opportunity to file additional evidence leads me to believe that a
hearing should be held 1o elicit adequate evidence 1o make {indings on those
issues, For this reasen, | respectfully dissent,

—

In the matter of St. Joseph Light & Power Company’s pro.
posed tariffs to increase rates for electric service provided
to customers in the Missouri service area of the Company,

The Staff of the Missouri Public Service Commission, Com-
Plainant, vs, St. Joseph Light & Power Company, a Mis-
souri corporation, Respondent,

R
Case Nos. ER-07.41 & EC.93.752
Decided June 25, 1903
e

Electric §1. 3ILP had submitted tariffy designed 1o inerease itg TEVENUe fequirement on an
annual basis by $6.1 millign, Staff subscquently filed 2 complaint alleging thar SILP',

fevenues should be raduced by approximately §7 million. The Commission ordered SILPa
file tariffs designed 1o reduce revenyes by $875 B8O,

Return §54, 5. The Commission adopted Public Counsel’s capital structure becaugs SILP's
totual capital structype contained an equity ratig higher than normal for 4 regulated wrilisy,
3ILP's capital structure included 38 Perceat common equity while Public Coungel’s hypo-
thetical capital structpre included 52 percent common equity. The Commission may adept
a bypathetical capital structure when the actual capital structure is outsida & reasopable

Return 817,32, The Commission, in adopting Staff s rate of retyrn an equity, adjusted it
upward by 40 basis points to 11,67 percent. The upward adjustment was mads 1q recognize

SILE's increased sk from s smaller size. components of capital structure adopted by the
Commission and ather factors

Expense §17. The Commission denied SILP's reguest 1o include 57535, 700 for complying
with the Cotmmissian's Integraied Resourcs Planning Rule in its cast of servics as being
Projected costs autside the 230 year thus not known ang mezsurable,

AFPEARANCES:
Gary Meyers, General Counsel & Secretary + 320 Francis Street, P.O. Box

998, 5L Joseph, Missouri 64302, for St Joseph Light & Power Company,

James C. Swearengen and Gary W. Dy, Altorneys at Law, Brydon,
Swearengen & England, 312 E. Capitol Avenue, P.O. Box 436, Jefferson City,
Missouri 65102, for Si_ Joseph Light & Power Company,

David A, Baird, Attorney at Law, 1226 Parkdale Road, Maryville, Mis-
souri 64468, for the City of Maryville, Missouri,

William M. Barvick, Attorney at Law, 23] Madison Street, Suite 301,
Tefferson City, Missouri 63 101, for AG Processing, Inc.
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Lewis R. Mills, Jr., First Assistant Public Counsel, PO, Box T804},
Jefferson City, Missouri 65102, for Office of the Public Counsel and the
Public,

Robert 1. Hack, Deputy Genaral Counsel, Steven &, Dorthein, Depury
General Counsel, Willigm M. Shansey, Assistant General Counsel, Eric A,
Wirte, Assistant General C ounsel, Thomas R, Schwarz, Assistant General
Counsel, P.O. Box 360, Jeffersan City, Missouri 65102, for the Staff of the
Missoun Public Serviga Commission,

HEARING EXAMINER: Janet L. Sieven

REPORT AND QRDER
Procedurgl History

On August 7, 1992, 51, Joseph Light & Power Company (SILPC) submitted
o this Commission tariffs reflecting increased raes for electric: service
provided to customers in the Missouri service area of the company., The
proposed tariffs bear 3 requested effective date of September 7, 1992, The
proposed tariffs gre desizned to produce an increase of approximately 8.8
percent (56.1 million) in charges for electric service, On September 1, 1997,
the Commission suspended the tariffs o July 3, 1993, and established i
procedural schedule, On February 24, 1993, the Staff of the Missouri Public
Service Commission (S aff) filed a complaint against STLPC alleging thar
SILPCs current rates are excessive and are nog Just and reasonable, Staff
alleged in s complaint that STLPC' s revenyes should be reduced by approxi-
malely 37 million in order 10 produce a fair and reasonable rate of return for
SILEC,

Pursuant o the procedural schedule, prefiled iesumony was filed. The
bearings in this matter wera held on Aprii 19-23, 1993, a5 scheduled, Briefs
were filed pursuant 1o the briefing schedule.

Findings of Fact

The Missouri Public Service Commission, having considered all of the
tompetent and substantial evidence upon the whole record, makes the follow.
ing findings of fact,

Capiral Structure/Return on Equity

Capital structure is the relationship between a Ccompany’s debt and aquity.
Capital structure generally influences the overall cost of capital. Itis assumed
that there 15 an Optmum structure that wiil produce the minimum cost. A

that it can raise capital whenever necessary,  Additonally, the capital
structure should result in the ability to generate the needed financing ar a
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reasonable cost. Capital structure i$ based on the relationship between 3
company’s debt and equity percentages. The most difficult and most impor-
tant issue in the determination of 4 COMpany’s revenue requirement is that of
finding the APPropriale returm on Common stock equity. Common stock equity
is the foundation of the capital structure and makes it possihle fora company
to borrow funds or to sell debt securities. Each of the parties in this proceeding
has developed Proxy groups o validate the capial sirocture it is supporting,
Each has used different criteria to select and o develop its proxy Zroup.

SILPC proposes that the actual capital structure as of September 30, 1992,
updated to December 31, 1992, including a capital lease obligation related 1o
the Cooper-Fairpor:-St. Joseph (CFST) line, be used to establish its rate of
return,  SILPC, therefore, is recommending a capital structure of 40.10%
long-term debt, 57.93% common equity and 1.97% capital lease obligation,
SILPC has no preferred siock or short-term debt, SILPC states that its proxy
group's capital structure has an average of 46.7% long-term debt with 2 range
of 38.9% to 52.4%, an average of 33.3% equity component which includes
preferred as well as commeon stock, with a range of 47.6% 10 61.1% and no
preferred stock or short-term debr, SILPC argues that the average capital
structure of its proxy group demonstrates that its capital structure is reason-
able,

Staff proposes to use a hypothetical capital struerure n determining
SILPC's capital structurs, Staff contends that its review of SILPC's capital
structure has disclosed an equity ratio that, in Staffs assessment is higher
than normal for g regulated utility, Staif states that ils proxy group’s long-
termn debt ranges from 47.15% 1o 30.32% with an average of 48 80 % preferred
stock ranges from 4.47% 10 10.96% with an average of 5.91%. comman equity
ranges from 39.30% 1o 47.5% with an average of 44.29% and no short-term
debt, Based on the Proxy group, Staff proposes a hypothetical capital structure
of 49.47% long-term debt, 3.71% preferred stock, 44,825, COMmman equity and
no shori-term debt. Staff states thar it included preferred stock in its capital
Structure, even though SJLPC has no preferred stock, because its use is
prevalent among similar companies in the eleciric utiliey industry and it is 3
less expensive form of capital {on 2 pre-tax basis) than either debt or comman
equity. Furthermore, Staff sttes that it 1s proposing the hypothetical capital
structure because it does not dppear to be detrimental 1o SILPC's credit raung
and it will lower capital costs, benefiting ratepayers throu gh lower rates,
Staff, in the altemative, proposes that if the Commission does not adopt its
hypothetical capital structure, that SILPC’s actual capital structure without
any adjustments, as of December 31, 1992, of 40.90% long-term debt and
59.10% common equity (SILPC has o preferred stock or short-term debt) be
used (o establish a return on equity for SJLPC. Staff does not include a capital
lease component in SILPC's actual capital structore.
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Even though AGP did not actually propose a hypothetical capital structure
for SILPC, its proxy group resulted in an average long-term debt of 48.6%, an
average preferred stock of 6.6% and an average common stock of 44.3%. AGP
used these percentages in its discount cash flow calculations to determine its
preposed return on equity, which is discussed below.

Public Counse! proposes a hypothetical capital structure consisting of
48.29% long-term debt and 51.71% common equity. Public Counsel did not
make an adjustment for the CFS1 lease line. Public Counsel's proxy group has
a capital structare of 48.29% long-term debt, which incydes 3.76% preferred
stock, 47.903% common equity, which is the average range for the vears 1989.
1992, and no short-term debt. The standard deviation of Public Counsel's
proxy group is 3.78% and the interval about the mean that falls within plus or
minus one standard deviaton is 44.15% 1o S1.71% equity. Public Counsel
advocates that the equity ratio of 44.15% o 51.71% represents the appropriate
“zone of reasonableness” for utifities with operating characteristics similar to
SILPC.

Public Counsel states it established the following criteria upon which to
develop its proxy: (1) publicly waded, (2} no Missouri regulated operations,
(3) percentage of electric revenues greater than seventy (70) percent, (4)
covered by Value Line, (5) no diversified ar non-regulated operations, {6} total
capital less than 36 million, total revenues less than 53.5 million, and (8) a

s ar r's bond rating BBB+ or greater. Public Counsel states that
from this criteria it established its eleven {11} company proxy Zroup composed
of mid-sized, non-diversified, non-nuclear, mid-western electric and electric/
£as utiliies which are a fair and reasonable characterization of the operations
of SILPC.

Public Counsel sutes that in calculating the long-term debt it included
3.76% of preferred stock, the avera ge level of preferred stock contained in the
capital structures of the comparable companies. Public Counsel reasoned that
it is appropriate to allocate all of the preferred stock to long-term debt in the
bypothetical capital structure becanse the average cost of the preferred stock
issued by the eleven (11) comparabla companies is actoally below the cost of
long-term debt for $TLPC and preferred stock possesses more characteristics
of long-term bonds than common equity. Public Counsel’s evidence showed
that preferred stock is considered ahybrid security, but is more similar to lon 8-
term debt than preferred stock. Public Counsel agserts preferred stock, like
bonds: (1) provides investors with prior claims on income and assets, (2) the
level of current income is usually fixed for the life of the issue, (3) can carry
call features and sinking fund provisions, (4) a firm can have more than one
issue of preferred stock outstanding at any point in time, and (5) it usually
trades on the basis of its vield and is, in fact, priced in the marketplace like
fixed-income obligations and, as a result. is considered by many investors to
be competitive with bonds.
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The portion of common equity in a company's capital structure is impaor-
tant for ratemaking purpases because common equity is the most ¢xpensive
form of capital. The cost differential between common equity and debt is evey
greater when the income tax reatment of deb is considered. Interest expense
or the cost of debt is tax-deductible, while dividends to shareholders are nor,
The evidence clearly demonstrates that Staff, Public Counsel and AGP
support the position that SJLPC's capital structure is oo heavily weighied
with common equity, The Commission agress that SILPC's capital structure
is 100 heavily weighted with equity. In comparing SJTLPC's own assessment
of its capital structure with that of its proxy group's average capital structure,
the Commission cannot find that SILPC's capital structure is even in ling with
its own proxy group, STLPC's lon £-term debt ratio of 40,10% is nowhere near
the proxy group's long-term debt average of 46.7% which includes only ong
company with long-term debt lower than that of §J LPC. Similarly, SILPC's
Proxy group contains only one company with a common eguity ratio higher
than its own. The second highest comman 2quity ratio in its proxy group is
21.2%, which is not even close to SJLPC s Own equity level of 37.93%, The
dverage common equity of the proxy group is 53.3%, which the Commissiar,
unlike SILPC, does not helieve places SILPC's common eguity of 57.93%
reasonably close o its proxy group’s average. The Commission Cannat
SUpport a capital swrocture for g company such as SILPC that is sp heavily
weighted with common equity. The Commission, in its duty 1o protect the
fatepayers, canmot establish rates based on this skewed capital structure, The
Commission is of the opinion that if SILPC chooses 1 continue with its
current debtequity ratio then ics stockholders should bear the burden of its
management’s decisions and not the ralepavers,

Therefore, the Commission finds that the hypothetical capital structure as
Proposed by Public Counsel should be used in Setting rates in this proceeding,
The Commission is aware that each party in this proceeding developed its
proxy group with the criteria it believes to be the most relevant. The
Commission finds Public Counsel’s hypothetical capital structure the more
reasonable alternative to the other proposals. The evidence shows that the
eleven (11) companies which comprise Public Counsel's proxy group are
representative of SILPC's operations, The Commission finds it particularly
relevant that none of the companies in Public Counsel’s proxy group have any
nuclear facilities, as nuclear facilities tend to have a hisher risk factor than
non-nuclear facilities. The Commission also finds, in developing a hypotheti-
cal capital structure for SILPC, it is more appropriate in this instance o
include a ratio for preferred stock in long-term debt than to eutablish a ratio
for preferred stock as a separate component of the capiwal structure, The
evidence demonstrated that preferred stock is considered a hivbrid stock
classified between long-term debr and commen equity, However, based on the
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gvidence presented, in this case preferred stock more closely resembles long-
term debt {bonds) than common eguity, The Commission determines that in
establishing a hypothetical capital structure for STLPC, including preferred
stock in the ratio for long-term debt results in a capital structure that most
ciosely resembles the composition of SJLPC’s capital structure. Furthermore,
Public Counsel’s approach is reasonable because it advocates that companies
with similar risk characteristics actually exist within 2 range of debt versus
equity trade-offs. The adoption of Public Counsel's structure is further
supported since the Commission is adopting the high end of Public Counsel's
equity range, thereby, placing SJILPC in the zone of reasonableness for
utilines with operating characteristics similar 1o SILPC,

By adopting a hypothetical capital structure for SILPC, the Commission
1s not indicating a preference for hypothetical capital structures in establish-
ing revenue requirements for acompany, The Commission, in other cases, has
utilized the actual capital structure whenever the debt equity ratio has not been
shown to-be cutside a zone of reasonableness. However, when as in this case,
the actual capital structure is so entirelv out of line with what the Commission
considers o be a reasonable range, a hypothetical capital structure must be
adopted to balance properly the interests of the shareholders and ralcpayers.

The Commission, therefore, determines that the hypothetical capital
structure as proposed by Public Counsel should be adopted in this proceeding,

Return on Eguiry

The rate of return on equity for a company is established by eslmating is
cost of common equity and combining it with its costs for debt and preferred
stock. All parties in this proceeding used the discounted cash flow (DCE)
method for estimating the cost of common equity. The purpose of the DCF
analysis is to estimate the return on equity necessary 1o attract Investors 1o a
company given the future value of the stock based upon its projected price and
expected dividend per share. The DCF model is a market-oriented approach
that uses three variables to determine the cost of equity of a company. These
variables are the expected dividend, the current stock price and the growth
factor. Under the formula for the DCF, the return on equity is obtained by
dividing the expected dividend by the current stock price and adding a growth
factor. Normally a difference occurs in the DCF caleulations due to differ-
ences in factors used to develop the growth rate, In this proceeding, not only
were different growth factors employed, but also the parties used different
expected dividend prices. SJLPC proposes that a 12.78% cost of equity be
adopted in this proceeding. SILPC used growth in dividends per share,
garnings per share, book value and market value as growth factors in its DCE
talculation. Additionally, STLPC used $1.82 for the annual expected dividend
tate as of January, 1993, SJLPC arrived at this figure by rounding the current
dividend of $1.72 to the nearest 1/2 cent on a quarterly basis,

il



