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Q.
Please state your name and business address.


A.
My name is Vern J. Siemek.  My business address is Aquila, Inc., 1815 Capitol Avenue, Omaha, Nebraska, 68102-4914.

Q.
Are you the same Vern J. Siemek who sponsored direct testimony in this case on behalf of Aquila, Inc. (“Aquila”) before the Missouri Public Service Commission (“Commission”)?

A.
Yes. 

I.  PURPOSE AND SUMMARY OF REBUTTAL TESTIMONY

Q.
What is the purpose of your rebuttal testimony? 

A.
My rebuttal testimony will respond to the various witnesses who urge rejecting ANY sharing of the continuing synergies resulting from the UtiliCorp (now Aquila)/St. Joseph Light & Power (“L&P”) merger.  Those witnesses include Mark Oligschlager of Commission Staff (“Staff”), Ted Robertson of the Office of the Public Counsel (“OPC”), and Robert Stephens of Brubaker & Associates.  All take the position that the continuing and essentially undisputed synergies created by the L&P merger should be assigned 100% to customers.  They apparently believe that customers should realize 100% of the continuing benefits despite the fact that Aquila is responsible for both the merger and the synergies, and that customers have contributed little to the costs to accomplish either of these. 

II.  MERGER SYNERGIES TO BE SHARED

Q.
Please review the source of the synergies to be shared which gives rise to this issue.

A.
Economies of scale from the Aquila/L&P merger created more efficient dispatching of the combined fleet of generating plants and purchase power contracts of the newly combined company.  Economies of scale also created savings for Aquila’s MPS operating division by spreading Aquila’s fixed support costs over the larger base of operations and customers, which reduced support costs significantly for MPS.

III.  OPPOSITION TO SHARING

Q.
What is your understanding of the basis for these witnesses refusal to propose a sharing of ANY of the synergies between Aquila and its customers?

A.
First of all, their positions are not based on the details of the merger savings calculations or the Company’s rationale.  Despite months of investigation, none of the witnesses who actually reviewed the calculations objected to or expressed serious concerns based on the details or the rationale of calculating the synergies.

Q.
What then is the basis of their objection to sharing?

A.
The witnesses list various concerns.  NONE, however, are legitimate grounds for denying the shareholders of Aquila a share in the continuing synergies created by the merger.  Many of their concerns are simply “generic” complaints they would have about any merger and do not relate to Aquila’s proposal in this case.
Q. Can you summarize the reasons offered by the Staff, OPC and the intervenors in opposing ANY sharing the synergies from the merger?

A.
Yes.    Having been involved with this issue since the merger filing in 1999, it is clear that, despite testimony to the contrary in the merger case, there is basically no situation under which Staff or OPC could ever support sharing continuing synergies (much less cost recovery) in any meaningful sense.  Despite Staff’s claimed ‘adherence’ to their ‘principles’, they have ignored their own positions from the merger case both in the last MPS rate case and this rate proceeding.

Q.
What is the basis for your impression of Staff’s actions on the L&P merger synergies?

A. Aquila has modified its proposals to share in the synergies several times in the course of the merger case and the last two MPS rate cases.  Aquila has modified its proposals in response to issues raised by the Staff in order to attempt to craft a proposal that meets Staff’s criteria.  Every time Aquila modifies its proposals, Staff finds new objections on top of the original ones.  The impression is that Staff indicates that if Aquila does one thing more, our proposal will be acceptable.  When we do that one thing more, or eliminate the cause of the Staff’s issue, Staff develops a new issue that then prevents their acceptance of our newly revised proposal.  In other words, Aquila moves closer to Staff, but Staff moves further away.  It is clear that Staff will not be satisfied no matter how many modifications Aquila makes to its proposals to share synergies except to drop them entirely.  

Q. Can you provide details of the evolution of Aquila’s proposal’s to accommodate Staff’s concerns?

A. Yes.  Schedule Rebuttal VJS-1 lists the history of the Staff’s objections to Aquila’s evolving proposal on sharing merger synergies from the merger case to this rate proceeding.  A quick review indicates where Aquila has eliminated various elements raised by Staff to attempt to craft an equitable sharing proposal that Staff could accept.  Each time, Staff has either reneged on prior parameters (in the last rate proceeding) or raised new issues to prevent any compromise (in this rate proceeding).  It is not possible to reach a compromise with a party that moves away during attempts to compromise.       

IV.  REBUTTAL IN GENERAL

Q. How do you respond generally to the various issues raised?

A. There are several responses I will use in my rebuttal testimony.

1. Simply summarizing the Staff and intervenor’s positions highlights the inequity of their ‘principles’.  The summary above exposes Staff’s position so that the Commission can make a reasoned decision based on the true facts and equitable treatment.  

2. I will also illustrate Staff’s inconsistency from Aquila case to Aquila case.  Staff has regressed from a position of encouraging a synergies sharing proposal for three to ten years if appropriate (in the merger case) to wanting to claim 100% of the synergies after year one (in the last MPS electric case) to now wanting to claim 100% of the continuing synergies in what the Staff would call year four.  

Even in the merger case, Staff recognized that unrelated cost increases may hamper the realization of synergies and would need to be considered even under their alternative proposal that relied on inadequate regulatory lag.  

Regulatory lag itself is NOT an equitable method to share savings when the synergies created are ongoing.  This inequity is because those continuing synergies are passed on 100% to customers periodically and thus are no longer shared.  Sharing synergies through the regulatory lag process as suggested by the Staff in that manner is clearly one-sided.  

3.   Aquila’s proposal is an evenhanded and equitable method to reasonably share in the continuing synergies Aquila is creating.  It requires NO elaborate tracking models.  It does NOT require any review of nor ask for ANY recovery of the costs to achieve the merger.  The economies of scale are a straightforward calculation that has been described in other jurisdictions as too simple to be disputed.  Even after calculating only some of the synergies, Aquila proposed to retain only 50% of those acquisition-related savings to benefit shareholders for creating those savings.  And HALF of that would be used to establish a low income assistance program!   

V.  DETAILED RESPONSES

Q. 
Please describe the positions that the Staff, OPC and intervenors have stated to confuse the issue and give your detailed response to each.

Position No 1: REGULATORY LAG IS THE CURE-ALL 
Staff, OPC and the intervenor’s claim regulatory lag is a meaningful way for Aquila to share in the continuing synergies Aquila created, especially since it has been three years since the merger.  (Staff witness Oligschlager, pages 21 lines 1 to 21, and page 24 lines 13-17; Brubaker witness Stephens, page 3, lines 31-33)

Response to No 1:
  Regulatory lag is a wholly inadequate method to achieve any meaningful sharing in merger savings particularly when the synergies are long-term and will continue for years.  When rates are established in each rate case, which give 100% of the synergies to the customers, any “sharing” goes away.  However, neither the synergies not the related costs disappear anywhere nearly as quickly as the regulatory lag ‘sharing’.        Compare this to including the costs of a generating facility in rates.  Both the merger synergies and the costs of the facility occur for an extended period of time.  No one would seriously advocate eliminating the cost recovery of a generating plant because three years had elapsed – how could three years be an adequate period for sharing merger synergies that create long-term and continuing savings?

Even disregarding the inherent shortfalls in this application of regulatory lag, there are even more compelling reasons to reject it in this case.  That is the fact that Aquila has not realized any significant positive synergies to date.  Two of the three years since the merger have been test periods because of increased costs to serve Missouri customers.  The third year was not a test period mainly because of unrelated financial stress and changes that prevented the comprehensive type of rate filing required in Missouri.  Staff, in the merger case, acknowledge that these types of extenuating circumstances should be considered in designing equitable sharing plans, even plans based on regulatory lag.   A quick review of the surveillance reports on MPS electric operations filed monthly with this Commission indicates that at no time since 2000 has the MPS division earned at a level approaching even the inadequate return on equity proposed by the Staff in this case.

Position No 2:  SYNERGIES ARE JUST TOO HARD TO CALCULATE

Staff, OPC and intervenor claimed generically that it is too difficult to estimate the total synergies, and so the synergies MIGHT be overstated.  (Staff witness Oligschlager, page 22, lines 1 thru 12; OPC witness Robertson, page 23, lines 7-8; Brubaker witness Stephens, page 3, lines 23-40 and page 14 line 12 to page 15 line 3.)

Response to No 2:  Aquila did NOT propose 50% of TOTAL synergies – instead, Aquila’s proposal involves just those that are clear economies of scale for support costs and joint dispatching efficiencies.  Aquila proposes to share only 50% of these identified synergies, and half of those will benefit low-income customers.  Even if synergies from the straightforward calculations were overstated by 100%, customers would still benefit because the other synergies would still result in rates lower than rates absent the merger.  Once again, no one has actually challenged the details of the identified synergies in this case.  

Aquila has not attempted to identify and claim half of the TOTAL synergies, because of the similar concerns voiced in the past.  Instead, Aquila has limited the synergies to those that are clear from economies of scale and that were validated by Staff calculations in the prior MPS rate case.  The remaining synergies accrue 100% to the benefit of the customers.

It is interesting that Staff now makes the generic claim that it is too difficult to estimate the synergies using this method, since Staff calculated the synergies in a similar manner in the last MPS rate case in attempting to claim 100% of the merger synergies in that case.  

It is also interesting that witness Stephens is concerned about projecting synergies based on actual amounts, but is much less concerned about projecting gas costs which are much more volatile.  Witness Stephens was also apparently not concerned enough about the calculations to make any data requests or request any meetings with any of the Aquila personnel knowledgeable about the calculations and their support, which should prejudice seriously any weight afforded to his testimony.

Position No 3:  ACQUISITION COSTS SHOULD NEVER BE PAID 

Staff and OPC propose that acquisition costs should not be recoverable because acquisition costs are never allowed in rates, were too high because Aquila should have used pooling accounting, and because Aquila should have assigned costs to nonregulated businesses.  (Staff witness Oligschlager page 20 lines 8-10, page 22 lines 18-23, and page 23, lines 1-13; OPC witness Robertson pages 20 to 23; pooling- Staff witness Oligschlager page 23 line 14 to page 24 line 2; nonregulated – Staff witness Oligschlager page 24 lines 3 to 12, OPC witness Robertson page 23 lines 1-5)

Response to No 3:  

1. Aquila has NOT asked for cost recovery of acquisition costs – Aquila has asked only to share in the synergies Aquila created by the merger.

2. Pooling was not available to Aquila, and in fact was banned by the US accounting rulemakers within a year of the acquisition as not reflective of the economic realities of business combination.  Accounting experts in the merger case testified that the economic substance of pooling is essentially the same as purchase accounting.  [See attached Schedule VJS-2.]

3.  Nonregulated businesses were either insignificant or the benefits from the value of generation are already reflected in the synergies created by joint dispatching which are proposed to be shared.

Position No 4: ACTUAL COSTS OF SERVICE ARE THE HOLY GRAIL

Staff states that only ACTUAL costs of service can be reflected in rates, not synergies. (Staff witness Oligschlager page 24, lines 20-22)

Response to No 4:  Staff has frequently deviated from the actual costs of service when the results aligned with Staff ‘principles’.  The deviations are caused by such mechanisms as averaging costs over various periods (such as three years, five years, three years and nine months, five years and three months), switching from cash to accrual to cash for pension expense, altering income tax calculations, etc.  Such an elastic view of ‘actual’ cost of service can be adjusted to achieve a desired result.

Position No 5: Speculation

Staff alleges that synergy sharing MIGHT result in some revenues that could offset some of the Acquisition Premium and Transaction costs.  (Staff witness Oligschlager, page 24 line 22 to page 25 line 2) 

Response to No 5:  Sharing synergies is sharing synergies- end of story!  If that sharing results in upsides that COULD offset some of the many downsides built into the regulatory process, Staff’s concern is still irrelevant.  SOME of the sharing MIGHT pay for gas and purchased power costs not recovered in rates, or MIGHT pay for cost increases due to inflation, or MIGHT pay a return on future investments.  

Staff doesn’t seem as concerned that five year averaging in other Staff adjustments MIGHT result in legitimate current levels of cost NOT being recovered or charged to customers.  

Position No 6:  FORECASTS SHOULD ALWAYS BE CORRECT
  Brubaker witness Stephens suspects that current calculations might be incorrect because the merger case (filed in 1999) forecast different synergies for 2002.

Response to No. 6 Stephens, however, had just supposedly analyzed gas costs that have been extremely volatile since 2001 and which are a major component of joint dispatching synergies.  That same volatility significantly impacted the synergies projected in 1999 and cannot reasonably serve as a basis for rejecting the current calculation of the synergies. 

VI.  STAFF’S CONSISTENT ‘PRINCIPLES’ (AND THEIR RESULTS)

Q. Is continued adherence to the same ‘principles’ always a good thing? 

A. No, blind adherence to the same principles is not necessarily a good thing- it just means that one ignores new facts and circumstances.  For example, treating illnesses by bleeding was a consistent application of medical principles in the 18th century.  In the Civil War, it took four years and countless lives to prove that charging entrenched positions was suicidal, even though it was consistent with military principles of the day.  The principle that the earth is flat is another good example of a principle that finally gave way to actual circumstances.  

Q. Has the application of Staff’s ‘principles’ remained constant as they relate to this merger?

A. No, not from my vantage point.

Q. What were Staff’s ‘principles’ in the merger case?

In the merger case, Staff indicated that it would be receptive to a plan to share synergies over three to ten years, although the Staff preferred regulatory lag as a method to share synergies.  

Staff witness Oligschlaeger, in rebuttal testimony in the Merger Case, page 32-33, lines 21-22 and lines 1-6,  “Q.  How would the Staff define a fair percentage of merger savings to be passed on to customers of merged utilities?  A. In past merger applications, the Staff has expressed the opinion that at least 50% of total merger benefits should be reflected in customer rates over the long term if a specific “regulatory plan “ for a merger is to be adopted.  The Staff also has stated that if utilities propose to assign less than half of total merger savings to customers through a regulatory plan, then the company should state compelling reason why the public interest would justify that result.”  

That quote indicates that retention of 50% of the synergies is the standard (over the long term).

 Staff witness Proctor’s example on page 17, line 4 in rebuttal testimony in the Merger Case cites “…that there will be a 50% sharing between shareholders and ratepayers….”

Staff witness Proctor in rebuttal testimony in the Merger Case, page 49, line 11 repeats,  “The 50% of these synergies going to ratepayers can then be allocated…”

Staff witness Proctor in rebuttal testimony in the Merger Case. Page 13, lines 7-8,  “…that there will be a 50% sharing between shareholders and ratepayers …”

Staff witness Oligschlaeger in rebuttal testimony in the Merger Case, page 33, line 20-22,  “ …the Staff would recommend that any ”guarantee” should encompass 50% of the estimated merger savings claimed by the Joint Applicants for the first ten years of the conclusion of the merger.”  

Clearly, at the merger, Staff felt that sharing 50% of the merger savings was the appropriate standard.   

Q. Did Staff address the situation where straight application of regulatory lag did not result in a fair sharing of merger savings to a utility?

A. Yes.  Staff witness Oligschlager, in rebuttal testimony in the Merger Case, page 48, lines 14 to 21 specifically addressed that situation.

“Q.  Are there instances in which regulatory lag may not provide for a fair sharing of merger savings to a utility?  

A. That is possible.  In particular, when a company undergoing a merger faces increasing revenue requirements even when estimated net merger savings are factored in, rate increase cases may serve to pass on achieved merger savings to customers without a chance for the utilities to retain a share of merger savings for a reasonable period.  In these instances, the Staff would not be opposed in concept to proposals by utilities to ‘share’ merger savings in the context of a rate proceeding.”  

Q. Did Staff lay out any general guidelines about a shared synergies approach in that situation?

A.
Yes.  Staff witness Oligschlager, in rebuttal testimony in the Merger Case, page 48, line 22 to page 49, line 9 indicates:

“Q.  How would the Staff view such proposals if they were made by UCU [now Aquila] in future rate proceedings?

A.
The Staff’s position on such proposal would depend upon the specific facts and circumstances surrounding the request at that time.  Any future Staff consideration of merger savings sharing proposals would be tied to production of evidence demonstrating incremental net customer benefits that can clearly be tied to the SJLP [L&P] merger, and that would not have been possible without the merger occurring.  The amount of any savings retained by the utility should not be tied to the amount of the consideration paid by UCU  [Aquila] for the SJLP [L&P] properties (i.e., the acquisition adjustment).  Finally, the Staff would evaluate the past ability of UCU [Aquila] to retain merger savings through means of regulatory lag before considering any proposals to share merger savings in rate cases.”

Q. Does Aquila’s current proposal reflect this guidance from the Staff?

A.
Yes. Aquila’s current proposal is clearly based on these guidelines proposed by the Staff: 

1. Aquila did have increasing revenue requirements despite estimated net merger savings, so had no chance to retain a share of merger savings for a reasonable period.  (evidenced by the Aquila rate case activity)

2. It is clear that the customer benefits are tied to the merger, and would not have been possible without the merger.

3. The savings are not based on the consideration paid by Aquila.

4. Aquila’s past ability to retain merger savings through regulatory lag has been minimal. 

Q. What were Staff’s ‘principles’ in the last MPS rate case?

A. In the MPS rate case based on 2001 (and updated to September 30, 2002) Staff claimed 100% of the synergies from the merger from economies of scale.  The merger had closed January 1, 2001 and operations were not even fully integrated at the time of the mid-2001 MPS filing.  In other words, despite the clear lack of any reasonable opportunity to realize many of the synergies, the  ‘principle’ of achieving lowest rates regardless of the inequity cost was actually used.  This violation of Staff’s regulatory lag ‘principle’ was justified by referring to the merger synergies as cost reallocations and avoiding any direct reference to the merger.  This was despite testimony in the Merger Case (Staff witness Featherstone rebuttal, page 37, lines 11-14) that 

“… the addition of a new division, such as SJLP, will cause a re-allocation of the total corporate costs among the divisions of UCU, with existing divisions such as MPS benefiting at some level of pre-existing corporate costs are allocated to SJLP after the merger.”

Q. What is Staff’s position in this rate case?

A. That regulatory lag will yield the correct answer, in spite of the obvious lack of any material realization of synergies by Aquila during the three years since the merger. A quick review of the surveillance reports filed monthly by MPS during 2001 through August of 2003 indicates that the ROE’s achieved by the Electric Operations of MPS ranged a high of 8.55% to a low of 5.39%.  All of these returns are lower than the inadequate return being recommended by the Staff in the current case.

Staff and OPC in both cases also neglected to adhere to their ‘principle’ that transition costs should be allowed by failing to propose any adjustment to recognize those costs – the need for which was created by their recommended rejection of ANY sharing in synergies. 

 

VII.  THE EQUITY OF SHARING SYNERGIES
Q. You have explained in detail the several types and sources of savings from the L&P merger to MPS and L&P costs.  If some portion of those savings were to be retained by Aquila instead of also being passed on to benefit MPS and L&P, how would you characterize this situation?

A.
It is equitable for Aquila to retain a portion of those savings because the shareholders of Aquila created those savings by bringing about the acquisition and they should benefit from those savings.  Retaining 50% of the savings for Aquila is a reasonable portion of the savings, especially when half of that savings is directed to the low income assistance program.  

Q.
Are there precedents for sharing merger and acquisition-related savings?

A.
Yes, there are many recent precedents for sharing the savings from mergers or acquisitions cited in my direct testimony.  Many are more clear than this proposal because the acquisitions occurred in a single regulatory jurisdiction.  All acknowledge that the savings created by acquisitions are equitably shared in some ratio between the customers and the shareholders that created the savings.  Sharing synergies from retaining benefits created by mergers is allowed in many jurisdictions.  It is generally considered superior to recovering the actual costs of an acquisition because customers pay only if savings are actually created by the merger.  

VIII.  THE CONSEQUENCES OF NOT SHARING

Q.
What happens if 100% of the merger-related savings are utilized to reduce the costs of MPS and L&P?

A.
Economically, shareholders end up absorbing the costs that produced the savings for the customers.  This is clearly not equitable since the parties benefiting from the cost savings do not share the costs.  In addition, passing on all of the savings to customers will deter future acquisitions and the savings created by them.

Q.
What risks have Aquila shareholders assumed as a result of this acquisition?

A. Considerable financial risk has been incurred.  Aquila must convince its shareholders and the financial markets that the savings resulting from the acquisition are adequate to sustain the additional capital costs incurred to accomplish the merger.  Failure to do so injures shareholder value.  It is not enough to demonstrate that the savings have been created.  Some of those savings must be retained by shareholders to offset the added capital costs of the transaction.  The savings method chosen ensures that customers will not be burdened with those additional costs unless the savings are demonstrable.  It also provides a strong signal to management and investors to create current and future savings that will benefit both customers and shareholders.  

If the shareholders do not retain some portion of merger savings, companies will be less likely to pursue mergers that could ultimately benefit customers by lowering their costs.  Customers receive no such savings if no mergers occur, so allowing the shareholders to retain a portion of the savings is a reasonable and equitable method to lower costs to customers.  

IX.  THE CONSEQUENCES OF SHARING SYNERGIES

Q.  
How do customers benefit if the shareholders retain the proposed share of acquisition savings?

A.
Currently, under Aquila’s proposal, all customers will benefit from the 50% of total merger-related savings still reflected in the test period.  The customers helped by the low income assistance program will also benefit from the 25% of the savings assigned to that program.  The customers share in those savings despite not contributing to their creation.

Q
What is the likely impact if the Commission adopts Aquila’s position? 

A.
MPS and L&P customers, including customers helped by the low income assistance program, will realize a significant share of the savings created by this merger.  At a minimum they receive 75% of the identified synergies, and receive 100% of synergies not included specifically in economies of scale of joint dispatching. 



Companies will be encouraged to pursue merger transactions that will ultimately provide additional economic benefits to customers, knowing that shareholders will also share in the economic benefits.  Shareholders will be much more likely to accept the costs and risks of merger transactions if it is clear that the savings have an economic value to the shareholders as well as the customers.  Adopting Aquila’s proposal sends a clear signal to utilities currently operating in Missouri that mergers that make economic sense will not be prevented or made less economic by regulatory actions. 

X.  SUMMARY

1 No witnesses who investigated the calculations had any specific concerns with the synergies, so the synergies are real and they are long-term and continuing.

2 Many of the synergies disputed in other cases (gas costs, procurement efficiencies, etc) are actually reflected 100% to the benefit of customers.

3 Regulatory lag is NOT an equitable compensation for creating and sustaining continuing and long-term synergies when MPS and SJLP never earned their allowed rates of return.

XI.  CONCLUSION:

Q. What is your conclusion?

A. Staff and intervenors’ issues are not based on facts but appear instead to be stated as a means to distract the Commission from considering the equity of Aquila’s reasonable and evenhanded proposal to share in the synergies Aquila created.    

The acquisition of L&P has created significant savings to MPS and L&P from joint dispatching and to MPS from economies of scale for support costs.  Those savings were created by Aquila with considerable effort, cost and risk.  It is fair and equitable that Aquila retain 50% of the savings created from that acquisition to both reward and compensate Aquila for creating the savings, even more so with half of those retained savings directed to the low income assistance program.  The retention should be accomplished by reflecting MPS and L&P pro forma adjustments retaining a portion of the savings.

Q   
Does that conclude your rebuttal testimony?


A.
Yes.
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