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Taking Utilities Private; _
Return of the Barbarians

Experts debate whether KKR’s leveraged buyout of
UniSousce Energy is right for the industry.

lows, and wifiey sector debt spreads
over risk-free wreasuries have declined in
recent months makes highly leveraged
transactions more attractive,

In 2 rypical leveraged buyous (LBO} a
senall groap of investors, usuzlly includ-
ing cutsent management, acquires a firm
ina rensaction financed largely by debr.
The debt isserviced with funds generar-
ed by the scquired company's apera-
tons, and in some cases, by thesale of
some of its assets, In other instances, the

By RICHARD STAVROS
LBO firm plans wsell off divisions to
¥ 4% rom 2 public policy sandpoing, And eempted they will be. otherfirms that can gain synergies. The
gshould a urility that provides a Morgan Sranley estimates thatthe  acquiring group expects 10 make a profic
virel public good beowned by top 10 largest private equity groups from the LBO, but the inherent tisks can
4 private group that pains ownershipby  seeking to invest in the sector havea begrear due vo the heavy use of financial
taking on 2 high degree of debe (misk)?”  votal buying power of $198 billion 2 keverage, according toa teaback defini-
Mark T, Williarms, executive-in- chare 1, p, 25), While this amount is for  tion, LBO specialists ave quick to poine
residence at the Finence & Bconomics  totad investmeng in all businesssectors,  our thae che amounc of financial leverage
Department at Boston Univessicy rany experts say billlons arebeing edr- I reeatrt deals hasbeen much Jower than
idancifies the quintessential issue thac mnarked for utilicy industry investment  Inthe past.
will no deubt be heatedly debated in cven as significant amounes of private Puring ic another way; leveraged
boardrpoms and commissions astmore  equity investment already have been buyers in the Jast few yaars have Faced
usility CEOs are tzmpred o become spent (s chart 2, p. 25), less-Favorable terms, For example, in the
private utilicies through a leveraged Moreover, Willizms says, given that  lnst three years LBO firms parced with
buyout transaction, interest rates are cumently at 40-year equity worth an average 41 percent of
' the deal price, aocording to a Standard
& Poor’s report. This is a significant
change from the 10 percent equity that
defined the typical 19805 LBO,
| Cereainly, many industry insiders
disagree over whether the heavy use of
financial leverage would pose any risk

. 24 Pusuc Ynunes Fonmitmeny Fearuary 2004

to utilities, which as a matter of histari-
<2l record have always been highly
leveraged, capital-intensive businesses,
Burthermare, they say the capital struc-
ture of = wility is but one of many con-
siderations a regulator makes to
determine if an acquisition is in the
public interest,

But other eriticisms come down to
must. Can che so-called “barbarians at
the gats” be trusted?

Some utility executives have raised
cencerns over the possibility of holding-
company zhuses by privare equity groups
that haven't been raised since the 1930s,

v, fortnightly.com
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wher such abuses were terminated by
the passing of the 1935 Public Utilicy
Holding Company Act (PUHCA).
Conversely, proponents of LBOs say
that private or public ownership has lic-
de o do with corporate abuse, poincing
out chat corpotate scandals in the last
few years came largely from publicly
traded companies such as Enrott,
Moreover, other critics heatedly

complain that private equity firm sup. |

port for 2 utility could dry up after pri-
vatization whea interest rtes increase,
causing a liquidicy celsis, “While exist-
ing company debr will have been refi-
nanced at lower rates in conjunction
with the LBO, private equity firms will
be harder pressed to raiss more money
as interest raves rise and thus will con-
strain the uxilivy’s access to capital,” says
one analyst. Private equity proponents
respond, “We always have aceess to
public equity markets and can take the
company public again in order to raise
capltal in thé public markets.” Further-
more, “The company will continue o
have access to public debt mackers and
can go back to their private equity
sponsors for additional equity if
needed,” argues another LBO expere,
So why a private equity investor ina
. high-interest-rate environment would
conrinue to leverage its acquisition or
provide equity at 2 higher cost of capi-
eal, when such an investment falls w
oureperform treasuries is anybodys
gitess, quesics one,

Faitly or unfairly, private squity
investors using heavy financial leverage
- 10 acquire companies have raised debate

in altnost every industry where such
transzctions have been inmoduced, The
focus of the concem has always cen-
tered on implementation. The udlity
tndustry is no differens. Ifanything,
experts say; private equity groups will
be more heavily scrutinized becanse of
the high degree of regulatory aversight
over urliries involved in protecting the

v fortrightiy.com
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public interest. approximately $560 million of partmer

That iswhy the LBO by Kohlberg  equity and $660 million in new debr.

Kravis Roberts & Co. (KKR) and its The leverage added to UniSource from
investor group purchase of Arizona- the deal causes the company’s debrona
based UniSource Encrpy; parentcom-  consolidated basis o exceed 80 pereent,
pany of regulated utility Tucson Flecuic  according to analysss. -
Power, Is a good est case to debate “Ironically, while other industry

wherher, and in what cirqumstances,
the LBO structure may or may not be
appropsiate for the wrility indusicy
from = business and palicy perspective,

' The KKR Deak

The Art of Going Private

On Nov. 24, 2003, the board of
UniSource Energy accepted an offer to
acquice the company from a privare
investor group that indudes KKR, J.P
Motgan Partners LLC, and Wachovia
Capital Pastners as limived pareners,
plus general parmer Sage Mountain
L.L.C, an Arizona company owned and
managed by Frederick B, Rentschler, 2
former catporate CEQ, The approxi-
mate $3 billion wansaction would leave
UniSource Encepy’s senior management
ream in place, and the company’s head-
quarters would remain in Tueson. This
transaction will be financed with

Reproduced with permission of the copyright owner. Further reproduction prohibited without permisslon.

playess such 26 Duke Energy and El Pase
are shedding debt as quickly as passible,
here is an example of a strategy that
embraces debt to achieve an objective,”
says Boston University’s Williams, A pri-
vate equity specialist adds that an appro-
priate level of debt can impose 2 disci-
pline on companies to remain more
focused on thieir core business rather
than divert capital and management
resourees into uncelated businesses.

Saill, Williams says the real test will
be how this company will be able to
become profitable, given that itis
Bnancing $97¢ million, induding new
debr of 3660 million.

“While the puechase price is
approximately $885 million in cash 1o
shareholders plos assumed debt, rotal
consolidated debt will exceed $2 bil-
lion. To mect these debr payments, any
additional income generated will have

Feapusny 2004 Posues Bniives Fortiommy 25
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to come from the cost side, not the rev-
enue side, as utility rates are highly reg-
ulared, Additionally, costs related to
plant and line maintenance are closely
scrutinized co ensure that adequare cap-
iral is spenr for reliabificy.

“In a sense, the fact that exdsting
rranagement has not been successful in
rurning rhis company aroind, as meas-
ured in stock performance, the LBO is
at least ackmowledgement that radical
changes necded ® occur, Sharcholders
are now able to cash out at a premium
and reinvest their money elsewhess,”
Williaras says.

. Daniel Mote, head of utiliy M&A
at Motgan Seanley, who advised
Unisource Energy on the deal, says it
was precisely because the company was

. not being paid attention to in the pub-
lic equity markers that privatization isa
coinpelling alternative.

“Lets face it; Wall Street research is
getting to be harder and harder w come
by. Mid-size to smalfer utilities 2re often
not covered by any sell-side analysts. Its
abo difficult to have adequate trading
liquidity in the scock of such compa-
nies, both of which contribute to Jack
of instimutional investors' interest, With
lack of interest in your stock, if you
don't have clear avenues for growth, you
starr to think about the world out there
ard potential pools of capital, There is
public equity and there is private
equiry,” More says,

Purthermore, many advacares of the
deal point out that it strengrhens the
capital base of the company’s regulaed
utility, But opponents point out that
the leverage is moved from the udlicy
subsidiary to the holding company:
“KKR i not putring equity inm the
utility our of the goodness of thelr
hearts. They're providing that equity to
overcome teserictions on the dividend
amount paid to the holding company
to Further leverage the holding come
pany,” says another.

26 Popue Wnnams FoRvnIoHry Feravary 2004

The equity that will be artributed to
Tucson Blectric Power Co, (TEP) is
$260 million, including the rerirement
of 2 §95 million iner-company foan
from TEP to UniSource Enstgy
According to Kevin I Laeson, vice-pres-
ident, CFQ, and treasurer of UniSource
Energy, “The Arizona Corporate Com-
raission limits dividends {from TEP to
UNS) 10 75 peroent of TEP netincome
if TEP equity is less than 40 percent of
coral capitalization {excluding leases).
Today TEP's equity represents approx
25 percent af capitalization per Atizona
Corpotation Comission ealeulation.
Following the merger itis anticipated
that TEP equity will be equal o or
greater than 40 percent. Atthatpoint,
TEP could pay 100 percent of net
income 35 a dividend, provided no other
restrictions exist,” he says. At press time,
the applicarion to the Atizona Corpo-
rate Camnission for the acquisition of
UniSource Energy by KKR had not
been filed, neither had the proxy stare-
rment, but both were expected sometime
in carly February, However, 2 notice of
intent has been filed, and the company
said all documents would be avaifable
on the UniSoures Energy Web site
(enonsenisosrceenergy.com).

KXKR exectitives say the deal is predi-
cared on no change to UniSource
Bnetpy's current business model of rate
structure, and KKR does not intend to
make any changes that jeopardize relia-
bility ot its relationship with regulators,

*Our business mode! is not in this
context o cut costs, You dont make
any money at a utility by curting some
costs around the edges. For us, thisisall
abour purting a large amount of capital
1o work for a Jong period of time ata
reasonable rate of recum. The reason-
able rate of return comes from juse
earning your zegulared reruen and then
pusting an appropriate financial struc-
ture in place,” says Mare S, Lipschulez,
parmner at KKR. '

“I think the enly risk is that we as
investots do not make an acceprable
recurn. There is no downside for the
customers of this company becarsse as
pare of this mansaction we are actually
infusing equity in TEP for them to pur-
sue their goals in providing good cus-
vomer service and xefiability, And chey
have a rate freeze, so there is no change
to races, There &5 only an upside for cus-
tomers and ratepayers,” he says.

Furthermorc, Lipschultz adds that
KKR will not be a fly-by-night opera-
tion, which buys oat the company,
carves up the pleces, and sells the pares
Jor more than the whole,

"Ouraverage hold period is seven 1o
eighr years, We have held some business-
esas long as 15 years, We think 2 pordion
of our portfolio can be in lowes riskand
lower retuen udlities. ... Ifonerakes a
very long and steady view and really
understands the sector, we think there is
wally goodd Gt between our kind of capi-

tal, which is long-term patient capital,

with the needs of the energy sector,” he
sayy. Buewhile no one may doubt KERs
good intentions, some regulators, whe
asked to remain anonymous, are con-
cemed over whether the amountof
leverage being used is appropriate, even
asother regulators say ring-fencing laws

make the question inclevant.

Leveraging Up 1o the Nose:;
The Great Debt Debate
Bven as KER presents a very conserva-
tive approach in its future ownership of
the utility, the company’s use of heavy
finandial leverage still leaves many regu-
lators and Bnancial analysts uncasy,
One banker, using public dara, forecasts
KEKRs levered recurn on toual invested
capital to be as high as 18 percent {see
Bos, p. 27). While a privare equiry spe-
cialist arniliar with che deal says the
base-case return will be 16 percent,
Some argue thaz the forecast of -
almost 16 to 18 percent retarn that

vrwwdortnightis.com
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}‘EE KHH{UmSumE Enengy LBO:
T s PoONTS OF THE Em.

An anonymous Wall Street vestment barker breaks down
1he Important polnts of the deal for Forfnighitly readers and ana-
tyzes how much KKR stands fo guin. A soutee close to KKR
confirms his analysis (seg ba).

1. On Nov, 23, 2003 UniSoures announced that it had agresd to
sel} to an investor groug (2 pertnership called Saguaro Acqul-
sition Corp.) Including KKS 62 percent, J.P. Morgan Pattsrs
31 percent and Wachovia Capltal 7 percent. The General
pariner is Sage Mountain LLGC, owned by Frederick
Rentschier, a long time KKR assoctate formerly assoctated
with Armour-Dfal, Beairice and Northwest Aldines, -

2, The transaction Is priged 2t $25.25 per share, for a tofal equity
value of $880 million and asstumed debt of approximately
$2.1 bilton, Tota! enterprise valup i approximately $3 billion.
KKR's motivation for the dexl was, among others: {) the compa-
ny was a smali-cap uillity with no research caverage and fimit-
e6 public martet support; {i Arizona Is a good load growth
region; (i) TEP has balanced, low-cost generailon; () there
was sigrificant nofse around the Millennium investment; (1) the
markets appear receptive to the Iransaction.

3, The sources of capital for the $886 millon of exulty will be
$557 mitlion of equity, from the sponsors and the balance
new notes (3300 mililon) and bank debt {$360 miion}, The
batanca of the debt will be used to fund a contribuiion of
$260 miliion of eqully capital to TEP, which will be used fo
repay an Intercompany note and bring the squity Tatio of
TEP 1o 40 percent, which Is the target set by the ACC. This Is
intendad to atiract support from the reguiators. This also will
resuit in Incremental leverage at the holding company
while de-leveraging the ufility,

4, The fransaction is subjest to a number of closing canditions
includtng, among athers: () ACC approval {apparently the
standasd 18 no adverse impact to customers); ([} no material
ardvarse change, which includas a significant advarse rate
case; and () obtatning the Incramental holding company
financlng, The rate case and ACG approval are expeclad fo be
taken togethar In June. Thera Is 2 $25 million brealup fee,

5, The acquisition is &t & {ralling estiple of 8,6x EBRDA,
However, the run rate multiple of EBITDA I closer to 6.5%,
representing a run sete EBRDA of approxdmately $400 miltlion
10 $425 million, versus LT EBITDA of $313 million as of
/30703, The variance is largely a result of the synergles
assaciated with Cltizens gcquisttions, which confinie fo come

E

o rm et i t s

Him Rale Nigmbars I.TN Nﬁmbars
incoma Statoment 2
EBITA $4i0 $Ha
Depestiation {151} {155 [+
EBT 259 162 g{
Inteirest Exponsp* 170 170 B
Prelaxtncome 8 & it
Tawes ] 3
et Incoma 54 {8
Gash Aow
Het ingenia 54 B
Bapedlafion 151 16 .
Capex {10} {1
CashHow 104 45 .
KK Equity Jvestment 557 557
Run Rsta Buh!(fash Retm i86% B

Tt

en Ilna The Sprimanrilie plant lso reprasents $0.30 per
share of upslds, but it wif not be on line untf 2006. There are
some cash and finanolal assets on the batance sheet which
reduce the effective debt by $200 million to get to the 6.5%.
8. Holding Company Leveirage - While thers Is an additional
$860 mitiion of holding eompary leverage, half of which is
being contributed to TEP & equity and the other half used
fo acquire the public equity, the Partnership acquiring the
entily [s not expactsd io itself be [sveraged. While this
would increase the equity retums, there Is & parception fisk
fhat would have a negative impact on the segulatory aver-
slght/approval pracess, which will Inchede both FERG and the
ACC, Glven KKR's commitment fo the utilty sector, they would
hava a lot to lose by hiding leverage on the structure.
7. There are several sources of upside that KKR will rely an:
) additional leverage on the structure; (i} the realization'of
cost savings Initiatives from the Citlzens deak; {il) savings
{rom the elimination: of publlc company costs; §v) synerglstic
add-on acquisitions; and {v) & very good load growth region in
Mizona,
§, The exating $2 billion of debit — The debt Is expected to
he rolled, There Is not & change of control at fhe utilities.
Therefors, the utility dabt fshich Is currently where the debt
resides) [s not implicated, Gnly this iransaction is putfing debt
at the holding company.,
8, Return analysis — The retums don't appear fo be as poor
a8 gne might thiak. If the fun rate £RITDA Is really over
$400, 1t appears that the cash on cash retirn 1o the equity,
Inchuding the benefit of the holding company leverege, could
be close to 20 percent witheut the beneflt of any acqulsiion
vahicle back leverage.

KKR will receive could be a “windfll,* Branko Teczic, global regulatory poli-  the regulator always has the uldmate reg-
Others point out that the returns fore- oy leader for Bnergy & Resources ar ularory rook the power to reduce rates if
casted are not guaranteed, and hat KKR.  Deloitte and a former FERCand beor she feels there is abuse, Further-
will always live with regulacory risk. Wiisconsin srare comumissioner, saysthat  mote, he believes thar regulators should
www.fortnightly.com Feouay 2004 Fosuc Uttities ForvRiauTLy 'z‘r
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he primarily focused on the regulated
witlity. “Mast LBO entities are not experc
operatots: They ate financial investors.
‘The regulator doesn’t care if you mort-
gaged your house to buy shases in the
regulated wrility, or whether you inherit-
ed your stock frorn your grandfather
Reckefeller, How you financed the stock
that you purchased Is irrelevant co che
regukatoras long 2s the equity strucsure
of the [regulated] utility isappropriate,”
he says. “These is, of course, theissne of
‘control when a singfe stockholder owns
the utility, but once again the regulator in
nost staces has a full aceay of regulatory
rools to protect the public incerest.”

Jim McGinnis, managing direcror ar
Morgan Stanley, says that targered
retarns in the order of 20 percent are
anything but guaranteed, especially as
there is more to worry about than just
the regulator.

“The regulator might be motivared
by percelved cxcess leverage to reduce
rates, but negative regulatory impact
can come from other sources: a
serendlipitous change of rulemaking
framework on the timing of recovery of
fuuels, the pricing of fuel inputs, the will-
ingness o exrend rate freeze agreements
or engage in prospective rate stabiliza-
tion discussions, So, regulatoty rare
actions ave not only linked to excess
leverage,” he says.

Furthermore, debt is rot necessarily
a bad thing, McGinnis seys, explaining
that reguletors often encourage added
leverage at the regudaced wility bevel in
an efforc vo lower che cost of delivering
elecrricicy ra customers who otherwise
migh have been charged a higher
amouar, ’

“The concern dating back to the
1930s was that if a holding company
used excessive leverage, there was the
potential for undus risk being shared by
the utility thatwas not apparent to the
local regulacor, And this hefghtened risk

of financial diseress ae che parent wasa

28 Pysuc Urimes Formicuny Fespuany 2004

burden that the ueilicy was inherently
bearing, completely outside the scope
of regulation, This exxra-furisdicional

" siskewas one of the primary reasons why

the federal government began tegularing

If anylhing, say experts,
rivate equity will be
more heavily seruti-
fizedl, But atkers fear
Wwhat may happen when
‘{tarest pates rise.

holding companies. In coday’s marker,
we have effective structuring rechniques
applied to today’s ring-fenced urilities
that are protective and which ensure
against that kind of credit deterioration
from above, and invesror constituencies
—lenders and shareholders—who care-
fully monitor these inter-creditor
issues,” McGinnis says.

Some regulators council thar iFKEKR
or ary othee highly leveraged company is
perceived ta be taldng advantage of the
segulated wility and eaminga “windfll,”
the double leverage standard may be

applied. Double leverage is the use of debt ©

by both the parent companyand the sub-
sidiary, in combination with che compa-
ny's equity capital, o finance the aseets of
the subsidiaty. The purpose behind the
double leverage adjiestment is to acoonnt
for the parents accessibilicy 1 lower cost
debs to purchase equity in its subsidiary,
upon which it may eam a bigher raee of
return than ir pays for the debr,

Allfanc Energy’s Intersiace Power &
Lighr and MidAmerican Energy, which
itselfwas mken private, racendy protest-

" Reproduced with permission of the copyright owner. Further reproduction prohibited without permission,

ed the use of double leverage by the lowa
Utiliries Board. Wevertheless, the board
agreed with consumer advocares thaticis
the best approach to recogpize the true
capiral structure at the subsidiary level,
and to prevent the parent company’s
stockholders from eaminga “windfall,”

.or excessive returns at the expense of

ratepayers. “The Board sees no reason an
this record to disavow the application of
double leverage in all instances. Double
leverage is one regulatory taol to help
protect the uriliey from abuse by its pat-
enrcompany,” the Jowa Utility Board
wrote recently, But the wse of double
leverage has always been a souree of
contravessy in regulatory cirdes.

Additionatly, many have poineed our
thar the KKR deal with UniSource
Energy has a marerial adverse change
{MAC) clauss, which nullifies the deal
if there is a change to the business or to
vates, This resulr may not be [ikely to
occut, )

Heather Murphy, public informa-
tion officer at the Arizona Corporation
Commission, says as far as THP's rates
are concersied, “the commission’s deci-
sion on electric competition and subse-
quenc setdement wich Tireson Electric
Power ushered ina two-step rate
decrease—one percent in 199% and one
percentin 2000, Thereafter, TEFs rates
are locked in ac the current raniff levels
wntil after Dea. 31, 2008, ¥ the compa-
ny seeks a change in rates or rate struc-
ture to tale effect after Dec. 31, 2008,
TEP would have w file a rate case in late
2006 or early 2007,

Of course, the KKR MAC clause
expires when the deal is consummated.
“Regularory risk wifl be 2 part of their
life," says one, Of cowrse, some regula-
toss say there may be benefiss w dealing
with one owner.

“A rarional, individual regulator
might well decide that i is preferable to
be negoriating with onc rational, eco-
nomieally mativated counterpart,

www.iortnightly.com
Docket No. UE-050684

Page 5

!
i

Exhibit No. (KLE-10)




rather than a board and management
teamn working on belalf of 10,600 dis-
parate shateholders. But regukitory
bodies are groups of individuals, and
these groups have their own historic,
institucional biases. Ivs harder to apply
the Rational Man nule. These institu-
tional relationships are difficult to sud-
denly change in a dramaric way,” says
MeGinnis, As such, he says, LBOs will
not he for avery urility, and the relation-
ship with regulators may be at the heart
of any deal,

"Companies that are weaker candi-
dates for an LBQ inchwde some urdlizies
that have relatively uncerair regularory
horizons, and, in particular, utilities
thar have had & difficuls refationship
with regufators. On the other hand,
under some circumstances, uciities that
ate it the midst of difficule regulacory
relationships can improve their circum=
stances through the introduction of
new senior managerment that may be
able to adopta fresh perspective and
do a berter job of interacting with
regulators in a construcrive way than
past management. [’s nota fol*g'onc
conclusion that weaker regulatory rela-
tionships would rule out an LBO, buc
it is certalnly the first touch point,”
MeGinnis says,

Can ‘Ring-Fencing' Protect
Ratepayers From Risk?
Some believe that regulavors should not
concern themselves with ehe levetage at
the holding company, and instead oper-
ate on the assamption that the regu-
{ated urlicy is ring-fenced and chus,
perfectly insvlated from the troubles ac
a holding company. Many often poine
aut that the bankruptey of Enton did
not have a significent impact on uilisy
subsidiary Portland General Electric
because of dight ting-fencing measures,
Bur credit eating egencies caution
regulaross from overconfidence in the
steuctural separation ar the uifity:

v, fortalghtly.com

Fitch Ratings, in 4 meeting with scate
vegudators last year, sald there lsno per-
fect ring-fence that can completely insu-
late a utility. According to Firch, compa-
nies have an inalienable right ro force a
subsidiary into bankrizptey. A company
cannot walve this dght, according to the
general counsel at Fitch, The National
Association of Regulatory Utility Com-
missioners' (NARUC) Subcommitres
on Accounting and Finance last year
tnvestipated che issue of ing-fencing in

 anattermpt to identify best practices.

Acoowding to s analysis, the
NARUGC subcommiteee fonnd char “the
regulacor might also be proactive in
encouraginga properly structured pack-
age of ring-fencing echancements in
any acquisition. That is to say, the regu-
latory entity might require the inserdon
of a special purpose entity between the
urility and the holding company, struc-
tured in a way that reduces the tisk 1o
the vdlity, .. This could also require
tightly deafred set of covenants subject
to comumission review”

Moreover, zocording to a presenta-
tion to the NARUC subcommitee,
Standard & Poor's named thee states
that they believe have adequate regula-

.. . Tory insulation mechanists, Of thase

states, Wisconsin, Oregon, and Vir~
ginia, the report noted that the first two
rely upon state starutes for their regufa-
tory insulation, The third relied on con-
clitions in 2 meger thavindirecty is
dependent upon state authority over
THErgers.

The RARUC subcomsmitiee
suggests several ring-fencing measures
(some are more strenuous forms of

- others):

*1. Commission authority to testrict
and mandate vse and terms of
sale of utility assets, This includes
restriction against using utility
assets 25 collateral or guarantes for
any nonudlity business.

2. Commission authority to restrict

Reproduced with permission of the copyright owner. Fu;thér reproduction prohibitad without permission.

dividend payments 1o a parent

company in oxder to maintin

financial viability of the silivy.

This may include, but is not lim-

ited o malntenance of 2 mini-
mum equity ratio balance,

3, Commission authority to author-
iz¢ loans, loan guarantees, engage-
ment in money pools and large
supply coneracts berween ueilicy
and affiliate companies,

4. Commission autherity over the
establishment of a holding com-
pany structure involving a regu-
fated wrtilicy.

5. Expand commission authoricy
over security applicarions to
include the ability w restrict type
and use of financing.

Panos Ninios, associate principal
ar consulrants McKinsey & Co., says,
“Whether a regularor should approve
an LBO reanszction really depands on
the company he or she is dealing with,
An LBO is valuable only if the regula-
tor and the company can: negotiate an
equitable distribution of value creation
between custormers and sharcholders,”

As far as the capital struciure at the

uriliry, Ninios saps, “There is o magle
debefequity ratio for regulated business-
es. Whatls appropriate Is defined by che
risk/retuin of the regulator and the share-
holdess. Assuming you know what this
ratio is, you need to review the balance
sheer and you also need ro look ar the
contractual obligarions of the regulazed
wiility. You need to know how it buys
and sefls power and fuel, Furthermore,
you need to evaluace fts industrial cus-
tomets, which could go banlrupr.
Regulators really need to underseand
commodity exposure because thar drives
how you want to structue your

balance sheet.” @

Richard Stavros & the eveculive edilor of
Public Utilitis Fortnighily.
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