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Gentlemen:

We are pleased to present our “Examination of Management and Operations,” prepared
for the Board of Public Utilities. We have made certain minor editorial changes and revisions in
the presentation following the discussions of drafts of this document with staff and with the
Board held on April 12 and 13, 1996. The conclusions are unaffected by such changes and
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SECTION I - SCOPE OF ENGAGEMENT

The Scope of our engagement has been to examine the management and operating philosophies of
the Board of Public Utilities (BPU), and their past implementation, and identify changes which may
be necessary or useful if the utility is to provide in the future quality service on competitive terms

in a manner consistent with financial integrity under City ownership.

If the BPU is to survive in tomorrow’s competitive environment, there are broad issues of a high
priority which must be addressed successfully. As we shall elaborate, our conclusion is that the
utility can survive as a viable supplier of quality service on competitive terms in a manner consistent
with financial integrity and provide the City with a reasonable return, but only if adequate attention
is given to a number of changes which we believe are necessary or useful for such a result.

Continuation of business as usual has brought the BPU to the threshold of the point of no return.

At the operational level, although improvement is always possible in any aspect of life, BPU appears
to have many employees who know their jobs. As for management, it appears that the Board did not
act too soon in bringing in from the outside a new General Manager. By the same token, the General
Manager has not acted too soon in seeking to contain and reduce expenditures and re-evaluate

management philosophy and its implementation. This is a good beginning, but it is only a beginning.
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SECTION II - STEPS TAKEN

| GenerAL

We have reviewed various documents which we were furnished, including electric power sale, power
purchase, fuel supply, power pool and interconnection agreements; a water sale agreement; budgets;
financial statements; the Board’s Financial Responsibility Statements; official statements and the
revenue bond indenture; a number of internal and external studies, and certain relevant statutes and

court decisions.

We have also conducted interviews within and without BPU, All of these interviews were had on
an understanding of confidentiality except to the extent they might be the subject of discussions with

the General Manager.

We also inspected various facilities, including office buildings, the electric generating stations and

certain electric substations and distribution properties.

| ANALYSES

We analyzed operations with a view toward identifying potential efficiencies and economies.

We considered the competitive environment in which any future industrial, commercial and
residential rate change considerations would likely be weighed. We also considered the allocation

of burdens among BPU’s rate classes.

We analyzed receipts from the possibility of increasing revenues through increased off-system sales

and more efficient and economic use of BPU’s existing assets.
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With respect to expenditures, we analyzed operation and maintenance expenses, including
comparisons with industry norms. This analysis considered employee numbers and employee costs
per customer, per KWh, per gallon and per dollar of capital investment. We analyzed past capital
expenditures as to amount and source of funds. We analyzed past borrowing patterns and the nature
of expenditures funded with debt proceeds. Finally, we considered the relationship between the

electric and water utilities and the relationship between the City and BPU.

| AssumptiONs

We have assumed that as a practical matter, if not as a legal matter, the electric utility will be faced
with industrial and major commercial rate competition either in situ or by emigration threat and/or
a desire for attraction of new customers, and that residential rates must, as a practical political matter,
be reasonable in comparison with surrounding community rates. We have done this notwithstanding
the staternent in the draft official statement that: “the impact of deregulation on the BPU is uncertain
and unknown since neither the Federal Energy Regulatory Commission nor the Kansas Corporation
Commission regulate municipal utilities within their service territories. Further, because Kansas is
a “home rule” state, it is even unclear as to whether legislation can be enacted which would require
retail competition without a constitutional amendment. Nonetheless, the BPU is still preparing for

the possibility of retail wheeling and competition.”

We also have assumed that as a practical matter, the water utility will be faced with rate competition
for existing industrial and commercial customers, if only because of the emigration threat and/or
desire to attract new customers; and that residential rates must be reasonable in comparison with

those in surrounding communities.

Finally, we have assumed that any statutory, charter, indenture or other legal impediment can be
surmounted. We have not tried to take into account ongoing salutary efforts to reduce costs launched

since the 1996 Budget was adopted.
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SECTION III - FINDINGS

| GeneraL

Overall, BPU’s electric and water utility systems appear to be well maintained and in good operating
condition. No need for major improvements or system modifications in the electric utility were
readily apparent from our review. With respect to the water utility, discussions are currently taking

place involving major capital expenditures.

Our interviews with BPU staff generally left us with an impression of technical competence and a
desire for opportunity to serve within the BPU. The interviews left us also with a pervading
impression of a consensus that there exists excessive employment, excessive wage and benefit levels,
political influence and contribution at all levels, an inadequate flow of information among areas, a
certain lack of mutual confidence between areas, and a physical and operational design that frustrates

communication and efficiency. Nothing in our other work disabused us of those impressions.

As described below, BPU’s cost of operations is greater than that which can continue if the BPU is
to be competitive in the future. Changes in the BPU’s utility operations are necessary for the BPU
to achieve appropriate financial operating results. The costs of, and changes in, operations are
described below for each of the electric and water utilities. In addition, our findings with respect to

the overall management and organizational structure of the BPU are provided below.

| ELecTRIC UTILITY

We evaluated the BPU’s past operational practices and its financial and operating data over the past
ten years. We projected the operational and financial aspects of the BPU’s electric utility over the
next ten years based on an assumed continuation of past practices. These practices include a

continuation of historical operating and capital expenditure levels and reliance on the issuance of
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debt to fund a significant amount of normal and recurring construction expenditures.

This base case projection is premised on several key assumptions. All currently operating facilities
remain in service and are operated at historical levels. Expenditures for construction continue at the
average level of the previous five years, excluding special projects. The construction expenditures
for the Kaw power plant life extension were included in 1997-1999. Funds are borrowed every two
years to meet 70% of projected construction expenditures for the current and subsequent year. This
is consistent with the 1989-1995 average. No rate increases are included for 1996. Rate increases
after 1996 are included to maintain debt service coverage at 1.8. An inflation rate of 4% is used for

all items except coal purchases and purchased power, which used 3%. No staffing changes are made.

Energy sales to existing native load customers increase at 0.75% annually. In addition, the Certain-
Teed expansion in 1998 is included. Debt service on additional borrowings was calculated on a level
debt service basis at an assumed interest rate of 7% and a maturity of thirty years. Through 1997,
fuel cost for the Quindaro plant escalates at 3% from actual 1995 price levels to reflect continued
blending of Wyoming and Illinois coal. Beginning in 1998, Quindaro’s fuel cost is based on burning

Hanna Basin coal.

Assessment of Rate Environment
Under the base case projection, the BPU must increase rates by a total of about 40% over the next
ten years. However, the current rate environment requires that the electric utility base its planning

on the assumption that rates will remain at or near current levels.

We have examined the BPU’s rates, rate structure and cost studies and have compared the BPU’s
rates with those of other area utilities. We also reviewed reserve and contingency funds funded
directly and indirectly by revenues from rates, the practices relating to the use of such funds and
whether such reserve funds will provide the BPU financial stability and security in a competitive

environment.
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In connection with keeping rates at or near current levels, rate stabilization and contingency funds
and practices should be in place to ensure that weather fluctuations and periodic major repairs and
emergencies can be handled without adverse financial impact on electric operations. The current rate
stabilization and contingency funds and practices do not provide protection. The reserve and
contingency fund practices need to be modified so as to enable the BPU to offer stable rates and

prices at the lowest possible levels in a manner which provides financial security.
Consideration should be given to some rate modifications including the elimination of the fuel adder.

Current efforts underway to unbundle rates, and considerations of major revisions to the rate
structure and rate philosophy which are based on past practices, are not likely to be particularly
meaningful or productive. With implementation of the changes proposed herein, analysis and
investigation based on past practices will not serve as a good predictor of future, ongoing BPU

performance for pricing and rate making purposes and could be counterproductive.

Cost Reduction Prajections
Opportunities for change which will improve the BPU’s financial operating results include reduced
levels of operating expenditures excluding fuel and purchased power, reductions in fuel and

purchased power costs and reductions in capital expenditures.

* Operation and Maintenance Expenditures
The BPU’s operating expenditures exceed industry norms based on comparisons of recent surveys.
BPU’s operation and maintenance expenses were in line with industry averages as recently as the
mid 1980s. Since that time, costs appear to have increased at a substantially greater rate than that

of other regional utilities. Most of the increases have occurred in the non-production areas.

To remain competitive in today’s electric utility industry, we believe that BPU must bring these

operating expenditures other than fuel and purchased power in line with industry averages. To
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achieve that objective, we find that such operating expenditures need to be reduced by the

following amounts:

non-fuel production O&M 4%
transmission and distribution O&M (includes transportation and stores) 25%
customer accounting expenses 15%
administration and general expenses 30%

(excludes the effect of reductions in other areas)

Such a reduction would represent 15% (approximately $6,500,000 in 1996 dollars) of total operating

expenditures other than fuel and purchased power..

To the extent that the electric utility revenues cannot be increased without increasing operating
expenditures, electric utility operating expenditures other than fuel and purchased power costs must
be reduced 15%. Labor costs constitute the largest component of operating expenditures and must
be reduced through either a reduction in the number of employees, a reduction in the per employee
costs or a combination of the two. A 15% reduction in labor costs from the employee number
reduction above would mean a reduction of approximately 98 employees. Table 3 shows the
reduction in employment corresponding to the above operating expense reductions assuming that

all reductions were accomplished through reduction in the number of employees.
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Table 1

Estimated Staff Reductions, Based on Industry Averages
Kansas City, KS BPU - Electric Utility

Projected
Average
Dec. 31, Employee
1995 Position New %
Area Staffing Reductions | Staffing | Reductions
Electric Supply 271 11 260 4%
Electric Operations 210 53 157 25%
Engineering and Environmental Services 37 5 32 15%
Marketing & Customer Services 77 12 65 15%
Rates & Regulations 43 13 30 30%
General Management 13 4 9 30%
Total - Electric Utility 651 98 553 15%

* Fuel and Purchased Power
Because of the magnitude of power supply costs relative to the BPU’s total electric system
operations and the effect that changes in this area have on the bottom line operating results, we also
evaluated opportunities to economically improve power supply operations and costs. Our efforts
involved review of the BPU’s arrangements with other utilities, qualitative and analytical analysis
of the BPU’s power supply operations and its current resource utilization of its resources, operating
constraints, availability of other arrangements and power sales/purchases and consideration of
modification of current practices involving the BPU’s facilities and its arrangements with other
utilities. From these efforts we have concluded that opportunities exist for the BPU to reduce power
supply costs through more economical dispatch and operation of resources, off-system sales and

purchases, and operating practices.

Areas identified for reducing power supply costs and improving efficiency include increased activity
in the power supply market to engage in additional economy transactions that reduce costs;

implementation of transactions and operating practices that will allow the BPU to more efficiently
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use its Nearman and Quindaro generating facilities; modification of power supply arrangements to
provide for the equivalent of placing the Kaw plant on cold standby during non-peak months; and
improvements in overall effective use and coordination of BPU’s resources including the
transmission facilities and arrangements of regional utilities and BPU’s hydro resources to maximize

economic dispatch and use of all resources.

* Capital Expenditures
The BPU needs to reduce construction expenditures to typical industry levels. The primary area
where capitalized improvements exceed industry averages is the production plants. Transmission

and distribution plant improvements were found to be in line with typical industry data.

Production plant improvements were estimated as the sum of annual renewals and replacements and
five-year overhaul costs. The estimated costs for these improvements were based on industry
averages and our review of the BPU’s three power plants. This change reduces the BPU’s
production plant capital expenditures from historical levels of $10,000,000 to $12,000,000 over the
past five years to projected expenditures of $7,000,000 to $10,000,000 over the next ten years.
These adjustments in capital expenditures in conjunction with the O&M cost reductions and the
assumed changes in power supply costs described above would enable the BPU to fund operations

and capital expenditures with revenues.

Suggested Modifications and Improvements

Opportunities for improving the BPU’s electric utility financial operating results included reducing
operating expenditures, improving utilization of power supply resources, and reducing capital
expenditures. Some of the power supply efficiency gains, in order to be achieved, will require
modifications and improvements in the following areas: interconnection and transmission
arrangements with regional utilities; production costing information and modeling to establish
parameters and tools for facilitating off-system transactions; arrangements involving the delivery and
use of BPU’s hydro resources; and fuel supply arrangements and capabilities at the Quindaro and

Nearman plants. As part of this effort, the BPU will need to engage in a concentrated effort to
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market its resources to off-system users.

Table 2 summarizes the base case and the cost reduction projections described above. As can be
seen, Scenario 6 shows that by implementing all of the cost reduction measures described, the
electric utility can operate on a sound financial basis with minimal rate increase over the period. If
the rate stabilization fund and contingency reserve funds described above were both in place and
being properly utilized, the minimal rate increase may not be necessary. Such Scenario 6 assumes
that the electric utility will successfully enter into off-system sales transactions that result in the
continued, although reduced, use of the Kaw plant. If those measures are unsuccessful, the BPU
should dispose of or shut down the Kaw plant. Maintaining the Kaw plant in a cold standby status

preserves the plant’s value while these efforts are underway.
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| WATER UTILITY

As in the electric utility, we have evaluated the BPU’s operational practices and its financial and
operating data over the past ten years. We projected the operations and financial aspects of the
BPU’s water utility over the next ten years based on an assumed continuation of past practices which
include a continuation of historical operating and capital expenditure levels and reliance on the

issuance of debt to fund a significant amount of normal and recurring construction expenditures.

This base case projection is premised on several key assumptions. All currently operating facilities
remain in service and are operated at current levels. The projections do not include the construction
of the proposed Nearman Water Treatment Plant nor rehabilitation of the Quindaro Water Treatment
Plant to its original 60 MGD design capability. For 1996, construction expenditures from the 1996
capital budget were used. Construction expenditures for 1997-2005 reflect the average historical
construction expenditures excluding special projects. Funds are borrowed every two years to meet
70% of projected construction expenditures for the current and subsequent year. This is consistent

with the 1989-1995 average.

A 9.3% rate increase is included for 1996. Rate increases after 1996 are included to maintain debt
service coverage at 1.8. No staffing level changes are made. An inflation rate of 4% is used for all

items.

Water sales remain constant at the 1995 level. Debt service on additional borrowings is calculated

on a level debt service basis at an assumed interest rate of 7% and a maturity of thirty years.

Assessment of Rate Environment

Under this base case projection, the BPU would have to increase rates by a total of about 90% over
the next ten years. With the recent 9.3% water rate increase, the BPU’s water utility residential rates
are in the top range in comparison with those in surrounding communities. The current rate

environment requires that the water utility base its planning on the assumption that rate increases
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will not appreciably exceed the level of inflation.

As with the electric utility, rate stabilization and contingency funds and practices should be in place
to ensure that weather fluctuations and periodic major repairs and emergencies can be handled
without adverse financial impact on water operations. The current rate stabilization and contingency
funds and practices do not provide protection and should be modified to enable the BPU to offer

stable rates at the lowest possible levels in a manner which provides financial security.

Cost Reduction Projections
Opportunities for improving the BPU’s water utility financial operating results include reducing

levels of operating expenditures.

The BPU’s operating expenditures exceed industry norms based on comparisons of recent surveys.
We believe that the BPU must bring these operating expenditures in line with industry averages. To

achieve that objective, we find that such operating expenditures need to be reduced by the following

amounts:
pumping and treatment O&M 10%
transmission and distribution O&M 30%
customer accounting expenses 30%
administrative and general expenses 30%

Such a reduction would represent 28% (approximately $3,200,000 in 1996 dollars) of total operating

expenditures.
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Table 3 illustrates the reduction in employment corresponding to the above operating expense
reductions, assuming that all reductions were accomplished through reduction in the number of

employees.

To the extent that the water utility revenues cannot be increased without adverse consequences, water
utility operating expenditures must be reduced 28%. Labor costs constitute the largest component
of operating expenditures and must be reduced through either a reduction in the number of
employees, a reduction in the per employee costs or a combination of the two. A 28% reduction in
labor costs from the employee number reduction above would mean a reduction of approximately
63 employees. Table 3 shows the reduction in employment corresponding to the above operating

expense reductions assuming that all reductions were accomplished through reduction in the number

of employees.
Table 3
Estimated Staff Reductions Based on Industry Averages
Kansas City, KS BPU - Water Utility
Projected
Average
Dee. 31, Employee
1995 Position New A
Area Staffing | Reductions | Staffing Reductions
Water Operations 122 31 91 25%
Engineering and Environmental Services 21 6 15 30%
Marketing & Consumer Services 51 15 36 30%
Rates & Regulations 26 8 18 30%
General Management 9 3 6 30%
Total - Water Utility 229 63 166 28%
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Table 4 summarizes the base case and the cost reduction projection described above. As can be seen,
Scenario 2 shows that by implementing the cost reductions measure described, the water utility can

operate on a sound financial basis with rate increases subsequent to 1996 at approximately the level

of inflation.
Table 4
Summary of Base Case and Cost Reduction Projections
Kansas City, KS BPU - Water Utility
Present Value @ 7% Discount Factor ($000)
1996-
2005 :
1997- I e
1996 2005 | 1996-2005 | from Increases
Native Native Native Base Required
Load Load Load Case (1996-
Description of Projections Revenue | Revenue Revenue Revenue 2005)
Base | Current operations
Case | 70% construction funded from debt
issues
1.8 Debt Service Coverage (indenture) $20,545 $192,109 | $212.654 N/A 90.1%
Cost Reduction Scenarios
1 Reduce O&M expenses $20,545 $169,605 | $190,149 $22,504 65.9%
2 No additional borrowings
Maintain positive cash flow
Reduce O&M expenses $20,545 | $155,579 | $176,124 $36,530 45.0%

I OVERALL MANAGEMENT AND ORGANIZATIONAL STRUCTURE

With the exception of the General Manager, the present structure does not provide for a direct line
of authority or responsibility for either the electric or water utility, as a whole, at the top levels.

Lines of authority and thus responsibility should be clarified and simplified.

The coordination of certain common activities between the electric and water utilities and the
exchange of information in a form that is appropriate for decision making is inadequate and not

conducive to efficient and effective operations.

Sawvel
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Financial employees should no longer, in effect, make management decisions by virtue of choices

made by them without operational input in the preparation of financial reports.

I EXPENDITURES FOR CONSTRUCTION AND BORROWING PATTERNS

Expenditures for construction for the last ten years are summarized on Table 5. Table 6 is a
summary of funds borrowed by the city for the BPU over the last ten years. Table 6 also summarizes

expected retirement dates for major facilities.

Although some of the financings were refunds of earlier issues, a substantial amount of new debt has
been issued. Based on the historical construction expenditures, it appears over 70% of the annual
construction expenditures were financed through additional long-term borrowings. In addition, it
appears the borrowings have not increased generation capacity or significantly extended the useful

life of existing facilities, as shown on Table 6.
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Five figures suggest an interesting story. Those figures, in round numbers, are for the period of

January 1, 1992 - December 31, 1995:

Increase in principal amount of bonds (Table 6) $ 83,000,000

Principal payments on maturing bonds (Annual Reports)  $ 49.000.000

Total $132,000,000
PILOT payments (Table 7 below) $ 32,000,000
Interest paid on bonds (Annual Reports) $ 57.000.000
Total $ 89,000,000
“Construction” paid from bonds proceeds (Table 5) $110,000,000

Some portion of the $83 million, perhaps, should be analyzed as having been issued to reduce future
interest payments in the advance refunds. However, even if all of the $83 million were used for such
purpose, because the total principal amount outstanding was not reduced, the $49 million of
maturing principal in effect was paid from borrowings. Because maturing principal should be paid
from revenues, in effect this could be viewed as a borrowing to pay revenue needs. To the extent
that less than $83 million was borrowed to reduce future interest payments, then further operating
revenue needs from rates would seem to have been paid, in effect, from borrowing as well. That
suggests, in effect, that the dollar amount of expenditures paid from borrowing in such period which

would better have been paid from revenues lies somewhere between $49 and $132 million.

Looked at another way, to the extent that our view is correct, in recent years a substantial portion of
“construction” expenditures were of a normal, recurring nature that should have been funded from
revenues, or perhaps even were unnecessary, and the revenues necessary to make PILOT payments

and bond interest payments could be said, in effect, to have been replaced from borrowing.

Whatever may be the precise numbers and analysis, it would seem that if the BPU utility rates were

at appropriate levels during such period, then for at least the last four years, borrowing has been used

m\
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to postpone substantial and imperative expenditure reduction. We picked the 1992 - 1995 period
for illustration because that is the period for which the finance department was able to provide us
the complete figures, not because we think that the practice began in 1992, although we note material

debt extensions began in 1991.

We point out that the latest outstanding maturity of bonds (2023) is later than the expected retirement
date of the electric utility generating assets other than Quindaro-2 and Nearman. The water treatment
plant life 1s more difficult to describe, but substantial capital expenditures may be required before
2023. It does little good now to note that only six years ago the latest maturity was scheduled for
1997. However, it would seem apparent that any further extension of debt allocable to the electric
utility would be detrimental, and the electric utility cannot afford an increase in annual debt service;
indeed, cash needs will be increased just to continue making principal payments. This would seem

to suggest that there be no further borrowing.

I RELATIONSHIP BETWEEN UTILITIES

Apparently there is a dispute as to whether overhead, administration, engineering and other non-
utility specific costs and debt service are appropriately allocated between the electric and water

utilities and whether water utility asset depreciation is within appropriate ranges.

The utilities are supposed to support themselves.

.
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| ReLATIONSHIP BETWEEN CITY AND BPU

Assertions of political influence within and surrounding the BPU are consistent with employment
levels, compensation levels, benefits, uneconomic operations and free and reduced rate service.
Certainly the utilities have been used to provide, in addition to service which could be obtained
without ownership, dollars for the City general fund through PILOT payments, dollars for the City’s

general fund through free or reduced rate service, a source of jobs and contracts.

The first two items are summarized on Table 7. Not included in the table are the costs of excess
employment levels, excess wage and benefit levels and unnecessary expenditures, which, as

discussed elsewhere, have been substantial.

221 - — A Sawvel



INNI

SALVIOOSSY ANV —~
~O>>Pﬂw H”MM
T sayaIny) pue sopuedy 9qeilrey)) ‘speidsoy ‘A1uno) anopueip ‘Sjooyos ssaj , puspiAl] Alunwwo)),, (b)
‘sanuaAdy woy pred samyipuadxy uononnsuo) ssaf JuawAed fedoully 1o ss9f LOTId Snid uoneznioure pue uonedaidacg snid (ssoT) swoou] BN paNpny (g)
"awodu] Funerad-uoN s9yQ snyd swsunsaauj uo isadu| snid [O1d shd snuaasy SuneradQ 0L (7)
7661 INun 10§ pajunodoe Afpreredas Jou alam sayauny)) ()
0°160¢ 9911 0Zrl 0’68 anuaaay 19N ‘[py 01 puapiarg L1, jo admuaoiag
8¢l 1zl 611 £Cl o1l Pl (VR 8] S8 '8 L't sanuaady ss010 “fpy o) puapiq LD, jo adeiuadiag
12912 1's021 o'6vl £06 anuaAdy 18N “(pY 01, puspiai Ayununuo)),, jo a3eIuaaing
el 9l ST oel 911 0c1 L1 I'6 88 '8 3nuAdY $5010 [Py 01 puBpiAI] Aimununua),, jo 3Beluaniad
9P 0v6 S9S 95’1 09T°LOLTT | 90£°€2R'0T (€) snuaaay 1N pasnipy
LTL'LITYST ££6'02T°0S 1 SEOTLY'ISI Ive'Lev'vrl 8£6'6TY'TST 9TT'88S 1P sz'Tro'orl TP6'SO1' b1 968'629°9¢1 816°6£8°9¢ 1 (2) snuaasy ssoi paisnlpy
126°699°61 | €9SP0T'81 | €PT'TSORL | SOLBOL'LI | 9TL'CES91 | TOV'891°9F | 0£919v'SI | ¥I¥'IST'Tl 9€1°00T° 1 195°T¥S°01 (b) LONFAIAIA AL, TVIOL
BIS'ELE0T | LEL'PSS'ST | ¥T6'9E6'31 | 0£0'86L'8T | OEH'eSL'LI | 61p'Th6'91 | 8+9'696'91 | LiL'L0T'El 9€T'T90°TL | SEILISTI CANFAIAIG ALINNWIWOD,, TVLOL
09L°€68 09L°€68 09L°€68 09L'€68 09L°¢68 09L'€68 09L°¢68 £TSVE ¥95'691 $S1°90¢ SIJIAISG JUaWRIEqY UOHN[{Od 198 M
909°¢r1 8¥L9T1 LOBTIPL 8SH'TS 0 0 0 0 0 0 (1) sayarnyd
£96'0T £81°vT L8F9€E 0I¥'8st S¥8SI SLOEl 296°C1 1TLEl (4320 888°L1 $210Ua3Y d|quILey)
926'18 9IEYL 10+'89 6L5°99 616°1L 88T'0L 199°SL 8zI'TL Tvo'9s 8I£°8S sjendsoy
AR 91L'6S PIL'LS WsoL wo'6L $0£C8 POELE £19°eL 9ST'LE £L9°CE funo)) anopued
PLO'L9E 11z'e9¢ TL808S 9E£°CL8 868'TSL 687809 160'8LL 106'969 0SE15L $69°798 sjooyag
L£6°195'C ¥STOLE'T 157'168°C 909°109°C #09°959°C AR AN EET°LEST 995°669 891°'1¢2 788°11Z SN *AiD sesuey jo A1)

SRy Pa[npayos WIcI} SUONONPaY
000°ST 000°SI 000°61 000°¢1 0 0 0 0 0 0 judwdojeaaqy NMuOU0dH 10j sjuawikeq
000'¥T 000°vC 000 000°'¥Z 0 0 0 0 0 0 $301A1ag A1) 10§ spuBWIAE]
1£V°996'F TE9°6E9'Y 06¥°9£8°C 6SS'81T°E T9T09LT 8Y0'PLI'T 89E°TLET 98€°LETT 1€6°LLET 51°086'1 SIDIALDS JURIPAH all]
Th6'8LE'E 91°8TTE $T8I61°E 96¥°TST'E LTTL8T'E 6EL'LSY'E 817°80¢€°E £11°66€°C LTT'696'T 091'PI0°E sfeusis oyyely, % 3unysry 1eens
(000'v9t) (000'9¥S) 0 0 0 0 0 0 0 0 s3unid vdm o1 parddy upaid ydm
1S7°682°8 ILL'EL6'L 8IL661'8 P8TEOLL €L8°CET'L 16L°919'9 1S1°05€9 978°8Te’S 9T TEL'S Z17°0€0°S (LOTId) 3A1as9Y xe], JO nav] ur Juswiied

S667 Po6T £661 T66T 1661 U110 B 6861 8861 LB6T 9861 ELC7.\

Ndd SN ‘&) sesueyy

wnay digsrumQ

L3IqeL




| BOARD’s FINANCIAL RESPONSIBILITY STATEMENTS

The Board’s Financial Responsibility Statements establish two ratios, the “equity ratio” and the “debt
service coverage ratio,” to serve as tools to guide the BPU rate setting and borrowing decisions.

Table 8 illustrates those ratios for the last ten years.

Table 8

Ten-Year History’
Kansas City, KS BPU

Year Equity Ratio (%) Debt Service Coverage Ratio
Electric | Water Comb, Electric | Water | Comb.
1986 66 66 66 2.26 2.53 2.38
1987 67 64 67 1.98 1.96 1.97
1988 72 71 72 1.97 2.76 2.11
1989 75 77 76 1.82 2.02 1.85
1990 73 74 73 1.64 147 1.71
1991 69 66 69 1.95 1.79 1.84
1992 65 54 63 1.50 1.16 1.35
1993 67 51 64 1.92 1.47 1.73
1994 58 41 55 1.97 1.35 1.82
1995 59 42 56 1.77 1.31 1.64

1 .As reported by BPU,

A debt service coverage ratio is a measure of the adequacy of cash to pay debt service in a given
year, not a target for revenues needed by a utility for its total purposes in that year. If the target debt

service coverage ratio is too high, it may encourage unnecessary capital expenditures. If the ratio

m‘
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A3

is too low, it may not provide enough for necessary capital expenditures. As discussed above, the
latter in fact has been the case. Of course, the BPU must meet the coverage requirement imposed
by its revenue bond indenture that Net Revenues (as defined) be at least 120 percent of Maximum
Annual Debt Service (as defined), but again, falling within the range set forth in Statement No. 2 of
the Board’s Financial Responsibility Statements (1.6 - 2.1) is not planning based on needs. A
flexible statistic driven by another statistic suggests measurement rather than management, reporting

rather than analysis.

Statement No. 3 sets a goal of an “equity ratio” within a range (65 - 70%) “over the long run.” Our
projections are that a continuation of past practices (assuming rates could be increased as needed),
would see this ratio continue the decline which began in 1989 (when it was 76% on a combined

basis) to below 30% over the next ten years for each utility.
Each utility is, according to the Statements, to meet these ratios.

These ratios are annually reported and projected, but the Statement requirements do not seem to have

driven decisions.

For years the annual certificates delivered to meet a bond indenture requirement to demonstrate
compliance with the debt service coverage requirement have stated, apparently correctly, that net
revenues are not to include construction fund interest earnings and then have consistently included

such earnings in the calculation.

The definition of “equity ratio” in Statement No. 3 as consistently repeated for a number of years in
official statements and budgets contains a typographical error which renders it, as written,
inscrutable. The error is obvious, but its repetition casts doubt on whether anyone has found it

necessary to consult the Statements.
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The water utility has not met these ratios since 1991, and the combined utility has not met the equity

ratio target since 1991.

Number 5 of the Financial Responsibility Statements still includes the direction to exclude the
PILOT payment from operating and maintenance expenses, but the PILOT payment has been

excluded from reported revenues and expenses since 1988.

None of these points is in itself important, but together they may be symptoms of the failure to

emphasize management over measurement.
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SECTION IV - CHANGES NECESSARY OR USEFUL

There are a number of changes which may be necessary or useful if the BPU is to provide in the

future quality service on competitive terms in a manner consistent with financial integrity.

| UriLiTY ORGANIZATION

The BPU should be reorganized to increase efficiency and clarify lines of responsibility as well as
authority. The following chart sets forth our thoughts as to how this might be done. We also suggest

that the existing geographic dispersal of management is highly detrimental and should be eliminated.
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Recommended Organizational Chart

' BOARD
of
PUBLIC
UTILITIES
City Attorney . ' Audit
& General Manager | - Monitoring Group
‘ of Board
| External Auditor @y |
| | Office of ‘ | i
' |
I - | Legal ) internal @ Public
Advisor Auditor | Info. |
General Manager ‘
Electric Utility | Electric/Water | ‘ Water Utility
AOSSt. G.M - Electric Advisory Asst. GM - Water
perations ‘ Water Processing
Supply Grmllp o Systems Control
Engincering Distribution
Merketing | ‘ ' | Engincering
Raies and Regulations = = ' Marketing
Environmental Sves. Finance | Customer Svcs. | | Human Resources Environmental Sves.
Telecommunications Chief Finan. Officer |  |Customer Services Rates and Regulations
Information Sves. "1 |Corp. Acct. | [Field Services [ |
— ‘ Purchasing Records Management |
|Risk Mgmt |
L
Engincering
+ Coordination -
‘ Group @)
Footnotes 1 - 5
1) External Auditor - the external auditor should be a recognized accounting firm and should

be hired and, if necessary, fired by the Board and should report directly to the Board. For
_convenience and efficiency, the Board should appoint a monitoring group comprised of
Board members to meet, regularly and as often as necessary, with the independent auditors
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2)

3)

to discuss financial affairs and any other matter deemed appropriate by the Board. Until the
BPU regains financial and management health, the regular meetings should be not less
frequent than quarterly. Such meetings should include in part and exclude in part BPU
officers as appropriate for purposes of the external auditor’s engagement and the General

Manager’s duties.

The external auditors should be chosen by Board evaluation and not on a lowest bid basis.
As a matter of policy, because the BPU is a political entity and regardless of performance,
the auditing firm should be changed not less frequently than every five years. The external
auditor should not be retained to perform during its tenure any task not clearly and directly

related to that role.
A BPU employee is not in a position to perform this task for the Board.

Internal Auditor - by the same token, the General Manager should have a trained accountant
reporting directly to him. This will assist him in understanding information from the finance

department and give him the opportunity to obtain independent advice on a daily basis.

Electric/Water Advisory Group - timely, accurate and intelligible financial information is an

essential management tool for those charged with making business decisions.

In order to facilitate the flow of information to and from the finance department and insure
its correct interpretation, the chief financial officer should regularly meet with and report to
the General Manager through an Advisory Group consisting of the General Manager, as
Chairman, and the heads of the electric and water utilities. This will also assist in

eliminating difficulties revolving around issues of cost allocation between the two utilities.
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4)

At least initially, each of the electric and water utility heads should have reporting to such
head, an employee of that utility who is a trained accountant, to assist in the proper

understanding and flow of information.

This should increase the quality of information and reduce the number of management
decisions made of necessity in the preparation of such information within the finance

department.

The heads of customer service and human resources also would report to the General
Manager through the advisory group. In a like manner, employee matters affecting the entire
BPU have much in common and should be reported to the General Manager through an
advisory group. For this purpose, the chief financial officer, the head of customer services
and the head of human resources would be committee members. It would also mean that all
employment decisions would be subject to the approval of the General Manager, and would

be known to the other departments.

Legal Advisor - BPU legal matters are handled by the City Attorney. The General Manager,
however, of necessity should be conversant and current with all such matters. By the same
token, the City Attorney should be conversant and current with all matters of the BPU which
might require legal attention. These mutual needs could best be met through establishment
of a board consisting of the City Attorney and the General Manager which should meet as

needed but not less frequently than monthly.

To enable the General Manager to ensure that all appropriate matters are brought to the
Board’s attention, there should be a BPU employee, who is an experienced utility lawyer,
reporting to the City Attorney and the General Manager as a legal review group. This should
facilitate, among other things, preparation and monitoring of contracts and identification and

monitoring of potential liabilities for the BPU.
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5) Engineering Coordination Group - the experiment begun in 1988 to separate the engineering
functions from the electric and water operations should be discontinued. Common matters
could be coordinated or addressed for economy and efficiency through an Engineering
Coordination Group. Responsibility for the success of this cooperation would lie with the

heads of the electric and water utilities.

| ELectric UtiLiTy

To the extent that revenues cannot be increased, electric utility operating expenditures other than fuel
and purchased power costs must be reduced by 15%. We note that the BPU has an approved but not
implemented small rate increase. The Board might be able to place such an increase into effect
without adverse competition consequences for the intermediate term. This would have an immediate

favorable effect on operating results for 1996. However, this will not by itself be sufficient.

The electric utility should undertake a concentrated effort to enhance receipts through off-system
sales. Such efforts should include economy and capacity sales transactions and diversity and pooling
arrangements with other municipal systems. Although beneficial, this effort is unlikely to have a
significant effect in a time frame which would reduce the need for prompt operating expenditure

reductions.

Fuel and purchased power expenses can be reduced significantly through increased use of Nearman
and Quindaro and reduced use of Kaw as described earlier, and increased activity in the economy
market. This may require some rate schedule adjustments and interconnection and transmission

arrangements.

Labor costs constitute by far the largest component of operating expenditures other than fuel and
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purchased power costs. Thus, labor costs must be reduced by 15% through either a reduction in the
number of employees by approximately 98, a reduction in the per employee cost of 15%, or a
combination of the two. The rate increase mentioned above might mitigate somewhat the timing of

this necessity.

Electric utility “construction” expenditures should be reduced to approximately $19 million per year

in 1996 dollars.

| WaTER UTILITY

To the extent that the water utility revenues cannot be increased without adverse consequences, water
utility operating expenditures must be reduced by 28%. Labor costs constitute the largest component
of operating expenditures and must be reduced through either a reduction in the number of
employees, a reduction in the per employee costs, or a combination of the two. A 28% reduction in
labor costs from the employee number reduction above would mean a reduction of approximately

63 employees.

| BorrOWING

The matching of debt burden with the actual useful life of assets so financed is, for municipals, a true
depreciation concept, and failure to observe may preclude replacement of major assets in a minimal

growth system.

Costs of ordinary, recurring capital improvements that neither increase capacity, extend useful life,
nor represent major new extensions into new areas should not be borrowed. These expenditures

occur every year and debt financing merely shifts burden of current costs to future years.
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| MANAGEMENT TOOLS

Understandable financial reports at the Board level are more important than myriads of unanalyzed
facts. The Board needs monthly reports of actual results that can be understood by Board members
not trained in the fine art of accounting. The following Table 9 might provide the basis for
developing such a report for each utility. The General Manager should be charged with providing
a written analysis of material deviations of results to date from budget-to-date amounts, including

the significance of such amounts to the annual budget.
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Reliance on ratios and formulae should be replaced with an analysis of projected needs. These needs
include reducing the principal amount of debt outstanding and funding needed normal, recurring
capital expenditures out of revenues. The Board should review annually with management
projections showing at least the detail of the report form suggested above covering approximately

ten years.

| Bupcer

The annual Budget should be monitored continuously and amended, if necessary, to reflect known
variances as they are identified. There is no need for year-end surprises. This will require better

coordination and communication with the City on review of legal matters.

The budget should be prepared with known debt service charges and conservative estimates of

investment income.

The budget should be prepared on a normalized weather basis and the Board should receive each
year-end a report showing weather normalized results that can be compared with the budget for that
year so as to track budgeting reliability and monitor trends. This is in addition to monitoring actual

results.

Annual Budget books should include an estimate of the actual results of the year prior to the

Budgeted Year.

| RATE STABILIZATION FUND AND RESERVE AND IMPROVEMENT FUND

The BPU revenue bond indenture provides for a “Rate Stabilization Fund,” but it has never been

used and is neither usefully structured nor conceived.

Either within or without the indenture, the BPU should establish and use a rate stabilization fund
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which would normalize the effects of other than normal weather. Adjustments to rates to reflect

needed deposits to or any appropriate reductions from the balance in such funds should be automatic.

The BPU revenue bond indenture provides for a “Depreciation and Emergency Fund,” but it is not
used and we are not certain from its language how it was intended to be used. Regardless, the BPU
should have and use within or without the Indenture a Reserve and Improvement Fund to accumulate
money from which would be paid extraordinary operation and maintenance costs, costs of
extraordinary renewals and replacements, costs of emergency repairs and the costs of extensions,

enlargements or additions and costs of retirement of utility assets.

| RELATIONSHIP TO CITY - CAPSTONE

The elected BPU Board is a part of a political subdivision that itself has an elected governing body,
so a certain amount of political influence is inevitable. An acceptable level rather than perfection
is the only achievable goal. More process and thus bureaucracy won’t do it — financial incentive
might. Two possible changes suggest themselves, one is the elimination or reduction of free or
reduced rate services. Obviously this is a political matter, because it affects who bears burdens, but
the point should definitely be kept in mind when evaluating benefits of ownership in competitive
environment. It clearly is a part of the City Dividend. Furthermore, of course, free service may
encourage consumption, exacerbating the burden on the utility as well as subsidizing other activities,
such as free water to golf courses, not only encouraging heavy watering but at the same time

subsidizing golfers’ green fees.

Finally, the PILOT should be paid to the City from the bottom of the flow of funds, after provision
for debt service, operation and maintenance expenses and capital improvements. Taxes foregone
may be a reasonable target for ownership benefits, but payment regardless of operating results
confuses the relationship and introduces destructive incentives. The theory is foregone taxes, but
nonetheless, payment to the City (contrasted with collection of a component of rates) should depend
on viability. This is the shareholder risk for a shareholder that didn’t buy common stock. More

importantly, it gives the sole shareholder a reason to see to it that the BPU is managed efficiently,
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because the alternative would be to raise City taxes. There is another upside in that increased profits

would increase the potential payment to the City.
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