BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

In the Matter of the Tariff Filing of Aquila, Inc., 
)

to Implement a General Rate Increase for 
) 
Case No. ER-2005-0436
Retail Electric Service Provided to Customers 
) 
Tariff No. YE-2005-1045

in its MPS and L&P Missouri Service Areas. 
)

AARP’s PREHEARING BRIEF

COMES NOW AARP, and in compliance with the Commission’s July 21, 2005 Order Adopting Procedural Schedule and its December 28, 2005 Order Directing Filing, provides its Prehearing Brief on the issues that it plans to contest at the evidentiary hearing commencing this month:

Return on Common Equity:  What return on common equity should be used for determining Aquila’s rate of return?
AARP supports the use of Staff witness David Murray’s traditional Discounted Cash Flow (DCF) analysis in developing the proper range for the return on equity component (8.50 to 9.50%).  (Murray Direct, p. 47; Schedule 20).  The Staff of the Public Service Commission (Staff) has taken an approach that generates a weighted cost of capital (overall rate of return) for Aquila, Inc. (Aquila) in the range of 7.72 to 8.08% for both the MPS and L&P service territories.   Based upon a preponderance of the prefiled testimony on this topic, any point along this range would allow Aquila to earn a fair and reasonable return on its prudently incurred original cost electric rate base.  The rate of return should not be any higher than is necessary, otherwise utility customers will pay excessive prices, something that regulation seeks to prohibit.  State ex rel. Associated Natural Gas Co. v. PSC, 706 S.W.2d 870, 873 (Mo. App. W.D. 1985).  
Furthermore, in recognition of Aquila’s poor management performance, the Commission should actually adopt the low end of the Staff’s recommended return on equity range--8.50%.  AARP believes that the record in this case will provide ample evidence of mismanagement and unreasonable decision-making, that has put Aquila and its customers at risk, and this should be noted when deciding where along the recommended range to set this important ratemaking component.
The law does not require that rates yield any particular return and past losses are not considered in deciding whether a rate is confiscatory.  State ex rel. Capital City Water Co. v. PSC, 252 S.w.2d 446, 456 (Mo. Banc 1922).  The Commission should also heed the recent Missouri Court of Appeals decision in State ex rel. Missouri Gas Energy v. PSC, _____ S.W.3rd _____ [Case No. WD65366] (Mo. App. W.D. 2005)
, which casts serious doubt upon Aquila’s arguments that authorized returns of other public utility commissions should drive the calculation of the return on equity to be used in this case.  In reviewing that rate case, Court upheld the Commission’s statement that it would be inappropriate to “unthinkingly mirror the national average,” because “if all commissions took that approach returns on equity would never change, despite changing economic facts, leading to unjust results.”  Id.
South Harper:  What costs related to the South Harper facility, if any, should be included in Aquila Networks-MPS’s rate base?

No costs related to the South Harper facility should be included in the cost of service.  This facility was built without the necessary legal approvals.  In fact, Aquila built the power plant without even requesting authority from local land use authorities.  After a loss in a court case brought by residents living near in the power plant, and upheld by a decision of Missouri Court of Appeals, Aquila is now subject to a valid Cass County injunction ordering the electric company to dismantle its South Harper facility because it does not lawfully comply with the county’s zoning designation for the site upon which it was placed.

Moreover, the South Harper facility was not the least cost resource option available to Aquila in developing its resource planning.   The combustion turbines that wound up at South Harper were originally planned for unregulated uses.  Aquila’s decision to quickly build the South Harper facility (without first obtaining the necessary legal approvals to do so) appears to have been motivated by a desire to convert non-regulated assets into regulated assets.  (Blaha Direct, p. 3).  If the turbines had been sold at market prices, the sale would have most certainly been at a loss.  Id.  Instead, Aquila chose to pursue a risky venture of attempting to place the turbines into its regulated rate base in time for this rate case, bypassing legal approvals, placing its consumers at risk for costly power as well as for costly litigation expense. 
If, however, the Commission decides, over AARP’s objection, to include any recognition of the South Harper facility, it should not value the combustion turbines any higher than the market price of $56.1 million for all three units, instead of the price Aquila paid to its unregulated affiliate.  According to Gas Turbine World, the price of the type of turbine utilized at South Harper fell dramatically in price from 2001-2002 (when Aquila’s affiliate purchased the units) to 2004-2005 (when similar units were valued at $18.7 million apiece).  (Blaha Direct, p. 3-4).  Therefore, Aquila is asking its regulated ratepayers to subsidize its non-regulated affiliate by more than $20 million.  Id.
Deferred Tax Balances:  Should deferred tax debit balances related to non-rate base accruals and reserves be included in the accumulated deferred income tax balances deducted from plant in service in the determination of Aquila Networks-MPS’s and Aquila Networks-L&P’s rate bases?

No.  AARP witness David Effron initially proposed certain specific adjustments to Aquila’s net accumulated deferred income taxes deducted from plant in service for the determination of rate base for the MPS and L&P divisions (Account 190).  (Effron Rebuttal, p. pp. 7-8; Schedule DJE-2).  Staff adopted some of these adjustments but did not adopt others.  (Traxler Surrebuttal, pp. 6-9).  AARP now agrees with the surrebuttal testimony of Staff witness Steve Traxler regarding the proper quantification of deferred tax debit balances that should be eliminated in the determination of rate bases.  
L&P Transition Costs:  Are the transition costs of the merger of St. Joseph Light & Power Company with Aquila an expense Aquila should recover from Aquila Networks-MPS and Aquila Networks-L&P ratepayers?

No ratepayer in either division should pay any portion of these costs.  Aquila has not established that the merger has resulted in savings that could not have been achieved in the absence of the merger.  In particular, the merger was not necessary to achieve joint dispatch savings.  (Effron Rebuttal, pp. 10-12).  Moreover, the Commission’s order approving the merger did not support charging these costs to ratepayers (Case No. EM-2000-292).

FAS 106 Funding:  Should the computation of Aquila’s FAS 106 funding deficiency include the time value of the delay in the contributions to the fund?
Yes, the failure to include the time value of the delay based on the capital costs avoided by Aquila in the computation would, in effect, reward Aquila for its violation of relevant Missouri statutes.  (Effron Rebuttal, pp. 2-6).  The company’s practice of accruing, but not actually paying, its OPEB liability has created a timing difference.  If Aquila had properly funded its liability as required by law, there would be no timing difference.  Id.  

By not making required deposits to OPEB funds, Aquila was able to retain those funds for general corporate purposes and avoid the cost of capital that would have otherwise been incurred if the OPEB obligation had otherwise been properly funded.  This benefit should not flow to Aquila shareholders.
Including the time value of the delay in the ratemaking calculation is in no sense a “penalty” to Aquila (as suggested by Staff), rather it is necessary in order to calculate the true economic advantage to Aquila resulting from the delay ($104,000 for MPS and $161,000 for L&P).   Staff’s recommendation sends the wrong message to and would actually reward Aquila for violating statutory and other requirements—at ratepayer expense.  
Corporate Restructuring:  Should there be a disallowance of corporate restructuring expenses for Aquila Networks-MPS and Aquila Networks-L&P and, if so, in what amount?
Yes, Staff’s proposed disallowance of corporate restructuring expenses should be increased by $307,000 for the MPS division and $92,000 for the L&P division.  (Effron Rebuttal, Schedule DJE-4).  This adjustment would reflect the fully allocated costs of restructuring efforts, including indirect overhead expenses reasonably allocable to the restructuring efforts.  
Staff’s proposal eliminates 50% of costs incurred by certain corporate departments; however, Staff has not taken into account indirect costs that logically flow from the eliminated costs.  (Effron Rebuttal, pp. 12-14).
Rate Design:  What is the appropriate way to adjust class revenues for any revenue increase that results from this case?
AARP shares Public Counsel’s concern that residential customers not be asked to subsidize other customer classes.  AARP supports the Public Counsel’s recommendation that any revenue neutral shifts be based upon its class cost of service study and that no shift ordered in this case be greater than half-way towards those shifts recommended for any customer class.  (Meisenheimer Direct, p. 2).
At this time, the outcome of the evidentiary hearing cannot be predicted and it cannot be foreseen what evidence will ultimately be admitted in the record.  Therefore, AARP also reserves the right to revise its positions or to adopt new positions based upon answers to cross-examination, new evidence presented or developed at the evidentiary hearing, or arguments made during the evidentiary hearing.

WHEREFORE, AARP respectfully submits its prehearing brief.
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