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REPORT AND ORDER
Procedural History
On April 30, 2004, The Empire District Electric Company filed proposed tariff sheets, Tariff File No. YE‑2004‑1324, designed to implement a general rate increase for retail electric service provided by the Company.  The new retail electric service rates contained in those proposed tariff sheets were designed to produce an additional $38,282,294 in gross annual electric revenues, excluding gross receipts, sales, franchise, and occupational  taxes, a 14.82% increase over existing revenues.  The proposed tariff sheets were  proposed to become effective on May 30, 2004.  
The Commission issued its Suspension Order and Notice on May 5, 2004, suspending the proposed tariff sheets for 180 days plus six months from the original proposed effective date, that is, until March 27, 2005.  In that order, the Commission also set an evidentiary hearing and a deadline for intervention applications.  Intervention was granted to Praxair, Inc., Explorer Pipeline Company, Union Electric Company, doing business as AmerenUE ("UE"), Aquila, Inc., and the Missouri Department of Natural Resources ("DNR").  
On June 17, the Commission adopted the procedural schedule jointly proposed by the parties.  The procedural schedule included dates for the filing of prepared testimony, revised dates for the evidentiary hearing, and a briefing schedule.  
On November 22, pursuant to notice provided by the Company through billing inserts, the Commission convened local public hearings within Empire's service territory, at Reeds Spring and Joplin.  The Commission heard the testimony of six witnesses at the local public hearings.

Pursuant to the procedural schedule, the Commission convened an evidentiary hearing on December 6 at its offices in Jefferson City, Missouri.  Proceedings continued on December 7 through December 9, and on December 13 through December 16.  The Commis​sion heard the testimony of 21 witnesses and received 77 exhibits during the hearing.  The Commissioners requested certain exhibits during the hearing and some of these were filed directly into the Commission's electronic docketing system ("EFIS") outside of the hearing, while others were filed as Late-filed Exhibits pursuant to the Commission's traditional practice.
  No party objected to any of these exhibits and they are received into the record for all purposes.  
Many issues were resolved by the agreement of the parties.  On December 16, a Nonunanimous Stipulation and Agreement Regarding Rate Design was filed and served on the parties.  No party objected and the stipulation became unanimous by operation of Commission rule on December 23.  On December 22, a unanimous Stipulation and Agreement as to Certain Issues was filed.  Finally, on February 22, a Nonunanimous Stipulation and Agreement Regarding Fuel and Purchased Power Expense was filed and served on the parties.  No party objected and the stipulation became unanimous by operation of Commission rule on March 1.
  

The parties filed proposed findings of fact and conclusions of law, briefs and reply briefs according to the procedural schedule.  The last briefs were filed on February 4 and the case was submitted on that date.  

Discussion

As required by the procedural schedule, the parties jointly filed a list of issues to be determined by the Commission.  Each party also filed a statement of its position with respect to each issue.  In setting out the issues developed by the parties and the parties’ stated positions on those issues, the Commission seeks only to inform the reader of these items.  The parties’ framing of the issues may not accurately reflect the material issues under the applicable statutes and rules.

The issues formulated by the parties are as follows:

1.
What capital structure is appropriate for Empire?

2.
What return on common equity recommendation is appropriate in estimating Empire’s cost of common equity?

3.
What embedded cost of debt is appropriate for Empire?

6.
Depreciation:  How shall the depreciation for plant accounts be calculated?  


A.
Should life span be applied to production accounts?


B.
Should the Commission use the whole-life or the remaining life technique? 


C.
How should the cost of removal net of salvage component be treated?

Findings of Fact

The Missouri Public Service Commission, having considered all of the competent and substantial evidence upon the whole record, makes the following findings of fact.  The positions and arguments of all of the parties have been considered by the Commission in making this decision. Failure to specifically address a piece of evidence, position or argument of any party does not indicate that the Commission has failed to consider relevant evidence, but indicates rather that the omitted material was not dispositive of this decision.  
In making its Findings of Fact and Conclusions of Law, the Commission is mindful that it is required, after a hearing, to "make a report in writing in respect thereto, which shall state the conclusion of the commission, together with its decision, order or requirement in the premises."
  Because Section 386.420 does not explain what constitutes adequate findings of fact, Missouri courts have turned to Section 536.090, which applies to "every decision and order in a contested case," to fill in the gaps of Section 386.420.
  Section 536.090 provides, in pertinent part:


Every decision and order in a contested case shall be in writing, and . . . the decision . . . shall include or be accompanied by findings of fact and conclusions of law.  The findings of fact shall be stated separately from the conclusions of law and shall include a concise statement of the findings on which the agency bases its order.

Missouri courts have not adopted a bright-line standard for determining the adequacy of findings of fact.
  Nonetheless, the following formulation is often cited:


The most reasonable and practical standard is to require that the findings of fact be sufficiently definite and certain or specific under the circumstances of the particular case to enable the court to review the decision intelligently and ascertain if the facts afford a reasonable basis for the order without resorting to the evidence.

Findings of fact are inadequate when they "leave the reviewing court to speculate as to what part of the evidence the [Commission] believed and found to be true and what part it rejected."
  Findings of fact are also inadequate that "provide no insight into how controlling issues were resolved" or that are "completely conclusory."
 

With these points in mind, the Commission renders the following Findings of Fact.  
The Parties:

1.
The Empire District Electric Company is a publicly-traded, Kansas corporation, headquartered in Joplin, Missouri.  Empire provides retail electric service in Missouri, Kansas, Arkansas, and Oklahoma; retail water service in Missouri (to 4,500 customers in three Missouri communities); and is also certificated to provide telecom​munication services in Missouri.  

2.
Intervenor Praxair, Inc., produces compressed gases at a plant near Neosho, Missouri, within Empire’s service territory.  Praxair's plant has a load of roughly 7 megawatts ("MWs") and operates at a load factor of about 90%.  Praxair is served under interruptible rates, which means that service to Praxair can be reduced on short notice, making more power available to Empire to serve other customers.  Electricity is Praxair's largest operating cost.
3.
Intervenor Explorer Pipeline, Inc., operates a refined petroleum products pipeline stretching from the coast of the Gulf of Mexico to the Chicago area, with various truck terminals along that route. Explorer uses electric compressors to move its products through the pipeline and has three compressor stations within Empire's service territory.  Explorer's combined load is somewhat less than 7 MWs and its load factor is about 90%.
4.
Intervenor Union Electric Company, doing business as AmerenUE, is a regulated electric and gas utility that operates in Missouri.
5.
Intervenor Aquila, Inc., is a regulated electric and gas utility that operates in Missouri and elsewhere.
6.
The Missouri Department of Natural Resources ("DNR") is an executive branch department authorized and established by Chapter 640, RSMo.  Sections 640.150 through 640.185 charge the Department with certain responsibilities with respect to energy.
7.
The Public Counsel is appointed by the Director of the Missouri Department of Economic Development and is authorized to “represent and protect the interests of the public in any proceeding before or appeal from the public service commission[.]”
  
8.
The Staff of the Commission traditionally appears as a party in Commission proceedings and is represented by the Commission’s General Counsel, an employee of the Commission authorized by statute to “represent and appear for the Commission in all actions and proceedings involving this or any other law [involving the Commis​sion.]”
  

Empire's Proposed General Rate Increase:

9.
As filed, Empire's proposed tariffs sought additional Missouri jurisdictional revenue of $38.3 million annually, a 14.82% increase.  However, Empire believes that the facts actually entitle it to an increase of $52.4 million.  
Empire's Operations:
10.
Empire provides electric service in an area of about 10,000 square miles in Southwest Missouri and the adjacent areas of Arkansas, Kansas and Oklahoma.  At the end of 2003, Empire had 131,400 residential electric customers, 23,154 commercial customers, 362 industrial customers, 1,735 public authority customers, and 4 wholesale customers in 120 communities in 21 counties.  Most of these communities are small;  the largest is Joplin, with about 45,500 inhabitants.  
11.
About 80% of Empire's revenues are derived from Missouri.  In Missouri, Empire had at the end of 2003 114,893 residential customers, 20,346 commercial customers, 291 industrial customers, 1,404 public authority customers, and 3 wholesale customers.  Empire sold 3,800,816,375 kWh of electricity at retail in Missouri during the Test Year, that is, the twelve months ending December 31, 2003.  Empire's Missouri retail sales constituted about 88.26% of Empire's total Company retail sales of electricity during the Test Year.  
12.
Empire's updated Test Year income and expenses were as follows:

	Empire District Electric Company – Test Year Income & Expenses


	Description
	Missouri
Jurisdictional
	Total
Company

	1.  Operating Revenues
	$258,171,765
	$303,576,426

	2.  Operating Expenses (less Depreciation Expense)
	$168,855,124
	$181,809,634

	3.  Depreciation Expense
	$24,348,329
	$26,472,350

	4.  Amortization Expense
	$589,192
	$654,086

	5.  Non-Income Taxes
	$10,239,614
	$16,106,872

	6.  Income Taxes
	$11,328,383
	$16,401,532

	7.  Net Operating Income  
	$42,811,123
	$62,131,951


13.
Empire's updated Test Year Rate Base was as follows:

	Empire District Electric Company – Test Year Rate Base


	Description
	Missouri
Jurisdictional

	1.  Plant in Service
	$1,020,651,078

	2.  LESS:  Accumulated Depreciation Reserve
	$343,810,985

	3.  LESS:  Accumulated Amortization Reserve
	$3,545,757

	4.  SUBTOTAL:  Net Plant in Service
	$673,294,336

	5.  ADD:  Cash Working Capital
	$2,492,049

	6.  ADD:  Fuel Stock
	$6,088,656

	7.  ADD:  Materials & Supplies
	$15,059,442

	8.  ADD:  Prepayments
	$1,477,175

	9.  ADD:  Prepaid Pension Asset  
	$13,254,447

	10.  SUBTOTAL:  Total Additions to Net Plant in Service
	$38,371,770

	11.  DEDUCT:  Interest Offset
	$2,657,552

	12.  DEDUCT:  Federal Income Tax Offset
	$1,229,685

	13.  DEDUCT:  State Income Tax Offset
	$83,665

	14.  DEDUCT:  Customer Advances for Construction
	$1,864,392

	15.  DEDUCT:  Customer Deposits
	$4,876,415

	16.  DEDUCT:  Injuries & Damages Reserve
	$1,160,738

	17.  DEDUCT:  Deferred Income Taxes
	$89,900,210

	18.  SUBTOTAL:  Total Deductions from Net Plant in Service:
	$101,772,657

	19.  TOTAL:  Rate Base
	$609,893,448


14.
Empire has added about $100 million of new assets to its rate base since its last rate case.  Over the past several years, Empire has met its increased capacity demands  by adding natural gas-based generation:  90 MW in 1995, 150 MW in 1997, 150 MW in 2001, and 100 MW in 2003.  Empire has added gas-based generation because the capital cost per kW is lower and Empire lacks capital.  This has necessarily increased Empire's dependence on natural gas and its exposure to natural gas price volatility.  At present, natural gas is the primary fuel of 704 MW of Empire's total of 1,264 MW, fully 56%.  Empire burned 6.5 million MMBtu of natural gas in 2003 and expects to burn almost 10 million MMBtu in a "normalized" year.   
Rate of Return:
15.
Empire is a publicly-traded utility.  Empire’s consolidated common equity ratio has ranged from a high of 47.18% to a low of 36.65% from 1999 through 2003.  During the past five years, Empire's average return on common equity ("ROE") was only 7.66%.  Its average embedded cost of debt was 7.25% and its average cost of preferred equity was 8.93%.  Prior to its failed merger attempt with Aquila in 2001, Empire was rated A2 by Moody's and A- by Standard & Poor's, both investment grade ratings.  Currently, Standard & Poor’s Corporation (“S&P”) assigns an issuer credit rating of “BBB” to Empire and rates its commercial paper as “A-2.” S&P assigns Empire a business profile of “6,” which is slightly below average (with average being a “5”).  Empire’s corporate credit rating of BBB is considered to be of “investment grade,” although it is lower than Empire's previous ratings. 
16.
The industry national average ROE for electric utilities in 1st Quarter 2004 was 11.0%.  Empire's ROE is expected by analysts to be 5.5% for 2004, 550 basis points below the industry average.  Since 1993, Empire has paid out virtually all of its earnings as dividends in an effort to maintain its investment standing.  Empire’s dividend payout ratio was a very high 216.95% in 2001, meaning Empire paid out more than twice what it earned in 2001.  In the last five years the lowest payout ratio that Empire had was 94.81% in 2000.  Empire’s return on year-end common equity had been relatively consistent from 1999 through 2003, except for 2001 when the ROE was 3.89%. Otherwise, the ROEs were in the 8% to 9% range. Empire’s 2003 ROE of 8.79% was below the average of a group of comparable companies at 13.78% for the year ending December 31, 2003.  Empire’s 2003 Annual Report, filed with the Commission as required by statute, states that Empire’s total operating revenues were $325,504,896 for the 12 months ended December 31, 2003, versus $305,902,995 for the 12 months ended December 31, 2002.  These 2003 revenues resulted in an overall net income applicable to common stock of $29,450,307 for an earnings per share of $1.29 as compared to the 2002 net income applicable to common stock of $25,524,118 for an earnings per share of $1.19. These revenues and net incomes were generated from total property, plant and equipment of $833,872,049 at December 31, 2003 and $798,948,574 at December 31, 2002.  

17.
Empire’s actual consolidated capital structure as of June 30, 2004, was composed of 44.53% long-term debt, at an embedded cost of 7.22%; 6.32% trust preferred securities, at an embedded cost of 8.92%; and 49.14% common equity.  

18.
James Vander Weide is employed as a Research Professor of Finance and Economics at Duke University.  He received a Bachelor Degree in Economics from Cornell in 1966 and a Ph.D. in Finance from Northwestern University in 1972.  He has taught at Duke for over 30 years.  Vander Weide has also presented seminars and courses to government agencies and corporations; he has published papers and articles in professional journals and has published a book, Managing Corporate Liquidity:  An Introduction to Working Capital Management.  He has presented expert testimony in more than 350 separate proceedings in numerous fora, including federal courts, the FERC and before the United States Congress, as well as the utility regulatory commissions of 40 states.  One of his areas of expertise is the estimation of the cost of common equity.  
19.
Vander Weide used the comparable company approach and estimated Empire's cost of equity in two steps.  The comparable company approach estimates the  subject company's cost of common equity by identifying a group of companies of similar risk and then estimating the cost of equity for the companies in the proxy group.  In step one, Vander Weide applied several standard cost-of-equity methods to market data for a proxy group of comparable companies, including 27 electric utilities and 12 gas utilities, for a total of 39 companies.  Second, he adjusted the average cost of equity for the proxy group for the difference between the average capital structure of the proxy group and Empire's capital structure, which contains significantly more debt financing.  In the first step referred to above, Vander Weide determined that the average cost of equity for his proxy companies was equal to 10.7%.  Vander Weide reached this conclusion through the application of three standard cost-of-equity estimation techniques:  (1) the quarterly Discounted Cash Flow ("DCF") method; (2) the Ex Ante Risk Premium method;  and (3) the Ex Post Risk Premium method; 10.7% was the simple average of the results produced by the three methods.  In the second step referred to above, Vander Weide added 60 basis points to the result of his comparative analysis to reach his final recommendation of 11.3%.  The DCF method assumes that the current market price of a firm's stock is equal to the discounted value of all expected future cash flows.  The Ex Ante Risk Premium method assumes that an investor's current expectations regarding the equity risk premium can be estimated from recent data on the DCF expected rate of return on equity compared to the interest rate on long-term bonds.  The Ex Post Risk Premium method assumes that an investor's current expectations regarding the equity-debt return differential is equal to the historical record of comparable returns on stock and bond investments. The cost of equity under both risk premium methods is then equal to the interest rate on bond investments plus the risk premium.  
20.
Vander Weide testified that the cost of equity for a company depends on its financial risk, which is measured by the market values of debt and equity in its capital structure. Since Empire's recommended capital structure in this proceeding contains significantly more debt than the proxy companies' average capital structures, the cost of equity for the proxy companies must be adjusted upward so that investors in Empire will have an opportunity to earn a return on their investment in Empire that is commensurate with returns they could earn on other investments of comparable risk.  Thus, Vander Weide determined that Empire requires a cost of equity of 11 .3% to compensate investors for the higher financial leverage – debt -- in Empire's capital structure.  He explained that debt investors have a fixed claim on a firm's assets and income that must be paid prior to any payment to the firm's equity investors.  Since the firm's equity investors have only a residual claim on the firm's assets and income, equity investments are necessarily riskier than debt investments.  Investors require a higher rate of return on investments with greater risk.  For this reason, the cost of equity exceeds the cost of debt.  
21.
Business risk is defined as the uncertainty inherent in projections of a company's future rate of return on assets.  Business risk arises as a result of such factors as demand variability, sales-price variability, input-cost variability, ability to adjust output prices for changes in input costs, ability to develop new products in a timely, cost-effective manner, and the extent to which costs are fixed.  Standard & Poor's has developed a ten-point ranking system for assessing business risk in the electric energy business, where "1" indicates the lowest business risk and "10" the highest business risk.  Standard & Poor's has assessed Empire's business position to be "5."  
22.
Financial risk is the additional risk a company faces as a result of using debt financing.  Standard & Poor's has developed a process that considers both qualitative and quantitative factors to assess the financial risk of electric energy companies.  Among the quantitative factors that Standard & Poor's considers are ratios of: (1) funds from operations ("FFO") to total debt; (2) FFO to interest expense; (3) pre‑tax interest coverage; and (4) total debt to total capital.  Standard & Poor's has developed a matrix of target financial ratios for each business position and bond rating category.  For a company such as Empire, with a business position of 5 and a bond rating of BBB, Standard & Poor's has determined that the company should have financial ratios of (1) FFO/total debt:  20.5 to 27.0; (2) FFO/interest coverage:  3.0 to 4.0; (3) pre‑tax interest coverage:  2 .4 to 3.5; and (4) total debt/total capital:  47.0 to 55.0.  Vander Weide testified that Empire's current financial ratios in two categories are below the target ranges required for a BBB rating, one category is at the low end of the range, and only one category is above the midpoint of the target range.  Specifically, Empire's FFO/total debt is 19.6, as compared to the target of 20.5 to 27.0;  its FFO/interest coverage is 2.67, as compared to the target of 3.0 to 4.0; its pre‑tax interest coverage is 2.45, compared to the target of 2.4 to 3.5; and its total debt/total capital is 52.8, compared to the target of 47.0 to 55.0. 

23.
Donald Murry is Professor Emeritus of Economics at the University of Oklahoma.  He has a B.S. degree in Business Administration and M.A. and Ph.D. degrees in Economics, all from the University of Missouri-Columbia.  In his academic career of over 30 years,  he has taught at the University of Missouri-St. Louis in addition to the University of Oklahoma.  He has conducted research and consulted in the area of energy and utility regulatory policy for over 30 years.  He directed the Center for Economic and Management Research at the University of Oklahoma until 1978 and served as Chief of the Economic Studies Division at the Federal Power Commission from 1971 to 1972.  He has offered expert testimony before many federal courts and regulatory agencies, before the United States Senate, and before the utility regulatory commissions of 23 states.  He is an expert in the area of regulatory economics.  

24.
Murry used two methods to estimate the cost of Empire's common equity.  He first estimated Empire's cost of equity using the company-specific DCF method and then compared that result to the results of DCF analyses of a group of comparable companies.  As a check, Murry estimated Empire's cost of common equity using the Capital Asset Pricing Model ("CAPM") method.  He compared that result to the results of CAPM analyses of the same group of comparable companies.  Using the DCF method, Murry's analyses produced  results as high as 11.88% and 13.53%.  Using the CAPM method, Murry's analyses produced results ranging from 10.97% to 11.92%.  Murry then interpreted these results in the context of current economic conditions and Empire's particular financial situation.  In light of his conclusion that Empire's financial condition is sufficiently precarious that the accurate measurement of the cost of capital in this case is "critical," Murry selected a value near the bottom of his range of results, 12.0%, as his final recommendation.   
25.
David Murray has been employed as a Utility Regulatory Auditor III by the Staff of the Public Service Commission since June 2000.  In May 1995, he earned a Bachelor of Science degree in Business Administration with an emphasis in Finance, Banking and Real Estate from the University of Missouri-Columbia.  He earned a Master’s degree in Business Administration from Lincoln University in December 2003.  Murray has filed rate of return and capital structure testimony in several cases before the Commission since his employment on the Staff.  

26.
Murray selected the company‑specific DCF method as the primary tool by which to determine the cost of common equity for Empire.  However, Murray also used the CAPM method and the Risk Premium method to check the reasonableness of his DCF results.  Additionally, Murray selected a group of four comparable companies and applied the DCF method and the CAPM method to them to further test the reasonableness of his company-specific DCF result.  
27.
In performing his company-specific DCF analysis of Empire, Murray reviewed Empire’s actual historical dividends per share, earnings per share and book values per share, as well as projected growth rates for Empire. The projected growth rates were obtained from three outside sources.  I/B/E/S Inc.’s Institutional Brokers Estimate System, August 19, 2004, median five-year earnings-per-share growth rate for Empire was 2.50% with a low of 2.00% and a high of 3.00%.  Standard & Poor’s Corporation’s Earnings Guide, August 2004, projected a five-year earnings-per-share growth rate of 3.00% for Empire.  The Value Line Investment Survey, Ratings and Reports, for July 2, 2004, projected the compound annual rate of growth for earnings-per-share during the next three-to-five years at 6.50% for Empire.  The average of the three outside sources produced a projected growth rate of 4.00%.  The average of the historical and projected growth rates produced an average growth rate of 1.67%.  The historical growth rates for Empire were negative as a result of an anomalous year in 2001.  Value Line calculates its historical five-year and ten-year compound growth rates by taking an average of three years of data for the beginning and ending values in order to smooth out the results.  Even with this smoothing, 2001 was such an abnormal year for Empire that it still caused the historical growth rates to be negative.  For this reason, Murray testified that he didn’t give as much weight to the historical growth rate as he might normally.  He testified that, for this same reason, he did not give as much weight to Value Line’s projected growth rate. Value Line’s projected compound growth rate was based on a period that included Empire’s anomalous performance in 2001, resulting in an upwardly-biased projected growth rate that is not sustainable.  Murray believed that some of I/B/E/S’s and S&P’s analysts had taken the anomalous year into consideration because I/B/E/S’s median estimated five-year EPS growth rate was 2.50% and S&P’s projected five-year earnings-per-share growth rate was 3.00%.  Murray chose a growth rate range of 2.25% to 3.25%.  

28.
The expected yield term (D1/PS) of the annual DCF model is calculated by dividing the amount of common dividends per share expected to be paid over the next twelve months (D1) by the current market price per share of the firm’s common stock (PS).  Even though a strict technical application of the model requires the use of a current spot market price,  Murray chose to use a monthly high/low average market price of Empire’s common stock for the period of February 1, 2004, through July 30, 2004, in an attempt to minimize the effects of market fluctuations on the dividend yield.  Schedule 13 presents the monthly high/low average stock market prices for Empire. Empire’s common stock price ranged from a low of $19.480 per share to a high of $23.480 per share for the period February 1, 2004, through July 30, 2004.  This produced a range for the monthly average high/low market price of $19.990 to $22.725 per share and was used by Murray for the price term (PS) in the DCF model.  The Value Line Investment Survey:  Ratings & Reports, July 2, 2004, stated that Empire’s common dividend declared per share would be $1.28 for 2004 and 2005;  Murray used this value for the amount of common dividends per share (D1) expected-to-be paid by Empire over the next 12 months.  By combining the expected dividend of $1.28 per share and a market price range of $19.990 to $22.725 per share, Murray produced an approximate expected dividend yield of 6.04%. Murray used this figure for the yield factor (D1/PS) in the DCF model.  Murray's final company-specific DCF cost of common equity estimate for Empire was thus a range of 8.29% to 9.29%: 

Yield (D1/P0)
+ Growth Rate (g)
= Cost of Equity (k) 


6.04%

+ 
2.25%

=
8.29%


6.04%

+ 
3.25%

=
9.29%

29.
Murray calculated a DCF cost of common equity for each of the four comparable electric utility companies.  The first step was to calculate a growth rate.  Using the same approach that he had used in determining Empire's growth rate, Murray found that the proxy companies’ average historical growth rates ranged from -3.67% to 3.50% with an overall average of 0.96% for the group. The projected growth rates ranged from 0.50% to 11.00% with an average of 3.90%.  Taking into account the projected and historical growth rates, Murray calculated a range of growth of 2.45% to 3.90% that he used in the DCF calculation for the comparable companies.  His next step was to calculate an expected dividend yield for each of the four electric utility companies.  The projected dividend yields ranged from 3.31% to 5.27% for the four proxy companies with the average at 4.72%;  Murray used the average figure of 4.72% in the DCF calculation for the proxy companies. The dividend yield of 6.06% used for Empire was greater than the average dividend yield for the proxies.  The estimated growth rates and projected dividend yields were then added together to reach an estimated DCF cost of common equity for each of the four proxies.  By adding a range of growth of 2.45% to 3.90% to the average dividend yield of 4.72% for the proxies, Murray calculated an estimated average cost of common equity for the proxies ranging from 7.17% to 8.62%.  
30.
Murray performed a CAPM cost of common equity analysis for Empire as a check on his company-specific DCF result.  For the purposes of his analysis, the risk-free rate was represented by the average yield for the month of August 2004 on 30‑year U.S. Treasury Bonds of 5.06%.  For beta,  Murray used 0.65%, as published in the Value Line Investment Survey:  Ratings & Reports, July 2, 2004.  The final term of the CAPM is the market risk premium.  The market risk premium represents the expected return from holding the entire market portfolio, less the expected return from holding a risk-free investment.  For purposes of his analysis, Murray looked at two time periods for risk premium estimates. The first risk premium Murray used was based on the long-term period of 1926‑2003, which was 6.60%.  The second risk premium Murray used was based on the short-term, recent period of 1994‑2003, which was 3.05%.  These risk premiums were taken from Ibbotson Associates, Inc.’s, Stocks, Bonds, Bills, and Inflation:  2004 Yearbook. Murray's CAPM analysis produced an estimated cost of common equity of 9.35% for Empire when using the long-term risk premium period, and 7.04% using the short-term risk premium period.  Murray considered the long-term risk premium period result to corroborate the top end of his company-specific DCF results.  

31.
Murray also performed a CAPM analysis of his proxy group.  The betas for the proxies averaged 0.75%, which was above Empire’s beta of 0.65%.  Using the long‑term time period of 1926‑2003, the CAPM analysis produced a result of 10.01%;  the short-term time period result was 7.35%.  

32.
Murray also performed a Risk Premium cost of common equity analysis for Empire.  The Risk Premium concept implies that the required return on equity is found by adding an explicit premium for risk to a current interest rate.  This analysis showed, on average, that Empire’s expected return on common equity, as reported by The Value Line Investment Survey:  Ratings & Reports, was 417 basis points higher than the average yield on 30‑year U.S. Treasury Bonds for the period of January 1994 to August 2004.  An average 30‑year U.S. Treasury Bond yield was 5.06% for the month of August 2004. Adding 417 basis points to this 30‑year U.S. Treasury Bond yield produced an estimated cost of common equity of 9.23%.  Murray considered this result to supports the upper part of his company-specific DCF result.  

33.
Travis Allen holds a Bachelor of Science Degree in Business Economics and Finance with a specialization in Financial Markets and Institutions from Southern Illinois University–Edwardsville.  That degree was granted magna cum laude in December of 2001.  Allen also holds a Master of Science degree in Business Economics and Finance with a specialization in Finance from that same school.  He earned his Masters degree in May 2003.  Allen took numerous undergraduate and graduate level classes that taught him the use of the discounted cash flow method, the capital asset pricing method and the means to determine an appropriate capital structure for a company.  He did not, however, specifically study utility finance in college.  Allen's first exposure to finance as related to a regulated utility did not come until he was employed by the Public Counsel as a Public Utility Financial Analyst in March 2004, about a year ago.   
34.
Allen performed a company-specific DCF analysis and a CAPM analysis on both Empire and a comparable group of 13 publicly-traded, electric utility companies to reach his final recommendation that Empire's cost of common equity is between 8.96%‑9.41%.  

35.
The annual form of DCF method can be expressed algebraically by this equation:

k = D1/PS + g
where:
k
is the cost of equity;

g
is the constant annual growth rate of earnings, dividends and book value per share;  

D1
is the expected next period annual dividend;  and

PS
is the current price of the stock.  

36.
Assuming that dividends grow at a constant annual rate, g, this equation can be solved for k, the cost of equity.  The term D1/PS is called the dividend yield component of the annual DCF model, and the term g is called the growth component of the annual DCF model.  The annual DCF model is only a correct expression for the present discounted value of future dividends if the dividends are paid annually.  Vander Weide used a quarterly DCF model since the companies in his proxy group all pay dividends quarterly.  The quarterly DCF model differs from the annual DCF model in that it expresses a company's price as the present discounted value of a quarterly stream of dividend payments.  The quarterly DCF equation shows that the cost of equity is: the sum of the future expected dividend yield and the growth rate, where the dividend in the dividend yield is the equivalent future value of the four quarterly dividends at the end of the year, and the growth rate is the expected growth in dividends or earnings per share.  
37.
The CAPM describes the relationship between a security’s investment risk and its market rate of return. This relationship identifies the rate of return that investors expect a security to earn so that its market return is comparable with the market returns earned by other securities that have similar risk.  The general form of the CAPM is as follows:

k = Rf + β ( Rm - Rf )

where:
k
=
the expected return on equity for a specific security;


Rf
=
the risk-free rate;


β
=
beta;  and


Rm - Rf
=
the market risk premium.  

Depreciation:
38.
Empire's existing composite depreciation rate of 2.27% is "significantly below" the industry average of 2.99%.  Empire spends $40 million to $45 million annually for capital additions, a "maintenance" level of expenditure.  Empire's Depreciation Expense revenue has been only $27.8 million annually.  Empire has added about $100 million of new assets to its ratebase since its last rate case.  
39.
Empire's depreciation consultant, Roff, performed a Depreciation Study.   Roff's study calculated that Empire should receive $25.6 million in additional Depreciation Expense Revenue Requirement, an increase that would nearly double the current level of Depreciation Expense revenue of $27.8 million.  Empire's position is that the facts presented by Roff fully justify an increase of that magnitude.  However, in order to avoid rate shock to its customers, Empire elected to limit its requested increase to $10.2 million.  That figure can be achieved in either of two ways:  (1) simply reduce the rates proposed by Roff on a pro rata basis so that they will produce an annual increase of $10.2 million rather than $25.6 million; or (2) make only a few of the original changes proposed by Roff so that the yield is $10.2 million rather than $25.6 million.  These changes are (1) change to traditional accrual of Net Salvage, but limit negative Net Salvage in the four highest accounts to 100%; (2) use of the Whole Life method rather than the Remaining Life method; (3) extend the estimated retirement date of the Asbury Plant to 2020 from 2014;  and (4) use the updated balances (as of June 30, 2004) rather than the test year balances (December 31, 2003).
40.
For purposes of determining the appropriate service lives for Production Plant Accounts, Empire's consultant, Roff, performed two separate Life Span analyses. The first was based upon historical accounting activity and the second was based upon a forecast of projected investment activity.  The historical analysis performed for Production Plant Accounts consisted of the development of a worksheet of additions, retirements and plant balances for each plant site and primary account.  Original additions were identified separately from interim additions, and interim retirements were identified separately from terminal retirements.  “Original additions” refer to the initial construction cost of a plant or unit. “Interim additions” refer to replacement of initial equipment or the addition of new equipment.  “Interim retirements” refer to retirements of components throughout the life of a plant or unit.  “Terminal retirements” refer to the final retirement of a plant or unit.  Roff believes that utility production plant facilities are unique in that all assets tend to retire at one point in time, in this case, the estimated retirement date.  Empire’s engineers provided Roff with an estimated retirement date for each production unit.  These estimated retire​ment dates assumed normal maintenance and routine capital replacements, but did not include major investments that may be required to comply with environmental regulations.  For each primary account, a forecast worksheet was prepared showing the existing investment, accumulated depreciation, and a projection of interim retirements, as well as the terminal retirement amount.  These amounts were utilized in the development of a depreciation rate that provides for full recovery of these surviving and retiring amounts over the life of the facility.  

50.
In contrast to Empire's use of an estimated, fixed retirement date for each generating unit, Staff’s approach is that there is no fixed retirement date for such plants because experience shows that they actually remain in service indefinitely.  The effect of Empire’s Life Span approach is a shortening of average service lives for generation plant.  Both Staff and Public Counsel performed Average Service Lives analyses of Production Plant accounts similar to that performed in determining Average Service Lives for Mass Property Accounts.  This method involves the fitting of Iowa Curves to historical retirement data and the use of the curves for predictive purposes.  However, Roff testified that these life analyses and, more importantly, the data on which they are based, are not reliable because the sample size is too small.  For example, the number of surviving units contained in the life analysis performed by Public Counsel of the steam production function is no more than five because there are only five generating units contained in the actuarial population.  

51.
Roff used a Life Span forecast approach in order to avoid the methodological problem posed by the small sample size and because the Life Span method best matches what happens to generation facilities in real life.  Generation facilities are actually retired at one point in time.  Roff's Life Span approach results in shorter service lives and higher depreciation rates than those developed by Staff and Public Counsel based on an actuarial analysis.  For example, Public Counsel's witness, Majoros, recom​mended an average service life of 93 years for Account 311 – Steam‑Structures and Improvements – based solely on history. This results in a final retirement for this asset group at age 172 years.  Over 54% of the original asset base would attain an age of 93 years prior to retirement.  Under Majoros’ analysis, the investments in Account 311 for the Iatan Plant, installed in 1980, would not become fully depreciated until the year 2152.  Staff’s average service life recommendation for Account 311 is longer than Majoros’ recommendation.  Roff's Life Span method would result in the Iatan plant being fully depreciated by the year 2020.  Taking the production plant accounts as a whole, the composite average service life developed by Staff in this proceeding is over 49 years. This is exceeded by the composite average service life of over 52 years developed by the Public Counsel. By comparison, the Company’s composite average service life is just under 36 years.  
52.
The  installation, life span and estimated retirement date used by Roff were each plant were as follows:
	Plant Description
	Type
	Installation
	Life Span
	Retirement Dates

	Riverton Unit 7
	Steam
	1950
	40-60 yrs.
	1990-2010

	Riverton Unit 8
	Steam
	1954
	50-60 yrs.
	2004-2014

	Asbury Unit 1
	Steam
	1970
	30-45 yrs.
	2000-2015

	Asbury Unit 2
	Steam
	1986
	25-35 yrs.
	2011-2021

	Iatan Unit 1
	Steam
	1980
	35-45 yrs.
	2015-2025

	Ozark Beach Unit 1
	Hydraulic
	1931
	80-100 yrs.
	2011-2031

	Ozark Beach Unit 2
	Hydraulic
	1931
	80-100 yrs.
	2011-2031

	Ozark Beach Unit 3
	Hydraulic
	1931
	80-100 yrs.
	2011-2031

	Ozark Beach Unit 4
	Hydraulic
	1931
	80-100 yrs.
	2011-2031

	Riverton Unit 9
	Other
	1964
	25-35 / 30-40 yrs.
	1989-2004

	Riverton Unit 10
	Other
	1988
	25-35 / 30-40 yrs.
	2013-2028

	Riverton Unit 11
	Other
	1988
	25-35 / 30-40 yrs.
	2013-2028

	Energy Center Unit 1
	Other
	1978
	25-35 yrs.
	2003-2013

	Energy Center Unit 2
	Other
	1981
	25-35 yrs.
	2006-2016

	Energy Center Jet Engine 1
	Other
	2003
	25-35 yrs.
	2028-2038

	Energy Center Jet Engine 2
	Other
	2003
	25-35 yrs.
	2028-2038

	State Line Unit 1
	Other
	1995
	25-35 yrs.
	2020-2030

	State Line Unit 2-Combined Cycle
	Other
	2001
	25-35 yrs.
	2026-2036


53.
None of these plants had been retired by the time the record in this case was closed, although the high-end estimated retirement date had passed in one case and the low-end estimated retirement date had passed in five cases.  Roff testified that he relied entirely on the retirement date estimates provided by Beecher, an employee of Empire.  Empire had no plans for the replacement of any of the plants whose retirement date had either passed or was imminent.  Such plans would be known to the Commission's Staff if they existed.  
54.
Empire's actual average annual Net Salvage expense was $1.7 million from 1998‑2003.  Empire projects its costs of removal for the years 2004‑2008 to be as follows: for 2004:  $2,124,000; for 2005:  $2,305,000; for 2006:  $3,263,000; for 2007:  $3,596; and for 2008:  $1,342,000.  

55.
The Missouri Public Service Commission has not generally granted net salvage for final retirement of generation plant (terminal net salvage).  Fossil fuel plant sites can be rehabilitated and retained in use.  Staff's witness Guy Gilbert testified that the expenses associated with the final retirement of such plants are speculative, and thus not known and measurable.  There have not been sufficient final retirements of generation plant to make the terminal net salvage of Empire’s generation plants known and measurable.  
56.
Generation plants tend to remain in service indefinitely.  It is the policy of the United States Department of Energy that existing generation facility sites remain in place in the future.  Such sites have value because they are integral to the transmission and distribution system of the electric grid, they typically are owned by the utility, and they have the facilities necessary for the operation of the plant, such as established coal transporta​tion, cooling sources and gas transportation. 
The Settled Issues:
57.
On December 16, 2004, the Staff, Empire, the Public Counsel, Praxair, Inc., and Explorer Pipeline Company jointly filed a Nonunanimous Stipulation and Agreement Regarding Rate Design.  No party filed a timely objection or request for hearing with respect to this Nonunanimous Stipulation and Agreement.  The basic elements of the Rate Design Agreement are:  (a) four revenue-neutral changes to the existing rate design; (b) a mechanism to compute the permanent rate components that, when multiplied by current billing units, will equal Empire’s revenue requirement authorized by the Commission in this case; and (c) Empire’s commitment to evaluate the feasibility and impact of implementing a facilities charge in its next rate case.  The four revenue-neutral rate design changes are:  (a) a new substation facilities credit in the Large Power Service rate schedule that applies to those customers who take service at the transmission voltage and supply their own substation; (b) modest increases in customer charges for Residential and Small General Service customers; (c) a modest shift in the seasonal rate differential which will allow the recovery of a greater proportion of revenues in the winter billing season than the seasonal rate differential in current rates permits; (d) a modest shift in class revenue responsibility that will reduce Small General Service rates relative to the rates to be charged other customer classes.  The rates that will result from these revenue-neutral rate design changes are shown on Attachment 1 of the Rate Design Agreement.  The Rate Design Agreement also specifies that any revenue increase reflected in permanent rates shall be accomplished by increasing all rate components shown on Attachment 1 by the same percentage.  

58.
On December 22, 2004, the Staff, Empire, the Public Counsel, Praxair, Inc., Explorer Pipeline Company, and the Missouri Department of Natural Resources jointly filed a Stipulation and Agreement as to Certain Issues.  No party filed a timely objection or request for hearing with respect to this Stipulation and Agreement.  The issues involved, which totaled $2.8 million in revenue requirement, were settled as a package for $1.4 million in revenue requirement.  The Stipulation and Agreement specifies that Empire's Revenue Requirement shall be increased by $1.4 million annually and that its Rate Base shall be increased by $3,431,284.  The Stipulation and Agreement contains a number of particular agreements as to such items as Pension Accounting, Late Payment Fees, Initiative Design, Implementation and Monitoring, certain Quality of Service issues, and the receipt of certain specified, prepared testimony into the record;  as well as minimum spending commitments by Empire on programs including Low Income Weatherization, the Change A Light, Change The World Program, an HVAC and Appliance Rebate Program, Commercial Energy Audits, and a Wind Energy Assessment.  
59.
On February 22, 2005, Empire, the Public Counsel, Praxair, Inc., and Explorer Pipeline Company jointly filed a Nonunanimous Stipulation And Agreement Regarding Fuel and Purchased Power Expense.  No party filed a timely objection or request for hearing with respect to this Nonunanimous Stipulation and Agreement.  The Stipulation and Agreement provides that a certain specified amount of Revenue Requirement shall be collected in Empire's permanent rates with respect to its Missouri jurisdictional fixed and variable fuel and purchased power costs and that an additional specified amount of Revenue Requirement for such costs shall be collected on an interim basis, subject to true-up and refund, through a surcharge referred to as an Interim Energy Charge ("IEC").  The IEC shall be in effect for three years.  The amount of Revenue Requirement to be included in Empire's permanent rates is $102,994,356;  the additional amount to be collected through the IEC is $8,249,000.
  The actual cents-per-kilowatt-hour IEC to be collected from each customer class is set out in Appendix B to the Stipulation and Agreement.  The amount collected by the IEC is intended to include only the on-system Missouri retail variable costs collected in FERC accounts 501, 547 and 555.  Net revenues from capacity release and gas sales shall be a credit against expenses in the true‑up.  The fixed costs in FERC accounts 501, 547 and 555 shall be collected in permanent rates.  The Stipulation and Agreement sets out other details and provisions governing the operation of the IEC, the true‑up, and any refunds.  
Conclusions of Law

The Missouri Public Service Commission has reached the following conclusions of law.

Jurisdiction:
The record shows that Empire operates generation plants for the purpose of generating electricity for sale at retail.  The Commission concludes that Empire is thus an electrical corporation within the intendments of Section 386.020(15) and a public utility pursuant to Section 386.020(42), RSMo Supp. 2004.
  The Commission thus has jurisdic​tion over Empire's services, activities, and rates pursuant to Sections 386.020(42), 386.250 and Chapter 393.
Burden of Proof:
Section 393.150.2 provides in part, “At any hearing involving a rate sought to be increased, the burden of proof to show that the increased rate or proposed increased rate is just and reasonable shall be upon the . . . electrical corporation . . . and the commission shall give to the hearing and decision of such questions preference over all other questions pending before it and decide the same as speedily as possible.”  
Ratemaking Standards and Practices:
The Commission is vested with the state's police power to set "just and reasonable" rates for public utility services,
 subject to judicial review of the question of reasonableness.
  A “just and reasonable” rate is one that is fair to both the utility and its customers;
  it is no more than is sufficient to “keep public utility plants in proper repair for 

effective public service, [and] . . . to insure to the investors a reasonable return upon funds invested.”
  In 1925, the Missouri Supreme Court stated:
 


The enactment of the Public Service Act marked a new era in the history of public utilities.  Its purpose is to require the general public not only to pay rates which will keep public utility plants in proper repair for effective public service, but further to insure to the investors a reasonable return upon funds invested.  The police power of the state demands as much.  We can never have efficient service, unless there is a reasonable guaranty of fair returns for capital invested.  * * *  These instrumentalities are a part of the very life blood of the state, and of its people, and a fair administration of the act is mandatory.  When we say "fair," we mean fair to the public, and fair to the investors.  
The Commission’s guiding purpose in setting rates is to protect the consumer against the natural monopoly of the public utility, generally the sole provider of a public necessity.
  “[T]he dominant thought and purpose of the policy is the protection of the public . . . [and] the protection given the utility is merely incidental.”
  However, the Commission must also afford the utility an opportunity to recover a reasonable return on the assets it has devoted to the public service.
  “There can be no argument but that the Company and its stockholders have a constitutional right to a fair and reasonable return upon their investment.”
  

The Commission has exclusive jurisdiction to establish public utility rates,
 and the rates it sets have the force and effect of law.
  A public utility has no right to fix its own rates and cannot charge or collect rates that have not been approved by the Commission;
 neither can a public utility change its rates without first seeking authority from the Commis​sion.
  A public utility may submit rate schedules or “tariffs,” and thereby suggest to the Commission rates and classifications which it believes are just and reasonable, but the final decision is the Commission's.
  Thus, “[r]atemaking is a balancing process.”
  
Ratemaking involves two successive processes:
  first, the determination of the “revenue requirement,” that is, the amount of revenue the utility must receive to pay the costs of producing the utility service while yielding a reasonable rate of return to the investors.
  The second process is rate design, that is, the construction of tariffs that will collect the necessary revenue requirement from the ratepayers.  Revenue requirement is 

usually established based upon a historical test year which focuses on four factors:
  (1) the rate of return the utility has an opportunity to earn; (2) the rate base upon which a return may be earned; (3) the depreciation costs of plant and equipment; and (4) allowable operating expenses.
  The calculation of revenue requirement from these four factors is expressed in the following formula:  

RR = C + (V – D) R
where:
RR
=
Revenue Requirement;



C
= 
Prudent Operating Costs, including Depreciation Expense and Taxes;



V
=
 Gross Value of Utility Plant in Service;



D
=
Accumulated Depreciation;  and
R
=
Overall Rate of Return or Weighted Cost of Capital.

The return on the rate base is calculated by applying a rate of return, that is, the weighted cost of capital, to the original cost of the assets dedicated to public service less accumulated depreciation.
  The Public Service Commission Act vests the Commission with the necessary authority to perform these functions.  Section 393.140(4) authorizes the Commission to prescribe uniform methods of accounting for utilities and Section 393.140(8) authorizes the Commission to examine a utility's books and records and, after hearing, to determine the accounting treatment of any particular transaction.  In this way, the Commis​sion can determine the utility's prudent operating costs.  Section 393.230 authorizes the Commission to value the property of electric utilities operating in Missouri, that is, to deter​mine the rate base.
  Section 393.240 authorizes the Commission to set depreciation rates and to adjust a utility's depreciation reserve from time-to-time as may be necessary.  
Rate of Return:
The equation set out above shows that the Revenue Requirement is the sum of two components:  first, the utility's prudent operating expenses, and second, an amount calculated by multiplying the value of the utility’s depreciated assets by a Rate of Return.  For any utility, its fair Rate of Return is simply its composite cost of capital.  The composite cost of capital is the sum of the weighted cost of each component of the utility's capital structure.  The weighted cost of each capital component is calculated by multiplying its cost by a percentage expressing its proportion in the capital structure.  Where possible, the cost used is the "embedded" or historical cost;  however, in the case of Common Equity, the cost used is its estimated cost.  
1.
Capital Structure and Embedded Cost of Capital:
The composition of the capital structure and the embedded cost of the components other than common equity is not difficult to ascertain.  It is simply a "snap shot" as of a given moment in time.  The parties did not agree on the date on which to measure Empire's capital structure.  Empire suggested that capital structure be measured as of December 31, 2003, the end of the Test Year, while Staff and Public Counsel proposed June 30, 2004, the end of the update period.  Empire is engaged in other activities in addition to its regulated electric business and both Empire and the Public Counsel proposed to use a hypothetical capital structure based solely on Empire's regulated electric activities.  Staff proposed the use of Empire's actual consolidated capital structure.  

As it has in the past, the Commission will use Empire's actual consolidated capital structure.  The Commission generally prefers to use the actual, consolidated capital structure of a utility rather than a hypothetical capital structure.
  It has been said that "the use of a hypothetical . . . capitalization substitutes an estimate of what the capital cost would be under nonexisting conditions for what it actually is or will soon be under prevailing conditions."
  First, the actual capital structure is the one considered by analysts and investors when assigning Empire a credit rating or making an investment decision.  Second, the actual capital structure reflects the decisions management has actually made and the effects of those decisions.  A hypothetical capital structure is appropriate only in certain unusual circumstances, for example, to protect ratepayers from imprudent manage​ment decisions.
  Third, the use of embedded cost of debt figures generally requires the use of the actual capital structure as opposed to a hypothetical one.
  
The Commission will use Empire's actual consolidated capital structure as of June 30, 2004, the end of the update period ordered in this case.  The use of updated figures is generally preferable as they more nearly reflect the Company as it will exist on the day that the new rates will take effect.  

2.
Cost of Common Equity:
As stated above, the Commission must estimate the cost of common equity capital.  This is a difficult task, as academic commentators have recognized.
  The United States Supreme Court, in two frequently-cited decisions, has established the constitutional parameters that must guide the Commission in its task.
  In the earlier of these cases, Bluefield Water Works, the Court stated that:

Rates which are not sufficient to yield a reasonable return on the value of the property used at the time it is being used to render the services are unjust, unreasonable and confiscatory, and their enforcement deprives the public utility company of its property in violation of the Fourteenth Amendment.

In the same case, the Court provided the following guidance as to the return due to equity owners:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties;  but it has no constitutional right to profits such as are realized or anticipated in highly profitable enterprises or speculative ventures.  The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.
    

The Court restated these principles in Hope Natural Gas Company, the later of the two cases:

‘[R]egulation does not insure that the business shall produce net revenues.’  But such considerations aside, the investor interest has a legitimate concern with the financial integrity of the company whose rates are being regulated.  From the investor or company point of view it is important that there be enough revenue not only for operating expenses but also for the capital costs of the business.  These include service on the debt and dividends on the stock.  By that standard the return to the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks.  That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.

Two principal methods have emerged for determining the cost of Common Equity:  these are the "market-determined" approach and the "comparable earnings" approach.
  The market-determined approach relies upon stock market transactions and estimates of investor expectations.
  Examples of market-determined methods are the Discounted Cash Flow method ("DCF") and the Capital Asset Pricing method ("CAPM").
  The comparative earnings approach is a comparative method and relies upon the concept of "opportunity cost," that is, the return the investment would have earned in the next best alternative use.
  The comparative earnings approach requires a comparative study of earnings on common equity in both regulated and unregulated enterprises of similar risk.
 None of the analyses performed in the present case utilized the comparative earnings approach.  A method that was used by the expert witnesses that testified in this case, and which does not fall within the boundaries of either of the principal approaches referred to above, is the Risk Premium method.  This method is "relatively straightforward" and requires that the analyst "(1) determine the historic spread between the return on debt and the return on common equity, and (2) add this risk premium to the current debt yield to derive an approximation of current equity return requirements."
  In the final analysis, it is not the method employed, but the result reached, that is important.
  The Constitution "does not bind ratemaking bodies to the service of any single formula or combination of formulas."
  
It is said that this "is an area of ratemaking in which agencies welcome expert testimony and yet must often make difficult choices between conflicting testimony."
  Four expert witnesses offered testimony on this issue:  Dr. James Vander Weide and Dr. Donald Murry for Empire, David Murray for the Commission's Staff, and Travis Allen for the Public Counsel.  The latter two witnesses were permitted to testify over Empire's objection that they did not qualify as experts.  That objection was overruled at the hearing and the Commission reaffirms that ruling now.  
The Missouri Supreme Court has recently explained that the standard for the admission of expert testimony in administrative proceedings, as in civil cases, is that set forth in Section 490.065, which provides:
  

1.
In any civil action, if scientific, technical or other specialized knowledge will assist the trier of fact to understand the evidence or to determine a fact in issue, a witness qualified as an expert by knowledge, skill, experience, training, or education may testify thereto in the form of an opinion or otherwise.  

*  *  *


3.
The facts or data in a particular case upon which an expert bases an opinion or inference may be those perceived by or made known to him at or before the hearing and must be of a type reasonably relied upon by experts in the field  in forming opinions or inferences upon the subject and must be otherwise reasonably reliable.  

The record shows, and the Commission concludes, that both Murray and Allen possess Bachelor and Master degrees in Business Administration and Finance and have received academic training, as well as professional experience, sufficient to meet the minimum standard set in Section 490.065.1.  Any deficiencies in the education, training or experience of either of these witnesses when compared to the professional attainments of Dr. Vander Weide or Dr. Murry go to the weight to be accorded their testimony and not to its admissibility.
  “If the witness has some qualifications, the testimony may be permitted.”
  The record also shows, and the Commission concludes, that the facts and data upon which their testimony and opinions are based are "of a type reasonably relied upon by experts in the field in forming opinions or inferences upon the subject and must be otherwise reasonably reliable.”
  Indeed, they are the same sort of facts, data and methods relied upon by Drs. Vander Weide and Murry, whose expertise is unchallenged.  
The four experts did not agree in their recommendations or in the methods used to reach those recommendations.  Murray and Allen, testifying for Staff and the Office of the Public Counsel, respectively, each used a company-specific DCF approach as his primary analytical tool, checked against the results of DCF analyses of a group of comparable companies and further checked against the results of CAPM analyses of both Empire and of the proxy group.  Their methods and results were similar, although Murray produced significantly lower results than Allen.  Murry, testifying for Empire, also used a company-specific DCF approach as his primary analytical tool, checked against the results of DCF analyses of a proxy group of comparable companies and further checked against the results of CAPM analyses of Empire and of the proxy group.  Murry's analytical strategy was thus broadly similar to those of Murray and Allen, but differed significantly in the details and differed radically in Murry's interpretation.  Vander Weide, in contrast, used a comparative method, the “comparable company” approach.  He did not perform any direct analysis of Empire, but rather applied a DCF analysis and two variants of the Risk Premium method to a large proxy group and then applied an "adder" to the result to reflect Empire's significantly more debt-encumbered and thus risky capital structure.  
The Commission is of the opinion that it must draw primary guidance in the evaluation of the expert testimony from the Supreme Court's Hope and Bluefield decisions.  Pursuant to those decisions, returns for Empire's shareholders must be commensurate with returns in other enterprises with corresponding risks.  Just and reasonable rates must include revenue sufficient to cover operating expenses, service debt and pay a dividend commensurate with the risk involved. The language of Hope and Bluefield unmistakably requires a comparative method, based on a quantification of risk.  
Of the expert witnesses, only Vander Weide used a comparative analytical strategy in which Empire's cost of common equity was determined by examining a proxy group selected on the basis of comparable risk.  The other experts, by contrast, depended primarily upon a company-specific DCF analysis and used a comparative analysis only incidentally, to check the reasonability of the primary results.  The company-specific DCF method seeks to measure investor expectations using company-specific data;  it is merely the expected yield – obtained by dividing the current dividend by the current price per share – plus the sustainable growth rate.  The result is the discounted present value of all expected future cash flows and value increases.  However, the method requires the applica​tion of expert professional judgment at every step:  the selection of the price per share to be used;  the selection of the growth rate to be used;  and the selection of the form of the model to be used.  Confidence in the method's results is necessarily shaken when, as here, three expert analysts, using demonstrably the same analytical strategy founded upon the company-specific DCF method, produce results as widely varying as those sponsored here by Murry, Murray and Allen.  Confidence in the method's results is further diminished when it is used in circumstances that violate its basic assumptions.
  In any event, it is not investor expectations of Empire that are important under Hope and Bluefield, except perhaps with respect to the attraction-of-capital parameter discussed below, it is rather the performance of other companies that are comparable to Empire in terms of risk.  Only through this sort of comparative analysis can a return commensurate with returns in other enterprises with corresponding risks be determined.  

In addition to the comparative analysis discussed above, Hope and Bluefield also expressly refer to objective measures.  The allowed return must be sufficient to ensure confidence in the financial integrity of the company in order to maintain its credit and attract necessary capital.  By referring to confidence, the Court again emphasized risk.  The evidence is unrefuted that Empire's credit rating has been downgraded.  The evidence also shows that Empire's access to capital has been correspondingly impaired – Empire must pay higher rates to borrow money.  Its earnings per share have declined and it has not been able to realize the return on equity of 10.0% authorized in its last rate case.  These facts are significant objective indicators that Empire's rates have been too low and must be increased.  

Of the four analysts, only Vander Weide performed the sort of risk‑based, comparative analysis required by Hope and Bluefield.  For this reason, the Commission will adopt Vander Weide's recommendation of 11.3% as a starting point for determining Empire's Cost of Common Equity.  Vander Weide's recommendation is slightly higher than the industry average of 11.0%, which is reasonable in view of the high level of risk universally assigned to Empire by the analytical services.  It is also well within the "zone of reasonableness" defined by this Commission in a previous case (within 100 basis points above or below the industry average).
  
In its decision in Missouri Gas Energy, the Commission stated that it does not believe that its return on equity finding should "unthinkingly mirror the national average."
  However, the national average is an indicator of the capital market in which Empire will have to compete for necessary capital.  One requirement imposed by Hope and Bluefield  is that Empire's rates be sufficient to permit it to obtain necessary capital.  

Vander Weide added 60 basis points to the average cost of equity produced by his tripartite comparative analysis in order to reflect Empire's more leveraged capital structure.  The level of risk that Empire presents to investors will be reduced by two other aspects of this case.  First, the parties have stipulated to an Interim Energy Charge ("IEC") mechanism, which goes far to reduce the risk over the short term that Empire will not recover its fuel and purchased power expenses.  Second, as shall also be discussed later in this order, the Commission has found for Empire on the Net Salvage issue.  This decision also significantly reduces a risk element often cited by analysts in connection with Empire.  For these reasons, the Commission is of the opinion that Vander Weide's result does not require an upward adjustment of 60 basis points.  Instead, the Commission will reduce the upward adjustment to only 30 basis points, resulting in a Cost of Common Equity of 11.0%.  
Having determined Empire's Cost of Common Equity, the Commission may calculate Empire's composite weighted cost of capital, that is, its fair rate of return:

	Component
	Proportion
	Cost
	Weighted Cost

	Long-term debt
	44.53%
	7.22%
	3.215%

	Preferred securities
	6.32%
	8.92%
	0.564%

	Common equity
	49.14%
	11.00%
	5.405%

	
	100.00%
	
	9.184%


Having calculated Empire's fair rate of return at 9.184%, the following calculations can be made:

	Revenue Requirement

	1.  Net Original Cost Rate Base
	$609,893,448

	2.  Rate of Return
	9.184%

	3.  Net Operating Income Requirement
	$56,012,614

	4.  Net Operating Income Available
	$42,811,123

	5.  Additional Net Operating Income Requirement
	$13,201,491


Depreciation:
Depreciation is an accounting convention under which the value of an asset is reduced proportionately over the course of its useful life.  At the end of its life, the asset is considered to have lost all value except residual salvage value.  If the accounting convention were perfect, an asset would be fully depreciated at the time it is actually 

retired, that is, removed from service.
 In ratemaking, depreciation is an operating expense, the purpose of which is to return to the investors their original investment in an asset as it is consumed in the public service.  "The purpose of the annual allowance for depreciation and the resulting accumulation of a depreciation reserve is . . . to enable the utility to recover the cost of such property to it."
  Depreciation expense is booked to the depreciation reserve, which amount is deducted in ratemaking from the original cost basis of the utility's plant-in-service or rate base.  The resulting net rate base is the present value of the investors' capital assets devoted to public service. 
The Constitution requires that the investors' original capital outlay be returned to them in rates as the utility's assets are expended in the public service:  

A water plant, with all its additions, begins to depreciate in value from the moment of its use.  Before coming to the question of profit at all the company is entitled to earn a sufficient sum annually to provide not only for current repairs but for making good the depreciation and replacing the parts of the property when they come to the end of their life. . . . [The Company] is entitled to see that from earnings the value of the property invested is kept unimpaired, so that at the end of any given term of years the original investment remains as it was at the  beginning.
   

It is well-established that depreciation is to be based on the original cost of the utility assets.  "[T]his Court recognized in Lindheimer v. Illinois Bell Tel. Co.,
 the propriety of basing annual depreciation on cost.  By such a procedure the  utility is made whole and the integrity of its investment maintained.  No more is required."
  Section 393.240 authorizes the Commission to require electric utilities in Missouri to maintain depreciation accounts. 
Empire seeks an increase in annual depreciation expense of approximately $10.2 million, a figure that is less than half of the increase of $25.6 million that its depreciation consultant recommended.  To achieve this increase, Empire seeks to raise its composite depreciation rate to 3.30% annually from its present level of 2.27%.  Specifically, Empire proposes the use of updated balances rather than Test Year balances;  the use of average service lives for mass property accounts based on mortality data;  the use of life span analysis for production plant accounts, but with a modified retirement date for the Asbury Plant;  and the "traditional" accrual of net salvage, capped at 100%. 
1.
Mass Property Accounts Service Lives:
With respect to Mass Property Accounts, the issue is what amount to include in Revenue Requirement for Depreciation Expense related to this category of property.  "Mass property" includes transmission, distribution and general plant assets. The parties differ in the length of the service lives they use, with Empire proposing longer service lives for mass property, resulting in lower rates.  In the Average Service Life Method, service lives are determined for each asset category by fitting statistically-derived Iowa Curves to historical data.  In this way, the Iowa curve serves as a prediction of future retirement experience.  While both Staff and Empire used the same Average Service Life Method, Empire's consultant made further adjustments based on Company experience and expectations.  These adjustments result in longer service lives and, consequently, a lower Revenue Requirement.  
This issue does not require lengthy analysis.  Public Counsel generally supports Empire's position as it results in a lower Revenue Requirement and thus lower rates.  The Commission will adopt Empire's position with respect to the service lives of mass property accounts, thereby reducing Empire's Revenue Requirement by $454,780.
 
2.
Production Property Accounts Service Lives:
Staff and Empire agree that, because the service life of each individual piece of production plant cannot be known at the time it is put into service, its service life must be estimated.  However, they do not agree on the method by which to make these estimates.  In general, Empire proposes the use of shorter service lives in depreciating Production Accounts, resulting in higher depreciation rates and a higher Revenue Requirement.  Empire's position, if accepted, would increase the annual depreciation expense and revenue requirement by $3,089,159 over Staff’s proposal and $3,020,535 over Public Counsel’s proposal.
  
In determining the Service Lives to be used in depreciating production accounts, that is, generating plants, Empire proposes the use of the Life Span method.  The Life Span method depends on Company estimates of service lives.  Staff and Public Counsel criticize Empire's position on the grounds that the estimated retirement dates of Empire's plants, upon which Roff's analyses were based, are simply not credible.  Staff and Public Counsel instead urge the use of the Average Service Life method with Production Plant Accounts just as with Mass Property Accounts; in other words, the fitting of Iowa Curves to historical data.  Roff testified that the sample sizes are simply too small to support the use of this statistical method.  
The record shows that Empire has retired no plants, although the purported estimated date for doing so has come and gone in at least one case.  Further, Empire has no plans to replace any of its plants, a circumstance that suggests that retirement is not imminent.  The record shows that generation plants tend to remain in service indefinitely under present conditions and that this is likely to continue to be the case in the future.  For these reasons, the Commission will reject the reduced service lives sponsored by Empire in favor of the longer lives produced through the use of Iowa Curves as advocated by Staff and Public Counsel.  The Commission concludes that the estimated retirement dates relied upon by Roff are simply not persuasive.  
3.
Net Salvage:
The most contentious issue in the area of depreciation is that of Net Salvage, or, more properly, Negative Net Salvage.  Salvage is the scrap value of a depleted asset that is no longer useful for utility service.  Net Salvage is the quantity that remains after the cost of removing the asset is subtracted from its salvage value.  Often, Net Salvage is negative because the cost of removing the asset exceeds its salvage value.  In that case, the difference is properly charged to ratepayers in rates.  
Traditional regulatory accounting includes Net Salvage as a component of Depreciation Expense.  However, Staff has advocated a different approach over the past several years and that is the approach that was actually adopted in Empire's last rate case.
  Staff's favored approach is to remove the Net Salvage component from Deprecia​tion Expense and to recognize Net Salvage as an operating expense as it occurs.  The effect is to reduce the utility's Depreciation Expense  and, thus, Revenue Requirement, by a significant amount.  
Under the traditional accrual method favored by Empire, the depreciation rate for a particular asset or group of assets is calculated as follows:

Depreciation Rate
=
100%    –    % Net Salvage_





Average Service Life (years)
In this formula, net salvage equals the gross salvage value of the asset minus the cost of removing the asset from service.
  The net salvage percentage is determined by dividing the net salvage experienced for a period of time by the original cost of the property retired during that same period of time.
  
The present case involves Net Salvage of both Mass Property and Production Accounts.  In the case of the latter, a further distinction is made between Interim Net Salvage and Terminal Net Salvage.  Interim Net Salvage refers to the salvage and removal costs associated with interim retirements. Terminal Net Salvage refers to the ultimate dismantlement of plant facilities, which includes both salvage and removal costs.  Empire urges the Commission to return to traditional Net Salvage accounting and to include an amount for the accrual of Net Salvage in Depreciation Expense.  The effect of Empire's proposal would generally be to increase Revenue Requirement by about $5,327,460 for Mass Property, ($555,959) for Production  Property Interim Net Salvage and $870,139 for Production Property Terminal Net Salvage.
  

First, with respect to Empire's position on Interim Net Salvage of Plant Accounts, the result of adopting Empire's position would be a reduction in annual Revenue Requirement of $555,959.  As with the issue of Mass Property Service Lives, the Commis​sion is of the opinion that Empire's position should be adopted.  

Second, with respect to Terminal Net Salvage of Production Plant Accounts,  this Commission generally has not allowed the accrual of this item.  The reason is that generating plants are rarely retired and any allowance for this item would necessarily be purely speculative.  It is true that all depreciation is founded upon estimates, but all estimates are not unduly speculative.  Just as utility companies plan rate cases around the projected in-service dates of new plants, so Empire can plan around the retirement of its generating plants so that the Net Salvage expense is incurred in a Test Year.  Another alternative is the device of the Accounting Authority Order.  As already discussed in connection with the Production Account Service Life issue, there is no evidence that the retirement of any of Empire’s plants is imminent and the estimated retirement dates considered in this proceeding are not persuasive.  For these reasons, the Commission will not allow the accrual of any amount for Terminal Net Salvage of Production Plants.  
Remaining is the issue of Net Salvage on Mass Property.  Staff opposes the accrual of this item, arguing that Net Salvage should not be accrued through depreciation rates in the traditional manner, but instead should be based on an average of the Net Salvage actually experienced over a representative time period.  Public Counsel asserts a similar position and argues that the accrual of Net Salvage is nothing more than an enforced and improper capital contribution from ratepayers.  
In a recent case, the Commission stated that the fundamental goal of depreciation accounting is to allocate the full cost of an asset, including its Net Salvage cost, over its economic or service life so that utility customers will be charged for the cost of the asset in proportion to the benefit they receive from its consumption.
  The Commission found in that case that the traditional accrual method used by the utility was consistent with that fundamental goal.
  It is the policy of this Commission to return to traditional accounting methods for Net Salvage.  

Staff and the Public Counsel express dismay at the disparity between actual costs incurred by utilities such as Empire to remove depreciated assets and the traditional negative net salvage accruals.  Public Counsel compares the $10.2 million in additional annual Depreciation Expense sought by Empire in this case to Empire's admitted cost-of-removal projections over the five years from 2004 to 2008, inclusive, which do not total $10 million for the entire period.  The Commission addressed this point in the Laclede case already cited:


In criticizing the accrual method for determining net salvage, Staff did show that Laclede is recovering more in depreciation for net salvage than it is currently spending.  Ratepayers pay $2.3 million more in depreciation annually under the accrual method than under Staff’s proposed expense method.  


Laclede explained this result, however, with evidence showing a consistent and significant upward trend over time in both the installation cost of the plant used by Laclede to provide utility service, as well as in the cost to remove such plant from service.  In fact, just maintaining the net salvage percentage at its historical rate would result in a higher level of net salvage costs than that currently being realized by the Company, since it applies to an asset base that has grown and continues to grow over time.  For example, the evidence shows that in 1950 Laclede’s total plant in service was only 6 percent of what it is today.  

As in the Laclede case cited above, it is the Commission's conclusion that, with respect to Mass Property, traditional accrual of Net Salvage is required.  As proposed by Empire, this accrual will be capped at 100%.  
4.
Updated Balances:
Empire also proposed the use of updated balances rather than Test Year balances.  None of the parties appear to oppose this request and the Commission, consequently, will grant it.   
The Settled Issues:
Three separate Stipulations and Agreements were filed.  None were joined by all parties.  However, because no party filed an objection to any of the Stipulations and Agreements, the Commission may,  pursuant to Commission Rule 4 CSR 240-2.115(2), treat each of the Stipulations and Agreements as unanimous.  The Commission has the legal authority to accept a stipulation and agreement as offered by the parties as a resolution of issues raised in this case.
  In reviewing the Stipulations and Agreements submitted by the parties, the Commission notes that:

(a)
Every decision and order in a contested case shall be in writing, and, except in default cases disposed of by stipulation, consent order or agreed settlement, the decision, including orders refusing licenses, shall include or be accompanied by findings of fact and conclusions of law.  *   *   *  

Consequently, the Commission need not make either findings of fact or conclusions of law with respect to the issues resolved by the Stipulations and Agreements.  The Commission convened an evidentiary hearing in this case and the parties presented such evidence as they chose;  the requirement of a hearing has been met.  
The Commission has reviewed the Stipulations and Agreements filed in this case and is of the opinion that they are just and reasonable and should be approved.  
IT IS THEREFORE ORDERED:
1. That the proposed electric service tariff sheets submitted under Tariff File No. YE-2004-1324 on April 30, 2004, by Empire District Electric Company for the purpose of increasing rates for retail electric service to customers are hereby rejected.  The specific sheets rejected are:
_____________P.S.C. Mo. No. 5, Section A_________________
20th Revised Sheet No. 1, Canceling 19th Revised Sheet No. 1

                       _P.S.C. Mo. No. 5, Section 1     __                         
12th Revised Sheet No. 1, Canceling 11th Revised Sheet No. 1

9th Revised Sheet No. 2, Canceling 8th Revised Sheet No. 2

                       P.S.C. Mo. No. 5, Section 2                              
11th Revised Sheet No. 1, Canceling 10th Revised Sheet No. 1

11th Revised Sheet No. 2, Canceling 10th Revised Sheet No. 2

11th Revised Sheet No. 3, Canceling 10th Revised Sheet No. 3

12th Revised Sheet No. 4, Canceling 11th Revised Sheet No. 4

11th Revised Sheet No. 5, Canceling 10th Revised Sheet No. 5

11th Revised Sheet No. 6, Canceling 10th Revised Sheet No. 6

11th Revised Sheet No. 7, Canceling 10th Revised Sheet No. 7

7th Revised Sheet No. 9, Canceling 6th Revised Sheet No. 9

6th Revised Sheet No. 13, Canceling 5th Revised Sheet No. 13

                           P.S.C. Mo. No. 5, Section 3                              
12th Revised Sheet No. 1, Canceling 11th Revised Sheet No. 1

16th Revised Sheet No. 2, Canceling 15th Revised Sheet No. 2

11th Revised Sheet No. 3, Canceling 10th Revised Sheet No. 3

11th Revised Sheet No. 4, Canceling 10th Revised Sheet No. 4

3rd Revised Sheet No. 5, Canceling 2nd Revised Sheet No. 5

1st Revised Sheet No. 6, Canceling Original Sheet No. 6

Original Sheet No. 7

Original Sheet No. 8

Original Sheet No. 9

                           P.S.C. Mo. No. 5, Section 4                                
2nd Revised Sheet No. 8, Canceling 1st Revised Sheet No. 8

4th Revised Sheet No. 17 (Rider IEC), Canceling 3rd Revised Sheet No. 17

4th Revised Sheet No. 17 (Rider FA), Canceling 3rd Revised Sheet No. 17

                         P.S.C. Mo. No. 5, Section 5__                             
4th Revised Sheet No. 18, Canceling 3rd Revised Sheet No. 18

2. That Empire District Electric Company may file proposed electric service tariff sheets in compliance with this Report and Order.  
3. That the Nonunanimous Stipulation and Agreement Regarding Rate Design, filed on December 16, 2004, and deemed to be unanimous by operation of Commission Rule, is hereby approved.  The parties shall comply with the terms of the Stipulation and Agreement.  

4. That the Unanimous Stipulation and Agreement as to Certain Issues, filed on December 22, 2004, is hereby approved.  The parties shall comply with the terms of the Stipulation and Agreement.  

5. That the Nonunanimous Stipulation and Agreement Regarding Fuel and Purchased Power Expense, filed on February 22, 2005, and deemed to be unanimous by operation of Commission Rule, is hereby approved.  The parties shall comply with the terms of the Stipulation and Agreement.  

6. That all pending motions, not otherwise disposed of herein, are hereby denied.  

7. That this Report and Order shall become effective on March 27, 2005.

8. That this case may be closed on March 28, 2005.

BY THE COMMISSION

Dale Hardy Roberts

Secretary/Chief Regulatory Law Judge

( S E A L )

Davis, Chm., Murray, and Appling, CC., 

concur;

Gaw and Clayton, CC., dissent, with 
separate dissenting opinion attached;

certify compliance with the provisions 

of Section 536.080, RSMo.

Thompson, Deputy Chief Regulatory Law Judge
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� On December 7, 2004, Staff's Letter with Updated Reconciliation and Updated Accounting Schedules;  On December 8, the Joint Recommendation Regarding Structure for an Interim Fuel and Purchased Power Mechanism and the Revised Joint Recommendation Regarding Structure for an Interim Fuel and Purchased Power Mechanism;  on December 9, the 2nd Revised Joint Recommendation Regarding Structure for an Interim Fuel and Purchased Power Mechanism, the Corrected Direct, Rebuttal and Surrebuttal Testimony of Brad Beecher, HC and NP;  on December 10, Corrected Schedule TA-13;  on December 14, the December Report of the U.S. Energy Information Administration and Staff's Response to the 2nd Revised Joint Recommendation;  on December 15, Letters and Telephone Contacts from Empire's customers, Empire's Objections to the Joint Recommendations, and Staff's Letter with Comparison of Returns on Equity for Empire District Electric Company;  on December 16, a page from the Gas Daily showing NYMEX forecasted gas prices;  on December 30, a Letter and Staff`s Response to the Commission`s Fuel Price Scenarios;  on January 5, 2005, two pages of responses to questions asked from the bench of Staff witness Guy Gilbert and a spreadsheet of terminal dismantlement costs, also in response to bench questions;  on January 7, Empire's Response to the Commission's Order Directing Filing of December 20 (Fuel Price Scenarios);  on January 12, Late-filed Exhibit 141, pages 1 and 2 (gas price forecasts);  on January 19, Staff's 2nd Updated Reconciliation;  on February 14, Late-filed Exhibit 142, pages 1-5 (gas price forecasts; corrected pages were filed on February 15); on February 28, Late-filed Exhibit 124; and on March 9, Staff’s 3rd Updated Reconcilia�tion and 2nd Revised Accounting Schedules. 


� The Commission's Staff did file Comments in response to the Nonunanimous Stipulation, but expressly stated that these were not objections.  


� Only the issues and sub-issues not resolved by the three stipulations are shown.  The numbering of the issues is unchanged from the original list.  The parties' positions on the issues are discussed, to the extent necessary, elsewhere in this order.  


� Section 386.420.2, RSMo 2000.  All further statutory references, unless otherwise specified, are to the Revised Statutes of Missouri  (RSMo), revision of 2000.    


� St. ex rel. Laclede Gas Co. v. Pub. Serv. Comm'n  of Mo., 103 S.W.3d 813, 816 (Mo. App., W.D. 2003);  St. ex rel. Noranda Aluminum, Inc. v. Pub. Serv. Comm'n, 24 S.W.3d 243, 245 (Mo. App., W.D. 2000). 


� Glasnapp v. State Banking Bd., 545 S.W.2d 382, 387 (Mo. App. 1976).


� Id. (quoting 2 Am.Jur.2d Administrative Law § 455, at 268).  


� St. ex rel. Int'l. Telecharge, Inc. v. Mo. Pub. Serv. Comm'n, 806 S.W.2d 680, 684 (Mo. App., W.D. 1991)  (quoting St. ex rel. Am. Tel. & Tel. Co. v. Pub. Serv. Comm'n, 701 S.W.2d 745, 754 (Mo. App., W.D. 1985)).


� St. ex rel. Monsanto Co. v. Pub. Serv. Comm'n, 716 S.W.2d 791, 795 (Mo. banc 1986) (relying on St. ex rel. Rice v. Pub. Serv. Comm'n, 359 Mo. 109, 220 S.W.2d 61 (1949)).  


� Sec�tions 386.700 and 386.710.


� Section 386.071.


� Based on Staff's 2nd Revised Accounting Schedules, filed March 9, 2005.


� Id.


� These are the Missouri jurisdictional amounts.  The total company figures are $125,000,000 and $10,000,000, respectively.  


� Unless otherwise specified, all statutory references are to the Revised Statutes of Missouri (RSMo), revision of 2000.  


� Section 393.130, in pertinent part, requires a utility's charges to be "just and reasonable" and not in excess of charges allowed by law or by order of the commission.  Section 393.140 authorizes the Commission to determine "just and reasonable" rates.  


� St. ex rel. City of Harrisonville v. Pub. Serv. Comm'n of Missouri, 291 Mo. 432, 236 S.W. 852 (1922); City of Fulton v. Pub. Serv. Comm'n, 275 Mo. 67, 204 S.W. 386 (1918), error dis’d, 251 U.S. 546, 40 S.Ct. 342, 64 L.Ed. 408; City of St. Louis v. Pub. Serv. Comm'n of Missouri, 276 Mo. 509, 207 S.W. 799 (1919); Kansas City v. Pub. Serv. Comm'n of Missouri, 276 Mo. 539, 210 S.W. 381 (1919), error dis’d, 250 U.S. 652, 40 S.Ct. 54, 63 L.Ed. 1190; Lightfoot v. City of Springfield, 361 Mo. 659, 236 S.W.2d 348 (1951).


� St. ex rel. Valley Sewage Co. v. Pub. Serv. Comm'n, 515 S.W.2d 845 (Mo. App., K.C.D. 1974).  


� St. ex rel. Washington University et al. v. Pub. Serv. Comm'n, 308 Mo. 328, 344�45, 272 S.W. 971, 973 (en banc).


� Id.


� May Dep't Stores Co. v. Union Elec. Light & Power Co., 341 Mo. 299, 107 S.W.2d 41, 48 (1937).  


� St. ex rel. Crown Coach Co. v. Pub. Serv. Comm'n, 238 Mo. App. 287, ___, 179 S.W.2d 123, 126 (1944).   


� St. ex rel. Utility Consumers Council, Inc. v. Pub. Serv. Comm'n, 585 S.W.2d 41, 49 (Mo. banc 1979).  


� St. ex rel. Missouri Public Service Co. v. Fraas, 627 S.W.2d 882, 886 (Mo. App., W.D. 1981).


� May Dep't Stores, supra, 341 Mo. at  ___, 107 S.W.2d at 57.  


� Utility Consumers Council, supra, 585 S.W.2d at 49.  


� Id.


� Deaconess Manor Ass'n v. Pub. Serv. Comm'n, 994 S.W.2d 602, 610 (Mo. App., W.D. 1999).  


� May Dep't Stores, supra, 341 Mo. at ___, 107 S.W.2d at 50.


� St. ex rel. Union Elec. Co. v. Pub. Serv. Comm'n, 765 S.W.2d 618, 622 (Mo. App., W.D. 1988).  


� It is worth noting here that Missouri recognizes two distinct ratemaking methods:  the "file-and-suspend" method and the complaint method.  The former is initiated when a utility files a tariff implementing a general rate increase and the second by the filing of a complaint alleging that the subject utility's rates are not just and reasonable.  See Utility Consumers Council, supra, 585 S.W.2d at 48-49;  St. ex rel. Jackson County v. Pub. Serv. Comm'n, 532 S.W.2d 20, 28-29 (Mo. banc 1975), cert. denied, 429 U.S. 822, 50 L.Ed.2d 84, 97 S.Ct. 73 (1976).    


� St. ex rel. Capital City Water Co. v. Missouri Pub. Serv. Comm'n, 850 S.W.2d 903, 916 n. 1 (Mo. App., W.D. 1993).  


� In the present case, the test year was established as the twelve months ending December 31, 2003, updated for known and measurable changes through June 30, 2004.  In the Matter of the Tariff Filing of the Empire District Electric Company to Implement a General Rate Increase for Retail Electric Service to Customers in its Missouri Service Area, Case No. ER-2004-0570 (Order Concerning Test Year and True-up, and Adopting Procedural Schedule, issued June 17, 2004) at 7.   


� Id., citing Colton, "Excess Capacity:  Who Gets the Charge From the Power Plant?," 34 Hastings L.J. 1133, 1134 & 1149-50 (1983).  


� See St. ex rel. Union Elec. Co. v. Pub. Serv. Comm'n, supra.  


� Section 393.135 expressly prohibits the inclusion in electric rates of costs pertaining to property that is not "used and useful."  


� See In the Matter of Empire District Electric Company, Case No. ER-2001-299 (Report & Order, issued Sept. 20, 2001) 17;  and see In the Matter of Missouri Gas Energy, Case No. GR-2004-0209 (Report & Order, issued Sept. 21, 2004) 12-13.    


� C.F. Phillips, Jr., The Regulation of Public Utilities, 390 (1993), quoting J.C. Bonbright, Principles of Public Utility Rates, 243-44.  


� Id., at 14;  In the Matter of St Joseph Light & Power, 2 Mo.P.S.C.3d 248, 250 (1993). 


� L.S. Goodman, 1 The Process of Ratemaking, 603 (1998).  


� Phillips, The Regulation of Public Utilities, supra, 394;  Goodman, 1 The Process of Ratemaking, supra, 606.  


� Fed. Power Comm'n v. Hope Nat. Gas Co., 320 U.S. 591, 64 S.Ct. 281, 88 L.Ed. 333 (1943);  Bluefield Water Works & Improv. Co. v. Pub. Serv. Comm'n of West Virginia, 262 U.S. 679, 43 S.Ct. 675, 67 L.Ed. 1176 (1923).  


� Bluefield, supra, 262 U.S. at 690, 43 S.Ct. at 678, 67 L.Ed. at 1181.


� Id., 262 U.S. at 692-93, 43 S.Ct. at 679, 67 L.Ed. at 1182-1183.


� Hope Nat. Gas Co., supra, 320 U.S. at  603,  64 S.Ct. 288, 88 L.Ed. 345 (citations omitted).


� Phillips, supra, 394.  


� Id.  


� Id.


� Id., at 397.  


� Id., at 397-98.  


� Id., at 399.  


� Within a wide range of discretion the Commission may select the methodology.  Missouri Gas Energy v. Public Service Comm'n, 978 S.W.2d 434 (Mo. App., W.D. 1998), rehearing and/or transfer denied;  State ex rel. Associated Natural Gas Co. v. Public Service Commission, 706 S.W.2d 870, 880, 882 (Mo. App., W.D. 1985);  State ex rel. Missouri Public Service Co. v. Fraas, 627 S.W.2d 882, 888 (Mo. App., W.D. 1981).  It may select a combination of methodologies.  State ex rel. City of Lake Lotawana v. Public Service Comm'n of State, 732 S.W.2d 191, 194 (Mo. App., W.D. 1987). 


� Fed. Power Comm'n v. Nat. Gas Pipeline Co., 315 U.S. 575, 586, 62 S.Ct. 736, 743, 86 L.Ed. 1037, 1049�50 (1942).  


� Goodman, 1The Process of Ratemaking, supra, 606.  


� St. Bd. of Reg. for the Healing Arts v. McDonagh, 123 S.W.3d 146, 149 (Mo. banc 2003).


� Hord v. Morgan, 769 S.W.2d 443, 448 (Mo. App., E.D. 1989):  “the extent of an expert’s experience or training in a particular field goes to the weight of the testimony and does not render the testimony incompetent.”  


� Whitnell v. State, 129 S.W.3d 409, 413 (Mo. App., E.D. 2004).


� Section 480.065.3;  see McDonagh, supra, 123 S.W.3d at 157.  


� Murray admitted that Empire violated the fundamental assumptions of the DCF model.  Tr. 1281-2. 


� In the Matter of Missouri Gas Energy, Case No. GR-2004-0209 (Report & Order, issued Sept. 21, 2004) 20.  


� Id.


� Figures are based on Staff's 2nd Revised Accounting Schedules, filed on March 9, 2005.


� See In the Matter of St. Louis County Water Company, 4 Mo.P.S.C.3d 94, 102�3 (1995); In the Matter of Depreciation, 25 Mo.P.S.C. (N.S.) 331.   


� St. ex rel. Martigney Creek Sewer Co. v. Pub. Serv. Comm'n, 537 S.W.2d 388, 396-397 (Mo. banc 1976).  


� Knoxville v. Knoxville Water Co., 212 U.S. 1, 13-14, 29 S.Ct. 148, 152, 53 L. Ed. 371, 381 (1909).  


� 292 U.S. 151, 54 S.Ct. 658, 78 L.Ed. 1182 (1934).


�  Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591, 606-607, 64 S.Ct. 281, 289-90, 88 L.Ed. 333, 347 (1944).  


� The figures are taken from Staff’s 3rd Updated Reconciliation, filed on March 9, 2005.


� Id.


� In the Matter of Empire District Electric Co., Case No. ER-2001-299 (Report & Order, issued Sept. 20, 2001).  


� In the Matter of Laclede Gas Co., Case No. GR-99-315 (3rd Report & Order, issued Jan. 11, 2005).  


� Id.


� Id.


� The figures are taken from Staff’s 3rd Updated Reconciliation, filed on March 9, 2005.


� Id., at 7.  


� Id.  


� Id., at 8-9.  


�Section 536.060, RSMo Supp. 2004.  


�Section 536.090, RSMo Supp. 2004.  This provision applies to the Public Service Commission.  St. ex rel. Midwest Gas Users' Assoc. v. Pub. Serv. Comm'n, 976 S.W.2d 485, 496 (Mo. App., W.D. 1998).  


� Unusually, Section 4 of Empire's P.S.C. Mo. No. 5 includes two sheets numbered 17.  
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