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Staff’s Initial Brief

COMES NOW the Staff (“Staff”) of the Missouri Public Service Commission (“Commission”), and files this Initial Brief in the above-styled proceeding.  The three general issues, Rate of Return, Depreciation, and Fuel and Purchased Power/IEC/IEC Rate Design are discussed in the order in which they appear in the Proposed List of Issues, List of Witnesses and Order of Cross-Examination filed on December 1, 2004.

I.
RATE OF RETURN

A.
The constitutional standard established by Bluefield and Hope.


Two decisions by the United State Supreme Court establish the standard that the Commission must adhere to in establishing Empire’s allowed rate of return.  In the first of these cases, Bluefield Water Works and Improvement Company v. Public Service Commission of the State of West Virginia, 262 U.S. 679 (1923), the Supreme Court made the following statement:

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.  A rate of return may be reasonable at one time and become too high or too low by changes affecting opportunities for investment, the money market and business conditions generally.  Id., at 692-3.


Twenty years later, in Federal Power Commission et al. v. Hope Natural Gas Company, 320 U.S. 591 (1944), the Supreme Court stated as follows:

The rate-making process …, i.e., the fixing of “just and reasonable” rates, involves a balancing of the investor and the consumer interests.  Thus we stated … that “regulation does not insure that the business shall produce net revenues” … 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.  Id., at 603.


All parties to this case agree that Bluefield and Hope are the two seminal cases that must guide the Commission in establishing an allowed rate of return for Empire.


B.
Commission endorsement of the DCF Model.



1.
Commission decisions supporting use of the DCF Model.  


By long-established precedent, the Commission has adopted and accepted the company-specific Discounted Cash Flow (“DCF”) analysis as the proper means to comply with the requirements of the Hope and Bluefield cases.  These decisions by the Commission go back many years, have been consistently followed, and have never been overturned by any appellate court.  A few examples will suffice to illustrate the point.


An early example may be found in Kansas City Power and Light, 28 Mo. P.S.C. (N.S.) 228, 246, decided in 1986.  The Commission said in its Report and Order:

Having reviewed the parties’ position, the Commission finds that the DCF analysis is the appropriate method to utilize in determining the preoperational return on equity for KCPL.

In that case, the Commission determined the preoperational return on equity for an electric utility that had just completed construction of a nuclear generating facility. 

In a more conventional electric utility rate increase case, decided a couple of weeks later, the Commission elaborated on its views about the DCF analysis.  In its Report and Order in Arkansas Power and Light, 28 Mo. P.S.C. (N.S.) 435, 472, the Commission stated the following:

The Commission has in recent cases adopted the DCF theory as the most reasonable method for determining the return on equity for a public utility company.  This theory provides a reasonable estimate of investors’ expectations of a return on equity based upon a company’s dividend yield and dividend growth rate.  The Commission prefers to utilize the actual data for the company in question in reaching its determination.  Where, as here, a company’s common stock is not publicly traded, a proxy must be used.


In Aquila’s 1997 rate case, Case Nos. ER-97-394, ET-98-103 and EC-98-126, the Commission reiterated this view, stating:

The testimony reflects the fact that the DCF method is currently accepted as the most appropriate indicator of the cost of common equity and has been used consistently by this Commission for a long period of time.

In that case, the Commission adopted the Staff’s recommendation, which was based primarily on the DCF Model analysis of the comparable companies and of UtiliCorp (as Aquila was then known) itself.


A few years later, in Case No. ER-2001-299, the most recently litigated case involving Empire, which is the subject of the present proceeding, the Commission repeated its position, stating as follows:

Historically, the Commission has primarily relied upon the Discounted Cash Flow (“DCF”) Method of determining the appropriate return on equity (“ROE”) for a regulated utility company.

The Commission, in that case, relied upon a company-specific DCF analysis to arrive at the 10.00% authorized return on equity, utilizing other cost-of-equity models as a test of the reasonableness of the results of the DCF analysis.


Also, in St. Louis County Water Company’s last litigated rate case, Case No. WR-2000-844, the Commission allowed an ROE of 10.75%, which was the midpoint of the Staff’s recommendation, based upon a parent company-specific (American Water Works) DCF analysis.  The Staff also performed a Capital Asset Pricing Model (“CAPM”) analysis and a risk premium analysis on American Water Works (“AWK”). In addition Staff performed DCF, CAPM and risk premium analyses on a group of comparable companies as a check on the reasonableness of its recommendation. However, the authorized ROE was based upon the results of the Staff’s DCF analysis.


The most recent litigated rate case was the MGE rate case, decided in September 2004.  Although the Commission looked at the average returns allowed on litigated cases nationwide, and made adjustments to those figures, it did so only after confirming that the 10.5% ROE that it authorized was consistent with the corrected results of DCF analyses prepared by the three witnesses in the case, who all utilized the DCF Model.

  

2.
Summary of Commission precedent. 

From the foregoing, it is clear that the Commission has repeatedly and consistently held that a Discounted Cash Flow analysis is the most reasonable and appropriate method of determining the appropriate return on equity for a regulated utility company, and that this analysis should be conducted on a company-specific basis, if possible.  Other cost-of-equity models, such as the Capital Asset Pricing Model and the risk premium model, and the analysis of comparable companies (using any combination of cost-of-equity models) may also be utilized to check upon the reasonableness of the result obtained using the DCF Model.


C.
Results of the application of the DCF Model.


1.
Witness reliance on the DCF Model.  

Consistent with Commission decisions in prior cases, Staff witness Murray utilized the DCF Method as his primary tool for determining cost of common equity, but used the Capital Asset Pricing Model and the risk premium model to check the reasonableness of the results and applied the DCF Model and the CAPM to a group of comparable companies.  (Murray Dir., Ex. 62, p. 26, ln. 6-14) 

 Public Counsel witness Allen also utilized the DCF Model as his primary tool for determining the cost of equity, but used the Capital Asset Pricing Model to check the reasonableness of the results, and compared the results for Empire to the results for a group of comparable companies.  

Company witness Dr. Donald A. Murry stated several times that he used the DCF Model as his primary tool, and utilized the CAPM to verify and amplify.  (Murry Dir., Ex. 11, p. 7, ln. 22-23; Murry Dir., Ex. 11, p. 22, ln. 11-17; Murry Dir., Ex. 11, p. 29, ln. 23 – p. 30, ln. 1.)   His “primary” reliance on the DCF Model suggests that he would either choose a return on equity (“ROE”) that is within the DCF range or explain why the CAPM failed to verify the results he obtained with the DCF Model. 

Company witness Dr. James H. Vander Weide also utilized the DCF Model, but in a different manner than the other witnesses, which is, so far as the Staff can ascertain, unique among the cases that have been presented in the history of this Commission.  Unlike the other witnesses, Dr. Vander Weide does not do a company-specific analysis of Empire, but rather determines an average DCF result for a group of 39 comparable companies.  Furthermore, his final cost-of-capital estimate gives the DCF Model only as much weight as it gives to each of two other methods, on which this Commission has placed little reliance in the past.  

None of the witnesses finds serious fault with the DCF Model.  



2.
Results obtained from the DCF Model.




a.
Staff witness David Murray’s analysis.  

Staff witness David Murray calculated Empire’s yield by dividing the Company’s current and expected dividend ($1.28 per share) by an average of stock prices for the six-month period from February 2004 through July 2004.  The yield, using this data, was 6.04%.

To estimate the growth rate, Mr. Murray first calculated the Company’s average historical growth rate as a negative 0.67% per year, and the average of three projected growth rates (prepared by equities analysts) as 4.00%.  The average of the historical and projected growth rates was 1.67% per year.  But Mr. Murray noted that the historical growth rate was unreasonably low, because it included the results from an anomalous year (2001), in which Empire’s profit suffered from the failure of a proposed merger with Aquila (then known as UtiliCorp) and from prolonged exposure to natural gas costs during maintenance work at its Asbury coal plant, among other things.  He also noted that one of the equities analysts, Value Line, had an unreasonably high projected growth rate, because it did not recognize the effect of this anomalous year.  He made some additional calculations, which removed the effect of the anomalous year, exercised some judgment, and estimated the Company’s growth rate at 2.25% to 3.25% per year.  

Mr. Murray confirmed the reasonableness of this growth rate by referring to Company documents showing the historical and projected growth in kilowatt-hour sales.  (Murray Dir., Ex. 62, pp. 29-30).  He also confirmed the reasonableness of this growth rate by reviewing comments that William Gipson, Empire’s CEO, made during his deposition on November 8, 2004.  (Murray Surr., Ex. 64, p. 22, ln. 11-16.)

Summing these two results, Mr. Murray estimated Empire’s cost of common equity, using the DCF Method, to be 8.29% to 9.29%, subject to further checks for reasonableness.       




b.
Public Counsel witness Allen’s analysis.  


Public Counsel witness Travis Allen calculated Empire’s yield by dividing the Company’s expected dividend by an average of stock prices for the six-week period ending August 31, 2004.  The yield, using this data, was 6.36%.  He also calculated the yield using the “br + sv” method, which produced a dividend yield of 6.41%.


Using the “br + sv” method, Mr. Allen established a growth rate range for Empire of 1.54% to 3.00%, which was similar to, but slightly lower than Mr. Murray’s growth rate range.

Summing these two results, Mr. Allen estimated Empire’s cost of equity, using the DCF Method, to be 7.90% to 9.41%, subject to further checks for reasonableness.  



c.
Empire witness Dr. Murry’s analysis.  

Company witness Dr. Donald A. Murry performed half a dozen separate DCF calculations of Empire’s cost of common equity.  He calculated the high and low yields on the Company’s stock over two separate periods: the 52-week period before he prepared his Direct Testimony, and a two-week period shortly before he prepared his testimony.  

Dr. Murry then estimated the Company’s growth in three separate ways: first, an estimate of the growth in dividends from 1997-99 through 2006-2008; second, an estimate of the growth in earnings per share for the same time period; and third, an estimate of future growth in earnings per share, based on estimates provided by Value Line and Standard & Poor’s.  He then prepared a high and low cost of common equity for each of the six combinations of the yield period and basis for estimating growth.  

For the “low” cost of common equity, Dr. Murry added the low yield to the low estimated growth rate; for the “high” cost of common equity, he added the high yield to the high estimated growth rate.  This produced the following results: 
Stock Price Period
Growth Basis

Schedule
Low

High
52-Week

Dividend

DAM-13
5.70%

7.53%

Two-Week

Dividend

DAM-14
5.80%

5.88%

52-Week

Earnings

DAM-15
7.16%

8.99%

Two-Week

Earnings

DAM-16
7.26%

7.34%

52-Week

Value Line / S&P
DAM-17
7.70 %          13.53 % 

Two-Week

Value Line / S&P
DAM-18
7.80 %          11.88 %

The result is a breathtaking array of cost of common equity estimates, ranging from a low of 5.70% to a high of 13.53%.  One could argue that it provides very little guidance, but it is hard to deny that it gives the analyst a great deal of flexibility to exercise “professional judgment” and to come up with a recommendation that is to his client’s liking.




d.
Empire witness Dr. Vander Weide’s analysis.  

Company witness Dr. James H. Vander Weide did not do a DCF analysis of Empire, but he did perform DCF analyses on a group of 27 “comparable” electric companies and 12 “comparable” gas distribution companies.  For each company, he determined the yield by estimating dividends for the next four quarters and dividing the result by an average stock price over the three-month period ending in January 2004.  For the growth factor, he utilized the estimates of future earnings per share reported by I/B/E/S.  


Dr. Vander Weide then added the yield for each company to the growth factor for each company.  He then averaged the DCF estimates for each of the 27 electric companies, and averaged the DCF estimates for each of the 12 gas companies.  Finally, he averaged the result for the electric companies (9.4%) and the average for the gas companies (10.4%), and estimated that the DCF cost of equity for the 39 “comparable” companies was 9.9%.




e.
Summary of results obtained.  


 The results of the DCF analyses of the four witnesses in this case are summarized below.

Staff witness David Murray



8.29% - 9.29%

Public Counsel witness Travis Allen


7.90% - 9.41%

Company witness Dr. Donald A. Murry


Schedule DAM-13



5.70%
- 7.53%

Schedule DAM-14



5.80% - 5.88%

Schedule DAM-15



7.16%
- 8.99%

Schedule DAM-16



7.26% - 7.34%

Schedule DAM-17



7.70 % - 13.53 % 

Schedule DAM-18



7.80 % - 11.88 %


Company witness Dr. James H. Vander Weide
9.90% (comparable cos.)


With the exception of Dr. Murry’s Direct Schedules DAM-17 and DAM-18 (see Ex. 11), the company-specific DCF results generally range from a “low” that is somewhat below Mr. Murray’s low, to a “high” that is somewhat below Mr. Murray’s high.  Only Dr. Vander Weide’s result exceeds 9.52%, and it is less than 10%.  The exceptions to this rule are the results of Dr. Murry’s Direct Schedules DAM-17 and DAM-18 (see Ex. 11).  The reasons for the differing results are discussed in more detail in the following sections.

3. Analysis and critique of Dr. Murry’s DCF results.



a.
The impact of the Value Line growth estimate.  
Even though Dr. Murry testified that he relied “primarily” upon the DCF Model, and even though most of his DCF analyses showed a cost of common equity of less than 10%, even at the high end, he still managed to estimate Empire’s cost of common equity at 12%.  The only evidence from his DCF analyses to support a cost of common equity in excess of 10% is found in Murry Direct Schedules DAM-17 and DAM-18 (see Ex. 11).  

The “high” cost of common equity on Murry Direct Schedule DAM-17 is 13.53%, which represents the sum of a 7.53% yield (based on a single low Empire stock price that dates back to the spring of 2003) plus Value Line’s estimate that Empire’s earnings will grow at the rate of 6.00% per year.  If Value Line’s estimate were excluded from this calculation, and only the estimate of the other equities analyst, Standard & Poor’s, were used, the “high” cost of common equity would be 7.53% + 2.00%, or 9.53% -- a full 4.00% less than is shown in Murry Direct Schedule DAM-17 (see Ex. 11).

Similarly, the “high” cost of common equity on Murry Direct Schedule DAM-18 is 11.88%, which represents the sum of a 5.88% yield and Value Line’s estimate that Empire’s earnings will grow at the rate of 6.00% per year.  If Value Line’s estimate were excluded from this calculation, and only the estimate from the other source, Standard & Poor’s, was used, the “high” cost of common equity would be 5.88% + 2.00%, or 7.88% --  a full 4.00% less than is shown in Murry Direct Schedule DAM-17 (see Ex. 11).

Thus, if Value Line’s estimate were excluded, every single one of Dr. Murry’s DCF analyses would produce a result of less than 10%, and they would generally be lower than the results that David Murray obtained.  Of course, Value Line’s estimate is available, and it might therefore be utilized.  But because it has such a dramatic effect upon Dr. Murry’s results, close scrutiny is warranted.




b.
Value Line’s methodology for estimating growth. 
 It is first worth noting that Value Line’s growth estimate is prepared by a single analyst, Paul Debbas.  That was enough analysts for Dr. Murry to rely on.  But Empire’s other witness, Dr. Vander Weide, systematically excluded from his DCF analysis all companies that were not followed by at least three analysts.  Mr. Debbas was very influential, indeed, in Dr. Murry’s recommendation.

Next, it is important to understand how Value Line prepares its estimates of future earnings per share growth.  Staff witness Murray discussed this in his Direct Testimony (Ex. 11), at page 29, line 18, through page 30, line 5, and again in his Rebuttal Testimony (Ex. 12), at page 30, lines 8-17.  Value Line determines the average annual growth between the company’s average earnings during a historical three-year period and the expected average earnings during a future three-year period.  Consequently, if the earnings are unusually low during the historical period, this methodology will produce an unusually high earnings growth estimate.

This may be illustrated, in simplified form, as follows.  Consider the case where a company’s earnings go from $1 per share in one year to 50 cents per share the next year, and is then expected to rebound to $1 per share consistently thereafter.  The first year’s growth of minus 50% is probably not representative of the company’s future earnings growth; nor is the subsequent year’s 100% growth.  But applying Value Line’s methodology to such a company would produce an earnings growth estimate of 100%, even though the company’s earnings in the third and subsequent years are no greater than they were in the first year.  

In fact, Empire experienced something similar to this example.  Empire had an anomalous year in 2001, with earnings results that were about half that of normal years for Empire.  This produced an abnormally low historical growth in EPS, as Mr. Murray noted, and an abnormally high future growth rate.  



c.
Dr. Murry’s choice of a growth estimate figure.  
Staff witness Murray wisely exercised professional judgment to conclude that Empire’s negative growth rate in the past was not representative, and that Value Line’s estimate of Empire’s future growth was not sustainable.  Dr. Murry used no such judgment; he simply accepted Value Line’s estimate as good enough for him, and plugged it in to Murry Direct Schedules DAM-17 and DAM-18 (see Ex. 11), producing a very high cost of common equity estimate, which is out of step with all of the other DCF analyses in this case.

Incredibly, Dr. Murry claims that Mr. Murray “averaged averages, rendering his results useless for determining the investors’ evaluation of capital costs.”  He claims that Mr. Murray substituted a “mechanical set of calculations and averages for a real analysis of the current market data and masks the essence of the DCF analysis.”  Dr. Murry even indicated that Staff witness Murray performed meaningless “data manipulations.”  (Murry Reb., Ex. 12, p. 10, ln. 13-14.)  If these outlandish accusations are accepted as true, then Dr. Vander Weide also performed meaningless “data manipulations.”  But Dr. Murry was willing to give Dr. Vander Weide’s “data manipulations” a pass, because Dr. Vander Weide has the “professional background, reputation, experience” to make such “data manipulations” and to draw a proper inference from them.  (Tr. 995, ln. 23-24)

However, it must be the case that because Dr. Murry has a PhD in Economics that his methodology of picking the highest growth rate available between the two sources that he used, Value Line and Standard & Poor’s (S&P), is what makes his analysis superior to those of at least Staff witness Murray and OPC witness Allen.  Dr. Murry explained in detail in his deposition (Murry Deposition, Ex. 118, p. 104 line 23 through p. 107, line 19) as to why he believed that Value Line was such a reliable source for projected growth rates.  One need to look no further than Dr. Murry’s own Schedule DAM-2 attached to his Surrebuttal Testimony (Ex. 13) to determine that it is not Dr. Murry’s judgment of the “reliable” source that comes into play in his decision on the appropriate projected growth rate, it is the highest growth rate available that drives his “professional judgment” on the appropriate projected growth rate.  The low end of Dr. Murry’s results for Empire’s previous case, Case No. ER-2002-424, in Murry Surrebuttal Schedule DAM-2 (Ex. 13) were based on Value Line’s lower-growth projection of 4.50 percent at the time he wrote testimony in that case.  However, the high end of Dr. Murry’s results for Empire in the last case were based on the higher-growth projection of 6.00 percent available from S&P in that case.  Of course, because Dr. Murry’s recommended cost of common equity in that case was also 12.00%, it is obvious which growth rate he thought was more appropriate at that time.  

Even though Dr. Murry relied almost entirely on Value Line’s growth estimate for Empire in this case, he did not understand why Value Line’s growth estimate for Empire was so much higher than S&P’s estimate.  Dr. Murry’s exact words were “I cannot sit here today and pinpoint the difference, and I don’t know that I ever felt that I comfortably knew the difference.”  (Murry deposition, Ex. 118, p. 44, ln. 20-23)   

But Staff witness Murray did investigate the reason for the difference, and he looked to other factors that would give insight as to what investors would reasonably expect for a long-term growth rate for Empire.  Staff witness Murray explained the way in which Value Line calculates its growth rates on page 29, line 18 through page 30, line 9 of his Direct Testimony (Ex. 61).  He explained that it appears that I/B/E/S and S&P’s analysts were “digging deeper” to determine a more reasonable, sustainable growth rate.  Mr. Murray didn’t recommend a simple average of some historical and projected growth rates.  In fact, he didn’t recommend any average of growth rates.  Rather, he used these averages to gain some insight as to what may be deemed reasonable.  This is the critical analysis and consequent judgment that is needed to make informed recommendations on a proper cost of common equity to recommend.       



d.
The reasonableness of Value Line’s growth estimate.  
Value Line’s high estimate of Empire’s earnings growth does not stand the test of reasonableness.  Logically, there are only three ways for an electric utility to increase its earnings:  it can increase its sales, measured in kilowatt hours (kwh); it can increase its rates; or it can reduce its expenses.  

Company witness Gipson testified that the Company cannot further reduce its expenses, and he said that he expects sales, in kwh, will only grow at about 2.4% to 2.5% per year.  So the company would have to depend upon rate increases to make up the other 3.5% to 3.6% of earnings growth that Value Line expects.  Perhaps they can do this in the short term, with a big rate increase, if the Commission determines that the Company is underearning.  But this Commission will generally only allow rates to increase to the extent that there has been a corresponding increase in the cost of service, so it’s hard to imagine that Empire could have a sustainable growth rate of 3.5% as a result of rate increases alone.

And history provides no support for the conclusion that Empire’s earnings will grow at the rate that Value Line expects.  See, for example, Dr. Murry’s Direct Schedule DAM-12 (Ex. 11), which shows that, except for Value Line’s estimate, there is no reason to suspect that Empire’s earnings will grow faster than 2.1% per year.   Empire has failed to grow its EPS in the past, due to its failed merger with Aquila, its high dividend payout ratio, significant reliance on natural gas for generation needs, high purchased power reliance (with costs heavily driven by natural gas prices), and poor management, which resulted in the inability to earn even its allowed return.  (See Murry Dir., Ex. 11, Sch. DAM-11.)  In addition, Empire’s operations include certain nonregulated businesses and utility operations in other states.  Dr. Murry’s reliance on projected future growth depends upon Empire growing in the future at a rate that is entirely different from the rate at which it has grown in the past.

The choice of the proper growth figure for the DCF Model comes down to the question of which growth figure is more accurate: Dr. Murry’s, which relies upon 6% growth, or David Murray’s, which relies upon growth of 2.25% to 3.25% growth.  For the reasons shown above, it is clear that David Murray’s figure is far more accurate and better reflects investors’ expectations of Empire’s practical growth possibilities over the long term.



e.
Determination of Empire’s dividend yield.  
The other factor that must be determined when utilizing the DCF Model to estimate a company’s cost of common equity is the dividend yield.  In Murry Direct Schedules DAM-14, DAM-16, and DAM-18 (Ex. 11), which were based on stock prices over a two-week period, Dr. Murry calculated the “high” yield as 5.88%, which is actually somewhat less than Mr. Murray’s figure of 6.04%.  But in Murry Direct Schedules DAM-13, DAM-15, and DAM-17 (Ex. 11), which were based on stock prices over a 52-week period, Dr. Murry calculated the “high” yield as 7.53%, thus producing a much higher figure for the “high” cost of common equity.

This difference is not surprising, and it serves Dr. Murry’s purposes well.  The 52-week high stock price will almost always be higher than a two-week high stock price; and a 52-week low will almost always be lower than a two-week low stock price.  So the 52-week period will almost always produce a much broader range of yields than the two-week period produces.  And since Dr. Murry did not look at the average yield, but rather at the high and low yields, this further broadened the range between his “high” and “low” cost of common equity estimates.  And he apparently then felt free to simply ignore the “low” cost of common equity, just as he has also ignored the results shown in Murry Dir., Ex. 11, Schedules DAM-13 through DAM-16.



f.
Comparable companies.  
Dr. Murry also used the DCF Model to estimate the cost of common equity for his six comparable companies.  The results, summarized below, are instructive.







Average low

Average high







cost of common
cost of common







equity               
equity               
Schedule DAM-13



    6.20%

    7.73%

Schedule DAM-14



    6.36%

    6.42%

Schedule DAM-15



    7.93%

    9.46%

Schedule DAM-16



    8.08%

    8.15%

Schedule DAM-17



    7.98%

  10.09%  

Schedule DAM-18



    8.13%

    8.78%


Note that on all of these schedules, except Murry Direct Schedule DAM-17, the average high cost of common equity is less than 9.50%.  The results on Schedules DAM-17 and DAM-18 are skewed somewhat by high estimates of earnings per share growth for two of the comparables, Central Vermont Public Service and MGE Energy.  In both cases, the only growth estimate available came from Value Line.  As was the case with Empire, Value Line estimated the earnings growth very high – 7.50% for Central Vermont and 6.00% for MGE Energy.  And since only one estimate was available for these two companies, it was also included in the “low” cost of common equity, thus inflating the average low cost of common equity as well.



g.
CAPM results.  
Dr. Murry also utilized a Capital Asset Pricing Model (“CAPM”) analysis to assist in estimating Empire’s cost of common equity.  He stated that he utilized this only to verify and amplify his DCF result, so presumably it was not the actual source of data used to estimate Empire’s cost of common equity.  

The results of his CAPM analysis are shown on his Direct Schedule DAM-20, and they place Empire’s cost of common equity at 10.97%, which is similar to his comparable companies.  This figure is higher than virtually all of Dr. Murry’s DCF results, but it is still about 1% lower than Dr. Murry’s ROE recommendation in this case, and it provides no support for his recommendation of a 12% ROE.

Dr. Murry also made a “size-adjusted” CAPM calculation, shown on his Direct Schedule DAM-21 (Ex. 11), which slightly increased his estimated cost of equity.  


4.
Analysis and critique of Dr. Vander Weide’s methodology.


a.
Unusual characteristics.  
Dr. Vander Weide’s approach to estimating Empire’s cost of common equity is unusual, and perhaps unique, in at least four respects.  


First, he did not perform a company-specific DCF analysis of Empire’s cost of common equity, even though Empire’s stock is publicly traded, and its stock prices are readily available.  Each of the other three witnesses in this case, including Dr. Murry, did perform such an analysis and verified the reasonableness of the results, through use of other models and by comparing the results for Empire to the results for comparable companies.  Dr. Vander Weide chose, instead, to perform DCF analyses of “comparable companies” and to utilize the results as one factor in determining the cost of common equity for the comparables, and then applying the result to Empire. 


Second, he utilized a very large group of “comparable” companies, including many that have little in common with Empire.  For example, his “comparables” included companies that are much larger than Empire, companies with nuclear operations, diversified energy companies, and even gas distribution companies.  He even gave the gas distribution companies, as a group, the same weight as the electric companies, as a group, even though they are not in the same business.  He “market-weighted” the results, making it even more difficult to determine whether the results were meaningful in estimating Empire’s cost of common equity.


Third, he did not utilize the DCF Model as his primary means of estimating Empire’s cost of common equity.  Instead, he gave it only the same weight as he gave to each of two other models -- the ex ante risk premium model and the ex post risk premium model.  Dr. Vander Weide did not know of any case in which this Commission has relied on any risk premium model as a primary tool in estimating the cost of common equity.  Although the Staff has often utilized a risk premium model to check the reasonableness of the result of a DCF Model, the Staff is not aware of any case where the risk premium model has been used as a primary tool in estimating the cost of common equity, either.


Fourth, after averaging the results obtained by using his three models, Dr. Vander Weide calculated an adjustment, in order to cause Empire’s weighted average cost of capital to be equal to the average weighted average cost of capital for his comparable companies.




b.
Authority for and recognition of the methodology.  

As noted above, the company-specific application of the DCF Model has been established and accepted by the Commission for many years.  Dr. Vander Weide’s approach certainly constitutes a major departure from this commonly accepted practice.  That fact, alone, does not disqualify his analysis, of course.  But one who presents a new methodology for analyzing the cost of capital must reasonably bear the burden of showing that his methods produce a reasonable result.  This, Dr. Vander Weide has failed to do.


Dr. Vander Weide could not point to articles or learned treatises that support or endorse his use of a simple average of the three-method analysis of cost of common equity, or of his weighted-average-cost-of-capital adjustment.  He indicated that he exercised judgment in determining that a simple average of the three methods was appropriate because of the results he obtained.  When one considers the fact that his results ranged from 9.4% to 11.2%, almost 200 basis points, it seems obvious that one method may be more reliable than the other.  In fact, if Dr. Vander Weide had critically analyzed his ex ante risk premium analysis, he would have realized that the risk premium for his electric proxy group had actually been declining with the level of interest rates, which violated his hypothesis that risk premiums tend to increase as interest rates decline.  These empirical observations should be considered in order to critically analyze which models should be given more weight in his analysis.  

Dr. Vander Weide did not mention any articles that he has published on this specific method, or produce evidence that it has been subjected to peer review.  He could not cite any cases where the Missouri Commission has accepted this methodology.  Rather, he asked the Commission to rely upon his education, knowledge, experience, and common sense to support various aspects of the methodology.  That is not sufficient support for this Commission to accept this new approach to estimating the cost of capital.




c.
Selection of comparable companies.  

Dr. Vander Weide performed a DCF analysis upon 27 “electric energy” companies that he regarded as comparable to Empire.  It would appear, though, that the only criteria for “comparability” are safety rank, bond rating and business profile, for his list of comparables includes companies that are not much like Empire.

For example, Duke Energy, is included in the list of comparables, even though it is a diversified energy company, instead of an electric utility, and is far larger than Empire.  Of the 27 companies on his list, only five DCF analyses produced a cost of equity in excess of 10%.  But Duke was one of the five, and since Dr. Vander Weide calculated a “market-weighted average” of the 27 DCF results, Duke carried extraordinary weight.  Still, the average DCF result was only 9.4%, just slightly above the top of David Murray’s recommended ROE range.  

The result of Dr. Vander Weide’s application of the DCF method would apply to any company in the U.S. (but for the questionable adjustment he makes at the end); Mr. Murray’s application of the DCF method apply specifically to Empire.

The only criterion that Dr. Vander Weide seems to apply is “comparable risk” measured by three parameters:  safety rank, bond rating and business profile.  However, Dr. Vander Weide’s own cost of common equity analysis does not provide empirical evidence that these criteria will result in a reliable cost of common equity estimate.  
Dr. Vander Weide indicates that because the criteria show his natural gas comparable group as being less risky than his electric comparable group that the inclusion of the natural gas group is conservative in estimating the cost of common equity for Empire.  If these outside criteria were effective in selecting a proxy group that on average has similar risk characteristics to the subject company, then one would expect their costs of common equity to be similar.  However, Dr. Vander Weide’s DCF results for his more “conservative” (less risky) natural gas group are actually higher than those for his more risky electric group.  The Staff submits that this makes Dr. Vander Weide’s use of these risk criteria from outside financial sources as being less reliable in estimating Empire’s cost of common equity, than selecting “pure play” electric companies.  

D.
The exercise of ‘professional judgment.’


1.
The role of ‘professional judgment.’  
Both of the Company’s witnesses, Dr. Murry and Dr. Vander Weide, have repeatedly mentioned the importance of the role that the exercise of “professional judgment” plays in selecting an appropriate ROE for a utility company.  For example, Dr. Murry testified, at page 19, lines 11-14 of his Direct Testimony (Ex. 11), as follows:  “This also means, if the DCF method is used without professional understanding and judgment, the results from mechanical calculations can produce grossly misleading interpretations.”

Drs. Murry and Vander Weide are well-credentialed.  Both possess PhDs in economics, both have taught on the economics faculties of well-known universities, both are experienced, and both have testified about return on equity before state utility commissions.  But “professional judgment” must not be construed as license.  It requires more than merely stating a conclusion that they cannot satisfactorily explain, except by citing their credentials.


2.
Examples of the claimed exercise of professional judgment.  
The testimonies of Drs. Murry and Vander Weide contain numerous statements that amount to little more than conclusions without any factual basis to support them.  The statements that they exercised “professional judgment” do not sufficiently explain their conclusion.  Examples follow.

At page 22, lines 13-17 of his Direct Testimony (Ex. 11), Dr. Murry stated:  “Although I took into account the wide divergence of the estimated cost of common stock due to price fluctuations over the past year, Empire’s financial situation leaves no margin for error in this case.  For this reason, and the nature of the DCF method itself, the high end of the range of estimates is more realistic for Empire.”  As noted above, Dr. Murry’s choice of “the high end of the range of estimates” had a dramatic effect on the ROE that he recommended for Empire. But the quoted statement is very conclusory and is not sufficient, and the Commission should take this into account when deciding what part of the ROE range is most appropriate.

Dr. Murry again discussed his preference for the high end of the range at page 29, lines 13-16 of his Direct Testimony (Ex. 11), stating:  “For example, some analysts specifically apply a flotation adjustment.  I did not apply a specific flotation adjustment; however, I did look to the higher end of my current DCF calculations for a recommended return in this proceeding for this reason.”  This is also conclusory, without sufficient explanation of his rationale and without any attempt to quantify the amount of the implicit flotation adjustment.

On the same page of his Direct Testimony (Ex. 11), at lines 21-23, Dr. Murry again justified his use of the high end of the range, in these words:  “Because of the relatively high risk of Empire and the marginal-cost nature of the DCF methodology, I looked to the high end of this range.”  But there is no attempt to quantify the effect of these factors, and the reasons given do not provide adequate justification for his conclusory statement.

Dr. Murry also links the fact that Empire does not have a fuel adjustment clause and the claim that Empire’s credit quality has been impaired, to the need for a high return on equity.  The linkage is explicit, but is very vague and he has made no attempt to quantify it.

Drs. Murry and Vander Weide both repeatedly cite the fact that Empire is not earning its allowed ROE as evidence that the allowed ROE is not high enough.  This makes no sense.  An electric utility company’s failure to earn its allowed ROE can result from many causes, including adverse weather conditions, unexpectedly high fuel costs, changes in economic circumstances, and poor management, to name a few.  The level at which the ROE is set does not govern a company’s ability to achieve it.

Both of these witnesses also repeatedly stated that Empire cannot earn “its cost of capital” – as if that is a fact, and as if the “cost of capital” is known or easily ascertainable.  In fact, it is not, and the witness’s statements are conclusory, and are not supported by any quantifiable evidence.


3.
The need for more than a conclusory statement.  
Missouri law requires that this Commission support its decisions with findings of fact and conclusions of law.  Conclusory statements by the Commission will not satisfy the appellate courts.  And the Court of Appeals has held that it is not sufficient for the Commission to merely state the respective positions of the parties and then announce who won.  

The Court of Appeals will not be satisfied with a finding that the Commission relied upon the testimony of a witness who said, in essence: “I’m a PhD with lots of experience; trust me.”  The Commission must insist upon more than a vague explanation of a witness’s decision to recommend “the high part of the range.”   


E.
Dr. Murry v. Dr. Vander Weide.

The Company’s witnesses, Dr. Murry and Dr. Vander Weide, have both directed extensive criticism at the other witnesses in this case.  But they were selective – singling out Mr. Murray and Mr. Allen for their criticism.  Each of them said that he took only a cursory look at the other’s testimony, and neither criticized the other’s work.   

It would not be accurate to say, however, that they are in total agreement with each other, except on one point:  they both believe the company that hired them ought to get a high return on its equity.  Their methodologies are different in many respects.  It may therefore be useful to highlight a few issues on which they did disagree with each other and, in so doing, actually agree with Mr. Murray and Mr. Allen.


1.
Choice of cost-of-equity model.  
This has been discussed at some length above, and need not be repeated in detail.  Suffice it to say here that Dr. Murry primarily relied upon a DCF analysis, coupled with checks for reasonableness, as did Staff witness Murray and Public Counsel witness Allen.  This is the approach that the Commission has repeatedly identified as the most appropriate one for determining the cost of equity for a utility, as discussed above.  

Dr. Vander Weide, on the other hand, utilized three different cost-of-equity models, averaged the results, and then adjusted the resulting average to ensure that the overall cost of capital for Empire was equivalent to the overall average cost of capital for his comparable companies – which necessarily assumes that it is appropriate to compare Empire’s embedded cost of debt to a market-derived cost of debt, and also to compare Empire’s book capital structure to market capital structures.  These techniques are far different from the ones used by the other three expert witnesses. 


2.
Company-specific analysis or analysis of proxy group.  
In performing his DCF analysis, and also his CAPM analysis, Dr. Murry utilized a company-specific approach, analyzing the dividend, stock price, expected earnings and other data that pertain specifically to Empire.  This is the same approach that Mr. Murray and Mr. Allen also used in their analyses.  It is also the approach that the Commission apparently favors.  See, for instance, the following statement from the Report and Order in Arkansas Power and Light, 28 Mo. P.S.C. (N.S.) 435, 472:  “The Commission prefers to utilize the actual data for the company in question in reaching its determination.”  

Dr. Vander Weide, on the other hand, did not directly analyze Empire at all, but instead he analyzed the cost of equity for a group of proxy companies.  He made this point at page 31, lines 12-17 of his Surrebuttal Testimony (Ex. 16):  “[p]roxy companies should be the primary focus of cost of equity testimony because the result of applying the DCF model to a single company is highly uncertain, especially when the subject company operates in an economic environment that is inconsistent with the basic stability assumptions of the DCF model.”


3.
Selection of comparable companies.  
Dr. Murry established the following five criteria for his comparable companies:  they must be listed in Value Line; they must not have suspended or reduced dividends; they must have a market capitalization of less than $5 billion; they must have a common equity ratio of at least 40%; and they must obtain at least 60% of their revenues from electric utility operations.  He found six companies that satisfied all of these criteria, which are similar to, but slightly different from the criteria that Mr. Murray and Mr. Allen established.  

Dr. Vander Weide, on the other hand, selected very large groups of “comparable” companies – 39 of them for his DCF analysis.  These utilities did not have to be of a similar size, or have a similar capital structure, or even be in the same business as Empire; apparently his only criteria was that he must determine that, in terms of certain risk criteria, they are similar to Empire.


4.
The proper form of the DCF Model.  
Dr. Murry used the annual form of the DCF Model, as did Staff witness Murray.  Public Counsel witness Allen used the semi-annual form of the DCF Model.  

Dr. Vander Weide, on the other hand said that anything other than use of the quarterly form of the DCF Model resulted in a misstatement of the cost of capital.  He criticized Mr. Murray and Mr. Allen for the use of the forms that they chose, but had no complaint about Dr. Murry’s choice.


5.
Number of analysts following a stock.  
Dr. Vander Weide insisted that, in order to obtain meaningful results from a DCF analysis, the company that is being studied must be followed by at least three analysts.  See, for example, page 8, lines 12-14 of his Surrebuttal Testimony (Ex. 16), where he stated:  “I generally apply the DCF model only to companies that are followed by at least three analysts who provide long-term growth forecasts for the company.”  

On this issue, Mr. Murray and Mr. Allen agree with Dr. Vander Weide, and disagree with Dr. Murry, who subjected companies that are followed by only a single analyst to his DCF Model analysis.  As noted above, he included Central Vermont Public Service and MGE in his group of comparable companies, even though Value Line was the only analyst that followed either of them.  (See Murry Dir., Ex. 11, Schedules DAM-17 and DAM-18.)


6.
Use of averages.  
In his Rebuttal Testimony (Ex. 12), Dr. Murry contemptuously challenged Staff witness Murray’s “simple, mechanical calculations” and his use of averages.  At page 10, lines 4-14, he said the following:  

[Mr. Murray] made simple, mechanical calculations that led to unreasonable DCF results … Throughout his analysis Mr. Murray averaged averages, rendered his results useless for determining the investors’ evaluation of capital costs.  This substitutes a mechanical set of calculations and averages for a real analysis of the market data and masks the essence of the DCF analysis.  Mr. Murray’s series of averages simply hides from analytical view and subsequent interpretation the various market valuation.  Consequently, his formulistic calculations were reduced to rather meaningless data manipulations.

Dr. Murry refused to criticize the other Empire witness, Dr. Vander Weide, for his heavy reliance on averaging.  But it would have been more apt to criticize him than it was to scold Mr. Murray as he did.   As Dr. Murry acknowledged at the hearing in this case, Dr. Vander Weide made extensive use of averaging.  (Tr. 992, line 1 – Tr. 996, line 12.) 


In Dr. Vander Weide’s DCF analysis, he first averaged the results obtained from his analyses of 27 electric companies.  He then averaged the results obtained from his analyses of 12 gas utilities.  He then averaged those two results and set this “average of averages” aside.  

Next, he turned to his ex ante risk premium analysis.  He first averaged the results obtained from his analyses of 19 electric companies.  He then averaged the results obtained from his analyses of 12 gas utilities.  He then averaged those two results and set this “average of averages” aside.  

In his third step, Dr. Vander Weide, performed an ex post  risk premium analysis.  He determined an ROE by determining the average risk premium, and set that result aside.

Dr. Vander Weide then averaged the results obtained from these three methodologies, to get an ROE for his comparable companies.  But he still wasn’t done.  He still had to determine yet another average – the average weighted average cost of capital for his comparable companies, so that he could make a final, upward, adjustment to his ROE to finally ascertain Empire’s cost of common equity.

The Staff’s point here is not that averaging is right or wrong.  The point is that it is disingenuous and improper for Company witness Dr. Murry to fault Staff witness Mr. Murray for his use of averages, but to say nothing about Dr. Vander Weide’s analysis, which was much more heavily reliant upon that technique.  Dr. Vander Weide appeared to operate on the theory – expressed many times in his testimony – that if he analyzed enough “comparable” companies, the errors introduced with respect to one company would be offset by compensating errors with respect to another company. 
F.
The use of ROEs allowed by other state commissions.


Perhaps because the results of applying their cost-of-capital models were not to their liking, Company witnesses Dr. Murry and Dr. Vander Weide turned to other arguments to support a higher return on equity.  Dr. Murry, for example, argued that the ROE should be established near the high end of his range of results.  Both witnesses talked about the desperate financial straits of the Company, the risk of a credit downgrade, and Empire’s dogged determination to maintain its dividend at $1.28 per share, even though the dividend has exceeded the Company’s earnings in five of the last 11 years.


In addition, Dr. Murry testified about the high ROEs that have been allowed in other states, to support his claim that the Commission should establish Empire’s ROE at 12.0%.  Specifically, he mentioned allowed returns of 11.72% for Commonwealth Edison in Illinois, 11.116% (sic) for Interstate Power & Light Company in Iowa, and 11.27% for Empire in Oklahoma.  (Murry Dir., Ex. 11, p. 30, ln. 6-15)


Historically, this Commission has not looked to the returns allowed in other states to establish allowed returns in Missouri.  But because of the Commission’s decision in its most recent rate case, the MGE case decided in September 2004, this issue merits special attention.


In its Report and Order in the MGE case, the Commission stated that, in addition to the testimony of three experts about the results of the DCF analysis, it needed to also consider the fact that Regulatory Research Associates had reported that recent allowed returns in the gas industry were averaging about 11%.  The Commission stated the following:

The Commission does not believe that it would be appropriate for its return on equity finding to unthinkingly mirror the national average.  Obviously, if all commissions took that approach returns on equity would never change, despite changing economic facts, leading to unjust results.

The Commission did think that the national average was a good indicator of the capital market, but allowed an ROE of 10.50%, because the Commission found some support for such a return in the testimony of the Staff and Public Counsel witnesses, who both relied primarily upon the DCF Model.  In this case, there is very little, if any, evidence concerning the average returns in other states.  


In the MGE case, the company’s witness testified that the ROE should be increased to take into account “additional risks” that MGE faced beyond the risks associated with the “comparable” companies.  Those risks included the fact that MGE is small, it experiences higher regulatory risk because it operates in Missouri, and its earnings are more volatile than those of the comparable companies.  The Commission rejected those arguments, stating:

None of those additional risks would justify [the company witness’s] increase in his recommended return on equity.  None of these risk factors are unique to MGE and they do not justify a deviation from the rate of return that would be established by an examination of the comparable companies.  The comparable companies might have other factors that would increase their risk that do not apply to MGE.  That is why comparable companies are chosen as a proxy for making that sort of detailed comparison of risk between companies.

Empire’s witnesses have made similar arguments in this case, and they should be rejected for the same reasons.  

G.
Capital Structure.

Although the capital structure issue in this case is not significant in terms of revenue requirement dollars, it is significant from the standpoint of practicality, logic, consistency, and fairness.  This Commission need not delve any deeper than the recent MGE rate case, Case No. GR-2004-0209, to understand its own thought process in situations such as the one presented to it in this case.  

Just as Empire has Missouri operations, so also does Southern Union (a/k/a “MGE”).  The only difference is that Empire hasn’t assigned a divisional name to its Missouri operations.  Just as with Southern Union, Empire issues debt at the operating company level for its utility operations.  Empire doesn’t have a separate subsidiary for its regulated utility operations, just as Southern Union didn’t have a separate subsidiary for its regulated utility operations.  

However, each company has separate subsidiaries for its nonregulated utility operations.  In the MGE rate case, this Commission dealt with the arbitrariness of how much equity should be assigned to the nonregulated subsidiaries if one were to try to separate this debt from the parent company’s capital structure.  Therefore, as a matter of practicality, the actual consolidated capital structure is the most reliable capital structure.  
As the Commission correctly observed in its Report and Order in the MGE rate case, anything other than the actual consolidated capital structure for utilities with corporate structures similar to Empire and Southern Union is more appropriately classified as a hypothetical capital structure.  It is the unadjusted consolidated capital structure in which Empire operates.  This would also be the capital structure that credit rating agencies evaluate to assess Empire’s creditworthiness.  It is for this reason that this is the most logical capital structure.  Rate of return recommendations incorporate debt issuances whose required rates of return are based on creditors’ evaluations of the consolidated financials of the company.  It would be inappropriate to recommend a capital structure that is different from that which investors evaluate when deciding what return is required.    

The use of Empire’s actual consolidated capital structure would allow the Commission to not only be consistent with itself, but it would be equitable in its treatment of utility companies with the same corporate structure.  In Case Nos. ER-97-394 and EC-98-126, the Commission’s Report and Order adopted the use of Aquila’s (previously UtiliCorp) actual consolidated capital structure.  Like Empire and Southern Union, Aquila does not hold its utility operations in a separate subsidiary that issues its own debt.  Therefore, this Commission would be consistent in its treatment of its utilities by adopting the actual consolidated capital structure of Empire.
II.
DEPRECIATION
A. 
Summary statement of remaining issues.
As indicated in the opening statements on the depreciation issues, the Staff has taken the same positions in this case that it took in the last contested case with Empire—where the Commission adopted the Staff’s positions on the treatment of net salvage—cost-of-removal (an expenditure) net of salvage value (a source of income)—and use of average service lives for generation plant, Case No. ER-2001-299.  Based on Empire’s opening statement and representations by its counsel, it is the Staff’s understanding that now the issues between the Staff and Empire in this case on the issues of depreciation which result from differences in approach are:  (1) whether net salvage should be based on current actual levels of net salvage or on projected future anticipated levels,
 (2) whether the estimated life of generation plant should be based on average service lives determined with empirically derived “Iowa curves” or on company estimated retirement dates
 and (3) whether net salvage based on the final retirement of generation plant should be a component in Empire’s revenue requirement.
  Further, due to differences in estimations of average services lives (not based on differences in approach), the Staff and Empire also differ on the amount that should be included in Empire’s revenue requirement due to the depreciation of mass property (transmission, distribution and general plant).
  

B.
Points of significance outside of current issues.
Before delving into the merits of the parties’ respective positions, the Commission should be mindful that Empire waited until very late in this case to disclose how it supports an annual depreciation expense increase of $10.2 million when its depreciation study reflected an annual increase of about $25.6 million.  Empire’s depreciation expert witness Mr. Roff testified that there is no one way to conduct a depreciation study; that he had calculated and presented to Empire average life group, equal life group, whole life and remaining life depreciation rates for Empire’s property, except general plant; and that it was Empire’s management who chose the depreciation study that Empire filed in its direct case that supports remaining life depreciation rates.  (Tr. 1609, ln.  1-12; Ex. 19, Roff Reb., p. 31, ln. 15-17).  That study supports annual depreciation expense of about $53 million, a total increase in annual depreciation expense of about $25.6 million.  (Ex. 19, Roff Reb., Sch. DSR-1R, Ex. 19, Roff Reb., p. 35, ln. 11-14).

However, the tariff sheets that Empire filed which initiated this case were based on inclusion of a $10.2 million increase for depreciation expense.  (Ex. 1, Gipson Dir., p. 5, ln. 3-12; Ex. 19, Roff Reb., p. 35, ln. 17-20).  One of the “modifications”—apparently sponsored by Empire (Tr. 1616, ln. 24 to 1618, ln. 3)—that Mr. Roff suggests in his rebuttal testimony to reduce the $25.6 million increase in annual depreciation expense closer to the $10.2 million increase that Empire asked for in rates is to use whole life rather than remaining life depreciation rates.  (Ex. 19, Roff Reb., p. 36, ln. 13-17).  Not until its opening statement on the depreciation issues did Empire clarify that it was relying on those particular “modifications” to the depreciation study to support the $10.2 increase in annual depreciation expense it proposes.  (Tr. 1549, ln. 19-25).

The Commission should also recognize that, if it were to adopt Mr. Roff’s remaining life depreciation study, the Commission would effectively be overturning its decisions in Case Nos. ER-2001-299 and ER-2002-424.  In each of those cases the Commission approved rates based on the treatment of net salvage as the Staff has presented it in this case.  In testifying that Empire could seek recovery of the difference between what Empire is seeking for depreciation expense in this case (about $10 million) and what Mr. Roff’s study would support (about 26 million), Mr. Roff confirms that this could occur.  (Tr. 1606, ln. 1 to Tr. 1608, ln. 14).

While Empire has backed off of remaining life and now supports the use of whole life depreciation rates, the Commission should recognize that through the use of remaining life, Mr. Roff determined what depreciation rates would have been in the past had they been determined under the approach he used to develop depreciation rates in this case.  He attributes roughly one-third of the $25.6 million increase in depreciation expense his study supports to the difference between existing rates and the rates he proposes.  (Ex. 19, Roff Reb., p. 31, ln. 1-21).

Although Mr. Roff touts that the use of remaining life “automatically adjusts for past experience being slightly different from expectation,” due to the treatment of net salvage based on recent historical levels since the Commission ordered depreciation rates in late 2001 (Case No. ER-2001-299), use of remaining life in this case based on incorporating net salvage as Empire advocates would not merely make a correction for the difference between what was predicted and what occurred, it would reverse the Commission’s decisions in both Case Nos. ER-2001-299 and ER-2002-424 as to how net salvage should have been treated while the rates from those cases were in effect. 

C.
General statement of law.
Empire is entitled to the opportunity to recover its depreciation expense in rates, and this Commission has broad discretion in determining that expense.  See State ex rel. Capital city Water Co. v. Public Service Commission of Missouri, 298 Mo. 524, 252 S.W. 446, 451-452 (banc 1922).  The Missouri Supreme Court has quoted at least twice with approval the explanation for depreciation stated by the U.S. Supreme Court in Lindheimer v. Illinois Bell Telephone Co., 292 U.S. 151, 54 S.Ct. 658 (1934) that follows:  

Broadly speaking, depreciation is the loss, not restored by current maintenance, which is due to all the factors causing the ultimate retirement of the property.  These factors embrace wear and tear, decay, inadequacy, and obsolescence.  Annual depreciation is the loss which takes place in a year.  In determining reasonable rates for supplying public service, it is proper to include in the operating expenses, that is, in the cost of producing the service, an allowance for consumption of capital in order to maintain the integrity of the investment in the service rendered.

(State ex. Rel Martigney Creek Sewer Co. v. Public Service Commission, 537 S.W.2d 388, 397 (Mo. banc 1976); State ex rel City of St. Louis v. Public Service Commission, 341 Mo. 920, 110 S.W.2d 749, 767-768 (banc 1937)).  This definition does not require that the cost of removing plant after it is retired be a loss for purposes of depreciation.

However, it does make sense that if the initial value to be depreciated is reduced by the salvage value at the time of retirement, then the expense that would be incurred to realize that salvage value would be an offset, i.e., including the cost to realize salvage value in the formula original value less (salvage value at time of retirement less cost to realize salvage value) makes sense.

There is no requirement that a company incur cost-of-removal expense or realize salvage value at the time plant is retired.  A company may delay removing retired plant until long after it is retired, or it may not remove it at all.  In fact, Empire has generation plant that it has retired, but that it has not fully removed.  (Tr. 1749, ln. 19 to Tr. 1750, ln. 8).

This ability of a company to choose the date that it actually incurs cost-of-removal expense and/or realizes salvage value creates an opportunity for the company to manipulate the date it realizes them, if it realizes them at all, to reap more benefit than that predicted when net salvage was established for ratemaking purposes.  The ability of Empire to manipulate the date it actually incurs cost-of-removal expense and the date it realizes salvage value could easily lead to over-recovery of net salvage from present ratepayers, if Empire’s approach is adopted.

In addition to the ability to manipulate the date cost-of-removal expense and/or salvage value is realized, due to the long service lives of most plant, predicting the net salvage of plant at the end of its service life is fraught with uncertainty.  For example, Empire has hydroelectric power generating units that it put in service in 1931 and coal-fired power generating units that it put in service in the 1950’s.  Environmental considerations have arisen over the course of time that were not anticipated when plant was put into operation—considerations such as clean-up of coal gasification sludge and PCBs in transformers.  (Tr. 1893, ln. 2-10; Tr. 1908, ln. 17 to Tr. 1909, ln. 16; Tr. 1918, ln. 18 to Tr. 1920, ln. 5).    Due to these factors, the Staff elected to review the residual value of the plant that Empire has actually retired—actual net salvage—and use that as the basis for predicting the net salvage of the plant that will be retired in the near future.  


D.
Everyone is estimating.
The Commission should recognize that every party uses estimates to determine the average service lives, depreciation rates, salvage value and cost of removal expense they sponsor in this case.  Their differences lie in what they rely upon for those estimates.  


E.
Comparison of Staff’s and Empire’s approaches.
As it did in Case Nos. ER-2001-299 and ER-2002-424, in this case the Staff kept the determinations of net salvage and depreciation independent.  Under the Staff’s approach, the loss captured with depreciation rates is “an amount designed to fully recover the Company’s investment in plant over the expected average service lives of the plant accounts.”  (Ex. 54, Macias Dir., Sch. 3-2; Ex 56, Macias Surr., p. 2, ln. 20-22; Ex. 55, Macias Reb., p. 4, ln. 20-22).  Rather than including estimates of future net salvage in setting depreciation rates, the Staff advocates allowing net salvage as a separate expense item that is estimated in a manner similar to the way Staff normalizes other test year expenses that fluctuate year-to-year—a multi-year average of removal costs offset by a multi-year average of salvage income.  (Ex. 71, Teel Dir., p. 13, ln. 6 to p. 14, ln. 5).  Under the Staff’s approach, the Staff highlights the impact of net salvage by listing it as a separate expense item rather than burying its impact by including it as a component of the depreciation rate used to establish the annual depreciation expense.  

In contrast, Empire, as well as AmerenUE and Aquila, advocate that the loss captured with depreciation rates should be the company’s investment in plant plus future net salvage associated with retirement of that plant, where that future net salvage is estimated as of the date the plant is estimated to retire.  For interim retirements of generation plant and mass property, Empire has estimated future net salvage as of the date of retirement by assuming that the difference between net salvage that Empire has experienced for property that it has retired, by account, will hold true for future retirements as well, i.e., that the formula—
account balance * (salvage income–cost of removal expense) / original cost of property retired—gives an acceptable estimate of all of the net salvage for all of the property in that account.  (Ex. 19, Roff Reb., p. 28, ln. 16-24; Tr. 1609, ln. 13 to Tr. 1610, ln. 15).  Mr. Roff acknowledges that he has never reconciled amounts collected from ratepayers for net salvage with the amounts expended by Empire for net salvage and states that it is impossible to do so.  (Tr. 1610, ln. 16 to Tr. 1613, ln. 9).

For final retirement of generation plant, Roff relied on dismantlement estimates of other utilities throughout the United States.  These estimates have not been verified by actual dismantlement costs; vary as to the extent of site remediation from as much as three feet below ground to complete greenfield; and were made by the utility itself or on its behalf.  (Ex. 18, Roff Dir., p. 20, ln. 16 to p. 22, ln. 6; Tr. 1600, ln. 9 to Tr. 1605, ln. 9).  


F.
Comparison of actual experience with company’s estimate for net salvage.
Empire has actually experienced net salvage of $1.7 million on average over the years 1998 through 2003.  (Ex. 71, Teel Dir., p. 13, ln. 4-13).  Approximately $20 million of the $25.6 million depreciation expense increase supported by Roff’s study is for future net salvage.  (Tr. 1608, ln. 15-21).  Although this Commission has never granted net salvage for final retirement of generation plant (terminal net salvage), Empire is seeking that in this case.  (Tr. 1889, ln. 11-22; Tr. 1898, ln. 20-25; Tr. 1902, ln. 13 to Tr. 1903, ln. 6).  With the “modifications” to the depreciation study filed with Empire witness Roff’s direct testimony, Ex. 18, Sch. DSR-3, the differences between the Staff and Empire on the revenue requirement that results from the net salvage issues total $5.4 million with $700 thousand of that difference being for final retirement of generation plant (production plant terminal net salvage).  (Reconciliation filed January 19, 2005).  As to mass property and interim generation plant retirements, Empire’s position is that $4.7 million more for future net salvage should be included in customer rates than expensing net salvage at the level Empire currently incurs it.  (Reconciliation filed January 19, 2005).  Of that $4.7 million the Staff and Empire differ by $5.2 million on mass property retirements with an offsetting $450 thousand on interim production plant retirements.  (Reconciliation filed January 19, 2005).

Under Empire’s approach it would collect amounts for a future net salvage expense now; however, Empire gives no assurance that the money collected from ratepayers now will be available for that future net salvage expense when it is incurred.

While Empire seeks $5.4 million more in net salvage than the $1.7 million that the Staff supports, it is undisputed that on the average Empire is actually incurring net salvage of $1.7 million annually.  Empire previously sought, and obtained, general rate relief from this Commission in November 2000 (Case No. ER-2001-299) and again in March 2002 (Case No. ER-2002-424). Given this annual level of actual net salvage, the frequency of Empire’s general rate cases and Empire’s discretion to initiate general rate cases, the impact on Empire, if the Staff’s estimate of net salvage is not borne out while rates set in this case are in effect, should prove to be, at worst, both minor and temporary. Empire witness Knapp, Vice President—Finance and Chief Financial Officer of Empire provides the most revealing testimony of Empire’s true concern with the treatment of net salvage.  Mr. Knapp testifies, “Technical and theoretical arguments aside, depreciation is a source of cash to partially fund the construction of new utility infrastructure.”  (Ex. 28, Knapp Reb., p. 3, ln. 16-17).  Given Mr. Knapp’s testimony that there are no limitations on how Empire can spend the cash it receives from depreciation, an even more accurate statement would have been:  Technical and theoretical arguments aside, depreciation expense is a source of cash from ratepayers to be used by the company in any lawful manner at its discretion.  (Tr. 1691, ln. 18-20).  These statements by Mr. Knapp are admissions by Empire that it is not seeking a means of funding net salvage costs and that, instead, it is seeking a means of obtaining money from ratepayers to use in lieu of investor-supplied capital.  

Empire’s witness Roff testified that ratepayers are benefited by collection of net salvage at an annual rate that exceeds the amount currently being incurred because the net of those two amounts would be included in the accumulated depreciation reserve which is offset against rate base, i.e., while it would have the funds, the company effectively would not earn from ratepayers a return on those funds.  (Tr. 1742, ln. 18 to Tr. 1746, ln. 18).  The Staff disagrees that this benefit is sufficient to offset the real risk that Empire will have expended the funds for other purposes long before they are needed by the company for cost of removal expense and that, ultimately, the company will seek in some way for ratepayers to bear the burden of those costs when they are actually incurred.  Further, that benefit is also insufficient to offset Empire’s ability to time when it incurs cost of removal expense and realizes salvage value after it retires plant, and the uncertainty of those amounts which will often be realized far into the future, if ever.  (Tr. 1923, ln. 8 to Tr. 1924, ln. 11).  It is the Staff’s view that “given the small amounts of cost-of-removal [currently being incurred], they should be expensed.”  (Tr. 1881, ln. 16-17).  Additionally, the cost to ratepayers of supplying these funds for future net salvage is likely to be higher than the value received through an offset to rate base.  (Tr. 1925, 11. 6-21).
For the foregoing reasons, the Commission should continue to treat net salvage as any other test year expense incurred by Empire and base the amount of net salvage on an average of the net salvage that Empire actually experiences over a representative historical period.  Further, as is the case now, net salvage should not be included in depreciation rates.


G.
Generation Plant Service Life.
The Staff and Empire agree that because the service life of individual pieces of plant cannot be known at the time each is put into service, service lives must be estimated.  (Ex. 54, Macias Dir., Sch. 3-2; Ex. 18, Roff Dir., Sch. DSR-3, pp. 5-6)  Further, they agree that the service lives of mass property should be determined by the use of “Iowa” curves that yield average service lives.  (Ex. 54, Macias Dir., Sch. 3-3 to 3-4; Ex. 18, Roff Dir., Sch. DSR-3, pp. 5-6; Ex. 19, Roff Reb., p. 5, ln. 5-7).  However, Staff and Empire disagree on the best approach for estimating the service lives of generation plant.  Staff also uses “Iowa” curves to obtain average service lives of generation plant.  (Ex. 54, Macias Dir., Sch. 3-3 to 3-4).  Under the Staff’s approach, since plant remains in service until it is retired, there is no fixed retirement date for the plant.  In contrast, Empire uses a specific retirement date for each generation unit.  (Tr. 1589, ln. 19-21; Ex. 18, Roff Dir., p. 17, ln. 19-22; Tr. 1582, ln. 16-24).  The effect of Empire’s lifespan approach on its “modified” depreciation rates is a shortening of average service lives for generation plant.

As the table following shows the generation plant retirement dates supplied by Empire personnel are in almost all cases the same as the retirement dates sponsored by Empire’s depreciation witness in Case No. ER-2001-299, L.W. Loos.

	Plant Description
	Installation date

	Empire projected retirement date (ER-2004-0570)

	Loos projected retirement date (ER-2001-299)

	Roff’s lifespan range
 
	Roff’s lifespan range retirement dates

	Steam Production Plant
	
	
	
	
	

	Riverton Unit 7
	1950
	2008
	2008
	40-60 yrs.
	1990-2010

	Riverton Unit 8
	1954
	2008
	2008
	50-60 yrs.
	2004-2014

	Asbury Unit 1
	1970
	2014
	2014
	30-45 yrs.
	2000-2015

	Asbury Unit 2
	1986
	2014
	2014
	25-35 yrs.
	2011-2021

	Iatan Unit 1
	1980
	2014  corrected on stand to 2020
	2014
	35-45 yrs.
	2015-2025

	Hydraulic Production Plant
	
	
	
	
	

	Ozark Beach Unit 1
	1931
	2022
	2022
	80-100 yrs.
	2011-2031

	Ozark Beach Unit 2
	1931
	2022
	2022
	80-100 yrs.
	2011-2031

	Ozark Beach Unit 3
	1931
	2022
	2022
	80-100 yrs.
	2011-2031

	Ozark Beach Unit 4
	1931
	2022
	2022
	80-100 yrs.
	2011-2031

	Other Production Plant
	
	
	
	
	

	Riverton Unit 9
	1964
	2008
	2008
	25-35 / 30-40 yrs.
	1989-2004

	Riverton Unit 10
	1988
	2014
	2017
	25-35 / 30-40 yrs.
	2013-2028

	Riverton Unit 11
	1988
	2014
	2017
	25-35 / 30-40 yrs.
	2013-2028

	Energy Center Unit 1
	1978
	2012
	2012
	25-35 yrs.
	2003-2013

	Energy Center Unit 2
	1981
	2015
	2015
	25-35 yrs.
	2006-2016

	Energy Center Jet Engine 1
	2003
	2033
	N/A
	25-35 yrs.
	2028-2038

	Energy Center Jet Engine 2
	2003
	2033
	N/A
	25-35 yrs.
	2028-2038

	State Line Unit 1
	1995
	2029
	2029
	25-35 yrs.
	2020-2030

	State Line Unit 2-Combined Cycle
	2001
	2031
	2031 (2035 after combined cycle)
	25-35 yrs.
	2026-2036


Regarding the retirement dates sponsored by Loos in Case No. ER-2001-299 the Commission, at page ten (10) of its Report and Order issued September 20, 2001 in that case stated, “Notably absent in this case is testimony from employees of Empire that Empire will retire units on or about the dates sponsored by that consultant” and “The generation unit retirement dates sponsored by Empire’s consultant are not credible.”

In response to questions from counsel for the Staff regarding the generation plant retirement dates posed during the hearing, Empire’s consultant Roff testified as follows (Tr. 1582, ln. 25 to Tr. 1583, ln. 12; Tr. 1595, ln. 3-20):

Q.     What did you rely -- what did you rely on for accepting those dates that were provided by Empire?

A.     Well, there's really, I guess, two factors.  One is I value the opinion of Mr. Beecher.  We had thoughtful discussions regarding what those plants contain, what factors influence their retirement dates and the lives relative to each of those facilities.  He was very knowledgeable in the area of operations and capital activity at those facilities.  He was very familiar with environmental requirements, and then subsequent to that, just looking at the lives that resulted from those retirement dates.  They were consistent with my experience in this field, so both reasons influenced the acceptance of those dates.

* * * *

Q.     Now what information did the company provide to you -- they provided to you their projected retirement date.  What information did they provide you that you accepted as verifying that to be an appropriate date?

A.     I don't understand your question.

Q.     You didn't just -- did you just accept the date they provided without looking behind how they arrived at that date?

A.     No, I participated in the discussions with Mr. Beecher where he provided those dates and was cognizant of the logic and reasoning that he used to develop those.  That was one.  Secondly, I compared those life spans to other facilities that I've been involved with in my career an[d] determined that those retirement dates produced a reasonable life span.

Q.     Are you finished with your answer?

A.     Yes, I am.

Further, he testified in response to questions from the Office of the Public Counsel’s attorney as follows (Tr. 1754, ln. 14 to Tr. 1755, ln 1):

Q.     Mr. Roff, if Empire were to retire a generation plant on one of the dates that you've estimated, wouldn't it also need to have an equivalent generation source, either purchased power or another plant, ready to go online in order to continue to provide service for its customers?

A.     To the extent that that power was an absolute need, I would say yes.

Q.     And what information did you receive from Mr. Beecher or other sources at Empire that would give you assurance of the reliability of those retirement dates in connection with alternative sources of power?

A.     That wasn't part of the considerations that we had.

Q.     So you didn't have any information from them regarding that?

A.     That's correct.

Q.     And again, we've talked about the fact that these dates are estimates.  As far as you can tell, has Empire made any commitment to require any of those generation dates that are listed in your statements?

A.     Not to my knowledge.

Comparison of the last column of the above table—Roff’s lifespan range retirement dates—to the third column—Empire’s projected retirement date—reveals that in this case Empire projected retirement dates for two units within one year of the lower end of the range of retirement dates resulting from Roff’s range of lifespans based on his experience.  Those units are Riverton Unit 10 and Riverton Unit 11.  Further comparison reveals that four units lie within one year of the upper end of the range of retirement dates resulting from Roff’s range of lifespans based on his experience.  Those units are Asbury Unit 1, Energy Center Unit 1, Energy Center Unit 2 and State Line Unit 1.  More telling, based on the range of retirement dates resulting from Roff’s range of lifespans, Riverton Unit 9 should have retired by 2004, not the Empire projected retirement date of 2008.  Empire consultant Roff provided no explanation as to why he accepted a retirement date beyond the lifespan he found reasonable for that plant.  His testimony on that unit was the following (Tr. 1587, ln. 12-24):

Q.     Thank you.  Then other production plant, description of the unit and your reasonable range of life span for that unit, beginning with Riverton Unit 9.

A.     Riverton Unit 9 is a gas turbine, I guess would be the way to describe it.  Small capacity peak unit, approximately 15 megawatts, built in 1964.  Depending upon the—usage of this facility would be a factor influencing its life, but 30 to 40 years would be a reasonable range.

Q.     Are you familiar with how Empire has used and is using Riverton Unit 9?

A.     I don't have the specific capacity usage over the last couple years, but it's my understanding that it's a peak unit.

Mr. Roff’s descriptions of the other units listed in the above table were similarly vague in nature and scope.  (Tr. 1583, ln. 18 - Tr. 1589, ln. 21).  Perhaps most telling, after providing his views of a reasonable lifespan range and a description of each unit, Mr. Roff testified, “Having said all of that, those are just my thoughts relative to those lives.  I relied entirely on the estimates provided to me by Mr. Beecher.”  (Tr. 1589, ln. 19-21).  

While he testified in this case, Mr. Beecher provided no evidence to support those estimates—evidence such as Empire’s plans to replace the generation lost by retirement of those units.  (Ex. 5 Beecher Dir., Ex. 6, Beecher Reb., Ex. 7, Beecher Surr., Tr. 484 - Tr. 571; Tr. 591, ln. 1 - Tr. 602, ln. 25)  Further, no other witness provided that evidence although in response to a question from the Regulatory Law Judge presiding at the hearing, Staff witness Gilbert testified that such plans should be revealed to the Commission.  (Tr. 1894, ln. 19 - Tr. 1897, ln. 23).

With regard to the “logic and reasoning” used by Mr. Beecher to develop the generation plant retirement dates he provided to Empire’s consultant, Mr. Roff, during cross-examination, Mr. Roff testified that the factors used by Mr. Beecher that he could recall were the fuel supply, the cost of fuel, the age of the plant, the operation of the facility—for example how often the power output from the plant is changed (cycled), environmental requirements and capital requirements.  (Tr. 1595, ln. 21 - Tr. 1596, ln. 12).  With regard to Riverton Units 7, 8 and 9, in Case No. ER-2001-299, Empire’s consultant Mr. Loos testified that the retirement date of 2008 for those units was based on “current anticipated environmental legislation” and also on “current law and current condition of those units.”  (Ex. 129, p. 156, ln. 10 - p. 159, ln. 18).  Further, in his depreciation study, Mr. Loos states that the bases of the estimate for the life of Empire’s Asbury units were the age of the Riverton units and the age, size and interim investment Empire had made at the Asbury plant; and that the basis for the retirement date of Empire’s hydroelectric facility at Ozark Beach was the expiration date of Empire’s current license for the plant.  (Ex. 126, Sch. LWL-1, p. 4-5).

In addition to his apparent lack of familiarity with Empire’s generating units, Empire’s consultant Roff was sufficiently unfamiliar with the generation mix of the utilities listed on his Schedule DSR-4 that he testified that Kansas City Power & Light Company did not have an ownership interest in a nuclear power generating unit, when, in fact, it does.  (Tr. 1657, ln. 18 - Tr. 1658, ln. 16; Tr. 1748, ln. 21 - Tr. 1749, ln. 7).

Just as it did in Case No. ER-2001-299, the Commission should find that the retirement dates used by Empire’s consultant are not credible.  And, based on the absence of evidence of Empire’s plans to replace generation it asserts will be retired as soon as 2008 and the similarity of the generation plant retirement dates and the bases for them to those rejected by the Commission in Case No. ER-2001-299, the Commission should reject Empire’s lifespan approach and, instead, adopt the Staff approach of using average service lives for generation plant determined with empirically derived “Iowa curves.”


H.
Net salvage based on the final retirement of generation plant.
Empire has included net salvage based on the final retirement of generation plant in determining depreciation rates.  As stated above this Commission has never granted net salvage for final retirement of generation plant (terminal net salvage).  (Tr. 1889, ln. 11-22; Tr. 1898, ln. 20-25; Tr. 1902, ln. 13 - Tr. 1903, ln. 6).  This is because this Commission has found that fossil fuel plant sites can be rehabilitated and that any expenses associated with the final retirement of such plants are speculative, and not known and measurable.  (Ex. 78, Gilbert Reb., p. 7, ln. 3 - p. 9, ln. 2).  It is Staff’s view that there have not been sufficient final retirements of generation plant to make the terminal net salvage of Empire’s generation plants known and measurable.  (Tr. 1890, ln. 17-21).

As stated above, for final retirement of generation plant, Empire’s consultant relied on dismantlement estimates of other utilities throughout the United States.  These estimates have not been verified by actual dismantlement costs; vary as to the extent of site remediation from as much as three feet below ground to complete greenfield; and were made by the utility itself or on its behalf.  (Ex. 18, Roff Dir., p. 20, ln. 16 - p. 22, ln. 6; Tr. 1600, ln. 9 - Tr. 1605, ln. 9).  Further, the estimates are of units located throughout the United States and Mr. Roff acknowledged, at least for steam production plants, both that a “very large portion” of the dismantlement estimate was due to labor and that labor rates vary across the United States.  (Tr. 1603, ln. 5 - Tr. 1605, ln. 2).

It is the experience of Staff witness Gilbert that the Department of Energy desires that existing generation facility sites remain in place in the future.  (Tr. 1909, ln. 22 - Tr. 1910, ln. 18).  Further, these 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, facilities such as established coal transportation, cooling sources and gas transportation.  (Tr. 1884, ln. 14 - Tr. 1886, ln. 1).

As it has in other instances, the Commission should conclude here that Empire’s fossil fuel plant sites can be rehabilitated and that any expenses associated with the final retirement of such plants are speculative, and not known and measurable.  


I.
Estimations of mass property average services lives.
Much discretion is involved in the determination of average service lives.  (Ex. 54, Macias Dir., Sch. 3-3; Ex. 18, Roff Dir., Sch. DSR-3, pp. 4-5).  Therefore, it is highly unlikely that two depreciation experts would arrive at the same average service life estimate for each mass property account.  Due to the differences in how Staff witness Macias and Empire witness Roff exercised their discretion in estimating average service lives for mass property the Staff would include $415,792 more than Empire in the revenues that Empire should be given the opportunity to obtain through customer rates.


J.
Summary of Staff’s positions on the depreciation issues.
Net salvage should not be included in depreciation rates and instead should be based on current actual levels of net salvage and treated as an expense item, i.e., net salvage should be based on an average of the net salvage that Empire actually experiences over a representative historical period because, in light of the amounts involved, both how much future net salvage will be incurred, if any, and when it will be incurred cannot be estimated with sufficient accuracy to rely upon them for a net salvage amount that con confidently be used for ratemaking purposes. Concomitantly, the loss captured with depreciation rates should be limited to an amount designed to fully recover Empire’s investment in plant over the expected average service lives of the plant accounts.

The estimated life of generation plant should be based on average service lives determined with empirically derived “Iowa curves” because the retirement dates used by Empire’s consultant are not credible, because Empire adduced no evidence of any plans by it to replace generation it asserts will be retired as soon as 2008, and because of the similarity of the generation plant retirement dates and the bases for them put forth by Empire in this case to those rejected by the Commission in Case No. ER-2001-299.

Net salvage based on the final retirement of generation plant should not be a component in Empire’s revenue requirement because fossil fuel plant sites can be rehabilitated and, as the Commission has previously found in other cases, any expenses associated with the final retirement of such plants are speculative, and not known and measurable.  

Because the Staff has better exercised its discretion in estimating average service lives, the amount that the Staff derived should be included in Empire’s revenue requirement due to the depreciation of mass property.

III. FUEL AND PURCHASED POWER/IEC/IEC RATE DESIGN


A.
May the Commission lawfully order an Interim Energy Charge absent a unanimous stipulation and agreement?


Both the Office of the Public Counsel (“Public Counsel”) and Intervenors Praxair, Inc. and Explorer Pipeline Co. have taken the position that an IEC is unlawful and can only be implemented with the with the agreement of all the parties, including an agreement not to challenge the lawfulness of the IEC mechanism in the courts.  The Staff disagrees.

The Commission has lawful authority, pursuant to Sections 393.140(11); 393.150; 393.270.2, 393.270.3; 386.040; 386.250; and 386.610 RSMo 2000.  These statutes state in relevant part as follows:

Section 393.140(11):

…Unless the commission otherwise orders, no change shall be made in any rate or charge…which shall have been filed and published by a …electrical corporation…in compliance with an order or decision of the commission, except after thirty days’ notice to the commission and publication for thirty days as required by order of the commission, which shall plainly state the changes proposed to be made in the schedule then in force and the time when the change will go into effect.  The commission for good cause shown may allow changes without requiring the thirty days’ notice under such conditions as it may prescribe… 

Section 393.150:

1. Whenever there shall be filed with the commission by any…electrical corporation…any schedule stating a new rate or charge…the commission shall have, and it is hereby given, authority, either upon complaint or upon its own initiative without complaint, at once, and if it so orders without answer or other formal pleading by the interested…electrical corporation …but upon reasonable notice, to enter upon a hearing concerning the propriety of such rate, charge…and pending such hearing and the decision thereon, the commission upon filing with such schedule, and delivering to the…electrical corporation…affected thereby, a statement in writing of its reasons for such suspension, may suspend the operation of such schedule and defer the use of such rate, charge…but not for a longer period than one hundred and twenty days beyond the time when such rate, charge…would otherwise go into effect, and after full hearing, whether completed before or after the rate, charge…goes into effect, the commission may make such order in reference to such rate, charge…as would be proper in a proceeding initiated after the rate, charge.…had become effective.
2. If any such hearing cannot be concluded within the period of suspension, 
as above stated, the commission may, in its discretion, extend the time of suspension for a further period not exceeding six months.  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. 

Section 393.270.2 and 393.270.3:

2.  
After a hearing and after such investigation as shall have been made by the commission or its officers, agents, examiners or inspectors, the 
commission within lawful limits may, by order, fix the maximum price of …electricity…not exceeding that fixed by statute to be charged by such corporation or person, for the service to be furnished…

3.  
The price fixed by the commission under sections 393.110 to 393.285 shall be the maximum price to be charged by such corporation or person for…electricity…for the service to be furnished within the territory and for a period to be fixed by the commission in the order, not exceeding three years…and thereafter until the commission shall, upon its own motion or upon the complaint of any corporation or person interested, fix a higher or lower maximum price of …electricity…to be thereafter charged.

Section 386.040:  

A “Public Service Commission” is hereby created and established, which said public service commission shall be vested with and possessed of the powers and duties in this chapter specified, and also all power necessary or proper to enable it to carry out fully and effectually all the purposes of this chapter.

Section 386.250:

The jurisdiction, supervision, powers and duties of the public service commission herein created and established shall extend under this chapter:

                                      . . .

(7)  To such other and further extent, and to all such other and additional matters and things, and in such further respects as may herein appear, either expressly or impliedly.

Section 386.610:

A substantial compliance with the requirements of this chapter shall be sufficient to give effect to all the rules, orders, acts and regulations of the commission, and they shall not be declared inoperative, illegal or void for any omission of a technical nature in respect thereto.  The provisions of this chapter shall be liberally construed with a view to the public welfare, efficient facilities and substantial justice between patrons and public utilities.

Although there is no Missouri case law directly on point, there are cases that offer some guidance.  In State ex rel. Missouri Public Service Company v. Fraas, 627 S.W.2d 882 (Mo.App. 1981), the Court of Appeals was focused on inflation, a serious concern at that time.  The Court stated that, “the Commission must make an intelligent forecast with respect to the future period for which it is setting the rate; ratemaking is by necessity a predictive science. (citation omitted)”  (Id. at 886).  Moreover, the Court of Appeals related that so long as the Commission proceeds within the bounds of its authority, the choice of method which it chooses to address inflation rests within its expert discretion.  (Id. at 888).  The Fraas court found acceptable the modified version of the projected test year employed by the Commission.  In the instant case, instead of inflation, the primary concern is volatility and unpredictability of natural gas prices.  It would appear that the Fraas Court’s exhortation is at least equally applicable to the situation regarding fuel and purchased power in the instant case.     
In State ex. rel. Laclede Gas Co. v. Public Service Commission, 535 S.W.2d 561 (Mo. App. 1976), Court stated at p. 567:

…the commission has power in a proper case to grant interim rate increases within the broad discretion implied from the Missouri file and suspend statutes and from the practical requirements of utility regulation.

Jackson County argued in Laclede that in the absence of specific statutory authority for an interim rate increase, there can be no such authority, but the Court rejected the argument.  Similarly, the absence of specific authority for a post operation-of-law date true-up and other elements of an IEC cannot be interpreted as a bar thereto. 

State ex rel. Fischer v. Public Service Commission, 670 S.W.2d 24 (Mo. App. 1984) further suggests the lawfulness of an IEC-type mechanism should it be adopted by the Commission.  Citing the Laclede case, the Court held that an interim rate request is merely ancillary to the permanent rate request, and as such, the interim rate request is part of the same proceeding as the permanent rate request.  The reasons cited by the court as to why an interim rate request is merely ancillary to a permanent rate request are applicable as well to the IEC as being ancillary to the permanent rate request and therefore lawful if properly structured.

In the instant proceeding, the concern of Public Counsel, as expressed in its position statement filed December 1, 2004, is that the IEC violates the prohibition under Missouri law against both single-issue ratemaking and retroactive ratemaking.  For its authority, Public Counsel cited the following Missouri Supreme Court case: State ex rel. Utility Consumers Council of Missouri, Inc. v. Public Service Commission, 585 S.W.2d 41 (Mo. Banc 1979).  The Staff disagrees. 

The UCCM case dealt with the legality of the use of fuel adjustment clauses (“FACs”) to adjust residential electric rates in order to make those rates more accurately track the fuel expenses of electric utilities.  The Missouri Supreme Court held, among other things, that the Commission had no statutory authority to authorize the use of such a clause in tariffs because the clause operated automatically and without a hearing, and thus permitted new rates to go into effect without full consideration of all relevant factors.  585 S.W.2d at 57.  A second issue decided in that case concerned a request by Public Counsel that excess amounts collected by utilities under the FAC over that which would have been collected under a “just and reasonable rate” be determined and refunded to customers.  The Court held that to accede to Public Counsel’s request would amount to retroactive ratemaking, as it would require the determination of what a reasonable rate in the past would have been and the refunding of any excess so determined.  585 S.W.2d at 58.  A third issue decided involved a determination of whether all monies collected from residential customers pursuant to a surcharge should be refunded.  The surcharge in question was authorized by the Commission so that the electric utilities could collect ordinary fuel expenses incurred when the original FAC was in effect, but not collectible under the clause before it expired.  The Court held the surcharge illegal, since it was designed to collect monies that could only be collectible due to the FAC, and held that the surcharge was further illegal as an exercise in retroactive ratemaking.  585 S.W.2d 58-59.  The Court found that the surcharge was intended to recover past expenses not covered either by the original or revised FAC, and thus constituted a rate designed to recover past losses due to imperfect matching of rates with expenses.

There are important and significant differences between the fuel adjustment clause found unlawful by the Missouri Supreme Court and the IEC mechanism that is at issue in this proceeding.    The 1974 and 1976 fuel adjustment clauses permitted utilities to pass on to ratepayers any increase or decrease in the cost of fuel automatically on a monthly basis without any consideration of compensatory decreases or increases in other operating expenses.  (585 S.W.2d at 49).  By contrast, the IEC proposed in this proceeding would be decided as part of a fully contested general rate proceeding in which the Commission is able to consider, following a thorough and comprehensive audit by its Staff, as well as an evidentiary hearing, the aspects of the Company’s operations that parties believe to be relevant to the Company’s rate request.  In this case, at the hearing, the IEC itself was vigorously litigated, along with fuel and purchased power issues in general and the IEC rate design.  In addition, two other major issues, rate of return and depreciation, were tried before the Commission.  All other issues were settled; i.e., resolved.  Thus, in making its decision as to whether or not an IEC is appropriate in this proceeding, the Commission will have considered all factors deemed relevant by the parties and ultimately the Commission for the setting of rates for a future period.  Rates will not increase during the term of the IEC.  
The IEC mechanism proposed in the instant case does not establish a variable rate system entailing any potential increase in rates due to the operation of the IEC.  Furthermore, while an FAC could be effective in perpetuity, the IEC is an interim mechanism; that is, it is temporary, with a defined effective period, whether it be five years (or three years) as suggested by Empire, or two years as proposed by the Staff.  At the completion of its effective period, the IEC terminates, leaving only the Company’s permanent rates in effect. 

Given that Commission approval of an IEC would occur at the same time the Commission considers all relevant factors, the Missouri Supreme Court’s holding in State ex rel. Hotel Continental v. Burton, 334 S.W.2d 75 (Mo. 1960) is applicable to the IEC and is not limited by the UCCM case.  The Missouri Supreme Court stated in Hotel Continental that the power expressly conferred on the Commission to determine just and reasonable charges that are sufficient to enable the utility to earn a fair return includes:

…the power to authorize a utility as an integral part of its rate schedules to deal with an item of operating expense in a different manner than other such items as part of a pattern or design to accomplish a just and reasonable total charge to the public.

334 S.W.2d at 79.


Another difference between the IEC and an FAC is that any adjustments following the true-up audit conducted at the expiration of the IEC will always go to the Company’s ratepayers in the form of refunds (with interest).  FAC adjustments, on the other hand, could further benefit the utility.  
The Staff also asserts that implementation of an IEC does not constitute prohibited retroactive ratemaking.  One reason, stated earlier, is that the post-operation-of-law date true-up is ancillary or subordinate to, but still a part of, the general rate proceeding.  Another is that the courts, in cases where retroactive ratemaking has been held unlawful, have been dealing with fact situations markedly different from the instant case.    


B.
If an Interim Energy Charge is lawful, should an IEC for Empire be implemented in this proceeding?    

Implementation of an Interim Energy Charge (“IEC”) is appropriate in this case.  The record evidence amply attests to the high volatility of the market for natural gas, and no party argues to the contrary.  (Tr. 506, ln. 22 – 507, ln. 1; Beecher Dir., Ex. 5, p. 11, ln. 3-16; p.14, ln. 24-31; p. 15; Beecher Reb., Ex. 6, p. 5, ln. 12-15; p. 6, ln. 1-9; Cassidy Dir., Ex. 34, p.8, ln. 7-13; p. 8, ln. 12-26; Brubaker Dir.(9/20) Ex. 115, p. 5, ln. 3-7).  Moreover, compared to other electric utilities in this state, Empire is especially heavily dependent upon natural gas to fuel its generation to serve its native load.  More than half of the Company’s generation capacity is fueled by natural gas, and some 30 to 35% of its energy load is based on natural gas or purchased power.  (Beecher Dir., Ex. 5, p. 6, ln. 20-21).  A key consideration in the Staff’s decision to recommend implementation of an IEC is the degree to which a significant change in the price of natural gas, a not unusual occurrence in today’s highly volatile environment, can either adversely affect Empire’s bottom line or result in an overcharge of the Company’s customers.  Specifically, a $1.00 swing in natural gas prices can mean a loss in pre-tax earnings of approximately $10 million for Empire, or conversely, windfall earnings of a like amount.  (Beecher Reb., Ex. 6, p. 4, ln. 14-16).  The volatility of natural gas prices also leads to variability in  the price of purchased power.  

An IEC defines a considerable range of variable fuel and purchased power costs  within which both the Company and its customers essentially bear no risk.  (Tr. 547, ln. 24 – 548, ln. 2).  Empire will be able to recover its actual fuel and purchased power costs falling anywhere within that range, to the extent they are prudently incurred, and ratepayers ultimately will not pay more than such actual costs.  Thus, by providing a kind of safety net for both Company and customers, an IEC eliminates the pressure on the Commission to “thread the needle” and make a precise determination of the level of annual fuel and purchased power costs to be reflected in rates.  (Cassidy Dir., Ex. 34, p. 9, ln. 1-7).  All risk is not eliminated, however.  Empire would absorb any actual variable fuel and purchased power costs above a “ceiling” level of actual variable fuel and purchased power costs.  (Tr. 523, ln. 18-20).  Conversely, if those costs come in below a “floor” amount, ratepayers would only be entitled to a refund of the amount of the IEC.  The amount by which the floor exceeds the actual variable fuel and purchased power costs would be retained by Empire and its shareholders.  

The Staff is not the only party to this proceeding that favors implementation of an IEC.  In its original filing, Empire proposed an IEC, as well as two other alternatives; i.e., a fuel adjustment clause, and the traditional single point estimate.  While the Company would have preferred a fuel adjustment clause, that alternative became moot with the failure of the General Assembly to pass enabling legislation.  At that point, the Company focused on the two remaining options.  (Cassidy Surr., Ex. 35, p. 2, ln. 6-8).  In its original filing, Empire described the single point estimate as the “most unsatisfactory of the three methods,” adding that it would “produce the least reasonable outcome.”  (Beecher Dir., Ex. 5, p. 3, ln. 6-8).  Clearly, Empire preferred the IEC mechanism.  (Beecher Dir., Ex. 5, p. 5, ln. 1-9).  As time passed, however, Empire appeared to grow less enthusiastic about the IEC because of the looming risk that Commission approval of an IEC without the consent of all parties would occasion a court challenge.  (Tr. 494, ln. 22-25).  Despite these misgivings, Company witness Brad Beecher when comparing the traditional single point approach to setting fuel and purchased power expense through an IEC or a fuel adjustment clause, stated in his surrebuttal testimony:  “We believe that this [traditional] alternative is the most unsatisfactory of the three methods and will produce the least reasonable outcome.”  (Beecher Surr., Ex. 7, p. 3, ln. 6-8).  Mr. Beecher subsequently echoed this view during the hearing. (Tr. 495, ln. 6-8).     
Maurice Brubaker, a witness for intervenors Praxair, Inc. and Explorer Pipeline Co. (“Praxair and Explorer”), filed testimony indicating the position of his clients that the Commission may not order implementation of a temporary fuel and purchased power recovery mechanism without the consent of the parties, but also expressing the view, assuming agreement could be reached, that a mechanism that offered the possibility for adjustment was prefereable to the traditional single point estimate in the current circumstances.  (Brubaker Dir., Ex. 115, p. 2, ln. 17 – p. 3, ln. 2; p. 4, ln. 12-16).  Mr. Brubaker outlined a mechanism that Praxair and Explorer would support as part of a unanimous stipulation and agreement.   He proposed an IEC-type mechanism in the range of $110 to $120 million (total Company basis).  The recommendation, unlike those of the Staff and Empire, does not appear to have been based on any calculations.    At the hearing, Mr. Brubaker withdrew his support for those specific floor and ceiling amounts, while continuing to support the $10 million range for an IEC.  (Tr. 905, ln. 20-22).  Mr. Brubaker explained that he was primarily focused on the underlying policy and principles as well as on the rate design issues.  (Tr. 906 ln. 9-18).  Again, Mr. Brubaker endorsed the IEC, describing it as the “most logical mechanism,” but again subject to the reservation concerning its legality. (Tr. 904, ln. 25 – 905, ln. 7)    

Notwithstanding the current volatility of natural gas prices and the fact of Empire’s heavy reliance on natural gas to fire its generators, Public Counsel witness James Busch testified that he prefers the traditional single point estimate.  Mr. Busch stated that he supports the traditional approach irrespective of Public Counsel’s concerns over the legality of the IEC.  He explained that, by establishing a range within which Empire is guaranteed recovery of its prudently incurred variable fuel and purchased power costs, the IEC serves to diminish the Company’s incentive to reduce costs.  (Tr. 735, ln. 19-23; 766, ln. 6-17).  For that reason, if the Commission should approve an IEC, Public Counsel recommends that the IEC “band” be relatively narrow(Tr. 763, ln. 17 – 764, ln. 1).
Mr. Busch appeared to discount the possibility that customers would be substantially harmed if the Commission sets a single point fuel and purchased power number that turns out to be too high.  (Tr. 718, ln. 3-21).  In the Staff’s view, given the current natural gas price environment coupled with Empire’s heavy reliance on natural gas to fuel its generation, use of a single point estimate for fuel and purchased power entails too much risk because there is a high degree of probability of being wrong with such an estimate.  The Staff regards as unacceptable the potential consequences to ratepayers or to shareholders of a Commission-adopted point estimate that will be either too high or too low.  In light of the potential results, adoption of a single point estimate, in the Staff’s opinion, will not result in just and reasonable rates.  (Tr. 628, ln. 5-17).  Adoption of an IEC along the lines proposed by the Staff would still provide cost reduction incentives for the Company, given the possibility that costs could come in above the ceiling level, as well as the potential opportunity for reward if costs are below the floor.   
In the course of this proceeding, the Staff gave serious consideration to the question of what approach made the most sense under the circumstances.  For the reasons stated, the Staff ultimately concluded that an IEC was the best way to address the current situation.  (Cassidy Dir., Ex. 34, p. 8, ln. 10-21)  The Staff therefore elected not to support a single point estimate for the cost of fuel and purchased power in this instance.  (Tr. 628, ln. 5-17).    
The Staff would emphasize that it is supporting an Interim Energy Charge to deal with the current unstable conditions.  The IEC mechanism is not appropriate for use in normal economic circumstances.  During such times, the Staff will continue to support the traditional approach to establishing the cost of fuel and purchased power; namely, the use of a single value based on historical information.  (Cassidy Surr., Ex. 35, p. 12, ln. 12-15).  It should be noted that in Empire’s most recent rate increase case (Case No. ER-2002-424), the IEC was done away with precisely because prevailing conditions at that time did not warrant use of a non-traditional approach.

C.
If an IEC is approved, how should it be structured?

The Staff proposes the same general mechanism, including a 24-month period, that was agreed to by all the parties and approved by the Commission for Aquila, Inc. in its most recent rate case (Case No. ER-2004-0034), but based on the price and operational parameters specific to this case. (Cassidy Dir., Ex. 34, p. 12, ln. 33-36).  The general structure of the IEC is set forth in the direct testimony of Staff witness John Cassidy.  The IEC “floor” represents the amount of variable fuel and purchased power that is included in permanent rates.  The amount of the IEC, then, is the amount billed to customers in excess of the permanent rates.  This is accomplished via the IEC charge.  Only variable fuel and purchased power costs should be part of the IEC.   The fixed cost portion of fuel and purchased power should be incorporated in permanent rates.  The variable costs of all fuels should be included along with purchased power, in order to avoid the potential for manipulation of the mechanism.  (Cassidy Dir., Ex. 34, p. 10, ln. 1-2).  The amounts collected under the IEC are subject to refund (with interest) to customers following a true-up audit at the end of the IEC period.  (Cassidy Dir., Ex. 34, p. 7, ln. 7-16).  

The Staff believes that an effective period of 24 months is a reasonable time period for an Interim Energy Charge.  (Cassidy Dir., Ex. 34, p. 7, ln. 18-20).  That is the time period to which all parties including Empire agreed for its previous IEC in Case No. ER-2001-299.  As noted earlier, all parties including Aquila agreed last year to a two-year effective period for an IEC in Case No. ER-2004-0034.  (Cassidy Dir., Ex. 34, p. 12, ln. 30-36).  Although Empire proposed a term of five years in its direct case, in its surrebuttal filing, Empire indicated a willingness to accept a three-year term.  The Company claims that a two-year term is unacceptable because “Empire would need to file another case in only 13 months.”  (Beecher Surr., Ex. 7, p. 6, ln. 11-19).  However, previous experience at Empire with an IEC suggests otherwise.  After having agreed to a two-year term for its IEC in Case No. ER-2001-299, Empire determined that conditions had changed substantially and as a result, subsequently agreed to terminate the mechanism after a little more than a year.  Thus, depending upon other developments affecting the Company during the two-year effective period of an IEC, including operating efficiencies, prices of natural gas and Empire’s hedged position, it is by no means certain that Empire would need to file another rate increase case after only thirteen months.  (Tr. 612, ln. 10-12; 657, ln. 10-15).    

The Staff is confident that, following a Commission specification of the key parameters of an IEC, including especially, the floor and ceiling dollar amounts and the effective period of the IEC , the parties would be able to reach agreement in order to flesh in any remaining details.     


D.
If an IEC is implemented, what should be the floor and ceiling levels?  

Throughout the course of this proceeding, the Staff has supported IEC floor and ceiling amounts based on natural gas prices of $3.20 and $5.62 per MMBtu, respectively.  The Staff calculated these two prices using different methods.  Because the floor level is to be included in permanent rates, the Staff used its normal approach to establishing a floor price of natural gas; i.e. the price was calculated based on actual historical data.  Specifically, the Staff averaged 32 months’ worth of data (November 2001 through June 2004), which encompasses the period from when Empire began its hedging program through the end of the Commission-ordered update, to obtain Empire’s total natural gas cost in order to arrive at a base price for natural gas of $3.20 per MMBtu. 

The $5.62 price, corresponding to the ceiling amount, was calculated using a weighted combination of the spot natural gas price forecast published by the Energy Information Administration (“EIA”) and the Company’s actual hedged position.  The EIA, an agency of the U.S. Department of Energy, is a leading independent government research body.  The agency monitors the natural gas industry and supports its research with a significant database.  (Cassidy Surr., p. 5, ln. 1-4).  In developing its forecasts of natural gas prices, the EIA looks at a wide variety of relevant variables, such as gas storage levels; weather, including the effect of the recent hurricanes; world events, including the turmoil in the Middle East; demand for fuel; and drill rig counts.  (Tr. 624, ln. 4-14).  On August 21, 2004, the EIA published its estimate that natural gas prices for the year 2005 would average $6.60 per MMBtu.  At the time the Staff prepared its direct testimony, the Company had a 40% hedged position in natural gas at an overall price of $4.15 per MMBtu.  The resultant weighted average price is $5.62 per MMBtu (60% x $6.60 + 40% x $4.15).  (Cassidy Dir., Ex. 34, p. 11, ln. 6-21; Cassidy Surr., Ex. 35, p. 10, ln. 3-11).          

Neither Praxair and Explorer nor Public Counsel currently has a position regarding the floor and ceiling values of a potential IEC.  However, as noted above, in the event that the Commission acts to implement an IEC, the record evidence indicates that Public Counsel wants a narrow range, and Praxair and Explorer support a range of $10 million.  

Empire initially recommended IEC floor and ceiling amounts of $105 million and $125 million, respectively.  (Tietjen Dir., Ex. 17, p. 15, ln. 3-23; Beecher Dir., Ex. 5, p. 15, ln. 21-27).  The dollar values were based on a natural gas price of $4.60 per MMBtu, which is a weighted average of: a) the average of the 2004-2005 monthly futures prices ($5.44) on the New York Mercantile Exchange (“NYMEX”), as of April 21, 2004, and b) Empire’s hedged gas position for 2004 and 2005 ($4.15)  (Beecher Dir., Ex. 5, p. 11, ln. 15-16; p.13, ln. 25-30).  In its rebuttal filing, the Company appeared to scaled back its position regarding an IEC, stating: “We continue to support a properly crafted IEC mechanism which would be designed to allow Empire to recover all of it’s [sic] prudently incurred fuel and purchased power charges,” but declining to reiterate or update the IEC values presented in its direct filing.  (Beecher Reb., Ex. 6, p. 2., ln. 12-14).  However, in its surrebuttal filing, the Company further modified its position, this time recommending, as a single point estimate, approximately $137.5 million (down from $140.8 million), and in the alternative, an IEC with a floor of $120 million and a ceiling of $140 million.  To develop its new single point recommendation, Empire used an average 2005-2006  NYMEX futures price of $6.79 per MMBtu, as of  November 17, 2004.  The number reflected in Empire’s rebuttal filing, was based on an average futures price of $7.50, per the October 27 NYMEX.  According to Mr. Beecher, the Company’s latest recommended IEC limits, are: “consistent with where natural gas futures and our hedged position were as of October 27, 2004, the time I prepared my rebuttal testimony.”    


E.
What natural gas price should be used in determining permanent rates?

As indicated earlier, the Staff elected not to recommend a price of natural gas that should be used in determining permanent rates.  Empire’s traditional single-point position is set out above.  Unfortunately, neither of Empire’s latest recommendation for a traditional fuel and purchased power amount nor its alternative recommendation for an IEC floor and ceiling amount is credible, because both recommendations are based on a highly flawed method of determining the price of natural gas.  For purposes of comparison, the total Company fuel and purchased power amounts proposed by Empire and by the Staff at various stages of this proceeding are shown below.








IEC
 
    
Single Point
    

Empire Direct   

$105 to $125 million 


$123 million

Empire Rebuttal

“properly crafted IEC mechanism”
$140.8 million

Empire Surrebuttal

$120 million to $140 million

$137.5 million

Staff testimony filings

$110.8 to $134.4 million*

     ---



*  reflects an approximate $3.5 million total correction (increase) to Staff’s filed direct case in order to properly reflect natural gas transportation losses and charges, as well as a new firm gas transportation contract with Southern Star Gas Pipeline Inc.  (Cassidy Surr., Ex. 35, p. 12, ln. 19-22).   

Aside from the above-indicated corrections, the Staff’s recommendation has remained constant throughout this proceeding.  By contrast, the Company now seeks an increase of almost $15 million in its proposed traditional fuel and purchased power expense, compared to that 

recommended in its direct case.  In fact, Empire’s single-point proposal exceeds the ceiling level of its previously proposed IEC by some $12.5 million.  Similarly, the limits of its proposed IEC have increased by $15 million over that proposed in Empire’s direct filing.  These substantial increases are due to the methodology the Company employed in developing the price of natural gas it used in calculating its proposed fuel and purchased power costs.  As in the case of its rebuttal filing, Empire used an average of NYMEX futures prices for the years 2005 and 2006 to estimate its cost of spot purchased gas, and weighted that price with the price at which it has already hedged a certain portion of its estimated annual natural gas requirements.
  (Beecher Reb., p. Ex. 6, p. 15, ln 18 to p. 16, ln. 4; Beecher Surr., p.5, ln. 22-31).

NYMEX provides a market for trading natural gas futures.  The futures prices, which are published daily in the Wall Street Journal, reflect what traders speculate that natural gas will cost in future months.  These prices can vary significantly from day to day and even by the hour.  (Cassidy Surr., Ex. 35, p. 3, ln. 18-21; Tr. 506, ln. 18-19).  There are two basic problems with using NYMEX futures prices to determine a forecast price of natural gas.  One problem is that they are very poor predictors of the level of the actual settled costs at the indicated future time.  Staff witness Dr. Kwang Choe filed surrebuttal testimony demonstrating the lack of correlation and the considerable discrepancies between futures prices and the actual closing prices one year later.  (Choe Surr., Ex. 36, p. 5, ln. 3 to p. 6, ln. 6; Schedules 2-4).  As Dr. Choe pointed out, the real purpose of NYMEX futures market is for risk management purposes; i.e., to enable natural gas users, if they so choose, to eliminate uncertainty with respect to the future price they will pay for the commodity.  (Choe Surr., Ex. 36, p. 4, ln. 6-14).  Even though a buyer may not be able to predict with a reasonable degree of accuracy what the price of gas will be at some point in the future, the buyer may nonetheless conclude that there is real value in knowing how much he or she is going to pay at such future time, and may therefore wish to engage in futures market transactions.     

The second major problem with Empire’s approach to forecasting a natural gas futures price is the fact that the values proposed in Empire’s direct, rebuttal and surrebuttal testimony were each based on natural gas futures prices in existence on a single day, and a different  (more recent) day was used in each succeeding instance; i.e., April 21, October 27, and (in the case of Empire’s single-point recommendation) November 17, 2004.  (Cassidy Dir., Ex. 34, p. 2, ln. 15-18; Cassidy Surr., Ex. 35, p. 5, ln. 22 – p. 6, ln. 2; Beecher Surr., p. 5, ln. 16-19).  As noted above, on April 21, the average futures price for the balance of 2004 and 2005 was $5.44 per MMBtu.  (Beecher, Dir., p. 11, ln. 3-16; p. 13, ln. 24-30).  On October 27, the average price used, (this time, for 2005 and 2006) had jumped by more than $2.00 (or almost 38%) to $7.50.  By November 17, the average two-year futures price had come back down to $6.79, a decrease of almost 10%.    

Further evidence of the considerable variability of NYMEX prices can be found in Empire’s hedging experience shortly before the date of NYMEX futures prices that the Company used as the basis for its rebuttal filing.  As indicated earlier, the Company based its single point recommendation of $140.8 million on an average natural gas futures price of $7.50 per MMBtu, as of October 27, 2004.  Yet, on October 22, 2004, just five days earlier, Empire was able to hedge a total of 400 dekatherms (Dth)
 at an average cost of $6.72 per Dth, a figure significantly less than the $7.50.  Similarly, on October 25, the Company was able to hedge 1,100,000 Dth at an average price for the second half of 2005 at an average price of 6.83/Dth.  (Beecher Reb., Ex. 6, p. 5, ln. 6-9).  
At the hearing, Mr. Beecher conceded that the NYMEX prices are volatile, and indeed, that they can change by the hour or even instantaneously  (Tr. 506, ln. 18-19).  Mr. Beecher was asked to calculate more recent average futures prices.  He used a page from the December 3, 2004 issue of Gas Daily (Ex. 113), which shows monthly futures prices as of December 2 for the years 2005 and 2006.  Mr. Beecher calculated average futures prices at $6.54 and $6.39 for those 
respective years.   The overall two-year average was $6.46. (Tr. 509, ln. 11-16).  This is lower (almost 14%) than the number on which rebuttal was based and also lower (almost 5%) than the number used in Beecher’s surrebuttal.  (Tr. 509, ln. 11-25).  When asked whether he would have used a later version of NYMEX futures prices had one been available when he filed his surrebuttal testimony, Mr. Beecher answered in the affirmative.  (Tr. 510, ln. 23 – 511, ln. 5).  

The dramatic change, between Empire’s direct and rebuttal filings, in the Company’s proposed cost of fuel and purchased power to be included in cost of service, and the Company’s willingness to again revise the number shortly thereafter in its surrebuttal filing, based on the most recent fluctuation, illustrates the folly of the method Empire employed.  The testimony of the Company’s witness indicates that if the December 3, 2004 futures numbers had been available in time for Empire’s surrebuttal filing, the Company latest single-point estimate of $137.5 million would have been lower.   In this environment of volatile prices, it simply doesn’t make sense to attempt to chase after some unknown number using an index that reflects substantial price volatility on a daily basis.  (Tr. 625, ln. 21 to 626, ln. 8).  At the hearing, Public Counsel witness James Busch provided a real life example of what can happen when one banks on futures values for a single day as Mr. Beecher is proposing with his methodology.  In his example, futures prices went up by a dollar one day as a reaction to what later proved to be faulty information regarding withdrawals from storage.  Eventually, when the correct information became known, futures prices came back down.  (Tr. 766, ln. 18 – 767, ln. 17).  By contrast, the EIA forecast used by the Staff, and only for the ceiling of its IEC proposal, did not show dramatic changes from month to month.  This is to be expected for a forecast that is grounded in research and statistical and econometric analysis of a large number of factors influencing the price of natural gas, and thus is less susceptible than the NYMEX to short-term perturbations, emotional responses and even record-keeping errors, as in the case of Public Counsel’s aforementioned example.          

The Staff would also note that, had it adopted Empire’s approach by moving in subsequent rounds of testimony to the latest EIA forecast, the Staff’s recommended ceiling for the IEC would actually have been lower.  By the time Staff filed its surrebuttal testimony, the November EIA publication of forecast average natural gas price was available, the latest forecast was $6.33 per MMBtu (down from $6.60).
  In support of its lower forecasts, the EIA cited such factors as high storage levels, high drilling rates leading to an expected 1.6% increase in domestic production, and a favorable import-export picture for liquefied natural gas.  (Cassidy Surr., Ex. 35, p. 9, ln. 3-12).  Incorporation of that figure into Staff’s calculations would have decreased the Staff’s overall ceiling price of natural gas from $5.62 to $5.46 per MMBtu.  This result would have been a reduction in revenue requirement of about $1 million.
  (Cassidy Surr., Ex. 35, p. 9, ln. 18-23).  The Staff, however, elected to give the Company the benefit of the doubt and to adhere to its originally recommended ceiling price. 


F.
If an IEC is approved, what is the appropriate rate design?

If an IEC is adopted by the Commission, the IEC should be billed to all customers on an equal-cents-per-kWh basis, when measured at the generator, with a subsequent adjustment for losses to take account of the fact that different customers take service at different voltages.  For example, all other things being equal, losses are lower for customers taking service at transmission voltages than for residential customers, where the electricity must pass through both the transmission and distribution system.  Therefore, the residential customer’s kWh is more costly.  (Tr. 808, ln. 19 - 809, ln. 5).  Prior to the loss adjustment, the billing rate should be $0.0050 per kWh.  The rate is based on the variable fuel and purchased power costs and on the Missouri retail sales figures respectively developed by Staff witnesses Leon Bender and Janice Pyatte, as filed in their direct testimonies on September 20, 2004.  (Watkins Dir., Ex. 75, p. 1, ln. 21 – p. 2, ln. 4).

The Staff’s recommended approach makes sense for several reasons.  First and foremost is the fact that variable fuel and purchased power costs vary directly with energy usage; hence, it makes sense that such costs should be assigned on the basis of kWh usage (sales).  All parties filing cost of service studies in this case---Empire, Public Counsel, and the Staff---saw fit to allocate energy costs on the basis of sales.  Maurice Brubaker, the witness for intervenors Praxair and Explorer, states, “The most obvious energy-related cost is fuel and the variable component of purchased power.  These costs vary in proportion to the amount of kilowatt-hours required by customers.” (Brubaker Dir. (9/27/04), Ex. 105, p.2, ln. 17 - 19).  Second, the Staff’s recommendation will allow both the floor and ceiling amounts of the IEC to be expressed in cents/kWh.  This is essential because the IEC is intended to address volatility in the per-kilowatt-hour cost of fuel due to volatility in gas prices, not changes in the total cost related to changes in load.  The third reason for adopting the Staff’s recommended rate design is that using cents-per-kilowatt-hour rates for the IEC will simplify and streamline the true-up audit process while reducing the chances for error.  (Watkins Dir., Ex. 75, p. 1, ln. 21  – p. 2, ln. 4).  Another consideration is the fact that Empire has experience in billing customers on a cents-per-kWh basis, since that was the agreed-to billing method for the Company’s previous IEC.  As a consequence, Empire already has in place a certain “infrastructure” for administering the IEC (including such activities as billing, reporting, and making refunds) that is built around a cents-per-kWh charge.  (Watkins Dir., Ex. 75, p.3 , ln. 3-6).  


Other than the fact that Empire did not address the refinement having to do with losses, the Company’s position is the same as that of the Staff.  (Tr. 871, ln 1-4; 810, ln. 15-19).  Public Counsel, which did not support an IEC in any respect, did not take a position on the rate design of the IEC in its prefiled testimony.  The parties championing an alternative rate design are Praxair and Explorer.  Mr. Brubaker recommends that any IEC costs be distributed on an equal-percentage-of-current-revenues basis.  The percentage would be applied as an equal-percentage adder to each rate schedule and refunded, if required, on that same basis.  (Brubaker Dir.(9/27/04), p. 8, ln. 19 – p. 9, ln. 7; Tr. 811, ln. 4-8; Watkins Reb., Ex. 76, p. 1, ln. 20-22).

Praxair and Explorer identified three problems with the Staff’s recommendation for an IEC, as set forth in its direct testimony.  One of them was the need to adjust for differing losses depending on the voltage level at which service is taken.  (Brubaker Reb., Ex. 106, p. 15, ln. 7-21).  Staff witness Watkins acknowledged that the equal cents-per-kilowatt-hour charge at the generator should be adjusted for losses prior to billing.  (Watkins Surr., Ex. 77, p. 2, ln. 13-15; Tr. 808, ln. 19-25).  

A second concern raised by Mr. Brubaker is that, because a negotiated “black-box” settlement in Case No. ER-2002-424 produced the existing rates and therefore the amount of fuel and purchased power in those rates cannot be determined, “the increment over and above existing base rates is not determinable.”  Thus, one cannot assume that “the increment in question” is the amount in excess of existing rates.  (Brubaker Reb., Ex. 106, p. 14, ln. 14 – p. 15, ln. 5)  However, this hardly justifies an allocation proposal that is contrary to accepted allocation principles.  The Staff submits that its proposal that these costs be distributed on a cents-per-kWh-basis at the generator makes far more sense than Praxair and Explorer’s proposal.  (Watkins Surr., Ex. 77, p. 2, ln. 6-12).  

Finally, Mr. Brubaker argues that it is inappropriate to distribute variable fuel and purchased power costs on the basis of kWh usage because different customer classes have different load factors.  Thus, a customer such as Praxair, Inc., which Mr. Brubaker claims has a load factor of 90%, uses a higher proportion of the energy it consumes during hours when the average cost of energy is lower.  This contrasts, for example, with a residential customer, who might exhibit a load factor of about 40%.  (Brubaker Reb., Ex. 106, p. 16, ln. 8-17).  The Staff would note, however, that differences in load patterns are already accounted for in permanent rates.  In addition, higher fuel and purchased power costs affect all hours of the year, and not just peak summer hours.  (Watkins Surr., Ex. 77, p. 2, ln. 18-21)  Furthermore, under Mr. Brubaker’s approach, two different types of customer in terms of kilowatt-hour usage and load factor, but with the same total bill would pay the same IEC charge, even though the fuel portions of their bills were markedly different.  His approach is therefore at odds not only with the fundamental principle of recovering the costs of service from those customers that cause them, but also with his purported goal of equitable treatment for high load factor customers.

At the hearing, Company witness, Dr. Edwin Overcast pointed out some logical inconsistencies in Praxair and Explorer’s argument, based on a suggested rate design filed jointly by Praxair and Explorer and Public Counsel on December 8, 2004.  The rate design shows that the proponents are willing to allocate additional cost to a customer class such as street lighting, which clearly does not cause disproportionately excess costs.  In fact, because street lights only consume electricity during night-time hours, it would appear that it should make disproportionately less of a contribution than other customer classes.  Yet, Praxair and Explorer propose to allocate disproportionately more of the costs to street lighting customers.  Dr. Overcast also cited all-electric buildings as an example of high load factor customers that nevertheless were allocated disproportionately more of the costs under the joint proposal of Praxair and Explorer and Public Counsel (Tr. 873, ln. 3 - 875, ln. 15).  Praxair and Explorer witness Maurice Brubaker later agreed with Dr. Overcast’s observation regarding street lighting and allowed as how Dr. Overcast may be correct with respect to all-electric buildings.  (Tr. 911, ln. 13-16).
During the hearing, there was a rather confusing discussion of the significance of decimal places in the Company’s tariffs initiated by a question that Commissioner Clayton asked Dr. Overcast.  (Tr. 875 - 880).  The precision of the Company’s tariffs, including the precision of the proposed IEC charges, has not been raised as an issue in this case.  The Company’s present and proposed tariffs state energy charges to four (4) decimal places in dollars (i.e., $0.xxxx).  The Company proposed an IEC charge of $0.0040, and the Staff proposed an IEC charge with the same precision.  Dr. Overcast stated that adding 5% losses to the Company’s proposed rate would result in a rate of $0.0042, and commented, “. . . when you take decimal places for residential rates out too far, depending on the level of use, it may or may not even round up to any money in actuality.”  (Tr. 876, ln. 14-18).  The discussion that followed seemed to suggest that multiplying 500 kilowatt-hours in a month by $0.0002 would round down to zero and that rounding would never “catch up.”  This is not the case.  Multiplying 500 by $0.0002 equals $0.10 (exactly 10 cents).  Even 50 kWh multiplied by $0.0001 rounds up to $0.01 ($0.005 rounds to 1 cent).  Multiplying 49 kWh by $0.0001, however, would round down to $0.00 ($0.0049 rounds to zero).  Thus, the last two digits of a customer’s kWh usage determine whether the customer would pay, or save, up to ½ cent on its bill that month.  The Company would gain (or lose) money only if the number of customers with kWh usage ending with digits from “50” to “99” (e.g., 50, 51, 52, . . .150, 151, 152, . . . 250, . . . 10,000,050, etc.) exceeds (or is less than) the number of customers with kWh usage ending with digits “01” to “49”.  Because the maximum gain or loss per customer is only ½ cent and there are likely to be nearly the same number of customers in each group, the effect of any rounding on the Company’s revenues would be negligible.


G.
Summary of Fuel and Purchased Power/IEC/IEC Rate Design.
The Commission may lawfully authorize the implementation of an Interim Energy Charge in this proceeding, and the Commission should do so.  Given the current price volatility in the natural gas market, an IEC is the most sensible approach to assuring the implementation of just and reasonable rates.   An IEC significantly reduces the considerable risk of substantial adverse financial impact for both Empire and its customers that would attend the inclusion in rates of the traditional single point estimate for fuel and purchased power.  Only the Staff has presented a reasonable, consistent, and comprehensive case for an IEC.  Only the Staff has developed IEC floor and ceiling levels that are not subject to the daily fluctuations of the NYMEX futures market for natural gas.  The Staff continues to support floor and ceiling natural gas prices of $3.20 and $5.62, respectively, and corresponding total Company amounts of $110.8 and $134.4 million.  In addition, the Staff’s recommended rate design, calling for an equal-cents-per-kWh charge at the generator for all classes, with an appropriate adjustment for differential losses, is grounded in longstanding principles of cost causation.  The Commission should therefore adopt, in all aspects, the Staff’s recommendation for an IEC in this proceeding.

WHEREFORE, for all of the foregoing reasons, the Staff respectively requests that the Commission issue its Report And Order adopting the Staff’s position on each of the contested issues in this case.
Respectfully submitted,
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� Reconciliation:  Production Plant – Interim Net Salvage $450,682 plus Mass Property—Net Salvage ($5,170,565) equals ($4,719,883).


� Reconciliation:  Production Plant—Average Service Lives vs Life Span ($3,030,808).


� Reconciliation:  Production Plant—Terminal Net Salvage ($700,259).


� Reconciliation:  Mass Property—Difference in Average Service Lives $415,792.


� Ex. 18, Roff Dir., Sch. DSR-3, Sch. 5.


� Ex. 18, Roff Dir., Sch. DSR-3, Sch. 5.


� Ex. 126, Sch. LWL-1, p. 4-4.


� Tr. 1583, ln. 18 to Tr. 1589, ln. 18.


� The single-point number used in Empire’s rebuttal filing was based on October 27, 2004 NYMEX futures prices.  The updated single-point number presented in surrebuttal was based on November 17, 2004 NYMEX prices.


� one Dth = one MMBtu 


� The respective numbers were $6.14 and $6.18 for September and October (Cassidy Surr. Ex. 35, p. 8, ln. 21-22), and $6.01 for December 2004. (Tr. 623, ln. 18-19).  


� Incorporation of Empire’s hedged position, which had increased from 40% at $4.15 to 60% at $4.71 per MMBtu would have dropped recommended revenue requirement an additional $1 million.  (Cassidy Surr., Ex. 35, p. 11, ln. 14-17). 
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