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PUBLIC COUNSEL’S REPLY BRIEF

I.
INTRODUCTION


The Office of the Public Counsel (“Public Counsel”) files this Reply Brief in response to the Initial Briefs of Missouri Gas Energy (“MGE”) and the Staff of the Missouri Public Service Commission.

II.
ARGUMENT


Impact of Legal Challenge


At pages 5 through 7 of its Initial Brief, MGE asserts that its tax appeal of the Kansas property tax on gas held in storage has resulted in “greater financial risk and cost recovery risk for MGE.”  MGE reasons that if it had just paid the property tax instead of challenging its legality, it would have been able to recover the taxes in GR-2004-0209.  MGE also claims it has increased its financial risk due to its challenge of the Kansas property tax law.  Neither of these assertions are correct.


First, MGE would not have been entitled to recover the Kansas property taxes during the true-up portion of GR-2004-0209.  MGE in its Brief, written and oral testimony chooses only to focus on the “known and measurable” arguments that were made by Public Counsel and Staff in GR-2004-0209.
  MGE wholly ignores the fact that MGE voluntarily agreed not to true-up property taxes in GR-2004-0209. (Tr. p. 50, l. 20-25; p. 51; p. 52; p. 53, l. 1; p. 122, l. 19-25; p. 123, l. 1).  In fact in its Report and Order in GR-2004-0209, the Commission found:

Furthermore, property taxes were not included as a true-up issue.  . . . As a result, this entirely new issue cannot be considered in this case.

Re: Missouri Gas Energy, 235 PUR4th 507, 544 (Oct. 2, 2004). (footnote excluded).  In GR-2004-0209, Public Counsel witness Bolin testified that property taxes were not part of the true-up agreement, a fact witness Noack admitted during cross-examination. (Tr. p. 60, l. 10-15).  The fact of the matter is, it was MGE’s own decision in GR-2004-0209 that prevented MGE from seeking recovery in GR-2004-0209, not the fact that MGE is appealing the assessment of the property tax.


Moreover, MGE has already built into its rates an amount for outside services. (Tr. p. 158, l. 10-17).  Public Counsel witness Bolin testified in GR-2004-0209 that on a going-forward basis MGE had an amount built into rates to reflect the costs of MGE’s legal challenge i.e. the payment of legal fees to Morris, Laing et al. (Tr. p. 239, l. 6.25; p. 240, l. 1-15).  While Public Counsel certainly agrees this tax challenge can benefit ratepayers – rates have been designed so that MGE can collect the cost of the legal challenge.  Contrary to MGE’s portrayal that it is going it alone, MGE’s ratepayers are footing the bill for this tax fight.


MGE makes much of the fact that “if MGE were trying a rate case now, the Public Counsel would still argue that these costs should not be included in MGE’s cost of service.”  

(MGE Brief at p. 6.)  This fact does not justify granting MGE an AAO for property taxes.  Public Counsel is well aware of the fact that just because Public Counsel takes a position on the inclusion or exclusion of an expense in a utility’s cost of service that does not mean the Commission is going to accept that argument.  In the context of the next rate case the Commission will be provided with evidence and presumably based upon that evidence will determine to include or exclude the property taxes at issue.  Because Public Counsel may raise a well-accepted regulatory concept such as “known and measurable” in a rate case does not mean that the property taxes at issue are extraordinary and nonrecurring. 


Just because one component of an ordinary and recurring expense such as property taxes, in this case the Kansas property tax, is not “known and measurable” that does not transform that expense into a unique, extraordinary or non-recurring expense worthy of the extraordinary accounting treatment granted by an AAO as insinuated by MGE and Staff.  This assertion merely serves to confuse the standards this Commission has traditionally used to grant AAO’s and one of the standards the Commission uses to determine whether or not certain expenses should be included in rates.  

Staff and MGE seem to assert that part of Public Counsel’s position in the rate case and this AAO proceeding are contradictory.  However, that argument misses the mark.  The task in a rate case is to determine what expenses are appropriate for inclusion in rates.  To be included in rates an expense must be known and measurable.  The task in an AAO proceeding is to determine whether or not an expense is unique, extraordinary and non-recurring.  Property taxes are not unique, are not extraordinary, and are recurring.  Because the goals and standards in a rate case and an AAO proceeding are different, different arguments are appropriate.  The fact that an expense is not “known and measurable” in a rate case proceeding does not transform that expense into a unique, extraordinary or non-recurring expense in an AAO proceeding.  Simply put, the fact that the Kansas property tax may not be known or measurable does not transform that property tax into a unique, non-recurring expense that is appropriate for AAO treatment.

Finally, MGE’s claim of financial ruin if the AAO is not granted rings hollow.  MGE alleges that if the AAO is not granted it “will not be afforded a reasonable opportunity to earn the return authorized by the Commission in Case N. GR-2004-0209.”  (MGE Brief at p. 5).   Instead of an opportunity MGE seeks a guarantee that it is going to achieve its authorized return.

Under rate of return regulation the Company is given an opportunity to earn a fair and reasonable return, the Company is not guaranteed any specific level after consideration of all revenues and costs.   If consideration of all revenues and costs result in a positive rate or return, all costs are being paid for by current revenues.  The only question remaining is whether or not the resulting earnings are determined to be adequate.  Thus if the Company incurs an expense and still earns a positive return on equity, that expense is not unrecovered as MGE asserts.

Rate of return regulation looks at all relevant factors associated with the provision of service.  The valuation of these factors is quantified on the income statement and balance sheets.  Rate of return regulation has the Commission, like investors in non-utility industries, review the overall result of the operations, i.e. the return on equity.  Rate of return regulation does not track individual costs or revenue flows and adjust rates according to specific changes in these amounts.  The practical effect of this request for an AAO is to set up a tracking mechanism for a normal ongoing expense, and thus effectively guarantee a portion of earnings because absent an AAO, earnings would be lower all things else being equal.  MGE’s attempts to pervert rate of return regulation by allowing it to defer normal ongoing operating expenses such as property taxes should be rejected.  MGE already has built into rates a level of property taxes that MGE has an opportunity to recover from ratepayers on a going forward basis.


Property Taxes Are Not Appropriate for Deferral


In an attempt to justify the deferral of such ordinary and recurring costs as the property taxes at issue MGE at page 7 of its Brief asserts because property taxes are one component of the costs deferred for compliance with the gas safety rules and ice storms it is appropriate in this proceeding to defer property taxes.  What MGE does not point out is the distinction between property taxes as an expense component of costs that are unique, extraordinary and non-recurring of one-time discreet events such as ice storms or the imposition of gas safety rules and property taxes on there own.


In this proceeding it is solely property taxes at issue.  The record in this proceeding is clear that property taxes are a recurring normal issue addressed in every rate case proceeding.  Contrary to MGE’s assertion it is the very fact that the Kansas tax is a property tax that disqualifies them for AAO treatment.
  As this Commission has stated “[i]t is not appropriate for a utility to defer normal, ongoing operating expenses.”  In the Matter of Application of United Weber, Inc., Case No. WA-98-187 (April 20, 1999).  The record evidence establishes that the property taxes that MGE seeks to defer are normal recurring ongoing business expenses and thus inappropriate for AAO treatment.  Certainly the payment of property taxes and the treatment of those taxes in rates is a typical and customary event.

Response to Staff


At page 6 of its Initial Brief Staff poses the following question and answer:

“When will the property tax cease being an extraordinary item, and become a normal, recurring item to be recorded in MGE’s current accounts pursuant to the USOA?  Staff suggests that the answer is if and when the courts decide that the tax is lawful.  Prior to such a pronouncement, the tax remains doubtful.  Afterwards, and only afterwards, will the tax become a lawful, normal, and recurring liability of MGE.”

Rather than supporting the authorization of an AAO, Staff’s own statement demonstrates that the property taxes at issue are a normal and recurring liability of MGE.  If MGE and the other utilities are successful in their legal challenge to the property tax MGE will not pay the tax and thus does not need an AAO.
  If MGE and the other utilities are unsuccessful in their legal challenge Staff by its own admission states if the tax is lawful it’s a normal and recurring liability of MGE.  As a normal and recurring liability of MGE the property taxes are not appropriate for the extraordinary accounting 
treatment granted by AAOs.  In fact at page 6 of its Initial Brief Staff candidly admits that “[f]rom a regulatory perspective, taxes imposed on a utility are normal, recurring expenses whose recovery is routinely permitted in such cases.”  Likewise, Staff witness Hyneman admitted that if the Kansas property tax is upheld by the Kansas courts the property tax expense would be a normal recurring expense. (Tr. p. 145, l. 10-24).


The ratemaking process recognizes that property taxes fluctuate.  That is why the ratemaking process normalizes property tax expense.  If the legality of the property tax at issue is upheld it is just another fluctuating expense just like all of the other fluctuating expenses built into MGE’s rate structure.  As noted by Staff witness Hyneman at that time MGE’s management 

will adjust to the new expense and file for a rate increase if existing revenues are not sufficient to recover these ongoing expenses and earn a reasonable rate of return on invested capital.  (Ex. 6, p. 2, l. 14-20).


Staff seems to believe that there is something magical about the fact that it is the State of Kansas imposing the property tax at issue and not the State of Missouri.
  Staff’s argument misses the point.  AAO’s are only appropriate for expenses which are not typical or customary business activities of the company.  The record evidence demonstrates that the payment of property taxes and the treatment of property taxes in rates is a typical and customary matter.   Staff cites no authority, because none exists, that supports its artificial distinction between Kansas and Missouri property taxes.  Staff simply creates this distinction to avoid the fact that property taxes are normal recurring expenses.  The Commission should reject Staff’s argument.


Staff’s assertion that the “initial imposition of a tax” is an unusual and infrequent occurrence that justifies AAO treatment for the property tax at issue creates a distinction without a difference.  Taken to its logical extreme any time a taxing authority levies a new tax, changes the property tax rate or assessment an “initial imposition of a tax” has occurred and under Staff’s theory an AAO would be appropriate.
  Rather than making the granting of an AAO an exception to traditional ratemaking – acceptance of this theory would make granting an AAO the rule thus emasculating traditional rate base rate of return regulation.  The Commission should reject Staff’s novel position.

III. CONCLUSION


Public Counsel believes the Commission should reject MGE’s request for an AAO.  Providing MGE with an AAO for normal and recurring operating expenses such as property taxes would be unprecedented, bad regulatory policy and not in the public interest.
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� MGE is very careful in how it phrases its “known and measurable” argument.  At page 8 of its Brief, MGE notes “. . . Public Counsel encouraged the Commission to not include these taxes in MGE’s rates that were recently set in GR-2004-0209, in part, because Public Counsel believed the taxes were not “known and measurable.” (emphasis added)  


� At page 7 of its Brief MGE claims the taxes at issue are “theoretically” property taxes.  Public Counsel does not believe that there is anything “theoretical” about these property taxes.  The tax at issue is a property tax.  The Kansas legislature has passed a law placing a property tax on MGE’s property (storage gas) held in Kansas.


� As the record evidence demonstrates MGE is not the only utility challenging this tax.  Central Illinois Public Service, Union Electric, BP Energy Company and Proliance Energy L.L.C. are also challenging the tax. (Ex. 12).


� The facts of this case demonstrate that Oklahoma also has a similar property tax but Staff or MGE make no mention of that.


� Commissioner Gaw’s questions of Staff witness Hyneman at pages 138 through 150 demonstrate how Staff’s position would result in the exception swallowing the rule.
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