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I.
INTRODUCTION

Southern Union Company d/b/a Missouri Gas Energy (hereinafter “SUC”, “MGE” and “Company”) filed its Application For An Accounting Authority Order (“AAO”) on or about October 12, 2004 pursuant to Section 393.140 RSMo.  MGE requests that this Commission issue an AAO for certain property taxes incurred by MGE in the State of Kansas related to the storage of natural gas.  Specifically, MGE requested the Commission order granting an AAO contain the following language:

The Company is authorized to record on its books a regulatory asset, which represents the expenses associated with the property tax to be paid to the state of Kansas pursuant to Senate Bill 147.  MGE may maintain this regulatory asset on its books until the effective date of the Report and Order in MGE’s next general rate proceeding.

Application ¶ 12.

The hearing in this matter was held March 8, 2005.

II.
ARGUMENT

1.
History And Operation Of The Accounting Authority Order

The request by MGE to defer costs from one accounting period to another accounting period has been characterized as a request for an accounting authority order.
  This characterization occurs because what is authorized by the Commission is the booking of certain costs to Account No. 186 or Account No. 182.3 under the Uniform System of Accounts (“USOA”) rather than the booking of the cost in a traditional account for the type of cost incurred by the utility.
  In the Matter of Missouri Public Service, 1 MPSC 3d 200, 202 (1991).  The booking of the costs in Account 186 or 182.3 creates a regulatory asset rather than a liability and thus improves the financial picture of the company for the period when the costs were booked. Id.

Generally, the deferral of costs from one accounting period to another accounting period for the development of a revenue requirement violates the traditional method for setting utility rates. Id. at 205.  Rates are usually established based upon a historical test year which focuses on four factors: (1) the rate of return the utility has an opportunity to earn; (2) the rate base upon which a return may be earned; (3) the depreciation costs of plant and equipment; and (4) allowable operating expenses. Id. citing State ex rel. Union Electric Company v. Public Service Commission, 765 S.W.2d 618, 622 (Mo. App. 1988).

In Missouri Public Service, the Commission determined that utilities should be allowed to defer costs from a prior accounting period on a limited basis when events occur during a period which are extraordinary, unusual and unique and not recurring. Id.  This test is commonly referred to as the “Sibley Test.”
  The Commission also determined that the decision to grant an AAO is best performed on a case-by-case basis. Id.  The Commission’s decision to grant AAOs only on a case-by-case basis appropriately recognizes that granting an AAO is a discretionary act on behalf of the Commission.  Granting an AAO is not a mandatory statutory requirement nor a requirement of Commission rule.

2.
Missouri Gas Energy Does Not Seek To Defer Extraordinary, Unique or Non-Recurring Costs.

MGE seeks to defer $1,721,830, the amount of property tax assessed by the State of Kansas for natural gas held in storage by MGE in Kansas. (Ex. 1, p. 3, l. 1-4).
  Property taxes are not appropriate for AAO treatment because they are not extraordinary, unique or non-recurring costs.  Property taxes are normal recurring costs.  Property taxes are normal on-going expenses that were considered in MGE’s last rate case. (Tr. 45, l. 1-11; Ex. 7, p. 6, l. 7-12).  MGE witness Noack admitted property taxes are a normal recurring operating expense. (Tr. p. 45, l. 1-3).


The Uniform System of Accounts  (“USOA”) defines “extraordinary items” as: 


7.
Extraordinary items.  It is the intent that net income shall reflect all items of profit and loss during the period with the exception of prior adjustments as described in paragraph 7.1 in long-term debt as described in paragraph 17 below.  Those items related to the effects of and transactions which have occurred during the current period and which are not typical or customary business activities of the company shall be considered extraordinary items.  Accordingly, they will not be events and transactions of significant effect which would not be expected to recur frequently and which would not be considered recurring factors in any evaluation of the ordinary operating process of business.  (In determining significance, items of similar nature should be considered in the aggregate.  Dissimilar items should be considered individually; however, if they are few in number, they may be considered in the aggregate.)  To be considered as extraordinary under the above guidelines, an item should be more than approximately five percent of income computed before extraordinary items.  Commission approval must be obtained to treat an item of less than five percent as extraordinary. (See Accounts No. 434 and 435).

(emphasis added).  USOA General Instructions, paragraph 15,017 cited in State ex rel. Office of the Public Counsel v. Public Service Commission, 858 S.W.2d 806, 810 (Mo. App. 1993).  Contrary to the USOA definition of extraordinary items, MGE seeks to defer costs related to typical and customary business activities of the Company.  The Commission in Missouri Public Service referring to the USOA definition of extraordinary noted:


The USOA recognizes that only extraordinary items should be deferred.  The definition cited earlier states the intent of the USOA that net income shall reflect all items of profit and loss during the period and exceptions are only for those items which are of significant effect, not expected to recur frequently, and which are not considered in the evaluation or ordinary, business operations.

1 MPSC 3d at 205 (emphasis added).  Simply put, property taxes are part of MGE’s ordinary business operations.


This Commission in its most recent AAO decision reaffirmed its adherence to the USOA definition of “extraordinary items” in Joint Application of Missouri-American Water et al stating:

The USOA defines “extraordinary items” as “[t]hose items related to the effects of events and transactions which have occurred during the current period and which are not typical or customary business activities of the company[.]”  This definition, adopted by the Commission as part of its regulation, is controlling here.  An “unusual and extraordinary” transaction is one that is not typical or customary. (Emphasis in original).

Case No. WO-2002-273 Report and Order on Remand, November 10, 2004, p. 26 (Footnote excluded).  The record evidence demonstrates that the payment of property taxes and the treatment of property taxes in rates is a typical and customary matter.


The USOA definition of extraordinary item explicitly forbids the inclusion of typical and customary business activities as extraordinary items.  The definition of extraordinary item in the USOA also requires the item to be one “which would not be considered as recurring factors in any evaluation of the ordinary operation process of business.”  Property taxes are part of MGE’s ordinary business and have a specific USOA account. (Tr. p. 45, l. 1-3; Tr. p. 32, l. 4-25; Ex. 7, p. 6, l. 7-12).  As Public Counsel witness Bolin testified, property taxes per the USOA are found in Account 408.1 Taxes Other Then Income Taxes, utility operating income is debited and account 236, Tax Accrued is credited by an estimated amount every month. (Ex. 7, p. 4, l. 4-6).  MGE confirmed this is how they would account for the Kansas property taxes in response to Public Counsel data request 0004, Exhibit 11. (Tr. p. 32, l. 21-25).


The record evidence demonstrates that $8,523,843 of property tax expense was built into MGE’s rates in GR-2004-0209 and this expense is currently being collected from ratepayers. (Ex. 7, p. 8, l. 1-6).  Property taxes are a fluctuating expense. In fact, MGE paid $8,214,899 for property tax (not including the Kansas property tax for gas in storage)
 in calendar year 2004.  This amount was $308,877 less than the amount used to determine the Company’s current rates. (Ex. 7, p. 8, l. 7-17).


MGE attempts to justify extraordinary accounting treatment for the property taxes for gas held in storage in Kansas by alleging the “. . . tax is unusual in that it has never been assessed against gas in storage held in Kansas and is unique in that MGE has never before paid property taxes on storage gas in the State of Kansas.” (emphasis original) (Ex. 1, p. 5, l. 21-24).  These “reasons” do not support the granting of an AAO to MGE.


First, MGE is simply incorrect in its claim that the State of Kansas has never assessed a tax against gas held in storage.  The record evidence demonstrates that the State of Kansas first assessed property taxes on storage gas in 2000. (Ex. 10; Tr. p. 26, l. 21-25; p. 27, l. 1-12).
  In fact, MGE witness Noack admitted at hearing that this is not the first time the State of Kansas has assessed property tax for gas held in storage. (Tr. p. 27, l. 21.25; p. 37, l. 14-19).  Indeed, the Kansas legislature has been attempting to assess a property tax on gas held in storage since 2000. (Tr. p. 30, l. 16-20).  The record evidence establishes that the 2004 Kansas legislation is in direct response to the Kansas Supreme Court ruling in In re Application of Central Illinois Public Service Company, 276 Kan 612 (2003).  (Ex. 12, Petition For Declaratory and Injunctive Relief ¶ 15).


The only reason MGE has to date not paid a property tax on gas held in storage is because it and other utilities have been successful in their legal challenges against the tax. (Tr. p. 33, l. 22-25; p. 35, l. 1-4; Ex. 10).  That fact does not make the imposition of a property tax unique.  The record evidence demonstrates that the imposition of property taxes is a typical and customary matter.  The record evidence shows that MGE has also been assessed a property tax on its gas held in storage in Oklahoma. (Tr. p. 176, l. 2-18).  However, MGE is not seeking AAO treatment for the Oklahoma tax.


The Staff’s position in this proceeding is even more troubling.  Staff witness Hyneman testified that MGE should be granted an AAO because “. . . the initial imposition of property tax by the State of Kansas on MGE is an extraordinary event as defined by this Commission.” (Ex. 5, p. 2, 

l. 26-27).  Only two years ago in GR-2001-292, the Staff believed that property taxes for gas held in storage in Kansas was a normal ongoing expense appropriately built into rates on an ongoing basis.  
In fact the record evidence demonstrates that MGE has in the past charged rates to Missouri customers to collect property taxes related to gas held in storage in the State of Kansas.  In MGE’s previous rate case, Case No. GR-2001-292, $400,000 was built into the settlement for property tax for gas held in storage in Kansas. (Tr. p. 29, l. 3-6; Tr. p. 105, l. 12-25; p. 106, l. 1-25; Ex. 14).  In his Supplemental Testimony in Support of Revenue Requirement in GR-2001-292 Staff witness Traxler testified as follows:


Q.
Please explain the increase in Staff’s recommended revenue increase for MGE as a result of reflecting the increase in property tax expense related to MGE’s investment in gas inventory.


A.
MGE advised the Staff regarding a change in its Kansas property tax assessment.  The State of Kansas has notified MGE that its gas inventory investment would be included in the assessment beginning with the year 2001.  Consistent with the planned true up of known changes through June 30, 2001, the Staff updated its EMS run to reflect the additional property tax resulting from this change.

(Ex. 15, p. 6, l. 13-30; Tr. p. 108, l. 7-21).  Staff witness Hyneman admitted that in GR-2001-292, he sponsored Staff’s revised accounting schedules and that Staff specifically made an adjustment to include $400,000 for property taxes for gas held in storage in Kansas. (Tr. p. 105, l. 10-25; p. 106, l. 1-25; p. 107, l. 1-3; Ex. 14).  Staff witness Hyneman also admitted Staff would not agree to build something into rates unless the Staff thought the expense was a normal and recurring expense and that Staff in GR-2001-292 thought property taxes on gas held in storage was a normal and recurring expense. (Tr. p. 110, l. 22-25; p. 111, l. 1-6).  Now incredibly in this proceeding, Staff incorrectly alleges that the “initial imposition” of property taxes by the State of Kansas is an extraordinary event.


This fact was confirmed by MGE in GR-2004-0209.  During the true-up in GR-2004-0209, Staff asked data request 0384 requesting MGE to “. . . provide an estimate of the level of property taxes that is included in current rates for payment of property taxes for gas stored in Kansas.” (Ex. 10).  MGE responded to Staff data request 0384 that “$400,000” had been built into rates in GR-2001-292. (Ex. 10).  Even though GR-2001-292 was a settled case, MGE candidly admitted in a different proceeding that it believed $400,000 had been built into rates in GR-2001-292.


Even ignoring the fact that MGE already had built into rates an amount for recovering property taxes for gas held in storage in Kansas in GR-2001-292, Staff’s assertion that this tax is the “initial imposition of property tax by the State of Kansas” is disputed by the record evidence.  The record evidence demonstrates that Kansas first assessed a property tax on gas held in storage in 2000. (Tr. p. 30, l. 16-20).  Simply put, this type of tax was imposed upon MGE in 2000 and but for MGE’s successful judicial challenge to the tax, the tax would still be assessed upon MGE’s storage gas in Kansas.


Moreover, if MGE is successful in its legal challenge to this tax, it will not be required to pay anything thus negating any need for the AAO. (Tr. p. 186, l. 22-24).  However, if MGE is unsuccessful in its legal challenge to this tax and the tax is found to be constitutional, Staff witness Hyneman and MGE witness Noack testified the tax would be a recurring expense. (Tr. p. 145, l. 8-24; p. 187, l. 5-14).  Witness Hyneman also admitted that under the Sibley Test an expense must be nonrecurring to qualify for AAO treatment. (Tr. p. 138, l. 1-6).  The record evidence also demonstrates that the tax at issue does not have a sunset date. (Tr. p. 181, l. 10-16).  Simply put, Kansas intends to impose this tax on a recurring basis. (Tr. p. 122, l. 15-18).


The assessment of a property tax on MGE’s gas held in storage in Kansas is neither an extraordinary event nor an extraordinary cost.  First, the imposition of a tax by a state legislature is not an extraordinary event.  Passing tax legislation is a normal activity of a state legislature.  

Second, property taxes are not an extraordinary cost but a normal on-going operating expense.  Thus, AAO treatment is inappropriate for the costs at issue in this proceeding.


This Commission has specifically rejected extraordinary accounting treatment via an AAO for costs that are normal on-going operating expenses.  In Missouri Public Service, the Commission rejected MPS’ request for an AAO regarding its purchase power capacity contracts.  In rejecting the request this Commission stated:


Staff and Public Counsel oppose the deferral of the costs associated with the increase in demand charges.  They contend that these purchase power contracts are not extraordinary or unique but are a part of the normal operations of a reasonable and prudent utility.  The Commission agrees.


Purchasing power or capacity to meet a company’s demand for service is a fundamental undertaking of a regulated utility.  A utility must plan for future demand an made a decision of how best to meet that demand.  Purchase power capacity contracts which ensure a source of supply for energy for a period are a proper function of management.  The fact that these contracts contain rate increases or additional charges are they mature does not render them extraordinary or unique.  Costs of other services go up, while others may go down.  If the Commission allowed deferral of these costs, then any item of expense with rising costs could arguably be deferred.  As the Commission has discussed earlier, only costs associated with extraordinary, nonrecurring events should be deferred since they are not part of the normal operating expenses of a company.  Power purchases of this nature are not extraordinary events.


The costs associated with the purchase power capacity contracts are recurring expenses.  The Commission has established rates based upon both capacity costs and kws purchased during the test year.  The fact that these costs increase based upon the contract does not make them extraordinary.  The fact that the contracts were entered into instead of building new peaking capacity does not make them extraordinary.  The management of MPS is expected to make prudent and reasonable decisions to meet MPS’s need for energy.  This is part of the normal operation of a utility and costs associated with these decisions are normal operating expenses which are recoverable through existing rates.

1 MPSC 3d at p. 210-211.  Just like the purchase power capacity contracts, property taxes are recurring expenses.


The Commission should reject MGE’s attempt to seek an AAO for property taxes.  As noted by this Commission In the Matter of the Application of United Water Missouri, Inc. for an Accounting Authority Order Relating to FAS 106, Case No. WA-98-187 (April 20, 1999) “[i]t is not appropriate for a utility to defer normal, ongoing expense items.  If a utility is allowed to defer those on-going costs, it will result in the recouping of past losses in a subsequent rate case.” (Slip Opinion p. 6).  The record evidence establishes that the property taxes that MGE seeks to defer are normal recurring on-going business expenses and thus inappropriate for AAO treatment.


3.
MGE Can File A Rate Case.


Assuming arguendo that the Commission determines that MGE’s property tax assessment related to the storage of natural gas in Kansas is an extraordinary, unique and non-recurring event that does not end the Commission’s analysis of this matter.  As the Commission stated in the Matter of the Application of St. Joseph Light & Power Company for the Issuance of an Accounting Authority Order Relating to its Electrical Operations, Case No. EO-2000-845 “. . . the simple fact that an expense is extraordinary and nonrecurring is not enough to justify the deferral of that expense.  Implicit in the Commission’s previous orders regarding requests for an AAO is a requirement that there must be some reason why the expense to be deferred could not be immediately included for recovery in a rate case.” (Slip Opinion Case No. EO-2000-845, p. 8, December 14, 2000).  In this proceeding, MGE has failed to demonstrate any valid reason why it could not file a rate case to seek to recover some of the alleged extraordinary and unique property taxes.


MGE witness Noack admitted that nothing prevented MGE from filing a rate case – save MGE’s own management decision not to do so. (Tr. p. 57, l. 5-10).  The only reason MGE witness Noack proffered for not filing a rate case was the cost involved. (Tr. p. 58, l. 5-7).  However, the Commission has already determined that avoidance of rate case expense is not a reason to defer costs:


Avoidance of rate case expense is a beneficial goal since it reduces the cost of doing business, but delaying rate cases just to avoid rate case expense should not be used as an excuse to defer costs which are attributable to normal operations of a company.  The benefit gained will not necessarily outweigh the increased rates caused by the deferral.

Missouri Public Service at 207.


MGE witness Noack testified that these property taxes in his opinion would be treated as an expense in MGE’s cost of service in the next rate case proceeding. (Tr. p. 187, l. 14-25; p. 188, l. 1-9).  Simply stated, these property taxes could be recovered by MGE in its next rate case proceeding thus they are not appropriate for deferral.


4.
Conditions



A.
Time Limitation

Assuming arguendo that the Commission grants MGE its requested AAO, the AAO should include a specific time limitation in which MGE must file a rate case.  In its Application, MGE requests an open-ended opportunity to seek recovery of the deferred amounts.  Specifically, MGE requests “. . . MGE may maintain this regulatory asset on its books until the effective date of the Report and Order in MGE’s next general rate proceeding.” (MGE’s Application ¶ 12).  Contrary to this open-ended deferral request, the Commission should require MGE to file tariffs proposing a general increase in rates which twelve (12) months after the judicial resolution of the tax or the accounting authority order shall become null and void.


Long-standing Commission policy has required a time limitation on the deferral of costs allowed by the granting of an AAO.  In the Matter of Missouri Public Service this Commission recognized that a limitation on the deferrals of costs is appropriate stating:

The Commission finds that a time limitation on deferrals is reasonable since deferrals cannot be allowed to continue indefinitely.  The Commission finds that a rate case must be filed within a reasonable time after the deferral period for recovery of the deferral to be considered.   For purposes of this case the Commission finds that twelve months is a reasonable period.  This limitation accomplishes two goals. First, it prevents the continued accumulation of deferred costs so that total disallowance would not effect the financial integrity of the company or the Commission’s ability to make the disallowance; and secondly, it ensures the Commission a review of those costs within a reasonable time.  If the costs are truly extraordinary, recovery in rates should not be delayed indefinitely.  A utility should not be allowed to save deferrals against excess earnings in some future period.

1 MPSC 3d at 206.


Granting an open-ended deferral period as requested by MGE would violate the underlying premise of accounting authority orders.  AAOs are to be granted only when a utility incurs unusual and extraordinary expenses that are not contemplated in the normal ratemaking process.  To allow an open-ended deferral period suggests the costs deferred are not extraordinary at all; that on the contrary, they are in the nature of an on-going expense.  Accounting authority orders are not intended to allow MGE to stockpile costs indefinitely, until MGE happens to file a rate case.  If contrary to Public Counsel’s recommendation the Commission grants MGE an AAO, it should require MGE to file a general rate case within twelve (12) months after judicial resolution of the tax to seek recovery of the deferred amounts.  If MGE fails to file within twelve months the amounts deferred via the AAOs should become null and void. 



B.
Amortization


Assuming arguendo that the Commission grants MGE its requested AAO, Public Counsel believes the amortization of the deferred amounts should start as soon as the judicial resolution of the tax is final. (Ex. 8, p. 1, l. 9-14).  Amortization should begin immediately following the judicial resolution of the tax because an AAO is a variance from the traditional method for setting utility rates, thus distorting the financial statements of the utility.  Public Counsel concurs with Staff witness Hyneman that if an AAO is granted, it should be amortized over a sixty (60) month period. (Ex. 7, p. 13, l. 17-20).

III.
CONCLUSION


Public Counsel believes the Commission should reject MGE’s request for an AAO.  The costs MGE seeks to defer are normal recurring business expenses that are considered and were considered in the evaluation of MGE’s ordinary business operations during a general rate case.  Deferral of property taxes would be wholly inconsistent with the Commission’s long held AAO policy of only allowing deferral of costs that are extraordinary, unusual, unique and non-recurring.  Providing MGE with an AAO for property taxes would be unprecedented, bad regulatory policy and not in the public interest.
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� An accounting authority order is normally one twelve-month period.


� Neither MGE’s Application nor its prefiled testimony specify which USOA account it wishes to defer the costs in this matter.


� The Commission most recently endorsed the “Sibley Test” in the Joint Application of Missouri-American Water et al, Case No. WO-2002-273 Report and Order on Remand, November 10, 2004, p. 27.


� In its Application, MGE sought to defer Kansas property taxes for gas held in storage in the amount of $1,262,059 (Application ¶ 9).


� Because of its legal challenge, MGE has not had to pay the property tax for gas in storage. (Tr. p. 54, l. 21-23).


� In its Surrebuttal Testimony, MGE points out its belief that is previous years it had undercollected its property taxes. (Ex. 3, p. 4, l. 14-22; p. 5, l. 1-2).  MGE misses the point.  Public Counsel provides this information to demonstrate property taxes are normal recurring expenses not appropriate for AAO treatment.  MGE’s testimony only confirms Public Counsel’s position.


� “Assessed” means to make a valuation of property for purposes of taxation. (Tr. p. 24, l. 21-24).


� In light of MGE’s admission in GR-2004-0209 that $400,000 was built into the settlement of GR-2001-292, Public Counsel does not believe the letter or spirit of the Stipulation and Agreement in GR-2001-292 is being violated.  Moreover, MGE’s belief is consistent with Staff’s belief.
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