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STAFF’S PROPOSED FINDINGS OF FACT AND CONCLUSIONS OF LAW 


COMES NOW the Staff (“Staff”) of the Missouri Public Service Commission (“Commission”), and respectfully states:

The following proposed findings of fact and conclusions of law are being submitted pursuant to the ordered procedural schedule in this case.  The proposed findings of fact are organized in the same manner as the Staff’s Initial Brief (filed January 21, 2005) and the Staff’s Reply Brief, also being filed on this date; i.e., the three general issues, Rate of Return, Depreciation, and Fuel and Purchased Power/IEC/IEC Rate Design are addressed in the same order as they appear in the Proposed List of Issues, List of Witnesses, and Order of Cross Examination, filed on December 1, 2004.  The proposed conclusions of law are grouped at the end of the document.    

Findings of Fact


The Missouri Public Service Commission, having considered all of the competent evidence upon the whole record, makes the following findings of fact:

I.
Rate of Return

The Commission has on many occasions in the past addressed the question of what method it should utilize to estimate the cost of common equity for a public utility in order to comply with the two leading Supreme Court cases on the subject, Bluefield Water Works and Improvement Company v. Public Service Commission of the State of West Virginia, 262 U.S. 679 (1923), and Federal Power Commission, et al. v. Hope Natural Gas Company, 320 U.S. 591 (1944).

Throughout these cases, the Commission has consistently indicated that it prefers to rely upon a method of analysis known as the Discounted Cash Flow (“DCF”) method.

For example, in Kansas City Power and Light, 28 Mo. P.S.C. (N.S.) 228, 246, decided in 1986, the Commission stated the following 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 the most recently litigated case involving Empire, Case No. ER-2001-299, 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.

Empire witness Dr. Donald A. Murry, Staff witness David Murray, and Public Counsel witness Travis Allen all relied primarily upon some variation of the company-specific DCF model to estimate Empire’s cost of common equity.  

Empire witness Dr. James H. Vander Weide used an approach that was entirely different from the company-specific DCF model that the other three witnesses primarily relied upon.  He did not do a company-specific analysis of Empire’s cost of capital, but instead estimated the cost of common equity for a group of companies that he deemed to be of comparable risk to Empire.  He utilized three different cost-of-capital models to first estimate the cost of common equity for his group of comparable companies.  He then adjusted the result based upon the weighted average cost of capital of his comparable companies and that of Empire, to account for the fact that, in his view, Empire’s capital structure was more highly leveraged than his group of comparable companies.  The three cost-of-capital models he utilized were the ex ante risk premium method, the ex post risk premium method, and the DCF model.

In selecting his comparable companies, Dr. Vander Weide identified electric and gas companies, for whom financial data was available to him, and that he deemed to have risks comparable to Empire.  He did not make any other attempt to insure that the companies were comparable to Empire.  As a result, his list of comparable companies included companies that are much different from Empire in size, and in the nature of their operations.  Even though Empire is neither a diversified energy company, nor a gas local distribution company, his list of comparables included such companies, and it also included companies that are many times as large as Empire, such as Duke Energy, which is a diversified energy company. 

Dr. Vander Weide concluded that the average cost of common equity for his comparable companies was 10.70%.  After making his weighted average cost of capital adjustment, in the amount of 0.59%, Dr. Vander Weide concluded that Empire’s cost of common equity is 11.30%. 

Dr. Vander Weide’s methodology is very unusual, if not unique, and has never been presented to this Commission before.  The Commission prefers to utilize the actual date for the company in question in reaching its determination.  It has never placed such heavy reliance upon the risk premium methods as Dr. Vander Weide places upon it.  The Commission has never accepted the proposition that the weighted average cost of capital of the subject company should be set equal to the weighted average cost of capital of a group of comparable companies.  

Empire did not present evidence that Dr. Vander Weide’s methodology has been generally accepted by financial analysts, nor that it has been published or subjected to peer review.  

Empire has failed to establish that Dr. Vander Weide’s list of comparable companies is, in fact, comparable to Empire.

Dr. Vander Weide’s methodology is entitled to little weight, and is rejected.

In its simplest form, the equation on which the DCF model is based may be expressed as follows:



k   =   D1 / P0   +   g

where k is the cost of common stock equity, D1 is the expected dividend, P0 is the present price, and g is the expected growth in dividends.

In order to properly apply the DCF model, an analyst must estimate the values of each of the three independent variables on the right side of the equation to determine the value of k, the cost of common stock equity.

Empire has paid a dividend of $1.28 per share every year since 1992.  Empire witness Dr. Murry, Staff witness Murray, and Public Counsel witness Travis Allen all agree that Empire’s dividend is not likely to change in the near future, and that the value of D1 in the DCF equation is $1.28.  The Commission so finds.

The most critical of these independent variables, and the one that is subject to the most contention, is the growth factor, g.

According to the DCF equation, g represents the expected growth in dividends.  It is commonly recognized, however, that other terms may be used to represent g, in lieu of the expected growth in dividends.  These include the expected growth in earnings per share, price per share, and book value per share.

In this case, it is most reasonable to substitute, as a proxy for the expected growth in dividends, the number that represents investors’ expectations of the sustainable growth rate of earnings per share.

In his company-specific analysis of Empire, Dr. Murry used four different values for P0 – a high stock price and a low stock price for a recent two-week period and a high and low price for the preceding 52-week period.  

He also used three different estimates for g – one based on expected growth in dividends, one based on expected growth in earnings per share between 1997-1999 and 2006-1008, and one based on expected future growth in earnings per share.  As a result, he determined six different cost-of-capital ranges for Empire.  

In his company-specific analysis of Empire, Mr. Murray determined the monthly average high/low price of Empire’s stock over a recent six-month period to be $19.990 to $22.275 per share.  He therefore utilized only a price of $21.19 per share  as the value of P0 in the DCF equation, and determined Empire’s yield (D1 / P0) to be 6.04%.  

In his company-specific analysis of empire, Mr. Allen determined Empire’s dividend yield to be 6.36% - 6.41%.

The use of an average price is the most useful the method to use in determining the cost of common equity under the DCF method.  Dr. Murry’s use of high and low prices, instead of an average, produces a range of values, but does not establish a specific current yield and is not as useful.

Mr. Murray’s analysis of stock price data over a period of six months covers a long enough period so that it is not unduly subject to daily variations in the stock price and yet the stock price data is all relatively recent and is reliable in establishing the average current price of the stock.

The Commission finds that the value of P0 in the DCF equation is $21.19, and Empire’s stock yield in the DCF equation is therefore 6.04%. 

To establish the value of g in the DCF equation, Mr. Murray considered historical growth as well as projected growth.  Empire had very low earnings during 2001, which produced what Mr. Murray described as an “anomalous result” in the historical growth figures, which also affected the estimates of future growth.  Value Line estimated Empire’s future growth at 6.00% per year, but this result was very much affected by the “anomalous” earnings for 2001.  The Commission finds that Value Line’s estimate of future growth is not reliable and is inaccurate.  

Dr. Murry’s estimate of the value of g in the DCF equation was heavily dependent upon Value Line’s projected growth rate, and should not be given great weight.

Mr. Murray testified and the Commission finds that Empire’s historical earnings growth rate should not be given great weight, because of the effect of the “anomalous” year.  

Mr. Murray relied upon three outside sources as the basis for his estimate of Empire’s projected growth.  I/B/E/S Inc.’s Institutional Brokers Estimate System estimated the growth at 2.50%, Standard & Poor’s Corporation’s Earnings Guide estimated it at 3.00%, and The Value Line Investment Survey: Ratings and Reports estimated it at 6.50%.  The average of those three outside sources is 4.00%.  Mr. Murray testified that the average of historical and projected growth rates produces an average growth rate of 1.67%.  

This average growth rate is unreasonably low, because of the undue effect of the anomalous year of 2001.  As g is intended to be an estimate of future growth, it is important to make sure that the historical growth rate is not given undue weight.  

On the other hand, the average projected growth rate is unduly high, because of the impact of the very high Value Line estimate of growth.  Accordingly, it is not reasonable to expect Empire’s earnings to grow as fast as 4.00% per year.    

Officials of Empire testified that they expect growth in kilowatt-hour sales to average about 2.5% per year, based upon growth in customer base and increase in demand.

The Commission finds that it is most likely that Empire’s earnings will grow at a rate of 2.25% to 3.25% per year.

The Commission finds that Empire’s ROE, as determined by the DCF method, is in the range of 8.29% to 9.29%.

Mr. Murray testified that he performed various checks on the reasonableness of the result he obtained through use of the DCF model.  He compared the Empire-specific results to the results he obtained from analysis of comparable companies.  He also performed a Capital Asset Pricing Model (“CAPM”) analysis of Empire, which also confirmed the reasonableness of his result.  He then compared the CAPM result for Empire with the CAPM results he obtained from analysis of the comparable companies, which also confirmed the reasonableness of his result.  Finally, he performed a risk premium analysis of Empire, which also confirmed the reasonableness of his result.

Dr. Murry and Mr. Allen also performed various other analyses of their results, primarily utilizing the CAPM method and analysis of comparable companies.  The results of those analyses by Dr. Murry and Mr. Allen further confirmed the reasonableness of the result that Mr. Murray reached through his company-specific analysis of Empire.

The Commission finds that Empire’s cost of common is in the range of 8.29% to 9.29%, with a midpoint of 8.79%.

Mr. Murray testified, and the Commission finds, that Empire’s capital structure consists of 49.14% common stock equity, 6.32% trust preferred stock, and 44.53% long-term debt.

Mr. Murray testified, and the Commission finds, that the embedded cost of Empire’s long-term debt is 7.22%, and that the embedded cost of Empire’s trust preferred stock is 8.92%.

The weighted average cost of capital for Empire is determined by multiplying the common stock equity percentage (49.14%) by the cost of common equity (8.29%-9.29%); multiplying the trust preferred stock percentage (6.32%) by the embedded cost of trust preferred stock (8.92%); multiplying the long-term debt percentage (44.53%) by the embedded cost of long-term debt (7.22%); and then adding the products obtained.  

As a result of the foregoing calculation, the Commission determines that Empire’s weighted average cost of capital is in the range of 7.85% to 8.34%.

The appropriate rate of return on Empire’s rate base is 8.10%, which is the midpoint in the weighed average cost of capital range.

II.
Depreciation 

While the parties used December 31, 2003 data in performing their depreciation studies, Empire’s study reflects that it should recover about $55 million annually for depreciation on a total company basis, although it has limited that amount to about $40 million for the tariff rates it filed, and the Staff’s study reflects that Empire should recover about $27 million annually.  The difference in the depreciation recovery the Staff and Empire propose on a revenue requirement basis is attributable to differences to the lives they estimated for mass property (transmission, distribution and general plant) and in their approaches to treatment of net salvage, determining average service lives for generation plant, and allowing or not allowing net salvage based on final retirement of generation plant.  In terms of revenue requirement these differences between the Staff and Empire (Empire’s position less the Staff’s position), based on the depreciation it used in the tariffs it submitted, total about $8 million—about negative $4 hundred thousand for mass property life estimates, about $5 million for net salvage, about $3 million for generation plant lives and about $7 hundred thousand for generation plant final retirement net salvage.

Empire takes present plant and predicts future net salvage.  In contrast, the Staff relies on data from past events to determine net salvage.  Empire projects both the date plant will be retired and the future net salvage—the difference between the salvage value of the plant and the cost to remove the plant at that future retirement date.  It then includes these estimates of future net salvage in determining the depreciation rates it proposes for its generation plant.  In addition to the need to predict the date that plant will be removed, the cost of removal at the time it is removed and the gross salvage value, plant either may never be removed or it may not be removed for some time after it is retired.  These bases of uncertainty provide sufficient grounds to reject Empire’s determination of net salvage cost.

In contrast, the Staff does not include net salvage in any form in determining depreciation rates and, instead, includes net salvage as an expense based on current actual levels of net salvage.  The Staff’s approach of treating net salvage cost as an expense based on Empire’s recent historical data provides more certainty than Empire’s treatment of net salvage cost.  Additionally, separately stating net salvage cost rather than incorporating it in depreciation rates appropriately demonstrates the significance of net salvage cost on rates.

As it did in Case No. ER-2001-299, the Commission finds that net salvage cost considered in setting rates should be based on historical net salvage cost that Empire has actually incurred in the recent past and that it should be treated as an expense.  Thus, the two issues characterized above as the net salvage issue and the generation plant final retirement net salvage issue are resolved.

The Staff based its average service lives for all of Empire’s plant on mortality data obtained from Empire.  It used that mortality data to create survivor curves and, ultimately, determine average service lives.  Empire used this same approach for all plant, except generation plant.  As to that plant used dates certain for retiring all plant at each separate generating unit, essentially truncated the survivor curves the Staff used for generation plant.

Empire presented the testimony of its consultant to support the service lives for generation plant that it proposes in this case.  He testified that he relied on Empire witness Brad Beecher for the lives that he used and that in his judgment they were reasonable.  Given the consultant’s lack of familiarity with the generation units, that the life provided by Mr. Beecher for one unit was outside what the consultant testified was a reasonable range of life, and the consultant’s inability to provide specifics as to what Mr. Beecher told him, that the consultant actually evaluated the retirement dates Mr. Beecher provided is incredible.  Although Brad Beecher testified in this case, neither he nor any other Empire witness supported the lives used by Empire’s consultant.   It is not disputed that using dates certain for retiring generating units has the impact of shortening plant service lives.  The generation unit retirement dates sponsored by Empire’s consultant in this case are essentially the same dates that a majority of this Commission found in Case No. ER-2001-299 to be incredible.  They are still incredible.

Having found the testimony of Empire’s consultant regarding the generation plant retirement dates he obtained from Brad Beecher of Empire to be incredible, the Commission rejects the generation plant service lives proposed by Empire and finds that the average service lives that the Staff determined are the appropriate service lives to be used for establishing depreciation in this case.

Further, due to the lack of credibility of Empire’s consultant, the Commission also rejects the average service lives that he determined for mass property (transmission, distribution and general plant) and finds that the average service lives that the Staff determined for that property are the appropriate service lives to be used for establishing depreciation in this case.

III.
Fuel and Purchased Power/IEC/IEC Rate Design


The five parties filing testimony on this issue were Empire (witnesses Brad Beecher, Jill Tietjen, and Dr, Edwin Overstreet),  Public Counsel (witness James Busch), Intervenors Praxair, Inc. and Explorer Pipeline Co, . (witness Maurice Brubaker), and the Commission Staff (witnesses John Cassidy, James Watkins, Leon Bender, and Dr. Kwang Choe).

Empire offered the following two alternatives for establishing fuel and purchased power in permanent rates: (1) the traditional method, which yielded a total Company amount of $137,548,710, based on an overall natural gas price of $5.69 per MMBtu and an unhedged or spot natural gas price of $6.79 per MMBtu; and (2) an IEC mechanism with a floor amount, to be included in permanent rates, of $120 million and a ceiling amount of $140 million, respectively based on overall natural gas prices of roughly $4.00 and $6.00.  In principle, Empire supports the IEC as the preferred alternative in this case.  All of Empire’s non-hedged natural gas price estimates are based on New York Mercantile Exchange (“NYMEX”) closing futures prices, as recorded on a single day.  Empire requested a five-year effective period for the IEC, but indicated in prefiled testimony that it would accept a three-year term.  In its Initial Brief, however, Empire stated that, absent a stipulation and agreement regarding an IEC or the enactment of legislation clearly authorizing an IEC prior to the rendering of the Commission’s Report And Order in this case, the Company now supports only the aforementioned traditional proposal.


The Staff took the position that, in the current climate, particularly with respect to the volatility of market for natural gas, the traditional approach to establishing fuel and purchased power expense is unacceptable because it would not ensure the establishment of just and reasonable rates.  The Staff therefore recommends only that an IEC be implemented in this case.  The Staff’s recommended floor and ceiling amounts are $110.8 million and $134.4 million, respectively.  These amounts are based on overall gas prices of $3.20 (base) and $5.62 (ceiling).  The base was set using more 32 months’ worth of historical cost data,.  The ceiling amount was established using a combination of Empire’s hedged position and a forecast gas cost for 2005 of $6.60 per MMBtu, published last August by the Energy Information Administration (“EIA”), and agency of the U.S. government’s Department of Energy.  The Staff recommends a two-year term for the IEC. 


Public Counsel did not recommend an IEC alternative.  Public Counsel witness James Busch testified that the IEC is not appropriate because it diminishes the incentives for the utility to control costs.  Public Counsel’s recommended amount of fuel and purchased power expense to be included in permanent rates is $126 million, which is based on a natural gas price of $4.68 per MMBtu.  The price is calculated from a combination of two years of NYMEX futures prices, two years of Empire’s historical cost data, and the Company’s current hedged position.  If the IEC is enacted, Public Counsel recommends that the band be relatively narrow.  On December 8, 2004, Public Counsel joined with Praxair and Explorer to recommend a $10 million band.   

Praxair and Explorer support the principle of the IEC.  Witness Brubaker testified that he believes it to be the most logical approach under the circumstances.  However, Praxair and Explorer believe that it is not permitted under current Missouri law.  Praxair and Explorer did not offer a traditional single point dollar value for fuel and purchased power.

The IEC rate design ultimately recommended by the Company mirrors that of the Staff; namely, it should be collected on an equal-cents-per-kWh  basis, at the generator, for all classes, with appropriate adjustments for differential losses.  Praxair and Explorer offered testimony in support of an equal-percent-of-class-revenues.  The aforementioned Joint Recommendation includes a rate design agreeable to Praxair and Explorer, as well as to Public Counsel.  No supporting testimony was filed, nor is the Joint Recommendation in evidence.

The issues regarding fuel and purchased power boil down to four general matters; namely whether the Commission may lawfully order an IEC; whether an IEC is the best way to proceed in the current circumstances; what natural gas price should fuel and purchased power be based on; and what is the appropriate rate design for an IEC.   

The IEC has been approved in previous cases by this Commission (Case Nos. ER-2001-299 and ER-2004-0570), both in connection with Unanimous Stipulation And Agreements.  Both Empire and the Staff argue that the Commission may lawfully order the implementation of such a mechanism in the absence of such an agreement, while Public Counsel and Praxair take the position that to do so would be unlawful.  All of these parties have filed briefs concerning this issue.


With respect to the issue of lawfulness, as a threshold matter, the Commission finds that the proposed IEC makes a small portion of the revenues to be generated by the rates in this case, interim subject to refund.  That is, of the maximum rates that Empire is authorized to charge, a small part remain subject to the conditions subsequent specified in the tariff before becoming final rates.

The Commission finds that the price of natural gas is both historically high and very volatile.  The Commission finds, having considered all factors relevant to setting rates in this case, that both ratepayers and shareholders are well-served by authorizing a maximum rate, but making a small portion of the revenues generated by those rates interim, subject to refund.  The Commission finds that the maximum rate set in this case under the IEC adequately apprises customers of the cost of service that they will take; provides Empire with some measure of protection against sharp increases in the price of natural gas; and provides customers with the opportunity to benefit if the price of natural gas drops.  Thus, the IEC helps this Commission strike the balance between ratepayers and shareholders required by law.

The Commission finds that the IEC is the appropriate mechanism to order in the circumstances of this case.  As a matter of principle, with the exception of Public Counsel, all of the interested parties favor implementation of this mechanism as opposed to the traditional single point approach.  The Commission finds persuasive the Staff’s rationale that the volatility of natural gas prices in the current circumstances is simply too great, and the stakes too high in the event of a widely inaccurate single point estimate of fuel and purchased power expense, to enable the Commission to set just and reasonable rates.  This concern outweighs Public Counsel’s concern about the attendant reduction in incentives for the Company to control costs.

The Commission finds Staff witness John Cassidy to be more credible on the issue of the appropriate natural gas price than Company witness Brad Beecher, because his estimates were based on a forecast methodology not subject to daily market fluctuations, and based on detailed and sophisticated analysis.  Furthermore, he used a “conservative” estimate (from the standpoint of Empire) by sticking with the EIA’s August 2004 estimate for 2005 of $6.60 per MMBtu.  The volatility of  natural gas prices is such that there could well be a precipitous drop in gas prices, to the benefit of all.  Accordingly, the Commission finds the Staff’s recommendation of floor and ceiling levels for fuel and purchased power of $110.8 million and $134.4 million, respectively, are just and reasonable. 

The Commission further finds that a term of two years for the IEC is appropriate.  That was the term ordered in each of the aforementioned IEC cases.  A term of two years is adequate, particularly when one considers that the radical change in gas prices during the term of Empire’s last IEC, prompting the Company to seek its termination.

With respect to the IEC rate design, Company witness Dr. Overcast pointed out that the recommended rate design contained in the aforementioned Joint Recommendation of Public Counsel and Praxair and Explorer does not provide the equitable distribution of cots for high load factor customers that Praxair and explorer claimed in their prefiled testimony.  The Commission finds persuasive, and will therefore order, the Staff’s approach of an equal-cents-per-kWh, adjusted for differential losses, to be more satisfactory, since it is based on sound cost-causation principles; i.e., the costs of the variable energy are allocated across all classes based on the usage of energy.  Staff witness Watkins pointed out a number of additional benefits associated with administering both the billing and the subsequent true-up, which the Commission believes will best serve both the Company and its customers.         
Conclusions of Law

Jurisdiction:


The Missouri Public Service Commission has jurisdiction over The Empire District Electric Company’s services, activities, and rates pursuant to Section 386.250 and Chapter 393 RSMo 2000.
Burden of Proof:

Section 393.150.2 RSMo 2000 provides in part, “At any hearing involving a rate sought to be increased, the burden of proof to show that the increased rate or proposed increased rate is just and reasonable shall be upon the…electrical corporation…and the commission shall give to the hearing and decision of such questions preference over all other questions pending before it and decide the same as speedily as possible.”

Commission’s Authority:


Pursuant to Section 393.130.1 RSMo 2000, the Commission has authority to prohibit the implementation of electric service rates that are unjust or unreasonable.

Stipulation And Agreements:


The following stipulation and agreements were executed by the parties:    

a)  Rate Design:  Nonunanimous Stipulation And Agreement Regarding Rate Design, filed December 16, 2004 (not opposed).  The rate design identified in the stipulation and agreement constitutes a just and reasonable settlement of all rate design issues. 

b)  Certain Issues:  Stipulation And Agreement As To Certain Issues.  The agreement covers the following issues: (1) Energy Center Units 3 & 4 construction cost, (2) deferred tax balances, (3) payroll O&M factor, (4) Energy Center 3 & 4 O&M, (5) annual generator inspections, (6) tree trimming, (7) rate case expense, (8) Enron legal fees, (9) incentive compensation, (10) stock options, (11) low income customer weatherization assistance program, (12) energy efficiency program, (13) wind energy assessment, (14) pensions, and (15) late payment charge.  The stipulation and agreement constitutes a just and reasonable settlement of all of the indicated issues.

Contested Issues:

Two decisions by the United States Supreme Court establish the standard that the Commission must adhere to in establishing Empire’s allowed rate of return.  Those case are Bluefield Water Works and Improvement Company v. Public Service Commission of the State of West Virginia, 262 U.S. 679 (1923), and Federal Power Commission et al. v. Hope Natural Gas Company, 320 U.S. 591 (1944). 


In Bluefield, the court stated, in part, as follows:

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.


In Hope, the court stated, in part, as follows:

By that standard the return to the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks.


The Commission has repeatedly and consistently held that a Discounted Cash Flow (“DCF”) 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.


The DCF analysis is the most reasonable way to establish the return to the equity owner that is commensurate with returns on investments in other enterprises having corresponding risks, and complies with the requirements of the Bluefield and Hope cases.

Empire is entitled to the opportunity to recover in rates the depreciation that it incurs and the Commission has broad discretion in determining depreciation.  See State ex rel. Capital city Water Co. v. Public Service Commission of Missouri, 298 Mo. 524, 252 S.W. 446, 451-452 (Mo. banc 1922).  The Missouri Supreme Court, in two separate rate cases involving regulated utilities, has approved the explanation of 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)).  In this case the Commission’s Staff and Empire District Electric Company, as they did nearly four years ago in Case No. ER-2001-299, hotly contest the depreciation expense that Empire should be allowed to recover through Missouri customer rates.  
The case of State ex rel. Utility Consumers’ Council of Missouri v. Public Service Commission, 585 S.W.2d 41, (Mo banc 1979), (UCCM) provides the standards to judge the lawfulness of the  IEC.  The salient requirements of UCCM are that, in setting rates the Commission must consider all relevant factors (UCCM, at 49); that the rates may not be retroactive (UCCM, at 59); and, the Commission must set a maximum rate (UCCM, at 56).   The IEC passes muster on each of these standards, and is therefore authorized by law.

In determining the IEC in this case the Commission has considered all factors relevant to setting the rate.  The Commission has considered all of the evidence provided on the capital  Empire uses to provide electric service, and the appropriate cost of each element of that capital.  The Commission has considered all of the considerable evidence on the administrative, general, operating and maintenance costs Empire incurs to provide service, including fuel and purchased power.  In particular, the Commission has considered Empire’s reliance on natural gas in provision of service in relation to other fuels and purchased power; the extreme volatility in the natural gas market; and the impact of natural gas volatility on both Empire and its customers.  No party has been denied the opportunity to present any relevant evidence on this subject, and the Commission has considered all of it.  An important distinction, in this regard, between the lawful IEC and the unlawful FAC discussed in UCCM, is that once set by the Commission, the IEC will not change while it is in effect.

The UCCM Court also held that the FAC authorized a series of unlawful retroactive ratemakings.  That is, the FAC permitted utilities to set a series of final rates, each of which considered past gains or losses on a single item of expense.  This, the Court held, ran afoul of the statutory requirement (§393.140(5)) that rates be set prospectively only.  The IEC does not suffer this infirmity.  The IEC, in effect, makes a portion of Empire’s rate interim, subject to refund.  That is, Empire does not acquire final title to the revenues collected under the IEC until fulfillment of a condition subsequent – that certain actual costs meet the conditions specified in the tariff.  As to revenues generated by rates below this interim band, Empire does acquire final title; as to costs greater than the revenue generated by the interim rate, customers will never be charged.  Until the condition subsequent is analyzed, final ownership of the interim revenues is not determined.  Compare,  Straube v. Bowling Green Gas Co., 227 SW.2d 666, 670-71 (Mo. 1950); Lightfoot v. City of Springfield, 236 S.W.2d 348, 325-54 (Mo. 1951).  In each of these cases, the Court held that revenues collected by utilities pursuant to final, authorized rates become the unqualified property of the utility.  Thus, under the IEC the later determination is merely the final step in setting the final rates in this case, and does not, therefore, implicate either unconsidered factors or prior or later time periods.

As noted above, the IEC does set a maximum rate, which Empire may not exceed in charging its customers.  Each customer, at the time service is taken, knows both that the rate he or she is charged does not exceed Commission-authorized rates, and that Empire will charge no additional exaction for service taken under the rate.  Thus, the IEC complies with requirements of §393.270 cited by the UCCM Court.

Likewise, Empire’s rates under an IEC are fixed amounts that will be published and available to the public in Empire’s tariffs.  The rates charged are not set by formula, but are set forth in figures that can be plainly understood by customers.  The IEC rates pass muster under    § 393.140(11), as required by UCCM.                                         

WHEREFORE, the Staff prays that the commission accept its Proposed Findings Of Fact And Conclusions Of Law as set out above.
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