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SURREBUTTAL TESTIMONY OF DENNIS K. MORGAN
ON BEHALF OF
MISSOURI GAS ENERGY
GU-2007-0480
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Dennis K. Morgan, and my business address is 5444 Westheimer, Houston,

Texas 77056.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed by Southern Union Company as Senior Vice President - Litigation.

WHAT ARE YOUR RESPONSIBILITIES AS SENIOR VICE PRESIDENT -
LITIGATION?
] am responsibie for the oversight and direction of litigation or potential litigation in which

Southern Union Company and its divisions, subsidiaries and affiliates may become involved,

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
PROFESSIONAL EXPERIENCE.

I hold a Bachelor of Journalism and Juris Doctor degrees from the University of Missouri at
Columbia and a Master of Laws degree from Washington University in St. Louis. Since
1981, 1 have served in various legal and managerial roles at Southern Union, including vice
president of its exploration and production subsidiary, president of its infernational

subsidiary and general counse! and secretary of the corporation. Ihave served inmy current
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role since 2004. As chief legal officer of the company from 1991 to 2004, and in my current
capacity thereafter, I am familiar with the environmental liability agreement (“ELA”)
negotiated with Western Resources, Inc., in connection with the acquisition of MGE, as well

as the company’s insurance recovery program.

WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?
I will respond to portions of the rebuttal testimony of Office of the Public Counsel (“OPC”)

witness Ted Robertson.

ON PAGE 15 OF HIS REBUTTAL TESTIMONY, OPC WITNESS ROBERTSON
MENTIONS AN ENVIRONMENTAL LIABILITY AGREEMENT (“ELA")
ENTERED INTO BETWEEN SOUTHERN UNION AND WESTERN RESOURCES,
INC. (“WRI") (N/K/A “WESTAR”}, AS A PART OF THE TRANSACTION
PURSUANT TO WHICH SOUTHERN UNION ACQUIRED THE MGE
PROPERTIES FROM WRI. ARE YOU FAMILIAR WITH THAT AGREEMENT?

Yes,

PLEASE EXPLAIN HOW THE ELA OPERATES.

As a general matter, the ELA sets forth a tiered approach to the allocation of cost
responsibility as between Southern Union and Westar for environmental matters covered
thereunder, as follows:

o The first line of recovery is insurance,
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o The second line of recovery is potentially responsible parties.

o The third line of recovery is regulated rates.

o The fourth line of recovery — which applies to costs in excess of the first three
lines of recovery — is Southern Union’s sole liability amount of $3 million.

o The fifth line of recovery is liability shared between Westar and Southern Union
on a 50/50 basis for the cost of matters covered under the ELA which exceed the
sum of amounts produced by way of the first four lines of recovery. The total
amount to be shared is capped at $15 million and costs incurred after January 31,

2009 are not eligible for sharing.

ARE THE FORMER MANUFACTURED GAS PLANT (“FMGP”) COSTS MGE
SEEKS TO DEFER THROUGH THIS APPLICATION COVERED BY THE ELA?

Yes.

ON PAGE 15 OF HIS REBUTTAL TESTIMONY, OPC WITNESS ROBERTSON
INDICATES (AT LINES 7-10) THAT THE BULK OF MGE’S FMGP COSTS
INCURRED TO DATE HAVE BEEN RECOVERED FROM OTHER ENTITIES OR
BORNE BY SHAREBOLDERS AS OPPOSED TO BEING FUNDED THROUGH
REGULATED RATES. DO YOU AGREE?

Yes. Southern Union has for many years been actively engaged in an insurance recovery
project on behalf of all affected Southern Union business units, including MGE. Through

Ture 30, 2008, this insurance recovery project has yiclded $8,344,733 in recoveries on behalf

3
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of the MGE properties. Adding this to the $3 million accrued liability placed on the
Company’s books upon the closing of Southern Union’s acquisition of the MGE properties
produces a sum of $11,344,733. Because MGE’s FMGP expenditures have only recently, as
of June 30, 2008, exceeded this sum, as a practical matter there have been no unrecovered
costs to be included in the rate setting process in previous rate cases. In saying this, however,
I should also point out that in its two most recent rate cases (Case Nos. GR-2004-0209 and
GR-2006-0422), MGE has requested recovery of FMGP costs through regulated rates by way
of amechanism called an Environmental Response Fund. The Commission rejected MGE’s

request in both of those cases.

PLEASE DESCRIBE THE INSURANCE RECOVERY PROJECT YOU JUST
MENTIONED, PARTICULARLY AS IT RELATES TO MGE.

The project has been ongoing for many years — since approximately 1988 which is a number
of years before MGE was acquired by Southern Union. The first step involves insurance
archeology; that is obtaining, investigating and analyzing historical insurance policies that
may apply to any of the business units in the Southern Union family of companies. Because
the events giving rise to the claims generally occurred many decades ago and are
characterized as pollution, the majority of the applicable insurance coverage is pre-1984.
Therefore, even determining whether insurance coverage exists may be difficult. The second
step is to identify if the insurer still exists and to evaluate its condition and status. The third
step is to evaluate the potential environmental conditions that may exist. This involves
identifying the possible universe of such environmental conditions and collecting past

4
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expenditures on such sites and estimating possible liability exposures regarding those sites.
The fourth step is to merge the insurance policy information and the exposure information to
be in a position to make a cogent demand on the insurer in order to settle out any potential
claims under the polices. The fifth and final step is to attempt to settle what will be treated
as a disputed claim under these policies. This process may take the form of direct
negotiations with insurer(s) or in many cases it may take the form of submittals through an
insolvency process somewhat akin to bankruptcy where all submittals under all policies of
the underwriter are evaluated by thosc respounsible for the insolvency process and recoveries
are allocated based on factors such as magnitude of the claim, magnitude of past costs versus
future potential liability, supporting documentation, limits of the policy, point of attachment
of the policy, etc. At the end of the process the insurer may or may not pay any amounts
and where payments are made they may be contingent on factors such as the amount of
urresolved claims under the policies of the insurer. The entire process is complicated, time

consuming and expensive.

WILL SOUTHERN UNION OBTAIN ADDITIONAL INSURANCE RECOVERIES
ON BEHALF OF MGE?

I do not know. Any further recovery is uncertain,

HAS SOUTHERN UNION PURSUED COST RECOVERY AGAINST ANY

POTENTIALLY RESPONSIBLE PARTIES (“PRPs”)?
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Not directly to date. We have focused our efforts primarily on insurance recovery which was
an ongoing program when MGE was acquired. Seeking recovery against PRPs often
involves protracted litigation particularly regarding sites that are very old and the ¢hain of
ownership or control is complex. Nevertheless, in the course of our negotiations with the
Port Authority of Kansas City, we made the Port Authority aware of Honeywell, Inc.’s
potential liability and Honeywell ultimately made a settlement with the Port Authority.
Absent that settlement payment by Honeywell, it is likely that the Port Authority would have

demanded a higher settlement payment from Southern Union in those negotiations.

WILL SOUTHERN UNION OBTAIN COST RECOVERY FROM ANY PRPs?
I do not know. Assuming we are able to develop the necessary historical information on
ownership and operation, any recovery would likely be dependent on the ability of Southern

Union to prevail in litigation against such PRPs. Litigation is always uncertain.

HAS SOUTHERN UNION SOUGHT TO RECOVER FMGI COSTS THROUGH
REGULATED COST OF SERVICE?
Yes, but the Commission has denied cost recovery in MGE’s two most recent general rate

cases (Case Nos. GR-2004-0209 and GR-2006-0422).

HAS SOUTHERN UNION MADE A CLAIM AGAINST WESTAR UNDER THE

ELA?
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Yes. Please see Schedule DKM-1. Similar to the situation regarding rate recovery of MGE’s
FMGP costs, because the sum of insurance recoveries obtained by Southern Union on
MGE’s behalf plus the $3 million accrued liability placed on the Company’s books upon
Southern Union’s acquisition of MGE exceeded MGE’s FMGP expenditures until only

recently (i.e., June 30, 2008), Southern Union did not have a claim to make under the ELA.

DOES SOUTHERN UNION EXPECT TO MAKE ADDITIONAL CLAIMS AGAINST
WESTAR UNDER THE ELA?

Yes. FMGP costs that continue to be incurred at MGE'’s St. Joseph site will be included in
claims to be made in the future. In addition, if other costs covered by the ELA are incurred

prior to January 31, 2009, they will be included in claims to be made against Westar also.

DO YOU KNOW WHETHER WESTAR WILL PAY THE CLAIMS SOUTHERN
UNION MAKES UNDER THE ELA?

I do not know.

ON PAGE 33 OF HIS REBUTTAL TESTMONY (LINES 1-8), OPC WITNESS
ROBERTSON STATES HIS BELIEF THAT THE PURCHASE PRICE
NEGOTIATED BY SOUTHERN UNION FOR ITS ACQUISITION OF THE MGE
PROPERTIES WAS LIKELY ADJUSTED DOWNWARD ON ACCOUNT OF THE
POTENTIAL MGP LIABILITY ASSOCIATED WITH THE MGE PROPERTIES

AND, THEREFORE, THAT EXCLUSION OF MGE’S FMGP COSTS FROM

7
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CUSTOMER RATES (AND DENIAL OF THE AAO REQUESTED HEREIN)
WOULD BE FAIR TO (i.e., WOULD NOT PENALIZE) SOUTHERN UNION’S
SHAREHOLDERS. DO YOU AGREE?

Np. There is no evidence supporting Mr. Robertson’s contention that the purchase price was
reduced on account of potential FMGP liability. First, the full extent of that potential
liability — in terms of dollars — is not even known today, almost 15 years after the closing of
the transaction. It would have been impossible to quantify any reduction in the purchase
price on the basis of non-existent information. Second, as indicated in Mr. Noack’s
surrebuttal testimony, FMGP costs are routinely included in the regulated cost of service of
local distribution companies throughout the country. Consistent with this, Southern Union’s
assumption when undertaking its acquisition of the MGE properties was that FMGP costs
would be recoverable through regulated rates, which is readily apparent by examining the
ELA itself. Southern Union has diligently pursued FMGP cost recovery from other sources
before seeking to recover these costs through customer rates. Southern Union’s successful
pursuit of these cost recovery efforts has benefited MGE customers and does not serve as any
reasonable basis to deny the Company the ability to defer and recover excess costs (i.e., those

above and beyond recoveries) through customer rates.

DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

Yes, at this time.
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OF THE STATE OF MISSOURI

In the Matter of Missouri Gas Energy’s Tariffs to
implement a General Rate Increase for
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Case No. GR-2004-0209
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e

REPORT AND ORDER

Issue Date: September 21, 2004

Effective Date: October 2, 2004
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BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI
In the Matter of Missouri Gas Energy's Tariffs to ) _
Implement a General Rate Increase for ) Case No. GR-2004-0209
Natural Gas Service )y - Tariff No. YG-2004-0624
APPEARANCES

Robert J. Hack, Atformey at Law, Mlssoun Gas Energy, 3420 Broadway Kansas City,
Missouri 64111

Paul A. Boudreau, Attorney at Law

James C, Swearengen, Atiorney at Law
Dean L. Cooper, Attorney at Law

Gary W. Duffy, Attorney at Law
Brydon, Swearengen & England, P.C., 312 East Capitol, P.O. Box 456, Jefferson City,
Missouri 65102-0456

Eric Herschmann, Atlorney at Law

Michae! Fay, Attorney at Law

Kasowitz, Benson, Torres & Friedman, LLF, 1633 Broadway, New York, New York 1001 9-
8799

For Missouri Gas Energy, a Division of Southern Union Company
Mark W. Comlev Attomey at Law

Newman, Comley & Ruth, 601 Monroe, Suile 301 P.O. Box 537’ Jefierson City, Missouri
65102

For The City of Kansas Cify, Missouri

Stuart W, Conrad, Attorney at Law ‘
Finnegan, Conrad & Peterson, 3100 Broadway, 1209 Penntower Office Center, Kansas
City, Missouri 64111

For Midwest Gas Users' Association
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Jeremiah D, Finnegan, Attorney at Law
anegan Conrad & Peterson, 3100 Broadway, 1209 Penntower OfF ice Center Kansas
City, Missouri 64111

For University of Missouri — Kansas City, Central Missouri State Univeréity, and Jackson
County, Missouri

James Deutsch, AttorneyAat Law

Marc Ellinger, Attorney at Law

Blitz, Bardgett & Deutsch, 308 East High Street, Suite 301, Jefferson City, Missouri 65101-
3237 '

For the City of Joplin, Missouri

" Maj. Craig Paulson, Attorney at Law
AFLSA/ULT, 139 Barnes Drive, Suite 1, Tynda!i AFB, Florida 32403

For Federal Executive Agencies

Douglas E. Micheel, Senior Public Counsel
P.Q. Box 2230, Jefferson City, Missouri 65102

Far the Office of the Public Counsel and the Public

Thomas R, Schwarz, Jr., Deputy General Counsel
Lera L. Shemwell, Senior Counsel

Bruce H. Bates, Associaie General Counsel
Robert Franson, Senior Counsel

Robert Berlin, Assistant General Counsel

P.0. Box 360, Jeffersan City, Missouti 65102

For the Staff of the Missoun Public Sewlce Commission -

REGULATORY LAW JUDGE: Morris L. Woodruff

REPORT AND ORDER
Table of Contents
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Findings of Fact Page 3
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Overview ' Page 6
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In this report and order, the Commission finds that Missouri Gas Energy, a division

of Southefn Union Company, is entitled to a rate increass sufficient to generate a revenue

increase of approximately $22.5 million.

FINDINGS OF FACT

The Missouri Public Service Commission, having considered all of the competent

and substantial evidence upen the whole record, makes the following findings of fact. The
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Commission in making this decision has considerad the positions and arguments of ail of
the parties, Failure to specifically éddress a piece of evidence, position, or argument of any |
party does not indicate that the Commission has failed to considér relevant evidence, but
indicates rather that the omitted material was not dispositive of this decision.

Procedural History

On November 4, 2003, Missouri Gas Energy, a division of Southern Union Company
{MGE), ﬁléd taniff sheetsidesigned to implernent a general rate increase for natural gas
service in the amount of $44,875,835. The tariff revisions carried an effective date of-
December 4.

.On November 7, the Commission suspended MGE's {ariff until October 2, 2004, the
maximum amount of time allowed by the controlling statute.! In the same order, the
Commission directed that notice of MGE's tarifi filing be provided o interested parties and
the public. The Commission also established November 26 as the deadline for submission
of applications to intervene. |

Timely applications tc infervene were filed by the City of Kénsas City, Missouri; the
Midwest Gas Users' Association (Midwest Gas);? the University of Missouri-Kansas City
(UMKC),. Central Missouri State University (CMSU), and Jackson‘Coumy, Missouri.‘ Tﬁose

appiiéations to intervene were granted on December 4. Subsequently, the Federal

! Section 393.150, RSMo 2000.

2The Midwest Gas Users’ Association is an unincorporated non-profit association consisting of and
representing business concerns and corporations that are substantial users of natural gas.

4
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Executive Agenciésa were allowed to intervene on February 10, 2004, and the City of
Joplin, Missouri, was allowed to intervene on May 3.

On December 8, the Commission established the test year for this case as the 12-
month period ending ‘June 30, 2003, updated for known and measurable changes through
December 31, 2003. A further true-up period through April 30, 2004, for the purpose of
updating certain cost components, was established by Commission order on June 21,
2004, On December 18, 2003, the Commission established a procedural schedule leading
~ to a hearing begirining on June 21, 2004.

The Commission conducted four local public hearings at which the Commission
heard comments from MGE's customers and the pub[ic regarding MGE’s request for a rate
increase. Pub!ip'hearings were held in Joplin on April 27, Blue Springs and Kansas City on
April 28, and St. Joseph on Aprii 29.

The parties prefiled direct, rebuital, and surrebutial testimony. The evidentiary
hearing began on June 21, and continued through July 2. Further true-up direct testimony
was prefiled on July 18, and a .true~up hearing was conducted on July 23.

The Partial Stipulation and Agreement _ _

On June 29, du;ing the course of thé evidentiary hearing, MGE and Staff filed a
Nonunanimous Partial Stipulation and Agreement that concerned the issues of Alternative
© Minimum Tax, Depreciation, Accounting for Net Cost of Removal, Accounting for Pension
Expenses, Rz_evenues, Bad Debts, and May 1, 2004 Union Wage Increase issues. This

‘partial stipulation and agreerhent reflected the agreement of Staff and MGE regarding

3 The Federal Executive Agencies include the United States Department of Defense, ihe United
States Department of Energy, and other Federal Executive Agencies, which have offices, facilities
or installations in the service territory of MGE and which purchase utitity service from MGE.,

5 .
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several issues that wouid otherwise have been the su bject of testirﬁony at the hearing. No
party opposed the partial stipulation and agreement. As pemitted by its requlations, the
Commission treated the unopposed partial stipulation and agreement as a unanimous
partial stipulation and agreement. On July 8, the Commission issued an order approving
that partial stipulation and agréement as a resolution of the issues addressed. in that
agreement.
Overview
" MGE is a division of Southemn Union Company. As a division, MGE has no separate
corporate existence apart from Southern Uﬁion. MGE’s divisional headquarters is located.
in Kansas City, Missouri, and it provides na’t‘ural gas service to customers in Kansas City,
Joplin,.'St. Joseph, and other smalier cities in the westarn half of Missouri. MGE is a local
distribution company, sometimes referred to by the acronym LDC. ‘That means that MGE
purchases natural gas from a supplier, pays to transport the gas to Missouri over one or
more interstate pipélines, and then distributes the natura! gas to its customers in this state.
Southern Union is headquartered in Wilkes-Barre, Pennsylvania, and in addition to
MGE, has other divisions that operate as LDCs in Pennsyivania and in New England. in
addition to its LDC divisions, Southern Union owns Panhandle Eastern Pfﬁeline Gompany,
which is an interstate pipeline company. Unlike its LDC operating divisions, Panhandle
Eastern is a subsidiary of Southemn 'Ulnion, rather than a division. That means that
- Panhandle Eastern has a separate corporate existence, and issues and halds debt in its
own name. o
As previously indicated, as an LDC, MGE must purchase natural gas from supply

sources, transport the gas over an inierstate pipeline, and then distribute that gas to iis

- Schedule DKM-1
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customers. This Commission does not have any authority to reguiate the price that MGE
must pay to purchase and transport gas over the interstate pipeiine. The purchase price of
natural gas is set by the market and transportation rates are regulated by the Federal
Energy Regufatory Commission (FERC). As a result, this rate case has nothing to do with |
those aspects of the cost of natural gas.

The price that MGE must pay to purchase and transport natural gas is passed
through, dollar for-douar', to its customers through the PGAJACA process. Therefore, if
' MGE is to recover its cost of distributing natural gas to its customers, and earn a profit, it
must have another source of ingcome. 1tis those costs, and that source of income, that are
. at issue in this rate case.

MGE began the rate case process when it filed its tariff on November 4, 2003, In
doing so, MGE asserted that it was entitled to increase its rafes enough to generate an
additional $44,875,635 in genera( revenues per year. MGE set cut its rationale for
increasing its rates in the direct tesﬁmony that it filed along with its tariff on November 4. In
addition to its filed testimony, MGE provided work papers and other detailed information
and records to the Staff of the Commission, Public Counsel, and fo the intervening parties.
Those parties then had the opportunity to review MGE's testimony and records to
determine whether the requested rate increase was justified.

Obviously, there are a multitude of matters about wﬁich the parties coui_d disagree.
Fortunatély,__mere was no disagreement about many matiers and, as a resull, those
potential issues were never brought before the Commission. Where the parties disagreed,
they prefiled written testimony for the purpose of raising those issues to the attention of the

Commission. All parties were given an opportunity to prefile three rounds of testimony ~
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direct, rebuttal, and surrebuttal. The process of filing testimony and responding to the
testimony filed by other parties revealed areas of agreement that resolved some issues and
areas of disagreement that revealed new issues. On June 4, the parties filed a Joint
Statement of Issues that listed the issues that they asked the COh’lmiSSiQﬂ to resolve.

As previously indicated, a number of the identified issues were resolved by the
approved partial stipulation and agreement and will not be further addressed in this report
and order. The remaining issues will be addressed in turn.. The issue description for 2ach
issue is taken from the Joint Statement of Issties filed by the parties. Factual matters will' -
be addressed in the Findings of Fact section. If an issue also contains a legal aspect, that
portion of the issue will be addressed in the Conclusions of Law section.

The issues

The rates that MGE will be allowed to charge s customers are based on a
determinatioh of the company's revenue regquirement. MGE's revenue requirement is
calculated by adding the company’s operating expenses, its depreciation on plant in rate
base, taxes, and its rate of retum multiplied by its rate base. The revenue requirement can
be expressed as the following formula:*

Revenue Requirement = £ + D + T + R(V-AD+A)

Where: E = Operating expense requirement

‘ D = Depreciation on plant in rate base

T = Taxes including income tax related to return
R = Return requirement
(\V-AD+A) = Rate base

For the rate base calculation:
V = Gross Plant

AD = Accumulated depreciation
A = Other rate base items

4 Dunn Direct, Ex. 1, Page 11, Lines 5-26.

Schedule DEM-1
Page 12 of 161




All pariies accept the basic formula. Disagreements arise over the amounts that should be

included in the formula.

Rate of Return Issues
lT-he first group of issues concerns the rate of return that MGE will be authorized to
éarn on its rate base: in other words, the return requirement in the revenue réquirement
formula just mentioned. Rate base inciudes things fike gas mains in the ground, gas
meters, and the trucks driven by MGE's repair crews. In order {o determine a rate of return,
the Coinmiss_ion must detarmine MGE's cost of obtaini‘ng the capital that it needs. The first
step toward doing that requires a determination of the appropriate mix of capital sources
that MGE will use to obtain its needed capital. Thatis called a capital structure and that is
the first issue. |
1. Capita} Structure
Issue Description: What is the appropriate Capital Structure (i.e., the relative pfoporﬁons
of fqng-ferm debt shori-termn debt, preferred equity and common equity) to use in
calculating MGE’s cost of capital?
Determining an appropriai‘e capital structure for MGE is complicated by the féct that
MGE is a division of Southern Union and does not issue its own debt or equity. Thérefore,
MGE does not have its own capital structure.
| As a substitute for its non-existent capital structure, MGE proposes to use the
~ consolidated capital structure of Southern Union Company, as of Apri 30, 2004. However,

MGE proposes to modify the actual consolidated capital structure to remove the impact of
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structure is as follows:®

Common Equity. 41.10%
Preferred Equity 11.49%
Long-Term Debt 47 41%

by Staff and Public Counsel:

Public Counsel®

Common Stock: 28.37%
Preferred Stock 8.08%

| Long-Term Debt 5é.77%
Shoit-Term Debt 5.80%

% Noack True-up, Ex. 49, Schedule F.
® Allen True-up , Ex. 233, Page 2, Lines 2-6.
7 Murray True-up, Ex. 860, Schedule 1.

10

Staff’
26.99%
6.40%
63.61%

0.00%

Southem Uniot's subsidiary; Panhandle Eastern Pipeline Company. MGE's proposed

Staff and Public Counsél also recommend that the Commission use the actual

_ consolida{ed capital structure of Southern Union, as of ’rﬁe true-up date, April 30, 2004. But
they would not adjust that structure to remove tﬁe equity and debt of Panhandie Easiem
Pipeline. The specific recommendations of Staff and Public Counsel differ slightly because
Public Counsel includes short-term debt in the calculated structure. Staff and MGE do not
include short-term debt in their capital structures because Saoutherm Union had no short-
term debt as of April 30. Public Counse! includes a 13-month average of short-term debt
because Southern Union has used short-term aebt in the past and in Public Counsel's view

is likely to continue to do so in the future. These are the capital structures recommended
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It is important to note that the capital structures recommended by Public Counsel
and Staff contain a much smaller proporticn of common stock than does the structure
reéommended by MGE. It costs a company more to issue equity than it does to incur debt.
Therefore, a capital structure that uses a !bt of debt with relatively low Jevels a.f equity is
less expensive for the company. That means that, alt else being equal, a capital structure
that includes a low percentage of equity and a large percentage of debt will be less costly,
resulling ina fower rate of return, and cansequently a lower revenue requirement and lower
rates to customers.

However, all else is not equal. 1nclL;ding a high percentage of debt in a capital
structure has an éﬂect on tHe cost of equity. The shareholders in a company — the holders
of eql;ity'—- are subordinate to holders of debt. Generally, the company must pay the
interest on debt, such as bonds issued by the company, before it can pay dividends to its
shareholders, or before it can invest profits in other ways that benefit sharsholders. If a
company’s income goes dowh, the risk is bomnme by the shareholders, Furthermore, if
somethiﬁg really goes wrong and the company has to be liquidated, the holders of debt get
;ﬁaid first. The shareholders get only whatever is left over. Therefore, a company with a
capital structure that inc?udés a high percentage of debt is more risky for shareholders.
The shareholders will consequently démand a higher rate of return to compensate them for
the increased risk caused by the high level of debt.

Southern Union’s unadjusted consolidated capital structure contains a good deal
more debt and less equity than the capitai structure of the average LDC. MGE’s witness

John Dunn indicated that his group of 15 comparabie LDCs had an average of 46.6%
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equity in their capital structures.® Staffs witness David Murray's group of 8 comparable
L.DCs had an average capital structure containing 49.68%.% And Public Counsel witness
Travis Allen reported that his group of 8 comparable companies had an average i:apital
structure containing 49.75% equity.’® That means that, all other things being equal, a
shareholder's investment in Southern Union is more risky than an investment in an average
LDC. | |

MGE contends that the use of the consolidated capital structure adjusted to remove
‘the effects of the Panhandle Eastern Pipeline subsidiary is appropriate because that
structure most closely approximates the capital structure of Southern Union’s natural gas
distribi;!tion operations, including its MGE division. It does this by removing the equity and
debt of the Panhandle Eas{em subsidiary from the consclidated capital structure in a
manner that it contends is consistent with the requirements of Generally Accepted
Accounting Principles (GAAP).

Although Souihém Union describes its proposed capital structure as an adjusted
actual consolidated capital structure, what it is proposing may more accurately be
d_escribed as a hypothetical capital structure in that its proposed capital structure clearly
does not exist in the real world. ﬁather, it is the unadjusted consolidated capital structure
under which Southern Unijon actually operates in the marketplace. Southern Union is able
o cénduc’c business, finance its operations, and raise capital with an investment grade

rating based on that capital struciure. When a business analyst such as Moody's or

® Dunn Direct, Ex. 1, Schedule JCD-2.
® Murray Direct, Ex. 825, Schedule 22.
ey 37
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Standard & Poor's examines Southem Union to assess its credit worthiness, it looks to that
unadjusted consolidated capital structure to make its determination. "

Furthermore, Southern Union’s unadjusted consolidated capital struqture, with ils
heavy reliance on debt, results directly from Southern Union's management decision to
become highly leveraged to finance the purchase of Panhandle Eastern, as \&eﬁ as eariier
acquisitions. Southern Union decided to take on that additional debt because it saw an
opportunity to earn greater returmns-to the benefit of its shareholders. That decision is
* clearly within Southern Union’s management prerogative and the Commission does not
wish to crificize or punish Southern Union for that decision. However, Seuthem Union must
operate with the results of its investment decisions and one result of those investment
decisions is a capital structure that includes a large amount of debt and r_elativeiy low
amounts of equity.

Southerm Union argues thatina 1993 rate case, involving St. Joseph Light & Power
Company, the Commission found that the use of a hypothetical cab'rtal'structdre was
appropriate when the utility’s actual capital structure fell ouiside of a "zone of
reasonableness.”> While that was the finding of the Commission in that case, an
examination of the entire report and order reveals tﬁat St. Joseph Light & Power’s actual
capital structuré was nearly a mirror image of Southern Union's consolidated capital
structure. While Southern Union carries a (arge percentage of debt, 5t. Joseph Lighf &

Power had an inordinate amount of equity in its capital structure.”® That meant that

Y Transcript Page 191, Lines 18-22, and Page 203, Lines 23-25.
"2 |n Re: St. Joseph Light 8 Power, 2 Mo. P.S.C. 3d 248, 253 (1993)

¥ In Re: St Joseph Light & Ffower. 2 Mo. P.S.C. 3d 248, 250 {1993). SJL&P's actual capital
structure contained approximately 58% equity and 40% debt.
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S8t. Joseph Light & Power's capital structure, hecause it included an excessive amount of

high cost équity, was unreasonably expensive for ratepayers. The Commission, therefore,

adopted a hypothetical capital structure to protect ratebayers from a management decision,
not to protect management from the conseqﬁences of its own deciéions.

H%aving determined that the actual consolidated capital structure of Southern Union
is the appropr_iate capital structure to use, the Commission now must decide whether the
structure proposed by Staff, or that proposed by Public Counsel is more appropriate. The
difference between the two structures results from Public Counsel's decision to include
short-term debt in the capital structure. The evidence indicates that Southern Uni_on has
used substantial amounts of short-term debt in the past. However, most of that debt was
used to finance temporary working capital needs and has been repaid or refinanced as
long-term debt. As of the trus-up date, April 30, 2004, Southern Union had no short-term
debt." Since the Commission has determined that it should use the actual capital structure
| of Southern Union, and tt';at actual capital structure has no short-term debt as of the frue-up
- date, the Co_mmissfon finds that short-term debt should not beiincluded in the capital

structure. Therefore, the capitdl structure that shall be used for the purpose of calculating

rate of return in this case is as follows:

Common Stock: 20.09% |
Preferred Stock 6.40%
Long-Term Debt 63.61%

Once an appropriate capital structure is established, the cost of the various types of

capital - common equity, preferred equity, long-term debt, and short-term debt — are

" Dunn‘Rebuttal, Ex. 2, Page 27, Lines 5-17.
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multiplied by the percentage of their prevalence in the chosen capital structure to arrive at
the weighted cost of capital. But before that can be done, the cost of each of the types of
. bapital must be determineld. That task is encompassed by the rjext three issues.

2.  Embedded Cost of Long-Term Debt
Issue Description: What is the appropriate cost of long-term debt fh calculating MGE’s
cost of capital?

The cost of long-term debt is defermined simply by reviewing the interest rates
specified in the debt issued by Southem Union. The only issue between the parties
concerns which debt should be included in the caiculations. MGE and Public Counsel

~ agree that the long-term det;t to be counted is the debt of Southern Union excluding the
long-term debt associated rw‘rth Southern Union’s Panhandle Eastern subsidiary. Based on
that assumption, MGE set the cost of long-term debt, as of April 30, 2004, at 7.4342%."°
Public Counsel used a cost of long-term debt of 7.397%."® The slight difference was
atiributed to rounding differences in the calculations, Staff, however, inclﬁdes' the debt
issued by Panhandie Easfern when calculating Southern Union’s cost of long-term debt.
As a rasult, Staff recommends use of a cost of long-term debt of 6.151%.""

Panhandie Eastern’s debt is the debt of a subsidiary company and is not tﬁe debt 6f
Southem Union. That debt was raised by Panhandle Eastern for its own purposes and is
rated separately by the rating agpem:has;.isj Furthetmare, that debt is non-recéurse to

Southern Union. That means that the debt restricts the assets that the debt holders can

" *® Noack, True-Up Direct, Ex. 48, Schedule F1.
** Alien, True-Up Direct, Ex. 233, Schedule TA-3.
7 Murray True-Up Direct, Ex. 860, Schedule 2.
'8 Dunn Rebuttal, Ex. 2, Page 25, Lines 11-15.
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use to satisfy the debt. In other words, if Panhandle Eastern were to default on its debt, the
debt hoiders wauld not be able to seize the assets of Southem Union to collect the debt. ™
in addition, a stipulaiion and agreement entered info by Southern Union, Staff, Public
Counsel, and other parties in Case No. GM-2003-0238 - the case in which this
Commission approved Southem Union's acquisition of Panhandle Eastern — provides that
MGE is to be insulated from the impact of the acquisition of Panhandle Eastem.?® For all
these reasons, the Commission finds that the cost of long-term debt of Panhandie Eastern
is properly excluded from the-calculation of Southem Union’s cost of fong-term debt.
Since the differences between the cost of {ong-term debt as cafculated by MGE and
Public‘ Counse! is simply based on rounding differences, the Commission will split the
difference between the two percentages and use 7.4155% as the cost of long-term debt.
3.  Return on Equity
Issue Description: What is the appropiiate return on equity in calculating MGE’s cost of
capital? |
Determining an appropriate return on equity is without a doubt the most difficult part
of determining a rate of return. The cost of long-term debt and the cost of preferred stock
are relatively easy to determine because their rate of return is specified within the
instruments that create them. In contrast, determining a return on equity requires
speculation about the desires and requirements of investers when they choose to invest
their money in Southern Union rather than in some other investment oppﬁrtunity. As a

result, the Commission cannot simply find a raté of return on equity that is unassailably

% Allen Rebuftal, Ex. 201, Page 23, Lines 9-18.
% Dunn Rebuttal, Ex. 2, Page 23, Lines 18-26.
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scientifically, mathematical!y,- or legally correct. Such a "correct” rate does not exist.
Instead, tﬁe Commission must use its judgmenf to establish a rate of return on equity that
will be at;ra‘ctive enough o investors to a!}ow the utility to fairly compete for the investors’
dollar in the capital market, without permitting an excessive rate of retum 0n‘equity that
would drive up rates for MGE’s ratepayers. In order fo obtain guidance about that rate of
refurn on equity is appropriate, the Commission must turn to the expert advice offered by
financial analysts.

Three financial analy'st'é offered recommendations regarding an appropriate retum
on equity in this case. MGE's witness John Dunn ﬁtiiized a discounted cash flow (DCF)
model to arrive at an fnitial retu.rn on equity estimate of 10.8%to 11.9%. Dunn then argued
that.the return on equity should be further increased to cbmpensate for tisks that are
unigue to MGE, Speciﬁcally, Dunn argued that MGE faces more risk because it is smaller
than the a\!érage company in his proxy group; because its depreciation rates are
su.bstantially lower than those authorized for comparable companies; and because it faces
greater regulatory risk because it operates in Missouri. Because of these extra risks, Dunn
recommended a return on equity of approximately 12%.' Staff's witness David Murray
primarily relying on a DCF model, arrived at & recqmmended a return on equity inthe range
of 8.52% fo 9.52%, with a midpoint of 9.02%.?? Public Counsel’s witness Travis Allen also
relying primarily on a DCF model, recommended that MGE be allowed a return on equity of

betwean 9.01% and 9.34%.%

2 punn Direct, Ex. 1, Page 80, Lines 15-20.
2 Murray Direct, Ex. 825, Page 33, Lines 3-4,
B pllen Direct, Ex. 200, Page 16, Lines 10-11.

e g e -
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Obvicusly, despite the fact that all three experts are relying on esse_ntia!ly similar
DCF models, there is a very wide range in recommended return on equity hetween MGE's
- witness and those of Staff and Public Counsel. However, there is bne more numbér that
the Commission must consider in establishing an appropriate return on equity. In a survey
of regulatory decisions from around the country, as reported by Regufatory Research

Associates, the average allowed return in the gas utility industry for 2002 and 2003 was

11%. For the first quarter of 2004, the average return on e_quity reported was 11.1%.2

That is the market in which Southern Union will be seeking to raise capital,

Not surprisingly, the low rates of return on equity espoused by the witnesses for Staff
and Public Counsel Ief_i MGE to aggressively challenge the credibility of Murray and Allen.
MGE engaged the services of Dr. Roger Moﬁn to chaﬂengé the recommendation of Murray,
Dr. Morin is a Professor of Finance for Regulated Industry at the Center for the Study of
Regulated Industry at Georgia State University. He has a Ph.D. in Finance and

| Econometrics at the Wharion School of Finance, University of Pennsylvania. Dr. Morin

wrote the textbook, Regulatary Finance,® upon which the other witnesses rely in their own

testimany. Dr. Morin's rebuttal testimony cites 15 specific criticisms of the methods Murray
used to arrive at his recommendation and concludes that “Mr. Mmray employs
inappropriate and stale model inputs throughout his analysis, which causes him to
recommend returns that are well below invastors’ required returns.”™® Dr. Morjn did not,

however, offer his own recommendation regarding an appropriate return on equity.

24 Marin Rebuttal, Ex. 5, Page 10, Lines 6-11.
2 Roger A. Morin, Regulatory Finance (1994).
2 Morin Rebuttal, Ex. 5, Page 5, Lines 1-4.
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MGE did not engage Dr. Morin to ch‘aiienge the recomme-ndation of Public Counsel’'s
witness Travis Allen. Instead, MGE attacked Allen's credibility based on his Jack of
-experience regarding regulated utilities. Allen has a master of science degree in Business
Economic and Finance with a specializéﬁon in Finance from Southern {flinois University -
Edwardsville. However, his current position with Public Counsel is his first professicnal
position after he earned his masterfs degree, He did not have any professional expeﬁer_\ce
dealing with regulated udility finance before he began working for Public Counsel, and he
filed his direct testimony in this case only two weeks affer he started workihg for Public
Counsel.ﬁ in response to MGE's criticism of Allen, Public Counsel engaged the services of
John Tuck, a former Public Counsel employee and currently Senior Investment Qfﬁcer for
the Public School and Non-Teacher School Employee Retirement Systems of Missouri,? to
offer surrebutial testimony to bolster the recommendation offered by Allen.

Whatever other credibility questions ‘may be raised against the positions offered by
Siaff and Public Counsel, the fact is their recommendations are neatly 200 basis points
lower than the national average return on equity. The Commission dc:es-not believe that it
would be approfariate for its return on equity finding to unthinkingly mirrer the national
average. Obviously, if all commissions took that approach returns on equity would never
change, despite changing economic facts, leading to unjust results. However, the national
average is a good indicator of the capital market in which Southern Union will héve to
compete‘for the equity needed to finance MGE's operations. The Commission has an

obligation under the law and well as a matter of practical necessity, to allow Southern

¥ Transcript, Page 332, Lines 1-10.
% Tuck Surrebuttal, Ex. 203, Page 1, Lines 7-8.
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Unicn an o;;portunity tc eam a return that will a;llow it to compete in the capital market. No
one, including ratepayers, benefits if MGE is starved for capital.

As indicated, the national ave;agé for fetum on equity is approximately 11%. Dunn’s
return on equity recommendation on behalf of MGE was 12%.- The Commission will take
that to mean that IVIGE believes a variation of 100 basis point above the national average

| would be appropriate, A variation of 100 basis points below the national average should
also be appropriate. That means that the lowest reasonable return on equity would be
10%. The Commission will aﬁjust that amount upward by 50 basis points to recognize that
Southern Union's equity is more risky than that of the average gas company due foits debt
heavy capital structure. The 50 basis point adjustment is based on the current spread
between the average A bond rating for the comparable companies used in Murray's DGF
analysis and Southern Union's BBB bond rating. That adjustment is described by MGE's
" witness, Dr. Morin, in his rebuttal testimony as a correction to the 32 basis point adjustment
made by Murray,29 After making that adjustment, the Commission arrives at a retﬁm on
equity of 10.5%.
A return on equity of 10.5% is supported by the evidence presented in this case.
First, Dunn’s DCF analysis, if adjusted appropriately, will yield a number in the range of
10.5%. Dunn testified that his initial DCF analysis showed that a return in the range of
10.9% to 11.9% would be appropriate for his.co'mparable companies.3° He then increased
his recommended return on equity to 12% to take into account what he asserted were

additional risks associated with MGE beyond the risk associated with his comparable

% Morin Rebutial, Ex. 5, Page 8-9, Lines 18-23, 1-2.
* Dunn Direct, Ex. 1, Page 51, Linas 8-11.
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gcompanies. The additional risks cited by Dunn are that MGE is smaller than the
comparable companies, it experiences greater regulatory risk becéuse it operates in
Missouri, and iis earnings are more volatile than those of his comparable group of
companies.

None of thase additional risks would justify Dunn's increase in his recommended
return on eguity. None of these risk factors are unigue to MGE and they do not justify a
deviation from the rate of retumn 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 cbmparab!é companies are
chosen as a proxy for making that sort of deiailed comparison of risk between companies.
Furthermare, Dunn'’s contention that MGE should receive a higher return on equity because
it is regulated by the Missouri Commission is undercut by Dr. Morin's testimony that the
Missouri Commissioné is perceived by the investment community as an “average, fair,
reasonable, supportive” commission,”

If Dunn’s upward adjustment is nhot made, his testimony indicates that a returp on
equity in the range.of 10.8% to 11.8% would be fair and reasonable. 10.9% is at the

bottom of that range, but it is still fair and reasonable. Dunn's recommended return on

equity should be further adjusted by removing flotation costs, which he includes i his DCF

study.
Flotation costs are related fo the direct and indirect costs associated with the

issuance of new equity. The direct costs are the costs associated with issuing and

*'Transcript, Page 1707, Lines 2-5.
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marketing the stock. The indirect costs represent the downward pressure on the stock
price as a result of the increased supply of stock from the new issue. Dunn makes an
upward adjustment in his calculations te include such flotation costs.

Flotation costs should not be recovered from ratepayers in this case because the
issuance of equity planned, and announced by MGE, for which flofation éosts would be
incurred, resulls directly from MGE's need to increase its equity as a result of the
‘acquisition of Panhandle Eastern Pipeline. Thus the inclusion of flotation costs would
" violate the stipulation and agreement by which the acquisition of Panhandle was approved.
That stipulation and agreement provides;

Southern Union will not recommend an increase or claim Staif should make

an adjustment to increase the cost of capital for MGE as a result of the

Transaction. Any increases in cost of capital Southern Union seeks for MGE

will be supported by documented proof: (1) that the increases are a result of

factors not associated with the Transactions; (2) that the increases are nota

result of changes in business, market, economic or other conditions for MGE

caused by the Transaction; or (3) that the increases are not a result of

changes in the risk profile of MGE caused by the Transaction.™
MGE'’s own witness testified that the sale of equity for which MGE is seeking to include
fiotation costs is required to maintain Southermn Union's bond rating.® if Southern Union
had not taken on approximately $1.2 billion in additional debt in the acguisition of
Panhand!e Eastern, a stock offering would not likely have been necessary 1o preserve the
company's hond rating. Therefore, the flotation cost would be an increased cost of

capital relating to the Transaction that could not be passed on to ratepayers by the terms of

the stipulation and agreement. Dr. Morin, MGE's witness, agreed that it would not be

* Tuck Surrebuttal, Ex. 203, Page 45, Lines 8-15.
% Dunn Rebuttal, Ex. 2, Page 41, Lines 3-5.
* Tuck Surrebuttal, Ex. 203, Page 45, Lines 16-17.
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appropriate for MGE to recover flotation costs for Southern Union’s acqui.sition related
equity *° '

MGE proposed to im_:rease Murray’s return on equity by 30 basis points to add
flotation costs.®® Since flotation costs are not appropriate in this casé, Dunn's return on
equii‘y could be rgduced by 30 basis poi‘nts to remove flotation costs._ Removing 30 basis
points from the low end of Dunn's recommendation leaves a retum on equity 0% 10.6%.
That is consistent with the 10.8% retum on equity found to be appropriété by the

- Commission.
A return on equity of 10.5% is alsc supported by part of the analysis of Public
7 Coﬁnsei's witness Travis Allz_en. Allenl performed a Capital Asset Pricing Mode! (CAPM)
analyéis using 30-year treasury bonds as the risk-free raté —the risk-free .r-ate endorsed by -
Dr. Morin® - that restlted ina return on equity of 10.27%.% That is in the vicinity of the
10.5%. Similarly, if the corrections to Murray's DCF analysis proposed by Dr. Merin are
made, the result is a return on equity of between 10.4% and 11.4% %
The Commission finds that 10.5% is a fair and reasonable return on equity for MGE
- that will alfow Southern Union an bppor’cunity to compete in the capital market for the funds

needed to keep MGE healthy.

3% Trapscript, Page 1688-1689, Lines 25, 1-8.
% Morin Rebuttal, Ex. 5, Page 11, Lines 12-14,
¥ Transcript, Page 1721, Lines 17-25.

* Allen Direct, Ex. 200, Schedule TA-S.

3 Morin Rebuttal, Ex. 5, Page 41, Lines 20-23,
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4 . Costof Preforred Stack
issue Description: Whatis the approprfa_té cost of MGE’s preferréd stack in ca}cufatfng
MGE’s cost of capital? |

There wés no disagreement about this issue, Staff, Public Counsel, and MGE égl;ée
that the appropriate cost of preferred stock és of April 30, 2004, is 7.758%. Thérefore, the
Commission finds that the cost of preferred stock is 7.758%.

5. Rate of Return Adder
Issue Description: Should MGE be grantad an additional 25 basis points of rate of return
on account of its fe.vef of management eﬁcféncy?

MGE asks the Commission to add 25 basis points to MGE's authorized rate of returp
in recoghition. of its high management efficiency. Thus if the Commission were to
determine that the appropriate rate of return was 8%, MGE asks that the Commission
authorize a rate of return of 8.25%.

MGE claims that such an adder is appropriate because MGE is currently operating
very efficiently and should be rewarded for its effarts. In particular, MGE &:ontends thatitis
praviding géod customer service and that ifs operating and maintenance expenses are low
when compared fo other Missouri local distribution companies. MGE points cut that the
Commission made such an upward adjus{ment for management efficiency in at least two
rale cases in fche early 1880s* and that in MGE's last two litigated rate cases, the

Commission made a downward édjustment to MGE's allowed return because of customer

1n Re: Empire District Eleci'ric, 26 Mo, P.S.C. (N.8.) 58 (1883) and In Re: Kansas City Power &
Light Company, 26 Mo. P.8.C. (N.8.) 104 {1983},
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service problems.*! MGE asks that the Commission recagnize MGE’s improved efficiency
by bumping up its rate of retumn-in tﬁ'rs case.

MGE is correct that for a period in the early 1980s, the Commission had a policy of
explicitly adjusting rates of réturn for the perceived efficiency or inefficiency of the utility.
That policy actually began in a 1982 rate case for Missouri Public Service Company.*? In
that case the Commission was tuite concermed about the company's failure to deal w.ith a
problem of unaccounted-for-water being lost from its water system. As a result, the
Commission reduced the rate of return on the company's water rate base by a full
percentage point.® A year later, in the cases cited by MGE, the Commission explicitly

‘rewarded the affected utilities for management efficiency. Empire District Electric and
Kansas City Power & Light Company were rewarded with a .4% increase to their return on
equity.**

By 1988, however, the Commission had feje_ctiad that approach. in a Kansas City
Power & Light rate case,” the Commission held as follows: |

In the Company's last rate case ... the Commission awarded the

Company a 40 basis point upward adjustment to its return on commaon equity

for its efforts in improving management efficiency. ... The Commission has

reevaluated its prior order and determined it is not necessary nor appropriate

to upwardly adjust the return on equity which has been found to be
reasonable 'to encourage the provision of energy on the most efficient and

# E_Bé: Missouri Gas Energy, 5 Mo.P.5.C. 3d 437 {(1997) and In Re: Missouri Gas Energy, 7
Mo P.S.C. 3d 384 (1558).

“2in Re: Missouri Public Service Company, 25 Mo.P.5.C (N.S.) 136 (1982),
3 In Re: Missouri Public Service Company, 25 Mo.P.S.C. (N.8.) 136, 177-180 (1982).

4 1n Re: Empire District Electric, 26 Mo. P.S.C. (N.5.) 68, 70{1983), In Re: Kansas City Power &
Light Company, 26 Mo. P.S.C. (N.5.) 104, 150 (1983).

*1n Re: Kansas City Power & Light Company, 28 Mo.P.5.C. (N.S.) 228 {1986).
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econorical basis possible.’ Adequate encouragement is given through the
. Tecovery of all prudently incurred costs.*®

The Commission again addressed the question of adjusting return based on management-

_efficiency in a 1989 case, where the Commission explained that ifi was rejecting Staff’s
suggestion to set a company’s rate of return at the low end of Staff's recommended range
for afleged management inefficiency:

The Commission has determined that it is not appropriate to adjust the rate of

return SWB will be authorized fo earn for management decisions. Now the

.Commission has determined that where it has made adjustments to ROE in

other cases, these types of adjustments can rarely be supported by sufficient

evidence to warrant such a decision. The difficuity of deciding how much

value a certain management decision has in terms of ROE makes the

determination aimost impossible. The evidence in this case provides no real

guide to the Commission an how to value the various allegations of inefficient

“management. The more apprOpnate method for making adjustmenistoa
public utility’s revenue requirement is where specific dollar adjustments can

be addressed, not by adjusting the ROE.*’

Cteériy. the Commission has moved away from the idea of adjusting a company's rate of
return for perceived manégement efficiency or inefficiency.

MGE correctly points out that in MGE’s [ast two litigated rate cases the Commission
cited MGE's failure to provide quality customer service as the basis for allowing the
company a lower rate of return than # might have otherwise received. In the 1897 cass;
the Commission set the authorized rate of return on equity at 11.3%, which was the low’
end of Staff's recommendation, because of a great increase in the number of customer

complaints after Southern Union bought the MGE system in 1994. In comparison, MGE's

expert witness in that case recommended a return on equity in the range 61‘ 11.5% 1o

% In Re: Kansas City Power & Light Company, 28 Mo.P.S.C. (iN.S.) 228, 247 (1986).
“7 Staff v. Southwestern Bell Telephone Gompany, 29 Mo.P.5.C. (N.S.) 807, 654 (1989).
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12.5%. Public Counsel's expert recommended a return on equity of 10.75%.*® Similarly, in

the 1598 case, the Commission set the authorized rate of return on equity at 10.83%, which

was the midpo.int of thé range recommended b.y Staff. Indaing, so the Commission again
cited MGE's continuing customer service prob[éms as one reason, among several others,
for accepting Staff's recommended return on equity. MGE's expert had recommended a
return on equity of 12%, with Public Counse! recommending ‘IO.?%.-49

In those cases, the Commission appropriately took into consideration the quality of
service provided by.MGE in determining a just and reaso;xab?e rate of return for the
company. In .bot.h cases the allowed rate of return was within the range supported by the
testimony of financial experts. The Commission did nét determine a jusf and reasonable
raté of relturn. e;nd then redhce.that réte lio pupnish MGE In sum, thé Commissidn dld hbt.
by citing the poor customer service record of MGE, return to the practice of using
_ adjustments to the rate of return to reward or punish utilities for efficient or inefficient
management practice.

As the Commission found in 1988, and as was demonstrated in this case, a rate of
return adder is inappropriate in concept and uﬁWorkable in practice. ‘Conceptuai[y, the
Commigsion must determine a just and reasonable rate of return for the utility that it
regulates. To then tack an additional percentage fo the rate as a reward for efficiency
means that the company would be receiving a rate of return that is higher than the just and
reasonable rate. In essence, the Commission would be making a gift to the company from

the ratepayer's pocket. Obviously, that is not acceptable. -

* In Re: Missouri Gas Energy, 5 Mo.P.S.C. 3d 437, 467-468 (1997).
* in Re: Missouri Gas Energy, 7 Mo.P.5.C 3d. 324, 401-404 (1998).
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As a practical matter, an adder is nearly impossible to support by any objective

evidence. Aswas demensirated in this case; there is really no way to determine with any

degree of certainty that one company is more efficient than another. MGE attempted to do _

so0 by comparing fts annual operating and maintenance expense to that of other Missouri
‘gas companies.® However, as Staff pointed out, operating and maintenance expenses are
subject to many variables and are not a good basis for determining management

efficiency.5! Afthough none of the evidence presented actually demonstrates that MGE is

any more of less efficient than other gas companies, there was a lot of evidence filed on -

that question and its presentaﬁon took ub a good deal of hearing time. The Commission
does not wish to encourage a flood of indeterminate and ultimately pointless testimony on
‘. the‘question.of management efficiency in future rate cases.

The Commission finds that a rate of return acider is not appropriate and will not be
ordered in this case. | |

Oper_ating Expense Issues

A second group of issues concerns the expenses that MGE incurred during the test
year and will likely incur in the future. MGE asks to recover these expenses from its
customers through the rates that will be established in this- case.

6. - Capacity Release/Off System Sales
Issue 'Deécription: What, if any, is the appropriate level of capacity release/off-system
sales revenues to be used in calculating MGE's cost of service? As an alternative fo

_ including capacity release/off-system sales revenues in the calculation of MGE's revenue

¥ Noack Direct, Ex. 8, Page 24, Lines 14-18, and Schedule G-1.
* Oligschlaeger Rebuttal, Ex. 829, Pages 3-4, Lines 22-23, 1-5.
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requirement, should the PGA-based revenue sharing mechanism proposed by MGE be
adopted?™

As an LDC, MGE must purchase enough pipeline capacity from an interstate
pipeline company to mest its customers' anticipated demand for ﬁaturai gas. Pipeline
capaciiy is essentially the space on the pipeline required to move the amount of gas that
7 MGE. will need fo supply its customers. MGE recovers the cost of purchaSing'that/pipeﬁne
ca'pacity from its customers through the-PGA {Purchased Gas Adjustment} mechanism.
Pipeline capacity is generally purchased using ‘Iong-te rm contracts based on peak capacity
needs. Sometimes not ali of the pipeline cépacity is needed aﬁd MGE can sell the unused
capacity to a third-party that might need to transport gas on that pipeline at that time for its
own purposes.® MGE is able to obtain scme revenue each year frorﬁ these sales.

MGE's current rates are based on the assumption that MGE will earn $1.2 million
per year in capacity release revenue.> That amount was included as an offset in MGE’s
revenue réquirement for purposes of calculating its rates. In other words, MGE's rates
were set based on an assumption that it would earn $1.2 million per year from capacity
release sales. If the company earned more than $1.2 million, it was able to keep the extra
income, _But, if it earned less than $1.2 million, MGE wouid have a revenue shortfall. Asa

result, the company has an incentive o maximize its capacity release sales, 1o the benefit

%2 Altnough the issue refers to both capacity release and off-system sales, the dispute between the
parties concerns only capacity release revenues. .

** Hayes Rebuttal, Ex. 17, Page 7, Lines 8-12.
* Busch Direct, Ex. 211, Page 6, Lines 1-10.
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of both the company and its ratepayers. Because it has an incentive to maximize capacity
release sales, MGE aggressively markets its available capacity to potential buyers.*

_ Based on a past three-year average of MGE's capacity release earnings, Staff

recommends that the Commission include $1,340,400 perkyeér for 'ca'pécity reiéase-

revenue in MGE's revenue requirement for this case.® Public Counsel also analyzed the
last threé years of earnings and recommends that the Commission include $1,500,000 per
year for capaﬁity release revenue.”’ |

MGE argues that the past is nbt a good guide to predict future Capécity release
revenue because a‘new pipeline is about {o go into operation, which may drasticélly reduce
the revenue MGE is able to achieve from capacity release sales. Much of MGE's current
capacity release revenue is derived from sales on the Kinder Morgan Pony Express
-Pipeline.sa The Cheyenne Plains Pipeline is scheduled to begin operat'bns in January
2005, in competition with Kinder Morgan, Since Cheyenne Plains is larger than Kinder
Morgan, and since its rates are expected to be lower, MGE is concerned that Cheyenne
Plains may reduce or eliminate the market for release of MGE’s capacity on Kinder
Morgan..sg If that happens, MGE would not be able to earn the anﬁcipated revenues that

have been included in its rates and, as a result, would suffer a revehue shortfall.

% Transcript Pages 1474-1475, Lines B-25, 1-8,
% Allee Direct, Ex. 800, Page 5, Lines 5-17.

ST Busch Direct, Ex. 211, Page 9, Line 14. Public Counsel refers to this number as highly
confidential but during the hearing — transcript page 1570, lines 18-20 - MGE indicated that total
doilars of sales per month or year are not confidential.

* Transcript Page 1543, Lines 10-17.
% Hayes Rebuttal, Ex. 17, Page 9, Lines 4-18,
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To avoid such a revenue shorifall, MGE proposes that capacity release revenue be
included in the PGA mechanism. That way MGE would avoid any risk of revenue shortfall.
in order to retain an incentive to maximize capacity release revenue, MGE asks that the
Commission establish a sharing grid to allow MGE to retain a portion of each doflar earned
through the sale of capacity release.

MGE'requests that the Commission include the following language in its order to
allow MGE to implement a capacity-release-sharing-grid in its PGA:

MGE shall be authorized o implement, through its PGA mechanism, a
revenue sharing grid pursuant fo which revenues generated by capacity
release and off-system sales (net of revenues from off-system sales made for
“system protection” purposes) shall be shared between MGE and its
customers as follows:

First $300,000 - 15% to MGE and 85% to customers
Second $300,000 — 20% to MGE and 80% to customers
Third $300,000 - 25% to MGE and 75% 1o customers
Above $900,000 ~ 30% to MGE and 70% to customers.
Any excess capacity disallowance resulting from an actual cost adjustment
("ACA") preceeding shall be offset by capacity release revenues before
. application of the above sharing grid and before any shareholder funding

may be required.*®

Staff and Public Counsel argue that the capacity release revenue should remain in
base rates. They contend that MGE has failed to present sufficient evidence to justify a
conclusion that MGE will be unable to match its past capacity release revenue in coming

years. They discount as mere speculation the suggestion that the new Cheyenne Plains

'pipeiin'e will decrease MGE's revenues.

® Noack Corrected Rebuttal, Ex. 10, Page 28-28, Lines 16-22, 1-13,
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The Commission agrees with MGE that the cépacity release ravente should be

considered as part of the PGA rather than as an offset to revenue requirement. Staff's

witness Anne Allee conceded at the hearing that the Cheyenne Plains pipeline will be going
into service in competition with Kinder Morgan.®' When the new pipeline goes into service,
the demand for release of MGE's capacity on the Kinder Morgan pipeline is likely fo

decrease, along with the price that MGE can demand for the release of that capacity. Risa

basic economic principle that when supply increases, prices in the market are likely to

decline. The upcoming changes in the market make MGE’s historical level of capacity

release revenue an urireliable indicator of the amount of revenue that MGE can reasonably

be expected to eamn in the future.

Since the past is not a reliable indicator of future revenue, any amount of capacity
release revenue that the Commission could ascribe to MGE’s revenue reqdirement would
be based on unsupperted speculation. The inclusion of any speculative amount in revenue
requirement would be unfair to MGE if it was set too high and MGE was unable fo earn the
designated amount. Silmi]arly, if the amount is set too low and MGE's revenues do not
decrease as much as feared, MGE’s customers would be unfaitly deprived of révenue while
MGE coilected a windfall.

Placing the capacity release revenue into the PGA is a logical and convenient
solution to this problem. Thosé'revenues have been handled through MGE's PGA process
in the past; only in the last three years have they been placed in the company’s revenue

requiremant.®? Capacily release revenues are directly related to pipeline transpertation

® Transcript, Pages 1554-1556.
% Transcript, Page1548, Lines 8-21.
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costs, which are a normal component of the PGA prc:.c:ess.83 Furthermore, other LDCs in

Missouri already handle their capacity release revenue through their PGA processes.®

If the Commission disagrees with their proposals to include capacity release revenue -

"as an offset to MGE’s revenue requirement, Staff and Public Counsel are willing to accept -

the niovement of the capacity release revenue into the PGA. However, they oppose the
inclusion of any sharing grid in the PGA. Staff and Public Counsel contend that a sharing
“grid in the PGA would allow MGE to benefit from every dollar of capacity reiease while
shouldering no risk. Since the ratepayers have already paid for the capacity that Is being
sold, Staff and FPublic Couﬁsel believe that it would be unfair to allow MGE to benefit from
tnose sales.”

Atthough MGE'’s ratepayers have undeniably paid for the capacily that is being
released, sales of capacity do not just happen. Those salss occur because MGE's
employees aggressively market the available pipeline capacity. Under the current system,
MGE has a strong incentive to maximize sales of available capacity. Ifit does nat, it faces
either a revenue shortfall, or it foregoes income that it can keep. If capacity release income
is placed in the PGA mechanism without any sort of sharing mechanism, then MGE is
essentially told to do that work for free. As a result, it lgses much of its incentive to
maximize those sales. 7

It is easy to say that ratepayers pay the salary of MGE's gmployees and that

| ratepayers should expect aggressive marketing of that capacify even if the company cannot

8 Transcript, Page 1549, Lines 18-24.
® Transcript, Page 1559, Lines 9-13.
% Allge Surrebutial, Ex. 802, Page 4, Lines 18-18.
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benefit from those sales. However, it is unrealistic to believe that MGE will put as much
effort into marketing available capacity if it can achieve no benefit from doing so. Yes, the
Commission has a stick that it can wield over MGE fo encourage it to aggressi\}e!y market
its avaitable capacity: it can adjust MGE's PGA recovery if it finds that the company has
not sufﬁciehtly marketed its availabla capacity. ‘However. that would entail the difficutt task
of broving how much revenue MGE could have obtained if # had tried harder to market
available capacity. The Commission does not wish {o undertake that daunting task when a
simple fncéntive mechanism is sufficient to eﬁsure that MGE markets available pipeline
capacity as aggressively as possible, to the benefit of both ratepayers and the company’s
shareholders.

MGE's pfoposed capacity release tariff language also provédes that:

Any excess capacity disallowance resulting from an actual cost adjustment

(‘ACA’} proceeding shall be offset by capacity release revenues before

application of the above shanng grid and before any shareholder funding

may be requxred :
Staff contends that this ianguage is a backdoor attempt by MGE to avoid the effect of a
PGA adjustment proposed by Staff in ancther case, in which Staff alleges that MGE has
purchased excess capacity beyond what it would need to meet even peak day demands.¥

Thé Commission agrees with Staff. The provision that would mandate the offset of a
capacity disallowance against capacity release revenue is inappropriate. The capacity
disalfowance that this provision would a_ffect is unrelated to capacily release revenue. K

such a disallowance were required by the Commission, it would be because MGE had

8 Noack Corrected Rebuital, Ex. 10, Page 29, Lines 9-11.
5 Altee Surrebuttal, Ex. 802, Page 7, Lines 8-15.
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failad to properly plan for its peak day gas needs and had purchased more capacity thaﬁ it
would ever reasonably expect to need. In that circumstance, MGE's shareholders should
be expected fo pay for the cost of that imprudence without passing that cost-off to the
ratepayers through an oﬁset of revenues obtained from revenue release safes.

Tﬁe Commission will approve MGE's proposal to implement a revenue sharing grid
through the PGA.- It will, however, refect that portion of MGE’s proposal that would offset
any excess capacity disallowance against capacity release revenues.

7. Environmen'tai Response Fund
Issue Description: Should the environmental response fund proposed by MGE be
adopted and what, if any, level of environmental costs should be usedin ca!cuiatf‘ﬁg MGE's
cost of service?

MGE will, in the future, incur an unknown, and gnknowable, amount. of financial
liability for the cleanup of environmental hazards left over from the aperation of
manufactured gas facilities 50 fo 100 years ago. Manufactured gas facilities were used
before the advent of interstate natural gas pipelines in the 1940s. Before there were
interstate pipelines, gas could not be transported over long distances so gas companigs
manufactured gas by heating coal or ol and collecting the gas thrat was qriven off in the
process, A toxic tar was left over from this process and was frequently dumped on-site at
the manufactured gas plant.®®

Manufactured gas' plants were located in various cities in MGE’s service territory

and the leftover toxic tar is now causing environmental problems requiring that it be

¥ Noack Surrebuttal, Fx. 11, Schedute MRN-3.
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cleaned up. Federal law, specifically the Comprehensive Environmental Compensation

and Liability Act (CERCLA), also known as Superfund, impeses strict, joint and several .

liability on present or former owners or operators of facilities wheré hazardous wastes were
released into the environment.®® MGE owns six sites in Missouri for which it may be
required to pay cleanup costs under CERCLA. There are fourteén éddi‘tional sites that
MGE does not now own but for which it may face liability.”

Since it purchased the gas system that is now operated by MGE in 1994, Southern
Union has expended approximately $9.3 million in cleanup costs re!a:ted to manufactured
gas planis in Missouri.” However, Southern Union has been able to obtain reimbursement
for these costs from other sources, including from insurance policies that were purchased
many years ago by The Gas Service Company, a previous operator of the.natural gas
distribution system ﬁow operated by MGE.

In addition, when Southern Union purchased the system now operated by MGE, it
entered info an Envirecnmental Liability Agreement with the previous owner, Western
Resources, Inc. by which the buyer and séﬂer agreed fo share [iabi[ity for environ;'nenta!
cleanup costs for which reimbursemeht couid not be o_btained frominsurance, or other third
parties.” That agreement provides that Sout_hern Union would be solely responsible for the
first $3 million il unreimbursed costs and that the companies would equally share liability

for additional unreimbursed costs up to $15 million upti} 2009,

* Bolin Direct, Ex. 204, Pages 9-10, Lines 19-22, 1-12.

™ The list of sltes for which MGE may be responsible is highly confidential but may be found at
Bolin Direct, Ex. 204HC, Scheduls KKB-2.

7 Noack Surrebuttal, Ex. 11, Page 9, Lines 9-11.

2 A copy of the Enwronmentai Agreament may be found at Bolin Rebuttal, Ex. 205, Schedule KKB-
16. .
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Using insurance proceeds and the $3 million it set aside when'it purchased MGE’s

system, Southern Union has thus far avoided paying out any unreimbursed costs for

manufactured gas plant cleanup costs in Missouri.”™  As a result, MGE is not seeking to
recover any such costs in this case. However, the $3 million set aside when Southem
Union purchased the MGE system is nearly exhausted and, as a result, Southern Union
expects to face unreimbursed cosis in the future.

MGE proposes to create an environmental response fund to deal with these future
_expenées. The environmental response fund is essentially a tracking,mechanism designed
to avoid a'mis_match between expenses and revenues. MGE proposes to include $750,000
per year In its revenue requirement for collection from ratepayers. That $750,000 would be
paid into the environmental response fund and then paid out to cover cleanup expenses as
they occur. Staff and Public Counsel would then have an opportunity fo audit the fund to
determine whether the expenses paid by MGE were prudently incurred.”

MGE also proposes that any insurance proceeds or contributions from Western
Resources that it may obtain be shared 50/50 between the cbmpany and ratepayers. In
other words, if MGE were to obtain $400,000 in reimbursement from an insurance company
for an envircnmental cleanup cost, the environmental response fund would be credited with
© $50,000 and MGE would retain the other $50,000.7%

Staﬁ and Public Counsel oppose the creation of an Environmental Response Fund,

The Commission agrees. The cleanup costs for which MGE seeks to establish the Fund

* The details of the costs and reimbursements may be found in Ex. 855HC.
7 Noack Surrebuttal, Ex. 11, Pages 6-7, Lines 21-22, 1.
S Harrison Rebuttal, Ex. 814, Page 6, Lines 13-20.
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are not yet known and measurable. Indeed, there is no certainty that Southem Union or

MGE will ever have to pay any costs associated with these cleanup efforts. Thus far the

expenses that Southem Union has paid have been covered by insurance or from money

set aside for that purpose at the time Southern Union pufchased the MGE system.”® Inthe

fuure, at least untii 2009, costs not covered by insurance will be paid, in part, by Western

Resources under the Environmental Liability Agreement between those companies. In
sum, MGE’s proposal to inc]ude $750,000 per year in its cost of service for future
environmental cleanup costs is based entirely on speculation regarding costs that the
company may never incur.

Furthermore, the creation of a pre-funded source for the payment of these cleanup
costs would remove much of Southern Union's incentive to ensure that only prudently
incurred and necessary costs are paid.- If the money has already been recovered from
ratepayers and is being held in the Fund, Southern Union would have little incentive to not
pay it out to seﬁ!e-claims brought against it. The Fund would be subject to audit by Staff
and Public Counsel and they could seek a prudence adjustmenf if necessary. Butthe need
for a prudence adjustment js difficuit to prove and is not a good substitute for the
company’s own desire to prudently minimize its costs to improve its bottom line. For these
reasons, the Commission finds that MGE’s proposal fo create an Environmental Response
Fund should be rejected.

Public’ Counse! also argues that, aside from the rejecting' the prosﬁective

Environmental Responée Fund, the Commission should find that MGE will not be allowed

8 Transcript, Page 1865, Lines 6-17.
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to recov;er snvironmental cleanup costs related to manufactured gas plants under any
circumstances. Public Counsel contends that these cleanup costs relate to faci!iﬁes that
are no longer used and useful to MGE's ratepayers and on that basis should not be paid for
by ratepayers, Since MGE is not seeking to recover any stich costs in this proceeding and
the Commission is rejecting the creation of the Enviranmental Response Fund on other
grounds, the Commission n-eed not further address that question and will hot do so.

8. Lobbying/Legislative costs

~ Issue Description: What is the proper ratemaking treatment of lobbying/legisiative

activifies in calculating MGE’s cost of service?

Staff and Public Counsel contend that MGE should not be a}[owgd to recover in
rates its cost of lobbying the Legislature. MGE does not contest that general proposition
and it does not seek to include the cost of hiring outside, contract lobbyists in its cost of
service. Neither does it seek to recover the dues’ it pays to the Missouri Energy
Development Association (MEDA), a lobbying organization.” The dispute concerns Staff's
and Public Counse!'s recommendation to also exclude 100% of the salary of Paul Snider,
the company’s legislative liaison, and 10% of the salaries of company president, Jim
Oglesby, and legal counsel, Rob Hrack, on the theory that they also engage in lobbying
activities on behalf of MGE.

The parties agree that this Commission has defined lobbying as any aftempt to
influence the detcisions of regulators or legislators.™® Staff and Public Counsel also contend

that FERC’s Uniform System of Accounts requires that all lobbying costs = both internal

7" Noack Corrected Rebuttal, Ex. 10, Page 13, Lines 16-18,
8 In Re: Kansas City Power & Light Company, 24 Mo P.S.C. (N.S.) 386, 400 (1981)."
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and external - be recorded “below the line” for ratemaking purposes.” That means that
lobbying costs would not be included in MGE's revenue requirement for ratemaking
purposes and that those costs would be bbme’ by shareholders rather than ratepayers.
MGE does not dispute that lobbying costs are to be paid h&/ shareholders. K does,

however, dispute Staffs and Public Counsel's conclusions about how much of the

contested salaries should be excluded from revenue requirement. MGE did not provide

any detailed information about the amount of time Snider spends lobbying but contends
that he has job duties that are not refated to lobbying and that therefore a 100% exclusion
of his salary is ﬁot appropriate. It also confends that the proposed exclusion of 10% ofthe
salaries of Oglesby and Hack is not supported by the evidence.

The problem is that there is no way to really know how much of the time of Snider,
Oglesby, and Hack is spent lobbying. MGE does not keep detailed time records that

separately account for the lobbying activities of its employees.*® Staff and Public Counsel

admit that their estimations of the time the three employees spend on lobbying is just an .

educated guess based on available time records and calendars. However, specific
information that would allow a more precise determination of the amount of time these
employees spend Alobbying does not éxist because MGE has failed to properly account for
lobbying activities by its employees:

Since MGE has not properly accounted for the lobbying activities of its employees,
the Commission must make adjustments based on the limited information that is available.

The evidence presented to the Commission indicates that Snider, Oglesby, and Hack

™ Hyneman Surrebuttal, Ex. 817, Page 3, Lines 23-27.
% Transcript, Pages 1172-1173, Lines 15-25, 1-6.
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spend some amount of time engaged in lobbying. The Commission’s inability to determine
the exact amount of time that they apend in lobbying must be laid selely to MGE's failure to

properly account for their ime. Staff's proposal to exclude 10% of the salaries of Oglesby

and Hack is reasonable and is accepted. However, the evidence established that Snider .

has substantial job duties relating to public affairs and press relations, aside from his
lobbying activities.?’ As a result, excfudiﬁg 100% of his salary would be unfair. The
Commission finds that 50% of Snider’s salary should be excluded as related to lobbying
activities. |
9. Incentive Compensation

Issue Description: What, ifany, is fhé appropriate level of MGE ’sfncerrtfve Compensaﬁon
expense fo be used in calcufating MGE’s cost of service? What, if any, is the appropriate
leve!l of Southern Union’s alfocafed incentive compensation expense fo be tsed in

calculating MGE's cost of service?

Southermn Union's compensation plan for its non-union employees includes an

amount of incentive compensation to be paid to those émployees if Southern Union and
MGE meet certain goals. The incentive compensation is offered in addition fo an
employee's base salary. Spécificaliy, the incentive plan éontains financial goals relating to
the earnings of Southern Union as awhole, and MGE as a division. Together, the financial
goals make up 90% of the total incentive compensation plan.® The plan also offers an
incentive relating to customer service. That portion of the plan rewards employees if a

specified average speed of answer is achisved at MGE’s call center. The customer service

" Transcript, Pages 1963-1967.
%2 Transeript, Page 1611, Lines 1-5.
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incentive makes up 5% of the total incentive compensation plan & Finaily, the plan offers
an incentive relating to safety that rewards employees if the average time for response to
gas leaks is below a specified threshold, The safety incentive also ﬁakes up 5% of the
total incentive compensation plan.%

Staff and Public Counsel argue that the Commission should exclude from MGE’s
cost of service the incentive compensation that the company pays at the divisional and

corporate level for achieving the company's financial goals, As indicated, the financial

portion makes up 90% of the otal incentive compensation pian. Public Counsel, but not -

Staff, would also exclude the cost of the customer service goal.

Staff and Public Counsel contend that incentive compensation based on meeting |

the financial goals of the company benefits shareholders and not ratepayers. On that
basis, they would require -the shareholders to pay the costs of the incentive compensation
plan by excluding those costs from the company’s revenue requirement for ratemaking
purposes. Public Counselopposes inclu-sion in rates of the customer service portion of the
incentive compénsation p!én because it belisves that the average speed of answer at which
employees receive extra compensation is sef slower than the industry a\)erage and
therefore is not a fair basis for awarding additional compensation to MGE’s employees.®

MGE replies that its-compensation plan is simply a portion of thé means that it has
chosen to pay its employees. It contends that nothing in the incentive compensation plan

would hanm ratepayers. On the contrary, MGE contends that its incentive compensation

® Transcript, Pages 1608-1609, Lines 24-25, 1,

% Transcript, Page 1608, Lines 21-23. The entire plan may be found as an HC attachment to Balin

Rebuttal, Ex. 205HC, Schedule KKB-15.

© %5 Rolin Diract, Ex. 204HC, Page 15, Lines 8-10.
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plan encourages the efficient operation of the comparny fo the benefit af both shareholders
and raiepayers. MGE argues that it needs its incentive compensation plan to he able to
compete with other companies for top employees. Furthemmore, it contends that its
decision to either pay its employees a straight salary or to offer incentives is simply a mater
for its business judgment and should not be of concern to the Commission.

The Commission agrees with Staff and Public Counsel that the financial incentive
portions of the incentive compensation plan should ﬁot be recovered in rates. Those
- financial incentives seek to reward the company’s‘,‘en"mloyees for making their best efforts
to improve the company’s bottom line. Improvements to the company’s bottom line chiefly
benefit the company’s shareholders, not its ratepayers. Indeed, some actions that might
’beneﬁt a compaﬁy's bwottom ling, such as a iarge rate increase, or the elimination of
customer service personnel, rhight have an adverse effect on ratepayers.

_ if the company wants to have an incentive compensation plan that rewards its
employees for achisving financial goals that chiefly benefit shareholders, it is welcome to
do so. However, ihe shareholders that benefit from that plan should pay the costs of that
plan. The ﬁortion of the incentive compensation plan relating to the company's financial
goals will be excluded frbm the company's cost of service revenue requirement.

Public Counsel's argumeht for excluding the cost of the customer service portion of
the incentive compensation plan is not well founded. Public Counsel's position is based on
a 1998 call center evaluation study that was commissioned by MGE, and conducted by

Theodore Barry and Associates.®® That study indicates that the industry average speed of

% The énﬁre study is attached to Bolin Rebuttal, Ex. 205 as Schedule KKB-4.
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answer was 60 seconds.”” The speed of answer for which the incentive compensation plan
wou!d. reward employees is slower than 80 seconds _a'nd' Public Counsel contends that
MGE's employees should not be rewarded for achisving a goal that is slower than industry
average, |

The probtém with Public Counsel's argument is that it relies entirely on a finding of
industry average contained inn a study completed in 1998, using data from 1996 and 1967.
There is no evidence in this record that would demonstrate that the industry average in
1998 is still the industry average in 2004, :i-\‘lot has changed in the natural gas industry in
the last six or seven years, and it is certainly reasonable to believe that the industry
average speed of answer may also have changed inthat time. Admittedly, the 1998 study
is the latest study available regarding MGE's call center, but that doe.s ﬁot make it any more
reliable in 2004, Thereis simply not enough evidence in the record to conciude that MGE's
customer service incentive standard would reward below average speed of answer times in
2(504. On that basis, the ‘cost of the poricn ﬁf the company’s fncéntive compensation
relating to customer service will be included in the company’s cost of service revenue
requirement.

10. | Corporate Expenses: New York Office
Issue Description: What, if any, is the appropriate leve! of cost associated with Southemn
Union's New York office to be used in calculating MGE's cost of service?

Southern Union’s corporate offices are lotated in Wilkes-Barre, Pennsylvania, and
MGE’s divisional offices are iocated in Kansas City, Missouri, H'owever, Sauthern Union

also maintains executive offices in New York City for the use of its Chairman, George

¥ Bolin Rebuttal, Ex. 205, Schedule KKB-4, Page £ of 23.
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Lindemann, and Vice-Chairman, John Brennan. The New York office is alsc used by ather
company executives when conducting business in New York. The office space is sublet
from Activated Communications, Inc., an entity owned by Lindemann and his family, and by
Brennan.® The cost to Southern Union of subleasing the New York office in 2003 was
$690,000.%° Staff, supported by Public Counsel, argues that allowing Lindemann and
Brennan to maintain an office in New Y_ork is not a benefit to MGE's ratepayers and that the
costs associated with Southern Union’s New York office should therefore be excluded from
MGE's cost of service for ratemaking purposes. -

MGE repiies that the New York office are more than just the offices of Lindemann
and Brennan: they are also used by Southern Union fo meet with Wall Street investors and
~ with other members of the New York financial community. Having a New York office helps
Southern Union in its efforls to attract capital, and thus benefits rétepayers as well as
shareholders. *°

While the evidence indicates that Southern Union’s executives frequently use the

New York office to meet with the New York financial community, it is apparent that those

meetings could be conducted at other locations. Certainly, not all utilities see the need to
maintain offices in New York just to have a convenient place to meet Wall Street bankers.
It is also troubling that Southern Union sublets the New York office space from a non-

regulated company owned by Lindemann, and his family, and Brennan. Certainly, the

® Hyneman Surrebuttal, Ex. 817, Page 31, Lines 7-13.
% Hyneman Surrebuttal, Ex. 817, Page 31, Lines 14-18.
% pMclaughlin Rebuttal, Ex. 18, Pages 8-, Lines 18-22, 1-10.
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possibility exisis that Southern Union's sublease could be used to unfairly thrust part of the
cost of Activated Communications’ office onto the backs of MGE.‘s ratepayers.

The evidence indicates fhét Southern Unioh maintains an office in New York City
primarily for the convenience of its chairman and vice-chairman. Mafhtaining that office is
not a prudent expenditure necessary to'prov':de service to MGE's ratepayers in Missouri.
On that basis, the cc;st of maintaining a New York office will be exciuded from MGE’s cost -
of service for ratemaking purposes.

11. Corporate Expenses: Lindemann/Brennan Salaries
Issue Description: What js the appropriate armnount of salaries for Southern Union's Chief -
Executive Officer/Chairman of the Board and Vice Chairman of the Board to be used in
ca!culatfng MGE's cost of service?

This issué is closely refated to the previous issue regarding Scuthern Union's New
York City office. As the Commission found for that issue, George Lindemann is the
Chairman of the Board for Southern Union and John Brennan is Vice-Chairman.
Lindemann also holds the title of Chief Executive Officer for Southem Union. Lindemann
and Brennan, along with Tom Karam, who is President and Chief Operating Officer of
Southern Union, serve on the Executive Commﬁtee of the Southern'Union’s Board of
Directors. The Executive Committee of the Board has the authority to exercise many of the
powers of the Board of Directors between meetings of the full board.®*

Staff, supported by Public Counsel, would limit the recovery in rates of the salaries
that‘Southern Union pays to Lindemann and Brennan. For purpose of inclusion of the

corporate joint and common costs ascribed to MGE, Staff would limit each man’s salary fo

* McLaughlin Rebuttal, Ex. 18, Page 6, Lines 1-15.
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$100,000, which is more than three times the salary allowed to other board members.*?
Staff would also eliminate the costs of Lindemann's and Brennan’s administrative support
staff in the New York office.

Staff would impose this limit because it believes that Lindemann and Brennan are
active board members, but are not actually involved enough in the day-to-day operations of
the company to justify a larger salary. Staff supports this position by pointing out that
Liﬁdemann and Brennan maintain offices in New York, rather than at the corporate
headquarters in Wilkes-Barre, Perinsylvania. Furthermore, Staff argues that Lindemann's
and Brennan’s calendars reveal that they spend most of their time at their homes in Florida
rather than at Southemn Union’s offices.

MGE replies that Lindemann and Brennan lead Southern Union's executive
management team. Lindemann is also chief executive officer of the company. Because of
their contributions as managers who help promote fiscal discipline throughout Southern
Union, which benefits both customers and shareholders, MGE contends that their salaries
should be allowed in cost of service. MGE argues that Lindemann and Brennan are quite
capable of leading the company from their homes in Florida.

The evidence supports Staff's adjustment. Lindemann’s and Brennan’s calendars
reveal that they spend very little time at Southern Union's corporate offices. Although they
can keep in fouch by telephone, e-mail, and many other madern conveniences, their
distance from the corporate office indicates that they are not heavily involved in the day-to-
day operations of the corporation. Both men are also involved in owning and operating

other business interests. Clearly, they do provide service {o Southern Union as involved

%2 Hyneman Direct, Ex. 816, Page- 30, Lines 18-24.
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board members, and Staff's adjustment properly recognizes that level of service. However,
neither man is so involved in the day-to day operations of Southern Union as to justify an
annual salary larger than the $100,000 aliowed by Staff. The costs of Lindemann’'s and
Brennan's administrative support staff in the New York office will also be eliminated.

Revenue Allocation Issues

Once the Commission has determined the amount of revenue that MGE will be
authorized to earn, it must determine the means by which that revenue will be collected
from customers. Furthermore, it must determine the share of that revenue that MGE wili
collect from each customer class. That is the next set of issues.

12. Class Revenue Responsibility
Issue Description: What is the appropriate level of revenue responsibility for each
customer class to be used in calculating revenue?

Class 605’: of Service lssues:

This issue concerns the proper allocation of revenue responsibility among MGE's
four revenue-producing classes: Residential, Small General Services, Large General
Services, and Large Volume Services. {n other words, what percentage of MGE's total
revenue requirement should each class be required to pay? |

An allocation of revenue among the Varic_aus classes begins with a class cost of
service study. Such studies seek to assign cost responsibility based on cost causation
principles by classifying all cost elements as customer-related, demand-related, or
commodily;related. The guiding principle is that the class that causes the cost should be

required to pay rates that will allow the ufility to recover that cost. For a local distribution
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company like MGE, the vast majority of cost of service elements will be either ctistomer or
demand related.

There are two full class cost of service studies in the record: those of MGE and
Public Counsel. In addition, the Federal Agencies’ witness Gary Price evaluated the other
studies and corrected a mathematical errorin MGE's study. MGE’s w‘tthess acknowledged
his error in his surrebuttal testimony, and during the hearing, and agreed that Price’s
rebuttal testimony shows the corrected numbers for MGE's study.®® The intervenor group
comprised of Midwest Gas, UMKC, CMSU and Jackson County supports the use of the
MGE study, as corrected, as the_ best available class cost of service study ®* However, that
group contends that MGE's study still overstates the costs attributed to the large volume
service customers - largely because the large volume service customers are transportation
service only customers — it just does so less than the other studies.®

The percentage of revenue derived from each class under the various studies is

shown in the following chart;®

% Cummings Surrebuttal, Ex. 26, Pages 30-31, Lines 20-22, 1-2. Transcript, Page 2048, Lines 17-
23. .

$ initial brief at page 13.
® Johnston Rebuttal, Ex. 600, Pages 8-10.
% This chart is based on that appearing as Table 4, Price Rebuttal, Ex. 500, Page 13.
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Description TResidential Small Large Large Total
Generai General Volume
Service Service Service
Current Rate | 69.80% 20.56% 1.99% 7.65% 100.00%
Revenue
Percentage
MGE COS 75.37% 17.09% 1.00% B6.54% ©1100.00%
(corrected)
Public 62.95% 21.79% 1.43% 13.83% 100.00%
Counsel
COS |
Federai 75.089% 17.87% 0.80% 8.24% 100.00%
Agencies ]

The differences between the cost studies largely derives from a disagreement on how

' to allocate the cost of mains, which are MGE's largest investrﬁent, representing about 38%

of its total plant in service.¥’ MGE uses a zero-intercept method to classify 34.7% of the

investment in mains as being customer-related and 65.3% as demand-related. Public

Counse! uses a relative system utilization methodology ~ know by the acronym RSUM —to
classify investment in mains as entirely demand related.

.The zero-intercept method used by MGE recognizes that when a main is buift to
reach a customer, a certain portion of the cost of the main will be incurred no matter how
much gas the customer uses. Thus the cost of a zero inch main would be the customer-
related portion of the cost of the main. The extra cost derived from installing larger mains,
mains that are large enough {o meet peak demand, would be the demand-related portion of

the cost of the main.*®

7 Cummings Rebuttal, Ex, 25, Page 23, Lines 20-21.
8 Cummings Direct, Ex. 23, Pages 25-26, Lines 8-23, 1-7.
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Public Counsel's witness James Busch testified that he allocated the cost of mains
using a modified RSUM. Public Counsel's method seeks to identify the portion of capacity
that corresponds to each month’s demand and then allocate the costs that correspond ‘to
that capacity to the customers that use gas in that month.*® Public Counsel's method
allocates mains costs based only on demand and deoes not allocate any cost of mains to
customer-refated costs.'® Public Counsel contends that its method recognizes that mains
are in the ground to provide service throughout the year and not just at peak demand.*®
Peak demand on MGE’s system is driven by residential customers'® so minimizing the
effect of peak demand tends to reduce the residential class’ share of costs.

This is not the first case in which Public Counsel has used the modified RSUM
method to aliocate costs. In its consideration on remand of a prior MGE rate, the
Commission rejected Public Counsel's RSUM method as over-allocating costs to the large
volume service class.'® The Commission will again reject Public Counsel's RSUM method
as inappropriate.

Public Counsel's method, by treating all mains costs as demand refated, ignores the
fact that uniess mains are constructed, at a cost, customers would not have access to the
gas distribution system.'™ Furthermore, any gas distribution system must be built to

accommodate peak demand, and peak demand on MGE’s system is driven by residential

8 Busch Direct, Ex. 212, Page 5, Lines 19-22.

% Busch Rebuttal, Ex. 213, Pages 2-4.

%! Busch Surrebuttal, Ex. 214, Page 3, Lines 9-15.

%2y 610.

%% 1n Re: Missouri Gas Energy, 10 Mo.P.S.C. 3d 1, 27 (2001).
% cummings Rebuita), Ex. 25, Page 25, Lines 3-8,
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heating. Public Counsel's cost allocation method fails to recognize that fact and under
allocates the cost of those mains to the residential and small general service customers
that cause the systems peak requirement.'®® MGE's zero-intercept method recognizes the
different nature of these costs and is a preferable method. As a result, the Commission
finds that the class cost of service study presented by MGE, as modified by the Federal
Agencies’ witness provides the best estimate of the actual revenue that might appropriately
be derived from each class |
Revenue Réquirement to be Assighed to Each Class:
The class cost of service studies are just the starting point in the Comm@ssion‘s
determination of the amount of revenue that should be recovered from each class. As
MGE's withess expiained:
The simple fact is that any cost of service study necessarily entails
simplifications and judgments. As a result, no study should be considered
anything more than a guide to the regulatory authority as it decides how a
revenue increase should be distributed among customer classes.'®
Class cost of service studies serve as a guide to the ultimate goal of just and reasonable
rates, but the Commission does not need to slavishly adhere to any particular study.

Not surprisingly, the parties have varying recommendaticns about how to divide up
the revenue recovery assighments. Public Counsel recommends that the percentage of

the revenue reguirement to be recovered from the residential and large general service

classifications be heid constant, while the bulk of the increased revenue is recovered from

% Price Rebuttal, Ex. 500, Page 10, Lines 5-9.

1% Cummings Surrebuttal, Ex. 26, Page 33, Lines 4-7. The Federal Agencies' witness, Gary Price,
expresses the same opinion at Price Rebuttal, Ex. 500, Pages 4-5, Lines 20-22, 1-2.
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the Large Volume Class.'” MGE recommends that the Commission determine rate
increases based on MGE’s class cost of service, or if it doesn't wish to do that, by simply
allocating the revenue increase to customer classes based on current revenue
percentages.'® Midwest Gas, UMKC, CMSU, and Jackson County recommend that the
percentage paid by the large volume class should be no larger than the level recommended
in the MGE cost of service study, as corrected by the Federal Agencies witness Price.’®
Staff simply suggests thaf any rate increase be apportioned to the classes equatly.!™
Finally, the Federal Agencies recommend that the large general services class receive an
increase that is only 75% of the increase aflocated to the other classes.

The Federal Agencies’ witness, Gary Price, includes the following table in his

testimony:'!!

Description | Residenfial | Small Large Large Total
General General Volume
Services Services Service
[ Current Rate | 69.80% 20.56% 1.99% 7.65% 100.00%
Revenhue
 Federal 75.00% 17.87% 0.80% 6.24% 100.00%
Agencies :
COS
Difference as | 7.57% -13.09% -59.94% -18.32%
a Percentage B |

Price’s table suggests that currently the revenue that MGE coliects from the residential

class is under-recovering the costs assigned to the residential class by 7.57%. The

%7 Meisenheimer Direct, Ex. 208, Page 4, Table 1.

% Cummings Rebuttal, Ex. 25, Page 28, Lines 6-8.

1% ynitial Brief of Midwest Gas, UMKC, CMSU, and Jackson County at page 14.
_ "% Beck Direct, Ex. 803, Page 5, Lines 7-17.

" price Rebuttal, Ex. 500, Page 14, Table 5.
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revenue collected from other classes is over-recovering the costs assigned to those
classes. However, all of the classes, except Large General Service, are currently within
20% of their appropriate revenue recovery assignment. Large General Services is the
exception because as a class it is currently over-recovering its assigned expenses by
almost 60%.
| Price suggests that the Large General Service class’ substantial over-recovery be

ameliorated by assigning the Large General Service class only 75% of the system revenue
increase. The remaining customer classes wauld receive the system average increase and
would share proportionally any remaining revenue increase not assigned to the Large
General Service class. For example, if MGE were grénted a 5% increase in revenue,
Large General Services would see an increase of 3.75% while the other classes would see
an increase of 5.05%. 12

The Commission will adopt Price’s suggestion. That suggestion has the virtue of
minimizing the only glaring inequity in the current class revenue assignments, while
protecting the residential class, from the shock of the substantial rate increase that would
be required to bring all classes into complete agreement with MGE's corrected class cost of
service study.

13.  Fixed Monthly Rate Elements
Issue Description: What is the appropriate fevel and structure for fixed monthly rafe
elements including the residential customer charge?

MGE recovers its distribution revenues from a combination of fixed and volumetric

rate elements. Fixed rates are predetermined and do not vary with the amount of natural

"2 Price Rebuttal, Ex. 500, Pages 14-15, Lines 6-16, 1-3,
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gas consumed in a month, Volumetric rates are added to the cost of the natural gas that is
consumed in a given month. When a customer consumes less gas, either because of
wamm weather or efforis to conserve, he or she will pay less in volumetric rates. Obviously,
when a customer pays less in volumetric rates, MGE receives less revenue, which it needs
to cover its costs.

Currently, MGE recovers approximately 55% of its residential distribution revenues
from fixed elements and the remaining 45% from volumetric rate elements, MGE would like
to shift some of its revenue recovery from volumetric rates to fixed monthly elements to
address a problem of earnings shortfalls resulting from decreased customer usage due fo
warmer than normal weather. As part of its effort to shift its revenue recovery, MGE wants
to increase the fixed monthly rate for the residential and smalt general service customer
classes. It would increase the customer charge for residential from $10.05 to $13.55 and
for small general services from $13.55 to $18.30.

Public Cou_nsel flatly opposes any increase in the customer charge and would

113

require MGE fo recover any rate increase through volumetric rates.’ '~ Staff would aliow

MGE to increase the customer charge but only proportionally to current levels.

High fixed monthly customer charges tend to defeat customer efforts to reduce their
hill by conserving natural gas. As a result, the Commission finds that the public interest is
best served by setting customer charges as low as reasonably possible. MGE's proposal

f
to increase the residential customer charge from $10.05 to $13.55 would result in an

increase of nearly 35% and is not reasonable. However, simply leaving the customer -

3 Busch Rebuital, Ex. 213, Page 4, Line 11.
" Beck Surrebuttal, Ex. 805, Pages 9-20.
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charges unchanged while allowing MGE to otherwise increase its rates would necessarily
require that the vast majority of the rate increase be collected through volumetric rates.*®
That result would not be fair to MGE because MGE ié already having difficulty in recovering
its costs under the current rate structure. An increased reliance on volumetric rate
elements will only increase MGE’s weather risk and reduce its chance to actually recover
its costs,_which for the most part do not vary with the weather or the amount of gas sold.’*®
The Commission finds that current ratio between_ fixed and volumetric rate elements,
whereby MGE recovers approximately 55% of its residential distribution revenues from
fixed elements, is appropriate. In order o be fair to the company and to its ratepayers, the
Commission will order that the customer charge for the residential and small general
service classes may be increased to an amount sufficient to maintain the current ratio
between volumetric rate elements and fixed charges elements.

14, Volumetric Rate Elements
issue Description: What is the appropriate level and structure of volumetric rate
elements?

Volumetric rate elements are the flip side of the fixed monthly rate elements
discussed in the previous issue. Volumetric rate elements allow MGE fo recover its costs
b),.f adding a small amount to each volume measure of gas that it sells. Under its current

rates, that amount is $0.11423 per Ccf.''" MGE proposes that the Commission adopt a

S A portion of the revenue increase would be collected through increased connection,
reconnaction, and transfer fees, which the Commission is authorizing elsewhere in this report and
order. '

"8 Transcript, Page 2231, Lines 12-24.
"7 Busch Rebuttal, Ex. 213, Page 8, Line 6.
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weather-mitigation rate design for the residential and small generai service rate classesto
avoid volatility in the company’s revenue stream. The rate design that MGE has proposed
is based on the rate design that the Commission approved for Laclede Gas as part of a
stipulation and agreement in Case Number GR-2002-0356.*'

MGE's proposed weather mitigation rate design is fairly complicated; but, essentially,
MGE's customers would pay more for the first block of gas they use during the winter .
months so that a greater percentage of defivery costs would be recovered in the first rate
block. MGE also proposes to adjust the PGA to offset the bill impacts on small and
moderate size users.''® The result of the proposed rate design would allow MGE to
recover a greater percentage of its costs even when warm weather results in the sale and
consumption of fewer units of natural gas.

Staff opposes MGE's weather mitigation rate design proposal, but Public Counsel
voices the most vehement oppasition. Public Counsel correctfy points out that the
proposed rate design would reduce MGE's risk associated with warmer than normal
weather by effectively creating a second, fixed, customer u::hz-lrge.120 As a result, customers
would net receive as much of a benefit from warmer than normal weather. Furthermore,

customers would have less ability to lower their bills by conserving energy, As the

Commission found in its discussion of fixed rate elements, such a result is contrary to good

putblic policy.

18 | aclede's rate design was approved as part of a stipulation and agreement but the pariies

bitterly disagreed about the implementation of the rate design, necessitating an emergency hearing
and rejection and revision of the implementing tariffs. See Beck Rebutial, Ex. 804, Pages 15-18.

""® Cummings Direct, Ex. 23, Pages 28-29.
% Busch Rebuttal, Ex. 213, Page 8, Lines 7-12,
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Public Counsel also raises several legal arguments against- MGE's proposed
weather mitigation rate design. Those arguments are addressed in the Conclusions of Law
section of this report and order. Based on its conclusions of law and the facts that it has
found, the Commission concludes that MGE’s proposed weather mitigation rate design
must be rejected.

15. Miscellaneous Service Charges
Issue Description: Should the Commission change the current tariffed charges for
customer connects, standard customer reconnects, and transfer fees?

MGE currently charges customers additional fees for providing certain services. In
this case, MGE proposes to increase its connection fee from $20 to $45, its reconnection
fee from $35 to $45, and its fransfer fee from $5.00 to $6.50. Staff supports the requested
fee increases buf Public Counsel oppases them.

Public Counsel argues that the increases are unreasonably farge and would be a
burden on fow-income customers. The connection fee in particular would increase by
125% and the reconnection fee would increase by 28.6%.'?' Public Counselis concerned
that such large increases could be a barrier to the initiation or restoration of service.'*
Public Counsel also attacked the validity of the cost study that MGE performed to evaluate
ihe cost of performing the connections for which it is seeking increased fees. Public

Counsel cantends that the study should have looked at the incremental cost of providing

21 Maisenheimer Rebuttal, Ex. 209, Page 18, Lines 8-11.
22 Maisenheimer Rebuttal, Ex. 209. Pages 18-19, Lines 20-23, 1-7.
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the connection and reconnection services, and instead included joint and common costs
that should not praperly be ascribed to those activities.'*

It is important to set the fees that MGE will charge for these services at a rate that
will recover the actual cost of providing that service. These are services that are requested
by a particular customer and general principles of cost causation suggest that the person
responsible for a cost should be required to bear that cost. If the fee does not cover the
actual cost of providing the service, othef customers will be subsidizing the cost causer
through hiéhe’r than hecessary base rates.'® In other words, MGE incurs these costs. If -
they aré not recovered through the increased fees, they will be recovered through base
rates.

Pubtic Counse! also suggests that the cost studies used by MGE to support its
determination of the actual cost of providing these services overstate the actual costs
because they do not measure the incrementat cost of providing the service by excluding
any allocation of joint or common costs associated with shared facilities or expenses '

needed to provide the company’s other services.'®

There is no support for Public
Counsel's suggestion that such fees should be calculated on an incrementa! cost basis.
MGE is not attempting to price an optional service that it is offering for sale. Rather it is

attempting to allocate the cost of providing a service to its customers. Itis only fair that the

customer using the service pay the costs associated with that service because those costs

2% Meisenheimer Rebuttal, Ex. 209, Pages 20-22,

24 imhoff Direct, Ex. 818, Page 7, Lines 1-3. Sse also Cummings Rebuttal, Ex. 25, Page 20,
Lines16-18.

125 Meisenheimer Rebuttal, Ex. 209, Pages 20-21, Lines 11-23, 1-6.
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cannot be avoided. Ifthe customer using the service does not pay those costs, they will be
paid by other ratepayers.'?®

Finally, Public Counsel challenges the inclusion of specific costs in MGE's study. In
particular, Public Counsei disagrees with MGE's inclusion of field personnel nonproductive
time in the cost study.'” That would include such things as vacation, sick leave, holiday
pay, training, and standby time.'”® MGE contends that those costs are a part of the cost of
providing the service and are properly included in the cost study. Staff's witness Tom
Imhoff agrees with Public Courisel's position on this question but concludes that MGE's
inclusion of nonproductive time in the cost study did not materially affect the rate
calculation.'?® |n other words, the inclusion of nonproductive time in the calculations did not
have a Jarge enough effect fo make any difference in the rate that MGE proposes to
charge.

The Commission finds that the proposed fees for connection, reconnection, and
transfer are consistent with MGE's actual cost of providing those services. Public
Counsel's suggestions to the contrary are not supported by the evidence. While the
connection fee is more than doubling, a substantial increase is needed because the
connection fee was deliberately set at half its actual cost in the last rate case to avoid

Q

shocking consumers.'”™ The Commission is mindful of the need to avoid shocking

ratepayers and certainly does not wish to create a barrier that would prevent them from

%8 Cummings Rebuttal, Ex. 26, Page 28, Lines 12-15,

27 Meisenheimer Rebuttal, Ex. 209, Page 22, Lines 8-10.
28 Cumnmings Rebuttal, Ex. 26, Page 29, Lines 2-3,

2 Imhoff Direct, Ex. 818, Pages 7-8, Lines 21-22, 1-2

0 cummings Surrebuttal, Ex. 28, Page 27, Lines 12-20.
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obtaining gas service. However, ratepayers will not incur these fees frequently so the

increased fees should not be a shock to their budgets. ™’

Low-iIncome Issues

16.  Weatherization
Issue Description: What is the appropriate level of funding for the fow-income
weatherization program and how shr;uid such funding be allocated among the geographic
regions of MGE's service territory?

- MGE’s ratepayers have provided funding for a low-income weatherization program
since 1994. The weatherization program provides financial assistance to MGE's low-
income customers to make improvements to their homes to irhprove energy efficiency. The
average cost to weatherize a home in Missouri is $2,600 and weatherizing a home can
provide annual natural gas savings of as much as 23% and annual electric savings of about
129%.1% Aside from reducing the energy bill of the customer whose home is weatherized,
the program also benefits all of MGE's customers by reducing MGE's expenses required to
collect debts, by reducing the amount of late payments, and by reducing the amount of
uncollectable bills.**

Since the program began in 1994 over 800 homes have been weatherized. The
current program requires little administrative support from MGE as, atleast in Kansas City,

the program is administered by the City of Kansas City."™ The weatherization program is

™ Transcript Page 2022, Lines 9-25.

132 Rogs Direct, Ex. 838, Page 15, Lines 16-23.
133 Ross Direct, Ex. 836, Page 16, Lines 17-21.
¥ Jackson Direct, Ex. 300, Page 2.
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quite popular énd currently has a waiting list of more than 500 applicants in Kansas City.'*®
The cost of the weatherization program is currently built into rates and recovered from
MGE's customers through those rates.'*

MGE acknowledges that the weatherization program has been effective and does
not require significant administrative involvement by MGE's employees. As a result, MGE
proposes to increase low-income weatherization funding by $160,000 to be allocated
according to the existing proportions.” Of the $340’,00'o in current funding, $250,000 is
administered by the City of Kansas City and $90,000 is administered throughout the
balance of MGE's service territory. If existing proportions were maintained, MGE'’s
proposal would result in a $118,000 funding increase for the weatherization program in
Kansas City.

The City of Kansés City contends that the weatherization program has been very
successful and cost effective, and asks for a funding increase of $250,000 for the Kansas
City service area. If current proportions are maintained, a total weatherization increase of
approximately $340,000 would be required to give the City of Kansas Céty an additional
$250,000 in weatherization funding.

During the course of the hearing, Staff, Public Counsel, and the City of Joplin filed a
non-unanimous stipulation and agreement dealing with the three low-income issues. With
regard to weatherization, that stipuiation and agreement provides that weatherization

funding should be increased by 15% acress the board, totaling $51,000 per year. The

13 Jackson Direct, Ex. 300, Page 3.
%8 Transcript, Page 2408.
37 Noack Corrected Rebuttal, Ex. 10, Page 31, Lines 6-17.
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stipulation and agreement would also direct an additional $50,000 per year to the City of
Kansas City and $50,000 to MGE’'s non-Kansas City, and non-Joplin service areas.
Weatherization for the Joplin service area would be set at $130,000 and woultﬁ be included
in the existing experimental low-income rate (ELIR) program, which is the subject of the
next issue. Joplin currently receives $31,000 in weatherization funding.**®* The non-
unanitmous stipulation also provides that the weatherization funding, as well as funding for
all other low-income programs, would be recovered through volumetric rates rather than
through a specific surcharge or adder on the customer's bill."”® The total annual funding -
requirement of the programs propased in the non-unanimous stipuiation and agreement
would be $896,000.'°

MGE opposes the non-unanimous stipulation and agreement. As a resuli,
Commission rule 4 CSR 240-2.115(2)(D) provides that the stipulation can only be treated
as a statement of the positions of the signatory parﬁés to which no party is bdund. Asa
result, the Commission cannot “approve” or “disapprove” the stipulation and agreement.
instead, the Commission must address each issue on its own merits.

The Commission finds that the existing low-income weatherization program has
been successful and should be continued with additional funding. The Commission is nat,
however, willing to increase funding beyond the amount requested by the company. The

Commission will order that annual funding for the low-income weatherization program be

¥ Ross Rebuttal, Ex. 837, Page 186, Table.
¢ Transcript, Page 2409, Lines 2-5.
0% Non-Unanimous Stipulation and Agreement, Attachment A.
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increased by $160,000 to a total of $500,000. The additional funding is to be allocated
consistent with the cutrent funding plan.

17. Expetimental Low Income Rate
Issue Description: What, if any, modifications should be made fo the existing
Experimental Low Income Rate Program?

The existing experimental low-income rate ("ELIR™) was established in the Joplin
service area as a result of the stipulation and agreement that resolved MGE's last rate
case. The goal of the program is to make it possible for low-income ratepayers to pay their
~ bills and thereby reduce MGE’s bad debt expenses. Under the program, low-income
ratepayers participating in the program receive a $40 monthly bill discount if their
household income is 50% or less of the federal poverty level, provided that they make
timely payment of their gas bill. Participating ratepayers whose household income is 51%-
106% of the federal poverty level receive a $20 monthly bill discount. The program has
been funded by an $0.08 adder to all MGE residential customer bills.™" That adder, which
expired in August 2003, collected enough funds to allow the program to continue at current
levels until July 2006 without collecting any more funds from ratepayers.’*? |

MGE is willing to continue the current ELIR through July 20086, or until funding runs
out, buf opposes proposals to expand the program. MGE contends that the changes and

expansion proposed by Staff, Public Counsel, and Joplin are too. costly, would impose

"t Meisenheimer Direct, Ex. 207, Page 6, Lines 11-18.
"2 Noack Corrected Rebuttal, Ex. 10, Page 32, Lines 3-5.
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additional administrative requirements on MGE, and will likely complicate evaluation of
ELIR results '

The non-unanimous sfipulation and agreement provides that the ELIR will continue
with some modifications: participation in the weatherization program will be required for
ELIR participants; the bill discount fevels will be revised; and the Joplin Community Action
Agency will be asked to replace MGE as administrator of the ELIR. The stipulation and
agreement would not renew the $0.08 adder and wotuld instead recover the cost of the
program through volumetric rates.

The ELIR is an interesting attempt to make natural gas bills more affordable for low-
income customers while ultimately saving money for MGE and its other ratepayers by
reducing expenses that result from bad debts. However, it is only an experimental program
and it has had probllems. For example, nearly half of the participants that initially entered
the program dropped out by January 2004."** The Commission is not willing to pour more
ratepayers funds into this program, particularly without the agreement of MGE. The
Commiission will allow the program to continue in its current form through July 20086, or until
funding runs outs, which ever occurs first.

18. Experimental Energy Efficiency Programs including PAYS
fssue ﬁescription: Should the Pay As You Save (PAYS) program proposed by the Office
of Public Counsel be adopted?

The Pay As You Save (PAYS) program is a;n experimental program designed to help

residential ratepayers finance weatherization projects for their homes. lt would essentially

"2 Noack Corrected Rebuttal, Ex. 10, Page 32, Lines 5-7.
“4 Ress Rebuttal, Ex. 837, Page 12, Lines 20-22.
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loan money to the ratepayers to pay for new windows, insulation, a new furnace, etc. The
ratepayer would pay back the loan by way of his or her monthly utility bill. The idea is that
the savings from increased energy efficiency would lower the customer's monthly bills
enough so that the loan could be repaid from the savings. The program would not
necessarily be limited to low-income ratepayers and the seed money to make the loans
could be provided by MGE or by some other lender. **®

The non-unanimous stipulation and agreement provideé. for a feasibility study to
determine whether a PAYS program could be implemented in the Kansas City area.
Funding for the feasibility study and a potential PAY'S system would be set at $100,000 per
year for two years, collected through volumetric rates. MGE opposes the proposal to
explore the development of a PAYS pragram as part of this rate case.

The Commission is interested in further consideration and development of the PAYS
program. However, such consideration needs to take place in a broader setting than is
afforded by MGE's rate case. The Commission agrees with MGE that this rate case is not
the appropriate setting for the funding of such a study. As a result, the Commission will
reject the proposal offered by Staff, Public Counsel, and the City of Joplin.

Requests by Staff to Require Action by MGE

Staff has asked the Commission to order MGE to take several specific actions

regarding its operations. These requests are addressed in the following issues.

S Meisenheimer Direct, Ex. 207, Page11, Lines 2-13 and Warren Rebuttal, Ex. 839, Page 3, Lines
7-20. o .
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19. Merder and Acquisition Recordkeeping -

Issue Description: Should the Commission adopt Staff’'s proposal to order Southern
Union fo keep time reports related to merger and acquisition aclivities?

Staff asks the Commission to order Southern Union to keep records of the time
spent by Southern Union corporate personnel on merger and acquisition related activity.
Staff is concerned that Southern Uniion is very involved in merger and acquisition activities,
and would like to exclude such activities from Southern Union’s revenue requirement in
future rate cases but says that it cannot do so unless Southern Union's executives keep
better time records to allow Staff to separate out the merger and acquisition activities. "
Southern Union contends that the Commission has no authority o make such an orderina
rate case. Instead, if the Commission wants to make such a requirement, it must do so
through a rulemaking that would apply to all gas companies. This legalissue is addressed
in the Conclusions of Law section of this report and order.

Based on its conclusions of law, the Commission finds that the order requested by
Staff is not a rulemaking and that the Commission has the authority to issue such an order.
However, the Commission finds that such an order is neither needed nor appropriate in this
case. The Commission does not wish to attempt to manage either Southern Union or MGE
by ordering the company to keep specific {ime records regarding merger and acquisition
activities. If Staff, or any other parly, wishes to obtain specific information from Southern
Union or MGE, it may do so through the discovery techniques that are recognized and
commonly used at this Commission. If, in a future rate case, Staff or another party wishes

to propose an adjustmént regarding merger and acquisition activities and the company has

145 | uneman Direct, Ex. 816, Pages 34-35, Lines 15-23, 1-2.
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nat kept sufficient records, the company will bear the rigk of an imprecise adjustment, as it
did in this case with the ordered adjustment for lobbying activities.

20. Gas Purchasing/Reliability Plan Reporting
Issue Description: Should the Commission order MGE to submit by October 1, 2004, a
Natural Gas Supply Plan (updated annually)? Should the Commission order MGE to
submitb y October 1, 2004, a Natural Gas Supply Reliability Analysis (updated every fwo fo
three years)?

~ Staff is concerned that MGE is riot doirig enough to plan for the reliability of is

natural gas supply and asks the Commission to crder MGE to periodically submit such a
plan, including a specific supply reliability analysis, which Staff insists be submitted by
chober 1, 2004, even though the effective date of this report and order will be October 2,
2004."* Staff indicates that it is simply seeking the same information from MGE that is
already voluntarily provided by other gas companies.™® But Staff adds that it is particularly
concerned about MGE because it recently replaced its entire gas supply department.

MGE replies that it is doing all that it needs to do to assure that its supplies of gas
are reliable. |t states that it is perfectly willing to answer data requests and to open its
records to Staff as required. However, it contends that the Commission has no authority in
a rate case to order MGE to submit such reports. It further argues that if the Commission
wants to make such a requirement it shouid dolso through a ruternaking that would apply ta

all gas companies.

T See. Staff's Reply Brief at page 55.
"8 Transcript, Page 1649-1650.
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Based on its conclusion of law regarding issue 19, Merger and Acquisition
Recordkeeping, the Commiission finds that the order requested by Staff is not a rulemaking
and that the Commission has the authority to issue such an order. However, the
Cammission finds that such an order is _neither needed nor appropriate in this case. Staff
has not presented any evidence that would indicate that MGE is not properly planning for
its future gas needs. Staff has many discovery tools at its disposal to allow it to obtain any
information from MGE that it believes it needs. If Staff believes that all gas companies
should file such report, and Staff's witness indicated that other gas companies have
supplied such reports voluntarily, then Staff should avail itseif of the rulemaking
procedures to promulgate a rule that will apply to all gas companies.

21.  Legislative/Lobbying Time Reporting

fssue Description: Should the Commission adopt Staff's proposal fo order MGE to keep
detailed time reporting on the amount of time employees spend on lobbying and lobbying
related activities?

Staff asks the Commission tb order MGE to keep records of the time spent by its
personnel on lobbying activity. Staff and Public Counsel have argued that lobbying activity
should be excluded from MGE's revenue requirement in this and.future rate cases but says
that it cannot easily do so unless MGE's employees keep betterti;ﬁe records to allow Staff
to separate out the lobbying activities. Staff contends that MGE is already required to keep
such records by Commission rufe and wants an order requiring MGE to comply with those

requirements.
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MGE contends that the Commission has no authority to make such an order in a
rate case. It further argues that if the Commission wants to make such a requirement it
should do so through a rulemaking that Wo‘uld apply to all gas companies.

Based on its conclusion of law regarding issue, 19 Merger and Acquisition
Recordkesping, the Commission finds that the order requested by Staff is not a rulemaking
and that the Commission has the authority to issue such an order. Howevaer, the
Commission finds that such an order is neither needed nor aépropriate in this case. The
" Commission does not wish to attempt to manage either Southern Union or MGE by
ordering the company to keep specific time records regarding lobbying activities. If Staff, or
any other party, wishes to obtain specific information from Southern Union or MGE, it may
do so through the discovery techniques that are recognized and commonly used at this
Commission. Furthermore, if Staff believes that MGE is currently refusing to comply with
Commission regulations, it may bring a complaint against MGE. Finally, if, in a future rate
case, Staff, or another party, wishes to propose an adjustment regarding lobbying activities’
and the company has not kept sufficient records, the company will bear the risk of an
imprecise adjustment, as it did in this case.

22. Response Time to Commission-referred Customer Complaints/
Inquiries

Issue Description: Should the Commission order MGE to respond to Customer
Complaints/Inquiries within three busine_ss days?

Staff asks the Commission to order MGE to respond to Commission forwarded
customer complaints/inguiries within three business days of receiving the complaint or
inquiry. For interruption of service issues, the response time should be within twenty-four

hours. Staff's witness indicated that there is not a particular problem at MGE but that it is
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trying to hold all utilities to this standard.*® Other companies have already agreed to this
standard and Staif specifically mentions Missouri-American Water Company as one
company that has agreed to this requirement in a stipulation énd agreement '

MGE contends that the Commission has no authority to make such an orderin a
rate case. It further argues that if the Commission wants to make such a requirgrnent it
should do S0 through a rulemaking that would apply to all gas compénies.

"‘Based on its conclusion of law regarding Issue 19, Merger and Acquisition
Recordkeeping, the Commission finds that the ofder requested by Staffis not a rulemaking
and that the Commission has the authority to issue such an order. However, the
Commission finds that such an order is neither needed nor appropriate in this case. Staff
failed to show any reason why this order should be entered in this case. lf this standard is
appropriate for all utiiities,‘ then Staff should avall itsslf of the appropriate rulemaking
procedure rather than attempt to impose the requirement on utilities one at a time.

23. (GM-2003-0238 Cosfand Allocation Study Issue
Issue Description: Should the Commission order MGE to comp[efe and fife a study
concerning the impacts of the Panhandle Eastern Pipeline Company acquisition on
Southern Union's administrative and general expenses and cost alfocation methodofogy?

In the unanimous stipulation and agreement that resolved the merger case regarding
Southern Union’s acquisition of Panhandle Eastern, Southern Union agreed to perform a
study within six months regarding the effect of the acquisition on corperate cost allocations

following the acquisition. Southern Union provided Staff with some information, but Staff

142 Transcript, Pages 1284-1299.
¥ Bernsen Direct, Ex. 806, Page 8, Lines 10-16.
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complains that Southern Union did not provide sufficient information regarding its merger
and acquisition activities. Staff asks the Commission to order Southern Union to complete
this study, file it in this case before the operation of law date for this order, and provide its
completed study to the parties in the merger case.™® Southern Union replies that it has
fully complied with all the requirements of the stipulation and agreement and that no action
by the Commission is required.

This issue simply does not belong in this case. If Staff believes that Southern Union
has failed to comply with a requirement of the stipulation and agreement in the mergercase - -~
- GM-2003-0238 — it may fite a motion in that case bringing the alleged failure to the
Commission’s attention. If any relief is needed, it will be granted in that case.

True-Up Issues

The next two issues arose for the first time at the true-up hearing.

24. Rate Case Expenses

MGE is entitled to recover its reasonable and prudently incurred cost of presenting
this rate case to the Commission. Such costs are routinely accepted as a cost of doing
business for which the company will be allowed to recover its costs in rates and no party
disputes MGE's right to recover its rate case expenses in this case. There is a dispute,
however, over how much MGE should be allowed to recover.

MGE has claimed $1,383,333 in expenses relating to the presentation of this rate
case. That figure does not include any amount for post-hearing work.*®* MGE submitted

statements from its attorneys and expert withesses to support that amount. MGE suggests

"' Oligschlaeger Direct, Ex. 828, Pages 9-10, Lines 14-22, 1-18.
152 Noack True-Up Direct, Ex. 49, Page 5, Lines 4-12.
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that rate case expense be amortized over 3 years, resulting in an annual cost of $461,111,
which would be included in MGE's cost of service for inclusion in the rates e.stabiished for
this case. MGE is also willing to accept a 4-year amortization at an annual cost of
$345,833 if the rates that result from this case are sufficient to allow them to remain in
effect for four years.*®

Staff argues that that the rate case expenses submitted by MGE are not reasonable.
In particular, Staff contends that the fees paid to MGE’s New York law firm — Kasowitz,
Benson, Torres & Friedman, LLP = aré excessive, especially given what Staff asserts is
that firm’s inexperiehce in regulatory law. Staff also contends that MGE failed to present
enough documentation to justify some of its submitied expenses. Staff's witness Charles
Hyneman recommends thét the Commission allow $650,000 for rate case expenses
because that is the amount the Commission found to be reasonable and prudent in MGE's
last litigated rate case, GR-98-140, As an alternative, he recommends that the
Commission allow recovery of $750,000, which Staff claims is the highest amount of rate
case expense ever allowed for a utility in a Missouri rate case.’™

The Corr;mission finds that Staff's proposal to limit MGE's rate case expenses to an
amount found to be reasonable in a previous rate case is completely arbitrary and
capricious. There was no evidence presented that would allow the Commission to
conclude that this case was so comparable to any other case that the Commission would
be justified in placing an arbitrary limit on recovery of rate case expense. Furthermore, the

rate cases that Staff would use to limit MGE's recovery took place five or six years ago.

183 Noack True-up, Ex. 49, Page 5, Lines 4-12.
' Hyneman True-up, Ex. 861, Page 10, Lines 11-19.
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When asked, Staff's witness could not even say wheather attorney fees and consultant fees
have increased since 1997.'% Staff's proposal to limit recovery of rate case expense to the
amounts recovered in earlier cases must be rejected.

Public Counsel also disputes MGE’s request for rate case expenses, but Public
Counsel would come at MGE's rate case expenses from the opposite direction. Public
Counse! suggests that certain costs be removed from MGE's expenses as imprudently
incurred. Specifically, Public Counsel would reduce the hourly fees charged by Kasowitz,
~ Benson, Torres & Friedman, MGE's New York law firm, from $690 per hour to $200 per -
hour. That would allow only $171,950 of that firm’s charges to be recovered in rates, a
reduction from $614,000 requested by MGE. Public Counsel would also disaliow $47,522
in fees charged by MGE's Texas counsel, Watson Bishop London and Brophy, because the
work that firm did was allegedly duplicative of the work done by Kasowitz, Benson, Torres &
Friedman and MGE's Missouri counsel, Brydon, Swearengen & England. Public Counsel
would also exclude $38,303 paid to the law firm of MGE's witness John Quain. Quain, a
former commissioner from Pennsylvania, offered public policy testimony that Public
Counsel found to be insubstantial. Public Counsel would also reduce recovery of the fee
that MGE paid to its witness, Dr. Morin, from $30,000 to $9,800. All of Public Counsel's
adjustments would result in a total rate case expense of $787,766.1%°

Public Counsel contends that this amount is still too high. 1t would average its
adjusted total of $787,766 with the amdunts allowed MGE for rate case expense in its last

two litigated rate cases to arrive at an average of $634,839, which it would amorfize over

%% Transcript, Page 26186, Lines 4-6.
%8 Bolin True-up Direct, Ex. 234, Page 13, Lines 8-16.
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three years for an annual cost of $211,613. As the Commission indicated when rejecting
Staff's proposal, the arbitrary reliance on past rate cases to establish a limit on MGE's rate
case expense recovery in this case is improper. Therefore, Public Counsel's proposal to
further adjust its recommended rate case expense will be rejected.

However, the Commission will further examine Public Counsel's proposals to reduce
specific rate case expenses for which MGE is seeking recovery. The first lexpense
challenged by Public Counsel is the $614,000 in bills submitted by Kasowitz, Benson,
Torres & Friedman. That firm billed MGE at a rate of $890 per-hour and Public Counse!
suggests that the hourly rate be reduced fo $200, which is the hourly rate charged by
MGE's local counsel. At $200 per hour, multiplied by 859,75 hours, the total bill from
Kasowitz, Benson, Tarres & Friedman would be $171,950." That amount does not
include travel and meal expenses because at the time Ms. Boiin submitted her testimony
those expenses were not properly documented. Additional invoices were submitted at the
hearing and at least Staff's witness was satisfied that nearly all of the submitted expenses
were. now supported by invoices. '™ The expenses submitted by Kasowitz, Benson, Torres
& Friedman, including travel and meal expenses, total $16,250.75.'%

The Commission is hesitant to disallow expenses incurred by MGE in prosecuting its
rate case. The company is entitled to present its case as it sees fitand tﬁe Commission will
not lightly intrude into the company's decisions about how best to present its case.

However, the Commission has a responsibility to ensure that the expenses that the

5" Bolin True-Up Direct, Ex. 234, Page 8-9, Lines 11-22, 1-4,
38 Transcript, Page 2638, Lines 8-21.
'8¢ Exhibit 51.
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compény submits fo its ratepayers are reasonabiy and prudently incurred. Otherwise, the

company could take a cost-is-no-object approach to its rate case presentation, secure in

| the knowledge that the ratepayers would be required to pay for any cost that the company
might incur.

In this case, MGE, or perhaps Southern Union, chose to hire the Kasowitz, Benson,

Torres & Friedman law firm out of New York, MGE explained that it chose that firm

because it had previously represented Scuthern Union in other complex litigation and the

company was very pleased with the resuits abtained in that case. **® The other litigation for
which the Kasowitz firm had represented Southern Union was, however, a merger and
acquisition case and this case was the firm's first litigated regulatory rate case.™!

Eric Herschmann and Michael Fay of the Kasowitz firm did a good job of
representing their client at the hearing. But the firm charged up 1o $690 per hour for its
work. That rate is far higher than the typical rates charged by lawyers appearing before

“this Commission. The company is certainly entitled to hire lfawyers with whom it is
comfortable, but it would not be fair to require ratepayers to pay such high rates. The

Commission will reduce the rate to $200 per hour, which is the rate charged by MGE'’s local

counsel. The $16,250.75 in expenses incurred by the Kasowitz firm will be éllowed. The
total allowed for representation by Kasowitz, Benson, Torres & Friedman is $188,200.75.

Public Counsel urges the Commission to disallow $47,522 in fees charged by the
Austin Texas firm of Watson Bishop London and Brophy. Public Counsei contends that the

work done by that firm did was duplicative of the work done by Kasowitz, Benson, Torres &

¥ Transcript, Pages 2482-2483, Lines 24-25, 1-3.
! Transcript, Page 2499, Lines 7-17.
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Frieﬁman and MGE's Missouri counsel, Brydon, Swearengen & England.'®* MGE
explained that Christine Dodds, an attorney with Watson Bishop, served as secon_d chair
for Eric Herschmann at the hearing. She assisted Herschmann in preparation of witnesses,
issues, and cross-examination ques,tio.ns.153 The Commission does not wish to disparage
the work done by the Watson Bishop ﬁrm; but $47,522 is more than ratepayers should pay
for the services performed by thé firm. The fees charged by Watson Bishop will be
disallowed in their entirety.

Public Counsel would also exclude $36,303 paid by MGE to Klett Rooney Lieber &
Schorling, the law firm of MGE's witness John Quain. [n fact, at the frue-up hearing; an
updated statement from Klett Rooney was admitted into evidence showing that the bill
submitted by Klett Rooney totaled $20,115, not $36,303 as previously estimated. '®* Quain,
a former commissioner from Pennsylvania, offered public policy testimony that Public
Counsel found to be insubstantial. The Commission found Quain’s testimony to be helpful |
and his fees will be allowed as a rate case expense.

Public Counsel would also reduce recovery of the fee that MGE paid fo its witness
Roger A. Morin from $30,000 to $9,800 because it believes that the fee paid to Dr. Morin is
excessive if calculated as a per hour fee. Public Counsel estimated that Morin worked 35
hours and if his full fee were allowed that would amount to an hourly fee of $857. Public

Counsel would allow only $280 per hour for Dr. Morin's time faor a total of $9,800. The

182 Bolin True-Up Direct, Ex. 234, Page 9, Lines 7-14.
83 Transcyipt, Pages 2509-2510, Lines 24-25, 1-7.
% Transcript, Page 2490, Lines 14-21.
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Commission does not agree with Public Counsel. Dr. Morin is a highly respected expert in
his field. His $30,000 fee is not excessive and will be allowed as a rate case expense.

MGE's rate expense claim will be adjusted in the following manner.  $1,383,333 -
$425,799.25 (the amount of reduction in Kasowitz bill) - $47,522 ( the Watson Bishop fee) -
$16,188 (the difference between the estimated and final bills frdm Klett Rooney) =
$893,823.75. Amortizing that amount over three years, results in an annual amount of
$297,941.25, which the Commission finds fo be appropriate for inclusion in MGE's annual
cost of service.”

25. Kansas Properiy Taxes

At its last legislative session, Kansas imposed a new propetty tax on gas held in
inventory in Kansas. MGE began to incur liability for this tax for the tax year beginning
January 1, 2004. it wili actually have to begin paying the tax in December 2004, with the
balénce of the year's tax payment due in June 2005. MGE’s fax liability is based on the
level of natural gas held in storage in Kansas as of December 31, 2003. MGE indicated
that it questions the legality of Kansas' new tax and indicates that it will pay the taxes under

protest while it challenges the tax in the courts.'®® Nevertheless, MGE contends that this is

a known cost that it wili incur during the period covered by the rate that will be established
in this case. It asks that it be allowed to recover $1,262,059 annually in rates for these new
taxes.'®®

Because MGE did not learn about the creation of this new tax until after the hearing

was completed, it did not raise this issue unti! it filed true-up direct testimony on July 19,

85 Transcript, Page 2523, Lines 17-25.
"% Noack True-Up Direct, Ex. 49, Pages 5-6, Lines 24-26, 1-12.
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The guestion was the subject of rebuttal testimony and cross-examination at the true-up
hearing held on July 23.

Staff opposes allowing MGE to recover those taxes in this case but suggests that the
Commission instead issue an accounting authority order (AAQ) that would allow MGE to
defer those increased costs until its next rate case.’® MGE would accept the issuance of
an AAQ.'"®® Public Counsel, Midwest Gas, UMKC, CMSU, and Jackson County oppose
allowing MGE to recover those tax costs in this case and they also oppose the issuance of
an AAQ.

The Commission agrees that MGE cannot recover the new Kansas taxes in this
case. These taxes were not paid during the test year established for this case and the
taxes will not be paid at all, until December 2004. MGE also indicated that it would be
paying the taxes under protest. That means that if its legal challenge is upheld MGE would
receive a refund from the state of Kansas. However, MGE's witness testified that if MGE
received a tax refund, it probably would nof pass that réfund back to ratepayers unless it
was ordered to do so by this Con‘u-ml'e‘,s;ion.”5’g As a result, MGE’s potential tax liahility is not
currently known or measurable and on that basis it cannot be included in MGE’s cost of
service for this case.

Furthermore, property taxes were not included as a true-up issue.'® The parties

had no notice that this issue even existed until MGE filed its true-up direct testimany four

"7 Transcript, Pages 2607-2608, Lines 19-25, 1-25.
*®® Transcript, Page 2480, Lines 13-23,

'® Transcript, Pages 2524-2525, Lines 1-25, 1-13.
% Transcript, Page 2558, Lines 17-24.
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days before the hearing. As a resulf, this entirely new issue cannot be considered in this
case.

This is a harsh resu!_t for MGE, as it will likely be paying taxes that are not included in
its cost of service for calculation of rates in this case. An accounting authority order
allowing MGE to defer those tax payments for possible recovery in its next rate case would
be a means of avoiding that resuilt. However, this case is not the appropriate forum for
deciding whether fo grant MGE such an AAO. The other parties have not been given a
~ reasonable opportunity to present testi'mony and arguments to the Commission regarding
this issue. f MGE wiéhes to request an AAQ, it may file a separate application, to which
the Commission will give due consideration.

CONCLUSIONS OF LAW

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

MGE is a public utility, and a gas comoration, as those terms are defined in
Section 386.020(42) and (18), RSMo 2000. As such, MGE is subject to the Commission's
jurisdicﬁon-pursuant to Chapters 386 and 393, RSMo.

Section 383.140(11), RSMo 2000, gives the Commission the authority to regulate
the rates that MGE may charge its customers for natural gas. When MGE filed a tariff
designed to increase its rates, the Commission exercised its authority under Section
393.150, RSMo 2000, to suspend the effective date of that tariff for 120 days beyond the

effective date of the tariff, plus an additional six mon_ths.

80
Schedule DKM-1
Page 84 of 161



in determining the rates that MGE may charge its customers, the Commission is
reqﬁired to determine that the proposed rate is .just and reasonable.”' MGE has the
burden of proving that its proposed increase is just and reasonable. "’
lssues

The parties raised legal arguments regarding some, but not all of the identified
issues. The legal arguments relating to those issues are discussed in this section.

1-5. Rate of Return Issues

In determining Whether the rates propased by MGE are just and reasonable, the
Commission must balance the interests of the investor and the consumer.'”® The
Commission's failure to establish just and reasonable rates would, in fact, violate the United
States Constitution. In discussing the need for a regulatory body to institute just and
reasonable rates, the United States Supreme Court has held as foilows:

Rates which are not sufficient to yield a reasonable return on the value of the

property used at the time it is being used to render the services are unjust,

unreasonable and confiscatory, and their enfarcement deprives the public

utility company of its property in violation of the Fourteenth Amendment.'”
In the same case, the Sup.reme Couri provided the following guidance on what is a just and
reasonable rate:

. What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of a fair and

- enlightened judgment, having regard to all relevant facts. A public utility is
entitled to such rates as will permit it o earn a return on the value of the

1 Section 393.150.2, RSMo 2000
172 Section 393.150.2, RSMo 2000
7 173 Federal Power Commission v, Hope Natural Gas Co., 320 U.S. 581, 603, (1943).

'™ Bluefield Water Works & Improvement Co. v. Public Service Commission of the State of West
Virginia, 262 U.S. 679, 690 (1923).
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property which it employs for the convenience of the public equal to that
generally being made at the same time and in the same genera! 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 retumn 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.

The Supreme Court has further indicated:

‘{Rlegulation does not insure that the business shall produce net revenues.’
But such considerations aside, the investor interest has a legitimate concem
with the financial integrity of the company whose rates are being regulated.

- From the investor or company point of view it is important that there be
enough revenue not only for operating expenses but also for the capital costs
of the business. These include service on the debt and dividends on the
stock. By that standard the return to the equity owner should be
commensurate with refurns on investments in other enterprises having
corresponding risks. That return, mereover, should be sufficient to assure
confidence in the financial integrity of the enterprise, so as to maintain its
credit and fo attract capital. "™

In undertaking the balancing required by the Constitution, the Commission is not

bound to apply any particular formula or combination of formutas. Instead, the Supreme

Court has said:

Agencies to whom this legislative power has been delegated are free, within
the ambit of their statutory authority, to make the pragmatic adjustments
which may be called for by patticular circumstances.

75 Bluefield Water Works & [mprovement Co. v. Public Service Commission of the State of Waest
Virginia, 262 U.S. 879, 692-93 (1923).

% Federal Power Commissign v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944) (citations
omitted). '

" Federal Power Commission v, Natural Gas Pipeline Co. 315 U.S. 575, 586 (1942).
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14, Volumetric Rate Elements

Public Counsel points out that the weather mitigation rate design proposed by MGE
would effectively result in the creation of rates that vary with the weather, contrary o
Missouri law that requires rates {o be fixed. Public Counsel also contends that aliowing
rates to vary with the weather would be forbidden as single issue ratemaking because it
would allow the single issue of weather to determine whether MGE could charge a higher
rate for gas without consideration of other factors that might indicate that the company was
eaming other income that cou‘ld offset the need for a higher rate. Public Counsel cites

State ex rel Utility Consumers Counsel of Missouri Inc. v. Public Service Commission,*®a

Missouri Supreme Court decision rejecting a fuel-adjustment clause for electric utilities, as
support for its p'osition. After reviewing that decision, the Commission concludes that

Public Counsel has correctly interpreted the Utility Consumers decision.

The fuel adjustment clause at issue in the Utility Consumers case established a

complicated formula that allowed an eiectric utility’s rates to automatically adjust up or
down depending upon the costi of fuel used to generate electricity. In rejecting thai clause,

the Missouri Supreme Court held as follows:

By permitting an electric utility to utilize a fuel adjustment clause
[FAC], the commission pemmits one factor to be considered ta the exclusion
of all others in determining whether or not a rate is o be increased. That s,
afthough the FAC may not ifself be a rate, by approval of an FAC in a utility's
rate schedule, the commission in advance approves any increase (or
decrease) in rates which will automatically result through application of the
FAC if the price of fuel to the utility increases or decreases.

Although the Utitity Consumers decision does not address a weather normalization clause

by name, its reasoning would equally apply to the clause that is at issue in this case.

17 585 SW.2d 41 (Mo. banc 1979).
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Under the weather normalizaticn clause proposed by MGE, the rates paid by the
company's customers would vary depending upon the amount of gas used, which depends
In large measure upon the weather. Those rates would change without any further
evaluation by the Commission of whether the new rates are just and reasonable. Thatis

defined as single-issue ratemaking and is forbidden by the Utility Consumers decision.

In addition to condemning the fuel adjustment clause as single-issue ratemaking, the

Utility Consumers decision atso held that the fuel adjustment clause would:

negate the effect 0f §393.140(11), by which all rates are printed and open for
public inspection. The purpose of thus providing the customer with a method
of ascertaining what rates are in effect and enabling him o take the
appropriate steps to challenge those rates would be destroyed with a fuel
adjustment clause. Upon reference to the filed rate schedule of the utility, the
consurmer would be confronted with a formula and a rate filed as a result

thereof,

Again, the proposed weather normalization clause suffers from the same defect as the fuel
adjustment clause and would violate the requirements of Section 393.140(11), RSMo
(2000).

As an alternative to the weather normalization clause that it originally proposed,
MGE suggests that the Commission implement what it terms a “traditional weather
normalization clause” on an experimental basis.'™® MGE argues that if Commission adopts

its “traditional weather normalization clause” on an experimental basis, it can avoid the

restrictions of the Utility Consumers decision.

Whatever support there may be for the dubious proposition that the Commission has

the authority to establish experimental rates that would otherwise violate state law,'® there

' Cummings Rebuttal, £x. 25, Pages 34-38.
% The six cases cited by MGE at page 77 of its reply brief discuss the Commission's autherity to
establish interim rates. ' They do not support the proposition urged by MGE.
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is nothing about MGE's proposal to institute a “traditional weather normalization clause”
that is in any way experimental. The Commission will not call a weather normalization
clause experimental just to try to find a way around a very clear ruling by the Supreme
Court of this state.

19. Merger and Acquisition Recordkeeping

Staff asks the Commission to order MGE to keep time records concerning the
amount of time corporate employees spend on merger and acquisition activities. MGE
" contends that the order that Staff is requesting has nothing to do with setting rates and is
not properly before the Commission in a rate case. MGE further contends that Staff's
proposal to require MGE to keep specific records is properly the subject for a rulemaking.
MGE suggests that any order that the Commission might enter in this case would be “null,
void, and unenforceable” as an improperly promulgated rule.

A cursory examination of Missouri’s staiute concerning administrative rulemaking
reveals that MGE is incorrect. Section 536.010, RSMo 2000, defines “rule” as:

each agency statement of genera! applicability that implements, interprets, or

prescribes law or policy, or that describes the organization, procedure or

practice requirements of any agency. The term includes the amendment or

repeal of an exisling rule, but does not include:

{d) A determination, decision, or order in a contesied case.

This is a contested case. Thus, by definition, an order that the Commission issues in this

case cannot be a rule and need not be promulgated in compliance with the rulemaking

requirements of Chapter 536, RSMo.
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DECISION

After applying the facts as it has found them fo its conclusions of law, the
Commission has reached the following decisions regarding the issues identified by the
parties,

1. | Capital Structure
Issue Description: Whatis the appropriate Capital Structure {i.e., the relative propottions

of long-term debt, short-term debf, preferred equity and common ecjuity) fo use in

——— .

cafculating_'*MGE’s cost of capital? - T r———

Common Stock: 29.99%
Preferred Stock 6.40%
Long-Term Debt 63.61%

2. Embedded Cost of Long-Term Debt
Issue Description: What is the approptiate cosf of long-term debt in calcufating MGE's
cost of capital?

The embedded cost of long-term debt is 7.4155%.

3. Return on Equity
Issue Description: What is the appropriate return on equity in calculating MGE’s cost of
capital?

The appropriate return or; equity is 10.5%.

4. Cost of Preferred Stock
Issue Description: What is the appropriate cost of MGE's preferred sfoc;; in calcufating
M.GE’S cost of capital? |

The appropriate cost of prefarred stock is 7.758%
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