BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI
In the Matter of the Application of Missouri 
)  
Gas Utility, Inc. for a Certificate of Public  
)


Convenience and Necessity Authorizing It 
)

to Construct, Install, Own, Operate, Control,
)

Manage and Maintain
a Natural Gas 
 
)

Distribution System to Provide Natural Gas  )
Case No. GO-2005-0120
In Parts of Harrison, Daviess and Caldwell 
)

Counties, to Acquire the Gallatin and 
)

Hamilton, Missouri, Natural Gas Systems, 
)

And to Encumber the Acquired Assets.
)

STAFF’S PLEADING AND STAFF RECOMMENDATION

I.
Introduction and Procedural History

1.  On October 29, 2004, Missouri Gas Utility, Inc. (MGU) filed an Application with the Missouri Public Service Commission (Commission).  This Application seeks: approval of the acquisition of the Gallatin and Hamilton, Missouri natural gas system assets; a certificate of convenience and necessity to construct, install, own, operate, control, manage and maintain a system for the provision of natural gas service to the public; authorizing MGU to file tariffs to establish rates, rules and regulations as described in the Application; authority to encumber those assets in connection with the acquisition; and authorizing MGU to do other acts necessary to fully effectuate the Transaction.   

2.  Based upon Staff’s initial review and inquiry into this matter, Staff believes that MGU correctly states that customers currently receiving natural gas service via the Gallatin and Hamilton, Missouri natural gas systems, as a result of circumstances that have been further developed since Staff’s Brief on this matter, may not have gas service during the winter season because there are currently no gas supply contracts in place for the entire winter season.  While there has been some progress in regard to gas supply, it is still precarious.   
3.  The Application explains that MGU wants to close this transaction on or near December 1, 2004 (Application at 1).  This urgency is based on the fact that Gallatin and Hamilton have less than one-fourth of the gas needed for winter season of November 1, 2004 through April 30, 2005 (Application at 8).   Due to the particular circumstances, as set out in the Application, there is no entity arranging gas supply contracts for the winter heating season.  Staff understands, pursuant to discussions with MGU, that the current gas in storage will last until approximately December 1, 2004, depending upon the weather.  
4.  On November 3, 2004, Staff filed its Pleading and Motion for Expedited Treatment.  
5.  On November 4, 2004, the Commission issued its Order Directing Notice, Setting Date for Submission of Intervention Requests and Directing Filings.  In this Order, the Commission ordered notice; set an intervention deadline of 4 p.m. on November 12, 2004; ordered the Staff and MGE to file briefs no later than 4 p.m. on November 15, 2004 and any responses no later than November 17, 2004; ordered Staff to file its Recommendation and Memorandum by November 18, 2004; and ordered any responses to Staff’s Recommendation and Memorandum no later than November 22, 2004. 
II.     
Legal Issues  
1.
Standard for approval
Staff has addressed the issue of the standard of review for the issuance of a certificate of convenience and necessity in the Staff’s Brief.   Staff hereby incorporates that part of Staff’s brief by reference (See Staff’s Brief at 7-8).   

Staff has also evaluated this proposal based on the standard for approval that the transaction is “not detrimental to the public interest.”  In establishing this standard, the Supreme Court recognized that one of the most important functions of the Public Service Commission is to balance competing interests.  The Court noted:

To prevent injury to the public, in the clashing of private interests with the public good in the operation of public utilities, is one of the most important functions of Public Service Commissions.  It is not their province to insist that the public shall be benefited, as a condition to change of ownership, but their duty is to see that no such change shall be made as would work to the public detriment.  In the public interest, in such cases, can reasonably mean no more than “not detrimental to the public.”

State ex.rel. City of St. Louis v. Public Service Commission 335 Mo. 448, 73 S.W. 2d 393, 400 (Mo. 1934). 


In applying this standard to this proposed transaction, Staff examined the nature and level of the impact or effect that the proposed transaction might have on MGU’s proposed Missouri customers.  The fundamental concern is that the public being served by MGU will not be adversely affected or harmed by this proposed transaction.  Southern Union Co. v. Missouri Pub. Serv. Com’n., 289 F.3d 503, 507 (8th Cir. 2002).


In the merger case involving KPL and KGE, which occurred in 1991, the Commission identified the “public” as Missouri ratepayers when it said: “[t]he Commission has also found that there is potential for a detrimental effect on Missouri ratepayers from the merger through increased A & G and capital costs…. .”  Case No. EM-91-213, In the Matter of the Application of The Kansas Power and Light Company, 1 Mo PSC 3d 150, 159 (Mo. 1991).

2.
Commission Jurisdiction
The Commission has jurisdiction under §393.190.2 RSMo 2000 to review certain acquisitions by Missouri gas corporations.  This section states that “no [gas] corporation shall directly or indirectly acquire the stocks or bonds of any other corporation engaged in the same or similar business, unless authorized to do so by the Commission.”

In a 2002 Eighth Circuit United States Court of Appeals decision, Southern Union had applied to this Commission for blanket authority to make acquisitions of other utilities, within certain limits, without obtaining any additional authorization from this Commission.  When the Commission determined that it did not have authority to issue such blanket authority, Southern Union challenged the Commission’s decision and sought to have this section of the Public Utility Law declared unconstitutional.  Southern Union Co. v. Missouri Pub. Serv. Com’n, 289 F.3d 503, 507(8th Cir. 2002).  The Eighth Circuit decision agreed with the Commission and determined that the statute is constitutional. 
In so finding, the Court discussed the statute as requiring Southern Union, as a Missouri regulated utility, to obtain authority prior to acquiring the securities of another utility:
Southern Union is subject to the Commission's regulatory authority, see MO. REV. STAT. §§393.110 to 393.295, including the requirement in §393.190.2 that a regulated gas corporation must obtain the Commission's prior approval before acquiring the securities of another utility, whether or not the other utility operates in Missouri.
Southern Union Co. v. Missouri Pub. Serv. Com’n, 289 F.3d 503, 507(8th Cir. 2002).
This Eighth Circuit decision addresses the issue of the scope of the Commission’s jurisdiction.  The Eighth Circuit specifically explained that the Commission’s jurisdiction rests on the Commission’s statutory mandate to establish “just and reasonable” rates and because of that mandate the Commission needed to consider the potential impact of Southern Union’s investments in other companies:
The statute here at issue is part of Chapter 393 of the Missouri Statutes, which authorizes the Commission to establish “just and reasonable” rates for the local distribution of natural gas, electricity, water, and sewer services. Rate regulation is a complex process. A public utility’s investments in other companies can affect its regulated rate of return, if investment losses are allocated to the regulated business.  Transactions between affiliated utilities can present rate regulators with difficult issues of preferential treatment and cost allocation.  The abuses Congress identified in enacting the Public Utility Holding Company Act attest to the long-standing regulatory concern over interlocking ownership and management of public utilities.

Id. at 507-508.

These same concerns are present in this case, though in a different context.  In previous acquisition cases before the Commission, there was already a Commission certificate allocated to the regulated gas company.  However, here there is a municipality that, pursuant to the Application, has gotten out of the business of running a municipal utility, a trustee that has no real interest in running the operation, and a possible buyer.     
The Eighth Circuit further explained that while Southern Union’s acquisition activities  may not be detrimental to the public interest it is appropriate for this Commission to have pre-approval authority:  
This concern does not mean that Southern Union's acquisition strategy is necessarily contrary to the public interest, but it tends to confirm the presumptive validity of Missouri regulating that strategy by requiring pre-acquisition approval.

Id. at 507.

III.
Basis for Staff Recommendation 
Staff has worked diligently to prepare a Staff Recommendation.  Staff has submitted numerous data requests, talked with counsel for MGU, and discussed matters with MGU personnel.   Staff has reviewed numerous  documents and had several  discussions with MGU. MGU has been particularly responsive to Staff’s requests for information on a timely basis.   Staff has necessarily relied on the MGU answers to Data Requests, and on the veracity of company representatives providing information.   
 Nevertheless, the Staff does not consider that this expedited review can completely  protect MGU’s prospective Missouri customers from all potential negative impacts from this Transaction.  However, this must be measured against the difficulty that the public (Gallatin and Hamilton)  find themself in at the present time.  The system is in such a precarious situation in terms of gas supply that items that are normally significant detriments (risk of significant rate increases) may be an improvement over abandonment of the system.  

The conditions in the Staff Recommendation represent the Staff's best effort at this time to protect the public interest and MGU’s prospective customers from any detrimental impacts.    Staff has addressed these matters as best can be done via the conditions of approval.   

Conditions of Approval  


The Staff Recommendation contains several conditions of approval.   Staff believes that the Commission should only approve the transaction by strictly requiring the fulfillment of each of the proposed conditions set out in Appendix A.     


OTHER MATTERS   


Staff has learned of some other matters that the Commission needs to be aware of.  In order to explain these matters, it is necessary to give a supplemental review of the background of this matter.  These facts were set out in Staff’s Brief as taken from MGU’s Application, but appear here in an abbreviated format:  


MGU seeks to acquire and obtain the natural gas systems currently operated by the cities of Gallatin and Hamilton, Missouri.  These cities formerly operated the systems under lease-purchase agreements.  However, the cities have chosen to default on those agreements and, as a result, there are currently no gas supply contracts in place for the winter season.  MGU is attempting to purchase the systems from the trustees and to complete the transactions in sufficient time to prevent the disruption of gas service to the Gallatin and Hamilton customers.  Accordingly, MGU would propose to close this transaction, if possible, on or near December 1, 2004.


5.
The City of Gallatin Natural Gas Distribution System (“NGS”) serves the City and the surrounding communities of Coffey, Jameson and Brooklyn, Missouri.  The gas pipeline was installed in late 1995 and became fully operational in 1996.  The goal of the project was to convert as many of the approximate 900 potential customers from propane gas to natural gas.  Natural gas has many benefits over propane gas, both for the customer and the community.  The system currently has approximately 460 customers.

6.
Construction of the Gallatin system was financed through the use of a lease-purchase agreement. Under this agreement, Gallatin leased and operated the system.  Investment in the system was provided by holders of certain certificates of participation.  In December 2003, the City of Gallatin assigned the legal title to certain rights of way and easements and personal property related to the Business to Agent (which holds such real and personal property as agent for the holders of the Certificates of Participation) because the City did not appropriate funds to pay under the Lease Agreement for the 2004 fiscal year and therefore defaulted on the Lease.



Hamilton Natural Gas Distribution System

8.
The City of Hamilton Natural Gas Distribution System serves the City of Hamilton and surrounding areas. The system was built in 1998 to serve 870 potential customers. Today the system serves 277 customers, which were converted from propane to natural gas.

9.
Construction of the Hamilton system was financed through the use of a lease-purchase agreement. Under this agreement, Hamilton leased and operated the system.  Investment in the system was provided by holders of certain certificates of participation.  In December 2003, the City of Hamilton assigned the legal title to certain rights of way and easements and personal property related to the Business to Lessor/Trustee (which holds such real and personal property as Lessor/Trustee for the holders of the Certificates of Participation) because City did not appropriate funds to pay under the Lease Agreement for the 2004 fiscal year and therefore defaulted on the Lease. 
10.
The Hamilton System consists of a natural gas transmission line and distribution system serving the City and certain appurtenances thereto.  The transmission line is a 4-inch steel pipeline between Gallatin, Missouri, and the City of Hamilton, a distance of approximately 13 miles.  The distribution system is polyethylene plastic pipe and includes approximately 10,000 feet of 4-inch pipe, 48,000 feet of 2-inch pipe and 34,000 feet of ½ inch pipe.  The distribution system currently serves 277 residential and commercial customers.

11.
MGU proposes to purchase from The Bank of New York and UMB Bank the assets, franchise, works or systems necessary and useful in the rendition of natural gas service to the cities of Gallatin and Hamilton, Missouri and the surrounding areas.  The specific terms and conditions of the sale are set forth in a Purchase and Sale Agreement by and among City of Gallatin, Missouri and The Bank of New York Trust Company as Agent and Missouri Gas Utility, Inc. (“Gallatin Agreement”) and a Purchase and Sale Agreement by and among City of Hamilton, Missouri and UMB Bank, N.A. as Agent and Missouri Gas Utility, Inc. (“Hamilton Agreement”).  Descriptions of the facilities to be sold and transferred are contained in the Agreements.


Staff has some concern about the actual status of the owners of the system.    The primary concern arises regarding the status of the system once the Cities of Gallatin and Hamilton were no longer subject to the terms of the lease purchase agreement.  Once the lease purchase agreement was over, the City of Gallatin operated the system under contract with creditors and banks. The question of whether the system is investor-owned arises.  In other words, the issue is whether the situation herein is a gas system being operated by a “gas corporation” under Section 386.020 RSMo 2002 requiring a certificate of convenience and necessity pursuant to Section 393.170 RSMo 2002.   Staff does not believe that this question must be answered in this case because it will not affect the future operations of the system by MGU.


Furthermore, Staff has considered Section 88.770 RSMo 2000.  This statute requires a two-thirds majority before gas plants can be sold.  Staff initially does not believe that this statute applies because the structure of the ownership arrangement in this case, lease-purchase, never actually placed ownership with the Cities of Gallatin and Hamilton.  Staff believes that the applicable statute is Section 71.520 RSMo.  This statute allows any city to authorize, by ordinance, any person or company organized for the purpose of providing, among other things, gas for the city.  Staff suggests that, based on the information available, that this is the more likely applicable statute.  Staff further states that the issues discussed in this Section of Staff’s Pleading deal with the status of the current owners, that is, the trustee.  


Staff informs the Commission of these additional matters because these are issues regarding the current operators.  However, Staff believes that these specific issues should not prevent the Commission from acting upon MGU’s Application. Staff’s Recommendation is attached hereto as Appendix A which includes three schedules (both HC and NP versions).


The other matter is that MGU has stated in its Brief and Staff has received a Notification of Public Disposition of Collateral pursuant to MO. Rev. Stat.  Section 400.9-101-400.9-710.   This document is attached hereto as Appendix B. 


WHEREFORE, Staff respectfully requests that the Commission, in full consideration of the reasons set forth herein, issue an Order implementing Staff’s Recommendation.  .  
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�  The Court cited North Am. Co. v. SEC, 327 U.S. 686, 701-02 & n. 11, 66 S. Ct. 785 (1946).
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