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 RESPONSE TO MGU’S RESPONSE TO STAFF PLEADING 

AND STAFF RECOMMENDATION 


COMES NOW the Staff of the Missouri Public Service Commission (Staff) and respectfully submits as follows:

1.   On November 18, 2004, Staff filed its Pleading and Recommendation.  In these documents, Staff recommended approval of the transaction with conditions.  

2.   On November 22, Missouri Gas Utility GU filed its response to Staff’s Pleading and Recommendation.  

3. Staff will briefly cover each issue.  

ACCOUNTING FOR PLANT (RATE BASE)    


MGU first states that:  

4. Condition 10 recommends as a condition that “MGU’s plant in service accounts will reflect plant costs calculated based upon MGU’s actual investment in Gallatin and Hamilton plant in service facilities.” In other words, Staff recommends that rate base reflect the purchase price of the assets rather than the net original cost.  

(MGU Response to Staff Recommendation at 2).  

MGU next asserts that the net original cost, in this case, exceeds the purchase price.  Staff agrees with this assertion.  MGU next relies on the Commission decision in  In the Matter of the Joint Application of UtiliCorp United Inc. and St. Joseph Light & Power Company, Second Report and Order, MoPSC Case No. EM-2000-292 (February 26, 2004).   

Staff generally favors the concept of use of net original cost in valuing rate base and in setting customer rates.  However, Staff’s position in this case is tempered by the fact that MGU has offered no evidence of feasibility of running this system at net original cost.  Current customer rates for the Gallatin and Hamilton systems would have to significantly increase if rates were to reflect the net original cost of the Gallatin and Hamilton systems as currently reflected on those cities’ books and records.  It is probable that these gas systems would not be economically feasible at rates reflecting full net original cost. 

Furthermore, the evidence gathered by Staff strongly suggests that some of the gas plant is not used and useful, and the Commission has not ever reviewed and set the value of the property used to provide service.  Some of the plant in service installed for the Gallatin and Hamilton systems were apparently intended and sized to meet a significantly higher level of projected customers than those systems ultimately were able to attain to date.  Accordingly, it appears that not all of the currently installed plant in service in the Gallatin and Hamilton systems are properly includable in rate base.  These concerns have framed Staff’s position on this matter.   Furthermore, as MGU points out, its pro forma financial statements presented in its Application used MGU’s proposed purchase price as the value of the utility plant rather than the depreciated value (MGU Application at 4).   MGU’s feasibility study also incorporated the proposed purchase price of these systems as the basis for its conclusion that purchase of these systems would be economically feasible.  No evidence has been filed demonstrating the economic feasibility of these systems at rates reflecting current net original cost. 

Staff further submits that MGU’s attempt to use Staff’s testimony in this case is disingenuous.   The record in WR-2005-0500 involved rates for areas previously served by municipal water systems in St. Louis County that had been acquired by Missouri American.  The property was similar in location to that used by Missouri American, in similar, fully developed service areas, and amounted to a small fraction of Missouri American’s total rate base.  In this case, the property is new; is unrelated to other property of the acquired; and still does not service the number of customers projected en it was started.     MGU points to the testimony of Staff Witness Stephen R. Rackers to support the argument that Staff has previously relied on original cost in regard to rate base.  While this statement is accurate in regard to Staff’s initial position in that case, it does not mention the factors that distinguish it.    Furthermore, MGU does not mention a crucial difference between that case and that WR-2003-0500 which was a full-blown water rate case.  The current case is being handled on a very expedited basis without time for a full review of the matter.    Furthermore, MGU has not provided any evidence of economic viability of the system at the higher amount in this expedited context.   

However, Staff is currently engaged in discussions with MGU and OPC on this matter and does not rule out the possibility of a negotiated settlement of this issue.   

ACQUISITION COSTS    


The issue about acquisition costs is whether the transaction costs incurred by CNG should be treated below-the-line or be recovered in rates with a 20-year amortization as suggested by CNG.  Transaction costs are those costs directly related to carrying out a merger, acquisition, sale or purchase transaction.  Staff first notes that it has regularly proposed that acquisition costs be treated as below the line.  The primary reason for this is that the customers should not be responsible for the costs of utilities implementing merger and acquisition strategies and activities.  The customers of the Gallatin and Hamilton systems did not seek a new owner for the gas service.  


As the Commission stated in the Second Aquila Report and Order (February 26, 2004):  


This Commission has consistently applied the net original cost standard when placing a value on assets for purposes of establishing a utility’s rates.  No party has cited a single instance in which the commission has allowed a utility to directly recover an acquisition premium through its rates.    

The situation herein is that unfortunate events have occurred.  These events were not caused by the customers or CNG.  Staff does not believe that it is appropriate that these particular costs be borne by the customers.  However, Staff is engaged in negotiations with the Company and OPC regarding this matter and does not rule out the possibility of a negotiated settlement of this matter.  

DIVERSIFY  


Staff’s condition 16 currently provides as follows:  

If CNG Holdings wishes to diversity outside of its current natural gas distribution business, whether it is directly or indirectly through one of its subsidiaries, then it will ask for approval from the Commission to do so.  


Staff has modified this as follows:  

If CNG Holdings wishes to diversify outside of its existing operations, anticipated operations through CNG Government Services, Inc. and proposed acquisition of the operations of MGU, whether it is directly or indirectly through one of its subsidiaries, then it will ask for approval from the Commission to do so.


Staff believes that this condition is appropriate because CNG lacks the financial strength to enter into risky lines of business and MGU is not insulated from financial difficulties at the CNG.  This condition will protect MGU’s financial capability from being negatively impacted by CNG expanding its acquisition activities to more risky lines of business.

GAS SAFETY   


Staff has reviewed and considered MGU’s comments regarding Staff’s condition three.  Staff agrees with MGU’s comments and modifies Staff’s condition 3 to delete the term “CNG” and replace it with the term “MGU.”     Staff’s condition 3 now  provides as follows:  

3. Gas Safety

a. MGU must have the following in place, prior to operating the system:  

Operations and Maintenance Plan

Emergency Plan

Operator Qualification Plan

Anti-Drug and Alcohol Misuse Plan

Damage Prevention Program

Membership in Missouri One Call

b. In addition to having an Operator Qualification Plan, the operator will have to be qualified to operate the Gallatin and Hamilton systems.  In addition to having a Drug and Alcohol Plan, the Company must be set-up to conduct testing of new personnel, and ready to conduct random testing.  

c. MGU must have a process to receive and respond to emergency, leak and odor calls, at any time (24 hours a day, 7 days a week, 365 days a year).  The cities could have an agreement to temporarily transfer calls to MGU, or if MGU is going to have a new telephone contact number for emergency/leak/odor calls, MGU will need to widely advertise that number to the public.  

d. MGU must be able to receive, dispatch and respond to emergency, leak and odor calls as required in the MOPSC Regulations (within one hour for inside odor calls and two hours for outside odor calls).  Customers and the public must be informed of the 24-hour emergency number to be used.  

SERVICE TERRITORY

The Company states that it does not object to some reasonable reduction of the certificate territory it requested in the Application.  The Staff proposal was to limit the certificated area to places that are currently piped for natural gas.  To clarify, the Staff was not suggesting that the service territory be limited within the cities of Gallatin and Hamilton.  Some limited area directly adjacent to the mainline pipeline would generally keep the proposed service territory consistent with the existing area that is already receiving service.  The Company and the Staff are presently reviewed a revised service territory that would be consistent with these guidelines. 

Accordingly, Staff proposes the following as Staff understands of the legal description of the new Service Territory to be granted in this case:  

Legal Description for the Missouri Gas Utilities, Inc. Gallatin Service Territory

Township
Range

Sections






65 North
28 West
34, 35, 36

64 North
28 West
1, 2, 3, 11, 12

64 North
27 West
7, 8, 9, 10, 15, 16, 21, 22, 27, 28, 33, 34

63 North
27 West
3, 4, 9, 10, 15, 16, 21, 22, 27, 28, 33, 34

62 North
28 West
1, 2, 11, 12, 13, 14, 23, 24, 25, 26, 35, 36

62 North
27 West
3, 4, 5, 6, 7, 8, 9, 10

61 North
28 West
1, 2, 3, 4, 9, 10, 11, 12, 13, 14, 24, 25, 36

61 North
27 West
18, 19, 30, 31

60 North
28 West
12, 13, 24

60 North
27 West
18, 19, 20, 28, 29, 30, 32, 33

59 North
28 West
13, 24

59 North
27 West
4, 8, 9, 10, 15, 16, 17, 18, 19, 20, 21,
28, 29, 32, 33

58 North
28 West
36

58 North
27 West
4, 5, 8, 9, 16, 17, 20, 21, 29, 30, 31

57 North
28 West
1, 12, 13, 14, 15, 22, 23, 24

57 North
27 West
6, 7, 18, 19

This territory includes the incorporated towns of Gallatin, Hamilton and Coffey, and the village of Jameson.  

CORRECTION TO STAFF RECOMMENDATION OF MISSOURI GAS UTILITY

Company and Staff met on the morning of November 22, 2004 at 8:30 a.m. to discuss Staff’s recommendation to Missouri Gas Utility case GO-2005-0120.  It was noted that the Company did not agree on the Funds From Operations to Interest Coverage ratio calculated by Staff.   Staff met with Jim Anderson of Colorado Natural Gas Holdings to discuss the disagreement.   

After the meeting, the Company and Staff agreed that Staff calculated Funds From Operations to Interest Coverage incorrectly and further agreed that the Company  calculated the Funds From Operations to Interest Coverage incorrectly on data request 3805 that the Company sent to Staff.  The Company and Staff agreed to a corrected calculation of Funds From Operations based on a formula by Standard & Poor’s that changed the ratios of Staff’s original recommendation and also changed the ratios CNG Holdings provided in response to data request 3805.  

Included herein are corrections to Funds From Operations to Interest Coverage and Funds From Operations to Total Debt ratios for CNG Holdings.  These ratios are still compared to the benchmarks of a “BBB” rated company with a business profile of “3.”  The corrections are as follows:  

FFO/Interest Coverage
2003

2004

Pro Forma 2005
S&P “BBB”





2.69x

3.02x

3.45x


1.5-2.5x

FFO/Total Debt

5.22%

5.05%

8.27%


10%-15%

Total Debt/Total Capital
57%

66%

65%


55-65%


Total Debt to Total Capital remained unchanged from the original Staff recommendation.  Staff has determined that Colorado Natural Gas Holdings is financially healthier than previously believed.  Based on the improved ratios, Staff recommends the Commission approve this acquisition with the condition that CNG Holdings not diversify into other operations other than its existing operations and planned operations through CNG Government, Inc. 


WHEREFORE, Staff respectfully requests that the Commission accept Staff’s Response to MGU’s Response to Staff’s Pleading and Recommendation.    
Respectfully submitted,
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CERTIFICATE OF SERVICE

I hereby certify that copies of the foregoing have been mailed, hand-delivered, or transmitted by facsimile or electronic mail to all counsel of record this 23rd day of November 2004. 
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