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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


)
Case No. GR-2004-0209

Increase for Natural Gas Service


)


OFFICE OF THE PUBLIC COUNSEL'S REPLY BRIEF

I.
 INTRODUCTION


The Office of the Public Counsel (“Public Counsel”) files this Reply Brief in response to the Initial Briefs that were filed in this proceeding.  Public Counsel believes that, for the most part, it has anticipated the majority of arguments made in the Initial Briefs.  However, failure to reply to each specific argument does not indicate Public Counsel’s agreement with that argument, merely that no response is necessary.

II.
CONTESTED ISSUES


A.
Capital Structure


1.
Consolidated Capital Structure

MGE at page 18 of its Brief incorrectly asserts that Public Counsel only “lukewarmly” recommends that this Commission adopt SUC’s consolidated capital structure.  The fact of the matter is this is Public Counsel’s primary recommendation.  The consolidated capital structure is the most appropriate to use in this case because it is the capital structure that is recognized in the investment community, SUC is able to conduct business, finance its operations and raise capital based upon that capital structure.


If this Commission adopts SUC’s request to abandon its actual capital structure in favor of MGE’s proposed “fully adjusted” capital structure or a hypothetical capital structure, SUC is essentially admitting that it has failed to properly capitalize its Company.  MGE requests this Commission ignore its actual capital structure in order to increase its overall rate of return by artificially increasing the equity ratio contained in SUC’s capital structure.  This Commission should not abandon SUC’s actual capital structure.  As noted in City of Lynchburg et. al v. Chesapeake and Potomac Telephone Company of Virginia, 107 S.E.2d 462, 472 (Va. 1959):

It is only when it is made clear by the evidence that the officers and directors are following a policy in this regard which unreasonably favors the stockholders at the expense of the consumers that the rate-making tribunal should substitute a capital structure radically different from one fashioned by the officers and directors of the corporation.


In this proceeding, SUC has fashioned an actual capital structure that it wants to abandon so it can increase its overall rate of return.  Such a result would unreasonably favor SUC’s stockholders at the expense of MGE’s customers.  This Commission should adopt SUC’s actual capital structure for use in this proceeding.



2.
Hypothetical Capital Structure

MGE at page 19 of its Brief notes that Public Counsel’s “hypothetical capital structure is correct in principle,” but according to MGE “arbitrary and capricious” in application.  MGE alleges Public Counsel selected the bottom of its zone of reasonableness of 37.6% common equity for “no principled reason” and such selection was “suspiciously result-oriented” and that witness Allen “has no supporting authority.”  Once again, MGE has failed to look at the record evidence and has merely resorted to sound bites and inaccurate statements in an attempt to have this Commission overlook the analysis and conclusions developed by Public Counsel.


First, Public Counsel witness Allen testified that he chose 37.6% common equity because Southern Union’s common equity at the time Mr. Allen filed his rebuttal testimony was 26.10%. (Ex. 201, p. 13, l. 15-17).  Mr. Allen indicated there was “no justification for setting the equity levels higher than the lower end of the zone of reasonableness.” (Ex. 201, p. 13, l. 20-21).  Mr. Allen also noted that this capital structure was consistent with the capital structures used in MGE’s two previous litigated rate cases. (Ex. 200, p. 3, l. 8-10).  


Mr. Allen also explained why he used the 15 natural gas distribution companies used by MGE witness Dunn as comparable companies.  Contrary to MGE’s claim that use of these 15 companies was “suspiciously result-oriented” witness Allen testified that a larger sample produces a result that is statistically more reliable than a smaller sample. (Tr. p. 537, l. 13-20).


In fact, the only justification MGE offers in support of its hypothetical capital structure is that use of witness Allen’s eight comparable companies produces a 40.30% common equity and that “closely mirrors” the fully adjusted MGE capital structure of 41.3% common equity. (Brief at 17).  Of course, this level ignores SUC’s historically low common equity ratio and is self-serving only supporting MGE’s grossly inflated common equity ratio.  The more rationale and better-supported hypothetical capital structure is the one recommended by Public Counsel witness Allen.



3.
Dunn’s Proposed Capital Structure

No reply necessary.


B.
Cost of Capital

Just as in its prefiled testimony relating to the issue of cost of capital, MGE in its Initial Brief prefers to influence the views of this Commission through the use of “sound bites” and inaccurate statements in an attempt to ascribe improper motives to Public Counsel witness Allen as opposed to providing an objective or accurate assessment of the analyses and conclusions developed by Public Counsel cost of capital witnesses Allen and Tuck.  At page six of its Brief, MGE alleges that Public Counsel had a “pre-determined conclusion” that “MGE should receive the lowest possible approved rate of return” and that Public Counsel witness Allen’s recommendation was impliedly “driven by a desire to punish MGE for Southern Union’s 2003 acquisition of Panhandle Eastern Pipeline Company (“Panhandle”) and the additional leverage that acquisition temporarily required.”
  The record evidence in this proceeding demonstrates that Public Counsel witness Allen’s recommendations are based solely upon his analysis of what he believes to be a fair rate of return for MGE.


During Mr. Allen’s deposition, MGE’s counsel questioned him regarding his motives behind his cost of capital recommendations.  His responses, under oath, directly refute MGE’s unsupported claims that he had a “predetermined conclusion” that was designed to “punish” MGE:


Q.
In putting together your direct testimony in this case, was there a target rate of return that was suggested to you as something that you should address?


A.
Absolutely not.  My assignment was to perform a fair rate of return, a market-derived fair rate of return, and that’s what I did.


Q.
And who gave you that assignment?


A.
Broad assignment was Mr. Trippensee or Mr. Coffman.  Probably both of them, just general conversation that I would be involved in the MGE case and my assignment was to develop a fair market-derived cost of equity for MGE on rate of return.

. . .


Q.
And once again so I’m clear, what was your opinion based on?


A.
My analysis.


Q.
You mentioned Southern Union’s growth strategy?


A.
Could you be more specific?  What do you mean?  Is there a question there?


Q.
Earlier you said something about to the effect of because of Southern Union’s growth strategy.


A.
That was part of my analysis.  The question is, why is their capital structure so low in equity?  And the reason for that is that Southern Union management has made a conscious decision to aggressively strive for growth.


Q.
Now, what is your –


A.
So –


Q.
What is the statement based on that you just made?


A.
Through their history of acquisition of Panhandle in recent years.  Southern Union has acquired Pennsylvania Enterprises, Incorporated.  They’ve acquired Fall River Gas Company.  They’ve acquired Providence Energy Corporation.  They’ve acquired Valley Resources, Incorporated, and they acquired Panhandle.


Q.
Now, were you aware of all that prior to the time you filed your direct testimony in this case?


A.
Yes.  Also, my analysis has focused on the fact that the use of the consolidated capital structure I believed was most appropriate because Southern Union has invested roughly $600 million of capital into the Panhandle operations.  That increased the risk to not only shareholders but ratepayers.


Now, if this transaction turns out to be a great success for Southern Union, the bulk of those benefits of the transaction go to shareholders through a higher equity price.  So essentially Southern Union is increasing the risk of ratepayers because if the transaction is a bust, what I mean by that is that it does not prove to be a profitable operation for Southern Union, and let’s say in the most extreme case that Panhandle can’t make their – can’t service their debt and the bondholders of Panhandle seize all of Panhandle’s assets.


If that’s the case, that $600 million that Southern Union has invested in Panhandle is gone.  Now, that’s $600 million that could have been used to draw down debt, replace infrastructure, things that would have been beneficial to the company and to ratepayers.


So what Southern Union is doing is they are increasing the risk of ratepayers, but they are not providing them any upside if the transaction turns out to be a success.  And what they’re proposing is that we’re going to increase your risk, you’re not going to share in the benefits, but we want to raise your rates.  And that to me is absolutely inappropriate.


So that’s the main reason, along with the fact that you have to realize that this is Southern Union’s management that has made a conscious decision to strive for this aggressive growth.  That’s why their capital structure is the way it is.  That is why I believe the most appropriate capital structure in this case is a consolidated capital structure.

. . .


Q.
Are they any policies or procedures that are utilized by the Office of Public Counsel in developing recommendations on rate of return, return on equity or capital structure generally?


A.
No.  I’m given a blank canvass and I’m told – I was directed to perform and develop a fair market-derived return on equity and rate of return for MGE, and that’s what I did.

. . .


Q.
And I take it, then, that there would be no policies, no such policies that would be applicable specifically to MGE in this case?


A.
No.  The only policy is to use my professional expert opinion to develop what I believe to be a fair rate of return for MGE in this case.  That was the only policy.

(Ex. 217, pps. 52, l. 22-25; 54, l. 1-8; 55, l. 4-25; 56, l. 1-25; 57, l. 1-14, 25; 58, l. 1-7, 16-22).  (Emphasis added) As the above questions and answers demonstrate, contrary to MGE’s unsupported allegations, Public Counsel witness Allen’s recommendations in this proceeding are designed to provide MGE a fair rate of return.  In fact, Commissioner Clayton asked Mr. Allen if his capital structure recommendation should be viewed “as punishment.”  Under oath Mr. Allen stated:


A.
No, not as punishment.  If you – if you recommend, for example, when I was making my direct testimony recommendation, if you recommend Mr. Dunn’s quasi-hypothetical capital structure that he produced, you’re, in essence, increasing the rate for Missouri ratepayers.


Like I was trying to explain before, when Southern Union invested this $600 million worth of capital in Panhandle, whether or not that – that Panhandle acquisition is profitable or not, there is a risk being borne by the Missouri ratepayers, and that risk is the possibility that that capital could be gone, that something could happen to Panhandle and that capital would be gone.


So that’s money that could have been used to pay down debt or to replace infrastructure that would have benefited ratepayers.  But if this Panhandle transaction turns out to be a great success for Southern Union, the benefits, the primary benefits don’t go to ratepayers; they go to shareholders through an equity – through an increase in equity price.

(Tr. pps. 542, l. 12-25; 543, l. 1-7).


MGE’s assertion at page 6 of its Initial Brief that this Commission utilize SUC’s consolidated capital structure was “not supported by any analysis of Panhandle’s or Southern Union’s business or any alleged risks to Missouri ratepayers” is just plain wrong.  As the above testimony demonstrates witness Allen discussed the risks borne by Missouri ratepayers as a result of MGE’s decisions.  Moreover, Public Counsel witness Tuck at pages 15 through 20 of his surrebuttal testimony Exhibit 203 discusses at length the increased risks faced by ratepayers as a result of the Panhandle acquisition.


Public Counsel’s return on equity recommendation is sufficient to assure confidence in the financial soundness of SUC and is adequate to support SUC’s credit and enable it to raise the money necessary for the proper discharge of its public duties.  MGE asserts that because Public Counsel’s return on equity is below the alleged “national average” of 11% Public Counsel’s recommendation does not meet the Hope and Bluefield guidelines. (Brief at p. 5 and p. 28).  MGE is alleging that if this Commission does not grant it at least an 11% return on equity, such a decision would be inconsistent with the mandates of Hope and Bluefield.  Of course, such an assertion is not correct.  In Southern Bell T&T Co. v. Public Service Commission, 94 So.2d 431, 18 PUR3d 329, 334 (1957) , the Louisiana Supreme Court stated:

. . . the Supreme Court of the United States has recognized that the peculiar situation of each utility, which is largely reflected in its cost of capital, dictates the level of its earnings.  There is no constitutional requirement that every regulated company be allowed the same rate of return.

The Missouri Supreme Court stated in State ex rel. Missouri Water Company v. Public Service Commission, 308 S.W.2d 704, 718 (Mo. 1957):

Each case must be determined upon its own facts and, oftentimes, varying factors that may be peculiarly relevant to a reasoned determination of the issue of “just and reasonable” rates under conditions then existing. It follows as a matter of course that neither the rate base nor the return to the company is to be fixed by “rule of thumb” or in the interest of expediency.

Indeed, the United States Supreme Court in Bluefield noted that “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 generally.” Bluefield at 694.  In fact, the United States Supreme Court after the decision in Hope confirmed there are instances in which less may be allowed than is necessary to satisfy the overall investor interests described in Hope.  The United States Supreme Court unanimously ruled in Market Street Railway Co. v. Railroad Commission, 324 U.S. 548 (1945), that the rates set for a failing street railway company were not confiscatory.  In response to the company’s claim that the rate order was confiscatory under Hope, because it did not insure the financial integrity of the enterprise, the Court responded:

It was noted in the Hope Natural Gas case that regulation does not assure that the regulated business make a profit. 320 U.S. at 603; see Federal Power Commission v. Natural Gas Pipeline Co., 315 U.S. 575, 590.  All that was held was that a company could not complain if the return which was allowed made it possible for the company to operate successfully.

Market Street Railway at 566.


MGE has failed to produce any evidence that indicates it will be unable to operate successfully if this Commission adopts Public Counsel’s ROE recommendation.  MGE President and COO Oglesby admitted this fact in his rebuttal testimony. (Ex. 16, p. 4, l. 6-11).  During cross-examination, witness Oglesby admitted SUC would make any and all capital expenditures needed to provide safe and adequate service if the Commission adopts Public Counsel’s or Staff’s rate of return. (Tr. p. 1218, l. 19-25).  Finally, despite MGE's assertions that it is not “earning” its authorized ROE the Company has had no trouble attracting capital or offering debt. (Ex. 844, p. 133, l. 2-16; p. 135, l. 20-23).  In fact, despite his claims that MGE is unattractive to investors, MGE witness Dunn has purchased 1,000 shares of SUC stock. (Ex. 844, p. 62, l. 6-14).  If SUC was really such a bad investment, would an educated investor like witness Dunn invest in SUC?


At page 4 of its Brief, MGE asserts it has been unable to achieve its rate of return due to a variety of factors including: bad debt, actual customer usage for residential customers has dropped, volumetric rate design and failure to account for other costs MGE incurs in its operations.  Then MGE claims Staff and Public Counsel have failed to work toward the goal of giving MGE a realistic chance to earn its authorized return.  What MGE doesn’t say is that the issue of bad debt was settled in this proceeding and that a number of the “traditional” disallowances have been settled. (Ex. 16, l. 3, l. 11-16).


MGE also fails to acknowledge the fact that the infrastructure replacement surcharge (“ISRS”) will be providing MGE significant revenue enhancement in the future.  In fact, the record evidence demonstrates that the ISRS will boost MGE’s revenues by over $3 million on an annual basis. (Tr. p. 1141, l. 12-22; Ex. 224).  Of course, in previous testimony before the Commission MGE had characterized the safety line replacement program as its largest impediment to achieving its authorized return. (Tr. p. 1135, l. 7-25, p. 1134, l. 1).  MGE did not even mention the safety line replacement program in testimony because the ISRS legislation took care of that issue. (Tr. p. 1136, l. 9-17).   Witness Oglesby admitted the ISRS legislation will better allow MGE to achieve its authorized return. (Tr. p. 1136, l. 24-25, p. 1137, l. 1-2).


Moreover, MGE attempts to place all of the blame for its alleged inability to achieve its authorized returns at the feet of this Commission and its allegedly inappropriate regulatory policies.  However, MGE witness Oglesby testified that there are matters that crop up that impair MGE’s ability to achieve its authorized rate of return unrelated to regulatory policies. (Tr. p. 1166, l. 14-25).  The record evidence in this case demonstrates MGE’s sale of its Texas properties caused MGE to absorb significant transition costs thus causing an increase in operation and maintenance expenses thus lowering MGE’s return. (Tr. p. 1169, l. 6-19; Ex. 224).
  Simply put, MGE attempts to scapegoat Public Counsel, Staff and this Commission for its own management’s inability to achieve it authorized return.



1.
Embedded Cost Rates

No reply necessary.




a)
Preferred Stock


No reply necessary.




b)
Long-Term Debt


No reply necessary.




c)
Short-Term Debt


No reply necessary.




d)
Return On Equity


No reply necessary.





i.
Discounted Cash Flow

No reply necessary.






a.
Dividend Yield


No reply necessary.






b.
Growth Rate


At page 38 of its Brief, MGE criticizes Public Counsel witness Allen’s use of the retention growth rate.  However, MGE’s own witness Morin in his book Regulatory Finance admits that retention or sustainable growth rates are appropriate for use in the DCF. See: Regulatory Finance at pages 140 and 157 “Another method, alternatively referred to as the ‘ploughback,’ ‘sustainable growth’ and ‘retention ratio’ method, can be used by investment analysts to predict future growth in earnings and dividends.”


Public Counsel has adequately responded to MGE’s “circularity” argument at pages 18 through 20 of its Initial Brief.  Public Counsel would also point out that both witnesses Dunn and Morin were unaware of any academic studies that support this “circularity” argument. (Tr. p. 183, l. 7-15; Ex. 3, Sch. JCD-3, p. 91, l. 21-25; p. 92, l. 1-24).  Simply put, MGE’s argument is a red herring.






c.
Dunn’s Other Unfounded Criticisms


No reply necessary.






d.
Mr. Allen’s DCF Analysis Should Be Used By The Commission.


No reply necessary.





ii.
Capital Asset Pricing Model


Contrary to MGE’s assertion at page 33 of its Brief, Public Counsel witness Allen did not “misuse” the CAPM.  MGE again attempts inappropriately to assassinate witness Allen’s character by alleging that he disingenuously picked a CAPM result that coincided with his DCF calculation.  Unfortunately for MGE the record evidence does not support this specious claim.  In fact, the testimony of Mr. Allen set-out on page 33 of MGE’s brief directly refutes this claim.  Witness Allen specifically indicated he had decided to use a 3-month T-Bill before he even ran any calculations. (Tr. p. 506, l. 13-18).  As noted, he ran the other calculations for completeness. (Tr. p. 506, l. 19-24).  


Of course, MGE has absolutely no CAPM analysis of its own because witness Dunn failed even to run any sort of analysis to check his DCF recommendation.  For someone with all of the alleged experience it is shocking that he failed to conduct such an elementary procedure.


Next, MGE attempts to indict Public Counsel witness Tuck’s CAPM.  The source of MGE’s criticism is the fact that Mr. Tuck used a survey of 510 leading finance and economic professors that found the 30-year equity premium is about 5% to 5.5%.  MGE asserts because the survey was done in 2001 it is now outdated.  What MGE doesn’t say is that the survey was to determine the forward-looking 30-year equity premium.  Obviously, the respondents were determining a number that could be used in the future on an ongoing basis. 


At page 33 of its Brief, MGE asserts that all three of witness Allen’s CAPM models are artificially low citing to witness Dunn’s direct testimony Exhibit 1 and witness Morin’s rebuttal testimony Exhibit 5.  Neither of these testimonies provide any analysis of Mr. Allen’s CAPM models.  If any thing, witness Allen’s CAPM results provide further support for the fact that witness Dunn’s 12% ROE recommendation is unreasonably high.  Mr. Allen’s high end CAPM calculation using the 30-year T-note was only 10.27%, a full 175 basis points below witness Dunn’s recommendation.


Finally, the fact that MGE witness Morin and Public Counsel witness Tuck disagree should not be surprising. (Tr. p. 719, l. 17-22).  As witness Tuck testified all three CAPM calculations have “pluses and minuses” associated with them.  Witness Tuck brings nine years of real investment knowledge to this Commission.  He is not a professional cost of capital witness like MGE witnesses Morin and Dunn.  However, Public Counsel must wonder how MGE witness Morin can criticize Public Counsel witness Allen when he did not do any analysis on his testimony:


Q.
But I don’t recall, did you provide any analysis of the Office of the Public Counsel witnesses’ testimony?


A.
That is correct, it was not part of my mandate.


Q.
Okay.  So you didn’t assess any of Office Public Counsel’s witnesses?


A.
No, I did not.

(Tr. p. 1694, l. 3-10).



2.
The Commission Should Not Increase MGE’s Return On Equity To Reflect The Greater Risk Associated With Higher Debt Because The Company Created That Problem.

MGE alleges at page 23 of its Brief if the Commission utilizes its consolidated capital structure a “remedial correction” is necessary to the return on equity.  In support of its assertion, MGE cites to witness Morin’s book Regulatory Finance at page 438.  The key part of this quotation is “. . . if substantial capital structure differences exist between the utility and the reference companies, all else being constant, [a] remedial correction is necessary . . .”   However, the record evidence in this case demonstrates that “all else is not constant” between the proxy group companies and SUC.  The low equity ratio that SUC maintains is a direct result of its own decisions designed to better the economic rewards for the shareholders.  Even MGE recognized this in its April 1, 2004 memo (Ex. 30) noting “why should MGE benefit from its failure to optimize its own capital structure?”  Simply put, the cost of risk, or risk itself should not be transferred through the regulatory process from shareholders to ratepayers in this instance where the risk was avoidable and the risk is a direct result of specific management decisions to benefit shareholders.


As noted at page 29 and 31 of Public Counsel’s Initial Brief, this Commission in GR-98-140 rejected MGE’s very argument that its ROE be increased because its capital structure was riskier than all other companies.  This Commission also rejected such a request in Re Missouri Public Service, 25 PUR4th 24, 27 (1978) stating:


The company’s low equity ratio is also a matter within the discretion of the company’s management, however, that equity ratio has no substantial effect upon the expectations of investors, and the company’s authorized rate of return should not be adjusted merely for the fact that the company has a lower equity ratio than the electric industry as a whole.

In the Missouri Public Service decision, this Commission correctly noted that a company’s equity ratio is a matter within the discretion of its management. The record evidence in this proceeding demonstrates that SUC’s low equity ratio is due to its purchase of Panhandle Eastern Pipeline.  Any increased risk faced by SUC because of its low equity ratio are a direct result of management decisions, for the express purpose of increasing the opportunity for and magnitude of financial rewards for shareholders.  Based upon these facts, an increase in risk to SUC should not be passed on to ratepayers (or shared on a larger scale by ratepayers) through the regulatory process.



3. Authorized ROE’s From Other Jurisdictions Are Not The Proper Benchmark To Establish the Allowed Return On Common Equity.


No reply necessary.



4.
Dunn’s Flawed Return On Equity Analysis.


No reply necessary.




a)
Dunn’s Sole Reliance On The DCF Makes His Recommendation Unreliable.


No reply necessary.

b)
Dunn’s Unreasonable 6% To 7% Growth Rate Estimate.


At page 29 of its Brief MGE alleges “unlike the OPC and Staff witnesses – Dunn does not ignore any of his financial modeling results in an effort to reach a pre-determined ROE calculation.”  Huh?  Witness Dunn totally ignored the most critical element in his DCF modeling – the consensus analysts’ forecasts of the expected growth rate in earnings.  The analysts’ consensus forecast of the expected growth rate in earnings for Dunn’s proxy group was 4.9%. (Ex. 1, p. 43, l. 9-32).  Witness Dunn ignored these forecasts.  Dunn confirmed this at his deposition:

Q. And how did you arrive at the 6% growth rate?

A.
It was my conclusion after the review of all that data.

Q.
It was your conclusion.   There was no calculation?

A.
There was no calculation.

Q.
That’s just your belief that the growth rate should be 6 percent?

A.
That’s correct.

Q.
And the same thing if I asked you about the 7 percent growth rate, that equals the 11 – that’s used to get the 11.9 percent?

A.
That’s correct.

Q.
There’s no specific way you did that, that’s your expert opinion?

A.
That’s right.

(Ex. 844, p. 147, l. 22-25; p. 148, l. 1-13).  Witness Dunn merely discarded the Thompson Financial averages of 4.9% for growth in earnings for his proxy group, the most thorough and reliable source of projected earnings growth contained in his testimony and arbitrarily picks an unsupported and unreasonably high growth rate range of 6% to 7%.   Of course, discarding the 4.9% growth in earnings and selecting a 6% to 7% growth rate ranges ratchets MGE’s recommended ROE from 9.5% to the 10.9% to 11.9% witness Dunn recommends in his Direct Testimony.


Instead MGE wants this Commission to rely solely on the growth forecast of witness Dunn.  MGE’s own witness Morin rejected this method in his testimony (Ex. 3, Schedule JCD-3, p. 89, l. 13-25; p. 90, l. 1-4) and noted in his book Regulatory Finance: 

“. . . an average of all the available forecasts from large reputable investment houses is likely to produce the best DCF growth rate . . . Exclusive reliance on a single analyst’s growth forecast runs the risk of being unrepresentative of investors’ consensus forecasts . . . the empirical finance literature has shown that consensus analysts’ growth forecasts are reflected in stock prices, possess a high explanatory power of equity, values, and are used by investors.  Averages of analysts’ growth forecasts are more reliable estimates of investors’ consensus expectations.”

Id. at 155-156, Dunn’s sole reliance on his “expert opinion” should be rejected by this Commission,


Use of the analysts’ consensus growth rate of 4.9%, a growth rate wholly consistent with Public Counsel witness Allen’s growth rate recommendation of 4.62% through 4.94%, indicates a return on equity of 9.5%, excluding the inappropriate flotation cost adjustment. (Ex. 201, p. 6, l. 17-24; Ex. 203, p. 28, l. 9-17).  This result is in step with both Public Counsel witness Allen’s and Staff witness Murray’s ROE recommendation.  The only purpose witness Dunn’s 6% to 7% growth rate recommendation serves is to unnecessarily ratchet up MGE’s ROE.

c)
Witness Dunn’s Unwarranted Upward Adjustments To 

His DCF Analysis.

i.
Flotation Cost Adjustment Is Unnecessary. 


At page 39 of its Brief, MGE criticizes Public Counsel’s DCF analysis because he did not include a flotation cost adjustment.  However, as discussed in Public Counsel’s Initial Brief at pages 40 through 46, Mr. Allen did not include a flotation cost adjustment because such an adjustment is inappropriate.  MGE attempts to paint a picture that a flotation cost adjustment is a required adjustment to be made to every DCF analysis.  Such a claim is simply wrong and contrary to the record evidence.


MGE’s own cost of capital witnesses Dunn and Morin both testified that flotation cost adjustments are not made in every case by all Commissions.  Witness Dunn noted that based upon his experience before this Commission, it had consistently rejected flotation cost adjustments. (Ex. 844, p. 103, l. 4-16).  Witness Morin testified in his experience half of the Commissions deny flotation cost adjustments. (Ex. 3, Sch. JCD-3, p. 83, l. 21-25) and that he has had Commissions deny his request for flotation cost adjustments. (Ex. 3, Sch. JCD-3, p. 84, l. 8-14).

ii. Dunn’s Unwarranted Risk Adjustments. 


No reply necessary.



5.
Rate of Return/Weighted Average Cost of Capital. 


No reply necessary.



6.
Rate Of Return Adder.



a)
A Management Efficiency Adder Is Contrary To Commission Practice.


No reply necessary.




b)
The Commission Did Not “Punish” MGE.

 
No reply necessary.




c)
MGE Is Not Providing High Quality Service 


No reply necessary.


C.
Lobbying/Legislative Costs. 


No reply necessary.


D.
Incentive Compensation. 


No reply necessary.

E. Capacity Release/Off-System Sales.


No reply necessary.

F. Environmental Response Fund. 

1.
MGE’s Cleanup Responsibilities. 


No reply necessary.

2.
Southern Union’s Purchase Of Assets.


No reply necessary.

3. The Environmental Response Fund Violates Basic Regulatory Principles.


No reply necessary.

G.
Rate Case Expense.

At page 103 of its Brief, MGE asserts ratepayers should pay Mr. Hershmann $690.00 per hour because of “his experience as a litigator in complex matters, his track record of success in significant complex litigation on behalf of Southern Union Company and the fact that rate of return is the most significant issue in this case, amounting to approximately $25 million or more than 90% of the value of all of the revenue requirement issues in dispute.”  These “reasons” do not justify paying a regulatory rookie more than three times as much per hour as a seasoned regulatory veteran such as Mr. Swearengen.


Even a cursory review of Exhibit 51 the bills from KFB&T demonstrates Mr. Hershmann’s lack of experience in the regulatory world necessitated numerous background reading and work necessary for Mr. Hershmann to become familiar with the issues presented in this rate case.  MGE has offered no reasonable explanation why ratepayers should be required to pay $690.00 per hour when the evidence demonstrates knowledgeable counsel was available for $200.00 per hour.  


Moreover, the $690.00 per hour charged by KFB&T is significantly more than the hourly rates for Administrative/Regulatory work in Missouri according to a 2003 survey performed by the Missouri Bar Association. (Ex. 234, p. 6, l. 1-8).  MGE is only entitled to reasonable rate case expenses.  The record evidence demonstrates that the $690.00 per hour charged by KFB&T is unreasonably high and should be adjusted to a more reasonable $200.00 per hour.


Finally, MGE, because it views the results of the last two litigated cases as unfavorable, claims it was necessary to prosecute this case in a different fashion.  However, in MGE’s last two litigated rate cases, the “lack of success” was not due to MGE’s representation but the issues that MGE sought to present to this Commission and the Company’s management or lack thereof.  This “reason” does not justify ratepayers paying MGE’s attorneys $690.00 per hour.

H.
Kansas Property Taxes.


No reply necessary.

I.
Class Cost Of Service/Rate Design. 

1. Class Cost Of Service Issues. 

a) Summary

In its Initial Brief, the Company raises issue with Public Counsel’s method of allocating mains cost because none of the mains cost is specifically allocated based on the number of customers served.  The Company puts forth two arguments in opposition to Public Counsel’s use of the RSUM method.  The first is that absent the construction of mains, customers would not have access to the gas distribution system. (MGE Initial Brief, p. 77).  Next, the Company references a previous Commission order that stated that “[a]pplication of Public Counsel’s modified RSUM method of allocating costs of distribution mains results in an over-allocation of costs to LVS customers.” (MGE Initial Brief, p. 77).

It is correct that Public Counsel does not allocate mains cost based on the number of customers served.  However, there is no mandate that a portion of cost must be allocated based on customer counts.  In fact, in its Report and Order in GR-96-285, the Commission specifically recognized that there is no standard method of allocating cost: 

Because MGE’s system of mains is a shared system, the costs of the distribution mains must be allocated to the customer classes based on some perceptible measure of the cost caused by each class, or of the benefits received by each class, or some combined measure of costs and benefits to each class.  There is no standard method for classifying costs associated with a shared distribution asset. (Re: Missouri Gas Energy, 10 Mo. P.S.C. 3d 1, 27(2001).  

The Company’s argument that as new customers are added to the system, a main has to be built simply to reach that customer, regardless if that customer uses any gas is not persuasive.  It fails to recognize a fundamental causal link relevant in the consideration of mains costs.  MGE does not simply extend a main to a new subdivision or any potential new customer unless those new premises are intended to use natural gas. (Ex. 213, p. 3, l. 18-21).   This would in turn increase the classes’ total demand for capacity on the system. (Ex. 213, p. 3, l. 20-21, p. 4, l. 1).  Therefore it is wholly appropriate to classify the costs of mains as demand-related, instead of artificially splitting costs into customer-related costs and demand-related components.  (Ex. 214, p. 3, l. 9-15).

In fact, the Company’s reference to the cost apportionment produced by the zero-intercept method as “customer related cost” is a misnomer.  Dr. Cummings’s testimony claims that the customer-component of the mains investment entails the investment needed merely to reach the customer. (Ex. 23, p. 24, l. 15-17).  However, the Company employs no customer counts or other customer specific data in estimating its values of total “customer related costs” and “demand related cost.”  Instead it relies on a mathematical technique to estimate a hypothetical average cost of a minimum sized system of zero diameter pipe that is the residual of total cost associated with non-zero diameter mains. (Ex. 23, p. 24, l. 8 through p.25, l. 7). No such system exists.  Furthermore, these residual costs are not directly associated with the number of customers or the cost incurred to reach a new customer added to the system as Dr. Cummings hypothesizes.  It is only after the Company estimates “customer related cost” that customer counts are used to divvy up those costs among classes. (Ex. 23, p. 25, l. 9-15).  The Commission should not be persuaded by the Company’s zero-intercept method which simply allows the Company to cater to large industrial customers by shifting costs to residential and small business.  

In rebuttal testimony, Public Counsel witness Busch cited an article by George Sterzinger, titled “The Customer Charge and Problems of Double Allocation of Costs”  that explains the detriment of the zero-intercept method to low use customers such as residential and small business.  Mr. Sterzinger concludes that when the distribution system is split between a minimum usage portion and an above-minimum usage portion, and allocated on a customer/demand basis, the low use residential customer ends up paying for more of the distribution system than is required to serve that customer.
  (Ex.  213, p. 2, l. 17-23, p. 3, l. 1-13).

Regarding the Company’s second objection, in deciding GR-96-285 the Commission did not accept Public Counsel’s mains allocation based on a number of considerations.  The Commission believed that Public Counsel 1) erred in the calculation of monthly peak demands based on incorrect monthly peak day normal weather, 2) erred in the calculation of the ratio of peak to average usage, 3) estimated a cost curve that did not take into account that some costs are not related to capacity and 4) did not recognize that for each diameter of main which makes up MGE’s distribution system, the lengths vary significantly. (Re: Missouri Gas Energy, 10 Mo. P.S.C. 3d 1, 27(2001). In this proceeding Public Counsel adopted a methodology and submitted a cost study that addresses these concerns.   

The evidence in this proceeding demonstrates that no party challenged Public Counsel’s cost study with respect to either the calculation of monthly peak demands based on monthly peak day normal weather or the ratio of peak to average usage.  In fact, Mr. Busch utilized Staff’s estimates of monthly peak demands, peak usage and average usage in preparing Public Counsel’s cost study. (Ex. 212, p. 6, l. 1-2).

  Likewise, in this proceeding, Public Counsel has adapted its estimated cost curve to address concerns expressed by the Commission in the previous case.  Specifically, the Commission rejected Public Counsel’s method of estimating certain cost because it found that some costs are not related to capacity in the sense that they do not vary with the size of pipe being installed. (Re: Missouri Gas Energy, 10 Mo. P.S.C. 3d 1, 27 (2001)).   In the previous case, Public Counsel witness Barry Hall independently developed and incorporated into his cost study some of these disputed costs including the costs related to right-of-way, digging the trenches, laying the pipe, restoring the surface to its original condition and connecting service lines to the main. In this proceeding, Public Counsel witness Barbara Meisenheimer did not mirror this contested aspect of the previous cost study in developing an estimated cost curve, instead, she accepted the installed mains cost per foot based on MGE replacement data developed and reported by Company witness Jay Cummings. (Ex. 209, p. 13, l.3-14 and Schedules BAM DIR-3 and BAM DIR-4).  The fourth and final concern expressed by the Commission was related to distinguishing the average length of pipe used to serve each customer class.  No party in this proceeding has performed a current study that compares the average length of pipe used to serve one customer class in relation to the others.  Therefore, no differentials can be reasonably quantified within the parties’ cost of service studies.   

While the Company is eager to point out concerns that the Commission has expressed with the methods previously used by Public Counsel, unlike Public Counsel, the Company has failed to acknowledge or correct for the Commissions concerns with its methodology. The Company still utilizes a minimum system approach previously rejected by the Commission to identify what the Company claims are demand related and customer related costs.   In GR-96-285, the Commission stated:

…The problem with the minimum system approach is that there is no way to determine the cause of costs that are above those required by a minimum system.  In addition, the minimum systems method has no causal links to either customer size or customer length, and therefore allocates too much costs to the smaller customers, particularly RES and SGS customers.

…

The effect of using the minimum systems of allocation of cost for mains inflates the level of customer-related costs, resulting in an over-allocation of cost to small customers (residential and small general service). (Re: Missouri Gas Energy, 10 Mo. P.S.C. 3d 1, 27(2001).

Public Counsel’s method does not rely on a hypothetical zero-intercept method for determining a minimum cost allocation to each class, instead Public Counsel’s method allocates capacity cost based on actual use.  As Mr. Busch’s testimony explains, the minimum actual use of the system occurs in the month of July.  The associated cost represents a base level of cost that are not sensitive to weather and should not reasonably be allocated based solely on winter peak usage.  (Ex. 212, p. 6, l. 20-21).  According to Public Counsels method, this monthly base level of costs are shared by all customer classes in proportion to the classes’ monthly actual peak relative to the actual system peak for the month of July. (Ex. 212, p. 7, l. 13-14). The incremental cost of extra capacity associated with each month are allocated to classes based on the class’ actual use compared to total system use in each respective month. (Ex. 212, p. 8, l. 9-14).

b) Public Counsel’s Cost Of Service Study Better Reflects Year-Round Use Of The System.


No reply necessary.

c) Public Counsel’s Cost Of Service Study Better Allocates 
Cost Savings Associated With Inherent System 
Economies Of Scale. 


No reply necessary.

d) Public Counsel Class Cost Of Service Results.


No reply necessary.

2. Rate Design.

a)
Summary 

In this case, MGE seeks a weather mitigation rate design similar to that approved by the Commission as a component of a Stipulation and Agreement resolving all cost of service and rate design issues in Laclede Gas Company’s last rate case GR-2002-0356. (MGE Initial Brief, p. 82)  In support of this request, MGE attempts to liken the evidence in this case to that submitted by Laclede in GR-2002-0356.  MGE claims to be weather-sensitive like other gas distribution companies, to have mostly operating costs that are fixed and do not vary with fluctuations in the weather, and to recover approximately half the Company’s non-gas cost through volumetric rates. (MGE Initial Brief, p. 83)  However, MGE has failed to demonstrate the primary factors that the Commission recognized in approving Laclede’s experimental weather mitigation rate design. Specifically, the Commission noted that Laclede faced unusual circumstances beyond those faced by other local distribution companies. The Commission’s Report and Order acknowledges additional factors for Laclede that MGE has not demonstrated exist in its case:

Laclede faces a difficult financial situation due to several factors, including limited annual growth in its customer base and a high rate of migration of existing customers from urban locations to suburban locations within Laclede’s service area.  These factors leave Laclede with a reduced cash flow and, consequently, make Laclede particularly sensitive to weather-based revenue fluctuations. Thus, for example, approximately one-third of the $15 million revenue increase granted Laclede in December 2001 was offset by the impact of abnormally warm weather in the last three months of that year.  Faced with “a persistent and increasingly serious under-recovery . . . of its actual costs of providing service,” 

…

Gas distribution companies are well-known to be weather-sensitive with respect to sales, revenues and gas costs.  However, Laclede is more weather-sensitive than most because an unusually large percentage of its gas sales are for heating.  About 98 percent of Laclede’s residential customers use natural gas as their primary heat source.  Except for the cost of gas, most of Laclede’s operating costs are fixed and do not vary with fluctuations in the weather….  

(Re: Laclede Gas Company, Case No. GR-2002-0356, Report and Order (November 18, 2002)).

The Commission did not approve the tariffs implementing the Stipulation and Agreement unanimously or without reservation.  Chairman Gaw dissented. (Id.)  Commissioner Lumpe, a previous Commission Chair, approved but expressed some of the same reservations with the Laclede weather mitigation rate design as Public Counsel has with MGEs current proposal.  Commissioner Lumpe stated:

I am also unconvinced that the new weather mitigation rate design will result in any benefit to Laclede’s residential ratepayers.  According to testimony, the ratepayers may only experience a slight benefit from the new weather mitigation rate design.  I understand that it will benefit Laclede.  In Laclede’s next rate case, I would hope that detailed information be provided regarding the actual experience of residential customers with the new rate design. 

(Re: Laclede Gas Company, Case No. GR-2002-0356, Report and Order Concurring Opinion of Commissioner Lumpe (November 18, 2002)). 

As a signatory to the Laclede Stipulation and Agreement, Public Counsel did not agree to perpetuating a weather mitigation rate design for Laclede in future cases or to approval of a similar rate design for other local distribution companies such as MGE.  Public Counsel supported the Laclede Stipulation and Agreement only as a total package that settled issues in a single case.  In response to Chair Simmons, Mr. Micheel explained Public Counsel’s position regarding the Laclede Stipulation and Agreement:

MR. MICHEEL:  Thank you, Mr. Chairman.  You know, the Office of the Public Counsel initially did not support the rate design and you saw our Surrebuttal Testimony.  But the fact of the matter is that the Staff was comfortable with this rate design, indeed they filed Surrebuttal Testimony in support of this rate design proposal.

And as part of the total package where we got a GSIP that we think is going to be valuable, we got a 16-month rate filing moratorium when if you add the 11 months, on that’s a 27-month rate moratorium, we got some explicit language with respect to the effect on ROE and the revenue stream.  We’re willing to try this.

I think if you’ll look at paragraph 3 of the second – or first amended Stipulation and Agreement, it clearly says it is expressly understood that any party shall be free in a future complaint case, rate case or rate design proceeding to propose respective elimination of or modification to the rate design proposed herein. (Emphasis added)

So don’t take this, Commissioner, or any gas utility that may be listening on the web, as some sort of signal that the Public Counsel has really changed their position.  We have settled a case.  We support that settlement, but in our view, we are free in the next case to present our view of what a proper rate design should be.  But for this case and this case only, we’re willing to live with this agreement.  (Emphasis added)

In addition to clearly stating that any party shall be free in a future complaint case, rate case or rate design proceeding to propose respective elimination of or modification to the weather mitigation rate design, Paragraph 3 of the Laclede First Amended Partial Stipulation and Agreement in Case No. GR-2002-356 does not establish a burden of proof or presumption regarding any party’s future recommendations to eliminate or modify the weather mitigation rate design:

It is expressly understood that any party shall be free in any future complaint case, rate case or rate design proceeding to propose prospective elimination of, or modifications to, the rate design proposed herein without any burden of proof or presumption applying to the determination of whether an elimination of, or modifications to, the then existing rate design should be approved by the Commission.  It is also understood that the impact of such weather mitigation rate design on the Company’s risk has been given consideration in the settlement of the issues in this case.

The Laclede Stipulation and Agreement also addressed the future treatment of the weather mitigations effect of reducing Laclede’s business risk:


The Company agrees that the adoption of a weather mitigation rate design in an LDC’s rate structure reduces its weather-related business risk and therefore the business risk of the utility.  Laclede also agrees that such reduced risk should be considered in the determination of a Return on Equity (“ROE”) in the context of its next rate case.  It is expressly understood that all Parties, including the Company, shall be free to recommend the ROE that they believe appropriately reflects all risks faced by the Company at the time of such case, together with any other consideration that such Party deems appropriate to the determination of a fair and reasonable ROE.

MGE opposes making a similar commitment in this case.

Public Counsel’s Initial Brief summarized the evidence demonstrating that MGE’s weather mitigation rate proposal unnecessarily serves the Company’s interest at the expense of its customers.  In summary, the evidence shows that:
i.
The Weatherproof Rate Locks In Revenue. 

ii. The Weatherproof Rate Forecloses Customers’ Ability To Control Their                     Gas Bills.

iii. The Company May Seek Future Undisclosed Annual PGA/ACA Rate Adjustments To Maintain Full Gas Cost Recovery  

iv. The Company’s Rate Design Proposal May Also Subject The Gas Portion Of Customers’ Bills To More Volatility Based On Weather Variation.

v. The Potential Gain Or Loss From Weather Variation Is Not Symmetric If The Company Is Allowed To Recover Uncollected Gas Cost Through The PGA/ACA Process.  

vi. MGE’s Rate Of Return Should Be Reduced If Weather Related Risk Is Eliminated.

Public Counsel continues to urge the Commission to reject MGE’s attempts to shift its share of normal weather related risk to customers through a weather mitigation rate design or weather mitigation clause.  
b) Class Revenue Responsibility Should Balance Movement Toward Cost Of Service With Rate Impact And Affordability.


No reply necessary.

c) Residential Customers Have Voiced Strong Opposition To Unnecessary Rate Increases.


No reply necessary.

d) The Weather Mitigation Rate Proposal Unnecessarily Serves The Company’s Interest At The Expense Of Its Customers.

i.
The Weatherproof Rate Locks In Revenues.


No reply necessary.

ii.
The Weatherproof Rate Forecloses Customers’ 
Ability To Control Their Gas Bills.


No reply necessary.

iii.
The Company May Seek Future Undisclosed Annual PGA/ACA Rate Adjustments To Maintain Full Gas Cost Recovery.


No reply necessary.

iv.
The Company’s Rate Design Proposal May Also Subject The Gas Portion Of Customers’ Bills To More Volatility Based On Weather Variation.


No reply necessary.

v.
The Potential Gain Or Loss From Weather Mitigation Variations Is Not Symmetric If The Company Is Allowed To Recover Uncollected Gas Cost Through The PGA/ACA Process. 


No reply necessary.

vi. MGE’s Rate Of Return Shall Be Reduced If Weather Related Risk Is Eliminated.


No reply necessary.




e)
Weather Normalization Clause Should Be Rejected.


No reply necessary.

f)
The Residential Customer Charge Should Be Maintained At the Current Level.


No reply necessary.

g)
Connection And Reconnection Fees. 

i. The Magnitude Of The Proposed Increase Is Excessive And Would Conflict With Public Policy Goals.


No reply necessary.

ii. High Connection And Reconnection Charges Are A Barrier To Customers Initiating Service.


No reply necessary.

iii. Maintaining The Current Connection And Reconnection Fees Will Not Unduly Burden Existing Customers.


No reply necessary.

iv.
The Company’s Cost Studies Do Not Justify The Proposed Increase In The Connection And Reconnection Fees. 


No reply necessary.


J.
Low-Income Programs.


1.
Low-Income Weatherization/Low-Income Bill Discount/
PAYS®.



a)
Public Counsel Supports Continuation Of Experimental Programs Designed To Produce More Affordable Gas Bills For MGE’s Low-Income Customers.


No reply necessary.




b)
Public Counsel Recommends Investigating The 
Opportunity To Help Other Customers To Help
Themselves In Reducing High Natural Gas Bills.


No reply necessary.




c)
There Is Substantial Evidence In This Proceeding Related To The PAYS® Program And How Such A Program May Benefit Customers. 


No reply necessary.




d)
MGE’s “Head-In-The-Sand” Approach Should Not Delay The Commission In Moving Forward With An Investigation Of A PAYS® Initiative That Offers Potential In Making Bills More AffordableTo MGE’s Customers.


No reply necessary.




e)
Neither The Non-Unanimous Stipulation Nor Public Counsel’s Original Recommendation Seek To Impose Reasonable Cost On MGE.


No reply necessary.




f)
The Non-Unanimous Stipulation Offers A
Reasonably Balanced Resolution To Low-Income
Weatherization, The Experimental Low-Income Bill 
Discount Program And The PAYS® Initiative.


No reply necessary.




g)
The Terms of the Non-Unanimous Stipulation Balance The Positions Of The Parties.


No reply necessary.



2.
PAYS® System. 


No reply necessary.

III.
CONCLUSION 


The evidence in this proceeding demonstrates that Missouri Gas Energy should be only granted an increase of $13,228,709. (Ex. 857).  Public Counsel requests the Commission adopt its Class Cost of Service Study and accept Public Counsel’s rate design recommendation.  Public Counsel also requests the Commission adopt the Non-Unanimous Stipulation and Agreement regarding low income and PAYS® or findings consistent with Public Counsel testimony and comments.

Respectfully submitted,
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� Contrary to MGE’s assertion, Public Counsel never “implied” its capital structure recommendation was designed to punish MGE for the Panhandle purchase.  Such a claim has been created whole cloth by MGE.


� This also impacts MGE’s request for a $2 million increase in rates due to management efficiency.  Public Counsel questions how adding new employees and creating a gas supply department whole cloth is efficient management.


� In the Missouri Public Service case the Company had a 30% common equity in its capital structure.  This amount is very close to SUC’s 28.37% common equity.


� Both the Federal Executive Agencies and Midwest Gas Users’ Association express the same concerns.


� “The Customer Charge and Problems of Double Allocation of Costs,” by George Sterzinger, 108 Public Utilities Fortnightly, pp. 30-32, July 2, 1981.
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