Before the Public Service Commission

Of the State of Missouri

	In the Matter of Laclede Gas Company's Tariff to Revise Natural Gas Rate Schedules.
	)))
	Case No. GR-99-315


STAFF’S BRIEF ON REMAND

I.  INTRODUCTION

This case is before the Commission on remand from the Western District Court of Appeals to enter findings of fact and conclusions of law that apprise the parties and the Court the facts drawn from the evidence adduced by the parties, and the law to which those facts are applied.  The sole issues presented for decision are: whether the Commission can provide any meaningful relief to Laclede at the present time; and, if so, the appropriate measure of the cost of removing Laclede’s plant when retired.  The first issue has been thoroughly addressed in motions to dismiss for mootness and responses thereto; this brief will address the appropriate measure of cost of removing retired plant.
In a rate case, the burden of proof that the proposed increased rate is just and reasonable is on the gas company.  §393.150.2.  In the instance of an Actual Cost Adjustment hearing the Commission has noted: 
It is well settled that the utility (WRI in this instance) has the burden of showing that the gas costs passed on to ratepayers through operation of the PGA tariff are just and reasonable.
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In the Matter of Western Resources, Inc., 3 Mo.P.S.C. 480, 488-89 (1995) TA \l "In the Matter of Western Resources, Inc., 3 Mo.P.S.C. 480 (1995)" \s "In the Matter of Western Resources, Inc., 3 Mo.P.S.C. 480, 488-89 (1995)" \c 3 .  See, State ex rel. Associated Natural Gas Company v. Public Service Commission, 954 S.W.2d 520, 528-29 (Mo. App. 1997) TA \l "State ex rel. Associated Natural Gas Company v. Public Service Commission, 954 S.W.2d 520 (Mo. App. 1997)" \s "State ex rel. Associated Natural Gas Company v. Public Service Commission, 954 S.W.2d 520, 528-29 (Mo. App. 1997)" \c 1  (Citing Union Electric, 27 Mo. PSC (NS) 183, 193 (1985) TA \l "Union Electric, 27 Mo.PSC(NS) 183 (1985)" \s "Union Electric, 27 Mo.PSC(NS) 183, 193 (1985)" \c 3  for the same proposition, with apparent approval.).  The burden of proof, established by statute, never shifts from the rate proponent.  See, McCloskey v. Koplar, 46 S.W.2d 557, 563 (Mo. banc 1932) TA \l "McCloskey v. Koplar,  46 S.W.2d 557 (Mo. banc 1932)" \s "McCloskey v. Koplar,  46 S.W.2d 557, 563 (Mo. banc 1932)" \c 1 .  (But during all this time the burden of proof, the risk of nonpersuasion, remains with the plaintiff, except as to affirmative defenses, etc.  The burden of evidence is simply the burden of making or meeting a prima facie case.)  Laclede
 proposes to change the depreciation rates for six accounts.  As proponent of this change, Laclede has the burden of proof on the issue.  That is, Laclede must persuade the Commission by a preponderance of the evidence that its formulaic method of estimating cost of removal for depreciation is just and reasonable.

On the principal contention, however, neither Laclede nor AmerenUE provide any empirical evidence that their formula accurately and reliably predicts the future cost of removal of plant in service.  No witness in this proceeding has provided or even cited any empirical study or text that establishes that cost of removal divided by historical cost of the property removed is an accurate predictor of future cost of removal.  The best that Laclede witnesses can do is to observe that the formula has been used for many years.

Furthermore, the safeguards suggested by Laclede will not protect customers, indeed, the utility may not even incur the removal costs it now seeks to collect.

Laclede also introduced a number of red herrings to divert attention from their evidentiary failure.  The Companies argue that depreciation should consider their cash flow needs; Company predicts rate shock for customers, but ignores cash flow shock to itself under their proposed method; 
they argue that their credit ratings are dependent on their depreciation expense; they argue that the status quo is unfair to future customers.   None of these red herrings has merit on the issue, and the Commission should not follow the false trail that they mark.

The approach to cost of removal previously adopted by the Commission in this case provides Laclede with the cash it needs to meet its expenses, at the time it needs the cash.  It is reasonable under the circumstances, and the Commission should re-adopt it now.

Finally, if the Commission should permit Laclede to use its unproven formula, it should also require Laclede to separately record in its books accumulated depreciation reserve  charges attributable to recovery of initial investment and those attributable to pre-collection of cost of removal.

II. ARGUMENT

A. Laclede has provided no evidence that their formula is accurate.

Laclede proposes to change its depreciation rates for six accounts to recover the future cost of removal of plant now in service, in addition to recovering its original investment in that plant.  It proposes to do so by estimating the future cost of removal by use of a formula that divides the cost of removal of recently retired plant by the original cost of the recently retired plant, and recovering that cost ratably over the average service life of the plant. (Kottemann Direct, p. 4, lines 11-22) 

This approach results in Laclede recovering more for cost of removal than it is currently spending for that purpose. (Adam Direct, pp. 7-8, lines 11-22)  Laclede contends that at some point in the future, it will recover less than its then-current cost of removal, and that over time its collections will match its expenditures on a vintage basis.
  Laclede refers to its approach as the 

“standard” approach because it has been widely used by many states and by the FERC; and referenced in texts and treatises on the subject.  
Company witness Stout sets out an example of the standard approach in Schedule 4-1 to his Supplemental Direct Testimony.  Schedule 4-1 shows that the amounts collected from ratepayers match the cost of removal incurred by the utility over the life of the plant in service in the example.  However, Mr. Stout acknowledged on cross-examination that a premise of this example is that the formulaic estimates of cost of removal accurately predicted the actual cost of removal.  (Tr. p. 1491, lines 14-22)  Therein is the rub.

There is no evidence in this record that the formula accurately predicts actual cost of removal over time.  Indeed, Mr. Stout has never undertaken a study to determine the accuracy of the formula’s estimates, nor does he believe that such a study could even be done. (Tr. p1408-1409, lines 24-13)  Neither is Ms. Schad aware of any empirical study that confirms the accuracy of the formula’s estimates.  (Tr. p. 1796, line15 – p 1798, line 15; p. 1799, line 14 - p 1800, line 11)   In short, there is no evidence in the record to establish a critical premise of Laclede’s case – the accuracy of the formula as an estimator of future cost of removal.  Indeed, the record establishes 
positively that such evidence does not exist.  Laclede has failed to meet the burden of proof that its “standard” approach is reasonably accurate.

B. Red Herrings

1. Cash flow considerations

Laclede’s first red herring is that the Commission should consider its cash flow when determining depreciation rates.  Messrs. Baxter, Lyons, Sherwin, Cooper, and Fetter each suggest that Laclede’s depreciation rates should provide cash over and above what the Company currently requires to remove retired plant.  Each and all suggest that the Company requires this additional cash to meet its capital requirements.  This flies in the face of depreciation, as is easily demonstrated.


First, no known definition of “depreciation” suggests a consideration of a utility’s need for cash flow.  The definition of depreciation in the Uniform System of Accounts is:

Loss of service value not restored by current maintenance, incurred in connection with the consumption or prospective retirement of gas plant in the course of service from causes which are known to be in current operation and against which a utility is not protected by insurance.  (Stout Supplemental Direct, Ex. 136   , p. 7, lines 10-13)

The definition does not implicate Company cash flow needs in any respect.  None of the depreciation experts suggest that depreciation should consider cash flow needs, and both Ms. Schad and Mr. Stout expressly deny that cash flow needs are a consideration. (Tr. 1786, lines 18-21; Stout Deposition, Ex. 153, p. 9, lines 8-18)

Second, the depreciation formula urged by Laclede does not contain a factor for cash flow needs.  The formula for depreciation rates contains one factor to recover the original cost of the plant ratably over its service life.  The formula contains a second factor to recover an estimated cost of removal, or net salvage, of the retired plant.  There is no other factor in the formula to simply provide additional cash flow for the Company.  This confirms that cash flow of the utility is not a factor considered in depreciation calculations.

Finally, Laclede nowhere demonstrates that its current cash flow from internal sources is inadequate to reasonably meet its needs, or that cash flow from outside borrowings or equity issuances is not readily available to meet any shortfall of cash from internal sources.  The record reflects that it is normal and expected for a utility to use external sources of cash to finance a portion of its construction activities.  (Oligschlaeger Supplemental Rebuttal, p. 5, lines 12-17) Indeed, a recent credit report on Laclede notes that the Company had almost enough internally generated cash flow to cover all dividends and construction activities. (Tr. 1911-1913)

From this evidence it is clear that the discussions of Laclede’s cash flow needs have nothing at all to do with the proper calculation of depreciation rates.
2. Credit ratings 

A number of Company witnesses assert that failure to provide more cost of removal in rates than is currently required for the purpose of funding cost of removal activities adversely affects Laclede’s credit ratings.  However, witness Fetter, a former credit rating agency manager, said that he hadn’t made a direct correlation between depreciation cash flow and improved credit rating, and would not be able to offer an opinion on the matter.  He could make no representation that a reversal of Commission policy on cost of removal in this proceeding would actually lead to improved credit ratings, and the benefits such improved ratings allegedly bring about. (Tr. p. 1989, lines 6-20)  Thus, the one witness who has actually been responsible for credit ratings decisions admits that he has not made a direct link between depreciation rates and credit ratings.  It appears that ratings agencies, like Oliver Twist in the refectory, simply want “more, please.”  (Oligschlaeger Supplemental Rebuttal, p. 10, lines 7-19) This evidence does not support a grant of additional cash over and above Laclede’s current requirements.

3. The status quo is unfair to future customers

The companies argue that the present rates, which are designed to provide the Company’s current cost to remove retired plant, are unfair to future ratepayers for a variety of reasons.  None of these reasons bear scrutiny.


First, the formula estimates future cost of removal in future, inflated dollars.  There is no attempt in the formula to discount those future dollars to current dollars.  However, the Companies propose to force current ratepayers to pay for future, inflated costs in current, coin of the realm.  Thus, the Companies effect a shift of real costs from future ratepayers to current ratepayers.


Our perspective on inflation is curious.  People look back with nostalgia at the day when Cokes were a nickel, gasoline was thirty cents a gallon.  No one looks back with horror at the same period when $10,000 per year was a good income.  Yet, when looking to the future, we dwell with horror on the future possibility that gasoline might cost $3.50 per gallon, a Coke $2.50, even though there is every reasonable expectation that incomes will also rise to meet the new price level.  The Commission should not base its decisions on this skewed perspective of historical price levels.


Second, the assertions of intergenerational inequity assume the accuracy of the formulaic estimates of future removal costs, and also assume that all such costs will actually be incurred.  However, as noted earlier, the Companies have not produced any empirical evidence that the formula accurately predicts future cost of removal.  Furthermore, there is evidence that retired plant may not be removed at all.  Other, novel uses may be found for retired plant, as shown in a pertinent example from Laclede’s past experience cited by Ms. Schad. (Schad Supplemental Rebuttal, p. 11-12, lines 23-9)

Third, the Companies predict that the current depreciation calculations may lead to rate shock in the future, while ignoring possible cash flow shock to the Company when their proposed current over-collections reverse.    In fact, cash flow shock is more likely than alleged rate shock.

Rate shock comes when customers are faced with a sudden and dramatic increase in rates.  The current practice of providing the Company with its current cost to remove retired plant is unlikely to cause rate shock for two reasons.  First, the cost of removal is not a major element of the total cost of service reflected in rates.  Thus, increases are not likely to cause a major increase in overall rates.  Second, increases in cost of removal are reflected in rates regularly as rate cases are filed and decided.  That is, any increases will not be sudden and dramatic, but incremental over time.  (Tr. p. 1794-1796)  Rate shock is unlikely under the current approach to cost of removal.

However, the Companies’ proposal to recover future cost of removal from current customers does pose a potential problem to Laclede that has not been adequately addressed.  Because Laclede proposes to collect now for future expenses, and invest these ratepayer funds in non-cost of removal activities, it must have other funds on hand in the future when those costs are actually incurred.  None of the witnesses provided specifics on the future source of the cash.  Mr. Fetter typifies the approach by stating his expectation that the company management would have a strategy to deal with the cash flow shortfall, and that the strategy holds up. (Tr. 1988, lines 18-23)  This is not evidence that provides a basis for reasoned decision-making, and just and reasonable rates. 
Finally, Schedule WMS-2 to Mr. Stout’s Supplemental Direct testimony purports to show that revenue requirement will be higher under the current method of collecting cost of removal in rates compared to the “standard method.”  However, Mr. Stout’s schedule is fatally flawed.  It assumes that the utility’s cost of removal estimates are accurate to the penny (Schad Supplemental Rebuttal, p. 13, lines. 6-8), and will file annual rate increase cases (Tr. 1413).  Mr. Stout also does not apply present value factors to the numbers in the schedule, notwithstanding that this analysis spans a twenty-year period (Tr. 1413-1414).  In other words, Mr. Stout assumes that the customer benefits that allegedly occur during the latter years of this twenty-year period under the “standard” method are worth as much from a customer perspective as the higher payments required from customers under this method in the early years of the analysis.  Without appropriately considering the present value of the impact of customers of the “standard” approach, Mr. Stout’s conclusions regarding the revenue requirement impact of the “standard” approach are entirely meritless. 

C. The current method provides reasonably reliable recovery of costs Laclede will incur.

The current depreciation rates are designed to provide Laclede with the revenues it needs to meet the expected costs of removal it will incur while these rates are in effect.  (Adam Direct, Schad Supplemental Direct)  Because it uses recent experience as a short-term predictor of similar costs (Tr. 1790), it is reasonably reliable, and suitable for use in setting customer rates.  

D. If Commission shifts to Laclede’s unproven method, it should require Laclede to record expense for recovery of plant investment separately from the expense for cost of removal.

Currently, Laclede does not separately record on its records amounts accrued for recovery of its initial investment in plant from amounts accrued for cost of removal.  If the Commission should adopt Laclede’s formula for estimating cost of removal in the depreciation rate, it should also require Laclede to account for the two items separately.  If allowances recorded in the depreciation reserve attributable to cost of removal accruals are separately identified, regulatory analysis and more accurate rates will be easier.  Absent separate records, it will not be possible to gauge whether Laclede has over-collected or under-collected from ratepayers for cost of removal.  Absent such information, it would be difficult at best to effectuate any customer safeguards against overcharges for cost of removal.

The Staff also suggests that the Commission consider whether a requirement that Laclede segregate and safeguard all funds collected in advance of disbursement for cost of removal activities should be required.  This would ensure that funds are available from the proper source (i.e., ratepayers) when the cost of removal activities are actually undertaken.  A segregation requirement is currently in place for other expenses for which utilities obtain rate recovery from customers well in advance of the associated cash outlay (pensions, post-retirement medical benefits, nuclear decommissioning costs).  (Tr. 1936-1937)

III. CONCLUSION

In this case Laclede has proceeded by indirection.  It has introduced red herring issues to distract the Commission from the single most critical issue in the case – whether or not the net salvage formula accurately estimates future cost of removal.  Laclede has introduced no evidence that the formula is an accurate estimator, and thus an appropriate basis on which to charge ratepayers.  Instead, driven by a desire to increase unrestricted cash flow, Laclede has sought to divert attention from this critical shortcoming.  Laclede has utterly failed to carry its burden of proof, and the Commission should find that the current approach to cost of removal continues to be appropriate.
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� For convenience and simplicity, Staff will refer to Laclede and AmerenUE jointly as “Laclede” or “Companies.”


� Company witness Stout conceded that it was highly likely customer collections under the “standard” approach in aggregate would always exceed the companies’ cash requirements for cost of removal under normal conditions.  (Tr. 1473)
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