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Q. Please state your name and business address.

A. My name is James A. Busch and my business address is P. O. Box 7800, Jefferson City, MO 65102.

Q. By whom are you employed and in what capacity?

A. I am a Public Utility Economist with the Missouri Office of the Public Counsel (Public Counsel).

Q. Please describe your educational and professional background.

A. In June 1993, I received a Bachelor of Science degree in Economics from Southern Illinois University at Edwardsville (SIUE), Edwardsville, Illinois.  In May 1995, I received a Master of Science degree in Economics, also from SIUE.  I am currently a member of the American Economic Association and Omicron Delta Epsilon, an honorary economics society.  Prior to joining Public Counsel, I worked just over two years with the Missouri Public Service Commission as a Regulatory Economist in the Procurement Analysis Department and worked one year with the Missouri Department of Economic Development as a Research Analyst.  I accepted my current position with Public Counsel in September 1999.  Further, I also am a member of the adjunct faculty of Columbia College, Jefferson City Campus, where I teach economics at both the graduate and undergraduate level.

Q. Have you previously testified before this Commission?

A. Yes.  Attached is Schedule JAB-1, which is a list of the cases in which I have filed testimony before this Commission.

Q. What is the purpose of your testimony in Case No. GR-2003-0517?

A. The purpose of my testimony is to present Public Counsel’s class cost of service (CCOS) study and rate design recommendation in this proceeding.  

Q. How is your testimony organized?

Q. My testimony is organized in the following manner.  First, I will briefly discuss the CCOS study.  Second, I will discuss the allocators that I developed to utilize in assigning the appropriate costs to the correct rate classes in the COS.  Finally, I will discuss OPC’s rate design recommendation.
CLASS COST OF SERVICE STUDY

Q. What is the primary purpose of a class cost of service study?

A. The primary purpose of a class COS study is to provide an estimate of the cost of providing service to each of the customer classes, and is to be used as a guide for setting rates to the extent allowed by other rate design objectives such as affordability.

Q. What are the primary steps in a class COS study?

A. There are three primary steps in performing a class cost of service study.  These steps include the functionalization, classification, and allocation of costs.

Functionalization of costs means categorizing accounts according to the type of function with which an account is associated.  Accounts are categorized as being related to Production, Transmission, Distribution, Customer Accounts, Administrative and General, etc., depending on the natural gas local distribution company (LDC) functions that they are a part.

Once costs have been functionalized, they are classified as being customer (related to the number of customers), demand (related to the portion of peak usage), or “other” costs, depending on the classification with which they are associated.  For example, customer records and collection expense, meter plant, and meter reading expense are considered customer-related, since company expenditures in these areas are related to the number of customers that it serves.  These expenses, although dependent to some extent on a customer’s size, will be incurred for each customer whether or not the customer uses any natural gas so it would not be reasonable to classify them as being commodity-related.

Allocation factors are then developed to distribute a reasonable share of jurisdictional costs to each customer class.  Allocation factors are based on ratios that reflect the proportion of total units (total number of customers, total annual throughput, etc.) attributable to a certain customer class.  Applying these ratios to the appropriate cost categories produces an estimated cost for which each class is responsible.

Q. Which customer classes have you used?

A. I have utilized the following customer classes: Residential, General Service, Transportation, and Interruptible.
Q. On what data is your class COS study based?

A. I utilized the Missouri Public Service Commission Staff (Staff) Accounting Schedules that Staff filed on October 24, 2003 in its non-rate design testimony in this proceeding for the source of most of the financial data that I utilized in my class COS study.  I have also used certain customer numbers, volumes, and class specific revenues developed by Staff.  I also used data received from AmerenUE in response to Public Counsel Data Requests.  Finally, I have used the rate of return developed by Public Counsel witness Mark Burdette.  My use of this data is not an endorsement of either Staff’s or AmerenUE’s methods.  I used this information because it was readily available and contains the level of detail necessary to perform a class COS study.

· Rate Base accounts

Q. Please discuss the way you allocated the various Gas Plant Accounts.

A. Manufactured gas production accounts were allocated on the basis of estimated peak day coincident demand.  This is because manufactured gas is generally used during peak days.  Storage accounts were allocated based on winter sales volumes since winter demand is in part met by stored natural gas. Transmission Plant accounts were allocated based on the transmission allocator that I developed.

Q. Please continue.

A. Accounts in Distribution Plant were allocated in various ways.  Accounts 374 through 376 (Land and Land Rights, Structures and Improvements, and Mains) were allocated using the mains allocator that I developed.  All of the costs associated with these accounts (374 through 376) are mains related and allocated on that basis.  Accounts 378 and 379 (Measuring & Regulating Station Equipment) are related to regulating system gas flow and are allocated based on annual margin sales.  Accounts 380, 381, and 383 (Services, Meters, and Regulators) were allocated based on the services, meters, and regulators allocators, respectively.  Account 385 (Industrial Measuring and Regulating Station Equipment) was allocated based on large customer bills since this account involves costs used for large customers.

Q. How did you allocate general plant?

A. General plant accounts were allocated on the basis of each class’ proportion of total non-general net plant.

Q. With regard to the services, meters, and regulators allocators, have you accepted the Company’s allocators?

A. Yes.  Upon reviewing the workpapers provided to OPC, I have determined that the allocators used by AmerenUE for purposes of this proceeding are fair and reasonable for allocating the costs of meters, services, and regulators to each class.  Therefore, I adopted AmerenUE’s allocators for those accounts.

· Mains Allocator

Q. Please describe mains cost.

A. Mains cost is a shared cost incurred to serve all of the company’s customers.  All customers in all classes use the distribution and transmission system to receive gas from the company to their individual premises.  Unlike some other costs, such as meters that can be directly allocated, it is not possible to identify which sections of the main are used to provide capacity to a specific class.  Further, a LDC, which is a natural monopoly, has the characteristics of economies of scope.  Economies of scope means that one company can provide a variety of services with a lower total cost of production than if a different company was to provide each service separately.  Within the gas industry, the company’s investment in mains allows the company to provide service year-round to all of its customers, regardless of class.  The overall total cost of mains to the company is less than the stand-alone costs of separate companies providing service to the residential class, general service class, etc.  Another example would be that it is less expensive for one company using shared facilities to serve people’s needs for heating and cooking, then it is to have different companies providing each service separately. 

Mains cost also exhibits the characteristic of economies of scale.  Economies of scale exist when average total cost declines as the output level increases.  As has been demonstrated in previous cases, (see Barry Hall’s Direct Testimony Case No. GR-97-393) a 4” pipe has a flow capacity six times greater than that of a 2” pipe.  At the same time, the per foot cost to install that 4” pipe may be less than two times the cost to install the 2” pipe.  This means that the cost of the extra or incremental capacity used to serve peak needs is less than the average cost of capacity.  Attached, as Schedule JAB-2 is the table developed by Mr. Hall that shows the comparison of flow capacity to main diameter size.

Q. Please describe the mains allocator methodology you have utilized in this proceeding.

A. The methodology that I used to determine the mains allocator is the same methodology utilized by Public Counsel witnesses Barry Hall and Hong Hu in AmerenUE’s past two rate cases.  The methodology is called the modified RSUM (relative system utilization method) originally developed by Charles Laderoute in a paper presented at the NARUC Biennial Regulatory Information Conference in 1988 and modified in a paper presented by OPC economist Philip Thompson at the 1992 NARUC Biennial Regulatory Information Conference.  The modified RSUM allocation takes into account economies of scale and the fact that all users benefit from the system and should share in the cost.  The basic idea is to identify the portion of the capacity that corresponds to each month’s demand, and then allocate the costs that correspond to that capacity to the customers who use gas in that month that is their portion of the system is used.

Q. Please describe the steps involved in developing the mains allocator.

A. First I sorted the peak demands Staff provided by total class demands in descending order.  This step is shown on page 1 in Schedule JAB-3.

Next, as shown on page 2 of Schedule JAB-3, I converted the peak day demands into percentages of the maximum monthly peak day demand (see column (3)).  For example, the month with the greatest peak day demand, January, would be 100%.  The next highest month, February, would be 94.45% (1,369,578/1,449,992).  Then, I took the percentages of peak day and converted them to percentages of total capacity costs by raising the capacity percentages to an rth power (see column (4)).  The rth power that I utilized is 0.3.  This is the same power originally developed by Public Counsel witness Barry Hall in his testimony in Case No. GR-97-393.

Q. Please explain the relationship between columns (3) and (4).

A. Column (4) associates the cost with the need for incremental capacity.  For example, column (3) shows that nearly 16% of the available capacity is needed for base gas during July.  This 16% of base capacity represents roughly 58% of the total costs of the system.  Likewise, just over 51% of the capacity requirements, as shown in the month of October, require almost 82% of the total costs.  The remaining 49% of capacity accounts for just under than 20% of the costs.  Thus the winter system peaks should only be associated with approximately 20% of the total cost. 

Q. Please continue your step-by-step explanation.

A. Column (5), on page 2 of Schedule JAB-3, shows the incremental cost for successive months from column (4).  For example, July’s percentage difference is 57.70% since it is the minimum peak month.  August adds 2.69% in incremental cost, which is calculated as the difference between 60.39% and 57.70%.

Next, column (6) depicts the number of months over which each cost increment should be spread.  For example, the peak month only occurs once, in January, and should be assigned only in January.  The minimum peak capacity occurs in each month, and should be allocated then 12 times.  Column (7) then divides each month’s additional cost increment by the amount of times the corresponding capacity is realized.  The January peak additional cost increment from column (5) is 1.62%.  It happens only one month out of the year.  Thus 1.62% is divided by one.  A peak level equal to July’s peak occurs in every month.  Its cost increment is thus spread to each month by dividing the 57.70% by 12.

Finally column (8) shows the sum of all cost increments that occur for a particular month.  For example, January is the sum of all monthly cost increments since it is the month in which the overall system peak occurs.  July, on the other hand, exhibits only the base increment.

Q. Please continue.

A. Page 3 of JAB-3 contains two tables.  The first table, which provides the class peak day demands by month, was previously provided on page 1 of JAB-3.  The second table converts those class peaks to percentages of the sum of the peak day demands for all the classes for each month.  For example, in January, the residential class peak is 54.05% of the overall system peak.  However, in July, the residential class peak is only 20.49% of the system peak in that month.

Q. Please explain page 4 of JAB-3.

A. The top table shows the product of each class’ percent of monthly peaks and the total cost increments that were developed on page 2, column (8) of JAB-3.  This result is the monthly share allocated to each class.  For example, the residential class’ share of the January peak is 54.05%.  January’s incremental cost is 13.62%.  Multiplying these two percentages together is 7.36%.  This represents the residential class’ share of January’s incremental cost.  Thus each customer class’ share of the usage in each month is weighted by the relative system utilization for that month.  Finally, these monthly class responsibilities are summed to arrive at the appropriate allocator for transmission and distribution mains for each class.  

· Expenses allocators

Q. Within Operation and Maintenance expense, how did you allocate gas distribution expense?

A. I used the “expenses follow plant principle” for allocating most of the accounts in this category.  For example, the allocator that I applied to Mains plant (account 376) was also applied to Mains maintenance (account 887).

Q. Please explain the “expenses follow plant principle.”

A. “Expenses follow plant” basically means that for any expense related to a particular rate base component, the expense should be allocated in the same manner as the rate base account.

Q. How did you allocate customer accounts expense?

A. Expenses within customer accounts were allocated based on allocators developed to address customer accounts expense and meter reading expense.  Uncollectible expense was allocated based on the cost of service for each customer class.

Q. How were Customer Service and Sales Promotion expense allocated?

A. Customer Service accounts were allocated on the basis of unweighted customer numbers and Sales Promotion expenses was allocated based on my COS allocator.  I chose to use my COS allocator for Sales Promotion expenses since these cost are incurred for the purpose of lowering the average margin cost (by increasing sales) of providing service to customers in each of the customer classes.  The amount by which customers in each class benefit from a lower average cost will be proportional to the share of overall costs of service per customer that they are responsible for incurring.

Q. How did you allocate Administrative and General (A & G) expenses?

A. I divide these expenses into three categories.  I allocated Property Insurance expense (account 924) on the basis of net plant since this expense is linked to the amount of plant that the Company requires in order to serve each customer class.  Injuries and Damages and Employee Pensions and Benefits (accounts 925 and 926) are both payroll related expenses so they were allocated on the basis of the amount of payroll expense that I had previously allocated to each class. All remaining A & G accounts represent expenditures that support the Company’s overall operation, so I have allocated them on the basis of each class’s share of total Company COS.

Q. How did you allocate property and payroll taxes?

A. Property taxes were allocated on the basis of the amount of total plant that I had previously allocated to each class.  Payroll taxes were allocated on the basis of the amount of payroll expenses that I had previously allocated to each class.

Q. How did you allocate state and federal income taxes?

A. These taxes are allocated on the basis of rate base since a utility company’s income taxes are a function of the size of its rate base, and thus a class should contribute revenues for income taxes in accordance with the proportion of rate base that is necessary to serve it.

· Class Cost of Service results

Q. What are the results of your study?

A. The resulting class shifts indicated by my study are summarized in Table 1.

TABLE 1

	
	Residential
	General Service
	Transportation
	Interruptible

	Class Shifts
	 $      (281,033)
	 $      519,088
	 $      (186,395)
	 $      (51,660)

	% Change
	-1.12%
	5.63%
	-3.03%
	-7.99%


This table shows that on a revenue neutral basis, the residential class would receive a decrease of 1.12%, and the transportation class would receive a 3.03% decrease.  Schedule JAB-4 summarizes Public Counsel’s overall cost of service study.

RATE DESIGN 

Q. Should the Commission simply adopt a rate design method based solely on a class cost of service study?

A. No.  A class cost of service study should be used as a guide in setting the ultimate rates.  Other relevant factors that should be considered include the value of service, affordability, rate impact, and rate continuity.

Q. What is OPC’s recommendation regarding revenue neutral shifts?

A. OPC recommends that there should be a one-half movement towards cost of service based on a revenue neutral shift.  This recommendation is illustrated in Table 2.

TABLE 2


	
	Residential
	General Service
	Transportation
	Interruptible

	Class Shifts
	        $(140,516)
	              $259,544 
	              $(93,198)
	              $(25,830)

	% Change
	-0.56%
	2.81%
	-1.51%
	-3.99%


Q. Why does OPC recommend movement to only one-half of the revenue neutral shift indicated by your study?

A. OPC believes that in this case, considering the potential for rate shock due to the magnitude of the proposed increases, it is important to balance a movement toward cost of service with rate impact and affordability considerations.  OPC recommends that shifts toward cost of service should be tempered by moving one-half way towards the class cost responsibility percentages indicated by my study.  Further, OPC recommends that no class should receive a decrease if other classes are receiving an increase.  

Q. How should your rate design methodology be applied in this case?

A. Table 3 illustrates application of my rate design proposal.  

TABLE 3

	
	Total Company
	Residential
	General Service
	Transportation
	Interruptible

	Dollar Increase
	 $ 11,500,000 
	 $ 6,843,470 
	 $   2,909,641 
	 $ 1,599,503 
	 $ 147,386 

	% Increase over current revenues
	26.89%
	26.21%
	30.32%
	25.04%
	22.00%


Based on an approximate $11.5 million increase in revenues, this method would result in an increase of $6,843,470.  To see the development of this recommendation please refer to page 2 of Schedule JAB-4.

Q. What is your recommendation regarding an appropriate customer charge?

A. For residential customers, I recommend a customer charge of $10.00, which represents a meaningful movement towards the customer cost indicated by my study.  For general service customers, I recommend a customer charge of $24.00.  

Q. What is your recommendation for the design of the volumetric charges?

A. I recommend that the company collect the additional revenue it will not collect via the customer charge through an equal percent increase in its volumetric block rates.

Q. Does this conclude your direct testimony?

A. Yes it does.
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