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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 INITIAL BRIEF

I.  INTRODUCTION


Southern Union Company d/b/a Missouri Gas Energy (“MGE” or “Company”) filed proposed tariffs with the Missouri Public Service Commission (“Commission”) designed to increase rates for its non-gas natural gas local distribution service by approximately $45 million on November 4, 2003, thus initiating Case No. GR-2004-0209.  On November 7, 2003 the Commission issued its Suspension Order and Notice suspending MGE’s proposed tariffs until October 2, 2004.


On July 7, 2004 a Reconciliation was filed by Staff. (Ex. 857).  This reconciliation reflected that MGE had a revenue requirement of $35,673,315.  This reconciliation showed that the Staff’s position was that MGE had a revenue requirement of $8,945,256 and that Public Counsel’s position was that MGE had a revenue requirement of $13,228,709.  


The contested case hearings for the contested issues in this matter were held beginning June 21, 2004, and ending July 2, 2004.

II.  CONTESTED ISSUES


A.
Capital Structure

Public Counsel has recommended two possible capital structures for use by this Commission for establishing MGE’s rates in this proceeding.  Public Counsel’s primary capital structure recommendation is that the Commission utilize Southern Union Company’s (“SUC”) consolidated capital structure.  The consolidated capital structure that Public Counsel recommends is as follows:




       Amount
Percent

Common Stock Equity
$1,048,146,000.00
 28.37%


Preferred Stock
  $ 223,828,509.00
   6.06%


Long-Term Debt
$2,208,550,102.00
 59.77%


Short-Term Debt
  $ 214,413,665.00
   5.80%



$3,694,938,276.00
100.00%

(Ex. 233, p. 2, l. 1-6).  If the Commission determines not to utilize SUC’s consolidated capital structure, Public Counsel, as an alternative recommendation, has proffered a hypothetical capital structure.  Public Counsel recommends the following hypothetical capital structure:


Common Equity
 35.42%


Preferred Equity
   5.71%


Long-Term Debt
 53.07%


Short-Term Debt
  5.80%



100.00%

(Ex. 235).  As will be discussed below, either of these two capital structures will produce just and reasonable rates if adopted by this Commission.  This issue represents approximately $7 million. (Ex. 857).



1.
Consolidated Capital Structure

MGE is a division of SUC and does not issue its own debt or equity. (Ex. 200, p. 2, l. 23-24).  Therefore, an analyst must determine what capital structure is appropriate for use in this rate case proceeding.  Public Counsel believes that 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 and because it is a direct result of management decisions.


Public Counsel witness Allen used the SUC consolidated capital structure. (Ex. 200, p. 2, l. 25; p. 3, l. 1-3).  The investment community recognizes the consolidated capital structure of SUC, including the Panhandle Eastern Pipeline (“PEPL”) debt:


“Unlike other gas utilities that maintain an equity level nearly equal to debt, SUG has a highly leveraged balance sheet following its recent acquisition.  As of December 31, 2004, common equity represented only 26% of total capitalization.” (A.G. Edwards, Gas Utilities Quarterly Review, April 5, 2004, p. 70)

(Ex. 203, p. 6, l. 7-10).  The consolidated capital structure exists in the marketplace and SUC is able to conduct business, finance its operations and raise capital based upon that capital structure. (Tr. p. 658, l. 1-6).  When investors look at SUC and they assess the risks embedded into that Company, they look at the consolidated capital structure. (Tr. p. 658, l. 7-9).  MGE witness Dunn admits that equity investors cannot make an investment in SUC without PEPL. (Tr. p. 184, l. 24-25; p. 195, l. 1-6).  Moreover, witness Dunn admitted that credit rating agencies consider SUC with all PEPL debt. (Tr. p. 209, l. 2-8).


This Commission must not lose sight of the fact that the Company’s capital structure is the direct result of decisions made specifically under its own volition, primarily to better the prospects for economic rewards for shareholders. (Ex. 203, p. 15, l. 17-19).  The Missouri Court of Appeals recognized the fact that corporate and capital structure decisions are the result of management decision-making in State ex rel. Associated Natural Gas Company v. Public Service Commission, 706 S.W.2d 870, 872 (Mo. App. 1985) stating “ . . . the corporate structure and ownership here has been created willingly in a business enterprise.”  SUC management’s aggressive growth strategy has produced its consolidated capital structure. (Tr. p. 543, l. 17-20).  As Public Counsel witness Tuck explained:

The reason why the Southern Union capital structure has so little equity compared to comparable companies is the result of explicit decisions on the part of management to lever up the capital structure and invest in companies like Panhandle Eastern for the benefit of – of shareholders.


That’s a way to try to increase the wealth maximization for them.  It does result in extra risks for the company, but if shareholders don’t like that, they can sell their shares.  Ratepayers, on the other hand, are captive customers.

(Tr. p. 659, l. 22-25; p. 660, l. 1-7).  Public Counsel witness Allen further discussed why use of the consolidated capital structure is appropriate:


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 that transaction go to shareholders through a higher equity price.  So essentially Southern Union is increasing the risk of ratepayers because if this 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 is this case is a consolidated capital structure.

(Ex. 217, p. 56, l. 5-25; p. 57, l. 1-14).


Moreover, use of a consolidated capital structure for a utility that operates in a divisional structure such as SUC is not unique before this Commission.
  In Re Missouri Public Service, a division of UtiliCorp United, Inc., 118 P.U.R.4th 215 (1990), the Commission adopted a consolidated capital structure noting:

The Commission finds that it is more reasonable to use the consolidated capital structure for MPS than it is to assign a hypothetical capital structure to MPS.  As noted by Staff/Public Counsel, MPS has no capital structure of its own and its stock is not traded on the stock market.  Investors cannot invest in MPS but can invest in UtiliCorp.  It is the capital structure of UtiliCorp that prospective investors will examine when contemplating an investment.  It is UtiliCorp which must attract capital for the use of its divisions and subsidiaries including MPS.

Id. at 241.  The Commission’s rationale in the Missouri Public Service case is germane to this case as well.  SUC’s consolidated capital structure is the one prospective investors will examine when contemplating an investment in SUC and it is the capital structure SUC must use to attract capital for use of its divisions and subsidiaries including MGE.


Moreover, the record evidence demonstrates that SUC has not had any difficulty raising either equity capital or placing debt into the market with its consolidated capital structure.  SUC recently sold 11 million shares of common equity. (Ex. 844, p. 133, l. 2-25, p. 134, l. 1-4).  SUC just announced a public offering of common stock. (Ex. 55).  Witness Dunn also testified SUC has been able to place debt into the market. (Ex. 844, p. 135, l. 6-8).  In fact, witness Dunn testified that he is an investor in SUC and that he is unaware of any information that indicates that the Company is having any problem issuing debt or equity. (Ex. 844, p. 135, l. 17-23).  



2.
Hypothetical Capital Structure

If the Commission decides in this proceeding that it is not appropriate to use SUC’s consolidated capital structure, Public Counsel witness Allen has calculated an appropriate hypothetical capital structure for use in this proceeding.
  In arriving at his proposed hypothetical capital structure, Public Counsel Allen used the entire proxy group sample of 15 companies used by MGE witness Dunn. (Ex. 210, p. 12, l. 22-26).  Mr. Allen calculated the average five-year common equity ratio for each of the 15 companies. (Ex. 201, p. 12, l. 26-27).  He then calculated the mean and standard deviation of the common equity ratios and added and subtracted one standard deviation from the mean to establish a “zone of reasonableness” for common equity. (Ex. 201, p. 12, l. 27-30).  As a result of this calculation, Mr. Allen arrived at a “zone of reasonableness” of 37.60% to 58.20% common equity. (Ex. 201, p. 13, l. 1).
  As Public Counsel witness Tuck explained:


And the way that Mr. Allen did that in this case is he calculated what’s called the standard deviation of the different equity ratios in this case.

And what’s kind of inherently elegant about that methodology is the range that incorporates plus or minus one standard deviation from an average is considered to, under statistical principles, capture two-thirds of the data points.


And to me, there’s nothing that’s – there’s a little bit of art and science involved in this, but it seems reasonable that a – a measure that captures two-thirds of the data points becomes sort of the zone that represents what’s reasonable for gas distribution utilities in terms of their equity ratios.

(Tr. p. 675, l. 1-16).  Witness Allen testified that because SUC’s actual capital structure has approximately 28% of the common equity it is appropriate to use the low-end of the hypothetical common equity range. (Ex. 201, p. 13, l. 15-25).  


This is because the low-end of the “zone of reasonableness” is much closer to the actual market tested capital structure that SUC utilizes.  Witness Allen’s hypothetical common equity amount of 35.42% is wholly consistent with the common equity amount recommended or used in MGE’s two previous rate cases (35.47% in GR-2001-292 and 38.39% in GR-98-140). (Ex. 200, p. 3, l. 8-10).  In MGE’s first rate case, Public Counsel, Staff and MGE agreed to use a common equity amount of 33.13%.  SUC’s consistently low common equity as compared to the natural gas industry demonstrates that the low-end of the “zone of reasonableness” is the most appropriate level to use if the Commission determines to use a hypothetical capital structure.


Public Counsel witness Allen used MGE witness Dunn’s 15 comparable companies in order to limit controversy as to what group of companies are the best “comparables” for ratemaking purposes. (Ex. 201, p. 12, l. 24).
  In his direct testimony, witness Dunn describes his group of companies as follows:

The proxy companies constitute a reasonably homogenous group of natural gas distribution companies.  The companies reflect the characteristics of reasonably sized, publicly traded, well known companies which can be used as the basis of an analysis to determine the required return on common equity for a similar non-traded natural gas distribution company such as MGE.

(Ex. 1, p. 26, l. 18-21, p. 27, l. 1-2).  Also, because witness Dunn used 15 companies as compared to Mr. Allen’s 8 comparable companies, it is more appropriate to use witness Dunn’s sample group because “you want to get as broad a picture as you can,” because you’re trying to get an indication as to what a typical LDC’s capital structure looks like. (Tr. p. 537, l. 13-20).  Since witness Dunn used 15 companies, the most of any witness in this proceeding, it is most appropriate to use witness Dunn’s comparable companies to determine the “zone of reasonableness.”  


This Commission has authorized the use of a hypothetical capital structure in the past.  In Re: St. Joseph Light and Power Company, the Commission stated:


“By adopting a hypothetical capital structure for SJLPC, the Commission is not indicating a preference for hypothetical capital structures in establishing revenue requirements for a company.  The Commission, in other cases, has utilized the actual capital structure whenever the debt equity ratio has not been shown to be outside a zone of reasonableness.  However, when as in this case, the actual capital structure is so entirely out of line with what the Commission considers to be a reasonable range, a hypothetical capital structure must be adopted to balance properly the interests of the shareholders and ratepayers.


The Commission, therefore, determines that the hypothetical capital structure as proposed by Public Counsel should be adopted in this proceeding.

(Ex. 201, p. 12, l. 3-14).  Public Counsel witness Allen’s hypothetical capital structure methodology was based on methodologies employed by the Office of the Public Counsel in the St. Joe case. (Ex. 203, p. 8, l. 4-7).


 
3.
Dunn’s Proposed Capital Structure

MGE witness Dunn proposes the use of a capital structure consisting of 47.39% long-term debt, 11.49% preferred equity, and 41.13% common equity. (Ex. 3, p. 9, l. 6-17).  Witness Dunn claims this capital structure reflects the stand alone capital structure of SUC as of April 30, 2004, after eliminating the impact of SUC’s Panhandle Eastern Pipeline subsidiary. (Ex. 1, p. 23, l. 4-7).  The Commission should reject using witness Dunn’s proposed capital structure.


Many of the assertions in witness Dunn’s testimony that support his capital structure recommendation are not reflective of the primary considerations that should be taken into account when making a proper capital structure determination in this proceeding.  The resulting methodology becomes a poor choice to utilize in this, or future, Southern Union rate proceedings because it does not reflect the most important market-based capital structure and because it produces potential outcomes that are partially an “artifact” of higher decision-making by Company management related to its consolidated capital structure. (Ex. 203, p. 9, l. 4-12).


Capital structures resulting from this method could be arbitrary and not based directly upon specific decisions designed to optimize their efficiency or effectiveness.  If embraced by this Commission or applied in future Company rate proceedings, this methodology could lead to inappropriate results given specific circumstances to SUC and some of the logic embedded in witness Dunn’s analysis. (Ex. 203, p. 9, l. 13-17).


SUC has publicly announced that it will achieve a 55% debt ratio as quickly as possible. (Ex. 2, p. 15, l. 1-11).  Given this goal, the methodology employed by witness Dunn that excludes the PEPL debt results in an inappropriate capital structure for ratemaking. (Ex. 203, p. 11, p. 19-21).  As the Company manages its consolidated capital structure to live up to its public statements regarding the objective of a 55 percent consolidated debt ratio, the equity ratio derived by using witness Dunn’s methodology could soar assuming that the majority of the new equity came from new stock issuances or retained earnings from the gas distribution businesses. (Ex. 203, p. 12, l. 3-6).  Using witness Dunn’s method, assuming SUC achieves a consolidated debt ratio of 55% of total capital by June of 2005, the common equity ratio using Dunn’s methodology would be approximately 55.2%. (Ex. 203, p. 12, l. 14).  Such an equity rich capital structure is inappropriate.  An over 55% common equity ratio is well above the industry average. (Ex. 203, p. 14, l. 5-11).  Looking forward to see the results of witness Dunn’s methodology assuming the Company meets public goals pertaining to its consolidated capital structure provides meaningful evidence of why Dunn’s methodology should not be adopted by the Commission in this proceeding. (Ex. 203, p. 14, l. 12-14).


B.
Cost Of Capital


The United States Supreme Court, in Bluefield Water Works and Improvement Company v. Public Service Commission of West Virginia, 262 U.S. 679, 67 L.Ed. 1176, 43 S.Ct. 675 (1923), and Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591, 88 L.Ed. 333, 64 S.Ct. 281 (1944), mandated that the rate of return for a utility must be: 1) comparable to the return on investments in other enterprises having a corresponding risk; and 2) sufficient to a) assure confidence in the financial integrity of the utility, b) maintain support of the utility’s credit, and c) attract capital.


1. Embedded Cost Rates
a) Preferred Stock


The embedded cost rate of preferred stock used by Public Counsel witness Allen in his weighted average cost of capital calculation is 7.758%. (Ex. 233, p. 3, l. 2-3).

b) Long-Term Debt


The embedded cost rate of long-term debt used by Public Counsel witness Allen in his weighted average cost of capital calculation is 7.397%. (Ex. 233, p. 3, l. 9-10).  Mr. Allen’s long-term debt calculation excludes the embedded cost of Panhandle Eastern Pipeline’s long-term debt. (Ex. 200, p. 3, l. 1-3).  This exclusion benefits MGE.

c) Short-Term Debt


The embedded cost of short-term debt used by Public Counsel witness Allen in his weighted average cost of capital calculation is 1.87%. (Ex. 233, p. 4. l. 1).


Inclusion of short-term debt in the capital structure in this proceeding is appropriate because SUC has consistently maintained a level of short-term debt, less construction-work-in-progress, over the last year that is greater than 2% of its capital structure. (Ex. 202, p. 5, l. 8-16).  According to the 1997 edition of The Cost of Capital, A Practitioners Guide by David Parcell:

“Among the most frequent criteria for deciding on inclusion of short-term debt [in the capital structure] are:


1.
the extent to which the utility employs short-term debt on an on-going basis.

2.
the relative level of short-term debt utilized by the utility. (p. 4-13).

(Ex. 202, p. 5, l. 19-25; p. 6, l. 1-2).  SUC has consistently had extremely high levels of short-term debt.  Therefore, it is appropriate to reflect those short-term debt levels in its capital structure.

d)
Return On Equity

In determining the proper cost of equity capital for MGE, Public Counsel witness Allen utilized the semi-annual form of the Discounted Cash Flow (“DCF”) method applied to a group of eight (8) comparable companies and the Capital Asset Pricing Model (“CAPM”). (Ex. 200, p. 2, l. 10-13).  By using these two methods he arrived at his recommended return on equity of no more than 9.34% and no less than 9.01% (Ex. 200, p. 16, l. 9-11).
i.
Discounted Cash Flow


In determining the proper cost of equity capital for MGE, Public Counsel witness Allen primarily utilized the semi-annual Discounted Cash Flow (“DCF”) model.  The cost of equity, using this method, is represented by the following equation: K = D1/Po + g (Ex. 202, p. 32, l. 10-12) where “K” is the cost of equity capital (required return), “g” is the expected sustainable growth rate, “D1/Po” is the expected dividend yield, where D1 is equal to the current dividend (Do) times one plus ½ g and Po is the current stock price.





a.
Dividend Yield


The appropriate dividend yield to use in the DCF model is the expected dividend yield calculated from the expected dividend over the coming twelve months and the current stock price. (Ex. 200, p. 14, l. 7-9).  To arrive at his expected dividend calculation, witness Allen annualized the last quarterly dividend for each proxy company, then multiplied that number by one plus one-half its low expected growth rate, one plus one-half its projected retention growth rate, and one plus one-half of its high expected growth rate. [1+ ½ Low E(g), 1+½ Projected br + sv, and 1+1/2 High E(g)]. (Ex. 200, p. 14, l. 15-19, p. 15, l. 1-2).  In developing the current stock price, witness Allen calculated the average weekly stock price of each company in his proxy sample over a six-week period ending March 26, 2004.  He used a six-week period for determining the average weekly stock price because he believes that this period of time is long enough to avoid daily fluctuations but recent enough so that the stock price captured is representative of current expectations. (Ex. 200, p. 15, l. 5-9).  The dividend yield range that witness Allen developed and used in his DCF cost of equity analysis was 4.37% to 4.40%. (Ex. 200, p. 14, l. 12-14).


MGE witness Dunn alleges the appropriate dividend component in the DCF should be the current dividend yield increased by the full-expected growth rate.  Witness Dunn alleges that Public Counsel witness Allen’s method is “arbitrary.” (Ex. 2, p. 48, l. 24-25, p. 49, l. 1-2).  However, according to witness Tuck the most appropriate method to determine dividend yield is to increase the current annualized dividend by one-half of the investor expected growth rate. (Ex. 203, p. 46, l. 14-18).  This is the method used by Public Counsel witness Allen.


The method recommended by MGE witness Dunn needlessly inflates the allowed returns.  A simple example illustrates how increasing the current annualized dividend by the full growth rate serves to overstate the necessary allowed return.  First, assume that a hypothetical utility has a beginning year book value and stock price of $20 per share.  In addition, assume the quarterly dividend has just been raised to $0.25 and the expected growth rate is 6 percent.  Under Dr. Gordon’s methodology, the cost of common equity is 11 percent [ ($0.25x4) / $20 + 6% = 11%].  Under the Company’s proposed method, the cost of equity is 11.3 percent [(($0.25x4) x 1.06 gr.) / $20 + 6% = 11.3%].  (Ex. 203, p. 47, l. 7-13).


Assume the utility is allowed a return on common equity of 11.3 percent.  The earnings per share in the first year equals the allowed (earned) equity return times the initial book value, or $2.26 ($20 x 11.3% = $2.26).  From the earnings, a dividend of $1.0 will be paid ($0.25 x 4 = $1.0), leaving $1.26 per share in retained earnings ($2.26 - $1.0 = $1.26).  The addition to retained earnings causes the book value at the end of the first year to be $21.26 ($20 + $1.26 = $21.26).  The resulting growth in book value is 6.3% ($1.26 / $20 = 6.3%).  This is greater than the initially assumed growth rate of 6 percent used to establish rates. (Ex. 203, p. 47, l. 14-20).


Continuing the example to the second period shows that the differential between the growth rate used to set rates and the actual growth rate realized based on the faulty dividend yield determination widens.  The earnings in the second period are $2.40 ($21.26 x 11.3% = $2.40).  The dividend, in year two, according to the original assumptions is $1.06 ($1.0 x 1.06 gr. = $1.06).  The retained earnings in period two are $1.34 ($2.40 - $1.06 = $1.34).  Book value is then $22.60 ($21.26 + $1.34 = $22.60) at the end of the period.  The growth in book value is 6.303 percent ($1.34 / $21.26 = 6.303%).  Again, the realized growth rate is above the growth rate used to establish rates. (Ex. 203, p. 48, l. 1-7).

In order to create equality between the realized growth rate and the investor-expected growth rate used to set the authorized return, the required retained earnings increment would be $1.20 in year one ($20 x 6% = $1.20).  Adding the dividend that will be paid in the first year ($1.0) to the required retained earnings ($1.20) yields $2.20.  This is the earnings necessary to produce the proper growth rate of 6 percent.  Additionally, dividing these earnings by the initial book value produces an equity return of 11 percent ($2.20 / $20 = 11%).  This is the equity cost of capital derived by the DCF model in which the current annualized dividend was used.  By extension, increasing the dividend by the full growth rates does nothing more than lead to a DCF cost of equity estimate that is above the level necessary for a utility to earn its actual cost of capital. (Ex. 203, p. 48, l. 8-16).

b. Growth Rate


The growth rate determination of the DCF is a contentious issue in this proceeding.  Public Counsel witness Allen determined the appropriate growth rate for use in his DCF calculation was 4.62% to 4.94%. (Ex. 200, p. 16, l. 5-6).  While all growth rates have been examined by Mr. Allen, the greatest level of emphasis in terms of forming an overall DCF cost of equity for his “comparable” companies was the projected retention growth and projected earnings per share growth (both the Thompson summary information on professional analysts’ earnings per share growth estimates and ValueLine’s earnings per share growth estimates).  Mr. Allen also placed an emphasis on projected book value per share growth rates in making his growth rate recommendations. (Ex. 203, p. 26, l. 9-18).


Public Counsel witness Tuck noted that witness Allen utilized “the best methods to determine expected growth . . .” and cast “the widest net in terms of growth rates that he looked at . . .” (Tr. P. 669, l. 21-25; p. 670, l. 1-5).  Even MGE witness Morin noted that Mr. Allen had done “a much better job” with the growth rates in the DCF model. (Tr. P. 1724, l. 15-16).  According to Public Counsel witness Tuck, examining analysts’ projected earnings per share growth in conjunction with a thorough projected retention (or sustainable) growth rate analysis is much more insightful, thorough, and professional than failing, as MGE witness Dunn did, to examine both growth rates in tandem. (Ex. 203, p. 32, l. 9-12).


Public Counsel witness Allen’s use of a 4.62% to 4.94% growth rate is consistent with the average earnings per share growth projected by professional analysts and reported by Thompson Financials. (Ex. 203, p. 27, l. 8-12).  The Thompson projected earnings per share for witness Allen’s “proxy” group is 4.38%. (Ex. 203, p. 27, l. 6-7).  The projected earnings per share growth rate average for the group, determined by taking an average of ValueLine and Thompson, is 4.97%. (Ex. 203, p. 27, l. 7-8).  The fact that Mr. Allen’s recommended growth rate is consistent with projected earnings per share growth estimated by professional analysts is important because both MGE witnesses Dunn and Morin seem to indicate that projected earnings growth is the primary determinant of investors’ growth expectations. (Ex. 203, p. 27. l. 13-19; p. 28, l. 1-8).


MGE witness Dunn alleges that the retention growth rate (sustainable growth rate) is inappropriate for use in this proceeding. (Ex. 2, p. 49, l. 3-5).  The retention growth rate is a widely accepted method to determine the growth rate component of the DCF model that has wide support by experts in the field.


The retention growth rate was utilized by Dr. Myron Gordon in his seminal work the Cost of Capital to a Public Utility (Michigan State Press 1974).   The retention growth rate was mandated for use by the Federal Energy Regulatory Commission.  The retention growth rate has received endorsement in several finance texts: Investment Analysis and Portfolio Management, Reilly, 1985 p. 289; Investment Analysis and Portfolio Management, Cohen, Zinberg, and Zeikel, 1982, p. 397; Investments, Sharpe, 1985, p. 427; Public Utility Economics and Finance, Howe and Rasmussen, 1982, p. 134; Principles of Corporate Finance, Bresley and Myers, 1984, p. 50.  Witness Morin acknowledged in his deposition that the retention growth (sustainable growth) method was an appropriate way to determine the growth component for the DCF model. (Ex. 3, Sch. JCD-3, p. 68, l. 20-25; p. 69, l. .1-14).  As noted by Public Counsel witness Tuck, there is support in the financial literature for the use of the retention growth rate method. (Ex. 203, p. 33-35).  According to the text Analysis of Equity, Investments: Valuation by Stowe, Robinson, Pinto and McLeary, 2002
 at page 60 “[t]he Gordon growth model is one of the most widely recognized equations in the field of security analysis.” (Ex. 203, p. 33, l. 11-12).  Simply put, use of the retention growth rate by witness Allen was appropriate.


MGE witness Dunn incorrectly asserts that the retention growth rate that Public Counsel witness Allen utilized is circular and therefore inappropriate for use in the DCF analysis. (Ex. 2, p. 49, l. 3-6).  However, a simple example demonstrates that the alleged “circularity” argument does not diminish the usefulness of the retention growth rate method.


For example, professional analysts may project earnings per share growth for gas distribution utility of (let’s say) 6 percent based in part upon the most recent authorized (and earned) rate of return of (let’s say) 12 percent.  Further assume that the current stock price for this utility is $25 per share, the expected dividend is $1 and the resulting dividend yield is 4 percent ($1/$25). (Ex. 203, p. 35, l. 17-20).

If this particular gas distribution utility is currently engaged in a regulatory rate proceeding where the cost of equity is being measured by cost of capital witnesses, a conclusion could be drawn that the current investor required return is 10 percent as measured by the DCF approach (4% dividend yield plus 6% expected growth rate).  If the 10 percent DCF cost of equity becomes the new authorized (and earned) rate of return for the utility, the professional analysts who originally estimated 6 percent earnings per share growth may revise their estimates based upon this new information.  Based upon the new expectation of an authorized and earned return on equity of 10 percent, the analysts could lower their growth rate expectations to, let’s say, 5 percent. (Ex. 203, p. 36, l. 1-8).


In this instance, the incorporation of analysts’ projected earnings growth rates in the DCF model used to set the authorized rate of return resulted in a change in the authorized rate of return that subsequently led to the revision of the analysts’ projected earnings per share growth estimates.  Additionally, the analysts’ reliance on the then current 12 percent authorized and earned return for the company resulted (in part) in the 6 percent earnings per share growth estimate that was then incorporated into the analysis by the regulatory body that led to the new authorized return of 10 percent.  This does not, however, imply that it is inappropriate to utilize analysts’ projected earnings per share growth estimates because it is circular to do so.  It also does not imply that the whole regulatory process of setting an allowed rate of return is flawed. (Ex. 203, p. 36, l. 1-17).


One of the primary reasons the process does work is because the DCF model, when applied appropriately, results in a market derived cost of equity determination.  In the example, if all else remains the same (including investors’ risk expectations and required rate of return), when investors’ growth rate expectations were lowered from 6 percent to 5 percent that new information became embedded rapidly in stock prices.  Again, assuming investors’ risk perceptions and required return did not adjust over the period, the likely result is that the stock price decreased, let’s say to something like $20 per share, and the corresponding dividend yield rose to 5 percent ($1/$20).  The cost of equity as measured by a market-derived DCF would remain the same at 10 percent (5% dividend yield + 5% expected growth rate). (Ex. 203, p 36, l. 17-25; p. 37, l. 1-4).


The same mechanism holds true when the retention growth rate method is used and applied appropriately.  The stock price (the key element of the DCF analysis) becomes the mechanism that allows for an appropriate determination of the cost of equity.  This holds true regardless of the growth rate method utilized as long as that method reflects investors’ expectations.  Therefore, the argument of circularity does not undermine the retention growth rate method, or the use of analysts’ projected earnings per share growth.  (Ex. 203, p. 37, l. 5-10).


Even MGE witness Morin in his book Regulatory Finance at page 161 notes “[t]he circularity problem is somewhat dampened by the self-correcting nature of the DCF model.” (Tr. p. 182, l. 1-10).  Moreover, witness Allen’s growth rates are wholly consistent with the analysts’ earnings per share growth estimates thus lending further credibility to his recommendation.





c.
Dunn’s Other Unfounded Criticisms


Witness Dunn asserts that Public Counsel witness Allen made “unexplained adjustments” to the growth rates of four of the eight companies in his comparative group.  (Ex. 2, p. 52, l. 10-15).  What witness Dunn does not say is that all of the growth rate adjustments Public Counsel witness Allen made were upward adjustments and therefore beneficial to the Company. (Ex. 202, p. 25, l. 10-19).


Witness Allen made upward growth rate adjustments to Northwest Natural Gas; Cascade Natural Gas; WGL Holdings and Peoples Energy Corporation.  The calculated projected “br + sv” sustainable growth rate for Northwest Natural Gas was 4.46%. However, the average analyst projected earnings per share growth rate was 4.50%. Mr. Allen used his professional judgment to select 4.50% as the high end of his expected sustainable growth rate range for Northwest Natural Gas. (Ex. 202, p. 26, l. 7-10).  The calculated projected “br + sv” sustainable growth rate for Cascade Natural Gas Corporation was 4.23%. However, the average analyst projected growth rate in earnings per share and the Value Line projected growth rate in book value per share was 6.50% and 4.50%, respectively. Mr. Allen used his professional judgment to select 5.00% as the high end of his expected sustainable growth rate range for Cascade Natural Gas Corporation. (Ex. 202, p. 27, l. 10-15).  The calculated projected “br + sv” sustainable growth rate for WGL Holdings, Incorporated was 3.58%.  However, the average analyst projected growth rate in earnings per share and ValueLine projected growth rate in book value per share was 3.75% and 4.50%, respectively. Mr. Allen used his professional judgment to select 4.00% as the high end of his expected sustainable growth rate range for WGL Holdings, Incorporated. (Ex. 202, p. 27, l. 1-7).  The calculated projected “br + sv” sustainable growth rate for Peoples Energy Corporation was 3.15%.   However, the average analyst projected earnings per share growth rate was 4.50%.  Mr. Allen used his professional judgment and selected 4.50% as the high end of his expected sustainable growth rate range for Peoples Energy Corporation. (Ex. 202, p. 27, l. 11-15).

Witness Dunn’s claim that Public Counsel witness Allen offered “unexplained adjustments” simply is incorrect.  In fact, each adjustment witness Allen made was an upward adjustment and beneficial to MGE.

Finally, witness Dunn alleges that Mr. Allen’s use of the C.A. Turner Utility Reports is inappropriate. (Ex. 2, p. 52, l.17-26).  Witness Dunn is simply wrong that using C.A. Turner Utility Reports is inappropriate.  C.A. Turner Reports provide analysts with a wide variety of useful, relevant and reliable information. (Ex. 202, p. 28, l. 12-14).  In fact, MGE witness Morin used C.A. Turner Utility Reports in his rebuttal testimony. (Ex. 5, p. 10, l. 12-14).  Witness Morin also testified that he thought C.A. Turner reports were an appropriate source for information for use in this proceeding. (Ex. 3, Schedule JCD-3, p. 81).

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

This Commission should adopt the DCF analysis of Public Counsel witness Allen.  According to Public Counsel witness Tuck, Mr. Allen’s DCF methodology and conclusions, are thorough, well thought out, and based upon appropriate financial concepts and practices.  (Ex. 203, p. 24, l. 2-5).  Witness Tuck also testified that in his professional opinion Mr. Allen examined and incorporated data reasonably relied upon by investors in performing a DCF analysis.  (Ex. 203, p. 24, l. 6-8).  

After reviewing both Mr. Allen’s direct testimony and witness Dunn’s rebuttal testimony,
 Mr. Tuck found that:

witness Dunn apparently prefers to attempt to influence the views of this Commission through the use of ‘sound bites’ and inaccurate statements designed to ‘stereotype’ the testimony of Office of the Public Counsel witness Allen as opposed to providing an objective or accurate assessment of the analyses and conclusions developed by the Public Counsel’s cost of capital witness.  Dunn’s efforts to portray the DCF analyses of Office of the Public Counsel witness Allen and Staff witness Murray as both similar and “arbitrary, contrived and mechanistic” is nothing more than a blatant and hollow attempt to link the testimonies of the two witnesses together for the contrived purpose of inaccurately assigning the suggested shortcomings of Mr. Murray’s testimony to Mr. Allen’s, when in reality the two filings are substantially different in many key aspects.  In this way, witness Dunn escapes the task of making a meaningful comparison of his own flawed analysis to the conclusions and recommendations put forth by Mr. Allen.

(Ex. 203, p. 21, l. 16-21; p. 22, l. 1-4).  Mr. Tuck concludes that witness Dunn has failed in his attempt to paint Mr. Allen’s testimony as “arbitrary, contrived and mechanistic:

While the Rebuttal testimony of Dunn is full of rhetoric intended to mischaracterize the testimony of Mr. Allen, he does not (and cannot for that matter) meaningfully demonstrate his assertions because his statements simply do not apply to witness Allen’s analysis, conclusions and recommendations.

(Ex. 203, p. 23, l. 15-18).





ii.
Capital Asset Pricing Model


Public Counsel witness Allen also used the Capital Asset Pricing Model (“CAPM”) to arrive at his recommended return on equity.  The CAPM is described by the following equation:  K = Rf + ((Rm - Rf), where, K = the cost of common equity for the security being analyzed, Rf = the risk free rate, ( = beta = the company or industry-specific beta risk measure, Rm = market return, and (Rm - Rf) = market risk premium.


The formula states that the cost of common equity is equal to the risk free rate of interest plus beta multiplied by the difference between the return on the market and the risk free rate (the market risk premium). (Ex. 200, p. 16, l. 22-28; p. 17, l. 1-4).


Using the CAPM formula, the cost of common equity is equal to the risk free rate plus some proportion of the market risk premium - that proportion being equal to beta.  The market overall has a beta of 1.0.  Firms with a beta less than 1.0 are assumed to be less risky than the market; firms with beta greater than 1.0 are assumed to be more risky than the market.  The appropriate beta to use in the CAPM formula is the beta that represents the risk of the industry (or project) being analyzed.  Therefore, Mr. Allen utilized the betas of his comparable companies when calculating a cost of equity capital for MGE.  Beta for his group of comparable companies ranged from 0.55 to 1.00, with an average of 0.78.  (Ex. 200, p. 17, l. 5-12).


Mr. Allen performed a CAPM analysis using three variations of the risk-free rate, the three-month U.S. Treasury-Bill, the ten-year U.S. Treasury Note, and the thirty-year U.S. Treasury Note.
 However, due to his belief that the yield on the 3-month U.S. Treasury Bill should be the primary surrogate for the risk-free rate, Mr. Allen used the average 2004 yield on the 3-month T-Bill of 0.917%. (Ex. 200, p. 18, l. 18-22).  The average CAPM cost of common equity for Mr. Allen’s comparable group using the three-month U.S. Treasury Bill was 9.17%. (Ex. 200, p. 19, l. 1-2).  The average CAPM cost of common equity of 9.17% is merely one half a basis point from the middle of witness Allen’s recommended cost of common equity range of 9.01% to 9.34%. (Ex. 200, p. 19, l. 5-8).


MGE witness Dunn in his prefiled Rebuttal and Surrebuttal testimony failed to offer any criticisms of Public Counsel witness Allen’s CAPM analysis.  However, Public Counsel witness Tuck indicated that he would have calculated the CAPM using a different method than Public Counsel witness Allen.
  In calculating the CAPM, Mr. Tuck testified that he would use the 10-year treasury rate and a projected risk premium. (Tr. p. 704, l. 24-25; p. 705, l. –15).  At the request of Chair Gaw, Mr. Tuck calculated the CAPM results using Mr. Allen’s proxy group, Mr. Murray’s proxy group and SUC specific.  The 10-year treasury rate was 4.7 (Tr. p. 705, l. 17) and he used a projected risk premium of 5.25%. (Tr. p. 705, l. 18).  This projected risk premium was based on a study done by Professor Ivo Welch at Yale.  Professor Welch asked 500 leading academics and college professors in 2001 what they thought the risk premium would be on a going forward basis. (Tr. p. 699, l. 1-6).  The results were between 5 and 5.5 percent. (Tr. p. 699, l. 7).  At the request of Chair Gaw, Mr. Tuck calculated the CAPM results using his preferred method for the proxy group of Mr. Allen with a beta of .74, the result was a cost of equity estimate of 8.59% (Ex. 219), the proxy group of Mr. Murray with a beta of .68, the result was a cost of equity estimate of 8.27% (Ex. 219), and a SUC specific with a beta of .9 the result was a cost of equity estimate of 9.43%. (Ex. 219).  All of these lend a lot of confirmation to the fact that the DCF analysis are coming in in the low nines area. (Tr. p. 701, l. 6-10).


MGE attempted to criticize the Ivo Welch study that Mr. Tuck relied upon for his projected risk premium.  However, as witness Tuck testified, the study was of a broad scope and sought the opinions of 500 leading economists and professors seeking their expectation for what the risk premium was from 2001 going forward. (Tr. p. 744, l. 3-14).
  Simply put, in Mr. Tuck’s professional opinion, the projected risk premium contained in Professor Welch’s study is appropriate for use in the CAPM.


Both Mr. Allen’s CAPM analysis and Mr. Tuck’s CAPM analysis lend further support for Mr. Allen’s recommendation that the appropriate return on equity is between 9.01% and 9.34%.  Despite the fact that Mr. Tuck would not have used Mr. Allen’s CAPM method, his preferred method results in a return on equity that is lower than Mr. Allen’s, thus further supporting Mr. Allen’s recommendation.

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 witness Dunn alleges that there should be an adjustment made to Public Counsel witness Allen’s proposed return on equity to reflect SUC’s low equity ratio. (Ex. 2, p. 37, l. 14-24).  Witness Dunn notes “. . . that as the equity ratio decreases, all other things equal, the amount of financial risk increases and, therefore, the requirement for return on equity also increases.” (Ex. 2, p. 37, l. 21-24).  No witness disputes this general proposition.  However, the key phrase in witness Dunn’s testimony is “all other things equal.”


In this proceeding, the Company’s low equity ratio is a direct result of decisions made by SUC of its own volition, presumably to better the prospects for economic rewards for shareholders. (Ex. 203, p. 15, l. 17-19).  As Public Counsel witness Tuck testified in response to a question from Chair Gaw “. . . the way in which this company got to that 25% or 26% equity ratio . . . wasn’t through issuing debt to fund necessary additions to . . . investments in the State of Missouri . . .” but “. . . to swallow another very large company and to assume that additional $1.2 billion in debt. . .” (Tr. P. 680, p. 11-18).  It is important for this Commission to distinguish between unavoidable risks and risks explicitly accepted by Company management that are designed to produce gains for shareholders.  Perhaps Ms. Dodds described the situation best in her April 1, 2004 memo:


“Essentially, the concern is one we discussed in great detail during our meetings: Why should the Commission increase the recommended rate of return to reflect the greater risk associated with higher debt, when the company created that “problem”?  As Mike puts it, why should MGE benefit from its failure to optimize its own capital structure?”

(Ex. 203, Schedule JT-2, Ex. 30).  The short answer to the questions posed in this memo is that MGE should not get an increase in its return on equity because the Company did indeed created this problem by its own volition.


As explained by Public Counsel witness Tuck, it is reasonable to believe there should be some mechanism in the scope of regulatory decision-making to allocate or share risk between ratepayers and shareholders for those risks that are unavoidable or an inherent part of a utilities basic operation.  The suggestion that the cost of risk, or risk itself, should be transferred through the regulatory process from shareholders to ratepayers in those instances where the risks are avoidable and a direct result of specific management decisions to benefit shareholder is misguided.  Any increase in risk or an increase in the cost associated with risk that directly stems from decisions by management to increase the company overall risk profile for the explicit purpose of increasing the opportunity for (or magnitude of) financial rewards for shareholders or, in many circumstances for management itself, should not be passed on to ratepayers (or shared on a larger scale by ratepayers) through the regulatory process. (Ex. 203, p. 16, l. 13-21; p. 17, l. 1-2). 


The regulatory process should ensure fair treatment for ratepayers when considering the ramifications of certain elective management decisions such as purchasing a new asset.  It is the responsibility and obligation of the regulatory process to ensure fair treatment for ratepayers when it comes to certain types of elective decisions by management that results in increased burdens on ratepayers with no clear offsetting advantages.  This principle of regulation does not imply that the regulatory process should discourage decisions by company management that knowingly increase overall company risk in pursuit of compensating financial rewards for shareholders, but it does reinforce the practical need for the regulatory decision making process to be particularly diligent in terms of not specifically assigning risks or the cost of risk to ratepayers in an arbitrary manner.  Some investors in a utility’s common stock may not prefer to bear an increase in the risk of their investment due to aggressive growth strategies or the assumption of financial leverage well beyond industry norms.  Those investors, however, can sell their shares or vote their proxies in a way that does not support management decision-making.  Ratepayers, on the other hand, are primarily reliant on the regulatory process to ensure their interests have a voice. (Ex. 203, p. 17, l. 6-17).  


Ratepayers bear the risk or cost of risk associated with the acquisition of PEPL in a number of ways.  For example, purchasers of a company’s debt securities examine, among other things, the total level of debt outstanding when they determine what yield on their investment will be required to make an investment.  If SUC issues debt at some point in the future, the cost of that debt will likely be higher due to the Company’s consolidated leverage position.  This could eventually be incorporate into rates.  If the rating agencies downgrade the debt of SUC because it fails to improve its leverage ratios, the cost of borrowing will also arise. (Ex. 203, p. 17, l. 20-21; p. 18, l. 1-5).


Likewise, if the Company issues additional equity later this year, the required return of those investors will be higher, all else the same, due to the higher level of consolidated leverage.  If the Commission were to accept the recommendation of witness Dunn and add a flotation cost adjustment to the cost of equity determination because of the possible upcoming equity issuance, that would also add the cost borne by ratepayers since SUC might not have had need for an equity issuance if not for the acquisition of PEPL. (Ex. 203, p. 18, l. 6-11).  If this Commission increases a market-derived cost of equity estimate in its determination of the rate of return in order to compensate for a more leveraged (and higher risk) capital structure, that also unnecessarily increases the cost of risk to ratepayers, given that ratepayers already must bear a portion of the risk related to the Company’s higher levels of debt. (Ex. 203, p. 18, l. 12-15).


Indeed, ratepayers can bear the specific burden of the increased risk or cost of risk associated with the higher debt levels as a result of the PEPL acquisition.  If substantial financial hardship occurs within the operations of PEPL, the non-recourse nature of the debt does not protect shareholders (so equity capital costs rise as the probability of severe financial hardship rises) and the non-recourse nature of the debt is not enough to insulate ratepayers from poor management decisions. (Ex. 203, p. 19, l. 8-11).  Debt holders of PEPL, by contractual agreement, have no recourse against the assets of SUC outside of PEPL.  But they do have a superior claim on the assets of PEPL that SUC paid over $600 million in working capital to obtain.  If severe financial hardship occurred at PEPL and if the Company failed to meet its debt service, the debt holders could exercise their superior claim on the assets of PEPL or the Company could be forced to sell assets to meet debt service.  In any event, the very nature of unforeseen risks implies that SUC could loose a portion (or all) of its investment in PEPL if events turn out poorly.  Under that circumstance, through extreme, the loss of millions (up to $600+ million) in working capital that could have, alternatively, been used to finance (in part, or whole) the natural gas distribution business of SUC (or finance a reduction of debt level) is most certainly a risk (and an increased cost of risk) to ratepayers.  To argue shareholders are the only ones that bear the risk or increased cost of risk associated with higher leverage is misguided. (Ex. 203, p. 19, l. 12-20; p. 20, l. 1-2).


Simply put, MGE should not get an increase to its return on equity due to its low equity ratio, because that is a problem the Company created and “all else is not equal” in this proceeding.  In fact, in MGE’s last litigated rate case GR-98-140 this Commission rejected MGE’s request that its ROE be increased because its “capital structure was riskier than all other companies.” 7 Mo.P.S.C.3d 394, 404.  MGE seems to be suggesting that the only relevant interest to be protected by this Commission is that of the investor.  However, the United Stated Supreme Court in Permain Basin Area Rate Cases, 390 U.S. 747 (1968) noted that, while the investor interest set forth in Hope remain “pertinent” they “scarcely exhaust the relevant considerations.” Id at 791. Any increased risks 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.  In these circumstances an increase in the 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.

MGE witnesses Dunn, Morin and Quain assert that this Commission, in setting the appropriate return on common equity should look to ROE decisions from other jurisdictions.  In fact, witness Dunn goes so far to assert, “. . . that the recommendations of both Public Counsel and Staff in this proceeding are out of step with decisions of other regulatory authorities, and should be rejected by the Commission on this basis alone.” (Ex. 2, p. 5, l. 23-27).  To suggest that cost of capital testimony should be rejected by the Commission on the single basis that it differs from the determinations of other regulatory bodies is unfounded and serves only to cast a cloud of doubt regarding the willingness of witness Dunn to address the primary issue of making a reasonable determination of investor required rates of return. (Ex. 203, p. 39, l. 20-21; p. 40, l. 1-2).

It is reasonable for regulators to believe that, while authorized ROE’s from other states are appropriate for examination, they should be given little (if any) merit for use in the process of establishing the cost of equity capital.  A properly performed and supported DCF analysis, used in conjunction with other reasonably applied methods, that accurately captures investors’ current return requirements is the most appropriate basis for the establishment of a return on equity determination. (Ex. 203, p. 40, l. 3-8).  

Authorized ROE’s may be very different from the current return requirements of investors for numerous reasons and are, therefore, of little value in accurately determining the return requirements of investors.  The fact that a cost of equity estimation (such as that performed by Mr. Allen or Mr. Murray) is above or below the authorized ROE for a specific company does not, by itself, provide useful information about whether or not that estimation is in line with investor return requirements.  The circumstances surrounding the determination of the allowed returns in other states are not known and, from a practical standpoint, are not knowable. (Ex. 203, p. 40, l. 10-16).  

Examining earned (and authorized ROE’s) in conjunction with an examination of the ratio between market price and book value does provide meaningful insight into investor return requirements.  The reality that most gas distribution utilities, including those in Mr. Allen’s and Mr. Murray’s analysis, have market-to-book ratios meaningfully above 1.0x is an indication that earned returns on equity (and by extension, authorized ROE’s) are generally above current equity investor required returns. (Ex. 203, p. 41, l. 1-3).  

Current market-to-book ratios for gas distribution utilities generally, and for Mr. Murray’s and Mr. Allen’s proxy groups, indicate that capital costs are below the level of earned or expected returns.  For example, Value Line estimates the current return on equity for the gas distribution companies it follows to be 10.0% and the expected return on equity to be between 10.0% and 10.5% for the group as a whole.  The fact that market-to-book ratios for the group are substantially greater than 1.0x is a good indication that current equity capital costs are generally less than 10.5% for the group. (Ex. 203, p. 42, l. 3-7).  .  

In his seminal book, The Cost of Equity to a Public Utility, (1974), Dr. Gordon explains the relationship between market price, book value, allowed (or, expected) return on equity, and the cost of capital for a public utility.  According to Dr. Gordon, when the market-to-book ratio is greater than (equal to, less than) one, the ratio of the allowed (or, expected) rate of return to the cost of capital is greater than (equal to, less than) one.  In other words, if market prices are greater than book value, the market price-to-book ratio exceeds one and the expected book equity returns (and likely the authorized ROE’s) exceed the actual cost of equity capital. (Ex. 203, p. 42, l. 12-18).

Looking at the market-to-book ratios in combination with the earned and expected returns for the companies used in Mr. Allen’s and Mr. Murray’s proxy group would suggest these companies are expected to earn a return above their current cost of capital. (Ex. 203, p. 43, l. 4-6).  Moreover, MGE has wholly failed to establish that the ROE decisions from other jurisdictions relate to companies that are similarly situated companies to MGE.  That companies must be similarly situated is part of the standard in Hope and Bluefield. (Tr. p. 990, l. 20-24).  In fact, MGE witness Quain despite touting the Regulatory Research Associate (RRA) finding on ROE, admitted he did not conduct any analysis of what constitutes similarly situated companies. (Tr. p. 994, l. 15-21; Ex. 220).  He did not even identify similarly situated companies. (Tr. p. 995, l. 14-15; p. 996, l. 1-8; Ex. 221).  In fact witness Quain admitted he is not an expert in determining the cost of equity capital for a public utility. (Tr. p. 1000, l. 13-20).

Nor has witnesses Dunn or Morin in anyway demonstrated that the returns contained in the RRA information are for similarly situated companies.  MGE has failed to demonstrate that the circumstances surrounding the determination of allowed returns in other states are or were similar to the circumstances in this proceeding.

Finally, MGE’s argument ignores the express teachings of Bluefield.  The Court 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 conditions generally.” Bluefield at 694.  As Public Counsel witness Tuck explained in response to Chair Gaw:

I think one of the keys is to look at some of the language that’s included in the Bluefield case.


And part of that language says that the public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the time and at such general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties, but it has no constitutional right to profits that are realized or anticipated by highly profitable enterprises.


But there’s another component of the Hope case, too, that says a rate of return may be reasonable at one time and become too high or too low by changes affecting opportunities for investments, the money market and business conditions generally,


I think you have to tie those two things together.   And the way to do that is to not base your decision on what other commissions have authorized in the way of returns in the past under different – vastly different sets of circumstances, but instead to look at that last component and recognize that rates of return changes over time with opportunities affecting investments and business conditions generally.

And the way to do that, I think, is to use a market-derived cost of equity estimation technique, like the discounted cash flow method.


And I think even Dr. Morin in his deposition had made the statement that I think every commission should have a mind of its own.  We have a potential circularity problem if we focus strictly on what other commissions are doing.  The authorized ROE is but one piece of a giant puzzle here.  If we were just to look at what other commissioners were doing we’d be looking at sort of multiple mirror images of one another and nothing would ever change.


So I think you have to go a little bit beyond that and look at capital market data as well as authorized rates of return.


I think it certainly is reasonable for this Commission to look at authorized rates of return from other states, but as Dr. Morin points out, if that’s all everyone ever did, nothing would ever change.  It would not reflect what current capital costs are and it wouldn’t reflect the circumstances that are specific to this case. (Emphasis added)

(Tr. p. 690, l. 20-25; p. 691; p. 692, l. 1-19).
  It is simply inappropriate to give too much weight to the ROE determinations of other jurisdictions.



4.
Dunn’s Flawed Return on Equity Analysis 


MGE witness Dunn recommended that MGE receive a return on equity of 12.00%. (Ex. 1, p. 60, l. 19-20).  In arriving at this recommendation witness Dunn used a proxy group of 15 natural gas utility companies he claimed were comparable to MGE. (Ex. 1, p. 26, l. 17-19).   Dunn’s recommended return on equity was based solely on the discounted cash flow method. (Ex. 1, p. 31, l. 7-10).  According to witness Dunn, his estimate for the “bare bones” cost of common equity was 10.9%. (Ex. 1, p. 50, l. 9-11).  In arriving at his 12.00% recommendation, witness Dunn made at least three inappropriate upward adjustments: flotation costs, a general risk adjustment; and an MGE specific risk adjustment.  Witness Dunn’s DCF recommendation should be rejected by this Commission.




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


MGE witness Dunn is the only witness in this proceeding who has placed sole reliance on the DCF method in arriving at his recommended return on equity. (Ex. 203, p. 38, l. 3-10; Ex. 3, Schedule JCD-3, p. 72, l. 7-10).
  Witness Dunn’s failure to even check the reasonableness of his DCF result by conducting either a CAPM, risk premium analysis or market to book analysis subjects itself to serious measurement error and places into question the reliability of witness Dunn’s recommendation.  The unreliable nature of witness Dunn’s 12.00% ROE is apparent in the fact that his requested 12.00% ROE is well above the recommendations of both Staff witness Murray and Public Counsel witness Allen.


According to MGE’s own witness Morin, Dunn’s sole reliance on the DCF method is an approach at odds with recognized standards for cost of capital analysis. (Ex. 5, p. 9, l. 9-11).  MGE witness Morin testified that sole reliance on the DCF method, in his opinion, does not meet the Bluefield requirement that allowed returns be sufficient to assure a utility’s financial soundness because sole reliance on the DCF is highly subject to measurement error. (Ex. 3, Schedule JCD-3, p. 103, l. 23-25; p. 104, l. 1-6).  MGE witness Morin testified that sole reliance on the DCF method, in his opinion, does not meet the Hope principle that the return on equity should be commensurate with returns on investments in other enterprises having corresponding risks. (Ex. 3, Schedule JCD-3, p. 100, l. 22-25; p. 101, l. 1-15).


MGE’s own witness Morin testified that sole reliance on the DCF “stands in sharp contrast with the cost of capital estimation practices of investment analysts, finance experts, corporate analysts, and finance professionals” and that an exclusive reliance on the DCF method is “an approach at odds with recognized standards for cost of capital analysis.” (Ex. 5, p. 4, l. 14-16; p. 9, l. 10-11).  Witness Morin went on to state “that the DCF model should be complemented, at a minimum, by alternative methodologies to estimate the required return on common equity” and that “there is a clear need to go beyond the DCF results and take into account the results produced by alternate methodologies in arriving at a ROE recommendation.” (Ex. 5, p. 39, l. 21-23; p. 40, l. 20-22).  MGE witness Dunn, unlike Public Counsel witness Allen and Staff witness Murray,
 failed to heed MGE witness Morin’s advice and relied solely on his flawed DCF analysis to arrive at his return on equity recommendation.  Such sole reliance on the DCF without even a reasonableness check via the CAPM or risk premium analysis is wholly inappropriate and therefore witness Dunn’s recommendation of a 12.00% return on equity should be disregarded.


To blunt witness Morin’s criticism that witness Dunn’s sole reliance on the DCF was inappropriate, MGE witness Morin asserts that Dunn was “backed into a corner” of following Commission precedent to rely on the DCF. (Ex. 3, Schedule JCD-3, p. 101, l. 20-23).
  However, nothing but witness Dunn’s own decisions prevented him from using other methods.  In fact, witness Morin testified he was unaware of any barriers that prevented witness Dunn from utilizing other ROE estimation methods. (Ex. 3, Schedule JCD-3, p. 102, l. 5-8).  Simply put, this Commission has not and does not prevent the presentation of any and all methods for the calculation of return on equity.  In fact, Public Counsel witness Allen, while placing more reliance on his DCF method, also relied on his CAPM analysis in arriving at his ROE recommendation.




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


Witness Dunn uses a growth rate range of 6.0% to 7.0% to calculate the return on equity requirement for his proxy group. (Ex. 1, p. 50, l. 17).  Witness Dunn in his direct testimony states “. . . growth in dividends and particularly regular increases in dividends will be replaced by overall growth in earnings as a significant component of the DCF calculation.  This means that the best measure of future growth is not the pure growth in dividends, but rather the growth in the company overall, particularly earnings.” (Ex. 1, p. 34, l. 18-23).  Witness Dunn calculated the Thompson Financial average expected growth rate in earnings for this proxy group to be 4.9%. (Ex., 1, p. 43, l. 9-32).


As explained by Public Counsel witness Tuck, what Thompson Financial does is look out across all of the Wall Street firms and they find analysts who are covering a specific stock and analysts who are making five-year earnings projections. (Tr. p. 684, l. 24-25; p. 685, l. 1-3).  For witness Dunn’s proxy group, there would be anywhere from two to seven professional Wall Street analysts making earnings projections. (Tr. p. 685, l. 4-11).


Despite asserting that the growth rate in earnings is the appropriate way to measure growth inexplicably witness Dunn discards 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 “mechanically” picks a high growth rate 6% to 7%.  This growth rate which Dunn offers as a proxy for investors’ expectations is 110 to 210 basis points higher than the average Thompson Financial expected growth rate illustrated on page 43 of his direct testimony. (Ex. 201, p. 6, l. 1-6; Ex. 203, p. 29, l. 4-6).  Witness Dunn testified the 6% to 7% growth rate recommendation was based solely on his opinion. (Ex. 202, p. 11, l. 24-33; p. 12, l. 1-7).  Witness Dunn simply discards the growth rate estimates provided by financial analysts that cover witness Dunn’s proxy companies for a living and recommends a growth rate that is not supported by his own analysis. (Ex. 201, p. 7, l. 9-12).


Witness Dunn’s analysis lacks a logical connection between the growth rate data he reviewed regarding earnings growth and his opinion that a 6.0% or 7.0% growth rate should be used in the DCF. (Ex. 203, p. 29, l. 6-8; Tr. p. 686, l. 1-11).  Public Counsel witness Tuck explained this logical disconnect in response to a question from Chair Gaw:


And I think that there’s sort of a logical disconnect between the data that he looked at and the recommendation that he had.  And it’s certainly true that the Value Line earnings per share projections are higher than what’s shown by Thompson, but the Value Line numbers represent just one number, where Thompson’s information represents the summary of anywhere between two to seven analysts.


So if you believe that the idea is to capture that consensus number that sort of is the average of all analysts, you wouldn’t toss out the Thompson’s, you would place a much greater emphasis on that Thompson’s.


So I think there’s a logical disconnect, because his testimony would indicate something like 4.9.  The average of the Thompson’s would be the reasonable expectation.  And if you applied that to his dividend yield without flotation cost adjustment, that would be a 9.5 percent cost of equity determination.

(Tr. p. 685, l. 17-25; 686, l. 1-11).


Instead of providing some sort of logical nexus, witness Dunn “mechanistically” picks a high growth rate and offers that as a proxy for investors’ expectations. (Ex. 203, p. 29, l. 8-10; Tr. p. P. 685, l. 4-25; p. 686, l. 1-8).  As Public Counsel witness Tuck testified “if the analyst simply chooses a growth rate because it seems reasonable or appropriate to them without disciplined adherence to a logical basis, almost any result can be produced.” (Ex. 203, p. 29, l. 17-19).  That’s just what witness Dunn has chosen to do in this proceeding.  In fact, MGE’s own witness Morin does not support using a single analysts growth projection such as witness Dunn has recommended:


Q.
Would you agree with me because of the dominance of institutional investors and their influence on individual investors, analysts’ forecasts of long-run growth rates provide a sound basis for estimating required returns?


A.
Yes, I do.  It sounds like you’re quoting from one of my statements, yes.


Q.
Would you agree that an average of all the available forecasts from investment houses is likely to produce the best DCF growth rate?


A.
I would agree with that statement that the consensus forecast of many analysts is about the best proxy you can think of for long-term growth, I agree.


Q.
And that would be better than one individual analysts’ determination of growth?


A.
Yeah.  I would think it’s better to rely on the consensus forecast rather than one person’s forecast.  That stands to reason.

(Ex. 3, Schedule JCD-3, p. 89, l. 13-25; p. 90, l. 1-4).  Witness Morin candidly admitted reliance on consensus forecasts are better than reliance on only witness Dunn’s individual forecast.  The record evidence demonstrates that utility fund managers are expecting growth rates much lower than the 6% to 7% postulated by witness Dunn.  In the May 10, 2004 Electric Utility Week, Bill Tilles, portfolio manager for The Kinetic Utility Funds had the following to say:


“The current trend to “basics” business plans is a signal companies overreached for growth rates of 8% using unregulated ventures…………. Utilities should not chase exorbitant growth rates because the best profit potential for the industry will continue to be in the regulated sector………. Growth rates for utilities have been trending down, and a 3%-4% rate is more realistic than the rates and expectations of previous years.”

(Ex. 203, p. 9, l. 1-6).


The inappropriately high nature of witness Dunn’s 12.00% return on equity recommendation is clearly exposed if one merely uses the Thompson Financial average expected growth in earnings of 4.9% to calculate Dunn’s DCF model.  Merely taking the dividend yield calculated in witness Dunn’s direct testimony (without the flotation cost adjustment) and the Thompson average expected earnings per share growth rate of 4.9% indicates an investor required rate of return for the proxy group of 9.5% (4.6% + 4.9% expected growth). (Ex. 201, p. 6, l. 17-24; Ex. 203, p. 28, l. 9-17).


Witness Dunn’s 6% to 7% growth rate is clearly too high and produces an unreasonable 12.00% return on equity.  Merely correcting for this glaring flaw would make witness Dunn’s ROE recommendation in step with both Public Counsel witness Allen’s and Staff witness Murray’s ROE recommendations.  The Commission should reject witness Dunn’s unreasonably high 6% to 7% growth rate recommendation.




c)
Witness Dunn’s Unwarranted Upward Adjustments To His DCF Analysis.

i.
Flotation Cost Adjustment Is Unnecessary.


Witness Dunn in his direct testimony has recommended that a flotation cost adjustment should be made to incorporate the effect of flotation (new issuance) cost and pre-offering pressure into the analysis. (Ex. 1, p. 34, l. 1-9).
  Witness Dunn claims that a flotation cost adjustment should be made because “. . . Southern Union has indicated that there will be a sale of common stock in the relatively near future in order to maintain its bond rating.” (Ex. 2, p. 41, l. 3-5).
  Public Counsel believes that the Commission should reject the requested flotation cost adjustment because such adjustment is theoretically inappropriate and such adjustment would be contrary to the Stipulation and Agreement approved by this Commission in GM-2003-0238.

The majority of issuance “costs” incurred in any public offering of common stock can be classified as either underwriters’ fees or miscellaneous out-of-pocket expenses such as legal, printing, and postage charges. While underwriters’ fees, by far, make up the largest part of total issuance “costs” they are not an actual out-of-pocket expense for a company. On a per share basis, they represent the difference between the price the underwriter receives from the public and the price the utility receives from the underwriter. (Ex. 201, p. 17, l. 3-9).


A common, but misguided, argument promulgated by many rate of return analysts who support the flotation cost adjustment is that underwriters’ fees should be recovered by a utility because the utility is obligated to investors for the gross proceeds, but only receive the net proceeds.  This, however, is a curious argument that directly conflicts with both capital market efficiency and basic common sense. The purchasers of a new stock issuance are quite aware of the transaction costs involved in the sale of that stock. That is, they are aware that a certain portion of the sale price goes to the underwriter, not the utility. If the stock price, which includes underwrites’ fees, did not meet the investors’ risk/return requirements, they simply would not purchase it. This, in turn, would drive the stock price downward to the point where the expected return equaled the required return. (Ex. 201, p. 17, l. 10-24).

Therefore, when a new stock is sold, any incremental risk/return expectations resulting from underwriters’ fees are inherently included in the stock price employed in a market-based equity return estimate. Consequently, no additional allowance for their recovery is necessary. (Ex. 201, p. 17, l. 21-24)

The fallacy regarding flotation cost adjustments is put into sharper focus when one extends the empty logic to other costs associated with stock transactions in the secondary market.  Rate of return witnesses who advocate a flotation cost adjustment to recover underwriters’ fees are in effect suggesting a very low level of sophistication by investors.  Witnesses Dunn and Morin are essentially implying that investors evaluate an investment in common stock solely on the basis of what they pay.  However, while working under this assumption, the witnesses are selectively recognizing certain variables while ignoring others. (Ex. 203, p. 44, l. 1-7).

Specifically, brokerage fees that are charged in the secondary markets are not considered.  While underwriters’ fees occur with an initial issue of stock, investors must pay brokerage fees in the much larger secondary market.  These brokerage fees raise the total price paid for a share of stock above the price quoted in financial publications and above the price used by cost of capital witnesses to calculate the dividend yield. (Ex. 203, p. 44, l. 9-13).


If brokerage costs were included in a DCF analysis, they would raise the stock price component of the formula, lower the dividend yield, and lower the indicated cost of equity.  Furthermore, while underwriters’ fees are incurred only at the time of offering and the percent of equity impacted is generally small, brokerage fees apply to all of a company’s stock that is continually traded in the secondary markets.  While Public Counsel does not recommend this approach, it seems reasonable that if underwriters’ fees should be recognized in a cost of capital analysis, brokerage costs should also be recognized.  The recognition of brokerage costs, however, would most likely offset underwriters’ fees. (Ex. 203, p. 44, l. 14-21).  These arguments suggest the inclusion of a flotation cost adjustment should be rejected.

Finally, it is often argued that a flotation cost adjustment is necessary to prevent a reduction in stockholder wealth that would result if additional shares were issued at a price below book value. However, Southern Union Company’s share price is well above book value, (MGE is a division of SUC). According to the April 2004 C.A. Turner Utility Reports, SUC has a market-to-book value ratio of 1.11x. Consequently, current shareholders would realize an increase in the per share book value of their investment, not a dilution. As such, there is no need to compensate for a hypothetical dilution of book value that would result from issuing additional shares at a price below book value, making a flotation cost adjustment unnecessary. (Ex. 201, p. 18, l. 1-9).

The record evidence demonstrates that the reason MGE must issue equity is because of its acquisition of Panhandle Eastern Pipeline.  Granting a flotation cost adjustment would violate the Stipulation and Agreement in GM-2003-0238.  Part E of the Stipulation and Agreement states:

Southern Union will not recommend any increase or claim Staff should make an adjustment to increase the cost of capital for MGE as a result of the Transaction.  Any increases in cost of capital Southern Union Seeks for MGE will be supported by documented proof: (1) that the increases are a result of factors not associated with the Transaction; (2) that the increases are not a result of changes in business, market, economic or other conditions for MGE caused by the Transaction; or (3) that the increases are not a result of changes in the risk profile of MGE caused by the Transaction.   Southern Union will ensure that the retail distribution rates for MGE ratepayers will not increase as a result of the Transaction.

The record evidence demonstrates that Southern Union must sell common equity because it acquired Panhandle and took on approximately $1.2 billion in additional debt. (Ex. 203, p. 45, l. 16-22; p. 46, l. 1-7).  Granting a flotation cost adjustment would be contrary to the Stipulation and Agreement in GM-2003-0238.


In fact, in GR-91-291 In the Matter of Kansas Power and Light Company the Commission rejected the requested flotation cost adjustment in order to shield Missouri ratepayers from adverse affects arising from the merger.  The following is an excerpt from the Report and Order of Case Number GR-91-291 at pages 24 and 25:


“Company has made an adjustment to its DCF analysis to reflect the effect of flotation costs on the amount of capital Company can raise. . . Public Counsel opposes the recognition of the flotation costs in establishing Company’s cost of equity.  Public Counsel points to the statement of Company’s rate of return witness that the impending issuance of common stock is merger related. Public Counsel also points to the Commission’s commitment to shield Missouri ratepayers from costs associated with the merger as a reason to exclude any flotation costs associated with the impending issuance of common stock.  Public Counsel notes that the effect on Missouri ratepayers of including a flotation cost adjustment in establishing Company’s cost of equity would be roughly $650,000 annually.


The Commission determines that these flotation costs should not be accounted for in establishing the appropriate cost of equity for Company.  Since Company’s witness has admitted that the imminent common stock issuance is merger related, the Commission believes that flotation costs associated with such issuance should not be paid by Missouri ratepayers in order the shield them from any adverse effect arising from the merger.”

In Rebuttal witness Dunn states that MGE customers will benefit from SUG’s common stock offering: “…the bond rating of Southern Union will be preserved and because lower bond ratings lead to higher costs of debt, a savings will be realized.” (Ex. 2, p. 41, l. 9-12).  This argument is a curious one given the witness’s knowledge of the Stipulation & Agreement in the merger case (Case No. GM-2003-0238):


“Southern Union will not recommend an increase or claim Staff should make an adjustment to increase the cost of capital for MGE as a result of the Transaction.  Any increases in cost of capital Southern Union seeks for MGE will be supported by documented proof: (1) that the increases are a result of factors not associated with the Transaction; (2) that the increases are not a result of changes in business, market, economic or other conditions for MGE caused by the Transaction; or (3) that the increases are not a result of changes in the risk profile of MGE caused by the Transaction.”


If SUG had not acquired PEPL and taken on approximately $1.2 billion in additional debt, a stock offering would likely not be required to ‘preserve’ the Company’s bond rating. (Ex. 203, p. 45, l. 16-17).  Specifically, according to witness Dunn, “S&P’s Utility Group Financial Target benchmark ratios, revised June 21, 1999, indicate that the total debt to total capital ratio required by S&P of a public utility with bonds rated in the BBB bond rating category and a business position of “4” ranges from 49.5% to 57% …” (Ex. 2, p. 13, l. 14-18).


Ironically, the capital structure recommended by witness Dunn that he describes as “the Southern Union capital structure excluding the impact of Panhandle Eastern” (Ex. 2, p. 16, l. 22-24) and “consistent with the Commission’s Order approving the Panhandle Eastern acquisition” (Ex. 2, p. 16, l. 24-25) contains less long term debt (47.2% to be exact) than the 49.5% to 57% range that the witness attributes to S&P as appropriate for a BBB rated public utility.  This highlights, again, the likelihood that an additional stock offering would be unnecessary to ‘preserve’ SUG’s bond rating absent the acquisition of PEPL. (Ex. 203, p. 46, l. 5-7).


A flotation cost adjustment for MGE in this proceeding is wholly inappropriate.  Such an adjustment is theoretically inappropriate and granting such an adjustment in this proceeding would violate the Stipulation and Agreement approved by this Commission in GM-2003-0238.  Granting such an adjustment would do nothing more than needlessly inflate witness Dunn’s cost of equity adjustment. (Ex. 201, p. 16, l. 24-25).  The Commission should follow its ruling in the Matter of Capital City Water, WR-94-297 Feb. 8, 1995, p. 16 where the Commission stated:

“The Commission is not adopting the company’s DCF approach because the Company included a quarterly compounding adjustment and flotation cost adjustment.  The Commission is of the opinion that these upward adjustments to the return on equity using the DCF approach are not appropriate.”





ii.
Dunn’s Unwarranted Risk Adjustments


MGE witness Dunn also increased his return on equity recommendation asserting that MGE is significantly more risky than the average of the proxy group as a result of several factors including the smaller size of MGE, the regulatory risk experienced by MGE, and the significantly greater volatility of its earnings. (Ex. 1, p. 53, l. 11-14).  In support of this “risk adjustment” witness Dunn claims he made “calculations of statistical risk measures.” (Ex. 1, p. 53, l. 10-11).  None of these alleged “risk” factors is appropriate to result in an upward ROE adjustment and witness Dunn’s “statistical analysis” is an “apple to oranges” comparison of the Company’s risk relative to the proxy group that does not support the upward adjustment the Company seeks.


First, witness Dunn’s desire to make a specific adjustment due to MGE’s business risk is wholly contrary to the idea that an analyst who has picked comparable companies to do his or her analysis believes those companies are comparable.  As Public Counsel witness Tuck testified in response to a question for Chair Gaw:


So I think it’s reasonable to believe that if the comparable companies seem to have been rationally chosen, believe that those comparable companies are indeed comparable.  That when you net out all of those risk differences, that net, they’re going to be about the same.

(Tr. p. 687, l. 15-20).  In fact, Mr. Tuck testified that it would be “mind-boggling” to try to assess the business risk differences between MGE and the proxy companies and that no analyst has done the all encompassing analysis of all the risk differences to make an assessment as far as which one has more or less business risk. (Tr. p. 687, l. 7-13).  Mr. Tuck further testified that it would be “almost impossible for anyone to truly do a comparable and thorough final risk assessment of all the companies.” (Tr. p. 718, l. 17-20).


Moreover, scrutiny of witness Dunn’s alleged “risk” differences demonstrates that he is incorrect.
   First, witness Dunn asserts that because MGE is regulated in the State of Missouri, it is exposed to more risk than his comparable companies.  To substantiate this claim, Dunn asserts the rates authorized by this Commission have not enabled MGE a fair opportunity to achieve its authorized rate of return.  What Dunn does not say is that many of the companies in his own proxy group have not earned their authorized rates of return over various periods as well. (Ex. 201, p. 18, l. 22-25).  Thus, the risk of earned return volatility around the authorized return is already embedded in the DCF calculation for the proxy companies. (Ex. 201, l. 18, l. 25-26; p. 19, l. 1-2).  Also, MGE witness Morin testified that this Commission is “viewed as an average commission.” (Tr. p. 1706, l. 10-15).  According to witness Morin “average” is the best rating. (Tr. p. 1707, l. 2-5; p. 1708, l. 9-13).  Witness Morin’s testimony is directly contrary to MGE witness Dunn’s assertion that this Commission’s regulatory policies are out of step with the mainstream and as a result an upward adjustment is needed in ROE.  


Witness Dunn also asserts that because in his view MGE is smaller than the average of the proxy group, it is more risky. (Ex. 1, p. 53, l. 15-17).  However, the record evidence demonstrates that the total capitalization of Southern Union is not materially different from witness Dunn’s proxy group. (Ex. 201, p. 19, l. 21-22).  In fact, only one of Dunn’s proxy group companies has a total market capitalization greater than Southern Union’s. (Ex. 201, p. 19, l. 22-23).  Even if there was a material difference in the size of witness Dunn’s proxy group companies compared to Southern Union, it would still not warrant any upward adjustment to required return.  The risk associated with the alleged small company size is already embedded into the stock prices of witness Dunn’s proxy companies and is therefore already embedded into the required return. (Ex. 201, p. 20, l. 1-3).


Finally, witness Dunn claims to have conducted a statistical risk analysis that allegedly demonstrates that MGE is “significantly riskier than the proxy group.” (Ex. 1, p. 58, l. 18-20).  However, scrutiny of witness Dunn’s statistical analysis does not support an upward adjustment.


Public Counsel witness Meisenheimer reviewed witness Dunn’s analysis and determined he had performed an “apples to oranges” comparison of the Company’s risk relative to the proxy group that does not support the upward adjustment the Company seeks. (Ex. 209, l. 2, l. 9-15).  According to Ms. Meisenheimer witness Dunn’s measures of the mean, standard deviation and coefficient of variation have very little relevance in comparing MGE’s risk to the risk of the proxy group companies because he relies on layers of averaging within his proxy group calculations.  The resulting aggregated statistical measures derived from this process do not provide a meaningful comparison to the single company statistics he derives for MGE. (Ex. 209, p. 2, l. 16-22).

Witness Dunn uses an inappropriate series of mathematical averages of proxy group member characteristics in deriving the statistics he compares to MGE to determine relative risk. (Ex. 209, p. 5, l. 6-8).  His initial step in his statistical analysis is to identify the returns for each year 1998-2002 for a group of 15 companies that he identifies as his proxy group.  The proxy group companies are shown in Table 1.

Table 1.

	COMPANY
	1998
	1999
	2000
	2001
	2002
	Mean

	
	
	
	
	
	
	

	AGL RESOURCES, INC.
	7.6%
	5.7%
	7.4%
	6.5%
	8.1%
	7.1%

	ATMOS ENERGY CORP
	9.0%
	5.1%
	6.5%
	5.9%
	6.8%
	6.7%

	CASCADE NATURAL GAS
	6.1%
	7.5%
	8.1%
	8.5%
	6.4%
	7.3%

	KEYSPAN CORP
	NMF
	7.1%
	5.3%
	4.5%
	6.2%
	5.8%

	LACLEDE GAS COMPANY
	8.1%
	7.1%
	6.7%
	6.9%
	6.0%
	7.0%

	NEW JERSEY RESOURCES
	8.1%
	9.0%
	9.0%
	8.5%
	8.7%
	8.7%

	NICOR INC
	9.9%
	10.9%
	13.7%
	12.3%
	13.0%
	12.0%

	NORTHWEST NATURAL GAS
	5.0%
	6.8%
	6.7%
	6.9%
	5.9%
	6.3%

	NUI CORP
	5.6%
	6.1%
	6.7%
	5.6%
	2.8%
	5.4%

	PEOPLES ENERGY CORP
	7.8%
	8.0%
	9.5%
	9.3%
	8.4%
	8.6%

	PIEDMONT NATURAL GAS
	9.2%
	8.1%
	8.3%
	7.9%
	7.8%
	8.3%

	SOUTH JERSEY INDUSTRIES
	5.3%
	7.4%
	7.4%
	6.9%
	7.6%
	6.9%

	SOUTHWEST GAS CORP
	5.8%
	4.8%
	4.6%
	5.1%
	4.5%
	5.0%

	UGI CORP
	6.3%
	6.7%
	6.4%
	7.1%
	8.2%
	6.9%

	WGL HOLDINGS INC
	8.0%
	7.1%
	7.9%
	7.9%
	5.3%
	7.2%

	Column Average
	7.3%
	7.2%
	7.6%
	7.3%
	7.0%
	



(Ex. 209, p. 5, l. 12)


Witness Dunn’s analysis fails to show that the values he averages are drawn from a population with the same mean or variance.  For each year, he calculates the mean return based on all company returns for the year. The averages are shown in the row labeled Column Average in Table 1.  But this calculation lacks any evidence that the values he averages are drawn from a population with the same mean or variance.  By calculating averages for each year and then using those averages as a sample of 5 points associated with a hypothetical distribution for comparison with MGE, he ignores that in fact the individual company sample returns may not be representative of points from a “like” distribution. (Ex. 209, p. 6, l. 1-10).


To the extent that returns are not significantly different based on a factor associated with time, one method for testing the likelihood that the values he averages come from like populations would be to test if the 5-year means shown in the last column are significantly similar for each of the companies.  (Ex. 209, p. 6, l. 11-14).


When Dunn’s analysis is tested for statistical reliability it fails.  Public Counsel witness Meisenheimer conducted both a t-test and a F-test to determine if his analysis is statistically valid.  Witness Dunn’s analysis failed both tests. With respect to the t-test, Ms. Meisenheimer found that out of 105 possible pairings, only 6 instances where two means had a probability of 85% of coming from the same populations. (Ex. 209, p. 7, l. 2-4).  For the F-test, Ms. Meisenheimer found that only 15% of 105 possible pairings companies could be expected to come from populations with variances that are not significantly different. (Ex. 209, p. 7, l. 8-10).  These tests cast serious doubts about Mr. Dunn’s conclusions.  While there may be value in comparing MGE risk characteristics with those of at least some of the proxy group companies, her analysis demonstrates that Mr. Dunn’s calculations attempt to unreasonably homogenize unlike distribution characteristics and should be rejected. (Ex. 209, p. 7, l. 12-16).


Finally, witness Dunn’s averaging process render the statistical comparisons of risk for MGE and the proxy group of companies invalid.  After averaging the annual returns for the proxy group companies to arrive at the 5 sample points, Mr. Dunn derives a measure of the mean, standard deviation and coefficient of variation associated with the 5 sample points.  The averaging technique used in Dunn’s analysis does not produce a comparable evolution of risk between MGE and the proxy group companies. (Ex. 209, p. 9, l. 1-7). As shown on Table 2, the standard deviation result and coefficient of variation result are lower than every other individual company result for Dunn’s proxy group.

Table 2.

	COMPANY
	Mean
	Std. Dev.
	Variation

	
	
	
	

	AGL RESOURCES, INC.
	7.06%
	0.96%
	13.53%

	ATMOS ENERGY CORP
	6.66%
	1.46%
	21.93%

	CASCADE NATURAL GAS
	7.32%
	1.04%
	14.28%

	KEYSPAN CORP
	5.78%
	1.12%
	19.46%

	LACLEDE GAS COMPANY
	6.96%
	0.76%
	10.92%

	NEW JERSEY RESOURCES
	8.66%
	0.38%
	4.37%

	NICOR INC
	11.96%
	1.55%
	12.95%

	NORTHWEST NATURAL GAS
	6.26%
	0.81%
	12.91%

	NUI CORP
	5.36%
	1.50%
	28.00%

	PEOPLES ENERGY CORP
	8.60%
	0.76%
	8.89%

	PIEDMONT NATURAL GAS
	8.26%
	0.56%
	6.77%

	SOUTH JERSEY INDUSTRIES
	6.92%
	0.94%
	13.61%

	SOUTHWEST GAS CORP
	4.96%
	0.52%
	10.53%

	UGI CORP
	6.94%
	0.77%
	11.10%

	WGL HOLDINGS INC
	7.24%
	1.14%
	15.80%

	
	
	
	

	Mr. Dunn's Averaged Calculation
	7.28%
	0.21%
	2.88%

	
	
	
	

	MGE
	5.79%
	1.10%
	18.97%



(Ex. 209, p. 8, l. 9).

As a result of this improper averaging, Dunn’s analysis overstates MGE’s level of relative risk.  Therefore, the risk adjustment proposed for MGE is not supportable and should be rejected by the Commission.



5.
Rate Of Return/Weighted Average Cost of Capital

The weighted average cost of capital ("WACC") range recommended by Public Counsel witness Allen is 7.56% to 7.65%.  The lower/higher end of this range is based on a range of 9.01% to 9.34% return on equity, 7.758% embedded cost of preferred stock, 7.397% embedded cost of long-term debt, and 1.87% embedded cost of short-term debt.  The capital structure contains 28.37% common equity, 6.06% preferred stock, 59.77% long-term debt and 5.80% short-term debt.  The WACC calculation is shown on True-Up Schedule TA-5 attached to Exhibit 233.


6.
Rate Of Return Adder

MGE requests that 25 basis points be added to MGE’s authorized rate of return in recognition of MGE’s alleged management efficiency. (Ex. 1, p. 62, l. 17-20; Ex. 14, p. 17, l. 3-6).  MGE asserts because the Commission has used less than satisfactory customer-service as a justification for awarding a lower than indicated return on equity, then symmetry, fairness and reasonableness require that the Commission also use high quality customer service as a justification for awarding a higher than indicated return on equity. (Ex. 1, p. 62, l. 4-8).  The record evidence in this proceeding does not demonstrate that MGE is providing “high quality” customer services to justify an almost $2 million increase in rates.  Nor do the other “justifications” offered by MGE support increasing rates $2 million.




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


MGE states that this Commission in the past has rewarded utilities with an upward adjustment to the indicated return on equity for management efficiency. (Ex. 1, p. 62, l. 9-12)  In support of this claim, MGE cites In re Empire District Electric, Case No. ER-83-42, 26 Mo.P.S.C. (N.S.) 58, 68-71 (1983) and In re: Kansas City Power & Light Company, Case No. ER-83-49, ER-83-72 and EO-82-65, 26 Mo.P.S.C. (N.S.) 104, 147-150 (1983). (Ex. 1, p. 62, l. 14-15).   However, MGE fails to cite to Kansas City Power & Light Company’s subsequent rate case wherein the Commission reversed its policy regarding management efficiency adjustments stating:


In the company’s last rate case, Case No. ER-83-49 (26 Mo PSC NS 104, 55 PUR4th 468), the commission awarded the company a 40 basis point upward adjustment to its return on common equity for its efforts in improving management efficiency.

. . .


The commission has reevaluated its prior order and determined it is not necessary nor appropriate to upwardly adjust the return on equity which has been found to be reasonable “to encourage the provision of energy on the most efficient and economical basis possible.”  Adequate encouragement is given through the recovery of all prudently incurred costs.  (Emphasis added)


Since the commission no longer intends to continue this practice, it is unnecessary to address the positions of the parties.

In re: Kansas City Power & Light, 75 P.U.R.4th 1, 22 (1986).  Public Counsel’s research has not disclosed any cases after the 1983 KCP&L case wherein this Commission has granted an increase in the rate of return for “management efficiency.”  This Commission has adhered to its policy announced in the 1986 KCP&L case that adequate encouragement is given for management efficiency through the recovery of all prudently incurred costs.  Nothing in this record demonstrates why the Commission should change that long held policy.




b)
The Commission Did Not “Punish” MGE.


Moreover, MGE’s assertion that the Commission “punished” the Company via downward rate of return adjustments in GR-96-285 and GR-98-140 (Ex. 16, p. 15, l. 16-23; p. 16, l. 1-4) is a mischaracterization of the Commission’s decision in both cases.  In fact, the Commission Report and Orders in both cases demonstrate the Commission ordered a rate of return that was within the reasonable range of returns based upon the record evidence.
  


In GR-96-285 the Commission stated:


The Commission finds that the appropriate return on equity for purposes of establishing MGE’s revenue requirement in this case is 11.30 percent.  This is the low end of the range of acceptable return on equity figures provided by the Staff. (Ex. 76, pp. 32-49; Ex. 79, pp. 4-10).

In re: Missouri Gas Energy, 5 Mo.P.S.C.3d 437, 468 (1997).  In GR-96-285 Public Counsel had recommended a 10.75% return on equity, Staff had recommended a range of 11.30% to 12.35% and MGE had recommended a range from 11.50% to 12.50%. Id.  While the Commission did mention MGE’s poor customer service, the authorized 11.30% rate of return was hardly “punishment.”  The range the Commission had to choose from was 10.75% to 12.50%.  Its choice of 11.30% is the middle of that range of reasonable rates of return.


In GR-98-140 the Commission stated:


The Commission finds that the rate (sic) of equity should be 10.93 percent as supported by competent and substantial evidence adduced in this hearing.  The recommendations of MGE, Staff and OPC range from 10.70 percent to 12.25 percent, with 10.93 percent being the midpoint of Staff’s position.  While MGE argued that is capital structure was riskier than all other companies, MGE’s risk level decreased in April 1998 when its ratings improved to BBB+.  Further, management determines the capital structure.  Finally, MGE still provides less than satisfactory customer service.  MGE has not yet fully complied with the commitments it made in the prior rate case, GR-96-285 through Stipulation and Agreement.  Therefore, the Commission finds a return on equity of 10.93 percent is just and reasonable.

In re: Missouri Gas Energy, 7 Mo. P.S.C.3d 394, 404.  While the Commission did mention MGE’s “less than satisfactory customer service,” the authorized 10.93% rate of return was hardly “punishment.”  The 10.93% was the mid-point of the Staff range of 10.67% to 11.9%. Id. at 403.  Simply put, MGE’s “punishment” claim regarding rate of return is incorrect.


Witness Oglesby mentions the billing complaints filed by Staff and Public Counsel in 1996 and 1997, Case Nos. GC-97-33 and GC-97-497 are further evidence of this Commission’s willingness to “punish” conduct it deems inappropriate. (Ex. 14, p. 15, l. 16-23; p. 16, l. 1-4).  What witness Oglesby fails to mention is that both GC-97-33 and GC-97-497 were settled by unanimous stipulation and agreement.  See: Staff v. Missouri Gas Energy GC-97-33 September 30, 1997 “The Commission finds the proposed Stipulation and Agreement to be just, reasonable and in the public interest  . . . the proposed Stipulation and Agreement, filed by the parties on September 8, 1997, is hereby approved.” Report and Order, p. 4.  Office of the Public Counsel v. Missouri Gas Energy, GR-97-497, September 30, 1997 “The Commission finds the proposed Stipulation and Agreement to be just, reasonable and in the public interest . . . the proposed Stipulation and Agreement, filed by the parties on September 9, 1997, is hereby approved.”  The fact of the matter is the Commission did not “punish” MGE as alleged by witness Oglesby.  MGE of its own volition settled the complaints filed by Staff and Public Counsel and the Commission merely approved the unanimous stipulation and agreements entered into by MGE, Public Counsel and Staff.


Finally, witness Oglesby asserts that the Commission has “punished” MGE by disallowing billing improvement costs in GR-98-140 and disallowing “imprudent” gas supply expenditures. (Ex. 14, p. 16, l. 2-4).  Neither of these examples demonstrates “punishment” being meted out by this Commission.  With respect to the billing improvement costs disallowed in GR-98-140, after a full evidentiary hearing the Commission based upon the record evidence decided to accept Public Counsel’s proposed adjustment stating:


The Commission finds that OPC’s position is just and reasonable, is supported by competent and substantial evidence and reasonably protects ratepayers from Company errors and costs related to those errors.  The customers have a right to expect accurate and timely billing as a basic feature of the service they receive.  The customers should not have to bear the cost of making corrections to the billing system so that it can meet that minimal basic expectation.  Further, the Commission cannot find that all of the expenditures relating to the billing process improvements were prudent expenses.  Those charges which were not found to be prudent are disallowed as recommended by OPC in the amount of $94,854 for the expenses and $122,340 from rate base.

Missouri Gas Energy, 7 Mo.P.S.C.3d at pps. 410-411.  Disallowing imprudent charges from the cost of service is not “punishment” it is sound regulatory policy.  Nor is the Commission’s disallowance of imprudent gas supply costs after a full evidentiary hearing in the actual cost adjustment (ACA) cases a “punishment” to MGE.  Disallowing imprudent gas supply costs from the purchased gas adjustment (“PGA”) rate is not punishment it is sound regulatory policy.




c)
MGE Is Not Providing High Quality Customer Service.


Should the Commission decide to resurrect consideration of a management efficiency adjustment as requested by MGE, the record evidence does not support MGE’s assertion that it is providing customers with “high quality customer service.”  To support this assertion MGE has offered the testimony of Carlton A. Ricketts. (Ex. 14, p. 16, l. 10-11).  To demonstrate MGE’s alleged “commitment to service quality” witness Ricketts touts MGE’s abandon call rate (“ACR”) and average speed of answer (“ASA”) noting MGE has been able to maintain ACR and ASA levels that are better than the merger commitments of 8.5% and 75 second respectively. (Ex. 12, p. 2, l. 6-22).


The record evidence does not support MGE’s assertion that an ACR of 8.5% and an ASA of 75 seconds represent “high quality customer service.”  The record evidence also demonstrates that MGE is struggling to even meet the inferior 8.5% ACR and 75 second ASA standards.  According to a study commissioned by MGE conducted by Theodore Barry and Associates (“TB&A”) in 1997, the industry average abandoned call rate is 7.5% and the industry average for speed of answer is 60 seconds. (Ex. 205, p. 6, l. 5-11; Schedule KKB-4, p. 7).  MGE’s “high quality customer service” standards of an ACR of 8.5% and an ASA of 75 seconds represents below average industry performance according to MGE’s own study.
 (Ex. 205, p. 6, l. 1-4).  Witness Oglesby did not even know how MGE’s “standards” compared to the industry averages. (Tr. p. 1149, l. 4-19).  But he admitted that based on the TB&A study, MGE’s current standards for ACR and ASA are below average as compared to industry standards. (Tr. p. 1154, l. 14-19; p. 1160, l. 11-18).  In fact, these standards are not consistent with commitments MGE made to this Commission in previous cases and this Commission ordered MGE to achieve, MGE committed to achieve and this Commission ordered MGE to achieve an ACR of 5% and an ASA of 45 seconds. (Ex. 205, p. 7, l. 10-20; p. 8-11).  


MGE has based its “high quality customer service” standards with regard to ACR and ASA on the settlement in Case No. GM-2000-43, Southern Union’s application to merge with Pennsylvania Enterprises. (Tr. p. 1143, 1. 11-16).  However, that settlement did not relieve MGE of its commitments made to the Commission and ordered by the Commission in GR-96-285 and GR-98-140.  In GR-2001-292, MGE’s rate case subsequent to GM-2000-43, MGE COO and President Steven Cattron reaffirmed MGE’s intention to live up to each and every commitment made to the Commission. (Ex. 205, p. 11, l. 9-25; Tr. p. 1148, l. 1-14).  The record evidence demonstrates that at the time witness Oglesby prepared his direct testimony and when he had his deposition taken he was wholly unaware of MGE’s commitments regarding ACR and ASA. (Ex. 205, p. 12, l. 4-25; p. 13, l. 1-16).  In fact, witness Oglesby testified at his deposition that he did not think it was important to know whether MGE had made commitments to this Commission regarding ACR and ASA. (Ex. 205, p. 13, l. 4-12; Tr. p. 1163, l. 9-16).  At hearing, witness Oglesby changed his tune:


Q.
And is it correct that Witness Cattron stated that it was his intention, quote, “that MGE live up to each and every such commitment,” close quote?


A.
That is true.


Q.
Is it correct that there is no Commission order relieving MGE of its commitment?


A.
As far as I know, there is no such order.


Q.
So is it correct that this commitment for 5 percent abandon call rate and a 45 second average speed of answer was recommended by MGE?


A.
Yes.


Q.
Is MGE going to live up to the commitment it made to the Commission and comply with the Commission’s order in that regard?


A.
It is my intent to comply with any commitments that were made.  I was not fully aware of – of this commitment, which is my fault, I should have bee made aware of it, I should have made myself aware of it.

(Tr. p. 1148, l. 2-23).


Simply put, MGE has wholly failed to live up to its commitments regarding ACR and ASA it made in GR-96-285.  Apparently, MGE’s management was unaware of these commitments.
  This is hardly a ringing endorsement of MGE’s “management efficiency” that would entitle MGE to increase rates by $2 million.


Moreover, the record evidence demonstrates that MGE has even failed to meet the below average 8.5% ACR and 75 second ASA standard it has set.  As of March 31, 2004, MGE’s year to date abandoned call rate was 26.39% and its average speed of answer was 378 seconds (six minutes and 18 seconds). (Ex. 205, p. 7, l. 1-9).  These numbers were provided by MGE.  These numbers hardly demonstrate that MGE has been providing the type of service that warrants a $2 million increase in rates.


To further demonstrate its alleged commitment to “high quality customer service” witness Ricketts cites to the fact that MGE’s estimated meter reads have declined for the last eight fiscal years due to MGE’s implementation of automated meter reading (“AMR”). (Ex. 12, p. 3, l. 1-16).  What witness Ricketts fails to mention is that the AMR system and all AMR associated expenses were included in MGE’s cost of service in GR-98-140 (Ex. 205, p. 15, l. 6-17).  It should come as no surprise that MGE’s AMR system is operating as it was designed to do.  Moreover, actions taken by MGE eight years ago should not form the basis of increasing rates $2 million in 2004.  As the Commission noted in its decision in Kansas City Power & Light, “. . . this Commission expects a continuing and going effort on the part of the Company to ever improve its cost and quality of service.  New methods and thresholds of superior performance must be introduced and achieved if the Company is to receive and adjustment in future rate cases.” 26 Mo.P.S.C. (N.S.) 104, 150 (1983).  MGE has made this same claim in GR-2001-292. (Ex. 206, p. 8, l. 3-8).  This is not a new method of improving customer service.  To the contrary, this is something MGE has had in place for over eight years.  Reduced estimated meter reads due to AMR should not form the basis for increasing rates $2 million.


Finally, witness Ricketts alleged that the number of complaint/inquiry contacts made by MGE customers with the Commission’s consumer services department has been trending favorably over the past several years. (Ex. 12, p. 3, l. 18-20).  However, the chart in witness Ricketts testimony only includes the first six months of calendar year 2003.  Subsequent information for all of calendar year 2003 produced a rate of .9 complaints per 1,000 for the calendar year 2003. (Ex. 205, p. 16, l. 1-6).  This is the same rates of complaints per customer that MGE was experiencing 1999. (Ex. 205, p. 16, l.7-8).  That is hardly a level of improvement that supports a $2 million rate increase.


MGE has failed to produce any competent and substantial evidence that demonstrates MGE is providing “high quality customer service.”  At best the record evidence demonstrates that MGE is providing average to below average customer service. (Ex. 205, p. 17, l. 9-17).  MGE’s customer service does not support a $2 million management efficiency adjustment.


Also in support of its requested management efficiency adjustment, MGE touts the fact that according to FERC Form 2, MGE’s O&M expense per customer is lower than other Missouri utilities. (Ex. 8, p. 24, l. 14-18).  However, during cross-examination witness Oglesby indicated his belief that O&M costs are not an indication of management efficiency or inefficiency. (Tr. p. 1247, l. 21-25).  He also testified that none of the other companies included on his chart on page 7 of his direct testimony are mismanaging their operations. (Tr. p. 1246, l. 13-22).  That’s because different companies have different cost structures. (Tr. p. 1412, l. 20-25; p. 1413, l. 1-10).  MGE’s failure to control all the different variable renders its comparison inappropriate. (Tr. p. 1413, l. 11-17).  In fact, Aquila (MoPub), Laclede, and Ameren have all recently had rate cases before the Commission in the recent past.  The Staff and other parties thoroughly audited their books and records and did not find any “management inefficiency” despite the fact that their O&M costs are higher than MGE. (Tr. pps. 1410, l. 19-25; p. 1411; p. 1412, l. 1-19).  Simply put, a comparison of O&M expenses is an inappropriate way to determine whether a company is providing inefficient or efficient management.


Good quality service provided in a cost effective fashion should be expected of any regulated utility.  Utility shareholders do not deserve a higher return on their investments because a utility is providing a level of customer service that is expected of all regulated utilities within the state of Missouri. (Ex. 205, p. 18, l. 3-8). Moreover, witness Oglesby admitted ratepayers have already paid for all of the alleged “customer service improvements” in rates. (Tr. p. 1224, l. 4-12).  Numerous customers at the local public hearings and in letter and emails to MGE and Public Counsel expressed their opposition to the proposed rate increase and some expressed valid customer service problems. (Ex. 205, Sch. KKB-13 and KKB-14).  Customers should not be saddled with an additional $2 million rate increase for alleged “management efficiency.”


C.
Lobbying/Legislation Costs

Public Counsel is recommending that the salary of MGE employee Paul Snider and his reimbursed expenses incurred should be removed from the cost of service in this case. (Ex. 205, p. 29, l. 11-13).  Mr. Snider’s job title at MGE is “Legislative Liaison.” (Ex. 205, p. 29, l. 14-15).  The record evidence demonstrates that Mr. Snider spends most if not all of his time contacting legislators and political groups, interacting with the Company’s outside lobbyists and attending political fundraisers.  Mr. Snider is a registered lobbyist. (Ex. 225; Tr. p. 1209, l. 9-16).  


This Commission has defined lobbying as “an attempt to influence the decisions of regulators and legislators in general.” Re: Kansas City Power & Light Company, Case No. ER-81-42, p. 23 (June 17, 1981).  This Commission’s policy has been to charge lobbying costs to shareholders. (In the Matter of Missouri Public Service, Case No. ER-97-394, pp. 41-42 Mar. 18, 1998). See also; Re: Missouri Public Service Company, 20 Mo.P.S.C. (N.S.) 68, 105 (1975). “The Commission finds, however, that most lobbying activities will, in the end, benefit the stockholders more than the ratepayers and that lobbying expenses, therefore, should be handled as a ‘below the line’ item.”  Pursuant to Section 393.150.2 MGE has the burden to prove that the test year costs relating to Paul Snider are appropriate for recovery from ratepayers.  MGE has failed to carry that burden.


MGE witness Oglesby testified that he estimates that Mr. Snider spends considerably less than 50% of his time on legislative activities. (Ex. 15, p. 4, l. 17-19).  Witness Oglesby was required to estimate the time Mr. Snider spends lobbying and doing related activities because MGE does not have procedures in place for accounting for the time associated with and the cost of lobbying related activities. (Tr. p. 1172, p. 1173, l. 1-13; Ex. 849, p. 83, l. 15-25; p. 84, l. 1).  The only item Mr. Oglesby testified that he reviewed was Mr. Snider's calendars. (Tr. p. 1173, l. 14-17). 


A review of Mr. Snider’s calendar, attached as Schedule KKB-6 to Public Counsel witness Bolin’s Direct Testimony Exhibit 204 demonstrates that most if not all of his time is spent lobbying.  During cross-examination witness Oglesby detailed numerous meetings and fundraisers appearing on Mr. Snider’s calendar. (Tr. pps. 1174-1206).  Specifically, Mr. Snider regularly met with numerous politicians including Missouri Senators, Representatives and other state officials, e.g. Governor, Secretary of State.  Mr. Snider attended numerous Missouri Energy Development Association (“MEDA”) meetings; had numerous meetings with MGE’s lobbyists and attended numerous political fundraisers.  These lobbying activities are further chronicled in the Employee Expense Reports and receipts for Mr. Snider attached as Schedule KKB-7 to Public Counsel witness Bolin’s Direct Testimony Exhibit 204.  These expense reports document that Mr. Snider spent considerable time purchasing dinner, drinks and golfing with both politicians and other lobbyists and received reimbursement for theses activities from MGE.  Witness Oglesby admitted the following during cross-examination:


Q.
And due to the fact that MGE doesn’t have any accounting standards in place, the auditors for both the Staff and Public Counsel were required to look at Mr. Snider’s calendar to determine what he does, were they not?


A.
I believe that must be correct.


Q.
And if you looked at that calendar, and we’ve just spent probably 30 minutes, maybe more, going through all the legislative and lobbying things he did, he does a lot of that, doesn’t he?


A.
It would appear that’s the case, yes.

(Tr. p. 1205, l. 18-25; p. 1206, l. 1-5).


Unfortunately for MGE Mr. Snider’s calendars and employee expense reports are just about all the documented information available to audit to determine how Mr. Snider spends his time.  Those items demonstrate that Mr. Snider spends all of his time engaged in lobbying activities.  This is not the first time MGE has failed to maintain adequate records regarding lobbying expense for auditing purposes, in MGE’s last litigated rate case GR-98-140 the Commission stated:

MGE should keep time records that would at least show the time expense spent by staff members on regulated or recoverable activities.  This would give the Commission competent documentary evidence indicating the respective amount of time spent on the various activities assigned to the Public Affairs and Community Relations Department.  Lacking such competent evidence, the Commission must disallow any expense that is not supported by competent and substantial evidence.

(Ex. 205, p. 30, l. 2-8).  MGE has failed to place into the record any competent evidence that supports its claim that Mr. Snider spends less than 50% of his time lobbying.  Witness Oglesby’s guess is not competent evidence.  In fact, the record evidence demonstrates Mr. Snider spends most if not all of his time engaged in lobbying activities.


MGE argues that its lobbying costs should be borne by ratepayers because it is important to MGE’s core constituent groups – customers, employees and shareholders. (Ex. 15, p. 5, l. 14-18).  The Commission has historically dismissed this argument.
  In Re: Missouri Public Service Company, 20 Mo.P.S.C. (N.S.) 68, 104-105 (1975), the Commission stated:


The rationale for allowing lobbying expenditures to be borne by the ratepayers most often advanced by management in support of the inclusion of such expenditures above the line is that the company is advocating on the ratepayers’ behalf and thus should be able to charge lobbying expenditures as a normal business expense.  The basic rationale in opposition to this treatment is that the benefit accruing to the ratepayers from such expenditures is secondary, at best, and is considered extremely tenuous.


The Commission finds that utilities, including the Company, should be expected to lobby on behalf of their ratepayers on certain issues.  Unlike the situation with contributions which are disallowed because they amount to an involuntary contribution by the ratepayers which gains him no benefit, lobbying activities may, depending upon the matter at issue, result in a direct benefit to the ratepayer.  The Commission finds, however, that most lobbying activities will, in the end, benefit the stockholders more than the ratepayers and that lobbying expenses, therefore, should be handled as a “below the line” item.

As a matter of fact, the Uniform System of Accounts requires that lobbying expenditures be recorded below the line in Account 426.4.  This has not been done by the Company.  The Commission further finds that all major lobbying expenses should be placed below the line and it should be incumbent upon the companies, if they feel they can show that expenses should be borne by the ratepayers to shoulder the burden of proof in a rate case to bring the expenses above the line.  To be certain, there will be numerous minor expenses of a lobbying nature such as writing a letter, making a telephone call, some mileage which cannot be allocated and other minor expenses which the Company will recover because they remain above line.  However, just as the major proportion of all lobbying activities inure to the benefit of the stockholders rather than the ratepayers, the major portion of all lobbying activities should be accounted for below the line and the burden should be on the Company to prove their validity in the rate-making process.


This is certainly not to say that we condemn the lobbying activities of this Company.  It is only to say that the expenses associated with those activities should be borne by those most likely to benefit from them.  (Emphasis added)

In the case at bar, MGE has failed to offer any record evidence that supports its claim that ratepayers have benefited in any way from the Company’s lobbying.  In fact, the record evidence demonstrates that MGE during the test year lobbied to get the Infrastructure Replacement Surcharge (“ISRS”) bill, House Bill 208 passed.  Mr. Hack in a memorandum to Mr. Oglesby described the ISRS legislation as “the most substantive piece of ‘pro-utility’ legislation not affecting the telecommunications industry passed in Missouri in decades, perhaps since the MoPSC was initially created in 1913.” (Ex. 204 Sch. KKB-8, p. 1). 


MGE has failed to carry its burden of proof on this issue.  The Commission should accept Public Counsel’s proposed disallowance of 100% of Mr. Snider’s salary and reimbursed expenses.
  This adjustment would reduce MGE’s request by $60,248.


D.
Incentive Compensation

This adjustment relates to MGE’s proposal to include in the cost of service certain costs associated with Southern Union Company’s (“SUC”) incentive compensation plan.  MGE’s incentive compensation program is based upon the Company achieving three sets of goals.  The first goal is the return on rate base/financial goal for both SUC and its division, MGE. (Ex. 250, p. 18, l. 12-13).  The second goal is achieving a specified average speed of answer at MGE’s call center and the third goal is a safety goal related to leak response time. (Ex. 205, p. 18, l. 13-15).
  Public Counsel believes that the costs of MGE’s incentive compensation plan related to the return on rate base/financial goal and the average speed of answer goal should not be included in the cost of service.


A review of the current incentive compensation plan in place for executive officers, managers, and supervisors demonstrates that the lion’s share of the plan relates primarily to shareholder goals, such as increasing profits or net income. (Ex. 205, p. 19, l. 3-16).  To the extent that the Company is successful in improving its net income, return on common equity and stock price, achievement of these goals benefit the shareholders. (Ex. 205, p. 20, l. 1-5).


Witness Noack claims that the financial goals contained in the incentive compensation plan generally benefit ratepayers, and therefore, incentive compensation related to the achievement of those financial goals should be included in the cost of service. (Ex. 10, p. 16, l. 4-12).  However, witness Noack fails to demonstrate how ratepayers benefit.  If costs are lower between rate cases shareholders reap 100% of those cost reductions.  Second, MGE fails to recognize that net income can also be increased by means of rate increases, clearly not a benefit to ratepayers.
  In fact this Commission has in the past rejected inclusion of MGE’s incentive compensation plan in the cost of service.  In Case No. GR-98-285 the Commission stated:

The Commission finds that the costs of MGE incentive compensation program should not be included in MGE’s revenue requirement because the incentive compensation program is driven at least primarily, if not solely, by the goal of shareholder wealth maximization, and it is not significantly driven by the interests of ratepayers.

In the Matter of Missouri Gas Energy, 5 Mo.P.S.C.3d 437, 458 (1997).


Financial goals primarily benefit shareholders, and to the extent MGE can achieve those goals, the shareholders should be willing to reward company management for improving net income and return on their investment.  Accordingly, the costs associated with the financial goals of the incentive compensation plan should be excluded from MGE’s cost of service.


Public Counsel witness Bolin has also recommended that the incentive compensation awarded to MGE management for achieving a specified average speed of answer be disallowed from the cost of service. (Ex. 204, p. 19, l. 1-2).  While average speed of answer is ostensibly a customer service related goal, the level at which MGE has set to result in incentive compensation is not appropriate.  The average speed of answer goal used in MGE’s incentive compensation plan is below than industry average standard. (Ex. 204, p. 15, l. 6-10; Ex. 205, p. 14, l. 17-21).  Indeed, a study commissioned by MGE and conducted by Theodore Barry & Associates indicates that the industry average for annual average speed of answer is 60 seconds. (Ex. 204 Schedule KKB-4, p. 6. of 23).
  MGE’s threshold for providing incentive compensation is above this threshold.  Public Counsel does not believe ratepayers should be paying incentive compensation for a level of customer service that is above the industry average for average speed of answer.


The costs associated with the financial component and the average speed of answer component of MGE’s incentive compensation plan should be excluded from MGE’s cost of service.
  Exclusion of these costs would decrease MGE’s revenue requirement by $209, 513. (Ex. 857).


E.
Capacity Release/Off-System Sales

Public Counsel recommends that capacity release and off-system sales should be treated as a normalized revenue stream in this proceeding.  The combined level of normalized revenue Public Counsel has recommended for inclusion in revenues is highly confidential but can be found on page 9, line 14 of the revenue Direct Testimony of James A. Busch Exhibit 211. (See: also Ex. 857).


Public Counsel believes that the revenues associated with these two activities should be considered in establishing the revenue requirement because the actions involved by the Company to participate in capacity release transactions and off-system sales are a normal part of its everyday business activities. (Ex. 211, p. 7, l. 5-8).  Including off-system sales and capacity release revenues in the determination of revenue requirement provides a reasonable balance between Company and ratepayer interests.  (Ex. 211, p. 7, l. 8-11).  Furthermore, the personnel, equipment, and other resources used to obtain revenues from capacity release and off-system sales are recovered from ratepayers in non-gas rates so revenues from capacity release and off-system sales activity should be credited to ratepayers in base rates in order to offset the costs. (Ex. 211, p. 7, l. 11-14).


The Commission should establish a combined amount of capacity release revenues and off-system sales revenues.  Consistent with the treatment of other test year revenues in a rate case, once the Company has attained those levels, it would receive 100% of the revenues above the baseline amount.  If the Company does not attain those levels, it would incur financial detriment, holding all other factors equal. (Ex. 211, p 9, l. 4-9).   Public Counsel witness James Busch analyzed MGE’s capacity release revenues and off-system sales revenues for a three-year period beginning January 2001 and ending December 2003.  Then he took a monthly average for each month based upon that analysis and calculated a level that is the appropriate amount to include as an additional revenue source in this proceeding. (Ex. 211, p. 9, l. 14-21).


MGE witness Hayes asserts in his rebuttal testimony that Public Counsel’s proposed capacity release/off-system sales revenue amount is not a “reliable indicator” of the amount of revenues that MGE can expect in the future because of changing market conditions. (Ex. 17, p. 8, l. 1-6).  In support of this assertion witness Hayes points to the Kern River pipeline; Cheyenne Plains pipeline; Advantage pipeline; and the Western Frontier pipeline asserting that these pipelines or planned pipelines will lower the market for MGE’s capacity release from the Kinder Morgan Pony Express pipeline. (Ex. 17, p. 9, l. 4-9).  The record evidence demonstrates that none of these pipelines or planned pipelines will have an impact on MGE for years in the future, if at all.


The first pipeline mentioned by witness Hayes is the Kern River pipeline. (Ex. 17, p. 8, l. 8-14).  Witness Hayes admitted that Kern River was not going to effect MGE’s capacity release revenues. (Tr. p. 1469, l. 8-20).  Witness Hayes testified that the Advantage pipeline mentioned in his testimony, if it were built, would not be in service until several years from now. (Tr. p. 1469, l. 21-25; p. 1470, l. 1-4).  This testimony is consistent with Public Counsel witness Busch’s testimony that according to an article in the March 24, 2004 edition of Pipeline and Gas Journal, that if the project were built any in service date would not happen until 2006. (Ex. 214, p. 20, l. 4-8).  With respect to the Western Frontier pipeline, witness Hayes candidly admitted that it had been shelved due to lack of interest in the project. (Tr. p. 1458, l. 11-14; Ex. 214, p. 19, l. 10-21). 


The final pipeline mentioned by witness Hayes was the Cheyenne Plains pipeline.  According to witness Hayes this pipeline is going into service on or about January 1, 2005. (Ex. 17, p. 8, l. 17-19).  Witness Hayes admitted that he had no way of predicting what impact if any the Cheyenne Plains pipeline will have on MGE’s capacity release revenues claiming he could only make a “wild guess.” (Tr. p. 1470, l. 14-25).  Moreover, in response to questions from Chair Gaw, witness Hayes admitted the record evidence demonstrates that the demand for natural gas is increasing thus increasing demand for capacity from the Rocky Mountain basis. (Tr. p. 1477, l. 15-25; p. 1478, l. 1-24).


Simply put, there is no persuasive record evidence that supports witness Hayes’ assertion that the Cheyenne Plains pipeline will have an adverse impact on MGE’s revenues achieved from capacity release.
  In fact, the record evidence demonstrates just the opposite – as demand for natural gas increases, capacity on the interstate pipelines will become more valuable not less valuable.


In witness Noack’s rebuttal testimony, MGE proposes that capacity release and off-system sales be placed back into the purchased gas adjustment (“PGA”)/actual cost adjustment (“ACA”) and recommends that a sharing grid by added allowing MGE to share in the revenues generated by these sales. (Ex. 10, p. 29, l. 1-13).  The grid proposed follows:

First $300,000—15% to MGE and 85% to customers

Second $300,000—20% to MGE and 80% to customers

Third $300,000—25% to MGE and 75% to customers

Above $900,000—30% to MGE and 70% to customers.

Public Counsel opposes this proposal.


First, the Commission in Case No. GT-2001-329, In re Laclede Gas Co., allowed a similar sharing grid as proposed by MGE to expire and denied Laclede’s request to revive the incentive. (Ex. 214, p. 22, l. 1-6).  Second, MGE’s proposal allows MGE to share the first dollar of capacity release/off-system sales revenues even though some level of revenue is inherent. (Ex. 211, p. 7, l. 19-23).  Recognizing that a certain level of capacity release and off-system sales revenues are inherent in the mix of pipeline services for MGE, Public Counsel believes it is wholly inappropriate to allow Company to earn revenues on the first dollar of capacity release or off-system sales revenue as requested by MGE.


If the Commission wishes to move capacity release and off-system sales back to the PGA/ACA process, these revenues should be passed back dollar for dollar to ratepayers and MGE should not be allowed to share in any of the revenues.  If the Commission, despite Public Counsel’s opposition, wishes to allow MGE the ability to share in capacity release/off-system sales revenues, a baseline amount equal to the amount of off-system sales/capacity release revenues Public Counsel has recommended to be imputed into revenues.  However, Public Counsel believes that the appropriate recognition of capacity release/off-system sales revenues is in base rates.


F.
Environmental Response Fund

MGE has requested annual funding of $750,000 to cover the clean up costs associated with former manufactured gas plan (“MGP”) sites and other environmental clean up costs. (Ex. 8, p. 22, l. 18-21).  MGE has dubbed this fund the “Environmental Response Fund.” (Ex. 8, Schedule H-28, p. 2).  MGP remediation costs are defined as all investigations, testing, land acquisition if appropriate, remediation and/or litigation costs, and expenses or other liabilities specifically relating to gas manufacturing facilities, disposal sites, or sites to which material may be migrated, as a result of the operation or decommissioning of gas manufacturing facilities. (Ex. 204, p. 9, l. 14-18; Ex. 8, Schedule H-28, p. 2).  Public Counsel recommends that the Commission deny Company authorization to recover from ratepayers any of the remediation costs associated with former manufactured gas plant sites and that the Commission deny MGE’s request to establish an “Environment Response Fund.”



1.
MGE’s Cleanup Responsibilities

To deal with the contamination and cleanup problems presented by abandoned and/or inactive hazardous waste sites, Congress in 1980 enacted the Comprehensive Environment Compensation and Liability Act (CERCLA or Superfund).  CERCLA provided funding and enforcement authority to the Environmental Protection Agency (EPA) to enable it to respond to hazardous substance releases and to enable the EPA to undertake or regulate the cleanup of those hazardous sites where owners/operators were either without resources or unwilling to implement such cleanups.  In 1986 CERCLA was amended by the Superfund Amendments and Reauthorization Act (SARA) which intensified Superfund activities and set a goal of achieving “permanent” solutions at Superfund sites.  CERCLA imposes strict, joint and several liability on present or former owners or operators of facilities where substances have been or are threatened to be released into the environment.  Potentially responsible parties (PRP) included owners of contaminated land from point of contamination to date, operators (which is interpreted as any party that had possession, control, or influence over the premises during the same period), transporters, and generators of the contaminants regardless of whether they directly released such substances into the environment.  MGE has recognized that is currently has ownership interests in six sites that could require potential responsibility for cleanup efforts.  In addition to the currently owned sites, the Company has identified 14 unowned facilities which may or may not involve it as a potentially responsible party under the Superfund statute. (Ex. 204, p. 10, l. 15-20).  A list of the MGP sites can be found in Exhibit 204 highly confidential Schedule KKB-2, which is Missouri Office of the Public Counsel data request number 1030.



2.
Southern Union’s Purchase of Assets

In late 1993 and early 1994, SUC purchased the assets of Western Resources, Inc. (“WRI”) that now comprise the properties that SUC operates under the fictitious name Missouri Gas Energy.  At the time SUC purchased these assets from WRI it was well aware that there may be significant environmental liabilities respecting MGP.  In fact, these environmental liabilities were recognized by both SUC and WRI.  As part of the Agreement for Purchase of Assets between SUC and WRI the parties entered into an Environmental Liability Agreement. (Ex. 204, p. 11, l. 13-15; Ex. 205, Schedule KKB-16).  That Environmental Liability Agreement set out each party’s rights and responsibilities with regard to payment of costs related to MGP.  The following Articles of the Environmental Liability Agreement are relevant to this proceeding:

Article 1.  ASSUMPTION OF LIABILITY.  Except as hereinafter provided, Buyer hereby (a) assumes and agrees to be responsible for all Environmental Claims now pending or that may hereafter arise with respect to the Assets and the Business and (b) agrees to pay perform and discharge, as and when due and payable, all Environmental Costs with respect to such Environmental Claims.  Buyer hereby agrees, except as herein provided, to indemnify and hold Seller harmless from and against all Environmental Claims and Environmental Costs which Buyer has assumed or agreed to be responsible for pursuant to this Article 1.

Article 2.  DEFINITION OF COVERED MATTERS.  (a) Definition.  As used herein, the term “Covered Matters” shall mean and refer to all Environmental Claims and Environmental Costs related to the Assets or the Business which (i) arise out of or are based upon Environmental Laws, and (ii) are not included in Assumed Liabilities.

Newly Discovered Matters.  Covered Matters that are discovered by Buyer prior to the date which is two (2) years following the date of this Agreement shall be subject to the cost sharing provision contained herein.  All Covered Matters discovered by Buyer more than two (2) years following the date of this Agreement shall be the sole responsibility of Buyer.

Article 2c (iii)  Recovery of Remediation Costs through Regulated cost of Service.  In addition to seeking the relief contemplated under subparagraphs (c)(i) or (ii), Buyer shall request from the appropriate regulatory agency having jurisdiction in the state where any remediation site is located for authority to include the cost incurred by Buyer in connection with the remediation of such site, above that recovered under subparagraphs (c)(i) or (ii), in its applicable rates or other charges for service. . . .

(iv). Buyer’s Initial Sole Liability Amount.  Upon exhaustion of relief contemplated under subparagraphs (c)(i), (ii) and (iii), Buyer shall thereafter be solely liable (as between Seller and Buyer) for the payment of costs incurred by Buyer or Seller in connection with Covered Matters in excess of the amounts received by Buyer under subparagraphs (c)(i), (ii) and (iii) in the aggregate amount of Three Million Dollars ($3,000,000.00), without regard to the number of claims concerning Covered Matters required to reach said amount.

(v). Buyer/Seller Shared Liability Amount.  Upon exhaustion of relief contemplated under subparagraphs (c)(i) through (iv), Buyer and Seller shall share equally in payment of costs incurred by Buyer in connection with Covered Matters in excess of the amounts received by Buyer under subparagraphs (c)(i) through (iii) (or paid by Buyers under subparagraph (c)(iv)) to a maximum aggregate amount of Fifteen Million Dollars ($15,000,000.00), without regard to the number of claims concerning Covered Matters required to reach said amount.  Notwithstanding anything to the contrary herein, Seller’s total liability for Covered Matters shall be limited to the amount of Seven Million Five Hundred Thousand Dollars ($7,500,000.00), and Buyer shall indemnify and hold Seller harmless with respect to all claims, costs, demands and liabilities with respect to all other Covered Matters.

(d) Limitation on Seller’s Liability.  Seller’s liability under Subparagraph (c) above shall terminate upon that date (the “Termination Date”) which is fifteen (15) years after the Closing Date.  From and after the Termination Date, Seller shall have no further obligations or responsibilities with respect to all other Covered Matters.  

These provisions demonstrate that SUC was well aware of the environmental liabilities and agreed to share the liability for payment of any costs associated with any MGP remediation that might occur subsequent to SUC buying the Missouri gas utility assets.  (Tr. p. 1860, l. 6-9).


In fact, the record evidence demonstrates that MGE has yet to exhaust the $3,000,000 set aside pursuant to Article 2c, iv of the Environmental Liability Agreement and the insurance proceeds SUC received.  (Ex. 855 Highly Confidential).  Witness Noack admitted MGE has yet to pay anything “out of our own pocket” regarding environmental costs. (Tr. p. 1865, l. 3-11).  Moreover, Article 2c, iii does not require MGE be granted recovery of remediation costs through rates to trigger the WRI contribution of $7,500,000 toward environmental costs, it merely required MGE to seek rate recovery.  Witness Noack candidly admitted this fact during cross-examination.  (Tr. p. 1859, l. 17-24).


SUC was well aware of the possible environmental costs associated with purchasing the assets of WRI that are now operated by SUC as MGE (Tr. p. 1859, l. 6-16).  The Company negotiated a purchase price that recognized these environmental liabilities and entered into an agreement with WRI to apportion those liabilities.  (Tr. p. 1860, 1. 10-20).  MGE’s proposal to have ratepayers fund some type of revenue surreptitiously titled as an “environmental response fund” makes no sense given that SUC was aware of these liabilities when it purchased the assets of WRI. 



3.
The Environmental Response Fund Violates Basic Regulatory Principles.


MGE’s request to include $750,000 in rates for an environmental response fund to clean up MGP sites violates basis regulatory principles and should be rejected by this Commission.  First, the “costs” allegedly related to MGP clean up are not “known and measurable”.  The known and measurable standard requires that before an item is included in the cost of service two tests must be met.  The known test requires that the existence or probable existence of an item be known with reasonable certainty.  The measurable criteria requires that the financial effect of an item be known with reasonable certainty.  MGE’s environmental response fund fails to meet either prong of the known and measurable test.  The record evidence demonstrates that the $750,000 is an estimate of an alleged “appropriate” level to use to establish a fund from which future costs can be paid.  (Ex. 230).  Witness Noack admitted that no amount of environmental remediation costs had been included in this case (Tr. p. 1865, l. 24-25; 1866, l. 1) and that he did not have “any idea” of the amount MGE would expect to expend on environmental remediation on a going forward basis.  (Tr. p. 1866, l. 2-8).  By MGE’s own admission these costs are neither known nor measurable.  This Commission has denied inclusion of projected or estimated costs in the cost of service stating:

Projected and estimated costs are not definite and are capable of increasing and decreasing.  As such, the costs are not known and measurable and should not be included in the cost of service at this time.

In the Matter of Missouri Public Service, 2 Mo.P.S.C. 3d, 206, 217 (1993).


Second, none of the former MGP are currently in operation.  (Ex. 204, p. 11, l. 19-20; Tr. p. 1862, l. 4-6).  Only the costs associated with plant or property that currently provides utility service to the public should be authorized cost of service treatment.  (Ex. 205, p. 24, l. 15-17).  While it is undisputed that none of the twenty MGP sites identified are in service, fourteen of the twenty MGP sites are not owned by MGE and will never provide any services to customers of MGE.  (Ex. 205, p. 24, l. 19-22; Tr. 1862, l. 12-18).  This Commission ought not allow MGE to recover costs from ratepayers when these costs have nothing to do with the rendition of utility services. Simple put, these costs do not relate to the provision of gas service to customers.  As explained earlier, CERCLA and SARA do not pertain to a specific utility, but to owners of land upon which such wastes are found and those previous owners in the chain of title.  It is not as a utility provides that MGE becomes liable under federal law for clean up, but as a titleholder, former owner or insurer.  This Commission should reject MGE’s request because all of the future costs MGE seeks to recover do not relate to the provision of gas service to customers.


Third, with respect to the six sites owned by MGE, ratepayers should not be required to pay for remediation because ratepayers do not share in the gain from the site of property.  The MGP remediation process is intended to bring the property in question back up to a normal standard of usability.  (Ex. 205, p. 25. l. 4-9).  Removing the environmental issues from the property obviously raises the properties value.  However, based upon past Commission practice, utilities in Missouri expect that any gain on the sale of property will accrue to the utility.  See: Re: Kansas City Power & Light, ER-77-118, Mo.P.S.C. (N.S.) 543, 576 (1977).  Ratepayers are harmed in two ways:  1) they reimbursed MGE for the remediation costs, but received no gas related service and, 2) they do not share in the gain when the site is sold.  (Ex. 205, p. 25, l. 14-16).  


Finally, ratepayers had no input as to the manner in which MGP sites were operated or dismantled nor were they at fault for the contamination of the MGP sites. (Ex. 205, p. 26, l. 4-5).  It is significant to establish the ratepayers’ lack of fault in order to highlight the impropriety of MGE’s proposal.  The proposal is a classic example of a public utility trying to take advantage of the captive position of it customers.  Essentially, it’s the Company’s desire to shift the risk and financial burden of the MGP sites remediation from its shareholders to its customers.  Customers did not cause the contamination.  In fact, it is unlikely that current customers played any part in the management and operation of the plant that is now being remediated. Any contamination that occurred was done under the auspices of managers of the Company.  To absolve them of this responsibility, for whatever reason, is not appropriate.  The Company’s shareholders have been reimbursed for the risk of events such as these through Commission approved rate of return.  Accordingly, the Company’s shareholders should be held responsible for the resulting liabilities and costs.


It is Public Counsel’s belief that SUC has already been reimbursed for the costs.  The utility’s shareholders are compensated for this particular business risk through the risk premium applied to the equity portion of the utility’s weighted average rate of return.  Since businesses are dynamic, the risk of unknown business changes is a factor included in a utility’s rate of return authorized by the Commission, and utilities in this State receive a monetary recovery for that risk each and every year of their existence.  MGE, and its predecessors, received that monetary recovery for the MGP sites at the time of their operation going forward every year to the present.  The utility should not now be allowed an additional return to compensate it for those very same costs.  Indeed, the U.S. Supreme Court established the opportunity to be afforded public utilities should simulate that of a similar unregulated enterprise in light of the risks taken by such enterprises. Bluefield v. Public Service Company, 262 U.S. 679, 693 (1923).  It is thus presumptive that MGE and its predecessors in interest received rates which included recognition of business risk.


Evidently, MGE would have its customers pay not only the premium for its environmental insurance policy, and the business risk component of its rate of return, but the uninsured balance as well.  This amounts to no risk for MGE’s shareholders.  Removing all risks from shareholders and placing them on ratepayers would be wholly inappropriate.


G.
Rate Case Expense


MGE seeks to recover $1.38 million in rate case expense. (Ex. 49, p. 5, l. 8-12).  MGE seeks to recover this amount amortized over a three or four year period.  Public Counsel believes the $1.38 million amount is not a reasonable amount for MGE to incur and believes this amount should be adjusted to a more reasonable level. (Ex. 234, p. 1, l. 14-17).  This amount is more than twice the amount MGE incurred in its last two litigated rate cases GR-96-285 and GR-98-140. (Ex. 234, p. 2, l. 1-9).  Each of the previous litigated cases featured more contested issues than the present case. (Ex. 234, p. 2, l. 10-11).


Public Counsel has presented two options for rate case expense.  Option one is an average of the past two litigated rate case expenses for Case No. GR-96-285 ($537,185) and Case No. GR-98-140 ($579,566) and an adjusted rate case expense of $787,766 for this case which results in a rate case expense of $634,389 amortized over a three-year period. (Ex. 234, p. 2, l. 14-17).  Option two is Public Counsel’s adjusted rate case expense of $787,766 amortized over a three-year period.  Public Counsel arrived at an adjusted rate case expense by removing expenses that were not necessary and/or duplicative and by adjusting hourly rates charged by an attorney and a consultant to a reasonable amount for the type of work performed. (Ex. 234, p. 2, l. 17-19).


The largest amount of rate case expense in this proceeding centers on the issue of capital structure and ROE.  Kasowitz, Benson, Torres and Friedman (“KBT&F”) charged MGE approximately $614,000 to litigate this issue and charged MGE $690.00 per hour. (Ex. 234, p. 4, l. 4-9).
  KBT&F attorneys Mr. Hershmann and Mr. Fry have never litigated any regulated utility cases. (Ex. 234, p. 6, l. 12-16, Schedule KKB-4).  Despite this lack of experience in utility law, the $690.00 per hour is more than three times the amount charged by Brydon, Swearengen & England (“BS&E”), a firm that has considerable experience in the utility regulation arena. (Ex. 234, p. 5, l. 1-3).


Public Counsel believes the appropriate hourly rate to charge should not be over $200.00 per hour.  This is the hourly rate charged by BS&E and other law firms performing regulatory work in the State of Missouri. (Ex. 234, p. 8, l. 14-21).  Public Counsel recommends that only $171,950 of KBT&F charges be charged to ratepayers. (Ex. 234, p. 8, l. 11-13).


Public Counsel also believes that the $47,522 in fees charged by Watson Bishop London and Brophy (“WBLB”) should be disallowed in total.  A review of the WBLB invoices revealed that the work this firm did was wholly duplicative on the work done by KBT&F and BS&E. (Ex. 234, p. 9, l. 7-14).


Public Counsel also recommends that the Commission exclude the $36,303 in fees from Kleet, Rooney, Lieber and Schorling.  These fees relate to witness John Quain who filed “public policy” testimony on behalf of MGE. (Ex. 234, p. 9, l. 15-21).  Witness Quain testified that his job was to convince the Commission “that the application of Hope and Bluefield is an important part of the process as well as the promotion of public policy objectives.” (Ex. 848, p. 149, l. 8-13).  It is common knowledge that in setting rates a Commission should consider its public policy objectives. (Ex. 234, p. 10, l. 15-18).  Nor is the fact that Hope and Bluefield set-out the legal standard for rate of return something that requires expert testimony.  This Commission is well aware of Hope and Bluefield. (Ex. 234, p. 11, l. 1).  In fact, witness Quain testified this Commission was well aware of its public policy duties and the legal requirements of Hope and Bluefield. (Ex. 848, p. 149, l. 14-15).  Ratepayers should not pay for witnesses who add nothing of substance to the rate case proceeding.


Public Counsel also believes that the $30,000 paid to MGE witness Morin is excessive.  Witness Morin testified he only spent 25 hours preparing his written testimony. (Ex. 234, p. 11, l. 16-17).  Public Counsel witness Bolin added another 10 hours to this for a total of 35 hours and doubled the $140 per hour rate MGE witness Dunn charged to $280 per hour to come to the conclusion the appropriate level of expense for Morin is $9,800. (Ex. 234, p. 11, l. 16-21; p. 12, l. 1-5).  If one were to use the full $30,000, witness Morin’s hourly rate, assuming 35 hours would be approximately $857 per hour.  This is over six times the hourly rate of witness Dunn. (Ex. 234, p. 12, l. 6-11).


During the hearing MGE President and COO Oglesby testified had he known prior to witness Morin being hired that he would charge that huge amount he might have had second thoughts about hiring him. (Ex. 234, p. 12, l. 12-17; Tr. p. 1236, l. 7-15).  In fact, KBT&F hired witness Morin and MGE President and COO Oglesby did not approve the expenditure until three days after witness Morin’s testimony had been filed. (Ex. 234, p. 13, l. 1-4; Ex. 227).  This demonstrates a lack of fiscal control on the part of MGE regarding rate case expense. (Ex. 234, p. 13, l. 5-8).


The issues in this case were no different than any other rate case. (Ex. 234, p. 13, l. 17-22).  The fact that rate of return was a contested issue with a large dollar impact is not unique in every rate case before this Commission. (Ex. 234, p. 7, l. 1-3).  Thus, the rate case expenses incurred by MGE are not reasonable or prudent. (Ex. 234, p. 13, l. 22).  The amount requested by MGE to be included in the cost of service should be adjusted to a reasonable and prudent level.

The rate case expense for the current case is still considerably higher then the past rate case expense incurred by MGE even though no new or unique issues were presented.  In fact this case had 56.7 percent and 80 percent less litigated issues respectively than the previous two cases. Therefore Public Counsel believes it is appropriate to use an average of the rate case expense from Case No. GR-96-285, ($537,185) the rate case expense from Case No. GR-98-140 ($579,566) and the adjusted rate case expense for this case of $787,766 in determining a reasonable level of rate case expense to be included in the cost of service.  This average is $634, 839 or on annual basis $211,613 (amortized over a three year period). (Ex. 234, p. 14, l. 6-13).


It is appropriate to use normalization when determining the revenue requirement associated with expenses that fluctuate from period to period.  This averaging process promotes rate stability and ensures rate are not developed using cost levels that are at either end of the range of fluctuation. (Ex. 234, p. 14, l. 14-16).


This Commission has previously denied rate case expenses that were not necessary or prudent and where cost containment efforts have not been shown.  In Case No. WR-93-212 In re Missouri-American Water (Nov. 18, 1993) at page 9 of its Report and Order, this Commission stated:

“Disallowing all expense, or perhaps even disallowing any prudently incurred rate case expense could be viewed as violating the Company’s procedural rights.  The Commission does not want to put itself in the position of discouraging necessary rate cases by discouraging rate case expense.  The operative words here, however, are necessary and prudently incurred.  The record does not reflect efforts at cost containment and consequently it does not support that these expenses have been prudently incurred.

The Commission finds that the Staff’s assessment of rate case expense, as based upon historical data from this company’s previous rate case expenses, is the more reasonable position.

The record evidence demonstrates that MGE failed and did not have any cost containment measures in place. The Commission should accept Public Counsel’s adjustment and reduce MGE’s rate case expense to a more just and reasonable level.


H.
Kansas Property Taxes


For the first time in its true-up testimony, MGE has raised the issue of a new Kansas property tax on gas held in inventory in Kansas and requested that $1.2 million be recovered from ratepayers as a result of this new tax.  In the alternative, MGE has suggested that an accounting authority order (“AAO”) may be appropriate for these potential Kansas property taxes.  Public Counsel opposes both requests and asks that the Commission deny MGE’s belated request to include $1.2 million in rates for the alleged new Kansas property taxes.


First, MGE did not raise this issue in its direct, rebuttal or surrebuttal testimony. (Tr. p. 2500, l. 24-25; p. 2501, l. 1-14).  The purpose of a true-up procedure is to provide current revenue and expense levels for certain accounts that are contained in the test year.  In this proceeding, MGE, Staff and Public Counsel agreed to true-up certain items.  These true-up items are found in the Rebuttal testimony of MGE witness Noack Exhibit 10 at page 4, lines 4 through 19.  Property taxes was not one of the items included in the true-up.  Witness Noack candidly admits this fact. (Tr. p. 2500, l. 17-23).  Including property taxes in the true-up was not agreed upon and would be inappropriate.  Moreover, there is no provision in a true-up for introducing new revenue and expense items, such as the Kansas property tax, not included in the test year.


The record evidence demonstrates that the property tax forms were not due until August 1, 2004, no assessment had been made, no tax rate set and the tax bill had not been delivered. (Tr. p. 2520, l. 6-25; p. 2521, l. 1-13).  In fact, the first installment of this tax will not be due until December, 2004 and the balance will not be due until June, 2005. (Tr. p. 2522, l. 1-5).  Simply put, this alleged tax liability is not known or measurable and wholly outside the test year and true-up period.


The known and measurable standard requires that before an item is included in the cost of service two tests must be met.  The known test requires that the existence or probable existence of an item be known with reasonable certainty.  The measurable criteria requires that the financial effect of an item be known with reasonable certainty.  MGE’s Kansas property taxes fails to meet either prong of the known and measurable test.  The record evidence demonstrates that the $1.2 million is an estimate of MGE’s alleged tax liability that may occur sometime well outside the test year and true-up period utilized in this case.  The record evidence demonstrates that MGE believes this new property tax law is unlawful. (Ex. 49, p. 6, l. 7-8).  By MGE’s own admission, these costs are neither known nor measurable.  This Commission has denied inclusion of projected or estimated costs in the cost of service stating:

Projected and estimated costs are not definite and are capable of increasing or decreasing.  As such, the costs are not known and measurable and should not be included in the cost of service at this time.

In the Matter of Missouri Public Service, 2 Mo.P.S.C.3d 206, 217 (1993).  This Commission should not include an amount for Kansas property taxes in rates because the amount of the tax, if any, is unknown, and there is not even test-year data on which to base a reasonable estimate.  In fact, during the test year and true-up period MGE did not incur any Kansas property tax costs.


As an alternative, MGE requests that the Commission grant it an AAO for the Kansas property taxes.  The Commission should reject this request.  First, there is a complete lack of appropriate notice to grant MGE’s AAO request.  To grant this request would violate the procedural due process right of the parties and any other possible interested non-party.  If MGE thinks it is appropriate to receive an AAO in this case, it should file the proper application with the Commission.  In fact, MGE’s AAO request does not even appear in its testimony.  The first mention of an AAO is contained in the True-up Issue List.  This mention hardly provides proper notice to interested parties.


Second, property taxes are not appropriate for AAO treatment because they are not extraordinary, unique or non-recurring costs.  Property taxes are normal, recurring costs.  Deferral of such on-going normal expenses is wholly inconsistent with long-standing Commission AAO policy.  The Commission succinctly described this policy in Re: Missouri Public Service, 1 Mo.P.S.C.3d 200, 205 (1991):

The deferral of costs from one period to another period for the development of a revenue requirement violates the traditional method of setting rates.  Rates are usually established based upon a historical test year which focuses on four factors: (1) the rate of return the utility has an opportunity to earn; (2) the rate base upon which a return may be earned; (3) the depreciation costs of plant and equipment; and (4) allowable operating expenses.  State ex rel. Union Electric Company v. PSC, (UE), 765 S.W.2d 618, 622 (Mo. App. 1988).


Allowable operating expenses are those which recur in the normal operations of a company, and a company’s rates are set for the future based upon its past experience for a test year with adjustments for annualizations, normalizations and known and measurable changes.  Under historical test year ratemaking, costs are rarely considered from earlier than the test year to determine what is a reasonable revenue requirement for the future.  Deferral of costs from one period to a subsequent rate case causes this consideration and should be allowed only on a limited basis.


This limited basis is when events occur during a period which are extraordinary, unusual and unique and not recurring.  These types of events generate costs which require special consideration.

In Missouri Public Service the Commission also determined that the decision to grant an AAO is best performed on a case-by-case basis. Id.  The Commission’s decision to grant AAOs only on a case-by-case basis appropriately recognizes that granting an AAO is a discretionary act on behalf of the Commission.  Granting an AAO is not a mandatory statutory requirement nor a requirement of Commission rule.  The test that the Commission has used for determining whether or not to grant an AAO is whether the expense to be deferred is “extraordinary, unusual and unique and not recurring.”


MGE does not seek to defer any extraordinary, unique or non-recurring costs but rather seeks to defer normal on-going operating expenses.  MGE witness Noack admitted there is nothing extraordinary or unusual about the payment of property taxes. (Tr. p. 2503, l. 10-14; p. 2504, l. 5-11).

The Uniform System of Accounts (“USOA”) defines “extraordinary items” as:


7.
Extraordinary items.  It is the intent that net income shall reflect all items of profit and loss during the period with the exception of prior period adjustments as described in paragraph 7.1 in long-term debt as described in paragraph 17 below.   Those items related to the effects of events and transactions which have occurred during the current period and which are not typical or customary business activities of the company shall be considered extraordinary items.  Accordingly, they will not be events and transactions of significant effect which would not be expected to recur frequently and which would not be considered as recurring factors in any evaluation of the ordinary operating process of business. (In determining significance, items of similar nature should be considered in the aggregate.  Dissimilar items should be considered individually; however, if they are few in number, they may be considered in the aggregate.)  To be considered as extraordinary under the above guidelines, an item should be more than approximately five percent of income computed before extraordinary items.  Commission approval must be obtained to treat an item of less than five percent as extraordinary. (See Accounts No. 434 and 435.)

(emphasis added).  USOA General Instructions, paragraph 15,017 cited in State ex rel. Office of the Public Counsel v. Public Service Commission, 858 S.W.2d 806, 810 (Mo. App. 1993).  Contrary to the USOA definition of extraordinary items, MGE seeks to defer costs related to typical and customary business activities of the Company.  The Commission in Missouri Public Service referring to the USOA definition of extraordinary noted:


The USOA recognizes that only extraordinary items should be deferred.  The definition cited earlier states the intent of the USOA that net income shall reflect all items of profit and loss during the period and exceptions are only for those items which are of significant effect, not expected to recur frequently, and which are not considered in the evaluation of ordinary business operations.
1 Mo.P.S.C.3d at 205 (emphasis added).   Unfortunately for MGE, property taxes are part of MGE’s ordinary business operations.


The USOA definition of extraordinary item explicitly forbids the inclusion of typical and customary business activities as extraordinary items.  The definition of extraordinary item in the USOA also requires the item to be one “which would not be considered as recurring factors in any evaluation of the ordinary operation process of business.”  Property taxes are part of MGE’s ordinary business and have a specific USOA account. (Tr. p. 2503, p. 20-25; p. 2504, l. 1-4).  

This Commission has specifically rejected extraordinary accounting treatment via an AAO for costs that are normal on-going operating expenses.  In Missouri Public Service, the Commission rejected MPS’ request for an AAO regarding its purchase power capacity contracts.  In rejecting the request this Commission stated:


Staff and Public Counsel oppose the deferral of the costs associated with the increase in demand charges.  They contend that these purchase power contracts are not extraordinary or unique but are a part of the normal operations of a reasonable and prudent utility.  The Commission agrees.


Purchasing power or capacity to meet a company’s demand for service is a fundamental undertaking of a regulated utility.  A utility must plan for future demand an made a decision of how best to meet that demand.  Purchase power capacity contracts which ensure a source of supply for energy for a period are a proper function of management.  The fact that these contracts contain rate increases or additional charges are they mature does not render them extraordinary or unique.  Costs of other services go up, while others may go down.  If the Commission allowed deferral of these costs, then any item of expense with rising costs could arguably be deferred.  As the Commission has discussed earlier, only costs associated with extraordinary, nonrecurring events should be deferred since they are not part of the normal operating expenses of a company.  Power purchases of this nature are not extraordinary events.


The costs associated with the purchase power capacity contracts are recurring expenses.  The Commission has established rates based upon both capacity costs and kw’s purchased during the test year.  The fact that these costs increase based upon the contract does not make them extraordinary.  The fact that the contracts were entered into instead of building new peaking capacity does not make them extraordinary.  The management at MPS is expected to make prudent and reasonable decisions to meet MPS’s need for energy.  This is part of the normal operations of a utility and costs associated with these decisions are normal operating expenses which are recoverable through existing rates.

1 Mo.P.S.C.3d at p. 210-211.  Just like the purchase power capacity contracts, property taxes are recurring expenses.


The Commission should reject MGE’s belated attempt to seek an AAO for property taxes.  As noted by this Commission In the Matter of the Application of United Water Missouri, Inc. for an Accounting Authority Order Relating to FAS 106, Case No. WA-98-187 (April 20, 1999) “[i]t is not appropriate for a utility to defer normal, ongoing expense items.  If a utility is allowed to defer those on-going costs, it will result in the recouping of past losses in a subsequent rate case.” (Slip Opinion p. 6).  The record evidence establishes that the property taxes that MGE seeks to defer are normal recurring on-going business expenses and thus inappropriate for AAO treatment.

I.
Class Cost of Service/Rate Design
1.
Class Cost Of Service Issues
a)
Summary

Public Counsel’s class cost of service (CCOS) study indicates that on a revenue neutral basis, the residential, small general service, and large general service classes should receive a rate reduction, and the large volume service class should receive a rate increase. (Ex. 212, p. 10, l. 14 – 21; and Ex. 232).  Public Counsel’s CCOS serves as a starting point for developing class revenue allocation and rate design recommendations.

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



The major difference between the parties’ class cost of service study  (CCOS) results is attributable to differences in the allocation of the cost of distribution mains.  There are two primary factors which make Public Counsel’s mains allocation superior to those of other parties.  First, Public Counsel allocates distribution mains based on the modified Relative System Utilization Method (RSUM).  (Ex. 212, p. 5, l. 11 – 22). The modified RSUM uses a demand-related component to assign costs to the various classes based on each month’s peak day usage. (Ex. 212, p. 6, l. 1-8).  This is appropriate because MGE’s investment in distribution mains is used to provide service on a daily basis, year-round, to all existing and potential customers.  (Ex. 214, p. 3, l. 10 – 13).  Upon consideration and analysis, Staff witness Dan Beck found merit in using year-round usage like Public Counsel’s RSUM method is based on.  (Ex. 804, p. 15, l. 14 – 16).  


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


The second primary factor that supports Public Counsel’s CCOS mains distribution allocation as the most reasonable is that it best relates the allocation of cost consistent with the economic principle of economies of scale.  Public Counsel’s method takes into account the actual functional (non-linear or less-than-proportional) relationship between the cost of distribution main (per its size diameter) and the capability of the distribution main to deliver gas, thereby better providing an offsetting cost benefit to those customers that drive usage on the system to levels that achieve economies of scale  (Ex. 208, p. 10, l. 13-20; Ex. 208, p. 12, l. 24- p. 13, l. 4).  As Ms. Meisenheimer shows, the capability of a main to deliver gas increases quite rapidly with increasing diameter, while the rate of increase in the cost of mains by diameter is much slower (Ex. 208, Schedule BAM DIR-3 and Schedule BAM DIR-4).  To determine an appropriate factor to reflect economies of scale, Public Counsel witness Meisenheimer performed a mathematical study utilizing the relationship between pipe capacity and cost in order to quantify the non-linear relationship or “economies of scale” inherent the system.  (Ex. 208, p. 13, l. 13–14).  Ms. Meisenheimer’s study relied on engineering relationships and mathematical formulas provided by Public Counsel witness Mr. Barry Hall in Case No. GR-97-393. (Ex. 208, p. 14, l. 2–6).   Ms. Meisenheimer worked with Mr. Hall and discussed portions of the mathematical derivation Mr. Hall originally used. (Tr. p. 2184, l. 22 – p. 2185, l. 2)  The general formula Ms. Meisenheimer relied upon is used to measure flow through pipes under various assumptions (Tr. p. 2185, l. 5-10).   Appendix 1 of Ms. Meisenheimer’s testimony and schedules illustrate the mathematical derivation and data plots of actual Company data used in arriving an economies of scale factor of .3972 (Ex. 208, p. 14, l. 1 – p. 15, l. 15; Ex. 208, Schedule BAM DIR-3 and Schedule BAM DIR-4).  The economies of scale factor Ms. Meisenheimer derived is used in Mr. Busch’s CCOS to allocate mains. (Ex. 212, p. 6, l. 8–10; and Ex. 208, p. 15, l. 13-15).

d)
Public Counsel Class Cost Of Service Results

The methods used in Public Counsel’s CCOS results in the following class revenue shifts:



Residential
Small GS
Large GS
     LV

    

Class Shifts
(5,200,615)
(2,090,543)
(900,394)
8,191,551
 

% Change
    -5.30%
   -7.24%
  -32.17%
  76.26%
 

(Ex. 232, updated Schedule JAB-RD2).  Public Counsel used these study results as a starting point for developing the class revenue allocation and rate design recommendations discussed below.

2.
Rate Design
a)
Summary

In this proceeding, MGE offered various methods to guarantee its revenue stream.  While these proposals benefit the Company by reducing weather related risk, the proposals are detrimental to customers and introduce new weather related risks that do not exist under the current non-gas rate structure and PGA/ACA gas recovery mechanisms. (Ex. 210, p. 30, l. 1-4).    Public Counsel strongly opposes approval of these schemes.  As demonstrated in Public Counsel’s testimony, imposing the Company’s proposals will unnecessarily serve the Company’s interests at the expense of the interests of its customers.

Public Counsel instead proposes a balanced approach to rate design that retains the status quo with respect to Residential rates.  The Residential class currently recovers a disproportionate share of cost so increases in Residential volumetric rates and/or adjustments that increase the mandatory charges are unnecessary.  Furthermore, the Commission has heard from customers in this proceeding that such increases will be unaffordable, burdensome, and frustrating.  (See, transcripts of local public hearings, Transcript Volumes 1-5).  Tempered movement toward each classes cost of service that does not further burden residential customers would be a sufficient outcome for this proceeding and will reasonably balance the interest of all classes.

Public Counsel’s recommended class revenue responsibility based on Public Counsel’s revised class cost of service study are shown in the following table:

Public Counsel’s Recommendation

(See Attachment 1 to this brief for derivations.)

Residential
 Small GS  
 Large GS
      LV



Class Shifts
        
       $ 0 
     $ 0
                     $0
$2,751,874


% Change
          
         0%
        0%
           0%
   22.40%

Class Responsibility
   68.38%
 20.13%
      1.93%
     7.69%

Since the Residential class already pays more than its cost of service, there is no need to change the status quo with respect to Residential rates (Ex. 208, p. 6, l. 10-11). Otherwise, the Residential class would be required to shoulder an even larger proportion of cost than it already does. (Ex. 210, p. 28, l. 1- 4). Public Counsel recommends that the Commission retain the current volumetric rate level and structure, the current customer charge and the current connection and reconnection charge levels (Ex. 208, p. 6, l. 10-11; Ex. 210, p. 28, l. 1- 4).


Public Counsel also urges the Commission to reject MGE’s attempt to shift its share of normal weather related risk to customers through a weather mitigation rate design or weather mitigation clause.  With regard to the weather mitigation rate design, allowing MGE to virtually eliminate all non-gas cost related risk coupled with potential future undisclosed annual PGA/ACA rate adjustments unreasonably benefits the Company and exposes ratepayers to future uncertainty regarding gas cost collections.  The weather normalization clause has been rejected three times by this Commission.  Public Counsel strongly opposes imposing it in this case.  

b)
Class Revenue Responsibility Should Balance Movement Toward Cost Of Service With Rate Impacts And Affordability.


Public Counsel recommends that the Commission adopt a rate design that balances movement toward cost of service with rate impacts and affordability considerations.  (Ex. 208, p. 2, l. 15-16).  In determining the proper class revenue responsibility, Public Counsel recommends a two-step process.  Public Counsel recommends inter-class adjustments of no more than the “revenue neutral shifts” indicated by Public Counsel’s class cost of service study (Ex. 208, p. 2, l. 19-20).  Revenue neutral shifts are shifts that hold overall company revenue at the existing level but allow for the share attributed to each class to be adjusted to reflect the cost responsibility of the class (Ex. 208, p. 2, l. 20-22).  In addition, Public Counsel recommends that if the Commission determines that an overall increase in revenue requirement is necessary, then no customer class should receive a net decrease as the combined result of: (1) the revenue neutral shift that is applied to that class, and (2) the share of the total revenue increase that is applied to that class (Ex. 208, p. 3, l. 1-4). Likewise, if the Commission determines that an overall decrease in revenue requirement is necessary, then no customer class should receive a net increase as the combined result of: (1) the revenue neutral shift that is applied to that class, and (2) the share of the total revenue decrease that is applied to that class (Ex. 208, p. 3, l. 5-8).  


Based on Public Counsel’s revised cost of service study, the Residential class already recovers approximately $5M more than its cost of service. (Ex. 232, updated Schedule JAB-RD2).   From a public policy perspective, it is reasonable to provide some relief to other classes by offsetting a portion of any increase to the Large Volume class with some of the Residential class decrease.  This will help to mitigate potential rate shock to the Large Volume class while also ensuring that it moves closer to its cost of service (Ex. 208, p. 3, l. 6-10).  This approach reasonably balances the interest of the customer classes because it achieves measured movement toward each class’s cost of service while also assuring, that at a minimum, no class which is currently over recovering, is made worse off (Ex. 208, p. 3, l. 5-8). 

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

The detrimental impact of a rate increase on residential ratepayers was strongly articulated by the letters from MGE customers (Ex. 205, Schedule KKB-13) and in some of the local public hearings held in Joplin, St. Joseph, Kansas City, and Blue Springs (Transcript Volumes 1-5).  MGE customers expressed repeated and substantial frustration and concern regarding service quality, increases to the inescapable customer charge and the general unaffordability of the proposed increases especially in light of the recently poor economic conditions.    

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

One of the Company’s proposals would impose a weather mitigation rate design intended to collect the lion’s share of non-gas cost through a “weatherproof” volumetric rate structure (Ex. 209, p. 9, l. 14-16) thereby eliminating virtually all risk associated with warmer than normal weather (Ex. 209, p. 10, l. 13-14). While the proposal obviously serves MGE’s interests, it does so at the expanse of its customers.  Based on Public Counsel’s study and analysis, the Company’s proposal will make consumers worse off. (Ex. 209, p. 14, l. 6-9).   The detrimental impact on customers is a result of the combined impact of shifting greater non-gas recovery to lower usage during the winter months and future PGA/ACA adjustments the Company may seek as a result of undercollection of gas cost that accommodate the Company’s proposal to adjust non-gas and PGA rates during the six month winter period.   


Specifically, the weatherproof volumetric rate schedule proposed by the Company consists of collecting the majority of non-gas cost through charges associated with customer use of up to 68 Ccf per month during a six month winter season; November through April. (Ex. 209, p. 9, l. 16-19).  During these months, the non-gas volumetric rates would be set at $.32599 for consumption up to 68 Ccf (Ex. 23, p. 30, l. 9).  For consumption in excess of 68 Ccf the rate would be $0. (Ex. 23, p. 30, l. 10).    Likewise, the Company proposes to adjust the PGA rate during the same period.  The Company anticipates a PGA rate of $.57982 for volumes up to 68 Ccf and a PGA rate of $.90617 that would apply to volumes in excess of 68 Ccf. (Ex. 23, p. 30, l. 15-17).   For the remaining months of the year, a single non-gas rate of $.15525 and an anticipated PGA rate of $.75056 would apply for all levels of consumption (Ex. 23, p. 30, l. 6-7 and 13-14).    

i.
The Weatherproof Rate Locks In Revenue. 

Residential usage for 5 out of the 6 winter months, December through April, represents approximately 78.4% of total annual usage for a residential customer (Ex. 209, p. 10, l. 15 to p. 11, l. 1).     For these months, even in warmer than normal winter weather, residential usage would likely not be less than 68 Ccf per month (Ex. 209, p. 11, l. 1-3).  Additionally, average usage in November contributes another 5.5% of annual usage. (Ex. 209, Meisenheimer Rebuttal, p. 11, l. 5-9).   By imposing the Company’s proposal to charge a non-gas volumetric rate of $.32599, which is almost three times higher than the current rate of $.11423, for all winter volumes up to 68 Ccf, MGE locks in recovery of approximately 84% (78.4% + 5.5%) of non-gas revenue over the period when the Company normally faces the greatest risk associated with warmer than normal weather. (Ex. 209, p. 11, l. 3-5).   The remaining average annual usage of just over 16% occurs in the months May through October that are not characterized by substantial weather related risk to the Company (Ex. 209, p. 11, l. 10-12).  Therefore, the Company’s winter rate design proposal coupled with minimal potential for detriment in the warm weather months virtually eliminates weather related risk to the Company and any potential earnings volatility associated with weather variations from normal. (Ex. 209, p. 11, l. 12-15).   




ii.
The Weatherproof Rate Forecloses Customers’ 



Ability To Control Their Gas Bills.


Under this scenario, customers are truly captive.  Attempts to reduce gas use in order to control their bills are unlikely to result in a reduction to non-gas cost because recovery of those cost under the Company’s rate design proposal is disproportionately shifted to an unachievable low level of usage.  For example, since MGE’s proposal shifts non-gas recovery to consumption at or below 68 Ccf, based on average usage, customers would have to reduce usage in December through April by 25% to 60%, depending on the month, before reducing consumption to a level that could reduce non-gas cost charges on the bill. (Ex. 209, p. 15, l. 9-13).   





iii.
The Company May Seek Future Undisclosed 




Annual PGA/ACA Rate Adjustments To 





Maintain Full Gas Cost Recovery  


The Company’s direct testimony does not disclose that the proposed rate design may necessitate a later increase through a PGA/ACA rate adjustment to maintain full gas cost recovery. (Ex. 209, p. 9, l. 19-21). Public Counsel witness Meisenheimer conducted a study designed to isolate and compare the MGE’s proposed rate design with an alternative structure that recovers equivalent, annual revenues, based on average customer use, through increasing only the existing volumetric rates (Ex. 209, p. 11, l. 18-19 and p. 4, l. 4-6).  Ms. Meisenheimer shows that at the average residential customer use reported in the Company’s testimony, gas cost would be under-collected by approximately $12 annually (Ex. 209, p. 13, l. 4-5). The significance of Ms. Meisenheimer’s study is to demonstrate that unlike under the current structure, the Company’s proposal may result in under-collection of gas costs.   If the Company seeks to recover any under-collection of gas costs through the ACA, then MGE’s proposed rate design ultimately costs customers more than the alternative (Ex. 209, p. 13, l. 6-8). Under cross examination, Dr. Cummings admitted that he had characterized as gas cost numbers from Ms. Meisenheimer’s workpapers that actually represented billable gas revenues, not the PGA cost that would actually need to be recovered. (Tr. p. 2075, l. 22; Tr. p. 2076; Tr. p. 2077, l. 1-22).  Ms. Meisenheimer’s workpapers demonstrate a discrepancy between the gas revenues to be collected from customers and the gas cost at current PGA rates showing that gas revenue is insufficient to recover gas cost at average use. (Ex. 231).  A careful reading of Dr. Cummings own testimony admits that at average use, there will be a discrepancy by stating: “Over the course of the year, average use customers would pay $11.94 more in base rates but $11.94 less in gas costs under the weather-mitigation rate design compared to the volumetric design.” (Ex. 26, p. 47, l. 8-10).  What Dr. Cummings fails to discuss is that after pocketing the additional $11.94 recovered in non-gas cost over the course of the year, according to the current PGA/ACA structure, the Company can also seek to recover the gas costs that are under-collected by $11.94 during the year.       


The Company attempts to explain away the distortion between gas revenue and gas cost with a table shown on page 48 of Dr. Cummings’s Surrebuttal testimony.  The table shows the block volumes and proposed PGA rates he used in developing the Company’s proposal.  Unlike Ms. Meisenheimer’s analysis, the information provided in the table is aggregate data that does not illustrate the impact on an individual customer’s bill once the rates actually become effective.    Furthermore, just as Ms. Meisenheimer showed based on individual customer use, Dr. Cummings’s aggregate data table can also be used to illustrate a primary flaw in the Company’s proposal which is that if more actual use occurs in the first block and less in the second block than was used by the Company to develop the block rates, then the Company’s proposal will under recover gas cost.


For example, consider the comparison below.  The first set of calculations is based on the Company’s assumed block volumes.  The second set of tables illustrate that assuming the same total volumes, the Company’s proposal will under-collect gas cost if actual occurs in such a manner that 10% of the second block use is shifted to the first block. The result would be an under-collection of gas cost of  $-5.6M as shown below.  

	Line
	Gas Revenue @ Company Volumes
	1st Block
	2nd Block
	Total

	1
	Nov-April Volumes 
	157767613
	173107690
	330875303

	2
	Company Proposed Rate
	 $       0.57985 
	 $       0.90617 
	 

	3
	Revenue (Line1 x Line 2)
	 $  91,481,550 
	 $ 156,864,995 
	 $ 248,346,546 

	 
	
	
	
	 

	 
	Gas Cost
	 
	
	 

	4
	Total Volumes (Line 1 Total)
	330875303
	
	 

	5
	Existing PGA Rate
	0.75056
	
	 

	6
	 
	 $248,341,767 
	
	 

	 
	
	
	
	 

	 
	
	
	
	 

	7
	Net Gas Cost Recovery (Line 3 - Line 6)
	 
	 $          4,778
 

	
	
	
	
	

	
	
	
	
	

	Line
	Gas Revenue @ 10% Adjustment
	1st Block
	2nd Block
	Total

	1
	Nov-April Volumes
	157767613
	173107690
	 

	2
	10% Adjustment 
	17310769
	-17310769
	 

	3
	(Line 1 + Line 2)
	175078382
	155796921
	330875303

	4
	Company Proposed Rate
	 $       0.57985 
	 $       0.90617 
	 

	5
	Revenue (Line 3 x Line 4)
	 $101,519,200 
	 $ 141,178,496 
	 $ 242,697,696 

	 
	
	
	
	 

	 
	Gas Cost
	 
	
	 

	6
	Total Volumes (Line 1 Total)
	330875303
	
	 

	7
	Existing PGA Rate
	0.75056
	
	 

	8
	 
	 $248,341,767 
	
	 

	 
	
	
	
	 

	9
	Net Gas Cost Recovery (Line 5 - Line 8)
	 
	 $   (5,644,072)



This example shows that the Company could seek future recovery of over $5.6M outside of this proceeding under the current PGA/ACA structure.  Ms. Meisenheimer’s example and this example show that even when the total usage is held constant, the distribution of usage between blocks could potentially lead to later increases associated with recovery of under-collected gas costs through the ACA process.  





iv.
The Company’s Rate Design Proposal May Also 





Subject The Gas Portion Of Customers’ Bills To 





More Volatility Based On Weather Variation.

Public Counsel’s testimony demonstrates that at average consumption, customers actually pay more for the gas portion of the bill during the months of January and February under the Company proposal than under a uniform rate of $.75056 (Ex. 209, p. 13, l. 10-12).  Further, with above average use, the likelihood increases of paying more for the gas portion of the bill under MGE’s proposal than under a uniform rate during a winter month (Ex. 209, p. 13, l. 13; p. 14, l. 1).    Table 5., from Ms. Meisenheimer’s Rebuttal testimony illustrates this effect as usage increases to 10% above average use and again at 25% above average use.

Table 5.

	Month
	Average Use
	Uniform Rate Of .75056
	Company Proposal 

	Nov
	48
	$           36.03 
	$         27.83 

	Dec
	116
	$           87.06 
	$         82.92 

	Jan
	176
	$         132.10 
	$       137.29 

	Feb
	168
	$         126.09 
	$       130.04 

	Mar
	138
	$         103.58 
	$       102.86 

	Apr
	91
	$          68.30 
	$         60.27 

	
	
	
	

	Month
	10% Above Average Use
	Uniform Rate Of .75056
	Company Proposal 

	Nov
	52.8
	$          39.63 
	$         30.61 

	Dec
	127.6
	$          95.77 
	$         93.44 

	Jan
	193.6
	$        145.31 
	$       153.24 

	Feb
	184.8
	$        138.70 
	$       145.27 

	Mar
	151.8
	$        113.94 
	$       115.36 

	Apr
	100.1
	$          75.13 
	$         68.52 

	
	
	
	

	Month
	25% Above Average Use
	Uniform Rate Of .75056
	Company Proposal 

	Nov
	60
	$           45.03 
	$         34.79 

	Dec
	145
	$         108.83 
	$       109.20 

	Jan
	220
	$         165.12 
	$       177.17 

	Feb
	210
	$         157.62 
	$       168.10 

	Mar
	172.5
	$         129.47 
	$       134.12 

	Apr
	113.75
	$           85.38 
	$        80.89 


(Ex. 209, p. 13, Table 5).  

The potential for increased winter use to cause relatively higher bills under the Company’s proposal is a direct effect of the Company’s proposal to charge a winter per unit rate for gas that exceeds the per unit cost of gas whenever use exceeds 68 Ccf.  While any gas revenue in excess of gas cost may be eventually reimbursed through the ACA process, Public Counsel believes there is no compelling reason to introduce this additional element of variability into customers’ winter heating bills 

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.  


Public Counsel’s testimony demonstrates that the Company’s proposed rate design is not symmetric in the sense that customers are harmed more by above average use than they are benefited by below average use (Ex. 209, p. 13, Table 4; Ex. 209, p. 15, l. 1-6).     Ms. Meisenheimer conducted a study to evaluate the bill differences for average, 10% higher than average and 20% higher than average use under the Company’s proposed rate design versus a rate design that is based on only an increase to the current single volumetric rate. (Ex. 209, p. 12, l.  9-15).  Table 4 provides a summary of the results.  
Table 4.

	Rate Design Impact On Residential Customers 
	At Average Residential Usage
	10% Greater Winter Usage 
	10% Less Winter Usage 
	20% Greater Winter Usage 
	20% Less Winter Usage 

	Weatherproof Rate Design With Customer Charge Increase
	Annual Bills
	 $    958.93 
	 $     1,025.72 
	 $     892.15 
	 $     1,092.50 
	 $       825.37 

	
	PGA ACA Adjustment
	 $      11.94 
	 $           2.04 
	 $       21.84 
	 $          (7.86)
	 $         31.74 

	
	Combined 
	 $    970.87 
	 $     1,027.75 
	 $     913.99 
	 $      1,084.63 
	 $        857.11 

	Uniform Volumetric Increase With No Customer Charge Increase
	Annual Bills
	 $    958.93 
	 $     1,029.22 
	 $     888.64 
	 $      1,099.51 
	 $        818.35 

	
	PGA ACA Adjustment
	 $         -   
	 $            -   
	 $         -   
	 $            -   
	 $           -   

	
	Combined 
	 $    958.93 
	 $     1,029.22 
	 $     888.64 
	 $      1,099.51 
	 $        818.35 

	
	
	
	
	
	
	

	Difference 
	
	 $   11.94 
	 $      (1.47)
	 $   25.35 
	 $    (14.88)
	 $     38.76 


(Ex. 209, p. 13, Table 4)

As shown in Table 4, at both 10% and 20% less than average use, customers would pay more than the increment they would save at 10% and 20% greater than average use.  This is yet another example of how the Company’s rate design proposal coupled with future gas cost adjustments through the ACA may ultimately harm customers. 





vi.
MGE’s Rate Of Return Should Be Reduced If 





Weather Related Risk Is Eliminated.


Weather variation is a primary factor related to risk for local gas distribution companies (Ex. 209, p. 15, l. 16-17). By significantly reducing the weather sensitivity of the non-gas portion of customer’s bills, MGE is able to significantly reduce the weather sensitivity of the revenues that it collects from customers for the non-gas portion of their bill (Ex. 209, p. 15, l. 17-20).  By mitigating the impact that weather has on the revenues that MGE receives from customers, the Company is able to reduce the impact that weather variations have on earnings (Ex. 209, p. 15, l. 20-23).  Unless the reduction in weather risk is accounted for through an offsetting reduction in the Company’s rate of return, customers are once again made worse off (Ex. 209, p. 15, l. 23; p. 16, l. 1-2).

e)
Weather Normalization Clause Proposal Should Be Rejected.


MGE is proposing a Weather Normalization Clause (“WNC”).  MGE claims the WNC ensures that temperature variations do not cause the Company to collect more or less revenue than this Commission intends for it to collect at the time the cost of service rates are set in this proceeding.  Public Counsel opposes the implementation of the WNC on both legal and policy grounds.


MGE’s proposed WNC adjusts a customer’s monthly bill whenever the actual weather that occurs in a month varies from the normal weather for that month.  (Ex. 214, p. 4, l. 17-20).  This adjustment causes the effective charge per mcf of volumes actually used by a customer to be different than the tariffed rate.  (Ex. 214, p. 5, l. 6-9).  


The following example in Public Counsel witness Busch’s testimony demonstrates how the effective rate charged per mcf will differ from the tariffed rate in a month where actual weather differs normal weather:

Please refer to Schedule JAB-S1 for the complete calculation.  First, assume that MGE is still operating under its current rate design structure.  Second, assume that the non-gas volumetric rate is $0.15 per Ccf.  Third, assume that the customer uses 150 Ccfs in a given billing cycle in the Kansas City area.  The volumetric charge to this customer would normally be $22.50.  Now assume that the WNC has been implemented.  Looking at Schedule JAB-S1, you can see that when there is a 10% reduction in HDDs (Heating Degree Days) that leads to a weather adjustment of approximately 14.6 Ccfs.  Multiplying the weather adjustment by the $0.15 per Ccf volumetric charge results to an adjustment of approximately $2.19 on the customer’s bill.  This additional $2.19 added to the $22.50 means that the effective rate paid per Ccf increases to $0.1646 per Ccf ($24.69/150 Ccfs).


(Ex. 214, p. 5, l. 11-22).

This example clearly demonstrates that a customer’s actual usage of gas does not change.  However, as a result of the WNC, the effective rate charged for the gas has changed from the tariffed rate to a different rate.  This defacto change in the tariffed rate for the cost of gas is not consistent with the regulatory scheme established by the Missouri Legislature.


Section 393.140, RSMo. 1994, sets out the general powers of the Commission.  While this section gives the Commission general supervisory power over gas utilities, it only gives the Commission broad discretion within the circumference of the powers conferred on it by the legislature; the provision cannot in itself give the Commission the authority to change the rate making scheme set up by the legislature.  State ex. rel Util. Consumers Council, Etc. v. P.S.C., 585 S.W. 2d 41, 56 (Mo. banc. 1979).  (“UCCM”).  The legislature has established a fixed-rate system for use in Missouri.  (Id.)


Specifically, Section 393.270, RSMo empowers the Commission to investigate matters about which complaint may be made or to investigate to ascertain facts necessary to the exercise of its powers and to fix maximum rates after hearing and investigation upon consideration of all relevant factors.  The provision of Section 393.270 gives no authority to this Commission allowing it to establish variable rates.  UCCM at 56.  Section 393.270(2) and (3) establish a fixed rate rather than variable rate system.  UCCM at 56.  


In Missouri, rate increases can normally be approved either by the file and suspend method or through a full blown rate hearing.  UCCM at 56.  Under either method, a maximum rate must be fixed by this Commission.  UCCM at 56.  If this Commission allows MGE a WNC, it will be allowing a variable rate.    In fact, MGE admitted in prefiled testimony that the WNC would result in a higher customer bill that would vary depending on the weather.  (Ex. 25, p. 36, l. 12-23).  Thus, ratepayers would be required to pay varying rates as a result of Commission approval of the WNC.   As the example in Public Counsel witness Busch’s surrebuttal testimony demonstrated, the effective rate could, and indeed always would be when weather is warmer than normal, higher than the maximum rate established on MGE’s tariffs.  Public Counsel believes such a result is prohibited because Missouri has a fixed rate system.  


MGE’s proposal also constitutes illegal single-issue ratemaking in violation of Section 393.270 RSMo. 1994.  Section 393.270(4) provides that “[i]n determining the price to be charged for gas... the Commission may consider all facts which in its judgment have any bearing upon a proper determination of the question... with due regard, among other things, to a reasonable average return upon capital actually expended...”  The Missouri Supreme Court has interpreted this provision in a case addressing the method of valuation of property in determining the utility’s proper rate of return:  

“[T]he phrase among other things clearly denotes that the proper determination of these charges is based on all relevant factors.”

State ex rel. Missouri City Water Company v. Public Service Commission, 308 S.W. 2d 704, 719 (Mo. 1957).  The rule against single-issue ratemaking recognizes that the revenue formula is designed to determine the revenue requirement based on the aggregate costs and demand of the utility.


MGE’s request for a weather normalization clause is strikingly similar to the fuel adjustment clause that has been found illegal by the Missouri Supreme Court in State ex rel. Utility Consumers Counsel of Missouri Inc. v. Public Service Commission, 585 S.W.2d 41 (Mo. banc. 1979).  (“UCCM”).  A fuel adjustment clause enables the utility to pass on to the consumer any increase (or decrease) in the cost of fuel automatically and without any need for further consideration of compensatory decreases (or increases) in other operating expenses.  The weather normalization clause does the exact same thing as a fuel adjustment clause, any weather warmer or cooler than “normal weather,” as determined in this rate proceeding, would be automatically adjusted in the rates charged by MGE without any need for further consideration of compensatory decreases (or increases) in other operating expenses.  Such a procedure is, on its fact, unlawful in Missouri.


An example of the failure to consider all factors in setting rates for MGE when utilizing the proposed weather normalization clause can be found in the rate of return currently authorized for MGE.  Regulators are required by law to set rates so as to provide utilities with a reasonable opportunity to earn a return commensurate with returns on investments with similar risks.  Federal Power Commission v. Hope Nat. Gas Co., 320 U.S. 591, 603, 88 L.Ed. 33, 63 S. Ct. 281 (1934).  The manner in which utility rates are set generally contemplates that unforeseen events, such as weather fluctuations, will occur.  Utilities such as MGE are routinely compensated for this very risk.  The rates of return granted utilities in each general rate case include allowances to compensate utilities for risks, including the risk that weather may not be “normal.”  Although MGE requests this Commission wholly do away with any risk associated with weather fluctuations, MGE does not request that an adjustment be made to its rate of return to recognize that the risk of weather fluctuation would be eliminated.  If the Commission were to allow MGE to utilize this weather normalization clause, the Commission would be permitting one factor to be considered to the exclusion of all others in determining whether or not a rate is to be increased.  


In fact, this Commission faced this very same proposal from MGE in Case No. GT-95-429.  This Commission denied MGE’s proposal finding that the WNC “constitutes prohibited single-issue rate making.”  (Order at p. 5).  Also, this Commission specifically determined that a WNC would result in variable rates when it stated:

The Commission further finds that approval of the WNC tariff would result in a de facto change in MGE’s rates.  Under the weather normalization clause a customer would pay for more gas than he actually used in an unusually warm month.  In that month, the customer would have paid an effective per unit rate for his usage greater than MGE’s current tariffed rate.  In an unusually cold month, the customer would have paid a lower unit rate for his actual usage than MGE’s current tariffed rate.  (Order at p. 4.)


Public Counsel also believes MGE’s request for a WNC constitutes retroactive ratemaking in violation of Section 393.270, RSMo. 1994.  MGE takes the risk that its rates on file will be inadequate, or excessive, each time MGE seeks rate approval.  To permit MGE to collect additional amounts just because the weather has been different than the “normal weather” used in the rate proceeding is retroactive rate making, i.e., the setting of rates which would permit MGE recovery of past losses or would require MGE to refund past excess profits collected under a rate that did not perfectly match expenses plus rate of return established.  In Missouri, past expenses are used as a basis for determining what rate is reasonable to be charged in the future in order to avoid further excess profits or future losses.  Under the prospective language of Sections 393.270(3), RSMo. 1994 and 393.140(5), RSMo. 1994, past expenses cannot be used to set future rates to recover for past losses due to imperfect matching of rates with expenses.  See,  UCCM at 59.  


Public Counsel also believes that the WNC would add additional complexity to the bills that customers receive, because customer’s monthly bills would no longer be equal to the monthly customer charge plus the amount of monthly usage times the charge per unit of usage.  (Ex. 214, p. 14, l. 5-9.)  Customers should be able to readily comprehend their bill.  In fact, Missouri law requires this.


Section 393.140(11), RSMo. 1994, requires all rates to be printed and open for public inspection.  The purpose for providing the customer with a method of ascertaining what rates are in effect and enabling the customer to take the appropriate steps to challenge those rates would be destroyed with a weather normalization clause.  Requiring the customer to wade through the formula provided in the proposed WNC tariff and to reconcile that with the filed class rate tariffs would render Section 393.140(11), RSMo meaningless.


Moreover, MGE has failed to provide any credible evidence of why implementation of its WNC proposal would promote the public interest.  MGE witness Cummings implies that the WNC will promote the public interest in his testimony by claiming that the WNC will further a regulatory goal of this Commission when he states that “the Company benefits from a WNC through significantly reducing the variability of its revenue stream and improving its opportunity to reach the revenue levels that the Commission will use to set rates in this case.” (Ex. 25, p. 37, l. 9-11).  This statement implies that the Commission intends for MGE to collect a specific level of revenues in future years.  Such an order from this Commission would be inconsistent with the regulatory function of serving as a surrogate for competition by attempting to mimic the economic results that would be achieved in competitive markets.   (Ex. 214, p. 14, l. 14-22).


This Commission serves the function as a surrogate for competition when it resolves issues and sets rates.  By setting rates at a just and reasonable level, the Commission provides the Company with an opportunity to earn a reasonable level of return on its investment.  (Ex. 214, p. 14, l. 17).  Just as participants in competitive markets have no guarantee of any specific level of earnings, the companies that are regulated by this Commission have no guarantee of earning any specific level of return.  (Ex. 214, p. 9, l. 14-15).  By requesting a WNC, MGE is requesting that it be guaranteed normal weather.  This guarantee is contrary to sound regulatory policy.  This Commission should set rates at a level which allows utilities the opportunity to attain their authorized return, as opposed to a guarantee.   Perhaps the best statement of this widely recognized regulatory principle was stated by A.J.G. Priest’s Principles of Public Utility Regulation:  

...the utility’s return allowance might be compared with a fishing or hunting license with a limit on the catch.  Such a license does not guarantee that the holder will catch anything at all; it simply makes the catch legal (up to a specified limit) provided the holder it successful in his own efforts.

This Commission should not guarantee MGE’s catch, with regard to normal weather, by approving the WNC.  


MGE also claims that one of the benefits of the WNC is the reduction of the impact weather variations have on customer bills.  However, MGE’s customers already have a more effective option of stabilizing their bills by choosing the Company’s Averaged Bill Calculation (budget billing) if they would like to protect themselves from high winter bills due to an exceptionally cold winter.  (P.S.C. Mo. No. 1, Sixth Revised Sheet Nos. R-47-48).  It is important to note that budget billing is an option that customers may choose if they want to lower their risk of receiving an extremely high winter bill, whereas the Company’s WNC proposal is a mandatory billing practice that would be applied to all residential customers.  (Ex. 214, p. 6, l. 1-2).  
f)
The Residential Customer Charge Should Be Maintained At The Current Level.


The current customer charge for a residential customer of MGE is $10.05.  MGE in this proceeding is recommending increasing the customer charge to $13.55.  This is an increase of nearly 35%.  (Ex. 213, p. 4, l. 13 – 14). The Company requests this substantial increase even if the Commission finds the Company’s proposed rate to exceed the costs. (Ex. 213, p. 4, l. 13 – 14).


Public Counsel recommends, based on its CCOS study, that the customer charge should remain at $10.05.  (Ex. 213, p. 4, l. 11)  In accordance with the NARUC Gas Distribution Rate Design Manual of 1989, Public Counsel only includes a return on MGE’s investment in services, meters, meter installation, and regulators, plus the associated expenses with those items, and the administrative and general expenses associated with customer accounts.  (Ex. 213, p. 5, l. 7 – 10).  MGE wrongly includes such costs as the return on mains, miscellaneous intangible plant, and general plant in its calculation of a customer charge.  (Ex. 213, p. 5, l. 2 – 3).   Sound public policy also requires the minimization of customer charges.  Lower customer charges help promote conservation.  (Ex. 213, p. 5 – 6, l. 23 – 3).  Furthermore, the Residential class pays more than its cost of service so there is no need to change the status quo (Ex. 208, p. 6, l. 8-11).  


This Commission should also take into account the customer impacts of raising the monthly fixed residential customer charge from $10.05 to $13.55.  Customers sent letters in opposition to raising the customer charge. (Ex. 205, Schedule KKB-13, p. 2; p. 18). 
Public Counsel urges the Commission to order that MGE’s residential customer charge remain at $10.05.  This charge appropriately reflects only the costs that vary directly with the additions of customers and is just and reasonable for both the Company and ratepayers.

g)
Connection and Reconnection Fees

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

The Company proposes to increase the connection fee from $20 to $45 and to increase the standard reconnection fee from $35 to $45 (Ex. 209, p. 18, l. 1-3). A primary concern with the proposed increases is the magnitude of the proposed changes (Ex. 209, p. 18, l. 8-9).  With respect to the connection charge, the Company seeks an increase of 125% of the current rate (Ex. 209, p. 18, l. 9-10).  The Company’s proposed rate for reconnection would increase by 28.6% (Ex. 209, p. 18, l. 10-11).

There are significant benefits to maintaining a more affordable connection charge (Ex. 209, p. 18, l. 14-15).  The connection charge facilitates new customers using the system potentially for many years into the future (Ex. 209, p. 18, l. 15-16). This in turn produces an ongoing revenue stream for the Company and potentially offsets fixed system costs that might have otherwise been recovered from fewer customers (Ex. 209, p. 18, l. 16-18).  

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

Customers who are moving into a home or apartment may be facing connection charges and potentially up-front deposit requirements for other utility services such as electric service and telephone service. (Ex. 209, p. 18, l. 21; p.19, l. 1).  For low and moderate income customers, the initial cost to starting up multiple services may pose at best a hardship and at worst an insurmountable barrier to establishing independent residency (Ex. 209, p. 19, l. 1-4). Customers most likely to be adversely affected by higher connection fees are single parent households, young couples without an established credit history, widowed individuals living on fixed incomes, and low-income disabled consumers (Ex. 209, p. 19, l. 4-7).  

Many of the same consumer groups financially vulnerable to increased connection fees are also financially vulnerable to increased reconnection fees (Ex. 209, p. 19, l. 14-15). In instances in which the reconnection fee at the proposed level would be an insurmountable obstacle for a customer to reinstate service, the Company would face increased risk of writing off uncollected bill amounts that ultimately would flow through to the remaining customer base (Ex. 209, p. 19, l. 15-20).   Given that the Company through the ratemaking process is allowed the opportunity earn a normal rate of return there is no compelling reason to allow targeted recovery through increased connection fees that may pose a significant detriment to financially vulnerable customers (Ex. 209, p. 20, l. 4-7).

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

Existing customers can only be considered to be providing a subsidy if the price of their service is priced above “stand alone cost” while the price of the other service is priced below “incremental cost.” (Ex. 209, p. 20, l. 11-14)  Stand-alone cost measures the cost of providing a good or service in isolation.  It represents the maximum level of cost a firm would incur to produce a product absent any of the benefits from cost savings associated with using shared inputs to produce multiple products or services. (Ex. 209, p. 20, l. 14-18)   Incremental cost measures only the additional cost incurred to add a good or service to a firm’s existing production.  Incremental cost excludes any allocation of the joint or common costs associated with the shared facilities or expenses needed to provide the firm’s other services (Ex. 209, p. 20, l. 18-21). Economic theory suggests that from the perspective of a multi-service firm, producing an additional service that can be successfully priced above incremental costs is generally beneficial because it allows an additional opportunity to recover some portion of any joint and common costs without imposing any additional burden for cost recovery on the firm’s other services. (Ex. 209, p. 20, l. 21; p. 21, l. 1-3)    Therefore, unless the connection charge can be shown to be priced below incremental cost, there is little support for the notion that existing customers are made significantly worse off by retaining a lower customer charge. (Ex. 209, p. 21, l. 3-6).

iv.
The Company’s Cost Studies Do Not Justify The 


Proposed Increase In The Connection And 


Reconnection Fees.

The cost study performed by the Company in support of increased rates does not demonstrate the existence of subsidy at the existing rates (Ex. 209, p. 21, l. 14-15).  Many of the cost elements such as labor, facility costs, taxes, and other overhead cost can be characterized as joint and common cost (Ex. 209, p. 21, l. 16-17).  The Company’s cost study provides no assurance that many of these costs could be avoided if connection and reconnection services were not performed (Ex. 209, p. 21, l. 17-19).  


Some of the cost allocations are questionable in terms of targeting recovery connection and reconnection services on a job specific basis to only a subset of the customer population (Ex. 209, p. 21, l. 20-22).  First, the Company’s study blends three measures of the time required to perform a connection and reconnection.  If the goal were to more specifically charge each customer the actual cost of connecting his or her service, then it would make sense to use the time estimate most consistent with the type of work performed on behalf of each customer. (Ex. 209, p. 21, l. 22; p.22, l. 1-4)  Second, the study includes a gross up factor associated with nonproductive time that is applied to the hours associated with connections and reconnections, even though such cost are not incurred on a per-job basis and are not reasonably recovered in that manner (Ex. 209, p. 22, l. 6-10; Imhoff Rebuttal) Third, the Company’s study includes the cost of missed appointments.  Approximately 20% of missed appointments were attributable to the Company.  If these cost are to be recovered, it is perfectly reasonable to recover them as “a cost of doing business” from the entire customer base instead of directly from connecting and reconnecting customers. (Ex. 209, p. 22, l. 11-15)  It is not reasonable for connecting or reconnecting customers that are available at the scheduled time to be targeted for full recovery for missed appointments by other connecting or reconnecting customers (Ex. 209, p. 22, l. 17-19).  


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.

There is little dispute that weatherization is effective in reducing energy use and works to make natural gas bills more affordable to low-income consumers. (Ex. 207, p. 9, l.14-15).   Providing a reasonable level of funding for low-income weatherization is acceptable to Public Counsel because by making bills more affordable, such programs promote greater use of the system by some low-income households that would otherwise not be able to retain service.  It also works to reduce the level of arrears, write-offs and collection activities resulting in additional system-wide cost savings.  The Company acknowledges that additional cost is sometimes incurred with respect to uncollectibles or bad debts associated with low-income customers.  (Ex. 840, p. 2, l. 21-23; Tr. p. 2300, l. 9-13).

While weatherization alone has a positive impact on affordability, coupling weatherization with bill discounts is likely a more effective method of ensuring that low-income households natural gas bills are affordable. (Tr. p. 2403, l. 20-24).  Public Counsel has been active for over 10 years in proposing and supporting weatherization and low-income proposals that balance the interests of those who receive and those who pay. (Ex. 207, p. 5, l. 10-13).  In this proceeding, Public Counsel provides recommendations to continue and build upon past work to develop meaningful programs to address the needs of low-income consumers.  Public Counsel supports increased funding of the existing low-income weatherization program and continuation of the experimental low-income bill discount program offered in the Joplin area.   Public Counsel has also provided recommendations that will enhance the experimental low-income bill discount program.  


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

In recent years, the state of the economy, together with the increasing levels and the volatility of gas prices, threatens the affordability of natural gas bills.  There is a need to investigate methods for developing programs targeted at making moderate and middle-income households’ energy bills more affordable while at the same time not posing a burden on the general body of ratepayers with unnecessary rate increases.  A primary way to achieve this goal is to develop financially “self-sufficient” programs that help to offset the obstacles that these households face in reducing their energy use. (Ex. 207, p. 10, l. 7-11).  In this proceeding, Public Counsel proposes exploring a new initiative designed to assist moderate and middle income households by eliminating the financial barriers to improving the energy efficiency of their homes and reducing their natural gas bills.  This initiative, called the “Pay-As-You-Save®” (PAYS®) plan, covers the initial cost of installing cost effective energy measures in a customers home. (Ex. 207, p. 10, l. 12-16).  Public Counsel is especially interested in PAYS® because once implemented it is not designed to be a subsidy program. Instead, customers that receive up-front money to install energy efficiency measures in their homes would repay the cost of the energy efficiency measures in affordable payments added to their natural gas bills over the period that they benefit from the savings produced by the improved efficiency. (Ex. 207, p. 10, l. 16-18). Therefore, PAYS® may offer a cost effective method of helping customers, other than low-income customers, to help themselves in reducing their natural gas bills while not burdening other ratepayers to fund an ongoing program.  In addition, as described by Staff witness Dr. Warren in surrebuttal testimony, PAYS® may work to reduce excessive bills, arrearages, and the related billing, collection and disconnection expenses for the Company. (Ex. 840, p. 2, l. 21-23).



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


Through the course of prefiled direct, rebuttal and surrebuttal testimony as well as data request responses and live testimony, Public Counsel witness Meisenheimer and Staff witness Dr. Warren provide evidence on the PAYS program.  Ms. Meisenheimer's direct testimony outlined a proposal for the Commission to begin the process of investigating and implementing more self-sufficient programs targeted at moderate and middle income households. (Ex. 207, p. 10 -12).   Almost two weeks prior to the filing date of rebuttal testimony, Ms. Meisenheimer responded to a number of MGE data requests that sought a description of all aspects of Ms. Meisenheimer’s recommendation related to a PAYS® program. (Ex. 210, p. 21, l. 7; Schedule 3).   At the time Ms. Meisenheimer responded to the Company, the responses were also provided to other parties that had expressed an interest in the PAYS® proposal. (Ex. 210, p. 21, l. 10-13).   The same material was again submitted in Ms. Meisenheimer’s Surrebuttal testimony. (Ex. 210, Schedule 3).  This evidence includes a paper originally presented to NARUC in December, 1999 by Harlan Lachman and Paul A. Cillo, the developers of PAYS®.  The basic parameters for program development were outlined in the paper in sections titled PAYS Product Infrastructure and How PAYS Products Work. (Ex. 210, p. 21, l. 19-23 and Schedule 3).   Additionally, in response to MGE’s data requests Ms. Meisenheimer provided a description of PAYS® including the program infrastructure, start-up and ongoing funding issues, funding sources, cost recovery, program marketing, program administration, prioritization of customer requests and the consequence of default for a participant. (Ex. 210, p. 22, l. 6-41; p. 23; p. 24; p. 25, l. 1-6; Schedule 3). Ms. Meisenheimer also provided information to MGE that specifically addresses the potential administrative responsibilities and cost to the Company including quantitative estimates of program costs including the cost of a consultant, administration, billing system modifications and the “seed” cost to secure ongoing funding for the program. (Ex. 210, p. 25, l. 11-36; p. 26; p. 27, l. 1-2; Schedule 3).   In rebuttal testimony, Dr. Warren responded to Ms. Meisenheimer’s proposal and discussed the PAYS® program including its objective to fully recover program cost from the customers who benefit, potential benefits, the need for a collaborative and the appropriate initial funding level. (Ex. 839, p. 2-7).  In surrebuttal testimony, Dr. Warren responded to concerns that the Company expressed regarding administrative cost and to counter the Company’s recommendation that the PAYS proposal in this proceeding be tied to the work of a Task Force investigating long-term affordability. (Ex. 840, p. 2-4).    



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 Affordable To MGE’s Customers.

The Company’s opposition to moving forward with an investigation of a PAYS® initiative appears to, in large part, be based on a claimed lack of understanding of the PAYS® program and concerns regarding cost to the Company. (Ex. 10, p. 32, l. 9-12).  The Company’s claimed lack of awareness of PAYS® and concerns regarding cost are unpersuasive in delaying a Commission decision to investigate PAYS®.  

As described above, Public Counsel first recommended a PAYS® initiative in April, 2004 in the direct testimony of Barbara Meisenheimer. (Ex. 207, p. 10; p. 11, p.12).  In May, Ms. Meisenheimer provided data request responses to the Company that provided substantial information regarding the PAYS® program. (Ex. 210, Schedule 3).  The data request responses included a paper presented at NARUC by the developers of PAYS® discussing the PAYS® program, information on the New Hampshire PAYS® program and extensive responses to specific questions regarding administrative issues, cost and cost recovery related to the proposal contained in her direct testimony. (Ex. 210, Schedule 3).  Ms. Meisenheimer again provided and discussed the information in surrebuttal testimony. (Ex. 210, p.21, l. 4-23; p. 22; p. 23; p. 24; p. 25; p. 26; p. 27, l. 1-6; Schedule 3).  Mr. Noack claimed to have little, if any, knowledge of the data requests and data request responses stating he never looked at the responses to them, however, it was in fact Mr. Noack that requested the information from Ms. Meisenheimer. (Tr. 2380. l. 22-25; Ex. 210, Schedule 3).  Although the Company had the months prior to the hearing to review the data request responses, to issue new data requests to clarify responses and to independently research PAYS® and its potential impact on the Company, it simply did not. (Ex. 210, p. 27, l. 7-11).  It is also relevant to note that Dr. Warren received the same information from Ms. Meisenheimer in a similar time frame and was able to evaluate and respond to Public Counsel’s recommendation in Rebuttal testimony. (Ex. 210, p. 21, l. 10-13).  

In response to a line of questions from Chairman Gaw regarding the PAYS® program, the Company acknowledged that it is good public policy to make residences and office space more heating efficient and cooling efficient. (Tr. p. 2366, l. 3-7).  Public Counsel agrees. Mr. Noack even suggested it is definitely worth investigating mechanisms that would implement that kind of policy. (Tr. p. 2366, l. 8-13).  Public Counsel agrees with this as well and suggests that PAYS® may prove to be such a mechanism.  Except for the low-income weatherization program, MGE has no programs that work toward limiting the amount of energy that customers actually use. (Tr. p. 2369, l. 11-18)  This is the case, despite the Company’s recognition that it might be possible for improvements such as insulation to gain enough in net energy savings on the bill to offset the cost of those improvements. (Tr. p. 2367, l. 5-15).   The Company indicated that it might not always oppose a PAYS® program and acknowledges a need to sit down with all the parties to go through what needs to be done to implement such a program, and how it will be paid for. (Tr. p. 2368, l. 6-12).  That is exactly what the Non-unanimous Stipulation and Public Counsel’s prefiled testimony propose to do.   Public Counsel recommends that consistent with the Non-unanimous Stipulation, the Commission should direct the parties to move forward with establishing a collaborative and conducting a feasibility study. 



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

Except for costs that would keep the Company from having any chance of earning a return, the Company claims to have no disincentive to participate in a program that makes homes more efficient. (Tr. p. 2371 l. 7-21).   Neither the Non-Unanimous Stipulation nor Public Counsel’s testimony seeks to eliminate the chance for the Company to earn a return if PAYS® is eventually implemented. To the contrary, Ms. Meisenheimer envisions a program that will not impose substantial new unrecoverable cost on the Company. The largest cost elements associated with PAYS® are the cost of a consultant to assist in the initial evaluation of the program and identifying qualifying efficiency measures, seed money to secure ongoing funds, ongoing funds, administrative cost, and changes to billing methods or systems.  In response to MGE’s data requests, Ms. Meisenheimer indicated that 1) PAYS® would best be administered by an entity other than the Company; 2) seed money would be recovered from ratepayers; 3) ongoing funding would best be provided by a financial institution or ratepayers and 4) either the Commission or ratepayers should pay for a consultant. (Ex. 210, Schedule 3).  In addition, she indicated that the Company should be allowed to recover a reasonable cost associated with billing system changes if PAYS® is implemented. (Ex. 210, Schedule 3).  Moving forward with a collaborative to conduct a feasibility study that is funded by ratepayers will not cause the Company undue financial harm.  The Non-unanimous Stipulation provides that if agreement cannot be reached between the parties regarding program design, evaluation, or implementation, then such issues will be brought to the Commission for a decision. (Non-Unanimous Stipulation, Part 2.C).  To the extent that the Company believes that it faces unreasonable unrecovered cost associated with implementing PAYS®, it will have the opportunity to bring those concerns to the Commission.    



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. 

During the course of this proceeding, the parties submitted diverse recommendations intended to address affordability.  The scope of these recommendations ranged from proposals to simply increase funding to existing programs to proposals intended to modify and expand on low-income programs and to explore implementation of a PAYS® program.  Following substantial negotiations, the Commission Staff, Public Counsel, and the City of Joplin put forward a Non-unanimous Stipulation that, while not supported by all parties, is not opposed by any party except the Company.  Public Counsel supports approval of the Non-unanimous Stipulation as a total resolution that balances the interest of all parties.  However, the terms of the stipulation related to each unresolved issue regarding low-income programs and exploring a PAYS® initiative rely or balance positions previously filed in the testimony of various parties so Public Counsel believes that the Commission could decide each individual issue consistent with the Non-unanimous Stipulation without approving it per se.  

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

Part 1.
 Weatherization and Experimental Low Income Programs

A.
Funding requirements will be reflected in the residential class revenue requirement and recovered through volumetric rates.   See Attachment A.


Recovering the funding requirement from residential customers through volumetric rates is consistent with Public Counsel’s prefiled testimony and testimony during the hearing.  In direct testimony, Public Counsel recommended that the residential class recover in excess of its cost of service so total recovery of the funding requirement for low-income weatherization and the low-income bill discount programs should be achieved by reducing the support that flows from residential to other classes. (Ex. 208, p. 3, l. 20-22; p. 4, l. l.-6).  Since Public Counsel recommends that the residential customer charge, connection and reconnection fees remain unchanged, if the Commission determines that the residential recovery class should increase, the program costs should still be recovered through volumetric rates.  (Ex. 208, p. 6, l. 8-11).   As Ms. Meisenheimer discussed in surrebuttal testimony with respect to the residential PAYS® program, it is preferable to recover program costs as a component of usage based rates from residential. (Ex. 210, p. 22, l. 39-41; p. 23, l. 1-2; Schedule 3).  Public Counsel has a number of concerns with recovering program costs through a surcharge. Surcharges are not attractive to customers, are confusing to customers, and are unnecessary to recover program-funding requirements. (Tr. p. 2409, l. 5-10). Ms. Ross indicated under cross-examination that, consistent with the previous recovery mechanism that was in place to fund the low-income program in Joplin, a bill adder to the customer charge could be implemented. (Tr. p 2439, l. 15-21).  If the Commission rejects recovery of program costs through volumetric rates, Public Counsel would prefer an adder to the customer charge rather than a surcharge.
 

B.
 The current weatherization funding amount will increase 15% across the board, totaling $51,000 per year.  This amount, plus the current $340,000 weatherization funding will be included in the revenue requirement in this case;

And;

C. 
Combined weatherization funding to the St. Joseph, Warrensburg, and other non-Kansas City, non-Joplin service area will be increased by $50,000 per year to be distributed in proportion to current weatherization funding.  Weatherization funding to the Kansas City area will be increased by $50,000 per year;


And;


D.
Weatherization Component- Weatherization funding for participants in the 
revised program will be initially set at $130,000 per year



No party opposed continuing the $340,000 existing low-income weatherization program available to MGE customers.  The existing program provides for $250,000 of weatherization in the Kansas City metro area and $90,000 to cover the remainder of MGE’s service area. (Ex. 207, p. 6, l. 3-7).   The primary debate regarding weatherization was related to various proposals to increase and redirect low-income weatherization funding.  The City of Kansas City proposed that the Kansas City metro area receive an additional $250,000 in low-income weatherization funding. (Ex. 300, p. 4).  The City of Kansas City made no specific recommendation with respect to weatherization funding for the rest of MGE’s service area.  The Company proposed that an additional $160,000 be allocated for low-income weatherization in proportion to the existing distribution of weatherization funding. (Ex. 10, p. 31, l. 12-17).   The Staff proposed that an increase of $260,000 in low-income weatherization,  $150,000 of which would flow to Joplin for weatherizing the homes of participants and non-participants in the bill discount program, $110,000 would be proportionally distributed to the remaining service area. (Ex. 837, p. 17).    Public Counsel recommended increasing low-income weatherization funding 15% system wide or $51,000, allocated in proportion to the existing distribution of low-income weatherization. (Ex. 207, p. 10, l. 1-4).

The combined effect of part 1B, 1C, and 1D of the Non-Unanimous Stipulation will result in a total increase in low-income weatherization funding of $281,000. (Non-unanimous Stipulation, p. 1-2)   Both the combined total and geographic allocations proposed in the Non-unanimous Stipulation fall between the highest and lowest level proposed by a party to the case.  

	
	Kansas City
	Joplin
	Remaining Area

	City of Kansas City
	$250,000
	N/A
	N/A

	Staff
	$80,000
	$150,000
	$61,000

	MGE
	$117,647
	$14,588
	$27,765

	Public Counsel
	$37,500
	$4,650
	$8,850

	Non-unanimous Stipulation
	$87,500
	$134,650
	$58,850



In response to questions from the bench, Ms. Meisenheimer explained that the proposed funding levels and distribution of the low-income weatherization funding included in the Non-unanimous Stipulation work to balance the interest of the parties.  She explained that a primary concern voiced by Bob Jackson on behalf of the City of Kansas City is that the it would prefer to see money spent on weatherization in Kansas City rather than move forward with the PAYS Program. (Tr. p. 2401, l. 3-12)  

The Non-unanimous Stipulation is a compromise that offers movement toward the City’s position by providing more support than either the Staff or Public Counsel originally proposed.   Another area of compromise, relates to difference among the parties related to expanding the low-income bill discount program to St. Joseph. (Tr. p. 2401, l. 13-19)  Public Counsel originally proposed to expand the experimental program to the St. Joseph area. (Tr. p. 2401, l. 13-19).   The Staff and Company opposed expanding the program. (Tr. p. 2401, l. 20-25; p. 2402, l. 1-4).  The Non-unanimous Stipulation yields to Staff and the Company’s concerns by retaining the program only for the Joplin area.  In exchange, additional low-income weatherization funding is allocated for the St. Joseph and other areas. (Tr. p. 2401, l. 20-24).  Public Counsel believes that the Non-unanimous Stipulation strikes an acceptable balance between the parties’ positions and supports the Non-unanimous Stipulation as its first choice.  

In the event that the Commission decides it must reject the Non-Unanimous Stipulation and rejects the funding levels and distributions shown above as a balance between parties’ positions in favor of a single party’s position, then Public Counsel continues to recommend that the Commission accept its original recommendations with respect to low-income funding levels, distribution and expansion of the low-income bill credit proposal to St. Joseph as described in Public Counsel’s testimony.  Public Counsel’s recommendation provides a more balance outcome to customers and the Company than any other single party’s position.  Under Public Counsel's original proposal, each area receives increased weatherization funding in proportion to existing levels. (Ex.210, p. 18, l. 21-23; p. 19, l. 1).   In addition, St. Joseph and Joplin low-income customers share in the benefit of bill discounts and the groundwork is laid for implementation of a PAYS® program is the Kansas City area. (Ex. 210, p. 19, l. 1-3).

D.
As proposed by Staff witness Anne Ross, weatherization of participant’s homes will become a mandatory component for participation in the revised ELIR program.  … In addition, customers who have been weatherized in the previous 5 years are eligible for the revised program, provided they pass an Energy Audit;

And;

K.
Customers participating in the current ELIR will have the option to remain on the existing program or to transition to the revised program.  Weatherization will not be mandatory for customers who elect to remain on the current program, but will be offered to the customer.  If a current ELIR participant elects to transition to the revised ELIR program, mandatory weatherization will be required. The current program will not be available to new applicants.  

The Staff originally proposed that mandatory weatherization be a requirement for participation in the modified Joplin experimental low-income program. (Ex. 836, p. 14, l. 10-11).   In Rebuttal testimony, Public Counsel indicated that it would support this recommendation only to the extent that funding is available and with the conditions that customers who were successful in the previous program would be assured weatherization funding so that they might continue in the program and assurance that it would not disrupt eligibility for weatherization for customers that might be on a current waiting list for weatherization through the DNR program. (Ex. 209, p. 25, l. 1-7).  In Surrebuttal, Ms. Ross indicated that Staff believed there would be sufficient funding to weatherize homes for both new and existing customers that participate in the bill program. (Ex. 836, p. 4, l. 20-26; p. 5, l. 1-9). The Company was unwilling to accept modifications to the program. (Ex. 10, p. 32, l. 5-6).

In response to questions from the bench, Ms. Meisenheimer explained how the Non-unanimous Stipulation offers a compromise between the parties’ previous positions. (Tr. p. 2402, l. 22-25; p. 2403 l. 1-22)   Public Counsel supports the Non-unanimous Stipulation as its first choice.

In the event that the Commission decides it must reject the Non-Unanimous Stipulation and rejects the funding levels and distributions shown above as a balance between parties’ positions in favor of a single party’s position, then Public Counsel continues to recommend that the Commission accept its original recommendations.   In testimony Public Counsel set forth concerns that the recommendations in the Staff’s filed testimony would unduly restrict the circumstances under which low-income households could qualify for weatherization funding and in terms of the availability of funding to non-participating households and continued participation by current program participants living in homes that have not been previously weatherized. (Ex. 210, p. 18, l. 6-14).   Absent the balance offered by the Non-unanimous Stipulation in addressing these issues, Public Counsel continues to recommend that all low-income weatherization money be available to low-income consumers in Joplin regardless of participation in the experimental low-income bill discount program and to reject mandatory weatherization as a condition of participation in the experimental low-income bill-credit program.  

E.
The bill discount levels and timing for the revised ELIR Program will be those described in the direct testimony of Barbara Meisenheimer, and will apply to customers with household income in the 0% - 100% federal poverty level. In addition, the highest income bracket for participation will be increased to include households with incomes up to and including 125% of the Federal Poverty Level.  The cost of the bill credit component of the program will initially be set at $150,000/year.

With respect to the bill discount levels, the Non-unanimous Stipulation incorporates the agreement between Public Counsel and Staff’s pre-filed testimony.  The Company opposes any modification to the program but provided no other specific comments in testimony regarding the adequacy on the tiered rates to ensure that bills are affordable to low-income customers. (Ex. 10, p. 32, l. 5-7). 


Public Counsel proposes that the number and level of tiered discounts should be modified in order to better target funding, providing more support for participants who otherwise would not achieve an affordable gas bill under the two-tiered system and providing less support where an acceptable natural gas burden can be achieved at a lower discount level. (Ex. 207, p. 7, l. 18-21; p. 8, l. 1-3).   The discounts shown below reflect Ms. Meisenheimer’s proposal from direct rate design testimony adjusted for the inclusion of household incomes up to 125% of the Federal Poverty Level, as agreed to in her rebuttal testimony, and consistent with the Non-unanimous Stipulation. The monthly bill discounts apply November through March. (Ex. 208, p. 7, l. 2-15; p. 8, l. 1-2; Ex. 209, p. 24, l. 1-5). 


  Group 
      Joplin Discount   


0%-25%

  $80


26% - 50%

  $65


51% - 75%

  $50


76% - 100%

  $25


Schedule BAM DIR-2 illustrates that for almost all household sizes and income levels up to 125% of the poverty level, these discounts are sufficient in achieving an affordable natural gas bill for low-income households at a 4% natural gas burden. (Ex. 208, Schedule BAM DIR-2).  

In the event that the Commission decides it must reject the Non-Unanimous Stipulation and rejects increasing weatherization funding to St. Joseph by $58,850 as a balance between parties’ positions in favor of a single party’s position, then Public Counsel continues to recommend that the Commission accept its original recommendations regarding the discount levels for St. Joseph contained in Ms. Meisenheimer’s proposal from direct rate design testimony adjusted for the inclusion of household incomes up to 125% of the Federal Poverty Level, as agreed to in her rebuttal testimony. (Ex. 208, p. 6, l. 19-23; p. 7; p. 8, l. 1-2; Ex. 209, p. 24, l. 3-5).  The monthly bill discounts apply November through March (Ex. p. 7, l. 18-23; p. 8, l. 1-3).
 

            Group 
          St. Joseph Discount




0%-25%

$105


26% - 50%

$90


51% - 75%

$75



76% - 125%

$50


Higher discounts for St. Joseph reflect that St Joseph customers are likely to have significantly higher usage due to weather. (Ex. 210, p.13, l. 17-23).


The Non-unanimous Stipulation offers increased low-income weatherization funding to St. Joseph. (Non-unanimous Stipulation, p. 1, Part 1C) Absent, this benefit Public Counsel is concerned about the equity of the proposals offered by the other parties’ proposals.  St. Joseph residential customers including low-income customer contributed to the previous experimental program while receiving nothing in return.  It seems reasonable to share the benefits. (Ex. 209, p. 28, l. 2-5).


Additionally, low-income customers in St. Joseph have higher use and, therefore, are likely to face larger heating bills on average. (Ex. 837, p. 9, l. 11-17).  Expanding the program would offer some relief to low-income households that receive weatherization.  As an added benefit, expanding the program to St. Joseph would allow for comparisons of the programs success under the differing weather condition between Northern and Southern Missouri. (Ex. 209, p. 27, l. 14-23; p. 28, l. 1-11).      

 


F.
 Any funds remaining at the end of a plan year from the bill discount component of the revised ELIR program will rollover for use in future plan years.  If the Joplin Area Community Action Agency administers the bill discount component of the program, it may adjust the use of future years weatherization funding and any excess funds remaining from previous years, as needed, to maximize participation in the weatherization/bill discount program.  The amount of funds remaining at the end of each year will be reported to Staff and OPC;  

And;

G.
The Joplin area Community Action Agency, if willing, will administer the participant qualification and education aspects of the revised program, and will receive $15,000 per year for this duty.  This amount will be used to cover administrative costs, as well as educational materials;

And; 

H.
In the event that the Joplin area Community Action Agency does not agree to administer the program according to the terms above, the Company will administer the bill discount program and will be allowed to recover prudently incurred cost of up to $10,000 per year.   If the Company administers the program then an additional $5,000 will be available to another Joplin area agency to conduct outreach as agreed to by Staff and OPC;

And;

L.
If the Joplin area Community Action Agency administers the program then a program requirement will be that household participant(s) will be provided training in energy efficiency and budgeting by the Joplin CAA unless the Joplin CAA determines that the individual(s) is unable to participate. Upon final termination of the current or revised ELIR program described above, any remaining funds will be returned to ratepayers.

The non-unanimous Stipulation balances the positions of the Staff, the Company and Public Counsel with respect to administration of the experimental low-income program in Joplin.  In prefiled testimony, both Staff and Public Counsel described benefits of shifting the administrative duties to a community based action agency.  Although the City of Joplin did not file testimony, its agreement is demonstrated by its willingness to join with the Staff and Public Counsel as a signatory to the Non-unanimous Stipulation.  The Company was unwilling to accept modifications to the program. (Ex. 10, p. 32, l. 5-6).   However, the Company indicated that if a community action agency or a local entity administered the program, it would help immensely in eliminating cost to MGE and addressing the Company’s concerns regarding cost. (Tr. p. 2272, l. 7-22).  

There would likely be significantly better results if a community-based action agency assuming the administrative duties since they are already familiar with low-income households in the community.  It also would likely reduce up-front expense and promote economies of scope in the services they provide.  (Tr. p. 2411, l. 1-7).

The community action agencies now administer the weatherization programs for the Missouri Department of Natural Resources, they will already be in contact with low-income customers that would be candidates for this discount program. (Tr. p. 2411, l.  17-20).


Both Staff and Public Counsel have been in contact with the Joplin area Community Action Agency. (Tr. p. 2410, l. 19-21).  The Agency expresses interest in administering the program, however, no specific compensation level was agreed upon. (Tr., p. 2410, l. 23-24). 

In the event that $15,000 in compensation set forth in the agreement is not enough to allow the Agency to be the administrator, there is still merit in continuing a program.  Public Counsel’s pre-filed testimony was premised on the Company continuing as the administrator.  The Company is already administering a program so some of the infrastructure is already place to provide it. (Tr. p. 2412, l. 2-4). 

The Non-unanimous Stipulation provides that if the Company administers the program, compensation to the Company will be $10,000 with an additional $5,000 for outreach as specified by agreement between Staff and the Office of the Public Counsel. (Non-unanimous Stipulation, Part 1.H.)  It is critical to the success of the program to improve outreach by directing outreach funding decisions to those who have the most incentive to see the program succeed.  (Tr., p. 2412, l. 14-17).     


Part 1L of the Non-unanimous Stipulation requires that in the event that the Joplin Area Community Action Agency administers this program, then there would be a requirement for households to participate in training. Staff originally proposed that recipients participate in mandatory training. (Ex. 836, p. 14, l. 13; p. 17, l. 14-17). Public Counsel raised concerns indicating that while educational material regarding energy efficiency and budgeting would be beneficial for customers to have access to, mandatory training sessions might be a barrier to participation by certain customers such as some disabled customers.  Ultimately compromise was reached on this issue.  The Non-unanimous Stipulation allows that in cases where participation would pose a barrier, the community action agency could waive the requirement.  


Public Counsel’s direct testimony recommends that when a program ends, any excess funds should flow back to ratepayers.  This condition will help to insure that funding is only used for the intended purpose. (Ex. 207, p. 12, l.15-17)

In the event that the Commission decides it must reject the Non-Unanimous Stipulation, Public Counsel would support a community action agency assuming the role of administrator with certain conditions.  First, the administrative costs should not significantly increase.  Second, the community action agency should have flexibility to adjust funding between low-income weatherization and low-income bill discounts to promote maximum participation and ensure that funding does not sit idle.  Any mandatory requirement for participation in agency training programs should be coupled with the authority to waive the requirement when it poses an undue burden to customers.  Finally, any excess funds should flow back to ratepayers when the program ends.  

I.
MGE will continue to collect individual customer data that it is currently collecting on the current ELIR program. Staff and OPC will meet with Company to determine the extent and form of additional accounting and other information needed, e.g., disconnect information and costs, uncollectible account balances.

The Staff sought additional information related to evaluating success of the low-income bill discount program.  Public Counsel proposed that the Company collect the same types of data that was collected for the previous program. (Ex., 208, p. 8, l. 3-6). The Company was unwilling to accept this modification.  While Public Counsel is willing to concede this issue to Staff as a component of the Non-unanimous Stipulation, it does not anticipate asking the Company to collect information substantially different from the information it already provides. (Tr., p. 2412, p. 6-8).

In the event that the Commission decides it must reject the Non-Unanimous Stipulation, Public Counsel could accept Staff’s position that potentially requires additional information or would be satisfied to receive the same data gathered under the previous program.

J.
Ten thousand dollars ($10,000) per year from program funds will be provided for the arrearage incentive repayment program proposed by Staff, using the OPC arrearage amounts and ceiling.    Any funds remaining from the $10,000 per year for this purpose will be rolled into the next year’s amount. 

Both Staff and Public Counsel recommended that customers participating in the experimental bill discount program should be required to make payments toward any arrearage balance. (Ex. 836, p. 11, l. 14-16; Ex. 208, p. 7, l. 13-14).   Public Counsel prefiled testimony proposed that customers make payments of at least $5 but no more than $30 per month and that customers be responsible for repaying the full amount of arrears.  (Ex. 208, p. 7, l. 13-14).     Public Counsel’s proposed bill-credit levels were set in at a level that would assist low-income customers in being able to afford repayment of arrearages. (Ex. 210, p. 7, l.14-17).    The Staff proposed that the Company fund an arrearage incentive by writing off as much as $200 per customer, per six-month period. (Ex. 836, p.14, l. 20-24)  The Company was unwilling to accept modifications to the program. (Ex. 10, p. 32, l. 5-6). Public Counsel could not accept the Staff’s position unless it could demonstrate that offsetting cost reductions would be generated by the proposal. (Ex. 209, p.25. l. 19-23, p. 26, l. 1-2)

The arrearage incentive reflected in Part 1J of the Non-unanimous Stipulation balances the positions of the parties.  While the Company is unwilling to make any modifications to the program, there is no longer a threat that the Company will be required to absorb the financial loss associated with writing off as much as $200 per customer, per six-month period. 

In the event that the Commission decides it must reject the Non-Unanimous Stipulation, Public Counsel would support an arrearage incentive with certain conditions.  First, the costs should not significantly increase.  If the Commission does not accept the Staff’s evidence that the cost to the Company will be offset by other savings associated with reduced arrearages, then funding should be provided and a component of program funds.

2.
PAYS® System

A.
Funding requirements will be reflected in the residential class revenue requirement and recovered through volumetric rates.


See the discussion regarding Section 1g.

The Non-unanimous Stipulation proposes a program that will be paid for and available to residential customers.  In testimony, Ms. Meisenheimer indicated that classes other than residential might benefit from the availability of a PAYS( program and Public Counsel could support such a proposal if other classes that are allowed to participate, also share in the cost of the program. (Ex. 210, p. 23, 5-7).  If the Commission does determine that the potential benefit of PAYS( should be investigated and potentially implemented for classes in addition to the residential class, then the Commission should also direct that the cost be shared with those classes.      

B.
A collaborative of Staff, OPC, the City of Kansas City and MGE (DNR will be invited to participate) will be formed to conduct a feasibility study for the purpose of determining whether a PAYS® system should be recommended to the Commission for implementation in the Kansas City service area.  Funding for the feasibility study and potential PAYS® system will be $100,000 annually, for 2 years;


And; 

C.
If the collaborative committee cannot agree on the project design, evaluation, and implementation, disagreements must be brought to the Commission for a decision.  Up to $70,000 may be used to retain an expert to conduct the feasibility study, and assist the collaborative members in preparing a recommendation to the Commission.  

The Non-unanimous Stipulation reflects the positions of parties through the course of prefiled testimony.  Ms. Meisenheimer’s direct testimony first outlined a proposal for the Commission to begin the process of investigating and implementing more self-sufficient programs targeted at moderate and middle income households. (Ex. 207, p. 10-12).  In Direct testimony, Ms. Meisenheimer recommended an initial funding level of approximately $126,000 per year, for two years, be earmarked to fund the project and that a collaborative would be necessary before programs could begin. (Ex. 207, p. 12, l. 9-12).  In rebuttal testimony, Dr. Warren responded to Ms. Meisenheimer’s proposal and the need for a collaborative.  He recommended that funding be set at $100, 000 for two years. (Ex. 839, p. 7, l.1-12).   In surrebuttal, Ms. Meisenheimer agreed reducing the funding level to $100,000 were critical in the Commission’s decision to adopt the program. (Ex. 210, p. 20, l. 1-2).  In response to data requests from MGE, Ms. Meisenheimer indicated that a consultant could cost $50,000-$100,000 depending on the extent of the duties performed.  She further acknowledged that cost could be borne by the program. (Ex. 210, Schedule 3). Ms. Meisenheimer’s surrebuttal provides the same information regarding consulting costs and possible funding sources for the consultant. (Ex. 210, p. 26, l. 1-3).  In response to questions from the bench, the Company acknowledges a need to sit down with all the parties to go through what needs to be done to implement such a program, and how it will be paid for (Tr. p. 2368, l. 6-12). Forming a collaborative and conducting a feasibility study that is funded by ratepayers will not unduly burden the Company.  In addition, under the terms of the Non-unanimous Stipulation, the Company can bring its concerns to the Commission for decision before a program is implemented.  Public Counsel believes the Non-unanimous Stipulation balances the interest of the parties. 

In the event that the Commission decides it must reject the Non-Unanimous Stipulation, Public Counsel would still support the terms of the Non-unanimous Stipulation regarding the PAYS® collaborative and the need and cost of a consultant to conduct a feasibility study as a reasonable resolution of issues related to the PAYS® initiative.

D.
The remaining funds will be available for use in implementing a PAYS® system if approved by the Commission.  If a PAYS® system is not approved by the Commission, the remaining funds will be returned to ratepayers.


Public Counsel’s direct testimony recommends that when a program ends, any excess funds should flow back to ratepayers.  No party objected to this recommendation.     This condition will help to insure that funding is only used for the intended purpose. (Ex. 207, p. 12, l.15-17) 


In the event that the Commission decides it must reject the Non-Unanimous Stipulation, Public Counsel would still recommend that under any proposal, unused funds be returned to ratepayers when the program ends.

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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� Public Counsel has only briefed those issues relating to filed Public Counsel testimony.  The fact that Public Counsel did not brief all contested issues does not reflect Public Counsel’s agreement with MGE on that issue.


� In fact, MGE witness Dunn has recommended use of a consolidated capital structure in cases before this Commission. (Ex. 827, p. 29, l. 8-13).


� MGE witness Dunn suggested in his direct testimony Exhibit 1 at pages 28-29 that a hypothetical capital structure would be appropriate.  


� This calculation excludes short-term debt.  When short-term debt is included, the “zone of reasonableness” at the lower end becomes 35.42%. (Ex. 201, p. 14, l. 7-20).


� Of course, that has not deterred MGE from arguing that Mr. Allen should have used his 8 company proxy group for determining the hypothetical capital structure.


� MGE seems to think the St. Joe case mandates use of a hypothetical capital structure when the capital structure of a company is out of whack.  However, the St. Joe case gives the Commission the discretion to determine whether or not a hypothetical capital structure is appropriate. (Tr. p. 647, l. 14-21).  The decision in St. Joe does not preclude the use of the consolidated capital structure.


� As will be discussed below, although endorsing projected earnings per share growth estimates by professional analysts as the best way to determine investors’ growth expectation, witness Dunn inexplicably discards the 4.9% growth rate produced by this method in his analysis and pulls out of the air a 6% to 7% growth rate.


� This text was created in conjunction with the Association for Investment Management and Research for use in the Charted Financial Analyst (CFA) Program. (Ex. 203, p. 33, l. 2-5).


� MGE witness Morin did not offer any opinions regarding Mr. Allen’s testimony.  (Tr. p. 1994, l. 3-10).


� The average CAPM cost of common equity for Mr. Allen’s comparable group using the 10-year T-Note was 10.05%.  The average CAPM cost of common equity for Mr. Allen’s comparable group using the 30-year T-Note was 10.27%. (Ex. 200, Schedule TA-9).


� Witness Tuck noted that all three CAPM calculations have “pluses and minuses” associated with them. (Tr. p. 715, l. 8-13).  Witness Tuck indicated that all three results were “fair and reasonable.” (Tr. p. 716, l. 5-8).


� Mr. Tuck testified it is reasonable for experts in this field to disagree on methodologies. (Tr. p. 719, l. 17-22).


� See Ex. 3, Schedule JCD-3, p. 31, l. 17-23 noting the circularity problem if other Commission ROE’s are used.


� Staff witness Murray used the DCF, CAPM and risk premium analysis.  Public Counsel witness Allen used both the DCF and CAPM in arriving at his ROE recommendation. (Ex. 203, p. 38, l. 3-10).


� MGE witness Morin acknowledged that Public Counsel witness used more than one method in arriving at his return on equity recommendation. (Ex. 3, Schedule JCD-3, p. 74, l. 23-25; p. 75, l. 1-5; p. 101, l. 18-20).


� Public Counsel acknowledges this Commission generally relies on the DCF method. (Ex. 203, p. 39, l. 1-9).


� The 4.9% Thompson growth rate is wholly consistent with Public Counsel witness Allen’s growth rate recommendation of 4.62% through 4.94%. (Ex. 201, p. 7, l. 3-18).


� Witness Dunn admitted based upon his experience before this Commission, the Commission had been consistent in rejecting flotation cost adjustments. (Ex. 844, p. 103, l. 4-16).


� On July 20, 2004, Southern Union announced a public offering of common stock. (Ex. 55).


� MGE witness Morin testified in this deposition it would be inappropriate to allow a flotation cost adjustment due to the acquisition of Panhandle. (Ex. 3, Sch. JCD-3, p. 33, l. 24-25; p. 34, l. 1-5).


� Witness Dunn candidly admits that all natural gas distribution companies face all the same risks as MGE. (Ex. 1, p. 57, l. 18-20).


� MGE witness Quain testified in his deposition that there is always a range of reasonableness for rate of return.  (Ex. 848, p. 100, l. 4-17).


� Witness Oglesby testified the basis for his “high quality customer service” claims was witness Ricketts testimony. (Ex. 849, p. 103, l. 19-23).


� Public Counsel sought all other studies MGE conducted regarding customer service other than the Theodore Barry & Associates study.  MGE did not produce any other studies. (Tr. p. 1155, l. 7-25; p. 1156; 1157; p. 1160, l. 6-18).


� It is hard to understand how witness Oglesby could not be aware of these commitments, his direct testimony is virtually word for word with Mr. Cattron’s testimony in GR-2001-292 with a few notable exceptions. (Tr. p. 1160, l. 22-25; 1161, l. 1-21).


� MGE witness Oglesby was completely unaware of why this Commission has traditionally disallowed lobbying expense. (Ex. 849, p. 142, l. 16-24).  Witness Oglesby also admitted he is not an expert regarding the treatment of lobbying costs. (Tr. p. 1133, l. 1-8).


� After reviewing the record evidence Public Counsel supports the Staff’s request to disallow 10% of the salaries of Mr. Oglesby and Mr. Hack related to this issue.


� MGE’s incentive compensation plan is attached to Public Counsel witness Bolin’s rebuttal testimony Exhibit 205 as highly confidential Schedule KKB-15.


� The record evidence demonstrates that customers are uniformly opposed to MGE’s rate increase request. (Ex. 205, p. 16, l. 18-22; p. 17, l. 6-8; Schedules KKB-13 and KKB-14).


� MGE has not commissioned another study since the TB & A study. (Tr. pps, 1155, l. 7-25; 1156; 1157; 1158, l. 1).  


� Public Counsel has included the safety component in the cost of service. (Ex. 205, p. 18, l. 16-18).


� Exhibit 229 demonstrates that MGE has met and exceeded its budgeted amounts for capacity release.


� Portions of witness Bolin’s true-up testimony were stricken by the RLJ.  Public Counsel has filed a Motion for Reconsideration regarding that ruling.  If reversed, Public Counsel reserves the right to supplement this portion of its brief.


� Note that the $4,778 excess of revenue above cost referenced in Dr. Cummings’ testimony is simply an over collection of costs at the Company’s estimates of block use. It does not explain the potential over collection that could be caused by shifts in inter-block usage.
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