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BRIEF OF LACLEDE GAS COMPANY

Pursuant to the Commission’s October 1, 2004 Order Directing Filing, Laclede Gas Company (“Laclede” or “Company”) hereby submits the following brief in the above-captioned case. 

I.
INTRODUCTION AND SUMMARY
At issue in this case is how the net salvage costs incurred by Laclede to retire or remove the mass property facilities it uses to provide utility service should be treated for ratemaking purposes.  For nearly the entire last half of the 20th century, Laclede had, with the full concurrence of the Commission and its Staff, used the “Standard Method” to estimate the level of net salvage costs that should be reflected in rates.  Under the Standard Method, net salvage costs are included as a component of the Company’s depreciation rates which are, in turn, used to ratably allocate to customers over time all of the costs that Laclede incurs to purchase, install and retire the facilities and equipment needed to provide utility service.

To accomplish this temporal allocation of cost, it is necessary to make two kinds of estimates when establishing depreciation rates.  The first estimate involves a determination of the service life over which the facility or equipment is expected to be in service.  Once that service life is established – say 50 years for a gas main – recovery of the up-front capital expenditures made by the utility to install the facility are then ratably allocated over that specific time period (i.e. at a 50 year service life, the cost of a $10,000 gas main would be recovered at a rate of 2%, or 200 dollars per year).  In this way, customers are fairly charged for such costs in proportion to the benefit they receive from the use of the facility.  

Just as it uses estimated service lives to spread out the recovery of these up-front expenditures over many years, the Standard Method utilizes a second estimate to determine the net salvage costs that will be incurred to retire or remove those facilities at the end of those service lives.  For most utility plant, the cost to physically remove a facility from service, isolate it from the rest of system or otherwise deactivate it, will usually exceed any residual salvage value that the facility will have. Accordingly, by building this cost into the depreciation rate up-front, the Standard Method ensures, as reasonably as practicable, that the entire cost of the facility will be equitably allocated to customers over time in proportion to the benefit they receive from the use of such facilities.

The appropriateness and fairness of recognizing and allocating the full cost of utility property to customers in proportion to the benefits they receive from it is such a fundamental ratemaking principle that the Standard Method has gained nearly universal acceptance among those charged with recommending and authorizing depreciation rates for public utilities.  It is the preferred method used by the vast majority of utility regulatory commissions throughout the United States and for many years was the method routinely used by this Commission.  It is also the method endorsed by the authoritative texts on depreciation accounting, by the manual written by the National Association of Regulatory Utility Commissions (“NARUC”) on core depreciation principles; and by one nationally-recognized depreciation expert after another, including William Stout, who participated as a witness in this proceeding.  (Exh. 136; pp. 9-10).  And it is also the only method proposed in this proceeding that is consistent with the accrual basis of depreciation accounting specified by the Uniform System of Accounts which has been adopted by this Commission in its rules.  (Exh. 136, pp. 7-9).  

Despite this long-standing and nearly universal endorsement of the Standard Method, the Commission nevertheless adopted a new method for addressing net salvage costs in Laclede’s 1999 rate case proceeding.  Under this new method, which had been proposed by Commission Staff witness Paul Adam, service life estimates are still used to defer over many years the ultimate recovery of the up-front capital costs incurred by the utility to provide service.  In a sharp break from the Standard Method, however, the Staff’s method makes no effort to estimate or provide recovery for the future net salvage costs that decades of experience have shown will be incurred to retire facilities that are being used to provide service today.  Instead, the Staff method simply uses an average of the net salvage costs incurred by Laclede in the recent past to retire or remove the much smaller level of utility plant that had been installed decades ago.

In attempting to justify this selective rejection of the use of estimates for that part of the depreciation formula relating to net salvage costs, Staff observed that Laclede was estimating and accruing for future net salvage costs at a significantly higher level than what it had actually been incurring to retire plant in the recent past.  Staff also asserted that such net salvage estimates were not sufficiently “known and measurable” to be used for ratemaking purposes.

In the intervening five years since the Commission first adopted Staff’s proposed method, its decision to do so has been remanded twice.  Each time, the courts determined that the Commission had failed to adequately explain, with sufficient findings of fact, why it was reasonable to utilize Staff’s method for addressing net salvage costs.  As a result of the most recent remand of that decision, the Commission determined that this proceeding should be reopened in order to take further evidence on the issue of net salvage and depreciation.    

That exercise has now been completed.  Laclede would respectfully submit that it has only reconfirmed that there is no competent and substantial evidence -- and no tenable policy justification -- to support Staff’s proposed method for addressing net salvage costs.

As discussed more fully below, the Staff has now had more than five years, and two evidentiary hearings, to present evidence demonstrating that the standard method somehow fails to properly estimate and allocate net salvage costs for long-lived utility mass property assets over the period during which those assets are being consumed.  Despite these opportunities, however, the Staff to this day has still not been able to provide a shred of evidence showing that there is any flaw or inaccuracy in any of the specific net salvage estimates that were developed and used by Laclede under the Standard Method.  (Exh. 156, pp. 48-49, 63-66; Exh. 157; pp. 95-99;  Tr. 1638, 1659-61, 1724, 1843-44).  Nor has the Staff been able to offer any evidence undermining the analysis provided by Laclede and AmerenUE in this case regarding the inherent reasonableness of the net salvage estimates produced by the Standard Method.  (Tr. 1724).   Based on decades of experience, as well as an assessment of specific plant accounts, that undisputed analysis shows that the Standard Method actually produces conservative estimates of net salvage costs that, if anything, tend to understate the level of net salvage costs that will actually be incurred by the utility to retire plant in service today.  (Exh. 136, pp. 23-26; Exh. 137, pp. 4-9). 

By extension, the Staff has also been unable to substantiate the reasonableness of the net salvage estimates produced by its method.  To the contrary, the undisputed evidence shows that the significantly lower net salvage allowances derived pursuant to its method are so grossly inadequate that they bear absolutely no relationship to the net salvage costs that will actually be incurred to retire the facilities being used to serve customers today.  Nor has the Staff been able, after all this time, to provide any meaningful rejoinder to the overwhelming evidence of how the Standard Method, in contrast to its own, has safeguard after safeguard to ensure that neither ratepayers nor the utility are harmed by any deviation between estimates and experience.

In short, after five long years, the record remains completely barren of any evidence that would either dispute the reasonableness of the net salvage estimates produced under the Standard Method or substantiate the reasonableness of the net salvage amounts derived under Staff’s method.   Staff can say over and over again, as it has for half a decade now, that estimates of net salvage should not be used because they are somehow inadequate or unreliable.  But at some point Staff has to support its position with hard evidence.  Instead, all that Staff has done is say that such estimates should not be used simply because they are estimates.

This is the very same kind of generalized and unsubstantiated criticism of the use of estimates that the Commission found wanting when it upheld the use of the Standard Method in St. Louis County Water Company, Case No. WR-2000-844 (2001) and rejected the method proposed by the Staff in this case.  The evidence for reaching a similar result in this case is even more overwhelming.  Indeed, to discard the Standard Method at this point in favor of the one proposed by the Staff would require the Commission to explain to the courts of this state why it is reasonable to:

●
reject a ratemaking method that enjoys nearly universal support among other utility commissions and recognized depreciation authorities in favor of one that garners almost no support among such commissions and authorities;

●
reject a ratemaking method that has been proven, based on undisputed evidence, to produce conservative estimates of the cost in question in favor of one that has been proven to be patently wrong;

●
reject a ratemaking method that has numerous safeguards to ensure that neither the utility nor its customers over or under pay for the facilities that are actually used to serve them in favor of one that virtually guarantees such a result;

●
reject a ratemaking method that is fully consistent with the long-standing principle that customers should be charged for the cost of utility facilities in proportion to the benefits they receive from such facilities in favor of one that virtually guarantees that customers will only pay for the net salvage cost of facilities that were used to serve someone else;

●
reject a ratemaking method that provides utilities with at least of portion of the cash flows necessary to support their investments in new and often-mandated utility infrastructure projects in favor of one that reduces cash flow and, in the process, increases the cost of obtaining such capital to the detriment of the utility and customer alike.      


Laclede would respectfully submit that no such explanation is possible because, in the end, Staff’s proposal for addressing net salvage costs has nothing whatsoever to do with the quality, reliability or appropriateness of the net salvage estimates derived under the Standard Method.  Rather, it is simply a transparent attempt to reduce utility revenue requirements over the short term by prevailing upon the Commission to retain depreciation-related estimates that defer recovery of current costs while rejecting those that provide for on-going recovery of future costs.

As the court observed in City of Lake Lotawana v. Public Service Commission, 732 S.W.2d 191, 195 (Mo. App. 1987), “if judicial review is to have any meaning, it is a minimum requirement that the evidence, along with the explanation therefor by the witnesses and by the Commission itself, make sense to the reviewing court.  We may not approve an order on faith in the Commission’s expertise.”  Laclede would respectfully submit that there is nothing in the record in this case upon which either the Commission or a court could conclude that it “makes sense” to adopt the method proposed by the Staff.  Consistent with sound policy considerations and the requirements of Missouri law, the Commission should accordingly reject this short-sighted, harmful and fundamentally flawed approach for addressing net salvage costs and, like the vast majority of other regulatory commissions in this country, reaffirm the use of the Standard Method.

II. ARGUMENT

A.
The Appropriate Legal Standard

During the course of the evidentiary hearing in this case, Commissioner Davis asked what legal standard should be applied for purposes of deciding this case.  Both Laclede and the Commission Staff subsequently submitted pleadings on the issue.  Laclede believes that it needs to make only a few additional points on this subject.

In its response to Commissioner Davis’ question, Laclede acknowledged that an administrative agency is not bound by stare decisis, or precedent.  Thus, the Commission may change a policy, so long as its decision is lawful, supported by competent and substantial evidence on the whole record, accompanied by adequate findings of fact that explain how controlling issues were decided, and not arbitrary or capricious.  Laclede also pointed out that where an agency decision provides no rationale for a departure from prior policies or standards, that decision is subject to a charge that it is arbitrary and capricious or otherwise fails to meet the requirements set forth above.  This is consistent with the requirement for reasoned decision making set forth in Lake Lotawana, supra, i.e. that the evidence and explanation provided by the Commission must make sense to the reviewing court.  (See also Motor Vehicle Mfrs. Ass’n v. State Farm Mutual Auto Ins. Co., 463 U.S. 29, 57 (1983), in which the United States Supreme Court stated that an agency changing its course must supply a reasoned analysis explaining such change.).    

In its response to Laclede’s pleading, the Staff characterized the Company’s analysis as an extremely poor explication of Missouri law and advised the Commission not to rely on it.  Staff opined that the Commission must only decide contested fact issues by making findings of fact based on a preponderance of the evidence.  Staff’s opinion ignores the complications that occur when the Commission decides to change an established policy.  In effect, Staff suggests that the Commission need not even mention a prior policy or standard when it decides to depart from it.
Laclede respectfully suggests that Staff’s legal analysis is both beside the point and incorrect.   It is beside the point because even under Staff’s more narrow view of the requirements that the Commission must satisfy in order to render a lawful and reasonable decision – i.e. it must only comply with the requirements of a contested case – there is still no basis in the record of this case upon which the Commission could reject the Standard Method for addressing net salvage costs in favor of the one proposed by the Staff.

As previously noted, the Staff has now had more than five years to provide evidence demonstrating that the Standard Method does not properly estimate and allocate net salvage costs for long-lived utility assets over the period during which those assets are being consumed.   After all of this time, however, the Staff has still been unable to provide any evidence: (a) to show that there is any flaw or inaccuracy in any of the specific net salvage estimates that Laclede has developed under the standard method; (b) to dispute the analysis provided by Bill Stout which, based on decades of experience and a number of concrete examples, shows how the Standard Method has consistently produced conservative estimates of net salvage costs that, if anything, tend to understate the level of such costs that will actually be incurred by the utility; (c) to dispute the fact that Staff’s method for addressing net salvage costs results in a gross understatement of the costs that will be incurred to retire plant; or (d) to rebut the overwhelming evidence showing how the Standard Method, in contrast to the Staff method, has safeguard after safeguard to ensure that neither ratepayers nor the utility are harmed by any deviation between estimates and experience.

In view of these considerations, Staff’s view of Missouri law is little more than an academic exercise.  In short, regardless of what obligations the Commission may have to explain a departure from existing policies, such considerations cannot obscure the fact that there is no competent and substantial evidence on the record to support Staff’s position, no basis upon which the Commission could make factual findings that support the adoption of such position, and no basis upon which the Commission could adopt Staff’s method without engaging in a completely arbitrary and capricious act.

Staff’s simplistic view of the requirements governing the Commission’s decision-making powers is also incorrect because it virtually ignores the Commission’s obligation to explain how the controlling issues in a case were resolved as part of its duty to provide adequate findings of fact.  State ex rel. Noranda Aluminum v. Public Service Commission, 24 S.W.3d 243 (Mo.App.W.D.  2000); State ex rel. Monsanto Company v. Public Service Commission, 716 S.W.2d 761, 795 (Mo. banc. 1986); State ex rel. Fischer v. Public Service Commission, 645 S.W.2d 39 (Mo.App. 1982), cert. denied, 464 U.S. 819, 104 S.Ct. 81, 78 L.Ed.2d 91 (1983).      As the record in this case indicates, the primary issue in this proceeding is which method – the Standard Method or the one proposed by the Staff – should be adopted for purposes of addressing net salvage costs.  Under either scenario, the Commission will need to explain how this controlling issue was resolved and, in doing so, will need to articulate why the method it has chosen better accords with any relevant ratemaking principles than the one it has rejected.  Although Laclede believes that such an exercise will inevitably lead the Commission to conclude that the Standard Method is the only reasonable and lawful method proposed in this case, it is an exercise that must nevertheless be undertaken regardless of what decision the Commission reaches.       

Moreover, failure to provide such an explanation would also be inconsistent with the Commission’s fundamental duty to act in a manner that is not arbitrary or capricious.
   Indeed, the legal principle that it would be arbitrary and capricious to adopt a change in policy without any explanation is so self-evident that the Commission itself has implicitly acknowledged it in connection with this very case.  After ruling against Laclede on the net salvage issue in the Commission’s Second Report and Order in June 2001, the Commission ruled in favor of applying the Standard Method of calculating net salvage in Re: St. Louis County Water Company, WR-2000-844.  In the St. Louis County Water decision, the Commission went to great lengths in attempting to provide an explanation that justified its conflicting decision in the Laclede case, and then relied on that explanation in arguing against Laclede’s appeal in this case.  If the Commission believed it was truly free to apply any standards it wished in any case, without explanation, then no such attempted justification would have been necessary.

In summary, Laclede and Staff agree that an administrative agency is not bound by stare decisis.  That does not mean, however, as the Staff appears to suggest, that the Commission can jettison a long-standing policy in favor of a new one without any explanation of why such an action is appropriate, particularly where both methods have been placed squarely before the Commission as they have been in this case.  Instead, the Commission must provide an explanation of why it prefers the different approach and how that approach is consistent with relevant ratemaking and legal principles.  For all of the reasons discussed throughout this Brief, Laclede respectfully submits that no such explanation is possible because there is literally no record evidence in this case to support either the lawfulness or reasonableness of Staff’s proposed method.

B.
The Two Methods at Issue in this Case.     


   The new method proposed by Staff in this case for determining the net salvage component of Laclede’s depreciation rates represents a radical departure from long-standing and universally-accepted principles of depreciation.  To gain an appreciation for just how far the Staff has strayed from these principles, it is necessary to begin with a brief discussion of the fundamental precepts underlying depreciation practice and theory and its use in establishing depreciation rates for a regulated utility.

1.
The overriding goal of depreciation accounting is to allocate the full cost of an asset over its useful service life.

The overriding goal of depreciation accounting in the utility ratemaking context is to allocate, or spread, the full cost (including the net salvage cost) of a capital investment made by a utility to provide service over the expected service life of the underlying property.  This fundamental objective has been recognized by virtually every public utility regulatory body in the United States.  It has also been articulated in official publications of the national association to which those regulatory agencies belong.  As NARUC has stated, depreciation accounting provides:

the mechanism through which the capital invested in depreciable plant is recovered.  It is the process used to allocate that capital investment to the accounting periods during which the depreciable plant is in service.  A system of accounting which allocates the cost adjusted for salvage over the estimated useful life of a property unit or group of assets in a systematic and rational manner.  (emphasis supplied).

 (Exh. 23, p. 3).

 As the foregoing suggests, this practice of allocating the cost of a particular item or class of property over its useful service life is not some form of artificial ratemaking convention that has evolved over the years as a matter of regulatory happenstance.  Rather, it is a carefully considered, systematic, and indispensable method for ensuring that utility customers are equitably charged for such costs in proportion to the benefits they receive as the item of property is consumed over time.

To that end, the Missouri Public Service Commission has historically used the straight line method, whole life technique to calculate Laclede’s depreciation rates (the “Standard Method”).  Under the Standard Method, a depreciation rate for each plant account
 is calculated according to the following formula:


Depreciation Rate =           100% - % Net Salvage




Average Service Life (years)

(Exh. 23, p. 4).

The depreciation rate is then multiplied by the applicable plant account balance to determine the annual depreciation expense.  In the depreciation rate formula, net salvage equals the gross salvage value of the asset minus the cost of removing the property from service.  The net salvage percentage equals net salvage for a period, divided by the original cost of the property retired during that same period. (Exh. 23, pp. 4-5).  Since the cost of removal of many natural gas assets, such as mains and service lines, typically exceeds the proceeds that can be realized from the resale value of the retired property, the net salvage percentage is usually a negative number.   The effect of the Standard Method is to allocate the cost of the asset, as adjusted to reflect the estimated positive or negative net salvage amount, over the estimated life of the asset.  (Exh. 26, p. 4).


The importance of making such cost allocations through the proper application of depreciation accounting can be illustrated with a few simple examples.  Assume, for instance, that a repair truck used by a utility to maintain its facilities has a cost of $30,000 and an estimated service life of five years.  Since the repair truck will be utilized by the utility to provide service over a five year period, it would be unreasonable to design a depreciation rate that permitted the utility to recover the entire $30,000 cost of the vehicle in its first year of service.  Indeed, such an immediate recovery of costs would force current customers to provide an obvious and unjustified subsidy to future customers by requiring the former to underwrite the entire cost of the asset, while allowing customers in years two through five (some of whom will be different from those customers in year one) to benefit from the use of the asset free of any depreciation-related charges.

The inequitable results flowing from a failure to properly allocate the full costs of an asset over its useful life becomes even more pronounced in those instances where the asset has a long service life.  Take, for example, a distribution main with a placement cost of $100,000 and an estimated service life of 50 years.  Absent a spreading of those costs over the entire service life of the asset, customers in year one would be forced to pay 100% of the asset’s cost, but few, if any, wold receive 100% of the assets overall economic value.  Conversely, any new customers first taking service in years two through 50 would enjoy the use of the asset while paying nothing in the way of depreciation-related charges.

To avoid these unreasonable and inequitable results, proper depreciation accounting requires the establishment of a depreciation rate that will ratably allocate (and permit the utility to recover) such costs over the entire estimated service life of the asset.  For this allocation process to work effectively and accurately, however, it is critical that all of the factors affecting the ultimate cost of the asset be recognized and accounted for.  As discussed below, that is where the concept of determining a net salvage value enters the depreciation picture.

2.
Estimating proper net salvage amounts is essential in the establishment of reasonable and accurate depreciation rates.

The net salvage component of the depreciation formula does nothing more than recognize that the ultimate cost of an asset used to provide utility service will be affected by the proceeds it generates and the costs it imposes at the end of its service life.  (Exh. 25, pp. 3-6).  Indeed, as previously noted, the formula traditionally used by the Commission to establish depreciation rates defines net salvage as the gross salvage value of the asset at the end of its service life minus the cost of removing the asset from service.

In some instances, the net salvage amount for a particular asset or group of assets will be positive.  For example, the depreciation analysis may show that the $30,000 utility repair truck referenced above can be resold by the utility at the end of its service life for 20% of its original cost.  In recognition of this positive net salvage value, the depreciation formula under the Standard Method will reduce the overall cost of the asset by that positive amount to ensure that current and future customers of the utility are allocated and charged ratably for the asset in accordance with its actual net cost.  (Exh. 23, pp. 5-6).

Conversely, there are other, more numerous instances where the net salvage value of the asset will be negative.  (Exh. 25, pp. 9, Schedules 1 and 2).  For example, the payroll, equipment and other costs of removing the previously-mentioned 50-year old distribution main from service will typically exceed the scrap value, if any, of the material itself.  This is particularly true since the labor costs ultimately incurred by the utility to remove the item from service will have been driven up by the effects of some 50 years worth of inflationary pressure on wage rates by the time the asset is finally taken out of service.

To account for these added costs, depreciation professionals have developed widely used techniques for estimating the net salvage component of the depreciation rate formula.
  The retirement history of each asset, or group of assets, is thoroughly studied. The net salvage percentage is then estimated based on the historical relationship between the net salvage cost of an asset, or group of assets, and the original cost of that same asset or group of assets.  (Exh. 23, p. 9).  By comparing how the net salvage cost has historically increased in relation to the original cost of the asset, such an analysis gives a measure of how net salvage costs for new plant additions can be expected to escalate over time – a measure that is reflected in the estimated net salvage percentage.  This net salvage percentage is then subtracted from the original cost of the property in determining the numerator for the depreciation rate formula.  Because the net salvage percentage is generally negative, the numerator of the depreciation rate formula is frequently larger than 100%, providing recovery of the original cost of the plant plus the net salvage cost over the life of the asset.  

In this case, however, the Staff has proposed an entirely new method for determining this component of Laclede’s depreciation rates.  Under this new approach, the Staff completely discards the asset-by-asset analysis of expected net salvage values that has traditionally been used by the Commission (and virtually every other regulatory body in the United States) and, in its place, simply uses the average annual dollar amount of negative net salvage cost that Laclede has incurred in the recent past to retire facilities installed years and, in most cases, decades ago.  (See Exh. 92; Schedule 3-2).  By focusing solely on the net salvage costs realized on assets that have already been removed from service, such a method makes absolutely no effort to provide an allowance for the predictable escalations in net salvage costs that are certain to occur over the useful life of the assets that Laclede is using today to provide utility service to its customers.  (Exh. 25, pp. 6-7).  Indeed, for new asset classes that have no retirement experience, the method would provide absolutely no allowance of any kind for net salvage costs. (Exh. 26, p. 12).  Since such costs are not even recognized, such a method obviously makes it impossible to properly charge and allocate these costs to customers in proportion to the benefits they receive over time from the use of these assets.

C. The Commission Should Retain the Standard Method Because it is Far Superior to the Staff’s Method

As discussed below, there are at least six major reasons why the Commission should reject the method proposed by Staff in favor of retaining the Standard Method.  Specifically, the Commission should adopt the Standard Method, rather than the one proposed by Staff, because the Standard Method: (1) is supported by the vast majority of the policy makers, depreciation experts and other authorities on this issue; (2) produces far better estimates of the level of net salvage costs that will actually be incurred by Laclede to retire the plant that is being used to serve customers today; (3) has numerous safeguards to ensure that the utility does not over-collect and that the utility ratepayer does not over-pay for such costs; (4) is far more consistent with bedrock regulatory principles which, in the interests of intergenerational equity, hold that customers should pay for the facility costs incurred to serve them in proportion to the benefits they receive from the use of that property; (5) imposes less cost on ratepayers in the long-run and helps to keep Missouri utilities financially healthy to the ultimate benefit of both the utility and its customers; and (6) does not require an amortization of the depreciation reserve that would further exacerbate all of the detrimental effects of Staff’s proposed method.

Standing alone, each of these reasons would be sufficient to warrant retention of the Standard Method.  Taken together, they affirmatively mandate such a result.

1. The Standard Method Should be Retained Because it is Supported by the Vast Majority of Policy-Makers, Depreciation Experts and other Authorities on this Issue. 

As previously noted, there is an abundance of authority that supports the efficacy and reasonableness of the Standard Method as a means of determining what level of net salvage costs should be included in rates.  First and foremost, there is the Commission itself.  As Laclede witness Sherwin testified, for nearly all of the last half the 20th century, the Company had used the Standard Method to derive its depreciation rates and net salvage costs. (Tr. 1733).  Throughout this period, the Standard Method functioned well for both the Company and its customers, (Id.), and Laclede’s use of it was fully sanctioned by both the Commission and its Staff. 

Over this same period of time, the Commission also expressed its approval of the Standard Method in a number of other ways.  For example, the Commission formally adopted as part of its rules the Uniform Systems of Accounts (“USOA”) for both electric and natural gas utilities.  See e.g. 4 CSR 240-40.040.  Under the USOA, gas and electric utilities are expressly required to keep their accounts on an accrual basis, meaning that they must recognize and allocate over the life of their utility assets the future net salvage costs associated with retiring that asset. (Exh. 135, pp. 7-9; Exh. 143, pp. 6-7).  The Commission has also expressed its approval for the Standard Method in various orders.  For instance, in Re: St. Louis County Water Company, 4 Mo.P.S.C.3d 94 (1995), the Commission articulated and endorsed the basic principles underlying the Standard Method – and its treatment of net salvage costs – in the following manner:

Depreciation accounting is a system of accounting which generally aims to distribute costs or other basic values of tangible capital assets less salvage, over the estimated useful life of the unit or group of units in a systematic nature.  It is a process of allocation, not of valuation.  Depreciation is an attempt to match capital recovery with capital consumption.  The emphasis is upon a system and rational allocation of the expense of capital consumption. … Any attempt to allocate such costs over a period of time requires an analysis of expected future events such as useful life, salvage value, and cost of removal.

Id. at 102-103.  (emphasis supplied).

In addition to its long use by this Commission, the Standard Method has been, and continues to be, used by the vast majority of regulatory jurisdictions in the United States.  (Exh. 143, p. 7).   In fact, the instructional manual published by NARUC on Public Utility Depreciation Practices specifically defines depreciation accounting as the process “of charging the book cost (generally stated as original cost in utility accounting) of depreciable property, adjusted for net salvage value, to operations over its useful life.”  (Exh. 147, p. 6; emphasis supplied).  The manual then goes on to describe the very method for determining net salvage costs that Laclede has used in this proceeding.  (Id.).  In view of these considerations, it is clear that the use of the Standard Method is supported by the collective judgment and long experience of a broad array of regulatory authorities  regarding how net salvage costs are most appropriately determined for public utilities.

Use of the Standard Method for public utilities is also endorsed by every  authoritative text on the subject of depreciation.  (Exh. 136, p. 9).  In addition to the previously-mentioned NARUC manual on Public Utility Depreciation Practices, these include the seminal text on depreciation by Frank Wolf and Chester Finch entitled Depreciation Systems.  (Id.).

The fact that the Standard Method is used and endorsed by virtually every utility commission and by every recognized authority on the subject does not mean, of course,  that a departure from that method is impossible to justify under any circumstances.  But before the Commission rejects the accumulated wisdom of virtually everyone who has had occasion to analyze, recommend and/or approve depreciation rates for public utilities, it should at a minimum demand that the Staff provide it with a thorough, well-considered and compelling justification for adopting a radically different approach.

The Staff’s method, however, appears to have been developed in an exceedingly casual manner, with virtually no analysis done of its suitability for addressing net salvage costs and without any evidence to show that the Standard Method was not producing an appropriate estimate of such costs.  According to his own testimony, Staff witness Adam developed the method as a result of his sudden realization, after reviewing some workpapers, that the net salvage amounts derived under the Standard Method had exceeded the recent net salvage costs being experienced for some accounts.  Since such a result is a natural and expected outcome in any situation where estimates are being made of future costs that are increasing over time (as net salvage costs do because of the effects of inflation and an expanding rate base) it is difficult to understand why this would have struck Mr. Adam as something that was a cause for concern.   Nevertheless, based on this single observation alone, Mr. Adam literally scratched out the salvage values he had calculated using the Standard Method and substituted lower net salvage values reflecting recent experience.  (Tr. 889-892; Exh, 124).

Given Mr. Adam’s limited experience
 and the significant impact that such a radical change promised to have on Laclede and other Missouri utilities, one would expect that he would have at least had his proposal reviewed by other Staff members before moving forward with it.  According to Mr. Adam, however, he did not even discuss his proposal with upper level Staff personnel prior to filing testimony advocating the new method.  (Tr. 893).  In fact, Mr. Adam testified that he could only hope that senior Staff members were aware of his proposal by the time he testified in this case.  (Tr. 893). 

This is not the kind of considered and comprehensive analysis that the Commission should demand as a prerequisite for abandoning a depreciation practice that has such a long-standing and nearly-universal record of acceptance.    Indeed, the fact that the Commission has not yet been able to provide an adequate explanation of why Staff’s method is appropriate – despite repeated efforts do so over the past five years – only reinforces the view that Staff’s method was poorly conceived from the outset and remains fundamentally flawed.

In response to these criticisms, the Staff has attempted to suggest in its testimony that the method it is proposing in this case isn’t so new after all, that methods like it have

been proposed by Staff before; indeed as early as 1990.  In support of that contention, the Staff cited its position in two rate case proceedings involving Missouri Public Service Company: Re: Missouri Public Service, Case No. ER-90-101, 1990 Mo. PSC Lexis 34, 61-62 (1990); Re: Missouri Public Service, Case No. ER-93-37 (1993).  The method that Staff proposed in these cases, however, was different from the method that Staff has proposed in this and subsequent proceedings in that it included an allowance for inflation and kept net salvage as a part of the depreciation rate.  (Exh. 156, pp. 43-47; Tr. 1591-93).   Indeed, it was different enough that even Mr. Adam did not even mention them, let alone cite them as supportive of his position, when he first proposed his method in Laclede’s case.  

Moreover, even this less radical departure from the Standard Method was  ultimately deemed inappropriate by the very Staff member who the Commission recently selected to head its depreciation department.  In a 1997 rate case proceeding involving the very same utility, both Staff and the Commission again used the Standard Method for purposes of calculating depreciation rates for mass property.  (Exh. 137, p. 13).  When asked to describe how he arrived at his estimates of net salvage, Mr. Gilbert, the Staff witness on the issue responded:

I analyzed past retirements and net salvage dollars recorded on the books of the utility and computed the percentage of net salvage by calculating the ratio of the net salvage dollars to dollars retired.  I used these percentages in the calculation of depreciation rates which are applied to the surviving plant investment contained on the Company’s books.

  This is exactly the approach that Laclede has advocated in this proceeding.  Mr. Gilbert correctly reversed the position taken by Staff in the earlier proceedings and, in the process, recognized that Staff’s prior approach had not properly addressed net salvage costs.  As Mr. Gilbert testified:  

Previously, in Case No. ER-93-37, Staff had calculated the ratio of net salvage dollars to total plant-in-service dollars, by account, to derive a percentage of net salvage for inclusion in a depreciation rate calculation.  This did not reflect net salvage properly as the ratio of net salvage to the book value of plant retired. 

(Exh. 137, pp. 13-14).

In short, less than two years before Staff proposed the method it is advocating in this proceeding, an even less radical version of it was explicitly repudiated by the very Staff member who the Commission has recently entrusted to head its depreciation staff.  As discussed below, the Staff has offered nothing since that time, other than a series of highly-selective and easily-disproven criticisms about the use of estimates in general, to show that its method is even tenable, let alone preferable to the one previously endorsed by Mr. Gilbert, this Commission and virtually every other regulatory commission and recognized expert on the subject.  For all of these reasons, the Commission should recognize that the Standard Method has gained such wide and long-standing acceptance for a very good reason – namely its proven efficacy in estimating and recovering net salvage costs in a way that is both far more accurate than Staff’s method and far more consistent with fundamental principles of cost allocation.  Staff’s proposed method should accordingly be rejected in favor of the Standard Method advocated by Laclede in this case.               

2. The Standard Method Should Be Retained Because it Produces Far Better Estimates of the Level of Net Salvage Costs that Will Actually be Incurred by Laclede to Retire the Plant that is Being Used to Serve Customers Today.

As previously noted, Staff’s method is premised almost entirely on the proposition that the Standard Method does not result in an estimate of net salvage costs that is certain enough, or “known and measurable” enough, to be used for ratemaking purposes.   And what has Staff offered to support that proposition?  Literally nothing in the five plus years since it first began making that assertion.

After all this time, the Staff has yet to offer even a single piece of evidence that would tend to show that any of the net salvage estimates derived by Laclede under the Standard Method are inaccurate or unreliable. To the contrary, both Staff witness Schad and Oligschlaeger repeatedly acknowledged throughout the evidentiary hearing and/or their depositions that Staff had not submitted any evidence questioning either the accuracy or the reliability of such estimates.  (Exh. 156, pp. 48-49, 63-66; Exh. 157; pp. 95-99;  Tr. 1638, 1659-61, 1843-44). 

Nor has the Staff disputed in any way the analysis presented by Bill Stout on behalf of Laclede and AmerenUE regarding the inherent reasonableness of such estimates.  As Mr. Stout testified, the Standard Method derives its estimates of future net salvage costs by looking at years of historical data showing how the costs to retire facilities have changed compared to the original cost of those facilities.  By doing so, the Standard Method seeks to capture the impact that inflation and other factors have had, and will have, on retirements costs over time.

Mr. Stout explained that net salvage estimates have been conservative and, if anything, have tended to understate the level of net salvage costs that will actually be incurred by the utility. As Mr. Stout explained, this is primarily due to the fact that net salvage costs have grown increasingly negative over the past 30 years.  (Exh. 137, p. 4).   In other words, the magnitude of net salvage costs as a percentage of original cost has been trending upward. Since it relies on historical net salvage percentages to derive its estimates of future net salvage costs, however, the Standard Method does not fully reflect the impact that this trend has on future net salvage costs.   As matter of simple mathematics, this means that the Standard Method produced results that tend to understate the level of net salvage costs that the utility will incur to retire facilities in the future.  (Id.).  It also means that the Standard Method will, if anything, result in under-recovery or under-charges to customers, not over-recovery or over-charges as suggested by Staff.  (Id.).

Mr. Stout’s conclusions regarding the conservative nature of the net salvage estimates produced by the Standard Method were based, in part, on his experience preparing and reviewing the results of numerous depreciation studies during his nearly thirty years of work as a depreciation professional.  (Exh. 137, p. 4).  They were also substantiated by an analysis that Mr. Stout performed of various Laclede-specific depreciation data that was taken directly from the workpapers of Staff witness Adam.  (See Exhibit 124).

In this analysis, Mr. Stout reviewed the net salvage experience for Laclede’s steel service lines (Account 380.10-Steel Services) and its copper and plastic service lines (Account 380.20, Copper and Plastic Services).  He found that for steel services, the net salvage as a percent of original cost retired averaged a negative 112 percent during the period 1987 to 1996, but a negative 117 percent during the period 1992 to 1996.  (Exh. 137, p. 5).  For copper and plastic services, the net salvage as a percent of original cost retired averaged negative 93 percent during the period 1987 to 1996, but negative 98 percent during the period 1992 to 1996.  (Id.).  In both cases, there was an obvious upward trend in net salvage percentages.  Under a strict application of the Standard Method, however, these net salvage estimates would be averaged and produce a negative 115 net salvage percentage for steel services and negative 95 net salvage percentage for copper and plastic services.  (Exh. 137, pp. 5-6).

In order to further assess whether such estimates were indeed conservative, Mr. Stout next looked at the actual per-foot cost that Laclede had incurred to retire these facilities during the ten year period from 1990 to 2000.  Based on that review, he found that the actual per-foot cost of retiring steel services over that period would indicate a negative net salvage percentage of 118 for those facilities compared to the 115 percent derived under the Standard Method.  (Exh. 137, p.6).  He also calculated that even the higher 118% figure was conservative since it did not reflect anything for future inflation.  (Id.).  Assuming that this group of services had a remaining life of 10 years and that inflation would, in fact, occur at an average rate of 3 percent per year, Mr. Stout calculated that the amount of future net salvage would increase by a factor of 1.34 ((1.03)^10) to a negative 158 percent (118 percent x 1.34), far greater than the historical indication of a negative 115 percent shown in the workpapers of Mr. Adam, Exhibit No. 124.  (Id.).  In contrast, by only providing for the amount of net salvage recently incurred on services that have already been retired, the net salvage percent recommended by Mr. Adam and adopted by Mrs. Schad is only a negative 60 percent.   (Exh. 137,  pp. 6-7). 

Mr. Stout also found similar results with respect to the copper and plastic services.  In that case, an analysis of the actual per-foot costs to retire such services during the period 1990-2000 indicated a net salvage percentage of 66 percent.  (Exh. 137, p. 7).  When factored up for the same 3 percent annual rate of inflation, however, the negative net salvage percentage over the remaining 20 year average life of the facilities would be a negative 119 percent (66 percent x 1.81), compared to the 95 net salvage percentage produced by the Standard Method.  (Id.).  In contrast, the net salvage percent recommended by Mr. Adam and adopted by Ms. Schad is a paltry negative 15 percent. (Id.).

These examples clearly show how net salvage estimates under the Standard Method, predicated as they are on historical indications of net salvage as a percent of the original cost retired, tend to understate the probable amount of future net salvage.  (Exh. 137, pp. 7-8).  As a result, the use of such estimates produces a conservative measure of future net salvage and does not lead to over-recovery or over-charges to customers.  (Id.).  At the same time, these examples also illustrate how the Staff method, by limiting net salvage to those amounts recently incurred on already-retired facilities, does not even begin to provide a reasonable estimate of the net salvage costs that will actually be incurred to retire the facilities that are in place and being used today to serve Laclede’s customers.

Once again, the Staff was no more able to dispute the accuracy of Mr. Stout’s analysis showing the conservative nature of the net salvage estimates produced by the Standard Method than it was able to dispute the integrity of the actual net salvage estimates derived by Laclede pursuant to that Method.  In fact, both Ms. Schad and Mr. Oligschlaeger acknowledged that they had no evidence to dispute such an analysis, and agreed with the premise underlying the analysis that net salvage costs are indeed increasing.  (Tr. 1844).

Given its inability to challenge either the accuracy or the reliability of the estimates derived under the Standard Method, the Staff simply sought to change the subject by introducing a number of irrelevant and unsubstantiated assertions that have nothing whatsoever to do with the validity of the net salvage estimates produced under the Standard Method.  For example, like Mr. Adam before her, Ms. Schad continued to point to the fact that the amount being accrued for future net salvage costs under the Standard Method exceeds the amount of net salvage costs currently being incurred to retire facilities.  Of course, it does!  When one is attempting to provide an allowance for future inflationary increases in the net salvage costs that will be required to retire a group of facilities that is far larger in size than the facilities being retired today, the accrual for such costs is obviously going to exceed the level of costs being incurred today.   To suggest that this is anything other than a perfectly normal and predictable result is akin to expressing surprise that two loaves of bread costs more today than one cost in 1960 or that the cost to retire in 2035 will be greater than the cost to retire today.  Indeed, in making such assertions, Staff is either demonstrating a fundamental misunderstanding of how the most basic principles of economics and depreciation accounting work or simply trying to alarm the Commission into accepting its position by pretending that something so mundane and predictable is somehow sinister.  In either case, such assertions cannot obscure the truly relevant fact; namely, that Staff has offered nothing to dispute the accuracy or reliability of the estimates themselves.

Even more egregious are the Staff’s attempts to sway the Commission by offering anecdotal evidence that gives a fundamentally false impression of how the Standard Method actually works.  For example, during her live testimony on the stand, Ms. Schad provided an example that purported to show that AmerenUE had estimated a negative net salvage amount of 278 percent for one of its accounts.  Once again, even if the figures provided by Ms. Schad were accurate, there is nothing in them to suggest that there is anything incorrect or flawed with the net salvage estimate itself.  Rather than address that issue, however, Ms. Schad chose instead to develop and present her example in such a way as to magnify the net salvage percentage to the greatest extent possible, presumably on the theory that the higher the number, the more alarmed the Commission would be.  She did so by selecting and presenting in her example only one year of data out of the forty years of data that were actually used by AmerenUE to derive the net salvage estimate for this account.  (Tr. 1172).  Moreover, she attempted to choose the one year of data in which the net salvage percentage was highest.  (Id.).   Had Ms. Schad instead represented the results of the Standard Method in the way it is actually performed (i.e. showed the net salvage percentage derived by averaging 40 years of data, as AmerenUE does in its depreciation analyses) she would have only been able to provide the Commission with a negative net salvage percentage of 134 percent – an amount that is well less than half of the figure used in her example.  (Tr. 1173).

Once again, such obvious distortions of the way the Standard Method works and of the results it produces, expose a fundamental inability on the part of the Staff to rebut the Method on its own merits.   Unfortunately, the record is replete with other examples of Staff’s attempt to buttress its position with irrelevant or inapplicable claims that do nothing to address the key issue of whether the Standard Method produces reasonably reliable estimates.  None of these attempts to change the subject, however, can change the basic fact that Staff’s position is predicated on nothing more than a request that the Commission reject the use of net salvage estimates simply because they are estimates.

     And on that score as well the Staff has failed to provide any evidence that would warrant such an outcome.  Simply put, estimates of future costs and other factors, such as inflation, are used all the time in the ratemaking process.   As Staff witness Oligschlager acknowledged, these include: (i) estimates of future earnings for purposes of deriving the returns on equity authorized by the Commission (Tr. 1846-47); (ii) long-term estimates of future returns and cash outlays that are routinely used to derive the pension cost levels that will be recognized for recovery in rates (Tr. 1845-46); (iii); long-term estimates of future returns and cash outlays used to derive the rate allowances necessary to fund nuclear decommissioning costs for AmerenUE (Tr. 146-47); and (iv) long-term estimates of service lives used each and every day to allocate over many years the utility’s recovery of the up-front capital costs incurred to provide utility service.  

In view of these considerations, it was incumbent on the Staff to demonstrate why it is appropriate to use estimates in all of these other contexts, but suddenly inappropriate to use them to calculate net salvage costs.   When asked to do so, however, Staff was unable to provide any evidence which would show that the net salvage estimates derived under the Standard Method are any less reliable, known and measurable, or trustworthy than the estimates used in these other ratemaking calculations.  (Exh. 156, pp. 56-59; Exh. 157, 99-103).  Nor was the Staff able to point to any underlying change in the historical factors underlying the derivation of net salvage costs (such as a significant change in the historical rate of inflation) that would make such estimates suddenly unreliable.   (Tr. 2039-40).

In short, the Staff’s proposal, when boiled down to its essentials, is nothing more than an unsupported plea that the Commission reject the use of estimates in deriving net salvage costs simply because the Staff says it should.  Such a position is no less absurd than it would be for a utility to come before this Commission and request that it be allowed to reflect in rates the full level of its annual capital expenditures because it had suddenly discovered that the service lives used to spread their recovery over many years were based on estimates and that such annual expenditures far exceeded amounts currently in rates.  Certainly, Staff witness Oligschlaeger left no doubt as to how the Staff would view such a proposal or what it would demand in order to find it acceptable:    

Q.
Okay.  Let me ask you this, Mr. Oligschlaeger.  If I were to come before this Commission in our next rate case and I were to go ahead and say, I've just discovered that service lives are estimates, that they're not known, they're not measurable, they're not verifiable, that sometimes they change, that I can't predict what's going to happen in the future, and even though net service lives, like net salvage costs, have been conservatively estimated, that I just have this concern about not being able to tell the future and so I'd feel a lot more comfortable being able to recover my entire capital expenditures each year, expense them, how far do you think I would get with that particular approach with the Staff?

A.     
With the Staff?

Q.     
Yes.

A.
I think that would be a long, uphill climb to try to convince Staff.

Q.    
If you were on the Staff under those circumstances, would you want to go ahead  and see some evidence from me to show that those net salvage -- or that those service life estimates were wildly inaccurate if you were going to buy that particular approach?

A.     
I think I would expect to see, yeah, evidence supporting that contention, that service lives cannot be reasonably and accurately

 

predicted.

Q.     
Okay.  Would you want to go ahead and have some evidence that the future is going to be markedly different from the past?

A.     
Anyone hoping to change depreciation  rates to a significant degree would probably need to introduce such evidence.

Q.     
And would you recommend to this Commission that they absolutely require that kind of evidence before they would go ahead and adopt that particular kind of approach?

A.
I think we would tell the – or 
recommend to the Commission that 

the burden of proof would rest upon the party -- proposing party in that case and they should meet that burden of proof before their recommendations be adopted.

 
Q.
So that would be a yes?

A.
I think so.

(Tr. 2040-42).

The same kind of hard evidence showing flawed estimates or changed circumstances that Mr. Oligschlaeger would insist a utility provide before he could recommend that either the Staff or the Commission reject the use of estimated service lives is precisely the kind of evidence that Staff should be required to submit before the Commission abandons the use of net salvage estimates under the Standard Method.  The Staff has had five long years to marshal and present such evidence, and it is abundantly clear from the record in this case that the Staff has failed in that endeavor.  To the contrary, the undisputed evidence on the record affirmatively shows that the Standard Method produces a very conservative estimate of net salvage costs.  It also shows that by recognizing only the net salvage costs incurred to retire facilities that are no longer in service, the Staff’s method produces an estimate of net salvage costs that, as a matter of mathematical certainty, will not even come close to reflecting the net salvage costs that will be incurred in the future to retire plant in service today.

For all of these reasons, the Commission should find that the Staff has failed, pursuant to its own standards, to substantiate its position that the Commission should abandon the estimating process that this regulatory agency and virtually every other regulatory body in the United States have used for so long to derive the level of net salvage costs that should be reflected in rates.  Laclede respectfully submits that such a result is the only one that can be reconciled with what the record in this case says and with what Missouri law requires.   

3. The Standard Method should be Retained Because it Has Numerous Safeguards to Ensure that the Utility does not Over-Collect and that the Utility Ratepayer Does not Over-Pay for such Costs.

Even if one were to conclude, notwithstanding all of the evidence to the contrary, that there was some validity to Staff’s concerns regarding the reliability of the net salvage estimates derived under the Standard Method, such a conclusion would still not support adoption of Staff’s method.  Indeed, to the extent there really is any concern regarding whether the estimates used for determining net salvage costs will vary from the actual net salvage costs experienced at the time current plant is retired, then the Standard Method is vastly preferable given its inherent safeguards.

As explained by Laclede witness Sherwin, the first of these safeguards arises from the fact that the Standard Method incorporates net salvage costs as a part of the depreciation rate.  As a result, any difference between actual and estimated net salvage costs will be reflected in adjustments to the depreciation reserve.  (Exh. 138, p. 19).  The depreciation reserve, in turn, acts as a kind of balancing account.  In other words, to the extent the depreciation reserve has grown because estimated net salvage costs exceed actual net salvage costs, adjustments to depreciation rates will be made as appropriate to bring the reserve down.  (Exh. 138, pp. 19-20).  At the same time, to the extent the depreciation reserve has been reduced because estimated net salvage costs are less than actual, similar adjustments to the depreciation rate will eventually be made to make up the difference.  (Exh. 138, p. 20).  The point is the Standard Method ensures that the utility will not over- or under-collect its net salvage costs and, in doing so, ensures that the ratepayer will not over- or under-pay for such costs.  (Id.).   Everything is reconciled back to zero in the end. (Id.).

In addition to this safeguard, any temporary difference between estimated and actual net salvage costs is also reflected in the depreciation reserve which, in turn, is deducted from the utility’s rate base pursuant to standard Commission practice. (Exh. 138, p. 21).  As a result, ratepayers are compensated at the utility’s overall rate of return for the “use” of their money during those times when the utility’s outlays for net salvage are less than what has been included in depreciation rates.  (Id.).   It should be noted that this level of compensation for utility customers substantially exceeds the level prescribed by the Commission’s own rules which only require that utilities credit ratepayers an annual amount equal to three percent of the value of the depreciation reserve.  See 4 CSR 240-10.010.

In contrast, the Staff’s method has none of these safeguards.  Instead, any difference between its backward-looking allowance for net salvage costs and actual net salvage costs are either absorbed by the utility or borne by the customer.  (Exh. 138, p. 21).  In short, Staff’s method responds to the uncertainty inherent in any estimating process by making certain that there will be winners and losers if its allowances for net salvage costs do indeed vary from actual experience, while the Standard Method ensures that everyone will be made whole under such a scenario.

The Staff itself also suggested a safeguard in the event the Commission decided that the Standard Method should indeed be retained for purposes of addressing net salvage costs.  Specifically, the Staff proposed that Laclede be required to track and account for net salvage amounts received in rates separately from other components of depreciation expense.  (Exh. 142, p. 12).  The Staff further proposed that the Commission require that Laclede implement measures to safeguard customer funds obtained through rate collections of net salvage so that such funds will be available when net salvage expenditures are needed.  (Id.).  To that end, the Staff suggested that such measures should include a requirement that amounts collected in rates related to net salvage be segregated from other corporate funds so that such amounts can eventually be used to cover actual cash net salvage outlays.  (Exh. 142, pp. 12-13).

Laclede has no objection to Staff’s proposal that net salvage amounts received in rates be separately tracked and accounted for in the future and agrees to implement Staff’s recommendation in the event the Commission determines that the Standard Method should be used.  Laclede does, however, believe that Staff’s proposal to require a separate fund for net salvage amounts collected from customers is both unnecessary and counter-productive.

Staff’s proposal is unnecessary for several reasons.  First, as Staff witness Oligschlaeger acknowledged, there is absolutely no evidence to suggest that Missouri utilities have ever placed themselves in a position where they were unable to pay for retirement costs when they arose.   To the contrary, utilities have been accruing for and incurring net salvage costs for mass property for at least half a century, and Mr. Oligschlaeger was unable to point to a single instance where any utility had failed to meet its obligations to pay for retirement costs.  (Exh. 157, pp. 92-93; Tr. 1854-55).  Moreover, utilities are owed significantly more money by their customers for the investments they make year after year in utility plant than they owe customers for the amounts customers have paid in advance to cover net salvage costs.  On a net basis, for example, Laclede has invested approximately $700 million more than it has recovered or collected from its customers for items such as net salvage.  (Tr. 1895).  As a result, Laclede is far more dependent on the Commission and its customers for the future recovery of amounts that it has advanced, than Laclede’s customers are on it for amounts that customers have fronted.  In view of these considerations, Staff’s proposal is nothing more than a solution in search of a problem.

Staff’s proposal is also unnecessary because there are already safeguards in place to ensure that funds will be available to meet these kind of utility obligations as they arise.  Although Mr. Oligschlaeger was apparently unaware of it at the time he filed his testimony, both Laclede and AmerenUE have accepted financial conditions in connection with various financing obligations under which they have agreed to only use the proceeds from such financings for the benefit of their regulated operations.  (See e.g. Staff Recommendation in Case No. GF-2004-0025; Exh. 150).  And to ensure that this requirement is met, those conditions include a provision specifying that the utility’s total borrowings, including all instruments, shall at no time exceed the utility’s regulated rate base.  (Exh. 150; p. 3 of Staff’s Memorandum, Condition 6).   By limiting the utility’s total borrowings from third parties to the amount of their regulated rate base (which reflects all amounts accrued for net salvage costs), such a provision is designed to ensure that utilities will not become over-extended by borrowing money that is in excess of what they need to fund regulated services.  And, as Mr. Oligschlaeger acknowledged, to the extent a utility does come close to being overextended (i.e its borrowings start bumping up against the rate base cap), such a provision ensures that the utility will only be able to use any additional borrowing for either rate base additions or to pay for net salvage costs.  (Tr.  1872-75).   Given that this condition was deemed sufficient by Staff to ensure that monies borrowed from third parties would be available and used to fund utility operations, it should also be sufficient to ensure that monies collected from customers to fund plant retirements will be there to finance those activities.

   Finally, Staff has also acknowledged that there are other amounts collected in advance by utilities that Staff has never deemed necessary to subject to some kind of separate fund requirement.  The most notable example of this relates to amounts collected in advance by utilities to pay for deferred tax liabilities.  These pre-collected amounts are just as large or larger than the amounts collected for net salvage costs and Staff was unable to offer any meaningful reason why one should be subject to a separate fund requirement and the other shouldn’t.  (Exh. 157,  pp. 122-26; Tr. 1878-80).

In addition to being unnecessary, Staff’s proposal is also counter-productive.  As the record indicates, any requirement to place the amounts collected for net salvage in a separate fund would virtually eliminate the beneficial effect on utility credit ratings associated with increasing the utility’s cash flow since such funds would not be viewed by credit rating agencies as truly being available to the utility. (Tr. 1861). Accordingly, the cost of obtaining capital would remain unnecessarily high.  Moreover, the conservative investment requirements of such a fund would undoubtedly limit returns on the fund to something significantly less than what customers already receive by having the utility collect such amounts in advance and then deduct them from rate base.  (Exh. 157, pp. 71-72).  As a consequence, implementation of Staff’s proposal would simply result in increased costs for utility consumers. 

For all of these reasons, the Commission should conclude that the safeguards already provided by the Standard Method are more than sufficient to warrant its continued use and that Staff’s proposal to establish a separate funding safeguard is both unnecessary and unwise.            
4. The Standard Method Should Be Retained Because it is Far More Consistent with Bedrock Regulatory Principles which, in the Interests of Intergenerational Equity, Hold that Customers Should Pay for the Facility Costs incurred to Serve Them in Proportion to the Benefits They Receive from the Use of that Property.

By estimating what the net salvage costs will be for facilities currently in service, and by ensuring that those costs are included in rates as the facilities are consumed, the Standard Method also does a much better job of ensuring intergenerational equity and complying with the basic principle that those benefiting from, or causing, a cost should generally pay for it.  (Exh. 138, p. 21).  In other words, it ensures, as well as any ratemaking mechanism can ensure, that one group of ratepayers receiving service from the utility will not subsidize another group of ratepayers who receive service at a different point in time.  (Id.). 

In contrast, by only recognizing the net salvage costs associated with facilities that have already been removed from service, the Staff method effectively jettisons these principles by making future customers responsible for the cost of facilities that are being used to serve customers today.  Indeed, it is difficult to conceive of a method that would do a poorer job of meeting the basic regulatory principles identified above.  (Exh. 142, p. 22).  When all is said and done, Staff’s method effectively ensures that no one, except by pure happenstance, will ever pay for the cost of the facilities that are being used to serve them but instead only for those facilities that were used to serve others.

This is not the kind of counter-intuitive result that the Commission should accept, let alone sanction, under any conceivable circumstances.  Staff’s method should accordingly be rejected for this reason as well.  
5.
The Standard Method Should be Retained Because it Imposes Less Cost on Ratepayers in the Long-Run and Helps to Keep Missouri Utilities Financially Healthy Enough to Meet their Public Utility Obligations.

The Standard Method is also preferable to the method proposed by Staff because it results in lower costs for utility customers in the long-run.  As explained by Laclede’s Chief Financial Officer, Barry Cooper, by excluding any consideration of the future net salvage costs that will be incurred in connection with facilities that are in service today, the Staff’s method significantly decreases the cash flows supporting the Company’s investment in utility facilities.  (Exh. 134, p. 8).  This reduction in cash flow increases costs for customers in two ways.  First, it requires that Laclede finance an ever greater proportion of its capital requirements through external financing rather than internally generated funds.  (Exh. 134, p. 8).  Each of these financings impose an added cost on both Laclede and its customers.  (Id).

This is not a minor consideration for a utility like Laclede that has to make significant capital expenditures year in and year out.   On an annual basis, Laclede spends approximately $50 million on the various capital projects needed to initiate and maintain public utility service.  (Exh. 134, p. 8).   After implementation of Staff’s method, however, Laclede’s current depreciation rates only provide approximately $22 million in cash flow to support these expenditures, or around $7 million less annually than would have been produced under the Standard Method.  (Id.).  It should also be noted that these reductions in cash flows have a cumulative impact over time.  Indeed, the reduction in cash flow over a seven year period as a result of implementing Staff’s method would  roughly equal the entire amount that Laclede spends on all of its capital projects in a given year.  (Tr.  1279-80).  Because of this significant reduction in cash flows from regulated operations, Laclede has to go more frequently to the capital markets to fund its capital expenditures.  (Exh. 134, p. 8).   This is turn means that Laclede and ultimately its customers must absorb the additional transaction and financing costs associated with obtaining funds in the capital market.  (Id). 

 Second, by contributing to an ongoing decline in the amount of cash available to cover such investments, the Staff’s method has a decidedly negative impact on the basic financial parameters that investors and rating agencies rely on in assessing whether to invest in Laclede and at what price.  (Exh. 134, p. 9).  All other things being equal, it virtually guarantees that Laclede will pay more for debt financing in both absolute terms and in relative terms compared to non-Missouri utilities who are competing for the same investment dollars.  (Id.).


Unfortunately, this latter detriment has already been partially realized, not only for Laclede but for other Missouri utilities as well.   Beginning in 2002, depreciation rates were mentioned twice by the Moody’s rating agency when it initially changed Laclede’s outlook to negative and, then again, when it downgraded Laclede’s debt rating – a downgrade that remains in effect today.  (Exh. 134, p. 10; Exh 143, p. 13).   A ratings downgrade was also made for similar reasons in 2002 for Empire District Electric Company.  (Exh.  143, p. 13).  In Empire’s case, the Commission had recently lowered that utility’s depreciation allowances as the result of its adoption of Staff’s method.  (Id.).  In response, Standard and Poor’s cited “low depreciation allowances” as a key factor in lowering Empire’s credit rating by an unusual two notches, from ‘A-’ to ‘BBB’.  (Id.).
Notably, the Staff did not dispute that the cash flow reductions resulting from implementation of its method would have these detrimental effects.  To the contrary, Staff witness Oligschlaeger candidly admitted that cash flows are an important consideration in how rating agencies view the creditworthiness of utilities and that lower cash flows will generally be viewed in an unfavorable light by those agencies.  (Exh. 157, p. 47-48).  He also acknowledged that, all else being equal, this can lead to lower credit ratings and increased capital costs for the utility and its customers.  (Exh. 157, p. 49, 51).


Given these admissions, Staff could only attempt to downplay these financial concerns by raising several arguments that, in the end, only tended to heighten them.  First, the Staff asserted that utility credit ratings can also be affected by their participation in unregulated activities.  (Exh. 142, p. 11).  While this might be theoretically true, Staff never explained why such a possibility would justify adoption of a Staff depreciation method that weakens credit ratings even more.  Moreover, whatever theoretical impact such activities might have on a utility’s credit rating, Staff witness Oligschlaeger was forced to admit that he had no evidence to suggest that either Laclede’s or AmerenUE’s involvement in unregulated activities had adversely affected their credit ratings.  (Exh. 147, pp. 52-53).   In short, Staff’s assertion is a complete red herring.

Second, Staff argued that depreciation isn’t the only source of cash flow; that utilities also receive cash flow from return on equity and deferred taxes.  (Exh. 142, p. 6). Once again, the Staff did not explain why the availability of cash flows from other sources would justify a Staff method that substantially decreases the cash flow available from depreciation.  Moreover, even with these other sources are taken into account, the amount of cash flow available to Laclede was still insufficient in each of the Company’s three most recent fiscal years to fund its cash flow needs, with a negative cash flow of $19 million, $24 million and $1 million experienced in 2001, 2002 and 2003,  respectively.   (Tr. 2032-34).
And the cash flow deficiency in 2002 and 2003 would have been even worse but for a favorable tax law change that is scheduled to expire in the near future.  (Id.).      

Staff’s attempt to wrap the cash flow argument in a bigger blanket did, however, have one redeeming characteristic.  Specifically, it highlighted the fact that in addition to advocating an approach to net salvage and depreciation that puts Missouri well outside the regulatory mainstream, Staff has also advocated returns on equity that are equally insufficient when compared to what other regulatory commissions do.

As Staff witness Oligschlaeger testified, evidence presented during Missouri Gas Energy’s recent rate case proceeding showed that since the late 1990’s, the equity returns being recommended by the Staff have been below or even “significantly below” the average returns being granted by other commissions.  (Exh. 147, pp. 115, 118-119).   Mr. Oligschlaeger further indicated that lower returns of the kind recommended by Staff also reduced cash flow with the same negative effects on rating agency perceptions of the creditworthiness of Missouri utilities.  (Exh. 147, pp. 120)  Moreover, according to Mr. Oligschlaeger, that negative perception would only be exacerbated to the extent Staff’s respective approaches toward depreciation and equity returns were to both be adopted, given their cumulative, adverse effect on cash flows.  (Exh. 147, pp. 120-121).  Indeed, such policies have already had their effect on Laclede, as evidenced by the fact that over the period 2001-2003, the amount of cash flow received by Laclede from operations as a percent of invested capital was about 6.8 percent compared to 11.8 percent for its peer companies. (1728-29).  In view of these considerations, if other sources of cash flow are to be evaluated in this case, as Mr. Oligschlaeger suggests they should be, such an assessment simply provides an additional reason to reject a Staff approach toward net salvage that will only worsen the damaging effect that other Staff policies have had on the creditworthiness of Missouri utilities.  

Staff also noted in its testimony that institution of the Infrastructure System Replacement Surcharge (“ISRS”) mechanism by the Missouri General Assembly in 2003 has helped to offset these cash flow reductions.   (Exh. 142, pp.  6-7).   The relevance of this observation is also difficult to understand unless Staff believes that the Commission’s approach to resolving depreciation issues should somehow be designed to thwart the legislative will of Missouri’s elected representatives.  Moreover, as Mr. Oligschlaeger acknowledged, the ISRS mechanism only covers a portion of the capital investment made each year by gas utilities (Exh. 157, pp. 132-33; Tr. 1889-90, 2042-44), and therefore does not begin to generate enough cash flow to compensate for the impact of Staff’s approach toward depreciation.  


In short, there is simply no question based on the evidentiary record in this case that adoption of Staff’s method will have an adverse impact on the costs that utilities and ultimately their customers must pay to obtain the capital necessary to provide utility service.  While the other factors discussed throughout this brief are sufficient in themselves to warrant retention of the Standard Method and rejection of the one proposed by Staff, the detrimental financial impact of implementing Staff’s method on utilities and ratepayers alike make the case for such an outcome overwhelming.

6.
The Standard Method Should be Retained Because it Does Not Require an Amortization of the Depreciation Reserve that would Further Exacerbate All of the Detrimental Effects of Staff’s Proposed Method.

Finally, it is important for the Commission to keep in mind that Staff’s method also involves a second step, the consequences of which were never addressed by Staff during the course of this proceeding.  Specifically, it has become clear through subsequent proceedings that Staff views adoption of the method proposed in this proceeding as only a precursor to a further adjustment.  (Exh. 138, p. 22).  As Laclede witness Sherwin explained, in the event the Commission adopts Staff’s method, it has been Staff’s practice to propose that a portion of the depreciation reserve be amortized as necessary to “return” monies that were supposedly collected by the utility in the past to recover the level of net salvage costs derived under the Standard Method.   (Exh. 138, p. 22-23).

The effect of this subsequent adjustment would be to substantially exacerbate all of the shortcomings of Staff’s method that have been discussed above to the detriment of both the utility and its customers.  In particular, it will make for an even greater disparity between the level of net salvage costs that are going to be incurred by the utility and the amount that is actually reflected in rates.  (Exh. 138, p. 23).  It would also worsen the intergenerational equity problems associated with Staff’s method by providing current customers with monies that many of them never paid while relieving them of any responsibility for the net salvage costs associated with the facilities that are being used to serve them today.  Such an adjustment would also further impair the ability of Missouri utilities to attract capital on favorable terms by reducing cash flow yet again, and raise overall costs for ratepayers in the process.  (Id.).  There are a number of serious conceptual flaws underlying this additional adjustment, including the fact that it seeks to return monies that were never collected to customers who never paid them.  (Exh. 156, p. 141).   Nevertheless, the fact that it would, if adopted, exacerbate even more the detrimental impacts of Staff’s method is yet another reason why the Commission should not embark on the path proposed by Staff in this proceeding.

III. CONCLUSION

There have been relatively few occasions, at least in the recent history of the Commission, when an evidentiary record was so thoroughly supportive of one position over another as the one in this case is.   The undisputed facts on the record show that the Standard Method for addressing net salvage costs is vastly superior to the one proposed by Staff in this proceeding.

It is supported by the vast majority of regulatory commissions and recognized experts on the subject.   It produces far better estimates of the net salvage costs that will actually be incurred to retire the facilities that are being used today to serve customers and, as a result, is far more consistent with bedrock regulatory principles that have long held that those benefiting from the use of utility facilities should pay for them.  Unlike the Staff’s method, the Standard Method also has numerous safeguards to ensure that neither the utility nor the customer will be disadvantaged by any deviation between estimated net salvage costs and actual experience. At the same time, it’s adoption will avoid or repair the adverse financial effects that Staff’s method has had and will continue to have on the costs that Laclede and its customers must pay to obtain the capital necessary to provide essential utility services to Missouri consumers.

For all of these reasons, the Commission should do what the record in this case says is undeniably the right and proper thing to do and reconfirm the use of the Standard Method for purposes of addressing net salvage costs.   Laclede respectfully submits that such a result is not only suggested but is affirmatively mandated by the evidence in this case, sound public policy considerations, and the requirements of Missouri law.
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�It should be noted that even under the Standard Method, the level of current expenditures being deferred for recovery in the future will vastly exceed, year in and year out, the level of future net salvage costs that are being recognized currently in the depreciation rate.  For example, Laclede typically spends around $50 million a year on its capital budget.   All of these expenditures reflect money that is being spent today, in the form of wages, salaries, material costs, and other expenses, to install the plant, equipment and other capital items required to provide utility service.  Of these current expenditures, however, Laclede will typically recover only about $1-1.5 million, or approximately 2.5% of the total amount, each year in depreciation.  In other words, the Standard Method for allocating and recovering the cost of long-lived assets over time results in far more current costs being shifted into the future than it does in future costs being shifted into the present.


� The very essence of acting in an “arbitrary” manner means something that is “done capriciously or at pleasure; without adequate determining principle.” Black’s Law Dictionary, Fourth Revised Ed., page 134.   


� Each plant account contains the costs associated with a particular asset or group of assets that are similar in nature; such as meters, different kinds of distribution mains, trucks and vehicles, etc.





�It would, of course, be equally unreasonable and inequitable to allocate all or a disproportionate share of these costs to the latter years of the asset’s service life, as such an action would result in a subsidy of current customers by future customers.  As discussed, infra, however, that is the precise effect of the Staff’s method.


� Like the net salvage component, the average service lives of the assets must also be estimated to calculate the depreciation rate.  Notably, neither the Commission nor the Staff witness who initially proposed the new method for determining net salvage costs took any issue with these latter estimates even though they were derived based on the same type of widely adopted techniques that have traditionally been used to estimate net salvage values.  (Exh. 23, pp. 8-9).


� The contrast between the depreciation experience and credentials of the witnesses endorsing the Standard Method in this case and those supporting the Staff method are striking.  Dr. Ron White, who testified in favor of the Standard Method in the first evidentiary hearing, has been professionally involved in depreciation-related matters for more than thirty years.  (Exh. 26; 160-61).  During this time, he has obtained a Ph.D in Engineering Valuation from Iowa State University, prepared numerous depreciation studies and analyses, and testified before regulatory bodies in some 27 states and the District of Columbia, as well a before the Federal Energy Regulatory Commission and the Securities and Exchange Commission.  (Id.).  In addition, Dr. White has taught graduate and undergraduate courses in engineering valuation at Iowa State University and served on the faculty for Depreciation Programs for public utility commissions, companies and consultants, sponsored by Depreciation Programs, Inc., in cooperation with Western Michigan University.  (Id.).  He is also a member of numerous associations devoted to the study of depreciation-related issues and is a founding member of the Society of Depreciation Professionals.  (Id.).  Laclede and AmerenUE witness William Stout, who testified in favor of the Standard Method in the second evidentiary hearing, also has an impressive record of experience and accomplishment in the field.  He is currently President of the Valuation and Rate Division of Gannet Fleming, Inc., the firm that provides the software used by Staff to calculate depreciation rates.  (Exh. 136; pp. 1-4; Exh. 135, p. 4).  He is one of the leading authorities on depreciation accounting and policy in the country and has conducted depreciation studies for almost thirty years.  (Id.).  Like Dr. White, Mr. Stout has done extensive teaching on depreciation principles and methodology, having served as an instructor at courses offered by Depreciation Programs, Inc., the Society of Depreciation Professionals, the American Gas Association and Edison Electric Institute.  (Id.).  Notably, numerous members of the Commission Staff have attended his courses.  (Id.)   In contrast, Mr. Adam testified that in the nine or so different jobs that he held prior to joining the Commission, he had had relatively little or no opportunity to gain experience in depreciation-related matters.  (Tr. 853-859).  In fact, he only began addressing such issues on a regular basis when he was first employed by the Commission approximately five years before he testified in this case. (Id.).  Moreover, when asked his opinion on a critical portion of Dr. White’s testimony, Mr. Adam readily admitted that he “was not a qualified person” who could render such an opinion and recommended that other experts be consulted, such as those relied upon by Laclede to support its position. (Tr. 897-898).  Ms. Schad, who adopted Mr. Adam’s testimony for purposes of the second evidentiary hearing, also has less than five years experience in reviewing and conducting depreciation studies.  (Exh. 140, p. 1). 
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