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STATEMENT OF FACTS TC "STATEMENT OF FACTS" \f C \l "1" 
Procedural History

On March 4, 2003, the Court of Appeals for the Western District of Missouri remanded this case to the Commission, finding that the Commission’s Second Report and Order lacked sufficient findings of fact as required by law.  State of Missouri ex rel. Laclede Gas Co. v. Pub. Serv. Comm’n, 103 S.W.2d 813, 819 (Mo. App. W.D. 2003) TA \l "State of Missouri ex rel. Laclede Gas Co. v. Pub. Serv. Comm’n, 103 S.W.2d 813, 819 (Mo. App. W.D. 2003)" \s "Laclede Gas Co." \c 1 .
  

In discussing the Commission’s Second Report and Order, the Western District specifically noted that Laclede asserted that the Commission failed to provide an adequate explanation for the Commission’s decision to depart from the depreciation method generally used by the Commission.  Id. at 815-16.  The Western District also made specific note of the fact that the “Commission’s findings of fact suggest that it found that Laclede’s excess depreciation reserves are the result of the manner in which [i.e., the approach by which] net salvage value is calculated.”  Id. at 818.  The Western District held that “the Commission fails to provide a rationale for finding that a large depreciation reserve is a controlling factor in determining how [i.e., by using the standard approach versus Staff’s approach] to calculate Laclede’s net salvage value.”  Id.  Finally, the Western District noted that the Commission “fails to rule out other factors that could be the cause of Laclede’s reserves.”  Id.    In remanding the case to the Commission, the Western District directed the Commission to “provide clearer, more detailed findings of fact that include the rationale for the findings and comply with sections 386.420 and 536.090, RSMo 2000.”  Id. at 819.


Pursuant to Commission Order after the remand, Laclede, AmerenUE, and Staff filed supplemental testimony, and additional evidentiary hearings were then held on September 22 – 24, 2004.
Factual Background
Depreciation rates for both Laclede and AmerenUE have, for decades, been established using the standard approach for determining net salvage (Tr. p. 1506, line 25 to p. 1507, line 9; p. 1733, lines 13 to 20; Ex. 25) (“Laclede has been performing [the standard approach’s calculation of net salvage]  . . . since depreciation rates for individual accounts were first developed at Laclede”).  AmerenUE continues to use the standard approach (Tr. p. 2029, lines 17 to 22).  This was the first litigated case that ordered Laclede to change how the net salvage component of the depreciation rates for each of Laclede’s mass property accounts were to be determined.  1990 was the first time a variant of Staff’s approach was used for any Missouri gas, water, or electric utility in setting depreciation rates for utility plant accounts such as the mass property accounts of Laclede at issue in this case (Tr. p. 1694, line 24 to p. 1695, line 2).  Use of a variant of Staff’s approach was limited even in the 1990s to one utility (Missouri Public Service Company, or “MoPub”).  Even for MoPub, that approach was not used consistently, as evidenced by the fact that Staff rejected its approach and returned to the standard approach in a 1997 MoPub case
 (Tr. p. 1506, lines 11 to 20; p. 1595, line 22 to p. 1600, line 3; see also Mr. Stout’s discussion of Mr. Gilbert’s recommendation of the standard approach in the 1997 MoPub case as well as the Commission’s discussion of depreciation in that case at pp. 12 to 15 of Ex. 137).    

The record is also clear that Staff’s initial depreciation witness in this case, Mr. Paul Adam,
 used the standard approach when he initially calculated depreciation rates for each of Laclede’s plant accounts in this case and that he decided, on his own, that he ought to utilize a different method in the middle of that effort (Tr. p. 899, line 11 to p. 893, line 3; p. 1556, line 21 to p. 1557, line 7).  He did not discuss doing so with his superiors before he did so, and he testified that the idea was his.  The evidence shows that authoritative experts endorse only the standard approach.  The evidence shows that no authoritative texts endorse Staff’s approach and in fact that they all endorse the standard approach.  The evidence further shows that there are only two or three states that follow an approach similar to Staff’s (one of them because of a particular state statute and a 1962 court decision applying that statute that held that the particular statute required the expensing of net salvage) (Tr. p. 1455, line 18 to p. 1456, line 15).   


The standard approach, as contrasted with Staff’s approach, seeks to provide (i.e., to accrue) the net salvage costs that will be necessary upon the ultimate retirement of the plant that is currently in service (Tr. p. 1476, lines 16 to 23; Ex. 137, p. 2, line 8 to p. 3, line 8).  The standard approach calculates depreciation rates by including a net salvage component for retirement of that current plant in the calculation of the depreciation rates for each plant account.  The standard approach employs the use of best estimates of those net salvage costs based upon use of actual retirement data and informed judgment for each plant account for which a depreciation rate is to be set (Tr. p. 1508, line 16 to p. 1509, line 23; p. 1515, line 15 to p. 1516, line 8; Ex. 137, p. 4, lines 3-5).  Under the standard approach, the net salvage percentage is used as the starting point for determining the net salvage value for each plant account.  The net salvage percentage is an informed judgment that considers the ratio of the actual costs incurred by the utility to retire plant in a particular plant account over a period of years to the actual original cost of the plant that was actually retired in that same account (Tr. p. 1476, line 10 to p. 1478, line 2).  To illustrate the calculation of this ratio using Exhibit 149, the depreciation analyst would examine the 40 years of data reflected on that Exhibit and would calculate the ratio of the costs of removal
 (listed in the third column in Exhibit 149) to the regular retirements
 (listed in the first column in Exhibit 149).  That ratio, for this account, is negative 134%.
  The depreciation analyst must then apply his or her judgment to adopt the calculated percentage (the -134% in this example) or revise it upward or downward.  For example, the analyst may revise the calculated percentage to account for the growth and inflation reflected in the calculated ratio versus the analyst’s expectations for future growth and inflation (Tr. p. 1477, line 20 to p. 1478, line 2).  

After determining the appropriate net salvage percentage based upon the above-described ratio and informed judgment, the depreciation analyst then calculates a depreciation rate for each plant account, using the “straight line, whole life depreciation formula,” which is expressed mathematically as follows:

Depreciation Rate =
1 – Net Salvage Percentage





     Average Service Life
In contrast, Staff’s approach makes no effort to estimate the ultimate retirement costs for the current plant in service.  Rather, Staff’s approach is essentially a cash or expense-based approach that gives some allowance for costs that were incurred in the past to retire plant that is no longer in service (Tr. p. 1231, lines 3-6).  As noted above, Staff’s approach continues to evolve.  A variant thereof was used inconsistently in the 1990s for MoPub only, Mr. Adam’s particular approach was used in this case, and Staff has used yet a slightly different approach over the last few years that has consistently been recommended by Staff Witness Rosella Schad, who “adopted” Mr. Adam’s testimony in this case.  The approach used by Staff in 1990 and 1993 for MoPub included some allowance for future inflation, while later Staff approaches did not (Tr. p. 1591, line 22 to p. 1592, line 10).    

The bottom line is that the Staff’s current approach produces essentially the same result as Mr. Adam’s method, but is different in application in that it completely removes any consideration of net salvage from the calculation of depreciation rates.
   

The present case is the only litigated contested case where depreciation rates based on Mr. Adam’s particular approach have been set.  There have been only two other litigated contested cases involving these deprecation and net salvage issues since this case was decided, as follows:  St. Louis County Water Co., Case No. WR-2000-844, 2001 Mo. PSC LEXIS 255 (May 3, 2001) TA \l "St. Louis County Water Co., Case No. WR-2000-844, 2001 Mo. PSC LEXIS 255 (May 3, 2001)" \s "St. Louis County Water" \c 3  and The Empire District Electric Co., Case No. ER-2001-299, 2001 Mo. PSC LEXIS 1296 (Sept. 30, 2001).  The depreciation rates ordered in St. Louis County Water were those recommended by joint Laclede/AmerenUE witness Bill Stout determined using the standard approach.
  The depreciation rates ordered in the Empire case, decided just four months later, were determined using Staff’s approach.    

The depreciation rates recommended by Staff in this and later Laclede cases and in AmerenUE’s last rate case (Case No. EC-2002-1) produce depreciation rates that, in the case of Laclede, are below the 25th percentile for gas utilities nationally and, for AmerenUE, are below the 5th percentile for electric distribution plant as compared to other electric utilities nationally (See Schedules WMS-6-1 and WMS-6-2 to Ex. 136 attached hereto as Exhibits A and B).
  These out-of-the mainstream rates have had a real impact.  Both Laclede and Empire, the only two companies who have had Staff’s approach imposed on them, have suffered unusual, two-notch downgrades in their credit ratings, and in both cases depreciation policies and cash flow issues were cited by the ratings agencies as a reason for the credit ratings downgrades (Ex. 143, p. 13, line 9 to p. 14, line 6; p. 15, lines 5-18).  

Laclede spends approximately $50 million per year on new capital investments in plant used to render public utility service in Missouri (Ex. 134, p. 8, line 11 to p. 9, line 2).  Laclede’s depreciation rates set under Staff’s approach produce cash flows of approximately $22 million per year (Id.).  In the present case, had the standard approach been used for all of Laclede’s mass property accounts, an additional approximately $7 million per year of depreciation would have been allowed.
  Not surprisingly, given the adoption of Staff’s approach in this case and its continuation for Laclede to this day, Laclede’s cash flows as a percentage of invested capital is among the lowest of its peers and is far below the average (Tr. p. 1726, line 19 to p. 1927, line 4; p. 1728, line 15 to p. 1729, line 22).

ARGUMENT TC "ARGUMENT" \f C \l "1" 
I.
CONTROLLING ISSUES/APPLICABLE LEGAL PRINCIPLES TC "I.
APPLICABLE LEGAL PRINCIPLES" \f C \l "1" 

The most critical controlling issue in this case is whether or not the Commission’s decision to reject the depreciation rates proposed by Laclede determined using estimated net salvage allowances under the standard approach and to instead adopt Staff’s approach to determining net salvage is supported by substantial and competent evidence of record.  

What is that evidence?  The record shows:

· that authoritative texts and experts endorse the standard approach; 

· that Staff’s approach violates the Uniform System of Accounts; 

· that all but only two or three other jurisdictions endorse and follow the standard approach;

· that the standard approach produces conservative estimates of net salvage;

· that the same historical data is used in estimating both average service lives and net salvage, and that there is no evidence that net salvage estimates are any less reliable than the service life estimates Staff is more than willing to use;

· that the use of estimates is an accepted and necessary part of the ratemaking process;
· that there is no evidence that any of the specific net salvage estimates used by Laclede for its requested depreciation rates are in any way inaccurate or flawed;

· that Staff’s expensing approach will consistently lead to an under recovery of net salvage costs; 

· that Staff’s approach produces higher rates in the long run;

· that Staff’s approach creates harmful and unnecessary rate volatility;

· that the standard approach, but not Staff’s approach, includes several safeguards to ensure that there will be neither winners nor losers to the extent there is a deviation between net salvage estimates and actual experience over time;

· that the standard approach promotes intergenerational equity and is consistent with the matching principle of ratemaking; 
· that abandonment of the standard approach undermines the financial integrity of utilities by producing out-of-the mainstream depreciation rates and cash flows that contribute to lower credit ratings and higher external financing costs; and

· that abandonment of the standard approach would have negative long-term energy and public policy implications for the state of Missouri.

Staff is the party asserting that net salvage estimates determined under the standard approach are unreliable simply because the future is by definition unknown and estimates are by their very nature unmeasurable.  That, and that alone, is Staff’s justification of why its approach should be adopted.  While it is true that § 393.150.2, RSMo.
 TA \l "§ 393.150.2, RSMo." \s "393.150.2" \c 2  provides that at a hearing where a rate increase is sought, the burden of proof shall be upon the utility, this Commission, in accordance with the decisions of the Missouri Supreme Court, has clearly held that “the existence of Section 393.150 does not establish that the . . . [utility] has the burden of proof as to all issues.”  In re: Associated Natural Gas Co.’s Tariff Revisions, Case No. GR-96-227, 1999 Mo. PSC LEXIS 2 (Jan. 26, 1999). TA \l "In re: Associated Natural Gas Co.’s Tariff Revisions, Case No. GR-96-227, 1999 Mo. PSC LEXIS 2 (Jan. 26, 1999)." \s "ANG" \c 3   In ANG, as here, the gas utility sought a rate increase (for an actual cost adjustment in that case), but in response Staff asserted that one of the components used by ANG as a basis for the sought after rate increase would constitute a double recovery and thus it should be disallowed.  The Commission, applying Dycus v. Cross, 869 S.W.2d 745 (Mo. banc 1994) TA \l "Dycus v. Cross, 869 S.W.2d 745 (Mo. banc 1994)" \s "Dycus" \c 1 , held that because Staff was asserting the positive of the proposition that a double recovery would exist, “Staff has the burden of proving that assertion.”  ANG, 1999 Mo. PSC LEXIS 2.  Accord Anchor Centre Partners, Ltd. v. Mercantile Banks, N.A., 803 S.W.2d 23, 30 (Mo. banc 1991) TA \l "Anchor Centre Partners, Ltd. v. Mercantile Banks, N.A., 803 S.W.2d 23 (Mo. banc 1991)" \s "Anchor Centre" \c 1 .

The foregoing authorities mean that unless Staff can carry its burden to establish by the greater weight of the substantial and competent evidence of record that a specific Laclede estimate of net salvage has a specific problem that precludes its use (beyond a mere general criticism that it is “an estimate” and therefore should not be used), this Commission must affirm the use of the standard approach because Staff will have failed to carry its burden.

AmerenUE agrees that the Commission is not bound by stare decisis, and is therefore not forever bound to follow a previous policy on a particular issue.  However, the Commission is required to provide an adequate explanation, supported by the record, as to why it would depart from a longstanding policy, such as the standard approach to net salvage, and adopt a new policy utilized by only two or three jurisdictions, that is contrary to the USOA, and that is not endorsed by authoritative experts or texts.  The Commission is required to act in a non-arbitrary and capricious manner, meaning it must provide an adequate explanation, supported by the record, as to why estimates of net salvage that have been satisfactory for decades and that were satisfactory in the St. Louis County Water TA \s "St. Louis County Water"  Co. case somehow are unsatisfactory in this case, which also involves depreciation and net salvage for mass property accounts.  

At bottom, the Commission’s decision must make sense in light of the record.  See e.g., State ex rel. City of Lake Lotawana v. Pub. Serv. Comm’n, 732 S.W.2d 191, 195 (Mo. App. W.D. 1987) TA \l "State ex rel. City of Lake Lotawana v. Pub. Serv. Comm’n, 732 S.W.2d 191 (Mo. App. W.D. 1987)" \s "City of Lake Lotawana" \c 1  (“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”).

II.
STAFF’S APPROACH IS POOR REGULATORY POLICY TC "II.
STAFF’S APPROACH IS POOR REGULATORY POLICY" \f C \l "1" 
A.
Staff’s approach is contrary to the fundamental goals of depreciation policy TC "A.
Staff’s approach is contrary to the fundamental goals of depreciation policy" \f C \l "2" .
Depreciation is consistently defined by authoritative texts as the loss in “service value” not restored by current maintenance, incurred in connection with the consumption or prospective retirement of utility plant in the course of service from causes which are known to be in current operation and against which the utility is not protected by insurance.  See Uniform System of Accounts;
 The National Association of Public Utility Commissioners (“NARUC”) Public Utility Depreciation Practices, p. 318; Tr. p. 1558, line 6 to p. 1559, line 5; and Wolf & Fitch, Depreciation Systems.  The key to this definition is the concept of “service value.”  “Service value” is the difference between the original cost of the plant and its net salvage.  Id.  See also In re Missouri-American Water Co., Case No. WR-95-205, 1995 Mo. PSC LEXIS 48 (Nov. 21, 1995), wherein this Commission defined depreciation with reference to salvage which necessarily means that the concept of service value was a part of that definition, as follows:

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 assets in a systematic manner.  It is a process of allocation, not of valuation.  Depreciation is an attempt to match capital recovery with capital consumption.  The emphasis is upon systematic and rational allocation of expense of capital consumption.  The accounting does not purport to follow the actual rate of consumption of property during individual accounting periods.  It is an equitable and sound accounting method to spread the depreciation expense in equal annual charges over the useful life of the property, but the actual rate of consumption may be different (emphasis added).

  The concept of depreciating the service value of plant by subtracting the estimated net salvage from the plant’s original cost as reflected by the standard approach has been around since the very early days of utility regulation, starting with the initial USOA adopted by the Interstate Commerce Commission in 1913 (Tr. p. 1448, lines 5-15).    

These basic concepts can be illustrated with a simple example, as follows.  Assume we have a utility service truck that cost $20,000 that can be sold at the end of its useful life (10 years) for $2,000 (the $2,000 is the “net salvage” and the “service value” of the truck is $18,000 ($20,000-$2,000)).  To depreciate the truck we simply calculate the yearly loss of the $18,000 in service value by dividing it by its 10 year service life resulting in annual depreciation expense of $1,800.  The net salvage percent is positive 10% ($2,000/$20,000).    

For utility plant, the net salvage is often negative because it often costs more to retire the plant than the amount that can be realized from selling it for scrap, etc.  Thus, if in the above-example the utility had to pay someone to dispose of the truck at a cost of $2,000, the service value of the truck would be $22,000, $20,000 for the original cost plus $2,000 of negative net salvage.  The annual depreciation expense would be $2,200 per year, and the net salvage percentage would be negative 10% (-$2,000/$20,000).  

The basic concept of depreciation is to allocate the entire service value – an asset’s original cost less its net salvage – over the life of the asset so that those who use – who “consume” – each increment of the service value pay their fairly allocated share (Tr. p. 1445, lines 18-24).  Depreciation Practices, published by NARUC, states this basic concept as follows:

Under presently accepted concepts, the amount of depreciation to be accrued over the life of an asset is its original cost less net salvage.  Net salvage is the difference between the gross salvage that will be realized when the asset is disposed of and the cost of retiring it.  Positive net salvage occurs when gross salvage exceeds cost of retirement, and negative net salvage occurs when cost of retirement exceeds gross salvage.  Net salvage is expressed as a percentage of plant retired by dividing the dollars of net salvage by the dollars of original cost of plant retired.  The goal of accounting for net salvage is to allocate the net costs of an asset to accounting periods making due allowance for net salvage, positive or negative, that will be obtained when the asset is retired.  This concept carries with it the premise that property ownership includes the responsibility for the property’s ultimate abandonment or removal.  Hence, if current users benefit from its use,  they should pay their pro rata fair share of the cost involved in the abandonment or removal of the property, and also receive their pro rata share of the benefits of the proceeds realized (emphasis added). 

(Depreciation Practices p. 18; Tr. p. 1554, line 18 to p. 1556, line 25).  

Thus, depreciation, applied properly, means that the ratepayers obtaining service during the 10 year period that the truck in the above example is providing service, “pay for” that truck and its estimated disposal costs over that same 10 year period.  If there are 1,000 customers, they each pay their ratable share of all costs associated with that truck ($2.20 per year) because the standard approach ratably allocates the entire cost of the truck – its original cost and its net salvage costs – related to an asset over its service life (Tr. p. 1476, lines 1-23; p. 1485, line 18 to p. 1486, line 14).  See also Tr. p. 895-96, where Mr. Adam admits that costs of removal (i.e., net salvage costs) are indeed a part of the cost of the asset.  Staff’s approach fails to fairly allocate these costs.  Under Staff’s approach, those same customers pay only $2.00 per customer per year relating to the truck that served them.
  See also Ex. 136, pp. 13-14, where Mr. Stout also demonstrated that Staff’s approach is contrary to these fundamental depreciation goals and that it unfairly imposes net salvage costs across different generations of customers.  As Mr. Stout points out, Staff’s approach fails to fairly allocate the appropriate costs to those who use the plant at issue and in fact unfairly pushes costs for assets that served an earlier generation of customers to later generations (Id.).  

B.
Staff’s approach is flatly inconsistent with authoritative texts and experts. TC "B.
Staff’s approach is flatly inconsistent with authoritative texts and experts." \f C \l "2" 

The evidence in this case is overwhelming in establishing that depreciation experts, texts, NARUC, the USOA, and in fact this Commission, recognize that depreciating the service value of the mass property at issue in this case is required by the application of sound depreciation principles.  The USOA requires accrual accounting (Tr. p. 1516, lines 9 to 25; Tr. p. 1589, lines 11 to 16).
  The USOA, as reflected in its definitions of cost of removal, service value, and net salvage, clearly requires that the net salvage associated with plant be accrued for the plant in service during the life of that plant (Tr. p. 1390, lines 20 to 23; p. 1999, line 11 to p. 2000, line 3).  Specifically, the USOA makes it quite clear that “[u]tilities must use a method of depreciation that allocates in a systematic and rational manner the service value of depreciable property over the service life of the property.”
  Importantly, the accounting rules under Part 101 of the USOA are quite specific as to how this “allocation” must be accomplished: “Utilities must use percentage rates of depreciation that are based on a method of depreciation that allocates in a systematic and rational manner the service value of depreciable property to the service life of the property.”
  Further, under the USOA, net salvage is recorded to Account 108, Accumulated Provision for Depreciation (i.e., the depreciation reserve).  Account 108 is a balance sheet account, not an operating income account, thus demonstrating that net salvage is clearly a capital item and is to be treated (and depreciated as such) and not “expensed” as advocated by Staff (Ex. 137, p. 24, lines 5-14).  NARUC recommends use of the USOA (Depreciation Practices p. 14; Tr. p. 1559, lines 14-16).  NARUC endorses the standard method (Tr. p. 1453, line 19 to p. 1454, line 9; p. 1480, line 2 to p. 1481, line 16).  The only text agreed by both a Staff witness and a Laclede/AmerenUE witness to be authoritative, Wolf & Fitch’s Depreciation Systems, endorses the standard method (Tr. p. 1574, line 25 to p. 1575, line 16; p. 1578, line 19 to p. 1580, line 10).  The only experts identified as authoritative on the subject of depreciation and net salvage by any witness who provided testimony in this case endorse the standard approach (Tr. p. 878, line 24 to p. 879, line 1; Ex. 137, p. 16, line 15 to p. 16, line 6).  

Staff’s approach completely abandons the concept of service value, as evidenced by the following definition of depreciation employed (and in fact created by) Ms. Schad when she sponsors Staff’s approach in testimony before the Commission:

Depreciation is the loss, not restored by current maintenance, which is due to all factors causing the ultimate retirement of the property (Tr. p. 1584, line 10 to p. 1585, line 4 (quoting from Ms. Schad’s testimony in Commission Case No. ER-2004-0034)).


Note that Ms. Schad’s definition is not attributed to any case, statute, regulation, or authoritative source of any kind, and note that it omits the entire “loss in service value” concept, though that concept exists in every other depreciation definition cited in the record, including those adopted by this Commission (Tr. p. 1582, line 19 to p. 1585, line18).
  As NARUC instructs, the loss in service value experienced by an asset must be understood in light of its specially defined meaning (Tr. p. 1560, lines 3-17).  While admitting that NARUC so instructs, Ms. Schad did not want to admit that this necessarily means that service value includes taking negative net salvage into account.    

Specifically, Ms. Schad suggested that NARUC and the USOA, in talking about net salvage, refer only to positive net salvage.  The record belies her contention entirely (Tr. p. 1561, line 15 to p. 1563, line 4).  See also Depreciation Practices, p. 18 (quoted at Tr. p. 1555, lines 8-13) (“The goal of accounting for net salvage is to allocate the net costs of an asset to accounting periods making due allowance for net salvage, positive or negative, that will be obtained when the asset is retired” (emphasis added)).  

Why does Ms. Schad omit the key depreciation component of service value and why does she create distinctions between positive and negative net salvage where none exist?  Because she knows that if she includes these fundamental concepts in setting depreciation rates, Staff’s approach will be (and in fact is) totally unsupported by anyone except Staff itself.    

Though clearly the Commissioners recognize that the standard approach is faithful to accrual accounting, while Staff’s approach is not (as evidenced by the Comissioners’ repeated references to Staff’s approach as the “expense method” and to the standard approach as the “accrual method” during the hearings), Ms. Schad is reluctant to admit those basic facts as well.  Again, the record contradicts her.  Ms. Schad agrees that the USOA requires accrual accounting, agrees that Staff’s approach personally endorsed by her in testimony before this Commission is not accrual accounting, and agrees that the results obtained using either the particular variant of Staff’s approach she personally recommends or the particular variant used by Mr. Adam in this case are substantially the same (Tr. p. 1589, line 11 to p. 1590, line 9).  Yet she attempts to dodge the question when it is pointed out to her that Mr. Adam’s particular approach cannot very well be accrual accounting when her own, personally endorsed method is not accrual accounting given that the results of either method are substantially the same (Tr. p. 1590, line 10 to p. 1591, line 21; see also Tr. p. 1632, line 23 to p. 1633, line 1).  

Ms. Schad’s testimony was in fact contradicted by Staff’s counsel who candidly admitted that Staff’s approach is a cash-based approach (Tr. p. 1231, lines 3-6).  In fact, Ms. Schad’s clear reluctance to just come out and admit that Staff’s approach is not supported by NARUC, Wolf & Fitch, the USOA, or anyone else, save Staff, is belied by Staff Counsel’s explanation to the Commission that what the Staff is doing “is presenting you with cutting edge arguments …” (Tr. p. 1240, lines 5-7; emphasis added).  If the USOA, NARUC, Wolf & Fitch, and others supported Staff’s approach, then Staff would not present “cutting edge arguments.” Rather, it would be Laclede and AmerenUE trying to convince this Commission that it ought to jump out of the mainstream and adopt a new approach.  If Staff’s approach had the support Ms. Schad tries to imply exists, then Ms. Schad wouldn’t make up her own definition of depreciation and wouldn’t create non-existing distinctions between positive and negative net salvage.  Rather, she would embrace the authorities and experts that exist.  Ms. Schad essentially contradicted herself later when she admitted that Staff’s approach is inconsistent with the USOA in response to the following question from Commissioner Murray:

Q. And it [Staff’s approach] goes against the uniform system of accounts and the principles that an asset should be paid for, the full cost of the asset, including its cost of removal, should be paid for by the customers who use that asset.  Is that correct?

A. There’s – there is the conflict with that going on.

If Staff’s approach had support among leading depreciation experts and texts we respectfully submit that Ms. Schad would not have testified that she doesn’t even know what an authoritative text is (Tr. p. 1474, line 25 to p. 1575, line 3).  She would not have stated that she does not consider any expert to be authoritative on any subject unless and until some board has been created that then gives some other body some kind of “authority” to ordain someone as authoritative (Tr. p. 1571, line 1 to p. 1572, line 19).
  It seems unlikely that she would forget the depreciation training given her by Bill Stout only a few years ago (Tr. p. 1573, line 11 to p. 1574, line 24), particularly given that it is a central part of her job to deal with depreciation and net salvage on a Staff that at the time of her training had recently embarked on a major effort to change its net salvage methodology.    It also seems unlikely, though she has herself cited to Depreciation Practices published by NARUC and Depreciation Systems written by Wolf & Fitch, that she would downplay those publications’ endorsements of the standard approach (Tr. p. 1575, lines 8-16). 
In short, though Staff advocates adoption of its approach, it certainly seems less than proud of it because Staff tries very hard to argue that its “cutting edge” approach is consistent with a variety of authorities despite overwhelming evidence to the contrary.  

Staff may respond by pointing out that at least under Mr. Adam’s particular approach (though Staff never uses it any more and clearly has no intention of doing so (Ex. 156, p. 12, line 20 to p. 13, line 5; p. 15, lines 16-20)), an allowance for net salvage remains a part of the depreciation calculation, and that is true, as far as the point goes.  But Mr. Adam developed his net salvage allowance on a cash basis and then backed into a depreciation rate calculation.  In effect, he put form over substance, and Staff has in subsequent cases abandoned the charade and treats net salvage as an expense (Tr. p. 1620, lines 8-11; Ex. 136, p. 10, line 16 to p. 12, line 3).  Backing into a depreciation calculation does not change the fact that Staff is not attempting to fairly allocate the full cost of the assets, including retirement costs, over the life of the asset.  As the record cited above demonstrates, Staff’s approach, regardless of the particular variant under discussion, leads to essentially the same cash-based results (Tr. p. 1231, lines 3-6).  

C.
Staff itself seems to lack conviction in its chosen method TC "C.
Staff itself seems to lack conviction in its chosen method" \f C \l "2" .

In 1962, the Pennsylvania Supreme Court issued its opinion in Penn Sheraton Hotel v. Pennsylvania Public Utility Commission, 184 A.2d 324 (Pa. 1962) TA \l "Penn Sheraton Hotel v. Pennsylvania Public Utility Commission, 184 A.2d 324 (Pa. 1962)" \s "Penn Sheraton" \c 1 , holding that due to a unique Pennsylvania statute, an expense approach to net salvage had to be used because the standard approach allows a pre-collection of net salvage costs from ratepayers, a pre-collection the court found the Pennsylvania statute did not allow.  The record reflects in the 40-plus years since then, that only two other states now follow an expense-based approach to net salvage.  That Staff’s approach has been around for 42 years, but that it has gained little traction among experts, regulators, and authorities who understand these issues, is telling.  Missouri would truly find itself on the “cutting edge” if it went that route, both in terms of the methodology it uses and in terms of the far out-of-the-mainstream depreciation rates that would result from the use of Staff’s Approach.  See Ex. 136, Schedules WMS-6-1 and WMS-6-2 (attached hereto as Exhibits A and B).    


Staff’s desire to be on the “cutting edge” is obviously not based upon any deep-seated conviction that Pennsylvania got it right.  In fact, Staff didn’t base its chosen methodology on what occurred in Pennsylvania (Tr. p. 1625, lines 4-7).  Mr. Adam, when he came up with his approach in this case didn’t base it on anything other than his simplistic observation, right in the middle of his work on this case, that the net salvage amounts being accrued in particular plant accounts today were more than the costs incurred to retire plant in the recent past.  He did not explain why this one fact rendered the standard approach inappropriate.
  In fact, when Mr. Adam was working on his proposed depreciation rates for this case, he first used the standard approach (referred to by him in the 1999 hearings as the “classical method”), calculated net salvage percentages using the standard approach, and then scratched those percentages out substituting for them a percentage derived from taking a backward-looking average of five years of past (1992-1996) costs.  See Tr. p. 890, line 9 to p. 893, line 22; Ex. 122;  see also Ex. 136, pp. 10-11, where Mr. Stout explains the convoluted algebraic exercise used by Mr. Adam to back into an average expense from 1992-1996.
   

Contrary to the picture Ms. Schad now tries to paint – that Staff has been using its approach for a long time – the facts are that Staff used something similar to it twice, once in 1990 and once in 1993, for one utility (MoPub) (with at least some component for future inflation), reversed course in 1997, and then Mr. Adam came up with his approach on his own.  


The premise of Mr. Adam’s switch away from the standard approach is flawed, as Mr. Stout succinctly explained as follows:

Q. And I believe your response was that the Staff’s concern was that net salvage accruals were greater than actual net salvage costs.
A. Yes.

Q. And does that surprise you that that would be a concern?
A. Yes, it does.  I think it shows a lack of understanding of the depreciation model, and a lack of understanding of the impacts that growth and inflation can have on that model. That just as the additions to the plant today are far greater than the amount of original cost that's being reflected in the depreciation accrual, in the case of Laclede, the addition of 50 million as compared to the depreciation of original cost of approximately 20 million, the flip side of that is that the

accruals for future net salvage costs are greater than the current net salvage costs being incurred.  
Q.
So given system growth and inflation, you would expect that net salvage accruals under the standard method would exceed the current net salvage costs?
A     
Absolutely.

Q     
And so that's not a flaw in the standard method?

A     
Not at all.

Q     
And no reason to depart from the

standard method?
A     
Not in my view.

(Tr. p. 1514, line 10 to p. 1515, line 14)

D.
Not only does Staff seem to lack conviction in the propriety of its approach, but it also seems to itself be unsure whether its recommendations are correct TC "D.
Not only does Staff seem to lack conviction in the propriety of its approach, but it also seems to itself be unsure whether its recommendations are correct" \f C \l "2" .


Ms. Schad’s testimony about Staff’s lack of knowledge (and perhaps thought) about the effect of Staff’s application on future ratepayers is telling, as illustrated by the following:

Q. And are you at all concerned about the rate payers in the future that are being – are going to be saddled with the full cost of removal of the assets that we are using today and, because of Staff’s methodology, not only are we not paying any of that cost, future cost of removal, but we are kind of getting repaid for what past rate payers have paid for the cost of removal of the assets that are currently being used?  Does that concern you?

A. It does concern me in the sense that the – we are at a crossroads here.  We have the past, it’s still with us, and we don’t know how to take the future for sure and make us sure we’re on target.

Q. But by not being sure that we’re on target, you’re saying let’s just not even try.  Let’s just say we’re not going to pay for anything related to the cost of removal of the assets that will be removed in the future, and we’ll just pay for the cost of those old assets as they’re removed, even though it’s probably a lot cheaper for us now, and we’ll let other [sic] grandkids pay for whatever we’re using now, even if it costs a whole lot more?  I mean, isn’t that the result?

A.
I honestly – I don’t know.  I don’t know what the future is necessarily going to be.
(Tr. p. 1689, line 1 to p. 1690, line 2; emphasis added).


The foregoing exchange is striking.  Ms. Schad is telling this Commission that Staff does not know if their decision “not to even try” to make a best estimate of net salvage makes sense.  In fact, she doesn’t even know if Staff’s approach will burden our grandchildren with costs for plant that serves us, but that will not serve them.


Couple Ms. Schad’s uncertainty with the fact that authoritative texts and experts reject Staff’s approach, and the fact that Staff has itself done nothing to determine if its approach makes sense, and it becomes readily apparent that Staff has no evidence to support its contention that Laclede’s proposed depreciation rates calculated as they have always been are not just and reasonable and should be rejected.  This is precisely why this Commission has twice been unable to issue an order in this case supporting Staff’s approach that can withstand judicial scrutiny.



Staff’s uncertainty may very well be grounded in its lack of experience, knowledge, and understanding of the basic goals of depreciation accounting promoted by the standard approach, but frustrated by Staff’s approach.  The contrast between the experience and credentials of Laclede witness Ronald E. White and Laclede/AmerenUE witness Bill Stout versus that of Mr. Adam and Ms. Schad is noteworthy.    Mr. Stout has been professionally involved in depreciation matters for more than 30 years.  He has testified in support of the hundreds of depreciation studies personally performed by him since 1978.  Starting in 1991, he began to manage the Valuation Division of Gannett Fleming, one of the leading depreciation consulting firms in the country and the firm who supplies the software both Staff and AmerenUE use to perform depreciation studies.  He is now the President of that organization.  He began teaching depreciation concepts to others (including Staff) in 1985.  See Ex. 136, pp. 2-4.  He was a contributing editor to one of the leading depreciation texts used in the field (Depreciation Systems, by Wolf & Fitch).  Dr. White has similar credentials.  See Ex. 26, pp. 1-2.  


In contrast, Mr. Adam had a total of only five years of experience, all as a Commission employee, at the time he came up with Staff’s approach in 1999.  When asked on cross-examination to comment on a critical point made by Dr. White, Mr. Adam admitted that he was “not a qualified person” (Tr. pp. 898-99).  He went on to recommend that perhaps Mr. Wolf, who the record in this case shows supports that standard approach, could be consulted for his opinion on the point since he could not address it (Id.).  Before coming to the Commission, Mr. Adam did process control for Mobil Oil, built single-family homes, and worked for two or three oil exploration companies (Tr. pp. 853-858).  He did no depreciation work in any of his prior positions (Id.).  


Ms. Schad’s experience in these areas is apparently no greater than that of Mr. Adam since she has worked in this area only since 1999, when she began work for the Commission.
 


E.
Staff’s Expense Method has failed to gain acceptance because the premise behind it is fundamentally flawed in that, among other problems, it ignores plant growth and inflation TC "E.
Staff’s Expense Method has failed to gain acceptance because the premise behind it is fundamentally flawed in that, among other problems, it ignores plant growth and inflation" \f C \l "2" .

In 1950, Laclede’s total plant in service was but 6% of what it is today (Ex. 136, Sch. WMS-3-1).  For AmerenUE’s electric distribution plant, it was only 1% (Ex. 136, Sch. WMS-3-2).  Clearly, there has been substantial growth in plant, the number of customers, and the geographic areas covered by Laclede and AmerenUE (witness the growth in the St. Louis metropolitan area over the past fifty-plus years).  Some of the plant that was retired in 1992-1996 – the five year period that Mr. Adam averaged to arrive at his allowed level of expense – was placed in service decades ago.  If we take just one of the accounts examined by Mr. Adam, account 376.10, steel mains (which is one of Laclede’s biggest accounts), we find that, on average, the plant retired recently was more than 23 years old when it was retired (Tr. p. 1501, lines 7-16).    It thus follows that the retirements occurring from 1992 to 1996
 came from a much, much smaller universe of plant (indeed from a universe of plant placed in service in the early 1970s or before) than either the universe of plant in service in 1992 to 1996, in 1999, or today.    

There has been substantial inflation over the past century, and there will be inflation in similar amounts over time in the future (Tr. p. 1494, line 18 to p. 1496, line 1; Ex. 137, p. 8, line 8 to p. 9, line 5 and Sch. WMS-8 thereto).  It thus follows that the cost to retire the plant that is in service today will be more decades from now than the cost to retire similar plant today.  For that matter, it will be substantially more than the costs incurred a few years ago to retire much smaller amounts of plant from service, such as the plant retired in 1992-1996 which was relied upon by Mr. Adam.  Today’s customers should therefore pay the net salvage costs for the large amount of plant that serves them, not for the much smaller universe of plant used to serve their parents and grandparents.  

The impact of both of those facts – the growth in plant over time and the effects of inflation on retirement costs – facts Staff does not dispute, are clearly impacts that Mr. Adam and Ms. Schad either did not or do not understand, or are things they choose not to understand because the existence of those facts and their impacts clearly undermine the sensibility and reasonableness of their chosen methodology.  In fact, Staff obviously based its chosen methodology on an assumption that growth and inflation do not exist.  That must be their assumption given Mr. Adam’s illogical jump to the conclusion that there must be “over accruals” of net salvage for these accounts simply because the accruals for net salvage costs to be incurred in the future determined under the standard approach today exceed past costs from a few years ago.  Mr. Adam’s conclusion is patently incorrect when growth in the plant and inflation is considered, yet he did not consider either factor and neither does Ms. Schad.  

Mr. Stout explained the problem with that flawed logic by pointing out the effect of the tremendous growth Laclede has seen over the past several decades (as has AmerenUE).  For example, in response to a question from Commissioner Clayton about why there is a difference in accruals today versus the costs observed in the past, Mr. Stout testified as follows:

Yes [there is a difference], as a result of the tremendous growth in plant as illustrated in Schedule WMS-3-1 and 3-2 that has occurred.  There is a much larger plant base on which we must be accruing net salvage as compared to the plant from which the current retirements are being made from.  That is, in the case of Laclede where we now have a plant value of a billion dollars on which we are accruing net salvage, the retirements are coming out of that much smaller base of 60 to $90 million back in the 1950s, or perhaps a smaller base yet back in the ‘40s or ‘30s. 

(Tr. p. 1427, lines 11-23).  See also Tr. p. 1470, lines 6-20; p. 1496, line 19 to p. 1497, line 14.  

The past growth in the plant base tells only part of the story, however, and Staff’s failure to consider it is only one-half of the problem.  Again looking at one of Laclede’s largest accounts, steel mains, the record reflects that Mr. Adam agrees that the average service life in that account is 83 years
 and thus on average the plant installed in that account today will be retired 83 years from now.  That means that inflation will have 83 years, on average, to operate on the costs that would currently be incurred by Laclede for those plant retirements.  Is there any doubt that retirement costs, after experiencing 83 years of inflation, will be substantially higher 83 years from now than they are today?    

Laclede’s and AmerenUE’s witnesses are not the only persons who recognize the severe flaw in Staff’s approach due to its failure to account for growth and inflation.  Other state Commissions, including the Indiana Utility Regulatory Commission (“IURC”) 
 in a recent decision (PSI Energy, Inc., 2004 Ind. PUC LEXIS 150 (May 18, 2004) TA \l "PSI Energy, Inc., 2004 Ind. PUC LEXIS 150 (May 18, 2004)" \s "PSI Energy, Inc., 2004 Ind. PUC LEXIS 150 (May 18, 2004)" \c 9 ) that provides a comprehensive examination of the standard approach versus Staff’s approach, rejected the Staff’s approach in part because of these problems.  In this regard, the IURC stated:

use of historical averages…does not take into account the current configuration of [the utility’s] system with regard to its production, transmission, distribution and general facilities.  Facilities in service 40-50 years ago did not take into account the significantly enhanced customer base that [the utility] now serves, nor the current configuration of [the utility’s] facilities that serve these customers.  It seems appropriate to utilize best cost estimates for net salvage values taking into account the specific facilities now serving … customers in developing depreciation rates that today’s customers should pay (footnotes omitted).
  

* * * * * * *

Inflation has been a fact of life in the American economy for many years.  Not factoring inflation into dismantlement costs to be incurred in the future would understate those costs, with the result being that future customers would have to pay costs raised from facilities which are not serving them.  This result flies in the face of matching rates with costs incurred for service, a sound ratemaking principle followed by this commission.  Moreover, current customers receive a benefit by factoring in inflation, as it may appropriately allow for a reduction in rate base because of the increased accumulated reserve for depreciation.

Staff’s approach ignores these realities entirely.  Rather, Staff criticizes the standard approach for the very reason that it recognizes this fact, as well as the past growth in plant that has occurred.  

F.
The standard approach properly takes growth and inflation into account, though even then it results in conservative estimates of net salvage TC "F.
The standard approach properly takes growth and inflation into account, though even then it results in conservative estimates of net salvage" \f C \l "2" .


The recognition of growth and inflation can be illustrated using the very same AmerenUE account Ms. Schad chose as her example drawn on the board at the hearings (Ms. Schad’s example was reproduced and admitted into the record as Ex. 148, together with the underlying data for the account (Ex. 149)).  To determine the net salvage percentage using the standard approach, the depreciation analyst first takes a set of actual retirement data (the 40 years of actual data reflected in Exhibit 149), and uses that data to calculate the following ratio:  the actual costs of retirements (labeled “cost of removal amount” in the third column of Exhibit 149) to the original cost of the plant that is actually retired (labeled “regular retirements” in the second column of Exhibit 149).  That ratio gives the analyst an initial cost of removal percentage, and the analyst can then apply informed judgment to arrive at a recommended net salvage percentage to be used in calculating the depreciation rate.  Exhibit 149 shows that the cost of removal amounts are growing (from something less than $1 million per year in the 1960s to around $2 million starting in 1982 to around $3 million starting in the mid-1990s – so they have tripled over 40 years).  Those amounts are growing for two reasons:  first, each year the retirements come from a larger universe of plant; and second, each year’s inflation adds to the retirement costs.  As a result of those two factors, the net salvage percentage is increasing (i.e., becoming more negative).  Based on this 40 years of data, the average net salvage percent for this account is -134%.      


Note what this ratio and its proper application accomplish.  By using today’s dollars spent to retire plant as a ratio to yesterday’s dollars invested in the plant in the first place and by then taking that ratio and multiplying it by the current plant balance, both the inflation inherent in the historical analysis and the growth in the plant over the period examined, as reflected in the current plant balance, are captured.  The inflation in the historical analysis took place over a period that is shorter than the probable life of the plant presently in service.  It should thus not be at all surprising that the costs to retire the much, much larger base of current plant that will, on average, not be retired for a longer period of time than the average age of the historical retirements, will be much higher both in absolute amount and as a ratio to the original cost of plant installed decades earlier.  

Staff attempts to attack this methodology by arguing that no one has ever “proven” it to be “accurate.”  By “accurate,” Staff means “dead on.”  We can’t “prove” that inflation will average 3-4% as predicted by Mr. Stout over the coming decades either, but an extended history tells us there likely will be inflation and it is reasonable to predict the future based on that history, as the Commission does all of the time in ratemaking, as discussed in more detail in Section II.G of this Brief, below.  Staff is right to an extent, in that the standard approach does not produce a “dead-on,” perfect estimate.  However, Staff chooses to ignore the fact that the evidence shows that the standard approach produces conservative estimates because it consistently understates what will really be needed for future retirement costs meaning that, if anything, customers are not contributing as much as they may ultimately need to.  


Mr. Stout explained that very point using Schedule 1 to Ex. 25 (Mr. Kotteman’s Surrebuttal Testimony) as follows:

This shows that the net salvage as a percent of original cost retired has increased from a level of approximately negative 60 percent in the early 1970s to a level in excess of 120 percent in the late 1990s.  If one had conducted a study of net salvage as a percent of original cost, which is the typical statistical analysis used in making estimates of future net salvage under the standard approach, one might have concluded in the mid 1970s that a negative 60 percent would be an appropriate basis for forecasting future net salvage amounts.  However, as this illustrates, 20, 25 years later, the amount is about twice what the level was in the early to mid 1970s.  And that’s what I am talking about when I say that estimates of net salvage based on analyses of net salvage as a percent of original cost have tended to understate future levels of net salvage as a percent of original cost. (Tr. p. 1422, line 8 to p. 1423, line 3).


Mr. Stout also presented his own specific analysis using actual Laclede data for one of Laclede’s largest accounts (mains) that demonstrates the conservative nature of the net salvage estimates derived for Laclede under the standard approach.  See Ex. 137, pp. 5-8 and Sch. WMS-7.

Note also that the -134% reflected on Exhibit 149 is less than one-half of the number (-278%) Ms. Schad used in her exaggerated example (Exhibit 148).  A similar circumstance existed in the St. Louis County Water TA \s "St. Louis County Water"  case where Mr. Adam asserted that St. Louis County Water Company’s net salvage estimates were “as high as 200 or 300 percent,” and where the Commission rejected that contention stating “[a]lthough Mr. Stout’s net salvage figures are estimates, as Staff points out, the Commission finds them to be reasonable estimates and finds Staff’s assertions that they are 200 or 300 percent to be incorrect.”  St. Louis County Water, Case No. WR-2000-844.  

G.
Staff advocates its approach because Staff has decided, in this one isolated instance, that it doesn’t want to use estimates and because its approach temporarily lowers rates today in exchange for higher rates tomorrow TC "G.
Staff advocates its approach because Staff has decided, in this one isolated instance, that it doesn’t want to use estimates and because its approach temporarily lowers rates today in exchange for higher rates tomorrow" \f C \l "2" .

1.
Staff improperly refuses to use reasonable, conservative estimates of future net salvage TC "1.
Staff improperly refuses to use reasonable, conservative estimates of future net salvage" \f C \l "3" .


Staff’s criticism of the standard approach primarily boils down to one thing:  Staff does not want to estimate future net salvage.  Staff has provided no evidence that Laclede’s estimates derived under the standard approach are unreasonable.  Cf. St. Louis County Water TA \s "St. Louis County Water"  (“While Staff criticizes Mr. Stout’s estimates of net salvage costs in general, it does not note any specific problem with any specific estimate.  Rather, the criticisms are based on the fact that the costs are estimates”).  The record in this case is totally devoid of any criticism of any specific Laclede net salvage estimate, just as the record was devoid of such criticisms in St. Louis County Water.


Staff has simply decided that it does not want to estimate future net salvage, and the byproduct of that decision is that Staff is able to argue for low, out-of-the-mainstream depreciation rates that produce a short-term rate reduction, but at the expense of customers over the long-term due to higher long-term rates and the intergenerational inequity inherent in Staff’s approach as discussed later in this Brief.  



2.
The Commission uses estimates all of the time TC "2.
The Commission uses estimates all of the time" \f C \l "3" .
The Commission uses estimates in the regulatory process all of the time, as the following examples demonstrate:  Estimates are used in the discounted cash flow (DCF) model used by all parties to determine return on equity in rate cases.  In fact, in order to complete the DCF calculation, estimates of a utility’s growth in earnings extending in perpetuity are used as are estimates of inflation (Tr. p. 1846, line 21 to p. 1847, line 12).  Estimates are used to calculate pension expense (Tr. p. 1845, lines 13-16).  Long-term estimates of future cash outlays required to decommission nuclear plants, and estimates of expected earnings in the decommissioning fund are used (Tr. p. 1847, line 17 to p. 1848, line 6).  Estimates are used for medical costs (i.e., OPEBs) (Tr. p. 1848, lines 7-14).  And, perhaps most telling of all, estimates of average service lives must be used to calculate depreciation rates even under Staff’s approach.  Yet somehow Staff, in a logically inconsistent fashion, seems to have little problem relying on these estimates, a point we will address in more detail below.


Use of estimates by the Commission is not surprising.  Indeed it is a routine and necessary part of the regulatory process.  “The general rule is that where more accurate information is unavailable estimates should be considered.”  State ex rel. Martigney Creek Sewer Co. v. Pub. Serv. Comm’n, 537 S.W.2d 388, 396 (Mo. 1976) TA \l "State ex rel. Martigney Creek Sewer Co. v. Pub. Serv. Comm’n, 537, S.W.2d 388 (Mo. 1976)" \s "Martigney Creek" \c 1 .  This Commission used estimates – in fact Mr. Stout’s estimates determined using the standard approach – in adopting depreciation rates in St. Louis County Water TA \s "St. Louis County Water"  Co., finding that Staff “had not (as is true in this case) provided any evidence of any specific problem with any estimate.”  


As already established, utility rates, including rates for Laclede and for AmerenUE, have for decades been set using depreciation rates determined under the standard approach.  This Commission has therefore clearly set rates using estimates of both average service lives and net salvage.  Staff has presented no evidence, indeed has conducted no study that would show or even tend to show that any of these estimates are unreliable or in any way cause an over recovery of net salvage (Tr. p. 1843, line 20 to p. 1844, line 6).  


Staff concedes that Laclede has a long history of incurring retirement costs for its mass property accounts (Tr. p. 2036, line 25 to p. 2037, line 14).  Staff concedes that those costs have been increasing over time, both due to inflation and due to growth in the plant base (Tr. p. 2037, line 15 to p. 2038, line 4).  Staff believes that in setting rates and fashioning policy, the Commission ought to review what has happened in the past (Tr. p. 2036, lines 20-24).  Yet Staff has presented no evidence whatsoever that even suggests that these retirement costs will not continue to increase as they have in the past (Tr. p. 2039, line 3 to p. 2040, line 14).  


Having conceded all of those points, Staff witness Mark Oligschlaeger was then asked a question that gets to the very heart of the inconsistent position Staff has taken in this case regarding the use of estimates.  Mr. Oligschlaeger was asked whether a utility company could successfully convince Staff to allow the utility to recover all of its capital expenditures – to expense them – in the year in which they are incurred rather than recovering them over their average service lives on the grounds that average service lives, like estimates of net salvage, are themselves predictions far into the future that cannot be verified and that sometimes change.  His answer:  “I think that would be a long, uphill climb to try to convince Staff” (Tr. p. 2040, line 15 to p. 2041, line 9).  Mr. Oligschlaeger was then asked whether Staff would want to see some evidence that past estimates of average service lives had proven inaccurate before Staff would support such a change.  His answer:  “I think I would expect to see, yeah, evidence supporting that contention, that service lives cannot be reasonably and accurately predicted” (Tr. p. 2041, lines 10-19).  He went on to agree that there would need to be evidence that the future was going to be markedly different from the past (Tr. p. 2041, lines 20-25).  And finally, Mr. Oligschlaeger agreed that such evidence ought to be required by the Commission before the Commission should adopt one kind of approach versus another (Tr. p. 2042, lines 1-11).  

Yet Staff is before this Commission seeking a third order in this case that would throw out the standard approach that it has used, with only a couple of exceptions, for decades on the grounds that the standard approach has not been “proven.”  That contention is false.  Mr. Stout has shown that the standard approach takes growth and inflation into account and that it produces conservative estimates of net salvage.  See, e.g. Tr. p. 1490, line 3 to p. 1491, line 13; p. 1462, line 7 to p. 1464, line 9; See also Ex. 137, p. 5, line 10 to p. 8, line 6 and Tr. p. 1498, line 25 to p. 1500, line 7, where Mr. Stout demonstrates, using actual Laclede data, that the net salvage estimates derived from the standard approach have in fact proven to be conservative.  Authoritative texts and experts endorse and recommend the standard approach.  The USOA requires the standard approach.  The standard approach has also been proven because it is endorsed by authorities and experts.  It is Staff’s approach that is new and unproven (Tr. p. 1686, line 23 to p. 1667, line 1) (“Q.  Okay.  And you don’t have any proven part that Staff’s methodology is correct, is that  -- A. That is correct”).

3.
Staff’s refusal to “even try” to use estimates of net salvage makes no sense given Staff’s continued use of estimated average service lives TC "3.
Staff’s refusal to \“even try\” to use estimates of net salvage makes no sense given Staff’s continued use of estimated average service lives" \f C \l "3" .


One of the bases for Staff’s contention is that Staff says net salvage estimates are not “known and measurable.” Even if this were a relevant or true fact, neither are average service lives (Tr. p. 1640, lines 13-15) (“Q.  But the average service life is not known and measurable?  A.  A life, no.”; see also Tr. p. 1811, line 15 to p. 1812, line 5, wherein Ms. Schad admitted that she could not accurately estimate average service life and that depreciation always includes some form of estimate that is not verifiable at the time the estimate is made).  Staff has improperly picked up on this “known and measurable” concept from its use in an entirely different ratemaking context (changes to test year values for known and measurable items)
 and perhaps its mention in past Commission cases dealing with terminal net salvage for life span property (such as an electric generation plant, a warehouse, or gas holders).
  The argument against allowing net salvage in depreciation rates relating to terminal net salvage for life span property is that there is little or no past history showing that final – i.e., “terminal” – retirement costs have ever been incurred.  Thus, goes the argument, it is simply unknown whether those terminal retirement costs will ever be incurred in the future, leading to a conclusion that terminal retirement costs for life span property are not known and measurable.  The same contention simply cannot be made about net salvage costs for mass property such as that involved in this case given the long history, backed-up by actual data, of retirements in these mass property accounts.  

Moreover, estimates of average service lives and of net salvage are determined under the standard approach using precisely the same data (Ex. 137, p. 3, line 9 to p. 4, line 13); (Ex. 136, p. 25, line 12 to p. 26, line 2).  That data is analyzed by a depreciation professional who then applies informed judgment to arrive at estimates for both average service lives and net salvage (Tr. p. 1548, line 24 to p. 1550, line 19).  Every element used to estimate net salvage is known and measurable (Tr. p. 1647, line 13 to p. 1648, line 1).
  Depreciation Systems, a text that even Mr. Adam agreed is authoritative and that Ms. Schad herself has used, clearly recognizes the propriety of using estimates of future net salvage:  “Estimated future costs of retiring an asset currently in service must be accrued and allocated as part of current expenses.”
  Mr. Stout was also clear:  There is no less certainty in estimates of net salvage than there is in estimates of average service lives (Ex. 135, p. 25, line 12 to p. 26, line 2; Mr. Stout discusses these estimation issues in more detail at pp. 22-26 of Ex. 135 and pp. 3-9 of Ex. 137).


Not only has Staff presented no evidence to suggest that its use of average service life estimates are somehow more reliable than use of net salvage estimates, the evidence in this case actually demonstrates just the opposite.  With respect to Laclede, Mr. Adam himself did not know whether the fact that accruals for net salvage were exceeding net salvage costs in the recent past was caused by problems with the net salvage estimates or problems with the average service life estimates.   

Q.
Can you draw any conclusions from this situation?

A. It appears to me, that the net salvage part of the depreciation rate formula has not historically been adjusted to charge the customer the current net salvage cost. Since most accounts have a negative net salvage this condition has led to an annual over recovery which has been building in the accrual balance.

Q. Can any other conclusions be reached by observing the net salvage data?

A. Another conclusion could be that the computed average service life is wrong.

** *

Q. Is the over accrual due to an overstatement of a negative net salvage or an understatement of ASL or both?

A. We do not know and do not have the ability to compute that answer.  

(Ex. 92, p. 8, lines 13-19; p. 9, lines 11-13; emphasis added).


Mr. Adam flatly admitted that he was abandoning the standard approach for his newly-minted expense approach not because he knew that the net salvage estimates derived from the standard approach were wrong and the average service life estimates were right, but because he thought it was a problem for current accruals of net salvage costs to exceed recently incurred levels of net salvage.  But as we pointed out earlier, that is precisely what we would expect to see (if basic depreciation concepts are understood) since the plant base is growing and inflation is occurring.  


The alleged “over accrual” asserted by Staff for AmerenUE also demonstrates (if for arguments’ sake one is going to attack the use of estimates at all) that problems with estimates of average service lives may be much greater than any problem with estimates of net salvage.  In AmerenUE’s Case No. EC-2002-1, Staff recommended depreciation rates based upon its approach.  Applying Staff’s new depreciation rates “created” an approximately $1 billion over accrual.  How much of Staff’s alleged over accrual was allegedly caused by mistaken net salvage estimates versus mistaken average service life estimates?  Two-thirds of it was attributable to alleged problems with service life estimates (Tr. p. 1754, line 11 to p. 1756, line 20).  In fact, had Staff not attempted to switch methods in the middle of the lives of the plant in service, there would be no “over accrual” at all (Id.; Ex. 135, p. 12, line 20 to p. 13, line 5).    


Staff also argues that service life estimates are based on “empirical studies” and thus they are somehow inherently more reliable than net salvage estimates.  At bottom, what Staff is suggesting is that all they need to do is put data in a computer and an Iowa Curve will be spit out that will tell them the average service life.  Staff then suggests that this is reliable since Iowa Curves were derived from studies done 70 or 80 years ago.  The record refutes this over simplistic “empirical studies” argument.


Ms. Schad admitted on cross-examination that judgment must be used to determine average service lives (Tr. p. 1549, lines 15-22).  She admitted that average service lives are “dynamic and change over time” (Tr. p. 1549, line 23 to p. 1550, line 1).  She admitted that you in fact cannot just input data into the Gannett Fleming software and get a printout (Tr. p. 1550, lines 2-19).  We already know that in this case Staff does not know if the cause of the over accrual it alleges exists is due to service life estimation problems or net salvage percentage estimation problems. 


Staff may also argue that it is not “known” if all of the estimated costs will actually be incurred because some plant may not be “removed.”  It is clear that even if plant is not removed, costs to retire the property (such as isolating, purging, and capping a retired gas main) will be incurred (Ex. 137, p. 9, lines 6-23).  The net salvage percentage ratio used as part of the standard approach takes into account that a part of the universe of plant, for example gas pipe, is actually fully dug up and removed while a part of it may be isolated, purged, capped, and abandoned in place.   The ratio takes these factors into account because the historical data used to calculate the ratio includes some retirements that were actually removed and some that were abandoned in place (Tr. p. 1436, line 6 to p. 1437, line 20).  Ms. Schad admitted that the standard approach takes this into account, as well as admitting that there are retirement costs associated with abandoned plant (Tr. p. 1609, line 7 to p. 1611, line 14).

4.
Staff is willing to use service life estimates but not net salvage estimates because abandoning service life estimates would force Staff to allow utilities to expense the original cost of capital investments in the year they are made TC "4.
Staff is willing to use service life estimates but not net salvage estimates because abandoning service life estimates would force Staff to allow utilities to expense the original cost of capital investments in the year they are made" \f C \l "3" .

Why then is Staff perfectly comfortable with service life estimates (that themselves are not, to use Staff’s term, “known and measurable,” Tr. p. 1640, lines 13-15) that rely on the same data as do the estimates of net salvage?  Because Staff has no choice but to be comfortable with those estimates unless Staff wants to allow utilities to expense every dollar of capital expenditures made every year rather than spreading recovery of those expenditures over the service lives of the assets.  In Laclede’s case, cost of service would go up, immediately, by about $28 million per year ($50 million in additions as compared to $22 million of depreciation accruals).


The point is not that service life estimates are too inaccurate to be used or that net salvage estimates are too inaccurate to be used.  The point is not that capital expenditures ought to now be expensed.  Laclede and AmerenUE are asking for no such thing.  The point is that estimates must be used in the ratemaking process, and that it is better to use the best estimates of both service lives and net salvage to then fairly allocate to those customers who use the assets the full cost of those assets.  The actual experience that will ultimately be realized – the actual service lives and the actual net salvage costs – will not match the estimates perfectly except by pure happenstance.  But the safeguards we discuss below, safeguards that simply do not exist in Staff’s approach, adequately protect utilities and ratepayers under those circumstances.  There is, at bottom, nothing different about the estimates of net salvage used in the standard approach and the estimates of average service lives used in both approaches other than the established fact that the estimates of net salvage are conservative (Tr. p. 1507, line 19 to p. 1508, line 15).  

III.
THE STANDARD APPROACH REFLECTS SOUND REGULATORY POLICY TC "III.
THE STANDARD APPROACH REFLECTS SOUND REGULATORY POLICY" \f C \l "1" 

In contrast to Staff’s approach, the standard approach reflects sound depreciation theory and practice, and is faithful to key ratemaking principles that underlie cost of service ratemaking.  It promotes intergenerational equity and satisfies the matching principle.  It also includes several safeguards that protect both ratepayers and utilities from so-called “under” or “over” recoveries of net salvage, reduces rate volatility and the risk of rate shock, and contributes to lower rates over the long-term.  It produces depreciation rates and cash flows that are consistent with the mainstream thus making utilities financially healthier.  This promotes utilities’ ability to invest in infrastructure and to meet other needs with regard to providing utility service, and tends to contribute to lower rates because it lowers otherwise higher external financing costs that would ultimately be reflected in rates.  The standard approach, like many aspects of ratemaking, relies on estimates that are based upon long histories reflecting actual data and experience.   Like any regulatory approach which involves estimates, the standard approach will not yield perfectly accurate results, but experience has shown that it yields conservative results and that the safeguards that are built into the standard approach provide protection against differences between estimates and actual results over time. 

A.
The standard approach promotes intergenerational equity and is consistent with the matching principle TC "A.
The standard approach promotes intergenerational equity and is consistent with the matching principle" \f C \l "2" .



1.
Intergenerational Equity TC "1.
Intergenerational Equity" \f C \l "3" .

Intergenerational equity means that a generation of customers should pay the current costs of providing service to them.  St. Louis County Water TA \s "St. Louis County Water" , Case No. WR-2000-844.  “It is inequitable for customers to pay for the cost of providing service in the past or in the future.”  Id.  


The standard approach accomplishes intergenerational equity by ratably allocating the entire cost of the assets that are serving customers, including a ratable share of the net salvage costs for those assets, to those same customers. Staff’s approach asks current customers to pay costs for plant that is already out of service; plant that is not currently serving them.  In those cases where Staff seeks to amortize back so-called past “over accruals,” current customers also get a subsidy in the form of net salvage costs collected from past customers relating to past plant. 


Staff’s answer?  Staff posits several.  First, Staff literally manufactures its own definition of a “generation” unsupported by any source other than its imagination.  This is much like Ms. Schad’s unique definition of “depreciation,” whereby she leaves out the concept of service value and net salvage.  Second, Staff argues that accounting conventions such as FIFO (first-in/first-out) create inequities.  Third, Staff came up with a novel “continuation of service” rationale to argue that it is proper to charge current customers for past costs of removal because this means those customers only pay costs that are integral to continuing service to them.  Each of these arguments, and the fallacy of them, are addressed below


First, Staff’s definition of a “generation” of customers used by Staff to argue that Staff’s approach does not creates intergenerational inequity fails to withstand scrutiny.  A “generation” is the “average span of time between birth of parents and that of their offspring.”  Black’s Law Dictionary, (5th Ed. 1979) TA \l "Black’s Law Dictionary (5th Ed. 1979)" \s "Black’s Law Dictionary (5th Ed. 1979)" \c 9 .  Or, a “group of people born and living contemporaneously.”  Id.  Accord Webster’s New World Collegiate Dictionary (4th Ed. 2001) TA \l "Webster’s New World Collegiate Dictionary (4th Ed. 2001)" \s "Webster’s New World Collegiate Dictionary (4th Ed. 2001)" \c 9  (“a single state of degree in the succession of natural descent [father and son are two generations] . . . the average period (about thirty years) between the birth of one generation and that of the next”).
  The foregoing definition is obviously the one applied by this Commission in St. Louis County Water TA \s "St. Louis County Water"  when it adopted Mr. Stout’s recommended depreciation rates (determined under the standard approach) finding, at least under the circumstances of that case, that it would be “equitable” to use the standard approach which “collects the net salvage cost ratably over the life of the plant by customers served by the plant,” citing as support for that statement the concept of intergenerational equity.  In other words, it is equitable to estimate the future net salvage associated with plant currently in service and then ratably allocate that cost over the life of the plant so that each generation of customers pays for the plant in service that provides service to that generation.  Imposing costs incurred for plant serving past generations on future generations creates intergenerational inequity, as does pushing retirement costs associated with current plant onto future generations of customers, a result guaranteed under Staff’s approach due to its failure to take into account growth in the plant base and inflation.  Other state Commissions, including the IURC, specifically rejected Staff’s approach because it “means that the next generation of customers will be paying for salvage costs related to facilities from which they may never have received service.”  In re: PSI Energy, 2004 Ind. PUC LEXIS at 200.


Second, Ms. Schad’s “FIFO” example which she alleges shows that the standard approach is inequitable because of the alleged over accruals she tries to demonstrate is misleading.  First of all, Laclede, with immaterial exceptions, does not use the FIFO accounting convention (Tr. p. 1308, line 15 to p. 1309, line 15; p. 1435, lines 1-4; p. 1500, line 18 to p. 1501, line 6).  Second, Ms. Schad uses mains in her example and suggests that all of the retirements in the mains account will come from plant that is 75 years old.  The facts in this case reflect that the average age of the mains retired for Laclede is 23.4 years.  Thus, Ms. Schad’s example misleads because it relates retirement costs to the original cost of plant assuming the average age of retirements were 75 years (overstating this by a factor of more than three times) rather than properly relating retirement costs to the actual data for Laclede’s mains.  This exaggeration has the effect of then greatly overstating (for, it appears, its “shock value”) the net salvage percentage for that account.   Ms. Schad’s example grossly overstates a supposed negative effect of the standard approach and it should be disregarded entirely (Tr. p. 1500, line 18 to p. 1502, line 1).  

The last argument Staff attempts as support for its contention that Staff’s approach is equitable is to the effect that when Laclede replaces a gas pipe the costs incurred to replace it – which are interim net salvage costs – “allow” Laclede to “continue service” to the customer.  This too is not true.  First, if in 2000-2005, I am a customer on Laclede’s system but am being asked to pay retirement costs derived from plant retired in 1992-1996 (precisely the effect of Staff’s proposal in this case), I am not paying a cost that allowed continued service for me.  More importantly, Ms. Schad’s argument is a classic example of the “tail wagging the dog.”  If a service line wears out and must be replaced, there is some cost associated with retiring the old service line because it is true that the old service line has to come out or otherwise be retired before the new line is put in to start serving that same location.  But what Ms. Schad ignores is there will be no “continued service” unless the much more costly brand new service line is put in the ground and hooked up to the system.  It is the new line that allows – in fact provides – the continued service to me, not the old line.  Once the old line is retired, it serves no one and thus service is not “continued” from that old line.  Mr. Stout discusses this flaw in Ms. Schad’s theory at pages 25-26 of Exhibit 137.  That is why it is fair and equitable for the customers being served by the new line to pay for its entire cost, including the cost that will ultimately be needed to retire it, ratably over its life, and that is why it was fair for the generation or generations served by the old line to have already paid for it, including for its retirement, by net salvage accruals charged to them over its life while they used it.  Ms. Schad’s “continued service” theory gives those who were served by the old line a free pass on any retirement costs associated with the pipe that served them.  On cross examination, Ms. Schad admitted as much (Tr. p. 1605, line 2 to p. 1607, line 17).  Specifically, when asked if the generations who were served by the plant should pay the costs associated with the plant, Ms. Schad responded “yes” (Tr. p. 1607, lines 8-17).  Under Staff’s approach, that does not happen.  

Mr. Stout illustrated the equity of the standard approach, and the inequity of Staff’s approach, at page 13, line 9 to p. 15, line 6 of Exhibit 136.  In summary, Mr. Stout showed that as one generation of customers comes onto the system, and then leaves, replaced by another generation, and then another, the standard approach will equitably allocate the same ratable cost to each generation associated with the same plant that serves them, while Staff’s approach forces the later generations to pay more than the earlier generations.  Yet, each generation was receiving the same service from the same plant.  

Using Staff’s approach will also likely lead to another inevitable inequity among different generations of customers.  It is true that in the present Laclede case Staff has not proposed that the alleged over accrual which results because the Staff has changed to its approach to net salvage be amortized back to ratepayers.  Staff made such a recommendation in later Laclede cases, however, and made such a recommendation in AmerenUE’s last rate case.  As demonstrated at the hearings, if Staff’s approach and Staff’s proposed amortization based on it had been adopted in AmerenUE’s last rate case, the current customers who would receive service under the rates set in that case would have effectively been paying only $1.3 million in total per year toward net salvage costs, even though the recent net salvage costs in just one AmerenUE account were around $3 million per year (Tr. p. 1763, line 21 to p. 1766, line 13).  That was because Staff recommended that the nearly $1 billion “over accrual” its approach would have created (nearly $350 million relating to net salvage and the rest relating to average service life estimate issues) accrued from past customers be amortized back to current customers in 40 annual payments of $8.625 million each (Id.).  The result of Staff’s approach is that we end up with ratemaking policies that are based on two inappropriate subsidies.  Future customers subsidize current customers because Staff’s approach doesn’t collect enough net salvage costs from current customers as it totally fails to take growth and inflation into account.  And, past customers subsidize current customers because amounts collected from past customers are returned to current customers, even though the evidence shows that the amounts collected were a fair (and probably conservative) allocation of net salvage costs to those past customers for the plant that served them.  There is little doubt that if Staff is able to convince this Commission to adopt its approach, Staff’s next logical step would be to then subsidize current customers even more by seeking to amortize so-called past “over accruals.”  See Ex. 135, p. 12, line 14 to p. 13, line 21, where Mr. Baxter discusses the proposed amortization in AmerenUE’s last rate case and other amortizations proposed by Ms. Schad and Mr. Adam.

2.
The Matching Principle. TC "2.
The Matching Principle" \f C \l "3"    

The standard approach also satisfies the matching principle which is consistently used by this Commission in setting rates.  The matching principle holds that revenues collected by the utility should generally match and be related to the expenses incurred by the utility in a particular period (Tr. p. 1838, lines 7-13; Depreciation Systems, at p. 157).   Accrual accounting is designed to satisfy that principle (Tr. p. 1255, lines 20-25) (“Q.  Would you explain to the Commission what accrual accounting is?  A.  Id’ be happy to.  Accrual accounting is designed to match revenues against expenses such that during the period in which we earn revenue from our customers, that the expenses are incurred during that period are also recorded such that there is a matching”).  

The standard approach estimates – using reasonable, best estimates proven to be conservative – the net salvage cost associated with the plant in service, allocates it over the life of the plant, and thus, as the utility is collecting revenues from the customers who are receiving gas that flows through the pipe for which net salvage is being collected, those same customers are paying net salvage costs associated with that pipe.  The standard approach has thus matched expenses and revenues.  

Staff’s response:  don’t even try to estimate the net salvage costs and don’t even try to fairly allocate them over the life of the plant.  The entire underpinning of Staff’s “don’t even try” thinking is that we should not even attempt to accrue the right amount of net salvage, but instead that we should include in rates only the past cash expenditures for plant that is no longer in service.  

Because accrual accounting is consistent with the matching principle, while cash accounting is not, it is clear that the Staff’s cash-based, expense approach can’t possibly be faithful to the matching principle.  And as this Commission itself has recognized, the matching principle is an essential element of the basic regulatory philosophy of intergenerational customer equity.”  In re: Missouri Public Serv. TA \s "Missouri Public Serv."  Co., Case No. ER-97-394.  

B.
The safeguards inherent in the standard approach protect ratepayers and utilities against any differences between actual net salvage costs and estimated net salvage costs TC "B.
The safeguards inherent in the standard approach protect ratepayers and utilities against any differences between actual net salvage costs and estimated net salvage costs" \f C \l "2" .

The record reflects that the standard approach, but not Staff’s approach, incorporates at least four safeguards that, over time, will ensure that utilities accrue the right amount of net salvage from customers.  Those safeguards are the rate base treatment of depreciation accruals, the true-up and tracking mechanisms provided by the depreciation reserve, the adjustments made possible by periodic depreciation studies, and the built-in cap on borrowings also provided by the rate base treatment of the depreciation reserve.

1.
Rate Base Treatment. TC "1.
Rate Base Treatment" \f C \l "3" 
An estimate is, by its very nature, not an actual, exact measurement and except by pure happenstance, the actual results later observed will differ somewhat from the estimate.  Nonetheless, estimates are an integral part of the ratemaking process, and the Missouri Supreme Court instructs the Commission that it should use estimates when actual figures are not available.  

In an environment where there is growth in plant and inflation, two facts of life that exist for Laclede (and AmerenUE), it is not surprising and in fact is expected and necessary for current accruals for net salvage to exceed past costs for net salvage.  Those accruals go into the depreciation reserve and the depreciation reserve in turn reduces rate base.  This “rate base treatment” is a powerful safeguard for customers.

Commissioner Clayton in particular had a number of questions for Mr. Stout relating to Schedule WMS-1 (from Ex. 136), and part of Commissioner Clayton’s discussion with Mr. Stout is a perfect illustration of the ratepayer protection afforded by the rate base treatment.  In answer to Commissioner Clayton’s question about at what levels the accruals for net salvage would be under the standard approach if plotted on Schedule WMS-1 for 2000, Mr. Stout indicated a level of about $50 million.  That number seemed high to Commissioner Clayton since the actual retirement costs in 2000 were $14 million.  Mr. Stout explained, however, that the reduction in rate base afforded by the rate base treatment would reduce the revenue requirement by about $35 million, meaning that the total revenue requirement from ratepayers would be about $15 million versus the $14 million of actual past costs.
  Indeed, Schedule WMS-2 (Ex. 136) demonstrates that the total revenue requirement under the standard approach is less than the total revenue requirement under Staff’s approach after only a few years.    

Mr. Stout’s example demonstrates that the dollar-for-dollar reduction in rate base for amounts in the depreciation reserve means that customers effectively earn the utility’s full allowed rate of return (including an allowance for the utility’s income taxes) which is passed on to the customers in the form of lower rates (Ex. 139, p. 14, line 14 to p. 15, line 13).

2.
True-Up of the Depreciation Reserve TC "2.
True-Up of the Depreciation Reserve" \f C \l "3" .

Use of Staff’s approach means that net salvage is not included in the depreciation reserve which means there is no mechanism by which to track whether accruals for net salvage ultimately match expenditures for net salvage.
  Under the standard approach, the utility, the Staff and the Commission can compare the balance in the depreciation reserve to the annual accruals and can consider inflation and plant growth, each and every time a depreciation study is submitted allowing appropriate adjustments to be made
 (Ex. 139, p. 13, line 14 to p. 14, line 13 and p. 15, line 14 to p. 16, line 6; Ex. 137, p. 20, lines 4-18; Tr. p. 1351, line 14 to p. 1352, line 19 (Where Mr. Baxter explains how changes in the estimated average service life of an asset can change the annual accrual amount for net salvage, which allows adjustment of the depreciation rate so that the proper amount of net salvage is ultimately collected from customers).

Even Ms. Schad admits that this true-up exists under the standard approach (Tr. p. 1766, lines 15-18).
  But there is no true-up mechanism under Staff’s approach, which likely guarantees that there will be winners and losers, as Mr. Oligschlaeger conceded (Tr. p. 2022, line 24 to p. 2023, line 17).  

The existence of “winners and losers” inherent in Staff’s approach is unnecessary and improper.  Not only does the tracking mechanism provided by the depreciation reserve allow downward adjustments in depreciation rates if warranted, a protection that benefits ratepayers, but it also would allow upward adjustments if under accruals are observed, which is an appropriate and fair protection for utilities.  At bottom, the tracking mechanism and the ability to true-up the depreciation reserve means that accruals from customers will ultimately not be too much or too little.

Staff mildly criticizes the true-up mechanism by arguing that “you can’t true-up if you don’t have the same customers” (Ex. 156, lines 1-2).  This is more of Staff’s “don’t even try” mantra.  The standard approach uses the best available estimates of net salvage, estimates that themselves are conservative, but that are much better than no estimate at all.  The standard approach allows accruals versus costs to be tracked in the depreciation reserve.  Ongoing adjustments can be made.  Those adjustments are much closer in time than Staff’s suggested 40 year amortization for AmerenUE or the 20 year amortization discussed by Ms. Schad (Tr. p. 1656, lines 4-15).  Waiting until plant has been retired, realizing that an amount of net salvage was not provided for that plant during its life, and then trying to true that up with a post-retirement expense is a poor substitute for truing-up the depreciation reserve periodically during the life of the plant (Ex. 137, p. 21, line 23 to p. 22, line 15).

Staff may also argue that there is no specific identification, or split in the depreciation reserve between accruals for net salvage and accruals for the original cost of the plant.  That is no obstacle to truing-up the account, as explained by Mr. Stout (Ex. 137, p. 21, lines 5-13).  In fact, Staff is apparently able to segregate any alleged over accruals between those resulting from net salvage issues versus service life issues since they accomplished that very segregation in claiming that AmerenUE had $345 million in over accruals in its depreciation reserve relating to net salvage and an additional more than $650 million in over accruals relating to service lives in Case No. EC-2002-1.

3.
Periodic Depreciation Studies allow appropriate adjustments TC "3.
Periodic Depreciation Studies allow appropriate adjustments" \f C \l "3" .

As noted above, no less than every five years utilities must submit periodic depreciation studies that allow the adjustments to be made.  Though Mr. Oligschlaeger at one point in his testimony tried to suggest that the periodic depreciation studies would act as a safeguard with respect to net salvage even under Staff’s approach, he later conceded that this was incorrect (Tr. p. 2021, lines 1-24).  This again illustrates that there will be winners and losers under Staff’s approach.  As the simple example about which Commissioner Clayton asked Mr. Baxter illustrates, the depreciation studies coupled with the true-up of the depreciation reserve helps ensure that at the end of the day the right amount is collected from customers (Tr. p. 1351, line 14 to p. 1353, line 12; Ex. 139, p. 17, line 1 to p. 18, line 25).  That is not possible under Staff’s approach.  

4.
Effective Cap on Borrowings TC "4.
Effective Cap on Borrowings" \f C \l "3" .
It has become standard practice in utility financing cases for both AmerenUE and Laclede (and presumably other utilities) that a condition is imposed when utilities seek Commission permission to issue debt. The condition limits the issuance of debt so that it never exceeds the utility’s rate base.  Because the depreciation reserve, which would hold any precollections of net salvage costs until they are spent, reduces a utility’s rate base, it creates a cap on utility borrowings leaving more unencumbered assets for later borrowing if needed.  This acts as yet another safeguard for ratepayers (Tr. p. 1373, line 1 to p. 1375, line 19).  

C.
Staff ignores the existence and effectiveness of these safeguards in suggesting the use of a segregated fund, a suggestion that the evidence shows ill-conceived, poorly thought-out, and unnecessary TC "C.
Staff ignores the existence and effectiveness of these safeguards in suggesting the use of a segregated fund, a suggestion that the evidence shows ill-conceived, poorly thought-out, and unnecessary" \f C \l "2" .
Mr. Oligschlaeger’s rebuttal testimony indicates that if the Commission continues use of the standard approach, the Commission should consider requiring net salvage accruals be held in some kind of segregated fund.  Clearly, the basis for this suggestion is his pure speculation that cash flows collected from net salvage accruals under the standard approach that are not used immediately for retirement costs might not be “available” later when the retirement costs are incurred.  There is not a shred of substantial and competent evidence of record to support this speculation.

Mr. Oligschlaeger admitted that he has no evidence that Laclede will not pay whatever retirement costs it may later have (Ex. 157, p. 74, lines 2-11), and admitted that Laclede (and AmerenUE) have paid retirement costs for decades without a segregated fund (Id., p. 76, lines 19-24; Tr. p. 1854, line 23 to p. 1855, line 2).  He hasn’t developed his segregated fund idea “in great detail” (Id., p. 71, lines 5-7), agrees that investment of such funds in more conservative investments would, as a general policy, “be reasonable” (Id., p. 71, line 23 to p. 72 line 4), and agrees in that case that it is certainly possible that customers would likely not earn the return they earn today due to the rate base reduction caused by net salvage accruals in the depreciation reserve (Id., p. 72, lines 5-17).  He further acknowledges there will be costs (in addition to lower returns) associated with a segregated fund (Id., p. 72, line 18 to p. 73, line 9).  

Mr. Oligschlaeger also theorizes that a segregated fund might give greater incentives for utilities to be efficient with regard to retirement costs.  Again, there is no evidence to back up this assertion.  “Q.  Do you have any evidence that AmerenUE or Laclede have incurred more cost of removal or retirement costs than should have been prudently incurred?  A.  No.  Q.  That they’ve been inefficient in the way they go about incurring removal or retirement costs?  A.  No.” (Ex. 157, p. 56, lines 19-25).  Mr. Oligschlaeger’s “efficiency” theory is inconsistent with another one of his theories; that is, that the utilities desire to use the cash flows that may today exceed recent net salvage costs for other things.  If the utilities want these cash flows for other things, then the utilities have a powerful incentive not to overspend on retirement costs.  And the utilities do use the cash today for other things – to invest in the utility infrastructure that serves their customers – an investment that far outstrips the depreciation accruals they are receiving.  

Mr. Oligschlaeger also ignores the safeguards discussed above, from the substantially lowered revenue requirement due to the rate base treatment to the true-up afforded by the depreciation reserve that ensures that neither too much nor too little is accrued.  There is another benefit that exists under the standard approach that Mr. Oligschlaeger’s segregated fund would destroy.  As discussed in Section III.F of this Brief, below, current, healthy cash flows and sound depreciation policies are important, indeed critical, to utility credit ratings and ultimately to the ability of utilities to access external sources of cash (either debt or equity) at the lowest possible cost.  If those costs are higher, they are not only higher for the utilities but also for ratepayers.  As Mr. Baxter explained, if utilities are able to use the cash flows that are preserved
 by continuation of the standard approach, utility assets will be less encumbered today and over time.  Mr. Oligschlaeger raises the issue of where will needed cash come from in the future if at some point accruals for net salvage under the standard approach are less than retirement costs (for example if system growth stops)?  The answer: the utilities’ balance sheets will be stronger because they will have less debt and more unencumbered assets giving them the ability at that time to borrow funds if needed at a lower cost (Tr. p. 1338, line 15 to p. 1340, line 1).

Both Mr. Cooper and Mr. Baxter were also clear.  Laclede and AmerenUE do not expect the Commission to later allow them to “double collect” net salvage costs that were previously collected (Tr. p. 1259, line 24 to p. 1260, line 1; p. 1379, line 12 to p. 1381, line 12).  Mr. Oligschlaeger also recognizes that the Commission has the power to force utilities to themselves absorb either imprudently incurred retirement costs or costs for which the utilities have already collected (Ex. 157, p. 60, line 5 to p. 61, line 11).

Mr. Baxter also pointed out that a segregated fund would create another detriment to ratepayers.  As discussed earlier, ratepayers effectively earn the utility’s allowed rate of return on the rate base reduction due to the effect of the depreciation reserve on rate base under the standard approach.  The record reflects that it is likely that returns in a segregated fund will not match those returns and would mandate a return to the Commission’s three percent rule, a result that is contrary to the current practice under the standard approach which has clear benefits to ratepayers.  See Tr. p. 1365, line 24 to p. 1366, line 22.  
At bottom, Mr. Oligschlaeger’s segregated fund idea that he “did not develop in great detail” has a number of significant downsides, is unnecessary in any event, and imposition of a requirement for such a fund is simply not supported by the record in this case.

D.
The standard approach promotes rate stability and thus reduces problems of cost under recovery, rate volatility, and rate shock TC "D.
The standard approach promotes rate stability and thus reduces problems of cost under recovery, rate volatility, and rate shock" \f C \l "2" .


The record establishes that net salvage costs are increasing over time and that this is expected to continue in the future.  Thus, by definition, using averages of past costs incurred years prior to the rate case in which rates are set understates the necessary accruals from day one.  Mr. Adam’s five year average was essentially seven or more years out-of-date the minute rates were set using it since he used data from 1992 to 1996 and then took a five year average which would produce an average level that one might have expected in mid-1993.  Mr. Stout explained this problem in detail at page 15, line 7 to p. 16, line 20 (Ex. 136).  As Mr. Stout demonstrates, Staff’s approach means Staff is systematically lagging behind necessary net salvage accruals.  An illustration of the under recovery caused by Staff’s approach for AmerenUE is depicted in Schedule WMS-1 to Exhibit 1.
  

NARUC recognizes that one of the advantages of the standard approach is that it “tends to remove from the income statement any fluctuations caused by erratic, although necessary, abandonment and removal operations” (Public Utility Depreciation Practices, p. 18).  Mr. Sherwin addressed this point in some detail in his testimony, and explained how the use of backward looking averages always lag actual costs (whether they be higher or lower), thus creating the potential for winners and losers (Tr. p. 1729, line 23 to p. 1733, line 12).  

Staff admits that winners and losers may exist under its approach because they admit that there’s a chance there may be under-recovery or over-recovery (Ex. 157, p. 107, line 5 to p. 109,  line 5).  Staff also admits that when you have a general trend upward in costs, a trend that the record shows clearly exists with respect to net salvage costs due to plant growth and inflation, the use of historical averages will result in an under-recovery of net salvage costs, all other things being equal (Ex. 157, p. 114, lines 6-13).  That probably explains why Staff is not all that concerned with creating “winners and losers,” because it appears that only the utilities will be the sure losers under Staff’s approach.    

The same phenomenon that creates a risk of over or under-recovery, of winners and losers, increases rate volatility, as the spikes shown on Schedule WMS-1 also illustrate (Mr. Baxter discusses how these spikes occur, for example due to intermittent periods of accelerated growth in customers at various times or due to economic or technical obsolescence or environmental regulations – see Ex. 135, p. 17, line 15 to p. 18, line 13).  Laclede data, as depicted in Mr. Adam’s workpapers (Ex. 124, p. 4, L.F. 326), shows the same potential.  If we take a simple 5-year average for 1982 to 1986, for 1987 to 1991, and for 1992 to 1996, using the data from Exhibit 124, we will get three substantially different expense allowances ($60,822, $93,319, and $112,677).  Within each of those five year periods, there was great variation as well, as follows:  $21,000 to $74,000 from 1982-1986; $54,000 to $116,000 from 1987-1991; and $80,000 to $133,000 for 1992-1996.  This demonstrates substantial volatility, even if averages are used.  

Staff may argue (as the conclusory answer given by Ms. Schad to her counsel’s question indicates) that the standard approach merely “masks” volatility (Tr. p 1806, lines 6-10).  But that is patently not true, a point illustrated by the AmerenUE account Ms. Schad chose to use for her example as reflected on Exhibit 148.  As Exhibit 149 pertaining to that account shows, there has been volatility in the net salvage amounts and in the net salvage percentages.  However, the depreciation analyst is able to take data over a long period of time (40 years of data in the case of Exhibit 149) and then apply a net salvage percentage derived from that data to the current plant balance to obtain a best estimate of future net salvage costs.  And unlike Staff’s approach, by applying that net salvage percentage to current plant each time a study is done, the analyst is continually taking plant growth into account rather than taking new, isolated multi-year averages each time a study is done or a rate case is filed.  Therefore, if in the few years just prior to the rate case costs have spiked up or down, the standard approach will tend to smooth out those spikes, while Staff’s approach will not even recognize those spikes are there.  It is true that Staff can use averages over longer and longer periods to attempt to reduce rate volatility, but only at the expense of creating even more pronounced under-recoveries that can never be properly corrected, as depicted on Schedule WMS-1.

Staff’s approach will also create higher long-term rates because future customers will have to pay retirement costs that should have been paid by current customers when the plant serving those current customers ultimately has to be retired.  In effect, this is due to the back-loading of costs under Staff’s approach, as discussed by Mr. Baxter and others at the hearing.  See Tr. p. 1346, line 17 to p. 1347, line 25; see also Tr. p. 1369, line 15 to p. 1372, line 16, where Mr. Baxter discussed with Commissioner Murray that Staff’s approach seems directed toward a temporary short-term rate reduction, but at a cost for the children and grandchildren of current ratepayers that is then exacerbated by the negative amortizations Staff proposes of so-called past “over accruals,” and the resulting higher overall rates and the potential rate shock that will result.  
E.
The rate base treatment discussed above is also critical in smoothing out the impact on customer rates of variations in net salvage costs, and ultimately leads to lower overall customer rates TC "E.
The rate base treatment discussed above is also critical in smoothing out the impact on customer rates of variations in net salvage costs, and ultimately leads to lower overall customer rates" \f C \l "2" .

Staff may argue that if net salvage costs are continually increasing due to plant growth and inflation, then rates may spike up or cause rate shock without regard to the adoption of Staff’s approach.  First, even Mr. Oligschlaeger agreed that rate shock is a concern under Staff’s approach (Ex. 157, p. 93, lines 8-13).
  The rate base treatment solves or substantially reduces that problem, even if it did exist.  If a rate case occurs and the net salvage percentages go up leading to higher depreciation rates, to the extent net salvage is accrued at that time but has not yet been entirely spent, it will be credited to the depreciation reserve and reduce rate base.  In effect, ratepayers will earn the utility’s overall rate of return on every dollar of net salvage that the utilities may pre-collect.  Mr. Stout explains this concept in detail at page 17, line 17 to p. 19 line 4 and in Schedule WMS-2.  In fact, Schedule WMS-2 shows that the overall revenue requirement is lower under the standard approach in only a few years, even though annual accruals of net salvage are higher.  

Staff may argue that the benefits of a declining rate base do not occur until a rate case is filed (due to regulatory lag), and that is true.  However, ratepayers do not have to provide any return whatsoever on the $50 million per year of new capital investments made by Laclede until a rate case is filed either.  Since Laclede’s revenues related to depreciation only total about $22 million per year, the adverse effect of regulatory lag on Laclede
 is much greater than on ratepayers.  

Staff may also argue that Schedule WMS-2 assumes a static (i.e. non-growing) rate base and thus the overall revenue requirement will be higher under the standard approach where utility plant is growing.  That too may be true, in terms of aggregate revenue requirement, but as Schedule WMS-2 shows, if we assume the same universe of plant (i.e. if we make an apples to apples comparison of the two approaches), the standard approach produces lower overall rates.  If rates are, overall, higher under the standard approach it will not be because the accruals are too high, but rather, it will be because the plant is growing and thus naturally there will be more plant to retire in the future thus necessitating more net salvage accruals today from the customers who are using that growing plant base.  

F.
The standard approach fairly preserves cash flows with resulting benefits for utilities and ultimately ratepayers TC "F.
The standard approach fairly preserves cash flows with resulting benefits for utilities and ultimately ratepayers" \f C \l "2" .

Staff agrees that adoption of Staff’s approach reduces cash flows for utilities (Tr. p. 1829, line 24 to p. 1830, line 3); that credit ratings affect utility borrowing costs (Ex. 157, p. 10, lines 13-21); and that cash flows are a consideration for the Commission in setting rates (Ex. 157, p. 34, lines 17-22).  While Mr. Oligschlaeger’s pre-filed testimony may have suggested that utilities should not receive cash flows in rates for long term capital investments, Mr. Oligshlaeger agrees that cash flows provided by rates can be used for such items (Ex. 157, p. 35, line 13 to p. 36, line 9).  He agrees that is consistent with St. Louis County Water TA \s "St. Louis County Water"  (Ex. p. 36, lines 19-23).  He also agrees that, if Staff’s approach is adopted, cash flows from depreciation used by utilities for infrastructure today will have to come from somewhere else – either from issuing more equity or borrowing more money (Ex. 157, p. 39, line 16 to p. 40, line 21).  

Staff agrees that cash flows are an important factor used by credit rating agencies, and does not dispute that indeed cash flow is one of the most important factors (Ex. 157, p. 47, line 12 to p. 48, line 4).  There is no dispute that, if a utility’s credit ratings are lower, both its cost of debt and equity will go up making it more expensive to raise cash externally (Ex. 157, p. 50, lines 11 to p. 51, line 18).  There is also no dispute that, if credit agencies believe that there is a risk of under-recovery due to adoption of Staff’s approach, no matter the intentions of future commissions to allow recovery of removal costs, credit ratings will be negatively impacted (Ex. 157, p. 53, line 22 to p. 55, line 13).      

The testimony of Mr. Steven Fetter, who served on the Michigan Public Service Commission for approximately six years, including two years as Chair, was virtually unrebutted.  Mr. Fetter also spent over eight years working for one of the leading credit rating agencies in the country, Fitch, Inc., and during most of that time worked in or lead Fitch departments that dealt with public utility ratings.  Mr. Fetter was clear.  Cash flow is not only a factor or one of the most important factors with regard to utility credit ratings; it is the most important factor (Ex. 143, p. 10, lines 3-11; p. 12, lines 16-21).  Mr. Fetter discussed the reasons for the importance of cash flow in detail at p. 15, line 19 to p. 17, line 6 of Exhibit 143.  His discussion on those pages demonstrates the particular focus credit ratings agencies place on depreciation methodologies in place in a given state.  See also Ex. 143, Sch. SMF-1.

Mr. Fetter also explained how credit rating agencies track the likelihood that regulated utilities will receive rate recovery of their costs, and explained that aligning cost recovery with rates paid by customers using the assets provides greater comfort to ratings agencies (Ex. 143, p. 12, lines 5-15).  Given that even Staff admits that under-recovery is more likely (and we contend almost certain) under the Staff’s approach, it is axiomatic that credit ratings agencies will view that as a negative.   

Mr. Fetter was not just talking about theory.  His testimony reflects that there have been two, fully-litigated decisions in this state where the Commission imposed Staff’s approach to net salvage on utilities, and in both cases, the depreciation rates (which were lowered as a result of Staff’s approach) were cited by the credit rating agencies as a reason for two-notch downgrades in the credit ratings of those companies (Ex. 143, p. 13, line 9 to p. 14, line 6).  Those utilities were Laclede and The Empire District Electric Company, the only two utilities with depreciation rates that were ordered set using Staff’s approach. 
Mr. Baxter also discussed the practical effect of reduced cash flows caused by these out-of-the-mainstream depreciation rates.  He explained how this would exacerbate the already substantial shortfall in cash generated by depreciation as compared to the ongoing capital investments made by AmerenUE (and Laclede) in infrastructure used to provide service.  See Schedules WMS-5-1 and WMS-5-2 to Ex. 136.  This in turn would require greater reliance on external financing which would itself impose greater costs on the utilities and ultimately customers, particularly, if (as we have seen) Staff’s approach leads to lowered credit ratings (Ex. 135, pp. 20-23).  Mr. Baxter also addressed the negative long-term energy and public policy implications of Staff’s approach, negative policy implications that would be caused by the out-of-the-mainstream depreciation rates,
 lowered cash flows, higher capital costs, rate volatility, and ultimately higher long-term rates produced by Staff’s approach (Ex. 135, pp. 23-25). 

Couple Staff’s approach to depreciation policy (and its resulting extremely low depreciation rates) with Staff’s approach to allowed rates of return, and Missouri utilities (if Staff’s views prevail) face the prospect of unreasonably low cash flows from two fronts, as Mr. Oligschlaeger acknowledged.  See  Ex. 157, p. 115, line 15 to p. 116, line 5; p. 118, line 20 to p. 119, line 22, where Mr. Oligschlaeger agrees that Staff’s rate of return recommendations in the MGE gas utility rate case were below recent averages of returns granted in other jurisdictions and where he agreed that this too would depress cash flows.  

CONCLUSION TC "CONCLUSION" \f C \l "1" 

In the introductory portions of this Brief we provided the following summary bullet points:

· that authoritative texts and experts endorse the standard approach; 

· that Staff’s approach violates the Uniform System of Accounts; 

· that all but only two or three other jurisdictions endorse and follow the standard approach;

· that the standard approach produces conservative estimates of net salvage;

· that the same historical data is used in estimating both average service lives and net salvage, and that there is no evidence that net salvage estimates are any less reliable than the service life estimates Staff is more than willing to use;
· that the use of estimates is an accepted and necessary part of the ratemaking process

· that there is no evidence that any of the specific net salvage estimates used by Laclede for its requested depreciation rates are in any way inaccurate or flawed;

· that Staff’s expensing approach will consistently lead to an under recovery of net salvage costs; 

· that Staff’s approach produces higher rates in the long run;

· that Staff’s approach creates harmful and unnecessary rate volatility;

· that the standard approach, but not Staff’s approach, includes several safeguards to ensure that there will be neither winners nor losers to the extent there is a deviation between net salvage estimates and actual experience over time;

· that the standard approach promotes intergenerational equity and is consistent with the matching principle of ratemaking; 

· that abandonment of the standard approach undermines the financial integrity of utilities by producing out-of-the mainstream depreciation rates and cash flows that contribute to lower credit ratings and higher external financing costs; and

· that abandonment of the standard approach would have negative long-term energy and public policy implications for the state of Missouri.
The record in this case, as discussed in this Brief above, demonstrates beyond any reasonable debate, that each and every one of the above points, in fact, are true.  Therefore, we respectfully request that the Commission do what it should have done when its First Report and Order in this case was issued.  That is, the Commission should reverse its prior decision to adopt the Staff’s approach.  In doing so, the Commission should be mindful of the fact that these depreciation and net salvage issues have come up time and time again over the last several years.  For that reason, the Commission should provide sound guidance on why it is adopting the standard approach, why that approach is superior to Staff’s approach, and why the Commission’s decision to adopt the standard approach in this case, while not a binding statement of policy, should serve as the kind of “point of reference” Staff counsel referred to in discussing the KCPL case that has provided parties before the Commission with such a “point of reference” relating to advertising expense since 1985.  See  Tr. p. 1239, lines 2 -19.  As Staff Counsel indicated, deciding the net salvage issues in this case – the standard approach versus Staff’s approach – is indeed “an important undertaking” (Id.).  
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� Both Laclede and AmerenUE were active participants in the appeal before the Western District, and AmerenUE has been an intervenor in this case beginning shortly after it was filed, and has actively participated in it, in particular with regard to the important depreciation and net salvage issues which remain the subject of these proceedings, from the beginning.


� � TA \l "In re: Missouri Public Serv. Co., Case No. ER-97-394, 1998 Mo. PSC LEXIS 16 (Mar. 6, 1998)" \s "Missouri Public Serv." \c 3 �In re: Missouri Public Serv. Co., Case No. ER-97-394, 1998 Mo. PSC LEXIS 16 (Mar. 6, 1998).


� Mr. Adam is no longer employed by the Commission.


� Cost of removal and cost of retirement are synonymous.  


� Regular retirements reflect the original cost of the plant retired.


� See the bottom right of the Exhibit in the last column.


� Mr. Adam’s approach backs into a net salvage percentage that is included in the overall whole life depreciation formula set forth above, but the result of applying Mr. Adam’s approach or the approach now favored by Staff is substantially the same, as discussed later in this Brief.  


� Although the Commission held out the possibility that it might use Staff’s approach in other cases in St. Louis County Water� TA \s "St. Louis County Water" �, as discussed below, as indicated by Mr. Warner Baxter in his testimony (Ex. 135, p. 6), the facts in St. Louis County Water are in substance indistinguishable from the facts relating to the mass property accounts at issue in this case.


� AmerenUE’s electric distribution plant is “mass property” similar in characteristics to the gas distribution plant directly at issue in this case.


� Laclede only requested about 1/3 of that expense in rates (about $2.3 million) when this rate case was filed, but application of the standard approach would have entitled Laclede to request the approximately $7 million per year (Ex. 23, p. 7, lines 15-23; p. 11, line 13 to p. 12, line 6; Tr. p. 1279, line 9 to p. 1280, line 2).


� All statutory references are the Revised Statutes of Missouri (2000), unless otherwise noted.


� 18 CFR Parts 101 and 201 adopted by the Commission at 4 CSR 240-20.030 and 40.040.


� Those customers might pay some additional amount for trucks used to serve past customers, but as demonstrated in more detail below, Staff’s approach systematically provides an inadequate amount to cover these retirement costs because, as discussed in more detail in Section II.E of this Brief, Staff’s approach ignores plant growth and inflation.


� Accrual accounting counts transactions when they occur, regardless of when the cash is paid or received for them.  Thus, in the context of net salvage costs, the costs are recognized when the service is rendered, i.e., during each year of an asset’s service life, rather than when the cash is paid for those costs (Ex. 136, p. 8, lines 15-21).


�  USOA, Pt 101, General Instructions, No. 22A.


�  Id., No. 22B.


� Mr. Adam likewise made up his own “theory” of depreciation that too had no support by any other expert, text or other authority (Tr. p. 893, line 23 to p. 894, line 7).


� Following this logic, Ms. Schad would not agree that Barry Bonds is a nationally recognized baseball player (Ex. 156, p. 31, lines 5-20; Tr. p. 1571, line 24 to p. 1572, line 9).


� And, as the Western District noted, the Commission has also failed to provide such an explanation because, we respectfully submit, the record did not and still does not provide a basis for such an explanation.


� Another puzzling, but important fact, is that even after switching methods in midstream (from the standard approach to Staff’s approach), which had the effect of creating an “over accrual” when one might not otherwise exist, the aggregate over accrual for Laclede was only about one year’s worth of net salvage costs and Mr. Adam did not find it to be significant (Tr. p. 881, line 21 to p. 883, line 11).  An insignificant over accrual certainly does not seem to create a sufficient justification to abandon the standard approach.


� And while Mr. Oligschlaeger has substantial training and experience as an accountant, he has no experience, training, or expertise at all in the use or application of principles relating to depreciation and net salvage (Ex. 157, p. 5, line 5 to p. 6, line 19; Tr. p. 2018, line 6 to p. 2019, line 13).


� See Ex. 124 p. 4.  Note that Mr. Adam used past costs incurred from 1992 to 1996 to provide a small allowance (only -7%) for net salvage for steel mains that would apply to post-1999 utility rates, thus he used expense levels that were from 4-10 years out of date.


�  Ex. 124, page 2.


�  The IURC’s entire discussion of these net salvage issues, which reflects a thorough analysis of both approaches and a clear and unequivocal endorsement of the standard approach, starts at page 158 and ends at page 203 (all page references are to pagination provided by LEXIS).  In addressing these issues, the IURC uses the term “dismantlement costs” in place of the more commonly used “removal” or “retirement” costs.  Messrs. Baxter (Ex. 135, pp. 14, 16-17) and Fetter (Ex. 143, pp. 8-9) also discuss the IURC’s decision in their pre-filed testimony.   


� Id. at� TA \s "PSI Energy" � pp. 200-01.


� Id. at� TA \s "PSI Energy" � p. 198.


� See Mr. Stout’s testimony on this point, Ex. 137, p. 10, line 18 to p. 12, line 5.


� Ms. Schad is at times emphatic in pointing out that this case does not involve terminal net salvage for life span property (Tr. p. 1611, lines 20-24), but when it suits her purposes, she chooses to cite to principles that have only been applied in cases involving terminal net salvage for life span property (See, e.g., her citation to this Commission’s decision in Case No. ER-97-394 for the proposition that future net salvage costs for terminal net salvage for life span property were not known and measurable in that case, though Ms. Schad failed to point out that in that very same case Staff reversed its earlier course and recommended the standard approach for mass property.  


� Ms. Schad agrees they are known and measurable, but argues that they are not “predictive.”  Yet she and Mr. Oligschlaeger admit that they have done no analysis or study that supports their conclusion that they are not predictive.  The only evidence of record on that point is that the net salvage estimates reflect the inflation and growth in plant that we are seeing over time and produce conservative estimates of net salvage.  


� Depreciation Practices at p. 157.


� In other contexts, Staff seems to agree.  See Tr. p. 1656, lines 4-15, wherein Ms. Schad explains that a period of 20 years would probably be appropriate to amortize back so-called over accruals since it probably took about 20 years to “build it up” and Staff would want to return it “as close as possible . . . to the customers who would have paid it.”  Ms. Schad’s statements indicate that a generation of customers is at least 20 years or so, as any reasonable definition of “generation” would hold.


� Recall that Staff alleged that there was an over accrual in the depreciation reserve for AmerenUE of about $350 million.  Thus, at a 10% rate of return, the revenue requirement would be lower by $35 million per year because rate base would be reduced by the $350 million due to the rate base treatment.


� To a small extent, Mr. Adam’s particular approach in this case would place a much smaller amount in the deprecation reserve, but it is clear that Staff’s preferred method has evolved to a pure expense – a pure cash approach – that is totally outside the depreciation calculation and depreciation reserve.


� Gas and electric utilities must submit such studies no less than every 5 years (4 CSR 240-3.175 and 3.275).


� In admitting that the true-up mechanism exists, Ms. Schad was trying to make a point, that is, that the negative amortization recommended for AmerenUE in Case No. EC-2002-1 was an illustration of the true-up.  The problem with Ms. Schad’s contention is twofold.  First, two-thirds of the alleged over accrual had nothing to do with net salvage, but rather, had to do with claimed estimation problems with service lives, though Staff contends service life estimates are perfectly reliable, as discussed earlier.  Second, there would have been no over accrual at all relating to net salvage had Staff not attempted to switch methodologies.


� As Mr. Stout also points out, recent FERC orders will soon require that the net salvage portion of depreciation accruals in the depreciation reserve be tracked separately from the original cost portion in any event.


� Neither Laclede nor AmerenUE are asking the Commission to adopt a new policy that suddenly increases their cash flows.  Rather, they are asking the Commission to continue to standard approach which will prevent their cash flows from being substantially diminished by use of Staff’s approach.


� Staff may argue that utilities need only file “frequent” rate cases to address the under-recovery problem.  Not only is it poor regulatory policy to encourage more, not less rate cases, simply because Staff’s approach is inherently flawed, but even frequent rate cases will not solve the inevitable winners and losers created by the inevitable lag that will exist regardless of how often rate cases are filed, as explained by Mr. Stout (Ex. 135, p. 15, line 16 to p. 16, line 20).


� Mr. Oligschlaeger also meant to imply that customers may feel “cash flow shock” under the standard approach, but there is no evidence that customers have felt such “shock” during the decades of use of the standard approach.


� The same facts are true for AmerenUE – whose annual cash outlays for capital investment in electric distribution plant alone are just under $140 million per year while cash flows from depreciation are only around $90 million per year.  Had Staff’s approach been implemented in AmerenUE’s last rate case, those cash flows would have dropped to under $60 million, a deficit of nearly $80 million annually.  See Ex. 136, Sch. WMS-5-2.


� As Mr. Baxter also pointed out at the hearings, not only would adoption of Staff’s approach lower cash flows for Missouri utilities as a result of out-of-the mainstream depreciation rates (which as noted above may be coupled with out-of-the mainstream rates of return if Staff’s recent recommendations were adopted), but Missouri utilities in fact have an even greater need for cash to be generated internally to fund infrastructure than many non-Missouri utilities since Missouri utilities must front the cash needed for infrastructure since construction work in progress (“CWIP”) is not included in rate base in Missouri (Tr. p. 1347, lines 7-13).  
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