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Summary

In this report and order, the Commission finds that Missouri Gas Energy (MGE), a division of Southern Union Company, is entitled to a rate increase sufficient to generate a revenue increase of approximately $___ million.

FINDINGS OF FACT

The Missouri Public Service Commission, having considered all of the competent and substantial evidence upon the whole record, makes the following findings of fact.  The Commission in making this decision has considered the positions and arguments of all of the parties.  Failure to specifically address a piece of evidence, position, or argument of any party does not indicate that the Commission has failed to consider relevant evidence, but indicates rather that the omitted material was not dispositive of this decision.

In making its Findings of Fact and Conclusions of Law, the Commission is mindful that it is required, after a hearing, to "make a report in writing in respect thereto, which shall state the conclusion of the commission, together with its decision, order or requirement in the premises."
   Because Section 386.420 does not explain what constitutes adequate findings of fact, Missouri courts have turned to Section 536.090, which applies to "every decision and order in a contested case," to fill in the gaps of Section 386.420.

Section 536.090 provides, in pertinent part:

Every decision and order in a contested case shall be in writing, and . . .the decision . . . shall include or be accompanied by findings of fact and conclusions of law. The findings of fact shall be stated separately from the conclusions of law and shall include a concise statement of the findings on which the agency bases its order.


Missouri courts have not adopted a bright-line standard for determining the adequacy of findings of fact.
  Nonetheless, the following formulation is often cited:

The most reasonable and practical standard is to require that the findings of fact be sufficiently definite and certain or specific under the circumstances of the particular case to enable the court to review the decision intelligently and ascertain if the facts afford a reasonable basis for the order without resorting to the evidence.

Findings of fact are inadequate when they "leave the reviewing court to speculate as to what part of the evidence the [Commission] believed and found to be true and what part it rejected."
 Findings of fact are also inadequate that "provide no insight into how controlling issues were resolved" or that are "completely conclusory."


With these points in mind, the Commission renders the following Findings of Fact.
Procedural History

On May 2, 2006, MGE, a division of Southern Union Company (MGE), filed tariff sheets designed to implement a general rate increase for natural gas service in the amount of $41,651,345. The tariff revisions carried an effective date of June 2, 2006.  

On May 12, 2006, the Commission suspended MGE’s tariff until March 30, 2007, the maximum amount of time allowed by the controlling statute.
  In the same order, the Commission directed that notice of MGE’s tariff filing be provided to interested parties and the public.  The Commission also established June 1, 2006 as the deadline for submission of applications to intervene.

Timely applications to intervene were filed by Trigen-Kansas City Energy Corporation (Trigen), the University of Missouri-Kansas City (UMKC), Central Missouri State University (CMSU) and the Midwest Gas Users’ Association (MGUA);
. Those applications to intervene were granted on June 13, 2006.  Subsequent applications to intervene by the City of Kansas City, Missouri (Kansas City) and Jackson County, Missouri (Jackson County) were granted in orders dated June 29 and July 28, 2006
On July 13 2006, the Commission established the test year for this case as the 12-month period ending December 31, 2006, updated for known and measurable changes through June 30, 2006.  A further true-up period through October 31, 2006, for the purpose of updating certain cost components, was established.  Also, the Commission established a procedural schedule leading to a hearing beginning on January 8, 2007. 

The Commission conducted seven local public hearings at which the Commission heard comments from MGE’s customers and the public regarding MGE’s request for a rate increase.  Public hearings were held in Slater and St. Joseph on October 24, 2006, in Warrensburg and Nevada on October 25, 2006, and in Republic, Joplin and Kansas City on October 26, 2006. 

The parties prefiled direct, rebuttal, surrebuttal and true-up testimony.  The evidentiary hearing began on January 8, 2007, and continued through January 17, 2007.  By agreement of the parties, the true-up hearing scheduled for January 31 through February 2, 2007, was cancelled on January 31, 2007, as unnecessary.

The Partial Stipulation and Agreement on Class Cost of Service

On December 8, 2006, during the course of the evidentiary hearing, MGE, Staff, MGUA, CMSU, UMKC, Kansas City and Jackson County filed a Partial Nonunanimous Stipulation and Agreement.  This partial stipulation and agreement reflected the agreement of those parties on the topic of class cost of service that would otherwise have been the subject of testimony at the hearing.  It represented a recommendation that any revenue increase should be spread among the rate classes on the basis of an equal percentage of current non-gas revenues.  No party opposed the partial stipulation and agreement.  As permitted by its regulations, the Commission treated the unopposed partial stipulation and agreement as a unanimous partial stipulation and agreement.  On December 8, 2006, the Commission issued an order approving that partial stipulation and agreement as a resolution of the issue addressed in that agreement. 

The Partial Stipulation and Agreement on Depreciation

On January, 2007, during the course of the evidentiary hearing, MGE and Staff filed a Partial Nonunanimous Stipulation and Agreement.  This partial stipulation and agreement reflected the agreement of those parties on the topic of depreciation rates and expense that would otherwise have been the subject of testimony at the hearing.  It represented a recommendation that resolved their differences concerning depreciation rates, average service lives, net salvage, life-only rates and net salvage rates for various capital accounts.  No party opposed the partial stipulation and agreement.  As permitted by its regulations, the Commission treated the unopposed partial stipulation and agreement as a unanimous partial stipulation and agreement.  On January 30, 2007, the Commission issued an order approving that partial stipulation and agreement as a resolution of the matters addressed in that agreement.
Overview

MGE is a division of Southern Union Company (Southern Union).  As a division, MGE has no separate corporate existence apart from Southern Union.  MGE’s divisional headquarters is located in Kansas City, Missouri, and it provides natural gas service to customers in Kansas City, Joplin, St. Joseph, and other smaller cities in the western half of Missouri.  MGE is a local distribution company, sometimes referred to by the acronym LDC.  That means that MGE purchases natural gas from a supplier, pays to transport the gas to Missouri over one or more interstate pipelines, and then distributes the natural gas to its customers in this state.  

Southern Union is headquartered in Houston, Texas, and, in addition to MGE, has another division that operates as a LDC in New England.  In addition to its LDC divisions, Southern Union owns Panhandle Eastern Pipeline Company (Panhandle Eastern), which is an interstate pipeline company.  Unlike its LDC operating divisions, Panhandle Eastern is a subsidiary of Southern Union, rather than a division.  That means that Panhandle Eastern has a separate corporate existence and issues and holds debt in its own name. 

As previously indicated, as a LDC MGE must purchase natural gas from supply sources, transport the gas over an interstate pipeline, and then distribute that gas to its customers.  This Commission does not have any authority to regulate the price that MGE must pay to purchase and transport gas over the interstate pipeline.  The purchase price of natural gas is set by the market and transportation rates are regulated by the Federal Energy Regulatory Commission (FERC).  As a result, this rate case has nothing to do with those aspects of the cost of natural gas. 

The price that MGE must pay to purchase and transport natural gas is passed through, dollar for dollar, to its customers through the PGA/ACA process.  Therefore, if MGE is to recover its cost of distributing natural gas to its customers and earn a profit, it must have another source of income.  It is those costs, and that source of income, that are at issue in this rate case.     

MGE began the rate case process when it filed its tariff on May 2, 2006.  In doing so, MGE asserted that it was entitled to increase its rates enough to generate an additional $41,651,345 in general revenues per year.  MGE set out its rationale for increasing its rates in the direct testimony that it filed along with its tariff on May 2, 2006.  In addition to its filed testimony, MGE provided work papers and other detailed information and records to the Staff of the Commission, Public Counsel, and to the intervening parties. Those parties then had the opportunity to review MGE’s testimony and records to determine whether the requested rate increase was justified. 

The parties prefiled written testimony for the purpose of raising those issues to the attention of the Commission.  All parties were given an opportunity to prefile three rounds of testimony – direct (including a separate round of true-up), rebuttal, and surrebuttal.  The process of filing testimony and responding to the testimony filed by other parties revealed areas of agreement that resolved some issues and areas of disagreement that revealed new issues.  On November 28, 2006, the parties filed a Joint List of Issues that stated the issues that they asked the Commission to resolve. 

As previously indicated, a number of the identified issues were resolved by the approved partial stipulations and agreements and will not be further addressed in this report and order.  The remaining issues will be addressed in turn.  The issue description for each issue is taken from the Joint Statement of Issues filed by the parties.  Factual matters will be addressed in the Findings of Fact section.  If an issue also contains a legal aspect, that portion of the issue will be addressed in the Conclusions of Law section. 
Revenue Requirement


Ratemaking involves two successive processes:
  first, the determination of the “revenue requirement,” that is, the amount of revenue the utility must receive to pay the costs of producing the utility service while yielding a reasonable rate of return to the investors.
 The second process is rate design, that is, the construction of tariffs that will collect the necessary revenue requirement from the ratepayers. Some of the parties have filed separate non-unanimous stipulations on class cost of service and depreciation, to which no party has objected.


Revenue requirement is usually established based upon a historical test year which focuses on four factors: (1) the rate of return the utility has an opportunity to earn; (2) the rate base upon which a return may be earned; (3) the depreciation costs of plant and equipment; and (4) allowable operating expenses. These four issues will be discussed separately below.


The calculation of revenue requirement from these four factors is expressed in the following formula:




RR = C + (V – D) R



where: RR = Revenue Requirement;




C = Prudent Operating Costs, including Depreciation




Expense and Taxes;




V = Gross Value of Utility Plant in Service;




D = Accumulated Depreciation; and




R = Overall Rate of Return or Weighted Cost of Capital.


The return on the rate base is calculated by applying a rate of return, that is, the weighted cost of capital, to the original cost of the assets dedicated to public service less accumulated depreciation.
 The Public Service Commission Act (Act) vests the Commission with the necessary authority to perform these functions. Section 393.140(4) authorizes the Commission to prescribe uniform methods of accounting for utilities and Section 393.140(8) authorizes the Commission to examine a utility's books and records and, after hearing, to determine the accounting treatment of any particular transaction. In this way, the Commission can determine the utility's prudent operating costs. Section 393.230 authorizes the Commission to value the property of electric utilities operating in Missouri, that is, to determine the rate base. Section 393.240 authorizes the Commission to set depreciation rates and to adjust a utility's depreciation reserve from time-to-time as may be necessary.


To begin deciding MGE’s revenue requirement, the Commission will first discuss rate of return.
  
Cost of Capital
The first group of issues concerns the rate of return that MGE will be authorized to earn on its rate base; in other words, the return requirement in the revenue requirement formula just mentioned.  Rate base includes things like gas mains in the ground, gas meters, and the trucks driven by MGE’s repair crews.  In order to determine a rate of return, the Commission must determine MGE’s cost of obtaining the capital that it needs.  The first step toward doing that requires a determination of the appropriate mix of capital sources that MGE will use to obtain its needed capital.  That is called a capital structure.
Capital Structure and Costs of Capital other than Common Equity:  What is the appropriate Capital Structure (i.e., the relative proportions of long-term debt, short-term debt, preferred equity and common equity) to use in calculating MGE’s cost of service?


MGE is a division of Southern Union and has no common stock of its own.  MGE is but one of several business units of Southern Union,
 and, for his cost of capital recommendations, MGE witness Frank Hanley does not rely at all upon Southern Union.  Rather, Mr. Hanley evaluated the market data of two proxy groups of LDCs and adjusted the common equity cost rate derived therefrom to reflect MGE’s greater risks.
  MGE asserts that Southern Union cannot be utilized as a proxy for how MGE’s rate base should be financed because Southern Union’s market prices does not reflect the risks associated with a LDC.
  Mr. Hanley’s recommended fair rate of return is 8.85 percent applicable to a hypothetical ratemaking capital structure consisting of 54 percent total debt and 46 percent common equity capital.  The long-term and short-term debt cost rates utilized relate to the hypothetical debt ratio of 54 percent, which is comprised of 44.09 percent long-term debt and 9.91 percent short-term debt with cost rates of 6.57 percent and 5.47 percent.
  

Staff witness David Murray uses Southern Union’s capital structure as a proxy for MGE’s.  Mr. Murray’s recommended fair rate of return is a range of 8.01 to 8.23 percent applied to a capital structure consisting of 57.57 percent total debt, 1.11 percent short-term debt and 5 percent preferred stock and 36.31 percent common equity capital.
[insert analysis]

Therefore, the capital structure that shall be used for the purpose of calculating rate of return in this case is as follows:

Common Stock:

_____%

Preferred Stock:

_____%

Long-Term Debt

_____%

Short-Term Debt

_____%

Once an appropriate capital structure is established, the cost of the various types of capital – common equity, preferred equity, long-term debt, and short-term debt – are multiplied by the percentage of their prevalence in the chosen capital structure to arrive at the weighted cost of capital.  
Return on Equity:  What is the appropriate return on equity to use in calculating MGE’s cost of service?
The Commission must estimate the cost of common equity capital.  This is a difficult task, as academic commentators have recognized.
  The United States Supreme Court, in two frequently cited decisions, has established the constitutional parameters that must guide the Commission in its task.
 In the earlier of these cases,

Bluefield Water Works, the Court stated that:

Rates which are not sufficient to yield a reasonable return on the value of the property used at the time it is being used to render the services are unjust, unreasonable and confiscatory, and their enforcement deprives the public utility company of its property in violation of the Fourteenth Amendment.

In the same case, the Court provided the following guidance as to the return due to equity owners:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties; but it has no constitutional right to profits such as are realized or anticipated in highly profitable enterprises or speculative ventures. The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.

The Court restated these principles in Hope Natural Gas Company, the later of the two cases:

‘[R]egulation does not insure that the business shall produce net revenues.’ But such considerations aside, the investor interest has a legitimate concern with the financial integrity of the company whose rates are being regulated.  From the investor or company point of view it is important that there be enough revenue not only for operating expenses but also for the capital costs of the business. These include service on the debt and dividends on the stock. By that standard the return to the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks. That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.


In the final analysis, it is not the method employed, but the result reached, that is important.
 The Constitution "does not bind ratemaking bodies to the service of any single formula or combination of formulas."



MGE’s Evidence:  Mr. Hanley’s recommended common equity cost rate of 11.75
 percent reflects current capital market conditions and results from the application of four established market-based cost of common equity models: the discounted cash flow (DCF) approach, the risk premium model (RPM), the capital asset pricing model (CAPM), and the comparable earnings model (CEM).  Each of the models utilized is market-based and predicated upon the Efficient Market Hypothesis (EMH).
  Using two proxy groups and the four common equity models, Mr. Hanley arrived at a common equity cost rate of 11.75 percent.  Mr. Hanley explains that that cost rate needs to be adjusted upward to reflect MGE’s greater risk attributable to its smaller size and lack of protection from weather fluctuations as compared to the two proxy groups.




Pointing to the financial literature, Mr. Hanley explains the prudence of relying upon all of the market-based models in arriving at a return on equity recommendation.  Because all of the models are discussed in the financial literature, the EMH requires the assumption that investors rely upon all of these models.
  Consequently, Mr. Hanley relies upon four widely-discussed and utilized cost of common equity models as principal tools in reaching his recommended equity cost rate.  As explained by Mr. Hanley, “[n]o single cost of common equity model is so theoretically superior to the others, or so precise, to justify sole reliance on it in the application of the traditional ratemaking paradigm.”
 



Mr. Hanley reviewed the results of the applications of each cost of common equity model in arriving at a common equity cost rate of 11.75 percent, which is applicable to his two selected proxy groups.
  After making an upward adjustment for MGE’s additional risk, Mr. Hanley determined that the common equity cost rate applicable to MGE is 11.95 percent.
 Mr. Hanley, however, prepared an update of his common equity cost rate to reflect more current capital market conditions.  With this update, Mr. Hanley utilized the same cost of common equity models and applied them in the same manner discussed in his direct testimony.  Mr. Hanley’s updated cost rate of common equity capital is 11.75 percent, with a resulting overall rate of return of 8.85 percent.
  



With both his original recommendation and his updated recommendation, Mr. Hanley tested the reasonableness of his conclusions by calculating an adjusted DCF cost rate to account for the impact of the added financial risk “attributable to the divergences of the market values and book values of common stocks on DCF cost rate, especially in a volatile stock market.”
  According to Mr. Hanley, the DCF model tends to understate the true cost of common equity capital when the market values of utilities’ common stocks exceed their book values.  As explained by Mr. Hanley, the basis for the adjustments made to account for the greater financial risk of a market-based DCF cost rate, which is applied to a much lower common equity ratio measured at book value (or the common equity financed portion of an original cost rate base), is supported academically in an article by Robert S. Hamada entitled, “Portfolio Analysis, Market Equilibrium and Corporate Finance”
 and by other regulatory decisions.
 

As illustrated in Mr. Hanley’s testimony, and as shown on page two of Schedule FJH-1, a credible unadjusted DCF cost rate ranges from 10.41 percent to 10.43 percent, while the RPM, CAPM and CEM cost rates are in the 10.25 percent to 14.37 percent range.  The range of DCF cost rates, adjusted to reflect the added financial risk when applied to the book value of equity, is 11.60 percent to 11.69 percent before adjustment to reflect MGE’s added risks. This confirms the reasonableness of Mr. Hanley’s original recommendation of an 11.95 percent common equity cost rate. As a further check on the reasonableness of his recommended common equity cost rate, Mr. Hanley reviewed regulatory awards made to LDCs during the period January 1, 2004, through December 31, 2005.  He determined that the average awarded ROE in fully litigated cases was 10.66 percent, relative to a 46.91 percent common equity ratio.
 Mr. Hanley also determined that the average of all litigated awarded ROEs to LDCs during the two-year period ended September 30, 2006, is 10.58 percent.
 


Staff’s Evidence:  Staff witness David Murray has recommended a range of common equity cost rate of 8.65 percent to 9.25 percent.  Mr. Murray essentially relies solely upon the DCF model to arrive at his recommended common equity cost rate.  He does apply the CAPM model,
 but only as a “check” on his recommendation.
 


Public Counsel's Evidence:  Public Counsel witness Russell Trippensee prepared and filed testimony in this matter to “address the revenue requirement implications of the proposed changes in rate design” and stated that Public Counsel recommends “that the appropriate return on equity be set at an appropriate point between the cost of debt for MGE (7.70%) and the low end of Staff’s rate of return recommendation of 8.65%.”
  

After considering all of the evidence and the arguments of the parties, the Commission determines that the appropriate ROE is ___%. This ROE is within a zone of reasonableness. 
Income Statement – Revenues

Weather Normalization:    What is the appropriate measure of normal weather to be used in calculating 1) MGE’s revenue requirement and 2) the billing determinants to be used in establishing MGE’s volumetric rate element?


MGE proposes to use a 10-year Heating Degree Day (“HDD”) average to normalize its annual gas volumes for rate case purposes.  Historically, the company has used a 30-year HDD average computed by the National Oceanic and Atmospheric Administration (“NOAA”) to normalize its gas volumes for weather.
  MGE has proposed this change in the calculation of HDD because it contends that the use of a 10-year HDD average will result in improved forecasting for normalizing MGE’s gas volumes and that the 10-year average will better reflect the expected normal weather conditions during the period in which its base rates will be in effect.
  



In his testimony, Mr. Feingold examined the Company’s annual HDD over the 106-year period from 1900 to 2005 in order to determine the best predictor of future HDD levels for purposes of “normalizing” actual natural gas volumetric consumption during the test year and for the timeframe during which the Company’s rates are expected to be in effect.  For this analysis, he tested four alternative means for forecasting HDDs: (1) a 30-year average of annual HDD data ending in 2005; (2) a 20-year average of annual HDD data ending in 2005; (3) a 10-year average of annual HDD data ending in 2005; and (4) a 5-year average of annual HDD data ending in 2005.  He then conducted a statistical comparison of the predictive capability of these four timeframes to determine which was more accurate.
  

For this analysis, Mr. Feingold adopted the standard NOAA definition of a HDD - the difference between the average daily temperature (based on maximum and minimum daily temperatures) and 65 degrees Fahrenheit (or zero if the average temperature is above 65 degrees Fahrenheit).  The weather stations used were Kansas City International Airport, Kansas City Downtown Airport and Springfield Regional Airport.  First, weather averages were calculated for the four alternatives being tested starting in 1901, so it was possible to calculate 30-year, 20-year, 10-year and 5-year averages for the years 1930 through 2005.  Mr. Feingold then compared each of the four alternative averages for each year to the actual HDD value observed two (2) years later.  The Company attempted to use data ending in the test year, calendar 2005, in order to predict weather approximately two years in the future when its approved rates will be in effect.
  
Staff witness Curt Wells uses the 30-year time period used by NOAA and the World Meteorological Organization.  Mr. Wells states in his Direct Testimony that his choice of the 30-year period is based on: (1) previous Staff analysis, (2) prior Commission decisions, and (3) the standards for normal weather variables established by NOAA and the WMO.
  Mr. Wells's support for a 30-year weather normal can be summarized as follows: (1) 30-year weather normals are standards of NOAA and WMO and are officially generated numbers; (2) the Commission has utilized 30-year normals as its practice or policy; and (3) the Staff has conducted “analysis” in support of a 30-year normal.
  The 30-year NOAA HDD average omits much of the most recent, relevant weather data in that the period of 1971 to 2000 does not include NOAA weather data from 2001 through 2005, even though they are available.  The Commission notes that Staff used NOAA weather data (i.e., actual daily HDDs) from the test year, 2005 to calculate actual HDDS.
  This means that rates that will go into effect in 2007 and continue in effect beyond that would be established on weather data no more current than the year 2000.   

Mr. Wells believes that the “test year” concept as practiced in Missouri amounts to a “back cast” of a utility’s normal operating conditions to compute its revenue requirement and rates rather than a “forecast” of conditions expected to occur during the time when the new rates are in effect.  Thus, he believes that the choice of the weather normal should not be based upon its ability to represent, or predict, future weather.
  In contrast, Staff witness Schallenberg seemingly contradicts this view concerning ratemaking policy: 

One of the fundamental principles that has long governed ratemaking in this jurisdiction is the axiom that ratemaking is and should be a forward-looking and prospective process. (Schallenberg Rebuttal, p.3)
Income Statement - Expenses       

Another group of issues concerns the expenses that MGE incurred during the test year and will likely incur in the future.  MGE asks to recover these expenses from its customers through the rates that will be established in this case. 


Property Tax Refunds:  What is the proper treatment of $5,554,068 in property tax refunds received by MGE during the test year?
During the test period, MGE received and booked property tax refunds totaling $5,554,068 that related to taxes paid for tax years 2002, 2003, and 2004. Staff proposes that the entire amount of these refunds be set up as a deferred credit and amortized over five years to offset property tax expense during the test period and into the future.
 

MGE opposes Staff’s proposal and claims, among other things, that Staff’s proposed adjustment constitutes unlawful retroactive ratemaking. For this proposition, MGE points to State ex rel. Util. Consumers Council of Missouri, Inc. v. Pub. Serv. Comm’n., 585 S.W.2d 41, 58 (Mo. 1979).
 In that case, the Missouri Supreme Court confirmed that retroactive ratemaking is unlawful in this state and defined it as "the setting of rates, which permit a utility to recover past losses or which require it to refund past excess profits collected under a rate that did not perfectly match expenses plus rate-of-return with the rate actually established."  The court's opinion also limits how the Commission can consider and use past losses or gain to set future rates:

The commission has the authority to determine the rate to be charged, §393.270. In so determining it may consider past excess recovery insofar as this is relevant to its determination of what rate is necessary to provide a just and reasonable return in the future, and so avoid further excess recovery. [citation omitted] It may not, however, redetermine rates already established without depriving the utility (or the consumer if the rates were originally too low) of his property without due process. (emphasis original)

MGE also disputes Staff’s claim that the refund represents an overcollection of property tax expense that should be returned to its customers. It counters that just because MGE received property tax refunds does not mean its tax payments – on either a gross or net basis – were not at or above the level assumed for ratemaking purposes in previous cases. MGE states the refunds simply reflect the fact that the Company paid more property taxes than it owed. 

Unrecovered Cost of Service Amortization:  Should MGE recover $15.6 million in rates amortized over five years for alleged revenue loss due to lower customer gas use for the period January through June, 2006?



In MGE’s last rate case, Case No. GR-2004-0209, the Company asked the Commission: (1) to authorize a weather normalization clause or a weather mitigation rate design similar to one that had been previously authorized for Laclede Gas Company; (2) to base its weather normalization adjustment on recent weather data that would more accurately predict customer usage; and (3) to approve an attrition adjustment to normalized sales volumes to recognize the fact that MGE has experienced a consistent decline in average, per-customer usage. MGE also proposed to increase the proportion of revenues recovered by way of fixed rate elements, as opposed to volumetric rate elements. The Company made these proposals in an effort to assure that the rate structure adopted by the Commission would give the Company a realistic opportunity to actually recover its allowed cost of service.
 



MGE points out that none of these proposals was adopted and claims that as a consequence of extraordinarily warm weather during the first three months of 2006, average per-customer usage for the residential class fell 27.36 percent below the level that was assumed when rates were set in the last case. To recover this test year shortfall, MGE proposes to amortize over five years the difference between MGE’s actual revenues for the period January 1, 2006, through June 30, 2006, and the level of revenues that was assumed in Case No. GR-2004-0209. The total amount of that shortfall is $15.6 million, and of that total one-fifth, or approximately $3.125 million, would be added to the test period cost of service to be used to set rates in this case.
 



Staff argues that the Company’s proposal constitutes unlawful retroactive ratemaking, and opposes the adjustment on that basis. As explained in the testimony of Staff’s witness, Robert Schallenberg,



“Retroactive ratemaking” is the setting of rates to allow a utility to recover the specific costs of past events incurred by the utility so as to make utility shareholders “whole” or, conversely, it is the setting of rates to reimburse customers related to past over-earnings of a utility so as to make the customers “whole.” Both of these instances contrast with normal ratemaking practices, which are intended to allow a utility to recover a normal ongoing level of costs.

He goes on to state his belief that allowing a utility to recoup past losses, or forcing it to return past gains, through future rates represents a “significant disincentive to utility efficiency,” which makes adoption of the company’s proposal bad regulatory policy.
 Finally, Mr. Schallenberg asserts that the Commission should reject MGE’s proposed adjustment because “[a] utility assumes the risk that it will not be able to earn its authorized ROE under traditional ratemaking practices . . ..”


Rate Case Expense:  What is the appropriate amount and treatment of rate case expense, including amortization of prior rate case expense, in this case?
In MGE’s last rate case, the Commission allowed rate case expenses totaling $893,823.75 and authorized a three-year amortization of that amount.
 Rates approved in that case took effect on October 2, 2004.
  As of the operation of law date in this case, the entire amortization period prescribed by the Commission for recovery of those costs will not have elapsed and only a portion of the total amount authorized will have been collected. 



In the current case, Staff recommends a three-year amortization of whatever amount of rate case expense the Commission finds to be reasonable and prudent. But Staff opposes including within that amount the unamortized portion of rate case expense that was approved in MGE’s last rate case.  As expressed in the direct testimony of Staff’s witness, Paula Mapeka, it is Staff’s “policy” to recommend “recovery in rates of normalized rate case expense only on a prospective basis. Staff believes it is inappropriate to allow specific recovery in rates of amounts related to past rate proceedings.”
 
Allowing recovery of irregularly-recurring costs – such as rate case expense – through amortization is the method generally favored by this Commission and the companies it regulates. Amortization allows the Commission to fix both the amount of the expense and the interval over which it will be recovered, and it allows regulated companies, like MGE, assurance that they will be allowed to recover all rate case expenses that the Commission has determined were prudently incurred. 

In contrast, Staff’s approach attempts to normalize rate case expense based on estimates of two variables: the amount of the expense and the frequency of future rate cases. The normalized level of rate case expense is then included in the cost of service and used for ratemaking purposes. Because costs vary from case to case and it is difficult to predict how frequently companies will need to file cases in the future.



Low Income Weatherization/Natural Gas Conservation:  What is the appropriate level of low income weatherization funding to be used in calculating MGE’s cost of service and how should such funding be allocated among the geographic regions of MGE’s service territory?



Staff supports MGE’s proposal to increase funding for its low income weatherization program, which is available throughout the company’s service territory from $500,000 to $600,000 annually.
 In addition, Staff recommends that MGE participate in the evaluation of low-income weatherization that is currently being undertaken by Kansas City Power & Light Company (KCPL) at an additional annual cost of $20,000.
  Because many MGE customers also receive electric service from KCPL, a cooperative effort between the two utilities is cost-effective for both the companies and their customers alike. Staff has proposed that this $20,000 be included in the Company’s rates to pay for this effort.
 MGE concurs with Staff’s recommendation.



Kansas City proposes that MGE be ordered to increase its annual contribution to the City’s weatherization program from $250,000 to $617,000.
  Although the Company fully supports the Kansas City's program and what it has accomplished, MGE believes the program should be expanded more gradually, and related funding increased more modestly, than Kansas City has proposed.
 


MGE also has proposed several natural gas conservation initiatives it would undertake if the Commission: (1) approves a residential rate design that neutralizes the financial effect on MGE of fluctuating customer usage, and (2) includes the cost of the conservation initiatives in rates to be set in this case.
 



The Company’s proposed initiatives, which are based on data gathered from the National Action Plan for Energy Efficiency, recognize energy efficiency as a high-priority; make a strong and sustainable commitment to implement cost-effective energy efficiency efforts; promote broad communication of the benefits of and opportunities for energy efficiency; and promote timely and stable funding for a program designed to deliver cost-effective energy efficiency.
  Broadly, the initiatives focus on two main elements. The first is communication and education regarding natural gas conservation and energy efficiency. The second is a water heater rebate program that is designed to encourage customers to install energy efficient water heaters, thereby potentially reducing a substantial portion of the usage within MGE’s residential service class.
 MGE considered, but did not include, an additional element – a furnace rebate program.   MGE concluded that adding a third element at this time might compromise the success of the first two.  MGE has not ruled out adding a furnace rebate program later after satisfactory progress has been made in the communication/education and water heater rebate elements.



Environmental Response Fund:  Should the environmental response fund proposed by MGE be adopted and what, if any, level of environmental costs should be used in calculating MGE’s cost of service?


In early 1994, Southern Union completed its acquisition of the Missouri natural gas operations of Western Resources, Inc. (WRI) in a transaction that, after thorough review, was approved by the Commission in its Report and Order, dated December 29, 2003, in Case No. GM-94-40. Because the property that Southern Union acquired included several Manufactured Gas Plant (MGP) sites that were subject to environmental investigation and remediation actions being conducted by and under the authority of federal and state regulators, Southern Union and WRI, as part of their transaction, entered into an “Environmental Liability Agreement” (ELA) to “provide a framework for the liability of the parties for Environmental Claims
 and for the sharing of Environmental Costs
 . . ..” Generally, the purpose of the ELA was to assign responsibility among insurance carriers, other “Potentially Responsible Parties” (PRP), ratepayers, Southern Union, and WRI for costs related to the environmental investigation and remediation activities that would be incurred after the closing of the acquisition transaction.

MGPs are located within MGE’s service territory and the leftover toxic tar is now causing environmental problems requiring that it be cleaned up.  Federal law, specifically the Comprehensive Environmental Compensation and Liability Act (CERCLA), also known as Superfund, imposes strict, joint and several liability on present or former owners or operators of facilities where hazardous wastes were released into the environment.  MGE owns six sites in Missouri for which it may be required to pay cleanup costs under CERCLA.  There are fourteen additional sites that MGE does not now own but for which it may also face liability.


Since it purchased the gas system that is now operated by MGE, Southern Union has expended approximately $9.3 million in cleanup costs related to MGPs in Missouri.
  However, Southern Union has been able to obtain full reimbursement for these costs from other sources. 

In the current case, MGE seeks authority to establish and fund an “Environmental Response Fund” (ERF) that would be used to pay the Company’s ongoing costs related to the investigation and remediation of the former MGP sites.
 MGE proposes to include $500,000 per year in its revenue requirement for collection from ratepayers.  That $500,000 would be paid into the ERF and then paid out to cover cleanup expenses as they occur.  Staff and Public Counsel would have an opportunity to audit the fund to determine whether the expenses paid by MGE were prudently incurred.  

MGE also proposes that any insurance proceeds or contributions from WRI that it may obtain be shared 50/50 between the company and ratepayers.  In other words, if MGE were to obtain $100,000 in contribution from an insurance company for an environmental cleanup cost, after reimbursement of expenses incurred to obtain the contribution, the ERF would be credited with one-half and MGE would retain the other one-half of the net contribution.
Staff and Public Counsel oppose the creation of an ERF claiming that the costs are not known and measurable and, also, that the ERF constitutes unlawful single issue ratemaking.  

Public Counsel also argues that, aside from the rejecting the prospective ERF, the Commission should find that MGE will not be allowed to recover environmental cleanup costs related to manufactured gas plants under any circumstances.  Public Counsel contends that these cleanup costs relate to facilities that are no longer used and useful to MGE’s ratepayers and on that basis should not be paid for by ratepayers.   
Infinium Software Amortization:  Should the unrecovered cost associated with MGE’s Infinium software be included in rates through an amortization and, if so, over what period should this cost be amortized?

In 2005, MGE discontinued use of certain general ledger and related financial reporting capabilities of the Infinium Software System (Infinium), which it had employed for several years. The Company continues to use various of the other capabilities of that system.
  MGE discontinued use of the general ledger and related financial reporting capabilities of Infinium and converted to the Oracle Software System which is much less costly and has allowed MGE to reduce its overall cost of service.
  Of the total original cost of the Infinium software, $1,225,756 in costs remain on the Company’s books. MGE proposes to amortize this balance over five years.
 Staff concurs with MGE's proposal.



OPC opposes authorizing MGE to collect any of the remaining Infinium costs and claims that the software is no longer “used and useful.”
    


The kind of regulatory treatment that MGE is requesting is something the Commission has endorsed in the past. During the 1980s and 1990s, when telephone switching equipment changed from mechanical to digital, the Commission often faced the situation where the cost of mechanical equipment that was being replaced had not been fully recovered. The only way to rectify that situation was to authorize the telephone company to set up an amortization to recover the balance of its investment. One example of a case where the Commission approved such a recovery was the Report and Order issued in Case No. TR-98-343, Mid Missouri Telephone, where a five-year amortization of the unrecovered switching investment was authorized.



Emergency Cold Weather Rule AAO Recovery Mechanism:  What is the proper rate treatment for costs deferred under the Emergency Cold Weather Rule AAO Recovery Mechanism?



By its order dated December 21, 2005, in Case No. GX-2006-0181, the Commission approved an emergency amendment to the Cold Weather Rule, 4 CSR 240-13.055, which contained special provisions applicable only to providers of natural gas service to residential customers. Specifically, the emergency rule provided for additional repayment plans for customers who used natural gas for home heating but were unable to pay up to eighty percent of their pre-existing bills under the previous rule. 


The more liberal payment and reconnection provisions of the emergency rule raised the specter of increased levels of bad debt for Missouri’s natural gas utilities. In recognition of this fact, On September 21, 2006, the Commission issued an order granting MGE’s request for an Accounting Authority Order (AAO) that authorized the Company to maintain a regulatory asset on its books for costs related to complying with the emergency cold weather rule. In accordance with that rule, MGE accumulated a balance of $901,331 on its books as of June 30, 2006, which represents the difference between what it would have collected and what it actually collected from 2,976 customers whose service was reconnected under the emergency rule but was later disconnected for non-payment of bills.
 



Staff has audited and verified the amount of the regulatory asset related to the emergency cold weather rule that MGE has recorded on its books, and Staff is proposing that the full amount of that asset be amortized and collected from customers over a period of three-years.
  Consequently, there is no dispute as to the appropriateness of the Company's proposal.
Rate Design and Miscellaneous Tariff Language

Rate Design:  What is the appropriate rate design for MGE’s Residential and Small General Service Classes?
MGE, through its witness, Russell Feingold, has set out two proposals for the Commission’s consideration.  The Company’s primary and preferred rate design proposal establishes a Straight Fixed-Variable (SFV) rate structure for the residential class and the continuation of the “traditional” rate structures for the SGS, LGS, and LVS rate classes. The alternate proposal consists of a Weather Normalization Adjustment (WNA) mechanism applicable to the Company’s residential, SGS, and LGS rate classes.  This alternate proposal is designed to adjust the Company’s volumetric rates on a monthly basis to account for changes in weather from the normal levels established in the Company’s current rate case and to make more modest changes in the levels of the Company’s fixed monthly rate elements for the residential and SGS rate classes compared to the levels reflected in the Company’s primary proposal.
  



Under the SFV rate structure, residential customers will simply pay a flat monthly fee for the delivery services provided by MGE and will continue to pay for the amount of gas commodity used each month on a volumetric basis through the PGA.
  The SFV rate structure is characterized as such because all fixed costs incurred by the utility are recovered from customers through fixed charges, while all variable costs are recovered through variable charges.  This pricing concept is new to Missouri LDCs, but it has been used in the interstate gas pipeline industry for many years, and, more recently, it has been adapted for use by gas distribution utilities.
  MGE claims a SFV rate structure helps to achieve a fundamental objective of ratemaking – the proper alignment of costs with revenues and rates.  



MGE is proposing a rate design change at this time because the current “traditional” rate structure in effect for MGE has been proven to be inadequate to address major business challenges  gas utilities such as MGE – weather variability, declining use per customer, high and volatile wholesale natural gas prices and resulting increases and volatility in customer bills.
 MGE claims these factors challenge the ability of customers to manage their energy needs and result in serious challenges to the financial integrity of the Company.
  Also, MGE claims it needs a reasonable opportunity to achieve its Commission-authorized return and compete with some meaningful likelihood of success for the capital it needs to continue operating its distribution system for the benefit of its customers.  



MGE witness Mr. Noack testified that MGE has experienced chronic and continuing earnings shortfalls.  For example, his Schedule H-21 demonstrates the volumetric revenue shortfall suffered in January, February, and March of 2006 due to the shortfall in actual average usage per customer when compared to the average usage as determined in the Company’s prior rate case.  Additionally, his Schedule G-4 demonstrates that in each fiscal year from 1996 through 2005, the Company’s achieved rate of return was well below the Commission-authorized rate of return.  

The Company and the Staff are in conceptual agreement on the rate design that is most appropriate for MGE’s residential customers – a SFV type of rate structure.   Staff has not, however, applied the principle of recovering fixed costs through a fixed charge for the SGS class.  

Public Counsel, on the other hand, for its initial position on this issue has proposed that there be no change to the current level of the monthly customer charge for MGE’s residential customers, that is, one that would put the Company in the position of trying to recover its fixed costs primarily (and the entirety of whatever revenue increase is authorized in this case) through the volumetric rate component.  In rebuttal testimony, OPC appears to modify its initial proposal modestly by suggesting that it would find acceptable a residential rate design that maintains the existing proportion of fixed versus volumetric rate revenue of 55:45, respectively.
  

The Commission notes in the last MGE rate case Case No. GR-2004-0209, MGE sought to change its rate structure to shift some of its revenue from volumetric rate elements to fixed monthly rate elements to address chronic earnings shortfalls caused by decreasing customers usage due to warmer than normal weather.  Public Counsel and Staff opposed any increase in the customer charge.  Ultimately, the Commission decided to maintain the then existing ratio for the residential class of 55% of revenues through fixed monthly rate elements and 45 percent of revenues through volumetric rate elements.  Warmer than normal weather caused customer usage levels to drop and MGE fell far short of its authorized earnings level.  In the first three moths of 2006 alone average per-customer residential usage fell 27.36 percent short of assumed usage when MGE’s rates were set in 2004, an amount totaling nearly $11,000,000.
  For calendar year 2005, the margin shortfall was over $6,000,000.
     


MGE asserts that a SFV rate design will result in numerous benefits for its customers.  For example, although the rate design will increase the average customer’s bills in the Summer months, the rate design will decrease or moderate the increase in a customer’s bills in the winter months – the time period when customers’ usage and gas bills are highest and, accordingly, when most difficulties in paying gas bills arise.  The practical effect of the SFV rate design is to moderate seasonal variability in the amount of a customer’s bill.  MGE expects many of its customers will react favorably to this change.   The pricing of the Company’s gas delivery services using the proposed SFV rate design properly portrays to MGE’s customers the fixed nature of the costs, the delivery-only characteristics of the service MGE provides, and the fact that natural gas is the real commodity being purchased.
  Additionally, if the Commission adopts the SFV rate design recommended by MGE and endorsed by the Staff for the residential class, MGE’s recommended return on equity would be reduced by 25 basis points, producing a revenue deficiency of $36,449,902 instead of the $37,533,421 which is the case in the absence of protections from the revenue effects of weather variations.
  

Public Counsel's recommendation appears to be premised on the assumption that low-income residential customers are low-use customers and, consequently, an increase in the fixed customer charge will disproportionately affect them.
  MGE, however, has sponsored a study showing that usage decreases as income rises until the level of annual income reaches the $45,650 to $73,945 level at which time usage begins to increase.
  The evidence on this point was somewhat contradictory but the Commission notes that Dr. Phillip Thompson’s study examined natural gas usage within MGE’s service territory whereas Public Counsel performed no study of its own but, rather, relied on generic nationwide and regional energy usage studies that often mixed electric and gas usage characteristics.  

The Commission also notes that MGE has proposed an increase in funding for its established low income weatherization program and, additionally, it has proposed a meaningful natural gas conservation program that will help customers to reduce their energy usage.  These proposals are described elsewhere in this report and order.

Seasonal Disconnects:  Should the seasonal disconnect tariff language proposed by MGE (on Sheet No. R-31) be approved?



MGE has proposed that any customer who voluntarily requests a disconnection of service, and then subsequently requests a reconnection of service at the same address or premise within the next seven (7) months, be charged a reconnection charge equal to the greater of the current $45 reconnection charge or a charge equal to the number of months the service was disconnected, up to seven (7) months, times the basic service charge.
  This proposed new charge is to allow MGE to recover its costs associated with voluntary disconnections and to provide a disincentive to customers who disconnect during the non-heating months simply to avoid paying the Basic Service Charge during those months.
  


In response to a suggestion from Staff, MGE has changed its original proposal slightly in order to institute a two-component reconnection charge.  First, MGE would charge the traditional reconnection charge plus the monthly Customer Charge (in today’s environment) or secondly the Delivery Charge (in the event the Commission adopts MGE’s SFV rate design proposal) that was foregone during the disconnection period.
  MGE is not proposing increase in the reconnection charge for customers who have been disconnected involuntarily and opposes and disagrees with Staff’s proposal to apply the disconnection fee with no exceptions.     



The resulting tariff language, taking into account MGE's adoption of one change proposed by Staff, would read as follows:


In the event a customer orders a disconnection and a reconnection at the same premises within a period of seven (7) months, Company will collect, as a reconnection charge, the sum of such minimum bills as would have occurred during the period of disconnection plus the reconnection charge provided for in Section 14 herein.



In his rebuttal testimony, Staff witness Ensrud states that, “Staff believes that MGE deserves a chance to demonstrate the effectiveness of its proposal.”
  Thus, this is no longer an active issue as between MGE and Staff.

At the time of hearing, Staff offered evidence to the effect that the MGE’s proposal would generate $114,000 dollars
 and, if adopted by the Commission, an equivalent amount should be assumed in rates.   This is not, however, reflected in Staff’s Case Reconciliation filed of record on December 20, 2006.  MGE has committed any revenues that actually are generated by the tariff, up to the first $140,000, to additional conservation program initiatives.
 

Public Counsel witness Barbara Meisenheimer testified in opposition to the company’s proposal.  She believes customers should be able to disconnect service during those months they may not be using natural gas and thus avoid paying the fixed customer charge.  The Commission observes that it has been encouraged to consider authorizing seasonal penalty charges like that proposed by MGE in the recent Energy Affordability Task Force Final Report issued on March 31, 2005.
  Public Counsel was represented on that task force whose recommendations were unanimous.  Ms. Meisenheimer’s opposition to the company’s tariff language is at odds with the Task Force recommendations.


MGE’s Unopposed Tariff Changes:


MGE’s May 3, 2006, filing included proposed tariff sheets 24.3, 61.2 and R-34.  None of the tariff sheets have been opposed by any party.  Consequently, the Commission will approve them as filed.
Miscellaneous


Staff’s Proposed PGA Tariff Language:  Should the Commission order Staff’s proposed PGA language to be put in MGE’s Tariffs?


This proposal was withdrawn by Staff at the time of the hearing.


Kansas Property Taxes:  Should the Commission order Staff’s proposed PGA language to be put in MGE’s Tariffs?


As a part of its routine operations, MGE keeps a portion of its natural gas supply in storage in underground formations in the state of Kansas.  In June of 2004, the Kansas legislature enacted a law that permits Kansas counties to assess property taxes against the value of natural gas held in storage in Kansas.  This statute is referred to as Senate Bill 147.

On October 10, 2004, MGE filed an application for an accounting authority order (AAO) that would authorize deferred accounting treatment for certain new property taxes incurred by MGE in the state of Kansas for natural gas held in storage in that state pending its appeal of the statute in question (Case No. GU-2005-0095).  On September 8, 2005, this Commission issued its Report and Order in Case GU-2005-0095.  Therein it granted an accounting authority order allowing MGE to record on its books a regulatory asset, representing the expenses associated with the property tax to be paid to the state of Kansas pursuant to Senate Bill 147 for tax years 2004, 2005, and 2006.  


The Commission’s Report and Order stated as follows:
It would not be appropriate to allow MGE to recover millions of dollars from its ratepayers for taxes that it might never have to pay.  On the other hand, these taxes are a legitimate cost of doing business for which the ratepayers should be responsible.  It would not be fair to MGE’s shareholders to shift that burden on to them if those taxes ultimately must be paid.  Furthermore, it was MGE’s decision to challenge the legality of the Kansas taxes, a decision that could greatly benefit its ratepayers, that has placed MGE in this difficult position.  If MGE had accepted the Kansas taxes without challenge, it could have simply passed the added taxes on to its ratepayers by filing a rate case.   Instead, by looking out for the interest of its ratepayers, it has created the possibility that it will not be able to recover several million dollars to which it would otherwise be entitled.  It is that conundrum that makes an AAO the appropriate means for dealing with the potential Kansas tax liability. 
The Order further stated that MGE could “maintain this regulatory asset on its books until the beginning of the month after the final judicial resolution of the legality of that tax [and, t]hereafter, . . . commence amortization of the deferred amounts, with the amortization to be completed over a five‑year period.”  

Since the conclusion of Case No. GU-2005-0095, the Board of Tax Appeals for the State of Kansas has agreed with the Company and ruled that the Kansas property tax is unconstitutional
; and the matter has been transferred to the Kansas Supreme Court for determination on appeal.
  The only significant fact that has changed is that the appellate process has taken longer than anticipated.
 
Staff has recommended that the Commission grant MGE the authority to continue deferring these costs through the end of an additional year (2007), or until a final decision is issued by the Kansas courts, whichever occurs first and suggests that this authority be included in the Commission’s Report and Order issued in this proceeding.
  Public Counsel, on the other hand, continues to believe that the AAO deferring the taxes should never have been issued and that it should not be continued in this proceeding.
  
MGE seeks the authority to continue deferring these costs through the end of tax year 2007 or until a final decision is obtained in the Kansas courts, whichever occurs first.
 As this Commission pointed out in the Case No. GU-2005-0095 Report and Order, “if MGE had accepted the Kansas taxes without challenge, it could have simply passed the added taxes on to its ratepayers by filing a rate case.”  

CONCLUSIONS OF LAW

The Missouri Public Service Commission has reached the following conclusions of law:
Jurisdiction, Burden of Proof, and Duty of Commission


MGE is a public utility, and a gas corporation, as those terms are defined in Section 386.020(42) and (18), RSMo 2000.  As such, MGE is subject to the Commission’s jurisdiction pursuant to Chapters 386 and 393, RSMo.

Section 393.140(11), RSMo 2000, gives the Commission the authority to regulate the rates that MGE may charge its customers for natural gas. In determining the rates that MGE may charge its customers, the Commission is required to determine that the proposed rate is just and reasonable.
 MGE has the burden of proving that its proposed increase is just and reasonable.


In determining whether rates are just and reasonable, the Commission must balance the interests of the investor and the consumer.
 The Commission’s failure to establish just and reasonable rates would, in fact, violate the United States Constitution. In discussing the need for a regulatory body to institute just and reasonable rates, the United States Supreme Court has held as follows:

Rates which are not sufficient to yield a reasonable return on the value of the property used at the time it is being used to render the services are unjust, unreasonable and confiscatory, and their enforcement deprives the public utility company of its property in violation of the Fourteenth Amendment.


In the same case, the Supreme Court provided the following guidance on what is a just and reasonable rate:

What annual rate will constitute just compensation depends upon many circumstances and must be determined by the exercise of a fair and enlightened judgment, having regard to all relevant facts. A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties; but it has no constitutional right to profits such as are realized or anticipated in highly profitable enterprises or

speculative ventures. The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical anagement, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties. A rate of return may be reasonable at one time and become too high or too low by changes affecting opportunities for investment, the money market and business conditions generally.


In undertaking the balancing required by the Constitution, the Commission is not bound to apply any particular formula or combination of formulas. Instead, the Supreme Court has said:

Agencies to whom this legislative power has been delegated are free, within the ambit of their statutory authority, to make the pragmatic adjustments which may be called for by particular circumstances.


As stated above, the Commission must estimate the cost of common equity capital.  This is a difficult task, as academic commentators have recognized.
 The United States Supreme Court, in two frequently-cited decisions, has established the constitutional parameters that must guide the Commission in its task.
 In the earlier of these cases, Bluefield Water Works, the Court stated that:

Rates which are not sufficient to yield a reasonable return on the value of the property used at the time it is being used to render the services are unjust, unreasonable and confiscatory, and their enforcement deprives the public utility company of its property in violation of the Fourteenth Amendment.


In the same case, the Court provided the following guidance as to the return due to equity owners:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties; but it has no constitutional right to profits such as are realized or anticipated in highly profitable enterprises or speculative ventures. The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.


The Court restated these principles in Hope Natural Gas Company, the latter of the two cases:

‘[R]egulation does not insure that the business shall produce net revenues.’ But such considerations aside, the investor interest has a legitimate concern with the financial integrity of the company whose rates are being regulated.  From the investor or company point of view it is important that there be enough revenue not only for operating expenses but also for the capital costs of the business. These include service on the debt and dividends on the stock. By that standard the return to the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks. That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.


In the final analysis, it is not the method employed, but the result reached, that is important.
 The Constitution "does not bind ratemaking bodies to the service of any single formula or combination of formulas."

Applicable Statutes and Legal Standards:


The Missouri Public Service Commission was created by the General Assembly in 1913.
 The General Assembly delegated to the Commission the police power to establish utility rates, subject to judicial review of the question of reasonableness.
 The Commission’s purpose is to protect the consumer against the natural monopoly of the public utility, generally the sole provider of a public necessity.
 While “the dominant thought and purpose of the policy is the protection of the public . . . [and] the protection given the utility is merely incidental,”
 the Commission must also permit the utility to recover a “just and reasonable” return on the assets it has devoted to the public service.


The Commission's power to set rates is anchored in the fact that private property is dedicated to a public use.  Otherwise, the Commission has no authority whatsoever.
    That statutory authority, found in the Act, carries with it the obligation to fix rates that provide for reasonable compensation for service rendered including a fair return on the value of the company's property used in the public service.
  The Commission has long recognized this principle in setting rates for gas utilities.
    Importantly, it is not the methodology or theory that matters.  Rather, it is the actual impact of the rate order that determines whether the rates being established by the process are just, reasonable and lawful.
  

“There can be no argument but that the Company and its stockholders have a constitutional right to a fair and reasonable return upon their investment.”


In 1925, the Missouri Supreme Court stated:

The enactment of the Public Service Act marked a new era in the history of public utilities. Its purpose is to require the general public not only to pay rates which will keep public utility plants in proper repair for effective public service, but further to insure to the investors a reasonable return upon funds invested. The police power of the state demands as much. We can never have efficient service, unless there is a reasonable guaranty of fair returns for capital invested. * * * These  instrumentalities are a part of the very life blood of the state, and of its people, and a fair administration of the act is mandatory. When we say "fair," we mean fair to the public, and fair to the investors.


The Public Service Commission has exclusive jurisdiction to establish public utility rates.
 A public utility has no right to fix its own rates and cannot charge or collect rates that have not been established by the Public Service Commission
; neither can a public utility change its rates without first seeking authority from the Commission.
 A public utility may submit rate schedules or “tariffs,” and thereby suggest to the Commission rates and classifications which it believes are just and reasonable.


Section 393.130, in pertinent part, requires a utility company's charges to be just and reasonable and not in excess of charges allowed by law or by order of the commission. It also prohibits electrical corporations from discriminating against customers by charging different prices for the same or similar services.


Section 393.140 authorizes the Commission to determine just and reasonable rates.  Section 393.150, in pertinent part, authorizes the Commission to suspend for a period of time any schedule stating new rates, charges, rules, regulations, or practices, and to hold “a hearing concerning the propriety of such rate, charge, . . . rule, regulation or practice.” Section 393.270 provides in paragraph 4 that in determining the price to be charged, “the commission may consider all facts which in its judgment have any bearing upon a proper determination of the question . . . .” The courts have held that this statute means that the Commission’s determination of the proper rate must be based on consideration of all relevant factors.
 Section 393.230.1 authorizes the Commission to value the property of water and sewer utilities in Missouri.


Finally, Section 393.270 provides:

* * *

2. After a hearing and after such investigation as shall have been made by the commission or its officers, agents, examiners or inspectors, the commission within lawful limits may, by order, fix the maximum price of . . .gas . . . not exceeding that fixed by statute to be charged by such corporation or person, for the service to be furnished; and may order such improvement . . . in the manufacture, transmission or supply of electricity . . ., or in the methods employed by such persons or corporation as will in its

judgment be adequate, just and reasonable.

3. The price fixed by the commission under sections 393.110 to 393.285 shall be the maximum price to be charged by such corporation or person for ... gas for the service to be furnished within the territory and for a period to be fixed by the commission in the order, not exceeding three years, except in the case of a sliding scale, and thereafter until the commission shall, upon its own motion or upon the complaint of any corporation or person interested, fix a higher or lower maximum price of . . . gas. . . service to be thereafter charged.

4. In determining the price to be charged for . . . gas . .  the commission may consider all facts which in its judgment have any bearing upon a proper determination of the question although not set forth in the complaint and not within the allegations contained therein, with due regard, among other things, to a reasonable average return upon capital actually expended and to the necessity of making reservations out of income for surplus and contingencies.


The dominant purpose in creation of the Commission is public welfare.

Section 386.610 reads, in relevant part, that “[t]he provisions of this chapter shall be liberally construed with a view to the public welfare, efficient facilities and substantial justice between patrons and public utilities.” The Commission must weigh the benefits and detriments to all the groups affected by its decision.


Section 386.250, jurisdiction of Commission, reads, in relevant part, as follows:

The jurisdiction, supervision, powers and duties of the public service commission herein created and established shall extend under this chapter: (1) To the manufacture, sale or distribution of gas, natural and artificial, and electricity for light, heat and power, within the state, and to persons or corporations owning, leasing, operating or controlling the same; and to gas and electric plants, and to persons or corporations owning, leasing, operating or controlling the same . . .


Section 393.140, general powers of Commission in respect to gas, water, electricity and sewer services, reads, in relevant part, as follows:


The commission shall:

(1) Have general supervision of all gas corporations, electrical corporations, water corporations and sewer corporations having authority under any special or general law or under any charter or franchise to lay down, erect or maintain wires, pipes, conduits, ducts or other fixtures in, over or under the streets, highways and public places of any municipality, for the purpose of furnishing or distributing water or gas or of furnishing or transmitting electricity for light, heat or power, or maintaining underground conduits or ducts for electrical conductors, or for the purpose of collecting, carrying, treating, or disposing of sewage, and all gas plants, electric plants, water systems and sewer systems owned, leased or operated by any gas corporation, electrical corporation, water corporation, or sewer corporation.

 (2) Investigate and ascertain, from time to time, the quality of gas or water supplied and sewer service furnished by persons and corporations, examine or investigate the methods employed by such persons and corporations in manufacturing, distributing and supplying gas or electricity for light, heat or power and in transmitting the same, and in supplying and distributing water for any purpose whatsoever, and in furnishing a sewer system, and have power to order such reasonable improvements as will best promote the public interest, preserve the public health and protect those using such gas, electricity, water, or sewer system, and those employed in the manufacture and distribution thereof, and have power to order reasonable improvements and extensions of the works, wires, poles, pipes, lines, conduits, ducts and other reasonable devices, apparatus and property of gas corporations, electrical corporations, water corporations, and sewer corporations.

Section 393.140 conveys upon the Commission broad supervisory powers and

provides that the Commission shall have general supervision over all gas utilities operating in Missouri.

IT IS ORDERED THAT:

1. 
All pending motions and requests for relief not herein or otherwise granted are denied.

2. 
Except as otherwise specifically provided below, the proposed tariff sheets filed by Missouri Gas Energy on May 2, 2006, Tariff No. YE-2006-0845, are rejected.
3.
Missouri Gas Energy’s proposed tariff sheets 24.3, 61.2 and R-34 are approved as filed.
4. 
Missouri Gas Energy may file tariffs that comport with this Report and Order.
5.
MGE is authorized to continue deferral of the Kansas Senate Bill 147 property taxes until MGE concludes its next general rate proceeding.
6. 
This Report and Order shall become effective on [date].

7.
 This case may be closed on [date].
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