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I.
INTRODUCTION
During his questioning of Empire’s CEO, Commissioner Appling conveyed his concern that Empire was granted a large rate increase a mere 18 months ago, and yet Empire responded shortly thereafter by filing for another increase.
  Specifically, Commissioner Appling noted that very few individuals have received pay rates commensurate with the rate increases recently granted to Empire.

Unfortunately, rate increases are a way of life with this Company.  More than any other utility in Missouri, Empire District Electric Company has been challenged to live within its means.  Evidence provided in this testimony reveals, that since becoming Empire’s CEO, Mr. Gipson has sought and received the following significant electric rate increases:
	Increase Effective Data
	Amount of Increase
	% Increase

	October 2, 2001

	$17,100,000
	8.4%

	December 1, 2002

	$11,000,000
	4.97%

	March 27, 2005

	$33,905,000
	13.1%

	January 1, 2007
	$29,513,713

	9.63%

	Overall since 2000
	$91,518,713
	41.09%


Specific to industrial customers, the increases have been equally significant.  As pointed out in the testimony of Praxair / Explorer Witness Brubaker, Praxair’s per unit cost for electricity since 1998 has increased an overwhelming 55%
  
Despite these unprecedented rate increases, Empire’s response in this case has been to: (1) ask the Commission to include in rates the enormous bonuses and stock grants given to senior executives;
 (2) ask the Commission to absolve it from its questionable managerial decisions;
 (3) ask the Commission to allow it to reap the rewards in those instances in which it stumbles upon a profit;
 and (4) ask the Commission to grant its shareholders a return on equity larger than any return granted to any electric utility anywhere in the U.S. during 2006.


As the Commission, but maybe not Empire, understands, there is a statutory duty to balance the interests of ratepayers and utilities.  Specifically, Section 386.610 provides the Commission with the responsibility to execute its duties “with a view to the public welfare, efficient facilities and substantial justice between patrons and public utilities.”
  Understanding the magnitude of the rate increases granted to Empire in the past, and with the knowledge that the Commission is require to consider the interests of ratepayers in its decisions, Commissioner Appling pondered whether this is the time for an additional rate increase.  Specifically, Commissioner Appling made the following comments to Empire’s CEO:
[Appling]: As the CEO of this organization, I don’t want you to leave Jefferson City – 11 percent is pretty high, and I just wanted to remind you of that as you depart here today and go home.  That’s a high number taking into consideration what’s going on in this country right now.  There’s a lot of poor people out there that’s struggling.
*   *   *   *   *

[Appling[: I understand, sir, and it’s not really that I don’t.  But it’s just that somewhere in the middle we all have to try to tighten our belts as much as we can to help the people that is paying for your – your products.


Certainly the positions advanced by Empire in this case do not evidence that of a Company that is willing to “tighten its belt”.  Pocketing large management bonuses, unwillingness to return profits of off-systems sales to ratepayers, and management refusal to keep its word to its ratepayers are not demonstrative of such belt-tightening. 


Currently, the electric utilities in Missouri have initiated proceedings which propose cumulative annual rate increases of approximately $500,000,000.  Needless to say, this decision from the Commission will go a long ways in determining whether those electric utilities are required to “tighten their belts” or continue feeding at the public trough.  The Commission should seize this opportunity and send its message to each of these public utilities.  It’s time to tighten your belts!!
II.
FUEL AND PURCHASED POWER EXPENSE RECOVERY METHOD

A. INTRODUCTION
In order to understand the pending dispute regarding the Interim Energy Charge, it is necessary to understand the events that led to its development and implementation.  This history will not only allow for a better understanding of the regulatory environment and business context in which the signatories were operating, but also will allow the Commission to understand the frame of mind of the parties at the time that the IEC contract was implemented.  Ultimately, as a result of this chronology the Commission should understand that, because of the views of the Wall Street debt and equity analysts as well as the importance that Empire’s management placed upon satisfying the expectations of these analysts, an early termination clause was not negotiated by the parties.  Moreover, given the expectations that these Wall Street analysts had for Empire to discover a long-term solution for the recovery of its fuel and purchased power expense, an early termination provision would have defeated the very purpose of the Interim Energy Charge.
During the 2001 legislative session, the General Assembly took up the matter of legislation which would authorize the Commission to grant fuel adjustment clauses for the recovery of natural gas costs.
  As “truly agreed to and finally passed”, Senate Bill 387 would have applied only to the Empire District Electric Company.
Simultaneous with the General Assembly’s consideration of SB387, the Commission was also considering Empire’s pending rate increase request (Case No. ER-2001-299).  Recognizing the likely passage of SB387 by the General Assembly, the parties entered into a Stipulation by which Empire would be permitted to recover its fuel costs through an IEC.  Empire has described that 2001 IEC contract as follows:
[T]he parties acknowledged the volatility of natural gas and unpredictability of spot purchased power and the Commission ultimately implemented a rider termed the IEC.  In addition to a fixed amount of fuel and purchased power expense that Empire was allowed to recover through its rates, the IEC allowed a new charge that was subject to true-up and refund to account for the volatility and unpredictability of natural gas and spot purchase power prices.  I believe that it was a good method to remove a portion of the volatility that can negatively affect Empire, its customers, and its shareholders.

While the Governor ultimately vetoed the authority granted under SB387, it is important to note that none of the parties sought to rescind the 2001 IEC Stipulation based upon the Governor’s veto.  In fact, Commissioner Gaw noted this development in his opinion attached to the Commission’s Report and Order.
I also have concerns with the Unanimous Stipulation and Agreement Regarding Fuel and Purchased Power Expense and Class Cost of Service.  This agreement was entered into during a period when related legislation was proposed and passed by the Legislature, but before its subsequent veto by the Governor.  Public Counsel and Staff both indicated that the agreement on Fuel and Purchased Power Expense was preferable to the 2001 legislation promoted by Empire.  I am not convinced that all the parties would have entered into the agreement if their discussions had taken place after the legislation’s veto, nor am I totally persuaded that this portion of the Stipulation and Agreement is in the public interest.

As mentioned, despite the veto of the legislation and the obvious effect that such legislation played in the parties’ agreement to implement an IEC contract for Empire, none of the parties sought to terminate the IEC contract.


Immediately following the execution of the 2001 IEC, natural gas prices began to decrease.  As a result, Empire not only was able to drive down its production to the level of the IEC floor, Empire was actually able to generate electricity at a cost that was below the IEC floor.  As such, consistent with the incentives in the IEC mechanism, Empire was realizing windfall profits.  Nevertheless, it is important to note that none of the parties sought to terminate the 2001 IEC contract.
Ultimately, however, as a result of pressures from its outside auditors regarding the method by which Empire should book these windfall profits, Empire sought to prematurely terminate the IEC contract in 2002.  Unlike the tactics in the current proceeding in which Empire seeks to unilaterally terminate the IEC contract without notice to any of the other Signatories, Empire instead engaged the Signatories to the previous Stipulation and successfully negotiated an early termination of the IEC contract.  While Empire has repeatedly attempted to paint this early termination as a magnanimous gesture because it refunded all IEC revenues collected over the IEC floor, the reality is that Empire realized windfall profits as a result of that 2001 IEC and was able to reach an agreement to terminate the IEC in order to assuage the concerns of its auditors.  Moreover, recognizing that the 2001 IEC contract was terminated concurrent with the implementation of another rate increase, Empire was made whole as a result of the IEC contract termination.

Prior to filing its next case, however, Empire began to sense urgency to provide Wall Street analysts with a long-term solution for the recovery of its fuel and purchased power expense.  The following exchange between Commissioner Clayton and Empire’s CEO from Empire’s last case demonstrates the pressure that Empire was feeling.

[Gipson]: I know that in our particular case, the Standard and Poors evaluation that was issued right after the conclusion of our ’01 case commended the Commission for making that decision in that case.  But also, you know, throw in a little jab because it was not permanent in nature, and of course, they’re looking for something that’s more permanent in nature.

*   *   *   *   *

[Clayton]:
I’m trying to understand the significance between an interim energy charge that has a life of only six months versus a life, perhaps, over two or three years, over a longer period of time.  And I guess what I’m trying to get at is for this short-term decision that we have to make, how big of a message is it being sent to the analysts and to the equity markets and the like?

[Gipson]:
I think it’s – I think it is a big one, and it’s for the reasons that I just spoke.  It tells them that this Commission is willing to take the steps necessary to do this on a timely basis.


With these expectations of Wall Street analysts in mind, Empire was again before the Commission in 2004 seeking a rate increase.  Based upon its previous experience with the IEC contract and the protection that it provided against volatile natural gas prices, Empire filed initial tariffs that again provided for the creation of an IEC.  In an effort to meet previously discussed Wall Street analysts’ expectations that Empire find a long-term solution for the recovery of fuel and purchased power expense, Empire proposed an IEC with a definitive 5-year term.  In fact, these tariffs explicitly provided that “[t]his interim rider shall be in effect from April 27, 2004 through April 27, 2009.”
  
In its direct testimony supporting the proposed tariffs and IEC, Empire touted the importance of the Commission implementing an interim energy charge.  Empire’s CEO testified, “I would ask that the Commission provide such regulatory support in the form of: (1) An interim energy charge (or fuel adjustment clause) that helps Empire manage risk and recover fuel costs”.
  Further support for the IEC contract was contained in the direct testimony of Empire’s Vice President – Energy Supply.  “Implementation of an IEC will result in rates that allow Empire to recover at least the level of fuel and purchased power expenses which it has experienced on an historical basis, and at most, costs which were recently prevalent in the market.”


Despite its steadfast determination to please its analysts and implement an IEC, the parties were repeatedly unable to reach agreement on the terms of an unacceptable Interim Energy Clause.  In fact, following the filing of direct, rebuttal and Surrebuttal testimony, the issue of fuel recovery methodology was placed before the Commission as a litigated issue.  During the evidentiary hearing on the issue of fuel and purchased power expense, however, the future Commission Chairman was heard urging the parties to bridge their differences.

[COMMISSIONER DAVIS]: Do you think it is conceivable that there is any way that we could develop some sort of – I mean, this would probably require the unanimous consent of all parties concerned, but that some sort of sharing grid could be developed or something like that?

I know we – I mean, it’s never been used in this context before, but would something like that be feasible?

*   *   *   *   *

[COMMISSIONER DAVIS]: Obviously I want to encourage Empire to be prudent and would like to find some way to reward them for purchasing cheaper gas, you know.  I don’t know.  I’m just –

*   *   *   *   *

[COMMISSIONER DAVIS]: I’m just looking for a way that we can create a box where neither the company nor the ratepayers would be on the hook, so to speak.

Interestingly, this same sentiment was recently expressed by the Chairman in the Commission’s September 21, 2006 agenda session discussing the final version of the SB179 rules.  Specifically, the Chairman stated: “I think utilities should have some financial incentives and they should also have some risk.”  

While Empire was not able to negotiate for its requested 5-year Interim Energy Charge, it was able to reach a resolution that met its needs.  Recognizing the insistence by Wall Street analysts that the IEC contract be for “a longer period of time” and Empire management’s overwhelming desire to meet the expectations of these analysts, the Stipulation and Agreement created a three-year IEC contract.  Moreover, recognizing that an early termination provision would undermine the IEC contract and would forever cast a shadow over the continuing existence of the IEC contract, the parties specifically excluded any language regarding an early termination provision.

Following the submission of the Stipulation and Agreement, the Commission issued its Report and Order on March 10, 2005.  In its Report and Order approving the IEC contract, the Commission made only brief reference to the creation of an IEC contract.  Interestingly, the Commission mentioned only one particular provision – the length of the IEC contract.  At ¶59 of the Report and Order, the Commission notes that “[t]he IEC shall be in effect for three years.”


Shortly thereafter, in order to implement the Commission’s Report and Order, Empire filed conforming tariffs on March 17, 2005.  As reflected in those tariffs drafted by Empire, “[t]his interim rider shall be in effect from March 27, 2005 through March 26, 2008.”
  Despite a multitude of other details regarding the IEC contract, all of which are consistent with the provisions contained in the Stipulation and Agreement, there is noticeably no mention in the tariffs of any party’s ability to seek early termination of the IEC contract as Empire now claims to exist.

A mere one day later, Staff filed its recommendation that the Commission approve the Empire conforming tariffs.  In its recommendation Staff finds that the proposed tariffs, including the IEC rider with explicit three year period, should be approved as being “in compliance with the Commission’s Order.”
  On March 21, 2005, the Commission issued its Order Approving Tariff In Compliance With Commission.  In that Order, the Commission found that: “[t]he Commission has reviewed the proposed tariff sheets, Empire’s Cover Letter and Motion for Expedited Treatment, and Staff’s Memorandum and Recommendation and finds that the tariff sheets conform to the Commission’s Report and Order of March 10 and should be approved.”


Despite reaching agreement on a three-year IEC contract, Empire still was not completely satisfied and was actively working in the General Assembly for the passage of legislation that would permit the Commission to implement a fuel adjustment clause.  Approximately 5 months later after implementation of its IEC contract and almost immediately following the passage of SB179, Empire began to experience “buyer’s remorse” about its new IEC.  As a result, Empire began to look for creative ways for it to prematurely terminate the IEC contract and avail itself of the perceived riches of SB179.  Ultimately, Empire memorialized its desire to terminate the IEC with the filing of the present rate proceeding.  
In this brief Praxair / Explorer will clearly demonstrate that: (1) the IEC contract is not ambiguous and does not provide for an early termination provision; (2) Empire’s actions leading up to and following execution of the IEC undercuts its current claims that it negotiated an early termination provision; (3) Empire fails to provide any legally recognized rationale for its request to terminate the IEC contract; (4) Empire’s termination request is essentially a request to be absolved of the poor decisions of its management – not a basis recognized under law; (5) the Commission is barred under Section 386.266.8 from terminating the IEC contract; (6) Empire has not met its burden of proving by “clear and satisfactory evidence” that an early termination provision exists; (7) Empire will not suffer financial harm as a result of being held to the provisions of the IEC contract; and (8) ratepayers will suffer greatly if the Commission permits Empire to prematurely terminate the IEC contract.
B.
NATURE OF AN IEC
Equally important to an understanding of the chronology of the events that led to the current IEC contract is an understanding of the IEC mechanism and the incentives implicit in that mechanism.  Consider how this IEC (and all prior IECs) were designed: First, they represent numerous compromises of positions that are reflected in the “cap” or “collar” numbers and the operation of the IEC.  Rates are set reflecting the collar or cap number and the utility collects revenues at that level even though actual fuel and purchased costs may be below that level.
  The customers take the risk that they may pay more than actual incurred costs at a given point in time.  Second, the utility takes the risk that its costs may rise above the cap or collar.  This is the protection for the customers from escalating fuel and purchased power costs.  Third, the customers take the risk that the utility may be able to drive its costs below the “threshold” level, for in such case the utility would be entitled to retain all the savings it could gain by reducing its costs below the threshold.  This is intended and designed to be an incentive for the utility to aggressively pursue reductions in its fuel and purchased power costs.  Fourth, between the two numbers, at the end of the IEC term, there is a provision for a prudence review and true-up proceeding to validate the expenses, and calculate any refund that may be due above the actual prudent costs, down to the threshold level of costs  Fifth, the mechanism is balanced in that the customers are protected against fuel and purchased power costs rising above the cap or collar level for the duration of the IEC while the utility has the designed incentive noted in third above and recovery of its costs below the collar that are reviewed through the true-up process.  Moreover, the point of calculation is 3 years.  Much can happen in 3 years.  Prices fluctuate and, as they do, they may for a short period appear to be favoring one side of the bargain or the other.  But the relevant point in time is 3 years.  Sixth, in this case, the parties negotiated a provision that, if at the end of the second year, this is more than a $10 million over-recovery, Empire will refund the amount that exceeds $10 million back to the customers.  Note that the entire $10 million is not refunded; only the excess above that amount.  This leaves $10 million in Empire’s refund account which could be offset by under-recoveries in the third and final year of the IEC.  This provision also is not accidental but was negotiated.

The entire mechanism is a compromise of various strongly-held positions.  And, it is a contract that has been approved by the Commission as unanimous in what is now a final order.  It represents a balance of the interests of the respective utility and customers represented by the parties’ selection of the collar and threshold fuel and purchased power values.  Those levels were not set accidentally but were set after consideration and reflection by the parties with the full understanding on all sides of the operation of the mechanism and the significance the selection of specific collar and threshold numbers had on its operation.  To suggest that one party may unilaterally terminate the mechanism before its negotiated term certainly violates this carefully balanced contract and, at base, is simply unfair.  It is nothing more than “buyers’ remorse” about a contract that, as will be seen, was touted by Empire as highly beneficial, but now, in a “snapshot view” appears as beneficial to the customers.

What would be the result if Empire were successful in reducing its fuel and purchased power costs below the threshold level thereby entitling it to retain the savings it obtained below that level?  Would the contracting customers be heard to come forward to the Commission and ask that the mechanism be terminated so that Empire’s rates could be reduced?  They should not be permitted to make such an assertion as that would deny Empire the benefit of that part of its bargain.  But Empire now seeks to deny the customers the benefit of their side of the bargain simply because it currently suits Empire’s whims.

As will be seen infra, Empire loved the deal it got in the beginning, touting it to its investors and Wall Street.  Of course, that was when the skies were sunny and Empire was significantly over-recovering its fuel and purchased power expenses.  When fortunes swing the other way, Empire whines that it wants out of its once-beloved deal.  It is a sad fact that the divorce rate in this country is at record levels, but it would doubtless be higher were Empire’s flexible ethics applied to the marriage contract.  “For better or for worse” would survive only through the honeymoon.  Once the hair curlers and cold cream came out of the drawer or a “night out with the boys” became too frequent, there would be a rush to the divorce lawyer.

But, much like a football game, now is not the time to assess the success or failure of the IEC contract.  As stated by Witness Brubaker:

It was inevitable that one side, either Empire or the customers, would initially see benefits under the IEC.  Much like a football game, however, it is inappropriate to call of the game because one side is leading after the first half.  The game must be allowed to play itself out.  Similarly, the successfulness of the three-year IEC should not be reviewed after only 18 months.  Rather, the IEC may only be judged after the entire three-year term has passed.  As demonstrated in this true-up testimony, gas prices have decreased dramatically.  Combined with the low cost energy from Empire’s wind resources, the success or failure is still up for debate.
  

C.
THE INTERIM ENERGY CHARGE DOES NOT CONTAIN AN EARLY TERMINATION PROVISION.  THE STIPULATION AND AGREEMENT IS NOT AMBIGUOUS IN THAT THE FOUR CORNERS OF THE STIPULATION REVEALS THE INTENT OF THE PARTIES TO IMPLEMENT AN INTERIM ENERGY CHARGE WITH A THREE (3) TERM WITH NO PROVISION FOR EARLY TERMINATION.
Empire claims that it seeks to terminate the IEC contract because it “does not and will not allow the Company to recover its reasonable and prudently incurred fuel and purchased power costs”,
 a risk that was clearly understood and explicitly assumed by Empire at the time it executed the IEC contract.  Approximately 2 months after the Commission approved the current IEC contract, the General Assembly passed SB179.  A short time thereafter, the Governor signed this legislation.  Almost immediately upon becoming law, Empire, now apparently overcome by “buyer’s remorse,” began searching for ways to undo the terms of the three-year IEC contract that it bargained for (and that the Commission through now-Chairman Davis both solicited
 and approved).  Driven by this “buyer’s remorse,” Empire now conveniently claims that the approved IEC contract provides for an early termination provision.  A clear reading of the entirety of the underlying IEC contract readily reveals that no such termination provision exists.

In his authoritative Contract treatise, Professor Murray indicates that it is incumbent that the whole document be reviewed when trying to interpret a contract.

Numerous cases indicate that all of the different parts of an agreement must be viewed together, i.e., as a whole, and each part interpreted in the light of all of the other parts. . . [T]his guide is often found in statements suggesting that courts must be concerned about the “general purpose” of the parties to the contract and that purpose can be discovered only by interpretation of the whole agreement of the parties.

The principal of relying upon the whole of a document has been repeatedly utilized by Missouri courts.  As long ago as 1894, the Missouri Supreme Court noted the following:

The prime rule for the construction of contracts is that the intent of the parties (as contained in the language used by them) shall be given effect. That intent it is the chief purpose of interpretation to discover. There are many recognized rules to aid in that discovery in legal proceedings, among them those which require the interpreter to consider everything within the four corners of the document, and permit the circumstances in which it originated to be taken into account in ascertaining what was probably intended by it.

The intent of the parties to the IEC contract can only be understood by reading the entirety (“four corners”) of the document and reconciling all of the provisions of that IEC contract.  When this is undertaken, it is clear that all of the parties, including Empire, intended for the IEC contract to exist for a period of three years.

The comprehensive IEC contract consists of the following: (1) provisions regarding the amount of fuel and purchased power to be included in base rates;
 (2) provisions regarding the additional amount of fuel and purchased power to be recovered through interim rates;
 (3) provisions for the refund of any amount collected in excess of a $10 million cushion after two years;
 (4) provisions for the calculation of interest on this year 2 refund;
 (5) provisions for a true-up after the three-year term;
 (6) provisions for the determination of an interest rate to be included in the refund of any trued-up amount;
 and (7) provisions for the length of the interim energy charge and an explicit termination date.
  These are the four corners of the document that provide the clear intent of a three-year interim energy charge.

Unfortunately for Empire, there are: (1) no provisions for an early termination; (2) no provisions for the calculation of refunds in the event of an early termination; (3) no provisions for the calculation of interest on the refund in the event of an early termination; and (4) no provisions for a true-up in the event of an early termination.   

In substance, the IEC contract provides for the resolution of all fuel and purchased power expense issues through the inclusion of $102,994,356 of expense in permanent rates and “to provide for the recovery by the Company of an additional amount of its Missouri jurisdictional variable fuel and purchased power costs on an interim basis, subject to true-up and refund, said additional amount to be collected through an Interim Energy Charge (“IEC”).”
  The IEC contract then continues to provide that, “[t]he IEC shall be in effect for three (3) years as described herein.”
  As found by the Missouri Supreme Court, the use of the word “shall” connotes a mandate.  “We need not review, again, the fact the word "shall" in its legal connotation is accepted as a mandate calling for compliance.”
  In this case, the word “shall” connotes a mandate as to the length of the term of the IEC contract – three years.

To further establish the mandatory term, the IEC contract provides a specific ending date.  “The IEC tariff or rate schedule will expire no later than 12:01 a.m. on the date that is three years after the original effective date of the revised tariff sheets authorized by the Commission in this case”.
  

Further demonstrating that it could not be terminated early, the IEC contract provides for a safeguard to eliminate the possibility that the amount collected under interim rates could become too large.  “After the IEC has been in effect for two (2) years, if the amount held subject to refund at that time exceeds $10 million, Empire shall refund to its customers the amount in excess of $10 million with interest”
 thereby retaining for Empire a cushion against excessive costs during the final year of the IEC’s term.  Despite the possibility of this year 2 refund, the IEC contract recognized the possibility that, even in its last year of existence, the cost of fuel and purchased power may exceed the IEC ceiling.  As such, the IEC contract was designed to provide the Company a buffer heading into the third year.  

The interest rate used in determining this year 2 refund amount shall be the “prime rate of interest on the day the IEC has been in effect for two (2) years.”
  The IEC contract does not provide for termination at that time – indeed, it explicitly continues it – and leaves Empire with a $10 million cushion against under-recovery as it heads into the final year of the IEC.

Furthermore, the IEC contract provides for a true-up audit to be conducted subsequent to the expiration of the IEC contract.  This true-up audit is used to determine whether all or a portion of revenue collected by Empire pursuant to the IEC contract exceeds Empire’s actual costs for fuel and purchased power.
  Again, demonstrating the mandatory three (3) year term, the IEC contract provides that any refund will be made with interest at a rate equal to “the prime rate of interest on the day the IEC has been in effect for three (3) years (the end of the IEC Period), as found in the Money Rates section of the Wall Street Journal.”

In its Report and Order approving the IEC contract, the Commission made only brief reference to the creation of an IEC contract.  Indeed, the Commission mentioned only one particular provision – the length of the IEC contract.  At ¶59 of the Report and Order, the Commission notes that “[t]he IEC shall be in effect for three years.”
  Noticeably, the Commission, like the parties to the IEC contract, deemed it appropriate to use the word “shall” – a word of mandatory connotation.

Most telling regarding the definite three-year term of the IEC contract, are the compliance tariffs prepared and filed by Empire and approved by the Commission implementing the Interim Energy Charge.  Unlike its current specious arguments, Empire drafted its tariffs reflecting its understanding of the IEC contract that the Commission had approved.  Moreover, recognizing the expectations of its analysts as well as the fact that an early termination provision would cast a continual shadow over the probable term of the IEC contract, Empire did not include an early termination provision in its compliance tariffs.  Specifically, Empire’s tariff provides:

This interim rider shall be in effect from March 27, 2005 through March 26, 2008.  After the IEC has been in effect for two (2) years, if the amount held subject to refund at that time exceeds $10 million, Empire shall refund to its customers the amount in excess of $10 million with interest.  The interest rate shall be the prime rate of interest on the day the IEC has been in effect for two (2) years as shown in the Wall Street Journal.

Upon expiration of the IEC, an audit will be performed and the Commission will determine if all of a portion of the revenue collected by Empire pursuant to the IEC shall be refunded.  Methods of determination of refunds due and refunds paid are shown in Case No. ER-2004-0570.

Such refunds, if any shall be based upon the billing units of the customer to which these amount were applied.  Any refund will appear as a one-time credit on the customer’s bill unless paid by check.

Commission Staff concurred in Empire’s compliance tariffs, and advised the Commission through its Recommendation that the compliance tariffs should be approved as being “in compliance with the Commission’s Order.”
  Specifically, the Staff noted: “The Missouri Public Service Commission Energy Department Staff (Staff) has reviewed the filed tariff sheets, and is of the opinion that they were filed in a timely manner and are in compliance with the Commission’s Order.”
  Again, it is important to remember that the Commission Order, to which Staff refers and to which Staff believes the Empire tariffs are in compliance with, states that “[t]he IEC shall be in effect for three years.”
  Obviously, given that the compliance tariffs provided that “[t]his interim rider shall be in effect from March 27, 2005 through March 26, 2008”, Staff did not believe that the Commission’s Report and Order or the IEC contract itself provided for the possibility of early termination.

In its Motion for Reconsideration filed April 4, 2006 in the current proceeding, Empire pays lip service to the fundamental doctrine of contractual interpretation as noted above.  As Empire notes,

When a document, such as the Agreement, is clear and unambiguous on its face, the parties thereto are bound by that clear and unambiguous language and may not look outside the four corners of the document.  In this regard, an agreement is ambiguous only if its terms are susceptible of more than one meaning so that reasonable persons may fairly and honestly differ in their construction of the terms.  If there is no ambiguity, the court need not resort to construction of the agreement, but rather the intent of the parties must be determined from the four corners of the agreement.

Despite this recognition of the principal of relying on the “four corners of the document” and contrary to the comprehensive “four corner” analysis provided herein, Empire now bases its attempted repudiation of the IEC contract on a single corner of the IEC contract while conveniently ignoring the other three corners of the document.  As highlighted in Empire’s Motion for Clarification and its Prehearing Brief, Empire focuses solely on the following provision of the IEC contract: “The IEC tariff or rate schedule will expire no later than 12:01 a.m. on the date that is three years after the original effective date of the revised tariff sheets authorized by the Commission in this case, Case No. ER-2004-0570, unless earlier terminated by order of the Commission.”

Unlike Empire’s self-serving suggestion that this provision was intended to allow Empire to unilaterally opt out of the IEC contract and to adopt another energy cost recovery mechanism, in actuality this provision was merely intended to recognize the Commission’s superintending statutory and ongoing police power obligation over Missouri’s public utilities to ensure safe and adequate service at just and reasonable rates.
  It is a well known doctrine of law that the Commission’s authority over its utilities is ongoing and that the Commission may not abrogate its duties to regulate these utilities.
  In this regard and recognizing that this responsibility is ongoing, it has been found to be an abrogation of Commission authority for the Commission to bind itself to a rate moratorium.
  As such, parties have typically been heard to say that its agreements and stipulations can not be used to bind the Commission.  

Recognizing the true superintending meaning underlying the provision “unless earlier terminated by order of the Commission”, Empire’s argument is recognized for the red herring that it is.  The four corners of the IEC contract demonstrate it was intended to last for three years.  The Commission’s Report and Order demonstrates that this IEC contract was intended to last for three years.  And, most importantly, Empire’s tariffs implementing the IEC contract demonstrates that this IEC contract was intended to last for three years.

Given Empire’s current argument that this IEC contract was structured to allow it to prematurely terminate it in favor of an alternative recovery mechanism, it is important for the Commission to ponder certain questions.  Specifically, recognizing: (1) that Empire previously had an IEC contract in 2001; (2) that Empire previously had negotiated with the parties to terminate that 2001 IEC contract; (3) that Empire is represented by the same management that went through the work and effort of terminating that 2001 IEC contract; and (4) that Empire is represented by experienced counsel, it is fair to presume that such an experienced entity with sophisticated legal counsel well understood the operation of the IEC contract and would have negotiated an early termination clause if one was desired.  In fact, as reflected in the tariffs initiating Case No. ER-2004-0570, Empire initially sought a longer period – 5 years.
  Explicit provisions would need to be added in order to manifest the ability for early termination.  Such provisions would certainly: (1) provide for notice to the other parties; (2) address the handling of prudence and true-up issues; (3) deal with how any monies collected up to that period of time would be handled; (4) provide for a determination of interest on any refunds; and (5) mandate how refunds would be credited to customers.  None of these provisions are contained in the IEC contract.  The phrase “unless earlier terminated by order of the Commission” contains none of these provisions. Empire’s specious argument should be summarily rejected and the IEC contract left in place as bargained for by the parties and approved by the Commission.  Empire’s argument that such a provision should be “implied” is like arguing that a contract t o buy a horse also includes a cow because it does not expressly exclude a cow.
D.
IN THE EVENT THAT THE IEC CONTRACT IS FOUND TO BE AMBIGUOUS, WHAT FACTORS SHOULD THE COMMISSION CONSIDER IN INTERPRETING THE CONTRACT?

The IEC contract is not ambiguous.  The “four corners” of the IEC contract clearly indicate that the Parties intended Empire’s IEC contract to have a definite three year term.  This fact is confirmed not only by examination of the IEC contract itself, but also by the Commission’s Report and Order and Empire’s tariffs implementing the IEC contract.  As such, the Commission should enforce the IEC contract and require Empire to abide by the terms of the IEC contract.  Nevertheless, should the Commission find that the IEC contract is ambiguous, there are certain guidelines set forth by the courts to be used in assisting the Commission in adducing the true intent of the IEC contract.

1.
Surrounding Circumstances - Context
As Professor Murray discusses, the courts apply several Rules of Interpretation in order to deduce the intent of a contract.  Specifically, Professor Murray notes:

If a court seeks to determine the meaning attributed by the parties to their expressions of agreement, it is important for the court to place itself in the position of the parties at the time of contract formation.  It must take into account all of the surrounding circumstances prior to and contemporaneous with the making of the contract so as to more precisely identify the sense of the expressions in questions as apparently understood by the parties.


In the case at hand, Empire’s actions and beliefs regarding the expectations of Wall Street debt and equity analysts are telling regarding its position at the time the IEC contract was executed.  It is apparent that Empire was receiving pressure from its debt and equity analysts to fashion a long-term solution for the recovery of its fuel and purchased power expenses.  Certainly, while a long-term IEC contract would help to meet the expectations of these analysts, the presence of an early termination provision that would have allowed the ratepayers to prematurely terminate such a contract would undermine the very purpose of the IEC contract.  

In fact, during an on-the-record presentation in Case No. ER-2004-0570, Empire discussed its perception that its credit rating had been negatively impacted by a lack of a long term solution for the recovery of fuel and purchased power costs.  Indeed, Empire’s Vice President – Energy Supply pointed out that a Commission decision to implement a long-term IEC contract would be well accepted by credit rating agencies.  “I know they look at us having higher risk, not being able to recover our natural gas costs and they would look at a decision to put this [an IEC] in place positively.”
  This sentiment was echoed by Empire’s CEO:

I’m a firm believer that the equity analysts and data analysts have given us significant signals in terms of what their expectations are from companies like Empire, and their expectation is that we find a means by which we can cover our prudently incurred fuel and purchased power costs.

The mere existence alone of an IEC contract, however, would not satisfy the Empire debt and equity analysts.  These same analysts demanded the IEC contract be “more permanent in nature.”  Therefore, the existence of an early termination provision and the obvious effect it would have on the permanency of the IEC contract would not be looked upon favorably by the Empire analysts.  Logic dictates that any credit rating agency that looked upon the implementation of an IEC contract as positive would similarly look at an early termination provision, and the regulatory risk associated with such a termination provision, as detrimental.  In fact, Empire’s CEO noted that credit rating agencies have failed to give enough credit to previous IEC contracts because it was not “more permanent in nature.”  

I know that in our particular case, the Standard and Poor’s evaluation that was issued right after the conclusion of our ’01 case commended the Commission for making that decision [implementation of an IEC] in that case.  But also, you know, throw in a little jab because it was not permanent in nature, and of course, they’re looking for something that’s more permanent in nature.

Certainly, therefore, any provision, such as an early termination clause, which made the IEC contract less permanent, would be looked upon negatively by credit agencies.

Against this increasing pressure of attempting to meet analysts’ expectations and recognizing the criticism it had already taken for its failure to implement a “more permanent” solution for fuel and purchased power recovery, it is ludicrous to believe, as Empire is now suggesting, that Empire’s management agreed to an early termination provision for its IEC contract.  In fact, in response to a question from Commissioner Clayton, Empire’s CEO addressed the critical nature that a long term IEC contract would play in the minds of credit analysts:

[Clayton]:
I’m trying to understand the significance between an interim energy charge that has a life of only six months versus a life, perhaps, over two or three years, over a longer period of time.  And I guess what I’m trying to get at is for this short-term decision that we have to make, how big of a message is it being sent to the analysts and to the equity markets and the like?

[Gipson]:
I think it’s - - I think it is a big one, and it’s for the reasons that I just spoke.

With the pressure for a “more permanent” solution for fuel and purchased power recovery in mind, Empire filed tariffs in Case No. ER-2004-0570 that would have implemented a 5 year IEC contract.  Empire did not propose any provision for the early termination of its 5 year IEC contract.

This interim rider shall be in effect from April 27, 2004 through April 27, 2009.  This rider will be subject to an annual true-up audit to determine if any portion of the revenues collected exceed Empire’s actual and prudently incurred cost for fuel and purchased power during the interim period, and refunds, if warranted will be issued.  Empire shall refund the excess, if any above the greater of the actual or the base, plus interest.  Interest will be equal to the prime rate in effect on the day the IEC expires annually and will be applied to any amount to be refunded.  No refund will be made if Empire’s actual and prudently incurred costs for fuel and purchased power during the IEC period equal or exceed the forecast amount

Such refunds, if any shall be based upon the billing units of the customer to which these amounts were applied.  Any refund will appear as a one-time credit on the customer’s bill.

Recognizing that the tariffs filed to implement a rate proceeding essentially constitute the Company’s “wish list”, it is telling that Empire’s “wish list” centered upon a five (5) year interim energy clause and did not contain any provision for early termination.

Empire’s version of the IEC contained in those proposed tariffs, as well as the version contained in the ultimately approved IEC contract contained no early termination clause because an early termination clause would have introduced an element of regulatory risk and would not have provided the assurances that credit rating agencies needed that Empire would recover its prudently incurred fuel costs.  

In essence, Empire management would now have this Commission believe that, despite the critical nature of the term of the IEC contract and Empire’s claims of expressed concerns by Wall Street analysts that this IEC contract be “more permanent”, Empire agreed to introduce an element of regulatory risk by agreeing to an IEC contract that could be terminated by any party, at any time.  

2.
Subsequent Conduct of the Parties
a.
Public Statements and Conduct

In addition to reviewing the “circumstances prior to and contemporaneous with the making of the contract”, rules of contractual interpretation also require that the arbiter give “great weight” to the subsequent actions (sometimes termed the “practical construction” of the parties.  The analysis is that parties do not act in opposition to their construction of their recent agreement.
If the parties to a contract have started to perform the contract and their performance manifests a common manifestation of their understanding of the prior expression of the agreement, this evidence will be given great weight in determining the meaning attributed to their expressions. . .  [C]ourse of performance evidence is the strongest evidence of the parties’ intention except for their express terms. . . It is not remarkable that course of performance evidence has been elevated to this premier position since it is the most recent and most specific manifestation by the parties themselves as to the meaning of their contract.

Following Empire’s execution of the IEC contract and the issuance of the Commission’s Report and Order which approved that IEC contract, Empire took several actions which are inconsistent with its current stated position that the IEC contract could be terminated prior to the 3 year expiration date.

The first of these was immediately following the issuance of the Commission’s Report and Order, when Empire filed its conforming tariffs.  Those tariffs contained an IEC rider schedule which provided that “This interim rider shall be in effect from March 27, 2005 through March 26, 2008.”
  Noticeably, the tariff prepared by Empire did not contain any mention of an early termination provision.  As such, Empire’s action immediately following approval of the IEC contract is inconsistent with its currently stated position.

Next, it is instructive to review how Empire performed under other laws as to its obligation to disclose material matters.  SEC Rules promulgated at 17 C.F.R. §229.303 provide specific directions to publicly traded companies regarding the type of information to be included in the section entitled Management’s Discussion and Analysis of Financial Condition and Results of Operations in its SEC quarterly and annual reports.  Specifically Subsection (a)(3)(ii) requires that the Company:

Describe any known trends or uncertainties that have had or that the registrant reasonably expects will have a material favorable or unfavorable impact on net sales or revenues or income from continuing operations.  If the registrant knows of events that will cause a material change in the relationship between costs and revenues (such as known future increases in costs of labor or materials or price increases or inventory adjustments), the change in the relationship shall be disclosed.

According to the Securities and Exchange Commission’s 1989 release interpreting item 303(a) a “disclosure duty exists where a trend, demand, commitment, event or uncertainty is both [1] presently known to management and [2] reasonably likely to have material effects on the registrant's financial condition or results of operation.”
  Any omission of facts, required to be stated under Section 303(a), will produce liability under Section 11 of the Securities Act of 1933.


As a result of the financial collapse of Enron and WorldCom, Congress passed the Sarbanes – Oxley Act.  As described by Empire’s CEO, “Sarbanes – Oxley was implemented to bring about some rules and regulations with respect to clearer financial statement reporting, particularly 10Qs and Ks.”
  Among other changes, Sarbanes – Oxley required companies to create: (1) disclosure controls and procedures and (2) internal control over financial reporting procedures.
  As a result of these requirements, process and procedures are put into place at publicly traded companies to ensure that: (1) any material information related to the company is made known to the CEO and CFO and (2) that such material information is subsequently disclosed to the public.
  Moreover, the CEO and CFO are required to not only certify compliance with these procedures, but must also certify that the company’s SEC filings disclose all such material information.
  Specifically, on Empire’s 10K, both Empire’s CEO and CFO make the following certification:

Based upon my knowledge, this annual report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this annual report.


The practical effect of Sarbanes – Oxley and SEC rules are: (1) all material facts (i.e., items that are reasonably likely to have material effects on the registrant's financial condition or results of operation) are made known to the CEO; (2) all material facts are disclosed in the SEC reports; (3) the CEO must certify compliance with such requirements; and (4) the CEO may be held personally liable for failure to disclose such material information.
With this in mind, it is important to review the SEC filings made by Empire following the implementation of the IEC contract.  On March 15, 2005, a scant five days after the issuance of the Commission’s Report and Order in ER-2004-0570, Empire filed its 10K annual report with the SEC.
  Given the requirements of 17 C.F.R. §229.303, Empire provided a section entitled Management Discussion And Analysis of Financial Condition And Results of Operations.
  Consistent with the obligation to disclose any items that may have “a material favorable or unfavorable impact”, Empire disclosed items of minutia involving: (1) the weather sensitivity of sales by customer class; (2) the movement of a single customer from an on-system wholesale customer to an off-system market-based rate customer; and (3) a general increase in economic activity in its service territory.  

Similarly, consistent with its duty to disclose material items, as contained in 17 C.F.R. §229.303(a)(3)(ii), Empire provides a lengthy description of the IEC contract.  Paying close attention to the language used in its 10K, the Commission will note that Empire’s description at that time, a mere 5 days after issuance of the Commission’s Report and Order, is based upon the “entirety of the four corners” of the IEC contract:

In addition, the order approved an annual Interim Energy Charge (IEC) of approximately $8.2 million effective March 27, 2005 and expiring three years later.  The IEC is $0.0021 per kilowatt hour of customer usage.  The recent extraordinarily high natural gas prices and extreme volatility of natural gas led the MPSC to allow forecasted fuel costs to be used rather than the traditional historical costs in determining the fuel portion of the rate increase.  At the end of two years, the excess money collected from customers, if any, above $10 million of the greater of the actual and prudently incurred costs or the base cost of fuel and purchased power set in rates, will be refunded to the customers with interest equal to the current prime rate at that time.  At the end of the three year term of the IEC all excess money collected from customers, if any, of the greater of the actual and prudently incurred costs or the base cost of fuel and purchased power set in rates, will be refunded to the customers with interest equal to the current prime rate at that time.

Given this description as well as its current assertions regarding the existence of an early termination provision, Empire neglected to inform the SEC and its current and prospective investors of the possibility, if not probability, that the IEC contract could be unilaterally terminated before its specified 3-year term.
  Given the importance of fuel and purchased power recovery to Empire and its shareholders, as well as the expectations of debt and equity analysts that were weighing on Empire’s management, it is unquestionable that any provision for unilateral early termination would be considered an item which is “reasonably likely to have material effects on the registrant’s financial condition or results of operations.”  As such, one is left to question whether Empire did not actually believe that the IEC contract could be terminated prematurely or whether Empire violated federal regulations, and has incurred liability under the Securities Act of 1933, by failing to disclose such a material provision to the SEC as well as current and potential investors?

In its quarterly report filed with the SEC on May 9, 2005, Empire again extols the virtue of the IEC contract it has just recently been allowed to implement.
  “The Missouri Public Service Commission (MPSC) issued a final order on March 10, 2005 approving an annual increase in base rates of approximately $25.7 million, or 9.96%, effective March 27, 2005 as well as an annual Interim Energy Charge (IEC) of approximately $8.2 million effective March 27, 2005 and expiring three years later.”
  Empire’s report continues to discuss the provisions Empire felt were material for shareholders and investors to consider:  

We will be required to refund to our customers any money collected under the IEC in excess of the greater of the actual and prudently incurred costs of fuel and purchased power or the base cost of fuel and purchased power set in rates (the “Excess IEC Amount”).  Any portion of the Excess IEC Amount over $10 million will be refunded at the end of two years and the entire Excess IEC Amount not previously refunded will be refunded at the end of three years.  Each refund will include interest at the current prime rate at the time of refund.

As with its 10K Annual Report, Empire neglected to inform the SEC as well as its current and prospective investors that the IEC contract could be unilaterally and prematurely terminated prior to the completion of the three year term.  It seems ludicrous that Empire would disclose material provisions related to every other aspect of the IEC contract: the base amount of fuel collected, the amount collected under the IEC contract, the existence of possible refunds, the timing of refunds, and the interest to be returned with refunds, but omit such a material provision that could allow for the unilateral and early termination of such an important expense collection mechanism.
  A far more reasonable explanation is that Empire knew the IEC contract was for three years and fully understood the implications of the agreement it had made – indeed, had bargained for – but now suffers “buyer’s remorse.”

On August 8, 2006 Empire filed another 10Q Quarterly Report.  Only now, some 5 months after the approval of the IEC contract and less than a month after the signing of SB179, did Empire finally start looking for ways to terminate the IEC contract.  Specifically, Empire noted:  

The MPSC issued a final order on March 10, 2005 approving an annual increase in base rates of approximately $25.7 million, or 9.96%, effective March 27, 2005. . .  In addition, the order approved an annual IEC of approximately $8.2 million effective March 27, 2005 and expiring three years later.  At the end of two years, an assessment will be made of the money collected from customers compared to the greater of the actual and prudently incurred costs or the base cost of fuel and purchased power set in rates.  If the excess of the amount collected over the greater of these two amounts is greater than $10 million, the excess over $10 mill will be refunded to the customers.  The entire excess amount of IEC, not previous refunded, will be refunded at the end of three years, unless the IEC is terminated earlier.

The motivation for Empire’s sudden desire to seek early termination of the IEC is also revealed in the same 10Q where it discloses the fact that SB 179 had been passed by the General Assembly and signed by the Governor.


The points that arise out of this chronology of SEC filings are: (1) Empire filed a 10K annual report, a mere 5 days after issuance of the Commission Report and Order implementing the IEC contract, that failed to disclose the existence of an early termination provision despite certifications by its CEO and CFO that the filings disclosed all necessary material facts; (2) approximately two months after issuance of the Commission Report and Order, Empire filed another SEC report that failed to disclose the existence of an early termination provision despite certifications by its CEO and CFO that the filings disclose all necessary material facts; (3) on July 14, 2005, SB179 was signed into law; and (4) on August 8, 2005, Empire filed a 10Q which suddenly revealed its belief that the IEC contract could be prematurely terminated.


The obvious conclusion that arises out of these points is that Empire did not negotiate an early termination provision and only after SB179 was signed into law did Empire begin to contemplate ways to terminate its now shunned IEC and avail itself of the perceived riches of SB179.  
b.
Private Statements and Conduct

Empire’s private actions following the execution and approval of the IEC contract, in the form of statements to its Board of Directors, clearly indicate that it believed that the IEC contract would last for a definite term of three years.  Since the execution of the IEC contract, Empire management has met with its Board of Directors at least nine times.
  Specifically, a review of the first Board of Directors meeting held after the implementation of the IEC contract (April 27-28, 2005) reveals that, at no time, did Empire management reveal to its Board of Directors the belief that the IEC contract could be prematurely terminated.
  

Moreover, at a July 27 & 28, 2005 Board Meeting, Empire’s CEO brags **_____________________________________________________________________________**
  At the same Board meeting, Empire’s CEO sets forth long term plans designed to “manage to” the IEC.
  **_______________________________________ ____________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________________**
  Such comprehensive plans designed “to manage to the IEC” in July, 2006, are not reflective of a management that believes it could prematurely terminate the IEC contract a mere 6 months later.

In addition to meeting with its Board of Directors, Empire’s management met privately with debt and equity analysts several times after the implementation of the IEC contract.  As described previously, the recovery of fuel and purchased power expense was of vital importance to these analysts.  Given the importance placed on this issue by these analysts, Empire management insisted upon an IEC contract with a definite three year term.  Nevertheless, despite its current claims that the IEC contract could be terminated, as well as the material importance these analysts would place on such information, Empire’s management failed to tell these analysts of the existence of such an early termination provision.

Specifically, on April 6, 2005, less than a month after the execution of the IEC contract, Empire met with Standard & Poors.  During its meeting, Empire discussed the existence of the IEC contract.
  At this meeting, Empire presented Standard & Poors with certain financial modeling results.  Among the assumptions that these financial modeling results were based upon were the following: **_________________________ _________________________________________________________________________________________________________________________________________________________________________________________________**
  Clearly, as of April 6, 2005, less than a month after execution of the IEC contract, Empire management in private meetings with Standard & Poors was indicating that the IEC contract would end in March 2008 and, moreover, **___________________________________________ _____________________________________________**  Again, despite its claim that an early termination provision was negotiated, as well as the importance that these analysts would place on such knowledge, Empire never revealed its belief that it had negotiated an early termination provision.  Like its other actions from the time, these certainly aren’t the actions of a company that believed that it had negotiated an early termination provision to its IEC contract.
c.
Construction Against Drafter

In addition to: (1) Surrounding Circumstances – Context and (2) Subsequent Conduct of the Parties, the courts, in interpreting an ambiguous contract, will apply a rule of Construction Against the Drafter.  As Professor Murray notes:

It is a general rule of interpretation that an expression is to be interpreted most strongly against the party responsible for its drafting.  The rule is particularly applicable if it has been embodied in a writing prepared by the skilled adviser of one of the parties, or if the person who drew it had special competence in such matters.

As mentioned previously, on March 10, 2005, the Commission issued its Report and Order in Case No. ER-2004-0570.  Among other things, that Report and Order approved the IEC contract.  As a result of the provisions of Section 393.140(11), the Commission noted in its Report and Order that “Empire District Electric Company may file proposed electric service tariff sheets in compliance with this Report and Order.”
  Pursuant to the directive in the Commission’s Report and Order, Empire prepared and filed tariff sheets in compliance with that Report and Order.  As regards the implementation of the IEC contract, the tariffs prepared and filed by Empire state: “This interim rider shall be in effect from March 27, 2005 through March 26, 2008.”
  In addition, the IEC tariff rider contains provisions reflecting: (1) the amount collected per kWh on an interim basis; (2) the possibility of refund after year 2; (3) the interest rate applicable to any year 2 refund; (4) the existence of a true-up after the third year; (5) the method for determining refunds; and (6) the method for providing any refunds under the true-up.  Noticeably, the tariffs prepared by Empire do not provide any mention of an early termination provision.

As Staff indicated in its recommendation to the Commission, the tariffs implementing the IEC contract were drafted by Empire.
  Specifically, those tariffs indicate that they were drafted and signed by David W. Gibson, Empire’s Vice President Regulatory and General Services.
  At the time that he prepared and submitted the implementing tariff, Mr. Gibson: (1) had approximately 26 years of experience with Empire; (2) had been an officer with Empire for at least 14 years
; and (3) had participated in the drafting and operation of the first IEC contract.  Given the rule that a contract should be constructed against the drafter, especially in those situations in which the contract was prepared by a “skilled adviser”, any ambiguity regarding the existence of an early termination provision should be construed against Empire.  Given this, it is readily apparent that the Empire tariffs and the IEC contract did not contain an early termination provision.

E.
LEGAL BASIS FOR CONTRACT RESCISSION
Despite the express three year term of the IEC contract and the lack of early termination provision, Empire fails to provide the Commission with any rationale, recognized under statute or common law, which provides a legal basis for the Commission to rescind the IEC contract.  Instead, throwing itself at the mercy of the Commission and asking for protection from its poor managerial decisions, Empire pleads that it “wants to terminate the IEC because the IEC does not and will not allow the Company to recover its reasonable and prudently incurred fuel and purchased power costs.”
  The legal analysis contained in this brief shows that neither: (1) Empire’s poor managerial decisions; (2) inaccurate predictions of the future of natural gas prices, or (3) desire to score profits for its shareholders provide a legal basis for the rescission of the IEC contract.  The law allows for the rescission of a contract for several reasons.  This section of the brief will discuss each of these reasons and demonstrate that none of them apply to the current situation in which Empire seeks to rescind a contract that the Commission has previously found to be valid and “binding”.
  Finally, this section will show that the law has contemplated and addressed the exact situation confronted by the Commission in this proceeding, that is, requested rescission based upon predictions regarding future outcomes.  In such instance, the law is clear: Rescission is not appropriate.

1. Capacity To Contract

It is a fundamental concept of contract law that each party must have the capacity to understand the nature of the agreement and display an intention to be bound by such an agreement.

The basic requirement of any contract is an objective manifestation of intention to be bound to a bargain.  An objective manifestation of assent may be impossible if physical or mental impairment is so extreme that the person cannot form the necessary intent.  In such cases, there is a total lack of capacity and no contract is formed.


Given this fundamental notion that certain people “cannot form the necessary intent” to be bound to a bargain, the courts have found that: (1) infants lack the ability to be bound to a bargain;
 (2) mentally ill and mentally defective persons may not have the ability to form the necessary intent;
 (3) persons under the influence of alcohol or drugs may not be capable of forming such an intent;
 and (4) persons under an appointed guardianship are incapable of executing a contract.


Empire has not claimed and no one has asserted that it falls within any of these limited groups of individuals that are incapable of entering into a contract.  It is a given that Empire has the capacity to form the necessary intent to be bound to a bargain.

2. Contracts Executed Under Duress
In addition to rescinding contracts that were executed by individuals lacking the capacity to be bound to a contractual agreement, courts will also rescind contracts that were entered into by a party under duress.

If a party is compelled to manifest assent by physical force where, for example, his hand is physically forced to sign a document or where he signs at gunpoint, it is clear that the signature is no manifestation of assent since the signer had no intention of performing the act.


Again, Empire has not claimed and there has been no evidence introduced to support the conclusion that Empire executed the IEC contract under duress.  Indeed, given the expectations of its analysts, Empire was not only a willing, but an eager party to the IEC contract.  As such, the IEC contract should be enforced.

3. Contracts Executed Under Undue Influence

A third basis for rescission of a contract is in a situation where one party exercises undue influence over the other party.  As described in Murray on Contracts, “undue influence involves improper or unfair persuasion.  Unfair persuasion may result from the domination of the party exercising the persuasion resulting from a confidential relationship between the parties”.

 Among other elements, any party attempting to rescind a contract on the basis of undue influence must show the existence of a “confidential relationship.”
  Such relationships usually take the form, among others, of parent – child, physician – patient, and attorney - client.


There is no evidence that a confidential relationship existed between Empire and the other parties to the IEC contract.  Indeed, the other parties were openly adverse to Empire’s position.  Absent such confidential relationship, Empire is incapable of arguing that the IEC contract was executed on the basis of undue influence.  As such, the IEC contract should be enforced.

4. Contracts Based Upon Misrepresentation

Another legal basis for the rescission of a contract is the existence of misrepresentation.  It is not surprising that this area has been the subject of a great deal of legal discussion.  Misrepresentation, defined as “an assertion that is not in accord with the facts”
 involves an element of fraud and takes two different forms: (1) concealment and (2) non-disclosure.  While concealment is “an affirmative act designed to prevent another from learning the fact”; non-disclosure “involves no affirmative act.”
  Thus, where a seller of a building paints over a defect or a “builder knew of a defect in the floor of a basement and covered the defect with tile to conceal it”
, concealment has occurred.  While a party “is not expected to tell all that he knows to the other party”, he may not “tell half-truths and his assertion of only some of the facts without the inclusion of such additional matters as he knows or believes to be necessary to prevent it from being misleading is itself a misrepresentation.”


In the case at hand there is no evidence that the Signatories to the IEC contract concealed or failed to disclose certain facts to Empire.  The IEC contract merely involved an educated prediction about the future of natural gas prices and Empire’s cost of providing electricity.  Given its greater knowledge of the natural gas market and its unit cost of generation, Empire was in a position of greater knowledge.  Therefore, no claim for misrepresentation is justified and the IEC contract must be enforced.

5. Contracts Based On Mutual Mistake Of Fact

Finally, a court will allow for a contract to be avoided where there has been a mutual mistake of fact.  The Restatement of Contracts 2d defines mistake as “a belief that is not in accord with the facts.”
  The law clearly notes that “the erroneous belief must relate to the facts as they exist at the time of the making of the contract.”
  Thus, where two parties have entered into a contract to sell a tract of land which both parties believe consisted primarily of timber and the timber had previously been destroyed by fire, the court will find that there has been a mutual mistake of fact and avoid the contract on the basis of that mistake of fact.
  

Mistake, however, “does not refer to a prediction or exercise of judgment that a particular situation will exist in the future.”
  As such, a mistake does not encompass a situation in which one party makes a poor prediction of the future.  The courts recognize that, oftentimes, contracts by their very nature are a device to allocate risk of future events among parties.  In the event that such a party enters into a contract based upon a perception of the future that does not come to fruition, the court will not rescind the contract.
Thus, in the sale of a business, both buyer and seller may believe that the business will earn a certain amount in the ensuing year and that judgment may be the basis for a reasonable prediction.  If, however, the economy or other events do not permit that judgment or prediction to prove true, neither party has made a “mistake”.


In the case at hand, Empire can not claim that it has made a “mistake” regarding “facts as they exist at the time of the making of the contract.”  Rather as touched upon previously and will be more fully discussed immediately hereafter, while Empire may now believe it made a poor judgment regarding: (1) the future economy, (2) the future price of natural gas; and (3) its future ability to provide electricity below a certain cost, none of these meet the requirement that the mistake be based upon “facts as they exist at the time of the making of the contract.”  Therefore, Empire provides no basis for avoidance of the IEC contract.

F.
COURTS WILL NOT RESCIND CONTRACTS ON THE BASIS OF MISTAKES REGARDING FUTURE EVENTS.

As mentioned previously the courts are very clear that poor judgment and prediction do not constitute a mistake and do not provide a basis for contract avoidance.  The number of legal treatises and cases that recognize this principle are such that it is engrained as a fundamental tenet of American jurisprudence.  To repeat, therefore, a mistake “does not refer to an ‘improvident act’ such as assuming a risk that the facts will remain as they are at the time of contract formation.  Moreover, ‘mistake’ does not refer to a prediction or exercise of judgment that a particular situation will exist in the future.”
  Arguing otherwise would be like a fire insurance company trying to avoid paying a claim because “we didn’t think the property was going to burn down,” or a life insurance company refusing to pay a death claim because the decedent insured didn’t live as long as the actuarial tables said they should.

Similarly, Professor Perillo notes that “[t]he doctrine of mistake does not apply to mistaken beliefs about future events.”
   

The word “mistake” is not used here, as it is sometimes used in common speech, to refer to an improvident act, including the making of a contract, that is the result of such an erroneous belief. . .  A party’s prediction or judgment as to events to occur in the future, even if erroneous, is not a “mistake” as that word is defined here.


The courts have taken this approach towards predictions regarding future events because those courts recognize that any party that enters into a contract based upon predictions of future events is necessarily assuming the risk of the outcome of future events.  Thus, “[a]bsent provision to the contrary, a contracting party takes the risk of most supervening changes in circumstances, even though they upset basic assumptions and unexpectedly affect the agreed exchange of performances”.
  Professor Perillo expounds further on this notion.

When a contractual promise is aleatory in character, its performance is expressly made conditional upon an uncertain event.  The promisee bets that it will happen and the promisor that it will not.  The consideration exchanged for such a promise varies in proportion to their opinions as to probability.  They consciously assume the risk.  If the event occurs, or occurs sooner than the promisor expects, the promisor is the loser; if it fails to occur, or occurs later than the promisee expects, the promisee is the loser.  The opinion of one of them as to probability is thus shown to have been erroneous, but this mistake is not ground for avoidance, because the risk was consciously assumed.

Therefore, by way of example, “[a] life insurer cannot escape payment of the amount promised because the insured was most unexpectedly struck by lightning two days after execution of the policy.”
  Similarly, the converse is true.  “An insured who has paid fire insurance premiums for forty years cannot get restitution of the premiums because the insured premises never had a fire.”


Here the parties expressly recognized, at the time the Stipulation was executed, that the price of natural gas was volatile.  In fact, the very basis for the creation of an IEC contract was premised on the fact that natural gas prices would inevitably increase or decrease.  As such, Empire assumed the risk that gas prices may increase above the IEC ceiling and it would suffer such losses.  This risk was explicitly recognized by Empire.  “Since there is a cap on the IEC, Empire may still be subject to losses due to large swings in the natural gas and wholesale electricity markets.”
  Similarly, the ratepayers assumed the risk that gas prices may decrease below the IEC contract floor and the utility would realize unexpected windfalls.  “Since the IEC contains a floor, an IEC does not prevent Empire’s customers from paying more than actual fuel and purchased power costs in the event those costs are below the floor.”
  This is the exact situation contemplated by Professor Murray.  “Thus, if the parties contemplated certain risks and assumed such risks, neither party could later raise such risks as the basis of either avoidance or reformation.”
  Furthermore, [i]f the evidence is clear that a party formed an agreement on certain terms with knowledge that he is unaware of certain critical facts, to suggest that such party has not agreed to bear potential risks relating to consciously unknown facts misconceives the concept of agreement.”


The volatility of natural gas prices and inherent assumption of the risk of future movement in those gas prices was explicitly recognized by the Commission in its Report and Order in Case No. ER-2001-299.

The parties also noted that while some fuel costs are relatively stable, there has been recent volatility in the price of natural gas and purchased power, and there is great difficulty for anyone to attempt to predict with reasonable certainty what the market price of natural gas or purchased power will be at any given time in the future.


As Empire and the Commission recognized, the IEC contract was by its very nature a device used to allocate the risk of future movement in natural gas prices.  While natural gas prices ultimately increased above the IEC contract ceiling, this does not form the basis for Empire to seek avoidance, reformation or rescission of the contract.  Empire was acutely aware of the volatility in gas prices and the financial risks and opportunities that it assumed under the IEC contract.  Ultimately, Empire made a bet and much like those investors who predicted a turnaround in Enron’s fortunes that bet proved to be improvident.


G.
SECTION 386.266.8 EXPRESSLY BARS THE COMMISSION FROM PREMATURELY TERMINATING THE IEC CONTRACT.
Simultaneous with the approval of the IEC contract Stipulation, the General Assembly was considering Senate Bill 179.  As reflected in the hearing, Empire and its management were very active in lobbying the General Assembly for the passage of SB179.
  In light of Empire’s repeated bragging to Wall Street that the IEC contract ceiling was $25 million greater than the test year level of fuel and purchased power expense
 and recognizing that at the time that the IEC contract was implemented the legality of the IEC contract was questionable, Empire was obviously concerned that its IEC contract could possibly be disturbed.  As such, a special provision was added to SB179 to ensure that the IEC contract could not be prematurely terminated.
SB179 contains two provisions which address the termination of certain plans approved by the Commission.  First, Section 386.266.5 addresses the termination of adjustment mechanisms “approved by the Commission” under the provisions of Section 386.266.  This provision notes that all plans “approved by the Commission under this section” may be terminated “in a general rate case or complaint proceeding.”

In contrast to the authority to terminate plans “approved by the Commission under this section” in a general rate proceeding, Section 386.266.8 provides an absolute bar against the Commission terminating plans approved by the Commission through alternative methodologies.  Specifically, this Section provides, “[i]n the event the commission lawfully approves an incentive or performance based plan, such plan shall be binding on the commission for the entire term of the plan.” (emphasis added).  Recognizing that the Empire IEC contract was the only such plan in existence at the time, it is apparent that Section 386.266.8 was directed specifically at any attempt by the Commission to disturb the term of the Empire IEC contract.  As such, given the explicit dictates of Section 386.266.8, this Commission is without the authority to terminate the Empire IEC contract.

Understanding that SB179 specifically precludes the actions sought in the current proceeding, Empire attempts to argue that SB179 is not applicable to its IEC contract.  First, Empire argues that SB179 is not applicable because the IEC contract was approved prior to enactment of SB179 and that such provisions could not be applied retroactively to affect existing contracts.  Empire argues “[s]tatutes are generally presumed to operate prospectively.”
  The erroneous nature of such an assertion is patently obvious.  Empire’s argument is tantamount to arguing that Medicare cuts do not affect those senior citizens already receiving benefits.

SB179, as the Commission well knows, is not a legislative pronouncement on the merits of previously existing contracts.  Rather, SB179 as repeatedly claimed by the utilities while lobbying for its enactment, is empowering legislation designed to allow the Commission to enact certain adjustment clauses.  But, like any other authority granted by the Legislature, such authority can be expressly limited.  Specifically, while SB179 provides the Commission with certain authority, Section 386.266.8 expressly limits the Commission’s ability to terminate existing adjustment mechanisms (i.e., Empire’s IEC contract).  In this case, SB179 itself does not affect the pending IEC contract.  Rather, SB179 specifically places limitations on the Commission’s authority to terminate this IEC contract.  Empire’s assertions that SB179 does not apply to previously existing plans is baseless.
Second, Empire claims that “it is far from clear the IEC qualifies as ‘an incentive or performance based plan.”
  Given this asserted uncertainty, Empire claims that Section 386.266.8 is inapplicable.  Again, Empire’s assertions are not only patently wrong; they were expressly rejected by Empire’s CEO.  During cross-examination, Empire’s CEO readily admitted that the IEC contract was a plan designed to give Empire an “incentive” to effectively manage its fuel and purchased power costs.
  Such a concession by Empire’s CEO is not surprising when one recognizes that Empire’s IEC contract was executed in response to the Chairman’s plea to the parties to design a plan “to encourage Empire to be prudent and would like to find some way to reward them for purchasing cheaper gas, you know.” 

Third, Empire asserts that Section 386.266.10 demonstrates that the Commission maintains authority to make modifications, even to the extent of termination, to the current IEC contract.  Specifically, Section 386.266.10 provides:

Nothing contained in this section shall be construed as affecting any existing adjustment mechanism, rate schedule, tariff, incentive plan, or other ratemaking mechanism currently approved and in effect.
Empire’s reliance upon Section 386.266.10 renders other aspects of SB179 meaningless.  Specifically, if read in the manner requested by Empire, what is the meaning of Section 386.266.8?

It is a fundamental concept of statutory construction that all provisions of a statute should be read in harmony.

A statute is passed as a whole and not in parts or sections and is animated by one general purpose and intent.  Consequently, each part of section should be construed in connection with every other part of section so as to produce a harmonious whole.  Thus, it is not proper to confine interpretation to the one section to be construed.

Professor Singer continues on to note:

It is an elementary rule of construction that effect must be given, if possible, to every word, clause and sentence of a statute.  A statute should be construed so that effect is given to all its provisions, so that no part will be inoperative or superfluous, void or insignificant, and so that one section will not destroy another unless the provision is the result of obvious mistake or error.


Given Empire’s interpretation that Section 386.266.10 maintains existing Commission’s authority of incentive plans, such as Empire’s IEC contract, then necessarily what is the purpose of Section 386.266.8.  Effectively, Empire’s interpretation renders another provision of SB179 entirely “inoperative”, “superfluous”, “void” and “insignificant”.


Praxair / Explorer present an interpretation that allows all provisions of SB179 to be read as a harmonious whole.  Specifically, Section 386.266.8 prevents the Commission from prematurely terminating the Empire IEC contract.  On the other hand, Section 386.266.10 prevents the Commission from imposing the remaining consumer protection aspects of SB179 on the Empire IEC contract.  In this way, nothing contained in SB179 is being construed as affecting any existing adjustment mechanism.
H.
EMPIRE HAS NOT MET ITS BURDEN OF PROOF OF SHOWING BY “CLEAR AND SATISFACTORY EVIDENCE” THAT AN EARLY TERMINATION PROVISION EXISTS
Section 386.550 RSMo provides that, “In all collateral actions or proceedings the orders and decisions of the commission which have become final shall be conclusive.”

Moreover, Section 386.430 RSMo provides that:

In all trials, actions, suits and proceedings arising under the provisions of this chapter or growing out of the exercise of the authority and powers granted herein to the commission, the burden of proof shall be upon the party adverse to such commission or seeking to set aside any determination, requirement, direction or order of said commission, to show by clear and satisfactory evidence that the determination, requirement, direction or order of the commission complained of is unreasonable or unlawful as the case may be.


As was previously mentioned, the Commission issued its Report and Order in Case No. ER-2004-0570 on March 10, 2005.  Under the heading “Findings of Fact”, the Commission found that “IEC shall be in effect for three years.”
  That Report and Order, and the findings contained therein, is final and, pursuant to Section 386.550, is deemed conclusive.  In addition, on May 12, 2006, in the immediate proceeding, the Commission issued its Order Clarifying Continued Applicability Of The Interim Energy Charge.  In that Order the Commission found that “[t]he Stipulation and Agreement was freely negotiated.  Consideration was given and received.  The Commission approved it and it is binding.”
  Again, as regards that finding, the May 12 Order is final and the finding is deemed conclusive.


Pursuant to Section 386.430 RSMo, as pertains to these conclusive findings: (1) the IEC contract shall be in effect for three years; (2) the Stipulation and Agreement was freely negotiated; (3) consideration was given and received; (4) the Commission approved the IEC contract; and (5) the IEC contract is binding, Empire carries the heavy burden of proving by “clear and satisfactory evidence” that the finding is unlawful or unreasonable.

It is unquestionable that Empire has failed to meet its heavy burden of proof.  The Commission’s conclusive findings, most notably, that the IEC contract shall be in effect for three years and that the IEC contract is binding, dispel any notion that the IEC contract may be prematurely terminated.
I.
IN THE EVENT THE COMMISSION DETERMINES THAT THE IEC CONTRACT CONTAINS AN EARLY TERMINATION PROVISION, WHAT DETERMINATION MUST THE COMMISSION MAKE?

1. What Standard Should The Commission Apply In Deciding Whether To Prematurely Terminate The IEC Contract?
As stated previously, prior Commission Report and Orders as well as currently effective Empire tariffs provide for a 3-year IEC contract without any provision for early termination.  As provided in Section 386.430, Empire provides a heavy burden of showing by “clear and satisfactory evidence” that the previous Commission Orders as well as its currently effective tariffs are unreasonable in that they do not reflect Empire’s belief that the IEC contract could be prematurely terminated by the Commission.
In the event that the Commission finds that Empire has met its heavy burden and has shown by “clear and satisfactory evidence” that an early termination provision does actually exist, the Commission must then wrestle with the appropriate standard to be utilized in exercising its power to prematurely terminate the IEC contract.  Given that the IEC contract is currently in effect, Empire is, for all intents and purposes, asking for interim relief.  Over the past 50 years, the Commission has held steadfast to the notion that interim relief should only be granted on an emergency basis.  As this section of the brief will detail, the logic of decades of Commission precedent on the matter of interim relief, the persuasiveness of dozens of other jurisdictions, as well as the stable nature of Empire’s current financial condition all dictate that the emergency standard be implemented by the Commission in analyzing Empire’s current request to prematurely terminate the IEC contract.
The Commission’s current emergency standard was initially expressed in a 1975 case involving Missouri Public Service Company.  In that case, the Commission noted, “[t]herefore, it is incumbent upon the Company to demonstrate conclusively that an emergency does exist.  The Company must show that (1) it needs additional funds immediately, (2) that the need cannot be postponed, and (3) that no other alternatives exist to meet the need but rate relief.”
  Finding that Missouri Public Service Company had failed to meet the requirements necessary for interim relief, the Commission denied the request for emergency rates.
Since the Missouri Public Service Company case, the Commission has frequently reiterated the emergency or near emergency standard.  These include cases involving Missouri Public Service Company
; Kansas City Power & Light Company
; Missouri Public Service Company
; Martigney Creek Sewer Company
; Arkansas Power & Light Company
; and Raytown Water Company
.  Similar to the approach taken by the Missouri Public Service Commission, the vast majority of jurisdictions have limited interim relief to those situations in which a utility can meet some form of an “emergency” standard.
 

2. Empire Has Not Met Its Burden Of Proof To Seek Relief Under The Emergency Standard.
As was demonstrated, supra, the Commission has uniformly applied the emergency standard in determining whether a utility should be granted interim relief.  Recognizing that Empire is seeking interim relief from the terms of the IEC contract which it voluntarily negotiated, the logic of the emergency standard is equally applicable to the immediate proceeding.  As such, prior to relieving Empire of its obligation under the IEC contract, Empire must show that (1) it needs additional funds immediately, (2) that the need cannot be postponed, and (3) that no other alternatives exist to meet the need but rate relief.”

There is no evidence to support a Commission finding on any of these elements of emergency relief.  In fact, evidence indicates that Empire has been able to access the capital markets,
 continues to pay out its regular dividend to shareholders,
 and is continuing to provide safe and adequate service.
  As such, Empire is incapable of meeting the strict requirements of the emergency standard.  Furthermore, absent such a showing, the Commission should not relieve Empire of the obligations of its voluntarily negotiated IEC contract.
3. What Would Be The Extent Of Empire’s Financial Harm If It Were Bound To The Remaining Term Of The IEC Contract?
While Empire will undoubtedly attempt to paint a dire financial picture of its ongoing financial results if forced to continue to operate under the IEC contract for another 17 months, such predictions of doom and gloom obviously fail to account for the accommodations made by the parties through Empire’s Experimental Regulatory Plan.

In the Stipulation and Agreement in Case No. EO-2005-0263, the Parties, including Praxair / Explorer, agreed to ratemaking protections in order to assure that Empire can maintain an investment grade rating for its debt during the term of the Regulatory Plan which notably encompassed the remaining term of the three-year IEC contract.  Included in these safeguards is the possibility of additional amortizations to maintain Empire’s investment grade financial ratio.  Specifically, the Stipulation provides for an analysis to determine if Empire meets Standard & Poor’s guidelines for: (1) Adjusted Total Debt to Total Capitalization; (2) Adjusted Funds from Operations Interest Coverage; and (3) Adjusted Funds from Operations as a Percentage of Average Total Debt.  In this regard, if Empire under-recovers fuel and purchased power expense under the IEC contract, and to the extent that this under-recovery is not offset by revenue growth or reductions in other expense items, it may have an effect on Empire’s “funds from operations.”  To the extent that this under-recovery may cause Empire’s ratio of: (1) Adjusted Funds from Operations Interest Coverage and (2) Adjusted Funds from Operations as a Percentage of Average Total Debt to slip below the ratio range set forth by Standard and Poor’s and adopted by the Parties, then Empire will be eligible for additional amortizations to the extent necessary to bring these ratios back into line with those guidelines.

The existence of regulatory amortization are not merely a theoretical concept, they are a reality.  In fact, unlike proceedings conducted prior to the implementation of the amortization mechanism, the existence of the regulatory amortizations effectively dictates the ultimate amount of increase resulting from any proceeding.  In the immediate case, the existence of the regulatory amortizations guarantees that Empire will receive a rate increase of $27.8 million.
  For all intents and purposes, therefore, a Commission order which leaves the IEC contract undisturbed will have no effect on Empire revenues and cash flow.
Moreover, Empire’s harm as a result of the continuation of the IEC has been lessened by the steep decline in natural gas prices.  As reflected in the prefiled True-Up Direct Testimony of Maurice Brubaker, the spot price of natural gas on September 27, 2006 was $5.72 / MMBtu.  In addition, the futures price for October of 2006 was a mere $3.775 / MMBtu.
  Given this steep decline in natural gas prices, Empire can no longer claim that it is suffering losses associated with the gas that it is now acquiring.
Finally, in addition to the effect on Empire’s cost of generation from the decline in natural gas costs, Empire’s cost of generation will also lessen as a result of low-cost energy from recently added wind generation.
  Recognizing that the energy from these generating resources was not made available until December 2005, the full effect of this low-cost energy is not reflected in the true-up numbers in this proceeding.  Further, and more importantly, the effect of this low-cost energy is not reflected in Empire’s self-serving projections regarding the losses to be suffered under the IEC contract.  
Given the existence of additional amortizations as well as the current low price of natural gas and the addition of low-cost energy from Empire’s wind resources, there is no threat to Empire’s financial health as a result of its continued operation under the bargained-for IEC contract.  Under the IEC contract, Empire is assured of maintaining an investment grade debt rating and will be able to raise necessary capital to fund its construction commitments in Iatan 1 and 2.  Realizing this lack of threat to Empire’s financial health, the Commission should be loath to release them from the terms of its voluntarily negotiated and binding IEC contract.  As Witness Brubaker noted:
It was inevitable that one side, either Empire or the customers, would initially see benefits under the IEC.  Much like a football game, however, it is inappropriate to call of the game because one side is leading after the first half.  The game must be allowed to play itself out.  Similarly, the successfulness of the three-year IEC should not be reviewed after only 18 months.  Rather, the IEC may only be judged after the entire three-year term has passed.  As demonstrated in this true-up testimony, gas prices have decreased dramatically.  Combined with the low cost energy from Empire’s wind resources, the success or failure is still up for debate.

4. What Is The Comparative Harm That Would Be Experienced By The Ratepayers If The IEC Contract Were Prematurely Terminated?
Given the applicability of the regulatory amortization mechanism discussed above, Empire is assured of revenues and cash flow sufficient to meet the financial metrics necessary to maintain an investment grade credit rating.  With the applicability of these amortization mechanisms, Empire faces no financial harm whatever if held to the agreement that it made for the remaining term of the IEC contract.  Accordingly, Empire cannot meet the emergency standard that should be utilized by the Commission in deciding whether to allow Empire to prematurely terminate the IEC contract, had it even applied for such relief.

On the other hand, the comparative financial harm to the ratepayers is large.  As reflected in the Stipulation and Agreement implementing the IEC contract, ratepayers (both industrial and residential) agreed to forego their right to judicial review of any Commission order implementing the IEC.
  Given the absolute prohibition against single issue ratemaking and fuel adjustment clauses at that time, as well as the significant possibility that ratepayers would prevail in any appeal of a Commission Order granting an IEC, this was a significant concession on the part of these ratepayers.  Such consideration can never be returned to the ratepayers.  In addition, ratepayers have provided significant revenues and cash flow under the IEC contract to which Empire would not otherwise have been entitled without the implementation of the IEC.  While this monetary consideration can be taken back from Empire, given the continual change in customers in and out of Empire’s service territory, it is impossible to return this consideration to the proper ratepayers.  Moreover, the Commission is not a court and cannot issue money judgments.  Thus the Commission simply does not have the power to restore the ratepayers to the status quo ante and thus must hold Empire to the terms of the contract that it negotiated.
Finally, the comparative harm associated with Empire’s attempt to undermine the integrity of the Commission’s regulatory process and procedure is deeply disturbing.  In recent years, Empire has continually sought Commission protection from the decisions of its management.  Any Commission decision to allow Empire to disavow itself of the actions of its management in agreeing to a three (3) year IEC contract will inevitably lead to distrust in the Commission’s process and procedure and will result in the implementation of rates at a level much higher than otherwise agreed to by Empire management.
J.
IN THE EVENT THAT THE COMMISSION PERMITS EMPIRE TO PREMATURELY TERMINATE THE IEC CONTRACT, WHAT AMOUNT OF REVENUES COLLECTED BY EMPIRE UNDER THE IEC CONTRACT SHOULD BE REFUNDED TO CUSTOMERS?

As of the end of October 2006, Empire will have collected a total of $13 million in revenues under the IEC contract.
  As reflected in Empire’s tariffs, these revenues were collected “subject to refund”.
  Furthermore, these revenues, once refunded, are subject to interest.
  As pointed out previously in this brief, this was merely a portion of the consideration provided by the ratepayers in exchange for three years of protection from rate increases resulting from an increase in fuel and purchase power expense.  While the remaining consideration, waiver of any judicial review of the Commission’s Order in Case No. ER-2004-0570 can never be returned, if the Commission allows Empire to prematurely terminate the IEC contract, the Commission should, at a minimum, order Empire to return all the IEC revenues it has collected with interest.
K.
RESPONSE TO EMPIRE’S PREVIOUSLY STATED POSITIONS

In previously filed documents with the Commission, Empire has given a glimpse as to the basis of its argument regarding the termination of the IEC contract.  Empire’s argument, misplaced as it may be, appears to be as follows: (1) the police powers conveyed upon the Commission are superior to any private contract; and (2) a public utility may not be foreclosed from filing a rate proceeding.

1.
Private Contracts

In support of its first argument Empire relies upon several cases which are utterly inapplicable to the matter at hand.  Specifically, in its Response to Notice Requiring Filing,
 Empire cites several cases for the notion that the sovereign police power of the state, specifically the ratemaking authority of the Commission, is superior to any rates determined by a private contract.
  As will be shown in the attached analysis, each of the cases cited by Empire involved a private contract that had not been approved by the Commission.  This stands in direct contract to the immediate matter in which the IEC contract has previously been approved by the Commission and found to be “binding.”  As such, each of the cases cited by Empire is of questionable relevancy.

First, Empire cites two cases involving the same set of facts: (1) State ex rel. City of Sedalia v. Public Service Commission
 and City Water Company of Sedalia v. City of Sedalia.
  In those cases, the City of Sedalia claimed that a fire hydrant rate provided for in a franchise ordinance, but never submitted for approval by the Commission, should be beyond the scope of the ratemaking authority of the Commission.  Ultimately, the Court found “that the fixing of reasonable rates for services to be rendered to the general public . . . is an exercise of the sovereign police power of the state.”
  As the Court found, “cleared of all driftwood”, a public utility could not engage in ratemaking actions in the context of private contracts and avoid the ratemaking power of the Public Service Commission.
  
Clearly, these cases, like the others cited by Empire, are not applicable to the matter at hand.  The rates established by Empire were not the subject of a private contract executed outside the purview of the Commission.  In fact, the opposite is true.  This contract, executed by Empire, has previously been found by the Commission to have been: (1) “freely negotiated”; (2) “binding” and (3) “approved” by the Commission.
  Ultimately, this contract, in the context of the Commission’s process and procedures, was reduced to a tariff and approved by the Commission.  Clearly, any reference to cases involving privately negotiated contracts that were not approved by the Commission is of no relevance to the pending matter.

Second, Empire cites the case of State ex rel. Missouri Gas & Electric Service Company v. Trimble.
  In that case, a customer of Missouri Gas & Electric executed a private contract which provided for a methodology for the determination of the customer’s electric demand charge.  As with the Sedalia cases cited previously, that contract was entirely private and was never approved by the Commission.  Contrary to the private contract, but consistent with its tariffs on file with the Commission, the utility changed its method of billing the customer’s demand charge.  Relying upon the Sedalia cases, the Court found that the limitations contained in the private contract was trumped by the requirements of the Commission approved tariff.  Given the Commission-approved tariff, “[t]he service company had the right thus to measure the maximum demand, independent of the consent of the milling company.”
  Again, it is difficult to see the relevance of a case involving an entirely private contract.  As mentioned previously, the IEC contract, unlike the contract in the cited proceeding, has previously been found by the Commission to have been: (1) “freely negotiated”; (2) “binding” and (3) “approved” by the Commission.
  As such, any reference to cases involving privately negotiated contracts that were not approved by the Commission is of no relevance to the pending matter.

Third, Empire cites the case of State ex rel. Kansas City Public Service Co. v. Latshaw.
  Much like the previously cited case, and relying upon the holding from the Sedalia cases, this case involves a contract between a common carrier and a municipality.  Specifically, the municipality claims that the rate of the common carrier was determined by municipal ordinance and could not be modified by subsequent action of the Commission.  As in the Sedalia cases, the Court found that the private contract could not stand against action of the Commission.  “Under it [police powers] no contract as to rates will stand as against the order of the Public Service Commission for reasonable rates, whether such reasonable rates be lower or higher than the contract rate.”
  Again, any case regarding an entirely private contract of a public utility is of questionable relevance.  In the current proceeding, the IEC contract, has been found by the Commission to have been: (1) “freely negotiated”; (2) “binding” and (3) “approved” by the Commission.
  As such, any reference to cases involving privately negotiated contracts that were not approved by the Commission is of no relevance to the pending matter.

Fourth, Empire cites the questionable case of Gaines v. Gibbs.
  In this case, a land developer recorded a plat which included a restrictive covenant which provided that no land owner shall be required to pay a connection fee for any subsequent sewer system.  Following certificate, a sewer utility issued, and the Commission approved, tariff sheets which provided for a connection fee.  Again, relying upon the finding in the Sedalia cases, the Court found that the ratemaking power of the Commission was superior to any rate determination contained in a private contract or a subdivision covenant.  As with the previously cited case, this case is of questionable authority.  In the pending Empire case, unlike the cited case, the IEC contract was previously found by the Commission to have been: (1) “freely negotiated”; (2) “binding” and (3) “approved” by the Commission.
  As such, any reference to cases involving privately negotiated contracts that were not approved by the Commission is of no relevance to the pending matter.

Fifth, Empire references the case of Bertha A. Mining Company v. the Empire District Electric Company.
  As reflected in this case, the utility entered into a private contract with a mining company for the provision of electric service.  Subsequently, the utility sought and was granted a rate increase from the Commission which was in excess of that prescribed in the private contract with the mining company.  At this point, the utility sought to apply the Commission prescribed rate to the mining company.  Relying on the Sedalia line of cases, the Court found that the rate established by the Commission was appropriate, not withstanding contracts or ordinances.
  Again, this case is not relevant.  The IEC contract, unlike the contract in the cited case, was (1) “freely negotiated”; (2) “binding” and (3) “approved” by the Commission.
  As such, this case and its discussion of private contract are of no relevance to the pending matter.

Finally, Empire cites the Commission to the case of State ex rel. Capital City Water Company v. Public Service Commission.
  As with the previous decisions, this case involved the issue of a private contract executed between a utility and a public water supply district for the storage and sale of water.  In this case, the Commission found that the private contract for the storage and sale of water was not appropriate for inclusion in the utility’s cost of service.  Again, the Court found that the private contract held not weight as opposed to the exercise of the police power of the Commission.

Once again, Empire’s reliance upon this case is misplaced.  The IEC contract, unlike the contract referenced in the Capital City case was (1) “freely negotiated”; (2) “binding” and (3) “approved” by the Commission.
  As such, this case and its discussion of private contract are of no relevance to the pending matter.


2.
Ability To File Rate Proceedings

Empire has made the claim that the Commission can not foreclose it from the relief allowed under the Public Service Act.  In support of this notion, Empire has referenced State ex rel. Jackson County v. Public Service Commission.
  As with the other cases, Empire’s legal authority is faulty.

In the Jackson County decision, the Court found that the Commission could not impose a moratorium on a public utility.  Recognizing that the supervisory powers of the Commission are continuous, the Court found that the Commission cannot prevent a utility from filing for rate relief.
  Noticeably, this case does not stand for the proposition, as Empire appears to believe, that a utility cannot voluntarily impose on moratorium upon itself.  In fact, that is the exact situation which has occurred in the immediate proceeding.


It is well recognized that the Commission must consider all relevant factors in establishing just and reasonable rates.  For purposes of this proceeding, however, the only relevant factor in regards to fuel and purchased power is that level of fuel and purchased power expense dictated by the voluntarily executed IEC contract.  This voluntarily accepted moratorium regarding increases and decreases in fuel and purchased power expense does nothing to foreclose Empire from seeking rate relief for other aspects of its business.  Obviously, the Commission has not closed its doors to the Company.  The doors remain open, rate relief, however, is limited to aspects of the business other that fuel and purchased power expense.

III.
FUEL AND PURCHASED POWER EXPENSE
As mentioned in the testimony filed in this proceeding as well as in its Prehearing Brief, Praxair / Explorer continue to assert that the issue of Fuel and Purchased Power Expense Level is moot as a result of Empire’s execution of the 3-year IEC contract.  Nevertheless, Praxair / Explorer recognize that the issue of the continuation of the IEC contract is subject to litigation and is unresolved.  In the event that it permits Empire to prematurely terminate the IEC contract, the Commission will necessarily have to establish an appropriate level of fuel and purchase power expense to include in Empire base rates.  As such, and without prejudice to its position on the issue of the continuation of the IEC contract, Praxair / Explorer submitted testimony regarding the appropriate natural gas price to be used for determining the unhedged portion of Empire’s natural gas needs.

In its case, Empire asks that the Commission establish fuel and purchased power expense based solely on the futures price of natural gas.
  As explained by Staff’s PhD economist, “natural gas futures serve mainly to facilitate risk management.”
  These futures, however, should not be used for the establishment of natural gas prices in a rate proceeding.  “[T]he natural gas futures market is not an accurate predictor of actual future natural gas prices.

This sentiment was echoed by Praxair / Explorer witness Brubaker.  In his testimony Mr. Brubaker reveals that the futures market is not an accurate predictor for the spot price of natural gas.  As indicated in his testimony, the futures market readily exhibits the presence of a “fear factor”.  This “fear factor” is the result of concerns arising out of the “memory of recent Hurricanes Katrina and Rita in 2005, as well as the instability in the oil-producing regions in the Middle East.”
  As a result of this “fear factor”, the “futures prices consistently overstate the prices actually experienced in the delivery months.”

Schedule 2 attached to the Surrebuttal Testimony of Maurice Brubaker graphically illustrates that, as a result of the “fear factor”, the futures prices of natural gas do not accurately reflect the price of natural gas experienced in the delivery months.
  This schedule shows that the December 15, 2005 futures price for gas delivered in January 2006 was approximately $13.75 / MMBtu.  In contrast, the actual price of natural gas delivered in January 2006 was approximately $11.50.
  In this case, the quantification of the inflationary effect of the “fear factor” was approximately 16%.  In most cases, the inflationary effect of the “fear factor” increased with the number of months in advance of the delivery month.
  As such, it is not appropriate for the Commission to rely entirely on the use of futures gas prices in establishing the rate for unhedged natural gas needs.
As noted by Staff’s economist:

The idea that the natural gas futures market can accurately predict the actual future natural gas prices is predicated upon the assumption that the natural gas futures market is efficient. . .  However, this is not true of the natural gas futures market. . .  The efficient market theory does not apply to the natural gas futures market because the market faces a great deal of uncertainty.  Furthermore, due to the inherent volatility of the natural gas futures market, it is highly risky to rely solely on what the natural gas futures market indicates as a means of determining actual future natural gas prices.

Like Mr. Brubaker, Staff’s economist concluded that Empire’s methodology for calculating the cost of unhedged natural gas “is arbitrary at best and highly risky for purposes of setting permanent rates for electric services and, therefore, should not be relied upon to set rates in this case.”

Instead of relying entirely on the futures price of natural gas, Praxair / Explorer suggest that the Commission utilize actual costs for those months in 2006 where costs are known (i.e., January – September 2006) and only use the futures price for those months where actual natural gas costs are not known (October – December 2006).
  By utilizing these actual costs for known months, the Commission eliminates, to the extent possible, the inflationary effects of “fear factor” in the futures market.  This methodology leads to an unhedged natural gas price of $6.07 / MMBtu
 and result in a reduction in Empire’s claimed level of fuel and purchased power cost of $10.387 million.
  Praxair / Explorer urge the Commission, in the event that it permits Empire to terminate the IEC contract, to adopt its position regarding the establishment of a natural gas price for unhedged natural gas needs.
IV.
GAIN FROM UNWINDING FORWARD NATURAL GAS CONTRACT

As part of its ongoing natural gas hedging program, Empire routinely locks up prices for a quantity of natural gas supplies to be delivered in the future.  Given the volatility in the market, the price at which Empire locks up natural gas may either be greater or lesser than the market price of gas at the time of delivery.  Moreover, like other financial instruments, these options may have immediate value if the hedged price of gas is less than the current futures price for gas in that delivery month.

As explained by Praxair / Explorer Witness Brubaker:

Essentially, Empire had locked up prices for a quantity of supplies to be delivered during the years 2009 through 2011 at a price level significantly below what has turned out to be the futures prices for delivery during that period of time.  During the test year, Empire unwound this transaction by closing it to the market and realized a net profit of approximately $5 million.


In the event that the Commission leaves the IEC contract in effect, then Praxair / Explorer assert that the issue of any gain on the unwinding of this forward natural gas contract will be determined at the point in time in which Empire is required to replace the gas covered by the forward natural gas contract in question.  On the other hand, in the event that the Commission allows Empire to prematurely terminate the IEC contract, then Empire should be required to reflect, in its entirety, the gain realized from the unwinding of the forward natural gas contract.  As explained by Mr. Brubaker:

Since this forward position, and the unwinding, was a part of the natural gas hedging program that was developed and implemented for the benefit of retail customers, it is appropriate that retail customers be credited with the benefit of this gain on the unwinding of the hedge position.


This position is echoed by that of Staff Witness Fischer, “Empire’s hedging program for its natural gas costs is directly related to provision of regulated electric service to its customers.  Gains and losses are recognized by Empire routinely during hedging transactions.”

Contrary to the assertions of Empire, the nature of this transaction is neither “highly unusual” nor “non-recurring”.  First, in the event that a transaction was indeed “highly unusual”, it would “be segregated from the results of ordinary operations and be shown net of taxes in a separate section of the income statement.”
  A review of Empire’s 10K and 10Q indicate that the gain from this transaction was not segregated from ordinary operations.
  Therefore, on its financial books, Empire did not treat this transaction as “highly unusual”.
Second, recognizing that Empire’s Risk Management Oversight Committee regularly meets to assess Empire’s market positions and strategy, “the nature of this transaction was not considered unusual or unforeseen by Empire.”
  In fact, even after unwinding this particular contract, Empire contemplated the unwinding of additional forward contracts.
  Certainly, these are not the actions of a Company that believes that this transaction is “highly unusual”.

Third, in the past, Empire has routinely included “other gains and losses associated with the expiration of natural gas contracts” in its generation costs.
  As such while the magnitude of this transaction may have been larger than normal, the transaction itself is not “highly unusual” or “non-recurring”.  

Therefore, in the event that the Commission permits Empire to terminate its IEC contract and, recognizing that gains from the unwinding of forward natural gas contracts are: (1) directly related to the provision of regulated electric service; (2) part of Empire’s ongoing assessment of its market positions; and (3) has historically been included in the cost of generation, the Commission should decide that the benefit of this transaction should inure to the benefit of Empire’s ratepayers.

V.
RETURN ON COMMON EQUITY
A.
APPROPRIATE METHODOLOGY
In this case, the Commission has been presented with the competing opinions of three expert witnesses.  Nevertheless, absent a Commission disavowal of the Discounted Cash Flow methodology for calculating return on equity, this decision is fairly simple.
In the earliest reported Missouri PSC decision on Lexis, the Commission was faced with deciding a rate increase request of Missouri Public Service Commission.
  Like most rate proceedings, the Commission was asked to choose among various expert opinions regarding the appropriate return on equity.  In that case, the Staff economist chose a group of companies “having comparable business risks”.
  Using these comparable companies, the Staff economist then applied the discounted cash flow approach.
  In contrast, the Company witness relied upon the comparable earnings approach.  In deciding the issue the Commission found that:
The DCF approach is considerably more systematic and allows this Commission to treat all utilities which it regulates in a consistent manner.  The use of the comparable earnings approach can be helpful, but the results of the analysis of an individual person can vary so significantly that reliance on that approach could result in a considerable variation in the treatment accorded various companies before this Commission.  Since a company has only its own interests in mind it can tout the advantages of the comparable earnings approach.  However, this Commission, having a number of utilities under its jurisdiction should be expected to give evenhanded consideration in its determination of an appropriate rate of return for those companies subject to its jurisdiction.

In the 31 years since this decision, this Commission has steadfastly recognized the fairness and logic of the DCF methodology.
  Moreover, this logic has been repeated in other jurisdictions.  “The Department places greater emphasis upon the DCF analyses. . . and less upon risk premium results.”
  In fact, in its Order Concerning Applications For Rehearing and Motions for Clarification or Reconsideration from the last Empire proceeding, the Commission specifically pointed out that it “does not intend to abandon or discourage use of the Discounted Cash Flow Method.”
B.
WITNESS CALCULATIONS

Recognizing the historical acceptance of the DCF methodology by both this Commission and all other public utility commissions, the Commission’s decision regarding return on equity becomes a little easier.


In his Direct Testimony, Empire Witness Vander Weide employed a DCF analysis of comparable gas and electric utilities.
  As his analysis shows, the DCF methodology as applied to comparable electric companies resulted in a 9.9% return on equity
 and a 9.6% return on equity as applied to comparable gas companies.
  Vander Weide then averaged these two DCF calculations to arrive at an overall DCF result of 9.8%.


In comparison, Staff Witness Murray also utilized a DCF methodology as applied to a comparable group of publicly-traded electric companies.
  The result of his DCF analysis results in a recommended return on equity of 9.5 to 9.6%


Similarly, OPC Witness King also employed a DCF methodology.  Based upon the application of this methodology to a comparable group of publicly traded electric companies, Mr. King arrived at a recommended return on equity of 9.65%


As can be seen from the following graphical representation, the DCF analyses employed by the three expert witnesses are remarkably similar:

	WITNESS
	ROE

	Vander Weide
	9.8%

	Murray
	9.5-9.6%

	King
	9.65%

	Average
	9.65-9.68%



Finally, it should be pointed out, as Commissioner Appling properly observed, certain companies contained in Vander Weide’s calculation appeared to inflate his overall return on equity recommendation.  Based upon Commissioner Appling’s request that the analysis be recalculated without these companies, Vander Weide’s analysis, updated to a point in time consistent with his rebuttal testimony, resulted in a 9.9% return on equity.

C.
NATIONAL AVERAGE / OTHER RECENT STATE DECISIONS

Given its recognition of the national average return on equity decisions in the last Empire proceeding, the Commission asked for the production of a similar national average report.  That report reveals three important facts.  First, the report indicates that the national average return on equity decision for the first quarter of 2006 was 10.380%.
  Additionally, after disregarding an excessive 11.9% return on equity figure authorized by the Iowa Commission in order to provide an incentive for the development of a 545 MW wind generation project, the national average return on equity decision for the second quarter of 2006 was 10.388%.
  Second, the report indicates that the national average return on equity decision has dropped dramatically since the time of the last Commission decision approximately 18 months ago.  Third, and finally, the national average reports indicates that, absent the 11.0 return on equity authorized by Iowa in order to provide an incentive for the development of the 545 MW wind generation project, Empire is seeking a return on equity higher than that authorized to any other electric company for the entirety of 2006.


Moreover, recognizing the expressed requirement in Bluefield that the Commission consider the returns earned by companies “at the same time and in the same general part of the country”, it is important that the Commission consider the recent decisions from neighboring states.  Specifically, the requirement from the Bluefield case provides that:
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

With this requirement in mind, several cases from neighboring states decided in the last year were offered into evidence.


First, the Arkansas Public Service Commission issued its decision on September 19, 2005 in a case involving Centerpoint Energy Arkla.  In that case, the Arkansas Commission specifically found that the “risk premium method is not a reasonable basis upon which to set Arkla’s cost of equity.”
  The Commission continued on to note that “[b]ecause of the flaws identified in the risk premium and other analyses, the only reliable measure of required return on equity in the record is the DCF calculation”.
  Given these findings, the Commission adopted a return on equity of authorization for Arkla of 9.45%.
 

Second, the Kansas Corporation Commission issued its decision on December 28, 2005 in a case involving Westar Energy, Inc.  In that case the Kansas Commission found that the appropriate return on equity for a company consisting of 44.59% common equity was 10.0%.

Third, the Illinois Commerce Commission, on July 26, 2006, issued its decision regarding the establishment of rates for Commonwealth Edison Company.  In that case the Illinois Commission, relying exclusively upon the DCF methodology and utilizing the growth rates recommended by Staff, found that the appropriate return on equity for an electric company consisting of 42.86% common equity was 10.045%.

Finally, the Commission should be aware that the trend in lower return on equity authorizations is not merely limited to Midwest states.  Recently, in a FERC proceeding involving Kern River Gas Transmission Company, the ALJ relied upon the DCF calculation utilized by a British Petroleum witness and determined that Kern River should be granted a return on equity of 9.34%.

D.
CONCLUSION

The evidence in this case clearly indicates that, for over 30 years, the DCF methodology has been relied upon by state and federal utility commissions in establishing an appropriate return on equity.  In fact, recent decisions out of Illinois, Arkansas and the Federal Energy Regulatory Commission have specifically rejected other return on equity methodologies.  Additionally, the evidence shows, as reflected in the prehearing brief of Praxair / Explorer that Empire should be authorized a return on equity not in excess of 10.0%.  This position relies upon the following pieces of the record:
	EVIDENCE
	RETURN ON EQUITY

	Vander Weide DCF
	9.8%

	Murray DCF
	9.5 – 9.6%

	King DCF
	9.65%

	1st quarter national average
	10.380%

	2nd quarter national average
	10.388%

	Arkansas Arkla decision
	9.45%

	Kansas Westar decision
	10.0%

	Illinois Commonwealth Edison decision
	10.045%

	FERC Kern River decision
	9.34%

	OVERALL AVERAGE
	9.85%


VI.
CONCLUSION

In considering this case, the Commission should not consider this matter in a vacuum.  As a policy setting agency, the Commission should also consider the result this decision will have on other cases and how the decision will be interpreted by those practicing before the Commission.  Specifically, in the event that the Commission permits Empire to prematurely terminate the IEC contract, what is the practical effect in the future of a Stipulation and Agreement?  If the Commission refuses to enforce the IEC contract that it has already approved, why would a party ever agree to anything with a utility?

As was mentioned in opening statements, this case is about integrity.  The integrity of a public utility is no less than the integrity of an individual.  If a public utility can not be trusted to abide by its bargained-for agreements, and the regulatory agency responsible for that utility can not be trusted to enforce that bargained-for agreement, then trust and integrity are thrown out the window.  It is beyond question that Empire believed that it had bargained for an IEC with a definitive three year term.  This is the time for the Commission to set an example and show the integrity that Empire’s management clearly lacks.
Respectfully submitted,
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� See issues regarding treatment of off-system sales and unwinding of forward natural gas contract.
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� Section 386.560 RSMo (emphasis added).


� Tr. 296-297.
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� Report and Order, Case No. ER-2002-424, issued November 14, 2002.


� Id. at 160.


� Id. at 161.


� Exhibit 114.
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� Exhibit 113 at page 4.


� Exhibit 116, at pages 482 – 484 (emphasis added).


�  Report and Order, Case No. ER-2004-0570, issued March 10, 2005, at ¶59 (emphasis added).


�  Exhibit 118.


� Exhibit 138.
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� In Empire’s case, as will be discussed infra, until comparatively recently, expenses were stated to be $25 million below the cap level at which rates were set.
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� Empire Prehearing Brief, Case No. ER-2006-0314, at page 24.


� During the hearing, Commissioner Davis challenged the parties to “think out of the box.”
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    8                  COMMISSIONER DAVIS:  Stu, let me ask you


    9  one more question.


   10                  MR. CONRAD:  Sure.


   11                  COMMISSIONER DAVIS:  Do you think there --


   12  I'm just trying to think outside the box here.


   13                  MR. CONRAD:  Sure.


   14                  COMMISSIONER DAVIS:  Do you think it is


   15  conceivable that there is any way that we could develop


   16  some sort of -- I mean, this would probably require the


   17  unanimous consent of all parties concerned, but that some


   18  sort of sharing grid could be developed or something like


   19  that?


   20                  I know we -- I mean, it's never been used


   21  in this context before, but would something like that be


   22  feasible?


   23                  MR. CONRAD:  That's an interesting --


   24                  COMMISSIONER DAVIS:  Obviously I want to


   25  encourage Empire to be prudent and would like to find some
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    1  way to reward them for purchasing cheaper gas, you know.


    2  I don't know.  I'm just –
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� John E. Murray, supra, at page 441 citing to Leasoco Corp. v. Taussig, 473 F.2d 777 (2d Cir. 1972), where the buyer of a business argued that the parties assumed that they were dealing with a corporation that would earn $200,000 in a given year and the company lost $12,000 instead.  The court viewed the assumption as nothing more than a poor prediction rather than a mistake that would have permitted the buyer to avoid the contract.


� John E. Murray, supra, at page 441.


� Joseph M. Perillo, supra, at §28.27 (citing to Dairyland Power Cooperative v. United States, 16 F.3d 1197 (Fed. Cir. 1994) (mistaken belief that commercial processing of spent nuclear fuel would continue to exist).


� Restatement (Second) of Contracts at §151.


� Restatement (Second) of Contract at §154.


� Joseph M. Perillo, supra, at §28.28 (emphasis added).


� Id.


� Id.


� Exhibit 113 at page 4.


� Id.


� John E. Murray, supra, at page 447.


� Id.


� Report and Order, Case No. EO-2001-299, issued September 20, 2001, at page 23.


�  Exhibit 113, at page 4.


�  Exhibit 134; Exhibit 129 at page 7.


� Empire Response to Notice Requiring Filing, Case No. ER-2006-0315, filed September 20, 2006, at pages 4 - 5.


� Empire Prehearing Brief at page 26, footnote 8.


� Tr. 780-781.


� Exhibit 116, at pages 482 – 484 (emphasis added).


� Norman J. Singer, Sutherland Statutory Construction, §46.05 (6th ed. 2000) (citing to Eminence R-1 School District v. Hodge, 635 S.W.2d 10 (Mo. 1982). 


� Norman J. Singer at §46.06.


� Id.


� Section 386.550 RSMo.


� Section 386.430 RSMo (emphasis added).


� Report and Order, Case No. ER-2004-0570, issued March 10, 2005 at page 32.


� Order Clarifying Continued Applicability Of The Interim Energy Charge, Case No. ER-2006-0315, issued May 12, 2006 at page 3.


� Re: Missouri Public Service Company, 20 Mo.P.S.C. (N.S.) 244 (1975).


� Re: Missouri Public Service Company, 22 Mo.P.S.C. (N.S.) 427 (1978)


� Re: Kansas City Power & Light Company, 23 Mo.P.S.C. (N.S.) 413 (1980)


� Re: Missouri Public Service Company, 24 Mo.P.S.C. (N.S.) 245 (1981)


� Re: Martigney Creek Sewer Company, 25 Mo.P.S.C. (N.S.) 641 (1983)


� Re: Arkansas Power & Light Company, 28 Mo.P.S.C. (N.S.) 143 (1986)


� Re: Raytown Water Company, 1 Mo.P.S.C. 3d 184 (1991)


� Re: Jersey Central Power & Light Company, 38 PUR4th 115, 117 (N.J. 1980); Re: Commonwealth Edison Company, 40 PUR4th 62, 64 (Illinois 1982); Re: Hoosier Energy Rural Electric Cooperative, Inc., 62 PUR4th 419, 422 (Indiana 1984); Re Fitchburg Gas & Electric Light Company, 52 PUR4th 197, 201-202 (Mass. 1983).


� Re: Missouri Public Service Company, 20 Mo.P.S.C. (N.S.) 244 (1975).


� Exhibit 124 at page 32.


� Id. at page 34.


� Tr. 939.


� Oligschlaeger True-Up Direct Testimony at page 14 (no Exhibit number given to this testimony).  Praxair / Explorer notes that True-Up testimony was filed by the parties as ordered by the Commission in its procedural orders.  Those procedural orders called for a true-up hearing at which the true-up testimony could be offered, foundation laid for its admission, witnesses presented, an opportunity for cross-examination, as well as the opportunity to present evidence.  Inexplicably, the Regulatory Law Judge in this proceeding accepted the prefiled testimony into evidence without providing the parties an opportunity for a hearing or cross-examination.  As such, Praxair / Explorer object to the admission of such testimony into evidence.  In due time, as provided by the statutes regarding rehearing of Commission decisions, Praxair / Explorer will file an Application for Rehearing regarding the erroneous decision of the RLJ to admit the true-up testimony into evidence.  Nevertheless, recognizing that the Commission has refused to postpone briefs until a true-up hearing could be held and the prefiled testimony properly offered and received into the record, Praxair / Explorer is left to cite to this evidence in its current prefiled state.  Praxair / Explorer cites to such testimony merely in an effort to meet the Commission’s deadline for filing posthearing briefs.  Such citations should not be construed as prejudicial to Praxair / Explorer’s rights to seek rehearing of the Commission’s decision to improperly accept the true-up testimony into evidence.  


� Brubaker True-Up Direct Testimony at Schedule 1, line 3 (no Exhibit number given to this testimony).


� Exhibit 121 at page 5.


� True-Up Direct of Maurice Brubaker at page 3 (no exhibit number given to this testimony) (emphasis added).  See prior footnote regarding reservation of rights as to the true-up material.


� Exhibit 117 at page 12.


� $8.2 million per year = $683,333 per month for a total of 19 months.
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� Id.


� Empire’s Response to Notice Requiring Filing, Case No. ER-2006-0315, filed September 20, 2006.


� Id. at page 3.


� State ex rel. City of Sedalia v. Public Service Comission, 204 S.W. 497 (Mo. 1918).


� City Water Company of Sedalia v. City of Sedalia, 231 S.W. 942 (Mo. 1921).


� Id. at 499.


� Id.


� Order Clarifying Continued Applicability of the Interim Energy Charge, Case No. ER-2004-0570, issued May 2, 2006 at page 3.


� State ex rel. Missouri Gas & Electric Service Company v. Trimble, 271 S.W. 43 (Mo. Banc 1925).


� Id. at page 46.


� Order Clarifying Continued Applicability of the Interim Energy Charge, Case No. ER-2004-0570, issued May 2, 2006 at page 3.


� State ex rel. Kansas City Public Service Co. v. Latshaw, 30 S.W.2d 105 (Mo. Banc 1930).


� Id. at page 108.


� Order Clarifying Continued Applicability of the Interim Energy Charge, Case No. ER-2004-0570, issued May 2, 2006 at page 3.


� Gaines v. Gibbs, 709 S.W.2d 541 (Mo.App. 1986).


� Order Clarifying Continued Applicability of the Interim Energy Charge, Case No. ER-2004-0570, issued May 2, 2006 at page 3.


� Bertha A. Mining Company v. the Empire District Electric Company, 235 S.W. 508 (Mo.App. 1921).


� Id. at 509.


� Order Clarifying Continued Applicability of the Interim Energy Charge, Case No. ER-2004-0570, issued May 2, 2006 at page 3.


� State ex rel. Capital City Water Company v. Public Service Commission, 850 S.W.2d 903 (Mo.App. W.D. 


� Order Clarifying Continued Applicability of the Interim Energy Charge, Case No. ER-2004-0570, issued May 2, 2006 at page 3.


� State ex rel. Jackson County v. Public Service Commission, 532 S.W.2d 20 (Mo. 1975).


� Id. at page 30.


� Exhibit 88 at page 7.


� Exhibit 69 at page 4.


� Id. at page 5.


� Exhibit 88 at page 8.


� Id. (emphasis added).


� Id. at Schedule 2, page 1.


� Id. 


� Id.


� Exhibit 69 at pages 5-6.


� Id. at page 7.


� Exhibit 88 at page 7, Brubaker True-Up Direct at pages 2-3.


� Brubaker True-Up Direct at Schedule 1, line 8.


� Id. at Schedule 2.


� Exhibit 85 at page 11.
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� Exhibit 39 at page 20.


� Exhibit 41 at page 15.


� Id.


� Id. at page 16.


� Id.


� Id. at page 18.


� Missouri Public Service Company, Case No. 18,180, 20 Mo.P.S.C. (N.S.) 68 (issued June 13, 1975).


� Id. at 108.


� Id.


� Id. (emphasis added).


� It is still unclear, some 18 months later, what methodology the Commission utilized in deriving its 11.0% return on equity determination in Empire last proceeding, Case No. ER-2004-0570.  In its Report and Order, the Commission pointed out that “[t]he industry national average ROE for electric utilities in 1st Quarter 2004 was 11.0%.”  Later, citing a Missouri Gas Energy decision, the Commission noted that “it does not believe that its return on equity finding should "unthinkingly mirror the national average."”  Furthermore, in its Report and Order the Commission found that “[o]f the four analysts, only Vander Weide performed the sort of risk�based, comparative analysis required by Hope and Bluefield.”  That said, the Commission also recognized that Mr. “Vander Weide reached this conclusion through the application of three standard cost-of-equity estimation techniques:  (1) the quarterly Discounted Cash Flow ("DCF") method; (2) the Ex Ante Risk Premium method; and (3) the Ex Post Risk Premium method.”  Therefore, it is still unclear which of the “three standard cost-of-equity estimation techniques” utilized by Mr. Vander Weide was in fact the “risk-based, comparative analysis required by Hope and Bluefield.”  Nevertheless, given that Mr. Vander Weide’s DCF analyses resulted in a return on equity calculation of 9.90% and the Commission authorized an 11.0% return on equity, what is apparent is that the Commission in that proceeding did not adopt the DCF methodology.  In its Order Concerning Applications For Rehearing and Motions for Clarification or Reconsideration, issued on April 7, 2005, the Commission delivered the following cryptic message: “The Commission states that its resolution of the present case is founded on the record developed in this case and its application thereto of controlling law.  It is intended only to resolve the issues presented in this case.  The Commission does not intend to abandon or discourage use of the Discounted Cash Flow Method in the future and expects to hear expert testimony based on the use of this method in future cases.”


� In re: United Illuminating Company, 2006 Conn. PUC Lexis 17, Connecticut Department of Public Utility Control, Docket No. 05-06-04, issued January 27, 2006 at page 261.


� Exhibit 2 at page 19-33.


� Id. at page 30.


� Id. at page 33.


� Id. at page 49.
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� Exhibit 52 at page 4.


� Exhibit 72 at page 3.
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� Id.


� Id.


� Bluefield Water Works v. Public Service Commission of the State of West Virginia, 262 U.S. 679, 692-693 (U.S. 1923) (emphasis added).


� It is interesting to note that two of the decisions introduced into evidence were issued by utility commissions from states in which Empire currently maintains operations.  Specifically, decisions were provided from the Arkansas Public Service Commission and the Kansas Corporation Commission.


� In re: Centerpoint Energy Arkla, 2005 Ark. PUC Lexis 349, Arkansas Public Service Commission, Docket No. 04-121-U, issued September 19, 2005 at page 68 (Exhibit 101).


� Id. at page 70.


� Id. at page 73.


� In reL Westar Energy, Inc. 2005 Kan. PUC Lexis 1650, Kansas Corporation Commission, Docket No. 05-WSEE-981-RTS, issued December 28, 2005 at page 141. (Exhibit 100).


� In re: Commonwealth Edison Company, 2006 Ill. PUC Lexis 43, Illinois Commerce Commission, Case No. 05-0597, issued July 26, 2006 at page 400. (Exhibit 99).


� In re: Kern River Gas Transmission Company, 114 FERC ¶63,031, Federal Energy Regulatory Commission, Case No. RP04-294, issued March 2, 2006, 
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