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THIRD REPORT AND ORDER
Syllabus:  This order finds that the accrual method should be used to calculate Laclede’s net salvage value and that Laclede should establish a separate account on its books for tracking these expenditures and collections.

Overview
Because this order contains detailed findings spanning two hearings and almost six years, a summary will be helpful.  The only issue remaining from Laclede’s 1999 general rate case is the proper calculation of net salvage, and that is the only issue resolved herein.  Unlike the first two Reports and Orders in this case, in this order the Commission finds that the evidence presented dictates a finding in favor of Laclede rather than in favor of Staff.

This order begins with a brief procedural history that explains the two appeals and the currently pending procedural matters.  Next is the section detailing the Commission’s findings of fact that support its ruling in favor of Laclede, followed by the conclusions of law in which the Commission applies the law to these findings. 

Procedural History
Following decisions by the Circuit Court of Cole County and the Missouri Court of Appeals,
 this matter now comes before the Commission on remand.  

A Report and Order in this case was issued on December 14, 1999.  An Order of Clarification was issued on December 21, 1999, and an Order Approving Tariffs was issued December 23, 1999.  On December 1, 2000, the Circuit Court of Cole County remanded the case to the Commission for “findings of fact sufficient to support resolution of the net salvage issue.”   

The Commission issued its Second Report and Order on June 28, 2001.  That order was appealed to the Circuit Court of Cole County and then to the Court of Appeals for the Western District of Missouri.  On May 28, 2003, the Court of Appeals issued its Mandate to Cole County Circuit Court with directions to the Circuit Court to remand the decision.  On May 30, 2003, the Circuit Court entered a docket entry stating that the case was remanded to the Commission “with instructions to provide clearer, more detailed findings of fact that include the rationale for the findings and comply with 386.420 and 536.090, RSMo 2000.”

As a result of the remand by the Western District Court of Appeals, the Commission determined that this proceeding should be reopened to take further evidence on the issue of net salvage and depreciation.  On September 22‑24, 2004, a further hearing

was held on the net salvage issue.  All the parties were represented at the hearing.  Briefs were filed on November 2, 2004.

Pending Motions

On May 14, 2004, after the Commission set this matter for further evidentiary hearing, Laclede filed a motion for reconsideration and an alternative recommendation that a generic case regarding deprecia​tion be established.  The parties jointly filed a proposed procedural schedule on June 14, 2004, in which Laclede requested that its pending motion for reconsideration and recommendation for a generic case be held in abeyance until after the completion of this proceeding.  On that same date, Staff and Public Counsel filed responses to Laclede’s motions suggesting that the motion for reconsideration be denied.  Public Counsel also included a request that the Commission determine if the issue of net salvage is now moot given that Laclede has adopted new tariffs since this case was originally decided and would be unable to adjust its rates if the Commission finds in its favor. 

On June 21, 2004, Laclede filed a reply to Staff and Public Counsel’s responses.  Laclede again reiterated that it had intended the Commission to hold its motions in abeyance if the Commission adopted a procedural schedule in this matter.  The Commission adopted the parties’ proposed procedural schedule on June 24, 2004, but indicated that it would address the pending motions in a separate order. 

On July 29, 2004, the Commission directed the parties to file briefs on whether the issue in this case was moot.  Those briefs were filed on August 18, 2004.  

On August 25, 2004, Laclede and AmerenUE filed a response to the briefs of Staff and Public Counsel.  On August 31, 2004, both Staff and Public Counsel filed motions requesting permission to be allowed to file responses to Laclede’s brief one day out of time citing to Commission rule 4 CSR 240‑2.080.  Simultaneously with those motions, the Staff and Public Counsel filed their responses.  On September 3, 2004, Laclede and AmerenUE objected to the motion, requested that Staff and Public Counsel’s responses be stricken, and replied to those responses.  

The Commission’s rule 4 CSR 240‑2.080(15) provides that “[p]arties shall be allowed not more than ten (10) days from the date of filing in which to respond to any pleading unless otherwise ordered by the commission.”  Rule 4 CSR 240‑2.010(13) specifically excludes briefs from the definition of “pleading.”  Therefore, the Commis​sion finds that rule 4 CSR 240‑2.080(15) does not apply in this situation.  Furthermore, neither Laclede nor AmerenUE were harmed by the additional filing and, in fact, had sufficient time to file yet another reply.  The Commission will accept the filings, grant Staff and Public Counsel’s motions, and deny Laclede’s motion to strike.

On December 9, 2004, Laclede filed a Request Regarding Accounting Adjustment to Implement Depreciation Rates.  On December 17, 2004, both Staff and Public Counsel filed motions to strike the pleading from consideration or, in the alternative, responses to the motion.  In their motions, Staff and Public Counsel argue that Laclede should not be allowed to supplement its arguments after the close of the briefing schedule and in response to the Commission’s deliberations.

The Commission has struggled with the timing of the remaining issues throughout the remanded portion of this case.  While it is true that a proper request from Laclede would have included a request for leave to make such a filing, the Commission finds that neither Staff nor Public Counsel have alleged any harm from the pleading.  And, in fact, the final arguments from both sides have helped to clarify the issue.  Therefore, the Commission will grant Laclede leave to file its pleading and deny the motions to strike it from consideration.

Findings of Fact
The Missouri Public Service Commission, having considered all of the competent and substantial evidence upon the whole record, makes the following findings of fact.  The positions and arguments of all of the parties have been considered by the Commission in making this decision.  Failure to specifically address a piece of evidence, position or argument of any party does not indicate that the Commission has failed to consider relevant evidence, but indicates rather that the omitted material was not dispositive of this decision. The Commission adopts its previous Report and Order and Second Report and Order except as modified by these findings.  The Commission notes that it may take notice of facts outside the record in determining mootness.
 
The Commission finds that the gas service rates approved in Case No. GR‑99‑315 became effective on December 27, 1999.
  Those rates remained in effect until December 1, 2001, when they were superseded by the gas service rates approved by the Commission in Case No. GR‑2001‑629.
  Those rates remained effective until

November 9, 2002, when they were superseded by the natural gas service rates set in Case No. GR‑2002‑356,
 which rates are currently in effect.

In this Report and Order, the Commission cites primarily to the testimony from the following witnesses:
 

Paul Adam, a Staff witness who testified at the first hearing in 1999;

Rosella Schad, a Staff witness who adopted Mr. Adam’s testimony and testified at the second hearing in 2004;

William Stout, a Laclede witness who testified at the second hearing in 2004.

Throughout the two hearings held in this case, the parties have had a fundamental disagreement on the proper method for calculating net salvage costs when establishing depreciation rates.  It is undisputed that the accrual method used by Laclede to determine the net salvage component of its depreciation rates has traditionally been used by both the Commission and the Company to establish the Company's depreciation rates.
  

Because Laclede is the moving party in this case, as a utility requesting a rate increase, it has the ultimate burden of proof.  However, as noted above, Staff is the party advocating a change in the depreciation method used not only by Laclede, but almost all utilities in the country.  As a result, much of this order discusses support for Staff’s challenge to what has been referred to as the standard method of calculating net salvage.

Under the accrual method, the depreciation rate for a particular asset or group of assets is calculated as follows:

Depreciation Rate
=
100% – % Net Salvage____


Average Service Life (years)
In this formula, net salvage equals the gross salvage value of the asset minus the cost of removing the asset from service.
  The net salvage percentage is determined by dividing the net salvage experienced for a period of time by the original cost of the property retired during that same period of time.
  The Commission finds that many natural gas assets will have a negative net salvage value and corresponding negative net salvage value percentage, since the cost of removing the asset from service frequently exceeds its gross salvage value.

The accrual method has been used by Laclede and the Commission to determine Laclede’s depreciation rates since at least the early 1950s.
  It is undisputed that using the accrual method for this purpose is supported by the overwhelming weight of authority on such matters.  In both evidentiary hearings, Laclede and AmerenUE provided evidence showing the widespread support among depreciation professionals and authoritative texts for the traditional, or accrual, method of treating net salvage.

Laclede and AmerenUE also established, and no party disputed, that such a method is consistent with the requirements of the Uniform System of Accounts that this Commission has adopted, and depreciation practices recognized and followed in all but a few regulatory jurisdictions in the United States.
  In contrast, Staff was unable to cite any depreciation practitioner, outside of other Staff members, or any depreciation treatise that addressed its proposed treatment of net salvage.  In addition, Staff was unable to adequately support or explain its reasoning for adopting this new approach.

During the first evidentiary hearing, Mr. Adam agreed that a proper goal of depreciation is to allocate the full cost of an asset, including its net salvage cost, over the useful life of the asset.
  He did not, however, provide any evidence to demonstrate that this goal is not achieved by the accrual method traditionally used by the Commission and employed by Laclede in this case.  

The Commission finds that the fundamental goal of depreciation accounting is to allocate the full cost of an asset, including its net salvage cost, over its economic or service life so that utility customers will be charged for the cost of the asset in proportion to the benefit they receive from its consumption.
  The Commission further finds that the method utilized by Laclede is consistent with that fundamental goal.  

In criticizing the accrual method for determining net salvage, Staff did show that Laclede is recovering more in depreciation for net salvage than it is currently spending.
  Ratepayers pay $2.3 million more in depreciation annually under the accrual method than under Staff’s proposed expense method.

Laclede explained this result, however, with evidence showing a consistent and significant upward trend over time in both the installation cost of the plant used by Laclede to provide utility service, as well as in the cost to remove such plant from service.
  In fact, just maintaining the net salvage percentage at its historical rate would result in a higher level of net salvage costs than that currently being realized by the Company, since it applies to an asset base that has grown and continues to grow over time.  For example, the evidence shows that in 1950 Laclede’s total plant in service was only 6 percent of what it is today.
  

The Commission has also seen no evidence to suggest that the net salvage costs calculated under the accrual method are not sufficiently reliable.  Laclede and AmerenUE pointed to evidence showing that estimates are frequently used in the ratemaking process for deriving returns on equity, allowable pension costs, nuclear decommissioning allowances, and the service lives over which the recovery of capital costs are spread.
  Staff, on the other hand, provided no evidence to show that the net salvage estimates derived under the accrual method are any less reliable, known and measurable, or trustworthy than the estimates used in these other ratemaking calculations.

The estimates are derived through the use of estimating techniques that reflect the continuing impact of factors such as inflation that cause costs to rise.  These estimates also reflect the growth in plant that has continued to occur over the last several decades.  Two of the depreciation witnesses for Laclede used historical data to demonstrate that recognition of growth factors should continue into the future.
  Moreover, both the rate of return witness for the Company and the rate of return witness for Staff presented evidence showing that some level of inflation can be expected to continue in the future.
  

The Commission finds no substantive evidence showing that net salvage costs, as determined under the accrual method, have been calculated erroneously.  Although Mr. Adam testified in his direct testimony that net salvage costs had been miscalculated, he later acknowledged in a data request response to the Company, as well as during cross‑examination, that no such miscalculation had occurred.
  Instead, Mr. Adam indicated that the difference between his net salvage calculation and that of the Company's was simply attributable to the fact that they were employing different methods to make that calculation.
  

The Commission also notes that the use of estimating techniques is critical to determining the average service lives of a utility's assets under both the methods proposed in this case, to spread and defer the utility's recovery of current capital expenditures over many years into the future.
  Ms. Schad acknowledged that average service life estimates may vary, are dynamic, and depend on the judgment of the depreciation analyst, factors which all indicate that estimates of net salvage are no less reliable than the estimates of average service lives.

The Commission finds that no evidence or satisfactory explanation exists as to why it is inappropriate or unreasonable to use estimates for purposes of determining net salvage costs, but is appropriate to use them for deriving equity returns, allowances for pension costs, decommissioning costs, and the service lives used to allocate the recovery of up-front capital expenditures over many years.  Given these considerations, the Commission finds that Laclede’s net salvage estimates as derived under the accrual method are reasonable.  

The Commission is also not persuaded that the method proposed by Staff will resolve an intergenerational problem.  Although Mr. Adam initially testified that his method would address an intergenerational problem, he later conceded on cross-examination that he wished he had not made that claim.
  In fact, Mr. Adam acknowledged on cross‑examination that to address any intergenerational problem, customers benefiting from the use of an asset should pay for its costs of removal during the service life of the asset, not after it is retired from service.
  Since it is clear from the evidence in this case that the accrual method comes closer to matching the costs to the benefits derived,
 the Commission finds that intergenerational equity will be promoted by the continued use of the accrual method. 

Laclede’s evidence shows that because the accrual method incorporates net salvage costs as a part of the depreciation rate, any difference between actual and estimated net salvage costs will be reflected in adjustments to the depreciation reserve.
  The deprecia​tion reserve, in turn, acts as a kind of balancing account that tracks over- and underaccruals of net salvage costs.  In this way, the depreciation rates can be subsequently adjusted to ensure that the utility will not over- or undercollect such costs and that the ratepayer will not over- or underpay for such costs.
  The Commission’s rule requiring the submission of depreciation studies no less frequently than every five years provides a mechanism for monitoring the depreciation reserve so that this balancing can occur.  At no point did the Staff dispute the fact that the accrual method operates in this manner.  

The evidence also showed that any temporary difference between estimated and actual net salvage costs is reflected in the depreciation reserve that, in turn, is deducted from the utility’s rate base pursuant to standard Commission practice.
  As a result, ratepayers are compensated at the utility’s overall rate of return for the “use” of their money during those times when the utility’s outlays for net salvage are less than what has been included in depreciation rates.
  In contrast, in the Staff’s expense method, any difference between its estimates of net salvage costs and actual net salvage costs are either absorbed by the utility or borne by the customer.
  

The Commission also finds that Staff’s method significantly decreases the cash flows available to utilities to meet their infrastructure and other public service obligations.
  This, in turn, has a negative financial impact on both the utility and its customers by requiring that such obligations be met with more expensive sources of external financings and by driving up the cost generally of obtaining money in the capital markets.
  The Commission finds that Staff has not shown that the adoption of its method would justify these increased costs for utility consumers.  

Finally, the Commission is concerned about making such a significant change in its policies based on the lack of clear reasoning presented by Staff.  The Commission notes that Mr. Adam’s proposal was not reviewed by other Staff members prior to being filed, and that the workpapers supporting Staff's proposed method were never included with Mr. Adam's prefiled testimony, but were only offered into the record upon conclusion of Mr. Adam's cross-examination.
  It is also clear from the discussion of those workpapers that Mr. Adam adopted his method by simply scratching out the salvage values he had calculated using the accrual methodology and substituting instead lower net salvage

values, based on apparently nothing more than his realization that his original set of values yielded higher dollars in net salvage accruals to the Company than those actually incurred by the Company in recent periods.
  Although given the opportunity after the record was reopened, Staff did not present additional evidence sufficient to support its position.  These factors lead the Commission to find that Staff has not supported and explained its proposed method with the degree of thoroughness necessary to justify a significant departure from the Commission's traditional policy in this area.

The Commission is also concerned about whether the “safeguards” are sufficient to protect ratepayers from overcollection.  Mr. Stout testified that the accrual approach would create a depreciation reserve substantially larger than the annual net salvage costs of recent retirements.
  Mr. Stout further testified that these amounts would meet around the year 2020 and that the “safeguards” will correct it.
  To ensure that ratepayers are protected, the Commission shall adopt a portion of the additional recommendation that Staff proposed.  

The Commission finds that Laclede should not be required to segregate the net salvage amounts collected in rates from other corporate funds.
 The Commission is persuaded that such a requirement is unnecessary given the absence of any evidence showing that utilities have ever failed to pay for such costs when they arose, the existence of other financial protections, including those imposed in connection with Laclede’s

financing authorizations, and the fact that other costs that have been precollected in rates have not required such a safeguard.
  The Commission also finds that such a requirement would be unwise, because it would tend to increase costs for utility customers by providing less compensation to consumers for the use of their money than does the accrual method.
 

Laclede agreed, however, to accept that portion of Staff’s proposal that would require the utility to track and account for net salvage amounts received in rates separately from other components of depreciation expense.  The Commission finds such an additional requirement would be reasonable to protect the ratepayers. 

Summary

In view of this evidence, the Commission finds that Laclede has shown the accrual method to be just and reasonable and that Staff has failed to show that the Commission should adopt Staff’s method of accounting for net salvage.  The Commission wants to ensure that the method for tracking these expenditures and collections is clear and that the ratepayers do not overpay for net salvage costs.  Therefore, the Commission will require a separate accounting for the net salvage in the depreciation reserve.
Conclusions of Law
The Missouri Public Service Commission has arrived at the following conclusions of law.

Jurisdiction:
Laclede Gas Company is a public utility engaged in the provision of natural gas service to the general public in the state of Missouri and, as such, is subject to the general jurisdiction of the Missouri Public Service Commission under Chapters 386 and 393, RSMo 2000.  The Commission also has the authority to prohibit implementation of gas service rates that are unjust or unreasonable rates.
  

Burden of Proof:
The burden of proof to show that a proposed tariff is just and reasonable is upon the utility.
  Orders of the Commission must be based on substantial and competent evidence, taken on the record as a whole, and must be reasonable and not arbitrary, capricious, or contrary to law.
  Based upon its findings of fact, the Commission concludes that Laclede has met its burden of showing that its method of calculating net salvage depreciation value is just and reasonable.  The Commission further finds that its Staff did not clearly articulate any convincing reason to deviate from this method of accounting.  The Commission concludes that Laclede Gas Company's depreciation calculation for net salvage value should be made in accordance with Laclede’s depreciation method.  

Therefore, Laclede shall make the necessary adjustments to its depreciation reserve to account for the accrual method.  

Mootness:
A case is moot when a tribunal's decision would not have any practical effect upon any live controversy.
  Where an event occurs that makes granting effectual relief impossible, the case is moot and generally should be dismissed.
  This rule applies to contested cases before administrative agencies just as it applies to courts.  With respect to utility matters, the general rule is that "issues under old, superseded tariffs are moot and therefore not subject to consideration."
  

The sole issue in this case is whether Staff’s or Laclede’s method for setting the net salvage value of Laclede’s assets for the purpose of ratemaking should be accepted.  Originally, the Commission determined that Staff’s method of calculation was appropriate.  Laclede and AmerenUE appealed this decision.  

As noted, new tariffs setting rates became effective on December 1, 2001, and November 9, 2002.  Those tariffs provided for rate increases, thus affording prospective relief to Laclede.  As Laclede concedes, there is no lawful possibility of any additional moneys to be paid by Laclede’s ratepayers under the tariffs in effect from December 27, 1999, to December 1, 2001, just as there would be no lawful way to refund moneys

overpaid by Laclede’s ratepayers.
  The revenue produced by the effective rates was paid directly to Laclede, unconditionally, pursuant to tariffs approved by the Commission.  This revenue became the property of Laclede and no part of it can lawfully be refunded or returned to the ratepayers, nor can additional rates now be collected.  

Laclede and AmerenUE argue, and Staff agrees,
 that the Commission could order different net salvage depreciation rates for the time period in which those rates were in effect.  This would allow Laclede to adjust those depreciation reserves upward and adjust its income downward for that period.  Thus, Laclede’s depreciation reserve accounts would be increased for future ratemaking periods and some practical relief could be awarded to Laclede. 

Accounting Adjustments:

Because this case has been in an appeal status for over five years, to alter the depreciation rates by simply adjusting the depreciation rates would effectively hurt Laclede financially.  This is because Laclede would have to show decreased net income for the period as a result of increased depreciation expenses.  Laclede requests that the Commission require it to make the immediate change in its depreciation rates but to “also order that Laclede make a corresponding accounting adjustment to decrease the amount that Laclede currently books to net salvage expense.”
  Laclede makes this suggestion to keep from booking the net salvage expense twice, once to depreciation expense and once to net salvage expense, thus decreasing Laclede’s net income.

The Commission has previously found that the net salvage expense is valued at $2.3 million annually.
  The Commission determines that Laclede shall increase its depreciation rates to generate an amount of additional depreciation expense equal to $2.3 million annually, with a corresponding credit to the depreciation reserve account.  The Commission also determines that in order to make this return to the accrual accounting method after the company has been booking rates following Staff’s expense method while this case was on appeal, it is just and reasonable to require Laclede to reduce its net salvage expense by an amount equal to the additional depreciation expense generated by the increases in depreciation rates and a corresponding debit to the depreciation reserve account.

The Commission also concludes that in order to ensure the accurate tracking of net salvage accounts, Laclede shall keep a separate accounting of the amounts accrued for recovery of its initial investment in plant from the amounts accrued for the cost of removal, as recommended by Staff.  
IT IS THEREFORE ORDERED:
1. That Staff of the Missouri Public Service Commission and the Office of the Public Counsel’s motion to file replies to Laclede and AmerenUE’s briefs are granted.

2. That Laclede Gas Company is granted leave to file its December 9, 2004 pleading and the motions to strike that pleading are denied.

3. That the Report and Order issued on December 14, 1999, and the Second Report and Order issued on June 28, 2001, are readopted by the Commission except as modified by the additional findings of fact and conclusions of law set out in this Third Report and Order.

4. That the calculation of net salvage value for the determination of depreciation rates shall be done in accordance with Laclede Gas Company’s recommendations.

5. That Laclede Gas Company shall increase its depreciation rates and booked depreciation expense by $2.3 million annually, with a corresponding credit to the deprecia​tion reserve accounts, and a decrease to its net salvage expenses by an amount equal to the additional depreciation expense generated by the increases in the depreciation rates, with a corresponding debit to the depreciation reserve.

6. That Laclede Gas Company shall keep a separate accounting of its amounts accrued for recovery of its initial investment in plant from the amounts accrued for the cost of removal.
7. That this Third Report and Order shall become effective on January 21, 2005.

BY THE COMMISSION

( S E A L )

Dale Hardy Roberts

Secretary/Chief Regulatory Law Judge

Davis, Ch., Murray and Appling, CC., concur;

Gaw, C., dissents;
Clayton, C., dissents, with dissenting opinion to follow;

and certify compliance with Section 536.080, RSMo 2000.
Dated at Jefferson City, Missouri,

on this 11th day of January, 2005.
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