BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

In the Matter of the Joint Application

)



of Missouri-American Water Company,

)

St. Louis County Water Company d/b/a

)


Missouri-American Water Company and

)
Case No. WO-2002-273
Jefferson City Water Works Company

)


d/b/a Missouri-American Water Company
) 


for an accounting authority order relating

)


to security costs.




)

REPLY BRIEF OF THE OFFICE OF THE PUBLIC COUNSEL

In its initial brief, Missouri-American Water Company (MAWC or the Company) makes a number of claims in support of its request for an Accounting Authority Order (AAO), albeit with little legal or evidentiary support.  The Company continues to cling to its assertion that its management decision to expend significant amounts of money over a short period of time to revamp the Company’s security components entitles it to AAO treatment.  MAWC has failed to meet its burden of proving that its security expenditures meet the Commission’s established criteria for granting an AAO.


Under Missouri law, MAWC has the burden of proving, “by clear and satisfactory evidence” that the Commission’s requirement that it conduct its business consistent with traditional rate making principles is “unreasonable or unlawful” in this situation. Sec. 386.430 RSMo (2000).  The Company has failed to present evidence in this regard. 


There is absolutely no question that MAWC has the burden of proof in this case.  MAWC is asking the Commission to allow it to violate traditional utility rate 

making principles
 by deferring recognition of costs incurred related to security 

expenditures undertaken after September 11, 2001.  The “burden of proof” is simply the requirement that MAWC prove why it should receive this extraordinary treatment.  MAWC did not present any evidence that it needed special treatment.  

It is not under a rate moratorium.  Although MAWC management has chosen to designate June, 2003, as the time when the Company plans to file its next rate case, there is no Commission requirement that the Company wait that long to file. If the Company suffers any financial hardship as the result of its management decision to incur additional security costs,  no legal bar exists which prevents MAWC from filing a rate case at an earlier time. 

 In fact, the Company’s choice not to file a rate case may be related to the fact that, as of the end of 2001, the company’s return on equity exceeded its authorized rate of return.
  The filing of a rate case would open the Company’s books to the Commission for a consideration of all relevant factors, including whether the Company was over-earning.  In contrast, in an AAO application proceeding, the Company need only submit information relevant to the issue of whether the Commission should allow a deferral.  Yet even under this lighter burden of production of evidence, the Company has failed to make a convincing case that it needs an AAO.

An AAO reduces a Company’s business risk.  Although an AAO does not guarantee that a deferral will result in including out-of-test-year expenses in rates, it keeps open the possibility that prudently incurred costs may be recoverable at a later time.  However, all businesses experience risk.  Business risk includes the possibility that not all expenditures will be recouped. Therefore, MAWC’s claim that expenditures for non-capital investments must be deferred because they “have an immediate one for one impact on MAWC’s finances” [MAWC initial brief, at p. 3] is simply irrelevant.  Likewise, its claim that a deferral should be granted merely because once capital improvements are placed in service, the Company will suffer “harm” to its “finances” through “the impact of depreciation expense and carrying costs” is irrelevant. [Id.] This so-called “harm” has a well-recognized name in regulatory circles, it is called “regulatory lag.”  An AAO should not be granted merely to alleviate the effects of regulatory lag on a public utility.

1. The Commission should require that MAWC prove that it has suffered from an extraordinary event which caused it to incur extraordinary costs before it will consider granting MAWC an AAO.

Before it can be eligible to receive an AAO, MAWC must prove to the Commission that it suffered from an extraordinary event, which caused the Company to incur extraordinary costs.  These “extraordinary” costs must be unusual, unique and nonrecurring.  In addition, the Missouri Commission has historically required that the Applicant prove the extraordinary situation and costs were beyond the control of management.  Generally, companies seek to prove this second factor by demonstrating that the event, and costs caused by the event, resulted from an “act of God” or some legal requirement imposed from outside the Company.  Successful applicants for AAO treatment of large expenditures have been able to demonstrate that the Company could not reasonably have been expected to have included the possibility of these costs in the general course of business.

MAWC primarily relies on two prior Commission decisions to support its request for an AAO.  Neither of those cases actually supports MAWC’s contention that an AAO should be granted in this case.  However, both cases do provide guidelines which the Commission should apply in this case.

In The Application of Missouri Public Service Co., 1 Mo. P.S.C. 3d 200 (Commission cases No. EO-91-358 & EO-91-360) (1991), the Commission’s discussion of what an AAO applicant must prove does not support MAWC’s position.  Although language quoted in MAWC’s initial brief does occur in that opinion, the following statements from the opinion better describe the analysis used in that case:

1)  In the section of the Report and Order subtitled “Standards for Deferral” beginning at that bottom of page 200 Mo. PSC 3d, 204, the Commission states that:


a) “The deferral of costs from one period to another period for the development of a revenue requirement violates the traditional method of setting rates.” [200 Mo. PSC 3d, at p. 205.] 

and later:


b) “Deferral of costs from one period to a subsequent rate case … should be allowed only on a limited basis.” 

This basis is when events occur during a period which are extraordinary, unusual and unique, and not recurring.  These types of events generate costs which require special consideration. “ [Id. emphasis added.]

Clearly a crucial factor in the Commission’s decision to grant an AAO in that case was the fact that the costs were generated by the extraordinary event.

The primary difference between MAWC’s current application for an AAO and the application which was approved in The Matter of the Application of Missouri Gas Energy, Commission Case No. GO-99-258 (March, 2000), is that the expenditures made by MAWC were undertaken solely due to management decisions, based on factors totally within management control.  In contrast, the expenditures for which an AAO was granted in GO-99-258 were related to a problem associated with computer systems nationwide, and the effects that MGE would have suffered if they had failed to make the expenditures at issue were real and substantial. The Commission in that case said:

“the sheer breadth of the examination undertaken in MGE's Y2K project and the fact that it was necessitated by an unrelated industry’s failure to program computer systems to accommodate the passage of time to a new century make the associated costs extraordinary, even though they may have been predictable.” 

As in other cases where an AAO was granted, MGE’s costs were incurred as a direct result of an event which the Commission deemed extraordinary.  Had MGE not upgraded its computer system, the company’s system may have been useless.  In contrast, the relationship between the costs that MAWC decided to incur and the tragic events of September 11, 2001, do not have a causal connection because MAWC suffered no actual losses.  For this reason, MAWC cannot prove that an AAO should be granted in this case.

2. The case presented by MAWC fails to prove that the Commission should grant MAWC an AAO because it misconstrues the basic test for granting an AAO.

MAWC makes two primary errors in presenting its case for an AAO.  First, the Company claims that the traditional criteria which the Commission uses to review requests by companies to defer recognition of expenditures merely asks “whether the event is ‘extraordinary, unusual, unique and nonrecurring” as determined on a case-by-case basis.” [MAWC Initial Brief, at p. 4.] Second, MAWC denies that it must establish a causal connection between the “event” relied on and the costs incurred.   The Company goes so far as to state that “the idea that there must be direct damage from an extraordinary event in order to obtain an accounting authority order would be something new for the Commission.” [MAWC Initial Brief, at p. 6.]  

To be clear, not all extraordinary costs for which a utility may seek a deferral are costs incurred due to “damage.” Some costs may be incurred due to a governmental mandate, for example.   However, this Commission has never allowed a utility to defer costs pursuant to an AAO unless the utility proved that the “extraordinary event” relied on caused the costs it seeks to defer.

MAWC attempts to use the Staff’s proposed criteria for granting an AAO to suggest that it should be granted an AAO, but fails to make its case.  For example, in its discussion of proposed criterion (3), MAWC claims that it meets the standard that the expenses result from “an extraordinary capital addition that is required to insure the continuation of safe and adequate service in which unique conditions preclude recovery of these costs through a rate case filing”. As evidence that the expenses result from an extraordinary capital addition required to insure the continuation of safe and adequate service, merely MAWC states that this is, in fact, the case.  However, the Company provides no support for this claim. [See, MAWC Initial Brief, at p. 19.] 

Although MAWC provides some confidential information to the Commission regarding the types of additions made to its security infrastructure in the course of this case, it has provided no explanation regarding why those additions were “necessary to insure the continuation of safe and adequate service.” 

MAWC incorrectly alleges that a “unique” condition precluded its ability to recover its expenditures through rates.  According to MAWC,  “The unique condition is that rather than a large individual project, the project is actually a series of projects that are impossible to time with a rate case filing.” [MAWC Initial Brief, p. 19.] This claim is totally without merit.  The condition the Company describes is simply known as “regulatory lag.” It is not a unique condition to this or any other company.  

Regulatory lag is a common occurrence in the regulatory environment, and “courts recognized that some lag is unavoidable” and have generally held that regulatory lag does not violate the rights of regulated utility companies.  See, State ex. rel. Laclede Gas Co. v. Public Service Commission, 535 S.W.2d 561, 570 (Mo. App. 1976). 

 In prior decisions, the Commission has found that “lessening the effect of regulatory lag” was not “particularly relevant in determining whether an event is extraordinary.”  In Re Missouri Public Service, 200 Mo. P.S.C. 3d, at 206-207. In that case, the Commission also noted that 

“Lessening the effect of regulatory lag by deferring costs is beneficial to a company but not particularly beneficial to ratepayers.  Companies do not propose to defer profits to subsequent rate cases to lessen the effects of regulatory lag, but insist it is a benefit to defer costs.” Regulatory lag is a part of the regulatory process and can be a benefit as well as a detriment.  Lessening regulatory lag by deferring costs is not a reasonable goal unless the costs are [truly] associated with an extraordinary event.” Id., at 207.

The Commission further noted that

“if maintaining financial integrity means sustaining a specific return on equity, this in not the purpose of regulation. It is not reasonable to defer costs to insulate shareholders from any risks. If costs are such that a utility considers its return on equity unreasonably low, the proper approach is to file a rate case”. Id.
MAWC is a regulated utility company.  While it is privately owned, its regulated assets are dedicated to the public use.  MAWC is a monopoly provider of water service to its customers throughout the state of Missouri.  In exchange for the authority to act as a monopoly water company, provided in MAWC’s certificate of convenience and necessity, MAWC incurred statutory obligations to its customers.  Among those obligations is the ongoing responsibility that it safeguard the water that it provides, and its facilities for providing that water.

Section 393.130.1 RSMo requires that certificated water companies provide “safe and adequate” services at “just and reasonable” rates.  The company cannot charge more for its services “than allowed by law or decision of the commission.”   This law puts regulated water companies on notice that they must ensure that the service they provide is safe to their customers.

Section 393.140.2 RSMo provides that the Commission has the power to examine and investigate whether a regulated water company is providing safe service, and if not, may order a company to make “reasonable improvements as will best promote the public interest, preserve the public health and protect those using” the water service.  This statutory provision provides notice to regulated water companies that, if they fail to provide safe service to customers on their own, the Commission can require them to make reasonable improvements.

Securing water company property is a basic responsibility of a water company.  It is an ongoing responsibility.  It requires recurring expenditures.

The process of ensuring the safety of the water delivered to its customers requires company management to assess the security needs of the company on an ongoing basis.  From time to time, situations may arise which change the security requirements for some part of the water system.  For example, a facility may be subject to vandalism.  Reasonable changes to security measures may be implemented to address the recognition of those types of concerns. However, those changes are properly recognized as ongoing changes, and as a recurring process in the normal course of business.  Although, in the long run, some of the Company’s security upgrades may be found to have been prudently made, that possibility does not qualify these expenditures for AAO treatment.

MAWC continues to rely on overstated claims that it “had no choice” other than to make the expenditures for which it now seeks an AAO, even in the face of evidence that water utilities in general are considered to be a low risk to be targeted by terrorists. When its claims are challenged, it employs the argument that Public Counsel and the Staff suggest that the Company “do nothing.”  This could not be further from the truth.  However Public Counsel does not believe that the Company is entitled to special treatment as a reward for meeting its statutory obligation to provide safe and adequate service. The Company’s management are paid to operate the MAWC in a manner which complies with its statutory obligations. It is not appropriate to grant an AAO in order to reward MAWC for doing what it is already required to do. 

3. Claiming September 11 requires special treatment is a red herring, and does not constitute a requirement that MAWC receive an AAO.

MAWC continues to maintain that it needed to make substantial investments in security upgrades because, in the aftermath of the tragic crimes of September 11, 2001, “many unprecedented actions were taken by governmental entities in order to both assess and address protection of this country, to include its utility systems.” [MAWC Initial Brief, p. 2.]  However, MAWC continues to ignore the fact that none of those “unprecedented actions” included any legal requirement that MAWC spend the money it spent in the manner the money was spent. One of the most potentially costly recommendations made by the Missouri Security Panel, in its “best practices” list was to increase the amount of SCADA monitoring on water systems. However, as MAWC witness Kartman pointed out at the hearing, “we were already monitoring everything with our SCADA system. So we technically could not increase the level of monitoring.” [Tr. at p. 164.]

Mr. Kartman also confirmed that MAWC already met the Missouri recommendation for “disinfection of residuals throughout the distribution system as a means to reduce risk during a terrorist attack” prior to September 11, and that the Company continues to do so. [Tr. at p. 166.]  Clearly, as the largest water utility in Missouri, MAWC had the means to implement advanced security and safety protection prior to September 11, and did take reasonable measures to protect public health and safety.  However, no governmental mandates have been issued in the aftermath of September 11, at the local, state or federal level, which required the Company to make any expenditures. While it is appropriate that a company internally review its security procedures, and take reasonable, cost-effective steps to make improvements, if necessary, when it perceives an increased security risk, there is no requirement that they be reward with special accounting treatment for doing so. 

If the company wants special treatment, they should have to prove that their circumstances are special.  They did not do that in this case.  Virtually everyone in the U.S. became more aware of the risk that terrorist attacks could happen on American soil after September 11, but not everyone is asking for special accounting treatment for security upgrades. 

Not every regulated water company owned by MAWC’s parent, American Water Works has requested recognition in rates or deferrals to future rate cases for security-related expenses incurred after September 11, even in states where planes actually crashed on that infamous date.  

Every public utility in Missouri had access to the same information MAWC relies on in its attempt to prove that it is entitled to an AAO, but no other Missouri utility has applied for an AAO from the Commission for security related expenses in the aftermath of September 11.  Whether or not other utilities have made capital expenditures that they will seek to have recognized in rates during a future rate case remains to be seen.
  However, for purposes of deciding this case, the Commission should look at the evidence presented by the Company requesting special accounting treatment.  Nothing in that evidence suggests that granting an AAO in this case is necessary to the well being of the company.  The Company admits that the event relied on to justify the AAO request caused no costs.  The Commission should not grant an AAO in this case.

Certainly, to the extent that MAWC found weak spots in its security infrastructure, it would be sensible to correct them in a reasonable and prudent manner. However, nothing MAWC did or will do can mitigate or repair any of the damage caused last September 11.  

The time to evaluate whether MAWC should recover, in rates, any of the costs it incurred is in the next rate case.  The fact that the capital improvements at issue are several individual projects, rather than one big plant addition, makes no difference as far as including any prudently made additions during the selected test year and update period in rates. However, the Company wants to use the tragedy of September 11 as a “game card” that enables the bearer to avoid the normal effects of regulatory lag.  Public Counsel believes the Commission should decline to allow MAWC to game the Missouri regulatory system in this manner.

CONCLUSION

MAWC has a statutory obligation to provide safe and adequate service to its customers.  This is an ongoing, recurring obligation.  How the Company chooses to expend its funds to meet that obligation is the prerogative of management, in the absence of a mandate to make specific expenditures, and in the absence of any damage incurred by the Company as a result of a security breach.  No event, however “extraordinary” in the general meaning of that word, entitles MAWC to defer recognition of expenditures it occurred as a result of decisions solely within the control of its management, when MAWC incurred no actual losses as a result of the event.

MAWC suffered no actual damage as a result of the September 11 attacks.  MAWC incurred no obligation to make security-related expenditures as a result of any governmental mandate issued in the aftermath of September 11.  MAWC has an ongoing and recurring obligation to ensure that its facilities are capable of providing Missouri customers with safe and adequate water service.

MAWC has failed to prove that it meets the Commission’s traditional criteria for receiving an AAO.  MAWC has failed to prove that it could comply with the standards proposed by the Staff for granting an AAO.  Rather, it seeks an AAO merely to avoid the effects of regulatory lag on its shareholders.  In the event that these expenditures actually create a risk to the Company’s financial integrity, MAWC can file a request for a rate increase at any time, including a request for an interim increase, if circumstances exist which would warrant such action. MAWC faces no legal impediment to filing a rate case tomorrow, if it chooses to do so.  Security costs are part of the Company’s ongoing obligation to provide safe and adequate service in the ordinary course of business.  They are neither unique, unusual nor non-recurring.

WHEREFORE, the Office of the Public Counsel respectfully requests that the Commission deny MAWC’s application for an Accounting Authority Order.
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� An AAO violates traditional rate making principles by allowing for the consideration of expenses incurred outside a test year for the purpose of setting rates.  In the Matter of the Application of St. Joseph Light & Power Company for the issuance of an Accounting Authority Order, Case No. EO-2000-845 (Dec. 14, 2000); State ex. rel. Union Electric Company v. PSC, (UE), 765 S.W.2d 618, 622 (Mo. App. 1988). The ultimate reason for seeking an AAO is to allow the Company to request to include expenditures made outside a test year when the Commission sets rates (in its next rate case) on a going forward basis.





� See, Tr. at p. 279, where witness Grubb estimates that the company was earning a “rate of return” of 11 to 11.2 % at the end of fiscal year 2001; WR-2000-844, Report and Order, setting return on equity for St. Louis County Water Co. at 10.75%; WR-2000-281, Report and Order, setting return on equity for Missouri-American Water Company at 10.00%. 


� Other regulated utilities in Missouri have not asked for AAO treatment of expenses related to security upgrades, but the Commission should not be surprised if granting this AAO results in applications from a number of other utilities seeking similar accounting deferrals.
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