I. INTRODUCTION

In this Reply Brief, the Office of the Public Counsel (Public Counsel) responds to arguments made in the Initial Brief of Empire District Electric Company (“Empire” or “Company”).  Public Counsel has chosen to respond to certain inaccuracies and mischaracterizations relating to the most important issues in this case.  Failure to address in this Reply Brief any specific argument made by Empire or by other parties should not be construed as agreement or acquiescence to those arguments.  

Empire’s Initial Brief is replete with conclusory statements that are unsupported by the evidentiary record.  Empire repeatedly states that Public Counsel or Staff recommendations are simply “too low” or states that such recommendations should not be considered “expert” opinions when, in fact, Empire simply does not agree with the opinions of those other experts.  Public Counsel urges the Commission to carefully review the evidentiary record in this case in order to avoid the adoption of any assertions that are unsupported by the given citation or that simply lack support in the record.

The positions taken by Public Counsel in all three of the contested issues in this rate case are based upon tried-and-true methodologies, sound analytical judgments, and are fully supported by competent evidence on the record.  Each of the positions taken by Empire on these three issues involve some departure from current ratemaking policy and practice.  The Commission should proceed cautiously to balance the interests of shareholders and ratepayers, keeping in mind the impact that its decision in this case will have upon consumers, both large and small.  

With specific regard to depreciation expense, the Commission should adopt an amount that is consistent with the company’s recent history, based on actual expenditures for costs of removal.  The service lives of utility assets should be adopted as a result of an analysis of average service lives using Iowa curves. The Commission should not base depreciation rates on speculative future net salvage costs which Empire is not legally obligated to incur and which are not certain to occur.  In this case, the Commission should to continue to determine the appropriate net salvage calculation by using an amount based upon a five-year average of recent, actual experience.  
II. ARGUMENT

A.
Rate of Return

As explained in the prepared testimony of Public Counsel witness Travis Allen, and as outlined in Public Counsel’s Initial Brief, the recommendation for a return on common equity in the range of 8.96% to 9.41% is the result of a thorough Discounted Cash Flow (DCF) analysis and reinforced by a Capital Asset Pricing Model (CAPM) analysis.  (Ex. 81, pp. 21-22).  In this particular rate case, Mr. Allen’s recommended return on equity range is very close to the range recommended by Commission Staff witness David Murray, even though each expert performed an independent analysis.  (Tr. 1056-1058).  

Empire makes several accusations regarding this rate of return recommendation, each of which contain misstatements or is without support in the evidentiary record of this rate case.  For example, Empire’s Initial Brief claims, without evidentiary support, that Public Counsel’s recommended return on equity is “insufficient to assure financial confidence”.  Empire Initial Brief, p. 17.  

Empire initially attacks Public Counsel witness Travis Allen, claiming that his opinion is not “expert testimony” based upon a comparison of his experience to the experience of Empire’s two “hired gun” witnesses – Donald A. Murry and James H. Vander Weide.  Empire Initial Brief, p. 17.  However, Travis Allen himself has considerable specialized training in the area of utility finance, as well as specific training and experience in the development of DCF and CAPM analyses.  (Ex. 81, pp. 1-2; Tr. 1312-1315).  Mr. Allen utilized the same analytical techniques to reach his return on equity recommendation as Empire witness Murry (and Empire witness Vander Weide used a variation on these same techniques).  (Tr. 1313).  Mr. Allen also utilized financial data in developing his recommendation that is similar to the financial data utilized by each of the other return on equity witnesses in this rate case.  (Tr. 1314).  Not only does Mr. Allen possess the specialized knowledge and experience necessary to be considered an expert pursuant to Section 490.065 RSMo 2000, he has shown through his testimony and through his analytical calculations that he has achieved a considerable understanding of this subject matter and that his judgment is sound.  The Commission should continue to apply the legal analysis that it applied in the recent Missouri Gas Energy rate case, Case No. GR-2004-0209, when it issued its Order Denying MGE’s Motion to Exclude Certain Testimony and Opinions of Travis Allen, on July 20, 2004.  

Empire’s Initial Brief repeats certain statements from prepared testimony that were later corrected and which are clearly inaccurate based upon testimony received at the evidentiary hearing.  On page 4 of its Initial Brief, Empire states “Mr. Allen’s recommended return on common equity also will produce a return that would not earn Empire an investment grade credit rating by these S&P Standards.”  This quotation comes from Empire witness Murry’s prepared rebuttal testimony, but the statement was recanted in Murry’s prepared surrebuttal testimony and also corrected on the witness stand.  (Tr. 1055-1058).  Empire witness Murry acknowledged that S&P has assigned Empire a business profile of 6, which is associated with an interest coverage ratio somewhere between and 3 and 4.2 in order to be generally classified in the BBB category.  (Tr. 1057).  Empire witness Murry further clarified that his corrected surrebuttal schedule DAM-6 shows that Public Counsel witness Allen’s recommendation would produce a funds from operations interest coverage ratio of 3.54 times; clearly within S&P’s investment grade guidelines.  (Tr. 1056; Ex. 13).  

Empire’s Initial Brief references the Supreme Court cases of Hope and Bluefield claiming that the return on equity recommendations of Staff and Public Counsel do not meet the legal requirement that a rate of return should be commensurate with returns on investment expected in other enterprises having corresponding risks.  Empire Initial Brief, p. 8.  Public Counsel’s recommendation meets this requirement through the analysis of a proxy group.  Empire glosses over the fact that these seminal court cases also require the Commission to balance the interest of investors and ratepayers in order to reach a result that gives the utility company an opportunity to earn a return on investment equal to the return that investors expect to earn on other investments of the same risk.  The authorized returns of other public utility commissions in other states for other utilities is not relevant.  The key to a fair return is based on an understanding of what investors would expect to earn.  It is also reasonable to assume that investors know that Empire has continued to make dividend payouts in recent years that do not track its earnings.  In fact, Empire has the highest dividend yield of the 114 companies tracked by the firm Stifel Nicolaus.  (Tr. 1419-1420).

Empire’s Initial Brief states (as if it were a fact), “Empire’s recommended capital structure contains significantly more leverage than the average capital structures of Mr. Vander Weide’s proxy companies”.  Ibid at 9.  As explained in Public Counsel’s Initial Brief, Mr. Vander Weide’s recommended capital structure includes an unusual and inappropriate mismatch between book value capital structure and the market/book hybrid capital structure of the proxy groups that were analyzed.  Ibid, pp. 12-13.  This apples-to-oranges comparison is nonsensical and incorrectly leaves the impression that Empire has more leverage.  The incorrect nature of this impression is thoroughly discussed in the testimony of Public Counsel witness Allen.  (Ex. 82, pp. 22-24).  it is this mismatched comparison that is the underpinning and shaky foundation of Mr. Vander Wiede’s inflated return on equity recommendation.

As for Empire’s other hired witness, Donald A. Murry, recommends an inflated DCF return on equity recommendation, built upon the use of one mechanistic growth rate application from ValueLine, which produced a 6.00% growth rate (based upon anomalous earnings for Empire from the year 2001).  See Public Counsel’s Initial Brief, pp. 7-9.  At the evidentiary hearing, witness Murry first stated that he did not know how ValueLine calculated its growth rates.  (Tr. 1037).  When he was asked to walk through the ValueLine methodology, he acknowledged that the expected growth rate produced would have been lower had the anomalous 2001 earnings data been normalized.  (Tr. 1040-1042).
  

Empire criticized witness Allen’s use of the “br + sv” growth rate methodology.  Empire Initial Brief, p. 18.  However, Mr. Allen’s growth rate methodology is well founded and well accepted in the area of utility finance.  (Ex. 87, pp. 9-11).  Contrary to Empire’s characterizations, witness Allen used the projected “br + sv” for Empire as the floor of his recommended growth rate range, while using a higher growth rate for the ceiling of his range, based upon an analysis of a variety of projected growth rates.  (Ex. 85, pp. 14-15).  Interestingly, the growth rate range used in witness Allen’s proxy group DCF is 4.66% to 4.85% - even higher than the growth rate used by Empire witness Vander Weide in the electric proxy group DCF analysis in his testimony (4.59%).  (Ex. 14, Sch. JVW-1).  

Empire criticizes witness Allen for “using historical growth rates to estimate future growth through the DCF model”.  Empire Initial Brief, p. 18.  This statement is an incorrect characterization of Mr. Allen’s testimony.  As Allen’s surrebuttal testimony explained, he did not rely on historical growth rates.  While he reviewed historical growth rates in his overall analysis, Mr. Allen based his return on equity recommendations primarily on projected sustainable growth rates and analysts’ growth forecasts.  (Ex. 83, pp. 15-16).  

Empire also criticized Mr. Allen’s selection of proxy companies as being “faulty”.  Empire Initial Brief, p. 18.  However, Mr. Allen’s proxy group is fairly comparable to Empire.  The proxy group’s average beta is 0.77 compared to Empire’s beta of 0.65.  (Ex. 83, p. 16).  The proxy group’s average ValueLine timeliness and safety ratings of 4 and 3, respectfully, are identical to Empire’s timeliness and safety ratings.  Moreover, the group’s average S&P bond rating of BBB+ is similar to Empire’s bond rating of BBB.  Id.   

B.
How shall depreciation for plant accounts be calculated?

The appropriate level of depreciation expense to be included in Empire’s rates is one that is consistent with the company’s recent history, based on actual expenditures for costs of removal.  The service lives of utility assets should be derived from an analysis of average service lives using Iowa curves.  The Commission should not base depreciation rates on speculative future net salvage costs which Empire is not legally obligated to incur and are not certain to occur.  The Commission should reject Empire’s proposal to set depreciation rates for production plant based on the life span studies performed on behalf of Empire and relied on by Empire witness Roff.


As Public Counsel witness Majoros explained, Empire’s proposes to implement excessive depreciation rates, and this will result in excessive depreciation expense, which “results in an excessive revenue requirement.”
  If the Commission adopts proposals that result in an excessive revenue requirement, Empire’s customers will pay rates that are neither just nor reasonable.

1.
Burden of Proof and Persuasion
The Commission, in setting rates, is charged with a duty to balance the interests of the utility company with the interests of its customers, in order that the decision produce rates that are “just and reasonable.”  In order to be  "just and reasonable," a rate must be fair to both the Company and to its customers. State ex rel. Valley Sewage Co. v. Public Service Commission.
  "The Commission's principle purpose is to serve and protect ratepayers."  State ex. rel.  Capital City Water Co. v. Public Service Commission.
  The evidence presented in this case by staff witnesses and Mr. Majoros demonstrates that Empire’s proposed formula would allow excessive depreciation rates that would result in the company collecting more than a just and reasonable amount of money from its customers.

As Staff Witness Gilbert explained, the reason that the Commission changed the way that Empire was accounting for net salvage in the ER-2001-299 case is that the amounts Empire was collecting for negative net salvage/cost of removal caused a significant over-accrual in the accumulated depreciation accounts for both interim net salvage rates and mass property account rates.
  The Staff has continued to propose a straightforward expensing of net salvage in order to eliminate the excessive depreciation problem.  Public Counsel would not object to such an outcome in this case.


As the party seeking to increase its rates, Empire has the burden of proof to establish that its proposal will result in just and reasonable rates.
  The Commission has recently further noted that, where a party is proposing a change in methodology from that currently in use, then that party has a persuasive burden to demonstrate that such a change should occur.
  In this case, unlike the recent decision in the remanded Laclede Gas
 case, Empire has been successfully operating under the Staff’s proposed method of recovering actual expenses related to cost of removal, net of salvage (often referred to as “negative net salvage” or merely “net salvage”).  Therefore, Public Counsel understands the Laclede Gas case to say that the Commission will also require Empire to bear the burden of persuading the Commission that a change from the current depreciation method is necessary to arrive at just and reasonable rates.


In analyzing the Company’s operations using the current depreciation method over the past several years, Witness Majoros determined that, based on raw data over the previous five years, Empire actually experienced a “$1.8 million in positive net salvage on average.”
  However, after removing a “unique”
 outlyer, Mr. Majoros demonstrated that Empire has experienced an average of $1.8 million in negative net salvage.
  By adopting Mr. Majoros’ findings and applying it to the service lives he recommends, this would result in including $29.1 million in depreciation and net salvage accrual in Empire’s rates.
  This includes a specific, identifiable “net salvage allowance in conformance with FERC Order No. 631, based on a five-year average of actual experience.”
  This results in small net reduction in current revenue requirement regarding depreciation and net salvage expense.  By contrast, Empire’s proposals regarding depreciation would require the Commission to increase deprecation of over $10 million above current levels.


Empire has failed to present the Commission with evidence which would justify allowing it to prevail on its requests to excessively increase depreciation rates through the adoption of suspect life spans for production plant assets and through a return to the previously disallowed method of accounting for possible future net salvage costs bundled into a general deprecation rate.  


Empire has utterly failed to present evidence that the Commission should reject the current depreciation practices it has ordered for the past several years in order to return to a depreciation method in which speculative future costs of removal are lumped in with annual depreciation rate.  The evidence in this case clearly establishes that Empire has been able to meet its legal and non-legal asset retirement obligations in the period of time since the last litigated rate case, and in fact, continues to book a depreciation reserve imbalance of which  $3.8 million
 is directly related to future net salvage estimates. Although the regulatory liability balance is positive, Public Counsel does not recommend amortizing that balance.
 

2.
Empire has presented a number of red herrings to the Commission to suggest its depreciation proposals are appropriate.




(i) The Missouri-American Case Study red herring.

Empire has not directly challenged the accuracy of the testimony of Mr. Majoros regarding the problems related to excessive depreciation expense related to speculative future net salvage costs which may or may not ever occur.  Rather, it relies on a so-called “case study” that can best be described as anecdotal evidence that negative consequences may occur when a company is wrong on its service life estimates.

Empire’s reliance on the Missouri-American “case study” is misplaced.  The underlying issues in the Missouri-American rate case
 involved a complex interplay between a number of plant related issues.  Those issues included arguments over the prudence of Missouri-American’s decision to abandon its still functional riverine treatment plant rather than rehabilitating the plant after the 1993 floods.  Missouri-American made a business decision to abandon its river based treatment facilities in exchange for a ground water well based water plant.  When it built the new facility, it built a plant with substantial excess capacity.  The interplay of all of these issues factored into the Commission decision directing Missouri-American to hold a percentage of the new plant for future use and to write off the small undepreciated balance of the river plant.  The river plants depreciation rates included various net salvage components in addition to its original cost.  The plant was never removed from the ground. Rather, the property was sold for a park.
  Public Counsel also notes that, despite actions by the Circuit Court related to that decision, in Missouri-American’s subsequent rate case settlement, the revenue requirement for its St. Joseph District did not change.

While this unusual occurrence does illustrate the fact that there is always the risk of mismatch in depreciation rates, it would be erroneous for the Commission to conclude that all mismatches work to the Company’s disadvantage.  In fact, because there is no legal obligation to retire plant at the time it is fully depreciated, utilities routinely continue to operate plant with assets that are fully depreciated.  Additionally, plant is not necessarily removed once it ceases providing service.  Witness Gilbert, for example described situations where utility companies have merely “walked away from” production plant that has been taken out of service rather than incurring salvage costs.
 

(ii) The so-called “safeguards” are a red herring.


Empire suggests that the ratemaking process contains certain “safeguards” that prevent the adverse consequences that would otherwise accompany the excessive collection of net salvage expense.
  However, a review of these so-called “safeguards” reveals that this is merely a red herring.


Empire identified two basic safeguards: regular depreciation studies and the greater reduction in rate base that results when net salvage is included in depreciation rates.  However, neither of these so-called safeguards would actually protect the company’s customers from losing money in the deal when a utility charges excessive depreciation rates.


Public Counsel does not dispute that periodic depreciation studies should be done, nor that periodic depreciation studies allow the Commission and the Company to make corrections to depreciation rates if a new study demonstrates that previous assumptions about various components of the depreciation rate were incorrect.  For example, the periodic studies can act as a check on assumptions about average service lives used in the studies.  However, while the periodic depreciation studies Missouri utilities submit allow the Commission to review whether the assumptions regarding service lives and levels of inflation contained within the net salvage predictions are in the “ball park” of reliability, depreciation studies fail to adequately protect consumers from the detrimental effects of excessive depreciation.


The most obvious shortcoming that depreciation studies present as a safeguard to consumers is that these studies, as currently performed, do not separate out the net salvage portion of depreciation expense.  This is crucial to the analysis of any claim that these studies act as a safeguard against payment of excessive depreciation expense by consumers.  If a depreciation study does not separately identify net costs related to asset retirements, the Commission cannot analyze whether those costs are reasonable or whether those costs will ever actually be incurred.
 


The second red herring is the claim that “if a utility accrues more in depreciation expense than it actually incurs, the are base is reduced and the customer receives the benefit of a lower rate base upon which it is required to pay a return.”
  One truly wonders how Empire can seriously claim that this makes up for charging customers more than it costs to provide them with electric service.  While it is accurate to state that accumulated depreciation results in reducing the rate base, it is not accurate to say that customers are fully compensated for their contribution to the inflated depreciation expense.  

Take, for example, a hypothetical company that charges excessive depreciation rates that cause a customer to overpay for an inflated revenue requirement of $100 per year.  If this company has a rate of return of 10%, then the excess $100 that the customer pays annually eventually results in rates that are $10 lower than they would be if the depreciation expense was not excessive.
  However, the Commission should remember that the customer is not a willing investor in the company; she is merely paying for the benefit of receiving a necessary service provided by a regulated monopoly utility company. It should not surprise anyone, including utility company executives, if most customers would echo the opinion of Staff witness Gilbert, that if “a dollar paid today to the depreciation reserve is going to save me 10 cents in rates…I think I’d rather keep my dollar.”


The Company is disingenuous with this Commission when it claims that this reduction “adequately compensates the customer for the use” of her money.  This is because the customer is not an investor.  If a consumer chooses to make an investment in a business enterprise, she may indeed be satisfied with a return on her investment of 10% or 7%, depending on the risk of the business venture.  But an investor invests capital, and if the investor is dissatisfied with the return being generated, she can pull her capital out of the investment and take it somewhere else.  The ratepayer is not issued a bond or a promissory note, nor is she issued stock, in exchange for her “capital investment”.  She does not even, under Empire’s proposal, receive an accounting recognition that the utility is liable to her for those funds.  Rather, by overpaying for her utility service, she merely receives the right to continue to receive that service.


Nonetheless, when the customer pays an excessive rate because depreciation rates are too high, the Company does incur a liability to that ratepayer.  The “cost of 

removal is an advance by ratepayers for an expense which is of an uncertain future magnitude.”
  The liability is incurred as to mass property accounts because, while “the actual incurrence of the expense is certain, the ultimate magnitude of the expense is not.”
  Where future asset retirement is not legally mandated, the liability incurred by the utility is the obligation to credit the customer with having paid a certain amount related to cost of removal to that, in the event those costs are eventually incurred, customers are not charged again to remove depreciated plant.  However, under Empire’s proposal, there is no obligation that the customer contribution be acknowledged.


Even Empire acknowledges in its initial brief that this is a lose-lose proposition for the customers.  Empire not only touts the “benefit of a lower rate base on which it must pay a return” as a benefit, which is not really a benefit, as discussed above, it also states that “if accruals are less than actual costs…rate base is increased and the company’s investors earn a return on that increased rate base.”
  Either way, then, customers lose.  Given this choice, most captive customers would prefer to keep the dollar than to save 10 cents, and the Commission should allow them to do so.


This is not mere speculation.  As Commissioner Clayton acknowledged in his separate opinion in the recent Laclede
 decision,


“There are valid concerns about mass account plant not being retired as anticipated or plant costing less to remove than was accrued in the depreciation reserve. In addition, the accrual method will always accrue a greater amount in the depreciation reserve than what is spent to retire plant, and ratepayers will never be made completely whole.”


Public Counsel suggests that the Commission give due consideration to Mr. Majoros’ discussion regarding this problem throughout his direct and rebuttal testimony
.  Mr. Majoros rightly points out that the Empire proposal contains no mechanism to ensure that customers are not charged twice for cost of removal, once as a component of depreciation rates and again when the costs are actually incurred. His position was actually confirmed by the hearing testimony of one of Empire’s own witnesses.   

On cross-examination, Empire’s Vice President of Finance, CFO
 Gregory Knapp, admitted that, once Empire receives revenue related to depreciation, there are no limitations on how it can spend the cash.
  Mr. Knapp suggested that if the cash was not “on hand” at the time costs are incurred for removing depreciated plant, funds would be “borrowed to pay for that expense.”
  Mr. Knapp did not provide any evidence that customers would not be required to finance this borrowing.

Upon further questioning, Mr. Knapp conceded that Empire had obtained the advice of its outside auditors regarding the effect of SFAS No. 143 on amounts held for future cost of removal. 
  Mr. Knapp confirmed that the SEC agrees with Mr. Marjoros’ interpretation of SFAS No. 143.
  Mr. Knapp also admitted that, as a result of SFAS No. 143, Empire was now “reclassified what we’ve estimated to be the amount of new salvage in accumulated depreciation that has not been spent to a regulated—to a regulatory liability.”
  However, Mr. Knapp did not promise that Empire would not seek any recovery of costs of removal actually incurred if the cash collected from prior ratepayers was gone.


The Commission has a legal obligation to balance the interests of customers and the utility.
  Empire is asking the Commission to require its customers to advance money now to cover the costs of removing assets in the future.  “The Commission must balance the benefits and risks to the consumer of making the consumer pay such advances.”
  Merely recording a regulatory liability may help in that regard, but it will not protect consumers from paying unreasonably high rates based on excessive estimates related to net salvage.



(iii)The “accrual” versus “cash” accounting red herring.


The Company’s final red herring regarding the treatment of net salvage is the claim that only the company-sponsored method of recovering net salvage is consistent with accrual accounting.  Mr. Majoros explained that the Commission can determine a revenue requirement which includes net salvage allowances based on a 5-year average of actual experience.  He stated, 

“Accrual accounting is the recognition of revenue when earned and expenses when incurred.  SFAS No. 143 and [FERC] Order No. 631 preclude recording AROs [asset retirement obligations] for non-legal retirements because there is no legal obligation to incur such costs. Mr. Roff is attempting to accrue an expense for which Empire has no liability. Consider that GAAP is founded on accrual accounting and SFAS No. 143 is GAAP.”

3.
AmerenUE and Aquila’s Positions on the Net Salvage Issue 


Upon review of AmerenUE’s Initial Brief, it does not appear that Ameren has raised any substantive issues which are not addressed above.

Public Counsel searched the record and found neither an initial brief by Aquila nor any indication that Aquila was reserving a right to reply to briefs filed by others.  Public Counsel notes that Aquila did present the testimony of a witness, H. Davis Rooney, in Exhibit 108.
  No party cross-examined Mr. Rooney.
  Mr. Rooney’s testimony contained no information specific to Empire. However, Mr. Rooney did advocate, as an alternative to Empire’s proposal, Mr. Majoros’ proposal that the Commission “separate depreciation expense into two components.  One component would represent depreciation expense related to asset life.  The second component would represent depreciation expense related to the net salvage allowance.”
 

Rooney’s proposal is similar to Mr. Majoros’ proposal to separately track the net salvage depreciation accrual.  The purpose, as Mr. Majoros made clear in his testimony it to allow the Commission to obtain meaningful evidence of the actual net salvage experience of the utility over time, and “facilitate external reporting, regulatory analysis, and for rate setting purposes.”
  While Public Counsel believes that such a tracking device would be helpful to the Commission regardless of the net salvage allowance 

included in rates, such a device would undoubtedly bolster the position taken by Public Counsel and the Staff that net salvage should be based on actual costs incurred on an annualized basis in the recent past.

4.
Service Lives for Production Plant Accounts

Empire continues to promote Mr. Roff’s estimates for service lives of production plant accounts, which were derived using a life span method.  However, Mr. Roff failed to meet the stringent requirements NARUC sets out for using such a method.
  Furthermore, while Empire asserts that “Empire engineers provided an estimated retirement date for each production unit”
 no Empire witness testified in this proceeding regarding the basis for those estimates.  In fact, those estimates, with one exception, were specifically rejected as not being credible by the Commission in ER-2001-299.

By contrast, Mr. Majoros and the Staff both used the average service life method of determining the likely “service life” of the production plant properties.  This is the method currently used by Empire per prior Commission orders.  Mr. Majoros described the statistical analysis he conducted using company specific data in his Direct testimony.
  He described his results and compared them to the Staff’s results, after their comparable analysis, in the chart at pp. 66-67 of his Direct Testimony.
  Although there a few differences, both Public Counsel and Staff were able to make similar estimates as to retirement dates based on the data provided by Empire.  These dates differ markedly from those proposed by Mr. Roff.  Mr. Majoros’ dates are inherently more reliable than the estimates derived by Mr. Roff from his conversations with various Empire officials.  The Commission should continue to utilize the average service life method and reject the retirement dates and corresponding depreciation rates proposed by Empire.  The lives proposed by Mr. Majoros should be used instead.  In the alternative, Public Counsel does not oppose using the lives proposed by Staff.

Public Counsel notes that the Staff provided a detailed discussion regarding service lives that further clarifies the benefits of using average service lives as opposed to Mr. Roff’s truncated life span analysis.  The Commission should reject Empire’s life span approach to production plant in this case.

5.
 Recommendations
Public Counsel urges the Commission to continue to determine the appropriate net salvage calculation by using an amount based upon a five-year average of recent, actual experience.  The projections for future costs of removal provided by Empire in Exhibit 130, along with the presence of a Regulatory Liability for future net salvage which is currently included in Empire’s depreciation reserve
 support Public Counsel’s proposal for a depreciation rate that includes an identifiable annual allowance for net salvage of $1.8 million.  In the alternative, should the Commission adopt a different proposal allowing for a greater net salvage amount, Public Counsel continues to recommend that the Commission adopt Mr. Majoros’ alternative proposal: that unbundled specific identifiable net salvage allowance be included as a component of depreciation expense and recorded in accumulated depreciation
.  This approach will provide necessary information for future regulatory analysis of this component of depreciation expense for rate setting purposes.  This recommendation is consistent with paragraphs 36 and 38 of the FERC's Order No. 631 in its Docket No. RM02-7-000, issued April 9, 2003, and it is consistent with this Commission’s Decision in Case No. ER-2001-299, and Staff’s recommendation in this case.

In the alternative, Public Counsel continues to recommend that the Commission Order that an unbundled, specifically identifiable net salvage allowance be included as a component of depreciation expense and recorded in accumulated depreciation.  This approach will provide necessary information for future regulatory analysis of this component of depreciation expense for rate setting purposes.

Public Counsel requests that the Commission reject Empire’s proposal to move from an average service life to life span method for production plant depreciation calculations.  The life spans proposed by Mr. Roff are too short, and are nearly identical to life spans proposed by Empire and rejected by the Commission in case No. ER-2001-299. In addition, Mr. Roff failed to comply with the rigorous requirements of accurately calculating life spans in this case, so his findings should not be found to be credible.

C.
Fuel and Purchase Power Expense

The initial briefs sufficiently outline the legal problems associated with the Commission ordering an Interim Energy Charge (IEC).  The only legal option in this case is the traditional method of calculating fuel expense for ratemaking purposes.

Empire mischaracterizes the record when it cites page 711 of the transcript for the proposition that Empire could not bring its 2005 natural gas prices down to the level recommended by Public Counsel witness Jim Busch.  Empire Initial Brief, p. 48.  Mr. Busch’s testimony does not support that claim, but actually points out that Empire has over 60% of its natural gas for 2005 already hedged.  (Tr. 711).  Since the evidentiary hearing, the natural gas prices reported at the Henry Hub have fallen sharply.  (Ex. 141, p. 2 of 4).  There are strong indications that the upswing in natural gas prices which occurred during the pendency of this rate case are beginning to correct themselves.  Mr. Busch’s recommendation of $4.68 for the unhedged portion of the natural gas component of Empire’s overall fuel and purchase power expense remains to be the most reliable projection for the future time period that rates will be in effect after this rate case concludes.  (Ex. 85, p. 10; Tr. 712). 

Empire criticizes Public Counsel witness Busch for “an extreme over-reliance historical gas prices”.  Empire Initial Brief, p. 49.  In fact, witness Busch performed an analysis that analyzed both historical and future prices in arriving at a balanced recommendation.  (Ex. 85, p. 11; Ex. 87, p. 6).  It is Empire witness Beecher whose sole reliance upon the futures market as an estimate of Empire’s future purchase prices is unreasonable.  

Empire also seriously mischaracterizes the NYMEX future strip itself as a “forecast price”.  Empire Initial Brief, p. 52.  NYMEX future prices are not forecasts, rather they are actual prices that contract parties have agreed to pay at the current time for future transactions.  Staff Witness Choe elaborates on this important distinction.  (Ex. 36).  Furthermore, Empire witness Beecher relies on one single day from the NIMEX futures market to predict future prices for the months or years that Empire’s rates will be in effect.  Reliance on one day’s prices is far from a reliable forecast.  (Tr. 766-767).  The only reliable recommendation available to the Commission regarding fuel and purchase power expense is to incorporate Public Counsel’s recommendation for unhedged natural gas prices into the Commission Staff’s fuel model run.  (Tr. 786-789).  

However, as discussed on pages 31-32 of Public Counsel’s Initial Brief, if the Commission chooses to approve an IEC in this rate case despite the legal uncertainties, Public Counsel  would recommend that such an IEC be crafted in the manner set out in the pleading filed jointly by Public Counsel and intervenors Praxair, Inc. and Explorer Pipeline Company on December 8, 2004, entitled “Second Revised Joint Recommendation Regarding Structure For An Interim Fuel And Purchased Power Mechanism”.
III. CONCLUSION
The appropriate return on equity to use in setting rates should fall within the range of 8.96% to 9.41%.  If the Commission does not adopt Public Counsel’s recommendation for fuel and purchased power expense, then the Commission definitely recognize the corresponding lowered risk for Empire by adopting a return on the lower end of this range.

The appropriate level of depreciation expense to be included in Empire’s rates is one that is consistent with the company’s recent history, based on actual expenditures for costs of removal.  The service lives of utility assets should be adopted as a result of an analysis of average service lives using Iowa curves. The Commission should not base depreciation rates on speculative future net salvage costs which Empire is not legally obligated to incur and are not certain to occur.  In this case, the Commission should to continue to determine the appropriate net salvage calculation by using an amount based upon a five-year average of recent, actual experience.  The evidence in this case supports Public Counsel’s proposal for a depreciation rate that includes an identifiable annual allowance for net salvage of $1.8 million and retention of the average service life method for setting depreciation rates.   
In the alternative, should the Commission adopt a different proposal allowing for a greater net salvage amount, Public Counsel continues to recommend that the Commission adopt Mr. Majoros’ alternative proposal: that unbundled specific identifiable net salvage allowance be included as a component of depreciation expense and recorded in accumulated depreciation. This approach will provide necessary information for future regulatory analysis of this component of depreciation expense for rate setting purposes.
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� In 2001 Empire experienced an abnormally low level of earnings as a result the failed merge attempt between Empire and UtiliCorp United, Inc. (Tr. 1521).


� Ex. 90, at p. 7.


� See, Sec. 393.130.1, RSMo (2000).


� 515 S.W.2d 845 (Mo. App. W.D. 1974).


� 850 S.W.2d 903, 911 (Mo. App. W.D. 1993).  (Citing State ex rel. Crown Coach Co. v. Public Service Commission, 179 S.W.2d 123 (1944).)


� Trans. Vol. 15  at 1902.


� Sec. 393.130 RSMo.


� In re Laclede Gas Co., GR-99-315 (Third Report and Order, at 7.)


� Id.


� Ex. 89, at 44.


� Id.


� Id. See Also Ex. 89, Schedule MJM-2.


� Ex. 89, at 70. 


� Ex. 89, p. 69.


� This is designated in the table at Ex. 89, p. 49 as “Regulatory Liability Included in Depreciation Reserve”.


� Ex.  89, p. 69.


� In Re Missouri-American Water Company, WR-2000-281 (2001).


18 See, Direct Testimony of Kimberly Bolin, in case number WR-2003-0500.





� Tr. Vol 15, at 1923.


� Empire Brief, at 45.


� Tr. Vol. 15, at 1949.


� Empire Initial Brief, at 45.


23 See, Tr. Vol. 15, at 1915, 1925.


23 See, Tr. Vol. 15, at 1915, 1925.








� Tr. Vol. 15, at 1925.


� GR-99-315, Third Report & Order, Gaw, Dissenting, at p. 3.


� Id.


� Empire Initial Brief, at 45.


� GR-99-315, Clayton, dissenting in part, and concurring in part (2005).


� Id, at pp. 7-8. 


� Exs. 89 & 90.


� Tr. Vol. 14, at 1706.


� Tr. Vol. 14, at 1691.


� Id.





� Tr. Vol. 14, at 1700.


� Tr. Vol. 14, at 1709.


� Tr. Vol. 14, at 1707.


� See, Ex rel. Valley Sewage, at note 3, supra.


� GR-99-315, Third Report & Order, Gaw, dissenting, at 6.





� Ex. 90, at 25.


� Pre-filed Rebuttal Testimony of Mr. Rooney.  


� Tr. Vol. 15, at 1786.


� Ex. 108, at p. 9.


43 Ex. 89,at p.48.








� See Public Counsel’s initial brief, at 25.


� Empire Initial Brief, at 31.


� See, Staff’s Initial Brief, at 44-48.


� Ex. 89, at 66.


48 Ex. 89, pp. 66-67.





� Ex. 89, at 49.





� Public Counsel notes that a similar provision was included in the Commission’s recent Laclede Gas order in GR-99-315.


� See, Ex. 90, at 23.
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