BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI
In the Matter of the tariff filing of The

)

Empire District Electric Company
 

) 


to implement a general rate increase for

)
Case No. ER-2004-0570

retail electric service provided to customers
)


in its Missouri service area.


)

PUBLIC COUNSEL’S PROPOSED FINDINGS OF FACT AND CONCLUSIONS OF LAW
COMES NOW the Office of the Public Counsel (Public Counsel) and for its Proposed Findings of Fact and Conclusions of Law states as follows:

A.
Rate of Return – Findings of Fact

Public Counsel performed both a Discounted Cash Flow (DCF) analysis and a Capital Asset Pricing Model (CAPM) analysis in order to arrive at the most reasonable recommendation regarding the return on common equity for Empire.  The lower portion of Public Counsel’s DCF range was increased to match the results of its CAPM analysis, and then Public Counsel determined that the appropriate return on equity should fall between the mid-point and the high-end of its recommended range (8.96% to 9.41%), producing an overall rate of return between 8.19% and 8.42%.  (Ex. 81, pp. 21-22).  The Commission adopts the mid-point of Public Counsel’s return on equity range as the most reasonable method of protecting consumers while allowing Empire an opportunity to earn a fair return on investment.  

The Commission adopts, for ratemaking purposes, Empire’s actual capital structure as of the end of the Commission-approved update period -- June 30, 2004: 

	          Capital
		Amount
		Percentage

					
	        Long-Term Debt
		$337,427,748.00
		37.10%

					
	         Preferred Stock
		$48,115,245.00
		5.29%

					
	         Common Equity
		$524,001,479.00
		57.61%

			$909,544,472.00
		100.00%


	


(Ex. 82, pp. 43-44)

The Commission adopts the actual embedded cost rate as of the end of the Commission-approved update period of June 30, 2004, for the calculation of Empire’s long term debt – 7.23% (Ex. 81, p. 6).  

B.
Depreciation

1.
Findings of Fact


Empire’s depreciation rates are currently set using the average service life method for all accounts.  This method is an established method that uses Iowa curves, a well-established measure, to confirm the results of analysis.   


In order to be accurate, the life span method of estimating service lives for production plant must be based on accurate information. The record in this case does not establish that Empire has accurately completed that analysis. Rather, the evidence suggests that Empire’s witness, Roff, merely conducted cursory analysis to confirm information provided to him by the Company. There is nothing in the record to indicate whether the Company performed any studies to arrive at those dates, and if so, whether those underlying studies were accurately performed.


Empire has been expensing cost of removal net of salvage since the Commission’s order in ER-2000-299.  At the time of this current proceeding, Empire continues to book a significant depreciation reserve imbalance. Of that imbalance, $3.8 million is directly related to future net salvage estimates.  Therefore, it appears that Empire has not been harmed by adopting depreciation rates where net salvage is determined based on actual, recent experience.


Upon review of actual recent net salvage expenditures, Empire is incurring an average of $1.8 million annually in net salvage expense.  This amount is reasonable and should be reflected in rates on a going forward basis.

2.
Conclusions of Law


The burden of proof to show that a proposed tariff is just and reasonable is on the utility.  That burden never shifts throughout the course of the proceeding.  Where a utility seeks a substantial change in the manner in which its method of calculating depreciation rates, it also carries the burden of persuading the Commission that depreciation rates should be set in accordance with the utility’s proposed depreciation methods.


In regard to the proposal by Empire to use the life span method to set depreciation rates for production plant accounts, the Commission finds that Empire has failed to meet its burden of proof that the service lives currently in place should be changed. Empire has re-submitted plant retirement dates it submitted in a prior rate case which were rejected by the Commission. Empire has failed to present substantial and competent evidence in support of those dates.  The Staff and Public Counsel both advocate continuing to use average service lives to calculate depreciation rates for production plant accounts. Their arguments and evidence are persuasive. The Commission will direct Empire to continue to use the average service life method of calculating depreciation rates for these accounts. Further, the Commission will adopt the service lives proposed by Public Counsel witness Majoros in this case.


Empire also proposes to change from the current method of accounting for net salvage and return to its earlier method of including an amount attributable to net salvage in its general depreciation rate. While the method proposed by Empire would increase the Company’s cash flow, the amounts it proposes to include for the net salvage component is speculative, and the Company is not required to incur the removal costs it seeks to include in rates. This method requires that ratepayers advance money for removal of assets at a level that may never be incurred. The Commission must balance the benefits and risks to the consumer of making the customer pay these advances. The evidence in this case does not show that Empire will have the pre-paid money available at the time  costs of removal are incurred, which cuts against requiring such advance payments. The Company has not presented any compelling reason why it should be allowed to return to its earlier depreciation practices.  Therefore, the Commission will continue to require that the Company’s depreciation rates include a component for negative net salvage based on a recent five year average of actual experience. For this case, that amount is $1.8 million per year.

C.
Fuel and Purchase and Power Agreement

1.
Findings of Fact

The only significant difference between the recommendations of the parties regarding the level of fuel and purchased power expense is the manner in which natural gas prices are input into a fuel model run designed to project an appropriate level for this expense. Both Staff and Empire ran their own separate fuel models; however, the testimony in this case indicated that the results of these two models were very close, with only the assumptions regarding future natural gas prices as a significant variable. (Tr. 785-786).  Only Empire and Public Counsel are recommending the use of the traditional method of incorporating a natural gas price into a fuel run to determine the appropriate level of fuel cost in the development of Empire’s electric rates on a going forward basis.  (Ex. 85, p. 10).  Both Empire and Public Counsel recognize that much of Empire’s future natural gas prices have been “hedged” through 2008 and correctly adjust for the amounts that are hedged.  (Ex. 85, pp. 10-12).

Whereas Empire witness Brad Beecher relies solely on natural gas future prices, for his recommendation, Public Counsel witness James Busch utilizes both future prices and historical prices in developing his recommendation.  (Ex. 85, p. 11; Ex. 87, p. 6).  The use of historical prices helps to offset the potential short-term impacts that can cause the future market to spike, similar to what happened this past fall.  Id.  Mr. Beecher’s sole reliance on the futures market as an estimate of Empire’s spot purchase prices is unreasonable and would have disastrous results for Empire’s customers.  (Ex. 87, p. 6).  

Since the time that the parties each developed their natural gas price recommendations in this case, the futures price for natural gas has fallen dramatically.  (Ex. 87, p. 2).  Current market conditions, based upon storage levels and the National Oceanic and Atmospheric Administration (NOAA) winter weather outlook, suggests a continued drop in natural gas prices.  (Ex. 87, p. 3).  The latest EIA outlook (January 2005) reported that, between December 20 and January 3, the price of natural gas at the Henry Hub fell sharply.  

Staff witness Leon Bender performed a fuel model run which utilized Public Counsel’s recommended natural gas price assumptions.  (Tr. 786-789).  Running Staff’s fuel model with Public Counsel’s recommended $4.68 for un-hedged natural gas purchases produces a recommended total fuel expense of approximately $126 million. (Tr. 639, 789; Staff Reconciliation).  The Commission adopts this approach as the most reasonable projection of prospective fuel expense for Empire.

2.
Conclusions of Law

The Interim Energy Charges (IECs) proposed by Empire and by Staff raise serious legal issues regarding the Commission’s legal authority to implement such a mechanism.  Section 393.140 RSMo. 2000 gives the Commission broad discretion to regulate electric utilities, but only within the circumference of the powers conferred on it by the General Assembly.  State ex rel. Utility Consumers Council of Missouri, Inc. v. Public Service Commission (UCCM), 585 S.W.2d 41 (Mo. banc 1979).  

It is well-settled law in Missouri that the Commission must consider all relevant factors, including all operating expenses and the utility’s rate of return, when making a rate (or refund) calculation.  State ex rel. Office Pub. Coun. v. Public Service Commission, 858 S.W.2d 806, 812 (Mo. App. W.D. 1993); UCCM at 49.  This requirement is commonly considered “the prohibition against single-issue ratemaking.”  

Both proposed IECs would require a calculation of actual fuel expenses to determine what portion of IEC revenues would be refunded to consumers, subsequent to and outside of this rate case.  The IEC true-up would occur two years later (Staff’s proposal) or five years later (Empire’s proposal) and would be looking only at fuel expenses, not “all relevant factors.”  Those relevant, but ignored, factors could include ratemaking components such as increased revenues or other expenses that may have decreased during that “interim period”.  This procedure is not only unlawful, it is bad public policy, because the incentives to procure fuel efficiently would be weakened.  (Ex. 86, p. 5-8).    

Furthermore, the IEC proposals in this case would constitute “retroactive ratemaking” which has also been ruled unlawful by the Missouri Supreme Court.  UCCM at 59.  Past expenses can be used as a basis for determining what rate is reasonable to be charged in the future, but under “the prospective language of Missouri law”, such rates may not be used to collect actual past expenses.  Id.  Subsections 393.270(1) and 393.140(5) RSMo. 2000.
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