I. INTRODUCTION

The parties to this rate case have settled all but the three issues with the largest dollar impact at stake.  Each of these three remaining issues involve attempts by Empire District Electric Company (“Company” or “Empire”) to depart from current ratemaking policy and practice as it relates to this utility.  If any one of these issues is decided in the manner that Empire requests, the impact upon consumers will be dramatic for Empire’s consumers and detrimental to the economic development of southwest Missouri.

As of the date that this Brief is being filed, there remains hope that an agreement may still be reached regarding an Interim Energy Charge (IEC) mechanism that addresses the fuel and purchased power issue.  However, absent such an agreement, the evidence on the record (and the current trend in natural gas prices indicated by late-filed exhibits) clearly indicates that the most reasonable approach to this issue is the Office of the Public Counsel’s (Public Counsel’s) recommendation regarding the level of natural gas prices.  

In deciding this case, the Commission should also recognize the interplay between the manner in which it resolves fuel and purchase power expense and the manner in which it resolves the return on equity component of approved rates.  To the extent that the Commission adopts a high fuel expense recommendation or adopts a mechanism that reduces Empire’s risk of managing its fuel expenses, then Empire’s lowered business risk should be recognized with a lower return on equity decision.  

II. ARGUMENT

A.
Rate of Return

Public Counsel performed both a Discounted Cash Flow (DCF) analysis and a Capital Asset Pricing Model (CAPM) analysis in order to arrive at an appropriate 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).  This recommendation is very similar to the recommendation made by the Staff of the Commission (Staff).  

Empire, however, hired two outside consultants to generate a recommended return on common equity of 11.65%, the additional cost of which would be over $11,051,669 to Empire’s customers on an annual basis.  Empire’s Statements of Position, p. 2.  As discussed below, this recommendation is supported by one hired consultant that relies heavily on an aberrant growth rate of 6.00%.  Empire’s second hired consultant that uses an unusual mismatch of DCF components to produce an unusual and distorted method of calculating the return on equity.  Ironically, the testimony of each of these witnesses undermines the other regarding methodology.  

The differences between the parties regarding of capital structure and embedded cost of debt components are comparatively minor.

1.
What Capital Structure is Appropriate for Empire?

Public Counsel recommends that the Commission utilize 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)

Empire is recommending a “regulated only” capital structure as of 6 months earlier (as of December 31, 2003).  Public Counsel’s recommended capital structure is more current and more reasonable.

Empire’s common equity ratio of 49.49% is higher than the industry average ratio of 42.43% (Ex. 81, p. 5; Sch. TA-6).  Empire’s common equity ratio is also higher than the average common equity ratio of the proxy group utilized by Public Counsel --45.24%.  (Ex. 81, p. 5; Sch. TA-7).

2.
What Return on Common Equity Recommendation is Appropriate in Estimating Empire’s Cost of Common Equity?

a.
Travis Allen’s Recommendation
Financial Analyst Travis Allen performed Public Counsel’s return on equity analysis.  Mr. Allen has considerable education, training and expertise in the areas of finance and utility cost of capital.  (Ex. 81, pp. 1-3).  In preparing his recommendation, Mr. Allen reviewed a variety of reports and financial publications together with the financial records and data requests responses received from Empire.  Id.  Mr. Allen’s return on equity recommendation of 8.96% to 9.41% is the result of a thorough application of DCF and CAPM methodologies which have been found by this Commission to be accurate and reliable in producing reasonable and fair allowed returns in numerous rate cases over the past several decades.  The financial assumptions and principles underlying the DCF formula for calculating a return on common equity for a regulated utility are explained in Mr. Allen’s prepared testimony.  (Ex. 81, pp. 7-11).  

The growth rate variable is an important component of the DCF formula; it represents the dividend growth rate that investors expect to continue into the future (i.e., the sustainable growth rate).  (Ex. 81, p. 8).  It is important to analyze both historical and projected financial information for the company in question in order to properly determine the growth rate component.  (Ex. 81, pp. 8-11).  As a matter of completeness, Mr. Allen utilized both historical growth rates and the growth rate projections of analysts for the following parameters: 1) earnings per share, 2) dividends per share, and 3) book value per share.  (Ex. 81, Sch. TA-9).  Mr. Allen calculated compound growth rates for both Empire and for a group of thirteen comparable utilities beginning with the average value for 1996–1998 and ending with the average value for 2001-2003.  Id.  Mr. Allen placed no weight on negative growth rates.  (Ex. 81, p. 11).  Mr. Allen also analyzed both historic and projected retention growth rates.  Id.  Mr. Allen’s second measure of historic growth was calculated based upon Value Line’s calculated 5-year and 10-year historical growth rates.  (Ex. 81, Sch. TA-9, line [21] of pp. 2-15).    

Projected growth rates for all three parameters were derived from Value Line.  Id., line [32].  Projected growth in earnings per share was also taken from Thompson Financial (where available) and averaged with the projections furnished by Value Line.  Id., line [37].  With respect to the thirteen comparable companies analyzed, the overall average growth rate is shown to be 2.17%.  The average projected growth rate for this proxy group is 3.34%.  (Ex. 81, p. 14; Sch. TA-9, p. 1).

Mr. Allen determined that the results of his growth rate analysis justified recommending a growth rate range.  (Ex. 81, p. 14).  The floor of his range is the projected retention growth rate for the comparable companies, except for UIL Holdings where an extremely low projection was increased to 1%.  (Ex. 81, p. 14).  The ceiling of Mr. Allen’s sustainable growth rate range is the projected retention growth rate was used, except when judgment required using a higher growth rate.  (Ex. 81, p. 15).  With respect to Empire itself, the projected retention growth rate was only 1.54%; however, Mr. Allen used a variety of other growth indicators to select 3.00% as the high end of his growth rate range.  Id.  

In his DCF calculations, Mr. Allen determined that the appropriate dividend yield to use is the expected dividend yield divided by the current stock price.  (Ex. 81, pp. 16-17).  Schedule TA-10 of Mr. Allen’s Direct Testimony shows the average weekly stock price for Empire and for each comparable company for over a 6-week period ending August 31, 2004.  (Ex. 81).  A six-week period was used to determine the average weekly stock price because this period is long enough to avoid daily fluctuations and was recent enough so that the stock price captured expectations contemporaneous with the filing of prepared testimony.  (Ex. 81, p. 17).  This method of calculating the stock price is one significant difference in the Public Counsel DCF and the Commission Staff DCF performed by its expert witness, Mr. David Murray. 

Mr. Allen substantiated his DCF cost of equity results with a Capital Asset Pricing Model (CAPM) analysis.  The theoretical assumptions and formula components used in the CAPM are discussed on pp. 18-21 of Mr. Allen’s testimony.  (Ex. 81).  In short, the CAPM formula assumes that the cost of common equity is equal to the risk free rate plus some proportion of the market risk premium – that proportion being equal to “beta”.  (Ex. 81, p. 19).  The market overall has a beta of 1.0 and companies with a beta of less than 1 are assumed to be less risky than the market, and vice versa.  Id.  The beta for Mr. Allen’s comparable companies ranged from 0.50 to 1.10, with an average of 0.77.  Empire’s beta is 0.65.  Id.  The average CAPM cost of equity for Mr. Allen’s thirteen comparable companies is 9.79%, while the CAPM cost of equity for Empire alone is 8.51%.  (Ex. 81, p. 21; Sch. TA-12).  

As explained above, Mr. Allen’s CAPM analysis was used to determine the floor of his DCF range, causing him to discard the lower portion of his original DCF range.  Public Counsel then determined the mid-point and is ultimately recommending a return on equity in this rate case between the mid-point and the high-end of his range (8.96% to 9.41%).  (Ex. 81, pp. 21-22).  

It should be noted that Public Counsel’s return on equity recommendation assumes that Empire will not be granted an interim energy charge (IEC) to address fuel and purchase power costs.  (Ex. 82, p. 42).  If Empire is granted an IEC, it would decrease Empire’s overall level of risk and therefore decrease Empire’s overall cost of capital.  (Ex. 2, p. 43).  Legal issues aside, if the Commission grants an IEC in this case, it should not be granted in a vacuum.  Risk-lowering mechanisms such as an IEC would make Empire a less risky utility, requiring a lower return on equity.  

b.
Criticisms of Empire witness Dr. Donald Murry’s recommendation

i)
Dr. Murry’s use of a 6.00% growth rate in his DCF analysis drastically overstates investor expectations.
Empire rate of return witness Dr. Donald Murry performed a DCF analysis that recommends a return of equity range of 11.88% to 13.53%.  (Ex. 11, Schs. DAM-17 and DAM-18).  This outrageously high return on equity recommendation is the result of several methodological errors--the most glaring of which is the use of a 6.00% growth rate (double the growth rate number that Public Counsel’s witness found to be reasonable).  

At the evidentiary hearing, witness Murry acknowledged that this 6.00% growth rate component was taken from a mechanical calculation performed by Value Line.  (Tr. 1037, 1040-1042).  This Value Line calculation included an average of three years of earnings for Empire, which included one year (2001) that was an extreme outlier.  (Tr. 1041).  In 2001, Empire experienced an abnormally low level of earnings as a result of   failed merger attempt between Empire and UtiliCorp. (Tr. 1521).  If witness Murry’s calculations are revised to exclude the anomalous year of 2001, then Value Line’s mechanical calculation would produce almost exactly the 3% calculation that Public Counsel found appropriate for the growth rate component in its DCF analysis  (Tr. 1042), which if utilized in witness Murry’s DCF would have produced a return on equity of 8.8% to 10.53%.  (Tr. 1043).  

It is clear that a 6% growth rate is unrealistic and drastically overstates investor expectations, especially in light of the fact that Empire has historically maintained (an continues to maintain) a very high dividend payout ratio (Ex. 82, pp. 5-6).  When a utility company continuously pays out a substantial portion of its earnings in dividends, it hinders its ability to grow its business in the long run.  Id.   According C.A. Turner Utility Reports (October 2004), the average payout ratio for the entire electric industry is 70%, while Empire’s current dividend payout ratio is 125%.  (Ex. 82, p. 6). A payout ratio that exceeds 100% means that Empire is paying more out in dividends than it is earning.  

Even though witness Murry reviewed Standard & Poors (S&P) current growth rate projection (2.00%), he disregarded that recommendation for the Value Line recommendation.  The S&P growth rate projection is the consensus of four analysts, while the Value Line growth rate calculation was reviewed by only one analyst.  (Ex. 82, p. 8; Tr. 1033-1037).  Public witness Allen used a growth rate from Thompson Financial which was a projected growth rate based upon a consensus of four analysts.  (Ex. 82, p. 9).  

Even Empire’s other hired consultant, Mr. Vande Weide, appears to understand the problem with relying on a growth rate estimate made by a single analyst, explaining that such a consensus is more reliable.    Witness Vander Weide excluded companies from his electric and gas proxy groups if they did not have at least three analysts contributing to their growth rate forecasts.  (Vander Weide Direct, Ex. 14, p. 30, lns. 4-6).  

Witness Murry’s DCF return on equity range would have been 8.8% to 10.53% if he utilized a more realistic growth rate of 3.00%.  (Ex. 82, p. 10).  

Mr. Murry’s 6.00% growth rate is also out of line with recent utility trade journal expectations for the electric industry generally.  In the May 10, 2004 publishing of Electric Utility Week Bill Tilles, portfolio manager for The Kinetic Utility Funds, had the following to say;


The current trend to “basics” business plans is a signal companies over-reached for growth rates of 8% using unregulated ventures…Utilities should not chase exorbitant growth rates because the best profit potential for the industry will continue to be in the regulated sector…Growth rates for utilities have been trending down, and a 3%-4% rate is more realistic than the rates and expectations of previous years.  (emphasis added)

Exhibit 82, p. 10.

In the October 2004 issue of “Public Utilities Fortnightly”, George W. Bilicic and Ian C. Connor had the following to say:


Further, it is almost certainly the case that the current average long-term growth rate for the U.S. electric industry of 4.6 percent is too optimistic.  The industry’s true long-term growth proposition is closer to 2 to 3 percent, and then only if the industry is able to successfully execute on cost-cutting initiatives. In this regard, it is worth noting that during the past 30 years the industry has achieved a compound average growth rate of only 1 percent.  (p. 68)  (emphasis added).

Exhibit 82, p. 10.

 
ii)
Witness Murry used stale stock price data in his DCF analysis.

The high end of Empire witness Murry’s selected DCF range was taken from the high end of a “52-week” DCF analysis on Empire, derived by dividing Empire’s expected dividend by its 52-week high and 52-week low trading price.  (Ex. 11, Sch. DAM-17).  The problem with this data is that it is simply too old to give an accurate representation of what investors are currently expecting.  (Ex. 82, p. 11).  The 52-week low trading price of $17 dates back to March of 2003.  Empire’s stock has not been trading this low since April of 2003.  Id.  During this time the overall cost of capital has declined evidenced by the federal funds rate decline from 1.25% to 1.00% between March 2003 and March 2004.  Id.  

A similar problem with the use of stale data is evidenced in the way that witness Murry calculates his dividend yield.  Based on his work papers, the average high and low stock price were calculated over a two-week period beginning January 26, 2004 and ending February 6, 2004.  (Ex. 82, p. 12-Response to OPC Data Request No. 2017).  That time period is almost a year old.

iii)
Witness Murry performed an inappropriate size adjustment in first CAPM analysis.

Empire witness Murry performed two CAPM analyses, both of which were upwardly adjusted in an inappropriate manner.  His first CAPM analysis was increased by a size premium adjustment, claiming that the CAPM has a “small firm bias”.  (Ex. 11, pp. 23-24).  This adjustment is inappropriate because the CAPM is market-based model.  (Ex. 82, p. 14).  The simple fact that Empire is a small cap company does not merit any risk adjustment because any risk associated with Empire’s small size would have already been factor into its market drive stock price, and therefore already factored into its beta and CAPM return.  Id.  (Ex. 82, p. 14; Ex. 83, pp. 13-14).  If witness Murry’s first CAPM analysis was performed without any such size premium adjustment, it would produce a cost of equity of 9.6% (4.55% dividend yield plus a 5.05% risk-free rate).  (Ex. 82, p. 14, ln. 10-12).

iv)
Witness Murry incorrectly inflated the results of his second CAPM analysis.

Empire witness Murry’s second CAPM analysis is shown on Schedule DAM-20 of his direct testimony, with the heading “Cost of Equity: Historical Capital Asset Pricing Model”.  (Ex. 11).  This schedule shows that witness Murry used a total market return of 14.55%.  He developed this return by averaging Ibbotson Associates’ published total arithmetic return for large company stocks compared with small company stocks for the period 1926-2002.  (Ex. 82, p. 14).  This is a totally inappropriate return to use because of the mismatch that it creates with the beta that is used in the model.  The beta that witness Murry uses in his second CAPM analysis is provided by Value Line which measures the historical sensitivity of stock price to overall fluctuations in the New York Stock Exchange (NYSE) Composite Index.  (Ex. 82, p.15).  However, he uses a market return that encompasses not only NYSE listed companies but also companies that are listed on the American Stock Exchange (AMEX) and companies listed on the National Association of Securities Dealers Automated Quotations (NASDAQ).  Id.  

The result of this mismatch is an inaccurately high cost of equity measurement.  If witness Murry had used a beta that measures the sensitivity of Empire’s stock price to fluctuations in the NYSE, he should have used the arithmetic mean total return on large company stocks which is provided by Ibbotson Associates.  Ibbotson Associates uses the S&P 500, a good proxy for the NYSE in its calculation of the total return on large company stocks.  (Ex. 82, p. 16).  If witness Murry had performed his second CAPM in this matter, the result would have been a return on equity of 9.57%.  Id.  

In his second CAPM analysis, witness Murry uses two different risk-free rate estimates, essentially producing a risk-premium analysis.  (Ex. 82, p. 17).  This is inappropriate because the theoretical underpinning of such an analysis is to determine the risk premium that investors require for investing in the market as opposed to investing in risk-free securities.  Consequently, an analyst should stay consistent with the risk-free rate proxy that is used in the determination of the risk premium and with the determination of the current yield on risk-free securities.  (Ex. 82, p. 18).  Public Counsel witness Allen explained in his testimony why it is inappropriate for an analyst to use one proxy for the risk-free rate when determining the market risk premium while using another when determining the current yield on risk-free securities.  (Ex. 82, p. 18).

c.
Criticisms of Empire witness Vander Weide’s analysis
i)
Witness Vander Weide makes an inappropriate apples to oranges capital structure comparison.

Empire’s second hired rate of return consultant, Mr. James H. Vander Weide performed a DCF analysis on a proxy group of electric companies and a proxy group of natural gas companies.  (Ex. 14, Sch. JVW-1 and Sch. JVW-3).  Mr. Vander Weide compares Empire’s capital structure to the capital structure of these two proxy groups.  (Ex. 14, p. 51).  However, the manner in which he makes this comparison involves a mismatch between Empire’s book value capital structure and the market/book hybrid capital structures of the proxy groups.  This is an apples and oranges comparison.  (Ex. 82, p. 23).  It is a faulty capital structure methodology that artificially increases the common equity share of the capital structure and decreases the long-term debt share of the capital structure for the proxy groups.  Id.  Mr. Vander Weide acknowledged that there are no journal articles that recommend using this mismatched methodology for determining the cost of capital in a regulated arena.  (Deposition 1186 to 1188).  Even though Mr. Vander Weide has testified in about thirty-six utility cases, he has only recommended this novel mismatched approach in “four or five cases”.  (Tr. 1189).  Even Empire’s other hired consultant, Dr. Donald Murry disagrees with Mr. Vander Weide’s approach.  In response to Public Counsel Data Request No. 2101, witness Murry stated that this methodology “would be unorthodox and in almost all cases inappropriate for ratemaking”.  (Tr. 1065-1066).

ii)
Witness Vander Weide neglects to perform a DCF analysis on the common equity of Empire.

Empire witness Vander Weide relied solely on proxy groups in his analysis of Empire’s cost of capital.  While it may be appropriate to use a proxy group only in a situation where the regulated utility does not have publicly traded stock; however, Empire does have publicly traded stock, and thus the failure to analyze Empire directly ignores a vital source of relevant information.  (Ex. 82, p. 25).  In response to a Public Counsel data request, Mr. Vander Weide explained that he did not perform a DCF analysis on Empire “…since there were fewer than three analysts included in the IBES average growth forecast for Empire…”  (Ex. 82, p. 26).  This explanation is not convincing because Mr. Vander Weide could have used the consensus forecast published by S&P or the consensus forecast published by Thompson, both of which have more than three contributing analysts.  (Ex. 82, pp. 26-27).  If Mr. Vander Weide’s DCF result had been calculated, using his own methodology but using S&P consensus growth rate for Empire (2.00%), the result would be a recommended return on equity of 8.22%.  (Ex. 82, p. 27, Sch. TA-1).  If this same calculation was made using the Thompson Financial Consensus Growth Rate (3.00%), the result of the DCF would be a recommended return on equity of 9.30%.  Id.  

3.
What Embedded Cost of Debt is Appropriate for Empire?

Public Counsel believes that the Commission should use 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.
How shall depreciation for plant accounts be calculated?
1.
What is the appropriate level of depreciation expense to be included in Empire’s rates?


Public Counsel recommends that the Commission include a $29.1 million depreciation expense, which results in a $0.4 million decrease in the level of depreciation expense included in current rates.
  This amount includes an annual accrual of negative net salvage expense of approximately $1.8 million per year, which is consistent with the historical negative net salvage experience of Empire over the past two and a half decades.
  Within this expense Public Counsel recommends that the Commission order Empire to separately record and account for net salvage costs, identifying legal asset retirement obligations (AROs) and identifying as a regulatory liability to ratepayers, all non-legal AROs.

The depreciation rates proposed by Empire are unreasonable because they will produce excessive depreciation expense that will, in turn, be charged to ratepayers.  The effect of this excessive depreciation would be tantamount to charging ratepayers for capital or equity contributions.


The Staff has recommended that the Commission continue its prior order regarding how Empire should account for depreciation. Staff Witness Macias testified that the currently ordered deprecation rates are appropriate because they are designed to recover the company’s investment in plant over the average used and useful life of the various plant accounts.
  Public Counsel agrees that the Commission should establish depreciation rates that allow the company to recover its investment and necessary costs of removal actually incurred, but believes that the Company’s proposal results in excessive depreciation expense, and that the Commission should reject that proposal for the reasons stated below.

2.
What is the appropriate method for determining and accounting for the net salvage component of depreciation in this case?

Depreciation is the loss in value of an asset over its service life.  It is a method of allocating the cost of a capital asset over its “useful life” by determining its probable service life, and allocating a percentage of the cost over that life, by allocating that cost to depreciation expense.  Depreciation expense “is a charge to operating expense to reflect the recovery of a company’s previously expended capital.”
  


As Public Counsel witness Michael Majoros testified, “from a regulator’s perspective, the objective of public utility depreciation is straight-line capital recovery. …From many public utilities’ perspective, the objective of depreciation is to maximize cash flow.”
  Since that cash flow comes from the utilities’ captive customers, it is vital that the Commission carefully analyze proposed depreciation rates and expense in order to prevent excessive depreciation rates.


An excessive depreciation rate is one “that produces depreciation expense which is more than necessary to return a company’s capital investment over the life of the asset.”
  Because of the capital intensive nature of public utility operations, depreciation expense is a primary cost driver of rates.  Therefore, the result of an excessive depreciation rate is to “unreasonably increase the utility’s revenue requirement and resulting service rates; thereby unreasonably charging millions of dollars to a utility’s customers.”
 


The concept of excessive depreciation is not new. It was discussed in the 1934 case of Lindheimer v. Illinois Bell Telephone Company.
  In that case, determined that depreciation rates are excessive if the amounts customers are required to pay effectively become “capital contributions, not to make good losses incurred by the utility in the service rendered…but to secure additional plant and equipment upon which the utility expects a return.”


As Public Counsel witness Majoros stated in his direct testimony, “Public utility depreciation expense is typically straight-line over service life which results in an equal share of the cost of assets being assigned to allocated to expense each year over the service life of the assets.  A service life is the period of time during which depreciable plant [and equipment] is in service.”


Majoros further testified that “Depreciation expense is determined by applying a depreciation rate to plant balances.  The resulting expense (also called accrual) is charged, just as any other expense, to the revenue requirement and from there it is charge to the utility’s customers.”


Unlike most operating expenses, such as payroll, depreciation is a non-cash expense.  This means, for ratemaking purposes, that “depreciation expense does not involve a specific payment during the test year.”
  However, the fact that it is a “non-cash” expense does not render it a less legitimate expense than other items that actually involve an outlay of cash.  However, depreciation is a “major expense” which “drives utility prices.”  Calculating a depreciation rate involves complex analytical procedures and substantial judgment.  Therefore, “the measure of depreciation and the calculation of the expense warrant careful regulatory scrutiny.”

When depreciation is considered in connection with monopoly regulated public utilities, a Commission must consider several depreciation factors unique to these industries.  As Mr. Majoros explained in his direct testimony:


“First, public utility depreciation is based on a “group life” as opposed to the lives of individual assets.  Second, the cost of removing or disposing of an asset that is retired from service is charged to the accumulated depreciation reserve, as opposed to being recognized as an operating expense in the year incurred. Third, the original cost of a retired asset is also recorded in the accumulated depreciation reserve, as opposed to being written off in the year of the asset’s retirement/disposal. Fourth, in certain jurisdictions public utility depreciation rates incorporate the net salvage factors [discussed in his testimony.] This is not the case for unregulated entities. Each of these factors affects the depreciation rates that are ultimately determined for the group of assets designated by the FERC Uniform ‘System of Accounts (USOA).”


Both Mr. Majoros and the Commission Staff attempted to determine the likely costs of removal associated with necessary replacements of depreciated plant on a going forward basis in order to allow the Company to obtain a revenue requirement sufficient to provide for actual recovery of any negative net salvage incurred.  

By contrast, Mr. Roff’s estimates regarding cost of removal in the future were not based on complete information that was readily available to him.  For example, when Public Counsel questioned Mr. Roff on whether he had asked Empire to provide him with any estimates that it had regarding anticipated costs of removal of plant over the next five years, Mr. Roff conceded that he had not inquired as to this information.
  In fact, Mr. Roff next opined that he did not believe that Empire “would have been able to give me any different information than what I had already obtained.”
  However, after reviewing Public Counsel’s Exhibit 130, Mr. Roff had to admit that Empire not only could have given him such information, but that the information was readily available when requested by Mr. Majoros.
  In fact, Exhibit 130 clearly demonstrates that Empire projects its costs of removal for the years 2004-2008 to be as follows: for 2004: $2,124,000; for 2005: $2,305,000; for 2006: $3,263,000; for 2007: $3,596; and for 2008: $1,342,000.
  By contrast, Empire is seeking to collect from its customers, through rates, $10.2 million each and every year, over the amount currently being generated in depreciation expense at current rates.  The vast majority of this increase is attributable to future removal costs, and results from merely changing the methodology for accounting for negative net salvage
 rather than from any actual increased need to recover expenses the Company expects to actually incur.

The disparity between actual costs incurred to remove depreciated assets and the negative net salvage accruals have concerned many different professionals over the years.  At the evidentiary hearing in this case, Mr. Macias and Mr. Gilbert testified as to reasons why the Commission staff became concerned about this phenomenon.
  Likewise, Public Counsel witness Majoros became concerned about net salvage as long ago as 1983.
  He objected to “paying money to the public utility that they’re not going to spend for future cost of removal.”
  Mr. Majoros stated that his longstanding concerns on this issue have evolved over time and became clearer to him “with the issuance of SFAS 143 and FERC Order 631.”
  He continued to explain, stating:

“If they were going to spend the money, these things would be treated as AROs [asset retirement obligations].  The fact that they’re not treated as AROs means that by definition they’re not promising to spend the money, they don’t have any obligation to spend the money, there’s no constructive obligation to spend the money [on cost of removal.]”

These future removal costs, to the extent they are not legally required asset retirement obligations (AROs) constitute a regulatory liability to ratepayers.

Paragraph B22 of SFAS No. 143 states that:


B22.  Paragraph 37 of Statement 19 states that “estimated dismantlement, restoration, and abandonment costs … shall be taken into account in determining amortization and depreciation rates.”  Application of that paragraph has the effect of accruing an expense irrespective of the requirements for liability recognition in the FASB Concepts Statements.  In doing so, it results in recognition of accumulated depreciation that can exceed the historical cost of a long-lived asset.  The Board concluded that an entity should be precluded from including an amount for and asset retirement obligation in the depreciable base of a long-lived asset unless that amount also meets the recognition criteria in this Statement.  When an entity recognizes a liability for an asset retirement obligation, it also will recognize an increase in the carrying amount of the related long-lived asset.  Consequently, depreciation of that asset will not result in the recognition of accumulated depreciation in excess of the historical cost of a long-lived asset.
  

As one can see from the above, the public accounting profession does not approve of depreciating an asset beyond its original cost, unless there is some legal requirement for doing so.  In addition, where a regulator determines a revenue requirement based in part on depreciation rates which collect excessive amounts of depreciation, SFAS No. 71, Paragraph 11 states “rate actions of a regulator can impose a liability on a regulated enterprise.  Such liabilities are usually obligations to the enterprise’s customers.”
    

In addition, current regulatory accounting rules (FERC Order No. 631) require that decommissioning and future negative net salvage amounts, “which have been identified as “non-legal asset retirement obligations,” be specifically identified in separate sub-accounts within depreciation expense and accumulated depreciation.”

Public Counsel believes the Commission should consider the fact that if excessive levels of removal costs are built into depreciation rates, this amounts to a Regulatory Liability.  A Regulatory Liability is an amount owed to ratepayers, because it constitutes capital, and all capital is supposed to be supplied by investors - not ratepayers.  Public Counsel believes the Company’s depreciation proposal is unreasonable “because it will produce excessive depreciation expense which will, in turn, be charged to ratepayers.  The effect of this excessive depreciation would be tantamount to charging ratepayers for capital or equity contributions.”

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 the depreciation formula that Empire proposes to use would allow depreciation rates that would result in the company collecting more than a just and reasonable amount of money from its customers, that is, charging rates greater than necessary to meet the actual costs of removal that the company is incurring on an ongoing, annual basis.  Mr. Roff’s proposal would allow Empire to collect money from customers for the purpose of recovering the costs of “negative net salvage” that far exceeded the actual costs it is incurring in removal costs.

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 recommends 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.  Based on the Company’s actual average experience for the years 1999 through 2003, this amount is $1.8 million.  This approach will separately identify such information to facilitate external reporting, regulatory analysis, and for rate setting purposes in the future.  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.

3.
 Should the Commission adopt the life span method and proposed service lives for production plants proposed by Empire’s witness Roff, and if not, how should the Commission determine the service lives of production plant?

A service life is the period of time during which depreciable plant [and equipment] is in service.  Public Counsel believes that the appropriate method for determining the service lives for production plant is the “average service life” method advocated by the Staff and Mr. Majoros.  Public Counsel opposes the lives proposed by Empire on production plant accounts calculated using the “life span” method, because Public Counsel considers the proposed lives to generally be too short, and the projected retirement dates proposed in Mr. Roff’s testimony to be unrealistic and not credible.

As Mr. Majoros stated: 

“In depreciation analysis it is axiomatic that the shorter the life, the higher the resulting depreciation rate. Some of Empire’s proposed depreciation rates are too high because they are based on life spans in the case of Production plant, which are too short: the shorter the life, the higher the rate. If the life is too short, the resulting rate is obviously excessive.”


The Commission should reject the retirement dates/service lives proposed by Empire Witness Donald Roff. These retirement dates, with very few exceptions (one only revealed on the witness stand as a correction to pre-filed testimony)
 are the very same retirement dates that were rejected as not credible by the Missouri Public Service Commission in ER-2001-299.


Mr. Roff testified that he did not calculate the estimated retirement dates himself, but that Company witness Beecher gave him the information about retirement dates.
  However, neither Mr. Beecher, nor any other Empire witness has provided the Commission with evidence or testimony that demonstrates how it decided to designate those retirement dates.  Rather, it appears that these dates may have been chosen for their effect on depreciation rates rather than as a result of any verifiable analytical technique. 


The use of the life span method, although not forbidden in utility regulation, is problematic in seeking to determine final retirement dates of major production facilities, and the final retirement date is a critical factor in developing a reliable service life estimate using the life span method.  As Mr. Majoros testified on Direct, NARUC has stringent requirements that several specific factors be considered “in order to develop an informed estimate of the final retirement date.”
  As Mr. Majoros points out, the NARUC Manual specifically states that, without “retirement plans for utility properties [that] are supported by various kinds of studies, including economic analysis…the [life span] study is analogous to a building which is structurally well built from the ground up but lacking a sound and proper foundation.”
  Upon investigation, Mr. Majoros concluded that it appeared that Empire “does not have any studies, plans or forecasts to support its terminal retirement year estimates.”
  This conclusion was supported by the failure of either Empire depreciation witness, Mr. Roff or Mr. Knapp, to identify any studies, plans or forecasts in their pre-filed or oral testimony in this case.  Because Empire failed to adhere to NARUC’s requirements for the use of the life span method, the Commission should reject the retirement date estimates submitted by Empire in this case, as it did in ER-2000-299.


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.

C.
Fuel and Purchase Power Expense


The only significant difference between the recommendations of the parties regarding 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).  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).  

1.
What Natural Gas Price Should be Used in Determining Permanent Rates?

Public Counsel witness James A. Busch recommends that $4.68 be input into Staff fuel model as it relates to un-hedged natural gas prices.  (Exhibit 86, page 10).   Mr. Busch is a utility economist with several years of experience studying the natural gas markets. (Exhibit 85, pages 1-2).  Mr. Busch’s testimony explains recent natural gas price movements and projected future conditions based upon an in-depth study of historical and future projections.  (Ex. 85, pp. 2-5).  

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).  Public Counsel’s recommendation of $4.68 for un-hedged gas compares with Empire’s recommendation of $5.69 for un-hedged gas.  

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 could have disastrous results for Empire’s customers.  (Ex. 87, p. 6).  

The increase in natural gas prices between the filing of Direct and Rebuttal testimony in this case was driven primarily by Hurricane Ivan, thereby distorting short-term market conditions and exacerbating the problem that Empire’s recommended natural gas price is completely reliant upon the futures market for its projections.  (Ex. 87, pp. 4-5).  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).  Moreover the physical price of natural gas (the actual price of natural gas paid for actual supplies of natural gas) is selling at a large discount compared to the futures market (NYMEX).  (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 at the Henry Hub fell sharply from $7.35 per mcf to $5.70 per mcf.  (Late Filed Exhibit 141, p. 2 of 4).  

2.
What are the Legal Issues Involving an Interim Energy Charge?
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; the provision cannot in and of itself give the Commission authority to change the ratemaking scheme setup by the legislature.  State ex rel. Utility Consumers Council of Missouri, Inc. v. Public Service Commission (UCCM), 585 S.W.2d 41 (Mo. banc 1979).  Respondent Commission has no power to adopt rate, a charge, or follow a practice, which results in nullifying the expressed will of the Legislature.  State ex rel. Springfield Warehouse & Transfer Company v. Public Service Commission, 225 S.W.2d 792, 794 (Mo. App. 1949).  

Section 393.270 (4) RSMo. 2000 states that the Commission:

In determining the price to be charged for . . . electricity . . . . the Commission may consider all facts which in its judgment have any bearing upon a proper determination of the question although not set forth in the complaint and not within the allegations contained therein, with due regard, among other things, to a reasonable average return upon capital actually expended . . . .

The Missouri supreme Court interpreted this provision in a case addressing the method of valuation of property in determining the utility proper rate of return:

…[T]he phrase “among other things” clearly denotes that “proper determination” of such charges is to be based upon all relevant factors.  (Emphasis in original)

State ex rel. Missouri Water Company v. Public Service Commission, 308 S.W.2d 704, 719 (Mo. 1957).  It is now 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 determining a rate authorization.  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.”

The rule against single-issue ratemaking recognizes that the revenue requirement formula is designed to determine a revenue requirement based on the aggregate costs and demand of the utility.  It would be improper under the rule against single-issue ratemaking to consider changes to components of the revenue requirement in isolation.  Oftentimes, a change in one item of the revenue formula is offset by a corresponding change in another component of the formula.

In the Court of Appeals case, Midwest Gas Users’ Association v. Public Service Commission, 976 S.W.2d 470 (Mo. App. W.D. 1998), the Commission’s Purchased Gas Adjustment/Actual Cost Adjustment (PGA/ACA) process for natural gas companies was clearly distinguished from fuel mechanisms for electric companies.  The Court of Appeals pointed out that the management of electric companies have greater “control” over the costs related to fuel expense than natural gas companies have over gas procurement.  Id. at 480.  Whereas the natural gas procured by an LDC is passed directly on to the consumer to be burned, electric companies have a choice of fuels and much greater management discretion in how its electricity is produced.  Natural gas is just one of many choices for Empire’s resource planning.

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.  This calculation would run afoul of the prohibition against single-issue ratemaking.  Commission must consider all relevant factors in its ratemaking actions.  Id. at 49.  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 are 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.

3.
If an Agreement is Reached Regarding an Interim Energy Charge, How Should Such an Interim Energy Charge be Structured?

Given the serious legal concerns regarding the Commission’s authority to approve an interim energy charge (IEC) the Commission should not consider such a mechanism unless all parties with the ability to appeal reach an agreement and waive their rights to appeal.  Despite its best efforts, Public Counsel has not yet been able to bring those parties together in order to reach agreeable terms for such a mechanism.  
However, if the Commission chooses to approve an IEC in this rate case, Public Counsel (without waiving any argument it has regarding the Commission’s legal authority) 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”.  The structure recommended in this document is consistent with the most recent IEC recommendation approved by the Commission.  Order Approving Stipulation And Agreement, issued on April 13, 2004, Re: Aquila, Inc., Case No. ER-2004-0034 et al.  

The rate design recommended in Attachment A to the joint pleading is consistent with the previously approved IEC in the Aquila rate case.  The recommended period for which the IEC would be charged is two years.  The amount of the IEC is recommended to be no more than $10 million annually on a total company basis.  This “small band” will provide some incentive for Empire to lower its costs sufficiently so that it may retain some of the savings it achieves.  The larger bands recommended by Staff and Empire in their IEC proposals provide less of an incentive, and thus create a greater worry for consumers that fuel and purchased power costs will simply be incurred and “passed through” without the same active management and hedging activity that Empire has utilized in recent years without any IEC.
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