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.


)

Office of the Public Counsel’s Application for Rehearing

COMES NOW the Office of the Public Counsel (Public Counsel) pursuant to Section 386.500 RSMo 2000 and 4 CSR 240-2.160, and for its Application for Rehearing, states as follows:

On March 10, 2005, the Missouri Public Service Commission (Commission) issued a Report and Order in this case, bearing an effective date of March 27, 2005, authorizing an annual rate increase of $33,954,501 (a 13.4% increase for a typical residential customer).  By a split 3-2 vote, virtually every contested rate case issue was decided in favor of this Empire District Electric Company (“Empire” or “Company”) and against consumers, including the grant of an authorized return on common equity of 11.0% for this monopoly utility.  Public Counsel asserts that the Commission decision granting an 11.0% return on equity is unlawful, unjust, unreasonable, arbitrary and capricious and should therefore be reheard and reconsidered.  

The Commission’s Report and Order does not contain adequate findings of fact or conclusions of law with regard to the return on common equity and it is not based upon competent and substantial evidence on the whole record.  Moreover, to the extent that the Report and Order can be understood on this issue, the Commission appears to abandon the prevailing Discounted Cash Flow (DCF) method of analyzing the return on equity regulation as employed by this Commission (and the vast majority of public utility commissions in other state jurisdictions) for more than 30 years, and abandons this method without articulating any justifiable reason for such a departure from past regulatory practice.  

The Report and Order incorrectly describes the recommendation of Public Counsel witness Travis Allen.  The Commission states twice that Public Counsel used a “company-specific” DCF approach as its primary analytical tool.  Ibid., pp. 43-44.  These statements are incorrect.  Mr. Allen based his return on equity recommendation upon a DCF analysis of a group of comparable companies.  (Ex. 81, pp. 4, 21-26). 

Mr. Allen’s return on equity recommendation of 8.96% to 9.41% was similar to the return on equity recommendation of Staff witness Murray.  The DCF analysis of Company’s hired gun, Dr. Donald Murry, was aberrantly high (11.88% to 13.53%) because of a glaring error which is abundantly clear from the record in this case.  Dr. Murry used a 6.00% growth rate that failed to exclude anomalous data from the year 2001.  (Ex. 82, p. 10; Tr. 1037-1042, 1521).  Dr. Murry’s DCF analysis is thoroughly discredited on this point, and if the anomalous 2001 data were to be excluded from his analysis, even his DCF analysis would have fallen to a level (8.8% to 10.53%) similar to the recommendations of the Staff and Public Counsel and there would be no significant divergence among the traditional DCF analyses performed in this case.  (Tr. 1043).  

The Report and Order lacks findings of fact and conclusions of law that would be adequate enough to allow the reader to understand the actual basis of the Commission’s decision.  To the extent that the Report and Order is comprehensible, it appears to partly base its return on equity finding of 11% partly upon a recommendation of Company’s hired gun Mr. Vander Weide and partly base its finding upon a “national average” of authorized returns approved by other public utility commissions during the first quarter of 2004.  Reliance upon Mr. Vander Weide’s analysis is unlawful, unjust, unreasonable, arbitrary and capricious in that Mr. Vander Weide’s analysis makes an inappropriate apples-to-oranges capital structure comparison as the basis of his return on equity recommendation.  (Ex. 82, p. 23).  This faulty mismatched methodology 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 that he compared.  Id.  This Commission has never adopted such a methodology before and Mr. Vander Weide acknowledged that there are no journal articles that recommend using this mismatch methodology for determining the cost of capital in the regulated arena.  (Tr. 1186-1188).  Even Company’s other hired gun, Dr. Murry, disagrees with Mr. Vander Weide’s approach, stating that this methodology is “unorthodox and in almost all cases inappropriate for ratemaking”.  (Tr. 1065-1066).  

To the extent that the Commission is basing its return on equity determination upon a “national average” of other authorized returns approved in other jurisdictions, the Report and Order is arbitrary and capricious.  A “national average” should have no basis in a decision regarding the appropriate revenue requirement for a specific electric company.  The record in this case does not contain any evidence that explains or supports the return on equity decisions that went into this “national average” and this average bears no relevance to the individual risk characteristics of Empire District Electric Company.  It is unreasonable for this Commission to unthinkingly mirror decisions made by other commissions in other regions of the country – decisions addressing other companies with unique risk characteristics and which presumably took into account characteristics that do not have any relevance to Empire.  

The only reference in the entire record of this case which references such a national average is contained in one Q & A found in the surrebuttal testimony of Dr. Murry, “According to the Regulatory Research Associates, the average allowed return for electric utilities during the first quarter of 2004 was 11.0%.”  Ibid. at 9.  The record in this case does not contain any Regulatory Research Associates (RRA) report or backup information used by RRA.  Nor does the record explain how RRA calculates its “national average”.  Nor does the record explain why an average of authorized returns can be used by the Commission to meet the legal standard required for a fair rate of return for the specific company involved in this rate case.  

To the extent that the Commission intends to rely upon such a national average (and Public Counsel believes it is unlawful and unreasonable to do so), such a decision is made even more unreasonable by the fact that this approach is a sharp diversion from past Commission practice.  Moreover, the Commission’s Report and Order makes no attempt to seek out and reference the most up-to-date RRA information.  The most recent national average issued by the Regulatory Research Associates at the time the Commission issued its Report and Order reflects that electric utilities during the third quarter of 2004 were granted returns on equity averaging 10.33% (as opposed to 11.0%).  

If the Commission wishes to change the entire paradigm for return on equity regulation in the State of Missouri, it would be logical for the Commission to reopen the record and conduct a rehearing whereby the parties would be allowed an opportunity to enter evidence into the record regarding the most up-to-date and accurate information that would relate to this new standard.  

The Commission’s Report and Order fails to lawfully meet the test that the United States Supreme Court has established for decisions regarding return on equity for regulated public utilities.  Bluefield Water Works and Improvement Company v. Public Service Commission of the State of West Virginia, 262 U.S. 679 (1923) (“Bluefield”); Federal Power Commission et al. v. Hope Natural Gas Company, 320 U.S. 591 (1944) (“Hope”).  The Commission’s Report and Order fails to meet the Hope and Bluefield standard in that it appears to rely upon “national average” data from the first quarter of 2004 supposedly reflecting decisions from around the entire country (that were not analyzed by the Commission).  The Commission failed to consider more recent data and failed to restrict their review of comparable earnings to those returns on equity that would be appropriate for companies in “the same general part of the country”.  Bluefield at 692-693.  Moreover, the Commission relied solely upon a comparable company analysis provided by Company witness Vander Weide and failed to consider the “standard of capital attraction” or “financial integrity” requirements under the law.  Id.

The Commission also failed to address whether the decisions of Empire’s management have impacted Empire’s actual earnings over the past few years.  The Commission makes the statement that Empire’s earnings have declined and that it has not been able to realize its authorized return on equity in recent years.  Report and Order, p. 45.  In basing its return on equity decision upon such a failure, the Commission has unreasonably failed to analyze whether Company has failed to realize a specific return on equity as a direct result of its management decisions.  Management decisions that may have impacted past earnings include decisions to rely heavily upon natural gas as a source of Company’s resource planning as well as a decision to pay out consistently high dividends every year on a consistent basis regardless of the circumstances in each particular year.  Ratepayers should not suffer if Empire’s earnings have been suppressed for reasons unrelated to the current rate structure. 

Missouri law is clear that it is arbitrary and capricious for an administrative agency to dramatically shift gears and adopt a new regulatory paradigm (such as the Commission has done in this case with regard to determining the return on common equity on a basis other than a traditional DCF analysis) without an articulated and reasonable reason for doing so.  Moreover, Public Counsel’s due process rights where infringed by the Commission’s failure to announce to the parties that it might consider such a change until the day the Report and Order was issued.  If Public Counsel had been given the opportunity to address this new standard, it would have provided substantial commentary regarding the relevance that such a “national average” has or does not have on an appropriate rate of return calculation in this specific rate case.  Furthermore, providing such a notice would have granted Public Counsel the opportunity to provide backup data and analysis regarding the authorized rates of returns in other parts of the country which have been used in the simplistic averaging performed by Regulatory Research Associates.  If the Commission were to reopen the record, the Commission would benefit from more up-to-date and accurate information regarding a “national average” for electric utilities has been dropping during the pendency of this case (from 11.0% down to 10.33%).   The Commission could also receive evidence regarding indications of whether this average is likely to drop further in the coming months.

WHEREFORE Public Counsel respectfully requests that the Commission reconsider and rehear its decision in this matter with regard to the appropriate return on equity, so that it may issue a decision that is adequately supported by the record in this case, allowing a return on equity in the range of 8.96% to 9.41%.  If the Commission will not reconsider its reliance upon a “national average” in determining the appropriate return on equity in this case, it should notify the parties that it is diverging from past Commission practice and allow the parties to enter accurate and reliable evidence into the record relating to this new standard.    
Respectfully submitted,
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