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INTRODUCTION

Q.
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

A.
Ted Robertson, PO Box 2230, Jefferson City, Missouri 65102.

Q.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A.
I am employed by the Office of the Public Counsel of the State of Missouri (“OPC” or “Public Counsel”) as a Public Utility Accountant III.

Q.
ARE YOU THE SAME TED ROBERTSON THAT HAS PREVIOUSLY FILED TESTIMONY IN THIS CASE?

A.
Yes.

Q.
WHAT IS THE PURPOSE OF YOUR SURREBUTTAL TESTIMONY?

A.
The purpose of this testimony is to address the rebuttal testimonies of Company witness, Ms. Beverlee R. Agut, regarding the accounting record keeping and reporting issue, and Company witness, Mr. Dennis R. Williams, and MPSC Staff witness, Ms. Trisha D. Miller, regarding the issue of accounting authority order costs.

I.
GENERAL

A.
ACCOUNTING RECORD KEEPING AND REPORTING

Q.
WHAT IS THE ISSUE?

A.
This issue concerns Aquila, Inc.'s, apparent inability to produce a simple general accounting ledger, of sufficient detail, that will allow Missouri regulatory auditors, with a minimum of effort, to identify and verify the existence, accuracy and validity of the costs Company alleges to have incurred during any specific accounting period.  To my knowledge, the type of detailed general ledger we are requesting was produced, in the recent past, by Aquila, and is currently produced by most, if not all, of the larger utilities operating in this State.  It appears to Public Counsel that Aquila's recent investments in its PeopleSoft Accounting and Operating Systems has created a situation whereby a complete reporting of the financial data contained within the regulated utilities books and records has become unjustifiably difficult.

Q.
WHEN DID THE PUBLIC COUNSEL FIRST LEARN THAT AQUILA HAS CEASED TO SUPPORT THE CREATION OF A USABLE DETAIL GENERAL LEDGER?

A.
To my knowledge, Public Counsel first learned that information in calendar year 2001.  On June 8, 2001, MPS filed for a general rate increase, that case, subsequently docketed as MPS Case No. ER-2001-672, was when I first learned that Company no longer produced a detailed general ledger.

Q
DID THE PUBLIC COUNSEL SEEK ACCESS TO A GENERAL LEDGER EARLY ON IN MPS CASE NO. ER-2001-672?

A.
Yes, we did.  Subsequent to the MPS filing, Public Counsel began its investigation of the Company's financial situation and operations.  On July 10, 2001, the Public Counsel requested the UCU, MPS and SJLP electric divisions monthly general ledger for the period January 1, 2000 to present.  Public Counsel issued OPC Data Request No. 1001 which stated the following:

Please provide an electronic (Microsoft Excel) or microfiche copy of the UtiliCorp United Inc., the MPS electric division and the St. Joseph electric division monthly general ledger for the period January 1, 2000 to present.  This is a continuing request; please update the information as each new month closes.

On August 2, 2001 OPC received Company's response to Data Request No. 1001.  The response provided was a copy of the Company’s response to the MPSC Staff Data Request No. 70.  It consisted of the following:

1.
MPS FERC Trial Balance by Month Balance Sheet Accounts for fiscal years 1997-2000 and the first five months of fiscal year 2001.

2.
MPS FERC Trial Balance by Month Income Statement Accounts for fiscal years 1997-2000 and the first five months of fiscal year 2001.

Q.
IS A TRIAL BALANCE THE SAME AS A GENERAL LEDGER?

A.
No, a trial balance is not a general ledger.  It is a summary of the total balances recorded in a general ledger, without detailed cost descriptions, by FERC account.  I contacted Company employee, Mr. Gary Clemens, shortly after receiving the first response and we discussed the new PeopleSoft Accounting System that the Company had recently installed.  I was led to believe that the Company did not have or produce a hard copy or electronic copy of the monthly general ledger.

Q.
PLEASE CONTINUE.

A.
According to my discussions with Company personnel at the time MPS Case No. ER-2001-672 was active, they stated that Company had converted its prior accounting systems to a new PeopleSoft Accounting System in September 1997.  Further, they stated early in the audit that it does not produce a monthly detailed general ledger.  The lack of the general ledger presented many problems; not the least of which was the inability of the auditors to identify and audit, in a timely manner, the detailed costs which the Company alleges to have incurred and allocated to MPS.

Subsequently, in a supplemental response to Public Counsel Data Request No. 1001, the Company provided the following additional Trial Balances:

1.
UCU and SJLP MPS FERC Trial Balance by Month Balance Sheet Accounts for fiscal year 2000 and the first six months of fiscal year 2001.

2.
UCU and SJLP FERC Trial Balance by Month Income Statement Accounts for fiscal year 2000 and the first six months of fiscal year 2001.

Q.
DID THE PUBLIC COUNSEL MAKE ANY OTHER ATTEMPTS TO GAIN ACCESS TO A GENERAL LEDGER?

A.
Yes.  In August of 2001, I, along with most of the members of the MPSC Staff audit team, met with Company personnel in Raytown, Missouri, to discuss the operation of the new PeopleSoft Accounting System.  Again, while attending these meetings, Company personnel stated several times that it did not develop or maintain a monthly general ledger.  Public Counsel was led to believe that if a general ledger could be prepared, the end result would be extremely voluminous.  In fact, Company personnel stated that the document, if prepared, would in all likelihood be so voluminous that it would fill a room and that most of the entries would be basically (or at least initially) indecipherable due to the fact that they would be allocations (without detailed descriptions) from the various Enterprise Support Functions and/or Intra-Business Units that provided services to and/or for MPS, and Aquila affiliates.

Q.
DID THE PUBLIC COUNSEL AGAIN REQUEST THAT THE GENERAL LEDGER BE PRODUCED IN THAT RATE CASE?

A.
Yes.

Q.
WERE THE DOCUMENTS COMPANY PROVIDED INDEDCIPHERABLE, AND SO VOLUMINOUS THAT THEY FILLED A ROOM?

A.
Yes.  Shortly before the middle of November 2002, the Company contacted me and stated that it was having a Detailed General Ledger by Journal Line for UCU, MPS and other affiliates that allocated costs to MPS printed and sent from Omaha, NE to Kansas City, MO.  I was informed later that the information provided consisted of approximately 28 boxes of computer printout that were available for my review in the Raytown offices of the Company.  On the 28th and 29th of November 2002 I went to the Company’s offices in Raytown, MO.  I sorted the various printouts provided (they were not in any particular order) and then removed the MPS, and a portion of the UCU printouts, to OPC's office in Jefferson City.

Incidentally, the printouts provided for MPS were not combined for all MPS operations.  The MPS printout consisted of two separate documents; 1) Missouri Public Distribution and, 2) Missouri Public Generation.  The MPS printouts, which represented the twelve months ended December 31, 2000, consisted of approximately 8 large boxes of computer paper.

Q.
DID THE PRINTOUTS YOU RECEIVED PROVIDE THE DETAILED DESCRIPTIONS OF AMOUNTS AND COST VENDORS OR SOURCES NECESSARY TO ALLOW FOR AN EFFICIENT AND EFFECTIVE AUDIT OF THE OPERATIONS OF MPS FOR THE TEST YEAR?

A.
No.  Just as the Company had stated, the printouts provided contained line after line of basically indecipherable data and amounts.  That is not to say that any specific amount shown in the printout cannot be traced back to original source documentation by Company personnel.  I was told that it can.  However, the data provided in the printouts did not, for a large portion, contain an adequate detailed description of the individual entries cost source nor did it identify with any precision the percentage of the total amount or cost from which each amount listed is originally derived or represents.  The data was basically the output of a “black box,” the PeopleSoft Accounting System.  Given the limitations of the data provided, tracing each cost listed back to the original source documentation would have been an extremely labor intensive, if not impossible, task.

Q.
DO YOU BELIEVE THE PRINTOUTS PROVIDED WERE ESSENTIALLY A USELESS SOURCE OF FINANCIAL DOCUMENTATION FOR THE PURPOSE OF AUDITING THE REGULATED UTILTIES OF AQUILA?

A.
Yes.  Ms. Agut is correct in her assertion, as stated on page 5, lines 12-16, of her instant case rebuttal testimony, that the documents filled approximately 20 boxes (28 actually), and most of it was quite indecipherable and useless.

Q.
IN THE PUBLIC COUNSEL'S VIEW WHAT IS A DETAILED GENERAL LEDGER?

A.
A detailed general ledger is the primary source or location where all the financial transactions of the Company for a test period are aggregated.  It is often called the financial books of record.  It contains the fundamental financial data upon which auditors rely when comparing a utility’s alleged cost structure with the cost structure that actually occurred.  It is the financial record wherein the detail of the accounting entries related to a company’s balance sheet and income statement information for a specific period of time (usually a calendar or fiscal year) is recorded.  It contains the detailed accounting entries cost description and amounts which when summed create the trial balance which the Company provided in its initial and supplemental response to OPC Data Request No. 1001 in MPS Case No. ER-2001-672.

Q.
WHAT IS THE SIGNIFICANCE OF A GENERAL LEDGER?

A.
The general ledger contains the detailed financial data that allows an auditor to trace an actual cost of service item from the recorded amount back to the source documents from which it was created and forward to the published public financial reports upon which investors and/or other stakeholders rely.  It is the pivotal brick in the audit trail that allows an auditor to conduct an independent unbiased audit.  It provides the auditor with a listing of all the detailed financial data which can then be compared to public sources and/or documentation originating outside the utility.

Q.
IS THE FINANCIAL DATA PRESENTED IN A GENERAL LEDGER THEN SUMMARIZED AND PRESENTED IN PUBLIC FINANCIAL STATEMENTS?

A.
Yes.  A summary of the detailed financial data contained in the general ledger is subsequently presented in monthly, quarterly and yearly financial statements provided to investors and regulatory authorities such as the MPSC, FERC and the IRS.  A company’s presentation of these summary financial documents to the regulatory authorities provide yet another level of creditability upon which an auditor can independently rely that the financial information for the period being audited is indeed valid and accurate.

Q.
HOW IS AN AUDITOR CONSTRAINED IF A GENERAL LEDGER IS NOT AVAILABLE?

A.
Without access to a detailed general ledger an auditor must rely solely on the utility’s employees for the aggregation and presentation of the financial data for the period being reviewed, and cannot see in one place a complete descriptive listing of all charges or costs incurred during the test period.  Without it, the auditor must rely on the utility’s employees for the development and presentation of all detailed financial data subject to audit.  Potentially, the audit may be compromised because the utility’s employees are unable to provide in an comprehensive and timely manner the source documents that support the detail behind the summary financial data presented in the financial statements.

Time is of the essence in all audits; even more so when a detailed general ledger is not available for the auditors review.  Reliance on utility employees for the sole access to and provision of the financial data subject to review seriously hinders an audit in that it may not allow an auditor to obtain a complete picture of the utility’s operations and certainly obstructs their independence level and faith or reliance in the data the utility’s employees are able to provide.  The auditors are put into a position whereby they must trust the utility employees to provide complete and accurate financial data subject to audit rather than relying on impartial sources for verification.

Q.
AS A RESULT OF THE AUDIT COMPLICATIONS EXPERIENCED IN MPS CASE NO. ER-2001-672 DID AQUILA AGREE TO CREATE AND PROVIDE, IN FUTURE CASES, ADDITIONAL LEDGER REPORTS?

A.
Yes.  Pursuant to the terms, listed on page 6, of the Stipulation And Agreement in MPS Case No. ER-2001-672, Aquila agreed to make available various additional ledger documents.  The financial reports that Aquila created are discussed beginning on page 2, line 6, of Ms. Agut's rebuttal testimony in the instant case.

Q.
DOES THE PUBLIC COUNSEL BELIEVE THAT THE LEDGER REPORTS AQUILA CREATED ARE STILL INADEQUATE?

A.
Yes.  The new financial reports Aquila created are an improvement over the Trial Balances, and the inaptly named Detailed General Ledger by Journal Line, it provided to OPC in MPS Case No. 2001-672, but the information contained within the reports is still too highly summarized, and deficient in adequate cost description.

Q.
HAS THE PUBLIC COUNSEL CONTINUAL INFORMED THE COMPANY OF ITS GENERAL LEDGER NEEDS?

A.
Yes.  Contrary to Ms. Agut's assertions in her rebuttal testimony, page 2, lines 1-3 and page 3, lines11-15, Public Counsel has been in a state of relative constant contact with Company regarding this issue.  In fact, I'm surprised that Ms. Agut is frustrated by the Public Counsel's filing on this issue.  She was informed personally by me several times, and was made quite aware, that Public Counsel did not believe that the new ledger reports Company created are sufficient for our auditing needs.


One recent instance, in which I again communicated our concerns, occurred during the late spring of 2003.  During a meeting with Mr. Richard Green, Chairman of the Board of Aquila, Inc., that was held in the Public Counsel's offices just prior to the Company's April 30,2003 filing of its recent refinancing case, Aquila, Inc., Case No. ER-2003-0465, Mr. Green pledged to make the financial information relevant to the financing case and the upcoming audits very transparent.  In reply to his financial data transparency comments, I expressed my concern that the new ledger documents being prepared to use in the upcoming rate cases may not meet our audit needs, but indicated that we would try and utilize them to perform the audits to the best of our abilities.  Apparently, Mr. Green passed my concerns on to Ms. Agut because the very next day I received a phone call from her asking what our concerns were.  I informed her then, just as I did when the idea and development of the new ledger reports first occurred, that the reports were better than Trial Balances provided in MPS Case No. ER-2001-672, but they still do not contain the detailed general ledger financial information to which we are seeking access.

Further, on or about May 15, 2003, at the Company's request, and just prior to the July 7, 2003 filing of instant case, we again met with its personnel to discuss the information to be provided in the new ledger reports.  At that meeting, I emphasized that while Public Counsel had performed a general review of the reports, in order to gain an understanding of what the Company was attempting to present, I had not spent a great deal of time or effort determining the detail and relevance of their content since the Aquila rate cases had not yet been filed.  I also stated to the Company's personnel that we would try to utilize the reports in the upcoming rate cases, but that we were still unsure if they would be sufficient for our needs.

Q.
HAS THE PUBLIC COUNSEL PROVIDED THE COMPANY WITH ANY CONSTRUCTIVE IDEAS REGARDING THE DETAILED GENERAL LEDGER?

A.
Yes.  For the most part, the Company's new financial reports are merely a slight expansion of the Trial Balances provided by Company in response to OPC Data Request No. 1001 in MPS Case No. ER-2001-672.  That is, the data presented in the new reports is a monthly lump sum amount, by resource code.  There is no identification or breakdown of the individual costs that make up the lump sum costs shown.  Further, the resource code is a generic descriptor for the type of costs booked.  It does not, for most of the amounts shown, give any detail information relating to the actual sources or vendors from which the alleged costs derived.  In all the accounts, Company's over-summarization of the data prevents the regulatory auditors from accessing important financial information details that, prior to its investment in the PeopleSoft Accounting Systems, was readily available in a easily understood and concise format.

Q.
DO YOU HAVE AN EXAMPLE OF THE NEW LEDGER REPORTS?

A.
Yes, attached as Schedule TJR-1, to this testimony, are copies of the new ledger reports representing MPS costs booked in calendar year 2002 for USOA Accounts 186 and 923.  One can easily see for themselves that the level of financial details, concerning specific costs and vendor information contained within the accounts, is extremely limited in the Company's new ledger reports.  This point becomes even more clear when one looks at the documents I've attached as Schedule TJR-2 to this testimony.  Schedule TJR-2 contains the same USOA account information as Schedule TJR-1, but the data pertains to the cost detail SJLP booked in its general ledger during calendar year 2000.  One can easily recognize the difference in the level of accounting detail not being provided by the Company's new ledger report.  If you were to multiply the lack of detail not shown in just those few pages of the Company's new ledger report, by the many USOA accounts it maintains, a picture evolves of the depth of the financial information that is not being provided to the regulatory auditors.  The Commission should also note that, according to the titles on the general ledger pages, the SJLP financial data was apparently maintained and generated by a PeopleSoft Accounting System, and the entire detailed general ledger for that year did not fill even one-half of one document box.

Q.
WHOSE IS RESPONSIBLE FOR THE CAPTURE AND REPORTING OF THE DETAIL FINANCIAL DATA ASSOCIATED WITH AQUILA'S MISSOURI REGULATED UTILITIES?

A.
It is Aquila's responsibility to capture, maintain and report the financial information required for the regulation of it Missouri utilities.  As I have expressed to Ms. Agut, only the Company knows the full capabilities of its new accounting system.  Therefore, only the Company can develop and provide the information necessary for the regulator's to analyze the problems inherent with the new system, and help us to achieve solutions to the problems we have encountered with their discovery responses.  The Public Counsel has encountered, in the instant case, just as it did the prior MPS rate increase case, significant problems in obtaining basic financial and operational data from the Company.  Those problems include, but were not limited to, how to access and independently audit the data captured by the new accounting system.  At a minimum, OPC continues to believe that a detailed general ledger (or documents of comparable detail), is a bare minimum necessity for any future audit of this Company.

Q.
IS THE PUBLIC COUNSE AWARE OF ANY OTHER REGULATORY JURISDICATION THAT IS ENCOUNTERING PROBLEMS WITH THE OUTPUT OF AQUILA'S ACCOUNTING SYSTEM?

A.
Yes.  On February 10, 2004, The Kansas City Business Journal ran an article (attached as Schedules TJR-3 to this testimony) that discussed problems that the Kansas Corporation Commission was encountering in obtaining basic financial data lost by Aquila.  The Kansas Corporation Commission staff was quoted as follows:

Aquila stated that financial data for some of the projects are not available due to staffing turnover and computer system changes.


Apparently, one can surmise, that there are problems with the Company's accounting system that may entail more than just its alleged inability to produce a usable detailed general ledger.

Q.
DOES THIS ISSUE HAVE A RATE IMPACT IN THE INSTANT CASE?

A.
No.  Public Counsel did contemplate a series of adjustments to disallow certain investment and operational costs associated with the utility's PeopleSoft Accounting and Operating Systems; however, we chose not to pursue those adjustments at this time.  The reason we did not propose any rate adjustments, in this case, is because the Company has, in the recent past, indicated a willingness to work with the OPC, and the other interested parties, to make its accounting system operation and output more transparent.  OPC has valid concerns that the transparency of the accounting data required by the regulatory auditor has not yet been achieved, but we want to continue to work with the Company to resolve the issue, if at all possible.

Q.
WHAT DOES THE PUBLIC COUNSEL WANT THE COMMISSION TO ORDER AQUILA TO DO WITH REGARD TO THIS ISSUE?

A.
Public Counsel requests that the Commission order the Company to develop and maintain a general ledger, for costs associated with its Missouri regulated utilities, of at least sufficient detail as that produced prior to its implementation of the PeopleSoft Accounting Systems.  Public Counsel continues to believe that the general ledger Aquila produces is more complicated, and is less transparent (lacking in detail), than that necessary for regulatory accounting and auditing purposes.  Further, we believe that a primary reason for the complexity of the operations, and the output encountered from those accounting systems, is due in large part to the prior build-up of the non-regulated companies and non-regulated operations that Aquila, Inc., is now jettisoning.

In the alternative, Public Counsel recommends that the Commission initiate a docketed case to investigate the Company's investment and operation of its current accounting, and other related, operating systems.  The investigation should entail a through review of Aquila's accounting/operating  systems current investment and operating costs, the regulatory necessity of the existing systems current investment and operating costs in relation to the ongoing needs of the regulated utilities operations (given Aquila's stated claim of returning its business focus to its regulated "roots") and the development and production of appropriate regulatory accounting data reporting formats for the purpose of monitoring and/or auditing the costs incurred by the utility in any specific accounting period.

II.
AQUILA NETWORKS - MPS

A.
ACCOUNTING AUTHORITY ORDER COSTS

Q.
WHAT DO THE AAO DEFERRED COSTS REPRESENT?

A.
The accounting authority orders granted MPS by the Commission allow the utility to depart from traditional methods of accounting by permitting the Company to defer various costs included in one accounting period for possible rate recovery in another accounting period.  By allowing the AAOs, the Commission authorized MPS to defer depreciation expense, other expenses (e.g., ice storm repairs), and carrying costs for plant additions.  In the absence of the Commission's accounting authorization, the normal accounting practice would have been to charge the depreciation, and other costs, to expense when incurred, and to cease the accrual of the carrying costs (i.e., allowance for funds used during construction ("AFUDC")) at the time the plant goes into service.  (The capitalization of the carrying charges is the same equivalent of accruing AFUDC after the plant goes into service.)

Q.
DID THE COMPANY INCLUDE THE AAO DEFERRED COSTS IN BOTH OPERATING EXPENSE AND RATE BASE?

A.
Yes.  The Company included an expense amortization for all its AAOs in operating expense, and also included the remaining unamortized deferred costs balance for each AAO in rate base.

Q.
DID THE MPSC STAFF ALSO INCLUDE THE AAO DEFERRED COSTS IN BOTH OPERATING EXPENSE AND RATE BASE?

A.
The Staff did not accept the utility's recommendation verbatim.  The Staff accepted Company's test year amounts, updated for the known and measurable period, for the annual expense amortization, and the remaining unamortized deferred costs balances to include in rate base (there are immaterial differences due probably to rounding), for both AAO Case No. EO-90-114 (authorized recovery in MPS Case No. ER-90-101), and AAO Case No. EO-91-358 (authorized recovery in MPS Case No. ER-93-37).  However, regarding the ice storm AAO, Aquila, Inc., Case No. EU-2002-1053 (not yet authorized for recovery of costs), the Staff again accepted the utility's position for the annual expense amortization amount; but, the Staff did not include the AAO's unamortized deferred costs balance in rate base (see Ms. Miller's rebuttal testimony, page 2, lines 16-21).

Q.
WHAT IS THE PUBLIC COUNSEL'S POSITION REGARDING THE INCLUSION OF THE AAO DEFERRED COSTS IN BOTH OPERATING EXPENSE AND RATE BASE?

A.
Pubic Counsel recommends accepting the Company's annual level of expense amortization for all the AAOs.  This recommendation essentially agrees with the positions of both the Company and the MPSC Staff.  However, Public Counsel believes that the utility should not be allowed rate base treatment for any of the unamortized AAO deferred balances.  The rationale for Public Counsel's position is based on the view that the Company is being given a guaranteed “return of” the deferrals associated with the AAOs; therefore, it should not be also provided with a guaranteed “return on” those same amounts.

Q.
ISN’T IT TRUE THAT THE AAO DEFERRED COSTS ARE NOT ACTUALLY AN EXPENDITURE FUNDED BY THE COMPANY.

A.
Yes, that is a true statement.  What the Sibley AAOs deferred were the property tax and depreciation incurred after the plant was placed in service along with a carrying charge on those costs (i.e., pseudo-earnings for the utility on the deferred costs).  The AAO from Case No. EO-90-114 allowed the Company to defer depreciation expenses, property taxes and carrying costs, while the AAO from Case No. EO-91-358 authorized the deferral of only depreciation expenses and carrying costs.  The carrying costs and depreciation expense associated with the deferrals are not actually dollars of investment capital funded by the Company.  The costs are merely accounting entries on its financial books.  Neither the carrying cost nor the depreciation expense causes the Company to forego any actual outlay of cash.  In fact, depreciation expense does not begin to be booked until the plant is actually placed into service.  No real dollars are required for its expensing.  Thus, depreciation is definitely not a capital cost.  However, the dollars associated with these book entries will be recovered from ratepayers through the amortization included in the utility's cost of service.

Q.
WHAT ABOUT PROPERTY TAXES?

A.
Regarding property taxes, during the construction of the new plant property tax would normally be added as a cost of the construction up and until such time as the plant is placed into service then, on a going forward basis, any future property tax is treated as a normal income statement expense item.  In reality, while the utility would eventually incur a real expenditure for the payment of the property taxes, that payment would likely not occur until years subsequent to the year the plant is put into service.  In any event, neither depreciation expense, property tax expense nor carrying costs Company deferred are capital costs requiring rate base treatment.  The costs deferred are nothing more than expenses and a pseudo-earnings return that the utility would not have recovered, all things being equal, during the lag period beginning with when the new construction was finalized and placed in service, and new rates incorporating the costs associated with that new plant were authorized by the Commission.

Q.
IF THE AAO DEFERRED COST BALANCES ARE INCLUDED IN RATE BASE WOULDN’T THAT PERMIT THE COMPANY TO EARN A RETURN ON AMOUNTS FOR WHICH THERE WAS NO ACTUAL INVESTMENT MADE BY THE COMPANY?

A.
Yes, it would.

Q.
WOULD INCLUDING THE DEFERRED COST BALANCES IN RATE BASE ALSO PERMIT THE UTILTY TO EARN A RETURN ON A RETURN?

A.
Yes, it would.  Allowing the Company to earn a “return on” the deferrals has the same effect of allowing it to earn a return on a return.  Stated another way, the Company will recover (receive a “return of”) the deferred carrying cost, depreciation expense and other expenses by way of the expense amortization included in rates, and then will earn a “return on” those same amounts.  Since the carrying costs deferred represent an earnings return on the investment for the regulatory lag period, rate base treatment would add an additional earnings return on top of those amounts.

Q.
IS THE PURPOSE OF AN AAO TO MAKE THE UTILITY FINANCIALLY WHOLE WITH REGARD TO A POTENTIAL EARNINGS LEVEL? 

A.
No, but Company witness, Mr. Dennis R. Williams, would have this Commission believe that it is.  Mr. Williams states on page 12, lines 14-15, of his rebuttal testimony, "By not allowing the unamortized balance in rate base, the Company is penalized from earning a reasonable return on its plant investment, and the Company is not financially made whole."  Mr. Williams' allegation is incorrect.  Neither the utility or its shareholders are penalized if rate base treatment of the AAO deferred cost balances is disallowed.

Q.
WHY NOT?

A.
Had the utility not received authorization for the AAOs, for the Sibley rebuild and Western Coal conversion projects, or even the ice storm AAO, it's likely it would have not recovered from ratepayers any of the costs it has deferred, and now seeks to recover in this rate case.  Unless the utility had filed for a general rate increase that coincided with the in-service dates of the new plant, and/or included a test year wherein the other expenses were incurred, regulatory lag would naturally have occurred preventing it from recovering any of the AAO costs it now requests.  Thus, the true purpose of the Sibley rebuild and Western Coal Conversion AAOs, and the ice storm AAO, is to insulate the utility and its shareholders from the risks associated with the negative regulatory lag that occurs when various costs are incurred, and/or construction projects are completed and placed in service, before the operation law date of a general rate increase case.  But, that doesn't mean that the AAOs exist make the utility "financially whole."

Q.
IF AN AAO IS NOT TO MAKE A UTILITY “FINANCIALLY WHOLE” WHAT PURPOSE DOES IT SERVE?

A.
The purpose of an AAO is to assist the utility in the mitigation of negative regulatory lag associated with various costs.  It is interesting to me that no such mechanism has been instituted in the state of Missouri for when a utility enjoys an excess earnings situation - a positive regulatory lag period.  Such an important mechanism could have played an important part in MPS Case Nos. ER-97-394 and Case No. ER-2001-672.  The result of those two rate cases was Commission recognition that the Company was over-earning significantly during the accounting periods reviewed.  The overall rate decreases resulting from the Commission's orders in those cases approximated $16.9 million annually for MPS Case No. ER-97-394, and $4.25 million annually for MPS Case No. ER-2001-672.  What I find most interesting is that MPS did not request an AAO to defer the over-earnings for future refund to ratepayers prior to the Commission ordering the rate reductions.  My point being that regulatory lag works both ways for the utility - depending on the circumstances, it can result in either a positive or negative impact to the utility and its shareholders.

Q.
PLEASE EXPLAIN THE CONCEPT OF REGULATORY LAG.

A.
The concept of regulatory lag is based on a difference in the timing of a decision by management, and the Commission’s recognition of that decision, and its effect on the rate base rate of return relationship in the determination of a utility’s revenue requirement. Management decisions that reduce or increase the cost of service without changing rates result in a change in the rate base rate of return relationship.  This change either increases or decreases the profitability of the utility in the short-run until such time as the Commission reestablishes rates to properly match the new level of service cost.  Utilities are allowed to retain cost savings (i.e., excess profits during the lag period between rate cases) and are forced to absorb cost increases.  When faced with escalating costs regulatory lag places pressure on management to minimize the change in the relationship because it cannot be recognized in a rate increase until the Commission approves such in a general rate proceeding.

Q.
DOES THE COMPANY RECOGNIZE THAT ITS SHAREHOLDERS ARE BEING INSULATED FROM REGULATORY LAG?

A.
Apparently not, but I believe that the Company is utilizing selective memory to support its current position.  On page 15, line 18, of Mr. Williams' rebuttal testimony he states, "the AAO obviously does not insulate our shareholders from regulatory lag."  However, in the Commission's Report and Order, MPS, Case No. EO-91-358, page 9, its states:

MPS presented four considerations it believes are the benefits of allowing deferral of the costs requested.  These are rate stability, avoidance of rate case expense, lessening the effect of regulatory lag, and maintaining the financial integrity of the utility.

(Emphasis added by OPC.)


It would appear, from reading the language in the Report and Order, that the MPS witnesses who fought to have the AAO authorized in the first place believed the insulation of shareholders from regulatory lag was an important benefit.

Q.
SHOULD RATEPAYERS BE REQUIRED TO PROVIDE MPS WITH A GUARANTEED RETURN ON THE SIBLEY REBUILD AND WESTERN COAL CONVERSION EXPENDITURES JUST BECAUSE THE COMPANY’S MANAGEMENT CHOOSES NOT TO EXERCISE ITS PLANNING AND OPERATING RESPONSIBILITIES?

A.
No, ratepayers should not be required to fund such a return.  Planning and operation of the Company’s construction projects are a fundamental responsibility of utility's management.  Only management has complete access to the data and resources necessary to fulfill these responsibilities, and as such, management should be able to implement a construction program that minimizes the effects of regulatory lag on its finances.

Q.
HAS THIS COMMISSION RULED THAT IT IS NOT REASONABLE TO PROVIDE SUCH PROTECTION TO SHAREHOLDERS?

A.
Yes, it has.  In Missouri Public Service Co., Case Nos. EO-91-358 & EO-91-360, the Commission stated:

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

Maintaining the financial integrity of a utility is also a reasonable goal.  The deferral of costs to maintain current financial integrity, though, is of questionable benefit.  If a utility’s financial integrity is threatened by high costs so that its ability to provide service is threatened, then it should seek interim rate relief.  If maintaining financial integrity means sustaining a specific return on equity, this is not the purpose of regulation.  It is not reasonable to defer costs to insulate shareholders from any risks. 1 Mo. P.S.C. 3d 200, 207 (1991).


To the extent regulatory lag moves against the Company, the Commission has already decided, as mentioned earlier, that lessening regulatory lag by deferring costs is not a reasonable goal.

Q.
HASN'T THE COMMISSION PREVIOUSLY DENIED AUTHORIZATION FOR A "RETURN ON" ON AN UNAMORTIZED AAO DEFERRED COST BALANCE?

A.
Yes.  Beginning on page 17, line 22, of my direct testimony, I discussed the Commission's decision on AAO cost recovery in Missouri Gas Energy ("MGE"), Case No. GR-98-140.  In its Order, beginning on page 19, the Commission stated its reasoning for denying the utility a "return on" the unamortized deferred safety line replacement costs ("SLRP") it had booked.

Q.
MR. WILLIAMS ALLEGES, ON PAGE 16, LINES19-22, IN HIS REBUTTAL TESTIMONY THAT THE MISSOURI GAS ENERGY SLRP COSTS ARE NOT A VALID COMPARISON TO THE MPS ICE STORM AAO COSTS BECAUSE THE ICE STORM COSTS WERE EXTRAORDINARY.  IS HIS ALLEGATION VALID?

A.
No.  Inherent in the Commissions determination of any AAO, for authorization to defer costs, a utility must convince the Commission that the costs for which it is requesting specialized accounting are extraordinary.  MGE deferred SLRP costs pursuant to Commission's authorization in AAO Case Nos., GO-92-185, GO-94-234 and GO-97-301. It's my understanding that in each of MGE's AAO cases, the Commission determined that the SLRP costs were extraordinary.

Though investments associated with costs deferred may vary from AAO to AAO, and from utility to utility, the rationale for receiving the extraordinary regulatory accounting treatment remains the same.  That is, the AAO cost deferral and recovery process is allowed in order to mitigate the effects of regulatory lag on the utility.  Therefore, the Commission's decision in MGE GR-98-140 is especially relevant to the rate treatment of the AAO deferred costs of the instant case because its decision in that case recognized that even though the SLRP costs were determined to be extraordinary, MGE’s shareholders must share in the risks associated with the negative regulatory lag from which the costs emerged.  I believe that Mr. Williams allegation that the Commission's decision in MGE Case No. GR-98-140 is not a valid comparison to the AAO costs in the instant case is non-sequitur.

Q.
DID COMPANY RECEIVE RECOVERY OF A RETURN ON THE UNAMORTIZED AAO DEFERRED BALANCE, AND A RETURN OF, VIA A RELATED EXPENSE AMORTIZATION, FOR THE SIBLEY REBUILD AND WESTERN COAL CONVERSION PROJECTS IN MPS CASE NOS. ER-2001-672?

A.
No.  Contrary to what the MPSC Staff's Ms. Miller implies in her rebuttal testimony, page 7, lines 1-13, while the utility may have received both types of return in rate cases prior to MGE Case No. GR-98-140, MPS Case No. 2001-672, which occurred subsequent to the Commission decision in MGE Case No. GR-98-140 was a settled case.  MPS Case No. 2001-672 was a black box settlement that reduced the utility's rate by approximately $4.25 million.  No identification of AAO deferred cost recovery was delineated in the settlement amount or the Commission's order.

Q.
REGARDING THE COMMISSION'S DECISION TO DISALLOW RATE BASE TREATMENT FOR UNAMORTIZED AAO DEFERRED COSTS, WHY IS THE POSITION IT ADOPTED IN MGE CASE NO. GR-98-140 IMPORTANT?

A.
Since adopting the no AAO rate base treatment position in MGE Case No. GR-98-140, the Commission has not heard, or decided this issue again in a litigated general rate increase case.  Every rate case Ms. Miller references, excluding the 2001 settled case, occurred prior to the Commission's adoption of its current position on the AAO rate base recovery issue.  Public Counsel believes that the Commission, in its decision in MGE Case No. GR-98-140, recognized that the sole purpose of accounting authority orders and their deferred cost recovery is to mitigate or lessen the effect of regulatory lag not to eliminate it nor to protect the Company completely from risk.

Q.
PLEASE SUMMARIZE THE PUBLIC COUNSEL'S RECOMMENDATIONS REGARDING THE AAO DEFERRED COSTS.

A.
Public Counsel recommends that the utility's booked annual expense amortization associated with all the AAOs be allowed in its cost of service.  However, Public Counsel has not adjusted Company’s rate base so that MPS can earn a “return on” the unamortized AAO deferred balances.  Public Counsel believes that guaranteeing the utility a “return of” and “return on” the unamortized AAO’s deferred balances is not a fair allocation of regulatory lag resulting from the Company’s construction projects, and natural disaster occurrences.

With regard to the Sibley rebuild and Western Coal conversion AAOs, Public Counsel's position is based on the fact that OPC believes management is responsible for planning and operating the activities of the Company.  If management is unable to or chooses not to implement processes and procedures which would limit the effect of regulatory lag on its finances, the utility should not be protected by the Commission with a guaranteed expense recovery of both costs deferred, and an earnings return on those same costs.  Further, Public Counsel believes that the costs deferred do not represent actual expenditures funded by the utility, and that the primary purpose of the AAO process is to mitigate the negative implications of regulatory lag upon the utility, not to eliminate all risks to the Company.  By not allowing MPS a "return on" the unamortized AAO deferred balances, the utility and its management appropriately share in some of the responsibility for the risk of the costs incurred.  

The ice storm AAO, though unique, is only slightly different from the Sibley rebuild and Western Coal conversion AAOs.  The deferred costs associated with this AAO relate to natural disaster events often referenced as an "act of God."  Commission's past treatment of the incremental costs of such events is clear.  In St. Louis County Water Company, Case No. WR-95-145, the Commission decided to allow recovery of the deferred costs related to natural disaster as an expense item, but did not capitalize the costs balance in rate base.  The Report and Order in Case No. WR-95-145 stated:

The burden of "acts of God" should not have to be borne solely by the ratepayers.  In the case of a natural disaster, the shareholders should not be shielded from the risk, but should share in the cost with the ratepayer.  Allowing County Water to recover the cost through amortization, without inclusion of the unamortized balance in rate base, achieves that sharing.

Therefore, in order that the ratepayers and shareholders both share in the effects of the negative regulatory lag utility would have experienced alone, had the AAOs not been authorized, the Public Counsel recommends that MPS be permitted to earn a “return of” the deferred costs, for all the AAOs, but not earn a “return on” any of the unamortized AAO deferred balances.

II.
AQUILA NETWORKS - L&P

A.
ACCOUNTING AUTHORITY ORDER COSTS

Q.
WHAT IS THE ISSUE?

A.
The primary support for the Public Counsel's position on this issue is discussed in my direct and rebuttal testimonies in this case; however, the point that I believe should be made at this time is - would the inclusion of a annual expense amortization in the utility's cost of service along with the addition of the unamortized AAO deferred balance in rate base allow the utility to over-recover the costs it alleges to have incurred?  Public Counsel believes that the answer to that question is a clear and resounding yes.

Q.
PLEASE CONTINUE.

A.
The issue is relatively simple.  As I stated in my rebuttal testimony, page 12, lines 13-14, during the twelve months ended September 30, 2003, the utility's annual expense amortization for this AAO totaled $45,291.  That amount is the expense level that will be included in the L&P cost of service; that is, assuming the Commission accepts the utility's position on this issue.  Incidentally, that is also the annualized expense amortization acquiesced to by the MPSC Staff.  The remaining unamortized AAO deferred balance at September 30, 2003 approximates $22,380.  Also, acquiesced to by the MPSC Staff.


The utility's amortization schedule, provided in its response to OPC DR No. 1010-Supplemental, shows that during the time period October 2003 through June 2004 it will expense an additional $16,586 of the deferred costs.  Thus, by the end of June 2004, the effective law date of the instant case (the instant case was filed on July 3, 2003), the remaining unamortized AAO deferred balance will approximate $5,795.  If new rates that include the annual expense amortization of $45,291 are instituted at that date, the remaining unamortized deferred balance (the $5,795) will be fully recovered, by the utility, by the middle of August 2004 - one and one-half months later (excluding any rate base return that would also be recovered if the unamortized deferred balance of $22,380 is included as an addition to rate base).  If the unamortized AAO deferred balance of $22,380 is authorized by the Commission as an addition to utility's rate base, the return earned upon that balance will hasten to add to the recovery of the deferred costs even sooner than the middle of August 2004.

Q.
WOULD THE ANNUALIZED EXPENSE AMORTIZATION, AND ANY RATE BASE TREATMENT, IF ALLOWED, CONTINUE TO BE COLLECTED BY THE UTILITY UNTIL ITS NEXT RATE CHANGE?

A.
Yes.  L&P would continue to collect the $45,291 in annual expense, for the AAO expense amortization, even though deferred costs will be zero.  Having been fully recovered before the end of August in calendar year 2004.  The same can be said for the return on the unamortized AAO deferred balance, if authorized as a rate base addition.  Inclusion of the deferred costs in the utility's instant case cost of service will most certainly guarantee that it will over-recover the costs it deferred pursuant to the AM/FM AAO.

Q.
DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

A.
Yes, it does.
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