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STATE OF MISSQURI
PUBLIC SERVICE COMMISSION

At a Session of the Public Service
Commission held at its ocffice
in Jefferson City on the ]1gth
day of January, 1978.

CASE NO. ER-77-154

In the matter of UNION ELECTRIC COMPANY
of St. Louis, Missouri, for authority
to file revised tariffs reflecting
increased rates for electric service
provided to customers in the Missouri
service area of the Company.

ORDER SUSTAINING BENCH RULING

On October 12, 1977, the Commigesion Chairman received a letter from the
Chairman of the Energy Committee for the Coalition for the Environment reguesting
clarification of a ruling of the presiding officer in the local hearing held in
this matter at Clayton, Missouri, on the evening of September 27, 1977. Upon
review of that letter the Commission Chairman notified the writer and all parties
of record that letter would be treated by the Commission as a motion to reconsider
the ruling of the bench regarding the admissibility of the evidence in question.
An opportunity was provided whereby copies of the subject testimony was to he
submitted to the Commission with Ccopies to all parties of record. All parties
would be given five days following the filing of the report to file written
objections with the Commission to its admissibility at their option. In additien,
all parties were to indicate by letter whether or not they desired to cross-
examine the witness concerning this report. If the Commission ruled the report
should he received inte evidence and copied into the record as if read, a
subsequent hearing would then be scheduled should any party reguest the right
to cross-examine the witness. If no party requested the opportunity to cross-
examine the witness, the same would be deemed waived.

Thereafter on December 15, 1977, the Commission received the copies of
the testimony referred to above. ©On December 19, 1977, Union Electric Company
filed its Objections to Admission of Evidence and on December 22, 1977, the Office
of Public Counsel filed a Memorandum in Opposition to Union Electric's Objections
to Admission of Evidence.

The Commission, considering all of the foregoing, as well as the

transcript made of the September 27, 1977, hearing, is of the opinion the ruling
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of the bench here in guestion should be sustained for the following reasons.

The subject matter of the document, the cost of nuclear fuel, is not relevant

to this proceeding. Costs of the proposed nuclear plant are not included in the
test year of this case. From a procedural standpoint, the referred toc ruling
sustained an objection regarding the guestion of having all written statements
made a part of the record as if they were made in oral fashion and did not
sustain-an objection made because the statements involved were related to the
proposed Callaway Plant. The record reflects the objection sustained by the
ruling was made because such a procedure would be to allow a éarty to supplement
his testimony after the right of cross-examination had passed.

It is, therefore,

ORDERED: 1. That the ruling of the bench made at the local ﬁearing in
this matter on September 27, 1977, in Clayten, Missouri regarding the admissibility
of the specified written evidence as outlined herein is sustained for the
reasons stated.

ORDERED: 2. That this Order shall become effective on the 2nd day
of February, 1978.

BY THE COMMISSION

", .

R. Michael Jenkins
Acting Secretary

(s EAL
Fraas, Acting Chm., Sprague, Jones

and McCartney, CC., Concur.
Stavin, C., Abstain.
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BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

CASE NO. ER-77-154

In the matter of UNION ELECTRIC COMPANY
cf St. Louis, Missgouri, for authority
to file revised tariffs reflecting
increased rates for electric service
provided to customers in the Missouri
service area of the Company.

APPEARANCES ;

Stewart W. Smith, Jr., Attorney at Law, William E, Jaudes,
Attorney at Law, and Paul W. Agathen, Attorney at Law,
1901 Gratiot Street, P. 0. Box 149, St. Louis, Missouri
63166, for Union Electric¢ Company.

Robert C, Johnson, Attorney at Law, 314 North Broadway,
St. Loule, Missouri 63102, for Industrial Intervenors,
ACF Industries, Inc,; Anhsuser-Busch, Inc.; Emerson
Electric Company; McDonnell-Douglas Corporation;
Meramec Mining Company; Missouri Portland Cement
Company; PPG Industries, Inc.; St. Joe Lead Company;
General Motors Corpeoration: Monsanto Company.

David F. Crossen, Attorney at Law, and Thomas E. Allen, Attorney
at Law, 7912 Bonhomme, Suite 304, Clayton, Missouri 631065,

for Industrial Intervenors, Abex Corporation and

Mallinckredt, Inc.

Robert C. McNicholas, Associate City Counseleor, for
Jack L. Koehr, City Counselor, 314 City Hall, St. Louis,
Misscurl 63103, for The City of St. Louis, Missouri.

William M. Barvick, Public Counsel, Kent M. Ragsdale,
Assistant Public Counsel, and James M. Fischer,
Assistant Public Counsel, P. O, Box 1216, Jefferson
City, Missouri 65101, for the public.

Michael J. Hoare, Attorney at Law, 314 North Broadway,
St, Louis, Missouri 63102, for Missouri Asscciation of
Community Organizations for Reform Now.

Patricia E. Rousseau, Attorney at Law, Legal Aid Socciety,
607 North Grand, S5t. Louis, Missouri 63103, for Union-
Sarah Community Corporation.

Thomas W. Wehrle, County Counseleor, and Herman Barken,
Associate County Counselor, 7300 Forsyth, Clayton,
Missouri 63105, for St. Louis County, Missouri,

Samuel H. Liberman, Attorney at Law, Washington University
School of Law, St. Louis, Missouri 63130, for Utiljty
Consumers Council of Missouri, Inc.

Thomas A. Hughes, General Counsel, W. R. England, 117,
Counsel, James 5. Haines, Jr., Counsel, L. Russell
Mitten, II, Counsel, Missouri Public Service Commission,
P. 0. Box 360, Jefferson City, Missouri 65101, for the
Staff of the Missouri Public Service Commission.
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REPORT AND ORDER

Introduction

On March 4, 1977, Union Electric Company of St. Louis, Missouri,
submitted to this Commission revised tariffs reflecting increased rates for
electric service provided to customers in the Missouri service area of the
Company. The proposed revised rates are designed to increase electric revenues
by approximately $65,400,000 annually. The proposed tariffs had a requested
effective date of April 4, 1977.

On March 17, 1977, the Commission issued its Susgpension QOrder
suspending these proposed tariffs for a period of one hundred twenty (120} days
beyond April 4, 1977, the requested effective date, to August 2, 1977, unless
otherwise ordered by the Commission. ©On April 29, 1377, the Commission issued
its Order and Notice of Hearing wherein it further suspended the proposed tariffs
for an additional period of six (6) months beyond August 2, 1977, to February 2,
1978, unless otherwise ordered by the Commission. '

. The Commission alsc adopted a schedule of proceedings‘that required

all parties desiring to intervene and participate te file their applications on
or before May 27, 1977. Applications to intervene were filed by St. Louis County,
Missouri; the City of St, Louis, Missouri; Utility Consumers' Council of Missouri,
Inc.; Union-Sarah Community Corporation; the Missouri Affiliate of the Association
of Community Organizations for Reform Now (MoACORN); and the following industrial
corporations: Abex Corporation, Mallinckrodt, Inc., Monsanto Company, General
Motors Corporation, ACF Industries, Inc., Anheuser-Busch, Inc., Emerson Electric
Company, McDonnell-Douglas Corporation, Meramec Mining Company, Missouri Portland
Cement Company, PPG Industries, Inc., and St. Joseph Lead Company, The Com~
mission granted the status of intervenors to all of the foregoing.

The Commission scheduled local hearings in the Company's service area
for the purpese of receiving testimony from customers of the Company concerning
the propeosed increases. These local hearings were held on September 26, 1977,
in the City of St. Louls, on September 27, 1977, in the City of Clayton, and on
September 28, 1977, in the City of St., Charles, Missouri.

The schedule of proceedings adopted by the Commission for this case
called for a pfehearing conference to begin on October 12, 1977. Cross-—-examination

of all parties was to begin before the Commission on October 24, 1977. On
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September 13, 1977, the Commission issued its Order and scheduled an additional
prehearing conference to deal with questions regarding Interrogatories and other
matters of discovery. This additional prehearing conference was held on
September 16, 1977. The scheduled prehearing conference began on October 12,
1977, and was concluded prior to the start of the hearing on October 24, 1977.
This prehearing conference resulted in the production of a Hearing Memorandum
which was marked as Joint Exhibit No. 1 and introduced into this record.
Cross-examination of all witnesses began on October 24, 1977, and
continued variously from day to day until its conclusion on November 10, 1977.
The following briefing schedule was adopted for purpeoses of this case.
Company's brief was scheduled to be due on or before December 1, 1977. Staff,
Intervenors and Public Counsel were to file their briefs on or before December 15,
1977, and the Company was to file its reply brief on or before December 22,

1977. All parties desiring to file briefs did so pursuant to that schedule.

Local Hearings. The local hearings were held as outlined above.

Though many more people attended, 27 testified at the St. Louis hearings, 44 at
the Clayton hearings and 11 at the hearing held at St. Charles. The vast
majority of witnesses that did testify opposed the granting of the rate increase,
In some instances, witnesses stated utility costs would approximate one-third of
their income. The witnesses strongly urged the Coﬁmission to scrutinize the costs
of the Cdmpany, especially as to advertizing and the effects of Proposition No. 1
on the Callaway Plant now under constfuction. The Commission was alsc urged to
consider and adopt certain rate design changes that would include provisions for
some sort of life line rate and a review of residential and commercial rates so
that the cost per kilowatt hour would be the same for all customers. The Com-
mission was also urged to consider time of day pricing for setting rates.

The Commission has given careful consideration to all the Company costs
included in the tést year used for purposes of this case in reaching its decision.
Since the Commission has presently in progress a separate case inquiring into
the cost of providing service by this Company, Case No. 18,177, the Commission is
of the opinion it would not be appropriate at this time to make major rate design
changes in this case. The Commission is ¢f the opinion the cost of service case
referred to would be the appropriate case for considering rate design changes
since consideration is being given in that case tc many of the suggestions

received at the local hearings.
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At the Clayton hearing ruling on the receipt of the Public Counsel's
Exhibits 1 and 2 was deferred. The Commission hereby receives these two exhibits
All! other objections not heretofore ruled on are hereby overruled and all such

motions are hereby denied.

Findings of Fact

The Missouri Public Service Commission, having considered all the

competent and substantial evidence upon the whole record, makes the following

findings of fact:

Fuel Inventories

Company maintains an inventory of fuel (coal, oil and propane) which,
in effect, represents a permanent investment of funds upon which Company's
investors require a return. The issue in the instant case is which level of fuel
inventories accurately reflects a permanent investment when the actual level is
constantly changing. Staff’'s approach was to take the inventory level for the
month prior to the beginning of the test year and for each month of the test year,
then calculate a thirteen-month average. This calculation yielded an average
coal pile, systemwide, of 2,250,000 tons.

Company determined the proper fuel inventory level by taking the
systemwide coal pile at the end of the test year (June 30, 1977) or 3,088,000 tons
with an overall difference in cost of $8,893,000, Company witness testified that
during the Spring of 1977, Company management revised its coal purchasing pelicy.
Previously, Company attempted to maintain at least a 60-day supply of coal on a
systemwide basis at all times. Company witness explained that because of work
stoppagé at the coal mines, mining equipment breakdowns, transportation
bottlenecks and delays and the ever present possibility of another oil embargo,
Company's supply of coal is no longer as reliable as it once was and Company
decided to maintain a 90-day coal supply on a systemwide basis. As a result, he
maintained the coal pile on the ground as of June 30, 1977, more accurately
reflects the coal pile which Company will have on the ground in the months to
come than a hypothetical coal pile determined by taking averages of coal piles
in past months when the 90-day supply policy was not in effect,

The Commission notes that Company has made a major policy change with
regard to fuel inventory levels when it raised its target level from a 60 to a
90~day supply. Company witness was not able to point out apy specific events or

incident which triggéred Company's change of poliecy other than to suggest that
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the overall.reliability of coal mining, coal transportation and coal delivery has
been steadily declining over the past several years and that Company's decision
in the Spring of 1377 was & belated response to this decline in reliability.

However, the Commissicn does not intend to substitute its uninformed
judgment as to the proper coal pile Company should maintain for Company's
informed judgment on the same matter other than to point out that a 90-day coal
supply is not an unreascnable Company objective. Indeed,. this Commission based
its determination of a proper fuel inventory for Kansas City Power and Light
Company in Case No. ER-77-118 upon the premise of a 90-day coal supply. Further,
the Commission's geal in this issue is to select that level of cocal inventory
which will reflect actual amounts of coal Company will have on the ground during
the months beyond the test year. <Company witness testified that approximately
3,000,000 tons of coal represents a 90-day supply for Company on a systémwide
basis which is very close to the test year end amount of 3,088,000 used by
Company to calculate its number for coal inventories.

This does not mean the Company will maintain a coal pile of 3,000,000
tons every month of the year because Company's load is far from uniform, meaning
that a 50-day cocal supply for three summer months of high electrical consumption
would be signif;captly higher than a 90-day supply for three autumn months when
consumption falls off. 1In fact, Company witness testified that as of October l4th,
Company's coal pile was only 2,685,000 tons. The Commission finds that the
October l4th coal pile of 2,685,000 tons and the test year end amount of 3,088,000
tons provide the parameters for deciding what level of coal inventory Company will
actually maintain. In that the October level represents a period of low
electrical demand and the June level a period of high demand, the Commission finds
that in the instant case, an average of the two is a reasonable method of
determining Company's coal inventory level or 2,887,000 tons. No evidence was
offered as to what p;ice either Staff or Company used to arrive at a dollar
calculation of coal inventory. The Commission can only assume that since Staff
and Company differ by 838,000 tons and $8,893,000, the price which both paities
used can be determined by dividing $8,893,000 by the 838,000 tons or a price of
$10.612 per ton. Given an inventory level of 2,887,000 tons, Staff's calculation
of coal inventory should be increased by 56,759,844 instead of the $8,893,000

proposed by Company.
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Working Capital

Company and Staff differed as to the proper calculation of cash working
capital reguirements. Company developed a working capital reguirement which was
$3,973,000 higher than Staff's comparable number because Company computed
operations and maintenance (O&M) expense by using the wage and salary level which
became effective July 1, 1977 (accounting for $1,116,000 of the difference) and by
adding its proceeds from interchange sales back to O&M expenses. This latter
issue, involving the remaining $2,857,000, is complex because of the manner in
which Company accounts for its purchased power and interchange sales. The basic
purpose of including any amount for cash working capital in rate base is to
reflect the fact that there is a lag between the time Company pays for an expense
and the time those dollars are recovered through Company's billing cycle. Since
this is a continual and ongoing process, as long as Company remains in business,
a certain level of funds are permanently tied up in paying expenses before the
associated revenues are collected and including this level in rate base permits
Conmpany to earn a return on funds so committed.

However, the calculation, for rate—making.purposes of cash working
capital, is based upon taking an appropriate percentage {(reflecting the lag time)
of Company's operating and maintenance (O&M) expenses, which are the actual cash
expenses that Company must pay in the course of business. & problem develops
when it becomes necessary to select an appropriate level of O&M expenses upon
which to base the cash working capital calculation because Company decreases
OiM expenses Dy the amount of its sales of power to other utilities and increases
0&M expenses by the cost of power purchased from other utilities., At the end
of the year, Company nets the difference so if purchases exceed sales, the result
is an increase in O&M expenses and, if sales exceed purchases, the result is a
reduction of 0&M expenses.

The guestion becomes, should these increases or reductions to O&M
expenses be included in the calculation of cash working capital? The Commission
finds that Company's policy of increasing O&M -expenses by the cost of purchased
power is acceptable because Company presumably only purchases power when it would
be more costly for Company to generate that power itself and, hence, O&M expenses
would have been higher still had Company selected the self-generation option.
{(This policy of course would not apply to utilities which purchase all or almost
all of their power.) Likewise, the Commission accepts Company's policy of

reducing Q&M expenses by the revenues received from power sales hecause Company
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is presumably selling this power at a price greater than the direct costs of
generating the power.

By applying the entire proceeds from power sales to offset O&M
expenses, Company is, in effect, paying back the direct costs of those sales
{(fuel plus incremental maintenance} plus any other costs associated with those
sales such as the costs of coliecting the revenues from the purchasing utilities.
Hence, cash working capital should be calculated by using an O&M expense figure
which includes either the net proceeds or net losses from Company's interchange
activities. The situation is complicated, however, by the fact that in Coﬁpany‘s
prior case before this Commission, Company was a het purchaser of power and the
Commission accepted Staff’s recommendation to reduce 0&M expenses by the améunt
of the net deficit in Company's interchange transactions. In this case, Company
is a net seller of power and on the basis that turn about is fair play, maintains
that its O&M expenses, exclusive of net purchased power, should not be reduced by
the net prSceeds from its interchange activity.

The Commission finds that the proper treatment of interchange and
purchased power is to add the net losses of interchange transactions to 0&M
expenses, exclusive of net purchased power, in years when Company buys more
power thaﬁ it sells and subtract the net proceeds from O&M expenses in vears
when Company sellé more power than it buys. In so doing, the Commission
recognizes that it is reversing its position in Company's prior case on the
basis that two wrongs do not make a right and, hence, the Commission accepts
Staff's calculation of the interchange portion of Company's cash working capital
reguirement. However, since Staff has accepted Company's wage and salary
adjustment to operating expenses, the Commission finds that Staff's original
calculation of the cash working capital component of rate base should include

the $1,116,000 adjustment for the July ), 1977 wage and salary level.

Weather-Related Labor Expenses

Staff eliminated $1,199,000 in labor expenses at the Labadie plant for
the test year months of December 1976, January 1977 and February 1977. The
genesis of this adjustment was a comparison of test year labor expenses of
$38,670,000 with labor expenses for the prior corresponding twelve-month
period of $30,488,000. Staff decided that part of the increase was attributable
to a wage increase effective July 1, 1976 and part of the increase could be

explained by abnormally low expenses during the prior twelve months because of a
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prolonged strike. However, the balance of the increase was attributed to the
abnormally high labor expenses which occurred at the Labadie plant during the
months of December 1976, January 1977, and February 1977 of $4,267,000 compared
to labor expenses of $2,317,000 for the same three months a year earlier. Staff
then adjusted the $2,317,000 labor expense for the ensuing wage increase effective
July 1, 1977 resulting in a revised labor expense of $2,498,000 or a difference
of $1,769,000 between the three test yéar months and the three months a year
earlier (54,267,000 less $2,498,000). The Missouri portion of this total
Company difference was calculated to be $1,152,000 and to thi§ was added the
Missouri portion of the cost of blasting Company's frozen fuel supplies to arrive
at a total adjustment of $1,199,000.

In essence, Staff's position was that these higher labor expenses
during the test year wefe due to the abnormally cold winter of 1976-77 and,
hence, can be characterized as nonreoccurring. Given a normal winter, Company's
labor expenses for those three months should not be as great as they were during
the winter of 1976-77. One of the purposes of setting a test year is to attempt
to capture a normal "level of expenses” which Company can reasonably be expected
to foresee beyond the test year in the period when new rates are in effect.
Staff's adjustment in the instant issue was an attempt to approximate a normal
level for Company's labor expense.

However, the Commission finds that the purpose of setting a test year
goes beyond the effort to capture a normal expense level for Company as the
test year must alsoc capture a "normal” revenue level at the same time. In other
words, it is necessary for the Commission to assess the impact of the abnormally
cold weather of the winter of 1976-77 on both Company's revenues and expenses
because it is the difference between the two which is the primary determinant of
Company's revenue deficiency. If the winter of 1976-77 caused revenues to
increase and expenses to increase by an identical amount, then the resulting net
operating income would be "normal" and there would be no need to adjust the test
vear for abnormality. Indeed, Company witness contends that the winter of
1976-77 caused Company's revenues to increase hy $3,479,000 and its expenses
(both fuel and labkor) to increase by $2,574,000 resulting in an increase of
$905,000 in net operating income. Put another way, given a normal winter,
Company's net operating income would decrease by $905,000 adding a corresponding

amount to Company's revenue deficiency prior to any tax consideration.
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The Commission is unwilling to add $905,000 to Company's revenue
deficiency prior to tax considerations because of the inexact nature of Company's
data concerning the impact ©f the winter of 1976-77 on both revenues and
expenses. However, the Commissicon is alsoc unwilling to make a weather-related
adjustment to Company's expenses without making a similar adjustment to Company's
revenues and disallows Staff's adjustment for that reason.

Replacement -of Sioux Plant Boiler Floor

Staff eliminated $1,591,000 in expenses for the replacement of the
boiler floor at Sioux Unit No. 2. Both Sigux units are cyclone fired bojilers
where the crushed coal is introduced into drums on the side of the boiler and
burned. The heat from this combustion process plus the noncombustible elements
in the coal enter the boiler and the latter, containing considerable heat, fall
to the floor of the boiler. In an effort to capture the heat in the noncombustible
ash and metal, the boiler floor is lined with water pipes upon which this slag
falls. The heat is then transferred to the water in the pipes in order to
eventually convert the water to steam. The pfoblem with this process is that
the het siag over a period of approximately ten years will eat away the pipes
until they beccome too thin to withstand the pressures of the water in those
pipes. At that point, the pipes must be replaced.

During the test year Company had to spend $1,591,000 to replace the
pipes on the floor of Sioux Unit No. 2 and Staff maintains that this expense
should be removed from test‘year maintenance expenses because replacing boiler
floors is not an anpually reoccurring event. Company, on the other hand, held
the position that every five years the floor of one of the two boilers at Sioux
Station will have to be replaced so that the cost of the test year floor
replacement should be amcrtized over five years and the unamortized portion
included in rate base. This would result in test year Missouri maintenance
expenses being firgt reduced by 51,591,000; then twenty percent of the amount
{corresponding to a five-year amortization period) or $318,000 being added back
to these expenses for the test year and every succeeding year.

Under Company's proposal, not only would Company eventually recover all
of the funds it expended in replacing the pipes, but every year Company's
1nvestors would recelve a returi wun Lhe unamortized balance on the theory that,
until the pipe replacement expenditure is fully recovered, Company's investors
have funds tied up in this maintenance project similar to all other funds invested

in Company, upcn which they are entitled to a return.
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The Commission accepts Company's proposal to amortize the expense of
replacing the pipes of Unit No, 2 over five years, but will not permit the
unamortized balance in Company's rate base. The unamortized balance is, in
effect, a deferred debit which Company is entitled to recover in its entirety
through its rates. However, the Commission is not willing at this time to permit
Company investors a return on the uncollected portion of what is, in fact, an
expense item When Company's investors are allowed (by federal mandate) a return on
part of Company's investment tax credit even though those investors did not supply

4

the funds involved.

Electric Power Research Institute Assessment

Staff included $2,485,200 in Company's total operatigg expense which
is the amount Company will pay to the Electric Power Research Institute (EPRI)
for 1977. This amount was determined by a formula which looks to 1975 revenues
and kilowatt-hour sales as the basis for the charge. Since the purpose of
annualization is to set revenues and expenses at test year-end levels and
because this test year rests equally in 1976 and 19%7, Staff decided that in
order to annualize this expense, Company's 1977 assessment would be appropriate as
the test year-end level even though calendar year 1977 extends six months beyongd
the test year,

Company argued that rates set in this case will be in effect not
during 1977 but during 1978 and beyond, that Company's 1878 EPRI dues are known
and measurable at this time because they are based on 1976 revenues and kilowatt-
hour sales, and that in order teo aveid earnings dilution, the Commissicon should
use Company's 1978 dues of $2,613,183 rather than the 1977 dues of $2,485,260.
This would add approximately $128,000 to Company's operating expenses and $93,000
to the Missoufi portion thereof.

The Commission finds that Company's 1977 dues represent the proper
amount te be included in operating expenses, Though the Commission has, in the
past, included known and measurable changes in expense levels which occur well
beyond the termination of the test year, in those cases, it has also made a
pre forma adjustment to revenues so that revenues and expenses would remain in

balance. 1In this case, no such revenue adjustment for 1378 has been made.
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Rate of Return

A. Return on Equity. Company recommended a return on eguity of 16.09

percent while Staff recommended a range of 11.94 percent to 12.%4 percent with
12.44 percent being the midpoint. Each party used a different method to arrive
at a final conclusion and each method will be discussed in turn.

Company witness actually performed three separate procedures to arrive
at his final recommendation of 16.0% pércent. The first procedure was to select
a group of companies which this witness considered comparable to Company in terms'
of their risk-return relationship. This was accomplished by the use of Second
Degree Stochastic Dominance {SSD). This technique, he explained, is based upon
the premise that, given the option of a certain return of fifty cents or a
fifty-fifty chance of earning either §1.00 or nothing, a risk averting investor
will always select the certain return.

An example would be helpful at this point to facilitate a discussion
of stochastic dominance. Given two companies, A and B, it is possible to go
back over the laét 101 months and calculate 100 market returns which are defined
as market price at end of month minus market price at beginning of month, plus
any dividend earned during the month, divided by market price at beginning of
month. In other words, if a stock's price increased from $20 to $21 during the
course of a month, and paid §1.00 in dividends, the increase in price of the
stock of one dollar would be added to the dividend of one dollar, and the result
divided by the market price at beginning of month of $20 to yield a ten percent
return. If the results of these calculations show that company A‘earned six
percent 20 times, eight percent 30 times, ten percent 30 times, and twelve percent
20 times, and company B earned five percent 25 times, six percent 40 times,

seven percent 25 times, and thirteen percent 10 times, their freguency distributien

would be as follows:

Coméanx A Company B
Return Probability Return Probability
.06 20% .05 25% }
.08 30% .06 40%
.10 30% .07 25%
.12 20% .13 10%
100% 100%

1f all of these returns were ranked in ascending order and their

cumulative probability caleulated, the results would be as follows:
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Returns Comganz A ComEanx B

.05 00% 25%
.06 20% 65%
07 20% 90%
.08 50% 90%
.10 BO% 90%
W12 100% 90%
.13 1003 100%

Since we are dealing with cumulative probabilities, it is possible to
select any rate of return and ascertain the probability of earning that return
or less.

For instance, the probability of earning eight percent or less for
company A is 50 percent and for company B ninety percent, and given an investar
who prefers more wealth to less wealth, that investor will select company A
because the probability of earning eight percent or more is greater. Comparing
company A with company B, this is true for every rate of return up to and
including ten percent at which point the advantage shifts to Compawy B and, hence,
under First Degree Stochastic Dominance, the two companies would be neutral to
each other with A dominating up to a point, then B dominating.

The purpose of Second Degree Stochastic Déminance is to protect the
risk averting investor from selecting company B because of the higher probability
of earning twelve percent. The risk averting investor by definition prefers
the highest return, with the least risk which company A offers up to and including
ten percent. In effect, SSD employs a more complicated mathematical formula
which more narrowly measures cumulative probability and results in company A
dominating company B as far as a risk averting investor is concerned. Company
witness looked at 1195 companies for which data was available as far back as 1966
and calculated 119 market returns for each of these companies over the ensuing
120-month period., As in the example above, a freguency distribution for each
company was calculated and a cumulative probability also calculated using the SSD
formula. Any company which dominated Union Electric was eliminated as was any
company which was dominated by Union Electric. The residual companies were, in
effect, neutral to Union Electric in that no clear pattern of dominance by either
Union Electric or by the company with which it was being compared could be
established even using SSD caleulations. Finally, the residual or neutral
companies were compared with each other and where one company dominated another,
the dominated company was discarded. This enabled Company witness to narrow his
"comparable” companies down to 54 companies other than Union Electric which he

referred to as his efficient set.
-1z -
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Staff's principal objection to this procedure went to the underlying
assumption of taking 119 market returns over a ten-year peripd. While Company
witness maintained that the longer the time periocd and, hence, the more returns
calculated, the more valid his procedure would be, Staff witness suggested that
the use of such a long time period might lead to invalid results. The basis of
this position was that during the time pefiod 1966 through 1975, major shifts have
occurred in the national economy and the possibility exists that the series of
market returns from a company over this ten-year period may not be drawﬁ'frcm
the same probability distribution. Staff Exhibits 10 and 13 were introddced'to
indicate thaﬁ 54 "comparable" companies were not comparable at all at least in
terms of dividend growth and market-to-book ratios.

The Commigsion‘findSsome merit in Staff's position because major
realignments have occurred in the economic environment since 1966 which very well
could alter the relationship of all companies to this environment and the
relationship of companies with each other so that, in effect, the coin we started
flipping in 1566 is not the same coin we are flipping today. However, recognizing
the possibility that the market returns used by Company witness in the instant
case may not totally reflect current underlying reality is not tantamount to
rejecting the method as an unworkable approach to the problem of determining an
equity return. The Commission is willing to accept Company's 54 companies as
comparable to Union Electrie in their risk-return relationship even though it may
have some doubts as to whethef the entire investment community can be
characterized as risk averse or whether the principles of SSD even after they
have been around for several years will have any impact on investor behavior.

The next step taken by Company witness was to compute equity returns
for each of his 54 "comparable" companies using the discounted cash flow method
(DCF). An investor in a share of common stock will receive a return on that
investment not only through current dividend payment but also through future
dividend payments. However, a dividend received next year is not as valuable as
a dividend received £his year because the investor could reinvest this year's
dividend and, by the end of next year, receive, in effect, a dividend on the
dividend. 1In order to compare a dividend received this year with a dividend
reap}unﬂ naxt year, it is necessary to discount next vear's dividend by the
amount of interest {or dividend) the investor would receive if he invested this
year's dividend for one year. Herein lies the essence of DCF theory. If it is

possible to determine what discount rate the investor is using to compare a
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dollar received next year with a current dollar, then it is also possible to
approximate what return this investor is seeking in the market place.

Here again, an example would be helpful. A company has a year-end
book value of $15,46 per share, earnings per share of $1.86 and dividends of
$1.34. This would yield a book equity return of 12 percent ($15.46 divided by
$1.86) and a payout ratio of 72 percent ($§1.34 divided by $1.86), If an investor
perceives that this return and this payout ratio will be reascnably stable over
the coming years, it is possible to project dividends and book values into
the future in the following manner:

Boock Value Earnings Per Share *Dividends Per Share

Beginning of Year Cne §15.46 x 12% $1.86 x 72% $1.34
.52 (51.86 - $1.34})

End of Year One 315.98 $1.92 $1.38

End of Year Two ER‘EE’T;‘ $1.98 $1.43

End of Year Three '$’I'7‘E=JJ_7El $2.05 $1.48

End of Year Four §T7%§% $2.12 $1.53

End of Year Five ETE%%%

This example demonstrates how dividends g¥ow over the five-year
projection period because each year not all of company's earnings are paid .out in
dividends., Part of company's earnings are being reinvestéd back in the company -
and, if the book equity return remains reasonably constant, company's retained
earhings will compound over time. In this example, an investor who paid book
value ($15.46) for the stock would have a yield of 8.7 percent ($51.34 divided by
$15,.46) and the value of the investment will grow from $15.46 to $18.23 over five
years which represents a compound growth rate of 3,3 percent. The yield of
8.7 percent and the growth of 3.3 percent add up to the 12 percent return on
equity which company is actually earning.

This, of course, implies that the investor is seeking 12 percent and
since company is actually earning 12 percent, this investor will pay the book
value of $15.46 per share. If, however, the investor is oﬁly paying $15.00 per
share for company's stock, this indicates that the investor is requiring a higher
return than 12 percent. In fact, by using the appropriate discount rate, it can
be demonstrated that the investor is really seeking 12.8 percent. 1In other words,
if each dividend for each year is discounted back to present value at the rate
of 12.8 percent and the final book value of $18.23 is also discounted back to

present value at 12.8 percent, the result 1s $15.00. A $515.00 market price moeans

a yield of 8.9 percent and the growth of the investment from $15.00 to $18.23
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over five years indicates a compound growth rate of 3.9 percent for a total of
12.8 percent,.

In essence, Company witness took his 54 comparable companies (Company
Exhibit C-4) and for each company calculated a compound growth rate in dividends
from 1966 through 1975. Then, for each company an annual yield was calculated
by dividing the annual dividend by beginning year bock value for each vear from
1967 through 1975 and the nine yields averaged. Combining the growth and vield
factors resulted in a DCF return for each company and these were averaged to
arrive at a mean DCF retufn of 14.8 percent. Staff criticized Company witness
for selecting an average DCF return as the recommended equity return for Company
when 54 "comparable" companies exhibit an extensive range of DCF returns--from
2.5 percent for U. 8. Steel up to 30.4 percent for Lucky Stores. Staff further
maintained that Company had the seventh lowest DCF return of the 55 companies
(the other 54 and Union Electric) and a 14.8 percent return would allow Union
‘Electric to rank 28 out of 55 companies (Staff Exhibit 14). Company responded
that U. E. was indeed at the bottom of this comparable set and if U. E. did not
earn the average return for the set, it would be in danger of slipping inteo a
lower set where investors would require higher returns for the same risk.

The Commission agrees with Staff that having selected 54 "comparable"
companies, CQmpam—( witness has not demonstrated why Company must earn a 14.8
percent return, the average for the set, in order to remain in that set. All
he has demonstrated is that U, E. with a DCF return of 10.3 percent over the
same period is at the bottom of the range of returns earned by the 54 companies
and if Company continues to perform in a similar manner in the future, it could
well slip into a set of companies with a poorer risk-return relationship. On
the other hand, the Commission cannot reject, out of hand, the possibility that
Company's investors are seeking a 14.8 percent return on equity at which return
they will pay book walue for Company's stock.

Staff was also critical of Company witness developing the yield portion
of his DCF return by using book values instead of market values. Company -
responded that book values are, in essence, a composite of all the market prices
which Company's investors have paid over the years when they paid prices below
book wvalue, at book value or above book value., Hence, book yields represent
the embedded investment which Company's investors have in Company's stock and
if the Commission is to award these past investors a fair return, then boak

yields are appreopriate.
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The Commission finds that using book values for the purpose of
developing the yield portion of a DCF return on equity, in the context of a rate
case, is unaccepiable. The Commission is attempting to select a return which will
permit Company to market its stock at a price sufficiently above bock value so that
equity dilution will not cccur. In the example above, where the actions of a
prospective investor are being examined, the use of book value to determine a
book yield wounld lead to this investor seeking a return exactly equal to
what the company is actually earning on book equity. Clearly this is unacceptable
for selecting a prospective return on equity when the method used leads to the
conclusion that what investors are seeking at any given time is what Company is
earning.

Company witness admitted that his method was not intended for
prospective investors but for existing investors. However, the Commission is of
the oﬁinion that a return on equity which will enable Company to sell its stock
above book value will be a fair return for Company's existing investors. Further,
the very real possibility exists that if the Commission did grant and Company did
earn an equity return of 14.8 percent, its stock may also sell at the average market
to book ratioc of the 54 companies of 1.96 as shown on Staff Exhibit 10, The
Commission has no objection to Company's stock selling at twice book value if this
market to book ratio is achieved outside the context of a rate case.

By substituting market prices as of December 31, 1375 (Staff
Exhibit 12}, Company's recommendation of 14.8 percent is reduced to 12,89 percent.

Company witness made one final adjustment to his DCF rate of return.

As mentioned earlier, a DCF return only indicates what return wonld iﬂduce an
investor to pay book value. Company witness pointed out that a stock must sell
for more than book value if Company's net proceeds are to be at least equal to
book valupe when a2 new issue of common stock is marketed. This, he maintained,
is because of floatation costs (underwriter costs, legal fees, printing costs,
étc.) and market pressure (when the market place is required to absorb a new
block of stocks, the price of that stock may be depressed). Because of studies
done by Irving Trust, Company witness recommended that Coméany stock be allowed-
to sell at 1.10 times book value. Therefore, he adjusted only the yield portion
of his DCF return because that is the one portion of the rate which is market
sensitive i.e. can change with changing market prices. This he accomplished by
taking Company's average paywvut ratio over the period 1867 throunh 1976

(78 percent) and determined the yield/growth breakdown of his DCF return
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(78 percent % 14.8 percent = 11,54 percent yield and 22 percent x 14.8 percent =
3.26 percent).

The yield portion he increased by 110 percent (11.54 percent divided
by 90) to arrive at 12.83 percent and to that he added the growth portion 3.26
percent to reach his final conclusion of 16.09 percent.

Staff agreed with Company witness that Company's stock should be
permitted to sell at a price above book value but not 1.10 times book value.
staff Exhibit 2, Schedule 10, indicates that Company's actual out-of-pocket costs
for marketing new issues of stock since 1970 have averaged 4.49 percent of book
value for each of the five issues of new stock included in this time period.
These costs represent basically what Company witness referred to at floatation
costs as Staff included no additional adjustment for market pressures. It was
Staff's position that Company is continually marketing new issues of common
stock and, hence, these downward market pressures are continually reflected in
Company's stock price. This would indicate tﬁat when Company markets a new
issue the market price will not be noticeably depressed.

The Commission finds that Company's stock should sell at a minimum
market to book ratio of 1.04 which is essentially Staff's recommendation, rounded
downward. Staff witness testified that the Irving Trust studies relied upon by
Compﬁny concerned rights offerings and neither party offered evidence as to the
movement of Company's stock price before, during and after a public ocffering.
wWwithout such evidence indicating first the presence cof market pressure during a
new offeriqg and secondly the impact on the stock price of such pressure, this

Commission cannot accept a market pressure adjustment as proper.

A market/book ratic of 1.04 will have implications for Staff's
recommended return on equity and it also has implications for Company's
recommended return. If Company's return is adjusted first by using market
values as mentioned above and a market/book ratio of 1.04 is used, then the

DCF return of 12.89 percent would be adjusted upward to 13.4 percent using a

78 percent dividend payout ratio (78 percent x 12.89 percent = 10.05 percent
95 = 10.47 percent + the "g" of 2.84 percent = 13.31 percent},

Company's second witness on this issue began with the premise that a
regulated utility must earn a rate of return egqual to its cost of capital.
Comparing a utility with a non-regulated manufacturing firm, he.pointed out that

the utility must invest more dollars of capital for every dollar of revenue
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compared to a manufacturer, that the utility must continually raise additional
capital if the needs of its customers continue to grow compared to a manufacturer
who has no obligation to provide service and can decide to raise additional
capital only when conditions are favorable and that a mapufacturing firm
generally generates most of its capital needs internally compared to a utility
which generates less than half of its capital needs internally. As a result,

the utility is far more dependent on the external capital markets than other
£irms and how the utility is received in those markets will determine whether

it can continue to provide service to its customers and will also determine the
cost of that service.

HBence, he continued, a utility which does not earn its cost of capital
will not be able to sell its common or preferred stock to institutional investors
at any price, its common. stock will sell to other investors at a price below
book value, coverage will decline, ratings will be lowered and, overall, the
cost of capital will increase and the utility's access to the capital markets will
be endangered. In other words, a utility with financial difficulties may end up
costing its customers more money than a financially healthy utility and may alsec
be unable to meet its customers' growing demand for service. The Commission is
in complete agreement with this Company's witness and will make every effort to
determine what Company's cost of capital is so Company will be given a reasonable
opportunity to earn that cost of capital. Unfortunately, nothing in this
witness' testimony can assist the Commission in its gquest for Company's cost of
capital as he only endorsed the recommendation made by Company's prior witness
on the subject.

Staff witness developed his recommended return on eguity by utilizing
a different approach to the problem. He began with the goal of selecting a rate
'of return which would permit Company to market its stock at 1.04 times book
" value based upon Staff Exhibit 1, Schedule 10 which was discusseﬁ above. He
then undertook a statistical analysis of 95 electric utilities for a 1l2-month
perigd ended December 31, 1976, in order to determine what variables would
"explain” the market-to-book {M/B) ratios of those companies. He started with 11

possible variables which might impact on M/B ratiocos and they were:
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L. Equity ratios

2. Return on common eguity

3, The percent of AFFUDC in income for common stocks

4. Dividend payout ratio

5. Times interest charges earned

6. Size of firm

/1( Historic growth rate in earnings per share

gﬂff The ranking of this Commission

/ Bond rating

10. Cash-flow coverage of common dividends

}}fﬂ Book yield {(dividends as a percentage of book value)

Only 7, 8, 9 and 11 proved to have a significant impact on M/B ratios
but their explanatory values were not equal. For instance, book yield alone
explained about 65 to 70 percent (according to Staff witness' best estimate),
followed by regulatory climate, growth in earnings from 1967 through 1976, and
bond ratings which when added tc book yield explains about B7 percent of the
variability. In other words, these four variables explained about 87 percent of
the movement of the M/B ratios of the companies studied. The eguation he

developed from the model is:

M/B = ,0286 + 11.3442(book yield) + 1.8269(earnings growth) - .04%1{for Missouri
having regulatory ranking of 3)
' or
M/B = .0286 + 11.3442(8.67) + 1.8269(.001) - .0491

Applying this equation to Company (as of December 31, 1976) resulted
in a predicted M/B ratic of 96.5 percent when, in fact, the actual M/B ratio
was 92,2 percent.

Given the "explanation" power of these variables, Staff witness had to
decide what value they would have to have in order for Company to sell its stock
at 1.04 times book ;alue. Because this Commission does not have the power to
change its regulatery ranking, the Company's bond rating or alter its historic
earnings per share growth, only book yield can be affected by the action of this
Commission. Staff witness determined that a book yield of 9.33 percent when added
to the other values in his egquation would preduce an M/B ratio of 104 percent and
went on to draw the connection between bogk yield and return on book eguity. The
relationship can be simply expressed by the formula:

bocok vield

Return on equity = payout ratio
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Therefore, having decided the proper book yield to preduce a M/B ratio
of 1.04, it was also necessary for Staff witness to select the proper payout ratio.
Looking at his Exhibit I, Schedule 21, he decided that Company’'s traditional
payout ratio was in the vicinity of 75 percent which resulted in a recommended
equity return of 12.44 percent {(9.33 + 75) with a range of 11.94 percent to
12.94 percent. Company had several objections to using a payout ratio of 75
percent.

One Company rebuttal witness explained the problem of the payput ratic
paradox. With Staff's procedure for calculating eguity returns, thé higher the
payout ratic, the lower the return on equity which results. For instance, if
for some reason Company's payout ratio increased to 80 percent, Staff's return
recommendation would be reduced from 12.44 percent to 11.66 percent (9.33 < 80).
An increasing payout ratioc usually indicates financial problems, so Staff's
approach, in effect, would lower Company's allowed return when it was having
financial difficulties and raise it when Company was financially healthy. Another
rebuttal witness pointed out that Staff’s procedure would lead to eguity returns
which in turn would lead to internally generated fuﬁds providing 29 percent of
Company's construction expenditures for the period 1978-13%80. [(Internally
generated funds are provided from deferred taxes, depreciation and retained
earnings. The higher the payout ratio, the lower retained earnings and, hence,
internally generated funds.) This, in effect, would force Company into a greater
reliance on the external capital markets which are less reliable than internal
sources of funds.

The Commission finds that basing an equity return on the necessity of
maintaining a 75 percent payout ratio is unreasonable. When a company such as
U. E. is undertaking a major construction program, it does not have the freedom
of choice to set its dividend payout ratio at any level it desires. 1In the
first place, there is the problem mentioned above of adeguate internal generation
of funds for Company's construction program, Ideally, Company should generate
at least 40 percent of its construction budget internally, but given the
magnitude of Company's construction program, this simply is not possible. ©On
the otﬁer hand, to allow internally generated funds to provide less than 30 percent
of construction expenditures would be imprudent on the part of Company management.
In the second place, the magnitvde of Company's construction program means that a
significant portion of Company's earnings will comprise "Allowance For Funds Used

During Construction" (AFFUDC). One Company rebuttal witness estimated 55 percent
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of earnings would be AFFUDC in the period 1978-1980. Since AFFUDC is a non-cash
component of earnings, any dividends paid from the AFFUDC part of earnings will
have to be funded from other sources. If 55 percent of Company's earnings are
AFFUDC, Company is going to be relﬁctant to increase its payout ratic above 45
percent (the cash part of earnings) and it will be even more reluctant to increase
the payout ratio above 72 percent (which was its actual payout ratieo in 1976}
except to maintain the dividend at its current level. Therefore, the Commission
finds a payout ratio of 72 percent to be reasonable for the purposes of the
instant case,

Company has several objections to Staff's procedure of using regression
analysis with a target M/B ratio to set an equity return. Company objected to
Staff witness using different time periods in his various schedules, a different
method of computing earnings growth, the use of different variables compared to
past rate cases, and the use of two "dummy variables" in the instant case.

Staff witness explained that some of his schedules were for clarification and
with those he did use different time periods but with those schedules which led
to his equity return recommendaticn, the time periods were consistent. He also
explained that his method of calculating earnings growth was different but the
differences were Winiscule, that the variables used in the instant case were the
result of a more current analysis than those used in prior cases, and that
"dummy variables” are a highly accepted technique in statistical analysis for
quantifying non-numerical wvariables such as the impact of bond ratings on a
company's Stock.

Company further objected to Staff's procedure because it did not include
a variable for interest rates, that its predictive ability was guestionable and
that it contained spuricus correlation hecause the same term was used to
calculate cne of the independent variables as was used to calculate the
dependent variable. Staff's rebuttal witness responded that the model used in
the instant case covered 1976 data when long-term interest rates were in the
vicinity of 9 percent.. He added that rates in 1977 are lower and unless interest
rates in 1978 or 1979 rise above the 9 percent level of 1976, his model would
yield accurate results. Company's ohjection about the predictive ability of the
model primarily concerned the "standard error of the regression" being 0.636172
which means that, given a confidence level of 99 percent, the probability is
99 percent that the true value is within three standard errors of the predicted
value. In this instance, the predicted value is 104 and three standard errors
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would be plus or minus 19, so the probability is 99 percent that the true market-
to-book value is somewhere between .85 and 1.23. Staff's response was that the
model predicted Company's M/B ratio to be 96.5 percent when it actually was

92.2 percent. The Commission notes that Staff does build a range around the
recommended return in order to compensate for the fact that no such model similar
to the one used by Staff can predict with exactitude.

Company pointed out that book value is found on both sides of Staff's
equation and this would lead to spurious correlation i.e. where a model seems
toc be able to predict values better than it really can. In this case book value
is used to determine book yield--an independent variable--while it is also used
to determine the market-to-bcok ratio which is the dependent variable. The
Commission notes that book value is only one component of both book yield and
market-to-book while it does not appear in the other independent variables in
S5taff's model, The Commission finds that the presence of book value on both
sides of the eguation does not invalidate Staff's model in assisting the Commission
to arrive at a return on equity. If Staff's model ;s recalculated using the
payout ratios found appropriate above, the result is as follows:

104 = ,0286 + 1.0584 + ,0018 - ,0491
or
lo4 = 0286 + 11.3442(0933) + .0018 - .0491

Given a book yield of 9,33 percent and a payout ratio of 72 percent,
Staff's recommendation of 12.44 percent increases to 13.(QQ percent.

The Commission would alsc like to employ DCF analysis in an effort to
grasp what prospective investors may be requiring by way of return to pay book
value for Company's stock. In fact, the example employed above is based upon
Company's 1976 experience. Company's vear-end book value was $15.46 (Staff
Exhibit 10, Schedule 11), dividends per share of $1.34 (Staff Exhiﬁit 19,

Schedule 21, gives 1976 book yield of B.65 percent which multiplied times book value
yields dividends per share) and earnings of $1.86 per share {the same schedule
gives the 1976 payout ratio of 72 percent which divided into dividends gives
earnings). Given the current market price of Company's stock of $15.00 per

share, the example indicates that investors are discounting Company's stock at

the rate of 12.8 percent. In order to permit Company to market its stock at

1.04 times book value, it is necessary to make an adjustment similar to the aone
made by Company witness in his Exhibit C-5 or 12.8% x 72% = 9,22% + 3.53% =

12.8%, 9.22% * 95 = 9.60% + 3.53% = 13.1% This return falls between the
- 22 -
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adjusted returns of Staff (13.00 percent) and Company (13.3 percent) and the
Commission finds that 13.1 percent is the appropriate return on book eguity.

Finally, the Commission finds that the capital ratios at test year end
reflected on Staff Exhibit 1, corrected Schedule 25, with cost factors updated
by Company's 1977 debt and preferred stock sales, are proper for this casé.

{(The debt issue of $60,000,000 should be included at its actual cost of 8.625

percent). The results are as follows:
Capitalization
Type of Capital Ratio cost Weighted Cost
Common equity 33.19 13.1 4.348
Preferred stock 14.20 7.528 1,069
Long-term debt 52.61 7.017 3.692
100.00% 5,109%

Cancellation of Rush Island Units 3 and 4

Company forecasts prior to 1973 indicated the need for an additional
1200 megawatts in the 1978-1980 period and Company had the alternative of
selecting either oil-fired peaking capacity or coal-fired baseload capacity.

The difference between the two is that the former has relatively low capital
costs to install but high fuel costs over the life of the plant, while just the
opposite applies to the latter. Staff Exhibit &, Schedule 1, indicates that the
peaking capacity alternative offers the least expensive combination of capital
and operating costs and Company was favoring that alternative until the Arab ocil
embargo of 1973 threatened the future availability of oil. Company then decided
to Build the c¢oal-fired baseload Rush Isiand Units 3 and 4 and preliminary work
began in 1974.

However, as stability returned to the o©il markets, even though the
price of 0il had increased dramatically, Company's calculation still showed the
cost advantage to be with cil-fired peakers {(combustion turbines) and the Rush
Island Units were canceled. Company's total costs of construction on the two
units up to the point of cancellation and after all usable items had been taken
elsewhere.included $5,900,000 of engineering work, site work, some materia}s,
etc. and $3,000,000 representing the costs of canceling the various contracts
involved with the project. The net after taxes amounts to $4,500,000¢, the
Missouri portion of which is $3,045,000. Company has worked out an arrangement
with the Federal Power Commission (now the Federal Energy Regulatory Commission)
and the States of Iowa and Illinois to amortize these costs over a five-year
period and Staff recommended that the Commission do the same for the Missouri

portion at the rate of §$609,000 per year.
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The Commission finds that Company's decision not to add 1200 megawatts
of baseload capacity to its system in the next three years and substitute
peaking capacity as needed@ was prudent and both Company and its ratepayers will
benefit therefrom. There remains the question of the proper treatment of
$4,500,000 of costs sunk in the Rush Island project. Union Sarah guestions
whether some of these costs might not be recoverable, particularly if sometime
in the future, Company decides to build Rush Island Units 3 and 4. Company
maintained that if that decision were made, the project would have to begin
from scratch and the Commission agrees that any salvage from work done in 1974
would be of minimal value to a power plant which would most likely not commence
construction until the completion of Callaway Unit No. 2 in 1987.

It was the position of Public Counsel that the sunk costs of $3,045,000
should be written off over what would have been the life of the plant had it
been built. The Commission does not consider this to be a reasonable solution
Eo the problem. Rad the plant been built, the Company not only would have
recovered the dollars invested in it, but received a return on unrecovered
dollars. Staff’'s proposal permits only the recovery of the sunk costs but permits
no return on them. Any period of amortization for an extraordihary expense is
arbitrary in nature, but the Commission will accept Staff's proposal of five
years in accord with the arrangement worked out with Towa, Illinois and the
Federal Energy Regulatory Commission. However, in an effort to prevent future
recccurrences of similar events, the Commission will order its Staff to investigate

Company's generation expansion plans as menticned above.

Deferred State Income Taxes

The Commission has in the past considered the merits of tax normalization
versus flow-through treatment on a case-by-case basis. Initially, the problem
arises because every dollar of a given company which is recognized as an expense
by the taxing authorities in a given year also represents a tax savings of
fifty cents--the approximate combined state and federal tax rate being 50 percent.
iIn other words, the taxing authorities will tax 50 percent of a company's net
income so every dollar of expense will reduce "net income" by a dollar and,
hence, reduce that company's tax liability by fifty cents.

The problem is complicated by the fact that the taxing authorities
recognize certain expenses which the Commission does not so, even though the
Commission does not permit the Company to recover the expense itself in rates,
the question remains: "What about the tax benefit associated with the expense?"

- 24 -
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An example would be certain expenditures occurred in connection wigh a
construction program. The taxing authorities recognize them as expenses in the
year in which they occur while the Commission insists that they be capitalized
and written off over a period of years. Utilities are permitted to recover
their taxes through the rates they charge and, thus, the proper tax expense
must be decided by this Commission.

When the Commission decides to "normalize" taxes, it is proceeding
upon the assumption that the tax benefits of an expense should follow the
recovery of that expense through company's rates. When it “"flows through tax
benefits, it is proceeding on the assumption that the tax benefits of an
expense should be used tc reduce rates in the year in which the utility receives
them even though the associated expense will not be recovered until some time
in the future. Under the former procedure, expenses and taxes are calculated
consistently. If the expenditure is not recognized as an expense by the
Commission until a future date, then the associated benefit is_not recognized
until the expense is rececgnized, Under the latter approach, only the actunal tax
liability of a utility is recognized by the Commission as includable in rates.

Special circumstances surround the tax benefits associated with the
Investment Tax Credit (ITC)}) and accelerated depreciation. In both cases, the
federal government'created these tax benefits for the express purpose of
encouraging companies to make capital investments which purpose can only be
achieved if the companies involved are allowed to retain the tax benefits. 1In

order to make certain companies retained these tax benefits, conditions were
attached to these special tax treatments which weuld cause a utility to lose
the tax benefits of both accelerated depreciation and the ITC if the utility
was forced by this Commission to flow those benefits through to its ratepayers
in the form of lower rates.

Not all utilities under the jurisdiction of this Commission have been
granted permission to fully normalize their taxes. As mentioned above, this has
been handled on a case-by-case basis with the general direction being towaxrd
full normalization but with other considerations such as a utility's cash flow
situation.weighing upon the final decision of which taxes should be normalized
and which taxes would not be normalized.

In Company's last rate case (Case No. 18,314), the Commission
authorized Company to normalize all of its taxes, not just accelerated
depreciatign and ITC. Public Counsel argues that at least Company's state taxes

T Schedule 6-27



should be dencrmalized and put back on a flow through basis because this course
of action would not endanger the tax benefits derived from accelerated
depreciation or the ITC. He argued that, unless there is an overriding reason,
rates should be hased on actual expenses, that the policy of tax normalization
results not in tax deferrals but permanent tax savings, and that the ratepayer
must pay $2.00 for every $1.00 of normalized taxes.

The Commission finds that it is true that it takes $2.00 from rates
to recdver each dollar of taxes because there is, in effect, no tax benefit
associated with a tax expense. More precisely, each dollar of taxes must be
paid with a dellar from rates, unlike many expenses which are deductible for
tax purposes and, hence, cost the ratepayver only fifty cents. Simply, the taxing
authority will not permit a company to deduct from its tax liability the very
taxes which that authority levies on the company. However, this is true of all
taxes no matter when they are paid. Since most normalized taxes involve a tax
deferral (the tax is postponed and not forgiven), sooner or later the ratepayer
will have to pay $2.00 in rates for each $1.00 of tax liability,.

Public Counsel also argued that given the.construction budget of
Company and its ever increasing size, normalization will not result in tax
deferrals but what are, in effect, permanent tax savings. This argument is
based upon the premise of an ever increasing construction program so that every
time a postponed tax becomes due and payable in the future, it is replaced by an
even bigger deferral to be paid at an even later date and so on ad infinitum,
The Commission notes that according to Company's minimum filing requirements in
the instant case, Company's construction program will peak and then decline.
Furﬁher Company's president testified that Company has revised its load growth
forecasts downward $o there is no reason to presume that once the current
construction program has been completed, it will be replaced by a program of
even greater magnitude. Hence, the Commission finds that the tax normalization
ordered in Company's last case will not result in a permanent tax savings for
Company and that said normalization should continue unaltered. 1In so finding,
the Commission agrees with Public Counsel that rates should be based upon
expenses or at least those expenses recoghized by this Commission. However,
if this Commission does not recognize an expense in a given year, it should

alsoc not recognize an associated tax benefit in the same year.
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Facility Planning and Conservation

Public Counsel raised the issue of the adequacy of Company's facility
planning effort and called for an investigation of Company's facility planning
and construction programs. Facility planning here refers to the process of making
long-range forecasts of Company's load growth, then deciding when to add new
generating capacity to meet the proiected load, how much capacity is needed
to meet the projected load and what type of capacity would most economically meet
the projected load.

Public Counsel witness began with a series of assumptions which led
him to draw a series of conclusions which, in turn, led to the recommendation
that Company's corporate planning activities should be thoroughly investigated.
The assumptions were that Company's peak load would grow approximately at 4.5
percent over the next 15 years as shown on Public Counsel Exhibit F, that Company's
proper generating reserve margin over and above peak should be 18 percent, that
large Westinghouse pressurized water nuclear reactors like Company's Callaway
Units No. 1 and No. 2 with nameplate ratings of 1150 megawatts have historically
been able to maintain capacity factors of less than 50 percent and that these
very same types of reactors completed since 1973 (Public Counsel Exhibit WKC-2,
Table 4) have taken an average of 86.3 months to build.

He then looked at Company's peak load forecast for 1983 of 6,825
megawatts and the capacity Company would have in 1983 to meet that forecasted
load if all 1150 megawatts of.Callaway Unit No. 1 were on line and available
to meet the 1983 summer peak. Company shows on Public Counsel Exhibit 1 that,
with Callaway Unit No. 1, it will have 8,645 megawatts to meet this 6,825 megawatt

peak or, in other words, it will have 1820 spare megawatts representing a 26.7

percent margin. This is in excess of the 18 percent which Company considers
_necessary to insure a high degree of system reliability, but Public Counsel
witness pointed out that the comfortable 1983 margin may be an illusion.
Capacity factor is simply a method of measuring actual megawatt hour
output from a power plant during a year compared to what the megawatt output
could have been if the plant had operated at full capacity for each of the
8,760 hours in a year. Public Counsel witness reascned that if the capacity
factor of nuclear plants like Callaway Unit No. 1 are about 50 percent (meaning
they actually produce half of their potential output), then there is a strong

possibility that Callaway Unit No. 1 will only be able to provide half of its

nameplate capacity .of 1,150 megawatts (or 575 megawatts) on 1983 peak. This
would lower Company's reserve margin in 1983 to exactly 18 percent and for each
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of the two years after that (as the peak load continues to grow), the reserve
margin would alsc continwe to slip until it reached 7.6 percent at the 1985
summer peak. This would be consideraly below what Company considers the proper
margin to insure a high degree of system reliability.

Company peinted out that their calculations, using the same nuclear
power plant Public Counsel witness used, indicate an average capacity factor of
54 percent, that there were special reasons why the factor was even that low
{one winhter peaking utility operated its nuclear plant at a very low level
during the summer because of the availability of cheaper hydro power), and that
the.use of capacity factors in connection with meeting peak ldads was a total
misuse of the concept: Capacity factors measure annual output and they can be
less than 100 percent for several reasons. The plant may be down for scheduled
maintenance, the demand on the system during some of the 8,760 hours in a year
may not be great enough to warrant operating the plant at full capacity or
problems may develop within the plant and Company is forced to bring it down for
repairs (a forced outage). Company emphasized that it does its scheduled
maintenance in off-peak periods and there is certaiﬁly no lack of demand en
system peak so only forced outages would prevent Callaway Unit No. 1 from
operating at full capacity at times of system peak. Company further explained
that forced outages were a random occurrence, and even though Callaway would
be subject to forced outages at peak, so would every other power plant Company
owns., Public Counsel witness made no allowances in his analysis for the
possibility of forced outages at times ©of peak for any of Company's other
plants and Company pointed out that the problem of forced outages is the very
reason Company maintains a generating reserve at all.

Public Counsel witness alsc questioned the availability of Callaway‘
Unit-No. 1 for the 1983 peak given the average conétruction period for similar
nuclear power plants. It was his contention that even with a revised construction
schedule of 69 months, Company's estimate of completion date (October, 1983) of
Unit No. 1 was considerably below the national .average of 88,3 months. In other
words, if it takes Company the average period to build, Callaway Unit No. 1 will
not be completed until the summer(of 1985. Wi:hout any part of the output from
Unit No. 1 during the summer peaks of 1983 and 1984, Company will have reserve

margins of 9.8 percent and 4.8 percent respectively, both of which are well below

the high degree reliability margin of 18 percent. Company pointed out that
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the nuclear plants that Company could identify as most similar to Callaway took
less than 75 months to complete and that, having_commenced construction on
Callaway No. 1 in September, 1975, completing the plant by October, 1883 or

8% months later should create no insurmountable difficulty.

The Commission finds that nothing in Public Counsel witness' testimony
or exhibits would warrant a formal investigation of Company's facility planning
program. However, certain information brought out on cross—examination of
Company witnesses by Public Counsel does cause the Commission concern. It was
brought out that when Company was planning the construction of the two Callaway
units, the peak load projection for 1884 was 9,407 megawatts compared to
Company's most recent projection for the 1984 peak of'7,153 megawatts (or a 2,254
megawatt difference), that the cost of the project would be $765 per kilowatt,
and that in order to meet the construction schedule as then contemplated,

Company would either require an 18 percent return on eguity or be permitted to

add Construction Work In Progress {CWIP) to rate base. Company president
testified that the passage of "Proposition No. 1" precluded the latter alternative
and another Company witness stated that Company decided that this Commission would
not grant the former and, as a result, the decision was made in February, 1977

to postpone Unit No. 1 by one year and Unit No. 2 by four years. Company
president also testified that this decision increased the estimated cost of this
project by $860,000,000.

Given Company's peak load growth forecast, the Commission cannot find
Company's decision to add 2,300 megawatts to its system on a delayed schedule
unreasonable. In only three years out of fifteen years does Company's projected

reserve margin exceed 18 percent which Company considers prudent in order to

maintain a high degree of reliability. What does concern the Commission is the
statement of Company president that it was the financial constraint imposed by
the passage of Proppsition No. 1 which causéd the Company to adopt the delayed
schedule. This implies to the Commission that Company would have continued on
the original construction schedule if Proposition No. 1 had not passed. Once
again, given Company's load forecast and the original construction schedule plus
the assumption that at no time before the summer peak of 1982 would Company
allow its reserve margin to drop below 15 percent, then the Commission can
estimate that Company would have reserves in 1982 of 27.6 percent, in 1983 of

21.8 percent, in 1984 of 32.3 percent, in 1985 of 26.2 percent, and in 1986

of 20.1 percent.
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The Commission cannot accept the fact that Company president would
saddle his ratepayers with the capacity costs of reserve margins considerably
in excess of Company's target margin of 18 percent for so many years unless he
had little if any faith in the validity of Company's load forecasts. Further,
the estimated cost increase of $840,000,000 is not in and of itself a matter of
concern when it is the result of a total five-year delay in construction if the
Commission weré completely convinced that 1150 megawatts of baseload nuclear
capacity added to Company's system in 1987 is the most economical decision., 1In
order to satisfy itself in this regard, the Commissicn will order its Staff to
perform an analysis and issue a report, the purpose of which will be to
recommend to this Commission the optimum generation expansion program Company
should follow during the next fifteen years.

Public Counsel also sponsored a witness on the subject of conservation.
This witness recommended that a general docket on "conservation" be established
by this Commission. He also made some general recommendations concerning utility
supported energy conservation education programs, utility sponsored home
insulation and retrofit programs, rate restructuring, restricting the use of
master meters in multi-family dwelling units, the promotion of higher and best
uses of natural gas and fuel oil, the promotion of power pooling, the promotion
of industrial co-generation, the evaluation of co-location, the evaluation of
the use of solid waste as a fuel for power generation, the establishment of
conditions of service criteria and the restriction of non-essential outdeor
lighting.

Company witnesses replied Company does have a conservation education
program and a Company sponsored insulaticn program.. Company witnesses further
contended that rate restructuring which departed from cost recovery even for
the purpose of promoting conservation would be self-defeating, that outdoor
lighting usage occurred off peak and, hence was no burden to the system, and that
any energy savings from the elimination of master metering would be minimal,

It was also pointed out that the Commission had already instituted a proceeding
to establish condition of service criteria.

The Commission finds that the recommendations brought before it by
this witness do not provide a solid factual foundation upon which it can proceed
with regard to Company's conservation program. The Commission further finds
that instituting an amorphous ill-defined docket on the subject of "conservation"

will not remedy these weaknesses. Until more concrete programs supported by

competent and substantial evidence are presented to this Commission concerning
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Company's conservation efforts, the Commission is in no position to order

Company to do anything it is not already doing.

Rate Design

Several rate design proposals were put before the Commission during
the course of hearings in the instant case. Intervenor MoACORN, representing
moderate and low income customers of Company, maintained that Company's current
rate structure, by charging more for limited electrical use and less for higher
use, promotes overconsumption of our wasting resources by large industrial users.
This, in turn, causes Company to add expensive generating facilities which drive
rates up even for customers represented by MoACORN who can ill afford the increase.
He recommended that for the time being, the Commission freeze all residential rates
at their present level so that any rate increase granted would fall on the large
industrial customers whc have the greatest opportunity for conservation and
should be encouraged to do so by higher priced kilowatt hours During cross-
examination, it was pointed out that according to Company's annual report,
residential electrical consumption as a percentage of total consumption had
steadily increased (from 24.8 percent to 31.0 percent during the period 1966
through 1976) while large industrial consumption had declined (from 55.1 percent
to 49.5 percent).

Intervenor MoACORN suggested that the Commission study a "lifeline”
proposal which would take the average residential consumption of 686 kilowatt
hours (KWH) per month and reduce the rate on the first 450 KWH by 40 percent
while billing the balance of 236 KWH at Company's current average residential
rate of 3.8 cents per KWH., Intervenor witness did not indicate at what rate all
residential consumption above 686 KWH per month would be billed. If again
current rates were applied, then this "lifeline" concept would result in an
overall reduction of rates for all residential customers as Company's current
average rate is a composite of all of its rate blocks. 1In effect, high blocks
would be reduced while the low blocks would remain the same. If, however, the
proposal contemplates high usage residential customers making up some of the
revenue deficiency created by reducing rates on the first 686 kilowatt hOu;s of
monthly consumption, the result would be inverted residential rates where the
rate per KWH steadily increases as consumption increases. This witness did
indicate that the intent of his proposal was to shift a part of the revenue
burden from residential to large commercial and industrial customers by increasing
their rates by 25 percent, He estimated the amount of the shift, but upon cross~

examination, it turned out that he had used the wrong numbers.
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Intervenor UCCM endorsed the "lifeline" concept and objected to the
concept of different rates for different classes of customers (more specifically,
lower rates for large commercial and industrial customers compared to Company's
other customers] and declining block rates for all customer classes on the basis
that both of these rate design features result in Company selling electricity
below cost at peak. As a remedy, this witness recommended a combination of flat
rates with customer class differentials only where differences in transmission
and distribution costs warrant time of day rates with three different rates for
various parts of the day, at least during the summer months. Company rebuttal
witness claimed that time of day rates could cost its customers as much as
$45,.00 per month and do little to shift consumption from the peak, because
Company's daily load factor on high usage days is already well over 80 percent.

Intervenor witness Union Sarah alsc recommended a "lifeline” rate
implemented by freezing the first 500 kilowatt hours of monthly consumption.

This concept differs from the MoACORN "lifeline" proposal in that only those
customers who use 500 kilowatt hours or less would receive the benefit of it.

Even though he admitted that his proposal would notlhelp all low income customers,
Intervenor witness Union Sarah held that it was the best practical approach to the
problem of low income people paying their utility bills and recommended that it be
instituted immediately because the customers whe would be benefited are not
increasing their electrical usage and, hence, are not causing Company to build
new capacity.

Company and Industrial Intervenors' witnesses had several criticisms
of the "lifeline" concept. Essentially, these criticisms centered around the
concept of setting rates not based upon costs. Anytime a rate structure is
altered without backup cost information, there is the possibility that the new
rate structure is not cost based and these witnesses pointed out the problems
associated with rates which are not cost based. Those customers who are paying
less than cost will tend to consume more electricity and, because Company is
losing money on each kilowatt hour sold to this group, Company would require
continuous rate relief to make up the difference. Those customers who are
pPaying more than cost would at first conserve but when no opportunity for
conservation remained, they would either switch to alternate energy sources or
move. In any case, electrical consumption by the group being overcharged would
decrease and this loss of revenue would again reguire continuous rate relief to

make up the difference.
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Industrial Intervenor went further to maintain that even under current
rates, some of Company's large industrial customers are being overcharged. fThe
basis of this position was a fully allocated cost of service study performed by
Industrial Intervenorswhich indicates that Company overall is earning a rate of
return of 7.72 percent while Company is earrning 12.58 percent off of Industrial
Intervenors. Under Company's proposed rates, the comparison would be 10,05 percent
for the entire system and 16.50 percent for Industrial Intervenors. To partially
remedy this situwation, Industrial Intervenors recommended that any rate increase
granted in the instant case be applied on a "zero fuel cost" basis. This
involves removing the fuel costs from all rates and applying the appropriate
percentage increase to the residual for all classes of customers. Since fuel
costs are a higher percentage of Industrial Intervenors' rates than other rates,
the result would be a lower rate increase for these customers compared to
Company's qther customers. Witness for Industrial Intervernorsclaimed that this
was appropriate for his clients because increases in fuel costs were not the
cause of the instant rate case since these increases are automatically recovered
through the fuel adjustment clause. Further, he maintained that this method would
only reduce his clients' contribution to Company's rate of return from 16.50
percent to 15.69 percent--sti]l]l considerably in excess of the overall system return
of 10.05 percent.

Company's witnesses were critical of Industrial Intervenors' cost of
service study primarily because it allocated capacity costs on a nen-coincidental
peak method while Company held that a coincidental peak method using Company's
12 monthly peaks would be more appropriate. It was Company's position that its
system peak is a highly seasonal phencmenon and, because of this, Company can plan
to meet its peak by cheaper means than simply adding baselcad capacity. The
result is that capacity costs are less than if pure baseload capacity was used to
meet system peak, but Industrial Intervencrs, by applying a non-peak allocatien
method against peak load costs, are giving themselves the best of both worlds.
Company witness reworked Industrial Intervenorscost of service study using the
contribution to the 12 monthly peaks allocation method and allocating all fuel
costs on the basis of kilowatt hour consumption. The result was a rate ¢f return
of B.42 percent for Industrial Intervenorscompared to their claim of 12.5B percent.

Company witness also objected to the "zero fuel cost" method of
increasing rates because all other non-fuel costs were not rising uniformly. It

was Company's position that the cost elements most heavily reflected in Industrial
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Intervenor rates were increasing more rapidly than other cost elements and, hence,
an equal percentage increase shoulé apply to this group of customers as-well as to
all other customers, The Commission finds that the use of a non-coincidental peak
allocation method would only be appropriate if Company had the right to "interrupt”
service to these customers and that in the absence of this right, the coincidental
peak method is appropriate because this is the peak for which Company must plan.
The Commission also finds that it is in no position to apply the zero cost fuel
approach without additional cost information. The Commission finds that its Staff
should initiate an extensive investigation of Company's entire rate design as part
of Case No. 18,177 which is the cost of service study previously ordered by this
Commission.
The Commission is most reluctant to depart from cost based rates.

However, acceptance of the principle of cost based rates still leaves considerable
latitude as to the interpretation of the term "cost" as well as the interpretation
of who are the cost causers. In the instant case, the Commission is being asked

to consider the merits of at leasttwo "lifeline rate" proposals without any cost

information whatsoever on the basis that they are ﬁrobably cost based, and
if they are not, non-cost consideration should prevail. 'The'pogition that freezing
the rates of low users of electricity is cost based hinges upon the argument that
low users, whose usage is not increasing, are not imposing additional costs on the
system, and therefore, it must be the higher users who are causing rates to
increase. The Commission would like to point out that higher users whose use is
not increasing are also not imposing additional costs on the system anﬂ further
the higher user whose consumption is entirely off peak may be imposing fewer
costs on the system than a low user whose consumption is entirely on peak., These
are guestions which cannot be answered in the absence of extensive cost
informaticn which Case No. 18,177 was designed to provide.

Company's position on rate design which Staff supported was to collect
‘any rate increase granted in the instant case by applying an eqﬁal percentage
increase to all existing rates with the exception of the rates for street lighting
contrelled by photo electric cells where more precise cost data enabled Company
to establish specific amounts. Company also proposed to revise Rider N (General
Service Rate Qff-peak Demand Provisions), increase its reconnection charge from
$5.00 to $10.00 and to apply its fuel adjustment clause to street and outdoor
lighting. Company witness stated that the increased reconnection charge was based

upon a 1973 cost report updated for changes in the wage level. This resulted in
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a 515.00 reconnection charge but Company decided that an increase from §$5.00 to
$15.00 at one time was too precipitous. In his brief, Public Counsel objected
to the absence of any labor productivity analysis in the updated study, but the
Commission finds that decreasing the reconnection charge from $15.00 to $10.00
implies a considerable increase in labor productivity and that a reconnection
charge of §10.00 is reasonable.

Intervenor Union Sarah objected to Company's electric heating rate
applying only to permanent heating installation and not to portable space heaters.
The Commission finds that Company's electric space heating rate should apply to
electric space heaters where they are the sole source of heat.

Finally, the Commiséion finds that any rate increase granted in the
instant case should be recovered by changing the rates of street and outdoor
lights controlled by photo electric cells as proposed by Company and by changing
Rider N also as proposed by Company. The balance should be recovered, until the
conclusion of Case No. 18,177, by a uniform percentage increase to Company's

existing rates.

Fair Value Return

Staff developed a fair value rate base by the traditional method of
beginning with original cost and trending that to the present with the help of
the Handy-Whitman Construction Cost Index. This was then reduced by an estimate
of depreciation and the resulf for Company's Missouri properties was.$2,652,437,03&
Company used the "modern substitute plant" method which compares Company's actual
plant with a modern plang put in place of the actual plant. The fixed and variable
costs of the latter are calculated and the variable costs of the existing plant
are subtracted. The residual is what Company has in theory to cover the fixed
costs of the modern plant and if this amount is capitalized at the appropriate
fixed charge carrying rate, then the value of the modern substitute plant can be
determined,

By this method, Company established a plant value of $2,757,714,000.
Though Company has offered an interesting method to approximate fair value, the
matter was not subject to any cross-examination or analysis during the case, and
the Commission finds that the more traditional method employed by S$taff is
apéroyriate in the instant case. Therefore, the Company's fair value rate base

is as follows:
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Net plant in service $2,652,437,030

Material and supplies " 48,469,917
Customer advances for construction - 1,024,913
Working capital 8,389,223
Accumulated deferred taxes -27,910,002

$2,680,361,255

The Commission finds that a return of 4.45 percent is proper on Company's

fair value rate base.

Advertising Expense

Staff, Public Counsel and Intervenor Union Sarah all requested the
Commission to exclude parts of Company's test year advertising expenditures,

Each party relied upon prior orders of this Commission to base their
recommendations to the Commission, In Case No, 18,433 et al., the Commission
decided that the following categories of advertising are appropriate for the
Company to expect to be reimbursed by its ratepayers:

{1} Conservation--Advertising dealing with the methods by which the
ratepayer can effectively, efficiently and economically use ele&tricity:

(2) Safety--Advertising dealing with the making of the ratepayer
aware of certain dangers connected with electricity and ways to avoid possible
danger;

(3) Off-Peak Load Building--Advertising designed to encourage the use
of electricity when consumption is low to make the cost of service moré economical;
and,

(4) Information--Advertising designed to provide information of
substantial benefit to the customer and the use of the product or service sold,
or in prbmoting customer-company relations.

Goodwill advertising should not be reimbursed by the Company's
ratepayers.

In Case No. GR-77-33, the Commission concluded that Laclede Gas Company's
promotional advertising should be disallowed because it was thinly-veiled goodwill
advertising and that advertising which met the competitive advertising of another
utility at the expense of the ratepayer would not be allowed.

Staff reduced Company's Missouri advertising expenditures in the amount
of $36,723 by adjustment number 5-23. This "S-23" advertising consisted of that

portion of Company's Edison Electric Institute dues which were spent on hational
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institutional advertising for the electric industry with the balance being local
institutional advertising on behalf of the bicentennial, the Municipal Cpera, the
Symphony, etc. The Commission continues its objection to this form of advertising
as goodwill advertising which has no benefit to the ratepayer and should be
disallowed. ‘

Public Counsel and Union Sarah reguested the Commission to disallow
$11,312 which represents Company's Missouri expenditures for a public television
program entitled "Consumer Survival Kit” which Public Counsel contends is also
institutional advertising, GSince the information generated by this program does
not specifically relate to matters of electrical conservation, safety, efficiency,
etc., the Commission agrees that these expenditures are institutional and should be
disallowed.

Public Counsel and Union Sarah suggested to the Commission that an
advertisement entitled "People, Power and Progress" was political in nature and
should be disallowed. The Commission agrees and disallows $61.00 from Company
operating expenses, which is the Missouri portion of that advertisement.

Staff recommended that the Commission disallow $95,132 for its "S-19"
advertising. "S5-19" advertising includes advertising for the promotion of
electric heat and contained the phrase "Some hay Fvery Home Will Have Electric
Heat" and advertising which also promoted electric heat by showing subdivisions
which offered electric heat. - Some of these ads were cooperative in nature (where
Company shares the cost with another interested party such as a heating contractor
or developer} and some were paid for entirely by Company. It was Staff's
position that the ads featuring subdivisions should be paid for by the real
estate developers. As for the ads featuring "Some Day Every Home Will Have
Electric Heat," Staff objected to the validity of the statement and referring
to the Laclede case, objected to advertising which provoked a competitive response
from another utilitf. Staff maintains that the Commission should not reguire
ratepayers to finance a competitive struggle between two utilities and recommends
disallowance of the advertising as the Commission did in the Laclede case.‘

Company argues that these ads should be charged to the ratepayers
because this type of advertising promotes off-peak load building. In short,
Company contends that capacity necessary to serve the summer peak, which would
otherwise remain idle in the winter, is utilized by electric heat customers and,
thus, the fixed costs associated with this capacity are spread over more kilowatt

hours.
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The Commission is of the opinion and finds that this type of advertising,
as represented by Staff Adjustment "S-19", should not be charged to electric rates,
but should more properly be borne by Company's stockholders. fThe touchstone
behind the allowance or disallowance of an expense of this nature is "Does it
benefit the Ratepayer?" 1In this case, regardless of Company's contention, the
Commission finds that this type of advertising does not benefit the ratepayer.

In the instant case, the circumstances are unique in that Union Electric Company
and Laclede Gas Company are competing for the same "heating dollar" of ratepayers
located in their concurrent service areas, In addition, gas heating customers
must, to one extent or another, rely on electricity to provide. the remainder of

their energy needs. Thus, what the Company proposes is to spend the gas/electric

ratepayers' money in order to enhance its load and increase the gas company's
lcad. If successful, this would push gas rates higher because the fixed costs
must now be spread among fewer customers.

The Commission also finds an advertising campaign premised on the slogan
that "Someday Every Home Will Have Electric Heat” is inflammatery And provokes a
competitive response from the gas company (See testimony in laclede Gas rate case,
Case No. GR-77-23). Such competitive advertising campaigns are of no benefit to
company's ratepayers. Moreover, the Commission is of the opinién that a theme such
as "Someday Every Home Will Have Electric Heat" is unnecessary in light of the
extensive public debate currently being waged over the natural gas supply
situation. Whether the issue is the National Energy Policy or the findings of the
Ozarks Regional Commission, continuing discussion centers around the availability
and price of natural gas. Threats of shortages or exorbitantly high prices are
already being considered by the energy consuming public. Company's hard sell
campaign is a waste of ratepayers money in view of the free publicity generated
by the "Energy Debate".

Union Sarah pointed out that Staff did allow some cooperative advertising
which included the phrase "Consider Electric Heat" rather than "Someday Every Home
Will Have Electric Heat.” Union Sarah recommended that all cooperative advertising
should be disallowed. The Commission disagrees that there is an inconsistency in
Staff's position. The theme "Someday Every Home Will Have Electric Heat” is
inflammatory and unnecessary as previously stated. "Consider Electric Heat" is a
theme that promotes off-peak lcad building, is not inflammatory and does not
already benefit from public debate. The Commission finds that advertising of

this nature should be reimbursed by revenues collected through rates.
- 38 -
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Finally, Public Counsel requested the Commission to disallow $21,003
which is the Missouri portion of two advertising campaigns alsoc desigﬁed to build
off-peak load. The results of building off-peak load, he maintained, should show
up in an improved load factor and, since Company's load factor has shown little
improvement over the years, these ads have been unsuccessful and should be
disallowed as failure. The Commission finds that Company's load factor is not a
reliable measure of either the impact of electric heating customers on Company's
system or on the effectiveness of Company's ads designed to attract electric
heating customers. The Commission could just as well conclude that Company's locad
factor could be substantially less than it is without Company's electric heating

customers. Hence, the Commission will disallow these expenditures.

Conclusions of Law

The Missouri Public Service Commission has arrived at the following
conclusions of - law:

The Company is a public utility subject to the jurisdiction of this
Commission pursuant to Chapters 386 and 393, RSMo 1969.

The Company's tariffs which are the subject matter of this proceeding
were suspended pursuant te authority vested in this Commission by Section
393.150, RSMo 1969.

The burden of proof to show that the proposed increased rates are just
and reasonable is upon the Company.

The Commission, after notice and hearing, may order a change in the
rate, charge, or rental, in any regulation or practice affecting the rate,
charge, or rental, and it may determine and prescribe the lawful rate, charge,'
or rental, and the lawful regulation or practice affecting said rate, charge, or
rental thereafter to be observed. )

The Commission may consider all facts, which in its judgment, have any
bearing upon a prober determination of the price to be charged with due regard,
among other things, to a reasonable average return upon the capital actually
expended, and to the necessity of making reservations out of income for surplus
and contingencies.

The Order of this Commission is based upon competent and substantial
evidence upon the whole record.

The Company's existing rates and charges for electric service are
insufficient to yield reasonable compensation for electric service rendered by

it in this State, and accordingly, revisions in the Company's applicable tariff
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charges, as herein authorized, are proper and appropriate and will yield the
Company a fair return on the net original cost rate base or the fair value rate
base found proper herein. Rates resulting from the authorized revisions will

be fair, just, reasonable and sufficient and will not be unduly discriminatory or
unduly preferential,

The original cost rate base and operating income found proper by the
Commission are set out on Appendix "A" attached hereto. The original cost rate
base and operating income are hereby determined to be fair and reasonable.

The Company should file in lieu of the proposed revised tariffs, new
tariffs designed to increase gross electric revenues by approximately $30,755,498
excluding gross receipts taxes.

It is, therefore,

ORDEREP: 1. That the proposed revised electric tariffs filed by Union
Electric Company of St. Louis, Missouri, in this case are hereby disapproved and
the Company is authorized to file in lieu thereof, for approval of this Commission,
tariffs designed to increase gross revenues by approximately $30,755,498,
exclusive of gross receipts and franchise taxes.

ORDERED: 2., That the Company shall file its new tariffs in compliance
with this Report and Order on or before January 27, 1978, using ; rate design as
hereinafter ordered.

ORDERED: 3, That the rates established in Company's new tariffs shall
become effective for service rendered after the effective date of this Reéort and
Order.

ORDERED: 4. That the increase granted in the instant proceeding shall
be recovered by: (1) Changing the rates for street and outdoor lights controlled
by photoelectric cells as originally proposed by the Company; (2) By changing
Rider N as originally proposed by the Company; (3) Increasing Company's reconnection
charge from $5.00 to $10.00 as originally proposed by the Company; and (4) The
balance by a uniform percentage increase applied to all of Company's other
existing rates.

ORDERED: 5. That within six (6) months of the effective date of this
Report and Order the Commission’s Staff shall commence an investigation into
Company's generation expansion program.

CRDERED: &. That the Commission Staff, at the conclusion of the

aforementioned investigation, will advise the Commission as to its conclusions
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concerning the optimum program of generation expansion which the Company should

follow through the next fifteen years.

CORDERED: 7.

That the Commission Staff shall initiate am investigation

into the Company's entire rate design as part of Commission Case No. 18,177,

ORDERED: 8.

2nd day of February, 1978.

(s EA L)

Fraas, Acting Chm., Sprague, Jones
and McCartney, CC., Concur and
certify compliance with the
provisions of Section 536.080,
RSMo 1969.

Slavin, C., Not participating.

Dated at Jefferson City, Missouri,
on the 19th day of January, 1978.

That this Report and Order shall become effective on the

BY THE COMMISSION

R. Micha

Jenkins

Acting Secretary
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Appendix A

Sheet 1
Union Electric Company
Case No. ER-77-154

Net Original Ceost Rate Base $1,309,956,852
Rate of Return 9.109
Net Operating Income Reguirement 119,323,970
Net Operating Income Available 103,757,162
Additional Net Operating Income

Needed Before Income Taxes 15,566,808
Add Increased Income Taxes 15,188,690
Gross Revenue Reguirement $ 30,755,498
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Appendik A

Sheet 2
Union Electric Company
Case No. ER-77-154

Electric Plant in Service $1,683,062,322
Less Accumulated Depreciation 401,029,695
Net Electric Plant in Service 1,282,032,627
Materials and Supplies 48,469,917
Cash Working Capital 8,389,223
Customer Advances for Construction {(1,024,913)
Accumulated Deferred Income Taxes

Liberalized.Depreciation (8,234,236)

Amortization of Emergency Facilities (4,128,119)

Other (15,547,647)
Total Rate Base $1,309,956,852
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Union Electric Company
Case No. ER-77-154

Revenues

Expenses:
Production
Transmission
Distribution
Customer Accounts
Customer Service and Information
Sales
Administrative and General

Total Operation and Maintenance
Depreciation and Amortization
Taxes Other Than Income Taxes

Total Expense Before Taxes

Total NOI Before Taxes
Current Income Tax Expense
Deferred Inccome Tax Expense:

Liberalized Depreciation
Accumulated Amortization
Investment Tax Credit - Net
Other

Total Income Tax Expense

Electric Net Operating Income

Appendix A
Sheet 3

$5460,893,110

143,189,840
4,087,346
19,593,905
11,282,962
640,686
1,858,151

24,836,584

205,489,474

45,872,190

66,725,525

318,187,189

142,705,921
15,079,339
5,474,678
(641,080}
6,911,280
12,124,542
38,948,759

$103,757,162
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BEFORE THE PUBLIC SERVICE COMMISSION
. OF ‘THE STATE OF MISSOURI
In the matter of Union Electric )

Company of St. Louis, Missouri, for )
authority teo file revised tariffs re- )

flec;ing increased rates for electric ) Case No. ER-77-154
service to customers in the Missouri )
service area of the Company. )

HEARING MEMORANDUM

Pursuant to an Order of the Missouri Publie Service
Commission dated April 29, 1977, issued in the above-cited case,

a prehearing conference was conducted on October 12, 1977, in the
Commission's hearing room, located on the 10th floor of the
Jefferson Staté Qffice Building.

. Representatives of the Missouri Public Sérvice Commission
Staff ("staff"); Union Electric Company ("Company™}; Office of the
Public Counsel {("Public Counsel®); City of St. Louis ("City"); St.
Louis County ("County"); ACF Industries, Inc., Anheuser-Busch, Inc.,
Emerson Electric Co., General Motors Corp., McDonnell Douglas Corp.,
Meramec Miﬂinq Co., Missouri Portland Cement Co., Monsanto Co.,

PPG Industries, Inc., and 5t. Joe Lead Co. {"ACF Industries et al."
or "Industrials"}:; Abex Corporation and Mallinckrodt, Inc. {(“Abex/
Mallineckrodt® or Indﬁstrials"); Missouri Association of Community
oiganizations for Reform Now ("MoACORM"); anéd Union Sarah Community
Corporatien ("Union Sarah") were present at the prehearing con~
ference. The Utility Consumers' Council of Missouri ("UCCM") did
not attend this conference.

The Company's request for additional gross revenues
including gross receipts taxes is $65,402,000.

This memorandum is a result of the aforementioned pre- -
hearing conference and is offered in the belief that it will be
useful to the Commission in delineating the areas of conflict which
after :ne prehearing coafstence continue to exist between Starf,

Public Counsel, - :
Company,/and Intervenors, and to out;ine the contemplated order in

which the witnesses will be presented for direct and cross-—examination

e
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{see Appendix A).
TEST ‘YEAR

The Parties agreed to utilize as a test year the 12 months
en&ing June 30, 1977, fof all pertinent calculatiecns.

ACCOUNTING ISSUES

. I. Rate Base
The Parties agree to utilize the Staff's calculation of
original cost rate base with all adjustments by Staff, except as
specified herein as a contested issue.
Disagreements with respect to Missouri rate base calcu-
lations are as follows:

arf’-Disallowance of Average Cash Balances

Company proposes to include in rate base-$3,250,000
representing the entire amount of the Company's balances at the
various banks at which it maintains accounts.

Staff opposes the inclusicn of this amount in rate base.

P\,Z. Working Capital

In determining the reguired amount of cash working capital,
the Company proposes to adjust operating expenses for interchange
sales and to include in.operating expenses the wages and benefits
associated with the Company's labor contracts effective July 1,

1977. These and other operating expense adjustments increase the
working capital component of rate base by §3,973,000.
staff opposés the inclusion of this amount in Company's

cash working capital.

“B%. 3. Fuel Inventories - : .

The Staff has reduced Company's fuel inventories by
$8,893,000 by using average rather than actual coal inventories
at the end of the test year.

The Company opposes this adjustment and proposes the use
of year end inventoriecs.

4. Materials and Supplies . .

The Staff has proposed to include 541,710,073 of materials

and supplies in the Company's Missouri rate bhase.

r—y
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The Public Counsel reserves the right to inguire into

and assert a different position regarding this issue.

II. Cost of Service

The Parties agree to utilize the Staff's calculations of
total Missouri cost of service (exclusive of rate of return and
income tax calculations attributable to rate of return) for the
test year, except as specified below:

’)4' Adjustment for Wages and Related Benefits

The Company proposes to include expenses totaling
$5,lb3,000 for inéreases in wages and related benefits based on
contracts which took effect on July 1, 1977.

The Staff copposes this adjustment.

+ Investment Tax Credit

The Staff calculated flow-through investment tax credit
on an historical six-year aver&ge of 1971-1976, rather than the
four-year average of 1977-1980 utilized by the Company. The invest-
ment tax credit used by the Staff is $1,739,000 higher than that '
used_by thé Company . ‘

;\ 3. Weather-Related Labor Expenses

The Staff has eliminated $1,199,000 in labor expenses at
the Labadie Plant for the test-year months of December-February,

which amount the Staff attributed to abnormal weather conditions.

The Company opposes this adjustment and contends that if
this adjustment is made there should be a reduction in test year
revenues to normalize for the abnormal weather.

‘?5 4. Replacement of Sioux Plant Boiler Floor

i The Staff has eliminated $1,591,000 in expenses for the
replacement of the boiler floor at Sioux Plaﬁt Unit 2, on the
ground that this amount was not a recurring annual expense.

Thé Company contends that su:» -uoanditures are properly
tncluded as part of the cost of service.

,Ef"Loas of Interchange Sales to ERDA

The Company contends that the cost of service should be

increased by $1,364,000 to reflect the cancellation of a sale of
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capacity to the Energy Research and Development Agency.

-

The Staff opposes this adjustment.

() AK‘ Electric Power Research Institute {EPRI) Assessment

The Company contends the cost of service should be in-
creased by 593,900 to fully reflect its EPRI assessment.

The Staff opposes this increase to Company's test-year
cost of service.

The Public Counsel reserves the right to contest the
inclusion of the EPRI assessment in the test-year expenses.

7. Interest Deduction for Income Taxes

The Staff increased interest expense for income tax
purposes to include on an annualized basis the interest on short-
term debt and on the long-term debt to be issued in 1877, thereby
reducing the cost of service by $6,832,000. The Company contends
and Staff agrees that if such an adjustment is made, there must also
be a §2,779,000 increase in deferred income tax expenses.

Public Counsel reserves the right to inquire into and

assert a position with respect to this issue.

/8f Preliminary Operations at Rush Island No. 2
The St§ff has deducted $90,000 in expenses for the
preliminary operations at Rush Island No. 2, which went into gervice
during the test year.
Company opposes this adjustment.

§. Advertising Expenses

The Staff reduced the cost of service by excluding $131,000
of certain advertising expenses.

The Company opposes this adjustment.

MoACORN opposes the inciusion of any advertising expenses
in Company's test-year cost of service

10, Legal Expenses

The Staff :«duces leg.. .xpenses thereby reducing the
cost of service by $112,000.

The Company opposes this adjustment.
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1l. Injuries and Damages Expenses

The Company proposes to increase the injuries and damages
expenses thereby increasing Company;s cost of service by $292,000.
The Staff opposes this adjustment.

12. Real Estate and Personal Property Tax

The Staff has annualized real estate and personal property
tax expense to reflect plant-in-service at June 30, 1977.

The Company disagrees with the tax rate utilized by Staff
and proposes to increase this expense by $672,000. The Staff op-
poses this adjustment.

13. Unemployment and FOAB Taxes

The Company proposes to increase the Federal and Missourj
unemployment and FOAB tax expenses thereby increasing the cost of
service by $332,000. '

The Staff opposes this adjustment.

14. cCancellation of Rush Island Units No. 3 and 4

The Staff has proposed an adjustment to increase depre-
ciation and amortization expenses by § to reflect the
amortization of cancellation costs of Rush Island ﬁnits No. 3 and
4 over a five-year period.

The Public Counsel reserves the right to inguire into and
assert a different position regarding this iss;e.

The Compiny supports the Staff adjustment.

15. Deferred State Income Taxes

The Public Counsel proposes that all kegt year deferred
state income "taxes be flowed-through rather than normalized. '

The Company proposes to normalize these taxes.

l6. Taxes . _ -

MoACORN contends that the Company should not recover from
ratepayers any monies for f“ederal, stats and local taxes not actual-~
ly paid by the Company during the test year and proposes reduction
of the test-year cost of service by the appropriate amount.

Company and Staff oppose this recommendation.
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4' COST - OF MONEY/RATE OF RETURN

The Staff contends that the proper rate of return is a
range from 8.739% to 9.071% based on the following capital structure

and costs:

. Capitalization
Type of Capital Ratio (%) Cost (%) Weighted Cost
Long-term Debt 52.61 7.047 3.707
Preferred Stock 14.20 7.528 1.069
Common Equity 33.19 12.94 (11.94) 4.295 (3.963)
Total 100.00 9.071 {B.739)

The Company contends that the proper rate of return is

10.01% based on the following capital structure and costs:

Capitﬁlization
Type of Capital Ratio (%) Cost (%) Weighted Cost
Long~term Debt 53.32 7.09 ' 3.78
Preferred Stock 15.06 7.55 1.14
Common Equity 31.62 16.08 5.0%
Total 100.00 l1o.01

RATE DESIGN

There is presently pending before the Commission, Case No.
18,177, in which the Company has accumulated data and is preparing
a cost of service by class and subclass of customers. The results
of this cost of service'by class study will be available in the
near future. .

The Company has applied, and the Staff, the City of St.
Louis and St. Louis County accept, uniform percentage increases to
each present rate, except street lighting rates.

All Industrial Intervenors contend thﬁt the rates should
be adjusted by applying a uniform percentage increase to existing
base rates, after first reducing the existing base rates by the
fuel costs included and then adding fuel cosés back. _

Union Sarah contends that the Commission should adopt a
lifeline proposal by freezinag the first 450 Kwh rate and spreading
any increase over all ciasses by an egqual charge per Kwh; and any
special rates for all electric homes should be applied to all
customers who use electricity as their heat source. Union Sarah

alsc opposes any increase in the reconnection charge.
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MoACORN contends that all résidgntial rates be frozen at
their present level, with any increase granted bhorne exclusively
by large commercial and industrial éonsumers, or reduced to a level
assuring residential consumers of electricity available for the
essential'human_negds including lights, stove, refrigerator, and
space’ and water heaters.

UCCM contends that some rate design should be at issue
in this proceeding and reserves its position.

The Public Counsel reserves the right to contest the
issue of rate design including the proposed increase in the recon-
nection charge and present a position in this proceeding.

OTHER ISSUES

1. Union Sarah has introduced testimony ‘on customer
policies and other issues which it wishes to pursue as well as
inquiring into such issues as conservation, construction cosﬁ,
facility planning and growth in demand.

2. Public Counsel issues:

A. Conservation

The Public Counsel proposes that the Commission
establish a conservatioﬁ docket to examine in depth the application
of the State Energy Conservation Plan and other methods of conser-
vation of energy to all Commission-regulated electric aﬁd gas
companies, including Union Electric Company. The Public Counsel
also reserves the right to inguire into the conservation policies
of Union Electric Company. )

. B. Pacilities Planning

The Public Counsel propeses that the Commission should
evaluate in a separate docket the Company's facilities planning -
system in detail and continually review the latest data and plans
used in the Company's facilities planning process. The Public
Counsel also re::oJses the right to ilwge. . ..t the Compzas’'s
facilities planning decision to defer the comstruction schedule of

the Callaway County generating plants, Units 1 and 2.
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GENERAL

1. It is understood and agreed by the Parties that
reference in disputed terms to the position of any party is not
all inclu;ive and no party shall be barred from developing on the
record its full ‘position with respect thereto.

2. Thé Parties to this Hearing Memorandum hereby reserve
the right to assert a position concerning the above listeé issues
and any other issue relevant to these proceedings.

3. Except as otherwise herein expressly provided, nothing
in tﬂis Memorandum shall be conétrued 80 as to limit any party's
right to cross-examine any witness on any matter covered in the

witness' prefiled testimony.
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