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Background

On September 2, 2003, Missouri-American Water Company ("Company" or "MAWC") filed its Application and Petition For Establishment of an Infrastructure System Replacement Surcharge ("ISRS") with the Missouri Public Service Commission ("Commission").  The Company submitted its Application based upon new Missouri statutory sections in Chapter 393 RSMo, which became effective on August 28, 2003 as part of House Bill No. 208.  Attached to this Memorandum as Attachment A is that portion of House Bill No. 208 that applies to a Missouri Water Corporation's ISRS filings. The new Missouri statutory sections, 393.1000, 393.1003 and 393.1006, contained within House Bill No. 208, provide eligible water corporations with the ability to recover certain ISRS costs without a formal rate case filing.

On October 16, 2003, the Commission issued its Order Adopting Procedural Schedule in this case, which included a date by which the Staff was to file its report to the Commission concerning the Company's Application.  This Memorandum is being filed in response to that Order.

Staff's investigation

As noted at the beginning of this Memorandum, Staff members from the Auditing and Water & Sewer Departments participated in the Staff’s investigation of the Application.  All Staff participants, the participants' up-line supervisors and the assigned attorney from the General Counsel's Office were provided the opportunity to review and comment on this Memorandum prior to it being filed.  Steve Rackers of the Auditing Department created the initial draft of this Memorandum and comments received from the reviewers were incorporated therein to create this final version of the Memorandum.

The Staff's investigation into the Application included a review of the Application and the supporting documentation, a review of the new Missouri statutory sections 393.1000, 393.1003 and 393.1006 in Chapter 393 RSMo and review of additional data provided by MAWC.  Additionally, information regarding the status of MAWC's assessment payment histories and annual report filing histories are set out below.

THE APPLICATION

Specifically, the Company is seeking approval of a surcharge designed to recover the pre-tax ISRS revenues necessary to produce net operating income equal to MAWC’s weighted cost of capital multiplied by the net original cost of the requested infrastructure replacements and facilities relocations.  MAWC also seeks recovery of all federal, state and local income or excise taxes applicable to such ISRS income and to recover all other ISRS-related costs, which include depreciation expense and property taxes.  MAWC is seeking recovery from its customers who are physically located in St. Louis County, Missouri, which is part of the Company’s St. Louis district.

MAWC has indicated that all of the eligible infrastructure system replacements meet the following criteria:

1.
They replace or extend the useful life of existing infrastructure;

2.
They are in service and are used and useful;

3.
They do not increase revenues by directly connecting the infrastructure replacement to new customers; and

4.
They were not included in the Company’s most recent general rate case, WR-2000-844, for St. Louis County Water Company, which was merged with MAWC in 2001.

MAWC has also indicated that its water utility plant projects consist only of the following:

1.
Mains, and associated valves and hydrants, installed as replacements for existing facilities that have worn out or are in deteriorated condition; and

2.
Facilities relocations required due to construction or improvement of a highway, road, street, public way or other public work by or on behalf of the United States, this state, a political subdivision of this state, or another entity having the power of eminent domain, less any reimbursements received by the water corporation for these projects.

In its Application, the Company requested an adjustment to its rates and charges through the implementation of an ISRS rate schedule.  The Company intends for the ISRS to generate $4,038,923 of additional revenues on an annual basis.  The Company’s proposed ISRS tariff would take effect on December 31, 2003 and would remain in effect until the operation of law date, April 19, 2004, associated with the current rate case, WR-2003-0500.  Based on the period the ISRS would remain in effect, the Company’s calculation of $4,038,923 of additional annual revenues would produce approximately $1,206,144 of ISRS revenues, which would be collected from its ratepayers that reside in St. Louis County, from December 31, 2003 through April 16, 2004.

MAWC’S REVENUE CALCULATION

The Staff’s believes its calculation, which is discussed later in this recommendation, is the appropriate methodology for determination of the ISRS revenues to be collected.  However, regardless of the methodology approved by the Commission, the items described below, which are included in MAWC’s calculation of the ISRS revenues, should be adjusted.

1.
The amount of reimbursements received by MAWC that are associated with facilities relocations, $1,962,266, must be subtracted from the amount of the investment.

2.
The Company has increased the amount of investment to reflect the change in the accumulated depreciation reserve associated with cost of removal and salvage.  The Company has been collecting cost of removal and salvage as part of depreciation expense and accumulating it in the depreciation reserve.  This accumulation should offset the amount of cost of removal and salvage incurred.

3.
The Company has included property tax associated with all of the plant additions that are included in the ISRS.  The amount of property tax appropriately included in the ISRS calculation should only reflect the property taxes that will be due within twelve months of the Company’s filing.  The only property taxes due within twelve months of the ISRS filing are the taxes that will be paid in December of 2003 associated with plant in service as of January 1, 2003.  Therefore, no plant placed in service during 2003 should be included in the calculation of property tax.

4.
The Company’s calculation has not included all the available deferred income taxes.
STAFF’S REVENUE CALCULATION

The Staff’s calculation of the ISRS revenues to be collected incorporates the adjustments discussed above.  In addition, the Staff believes the amount of the accumulated depreciation reserve, which is used as a reduction to the replacement mains and facilities relocations, less reimbursements, should be based on a ratio of the Company’s investment in this ISRS plant to the total change in the amount of MAWC’s investment in plant-in-service, since the last rate case.  The ratio for replacement mains was calculated by dividing the amount of replacement mains by the total change in plant, less contributions in aid of construction and customer advances.  The ratio for facilities relocations was calculated by dividing the amount of facilities relocations, less reimbursements, by the total change in plant, less contributions in aid of construction and customer advances.  These ratios, multiplied by the total change in the accumulated depreciation reserve, provide the amount of the reduction to the replacement mains and facilities relocations.

THE ISRS RATE SCHEDULES
When reviewing the Company's Application and supporting documentation, the Staff anticipated that the proposed ISRS rate schedules would include a volumetric rate for each affected customer class, with the rate to be determined through the use of the customer class billing determinants from the Company's last rate case and the ISRS revenues allocated to each affected customer class.  Instead, however, the Company has proposed that the rate be a percentage "add-on" to the affected customers' bills.  What is not clear at this point about this subject is whether the percentage add-on will be applied to customers' entire bill or just the usage portion of the bill.  The Staff has inquired of the Company regarding this matter, but has not yet received a response to that inquiry.

Staff's conclusions

Based on its investigation and calculations, the Staff has determined that the Company's ISRS rates should be designed to recover annual revenues of $1,887,301.  The Staff's determination of this amount and the supporting calculations  are shown in Attachment B to this Memorandum.  These calculations reflect the weighted cost of debt from the most recent rate case multiplied by MAWC’s investment in replacement mains, associated valves and hydrants, and facilities relocations, less reimbursements.  In its calculations, the Staff has also reduced the ISRS investments by deferred income taxes and the associated pro-rata amount of the accumulated depreciation reserve.  The Staff's determination of the ISRS revenues also includes the annual depreciation expense on the ISRS investment, less associated reimbursements and plant retirements.  Based on the period the ISRS will remain in effect, the Staff’s calculation of $1,887,301 of additional annual revenues will produce approximately $563,605 of ISRS revenues, from December 31, 2003 through April 16, 2004.

Based on a "spot-check" of the projects included for recovery in the Company's proposed ISRS, the Staff believes that the projects included meet the requirements of the governing statutes, as are summarized on page 2 of this Memorandum in the discussion of the Company's Application.  However, the Staff does believe that further review of the projects included is necessary and will perform that review during the time between the effective date of the subject ISRS rate schedules and the time when a reconciliation of the subject ISRS revenues will be done.  Accordingly, the Staff reserves the right to propose adjustments to any future ISRS if it finds that any projects included in this filing should not have been included.

Regarding the proposed ISRS rates, the Staff would prefer that a volumetric rate be established for each affected customer class.  However, if the Company's proposed percentage add-on is to be applied only to the usage portion of customer bills, the Staff will not object to the use of that method for this initial ISRS filing.

Assessments and Annual Reports

In accordance with established practice regarding the submission of Staff recommendations to the Commission, the Staff has reviewed the status of the Applicant’s assessment payments and annual report filings.  In this regard, the Staff reviewed electronic information maintained by the Commission's Internal Accounting Department and Data Center, and information in the Commission's Electronic Filing and Information System.  The assessment information reviewed covers fiscal years (FY) 1996 through 2004, and the annual report information reviewed covers calendar years 1997 through 2002.  Based on its review of this information, the Staff notes that MAWC has no delinquent assessments for fiscal years 1996 thru 2003 and is also current on its payments for its FY2004 assessment (it is making quarterly payments).  Likewise, MAWC does not have any past due annual reports.

Staff's recommendations

Based upon the above, the Staff recommends that the Commission issue an order in this case that:

1.
Approves MAWC’s Application to implement ISRS rate schedules; and

2.
Approves the Staff’s determination the ISRS surcharge revenues in the amount of $1,887,301 on an annual basis, as it appears in Attachment B hereto.
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