BEFORE THE PUBLIC SERVICE COMMISSION

OF THE STATE OF MISSOURI

In the matter of Missouri Cities Water Company’'s tariffs
to increase rates for water service in the company’s
service area.

In the matter of Missouri Citjies Water Company’s tariffs
to increase rates for sewer service in the company's
service area. :

PP CES

Byron E. Francis, Armstrong, Teasdale, Schlafly & Davis, One Metropolitan Square,
St. Louis, Missourli 63102-2740, for Missouri Cities Water Company.

Jeremiah D. Pinnegan, Attorney at Law, 1209 Penntower Building, 3100 Broadway,
Kansas City, Missouri 64111, for cities of Houston Lake, Lake Waukomis,
Parkville, Platte Woods and Riverside, Missouri, and Platte County Public Water
Supply District No. 6.

Carl J. Lumley, Curtis, Oetting, Heinz, Garrett & Soule, P.C., 130 South
Bemiston, Suite 200, Clayton, Miasouri 63105, for city of Warrensburg, Missouri.

John B. Coffman and Douglas E., Micheel, Assistants Public Counsel, Office of
Public Counsel, Post Office Box 7800, Jefferson City, Missouri 65102, for the
Office of Public Counsael and the public.

Michaelens A. Knudsen and Lee C. Tieman, Assistants General Counsel, Missouri
Public Service Commission, Post Office Box 360, Jefferson City, Missouri 65102,
for the staff of the Missouri Public Service Commission.

HEARING EXAMINER: Edward C. Graham.

REPORT AND ORDER

Procedural History

On February 21, 1992, Missouri Cities Water Company (MCWC or Company)
filed with the Missouri Public Service Commission (Commission) proposed tariffs
bearing ;n effe;tive date of March 23, 1992. These proposed tariffs were
designed to produce an overall Company rate increase of $853,000 in charges for
water and sewer service ($846,500 water rate increase and $6,500 Platte County

Division sewer service increase), exclusive of gross receipts and sales tax.



On March 18, 1992 the Commission issued its Suspension Order And Notice
Of Proceedings which suspended the Company'’s proposed tariffs until January 21,
1993. On April 3, 1992 tpe Commission granted the Company’s Motion To Amend
Suspension Order which remedied incorrect language in Company’s proposed tariffs
and altered the procedural schedule. Company filed direct testimony on April 23,
1992. On May 19, 1992 the Commission granted intervention to the City of
Warrensburg, Missouri, the City of Mexico, Missouri, and the cities of Riverside,
Parkville, Platte Woods, Lake Waukomis and Houston Lake, Missouri, and Platte
County Public Water Supply District (collectively called Platte County Inter-
venors). ©On June 2, 1992 the Cogmiaaion adopted a test year of the twelve (12)
months ending December 31, 1991, as updated through June 30, 1992. On August 14,
1992 the Commission’s Staff (Staff), Platte County Intervenors, and the Office
of Public Counsel (Public COunsél) filed their direct testimony. On August 21,
1992 additional direct testimony was filed by Staff and Platte County Inter-
venors.-

. On August 31, 1992 a prehearing conference began and continued Ehrough
Septembar 3, 1992 with all the parties present and participating except the City
of Mexico, Missouri. A hearing memorandum setting forth the contested issues was
filed by all parties on September 11, 1992. Rebuttal testimony was filed by the
parties on September 18, 1992. On September 23, 1992 the Staff issued a Notice
of Subpoena Duces Tecum directed to Company. On Septemker 30, 1992 the Commisa-
giocn issued its Order denying the motion to quash subpoena duces tecum. On
October 7, 1992 the parties filed surrebuttal testimony.

The hearing convened on 6ctober 13, 1992 and continued through
October 16{ 1992. All parties appeared except the City of Mexico, Missouri.
During the hearing the Commission issued a Protective Order for the Company as
to the testimony that was the subject mattef of the subpoena duces tecum and

granted Staff’'s motion to accept late~filed testimony. Fursuant to the briefing



schedule, simultaneocus briefs were filed on November 30, 1992‘and simultaneous

reply briefs were filed on December 7, 1992,

Background

Missouri Cities Water Company (MCWC) is a utility company engaged in
providing water service in and around the cities of Brunswick, Mexico, Parkville,
and Warrensburg, Missouri and St. Charles County, Missocuri, and providing sewer
service in Parkville, Missouri. BAs of December 31, 1991, MCWC provided service
to 32,388 water customers and 101 sewer customers in the five operating
diviasions. Of these 32,388 yater customera,‘507 customers were served in the
Brunswick Division, 4,547 customers were served in the Mexico Division,
3,754 customers were servaed in the Platte County Division, 5,126 customers were
served in the Warrgnaburg Division, and 18,454 customers were served in the
St. Charles Diviaion. MCWC' 8 principal office is located at 3877 Highway 70,
St. Peters, Missouri. In this office is located the administrative, engineering
and other genefal office personnel for all of the MCWC operations. MCWC is a
wholly-owned subsidiary of Consolidated Water Company, a holding company with
other operating subsidiaries in Florida, Indiana, Ohio and Michigan. Consoli-
dated Water Company offices are in Coral Gables, Plorida. The accounting for
MCWC ie maintained at a regional center in Greenwood, Indiana. MCWC has
55 employees spread among the general office and separate divisions. In October
1991, MCWC was granted $767,619 in rate relief in Case Numbers WR-91-172 and
SR~91-174. In Octcober 1989, ﬁcwc was granted 5900,000 in rate relief in Case
Numbers WR-BQ—l%B and SR-89-179. On October 23, 1990 MCWC was granted a change
in its rate design in Case Number WR-90-236 that created no revenue impact to the

Company or its customers.




?indings.of Fact

The Missouri Public Service Commission, having considered all of the
competent and substantial evidence upon the whole record, makes the following

findings of fact.

I. as a

Company proposed a test year ending December 31, 1991 as adjusted for
changes which are fixed, known and measurable up to January 21, 1993. Staff pro-
posed a test year ending December 31, 1991 éonsisting of 12 months actual data,
updated through June 30, 1992. On Juhe 2, 1992, the Conmission established the
test year to-be the 12 months ending December 31, 1991, as updated through

June 30, 1992,

II. Revenue Requirement
A. Areas of Aqreement
{1) Security Deposits

Company agrees to refund, within three months following the effective
date of the Commission’s final order in this case, all security deposits now held
by Company, along with six percent interest compounded annually, to those custom-
ers for whom security deposits are no longer required to be held pursuant to Com-
pany’s currently tariffed Rule 9.2(&).

Company agrees to provide the Public Counsel, at the end of the
three month deadline,la list showing name ana pustomer number of each customer
for which a security depésit is still hgl& and has been held by Company for over
a l2-month period. The Company will alsé prowiée to Public Counsel the month and
year that each security deposit on the lis; was paid to Company and Company‘s

justification for not refunding each security deposit on that list.



The agreement between Company and Public Counsel herein as to security

deposits is hereby approved and adopted by the Commisaion.

(2) Other Issues
All items not specifically decided herein were settled at the prehear-
ing conference by the parties and are approved herein by the Commission as a

Stipulation And Agreement and hereby adopted by the Commission.

{3) Reconciliation

The Reconéiliation marked as Exhibit 2 indicates that, based upon the
isgues remaining to be decided herein, the revenue requirement of the Company,
with Company winning all issues, would be $413,421 for water operations and
$3,583 for sewer operations. The Company’s revenue requirement request is based
on a tier coverage calculation and not on adjusted revenue and expense amounts.
These numbers cannot be used as the st#rting peint for reconciliation due to the
fin&ings herein regarding return on equity. Scenario II and the attached

footnotes of Staff's response, being part of late-filed Exhibit 53 herein, set

out the appropriate methodoclogy and starting peoint for revenue requirement.

B. Operating Expenses

(1) ased Vehicles and Equipment

MCWC currently leases from wheels,‘Inc. approximately twenty-two (22)
vehicles used by its employees. The Staff contends that MCWC is paying an
excessive lease cost compared to costs which MCWC would incur if it purchased
company vehicles. MCWC contends that Staff has failed to consider additional
costs it would incur by owning company vehicles as opposed to leasing them. Some
of these factors are additional labor rescurces, maintenance, higher purchase

price and lower resale price, and sales tax. MCWC also states that Staff failed




to include.credit adjustments in the amount of $7,260 relating to the fleet
incentive program and the resale of vehicles. The Staff requested an adjustment
of $22,762 for water and $146 for sewer on this issue.

Both parties agree that the decision whether to lease or own company
vehicles is a management decisiﬁn of the Company. Therefore, the Commission must
determine whether the evidence supports the leasing, rather than the purchasing,
of company vehicles. The Commission is of the opinion that the evidence supports
MCWC’s decision to lease company vehicles rather than to own them. First of all,
Staff’'s adjustment diad not: consider the proper treatment of sales tax in
calculating the total estimated cost if MCWC cowned its vehicles; and, it failed
to include adjustments relating to the fleet incen£ive program and the resale of
vehicles. Those two migtakes alone-would reduce Staff’s adjustment by 513,516
($6,256 salea tax + $7,260 crédit édjuatmentf. MCWC has a lengthy history of
leaging its company vehiclea. By leasing its vehiciea, MCWC does not require the
labor resource or internal expertise to manage and maintain the vehicles as would
be required if it purchased the vehicles. The ;1gnificant operational benefits
MCWC receives by leasing include new vehicle acquisitions, fleet administration,
used vehicle resale, and fleef management regarding warranties. Also, in regards
to financing, the leasing company charges favorable interest rates to MCWC,
whereas if it would be required to purchase its fleet, it would be regquired to
utilize short term cre@it from banks to fund the purchase and, as a result, take
money away from capital projects and customer service. Staff failed to show that
these benefits were not of substantial value fo MCWC in its management decision
to lease vehicles rather than pugchase them.

The Commission, therefore, determines that Staff‘s adjustment.for

leased vehicles and equipment should be disallowed.



{(2) St. Charles County Water Purchase Aqreement

gcwc purchases all of the water it sells in its St. Charles Division
from the St. Charles County Water Department (SCCWD). MCWC pays ten cents into
a "renovation and replacement fund® (fund)} for every 1,000 gallons of purchased
water. MCWC paid $246,196 into the fund during the test year. The average
annual expenditure of the fund for the period from 1987 through 1992 was
$170,752. The cumulative balance of the fund from prior years as of December 31,
199) was $295,705. sStaff ha; requested a revenue adjustment of $94,251 and a
rate base adjustment of $295%,70S.

Staff’s revenue adjustment reflects the amount MCWC péid into the fund
for the test year in excess of the previous five-year average annual expenditures
of the fund. Staff further reduced the five-year average by 11.23 percent
because the éxpenditures of the fund for the test year, 1991, in its opinion, did
not meet the specific terms of the contract between MCWC and SCCWD. Staff's
proposed reduction to rate base reflects the cumulative balance of the fund from
prior years as of Decem£er 31, 1992. Staff believes th#; the adjustment gives
ratepayers credit for the fund "prepayments” they have made. Staff states that
it has made these adjustments because MCWC is requiring current ratepayers to
fund construction activities that may not be performed for several years. Staff
believes the "prefunding” mechanism is analogous to putting construction work in

_progress (CWIP) in rate base.

MCWC contends that Staff‘s adjustment suffers from several defects.
First, MCWC says that Staff has misread the contract between MCWC and SCCWD in
that it has employed a “"snapshot" in time premise which subjects MCWC to the
adjustment when the payments to the fund exceed expenditures and provides no
offsetting benefit to MCWC if the expenditures exceed the payﬁants to the fund.
Second, MCWC says that Staff’s adjustment ;mounts to retroactive ratemaking.

Third, MCWC says that Staff's adjustment disregards an agreement made at arm's




length between MCWC and a third-party vendor. Fourth, ﬁcwc says that Staff's
attempt to "match” revenuee and expenses is distorted because it matches revenues
and expenditures of SCCWD and not MCWC, Finally, that Staff in its 11.23 dia-
allowance has included items which, if ownéd by MCWC, would be rate base items
and properly characterized as "capital assets". The fund itself is for “"capital
assets of the facilities." |

The Commission is of the opinion that the expenditures to the SCCWD
maintenance, renovation and replacement fund are proper and necegsary. Although
MCWC purchases approximately 73 percent of the SCCWD water production, with
Public Water District No. 2 purchasing fhe other 27 perceht, SCCWD is still a
separate entity from MCWC and fhe expenditures at the rate of ten cents per
1,000 gallons of water purchases were actually made. Ii: is the segregated fund
quality that probably makes this an issue in the first place. Staff witness,
Larry Cox, in response to the qﬁestion, "Would it surprise you if the amount
being paid to Kansas City is more than that being paid to St. Charles County,
e%en with the 10-cent fund?” said: "I wouldn’t be aurpfised." MCWC purchaaes
water from the City of Kansas City for its Platte County Division. Staff wi_.ahes
to make SCCWD, in effect, a subsidiary of MCWC. This is not the case. Cbviously
there is a close reiationship between the two entities out of necessity, but they
are still separate entities with no co-ownership. The contract could just as
easily have not included a segregated fund; buf, in the alternative, just
incorporated those expenses of SCCWD into one commodity charge. In providing for
the fund in its contract with SCCWD, MCWC is.exerciaing a good management policy.
MCWC, through the existence of ‘the fund{ has ;ome'cantrpl over the actual
expenditures by SCCWD for maintenénce, renoyation énd replacement of facilities.

The significant quéatibn is whether MCWC is paying too much into the
fund. Staff advocates a lower fund rate for MCWC. Staff believes that MCWC can

renegotiate the contract which was executed between MCWC and SCCWD on



September 11, 1984. An addendum on April 18, 1985 revised the fund rate from
three cents per 1,000 gallons to ten cents per 1,000 gallons. Expenditures from
the fund by SCWWD have varied dramatically from $57,516 in 1987 to $276,966 in
1289, sStaff advocates a normalization for the expenditures of the fund which,
for a five-year average, is $170,724. Normalization can be used to even out
drastically uneven or irregular expenses of a company over a period of time.
This allows for the company to not experience windfalls or oppressive coats from
the use of a test year with unusual results. This instance is different in that
MCWC ig not retaining any of these expenditures. The fund rates are contractual-
ly set and are actually paid out regardless of the actual expenditures of SCCWD
from the fund. The fund is unlike the situation wherein MCWC would own SCCWD or
lease its water facilities and retain earnings from ratepayers to pay for the
same expenditures for which the fund provides. 1In that case normalization might
be useful to smocoth out the earnings results for MCWC. In this case, neither
MCWC nor its stockholders are benefiting from any excessive overpayments by the
ratepayers; The ratepayers are behefiting, however,‘in that MCWC is eliminating
as much as is reasonable, costly "surprises"”. The f}md affects the reliability
of SCCWD'a water facilities and the ratepayers directly benefit. All parties
agree that the water facilities of SCCWD are quite old, having been constructed
during World War 1. Following the war, the water facilities were idled and in
an abandoned condition until 1974. SCCWD receives no other revenue from any
other source to maintain the facilities. The fund balance must be able to fund
literally every cost associated with maintenance, renovation and replacement of
plant. The commodity charge that MCWC pays SCCWD specifically does not include
depreciation. Staff advocates employing the "additional funds" provision of the
contract as an "assessment" mechanism for funding any "surprise®™ or unusual
costs. This means, essentially, paying for any construction activities as they

are performed. This method would allow for little planning by SCCWD. It is




apparent from Staff’s own request for the ﬁse qfrnormalization that expenditures
are such that attributing costs to any particular year is questionable and not
a good predictor of future expenses. The Commission is of the opinion that the
fund is, in fact, a mechanism itself to allow for normalization.' The "assess-
ment" provision could work to the detriment of the ratepayer by encouraging
excegsive rate cases and possibly creating rate shock, not to mention the adverse
effect on effective management.and planning. The Qomm;ssion is aware that if the
fund built up an excessive balaﬁce, much of staff’s primary argument would p£0ve
to be true (i.e., that the fund constitutes an excessive "prepayment” by the
ratepayers). The Commission, for that reason, believes that there shquld be a
maximum placed on the éumulative-balance of the fund. The Commission determines
that $300,000 would be a reasconable maximum fof the fund‘’s cumulative balance,
and that any excess be creditéd to the ratepayers by reducing rate base. This
reduction would give ratepayers reasonable aﬁd approprizte credit fof excesgive
fund prepayments that they would have made. -

The Commission is of the further opinion tha: staff's 11.23 percent
adjustment to the five-year average expenditure figure should not be allowed
either. Staff’s witness Larry Cox indicated that all the ifems included in the
11.23 percent adjustment, if owned by MCWC, would be rate base items and properly
characterized as capital assets. Basically, Staff deemed ceftqin-items such as
pickup trucks, parking lots, air compressors and file cabinets as not being
"capital assets”. The fund is for expenditures for "capital aesets of the
facilities.” The Commission does not agree with Staff’'s narrow reading of the
term "facilities".

The Commission is not setting any precedent in this case and would look
at each case separately to determine Qhether éommodity charges or fund mainten-
ance charges are prudently incurred by the cémpany so that the ratepayer ia only

paying rates that are just and reasonable. The Commission does not characterize
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the fund payments by MCWC as being analogous to CWIP and would only constitute
a "prepayment®” at all if found to be excessive. Again, it is important to say
that these fund expenses of MCWC are actually paid to a third party and not
retained by MCWC in any way. The Commission determines that the fund costs are
prudently incurred by MCWC and attempt to address a potentially volatile expense
situation for MCWC and its ratepayers.

The Commission, therefore, determines that Staff’s adjustment to
revenue requirement and rate base for the‘St. Charles County Water Purchase
Agreement issues should be disallowed.

The Commission further adopts the position that any cumulative balance
of the fund in excess of $300,000 for any futﬁre test year will reduce the rate
base of MCWC dollar for dollar, unless MCWC can prove to the Commission’s satis-

faction the necessity for the additional accumulation in excess of $300,000.

(3) Bad Debt Expense

MCWC experienced unusgsually high bad debt expense during the_téat year.
In 1990, the year prior to the test year; the bad debt expense was $21,545; while
in the test year the bad debt expense was $34,209. The Staff proposes an adjust-
ment of $8,468 on this issue.

The Staff has proposed a normalization technique to Eompenaate for what
it seens as an irreqular pattern. The Staff.analyzed MCWC’8s actual net write-offs
cf unceollectible accounts for the period of January 1988 through June 1992. The
Staff then computed an averagé of the S4-month period and included an annual
level of that average in its case as the ;ppropriaté level of bad debt expense.

MCWC has based its position_oﬁ,this issue on the premise that bad debt
expense amounts change proporfionately with customer levels and revenues. MCWC
has traditionally caiculatea an avérage of net write-offs to revenues over a

period of years and has then multiplied that avérage by the current year revenues

i1l




to determine the allowance forldoubtful account balances. Utilizing this method
the normalized net write-off was only $1,866 less than the actu;l test year
write-offs. MCWC determinea this to be immaterial and used_actqal test year
write-offs.

The Commissicn is of the opinion.that Staff‘s method is the more appro-
priate one to utilize in norm;iiziné bad debt expense. First, the relationship
between customer levels and baa debts since 1988 shows that although the level
of customers grew at a steady annual pace, the amount of net write-oiffs actually
decreased from 1989 to 1990 and alsco deqreased in the 1932 update pericd. Also,
while the amount of net write-pffs did increase from 1990 to 1991, the increase
' was grossly disproportionate to the customer growth rate of that same period.
Likewise, there is no evidence of.a positive pattern to the relationship between
raevenues and bad debt. From 1988 to 1989, revenues Qecreased by 2.91 percent,
while net write—éffs increased by 1.03 percent.. From 1989 to 1990, revenues
increased by 10.84 percent, while net wfite-offs deéreaa;d by 17.91 percent.
Normalizing bad debt expense according to Staff;s method is appropriate'and the
better method in that it levels out the irregular pattern of bad debt expense.
Staff estimates a net write—-off for 1992, hased on its updates, of $28,000. This
indicates that Staff’'s method compensates for the unusual test year.

The Commission, therefore, determines that Staff's adjustment for bad

debt expense in the amount of $8,468 for water operaticns should be allowed.

(4) Rate Case Expense

MCWC and Staff agréed upon a rate case expense level of §132,235 to be
amortized over two years for an annual rate case expense level of $66,117.
Public Counsel has proposed an adiustment of $70,275 to reduce MCWC’s rate case
expense, also to be amortized over two years. Public Counsel con;ends that rate

case expenses are not extraordinary expenses which should be amortized, but are
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ordinary expenses controlled by management and should be included in a company’s
coat of service at a reasonable level calculated upon historical data. Public
Counsel ‘s racommendation is based upon a normalization of MCWC’s acﬁual rate case
expenditures for five of sgeven of its most recent general rate cases.
Platte County Intervenors contend that if the Commission finde that no increase
or a minimal increase is allowed, which would be an amount little more than the
rate case expense allowed, then no rate case expense should be allowed at all or,
alternatively, that a moratorium be placed on rate cases for a period of years.

The Commission is of the opinion that MCWC should be allowed the actual
rate case expense as agreed to between it and Staff. It is true that the rate
case expense in this case is considerably above the average of the previous
general rate cases on any determination. In fact, MCWC's agreed-upon actual rate
case expense is almost double Public Counsel’s normalized average of $67,449.
A very significant flaw in Public Counsel’'s proposal is that it did not utilize
any expenses from the current case té come up with this normalized level. Also,
problems exist in conaigeiing past rate cases to determiné what is a reasonable
rate case expense amount. Some cases are litigated and some are stipulated.
Also, cases vary in what issues are addressed and as to the number of data
requests. Also, expert witnesses and managerial studies utilized by a company
in litigation can significant;y add to the cost of a éeneral rate case. In
addition, all rate case expenses are subject to potential inflationary factors.
The Commission is in agreement with Public Counsel that the function of rate-
setting is to establish a level of expense that will most likely represent future
expenses. Public Counsel and Platte County Intervenors want to categorize this
case ae "a case that should not have been filed”. The Commission does not want
to put itself in the position of discouraging necessary rate cases by denying
rate caae.expense. This is a particularly treacherous area for the Commission

to be addressing in that the Commission cannot be viewed as having a dampening
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effect upon a regulatéd company’s statutory procedural righté to seek out a rate
increase when it believes the facts so juastify it. Disallowing prudently
incurred rate case expense can be viewed aé violating the comﬁany's procedural
rights. At the same time, if i£ was determined.by,clear and convincing evidence
that a rate case was f:ivolouﬁly filed, then the Commission would bg under a duty
to protect ratepayers from imprudently incﬁrred costs. The Commission cannot
find in this case clear and convincing evidence ﬁhat this current case is
frivolous and imprudently filed by MCWC. The COmmiéaion:nust, however, determine
that the rate case expense incurred is reasonable. Normalizihg rate case
expense, while it may appear to pe apprbpriate to level out fluctuations over a
historical period, also is tainted with the possibility of dampeﬁing a company’'s
full right to litigate to the extent it deems necessary. If a company in
litigating a rate case knew that it was limited to a normalized rate case
expense, it may possibly be adversely affected in its.approach to the case. In
other words, ;fter the normalized rate case expenée is incurred, a company may
be.preasured to settle wheﬁ it reéliy does not beiieve it should. Normalizaticn
of rate case expense may not be inappropriaté if a company were to agree to it.
There is a certain ongoing nature to rate case expernses that could make it
advantageous to a company to adopt. MCWC has not applied for normalization of
rate case expense. In the previous rape case, the same methodology that MCWC and
staff employ in this current case was accepted by the Commigsion. MCWC would
have been justified in this currénf case in believing that the same methodology
as to rate case expense that was allowed by the Commission in the previous case
would likewise be approved. It would not be fair to MCWC now, in gffect, to
penalize it by switching to a normalization,methodology +hat it neither wants nor
could have reascnably anticipated in litiéating the current case. Public
Counsel’s witness even poinﬁgd out that it may not be pursuing normalization of

rate case expense if, in fact, actual rate case expense in the current case was
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significantly below its norma}ized average expenge. This is not the critical
factor by any means. Public 6ounael believes that MCWC may receive some windfall
if it is allowed'thé agreed-upon rate case expense. First of all, since the
previous rate case’'s expense was significantly below the current .rate case’'s
expense, it can be argued that the previous case was not a good predictor of
future coste and that MCWC in fact lost unrecovered dollars on rata case expense
in the current case. Also, MCWC’'s actual rate éase expenditures in the current
case will apparently be more than the agreed-upon figure. Thea; are not dollars
that MCWC gets to keep, but are dollars actually paid out. The Commission
determines that there are many good réasons not to normalize rate case expense
for MCWC and to do so would, at this point, arbifrarily punish the Coméany for
pursuing the current case to its fullest legal right. Alsq, to normalize rate
case expense accprding to Public Counsel’s method would totally eliminate any
consideration of rate case expense for the test year that is the main time frame
on which MCWC’s revenue requirement is based.
| fﬁe coﬁmission ;ould offer a caveat for future cases that rate case
expense must be prudently incurr;d by a cémpany to be useful in determining a
reasonable level of rate case expense. To provide for the recovery of past rate
case expenge could constitute retroactive ratemaking, which ie prohibited. The
Commission‘s basic task is ﬁo determine whét expense levels will most likely
reflect future costs. The Commission is of the opinion that normalization of
rate case expense is usually inappropriate. However, if rate case ekpense
grossly exceeds normalized levels while at the same time achieving relatively
ingignificant rate case increases for a company, the COmmission'gQg;g determine
that those rate case expanses Qe?e imprudently ihcurred and order the share-
holdera to share ;n the expenses.
The Commission, thérefore, dgtermines that Public Counsel‘’s and

Platte County Intervenors’ adjustment for rate case expense should be disallowed.
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(5) Public Affairs and Retainers

The general rule is that advertising or promotional expenses of a
company should not be charged to ratepayers. As MCWC states, these expenses are
essentially corporate activities that are "image enhancing” and are expenses that
should be borne by the sharehoclders. Staff has made focur separate adjustments
in this area. Staff categorizes these adjustmente as essentially promotional and
advertising expenses. Staff's adjustments fall under two general subcategories:
public affairs expense and Corporate EVENTS. Under the subcategory of public
affairs expense, the sStaff made adjustments to MCWC's public affairs, dues and
subscriptions expense accounts in the amount of $13,886. The Staff also made an
adjustment to public affairs related accounts under the general heading of
"miscellanecus/other"” account in the amount of $3,582. Jnder the subcategory of
Corporate EVENTS, the Staff proposed a disallowance of the outéide public
relations consultant, Corporate EVENTS, retainer in the sym of $15,000 and a
disallowance of the direct expenses charged by cérporate EVENTS to MCWC in the
amount of $1,288. The total of Staff’'s adjustmeints 0n.these pﬁblic affairs
issues is $33,756. MCWC believes that it has supported its expenditures in this
area as "educational®” and not "image-building" corporate activities. MCWC also
believes these expenses should be allowed because they were not contested by
Staff in itas last rate case. Public Counsel believes there should be a total
$16,652 adjustment in this area for the same reasona i$taff proposes. Public
Counsel’s disallowance consists of $8,671 for promotional /institutional advertis=-
ing and $7,981, which is a disallowance of 29.12 percent of the retainer feesa
charged by Corporate EVENTS which it found to be for promotional purposes.

The Commission is of the opinion that Staff’s adjustments to MCWC'S
public affairs, dues and subscriptions expense accounts should be allowed. The
Commiseion has previousely set out five categories of advertisement: {1) general;

{2) safety; (3) promotional; (4) institutional; and (5) political. In regards
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to those categories, the Commisgion found it would never include the cost of
institutional or political ads, include the cost of promotional ads only to the
extent the utility can provide cost justification for the ads, and always include
the cost of general and safety ads. A review of the items listed on Schedule 2
of the direct testimony of Staff’s witness, Susette Cassidy, cle.arly shows MCWC's
expenditures fall under the category of institutional or promotional advertising.
A pampling of staff‘s disallowad entries‘iﬁclude holiday greeting ads, pencils,
T-shirts, fun cups, key holders, gift certificates, items purchased for parades
and pelitical events, auch as swaatshirtg, candy, dunk tank, and booth rental.
Staff also excludes a large number of entries entitled dues, donations and sub-
scriptiona. These types of expenditures are not necessary in the provision of
safe and adequate service aﬁd do not fall under the characterization of
"educational®. Public Counsel is more gane?ous with MCWC in this area than
Staff, but the Commission determines that Staff's analysis of these items is the
more exacting and will aéopf its adjustment over Public Counsel’s. Public
Counsel’s adjustments are largely included iﬁ staff's adjustments. Also, Staff’'s
adjustments as to "miscellaneous/other" should be allowed in that these items,
including flowers, cookbooks, Christmaé cards, and charges for congressional
dinners are also clearly under the categéries-of promotional/institutional
advertising.

The Commission is of the opinion that Public COuﬂsgl;s adjustment as
to the Corporate EVENTS retainer should be allowed. Corporate EVENTS serves as
a local public relations consultant for MCWC. in addition to Corporate EVENTS,
MCWC also receives services from the Dirgctor,of Public Affaifa employed by
Avatar Utilities, Inc. (AUIY. AUI .is the parent company of MCWC ﬁnd the salary
and related expenses of AUI;a Public Affairs ﬁepartmént are allocatea to each
subsidiary, including MCWC. staff has objected to the entire COréorate EVENTS

retainer for several reasons. Staff believes that the divigional manager's job
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description provides that the manager is responsible for instituting and carrying
out public relations in maintaining a positive image for MCWC. Therefore, staff
believes it ia not necesaafy to hire an outside consultant such as Corporate
EVENTS. Also, Staff believes that the Director of Public Affairs, with the
assistance of MCWC's managersa, should be pe?forming the wofk-néw charged MCWC by
Corporate EVENTS. Staff considers this to be an unnecessary redundancy. MCWC
says that just because the work produét of Corporate EVENTS and the Public
Affairs Director of AUI are ;imi;ar does not mean it is réduﬁdant. MCWC views
the work product as necessary and complementary. Staff’s witness, Ms. Cassidy,
testified that approximately 68 percent of the work pe?forméd by Corporate EVENTS
was spent on preparing brochufes, news releases, emplofee newsletters, the
continuing education program, seminars and National Water Week events. Staff
claesifies the remaini&g 32 percent of Corporate EVENTS' work product as 12 per-
' cent institutional/promotiocnal activities and 20 percent de#ling w;th the City
of Mexico Division customer relations problems. related to the last rate case,
which staff classifies as a nonrecurfing cost and not an ongoiﬂg expense.
Staff’s witness, Ms. Cassidy, also testified that approximately threé~fourths of
the time, the monthly nonbilled time as reported on the log did not reach the
level of hours proposed to be provided under the retainer.

The Commission believes that Public Counsel’s approach reaches the best
result. Public Counsel’s witness, John Tuck, determinecl from Corporate EVENTS’
client billing worksheets that 29.12 percent of its work product was promotional
or institutional in nature. This approach is iargely substantiated by Staff’s
independent audit. The Commission finds'it difficult tortotally disallow the
entire retainer paid.to Corporate EVENTS. -Even though a division manager may
have the duty of public relations withiﬂ the job description, it.would not
necessarily be his or her area of expertise and would only be there to eliminate

the need for another salaried person. Also, public relations and employee
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education could benefit possibly more from local assistance than a far-removed
public affairs director in the state of Floridé, as would be the case with AUI.
The complementary concept of MCWC seems appropriate. Obviously, the specific
activities of a public relations consultant such as Corporate EVENTS are of
critical concern in determining the appropr;atenesa of a retainexr. A specific
event or purpose charge on aﬁ hourly basis would seem more appropriate than a
retainer. The éommiasion, in this line of re&soniné, would support Staff’'s
disallowance of direct expenseﬁlof'COrporate'EVENTs charge to MCWC as being in
the nature of Lnstitutional/promoﬁionai activities.

The Commission, therefore, determines that Staff’s adjustment for

public affairs, dues and subscription expense ih the amount of $13,843 for water

operations and $43 for sewer operations should be allowed.

The Commission fﬁrther determinea that Staff’'s adjﬁstmant for
miscellanecus/other accounts under public affairs in fhe amﬁunt of $3,578 for
water operations and $4 for sewef operations shéuld be allowed.

The Commission further determines that Public COu;sei'q adjustment to
the Corporate EVENTS retainer in the amount of $7,981 for water operationa should
be allowed. |

The Commission further determines that Staff’s’ adjustment to the
Corporate EVENTS retainer above Public cOunselfB adjustment should be disallowed.

The Commission, finally, determines that Staff’s adjustment to the
Corporate EVENTS direct expenses in the aﬁount of $1,288 for water operations

should be allowed.

() Pension Expense
Pursuant to the Employee Retirement Income Sacurity Act (ERISA), MCWC
is required to make a minimum contribution annually. The minimum is computed by

MCWC’'s parent company, AUI‘s actuary using Aetna Benefits Consulting Actuarial
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Valuation Report to ensure contributions are sufficient to meet the obligations
as defined by the provisions of ERISA. Under ERISA, alsc, a maximum contribution
level is set 80 that employers are not allowed a tax deduction for exceésive con-
tributions to the pension plan. MCWC is propesing to include a level of pension
expense using the Financial Accounting Standarde Board iFAS 87 net periodic cost
ag recorded on MCWC’s books. MQWC contends that under FAS 87, MCWC is required
to record the net periodic pension cost as an expense in accordance with
Generally Accepted Accountin§ Principles (GAAP). MCWC then recorded the minimum
ERISA contribution as a liability and the differénce betwéeﬁ the minimum ERISA
contribution and FAS 87 was recorded as a deferred credit; Staff‘s adjustﬁent
represents the d;fference between the minimum ERISA contribution and Fas 87
recording, which is §7,028 for water operations and §18 for sewer operations.
Public Counsel has also recognized the minimum ERISA contribution as being the
prefaerable cost of service but has used a different time period than staff.
Staff recommends 35%,345 in pension expense attributable to MCWC’s 1992 minimum
contribution. Public Counsel recpmménds-$50,718 in pension expense -attributable
to the minimum amount MCWC is required to contribute to its pension trust for
plan year 1991 multiplied by its Operations and Mainternance rates.

'rhe- Commission determines that Staff’'s adjustment to pension expense
should be adopted..—ucwc contends that the net pefiodic pension cost represents
the most appropriate level of expense to include in MCWC's cost of service
because it matches the incurrence of the liability with the period incurred. The
Commission‘s decision in MCWC’e last rate case, Case Nos. WR-91-172 and
SR-91-174, did not find in MCWC's favor on the same issue. In that case the Com-
mission found in favor of Staff’s position to use a three-year average ERISA
minimum contribution as the appropriate expense level. The Commission determines
that the minimum ERISA contribution is still the appropriate basis fo? pension

expense if that is the minimum contribution by the Company. FAS 71 alleviates
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the inequities for the Company by allowing-fdr thé difference bgtwéen the minimum
ERISA contribution and the FAS 87 recorded amount to be treated as a "regulatory
asset” if the Company has probable assurance from the Commission that the differ-
ence can be recovered in a future-périod. The p;oper.vehicle'for such an assur-
ance is an accounting authority order. The Commission fully intends to allow
prudently incurred pension costs to be recovered in the future on a pay-aa-you-go
basis. Pensién cogts are leéitiﬁate, historically approved costs of-providing
service, and, absent any eviqence that they are excessive or imprudently
incurred, they may be recovered by MCWC on a pay-as-you-go basis. The Commission
believes it is probable that these pension costs booked under FAS 87 above the
minimum ERISA contribution, capitalized as a regulatory asset, will be recovered
in rates. To f£ind for MCWC on this issue would allow it more pénsién q#éense in
rates than MCWC would actually place in its external pension fund. As Pubiic
Counsel péinta out, there would have been no adverse tax consequeﬁces if MCWC had
contributed the full FAS 87 amount in 1991, because full tax dedﬁctibility would
still have been main;aiﬂed. Any inclgsion of costs at a higher level than MCWC’s
actual contribution would résultlin a distortion of the cost of service, because
MCWC would be recovering from ratepayers costs that it chose not to incur.

The Commission is of the opinion that Staff’'s allowance for the 1992
minimum ERISA contribution is preferable to Pub;ic Cocunsel’s choiée of the 1991
test yearlminimum ERISA contribution. Allowances are made for'updates to
expenses through June 30, 1992 that can be determined by the Commission to be
known and measurable. The Commission determines that minimum contributions for
1992 became known and measurable and that MCWC should be allowed the updated
expense. |

The Commission, therefore, determines that Staff’'s adjustment to
pension expense in the amount of $7,028 for water operations and 5187for sewer

operations should be allowed.
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The Commission further determines that Public Counsel’s adjustment
beyond 5taff‘s adjustment should be disallowed.

The Commission, finally, determines that MCWC can book the difference
between the ERISA contribution and the FAS 87 amount to Uniform System of

Accounts No. 186, Miscellaneous Deferred Debits, as a regulatory asset.

(7) Cash Worki Ca a

The Staff has proposed an adjustment to MCWC‘’s cash working capital
{CWC) in the amount of $30,885 and a reduction of $23#,880 from rate base for
Company'’'s treatment of major maintenance items as "unamcrtized deferred mainten-
ance” and a negative CWC requirement. MCWC is attempting to give these major
maintenance expenses equivalent rate base treatment by including them in the
CWC calculation with a lengthy expense lag, according to Staff. <Cash working
capital, or CWC, represents the amount of cash necessary for a company to fund
the payment of day-to-day expenses incurred to provide service to the ratepayers.
CWC is either.providad by the shareholders or the ratepayers. Thé investor
supplies CWC in those situations where the company spends cash for an expense
before the cash is provided by the ratepayer. Investors are compensated for the
CWC they provide by including those funds the company’s rate base. By earning
a return on their investment, the shareholders are therreby compenaatéd for the
CWC they provide. The ratepayers supply CWC in those situations where they pay
for services received from the company before the company pays for the costs
incurred to provide those services. Ratepayers are compensated for the CWC they
provide through a reduction to rate base by the amount of CWC they provide. A
lead/lag study is used to determine the amount of cash a utility must provide in
order to provide service to the ratepayer. A lead/lag study alsc determines who
supplies the cash. A negative CWC requirement indicates that the ratepayer has

provided the CWC in the aggregate during the test period. A positive CWC
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requirement indicates that the investor has provided the CWC in the aggregate
during the test period. Good cash management . practices consist of taking
meagsures to collect amounts due the company as quickly as possibie, while defer-
ring payment of amounta owed by the compaﬁy to the due date or statutory date of
payment. The Staff performed a lead/lag study focusing on the cash management
of MCWC. The Staff’'s study found a "billipg lag” of 7.3 calendar days. A *"bill-
ing lag” is the time period between tﬁe end of the last day 6f a service period
and the day the bill is placed'in the mail by the company. This resulted in
Staff's adjustment of $30,885 to CWC. The Staff’'s study.also found certain
"expense lags"®. An "expense lag" describes the amount of time between the
raceipt of goods or services by the company and the subsequent payment for those
goods and services. Staff made individual calculations of all expenses and when
totaled resulted in total net rateﬁayet-supplied funds, or a negative CWC require-
ment. Thia.meant that there was excees CWC supplied by the ratepayer over the
amount supplied by the shareholder. This CWC component was subtracted from rate
base to compensate the ratepayers for the uge of tﬁair funds. This result
coupled with Staff‘s treatment of the major maintenance expenses resulted in the
proposed reduction to rate base of $238,880.

MCWC believes that its billing lag of 7.3 caleﬁdar days is satisfac-
tory. MCWC says the meter processing and billing schedule utilized by it has been
developed in cooperation with all employees involved and takes into account
inclement weather, employee work load, equipment problems, processing time and
review procedures. MCWC says the schedule allows the double-checking of unusual
usages through rereading of the meter and eliminates the number of incorrect
bills, which are costly to the Company and aggravating to the customer. Staff
has proposed a 2.8 caiendar day billing lag as being in line with other utility
companies. Staff, alternatively, propoéea a 5.0 calendar day killing lag. MCWC

believes that the entire proceas employed by Staff in computing a negative cash
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working capital requirement adjustment is inconsistent and discriminatory because
it does not recognize the timing of expense recognition of certain costs such as
rate case exp;nse and major maintenance which are deferred, while at the same
time adjusting CWC for costs such as property taxes and interest costs. MCWC
also questions Staff’s calculation for the expense lag for cash vouchers,
claiming that the sample taken was improper because it included only vouchers
over $500. MCWC also questions Staff’s calculations of expense lag for vacationa
because they do not match the accounting treatment. MCWC says that Staff’s lag
would Be correct if MCWC accrued the liability and recorded expenses in the year
the vacation was earned. MCWC says that because it does not accrue the expense,
but rather records it when the vacation is taken and paid, the lag for vacations
should be identical with the regular payroll.

The COmﬁiasion is of the opinion that Staff’'s alternatiye recommenda-
tion as to the billing lag of 5.0 calendar days should ba adopted. Utilities of
various sizes were listed by Staff with a billing lag of 2.8 calendar days or
leas. MCWC’'s present billing iag is 7.3 calendar days or five business days.
Staff’'s 2.8 calendar day recommendation would équal two busineés days. In the
previous rate case for MCWC, Staff calculated the billing lag to be 10.0398 days
{presumed to be calendar days). Staff has stated that the 5.0 calendar day
billing lag approximates the maximum billing lag used recently for major
utilities, as well as the Staff’'s recommendation for MCWC in its previous two
rate cases. MCWC has stated many reasons why it believesa it is exercising good
management with its present billing lag. However, the facts are that it is at
the high end of all utility companies for billing lag levelé. MCWC should be
required to maintain billing lags in line with other utilities absent a showing
of an inability to do so. The Commission finds that MCWC has offered no major
reason why it cannot reach the average billing lag levels of other utilities.

Setting the billing lag at Staff’'s alternative recommendation rate of 5.0 calen-
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dar days compensates MCWC for the progress it has made and gives some recognition
to its argquments. The Commission, however, does believe that MCWC can approach
the Staff’s recommendation of 2.8 calendar days for billing lag in the future.

The Commission is of the opinion that Staff's adjustment as to the
so-called "unamortized deferred maintenance” which relates to major maintenance
expenses should be adopted. The Staff in recommending this treatment is being
consistent with the Commission’s precedents on this issue, which includes major
maintenance as part of allowable expense rather than giving it rate base treat-
ment. Major maintenance items, such as tank painting, are ongoing operation
expenses that must be paid when incurred. The Staff’'s treatment is neither a
deferral nor an amortization. Through the rate case normalization process, the
Company is provided a normal, ongoing level of this expense in rates. By includ-
ing those expenses in the CWC calculation with a lengthy expense, thq Company
essentially "back doors" these expenses into rate base. The Staff proposes a
=0= day revenue lag and expense.lag for CWC treatment for major maintenance.
This wou]:d give such an item no CWC effact and the Commission determines t:.hat to
be the proper treatment.

The Commission also ia of the opinion that Staff’s recommendation for
rate base reduction due to the negative CWC requirement should be adopted. The
Commission believes that Staff’s expense/lag study showed accurate results and
that the examination of all vouchers exceeding $500 was proper. Sampling is a
proper technique, but by reviewing all large dollar invoices a greater portion
of the total dellar value of all invoices would normally be reviewed. The Com-
mission also gives no effect to MCWC's argument that rate case expense was not
given CWC treatment. Rate case expense is not a rate base item, and only should
be reflected in éwc insofar as there was a lag between the Company’s incurring
the expenses and its payment to vendors (e.g., consultants and legal assistance).

The Commission also gives no effect to MCWC's argument that vacation expense was
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improperly treated by Staff. MCWC is on a cash basis instead of-an accrual basis
for accounting for vacation, and only records expense when vacation is taken and
paid. Whether or not MCWC records an accrued liability for vacation, it has
incurred the obligation to pay vacation expense as soon as it is earned by the
employees. The purpose of the lag is to show that while the Company does owe the
vacation pay to employees when it is earned (evenly throughout the year), the
Company does not actually pay the employees until the following year. Therefore,
the Company has the use of those funds for other purposes. Overall, the Commis-
sion has fully considered Staff’s expense/lag stucly and finds that the
calculations are correct and that the adjustments resulting to rate base are
appropriate.

The Commission, therefore, determines that Staff’'s alternative proposal
for a "billing lag" of 5.0 calendar days shouldAbe approved with the resulting
adjustment to revenue requirement as to water operations and as to sewer opera-
tiOns;

The CAmmisaion aleso determines that Staff'e position as to the treat-
ment of major maintenance expenses and its expense lag study findings should be

approved and result in a rate base reduction of $238,880 for water coperations and

$609 for sewer operaticns.

(8) Allocation of Parent Company Costs

The Staff hae made an adjustment to the management expenses paid to the
parent company by MCWC in the amount of $98,643 and to rate base on the same
issue in the amount of $97. In the previous water rate case, Case No. WR-91-172,
the Commission, in accepting Staff’s adjustments for these expenses, put MCWC on
notice that it would have to prove the benefit of its present corporate structure
and allocations of affiliated costs to the Company’s ratepayers. As a direct

result of that case, MCWC through its parent company, Avatar Utilities, Inc.
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(AUI), engaged Metzler and Associates (Métzler) to conduct a cost-effectiveness
and efficiency of services study of AUI and MCWC. The results of this study are
contained in a report titled "Affiliate Relationship and Organization Study"
(Metzler Study). Metzler found that the services provided by the various
affiliated companies to all of the various operating utilities of AUI were
reasonable and necessary, not redundant, and provided in a cost-effective manner.
The Staff contends that the Metzler Study should be discounted by the Commission
because of its lack of timeliness, authentication and critical review. Staff
also believes that the Metzler Study fails to meet its own cbjectives. The Staff
concludes that because of the failure of the Metzler Study, nothing has changed
since the last rate case and MCWC has failed to meet its burden of proof. The
Staff sought supporting documentation for the Metizler Study, but Metzler refused
to provide all of the worg papers to the Staff on the grounds of confidentiality.
These work papers were the subject of the subpoena duces tecum requested by the
Staff and issued by the Commission over MCWC'’s motionﬂto gquash, and that ulti-
mately was decided by the ﬁissouri Supreme Court in favor of the Commission’s
decision. Staff states, "After the court system alleviated the Company's impedi-
ments, the Staff determined the real reason fo; the Company’s tactics. The
subpoenaed workpapers provided minimal, if any, additicnal documentation for the
Metzler Study."” The ultimate concern of Staff is that MCWC’s customers are sub-
sidizing the costs of its parent company, AUI. The Staff has allowed MCWC to
recover in rates $132,270 in expenses from the parent company. As to the pro-
posed adjusted expenses, the Staff claims that there is a proliferation of
management which results in a redundancy of services with no proof of the reason-
ablenass of the price for the affiliate services.

MCWC is part of a multiple holding company structure with Avatar
Holdings, Inc (AHI) at the top. Although AHI does not have any employees of its

own, services are provided to the subasidiaries under its control through an
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asaignment of its ﬁanagement gervices agreement rights and obligations to Avatar
Properties, Inc. (API). API is a property develcpment subsidiary of AHI located
in Florida. API allocates expenses to Avatar Utilities, Inc. (AUI), which is a
utility holding company. The AHI services included the expenses of the following
API departments: Executive, Legal, Internal Audit, Corporate Tax, Accounting,
Financial Operaticns, and Qther. These costs are allocated to AUI based on the
percentage§ contained in the Management Services Agreement. The expenses of AHI
are then added to the management expenses from AUI. Services provided to MCWC
by AUI include management accounting, legal, risk management, engineering, human
resourceg, and public affairs. After deducting engineering and safety expenses
from the total since they are charged directly to the entity requesting service,
AUI amubtracts a 10 percent retention. The combined expenses are then allocated
to AUI's subsidiaries which include two utility companieé, a data processing
services company -- Avatar Utility Services, Inc. (AUSI), and Consolidated Water
Company (CWC), which ia a holdng company which includes five utility companies,
incl&ding MCWC, and an accounting regulatory service company, COnsolidéted'Water
Services, Inc. (CWSI). Accounting and rate case, data processing, and special
project engineering services are provided by CWSI, AUSI, and AUI, respectively,
and charged directly to MCWC.

The Commission is of the opinion that neither Staff nor MCWC has fully
proved their position. Simply put, each party’s position blows gaping holes in
the other party’s position. The positions are not reconcilable. Also, Staff is
somewhat vague as far as a dollar amount in that it arbitrarily chose percentages
of expenses to exclude. MCWC’'s position is equally vague in that there are
little, if any, time studies to support the Metzler Study findings that these
parent company expenses were justifiably charged to MCWC. Because of the

vagueness of the testimony the Commission must decide between two arguably arbi-

trary positions.
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The Metzler Study supported the theory that certain specialized
services can be provided more effectively and efficiently on a consolidated basis
rather than on an individual subsidiary company basis. One Metzler Study
analysis indicated that a total additional cost to Company, on a stand-alone
bagis, would be $540,600 tco $781,300 per year. Lee F. Burgess was the Metzler
partner who testified as to the Metzler Study. As stated in his testimony in
Exhipbit 25: "As a result, the Avatar structure combinee to deliver cost-
effective, nonduplicative services at tﬁree levels: the local water utility
level, the AUI service company level, and the AHI level. ... For MCWC to be a
stand-alone .uti.lity and provide the same level of service it now provides would
require that it increase its staffing levels and use of outside contractors and
consulting at a cost far greater that [sic] what it currently pays.”

Algo, the Metzler Report indicated that the cperation and maintenance

costs of AUI on a per~-customer basis are lower than those of industry compari-

aona, Consumer Utilities (Consumers) and American Water Works (American) and the
industry average as compiled from the National Association of Water Companies
{NAWC) financial and operating data for the year 1990. Also, the "customers per
employee™ for MCWC were significantly highe£ than Consumers, American and the
industry average. 'Alao, the Metzler Report further revealed that MCWC’'s water
utility operating and maintenance costs per customer and parent company’s charges
per customer have increased at rates below the rate of inflation since 1981.
Industry averages do nét create an industry standard of prudence, but can be used
for broad comparison.  Industry comparisons are not controlling evidence due to
the varying characteristics of individual companies. However, in the context
used here they would seem to add to the credibility of the Metzler Study.
Approximately 60 percent of Staff’s adjustment was related to the
removai‘of 100 percent of AHI management fees. Staff’s witness, Shirley Norman,

indicated that no clearly defined benefit to MCWC was cbserved. She said that
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MCWC did not provide tangible proof that MCWC needed the management overaight.
It was her opinion that the chief operating officer of MCWC could make the neces-
sary operating decisiona without outside help. A further reason was that AUI
provided administrative oversight to MCWC; and, therefore, the management
expenses of AHI provided yet another layer of unnecessary management. Staff
belie#ed that the only service provided by AHI which did not seem to be
duplicated elsewhere was the internal audit function, which was allowed by Staff
as an expense. Staff also disallowed legal fees and other professional fees
allocated to MCWC from AUI. Staff noted that MCWC also hired legal consultants
directly related to its own operations and that any direct benefit to MCWC was
not observed. Also, Staff believed that other consulting services could be pro-
vided in-house since they involved human reséurces and risk management, which are
services Airectly offered by AUI. Another expense adjustment item involved
employee pehsion and mirrored Staff's position on this issue, which the Commis-
sion has upheld herein. The other major adjustment item involved a 10 percent
retentioﬁ factor used by AUI. AUT recognizes that certain managemen£ tiﬁe and
resources are spent on nonutility business, but AUI has not done a comprehensive
study to prove what percentages should be allocated to the nonutility operations.
Staff also believes that there is a potential for some cross—-subsidization of
costs because income tax, human resources, legal, public affairs, and engineering
and safety concerns in the utility industry are also relevant to AHI's property
development business. As a result of these concerns, Staff increased AUI‘s
retention factor from MCWC's recommended 10 percent to 20 percent to compensate
the utility companies for advice and coordination performed on behalf of the
devélopment companies. Staff strongly recommends that MCWC's parent company and
other subsidiaries that charge expenses to MCWC be required to provide an
auditable time-keeping mechanism in the future. The result of this would allow

AUI and AHI to charge more of the costs directly to MCWC and also ensure that
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time spent on nonregulated entities would be charged to those entities rather
than to the regulated utilities.

As previously stated, the Commission is 1left, arguably, with
gsubstantial and competent evidence supporting both MCWC‘s and Staff’s positions
on the allocation of parent company cost issues. The Commission is of the
opinion that MCWC has met at least some of the burden imposed upon it in the
previous rate case to provide the Commission with a study supporting its parent
company expenses. However, the Commission determines that the Metzler Study is
basically a management-oriented study that is based largely upon professional
opinion. There does seem to be considerable duplication of management as Staff
contends. A more definitive time study could prove MCWC's position on these
expenses. Thua, the Commission is left with the dilemma of choosing one position
over the othe? or providing a separate compromise position. The Commission
determines that the most reasonable compromise is to allow 50 per?ent of staff’'s
adjustment on the parent company costs allocated to MCWC. The Commission is of
the bpinion that this approach gives the préper'weighting to each party’s
position and appropriately provides for reasonable expenseés properly chargeable
to MCWC by its parent company and its affiliates.

The Commission, therefore, determines that 50 percent of Staff’s
adjustment for parent company costs allocated to MCWC in the amount of $49,322

to water cperations and $49 to water operations rate base should be allowed.

(9) Excess Profit From Affiliated Transactions

The only affiliated company which chargee a profit margin to MCWC along
with actual expenses is AUSI. AUSI provides data processing and customer billing
services to MCWC. These costs are charged according to a contract price agreed
to by MCWC. The test year charges from AUSI to MCWC were $289,317. Although

AUSI does perform work for ncnaffiliated entities, over B2 percent of ita
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business is with the regulated subsidiaries of AUI. AUSI manages the business
for profit and, according to consolidated financial statements furnished by MCWC,
its return on equity was 86.46 percent for 1991. Stafl believed the return on
equity earned by AUSI in the test year was entirely too high, and, therefore,
limited it to the high end of the return on equity range recommended for MCWC by
the staff, 12.76 percent, which resulted in an adjustment of $53,915 to water
operations.

MCWC says that the efficacy of AUSI's pricing to affiliates is directly
and irrefutably shown by AUSI’s contract with Orange Osceola Utility Corporation
(0OU), an independent corporation which paid the same price for these computer
services as did MCWC. Also, MCWC says that the use of return on equity of a
utility company as a measure of preofitability for what is essentially a service
company, is inapprépriate.

The Commission is once again confronted with a dilemma where the
evidence on both sides of the issue is compelling but not totally convincing.
The Commission determinéa tﬁat to be consistent it will adopt the same method-
ology as it used in the previous allocation of parent company expenses and allow
50 percent of Staff’s adjustment. Staff’s contention that the AUSI-MCWC arrange-
ment is not an arm’s length transaction is properly noted. Staff‘s adjustment
mirrors the profit which would have been reflected in rates if the data process-
ing service had been provided by MCWC rather than AUSI. Staff’s contention
regarding the Public Utility Holding Company Act (PUHCA) is compelling. Gross
abuse of parent company structure and costs allocated to subsidiaries was a main
reason for PUHCA reforms passed by Congress. MCWC is not subject to PUHCA but
the same theory appliea. No affiliate should be allowed to charge excessive
returns to another, regulated entity with the expectation that those excessive
costs will be passed on to its customers. The problen i; that staff has not

offered definitive proof that these profits are as excesgive as they appear to
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be. This is the only parent affiliate of MCWC that charges a profit margin to
MCWC along with actual expenses. Supporting MCWC’s position that the profits of
AUSI are not excessive is the problem of AUSI‘s contract with OOU. The Metzler

Report states:

AUSI's contract with OOU is direct and irrefutable proof of

what a similar entity -- a water utility -- is reasonably

willing to pay for a commodity service. 00U is not an

affiliate of AUI and is charged the same rates as affiliated

companies such as MCWC. Further, this market validation is

strengthened by OOU’'s reported six-year search for an

alternative source for data processing services as well as

its higher-cost alternative to continue to provide these

services internally.

The Commission, therefore, detérminee that, since it cannot determine
whether these profits of AUSI are excessive, it must again compromise the
seemingly irreconcilable positions by disallowing half of the Staff's adjustment.
This may not be the meost accurate result that additional evidence could lead to,
but it reconciles positions that are compelling but appear to be mutually
exclusive.

The cOmmiéaion, therefore, dJdetermines that 50 bercent of sStaff’'s

adjustment for excesa profits from affiliated transactions with MCWC in the

amount of $26,958 to water operationg should be allowed.

10. Depreciation
All parties agreed to the depreciation schedules at the prehearing con-

ference and there are no contested issues.

The Commiamsion, therefore, determines that the depreciation schedules

agreed to should be implemented.
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11. Return on Equity

The overall rate of return for a company is established by estimating
its coat of common equity and combining it with its costs fog debt and preferred
stock. Staff and Public Counsel used the discounted cash flow (DCF) method for
estimating the cost of common equity. The purpose of the DCF analysis is to
estimate the return on equity necessary to attract investors to a company given
the future value of the stock based upon its projected price and expected
dividend per share. The DCF mcdel is a market-oriented approach that uses three
variables to determine a cost of equity of a company. Thése variables are the
expected dividend and the current stock price and growth factor. Under the
formula for the DCF, the returp on equity is obtained byldividing the expected
dividend by the current stock price and adding a growth factor. MCWC is not a
publicly traded company and information is difficult to obtain to apply the DCF
model. There are only a handful of publicly traded water companies in the
country, and they are significantly larger than MCWC.

- Staff and Public Counsel ﬁre in virtual agreement on the capital
structure, proper cost of long term debt and preferred stock, the amount of
short term debt in the MCWC capital structure, and the dividend yield. The only
conflict between Staff and Public Counsel is the sustalnable growth rate that
should be adopted for use in the DCF formula. Staff uses a growth rate of
5.79 percent based upon historical dividends per share. Utilizing the results
of the growth rate an& dividend yield analysis, the Staff then determined the DCF
cost of equity for seven comparable water compéniea. ?he Staff determined that
the summarized DCF cost of equity range for the seven comparable water companies
utilized to determine a fair and reasonable return on ecuity for MCWC lies in a
range from 11.63 percent to 12.62 percent with a midrange of 12.09 percent.
staff also récommends this same range be applied to the common equity of MCWC.

Public Counsel uses a growth rate range of 3.16 to 3.81 percent in its analysis.
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The low end of Public Counsel’'s sustainable growth rate range was calculated by
determininé the retention growth rate with an added component which reflects
external f#nancing. This is the so-called "plowback method"”. The high end of
Public COuLsel's sugtainable growth rate was calculated as the average of:
(1) Value Line's prqjected growth estimates in Earnings Per Share, Dividends Per
Share and q°ok Value Per Share; and (2) the projected sustainable growth rate of
(3.16 perc+nt).. The resulting DCF return on equity for MCWC recommended by
Public Counsel falls within a range of 10.03 percent to 10.69 percent. The
essential Fifference between Staff and Public Counsel lies in the type of
informatiop used to determine the sustainable growth rate. Staff used both
historicaliand projected data in its analysis while Public Counsel used only
projected Lrowth rate data in calculating its growth rate estimate.

?CWC has indicated that its position is that rate of return on common
equity wili be a "fallout number". Essentially, MCWC is request%ng that the Com-
mission lo?k solely at interest coverage ratios in determining return on equity.
MCWC expr;sseé an intent to access the bond market for $5 million of First
Mortgage Bonds in September 1993. MCWC's witness, Peter H. Kind, indicates that
a pretax E2.25 times coverage is the threshold minimum which a prospective
investor would require for an "A Rated" utility. MCWC, therefore, is requesting
the Commission to allow a rate of return sufficient to allow MCWC to achieve a
revenue réquirement of $413,421 regardless of any findings on the contested

issues tolensure its financial position in September 1993, in order to finance

the additional bonds necessary to congtruct the improvements it deems essential

for the system. The rate of return on equity then "falls out™ from the other
issues as [the final determinant of the revenue requirement of MCWC.
The Platte County Intervenors essentially support the position of

Public Counsel and strongly urge the Commission to "make a statement to the
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Company about the filing of unsubstantiated rate cases™ and allow the lowest
return on equity of 10.03 percent.

The Commission determines that Staff’s analysis is the most appropriate
method for deciding the proper rate of return on equity for MCWC. In expressly
ruling against MCWC, the Commission believes that interest coverage ratios should
be used only as a test of the reascnableness of a proposed return on equity, and
should not be used as the sole mechanism for determining a cost of equity figure.
Adopting an interest coverage ratio methodology would effectively allow the
Company to increase its revenue requirement each time it issued debt (via the
increased interest expense), incurred a reasonable expense, or incurred an
unreasonable expense. In essence, the regulatory process would be inconsegquen-
tial, as each time the Commission deemed an expense to be unreasonable in
providing safe and adequate service, the offset would be an increase to the
return on equity in order to maintain a constant pretax interest coverage. This
position is alsc consistent with the Commission’s determination in MCWC’s last
rate proceeding, Case Nos. WR-91-172 ahd SR—91—17i; The Commission does nof
believe that a company’s borrowing needs should dictate the revenue requirement.
Currently, the difference between "A" and "BBB" rated securities is 10-25 basis
points. These basis points represent the interest rate premium, under current
market conditions, that MCWC ratepayers could be required to pay if MCWC’'s pretax
interest coverage ratio is below 2.0 times. Based upon MCWC’s proposed
$5 million bond issue under market conditions, MCWC woulcl pay an extra $5,000 to
$12,500 in interest expense annually. This is hardly a difference that justifies
all abandonment of traditional methods for determining rate of return on equity.
The Commission, however, is not attempting to lower MCWC’s bond rating. In
gsetting revenue requirementa the Commission also considers interest coverage
ratios as a standard portion of cost of capital analyses. The Staff considered

4

interest coverage calculations in its analysis of a fair rate of return. Staff’s
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calculations show a asynopsis of pretax interest coverage being a ranée of
2.33x - 2.81x. Utilizing Staff's analysis the Commission determines that MCWC

would retain its "A" bond rating and demonstrate ample financial strength to

attract cagital going forward.

I
The Commission also determines that Staff’s methodology for the DCF

formula lslmore appropriate than Public Counsel’s. The Commission finds that
Public Counsel’s use of the "plowback" growth rate estimate is not appropriate
given the current water industry environment. Seventy-five percent of Public
Counsel‘s gLowth rate estimate is derived from a five company 1995-1997 projected
*plowback” growth estimate. This analysis does not embody historic growth rates
at all and fails to recognize the increased risks in the water industry. Public

Counsel’s analysis picks a point in the future and assumes that conditions

related to that specific date will continue forever. Staff’s analysis revolves

around a long term perspective that underlies thae cyclical nature of the economy,
the industqy, and MCWC. 1In particular, Staff’'s approach includes economic con-
i
ditions beéore aﬁﬁ after the énactment of the 1986 amendment to the Safe Drinking
Water Act.| By including long term historical growth rates as Staff has done, as
opposed to [Public Counsel’s projected growth rates, actual financial information
that has resulted from actual related business operations is included in the
analysis. |[By including this actual financial information which is derived during
different business and economic cycles, a proper risk-return relationship can be

established. Since the water industry is not widely followed by the investment

community,| any projected information is bound to be less reliable than the same
I .

informatioh provided by widely followed industries. Using historical dividends

éer share growth rates provides a better estimate of future growth in that they

are more spatistically conaistent than historical earnings per share data. Also
I

as far as investor expectations are concerned, without a proper and sustainable

growth rate estimate, the stock price used within the DCF formula framework is

| 2
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incorrect. If the stock price is incorrect, then the risks that investors

perceive are not captured.

The Commission for these reasons determines that Staff’'s rate of return
on equity range is the appropriate one to base its decision upon. In that
context the Commission further determines that the midrange of the 11.83 percent
to 12.62 percent should be adopted as the most just and reasonable rate of return
on equity.

The Commiasion, therefore, determines that Staff’'s position on rate of
return on equity should be adopted and that the’;;;;m;ﬁpr7priate and just and
reasonable rate of return on equity for MCWC is/12.09 pefcent.

rd

12. Rate Base

All parties agreed to the rate base at the prehearing conference except
for those issues herein discussed.

The Commission, therefore, determines that the MCWC’s rate base for
waterhoperations of 522,175,725‘and 558,506 for seweﬁ operations should be

adopted except for any adjustments herein explicitly made by the Commission

13. Overall Weighted Cost of Capital

The Commission adopts the capital structure used by Staff for MCWC as

follows with weighted costs:
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Percentage of Weighted
[ al Compenent Capital Rate cost
Common Stock Equity 42.53% 12.09%  5.142%
| Preferred stock 1.44% 5.88%  0.085%
Long Teim Debt 43.18% 9.18%  3.964%
Short Term Debt 12.85% 6.00% 0.771%

TOTAL 100.00% 9.961%

Thus, the [total overall weighted average cost of capital as determined by the

Commission to be applied to the rate baase as established in this case is

9.96 percent.

III. Rm:'_____ne_u.sa

‘TWwo years ago in Re: Misgouri Cities Water Company, 30 Mo. P.S.C.
(N.S8.) 363 {1990), the Commission approved the current uniform rate design
structura{ 1nc1uding two components for each rate element in each of MCWC's

[
five service dietricts. The first component of this structure is the so-called
I

"uniform éate", which is the same in all districts for a given rate element
(e.qg., th% monthly fixed service charge and the rate for the first block of water
consumptién). The second component, the so-called "equalization rate", varies
by distriét. The equalizaéion rate was set equal to the difference between an
individuai district rate and the uniform rate for each rate element. Customers

pay the sém of the uniform and equalization rates. 1In that case the Commission

|
stated:

iThe Commission has reviewed the evidence in this matter and
finds that the proposal to establish a system-wide rate for
'water service is reasonable. These tariffs would not make
;everyone‘s water bill the same. This proposal would only
Emake any future rate increases the same. That is, current
'differences in rates among the districts would remain the
| same but the increases would be spread equally among all
customers. The Commission finds also that the proposal to
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establish equalization rates to maintain the current differ-

entials between Company districts is also reasonable. The

Commission agrees with Public Counsel that the proposal will

allow Company to spread future increases in rates on a

system-wide basis while maintaining the current rate differ-

ential which will reduce rate shock in future cases and

limit crose-subsidization. Spreading the costs to all Com-

pany customers will alsc allow Company greater flexibility

in timing plant additions.

The Commission agrees with Public Counsel that the equaliza-

tion rates should stay in effect until some future date.

Even though an equalization rate might change because of

changed billing determinants the Commission finds that the

current rate differential should be maintained. This matter

can be reviewed in some future rate case.

In the first rate case after the uniform rate decision, Case
No. WR-91-172, certain parties urged the Commissicn to alter the rate design.
In rejecting the argument the Commission stated:

*"The Commission also finds that the proposal by Platte

County Intervenors to go immediately to system-wide average

rates, as depicted in figure 3, is premature. Over time,

the rate structure herein approved will conduce to a level-

ing of rates throughout the Company’'s five divisions."

In this second rate case, filed within two years after the Commission’s decision
in NMissouri Cities Water Company, the same parties again seek to relitigate the
rate design issue decided in that case.

MCWC has made no apgcific recommendation with respect to the rate
design previously approved by the Commission. The Staff’s position is that if
there is a change in the Company’s overall revenue requirement, the change should
be used to design rates accofding to the functibnal cost allocation method as
explained in its testimony. Also, Staff recommends that if there i= a change in
Company'’'s revenue requireﬁent, the current commodity equalization rates should
be eliminated. However, if there .is no change in the Company’'s overall revenue
requirement, Staff recommends that the rates stay at the level they are currently

set. Staff further fecommends, and MCWC and Public Counsel concur, that the

mathematical error in the Brunswick tariffs be recalculated using the method
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ordered in Missouri Cities Water Company. MCWC in its filing adjusted the
equalizatibn revenues for a transposition of usage between the first and second

block for ?he Brunawick Division and Staff agrees with the calculation. Public

Counsel opposes any elimination or phase-out of the equalization ratee as being
I

premature.; Intervenor, City of Warrensburg, opposes any phase-out or elimination

of the eqqalization rates. It is Warrensburg’s position that phasing out or

eliminatinF the equalization rates would result in additional rate increases for
[ -

custcmersiin Warrensburg for no reason other than to reduce rates in other
I

1 .
districts.. It states that the current use of uniform rates and equalization

rates results in each division bearing a share of expenditures as the Company

goes throdgh a rotation of major improvements in the divisions. Each division
avoids an |isolated larger increase and, instead, experiences periodic smaller
increases. Platte County Intervenors believe that the current rate design

diacriminétes unfairly between divisions which have had substantial capital
investmenéa since the date of the cost of service utilized to Jjustify the
equalization rate portion of the billing rate and those divisions which have not
had aubstdntial capital investments. It believes that the current methodology,
in addition to discrimination, sets rates without regard to current costs and,
ultimatel¥, will lead to inappropriate patterns of consumption. Platte County
Inte:veno}s recommend that there be immediate adoption of full uniform rates and
the elimination of the equalization rates.

|
iThe Commission determines that it should maintain the course it set

upon in |[the "uniform rate design caee", MNissouri Cities Water Company.

Maintaining the current level of equalization revenues mitigates interdivision
1
1
cross-subéidies. A complete movement to company-wide uniform rates would cause
sevare chss-subsidization.batween divisions, since the rates varied considerably

from division to division prior to Miasocuri Citieg Water Company. The current

rate design ia, above all, a delicate balance between the desire to allow the
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implementation of rate increases uniformly and the desire te limit cross«gsubsidi-
zation. The uniform rate component allows all future rate increases to be
implemented uniformly, thus relieving rate shock to any particular division
experiencing large capital improvements. The equalization rate components
preserve the rate differentials between divisions. Any reduction in the
differentials between divisions will result in correspondi.ng cross-subsidization.
The equalization rate components should not be phased out at least until MCWC
completes a full cycle of capit;l improvements. Platte County Intervenors
perceive inequities because the capital improvements recognized in the last rate
cagse were predomipantly in the Warrensburg and St. Charles divisions.
"Inequities” perceived in this fashion are temporary. MCWC made it clear at the
hearing in this case that the other divisions will receive similar large invest-
ments in the near future. Any “inequity" rgduced through the elimination of
egqualization rates would be countefed by unjhstifiable rate increases to other
customers. All customers deserve to benefit equally from the carefully designed
balance of the cﬁrrent rate design before it is modifiecl. Platte County Inter-
venors might argque that they are being unfairly treated at this time, but, as
they say, "the worm will turn™ when planned additions are made in their division
and other divisions help pay for them through the uniform rates. If the
Commission alters the starting‘point ;et in Nissouri Cities Water Company in an
effort to adjust for what appears to be cross—-aubsidization in the eyes of one
party at this instant, it will result in an unraveling qf all equitable and
impartial aspects of the inteﬁded uniform rate design system. Substantial rate
changes would occur in addition to revenue requirement changes if equalization
rates are eliminated. Publie Counsel’s calculations indicate the resulting

effect would be as follows:
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Divigsion "Percentage Change"

Brunswick -36.8%
Mexico -18.0%
Platte County - 6.5%
Warreneburg +20.9%
St. Charles + 4.0%

The ultimate effect would clearly be "rate shock" for the Warrensburg Division.
The Commiseion is basically .of the opinion that it is far too early to
congemplate reducing equalization revenues since MCWC has not completed its first
*building éycle“ since the implementation of uniform rates barély a year ago in
Cagse No. WR-91-172. The Commission is also of the opinion that the mathematical
transpositional error in the calculation relating to the current rates for the
Brunswick Division should be corrected.

The Commission, therefore, determines that the position of Public
Counsel and the City of Warrensburg should be adopted and that the equalization
rates for eﬁch diviaiﬁn of MCWC should be majintained as set out in Nissouri
Cities Water Company with MCWC being allowed to file its proposed rate increases
at the uniform rate only.

The Commission, therefore, determines that MCWC’'s, Staff's and
Platte County Intervenors’ position, that the equalization be either "phased out”
or eliminated or altered in any way, is disallowed.

The Commission further determines that the position of MCWC and Staff
and concurred in by Public Counsel, to allow for é rate design which corrects the
transpoeitional error between the first an& second blocks of the Brunswick

Division, should be allowed.
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1V. Accounting Recommendations
A. Lease Cost/Benefit Analysis

In conjunction with the Staff'’'s proposed adjustment regarding MCWC's

leased vehicles, the Staff is requesting that the Commission order the Company
to develop and perform a lease cost/benefit analysis. The Staff belisves MCWC
should perform such an analysis as a normal internal requirement before renewing
or entering into any new lease agreements. The Staff further proposes that the
Commission order MCWC to follow established Generally Accepted BAccounting
Principles (GAAP) provisions contained in Financ;al Accounting Standard No. 13,
"Accounting for Leases®”. The Staff estimates that there would be a reduction in
future costs incurred as a direct result of following these recommendations.
MCWC does not believe that the proposal is appropriate. It states that there is
no way to value the benefits of the numerous services and operational benefits
"derived from the present leasing company, the ability to buy and sell vehicles
at a price comparable to such a large leasing company, and the additional labor
costs for administration that need to Be considered. MCW( states that due to the
number of vehicles and equipment involved,l all with different age lives, differ-
ent values and different uses, a simple mathematical calculation does not show
whether a leasing or purchase decision is beneficial.

The COﬁmission is of the opinion that the staff’s proposed accounting
recommendation that a lease cost/benefit analysis be concluded before MCWC enters
into any leasing arrangement should not be required. This issue has previously
been decided in favor of MCWC. the Commission therein has determined that MCWC
is acting prudently in leasing veﬁicles as opposed to purchasing the vehicles.
The Commission is of the opinion that such an analysis would require a signifi-
cant investment in.laﬁor just to perform the necessary comparison shopping to
determine the "purchase price” and the analysis of the publications available to

determine the original cost and depreciated cost. In effect, the Commission
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finds no obvious abuse in MCWC leasing its vehicles as opposed to purchasing
them. To require an expensive analysis by MCWC of its leasing practices would
not be conaistent with the Commimssion’'as findings on the issue herein. The Com-
mission, however, reserves the right to examine the Company’'s future leasing
expenses to determine that those expenses are in fact prudently incurred. Also,
the Commission is of the opinion that MCWC should comply with GAAP requirements
as to provisions accounting for leasing.

The Commission, therefore, determines that the Staff’s accounting
recommendation as to a lease cost/benefit analysis should be disapproved.

The Commission further determines that the Staff’'s accounting recom-
mendation that MCWC follow GAAP provisions contained in Financial Accounting

Standard No. 13, "Accounting for Leases”, should be approved.

B. Preparation of Maintenance Werk Orders

The Staff recommends that the Commission order MCWC to develop and
utilize a mainéenance work order system for individual projects thgt have-a
probable cost in excess of $1,000. Staff believes that maintenance work orders
are appropriate for documenting work performed on Company facilities. Staff
believes that such records will provide reasonable documentation of material
Operations and Maintenance (O&M) expenses. Staff recommends a maintenance work
order form which would identify particular Company facilities on which physical
work was performed. The Staff envisions that the form would set ocut a descrip-
tion of the problem, the location of the work, and a summary of the maintenance
costs, including indirect chargés as are necessgary. Staff believes that such a
program would allow MCWC to better evaluate Company operations and provide_
information to Staff in determining proper ratemaking treatment for these types
of items. MCWC is oppcsed to the Staff recommendations as being unnecessary,

inappropriate for its system and too costly to implement. MCWC believes that
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such a program would require a substantial increase in labor, supervision, and
the creation of expensive accounting records in the form of software. MCWC
believes that a maintenance work order system is more justified on a large
stand-alone system and that it already currently tracks on a monthly basis
projects that have abnormal costs.

The Commission is of the opinion that Staff‘s recommendation as to
maintenance work orders should be approved. Staff has determined that O&M
expense had increased several hundred thousand dollars in the test year over the
previous year. The Commission is of the opinion that Staff’s requirements wauld
not be significantly costly to MCWC. Any additional bookkeeping costs will be
outweighed by the benefits derived from the program. 'The Commission suggests
that MCWC implement a system using a format similar to the form provided in
Schedule 4 of William Meyer'’s direct testimony. Also, as suggested by Staff, the
program should be implemented only for projects with a probable cost in excess
of §i,000. The Commission is of the opinion that Staff’s suggested program is
reasonable and should be implemented along the iines sﬁggested by staff and not

according to the expensive software system project suggested by MCWC.

C. Racording Plant Additions and Retirements

staff and MCWC have agreed that the Company will keep the Accounting
Staff advised by semiannual written information of the Company’s progress in
computerizing the plant accounting system. Computerization of these records will

allow MCWC to more easily close plant additions on a quarterly basis.

Conclusions of Law

The Missouri Public Seérvice Commission hae arrived at the following

conclusions of law.
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Company is a public utility subiect to the jurisdiction of the
COmmiésion pursuant to Chapters 386 and 393, R.5.Mo., 1986, as amended. Company’s
tariffs herein were suspended pursuant to authority vested in the Commiseion by
Section 393.150, R.S.Mo. 1986, which places upon Company the burden of proof to
show that the proposed increase in rates is just and reasonable.

Pursuant to Section 536.060, R.S.Mo. 1986, the Commission may approve
a stipulation and agreement c¢oncluded between parties to any issues in a
contested case. The Commission has determined that the agreements among the
parties as to the issues of security depeosits, recording plant additicns and
retirements accounting recommendations, and all items not specifically mentiocned
in the Hearing Memorandum which were settled at the prehearing conference, are
reasonable and, therefore, should be approved.

The Commission’s ruling in favor of Staff on the Company‘s Motion To
quash upon the Staff’'s request for a subpoena duces tecum was atffirmed by the
Missouri Supreme Court on Octcber 9, 1992, State ex rel. Missouri Cities Water
Co. v. Missouri Public Service ébunﬁssion, No. 75301.

The Commission set out the five categories of advertisement:
{l1) general, (2) safety, (3) promotional, {4) institutional, and (5) politiecal,
for determining proper expenditures in considering revenue regquirement in
In Re: Kansas City Power & Light Company (KCPL), 28 Mo. P.S.C. (N.S.) 228,
75 P.U.R. 4th 1 (1986). The Commission in that case determined tha; a utility’'s
revenue requirement should: (1) always include the cost of general and safety
ads; (2) never include the cost of institutional or political ads; -and
{3) include the cost of promotional ads only to the extent that the utility can
provide cost justification for the ads.

The Commission has previously ruled that dues, donations and subscrip-
tions should not be included in a company’'s cost of service, State ex rel.

Laclede Gas Company v. PSC, 600 S.W.2d 222, 229 (Mo. App. 1980).
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The Commission has previously ruled that charitable contributions
should not be ;ncluded in a company‘’s cost of service, Re: St. Louis County Water
Company. 29 Mo. P.S.C. (N.S.) 425, 94 P.U.R.4th 96, 107 (1988).

The Commisaion haarpreviously used an average of uncollectibles to
establish a level of expense when thére apéears to be little or no pattern to the
fluctuation, Re: Union Blectric, 25 Mo. P.S.C. (N.S.) 194.

The Commission has previously determined that industry averiages do not
create an industry standard of prudence. Re: Union Electric Company,
27 Mo. P.S.C. (N.S.) 183; Re: Kansas C;ty Power and Light, 28 Mo. P.S.C.
(N.S.) 228.

The Commission has previously found in ﬁissouri Cities Water Company,
Case Nos. WR-91-172 and SR-91-174, that for ratemaking purposes, the Company’s
pension expense should be based upon the minimum ERISA contributions.

FAS 71 provides that a company can place the difference.between the
minimum ERISA contribution and the FAS 87 amount in a "requlatory asset" or
'regulatéry liability" account if the eompany has a probable assurance ffom its
commission that the difference can be recovered in a future period.

The Commission must also determine what is a just and reasonable return
on equity for the Company. In so doing, the Commission ultimately relies on
Federal Power Commission v. Hope Natural Gas (Co., 320 U.S. 591, 602,
64 S. Ct. 281, 287, 88 L. Ed. 333 (1945), wherein the U.S. Supreme Court said:
"It is not theory but the impact of the rate order which counts. If the total
- effect of the rate order cannot be said to be unjust and unreasonable, judicial
inquiry ... is at an end. The fact thag the method employed to reach that result
may contain infirmities is not then important.” The Commission has also stated
in the Company’s last rate case, In Re: Missouri Cities Water Company, Case
Nos. WR-91-172 and SR-91-174: "Thie Commission cannot, as suggested by the Com-

pany, use interest coverages to arrive at Company’s revenue requirement.”
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The Commission has previously approved and found faif and reasonable
the current uniform rate design structure, including two components for each rate
element in each of Company’s five service districts in Re: Missouri Cities Water
Company, 30 Mo. P.S.C. (N.S.) 363.

Based upon the Commission’s findings in this case, the Commission
concludes that 3just and reasonable revised tariffs should be filed by MCWC
designed to lncrease its total revenues exclusive of gross receipts and sales tax
by $93,741 or 1.02 percent on an annual basis as to water operationa and §1,797

or 5.0 percent on an annual basis as to sewer operations.

IT IS THEREFORE ORDERED:

1. That pursuant to the findings and conclusions of law in this
Report And Order, the proposed tariffs filed by giasouri Cities Water Company in
this case are hereby disapproved; and that Missouri Cities Water Company be

authorized hereby to £file in lieu thereof, for the approval of the Commission,

b
»

tariffs designea to increase gross revenues, exclusive of gross receipts and
gales tax, by thé amount of $93,741 as to water operations and $1,797 as to sewer
operations on an annual basis over the current revenues.

2. That the tariffs to be filed pursuant to this Report And Order
shall become effective for service on and after January 21, 1993.

3. That the stipulations and agreements concluded among the parties
as to the isaues of security deposits, recording plant additions and retirements
accounting recommendations, and all items not specifically mentioned in the Hear-
ing Memorandum, being Exhibit 1, which were settled at the prehearing conference,
are hereby approved.

4. That late~filed Exhibit 53, dated December 31, 1992, which was a

requast by Examiner Graham for completion of hypothetical revenue regquirement
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scenarios and the responses thereto by-the parties, be hereby received into
evidence.

5. That any cumulative balance of the St. Charles County Water
Department Renovation and Replacement Fund in excess of Three Hundred Thousand
Dellars ($300,000) for any future test year shall reduce the rate base of
Missouri Cities Water Company dollar for dollar, unless Missouri Cities Water
Company can prove to the Commission’s satisfaction the necessity for the
additional accumulation in excess of $300,000.

6. That Missouri Cities Water Company shall be-hereby authorized to
book the difference between the Employee Retirement Income Security Act
contribution and the Pinancial Accounting Standard No. 87 amount to Uniform
System of Accounts No. 186, entitled "Miscellaneous Deferred Debits", as a
regulatory asset.

7. That the rate design correction of the transpositional error

between the first and second blocks of the Brunswick Division is hereby author-

ized.

8. That Missouri Cities Water Company shall follow Generally Accepted
Accounting Principles provisions as contained Financial Accounting Standard
No. 13, "Accounting for Leases".

9. That Missouri Cities Water Company shall implement a system as
herein specified as to maintenance work orders for projects with a probable cost
in excess of One Thousand Dollars ($1,000).

10. That any objections not heretofore ruled upon be overruled hereby,

and any outstanding motions be hereby denied.
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11. That this Report And Order shall become effective on the 21st day

of January, 1993.

(S EAL)

McClure, Chm., Rauch, Perkins and
Kincheloe, CC., concur and certify
compliance with the provisiona of
Section 536.080, R.S.Mo. 1986.
Mueller C., absent.

Dated at Jefferson City, Missouri,
on this 8th day of January, 1993.
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BY THE COMMISSION

Rret Stunt

Brent Stewart
Executive Secretary




