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Staff Recommendation Regarding Joint Application Requesting Authority for Missouri-American Water Company to Acquire Certain Assets of Cedar Hill Utility Company, Inc.

DATE:

May 5, 2004

Background

On January 5, 2004 (unless otherwise noted, all dates herein refer to the year 2004), Cedar Hill Utility Company, Inc. (Cedar Hill) and Missouri-American Water Company (MAWC) filed a Joint Application seeking authority from the Missouri Public Service Commission (Commission) for MAWC to purchase the sewer system assets of Cedar Hill.  Also on January 5, MAWC filed a Motion for Protective Order in which it requested that the Commission issue its standard protective order for use in this case.  On January 6, the Commission issued an order granting that motion.  On January 15, counsel for MAWC and Cedar Hill filed the contract for the sale of Cedar Hill's sewer system assets to MAWC under the provisions of the protective order.

Cedar Hill currently provides sewer service to 687 customers in Cedar Hill, which is located in Jefferson County, Missouri.  MAWC currently serves approximately 445,000 water customers in St. Louis County, St. Charles, St. Joseph, Joplin, Jefferson City, Warrensburg, Mexico, Parkville, Riverside and Platte County.  MAWC also provides sewer service to approximately 100 customers in Parkville, Missouri.

The Commission established MAWC’s current rates as part of a recent general rate case,
Case No. WR-2003-0500.  The Commission established Cedar Hill’s current rates as part of a 1994 small company rate increase request procedure, with the rates becoming effective
January 1, 1995.  As part of a stipulation and agreement reached in Cedar Hill's 1994 small company rate increase request, and a related financing case (Case No. SF-94-33), Cedar Hill agreed to write-off its plant-in-service balance and depreciation reserve balance in order to set rate base to zero effective January 1, 1994.

Staff's Investigation and Findings

As noted at the beginning of this Memorandum, Staff members from the Commission's Auditing and Water & Sewer Departments and the General Counsel's Office participated in the Staff's investigation of the Joint Application that is the subject of this case.  All Staff participants, as well as their up-line supervisors, were provided the opportunity to review this Memorandum prior to it being filed.  John Cassidy of the Auditing Department created the initial draft of this Memorandum and comments received from the reviewers were incorporated therein for creation of this final version of the Memorandum, which was prepared by Dale Johansen of the Water & Sewer Department.

Staff's investigation of the Application included a review of the subject Application and attachments, a review of Cedar Hill's annual reports and tap-on fee reports produced since January 1, 1994, a review of Cedar Hill's income statements for calendar years 2001, 2002 and 2003, and a review of MAWC's projected income statement and schedule of planned capital improvements for the Cedar Hill system.

As part of the agreement to purchase Cedar Hill, MAWC proposes to utilize the rates, rules and regulations and tariffs currently on file with and approved by the Commission for Cedar Hill, and will continue to operate under those rates, rules and regulations until such time as they may be modified.  The following table summarizes Cedar Hill’s current rates and customer numbers.

	Customer Class
	Monthly Rate
	Customers

	Single family residence
	$18.00
	505

	Mobile home located inside mobile home park
	$16.20
	94

	Multiple family residence, per unit
	$14.40
	26

	Commercial minimum

(includes first 6,000 gallons)
	$18.00
	62

	Commercial commodity
	$2.12/1,000 gal

over 6,000 gallons
	


The Staff's review of Cedar Hill's annual reports and tap-on fee reports produced since 1994 revealed that Cedar Hill has a current rate base value of approximately $13,310.  If the proposed asset sale is approved, the Staff will use this rate base level as the starting point for the value on MAWC’s books and records in any future rate proceeding.  Attachment 1 to this Memorandum contains the workpapers that support the Staff's calculated rate base value.  However, MAWC and Cedar Hill have agreed to a proposed sale price that significantly exceeds this rate base value, and MAWC has proposed to amortize the resulting acquisition premium over 40 years.  Consistent with long-standing policy, the Staff notes that it opposes recovery of this acquisition premium by MAWC, since such recovery would result in the applicable standard for approval of the proposed asset sale not being met in this case.

During its investigation of the Joint Application, the Staff also discovered an unusual contractual situation between Cedar Hill and one of its customers, Northwest High School (Northwest).  On April 25, 1997, Cedar Hill and Northwest entered into a contract that allowed Northwest to join the Cedar Hill sewer system.  The contract required Northwest to contribute to Cedar Hill the estimated cost of constructing the additional capacity needed at Cedar Hill’s existing Sand Creek wastewater treatment facility to provide service to Northwest.  Of the total contribution, approximately 60% was retained by Cedar Hill as a connection/capacity expansion fee, with this amount being deposited into an interest bearing money market fund pending construction of the plant expansion.  The remaining portion of the contribution represented funds that were eligible for refund to Northwest in the event that other non-restricted customers connected to the system, with the refund clause expiring in April 2004.  The Staff has determined that three non-restricted customers joined the Cedar Hill system during the refund period and paid tap-on fees, and that Northwest is thus eligible to receive refunds from Cedar Hill representing the amount of tap-on fees that were paid by these three customers.  The Staff has also determined that Cedar Hill has spent some of the contributed funds for preliminary design work related to the future expansion of the capacity of the Sand Creek wastewater treatment plant.  MAWC has indicated that some of this design work will be used in any future expansion of the treatment facility.  The contract also required Northwest to contribute an additional amount of money to Cedar Hill to install a lift station and force main in order to serve Northwest.  This project was fully completed and the contributed funds were actually spent by Cedar Hill.

The asset purchase agreement entered into by MAWC and Cedar Hill specifically excludes the contribution collected by Cedar Hill in conjunction with the April 25, 1997 contract with Northwest.  However, the Staff has recently been notified that the asset purchase agreement will be modified to include the transfer of the balance of the money market fund in which the original contribution was deposited.  Regardless of whether these funds are transferred as part of the sale, it is the Staff’s position that an amount equal to the balance in the subject money market fund must be booked by MAWC as a contribution-in-aid-of-construction (CIAC) to offset any monies spent on future expansion of the Sand Creek treatment facility.  (MAWC has indicated that it plans to spend approximately twice the amount of money that is currently in the referenced money market fund on the expansion of the Sand Creek facility during 2004-2005.)  The Staff believes it is appropriate and imperative to offset this expansion with the funds contributed by Northwest, and the earnings thereon, to prevent Cedar Hill customers from paying for plant upgrades twice.  It is also the Staff's position that as a condition of approval of the Joint Application Cedar Hill must commit to refund to Northwest the amount of refunds to which Northwest is contractually entitled to receive.

The Auditing Staff's review of Cedar Hill’s income statements for calendar years 2001, 2002 and 2003 revealed that Cedar Hill reported overall net losses for each of these years.  However, the Staff's review of MAWC’s projected income statement for the Cedar Hill system revealed that MAWC expects to realize an annual net profit from the system, even though that income statement includes an expense for a 40-year amortization of the acquisition premium that exists in this situation.  The Staff did not, however, conduct an overall earnings review related to the Cedar Hill system, since MAWC has plans to provide significant additional capital investment in the system over the next few years.  As a result, the Staff is not proposing any adjustments to Cedar Hill’s rates as a condition of approval for the purchase of the system by MAWC.  (The cost of service for the Cedar Hill system will be fully reviewed as a part of MAWC's next general rate increase request.)

In addition to the above, the Staff notes that neither Cedar Hill nor MAWC have any overdue Commission annual reports or assessment fees.  Also, neither company has any other matters pending before the Commission at this time that would affect the instant case.
Staff's Conclusions and Recommendations

It is the Staff's position that MAWC is well suited to acquire Cedar Hill's sewer utility assets.  MAWC has substantial experience, resources and financial backing to meet the daily operational needs, as well as the future capital requirements, of the Cedar Hill system.  However, the Staff believes that MAWC's acquisition of Cedar Hill's assets must meet the conditions outlined below in order for the acquisition to not be detrimental to the public interest.  Assuming that the Commission finds that these conditions are reasonable, the Staff recommends that the Commission issue an order approving the Joint Application in this case.

· MAWC must record on its books and records an amount of CIAC equal to the balance in Cedar Hill's escrow account related to Northwest's contribution for the expansion of the Sand Creek wastewater treatment plant, when MAWC completes the plant expansion.

· Cedar Hill must refund to Northwest High School the monies to which it is contractually entitled to receive before the asset transfer actually takes place.

· MAWC must record the rate base value calculated by the Staff, as detailed on Attachment 1, on its books and records and use this rate base amount as the starting point for all future capital additions.

· Cedar Hill's customers must not experience a change in their current billing arrangement other than the fact that the name appearing on the bill will change to MAWC.  Additionally, MAWC must continue billing Cedar Hill's customers under the provisions of Cedar Hill's current Commission approved tariff until MAWC's next general rate case is resolved.

· MAWC must include the Cedar Hill system as part of its next general rate case filing.

· Cedar Hill must provide all preliminary design work that has been completed for the future Sand Creek expansion to MAWC as part of the asset transfer.

· MAWC must not be allowed recovery of the acquisition premium that will result from its purchase of Cedar Hill's assets.
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