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Background

On September 4, 2003, Missouri-American Water Company (MAWC) and Warren County Water & Sewer Company (WCWS) (collectively, the Joint Applicants) filed a Joint Application and Motion for Expedited Treatment (Application) with the Commission.  By the Application, the Joint Applicants are seeking Commission approval of the sale of WCWS's water and sewer utility assets to MAWC, and requesting approval of certain special conditions.

Staff's investigation

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

The Staff's investigation into the Application included a review of the Application and the supporting documentation, a review of needed system improvements and a review of whether other potential buyers of WCWS's assets continue to exist.  Information regarding each of these areas of review is set out below.  Additionally, information regarding the status of MAWC's and WCWS's assessment payment histories and annual report filing histories are set out below.

The Application

In addition to the general authority sought in the Application (approval of the asset sale) and the request for expedited treatment, MAWC is also seeking special considerations on two matters.  First, MAWC is seeking an order/agreement approving a rate moratorium regarding the rates currently charged by WCWS, based upon certain assumptions and conditions.  Second, MAWC is seeking an order/agreement that the assets that are the subject of the application will be valued for ratemaking purposes at the purchase price contained in the contract for sale executed by the Joint Applicants.

Regarding the rate moratorium, MAWC is requesting approval for the rates existing at the time of the asset purchase to remain in effect until the operation of law date associated with MAWC's next general rate filing after May 1, 2004.  Also, MAWC requests approval of a condition that neither it, nor the Commission Staff, nor the Office of the Public Counsel may file a general rate increase case or a general rate decrease case before May 1, 2004 to change the WCWS rates, unless a significant, unusual event that has a major impact on the operation of the subject systems occurs.

Regarding the ratemaking treatment to be accorded the assets that are the subject of the Application, MAWC is specifically asking that the purchase price for the assets be recognized as the value of the assets for ratemaking purposes.  As discussed further in the following section, the purchase price is far in excess of WCWS's ratemaking rate base.

WCWS's Rate Base

Because of the special ratemaking treatment requested by MAWC with regard to the ratemaking value of the assets being purchased, the Staff conducted an investigation into WCWS's rate base.  This investigation included a review of information gathered by the Staff in rate audits conducted pursuant to WCWS's two most recent small company rate increase requests (neither of which resulted in changes to WCWS's customer rates), as well as a review of the assets that MAWC would purchase from WCWS, its owners and its affiliates, if the Commission approves the Application.  The Staff conducted its review of the assets that MAWC would be purchasing to ensure that all such assets were properly accounted for in the above-referenced Staff rate audits.

Based upon the above-referenced reviews, the Staff's position regarding WCWS's rate base, for ratemaking purposes, is that the rate base is at maximum approximately $50,000, which is substantially less than the purchase price set forth in the Joint Applicants' contract for sale.

The major contributing factor to the Staff's position regarding WCWS's ratemaking rate base is that much of the plant that WCWS uses to provide its water and sewer services is plant that was originally installed by the development company that developed the main part of WCWS's service area (a development known as Incline Village), and which was conveyed to a water utility and a sewer utility that were formed by the developer for the purposes of ownership and operation.  Recovery of this plant investment was subsequently realized through the sale of lots and/or homes in the development.  As a result, this plant is considered contributed plant and has no current value for ratemaking purposes, which is also the approach taken with regard to this plant when the rates were set for the original utility companies.  Other problems in this regard are that the development company went bankrupt, and that the developer's utility companies' assets were subject to a sale forced by Warren County for past due property taxes and were obtained by the owner of WCWS.  As a result of these two situations, there are essentially no good historical records regarding the cost of the facilities that the development company originally installed.

A second contributing factor to the Staff's position regarding WCWS's ratemaking rate base is that its records are essentially non-auditable, in that it is virtually impossible to track many of its and its affiliates' transactions to determine whether expenditures made are for items that would normally be included in rate base.

In essence, the ratemaking rate base that the Staff believes is appropriate consists of the verifiable improvements that have been made to the water and sewer systems since the time that WCWS's owner acquired the systems, but also includes some miscellaneous property such as office furniture, computer equipment and a vehicle.  Even though MAWC would be purchasing a great deal of utility plant that is used to provide service to customers, that plant has no value for ratemaking purposes.

NEEDED SYSTEM IMPROVEMENTS

In previous cases before the Commission, it has been determined that additional water storage facilities need to be added to WCWS's system.  Additionally, it is well documented that upgrades to WCWS's wastewater treatment facilities are needed.  In fact, development in WCWS's service area is currently at a standstill because of insufficient capacity in the wastewater treatment facilities.  Clearly, any purchaser of WCWS's water and sewer systems must be ready and willing to undertake the necessary system improvements, including the construction of additional water storage facilities and capacity upgrades to the wastewater treatment plants, with the improvements to completed as quickly as possible after the purchase is finalized.

OTHER POTENTIAL Buyers

As a part of its investigation into the Application, and as a result of its knowledge of the bidding process regarding the proposed sale of WCWS's assets, the Staff sought to find out if any of the other entities that submitted bids for the purchase of WCWS's water and sewer systems are still actively interested in purchasing those systems.  Specifically, the Staff is aware that St. Charles County Public Water Supply District No. 2 (District) had submitted a bid to WCWS, and the Staff recently inquired of District personnel as to whether the District is still interested in purchasing the systems.  Based upon conversations with the manager of the District, the Staff found that the District is, in fact, still interested in purchasing WCWS's systems, if the sale to MAWC does not happen.  Additionally, the Staff has found that the District's customer rates are nearly the same as WCWS's customer rates, and thus believes that a sale to the District would not have a negative impact on WCWS's customers.  Also, the District manager stated to the Staff that the District already has plans to make necessary improvements to the water and sewer systems, including construction of a much needed water storage tank and upgrades to the wastewater treatment plants.  The Staff is also aware that the District's customer rates are set on district-wide basis, and thus that the system improvements would not be borne solely by WCWS's customer base, but would be absorbed by the District's entire customer base.

Assessments and Annual Reports

In accordance with established practice regarding the submission of Staff recommendations to the Commission, the Staff has reviewed the status of the Joint Applicants' assessment payments and annual report filings.  In this regard, the Staff reviewed electronic information maintained by the Commission's Internal Accounting Department and Data Center, and information in the Commission's Electronic Filing and Information System.  The assessment information reviewed covers fiscal years (FY) 1996 through 2004, and the annual report information reviewed covers calendar years (CY) 1997 through 2002.  Based on its review of this information, the Staff notes the following.

MAWC has no delinquent assessments for fiscal years 1996 thru 2003 and is also current on its payments for its FY2004 assessment (it is making quarterly payments).  Likewise, MAWC does not have any past due annual reports.

WCWS has delinquent assessments for fiscal years 2000, 2002 & 2003, and has made no payments towards its FY2004 assessment.  WCWS's total assessment delinquencies amount to approximately $15,965.  Also, WCWS has not filed its annual reports for calendar years 1998, 1999, 2001 & 2002.

Staff's conclusions

Based on its investigation into the subject Application and its general knowledge regarding WCWS's operations and current situation, it is clear to the Staff that the sale of WCWS's water and sewer systems would be in the best interest of its customers and the area in general.

Regarding the proposed sale of WCWS's systems to MAWC, the Staff is of the opinion that the sale would generally be beneficial and does not generally oppose a sale to MAWC.  However, the Staff does have serious concerns regarding MAWC's request for recognition of the purchase price as rate base in the determination of customer rates.  The Staff does not, however, oppose MAWC's request for a rate moratorium, provided that it is clear that WCWS's rates will be subject to review in the context of MAWC's next general rate case that it files subsequent to May 1, 2004 for all of its operating districts.

Regarding the matter of the purchase price being recognized as rate base for ratemaking purposes, the Staff opposes this request for two main reasons, both of which have been mentioned previously.  First, many of the facilities that would be purchased by MAWC were installed as developer contributions and thus do not have a value for ratemaking purposes based on historical precedents regarding such facilities.  WCWS's current customer rates do not include recovery of a return of, or return on, these contributed facilities, and the Staff does not believe it would be appropriate for this situation to change in the future simply because there is a new Commission-regulated owner.  Second, the purchase price set out in the contract for sale is far in excess of WCWS's existing ratemaking rate base.  Approval of MAWC's request for rate base recognition of the purchase price would thus be approval of the recovery of an acquisition premium, which would not be consistent with historical Commission actions regarding this matter.  While the Staff certainly agrees that the sale of WCWS's water and sewer systems is necessary, the Staff does not believe that WCWS's current situation necessitates or justifies the recovery of an acquisition premium by a Commission-regulated utility.  Additionally, because of the magnitude of the acquisition premium in this situation, the Staff believes that recovery of the acquisition premium by a Commission-regulated utility could result in rates that would be detrimental to the ratepayers in WCWS's service area.  Lastly, the Staff does not believe the Commission should feel compelled to approve MAWC's ratemaking treatment request, since there is another capable potential purchaser (the District) that is ready and willing to buy the assets of WCWS and make the necessary system improvements.

Regarding the system improvements that are needed in WCWS's water and sewer systems, the Staff believes that the purchase of those systems should be conditioned upon the receipt of a commitment from the purchaser to complete the improvements, with the improvements to be made as quickly as possible after the purchase is finalized.

Regarding WCWS's delinquent assessments, the Staff believes that approval of the sale of WCWS's assets should also be conditioned upon the payment of those delinquent assessments by WCWS from the proceeds of the sale.

Staff's recommendations

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

1.
Approves the Application consistent with the WHEREFORE clause of the Application, and consistent with the remaining Staff recommendations set out below;

2.
Denies MAWC's request for special ratemaking treatment as set forth in Paragraph 16 of the Application;

3.
Approves the rate moratorium requested in Paragraph 13 of the Application, but with the condition that determination of the cost of providing service to WCWS's service area will be considered as a part of the next general rate case filing that MAWC makes after May 1, 2004;

4.
Conditions the approval of the sale of WCWS's assets on the payment of WCWS's past due assessments by WCWS from the proceeds of the sale; and

5.
Conditions the approval of the purchase of WCWS's assets by MAWC upon the receipt of a commitment from MAWC for completing the necessary system improvements as quickly as possible after the purchase is finalized.
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