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SUBJECT:
Staff Recommendation Regarding the Applications Seeking Permission, Approval, and Certificates of Convenience and Necessity for Highway H Utilities, Inc. to Provide Water and Sewer Service in a Described Area in Pulaski County, Missouri.
DATE:

August 16, 2004

Background

On May 20, 2004 (unless noted otherwise, all dates herein refer to the year 2004), Highway H Utilities, Inc. (Company) filed Applications with the Commission, seeking Certificates of Convenience and Necessity (Certificates) to provide water and sewer service in Pulaski County to a new development to be known as Northern Heights Subdivision.

On May 27, the Commission issued its Order Consolidating Cases, making WA-2004-0588 the lead case in which all filings for both cases would be filed.

Also on May 27, the Commission issued its Order Directing Notice and Setting Date for Submission of Intervention Requests, requiring that notice of the Applications be sent to legislators, county officials and media serving the affected area.  The Order set June 16 as the deadline for interested parties to file intervention requests.  No parties submitted any applications to intervene in either case.

On June 18, the Commission issued its Order Directing Staff to Indicate When it Can File a Recommendation, setting July 2 as the date by which the Staff was to so indicate.  On June 24, the Staff submitted its Response to Order Directing Staff to Indicate When it Can File a Recommendation, stating that it could file its recommendation on or before August 16.

Subsequently, on June 29, the Commission issued its Order Directing Staff to File a Recommendation, in which it directed the Staff to file its recommendation no later than 
August 16.

Staff's investigation

As noted at the beginning of this Memorandum, Staff members from the Accounting and Water & Sewer Departments, and the General Counsel's Office participated in the Staff’s investigation of the Applications.  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.  Jim Merciel 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 this Memorandum, which was prepared by Dale Johansen.

Items reviewed during the Staff’s investigation of the subject Applications included the Company's overall plans for providing the proposed services in the requested service area.  Additionally, the Staff analyzed the Company's ability to meet the "Tartan Energy Criteria", as slightly modified by the Staff, which are the criteria historically used by the Commission in evaluating service area certificate applications.  The Tartan Energy Criteria, with criterion (1) modified by the Staff, are set out below.

(1) Is there a need for the proposed service, and is there a need for the applicant to provide the proposed service?

(2) Is the Company qualified to provide the proposed service?

(3) Does the Company have the financial ability to provide the proposed service?

(4) Is the Company's proposal economically feasible?

(5) Does the Company's proposal promote the public interest?

In addition to the above-referenced reviews and analysis, the Staff also performed its own cost-of-service analysis and rate calculations for the new systems, which will be discussed in more detail later in this Memorandum, and also conducted a review of the status of the Company's payment of its Commission assessments and the submission of its Commission's annual reports.

BACKGROUND OF THE COMPANY

The Company is an existing regulated water and sewer utility, having started business as a water utility as authorized by the Commission in Case No. WA-90-26 to serve a subdivision known as Southside.  The Company subsequently obtained certificates in Case No. WA-91-127 to provide both water and sewer service to a subdivision known as High Point, and in Case No. WA-91-128 to provide water service to a subdivision known as Hunters Point, which is adjacent to Southside.  All of the existing service areas, and the proposed new service area, are within a few miles of each other in Pulaski County near Waynesville and St. Robert.  The Company presently has approximately 410 water customers and 67 sewer customers.  Mr. Jerry Laughlin, who is a developer and businessman in the area, owns the Company.

The Applications AND STAFF’s REVIEWs

The Company, whose owner is also the subdivision developer, expects 117 residential water and sewer customers to be connected within four (4) years of operation.  For ratemaking purposes, the Staff has assumed that the Company will acquire one-half of those, or 59 residential customers in the first two years of operation, plus continued growth of water customers in its existing Southside/Hunters Point area (“the two-year level”).  The Staff has also estimated a two-year expense level that is based on the Company’s most recent annual report and the Staff’s estimates.  The customer level and the Staff’s estimated expenses are shown on Attachment 1.

WATER SYSTEM AND WATER RATES (Case No. WA-2004-0588)

The service area will be served by a 1,000 foot deep groundwater well with a 150 gallon per minute (gpm) pump, a 5,000 gallon pressure tank, and 4 inch and 3 inch water mains.  As was done for the Company’s existing systems, the distribution mains, necessary easements and the well-site property will be contributed to the utility by the developer.  The Company’s presently booked investment, or rate base, consists of water meters and installations.  Since most of the capital cost is born by the developer, and the Company’s rate base is inherently related to customers actually connected, in the Staff’s opinion the utility is protected from financial instability even if the certificated area does not develop as rapidly as projected.  The Staff believes that, according to information in the Company’s annual report and the Staff’s estimates, the Company may be over earning with regard to water service (while under earning with regard to sewer service) and the Staff’s two-year projection shows this trend to continue.  Although a full rate case audit may reveal better information with regard to the Company’s actual expenses, the Staff believes that water service to the proposed service area is feasible, and it is appropriate to use existing rates and rules that are in effect for the Company’s nearby existing service areas.

SEWER SYSTEM AND SEWER RATES (Case No. SA-2004-0589)

The service area will be served by small diameter gravity sewers, which carry septic tank effluent from each customer’s premises, with treatment utilizing a manufactured media bed recirculating filter treatment system.  As was done for the Company in its existing sewer service area, sewer pipelines and the treatment facility will be contributed to the utility by the developer.

Since the developer will contribute plant, in the Staff’s opinion the utility is protected from financial instability, even if the certificated area does not develop as rapidly as projected.  As a condition of service, each customer will need to install a septic tank effluent pump unit.  The Company plans to require utilization of a particular brand pump unit, and in so doing will be in a position to keep parts available for customers’ use.  This is a different type of sewer system than the Company’s existing system, and will require modified tariff rules to address customers’ need to construct and maintain the pump units.  A draft of proposed tariff rules is included as Attachment 2.  The Staff believes that rules similar to this draft are necessary and reasonable, based on discussions with the Company with regard to its plan to provide sewer service and that the Company will need to file the rules and additional definitions pertaining to the pump units after the Commission issues an order approving the proposed service area.  The Staff believes that, according to information in the Company’s annual report and the Staff’s estimates, the Company may be under earning with regard to sewer service (while over earning with regard to water service, as noted above) and the Staff’s two-year projection shows this trend to continue.  As stated above, although a full rate case audit may reveal better information with regard to the Company’s actual expenses, the Staff believes that sewer service to the proposed service area is feasible, and it is appropriate to use existing rates and rules that are in effect for the Company’s nearby existing service area.

Staff’s Findings & Conclusions

In addition to funding the Company's capital investment, the owners, as the developer of the subdivision, may need to subsidize the Company's operations by advancing “out-of-pocket” expenses such as employee salaries, utilities and other fees until customers are connected during the first year of operation of the proposed service area.  However, the size of the Company’s existing customer base minimizes this risk.

After the Commission grants a certificate for water and sewer service, the Company will need to file tariff sheets in its existing water and sewer tariffs to include the new service area, as well as the above-mentioned modifications to its rules to address the sewer pump units.  The Staff will assist the Company with this task.  After the tariff sheets are filed, the Staff will submit a recommendation regarding the tariff filings.

In addition to the above, in reviewing the Company’s financial records and annual report in the context of this case, it appears that there may be some bookkeeping errors or omissions.  Specifically, not all utility plant-in-service appears in the annual report.  The Staff does not consider this to be a deficiency that is detrimental to this case; however, the Staff does believe these deficiencies should be corrected if and when the Company files a rate case, and the Staff further believes the Company should be required to properly book all future plant, including that contemplated in these two current cases.

Lastly, the Staff notes that the Company has no deficiencies with regard to the payment of its Commission assessments or the submission of its Commission annual reports.  The annual report submission review covers calendar years 1997 thru 2003, and the assessment payment review covers fiscal years 2000 thru 2005.

Responses to Staff’s Proposals

The Staff agrees with the Company’s proposal to use existing rates for the proposed service area, and has communicated with the Company about the Staff's position regarding new sewer rules, and bookkeeping issues.  However, the Staff has not yet been able to share its final proposals, as set forth in this Memorandum, with the Company or the Office of the Public Counsel (OPC).

Staff's conclusions

The Staff is of the opinion that the Company's proposals, with the modification of additional sewer rules, are reasonable.  There is a need for water and sewer service, in that it is required for the new subdivision.  The Staff believes the Company has the necessary technical, managerial and financial capacities, in part because a contract operator from the Lake of the Ozarks area currently operates the existing facilities. Additionally, the owners of the Company are established property developers in the vicinity and have experience in the design and development of water and sewer systems for several subdivisions in the area.  The systems will be financed by the subdivision development venture.  Additionally, the Company, under its original ownership, has approximately fourteen (years) experience in operating regulated water and sewer utility systems.

The Tartan Energy Criteria

As noted previously, the Staff analyzed the Company's ability to meet the Tartan Energy Criteria, as slightly modified by the Staff, as has historically been done in evaluating service area certificate applications.  The Staff's conclusions regarding this matter are set out below.

Is there a need for the proposed services, and is there a need for the Company to provide the proposed services?  There is a need for water service in the Northern Heights subdivision in that it is a new development, and a central sewer system is needed in order to satisfy state and local regulations related to new subdivision development. There are no other available utilities at present to provide the service.  The Staff thus believes there is a need for the Company to be the entity providing the proposed services to the new area.

Is the Company qualified to provide the proposed service?  The Staff believes that the owners of the Company have demonstrated technical and managerial ability to develop and operate both water and sewer systems, in that the owners are established property developers in the area.  The owners have experience in the design and construction of water and sewer systems for several other subdivisions and have contracted with certified operators to run the systems, and the Company is an established utility providing service in the area.

Does the Company have the financial ability to provide the proposed services?  The utility systems will be financed by the subdivision development venture.  The Staff believes that the Company has the financial capability through bank financing and its owners' funding support to successfully move forward with its proposals, and will be able to generate sufficient cash flow to meet the necessary expenses.
Is the Company's proposal economically feasible?  The Staff, having evaluated estimated expenses, rates and charges, etc. some of which are based on the Company’s reported actual expenses, believes the proposals for both the water and sewer systems within the requested area are economically feasible.  As is common, however, for new proposed service areas for any utility, the feasibility is dependent upon customers actually connecting to the system, albeit the Staff believes that the Company’s current customer base alleviates this concern to a great degree.

Does the Company's proposal promote the public interest?  The Staff believes the Company's proposals promote the public interest because central water and sewer systems are desirable for a good living environment for the involved residents, and because the other Tartan Energy Criteria have been met.

Staff's recommendations

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

1) Approves a Certificate of Convenience and Necessity for Highway H Utilities, Inc. to provide water service in the service area described in the water Application;

2) Approves a Certificate of Convenience and Necessity for Highway H Utilities, Inc. to provide sewer service in the service area described in the sewer Application;

3) Requires the Company to submit water tariff sheets that depict the new service area, and a modified index sheet reflecting the new sheets;

4) Requires the Company to submit sewer tariff sheets that depict the new service area, requires that each customer install and maintain a septic tank effluent pump unit with language similar to that included in Attachment 2 and includes new definitions appropriate to the septic tank pump units, and a modified index sheet reflecting the new sheets;

5) Requires the Company to properly book all new utility plant placed into service, whether contributed or not;

6) Recognizes that nothing in this Memorandum, or in any order issued by the Commission in this case, shall bind the Commission on any ratemaking issue in any future rate proceeding.

However, since the Company and the OPC have not yet had the opportunity to review the Staff's proposal in its entirety, the Staff is also recommending at this time that the Commission delay any action on the Applications until such time that the Staff can further inform the Commission of whether the Staff, the Company and the OPC have reached an agreement on this matter.  Also, after the Company submits the necessary tariff sheets, the Staff will submit an additional recommendation regarding approval of those tariff sheets.
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