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Background

On November 25, 2002, TBJ Sewer System, Inc. (“Company”) filed an Application with the Commission requesting that it be granted a Certificate of Convenience and Necessity (“Certificate”) for an area in an unincorporated area in Franklin County, MO near Villa Ridge.  As noted in the Application, the requested service area is adjacent to the Company's existing service area.

On December 23, 2002, the Commission issued its Order and Notice regarding the Company’s Application.  The Order and Notice directed the Commission’s Data Center and Public Information Office to send out their standard public notices regarding the Application and also established a deadline of January 22, 2003 for interested parties to submit requests to intervene in the case.  No requests to intervene in the case were submitted to the Commission.

The Commission's Order and Notice also directed the Staff to file its recommendation, or a status report regarding when the Staff would file its recommendation, with the subject filing to be made on or before February 21, 2003.  On February 20, 2003, the Staff filed a Status Report advising the Commission that it intended to file its recommendation in this case on or before March 21, 2003.  The Staff subsequently requested three extensions of time for filing this recommendation, all of which were granted by the Commission.

Staff’s Investigation

As noted at the beginning of this Memorandum, Staff members from the Accounting and Water & Sewer Departments participated in the Staff’s review of the subject Application.  All Staff participants, as well as their up-line supervisors, were provided the opportunity to review this Memorandum prior to it being filed.  James Merciel 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.

Items reviewed during the Staff’s investigation of the subject Application included the Company’s overall plans for providing the proposed service in the requested service area, and the appropriateness of applying the Company's existing customer rates and existing depreciation rates to the two new systems, as proposed by the Company.  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 created its own cost-of-service analysis and performed its own rate calculations for each of the new systems, which will be discussed in more detail later in this Memorandum.

The Company

The Commission originally certificated the Company in Case No. SA-97-441.  The Company had constructed its existing sewer system for the purpose of providing service to a combination church/school and some pre-existing residences.  The Company currently serves 16 residential customers and the church/school, which is the equivalent of 12 residential customers, utilizing a treatment facility with a capacity of 23,000 gallons per day.

The Staff's experience in dealing with the Company with respect to its existing operation has been favorable, and the Staff believes that the Company has demonstrated adequate technical and managerial abilities with regard to its provision of service in its existing service area.  Additionally, the Staff believes that the Company's ability to obtain financing for its existing operations and the initial financial commitment related to the construction of the facilities needed to serve the proposed service area are evidence of the Company's financial abilities.

THE COMPANY'S PROPOSAL
As noted previously, the proposed expanded service area is adjacent to the Company’s existing service area.  Though identified as a single service area expansion, the requested service area has potential customers located in two distinct areas within it.
  One of these areas is known as the Oak Hollow subdivision, which is a new development proposed by the owner of the Company as the developer of the subdivision.  In this area there is a potential of forty-two (42) residential customers, including a few existing residents who are not a part of the new development.  The other area is referred to by the Company as the Bourbeuse River area, in which the Company indicates there is a potential of providing service to thirty-four (34) existing residents.  The Company estimates that it will take about three (3) years for the Oak Hollow area to develop, and also about three (3) years to construct sewers and connect customers in the Bourbeuse River area.

The Company proposes that its existing rate of $21.02 per month be applicable to all residential customers in both its existing and proposed expanded service area.  The Company proposes to construct two additional treatment facilities with a capacity of 23,000 gallons per day each, one for the Oak Hollow area and one for the Bourbeuse River area.  As noted previously, the Company's existing treatment facility has a capacity of 23,000 gallons per day.

As was done for its existing service area, the Company proposes to fund the construction of the treatment plant facilities with its funds, with the construction of the collecting sewer pipelines to be funded through developer contributions and/or customer connection fees.  The Company’s existing Contribution-in-Aid-of-Construction (CIAC) charge, which is paid by customers when they connect to the existing sewer system and is intended to pay for or at least offset the cost of the collection system, is $1,000.  However, while the Application in this case was under review, the Staff and the Company determined that the CIAC charges should be different for each of the two new areas within the proposed expanded service area, as discussed below.  Additionally, it should be noted that the Staff is interested in verifying the actual cost of constructing the collecting sewers, after construction is complete or is at least well under way, to be sure that the proposed CIAC charges are appropriate.

The Bourbeuse River Area: Collecting sewers in the Bourbeuse River area are similar to the collecting sewers in the Company’s existing area in that they will be funded by the Company originally, but will ultimately be paid by customers through a CIAC charge that will be paid by each customer connecting to this sewer system.  Based upon the discussions between the Company and the Staff, the CIAC charge for the Bourbeuse River area is proposed to be $3,900 per customer.  This charge is based upon the estimated cost of constructing the collecting sewers and the number of customers that could eventually connect to the system as it is now planned.  Since the Company is funding this construction cost, and since this would be a rather significant expense to most potential customers, the Staff expressed a concern to the Company that it should not undertake construction in this area unless it is assured that at least twenty-four (24) of the thirty-four (34) potential customers will connect to the system (this represents the customers that the Company expected to connect to the system during its first two years of operation).  Also, in an effort to encourage customers to connect to the system in this area, the Staff believes the Company should consider offering to finance the CIAC charge over several years at the same interest rate as its bank loan.

The Oak Hollow Area: Since the Oak Hollow subdivision is a new development, construction of the collecting sewers in the subdivision be funded by the subdivision developed and the sewers will then be contributed to the Company by the developer.  Additionally, easements for the collecting sewers will be dedicated to the Company by the developer, and the developer will also provide the land upon which the treatment plant will be built to the Company.  It is also proposed that the few existing residents that are located adjacent to this area and may connect to this system, but that are not located within the development, will pay a CIAC charge of $2,200, which will be refunded to the developer.  While the Staff believes that this amount may be somewhat less than the actual cost per lot, the developer is satisfied with this amount.

The Company plans to finance this entire expansion with a bank loan of 6% interest, with a flexible payback arrangement.  However, it is the Staff's understanding that the owner of the Company will have to personally guarantee the loan, in addition to the Company's assets being pledged against the loan.
  Based upon current information, the Staff believes that sufficient revenue will become available through the depreciation expenses and rate of return built into rates, and the collection of CIAC funds, so that the loan can be repaid – so long as a reasonable number of customers connect to the two new systems within the next three (3) years.

As the facilities that will be built to serve the two new areas are similar to the Company's existing facilities, the Company did not propose any changes to its existing depreciation rates nor did it propose the addition of any new depreciation rates.

Staff’s Findings & Conclusions

Cost-of-Service and Rate Design

As noted previously, the Staff has created its own cost-of-service analysis and performed its own rate calculations for each of the new systems.  Perhaps the most important aspect of this effort is that the Staff looked at each system separately, rather than evaluating the two new systems and the existing system on a combined basis.  The reason the Staff undertook this effort was to determine whether there were potentially significant cost and/or rate differentials between the systems, which would lead to the conclusion that rates should at least initially be set separately for each system.  The Staff's work papers related to this effort are attached to this Memorandum as Attachments 1 and 2.  Attachment 1 is the Staff's cost-of-service analysis and rate design calculations for the Bourbeuse River area.  Attachment 2 is the Staff's cost-of-service analysis and rate design calculations for the Oak Hollow area.

An additional important aspect of the above-referenced effort is that the Staff has used different approaches to its cost-of-service analysis and rate design calculations than have historically been done in service area certificate cases.  Most importantly in that regard is that the Staff has used different assumptions as to the number of customers and related costs that are the basis for its calculations.

Historically, the "year 3" projections for costs and customers numbers have been used to set initial rates in certificate cases.  In this instance, however, the Staff has used numbers different than that, with the reason for that being that "year 3" numbers are seldom, if ever, realized within the formative years of new systems, which often times results in significant rates increases in such systems just a few years down the road.

For the Bourbeuse River area, the Staff has used projected customer numbers and related costs that coincide with the "year 2" customer projections, which is the minimum number of customers that the Staff believes should commit to connecting to this system prior to this project being done.  For the Oak Hollow area, the Staff has used projected customer numbers and related costs that are equivalent to 50% of the total projections for that system.  In both instances, the Staff believes these assumptions will result in more realistic initial rates, when such rates are reviewed in future years for adjustment.  Significant also, is that the Staff does not believe the initial rates for these systems should change until the customer numbers used in the evaluations are realized, except for unforeseen circumstances.

Based upon the above-referenced cost-of-service analysis and rate design calculations, as are shown in Attachments 1 & 2, the Staff has concluded that applying the Company's existing rate to the new systems would not be appropriate.  Rather, the Staff believes that separate rates based upon its calculations should be set for the new 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 service, and is there a need for the Company to provide the proposed service?  There is a need for service in the Bourbeuse River area in that residents have failing septic systems, and a central sewer system would be a benefit to the area.  The need for service in Oak Hollow also exists 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.

Regarding the matter of whether there is a need for the Company to be the entity providing service to these two new areas, while there are other alternatives available, the Staff does not view it as likely that those alternatives would come to fruition due to various difficulties involved with such alternatives.
  And, even if they were to happen, they would certainly not happen as quickly as if the Company goes forward with its proposals.  As a result, the Staff believes there is a need for the Company to be the entity providing the proposed service to these two new areas.

Is the Company qualified to provide the proposed service?  The Staff believes that the Company has demonstrated its technical and managerial ability to develop and operate sewer systems in its existing service area, in that it has successfully developed and is successfully operating its existing sewer system.

Does the Company have the financial ability to provide the proposed service?  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 repay the bank loan.

Is the Company’s proposal economically feasible?  The Staff, having evaluated estimated expenses, rates, and CIAC charges, believes the proposals for each of the two proposed sewer systems within the requested area are economically feasible – if the Staff's proposed rates are adopted.  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 its proposals alleviate this concern to some degree.

Does the Company’s proposal promote the public interest?  The Staff believes the company’s proposal promotes the public interest because the central sewer systems are desirable for a good living environment for the involved residents.  Additionally, the Staff believes this criterion has been met since the other criteria have been met.

The Company's Tariff

Assuming the Commission eventually grants the Company’s request to expand its service, the Company's tariff will need to be modified to reflect the service area expansion.  In particular the service area map and service area description as now existing will need to be either modified, or amended with additional tariff sheets; the two proposed CIAC charges will need to be included, with both of these as well as the existing CIAC charge specified as to what locations they are applicable, and the customers’ option to finance the CIAC charge; also, the Staff proposes a minor change to the Company’s tariff Rule 11 “Extension of Collecting Sewers” to reflect the Company’s “speculation extension” into the area where residents already exist. 

Responses to Staff’s Proposals

Throughout the initial stages of its investigation of the Company's Application, the Staff has communicated with the Company regarding the Staff's possible positions on the granting of the Application.  In fact, the Company and the Staff reached agreement regarding several matters related to the Application.

Unfortunately, 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).  The Staff has informed the Company of the likelihood that something different than the Company's original proposal would be offered by the Staff, but the attached worksheets have not yet been sent to the Company or the OPC.

Staff’s Recommendations

Except for the fact that the Company and the OPC have not yet had the opportunity to review and respond to the Staff's final proposals regarding the design of the initial customer rates for the new systems, the Staff would be prepared to recommend that the Commission grant the Company's request for an expanded service area, assuming that the Commission also approved the Staff's recommended rates and conditions.

However, since the Staff's final proposal is significantly different than the Company's original proposal, and since the Company and the OPC have not yet had the opportunity to review the Staff's proposal, the Staff is recommending at this time that the Commission delay any action on the Application – 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.

List of Attachments

Attachment 1 – Staff's Workpapers for the Bourbeuse River Area

Attachment 2 – Staff's Workpapers for the Oak Hollow Area

� As taken from the Tartan Energy case, this criterion does not include the reference as to whether there is a need for the applicant to provide the proposed service.


� In fact, the Company's certificated service area, as proposed, will encompass not only the two new systems, but also its existing system.  As a result, while the Company will have a single certificated service area, that service area will contain three separate and distinct, and non-interconnected systems.


� The Staff notes that the Company has not requested authority from the Commission to pledge its assets against the new loan, but since that will apparently be required the Staff will address that matter in its final recommendation in this case.


� For the Oak Hollow area, the alternatives available include the formation of a homeowners association, the formation of a special sewer district or the formation of a not-for-profit sewer corporation.  For the Bourbeuse River area, the alternatives available include the formation of a special sewer district or the formation of a not-for-profit sewer corporation.  For both areas, however, the administrative burden in organizing an alternative entity is significant, time consuming and requires much cooperation between all of the affected residents.  Additionally, those residents would then in effect be responsible for the on-going operation and maintenance of these systems, which in many instances has not proven to be a desirable situation.


� For example, the Company and Staff have agreed that the Bourbeuse River project should not proceed until the Company receives commitments from 24 customers to connect to the system.  Also, the Company and Staff have agreed upon the CIAC charges that should apply to the new systems, and that the changes to the Company's tariff noted herein are needed.


� The Staff believes that two weeks time should be more than sufficient for the Company and the OPC to review the Staff's proposal and for the Staff to then advise the Commission of whether an agreement on the Application has been reached or if further actions are necessary.
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