BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

NOTICE OF WORKSHOP

TO
ALL INTERESTED PERSONS
UNDOCKETED
IN RE: ACQUISITION ADJUSTMENT WORKSHOP REGARDING
RULE 25-30.0371, FLORIDA ADMINISTRATIVE CODE

ISSUED: January 8, 2010

NOTICE 1is hereby given that the Florida Public Service Commission will conduct a
workshop, to which all persons are invited, at the following time and place:

January 27, 2010, at 9:30 A M.

Room 148, Betty Easley Conference Center
4075 Esplanade Way

Tallahassee, FL 32399-0862

The purpose of this workshop is to discuss the Commission’s policy on water and
wastewater acquisition adjustments as set forth in Rule 25-30.0371, Florida Administrative Code
(F.A.C)), Acquisition Adjustments.

Attached hereto is a copy of the workshop agenda, Rule 25-30.0371, F.A.C., and a list of
questions for comment on the Rule which will be discussed at the workshop. Interested persons
are encouraged to submit comments to the Commission, and may raise additional questions and
comments at the workshop. In addition, interested persons unable to attend are encouraged to
submit comments.

Deadline to submit written comments for all interested persons is January 21, 2010.
Please submit comments to: Greg Shafer, Division of Regulatory Analysis, Florida Public
Service Commission, 2540 Shumard Oak Blvd., Tallahassee, FL 32399-0852, or at
gshafer@psc.state.fl.us. Mr. Shafer can be contacted at (850) 413-6958.

Any person requiring some accommodation at this workshop because of a physical
impairment should call the Office of Commission Clerk at (850) 413-6770 at least 48 hours prior
to the workshop. Any person who is hearing or speech impaired should contact the Florida
Public Service Commission by using the Florida Relay Service, which can be reached at: 1-800-
955-8771.
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Emergency Cancellation of Workshop - If a named storm or other disaster requires
cancellation of the meeting, Commission staff will attempt to give timely direct notice to the
parties. Notice of cancellation of the meeting will also be provided on the Commission’s website
(http://www.psc.state.fl.us/) under the Hot Topics link found on the home page. Cancellation
can also be confirmed by calling the Office of the General Counsel at (850) 413-6199.

By DIRECTION of the Florida Public Service Commission, this §th day of January,
2010.

G 54/

ANN COLE
Commission Clerk

(SEAL)

ELS
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Attachment 1

Workshop Agenda

In Re: Acquisition Adjustment Rule Workshop regarding
Rule 25-30.0371, Florida Administrative Code

e Opening Remarks

¢ Staff Presentation on the Commission's Acquisition Adjustment Policy
¢ Questions & Comments by Interested Parties

¢ Questions & Comments by Commissioners

e Conclusion
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Rule 25-30.0371, Florida Administrative Code, Acquisition Adjustments.

(1) Definition. For the purpose of this rule, an acquisition adjustment is defined as the difference between the
purchase price of utility system assets to an acquiring utility and the net book value of the utility assets. A positive
acquisition adjustment exists when the purchase price is greater than the net book value. A negative acquisition
adjustment exists when the purchase price is less than the net book value.

(2) Positive Acquisition Adjustments. A positive acquisition adjustment shall not be included in rate base absent
proof of extraordinary circumstances. Any entity that believes a full or partial positive acquisition adjustment should
be made has the burden to prove the existence of extraordinary circumstances. In determining whether extraordinary
circumstances have been demonstrated, the Commission shall consider evidence provided to the Commission such
as anticipated improvements in quality of service, anticipated improvements in compliance with regulatory
mandates, anticipated rate reductions or rate stability over a long-term period, and anticipated cost efficiencies.

(3) Negative Acquisition Adjustments. A negative acquisition adjustment shall not be included in rate base
unless there is proof of extraordinary circumstances or where the purchase price is less than 80 percent of net book
value. If the purchase price is less than 80 percent of net book value then the inclusion of a negative acquisition
adjustment shall be calculated pursuant to paragraph (b) below.

(a) Contested. Any entity that believes a full or partial negative acquisition adjustment should be made has the
burden to prove the existence of extraordinary circumstances. Under no circumstance, however, shall the purchaser
be required to record on its books more than 70 percent of a negative acquisition adjustment. In determining whether
extraordinary circumstances have been demonstrated, the Commission shall consider evidence provided to the
Commission such as the anticipated retirement of the acquired assets and the condition of the assets acquired.

(b) Uncontested. If the purchase price is less than 80 percent of net book value, then the amount of the
difference in excess of 20 percent of net book value shall be recognized for ratemaking purposes as a negative
acquisition adjustment. The negative acquisition adjustment shall not be recorded on the books for ratemaking
purposes or used for any earnings review unless the purchaser files for a rate increase pursuant to Section
367.081(2), 367.0814, 367.0817 or 367.0822, F.S., that will be effective during the amortization period. The
negative acquisition adjustment shall be amortized over a 5-year period from the date of issuance of the order
approving the transfer of assets.

(4) Amortization Period. In setting the amortization period for a Commission approved acquisition adjustment
pursuant to (2) or (3)(a) above, the Commission shall consider evidence provided to the Commission such as the
composite remaining life of the assets purchased and the condition of the assets purchased. Amortization of the
acquisition adjustment shall begin on the date of issuance of the order approving the transfer of assets.

(5) Subsequent Modification. Any full or partial acquisition adjustment, once made by the Commission
pursuant to (2) or (3)(a) above, may be subsequently modified if the extraordinary circumstances do not materialize
or subsequently are eliminated or changed within five years of the date of issuance of the order approving the
transfer of assets.

Specific Authority 350.127(2), 367.121(1)(f) FS. Law Implemented 367.071(5), 367.081(2)(a), 367.121(1)(a), (b) FS. History—
New 8-4-02.
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Questions for Comment

In Re: Acquisition Adjustment Rule Workshop regarding
Rule 25-30.0371, Florida Administrative Code

1. Approximately how many investor-owned water and wastewater systems under
Commission jurisdiction are currently distressed and/or would benefit from being
acquired by a larger utility?

2. How has the Commission’s current acquisition adjustment rule impacted the acquisition
strategy of investor-owned water and wastewater utilities in Florida?

3. Has the number of investor-owned water and wastewater systems available for
acquisition been affected either positively or negatively by the Commission’s current
acquisition adjustment rule?

4. Please describe the current market for acquisitions: Are systems available for
acquisition? Who is in the market to make acquisitions? Are larger investor-owned
utilities incented to make acquisitions? Is capital readily available to fund acquisitions?

5. How has the Commission's acquisition adjustment rule impacted the customers of the
acquired and acquiring utilities?

6. Please provide any additional comments regarding the Commission’s current acquisition
adjustment rule.
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10.

11.

12.

13.

Description of Document

FPSC Water & Wastewater Jurisdictional County Map
Jurisdictional Counties Map

Jurisdictional Counties as of October 2009

2008 Water & Wastewater Utility Revenue by Class

February 1992 FPSC Order No. 25729 Stating Acquisition Policy
July 23, 2002, FPSC Notice of Adoption of Rule

Text of Rule 25-30.0371 Acquisition Adjustments
Section-by-section Explanation of Rule

Summary of Acquisition Adjustments 1986 - 2000

Analysis of Commission Approved Acquisition Adjustments
1986 - 2000

Summary of Transfers Since Adoption of Rule 25-30.0371

Refocusing on the Commission’s Acquisition Policy Regarding Water
and Wastewater Utilities, February 2001

NAWC 50-state Survey of Acquisition Adjustment Policy
Released July 2009

Parties’ Responses to Staff Questions

Staff Presentation
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WATER AND WASTEWATER
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FLORIDA PUBLIC SERVICE COMMISSION
DIVISION OF ECONOMIC REGULATION
JURISDICTIONAL COUNTIES AS OF October 2009

COUNTY JURISDICTIONAL DATE ORDER NUMBER ISSUED
1. Alachua 06/30/92 92-0964 09/09/92
2. Bradford 07/06/92 92-0959 09/09/92
3. Brevard 07119161 3198 07/13/61
orio2/70 4911 0710270
4, Broward 09/25/59 2814 10/02/59
5. Clay 05/08/67 4196 05/19/67
6. Duval 07/15/68 4392 07/18/68
04/01/74 6091 04/04/74
7. Escambia 12103/91 25593 01/13/92
8. Franklin 08/20/64 3692 09/25/64
9. Gadsden 03/16/93 93-0783 05/24/93
10. Gulf 08/09/86 16721 10/14/86
11. Hardee 10/22/09 09-0820 12114109
12. Highlands 08/07/82 11256 10/25/82
13. Jackson 06/08/71 5139 061171
14. Lake 06/13/72 5472 086/30/72
15. Lee 021870 4836 03/02/70
18. Levy 01/04/83 11600 02/10/83
17. Manatee 10/10/95 95-1393 11/09/95
18. Marion 05/05/84 10028 05/26/81
19. Martin 09/09TS 6919 09/24/75
09/23/80 9684 12/01/80
20. Monroe 1211074 6429 01/03/75
07127134 13916 10/10/02
21. Nassau 0917101 02-0555 04/23102
07/15/02 02-1411 12/31/84
22. Okaloosa 10/20/92 92-1409 12/63/92
23. Okeechobee 05/13/04 04-0593 06/15/04
24, Orange 05/01/61 3174 05123161
25. Osceola 10/12/59 2820 10/20/5%
26. Palm Beach 07113159 2797 07128159
27. Pasco QrM1i72 5488 0719172
28. Pinnellas 08/13/65 3857 08/18/65
29, Polk 0514926 96-0896 07111796
30. Putnam 06/28/66 4056 08/12/66
31. Seminole 08/11159 2809 09/16/59
09123175 6939 10/02/75
32. 8t. Johns 07125185 14760 08/23/185
09/26/89 22330 12/20/89
01/16/09 09-0092 02/12/09
33, St. Lucie 09/22/64 3695 10/13/64
10/01/92 92-0704 07722192
34. Sumter 01/13/87 17207 02/18/87
35. Volusia 09/03/59 2808 09/16/59
36. Washington 10/16/86 17653 06/03/87
JURISDICTION RESCINDED
1. Bay 09/07104 04-1065 10/29/04
2. Charlotte 07/28/64 3693 09/25/64
07{01/80 11496 01/10/83
09/27/94 94-1451 11/28/94
09/25/07 07-0984 12/10/07
3. Collier 02/27196 96-0582 05/03/96
4. Columbia 05111107 07-0667 08/20/07
5. Citrus Q7127199 99-1899 09/24/99
6. Desoto 03/05/97 970603 05127197
7. Flagler 08/05/96 96-1391 11/20/96
8. Hernando 08/04/69 4730 08/21/69
04/05/94 94.0719 06/09/94
9, Santa Rosa 01/10/61 3101 01/24/61
07/20/84 14037 01/25185
10. Walton 08/25/65 3859 09/01/65
06130/85 - --

REG.123







2008 WATER & WASTEWATER REVENUE BY CLASS

TOTAL TOTAL GROSS
COMPANY NAME CLASS WATER WASTEWATER REVENUE
CUSTOMERS| CUSTOMERS
Agua Utilities Florida, Inc. A 18,336 7.910 $10,055,461
Aloha Utilities, Inc. A 3,067 2,790 9,652 114
Sanlando Utilittes Cerporation A 12,125 9,259 6,501,005
North Sumter Utility Company, L.L.C. A 156,967 15,885 $6,410,060
Norih Fort Myers Utility, inc. A 1,845 1,807 $4,740 690
Lake Utility Services, Inc. A 9,399 - 3,102 $4,061,568
Alafaya Utilities, inc. A 1,663 7,523 $3,751,018
Utilities, Inc. of Florida A 5,662 2,920 $3.063,686
Peoples Water Service Company of Florida, Inc. A 11,858 0 $3,048,381
Lindrick Service Corporation A 3,039 2,508 $2,778.925
Mad Hatter Utility, Inc. A 3,389 2,861 $2,043,024
Mid-County Services, Inc A 0 5,800} $1,924 996
Indiantown Company, Inc. A 1,838 1,744 1,901,864
Marion Utilities, Inc. A 6,099 117 b1,568,139
Water Management Services, Inc. A 1,818 G $1,374,799
K W Resort Litilities Corp. A 0 1,888 $1,320,295
Q&S Water Company, Inc. A 3,006
L AR TR T Le il ¥ X
Ni Floriga, LLC . B Q
Southtake Utilities, Inc. B 2,398
Wedgefield Utilities, inc. B 0
Royal Utility Company B 1,926
Rainbow Springs Utilities, L.C. B 2,432
Forest Utilities, Inc B 0 4,048 $1,044,345
Sunshine Utitities of Central Fiorida, Inc B 3,560 4 $878,543
Plantation Bay Utility Co. B 1,488 1,389 $026,423
Cypress Lakes Utilities, Inc. B 0 1,230 $867,118
Parkland Utilities, Inc. B 805 787 $815,345
Utilities, Inc. of Eagle Ridge B 0 2,535 $809,923
Utilities, Inc. of Pennbrooke B 0 1,251 $806,600
Tierra Verde Utilities, Inc. B 0 2412 $789,841
Mites Grant Water and Sewer Company B 1,137 1,037 3777118
Utilities, inc. of Longwood B 0 1,723 $770,736
Venture Associates Utilities Corp. B 1,059 0 $699,545
Gold Coast Ulility Corp. B 187 171 $616,214
Highlands Utilities Corporation B 0 258 $602,761
Windstream Utilities Company B 1,299 0 $568,927
Placid Lakes Wilities, Inc. B 1,970 0 $530,068
Lighthouse Utitities Company, [nc. 8 1,350 0 $528,519
Utilities, Inc. of Hutchinson island B 1,400 1,400 $527,313
Labrador Utllities, Inc. 8 797 767 $521,345
Continental Utility, Inc. B 945 944 $503,655
Grenelefe Resort Utility, Inc. 8 1,227 1,227 $408,386
Park Water Company B 810 0 $480,649
Key Haven Utility Corporation B G 0 $4565,278
Service Management Systems, Inc. B 367 288 $379.622
Sun Communities Finance, LLC d/b/a Water Oak Utility B O 0 $372,833
Highlands Ridge Utilities, 11.C B 643 617 $360,569
Harbor Hills Utilities, L.P. B 0 0 $3680,195
Hunter's Ridge Utility Co. of Lee County B 0 468 $354,511
Tradewinds Utilities, Ing B 519 292 $345,108
Commercial Utilities, Division of Grace and Company, Inc. B 0 38 $2386,860
East Central Florida Services, Inc. B 83 i} $233,785
Residentizl Water Systems, Inc. B 710 Q $230,680
Environmental Protection Systems of Ping island, Inc. B 0 462 $228 901
B 0 1] 30

Ferncrest Utilities, inc

CWS Communities LP d/b/a Palm Valley Utilities 797 796 $400,067

C
CC Utility Systems, L.L.C. d/b/a Coral Cay Water & Sewer Company C 681 676 339,080
Four Lakes Golf Club, Ltd cC 850 850 $330613
Useppa Island Utility, Inc. c 156 145 $322 225
Tymbper Creek Utilities, incorporated Cc 449 420 §317 698
River Ranch Water Management, LL.C C 1,218 732 $294.845
Paradise Lakes Utility, L.L.C. [o) 454 452 $248,421
Country Club Utilities, Inc C 389 399 $230,037
Orchid Springs Development Corporation C 510 494 $201,775
Norh Peninsula Utlities Corporation C 0 563 $199, 542




2008 WATER & WASTEWATER REVENUE BY CLASS

TOTAL TOTAL GROSS
COMPANY NAME CLASS WATER WASTEWATER REVENUE
CUSTOMERS| CUSTOMERS
Mink Associates Il, LLC d/b/a Crystal Lake Club Utilities C 524 519 $186.990
Sebring Ridge Utilities, Inc. C 0 535 $174,325
County-Wide Utility Co., Inc. C 0 0 $170,969
CHC VII, Ltd. C 888 887 $170,271
BE Utility Systems. L.L.C. d/b/a Buccaneer Water Service c 969 0 $168,638
C.F.AT H20, Inc. C 221 220 $163,793
Four Points Utility Corporation Cc 256 256 $159 437
Holiday Utility Company, Inc. Cc 454 0 $150,202
Colonial Manor Ufility Company C 708 0 $148,580
Pasco Utilities, Inc. cC 698 0 5148,408
Sun Communities Acqguisitions, LLC d/b/a Buttonwood Bay Utilities c 0 0 $147.378
$. V. Utilities, Ltd. 9 728 728 $139,504
Lake Placid Utilities, Inc. C i 0 $134 312
Crooked Lake Park Sewerage Company c 0 0 $131.365
Mountain Lake Corporation c 166 0 $124,8383
ESAD Enterprises, Inc. d/b/a Beaches Sewer System c 0 0 $122,188
Lake Yale Treatment Associates, Inc. c 0 0 3112677
Francis | Utility, L.L.C. C 0 0 $112,352
Keith & Clara Starkey d/bfa Heather Hills Estates C 354 354 $112,342
Fairmount Utilities, the 2nd, Inc. C 0 0 $109,63%
QOrangewood Lakes Services, Inc. c 233 190 $106,758
L. P_ Utilities Corporation C 0 0 $102,907
Virginia City Ulility Company a Division of Community Utilities of Florida, Inc. c 315 0 $101,513
L WV Utilities, Inc. C 0 0 $94,482
Crestridge Utility Cerporation C 614 0 $93.674
Hidden Valley SPE LLC d/b/a Orange Lake c 0 242 $90,956
Utitity Corperation of Florida, Inc. c 0 Y b89,485
Damon Utilities, inc. C 279 102 89 357
HY Utility Systems, L.L.C. C Q 537 88,837
W.P. Utilities, Inc C 0 0 $88.814
Neightbiorhood Utilities, Inc C 9 o $86,556
Keen Sales, Rentals and Utilities, Inc. c 212 0 $85,984
Innerarity Island Development Corporation C 200 183 $84,703
Sun Communities Operating Limited Parinership C 383 377 $83,986
FIMC Hideaway. Inc C 8 0 $83,295
Dixie Groves Utility Company a Division of Community Utilities of Florida, Inc. c 341 0 $82,806
Pine Ridge Management Corporation Cc 140 141 $80,651
Plantation Landings, Ltd C 419 417 $78,489
Silver Fox Ltility Company LLC dfb/a Timberwood Utilities C 160 158 $75,392
Sunny Shores Water Co., Inc. C 283 g $73,511
Holiday Gardens Utilities, Inc. C 454 g $70,907
BFF Coip C 0 109 $70,902
Shangri-La by the Lake Utilities, Inc. c 0 Q $70,038
Sunnse Utilities, LLC C 0 0 $69,771
C. S. Waler Company, Inc. C 0 0 $67 130
Qak Springs, LLC C 315 0 365671
Anglers Cove West, Ltd C 340 340 $64,892
St. James Island Utility Company C 0 0 $58,224
East Marion Sanitary Systems, [nc. C 89 B3 $56.345
Pine Island Cove Homeowners Assgciation, Inc. Cc 0 318 $51.162
Kincaid Hills Water Company C 0 0 $50 661
Mobile Manor Water Company, Inc. C 314 0 $50,531
The Vantage Development Corporation C 0 0 $50,463
Zachary Taylor Camping and Lodge, Inc. C 0 219 $49,042
Pinecrest Ranches, [nc G 0 0 348,523
Northgate Properties, Inc. C 0 0 $46,937
Raimtres Utilities, Inc. C 0 [§ $45,575
Silver Lake Utililies, Inc. C 58 0 $42,601
Colony Park Utilities, Inc Cc 0 300 $42,222
W.B.B. Utilities, inc. C 76 0 $41,062
St. John's River Club Utilty Cempany, LLC C 82 82 $38 160
§ & L Utilities, Inc C 0 0 537,145
Tevalo, Inc. d/b/a Mcteod Gardens Water Company C 0 0 $31,155
Brendenwood Water System, inc. C 57 0 $29,388
Century Estates Utilities, Inc. C 0 0 $27.697
Holmes Utilities, Inc. C 66 0 $26.429
Regency Utllities, Inc. C 0 0 $24,554
[CWS Communities [P C 271 0 23,691




2008 WATER & WASTEWATER REVENUE BY CLASS

TOTAL TOTAL GROSS
COMPANY NAME CLASS WATER WASTEWATER REVENUE
CUSTOMERS| CUSTOMERS
Hidden Cove, Ltd. C 122 122 $22,999
C & H Utilities, Inc. C 51 93 $20,727
[Allen Lafortune and Otis Fonder C 0 0 $20,398
Bayshore Utilities, inc. C 191 0 $19,694
Alturas Utilities, L.L.C. C 0 0 $10,488
Par Utilities, Inc. c 0 0 $17,085
Pine Harbour Water Utilities, LLC C 60 0 b15,678
Joyland Water System C 0 0 $14,968
Orange Blossom Utilities, Inc. C C 0 $14,876
Kemple Water Company c 135 0 $14,206
San Sebastian Water, LLC Cc 0 0 $12,637
QOrangeland Water Supply C 0 0 $7.515
B & C Water Resources, L.L.C. c 8 1] $7.321
Century - Fairfield Village, Ltd. C 295 295 $3,685
MSKP Town and Country Utility, LLC d/b/a Town & Country Utility C 3 0 $2,159
Farmton Water Resources LLC C 4 0 $1.011
Central Sumter Utility Company, L.L.C. Cc 0 0 $0
Colina Bay Water Company, LLC o] 0 a $0
D & E Water Resources, L.L.C. - C 0 0 $0
Grove Utilities, Inc. C 0 0 $0
Laniger Enterprises of America, Inc. C 0 0 50
St. Johns Landing of Putnam County Utilities Services, Inc. dfbfa St. Johns
lLanding Utilities Services C 0 0 50
TBBT Utility LLC C 0 0 30
\West Lakeland Wastewalter, inc. C 0 0 50
o T : 103,973 68,812 . $100,035,937
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BEFORE THE FLCRIDA PUBLIC SERVICE COMMISSION

In re: Investigation of Acquisition ) DOCKET NO. 891309-WS
Adjustment Pollicy ) ORDER NO. 25729
) 1SSUED: 2/17/92

The tollowing Commissioners participated in the diaposition of
this matter:

THOMAS M. BEARD, Chairman
BETTY EASLEY

G STIGATIO
ACQUISITION ADJUSTMENT POLICY
BY THE COMMISSION:
BACKG

On November 17, 1989, the Office of Public Coungel (OPC) filed
a Petition to Initiate Rulemaking Prcceedings or Alternatively to
Issue an Order Initlating Investigaticn. GFC proposed a apecific
amendment to Rule 25-130.040(3)(0), Florida Administrative Code,
regarding the treatment of acquisition adjustments in rate base.

By Order No. 22361, issued January 2, 1990, we denied OPC's
requeast to initiate rulemaking and instead initiated an
tnvestigation of cur policy on acquisition adjustments. As part aof
cur investigation, we requested and received written comments from
interestad persons and held an informal workshop on March 28, 1990,
to discuss the Commission's current policy and OPC's proposed
changes. By proposed agency action {(PAA) Order No. 23376 issued
Auguat 21, 1990, we declined to make any changes to our acquisition
adjustmant policy. On September 11, 1390, OPC flled a protest to
Order No. 23376. Pursuant to Sectlon 120.57(2), Florida Statutes,
ve afforded all parties the opportunity to be heard on this matter
at an oral presentation en July 29, 1991, This Order containas our
tinal dispesition of this proceeding.

ACQUISITION ADJUSTMENT POLICY

Our policy on acquisition adjustments since approximataly 1983
has been that absent extraordinary circumstances, the purchass of
a utility system at a premium or discount shall not affect rata
basae. The purpcae of this pelicy, as stated in PAA Order No.
23376, has bean to create an incentive for larger utilities to

TOCUMERT uRes natE
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acquire small, troubled utilities. We balieve that this policy has
done exactly what it was designed to do. Sinca its implemantation,
many small utilities have in rfact bean acquired by larger
utilities, and we hava changed rate bage in only a few cases.

OPC charges that the relationship batween rate base and
uttlity investmant is broken upon the sale of a utility. An
acquiring utility must therefore establish thae axtent to which its
own investment is prudent without regard to the seller's rats basa
or investment lavel. OPC believes that investors in the selling
utility recovar thair tnvestment through the sale of the utility;
the buyer's investment is represented by the purchase price. By
not allowing tha buyer to increase rate base to equal the purchase
price through a positive acquisition adjustment, OPC claims, the
Commission is not allowing the buyer to earn a return on imprudaent
investment.

OPC seems to view positive and negative acquisition
adjustments asomevhat diffarently, For peositive acquisition
adjustmenta, OPC ballaves that appropriate standards wmust be
established for the buyer to show, and for the Commission to
evaluate, the prudance of the acquisition at a premium so the sala
of a utility does not increase customer rates without any naw
agsets being davoted to utility servica. But for nmegativae
acquisition adjustments, OPC believes that the Commission has no
alternative except to automatically impose an adjustment.

OPC asserts that if the negative acquisition adjustment is not
imposed upon the buyer, tha Commission ls creating a wmythical
investmant above the actual commitment of capital by the buyer.
This aerror, OPC argues, i{s further compounded by the buyer's
recovering depreciation expense on this mythical investment.

OPC alao argues that this Commission doas not have the
statutory authority to give the buyer the rate base of the seller.
Ssction 167.081(2)(a), Florida Statutas, rafers to "tha investzent
of the utility." OPC claims that the sellsr {s not the "utility*
referred to in this definition, the buyer is. Therefora, OPC
concludes, the "investment of the utility” must ba the prudent
investment made by the buyer.

The other parties to this proceeding, Southern Statas
Utilities, Inc., Deltona Utilities, Inc., United Florida Utilities
Corporation, and Jacksonvilla Suburban Utilitias Corporation
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{collectively, the utility companies) make several arquments in
responss to OPC. First, they point ocut that OPC suggests an
inconsistent usa of purchase price. Whare a negative acquisition
adjustment pertains, the investment of the utility means the
purchase price paid by the buyer, but where a positive acquisition
adjustrment is considered, the investment of the utllity means the
net book value, or rate base, of the seller. The utility companies
also argue that if the Commission were to adopt OPC's view, the
incentive for larger wutllities to rescus small, distressed
utilities would be erased. Further, the utility companies asmsert
that OPC's position conflicts with prior unchallenged Commiasion
decisions allowing positive acquisition adjustments. In
conclusicon, the utility companies alsc argue that our current
policy comports with our broad autherity to interpret and implement
our statutory authority in a manner which best servea the long tern
interests of the ratapayers.

On the point of statutory Interpretaticon, we disagree with
COPC. We do not think that Section 367.0B1{(2)(a}), Florida Statutes,
limits us from including in rate base conly that which an acquliring
utility has invested in the system, i.e., the purchasa price, as
OFPC amserts. This Commissjion has consistently interpreted the
"investment of the utility” as contained in Section 167.081(2) (a),
Plorida Statutes to be the original cost of the property when first
dedicated to public service, not only in the context of acquisition
adjustments, but elsevwhere as well. In our current policy on
acquisition adjustments, we do not deviatse from this
interpretation, nor do we exceed our statutory authority.
rurthermore, OPC has cited noc authority to support its contention
that we have misinterpreted the statute.

We still bellave that our current pclicy providea a much
needed ilncentive for acguisitions. The buyer aarns a rsturn on not
just the purchase price but the entire rate base of tha acquired
utility. The buyer also receives the benefit of depreciation on
the full rate bass. Without these benafits, large uti{litlies would
have no incentive to loock for and acquire snall, troubled aystems.
The customers of the acquired utillity are not harmed by this policy
bacause, generally, upon acquisition, rate base has not changed, so
rates have not changed. Indaad, we think the customers rTaceive
benefits which amount to a better quality of service at a
ressconable rate. With new ownership, there are beneficial changas:
the elimipation of financial pressure on the utility due to its
inability to cbtain capital, the ability to attract capital, a
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reducticn in the high cost orf debt due to lowar risk, tha
elinination of substandard operating conditions, thae ability to
make necessary improvements, the abilicty to comply with the
Department of Environmental Requlation and the Environmental
Frotsction Agency requiremsents, reduced costs due to sconomies of
scale and the ability to buy In bulk, tha introduction of morse
professional and axperisnced Ranagement, and the elimination of a
genaral disinterest in utllity cperations in the cass of daveloper
owned gystens, : :

Some utilities that are activaly acquiring troubled utilities
have found that our policy has given them the abllity to make soma
purchases at a premium because cf the balancing effect created by
purchases nade at a discount, Thus, our current policy affers
enough incantiva for utilities to make nultiple purchases at a

At the July 29, 1991, oral Prasaentations, OPC stated that any
incentive for acquisition should be in the form of a higher rate of
return. We do not belliave that this would create the necessary
incentive. To lllustrate, ir an acquired system with a net bock
value of 3100,G00 was purchased for $80,000 and we raised tha
teturn on aguity by 200 basis pelnts, a ut{lity with 30% agquity
would bensflt after taxes by approximataly $470. If the award vera
400 basia peints, the incentive after taxes would be approximataly
$940. We do not think that thils is an adequate incantive for the
acqulisition of any troubled System.

In consideration of the foregaling, ve conclude this '
investigation of our acquisition adjustment policy without making
4ny changs¢ theretc. We note that our starf has opened a dockat,

Docket No. 911082-W3, wherain ryles on acqulisition adjustments will
be addressed,

Iﬁ is, tharaforas

ORDERYD by the Flerida Public Service Commisslon that this
investigation of current Commission pollecy on acquisition
adjustments is concluded and that policy, as described in thae body
of this order, |is hereby confirmed. It is further

ORDERED that this dockaet ls closad.
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By ORDER of the Florida Publlic Service Commission, this 17th
day of FEBRUARY 1992

’

STEVE TRIBBLE,
Dlvision of Re

ectar,
ds and Raporting

[ S EAL)

HOTICE OF FURTHER PRQOCEEDINGS QR _JUDICIAL REVIEW

The Florida Public Service Commission is requirad by Section
120.59(4), Florida Statutes, to notify partiss of any
adninistrative hearing or judicial review of Commission orders that
is avallable under Sections 120.57 or 120.68, Florida Statutes, as
vell as the procedures and time limits that apply. This notice
should not be construed to mean all requests for an adminlstrative
hearing or judicial review will be granted or result in the reljier
sought.

Any party adversaly affected by the Commission's final actien
in this matter may request: 1) reconsideration of the dscision by
filing a motion for reconsideration with tha Dirsctor, Diviaicn of
Records and Reporting within fifteen (15) days of the i{ssuancs of
this order [n the form prescribed by Rulas 13-12.060, Florida
Administrative Code; or 2} judicial raview by tha Florida Supreme
Court in the case of an alectric, gas or telephone utility or the
First District Court of Appeal In the case of a water or saver
utility by filing a notice of appeal with tha Dirsctor, Division of
Records and Reporting and filing a copy of the notics of appeal and
the filing fee with the appropriate court. This tiling must be
conpleted within thirty (30) days after tha issuance of this order,
pursuant to Rule 9.110, Florida Rules of Appellats Procedurs. Tha
notice of appeal must be in the form spacified in Ruls 9.9%00 (a),
Florida Rules of Appellats Proceadure.






BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Proposed Rule 25-30.0371, DOCKET NO. 0015C2-WS
F.A.C., Acquisition Adjustment. ORDER NO. PS8C-02-0997-FOF-WS
ISSUED: July 23, 2002

The following Commissicners participated in the disposition of
this matter:

LILA &A. JABER, Chairman
J. TERRY DEASON
BRAULIO L. BAEZ

MICHAEL A. PALECKI

RUDOLPH *“RUDY” BRADLEY

NOTICE OF ADQPTION OF RULE

NOTICE is hereby given that the Florida Public Service
Commission, pursuant to Section 120.54, Flerida Statutes, has
adopted Rule 25-30.0371, Florida Administrative Code, relating to
acquisition adjustments for water and wastewater utilities, without
changes. The rule was filed with the Department of State on July
15, 2002 and will be effective on August 4, 2002. A copy of the
rule as filed with the Department is attached to this Notice.

Since approximately 1983, we have had a policy on acguisiticn
adjustments for water and wastewater utilities that, absent
extraordinary circumstances, the purchase of a utility system at a
premium or discount shall not affect rate base. An acguisition
adjustment 1is a regulatory convention by which the books of the
utility are adjusted to reflect changes in the original cost rate
base valuation resulting from purchase prices that differ from
original cost rate base valuations. Whether or not an acquisiticn
adjustment is included in rate base is a decision made by the
Commission. A positive acquisition adjustment may be recorded when
the purchase price of the transaction is above the original cost
rate base valuation. If approved, the acquiring utility will then
be permitted to earn a rate of return on the amount of the purchase
price. A negative acquisition adjustment may be recorded when the
purchase price of the utility is below the original cost rate base
valuation. If approved, the negative acguisition adjustment
reduces the rate base valuation to an amount less than the original
cost rate base valuation.

DOCUMENT slor e -nATE
07670 Jua3g

FPSC-COMEITSION CLERK
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We found that our acquisition adjustment policy has produced
the intended result of creating incentives for larger utilities to
acquire small, troubled utilities in In re: Investigation of,
Acqguisition Adjustment Policy, Order No. 25729, issued February 17,
1592, at pages 1-2: '

We still believe that our current policy
provides a much needed incentive for
acquisitions. The buyer earns a return on not
Just the purchase price but the entire rate
base of the acquired utility. The buyer alsc
receives the benefit of depreciation on the
full rate base. Without these benefits, large
utilities would have no incentive toc look for
and acquire small, troubled systems. The
customers of the acguired utility are naot
harmed by this policy because, generally,
upon acquisition, rate base has not changed,
80 rates have not changed. Indeed, we think
the customers receive benefits which amount to
a better qgquality of gervice at a reasonable
rate. With new ownership, there are beneficial
changes: the elimination of financial pressure
on the utility due to its inability to obtain
capital, the ability to attract capital, a
reduction in the high cost of debt due to
lower risk, the elimination of substandard
coperating conditions, the ability to make
necessary improvements, the ability to comply
with the Department of Environmental
Regulation and the Environmental Protection
Agency requirements, reduced costs due to
economies of scale and the ability to buy in
bulk, the introduction of more professional
and experienced management, and the
elimination of a general disinterest in
utility operations in the case of developer
owined systems.

We continue to believe that this policy is appropriate and that
there are benefits derived from it.



ORDER NOG. PS5C-02-0997-FQOF-WS
DOCKET NO. 001502-WS
PAGE 3

Chapter 120, Florida Statutes, the Administrative Procedure
Act, provides that “[e]ach agency statement defined as a rule by s.
120.52 shall be adopted by the rulemaking procedure provided by
this section as goon as feasible and practicable.” § 120.%4(1) (a}, .
Fla. Stat. (2000). Accordingly, pursuant to rhis statute, a notice
of proposed rule development was published in the November 12,
1999, edition of the Florida Administrative Weekly. A staff
workshop was held on December 2, 1999, and a Commission workshop
was held on February 7, 2001. At our December 4, 2001, agenda
conference, we deferred a decision on the proposed rule in order
for staff to conduct an informal workshop in an attempt to resolve

the differences between parties, Staff conducted informal
workshops on January 31 and February 26, 2002. The parties’
differences were partially resolved, but an agreement was not
reached on all provigions of the rule. On May 21, 2002, after
hearing from the parties, we approved a rule that codifies our
existing policy with some exceptions. We are modifying our

existing policy to provide an incentive for a purchasing utility to
refrain from filing a rate case for a five-year period subsequent
to the purchase. 1In addition, the rule also provides an incentive
for a utility to cobtain the lowest price possible when negotiating
a purchase price lower than bock value. We believe that
codification of this rule will reduce costs in future proceedings
by diminishing some of the controversy over acquigition adjustments
and expediting transfer or rate case proceedings.

Rule 25-30.0371 provides that a posgitive acguisition
adjustment shall net be included in rate base absent prcof of
extraordinary c¢ircumstances. Some of the factors that we will
consider in making a determination whether there are extraordinary
circumstances justifying a positive adjustment are listed in the
rule and include anticipated improvements in guality of service,
anticipated compliance with regulatory mandates, anticipated rate
reductions, and anticipated cost efficiencies. These factors are
listed by way of example, and other evidence may be offered.

As bto negative acquisiticn adjustments, the rule provides that
such an adjustment shall not be included in rate base unless there
is proof of extraordinary circumstances or where the purchase price
18 less than 80 percent of net bock value., If the purchase price
is less than 80 percent of net book value, then it requires the
inclusion of a negative acquisition adjustment calculated pursuant
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to paragraph (3) {b). Paragraph (3) (a) provides that the entity
that believes that a negative acquisition adjustment should be made
has the burder to prove the existence of extraordinary
circumstances. This paragraph also provides an incentive to the
purchasing utility company to try and negotiate the best price
possible when purchasing below net book value. It provides that
only 7C¢ percent of the acguisition adjustment can be booked 1if
extraordinary circumstances are proven. In addition, this
paragraph lists examples of the evidence we will consider in
determining whether there are extraordinary circumstances
justifying a negative adjustment. It includes evidence such as the
anticipated retirement of the acquired assets and the condition of
the assets acquired, and other evidence may be offered. In
additicn, the existence of evidence of any one factor alone does
not mean that an adjustment will be approved.

Paragraph (3) (b) outlines our treatment when the purchase
price is less than 80 percent of net book value. It requires that
the amount that exceeds 20 percent of net book wvalue will be
recognized for ratemaking purposes as a negative acgquisition
adjustment as an l1lncentive for the utility not to file for a rate
increase. The paragraph also establishes an amortization period
for the acquisiticn adjustment of five years. If the utility does
not file for a rate increase that will be effective during the
amortization pericd, then the negative acgquisition adjustment is
not bocked or recognized for any review of earnings. If the
utility dees file for a rate increase that will be effective during
the amortization period, the unamortized negative acguisition
adjustment is booked and used to test the earnings level and the
need for a rate increase, The 20 percent that was not booked asg a
negative acquisition adjustment would not be recognized.

Subsection (4) requires us to establish an amortization pericd
for any approved positive or negative acquisition adjustment except
for one booked under (3) (b) above. Factors that we will take into
consideration when establishing the amortization period are listed
in the rule.

Subsection (5) of the rule authorizes subsequent wmodificaticn
of a positive or negative acquisition adjustment, except Efor one
made pursuant to paragraph (3)({b), if the circumstances that
initially Jjustified it do not materialize, or if they are
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eliminated or changed within five years. We believe that five
years 1s a reasonable time in which te evaluate the circumstances
dustifying an adjustment. We tocock this action in a docket
involving Chesapeake Utility Corporation. We approved a positive,
acquisition adjustment for Central Florida Gas Company to reflect
expected savings frecm the company’s acguisition by Chesapeake in
Order No. 18716, issued January 26, 1988, in Docket No. 870118-GU.
In a subsequent rate review, we found that the predicted =avings
never materialized and removed the acquisition adjustment from rate
base. Order No. 23166, igssued July 10, 1990, in Docket No. 891179-
GuU.

The rule we adopt implements section 367.071(5), Florida
Statutes, which authorizes the Commission to establish the rate
base for a wutility when it approves a sale, assignment, or
transfer, and section 367.081{2}) (a), Florida Statutes, requiring
the Commission to fix rates and to consgider the cost of providing
service including a fair return con the investment of the utility in
property used and useful in the public service. In addition,
sections 367.121(1} (a) and (b)), Flerida Statutes, provide the
Commission with the power to prescribe fair and reasonable rates
and charges, and to prescribe a uniform system and classification
of accounts for all utilities.

This docket is closed upon issuance of this notice.
By ORDER of the Florida Public Service Commission, this 23rd

day of June, 2002.

BLANCA S. BaYO, Director
Division of the Commission Clerk
and Administrative Services

By:
Kay Flyhnf chibs
Bureau of Records and Hearing
Services

{ S EAL)

CTM
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265-30.0371 Acquisition Adjustments.

(1) Definition. For the purpose of thig rule, an acguisition

adjustment is defined as the difference between the purchase price

of utility system assets to an acguiring utility and the net book

value of the utility assets. A positive acguigition adjustment

exists when the purchase price is greater than the net book value.

A negative acquisition adjustment exists when the purchase price is

less than the net boock value.

{2) Positive Acquisition Adjustments. A peositive acquisition

adjustment shall not be included in rate base absent proof of

extracrdinary circumstances. Any entity that believes a full or

partial positive acguigition adiustment should be made has the

burden to prove the existence of extraordinary circumstances. In

determining whether extraordinary circumstances have been

demonstrated, the Commigsicon shall consider evidence preovided to

the Commission such &g anticipated improvements 1in guality of

service, anticipated improvements in compliance with regulatory

mandates, anticipated rate reductions or rate stability over a

long-term pericd, and anticipated cost efficiencies.

{3) Negative Acguisition Adjustments. A negative acgquisition

adjustment shall not be included in rate base unless there is proof
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of extraordinary circumstances or where the purchase price is less

than 80 percent of net book wvalue. If the purchase price is less

than 80 percent of net book wvalue then the inclusion of a negative

acguisition adjustment shall be calculated pursuant to paragraph

(b) below.

{(a) Contested. Any entity that believes a full or partial

negative acguisition adjustment ghould be made has the burden to

prove the existence of extracrdinary circumstances. Under no

circumstance, however, shall the purchaser be regquired te record on

its books mere than 70 percent of a negative acguisition

adjustment . In determining whether extraordinary circumstances

have been demonstrated, the Commission shall consider evidence

provided to Lhe Commission such as the anticipated retirement of

the acquired assets and the condition of the assets acouired.

{(b) Uncontested. I1f the purchase price is lesgs than 80

percent of net book value, then the amount cf the difference in

excess gf 20 percent of net bock value shall be recognized for

ratemaking purposes as a negative acguisition adiustment . The

negative acguisgition adjustment shall not be recorded on the books

for ratemaking purposes oxr used for any earnings review unless the

purchaser files for a rate increase pursuant to section 367.081(2),




ORDER NO. PSC-02-0997-FQF-WS
DOCKET NO. 001502-WS
PAGE 8

367.0814, 367.0817 or 367.0822, F.5., that will be effective during

the amortization period. The negative acqguisition adjustment shall

be amortized cver a 5-vear period from the date of issuance of the

order approving the transfer of agssets.

(4) Amortization Perijiod. In getting the amortization period

for a Commission approved acquisition adjustment pursuant to (2) or

{3)(a) above, the Commission shall consider evidence provided to

the Commission such as the composite remaining life of the assets

purchased and the condition of the assets purchased. Amortization

of the acqguisition adijustment shall begin on the date of issuance

of the order approving the transfer of assets.

(53 Subsequent Modification. Any full or partial acgulsition

gdjustment, once made by the Commission pursuant to (2} or (1) {a)

above, may  be subgseguently modified if the extraordinary

circumstances do not materialize or subsequently are eliminated or

changed within five vears of the date of issuance of the order

approving the transfer of agsets.

Specific Authority: 350.127(2), 367.121L(1) (f), FsS.
Law Implemented: 3&7.071(%), 367.081(2)(a), 367.121(1) (a} (L), Fs.

History: New 08/04/02.







25-30.0371 Acquisition Adjustments.

(1) Definition. For the purpose of this rule, an acquisition adjustment is defined as the
difference between the purchase price of utility system assets to an acquiring utility and the net
book value of the utility assets. A positive acquisition adjustment exists when the purchase price
is greater than the net book value. A negative acquisition adjustment exists when the purchase
price is less than the net book value.

(2) Positive Acquisition Adjustments. A positive acquisition adjustment shall not be included
in rate base absent proof of extraordinary circumstances. Any entity that believes a full or partial
positive acquisition adjustment should be made has the burden to prove the existence of
extraordinary circumstances. In determining whether extraordinary circumstances have been
demonstrated, the Commission shall consider evidence provided to the Commission such as
anticipated improvements in quality of service, anticipated improvements in compliance with
regulatory mandates, anticipated rate reductions or rate stability over a long-term period, and
anticipated cost efficiencies.

(3) Negative Acquisition Adjustments. A negative acquisition adjustment shall not be
included in rate base unless there is proof of extraordinary circumstances or where the purchase
price is less than 80 percent of net book value. If the purchase price is less than 80 percent of net
book value then the inclusion of a negative acquisition adjustment shall be calculated pursuant to
paragraph (b) below.

(a) Contested. Any entity that believes a full or partial negative acquisition adjustment should
be made has the burden to prove the existence of extraordinary circumstances. Under no
circumstance, however, shall the purchaser be required to record on its books more than 70
percent of a negative acquisition adjustment. In determining whether extraordinary circumstances
have been demonstrated, the Commission shall consider evidence provided to the Commission
such as the anticipated retirement of the acquired assets and the condition of the assets acquired.

(b} Uncontested. If the purchase price is less than 80 percent of net book value, then the
amount of the difference in excess of 20 percent of net book value shall be recognized for
ratemaking purposes as a negative acquisition adjustment. The negative acquisition adjustment
shall not be recorded on the books for ratemaking purposes or used for any earnings review
unless the purchaser files for a rate increase pursuant to Section 367.081(2), 367.0814, 367.0817
or 367.0822. F.S.. that will be effective during the amortization period. The negative acquisition
adjustment shall be amortized over a S-year period from the date of issuance of the order
approving the transfer of assets.

(4) Amortization Period. In setting the amortization period for a Commission approved
acquisition adjustment pursuant to (2) or (3)(a) above, the Commission shall consider evidence
provided to the Commission such as the composite remaining life of the assets purchased and the
condition of the assets purchased. Amortization of the acquisition adjustment shall begin on the
date of issuance of the order approving the transfer of assets.

(5) Subsequent Modification. Any full or partial acquisition adjustment, once made by the
Commission pursuant to (2) or (3)(a) above, may be subsequently modified if the extraordinary
circumstances do not materialize or subsequently are eliminated or changed within five years of
the date of issuance of the order approving the transfer of assets.

Specific Authority 350.127(2), 367.121(1)(f) FS. Law Implemented 367.071(5), 367.081(2)(),
367.121¢1)(a), (b) FS. History—New §-4-02,






25-30.0371 Acquisition Adjustments

RULE TEXT

EXPL.ANATION

(1) Definition. For the purpose of this
rule, an acquisition adjustment is defined as the
difference between the purchase price of utility
system assets to an acquiring utility and the net
book value of the utility assets. A positive
acquisition adjustment exists when the
purchase price is greater than the net book
value. A negative acquisition adjustment exists
when the purchase price is less than the net
book value.

Subsection (1) defines “acquisition
adjustment” as “the difference between the
purchase price of utility system assets to an
acquiring utility and the net book value of the
utility assets” and describes when a positive or
negative acquisition adjustment exists.

(2) Positive Acquisition Adjustments.
A positive acquisition adjustment shall not be
included in rate base absent proof of
extraordinary circumstances. Any entity that
believes a full or partial positive acquisition
adjustment should be made has the burden to
prove the existence of extraordinary
circumstances. In determining whether
extraordinary circumstances have been
demonstrated, the Commission shall consider
evidence provided to the Commission such as
anticipated improvements in quality of service,
anticipated improvements in compliance with
regulatory mandates, anticipated rate
reductions or rate stability over a long-term
period, and anticipated cost efficiencies.

Subsection (2) provides that a positive
acquisition adjustment shall not be included in
rate base absent proof of extraordinary
circumstances. This subsection also provides
that the entity that believes such an adjustment
should be made has the burden to prove the
existence of extraordinary circumstances. This
is consistent with the Commission’s decision in
In re Wedgefield Utilities, Order No. PSC-98-
1092-FOF-WS, issued August 12, 1998, in
Docket No. 960235-WS. In addition, the
subsection lists certain factors the Commission
will consider to determine whether there are
extraordinary circumstances justifying a
positive adjustment.

For a positive acquisition adjustment
(where the purchase price 1s greater than the
net book value of the utility’s assets),
subsection (2} of the rule provides that the
Commission will consider anticipated
improvements in quality of service, anticipated
compliance with regulatory mandates,
anticipated rate reductions, and anticipated cost
efficiencies. These factors are listed by way of
example, and other evidence may be offered.




(3) Negative Acquisition
Adjustments. A negative acquisition
adjustment shall not be included in rate base
unless there is proof of extraordinary
circumstances or where the purchase price is
less than 80 percent of net book value. If the
purchase price is less than 80 percent of net
book value then the inclusion of a negative
acquisition adjustment shall be calculated
pursuant to paragraph (b) below.

Subsection (3) provides that a negative
acquisition adjustment shall not be included in
rate base unless there is proof of extraordinary
circumstances or where the purchase price is
less than 80 percent of net book value. If the
purchase price is less than 80 percent of net
book value, then it requires the inclusion of a
negative acquisition adjustment calculated
pursuant to paragraph (3)(b). Example 1 gives
an example of how subsection (3) works when
the purchase price is greater than 80 percent of
net book value.

(a) Contested. Any entity that believes
a full or partial negative acquisition adjustment
should be made has the burden to prove the
existence of extraordinary circumstances.
Under no circumstance, however, shall the
purchaser be required to record on its books
more than 70 percent of a negative acquisition
adjustment. In determining whether
extraordinary circumstances have been
demonstrated, the Commission shall consider
evidence provided to the Commission such as
the anticipated retirement of the acquired assets
and the condition of the assets acquired.

Paragraph (3)(a) provides that the
entity that believes that a negative acquisition
adjustment should be made has the burden to
prove the existence of extraordinary
circumstances. This is consistent with the
Commission’s decision in Order No. PSC-98-
1092-FOF-WS. This paragraph also provides
an incentive to the purchasing utility company
to try and negotiate the best price possible
when purchasing below net book value. It
provides that only 70 percent of the acquisition

adjustment can be booked if an entity proves

extraordinary circumstances. Example 2
illustrates the application of paragraph (3)(a).
In addition, this paragraph lists certain factors
the Commission will consider to determine
whether there are extraordinary circumstances
Justifying a negative adjustment. These factors
include the anticipated retirement of the
acquired assets and the condition of the assets
acquired. These factors are listed by way of an
exampie, and other evidence may be offered.




(b) Uncontested. If the purchase price
is less than 80 percent of net book value, then
the amount of the difference in excess of 20
percent of net book value shall be recognized
for ratemaking purposes as a negative
acquisition adjustment. The negative
acquisition adjustment shall not be recorded on
the books for ratemaking purposes or used for
any earnings review unless the purchaser files
for a rate increase pursuant to Section
367.081(2), 367.0814, 367.0817 or 367.0822,
F.S., that will be effective during the
amortization period. The negative acquisition
adjustment shall be amortized over a 5-year
period from the date of issuance of the order
approving the transfer of assets.

Paragraph (3}(b) outlines the
Commission treatment when the purchase price
is less than 80 percent of net book value. This
paragraph requires that the amount that
exceeds 20 percent of net book value be
recognized for ratemaking purposes as a
negative acquisition adjustment as an incentive
for the utility not to file for a rate increase.
The paragraph establishes an amortization
period for the acquisition adjustment of five
years. If the utility does not file for a rate
increase that will be effective during the
amortization period, then the negative
acquisition adjustment is not booked or
recognized for any review of earnings. If the
utility does file for a rate increase that will be
effective during the amortization period, the
unamortized negative acquisition adjustment is
booked and used to test the earnings level and
the need for a rate increase. The 20 percent
that was not booked as a negative acquisition
adjustment would not be recognized. Example
3 illustrates the application of paragraph (3}b).

(4) Amortization Period. In setting the
amortization period for a Commission
approved acquisition adjustment pursuant to
(2) or (3)(a) above, the Commission shall
consider evidence provided to the Cormmission
such as the composite remaining life of the
assets purchased and the condition of the assets
purchased. Amortization of the acquisition
adjustment shall begin on the date of issuance
of the order approving the transfer of assets.

Subsection (4) requires the
Commission to establish an amortization
period for any approved positive or negative
acquisition adjustment except for one booked
under (3)(b) above. It also lists some factors
that the Commissien will take into
consideration when establishing the
amortization period.




(5) Subsequent Modification. Any full
or partial acquisition adjustment, once made by
the Commission pursuant to (2) or (3)}a)
above, may be subsequently modified if the
extraordinary circumstances do not materialize
or subsequently are eliminated or changed
within five years of the date of issuance of the
order approving the transfer of assets.

Subsection (5} of the rule authorizes the
Commission to subsequently modify a positive
or negative acquisition adjustment, except for
one made pursuant to paragraph (3)(b), if the
circumstances that initially justified it do not
materialize, or if they are eliminated or
changed within five years. Five years is
believed to be a reasonable time in which to
evaluate the circumstances justifying an
adjustment. The Commission took this action
in a docket involving Chesapeake Utility
Corporation. The Commission approved a
positive acquisition adjustment for Central
Florida Gas Company to reflect expected
savings from the company's acquisition by
Chesapeake in Order No. 18716, issued
January 26, 1988, in Docket No. 870118-GU.
[n a subsequent rate review, the Commission
found that the predicted savings never
materialized and removed the acquisition
adjustment from rate base. Order No. 23166,
issued July 10, 1990, in Docket No. 891179-
GU.




Example 1

Treatment of Negative Acquisition Adjustment in the Instance of a Rate Case Filing Under the
Proposed Acquisition Adjustment Rule

{Subsection (3)] - Purchase Price more than 80 percent of NBV

1. Net Book Value: $100,000
2. Purchase Price: $ 80,100
3. Negative Acquisition Adj. (Line 1 - Line 2): $ 19,900
4. Amount of Negative Acq. Adj. That is (Partially or In
Total) Recognized for Ratemaking Purposes $ 0
5. Rate Base Example:
Net Book Beginning of | Beginning of | Beginning of | Beginning of
Value Year ! Year 2 Year 3 Year 4
Utitity Plant in Service $190,000 $150,000 $190,000 $190,000 $190,000
Accumulated. Depreciation {50,000} (50,000} (55,100) (60,200) {65,300)
Contributions In Aid of Construction (55,000) (55,000) (55,000) (55,000} (55,0000
Accumulated Amortization of CIAC [5,000 15,000 16,650 18,300 19,950
Negative Acquisition Adjustment 0 0 0 0
" Accum. Amertization of Acq. Adj a 0 0 0
Rate Base $£100,000 $100,000 $96,550 §93.100 $89,650




Example 2

Treatment of a Contested Negative Acquisition Adjustment Under the Proposed Acquisition

Adjustment Rule

[Paragraph (3)(a)]

l. Net Book Value: $ 100,000
2. Purchase Price: $ 30,000
3. Negative Acquisition Adj. (Line 1 - Line 2): § 70,000
4. Amount of Negative Acq. Adj. NOT Recognized in
Rate Base Pursuant to Proposed Rule (Line 3 x 30%): $ 21,000
5. Maximum Negative Acq. Adj. That Can Be Approved
By The Commission (Line 3 x 70%) $ 49,000
6. Amortization Period Pursuant to Subsection (4)
{Remaining life): 25 years
7. Rate Base Example:
Paragraph (3 )(a) Net Book Beginning of § Beginning of | Beginning of | Beginning of
Value Year 1 Year 2 Year 3 Year 4
Utility Plant in Service $190,000 $190,000 $150,000 $190,000 $190,000
Accumulated. Depreciation {50,000} (50,0001 (55.100) (60,200) (65,30
Contributions In Aid of Construction (55,000) (55,000 (55,000) (55.000) (55,6003
Accumulated Amortization of CIAC 15,000 15,000 16,650 18,300 19,950
Negative Acquisition Adjustment {49,000) (49,000) (49,000) (49,000) (49,000)
Accum. Amortization of Acq. Adj. 1,960 3,920 5,880 7,840
Rate Base . $51,000 £52,960 $51,470 $49,980 $48,490




Example 3

Treatment of Negative Acquisition Adjustment in the Instance of a Rate Case Filing Under the

Proposed Acquisition Adjustment Rule

[Paragraph (3)(b)]
l. Net Book Value: $100,000
2. Purchase Price: $ 30,000
3. Negative Acquisition Adj. (Line 1 - Line 2): $ 70,000
4, Amount of Negative Acq. Adj. NOT Recognized for
Ratemaking Purposes (Line 1 x 20%): $ 20,000
3. Amount of Negative Acq. Adj. That is (Partially or In
Total) Recognized for Ratemaking Purposes (Line 3 - Line 4) $ 50,000
6. Rate Base Example:
Net Book End of Year | End of Year | Endof Year | Endof Year | Endof Year
Value 1 2 3 4 5
Utility Plant in Service $190,000 $190,000 $190,000 $190,000 $190,000 $190,000
Accumulated. Depreciation (50,000) (55,100) (60,200) (65,300) (70,400) (75,500
Contributions In Aid of Construction (55,000} (55,000 (55,000) (55,000) (55,000) (55,000)
Accum. Amortization of CIAC 15,000 16,650 18,300 19,950 21,600 23,250
Negative Acquisition Adjustment (50,000} (50,000) (50,000 (50,000) (50,000)
Accum. Amortization of Acq. Adj. 14,000 20,000 30,000 $40,000 $50,000
Rate Base $100,000 $56,550 $63,100 $69,650 $76,200 $82,750







Summary of PSC Acquisition Decisions

1986 — 2000

Number | Average $ Value | Low $ Value | High $ Value
Positive Adjustments 4 100,022 13.105 266,324
Approved
Negative Adjustments
Approved 4 (247.857) (17,753) (497,831)
Positive Adjustments 62 697.204 10 13.703.359
Not Approved
Negative Adjustments 43 (108.661) (56) (1.700,391)

Not Approved







Commission Approved Acquisition Adjustments

1986 - 2000
COMMISSION APPROVED
POSITIVE ACQUISITION ADJUSTMENTS
1986 - 2000
ORDER | PURCHASE | NET BOOK | ACQUISITION | REVENUE
UTILITY NUMBER PRICE VALUE ADJUSTMENT | IMPACT (a)
South Waterfront Park (1} ; 13925 50 {$13,105) $13,105 $1,966
Jax Sub — SUN (2) 23111 $844,482 $726,148 $118,334 $17,750
Jax Sub — Atlantic (3) 92-0895 $1,337,911 $1,071,488 $266,423 $39,963
Jax Sub —PonteVedra (4) 95-0502 $1,790,000 $1,567,395 $222.605 $33,391
(1) Adjustment to bring rate base to $0.
(2) Large utility buying financially troubled smaller utility.
(3) Lower rates for customers, better management.
(4) Positive acquisition adjustment allowed based on several bids.
COMMISSION APPROVED
NEGATIVE ACQUISITION ADJUSTMENTS
1986 - 2600
ORDER | PURCHASE | NET BOOK | ACQUISITION | REVENUE
UTILITY NUMBER PRICE VALUE ADJUSTMENT | IMPACT (a)
Laniger (1) 22962 $256,022 $416,727 ($160,705) ($24,106)
CGD (2) 93-0011 $175,361 $490,498 (3315,137) ($47.271)
Jasmine Lakes (3} 93-1675 $606,826 $624,579 ($17,753) ($2,663)
Sun Communities Finance (4) | 97-0034 $224,695 $722,526 ($497,831) ($74,675)

(1) Settlement between OPC and utility.

(2) 3 party nontaxable exchange between related parties.
(3} Settlement between OPC and utility.

{4) Recognized to offset “lost CLAC” per Order 18255.

{a) Assumed revenue impact of 15% (10% ROR, 2% taxes, and 3% depreciation} of acquisition adjustment.







Summary of Transfers Since Adoption of
Rule 25-30.0371 Acquisition Adjustments

Negative Acquisition Adjustment Per Rule 25-30.0371, F.A.C.

Docket No. Transfer From/To Rate Base | Purchase Price |Neg Acq Adj
080167-WS |Breeze Hill/Aqua $98,000 $95,000 sot!
070739-WS |{Fairways/Aqua 632,252 450,000 55,802
040591-WS [Fl Water/Aqua 15,741,914 13,038,951 ot
030407-WS |Springside/Par 59,777 35,255 12,567
020484-WS [Labrador/Labrador 1,151,387 800,000 351,387
020256-WS [AP/Sunshine 19,685 1 19,684

Positive Acquisition Adjustment Denied or Not Requested

Docket No. Transfer From/To Rate Base Purchase Price | Pos Acq Adj

090232-WS |Wedgefield Utilities Inc./ £6,300,000 $7,300,000| $1,000,000
Pluris Wedgefield

080183-WU |Tamiami Vill/Ni Florida 66,842 745,000 678,158
080268-WS [Par/FIMC Hideaway 51,330 80,000 28,670
070740-SU  [Hudson/Ni Florida 2,417,932 5,600,000 3,182,068
041461-WU {Floralino/Colonial Manor 47208 303,000 256
041096-WS |Buffalo Bluff/St. John Rr 51,970 100,000 48,030
040179-WS  [Columbia/Utilities, Inc 1,531,055 1,900,000 368,945
040160-WU [Keen/Alturas 29,874 45,000 15,126
040159-WU |Keen/Sunrise 52,609 90,000 37,391
031042-WS [Hunter Creek/MSN 102,932 229,000 126,068
030991-WU |Suwannee/Consolidated 0 15,000 15,000
030656-WU Dixie Groves/Dixie 29,186 115,000 85,814
030655-WU (Virginia/Virginia 31,276 140,000 108,724
030471-WS |Breeze Hill/Breeze Hill 113,809 200,000 86,191
030340-WU |Community/Sunshine 0 10,000 10,000
030236-WS [Pennbrook/Utilities, Inc 1,260,563 1,800,000 539,437
030102-WS [Woodlands/L.P. 380,609 409,959 29,350
020945-SU  |Creola/Francis 1 62,328 325,000 262,672

(1] Purchase price ($95,000} was more than 80% of rate base ($78,400).
[2] Purchase price ($13,038,951) was more than 80% of rate base ($12,593,531).



Rate Base Not Established or Purchase Price Equals Rate Base

Docket No. Transfer From/To Reason
080269-WU |Pine Harbour/Pine System inherited by new owner
060698-SU  [Del Tura/NFMU Plant to be dismantled, appears PP > RB
060169-SU  [Laurel Qaks/Forest Plant to be dismantled, appears PP > RB
050902-WS |Lake Haven/Gold Coast |Rate Base set in prior rate case, appears
050323-SU  {Herons Glen/NFMU Plant to be dismantled, appears PP > RB
050062-WS [Mink/Silver Fox Utility acquired with MHP, PP = RB
041394-WS [CWS/Mink Utility acquired with MHP, PP = RB
030891-WS |IHC/Columbia Utility acquired with resort, PP = RB
030747-SU  |Hacienda/HV Utility acquired with MHP, PP = RB
020892-WS [Buttonwood Bay/Sun Utility acquired with MHP, PP = RB
020382-WS |New River Rch/River Rch|Acquisition adjustment addressed in SARC
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Introduction

The Commission’s policy on acquisition
adjustments, in short, 1s that absent
extraordinary circumstances, there won’t be one.
Often 1in water and wastewater cases, this policy
is questioned for, we believe, two main reasons.
First, 1f a <change in the composition of the
industry 1is something the Commission would like
to pursue, it may want to encourage certain
acquisitions by granting positive acquisition
adjustments or not granting negative acquisition
adjustments. Second, sometimes there are glaring
“deals” where a utility is purchased for a
negligible sum while rate base 1is large; not
necessarily where the purchase price is below but
close to rate base, but where there 1s an extreme
difference between the two, and allowing a return
on rate base rather than purchase price does not
seem “fair”. The Commission’s acquisition policy,
as determined through past decisions as well as
a discussion of opposing views guestioning this
policy, 1s explained in greater detail within
this paper.

The composition of the water and wastewater
industry in Florida is an amalgam of differing
sized municipal, county, investor and
cooperatively owned systems. A majority of these
systems are small “Mom and Pop” utilities. Since
enactment of the Safe Drinking Water Act,
utilities have had to meet increasingly stringent
environmental and water guality standards in an
already high capital arena.



As a direct result of these rising costs, a
large segment of the industry comprised cf
utilities serving less than 500 connections are
in Jecpardy of beling unable to continue
operations without environmental o¢r water quality
problems. This also raises concerns over the
affordability of water service. The Commission
has long recognized the technical, managerial and
financial problems inherent 1in most small utility
operations which work against their ability to be
viable and to sustain safe, efficient and cost
effective long term operation.

Because Florida 1is now plagued by the past
proliferation of small wutilities, concerns exilst
about their long term viability. Consolidation of
these smaller systems 1s one way 1n which the

Commission could address the 1ssues of
environmental and water quality <compliance as
well as financial wviability. Further, from a
regulatory standpoint, 1ssues such as

conservation, reuse, overall service guality and
affordability are generally easier to address
with larger utilities.

The controversy regarding acquisition
adjustments 1is spotlighted 1in cases where there
is a wide discrepancy Dbetween rate base and
purchase price. Due to the concerns these “deals”

raise, the Commission may want to consider
compelting regulatory goals 1in evaluating this
issue. This will be discussed 1in the section

regarding arguments against current Commission
policy.



Types of Acquisitions

The following scenarios show the various ways
in which FPSC regulated wutility assets change
ownership.

. Transfers to governmental authorities.

. Transfers to non-jurisdiction entities such
as a homeowners association, non-profit
entity, etc.

. Transfer of a larger system to another large
system,

. Transfers of small systems to large systems.

. Interconnection to regional facilities with

the acquired utility remaining Jjurisdictional

. Interconnection to regional facilities with
the acquired utility becoming non-
Jurisdictional

Current Acquisition Policy

Current Commission policy with regard to
acqguisition adjustments was formalized in a
generic proceeding by two orders, PAA Order No.
23376, 1issued 8/21/90 and Final Order No. 25729,
issued 2/17/92. The Commission stated the
following:

Our policy on acguisition adjustments
since approximately 1983 has been that
absent extraordinary cilrcumstances, the
purchase of a utility system at a premium




or discount shall not affect rate base.
The purpose of this policy, as stated 1in
PAA Order Nco. 23376, has been to create an
incentive for larger utilities to acquire

small, troubled wutilities. We believe
that this policy has done exactly what 1t
was designed to do. Since its

implementation, many small utilities have
in fact been acquired by larger utilities,
and we have changed rate base 1in only a
few cases.

Also in Order No. 25729, the Commission goes
cn to elaborate why 1t believes 1ts practice 1s
appropriate and what incentives it Dbelieves are
included within this practice:

We still believe that our current policy
provides a much needed incentive for
acquisitions. The buyer earns a return on
not just the purchase price but the entire
rate base of the acquired utility. The
buyer also receives the benefit of
depreciation cn the full rate base.
Without these benefits, large utilities
would have no 1incentive to lock for and
acqulire small, troubled systems. The
customers of the acquired utility are not
harmed by this policy because, generally,

upon acquisition, rate base has not
changed, SO rates have nct changed.
Indeed, we think the custcmers receive

benefits which amount to better quality of
service at a reasonable rate.



The following table details
transfer/acquisition activity since 19597 and
shows activity to be fairly constant.

SUMMARY OF TRANSFERS SINCE 1997
Sale to
Government
Transfers of al
small Entities
Vear Transfe Utlllﬁles. resgltlng Total
rs resulting in in
certificate certificat
cancellations e
cancellati
ons
1997 13 1 5 19
1988 4 2 11 17
1999 5 0 10 15
2000 8 5 7 20

Commission policy 1is well established and
acguisitions continually occur. However,
controversy still exists on a case by case basis
surrounding the 1ssue of acguisition adjustments.

Acquisition Adjustments

An acquisition adjustment i1s a regulatory
convention by which the books of the utility are



adjusted to reflect changes 1in the historical
rate base valuation resulting from purchase
prices that differ from original cost rate base
valuations. The need to develop this separate
accounting treatment 1is largely a consequence of
certain abuses in the utility industry during the
acquisition and merger periocd of the 1920's and
30's. The decision to 1include an acqguisition
adjustment 1in rate base must be made by the
Commission and must be consistent with current
policy based upon the existence of extraordinary
clrcumstances.

Since 1988, the Commission has found
extracrdinary circumstances resulting 1in three
negative and three positive acguisition
adjustments. The Commission policy of not
recognizing acquisiticn adjustments, either
positive or negative, in the absence of a showing
of extraordinary circumstances does constitute an
incentive for acqguisition of small systems when
they can be purchased at a discount to
established rate base value.

Positive acquisition adjustments

A positive acquisition adjustment results when
the purchase price exceeds the net book wvalue of
the acqguired property. For example, if the
original cost rate base valuation 1is $100, but an
acguiring utility paid $120 for the assets, a

positive acquisition adjustment, if approved,
would inflate the original cost rate base
valuation to $120. The acguiring utility would

then be permitted to earn a rate of return on the



investment of $120. It has been argued that in
certain situations such an adjustment provides
incentive for the acquisition of troubled or run
down utilities by larger and more able utilities.

The criteria for evaluating a positive
acquisition adjustment are enumerated in
Commission Orders Nos. 8206 and 9455:

. Did the purchaser pay more than the original
cost?

. Was the transaction at arms length?

. Did the purchased assets remain in use?

. Doces the purchased system provide a needed
expansion of the old system?

. Was the purchase price below replacement
cost?

. Was the sate approved by the proper
authority?

. Did the purchase benefit the customers?

A determination of whether the purchase

penefits the customers is typically the most
analyzed of the above criteria. Additionally, if
the inclusion of a positive acqguisition

adjustment can be related to cost reductions, a
double recovery of the utility’s investment will

not occur.

Oppeonents of a positive acquisition adjustment
believe there are no circumstances where a
positive acquisition adjustment would be
appropriate. The basis of the argument is that
any positive acquisitiocon adjustment leads to
increased rate base, based sclely on a change in



ownersnip.
Negative Acquisition Adjustment

A negative acquisition adiustment is recorded
when the purchase price of the transaction 1is
below the original cost rate base wvaluation. If
approved, the negative acqulsition adjustment
reduces the rate base wvaluation to the level of
the purchase price. In the previous example,
assume a purchase price of $80. An approved
negative acquisition adjustment would reduce rate
base to the $80 purchase price. The rationale in
this instance 1is to not permit an acquliring
utility to earn a return on a value greater than
its actual investment. However, 1if the purchasing
utility were to negotiate a price much lower than
rate base and be required tc earn a return only
on the purchase price, this could act as a
disincentive Lo negotiate a lower price or
conclude the purchase.

In evaluating negative adjustments, the
Commission considers the physical condition of
the acquired facilities and whether the purchase
was prudent.

Arguments Against Current Commission Policy

Opponents of the current policy argue that no
incentive should be necessary for  larger
utilities to purchase smaller systems. They argue
that if the regulatory process is properly
functioning, the opportunity to earn a reasonable
return on 1its capital i1investment and recover all
prudently incurred operating expenses should be



sufficient incentive for any utility.

While rate of return regulation may be
appropriate for larger utilities, it 1is apparent
that this method of regulation contributes to the
cash flow problems for Class C utilities. We have
reviewed all Class C utilities which filed 1999
Annual Reports and have developed the following
table detailing achieved rates of return. It
should be noted that the calculated rates of
return are Dbased wupon data as filed by the
utilities subjected to only a desk audit.

CLASS C WATER AND WASTEWATER UTILITIES’
1999 ACHIEVED RATES OF RETURN
PERCENT
UNDER
UTILITY TOTAL UTSER NEG?TIV 10% OR
? NEGATIV
E
WATER 113 26 57 73%
WASTEWAT 81 16 51 83%
ER

This analysis shows that a majority of these
regulated utilities have failed to achieve
adequate rates c¢f return and cash flow under rate
base regulaticn. While reducing rate base to
purchase price may appear fair and reasonable by
allowing a return solely on the owner's
investment:, this practice could reduce a
utility's ability to fund its operations and
thereby jeopardize its long term viability.
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Conseqguently, ratepayers may end up paying higher
rates 1n later vyears to overcome neglect or the
inability to fund 1improvements resulting from
lower rates 1in the short term. A utility's
future cash needs must be met i1f 1t is to remain
viable.

The present acquisition policy 1s especially
guestioned 1n the case of deals where a utility
is purchased at a price well below the rate base
level and no acquisition adjustment is made. This
scenario was recently highlighted 1in Docket No.
970409-SU, regarding the purchase of the Tropical

Isles system by F'lorida Water Service
Corporation. In this case, the utility was
purchased for $5.00 with rate base Dbeing in
excess of $270,000. This docket provided a vivid

example of the reaction to future rates bkeing
based upon rate base and not the actual §$5.00
investment of the new owners.

One view 1s that purchasing utilities should
not be allowed to earn a return on so-called
“phantom” 1nvestment when purchase price 1s below
rate base of the acquired utility. A negative
acguisition adjustment 1s appropriate in  such
cases, absent a showing by the acquiring utility
that it should not be made.

Beyond the need for an acquisition incentive,
there 1s an additicnal 1mportant reason for not
including a negative acguisition adjustment in
rate base. I1f regulatory policy 1s to have long
term rather than short term objectives,
regulators should therefore treat utilities as



goling concerns and evaluate vrates on a cash
need's basis. Utilities are often sold at a
discount because the owner is unable to continue
operating it at existing rate levels. This is an
example where regulators should also consider the
ability of the new owner to provide long term
service 1in compliance with regulatory standards.
Where large differences exist between rate base
and purchase price, the Commission should explore
the reasons for the differences on a case by case
basis and consider the possibility of approving
a partial acquisition adjustment if warranted by
extraordinary clrcumstances.

Another concern regarding excluding negative
acquisition adjustments 1involves cases 1in  which
the system 1s 1in disrepair and the acqguiring
utility must incur major capital outlays for

improvements. The concern 1s that 1f the rate
base remains at full original cost and the
purchaser makes significant impreovements, the
customers may 1in effect be paying for the same
plants twice -- once for the original rate base

amount and again for the improvements to restore
the facilities.

It 1s countered that the former utility owner
was unable to maintain the system due to low
rates paid by customers causing a deterioration
of the system. Therefore, any improvements should
be considered deferred maintenance expense never
included 1in previous rates. The basis of the
argument 1is that customers have paid toco little
for too 1long, benefiting from low rates which
were 1in part responsible for the neglect and
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condition of the wutility system. The new owner
has assumed the existing problems of the utility
and an 1inevitable 1ncrease 1n rates will Dbe
needed to correct problems to the ultimate

benefit of the customers. Viewlng the
improvements as deferred maintenance, not
included in the previcus rates, presents the

double payment 1issue as a problem of timing as
opposed to rate level. In any event, 1t may be
that the Commissicn, in o¢order to fulfill its
obligation to fairness, should in some way
reccognize the reasons for such disparities and
address them 1in a manner that 1s fair to both
customers and utility owners.

B. Acquisition Practices of Other States

New York, Pennsylvania and California have all
implemented acquisiticon policies with the stated
goals of consolidating the industry, thereby
achieving the additional goals of safe, adequate,
reasonably priced service for the 1lcong term. A
review of the other states’ policies and programs
will highlight additional incentives fer
acquisitions.

New York

In 1994 the New York Department of Public
Service (NYDPS) adeopted a policy statement to
encourage acqulsitions of smaller troubled
systems by larger systems. It included 1in its
policy a number of options to provide incentives
for such acquisitions. Acquilsition adjustments
were among a list of possible incentive



mechanisms. The NYDPS stated its intention to
foster acquisitions and mergers if such
transactions would address the following goals:

1. Improve the ability of small water
companies to provide service;

2. Improve customer service;

3. Make 1t easier to comply with current

and future requlations;
4. Avoid drastic rate increases;

5. Bring the rates of merged systems into
parity;

6. Improve and consolidate management and
cperation; and

7. Promcte conservation (NYDPS, 1994) .1

The NYDPS also provides for acguisition
incentives 1f there 1s c¢lear customer benefit.

A water company must demcnstrate long run
viability and be able to provide safe and
adequate service. Acquisition incentives will be

considered based on the following factors:

1. Whether the acguiring company has the
ability to adeguately manage, serve
customers, comply with regulations and

* New York Department of Public Service Statement on Policy of Acquisition Incentive
Mechanisms for Small Water Companies, August 8, 1994,
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finance capital improvements.

2. Whether the impact on customers
resulting from the acguisition 1s as
beneficial or more beneficial than
realistic alternatives.

3. Whether the terms of the acguilsition
will permit future beneficial
solutions, such as municipalization.

4. Whether customer benefits are expected
to be commensurate with the incentives
for the acguisition or merger.

5. Whether meaningful customer
participation has been ocbtained
through effective public involvement.?

The NYDPS alsc expressed 1tfs willingness to
consider additional incentives where proposals
are made to consolidate several water systems at
once.

The actual 1incentives to be considered were
identified by category and are:

1. Rate Base

a. Where purchase price 1s 1less than
the rate base of the utility being
acquired, we will consider

allowing rates to reflect the full

* Ibid.
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rate base of the acquired company.

b. Where the purchase price
greater than the rate base,

NYDPS] will consider allowing the
rates to the purchase price
premium. Such an adjustment could
be justified by improved service,

realized cost efficiencies
economies of scale.

c. Where capital expenditures

required for service improvement

cr compliance reasons, . we

consgilder allowing projected
improvement costs to be reflected

in rates 1immediately, subject
later review.

d. When the acguired company
little or no rate base, we
consider allowing a proxy

will

base eqguivalent to the rate base
per customer of the acquiring

company.
Depreciation
Where circumstances warrant,
accelerated depreciation or
depreciation on projected

improvement costs subject to later
reconciliation may be permitted.

Amortization

16



Amortization may be considered as a
means of recovering the reasonable

Ccosts of acquisition and/or the
recovery of a purchase premium. The
term of the amortization should

consider adverse customer impact.

In addition, the following incentives may ke
considered in special cases for good cause shown:

4. Operating Ratio

This mechanism may be used [for rate
setting] in cases where rate base
mechanisms may be less effective.

5. Rate of Return

When accompanied by appropriate
justification, 1t may be
beneficial to allow a premlium on
the overall rate of return as an
acguisition incentive.

C. Delaved Recovery

Where acguisition costs or
improvement costs, or the effects
of rate eqgualization may cause
adverse customer rate impact, a
phase-in recovery or delayed
recovery may be appropriate rather
than lose the cpportunity for
consolidation.

17



7. Lease/Buv-out

When the overall benefit of an
acquisition is uncertain and a

trial takeover of management,
operation, and ownership appear to
be beneficial, we may consider

leased company operation with an
option to buy as a way to provide
incentive,.?

A recent contact with the New York Commission
revealed that since the acquisition incentive

program was implemented in 1994, 1t  has not
resulted 1in an 1increase in acqguisitions. While
acguisitions have occurred, they have not
involved smail or troubled utilities. However,

utilities are enccuraged to discuss with the
Commission what they would need to buy certain
utilities. Aquasource, which also operates within
Florida, has purchased several utilities and it
is believed a key incentive for the purchases was
the provision of automatic rate increases after
an initial rate freeze. Upon purchasing a
utility, rates are frozen for four years after
which rates may be increased by a factor based
upon the cost of the GDP for each of the next
seven years. This initially ©protects customers
from rate increases and provides the utility with
known increases without litigation or additional
regulatory expense.

Pennsylvania

? Ibid.
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Pennsylvania has also adopted a policy of
encouraging industry consoclidation and
acqulsiticns 1f the proposed transaction meets
the following thresholds:

1. The acquisition 18 in the public
interest;
2. The acquisiticn will not effect the

viability of the acquirer;

3. The acquired system has less than
3,300 connections, is not currently
viable, 1s 1n wviolation of statutory
and regulatory standards, and has
failed to timely comply with any order
cf the DEP or PUC; -

4. The acguired system’s customers will
recelive improved service in a
reasonable time frame;

5. The purchase price 1s fair and
reascnable and conducted through arms’
length negotiations;

6. Single tariff pricing should be
implemented to the extent reascnable.
Phased 1n implementation c¢f rates may
be appropriate 1f necessary to address
affordability.*

* National Association of Water Companies Source Book of Regulatory Techniques for Water
Utilities, June, 1997, p 1.1-11.
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The

specific incentive mechanisms to

considered include:

1.

Rate of Return Premiums

Additional rate of return basis points
may be awarded for certain
acguisitions or improvement costs
based on sufficient suppert filed by
the utility in a rate proceeding;

Acguisition Adjustment

When acquisition costs exceed
depreciated original cost, a
reasonable excess may be included in
rate base and amortized over 10 vears;

be

Deferral of Acguisition TImprovement Costs

In cases where 1improvement costs are
too great to Dbe absorbed Dby rate
payers at one time, rate recovery may
be in phases.

Plant Improvement Surcharge

Extraordinary improvement costs may be
temporarily offset by surcharging the
customers of the acquired system. ITf
those improvements benefit only the
customers of the acquired system, the
improvement c¢osts may be allocated to
those customers cn a (greater than
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average (but 1less than 100%) basis to
the new customers for a reasonable
pericd of time.?

The Pennsylvania program 1s directed at the
reduction of small troubled utilities. A recent
contact with the Pennsylvania Commission shows

that acquisitions are a common occurrence.
However, 1n most cases the transactions do not
meet the criteria to utilize acqguisition

incentives. However, the state 1s willing toc work
with utilities to accomplish its goal of industry
consolidation and 1t 1s believed this environment
is conducive to acquisitions. Additionally, a
major factor helping small utilities and
acquisition activity 1s the Pennsylvania
Infrastructure Investment Authority (PENNVEST)
which provides low cost loans and grants for
water and wastewater improvements.

California

The California Public Utilities Commission
(CPUC) began workshops in 1997 to investigate the
dynamics of acguisitions and mergers of water
utilities 1in 1ts state. One of the 1ssues before
the Commission was the use of original cost to
establish rate base versus replacement cost new
less depreciation ({(RCNLD) 1n acqulsition cases.
Before the CPUC could conclude its investigation,
the California legislature enacted HB 1268
permitting “fair market value” (as determined by
actual purchase price) rate Dbase wvaluation if
less than RCNLD.

> Ibid, p12.
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California Public Utilities Code Section 2718-

2720 1s the Public Water System Investment and
Conscliidation Act of 1297, The legislature
found:

1. Public water systems face replacement
and upgrade costs due to the Safe
Drinking Water Act and state
regulations and requirements;

2. Increasing amounts of capital
necessary to fund public water system
investment;

3. Scale economies are achievable;

4. Providing incentives to achieve
economies willl provide benefits to
rate pavers.®

In order to enncourage investment and

consolidation in public water systems, Section

2120 provides:

1.

The Commissicon {(CPUC} shall use “fair
market wvalue” when establishing rate
base for distribution systems of
public water systems acquired by a
water ccrporation;

If “fair market wvalue” 1is greater than
RCNLD, the Commission may include the
difference 1in the rate base for rate

% bid, 1999 Update 1, pp 1.2-9, 1.2-10.
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purposes if additicnail amounts are
fair and reasonable. Fairness and
reasonableness determinations may
consider whether the acquisition will
improve reliability, compliance,
efficiencies, and economies of scale
that would not otherwise be available
and the impact to consumers will Dbe
fair and reasonable.

A recent contact with the California
Commission reveals there has been activity
regarding acguisitions and mergers of larger
utilities with minimal activity regarding small
utilities. It was indicated that the large
utilities have business plans tc expand to become
more efficient and avoid beling acguired by larger
utilities. Also, California based utilities have
acquired out of state utilities. The impact of
allowing fair market wvailue has had more of an
impact on purchase price rather than the number
of acquisitions. While this policy may act as a
stimulus, it does make or break acquisitions.
Aguasoure had initiatly shown interest in
acquiring several utilities, but has since
decided to not enter the California market. The
California staff states they had opposition to
their offering up to 7 times book wvalue for
utilities and seeking utilities throughcout the
state with no clear plan for central or regional
operation.

The level and number of incentives offered for
acquisitions 1s dependent upcon defining the
Commission'’s goals regarding industry
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consolidation and determining how aggressively it
wishes to pursue that goal. A review of other
state’s programs provides a shopping list of
avallable incentives to facilitate consclidation
of the industry.

C. Florida’'s Acquisition Policy for Other
Industries

While +this paper deals exclusively with the
water and wastewater industry, a brief discussion
of acguisition treatment by the other industries
is provided for informational purposes.

In the gas industry, the Commission loccks at
acguisition adjustments on a case by case basis.
In each case, the acquisition 1is thoroughly and
individually reviewed on its merits as to whether
or not it will provide benefit to the body of
rate payers. In Deccket No. 870118-GU, Central
Florida Gas Company was purchased by Chesapeake
Utilities, Inc., and requested that it be allowed
to amortize a positive acquisition adjustment.
The acquisition resulted in a revenue requirement
reduction. Central Florida indicated there would
pe additional savings associated with the use of
Chesapeake’s gas purchasing agent, engineering
department, and rate and accounting staff for the
preparation of rate cases. In Order No. 18716,
the Commission approved the amortization based on
projected savings due to Central Flerida's
acquisition by Chesapeake. However, Central
Florida was put on notice that the projected
savings would be analyzed in future rate cases to
determine if the projected savings actually
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occurred or had eroded. Iin Docket No. 89117%9-GU,
Central Florida failed to demonstrate that the
projected savings related to the acquisition had
occurred. It was noted that Central Florida had
actually experienced a total increase 1n 1its
revenue requirements since 1ts acqulsition Dby
Chesapeake. Therefore, 1n Order No. 23166, the
Commission disallowed the acqguisition adjustment.

City Gas Company was purchased by NUI
Corporation and had reguested that 1t be allowed
to amortize a ©positive acquisition adjustment.

In evaluating the request, the Commission
referred to the policy established 1in Order No.
23376 (Docket No. 8913C9-WS) . In Order No.

24013, the Commission found that there was
insufficient evidence 1in the record to support
the finding that City Gas customers had
benefitted as a result of the acgquisition by NUI.
Therefore, the Commission found that City Gas had
not demonstrated any extraordinary circumstances
to justify the inclusion of the acquisition
adjustment.

In the telecommunications i1ndustry, Section
364.33, Florida Statutes, provides that
Commission approval is required for the

acguisition, transfer, or assignment of majority
stock ownership of a telecommunications company
operating a telecommunicaticn facility in
Florida. The acguisition, transfer, or
assignment of majority stock ownership of the
company 1s approved by the Commission based upon
an analysis of the public’s interest in
efficient, reliable telecommunications.
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Generally speaking, most telecommunications
companies are acquired at a premium and companies
tend not to request an acquisition adjustment.

Until recently in the electric industry, it
was rare that vyou would find acquisitions or
mergers of power companies. Heowever, the
commission currently has two open dockets
pertaining to acqguisitions in this industry.
Docket No. 00-0824 1is a review of Florida Power
Corporation’s earnings 1including the effects of
its acquisition by Carolina Power & Light. Also,
Docket No. 00~1148 is a review of Florida Power
& Light Company’s (FPL's) proposed merger with
Entergy Corporaticn, the formation of a Florida
regional transmission Company, GridFlorida, and
the effect of these activities on FPL’s retail
rates. In 1instances of acquisitions involving
larger wutilities, synergy 1s generated through
economies of scale, especially in administrative
functions where some duplication can be
eliminated.

Certain transacticons give rise to intangible
assets that are not separately identifiable such
as patents, copyrights, and trademarks.
Intangible assets that cannot be separately
identified relate to the company as a whole.
Intangible assets are factors 1in the production
or distribution of goods or services that

generate revenue. They are similar to property,
plant, and equipment. However, they lack
physical characteristics. They frequently exist

because of the wunique combination of separate
assets and personnel of the company, and their
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synergism explains why the wvalue of an company as
a whole~- measured 1n terms of 1ts anticipated
earning capacity--may be greater than the sum of
the values of the individual parts of the
company. This 1s commonly called goodwill.
Goodwill 1s the <capability of an company to
produce earnings 1in excess of normal.

This unigue earning capability results from
intangible advantages working for the company in

conjunction with the separateiy identifiable
tangible and 1intangible assets. The wvalue of the
enterprise as a whole may exceed the wvalue of the
sum of the individual assets, less the
liabilities, of the company. Such situations
result from the exlstence of intangible
qualities, such as an outstanding reputation,
superior managerial capability, and/or the

ability to operate at an above-normal level of
efficiency.
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Where Do We Go From Here

In Order No. 25729, issued on February 17,

1992, the P5C concluded an investigation
regarding acquisition adjustments and confirmed
its exlsting pclicy. In that Order, the

Commission . enumerated the benefits to customers
of new ownership as follows:

With new ownership, there are beneficial
changes: the elimination of financial
pressure on the utility due to its
inability to obtain capital, the ability

to attract capital, a reduction in the
high cecst of debt due to lower risk, the
elimination of substandard operating

conditions, the ability to make necessary
improvements, the ability to comply with
the Department of Environmental Regulation
and the FEnvironmental Protection Agency

requirements, reduced costs due to
economlies of scale and the ability to buy
in pulk, the introduction of more

professional and experienced management,
and the elimination of general disinterest
in utility operations 1in the <case of
developer owned systems.

The Commission may want to consider an overall

goal of helping ensure the sustained provision
of safe, environmentally sound and reasonably
priced water and wastewater service to

Floridians. While infusion of funds through rate
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increases, grants or low 1nterest loans may
provide a short term fix for many utilities, many

utilities will continue to have long term
problems Dbased predominateliy upon their small
scale of operation. Therefore, consolidation of
the industry by larger utilities acquiring
smaller utilities, resulting 1in the above stated
benefits, may be a reasonable option to

eliminating prcblems faced by small utilities and
assuring the long term provision of better
quality water and wastewater service. However,
the Commission should assure that each
acquisition 1s in the public interest and
evaluate each case based upon resulting customer
benefits. Additionally, the Commission must
closely investigate all cases where a wide
difference exists between purchase price and rate
bpase. It 1s important to understand the reasons
for these differences and evaluate customer
benefits in determining if and at what 1level an
acquisition adjustment might be granted.

If the Commission were to pursue a goal of

consolidating the industry thereby eliminating
small non-viable wutilities, a key factor 1is 1f
the acquiring entity is regulated by this
Commission. The Commission 1is not involved in
negotiating or establishing the purchase price
of a utility. If the Commission chooses to

provide 1incentives for small system acquisitions,
such incentives could only be based upon 1ts
continued regulatory authority. The acquiring
utility 1is concerned how continued regulatory
treatment of the acquired assets and customers
will impact its profit. Conversely, a non-
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regulated entity such as a city, county,
cooperative or exempt homeowners association 1is
concerned mainly with purchase price and its
ability to expand 1its customer base and provide
ongoing service to its c¢itizens or members. While
it 1s desirable for governmental entities to
acquire utilities Dbased wupon their ability to
fund operations and their vested interest in
providing service to their citizens, the
Commission cannot offer incentives for these
purchases. However, since these type acquisitions
are fairly common, it appears motivation and
incentive aiready exist.

From the standpcocint of the Commission, an
acquisition policy which provides incentives for
consolidation 1is most beneficial with the
scenaric of a larger utility acquiring a smaller
utility. However, at l1ssue is the economic
rationale for acquisiticon of a small, poorly
maintained wutility with limited customer growth
potential and whether additional incentives may
be needed to promote these transfers.

The key to any policy which would lead to
consolidation of the industry and reduction in
the number of small utilities 1is an understanding
that the problems faced by small utilities and
their customers may be a statewide problem that
extends beyond this Commission’s jurisdiction.
Any action, including acquisition incentives,
designed to promote an environment conducive to
acquisitions by this Commission would impact only
a portion of the state’s utilities. Therefore, we
can help to provide a solution to only part of
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the problem. Based upon our experience in
certifying new utilities when a county gives
jurisdiction to the Commission, we are well aware
that non-jurisdictiocnal counties are likewise
inundated with small utilities.

We believe 1if consolidation of the industry 1is
pursued 1t may be best addressed 1f considered as
a state goal expressed by the legislature. Tnis
state policy would then serve as a backdrop to
implement measures to stimulate acquisitions.
Mergers or acqulsitions cannot be mandated.
Acquisitions are Dbusiness decisions which for
investor-owned utilities are generally prudent
only with the expectation of future profit.

Utilities rely on this Commission’s pelicy to
bargain for and purchase utilities. It 1is
important that this policy be clearly stated so
all plavers know the rules of the game and are
able to anticipate the Commission’s reaction. The
policy should also be flexible to entertain ways
te finalize transactions and avolid same 1ssue
hearings. Litigaticn costs associated with
transfers would be better spent in making
improvements to the acquired systems.

Within its Jurisdiction, the Commission could
do several things to stimulate acquisitions.
Regarding acquisition of large systems by other
large systems and the acquisition of small

utilities by larger wutilities, we Dbelieve the
present policy of not acknowledging elither
positive or negative acquisition adjustments

absent extraordinary circumstances is still
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appropriate. However, 1if a goal of reducing the
number o©of small utilities 1s pursued, additicnal
incentive options could be considered.

For the acquisition of small utilities, we

believe the umbrella policy could be to
facilitate a reduction in the number of small
utilities for the long term benefit of the
ratepayers. While higher rates are 1inevitable,

the goal of providing safe, reliable long term
service 1in compliance with regulatory standards
benefits ratepayers. To accomplish this gcal, the
key question 1s why would an entity want to
acquire a small utility in need of substantial
upgrades? Further, we must recognize that these
upgrades must be done by either the present or
new owner with the cost borne by the ratepavyers.
Therefore, a two prong attack 1is needed to help
upgrade exlsting small utilities making them more
attractive for acquisition and/or providing
incentives for larger utilities to acguire either
well run or troubled small utilities.

Since small utilities may be a statewide
problem, a state program such as PENNVEST in
Pennsylvania, which provides lcow 1interest loans
and grants for infrastructure improvements would
help. This funding would be in addition to the
state reveolving fund. For example, we have seen
many 1nstances of small utilities seeking to
retire their water or wastewater plants and tie
their systems 1into regional systems. In several
cases, these transactions have not happened due
to the wunwillingness of the regional system to
assume dilapidated collecticn or distribution
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systems. Access to these funds can help make
utilities willing to make improvements more
attractive for acquisition. Additionally, a rate
increase may be needed to cover the costs of
improvements and position the wutility to service

its acquired debt. An acquiring utility would
rather not alienate its new customers with an
immediate rate 1ncrease. Obviously, they would

rather assume recently 1increased rates by the
prior owner.

For small wutilities with 1little rate base,
traditional rate of return rate setting fails to
provide adequate cash flow to service debt or put
proftit back into the utility. The operating ratio

alternative currently available for Florida’s
small utilities can provide needed additicnal
revenues for these utilities. To date, the

Commission has approved rates Dbased upon the
operating ratic for three utilities. One of these
utilities 1is no longer Jurisdicticonal due to the
loss of Citrus county and another was Just
approved in 2000. While these cases cannot reveal
the impact of the operating ratio, the third
case, Lake Osborne may show the positive impact
of wusing the operating ratio. In 1996, Lake
Osborne received a rate increase based upon the
operating ratio. In 1997, the utility was
acquired by Crystal River Utilities. Even though
Lake Osborne was a small utility with rate base
of only $1,842, the ability of the new owner to
continue charging the rates based upon the
operating ratio may have provided the incentive
to «close the transfer. This 1s another way a
small utility can make 1itself more attractive for
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acguisition.

Small wutilities where the present owners lack
the desire and abillity to make improvements
present a different sScenario. In these cases,
improvements can only be made by the new owner
with the cost ultimately borne by the ratepayers.
In many instances, the present owners are looking
to cut their losses and sell at bargain prices.
Absent extraordinary circumstances, a negative
acquisition adjustment would go against the goal
of consclidation. Additionally, contentious
recovery of costs to upgrade the acquired system
1s alsc an acqguisition disincentive. Depending
upon the size of the acquiring utility and the
magnitude of iImprovements to the acquired system,
implementation of a surcharge to customers of the
acquired system could be made available. A
surcharge would earmark only the customers of
specific systems.

Additionally, when a utility acquires a system
which has little or no rate base, the Commission
could consider allowing a proxy —rate base
equivalent to the rate base per customer of the
acquiring company. This would increase cash flow
over otherwise break even rates providing an
incentive to acguire the system.

In summary a package of the following measures
would serve to provide needed incentives if the
Commission were to pursue a goal of industry
consolidation.

. Work with other agencies and the legislature
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for funding to establish additional funding
for infrastructure replacement and
improvement.

Educate owur utilities to make them aware of
funding options.

Codify, through rule, the Commission’s
current policy of acknowledging neither a
positive nor negative acguisition
adjustment, absent extraordinary
circumstances.

Receognize that additional incentives are

needed for the acquisition of small utilities
and that immediate rate 1ncreases may be
needed to achieve the 1long term goal of
providing safe, reliabie service in
compliance with regulatory standards.

Educate customers of the costs to provide
quality service ana the price tag of needed
improvements to their specific systems.
Educate them that 1in order to receive qguality
service they will bear the cost of regulatory
compliance which is to their long term
penefit.

Expand applicability and promote setting
rates on the cperating ratio method.
Utilities with sufficient cash flow are more
viable entities and are better targets for
acquisition. |

When the acquired company has little or no
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= Ni America

Januvary 20, 2010

Florida Public Service Commission
Division of Regulatory Analysis
Attn: Greg Shafer

2540 Shumard Oak Blvd,
Tallahassee, FL. 32399-0852

Via ematl: gshafer@psc.state.fl.us
Re: Acquisition Adjustment Workshop Regarding rule 25-30.0371
Dear Mr. Shafer:

This is written in response to the Commission notice as to the workshop referenced herein. The
purpose of said workshop is to discuss the Commission's policy on water and wastewater
acquisition adjustments as set forth in rule 25-30. 037!, Florida Administrative Code.

Ni America (“Ni™), through its utility Ni Florida LLC, has acquired utilities in Florida in recent
years and is actively pursuing other utilities. As such, the workshop topic has ditectly impacted
Ni in its efforts to acquire and consolidate certain utility operations.

We respectfully submit the attached comments pertaining to Questions to Comment as presented
in Attachment Three of the Notice of Workshop. We welcome the opportunity to visit with

Commission Staff where appropriate.

If you have questions or comments, please contact either Rick Melcher
(rmelcher@niamerica.com) or me (mashifield@niamerica.com). Ni appreciates the
Commission’s desire to review this existing rule.

inceleiy,
bl e %9
fiel

Michael J. Ash
VP Acquisitions

Attachment

ce Rick Melcher, Ni America
Marsha Rule, Rutledge, Ecenia & Purnell, P.A

10913 Metronome ¢ Houston, Texas 77043
(713) 574-5952 » Fax: (713) 647-0277
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Ni America’s Responses to Questions for Comment

We are not aware of the specific number of distressed 10Us under Commission
jurisdiction, but are well aware that there are distressed systems in Florida whose
physical and financial condition negatively affects the quality of service to their
customers.  As such, the customers would benefit greatly from the acquisition of a larger
or more financially sound utility company that could provide the investment necessary to
improve and manage such systems. We would welcome the opportunity to meet with
Commission Staff to discuss how certain systems could be packaged together so that
necessary capital costs could be planned and factored into rates so that the utility could
still receive its expected ROL.

The current Commission adjustment rule impedes certain acquisitions of older systems
primarily. The reason being is that rate base has been depreciated and therefore the ROI
on the depreciated rate basc is not sufficient, or does not correlate, with the utility’s
actual market value (determined by either cash flow projections, replacement cost
studies, or comparable sales). When 1{his occurs, the acquiring utility is not as
incentivized to make capital improvements to the system.

The number of 10Us available for acquisition has definitely been negalively affected by
the Commission’s current acquisition adjustment rule, as has our company’s willingness
to acquire distressed systems.

Current market (or acquisitions: While there are systems available for acquisition, there is
a disconnect between the two parties (Buyer/Seller) and the Commission as ta market
value of a ufility. Mid to large sized utility companies are in the market for QU
acquisitions so that economies of scale can be achieved ultimately providing for better
management and service to its customers. Larger utililies are only incentivized to acquire
a system if the proposed acquisition is not dilutive to its shareholders. As to capital, it is
definitely tighter today than it was just five years ago. Nonetheless, the utility business
historically had been relatively stable and predictable so financial institutions remain
open to invest in states with sound regulatory policy that adequately protects the financial
health of the utility.

The customers have been negatively impacted by the Commission’s acquisitions
adjustment rule; the rule limits the desirability of acquiring and improving utility
systems whose owners who are unwilling or unable to invest the necessary capital and
resources into utility plant to better serve their customers. Those customers therefore are
denied the improved facilities and service that would result from an acquisition.



Additional comments:

- The Commission should consider permitting the use of original cost studies for
purposes of establishing rate base in some transfer situations - for instance, where the
Seller of utility does not have sufficient records to support rate base - preferably before
the parties “sign off” on the agreed rate base for Approval of Transfer, This process
would encourage larger utilities to consider potential acquisitions of distressed utilities;
additionally, this could promote open conversation between the Commission and the
larger utilities as to formulating plans for desired consolidation.

- In situations where a rate case is needed and required within the first year of acquisition,
but Seller does not have sufficient records for the period under its ownership, the
Conimission should permit use of normalized (Buyer’s results projected out for a
complete 12 months) income statement figures or accept projections that can later be
substantiated if so desired. This process would help facilitate the acquisition of systems
as a larger utility would then be able to achieve the cash flow necessary to justify taking
over the operations and capital improvement needs of the utility, whether it is distressed
ot not.



Holland & Knight

315 South Calhoun Sireet, Suite 600 | Tallahassee, FL 32301 | T 8502247000 | F 850.224.8832
Holland & Knight LLP | www.hklaw.com

D. Bruce May, Jr.
850.425.5607
bruce.may@hklaw.corn

January 21, 2010
VIA E-MAIL

Mr. Greg Shafer

Division of Regulatory Analysis
Florida Public Service Commission
2540 Shumard Oak Boulevard
Tallahassee, FL 32399-0852

Re:  Inre: Acquisition Adjustment Workshop Regarding Rule 25-30.0371, Florida
Administrative Code, Undocketed

Dear Mr, Shafer:

Attached are Aqua Utilities Florida, Inc.'s pre-workshop comments concerning the
undocketed matter referenced above.

Sincerely,
HOLLAND & KNIGHT LLP
~Bruce May, Jr.
DBM:kjg
Enclosure

cc: Kimberly A. Joyce
William T. Rendell

# 9117658 _vi

Atlanta | Bethesda | Boston | Chicago | Fort Lauderdale | Jacksonvilie | Lakeland | Los Angeles | Miami | New Yark
Northern Virginia | Ortande | Portiand | San Francisco | Tallahassee | Tampa | Washington, D.C. | West Palm Beach
Abu Dhabi | Beijing | Caracas® [ Mexico City | Tel Aviv*

* Representative Cffice




BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Acquisition Adjustment Workshop
Regarding Rule 25-30.0371, Florida UNDOCKETED
Administrative Code

/

AQUA UTILITIES FLORIDA, INC.'S
PRE-WORKSHOP COMMENTS

Aqua Utilities Florida, Inc. ("AUF") appreciates the opportunity to provide pre-workshop
comments in the above-referenced matter. The Commission's current policy on acquisition
gdjustments for water and wastewater utilities is articulated in Order No. PSC-02-0997-FOF-
WS' (the "Final Order") and codified in Florida Administrative Code Rule 25-30.0371 (the
"Rule”). In addressing that policy now, AUF believes that certain principles discussed below
should be taken into account.

The Commission's current policy on water and wastewater utilify acquisition adjustments

was developed through extensive rulemaking, and is based on a careful balancing of the
interests of all stakeholders.

Prior to issuing the Final Order and adopting the Rule, the Commission conducted a
series of formal and informal rulemaking workshops during which it carefully considered
numerous comments from all stakeholders, including the Office of Public Counsel, customers,
and the water and wastewater industry. That rulemaking process extended over a period of
approximately 32 months and culminated in a thoughtful and balanced approach for determining

the rate base of purchased utility systems. AUF respectfully submits that information gathered in

"'In re: Proposed Rule 25-30.0371, FA.C., Acquisition Adjustments, 02 ¥.P.8.C. 7:326; Docket No. 001502-WS5,
Order No. PSC-02-0997-FOF-WS (July 23, 2002).



that rulemaking proceeding is relevant today and should be part of any discussion regarding the

Commission's existing acquisition adjustment policies.

The Rule continues to be relevant and serve a valid public purpose today.

The Rule was designed to facilitate acquisitions while providing customers with better

water and wastewater quality at reasonable rates.

We still believe that our current policy provides a much needed incentive for
acquisitions. The buyer earns a return on not just the purchase price but the
entire rate base of the acquired utility. The buyer also receives the benefit of
depreciation on the full rate base. Without these benefits, large utilities would
have no incentive to look for and acquire small, troubled systems. The customers
of the acquired wtility are not harmed by this policy because, generally, upon
acquisition, rate base has not changed, so rates have not changed. Indeed, we
think the customers receive benefits which amount to a better quality of service at
a reasonable rate. With new ownership, there are beneficial changes: the
elimination of financial pressure on the utility due to its inability to obtain capital,
the ability to attract capital, a reductionin the high cost of debt due to lower risk,
the elimination of substandard operating conditions, the ability to make necessary
improvements, the ability to comply with the Department of Environmental
Regulation and the Environmental Protection Agency requirements, reduced cosls
due to economies of scale and the ability to buy in bulk, the introduction of more
professional and experienced maragement, and the elimination of a general
disinterest in wtility operations in the case of developer owned systems.

Final Order at 2 (citing Order No. 25729).

The policy of encouraging well-run utilities to acquire smaller systems is just as valid
today as it was when the Rule was first promulgated. Public and private water and wastewater
utilities continue to face financial difficulties in meeting the new water and wastewater
Environmental Protection Agency ("EPA") standards. In its February 2009 study, the EPA .
recommends that over $330 Billion dollars in infrastructure improvements are necessary over the
next 20 years for water utilities. AUF believes that it will be increasingly difficult for smaller

utilities to fund these necessary infrastructure improvements,

2 AUF also would respectfully refer the Commission ta the white paper it published in February, 2001, entitled,
"Refocusing on the Commission’s Acquisition Folicy Regarding Water and Wasfewater Utilities. "



The Commission's current acquisition policy was designed to benefit customers.

As mentioned on the preceding page, the Comumission's existing acquisition adjustment
policy was specifically designed with ratepayers in mind. In addition, the Commission has
made it clear that the Rule is designed to dissuade a purchasing utility from seeking a rate
increase when the purchase price is significantly below the acquired utility's net book value.

Paragraph (3)(b)[of the Rule] outlines our treatment when the purchase price Is less
than 80 percent of net book value . It requires that the amount that exceeds 20
percent of the net book value will be recognized for ratemaking purposes as a
negative acquisition adjustment as an incentive for the wtility not 10 file for a rate
increase. The paragraph also establishes an amortization period for the acquisition
adjustment of five years. If the utility does not file for a rate increase that will be
effective during the amortization period, then the negative acquisition adjustment is
not booked to recognize for any review of earnings. If the utility does file for a rate
increase that will be effective during the amortization period, the unamortized
negative acquisition adjustment is booked and used to test the earnings level and the
need for a rate increase. The 20 percent that was not booked has a negative
acquisition adjustment would not be recognized.

Final Order at 4. The Commission summarized the Rule's customer-oriented provisions as

follows:
We are modifying our existing policy to provide an incentive for a purchasing
utility to refrain from filing a rate case for a five-year period subsequent to the
purchase. [n addition, the rule also provides an incentive for a wtility to obtain the
lowest price possible when negotiating a purchase price lower than book value.
We believe thar codification of this rule will reduce costs in future proceedings by
diminishing some of the controversy over acquisition adjustments and expediting
transfer ar rate case proceeding.

Final Order at 3. AUF believes that the Commission’s approach to acquisition adjustments

carefully balances the need to encourage utilities to acquire smaller utility systems with the

customer's need for reasonable rates.

The Commission’s policy is consistent with directives from the Florida Legislature.

It is important to note that, prior to promulgating the Rule, the Commission

considered and ultimately determined that an acquisition adjustment policy that



encouraged larger well-run utilities to acquire smaller systems was entirely consistent with
the directives of the Florida Legislature. See page 1l of Staff Recommendation dated
August 23, 2001 in Docket No. 001502-WS (". . . the Legislature already directed the
Commission to encourage consolidation and the acquisition of small utilities when it

enacted certain policy changes following its 1989 Sunset Review of Chapter 367, Florida

Statutes.").

¥ & ¥

AUF is hopeful that the Commission will find the foregoing comments constructive and
useful. AUF appreciates the opportunity to participate in this process.

Respectfully submitted this 21% day of January, 2010.

&%mm.

B) Bruce May, Jr,

Florida Bar No. 354473

Holland & Knight, LLP

Post Office Drawer 810
Tallahassee, Flonda 32302-0810
(850) 224-7000 (Telephone)
(850) 224-8832 (Facsimile)

-and-

Kimberly A. Joyce, Esquire
Aqua America, Inc.

762 West Lancaster Avenue
Bryn Mawr, PA 19010
(610) 645-1077 (Telephone)
(610) 519-0989 (Facsirnile)

Attorneys for Agua Utilities Florida, Inc.

H9116709_v)
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Acquisition Adjustment
Workshop

Florida Public Service Commlsﬁaon
Staff Presentation @
01/27/2010




Simple Explanation

between the calculated “net bool
of a utility system and what the
actually pays for it.

Technical Definition

An acquisition adjustment is the difference
between the purchase price of utili

assets when first placed in public s
less accumulated depreciation and:
contributions in aid of construct 1;1 net of
amortization.




Net Book Value

Net book value is an asset’s original price
minus depreciation and amortization.

A Company with $100,000 of utility plant in
service with a physical life of 10 years has
a net book value of $100,000 minus
$10,000 per year (depreciation). .

Types of Acquisition Adjustments

= A Positive Acquisition Adjustment may
occur when a utility purchases a system
at a premium, or pays /more than the net
book value

=« A Negative Acquisition Adiustmeﬁfmay
occur when a utility purchases a System
for /ess than the net book value




1. Back_qroundﬁ

PSC Jurisdiction

The PSC requlates 153 investor-owned water and
wastewater utilities

The systems are divided into A, B, and C classes

Class A systems have annual revenues > $1 million
Class B systems have annual revenues > $200,000 but < $]
Class C systems have annual revenues of < $200,000

The majority of the utilities the PSC regulate' Vre Class C
systems

The largest company is Aqua Utilities Florida; Inc. with
annual revenue of $10,055,461 :

Many systems have only a few hundred custg
annual revenues of $50,000 or tess

The PSC has authority over a small percent
water and wastewater customers in Florida, |
served by government owned utilities..




1920s & 30s - Abusive purchasing tactics caused the
regulatory framework to shift from setting rates based
on| purchase price to basing rates on the utilities” actual
value

1983 - FPSC stated the policy that there will-be no
acquisition adjustment, either negative or positive,
absent a showing of extraordinary circumstances

1989 - The Office of Public Counsel (OPC) filéd a petition
to initiate rulemaking or investigation on the P5C’s
acquisition adjustment policy

1992 - Commission approved staff's recommendation to
make no change to the acquisition adjustment policy in
Order No. 25729 s

Wedgefield Acquisition of Econ

In February 1996, Wedgefield Utilities, Inc filed
an application to acquire Econ Utilities -
Corporation Docket No. 960283-WS .

Wedgefield, a subsidiary of Utilities, Inc.,
specializes in ownership and operatior of small
systems

Wedgefield purchased Econ for $545,000 and at
that time, Econ’s assets had a net book value of
$2,930,836

In October of 1996, the Commission approved
the transfer and set rate base for the dtility ™

10




Wedgefield Acquisition of Econ
Utilities
The transfer was protested by OPC and a hearing was
held to determine rate base .

Customers cited poor water quality, inconsistent service,
and comparatively large bills as reasons the:purchase
price, rather than the net book value shoul
rate base

acquisition adjustment policy

Acquisition Environment

Small water and wastewater systems
experienced increased strain resulting. from:
1. Aging utility infrastructure
2. Increasingly stringent water quality st §gards
resulting from the Safe Drinking Water Act (1986)
and Florida's Department of Environmental
Protection

need for acquisition incentives with sghsitivity to

rate impacts results became less predictabl@®imzs

12




Transfers Before the Rule was
Enacted in 2002

In the time period between 1986 and 2000:

* There were 113 total transfers h
» Four positive acquisition adjustments weﬁ@ approved
» Four negative acquisition adjustments e approved

* The positive acquisition adjustments .
from $1,966 to $266,423 E

* The negative acquisition adjustmen
from $2,663 to $497,831

l1]. Acquisition Adiustmé%t Rule




Rule Development

a May 1999 - At Internal Affairs the Commissioners directed
staff to proceed with the rulemaking process to codify the
existing policy

s May 1999 - Staff proposed a draft rule reﬂe'?tmg current
policy and an alternative rule based on inp
parties

refine the alternative proposed rule throug
workshops, negotiations, and agendas

Transfers After the Rule Became

Effective
Between 2002 and 2009 there were:

6 Negative acquisition adjustments

= 15 Denied or not requested positive acquisitic
adjustments

» 11 Transfers where rate base was equal to
price or rate base was not established

® The negative acquisition adjustments range féfom
$12,567 to $351,387

= There were two negative acquisition adjustt
the purchase price was more than 80% of rate base, so
no adjustment was made RE=0




General Purpose

The acquisition adjustment rule (F.A.C.
25-30.0371) is designed to: -

« Encourage the purchase of smaller often
troubled systems by larger, more
established utilities i

» Keep rate increases to a m|n|mum |

= Diminish some of the controver
acquisition adjustments and expedite

transfer or rate case proceedmgs (Ordetw@%wn:

No. PSC-02-0997- FOF WS)

17

Positive Acquisition Adjustments

» The policy on positive acquisition adjustments was left
virtually unchanged, but formalized: A positive
acquisition adjustment shall not be included in rate base
absent extraordinary circumstances.

= The company or entity that believes it shoui'l‘:receuve the
adjustment has the burden to prove the existence of
“extraordinary circumstances”

= Examples of extraordinary circumstances include
commitment to improve quality of service and
compliance with regulatory mandates, potentlal rate
reductions, and cost efficiencies




Negative Acquisition Adjustments

» A negative acquisition adjustment shall not be included
in rate base absent proof of extraordinary circumstances
or where the purchase price is less than 80% of net
book value.

= Paragraph 3b requires that the amount that.e
20% of net book value be recognized for ratemaking
purposes as a negative acquisition adjustment as an
Incentive for the utility not to file for a rate

= The negative acquisition adjustment is amoitized over a
5 year period ‘

» If the utility does not file for a rate increase that will be
effective during the amortization period, th
negative acquisition adjustment is not book:
recognized in review of earnings

Reasons to Encourage Small
System Acquisitions

m Large utilities can achieve economies of scale

= Large utilities have easier access to capital at more
favorable terms

= Large utilities may be able to utilize excess eapacities in

existing facilities in the case of interconnecti

= Incorporating smaller utilities into larger on @ay be a
lower cost option to expanding or rebuilding the smaller
system

= Large utilities have greater technical and managerial

expertise

» Large utilities can manage and protect watel esourg%%{%
ke e

more effectively/efficiently

10



V. Example

21

Scenario 1

A small retirement community has its own wastewater
treatment plant. The owner can no longer afford to
maintain it. The net book value is $100,000, but the
system needs upgrades and new equipment, sg.the owner
agrees to sell it to a large water company for ,000.

Rate base will immediately reflect the $30,000 purchase
price plus $20,000, 20% of net book value. The remaining
difference, $50,000, will be recognized as a negative
acquisition adjustment for ratemaking purposég and will be
amortized over 5 years.

22

g
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Sample Amortization Schedule

n Net Book Value = $100,000
m Purchase Price = $30,000
s The difference = $70,000

= The amount of the negative acquisition adj stment not

recognized for ratemaking purposes = $20,

= Amount of negative acquisition adjustment
recognized for ratemaking purposes = $50,

» $50,000 amortized over 5 years = $10,000

00

23

Sample Amortization Schedule

Net Book thgmnmg_‘ {nd of ir.rnd of ['nd of End of [nd of
Value Year Year Year Year Year Year
] _ 2 3 1 5 [§}
Utdity Plant 1 o106 606 | s190 000 | 217999 § 190,000 | $190 000 | $190,000 | $190.000
in Service 0
Accumulated c . . )
. 5
Depeciation (50,060 | (30,0007 | (53.100) | {60.200) | (65,300) | (70,400) | (75,500)
CIAC (55,000) | (55000) | (35.000) | (35.000) | (55,000) | (55,000} | (55.000)
Accum. I
Amortization 15,000 15,000 16.650 18.300 19.9350 21,600 23,250
of CIAC
Negative Acq. - - <
Adi {50,000y | 50000y | (30.000) | (50.000) | (56,000) | (50,000)
Accum.
Amortization $0 $10.000 | $20.000 | $30,000 [ $40,000 | $50,000
of Acq. Adj.
$76,200 | $82,750

Rate Base $106G.000 | $50.000 | $56.350 | 563100 1 $69.650

&

24
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Scenario 2

A small retirement community has its own wastewater
treatment plant. The developer does not wish to be in
the utility business. The net book value is $500,000, but
the developer agrees to sell the system for $100,000.

Rate base will immediately reflect the $100;000
purchase price plus $100,000, 20% of net K

value. The remaining difference, $300,000; will be
recognized as a negative acquisition adjust ent for
ratemaking purposes and will be amortized gver 5 years.

25

Sample Amortization Schedule

Net Book Value = $500,000
Purchase Price = $100,000
The difference = $400,000

The amount of the negative acquisition adjusts
recognized for ratemaking purposes = $100;000

Amount of negative acquisition adjustment th
recognized for ratemaking purposes = $300,000

$300,000 amortized over 5 years = $60,00

13



Sample Amortization Schedule

fand ol End of . End of

Year 3 Year 4 Year 5
$390,0060 | $390.000 | $590,000
(65300} | (70,400) { (75,500)
135.000) | (55,000) [ (55,000)

19.950 21,600 23,250

Net Book | Begianing | find of I'nd of
Value Year | Year | Year 2
utility Plantin 1590 060 | $500,000 | $590.000 | $390.000
Service o o
Acoumulated oy g0y | 5000y | 0551000 | 160,200)
[epreciation )
CIAC (35,0005 | (33000} 1 (550003 | (55000
Accum,
Amortization of 15,000 13,000 16,650 18.300
CIAC
Negative Acq. (300,000 1(300.000) | (360.000)
Adj.
Accum.
Amortization of ] 4,000 | 241003
Acq. Ad;.
Ratc Basc $306.000 | $200.000 15256 330 ! S35 han L’HNJ {50

{200.000)

(300,000}](300,006)

1800038}

240,000 %30

0,000

$426.200 | 348

2,750

27

V1. Acquisition Incenti

/es in

Other States

28
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Pennsylvania

= Positive acquisition adjustments are included in
rate base because purchase price is thought to
be a “reasonable” estimation of a utilities” value

= The utility must fulfill certain conditions relating
to size, service, and rates to get the positive
acquisition adjustment

= Absent “matters of substantial public interest”
the difference between purchase pricg and the
original cost of the system will be amortized
ovér a “reasonable period of time” -

ME

29

California

« In 1997 the California legislature passed the
Public Water System Investment and
Consolidation Act

» The Act establishes “fair market value’ as the

amount used when determining rate base in the

event of a transfer '

when the

» Fair market value is the purchase price \
ither the

Burchase is done without urgency on
uyer or seller’s part

» The Commission must find any positi\"/i
acquisition adjustment to be “fair and..
reasonable”

30
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North Carolina

In 2004, Aqua America Inc. filed with the
North Carclina Commission to obtain ‘Heater
Utilities, Inc. from Allete Water Services, Inc.
Aqua was allowed to realize an $18 milli
positive acquisition adjustment on the ¢
that the funds they gained from the

Adjustment account” and used to pur
update other small, nonviable water a%
wastewater systems in North Carolin

31
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