FLORIDA PUBLIC SERVICE COMMISSION
Capital Circle Office Center ® 2540 Shumard Oak Boulevard
Tallahassee, Florida 32399-0850

MEMORANDUM
April 18, 19596

TO: DIRECTOR, DIVISION OF RECORDS AND y;'r fg/tnvm V.
KILL '

FROM: DIVISION OF WATER & WASTEWATER (MC
DIVISION OF AUDITING & FINANCIAL
DIVISION OF LEGAL SERVICES (JAEGER}Y

)

RE: DOCKET NO. 960397-WS - REVIEW OF COMMISSION'S POLICY
CONCERNING THE COLLECTION AND REFUND OF CIAC GROSS-UP

AGENDA: APRIL 30, 1996 - REGULAR AGENDA - PROPOSED AGENCY ACTION
- INTERESTED PERSONS MAY PARTICIPATE

CRITICAL DATES: NONE
SPECIAL INSTRUCTIONS: I:\PSC\WAW\WP\3E0387.RCM )

CASE BACEKGROUND

The Passage of the Tax Reform Act of 1986 (Act), effective
January 1, 1987, made Contributions-in-Aid-of-Construction (CIAC)
taxable income. To address this change, the Commission issued
several orders. In PAA Order No. 16971, issued on December 18,
1986, the Commission granted the Florida Waterworks Association's
(FWWA's) application for emergency approval of amended service
availability policies with modifications. That order, among other
things, allowed utilities to collect from contributors an amount
equal to the tax impact of CIAC, set forth a gross-up formula,
required f£iling of annual CIAC tax impact reports, and required a
refund of excess monies collected.

By PAA Order No. 21266, issued May 22, 1989, this Commission
proposed to establish guidelines to control the collection of the
gross-up. However, on June 12, 1989, Order No. 21266 was protested
by FWWA and 14 water/wastewater utilities. Also, by PAA Order No.
21436, the Commission proposed to require a number of utilities to
refund amounts of the gross-up collected or make adjustments to
their depreciation reserves. This order was also protested.

Those protests were combined and a formal hearing was held on
April 27 and 30, 1990. As a result of that formal hearing, the

Commission issued Order No. 23541 on October 1, 1990.
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In the ordering paragraphs, the Order stated:

Ordered that any gross-up amounts collected in excess of
a utility's actual tax liability resulting from itse collection
of CIAC, as set forth in the body of this Order shall be
refunded on a pro rata basis to the contributors of those
amounts.

In the body of the order, the Commission recognized that
above-the-line Net Operating Losses (NOLs) and Investment Tax
Credits (ITCs) shall be used to calculate the actual tax liability.
Then in order after order after that, the authorization to continue
gross-up of CIAC was made contingent upon compliance with Orders
Nos. 16971, issued December 18, 1986, and 23541 issued October 1,
1990, and all matters discussed in those orders were expressly
incorporated therein by reference.

For the last year, several applications for gross-up authority
and refund calculations have been held up pending the outcome of
the Commission Workshop on CIAC Gress-up. Staff is now seeking
gquidance on how to proceed on those pending applications.

At the Commission Workshop on November 29, 1995, the utilities
proposed an alternate plan for the treatment of CIAC Groes-up and
staff is considering this plan. If staff does agree to recommend
a change, the issue to be addressed is how does the change affect
all gross-up to date. Specifically, may the pending refunds be
calculated or handled by using this new methodology.
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DISCUSSION QOF ISSUES

ISSUE 1: Should the Commission's policy concerning the collection
and refund of CIAC gross-up be revisited?

t Yea, the Commission's policy concerning the
collection and refund of CIAC gross-up should be revisited.
(MCCASKILL, CAUSSEAUX)

STAFF AMALYSIS: By Order No. 16971, issued December 18, 1986, the
Commission granted approval for water and wastewater utilities to
amend their service availability policies to meet the tax impact on
contributions-in-aid-of -construction (CIAC) resulting from the
amendment of Section 118(b) of the Internal Revenue Code. This
order also contained a gross-up formula. Order No. 23541, issued
October 1, 1990, after a formal hearing, ordered utilities
currently grossing-up CIAC to file a petition for continued
authority to gross-up and also ordered that no utility may gross-up
CIAC without first obtaining the approval of this Commission. The
order stated that at a minimum, each utility should be able to
demonstrate that a tax liability existed and that sources of funds
were not available at a reasonable cost. Further, the order stated
that a utility may demonstrate such need by filing the following

information: (1) Demonstration of an actual tax liability on a
requlated, above-the-line basis, (2) Cash flow statement, (3)
Statement of Interest Coverage, (4) Statement of Alternative

Financing, (5) Justification for Gross-up, (6) Gross-up Method
Selected (full gross-up or net present value) and (7) Proposed
Tariffs. Order No. 23541 also modified the gross-up formula
contained in Order No. 169%71. Both orders prescribed the
accounting and regulatory treatments for the gross-up and crdered
that CIAC tax impact monies received during the tax year that were
in excess of the actual amount of tax expense that was attributable
to the receipt of the CIAC, together with interest earned on such
excess monies held in the CIAC Tax Impact Account, must be refunded
on a pro rata basis to the parties which made the contribution and
paid the tax impact amounts during the tax year. In addition,
Order No. PSC-92-0961-FOF-WS, issued September 9, 1992, clarified
the provisions in Orders Nos. 16971 and 23541 for the calculation
of refunds of gross-up of contributions-in-aid-of-construction.

Staff believed that applications for gross-up authority and
refund calculations were being processed in accordance with the
provisions of Orders Nos. 23541 and PSC-92-0961-FOF-WS. However,
at the agenda conference on May 18, 1995, in the refund case of
Canal Utilities, Inc., Docket No. 941083-WS, the utility raised the
question of whether or not staff's method of calculating refunds
was contrary to the requirements of Order No. 23541 and the
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Commission's previous practice. Specifically at issue was the
treatment of depreciation of CIAC after the first year; i.e.,
whether subsequent years' depreciation should be included above-
the-line or below-the-line. Staff had included subsequent years'
depreciation on CIAC above-the-line; however, the utility contended
that in previous CIAC gross-up refund dockets, subsequent years'
depreciation had been included below-the-line. Thus, the utility
contended that staff's refund calculation was contrary to the
provisions of Order No. 23541 and the Commission's previous
practice. Also at issue was the appropriate level of review
necessary to grant authority or process a refund, offsetting of
above-the-line NOLs and ITCs with CIAC income, the requirement of
refunds of excess collections of CIAC gross-up, and the differing
interpretations given to past decisions of the Commission. As a
result of these issues, among others, staff was directed to hold
workshops to discuss the current practices of the Commission
employed in dealing with the taxability of CIAC and to discuss
viable alternatives., Staff was also directed to consider the need,
if any, to change the Commission's current policy. Processing of
CIAC gross-up dockets have been held in abeyance pending resolution
of these issues.

The first workshop was held on August 30, 1995, with staff,
industry representatives and other interested parties. Staff
compiled a 1list of relevant questions for discussion at the
workshop and solicited responses from the industry. A subsequent
workshop was held on November 29, 1995 before the full Commiseion,
in which the responses received in the first workshop were
presented and discussed. Also provided at that workshop was »
summary of the responses and positions taken at the August 30,
1995, workshop. While most participants tend to agree that a
gross-up of CIAC is necessary, opinions differed as to its
application.

Mr. Paul Freeman of Southwest Florida Capital Corporation, a
developer, believes that if a gross-up is allowed, the net present
value method should be used because the ratepayer is whole and the
developer is paying the actual cost of the contribution. Mr.
Robert Nixion, on behalf of the Florida Waterworks Association and
geverral utilities currently utilizing or interested in the
Commission's policy on gross-up of CIAC submitted a proposal in
which the full gross-up method is used. This proposal is currently
under review by staff.

Under this proposal, refunds to contributors, annual
reporting, and the gross-up escrow account (all of which are
required by Order No. 23541) are eliminated. In addition, it is
proposed that applications to gross-up should be liberally granted;

- 4
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that 100% of gross-up is returned to the general body of
ratepayers; and that a method of accounting be adopted which does
the following: (1) Contributed taxes are amortized to above-the-
line income as a direct benefit to ratepayers. (Contributed tax
amortization increases operating income and decreases revenues);
(2) Has no impact on rate base, balance sheet, or income statement
over the useful life of contributed assets; (3) The tax benefits to
the utility are equal to the benefits given back to the ratepayers
and (4) The deferred tax liability is treated as zero cost capital.

Staff believes that consistent with the purpose of Orders Nos.
16571 and 23541, any gross-up method employed should enable
utilities to meet the tax impact resulting from the inclusion of
CIAC in gross income. The majority of the workshop participants
believe that while each utility should make its own decision on
whether to gross-up and the method to use (full gross-up, Net
present value gross-up, or no gross-up), full gross-up would best
enable utilities to meet the tax impact of CIAC. However, because
of differing interpretations of Orders Nos. 16971 and 23541 and
their application, staff believes that if a gross-up is allowed,
one of the major issues to be resolved is what accounting and
regulatory treatment for the gross-up would achieve the purpose of
Orders Nos. 16971 and 23541. More importantly, staff believes that
if a tax liability is created, it should be determined what
adjustments are made to income to calculate the tax liability
(offsetting of above-the-line NOLs and ITCe with CIAC income) and
alsc, it should be determined if refunds of excess collections of
gross-up should be required.

Based on the above, staff recommends that the Commission's
policy concerning the collection and refund of CIAC gross-up should
be revisited to determine what changes, if any, should be made to
accomplish the intended purpose of CIAC gross-up as established in
Orders Nos. 16971 and 23541. In addition, staff will consider ways
to simplify the process and viable alternatives to the gross-up.
Upon staff's completion of its review of the proposals and comments
offered by the workshop participants, staff will make a
recommendation to the Commission concerning whether the
Commission's current policy regarding the collection and refund of
CIAC gross-up should be changed.
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ISSUE 2: Pending a change in policy, if any, should all CIAC
gross-up cases continue to be processed under the provisions of
Orders Nos. 16791 and 235417

: Yes, based on the principle of administrative
finality, any change to the policy set out in those orders should
be made prospectively. Therefore, any current CIAC gross-up cases,
or any CIAC gross-up cases filed prior to any change in policy,
should be processed under the provisions of Orders Nos. 16791 and

23541. (JAEGER)

STAFF_ANALYSIS: Order No. 23541 was issued October 1, 1990, after
a formal hearing. That order concluded that gross-up amounts
collected in excess of a utility's actual tax liability resulting
from its collection of contributions-in-aid-of-construction (CIAC)
shall be refunded on a pro rata basis to the contributors of those
amounts. In the body of the order, actual tax liability was to be
calculated using above-the-line net operating losses (NOLs) and
irvestment tax credits (ITCs). All orders granting the
authorization for gross-up appear to expressly refer to Orders Nos.
16971 (this order referred to actual tax amount of tax expense) and
23541, and all matters in these two orders were expressly
incorporated therein in any orders granting gross-up authority.

The Commission does not have a rule on the appropriate method
to calculate gross-up of CIAC, a rule on how to determine if gross-
up authority is warranted, nor a rule to determine how refund of
gross-up should be calculated. The Commission has, however,
developed incipient policy for all of these determinations by the
issuance of the above-referenced orders. In Southern Bell

e lephone ang 2lEe api . PHe ga Fub 21 : ommigslon.,
443 So. 2d 92 (Fla. 1983), the Florida Supreme Court considered the
emerging policy of the Commission as to whether to allow charitable
contributions as expenses and noted that there was some
inconsistency between 1977 and 1981. However, the Court concluded
that although rulemaking might have been better, the Commission is
not required to institute a rulemaking proceeding every time a new
policy is developed, and that the change in policy did not amount
to an arbitrary or capricious act.

Also, Subsections 120.535(1) (a)l. and 2., Florida Statutes,
recognize that where the agency has not had sufficient time to
acquire the knowledge and experience reasonably necessary Gto
address a statement by rulemaking, or where matters are not
sufficiently resolved to enable the agency to address a statement
by rulemaking, then rulemaking may not be “"feasible and

practicable." From the Case Background and the additional history
get out in Igsue 1 above, the Commission has shown, through the
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issuance of Orders Nos. 16971 (issued December 18, 1996), 23541
{issued October 1, 1990), and PSC-92-0961-FOF-WS (issued September
9, 1992), and many other orders, and, also, through its workshops
held on August 30, 1995 (a staff workshop), and November 29, 1995
(a full Commission workshop), that matters were neither
sufficiently resolved, nor had the Commission gathered sufficient
knowledge and experience to address the issue of CIAC gross-up in
rulemaking. Staff now believes that the Commission has gathered
such knowledge and experience.

However, pending the final outcome of any rulemaking process,
staff faces the question of how to process the current CIAC gross-
up cases that are either already filed or will be filed prior to
the issuance of any rule. For the collection of any gross-up of
CIAC to date, Orders Nos. 16971 and 23541 were and still are in
effect, and specifically require that all gross-up in excess of the
liability related to the collection of CIAC be refunded. Pursuant
to the principle of administrative finality, orders of
administrative agencies, like the courts, must eventually pass out
of the agency's control and become final and no longer subject to
modification. However, the courts have recognized that
administrative agencies do have inherent power to reconsider final
orders which are still under their control, but such inherent
authority to modify is a limited one. §8ee, Peoples Gas System v.
Magon, 187 So. 2d 335, (Fla. 1966). The Florida courts do
recognize that administrative agencies decide issues according to
a public interest that often changes with time and so do allow the
agencies a very limited ability to modify based on this public
interest. However, Orders Nos. 16971 and 23541 were issued over
five years ago, and have long since passed from this Commission's

control (in Pegples Gag, four years was too long).

Also, while rules may be given retroactive effect in some
circumstances, it is generally allowed only where the rule embodies
previously established policy. See, '

v i , 496 So. 2d 147

(Fla. 1st DCA 1986); and,
Regulation, 422 S. 2d 450 (Fla. 1st DCA 1988). In the case at
hand, the Commission has stated that the funds collected over and
above the actual tax liability shall be refunded. Therefore, until
the policy is established otherwise, any new rule should be applied
“rospectively only.

Although the Commission may change its policy, staff
recommends that any change from the procedures set out in Order No.
23541 should be prospective only. To now change the policies, and
allow the utility to keep all of the CIAC gross-up without regard
to the effect of the above-the-line NOLs and ITCs would go against,
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Order No. 23541. When the contributors made their contributions,
Order No. 23541 was in effect and any payment or contribution of
gross-up was made with those restrictions and requirements validly
in place. Therefore, it would not appear to make any difference
whether the order requiring refunds for any particular utility has
already been issued. Orders Nos. 16971 and 23541 affect all those
that have applied (and will continue to affect any future
applications) until the policy of offsetting the tax effect with
above-the-line NOLs and ITCs is officially changed - whether by
order or adoption of a rule.

Based on all of the above, staff recommends that, until the
Commission indicates its change in policy, the requirements of
Orders Nos. 16971 and 23541 should be met in the collection of CIAC
gross-up and the ordering of refunds. Although the Commission may
change this policy, staff believes that any such change should be
made prospectively only. Therefore, staff recommends that all
pending CIAC gross-up cases, and any such cases filed prior to any
change in policy, if there is a change, should continue to be
procassed fursuant to Orders Nos. 16971 and 23541. Any change, if
and when finally approved, should be effective for cases filed from
that point forward,
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ISSUE 3: Should this docket be closed?

RECOMMENDATION: No, this docket should remain open pending a final
determination on a change in policy, if any. (JAEGER)

STAFF ANALYSIS: Staff is currently reviewing the Commission's
policy on the collection and refund of CIAC gross-up in conjunction
with proposals and comments received at the Commission workshops.
Upon completion of its review, staff will make a recommendation
concerning a change in policy, if any. Therefore, this docket
should remain open pending a final determination in this matter.
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