
esu Southern States Utilities 1000 Color Place Apopka, FL 32703 407/880-0058 

April 18, 1996 

Via UPS 

Ms. Blanca S. Bay0 
Florida Public Service Commission 
Director of Records & Reporting 
2540 Shumard Oak Blvd. 
Tallahassee, FL 32399-0850 

Re: Docket No. 950495-WS: Rate Increase 
Application of Southern States IJt ilities. 1 s  

Dear Ms. Bayo: 

Enclosed please find an original and fifteen copies of Exhibit ___ (SWV-4). It has 
come to SSU's attention that the copy of the exhibit originally filed with Mr. Vierima's 
testimony included only odd numbered pages. By copy of this letter, we are forwarding 
the complete exhibit to all parties (by UPS today) in this matter. If there are any 
questions or complications resulting from this correction, pelase do nto hesitate to call me 
at (407) 880-0058, ext. 152. 

As always, your assistance and cooperation is appreciated. 

Very truly yours, 

ACK 
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STATE OF NEW YORK 
'PUBLIC SERVICE COMMISSION 
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6 2  - Proceeding on Motion .of t h e  Commission. t 
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~inte,r,es.ted !. : pe.raons: t o  B u b m i t  eomrpents and/or consider  proposals  
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: 'rkgsrdirig: , . a .poss ib le  CohiesLon policy concerning a c q u i s i t i o n  
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mechanisms [AIM&)..'. 
, . ,  

TICE. is hereby given t h e t  any i n t e r e s t e d  person may 
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. . .  STATE OF NEW YORK 
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S ~ I I  water campanies are an 

mprovemen ts ,  poor capitalization I 

-time management, untimely rate 

recbrhs and recordkeeping, inadequate seroice, 

e&. and unfamiliarity v i t h  

ubled small companies continue to 

&e wSth emergencies. and may not be 

:The problems that occur i n  finance, 

ding poor records) stem from the 

panies often are taa small to 

lic utility.2 The new finaniiai 

by the Safe Drinking Water Act 

nd small eompahy capabilities in 

of staff and commission time 

Lee and rates of small water 

onats to the revenues and number of 

he future, this disproportionate 

se"in'1lght of the niv SDWA mandates. 
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e. leS6'. thein ' i o o .  custom&s. , Approximately ZOO companies have 

@ustomere or iesp. . .  
. .  

. .  
' ,  , .  

. :  

. . . .  . .Any poli& conEerning AIMS mukt satisfy broad economic 

' g D h s '  whiie klntaining a .broper balance between ratepayers and 
. . ,  

, . . :  
. .  

' :  
. ,  . . .  . .  

. .  
: j '  :,iny6lstors. ' A 5  a.'stbrting.point for a dialogue with interested 

. . . . .  . . .  . . . . . . . . . . .  . . .  
, '  . ; ' 'parciee;. staff. has.:,identified several broad goals and factors for . . .  . . . . . . .  . . .  .. , .  

&ie&tiim !in . & W i s h i n g  an AZn poli+.l Also, parties are 
. . f ' "  , -: ' ' i , ::. nvited. to co&ent..on. the' followi'ng . .  proposed guidelines for 

hevelopDqent. of any !AIM :golicy' that have been proposed .by Stbffc 

. . ,  , . I .,. ~ 

, .. 
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. . . .  
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. .  . . . . .  . . : , .  . .  : that.it vill.have the capacity to Serve 
. . .  . .  ,. ..and manage the acquired company . ,  

. .  

. .  
kfficiently and adequately, and has the 

. ,. : .ability'to achieve compl1ance.with the 
, .  SDWA and other regulatory requirements, 

. ,:Including the ability to finance 
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. . .  : ' the ,bg,nitude pf overall bene.f its to ' :  I . .  
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. . ability tu repair and replace ,equipment 

.. possible. 

, -  prpclyde the.occurrence of beneficial 
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. .  
STATE, OF MEW YORE . . 

. .. 
. .  . .  

.. . : DEPARlX& 'OF PUBLIC SERVICE 
, ,  . . 

, . .  ~ 

.; . . ,  , . . .  October 12, 1993 

THE :COW41 SSION 

ENERGY AZJD WATER DI.VI.SION 
CONSUMER. IBERVICEs DIVISION 

, .  

,' i)?R&- ~ . , , '  . ,  
:, 

:OFFICE OP ACCOUNTING AND UTILITI! FINANCE . .  . ,  

. .  

,I ' CASE 93-Wd0B62 
, . .  ' 

Proaeeding on ,Hotion of ;he Commission to eateblish a 

,Merger of'8mall Water Utilities.. 
, .  ' ,  Policy to Provide Incentives for 'the Acquisition and 

. ,  

Y OF PROPOSED AC'P'1ON.t. .It is. proposed that - 
. ' .Aaqulsition Incentive Me:chanism,s' (AIM) ,. and that .this 

. .  . rnamor.endum and t t e  concepts.be issued for comment and 

. .  . ' .A .proceeding be instituted to establish a policy €or 

, ,  beeome..the 6ubject.for discussions with industry, 

. , .  
. .  . 

. .  , .. 

eonsumera, other .state agencies,, munioipalities. and 
o t h e r  interestdparties. comments and the results of 
Bi6cuss.i.cms 6hould be submittedi by February 21,, 1994, 

~ . . .  . .  . .  . .  
. ,  

. . . .  , . . .  , :and then used in formulating a Coamrission policy. 
' . :  4;.+*r .c . .  . .  

. .  

. .  . 
, .  

" ' 1  .:$tie Depat,tment has recently identified three initiatives to 
, .  

'regulatiah in the water Industry:. 
. .  . .  , ,  , 

. .  '(1) development'of long-term planning processes for the 
. ,  seven 1argest.vater companies: ,. . .  

. .  , 

, ' '' ( 2 ) .  ,.design.' of regulatory/ratemRking procadurea and 
. .  . statewide initiatives t o  deal with small water 

:( 3:)' .incraase our. act.ivity at nationax levels and 

... 
. , , .  '. . .  . .  

.cmpriny 'problem% And 

improve,our presence with the federal government on 
.vatex indust'ry .matters, and communicate positions 
on the Safe, Drfnking Water Act (SDWA). 

.Phis, memurandum tdckends that a proceeding be instituted 

. .  , 

. .  
. .  . . . . . .  ', i 

. . 

. .  . .  
. .  ' , . : , ; : . .  

. .  , . . .  . 
. . . . .  . 

. I  

. .  
. .., 

. .  , .  
. .  , .  

: . . ,  , ,. 
. .  I 

. .  , . . . .  . 
. .  , : . : ,  ; 

. .  

. ,  

,,:eitablish ;a Comlss.ion policy for acquisition incenrive 

. ' ' . . :  i'heeeha.n,%e& [AIM)' to: foeter.. aaquisltlan of small water companies. 
, .  . .  

. .  ' ' 

', . .  . ,  . .  . , .. 
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, 
. . . . .  

. .  

e t h e  f5:tst proposal to come 'out .of the 
. . .  . . .  . . .  . .  . .  

: ,  IreguIa~or)/~atemaking'.groces's: . : ani? statewide 'initiative area. 

';btheX .$nterdivieional collaborative work is proceeding In this 
. .  

ional.~proposaL?- Vi11 be forthcoming. : The remaining 
. .  

Yes areylbeing developed . .  separ.ately, and w : i l l  be 
. . .  . ,  

Ili?mikted:;or subp&pently reported' to the Commiseion, if 
. .  .,' , 

.: .. 

urthe'r kecorhmended that this memorandum be i s sued for 
. .  . .  

. . . . .  . .  . .  
; , :  . : .  . . .  

;. ' , Icominent,:.anb that:.&' brbai .qoa16, 'factors for consideration, 

.: 'Incentlvi?:.mechanism8, and guiaelines de~cribed herein, become the. 
. . .  

.:fat': focused., group meetings with industry, consumers, and 
. .  

t ed  parties.. . The purpose of these meetings is to 

e. &. :collaba.rati.ve and constructive dialogue 'among all 
ad.'partles t o  obtain comprehens,ive formal comments to the 

y 'February 21, ,1904. These coploents would then be 

Commieiiim to .efiiablLah . .  an AIM policy ..statement. 
. . , .  . 

:1 ':problems an8 :issues of the small water company are 
. . .  

Pinancb ,' poor capitalization. inexperienced 

&-time management, untimeiy rate applications, poor 

d. recordkaegiig, 'itiaAequate service, poor maintenance 

Wtiile ttie &nt,..a,nd., UnEbilisiity vith .regulation.' 
. .  

roub1,dd cornpadies. continue. to 'operate, they are 
. . . . . . .  . .  

: ,.:: 
: 'unabl'h :to. cope w i t h  cmerganoies, an8 are generally n,ot viable on 

. . . . . . . . . . .  . . .  
. . .  .... . . . . .  . .  . .  . .  : 

, . ,  . 
. . . . . . . .  

.,. 

. . .  

. .  , ,  

, .  . .:.  :. ,' ' '  '' " '  . .  :. , . . , , .  " .  . .  , .  . .  
'.' ", .I.. f.1/I--WfLRL.kipgort '.~~i~sicn'PegUlation of small Water utilities: 

I .  . ' '  .' ~.':flcmO.:lssues and Solutions', 1963; pp. 3-5. A description Of 
' . : nationwlde .problems. 

. . . . . . . . .  . .  ; .  . 
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... : . . . I. . . . . . .  
d.long-'ter+ basis. The problems that~occur i n  finance, service, 

ent. (including poor records) stem Erom a fundamental 

compariy is simply. too small 'to function efficiently 

UtllLty,' 

he.jkUWA are expected'to be beyond small company 

, .  . . .  

The new financial and operating demands 
. .  

, . .: . 

ti many .east& .: 
. .  

' 

. ' .Hietdrlcal.ly';..thet 'amoant of staff and Commission time spent 
. .  ... . . .  . .  

. .  
: I 

:' j on.: the service . .  and rates. of'small water companies hag been 

:,. '!. i¶isp~<ipo&iond& . .  t'o the revenues: and number of people' involved. 
. '  . . .  .., . .  

. .  .: , .  , . . .. 

tne..fu&e, this: .disproportionate effort c o u l d  become 

ght'bf 'the new &&mandates.. In New York' State there 

mateiy 135P inve6tor:'ouned waterworks subject to 
. . .  

. .  . .  . .  ..., , .  , ,  : . .  

' . , ' ' : C o ~ l ~ s ~ ~ ~ ~ ' ~ r e g u ~ a t f d n .  . .  Of.,,the8er about 300 have leas than 100 

cuStoker$i.: :Approrlmate'ly . .  200 companies have 50 cus~oeers or 
. . ... . .  . . .  , ... . 

. .  . .  
, .  .. 

. .  . 

. :  

e of. the many .public benefits ,to be .derived f rom , .  . , , .  . .  , .  . , .  
... . , . . 

: ':: 'acquia.iti~~/mergers, especially the absorption o f  small Water 

,;'.u~ili,~lba'.:in~o, . . . .  larger entities, etaff believes the'commission 

' $tioula ,Actively. engage the; private water int3ustr.y and, other 

. .  . , .  . 
, .  

. .  , , . ,  

.. 
. .  , . .  . .  . .  . 

:. . 
a r t l e a  i.n achieving, this goal. To this end we 

,:a . 'clearly . .  artlculaked policy on mergers and ' . 
. .  . 

should be .&velopcd. 

' . . ,  ..:statkment:ji.t . :  'ia.hpped that' moie applications. will be brought to 

By developing such a policy 
, . . . . . .  

ion '.for consideirition and'.approval- Safe. and 

. .  
, . .  
. .  : ' ' .,: 11 .BuprYi:p...2 6 . .  
. .  : . .  
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. . . . .  , . ,, , , ,  . .  . .  . .  . 
. . .  , I . .  
raaaonably. .&Iced service by small water utllities could be 

im~rOveh".s~~nie'ioantly by efficient acquisitidn/mergers. 
, . .  . .  ., 

encies would result as well' since less time 

.,to deal. w.ith small company issuea. 

. .  
~ . I  

. .  . 
. . .  

o r i t y  .and Poilcy 

s'power relat ive to mergers or acquisitions 

inherent in it.s .authority to approve or 

one: that .are ma& to .it. This authority is 

c Service LawlSection . .  W-h, Article 4-8, 

fer or. lease: of a "waterworks franchise, 

h'e acqulsitlon of atticks or bonds. 

lating .to appilcatione of this sort are 

Within 

tar C,'Ar:ticles' 1 - 6. Particularly, Part 31 

mente cdncern'ing the transfer of  

and/or 'property. This part de'tails the 

Buch petitions'. and requires that they "show 

for what .is' proposed, all of the facts 

nd that.'the 'transfer or.lease is in the 

her articles within this Bubohaptee detai l  

eLatini:.tc securities and.  to -applications 
, . .  . . .  . .  
. . . . :  

.I.: juridcr uncfurm systems OE aecounte. khat will .also be applicable in . ,  . ,  , , . .  . .  

y In&tijncee to Bcquisitiops, ., 
.. - , 

n.:to the gsne'ral standard that the application be 
. .  . 

a.in'the:p.ublic interest., B note to Section 31.2 oE 

, a t  'the Conudtssion may refu8.e to. &prove an 

ere the purchase price exceeds the legitimate 
. .  . .. ..: . 

. .  

. .  
. .  

. .  
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. .  

. .  

. .  

. .  

. .  
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ass depreciation u n l e s s  the appllfa'nt will 

arely said excess through charges to surplus. 

tchase price'that exceeds book value (or the 

Um") mAy not be recouped or be added to the 

nY'8:rate base.. In addition, the Commission in 

as. often allowed a rate base no more than the 

witere the.book. vaiue has been greater than the 

Ves cheae pest decisions, while not stated 

igned to 'protect, the ratepayers from excessive 

.have 'had the effect of aixing as a significant 

s!?& water .compnny,acgoisitions. 

. .  

Over the four . .  , , . ,  . .. . 

period. 1889-k492,' there  were. 23 transfers of utility water 

k:,pioperty approved, by, t.he Commission. Over h a l f  of 

''.'the' Wirej:OyStem trsnsfers to' . .  municipalities, and only three 
. . ,  . 

. .. . .  . .  , . 
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. : 

.'an incentive policy is  expected to create 

irig :interests.: 

de definite benefit to the public at large, the 

lves can oonceivably affect the negotiations 

r:ehase price greater, or on terms, different, 

i&be negotiated, to. the detriment of. the 

ul.timate guidelines should be capable of 

While an effective AIM .policy is 
. .  

por.tint faEtore. 

E to 'be.sxplored is how acquisltions/mergers of 

n help provide'good service at fair and 
. .  
A recommendation of this memorandum is to 'open 

private watet utility industry, interested 

her, state agencies;and the affected 

lore creative solutions to .the problems faced 
. . . . . ,  , . . .  : . :  , . .  ,. . . .  . .  ..::: 

, '  :EY,- a!!Iall':ht+r. cd$lp&irs. For, 'the purposes of initiating this 
. .  . .  . . .  . .  . . .  

,, I . '  ., .:.. ,,:.. . . . . .  
: : : I '  3?.ialOg,; ktaff :'has prepared the following 'lists of:goals, factors 

tian,' i.ncientive qechanisms, .and 'guiagiines for 

p .pet:itions. . .These constitute the current thinking 

. .  ?.. , . . .  . .  . .  ..:. i .  ., 

out': .. thb' , pirameters . .  of' the..pdllcy that should result from the 

sed for-comment in Appendix A raise 

to the .frnai +welopent ,of these. pol icy  

eimajor broad gaals of the AIk policy 

. I  

-6- ' 
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. . . .  



. . . . . . .  : I  . . . . .  . . .  
. . . .  

. . .  :.*.bldde.rate'ithe ra.te. .in~pacts of the costs1 facing the water 

prove , the:.economi.c. efficiency of. Small water companies. 

': indust.Ky; specifically those impoaed by the 6DWA. 

te B m s l l  vater company acguisitions/mergers. 

. . . .  

o v i d e  regulatory flexlbil'ity and. openness to a wide 
.oE'alternatives,:thereby stimulating creative and 
mic:solutions. . . .  : . . . .  

. . . . .  .:. . 
. . ,  . .  * :  . .  

';. '.. ' ': :. : .Bki .r ly .  bal.anCe acquibit,Lon !incentives with service and 
. . . . .  rpte':impaute. to ,prornote.,acqui6itions/mergers .that are in 

. ,  the .ppblic. . .  interest. 

.'. ' ' .::'*.'Prov& mea.ningfu1 an8,'clea.r 'guidelines which encourage 
: eyplorat'lon-.oE.ecqui.sltlon opportunities and facilitate 

. . . . . .  the.development'and.approva1 of acceptable proposals. 
. .  . . .  

I ,  . . . . . .  
. . .  . . .  . . . . .  . . . . . . .  . .  . . ,  . . , .  

. . . . . . . . . . . .  ." . '  .. e ' s  :Ensu,rC pubi;ic, perticiipation. 
. . . .  . . .  . . . . .  

, .  
. .  

. .  
. ,  

. .  
. .  

, . .  . .  
. . .  ,:: pactors:.for' &ns~&eratian , ' , ' 

. .  . . . .  
. ,  

. . . .  . . . . .  ' .. ::$taff.'.& .id&fitified a number of factors that should be 
i , .  , ,  

. .  

' 1 .  .cone$&red':in :the .evaluation 'of, any A I 8  proposal. They include 
. . . .  ; .  . ,  

. .  
. , .  

. .  
' , ..: :the.,$o~~owi,ng.: . . .  1 ,  

. .  . .  

. " . .  

' . .  . ' ,. *':-Rate -scjualization cona:iderations' 

term. benefits2 rn CustOmErS 

'Ra,te. impact on customers of both' system5 
. . . .  .. ? .  'Befutce .history ! . .  . .  

. . .  ... 
. . .  . . . . .  .* ........ Cuptoner .pervice : . .  

. . . . . . .  

. . . . .  '..: ..: ' .' e;, 
... customer..'satiafactfan with the proposal 
Aco'ee.6 to. capltal . . 

. . .  . .  ",.operati.onal :and: capital lrnprovement 
. . . . . .  . . .  . ' * '  ' Economic. viability ' . 

. . .  . .  
. . . .  . .  

. .  ' . . . . . .  ' ' ' ':;.t. . .  . .  Mnagedent , ' ' . .  
. . . . . . . .  . , .  . 

. . .  . .  , , :  . .  , , .  . 
.... . .  . . .  . . .  . . . . . . .  

. .  . .  .: , .  
.. . . .  . . . . . .  . . . . . . . . . .  . . . .  . . .  

. .  
, . . ,  . 

,, '.,. 
. .  

ra6t:iucture replacement, and the monltarihg. 
nt an8 plant aadition requirements of the SDWA. 

. . . . . . .  . .  . .  
I' Z>":pawes .rut& ah8 .batter service rcsu1,trng from e.conomles of 

. .  :scale,.bhtter operation ana management, and access to 
f inhnoing 'for; improvements. 

. . . . . . .  . . .  . . . .  . .  . -7- 
). 

. . . . .  . .  . . .  . . . .  . . . . . . . . .  
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, .  
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. .  

, .  , .  . . . . . . . .  
I . .  , . .  

I 
, ,  . . 

'..!. ' &lIua:kion .of 'the above €actore will require the submission 
. . .  . , ,  . .  

.&$ hkCaile8:;fn.formatfan'ae 'a part of the petition. 

.notb'd:i &rt:.Jl'details the c o n t e n t s  of transfer petitions. 

As already 
. . .  i . . . ' . .  . .: 

.' 

. .  . .  

i n !  the'eontext o€ the AIH policy. where incentives may 

abie..and'the. s+ec.lal concerns and problems of the small 
. .  

. .  . : ,  

' , " I wa.tkr Icbm@anies'are Involved', staff believet7 that some of the 
. :  . , . .  

. . .  .regiiireierifP of? Part ' 3 i '  may 'be:appropriateljr waived and other 
1 , . ,  . . . .  
I 

' i  ..infir&tionj'ehould :be..provlded.. see Appendix B '.for a list of 
. . . .  . . . . . .  . ,  

. '  . ,  . 
. .  

: . '';'.coti~~nte:.that: stafi bdieves 'ehauld he required -for transfer 
. . . . .  , .  . . . . . . . .  . .  

is,: br0Sa ' ri?firanced. to' the existing rules, .  and annotated 
. .  

.: .'to: $how :the . . ,  e2ements that might be appropriately waived in the 
':i 1 

' :pc~icy.:&a&iam&rit '&'.in the context' of individual petitions. ' . . . .  1. 

. ,. 1 . .  

. . .  . .  , .  . :  . . . . .  
. . .  

, .  

. . . .  . .  . .  
e 

I .  . . :  , 
. .  . ,  - 

, .., ' ' ... t '  , . . . . . . . .  The: P0lLoving:mec~anisme :are identified for  consideration as 
. ! , . . '  . , .  . 

. .  1 
i.n&cnt~ire% Ifor .acqrrtsition/merqers, to be included in a 

. .  
swiofijp~~i~~., I .  ,. . 'I staff &itemplates that  a petition couie 

. .  
. . .  s'e.ito:ush :orirr .or mire cf 'the following in a variety of 

. . . .  I *: . . .  . . .  
: :CO&inat ions bnd'degrees' (alt,hcugh  some^ of them are mutually 

).; and :&at .alternative incentive packages could be 
. .  : . 

. .  . .  
, .  

.as '&e%l. .For a. more detai.le8 .description of som@ of 
. . . .  .. ... . . .  ~' : . . .  . . .  . I  : 

, .  ., . , .  

' .  ' 
~ : '  thbs~~.mrcnhan~6me~,anB their use,,, see Appendix e. 

. .  
. .  

. . . .  . .  
. . .  . .  . . .  . I. . 

, , ,  ~ 

. ,  . .  
. .,.. ' 

:. . .  . .  

- .  , . ': 1 ' ' *"!,+&$.'ba,Se' t&l,ueIons . .  . .  
..' . .  . .  : . . ;  . Where..iate 'base exceeds purchase price, reflect all or 

. .  ; '. '  : . 'a,portfon.of the. difference in rates. 
, ,.. , ,. : :Where little. rate base erists.for the acquired company. . , I . .  

! . . , . , ., 
Lou.~up., to the equivalent of the acquiring Company's 
te .bass .per, .customer. 

. .  
. .  

. . .  . .  , .  

,, . . era:.t:here: is ,a purchase premium, reflect all or part 
. .  . '.;of.the premium in rates tnrough rate base. 
. . .  . . . .  

. . . I  . . ,  

. . . . .  . .  
. .  

. .  . .  
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. . .  
. ,  . 

. . . .  , . . , . : , ,  , . 

. . .  . .  
. .  * 'bpbratlng ratios,in 1Seu of rate base treatment 

' . '  . Where. rate base of the acquired company is very low 
' :' :.relative to.conptruction cost. relate net income and 

. : revenue requirement to a ratio of operating costs. 

* -.in&e,niive .rettlrns 
. .  1 Allow a higher than'. normal .rate of return for certain 

' . atc@isition..and improvement costs. . . . . . . .  . .  . .  . .  
' .  ' ,: . :. . *.:D+~ci~~ion alicvaqcas 

. . . . . i  
. .  , .  . ' .  .' .; .' Reflejting..ihcreased annual depreciation in rates 

. . .  
. :  '. . ,  .previ$es additional cash f . l o w  and incentive. 

"plant Whefe little or no rate base exists, or by 
, allpwing accelerated depreciation where rate base does 

This can 
, . .  . .  ~.:be:aCcomplished by,allowing depreciation en contributed 

:. . 
, 

. ' exist. 
. . .  

. . .  . .  . .  . .  , .  
, .  

, :  , . :  .. , ' . . . . >  . ' ,  '.':i yAm&~.iw+tioh: of acquisition &sts 
. . . . . .  : .  ".Where there. 5A 'a .purchase premium; reflect a11 or part ~. 

' . . ;  
~, 

. .  : : of..the preqium in rates. 
' .  : , 

. ,  

0 ,.rec&ery o f  coats 
some cases:, the.use of certain economic incentives 

' .  . .  as rate.8hock: however, their use may be necessary to 
. ' '. . .  ' .. ,attain the acquisition. A possible mechanism in this 

. .  'my. be i,nitial.ly unacceptable for .various reasons, such , .  
. . . . . . . . .  

..'. situation would. be to Belay the recovery of any of the 
. . . . . .  -.,above mechanism costs to mitigate cu~tomer impact. 

. .  

. . .  

... . : .  . .  . .  +.~,&im, biyofit':plans, 
. . . . .  . . . . . .  -.:Where companies, the Commission, or custoaers are 
. ., , ' - .  ',. .' .uncertain about. the benefits of an acquisition, the  . . . .  . .  

. , ,  acquking company may ,lease a system before 
.'.acmisition, allowing. time to evaluate the acquisition 

. .  

.. " begefitg. , 

. 

. ' 'Ae: diPcdssed.in the Staff Guidelines section that follows, 
. . . . . .  

:. ." staff, bbli$vCs that,, in .general, rates shouid be equalized 
::: : 

. .  . .  . .  . .  
. ", betkeen. :~h&'$v~~merging '.c&npaniee. Rate equalization can also be . .  . . .  . .  . . ,  . .  

. ;&xi  ilncen.tioe:for . . .  haquieition, ana the speed at which rates are 

' . dlauriri,~:ea:.Ldievant . . .  .to how great this infentive is. 
. .  . .  
. ,  . . . . . .  

. . .  . . . . . . . .  
. . .  

. .  
. .  . .  . .  . .  . .  . .  

, , ,' ! . .  .st& i,&$esipes : 
, .  . . .  . . .  

, . ,  ,. 
.Btafk!s:.vYevs on. aoie'important issues are as. follcras: 

' . , ' *  'rhe:pfdposal. must.be in the general.public interest. 

. ,  . .  
. .  : 

. .  .: . 
,. . , 

. . . . . . . .  . . . .  . . .  . .  . ,  . .  
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EXHIBIT sic! u - 4 

. . .  
. . . . . . . .  

,' ::. , .:, . ' 
. . . .  . ,  ... 
. ,  

. . . . .  j . . .  . . . . . .  
, . .  . .  . . . .  . . . .  

. .  
. . .  . .  

' .  *.'Thh':ac&irhg eoipany :fihOUlc¶ demonstrate that it will have 

Mnage.the'acquiied company. and the ability to achieve 
cornpliance.with the SDWA and other regulatory 
.requirements, includicg the ability to finance 

. . .  
I , .  the'capacity to efficiently and adequately serve and 

... . .  
. .  

..'imptovements.. 
. .  . , : , 

, .  

: . .  "* T,he:,leqel. of .incentlv&s phould be reasonable and 
, .  '. .'comensurate with: the: magnitude of .overaLl benefits to 

. . '  : ' ..:customers 5n:'thrme of. improved service quality, rate 

. . . . .  :etability, and long. term ability to repair and replace 
. . . . .  equipment, and meet SDWA mandates as economically as 

..... posaib,le. . .  
. . .  . .  , 

. . .  . .  . .  

uibrtian should not .preclude :the 
icial future alternatives for  system 
m;ent, such as municipal or water 

acquired company customers should be 
. .  

d against: .the :like'ly impact of the alternatives, 
.' I '  '.: sucb,.ss contisued independent aperation,..public ownership, 

. '  .'.banKruptoy,. or contracted operation/management. 
. . . .  
ula there be 'a purchase premium, there should be a 

. .  ." clear demonstration that the acquisition is arms-length. 
. .  . '  ' and.that the acqui:i.itinn premium is f a i r  and reasonable. 

" . ,  ' 
Por,:a:ru.rther,discusriion.~f. staff's thoughts on evaluation .:. , ; ,  ' '  . .  

. . . . . . . .  . . .  : . . .  . '1. of thkpu:rchase price, see Appendix D. 
. .  

:: ' . . t ' 'Ta,  thej"extent ,p@ssible, rates of- the merging companies 

:'. balance. cwpeting concerns and minimize rate shock. 
f i l~oul@'b@ equSlized,:and plans to, do so should equitably 

For a 
,:. d i S t U S , B i O n  of t h l B .  f S G u e ,  see Append,ix E. 

. .  

expected th@ra are other .factors, mechanisms. and 

that "shauldl be included for consideration, and that 
. . .  

~ l i c ~ c O ~ a n t  and diacussiDn will bring them to the proceeding 

uatiop. my: . .  .guidelines that are ultimately adopted 
. .  

not. be. consfier&flxed and innsutable. AB the Agency 

n.aividual casee; !it '. iB expected that the guidelines may 

iii+i., : In :&ticion, icirp~nstancee of a particular proposed 
, . .  . .  

. .  

' : .  . . .  
:may. wnrrant dediation from. the guidelines. - . .  

. . . . . .  
, .  

rhcfimenaed.' a '.piaceding be instituted to establish a 

: i  . ,p03;i& to p=&iaQ: incintivio . .  for the acquisition and merger of 
. ,  ? . '  . 

. . . . . . . . .  , . .  , . . . ,  

.&&lL F,Lar:;&panies,: a:,l: that .this memorandum and its Contents 
-10- .... , . .  , . . .  . .  . .  

, .  
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EXHIBIT 
... .- . . . . . .  

. .  . ,  
. .  . . .  

, . .  , 

Or comment, with special focus on the questions Set 
,, . 

i ,', forth'in''Appcad1x . . .  A. . NotSce of the proceeding shnuld be served 

j 
. .  I -  

. .  
..'on::a ',brbad::range.: of potentially interested parties, and the 

. .  I : .  ' 

i.shouli9 hirect that :all comments be submltted by 
. .  

. . . . .  i, 1994.. It is .further.recoolme,ndea' that staff. . . . .  
. .  . . ,  , . . : . . . . .  . . .  

in&&fty, concerned .consumers,. and other lnte:ested,,partles be' 

Lately establish dialog and Convene focused 

eLl:.as: use other means of communication to explore 

... 
. .  

. ,  

. .  . .  

. . .  
. : 

: ,.. : 

ined in this memor'andum. The results of these 
... . . . . . .  

8na comments 'aould then be u s e d  in formulating the 
. .  

. . .  
. .  

. .  . .  , .  . :  , 

. . . .  
. .  . . , . ,  , , .  

..,;: . . .  
. . . . . . . . . .  

.. . .  R I N  M. SUMMERS . ,  

, . .  
: . 

. .  

. . . . .  
, .  

. . . . .  

. .  

. . . . . . . . .  ~siociate Utility Financial Analyst . .  
. .  , .  , . . ,  ~ 

. .  
office of Accounting and Finance 

. .  

W. LAHBERTON . .  

. .  

Associate Bydraulic Engineer 
Energy 6 Water Division . .  

. .  
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Appendix A 
Pege 1 of 2 

... .APPENDIX A 
..... . .  . .  . .  

. .  

. . .  

.. ' 1  
' ,  ,.::;j I ; ; . .  ,,:' 

. ,  . . :  ... .. . . .  
. .  . . .  PUEET.IONS FOR PUBLIC c o w m  

. .  . .  . . .  

, .  

.the policy 'goals articulated cirsect? 
rk?' If:so, identify and elaborate. 

.Are there 

&e the factors.iden.tified for coniideration all 
:,. :. . , . .  r.ele.vant? Are .there other factors 'that should be 

' , : .oonsldered? What relative weight should be glven ,to the :: , , . . . . .  '. ,. . ' I '  il'ifferent factors? 

nisms identified complete, ,or are 
d be.con8idered for inclusion? 
ified incentives be rejected? 
e6 to be.preferred over OtherB? 
ar situatlons? Elaborate on any 
e appropriate for Weighing or 
different incentives, informing 

centives, etc. 

e guidelines. .set. forth: reasonable?' XE .not, 
n how. they shduld be modifled or  why they should 
ected. Are:there other guidelines 'that shoulr3 be 

elin&s.set forth in Appendix D. 
ve ways of determining a fair 

, : , : .  . her information that.should be 
. . . . . .  , .  .considersd? Eov should the:need for objective 

: evidence of a fair price be ba:lanced against the 
.' dasize for 6 streamlined process? To what extent, 
: : if 'at all'ehould the standards of valuation in 

inent domain law be used?. To what extent should 
-' the',eBtimdted Costs of immediatidy needed capital 
.improvements be-.a factor in- evaluating the fair 

rchase price?.' 

Application o f .  incentives 
Ss it:.popdble .to :articulate more concrete 
guidelines for the.application.of incentfves in a 
particular case., that is, to evaluating the 

incentive? If so, explain and provide detaile. 

gnitude~of .the benefits that w i l . 1  result from the 
. ..transfer and 1n.determining the commensurate 

ate:.e&uaiizdtian:, 
e '+he .guidel.Lnes described in appendix E proper? 
not. exp1a:in how they should.be modified or why 

. ,  . ey should b.e rejected. Are there other guidelines 

. ,ident:lfy, them and describe their applicability. m e  
.there any circupetances where rates uhould not be 

. .  
, ,  , ,  ;:- . . .  ':or factors that,ehoul& be considered in the context 

, .  . 
, ,  .. . : . .of setting, forth a rate,equallzation plan? If so, 

, .  , .. . . .  . .  equal.ized? If EO, explatn.. 
. .  

. .  
: _  . .  

.... 
. . .  

. .  

. .  
. ,  

I 
. .  

. ,  

. . . .  
. .  

. .  
. .  

. .  . .  

. .  
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APPENDIX B 
. . .  

IAL EL~MENTS. ' b ~  AN AIM PETITION 

6:'of 16. NYCRR, Part 31 

cate :of Incorporation and any modif ications. 

act [31,.1 (a)] 

y to be transferred. (31.l(b)l 

ts, and rights .to, be transferred, 
ncluding DEC Certificate of 
and any modifications). 

als; if requir'ed L31.1. (a)] 

er. Planti being transferzed L31.3 (f)], ;in 
appll,cable system of accounts (31.1 tg)l. 

, . . .  

oper,ty to be transferred with 

nEferKed, per books [31.1(1)1- 

atton reserves applicable to the 
ed. (31.1 ( j ) l  

n tovard construction of property. 

evenue. erpensss, and taxes f o r  each 
8 .  '.[31.1 ( 1 1 1  

t 'for both transferee and 

or Einancing: the. acquis'ition; and if 
ce of, stocks, bonds, notes or other 
s, 6etails a$ required in Part 37. 

refund. (31.1 (k)] 
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. .  

. . . . .  

. .  ~. . . .  . .  
. . ,  . 

. .  b .:Eu'i&:y: of. current .rate structure and Charges for both 
" . ,  ' cornpapias,. including the average annual cost of water for 

90,000. gallons tlnaer residential rates. 

Copy.~f,,t~e.most.~ecent.M38 inspection report and of any 
. .  . . . . .  

, .: ?outst@ading, orders: of DEC,,WE, PSC, or other agencies or 
: :..qove,rmen.tal author1 t l e e .  

stoner' Service. Standards 'reports. i f  applicable, and 
, . .  , ;, 7,custopsr complaint records of bo.th companies. 

'8 : 

&trig rtrport on .structurai condition of' the system to 
a n e f ~ ~ r e d , . - a n y . n e c e a a a r y  and/or discretionary capital 

. . .  ..improvements with estlmated costs, timing of each element of 
. . .  ths',work,and the,company's proposal for financing the 

. .  . . . . .  . . .  ' :  iqprovemeints with.jdetalls a6 required i n  Part 37. 
. .  ; , :  . .  . .  . . . . ,  

. .  
. . . .  : ': 0.'. .:'.Oth& h % i m a k i o n  {relevant' to eialuatlon of the purchase 

.....p rice .of, the.:.property belng transferred, such as appraisals 
:.. :of unimproved real property or capitalization of earnings. 

. . .  . . .  . .  . .  . ; .  
. ,  . 

,:, 0.. :..pet#i46 ,qsd .alternatives of the .proposed AIM'S for  which 
. : ". ' :.. :'..8pp,r,oval :.is 'Bought. ' ' 

, ,. . . . .  . .  

.o' . .  'i..,i$n&lysim.of 'the: 'rate idlpact .through the time of Eull rate 
. . ,  eqtmlipation; accounting for projected capital expense. 

+t an.;.tne .PU~lic...InvolYePlent policy (PIP) effort 
ance'rding thls petitlon and'input received from the 
uatoipcrs,.of.both companies. 

tqtamant.,e.~~dl~.ing how t'his acquisition fita into the long 
. .  

, .  

. . .  . . 'range :plana': of .the acquir,ing 'company. 
. . .  . . .  . ,  . . ,, . . . . . . .  . ,  . ' : ' , '  0.. :; .gvdiuakidn of benefits to the 'customers of both companies, 

.",the publicl 4t large, and other long or - .  short range benefits, 
~ inc1,uaing projected economie 

kite, htrrnetives  -:.~i.ti 
. .  . .  .,Bdrviceinnd, .rates; for:acquir 

. . . . . . .  .acqwlsltion fs.,not approved. 

: 

. . . .  

. .  . . . . .  . .  . .  . . . . p r l  vata water systams, and .t.neAr P L P C P ~ ~ ~ C  CY -1'- DIP---, 

. ,  . 
: '  withln 10 miles of system to be acquired. 

' 1 .  

. .  . .  

. .  

. . .  
. . .  

, ,  
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. . .  
. .  
. .  

. . .  
. .  

,. : 

: : 
. .  , . .  

. . . .  , , !  '.: ' , : 

. :.: ,. , . ,  , ,  i '  . . . . . .  . .  ..ACQU.ISITIO~~ INCENTIVE mcmw~sm . . . . .  
, , :  . . .  

. .  ... .i;i . .$sei fOlrb&ng nechanishs are largely. taken from the National 
. ".Reg,ulatory Reeearch Inst.itute publication,  ommi mission Requlations 

, . .:of::SUVill.WateY Utilities: Merqers and Acquisitione. NRRI-86-10 
, ' (October.  .&9,86.). ' ,  

, . .  . .  . .  

g&pcj.on dcquinitions 'should be flexible and 
range of alternatLvas, including public 
n general,.the'extent of incentives for 
uld be re lared to' the,amount of benefit to the. 
the. ~es.irabll.ity and/or liability. asaoofated with 
be:acquired,: largely determined by its viability. 
ea-to ac uLsition by a regulated utility are: 

, 

unicipa P authority; or contractual central. 
' ' . .  :. ;:-manag&msn't::;.nU: operation- bj experts, such as in a regional 

. . . .  ..: a.rzbpgenieht. 'kherc' is'. &,nothe? course of action, not discussed 
. . . . .  .'.: ' het.e', +hat:cin, ,be taken concurre'ntly 'with incentives to the . 

iring: company;.that:is.idir.incentives to the troubled company 
t'&.y; grin Busgness.. . . .  : 
Wheze-a..p~ivate;regulated'utility, will be the acquirer I a 

.>tange:of ihcentiaes can be offered:. 
. . .  

aiizstion. .OP .the rates of: tire two companies. 
re, the acquired company's: (.AQD.) rates are lower than 

.the acquiring company. (A@), :  making the MD rates equal 
,be an:.incentivc to the Ap2 company. The faster. the 

paae: ot:t)qualization, the  more the incentive that m y  
be piP.vide8. 'Bowever,, this pace ,of equalization should 
be:balanced .against possible cust,omer rate shock. 
W h q e  the. AQD ra.tes are higher than, the A M  rates, the 
poltcy'coold be more flexible, and equaIization may not . .  

,: , ' " ..be, ae critical a; factor to acceptability of the . . .  
. . .  . ,  . . .  . I . .  ;. -pr.oposa'l. . . .  . .  ..>. . . . . .  ,. . . .  . . .  

... , .  
, .  . ,  ;ka& 'base rea tien t B . 

'..When. the acquief:tion cost is. less than the net book . . 
.va. lue I:NBVI. allbuance of all or Dart of the difference 

. .  
. .  . .  

. . . . . . .  .. . . .  . . . .  , , I  - - - ~  ~ - - - - - .- 
' ,  ' . '..;,.Lq rate base .provides. an .eernlnga-incentive. Where NBV 

: j ' :  . 'bf . ' the .  :AQD compdny is vcry low, allow a rate base (RBI 
. '.addition. equfvalent to the AQ6 company's rate base per 
..' .customer,, applied to. the AQD number of customers. 

. ;  

. .  . . .  ... . . . .  , , .: . . .  , i . .  
. .  

! 
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0per'~t.ing;;ratios. in lieu of rate base. 
Where .little or no RE exists, use an operating ratio, 

.: ! I '' where allbwed net income f o r  return can be a.portion, 

. . .  . . .  
, .  . .  . .. 

I '  , . . /  
. .  , .  , .  3.. .. . . ,  . .  

. . . . :  : .  

' . '., or ratio',"of, ope,rating expense which may or may not . . .  . .. 

: . '  .include :FIT.'.. 
. . .  . ,  . . .  'r 

, .  . . . .  , ; " ; ; '  . . . . .  
. . :  : . : ,  .4..:., i"c&ti&i returns. 

' .  , .  . A l l o p  a.:higher, than .normal rate :of return on the ~ . : , , : ,  

: ' '. : acquisition,cost, and/or new capital needed for 
'.. improvements. 

. .  
Depsnriafion .. iallouance. .. 
here .little".N$V exiota, provide a depr,eciation 
llowance: on:'.contributed plant' to improve cash flow and 

". . :: .earning&,.: . .  , . 
. .  i .  . . . .  

:Wier'e, a: pixchase, price premium is proposed, allow part 
r all.of the pr'emium to be reflected in rates. 

demonstration that the 
at the customers of 
t sufficiently to 
ms. Allowance of the 
shed i n  a number of 

he premi'm and inclusion of 

emium; but inclusion of only 
ce (UBI in RE.' 

premium and exclusion 

s a current 'expense. 
.of the premium, but allow a 

n RB. or to be reflected in 
n or delay the recovery- 
the purchase premium. 

. .  

.OF 

. .  . .  

. .  
, .  

. .  , 
. .  
. .  

. .  

, .  

.. . . 
. .  
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. . .  . : .  . .  Delbyed. ,recovery of .  cos t .  
. . .  '.While..'not s t r i c t l y  a n  incent ive ,  delayed recovery is a 

' . ' ' to0L;khat could .be  used i n  c r e a t i n g  an acceptab le  

. , . .  . ~,whe, re  a c o s t  is t o  be allowed as a n . i n c e n t i v e ,  i t s  

.. , .  ., 
. . .. ,. 

. .  

. .  . .  '.:. . 'acqpisi . t ton :proposal. For any of the  above mechanisms, 

..:. eff,eCt, on ra tepayers  may .be mi t iga ted  by delaying i t s  

. .  . .  
, .  

, .. . :  
. .  

' . .. . i n c l u i i o n  i n  r a t e s .  . .  . ~ .  . . . . . .  . .  
.. . . .  . , .  

. ". , : ; . , , ' : .8+,,  
... , .  . . .  . , :... . . , .  . 

: . . ,  . . . .  
. . . .  . . . .. ., . ..: . . .  

. .  : .  . 
. ,  

... . . . 
.. . 

.. . 
. .  

. . .  
: .  . .  . 

' ,  . .  
. .  . . .  . .  . .  . . . , ,  . .  , . .  . . . . . .  , .  

: . . . .  .:. . . . ' . '  . Ae ' p r e v i b u d y  indicated,  t h e  amount-. of i n c e n t i v e s  t o  
.::.n19U~'~'an.,.acquisltlion, is l i k e l y  t o  be r e l a t e d  t o  t h e  v i a b i l i t y  

';fa,ctor$ . ,kre, . the prorlmity of the acquirer ' .  system age, 

entmi v i a b i l i t y  oE.acqui ier ,  v o l a t i l i t y  of Q & &l and 

. . .  
. , 

.. I '.'. 'And : : I i a b ~ l i t i 8 6  as 'sociated w i t h  t h e  acquired company. Other 
.. 

of sys'tem i n a t a l l a t i o n  and des ign ,  number:of custome.rs, 
m e f ,  : cpnskruc.tion coet/cuatomer , coa t  of ne,eded i. 

. .  
: ... earni,ngs;bn.d a b l l i f y ?  of' customers ,to pay. 

. .  . .  . .  . . . .  .. . . . .  . .  . . .  , 

.. . 
. . ,  . .  

.... . . .  
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, .  
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. .  . .  . .  . .  

' .':.PURCJ3bSE PRICE EVALUATION . .  
' . : . .  

. , . .  . .  
. .  . .  

. .  

$ t d @ d  'in' the Sta€E Guidelines section oE this,memo, the 
cy,,'by its very'nature muld affect the. negotiated 

e .paid . w i l l :  be. recouped, that. fact may encourage a price 
price..: If.sellers and buyers can reasonably expect that 

higher..than ...m ight bqattained otherwise. That said, we should 
~ e c ~ ~ n f z e . ~ ~ t ~ a t , m o s t  of the small water companies that mlght be 
acquisition.targets have,no rate base or one that represents a 
ve,ry,:s~&all. qount of 'the ut.ility assets. since the Wrket may 
.'.valuii.eomp' af th8se.propertiee c?ifferentl.y, any acquisition 
.poJiCy thst..desires to encourage economic transfers conflicts 
.wlth,ithe present pollcy, ,,whi,ch has been that when one utility 

chasee .another f,or:.'a price Wigher than book value, only the 
k::valge of,.the purchased entity may be recouped. 
. .  .Tt:.ie..~LBa:.clea.i. that any acquisition policy should not 

e purchaee8.below.boob value, where appropriate. From a 
n e f i t  standpo.int,.encouraqing a purchase price below.net 
e.through an AIX,policy would.he desirable. The 
:in:thls ,instance couJd.be to s116w all or a pcrtlon o f  

:.:the dlreerence between the lower price and book value to be 

': .Wh$Oh..has replaced, the existinq rate base with the lower purchase 
. . .  reflsctea in,:rates. ,This would be.in contrast to current policy 

prlca. for:"?ateinakIng. 
.. $he''ADI po1,icy Bhould e,ndaavor to ,allow economic force6 and 

The Commission can best do 
thiS:,by .r.etdln;ing i t s  discretion and Its position as an economic 
.arb,i:ter:, :sUb)eoting, each .transattion to serious economic review. 
"That,,re~~pq::rould.evaluate the,transaction with  respect to the 
'~Commfeslan'6,.bcoa~'goala. its guidelines. and to the peculiar 

., gtaff.woul4 offer the fpllouing proposed broad guidelines 
.r.eiWing to the .purchase price: 

' 

" ' .,.ehch::.unique ,m,ituation se't, the 'price. 

~ 8 ' : :  ' " . econdm~o~circumstances' presented. 
. .  
: ' 

. . .  . .  
'. . ' : ' .  : ' * . ; .  .:.:*he $UrChdee price: should be determined. to represent an . .  

. . .  exchange value .that;, in the totallty o f .  the. . . . . . .  
;cLrcumsrances, is fa l r  and ,reasonable. 

. .  
. . . . . . .  . . . . .  

. . ,  
. . .  

: ... . .  . . .  : . . :  
.... 

. .  : , :. >;* :.'Ti& :,burden of .demonatrating that the p.roposed purchase 
' .  . . :  ..:. .price . .is-fair and .reasonable is on the petitioners. 

. . .  
. . . . . .  : . .  : 

. . .  . . . . . .  
I , . ' .  , .  . 

. . .  . . .  . . . . . .  
,:. 

. .  . ,  . .  

. .  . I. 

. .  
. .  

. .  

. .  

. . . . . .  
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.be relevant to establiehinq a 
a6es includes the folloving: 

tructural condition of the property 

1 improvements 

i z e  that these purchase price 
evaluation oE the purchase price 
The extent to which any of the 

l y ' t o  any part; or all. of the 
purchase price, is below or above 
.the key guideline set forth on 
the incentive package that the 
function of the.magnitude of the 
omer6 from the acquisition. 

, 

i 

.. . 

. . .  

I 

.. . 

, .  

... 

. .  

..., 

.. . 



EXHIBIT S i O J  - q 
. . . . . . . . . .  . 
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. .  . .  

. . . . .  
. .  . .  . . . .  

. .  . .  
I .  

, .  
. . . . . . . . . .  ~ .. 

..; ' ,  . . : : . RATE  EQUALIZATION^ . . .  , .  
. .  . .  
8 , , j  , .  . . .  :I ' . .  ' .  

in 'a merger or acquisition, except where 
rcumstances, the rates of the merged 
ized. While it Is imposslble to lay 
ow:.rate equalizatfon should be handled 
qes.that it Is important to have some 
Ing the rate equalization proposals that 
hat, on a statewide basis, customer6 are 
cordlngly..we have endeavored to 

a1 guidelines or p r i n c i p l e s  that we 
e rate equalization proposal that is put 

ould  c'ontain a proposal for the 
incluafng a schedule  for a planned phase- 
.an.esrimate of the Late impacts €or 
ere the engineer's report indicates that 
111 require a rnajor'fnfusion af capital 
ar term, and/or other cau8e8 make it likely 

will result from the acquisition, the 
elude p'rojections.o€ the increaser and any 

l i z a t l o n .  'The petition should justify the plan 
the .1ioht' of these guidelines. 

. . .  . . .  . .  . . . .  , :  

'. . , , . , .  . . < , .  : 
. : .  . I . .  . I .  

, .  . 

. .  

. .  

. . .  . . .  

. .  
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CASE 93-W-0962 - Proceeding on Motion of the Commission to 
Establish a Policy to Provide Incentives for the 
Acquisiti.on and Merger of Small Water Utilities. 

STATEMENT OF POLICY ON ACQUISITION INCENTIVE 
MECHANISMS FOR SMALL WATER COMPANIES 

[Issued and Effective August 8,. 1994) 

BY THE COMHISSION: 

GUIDELINES FOR WATER COMPANY ACOUISITIONS 

PREAMBLE 

On October 2 0 ,  3993, we instituted Case 93-W-0962 to 

consider the provision of incentives for the acquisition of small 

water companies by, and therein merger into, larger entities. 

Public comment was invited, and on the basis of that coniment and 

the recommendations of Department staff, we are establishing 

goals and guidelines that will apply to proposals to consolidate 

small water companies through acquisitions and mergers. 

Small water companies typically cannot attract capital 

and often have small cash reserves, or none at all. Frequently, 

these companies are M by part-time managers possessing little 

technical training. In addition, their small customer base 
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CASE 93-W-0962 

limits their abili r to incur significar expenditures for 
- 

regulatory compliance and other purposes. As a result, these 

small companies frequently fail to comply with new, or  even 

existing, health and safety regulations. In particular, the 

requirements of the Safe Drinking Water Act are expected to 

impose requirements that many systems will be unable to meet. 

Consolidation of water companies through acquisition or merger 

may serve as a solution in these situations. 

GOALS 

This policy is intended to foster acquisitions and 

mergers that will: (1) improve the ability of small water 

companies to provide service: (2) improve customer service: 

( 3 )  make it easier to comply with current and future regulations: 

( 4 )  avoid drastic rate increases: (5) bring the rates of merged 

systems into parity: ( 6 )  improve and consolidate management and 

operation: and (7) promote conservation. 

GUIDELINES 

The guiding principal in granting acquisition 

incentives will be to increase customer benefit. 

must be able to show that it can continue to exist in the long 

term and will be able to provide its customers with safe and 

adequate service at just and reasonable rates. 

An acquirer 

To foster a 

-2- 
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transformation of small non-viable water companies into entities 

better able to sene, acquisition incentives may be provided in 

certain cases, where the following factors so suggest: 

1. Whether the acquiring company has the ability to 
adequately manage the business, serve customers, 
comply with regulations, and finance capital 
improvements. 

2 .  Whether the impact on customers resulting from the 
acquisition is at least as beneficial as the 
impact of realistic alternatives. 

future beneficial solutions, such as 
municipalization. 

3. Whether the terms of the acquisition will permit 

4 .  Whether benefits to customers are expected to be 
commensurate with the cost of the incentives for 
the acquisition or merger. 

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

We will also consider additional incentives where 

proposals are made to consolidate several water systems at once. 

INCENTIVES 

Because each small water company will present unique 

circumstances, incentive plans will have to be tailored 

case-by-case. The following incentive mechanisms are provided as 

examples of those that may be considered. They will not be 

appropriate in each instance, nor do they constitute an 

-3- 
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exhaustive list of measures that can be entertained. AS a 

general matter, however, any significant rate increases that may 

be needed should be phased in, in order to avoid unduly harsh 

effects on customers. 

~ 

1. Rate Base 

a. Where the purchase price is less than the rate 
base of the company being acquired, rates may 
nevertheless reflect the full rate base of the 
acquired company. 

b. Where the purchase price is greater than rate 
base, rates may reflect the purchase price premium 
if warranted. For example, a premium might be 
justified by improved service, realized cost 
efficiencies, o r  economies of scale. 

c. Where capital expenditures are required for 
sewice improvements or to comply with health and 
safety regulations, projected improvement costs 
may be reflected in rates immediately, subject to 
verification that the expenditures are made. 

d. Where the company being acquired has little or no 
rate base, a proxy rate base may be allowed, 
equivalent to the rate base per customer of the 
acquiring company. 

2 .  Deureciation 

Where circumstances warrant, depreciation may be 

allowed at accelerated rates, or depreciation on 

projected improvement costs may be allowed subject to 

subsequent adjustment. 

-4- 
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3 .  Amortization 

The reasonable costs of acquisition may be recovered by 

amortization. Under certain conditions, amortization 

may also be considered f o r  recovery of a purchase price 

premium. The term of an amortization should be chosen 

to minimize adverse effects on customers. 

The four incentives described below will be considered 

only in special cases f o r  good cause shown. 

departure from traditional rate-making practice and are meant to 

facilitate consolidation that may otherwise not be possible. 

They represent a 

4 .  

5. 

6 .  

Operatins Ratio 

Where rate base incentive mechanisms are less 

practicable, a ratio of revenues to operation and 

maintenance costs may be used to determine revenue 

requirement. 

Rate of Return 

Where it can be shown to benefit customers, a premium 

on the overall rate of return may be allowed. 

Delaved Recover'? 

Where the costs of acquisition or improvements, or the 

effects of rate equalization, would cause unduly harsh 

effects on customers, proposals to delay or phase in 

-5- 
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- 
recovery of costs, rather than lose the opportunity for 

consolidation, may be considered. 

7. Lease/Buyout 

Where there is uncertainty regarding the overall 

benefit of an acquisition, and it would appear 

beneficial f o r  ownership, management, and operation to 

occur f o r  a trial period, operation of the company 

under a lease with an option to by may be considered as 

a mechanism for providing incentives. 

REOUIRED INFORMATION 

The following information should be submitted With any 

request for our approval of an acquisition or merger. 

o With respect to both companies involved in the merger 
or acquisition: 

The current extent of compliance with regulatory 
agency requirements and directives (Departments Of 
Health, Environmental Conservation, and public 
Service, and local authorities). 

The prospects f o r  future compliance with 
regulatory requirements. 

- The number of customers. 

- 

- 

- 

Comparative income statements f o r  the three most 
recent years. 

- A current balance sheet. 

- Estimate of rates needed to comply With SDWA O r  
other service requirements. 
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- Evaluat ion of customer b e n e f i t s  and economies of 
s c a l e .  

- Information and d a t a  on t h e  r a t e  impact on a l l  
customers ( a c q u i r i n g  and acqui red  companies), and 
t h e  r a t e  p lan  t o  achieve p a r i t y .  

- A r e p o r t  on t h e  ublic involvement e f f o r t  and 
customer i.nput . 2 

o With r e s p e c t  t o  t h e  acquired company: 

- 1dent i f icat : ion of ownership of a l l  t r a n s f e r r e d  
water  plant:. 

- Inventory of p l a n t  being t r a n s f e r r e d .  

- The l o c a t i o n  of t h e  acquired company r e l a t i v e  t o  
t h e  acqu i r ing  company and t o  nearby systems, both 
municipal and p r i v a t e .  

o With r e s p e c t  t o  t h e  acqui r ing  company: 

- A copy of t h e  proposed purchase con t r ac t .  

- 1den t i f i ca t i . on  of municipal approvals ,  i f  
requi red .  

- The proposal  for f inanc ing  t h e  a c q u i s i t i o n ,  if 
appropr i a t e ,  i nc lud ing  app l i cab le  information i n  
compliance wi%h 1 6  WcRR P a r t  37. 

(Signed) 

BY t h e  commission, 

JOHN J. KELLIHER 
Sec re t a ry  

VIn reviewing any a c q u i s i t i o n s ,  w e  w i l l  focus  on t h e  r e s u l t s  of t h e  
company's p u b l i c  involvement and information e f f o r t s .  
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