April 18, 1996
Via UPS

Ms. Blanca S. Bayo

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

Re: Docket No. 950495-WS: Rate Increase

Dear Ms. Bayo:

Enclosed please find an original and fifteen copies of Exhibit

Vi

Southern States Utilities ¢ 1000 Color Place ¢ Apopka, FL 32703 s 407/8B0-0058

i
f‘ﬁ; 5’%: L

L

(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,
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STATE OF NEW YORK o
"PUBLIC BERVICE com:ssxon i, it ,5 .
"..'-..' L . :" __" . I' j?

C&EE 93~Wb0962 - Proceeding on Motion of the Commission to - o,
: establish a Policy to Provide Incentives. for the Y Gt e
; Acqulaition -and Herge: of Small Water Utilities. ‘

NOTICE

:'{Issugajﬂbvember 19 19983)

The COmmisBion B Order Instituting Proceed&_g invites

- 1ntcrestad persons to aubmit comments and/or consider proposals
regarding a paaaible Commission polzcy conecerning acguisition
incentive mechanxsms {AIHS)

_ NOTICE is hereby given tbat any interestad person may
‘Eibmit‘bommenta in'responae to the issues set forth in the Order
b? filing 15 copies of such comments or proposals with John J.
Kelliher, Becretary, 'State of New York Public Bervice Commission,
' Th:ae Empire State Plaza, Albany, New !ork 12223, by February 21,

1994. Persons with substant;ally similar interests are invited

/fzzd‘ﬁ
J . KELLIHER
Secretary

to submit joint]y—filed comments.



EXHIBIT oy -Y

PAGE_2- _OF.__ 2/

. STATE OF NEW YORK
PUBLIC SERVICE COMMISSION

At & Eesslon of the Public Service

Commisgion held in the City of
Hew York on Dctober 20, 13983

couurss:ousﬁs PREEEHT.

« ‘: peter: Bradford, Chalrman
o Lisa Bnuenblum e
» Harold A Jerry. i
i cWilliam, D Cotter .
.Baymonﬁra 0'connar

CABE BB-W-B962 = Praueeding on Hotlcn of the Commission to
- lagtablish a Policy to Provide Incentives for the
Aaquiaitinn ‘and Merger of Small Water Utilities.

ORDER IHSTITUTIHG PROCEEDIHG
‘ AND SOLICITING COMMENTS

{Issued and Effective November 10, 1993)

"72_32 TEE couuzssxon=f
‘ This Oraer institutes a proceeding to solicit comments
'and consider propcsals regazﬂing a possible Commission policy
',‘concarning acquisitinn incentive. menhanisms (AIMs) intended to
hfoatar acquisition of small. wate: companies. The concept of an
7“¢AIH waa ﬂevelnped a5 pa:t of an inltiative to design
Vo, ragulatory/rata making procedurea ‘and ptate-wide initiatives to

-.-deal uith small watez company problnma.l

,
- —7 - - -_' p— b

) Tl Othaz 1nitiatives arising ont. of that collaboratzve
' prpcess are heing developed separately.



@ypical prnblems oE small water companies are an

J;"finability ke Einance aystem improvements. peor capitalization,
h;_iingxperienced operatlon, part-tzme management, untimely rate
-”‘applications, poot records and recordkeeping, inadequate service,

?3fﬁpncr maintenance and replacement. and unfamiliarity with

"anregulntion.l Hhilu often-troubled small companies continue to

'lfoéerate, thay are unable to cnpe with emgrgencies, and may not be

"o fviubls an,a lung-term basis. The problems that eccur in finance,

' fazrvica und management . {including poor record53 stem from the

l‘-azundamentll fact that the companies often are too small to
'3:;{functton nfficiently as a public utility. The new f£inancial

if:fTand operating damanda created by tbe safe Drinking Water Act

SDWA) ura expacted to be’ beyund small company capablilities in

ny aases.

oA : & Hareover" tbe amount of staff and Commission time

"*ﬁhistarically spent on the service and rates of small water

" ¢dompunien has been dispropot;ionatu to the revenuas and number of

?”.?ﬁaopla involved. Lnoking to the future, this disproportionate
‘7“‘;:gf£art cauld ‘become worae ‘in light of the new SDWA mandates. In

'i3hew Yaru Btnte. there are app:oximately 350 investor-owned

'fﬁwa;etwoﬂkn subject tc chminﬂion regqulation. Of these, about 300

-'lNRRI chart “Cnmmianian Rngulatinn of Small Water Utilities:

. ‘SBoms. Issues and Solutions,” 1983, pp. 3-5. A description of
,‘fnatinnwida pzoblems.k

2 gupra, . 26. -
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‘if:ihﬂ?é;iéﬁsﬂtﬁé&'ibﬂiCustamérs.' Approximately 200 companies have

¢

';'lﬁ5b¥ﬁkst9mgrg‘drliénﬁ.'

C‘Any pcliéyicnn#erhing ATMs must satisfy broad economic

1'T;‘f9§§19 whilé-ﬁaihtaiﬁing a proper balance between ratepayers and

'fg::fih?éptoth‘%Aé aﬁsthrting‘paint for a dialogue with interested

& ?L fpﬁ?é}es},ntéf#ihaﬁfddcntified spveral broad goals and factors for

" "consideration in establishing an AIM policy.> Also, parties are

‘invited to &oﬁmén;ﬁan_thehféllowfng proposed guidelines for

o l1ffdé§§lbbﬁ¢ﬁt.b£.anjiaxﬂ;poiicy'thﬁt have been proposed by staff:

i

s

3.

_The proposal must be in the general public
“interest. L

Thé'iéqﬁifing cdﬁpaﬁy«shauld demonstrate

" that ‘it will have the capacity to serve
- and manage the acquired company

- #fficiently and adequately, and has the
. ability to achieve compliance with the

SDWA and other regulatory requirements,

- including the ability to finance
,,;mprb?aments} :

ﬁhe-iéval*of‘qﬁy 1néentives.provided

- ghould be reasenable and commensuzate with

the magnitude pf overall benefits to
customers in terms of improved service

. guality, rate stability and long term

- ability to repair and replace egquipment
- and meet SDWA mandates as economically as

. pessible.

EL-&hégtérmaﬁof;in acquisition shohld not
- precipde the occurrence of beneflcial

‘future alternatives for system ownership
and management, such as municipal or water

.. authprity take over.

7‘;rhnfimpaéts on the acguired énmpany

‘customers should be measured against the

TR Tha;sﬁgéﬁfiﬁm&nnlﬁ ard Eactors are set forth in the attached
" memorandum. . . - -

Law
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S Tikply dmpact” of the” aiternatives,” such’ as
‘continued independent eperation, public
ownership, bankruptcy. or contracted
operaticn/management.

6. Should there be a purchase premium, there
" should be a clear demonstration that the
_apguisition is arm’'s length and that the
‘quuisitionipremium ig fair and
reasonable. '

““Te PO :he;gxtgnt poasible, rates of the
" merging companies should be equalized, and
plans to do so should equitably balance
“c;mpating concerns and minimize rate
. shock.: . : .

L'li.;?ifiﬁiiiy,'hﬁu gﬁidal;nes-should ﬁa intendea to provide
_g%éé#pl—pé;&@éte;ajﬁor,cnnsideratian of proposed acquisitions and
”Aégéndt:;hféééad;tdzbevfi@éﬁ‘an& iémutahle rules.
ff-g‘ ;iAa éartfnfgthta préceealﬁg, the attached staff

,:géméragdﬁm.wiil pe used to initiate comment and is intended to

,‘?ﬁépége;tﬁﬁ sﬁbjeétﬁfor Eocuﬁ'group meetings between staff and the
"“'Qﬁﬁéiltﬁdd3£g§,}co#gugers;-and other interested parties. These '
' mieEinéﬁfaré}ihgenﬁéﬁ to stimulate a collaborative and

'.ééhbtrd:tive[di@lague among all interested parties.

i’;ﬁhbchﬁgidgiﬁﬁ-drdéxs; ‘ :
Al 4 G 11.‘;A;p:ohaaéing I's hereby instituted to address the

i ';Eé%gﬁgfiﬁdesdéib§d=tn this order relating to the establishment of
: CAIM poliey guidelines.
: e
[ ity _?31'3A§§e d;i?D;£pjthg nemoranéum containg a further discussion on
thoe 0%, -~ the evaluation of the purchase price.

e

il
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2. Initial comments ana reply comments of interested

perscns shall be submitted in acdcordance with a schedule to be

iasued by the Sacreta:y of the PUbllc Bervice Ccmmission.
4‘_ }¥f-,‘_f1} This p:oceeding is continued.
! By the Commission,

JOEN J. KELLIHER
secretary

-
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~ STATE OF NEW YORK
. DEPARTMENT OF PUBLIC SERVICE

Octeober 12, 1853
TO: . ¢ THE comz'*smw

'f-i?RL'J.‘M-:, ENERGY AND WATER DIVISION
0 CONSUMER SERVICES DIVISION
'OFFICE OF ACCOUNTING AND UTILITY FINANCE

| BUBJECT: CASE 93-W-0862
% o Proceeding on Motion of the Commission to establish a

Policy to Provide Incentives for the Acquisition and
~Merger of ‘Small Water Ut;lities-

_ :BUMHARY OF PROPOSED ACTION: It is proposed that ~.

T A proceeding be instituted to establish a policy for

‘Acguigition Incentive Mechanisms (AIM), and that this
memorandum and ite concepts be issued for comment and
become the subject for discussions with industry,

- consumers, other state agencies, municipalities, and
other interested parties. Comments and the results of
discussions should be submitted by February 21, 19%4,
-and tben used in formulating a CQmmiasion policy.

e , _ b 33 l-iir &
'fﬁm_uﬁ nrary |

| Tne Department has recently 1dentified three initiatives to
?improve zegulatian in the water industry:

(1) development of long~-term planning proueases for the
- seven largest water companies-

(2) dasign of regulatory/:atamaking procedures and
o statewide initiatives to deal with small water
I.-ccmpany problems; And _
}31 in=zﬂase our activity at national levels and
improve our presence with the federal government on
' water industry matters, and communicate positions
on the Safe Drinking Hatez Act (SDWA).
This memarandum recommends that a proceeding be instituted
to establish a Commission policy for acquisition incentive

mechgnisms (AIM) ta‘foste:aacquisitinn of emall water companies.
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Tnis will be the fizst prcpcsal to come out .of the

| regulatory/ratemaking procass’ and statewide ‘initiative area.
Other interdiviaional collaborative work is proceeding in this

L area and addltional p:opcsals will be Eorthcowing . The remaining

: two initiatives arP bexng developed separately, and will be

Jimplemﬁntﬂd or Bubsequently reported to the Commission, if
apprcpriata. S

‘ It is Eurther :ecommended that this memorandum be issued for
-nommanti“and that-thp b:cad gcals, factozs for consideration,
incentivg mechaniﬂms, and guidelines dancribed herein, become the
subj&ct fn: !ocused group meetings with industry, consumers, and

nthar 1nteraatad parties.. The purpose of these meetings is to

atimulhta a callaborative nna constructive dialogua among all
1nturgutad partiea tc obtain comprehensive formal comments to the
Cnmmisﬂion by Fehrunry 21, 1994, These comments would then be
usad b; the chmission to . estahlish an AIM policy statement.
RN Typical prablems and . issues of the small water company are
lnabillty to finance, pcor capitalizatian. Lnaxperienced
opazaticn, part—tima managenent, untimely rate applications, poor

racards and :ecardkeeping, inaﬂequate service, poor maintenance

and replacement, and unfnmilLarity with. regulatinn.l While the

'f? small aftan—troubled aampaniaa continue to nperata. they are

"f-unablg-to.cnpn with emergencies, and are generally not viable on

1/ NﬂRI.nepar: "chmissinn Eegulatlon of Small Water Utilities:
 Bome Issues and Solutions®, 1983, PP- 3-5. A description of
naticnwida prnblams.~
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a loug~tetm basis. The problems that ‘eccur in finance, service,
‘and management {includlng poor records) stem from a fundamental

l;cauae' ths compsny is Slmply too small to function efficiently

[ifds“ﬂ‘publié utliityil The hew financial and operating demands

'“";created by the snwa are expected tec be beyond small company

s:LCapabilitias et many :ases.

Histﬁrically, the amaunt of staff and Commission time spent

' 1on the ssrvice and rates cf small water companies hap been

;.Qddlsprnportianatg to the revenues and number af people involved.

'*dLooklng to the future. this disproportionate effort could become

,d;wstse in light pf the new BDWA mandates.. In New York State there

-;ars spp:oximately ‘35D investor owned waterworks subject to

f»Cnmmissicn regulatian. of these, about 300 have less than 100

“'jfcustomers. Apprnximatsly 200 companies have 50 customers or

1&ﬂ;lﬂ58. : ‘
Because of the many public benefits to be derived from
é”acquisitisn/metqers, especialzy the absorption of small water

'ﬁ‘utilitlps into larger entities. staff believes the Commission

‘-féshould actively Bngage the pr;vate water industry a and other

: Lflntareated partiss in achieving this goal. To this end we

hbalisve that a cleazly articulated policy on mergers and:
fﬁacquiaitions should be developsd By developing such a policy
: fstuthment 1t 'is hpped that mure applicatinns will be brought to

;jtha Bommissznn ta: considetation and approval. Bafe and

FitsT
e o

%1/ gupra.p. 26

PB—
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‘I\rBEaneblyﬁbrieed eerbice by small water utilities could be ey

:limproved Bignificantly by efficient acguisition/mergers.

:.Regulatcry ﬁfficiencxee would result as well since less time

Vf;.wculd be. reﬁuxred to deal with small company issues.

=]
I

;.}UUrrent cnmmiaeian Authority and Policg

The Commiesion 8 power relative to mergers or acquisitions
"tfaf utility aystems is 1nhezent in its .authority to approve or
fﬁjdiaapprove applicaticns thﬂt are made to ‘it. This authority is
-:gjﬂerived f:am the Public Bervice Law Section 89~h, Article 4-B,

3:which gava:ns the transfer or lease of a waterworke franchise,

,‘Hotks Dr uystem". 0! the acquisition of etneks or bonds. Within

; f-lﬁ H!CRR, ﬁhu rulen relating to applicatinne of this sort are

.ﬁfaddr-aaed in Subehapte: Ci Articles 1~ 6. Pa:ticularly. Part 31

‘5§:#ets farth;the requirements concerning the tzansfer of
H:ffue:tlflcatas, permits end/or prcperty. Thie part details the
A“'cohtente rpquired Ln such petitioua and requires that they "show

‘fg'in detall the reagons for what is proposed, all of the facts

) warranting.the ﬂama and that ‘the transfer or. 1ease is in the
'i.?eeblic inthrest". other articles within this subchapter detail
';Jﬁfilinq requl:ementa releting ‘to pecurities and to -applications
‘qlfunde: unifnrm systemﬁ of accounts that will also be applicable in
:g;ﬁmany 1nstamces to ecquisitiona.

 ‘7 In laditinn to the general standard that the applicatian be
| ';;fahawn tb be in the public interest, B note to Section 31.2 of

L §1s mzcna States that the Commission may refuse to approve an

 efppgligq£ian,ubn;e the purchase price exceeds the leagitimate

B T T T S T R P
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-chxiginal“cht'less dePzeciation unless the applic&nt will
':amortize immadiately 83id excess -through charges to surplus.
'.ﬁwhat LB; the purchaae price that exceeds bock value (or the

e urcnase pzemium") may not be recouped or be added to the

”%?lacquiring eompany B rate base. 1In addition, the Commission in

-Kjipast decisians bas often allowed a rate base no more than the

*;Lpurchase price. ‘whére the book value has been greater than the

7;?purchgse priae-‘

f,;Staff belieyes theae past dacisions, while not stated
“ﬁfpaliuy, were deaigned to pzotect the ratepayers from excessive
rf chargea. byt mny ki the effect of acting as a significant
;i :diBinﬂentivn to. small water Company-acquisitions. over the four
"5;yent pa:iod 1989 1992, there were 23 transfers of utility water
:f;°ayatams or: proparty approved by the Commission. Over half of

i?;thQBe were nystgm transfers to municipalitiea, and only three

 ;5?¢ould be termed cpnsolidations/margers. Given New York's large

ﬁ,;ﬂhumﬁez of water cnmpanies. it would appear there is significant

g, zggm fpr improvement in this activity and that an effective

“.cgmmlssian~incantives poligy would provide that imp;cvemant.

‘:,,°£ An kc uiaition Incentive Mechanisme Polic

;”; mn ba effective, an AIM policy should satisfy broad economic

8 wbilg mpin:aining a proper balance between ratepayers and

‘ ﬂ:finﬁbhEbe,"nﬁd nuse a few well understbad‘implamentatinn

'ffguidelinas to £ostar mergers and acquisitions that provzde

‘f 'maximum customer henefit. In,zegglating utilities, the

': ;‘”Cpmgﬁapian.is;gonstantly baiaﬁciﬁg consumer and investor
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"minter&stsu Use of an lncentive policy is expected to create
';gadditional competing intarests. While an effective AIM . pelicy is
[anpectsd to provide definlte benefit to the public at large, the

'ﬂincentiuaa themsalves can conceivably affect the negotiations

i "fesultﬁ.ng in'a purchase price greater, or on terms different,
'thhan would otherwise be negotiated, to the detriment of the
(ﬁratepayers.' The ultimate guidelines should be capable of
Zo;balanoing thﬁse impor;ant factora.

: What naw needs to ‘be nxplored is how acguisitions/mergers of

fsmall compsnies can help provide good sBervice at fair and

easonabla rates.* A recommendation of this memorandum is to open

']ffg;,dialog with tha private water utility industry, interested

f munioipalitiea, other state agencies, and the affeoted
‘oforatepayern. co axplore creative solutions to the p:oblema faced
f}i;hy Bmall wate; companios For the purposes of initiating this
?f{fdinloq, étaff has prepared the following lists of ‘goals, factors

;f‘: aonsideration, incantive mechanisms, and ‘guidelines for

"“ﬁ7_9aluating AIH patttiona. .These constitute the current thinking

£ fnbnut the parameters of the: policy that should result from the
V;Qp;ooending.‘ The quastions poaed for oomment in Appendlx A raise
;asuan ralating to the -final development of these policy

A”ﬁalements._ o

@fﬁ:oaﬂ Gpa;s of AIM Polioy

Bt&ff haB identified the major broad goals of the AIH policy

iy a“"followo-“‘
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}}~$6de%atefthe :ateuimbaéts of the costs® facing the water
industry, specifically those imposed by the EDWA.

‘Promote small water company acquisitions/mergers.

1“fimpr¢yé:thefeccnomié‘efficiency of small water companies.

7f;f* ProdIdé redulatory flexibility and openness to a wide

. range.of alternatives, thereby stimulating creative and
' economigisclutions. . - ; ‘

. *’Pairly balance acquisition incentives with service and
' ‘rategimpnats'to‘promote;acquiﬁitions/m&:gersAthat are in
- the public. interest. i
~.’# 'Provide meaningful and clear guidelines which encourage
. exploration of acquisition opportunities and facilitate
. the. development and approval of acceptable proposals.

'aigif?*Ehsdxé ppblic,pafti¢ipat1oﬁ.

"ffiﬁiatd?sffor‘anslﬁbratian R A

_;,\fFE&ff‘hﬁ&-iﬂéntified a numbef of factors that should be
'7‘éoﬁsidé;eﬁﬁﬁﬁ7th§jeva1uation‘of_any AIM proposal. They include
- the following: - ' |

; ‘Purchase price

‘Realiized .economies.

‘Rate. impact on customers of both systems
‘Berviece history :

“Rate equalization considerations
‘Cuptomer service . _ ;
iLoﬁd‘tﬁrg}benefita? to customers

".Customer satisfaction with the proposal
" Receeéss to capital : : kR
.Operational and. capital improvement

- Bepnomic viability :

| Management

T T N

'ﬁﬁlliﬁglng‘infrhstiuatu;e fepiacemgnt, and the monitoring,

' treatment and plant addition reguirements of the BSDWA.

”i‘;27fbaﬁér‘?gtéé'ahd>better‘sdrvice resulting from economies of
. -scale, better operation and management, and access to
.. . . finanoing for improvements. ; '

-
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i Evaluation cf tha above factors will reguire the submission

‘.of éetailad information as a part of the petition. As already
nated, Part 31 details the contents of transfer petitions.
f_preve:, in the cantext of the AIM policy., where 1ncentives may
ffbe applicablu and the special concerns and problems of the small
‘;fwater companies ara involved, gtaff believes that some of the
;_requiremants of Part 31 may be appropriately waived and other
7cﬂinfbrmaticn shculd ‘be. provided. Eee Appendix B for a list of
“ffCDntents that staff bclieves Bhould be required for transfer
*;;patitiuna, cIOaa tefaranced to the existing rules, and annotated
-*éto‘show the elmments that might be appzopr;ately waived in the

"}poﬁicy statnment nr in the context of indiwvidual petitions.

1iIncentive Hechanisma

‘ The Eollawing mechanxsms are identified for copsideration as
f‘:inﬁantives for acquiaitxan/me:gers, to be included in a

i coﬁmission palicyn Btatf cantemplates that a petition could

'f fpropcaa to use one or more of the follewing in a variety of

i combinationa and degxees (although some of them are mutually

g'-exclusive], and tnat alternative incentive packages could be

Ey presentad as Wﬂll. For a. more detailed description of some of

”'Ei-thpae mechanisma nnd their use, see Appendix .

'u_‘* Ratg basa anlusions_

; © 1. Where rate base exceeds purchase price, reflect all or
- .%o+ a portion.of the difference in rates.
“ ! ' Where little rate base exigts for the acquired company.
“‘allow up to the equivalent of the acquiring company’s
_‘rate base per customer.

' 'Where there: is a purchase premium, reflect all or part

’ '@ﬂf the pzemium in rates through rate base.

- o
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"~ * pDperating ratios in lieu of rate base treatment
' 'Wbere rate base of the acquired company is very low
- ‘relgtive to congtruction cost, relate net income and
© . revenue rgquirement to a ratio of operating costs.

_*:Incentive returps ‘ ,
.~ Allow a higher than normal rate of return for certain
11";chgisition=and improvement costs.

.. *.pepreciation allowances

" i Reflecting increased annual depreciation in rates
. . provides additional cash flow and incentive. This can
.. ‘peaccomplished by allowing depreciation on contributed
" plant where little or no rate base exists, or by
;a;icwing accelerated depreciation where rate base does
exisgt. .- i :

Filgﬁ?ﬁhditii{tinhfof acquisition costs
' .. “ Where there is a purchase premium, reflect all or part

. of .the premium in rates.

. *-Delayed recovery of costs ;
"~ " In pome cases, the use of .certain economic incentives
© . may be ipitially unacceptable for various reasons, such
". - ap rate shock; however, their use may be necessary to
. 'attain the acquisition. A possible mechanism in this
"o gituation would be to delay the recovery of any of the
-.above mechanism costs to mitigate customer impact.

. -{ Where companies, the Commission, or customers are

. unecertain about the bénefits of an acquisition, the
‘acquiring company may lease a system before
‘acguisition, &llowing time to evaluate the acquisition

bengﬁits. i

'R??#éuén;bﬁyoﬁﬁgplans

izaﬁléiﬂcﬁsﬁad715 the Btﬁff Guidelines séc:ion that follows,

' gfggr'hﬁiiﬁﬁéarthat.-in.general; rates should be egualized
?ilBeﬁﬁqéﬁ-ﬁﬂ;'}wp'mergingchmpanies. Rate equalization can also be
; igﬁ§;nééhti§§ffpz haquisifion, and the speed at which rates are

"' equalized relevant to how great this incentive is.

'tu_}ggafg?shgaéxfﬁes

' fﬁﬁiff)qivlews.on,goﬁe'impo;tant igsues are as’ follows:

5:“ ';Zﬁ‘ﬁhé:ﬁxnpoﬁa;.must‘be in the general public interest.

sl
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aTha acqhiring ¢ompany should demonstrate that it will have

. khe’'capdcity to efficiently and adeguately serve and

-.manage. the acquired company, and the ability to achieve
-compliance ‘with the SDWA and other regulatory
‘reguirements, 1nc1ud1ﬁg the ability to finance
'imprcvementq- : .

* ‘ﬂ."he 1evel of incentivés ahould be: reasonable and
‘rommenpurate with, theimagnitude of overall benefits to
“-custemers. in’ térms of improved service quality, rate
. :stability, and long term ability to repair and replace
- equipment and meét SDWA mandates ag economically as
,pcssible. . »

:The: terms of an acquiait;an should not preclude the
.ogeurrance pf beneficial future alternatives for system
. /ownership and management, such as muuicxpal or water
-Y,autharity takenwgr.

'f_The impacts on the acquired cnmpany customers should be
. . meapured against the likely impact of the alternatives,
.~ such-.as continued independent operation, public ownership,
'-bankruptcy, or :ontracted oparatian/management.

07 % Should there be a purchase premium, there should be a
0 .. ! . clear -demonstration that the acquisition is arms-length,
- and that the acquisition premium is fair and reasonable.
.- . Por & further discussion of staff's thoughts on evaluation
‘}.of the pu:cnase price. see Appendix D.
T the ‘extent . ppssible, rates of the merging companies
should be equalized, and plans to do so should equitably
" balance competing concerns and minimize rate shock. For a
discussion of- this isaue, see Appendix E.
;*3_: It is expeatad thera are ather factors, mechanisms, and
':i;quidelineﬂ that should be ihcluded for consideration, and that
5§iﬁpub1ic commant and discussiun will bring them to the proceeding
‘ﬁytnr evnluatinn. Any guidelinea that are ultimately adopted
‘”*Bhonld not be. considered fited and iomutable. AR ths Agency
i},examinasrindividual cases;, it is expected that the guidelines may

'uiha modified.. In addition. circumatnnces of a particular preposed

'”jgz.acquisition may wa::ant deviation from. the guidelznes.

HBE¢ommandation ; : '
: I¢ is racommanded a pznceedlnq be instituted to establish a
,f[palluy to provide incentiven for the acgquisition and merger of

-.Bmall u_L&: ccmpanias. ah] that this memorandum and its contents
=10
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f}bﬁjiﬁﬁaédifor'oomhont} with‘special focus on the guestions set
'?Eorfh;ih”hﬁponﬂix A. Notice of the proceédino should be served
jon a broad range of potentially interested parties, and the
Commxsaion should direct that all comments be submitted by
Febzua:y 21, 1994. It is further: recommended that staff,
inﬂustry, concerned ‘consumers, and other interested parties be’
j"ﬁéunoouraged to immediately establish dialog and convene focused
:fﬁ” groups,.as well aa usge other means of communication to explore
- the conoapts contained in this ‘memorandum. The results of these

discussions and comments would then be used in formulating the

pOlith

Re o_:tfully submitted,

0. A/

; RIAN M. SUMMMERS
Associate Utility Financial Analyst
Office of Acoounting and Finance

H LAMBERTOH
Asaociate Hydraulic Engineer
Energy & Water Division

SBpize b bndisinics.

DENISE -C. WAXMAN
Bupervisor of Utility Hearings
Consumer Services Division

wsouns,a jpvonsk--
Deprty~n-raotor, Cost Petformance
Eﬂ[:gy anﬁ Water Divislon

7?waa & nnoﬂu _
zaotor, Conaumer SErvices Division

it 3 NCTE M. RERBERT
e e Director, Office of Acoounting & Finance

R
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APPENDIX A

QUESTIONS FOR PUBLIC COHMDHT

.LTAre tha pclicy gcals articulated correct? .Are there
':—othﬂrs? If:so, identify and elaborate.

; Are the factors - identified for consideration all

.. relevant? Are there other factors that should be
considered? What relative weight should be given to the
' different factors?

_.rAre the incentive mechanisms identified complete, or are
. .. there others that should be considered for inclugion?
.. Bhpuld any of the identified incentives be rejected?

Are .any of the incentives to be preferred over others?
Generally? 1In particular situations? Elaborate on any
: guidelines that might be appropriate for weighing or
- pripritizing the use of different incentives, informing
. the. use of multiple incentives, etc.

-1,5513 the guidelines set. farth reasonable? If not,
explain how they should be modifled or why they should

" be .rejected. Are there other guidelines that should be
-jrapplied? : :

a Puréhase price ,
- . Comment on the guidelxnes get forth in Appendix D.
.. 'Are there alternative ways of determining a fair
. purchase price? Other information that should be
.considered? How should the need for cbjective
‘evidence of a fair price be balanced against the
desire for a streamlined process? To what extent,
1f at all should the standards of valuation in
-~ eminent domain law be used? To what extent should
- the estimated costs of immediately needed capital
. improvements be:a factor in evaluating the fair
'purchase price?-

r:' hwapp1iGEtiQn of incentives
... Is it . popsible to articulate more concrete
o B guidelines for the application of incentives in a
L E ek ©  particular case, that is, to evaluating the
5.1 7 magnitude of the benefits that will result from the
. transfer and in determining the commensurate
. 'incentive? 1f so, explain and provide details.

“f.ﬁc;-ante equalization
" Are ‘the guidelines described in appendix E proper?
" - If not, explain how they should be modified or why
‘they should be rejected. Are there other guidelines
‘or factors that should be considered in the context
Sii ' of petting forth a rate egualization plan? If so,
Coani, 0 identlfy. them and describe their applicability. Are
Jofe i oL there any circumstances where rateg should not be
Goub il s 0L equalized? If so, explain,




- Are further or different factors, incentives or
U;guﬁdelines.appropriate,to incent the Gas, Electric and
_ Telephone utilities to acquire small water companies?

. 1f so, explain what these would be, and whether it is a
fijodﬂ.idea~to‘encou:age such acgquisitiong.

EXHIBIT 2 Wy 2
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. fWhat]bthat‘mattérs'should be addressed in the context of
~fﬂan:AIH,pqlic9? :

'Whht}éugéeshians do you have to streamline, yet
: facilitate input into, the Commission's.consideration of

a specific AIM petition? For example, to whom should

. the intial petition be sent? Should settlement rules

" apply to efforts by staff to obtain modification of the

: ff p;ppbseﬂ'terMp; incéntives. etc.?

B
"™ iheluded to ensure cuskomer protection; i.e.

Aréfthér9=any.pa:§1quiar measures that sbnﬁld be

ﬁﬂ,mlnimizatinniqf rate rate shock, and availability,

" adequacy,:and quality of customer gervice?
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APPENDIX B

EBSENTIAL ELEHENTS 'OF AN AIM PETITION

?::_Exieting Requirements of 16 NYCRR, Part 31

: 5 o [ ‘?igyz?f Cert;ficate of Incorpo:atian and any modifications.

ri}Ccpy of the. proposed contract [32.1 (4)])

éjDescriptlon of the prcperty to be transferred [31.1(b}]
efCopy of franchisea, consents, and rights .to be transferred,
..with ‘details (31.1 (¢)) (including DEC Certificate of
‘,5_Convemience and Mecessity and any modifi:aticns}.
';Hunlcipal approvals, if required [31.1.(4)]

Inventory of Water Plant being transferred [31.3 (£)], in
nccordanca With applicable system of accounts [31.1 (g)].

?efﬁiyhccrued depraciation in prnpenty to be transferred with
".s.ﬂmethodology [31 ‘1 (b)]

gp?j?ﬁcost nf prnperty to: be tzaneferred, per books [31.1(i)].

"-7f5bi}f1Depreciation and amortization reserves applicable to the
Lo :hiipzoperty tn ba tranaferred [31 RV B

, Ji,;Stetement nf contribution tcvard congtruction of property,
b ;geehowiqg thoee subject to refund. [31.1 (k)]

_‘:5statement of nperating revenue, expenses, and taxes for each
';of the 3 preceeding years. -[31.1 (l)]

'Veuﬁgt tecent balenae sheet for bath transferee and
:'transferot. [31 e (1)1

fﬂrha company's proposal for financing the acquisition, and if
* this ‘involves the issuance of stocks, bonds, notes or other
.”evidences of inﬁabtedness. details ag required in Part 37.
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'flﬁfapﬁéﬁdﬁﬂééﬁixéménﬁé ': . '
f:Qa: ‘Bummary of current rate structure and charges for both

' compapies, including the average annual cost of water for
. 90,000 gallons under residential rates.

- ;fﬁbpifpﬁ.tﬁé‘moaprtecentKDDH inspection report and of any
... :outstanding orders of DEC, DOH, PSC, or other agencles or
. goverpmental authorities.

7&.:];cﬁé£6ﬁet'Séréicé‘dtandards'reparts. if applicable, and
*“‘qgugromnr-cpmplainﬁ records of both companies.

@ _‘Engineering report on structural condition of the system to

: . be transferred, any necessary and/or discretionary capital

7. impyovements with eatimated costs, timing of each element of
“ the work and the company's proposal for financing the

.. improvementse with details as required in Part 37.

Vg 71@&&5?Sinfdtmatinnizelévantjto evaluation of the purchase
. ..price of the property being transferred, such as appraisals
. of unimproved real property or capitalization of earnings.

“y b: :Eﬁéﬁhilé,nﬂd'éltéféatiies of the proposed AIM's for which
©. .. approval is sought. :

!‘a‘ fz#&&lﬁﬂtlyéf.thﬂrflte impact through the time of full rate
- . equalization, accounting for projected capital expense.

";‘pt;f:Béédfﬁ,on;therﬁuhlic,Invn;yement Policy (PIP) effort

concerning this petition and input received from the

’Q_Qggtgmg:g_af.poth companies.

o ?TfBtiﬁéﬁent“expldlﬁihg_hpw this acguisition f£its into the long
| . range plaps of the acquiring company. '

 §‘6.'3jﬁ§diﬁa£ipn bf‘banéfitsrto Ehe'customérs of both companieg,
¢ ““the public at large, and other long or short range benefits,
:-including projected economies of scale.

. e .. Bvaluate alternatives - Estimate the likely future of
. . .Bervice and rates for 'acquired company customers if the
- .acguisition is not approved. Identify all public and
- private water systems, and their distance to the system,
“within 10 miles of system to be acqguired.




EXHIBIT S W s

Eegramyr ey . paee A2 of 37 .

Appendix C
Page 1 of 3

b RET ey "APPENDIX C

i”*ly ACQUISITION INCENTIVE MECHANISMS

. The following mechanisma are largely taken from the National
"Regulatory Research Institute publication, Commission Requlations
cof . Bmall Water Ut;litxes- Me;gers and Acquisitions, NRRI-B6-10

'”;?1(Octﬂ57r 1985).

sl '* ﬁ‘dmmission policy on acquisitlons ‘Bhould be flexible and
upinclude a’wide range of alternatives, including public

-fﬁncquiaitipn. ‘In general,_the ‘extent of incentives for
C-acguigition shnuld be related to the amount of benefit to the.

©. customer, -and the desirability and/or liability associated with

.. the company to be acquired, largely determined by its viability.

S "Blterpatives to acguisitipn by a regulated utility are:

.- acguisition by municipal authority; or contractual central.

. management and operation by experks, such as in a regional

! ‘arrapgeniept. There is. another course of action, not discussed

. hete, that:can be taken concurrently with incentives to the .
c}acquiring company, that is disincentives to the troubled company

'j“'to Btﬂy in business..

e . Where a private régulateﬂ utility will be the acquirer, a
“‘wida tanqa af ihcentives can be offered.

{j _1. g]BqualIzatian of the ratés of the two campanies.
ST L Where the acquired company's: {(AQD) rates are lower than
f:tha acquiring company (AQG),. making the AQD rates egual
1" " can be aningentive to the AQG company. The faster the
i D pace of, gqualizatian, the mpre the incentive that may .
"~ be provided.  Boyever, this pace of equalization should

 be: balanced against possible customer rate shock. _

. -Where the AQD rates are higher than the RQG rates, the
f~pochy could be more flexible, and egnalization may not
“-be ds eritical a factor to acceptabllity of the
3sproposal. : :

.inats base treatments.

- "Whan the acguisition cost is less than the net book .
" yalue (NBV), allowance of all or part of the difference
~“in rate base provides an earnings incentive. Where NBV

A - - tha 'AQD company is very low, allow a rate base (RB)

- " “mddition equivalent to the AQG company's rate base per
4l 's,customer, applied to. the AQD number of customers.
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. 3,; Operating ratios in lieu of rate bage.
- Where little or no RB exists, use an operating ratio,
'where allowed net income for return can be a portion,
., or.ratio, of operating expense which may or may not
o odnelpde  PIT, ot ;
.. Inceptive: returns. ; ‘ .
-"Allow a’'higher than normal rate.of return on the
. acquisition . cost, and/or new capital needed for -
.- improvements.

w+ + Depreciation.allowagnces. : ;

© Where little NBV exists, provide a depreciation
- . :allowance. on contributed plant to improve cash flow and
. earnings.. : - ' ]

~ 6. Where a purchage price premium is proposed, allow part
' 'or all of the premium to be reflected in rates.
' However, ‘there should be a clear demonstration that the
‘aequisition: is arms length and that the customers of
' ¢he acquired. company will benefit sufficiently to .
-outwelght the acquisition premiums. Allowance of the
‘purchase premium can be accomplished in a number of

bl

- ‘a. ‘Full amortization of the premium and inclusion of
T " the unamortized balance (UB) in RB. -
b. .Amértization of the premium, but inclusion of only
- . a portipn of the UB in RB. :
'e. Full amortizaktion of the premium, but exclusion of
., _ the UB from RB.
.d. ‘Partial amortization of the premium and exclusien
- - of the UB from RB. v Ty ’
~‘e. :Treat the premium as a current expense.
£. Provide no recovery of the premium, but allow a
.+ - . higher ROR on RB.
.g. Allow tHe premium in RB, or toc be reflected in
ﬂ rates, but phase in or delay the recovery.
‘h. Completely disallow the purchase premium.
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©.7. - Delayed recovery of cost.
.7 'While not strictly an incentive, delayed recovery is a
.. 'tool ;that could be used in creating an acceptable
- 'acquisition proposal. For any of the above mechanisms,
 where a cost is to be allowed as an incentive, its
.. effect on ratepayers may -be mitigated by delaying its
- -ipclusion in rates.

.- . Leage buyout plans. _
| These plans generally provide that the acquiring
‘¢ompany will lease the system for some specified
‘period, with an option to buy at the end:.of-that time. s
. ‘’his mechanism can allow the companies, customers, and i
' ‘Commisgsion to observe the advantages and disadvantages 2
"of the acquisition before it becomes irreversible.

. .. .%. . As previpusly indicated, the amount of incentives to
- :induce an acquisition is likely to be related to the viability
- and-liapilities associated with the acquired company. Other
popaible factors are the proximity of the acquirer, system age,
guality’ of systenm installation and design, number. of customers,

. RB/customer, construction cost/customer, cost of needed
il improvements; wiability of acquirer, volatility of © & M and
.. earnipgs, and abilitry of customers to pay. ‘




EXHIBIT

Sw V-

e}

31

PAGE U OF 2

Appendix D
Page 1 of 2

APPENDIX D

- BPURCHASE PRICE EVALUATION

P ﬁﬁ?ﬁfagéﬁ'in'ﬁhe Btdff Guidelines section of this memo, the
" AIM policy, by its very nature could affect the negotiated

- ' purchase price. ' If gellers and buyers can reascnably expect that

the price paid will be recouped, that fact may encourage a price

;a.¥'higherwthan5might be attained ptherwise. That said, we should

recodnize that most of the small water companies that might be

' arcquipitiop targets have no rate base or one that represents a

. very small amount of the utility assets., BSince the market may
. walue somp of these properties differently, any acgquisition

" policy that depires to encourage economic transfers conflicts

¢ with the present policy, which has been that when one utility

.. purfhages: another for‘a price higher than book value, only the

- "book:value of the purchased entity may be recouped.

© . It'is mlso clear that any acquisition policy should not

- discourage purchases below book value, where appropriate. From a

‘public.benefit standpoint, encouraging a purchase price below.net
ook - value through an AIM policy would be desirable. The

: 1L¥in¢§nt4ygjin;thig,1nat3n;e could be to alléw all or a portion of
. the @ifference between the lower price and book value to be

. reflmcted in.rates. This would be in contrast to current policy

© which has replaced. the existing rate base with the lower purchase
~price for ratemaking. i ' ‘

7 .'Tha ‘AIM policy should endeaver to allow economic forces and
. eagh unigue pituation set the price. The Commission can best do

this by retaining its digcretion and its position as an economic

‘arbiter, subjecting each transaction to sericus economic review.

- That raview would evaluate the transaction with respect to the

" Commission's broad goals, its guidelines, and to the peculiar
" econpmic'.circumstances presented. .
i Braff would pffer the following proposed broad guidelines

'.ﬁéIq;;ng to the purchase price:

5+4'i:TﬁEEPUfEhése price should be determined to represent an
- .. exchange value that, in the totality of the
¢ elreumstances, is fair and reasonable.

 ~7"17fﬁhﬁibu?&aﬁ of~dempné£tating that the proposed purchase
. -priece is fair and reasonable ig on the petitioners.
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i % . . The evidence that may be relevant to establishing a
4: " .falr price in these cases includes the following:

Net book wvalue ' £

Aptual structural cendition of the property

‘Capitalization of earnings

Estimated necessary capital improvements

Value of lands

It ig important to emphasize that these purchase price

‘quidelines relate cnly to the evaluation of the purchase price
‘proposed in the application. The extent to which any of the
. ppsEible incentives would -apply to any part, .or all, of the
‘purchase:priece, (whether the purchase price is below or above
‘Bopk valua)., is a function of the key guideline set forth on
. ‘page 11, which provides that the incentive package that the
| /Commission will approve is a function of the magnitude of the
. .expect

ed, bepefits to the customers from the acquisition.
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i L ‘ RATE EQUALIZATION

‘ Btaff believes that in a merger or acquisition, except where

1 there are very unusual clrcumstances, the rates of the merged
. companies should be: eqgualized. While it is impossible to lay
.. dpwn specific . rules for how rate equalization should be handled
. in each case; -staff. believes that it is important to have some
. principled basis for judging the rate equalization proposals that
are presented to dAssure that, on a statewide basis, customers are
being treated fairly. Accordingly, we have endeavored to
articulate several .general guidelines or principles that we
belleve should gulide the rate egualization proposal that is put
‘forth in . a petition. . .
.7 L;’An AIM . petition. should contain a proposal for the
ol egualization of rates, inecluding a schedule for a planned phase-
St ingif.applicable, iand an estimate of the rate impacts for
typical customers./ Where the engineer's report indicates that
‘the ‘acquired compaly will require a major infusion of capital
.1 expenditures ip-the near term, and/or other causes make it likely
©i ‘that a.rate increase will result from the acquisition, the
petition shouyld inglude projections.of the increase, and any
.phage-in of equaligation. The petition should justify the plan
‘propoped 'in: the light of these guidelines.

TOTAL P.28
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Peter Bradford, Chairman
Lisa Rosenblum

Harold A. Jerry, Jr.
William D. Cotter

CASE 93-W-0962 - Proceeding on Motion of the Commission to
Establish a Policy to Provide Incentives for the
Acquisition 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 COMMISSION:
GUIDELINES FOR WATER COMPANY ACQUISITIONS
PREAMBLE

On October 20, 1993, we instituted Case 93-W-0962 to
consider the provision of incentives for the acquisition of small
water cqmpanies by, and therein merger into, larger entities.
Public comment was invited, and on the basis of that comment and
the recommendations of Department staff, we are establishing
goals and guidelines that will apply to proposals to consolidate
small water companies through acgquisitions and mergers.

Small water companies typically cannot attract capital
and often have small cash reserves, or noﬂe at all. Frequently,
these companies are run by part-time managers possessing little

technical training. In addition, their small customer base
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limits their ability to incur significant 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. An acquirer
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
adegquate service at just and reasonable rates. To foster a

-2 =
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transformation of small non-viable water companies into entities
better able to sexrve, 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.

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

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 thaf 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.

L 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, or economies of scale.

s B Where capital expenditures are required for
service improvements or to comply with health and
safety regqulations, 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 Depreciation

Where circumstances warrant, depreciation may be
allowed at accelerated rates, or depreciation on
projected improvement costs may be allowed subject to

subsequent adjustment.
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i Amortization

The reasonable costs of acquisition may be recovered by
amortization. Under certain conditions, amortization
may also be considered for 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 céses for good cause shown. They represent a
departure from traditional rate-making practice and are meant to
facilitate consolidation that may otherwise not be possible.

&y Operating 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.

5 Rate of Return
Where it c;n be shown to benefit customers, a premium
on the overall rate of return may be allowed.

6. Delaved Recoverv

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
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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 acgquisition, and it would appear
beneficial for ownership, management, and operation to
occur for a trial period, operation of the company
under a lease with an option to by may be considered as

a mechanism for providing incentives.

REQUIRED 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

Seryice, and local authorities).

- The prospects for future compliance with
regqulatory requirements.

- The number of customers.

- Comparative income statements for the three most
recent years.

- A current balance sheet.

- Estimate of rates needed to comply with SDWA or
other service requirements.

il e
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- Evaluation of customer benefits and economies of
scale.

- Information and data on the rate impact on all
customers (acquiring and acquired companies), and
the rate plan to achieve parity.

- A report aon the public involvement effort and
customer input.l

o With respect to the acquired company:

- Identification of ownership of all transferred
water plant.

= Inventory of plant being transferred.

- The location of the acquired company relative to
the acquiring company and to nearby systems, both
municipal and private.

o] With respect to the acquiring company:

- A copy of the proposed purchase contract.

— Identification of municipal approvals, if
required.

~ The proposal for financing the acquisition, if

appropriate, including applicable information in
compliance with 16 NYCRR Part 37.

By the Commission,

(Signed) JOHN J. KELLIHER
Secretary

VIn reviewing any acquisitions, we will focus on the results of the
company ‘s public involvement and information efforts.
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