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NQRTH FORT MYERS UTILITY, INC. <J?i;
DOCKET NO. 971179-SU Eis&f
DIREC ESTIMONY OF ROBERT C. NIXON, C.P.A.
Please state your name and professional address.
I am Robert C. Nixon, C.P.A., a partner in the accounting
firm of Cronin, Jackson, Nixon & Wilson, P.A., 2560 Gulf-
To-Bay Boulevard, Suite 200, Clearwater, Florida 33765.
Have you been retained by North Fort Myers Utility, Inc.
to provide testimony and exhibits in this proceeding?
Yes.
Will you please provide a brief resume of your training
and experience as it relates to this proceeding?
Attached as the last four pages of this testimony is a
brief resume of my education and training, as well as a
list of companies I have represented in rate and other
proceedings before the Florida Public Service Commission
(PSC) . I have also listed the proceedings I have been
involved in related specifically to gross-up and gross-up
refunds.
Mr. Nixon, would you agree that taxation of Contributions
in Aid of Construction (CIAC) is a complex issue?
Yes. Not only are the issues complex, but the
Commission's policy and practices have changed

dramatically over the past 13 years, since CIAC first
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became taxable. In addition, few of the Commissioners and
Staff members are still around who dealt directly with
this issue as it evolved through Order No. 23541
(02/18/91) and its interpretation as evidenced through
gross-up refund orders issued through 1995.

How would you like to proceed?

As one who was involved in this issue from the beginning,
I believe it is necessary to trace the history of the
Commission's policy and practices regarding taxation of
CIAC, gross-up, and gross-up refunds, before addressing
the specific issues in dispute in this case.

Are you an expert in this area of taxation?

Yes. Although my practice specialty is not in the
specific area of tax, I have dealt with the issue of
taxation of CIAC since 1981. My firm prepares the tax
returns for many utilities. I review the tax treatment of
CIAC on each return before it is released to the utility
client and have done so since the early 1980s.

When did CIAC most recently become subject to state and
federal income taxes?

On January 1, 1987, as a result of the repeal of Section
118(b), Internal Revenue Code (IRC). This section of the
Code was repealed as one of the provisions in the Tax
Reform Act of 1986.

Please describe your involvement in the issue of taxation
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on CIAC and gross-up.
I have been actively involved in this issue since 1986. At
that time, I was on the Board of Directors of the Florida
Waterworks Association (FWWA) and was actively involved in
the Association's planning and actions to come up with a
plan for regulatory relief of the burdens imposed by
taxation of CIAC. Also during this period, I was working
with our clients to develop strategies for coping with
taxes on CIAC.
What action did the FWWA take?
The Association filed a request with the Commission to
allow utilities to collect from developers and other
contributors of CIAC an amount equal to the tax impact. A
formula to calculate the tax impact was proposed, which
came to be known as the gross-up formula. The proposal
also provided that the amounts collected be deposited into
an interest bearing escrow account. Withdrawals could be
made periodically for the purpose of paying estimated
state and federal income tax deposits. The request
proposed that gross-up was subject to refund with interest
on a prorata basis, based on a statement to be filed as
part of a utility's Annual Report.

In response to FWWA's request, the Commission opened
Docket No. 860184-~PU. Order No. 16971 granted the

Association's request and allowed any utility desiring to
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gross-up to obtain authority simply by filing an
appropriate tariff. This Order was issued on December 12,
1986, less than three weeks before CIAC became taxable.
Did the FWWA's request or Order No. 16971 contain any
detailed finding concerning how refunds would be
calculated?

No. At that time, the immediate and urgent consideration
was obtaining approval to start collecting tax impact
charges beginning on January 1, 1987. That is why the
Order is described as "application for emergency approval
of amended service availability policies." At that time,
no one had given much thought to how refunds would be
calculated or other matters, such as who would ultimately
receive the depreciation benefits associated with the
collection of CIAC. 1In fact, the Order directed that the
original Docket would remain open to handle any generic
problems that might arise in accounting for CIAC and the
related tax impact. I have enclosed a copy of this Order
as Exhibit RCN-1.

When did you first become aware that there were problems
associated with implementation of the refund requirements
of Order No. 169717

I first started looking at this matter in early May, 1988.
This would have been shortly after the first 1987 income

tax returns were prepared for our clients who had elected
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to gross-up.

What problems did you foresee at that time?

One of the immediate problems I encountered related to the
tax benefits of depreciation on CIAC property. Based on
a literal interpretation of Order No. 16971, a contributor
paying gross-up in year one (1) would receive a much
smaller refund than a developer making an identical
contribution five (5) years later. Also, once the
Commission Staff suggested the possibility of passing on
the depreciation benefits of contributed property to the
contributors of CIAC, I was concerned about the burden of
keeping elaborate records in order to make a refund to a
developer/contributor over the 20-year tax life of the
contribution. I have enclosed a copy of a letter I wrote
to Robert M.C. Rose, Esg. on May 19, 1988, which outlined
my concerns at that time, as Exhibit RCN-2.

Did the Commission provide any guidance concerning the
form of the reports required by Order No. 16971 or any
instructions concerning how gross-up refunds were to be
calculated?

No specific instructions were made. The Order required
the filing of tax returns, workpapers showing the
treatment of CIAC on the tax returns, and a report of
escrow account activity. The Order was silent as to how

these items would be used. However, sometime in 1988,
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utility companies were sent a blank CIAC report form. I
have enclosed a copy of this form as Exhibit RCN-3.

Was this form helpful in calculating gross-up refunds?
No. As you will note, the form does not result in a
calculation of a refund amount. Also, there was no
guidance as to the meaning of "jurisdictional" versus
"non-jurisdictional" or what should be included in Line
17, "Other CIAC effects of TRA '86" (attached). In
addition, no instructions concerning Lines 13 and 14 (net
operating loss carryforwards and special deductions) were
provided. By the time my clients received these forms, it
was clear that there were many unanswered and unresolved
issues surrounding gross-up refunds mentioned in Order No.
16971.

Prior to this, were there any subsequent clarifying Orders
issued by the Commission related to the gross-up issue?
Yes. Order No. 18266, issued October 8, 1987, specified
that Subchapter-S Corporations, Partnerships, and Sole
Proprietorships should not be allowed to gross-up.
Further, connection fees, meter fees, installation fees,
and other fees that were taxable prior to the 1986 repeal
of Section 118(b) IRC, were not eligible for gross-up.
These provisions were Commission policy throughout the
period CIAC was taxable.

At what point did these unanswered and unresolved
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questions related to gross-up refund calculations start
impacting your clients and other utilities?

During 1988, several utility companies, including five of
my clients, filed the information required by Order No.
16971 for refund of gross-up collected during 1987. On
May 25, 1989, Staff issued a Memorandum which recommended
refunds substantially in excess of those proposed by the
utilities for consideration by the Commission at its June
6, 1989, Agenda Conference. Actually, there were two
Recommendations in the Staff Memorandum. The primary
Recommendation was sponsored by the Division of Auditing
& Financial Analysis (AFAD) and was the one requiring
substantial refunds.

The alternative Recommendation was made by the
Division of Water & Sewer, which agreed with the amount of
refunds proposed by the utilities. I have enclosed a copy
of that Staff Memorandum as Exhibit RCN-4.

AFAD's position versus that of the utility companies
and the Division of Water & Sewer represented a
fundamental difference, which continues to this day, in
spite of a partial resolution resulting from the
requirements of Order No. 23451, issued October 1, 1990.
Please explain these two differences in position which
resulted in the two dramatically different refund

recommendations.
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A.

The differences originate in the unclear language in Order
No. 16971 (RCN-1). Page 3, paragraph (c) of that Order
reads, in part, as follows:

"Annually, following the preparation and filing

of the utility's annual Federal and State income

tax returns, a determination should be made as

to the actual Federal and State income tax

expense that is directly attributable to the
inclusion of CIAC in taxable income for the

year. CIAC tax impact monies received during

the tax year that are in excess_of the actual

amount of tax expense that is attributable to
the receipt of CIAC . . . . . must be refunded

on a prorata basis to the parties which made the

contribution and paid the tax impact amounts

during the tax year." (Emphasis supplied)

The issue at hand was what is meant by the "actual
amount of tax expense that is attributable to the receipt
of CIAC?" Two interpretations are possible. The first,
AFAD's position, is that this language means actual tax

jabjilit at js, actual taxes paid. The second
interpretation is that this language means the tax effect

of the collection of CIAC which is not  _necessarily

easured the actual ayment of dollars in tax
liability. This second interpretation was the one
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advocated by the utilities and the Division of Water &
Sewer Staff in their alternate Recommendation.
What difference do these two interpretations have on the
calculation of gross-up refunds?
The AFAD position had the effect of transferring the tax
benefits of a utility's net operating losses (NOLs), NOL
carryforwards (which are funded by a utility's
stockholders) and, in a few instances, Investmént Tax
Credits (ITCs) to the CIAC contributor, thus causing or
increasing the refunds. The existence and use of these
tax assets for the benefit of a contributor of CIAC, who
had nothing to do with their generation, is the
fundamental difference between the AFAD position and that
of the utilities and Staff of the Division of Water &
Sewer.
What were some of the reasons the Division of Water &
Sewer did not believe that NOLs should be used to the
benefit of a developer or other contributor of CIAC?
Page 7 of the Memorandum (RCN-4) summarizes the
alternative Staff analysis. These reasons are as follows:

1. A developer/Contributor had nothing to do with
their generation.

2. Potential discrimination - one developer pays
gross-up, but another does not, simply because of the

existence and use of utility NOLs.
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3. In rate cases, it has been Commission practice
to pass the benefit of NOLs to the rate payers.

4. NOLs are normally generated because of non-used
and useful plant and, therefore, funded by the
stockholders.

5. NOLs can be generated due to artificially low
rates where revenues are less than expenses.

6. The rate payers have not generated any of the
NOLs either.

I assume that you and your clients agreed with the
alternative Staff analysis.

Absolutely. This was also the position of FWWA. The
bottom line to the alternative Staff analysis was that
contributors and customers do not pay for any NOLs because
they are funded by a utility's stockholders and are,
therefore, property of the stockholders. This has been
the position of the utility industry for the past 13
years.

For purposes of calculating gross-up refunds, how would
net operating losses not funded by contributors or rate
payers be treated?

They would be treated as below the line losses, since
operating revenues were not sufficient to fund the
operating expenses causing the losses. The excess of

expenses over revenues were funded solely by the
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stockholders of a utility.
What was the outcome of the recommendations in the May 25
Staff Memorandum?
The Recommendations were considered by the Commission on
June 6, 1989. The Commission voted to accept the primary
Staff Recommendation as proposed by AFAD, with
Commissioners Betty Easley and Gerald Gunter dissenting.
The vote resulted in Proposed Agency Action Order No.
21436, issued June 26, 1989.

On July 17, 1989, all of the affected utilities, as
well as the FWWA, filed a protest of that Order.
I notice on page 9 of the Staff Memorandum (Exhibit RCN-4)
and pages 2 and 3 of the PAA Order (Exhibit RCN-5) that
there were 11 utility companies subject to gross-up
refunds, as you have just discussed. For the record,
which of those companies did you represent?
I represented 6 out of the 11: Aloha Utilities, Inc.,
Clay Utility Company, Eagle Ridge Utilities, Inc., Martin
Downs Utilities, Inc., St. Johns Service Company, and
Kingsley Service Company.
Order No. 21436 and the underlying Staff Recommendation
you have just discussed dealt solely with gross-up refund
calculations and NOLs. Did any other issues and
controversies related to gross-up arise at about this same

time period, mid-19887?
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Yes. By mid-1988, approximately 44 utility companies had
elected to collect gross-up and had approved tariffs to do
so, utilizing the formula and tariff filing requirements
of Order No. 16971. AFAD believed that not all of the
companies collecting gross-up actually needed to do so.
This was based on the belief that utility companies could
borrow funds to pay the tax impact of CIAC. As a result,
a Staff Memorandum dated June 23, 1988, was prepared for
consideration by the Commission at its July 5, 1988,
Agenda Conference. I have enclosed the first three pages
of this Memorandum as Exhibit RCN-6. The Recommendation
proposed that "only those utilities unable to secure funds
for the taxes from other sources or whose rate payers
would suffer unduly if utilities obtain the funds with
which to pay the taxes" be allowed to gross-up. In
addition, it was recommended that utilities with approved
tariffs should be required to submit evidence to justify
continued approval to collect gross-up. The
recommendation did not specify what was to be submitted.
This item was deferred indefinitely to give the water
and sewer industry time to discuss their concerns with
Staff. Several meetings were held with Staff subsequent
to June 23, 1988.
Did you participate in any of these meetings?

I participated in one and possibly more, representing my

-12-
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clients and the FWWA. Due to the passage of time, I
cannot pinpoint the exact number of meetings I attended.
Please continue.
The Memorandum was revised on December 8, 1988,
éulminating in Order No. 21266, issued May 22, 1989. I
have enclosed copies of the Revised Memorandum as Exhibit
RCN-7 and Order No. 21266 as Exhibit RCN-8.
How was the Memorandum of December 8" different from the
Memorandum of June 23°°?
The AFAD Staff position concerning who should be allowed
to gross-up remained as noted above. However, specific
filing criteria to demonstrate continued need to gross-up
were proposed. New to the Memorandum was an alternate
recommendation on this issue proposed by the Division of
Water & Sewer Staff.
Please summarize the revised AFAD Recommendation.
The primary recommendation of AFAD was that gross-up
should be retained as a limited option and that all
utilities, whether currently authorized to gross-up or
not, should file a request for new authority. The filing
would consist of the following:

1. Demonstration of an actual tax 1liability
associated with the collection of CIAC.

2. A demonstration that existing cash flow is

inadequate.

-13-
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3. A statement of the gross-up alternatives
considered and that gross-up is the most cost effective
alternative.

4. A calculation of interest coverage and revised
tariff pages.

For those companies qualifying for continued authority
to gross-up, a full gross-up was recommended with an
option for present value gross-up. The Recommendation
modified the gross-up formula contained in Order No. 16971
to reduce the amount of gross-up for first year's
depreciation on CIAC. In addition, AFAD recommended a
system of accounting for full gross-up. Also, the
recommendation was made that for utilities not grossing
up, the taxes paid on CIAC would be recognized as a rate
base investment.

Wwhat was the Water & Sewer Division's alternate
recommendation on who should be allowed to gross-up?

The alternate recommendation essentially left things as
they were in Order No. 16971. That is, the choice to
gross-up or not would be based on a utility's particular
circumstances as determined by management. The alternate
Staff analysis noted that the primary recommendation was
continuing the Commission on a course of over regulation
of the water and sewer industry. Further, the suggestion

of AFAD that water and sewer utility companies could
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borrow funds to pay taxes on CIAC demonstrated a lack of
understanding of the realities of the industry.

In any event, one can see that there were many
unresolved issues surrounding gross-up.
What was the outcome of this Recommendation?
Oon May 22, 1989, the Commission issued Order No. 21266,
which retained full gross-up as an option, but required
utilities to file a request for new authority to gross-up
within 60 days, utilizing the criteria in the staff
Recommendation as discussed above. The modified gross-up
formula was not adopted nor was the proposed method of
accounting.

On June 12, 1989, Order No. 21266 was protested by the
FWWA and 14 water and wastewater utilities.
You mentioned earlier that several of your clients had
protested Order No. 21436. How was that protest handled
by the Commission?
The protests of Orders No. 21436 and 21266 were combined
and a hearing was conducted on April 27 and April 30,
1990.
Did you participate in that hearing?
Yes, I provided testimony on behalf of 16 private utility
companies.
In general terms, what was the purpose of the hearing?

In general terms, I believe that my clients, the industry,

-15-
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and the Commission Staff sought resolution of the various
problems and issues that had arisen subsequent to the
issuance of Order No. 16971.

As it relates to this case, what specific issues were in
dispute?

As I mentioned above, Order No. 21266 required the pre-
approval of the Commission to gross-up based on certain
criteria, which I covered above. One of the criteria was
a "“demonstration of the existence of an actual tax
liability resulting from the utility's collection of
CIAC." Based on the Commission's action in Order No.
21436, my clients and the industry were concerned that
this language would be interpreted to require all
utilities with operating losses, operating loss
carryforwards, or tax credits to utilize those tax
benefits to the benefit of CIAC contributors before they
would be allowed to gross-up. Thus, we were concerned
that the existence of such tax assets would prevent a
utility from obtaining approval to gross-up.

Closely associated with this concern was the treatment
of NOLs, NOL carryforwards, and ITCs in the gross=-up
refund calculations. My position and that of my clients
and the industry is and always has been that these items
arise as the result of the subsidization of a utility by

its owners. As such, these assets are property of those
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owners and should not be utilized to benefit contributors
of CIAC to a utility.

Just for backgfound, what were some of the other issues in
dispute at the hearing?

Some of the other issues considered were who should get
the benefit of depreciation on CIAC; who should bear the
burden of tax on CIAC; how investment in taxes on CIAC
should be treated for companies that do not gross-up; and
whether or not normalized accounting should be followed.
As it relates to this case, what was the outcome of the
hearing?

The hearing resulted in Order No. 23541, issued October 1,
1990. I have enclosed a copy of this Order as Exhibit
RCN-9.

As it relates to this case, private utilities and the
industry gained an important victory concerning NOLs, NOL
carryforwards, and ITCs. First, the long standing dispute
over interpretation of the language in Order No. 16971 was
resolved to mean "an actual tax liability on a regulated
above the line basis" (page 11, last paragraph, emphasis
supplied). This meant that the 1liability would not
necessarily be the actual taxes paid, but a tax expense
calculated on a regulated above the line basis. This
official clarification meant that virtually all utility

companies could demonstrate the existence of an actual tax
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liability arising from the collection of CIAC.
Second, the Commission recognized that not all NOLs,
NOL carryforwards, or ITCs should be used to offset the
tax impact of CIAC to the benefit of the contributor. Aas
mentioned above, Order 21436 had originally proposed that
all such tax assets be used to the benefit of a
contributor.
What is the exact language in the Order?
Beginning at the bottom of page 18, the Order reads as
follows:
"Not withstanding the above, we believe that a
utility should only have to offset
jurisdictional, above the 1line NOLs and not
below the line NOLs. This is consistent with
our policy of calculating taxes on a stand alone
basis. Below the line items would include, but
not be limited to, the impact of disallowed
expenses, non-used and useful plant
depreciation, other expenses associated with
non-used and useful plant, revenues associated
with non-used and useful plant, and interest

associated with debt not included in the capital
structure.”" (Emphasis supplied)

Page 20, the end of the second paragraph, reads as

follows:

-18-
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Is there specific language related to the refunds for your

"As with our decision regarding NOLs, we believe
that only above the line ITCs should be used as

an offset."

clients in Order No. 21436 which was protested?

Yes.

Page 24, about the middle of the page reads as

follows:

"Not withstanding the above, it appears from the
record that some of the NOLs and ITCs used to
offset taxes by Order No. 21436 were below the
line items. These amounts were taken from the
CIAC gross-up reports required by Order No.
16971. Accordingly, to the extent these
utilities can demonstrate that their losses or
ITCs were below the line items, they should not
be used to offset CIAC income. These utilities
should, therefore, file amended reports to
reflect only above the line NOLs and ITCs, with
a reconciliation to the amounts originally
filed. This suggestion would also hold true for
1988 and 1989 gross-up reports that have been

filed."

And again, the seventh ordering paragraph on page 26

reads as follows:

"ORDERED that all utilities that had below the

-19-
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line losses or ITCs for 1987, 1988, or 1989
shall file amended gross-up reports to reflect
only above the 1line NOLs and ITCs, with a
reconciliation to the amounts originally filed."
Was "jurisdictional above the line NOLs or below the line
NOLs" specifically defined beyond the examples given on
page 19 that you quoted above?
No. It was my understanding and I believe the
understanding of the Staff that processed gross-up
applications and gross-up refunds subsequent to the Order
that it was necessary to define these items on a cost of
service basis.
What do you mean by cost of service basis?
By that, I mean that revenue and expenses would be
recognized on the same basis that was utilized in the
company's last rate case proceeding.
Why would this approach be necessary?
Because the taxable revenue included on the tax return is
based on the expenses embedded in the determination of
rates.
How do you define below the line expenses for gross-up
refund purposes?
In general, these would be expenses not considered in a
company's last rate proceeding and, therefore, not

embedded in the rates. Examples would be disallowed
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expenses or new types of necessary operating expenses
which were not provided for in the company's existing
rates. Below the line would also include any expenses
related to non-used and useful operations or those which
on their face would not be allowed in a rate proceeding.
What is the objective of the approach you have outlined
above?

The objective of an analysis based on this approach is to
determine how much of the expenses reported on the tax
return are being paid for by the customers through rates
and how much are being funded by the stockholders. This
approach is consistent with all of the testimony and
language in Order No. 23541.

Under your approach, would there ever be an above the line
operating loss?

Yes. Recognized categories of expenses in a company's
last rate proceeding could have increased faster than
customer growth or consumption, thus causing losses.
Also, used and useful book/tax timing differences, such as
depreciation, could cause above the line losses. While it
is true that the customers or contributors of CIAC did not
pay for these losses, the findings in Order No. 23541 give
the tax benefits of these losses to the contributors of
CIAC in the refund calculations.

Did you use this approach in the filings for approval to

-21~
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gross-up and gross-up refunds subsequent to issuance of
this Order?

Yes. I have consistently used this approach to determine
above and below the line revenues and expenses in all
gross-up filings with the Commission.

Did the Staff and Commission agree with your approach to
above and below the line?

Yes. This is evidenced by the Orders issued for my
clients from the date of Order No. 23541 up through early
1995. These Orders utilized my definitions of above and
below the 1line in Dockets for continued authority to
gross-up and gross-up refunds. As such, I believe this
methodology constituted Commission policy. I will discuss
these Orders and related Exhibits in further detail below.
What happened beginning in early 1995?

In 1995, Staff processing of gross-up refunds pretty much
came to a halt. 1In addition, applications for authority
to gross-up became drawn out and difficult. These
problems came to a head at the Agenda Conference on May
18, 1995, in the gross-up refund case of Canal Utilities,
Inc. (Docket No. 941083-WS). Staff's above the 1line
computations included first year's depreciation on CIAC,
as well as all subsequent depreciation on CIAC collected
in prior years. This was contrary to all of the gross-up

refund cases I had been involved in where only first
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year's depreciation on CIAC was classified above the 1line.
The impact of Staff's new treatment of CIAC depreciation
was to give the contributor the benefit of prior years'
depreciation, which created a large refund. This is the
problem illustrated in my letter of May 19, 1988, to Bob
Rose, Esq. and previously discussed as Exhibit RCN-2.
Also, this treatment was contrary to Order No. 23541,
which determined that a contributor would only receive the
benefit of first year's depreciation on CIAC. Benefits
from subsequent years were to go to the rate payers.

Also, Staff began to question the appropriate level of
review necessary to grant gross-up authority or process a
refund; conflicting interpretations as to what was above
the line and below the line in refund computations; and
differing interpretations as to past Orders issued by the
Commission.

Based on these problems, Staff was directed to hold
workshops to readdress the entire issue of taxation of
CIAC, gross-up, Commission policy, and to discuss viable
alternatives with the view towards changing the
Commission's shifting policy.

In your opinion, why did these problems arise?
In my opinion, these problems were due to failure of the
Commission to enact rules based on Order No. 23541.

Were any workshops held?

-23-
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Yes. On August 4, 1995, the Commission issued a Notice of
Staff Workshop to be held on August 30, 1995. I have
enclosed a copy of that Notice as Exhibit RCN-10. I have
enclosed the Notice as an Exhibit because it sets forth
several pages of questions which, in effect, address the
entire spectrum of unresolved gross-up questions.

As it relates to this case, what questions were addressed
in the Workshop Notice (RCN-10)7?

The issues related to this Docket are as follows:

1. II.C.3.a. - How should the Commission define above
and below the line (page 2)7?

2. II.C.3.c. - If liability is calculated on an above
the line basis, how should the information on the actual
tax return, that is i.e., revenues, expenses, tax losses
(current, carrybacks and carryforwards) and credits
against the income tax, be allocated to above the line
operations (page 3)7

3. IV.A. - Is there ever excess gross-up (page 5)?

4. 1IV.B. - How should excess gross-up be measured?
That is:

1. Should the excess be determined on an above
the line basis? If not, how should it be
determined (page 5)?

5. IV.B.2. - Should the excess be measured by what is

on the actual tax return for the year (page 6)?
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6. IV.B.2.b. - What effect, if any, should NOLs
(current, carryback and carryforward) have (page 6)?

7. IV.B.3. = How should what is on the tax return be
allocated to above and below the line operations (page 6)?

8. 1IV.3.C.e. - Is the level of expense set in the
utility's last rate case relevant (page 7)?

9. 1IV.B.3.f. - Is the disallowance of an expense in
the utility's last rate case relevant (page 7)?

As one can see, almost all of the items at issue in
this case were considered at that workshop.
Did you participate in that workshop?
Yes. I appeared on behalf of the FWWA and several of my
clients. I have enclosed my answérs to the questions in
the August 4" Workshop Notice as Exhibit RCN-11. My
answers to the issues directly related to this case, as
noted above, are included.
Would you please look at page 8 of Exhibit RCN-11?
Yes.
Please summarize this page.
This page outlines the principles I have always used to
determine what is above the line and below the line to
determine jurisdictional net operating losses. Each of
the five principles set forth are consistent with the
definitions of above the line and below the line revenue

and expenses that I have previously set forth above.
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Briefly describe the information on pages 9, 10, and 11 of
Exhibit RCN-11.

This information was originally an exhibit prepared for
the Canal Utilities, Inc. case I referred to above. The
information shows that under the Staff proposal for CIAC
depreciation, a contributor in year one would receive a
refund of approximately $11,000, while a contributor in
year seven would receive a refund of approximately
$90,000. The schedule also shows that under the previous
Commission practice of including only first year
depreciation above the line, each contributor gets an
equal refund. ‘
What came out of the workshop which was held on August 30,
19957

Basically, all parties agreed that the current system and
procedures were broken and needed to be fixed. We left
the workshop promising the Staff that we would present a
new proposal, which would greatly simplify the entire
question of gross-up and give 100 percent of the tax
benefits of CIAC depreciation to the rate payer. This
proposal would be presented by the Staff to the Commission
Workshop, which was to be held on November 29, 1995.

Was such a proposal developed and, if so, would you
briefly summarize it?

Yes. I developed a proposal in cooperation with other
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members of the FWWA. That proposal would have eliminated
gross-up refunds and required regulatory above the 1line
amortization of all gross-up funds received. This would
give 100 percent of the tax benefits of CIAC to the
customers of a utility. Further, the deferred tax
liability associated with CIAC depreciation timing
differences would be included in the capital structure at
zero cost. Over the amortized life of gross-up, there
would be no impact on rate base, the balance sheet, or
income statement.

How did this Docket (No. 960397-WS) turn out?

On April 18, 1996, the Staff issued a Memorandum for
consideration by the Commission at its April 30, 1996,
Agenda Conference. Staff recommended that the
Commission's policy concerning collection and refund of
CIAC gross-up be revisited, but that pending a change in
policy, CIAC gross-up cases would continue to be processed
under Staff's understanding of the provisions of Orders
Nos. 16971 and 23541. I have enclosed a copy of that
Recommendation, which was approved by the Commission,
because it contains good background analysis and confirms
my testimony concerning the difficulty and lack of uniform
gross-up refund procedures.

So, the Commission decided to continue processing gross-up

refund applications under an admittedly flawed process?
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Yes. I believe this was a serious mistake based on the
comments of Staff about what was wrong with the process at
the August 30™ Staff Workshop. However, neither the FWWA
nor any of my clients had the necessary resources to
protest that decision.

Was any new policy ever adopted?

No. The Small Business Job Protection Act of 1996
provided for the non-taxability of CIAC, effective June
12, 1996. Thus, there was no need for a change in policy.
However, as established in Order No. PSC-96-0686-FOF~-WS,
all pending CIAC gross-up refund cases would continue to
be processed, pursuant to Orders Nos. 16971 and 23541.
Mr. Nixon, I believe you mentioned earlier that up until
early 1995, the Commission Staff and the Commission
generally followed your definition of how above and below
the line revenue and expenses should be determined. 1Is
that correct?

Yes.

When did that change occur?

I cannot pinpoint an exact date. However, it was sometime
during late 1995, after the Staff and Commission workshops
held to address the problems associated with the
Commission's policy and practices.

Specifically, what changed?

Staff changed its policy of determining what was above the

-28_



A O b W NN

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

line and below the line in gross-up refund computations.
Specifically, the decision was made to use above the line
expenses reported in the Annual Reports as a substitute
for above the line expenses on the income tax returns and
in gross-up reports.

What was the impact of that change in policy?

The impact was to produce large above the line NOLs, which
were then used to the benefit of the contributor.

Why was Staff's new approach wrong?

Due to changing conditions, many utilities incur various
legitimate and necessary operating expenses subsequent to
the establishment of rates in their last rate cases.
Thus, not all necessary and prudent expenses are being
recovered in the service rates established for a utility.
As a result, utility stockholders are subsidizing the
utility and are entitled to any tax benefits associated
with these 1losses. Therefore, failure to do a careful
analysis and to account for this subsidization violates
the intent of Order No. 23541 and the Commission's prior
Orders which used this approach.

What you're saying, then, is that the objective of
regulatory reporting in Annual Reports is different than
the objective of gross-up calculations?

Yes. For Annual Reporting purposes, a utility is

reporting all of its legitimate and necessary expenses to
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provide service, regardless of whether they are being
recovered in existing service rates or not. In contrast,
the objective of gross-up analysis is to determine, as
nearly as possible, who has paid for the NOLs and should
get the tax benefit of the losses.

In general, how is the gross-up analysis performed?
Through use of the matching principle, taxable operating
revenues are matched to tax expense deductions, based on
the expenses embedded in utility rates. This approach is
used since the rates determine the operating revenue
reported on the tax return and the rates are the sum of
expenses and operating income set in a company's last rate
case.

Could you give us an example of an expense which would be
appropriately reported above the line in an Annual Report,
but properly classified below the 1line for gross-up
computations?

Yes. One example would be the cost of a new type of
chemical required for water or wastewater treatment which
was not in use at the time of a company's last rate case
and is, therefore, not currently embedded in the utility's
rates. This expense would definitely be reported as an
above the line expense in the Annual Report. However,
since this expense is not being recovered in the utility's

rates and, thus, is not included in the revenue shown on
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the tax return, it must be reported in the gross-up
computations as a below the line expense.

Almost any type of expense not embedded in a company's
rates could be treated differently for Annual Report and
gross-up refund computations.

Have you prepared an Exhibit which shows the change in
Staff policy?

Yes. I have enclosed Exhibit RCN-13, which is an analysis
of above the 1line and below the 1line treatment of
operating expenses in gross-up reports before and after
the 1995 Staff change in policy.

Please explain this Exhibit.

Page 1 of this Exhibit demonstrates the change in policy.
In the far left hand column, I have listed several utility
companies and the gross-up reporting years dealt with by
the Commission. The information to the center left of the
schedule entitled "Before Staff Change in Policy - Pre-
1996" begins with a column showing the dollar amounts of
below the line items contained in the gross-up reports
filed with the Commission. Going right, the next column
indicates whether the expense was treated as an above the
line expense in the company's Annual Reports. The next
column indicates whether the Commission included these
expenses below the line in its Order disposing of gross-up

collections. The next column gives the PSC Order and date

-31-



=W N

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

of issue. The next column is an Exhibit reference for
each company listed. Each Exhibit (attached) contains a
copy of the PSC Order and a copy of the above and below
the line allocations for the years indicated. 1In each
instance, the amount of refund per the Orders agrees
materially with the refund proposed by the utility.

The right side of the schedule shows the same
information for the same companies after 1995. As you
will note, beginning in 1996, expenses that were
previously approved by the Commission for below the line
treatment in the gross-up reports were classified above
the 1line in the PSC Orders. This was due to Staff's
decision to use Annual Report above the line expenses as
a substitute for above the line amounts in the gross-up
refund reports.

Did Aloha Utilities, Inc., Eagle Ridge Utilities, Inc., or
Forest Utilities, 1Inc. protest the new allocation
procedures reflected in the PAA Orders referenced on
Exhibit RCN=-137

No. The companies expressed strong disagreement with this
change, but the amounts in dispute were not significant as
to justify the cost of a hearing.

Has the Commission ever formally dealt with the allocation
issue?

No. In all cases prior to this one where gross-up
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allocations were an issue, they were settled without a
finding by the Commission.

I notice that this change in Staff policy was inconsistent
for Gulf Utility Company. Please comment.

In the case of Gulf, the 1998 refund Order contained a
number of below the 1line expenses for the gross-up
computation which were classified above the line in the
Annual Reports as late as December 7, 1998. So, Yyes,
there was an inconsistency there.

How about North Fort Myers Utility, Inc.?

For gross-up purposes, the Commission and Staff have
always accepted below the 1line treatment for certain
expenses reported above the line in the company's Annual
Reports. This was true even after the 1996 change in
policy. This is documented by PSC Order No. PSC-97-0062-
FOF-SU, issued as late as January 17, 1997.

I notice that except for Gulf Utility Company, none of the
gross-up reporting years is earlier than 1990. Why is
this and how did the Commission handle above and below the
line gross-up allocations for those years?

We destroyed a lot of our records of completed cases for
the years 1987 through 1989. This was true for companies
such as Eagle Ridge Utilities, Inc. and Martin Downs

Utilities, Inc., who were sold and no longer clients of

ours.
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However, the Commission's policy for these early
years, going back to 1987, was exactly the same. This is
illustrated by the fact that the refunds in dispute in
Order No. 21436 were ultimately approved as we had filed
them. 1In addition, the methodology we used prior to 1996
was also utilized by the Staff and Commission in the
applications for continued authority to gross-up CIAC
required by Order No. 23541.

I believe this completes the background information on
gross-up. Is there anything else you would like to
mention before we move on to the specifics of the gross-up
refunds for North Fort Myers Utility, Inc.?

Yes. I would like to address the lack of rule making
related to the whole issue of gross-up and gross-up
refunds. I want to go back to Exhibit RCN-12 to pages 6
and 7 of that Exhibit. On page 6, about the middle of the
page, Staff noted the following:

"The Commission does not have a rule on the

appropriate method to calculate gross-up of

CIAC, a rule on how to determine if gross-up

authority is warranted, nor a rule to determine

how refund of gross-up should be calculated.

The Commission has, however, developed incipient

policy for all of these determinations by the

issuance of the above-referenced Orders."
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It is my opinion that the incipient policy for gross-
up refund calculations was the policy in effect prior to
1996, as illustrated in Exhibit RCN-13.

The last paragraph on page 6 indicates that rule
making may not be feasible and practicable if an agency,
such as the PSC, has not had sufficient time to acquire
the knowledge and experience reasonably necessary to
address a statement by rule making, or where matters are
not sufficiently resolved. The last sentence on the
bottom of page 6 and continuing on the top of page 7 reads
as follows:

“From the Case Background and the additional

history set out in Issue 1 above, the Commission

has shown, through the issuance of Orders Nos.

16971 (issued December 18, 1986), 23541 (issued

October 1, 1990), and PSC-92-0961-FOF-WS (issued

September 9, 1992), and many other Orders and

also, through its workshops held on August 30,

1995 (a Staff workshop), and November 29, 1995

(a full Commission workshop), that matters were

neither sufficiently resolved nor had the

Commission gathered sufficient knowledge and

experience to address the issue of CIAC in

gross-up in rule making. Staff now believes
that the Commission has gathered such knowledge
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and experience." (Emphasis supplied)

As a result, I believe the Commission should have
adopted rules for disposing of pending gross-up refund
cases rather than continuing on a haphazard approach
without rules. This is particularly unfair to North Fort
Myers Utility, Inc. in that the Commission changed its
policy and procedures for the 1995 and 1996 gross-up
refund years., This change contradicts the policy and
procedures used by the Commission in its gross-up refund
Orders for the years 1987 through 1994. As I mentioned
previously, the policy used to determine gross-up refunds
for North Fort Myers has been consistent since 1987 and
was utilized by the Commission as late as January 17,
1997. A change in policy for the last two gross-up years
without rule making is neither fair nor just.

Mr. Nixon, I would now 1like to turn to the gross-up
refunds for North Fort Myers Utility, 1Inc. Did you
prepare schedules and documentary information for the
company's proposed gross-up refunds based on the fiscal
tax years ended May 31, 1995 and 19967

Yes.

Please describe the information you prepared for the
fiscal year ended May 31, 1995.

Our original report of proposed refunds was dated June 18,

1996. That report proposed a refund of approximately
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$13,000. As a result of answering some guestions posed by
Staff, I revised the report slightly on January 9, 1997,
to reclassify $9,175 of miscellaneous income from below
the 1line to above the line. This income related to
miscellaneous service charges from reconnect fees. In
addition, we proposed that the refund be offset by legal
and accounting fees incurred as of that date. Based on
these changes, a refund of approximately $8,000 was
proposed.

On February 4, 1998, the revised filing of January 9,
1997, was amended to include $28,865 of CIAC and $17,414
of gross-up as additional taxable income associated with
installment contracts of CIAC and gross-up receivable.
The effect of these adjustments was to propose a refund of
approximately $3,700 after an offset for 50 percent of
incurred and estimated legal and accounting fees. Each of
these 1995 refund reports are contained in Exhibit RCN-14.
Were there any other changes to what was filed for 19957
Yes. After a meeting with Staff and OPC on May 19, 1998,
we submitted a revised gross-up proposal for the fiscal
years ended 1995 and 1996. This revised proposal is
enclosed as Exhibit RCN-16 and contains a proposed 1995
refund of $73,367.

What did you prepare and file for the year ended May 31,

1996?
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Our original report was dated April 4, 1997. In that
report, no refund was proposed. On February 4, 1998, the
original report was amended to include $616,295 of CIAC
and $143,374 of gross-up as additional taxable income
related to amounts financed by installment contracts.
Also, 50 percent of 1legal and accounting fees were
proposed as an offset. As with the original report, no
refund was proposed.

Both the original and amended reports are enclosed
with this testimony as Exhibit RCN-15.
Were there any other changes made to what was filed for
19967
Yes. As noted above, the company submitted revised refund
proposals, subsequent to the meeting with the Staff and
OPC referred to above. A refund of $51,131 for 1996 was
proposed, as shown on Exhibit RCN-16.
What are the appropriate gross-up refunds proposed by the
utility in this proceeding?
The appropriate refunds before consideration of the costs
of this proceeding are those shown on Exhibit RCN-16. A
$73,367 refund for the tax year ended May 31, 1995, and
$51,131 for the tax year ended May 31, 1996, are
appropriate. After reductions for the actual and
estimated costs of this proceeding, no refunds are

proposed for either tax year.
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Please summarize the two primary issues which are in
dispute in this case.
The two major issues are as follows:

1. Was it appropriate for the utility to file amended
tax returns reéognizing additional taxable CIAC and gross-
up income for the outstanding balances of the amounts
financed under installment contracts?

2. 1Is it appropriate to classify certain operating
expenses reported above the 1line for Annual Report
purposes as below the line expenses for gross-up purposes?
Please address the amended return issue.
North Fort Myers Utility, 1Inc. is an accrual based
taxpayer.’ As a result, it is required to report revenues
and expenses on an accrual basis for tax purposes. I
believed that the company was at risk for additional tax,
penalties, and interest for understating income related to
CIAC and gross—-up because the installment contracts had
been entered into prior to June 12, 1996, the effective
date of the repeal of tax on CIAC. I believed that
failure to report receipts of cash collected after June
12, 1996, related to these contracts could be interpreted
as a scheme to avoid income taxes under Internal Revenue
Notice 87-82.

This Notice dealt with Code Section 118 and the

taxability of CIAC. I have enclosed a copy of this Notice
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as Exhibit RCN-17.

On page 3 of Exhibit RCN-17, paragraph III addresses
fair market value of CIACs. The first sentence of that
section reads as follows:

"A utility shall include in income the amount of

any cash received as CIAC and the fair market

value of all property received as a CIAC."

Section IV, on that same page, begins as follows:

"A transaction will be treated as a CIAC if such

treatment is in accordance with the substance of

the transaction, regardless of the form in which

such transaction is conducted."

The second paragraph under Section IV begins as
follows:

"In addition, a transaction will be treated as a

CIAC if the utility effectively obtains the

burdens and benefits of ownership with respect

to property . . ."

Page 2 of Exhibit RCN-13 addresses relocation of
utility facilities under paragraph II. However, the first
several paragraphs include a recap of definitions of what
was CIAC by reference to the legislative history of what
is taxable CIAC. Paragraph II on page 2 reads as follows:

"The legislative history to Section 824 of the

Act indicates that Congress viewed the receipt
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by utilities of CIACs as a prepayment for future
services that the utilities would provide to
their customers."

And, again, in the middle of the second paragraph:
"Congress viewed the exclusion of these amounts
from income as inappropriate and, accordingly,
required that a utility

"report as an item of gross income the

value of any property, including money,

that it receives to provide or

encourage . . . the provision of

services to or for the benefit of a

person transferring the property. A

utility is considered as  having

received property to encourage the
provision of services if the receipt of

the property is a prerequisite to the

provision of services . . . "

I believe these excerpts from Notice 87-82 clearly
establish that the CIAC and gross-up received from
customers via installment contracts were fully taxable.
Payment of CIAC and gross-up, whether in cash or through
a note, was a precondition to the provision of wastewater

collection and treatment services. In exchange, the

utility effectively obtained the burden and benefits of
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ownership since it owned the 1lines and wastewater
treatment facilities through which it was able to provide
service and receive revenues. Since North Fort Myers
Utility, Inc. is an accrual taxpayer, it is my opinion,
and the opinion of my partner who specializes in the area
of federal income taxation, that all of the CIAC and
gross-up received via installment notes was fully taxable
in the year the notes were received.

What if North Fort Myers had been a cash basis taxpayer?
It is my opinion, and that of my tax partner, that all
collections of CIAC and gross-up under the installment
contracts would be taxable when received, even amounts
received after June 12, 1996. This 1is because the
contracts and respective burdens and benefits associated
with the contracts were entered into prior to the repeal
of tax on CIAC. According to my understanding of IRS
Notice 87-82, as discussed above, and general tax law,
those contracts represent income in the year entered into.
Please address the above the line-below the line issue.
It was entirely appropriate to classify certain operating
expenses below the line for gross-up refund purposes and
above the line for regulatory reporting purposes in the
Annual Reports. In Annual Reports, North Fort Myers
reports its regulatory revenue, expenses, operating income

or loss without regard to an analysis of the source of
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funding of expenses or who should receive the tax benefits
of losses caused by subsidization of utility operations by
the Company's stockholders. Thus, any necessary operating
expenses incurred to provide service are appropriately
reported above the line.

In contrast, the gross-up refund reports are primarily
an analysis of the source of funding of expenses to
determine who should receive the tax benefits of losses
caused by stockholder subsidization of utility operations.
Thus, an expense identified as one subsidized by
stockholders is appropriately classified below the 1line
for gross-up purposes, in order that the stockholders get
the benefit of the tax assets arising from such
subsidization.

What were these expenses you classified below the line?
They were expenses incurred by North Fort Myers Utility,
Inc. which were necessary to provide service, but which
have never been recognized in the rates of the utility.

The company's last general rate case was in 1982,
based on the test year ended December 31, 1981. At that
time, the company operated a couple of package treatment
plants and provided service primarily to 0ld Bridge Park,
a mobile home community.

During the test vyear, no officers' salaries,

engineering, or legal fees were included in test year
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expenses, No proforma adjustments were requested for
these items, either.

Since that rate case, the Company retired its on-site
package treatment plants and constructed an off-site
regional facility of municipal gquality and began
aggressively expanding its service territory and customer
base. The old treatment plants were retired and the net
book value treated as a deferred charge. This amount has
been amortized using a 40-year life. As with the other
expenses mentioned above, this expense has legitimately
been classified above the line for Annual Report purposes,
but has never been recognized in rates.

If none of these types of expenses are embedded in the
utility's rates, who has been paying them?

The stockholders of North Fort Myers Utility, Inc. For
this reason, they are appropriately classified below the
line for gross-up purposes, so the stockholders will get
the tax benefits of the losses created by these expenses
as they should,; since their cost has been paid for by
then. The contributors of CIAC and gross-up have had
absolutely nothing to do with the creation or payment of
these expenses and the associated tax losses. They should
not unjustly benefit from them through above the 1line
classification on the gross-up reports.

Why has North Fort Myers Utility, Inc. not filed a rate
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case to seek recovery of these expenses?

Management has chosen to keep the rates artificially low
in order to expand the utility system. This is the
situation cited by the Staff on page 9 of this testimony,
Lines 22 and 23. The customers have received a tremendous
benefit through the years due to the fact that rates have
been lower than they should have been to produce a fair
rate of return.

I notice that on Exhibit RCN-16 you propose that the
"testing"” portion of the "engineering & testing"” expense
on the tax return be classified above the line. Also, I
notice that the proposal was made to classify 40 percent
of the general manager's salary above the line. Please
explain these adjustments.

On May 19, 1998, Mr. Deterding and I met with the Staff
and OPC to see if there was a way to settle this case.
Based on additional investigation, I determined that the
line item in cost of goods sold on the tax return labeled
"engineering & testing" in reality was the general
manager's salary, DEP testing, and plant supplies. Since
I believe that some testing expense and plant supplies
were included in the rates established in the last rate
case, these amounts should properly have been classified
above the line.

Although little of the general manager's salary was
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embedded in the utility's rates, I proposed that 40
percent be classified above the 1line in an effort to
resolve this case.

Page 2 of Exhibit RCN-16 is a schedule showing the impact
of revising the Annual Reports to conform to the same
above the line/below the line classification used in the
gross-up refund reports. Why was this presented?

At our meeting on May 19th, Staff continued to insist that
those expenses classified as above the line expenses on
the Annual Reports should be used as a substitute for
above the line expenses on the tax return and in the
gross-up refund reports. This schedule was submitted to
Staff to show that even had the expenses in the Annual
Report been classified as below the line expenses, the
company would still be earning far 1less than its
authorized rate of return.

What accounts for the differences between the amounts of
above the line expenses on pages 1 and 2 of Exhibit RCN-
16?

Page 1 is information from the tax return based on the
fiscal years ended May 31, 1995 and 1996. The information
on page 2 is based on the calendar years ended December
31, 1994 and 1995. Naturally, there would be differences.
was the information contained on page 2 of Exhibit RCN-16

requested by Staff during the meeting of May 19, 19987
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Yes. We had offered tb amend the Annual Reports, if
necessary, but Staff did not feel like the additional
expense was justified at that time.

What happened after Staff reviewed the information in
Exhibit RCN-167

staff informed Mr. Deterding that if above the line
expenses for Annual Report purposes were classified below
the line for gross-up purposes, then they should receive
the same treatment for indexing purposes.

Does the utility agree with this notion?

Absolutely not. As I have stated repeatedly, the above
the line expenses in the Annual Report were necessary to
provide utility service and were, therefore, legitimately
classified above the line. The fact that these expenses
had not been recognized in the company's last rate case,
going back to 1981, did not and does not mean that such
expenses are ineligible for indexing. At least through
indexing, some small portion of these expenses can be
recovered.

Is that why you classified 40 percent of the general
manager's salary above the line on page 1 of Exhibit RCN-
167

Yes. I believe that although none of Mr. Reeves' salary
has ever been considered in the rates established for the

utility, such above the line recognition would account for
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any officers' salaries or other expenses that had been
indexed and, therefore, partially included in rates.
Then you believe that the company appropriately indexed
expenses shown above the line in its Annual Reports?
Absolutely. There is no way to know for sure what
adjustments the Commission might make in an imagined rate
proceeding. Certainly, the amount of general manager's
salary, officers' salaries, and other expenses which were
indexed and now included in rates represent fairly minor
amounts.

As I have stated many times during this testimony,
there is no relationship between above the 1line for
regulatory reporting purposes and above the line on the
tax return for gross-up purposes. The objectives of each
are totally different.

Is a refund of any indexed revenue appropriate?

No. Indexing did not cause the utility to exceed the
range of its authorized rate of return, even after the
Annual Reports were revised to reclassify certain expenses
below the line for gross-up purposes. In addition, the
expenses indexed appropriately qualified for indexing.

Did the utility attempt to address Staff's concerns about

indexing?
Yes. The company proposed an informal settlement
agreement which addressed this issue. The settlement
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proposal is accurately set forth on page 12 of Order No.
PSC-99-1068~-PAA-SU.

Does the Company still propose that settlement agreement?
No. Since the Company has been required to go to hearing,
that settlement offer is now off the table. This would
not preclude negotiations with OPC and Staff prior to
hearing to settle this case, if possible.

When were the Annual Reports amended?

Not until February 15, 1999. This was after all attempts
to convince the Staff that its position concerning above
the 1line treatment for tax and gross-up and Annual
Reporting purposes was incorrect.

Mr. Nixon, 1is there anything else you would 1like to
address at this time?

Not at this time. No doubt, additional issues will arise
which will require rebuttal testimony. 1In addition, this
case has cost the utility a tremendous amount of money.
The company will be seeking recovery of these costs as an
offset to any gross-up refunds which are ultimately
required or from the rate payers. I have attached as
Exhibit RCN-18 a summary of the most recent calculations
of these costs ($220,048). An updated version of the
actual and estimated expenses for this Docket will be
filed as an Exhibit with the rebuttal testimony of the

utility or as a late filed post-hearing Exhibit.
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Robert C. Nixon

Robert C. (Bob) Nixon has a Bachelor of Science Degree in
Business Administration from the University of Florida and a
Bachelor of Arts Degree in Accounting from the University of
South Florida. He was employed by the City of Tampa as an
accountant for two years and by the Florida Public Service
Commission as an auditor for two years.

Bob is Vice President and Secretary of Cronin, Jackson,
Nixon & Wilson and has been with the firm since 1981. He is
responsible for the firm's regulated utility services practice.
He is a Certified Public Accountant and a member of the
American Institute of Certified Public Accountants. Bob was a
Director of the Florida Waterworks Association from 1986
through 1993.

Bob's practice currently provides various services to
approximately 55 investor-owned utilities regulated by the
Florida Public Service Commission. Such services include rate,
service availability and original certificate applications;
assistance with over earnings investigations, CIAC gross-up
applications and reports; preparation of Annual Reports and
financial statements; utility valuations and tax services.

Bob's experience in rate and other proceedings before the

Florida Public Service Commission includes representation of

the following companies:

-50~



o 9 o s W N

(Vo]

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25

Name of Company Order No. Date

Clay Utility Company 14305 04/22/85
Twin County Utility Company 14380 05/17/85
Sanlando Utilities Corp. 15887 03/25/86
Park Manor Waterworks, Inc. 15831 03/12/86
Forest Utilities, Inc. 14557 07/10/85
Eagle Ridge Utilities, Inc. 14133 02/17/85
Martin Downs Utilities, Inc. 17269 03/10/87
Ocean Reef Utility Co. 17532 05/08/87
Rolling Oaks Utilities, Inc. 17760 06/06/87
St. Johns Service Company 18551 12/15/87
Limited investigation into

rate settling procedures

and alternatives for water

and sewer companies 21202 05/08/89
Radnor Plantation DBA

Plantation Utilities 21415 06/20/89
Hydratech Utilities, Inc. 22226 11/27/89
Martin Downs Utilities, Inc. 22869 04/27/90
Southern States Utilities 24715 06/26/91
FFEC-Six, Ltd. 24733 07/01/91
East Central Florida Services PSC-92-0104-FOF 03/27/92
Aloha Utilities, Inc. PSC~92-0578-FOF-SU 06/29/93
Mad Hatter Utility, Inc. PSC~93~-0295-FOF-WS 02/24/93
Lehigh Utilities, Inc. PSC-93-0301-FOF-WS 02/25/93
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Name of Company

Order No.

Date

Jasmine Lakes Utilities Corp.
Key Haven Utility Company
JJ's Mobile Homes, Inc.

Little Sumter Utility

Aloha Utilities, Inc.

Gulf Utility Company

Lindrick Service Corporation

Gross-up cases:

Request by FWWA for investi-
gation of proposed repeal
of Section 118(b) IRC (CIAC)

Same as above

Same as above

Clay Utility Company

Martin Downs Utilities, Inc.

Hydratech Utilities, Inc.

JJ's Mobile Homes, Inc.

Hudson Utilities, Inc.

East Central Florida Services

Hudson Utilities, Inc.

Gulf Utility Company

Parkland Utilities, Inc.

Order revising full gross-up

formula

-52-

PSC-93-1675-FOF~-WS
PSC-94-1557-5-8U
PSC~95-1319-FOF-WS
PSC-96-1132-FOF-WS
PSC-97-0280-FOF-WS
PSC-97-0847-FOF-WS

PSC-97-1501-FOF-WS

21436
21266
23541
25205
25360
25515
92-0039
93-0206
93-0238
93-0962
93-1207

94-0653

94-1265

11/18/93
12/13/94
10/30/95
09/11/96
03/12/97
10/22/97

11/25/97

06/26/89
05/22/89
10/01/90
10/11/91
11/19/91
12/30/91
03/10/92
02/09/93
02/15/93
06/28/93
08/18/93

05/31/94

10/12/94
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Name of Company

Qrder No.

Forest Utilities, Inc.
Martin Downs Utilities, Inc.
Eagle Ridge Utilities, Inc.
Fountain Lakes Sewer Corp.
Aloha Utilities, Inc.

North Ft. Myers Utility, Inc.
North Ft. Myers Utility, Inc.
Gulf Utility Company

North Ft. Myers Utility, Inc.
Eagle Ridge Utilities, 1Inc.
Aloha Utilities, Inc.
Gulf Utility Company
Hydratech Utilities, Inc.
Sunbelt Utilities, Inc.
Hydratech Utilities, Inc.
Aloha Utilities, Inc.
Parkland Utilities

Gulf Utility Company

Fountain Lakes Sewer Corp.

JJ's Mobile Homes, Inc.

-53 -

25299

25388

25436

25500

25526

25533

92-0251

93-0871

94-0443

94-0448

94-0444

95-0508
PSC-96-1352-FOF~-WS
PSC-97-0147-FOF-WS
PSC-97-0657-A5-WS
PSC-98-0319~AS~WS
PSC-98-0445-AS8-WS
PSC-98-1626-FOF-WS
PSC-99-1748-PAA-SU
Pending Docket No.

980954-WS

Date

11/05/91
11/25/91
12/04/91
12/17/91
12/24/91
12/24/91
04/27/92
06/09/93
04/13/94
04/13/94
04/13/94
04/25/95
11/18/96
02/11/97
06/09/97
02/23/98
03/30/98
12/07/98

09/07/99

Agenda Conf.

11/18/99
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In Re: Request by FLORIDA WATERWORKS DOCKET NO. 860184-PU
ASSOCIATION for investigation of
proposed repeal of Section 118(b),

Internal Revenue Code

ORDER NO. 16971

(Contributions in Aid of ISSUED: 12-18-86
Construction).
The following Commissioners participated in the

disposition of this matter:

GERALD L. GUNTER
JOHN T. HERNDON
KATIE NICHOLS
MICHAEL McK. WILSON

NOTICE OF PROPOSED AGENCY ACTION

ORDER _GRANTING FLORIDA WATERWORKS
ASSOCIATION'S "APPLICATIQON FOR EMERGENCY
APPROVAL OF AMENDED SERVICE AVAILABILITY

POLICIES"™ WITH MODIFICATIONS

BY THE COMMISSION:

_NOTICE 1is hereby given by the Florida Public Service
Commission of its intent to grant, ©pursuant to Sections
367.011, 367.0822, 367.101, and 367.121, Florida Statutes, and
Rule 25-30.565, Florida Administrative Code, approval of the
Florida Waterworks Association's request that water and sewer
utilities subject to this Commission's jurisdiction be allowed
to amend their service availability policies to meet the tax
impact on Contributions in Aid of Construction (CIAC) resulting
from the amendment of Section 118(b) of the Internal Revenue
Code.

BACKGROUND

Congress has passed and the President has signed the Tax
Reform Act of 1986 (Act), which amends, effective January 1,
1987, Section 118(b) of the Internal Revenue Code.

Section 118 is entitled, “"Contributions to the capital of
a corporation”. Section 118(a) states, "In the case of a
corporation, gross income does not include any contribution %o
the capital of the taxpayer.® Prior to the passage of the Act,
Section 118(b) (1), entitled “Contributions in aid of
construction”, stated,

Contributions in aid of Construction. (1)
General Rule. For purposes of this section,
the term "contribution to the capital of the
taxpayer™ includes any amount of money or
other property received from any person
(whether or not a shareholder) by a regulated
public utility which provides electric
energy, gas (through a local distribtution
system or transportation by pipeline), water,
or sewerage disposal services if--

(A) such amount is a contribution in aid of

--Mfinstruction, Ez*ju}9.+_ KC}J_‘
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ORDER NO. 16971
DOCKET NO. 860184-PU
PAGE 2

(B) where the contribution is in property
which is other than electric energy, gas,
steam, water, or sewage disposal facilities,
such amount meets the requirements of the
expenditure rule of paragraph (2), and

(C) such amounts (or any property acquired
or constructed with such amounts) are not
included in the taxpayer's rate base for
rate-making purposes.

Section 118(b) now reads:

(b) CONTRIBUTIONS 1IN AID OF CONSTRUCTION
ETC.--For purposes of subsection (a), the
term “"contribution to the «capital of the
taxpayer” does not include any contribution
in aid of construction or any other
contribution as a customer or potential
customer. (Emphasis supplied).

Thus CIAC paid to a utility by developers and other
customers may be treated as gross income to the utility and may
be subject to taxation.

REQUEST OF FLORIDA WATERWORKS ASSOCIATION

In response to the change in the tax 1law, the Florida
Waterworks Association has requested that this Commission enter
an order which provides as follows:

a) On and after January 1, 1987, the effective date of
the repeal of Section 118(b) of the Internal Revenue Code,
utilities may collect from developers and others who transfer
property and amounts to a utility as CIAC, which transfers had
been excluded from taxable income pursuant to Section 118(b) of
the Internal Revenue Code an amount equal to the tax impact.

b) The tax impact amount ¢to be collected shall be
determined using the formula

TAX IMPACT = R X (F +« P)
1.0-R

1) R = Applicable marginal rate of Federal and' State

Corporate Income Tax if one is payable on the value of
contributions which must be included in taxable income of the

utility.

2) R shall be determined as follows: -
R = ST + FT (1-ST)
ST = Applicable marginal rate of State Corporate Income Tax

FT = Applicable marginal rate of Federal Income Tax, either
corporate or individual,

3) F = Dollar Amount of charges paid to a utility as
contributions in aid of construction which must be included in
taxable income of the utility, and which had been excluded in
taxable income pursuant to Section 118(b) of the Internal

Revenue Code. | E&hab;-" M"
Poge 1 of b
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4) P « Dollar amount of property conveyed to utility
which must be included in taxable income of the utility, and
which had been excluded from taxable income pursuant to Section
118(b) of the Internal Revenue Code.

c) The CIAC tax impact amounts, as determined in
Paragraph (b), shall be deposited as received into a fully
funded interest bearing escrow account, hereinafter
referred to as the “"CIAC Tax Impact Account”. Monies 1in
the CIAC Tax Impact Account may be withdrawn periodically
for the purpose of paying that portion of the estimated
Federal and State income tax expense which can be shown to
be directly attributable to the repeal of Section 118(b)
of the Internal Revenue Code and the inclusion of CIAC in
taxable income. Annually, following the preparation and
tax returns a ination sha e made as =] e
actual nd State income tax expense <Ethat 18

lrectly attributable to the inclusion of CIAC in taxavTe
income for the tax year. CIAC tax impact monies receivead
during the tax year that are in excess OL the actual
amount of tax expense that is atTrIDUtaBIZ Yo Ehe feceipt
of CIAC, together with interest earned onh Such excess
monies held in the CIAC Tax Impact Account must be

refunded gn_a pro rata basis to the parties which made the
contribution and paid the tax impact amounts during the

tax year. The utility is required to maintain adequate
records to account for the receipt, deposit, and
withdrawal of monies in the CIAC Tax Impact escrow
account. A detailed statement of the CIAC Tax Impact

Account, including the annual determination of actual tax
expense attributable to the repeal of Section 118(b) of
the Internal Revenue Code shall be submitted as a part of
the utility's annual report.

d) The amount of CIAC Tax Impact collected by a utility
shall not be treated as CIAC for ratemaking purposes.

We shall grant Florida Waterworks Association's request
subject to the following modifications:

1. All net savings in tax expense resulting from passage
of the Act related to jurisdictional operations shall be offset
against any increases in tax expense due to taxation of CIAC
before monies are withdrawn from the escrow account,.

2. Annually, following the preparation and filing of the
utility's annual Federal and State income tax returns, the
utility shall file with the Commission the following
information which will receive confidential treatment:

a. Signed copies of said Federal and State
Income tax returns.

b. Workpapers, related to said returns,
which show the treatment of CIAC on said
returns.

c. Workpapers showing the calculation of any
tax savings resulting from the Act and
related to jurisdictional operations.

: Exhubod PN-
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3. In the event that excess monies are determined to
have been withdrawn from the escrow account, the utility shall
repay said monies to the account together with any earnings on
the account lost because of the withdrawal.

4. The report of the escrow account activity shall
include a record of interest earned and refunded as well as a
calculation of tax savings.

In the event that a utility does not wish to furnish its
tax return, a substitute reporting format acceptable to staff
may be provided with assurance that signed copies of the tax
return are available to staff upon request for review and audit.

REQUEST FOR LETTER RULING

FROM INTERNAL REVENUE SERVICE

It is possible to ifiterpret the language of the amended
Section 118(b) in such a manner that CIAC received from
developers and CIAC received from future ratepayers can be
segregated so that only CIAC receipts from future ratepayers
would be subject to taxation. As there would appear to be some
support for this position in prior litigation in the area, this
idea is worth pursuing. Also, some items of taxation may be
avoided if title does not pass. This possibility should also
be pursued.

Consequently, we will require the Florida Waterworks
Association to have one of its members request from the
Internal Revenue Service a letter ruling to clarify the meaning
of the new Section 118(b).

This Commission shall participate fully 1in the letter
ruling process. This includes the drafting and approval of the
request and all subseguent meetings on the issue with the
Internal Revenue Service. All contacts with the Internal
Revenue Service by any party shall be reported.

In view of the emergency nature of this matter, the time
period for protesting this PAA order shall expire on December
31, 1986.

In consideration of the above, it is

ORDERED by the Florida Public Service Commission that the
request of the Florida Waterworks Association, as set forth and
modified in the body of this order, is granted. It is further

ORDERED that the Florida Waterworks Association shall,
within a reasonable time, have one of its members request from
the Internal Revenue Service a letter ruling clarifying the
meaning of the new Section 118(b) of the Internal Revenue Code,
with respect to the matters raised herein. It is further

ORDERED that this Commission shall fully participate 1in
the letter ruling process. It is further

ORDERED that this Docket shall remain open to handle any
generic problems that arise in accounting for CIAC (including
gas and electric CIAC) and the related tax expenses. 1t is
further

ORDERED that the provisions of ¢this order, issued as
proposed agency action, shall become final unless an
appropriate petition in the form provided by Rule 25-22.036,
Florida Administrative Code, is received by the Director of

bt Ld-|
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Records and Reporting at his office at 101 East Gaines Street,
Tallahassee, Florida 32399-0870, by the close of business on
December 31, 1986.

By ORDER of the Florida Public Service Commission,

this 18th day of DECEMBER . 1986.
7,
Z
E TRIBBLE,/Pirector T~
Division of Records and Reporting
( SEAL)
WJB

NOTICE OF FURTHER PROCEEDINGS OR JUDICIAL REVIEW

The Florida Public Service Commission is required by
Section 120.59(4), Florida Statutes (1985), to notify parties
of any administrative hearing or judicial review of Commission
orders that may be available, as well as the procedures and
time limits that apply to such further proceedings. This
notice should not be construed as an endorsement by the Florida
Public Service Commission of any reguest nor should it be
construed as an indication that such request will be granted.

The action proposed herein is preliminary in nature and
will not become effective or final, except as provided by Rule
25-22.029, Florida Administrative Code. Any person whose
substantial interests are affected by the action proposed by
this order may file a petition for a formal proceeding, as
provided by Rule 25-22.029(4), Florida Administrative Code, in
the form provided by Rule 25-22.036(7)(a) and (f), Flcrida
Administrative Code. This petition must be received by the
Director, Division of Records and Reporting at his office at
101 East Gaines Street, Tallahassee, Florida 32399-0870, by
the close of business on December 31, 1986. In the absence of
such a petition, this order shall become effective January 1,
1987, as provided by Rule 25-22,029(6), Florida Administrative
Code, and as reflected in a subsequent order.

Any objection or protest filed in this docket before the
issuance date of this order is considered abandoned unless it
satisfies the foregoing conditions and is renewed within the
specified protest period.

If this order becomes final and effective on January 1,
1987, any party adversely affected may request judicial review
by the Florida Supreme Court by the filing of a notice of
appeal with the Director, Division of Records and Reporting and
the filing of a copy of the notice and filing fee with the
Supreme Court. This filing must be completed within 30 days of
the effective date of this order, pursuant to Rule §5.110,
Florida Rules of Appellate Procedure. The notice of appeal
must be in the form specified in Rule 9.900(a), Florida Rules

of Appellate Procedure.
Exhibi+ N1
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In ce: Reyquest by FLORIDA WATERWORKS DOCKET NO. BGOIBA-PU

)

ASSNOCIATION for Investigation of ) ORDER NO. 7058 R

Piopnsrd Repeal of Section JIR(D), ) I1SSULD: VehaN] ‘.

{nternal Revenue Codo (Convtiilmn ion: ) i

in Aid of Construction. ) s
)

. —— it ot bt " st s o 8 3 = b e —————

CONSUMMATING ORDER

— e -

BY THE COMMISSION:

On Decembev |8, 1986, this Commission issuwd Oider No.'

© 16971 as Proposed Agency Action in the above-noted douket., The L
finality of that order was made dependent on Lhe abscnce of an lﬁ
appropriate petition being filed with the Commizsion by 'theﬂ"'_gf
cluose of business on Decoember 31, 1966, That date has passed.. ./,
ancd  an approptiate petition and regquest for hcaring has not- "'"fé
been received. Therefore, the gprovisions ot Ordecr No. 16971 . v,
have become final. ' n  fr$§

.‘Tf,

It is, therefore, S

ORDERED by the Florida Public Service Commission that
Order No. 16971 is a (inal arder. Tt Qs ool

ORDERED that each ut:ilily, which plans to uce the aptional
"gross up”, shall submit the appropriate tariff sheets for
commission approval prior to implementalbion purswvant to Rujc

25-30.135, Flurida Administrative Code. In adcition, pursuant _
to Rule 25-30.550, a copy nf each developer's agreement, which
includes the "gross up" provision, shall de filed with the

Commission, It is further

ORDERED that Docket No. B60184-PU shall remain opun to
handle any generic problaems that arise {n accounting for CIAC
(including gas and electric CIAC) and the rclated tax expenses.

By ORDER aof the Flotida Public Service Commission,
this _geh day of _ _JANuARY. ... ... 1987.

Division ot Rocards and Reporting
(S EAL)

WJB
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Cronin, Jackson, Nixon & Wilson
CERTIFIED PUBLIC ACCOUNTANTS, P.A.

2560 GULF-TO-BAY BOULEVARD
SUITE 200
CLEARWATER, FLORIDA 34625-4411
(813)791-4020

JOHN H. CRONIN, JR., C.P.A.
ROBERT H. JACKSON, C.P.4.
ROBERT C. NIXON, C.P.A.
STACY H. ROBBINS, C.P.A.
HOLLY M. TOWNER, C.P.A.
JAMES L. WILSON, C.P.A.
DIANES. WOLFRATH, C.P.A.

May 19, 1988

Robert M. C. Rose, Esqg.
Rose, Sundstrom & Bentley
2544 Blairstone Pines Drive
Tallahassee, Florida 32301

RE: CIAC - Refunds of Tax in Escrow

Dear Bob:

A couple of days ago, we discussed the effect of making refunds to
developers of tax escrow money, based on my understanding of the
requirements of Order No. 16971, issued December 18, 1986.

In order to explain this better, I have enclosed a schedule, which
I believe illustrates what we were talking about.

In my illustration, I have assumed that the only taxable revenue
and deductible expense are those related to developer contributions.
Further, I have assumed that the utility company receives a $100,000
contribution each year for five years from different developers.

As you will note, taxable revenue is $160,000 each year. However,
depreciation expense increases each year since the utility is now
allowed to take as a deduction, depreciation on CIAC. As a result, the
tax benefits related to depreciation on CIAC accrue to a developer
making a contribution in future years. The developer making a
contribution in year one only receives a $1,673 refund, while a
developer making an identical contribution five years down the road

receives a refund of $9,200.

My concern is not the unfairness of this situation, but rather
that the PSC would require a utility to keep elaborate records, in
order to make an annual refund to a developer over the twenty year tax
life of the contribution.

Exubd RN 2
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R. M. C. Rose -2- May 19, 1988

I would appreciate your advising me if my understanding of what is
required by Order No. 16971 is incorrect, or if you spot a "glitch" in
my illustration. We need to start preparing the appropriate schedules
for filing with the Commission for several of our clients as required
in Order No. 16971.

Very truly yours,
CRONIN, JACKSON, NIXON & WILSON

L

Robert C. Nixon

RCN:ver
Enclosures

cc: M. Deterding

erJub;+ RN -2
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Developer contribution
Tax impact (60%)

Taxable revenue
Depreciation expense @
5% of contribution

(20 year tax
depreciation life)
Taxable incame

State and Federal
tax rate

Income tax payable
Tax oollected fram
developer

Developer refund

Illustration of

Refunds of Tax Impact Amounts
Collected Fram Developers on CIAC

Year 1 Year 2 Year 3 Year 4 Year 5
$100,000 $100,000 $100,000 $100,000 $100,000
60,000 60,000 60,000 60, 000 60,000
160,000 160,000 160,000 160,000 160,000
(5,000) {10,000) (15,000) (20,000) {25,000)
155,000 150,000 145,000 140,000 135,000
.3763 .3763 .3763 .3763 .3763
58,327 56,445 54,564 52,682 50,800
60,000 60,000 60,000 60,000 60,000
$ 1,673 S 3,555 S 5,436 $ 7,318 $_9,200

Exhbit RN-2
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CIAC REPORT

FOR TAX RETURN YEAR ENDED ,19
COMPANY:
TOTAL NON
COMPANY JURISDICTIONAL JURISDICTIONAL
1. Total CIAC S s $
2. Total Connection Fees ( ) ( ) ( )
3. Total Installation Fees ( ) ( ) ( )
4. Total Prepaid Connection Fees (not in (2)) ( ) ( ) )
5. Total Tap-in Fees ( ) ( ) ( )
6. Total Jack & Bore Fees ( ) ( ) ( )
7. CIAC Taxable Because of Amendment to Section 118 s S $
8. Depreciation on (7) ( ) ( ) )
9. Taxable Income Effect of (7) s s $
10. Form 1120, Line 11 $ $ $
11. LESS: Form 1120, Line 27 ( ) ( ) ( )
12, Form 1120, Line 28 $ $ $
13. LESS: Form 1120, Line 29a ( ) ( ) ( )
14. LESS: Form 1120, Line 295 ( ) ( ) ( )
15. Form 1120, Line 30 $ $ $
I6. LESS: Net CIAC Taxable Because of TRA '86 (from Line (9)) ( ) «( ) ( )
17. PLUS(LESS): Other CIAC Effects of TRA '86 (attached)
18. Adjusted Form 1120, Line 30 $ $ $
Current Combined Federal & State Tax Rate %
19. CIAC Gross-up Collections s $ $
20. CIAC Gross-up Refunds ( ) ( ) ( )
21. Interest on gross-up collections, net of tax
22. Net CIAC Gross-up To Be Applied To Line (9) $ $ s
CIAC Gross-up Rate Used ________ %
exhubi+ RIN-3
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FLORIDA PUBLIC SERVICE COMMISSION
Fletcher Building
101 East Gaines Street
Tallahassee, Florida 32399-0850
MEMOQRANDUM

May 25, 1989

TO: DIRECTOR OF RECORDS AND REPORTING

FROM: DIVISION OF AUDITING AND FINANCIAL AN VLIN, A.CAUSS X)‘11DC'VT
DIVISION OF LEGAL SERVICES (PIERSON)
DIVISION OF WATER AND SEWER (HILL, L ER,

RE: DOCKET NO. 860184-PU -- REQUEST BY FLORIDA NATERNORKS ASSOCIATION FOR

INVESTIGATION OF PROPOSED REPEAL OF SECTION 118 (b) INTERNAL REVENUE
CODE (CONTRIBUTIONS-IN-AID-OF-CONSTRUCTION)

AGENDA: JUNE 6, 1989 -- CONTROVERSIAL -- PAA -- AFFECTED PARTIES MAY SPEAK

PANEL:  FULL
CRITICAL DATES: NONE

E AND RECOMMENDATION SUMMARY
ISSUE 1: Should Aloha Utilities, Inc. (Aloha), Canal Utilities, Inc. (Canal),
Clay Utility Company (Clay), Eagle Ridge Utilities, Inc. (Eagle Ridge), El
Agua Corporation (E1 Agua), Martin Downs Utilities, Inc. (Martin Downs),
Meadowbrook Utility Systems, Inc. (Meadowbrook), Palm Coast Utilities
Corporation (Palm Coast), and St. Johns Service Company (St. Johns) be
required to refund all contributed taxes in excess of those actually paid to

the Internal Revenue Service (IRS) because of the collection of CIAC?

e ‘“5 . Exiubit ROu-4
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DOCKET NO. 860184-PU

0329f/sh  May 25, 1989

RECOMMENDATION: Yes, these utilities should be required to refund, with
interest earned, all contributed taxes in excess of those actually paid to the
IRS because of the collection of CIAC. See attachment A for amounts.
(DEVLIN, A. CAUSSEAUX)

RNAT R N N: No, these utilities should be allowed to reduce
any refund of contributed taxes collected by any Net Operating Loss (NOL's)
used to offset any tax 1liability owed to the IRS. This would allow the
benefit of the NOL's to be given to the utility instead of the developer.
(HILL, LOWE, WILLIS, SHAFER)

ISSUE 2: Should Duval Utility Company (Duval) and Kingsley Service Company
(Kingsley), be required to make adjustments to their depreciation reserves in
lieu of making refunds?

RECOMMENDATION:  Yes, Duval and Kingsley should be required to make
adjustments to their depreciation reserves in lieu of making refunds. The
adjustments should total the amount of refund plus interest earned. See

Attachment A for amounts. (DEVLIN, A. CAUSSEAUX)
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CASE BACKGROUND

In response to a request by the Florida HWaterworks Association,
Docket Number 860184-PU was opened to investigate the effect of amendment of
section 118 of the Internal Revenue Code (Code). By Order Number 16971,
issued December 18, 1986, utilities were allowed the option of grossing up
contributions in aid of construction (CIAC) for the effect of taxation.
Consummating Order Number 17058 in this docket was {issued January 6, 1987.
Other orders have been issued subsequent to the issuance of Order Number
17059, supra. One of those, Order Number 17396, issued April 14, 1987, made
it abundantly clear that the gross-up provision applied only to wutilities
organized as C corporations and not to those items called CIAC for regulatory
purposes but formerly taxed under section 118 of the Code -- connection fees,
meter connection fees, tap fees, and turn-off, turn-on charges.

Approximately forty five utilities filed tariff sheets that would
allow them to gross-up CIAC -~ collect contributed taxes. Of these, two
appear to have grossed-up the wrong fees; two did not collect any taxable
CIAC; a third appears not to have collected taxable CIAC; two have made full
refunds because there was no tax liability; two others appear to be in that
same situation; and two were not C corporations so their tariffs were
cancelled. Staff is of the opinion that the proposals contained in some of
the reports that have been filed by those utilities can not be handled
administratively because they require Commission action. They are, therefore,

being brought before you at this time.

Exhubid -4
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ISSUE 1: Should Aloha Utilities, Inc. (Aloha), Canal Utilities, Inc. (Canal),
Clay Utility Company (Clay), Eagle Ridge Utilities, Inc. (Eagle Ridge), EI
Agua Corporation (E1 Agua), Martin Downs Utilities, Inc. (Martin Downs),
Meadowbrook Utility Systems, Inc. (Meadowbrook), Palm Coast Utilities
Corporation (Palm Coast), and St. Johns Service Company (St. Johns) be
required to refund all contributed taxes in excess of. those actually paid to
the Internal Revenue Service (IRS) because of the collection of CIAC?
RECOMMENDATION:  Yes, these utilities should be required to refund, with
interest earned, all contributed taxes in excess of those actually paid to the

IRS because of the collection of CIAC. See attachment A for amounts.
(DEVLIN, A. CAUSSEAUX)

ALTERNATIVE RECOMMENDATION: No, these utilities should be allowed to reduce
any refund of contributed taxes collected by any Net Operating Loss (NOL's)

used to offset any tax 1liability owed to the IRS. This would allow the
benefit of the NOL's to be given to the utility instead of the developer.
(HILL, LOWE, WILLIS, SHAFER) |

STAFF ANALYSIS: Order Number 16971, supra, was issued in response to an

expressed need by the wutilities for enhanced cash flow to meet the tax

liability caused by the receipt of CIAC. The body of the order states:

"Annually, following the preparation and filing of the
utility's annual Federal and State income tax returns, a
determination shall be made as to the actual Federal and
State income tax expense that is directly attributable to
the inclusion of CIAC in taxable income for the tax year.
CIAC tax 1impact monies received during the tax year that
are in excess of the actual amount of tax expense that is
attributable to the receipt of CIAC, together with interest
earned on such excess monies held in the CIAC Tax Impact
Account must be refunded on a pro rata basis to the parties
which made the contribution and paid the tax impact amounts
during the tax year. The utility is required to maintain

-4- exhbit LN ¥
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adequate records to account for the receipt, deposit, and
withdrawal of monies 1in the CIAC Tax Impact escrow
account. A detailed statement of the CIAC Tax Impact
Account, including the annual determination of ACTUAL TAX
EXPENSE attributable to the repeal of Section 118(b) of the
Internal Revenue Code shall be submitted as a part of the
utility's annual report. (Emphasis supplied.)

The question at hand is, what is the "actual tax expense attributable
to the repeal of Section 118(b) of the Internal Revenue Code"? Two
possibilities come readily to mind: one, the actual 1liability -- taxes
actually payable -- directly resulting from the collection of CIAC; or two,
the tax effect of the collection of CIAC -- not necessarily measured by the
actual payment of dollars in tax 1iability. There are variations of these two

possibilities. The basic principle can be illustrated as follows:

Taxable income(loss)

before CIAC 500000 500000 ( 500000) ( 500000) ( 500000)
CIAC 500000 500000 1500000 500000 250000

Depreciation on CIAC ( 21875) ( 21875) ( 65625) ( 21875) ( 10938)
Taxable incomeCloss) T
after CIAC 978125 978125 934375 ( 21875) ( 260938)
Net operating loss

carryforward - ( 500000) (1000000) - ( 500000)
Taxablie income(loss) 978125 478125 ( 65625) ( 21875) ( 760938)
Tax rate* .3763 .3763 .3763 .3763 .3763

Tax effect -- total 368068 183305 ( 24695) ( 8232) ( 286341)
Tax effect -- CIAQ 179918 179918 539755 179918 89959

Current tax expense --
total 368068 183305 . o okl

Actual tax liability
(refund) -- total 368068 183305 okl ol o

. This could vary from 15% to 37.63% depending on the marginal rates of the
utility. The assumption here is that the marginal state rate is 5.5% and the
marginal federal rate is 34%. Losses would be used to offset taxable income

at the highest rate applicable.

exubid RON-4
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**  Depending on the circumstances of the utility, this could range from the
entire negative amount to zero (0).

When CIAC is viewed in a vacuum, there will be a tax effect. There
may or may not be a tax 1iability or refund. There may or may not be an
income tax expense. Effect, 1iability and expense are not the same.

Staff believes that the intent of Order Number 16971, supra, was to

address cash flow problems and, therefore, actual tax liabilities resulting in

the payment of taxes. Therefore, any taxes collected in excess of the actual

tax liability should be refunded pro rata to those who paid the contributed

taxes. However, the order does address "expense" rather than "l1jability" so

another interpretation is possible.

Staff does not believe that the tax effects attributable to the
collection of CIAC should be treated differently from the tax effects of any
other element of taxable income or loss deriving from utility operations.

This does have the effect of transferring the benefit of tax net operating

Toss carryforwards equal to the amount of the contribution, less the first

year's tax depreciation, to developers rather than preserving them for the

benefit of future ratepayers. However, future ratepayers will receive a

benefit from the future tax depreciation to be taken on the contributed
property. That benefit will be equal to the foregone net operating loss
carryforward so that there does seem to be a justifiable and reasonable

trade-off.
Staff does not believe that the stockholders should realize the

benefit of the tax depreciation unless they initially paid the taxes related
to the receipt of CIAC.

See Attachment A for amounts to be refunded.

€Y~P\.bi+ KLM-“r
-6~ que, b of 9



DOCKET NO. 860184-PU
0329f/sh  May 25, 1989

TERNAT TAFF ANALYSIS: The Division of KWater and Sewer only disagrees
with the main recommendation for those cases where a utility had net operating
losses that were used to offset any tax 1iability owed to the Internal Revenue
Service. If the main staff recommendation is adopted, it would have the
effect of giving the benefit of the utilities net operating losses to the
developer who had nothing to do with their generation. HWe can easily see a
developer screaming discrimination if he all of a sudden gets hit with a
gross-up when the prior developer did not (because the prior developer used up
the utilities NOL's and therefore was not required to pay any contributed
taxes). Regardless, we believe that the developer should not be allowed to
benefit because a utility has NOL's.

In a rate case, it has normally been the Commission's practice to
pass the benefit of the NOL's to the ratepayers when calculating a tax
liability based on normal operations. The NOL's are normally generated
because of the nonused and useful plant that the stockholders are required to
fund because of its exclusion from rate base. The NOL's can in some cases be
generated due to the fact that the utility had artificially low rates due to
the developers' desire to sell homes. This happens when a utility's parent

happens to be the developer. In reality, the ratepayers have not generated

any of the NOL's either, OQur alternative recommendation will allow the

Commission to determine who the NOL benefit should flow to. It the Commission

desires the benefit to flow to the general body of ratepayers, then the

Commissjon should adopt the alternate recommendation with the modification

that the utility should be required to credit the amount of contributed taxes
not refunded to Account 271 - Contributions In Aid of Construction. If the

Commission believes that the utility should be allowed to receive the benefit,
then the Commission need only vote to adopt the staff's alternate

recommendation. . ethubi b LAl g‘,
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ISSUE 2: Should Duval Utility Company (Duval) and Kingsley Service Company
(Kingsley), be required to make adjustments to their depreciation reserves in
1ieu of making refunds?

RECOMMENDATION:  Yes, Duval and Kingsley should be required to make
adjustments to their depreciation reserves in lieu of making refunds. The
adjustments should total the amount of refund plus interest earned. See
Attachment A for amounts. (DEVLIN, A. CAUSSEAUX)

STAFF ANALYSIS: Under normal circumstances, both utilities would have been
required to make a refund because the collected contributed taxes in excess of
their need. However, the amount of the excess in these cases is far too small
to warrant the expense of a refund. The stockholders of the utility should
not, however, benefit from the unneeded, zero cost monies in whatever amount.
Therefore, staff recommends that a one time adjustment be made to the
depreciation reserves of each utility in the amount of the refund plus
interest those monies earned in the escrow account for the entire period of

time they should have been there. See Attachment A for the refund amounts.
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ISSUE 1: Should the utilities 1isted be
required to refund all contributed taxes in
excess of those actually paid to the IRS
because of the collection of CIAC?

Aloha Utilities, Inc. ........ccvvien..
Canal Utilities, Inc. ....covevvivnnnn.,
Clay Utility Company .....covvvivivnnnn.
Eagle Ridge Utilities, Inc. ............
E1 Agua Corporation ........cccvvvvuvnnn.
Martin Downs Utilities, Inc. ...........
Meadowbrook Utility Systems, Inc. ......
Palm Coast Utilities Corporation .......
St. Johns Service Company ..............

ISSUE 2: Should Duval Utility System and
Kingsley Service Company be required to make
one-time adjustments to their depreciation
reserves in lieu of making refunds?

Duval Utitity System ........covivn....
Kingsley Service Company ......ccvvun...

Attachment A
Page 1 of 1

RECOMMENDED AMOUNTS

PRIMARY ALTERNATE
$ 79,600 $ 55,282
135,736 135,736
136,514 75,611
20,294 11,435
24,070 19,813
6,175 -0-
30,140 -0-
269,160 268,358
261,944 18,961
1765433 438509
$ 282 $ 282
325 325
szlhthq‘ 21;Al-“¥
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SEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In Re: Request by FLORIDA WATERWORKS DOCKET NO. B860184~PU

)
ASSOCIATION for investigation of )
proposed repeal of Section 118(b), ) ORDER NO. 21436
Internal Revenue Code (Contributions- )

)

)

in-aid-of-Construction ISSUED: 6-26-89

The following Commissioners participated in the
disposition of this matter: :

MICHAEL McK. WILSON, Chairman
THOMAS M. BEARD
- BETTY EASLEY
GERALD L. GUNTER
JOHN T. HERNDON

NOTICE OF PROPOSED AGENCY ACTION

ORDER REQUIRING REFUND OF CONTRIBUTED
TAXES AND REQUIRING ADJUSTMENTS
TO DEPRECIATION RESERVES

NOTICE 1S HEREBY GIVEN by the Florida Public Service
Commission that the actions discussed herein sre preliminary in
nature and will become final unless a person whose interests
are substantially affected files » petition for 2 formsal
proceeding pursuant to Rule 25-22.02%, Florida Administrative
Coge.

BACKGOUND

By Order No. 16§71, issuved December 18, 1986, this
Commission. authorized corporate water and sewer utilities to
elect to “gross~up” contributions-in-zif8-of-construction
(CIAC), in order to meet ¢their potential tax 1liabilities
resulting from the repeal of the exclusion of CIAC from gross
income. In addition, pursuant to the provisions of Order No.
16971, these contributed taxes were to be collected subject to
2 pro rata refund, with interest, of 211l amounts collected in
excess of the actual amount of tax expense attributable to the
receipt of CIAC.

REFUNDS OF CONTRIBUTED TAXES

A number of utilities have collected contributed taxes and
need to make refunds thereof. The problem is that there are at
least two possible interpretations of the refungd requirement
language of Order No. 16971. The first interpretation is that
these utilities should refund all contributed taxes in excess
of taxes actually paid as a result of their collection of
CIAC. The other interpretation is- 'that these utilities should
refund all contributed taxes in excess of the tax effect
resulting from their collection of CIAC. The <¢difference
between these two interpretations is that, .under the second
interpretation, the tax effect would not necessarily  be .
measured by the actual amount of taxes paid oh CIAC. A

né?s-;-:zief »* “- exdubit g5
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We believe that the correct interpretation of the refund
requirement is that the utilities should refund all contributed
taxes in excess of taxes actually paid as @ result of their
collection of CIAC. We do not believe that the tax effects
attributable to the collection of CIAC should be trested
differently from the tax effects of any other element of
taxable income or loss deriving from utility operations. Our
interpretation will have the effect of transferring the
benefits of net operating loss carryforwards, less the first
year's tax depreciation, to those who have contributed taxes on
CIAC, rather.than preserving them for the future benefit of the
ratepayers. However, the ratepayers will receive 8 benefit
from the future tax depreciation to be taken on the contributed
property equal to the foregone net operating loss carryforward.

Based upon the discussion above, we find it appropriate to
require the utilities listed below to refund the following
amounts, on & pro rata basis, to those who have paig
contributed taxes on CIAC:

“Aloha Utilities, Inc. $ 79,600
Canal Utilities, Inc. 135,736
Clay Utility Company 136,514
Eagle Ridge Utilities, Inc. 20,294
El Agua Corporation 24,070
~Martin Downs Utilities, Inc. 6,175
Meadowbrook Utility Systems, Inc. 30,140
Palm Coast Utilities Corporation 268,358
St. Johns Service Company 261,944

ADJUSTMENTS TO DEPRECIATION RESERVES

In addition to the utilities listed above, Duval Utility
Company and Kingsley Service Company also collected taxes on
CIAC in excess of the actusl amount of tax expense attributable
to their collection of CIAC. However, the excess amounts for
these two utilities are far too small to warrant the expense of
2 refund. Nevertheless, we 8o not believe that the utilities’
shareholders shouléd benefit from these unneeded, zero-ccst
monies. Accordingly, we find that these utilities should mske
one-time adjustments to their depreciation reserves in the
amounts of $2B52 for Duval Utility Company and $325 for Kingsley
Service Company, plus interest earned on those amounts.

Upon consideration of the foregoing, it is

ORDERED by the Florids Public Service Commission that the
provisions of this Order are issued as proposed agency action
and will become final unless .,an appropriate petition is
received by the Director of the Division of Records and
Reporting, 101 East Gaines Street, Tallahassee, Florids,
32399-0870, by the close of business on July 17, 198%. It is
further . :

ORDZRED that Alohas Utilities, 'Inc., Canal-Utilities, Inc., = ° .
Clay Utility Company, Eagle Ridge Urilities, Inc., E1l Ague e T
Corporation, Martin Downs Utilities, Inc., Meadowbrook Utility
Systems, Inc., Palm Coast Utilities Corporation and St. Johns
Service Company shall refund to those entities from which it
hes collected contributed taxes, on & pro rata basis, the
amounts listed in the body of this Order. It is further

Exhi bn+ 2n-S
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ORDERED that Duval Utility Company shall make & one-time
adjustment to its depreciation reserve, in the amount of £282,
plus interest earned on that amount. It is further

ORDERED that Kingsley Service Company shall make &
one~time adjustment to its depreciation teserve, in the amount
of $325, plus interest earned on that amount, It is further

ORDERED that, sfter July 17, 1989, this Commission shall
issue either a notice of further proceedings or an order
indicating that the provisions of this Order have become final

. and effective,

By ORDER of the Florids Public Service Commission
this _2¢rh day of JUNE . _ 1989 .

STEVE TRIBBLES” Director
Division of Records and Reporting

(séAL)

RJP

Commissioners Betty Easley and Gerald L. Gunter ¢issented
from the Commissions decision regarding refunds of contributed
taxes.

NOTICE OF FURTHER PROCEEDINGS OR JUDICIAL REVIEW

The Florida Public Service Commission 1is required by
Section 120.59(4), Florida Statutes, to notify parties of any
administrative hearing or Jjudicial review of Commission orders
that 3is available under Sections 120.5%7 or 120.68, Floricdsa
Statutes, as well as the procedures and time 1limits that
apply. This notice should not be construed to mean e2ll
requests for an administrative hearing or judicial review will
be granted or result in the relief sought.

The action proposed herein is preliminary 3in nature and
will not become effective or final, except as provided by Rule
25-22.029, Floridsa Administrative Code. Any person whose
substantial interests are affected by the action proposed by
this order may file 2a petition-¥for a formzl proceeding, as
provided by Rule 25-22.029(4), Florida Administrative Code, in
the form provided by Rule 25-22.036(7)(2) and (f), Florida
Administrative Code. This petition must be received by the
Director, Division of Records and Reporting at his office at . |
101 East Gaines Street, Tallahassee, Floricg 32399-0870, by the ..
close of business on July 17, 198%. 1In the absence of such 2
petition, this order shall become effective July 18, 1%E% 2s
provided by Rule 25-22.029(6), Florida Administrative Code, and
as reflected in a subseguent order.
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Any objection or protest filed in this docket before the
issuance date of this order is considered abandoned unless it
satisfies the foregoing conditions and is renewed within the
specified protest period.

1f this order becomes finsl and effective on July 18,
1989, any party adversely affected may request judicial review
by the Florids Supreme Court in the case of an electric, gas oOr
telephone utility or by the First District Court of Appeal in
the case of a water or sewer utility by filing a notice of
appeal with the Director, Division of Records and Reporting and
filing a copy of the notice of appeal and the filing fee-with .-
the appropriate court. This filing must be completed within
thirty (30) days of the effective date of this order, pursuant
to Rule 9.110, Florida Rules of Appellate Procedure. The
notice of appeal must be in the form specified in Rule
9.900(a), Florida Rules of Appellate Procedure.
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%Y5Z FLORIDA PUBLIC SERVICE COMMISSION
Gt I \qg Fletcher Building
S o 101 East Gaines Street RECEIVE
A ¢ Tallahassee, Florida 32399-0850 _
1 NIt e o 108
MEMORANDUMN v 2 E 1088
JUNE 23, 1988 —
T0: DIRECTOR OF RECORDS AND REPORTING 2
FROM:  DIVISION OF AUDITING AND FINANCIAL ANALyszs (A. CAUSSEAUX) cLQT,Ckgy
DIVISION OF LEGAL SERVICES (PIER PR
DIVISION OF WATER AND SEWER (LO HILL uS, WILLIS) %%
RE: DOCKET NO. 860184-PU - REQUEST BY FLORIDA WATERWORKS ASSOCIATION FOR

ka

~

INVESTIGATION OF PROPOSED REPEAL OF SECTION  118(b). INTERNAL
REVENUE CODE (CONTRIBUTIONS IN AID OF CONSTRUCTION)

AGENDA: JULY 5, 1988 - CONTROVERSIAL - PROPOSED AGENCY ACTION - AFFECTED
PARTIES MAY SPEAK

PANEL:  FULL COMMISSION

CRITICAL DATES: NONE

SPECIAL INSTRUCTIONS: 1. PLACE BEFORE THE RECOMMENDATION IN THIS DOCKET ON
JACKSONVILLE SUBURBAN.
2. SEND TO THOSE LISTED ON ATTACHMENT A

E AND RECOMMENDATION SUMMARY
ISSUE 1: #HWho should be allowed to collect, from developers and ratepayers,
the taxes related to the receipt of contributions in aid of construction
(CIAC)?
RECOMMENDATION: Only those utilities who prove unable ‘:to secure funds for the

taxes from other sources or whose ratepayers would suffer unduly'if the

utilities obtain the funds with which to pay the taxes. Utilities now
collecting taxes on contributions should be required to meet the same
standards in order to continue the practice. This recommendation is more

restrictive than current practice. (A. Causseaux, page 8) (¥ Emplacis & zmen)
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DOCKET NO. 860184-PU

JUNE 23, 1988

(7420F)

JSSUE 2: How much of the taxes should the utilities be allowed to collect?

RECOMMENDATION: The utilities should be allowed to collect all of the. taxes
required to yield net after-tax CEAC equal to the stated level of CIAC

collected; that is, if the CIAC to be collected is $100,000, then the net
after tax CIAC should be the full $100,000. Formulae are provided on
Attachment B. Utilities wusing different formulae should be required to

change, on a prospective basis, to these formulae. This is more restrictive

than present practice. (A. Causseaux, page 11)

JSSUE 3: Should utilities, allowed to collect the taxes associated with the
receipt of CIAC, collect them subject to refund with interest in accordance
with Rule 25-30.360, Florida Administrative Code?

RECOMMENDATION: Yes, collections should be subject to refund with interest in
accordance with Rule 25-30.360, Florida Administrative Code, pending proof of

entitlement. This is in accordance with present practice. (A. Causseaux,

page 13)

JSSUE 4: How should utilities account for the taxes?
RECOMMENDATION: Utilities should account for the taxes in accordance with

Attachments C and D. Current formulae are predicated on straight line tax
depreciation. These provide for either straight 1line or rapid tax
depreciation and recognize the depreciation to be taken in the first year. A
present value formula is not recommended but is provided as an additional
alternative if this Commission desires that that option be available. These

formulae represent changes to present practice. (A. Causseaux, page 14).

exhibi+ R
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DOCKET NO. 860184-PU - .
JUNE 23, 1988

(7420F)

ISSUE S5: How should this change in policy on the approval of collection of

taxes on contributions be implemented?

RECOMMENDATION: The utilities that have had tariffs approved to allow them to
collect the taxes on CIAC should be required to submit evidence to justify the
continued approval within 60 days of the effective date of the order. Each
utility's Justification will be evaluated by staff and brought to. the

Commission for specific approval on an individual basis. (Williams, page 15)
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Y0:
FROM:

RE:

AGENDA:

PANEL:
CRITICAL

REVISED DECEMBER 8, 1988 ’7?‘);_ 7'

FLORIDA PUBLIC SERVICE COMMISSION

v

Fletcher Building
101 East Gaines Street
Tallahassee, Florida 32399-0850

JUNE 23, 1988

DIRECTOR OF RECORDS AND REPORTING

DIVISION OF AUDITING AND FINANCIAL AYALYSIS~(A, CAUSSEAUX) ,Li—" %/
DIVISION OF LEGAL SERVICES (PIERSON)RY /7ot <
w%ﬁém:s, wrLL1syma/

DIVISION OF WATER AND SEWER (HILL, L

DOCKET NO. 860184-PU - REQUEST BY FLORIDA WATERWORKS ASSOCIATION FOR
INVESTIGATION OF PROPOSED REPEAL OF SECTION  118(b).  INTERNAL
REVENUE CODE (CONTRIBUTIONS IN AID OF CONSTRUCTION)

JULY S, 1988 - CONTROVERSIAL - PROPOSED AGENCY ACTION -~ AFFECTED
PARTIES MAY SPEAK

fULL COMMISSION
DATES: NONE

SPECIAL INSTRUCTIONS: 1. PLACE BEFORE THE RECOMMENDATION IN THIS DOCKET ON

JACKSONVILLE SUBURBAN.

2. PLACE BEFORE THE RECOMMENDATION IN DOCKET NO.
881412-WS, APPLICATION BY MARTIN DOWNS UTILITIES,
INC. FOR TARIFF AMENDMENT TO ELIMINATE THE
GROSS-UP  PREVIOUSLY  APPROVED ON  CONTRIBUTED
PROPERTY IN MARTIN COUNTY

3. SEND;;TO THOSE LISTED ON ATTACHMENT A

ISSUE 1:

ISSUE AND RECOMMENDATION SUMMARY

Who should be allowed to collect, from developers and ratepayers,

the taxes related to the receipt of contributions in aid of construction

(CIAC)?

RECOMMENDATION: Only those utilities who prove unable to secure funds for the
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DOCKET NO. 860184-PU
JUNE 23, 1988
(7420F)

REVISED DECEMBER 8, 1988

taxes from other sources or whose ratepayers would suffer unduly if the
utilities obtain the funds with which to pay the taxes. Utilities now
collecting- taxes on contributions should be required to meet the same
standards in order to continue the practice. This recommendation is more

restrictive than current practice. (A. Causseaux)

ALTERNATE RECOMMENDATION: The utilities should be required to specifically
choose whether to gross-up or not based upon their particular circumstances by

either filing tariffs for the gross-up or a letter stating they do not intend
to gross-up with the Commission by february 28, 1989.’!This recommendation is

more restrictive than current practice. (Hill, Lowe, Willis)

ISSUE 2: How much of the taxes should the utilities be allowed to Eollect?

RECOMMENDATION: The utilities should be allowed to collect all of the taxes
required to yield net after-tax CIAC equal to the statéd level of CIAC
collected; that is, if the CIAC- to be collected is $100,000, then the net
after tax CIAC should be the full $100,000. formulae are provided on
Attachment 8. Alternative formulae are provided should the Commission wish to
provide flexibility for the utilities and allow gross-up under the present
value method. Current formulae are predicated on straight 1line tax
depreciation. The formulae on Attachments C and D provide for either strafght
line or rapid tax depreciation nnd recognize the depreciation to be taken in
the first year. These formulae represent changes to present practice.
Utilitfes using different formulae should be required ¢o change, on a

~2-
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REVISED DECEMBER 8,1988

prospective basis, to these formulae. This is more restrictive than present

practice. (A. Causseaux)

JSSUE 3: Should utilities, allowed to collect the taxes associated with the
receipt of CIAC, collect them subject to refund with interest in accordance

with Rule 25-30.360, Florida Administrative Code?
RECOMMENDATION: Yes, collections should be subject to refund with interest in

accordance with Rule 25-30.360, florida Administrative Code, pending proof of

entitlement. This is in accordance with present practice. (A. Causseaux,

Lowe, Williams, Willis)

JSSUE 4: How should utilities account for the taxes?
RECOMMENDATION: Utilities should account for the taxes in accordance with
Attachments C and D. (A. Causseaux).

ISSUE &: How should this change in policy on the approval of collection of

taxes on contributions be implemented?

RECOMMENDATION: If the Comnission adopts the primary recommendation, the
utilities that have had tariffs approved allowing them to collect the taxes on
CIAC should be required to submit evidence justifying the continued approval

-3-
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within sixty (60) days of the effective date of the order. Each utility's
justification will be evaluated by staff and brought to the Commission for

specific approval on an individual basis. This is a change in current

practice. (Williams)

ALTERNATIVE STAFF ANALYSIS: Utilities should file a letter stating their

intentions in regard to the gross-up of CIAC by February 28, 1989. This is a

change in current practice. (Hill, lLowe, HWillis)

E_BACKGROUND
Contributions in aid of construction (CIAC) can be in the form of

cash or property. (Cash <contributions are collected for one of three
purposes: 1) to repay the utility for its existing investment in utility
plant in service; 2) to pay for the current construction of acquisition of
utility plant; or 3) to pay for. the future construction or acquisition of
utility plant. #Most cash contributions accomplish all three purposes at the
same time. HWhen cash contributions are collected, cash s available ¢o pay
the taxes but the amount remaining after the payment of the taxes will not be
adequate to meet the need Ffor which the CIAC was ctollected. #hen property
CIAC fs collected, there is no cash collected from which the ¢axes may be
paid. €ven before the change fn .the ¢ax law, a cash contribution might not
have been used for the purpose for which it was tollected. This Commission
has no rules requiring that CIAC collected be spent for the purpose for which
-4-
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it was collected.

There is a widely held belief that the financial status of some
utilities may be such that they are unable to readily secure funds with which
to pay the taxes. Further, it is widely believed that even if the utilities
are able to secure the funds, the cost of the funds may be so high_that
ratepayers are adversely affected by the change in the utilities' cost of
capital. Experience over calendar year 1987 indicates that less than fifty
(50) utilities requesﬁed permission to gross-up. Some of those that did
gross-up have efther refund or asked to refund some or all of the gross-up
collected.

CIAC may be collected from developers or individual ratepayers. CIAC
that is collected from developers will usually be added to the developer's
basis in the land being developed. When this occurs, the charge will
ultimately find its way into the developer's cost of goods sold and affect the
amount of gain or loss the developer recognizes on the sale of the property
for both book and tax purposes.. At other times, the developer will capitalize
the CIAC paid and either amortize the CIAC to income for book and tax purposes
or recognize it for book and tax purposes at a later time. Staff is of the
opinfon that it is not the responsibility of this Commission to insure that
the developer is able to recover, from his customers, the CIAC he must pay.
Neither does staff believe that it is the responsibility of this Commission to
fnsure that the CIAC paid by the developer is not over recovered from his

customers by the developer through the price he charges the customer for the

house.
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CIAC paid by an individual residential ratepayer will be capitalized
by the individual residential ratepayer as part of the individual's investment
in the residence. Thus, that CIAC will ultimately affect the gain or 1loss
recognized on the sale of the residence. Staff is of the opinion that it is
not the responsibility of this Commission to 1insure that the residential
customer recovers the CIAC he has paid through the future sales price of his
home.

If the individual ratepayer is a businessman, the CIAC paid by him
will be capitalized and amortized according to whether or not the businessman
is expected to replace the contributed property at the end of its useful iife
by making another contribution. It s not the responsibility of this
Commission to insure that the businessman recovers the CIAC he has paid from
his customers.

Under case 1law, before the enactment of section 118(b) of the
Internal Revenue Code (IRC), one requirement for a determination that monies
received were contributions was that the monies became a permanent part of the
utility's working capital. That they should will become apparent in later
examples discussed in this recommendation.

The provisions of sections 118(b) and (c) of the IRC allowed most
utilities to receive CIAC without incurring a tax 1fability. However, the
utilities could not depreciate, on their tax returns, either ¢the contributed
assets or the assets acquired with the contributed monies. Now, C(AC is
taxable on receipt and the contributed assets may be depreciated d; the

-6-
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utilities' tax returns. Because of this, there is rarely an actual increase
in the taxes of the utilities over time. If the utilities are allowed to
collect their first year's tax liability from the developers or the individual

ratepayers, there will be a real increase in the tax liability or reduction of

the tax 1oss of the utility. TYhis occurs because the contributed taxes are

not deductible or depreciable on the tax returns. There will occasionally be

a real increase in tax liability because of the interaction between the age of
the utility, the tax status of the utility, and the level of CIAC of the
utility. This occurs because federal tax law allows for the carryback of
losses but Florida tax law does not. Carryforwards are restricted to fifteen
years. The following example illustrates the tax consequences when the
utilities do not collect the tax effect of the CIAC from others. The effects

of carryforwards are not recognized in these examples.

Year 1 Year 2 Year 3 Year 4 Year §

Taxable income before CIAC $ - $ - $ - $ - $
+Taxabte CIAC 100,000 - - - -
-Depreciation on CIAC 25,000 __ 37,500 _ 15,000 _ 15,000 7.500
- Yaxable income(loss) $ 75,000 $(37,500) $(15,000) $(15,000) $¢ 7,500)
xTax rate 37.63% 37.63% 37.63% 37.36% 37.83%
= Liability(benefit) $ 28,223 $(14,111) $C 5,645) $( 5,645) $( 2,822)
+(-)Federal carryback £22.990) __12.750 $.100 5.100 -

= Net lability ‘
(benefit) $ 5273 $(1.361) $C  §45) $C_ S45) $( 2.822)

exhbt RN-T7
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If the utility in the above example is allowed to collect the taxes

from a developer or ratepayer, that $28,223 becomes taxable.

Year 1 Year 2 Year 3 - Year 4 Year §

Taxable income before CIAC § - $ - $ - $ - $ -
+Taxable CIAC 100,000
+Taxes on CIAC 28,223
-Depreciation on CIAC 25,000 37.500 15,000 15,000 -7

= Yaxable income(loss) $103,223  $(37,500) $(15,000) $(15,000) $( 7,500)
x Tax rate 7.63% __37.63% __37.63% __37.63% __37.63%
= Liability(benefit) $ 38,843 $(14,111) $( 5,644) $( 5,645) $( 2,822)

+(-)Federal carryback 122,2592 12,750 5.100 5,100
Net liab1l1ty(benef1t) $ 15,893 $C1.361) $C 645) $( o495 3( 2 5222

Because the utility has been allowed to collect the $28,223, there has been a
real fncrease of $10,620 ($15,893 - $5,273) in the tax liability that cannot
be recovered through depreciation on the tax return. The collection of the
$28,233 leaves the utility $10,620 short of the full amount of taxes required
in the first year. Only if the utility collects more than the $28,223 tax
effect of the CIAC will it remain whole in relation to the first year's tax
increase due to the collection of CIAC. How much more must be collected
depends on the individual case.

The florida Haterworks Association requested ¢that wtilities be
allowed to collect the taxes related to the receipt of CIAC. Order No. 16971,
Docket No. 860184-PU, Request by Florida Haterworks Association for
Investigation of Proposed Repeal of Section lls(b)' Internal Revenue Code
(Contributions in Aid of Construction), fissued December 18, 1986, expressed

this Commissfon's “intent to grant...approval of the florida uate}works

-8-
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Association's request that water and sewer wutilities subject to this
Commissfon's jurisdiction be allowed to amend their service availability
policies to meet the tax impact on Contributions in Aid of
Construction..."(Emphasis supplied.) The order provided a formula with which
to calculate the taxes to be collected, placed various restrictions on the
collection of the taxes, and required that a ruling request be filed with the
Internal Revenue Service (IRS). Consummating Order No. 17058, Docket No.

860184-PU, issued January 6, 1987, provided that "...each utility, which plans

to use the optional gross-up shall submit the appropriate tariff sheets for
Commission approval prior to implementation...". (Emphasisp supplied.)
1759 ¢

Various orders have been issued since Order No.@ supra, requiring and
approving refunds in some cases, approving a modification of the formula for
the calculation of the taxes, amending the modified formula and approving the
letter ruling request submitted to the IRS. Pending before the Commission is
a request from Jacksonville Suburban Utilities for approval of a proposed
accounting treatment for taxes that it will pay. Also pending is a request
from Martin Downs Utility, Docket No. 881412-WS, to eliminate the gross-ub on
only—certain property contributions. Those requests follow this item and
should be decided after the general policy questions raised in this
recommendation are decided. TYhus far, only the water and sewer utilities

listed below have availed themselves of the option of collecting taxes related

to the receipt of CIAC.

Exdubit AT
fage q of g}



DOCKET NO. 860184-PU
JUNE 23, 1988
(7420F)

—Aloha Utilities, Inc. :
Atlantic Utilities of Jax, Inc.
Avatar Utilities Inc. of Florida
Beauclerc Utilities Company
Canal Utilities, Inc.

Central Florida Utilities, Inc.
~Clay Utility Company
Duval Utility Company
- Eagle Ridge Utilities, Inc.
El Agua Corporation
Florida Cities Water Company
Florida Hater Service

—Forest Utilities, Inc.

Gulif Aire Properties, Inc.

~Gulf Utility
Intercoastal Utilities, Inc.

—Kingsley Service Company
Marathon U.S. Realties, Inc.

— Martin Downs Utilities, Inc.
Meadowbrook Utility Systems, Inc.
Miles Grant Water and Sewer Co.

.-Neighborhood Utilities, Inc.
-North fort Myers Utilities, Inc.
North Naples Utilities, Inc.
Orange-Osceola Utilities, Inc.

.~0Ortega Utility Company
Palm Coast Utilities Corporation {Palm Coast)

—Parkland Utilities, Inc. .
Poinciana Utilities, Inc.

Ponte Vedra Utilities, Inc.
~Regency Utilities, Inc.
Reserve Utility Corporation

_ARolling Oaks Utilities, Inc.
Sanlando Utilities Corporation
Seacoast Utilities, Inc.

Southern States Utilities, Inc.
Southside Utilities, Inc.
St. Johns Bluff Utility Company, Inc.

—~St. Johns Service Company
Sugar Mill Utility Company

_-Sunbelt Utilities, Inc.

T ytilities, Inc.

All except Palm Coast are using a full gross-up method. Palm Coast is using a
present value method. WNo electric, gas, or telecommunications companies have
done so. The electric utilities do not fntend to do so and the

telecommunications companies were not affected by the repeal of sections

118(b) and (c) of the IRC.
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DISCUSSION OF ISSUES

JSSUE_1: #ho should be allowed to collect, from developers and ratepayers,
the taxes related to the receipt of contributions in aid of construction
(CIAC)?

RECOMMENDATION: Only those utilities who prove unable to secure funds for the

taxes from other sources or whose ratepayers would suffer unduly if the
utitities obtain the_ funds with which to pay the taxes. Utilities now
coliecting taxes on contributions should be required to meet the same

standards in order to continue the practice. This recommendation is more

restrictive than current practice. (A. Causseaux)

ALTERNATE RECOMMENDATION: The utilities should be required to specifically

choose whether to gross-up or not based upon their particular circumstances by
either filing tariffs for the gross-up or a letter stating they do not intend
to gross-up with the Commission by February 28, 1989. (Hill, Lowe, Willis)

STAFF ANALYSIS: The report on CIAC prepared by the Division of Research

indicates that it is possible for the utilities to secure funds in lieu of
CIAC. The report also indicates that in the eyes of financial institutions,

small water and sewer utilities are no different from other small businesses
in their ability to finance themselves. If this is so and the funds are
available in lieu of CIAC, they should also be available for the tax effect of

CIAC. Contributed assets may be mortgaged while the investment §n taxes can

be neither mortgaged nor bonded.

~-11-
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The funds do appear to be available in most cases, but often at quite
an additional cost. Few utilities have requested to gross-up. Therefore,
staff is of the opinion that it is advisable to have available an option that
will allow for the collection of the taxes when the utility can show thqt to
be necessary. The utility should show that it is unable to secure the funds
from another source or that the cost of the funds would increase required net
operating {income unrgasonably. Inability ¢o secure the funds might be
jllustrated by a showing that the utility borrows because it can neither bond
nor mortgage the prepaid taxes. it might also be illustrated by showing that
the utility cannot borrow without the personal guarantee of the owner.

A primary issue for the utility is the availability of cash in the
year CIAC s received. A utility can show that it should be allowgd to
gross-up by showing that it has a poor cash position. The cash position of a
utility is shown by a cash budget or statement showing cash sources and uses
for a period. A sfatement similar to that required under the Statement of
Financial Accountin§ Standards Number 97 could be used. The level of a
utility's earnings and allowed tax expense do not show the level of cash
available to the utility.

In the year that CIAC is received, the utility will experience a real
tax effect that can be seen on its tax return. There will be an fncrease in
an actual tax liability or a reduction in an actual tax loss. If a liability
fs increased, cash must be available to meet the increase. If a loss is
reduced, that loss is no longer available to offset past or future fﬁxable

~12-
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income from operations. If the utility is not repaid for the use of the loss

—

when the loss is used, it will look to the general body of ratepayers for

repayment when the loss has been fully consumed. It is possible that a

utility will cease to exist without ever incurring an actual tax liability.
However, that should be an unusual event. That it is not, in the water and
sewer industry, is hardly the fault of the ratepayer or unrelated developer
who must forego the use of his money for at least a year if the utility
ultimately makes a refund. Absent persuasive evidence to the contrary,
utilities are treated as going concerns.

The issue for the general body of ratepayers is the return on and
return of capital that they must pay the utility as a result of the receipt of
CIAC. The utility should receive no return on or return of the capital used
to pay the taxes if either a developer or individual ratepayer contributes the
cash the utility uses to pay the taxes. The contributed money should not be

available to the stockholders for dividends. It should become a permanent

part of the utility's working capital. If the utility pays the taxes, there

should be a return on the utility's investment in the taxes paid. If the
return on the monies borrowed to pay the taxes is so high that it raises the
required net operating income unreasonably, the taxes should be contributed.
Only §f the utility pays the taxes and a real, nonrefundable tax increase
occurs should there be a return of investment from the ratepayers. That
return of investment should be addressed through cost of service as an
increase in the income tax expense. That increase could be recognized in the

year it becomes known or it could be spread to all future ratepayers who will

Exhbd B
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receive service from the contributed assets causing the increase.

Developers are aware that for some of the utilities, the payment of
the taxes is a temporary thing. The developers are aware that the utilities
will be able to recover some, if not all, of the taxes as the contributed
assets are depreciated on the wutilities' tax returns. The developers,
therefore, desire that the utilities return the benefit of the depreciation to
them as the assets are depreciated. The utilities object and believe that the
benefit should be available to them on an unrestricted basis. The utilities
are of the opinion that the benefit may not be realized and that, if it is not
realized, they will be unjustly penalized by being twice deprived of the
benefit : first, because it was not realized and, second, because it was
returned to the developers. Staff sees no reason for the benefit ¢o be
returned to the developers. The developers will have recognized the CIAC paid
through expense or as an asset. The CIAC will probably ha?e been recovered
from the developers own customers. Staff does not believe that the utility
should have the benefit of the funds it has not invested. Staff does believe
that the utility is entitled to reduce the amount of zero cost capital
recognized in connection with the acquisfition of contributed taxes when, and
if, an actual tax liability §s incurred. This could happen because the
utility was unable to obtain benefit from the depreciation. Ffor example, a
carryback or carryforward of ¢he tax reduction due to the depreciation might
expire unused. Having eliminated both the developer and the utility, ¢he
ratepayer is left as the beneficiary of the depreciation. This seems

~14-
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equitable in that the ratepayer will probably have paid the CIAC indirectly
through the cost of his house, business, or lease.

Many of the assets for which the taxes will be contributed are very

. long lived, forty years in some cases. It would be a monumental task to track
the developers over the lives of the assets so as to return to them the tax
benefit of the depreciation. Tracking the effect of the depreciation itself
should not be an additional burden once the requirements for scheduling
required by Statement of financial Accounting Standards Number 96 are
effective.

With perfect information, the total actual tax liability of a utility
would be known from its birth to its death. If the total actual tax liability
was known, it would be a matter of allocating that 1liability to the
appropriate segments of the utility's activities and to the appropriate time
periods of operations. Thus, each ratepayer and sharehoider would bear the
correct tax burden or receive the appropriate tax benefit. Absent perfect

information, the goal is to reflect in cost of service the tax effect of only

those utility revenues and utility expenses that have actually affected or

S

that will actually affect the tax returns of the utility. A further goal is

to reflect those actual tax consequences in the cost of service of the
apprbpriate ratepayer. There are times when that is not possible because the
actual effect is not known until l&ter. Tax credit and tax loss carryforwards
may expire without affecting the returns. TVYherefore, they are recognized only
when they affect the tax return or can reasonably be expected to affect a tax

=15~
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return during the period of time for which rates are being set. This is not
unlike the practice of making refunds to customers of record as of a certain
date rather than seeking out customers for a prior period.

After the Recommendation of June 23, 1988, was released and the item
was deferred from the July 5, 1988, Agenda; some of the water and sewer
utilities met with staff to discuss their concerns. Ouring that meeting it

became apparent that cash flow is not their gnly concern. The utilities are

concerned that the taxes on CIAC are not an asset that is bondable. They also

believe that these taxes are a nonused and useful asset and that, therefore,

the utility woul sharing the expense of development. The utilities are

concerned that after paying the tax, they would have no guaranteed revenue

related to the investment in taxes and would be unable to borroQ money on the

taxes paid. They are also concerned that sporadic growth might produce an

unusually large contribution which could not be grossed-up because no tariff
was in place. The utilities have also expressed a concern that a failure to
gross-up would be viewed during a subsequent proceeding, by Office of Public
Counsel as an imprudent decisfon; a view in which the Commission might concur.

Ultimately, the wutilities believe ¢that the circumstances are so
diverse from utility-to-utility that each must be considered separately.

After the meeting, one proposal for the accounting treatment of the
taxes was received. That propos&l would fnitially treat both the CIAC and
related taxes as CIAC. Recognition would be made of the escrow restrictions
placed on the tax funds collected. The state and federal tax 1iability would

~16-
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be recognized and the satisfaction of that liability would be recognized. The
entries deal with the effects of only one year and do not recognize the effect
of the depreciation taken for tax purposes in that year. There is no effort
made to address the effect of the depreciation taken for tax purposes in
subsequent years. Staff does not concur with the proffered accounting
treatment because of the deficiencies noted.

Ywo additional examples of accounting treatments have been
subsequently proffered for the consideration of this Commission.

Staff believes that the problems raised by the utilities should be
specifically addressed by this Commission.

Staff also believes that the taxes would not be bondable. HKowever,
the receipt of contributed taxes should not adversely affect a utility's
ability to borrow other funds because documents furnished to the financial
institutions with the loan applications should indicate that there is a source
of funds to cover a major use of funds.

If some or all of the related contributed plant was considered used
and useful, then a pro rata portion of the taxes should be considered used and
useful. The nonused and useful portion of the taxes should be included in the
rate base upon which the utility recovers a return through either guaranteed
revenues or an allowance for funds prudently inQested.

Very large collections of CIAC that the utility had not anticipated
and for which there was no tariff in place, could be handled on an emergency

basis at the next scheduled agenda. The utility could be allowed to collect
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the gross-up, subject to refund, pending later proof of its entitlement to the
funds.

As to the concerns that failure to gross-up would be an issue in
subsequent cases, that is now the case with most of the utilities subject to
the jurisdiction of this Commission. Very few have chosen to gross-up even
though this Commission has granted them the right to do so at their
discretion. TYhe prudence of the decision to gross-up is also subject to
review in subseguent rate cases. -

Staff views the primary recommendation as simpﬁy changing the time at
which a utility must prove it has a need to gross-up. Under present practice,
the utility collects, proves its need in the subsequent year and keeps or
refunds the contributed taxes. That would not change under the alternative
recommendation. Under the primary recommendation, ¢he utility proves its
need, collects, and keeps the contributed taxes. Under eithér the primary or
alternative recommendation, the Office of Public Counsel can raise an issue as
to the appropriateness of the utility's actions in subsequent rate cases.
ALTERNATE STAFF ANALYSIS: TYhe overall thrust of this docket and the primary
recommendation for Issue 1 is continuing this Commission on a course of
over-regulation of the water and sewer industry. Parts of ¢he Research
Division's report on CIAC and ¢the primary recommendation demonstrate a lack of
understanding of the realities of the industry.

The Research Division's report on CIAC states that it fs possible for
the utilities to secure funds in lieu of CIAC and that, in the eyes of
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financial institutions, small water and sewer companies are no different from
other small businesses. This is incorrect. In fact, for the majority of
small utilities, CIAC is the primary source of funding. Other sources are not
available without putting their homes up for security. Also, based upon our
discussions with financial institutions that actually have loaned money to
small utilities, they are not viewed as any other small business. A sewer
treatment plant is not a building and property that can be turned into a
Denny's or a Barnaby's if the current business fails. It is and always will
be a sewer treatment plant and nothing else. Also, a bank cannot foreclose,
shut down the business, and sell the property. The financial institution
becomes a regulated utility when they foreclose.

The primary recommendation is based upon the Research Division's
report on CIAC. The last sentence of the first paragraph states "If this is
so and the funds are available in lieu of CIAC, they should also be available
for the tax effect of CIAC." The recommendation goes on to say that "It is
possible that a utility will cease to exist without ever incurring an actual
tax 1iability. However, that should be an unusual event. Absent persuasive
evidence ¢o the contrary, utilities are treated as going concerns." In the
past month alone, three utilities have ceased to exist without incurring an
actual tax liability. This type of thing is not an unusual event.

This industry is not like the other industries and is not made up of

a homogenous group. The utilities within the industry are as different from

one another as the industry is from the other regulated monopolies.
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The primary recommendation requires utilities to "prove" that they are unable
to secure funds in order to gross-up. HWe believe this places an undue burden
on the utilities and creates unnecessary regulatory expense. The manner in
which this docket is structured requires gross~up monies to be held subject to
refund based upon a true-up. Utilities that gross-up and have a tax liability
have the money to pay it. Utilities that gross-up and do not have a tax
liability refund the money. Utilities that do not gross-up and do not have a
tax liability are unaffected. Utilities that do not'gross-up and have a tax
liability may recover the expense form their generaf body of rate payers.
This recovery is due to the investment that the utility has made in the tax
liability on the contributions received. This last method is appropriate
because of the CIAC requirements of the Commission. This Commission requires
utilities to have a given level of CIAC because the general body benefits from
it. The true "cost causer" is the Commission on behalf of the customers. It
follows from this that the general body of ratepayers should pay the tax
effect of the CIAC. In summary, we recommend that the Commission require the

utilities ¢to specifically choose whether to gross up CIAC or not based upon

their particular circumstances.
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ISSUE 2: How much of the taxes should the utilities be allowed to collect?

R MENDATION: The utilities should be allowed to collect all of the taxes
required to yield net after-tax CIAC equal to the stated level of CIAC
collected; that is, if the CIAC to be collected is $100,000, then the net
after tax CIAC should be the full $100,000. Fformulae are provided on
Attachment B. Utilities using different formulae should be required to
change, on a prospective basis, to these formulae. This is more restrictive

than present practice. (A. Causseaux)

STAFF ANALYSIS: Because staff is recommending that the gross-up option be

applied in limited circumstances, staff is of the opinion that the full
gross-up should be permitted. The utility that is unable to obtain funds for
the taxes related to the CIAC would be presumed to be unable to obtain funds
for even a portion of the total CIAC tax liability. The'ratepayer adversely
affected by the utility's obtaining funds from the financial market to pay all
of the tax would be presumed to be adversely affected by the utility obtaining
even a portion of the taxes.

The collection of CIAC will generally cause a tax liability at some
point fn time. It will either be in the year of receipt or a later year. If
there are losses, credits and other benefits in the year of receipt; these
will be consumed so they are not available to offset future taxable income
from operations. ®Because of this, future ratepayers may be required to pay
the taxes i1f the losses, credits and other benefits are allowed to benefit the

developers or individual ratepayers paying the CIAC. To avoid this problem,
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staff recommends th he developer or individual ratepayer pay the full tax

effect of his contribution. Because the payment will become a permanent part

of the utility's working capital and will be accounted for as such, it cannot

be used for the benefit of the shareholders or to meet operating expenses.

The payment should not be returned ¢o developer or individual ratepayer as the
T ————

contributed asset is depreciated on the utility's tax return. The payment

will usually reduce the taxes of the developer directly or through a tax loss

carryback or carryforward.

Tax savings, if any, due to enactment of the Tax Reform Act of 1986
should go to the general body of ratepayers. Initially, staff recommended
that these tax savings benefit the developers or individual ratepayers. Order
No. 16917, supra, reflects that position. Other excééses or deficiencies in
the allowed tax expense related to changes in revenues and expenses would be

addressed in earnings reviews or rate cases.

The cash paid by the utility in conformity with the provisions of the

Internal Revenue Code and the requirements of this Commission is not a utility

asset ysed and useful_ig_gggxigigg‘ffzziie. It is nonetheless an investment
made by the utility in the satisfaction of a liability. As such, it should

earn a return. The question then becomes from whom should the return be

collected f the related asset is in rate base, the return should come from

the general body of ratepayers. If the asset is accruing allowance for funds

prudently invested (AfPI) or an allowance for funds used during construction
(AFUDC), the return should come from those future customers who will pay the
AFPI or return on the AFUDC when ft fs included in rate base. If the asset is
earning a return through guaranteed revenue contracts, the return should be

paid by those paying the guaranteed revenues. However, the recommended

e ESLhabn‘ Kw;’
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DOCKET NO. 860184-PU

JUNE 23, 1988

(7420F)

accounting treatment would treat the investment in taxes as a capital
structure contra or an item affecting the calculation of working capital. It
does not contemplate treating this item in an unique manner or subjecting it
to used and wuseful considerations for simplicity sake. It is staff's
understanding, at this point in time, that the amount of the charges cannot be

traced to a specific asset nor can collections be traced to specific assets,

especially assets serving specific customers.

~23-
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DOCKET NO. 860184-PU
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(7420F)

REVISED DECEMBER 8, 1988

ISSUE 3: Should utilities, allowed to collect the taxes associated with the
receipt of CIAC, collect them subject to refund with interest in accordance
with Rule 25-30.360, Florida Administrative Code?

RECOMMENDATION: Yes, collections should be subject to refund with interest in

accordance with Rule 25-30.360, Florida Administrative Code, pending proof of
entitlement. This is in accordance with present practice. (A. Causseaux)

STAFF ANALYSIS: Because the alternative staff recommendation 1is that the

gross-up option to the utilities before proving their;need to do so, staff is
of the opinion that the protection supplied by thé‘ refund with interest

provision s required to protect the interest of the contributors under either

recommendation.

-24-
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DOCKET NO. 860184-PU

JUNE 23, 1988

(7420F)

ISSUE 4: How should utilities account for the taxes?

RECOMMENDATION: Utilities should account for the taxes in accordance with
Attachments C and D. Current formulae are predicated on straight line tax
depreciation. These provide for either straight 1line or rapid tax
depreciation and recognize the depreciation to be taken in the first year. A
present value formula is not recommended but is provided as an additional
alternative if this Commission desires that that option be available. These
formulae represent changes to present practice. (A. Causseaux).

STAFF _ANALYSIS: The schedules attached cover the situation where the utility
collects all of the tax and the situation where the utility collects none of
the tax. The resolution of several subissues is contained within staff’'s
recommendation: treatment of the contributed taxes, treatment of the taxes

that will be paid and returned, and treatment of tax depreciation. Staff has

assumed that contributed taxes will be treated as a subaccount of CIAC and a

portion will be amortized to cost of service, that taxes to be paid and
recovered through depreciation will be added to rate base (this is contrary to
staff's recommendation for Jacksonville Suburban Utilities where staff
recommended the debit balance deferred taxes offset credit balance deferred
taxes before being added to rate base), and that tax depreciation will not
affect the general body of ratepayers. #here an equity return is used in the
examples, it is the maximum return that can be calculated by use of the
leverage graph approved in Order No. 16975, Docket No. B860006-WS, issued

December 18, 1986 and later reaffirmed by this Commission.

-25-
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DOCKET NO. 860184-PU
JUNE 23, 1988
(7420F)
ISSUE S: How should this change in policy on the approval of collection of
taxes on contributions be implemented?
RECOMMENDATION: The utilities that have had tariffs approved to allow them to
collect the taxes on CIAC should be required to submit evidence to justify the
continued approval within 60 days of the effective date of the order. Each
utility's Justification will be evaluated by staff and brought to the
Commission for specific approval on an individual basis. (KWilliams)
STAFF ANALYSIS: Order No. 16971 allowed all of the water and sewer utilities
requlated by the Commission to elect to amend their service availability
policies to meet ¢the tax impact on CIAC. A further order directed each
utility that planned to use the optional_gross up to file revised tariffs. Yo
date, forty two utilities listed in the casé background of this
recommendation have had the gross up formula approved in their tariffs. In
order to implement the new, more restrictive policy recommended in issue 1,
each of the utilities that have the gross up formula approved in their tariffs
should be required to submit evidence to justify the continued approval to
collect the tax on CIAC. He believe that 60 days from the éffective date is
adequate time to allow the utilities to gather the evidence necessary to
justify the continued approval.

Once the data is received by the Commission, staff will evaluate the
data and bring a recommendation to the Commission on each utility on a case by
case basis since the circumstances for each utility will be different. The

questions of effective date and approval of the tariffs will be addressed for

each utility in staff's recommendafion for the agenda conference.

-26-
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REVISED DECEMBER 8, 1988

Florida Associated General Contractors Council
1363 East Lafayette Street
Tallahassee, FL 32301

Florida Contractors
1940 Buford Boulevard
Tallahassee, FL 32308

Florida Home Builders Association
201 Hest Park Avenue
Tallahassee, FL 32301

Florida Waterworks Association
c/o B. Kenneth Gatlin, Esq.
Gatlin, Woods, Carlison & Cowdery
1709-D Mahan Drive

Tallahassee, Florida 32308

Attachment A
Page 1 of 2

North Florida Associated Builders & Contractors, Incorporated

1230 North Adams
Yallahassee, FL 32303

Southeast Builders Conference, Incorporated
110 North Magnolia
Tallahassee, FL 32301

Lawson, McKWhirter, Grandoff & Reeves
201 E. Kennedy Boulevard

Suite 800 :

P. 0. Box 3350

Tampa, FL 33601

R.M.C. Rose, Esq.

Rose, Sundstrom & Bently
2544 Blafrstone Pines Orive
Tallahassee, Florida 32301

Pat Wiggins, Esquire
325 East Park Avenue
Tallahassee, FL 32301

Bruce W. Renard, Esquire

Messer, Vickers, Caparelio, French & Madsen Attorneys

215 South Monroe
Yallahassee, FL 32301
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Ray Avery

Midclay Service Corporation
767 Blanding Boulevard
Suite 106

Orange Park, FL 32065

Byron Traynor

Vice President - Finance

Thomas J. White Development Corporation
2500 Midport Road

Port St. Lucie, fL 34952
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GROSS-UP FORMULAS

ATTACHMENT B
PAGE 1 DF 1

I. CONTRIBUTED FLANT AND CASH CONVERTED INTO CONTRIRUTED FLANT

(CTR/1-CTR) ) (C-FYTD)

CTR is the combined federal and state corporate income
tax rate (SR+FR(1-SR))

SR is the state corporate income tax rate

FR is the federal corporate income tax rate

€C is the contributed plant or cash converted into con-
tributed assets

FYTD is the first year’s tax depreciation

II. LAND AND CASH NOT CONVERTED INTO PLANT

2007 declining balance depreciation ((C)(1/TP (2) (.5))

TL is the tax life of the contributed asset

1507 declining balance depreciation ((C) (1/TL) (1.5) (.5)

Straight line depreciation

(CTR/(1-CTR)) (D)

ALTERNATIVE:

NOTE: These formulas are not to be applied to:

i.

2.

ol
4.

PRESENT VALUE

connections received by S corporations,

proprietorships,
connection fees;

connect/disconnect/reconnect charges;
contributions received after December 31,

((CH)(1/TL) (.3)

sole

and partnerships;

1986, tao

which the legal right of receipt occurred in 1986
through the use of accrual accounting or the
doctrine of constructive receipt:

contributions that have become taxable because
the utility depreciated them for tax purposes
prior to January 1,
contributions taxable because the utility took
investment tax credits on them prior to

January 1, 1987;

or

1987;

contributions taxable because they were included

in rate base.
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FULL TAXES COLLECTED
YEAR 1

131.10 Cash
271.20 Contributed taxes
Yo record the receipt of contributed taxes.

409.10 fFederal income taxes, utility
operating income
40%9.11 State income tarxes, utility
operating income
236.10 Accrued income taxes, utility
operating income
To record the tax effect of CIAC.

271.21 Accumulated amortization of

contributed taxes ,
407.40 Amortization of contributed taxes
To remove the real increase in the tax effect
caused by the receipt of the contributed taxes.

190.10 Accumulated deferred federal income taxes
190.20 Accumulated deferred state income taxes
410.10 Deferred federal income taxes

410.11% Deferred state income taxes

To recognize the tax effect of future depreciation.

236.10 Accrued income taxes, utility
operating income

131.10 Cash

To record the payment of the tax liability.

ATTACHMENT C
PAGE 1 OF 6

58071

8488

. 21832

S0923

5294

S8071

58071

58071

21832

J0925
9293

SBO71i
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ATTACHMENT C
FAGE 2 OF 6
FULL TAXES COLLECTED
YERR 1

Entry A. has no etftfect on the general body of ratepayers. By recording

both the receipt of the cash and the source of the cash, the entry insure
that the cash has entered into the permanent working capital of the util:
Thie insures that the utility will not earn on the money it did not inves

Entry B records the actual effect of” the contributed taxes on the tax
status of the utility. If no other entries were made, this entry would
increase cost of service and reduce working capital. Neither effect

is acceptable. Yhe general body of ratepayers should not bear the

tax expense that has been met by a developer or individual ratepavyer.
Rate base has been reduced once because of the contributed taxes and
should not be reduced a second time.

Entry C increases rate base and decreases cost of service. This

entry is made because the tax expense and liability that occur as a
result of collecting the contributed taxes will not reverse through
depreciation or deduction. The expense and liability have been met by
either a developer or an individual ratepayer and so should not
aftfect the cost of service to the general body of ratepayers or the
woriking cepital calculation of the utility. This entry prevents

that from occuring by offsetting the appropriate portions of

Entries A& and E. .

This entry increases rate base and reduces cost of service. It insures
that the general body of ratepayers——-present and future--are not affected

by the receipt of the contributed taxes.
This entry may not occur in year one if there is no actuel payment

ta the IRS. It will occur at some future point. This entry might
be reflected as adjustments to intercompany receivables or payables.

19~
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FULL TAXES COLLECTED
YEAR 1

RATE BASE

Contributed taxes 4 -
Accumulated amortization of contributed taxes
Accumul ated deferred federal income taxes
Accumulated deferred state income taxes

RATE BASE

COST OF SERVICE

Federal income taxes, utility operating income
State income taxes, dtility operating income
Amortization of contributed taxes -
Deferred federal income taxes

Deferred state income taxes

NET OFPERATING INCOME

-20-
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FULL TAXES COLLECTED
YEAR 2

No entries in year two.

236.10 Accrued taxes, utility operating income

409.10 Federal income taxes, utility operating
income

409.11 State income taxes, utility operating
income

Yo record the actual tax return effect of the second
vear’s depreciation.

No entries in year two.

411.10 Provision for deferred income taxes - credit,
utility operating income

190.10 Accumul ated deterred federal income
taxes
190. 20 Accumulated deferred state income taxes

ATTACHMENT £
FARGE 4 OF &

To record the effect of the second year’s depreciation.

131,10 Cash on hand
236.10 Accrued taxes, utility operating
income
To record receipt of refund.

2717 -
2319
297
2717
2319
397
2717
2717

NOTE: Entries in years 7-21 will be to the same accounts. The amounts
will differ as the tax depreciation chanaes from year-to-vear
if an accelerated methad of tax depreciation is used. There will
be no entries after the last year in which depreciation is taken

on the tax return.

-21-



C.

D.

FULL TAXES COLLECTED

YEAR 2

There is no furthur receipt due to fhe year one contributions.

Yherefore, there is no additional entry to these accounts.

ATTACHMENT C
PAGE S OF 6

This entry decreases cost of service and increases working capital

because it records the actual tax return effect of the
Because neither

the utility nor the general body of ratepayers have paid for the
assets, neither should benefit or be harmed by the

depreciation taken on the contributed assets.

depreciation of the assets on the tax return.
entries are required to offset this effect.

Therefore,

No furthur amortization occurs to contributed taxes.
necessary so that the general body of ratepayers will not pay a
return on the contributed portion of working capital.
ensures that the utility can not earn on the contributed working
capital and that the contributed working capital can not be used
for the payment of dividends or operating expenses.

additional

This is

This

This entry decreases cost of service and increases working capital.
It is required in order to completely offset Entry B.

This entry will probably not actually occur.

However,

its effect

will be actually reflected in the amount of taxes paid or the
It is this entry-—or the lack of

this entry--that can result in an actual increase of tax liability
because of loss carryback and carryforward provisions

changes in intercompany accounts.

conditions.

-22-
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ATTACHMENT C
FAGE 6 OF &

FULL TAXES CBLLECTED

YEAR 2

RATE BASE -
Contributed taxes . =9B071 )
Accumul ated amortization of contributed taxes 24569
Accumulated deferred federal income taxes 28506
Accumul ated deferred state income taxes 4897 i

RATE BASE —ﬂ————z_x
€COST OF SERVICE
Federal income taxes, utility operating income =-2Zi9
State income taxes, utility cperating income =397
Amortization of contributed taxes 0
Deferred federal income taxes 2719 '
Deferred state income tases 397

NET OFERATING INCOME 0_

¥ Rounding T

-23-
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- ATTACHMENT D
PAGE 1 OF 6

NO TAXES COLLECTED

YEAR 1
131.10 Cash on hand 36219
201.0Q0 Common stock 36219
To record issuance of stock and receipt of
cash.
4Q09.10 federal income taxes, utility
aoperating income S0923
409.11 State income taxes, utility
operating income 5294
236.10 Accrued taxes, utility
operating income . 36219
To record actual tax return effect of
collecting CIAC,
No. entries.
190.10 Accumul ated deferred federal income
' taxes J0VF2S
190.20 Accumul ated deferred state income
taxes S294
- 410,10 . Deferred federal income taxes 30295
410.11 Deferred state income taxes 5294
To record future tax benefit of depreciation
to be taken on CTIAC on the tax return
236.10 Accrued taxes, utility
operating incame 36219
131.10 Cash on hand 36219

To record payment of tax liability.

-2 =
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ATTACHMENT D
FAGE 2 OF 6

NOQ TAXES COLLECTED
YEAR 1

This entry might as easily be completed with a credit to
account number:

1. 133.00 Temporary cash investments,
‘2. 221.00 Eonds, )
I. 223.00 Advances from associated companies,
4. 23T2.00 Notes,
S. 233.00 Accounts payable to associated commarn:ec,
6. 234.00 Notes payable to associated companies.

It might be completed by credits to several of the sources.
The entry might not total the entire amount of the increase
in the tax liability because there would be enough cash oos
to cover all or part of the tax liability. It might not she
until a later year because of the tax position of the utili
In this case, it has peen made to equity so that a "worst-c..._

example can be given.

This entry records the actual effect on the tax position cf the
utility caused by the receipt of the CIAC.

The initial cost to the developer or individual ratepayer 1.
reduced. Hawever, the general body of ratepayers will pay
return on the unrecovered balance of the utility®s investme
That return will be less than the return that they would ha 2
paid if the developer or individual ratepayer had not made
the contribution. In vear one, using & year end rate base.
the investment would be $98,750 without CIAC. With CIAC

and no contribution of taxes, the investment would be $3I6,21°.
That assumes a 20-year tax life with 1507 declining balance
depreciation and a combined tax rate of 37.63%. 1€ there

had been no CIAC, there would also have been a return of
investment paid by the general body of ratepayers.

Early drafts of the report being prepared by the Division
of Research, have indicated that investor sources of funds
should be retired with TIAC collected as repayments of pricr

utility investment.

No entries are required because no taxes were contributed.

This entry offsets Entry & in its entirety. I€ this entry '«
not made, the utility recieves its investment back from the
general body of ratepayers in year 1| and from the IRS over "
tax life of the asset. This entry ensures that that does nd.
happen. The general body of ratepayers does not pay the N
depreciation expense and so should not receive the tax benerit
from it.

This entry records the payment of the tax. TYhe same commente

P

that were made on Entry E previously apply.

= b RCN-T
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- ATTACHMENT D
FAGE = OF 6 -

NO TAXES COLLECTED

YEAR 1

RATE &BASE | )
Accumul ated deferred federal income taxes 30295
Accumul ated deferred state income taxes o294

RATE BASE f--g;;;;-
~ ==s=sz====
COST OF CAPITAL
Common stock 63219 100.007Z 14.25% 0.1425

TOTAL 63219 100.00% -—;?;;;;—

e e s S o e o o S St S e S S e — e e m—y ——— ——
_——_EEsEsm=s=

CAasST OF SERVICE

Revenue 0 810 8130
Federal income taxes, utility '

operating income 30295 2612 32907
State income taxes, utility

operating income s 5294 447 5741
Deferred federal income taxes -30295 o -3029S5

Deferred state income taxes -5294 0] -5294
NET OPERATING INCOME o S071 S071
===========================
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ATTACHMENT D
FAGE 4 OF &

NO TAXES COLLECTED

YEAR 2
No entries in year two.
236.10 Accrued taxes, utility operating income 2717
409.10 Federal income taxes, utility operating
income 2319
R09.11 State income taxes, utility operating i
income 397
Yo record the actual tax return effect of the second
vear s depreciation.
No entries in year two.
411.10 Frovision for deferred income taxes - credit,
utility operating income 2717
190.10 fccumul ated deferred federal income
taxes 2319
190. 20 Accumul ated deferred state income taxes 397
To record the effect of the second year’s depreciation.
131.10 Cash on hand 2717 .
236.10 Accrued taxes, utility operating
income 2717
To record receipt of refund.
NOTE: Entries in years 3-21 will be to the same accounts. The amounts

will differ as the tax depreciation changes from year—to-year
if an accelerated method of tax depreciation is used. There will
be no entries after the last year in which depreciation is taken

on the tax return.

-27-
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ATTACHMENT D
FAGE S OF 6

There is no receipt due to year one contributions.

This entry decrease cost of service and increases working capital ~
because it records the actual tax return effect of the

depreciation taken on the contributed assets. Because neither

the utility nor the general body of ratepayers have paid for the
assets, neither should benefit or be harmed by the

depreciation of the assets on the tax return. Therefore, additional
entries are required to offset this effect.

No entry requicred.

This entry decreases cost of service and increases working capital.
It is required in order to completely offset Entry B. SReturn of
capital is from the IRS because of depreciation taken on the tax return.

This entry will probably not actually occur. However, its effect
will be actually reflected in the amount of taxes paid or the
changes in intercompany accounts. It is this entry--or the lack of
this entry—-—that can result in an actual increase of tax liability
because of loss carryback and carryforward provisions and other

conditions.
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ATTACHMENT D
FAGE & OF &

NO TARXES COLLECTED

YEAR 2

KRATE BASE
Cash 2717 %
Accumulated deferred federal income taxes 27976 i
Accumul ated deferred state income taxes 4897

RATE BASE ; IES90 XX
LCOST OF CArPITAL
Common stock 39590 xx 1007% 14.25% 14.25%

TOTAL 35590 ¥x  100% 14.25%
COST OF SERVICE .
Revenue 0 8122 8132
Federal income taxes, utility
operating income -2319 261Z 294
State income taxes, utility
operating income . -397 447 S0
Provision for deferred income taxes-—
credit, utility operating income 2717 (0] 2717

NET OFPERATING INCOME 1kx S072 SO073xx

ey Y T T T T T 1T 1 T T
1 2 L = _—==

XIf the recommendation made in early drafts of the report from
the Research Division was followed, this would be used to reduce
the common equity. That would have the efifect of reducing revenue

requirements.
"« ¥kThe $1 increase over year 1 is due to rounding.

¥sxRounding.
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10:62 FOSE, SIUNDETROM & EENTLEY Cos

BEFCRE THE FLCRICA PUBLIC LERVICE CUMMISSIUN

In Re: Request by FLORIDA WATERWORKS )
ASSOCIATION for invesrigation of )
proposed repes) of Section lia{u), ) ORDER MNO, 21266
Internal Revenue Code (Conttidutiong= )
)
)

ineaid-of-Construnrion) ISSUED: $~22-89

The fallowing Commissicners participated in the dispcsition

of this inat:ter:

MICHAEL McK. WILZOW, CHAIRMAN
THOMAS M. BEARD
BETTY EASLEY
GERALD L. GUNTER
JOEN T, HERNDON

NOTICE OF PROPQSED AGENCY ACTION

QRDER ESTABLISHING GUIDELINEY
RECARDING COLﬁECTIQN QF TAXES
QN CONTRIBUT:ONS=-IN-AID-OF-CONSTRUCTION

B¢ THE COMMISSION:

NOT:CE 1S HEREDY GIVEN by ¢the Florida pPublie Service
Commigsicn that the acticns discussed herein are prelilminary in
nacure 3nd will become final unlegss 2 perzon whosa interests
are substancially affected files s patition fcr & formal

ptoceeding pursuant to Rule 2%-22.029, Florida Administrative
Code,

BACKGROUND

On Fabruary 13, 1586, the rlorida waterworks Association
requested that we investigate & proposed repe3al of Section
118(k), Intarnal Revenue Code, under which certain
contributions to the ceapital of e corporation were excluded
from gross income. Section 118(b), Internal Revenue Code, was,
ultimately, rtepedied by the Federal Tax Reform Act of 1986
(Act) and, effective Janusty L1, 1987, contsibutions-in-sid-of-
constructicn (CIAC) ePkecame includable in e utility's gross
income. Also under the Act, contributed assats became
depreciable for fedaral tax purposes.

Prior to the effecliveness ©Of the Act, the general
perception by the water and Sewar industry was that the
inclusion of CIAC in gross income would cause cettain gtilities
to experience cash flow problems. Therefore, on Decembec 14,
1986, we issued Order No. 16971 on an emergency Lasis to allow
corporate water and sewer utilities to aqlect whether to

"gross-up® CIAC in order tc meet the %ax impact. Thus far,
only forty-four water and/or sewer utilities have elected to
qross-ug. No electric utilities nave elected to gQross-up,

although several qgas utilities have expressed 4n interest in
the gross-up. The -repeal of Section 118(b) did not affect

telecommynications utilitias, B‘wbrx* ﬂN’s
Page. | o€ S
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Since Order No. 16371 was igcaued on on expedited, wmeigency
B3zis, we instructed the scaff of this Commissicn to continue
to investigete the necessity #ng oppropriateness oOf the
gross=-up.

CIAL AS GROSS INCOME

ClAC can be in the form of property or cash. Generally,
property CIAC includes water distribution end s-wage ollection
systems which are donated to a utility. P:poercy ClAC 13
ugyally donated by devetepe:s and it is assuied tHat these
€osts ere either included in the purchase piies of a lot or
home, cxpensed on the developer's tox return, ©¢ Luth. Either
way, thesc co3ts arae ultimately borne by the home buypr. Cash
CIAC iz gencrally collecrad to reimburse investmenti in wxisting
plant o5r to defray tha costs of present of futyre plcnt
¢xpangion, Although it ig net uncommon for dev$1opu:4 to make
c3zh contributiona, easn CIAC is typically collectud from
individual customers,

Coliection of CIAC without GroEg-up

The inclusion of CIAC in a utility's qross income may have
a savere impsct on a utility's tax 1i3bility during the year of
¢ollection, which, if the utility dces not dalso c¢ollect the
taxey on the CIAC, may result {n & Qésh fluw ptpblem.‘ This is
especislly tius if the CIAC collected ls propefty, since with
cash CIAC, the utility could at least use some of the cash
collecied Lo  tgot the tax  liapility, owevey, Ssince
contrltuLEd_.p£0v=Aty is now depceciable, the ueiltey  will

Jrarely experience. _any. cctuaL_}nc ease in_ taxes over the 1long
. Ian. The cash flow problem Tesults because the <full tax
liability occurs in the year in which the gontriBution is
recerved and i3 recovered over Lhe life Of thu 4sset through

depreciation.

Collecsion of CIAC With Gross-Up

1f£, in addition to CIAC, a utility gollec'; the taxes on
Lthat CTAC, it will subject itself to & real increase {n 1¢ts tax
liability or decrcease in it3s tax loss, This cccur‘n because
contrituzed taxes becoma ¢gross 1income and are, therefore,
subject to beinyg taxed,. In &udit:un. the ‘amoun of the
gryssed-up CIAC charge iney Le e€nough to plece 'a ucxiity at @
competitive disadvantage with utilities which Q¢ not qross-up.
A dJdevelupes may, therefQre, chooses tg eithe ‘ conngcrt to a4
utilaty which does not grouss-up of find some ocnyn way to evoid
the gross-up, such as ingtelling sepcic tankis, in order to save

itsulf o considerable amount Of money. In d4ddition, as with
CYIEC, it is rceascneble to 4ssumé that, regézdlesy ol the
immediate soutce of the CIAC and the taxes, ne cdst3 will

ultimately be borne by the home bDuyec. Adding the grpss-up to
the cost of & home may be enough fo Jdisvouteye an individual

purchaser.,
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RETENTION OF OPTIONAL GROSS-UP

In zpito of the problems associated w~ith the JroEs-up, we
find it spprepriote to retein the gruss~up as e limiced
epticn., In addition, we find it sppropiiate to -requile._any

,ﬁiil*tY LhoE WiohRes to gress-vp, whether w¢ nut it iy currently
auehorized’ “tc ‘gtoss-up, 'O file a creguest E°F authority te
g:osd-up Each such request shall demonstrate the exigstence of

2n_actusl tax_.t)blAlty Te3UTETRg from the utiliky's cpliection

Bf CIAGC. "In additicn, each such request shall demonstiate that
the usility's existing cash flow i3 inadequatm o meeq the taz
flasilisy resulting feem™ 1¥s colleéction of CIAC. Finally, each

cuch request should  include o stactement  of gross~-up
alternatives ccns.!ored "snd {_Lertlfxgatxon :ha: tht qcoss-yup

Ts the moar ¢od% etffective altefnative, a calculﬁclon of

ing crest coversge Dot with and wWithout utxlxzzhg the gross-up

({net in¢oma « current Qros3 interest + Lotal takes - Pllouance
for funds used Jduring construction)/current gross interest) and

revised tariff pagas,

AMDUNT OF CROSS-UP

I£f a utsility meets the ¢Criteiia described above to qualify
for the gross-up, we believe that it 1s reasponagle to assume
that the utility would f£fin@ it ditficult ¢to ¢covet even a
por-ion of its CIAC tax liakhility. Accordingly, we find it
apprcpriacze to retsin the full gross-up formula in all such
cases, in order to allow Lhe wtility to remajin wnQle. For
ucilities that have not previously had an appfoved Qross-up,
the gplienadl gruss-up shall be effactive for CIlAC coliectea on
or sfier the stoamped approval dete oun the ross-yp tarifre
pages. The *tdi1iff pages will be approved updn verffication
that the utility qualifies for the gross-up 48 spedified in
this Order. Any utility thar currently has the gr s-up in
place may «continue Lo ¢ollect the gross-up, . pendi their
filing and our approval of a regquest for the q:osp-up. 3y
described sbove, which snhail include revised tariff pages. The
revised gross-up taciff pages will be gproved upon
varification that the utlility gualifies for the grdss-up 3s
spacified in this Order,

Prior to it5 implementation of the gross- up . cach utxllty
shall submit a propesed eoscrow agreement for tﬁws Comnission's

approvel, The 3gross-up amounts shasll be placec 1n an interestc
Bearing c5crow account, subject to refund, pendiny ¢ Sgue-up in
/ the year foullowing collection,

In congideration of the foregoing, ic ly

ORDERED by the PFlovide Public Service Commission that the
provisions of this Order are¢ lssued o3 proposeqd agengy acction
and will beceme final unless an appiupitiate pecition is filea
with che Director, Duvision 2f Records and Repotting, UL East
Gaines sStreet, Tallehassee, Florida 32300-085u; By ¢gne cClose
of business on June 12, 198%. % is fucther

ORDERED that the opgptional gruss-up of £IAC shall pe
retained, subject to certain modifications, as set forth in the

Lody vl Lhiy Oider. It {8 further
exhbit- 20143
page 5
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ORDERED that each utility that wishex 0 utilize the
gross-up, whether or not It is Luax'ntky duthorizeg o
gress-up, shall flle o request for authurity Rto gress-up no
lataer than :xx:y (60) days (olluwing the effectiva date of this
Order. It is fucther

. ORNERED that each request t=o gross-up shall inglude che
information set forth in the body of this Order. It is further

CRDERED that all collections of CIAC gross-up amounts shall
be placed in 8 Commizsiocn spproved escrow account helfl sudject
to refynd, with interest, in dgccordance with Rule 25-30.360,
Flor:da Adminiseracive Coda. It is furthel

ORDERED that, prior to aany utillty's implemé¢ntatign of the
gross-up, it shall submiet a proposed e3crow’' agre@ment and
@ither original or revised gross-up tarif? pages. TBe ¢tariff
psges =2hall be apgroved upon verlfication chdc thd utility
qualifies for the gross-up as set forth in theée body ot this
Order. It is further

ORDERED that, after June 12, 1989, this Commisgion will
igsue either an order indicating that the provisicens of this
Order have beccme final or a rotice of further proceedings.

By ORDCR of Lhe Florida Public Service Commission

this _22ad day of MAY

STEVE TRIBBLE, tector

OIVISION OF RECORDS AND REPORTING
(S EAL)
RJP

HOTICE OF FURTHER PROCEEDINGS OR _SUDICIAL RE‘/I.:ﬁ

The Florida Pyblic Sarvice Commission {4 teqyired by
Section 120.59(4), Florida Statutes, to nctify oarties of any
administrative hearing or judicial review of Commissian orders
that {5 available under Sactions 120.97 or 120.68, FElorida
Gestutes, as well as the procedures and tim limits that
apply. This notice should not be construed to hean all
requests for an administrative hearing ot judicial raview will
pe granted or result in the relief sgught,

The action proposed herein is preliminary . in nature and
will not beccme effective or final, except as provided by Rule
~22.029, Florida Administrative C(sde. Any ! pers whose
substantial interests are affecred by the actzon pr posed by
this order may file a petition far a formal proceeding, as
provided by Rule 2%-22.029(4), Florida Administzacive Code, 1in
the form provided by Rule 29-22.036(7)(a) and (f), Florida

exhib.4 RCM-8
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Administrative Code. This petition must bLe (eceived Dy ne
Dircctor, Divisien of Records and Reporting at his office ag
101 Esst Gaines Street, Tallahassee, Florida 323994-0870, by cthe
close of business on June 12, 1989, In tne aps€nce Of suUch 3
petition, this order shall becowe effective Juna 13, 1lYgy as
provided bty Rule 25-22,029(6), Fluiida Administrative Cpde, ang
as reflected in a eudbscquent order,

Any objection or protest filed in this docket befgre the
igeuanco date of this order i3 ¢onildered abandoned unless it
eacicsfiaos tha foregeing conditions and is tenewed within the
specificd protear peried.

rf «his order becomes final angd effective on June 13, 1989,
any psrhy oadverszely sffecrte. may (equest judicial review By the
Florids CEupreme Court in the <¢ase of an eleceric, gas or
telephene utility or By the First District Court 0f Agpeal in
the caze ¢4 8 water or gewer ublility by filing a notice of
sppeal with thc Director, Division of Recvvids and‘ieporginq ana
filing 2 copy »f the notice of appeal and tha filing fiee with
the appropriate court. This filing must be ccmpleted within
thirey (30) days of the eifective date of rthis cfder, gursuant
to Rule 9.110, Flerida Rules of Aprellate Précedurt. The
notice of osppeal must be in the form specified in Rule
9.900(a), Florida Xules of Appellate Procedure,

€5x141k744' ‘lCJ\I_ES
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

DOCKET NO. 860184-PU
ORDER NO. 23541
ISSUED: 10-1-90

In re: Request by FLORIDA WATERWORKS
ASSOCIATION for investigation of
proposed repeal of Section 118(b),
Internal Revenue Code [Contributions-
in-aid-of-construction]

The following Commmss;oners participated in the disposition of
this matter:

MICHAEL McK. WILSON, Chairman
BETTY EASLEY
GERALD L. GUNTER

APPEARANCES: B. KENNETH GATLIN, Esquire, Gatlin, Woods, Carlson
& Cowdery, 1709-D Mahan Drive, Tallahassee, Florida
32308

On behalf of the Florida Waterworks Association

ROBERT M. C. ROSE, Esqguire, Rose, Sundstrom &
Bentley, 2548 Blair Stone Pines Drive, Tallahassee,
Florida 32301

Oon _behalf of Aloha Utilities, Inc., Canal
Utilities, Inc., Clay Utility Company, Eagle Ridge
Utilities, Inc., El Aqua Corporation, and Martin
Downs Utilities, Inc.

F. MARSHALL DETERDING, Esgquire, Rose, Sunstrom &
Bentley, 2548 Blair Stone Pines Drive, Tallahassee,
Florida 32301

On__Behalf of Alafaya Utilities, Inc., Alcha
Utilities, Inc., Canal Utilities, Inc., Clay
Utility Compan Eagle Ridge Utilities, Inc., F1

Agua Corporation, Kingsley Service Company, Lehigh

Utilities, Inc., Martin Downs Utilities, Inc.,

Neighborhood Utilities, Inc., North Fort Mvers

Utility, Inc., Rolling Oaks Utilities, Inc, Roval
Utility Company, and Southside Utilities, Inc.

PATRICK K. WIGGINS, Esquire, Wiggins & Villacorta,
P. A., 501 East Tennessee Street, P. 0. Drawer
1657, Tallahassee, Florida 32302

on behalf of Southwest Florida Capital Corporation
and the Florida Home Builders Association
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ROBERT J. PIERSON, Esquire, Florida Public Service
Commission, 101 East Gaines Street, Tallahassee,
Florida 32399-0863

On behalf of the Commission Staff

PRENTICE P. PRUITT, Esquire, Florida Public Service
Commission, 101 East Gaines Street, Tallahassee,
Florida 32399-0862

Counsel to the Commission

ORDER AUTHORIZING CONTINUED USE OF THE GROSS-UP
OF CONTRIBUTIONS-IN-ATD-OF-CONSTRUCTION,
SUBJECT TO PRIQOR COMMISSION APPROVAL,
PRESCRIBING ACCOUNTING AND REGULATORY

TREATMENTS FOR THE GROSS-UP, AND REQUIRING
REFUNDS OF CERTAIN GROSS~-UP AMOUNTS COLLECTED

BY THE COMMISSION:
CASE BACKGROUND

On February 13, 1986, the Florida Waterworks Association
(FWWA) requested that we investigate a proposed repeal of Section
118(b), Internal Revenue Code (I.R.C.), under which certain
contributions to the capital of a corporation were excludable from
gross income. Ultimately, Section 118(b), I.R.C., was repealed by
the Tax Reform Act of 1986 (ACT) and, effective January 1, 1987,
contributions-in-aid-of-construction (CIAC) became both gross
income and depreciable for federal tax purposes.

By Order No. 16971, issued December 18, 1986, on an emergency
basis, this Commission authorized corporate utilities subject to
our jurisdiction to amend their service availability policies to
gross-up CIAC in order to meet the tax impact resulting from the
inclusion of CIAC as gross income. Since then, 44 water and/or
wastewater utilities have elected to implement that gross-up. Of
these, only 37 remain subject to our jurisdiction.

By Order No. 21266, issued May 22, 1989, this Commission
proposed to establish certain guidelines to control the collection

exhubi + R4
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of the gross-up. On June 12, 1989, Order No. 21266 was protested
by FWWA and 14 water/wastewater utilities.

On June 13, 1989, South Florida Capital Corporation (SFcCC),
under the misnomer of Florida Home Development Corporation,
purported to file a petition protest to Order No. 21266. The
protest was, however, untimely; accordingly, we treated it as a
petition to intervene and granted SFCC intervenor status by Order
No. 21921, issued September 19, 1989. Oon April 5, 1990, the
Florida Home Builders Association (FHBA) petitioned to intervene in
this proceeding. Its petition was granted by Order No. 22859,
issued April 26, 1990.

By Order No. 21436, issued June 26, 1989, we also proposed to
require a number of utilities to refund amounts of the gross-up
collected or make adjustments to their depreciation reserves. On
or about July 17, 1989, Order No. 21436 was protested by six water/
wastewater utilities. A

Based upon the protests of Orders Nos. 21266 and 21436, we
conducted a hearing on April 27, 1990. We were not able to
complete all of the testimony on that date, however, and the
hearing was, accordingly, continued on April 30, 1990.

FINDINGS OF FPACT, LAW, AND POLICY

Having heard the evidence presented at hearing, and having
reviewed the briefs of the parties and the recommendations of
staff, we enter our findings of fact, law, and policy as follows.

RETENTION OF GROSS-UP
Purpose of Gross-up

Some of the Petitioners expressed concern that there is
language in Order No. 21266 that implies that Order No. 16971,
which originally authorized the gross-up, was issued solely for the
purpose of alleviating cash flow problems. Although Order No.
21266 has been protested and is, therefore, a legal nullity, we
note that neither FWWA's original petition nor Order No. 16971
specifically mention s a consideration. Order No. 16971
merely discusses the change in Section 118(b), I.R.C., FWWA's
proposal, and our modifications to its proposal. It does not state
that the gross-up was allowed solely for the purpose of alleviating

63Xh4br+ RK}J'Q
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cash flow problems nor, for that matter, any other reason.
Although we believe that cash flow is a consideration in the
overall gross-up picture, it is only one of many.

Avoidance of Taxes on CIAC

The first question that should be addressed is whether there
is any way for utilities to avoid taxes on CIAC. The IRS issued
Notice 87-82 to provide guidance to taxpayers regarding the
application of the tax accounting rules related to CIAC. Notice
87-82 states, in part, that "a transaction will be treated as CIAC
if such treatment is in accordance with the substance of Lhe

fransaction, regardless of the form in which such transaction is
conducted". —

Witness Elliott testified that, since the IRS generally
considers any contribution of funds received by a utility related
to its future provision of service to be CIAC, it.is clear that if
the transaction is CIAC in substance, it will be treated as CIAC
for tax purposes. Witnesses Elliott and Martin also testified that
they and other experts in the areas of taxation, utility law, and
accounting had made diligent searches to determine whether there
are any methods of avoidance of taxation on CIAC. Witness Martin's
conclusion was that the Tax Reform Act of 1986 closed all loopholes
to exempt CIAC from taxable income and that only new legislation
from Congress could alter that position. Witness Elliott testified
that he was not aware of any methods of avoiding the taxation of

CIAC. However, he did not preclude the possibility of such a
method.

Witness Causseaux testified that General Development
Utilities, Inc. (GDU) had managed to avoid taxes on CIAC. However,
she admitted that GDU's method was quite complicated, and that it
probably would not be within the reach of those utilities that are
most in need of the gross-up.

Although GDU's plan probably would not be within the reach of
those utilities who would be most in need of the gross-up, it does
indicate that there are ways to avoid taxes on CIAC. Accordingly,
we hereby encourage the water and wastewater industry to continue
to search for viable methods.

exubi+ KCN-4
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Who Should Bear the Burden?

If the taxation of CIAC is not generally avoidable, the next
question is who should be responsible for the taxes? 1In their
brief, SFCC and FHBA argue that the utility (i.e., the general body
of ratepayers) should be responsible for paying the taxes
irrespective of the source of income. They argue that to do
otherwise would misidentify the contributor as the cost causer.

Witnesses Elliott and Nixon believe that the contributor is

the cost causer. However, under cross-examination, Mr. Elliott
agreed that measuring the extent to which any contributor is the
cost causer is a very subjective determination. Mr. Elliott

further stated that the decision whether to collect the taxes from
the contributor should be up to each utility, based upon its
particular facts and circumstances.

Witness Nixon testified that, if utilities do not gross-up,
their payment of taxes on CIAC will, eventually, result in
increased revenue requirements. Witnesses Martin, Elliott and
Causseaux agreed. Witnesses Martin and Nixon testified that the
required revenue increases may be significant, especially in high
growth areas. Mr. Nixon also testified that utilities maklng
regular and significant investments in taxes on CIAC may require
regular and significant rate relief. He also argued that, due to
"regulatory lag", a utility may never be able to actually earn its
authorized rate of return.

Under cross-examination, however, Witness Nixon admitted that,
dependlng upon a utility's partlcular c1rcumstances, its 1nvestment
in taxes on CIAC could result in either no increase or a very
minimal increase in rates. Witness Causseaux also testified that
a utility with prior tax losses may use them to offset current
taxable income. It might, therefore, not feel the impact of the
tax on CIAC for years.

We agree that high growth could result in increased revenue
requirements. However, such growth would probably cause the
utility to file a rate increase anyway, due to factors such as
increased rate base and operating and maintenance expenses.
Accordingly, we do not believe that this particular piece of the
regulatory puzzle should be viewed in isolation. We believe that
all of the facts and circumstances of the utility should go into
determining who should bear the responsibility of paying the tax

vt R4
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impact of CIAC. Depending upon its particular facts and
circumstances, it may be appropriate for the utility to collect the
taxes from the contributor or invest in them itself.

Debt Financing for CIAC Taxes

If a utility pays the taxes associated with CIAC itself, it
must obtain the cash to pay those taxes. Witnesses Martin, Nixon,
and O'Steen testified that it would be difficult to obtain debt
financing for the tax liability associated with the receipt of
CIAC. Witness O'Steen argued that it is not a sound practice to
finance a tax paid annually over a longer period of time. In fact,
he argued that it may not even be possible due to the inability to
collateralize such loans and the fact that the period during which
the utility would recover the taxes through depreciation would be
much longer than the term of the loan.

Witness O'Steen also testified that, over the long-run,
investing in taxes can "damage the soundness of a utility's capital
structure, thereby making it much more difficult for a utility to
obtain needed funds for plant construction, renovation, and major
maintenance when those funds are needed." He believes that, as
utilities borrow more and more to pay such taxes, they will appear
more risky to lenders, which will further restrict the availability
of funds, and make those funds that are available more costly.
Upon cross-examination, however, Witness O'Steen agreed that
lenders place great reliance on cash flow projections.

Witness Nixon testified that most of the companies he deals
with generally provide for plant expansion through debt. He argued
that anything that would decrease a utility's ability to borrow
funds jeopardizes its ability to serve its customers.

Witness Martin argued that the water and wastewater industry
is already highly leveraged, and he expressed concern over these
utilities increasing their levels of debt. He was also concerned
whether funds would be available with reasonable terms and cost
rates for the payment of taxes or for other purposes. He expressed
particular concern about utilities that are experiencing
significant growth and would have to make substantial investment in
taxes every year. On cross-examination, however, Witness Martin
agreed that a well-managed utility should be able to foresee and
plan for such growth and increased taxes. He also agreed that a
utility can petition for increased rates to improve its debt

Exhubit R4
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service capability or for the gross-up if it foresees substantial
growth coming.

Finally, we note that utilities do not always borrow funds for
specific purposes. For instance, a company can often secure a line
of credit by merely demonstrating a cash flow and paying a small
fee or percentage at the front end. These funds can be used to
finance anything from plant expansion to operating expenses,
including the payment of taxes.

Based upon the evidence of record and the discussion above, we
find that debt financing may be available for the payment of taxes
related to CIAC. However, we also find that a utility's payment of
taxes on CIAC may lessen its cash flow, which may, in turn, impair
its ability to borrow funds for the payment of taxes or for other
purposes.

t

Use of Cash CIAC to Pay Taxes N

In her testimony, Witness Causseaux suggested that a utility
in a strong cash position could use a portion of the cash CIAC to
pay the taxes associated with the receipt of CIAC. However, she
also stated that using cash CIAC for such a purpose will mean that
there is less cash available for current or future construction or
to repay the utility for its past investment in plant.

Witness Nixon testified that it would be imprudent for most
utilities to use cash CIAC to meet their tax liabilities. He also
stated that it defeats the very purpose for collecting CIAC, under
general regulatory theory, because CIAC is primarily a financing
vehicle used to construct new plant or repay debt or equity
invested to construct plant. In his opinion, it should be used
only for the above-mentioned purposes since CIAC must be deducted
from rate base, which reduces the return available for funding debt
or equity costs.

Witness Nixon also testified that many utilities' 1loan
agreements regquire them to assign or pledge cash CIAC to service
debt and, for that reason, cash CIAC is unavailable to meet the tax
liability. Witness Deterding expressed many of the same concerns
in his testimony.

Based upon the evidence of record, we find that a utility can

use cash CIAC for any purpose that it deems appropriate. However,
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this may mean that the cash will not be available for its intended
use. Further, in a rate proceeding, all CIAC will be considered in
the reduction of the utility's rate base.

Cash Versus Property CIAC

In Order No. 21266, we made the assertjon that property CIAC
was typically collected fraom developers, while cash CIAC was

typically collected from individuals. In his testimony, Witness
Nixon stated that cash CIAC is generally paid by developers and
homebuilders. He stated that cash CIAC is less often collected
directly from individual homebuyers.

Mr. Nixon also prepared an exhibit to demonstrate that the
donation of cash CIAC varies between utilities. According to Mr.
Nixon's exhibit, during 1987, Rolling Oaks Utilities, Inc. received
$327,324 in cash contributions from individual hgmeowners and no
cash from developers. Clay Utility Company, on - -the other hang,
received no cash from individual homeowners and $886,745 in cash
from developers. This same situation can be observed between other
utilities during 1988.

In her testimony, Witness Causseaux stated that she had no
knowledge of any utilities that typically collected cash CIAC from
individuals as opposed to developers.

Based upon the evidence of record, we find that a utility's
collection of CIAC can vary between cash and property depending
upon that utility's particular facts and circumstances.

Gross-up cause Competitive Disadvantage?

This issue addresses whether implementing the gross-up of CIAC
may place a utility at a competitive disadvantage with utilities
that do not gross-up, or convince developers to utilize septic
tanks instead of connecting to the utility's system. During the
hearing, Jacksonville Suburban Utility Corporation was the only
conpany specifically mentioned that chose not to gross-up because
of competitive pressures.

Witness Nixon testified that he was not aware of any case in
which a utility had chosen to gross-up but was later forced to stop
due to competitive pressures. However, during cross examination,

E?f}ht)rk QLJQ“CI
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he did admit that competition was one reason that he did not urge
a mandatory gross-up.

Witness Elliott, on the other hand, testified that the water
and wastewater industry in Florida is subject to competitive
pressures due to the large number of both municipal and investor-
owned water and wastewater utilities. He also stated that a
significant difference in rates or CIAC charges can cause growth to
shift into a lower-cost utility's service areas.

As for the suggestion that the gross-up may force developers
to begin utilizing septic tanks, Witness Causseaux stated that she
had no personal Xknowledge of any utilities that have had a
developer switch to use of septic tanks because of gross-up costs.
Although SFCC and FHBA stated that they have actual knowledge of
projects utlllzlng septic tanks because of the CIAC gross-up cost,
their position is not supported by the record. Further, W1tness
Nixon provided the results of a questionnaire sent, to all utilities
utilizing the gross-up. All of the utilities that responded stated
that they were not aware of any cases in which septic tanks had
been utilized or utilities had found themselves at a competitive
disadvantage because of the gross-up.

Based on the evidence discussed above, we _find that, although
the use of the gross-up may place a utility at a competitive
disadvantage, it is not a widespread problem in Floridd.

Retention of Gross-up/Requirement of Pre-approval

All parties and the Staff of this Commission (Staff) agreed
that the gross-up should be retained. The only real point o
contention appears to be whether the gross-up should be allowed
solely at the discretion of the utilities or only upon the prior
approval of this Commission. All of the utility witnesses believe
that whether to gross-up should be a management decision.
According to witness Elliott, "management has the experience and
knowledge of the facts and c1rcumstances of the utility..." and is,
therefore, in the best position to determine the needs of the
utility."

We do not agree. Generally, we do not insert ourselves into
the day-to-day decxslon-maklng processes of a utility. In fact, we
normally do not review the management decisions of a utility unless
it has applied for a rate increase or we have initiated an
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overearnings investigation. In the case of the gross-up, however,
the dollar amounts are quite large and there are other persons
involved, such as developers and home purchasers. If we wait until
a utlllty S next rate proceeding to review its decision whether to
gross-up, it may be too late to undo what has already been done.

In addition to the abcve,'we believe that requiring pre-
approval of the gross-up is reasonable for a number of other
reasons. First, out of the approxlmatg*y 700 water and wastewater
utilities regulated by this Commission, only 44 have ever requested
to gross-up. Although a number of the utilities that we regulate
are partnerships and sole proprietorships, the fact that so few
have elected to implement the gross-up indicates that the vast
majority of water and wastewater utilities do not need the gross-

up.

The evidence also indicates that some of the utilities that
are collecting the gross-up may not actually .need it. For
instance, Witness Nixon stated that one company, Southern States
Utilities, Inc., appears to have enough resources to cover the tax
impact of CIAC, and that it intends to discontinue the gross-up.
Witness Nixon stated that Florida Cities Water Company is another
company that "will not fight for continued authority to gross-up."

Second, the use of a gross-up creates a new tax, and expense,

that did not previously exist. This is what has been referred to
as the "tax-on-tax." A tax-on-tax is created when taxes are
contributed. The contributed taxes are considered gross income
which are, in turn, taxable. Because of this tax-on-tax effect,
the gross-up can be as high as 60.3 percent, as compared to a
maximum combined federal and state tax rate of 37.63 percent, if
the utility pays the tax on CIAC itself.

Witness Elliott stated that this "tax-on-tax" effect does not
only exist in the case of a gross-up. He stated that, when a
utility does not gross-up, it must use equity to invest in the
CIAC-related taxes. Since the equity component is grossed-up for
taxes, he argues that there is a "tax-on-tax." Although a portion
of the CIAC tax investment would be supported by equity, we do not
believe that Witness Elliott's analy51s considers that we generally
do pro rata reconciliations, assuming that funds cannot be traced.
Witness Elliott's analysis also assumes that eguity would be the
only source available for financing. Although funds cannot be
specifically traced, we believe that there are other sources for
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these funds, such as operating revenues, debt, and deferred taxes.

Witness Causseaux argued that the tax on CIAC is a cost of
doing business. Witness Elliott agreed. He also stated his belief
that "the change in the tax laws have imposed a new cost on the
utilities associated with CIAC." An observation was also made at
the hearing that, if Congress had wanted to tax the contributor, it
would have done so. - it is probab
homeowner/ratepayer who bears the burden anyway.

" Upon consideration of the above, we believe that the gross-up
should be retained, but that it should only be allowed upon the
prior approval of this Commission.

Determination of Need

We believe that the need for a gross-up should be determined
on a case-by-case basis, based upon the facts ‘and circumstances
peculiar to each utility. According to Witness Elliott, utility
management is in the best position to evaluate all of these facts
and circumstances, and to determine whether a gross-up is needed
and, if so, what methodology to use. If that is the case, once
management determines that a gross-up is necessary, it should be
able to provide the same information that it relied upon to make
such a determination in a petition to this Commission.
Accordingly, we find it appropriate to require all utilities that
wish to collect the gross-up to file a petition for approval to
collect the gross-up with this Commission. Any utility that is
already collecting the gross-up may continue to do so pending our

approval of 1ts petition, provided that it files such a petition on
or before October 29, 1990.

There is, of course, no need determination policy that will
cover the entire water and wastewater industry. Our requirements
must, therefore, remain flexible. However, at a minimum, each
utility should be able to demonstrate that a tax liability exists
and that sources of funds are not available at a reasonable cost.
Generally speaking, a utility may demonstrate such need by filing
the following information:

Demonstration of Actual Tax Liability - As_a threshold, a
utilj (o) demonstrate the existence of an actual V

tax liability on a regulated, above-the-line basis. Unless there
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is a stand-alone ta ility, there is no need for additional
funds to pay for the tax on CIAC.

Cash Flow Statement - All Class A and B utilities ought to be
able to provide a cash flow statement. Witness O'Steen stated that
a prudent utility would have cash flow statements for a number of
years. He also stated that in his experience as a banker he
wzeroed in on the cash flow." A cash flow statement would show
whether liquid funds are available to pay taxes on CIAC. We will
not require cash flow statements from Class C utilities, however,
due to the expense associated with them.

Statement of Interest Coverage - The utility should also
provide a statement of its times interest earned (TIE) ratio. The
TIE ratio indicates the number of times a utility is able to cover
its interest. The ratio is an indicator of the relative protection
of the bondholders. It is also indicative of a utility's ability
to go_into the financial market to borrow money -or issue stock at
3 reasonable rate. A utiIity should demonstrate that its TIE ratio
is no more than 2x. We have selected a TIE ratio of 2x because the
testimony _indicates that it is a conservative ratio that maintaims
a utility's financial integrity without unduly burdening the
FTatepayers. We also note that 2x is within the range of Moody's
Baa guidelines. Witness Elliott testified that 2x was too low;
however, he did not present an alternative. Although we believe
that a TIE ratio of 2x should be used as a benchmark, it should not
be viewed in isolation. A utility may be able to show adeguate
interest coverage, but not have enough cash on hand.

Statement of Alternative Financing - A utility should also be
able to demonstrate that it does not have an alternative source of
financing available at a reasonable rate. As discussed above, some
utilities may not be able to obtain financing at a reasonable rate
to pay for taxes on CIAC. However, certain situations may exist
where an alternative source is available at a reasonable rate. For
instance, under cross-examination, Witness Elliott admitted that,
given the choice between giving or lending the funds to pay taxes

on CIAC, there was a strong incentive for a contributor to lend
them. = —

Justification for Gross-up - The utility should also provide
a statement regarding why it needs the gross-up, including the v
particular facts and circumstances that led to that conclusion. As
stated by Witness Causseaux, '"the utility is intimately aware of

EZ*}LJM*‘ RCAJ—Q
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its own unique circumstances ... [and] should be able to articulate
its reasons for requesting a gross-up."

Gross-up Method Selected - The utility should also indicate
the gross-up method selected and the reasons why. As discussed
below, there are two methods of calculating the gross-up, each with
its own advantages and disadvantages. Since the utility knows its
unique circumstances leading to the decision to request the gross-
up, it should also determine which gross-up method is better in its
situation.

Proposed Tariffs - Finally, the utility should submit proposed
tariffs for the gross-up in its filing.

Frequency of Demonstration of Need

One of the concerns of the utilities is whether the gross-up
need determination will be one-time or periodic. - In his testimony,
Witness Nixon argued that an annual review of the need for the
gross-up could cost anywhere between $5,000 to $8,000 a year for
accounting services alone. He believes that it would be an
unwarranted additional expense to pass on to the ratepayers. Mr.
Nixon also stated that any fluctuations in need from year to year
could result in discriminatory rates being applied to new
connections. Upon cross-examination, however, he agreed that, once
a utility has an approved gross-up, it should be simple for it to
advise this Commission on an annual basis whether its circumstances
had changed.

Witness Martin also argued that an annual determination of
need would be expensive. He also testified that it will be
difficult for utilities to forecast their cash flow for ten or 15
years if they face the prospect of losing the gross-up each and
every year. Mr. Martin stated that this "unstabilizing event"
could be looked upon unfavorably by lenders, bond buyers, or bond
rating agencies. He also argued that a change in the gross-up for
any future year could cause changes in the utility's debt service
coverage and could harm the utility's ability to obtain low-cost,
long-term financing.

Witness Elliott testified that it would be appropriate for us
to require utilities to file a periodic statement whether any
circumstances surrounding their need for the gross-up have changed.
He believes that utilities should periodically review their needs

QZ{}u*9r¥ ﬂlyu—q
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anyway, particularly if the facts and circumstances attending their
decision to reguest the gross-up have changed. Mr. Elliott
cautioned, however, that frequent changes in any annual filing
requlrements could be detrimental.

We agree with Mr. Elliott. We believe that a prudent utility
should monitor its need for the gross-up and periodically determine
if it is still warranted under that utility's particular
circumstances. If circumstances have changed, it should be the
utility's responsibility to notlfy this Commission. Accordingly,
we find it appropriate to require those utilities that have
received approval to use the gross-up to file a sworn §tétement
with their annual reports statlng whether circumstances have
changed and whether the gross-up is still required. If it is later
discovered that the circumstances are not as reported by the
utility, we can address the matter in a rate case or a separate
investigation.

L
LI

CALCULATION OF GROSS-UP

There are basically two methods of grossing-up, the full
gross-up and the net present value (NPV) gross-up. The formulae
for these methods are as follows:

Full Gross-up:

Depreciable Plant (CP-(CP*(1/TL)*AR*.5))
* (1/(1-CTR))

Land (CL*(1/(1-CTR)))
NPV _Gross-up:
All CIAC (CTR/ (1-CTR) ) * ( (C+CP+CL) -

((((C+CP) /TL) * (1~ (1+ROR) -t1) ) /ROR) *
(CTRi/CTR) )

Where:
CP = Contributed plant
TL = Tax life for contributed plant
AR = Accelerated tax rate
CTR = Combined federal and state income tax rate
C = Contributed cash
CL = Contributed land
ROR = Utility's last allowed rate of return
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-tl = Negative exponent of the tax 1life of the
contributed asset
CTRi = Tax rate expected to be in effect when the

depreciation is taken on the tax return

The full gross-up allows a utility to collect the full tax impact
associated with CIAC, including the “tax-on-tax." The NPV gross~-up
allows a utility to collect the taxes associated with the gross-up
less the present value of the tax depreciation that will be
received in the future. By the very nature of the calculations,
the full gross-up will provide more cash flow than the NPV method.

Both methods have advantages and disadvantages. The full
gross-~up would provide a ready source of cash to pay the maximum
tax liability that would be associated with CIAC. However, the
full gross-up method fails to take into account future depreciation
that will be taken on the contributed assets. The NPV method takes
into account the benefit of the future tax depreciation, but may
not provide enough relief for a utility in a poor cash position.
The NPV formula is also considered bulky, cumbersome, not easily
understood, and subject to error.

We note that the formula for the full gross-up of depreciable
plant takes into account the first year's tax depreciation using a
half-year convention. We agree with Witness Elliott that, for
purposes of the NPV gross-up, it should be assumed that utilities
would utilize the most liberal method of tax depreciation allowed
by the tax law and that, if they choose to use a method 1less
favorable, it's simply to their detriment.

Based upon the evidence of record and the discussion above, we
believe that both methods should be available to the utilities.
However, we_note that, out of the 44 utjlities that requested the
gross-up, only one implemented a NPV gross-up.

ACCOUNTING/REGULATORY TREATMENT ~ NO GROSS-UP

Taxes as Investment

All of the witnesses who addressed this issue agreed that,
when a utility pays taxes associated with its collection of CIAC,
it has, essentially, made an investment in such taxes. Witnesses

Jm* ﬂlju‘q
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Elliott and Nixon testified that, if a utility does not gross-up,
but pays the taxes related to its receipt of CIAC itself, we should
include the full amount of its investment in such taxes in rate
base, without regard to any used and useful considerations. Mr.
Nixon also argued that any utility that is not authorized to gross-
up is required to invest in taxes on CIAC. Accordingly, he argued
that this places the utility and its customers at risk for the
success of the development. Upon cross-examination, however, Mr.
Nixon admitted that tax benefits follow the asset.

As mentioned above, there are certain tax benefits that flow
from a utility's investment in taxes related to CIAC. Further, as
discussed by Witness Elliott under cross examination, there are
methods under which a utility may recover its carrying costs and

earn a return on nonused and useful property, §ggg_g§_gnaranreed
revenue and allow or e inv ed charges.

Accordingly, we do not find it appropriate to allow utilities to
earn a return on taxes related to nonused and useful CIAC.

Finally, we note Witness Nixon's concern that the debit-
deferred balance will not be recognized in rate base, since we are
moving to the formula (one-eighth of operating and maintenance
expenses) method of calculating working capital. Accordingly, due
to the long-lived nature of the assets involved, we find that
qﬂg;t:gg;g;red taxes should be recognized separately from the
gggg;ng;capltal calculation.

Normalization

All witnesses who testified in this regard agreed that, if a
utility does not gross-up, the tax effects of its collection of
CIAC should be normalized. By normalizing, the tax effects are
recognized over the lives of the assets acquired.

Witness Causseaux testified that there are different methods
to normalize. She recommends the method required by the IRS
pursuant to Notice 87-82. Under Notice 87-82, debit deferred taxes
should be treated as the regulatory body usually treats deferred
taxes. In Florida, the norm is to offset debit deferred taxes
against credit deferred taxes in the capital structure. JIf the net
of the credit and debit deferred tax amounts is a debit, the amount
is included in rate base.
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Notwithstanding the above, Witness Causseaux stated that a
more simplistic approach would be to recognize the full debit
deferred tax balance in rate base. Witness Elliott, however,
arqued that the accounting treatment should follow the regulatory
treatment, and not vice-versa. We agree. Although the proposed
rate base treatment would be easier to administer, we believe that
the appropriate method of normalization is the capital structure
meth3g?‘J%HTE‘WEﬁIE_EEE5‘tn€—f?§§tm5ﬂt—tn—tﬁf§T*compllance with

Notice 87-82.

ACCOUNTING/REGULATORY TREATMENT WITH GROSS-UP
éll.u;;gggggg who testified regarding this issue also agreed

that normali ounting should be follo whenga,utlllty
does ross-u The IRS has no normalization requirements

associated w1th CIAC that is grossed-up. However, we still believe
that full normalization accounting should be utlllzed This would
result in consistent treatment between utilities that are not
grossing-up and those that are. In addition, those utilities that
switch from grossing-up to not grossing-up will maintain the same
normalization methodology.

As discussed above, normalization involves offsetting debit-
ﬁwmw An_the capital
Structure with an ate

base. Under the full gross-up method, the debit-deferred taxes
would be fully offset by the coptributed taxes. Under the NPV
gross-up method, however, the utility would have an investment in
the present value of the future tax depreciation.

Under either method of gross-up, a tax-on-tax will exist.
Witnesses Elliott and Causseaux disagreed on how this should be
treated. Witness Causseaux contended that the tax-on-tax is a
permanent difference. As a permanent difference, it would flow
through tax expense the year it is received. Witness Elliott,
however, argued that the tax-on-tax is not a permanent difference.
He arqued that the tax-on-tax reverses over the useful life of the
plant and that it reduces future tax expense.

We do not believe that it is important whether the tax-on-tax
is a permanent difference or a timing difference by definition;
what is important is who should receive the benefits. Based upon
the evidence of record, we believe that the benefits should be
passed back to the ratepayers over the lives of the related as&sts,

~—__
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consistent with the theory of normalization. However, in order to f
identify the different contributions and to properly ng:mal; e,
utilities will have to, and we find jt appropriate to reguire them
to, record the gross-up in a separate subaccount. J
Offset of CIAC Income Against Net Operating Losses (NOLs)

By Order No. 21436, we proposed to require utilities to offset
the tax impact of thelr collection of CIAC by their NOLs. Without
exception, the utility witnesses argued that NOLs should not be
used to offset the tax impact of CIAC.

The utilities argue that the collection of CIAC cannot create
NOLs_and that we should not, therefore, require them to offset
CIAC-related taxes with losses generated by activities unrelated to
their collection of CIAC. The utilities also argue that the NOLs
should be reserved for those who bore the cost when the NOL was

generated, Witness Detefaing Turthér argued -‘that, since this
ommission does not recognize NOLs as an investment, it should not
recognize the tax benefits of NOLs either. e

——

Witness Causseaux, on the other hand, argued that current tax
expense is based upon jurisdictional ogeratlogs and that, if a
wtility has NOLs, JT wil] have no tax liability, xegardless of the
element__JuL_Iﬁxengeg or expenses considered. Witness Elliott
agreed that CIAC is not considered in isolation, but with all other
transactions that occur. He also agreed that, no matter what our
decision is in this docket, utilities will use their NOLs on their
tax returns. In fact, accordlng to Witness Deterding, when a
gross-up is allowed, NOLs are or will be consumed more rapidly.

Based upon the evidence of record, we find it appropriate to
require utilities to offset CIAC income against their NOLs. The
purpose of this docket is to determine the treatment of the
additional tax burden caused by the change in tax laws regarding
CIAC. Until a tax liability is incurred, there is no additional
tax burden. By_z;gulr;nq utilities to offset CIAC income with
NOLs, we are only recognizing what they are actually dolng on their

returns. Further, such treatment is in keeping with the entire
"tax picture”, w1thout isolating one piece - the taxation of CIAC.

only have fto offset jurisdictional, above-the-limeNOEs;and not
hglgn_xhe_llnﬁ_QEEft_ This is consistent with our policy of

Notwithstanding the above, we believe that a utility should ”
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calculatlng taxes on a stand-alone basis. Below-the-line items

would include, but not be limited to,” the impact of disallowed
expenses, nonused and useful plant depreciation, other gxgggggg
assocjated with nopnused and useful plant, revenues associated with

nonused and useful plant and ifitérest associated with debt not
included in the capital structure.

In addition to the above, the utilities also argue that, to
the extent that their NOLs result from below-the-line losses, any
required offset would be in violation of Section 367.081, Florida
Statutes. Under Section 367.081(2)(a), Florida Statutes, in
setting rates for utility service, "the commission shall consider
the value and quality of the service and the cost of providing the
service, which shall include, but not be limited to ... a fair
return on the investment of the utility in property used and useful
in the public service." (Emphasis added) Based upon the language
just quoted we believe that, although generally only
above-the-line losses should be used to offset income Ffrom above-
;he_llng_gpezg;;gggl if an occasional below-the—-line loss crept
into the equation, we would not be in violation of Section 367.0871,
Florida Statutes.

Offset of CIAC Income Against Investment Tax Credits (ITCs)

The utility witnesses also do not believe that the tax
liability resulting from the gross-up should be offset by ITCs.
Witness Elliott argued that ITCs are economic assets, that ITC
carry-forwards represent contingent receivables to the utility from
the U.S. Treasury, and that it would, therefore, be inappropriate
for us to deprive utilities of their use.

Witness Elliott also argued that the utility's collection of
CIAC could not have given rise to the ITCs. Mr. Elliott explained
that, prior to the tax law change, CIAC could not generate an ITC.
Along with the changes in the tax laws, ITCs have effectlvely been
eliminated. Mr. Elliott further argued that, toc assign the benefit
of an ITC carry-forward to the contributor creates an inequitable
mismatch by giving the benefit to a party clearly not responsible
for such benefit.

According to Witness Causseaux, however, utilities will use
their ITCs to reduce taxable income from any source, including the
receipt of CIAC or contributed taxes, without regard to the outcome
of this docket, in order to minimize their actual tax liabilities.

Exdub ) RN
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As we have already stated, until there is an actual tax liability,
we do not believe that there is any tax burden created by the
collection of CIAC or contributed taxes. Our treatment will simply
recognize what is actually transpiring.

Based upon the evidence of record, we find it appropriate to
recognize, for regulatory purposes, the treatment afforded by the
utilities themselves, by requiring them to offset CIAC income

against ITCs. However, as with our decision regarding NOLs, we
believe that only above-the-line ITCs should be used as an offset.

Offset of NOLs and ITCs a Normalization Violation?

Witnesses Bowen, Deterding, Jackson and Wintz each testified
that I.R.C. normalization requirements would be violated if the tax
liability related to CIAC or the gross-up was offset by NOLs or
ITCs. Witness Causseaux, however, did not believe <that the
requirements of Sections 46, 167, or 168, I.R.C.,.would be vioclated
if NOLs and ITCs were used as an offset, so long as the appropriate
normalization procedures are followed.

Witness Elliott testified that he did not believe that a
refund of gross-up amounts due to the existence of NOLs or ITCs
would violate the I.R.C. or the related regulations. In fact, he
stated that, "[a)lthough the normalization reguirements of the IRS
are subject to the IRS' interpretation, I concur with Ms. Causseaux
that refunding previously contributed taxes based wupon the
utilization of an NOL or ITC carry-forward would not represent a
normalization violation 1f the investment in taxes is properly
handled IR the requlatory process."

Based upon the testimony of regulatory tax experts Causseaux
and Elliott, we find that the normalization reguirements of the
I.R.C. and related regulations will not be violated by offsetting
the tax liability associated with CIAC by regulatory NOLs and ITCs,
if the utility properly records the transaction.

Tax Depreciation Benefits

Witnesses Elliott, Nixon, and Deterding each testified that,
theoretically, the benefits of tax depreciation on CIAC should be
passed back to the contributors of CIAC. These witnesses further
testified, however, that because of practical considerations, such
as prohibitive recordkeeping reguirements, the benefits cannot be
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returned to the contributors and must, therefore, be passed back to
the general body of ratepayers. Although they did not sponsor any
witnesses to support their position, SFCC and FHBA argued in their
brief that, to the extent that a contributor pays the tax, the
depreciation benefits should be passed back to him.

In her testimony, Witness Causseaux suggested that CIAC and
the related taxes are ultimately borne by the homebuyer. Witness
Elliott also testified to his belief that most developers treat
CIAC costs as a cost of development, which is included in the total
cost of the project. Witness Nixon does not agree.

Mr. Nixon testified that the prices which developers charge
for homes are dictated by such factors as competition, area growth,
interest rates and the resale market. He argued that, although
developers presumably attempt to recover their costs and a profit
through the purchase price, due to market condltlons, the payment
of CIAC-related taxes may actually reduce their profit margins. In
support of this argument, he pointed out that a number of
developers have objected to or complained about the gross-up.

We do not agree. Although market conditions may determine the
selling price of a home, we believe that any time a developer has
made a profit, it has recovered the costs of CIAC and the related
taxes. Further, if the costs are passed on to the ultimate
ratepayer, the contributor and the ratepayer are one and the same.

Since the practical considerations militate against passing
the tax depreciation benefits back to developers and, since we
believe that developers generally recover their costs, we find

the tax depreciation benefits should be passed back to the utility
ratepavVer. However, we nocte at, to the extent that utilities
use the NPV method of grossing-up, they are passing the tax
depreciation benefits of the gross-up back to developers, since the

effect of that method is to offset the current taxes by the net
present value of the future depreciation.

REFUND OF GROSS-UP AMOUNTS

utilities do not believe that it would be fair and
reasonable for this Comm1551on to requ -1

occasioned OLs and IT Witness Elliott
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listed five reasons why he believes that this would be
inappropriate.

First, Mr. Elliott argued that NOLs and ITCs are, for tax
purposes, more or less equivalent to cash. Accordingly, he argues
that it would be arbitrary for this Commission to treat them
differently than it treats other economic assets.

We do not agree. TQ§§9%§§E§Iagainst NOLs and ITCs is merely
a reflection of the way that the utilities will treat them for tax
purposes. What Petitioners really object to here Is that requiring
them to refund all gross-up amounts collected in excess of their
actual tax liabilities will deny them the opportunity to turn NOLs
and ITCs into cash on hand.

oo rmam———

Second, Mr. Elliott argues that the receipt of CIAC cannot
create an NOL or ITC and that, to require refunds will assign such
benefits to CIAC contributors, resulting in ‘an inappropriate
mismatch. We do not agree that the refund will assign the benefits
to the contributors. The tax benefits are being used by the
utilities to offset income. Again, what the utilities object to is
the loss of the opportunity to cash-in on their NOLs and ITCs.

Third, Mr. Elliott argues that normalization must be followed
when there is no gross-up or when excess amounts must be refunded,
and that the refund of previously contributed taxes will result in
increased revenue reguirements. In fact, whenever NOLs or ITCs are
consumed normalization will occur, whether or not there is a refund
requirement. In addition, a refund requirement will only result in
increased revenue requirements to the extent that a utility is
earning below its last authorized rate of return.

Fourth, Mr. Elliott argues that a refund would be a windfall
to those receiving it, at the expense of increased revenue
requirements. We believe that, in fact, it is more likely.a

indfall to the ilities if they are not required to refund excess
gross-up amounts, since they will receive cash now and the benefit

of i low through depreciation over the lives of the
assets. Further, we do not believe that it would be a windfall to
the contributors if the refund is required, since both the

utilities and the contributors were put on notice that a refund
would be required by Order No. 16971, as follows:

€Z¥j\tkh4 kUZ}J”C?
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Monies in the CIAC Tax Impact Account may be withdrawn
periodically for the purpose of paying that portion of
the estimated Federal and State income tax expense which
can be shown to be directly attributable to the repeal of
Section 118(b) of the Internal Revenue Code and the
inclusion of CIAC in taxable income. Annually, following
the preparation and filing of the utility's annual,
Federal and State income tax returns, a determination
shall be made as to the actual Federal and State income
tax expense that is directly attributable to the
inclusion of CIAC in taxable income for the tax year.
CIAC tax impact monies received during the tax year that
are in excess of the actual amount of tax expense that is
attributable to the receipt of CIAC, together with
interest earned on such excess monies held in the CIAC
Tax Impact Account must be refunded on a pro rata basis
to the parties which made the contribution and paid the
tax impact amounts during the tax year. (Order No. 16971,
at page 3.) )

This could be intergreted to mean that we will look at the receipt
of CIAC as an Jjsolated tax event, or that a tax liability must be
i red on the overall jurisdictional return. However, since the
taxation of CIAC 1in isolation can only produce a tax liability, the
former interpretation makes no sense because there is no way that
a refund could occur. Accordingly, we believe that the intent was
to consider the entire tax picture.

Fifth, Mr. Elliott argued that the application of a refund
policy could become discriminatory due to potential fluctuations in
CIAC collections from year to year. We agree that the potential
for such "discrimination" exists. JHowev do not fi ny

uch disc e "unfairly

discriminatory," especially since any refunds will be based upon a
¥ational and measurable basis - the utility's tax liability.

Finally, we note that the testimony of Mr. Charles deMenzes in
this regard. Mr. deMenzes is the owner of Tradewinds Utilities,
Inc. (Tradewinds), a small utility with NOLs that collects the
gross-up. It appears from Mr. deMenzes' testimony that Tradewinds
has a large percentage of nonused and useful plant and is having
difficulty borrowing from banks. Mr. deMenzes was unequivocal
about his desire to retain the gross-up as a trade-off for
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Tradewinds' NOLs, in order to pay for operating expenses and
expansion. Although we are sympathetic to Mr. deMenzes' plight,
the gross-up does have a specific purpose - payment of the tax
liability associated with the collection of CIAC. There are other

mechanisms available from thls Commission to allow Utilities in
poor financial condition arn a rair rate of return.

Based upon the evidence of record and our discussion above, we
find that all gross-up amounts in excess of a utility's actual tax
liability resulting from its collection of CIAC should be refunded
on a pro rata basis to those persons who contributed the taxes.
Since a number of the utilities referred to in Order No. 21436 had
NOLs and/or ITCs to offset CIAC-related income for 1987, they must
refund gross-up amounts collected for 1987.

E9E!iEEéEéﬂdiﬁg—liﬁljﬁfﬂgi it appears from the record that
some of the NOLs and ITCs used to offset taxes by Order No. 21436
were below-the-line items. These amounts were taken from the CIAC
gross up reports requ1red by Order No. 16971. Accordingly, to the
extent these utilities can demonstrate that their losses. or_ ITCs

were below the line items, they should not be used to offset CIAC

income. These utilities should, therefore, file amended regorts to
W NOoTl.s and ITCs, with a reconciliation £0
the amounts originally filed. This suggestion would also hol TUue

for 1988 and 1989 gross-up reports that have been filed. We also
grant Staff administrative authority to process refunds of the
gross-up based upon NOLs and ITCs for those years.

As for El Agua Corporation, Petitioners argue that its tax
losses resulted from book/tax timing differences and that, to
require it to refund contributed taxes would transfer the benefits
of these book/tax timing differences from the ratepayers to the
contributor. We do not agree. The book/tax timing difference
would be accounted for through deferred tax accounting, regardless
of whether or not a refund was required. Accordingly, it is not
the book/tax timing difference, but the immediate benefit of
converting the loss into cash that is actually being transferred
from the utility back to those who contributed the cash.

With regard to Canal Utilities, Inc., Petitioners argue that
its tax credits derive from ITC carry-forwards and that requiring
it to offset CIAC-related taxes against the ITCs would transfer the
benefits of the ITCs from the ratepayers to the contributors. This
argument belies the fact that, as with the book/tax timing

Exhloit RIN-G
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differences discussed above, the ITCs would be normalized, for
regulatory purposes, regardless of whether the refund is regquired
or not. Again, the only benefit being transferred is the ability
to convert ITCs into cash on hand.

Confiscation Without Due Process?

Finally, Petitioners argue that Order No. 21436 confiscates

their property without due process of law. In this regard, we
first point out that Order No. 21436 was protested and that the
matter was considered at a Section 120.57(1), Florida Statutes,
hearing. Since Order No. 21436 was protested, it became a legal
nullity and cannot confiscate Petitioners' property. 1In addition,
since it was considered in the context of an evidentiary hearing,
Petitioners' due process rights have been protected.

Further, in a broader sense, offsetting CIAC income by NOLs

and/or ITCs does not confiscate Petitioners' property. Petitioners
will use these tax benefits on their tax returns regardless of the
Commission's treatment. All we are doing by requiring a refund is
recognizing this fact.

As already discussed, we believe that Petitioners really

object to the fact that, by recognizing the actual tax transaction,
they will be denied the opportunity to convert their losses and
ITCs into cash on hand. Although our treatment will result in the
consumption of these tax benefits for regulatory purposes, since
contributions are now depreciable in any event, these benefits will
be returned to the utilities as increased cash flow through
depreciation over time. This would be recognized in ratemaking
through deferred taxes. Accordingly, we do not believe that
requiring the offset of NOLs and ITCs confiscates Petitioners'
property in any sense of the term.

CONCLUSIONS OF LAW

This Commission is vested with jurisdiction over the gross-up
of CIAC by the provisions of Sections 367.081, .091, .101, and
.121, Florida Statutes.

The gross-up charges and conditions established herein are
just and reasonable.

Exdubid RCN-9
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3. e_reguirem ilities cI
above-the-line NOLs ts of gr
up collected in excess of their actual, jurlsdlctlonal tax
liabilities resulting from their collection of CIAC, do not
confiscate their property without just or fair compensatlon or
violate their rights to due process.

Upon consideration of the foregoing, it is, therefore,

ORDERED by the Florida Public Service Commission that each of
the findings contained in the body of this Order are approved in
every respect. It is further

ORDERED that all matters discussed in the body of this Order
are expressly incorporated herein by reference. It is further

ORDERED that no utility may gross-up CIAC without first
obtaining the approval of this Commission. It is. further

ORDERED that any utility that is currently grossing-up CIAC
shall file a petition, in accordance with the provisions of this
Order, for continued authority to gross-up no later than October
29, 1990. It is further

ORDERED that utilities shall follow the accounting procedures
prescribed in the body of this Order whether they gross-up or not.
It is further

ORDERED that utilities that do gross-up shall record the
gross-up in a separate subaccount. It is further

ORD a ilities that had below-the-lin o
ITCs fox 1987, 1988, or 1989 shall file amended gross-up reports to .
reflect only above-the-line NOLs and ITCs, with a reconciliation to

the amounts originally filed. It 1s further

ORDERED that any gross-up amounts collected in excess of a
utility's actual tax liability resulting from its collection of
CIAC, as set forth in the body of this Order, shall be refunded on
a pro rata basis to the contributors of those amounts. It is
further
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ORDERED that Staff is hereby granted administrative authority
to process refunds of the gross-up related to NOLs and ITCs for the
years 1987, 1988, and 1989.

By ORDER of the Florida Public Service Commission, this 1st
day of _OCTOBER , _1990 ..

7 Director
Division of Records and Reporting

(SEAL)
RJP

4

NOTICE OF FURTHER PROCEEDINGS OR JUDICIAi REVIEW

The Florida Public Service Commission is required by Section
120.59(4), Florida Statutes, to notify ©parties ©of any
administrative hearing or judicial review of Commission orders that
is available under Sections 120.57 or 120.68, Florida Statutes, as
well as the procedures and time limits that apply. This notice
should not be construed to mean all requests for an administrative
hearing or judicial review will be granted or result in the relief
sought.

Any party adversely affected by the Commission's final action
in this matter may request: 1) reconsideration of the decision by
filing a motion for reconsideration with the Director, Division of
Records and Reporting within fifteen (15) days of the issuance of
this order in the form prescribed by Rule 25-22.060, Florida
Administrative Code; or 2) judicial review by the Florida Supreme
Court in the case of an electric, gas or telephone utility or the
First District Court of Appeal in the case of a water or sewer
utility by £iling a notice of appeal with the Director, Division of
Records and Reporting and filing a copy of the notice of appeal and
the filing fee with the appropriate court. This filing must be
completed within thirty (30) days after the issuance of this order,
pursuant to Rule 9.110, Florida Rules of Appellate Procedure. The
notice of appeal must be in the form specified in Rule 9.900 (a),
Florida Rules of Appellate Procedure.
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BEFORE TIE FLORIDA PUBLIC SBERVICE COMMISSION
NOTICE OF STAFF WORKSlOP

TO WATER AND WASTEWATER UTILITIES

. AND

ALL INTERESTED PERSONS
RE: UNDOCKETED

WORKSHOP ON OGROSS-UP OF
CONTRIBUTIONS IN AID OF CONSTRUCTION

Issued: Auaust 4, 1995

NOTICE is hereby given that the Staff of the Florida
Public Service Commission will conduct a workshop, in the

above-referenced matter, to which all persons are invited, at
the following time and place:

August 30, 1995, 9:30 a.m.
Room 171

Betty Easley Conference Center
4075 Esplanade Way
Tallahassee, FL 32399-0850

PURPOSE

The purpose of this workshop is to discuss the current
practices of the Commission employed in dealing with the
taxability of contributions in aid of construction (CIAC) and
to discuss viable alternatives. A copy of relevant questions
are attached to focus the discusa‘on at the workshop.
Workshop participante should review the attached questions and
be prepared to comment on and/or discuss them.

Parties who wish to comment, but cannot attend the
workshop are encouraged to file comments with the bivision of
Records and Reporting, 2540 Shumard Oak Boulevard,
Tallahassee, Florida 32399-0850, on or befors August 23,

1995, specifically referencing "Undocketed CIAC Groes Up
Workshop.*

Any person requiring accommodation at this workshop due
to a physical impairment should call the Division of Records
and Reporting at (904) 413-6770 at least five calendar days
prior to the workshop. Persons who are hearing or speech
impaired should contact the Florida Public Service Commission

using the Florida Relay Service, which can be reached at {800)
955-8771 {(TDD}.

NOTICE OF WORKSHOP
UNDOCKETED Rose,

Sundstrom & Bentley
PAGE 2

General Information

The purpoee of this workshop im to review and discues the
Commission’s current practices for treating the taxabiliity of
CINC. Participants are encouraged to share thelr ideas and
concerns about the current method of treatment afforded the
utilities and to discuse alternatives to the current
treatment. The following questions are posed in order to
focus the direction of the workshop in an organired manner.

I. PURPOSE OF GROSS-UP OF CONTRIBUTIONS 1IN AID OF
CONSTRUCTION (CIAC)

A Should CIAC gross-up keep the utility whole in
relation to:

1. The taxes actually paid on the CIAC?
2. The tax effect of the CIAC?

11. AUTHORITY TO GROSS-UP

A Should the Commission continue to allow utilities
to groes-up CIAC?

B. 1f so, should gross-up be permissive or required?

C. 1f grosn-up is permissive, should the Commission

require the utilities to meet certain criteria to
groes-up? For example:

1. Should the utility be a taxable entity, i.e._,
s company that files an 1120 federal and F1120
state income tax return?

2. Should grose-up apply to only CIAC that was
wade taxable by the Tax Reform Act of 1986
(TRA ’B6)7

3. Is there an actual tax liability due to the

collection of CIAC?

a. How should the Commiesajon define above
and below the line?

DOCUMNELT = ' FR-DATE
O7h2 NG-4 %
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Should the 1liability be wmeasured on =

total company basis or an above the line
basis?

If 1iability is calculated on an above
the 1ine basis, . how should the
intormation on the actual tax return,
{.e., revenues, expenses, tax losses
{current, carry-backe and carry-forwards)
and credits against the income tax be
allocated to above the line operations?

1. What effect should amended returns
have and when should {t Dbe
recognized?

Should the cash flow requirementse of the
utility during the time CIAC is to be
collected be considered a criteria?

1. I£ a utility will incur a tax
liability as.a result of collecting
CIAC, but the wutility has the
ability to pay all or a portion of
the taxes, should the utility be
allowed to grose-up or be required
to fund all or a portion of the
taxes itpelf?

{i. 1f the utility has a parent or
affiliate that can fund the CIAC
taxes, should the utility be allowed
to gross-up?

Should the utility’s ability to go into
the financial markets to get investor
sources of funds in lieu of gross-up be
considered a criterina?

1. How should the utility’s ability to
go into the financial markets be
measured?

11. should the utility's willingness to
go into the flnancial markete be
considered?

NOTICE OF HWORKSHOP

UNDOCKETED
PAGE 4
1i11. Should the utility's interest
coverage be considered?
iv. Should alternative methods of
financing be considered?

f. What is the effect on existing utility
earnings and customer rates {f the
utility does not collect grose-up?

4. 18 there an item{s) you would like to eee
eliminated from the above-referenced list. Is
there an item(s}) you would like to see added
to the above-referenced list ? If so, please
indicate what the items are.

D. How frequently should a utility prove I{te

entitlement to gross-up?

1f gross-up is permissive, should criteria be based
on historic data, projected data, or a combination
of historic and projected data?

1. For how many years should the utility be
required to provide information?

111. METHOD OF OROSS-UP

LY

1f gross-up 1s collected, what method should be
uned: net present value (NPV) gross-up, full
gross-up or some other method? 1f some other
method, what?

1. Should the same method apply to all
contributoxrs of the same utility?

a. Should the Commigseion allow project-
specific gross-up?

b. Should CIAC transactione with affiliates
be treated differently?

i. 1f eo, how should they be treated?

c. Should the relative amount of CIAC to be
collected be a factor?
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i. 1f s0, how should the amount to be
collected by considered?

Bhould the utility be permitted to change
methods?

B, 1t 8o, should Statf be given
’ administrative authority to reduce the
amount of gross-up collected?

b. Should the utility be required to meet
all of the original criteria to increase
the amount of gross-up collected?

What formula or formulae should be used when gross-
up is collected?

1.

4.

Should the first year's depreciation be
considered in determining the amount of gross-
up to collect?

Hiow should the first year's depreciation be
determined:

i. Should the half year's convention or
other convention be used?

13. Should the utility be required to use the
wmost liberal wmethod of avallable tax
depreciation?

Should the sams formula apply to both plant
and cash contributions?

What is the appropriate tax rate to use in the
formula?

1V. RETENTION OR REFUND OF GROSS-UP

A.

.

S € P
REINE

Jl-

1s there ever excess gross-up?

flow should excess gross-up be measured? That is:

1.

Should the excess be determined on an above
the line basis? I1f not, how ehould it be
determined?

NOTICE OF WORKSHOP

UNDOCKETED
PAGE 6

8hould the excess be weasured by what is on
the actual tax return for the year?

a. What effect, if sny, should amended tax
returne have and when should they be
recognized?

b. What effect, if  any, should NOLs
{current, carry-back and carry-forward)
have?

How ehould what {8 on the tax return be
sllocated to above and below the line
operatione?

a. What effecta do used and useful
adjuetments have, if any?

b. How should the depreclation taken on the
tax return be treated?

1. Hlow should first year‘s depreciation
be treated?

11. How should subsequent year's
depreciation be treated?

111. What s the best source of
information to uee in determining
the amount of cash converted to
assets, for use in calculating first
year’s depreciation benefits to the

developer? Tax return? Annual
Report?
c. How should revenues and expenses that are

treated differently on the books and the
tax return be treated?

i. How should amortization of debt/bond
issue coste be treated?

11. Wow should above-the-Iine and below-
the-1ine interesnt expense be
calculated?
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1i1. Now should the etate emeargency
excise tax be treated in the refund
calculation?

d. Hlow sehould weter fees and similar
revenues be treated? -

e, Is the level of expense set in the
utility’s last rate case relevant?

f. Is the disallowance of an expense in the
utility’s last rate case relevant?

g. When a utility is sold, how should gains
or losses be treated for refund purposes?

i. Should the state income tax effect

of the gain or loss be above-the-
line?

q. For purposes of qross-up refunds, how should
the tax rate be calculated?

1f there is excess gross-up, should the utility be
required to refund the excess?

1. Is there an amount below which something other
than a refund is appropriate? 1f mo, what is
the amount?

2. How should uneconomic cash refunds be treated?

Should refunds be made in accordance with Rule 25-

30.360, Florida Administrative Code? 1f not, how

should the interest be calculated?

Should the refunds be made to the original
contributors?

Should the refunds be made to the ratepayers?
How should the Commission verify refunds?

How should unclaimed refunde be treated?

HOTICE OF WORKSHOP

UNDOCKETED
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1. Should unclaimed refunds be credited to CIAC
or turned over to the State as abandoned
property?

How should refunds that have been made be treated,
if at all, in calculating the amount of subsequent
refunde?

1. ¥When the refunds were ordered by the
Commigsion?
2. Hhen made by the utility but not ordered by
the Commission?
V. ESCROW ACCOUNT
A Should the gross-up monies be placed in an escrow

account until used to actually pay taxes to the
Internal Revenue Service (IRS) or Department of
Revenue (DOR)?

1. Should the gross-up monies be used to pay
costs related to the escrow account?

2. Should the escrow account require Commission
approval for the withdrawal of funds?

1f 8o, should the escrow account be interest
bearing?

What records should be kept of the escrow account?

1. At a minimum, should the utility provide
documentation that the account has been
opened?

Hhat reports, if any, should the utility file with
the Commission?

When should these records be made avajlable to the
Commiseion?

1f there ip not enough money in the escrow account
for refunds, how should shortages f{n the escrow
account be treated?
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VI. RATEMAKING TREATMENT OF GROSS-UP

A Who should receive the benefit of tax depreclation

taken on contributed asseta?
1. llow should that benefit be provided?
B. How should the tax on tax be treated?
C. How should gross-up be treated in a rate csse?

1. How should use of NOLs for gross-up or in past
rate cases be recognized?

V11. ACCOUNTING FOR GROSS-UP

A Hhat journal entries should be used to account for
gross-up?
1. In the year of receipt of gross-up?
2. In subsequent years?
3. For refunde?
B.

Should CIAC that is not grossed-up be identified on
the utility’s books?

¥I111. ALTERNATIVES TO GROSS-UP
A. What alternatives are there to gross-up of CIAC?

B. In determining whether there should be grose-up,
should the Commission coneider the wutility‘s

willingness to use or seek alternatives to gross-
up?

C. Should the gross-up of CIAC for cash contributionns
be a component of the total service availability

charge, thus eliminating the separate gross-up
amount?

D. Should refunds be determined over a three to five
year period, rather than on an annual basis?

NOTICE OF WORKSHOP
UNDOCKETED
PAGE 10

JURJSDICTION

Jurisdiction is vesmted in this Commission pursuant to
Chapter 367, Florida Statutes. The workshop will be governed
by the provisione of that Chapter and Chapters 25-22, 25-9 and
25-30, Florida Administrative Code.

By DIRECTION of the Florida Public Service Commiesion,
this _4th day of August , 1995,

booc 5. by

BLANCA S. BAY6, Director N
Division of Records and Reporting

{SEAL)
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Notice/
Issue

eference

Commission CIAC Gross-up Workshop
Position on New Issues Raised in the
Workshop Notice of August 4, 1995

Position

1I,C,3(a)

1I,¢,3(c)

II,C,3(c), (1)

I1,C,3(d), (ii)

Above and below the line should be defined in the same
manner used by the Commission in rate case cost of service
proceedings. In other words, above the line taxable income
for CIAC gross-up purposes should be identical to taxable
income calculated in a cost of service proceeding.

Above the line allocation would be as follows:

1. Revenues would consist of those operating revenues
recognized on an above the line basis for rate case
proceedings.

2. Above the line expenses would consist of those expenses
recognized in the company’s last rate case and embedded
in the revenue requirement. Disallowed expenses, non-
used and useful expenses, or expenses which, on their
face, would not be allowed in a rate case proceeding
should be classified below the line.

3. Tax losses would be based on an analysis of the above
the line or below the line expenses causing such losses.

4. As known, the only credit available against income tax
would be any investment tax credits which have been
carried forward from 1986. The 1986 Tax Act eliminated
Investment Tax Credits (ITC) and provided for their
phase out. To the extent any such credits still exist,
they should be allocated above and below the line based
on the used and useful percentages existing in the tax
year such credits are used. This makes sense because
the ITC originated as a percentage of the cost of plant
constructed.

Amended returns should have no effect on previous year’s
CIAC gross-up refund reports, unless the amended return is
to correct errors in revenue or expenses as originally

filed. We propose that in suyuch cases, the effect be
recognized to contributors in the year of the return
amendment, but only if material. Returns amended for

carrybacks of losses should have no effect on previous years
gross-up refunds.

A parent or affiliate which can afford the CIAC tax should
not be forced to gross-up. The Commission has no
jurisdiction over a parent or affiliate and must look at the
financial situation of a utility on a stand-alone basis.

Exhubid RCA-1
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Notice/
Issue
Reference

e

. Position

I1,C,3(d), (ii)
(cont.)

II,E

1I,E,1

III,2,1(a)

III,A,1(b)

III,A,1(b), (1)

III,A,1(c)

III,A,1(c), (1)

III,A, (2)
III,A,2(a)

III,A,2(b)

Also, if a parent or affiliate funded the tax on CIAC, the
rate payers would be forced to pay higher rates to cover a
return on the investment in taxes.

In general, the application to gross-up should be based on
historic data, along with a reasonable projection of
expected CIAC and related tax effect. It is very costly and
time consuming to project future above and below the line
income. Such projections are not necessary to evaluate the
need to gross-up. Rather, the impact of actual tax return
information experienced in the future can be handled in the
annual gross-up reports filed with the Commission.,

No specific requirement should be imposed. As noted above,
the company should provide historic data plus an estimate of
future CIAC and the tax effect. Any additional information
should be provided at the option of the utility in order to
make its case for the need to gross-up.

No. Project specific gross-up would lead to charges of
discrimination between developers and individual customers
paying gross-up.

No. As known, there are only approximately 21 or 22
utilities in the state which have authority to gross-up.
Almost all of them are "pure" utilities and the number of
companies with developer affiliates is probably very small.
To avoid discrimination among contributors, all CIAC
transactions with affiliates and non-affiliates should be
treated the same.

They should not be treated differently.

Possibly. It would depend on the financial condition of the
company and the cumulative amount of small contributions
collected each year.

On a case by case basis. 1If the cumulative amount of CIAC
contributed by individuals is small, in relation to the
total amount collected each year, it may be appropriate to
waive gross-up on individual contributions.

Yes, with the approval of the Commission.
only if Staff and the utility are in agreement.

Yes. However, we are aware of only one utility in the state
that is using present value gross-up. All of the other
companies are using the full gross-up method and would have
no basis on which to increase gross-up. Therefore, this
issue appears to have very limited applicability.

Ei&hxbt¥'ﬁlﬁd—|l
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Notice/
Issue

Reference . Position

III,B,2 First year’s depreciation should be based on the new
depreciation shown on the tax return on Form 4562, which is
related to property contributions or property paid for with
CIAC.

I11,B,2, (1) For consistency, whatever convention has been used on the
previous years tax returns should be used.

I1I,B,2,(ii) No. Again, the principal of consistency with the previous
practices of the utility should be followed.

Iv,B,2 Yes. This is the only basis on which the tax bepefit of
depreciation can be based. Any other treatment would
produce a "phantom" tax benefit, which does not exist.

IV,B,2(a) See position on Issue II,C,3(c),(i).

Iv,B,2(b) Current above the line NOL’s and carryforwards should be
used to reduce taxable CIAC, as is current practice.
Carrybacks will have no effect, since they are either below
the line or have already been used to the contributor’s
benefit in reducing taxable CIAC in the refund calculation.

IV,B,3 See position on Issue II,C,3(c) and Exhibit A.

IV,B,3(b) Used and useful depreciation on invested property should be
classified above the line. Non-used and useful depreciation
on invested property, as well as prior year’s depreciation
on contributed property, should be classified below the
line. To do otherwise will flow-through all the tax
depreciation benefits on CIAC property to the contributor
and result in discrimination. See Exhibit B.

Iv,B,3(b), (1) First year’s depreciation on contributed property or assets
constructed with contributed cash should be used to reduce
taxable CIAC and the amount of gross=-up required. This
treatment gives the tax benefit of first year’s depreciation
to the contributor, in accordance with the findings of the
Commission in Order No. 23541.

IV,B,3(b), (ii) Subsequent year’s depreciation on contributed assets should
be classified below the line. Such treatment results in
non-discriminatory treatment . among contributors and
preserves the benefits of such depreciation for the rate
payers. See Exhibit B for an illustrative example.

IV,B,3(b), (iii) The tax return is the primary source of this information.
However, Staff also needs to look to the company'’s financing
practices. For example, property contributions almost
always show up on the tax return, if they are in service by
the end of the tax year. However, cash CIAC is often used
to service debt and is not converted to assets. The Annual

Exhbit RN
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Notice/

Issue
Reference . Position

IVv,B,3(b), (iii) Report is the least reliable source of information, since it
(cont.) is frequently different from the depreciation schedule used
to prepare the tax return.

Iv,B,3,C This issue is puzzling. All differences between book and
tax are shown on Schedule M-1 of the return. Generally,
these timing differences relate to depreciation and
amortization of CIAC, meter fees, and CIAC as revenue. The
book treatment is not relevant, since we are dealing with an
analysis of the tax return and a determination of the tax
effects applicable to CIAC and gross-up.

/
IV,B,3(c), (1) This cost should be treated as a below the line expense,
consistent with the treatment of this expense in cost of

service proceedings.

1V,B,3(c), (iii) The state emergency excise tax should be classified as a
below the line item, consistent with rate making treatment
in cost of service proceedings. To our knowledge, state
emergency excise taxes have never been allowed in the cost
of service tax provision, since they are based on
accelerated depreciation.

IVv,B,3(d) Meter fees, guaranteed revenues, AFPI, and non-utility
revenues should be classified below the 1line. This is
consistent with the treatment of such revenue in cost of
service proceedings.

IV,B,3(e) Yes. See Exhibit A.
IVv,B,3(f) Yes. See Exhibit A.
IV,B,3(9) When the utility is sold to a governmental entity, the gain

or loss should be classified as a below the line itemn,
consistent with the Commission’s lack of jurisdiction on
such sales. We assume that this issue relates to the sale
of a utility to a governmental entity and that the utility
ceases to be regulated. In those extremely infrequent
instances where a utility sells an operating system and
continues to be regulated by the Commission, the treatment
of the gain or loss in a cost of service proceeding should
be followed. We are not aware of any instance where this is
applicable to any of the companies currently grossing-up.

IV,B,3(g), (1) The gain or loss should be net of tax and, in almost all
cases, will be below the line for the reasons set forth
above in response to Issue 1IV,B,3(g).

Iv,C,1 Yes, but a specific amount cannot be specified. Any
decision needs to be case-specific and based on the
circumstances. For example, a $500 refund is generally

inappropriate. However, if that $500 refund only goes to 2
contributors, then it would be hard to justify not making a

refund.
el RCA-I
4 P ¢ of 14



Notice/
Issue

Reference

. Position

1v,c,2

IV,F

Iv,G

IV,H and IV,H,1

Iv,I

V,a,2

Uneconomic cash refunds should be credited to CIAC, in
accordance with past Commission practice in gross-up refund
and rate case proceedings.

Refunds should not normally be made to rate payers. The
refunds belong to the original contributor. 1In the case of
a defunct developer, in which there is no successor in
interest, a refund to the home buyers/rate payers may be
appropriate.

The Commission should verify refunds in a cost efficient and
expeditious manner. This can be accomplished through a desk .
audit of the information filed by a utility concerning the
refund. Such information would consist of a list of all
persons receiving a refund, the amount of refund and
interest refunded, computation of interest, and copies of
the checks sent to each contributor. We see no need to
provide copies of the front and back of cleared checks to
verify that a refund was made. If, for some reason, Staff
desires to see cleared checks, this should be done on sample
basis only.

Unclaimed gross-up refunds should be treated as all other
unclaimed refunds. As known, rate case refunds which remain
unclaimed are not turned over to the State as abandoned
property, but are credited to CIAC.

The refund of CIAC gross-up should have no effect on the
calculation of subsequent refunds. Such refund amounts
should be treated as a below the line expense which would
not effect subsequent refund calculations.

Yes. Such costs normally are bank charges which are part of
the cost of maintaining an escrow account. Such charges are
usually immaterial in relationship to the total escrow
account balance.

No. Currently, companies may withdraw escrow account funds
to make quarterly estimated tax deposits without Commission
approval. The only other withdrawals that are made are
transfers to the operating account upon issuance of a
Commission Refund Order. We see no reason to obtain pre-
approval of the Commission to withdraw funds to make
guarterly tax deposits or comply with a Refund Order.

Companies should be required to keep bank statements of the
escrow account and to be able to show the amount of
deposits, interest, withdrawals, and ending balance each
year.

We have no objection to providing the Commission with
documentation that an interest-bearing escrow account has
been opened.

GﬁWbA—KuJ”
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Notice/
Issue

Reference

. Position

Vv,D and V,E

VvI,C

vI,c,1

VvII,A

VII,A,1

The information relating to the escrow account is currently
a requirement of the report on gross-up collections and
proposed refunds filed annually with the Commission.
Presumably, the Commission has the right to audit the escrow
account at any time.

The utility is responsible for making the refunds determined
by the Commission, regardless of where the funds will come
from. In the unlikely event that there is a shortage in the
escrow account, for refund purposes, the company’s other
cash resources must be used to make the refund.

‘ .
Under the normalization method of accounting prescribed by
the Commission for gross-up, three balance sheet accounts
are created. First, a deferred tax asset is created to
recognize the tax effect of CIAC treated as income on the
tax returns. The second account is contributed taxes which
represents the net unamortized balance of all gross-up
collected. In a rate case, the deferred tax asset and
contributed tax account will offset each other and have no
effect on cost of service.

The third account arising from gross-up is a deferred tax
liability which recognizes the tax effect of accelerated and
CIAC depreciation on the tax return. 1In a rate case, this
balance will be recognized as zero cost capital in the
capital structure.

An alternative to treating the deferred tax liability as
cost-free capital is available which also gives the benefit
of gross-up collections to the rate payer. As mentioned
above, the contributed tax account reflects all gross-up
collected, net of any refunds ordered by the Commission.
This account, like CIAC, will not self-amortize. If this
account is amortized over the life of utility assets, the
resulting income could be classified above the line, thus
reducing the revenue requirement.

In summary, we believe that in rate cases, the effect of
gross-up should either be recognized as zero cost capital,
or the amortization of contributed taxes should be treated
as above the line income for the benefit of the rate payer.

Only above the line NOL’s should be used to reduce taxable
CIAC, thus benefitting the contributor. NOL’s in past rate
cases have never received any rate case recognition. To the
extent a company has had NOL’s which would cause a utility
not to pay any income tax, no provision for income tax has
been included in cost of service. We do not understand the
reference to past rate cases in this issue.

See Exhibit C.

See Exhibit C. - ‘
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Notice/
Issue

Reference

. Position

VII,A,2
VII,A,3

VII,B

VIII,C

VIII,D

See Exhibit C.
See Exhibit C.

Yes. Non-grossed-up CIAC should be identifiable in the
company’s books and records.

The gross-up should not be combined with service
availability charges to result in one charge. Such
treatment would unduly complicate accounting for gross-up,
since it would need to be separated for potential refund
purposes and accounting under the normalization method.

Yes. It would make sense to look at refunds every three to

five years. However, a contributor, in any given year, may
not want to wait this long to receive a potential refund.
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Commission Workshop on CIAC Gross-up
Basic Principles Used to Determine Above and Below the Line
Treatment of Revenue.and Expense on a Utility’s Tax Return

Since 1987, my firm has used the principles set forth below to determine
above and below the line taxable income or loss in the preparation of gross-
up refund reports for our clients. The Commission has generally accepted
these principles in the refund orders issued for our gross-up clients. I
believe these principles are in accordance with the intent of Order
No. 23451, dealing with jurisdictional net operating losses.

1. The aim of above the line and below the line classification
is to compute, as close as is practical, net taxable income
or loss on a regulated basis, consistent with a utility’s ,
last rate case and Commission policy and practices used to
determine cost of service on a jurisdictional basis.

2. Above the line items are those types of revenues and expenses
reported on the tax return which have been recognized by the
Commission in a company’s previous cost of service (rate)
proceeding and, thus, are imbedded in a utility’s service
rates. This treatment is necessary since the taxable
operating revenues realized through such rates provides
recovery only of those previously approved expenses. To do
otherwise would violate the basic accounting principle of the
"matching concept."

3. The amount of expenses gqualifying for above the 1line
classification should reasonably relate to the amounts
allowed in a company’s last rate case, or amounts which would
reasonably be expected to be approved in service rates, if a
utility were in a current rate proceeding before the
Commission.

4. Below the line items are those revenues and expenses which
have not been recognized in a previous cost of service
proceeding in kind or amount, and are not imbedded in the
company'’s rates. Thus, the taxable revenue realized is not
providing recovery of such expenses.

5. The amount of expenses qualifying for below the 1line
classification consists of actual expenditures for items not
considered or disallowed in a company’s last rate case.
Also, expenses unreasonably in excess of previously allowed
expenses would qualify for below the line treatment, if such
excess expenses would reasonably be expected to be disallowed
in a current rate proceeding before the Commission.

Exhibit A
R. C. Nixon
Cronin, Jackson, Nixon & Wilson, CPA‘s
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Current Staff proposal
Above the line taxable income before CIAC
and tax depreciation on CIAC

Depreciation on taxable CIAC:
Year 1
Year 2
Year 3
Year 4
Year5
Year 6
Year7

Adjusted taxable income (loss) before CIAC
Taxable CIAC

Adjusted above the line taxable income

Net taxable CIAC
Marginal tax rate
Tax on CIAC

Factor for gross—up

Gross—up required for tax effect
Actual gross~up collected ($500,000 x .6033)

Refund required per Staff

Existing practice
Taxable CIAC

First year depreciation on CIAC

Net taxable CIAC
Marginal tax rate
Tax on CIAC
Factor for gross—up
Gross-—-up required for tax effect
Actual gross—up collected

Refund required

Comparison of Gross—up Refund Computations
Current Staff Proposal vs, Existing Practice per Order No. 23541

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year7

$ 50000 $ 50000 $ S0000 $ 50,000 $ 50,000 $ 50000 $ 50,000
18,750 36,095 33,385 30,885 28,565 26,425 24,400
18,750 36,095 33,385 30,885 28,565 26,425

18,750 36,095 33,385 30,885 28,565

18,750 36,095 33,385 30,885

18,750 36,095 33,385

18,750 36,095

18,750

18,750 54,845 88,230 119,115 147,680 174,105 198,505
31,250 (4,845) (38,230) (69,115) {97,680) (124,105)  (148,505)
500,000 500,000 500,000 500,000 500,000 500,000 500,000
$531,250 $ 495155 $461,770 $ 430885 $402320 $ 375895 $ 351,495
$ 481,250 $ 481,250 $ 461,770 $ 430885 $402320 $ 375895 $ 351,495
0.3763 0.3763 0.3763 0.3763 0.3763 0.3763 0.3763
181,094 181,094 173,764 162,142 151,393 141,449 132,268
1.6033 1.6033 1.6033 1.6033 1.6033 1.6033 1.6033
290,349 290,349 278,596 259,062 242,728 226,786 212,065
301,650 301,650 301,650 301,650 301,650 301,650 301,650

$ 11301 $ 11301 $ 23054 $ 41688 §$ 58922 §$ 74864 $ 89585
$ 500,000 $ 500,000 $ 500000 $ 500000 $500,000 $ 500000 $ 500000
(18,750) (18,750) _ (18,750) (18,750) _ (18,750) (18,750) _ (18,750)
481,250 481,250 481,250 481,250 481,250 481,250 481,250
0.3763 0.3763 0.3763 0.3763 0.3763 0.3763 0.3763
181,094 181,094 181,094 181,094 181,094 181,094 181,094
1.6033 1.6033 1.6033 1.6033 1.6033 1.6033 1.6033
290,349 290,349 290,349 290,349 290,349 290,349 290,349
301,650 301,650 301,650 301,650 301,650 301,650 301,650

$ 11,301 $ 11301 $ 11,301 $ 11301 $ 11301 $ 11301 $ 11,301




Comparison of Gross-up Refund Computations
Current Staff Proposal vs. Existing Practice per Order No. 23541

I. Assumptions

l. Company has average above the line taxable income of $50,000 before
depreciation on taxable CIAC.

2. Company receives $500,000 of depreciable CIAC in each of the next
seven years.

3. CIAC is depreciated using MACRS 20-year rate with half-year
convention.

4. Marginal tax rate is 37.63 percent.

II. Observations and Conclusions

1. Staff proposal is a flow-through method. Not only first year'’s tax
depreciation on CIAC, but all depreciation benefits on CIAC are
utilized in the same way (above the line) to benefit contributors of
CIAC rather than rate payers.

2. Contributors in Year 1 receive a refund of $11,301, while those in
Year 7 receive a refund of $89,585, due solely to the flow-through
of the tax benefits of depreciation on prior years’ CIAC. The Staff
proposal is clearly discriminatory between contributors and between
years.

3. Giving the contributors the tax benefits of depreciation through
increased gross-up refunds would invalidate the normalization
process which returns such tax benefits (exclusive of those on first
year depreciation) to the rate payor. See accompanying journal
entries for accounting for full gross-up (Exhibit C).

4. Contributor receives a windfall under Staff proposal. First,
contributor (developer) recovers CIAC and gross-up in the price of
homes sold and a tax deduction (benefit) on his return. This

conclusion was reached on Page 21 of Order No. 23541 and is
reiterated on Page 18 of Commission Order No. PSC-93-1207-FOF-WS in
the Gulf Utility Company case and on Page 28 of the Commission’s
Appellate Brief in that case currently pending before the First
District Court of Appeal. Second, the Developer recovers
depreciation benefits on his contribution and on the contributions
of contributors from previous years. .

5. Under the current Staff proposal, the contributors, in the long run,
get the tax benefit twice. Once in the write-off of the price of
the homes sold, and secondly, through the refund of those gross-up
monies as depreciation accrues. Since there is only one tax benefit

Exhibit B
R. C. Nixon
Cronin, Jackson, Nixon & Wilson, CPA's
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Comparison of Gross-up Refund Computations

Initial Staff Proposal vs. Existing Practice per Order No. 23541

available to be passed on, either through the flow through to the
contributors or normalization to the general body of rate payers,
the general body of rate payers effectively pay twice. Once in the
price of their homes, and again through the failure to obtain the
normalized depreciation benefits. The benefit can go either to the
rate payers, as required in Commission Order No. 23541, or to the
contributors, but not to both groups.

The existing normalization practice required by Order No. 23541 is
non-discriminatory. All contributors are treated equally year-in
and year-out. p

Exhibit B
R. C. Nixon
Cronin, Jackson, Nixon & Wilson, CPA’s
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Accounting Entries for Full Gross-up

In Accordance with Order No. 23541 and FASB 109

Assumptions:

60

$100,000 of depreciable CIAC received.

$60,333 of gross-up received, marginal state and federal rate of

37.63 percent.

The $60,333 of gross-up represents the following:

State and federal tax on CIAC ($100,000 x .3763) $37,630

Tax on tax effect of gross-up ($60,333 x .3763)

Total gross-up

22,703

§GO|333

Twenty-year ACRS, half-year convention, tax depreciation rate.

Forty-year straight line book depreciation and amortization rate for

CIAC.

No CIAC or other income received in Year 2 or subsequent years.

Journal entries:

ear

Cash (CIAC tax escrow)
Contributed plant
CIAC
Contributed taxes
To record receipt of CIAC and gross-up

Deferred tax asset (tax on CIAC and gross-up)
Deferred tax expense (current benefit)
To record deferred tax on CIAC and gross-up

Contributed taxes
Deferred tax asset
To adjust tax on tax effect in current year

Income tax expense ($60,333 - $2,262)
Contributed taxes ($100,000 x .0375 x .3763)
Deferred tax expense (current provision)
($2,262 x .3763)
Income tax payable
Contributor refund payable
To record current expense and refund due to
contributor

Exhibit C

R. C. Nixon

Debit Credit
$ 60,333
100,000
$100,000
60,333
60,333
60,333
22,703
22,703
58,071
1,411
851
58,071
2,262

Cronin, Jackson, Nixon & Wilson, CPA's
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Accounting Entries for Full Gross-up
In Accordance with Order No. 23541 and FASB 109

Journal entries:

Year 1 Debit Credit
5. Deferred tax expense (current provision) $ 940
Deferred tax asset $ 940

To record current year reversal of deferred
tax asset ($100,000 x 2.5% x .3763)

6. Deferred tax expense (current provision) 471
Deferred tax liability ($1,411 - $940) 471
To record tax effect of book/tax timing
difference ~ depreciation

7. Contributed taxes ($36,219/40) 905
Amortization of contributed taxes 905
To record amortization of contributed taxes
to income over the life of contributed asset

8. Income tax payable 58,071
Contributor refund payable 2,262
Cash (CIAC tax escrow) 60,333
To record payment of taxes and contributor
refund
Year a ovision
Income tax expense $ 58,071 Current payable
Deferred tax expense (benefit) (59,482) Tax on CIAC and gross-up
Deferred tax expense 940 Tax effect of
amortization of CIAC
Deferred tax expense 471 Tax effect of book/tax
: depreciation difference
Net tax provision s -

Year 1 benefit to rate payor S 905 Above the line income -
amortization of
contributed taxes
(Note 1)

Exhibit C

R. C. Nixon
Cronin, Jackson, Nixon & Wilson, CPA‘s
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Accounting Entries for Full Gross-up
In Accordance with Order No. 23541 and FASB 109

ournal entries:

Year 2 Debit Credit
1. Income tax refund receivable
($100,000 x .07219 x .3763) $ 2,717
Income tax expense (benefit) $ 2,717
To record current tax expense (benefit)
2. Deferred tax expense (current provision) 940
Deferred tax asset p 940

To record second year reversal of deferred
tax asset ($100,000 x 2.5% x .3763)

3. Deferred tax expense (current provision) 1,777
Deferred tax liability ($2,717 - 940) 1,777
To record second year tax effect of book/tax
timing difference - depreciation

4. Contributed taxes ($36,219/40) 905
Amortization of contributed taxes 905
To record second year amortization of
contributed taxes to income

5. Cash 2,717
Income tax refund receivable 2,717
To record receipt of tax refund
Note: Assuming no other income, the Company
could only carryback losses for three years

ea Ta ovision

Income tax expense (benefit) $ (2,717) Refund receivable

Deferred tax expense 940 Tax effect of CIAC
amortization

Deferred tax expense 1,777 Tax effect of book/tax
depreciation difference

Net tax provision $ -

Year 2 benefit to rate payor $ 905 Above the line income -
amortization of
contributed taxes
(Note 1)

Note (1): Under this method of normalization, receipt of taxable CIAC has no
impact on the jurisdictional book tax provision. Cost of service is
reduced by above the line amortization of contributed taxes or a net
deferred tax liability, which would be recognized as zero cost capital in
a rate proceeding.

Exhibit C

R. C. Nixon
Cronin, Jackson, Nixon & Wilson, CPA‘s

EE*Jthr+ KlCﬁJ*l‘
3 of 3 ﬂkl&i s of )L}



EXHIBIT RCN-12



443

FLORIDA PUBLIC SERVICE COMMISSION
Capital Circle Office Center ® 2540 Shumard Oak Boulevard
Tallahassee, Florida 32385-0850

MEMORANDIM

April 18, 1996

TO: DIRECTOR, DIVISION OF RECORDS AND R&PORTING (BAYO) \'i;
J
FROM: DIVISION OF WATER & WASTEWATER (MCCASKILL ,h,.
DIVISION OF AUDITING & FINANCIAL ANALYS S SSEATX Aé§27

DIVISION OF LEGAL SERVICES (JAEGERJY 3(/ ;,

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

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

CRITICAL DATES: NONE

SPECIAL INSTRUCTIONS: I:\PSC\WAW\WP\960397.RCM

CASE BACKGROUND

The Passage of the Tax Reform Act of 1986 (Act), effective
January 1, 13587, made Contributions-in-Aid-of-Comnstruction (CIAC)
taxable inccme. To address this change, the Commission issued
several orders. In PAA Order No. 16971, issued on December 18,
1986, the Commission granted the Florida Waterworks Association's
(FWWA's) application for emergency approval of amended service
availability policies with modifications. That order, among other
things, allowed utilities to collect £f£rom contributors an amount
equal to the tax impact of CIAC, set forth a gross-up formula,
required filing of annual CIAC tax impact repcrts, and reguired a
refund of excess monies collected. '

By PAA Order No. 21266, issued May 22, 158%, this Commission
proposed to establish guidelines to control the collection of the
gross-up. Eowever, cn June 12, 1989, Order No. 21266 was protestad
by FWWA and 14 water/wastewater utilities. Also, by PAA Order Nc.

21436, the Commission proposed to rsguire a number of utilities tc
refund amounts c¢f the gross-up collsccad or mzks ad ijustments to
their depreciation rsserves. This crier was also orotescad.
Thcss zrozasts wers compbizned and z forma. nhearinag was held con
April 27 and 30, 1260. As a resul: :f that Icrmal near:%gDAT;e
P - —~ - - R4 [Visle -
Commissicn issued Order Nc. 23541 cx cber DOCIAMEXT MU
OLL2 | &PR18&EWLDE RN
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DOCKET NO. 960397-WS
DATE: APRIL 18, 1896

In the ordering paragraphs, the Order stated:

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

In the body of the order, the Commission recognized that
abcve-the-line Net Operating Losses (NOLs) and Investment Tax
Credits (ITCs) shall be used to calculate the actual tax liability.
Then in order after order after that, the authorization to continue
gross-up of CIAC was made contingent upon compliance with Orders
Nos. 16971, issued December 18, 1586, and 23541 issued Oct