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| nt r oducti on

The Comm ssion’s pol i cy on acqui sition
adj ust nent s, I n short, S t hat absent
extraordi nary circunstances, there won't be one.
Oten in water and wastewater cases, this policy
IS questioned for, we believe, two main reasons.

First, if a change in the conposition of the
I ndustry is sonething the Commssion would 1ike
to pursue, it may want to encourage certain

acquisitions by granting positive acquisition
adjustnments or not granting negative acquisition
adj ustments. Second, sonetines there are glaring
“deal s” where a utility is purchased for a
negligible sum while rate base is | arge; not
necessarily where the purchase price is below but
close to rate base, but where there is an extrene
di fference between the two, and allowing a return
on rate base rather than purchase price does not
seem “fair”. The Comm ssion’s acquisition policy,
as determ ned through past decisions as well as
a discussion of opposing views questioning this
policy, is explained in greater detail wthin
t hi s paper.

The conposition of the water and wastewater
I ndustry in Florida is an amalgam of differing

si zed muni ci pal, county, I nvest or and
cooperatively owned systens. A mmjority of these
systens are small “Mm and Pop” wutilities. Since

enact nent of the Safe Drinking \ater Act ,
utilities have had to neet increasingly stringent
environnental and water quality standards in an
al ready high capital arena.



As a direct result of these rising costs, a

| arge  segnent of the industry conprised of
utilities serving less than 500 connections are
I n | eopar dy of bei ng unabl e to conti nue

operations wthout environnmental or water quality
problens. This also raises concerns over the
affordability of water service. The Conmi ssion
has | ong recognized the technical, nmanagerial and
financial problens inherent in nost small wutility
operations which work against their ability to be
viable and to sustain safe, efficient and cost
effective |l ong term operation.

Because Florida is now plagued by the past
proliferation of small wutilities, concerns exist
about their long term viability. Consolidation of
these smaller systens is one way in which the

Commi ssi on coul d addr ess t he | ssues of
envi ronnent al and water quality conpliance as
well as financial viability. Further, from a
regul atory st andpoi nt, | ssues such as
conservation, reuse, overall service quality and

affordability are generally weasier to address
with Jlarger utilities.

The controversy regar di ng acqui sition
adjustnents is spotlighted in cases where there
Is a wde discrepancy between rate base and
purchase price. Due to the concerns these “deals”

raise, the Conmmission nmay want to consider
conpeting regulatory goals in evaluating this
I ssue. This wll be discussed in the section

regarding argunents agai nst current Conmm ssi on
policy.



Types of Acquisitions

The follow ng scenarios show the various ways
in which FPSC regulated wutility assets change
owner shi p.

. Transfers to governnental authorities.

. Transfers to non-jurisdiction entities such
as a honeowner s associ ati on, non-profit
entity, etc.

. Transfer of a larger system to another |arge

system
. Transfers of small systens to |arge systens.
. | nterconnection to regional facilities wth

the acquired utility remaining jurisdictional

. | nterconnection to regional facilities wth
t he acquired utility becom ng non-
jurisdictional

Current Acquisition Policy

Cur rent Comm ssion policy wth regard to
acquisition adjustnents was formalized in a
generic proceeding by tw orders, PAA Oder No.
23376, issued 8/21/90 and Final Order No. 25729,
| ssued 2/17/92. The Comm ssion stated the
fol | ow ng:

Qur policy on acquisition adjustnents
since approximately 1983 has been that
absent extraordi nary circunstances, t he
purchase of a utility system at a prem um



on

or discount shall not affect rate base.
The purpose of this policy, as stated in
PAA Order No. 23376, has been to create an
i ncentive for larger utilities to acquire

small, troubled utilities. W Dbelieve
that this policy has done exactly what it
was desi gned to do. Si nce its
| npl enrentation, many small wutilities have

in fact been acquired by larger utilities,
and we have changed rate base in only a
f ew cases.

Also in Oder No. 25729, the Comm ssion goes

to elaborate why it believes its practice

appropriate and what incentives it Dbelieves
i ncluded within this practice:

W still believe that our current policy
provides a nmuch needed incentive for
acqui sitions. The buyer earns a return on
not just the purchase price but the entire
rate base of the acquired utility. The
buyer al so recei ves t he benefit of
depreciation on the full rate Dbase.
Wthout these benefits, large utilities
woul d have no incentive to look for and
acquire small, troubled systens. The

custoners of the acquired utility are not
harmed by this policy because, generally,
upon acquisition, rate base has not
changed, so rates have not changed.
| ndeed, we think the custoners receive
benefits which anount to better quality of
service at a reasonable rate.

IS
are



The foll owing tabl e details
transfer/acquisition activity si nce 1997 and
shows activity to be fairly constant.

SUWWARY OF TRANSFERS SI NCE 1997
Sale to
Gover nnent
Transfers of al
smal | Entities
Year Transfe utll{tles resgltlng Tot al
rs resulting in i n
certificate certificat
cancel | ati ons e
cancel |l ati
ons
1997 13 1 5 19
1998 4 2 11 17
1999 0 10 15
2000 8 5 7 20
Comm ssion policy is well established and
acqui sitions continually occur. However,
controversy still exists on a case by case basis

surrounding the issue of acquisition adjustnents.

Acqui si tion Adjustnents

An acquisition adjustnent is a regulatory
convention by which the books of the utility are



adjusted to reflect changes in +the historical
rate base valuation resulting from purchase
prices that differ from original cost rate base
val uati ons. The need to develop this separate
accounting treatnent is largely a consequence of
certain abuses in the utility industry during the
acquisition and nerger period of the 1920's and
30's. The decision to include an acquisition
adjustnent in rate base nust be made by the
Comm ssion and nust be consistent wth current
policy based upon the existence of extraordinary
ci rcunst ances.

Si nce 1988, t he Commi ssi on has f ound
extraordinary circunstances resulting in three
negative and t hree positive acqui sition
adj ust nent s. The Commi ssi on policy of not
recogni zi ng acqui sition adj ust nent s, ei t her
positive or negative, in the absence of a show ng
of extraordinary circunstances does constitute an
i ncentive for acquisition of small systens when
t hey can be pur chased at a discount to
establ i shed rate base val ue.

Positive acquisition adjustnents

A positive acquisition adjustnment results when
the purchase price exceeds the net book value of
the acquired property. For exanpl e, | f t he
original cost rate base valuation is $100, but an
acquiring wutility paid $120 for the assets, a

positive acquisition adjustnent, | f approved,
woul d inflate the original cost rate base
valuation to $120. The acquiring utility would

then be permtted to earn a rate of return on the



i nvest ment of $120. It has been argued that in
certain situations such an adjustnent provides
I ncentive for the acquisition of troubled or run
down utilities by larger and nore able utilities.

The criteria for eval uati ng a positive
acqui sition adj ust nent are enuner at ed In
Comm ssion Orders Nos. 8206 and 9455:

. Did the purchaser pay nore than the original
cost ?

. Was the transaction at arns | ength?

. Did the purchased assets renmain in use?

. Does the purchased system provide a needed
expansi on of the old systenf

. Was the purchase price below replacenent
cost ?

. Was t he sal e approved by t he pr oper
aut hority?

. Did the purchase benefit the custoners?

A determnation of whet her the purchase

benefits the custoners Is typically the nost
anal yzed of the above criteria. Additionally, if
t he I ncl usi on of a positive acqui sition

adjustnent can be related to cost reductions, a
double recovery of the utility’'s investnent wll
not occur.

Qpponents of a positive acquisition adjustnent
bel i eve t here are no cl rcunst ances wher e a

positive acqui sition adj ust nent woul d be
appropriate. The basis of the argunent is that
any positive acquisition adjustnent | eads to

I ncreased rate base, based solely on a change in



owner shi p.
Negati ve Acqui sition Adjustnent

A negative acquisition adjustnent is recorded
when the purchase price of the transaction is

below the original cost rate base valuation. | f
approved, the negative acquisition adjustnent
reduces the rate base valuation to the |evel of
the purchase price. In the previous exanple,
assunme a purchase price of $80. An approved
negative acquisition adjustnment would reduce rate
base to the $80 purchase price. The rationale in

this instance is to not permt an acquiring
utility to earn a return on a value greater than
its actual investnent. However, if the purchasing
utility were to negotiate a price nuch |ower than
rate base and be required to earn a return only
on the purchase price, this <could act as a

di sincentive to negotiate a |ower price or
concl ude the purchase.
I n eval uati ng negati ve adj ust nent s, t he

Comm ssion considers the physical condition of
the acquired facilities and whether the purchase
was prudent.

Argunent s Agai nst Current Comm ssion Policy

Qpponents of the current policy argue that no

I ncentive shoul d be necessary for | ar ger
utilities to purchase smaller systens. They argue
t hat | f the regulatory process is properly

functioning, the opportunity to earn a reasonable
return on its capital investnent and recover all
prudently incurred operating expenses should be



sufficient incentive for any utility.

Wile rate of
appropriate for |larger

return regulation may be
utilities, it is apparent

that this nethod of regulation contributes to the
cash flow problens for Cass C utilities. W have
reviewed all Cass C utilities which filed 1999
Annual Reports and have developed the follow ng
table detailing achieved rates of return. | t
should be noted that the calculated rates of
return are based wupon data as filed by the

utilities subjected to only a desk audit.

1999 ACHI EVED RATES OF RETURN

CLASS C WATER AND WASTEWATER UTI LI TI ES’

PERCENT
UNDER
uriLi Ty | Toral | UNDER O NEGATIVI 1600 oR
10% E
NEGATI V
E
WATER 113 26 57 73%
WASTEWAT 81 16 51 83%
ER
This analysis shows that a mpjority of these
requl at ed utilities have fail ed to achi eve
adequate rates of return and cash flow under
base regqul ation. Wiile reducing rate base
purchase price may appear fair and reasonable by
al | ow ng a return solely on t he owner's
I nvest nent, this practice coul d reduce
utility's ability fund its operations
thereby jeopardize its long term viability.

10
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Consequently, ratepayers may end up paying higher
rates in later years to overcone neglect or the
inability to fund inprovenents resulting from
lower rates in the short term A utility's
future cash needs nust be net if it is to remain
vi abl e.

The present acquisition policy is especially
gquestioned in the case of deals where a utility
Is purchased at a price well below the rate base
| evel and no acquisition adjustnent is nmade. This
scenario was recently highlighted in Docket No.
970409-SU, regarding the purchase of the Tropical
| sl es system by Fl ori da Wat er Servi ce
Cor por ati on. In this case, the utility was
purchased for $5.00 wth rate base being in
excess of $270, 000. This docket provided a vivid
exanple of the reaction to future rates being
based upon rate base and not the actual $5.00
I nvest nent of the new owners.

One view is that purchasing utilities should
not be allowed to earn a return on so-called
“phantont i nvestnent when purchase price is below
rate base of the acquired utility. A negative
acquisition adjustnent is appropriate in such
cases, absent a showing by the acquiring utility
that it should not be nmade.

Beyond the need for an acquisition incentive,

there is an additional inportant reason for not
including a negative acquisition adjustnent in
rate base. |If regqulatory policy is to have 1 ong
term rat her t han short term obj ect i ves,

regul ators should therefore treat wutilities as

11



going concerns and evaluate rates on a cash
need's basis. Uilities are often sold at a
di scount because the owner is unable to continue
operating it at existing rate levels. This is an
exanpl e where regulators should also consider the
ability of the new owner to provide long term
service in conpliance with regulatory standards.
Where large differences exist between rate base
and purchase price, the Comm ssion should explore
the reasons for the differences on a case by case
basis and consider the possibility of approving
a partial acquisition adjustnent if warranted by
extraordi nary circunstances.

Anot her concern regarding excluding negative
acquisition adjustnents involves cases in which
the system is in disrepair and the acquiring

utility nmust incur nmajor capital outlays for
| Nnprovenents. The concern is that if the rate
base remains at full original cost and the
pur chaser makes significant | nprovenents, t he
custoners may in effect be paying for the sane
plants twice -- once for the original rate base

anpunt and again for the inprovenents to restore
the facilities.

It is countered that the fornmer utility owner
was unable to nmaintain the system due to |ow
rates paid by custonmers causing a deterioration
of the system Therefore, any inprovenents should
be considered deferred maintenance expense never
included in previous rates. The basis of the
argunment is that custoners have paid too little
for too long, benefiting from low rates which
were in part responsible for the neglect and

12



condition of the wutility system The new owner
has assuned the existing problens of the utility

and an inevitable increase in rates wll be
needed to correct problenms to the ultinate
benefit of t he cust oners. Vi ewi ng t he
| nprovenent s as deferred mai nt enance, not

included in the previous rates, presents the
doubl e paynment issue as a problem of timng as

opposed to rate level. In any event, it my be
that the Commssion, in order to fulfill its
obligation to fairness, should in sonme way

recogni ze the reasons for such disparities and
address them in a manner that is fair to both
custoners and utility owners.

B. Acquisition Practices of OQher States

New Yor k, Pennsylvania and California have all
| npl enented acquisition policies wth the stated
goals  of consolidating the industry, t her eby
achieving the additional goals of safe, adequate,
reasonably priced service for the long term A
review of the other states’ policies and prograns
wi | hi ghl i ght addi ti onal I ncentives for
acqui sitions.

New Yor k

In 1994 the New York Departnment of Public
Service (NYDPS) adopted a policy statenent to

encour age acqui sitions of smal | er t roubl ed
systens by |larger systens. It included in its
policy a nunber of options to provide incentives
for such acquisitions. Acqui sition adjustnents
wer e anong a l'ist of possi bl e Il ncentive

13



mechani sns. The NYDPS stated its intention to
foster acqui sitions and mer gers | f such
transacti ons woul d address the foll ow ng goal s:

1. Inprove the ability of small water
conpanies to provi de servi ce;
2. I nprove custoner service;

3. Make it easier to conply with current
and future regul ations;

4. Avoid drastic rate iIncreases;

5. Bring the rates of nerged systens into
parity;

6. Inprove and consolidate managenent and
operati on; and

7. Pronote conservation (NYDPS, 1994).1

The NYDPS also provides for acqui sition
incentives if there 1is <clear custoner benefit.

A water conpany nmust denonstrate | ong run
viability and be able to provide safe and
adequat e service. Acqui sition incentives wll be

consi dered based on the follow ng factors:

1. Wether the acquiring conpany has the
ability to adequately nmnage, serve
custoners, conply with regulations and

! New Y ork Department of Public Service Statement on Policy of Acquisition Incentive
Mechanisms for Smal Water Companies, August 8, 1994.

14



finance capital inprovenents.

2. \Wet her t he | npact on cust oners
resulting from the acquisition is as
benefi ci al or nore beneficial t han
realistic alternatives.

3. Whether the terns of the acquisition
wi | | perm t future benefi ci al
sol utions, such as municipalization.

4. \Whether custoner benefits are expected
to be commensurate with the incentives
for the acquisition or nerger.

5. Whet her meani ngf ul customer
participation has been obt ai ned
t hrough effective public involvenent.?

The NYDPS also expressed its wllingness to
consi der additional i ncentives where proposals
are made to consolidate several water systens at
once.

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

1. Rat e Base

a. Were purchase price is less than
the rate base of the utility being
acqui red, we wi | | consi der
allowng rates to reflect the full

2 |bid.
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rate base of the acquired conpany.

b. Were t he pur chase price
greater than the rate base,
NYDPS] w Il consider allow ng

rates to t he pur chase price
prem um Such an adjustnment could
be justified by inproved service,

realized cost efficiencies
econom es of scal e.

c. Were capital expendi t ures

required for service inprovenent
or conpliance reasons, we Wil
consi der al | owi ng proj ected
| nprovenent costs to be reflected

in rates imediately, subject
| ater review.

d. Wwen the acquired conpany

l[ittle or no rate base, we wll

consider allowing a proxy

base equivalent to the rate base
per cust oner of the acquiring

conpany.

Depr eci ati on

Wer e ci rcunst ances war r ant,
accel erated depreci ation or
depreciation on projected

| nprovenent costs subject to later
reconciliation may be permtted.

Anortization

16



Anortization may be considered as a
means  of recovering the reasonable

costs of acqui sition and/ or t he
recovery of a purchase prem um The
term of t he anortization shoul d

consi der adverse custoner inpact.

In addition, the followng incentives my be
considered in special cases for good cause shown:

4. (Qperating Ratio

This nmechanism may be used [for rate
setting] in <cases where rate Dbase
mechani sms nay be | ess effective.

5. Rat e of Return

When acconpanied by appropriate

justification, It may be
beneficial to allow a prem um on
the overall rate of return as an

acqui sition incentive.

6. Delayed Recovery

Wer e acqui sition costs or
| nprovenent costs, or the effects
of rate equalization may cause
adverse custoner rate inpact, a
phase-in recovery or del ayed
recovery nmay be appropriate rather
than lose the opportunity for
consol i dati on.

17



7. Lease/ Buy- out

Wen the overall benefit of an
acquisition is uncertain and a
trial t akeover of managenent ,
operation, and ownership appear to
be beneficial, we may consider
| eased conpany operation wth an
option to buy as a way to provide
I ncentive.?3

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

program was inplenented in 1994, it has not
resulted in an increase in acquisitions. Wile
acqui sitions have occurred, t hey have not
I nvol ved small or troubled utilities. However,

utilities are encouraged to discuss wth the
Comm ssion what they would need to buy certain
utilities. Aquasource, which also operates wthin
Fl ori da, has purchased several utilities and it
Is believed a key incentive for the purchases was
the provision of automatic rate increases after
an initial rate freeze. Upon purchasing a
utility, rates are frozen for four years after
which rates may be increased by a factor based
upon the cost of the CGDP for each of the next
seven years. This initially protects custoners
from rate increases and provides the utility wth
known increases wthout |itigation or additional
regul at ory expense.

Pennsyl vani a

% Ibid.
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Pennsylvania has also adopted a policy of
encour agi ng | ndustry consol i dation and
acquisitions if the proposed transaction neets
the follow ng threshol ds:

1. The acquisition is in the public
| nt er est;
2. The acquisition wll not effect the

viability of the acquirer;

3. The acquired system has I|ess than

3,300 connections, is not currently
viable, is in violation of statutory
and regulatory standards, and has

failed to tinely conply wth any order
of the DEP or PUC,

4. The acquired systemis custoners wll
recei ve | npr oved service I n a
reasonabl e tine frane;

5. The pur chase price S fair and
reasonabl e and conducted through arns’
| engt h negoti ati ons;

6. Single tariff pricing shoul d be
i npl emented to the extent reasonable.
Phased in inplenentation of rates may
be appropriate if necessary to address
affordability.*

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

specific incentive nechanisns to

consi dered i ncl ude:

1.

Rate of Return Prem uns

Additional rate of return basis points
may be awar ded for certain
acqui sitions or | npr ovenent costs
based on sufficient support filed by
the utility in a rate proceeding;

Acqui si ti on Adj ust nent

When acqui sition costs exceed
depreci at ed ori gi nal cost, a
reasonabl e excess nmay be included in
rate base and anortized over 10 years;

be

Deferral of Acquisition |nprovenent Costs

In cases where inprovenent costs are
too great to be absorbed by rate
payers at one tine, rate recovery may
be i n phases.

Pl ant | nprovenent Surcharge

Extraordi nary inprovenent costs nmay be
tenporarily offset by surcharging the
custoners of the acquired system | f
those inprovenents benefit only the
custoners of the acquired system the
| nprovenent costs nay be allocated to
those custoners on a greater than

20



average (but Iless than 100% basis to
the new custoners for a reasonable
period of tine.®

The Pennsylvania program is directed at the
reduction of small troubled utilities. A recent
contact wth the Pennsylvania Comm ssion shows
t hat acqui sitions are a conmon occurrence.

However, in nost cases the transactions do not
meet the criteria to utilize acqui sition
I ncentives. However, the state is wlling to work

with utilities to acconplish its goal of industry
consolidation and it is believed this environnment

Is conducive to acquisitions. Additionally, a
maj or factor hel pi ng smal | utilities and
acqui sition activity S t he Pennsyl vani a

| nfrastructure | nvest nent Aut hority ( PENNVEST)
which provides |ow cost |oans and grants for
wat er and wast ewater | nprovenents.

California

The California Public Uilities Conm ssion
(CPUC) began workshops in 1997 to investigate the
dynamcs of acquisitions and nergers of water
utilities in its state. One of the issues before
the Comm ssion was the use of original cost to
establish rate base versus replacenent cost new
| ess depreciation (RCNLD) in acquisition cases.
Before the CPUC could conclude its investigation,
t he California | egi sl ature enact ed HB 1268
permtting “fair market value” (as determ ned by
actual purchase price) rate base valuation if
| ess than RCNLD.

° lbid, p12.
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California Public Utilities Code Section 2718-
2720 is the Public Wter System Investnent and
Consol i dation Act of 1997. The |l egislature
f ound:

1. Public water systens face replacenent
and wupgrade <costs due to the Safe
Dr i nki ng Wat er Act and state
regul ati ons and requirenents;

2. Increasing anount s of capital
necessary to fund public water system
I nvest nent ;

3. Scal e econom es are achi evabl e;

4. Providing I ncentives to achi eve
economes wll provide benefits to
rate payers.®

I n or der to encour age | nvest nent and

consolidation in public water systens, Section
2720 provides:

1. The Comm ssion (CPUC) shall wuse “fair
mar ket value” when establishing rate
base for di stribution syst ens of
public water systens acquired by a
wat er cor poration;

2. If “fair market value” is greater than
RCNLD, the Comm ssion nmay include the
difference in the rate base for rate

6 |bid, 1999 Update 1, pp 1.2-9, 1.2-10.
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purposes if additional anpunts are

fair and reasonabl e. Fai rness and
r easonabl eness determ nati ons may
consi der whether the acquisition wll
| nprove reliability, compl i ance,

efficiencies, and economes of scale
that would not otherwi se be avail able
and the inpact to consuners wll be
fair and reasonabl e.

A recent cont act W th t he California
Comm ssi on reveal s t here has been activity
regarding acquisitions and nergers of | ar ger
utilities with mninmal activity regarding snal
utilities. | t was indicated that the large
utilities have business plans to expand to becone
nore efficient and avoid being acquired by I|arger
utilities. Also, California based utilities have
acquired out of state wutilities. The i npact of
allowng fair market value has had nore of an
I npact on purchase price rather than the nunber
of acquisitions. Wile this policy nmay act as a

stimulus, it does nmake or break acquisitions.
Aquasour e had initially shown | nt er est I n
acquiring sever al utilities, but has si nce

decided to not enter the California market. The
California staff states they had opposition to
their offering up to 7 tinmes book value for
utilities and seeking wutilities throughout the
state with no clear plan for central or regional
oper ati on.

The |l evel and nunber of incentives offered for

acquisitions is dependent upon defining the
Comm ssion’s goal s regardi ng I ndustry

23



consolidation and determ ning how aggressively it
Wi shes to pursue that goal. A review of other
state’s prograns provides a shopping Ilist of
avai l able incentives to facilitate consolidation
of the industry.

C. Florida' s Acqui sition Pol i cy for O her
| ndustries

Wiile this paper deals exclusively with the
water and wastewater industry, a brief discussion
of acquisition treatnment by the other industries
Is provided for informational purposes.

In the gas industry, the Conm ssion |ooks at
acquisition adjustnents on a case by case basis.
In each case, the acquisition is thoroughly and
individually reviewed on its nerits as to whether

or not it wll provide benefit to the body of
rate payers. In Docket No. 870118-GUJ, Central
Florida Gas Conpany was purchased by Chesapeake
Uilities, Inc., and requested that it be allowed

to anortize a positive acquisition adjustnent.
The acquisition resulted in a revenue requirenent

reducti on. Central Florida indicated there would
be additional savings associated with the use of
Chesapeake’s gas purchasing agent, engi neeri ng

departnment, and rate and accounting staff for the
preparation of rate cases. In Oder No. 18716,
the Comm ssion approved the anortization based on
projected savings due to Central Florida' s
acquisition by Chesapeake. However , Centr al
Florida was put on notice that the projected
savings would be analyzed in future rate cases to
determne if the projected savings actually
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occurred or had eroded. I n Docket No. 891179-Q,
Central Florida failed to denonstrate that the
projected savings related to the acquisition had
occurr ed. It was noted that Central Florida had
actually experienced a total increase in its
revenue requirenents since its acquisition by
Chesapeake. Therefore, in Oder No. 23166, the
Comm ssion disallowed the acquisition adjustnent.

Gty Gas Conpany was pur chased by NUI
Corporation and had requested that it be allowed
to anortize a positive acquisition adjustnent.

I n eval uati ng t he request, t he Commi ssi on
referred to the policy established in Order No.
23376 (Docket No. 891309-W5). In Order No.

24013, the Comm ssion found that there was
I nsufficient evidence in the record to support
t he findi ng t hat Gty Gas cust oners had
benefitted as a result of the acquisition by NU .
Therefore, the Comm ssion found that Gty Gas had
not denonstrated any extraordinary circunstances
to justify the inclusion of the acquisition
adj ust nent .

In the telecommunications industry, Section
364. 33, Fl ori da St at ut es, provi des t hat
Conm ssi on appr oval S required for t he
acquisition, transfer, or assignnment of majority
stock ownership of a telecomrunications conpany
operating a t el econmuni cati on facility I n
Fl ori da. The acqui sition, transfer, or
assignnment of mjority stock ownership of the
conpany is approved by the Conmi ssion based upon
an anal ysi s of t he public’s I Nt er est I N
efficient, reliable tel ecommuni cati ons.
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CGeneral ly speaki ng, nost t el ecommuni cati ons
conpanies are acquired at a prem um and conpanies
tend not to request an acquisition adjustnent.

Until recently in the electric industry, it
was rare that you wuld find acquisitions or
nmergers  of power conpani es. However, t he
comm ssi on currently has t wo open docket s
pertaining to acquisitions in this industry.
Docket No. 00-0824 is a review of Florida Power
Corporation’s earnings including the effects of
Its acquisition by Carolina Power & Light. Al so,
Docket No. 00-1148 is a review of Florida Power
& Light Conpany’'s (FPL's) proposed nerger wth
Entergy Corporation, the formation of a Florida
regional transm ssion Conpany, GidFlorida, and
the effect of these activities on FPL's retail
rates. In instances of acquisitions involving
| arger utilities, synergy 1is generated through
economes of scale, especially in admnistrative
functions wher e sone dupl i cati on can be
el i m nat ed.

Certain transactions give rise to intangible
assets that are not separately identifiable such
as pat ent s, copyri ghts, and trademar ks.
| ntangi ble assets that cannot be separately
Il dentified relate to the conpany as a whole.
| ntangi ble assets are factors in the production
or di stribution of goods  or services that

generate revenue. They are simlar to property,
pl ant , and equi pnent. However , t hey | ack
physi cal characteristics. They frequently exi st

because of the wunique conbination of separate
assets and personnel of the conpany, and their
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synergi sm explains why the value of an conpany as

a whole-- neasured in terns of its anticipated
earning capacity--may be greater than the sum of
the values of the individual parts of t he
conpany. This is comonly called goodwll.
Goodwi Il is the capability of an conpany to

produce earnings in excess of nornal.

This unique earning capability results from
I ntangi bl e advantages working for the conpany in

conj uncti on W th t he separately I dentifiable
tangi bl e and intangible assets. The value of the
enterprise as a whole nmay exceed the value of the
sum  of t he I ndi vi dual asset s, | ess t he
liabilities, of the conpany. Such situations
resul t from t he exi st ence of I nt angi bl e
qualities, such as an outstanding reputation,
superi or manager i al capability, and/ or t he
ability to operate at an above-normal |evel of

efficiency.
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VWere Do W Go From Here

In Order No. 25729, issued on February 17,

1992, the PSC concluded an investigation
regarding acquisition adjustnents and confirned
Its exi sting pol i cy. I n t hat O der, t he

Comm ssion enunerated the benefits to custoners
of new ownership as follows:

Wth new ownership, there are beneficial

changes: the elimnation of fi nanci al
pressure on the utility due to its
inability to obtain capital, the ability
to attract <capital, a reduction in the
hi gh cost of debt due to |lower risk, the
el i m nation of subst andard operating

conditions, the ability to nake necessary
| nprovenents, the ability to conply wth
the Departnent of Environnmental Regul ation
and the Environnental Protection Agency

requi renents, r educed costs due to
economes of scale and the ability to buy
I N bul k, t he I nt roduction of nor e

pr of essi onal and experienced nmanagenent,
and the elimnation of general disinterest
in utility operations in the case of
devel oper owned systens.

The Comm ssion may want to consider an overall
goal of hel ping ensure the sust ai ned provision
of safe, environnentally sound and reasonably
priced wat er and wast ewat er service to
Floridians. Wile infusion of funds through rate

28



I nCcr eases, grants or |low interest | oans may
provide a short term fix for many utilities, many

utilities will continue to have long term
probl ens based predom nately upon their snmall

scale of operation. Therefore, consolidation of

t he | ndustry by | ar ger utilities acquiring
smal ler wutilities, resulting in the above stated
benefits, may be a reasonabl e option to
elimnating problens faced by small wutilities and
assuring the long term provision of better
quality water and wastewater service. However,

t he Commi ssi on shoul d assure t hat each
acquisition is in the public interest and
eval uate each case based upon resulting custoner
benefits. Addi tional ly, t he Comm ssi on must

closely investigate all cases where a wde

di fference exists between purchase price and rate
base. It is inportant to understand the reasons
for these differences and evaluate custoner
benefits in determning if and at what |[|evel an
acqui sition adjustnent m ght be granted.

If the Comm ssion were to pursue a goal of

consol i dati ng the 1industry thereby elimnating
small non-viable wutilities, a key factor is if
the acquiring entity S requl at ed by this
Comm ssion. The Conmmssion is not involved in
negotiating or establishing the purchase price
of a utility. If the Comm ssion chooses to

provide incentives for snmall system acquisitions,
such incentives could only be based wupon its
continued regulatory authority. The acquiring
utility 1is concerned how continued regulatory
treatnent of the acquired assets and custoners
wi | | npact its profit, Conversel vy, a non-
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requl at ed entity such as a city, county,
cooperative or exenpt honeowners association 1is
concerned nmainly W th purchase price and its
ability to expand its custoner base and provide
ongoing service to its citizens or nenbers. Wile

it is desirable for governnental entities to
acquire wutilities based wupon their ability to
fund operations and their vested interest in
provi di ng service to their citizens, t he
Comm ssi on  cannot of f er I ncentives for these
purchases. However, since these type acquisitions
are fairly comon, it appears notivation and

I ncentive al ready exi st.

From the standpoint of the Comm ssion, an
acquisition policy which provides incentives for

consol i dati on S nost benefi ci al Wi th t he
scenario of a larger wutility acquiring a snaller
utility. However, at Issue is the economc
rationale for acquisition of a small, poorly
mai ntained wutility wth Ilimted custonmer growth
potential and whether additional incentives nay

be needed to pronpte these transfers.

The key to any policy which would lead to
consolidation of the industry and reduction in
the nunber of small utilities is an understanding
that the problens faced by snmall wutilities and
their custoners may be a statewi de problem that
extends beyond this Conmmission’s jurisdiction.
Any action, I ncluding acquisition incentives,
designed to pronbte an environnment conducive to
acquisitions by this Conm ssion would inpact only
a portion of the state’'s utilities. Therefore, we
can help to provide a solution to only part of
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the problem Based upon  our experience in
certifying new wutilities when a county gives
jurisdiction to the Conm ssion, we are well aware
t hat non-j uri sdi cti onal counties are |ikew se
I nundated with small utilities.

W believe if consolidation of the industry is
pursued it may be best addressed if considered as
a state goal expressed by the legislature. This
state policy would then serve as a backdrop to
I mpl enent measures to stimulate acquisitions.
Mergers  or acqui sitions cannot be mandat ed.
Acquisitions are business decisions which for
I nvestor-owned utilities are generally prudent
only with the expectation of future profit.

Utilities rely on this Commssion’s policy to

bargain for and purchase utilities. |t S
I nportant that this policy be clearly stated so
all players know the rules of the gane and are

able to anticipate the Commssion’s reaction. The
policy should also be flexible to entertain ways
to finalize transactions and avoid sane issue
heari ngs. Litigation costs associ at ed W th
transfers would be Dbetter spent in  making
| nprovenents to the acquired systens.

Wthin its jurisdiction, the Comm ssion could
do several things to stimulate acquisitions.
Regarding acquisition of Jlarge systens by other
| arge systens and the acquisition of smal |
utilities by Jlarger utilities, we believe the
pr esent policy of not acknow edgi ng ei t her
positive or negative acqui sition adj ust nent s
absent extraordi nary ci rcunst ances S still
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appropriate. However, if a goal of reducing the
nunber of small wutilities is pursued, additional
I ncentive options could be considered.

For the acquisition of small utilities, we
bel i eve t he unbrell a policy could be to
facilitate a reduction in the nunber of small

utilities for the 1long term benefit of the
ratepayers. Wiile higher rates are inevitable,
the goal of providing safe, reliable long term
service in conpliance wth regulatory standards
benefits ratepayers. To acconplish this goal, the
key question is why would an entity want to
acquire a small utility in need of substantial
upgrades? Further, we nust recognize that these
upgrades nust be done by either the present or
new owner with the cost borne by the ratepayers.
Therefore, a two prong attack is needed to help
upgrade existing small utilities naking them nore
attractive for acqui sition and/ or provi di ng
i ncentives for larger utilities to acquire either
well run or troubled small utilities.

Since snall utilities my be a statew de
problem a state program such as PENNVEST in
Pennsyl vania, which provides low interest |oans
and grants for infrastructure inprovenents would
help. This funding would be in addition to the
state revolving fund. For exanple, we have seen
many instances of small utilities seeking to
retire their water or wastewater plants and tie
their systens into regional systens. |In several
cases, these transactions have not happened due
to the unwllingness of the regional system to
assunme dilapidated collection or di stribution
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systens. Access to these funds can help make
utilities wlling to nmke inprovenents nore
attractive for acquisition. Additionally, a rate
I ncrease nmay be needed to cover the costs of
| nprovenents and position the utility to service
its acquired debt. An acquiring wutility would
rather not alienate its new custoners wth an
Il mmediate rate increase. Qoviously, they would
rather assune recently increased rates by the
pri or owner.

For small utilities wth little rate base,
traditional rate of return rate setting fails to
provi de adequate cash flow to service debt or put
profit back into the utility. The operating ratio
alternative currently available for Florida' s
snal | utilities can provide needed additional
revenues for these utilities. To date, t he
Conmm ssion has approved rates based upon the
operating ratio for three utilities. One of these
utilities is no longer jurisdictional due to the
loss of Citrus county and another was just
approved in 2000. Wile these cases cannot reveal
the inpact of the operating ratio, the third
case, Lake Osborne nmay show the positive inpact

of wusing the operating ratio. In 1996, Lake
Gsbor ne received a rate increase based upon the
operating ratio. I n 1997, the utility was
acquired by Crystal River Uilities. Even though
Lake Osborne was a small utility with rate base

of only $1,842, the ability of the new owner to
continue <charging the rates based upon the
operating ratio my have provided the 1incentive
to close the transfer. This is another way a
small utility can nake itself nore attractive for
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acqui sition.

Smal|l wutilities where the present owners |ack
the desire and ability to rmake inprovenents
present a different scenario. |In these cases,
| nprovenents can only be nade by the new owner
wth the cost ultimately borne by the ratepayers.
In many instances, the present owners are |ooking
to cut their losses and sell at bargain prices.
Absent extraordinary circunstances, a negative
acqui sition adjustnment would go against the goal
of consol i dati on. Addi tionally, contenti ous
recovery of costs to upgrade the acquired system
is also an acquisition disincentive. Depending
upon the size of the acquiring utility and the
magni tude of inprovenents to the acquired system
| npl enentation of a surcharge to customers of the
acquired system could be nmde avail able. A
surcharge would earmark only the custoners of
specific systens.

Additionally, when a utility acquires a system
which has little or no rate base, the Comm ssion
coul d consider allowing a proxy rate Dbase
equivalent to the rate base per custoner of the
acquiring conpany. This would increase cash flow
over otherwse break even rates providing an
I ncentive to acquire the system

In sunmary a package of the foll ow ng neasures
woul d serve to provide needed incentives if the
Comm ssion were to pursue a goal of industry
consol i dati on.

. Wrk with other agencies and the legislature
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for funding to establish additional funding
for I nfrastructure repl acement and
| nprovenent .

Educate our wutilities to nmake them aware of
fundi ng opti ons.

Codi fy, t hr ough rul e, t he Comm ssion’s
current policy of acknow edging neither a
positive nor negative acqui sition
adjust ment , absent extraordinary

Cci rcunst ances.

Recogni ze t hat addi ti onal I ncentives are
needed for the acquisition of small wutilities
and that imediate rate increases may be
needed to achieve the Ilong term goal of
provi di ng saf e, reliable service I n

conpliance with regul atory standards.

Educate custoners of the <costs to provide
quality service and the price tag of needed

| nprovenent s to their specific systens.
Educate them that in order to receive quality
service they wll bear the cost of regulatory
conpliance which is to their long term
benefit.

Expand applicability and pronot e setting
rates on t he operating ratio met hod.
Uilities with sufficient cash flow are nore
viable entities and are better targets for
acqui sition.

When the acquired conpany has Ilittle or no
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rate base, consider allowng a proxy rate
base equivalent to the rate base per custoner
of the acquiring conpany.

All ow surcharges for specific inprovenents
needed to be in conpliance wth regulatory
st andar ds.

Wen a small troubled system is discovered,
al | ow Conmmi ssi on staff to act as a
facilitator in pronoting an acquisition. This
would involve a proactive approach whereby

staff would find out if the owner is wlling
to sell, Jlocate a potential purchaser and
determ ne  what regul at ory Il ncentives are

needed to cl ose the deal.

Consi der non- econom c I ncentives such as
al | ow ng acquiring utilities t empor ary
authority to manage and operate systens they
want to acquire prior to finalizing the
acquisition and streamining the Conmm ssion’s
present transfer process.

36



