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By Order No. 16971, issued Decewber 18, 1986, the co .. ission 
granted approval for water and wastewater utilities to aaend their 
service availability policies to -t the tax illpact on 
contributions-in-aid-of-construction (CLlC) resulting fro• the 
amendment of section 118(b) of the Internal Revenue Code. order 
No. 23541, issued October 1, 1990, oroered utilities currently 
grossing-up CIAC to file a petition f or continued authority to 
gross-up and also ordered that no utilit.l •Y qross-up CIAC without 
first obtaining the approval of this co.at ssion. Orders No. 16971 
and 2 3 541 also prescribed the accounting and regulatory treatllents 
for the gross-up and required refunds of certain gross-up aaounts 
collected. on october 29, 1990, pursuant to Florida Adainistrative 
Code Rule 25-22.036 and C01111ission Order Mo. 23541, Pal• Coast 
Utility Corporation filed its petition for continuation of CIAC tax 
gross-up. Upon review of the inforution filed, it was determined 
that additional clarifying or explanatory inforution was needed 
and the utility was so notified on Karch 6, 1991. Tbe utility 
filed the additional inforution on llay 3, 1991. 

Palm Coast is a wholly owned subsidiary of ITT Corporation. 
The company is a Class A water and wastewater utility and provides 
water and wastewater services to Pala Coast, Florida, a community 
being developed by its affiliate, ITT-Co.-unity Development 
Corporation. Based on the 1990 Annual Report on tile with the 
Commission, the utility served approxiutely 11,259 water and 7, 529 
wastewater custo .. rs at the end of Decewber 31, 1990. Gross 
operating revenues were reported as $4,523,942 for the water system 
and $2, 004, 804 tor the wa•tewater syst-. Met operating income was 
reported as $716,982 and $144,177 for water and wa•tewater, 
respectively. The utility's reported achieved rate of return is 
2 . 99% and . 67\ 
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ISSUE 1: Should Palm Coast be allowed to continue to gross-up CIAC 
utilizing the net present value (NPV) qross-up aethod? 

RICOKIIIDAfiQI: Yes, the Ca.aiaaion sh~uld allow the utility to 
continue to gross-up CIAC W~inq the net p '!"esent value (NPV) gross­
up method. The collections of the CIAC qross-up should be made in 
accordance with the provisions of Orders Mo. 16971 and 23541. The 
tariffs should be approved aa filed and becoae effective at the 
expi ration of the protut period, if no ti .. ly protests are 
received. (MCCASKILL, HICitS, SALAK) 

STAll AIILJIII: Order No. 23541 required that all utilities, that 
wished to collect the qross-up, file a petition for approval of the 
gross-up with this co-ission. The order stated that each utility 
must demonstrate that a tax liability exists and that sources of 
funds are not available at a reasonable cost. Utilities were 
required to file the follovinq inforaation to deaonstrate the need 
to gross-up: Dellonatration of Actual Tax Liability, cash Flow 
statement (except for Class C Utilities), Stateaent of Interest 
coverage, Statement of Alternative Pinancinq, JWitification for 
Gross-up, Gross-up Method Selected and Proposed Tariffs. on 
october 30, 1990, Pala Coast filed inforaation which it believed 
demonstrated its need to continue the net present value (HPV) 
gross-up as previously approved in Docket No. 860184-PU, Order No. 
17598, issued May 26, 1987. We have coapleted our review of the 
information filed, and our findings are as discussed below: 

DUOMSTUtio• or ACDIL DX Lxyxw:n: our review of the 
financial stateaents filed by the utility indicates that Palm Coast 
will incur an actual above-the-line tax liability as a result of 
its collection of CIAC. The utility prepared schedules projecting 
operating results through 1995, uainq actual 1990 data as the base 
year. These schedules were projected assuainq Palm coast uses the 
NPV gross-up method to fund CIAC taxes and assuaing that Palm Coast 
uses no gross-up. Both assuaptiona reflect an overall tax 
liability for Palm Coast in each of the years 1991 through 1995. 
Palm Coast, therefore, is projected to aatisfy the Order's minimum 
requirement that utilities grossing up CIAC acutally have an above­
the-line tax liability. 

CASH fLOW S'fU'''": Projected cash flow statements were 
presented with and without HPV gross-up for the years 1991 through 
1995. The purpose of the cash flow stateaent is to deaonstrate 
whether 1 iquid funds are available to pay taxes on CIAC. Under 
both methods, the utility projects a deficit in its net cash flow 
for 1991, 1994 and 1995 ; therefore, it appears that funds will not 
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be available to pay CIAC taxea in thoae years. In 1992 and 1993 
the util i ty reflects positive net caah flows; however, the tax 
liabil ity associated with the CIAC exceeds the net cash flows 
available. Under the NPV gross-up aethod the utility's cash 
position is strenqthened due to the collection ot the taxes on the 
CIAC from the contributor; however, it does not appear that the 
utility will be able to tully fund the taAes on CIAC in any of the 
projected years under either method. 

STATIJIIIT or IDIUII QQDI"fll: Tt1-. tiaes interest earned 
(TIE) ratio indicate• the nuaber ot ti.. a utility is able to 
cover its interest. This ratio d-onatrates t11e company's abi 1 i ty 
to service its debt. It is also an indicator of the relative 
protection of the bondholders, and the utility's ability to go into 
the financial market to borrow money or iasue stock at a reasonable 
rate. Order No. 23541 established a TIE ratio of 2x as a 
benchmark. 

Based on the projected data subaitted tor the utility, in 1991 
the TIE ratio using the NPV grosa-up .. thod is 2.01 . Under the no 
gross-up method, the TIE ratio is 1.93 which is slightly below the 
threshold of 2. oo established in Order No. 23541. Under the no 
gross-up method, the TIE ratio reaains alightly below 2.00 until 
1994 when it rises to 2.45 and 2.28 in 1995. This increase appears 
to be due to increased income as a reault of the forecasted rate 
increase in late 1993. Under the NPV gross-up method the TIE ratio 
in 1992 is 1.35; however, in 1993 the TIE increases to 2.26 and in 
1994 and 1995 the TIE is 3.15 and 3.01. respectively. If allowed 
to gross-up CIAC, the required debt tin~ncing is reduced and the 
associated interest expense is reduced, reaulting in an improvement 
in the TIE ratio. As a result of this reduction in required debt 
financing, the utility's TIE ratio is stronger under the NPV gross­
up method than under the no gross-up projections. Therefore, it 
appears that the utility's &bility to service its deht is better 
under the NPV gross-up method. 

STATIMJNT or ALfllllfiYJ liMAICIIQ: The utility states that 
financing to pay the CIAC-relat&d taxes have not been obtained and 
that the overall f inancial health of the utility would be harmed if 
CIAC gross-up is not allowed and the corresponding required rate 
increases to cover the carryi ng costs ot financing the CIAC taxes 
are not granted. The ut ility stated that the majority of its CIAC 
is received from individuals, not developers; therefore, developer 
financing is not ~onsidered to be a viable borrowing source for 
funds to pay CIAC taxes. In addition, the utility stated that the 
record-keeping requirements related to n\lllerous homeowner loans are 
generally onerous a nd not cost effective. 
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The utility has aaintained total debt facilities of $12 
mill ion. However, this a110unt has been .. intained in anticipation 
of financing the utility's high level of capital additions. In 
1991, capital additions were projected at $12.7 aillion resulting 
in additional borrowings of $7.5 aillion. The utility indicated 
that the capital additions included construction of the first two­
million-gallon-per-day (MGD) phase of a 'later treatment facility 
and appurtenances totalling approxi.atel_ $7 million. In 1994 and 
1995 large amounts of capital additions ~re projected as a result 
of the construction of a 1 MGD wastewat er treataent facility, 
including effluent disposal. The $12 aillion debt facility consists 
of an $11 million line of credit with Manufacturers Hanover Trust 
Company (MHTCO) which converts to a three year loan effective 
December 31, 1992. The final aaturity date of the loan is December 
31 , 1995. At the election of the coapany, the outstanding 
principal amount of the loan bears interest at either (1) the 
commercial lending r a te of MH'1'CO or (2) the London Interbank 
Offered Rate of plus 1/ 2t per annua. A coaaitllent tee ot . 35t per 
annum is charged on the unused portion of the commitment. The 
utility's 1990 Annual Report indicates that outstanding borrowings 
under this agreeaent were $4.5 aillion at Deceaber 31, 1990. The 
utility also has a $1 million line of credit with Barnett Bank of 
Volusia County which it renewed through May 31, 1990 at an interest 
r ate equal to the bank's priae rate. The unused portion of this 
line of credit is subject to a co .. it.ent tee ot 1/2t per annum. 
The utility's 1990 Annual Report reflected no borrowings 
outstanding under this agre ... nt at December 31, 1990. If the 
utility is not allowed to gross-up, it is projected that Palm 
coast's available debt facility would be exceeded in 1995 by over 
$4 million due entirely to the requireaent to finance taxes on 
CIAC. 

Based on the foregoing, it appears that although the utility 
may have an alternate source of funds to finance CIAC taxes, 
available funds for planned capital additions would be reduced if 
the utility funded the taxes. In addition, by 1995, borrowings to 
finance CIAC taxes and capital additions would exceed the utility's 
available debt fac il i ty by appr oxi .. tely $2.2 million if the 
utility grossed-up CIAC and by approxi.ately $4.2 million if the 
utility did not gros s-up CIAC. Further, the effect of the 
increased borrowings s eems to be a r eduction in the utility's TIE 
ratio. It is projected that over the next five years, customer 
revenue requirements would be 3.4, higher per equivalent 
residential connection (ERC) in 1995 if the utility were not 
allowed to continue the NPV gross-up. Therefore, i t appears that 
the utility should be allowed to continue the NPV gross-up. 
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JUSfiliCIJIOI lQI Ill IIQII-QI: Pala Coaat believea that a 
gross-up of CIAC is required based upon ita projected liaited cash 
flows, high capital expenditures, and unsatisfactory interest 
coverage ratio if the gross-up is not continued. Further, the 
utility states that it has deaonatrated that an actual above-the­
line tax liability is projected to exi t in each of the years 1991 
through 1995 without the gross-up. Sta~f concurs with the utility 
that on a projected basis an actual above-the-line tax liability 
exists for the years 1991 through 19~ ~. Further, the projected 
financial stateaenta indicate that funis are not sufficient to 
t otally finance CIAC taxes and that the utility's TIE ratio is 
below the threshold established in Order No. 23541. Also, although 
the utility has a $12 aillion line of credit, if the utility 
financed the CIAC taxes, funds to finance planned capital additions 
would be reduced and debt borrovinqs would be increased by 
approximately 32' as a result of financing the CIAC taxes. 
Therefore, it appears that the utility's continued use of the NPV 
gross-up method is justified. 

GRQSS-VP KlfiOD 81LICfiD: Palm Coast has requested continued 
authority to gross-up CIAC for income taxes using the net present 
value (NPV) method. Pala Coast states that its believes that the 
NPV gross-up method is preferable for Palm Coast over the full 
gross-up method as the NPV aethod aore appropriately balances the 
interests of all parties, particularly the contributor. In 
particular , the utility states that under the NPV method only the 
carrying costs associated vith the taxes on CIAC are collected from 
the contributor. Thus, the NPV gross-up method is revenue neutra 1, 
and it has no revenue requirement impact on existing customers . 
The util i ty stated that it also believes that the NPV gross-up 
method most fairly assigns the costs and benefits associated with 
taxes on CIAC. 

Order No. 17598, issued May 26, 1987, approved Palm Coast's 
request to modify the gross-up foraula to recognize the present 
value of the tax effect of depreciation to be taken in the future . 
The order stated that the effect is to reduce the amount of taxes 
that must be collected up front, which benefits the developers and 
future customers. Therefore, Palm Coast's request to modify the 
gross-up formula was approved. 

PROPQSBD TABirrs: In accordance with Order No. 23541, the 
uti lity has submitted proposed tariffs f or the NPV gross-up method 
as requested in its filing . Staff recoJDJDends that the tariffs be 
appr oved as f i led and become effective upon the expiration of the 
protes t peri od. 
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QTUR COIIIDJIAZiat: our review of the information submitted 
by the utility indicates that the utility will incur an actual 
above-the-line tax liability as a result of collecting CIAC. It 
appears that while the utility will have aoae funds available in 
1992 and 1993 to finance taxes on CIAC, it does not appear that the 
funds available will be sufficient to fully fund the tax liability 
related with the collection ot CIAC. I t appears that funds are not 
available to finance CIAC taxes in 1991, 1994 and 1995. The 
utility has a $12 million line of cre~it avai~able tor borrowing; 
however, this line of credit was intend~ to finance the utility's 
large capital additona. It appears t-hat it the utility was 
required to finance the taxes on CIAC, additional borrowings to 
finance the capital additions and CIAC taxes would exceed the 
utility's available debt facility ot $12 aillion. If the utility 
is not allowed to qroaa-up, it appears that over the projected 
period, the utility will require increased borrowing as well as 
incur a higher interest expense. As a result of the increased 
borrowings and interest expense, the TIE ratio in 1991 is slightly 
below the 2.00 standard established in Order No. 23541, Docket No. 
860184-PU, and it remains below the standard until 1994 when it 
increases slightly above the standard. Thus, if not allowed to 
gross-up, the utility may experience some difficulty in servicing 
its debt. 

Based on its 1990 Annual Report filing, the utility's achieved 
rate of return is 2. 99t and • 67t tor the water and wastewater 
systems, respectively. Neither return i~ coapensatory in view of 
the 9.21t return allowed in Docket No. 890277-WS, Order No. 22843, 
issued April 23, 1990. When these factors are considered, Staff 
does not believe it is in the interest of either the utility or the 
ratepayers to increase a net operating incoae (NOI) deficiency even 
though the effect of not grossing-up would be imaaterial. 

In consideration of the above, we recoaaend that Palm Coast be 
allowed to continue the gross-up of CIAC utilizing the NPV gross-up 
method. Further, Orders No. 16971 and 23541 prescribe the 
accounting and regulatory treatments and record keeping for the 
gross-up, and require refunds of certain gross-up amounts 
collected. Staff reco ... nds that the CIAC collections be made in 
accordance with those Orders and that all aatters discussed in the 
body of those Orders be expressly incorporated herein by reference. 
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ISSUI 2 : Should the docket be cloaed? 

UCQ_.,.,.IOJ: Yea, if no protest• are received, tbe docket 
should be cloaed upon expiration of tbe proteat period. 
( MCCASKILL) 

STAI'I' ADLJIII: Upon the expiration o t tbe proteat period, if no 
p r otests have been received, the docket abould be cloaed. 
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