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Q.

PLEASE STATE YOUR NAME, BUSINESS ADDRESS AND
OCCUPATION FOR THE RECORD.

My name is Scott W. Vierima. My business-address
is 1000 Color Place, Apopka, FL. I am currently
employed as SSU's Vice President and Chief
Financial Officer.

ARE YOU THE SAME SCOTT VIERIMA WHO HAS PROVIDED
DIRECT TESTIMONY INCLUDING A STATEMENT oF
QUALIFICATIONS IN THIS CASE?

Yes, I am.

WOULD YOU BRIEFLY DESCRIBE THE PURPOSE OF YOUR
REBUTTAL TESTIMONY?

Yes. The purpose of my rebuttal testimony is to
controvert positions taken by the Office of Public
Counsel and the Marco Island Civic Association on
three general categories of service costs incurred
by SSU on behalf of its customers: 1) shareholder
service expenses, 2) original investment carrying
costs (exclusive of acquisition adjustments), and
3) the cost of invested/loaned funds. In their
direct testimony these intervenors have suggested
that SSU has requested recovery of amounts in
excess of those considered reasonable or necessary
to provide water/wastewater service; assertions I
will disprove. Additionally, I will discuss the
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supplemental testimony of OPC‘’s witness Kim
Dismukes in which she proposes imputation of CIAC
on assets acquired from Lehigh Corporation.
Finally, I will address concerns expressed by Marco
Island customers as to the price paid by SSU for
the Collier lakes.

REGARDING SHAREHOLDER SERVICE EXPENSES, MS.
DISMUKES CLAIMS THAT SSU HAS PROVIDED NO SUPPORT
FOR THESE COSTS OR HOW THEY BENEFIT RATEPAYERS. IS
THIS ACCURATE?

No. As part of the minimum filing requirements,
SSU submitted line-item detail of the seventeen
components of shareholder costs including such
items as rating agency appraisal fees and stock
exchange registration fees. 1In addition, SSU filed
two discovery responses relating to apportionment
methodologies and parent company costs (OPC Nos.
42, 79 and 105), responded to deposition inquiries,
and provided late filed Exhibit No. 4 which again
detailed the make-up of shareholder related
expenses. Finally, in response to PSC Audit
Request No. 74, SSU gave a specific explanation of
the benefits realized by SSU customers £from
Minnesota Power’'s equity investment in SSU. Copies
of each of these discovery responses are provided

2
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in Exhibit (Swv-3). Briefly, the customer

benefits include the attraction of debt capital at
lower rates and the maintenance of a balanced
capital structure.

MS. DISNUKES ALSO SUGGESTS THAT IT IS COMNISSION
POLICY TO DISALLOW EXPENSES RELATED TO IMAGE
BUILDING AND GOOD WILL. ARE ANY OF THE COSTS OF
THAT MATURE REIMBURSED TO SSU'S PARENT?

No. It is important to recognize that the
shareholder costs apportioned to SSU are in many
ways the same type of costs incurred directly by
SSU in support of its debt capital. The Company
provides recurring financial reports, officer
certifications and other operating information to
its lenders. Staff and management hold regular
meetings with existing and prospective creditors
and frequently are required to negotiate and
process term amendments and/or covenant waivers.
All of these costs are recovered as necessary to a
successful capital program. Some of the equity
support costs charged to SSU by Minnesota Power are
undeniably "communication" related; however, a
distinction must be drawn between communication of
essential financial and operating data to existing
and prospective investors, and image enhancement

3
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activities that do not improve the issuer’'s access
to capital at reasonable prices and under
acceptable terms. All of the apportioned parent
company communication costs are of the former type.
They represent costs associated with SEC filings,
production of annual and quarterly reports, conduct
of annual meetings, presentations teo investor
groups/rating agencies/securities analysts,
responding to investor ingquiries and so forth.
None of the costs were incurred with any objecﬁive
other than to attract and maintain equity capital.
Investors are unlikely to purchase equity in a firm
that does not communicate performance and results
after the initial investment. Consequently, as
recurring costs necessary for obtaining equity
financing, recovery of the full $209,000 (which
represents 3/10ths of 1% of 8SSU's total equity)
should be allowed.

WITNESS MICHAEL WOELFFER ARGUES ON BEHALF OF THE
MARCO ISLAND CIVIC ASSOCTATION THAT SHAREHOLDER
COSTS SHOULD BE DISALLOWED FOR TWO REASONS: (1)
THAT SSU IS NOT A PUBLICLY TRADED COMPANY, AND (2)
THAT RECOVERY OF SHAREHOLDER COSTS INCREASES THE
RETURN EARNED BY INVESTORS BEYOND THAT PROVIDED
THROUGH DIVIDENDS AND SHARE VALUE APPRECIATION. DO

4



v 0o -~ o U b W N e

N ~ T = S ~ T S R
o 0 R W N R O

=
~1

18
19
20
21
22
23
24
25

YOU AGREE?
Clearly no. The fact that SSU's shares are not
publicly held, but instead are held by a firm that
in turn is publicly owned, does not eliminate the
cost of servicing equity capital providers. The
acid test of whether or not SSU ratepayers benefit
from the incurrence of these costs is to theorize
what would happen if MP decided to discontinue all
shareholder services. SEC violations, stock
exchange delisting, devaluation of share price and
the resulting flight of investors attempting to
sell their positions would require SSU to seek
other sources of equity capital at no doubt higher
cost and in lesser quantities. Debt costs would be
negatively effected and the Company would directly
incur shareholder service costs if SSU was forced
to access equity capital in the public markets,
both of which would have to be recovered from SSU
customers. There would be no assurance that
sufficient equity would be available in view of
SSU's inability to pay regular dividends.
Regarding the effect of shareholder cost
recovery on equity investors yield, recovery of
these expenses is not directly yield related, but a
legitimate cost of doing business. These costs are

5
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a necessary and prudent element of a successful
utility financing program. If these costs were
disallowed, and the Company continued to require
equity capital for operations and plant
improvements, SSU investors would be denied the
opportunity to earn a fair and reasonable return as
defined by the Public Service Commission, since a
segment of costs necessary for the provision of
utility service would go unrecovered.

THE ISSUE OF RECOGNIZING ACQUISITION ADJUSTMENTS
SURFACES AGAIN IN THIS CASE THROUGH THE TESTIMONY
OF OPC WITNESSES LARKIN AND DERONNE. BEFORE
ADDRESSING THEIR SPECIFIC CONCERNS, WOULD YOU AGAIN
STATE THE COMPANY'S POSITION ON ACQUISITION
ADJUSTMENTS, AND STATE HOW ACQUISITION ADJUSTMENTS
IMPACT THIS CASE?

Yes. The Company agrees with the Public Service
Commission’s long standing policy since 1983 that
N e absent extraordinary circumstances, the
purchase of a utility system at a premium or
discount shall not effect rate base”, as quoted
from Order No. 25729 issued by the Commission on
February 17, 1992. As I see it, the Commission has
two main objectives in mind with its continuing
policy: (1) to provide a needed incentive for

6
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larger, qualified utility operators to purchase
assets from less efficient and less capable owners,
thus allowing the effected customers to recéive the
benefits of ownership transfer, and (2) to ensure
that under normal circumstances, neither the
acquiring company nor the customers are adversely
impacted by the numerous factors that can produce a
purchase price discount or premium in an arms
length transaction. SSU believes that the
incurrence of acquisition adjustments, both
negative and positive, is inevitable in any active
acquisition program. Rarely will utility assets
sell for exactly their original cost (depreciated),
and therefore a composite, long-term view of net
purchase price must be taken. The consolidated net
acquisition adjustment on SSU's books as of
December 31, 1995 was less than $1 million, which
represents one third of one percent of 8SU's total
assets and is the sum result of all acquisitions
made by SSU since its incorporation in 1961.
Included in this proceeding is a net $350,000 in
negative acquisition adjustments that had been
imposed in prior rate proceedings. NoO new amounts
negative or positive have been requested in this

case.
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WITNESS LARKIN CONCEDES THAT SSU'S ACQUISITIONS
WERE ARMS LENGTH TRANSACTIONS AND THAT THEY DO NOT
APPEAR TO BE ABUSIVE TRANSFERS. IN LIGHT OF PUBLIC
COUNSEL’S TESTIMONY, DO YOU BELIEVE THAT ANY
EXTRAORDINARY CIRCUMSTANCE EXISTS THAT mmm's A
REDUCED RATE BASE?

No. Public Counsel witnesses do not provide
evidence of any such extraordinary circumstances
despite inferences to the contrary by OPC in
testimony and at customer hearings. The
overwhelming majority of the assets exhibiting
acquisition adjustments on SSU's booké have.already
withstood FPSC review of the issue without
Commission conclusion that rate base reductions are
warranted. In fact, in Order No. PSC-93-0423-FOF-
WS issued in 1993 which included 127 of SSU's
plants, the Commission stated that “No such
[extraordinary] circumstances were shown.”
Similarly, in Order No. PSC-93-0301-FOF-WS, the
Commission stated that in the case of the Lehigh
Utilities acquisition, “Because this was a stock
transaction, there was no change in rate base.
Therefore no acquisition adjustment resulted.”

CAN YOU ELABORATE ON THE DIFFERENCE BETWEEN A STOCK
TRANSFER AND AN ASSET PURCHASE, AND WHY THE

8
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COMMISSION NOTED THE STOCK ASPECT OF THE LEHIGH
ACQUISITION IN THEIR ORDER?

Yes. Just as the value of stock in publicly traded
firms varies daily on public exchanges due to a
wide variety of factors often not directly related
to the value of utility assets owned by the firm,
the value of stock in privately held utilities is
influenced by negotiated issues and buyer/seller
circumstances which cannot be quantified as a rate
base adjustment. For example, a large utility buys
the stock of a smaller utility which has a history
of environmental non-compliance, and the acquirer
is therefore able to negotiate a purchase discount
related to that history.

Since the discount represents the perceived
present value of recovery lag on needed plant
improvements and potential transitional fines,
imputation of a negative adjustment would create a
double penalty for the buyer and make the risk of
acquisition unacceptable. The stock can change
owners numerous times at varying values during the
life of the plant assets, without necessarily
effecting the cost or value of those original
assets to ratepayers.

WHICH OF SSU'S MAJOR PLANT ACQUISITIONS WERE STOCK

9
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TRANSACTIONS?T

The purchases of Lehigh Utilities, Inc., Deltona
Utilities, 1Inc., and United Florida Utilities
Corporation were all stock acquisitions. These
acquisitions included the following facilities in
this docket: Marco Island, Marco Shores, Pine
Ridge, Lehigh, Citrus Springs, Deltona Lakes, Sunny
Hills and Marion Oaks.

WOULD YOU PLEASE COMMENT ON THE REASONS SUGGESTED
BY PUBLIC COUNSEL WITNESSES AS THE J'USTI!_'ICA;.I.'ION
FOR NEGATIVE ACQUISITION ADJUSTMENTS?

Yes. Mr. Larkin and Ms. Deronne argue that
negative acquisition adjustments are appropriate
because of the amount of rate increase being
requested in this application, and the assumption
that assets acquired at a discount typically have
been poorly maintained which they suggest results
in plant deterioration at a pace in excess of the
approved depreciation rate(s). These opinions are
inaccurate. First of all, the amount of the
overall revenue requirement increase, whether large
or small, cannot be tied back to any single issue.
Each factor must be assessed by the PSC on its own

merits and prudency. Then the Commission should

. step back and evaluate the larger picture for less

10
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tangible issues such as «quality of service
provided, the financial health of the utility, the
period of time that ratepayers have been paying
less than the true cost of service, the appropriate
rate design and its impact on the Company and its
customers, and so forth. To argue that a sizable
rate request justifies negative acquisition
adjustments would suggest that a nominal increase
requesf is justification for positive acquisition
adjustments. Neither argument would have any
merit.

With respect to the position that a purchase
price discount evidences the purchase of facilities
that have been poorly maintained and therefore
original installed cost (depreciated) is no longer
a good measure of used and useful rate base, is
again a one—sided over-simplification. While it
may sometimes be true, as Mr. Larkin points out in
his testimony, that “..... previous owners were
motivated generally by the desire to market real
estate and did not maintain facilities in order to
provide reasonable and adequate.service ..... , it
does not automatically follow that such practices
resulted in a material devaluation of assets or
that the owner’s maintenance record was the

11
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principal consideration in pricing the purchase.
Inefficient operating and maintenance practices can
alsc lead to increased service costs and poor
customer service, both of which can be remedied by
a qualified acquirer. Pricing factors can range
from financial market conditions at the time of
negotiations to the seller’s inability to comply
with increasing envifonmental and economic
regulations. The conclusion that can be drawn from
SSU's acquisition program over the years is that
SS5U has acquired plants in wvarying condition, for
varying reasons and at differing prices. This is
evidenced by the low combined book acquisition
adjustment relative to net plant assets as shown on
the Company's audited financial statements; a
netting effect, if you will, between discounts and
premiums. The question of whether Mr. Larkin
extends his poor maintenance discount theory to a
superior maintenance premium for life extension
goes unanswered in his testimony. It also must be
noted that none of Public Counsel’s witness
identify facts which would classify any of SSU’s
plant or facilities in this category. To conclude,
the fundamental issue remains unchanged from the
Commission’s original 1992 analysis: Is it

i2
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desirable for qualified, proven service providers
to acquire plants owned by individuals or firms who
are unwilling or unable to provide the ievel of
investment, compliance and service needed by the
various constituents of a water/wastewater utility?
The answer is yes, and imposition of a negative
acguisition adjustment in the absence of
extraordinary circumstances would discourage such
transfers.

WHAT ARE SOME OF THE RXPECTED CUSTOMER BENEFITS
THAT RESULT FROM ACQUISITION OF SMALL UTILITIES BY
LARGE UTILITIES?

The FPSC has generally recognized, and SSU has
specifically demonstrated, the following benefits:
1) improved service;

2) ability to attract capital;

3) a lower cost of capital;
4) the ability to make improvements;
5) more professional and experienced managerjial,

financial, technical and operational resources; and
6) compliance with regulatory requirements.
WOULD YOU FURTHER DESCRIBE THESE BENEFITS?

Small wutilities which are acquired by larger
utilities usually have some typical
characteristics, often traceable simply to the size

13
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of the utility. They are unable to attract outside
capital on their own financial strength. Where
small utilities can attract capital, often because
of personal guarantees and other commitments of
the stockholders, the nominal cost rate for fhe
capital is high due to the associated risk of the
investment, and the effective cost of undertaking
the financing is high in relation to the amount of
the financing. A large utility, such as 88U, is
able to attract capital in economically efficient
gquantities, and at a lower effective cost.

The cost of operations, in absblute dollars
and on a per customer basis, for small utilities is
high because they lack economies of scale. Large
utilities, such as SS5U, are often able to operate
the smaller plants at a lower cost because they are
able to take advantage of economies of scale as
well as spread costs over a larger customer base.
These economies of scale also enable larger
utilities to employ highly trained and experienced
people, usually not available to smaller utilities.

It is obvious that small utilities find it
difficult and in many cases impossible to make
service improvements. The larger utilities, such as
SSU, have been able to make service improvements.

14
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Moreover, to the extent that the lar&er utilities
are continually expanding their customer base, the
economies of scale continually improve to the
benefit of all of their customers.

HAS THE FPSC ACKNOWLEDGED THE ABOVE DESCRIBED
BENEFITS?

I believe that it has. I believe it is fair to say
that every time the FPSC approves the acquisition
of a small utility by a large utility, it does so
because that acquisition was found in to be in the
public interest which we believe is in the best
interest of the utilities and customers involved
and, perhaps, the environment. In fact, in the
past the FPSC  Thas specifically noted the
improvements the customers of small plants
experience from the acquisition of the facilities
serving them by SSU. This also applies to the
acquisition of larger facilities owned by
financially unstable entities. For example, in
FPSC's Order transferring control of Deltona
Corporation's utility subsidiaries to SSU's parent,
the Commission stated: “The Topeka Group, Inc. has
the technical and financial capability to operate
the Deltona Corporation's utility subsidiaries.”
This was at a time when Deltona was under severe

15
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financial pressures and its "financial capability"
was in serious question.
ARE YOU AWARE OF ANY ACTIVITIES OF OTHER STATE

REGULATORY COMNMISSIONS RELATING TO ACQUISITION

ADJUSTMENTS?
Yes. The New York Public Service Commission
(“"NYPSC*) concluded an investigation into

“Acquisition Incentive Mechanisms” (“AIMs”) for the
acquisition of small utilities by larger utilities.
The NYPSC's “Order Instituting Proceeding and
Soliciting Comments” which I will refer to as the
“Order Instituting Proceeding” was issued on
November 10, 1993 as well as the NYPSC’'s Statement
of Policy on Acquisition Incentive Mechanisms For
Small Water Companies, which was issued on August
8, 1994 are attached hereto as Exhibit {SWv-
4). Reference to the Order Instituting Proceeding
reveals that prior to the proceeding the NYPSC
policy was to impose negative acguisition
adjustments. The Staff memorandum supporting the
Order Instituting Proceeding indicates that the
result of such a policy 1is to discourage
acquisitions. I know that such a policy in Florida
would have a significantly adverse impact on SSU's
prospective acquisitions. With the changes

16
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occurring in the water industry, i.e.,

privatization, large utility sales, regionalization
of water supplies, consolidation of small service
providers, etc., there are a number of
opportunities available to SSU and similarly
situated utilities, both inside and outside of
Florida, which offer SSU and our customers growth
and the benefits resulting therefrom. To date,
Southern States has acquired utilities of all
sizes. OQur expertise with owning and operating
plants and maximizing efficiencies in such
operations has been proven.
ARE THERE ANY OTHER STATES THAT DISCOURAGE NEGATIVE
ACQUISITION ADJUSTMENTS?
Yes. Attached as Exhibit (SWV-5) is a copy
of an article entitled, “The PUC Role in Assuring
Viable Water Sérvice In Small Communities” by John
E. Cromwell, III and Wade Miller Associates, Inc.
which discusses the broader issue of large utility
acquisitions of small utilities. 0f particular
note in this article are the findings on page 13 of
17 of the exhibit, wherein the authors state:

"In many states, there are large investor-
owned water companies that own and operate a number
of large and small systems throughout the state or

17
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within certain regions c¢f the state. In some
cases, this takes the form of a privatized approach
to regionalization. In some cases, PUCs have
approved single tariff ratés for such situations
which allows the company to incorporate systems
that might not be economically viable within a
regionalized scheme and which alsc reduces the
burden of rate case filings to one unified
application for the entire regional operation.

A final significant area of PUC involvement is
in regulating any transactions involving the
transfer of ownership between two private water
companies or between a private company and a
publicly owned company. Such ownership transfers
may be integral to the success of regionalization
schemes. There are many situations, such as the
municipal/suburban boundary case that we Jjust
discussed, in which publicly owned and privately
owned systems exist in a contiguous polka-dot
pattern. The difference in ownership status can
present one of the most formidable barriers to
regionalization. Historically, PUCs have applied a
complicated set of iron-clad rules to the
evaluation of ownership transfers in an effort to
protect the public from being charged too much when

i8
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depreciated plant and equipment changes hands.
This is another area where PUC policies need to be
revisited in order to assess whether the benefits
of such regulatory protection outweigh the costs of
possibly missing the opportunity to put
regionalized solutions in-place that will provide a
more viable long-term approach to providing quality
service. Pennsylvania, Connecticut, and several
other states have enacted more liberal merger and
acquisition adjustment laws which enable progress
in the right direction. Connecticut has enacted
laws which permit the PUC to authorize slightly
higher rates of return on investments related to
certain acquisitions."”

The proposal by Public Counsel that the
Commission impose negative acgquisition adjustments
in this proceeding, particularly on the basis of
the arguments provided by ©Public Counsel's
witnesses, would make Florida’'s water services
environment a poor contrast to the states mentioned
above in matters relating to public benefit from
ownership transfers.

WILL SSU RECEIVE A WINDFALL IF RATE BASE 18 NOT
REDUCED BY NEGATIVE ACQUISITION ADJUSTMENT, AS MR.
LARKIN AND MS. DERONNE SUGGEST?

19
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No, the perception that Public Counsel 1is
attempting to create that the Commission's policy
gives SSU something for nothing 1is a false
perception.

The complexities of the water industry caﬁnot
be ignored. SSU is at risk each time that we
acquire a plant. The tightening of water cuality
standards makes compliance with the myriad of water
quality rules and standards much more demanding.
The fines are at shareholder risk. Additional
operating costs and possible capital investment
from any violations also are at the éxpensé of the
stockholder until a rate case can be prepared,
processed and a final order obtained. On the other
hand, SSU can offer our existing customers the
benefits I previously described.

PLEASE SUMMARIZE YOUR VIEW OF THE PROPOSAL TO
IMPOSE NEGATIVE ACQUISITION ADJUSTMENTS WHEN
ESTABLISHING RATE BASE.

Utilities are entitled to a return on the net
investment of the property devoted to public
service. The cost of that property is, by
definition, the original cost to the person first
devoting the property to public service. The term
voriginal cost” is a term of art in the area of

20
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public accounting. James Bonbright in his book on

utility ratemaking, Principles of Public Utility

Rates (1988), at page 237, defines original cost as

the cost of an asset when first devoted to the
public service rather than the cost to a transferee
utility. SSU agrees with Bonbright at page 240 of
his bock that while the “purchase price may be
considered a cost, it does not represent a
contribution of capital to the public service.
Instead, it represents a mere purchase by the
present company of whatever legal interests in the
properties were possessed by the vendor.” SSU also
agrees with the analysis performed for the
Commission by Ms. Denise N. Vandiver, Public
Utilities Supervisor, in a paper entitled
*Accounting for Acquisition Adjustments” dated
November, 1991 wherein Ms. Vandiver recognizes that
since many small facilities are purchased for
little or no capital investment, a large utility
like SSU would have little incentive to purchase
and operate the plant if allowed only a return on
the investment as limited by the purchase price.
In my opinion, ratesetting with respect to this
issue 1is a one-way street. The minimum the
acquiring utility is entitled to is a return on the

21



~N g e W N

©

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

original cost of the property first devoted to
public use and if for the good of the public, in
terms of improved service{ ultimately lower full-
recovery rates or other such circumstances, a
positive acquisition adjustment is warranted the

regulatory agency may allow that positive

acquisition adjustment. On the other hand, a
negative acquisition adjustment is gimply
confiscatory.

Aside from my opinion about regulatory
restrictions against negative acqguisition
adjustments, such adjustments are simply not in the
best interest of the customers. The signal to
utilities would clearly result in a disincentive
for large utilities to acguire small utilities.
The customers of small non-viable utilities would
continue to experience poorer service and higher
rates than would otherwise be the case. In
addition, negative acquisition adjustmerits would
continually increase the burden on regulatory
agencies including environmental regulators,
associated with the resources necessary to cope
with the problems caused by more and more aging
utilities.

GIVEN YOUR AGREEMENT WITH THE FPSC'S LONG STANDING

22
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POLICY TO EXCLUDE ACQUISITION ADJUSTMENTS FROM RATE
BASE DETERMINATION, ARE PUBLIC COUNSEL'S PROPOSED
ADJUSTMENTS TO ACCUMULATED AMORTIZATION (o) 4
ACQUISITION ADJUSTMENTS AND ANNUAL AMORTIZATION OF
ACQUISITION ADJUSTMENTS APPROPRIATE?

No. Only the amounts shown in the MFRs as
previously approved by the FPSC should be
considered.

IN EXHIBIT ______ (HL-1), MR. LARKIN FOCUSES ON TWO
OF S8U'S LARGER ACQUISITIONS AND FORMULATES HIS OWN
ACQUISITION ADJUSTMENT IN SHARP CONTRAST TO S8S8U'S
AUDITED FINANCIAL STATEMENTS. DO YOU HAVE ANY
OBSERVATIONS REGARDING HIS METHODOLOGIES AND
CONCLUSIONS?

Yes. Beginning with the proposed negative
acquisition adjustment to SSU's Lehigh assets, the
central premisé of OPC witness Larkin, which is
later echoed by witness Dismukes, is that in this
transaction the purchase discount negotiated by
SSU's parent when it simultaneously acquired real
estate holdings should benefit utility ratepayers.
Raymond James and Associates (RJA), issued an
August 8th 1991 opinion concerning the purchase
price of the utilities, specifying why the utility
acquisition price is separate and distinct from the

23
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real estate component values.

Because of the wide variation in business
character and risk existing between the assets
purchased from the Resolution Trust Corporation
{(RTC), RJA was asked by the Board of Topeka Group,
Inc. to act as outside advisor on the allocation of
the purchase price between those assets. The
principal categories of acquired assets were 1lot
sales receivables, real estate related fixed
assets, two golf courses, buildings, land, and the
utility. Although Mr. Larkin provides no rationale
or evidence to support his presumption that all
assets acquired in the purchase would command
identical discounts or premiums if purchased
separately, his proposed negative acquisition
adjustment methodology relies solely on that
premise. In view of the facts that (1) an outside
investment bank opinion has been provided to the
contrary, (2) the identical issue was thoroughly
reviewed by the Commission in Docket 911188-WS
without adjustment in the £inal order, (3) the
assets in cquestion are in totally different
industries -- real estate versus water utility --
which demonstrate drastically different risk
profiles, (4) the Commission’s consistent policy

24
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has been to value assets at original cost, (5)the
acquisition of Lehigh Utilities, Inc. was a stock
transaction, and (6) that no new evidence has been
offered by OPC that suggests the circumstances have
somehow changed, Public Counsel‘s proposed $3.8
million negative adjustment to rate base must be
rejected. I also note that had Topeka paid a
premium for the Lehigh real estate assets, it is
guestionable whether Mr. Larkin would be
recommending the same price allocation methodology.
Regarding Ms. Dismukes’ related adjustment of
$11,561 for a parcel of land acquired from Lehigh
by SSU subsequent to Topeka's acguisition of
Lehigh; Jjust as SSU ensures that all inter-
affiliate transactions such as our purchase of
services from MP are at arms length and fair market
values, Lehigh Corporation is under no obligation
to sell real estate to SSU at any price other than
fair market. Prudent steps were taken by SSU at
the time of parcel acquisition to ensure that
prices were competitive.
TURNING TO THE DELTONA ACQUISITION, MR. LARKIN
STATES THAT “" ....NON-CASH OUTLAYS AND THE
SETTLEMENT AMOUNTS SHOULD BE EXCLUDED FROM THE
PURCHASE PRICE PAID FOR THE PURPOSE OF CALCULATING
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THE ACQUISITION ADJUSTMENT.” SHOULD THEY BE
EXCLUDED?

No. The non-cash outlay referred to in Mr.
Larkin’s testimony relates to an accrued dividend
on convertible preferred stock which was ‘the
vehicle for the utilities purchase. In 1985,
Topeka Group purchased $22 million of cumulative
preferred stock which was convertible into stock
of either Deltona Corporation, or the stock of
Deltona's utility subsidiaries. The dividend was
to accrue between the time of stock issuance and
the time of conversion. The value of the ériginal
investment, plus the liakility of Deltona
Corporation for accrued dividends payable at the
time of stock conversion, was called the exchange
value. That wvalue, along with the $7 million
settlement payment and the assumption of $30
million in utility debt made up the underlying
purchase price. The non-cash accrued dividend
represented the time value of money for the four
year period prior to purchase. An analogy would be
the accrued interest on a bank loan. If a borrower
makes annual interest payments, the bank accrues
and books the interest due until the next payment
is made. Just because the bank has not received
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cash interest in the interim, does not mean that
the receivable has no value. Had Topeka structured
the transaction such that Deltona were required to
pay the dividend in cash at closing, and then had
simultaneously turned around and used the cash to
purchase the utility stock, the end result would
have been the same. Such a structure was
unnecessary since conversion was reguired under the
purchase agreement.

Acceptance of the above, in and of itself,
totally eliminates the negative acquiéition
adjustment according to the calculations exhibited
by Mr. Larkin. Nevertheless a brief comment on his
second adjustment, disallowance of the $7 million
settlement payment is warranted. When Topeka
exercised its conversion rights, the purchase was
challenged by Deltona Corporation. In dispute were
a number of issues including intercompany
obligations, real estate needed for future utility
expansion, and continuing line extension
responsibilities relative to outstanding lot sales
contracts. The settlement agreement, executed in
November of 1989, resolved these issues and others
through the payment to Deltona of $7 million as
additional compensation for the utility purchase,
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including the real estate received by the utilities
from the purchase. For these reasons, it would be
inappropriate to arbitrarily discount rate base by
an equivalent amount.

In both the Lehigh and Deltona cases, the
Commission found the transfers of ownership to be
in the public interest. In addition, both
acquisitions were subsequently viewed by the
Commission as including certain amounts of non-used
and useful assets. To the extent that these aséets
are funded by cost capital, they can be viewed as
further premiums paid by Topeka for the utilities.
SSU has been audited annually by the public
accounting firm of Price Waterhouse every year
since the acquisition of the Lehigh and Deltona
facilities. No acquisition adjustments of the
nature proposed by Mr. Larkin have been required or
recommended. Finally, as I stated previously, both
of these acquisitions were accomplished 'as stock
purchases. For this reason alone, no negative
acqguisition adjustment would be appropriate.

MS. DISMUKES RELIES ON A DEPOSITION OF SSU VICE
PRESIDENT CHARLES SWEAT TO SUPPORT HER PROPOSED
DISALLOWANCE OF $186,652 OF EXPENSES INCURRED BY
MR. SWEAT'S DEPARTMENT. SHOULD THOSE EXPENSES BE
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EXCLUDED FROM THIE CASE?
No. Ms. Dismukes was apparently referring to the
following exchange from the deposition:
Q. (PUBLIC COUNSEL): WHAT PERCENT

OF YOUR TIME WOULD YOU SAY IS

INVOLVED IN THE ACQUISITION AMND

POSSIBLE DIVESTITURE OF SYSTEMS

FOR SERVICE AREAS?

A. (Sweat): At the present time

about 90%.
From that statement, Ms. Dismukes concludes that
Mr. Sweat's department spends 90% of their
available time throughout the year on acquisitions
and divestitures. At the time of the deposition,
Mr. Sweat was actively inveolved in the Orange
Osceola Utilities acquisition. The commitment of
resources in ﬁis department varies significantly
over time, depending on prospective transactions
under consideration. As has been the Commission’s
past practice, time sheets should remain the
principal determinant of historic time spent on
acquisition activities. It is reasonable to expect
that during 1996 Mr. Sweat, Mr. Devore and Ms.
Helcher would spend 50% of their time on
acquisition related activities.
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Q.

IN HIS TESTIMONY ON BEHALF OF THE MARCO ISLAND
CIVIC ASSOCIATION, MR. MICHAEL WOELFFER PROPOSES
THE CALCULATION OF A STAND-ALONE COST OF DEBT FOR
THE MARCO ISLAND CUSTOMERS. IS TRIS PRACTICAL?

No. Mr. Woelffer accurately quotes my position on
stand-alcne plant capital costs from MICA
Interrogatory No. 5, a copy of which is contained
in Exhibit (SWv-6). It is not possible to
calculate a true stand-alone cost of debt for any
SSU service area. Mr. Woelffer’s proposal stems
from the fact that private activity bonds, such as
those issued through the Collier County Industrial
Development Authority, are project related. In
order to qualify for State allocation of tax-exempt
issuing authority, SSU must commit the related
funds to site specific projects. What is not
understood by Mr. Woelffer is that SSU's ability to
secure those funds does not end with the granting
of issuance authority. In the case of the two
series of bonds referenced in Mr. Woelffer’'s
testimony, credit support was required to ensure
marketability through a strong credit rating. That
support was provided to SSU, not the Marco assets,
in the form of letters of credit from a large
regional lending institution. That institution
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based its willingness to provide that letter on a
credit review of SSU in total, not on the
creditworthiness of the assets on Marco Isiand. In
addition, the bank required a guarantee from SSU's
parent company, Topeka Group, Inc. Topeka provided
that guarantee to SSU, not to assets on Marco. SSU
is the legal entity with which all parties to the
issuance, including the Collier County Industrial
Development Authority, executed documents. None of
the parties would enter into an agreement with an
asset as opposed to a legal obligor, yet this is
what Mr. Woelffer suggests. The parties’
willingness to contribute to the successful
issuance was predicated on SSU being the obligor.

' stand-alone',

If the Marcc assets were to truly
none of the advantages of affiliation with SSU and
its combined operations and customer base cculd be
considered in evaluating what an appropriate debt
rate should be. The fundamental question is; if it
were possible to issue truly stand-alone debt for
the Marco Island assets, would the availability,
terms and rates have been the same as those
reflected in the 1990 and 1992 Collier Series? The
answer is clearly no. The assets owned by SSU on

Marco Island do not establish their own debt rates
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any more than SSU's statewide vehicle fleet or its
Apopka general office facilities do. It should
also be noted that the customers on Marco Island
benefited from a system-wide capital structure
during the years that the 15.5% Deltona Utiiity
First Mortgage bonds were outstanding (1984 -
1994). Those bonds were issued by Deltona
Utilities, Inc., the original owner of the Marco
Island assets, and therefore, under Mr. Woelffer's
theory, should have been dedicated to Marco, Spring
Hill and Deltona only, as opposed to all 8SU
customers, which thereby would have caused an
increased weighted debt cost for Marco.

IN HER SUPPLEMENTAL DIRECT TESTIMONY, MS. DISMUKES
REFERS TO A LETTER WRITTEN BY MS. LAURA HOLQUIST OF
LEHIGH CORPORATION TO THE LAW FIRM OF BRIGGS AND
MORGAN IN ST. PAUL, MINNESOTA. THIS LETTER
DISCUSSED LEHIGH CORPORATION’S EFFORTS TO ACCESS
ESCROWED FUNDS COLLECTED FROM LOT BUYERS IN NEW
YORK AND MICHIGAN. ARE THESE THE SAME ESCROW FUNDS
THAT WERE REVIEWED IN LEHIGH UTILITIES 1993 RATE
CASE?

Yes. In that case, the Commission found the escrow
funds to be unrelated to rate base since Lehigh
Utilities was not a party to the escrow agreements
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Q.

and did not receive money from the accounts.

Those facts remain unchanged today.
HAS ANYTHING CHANGED SINCE THE COMMISSION LAST
REVIEWED THIS ISSUE?
Yes. Lehigh Utilities, Inc. was merged into
Southern States Utilities, Inc., with 8SSU as
successor to all LUI commitments. Second, SSU, as
successor, entered into a modification to the
original Lehigh Corporation developers agreement.
CAN YOU DESCRIBE THE TERME OF THE MODIFICATION
AGREEMENT ADDRESSED BY MS. DISMUKES?
Yes. The changes to the terms of the original
developers agreement addressed by Ms. Dismukes are
the segregation of majo; utility facilities
constructed with the use of escrowed funds by
Lehigh and the introduction of a utility fee credit
to be applied against service availability fees
paid by escrow contributors.
DO THESE MODIFICATIONS ALTER THE FACT THAT SSU IS
NOT A PARTY TO THE ESCROW AGREEMENTS?
No.
CAN SSU NOW ACCESS THE ESCROW FUNDS?
No.
WHY THEN IS MS. DISMUKES SUGGESTING THAT CIAC
SHOULD NOW BE IMPUTED ON ALL ASSETS CONSTRUCTED
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WITH THESE ESCROWED FUNDS THE COMMISSION
DISAGREED IN THE LAST CASE?

Ms. Dismukes’ repeated premise is that funds drawn
from the escrow accounts by Lehigh and invested in
utility assets should be considered CIAC. She
fails to point out that these assets are already
offset in rate base calculations either as
refundable advances or, ultimately, as CIAC when
the service availability fees are received from the
customer and used to refund the developer
liability. In addition, at the end of the
recoupment period, the advances that remain
unfunded automatically revert to developer
contributions. The investment cycle is one where
the assets are originally transferred to SSU as
non-used and useful property funded by "no cost"
developer advances, which are then converted to
either 1in-service assets funded by customer
contributions, or remain unused assets funded by
developer contributions. At no point are the
assets included in rate base without the offsetting
no-cost funding, either CIAC or advances.

WHAT ABOUT THOSE CUSTOMERS FROM NEW YORK AND

MICHIGAN WHO CONTRIBUTED TO THE ESCROW ACCOUNTS,

. AREN’T THEY PAYING TWICE FOR UTILITY EXTENSIONS?
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Q.

No. That’s why the utility fee credit provision
was included in the modification to the developers
agreement. When a New York or Michigan customer
connects to assets funded by the escrow funds, SSU
has agreed to provide a credit against his normal
service availability fee equal to the amount of
money s/he paid into the escrow fund, along with
interest through March 31, 1994, the date of
execution by Lehigh Corporation of supplements to
the New York and Michigan Escrow Agreements. SSU
in turn will invoice Lehigh Corporation for the
credit amount. If Lehigh is unable to reimburse
SSU, SSU and Lehigh’s common parent has agreed to
reimburse SSU. The credit attaches to and runs
with the title to the homesite, even though Lehigh
had obtained a legal opinion that no such credit
was required. .

AT A FPFORT MYERS SERVICE HEARING, A CUSTOMERS
QUESTIONED WHETHER THE STATES OF NEW YORK AND
MICHIGAN APPROVED THESE ARRANGEMENTS. DID THEY?
Yes. Lehigh Corporation was required to get the
approval of New York and Michigan and did so.

WHAT ARE THE CURRENT BALANCES IN THE ESCROW
ACCOUNTS, HOW MUCH HAS S8SU REFUNDED TO LEHIGH, AND
HOW MUCH HAS SSU PROVIDED IN UTILITY FEE CREDITS AS
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Q.

OF YEAR END 19957

As of December 31, 1995, the combined New York and
Michigan escrow balances were $4,573,000. No
escrow funded assets had been transferred to SSU
and therefore no advance refunds or utility fee
credits had been issued. It is expected that
escrow asset transfers will begin in 1996.

MS. DISMUKES ALLEGES THAT THERE IS NO BENEFIT TO
SSU CUSTOMERS THROUGH UTILIZATION OF THE ESCROWED
FUNDS WHILE THERE I8 A SIGNIFICANT BENEFIT TO
MINNESOTA POWER'’S UNRREGULATED OPERATIONS. IS THAT
TRUE?

No. It is SSU’'s responsibility to ensure that in
the case of Lehigh Corporation’s development
activities, customers are not harmed economically
or in quality of service, and that any assets
accepted from the developer as part of the original
developer agreement, as modified, meet required
engineering standards. The extent to which a
developer’s plans and activities benefit lot and
home owners, or the development corporation for
that matter, through changes in real estate values,
community character, etc., is relevant to the
utility only with respect to the increased customer
base over which the cost(s) of service are spread,
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helping keep per customer costs low.

MS. DISMURES IMPLIES THAT AS THESE FUNDS ARE
INVESTED IN COLLECTION AND DISTRIBUTION FACILITIES,
88U WILL CONSTRUCT OVERSIZED CENTRAL PLANT TO
SERVICE THESE NEW CUSTOMERS. CAN YOU COMMENT ON
THAT ASSBERTION?

The addition of new customers typically places
increased demands on central ©plant. The
appropriate sizing of plants and the amount of
those additions eligible for inclusion as used and
useful facilities is a question which is thoroughly
reviewed by qualified engineering experts in each
rate proceeding. Lehigh Corporation’s use in the
future of escrow funds for utility construction has
minimal, if any, relevance to the issue.

DO YOU AGREE WITH THE CONCLUSIONS OF MS. DISMURES
THAT THE ESCROW FUNDS SHOULD BE A CONSIDERATION IN
THE PSC’S DELIBERATIONS ON NEGATIVE ACQUISITION
ADJUSTMENTS?

No. As stated earlier in my testimony, the
Commission policy that acquisition adjustments are
inappropriate unless extraordinary circumstances
exist still applies. Since the customers are not
harmed by Lehigh Corporation’s use of escrow funds,
as confirmed by the fact that the States of New
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York and Michigan approved the arrangement, and
customers may indeed benefit from customer growth
generated from the use of those funds, no
extraordinary circumstances exist.
MYOUIMLV!DONMOFSSUINWWR@SE
OF THE COLLIER LAKES LOCATED ON COLLIER COUNTY?
Yes. At the time of the condemnation, I was the
acting President of SSU with primary responsibility
for the settlement of the condemnation action which
SSU was forced to initiate to secure the property.
COULD YOU DISCUSS THE TERMS OF THE SETTLEMENT OF
THE CONDEMNATION ACTION BETWEEN THE PROPERTY OWNER
AND 8807

Yes. SSU and the owners of the property, who I
will refer to as the Colliers, agreed that SSU
would purchase the property at a wrap around cost
of $8 million. By wrap around cost I mean that the
$8 million represented payment for a total
settlement of all issues relating to the
condemnation and use of the lakes, after
acquisition, as a source of public water supply.
As the commission may be aware, the condemnor in a
condemnation action, in this situation, SSU, is
obligated to pay court costs, witness fees and
attorneys fees of both the condemnee as well as its
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own costs. The $8 million represented payment in
full of all costs which could then or ever after be
claimed by the Colliers.
DOES SSU BELIEVE THAT IT PAID A FAIR AND REASONABLE
PRICE FOR THE COLLIER LAKES?
Yes. Confusion over the price we paid for the
lakes may have arisen in part through unfamiliarity
with the process. In addition to SSU being
required to pay the Colliers’ court costs,
interest, witness fees and attorneys fees, SSU had
to pay the Colliers a value equal to what a willing
buyer and a willing seller would pay for the
property at arms length if all pertinent facts were
known to the parties. SSU'originally had to pay
the Colliers a good faith deposit of $4.1 million
to continue using the property as a continued water
supply source after December 31, 1994 - the date
our water lease with the Colliers expired. SSU’s
appraisers and experts did not have access at that
time to the property owned by the Colliers which
adjoins the property we condemned, known as the
parent tract, or to other information necessary for
the determination of severance value which the
Colliers and the market might place on the
property.
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As is typical in condemnation actions, it was
only after the condemnation action was begun that
SSU’'s experts and appraisers obtained the
information necessary to determine the market value
of the property we were taking based on the
Collier's intended use.

COULD YOU DESCRIBE THE DIFFERENCESE 1IN VALUE
ASSIGNED BETWEEN SSU’S EXPERTS AND APPRAISERE AND
THOSE USED BY THE COLLIERS?

For this purpose I refer primarily to the testimony
of SSU witnesses Robert Dilg, Esqg. of the law firm
of Gray, Harris & Robinson, a condemnation expert
and SSU’'s legal expert in the case, and Gerald C.
Hartman, P.E., SSU’'s engineering expert in this
case with experience in  numerous utility
condemnation actions in several states. Also,
attached as Exhibit (SWV-7) is a copy of the
letter SSU received from our land appraiser, Hanson
Appraisal Company, Inc., which discusses the value
difference between the experts for both sides and
recommends that SSU settle the case for a wrap
around price of $8 million. I also note that Mr.
Dilg and Mr. Hartman also are presenting the

Commission with copies of their respective analyses

. of the case and their opinions and recommendations
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to SSU with respect to price.

ARE YOU AWARE OF ANY CIRCUMSTANCES WHICH LEAD YOU
TO BELIEVE THAT A WRAPAROUND SETTLEMENT OF §8
MILLION WAS PRUDENT AND REASONABLE?

Yes. In addition to the independent expert
opinions mentioned above, SSU has been involved in
condemnation actions in the past as a condemnee.
Therefore, we have experience in these matters,
particﬁlarly regarding the magnitude of the court
costs, witness fees, attorneys fees, interest and
other costs which the condemnor has to reimburse to
the condemnee. We also are aware of the risks
involved in pursuing the case through trial. For
instance, in February 1996, a condemnation action
filed by Sarasota County against Atlantic
Utilities, Inc. went to Jjury trial. Sarasota
County, the coﬁdemnor, offered evidence that the
property was worth approximately $9 million. The
utility presented evidence that the property was
worth at least $22 million. The jury award was
$17.5 million ~~ nearly twice the value suggested
by the County. Since the case was not settled and
went to trial, the utility/condemnee’ fees and
costs, which must be paid by the condemnor/county,
are estimated to be in the neighborhood of $2
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million. The County’s fees and costs have been
indicated to be more than $2.0 million. Therefore,
the County’s costs of pursuing the condemnation
through trial was at least $21.5 million -- almost
2.5 times the County’s believed value of the
property. Settlement of the case was available to
the County, but the County chose to go to trial.

SSU also keeps abreast of other condemnation
actions across the state and nation, such as the
price paid by Charlotte County to condemn the
General Development Utilities facilities in that
county. There, the County was forced to pay GDU
approximately twice the value the County originally
placed on the property.

Based on these facts, SSU’'s experience in
condemnation actions in the past, SSU's knowledge
of the facts and circumstances in this case, and
the opinions and recommendations of SSU‘s experts
and counsel, SSU determined that settling the case
at a wrap around price of $8 million was prudent
and reasonable.

DOES THAT COMPLETE YOUR REBUTTAL TESTIMONY?

Yes it does.
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Company: FoubiwTe Siates VINNes, Ino.

Dockef No.: 950495-WS
Test Years Ended: 1994, 1995, 1996

Explanation: In addition to costs reporied on Schedula B-12, provide inlormalion
on cosls allocated or charged 10 the Company from a pareni, affiliate,

Page 1ot 2
Preparer: Scott W, Vierima

or felaled party.

Charging Direct or Apportionmant  Tolal Cost if > 1% of Actual Budgeted Projected

Line No.  Account No, Description Enlity  Apportioned  Method Apport,(1995) Revenues 1994 1995 1996
1 1620-2000 Prapaid Insurance TG (2) Apportioned Broker Assigned 992,774 No 120,408 106,956 109,042 (1}
2 §328-0000 Coniractual Services - Acctng TG (2) Direct TG (ORI No 47,237 77,940 79,460 (1)
3 6358-0000 Contraclual Services - Other TG (2) Oiract T IR I No 313,124 33,671 34,328 (1)
4 6358-0000 Shareholder Services TG (2) Apportioned  Invested Equity 995,892 No 232,379 204,783 208,776 (1)

5 Subtotal (63586 545,503 238,454 243,104
8 1861-0000 Deferred Rate Case Cosis TG (2) Direct L T e No 16,224 30,000 30,000 (3)

7 4280-0000 Credit Support Fees TG (2) Direct L No 92,753 136,450 121,921

822,125 589,800 583,536

546,619 557,642 WL

One percent { 1% ) of auditechbudgeted total Company revenues :

{ 1} All affiliate charges for 1996 indexed from 1995 budget al the rate of 1.95%, the general index rale approved by the FPSC in Order No. PSC-95-0202-FOF-WS ( Issued 2-10-95 ).
{2) TG = Topeka Group Incorporatad, owner of 100% of Southem Stales Ulililiies, Inc. commaon stock.
{ 3) Estimate for instant docket spread between 1995 and 1996,

Attachments per FAC 25-30.436 (d)(h):

hd4) apportienment method workpapers

. h5) direct charge workpapers

h6} organizational chast

h7) coples of existing interafflliate agreemenis

39vd
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SOUTHERN STATES UTILITIES, INC.
DOCKET NO.: 950495-W§

RESPONSE TO INTERROGATORIES
REQUESTED BY: OPC
SET NO: 1
INTERROGATORY NO: 42
ISSUE DATE: 07/18/95
WITNESS: SCOTT W. VIERIMA
RESPONDENT: Scott Vierima
INTERROGATORY NO: 42

EXHIBIT Gwv-3) -

PAGE_ A _OF /¢

For costs from MPL which are charged or allocated costs to the Company, state the annual amount of such
costs charged to the Company, by account, for each of the past four years and as budgeted for 1995 and

1996.

RESPONSE: 42

Attached as Appendix 42-A is Supplemental Schedule PC-1, reproduced from Volume II, Book 2 of 4 in
the MFR s for Docket #950495-WS. This schedule shows amounts billed to SSU by its parent(s)
Minnesota Power and Topeka for services rendered during 1994, and projected billings for 1995 and
1996. Also attached as Appendix 42-B is a listing of total annual billings from MP/Topeka for the
retrospective years of 1991, 1992 and 1993, sorted by account to which the billings were charged.
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PARENT COMPANY CHARGES - Summary

Company: Southern Siates

Docke! No.: 950495-W'S

Utiitles, Inc.

Tesi Years Ended: 1994, 1995, 1996

Explanation: In addition lo ¢osls repored on Schedula B-12, provide Inlormation
on cosls allocalad or charged 1o the Company from a parenl, aliiate,

———

ENUTIVEY ]

FPSC

Supplamental Scheduie PC-1
Page t ol 2
Praparer: Scoll W. Vierima

or relaled party.

Charging  Diracl or Apportionment  Tolal Cost if > 1% of Actual ... Budgeted Projecisd

Line No, Accounl No, Description Entity Appotioned  Mathod Appor {1995}  Hevanues 1994 1993 1996
1 1620-2000 Prapald Insurance TG (2) Apportlenad Broker Assigned 992,774 No 120,408 108,956 109,042 {1)
2 6328-0000 Conitaciual Services - Accing TG {2) Direcl HIHITHEGIN MR ] 47,237 77,940 79,480 (1)
3 6358-0000 Contraciual Services - Other TG (2) Direct MRS T Ne 313,124 23,671 24,328 (1)
4 6358-0000 Shareholder Services TG (2) Apportloned  Invested Equity 095,802 Na 232,379 . 204,783 208,776 (1)

5 Sublatal {6358) 545,503 238,454 243,104
6 1861-0000 Dafarred Rate Case Cosis TG (2) Dhect HUNRIIIG IR No 16,224 30,000 30,000 (3)

7 4280-0000 Cradit Support Feas TG {2) Direct L No 92,753 . 136,450 124 931

822,125 589,800 583,536

Ona parcanl { 1% } of audited\budgeted 1otal Company revenues : 546,619 557,842  mitihiine

1 Al alliliate charges lor 1996 indexed from 1995 budgel al the rale of 1.95%, the general index rale approved by tha FPSG In Order No,

{1
{2) TG = Topeka Group Incorporatad, owner af 100% of Southern States LRifiitlas, Inc. common stock.
{3

1 ol

)} Estimate for i

Atlachmenis per FAC 25-30.438 (4)(h):
hd) apportionment mathod workpapers
h5) direct charga workpapers
hé}) arganizational chan
h7) coples ol existing inleralfiiate agreements

kel spread b 1995 and 1996,

P5C-95-0202-FOF-WS { Issued 2-10-95 ).
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Parent Company Charges - Detall

Company: Southern States Utflitles, Inc.

Docket No.: 950485-WS

Incurted Cost

Board & Officer Costs
investiment & Analysis
Corporate Finance & Admin.
Corporate Accounting
internal Audit

Tax

Environmentat Services
Organizational Development
Corporate Development
Shareholder Services
Prepaid Insurance

Rate Case Assistance
Other ( IS, Legal, HR )

SUBTOTAL
Credit Support Fees
- TOTAL BILLINGS

B EHO

FPSC

Supplemental Schedule PC-1
Page 2 of 2

Comments

Labor and benefits for SSU CEO billed by MP in 1994,
Budgeted in 1995 as offsst to yield on MP portiolio.
Forecasting, financing and credit support work.

Recurring services for budgeting, general and property accounting.
Two operational audits rescheduled from 1994 to 1995,
ncludes Federal and State return preparalion.

Reduced needs due to improved on site auditlab capabilities
No OD projects scheduled for 1995,1996.

Acquisition related costs, normally capitalized, inestimable.
Changed allocation factors as a function of equily invested.
Improved market conditions and modified primary coverage.
Cost estimate for 1995 consolidated filing divided 95-96.

Reduced needs due to improving internal capabilities.

Increase due to LOC guaranty for $10.3MM Volusia Cly Bond.
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SOUTHERN STATES UTILITIES, INC.
RESPONSE TO REQUEST FOR PRODUCTION OF DOCUMENTS
DOCKET NO.: 950495-WS -

REQUESTED BY: OpPC

SET NO; 1

DOCUMENT REQUEST NO: 79

ISSUE DATE: 07/18/95

WITNESS: SCOTT W. VIERIMA
RESPONDENT: Scott Vierima
DOCUMENT REQUEST: 79

Provide a copy of any documentation and/or policy and procedures manual which addresses how costs are
allocated between the Company and its parent companies, affiliates, and/or subsidiaries.

RESPONSE: 79

In compliance with FAC 25-30.435 (Revised), SSU included in its Application for Rate Increase the
following information: ' .

1) Apportionment workpapers for parent company insurance charges.
2) Apportionment workpapers for parent shareholder services charges.
3) Corporate organizational chart.

4) Tax Sharing agreement.

5) Credit support agreements.

6) Sample invoice summary.,

7) Parent company payroll overhead rate schedule.

This information is included in Book 2 of 4, Volume II, of SSU’s application, and details ali charges from
the parent company for calendar year 1994, as well as projected charges for test years 1995 and 1996.
The methods used for apportioning service related charges are described therein.
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SOUTHERN STATES UTILITIES, INC.

RESPONSE TO REQUEST FOR PRODUCTION OF DOCUMENTS
DOCKET NO.: 950495-W§

REQUESTED BY: OPC

SETNO: 1

DOCUMENT REQUEST NO: 105

ISSUE DATE: 07/18/95

WITNESS: SCOTT W, VIERIMA
RESPONDENT: Scott Vierima
DOCUMENT REQUEST: 105

Provide a copy of workpapers and source documents that show how MPL's costs were allocated or charged
to the Company for the budget years 1995 and 1996.

RESPONSE: 105

Please refer to the response to Office of Public Counse)’s Document Request No. 79, First Set, for
explanations and workpapers concerning parent company charges. Only insurance and shareholder
expenses are apportioned to SSU based on the formulas described in Document Request No. 79. Direct
costs for 1995 reflects amounts agreed to by SSU for services required from TGI parent. 1996 projections
are 1995 budgeted amounts, escalated by 1.95%.
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Late Filed Exhibit
Number 4

Schedule Reflecting What is Included in the $209,000 for Communication Costs
for 1996.
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Attached are MP supporting budget schedules for shareholder costs which could
be considered ~ communication ' related. SSU was apportioned 9.5% of the charges

shown for the budget year ( 1995 ), therefore the corresponding amounts escalated
into the 1996 test year, and included in the total of $209,000 equal $78,170.

EXHIBIT

1995 x .095 x 1.0195
MP Amount ( SSU Amount ) ( SSU 1996)

Financial Mailing List $67,900 $6,451 $6,576
Annual Shareholder Meeting . $103,400 $9,823 $10,015
Investor Relations $166,500 $15,818 $16,126
SEC Financial Reports $154,800 514,706 $14,993
Corp.Communications - Financial $260,300 $24,729 $25,211
Utility Investors Group $54,200 $5,149 $5,249

$807,100 $76,675 $78,170
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01/20/95 MAINTENANCE OPERATION REQUISITION
RESPONSIBILITY CENTER — 966 YZAR - 95

TYTLE — FINANCIAL MAILING LIST

EXPECTED START DATE - 01/01/95  EXPECTEID COMPLETION DATE - 12/31/95
PRANSFER CHARGES TO ACCOUNT(S} - ALL CCll 53.5% - 92000000 46.5% - NON-UTIL
ALL OT=- 53.5% ~— 953020000 46.5% - NON-UTIL

PROJECT OR NONPROJECT (P OR N) - N

(IN TBOUSANDS)
PRIOR BUDGET AFTER

YZARS YEAR YEARS
COMPANY LABOR 3.1 3.2 0.0
COSTS OTHER TEAN LABOR 70.1 4.7 0.0
TOTAL COST 73.2 67.9 0.0
DESCRIPTION
) ACCUMULATE COSTS ASSOCIATED WITH COORDINATING TEE MAILIRG OF

REPORTS AND. PERIODIC INFORMATION TO THE FINANCIAL COMMUNITY.

PURPCSE & NECESSITY

TO ACCUMULATE COSTS OF FINANCIAL COMMUNITY CORRESPONDENCE, R
I.E., FINANCIAL FORECAST, ANMNUAL REPORTS, REGULATCORY ACTIONS,
ETC. IT IS NECESSARY TO INFORM THE FINANCIAL COMMUNITY {INVEST-
MENT BANRS, COMMERCIAL BANKS, RATING AGENCIES, SECURITY ANALYSTS,
AND OTHER INTERESTED PARTIES) OF TEE COMPANY'S FINANCIAL CONDI-
TION. IT IS EXPECTED TEAT THE DEVELOPMENT QOF THE INVESTOR
RELATIONS FUNCTION WILL IMPACT THIS PROJECT.

BASIS OF ALLOCATION TO NONUTILITY

46.5% OF THIS M/OR IS ALLOCATED TO NONUTILITY. TEHIS PER-
CENTAGE IS5 BASED ON THE CORPORATE UTILITY/NONUTILITY ALLOCATION

DEVELOPED BY TEE RATE DEPARTMENT.

PREFARED BY - T. J. THORP

463
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01/20/95 MAINTENANCE OPERATION REQUISITION
RESPONSIBILITY CENTER - 731 YEAR - 95

TITLE - ANNUAL SEAREBOLDER MEETING

FXPECTED START DATE - 01/01/95  EXPECTED COMPLETION DATE - 12/31/95

TRANSFER CEARGES TO ACCOUNT(S) - ALL CCll §3.5% = 92000000 46.5% - NON-OTIL
ALL OTH- 53.5% ~- 93020000 46.5% - NON-OTIL

PROJECT OR NONPROJECT (P OR N) - N

(IN THOUSANDS)
PRIOR BUDGET AFTER

YEARS YEAR YZARS
COMPANY LABOR 16.6 24.7 8.0
COSTS OTHER THAN LABOR 62.6 67.7 0.0
TOTAL COST 79.2 92.4 0.0 | f

DESCRIPTION

ACCUMULATE ALL CHARGES ASSQCIATED WITE THE ANNUAL MEETING,
TOURS AND LUNCHEON. ’

PURPOSE & NECESSITY

THE ANNUAL MEETING OF SHAREHOLDERS IS SCHEDULED FOR THE SEC-
OND TUESDAY IN MAY. SHAREEOLDER PARTICIPATION EHAS BEEN INCREAS-
ING ANNUALLY AND IS EXPECTED TO INCREASE BASED ON REGIONAL
MEETING DISCUSSIONS AND EMPHASIS PLACED ON SHEAREHOLDER SATISFAC-
TION IN KRA GOALS.

BASIS OF ALLOCATION TGO NONUTILITY

46.5% OF THIS M/QR IS ALLOCATED TQ NONUTILITY. THIS PER-
CENTAGE 15 BASED ON THE CORPORATE UTILITY/NONUTILITY ALLOCATION
AS DEVELQPED BY TEE RATE DEPARTMENT. TEE NONUTILITY PORTION OF
LABOR CEARGES IS FULLY OVEREEADED.

FREPARED BY -~ V. M. HANSEW

314
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01/20/95 MAINTENANCE OPERATION REQUISITION M,
RESPONSIBILITY CENTER - 190 YEAR - 95

TITLE - COST OF ANWNUAL SHAREHLDRS MTG-OPERATIONS

EXPECTED COMPLETION DATE -~ 12/31/95
- ALL CCll 53.5% - 92000000 45.5% ~ NON=-UTI
ALL OTE- 53.5% =~ $3020000 46.5% -~ NON-UTI

PROJECT OR NONPRQJECT (P OR W) - N

EXPECTED START DATE - 01/01/55
TRANSFER CHARGES TO ACCOUNT(S)

(IN TEOUSANDS )
PRIOR BUDGET  AFTER

YEARS YEAR YEZARS
COMPANY LABOR 8.7 8.4 0.0
COSTS OTHER THAN LABOR 1.2 2.6 0.0
TOTAL COST 9.9 11.0 0.0

[swy 3)
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DESCRIPTION

PROVIDE 3 EACHE CLASS 6§ VEEICLES, 3 EACH CLASS 3 VEHICLES AND
TEE COMPANY HELICOPTER FOR VIEWING AT THE MAY 1995 ANNUAL SZARE-~

HOLDERS' MEETING. -
PURPOSE & NECESSITY

PARTICIPATE IN THE MAY 1995 SEAREHOLDERS' MEETING.

BASIS FOR ALLOCATION TQ NONUTILITY

46.5% OF TEIS M/OR IS ALLOCATED TQ NONUTILITY. TEIS PER-
CENTAGE 1S BASED ON TEE CORPORATE UTILITY/NONUTILITY ALLOCATION
AS DEVELOPED BY THE RATE DEPARTMENT.

PREPARED BY - K. R. MICKELSON

59
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01/20/95 MAINTENANCE OQPERATION REQUISITION M/0R NO. 18629611
RESPONSIBILITY CENTER - 966 YEAR - 95

TITLE - INVESTOR RELATIONS

EXPECTED START DATE - 01/01/95 EXPECTED COMPLETION DATE - 12/31/95

TRANSFER CBARGES TO ACCOUNT(S) -~ ALL CCll 53.5% =~ S2000000 46.5% - NON-DOTIL
ALL OTE- 53.5% - 93020000 46.5% - NON-UTIL

PROJECT DR NONPROJECT (P OR W) ~ N

(1IN THOUSANDS)
PRIOR  BUDGET AFTER

YEARS YEAR  YEARS
COMPANY LABCR | 78.0 109.7 0.0
COSTS OTHER TEAN LABOR 5.7 56.8 0.0
TOTAL COST 113.7 166.5 0.0
DESCRIPTION
) MEETINGS WITE ANALYSTS, RATING AGENCIES, INVESTMENT BANRERS,
-~ TRUST OFFICERS, INSTITUTIONAL INVESTORS, EIC.

PUORPOSE & NECESSITY

= THE COMPANY MEETS ANNUALLY WITH THE VARIQUS RATING AGENCIES
TO REEP THEM CORRENT REGARDING TEE FINANCIAL POSITION OF TEE (QM-
PANY AS WELL AS OTHER COMPANY ACTIVITIES. ALSO, PERIOQDIC MEET-
INGS WITE QTEER INVESTOR GROUPS ARE REQUIRED TO MAINTAIR A WELL-
INFORMED FINANCIAL COMMUWITY.

BASIS OF ALLOCATION TO NONUTJLITY

46.5% OF THIS M/0R IS ALLOCATED TO MONUTILITY, THLIS FER-
CENTAGE IS BASED ON THE CORFORATE UTILITY/NONUTILITY ALLOCATION
DEVELOPED BY THE RATE DEPARTMENT.

PREPARED BY -~ T. J. THORP

460




01/20/95. MAINTENANCE QPERATION REQUISITION M/0OR NQ. 18629536

RESPONSIBILITY CENTER - 900 YEAR - 95

TITLE ~ SEC FINANCIAL REPORTS

EXPECTED COMPLETION DATE - 12/31/95
- ALL -CCl1l 53.5% - 92000000 46.5% - NON-UTI
ALL OTE- S$3.5% - 92100000 46.5% ~- NON-UTI

PROJECT OR NONPROJECT (P CR N} - N

EXPECTED START DATE - 0L/01/95
TRANSFER CHARGES TO ACCOUNT{S)

"
L

(IN TEQUSANDS)
PRIOR BUDGET AFTER

YEARS YEAR YTEARS
COMPANY LABOR 103.7 94.5 0.9
COSTS OTHER TEAN LABOR 66.5 60.23 ¢.0
TOTAL COST 170.86 154.8 g.0
DESCRIPTION
)'_ . PREPARE, EDGARIZE, PRINT AND FILE THE ANNUAL REPORT ON
- FORM 10-K WITE THE SECURITIES AND EXCEANGE COMMISSION

{SEC), INCLUDING TEE FINANCIAL SECTION OF THE ANNUAL
REPORT TOQ SEAREBOLDERS. PREPARE, EDGARIZEZ, FRINT AND FILE
FORMS 10-Q, ll1-K, 8-K AND OTEER MISCELLANEQUS FILINGS
(U-3A-2 AND 13-D} PERIODICALLY QR AS REQUIRED WITH TEE
SEC. COORDINATE TEE REVIEW OF TEE ABOVE DOCUMENTS WITH
QUTSIDE LEGAL COOUNSEL AND INDEPENDENT ACCOUNTANTS.
MAINTAIN EXPERTISE THROUGE PROFESSIONAL DEVELOPMENT.

PURPOSE & NECESSITY

AS A PUBLICLY TRADED COMPANY LISTED ON THE NEW YORK AND
AMERICAN STOCK EXCHANGES, MINNESOTA POWER IS REQUIRED TO PILE
CERTAIN PERIODIC REPORTS WITH TEZ SEC. TEIS PROJECT IS SET UP TO
ACCUMULATE INTERNAL AND EXTERNAL COSTS ASSOCIATED WITE THESE
FILINGS AND THEN ALLOCATE TO ALL BUSINESS UNITS.

ASSUMPTIONS: . TYPENG DONE IN QFFICE SYSTEMS e SUPPORT.
. PRINTING AND EDGARIZING DONE IN OFFICE SERVICES.

- FILING FEES
LABOR ESTIMATE BASED ON HISTORICAL EOURS

BASIS OF ALLOCATION TO NONUTILITY

46.5% OF THIS M/0OR IS ALLOCATED TO NONUTILITY. THEIS PER-

345




01/20/95 MAINTENANCE OPERATION REQUISITION

RESPONSIBILITY CEWNTER - 731

YEAR

TITLE - CORPORATE COMMUNICATION - FINANCIAL

- 85

EXHIBIT
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M/0R NO. 18628006

EXPECTED START DATE - 01/01/95 EXPECTED COMPLETION DATE - 12/31/95

TRANSFER CHARGES TO ACCOUNT(S) - 53.5% 93020000 45.5% NON-UTIL
PROJECT OR NONPROJECT (P OR M) - N
{IN THOUSANDS)

PRIOR BUDGET  AFTER

YEARS TEAR YEARS
COMPANY LABOR 0.0 67.1 0.0
COSTS OTHER THAN LABOR 0.0 193.2 a.0
TOTAL COST 0.0 260.3 0.0

DESCRIPTION:

PREPARE THE FCLLOWING COMMUNICATIONS:
* QUARTERLY SEAREEQLDER REPORTS

* ANNUAL REPORT

® FINANCIAL ADVERTISING

® OTHER SHAREEOLDER INFORMATION
PROJECTS INCLUDE PLANNING, WRITING, DESIGNING, TYPZSZTTING,
PHOTOGRAPEY, PRINTING AND/OR VIDEOGRAPHY, EDITING, POSTING AND

DUPLICATING.

PREPARE AND PRESENT FINANCIAL PUBLIC INFORMATION WHICE

INCLUDES NEWS RELEASES AND DISTRIBUTION.
PURCEASING FREELANCE WRITING AND ART-RELATED SERVICES o8 AN

AS NEEDED BASIS.

PURPOSE & NECESSITY:

TO PRODUCE AND/OR PRESENT INFORMATION ABOUT TEE CORPORATION
TEAT PROVIDES A REGULAR FORUM TO COMMUNICATE WITE SEAREEOLDERS.

BASIS OF ALLOCATION TO NOM-UTILITY

46.5% QF THIS M/Q0R IS ALLOCATED TQ MON-UTILITY. TEIS PER-
CENTAGE IS BASED ON THE CORPORATE UTILITY/NON-UTILITY ALLOCATION
AS DEVELOPED BY TEE RATE DEPARTMENT.

PREPARED BY - COMMUNICATION TEAM

306
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01/20/95 MAINTENANCE QPERATION REQUISITION M/OR NO. 18620402

RESPONSIBILITY CENTER — 966 YEAR - 98

TITLE - MINNESOTA UTILITIES INVESTQRS GROUP

EXPECTED START DATE - 01/0L1/95 EXPECTED COMPLETION DATE - 12/31/95
TRANSFER CEARGES TO ACCOUNT(S) - 53.5% -— 93020QC0 46.5% - NON-UTIL

PROJECT OR NONPROJECT (P OR N) - W

(IN TECUSANDS)
PRIOR  BODGET AFTER

YERRS YEAR YEARS
COMDANY LARBOR : 0.4 6.0 0.0
CO5TS OTHER TEAN LABQOR £6.2 54.2 0.0
TCTAL COS? : 6.6 54.2 0.0
DESCRIPTION
™ ACCUMULATE CQSTS AND ASSESSMENTS ASSOCIATED WITH MI&NESOTA

= POWER'S SPONSQORSHIP QF MINNESJTA UTILITY INVESTCRS INC.

PURPOSE & NECESSITY

WORKING WITH OTHER MINNESQTA UTILITIES, AN AD BOC COMMITTEZ
HAS BEEN FORMED TO DEVELOP A UTILITY IRVESTOR GROUP WITEIN THE
STATE. ITS MISSION INCLUDES PROVIDING AN INDEPENDENT VOICE FOR s
UTILITY INVESTORS, REPRESENTATION WITH REGULATORY AUTHCRITIES,
AND PROMOTION AND PROTECTION QF THE FREE ENTERPRISE SYSTEM. THE

COMPANY HAS MADE A COMMITMENT TC THIS EFFORT.

BASIS OF ALLOCATION TQ NONUTILITY

46.5% OF TEIS M/OR IS ALLCCATED TO NONUTILITY. TEIS PER-
CENTAGE IS BASED ON THE CORPORATE UTILITY/NONUTILITY ALLOCATION
DEVELOFED BY THE RATE DEPARTMENT.

* PREPARED BY ~ T. J. THORP

454
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FPSC AUDIT REQUEST #74
SHAREHOLDER SERVICES
1. The sources of SSU’s equity capital are twofold: 1) reiained earnings and 2) paid-in capital from

its first tier parent Minnesota Power (MP). In order for MP to attract and retain equify capital for
reinvestment in subsidiary corporations, it must incur continuing expenses associated with the issuance of
securities, payment of dividends, compliance with SEC regulations, payment of registration and rating
agency fees and shareholder communications. These costs are apportioned to recipient subsidiaries as a
function of their equity balance relative to MP’s consolidated equity.

2.  The following types of services are included:

1) Labor and payroll overheads for operation of a shareholder services department, 2) proxy and
annual meeting noticing, 3) utility investor group assessment, 4) annual stockholder meetings, 5) annual
and quarterly shareholder reports, 6) DRIP and stock purchase plans, 7) NY and AMEX assessments, 8)
rating agency fees, 9) SEC financial reports (10-K, 8-K, etc.), 10} registrar and transfer agent services,
11) meetings with trust officers and institutional investors, 12) certificate printing, 13) board fees and 14)
mailings to the financial community.

3. All privately held utilities endeavor to maintain a balanced capital structure which typically
includes some form of equity capital. In addition to directly funding a utilities operations and capital
improvements, the presence of equity capital promotes the attraction of debt capital at lower rates and
under reasonable covenants.

4. See amached Schedule PE-1.

5. See attached Schedule PE-1.
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STATE OF NEW YORK
PUBLIC SERVICE COMMISSION

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

NOTICE
(Issued November 1G-1993)

The Commission's Order Instituting Proceeding invites

interested persons to submit comments and/or consider proposals
regarding a possible Commission policy concerning acquisition
incentive mechanisms (AIMs}.

NOTICE is hereby given that any interested person may
submit comments in response to the issues set forth in the Order
by filing 15 copies of such comments or proposals with John J.
Kelliher, Secretary, State of New York Pub}ic Service Commission,
Three Empire State Plaza, Albany, New York 12223, by February 21,

1994. Persons with substantially similar interests are invited

[etl

J - KELLIHER

Secretary
}/a/kzc) ‘}7) tﬁm @\/»f
-—/YGég éiK:ZT' CQCL-f%LJJaAZ?’
NY.

€ » Vﬁﬂjl‘“
féé?;;ézfadafk%igi
%gﬁﬁ/ﬁ&ﬂ

to submit jointly-filed comments.
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STATE OF NEW YORK
PUBLIC SERVICE COMMISSION

At a Session of the Public Service

Commission held in the City of
New York on Cctober 20, 1993

COMMISSIONERS PRESENT:

Peter Bradford, Chairman
Lisa Rosenblum

Harold A. Jerry., Jr.
William D. Cotter
Raymond J. O'Connor

CASE 93-W-0962 - Proceeding on Motion of the Commission to _
establish a Policy to Provide Incentives for the
Acquisition and Merger of Small Water Otilities.

ORDER INSTITUTING PROCEEDING
AND SOLICITING COMMENTS

(Issued anéd Effective November 10, 1993)

BY THE COMMISSION:

This Order institutes a proceeding to solicit comments
and consider proposals regarding a possible Commission policy
concerning acquisition incentive mechanisms (AIMs) intended to
foster acquisition of small water companies. The concept of an
AIM was developed as part of an initiative to design
regulatory/rate making procedures and state-wide initiatives to

deal with small water company problems.l

1 Other initiatives arising out of that collaborative

process are being developed separately.
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CASE 83-W-0962

have less than 100 customers. Approximately 200 companies have
50 customers or less.

Any policy concerning AIMs must satisfy broad economic
goals while maintaining a proper balance between ratepayers and
investors. As a starting point for a dialogue with interested
parties, staff has identified several brogd goals and factors for
consideration in establishing an AIM poliéy.1 Also, parties are
invited to comment on the focllowing proposed guidelines for

development of any AIM policy that have been proposed by staff:

1. The proposal must be in the general public
interest.

2. The acguiring company should demonstrate
that it will have the capacity to serve
and mapage the acquired company
efficiently and adequately, and has the
ability to achieve compliance with the
SDWA and other regulatory requirements,
including the ability to finance
improvements.

3. The level of any incentives provided
should be reasonable and commensurate with
the magnitude of -overall benefits to
customers in terms of improved service
quality, rate stability and long term
ability to repair and replace equipment
and meet SDWA mandates as economically as
possible.

4. The terms of an acquisition should not
preclude the occurrence of beneficial
future alternatives for system ownership
and management, such as municipal or water
authority take over,

" 5. 'The impacts on ‘the acquired company
customers should be measured against the

4 The specific goals and facters are set forth in the attached

memorandum,
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CASE 93-W-0962

2. Initial comments and reply comments of interested
perscons shall be submitted in-accordance with a schedule to be
issued by the Secretary of the Public Service Commisgsion.

3. This proceeding is continued.

By the Commission,

(SIGNED) JOEN J. KELLIHER
Secretary
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FRED- SESSION OF OCT 20 1983

STATE OF NEW YORK
DEPARTMENT OF PUBLIC SERVICE

October 12, 1993
TO: THE COMMISSION

FROM: ENERGY AND WATER DIVISION
CONSUMER SERVICES DIVISION
OFFICE OF ACCOUNTIRG AND UTILITY FINANCE

SUBJECT: CASE 93-W-0962
Proceeding on Motion of the Commission to establish a
Policy to Provide Incentives for the Acquisition and
Merger of Small Water Utilities.

SUMMARY OF PROPOSED ACTION:. It is proposed that -

A proceeding be instituted to establish a policy for
Acquisition Incentive Mechanisms (AIM), and that this
memorandum and its concepts be issued for comment and
become the subject for discussions with industry.,
consumers, other state agencies, municipalities, and
other interested parties. Comments and the results of
discussions should be submitted by February 21, 1994,
and then used in formulating a Commission policy.

ket *kdk &*
Summar
The Department has recently identified ﬁhree initiatives to
improve regulation in the water industry:

(1) development of long-term planning processes for the
seven largest water companies;

{2) design of regulatory/ratemaking procedures and
statewide initiatives to deal with small water
company problems; and

{3) increase our activity at national levels and
improve our presence with the federal government on
water industry matters, and communicate positions
on the Safe Drinking Water Act (SDWA).

This memorandum recommends that a proceeding be instituted
to establish a Commission policy for acquisition incentive

mechanisms (AIM) to foster acquisition of small water companies.
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a long-term basis. The problems that occur in finance, service,
and management (including poor records) stem from a fundamental

cause: the company is simply too small to function efficiently

as a public utility.l The new financial and operating demands
created by the SDWA are expected to be beyond small coapany
capabilities in many cases. .

Bistorically, the amount of staff and Commission time spent
on the service and rates of small water companies has been
disproportionate to the revenues and number of people involved.
Looking to the future, this disproportionate effort could become
worse in light of the new SDWA mandates. In New York State there
are approximately 350 investor owned waterworks subject to
Commission regulation. Of these, about 300 have less than 100
customers. Approximately 200 companies have 50 customers or
less.

Because of the many public benefits to be derived from
acquisition/mergers, especially the absorption of small water
utilities into larger entities, staff believes the Commission
should actively engage the private water industry and other
interested parties in achieving this goal. To this end we
believe that a clearly articulated policy on mergers and
acquisitions should be developed. By developing such a policy
statement it is hoped that more applications will be brought to

the Commission for consideration and approval. Safe and

1/ supra p., 26



EXHIBIT (Swu-§)

RN
PAGE__ 7 OF 44

original cost less depreciation unless the applicant will
amortize immediately said excess through charges to surplus.
That is, the purchase price that exceeds book value (or the
*purchase premium") may nof be recouped or be added to the
acquiring company's rate base. In addition, the Commission in
past decisions has often allowed a rate base no more than the
purchase price, where the book value has been greater than the
purchase price.

Staff believes these past decisions, while not stated
pelicy, were designed to protect the ratepayérs from excessive
charges, but may have had the effect of acting as a significant
disincentivé to small water company acquisitions. Over the four
vear period 1989-1992, there were 23 transfers of utility water
systems or property approved by the Commission. Over half of
these were system transfers to municipalities, and only three
could be termed consclidations/mergers. Given New York's large
number of water companies, it would appear there is significant
room for improvement in this activity and that an effective

Commission incentives policy would provide that improvement.

Elements of an Acguisition Incentive Mechanisms Policy (AIM}

To be effective, an AIM policy should satisfy broad economic
goals while maintaining a proper balance between ratepayers and
investors, and use a few well understood implementation
guidelines to foster mergers and acquisitions that provide
maximum customer benefit. 1In regulating utilities, the

Commission is constantly balancing consumer and investor

-
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¢ Moderate the rate impacts of the costs1 facing the water
industry, specifically those imposed by the SDWA.

¢ Promote small water company acquisitions/mergers.

¢ Improve the economic efficiency of small water companies.

* Provide regulatory flexibility and openness to a wide
range of alternatives, thereby stimulating creative and
economic solutions.

$ Fairly balance acquisition incentives with service and
rate impacts to promote acquisitions/mergers that are in
the public interest.

‘¢ Provide meaningful and clear guidelines which encourage
exploration of acquisition opportunities and facilitate
the development and approval of acceptable proposals.

¢ Ensure public participation.

Factors for Consideration

Staff has identified a number of factors that shculd be
considered in the evaluation of any AIM proposal. They include

the following:

Purchase price

Realized economies

Rate impact on customers of both systems
Service history

Rate equalization considerations
Customer service

* »

Long term benefits2 to customers
Customer satisfaction with the proposal
Access to capital

Operational and capital improvement
Economic viability

Management

¢ GG GGG &G *

1/ Aging infrastructure replacement, and the monitoring,
treatment and plant addition requirements of the SDWA.

2/ Lower rates and better service resulting from economies of
scale, better operation and management, and access to
financing for improvements.

-7=
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®* QOperating ratios in lieu of rate base treatment
Where rate base of the acquired company is very low
relative to construction cost, relate net income and
revenue requirement to a ratio of operating costs.

®* Incentive returns
Allow a higher than normal rate of return for certain
acquisition and improvement costs.

* Depreciation allowances
Reflecting increased annual depreciation in rates
provides additional cash fliow and incentive, This can
be accomplished by allowing depreciation on contributed
plant where little or no rate base exists, or by
allowing accelerated depreciation where rate base does
exist.

* Aamortization of acquisition costs
Where there is a purchase premium, reflect all or part
of the premium in rates.

® Delayed recovery of costs
In some cases, the use of certain economic incentives
may be initially unacceptable for varicus reasons, such
as rate shock; however, their use may be necessary to
attain the acquisition. A possible mechanism in this
situation would be to delay the recovery of any of the
above mechanism costs to mitigate customer impact.

* Lease buyout plans
Where c¢companies, the Commission, or customers are
uncertain about the benefits of an acguisition, the
acquiring company may lease a system before
acquisition, allowing time to evaluate the acquisition
benefits.

As discussed in the Staff Guidelines section that follows,
staff believes that, in general, rates should be equalized
between the two merging companies. Rate egqualization can also be
an incentive for acquisition, and the speed at which rates are

egqualized relevant to how great this incentive is.

Staff Guidelines

Staff's views on some important issues are as follows:

¢ The proposal must be in the general public interest.

-g=
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be issued for comment, with special focus 6n the questions set
forth in Appendix A. Notice of the proceeding should be served
on a broad range of potentially interested parties, and the
Commission should direct that all comments be submitted by
February 21, 1994. 1t is further recommended that staff,
industry, concerned consumers, and other interested parties be
encouraged to immediately establish dialog and convene focused
groups, as well as use other means of communication to expleore
the concepts contained in this memorandum. The results of these
discussions and comments would then be used in formulating the
policy.

Regpectfully submitted,

0. ML

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

R . LAMBERTON

Associate EHydraulic Engineer
Energy & Water Division

APPROVED_BY: ‘DM & &Ja.,a...a“ o

: DENISE C. WAXMAN
) o . .Supervisor of Utility Hear.ings
g Consumer Services Division

TBOMAS G. DVORSK
Depyty Director, Cost Performance
Engrgy and Water Division

e/d".r—'
TER;Z C{ BROWN

Director, Consumer Services Division

Mo i

FRANCIS M. HERBERT
Director, Office of Accounting & Finance
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APPENDIX A

QUESTIONS FOR PUBLIC COMMENT

Are the policy goals articulated correct? Are there
others? If go, identify and elaborate.

Are the factors identified for consideration all
relevant? Are there other factors that should be
considered? What relative we;ght should be given to the
different factors?

Are the incentive mechanisms identified complete, or are
there others that should be considered for inclusion?
Should any of the identified incentives be rejected?

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

Are the guidelines set forth reasonable? If not,
explain how they should be modified or why they should
be rejected. Are there other guidelines that should be
applied?

a. Purchase price
Comment on the guidelines set forth in Appendix D.
Are there alternative ways of determining a fair
purchase price? Other information that should be
considered? How should the need for objective
evidence of a fair price be balanced against the
desire for a streamlined process? To what extent,
if at all should the standards of valuation in
eminent domain law be used? To what extent should
the estimated costs of immediately needed capital
improvements be a factor in evaluating the fair
purchase price?

b. Application of incentives
Is it possible to articulate more concrete
guidelines for the application of incentives in a
particular case, that is, to evaluating the
magnitude of the benefits that will result from the
transfer and in determining the commensurate
incentive? 1If so, explain and provide details.

c. Rate equalization
Are the guidelines described in appendix E proper?
If not, explain how they should be modified or why
they should be rejected. Are there other guidelines
or factors that should be considered in the context
of setting forth a rate egualization plan? 1If so,
identify them and describe their applicability. Are
there any circumstances where rates should not be
egqualized? 1If so, explain.
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APPENDIX B

ESSENTIAL ELEMENTS OF AN AIM PETITION

Existing Reguirements of 16 NYCRR, Part 31

=}

Copy of Certificate of Incorporation and any modifications.
{(17.2)

Copy of the proposed contract [31.1 (d)])

Description of the property to be transferred. [31.1(b)]
Copy of franchises, consents, and rights to be transferred,
with details (31.1 {c¢)) (including DEC Certificate of
Convenience and Necessity and any modifications).

Municipal approvals, if reguired [31.1 (d)}])

Invéntory of Water Plant being transferred [31.3 (£)], in
accordance with applicable system of accounts {31.1 (g)]).

Accrued depreciation in property to be transferred with
methodology [31.1 (h)]}

Cost of property to be transferred, per books [31.1(i)].

Depreciation and amortization reserves applicable to the
property to be transferred. [31.1 (4§)]

Statement of contribution toward construction of property,
showing those subject to refund. [31.1 (k)]

Statement of operating revenue, expenses, and taxes for each
of the 3 preceeding years. {[31.1 (1)]

Most recent balance sheet for both transferee and
transferor. {31.1 (1))

The company's proposal for financing the acquisition, and if

this involves the issuvance of stocks, bonds, notes or other
evidences of indebtedness, details as regquired in Part 37.

W-ﬁf——
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APPENDIX D

PURCHASE PRICE EVALUATICN

As stated in the Staff Guidelines section of this memo, the
AIM policy, by its very nature could affect the negotiated
purchase price. If sellers and buyers can reasonably expect that
the price paid will be recouped, that fact may encourage a price
higher than might be attained otherwise. That said, we should
recognize that most of the small water companies that might be
acquisition targets have no rate base or one that represents a
very small amount of the utility assets. Since the market may
value some of these properties differently, any acquisition
Pelicy that desires to encourage economic transfers conflicts
with the present policy, which has been that when one utility
purchases another for a price higher than book value, only the
bock value of the purchased entity may be recouped.

It is also clear that any acguisition policy should not
discourage purchases below book value, where appropriate. From a
public benefit standpoint, encouraging a purchase price below net
book value through an AIM policy would be desirable. The
incentive in this instance could be to allow all or a portion of
the difference between the lower price and book value to be
reflected in rates. This would be in contrast to current policy
which has replaced the existing rate base with the lower purchase
Price for ratemaking.

The AIM policy should endeavor to allow economic forces and
each unique situation set the price. The Commission can best do
this by retaining its discretion and its position as an economic
arbiter, subjecting each transaction to serioys economic review.
That review would evaluate the transaction with respect to the
Commission's broad goals, its guidelines, and to the peculiar
economic circumstances presented.

Staff would offer the following proposed broad guidelines
relating to the purchase price:

b The purchase price should be determined to représent an
exchange value that, in the totality of the
circumstances, is fair and reasonable,.

L] The burden of demonstrating that the proposed purchase
price is fair and reasonable is on the petitioners.
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7. Delayed recovery of cost.

While not strictly an incentive, delayed recovery is a
tool that could be used in creating an acceptable
acquisition proposal. FPor any of the above mechanisms,
where a cost is to be allowed as an incentive, its
effect on.ratepayers may be mitigated by delaying its
inclusion in rates.

B. Lease buyout plans.
These plans generally provide that the acquiring
company will lease the system for some specified
period, with an option to buy at the end of that time.
This mechanism can allow the companies, customers, and
Commission to observe the advantages and disadvantages
of the acquisition before it becomes irreversible.

As previously indicated, the amount of incentives to
induce an acgquisition is likely to be related to the viability
and liabilities associated with the acquired company. Other
possible factors are the proximity of the acquirer, system age,
gquality of system installation and design, number of customers,
RB/customer, construction cost/customer, cost of needed
improvements, viability of acguirer, volatility of O & M and
earnings, and ability of customers to pay.
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APPENDIX E

RATE EQUALIZATION

Staff believes that in a merger or acguisition, except where
there are very unusual circumstances, the rates of the merged
companies should be equalized.- While it is impossible to lay
down specific rules for how rate equalization should be handled
in each case, staff believes that it is important to have some
principled basis for judging the rate equalization proposals that
are presented to assure that, on a statewide basis, customers are
being treated fairly. Accordingly, we have endeavored to
articulate several general guidelines or principles that we
believe should guide the rate egualization proposal that is put
forth in a petition.

An AIM petition should contain a proposal for the
equalization of rates, including a schedule for a planned phase-
in, if applicable, and an estimate of the rate impacts for
typical customers. Where the engineer's report indicates that
the acquired company will reguire a major infusion of capital
expenditures in the near term, and/or other causes make it likely
that a rate increase will result from the acquisition, the
petition should include projections of the increase, and any
pnase-in of egualization. The petition should justify the plan
proposed in the light of these guidelines.
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! ' CAST 293-W-~05%62 -~ Proceeding cn Motion of the Commission to
Estzklish a Pelicy te Provide Incentives fc:
Acguisiticn and Merger of Small Water Uhili:

STATIVINT CF POLICY ON ACQUISITION INCENTIVE
MICEANISMS TOR SMALL WATER COMPANIES

{Issued apd Tifective Augus: &, 1994)

ul
¥

T TEE COMMISSICN:

Cn October 20, 19%3, we instituted Case 93-W-0962 to
consider the provision of incentives for the acguisition of sua.
water companies by, and therein merger ints, larger entities.

Puklic comment was invited, and on the basis of that comment and

the recommendations of Department staff, we are establishing
goals and guidelines that will apply to prcposals to consclidate
small wvater companies through acquisitions'and nergers.

Small water companies typically cannot atiract capital
and often have swmall cash reserves, or none at all. Frequently,
these companies are run by part-~time managers possessing little

techniczl training. In additicn, their small customer base
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lizits their akility to inecur significant expenditures for
regulatorv compliance and other purposes. As a result, these

small ccmpanies Irequently fail to comply with new, or even o
existing, health and safety reculations. In particular, the

reguirements of the Safe Drinking Water Act are expected to

r

iarose requirements that many systems will be unakle to meet.
Consclidation of water companies through acguisition or merger

may serve as a solution in these situnations.

GOALS

This policy is intended to fcster acguisitions and
Tergers that will: (1) improve the ability of small water
ccepanies to preovide service: (2) improve custcmer service;
{2} make it easier to comply with current and future regulaticns:
(4) avoid drastic rate increases; (5) bring the rates of merged
systewms into parity:; (5) improve and consclidate management and

cperation; and (7) Dromote conservation.

GUIDET S
The quiding principal in granmting acquisition
incentives will be to increase customer benefit. An acquirer
must be able to show that it can contimue to exist in the long
term and will be able to provide its customers with safe and
adecquate service at just and reasonable rates. To foster a

-z—
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transicrmation of small nen-viable water companies into entities
better able to serve, a2cguisition incentives may be provided in

certzin cases, where the fcllowing factors so sucgest: -

.

s Whether the acguiring company has the abilizy to
acdeguately manage the business, serve custsmers, ©
comply with regqulaticns, and Zfinance capital
izprevenents.

2. Whether the impact cn customers resulting from the

~ acquisition is at least as beneficial zs the
impact of realistic alternatives.

o whether the terms cf the acguisition will permit
fuzure beneficial solutions, such as
zunicipaiizaticn.

4. whether benefits to cusicmers are expected Io ke
cocmmensurate with the cost of the incentives fcor
tZe aczuisition or merger.

S Whether meaningful customer participatiocn has been
cbtained through effective pukiic involvement.

We will also consider adéitional incentives where

prepesals are made to consolidate several water systems at once.

INCENTIVES
Because each small watar company will present unique
circumstances, incentive plans will have to be tailored
case-by-case. The following incentive mechanisms are provided as
examples of those that may be considered. They will not be

appreeriate in each instance, nor do they constitute an

-3
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exhaustive 1ist ¢f measuras that can be entertained. As a
general matter, however, any significant rate increases that may
te needed sheould be phased in, in order to avoid unduly harsh °

elfects on customers.

1. Rate Base

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

50 Where the purchase price is greater than rate
base, rates may reflect the purchase price prexzium
if warranted. TFor example, a premium might ke
justified by izmproved service, realized cost
efficlencles, or economies of scale.

= Where capital expenditures are required for
service improvements or te comply with health and
safety Teguliations, projected improvesent costs
may be reflecied in rates immediately, subject to
verification that the expenditures are made.

€. Where the ccmpany being acguired has little cr no
rate base, 2 proxy rate base may be allowed,

ecuivalent to the rate base per customer cf the
acquiring company.

2. Depreciation
Where circumstances warrant, depreciation may be
allowed at accelerated rates, or depreciatieon on

projected improvement czsts may be allowed subject to

subsequent adjusiment.
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The reascnable coasts cof acguisition ;ay be recovered by
amortizaticn. Under certain cocnditicns, amortization
may also te considered for raéovery of & purchase price
prexium. The term ¢f an zmertization should be chosen

inixzize adverse effects on custsmers.

rt
[$]
3]
Fa
]

The Icur Incentives described below will-be considered
cnly In stecial cases Iocr good cause shown. They Terresent a
cerarzure from traditicnal rate-making practice and are meant to
facilitate consclidaticn that ma? ctherwise nct te possible.

4. Coterzting Ratio

Where rate kase incentive mechanisos are less
practicable, a ratio of revenues to cperation and
maintenance cssts may be used to determine revenue
r2guirenent. |

5. Rate of Return
Where it can be shown to benefit customers, a premium
on the coverall rate of return may be allowed.

6. Delaved Recoverv
Where the costs of acquisition or improvements, or the,
effects of rate equalization, would cause unduly harsh

effects or. customers, provosals to delay or phase in
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reccvery cf-costs, rather than lose the opportunitv fcr

-

consolidation, may be considered.

7.  Lezse/3uvout .

Where there is uncertainty regarding the overall

beneZit ef an acquisition, and it wouid appear
terneficial for cwnership, management, and cperation to
cecur for a tTial pexriod, operaticn of the company

tnder a iezse with an option to by may be ccnsidered es

a2 zechanisz feor providing incentives.

The Iollewing Information should be submitted with any
recuest for cur approval of an aczuisitisn or merger.
o iith respectT to both comwpanies involved in the merger
cr acguisition:
- The curTent extent of compliance with regulatory
acency requirements and direczives (Decartaents of
Hezlth, Envirommental Conservaticn, and Public
Service, ané local autherities).

- The prospects for future compliance with
regulatory requirements.

- The number of customers.

- Ceomparative income statements for the three mos=
recent years.

- A current balance sheet.

- Estimate of rates needed to comply with SDWA or
other service reguirements. 7

-
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- EIvaluaticn c¢f customer benefits and eccnomies of
scale.

- Infzrmaticn and data on the rate impact cn all .
ustomers (accuiring and acguired companies), and ©
the rate plan to achieve parizy. |

- & reror: c¢n The public invelveoent effcert and
custeomer input.¥
=] With respect to the acguired company:

- Idenzificaticn ¢f ownership of all transferred

water plant.

Inventory e tlant being transfisrrsd.

= The lccaticn cf the aczuired company relative &2
the acguiring cczpany and ©o nearky svste=s, both
municipal andé privata..

3]
*
}
L)
*

.

With respect tz the zcguiring company:
- A ccry cf the propesed purchase contracsT.

~ ZIéentifica%tion of municipal approvals, if
required.

-~ The prcpesal for financing the acguisition, if

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

By the Commission,

(Signed) JOHEN J. KELLTHER
Secretary

Vzn reviewing any acguisitiens, we will focus on the results cf the
company’s public invelvement and information efforts.

=Gl
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The PUC Role in Assuring Viable Water Service
In Small Communities

John E. Cromwell, III
Richard F. Albani
Wade Miller Associates, Inc.

Introduction/Overview

Regulation of water systems in small comwunities has been a long-standing problem for both state
public ulility commissions and state public health regulators. Though many potential solutions have been
suggested, progress has been very slow due to a lack of stimulus. The inertia of the status quo may
finally be broken by the catalytic effect of tougher new compliance requirements under the Safe Drinking
Water Act (SDWA), However, a significant restructuring of the small community segment of the water
supply industry is nceded if SDWA compliance requirements are to be met in a manner which is

sustainable.

The inherent incrementalism of the SDWA regulatory program could introduce tremendous
inefficiencies into the restructuring process. Restructuring should be approached within the context of a
long-term planning horizon. A process resembling integrated resource planning is tcquired in order to
provide assurance that the restructuring process will reflect least cost principles. If the motive force
provided by near-term SDWA compliance pressures is allowed to be the only foree at work, the result will
most cenainly not be least cost and the problem of assuring reliable water service to small communitics
will grow worse.

The threat runs deeper than a mere concem for economic efficiericy. The concern for viability
stems from a growing concern over non-viable small water systems. There are presently many thousands
of small water systems that arc regarded by regulators as "basket cases.” These arc cases where the
institution responsible for providing water service is essentially in default; where the utility management
has effectively failed, as manifest in violations of current SDWA standards which represent very genuine
public health problems. These are systems which cannot respond to an order. They are unable to cope
with problems such as poilution of wells, maintenance and replacement of deteriorated infrastructure and
equipment, inadequate pumping, poor water quality, and even breakdowns and wells running dry.

The threat is that there are many thousands of additional "marginal systems" that will become
"basket cases” under pressure of SDWA compliance. In addition, many poteatially viable solutions may
be by-passed duc to SDWA-induced incremental decisionmaking, undertaken in the absence of a long-term
planning process.

Ultimately, state government will have to intefvene impose a planning discipline and promote
efficient restructuring, or 1o take over and direct restructuring after failure has occurred. The issue is not
SDWA compliance; the issue is the long-term reliability and cost of the water supply infrastructure
systems serving small communities. If the broader public interest is to be served, there is a clear mandate
here for broader forms of intervention by state public utility commissions {PUCs).
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Several states have begun (o lead the way. This paper draws examples from the experiences in
Pennsylvania' and Connecticul® where the authors have had substanfial experience in the development
of coordinated interagency strategies to once-and-for-all confrool the small water sysiem problem. The
Peansylvania example is more modest, illusirating key first steps towards broader intervention.
Connecticut is an exampie of sweeping reformn. The paper uses these two examples to defioe 2nd charac-
terize the generic components of a coordinated state strategy to enhance the viability of water service in
small communities and to highlight the major elements of the PUC rolc.

The Need for Restructuring

Although large urban water systems scrve 90 perceot of the populztion, they account for only 10
percent of the total number of community water supplies. The overwhelming majority of water systems
nation-wide are very small systems serving less than 3300 persons.

These proportions result in some very unfavorable economics. While having only 10 percent of
the 1otal customer base, smail water systems will account for roughly half of the total capital demands
imposed by the SDWA and over balf of the total annualized cost of compliance.’ Mareover, infrastruc-
ture rehabilitation and replaczment requirements exposed by tougher SDWA performance levels will likely
entail a comparable level of capital investment needs merely 1o maintaio the existing facilitics serving

small systems.

Historically, tbe major cost element in waler system consiruction was the distributioa system.
Source development and treatment costs were trivially small; all tbat was required in many circumstances
was 2 well, a pump, 2 tank, and a chlorinator. The result was a vast prolifcration of small independent
waler systems, often operaied by a developer or by a bomeowner's association. This configuration
evolved in the historical cost environment in-part because it was the least cosr solution within that

environment.

Small water systems are thus a product of the low-cost environment ia which they were created.
With the capital and operating costs of water service being hislorically very low, asd the effects of
inadgquate maintenaoce and replacement being so lagged as to be invisible in the short rup, there were
no significant cost pressures in the environment in whick many smail systems were formed. In the
abscnec of significant cost pressures, the institutions originally devised for the purpose of ruaning small
water systems evolved without the types of manzgement and finaocial mechbasisms needed W cope with
more demanding economic realitics becoming apparent today. o the face of the SDWA-induced changes
in the cost environment, it is becoming clear that the current configuration involving thousands of small
systems is no longer the least cost solution.

' Cromwell, )., Hamner, W. Africa, J. and Schmidt, J.S., "Small Water Systems At A Crossmads,”
Journal of The American Warer Works Association, May 1992,

! Albani, R., "Connecticut Legislation And Experience In Acquiring Small Systems,” Annual

Conference of the American Water Works Association, Philadelphia, PA, 1991.

> Schnare. D. and Cromwell, ], "Capital Requirements for Drinking Water [nfrastructure.” Sunday
Seminar on Capital Financing, Annual Conference of the American Water Works Assoctation,

Cincinnati. OH. junc [990.
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The small system problem has been described for much of the past two gecades. A fundamental
theme repeated in many of the prescripiions that hive been written s e -yfmpie notion that smal!
commuuities will have (o adapt 10 paying much higher water rates. While it is true that higher rates will
have 10 be a part of any solution, a more fundamental requirement is that institutional mechanisms be pui
in place that are capable of responding more broadly 10 the challenges of today's cost eavironment in the
water supply industry -- capabie, for example. of raising additional capital, of prudent husbandry of the
capital stock over the long term, and of sustaining a much more demanding O&M regime on a daily basis.
Raising rates is an insufficient solution if it is unaccompanied by other institutional reforms.

The Imperative Need for Planning

SDWA regulatory requirements are a source of significant change in the small sysiem scgmeat
of the walter supply industry just as they are for the industry as a whole. But the resulting changes in
financial risk characteristics could have much more ominous consequences for some small systems,
involving more pain than that embodied in a higber water bill.

Without deliberate efforts to the contrary, a weli-intentioned approach to meecting SDWA
compliance requirements could become a trap for some systems. SDWA regulations will be phascd-in
incrementally the next decade. As @ resul, systerns may be lured into thinking they are capable of
mecting all the new performance requirements when they, in fact, are not. The realization of the true
extent of SDWA compliance and infrastructure rehabilitation liabilities could become apparent only after
taking on substantial new debt and passing up betier options. Satisfaction of SDWA capital demands
could also result in further deferra) of infrastructure maintenance and rchabilitalion needs, creating

additional liabdities.

ironically, as a "break” 1o small sysiems, they are allowed more time to comply than lurger
svstems. As a result, bowever, the larger sysiems that might be the keysione of a regionalization strategy
are making commitments, sizing facilities, and putting concrete in the ground already. Maoy logical
opportunities may be lost forever (e.g., main extension possibilities for the 50 percent of small systems
located within suburban areas).

The financial risks involved exiend past the owners of the water systera to the individual
residential customers. If the water system serving u residence becomes incapable of meeting either its
financial or its SDWA compliance liabilities, the default could have a negative cffect on the values of
propertics connected to the system. Thus, there is an imperative need for risk management through a

planning process.

The fact that there is risk which could convey to individual homeowners provides a potentially
strong motivation that can be used to build suppon for a planning process and for plan recommendations.
Under the status qua, there may be no desire  become entangled in a purchased water amangement with
the town down the road, for example. Bul, a planning process may reveal that doing business with the
town down the roud is the least objectionable aiemative available.

Another equally compelling reason to plan is that there are many housands of sinuations where
the results will be quile positive. Water supplics are not, for the most part, heavily contaminated; SDWA
compliance burdens will therefore be reiatively light in many instances. Documentation of compliance
liabilities in a plan can help u small system obtain more attractive (inancing by distinguisbing such
relatively light burdens from those of other riskier sysiems. Moreover, a planning process provides a
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means of assuring that even more attractive possibilities are not missed. For example, it may be
advantagcous to cxpand the customer base by becoming "the town down the road” and selling water 1o
the ncighbors.

Viability and Restructuring

In nature, environmental change induces animal and plant specics to adapt in order 10 survive.
A parallel exists in economic institutions, Changes in the business environment must be met with
appropriate resrructuring of economic institutions in order (0 assure the long-term viability of the
enterprise.

A viable water system is one which has a sustainable ability to meet performance requirements
over the long-term. An alternative, and simpler, definition of viability is: the ability to cope with change.

There are many different strategies that can be adopted in approaching the restructuring of
institutional arrangements for providing water service. They are classified here into two categories:
extenal and internal.

0 External sirategies involve active collabaration with other adjacent water systems to attain the
advantages of operating at a larger scale-- this amounts to various different forms of regional-
ization.

o Hard regionalization implies structural consolidarion -- extending a main to enable hooking up

to, or purchasing water from, the town down the road. This is often infeasible in remote rural
areas, but approximately half of ali small water systems are within the Census Bureau's Standard
Metropolitan Statistical Arcas; i.e., within suburban dngs of major metropolitan areas.

o Soft regionalization encompasses an array of strategies for obtaining large scale economies in
management, operations, and finance through various sharing arrangements. A popular model is
contract provision of operation and maintenance services on a rotating, circuit-rider basis. Another
successful example is formation of a county or regional authority to provide not only circuit-rider
operation and maintenance services, but also centralized management and pooled access to the
capital markets. Finally, there is also an array of “soft” soft regionalization strategies, involving
such loose linkages as equipment sharing and joint procurement to pool buying pawer.

0 Internal restrucruring strategies involve changes in management and finance sufficient to produce
a "tumaround” in the likely fate of the small system. Not all small systems are basket cases.
There are many that may be able to handle the changes ahead if they make the right management
and financial adjusimenis. In some cases, such changes might be accomplished through a simpic
change of owmnership.

There will always be some areas where remoteness or other aspects of geography dictate the
provision of water service independently at small scale. it may not be possible to involve every small
system in hard or soft regionalization schemes. Morcover, there are many small systems that are presently
viable, and that can continue to be viable. There is, however, a danger that in undenaking measures 1o
assist small sysiems in maintaining theic independence, the state would incvitably become involved, to
some degree, in supporting, or propping up. systems that would not be viable in the absence of state assis-
tance. Neither forcing regionalization and consolidation nor sustaining non-viable systems through
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subsidies should be objectives of state viability policy. Rather, the objective of state viability policy
should be 10 help owners and customers of small watcr systems identify the most viable strategics for
provision of water service while, at the same time, adjusting siate-controlled bammiers and incentives in a

manper that will promote the widest possible range of choices. |

Framework for A State Viability Initiative

The comprehensive state viability initiatives lauached in Penpsylvania and Conoecticut have two
major pants. The first part is a systematic viability screening process o generate and review the informa-
tion peeded (0 assess the viability status of both newly proposed and existing small water systems. The
screening process is intended to directly involve water sysiem owners, managers, cusiomers, homeowners,
tepants, creditors, and local public officials in confronting the issue of institutional capability ia the context
of two main strategic questions: 1) is the present sysiem configuration viable over the long-term; and 2)
arc there any better aptions available for providing service at larger scale?

To enable individual water systems 10 make a complete assessment of the most viable strategics
for provision of water scrvice, there must be complementary state action to adjust barriers aod incentives
that affect the range of options available. The existing legal and regulatory setting at the state level has
co-evolved with small water system institutions in the historical low-cost environment. There are, as a
result, many types of inadvertent barriers to efficient restructuriag which bave developed over time in the
absence of any opposing influences. The objective of the sccond balf of a state viability program,
therefore, is the launching of a number of sympathetic initiarives designed to remove barriers to viabllity
enhancement and/or provide additional incentives and assistance to systems striving to attain viability,
including provision of a safety net to handle restructuring of failed systems.

Viability Screening Processes

In its simplest form a viabilily screening process consists of measures o get small systems
engaged in taking The viability test. The viability test is intended 1o promote a grass-roots awarcaess of
the changes thai are coming and of the full range of options that may be available for caping with change.
In the viability test, the intent is to engage small system owners, managers, and customers in confronting
the facts of their situation in enough depth to answer these three questions:

1. Is the curreat sysiem configuration viable?
2. Are there better options available at larger scale?
3. What is the best option?

The hope is that by confronting the realitics of the situation and making comparisons 1o the
obvious alternatives, the potential benefits of either internal or external restructuring will become cvident.
Where these options make sense 1o people, they will be more likely to pursue them.

In applying the viability test, it is imponant to address the three questions in the proper context -
- with a focus on the long-term prospects of the water system. Focusing on the immediate sitvation is
likely to lead to an incorrect conclusion. There are many small systems who would rate themselves as
viable, given the operaling conditions they are faced with today. But the real question, as implied by our
definition of viability, is can they cope as well with the changes thai will be upon them over the next faw
years? If a system bases decisions about the future on the conditions that exist today, it not only runs the

-
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risk of selecting an option that will turn out to be non-viable, but it may also be foreclosing apportuaities
to adopt other. more viable options.

A common conclusion in the states that have pushed forward with viability screening initiatives
is that strategies for intervention can be most effective when they are viewed as a coordinated, interagency
cffort undenaken on a statewide basis. Several stale agencies have means of administering the viabiity
test through Lheir unigue channels of access to small systems. Implementation of maay potential solutions
requires legal authority that lics outside the reach of the SDWA, but within (or, conceivably within) the
reach of other agencies such as, especially, the PUC.

There are three different types of planning initiatives that have been concecived as means of
administering the viability test. These arc; '

1) new system viability screening -- controlling the growth in the number of potentially non-viable
small systems by making them pass a version of the viability fest as a coodition of getting a
permit.

2) development of system-lcvel business plans -- applying the viability test directly to existing srnall

systems through various means.

3 comprehensive regional water supply planning -- incorporating the viability test into broader
comprehensive planning processes. ‘ ' )

Viability Screening of New Small Systems

Viability screening of new small systems is an atternpt to thrust back upon real estate developers
the responsibility for demonstrating that the system will be viable over the long-term before granting the
permit 10 the system. Viability rescarch performed in Pennsylvania produced a useful tool for conducting
this type of analysis called, PAWATER.* PAWATER is a user-friendly, menu-driven PC-program that
enables the user 1o develop a rough estimate of the full cost of building and properly operating and
maintaining & water system. It also summarizes results in terms of the capital cost per dwelling unit and
the anoual houschold water bill to give the developer a realistic picture of the true cost that will have 1o

be borme.

An additiona! approach 10 new sysiem screening is to require financially-backed assurances or
guarantees of viability. The concepts being considered include: escrow accounts, an irevocable letter of
credit from a bank, reputable co-signers, and a contract with a reputable contract O&M orgaaization,

Both viability screening tesis und assurances and guarantees require specific legal authority which
does not always exist. There are a number of different stralegies for implementing thesc measures,

Some states have successfully modified their state SDWA statutes to enable both viability
screening of new sysiems and requiring assurances. Authority for viability screening can be accomplished
by simply inserting the word viability at the right place in the law. Viability screening can theo be further

*  Gannett Fleming, Inc. und Wade Miller Associates. [ac., PAWATER: Financial Planning Model
for New Small Community Water Systems, Prepared for the Pennsylvania Department of
Environmental Resources. July. 1992,
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defined through rulemaking. Authority to fequire ussurunces might have to be more specifically defined
in the statute, but the details can still be left to the mlernaking process. The major drawback of modifying
the state SDWA stalute 10 provide authority for viability screening or assurances is that stale SDWA
primacy agencies are staffed with engineers who are not equipped to implement such authority,

In many places state Public Utility Commissions may already have sufficient authority 1o perform
viability screening and 10 require assurances for companics within their junsdiction. However, the exercise
of such authority by PUCs tends to promote formation of non-profit cooperative homeowners associations
as a means of cscaping PUC scrutiny. The California PUC adopicd stricql screcning crileria over a decade
ago. They have not approved a single new system since, but the number of cooperatives has mushroomed.,

Connecticut has solved this problem by expanding the reach of the PUC’s cenification authority
to include all types of water systems, regardless of ownership. ln applying for a certificate, the proposed
owners/operators must pass thirty discrete viability tests to the satisfaction of the state health department
and the PUC. Notably, the permitting and certification authorities of the two agencies were formally fused
by statutory changes. Joint approval is required. This integration of regulatory authority affords the
advantages of the health department’s enginecring expertise and the PUCs financial expettise.
Pennsylvania is attempting to achieve some of the same benefits through closer coordination of SDWA
permitting and PUC cenification authority, as documented in 2 formal Memorandum of Understanding
{(MOU).

The wish of many state regulators is to transfer the responsibility for assuring viability of new
systems to the local level. It is reasoned the local authorities responsible for land use decisions should
be made (o accept the responsibility for taking over any new systems they approve if these systems should
Jater prove to be non-viable. While there is a ring of justice in this idea, it is difficult to accomplish
politically. Connecticut has done it by passing a law that holds the municipality responsible if a water
sysiem is allowed to be constructed without first being centified by the PUC and the health department.’

A final means of accomplishing new system viability screening is to incorporate it into a
comprehensive water supply planning process. The essence of such a process is that it atiempts to define
logical service area boundaries, including logical main extensions 10 serve new development. This may
provide a less threatening way of enlisting the cooperation of local govemments responsible for land use
decisions.

A non-regulatory means of disciplining developers of new water systems is through education of
the home-buying public. If, through newspaper stories or other means, it is possible to clevale SDWA
compliance status to the same level of visibility as testing of indoor air for radon, a markel pressure to
assure viability might be established.

Viability Screening for Existing Small Systems

The development of sysiem-level business plans for existing systems is the grass-roots approach
to applying the viability test. Developing a business plan may sound too sophisticated for many small
systems, especially for the basket cases, but the components of the system-level business plan can be quite
simple. The key is a simple comparison of the costs of different altematives. The business plan covers
three areas. B '

f] . - o
Scction §-23a of the Generul Statwuies of Connecticul.
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The facilities plan is developed on the basis of 2 comprehensive assessment of all the likely
improvement needs of the existing system. This should encompass present and future SDWA compliance
needs as well as the backlog of unmet infrastructure repair and replacement needs. The bottom line is a
realistic estimate of the costs of making these improvements and the required schedule of expenditures.

Al the same time, a paraliel analysis is performed to develop estimates of the costs of all
conceivable alternative schemes for providing water service, including all plausible hard and soft
regionalization strategics.

The combination of these two cost analyses permits a small system to squarely confront the facts
of their situation and evaluaie the available choices in terms of a clear cost criteria. Obviously, there are
many small systems who will need help in developing even so simple a plan as this. That is where
various state officials and various members of the army of technical assistance providers can play an

important role.

The hope, of course, is that by confronting the facts, many systems will discover more viable
options at this grass roots level, resulting in greater acceptance of regionalized solutions. However, if the
numbers suggest a stand-alone operation is still the best choice, then the other two components of tbe
business plan provide a means of assuring the same type of grass roots recognition of what it takes 4o
maintain a viable operation.

The management plan is a simple idea that is an important missing piece in many small systems
presently. The idea involves nothing more than writing a few things down on paper to make it clear who
is responsible for different operating functions and what those functions are. The act of writing these
things down makes the need for specific management commilments more clear.

The financial plan is inlended 10 assure sufficient revenue to meet the full costs. This is accom-
plished by simply acknowledging on paper the amoun! and timing of capital investnent required in the
system over 2 multi-vear forecast and the annual cost per household, or annual water bill. By committing
10 these key cost figures on paper, there is an implicit financial commitment to viability.

There is an importani side issue o this financial aspect of the business plan as it relates to the
integrdtion of SDWA and PUC authority. [t has often been suggested that SDWA primacy agencies
should be able to develop financial criteria for deciding whether or not a system is viable, as a means of
forcing regionalization alternatives. There are many defects in that approach. Primary among them is the
fact that only a state-public utility comumission or municipal government can set water rates. There is also
the fact that SDWA primacy agencies are staffed with engineers, not financial analysts. However, if the
fevel of capital and annual revenue needed 1o operate cffectively is defined by the facilities plan, then it
can be argued that a sysiem must be willing o commit to that level -- by whatever rate struciure they
choose, or can gel approved -- in order 10 document their ability to remain viabie: to sustain SDWA
compliance over the long-term.

Thus, the willingness 1o make the necessary financial commitment in a business plan can be
interpreted tn terms of SDWA compliance without invading the rate-making authority of other entities.
To the SDWA primacy agency, it is immalterial how high the water rates are, or how they are structured, |
all that matiers is that they reflect a commilment to carry the full cosis of a sustainable operation. In a
state where the word “viabilily” can be inserted into the state SDWA, this full cost test could conceivably
be incorporated into the SDWA regulations in the form of a business plan requirement wilhout
contradiction of other rale-making authoritics and without the primacy agency having to become involved
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in aoy type of financial analysis; all that is involved is an assessment of the full costs of operation on the
basis of engioeering cost analysis.

In Pennsylvania, a viability criterion was included in the state SDWA regulations implementing
the Fltration requirement for surface water systems. This provided the statc SDWA primacy agency with
authority to require the essential ¢lements of a business plan. In Connecticul, the integrated exercise of
authority between the PUC and the health department was mandated in the context of a deliberate viability
initiative, providing complete authority to require and evaluaic a complete range of information. In
another cxpansion of the PUC domain, this-process in Connecticut provides a requirement for annual
reports from all water systems, regardless of owoership status.

State Public Utility Commissions usually bave the authority to explore the full range of viability
- concerns in the course of routine proceedings such as overall rate hearings or advisory ruling bearings
required for approval of SDWA-induced treatment expenditures. PUCs generally have a responsibility
to assure that the service being provided is leasi-cost, safe, adequate and reliable. Thesc principles £t
squarely within the concept of. long-term viability. Historically, PUCs have been unable to pay much
attention to water issues due to their preoccupation with other much larger utilities. That situation is
changing, however, as SDWA raie cases begin to appear more frequently on the dockett.

A potentially very effective means of administering a business plan requirement is through the
application process for attaining financial assistance. This is a remarkably effective strategy that has been
employed in-part by the Farmers Home Administration for many years; they have used the guid pro quo
of financial assistance in exchange for financial discipline to help turparound the fate of many many small
rural systems. The key to expanding this strategy is to get other lenders to recognize what the Farmers
Home Administration bas known for many years - that the long-term viability of the system is critical
1o determining whether they will be paid back for their loans. Two avenues of expansion of this
mechanism are available:

o State revolving loan funds, bond pools, ot other financial assistance mecbanisms can be
encouraged to incorporate elements of the business plan in their application requircmeats
as a means of assessing their own finapcial risk.

o The local banking community can be educated to better understand the long-term threats
to viability, causing them to require the same type of long-term viability planning in their
application requirements.

In Pennsylvania, the existence of PENNVEST, a state revolving loan fund which encompasses
water supply as well as waslewater, provided an excellent means of focusing this leverage. The SDWA
primacy agency and the PUC are presently negotiating a three-way MOU intended to fully coordinate
information and analysis relevant to the viability iniliative.

A more dircct means of encouraging the deveiopment of system-level business plans is tbrough
the auspices of technical assistance providers who are in continuous contact with the systems, know the
situation, and have the trust of small system owners, managers, and customers. This may preseat a
dilemma for technical asistance providers. If the system may be better off as part of a consolidation or
regionalization scheme. technical assistance providers could view this as working themselves cut of a job:
But, in the final analysis. technical assistance providers must confront this issue and ask whether they arc
really helping to find long-term solutions. or are they just propping the system up to last a little longer.
All their hard work 4s 10 no ones’ benefit if the system is not viable over the fong term.
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A [nal strategy for cocouraging the type of system level business planning that is oceded to assure
viability over 1bc long 1em is ta cteate a pressure for such planning by educating homeowners/customers
regarding the implicit risks to the value of their propenties if the system is not viable. The wrong deci-
sions regarding viabilily choices could result in much higher water bills than might bave been possible
under potentially available aliernative arrangements. At worst, a default on SDWA compliance could
become a negative factor in real property transactions. There are cases where this worst casc scenario bas

- ipdeed bappencd.

Comprehensive Water Supply Planning

All of the strategics discussed above for applying the viability test have beco based on taking a
case-by-case approach, developing individual business plans for one water sysicm at a time. Ao obvious
shortcoming of that spproach is that thesc individual planning efforts may or may pot be optimally
synchropized with those of neighbaring systems, presenting an obstacle to consideration of potential
strategics for collaboration within the region.

This disjointedness is made worse by the staggered implementation pattern of SDWA regulations.
A large or medium-size syster that might be the logical hub of a hard ot soft regionalization scbeme may
be faced with the need to make compliance decisions several years sooner than the surrounding small sys-
tems. Similarly, a surface water system may have to make tough decisions regarding compliance with the
Surface Water Treatment Rule years before a neighboring grouadwater system will have to face decisions
under the Groundwaier Disinfection Rule.

Without some process for bringing things together within  region, many opportunities 1o improve
the viability of water service through regionalization may be passed by. Human nature suggests that coce
individual waler systems begin (o sink money into compliance expenditures, there will be ever greater
resistance 1o giving up on the old system, even if it is not the most rational aliernative. Thus, not oply
will opportunities be lost, but new barriers will be created.

Happily, there is a cure for this that has been demonstrated in a few states that bave put regional
Comprehensive Water Supply Planning programs in place. Washington and Coomnecticut have
implemeated a program of comprehensive planning through tbe autbority of explicit new statutory
mandates tequiring such planning. The comprehensive planning process achieves considerable economies
in that hard and soft regionalization alternatives can be assessed jointly for all systems within the planzing
region. The planning process promotes the same type of grass-roots understanding as the business plan
process because it implicitly involves all the same steps as the business plan. Moreover; it convenes 2
formal consensus building process among the systems in the region through which tbe feasibility of
glternatives is jointly discussed and evaluated.

The regional comprehensive planning process is particularly valuable because -- by virtue of its
regional scope -- it inherently catches the basket cases that might otherwise have difficulty mouating a
planning effort and it automatically encompasses the issue of new system development within the region.
The Comprehensive Planning Framework is also ideal for incorporating significant coliateral issues such
as questions of water allocation and waler rights. Water quanlity issues were in fact the primary impetus
behind the statutory mandales for comprehensive planning in both Washington and Connecticut. With the
quantity issue included, the planning framewaork is essentially idemtical 1o that defined in the utility field
us integrated resource planning.

-
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There arc two major obstacles 10 establishing a regional comprehensive planning approach- 1)
politics, and 2) money.

There are many places where planning is either regarded as an exclusively local responsibility or
as nobody's business. It is typical to expect lots of resistance to any type of planning mandate handed
down from the state level. In both the Washington and the Connecticut programs, final plan approval
authority rests with the state and both staies intend to use the process in unpopular ways, such as making
local officials responsible for guaranteeing the viability of new small systems. In Washington, the estab-
lishment of such a strong stale pianning mandale required persistent, ¢epeated assaults on the fegislature
over a period of many ycars. In Connecticut, the unique experience of a severe drought provided the
uncommon political momentum sufficient to implement such a program.

The best approach lo sweetening the appeal of a planning initiative is to allow significant local
control of the planning process and to provide funding to cover the costs of planning. In deference to
political and budgetary realitics, Pennsylvania has adopted an incentive-based approach. Thrce
demonstration programs have been launched. One offers regionalization feasibility planning grants to any
group of two or more municipalities in rural arcas. Another provides demonstration grant funding to study
the feasibility of establishing county-wide authorities. The third provides demonstration grants o counties
interested in launching comprehensive waler supply planning initiatives. Such a voluntary approach to
initiating comprehensive water supply planning will probably not provide coverage to all parts of the state,
but it will encourage planning to go forward in areas where this approach is acceptable and where there
is a demonstrated interest expressed by local officials. as manifest by their interest in obtaining the grant
funds. These may be just the arcas where a planning approach has the greatest chances of sucees in any
case.

Sympathetic Initatives to Fadlitate Restructuring

As stated above, it is not enough to get small systems involved in long-run planning -- in seriously
looking at all their options. The second part of a state viability initiative has to consist of a wide range
of what have been called. sympathetic initiatives. These are coordinated efforts by different state agencics
intended to make the widest possible range of choices available to small systems. This is accomplished
by taking a sweeping look at all the ways in which the various agencies of state government can facilitate
the possibilities for bencficial restructuring. There are three generic ways in which the state can do this:

1) removing barriers 10 resTucturing solutions;
2) providing incentives to restructuring solutions; and,
n providing a lasr resor: means of accomplishing restructuring under the direction of the state.

Adjusting State Barriers and Incentives to Restructuring

One of the most important things that must be recognized in undertaking measures (o promole.
viability is the need for resiruciuring not just of small water system institutions. but of various institutions
-of state government as well.




Just like small system institutions were shaped by the historical low cost environment, institutions
of state government are also a product of this historical eavironment in which small water systems were
not a recognized problem. As a result, the pattem of incentives presented by staie government programs
and policies is in many ways insensitive o concerns over viability and restructuring. There are many
instances in which the actions or policies of state agencies present inadvertent barriers to regiopalization,
There are tmany ways in which actions or policies of state agencies inadvertenily creale incentives that
work agaiost consideration of long-term viability.

The salution to this problem is to undertake a comprehensive review of batriers and incentives
related 1o the activities of cach relevant state agency to explore possibilities for removing barriers and
adjusting inccatives in a way that will favor the most viable outcomes. The objective is lo achicve a
coordinated state program wherein all agencies are pulling together in the same direction.*

The SDWA primacy agency provides an important incentive in the form of regulatory pressurc
to comply with SDWA reguiations. But it is important to be sensitive to the difference in incentives that
may resull depending upon how this pressure is applied.

I( the primacy #gency implements the regulatory program in a strictly incremental -- i.e, one-rule-
at-a-time -- fashion, this may encourage incremental thinking rather than long-term planning within the
individual water systems. As discussed carlier, this can be combated by finding a means of making
svstems think through the long-term implications for SDWA compliance before they commir to incremen-
tal decisions.

A second area where the SDWA primacy agency has an important role in strucruring ipcentives
is in the arca of excmption policy. As a general rule. the perception of strong ¢nforcement pressure
creales sirong incentives (o evaluate prospects for long-term viability and to entertain potions of
regionalization. The hope of relief through granting of an exemption can take the steam out the
enforcement incentive, howevet. The best approach is 10 emphasize the temporary nature of exemptions -
- that they are merely a time-extension, not a waiver, In keeping with the statutory provisions, the extra
time can be granted in exchange for 2 plan and a schedule to eventually achieve compliance. An
acceptable basis for a tire extension is time required (0 pursue regionalization strategies or to obtain
financing. This could conceivably be tied into a business plan requirement,

The SDWA primacy agency can ulso present a barrier to viability and restructuring io the manner
in which it approaches the engineering plan review process in considering approval of inpovative
technologies. In many cases. engineering conservatism and the mere cost of the review process have
presented & barrier to the introduction of potential small-scale technological fixes. This area of policy
should be reviewed in light of the overall problem of finding lasting solutions to the small system
problem. [n the operating arena, the SDWA primacy agency determines the stringency of operator
certification requirements, within statutory limits. In states where these requirements are stroogest, the
cifect is to create strong market incentives for circuit rider O&M strategies.

Public utilisy commission procedures and protocols represent another area where the state can
exercise its authorily in a muaner which cither helps or hinders progress towards long-term viable
solutions. With regard 10 investor-owned water systems, state public utility commissions can cxen

regulatory pressure beering directly on the issue of viability as it relates to the quality of service provided

10 customers.

¢ USEPA. Resinyciuring Manuul. EPAS570/9-91-085, December 1991,
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But, PUCs also bave a significant role in structuring barriers and iné&thees atleatindier feasipilicy
of regionalization and restructuring options involving both publicly and privaiely owned water sysiems.
PUC regulatory involvement is gencrafly invoked in any situalion involving a transaction between public
and private entities.

When a municipal system extends service Lo a suburban area oulside the city limits, the PUC often
intervenes (o regulate rates charged to the suburban customers. In many cases, this has been a significant
barrier 10 logical extensions of service to contiguous suburban areas and the creation of regional water
systems. In light of the concem for the long-term viability of the approach to providing water service to
such suburbun customers, this is one area of PUC policy that might be revisited in the context of 1 broader
concept of the public interest that the PUC is attempting 10 protect.

In many states, there are large investor-owned water companies that own and operate 2 aumbet
of large and small sysiems throughout the state or within certain regions of the state. In some cases, this
takes tbe form of a privatized approach to regionalization. In some cases, PUCs bave approved single
rariff races for such situations which allows the company to incorporatc systems that might not be
economically viable within a regionalized scheme and which also reduces the burden of rate case filings
to one unified application for the entire regional operation.

A final significant area of PUC involvement is in regulating any transactions involving the transfer
of ownership between two private water companies or between a private company and 2 publicly owned
company. Such ownership transfers may be integral to the success of regionalization schemes. There are
many situations, such as the municipal/suburban boundary case that we just discussed, in which publicly
owned and privately owned systems exist in a contiguous potka-dot pattern. The difference in ownership
status can present one of the most formidable barriers to regionalization. Historically, PUCs have applied

1 a complicated set of iron-clad rules to the evaluation of ownership transfers in an effort to protect the
o public from being charged too much when depreciated plant and equipment changes hands. This is
another area where PUC policies need to be revisited in order to assess whether the bencfits of such
regulatory protection outweigh the costs of passibly missing the opportunity to put regionalized solutions
in-place that will provide a more viable long-term approach to providing quality service. Pennsylvania,
Connecticut, and several other states have enacted more libersl merger ond acquisition adjustment laws
which enable progress in the right direction. Connecticut has enacted laws which permit the PUC to
authorize slightly higher rates of return on investments related 1o certain acquisitions.”

_ Water resources agencies in states afflicted with chronic water resource shortages, may be an
exuremely significant factor in the incentive strucutre. A potential regionalization scheme that might make
compelling economic sense in light of the burden of SDWA compliance and long-term viability, may be
totally pre-empted from consideration due to the ramifications that consolidation may bave in causing
water allocation formulas to be adjusted. As with PUC regulation, water resource allocation policies need
to be revisited in light of the broader objective of providing water supply in a manner that will be
sustainable over the long-term. ’

State technical and financial assistance programs atc another category of stale initiatives that
needs to be revisited. The most important change thal is needed is to redirect the focus of these initiatives
to the long-term. If technical and financial assistence are provided to small systems on an incremental
basis, the effect may be simply to prop them up -- get them by today's SDWA requirement -- and preserve
them uniil some incvitable future day of reckoning. The net effect could be quite perverse (i.e., "Pick ‘em

T Section 16-262r of the General Statules of Connecticut.
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up, so | cao hit "em again.") in coatrast to the original good intentions. This can be especially perverse
in the case of siate-supported financing, such as from a siate revolving loan fund -- once the state has
invested io a small system. it has a vested interest that may become a barrier to regionalization.

The simple solution to this dilemma is 10 redirect all technical aod financial assistapce initialives
10 operale on 2 "strings-attached” basis. In this zpproach, the provision of technical and financial assis-
lance is provided in 2 manner that promotes progress towards viable long-term strategies. In the financial
assistagce arca, a simple measurc adopted by some slates, for example, is to give funding priority to
applications which involve regionalized solutions. In both Penasylvania and Coanecticut, the state
financial assistance programs bave been fully incorporated in the staic viability initiative in order to
achieve this strings-attached feature.

State Takeover Authority And Directed Restructuring

The final essential clement of a state strategy to facilitate restructuring is takeover authority -- the
ability to direct the resiructuring of the "basket case” systems that have defaulied uander regulatory
pressure. This is a very misunderstood concept. In many people’s minds, this should be ooe of the first
instrumeats of policy. Some believe that states should get substantial new authority aod begin to coandate
restructuring of the small system segment of the water industry from the start. There is also another
school of thought which suggesis that this should be the last instrument of policy.

Ultimately, the need for state exercise of takeover authority is inescapablie. Such authority can
be very expensive to exercise. however, and. on general priociples, forced restructuring is likely to be
much more troublesome than a restructuring process driven by incentives. Uonder the inceative-driven ap-
proach, the gumber of basket cases that ultimately have o be restructured by the state is minimized
through 2 process of: 1) incentivizing grass-roots long-term plaoning to identify optioos, 2) removing
barriers and creating incentives 1o maximize the range of options available, 20d 3) applyiog fimn SDWA
enforcement pressure to drive the process.

Under this approach the takeover authorilty is used as a means of following through oo SDWA
coforcement pressure -- when a systemn defaults and has no option left but to hand over the keys, the state
has 10 b 2bie to move into the driver’s seat in order to sustain the credibility of eaforcement. Keeping
the pressure on, while opening as many doors o viabie restructuriog options as possible is the surest
means of minimizing the number of basket cases that might have to be taken over in the end.

In the end, the exercise of siate takeover authority represents an excursion into a much broader
arez of public policy than that of the SDWA policy arena.  This is important lo recognize because
takeover of baskel case systems will inevitably involve a subsidy from the state. In this respect, the
takcover mechanism is a safety met -- a reflection of state policy regarding rural poverty, ruml
infrastructure, and economic development. Development of an effective takeover mechanism must draw
on thesc broader coastituencies.

The unavoidable need for a subsidy 10 deal with the basket cases provides another over-arching
reason for adopling an incentive-based approach 10 the overall restrucluriog process; it provides a means
of minimizing the total amount of subsidy required and 2 means of assuring that subsidies are directed
to the true basket casc situations where this type of assistance is truly needed.
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The neced for a takeover mechanism also provides another compeliing reason for cxp;a—déd
involvemeat by the PUC. The PUC is the only state agency that is staffed and equipped to provide
provide the relevant lype of adwministrative process with protection of rights to due process. The PUC has
the staff expertise required to evaluate all aspects of a default situation and a charter to weigh all the
broader public interests. In Connecticut, the takeover law permils the commission to order takeovers
regardless of the ownership of the utilities involved. This expansion of PUC authority beyond the normal
realm results in a very complete mechanism for resolving defaults, By Contrast, the takeover law in
Pennsylvania is narrower, cnabling the commission only to order takeovers of investor owned companies
by investor owned companies. ’

Conclusions -

Researchers of the National Regulatory Research Instituic bave proposed a framework for
consideration of alternative approaches to regulation in the water supply field! It is grounded in the
recognition that commission regulation nced not be viewed as an ajl-or-nothing monolith. State public
utility commissions Typically have six discrete types of authority, as follows:

issuance of certificates,

establishment of rates,

approval of short and long-term financing,
approval of ownership transfers,
resolution of customer complaints, and
cstablishment of reporting requirements.

[= 2o B o BN o B o B o

The NRRI rescarchers offer the insight that regulation may be made more efficient through the
development of strategies that adjust the degree and form of intervention within these discrete areas. The
coordinated state viability initiatives launched in Pennsylvania and Connecticut, discussed in this paper,
illustrate a number of ways in which the exercise of commission authority in these six areas can be
modified to allow the natural expertise and abitity of the PUC to be more fully brought (o bear on the
development of sustainable solutions 1o small system problems.

In the area of certification, for cxamplc,'commissions can probably determine that assessment of
ncw systemn viability is already under their authority for investor owned systems. The Connecticut
program iliustrates how PUC certification authority can be expanded to encompass all aew systems
without expanding the other five dimensions of commission regulation. Only one of the six areas of PUC
authority needs to be expanded in order to address this aspect of the small system problem. Certification
of public convenience and necessity is 2 fundamental PUC function performed to protect the public
interest in the configuration of ulility service areas. Expansion of the PUC role to protect the broader
public iolerest, as in Connecticut, is a logical step.

The natural role of the PUC in centification can also be relied upon as a source of autherity 1o
promote stronger forms of intervention when the inevilable need arises for the state to direct the takeover
of baskel case systems in defauli. Again, the Connecticut example leads the way in pointing 1o logical
reforms. Rather than leave the PUC hobbled in this area by traditional constraints of jurisdiction, the
Connecticut legislature expanded the reach of the PUC to permit it to direct takeovers regardless of the

8 Beecher, I. and Mann, P,, Deregulation And Regulatory Allematives for Water Utilities, National
Regulatory Research Institutc, Columbus, OH, February 1990, NRRI 89-14.
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ownership status of the enlilies involved. Again, the Connccticut PUC is empowered 1o protect the
broader public interest. Over forty takeover orders have been issued so far.

With the right reforms in regulatory practices, the PUC can also play a more active role in
promoting healthful forms of restructuring through incentives. In the area of mergers and acquisitions,
Pennsylvanis and Connecticut have enacted enlightened adjustmest mechanisms that can permit variations
from rigid accounting rules when the broader public interest favors making some compromises in order
to promote efficient restructuring. PUCs can draw on both their certification and rate makiog authority

in this areca,

An issue for consideration in the area of rate reform pentains to the rate case treatment of inside-
the-city versus outside-the-city transactions. It may be worthwhile to rc-cvaluate the benefits and costs
of traditional regulatory approaches. Is the airtight protection against the cvils of moooply worth the
social cost it imposes io the resuiling balkanization of ncarby suburbs into an inefficicot and potcntially
non-viable patchwork of small eatities? One approach, adopied in Connecticut, is 10 expand the reach of
PUC reporting requirements to cover municipals. In this strategy therc is the implied threat of expanded
PUC rate regulation if municipals sicay 1o far from reasonableness. Conceivably, 4 commission could also
determine to keep the complaint window open as a check on municipals. The threat of PUC regulation
of municipals may be as effeciive as the reality.

As also highlighted in recent NRRI research, the PUC can play a significant role in sponsoring
a process of integrated resource planning in the water supply field.” Such planning processes are an
extemely beneficial means of mobilizing support for efficient restructuring. The Connecticut case
represcots an example where the PUC is acrually the lead entity in spearheading such planniog efforts.
The substance of the planning process goes 1o the heart of commussion responsibilities for certification and
encouragement of leasr cost configurations, The Pennsylvania example illustrates an approach 1o
mobilizing a planning process even in a sitvation where planning is less widely accepted.

We offer the following conclusions regarding the role of the PUC in assuring viable water service
to small communities:

1} Without more significant intervention by state government, the restructuring of the small system
segment of the water industry will proceed, under SDWA compliance pressure, in a very
inefficient manner. The result is likely 10 be an increase in the cumber of "basket cases.” That
situation will ultimately require a different form of state intervention.

2) It must be recognized that the issue is not SDWA compliance. The issue is state infrastructure
policy relevant to water supply. The problem calls for a coordinated interagency approach. The
problem calls for legislative expansion of the traditional scope of intervention by the participating
agencies and for cfficient restructuring of certain institutions of state goverament. ‘

33 Within the six discrete areas of PUC authority defined by NRRI, there is enormous potential for
commissions 10 selectively expand the reach of the state to take conirol of the restructuring
process. Yel, this can be sccomplished withoul expanding commission regulation as an all-or-
nothing monolith. :

*  Beecher, J., Landers, J. and Mann. P., Inteerated Resource Planning for Water Ultilitics, National
Regulatory Research Institute. Columbus. OH, Ociober 1991, NRR! 91-18.
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4)

5)

With rcgard (0 the broader public interest at stake in the restructuring of this category of
infrastructure, the PUC bas all the natural types ol rcgulatory authority that are applicable to
guiding the process. They require only seclective expansion in order to support a very complete
framework for anaining sustainable, least cost solutions.

The PUC also has the specific expertisc and admunistrative apparatus necessary to the task of
restructuring. Unique among state agencies in the waler ficld, commissions have the financial and
legal expertise as well as the administrative processes reicvant 1o the types of ransactions which
may be required. PUCSs can usher restructuring solutions into place while maintaining adequate
safeguards to assure duc process.

1o sum, there is a clear mandate for broader and more active mlervention by state PUCs. PUCs
bave preciscly tbe forms of authority and the unique expertise that is required. Moreover, without
such capable leadership, the outcome will probably be a water supply infrastructure in small
commuanities that is less safe, adequate and reliable, PUCs should aol stand by to let this happen,
but should seck the legislative authority to fulfill their natural mandate (o intervene on behalf of
the public interest at stake.
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SOUTHERN STATES UTILITIES, INC.

DOCKET NO.: 950495-WS
RESPONSE TO INTERROGATORIES

REQUESTED BY: Marco Istand Civ Assoc
SET NO: 1

INTERROGATORY NO: 5-R

ISSUE DATE: 12/12/95

WITNESS: Scott W. Vierima
RESPONDENT: Scott W. Vierima
INTERROGATORY NO: 5-R

If the two Collier County tax exempt bond interest rates were applied directly and solely to the facilities for which
they were intended to finance, what would be the weighted cost of debt for SSU's Marco Island facilities on a
stand alone basis?

RESPONSE: 5R

In December the two Collier County tax-exempt bonds were floating rate issues with weekly remarketing. The
effective rate on those bonds at year-end 19935, including amortization of debt closing costs, remarketing fees,
interest and credit support fees was just over 7%. It is not possibie to calculate a true stand alone cost of debt
because no stand alone credit analysis or rating exists for the Marco Island plant.

The two Collier issnes were sold with a Aa3 Moody s rating on the basis of credit support given to SSU in total,
and therefore do not reflect the rates and terms that would be available if the Marco facilities were financed
without SSU ownership.



EXHIBIT (Swy-1)

pAGE___ | oF Y

, ’ 2233 SECOND STREET
HAN S ON FORT MYERS, FLORIDA
APP SAL . 33901-3025
941 -+ 334 - 4430
COMPANY, INC. FAX: 941 - 3384 - ;:D3
. Stanley MAT ASSOCIATES:
Woodward S. Hansan, MAI R. Alan Wilsox, MAI
St. Cart. Gen. REA RZ 0001008 . State Cert. Gen. REA RZ 0000806
Real Entaie Appraisers - Realtors Michse] D. Doyle
State Cart. Gon, REA RZ 0002038
State Cert. Gen. 0001297
03 May 1985 Robert A Kamp 1T

Stawe Reg, REA RI 0000791

Caraline D. Edwards
State Reg. REA RI 0008082

Via Telefax No. (407) 880-1385
and Regular Mail

CONFIDENTIAL WORK PRODUCT

Brian Armmstrong, Esquire
General Counsel
SOUTHERN STATES UTILITIES
1000 Color Placs

3 Apopka, FL. 32703

Re: Evaluation of Proposed Settiement Offer
Case Style: SSU, Inc. v. Lyntan, et al.
Case No.: 94-0783-CA-01-CTC

Dear Mr. Armstrong:

Pursuant to your request, | submit this correspondence for the purpose of providing you my
evaluation of the proposed settlement offer currently being considered by Southem States
Utilities, Inc. in regards to tha above-referenced matter.

In summary, the compensation estimates in this matter have ranged from $3,723,500
(Hanson) to $12,500,000 (Klusza). The following table is presented as a summary of the
compensation estimates as prepared by each of the valuation experts and allocated between
the contributing elements of their analysis:

Land interim .
Taken Benefits Damages Jotal
CALHOUN: $4,241,000 - $157,100 =  $4,398,100
HANSON: $3,605,500 -  $117,000 =  $3,723,500
. KLUSZA: $6,400,000  $1,500,000  $4,600,000 =  $12,500,000
e CARROLL: $4,800,000  $2,400,000 . $4,450.000 =  $11.650,000
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in evaluating the proposed settiement offer, the appraiser will provide the reader with an
analysis and overview of aach of the conlributing elements to the compensation estimates
summarized above. This analysis will lead to e conciusion by the appraiser in regards to the
merits of the proposed settlament offer. The following analysis and overview is presented:

1. Value of Land Taken: In summary, the compensation estimates for the value of
the land taken range from $3,606,500 to $6,400,000.

The condemnor's expens estimated the value of the land taken to range from
$3,605,500 to $4,241.000. The lower end of the value range resulted from a valuation
theory which gave less contributory value from the bodies of water associated with the
part faken, although Colller County allows residentia! density credits to be derived
from thesa contributing areas. Each of the value estimates above included
contributory values from that portion of the parent tract identified as “Activity Center”
on the Collier County Future Land Use Map. This portion of the parent tract was
recognized as having a commercial type potential and resulting value estimate.

The condemnee's experts provided value estimates for the land taken ranging from
$4,800,000 to $6,400,000. The higher end of the range was arrived at through an
analysis which was based on an $8,000 per dwelling unit unit of comparison. The
weakness of this approach relates to the physical capacity of the part taken to
accommodate 800 residential dwelling units in a product mix consistent with similarly
situated residential projects within the Collier County market area. The lower end of
the value rahge was arrived at through an analysis of six sales of large unimproved
residential properties which were analyzed in a methodology considered consistent
to the valuation analyses presented by John Calhoun (condemmnor’s expert).

In my experience, | would not expect a jury verdict in regards to the value of the land
taken to be less than the higher end of the condemnor’s value range ($4,241,000).
In all probability, 1 would expect the jury to reach a decision in this regards midway
between Cathoun's value estimate ($4,241,000) and Carroll's estimate ($4,800.000),
or approximately $4,500.000. However, there is substantial risk in regards to this
issue duse to the fact that the condemnee's other expert will testify to a compensation
estimate of $6,400,000.

2._interim Benefits: An additional element of compensation considered by the
conderinee’s experts refated 1o the valuation of the interim benefils associated with
the sale of water rights at the subject property during an interim period of time until
which mixed-use residential development of the site would occur.
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in summary, the condemnas's expers inciuded compensation estimates for this
elemant of compensation ranging from_ $1,500.000 to $2,400,000. { have no
knowledge as to the admissibilily of a claim based upon this type of analysis but | am
- aware of interim use valuation methodoiogies as pressnted by the Appraisal Institite
in s vanrious publications (e.g., The Appraisal of Real Estate - Tenth Edition), if this
component of the compensation estimate is admissible and is attacked based upon
a factual basis (e.g., retail prices versus wholssale pricas), it is likely that the jury
would inciude a portion of this compensation estimate in their final verdict. 1 would
expect a jury verdict in regards to this matter betwean $500,000 and $1,000,000. In
any evant, this element of compensation presants significant risk to SSU and must be
considered in regards to the evaluation of the setfiement offer. ,

3. Severance Damages: In summary, tha severance damages ware estimated by
@ the four experts to range from $117,000 to $4,500,000,

The condemnor’s experts estimated severance damages ranging from $117,000 1o
$157,100. In general concept, these severance damages were estimated based upon
impacts resulting from the partial acquisition to the westerly remainder (e.n., west of
Henderson Creek). Naither of the condemnor's experts included a severance damage
sstimate based upon increased regulatory pressures expected to occur at the
remainder properly by reason of the proposed use of the partial acquisition area (e.g.,
pubiie water resource facllity).

The condemnee's experts have provided severance damage estimates ranging from
$4,450,000 to $4,600,000. In general theory, these damage estimates were
predicated upon the belief that significant discounts and penalties would be imposed
on the remainder property by the market place as a result of increased regulatory
constraints and pressures which would occur as a result of the proximity of the

- remainder property to the public water resource facility. 1t is my understanding that

' Mr. Kiusza has considered simitar surface water resource facilities throughout the
Southwest Florida market area including, but not necessarily linited to the
Hillsborough River facility. North Port facility and Lake Manatee, and has reached the
conclusion that significant evidence exists In the market to support the deep discount
penalty discussed herein.

| This single element of compensation presents more risk to SSU than any of the other
elsments of compensation discussed thus far. The nature of the damage estimates
presented herein present the jury with an “either or" decision. The condemnors

experts believe no impact Is demonstrative in regards to the increased regulatory
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pressuras, wheraas, the condemnas’s experts believe significant impacts can be
demonstrated in this regard.

The risk in this regard is so substantial that great consideration most be given thereto.
in my best astimate, | feel as though a jury would likely conciude that the severance
damages in this regard would total $2.500,000. Keep in mind that there is still
$2,000,000 added exposure to this issue in the event the jury completely believes this
element of the condamnse’s theory of valuation,

4. Fees and Coats: It is my understanding that the condemnee’s experts currently
have incurred costs totaling $424.000. Furthermors, it is my belief that an additional
$250,000 would be incurred by these experts in preparation for and testimony at trial.
Therefore, the total budget for condemnee'’s cost should approxirnate $675,000. in
regards to attorney fees, | would axpect the fee fo be based upon a reasonable hourly

@ rate logether with a 15.0% to 20.0% premium for any banefit produced by opposing
counsel for its client. in this regard, | would expect an hourly rate for the atiomeys
{o approximate $350 per hour and a total amotunt of time and preparation for this trial
to support a probable fes on this basis of $200,000. | have outiined above a probable
jury verdict which totals $8,000,000. On this basis, the attomeys fes would be
increased ta reflect a betterment of approximately $3,800,000 for an additional fee of
$760,000, for a total altomeys fee of $8€0,000.

5. Summary and Coneclusion: The fbliowing summary is presented for the reader's
review in regards to the various elements which have been considered in the
evaluation settlement offer:

Value of Land Taken: $4,500,000

Interim Benefits: " 1,000,000
Damages: 2,500,000
Fee and Costs: 1,635,000
Total . $9,635,000

in summary, | have defineated what | consider to be a probable verdict in regards to

the issues summarized above, which is a probable jury verdict of $8,000,000, with an

additional $1,635,000 associated with fees and costs resulting in a tolal economic
Q impact o SSU of $9.635,000. :






