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DECISION ADOPTING SETTLEMENT AND APPROVING TRANSFER OF INDIRECT CONTROL PURSUANT TO PUBLIC UTILITIES CODE SECTION 854
1. Summary

The Joint Application of Suburban Water Systems (U339W), SouthWest Water Company, SW Merger Acquisition Corp., IIF Subway Investment LP, and USA Water Services, LLC, for Commission Authorization of a Transfer of Indirect Control of Suburban Water Systems pursuant to the Agreement and Plan of Merger among those parties dated March 2, 2010, is granted, subject to additional terms and conditions in the all-party settlement adopted as part of our order.

The Settlement Agreement between the Division of Ratepayer Advocates, Suburban Water Systems, SouthWest Water Company, SW Merger Acquisition Corp., IIF Subway Investment LP, and USA Water Services, LLC, is adopted as a part of our order and incorporated as if more fully set forth herein.

This proceeding is closed.

2. Parties and Procedural History

This application was filed jointly on April 6, 2010, by Suburban Water Systems (Suburban), a regulated water utility serving about 75,000 customers in California; SouthWest Water Company (SouthWest), Suburban’s unregulated parent; SW Merger Acquisition Corp. (SW Merger), a Delaware corporation qualified to do business in California; IIF Subway Investment LP (IIF), a Delaware limited partnership qualified to do business in California; and USA Water Services, LLC (USA), a Delaware limited liability corporation qualified to do business in California.
  These entities are parties to a merger transaction in which indirect control of Suburban will be transferred to IIF and USA through acquisition of SouthWest by SW Merger.  The purpose of the application is to seek Commission authorization of the transaction on behalf of the joint applicants.

The Commission’s Division of Ratepayer Advocates (DRA), which represents the collective interests of ratepayers in proceedings before the Commission, filed a timely protest to the application.
  DRA’s protest does not express opposition to the transaction per se, but raises concerns about the applicants’ representations concerning the consequences of the transaction and about intercompany relationships among the parties, and the effect these might have on ratepayer interests.  The thrust of DRA’s protest is to seek the inclusion of terms and conditions reinforcing the representations made in the application and regulating the intercompany relationships so as to safeguard ratepayers’ interests.

The assigned Administrative Law Judge (ALJ) held a prehearing conference (PHC) on May 28, 2010.  No procedural schedule was set at the PHC, as the parties indicated that they were close to negotiating a settlement of their differences concerning the terms and conditions sought by DRA, and wanted additional time to complete this task before a schedule was set.  The parties subsequently completed their negotiations and filed the Joint Motion to Adopt Settlement Agreement, dated July 9, 2010, with their negotiated settlement proposal.  That motion and the underlying approval of the transaction are the subject of our order.

3. The Merger Transaction

As characterized by the applicants, the merger will make new capital available to Suburban through the acquisition of its parent, SouthWest, by new investors, IIF and USA.  IIF and USA will own SouthWest through SW Merger, a new entity.  The mechanism for accomplishing the merger is the creation of SW Merger Sub, a new entity and wholly-owned subsidiary of SW Merger, and then merging it with SouthWest.  SouthWest will be the surviving company, but will have new owners.

SW Merger was incorporated in Delaware on March 1, 2010.  SW Merger is 90 percent owned by IIF and 10 percent owned by USA.  IIF is an affiliate of JPMorgan IIF Acquisitions LLC and is advised by J.P. Morgan Investment Management Inc.  IIF Water Manager LLC is its general partner; its limited partners are numerous institutional investors and funds, none of which has, or will have, a controlling interest in IIF.

USA was incorporated in Delaware on September 18, 2008.  Its managing member is Water Investor Advisors, LLC, and its non-managing members consist of numerous institutional investors, high net worth individual investors, and funds, none of which have, or will have, a controlling interest in USA.  USA is advised by Water Asset Management, LLC (WAM), a water industry focused investment firm managing over $200 million.  WAM invests exclusively in water‑related companies and assets.  WAM is the third largest shareholder of SouthWest, with 1,180,000 shares, 4.9 percent of the outstanding shares of SouthWest.

3.1. Description of the Transaction

On March 2, 2010, SouthWest and SW Merger entered into a merger agreement that will result in SW Merger’s acquisition of SouthWest for approximately $275 million in cash, or $11.00 per share.
  On March 16, 2010, SW Merger invested approximately $16.2 million to purchase 2.7 million newly issued SouthWest shares under a private placement, priced at $6.00 per share.
  SouthWest will use the proceeds to assist the financing of ongoing utility infrastructure investments.

Upon completion of the merger transaction SouthWest’s common stock will cease to be publicly traded.  All the property, rights, privileges, powers, and franchises of SouthWest and SW Merger Sub will vest in the surviving corporation, and all debts, liabilities, obligations, restrictions, disabilities of SouthWest and SW Merger Sub will become those of the surviving corporation (which will be SouthWest).

3.2. Effects of Completion of the Transaction

Completion of the transaction will not change the legal relationship between Suburban and its parent, SouthWest.  Only the ownership of SouthWest will be directly affected by the transaction.

The application states that following completion of the merger SW Merger will ensure that Suburban has adequate capital to fulfill its public utility service obligations, and that transfer of indirect control will not adversely affect Suburban’s policies with respect to customer service, employees, operations, financing, accounting, capitalization, rates, depreciation, maintenance, or other matters relating to the public interest or utility operations.  Nor will transfer of control adversely affect the outstanding debt owed and recorded as liabilities on the regulated books of Suburban, and the debt of Suburban’s affiliated companies will not be issued or guaranteed by Suburban without the Commission’s prior approval, according to the application.

SW Merger intends to maintain Suburban’s existing headquarters in California.  It is anticipated that there will be no practical effect on Suburban’s management, employee base, revenue requirement, rate base, capital structure, or regulation by the Commission.  Suburban’s day-to-day operations will be unaffected, and it will continue to operate under its present name, operating authority, and tariffs.

The application states that SW Merger will improve Suburban’s financial condition, to the benefit of both customers and shareholders.  The transaction will positively affect Suburban’s ability to continue to raise capital, acquire necessary assets, and satisfy liabilities.  Improved access to long-term capital will enhance Suburban’s ability to invest in systems to the benefit of the customers and communities it serves.

4. Application for Commission Approval of Transaction and Protest to Application 

Transfer of control of a California public utility requires prior approval by the Commission under Public Utilities Code Section 854, subdivision (a), in order to be effective.  Consequently, on April 6, 2010, the applicants jointly filed the application to seek authority for the transfer of indirect control of Suburban in the transaction described above.  Approval under Section 854 may be granted subject to appropriate terms and conditions fashioned to fulfill the Commission’s duty to safeguard the public interest.  DRA’s protest has raised the issue of whether such additional terms and conditions are necessary and, if so, what they should be.  The scope of our deliberation thus encompasses this additional inquiry.

5. Compliance with California Environmental Quality Act

The application requests that the Commission’s order include a finding that the proposed transaction is not a “project” under the California Environmental Quality Act (CEQA),
 or that it is exempt under the State CEQA Guidelines.
  This request is not opposed by DRA.

6. Settlement Proposal

By joint motion dated July 9, 2010, the joint applicants and DRA propose the adoption of a settlement agreement that reinforces the representations in the application concerning the prospective effects of the transaction, and imposes requirements, or rules, on the conduct of the affiliated entities involved in this proceeding, pending adoption of water utility industry affiliate transaction rules by the Commission.  In the brief supporting that motion, DRA expresses support for the application and recommends that the Commission authorize the transfer of indirect control of Suburban subject to the settlement terms.

The written settlement agreement (Settlement)
 consists primarily of preliminary recitals and executed signature pages.  Incorporated by reference and thereby made part of the agreement are Appendix A, Conditions of Approval of the Proposed Transaction, and Appendix B, Interim Affiliate Transaction Rules.

Appendix A consists of 19 separate paragraphs that generally restate and elaborate upon the representations contained in the application concerning the effects of approval of the transaction, and provide additional reassurances that approval will not adversely affect Suburban’s present operations or otherwise materially alter the status quo.

Appendix B sets forth the practices to be observed by Suburban until a final decision is issued in Rulemaking 09-04-012, the Commission’s pending rulemaking to develop for water and sewer utilities standard rules governing affiliate transactions and for the use of regulated assets for non‑tariffed services.  It establishes 16 specific requirements to be met by Suburban and its affiliated companies (as defined in the document) with regard to disclosure of intercompany transactions, shared use of employees and assets, transfers of property, pricing of services, accounting, cost allocation, and other aspects of intercompany dealings, until final industry rules are in place.

7. Discussion

This decision presents two issues.  The first is whether to grant the application authorizing the indirect transfer of control of Suburban as provided in the underlying transaction.  If so, the second is whether to adopt the Settlement, which imposes additional terms and conditions upon that grant of authority.

7.1. Approval of Transaction Transferring Indirect Control

The primary standard used by the Commission to determine if a transaction should be authorized under Public Utilities Code Section 854 is whether the transaction will adversely affect the public interest. (In the matter of Qwest Corporation et al., (2000) 7CPUC 3d 101, 107.)  We conclude that the proposed transaction will not.

The application itself is now supported by DRA, and there is no indication in the record that the public interest would be affected adversely in any way by the indirect transfer of control of Suburban.  To the contrary, all indications are that the transfer will provide Suburban with greater access to needed capital, and that its customers will benefit from the resultant improvements.  The operations of the company will continue without material change under the continued regulatory supervision of the Commission.  There is no reason to deny the application on its merits.

7.2. Adoption of the Settlement

The Settlement is proposed by all of the parties to this proceeding.  Our approval would have the effect of adding additional terms and conditions acceptable to all of the parties to our approval of the transaction.  These terms and conditions provide express protections for Suburban’s ratepayers and the public and have no apparent disadvantage.

In the case of an all-party settlement, the Commission requires the record to support findings that all active parties to the proceeding join in its sponsorship; that the sponsoring parties are fairly reflective of the affected interests; that no term of the settlement contravenes statutory provisions or prior Commission decisions; and that the settlement conveys sufficient information to permit the Commission to discharge its future regulatory obligations with respect to the parties and their interests.  (Re:  San Diego Gas & Electric, D.92‑12‑019 (1992) 46CPUC2d 538, 550‑551.)

The record in this proceeding supports those findings.  All active parties have joined in the sponsorship of the Settlement, and collectively they represent the respective interests of the affected owners and investors and Suburban’s ratepayers.  The terms of the Settlement do not contravene Section 854, nor conflict with any prior Commission decision that has imposed additional terms and conditions on Commission approval in these circumstances.  Through its recitals and terms, the Settlement conveys enough information to enable the Commission to carry out its supervision of Suburban’s activities under new ownership, and to monitor affiliate transactions until final industry rules are in place.

Pursuant to Rule 12.1 of the Commission’s Rules of Practice and Procedure, the Commission will not approve a settlement, whether or not it is contested, unless it is reasonable in light of the whole record, consistent with law, and in the public interest.  The Settlement satisfies all of these requirements.  It provides substance and meaning to the promises of the joint applicants concerning post-merger events, and addresses DRA’s concerns about future relationships with affiliates.  The Settlement is consistent with governing law, and is in the ratepayers’ interest because it circumscribes the activities of the new owners so as to protect ratepayers from harmful consequences.

We will approve the Settlement and make it a part of our order.

7.3. Exemption From CEQA Review

As described in the application and limited by the additional terms and conditions in the Settlement, the indirect change in control of Suburban will have no significant effect on the environment.  Essentially, the transfer of ownership will preserve the status quo ante of Suburban’s plant, operations, and resource use.  Consequently, there is a proper basis for finding that this project is exempt from CEQA review because it can be seen with certainty that there is no possibility that the approval granted by our decision may have a significant effect on the environment. (State CEQA Guidelines Section 15061(b)(3).)

8. Conclusion

We will grant the application and adopt the Settlement as part of our order, and close A.10-04-009.

9. Waiver of Comment Period

This is an uncontested matter in which the decision grants the relief requested.  The parties have requested expedited approval.  Accordingly, pursuant to Public Utilities Code Section 311, subdivision (g)(2), the otherwise applicable 30-day period for public review and comment is being waived.

10. Categorization and Need for Hearings

In Resolution ALJ 176-3252 the Commission preliminarily categorized this proceeding as ratesetting, and preliminarily determined that hearings were not necessary.  Based on the record, the Commission concludes that a public hearing is not necessary, and the preliminary determinations in ALJ 176-3252 therefore will not be altered.

11. Assignment of Proceeding

John A. Bohn is the assigned Commissioner and Victor D. Ryerson is the assigned ALJ in this proceeding.

Findings of Fact

1.  Suburban, an applicant in this proceeding, is a regulated water utility serving abut 75,000 customers in California.

2. Suburban is owned by SouthWest, an applicant in this proceeding, which is not a regulated utility.

3. SW Merger, an applicant in this proceeding, is a Delaware corporation qualified to do business in California.

4. IIF, an applicant in this proceeding, is 90 percent owner of SW Merger.

5. USA, an applicant, is 10 percent owner of SW Merger.

6. The applicants identified in the preceding paragraphs (collectively, the joint applicants) have entered into a merger transaction (transaction) under the terms of which indirect control of Suburban will be transferred to IIF and USA through acquisition of SouthWest by SW Merger.  The detailed terms and conditions of the transaction are more particularly described in Attachment 1 to the Order.

7. The transaction will not change the ownership relationship of Suburban and SouthWest.

8. The transaction will make new capital available to Suburban.

9. The consequences of the transaction foreseen by the joint applicants are that it will ensure that Suburban has adequate capital to fulfill its public utility service obligations, and that it will not adversely affect Suburban’s policies with respect to customer service, employees, operations, financing, accounting, capitalization, rates, depreciation, maintenance, or other matters relating to the public interest or utility operations.  It will not adversely affect the outstanding debt owed and recorded as liabilities on the regulated books of Suburban.

10. SW Merger intends to maintain Suburban’s existing headquarters in California.  It is anticipated that the transaction will have no practical effect on Suburban’s management, employee base, revenue requirement, rate base, capital structure, or regulation by the Commission.  Suburban’s day-to-day operations will be unaffected, and it will continue to operate under its present name, operating authority, and tariffs.

11. The transaction will not adversely affect the public interest.

12. The transaction will beneficially affect Suburban’s ability to continue to raise capital, acquire necessary assets, and satisfy liabilities.  Improved access to long-term capital will enhance Suburban’s ability to invest in systems to the benefit of the customers and communities it serves.

13. A Settlement providing additional terms and conditions on approval of the transaction, included as Attachment 2 to the Order, has been proposed by all of the parties to this proceeding for adoption in the order.

14. In the brief supporting adoption of the Settlement, DRA expresses support for the application and recommends that the Commission authorize the transfer of indirect control of Suburban subject to the terms of the Settlement.

15. The terms and conditions contained in the Settlement reinforce the representations made by the joint applicants concerning the prospective effects of the transaction, and set forth requirements, or rules, circumscribing the conduct of the affiliated entities in this proceeding, pending Commission adoption of water utility industry affiliate transaction rules.

16. All active parties to this proceeding join in the sponsorship of the Settlement.

17. The Settlement’s sponsoring parties are fairly reflective of the interests affected thereby.

18. No term of the Settlement contravenes statutory provisions or prior Commission decisions.

19. The Settlement conveys sufficient information to permit the Commission to discharge its future regulatory obligations with respect to the parties and their interests.

20. The Settlement is reasonable in light of the whole record, consistent with law, and in the public interest.

21. It can be seen with certainty that there is no possibility that approval of the transaction may have a significant effect on the environment.

Conclusions of Law

1. The transaction will not adversely affect the public interest as a matter of law, and therefore should be approved.

2. The Settlement is reasonable in light of the whole record, consistent with law, and in the public interest as a matter of law, and therefore should be adopted as part of our order.

3. This matter is exempt from the requirements of the California Environmental Quality Act pursuant to State CEQA Guidelines Section 15061(b)(3).

ORDER

IT IS ORDERED that:

1. The Joint Application of Suburban Water Systems (U339W), SouthWest Water Company, SW Merger Acquisition Corp., IIF Subway Investment LP, and USA Water Services, LLC, for Commission Authorization of a Transfer of Indirect Control of Suburban Water Systems (as set forth in the Agreement and Plan of Merger among SW Merger Acquisition Corp., SW Merger Sub Corp. and SouthWest Water Company, dated as of March 2, 2010, incorporated herein as Attachment 1,).is granted, subject to the additional terms and conditions prescribed by Ordering Paragraph 2.

2. The Settlement Agreement between the Division of Ratepayer Advocates, Suburban Water Systems, SouthWest Water Company, SW Merger Acquisition Corp., IIF Subway Investment LP, and USA Water Services, LLC, attached hereto as Attachment 2, including the Conditions of Approval of the Proposed Transaction and the Interim Affiliate Transaction Rules, is adopted as a part of our order and incorporated as if fully set forth herein.

3. Application 10-04-009 is closed.

This order is effective today.

Dated September 2, 2010, at San Francisco, California.

MICHAEL R. PEEVEY


President

DIAN M. GRUENEICH

JOHN A. BOHN

TIMOTHY ALAN SIMON

NANCY E. RYAN


Commissioners

 D1009012 Attachments 1-2
�  These parties are collectively referred to as the joint applicants.


�  DRA’s protest was filed on May 10, 2010.


�  The joint applicants filed a reply to the protest on May 20, 2010.


�  Agreement and Plan of Merger among SW Merger Acquisition Corp., SW Merger Acquisition Corp., SW Merger Sub Corp., and SouthWest Water Company, dated as of March 2, 2010.  (Attachment 1 to the Order.)


�  Securities Purchase Agreement dated as of March 16, 2010, between SouthWest Water Company, a Delaware Corporation (Company), and SW Merger Acquisition Corp., a Delaware Corporation (Parent).  (Attachment 2 to the Order.)


�  The joint applicants’ representations concerning the projected consequences of the transaction are contained in the application, which is verified.  We assume that they are made in good faith, and with full awareness that they are subject to the strictures of Rule 1 of the Commission’s Rules of Practice and Procedure, and to that extent we accept them as true.  Moreover, the veracity of these representations is now reinforced by the parties’ settlement agreement, which specifically requires adherence to these representations as a condition of approval.  See infra.


�  Public Resources Code, Section 21000 et seq.


�  14 Cal. Code Regs., Section 15000 et seq.


�  Settlement Agreement between the Division of Ratepayer Advocates, Suburban Water Systems, SouthWest Water Company, SW Merger Acquisition Corp., IIF Subway Investment LP, and USA Water Services, LLC, dated July 9, 2010.  (Attachment 3 to the Order.)
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