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FINAL IMPLEMENTATION ORDER

BY THE COMMISSION:
On February 14, 2012, Governor Corbett signed into law Act 11 of 2012 (Act 11), which amends Chapters 3, 13 and 33 of the Pennsylvania Public Utility (Code).   Act 11 amends Chapters 3 and 13 to allow jurisdictional utilities to make rate case claims based on a fully-projected future test year, to allow wastewater utilities to allocate a portion of their revenue requirement to the combined wastewater and water utility customer base and to allow water and wastewater utilities, electric distribution companies (EDCs), and natural gas distribution companies (NGDCs) or a city natural gas distribution operation to petition for a distribution system improvement charge (DSIC).  Act 11 also increases the civil penalties in Chapter 33 for gas pipeline violations to be consistent with those under Federal pipeline safety laws.  

Background

On April 5, 2012, the Commission held a working group meeting with stakeholders regarding implementation of Act 11.  In particular, we sought input from the stakeholders on the following key topics in advance of the Tentative Implementation Order.  
· Elements of a model DSIC tariff, including the necessary computation, reconciliation and consumer protection provisions (audits, reconciliations, percent caps and re-set to zero);

· Elements of and standards for approval of a long-term infrastructure improvement plan, ability to use previously approved plans, and subsequent periodic review parameters;

· Establishing a baseline for the current rate of infrastructure improvement;

· Examination of the relationship between the long-term infrastructure improvement plan under Act 11 and the NGDC pipeline replacement and performance plans required by Commission order at Docket No. M‑2011‑2271982; 

· Determination of the equity return rate when more than 2 years have elapsed between the effective date of a final order in a base rate case and the effective date of the DSIC; and

· Standards to establish and ensure that DSIC work is performed by “qualified employees” of either the utility or an independent contractor.

On May 11, 2012, the Commission entered a Tentative Implementation Order that reflected stakeholders concerns, set out a model draft tariff, and proposed procedures and guidelines necessary to implement Act 11, including a DSIC process for investor-owned energy utilities, city natural gas distribution operations, and wastewater utilities and to facilitate transition from Section 1307(g) water DSIC procedures to Act 11 DSIC procedures.  
The Tentative Implementation Order called for comments.  Comments have been received from the following entities:  Energy Association of PA (EAP); Citizens’ Electric Company of Lewisburg, Wellsboro Electric Company, and Valley Energy Inc. (CECL, et al.); Citizens Power Inc. (CPI); Duquesne Light Company (Duquesne); Metropolitan Edison Company, Pennsylvania Electric Company, Pennsylvania Power Company, and West Penn Power Company (First Energy); PECO Energy Company (PECO); PPL Electric Utilities Corporation (PPL); Columbia Gas of Pennsylvania Inc. (Columbia); Equitable Gas Company LLC (Equitable); National Fuel Gas Distribution Corp. (NFGD); Peoples Natural Gas Company and Peoples TWP LLC (Peoples); UGI Distribution Companies (UGI); Industrial Customer Groups (ICG)
; Aqua Pennsylvania Inc. (Aqua); Pennsylvania-American Water Company (PAWC); Office of Consumer Advocate (OCA); Pennsylvania AFL-CIO Utility Caucus (AFL-CIO); Violet Bollinger (Bollinger); Shane Fillman (Fillman); Russell Jackson (Jackson); D. Gregory Shamp (Shamp); and Michael Perlow, Jr. (Perlow).  
Having reviewed the comments to our May 11th Tentative Implementation Order, we shall establish in this Order procedures and guidelines to carry out the ratemaking provisions of Act 11 in Chapters 3 and 13.  
Discussion


Act 11 amends Chapters 3 and 13 of the Code in order to reduce regulatory lag due to the use of rate case inputs that are outdated by the time new base rates become effective and, further, to provide more ratemaking flexibility for the timely recovery of prudently incurred infrastructure costs.  Specifically, Chapter 3 of the Code was amended to provide that utilities may use a “fully-projected future test year” to attempt to meet their burden of proof in rate cases.  


In terms of ratemaking flexibility, Act 11 amends Chapter 13 of the Code by exempting water and wastewater utilities from the prohibition on combining, for ratemaking purposes, different utility types and by allowing the Commission to allocate a portion of the wastewater utility’s revenue requirement to the combined water and wastewater utility.  


Additionally, Act 11 incorporates new statutory provisions in Chapter 13, based on the existing DSIC that has been used for over 15 years in the water utility industry, to accelerate the pace of water pipeline replacement and improvements.  Under Act 11, the DSIC mechanism will now also be available to EDCs, NGDCs, wastewater utilities, and city natural gas operations and will allow those utilities to recover the reasonable and prudently incurred costs related to the repair, improvement and replacement of utility infrastructure on a more timely basis, subject to reconciliation, audit and other consumer protections.

In considering all of the comments filed in response to the Tentative Implementation Order, we believe that we have improved our approach to meeting the statutory goals of Act 11 and, specifically, have established procedures for the implementation of a DSIC by wastewater utilities, EDCs, NGDCs, and city natural gas operations in Pennsylvania while retaining the parameters of the DSIC mechanism previously available to water utilities.  

For purposes of this implementation order, we will proceed section by section, following the discussion laid out in the Tentative Implementation Order.  This discussion section has been drawn from the Tentative Implementation Order without further specific attribution or citation.  Provisions from the Tentative Implementation Order which did not generate comments are recapped herein without further substantive change.  To the extent that we have not addressed a particular comment, it has been considered and rejected.

Chapter 3 – General Provisions
Section 315 of the Code, 66 Pa. C.S. § 315, contains the burden of proof a utility has in various proceedings before the Commission.  With the enactment of Act 11, the burden of proof standard for utilities in rate proceedings has been amended to permit use of either a future test year or a “fully-projected future test year” in rate cases.  The fully‑projected test year is defined as the 12-month period that begins with the first month that the new rates will be placed into effect, after application of the full suspension period permitted under Section 1308(d).  See 66 Pa. C.S. § 1308(d).  Under this approach, the risks associated with regulatory lag will be substantially reduced because the new rates will be consistent with the test year used to establish those rates for at least the first year.


Additionally, new language set forth in Section 315 exempts application of Section 1315 of the Code which, for electric utilities, requires projects to be “used and useful” before being included in the rate base.  Thus, the strict statutory bar has been removed to include in rates property that is not used and useful when rates become effective.  We stated in the Tentative Implementation Order that Act 11 now provides the Commission with discretion in this area and it may now permit facilities that are projected to be in service during the fully-projected future test year to be included in the final determination of the rate base calculation. 


Comments:  PAWC comments that the use of a fully-projected future test year is a vitally important provision for all utilities, and especially, for water companies.  Consequently, PAWC urges the Commission to promptly initiate a separate proceeding for the purpose of adopting rules and regulations regarding the use of the fully-projected future test year.  PAWC at 2.  Duquesne comments that the Commission should conclude that it has the authority to include additions projected to be in service in a fully-projected test year in rate base and in rates and will do so based upon an evidentiary record that supports that the additions are necessary and appropriate to provide service to customers.  Duquesne at 2.
OCA states that it supports the Commission interpretation in the Tentative Implementation Order that it retains “discretion” in determining whether or not projected additions during the fully-projected future test year are to be included in rate base.  Additionally, OCA notes that a utility opting to use a fully-projected future test year and a DSIC recovery surcharge may have significant overlap between future DSIC-eligible property and facilities in its fully-projected future test year.  Thus, OCA states that a utility opting for a fully-projected future test year may effectively reduce or eliminate the need for a DSIC charge during all or a portion of the future test year period, that is, the first year in which the new base rates will be in effect.  OCA explains this may occur because the capital additions that would be included in a DSIC may already be reflected in the fully-projected future test year rate base.  OCA states further that if labor forces and associated costs projected to be an expense in the future test year are instead redirected to a capitalized project and recovered under the DSIC, it is important to ensure that customers do not end up paying twice for the same labor costs, once in base rates and also through the DSIC.  OCA at 2-3.
To avoid potential overcharges, and in support of transparency and accuracy, OCA supports the Commission’s requirement of “detailed testimony and sufficient documentation” for all revenues, expenses and rate base elements included in a fully-projected future test year.  OCA similarly supports the Commission’s determination to require utilities to address the accuracy of previous future test year projections in subsequent base rate cases.  Although, as the Commission notes, there will be no reconciliation of revenues and expenses between base rate cases, it will be important for the Commission to examine actual results in future rate proceedings in order to ensure that the future test year projections are producing just and reasonable rates.  OCA at 3.

Resolution:  Previously, in rate case proceedings, in order to meet its burden of proof, a utility could only use a future test year that began the day after its historic test year ended.  This standard was incorporated within our current regulations.  See 52 Pa. Code § 53.56(a).  The Commission agrees with the suggestion of PAWC and will initiate a separate rulemaking proceeding to promulgate regulations regarding the use of a fully-projected future test year.  

Accordingly, this Final Implementation Order will not go into great detail about the aspects of a utility using a fully-projected future test year to satisfy its burden of proof in a rate case.  Nevertheless, we expect the separate rulemaking proceeding will provide sufficient guidance and advise utilities to provide detailed testimony and sufficient documentation to support the methods and assumptions used to develop the fully-projected future test year data for all revenues, expenses, and rate base elements.  

Moreover, we expect that in subsequent base rate cases, the utility will be prepared to address the accuracy of the fully-projected test year projections made in its prior base rate case.  Furthermore, we expect this separate proceeding to address the appropriate standard the Commission should establish for “used and useful” facilities that are projected to be in service during the fully-projected test year to be included in the rate base for ratemaking purposes.  See 66 Pa. C.S. § 315(e).   

Chapter 13 – Valuation Of and Return On Property Of A Public Utility

Act 11 also amends Chapter 13 of the Code by revising the method used to fix the value of and the return on the property of utilities for utility ratemaking purposes.  Act 11 establishes an exemption from the prohibition on utilities combining, for ratemaking purposes, different types of utility service.  The benefits of this provision are that the costs of necessary upgrades to wastewater systems to maintain safe and reliable service, which can be substantial on a stand-alone basis, can be spread among the common customer base of the water and wastewater utilities.  Specifically, Section 1311(c) of the Code, 66 Pa. C.S. § 1311, now provides that, upon petition of a utility that provides water and wastewater utility service, the Commission may, after notice and opportunity to be heard, allocate a portion of the wastewater utility’s revenue requirement to the combined water and wastewater customer base if deemed to be “in the public interest.”  
The Tentative Implementation Order proposed that the exemption in Section 1311(e) would apply only to those utilities that provide water and wastewater service as individually separate companies and are wholly owned by a common parent company.  
Comments:  PAWC comments that a single company that provides both water and wastewater service is clearly comprehended by Section 1311(c).  PAWC asserts that Section 1311(e) expands the scope of Section 1311(c) and does not restrict it to only separate subsidiaries of a common parent that each provide either water or wastewater service.  Rather, PAWC asserts Section 1311(e) permits such separate companies to be treated, for purposes of Section1311(c), as if they were a single company furnishing water and wastewater service.  PAWC states that the Tentative Implementation Order should be amended so that it is clearly understood that the scope of the exemption in Section 1311(e) also applies to utilities that provide water and wastewater service as individually separate companies and are wholly owned by a common parent company.  PAWC at 3.
OCA notes that the Tentative Implementation Order provides that “the wastewater utility must provide notice and opportunity to be heard to all affected customers as part of its initial rate case notices.”  OCA submits that “all affected customers” in this context must include the water customers whose bills would increase as a result of any revenue requirement reallocation.  Thus, notice and opportunity to be heard would apply to the entire customer base − water and wastewater customers – and not just the customers of the wastewater utility.  OCA at 4.
Resolution:  We agree with and adopt PAWC’s comments on this section.  Accordingly, we revise our initial determination and conclude that the Section 1311(e) exemption also applies to utilities that provide water and wastewater service as individually separate companies if wholly owned by a parent company.  We also conclude that, in accordance with the new Section 1311(c), before any wastewater costs can be so allocated to the combined customer base, the wastewater utility must provide notice and opportunity to be heard to the entire customer base of both the water and the wastewater utilities as part of its initial rate case notices.
Chapter 13 – Establishment of Distribution System Improvement Charge for Utilities

Act 11 further amends Chapter 13 by incorporating a new Subchapter B, Sections 1350 through 1360 of the Code, which deals with distribution (and collection) systems and allows the specified utility types to petition the Commission for an additional rate mechanism, known as a DSIC.  See 66 Pa. C.S. §§ 1350-1360.  As noted above, the DSIC mechanism will now be applicable to EDCs, NGDCs, wastewater utilities, and city natural gas operations in addition to water utilities and will allow those utilities to recover the reasonable and prudently incurred costs related to the repair, improvement, and replacement of utility infrastructure.
  
Act 11 also includes directives regarding the specific property eligible for DSIC recovery, the necessary elements of a DSIC filing before the Commission, the necessary elements of a long-term infrastructure improvement plan, the elements of an asset optimization plan, customer notice requirements, computation of the DSIC, and various consumer protection provisions.  The consumer protections include limitations on the DSIC rate, resets to zero, and rate structure protections.  Lastly, Act 11 requires that the infrastructure improvements be performed by qualified employees or contractors in a manner that protects system reliability and safety of the public.
Section 1350 – Scope of Subchapter

Section 1350 establishes a DSIC mechanism that allows certain utility types (i.e., EDCs, NGDCs, city natural gas operations, and water and wastewater utilities) with distribution or collection systems to recover the costs related to the repair, improvement, and replacement of eligible property outside of a rate case.  
Comments:  No comments were submitted regarding this section of the Tentative Implementation Order.

Section 1351 – Definitions

Section 1351 defines the terms used in the new subchapter.  
In particular, the term “eligible property” is defined for each utility type, including a NGDC, a city natural gas distribution operation, an EDC, a water utility and a collection system for a wastewater utility,”  66 Pa. C.S. § 1351.  The draft model tariff listed the types of eligible property for each industry type by account number, and includes “other related capitalized costs.”  

Comments:  Equitable asserts that the term “eligible property” should include all piping and related facilities of a NGDC regardless of functionality as distribution, gathering and/or transmission.  Equitable at 1.
Resolution:  We have addressed this point in the section below regarding Changes to the Model Tariff.
Section 1352 – Long-Term Infrastructure Improvement Plan (LTIIP)
In order to qualify for DSIC recovery, Section 1352 requires that a utility submit a LTIIP for Commission approval.  See 66 Pa. C.S. § 1352(a).  This provision ensures that the quarterly DSIC repairs, improvements, and replacements to eligible property are being made consistent with a LTIIP that has carefully examined the utility’s current distribution infrastructure, including its elements, age, and performance and that also reflects reasonable and prudent planning of expenditures over the course of many years to replace and improve aging infrastructure in order to maintain the safe, adequate, and reliable service required by law.  See 66 Pa. C.S. § 1501.  The following six elements, as listed in the Tentative Implementation Order, must be included in the long-term infrastructure improvement plan: 

(1) Types and age of eligible property; 

(2) Schedule for its planned repair and replacement; 

(3) Location of the eligible property; 

(4) Reasonable estimate of the quantity of property to be improved; 

(5) Projected annual expenditures and measures to ensure that plan is cost effective; and 

(6) Manner in which replacement of aging infrastructure will be accelerated and how repair improvement or replacement will maintain safe and reliable service.  

In the Tentative Implementation Order, the Commission proposed that the long term infrastructure plan should include a review of all distribution plant, including its inventory, age, functionalities, reliability and performance.  The LTIIP would also include a general description of the location of the eligible property and a reasonable estimate of the quantity of eligible property to be improved.  See 66 Pa. C.S. § 1352(a)(3) and (a)(4).  
Additionally, the Tentative Implementation Order also stated that the LTIIP should include a schedule for the planned repair and replacement of eligible property.  See 66 Pa. C.S. § 1352(a)(2).  As an aside, the Tentative Implementation Order requested comments on how a utility would comply with Section 59.38 of our regulations, 52 Pa. Code § 59.38, which directs utilities to notify the Commission of proposed major construction, reconstruction or maintenance of plant that involves expenditures in excess of $300,000 at least 30 days prior to the commencement of work, while implementing the LTIIP.  See 52 Pa. Code § 59.38.  
Furthermore, the Tentative Implementation Order sets forth the expectation that a LTIIP reflect and maintain an acceleration of infrastructure replacement over the utility’s historic level of capital improvement.

In the Tentative Implementation Order, the Commission noted that it is empowered to order a new or revised plan if the utility’s proposed LTIIP is not adequate.  See 66 Pa. C.S. § 1352(a)(7).  Further, subsection (b) provides for the Commission to promulgate regulations for the periodic review of the plan at least once every 5 years, and that the DSIC will terminate if the utility is not in compliance with its approved LTIIP.  See 66 Pa. C.S. § 1352(b).
Comments:  Columbia, Peoples, PPL, Equitable, PECO, NFGD, and EAP all assert that the Commission’s directive that the LTIIP include a review of “all distribution plant, including its inventory, age, functionalities, reliability and performance” is much broader than what Act 11 requires.  Columbia at 3; Peoples at 3; PPL at 9; Equitable at 2; PECO at 2-3; NFGD at 2; and EAP at 2.  In particular, Peoples asserts that it is unclear whether the Commission is requiring the LTIIP to encompass all eligible distribution plant, including the eligible plant not being replaced during the term of the plan or to include all distribution plant generally, including ineligible plant.  Peoples at 2-3.  The utilities assert that the plan should be limited to only “eligible property” for which DSIC treatment is sought (DSIC-eligible plant only).  

PECO asserts that there is no need for utilities to provide extensive data regarding components of their distribution systems for which they are not seeking DSIC recovery.  Moreover, NFGD states that the natural gas utilities already provide a detailed analysis of all their distribution plant in their distribution integrity management plans (DIMP), which specifically address plant functionality, reliability and performance.  Additionally, Duquesne requests that the Commission clarify that it will be sufficient to identify the types of distribution plant by voltage level, the range of ages and average age of each type of plant by voltage level and the reliability of each type of plant by voltage level.  Furthermore, Duquesne recommends that locations be identified for plant categories and annual estimates of replacements be based on such categories.  Duquesne at 2.
The AFL-CIO, Equitable, and Duquesne state that neither the Tentative Implementation Order nor Act 11 gives the term or defines the time period that the LTIIP must cover.  The AFL-CIO suggests that the term of the plan be for twenty years in order to reflect the useful life of the distribution facilities which are normally 40 years or more.  The AFL-CIO asserts that this timeframe would enable the Commission to ensure that utilities are taking a prudent, long-term view of the management of their long-lived assets, including procedures for preventive maintenance, quality assessment, repair and eventual replacement.  On the other hand, both Equitable and Duquesne recommend that the plan cover a span of only five years so as to coincide with the once-in-five-years periodic review of the long-term infrastructure plan as set forth in Section 1352(b)(1).  

OCA acknowledges that utilities will employ varying time horizons in their planning processes and that individual plans should vary according to need.  Nevertheless, OCA asserts that the statutory requirement in 66 Pa. C.S. § 1352(b)(1) that directs a periodic LTIIP review on a five-year interval should serve as a baseline LTIIP requirement and plans of any shorter duration should not be acceptable absent extenuating circumstances.

PECO, Peoples, PPL, and Equitable state the Commission has not established a standard of review for determining the adequacy of the plan or a timeframe (or time limit) for the initial review of the LTIIP.  PECO suggests that the Commission process the long-term infrastructure plan within ninety days.  PPL recommends that the Commission adopt a 120-day time limit for its review of the plan.  

PPL recommends that the utility be required to serve a copy of its plan on the statutory parties and all active parties in its most recent base rate proceeding.  PPL at 9.  The AFL‑CIO asserts that it is extremely important for the long-term plan to be subject to public review and suggests that we clarify that the plan does not automatically receive proprietary and confidential status.  AFL-CIO at 3-4.  Equitable asserts that it believes that the information contained within a long-term infrastructure plan will likely be proprietary and confidential and agrees that the plan should be afforded proprietary and confidential status.  Equitable at 3.
OCA points out that 66 Pa. C.S. § 1352(b)(2) does not limit the Commission’s consideration of whether a utility’s DSIC is in compliance with its approved LTIIP to once every five years.  Rather, the regulations should provide a framework under which the Commission may evaluate a utility’s compliance with its LTIIP at any point in time.  OCA at 6.
Equitable states that the Commission must promulgate regulations under subsection 1352 (b) governing the five-year periodic review of the LTIIP and any such regulations should allow for some deviation by utility management from the initial long-term infrastructure plan so as to account for safety and other matter as they arise over the course of the term of the plan.  Equitable at 3.  Also, Duquesne requests that the Commission specifically recognize that annual estimates of replacements of specific plant categories and total replacements are subject to change based upon system needs, priorities, reliability estimates, emergencies, regulatory requirements and available capital.  Duquesne at 3.
Likewise, CECL, et al., are of the same opinion.  These companies jointly comment that smaller distribution utilities do not possess the economies of scale of larger utilities and therefore, face various operational challenges that may significantly affect planned infrastructure improvements.  CECL at 3-4.  Consequently, the implementation and completion dates of planned projects may vary significantly from the company’s original projections.  They state an overly rigid interpretation and subsequent review of the long-term infrastructure improvement plan when determining whether a utility’s DSIC mechanism is complaint with the plan could be problematic.  Accordingly, they also recommend that the Commission allows for a reasonable deviation from a submitted plan in those instances where the utility identifies operational, financial, or other justifications for deviating from its approved plan.  CECL at 4.
NFGD states that the Commission should grant a blanket waiver of the separate filing requirements of 52 Pa. Code § 59.38 for projects that are included in a natural gas utility’s approved long term infrastructure plan.  NFGD at 3.  Conversely, Columbia states given its experience of providing construction notice reports to the Commission during the course of its current accelerated infrastructure replacement program, it does not foresee any conflict between a formally approved long-term infrastructure plan and the filing of reports under Section 59.38.  Columbia at 3.  OCA submits that the gas utilities should continue to provide the notice required by Section 59.38 to the Commission.  If and when the utility seeks DSIC recovery for a major construction project, it should be consistent with the LTIIP.  OCA at 7.
PAWC requests that we re-affirm our decision that water utilities will not be required to file long-term infrastructure improvement plans until specifically directed to do so by the Commission, which would be sometime after January 1, 2013.  PAWC at 4.
OCA agrees with the Tentative Implementation Order where it notes that a plan must have measures to ensure that it is “cost effective.”  OCA states that it supports the Tentative Implementation Order’s specific requirements regarding the information that is to be included in a LTIIP.  OCA at 6.  OCA states that it also supports the Tentative Implementation Order’s requirements that EDCs must show how their LTIIPs address various performance indices such as system average interruption duration, system average interruption frequency, and customer average interruption duration.  OCA also agrees with the Commission regarding the relationship between the LTIIPs of NGDCs and those utilities’ DIMP plans.  OCA at 6.
The AFL-CIO suggests that the required contents of an approved long-term infrastructure plan should also clearly include a workforce management plan.  AFL-CIO at 3.

Resolution:  The DSIC mechanism, enacted via Act 11, now allows EDCs, NGDCs, wastewater utilities, and city natural gas operations, like water utilities previously, to recover the reasonable and prudently incurred costs related to the repair, improvement, and replacement of utility infrastructure.  The long-term infrastructure improvement plan is a necessary component of a DSIC petition.  See 66 Pa. C.S. § 1353(b)(3).    

In the Tentative Implementation Order, the Commission determined that the following six elements must be included in the LTIIP:  (1) types and age of eligible property; (2) schedule for its planned repair and replacement; (3) location of the eligible property; (4) reasonable estimate of the quantity of property to be improved; (5) projected annual expenditures and measures to ensure that plan is cost effective; and (6) manner in which replacement of aging infrastructure will be accelerated and how repair improvement or replacement will maintain safe and reliable service.  
As we stated in the Tentative Implementation Order, we recognize the importance of including workforce management plans in the long-term implementation plan and believe the acquisition of qualified personnel is essential to successful implementation of any long-term plan to improve infrastructure.  However, we acknowledge that we did not make this an element of a LTIIP.  Therefore, we adopt the AFL-CIO’s suggestion and now clarify that a workforce management and training plan designed to ensure that the utility will have access to a qualified workforce to perform work in a cost-effective, safe and reliable manner is also a necessary element of the LTIIP.  

In the Tentative Implementation Order, we stated that an LTIIP should include a review of all distribution plant, including its inventory, age, functionalities, reliability and performance.  It was asserted by some of the commenters that it is unclear whether the Commission is requiring the long-term infrastructure plan to encompass all eligible distribution plant, including the eligible plant not being replaced during the term of the LLIP, or all distribution plant generally, including ineligible plant.  They assert to require all distribution plant be included in the long-term infrastructure plan is an overly broad reading of Act 11 and that the plan should be limited to only “eligible property” for which DSIC treatment is sought (DSIC-eligible plant).  We agree with this assessment.  

Accordingly, the long-term infrastructure plan need only address the specific property eligible for DSIC recovery.  As NFGD notes, in some respects, the Commission already receives from certain utilities reports that include the detailed analysis of the distribution plant and which specifically address plant functionality, reliability and performance.  It would be redundant and beyond the scope of the DSIC mechanism process to require utilities to list and identify all distribution plant.  We believe that it is unnecessary for a utility to provide extensive data regarding components of its distribution system for which it is not seeking DSIC recovery.  

We acknowledge that Act 11 did not establish the time frame that a LTIIP must cover.  The AFL-CIO suggests a twenty-year term for the plan.  On the other hand, both Equitable and Duquesne recommend that the plan cover a span of only five years so as to coincide with the once-in-five-years periodic review of the long-term infrastructure plan as set forth in Section 1352(b)(1).  This subsection directs that the Commission do a subsequent review of the approved plan every five years.  Based upon our consideration of the appropriate time frame, we determine that a five- to ten-year term for the LTIIP is appropriate as this time period is forward-looking enough for utilities to make accurate predictions and also provides sufficient time for long-term planning of planned repairs and replacement of eligible property.  However, we suggest that any such plan should also coincide with longer term plans which address specific goals, including Cast Iron replacement plans, Bare Steel replacement plans, and that such plans meet overall system replacement goals.  The Commission notes that in a separate proceeding at Docket No. M-2011-2271982, Pennsylvania’s major natural gas distribution utilities and city natural gas distribution operation will file Pipeline Replacement Plans (PRP Plans) for Commission review and approval.  The PRP Plans will address pipeline replacement time frames and a proposal for the means by which the cost of the PRP Plan should be addressed in rates, and compliance with certain performance metrics, including a Pipeline Performance Metric.  Thus, the LTIIP should be consistent with the PRP Plans.

  
The LTIIP plan must include a schedule for the planned repair and replacement of eligible property.  See 66 Pa. C.S. § 1352(a)(2).  The LTIIP should reflect and maintain an acceleration of infrastructure replacement over the utility’s historic level of capital improvement.  As we noted in the Tentative Implementation Order, some utilities have already taken substantial steps recently to increase prudent capital investment to address their aging infrastructure and we believe that the five to ten year timeframe we establish for the LTIIP should reflect how the DSIC will maintain or augment acceleration of infrastructure replacement and prudent capital investment.

Equitable asserts that no requirement has been made in Section 1352 for the LTIIPs to be subject to public review.  We disagree.  A utility’s future plans for infrastructure improvement are matters in the public interest and should be reviewed in a public forum, especially where, as here, consumers will be called upon to pay for the expenditures by means of a rate surcharge on their bills.  Accordingly, the proposed LTIIPs are public documents to be filed with the Commission, with copies served on the statutory advocates as well as all of the active parties in the utility’s most recent base rate proceeding.    

The LTIIP will be initially assigned to staff of the Bureau of Technical Utility Services (TUS) for analysis and a recommendation to the Commission.  In terms of procedures, parties may file comments to the proposed LTIIP within 20 days.  If, upon review, the comments raise material factual issues, the LTIPP will then be referred to the Office of Administrative Law Judge (OALJ) for hearing and decision.  In any event, we agree with the comments of PPL and others that the Commission should establish a specific time frame for Commission review and, accordingly, we hereby establish a period of 120 days for review of each proposed LTIIP.  
PECO, Peoples, PPL, and Equitable comment that we did not propose in the Tentative Implementation Order a standard of review for determining the adequacy of the plan.  We believe that the standard of review is set forth in the statute itself and nothing further is required.  As such, it will be the utility’s burden to demonstrate, in accordance with Section 1352(a), that the proposed long-term plan and associated expenditures are reasonable and cost effective and are designed to maintain safe, adequate and reliable service to consumers.   This burden of proof is also consistent with Section 1501 of the Code, 66 Pa. C.S. § 1501.
While we believe that a LTIIP is subject to public review, if a utility believes that any portion of the information contained in the LTIIP qualifies as Confidential Security Information under 35 P.S. § 2141 or should be afforded proprietary and confidential treatment, the utility must request proprietary treatment of such information pursuant to a protective order.  See 52 Pa. Code § 5.423 (Propriety Information) and 52 Pa. Code §§ 102.1 – 102.4 (Confidential Security Information).  However, a LTIIP will not automatically receive proprietary and confidential status.  

Finally, we recommend that utilities, except for water utilities with a previously approved DSIC, file their respective long-term infrastructure improvement plan with the Commission in advance of filing a DSIC petition.  If the LTIIP is, upon review, approved by the Commission, this can reduce the scope of issues in the DSIC petition and expedite the process of getting this new rate mechanism in place 

For any NGDC that files a LTIIP, we will not grant a blanket waiver of the separate filing requirements of 52 Pa. Code § 59.38 for projects that are included in its approved LTIIP.  We take note of Columbia’s experience that it has continued to comply with Section 59.38 of our regulations by providing construction notice reports to the Commission during the course of its current accelerated infrastructure replacement program and believe there is no conflict between a formally approved long-term infrastructure improvement plan and the filing of reports under 52 Pa. Code § 59.38.
A Commission-approved long-term infrastructure improvement plan is subject to periodic review.  Pursuant to subsection 1352(b)(1), the Commission is required to initiate a rulemaking that governs the five-year periodic review of the LTIIP.  We acknowledge the comments of the various utilities, especially the smaller utilities, that there may be need for utility management to have the flexibility, if circumstances arise, to deviate from a previously approved LTIIP.  However, significant modifications/deviations to the LTIIP will be subject to public notice and Commission approval.  Accordingly, we will draft regulations that to may allow for this flexibility as long as the utility identifies operational, financial, or other justifications for deviating from its approved plan.  Additionally, a utility will be afforded notice and opportunity to be heard before its DSIC is terminated.
Section 1353 — Distribution System Improvement Charge

Section 1353 permits a utility, on an after January 1, 2013, to petition the Commission for approval to establish a DSIC.  The DSIC is intended to provide for timely recovery of “the reasonable and prudent costs incurred to repair, improve or replace eligible property in order to ensure and maintain adequate, efficient, safe, reliable and reasonable service.”  66 Pa. C.S. § 1353(a).  

The Tentative Implementation Order proposed that the petition for DSIC must contain the following elements: 

(1) Initial tariff; 

(2) Testimony, affidavits, exhibits or other support; 

(3) Long-term infrastructure plan; 

(4) Certification that a rate case had been filed within the past 5 years; and 

(5) Any other information required by the Commission.  

The model tariff proposed alternate language for city natural gas distribution operations to reflect different ratemaking methods used for investor-owned utilities (rate base/rate of return) and for a city operated natural gas utility (cash flow).  Additionally, the model tariff proposed alternate language for water (e.g., reflecting existing DSICs and total service applicability) and wastewater (e.g., total service applicability) utilities.  The Tentative Implementation Order also recognized that some utilities have already taken substantial steps recently to increase prudent capital investment to address their aging infrastructure.  

Comments:  The ICG asserts that the Tentative Implementation Order did not address whether utilities should follow any particular procedure in determining the order in which eligible property should be repaired.   The ICG states that the Commission should instruct utilities to begin replacing their existing, aging infrastructure, rather than utilizing the DSIC for purposes of expansion projects.  The ICG asserts that utilities must prioritize the repair of their existing infrastructure so as to ensure the purpose of the DSIC, which is to promote more reliable distribution systems throughout the Commonwealth, is fulfilled.  ICG at 10.  The OCA also agrees that the DSIC mechanism should be used “in order to maintain safe, adequate, and reliable service as required by law” and not for other purposes.  OCA at 4.
Conversely, Equitable states that, at a minimum, upgrading a line due for replacement in order to serve new customers should be appropriately considered a DSIC-eligible project.  Equitable at 6.
EAP notes that Act 11 does not specify rigid levels of accelerated improvement.  EAP at 2-3.  Duquesne indicates that future levels may not be as high as prior accelerated levels.  Duquesne at 3-4.  First Energy and PPL confirm that some utilities have already accelerated the rate of improvements.  First Energy at 2-3; PPL at 10.  PECO believes that any base lines should predate current accelerated efforts.  PECO at 3.  Columbia asserts that it should be sufficient for a utility to show that proposed efforts will at least match current accelerated efforts.  Columbia at 4-5.  OCA maintains that acceleration should be measured in terms of new infrastructure placed in service rather than dollars spent.  That is, Act 11 requires capital improvement acceleration, not merely cost reallocation.  OCA at 5.

Resolution:  We agree with the assessment of the ICG that the DSIC mechanism was granted to fixed utilities so that they could repair and replace their existing infrastructure, not to recover the costs for expansion projects.  New expansion projects designed primarily to serve new customers, neighborhoods, commercial parks or industrial facilities are not DSIC-eligible projects.  However, necessary upgrades to existing infrastructure serving existing customers, which may also result in the capability of serving new customers, as suggested by Equitable, will be considered a DSIC-eligible project.
The Commission expects that the long-term plan filed along with the DSIC petition will reflect and maintain an acceleration of infrastructure replacement over the utility’s historic level of capital improvement, consistent with the statutory requirements.  Those utilities that have already accelerated infrastructure improvements should indicate in their long-term plan how a DSIC will maintain or augment acceleration of infrastructure replacement and prudent capital investment.  Accordingly, we decline to adopt those comments suggesting that an acceleration of infrastructure improvement, in some form, is not an essential element to qualify for DSIC recovery under Act 11.  

However, we agree with the OCA that new infrastructure in place, rather than dollars spent, is a better indicator of progress over time.  While the dollars spent will be recovered via the DSIC surcharge, the expenditures must be associated with completed projects.

Section 1354 – Customer Notice

There are two components to the discussion of this section.


1.  
Notice 


Section 1354 requires utilities to provide notice of the following:  (1) submission of the DSIC petition, (2) the Commission’s disposition of the DSIC petition, (3) any quarterly changes to the DSIC rate, and (4) any other information required by the Commission.  The Tentative Implementation Order proposed that the utilities provide this notice regarding the DSIC via bill inserts or other means directed by the Commission.  
Comments:  PECO states the customer notice portion of the draft model tariff could be construed as mandating the use of “bill messaging,” i.e., the inclusion of language in the message box on a customer’s bill.  PECO asserts that with the increasing volume on information that energy companies are required to provide their customers, it, on occasion, has encountered space limitations that it believes would make it difficult and potentially more costly to produce a quarterly DSIC notice on the bill itself.  PECO suggests that utilities be given the flexibility to determine how best to notify customers of quarterly DSIC changes and proposes alternative language to be inserted in the model tariff.  PECO at 4.
PPL comments that the customer notice for DSIC should be consistent with the customer notice provided for other quarterly rate updates.  PPL proposes that when the Commission approves initial implementation of the DSIC, that it will notify its customers through a bill insert.  Thereafter, PPL proposes that it should be permitted to notify customers of the quarterly adjustments in its “Connect” brochure, which is included with customers’ monthly bills.  In addition, PPL will include a separate line item on the customer’s bill showing the DSIC charge.  PPL states that it recommends this approach in order to be consistent with its current practice for other clauses, and to increase efficiency and reduce costs to customers.  PPL requests the Commission to modify the customer notice language in the model tariff accordingly.  PPL at 11.
NFGD, First Energy, and EAP request the Commission to clarify the notice requirements set forth in the proposed model tariff.  The utilities suggest that the Final Order should follow the straightforward language from the draft model tariff which requires a bill insert on the initial filing of the DSIC and a bill message on subsequent changes.  NFGC at 4-5; FirstEnergy at 3; and EAP at 5.
Resolution:  NFGD, First Energy and EAP all suggest that the Final Implementation Order should follow the straightforward language from the proposed model tariff, which required a bill insert on the initial filing of the DSIC and a bill message on subsequent changes.  We agree and clarify that the notice requirements set forth in the proposed model tariff governs.  
Additionally, we note that with the restructuring of the electric and gas industries, EDC and NGDCs are now required to provide their customers with vast amounts of information such as competitive offers, prices to compare and messages regarding energy efficiency.  Accordingly, we will allow utilities the flexibility to determine how best to notify customers of quarterly DSIC changes and will retain the language regarding customer notices in the proposed model tariff.  
While we are granting a utility some flexibility regarding how to notify its customers about quarterly DSIC changes, we strongly recommend that this customer notice be consistent with the customer notice provided for other quarterly rate updates.  Moreover, we expect the utilities to submit the form of the customer notice to OCA, the Commission’s Communications Office, and the Bureau of Consumer Services for their input before the initial quarterly change notifications are sent to the customers.

2.  
Bills Rendered or Service Rendered

As to the issue of whether utilities will bill their customers for the DSIC on a “bills rendered” basis versus a “services rendered” basis, the Tentative Implementation Order noted PAWC’s and Aqua’s proceedings before the Commission where we directed both companies to bill their customers for the DSIC on a bill rendered basis.
  
Comments:  PAWC and Aqua both state that the Tentative Implementation Order’s directive that the DSIC becomes applicable to rates for service rendered on or after the effective date of the DSIC is inconsistent with the manner in which the Commission has expressly directed water utilities to implement the DSIC since its inception over fifteen years ago, which is on a “bills rendered” basis.   PAWC notes that when the Commission authorized it to implement its DSIC, at Docket No. P-00961031, the Commission approved a sample tariff with language that provided that “the DSIC will become effective for bills rendered...”  
Additionally, PAWC notes that our Bureau of Audits recommended three separate times that PAWC’s future quarterly filings should reflect that PAWC properly applied the DSIC on a bills rendered basis.  The Commission subsequently adopted all three separate recommendations.  See Audit of PAWC’s DSIC, Docket Nos. D97S023, D-99DSC029, and D-01DSC009.  PAWC asserts that this is one of the “practices and procedures” that should continue in effect.  Likewise, Aqua makes a similar assertion regarding the manner in which it bills its customers for the DSIC.  Accordingly, pursuant to our directive, both companies have been billing their customers for the DSIC on a bills rendered basis.  PAWC at 5-10; Aqua at 5-7.
OCA states that it does not oppose the use of either the service rendered or bills rendered approach.  However, OCA acknowledges that water companies currently using a DSIC mechanism employ the bills rendered approach.  OCA at 8.
Resolution:  The current practice and procedure is for water companies to bill their customers for DSIC on a bills rendered basis.  We note that Act 11 directed that the current practices and procedures remain in place for those water companies that have an approved DSIC.  See 66 Pa. C.S. § 1358.  Given this clear statutory mandate and since there is no reason or compelling evidence requiring a change from this requirement, we will modify our determination in the Tentative Implementation Order and direct that all utilities bill their customers for DSIC on a bills rendered basis.    

Section 1355 – Commission Review
Section 1355 provides that the Commission shall, after notice and opportunity to be heard, approve, modify or reject the utility’s proposed DSIC and initial tariff.  See 66 Pa. C.S. § 1355.  The Tentative Implementation Order proposed that DSIC filings would be subject to answers and/or complaints, consistent with our procedural rules of practice and procedure in Chapters 1, 3, and 5 of our regulations.  See 52 Pa. Code Chapters 1, 3, and 5.  If the answers or complaints raise relevant and material factual issues, the matter would be referred to the OALJ for hearing and decision.  Otherwise, the DSIC petition would be reviewed by technical staff, who would make a recommendation to the Commission to approve, modify, or reject the petition.
Comments:  Columbia comments the Commission’s procedure and guidelines should specify that any matters either approved in a utility’s long-term infrastructure improvement plan or its prior rate case should not be included among the “relevant and material factual issues” that can serve as the basis for referring a DSIC filing to the OALJ for hearing and decision.  Columbia at 5.
Resolution:  We agree with Columbia’s position.  Both the long-term infrastructure plan and the base rate case would have been subject to Commission scrutiny and, therefore, we conclude that DSIC filing should not be an opportunity for parties to revisit matters decided in those filings.  We believe that once the LTIIP is filed and approved, it will reduce the scope of issues to be resolved as part of the DSIC petition process and can make review of the DSIC petition more efficient.  
Section 1356 – Asset Optimization Plan (AAO Plan)
Section 1356 requires a utility with an approved DSIC to file an annual AAO plan.  The AAO plan elements are as follows:  (1) a description of all eligible property repaired, improved and replaced in the preceding 12 months and (2) a detailed description of all facilities to be improved in the upcoming 12 months.  The Tentative Implementation Order proposed that all utilities seeking to implement a DSIC file an AAO.
Comments:  
PAWC and Aqua both comment that water utilities with an approved DSIC should not be required to file an AAO plan until their long-term infrastructure improvement plan have been submitted and approved.  PAWC at 5; Aqua at 8.
OCA submits that an AAO plan, when used in conjunction with LTIIP, is a key feature of a well-managed DSIC program.  OCA states that it agrees that the two elements of each AAO plan, i.e., the historic 12 month performance and the future 12 month performance, will keep the public and the Commission apprised of how well a utility adheres to its LTIIP and will provide opportunity for corrective action under Section 1352(b) should it be required.  OCA submits that much of the value of an AAO plan depends on the plan being readily accessible to the public, i.e., not designated as Confidential Security Information under 35 P.S. § 2141.2, unless truly necessary.  See 52 Pa. Code §§ 102.1, et seq.  OCA at 8-9.
Resolution:  We agree with PAWC and Aqua and will not require a water utility with an approved DSIC to file an AAO plan until its long-term infrastructure improvement plan has been submitted and approved by the Commission.

Consistent with the proposal in the Tentative Implementation Order, all other utilities seeking to implement a DSIC will be required to file an AAO.  In our view, the AAO plan is intended to provide the Commission and the public an overall status report regarding a utility’s progress in making infrastructure improvements pursuant to its Commission-approved long-term infrastructure improvement plan.  The Commission expects the AAO plan to demonstrate compliance and progress in meeting the LTIIP and to identify a utility’s near-term construction projects that will be funded by the DSIC, consistent with the LTIIP. 
Section 1357 – Computation of Charge
Section 1357 addresses, in detail, the elements of the DSIC computation.  See 66 Pa. C.S. § 1357.  There are eight components to the discussion of this section.

1. Fixed Costs:  

Under Act 11, an investor-owned utility, whose rates are based on the rate base/rate of return method of ratemaking, may claim the “fixed costs” of eligible property not previously included in rate base.  The Tentative Implementation Order proposed that these fixed costs would consist of the depreciation and pretax return applicable to the eligible property that has been placed into service during the prior three-month period.  See 66 Pa. C.S. § 1357(a).  The model tariff in Appendix A contains the formulas for calculating a DSIC and to reflect differences among the various utility types.  

Comments:  No comments were submitted on this issue.
2.
Depreciation Calculation/Stipulated Cost of Equity/Return on Equity

The pre-tax return would be calculated using the Federal and State income tax rates, the utility’s actual capital structure and actual cost rates for long-term debt and preferred stock, and the cost of equity from the utility’s most recent fully litigated base rate case.  66 Pa. C.S. § 1357(b)(1).  The cost of equity shall be “the equity return rate approved in the utility’s most recent fully litigated base rate proceeding for which a final order was entered not more than two years prior to the effective date of the distribution system charge.”  66 Pa. C.S. § 1357(b)(2).  The Tentative Implementation Order also proposed that the DSIC mechanism use depreciation rates from a utility’s most recent base rate case.  

We further opined in the Tentative Implementation Order that a stipulated cost of equity would not qualify as the result of a fully litigated base rate case.  For a proceeding to qualify,  the Commission would have to address and adjudicate all revenue requirement issues in a final rate order; therefore, a full or partial settlement of a base rate case would not qualify.  As such, we determined that a stipulated cost of equity from a full or partial settlement of a base rate case would not have been acceptable for DSIC purposes.  The statute also provides that if more than two (2) years have elapsed between the entry of a final order in the utility’s most recent fully litigated base rate case and the effective date of the quarterly DSIC, then the cost of equity in the Commission’s most recent quarterly report on the earnings of jurisdictional utilities would be used for the cost of equity component of pretax return.
  66 Pa. C.S. § 1357(b)(3).  

Comments:  EAP, Duquesne, First Energy, PECO, PPL, Columbia, Equitable, NFGD, Peoples, UGI, Aqua, PAWC, and OCA all assert that the Tentative Implementation Order was overreaching and too narrow in its interpretation of “fully litigated base rate proceeding” and agree that use of a stipulated cost of common equity for DSIC purposes should be continued.  There were no comments to the contrary.  

In support of the stipulated cost of equity, Aqua asserts that settling the DSIC cost of equity/return on equity in rate cases is a long-standing practice between utilities and intervening parties in rate cases that settlements are a valuable tool in maintaining a constant and steady DSIC program.  Aqua asserts that the practice has not created any controversy or concern over the sixteen years that the water DSIC mechanism has been in effect.  

A stipulated cost of equity, according to Aqua, allows DSIC calculations to be done in a transparent and consistent manner.  Aqua PA asserts that as soon as a tariff proposing a rate increase is suspended and the case is transferred to the OALJ the proceeding becomes a fully litigated case.  According to Aqua, base rate case filings rarely result in all issues being “fully litigated” as the Commission defined the term.  Absent the ability to use a stipulated cost of equity for DSIC purposes, parties would have little or no incentive to try to stipulate a utility’s authorized rate of return.  A settled DSIC ROE does not undermine the authority of the Commission to set just and reasonable rates because the Commission retains the right to review and either approve or reject any settlement provision that would affect the DSIC and in particular, the calculation of the utility’s ROE.  Furthermore, Aqua asserts that the General Assembly did not intend Act 11, and did not in fact draft Act 11, to revoke the use of stipulated cost of equity for DSIC purposes.  Aqua at 4-5.  

PAWC has also consistently used a stipulated cost of equity for DSIC purposes and strongly recommends that such use be continued under Act 11.  PAWC asserts that the General Assembly did not intend to change the way that the water DSIC was calculated and use the term “fully litigated base rate proceeding” with the knowledge that water DSICs could be calculated on the basis of a stipulated cost of equity.  PAWC cites Twp of Derry v. Pa. Dept. of Labor and Industry, 12 A.3d 489, 495 (Pa. Cmwlth. 2011) (quoting Hosp. Ass’n of Pa. v. Macleod, 487 Pa. 516, 523 n. 10, 410 A.2d 731, 734, n. 10 (1980), as authority for its assertion that the Commission not only should not, but cannot, impose a more stringent and limiting interpretation on “fully litigated base rate proceeding” to preclude parties to a base rate proceeding from stipulating to the use of a specific equity return rate in future DSIC filings.  

PAWC also argues that the ability of non-stipulating parties to contest any part of a settlement, Commission review of settlements, and Commission discretion to approval, modify, or reject settlements constitutes a “fully litigated base rate proceeding.”  At the very least, according to PAWC, use of stipulated cost of equity have been “grandfathered” for water companies under Section 1358(a)(2).  PAWC at 10-12.

PPL notes that the Commission reviews the entire record and makes an independent determination that the rates and other terms of a proposed settlement are just and reasonable and in the public interest pursuant to 66 Pa. C.S. § 1301.  PPL further notes that the standard of just and reasonable applies in a base rate proceeding regardless of whether the matter was settled in whole or in part or fully litigated; the rates are “Commission-made rates” and can only be changed prospectively.  Cheltenham and Abington Sewerage Co. v. PaPUC, 344 Pa. 366, 370 (Pa. 1942); West Penn Power Co. v. PaPUC, 174 Pa. Super 123, 131 (Pa. Super 1953).  Rates “that result from settlement so long as the record is adequately developed to allow the Commission to independently review and make determinations concerning the Company’s expenses and their reasonableness, the fair value of the utility’s property used and useful in the public service, and the return on that value” are Commission-made rates.  PaPUC v. Columbia Gas of Pa., Inc., Docket Nos. R-901873, et al., 1991 WL 338320 at *8 (Oct. 31, 1991), citing Equitable Gas Co. v. PaPUC, 526 A.2d 823, 830 (Pa. Cmwlth. Ct. 1987).  

PPL offers the following language for inclusion in base rate case settlements to reduce any uncertainty in this regard:  

The Joint Petitioners acknowledge and agree that this Settlement, if approved, shall have the same force and effect as if the Joint Petitioners had fully litigated this proceeding.  This Settlement shall be considered to have the same effect as full litigation of this proceeding resulting in the establishment of rates that are Commission-made, just and reasonable rates. 

PPL at 3-5.

 
OCA points out that “fully litigated” has been addressed by the federal courts.  Those courts  have considered the issue of what constitutes a “fully litigated” proceeding by looking to three factors: “(1) whether the parties were fully heard, (2) whether the court supported its decision with a reasoned opinion, and (3) whether the decision was subject to appeal or was in fact reviewed on appeal.”  State Farm Fire & Cas. Co. v. Fullerton, 118 F.3d 374, 382 (5th Cir. 1997) (Fullerton); see also State v. Lindsey, 2011 Bankr. LEXIS 5368, 5‑6 (S.D. Tex. Oct. 11, 2011) (Lindsey).  

OCA submits that Commission orders approving base rate case settlements satisfy these requirements:  First, by definition, settlements are products of reasonable compromise on contested matters; second, revenue requirements, even in settled cases, are addressed and adjudicated by the Commission, consistent with 66 Pa. C.S. § 335; and, third, Commission approval of a settlement fully determines the rights of the parties and the resulting Commission order is, in all respects, a final order subject to appeal, indistinguishable from a proceeding in which all issues are contested through the briefing and exception stage.  OCA at 18-19.

Finally, PPL’s comments recommend that the Commission substantially revise the current calculation for the return on common equity used in the staff’s Quarterly Financial Reports.  PPL suggests that the process requires more transparency with regard to how the return on common equity is calculated and the data used in that calculation.  PPL Comments at 6.  PPL also raises concerns about the barometer groups used and the variations in and levels of equity cost rates.

Resolution:  All parties who commented on use of a stipulated cost of equity/return on equity figure in the DSIC formula supported such use.  In particular, Aqua and PAWC have been able to use a stipulated cost of equity for their DSIC mechanisms during the years that they have been funding infrastructure improvement projects through DSIC surcharges.  The phrase “fully litigated base rate proceeding” appeared in tariff language that we approved in Aqua’s 1996 DSIC order.  Philadelphia Suburban Water Company, Docket No. P-00961036 (August 26, 1996).  In Pa. PUC v. PAWC, Docket No. R‑00994638, we approved a joint petition for settlement relative to use stipulated cost of equity for DSIC purposes.  Similarly, in PaPUC v. Aqua, Docket No R-00051030 (June 22, 2006), we approved use of a stipulated cost of equity for DSIC purposes.  

PPL’s comments are representative of the comments of the other energy utilities.  The OCA also supports the arguments of the utilities.  No one opposes the use of a stipulated cost of equity.  We could review and cite to the equally persuasive comments of the other entities, many of which cite to our policy statement at 52 Pa. Code §§ 69.401-69.406, but they would basically be repetitive and redundant.  
Upon review of these comments, we agree that we have consistently permitted use of a stipulated cost of equity for the water DSIC mechanisms.  
As OCA points out, “fully litigated” has been addressed in federal court.  Federal courts look at whether:  (1) the parties were fully heard, (2) the decision is supported with a reasoned opinion, and (3) the decision was subject to appeal or reviewed on appeal.  OCA Comments at 17, citing Fullerton and Lindsey.  OCA asserts that Commission-approved settlements in base rate cases meet these requirements:  Our approval of settlements in base rate cases clearly would pass such a hurdle.  All parties have had the opportunity to litigate the issues and instead some or all have chosen to propose a settlement to some or all of the issues.  The proposed settlement has been reviewed by an ALJ prior to reaching us for further independent review.  And non-settling parties, via exceptions, are free to bring their disagreements to us for consideration or reconsideration, and they have the further option of appeal to the state courts.  

Our policy statement on settlements sets out a framework for us to use in evaluating proposed settlements.  However, the burden remains on the utility to prove the rates, terms, and conditions in the proposed settlement are just and reasonable.  All parties to the settlement have to demonstrate that the proposed settlement is in the public interest. 

Commission approval of a settlement fully determines the rights of the parties.  The resulting Commission order is, in all respects, a final order, subject to appeal, indistinguishable from a proceeding in which all issues are contested through the briefing and exceptions stage.  The process has given due process to all parties and to the extent that any of them have reached an agreement or a partial agreement, then the Commission’s review of that agreement is its own independent action.  The rates that are approved in a Commission order relative to the settlement are rates with the same force and effect as if every element of the proceeding had been contested through the briefing and exceptions stage and are, therefore, just and reasonable.    

Therefore, we agree with the comments that a stipulated cost of common equity in a settled base rate case will qualify under Section 1357(b)(2) as a fully litigated base rate proceeding for purposes of the DSIC and, per Section 1357(b)(3), may be used for up to two years.  Additionally, we shall recognize settlements relative to depreciation rates, tax calculations, actual capital structure and actual cost rates for long-term debt and preferred stock.  
Working Group To Be Formed:  Based on comments received to our Tentative Implementation Order, we believe that further consideration of the return on equity will prove informative and useful to the Commission.  To that end, we will establish a working group, at a separate docket, that shall be open to interested industry stakeholders to review this issue further.  

The Commission will send a Secretarial Letter to all parties of interest, and post the letter on our website, inviting participation in the working group.  The purpose of the working group will be to examine the appropriate barometer groups, cost of equity models, range of reasonableness and other factors necessary to develop a cost of equity for each industry to be used in the staff’s Quarterly Financial Report and the DSIC if more than two (2) years have elapsed since the last base rate case.  66 Pa. C.S. § 1357(b)(3).  The working group will prepare a report and recommendation for the Commission’s consideration and potential adoption.
3. City Natural Gas Distribution Operation (CNGDO)
For a city natural gas distribution operation (i.e., PGW), whose rates are established using the cash flow method of ratemaking, we proposed that the utility could claim amounts reasonably expended or incurred to purchase and install eligible property and associated financing costs, if any, including debt service, debt service coverage and issuance costs.  See 66 Pa. C.S. § 1357(c).  These provisions would reflect the fact that PGW’s rates are established using the cash flow method of ratemaking.  66 Pa. C.S. 
§ 2212(e).

Use of “settlement” matters is also acceptable to the extent that it would be acceptable for an investor-owned utility.

Comments:  No comments were submitted on this issue.
4. Accumulated Deferred Income Taxes (ADIT)

Regarding original cost, the draft model tariff in the Tentative Implementation Order reflected a deduction for accumulated depreciation associated with the eligible property placed in service during the prior three-month period.  It did not, however, include a provision for accumulated deferred income taxes.  
Comments:  EAP, First Energy, PECO, PPL, Equitable, Peoples, and Aqua, to the extent that they commented on one or more of these topics, all agreed that the position articulated in the Tentative Implementation Order should prevail.  Aqua also noted that ADIT like many other adjustments is accounted for in the normal base rate process.  Aqua at 7.  PAWC suggested looking to prior proceedings and other actions, citing Section 1358(a)(2) of the Public Utility Code.  PAWC at 12-13.  OCA maintained that ADIT related to DSIC-eligible property should be deducted.  OCA at 7, 9-16, Appendix A.

 Resolution:  OCA has proposed that the DSIC calculation include an adjustment for accumulated deferred income taxes to recognize the difference between the utilities’ tax depreciation and book depreciation, which can be viewed as a source of zero cost capital.  OCA Comments at 10.  Accumulated deferred income taxes (ADIT) and a number of additional items, including working capital and taxes associated with DSIC-eligible property, are accounted for in the normal base rate case process.  Upon review, we agree with PPL’s comments that the DSIC is intended to be a straightforward mechanism which is easy to calculate, easy to audit and which does not require a full rate case analysis.  Inclusion of an ADIT adjustment would be inconsistent with that goal and would likely invite litigation over its calculation.  Moreover, we note that the water DSIC, used successfully for over 15 years, did not include an ADIT adjustment.   And, in any event, consumers remain protected against over earnings by the earnings cap under Section 1358(b)(3) which “captures the revenue impact of all other adjustments and insure that the DSIC does not result in unreasonable rates.”  PPL Comments at 8.  

Therefore, the Commission declines to adopt the OCA proposal to include, in the DSIC calculation, an adjustment for accumulated deferred income taxes.  The adjustment, which was not previously used in the DSIC by the water industry, would add unnecessary complexities to the DSIC and, accordingly, will not be included in the model tariff.  

5. Timing
The model tariff also reflects that not all utilities will elect to commence a DSIC as of January 1, 2013.  As such, the quarterly effective dates for DSIC changes and DSIC-eligible property are left blank in the model tariff.  
Comments:  No comments were submitted on this issue.

6. 
Seasonality 

The Commission recognized that some utilities’ revenue streams are seasonal in nature.  To account for seasonality, the draft model tariff language allowed utilities the option of basing quarterly revenues on either the summation of projected revenues for the applicable three-month period or one-fourth of the projected annual revenues, subject to annual reconciliation and audit.  

Comments:  EAP, First Energy, PECO, Peoples, and OCA all endorsed the option for a utility to recognize seasonality.  OCA added a caveat that a utility should not be permitted to switch to and from seasonality within a period.  OCA suggested that the Commission impose a generic resolution.  OCA at 18-19.

Resolution:  We shall retain the provision for recognition of seasonality issues.  Utilities will not be able to switch within a period.  We do not see a need for a generic resolution at this time.

7.
Removal Costs

The Tentative Implementation Order noted that recovery of any associated annual operating expenses or removal costs for infrastructure being replaced or retired is not allowed through DSIC.

Comments:  Equitable asserted that removal costs should be recoverable.  Equitable Appendix at 5.

Resolution:  We disagree.  The statutory language does not permit the recovery of removal costs.  

8.  
Reconciliation
The DSIC formulae also reflect the informal comment that the annual reconciliation factor, or “e” factor, should include the results of any Commission audit, unless the audit result is contested.  In that event, the audit adjustment, if any, would not be applied unless and until the matter was adjudicated and a final decision is adopted by the Commission.  

Comments:  No comments were submitted on this issue.

Section 1358 – Customer Protections 
Section 1358 establishes a number of customer protections.  There are seven components to this discussion.
1.  
General Rate Cap
Section 1358(a)(1) provides that a DSIC may not exceed 5% of amounts billed (wastewater utility) or 5% of distribution rates billed (electric and natural gas utilities); however, upon petition, the Commission may grant a waiver of the 5% limit if necessary to ensure and maintain safe and reliable service.  66 Pa. C.S. § 1358(a)(1).  Act 11 makes clear that the DSIC cap for energy utilities is to be applied to distribution revenues only.  While the Commission does have authority to increase the cap above 5% upon petition, the Tentative Implementation Order noted that Commission does not expect to exercise its discretion to do so absent some experience with actual operation of the DSIC for energy utilities under the present 5% cap.  

Comments:  Regarding the general 5% rate cap, OCA would clarify that the 5% limitation in Section 1358(a)(1) and (and the 7.5% for certain water utilities in Section 1358(a)(2)) are bill limitations as applied to the distribution rates of each customer, not to aggregated billing revenue.  OCA submits that there is a clear prohibition against any customer being billed a DSIC charge that is greater than 5% or 7.5% of distribution charges, as appropriate, on that customer’s bill.  OCA at 19.
Resolution:  We agree with OCA that the caps are bill limitations as applied to the distribution rates of each customer, not to aggregated billing revenue.
2.  
Water Rate Cap
Section 1358(a)(2) provides that a DSIC previously granted under Section 1307(g) or subsequently granted under Act 11 to a water utility may not exceed 7.5%.   See 66 Pa. C.S. § 1358(a)(2).  This section recognizes that the Commission has previously granted, upon petition, DSIC caps up to 7.5% for certain water utilities.
  

3.  
Reset to Zero
Under certain circumstances, Section 1358(b) requires that a DSIC rate reset to zero.  After a reset, only fixed costs of new eligible property not previously reflected in base rates may be reflected in a quarterly DSIC update.  The DSIC rate is reset to zero if new base rates are established.  See 66 Pa. C.S. § 1358(b)(1).  For investor-owned utilities, reset is also required if, in any quarter, data filed with the Commission in the 
utility’s most recent quarterly earnings report show that  the utility will earn a rate of return that would exceed the allowable rate of return used to calculate its fixed costs under the DSIC.  See 66 Pa. C.S. § 1358(b)(3).  For city natural gas distribution operations, the Commission will monitor interest levels and cash flows on a quarterly basis to determine whether a reset is required.

Comments:  NFGD comments that clarification is needed regarding the use of the Commission’s quarterly earnings report to determine if a DSIC is under the cap.  NFGD states in using the Commission’s quarterly earnings report to determine if a DSIC is under the cap, it should be specified that the cap is aligned to the “Adjusted Results” column (5) found at the far right hand of the report.  NFGD explains that the Adjusted Results column more accurately represents what the company will earn.  NFGD further asserts that using the adjusted results is also consistent with 52 Pa. Code § 71.6(a), which 
provides that, a “public utility shall make annualization, normalization and ratemaking adjustments to its intrastate data to reflect, to the extent practicable, its results of operations on a ratemaking basis.  NFGD at 9.
OCA submits that with respect to the reset to zero for city natural gas distribution operations (PGW) of Section 1358(b)(3), the Commission may wish to consider specific interest coverage ratios that would trigger a DSIC reset for city natural gas distribution companies.  OCA asserts that this will lend stability to rates and define expectations for all concerned.  The appropriate interest coverage trigger can be determined if and when PGW files for its initial DSIC. OCA at 19.
Resolution:  We will adopt NFGD’s recommendation that we use the adjusted results to determine if the DSIC surcharge is under the cap so as to determine whether it should be reset to zero.  However, we decline to adopt the OCA’s recommendation to consider specific interest coverage ratios that would trigger a DSIC reset for city natural distribution companies.  The Commission will monitor PGW’s rate levels and financial condition pursuant to the standards set forth in our policy statement at 52 Pa. Code § 69.2703.
4.  
Construction
Section 1358(c) provides that absent an express limitation on existing ratemaking authority, the Commission retains its full and existing ratemaking authority.  See 66 Pa. C.S. § 1358(c).  Accordingly, the Commission has full power and authority under the Public Utility Code to examine, investigate, and audit any and all aspects regarding the data, operation, and implementation of the DSIC to the same extent that it would review a non-DSIC rate matter.  

Comments:  No comments were submitted on this issue.
5.  
Commission
Section 1358(d) of the Code provides that the Commission may establish procedures for DSIC approval by order or regulation. The substantive aspects of this section (in particular, applicability to all customer classes, undercollections, caps, audits and reconciliations, and complaints) are discussed throughout this implementation order.  As such, no further discussion is required here.

Comments:  No comments were submitted on this issue.

6.  
Customer Classes
At the workshop, it was suggested that application of a uniform DSIC rate to every customer class may not be appropriate where, for example, a natural gas customer is the beneficiary of a lower rate designed to retain load or where the electric customer takes service at the transmission level of service.  The Tentative Implementation Order noted that Section 1358(d)(1) provides that a DSIC rate is to be “applied equally to all customer classes as a percentage of each customers billed revenue” relative to distribution or service rates. 
Comments:  EAP asserts that Act 11 does not overturn the existing requirements of recovery based on cost-causation and non-discrimination.  EAP asserts that Act 11 does not change the general ratemaking principles of Chapter 13 of the Public Utility Code.  EAP at 7.  Columbia asserts that “applicable” as a modifier means that there must be some rates and charges to which a DSIC may not be applicable.  Columbia at 7-9.  Equitable asserts that a utility should have flexibility to apply a DSIC surcharge to specific classes.  Equitable Appendix at 6.  NFGD asserts that negotiated service contracts should be exempt from the DSIC surcharge.  NFGD at 9-11.  UGI asserts that the DSIC surcharge should not be applied to competitively determined rates, at least until the next base rate case.  UGI at 4-5.  IGC asserts that non-distribution customers should not be surcharged for DSIC.  ICG at 2, 3-6.  ICG further asserts that a DSIC surcharge should only apply in proportion to the benefit the class receives from the projects.  ICG at 2, 6-8.  

PAWC notes that prior practice has allowed water utilities to exclude customers with competitive alternatives and who are served on rates designed to retain existing load or acquire new load from application of the DSIC surcharge.  PAWC at 13-15.
In addition, OCA states that the Commission may wish to provide further guidance on what factors it will consider in determining the degree to which it will allow subsidization of customer rates across different types of services.  For example, the Commission may consider principles similar to those contained in the acquisition context of Section 529 of the Public Utility Code, under which the Commission must determine that the rates charged to the customers of the acquiring utility “will not increase unreasonably” as a result of the acquisition.  66 Pa. C.S. § 529(a)(6).  OCA asserts that a DSIC surcharge should be applied to all customer classes equally.  The only exception should be for fire protection.  OCA at 20.  

Resolution:  We agree that water service for fire protection should be exempt from a DSIC surcharge and will maintain that provision in this order.  Moreover, upon review, we agree with EAP and other commenters that Act 11 does not overturn the existing requirements of recovery based on cost-causation and non-discrimination, and that utilities should have the flexibility to not apply the DSIC surcharge to customers with competitive alternatives and customers having negotiated contracts from the utility.   Where the customer has negotiated rates based on competitive alternatives, it would be contrary to the contract terms and counterproductive in the long term to add costs that may induce the customer to leave the system and provide no support for infrastructure costs.  Accordingly, the DSIC need not be applied to these specific customers, but the general DSIC rate applicable to the customer class itself must be the same for all customer classes.    

With regard to the issue of applying a DSIC surcharge to EDC customers receiving service at transmission voltages, we are in general agreement with EAP and other commenters that a DSIC surcharge should not be applied to such customers.  We are aware, however, that the difference between distribution voltage and transmission voltage varies by EDC.  DSIC surcharges are to be applied to any customers served from higher voltage facilities which are included within the EDC’s distribution plant for ratemaking purposes.  We expect each EDC proposing a DSIC to address this issue in its tariff.

We also agree with the OCA that a DSIC surcharge should be applied to all customer classes equally.  Accordingly, the model tariff in Appendix A retains this equal application provision for the general distribution rates for each customer class, in accordance with Section 1358(d)(1), but not for individual customers with competitive alternatives and negotiated rates.. 

7.  
Complaints

Section 1358(f) provides that customers may file complaints with the Commission pursuant to Section 701 of the Public Utility Code regarding DSIC charges.  See 66 Pa. C.S. § 1358(f).  This provision makes certain that any quarterly DSIC filing or rates charged thereunder may be challenged by complaint.   

Comments:  No comments were submitted on this issue.

Section 1359 – Projects 
Section 1359 (a) of the Code requires the Commission to establish standards to ensure that work to repair, improve, or replace eligible property is performed by qualified employees of the utility or independent contractors to protect system reliability and public safety.  Section 1359(b) provides that work performed by independent contractors is subject to inspection by utility employees.  The Tentative Implementation Order proposed that work not performed by qualified employees would not be eligible for DSIC recovery, even if the work were performed on DSIC-eligible projects.  
Comments:  The AFL-CIO proposes that the following standards be established by the Commission to ensure that qualified employees perform all work on DSIC-eligible projects.  The AFL-CIO states that the Commission should recognize the importance of on-the-job training for utility field workers.  The AFL-CIO asserts that a person who is undergoing on-the-training and who, in the course of such training, has demonstrated an ability to perform certain tasks safely at his or her level of training, and who is under the direct supervision of a journeyman, should be considered to be a qualified person for the performance of those certain tasks.  
Additionally, the AFL-CIO asserts that each employee of an EDC, and each employee of an independent contractor, performing work on a DSIC-eligible project for an EDC, shall meet the requirements of Section 420(b) (Qualifications of Employees) of the currently effective edition of the National Electrical Safety Code (NESC), and such other training requirements of the NESC that apply to the specific work being performed.  The AFL-CIO states that the Commission has relied on NESC standards in other regulations relating to safety and reliability of electrical facilities.  See, e.g., 52 Pa. Code §§ 57.82, 57,193, 57.194, and 57.198.    
Similarly, the AFL-CIO asserts that each employee of a NGDC, and each employee of an independent contractor, performing work on a DSIC-eligible project for a NGDC, shall meet the requirements of the U.S. Department of Transportation, Pipeline and Hazardous Materials Safety Administration, as found in 49 C.F.R. Part 192 Subpart N (Qualification of Pipeline Personnel).  
Finally, the AFL-CIO states that each employee of a utility, and each employee of an independent contractor, operating a crane of a DSIC-eligible project shall meet the requirements of the U.S. Department of Labor, Occupational Safety and Health Administration, as found in 29 C.F.R. § 1926.1427 (Operator qualification and certification).  The AFL-CIO made similar suggestions regarding the inspection of work performed by independent contractors.
The AFL-CIO also suggests that each utility using a DSIC retain records with the name and qualifications of each employee of the utility, and each employee of an independent contractor, who performs work on each DSIC-eligible project.  The AFL‑CIO states that the records should be retained for a period of at least five years after completion of the project.  Additionally, the records shall be made available to the Commission, its designee, or other interested parties as part of an audit under Section 1358(e)(1)(i) of the Code or an annual  reconciliation under Section 1358(e)(1)(ii) of the Code.  AFL-CIO at 7-14.
PAWC states that a utility should be permitted to meet the verification requirement for the provision “inspected by utility employees” where utility employees are actively engaged in the direct supervision of the project inspections.  PAWC at 15-16.
Resolution:   A utility is required to make sure that qualified employees perform all work on DSIC-eligible projects.  We decline to establish, at this time, fixed standards for a utility to ensure that work on a DSIC-eligible project is performed by qualified employees.  However, the Commission takes note of the AFL-CIO comments and determines that it would be beneficial and instructive for utilities to review the National Electrical Safety Code (NESC), the requirements of the U.S. Department of Transportation, Pipeline and Hazardous Materials Safety Administration, as found in 49 C.F.R. Part 192 Subpart N (Qualification of Pipeline Personnel) and the requirements of the U.S. Department of Labor, Occupational Safety and Health Administration, as found in 29 C.F.R. § 1926.1427 (Operator qualification and certification).  

Likewise, we will not establish, at this time, stringent criteria for the inspection of any work on DSIC-eligible projects that is performed by an independent contractor.  We agree with PAWC that a utility should be permitted to meet the verification requirement for the provision “inspected by utility employees” where utility employees are actively engaged in the direct supervision of the project inspections.
Nevertheless, we do adopt the AFL-CIO’s recommendation that utilities verify that the personnel performing DSIC-eligible work are qualified and that the any DSIC-eligible work that is performed by independent contractors is properly inspected.  The Commission expects that each quarterly DSIC filing will include this verification, (see 52 Pa. Code § 1.36), by the utility that qualified employees or contractors were used, and that work performed by independent contractors were inspected by utility employees, in compliance with Section 1359, for the work to repair, improve, or replace eligible property placed in service during the prior three-month period.  The utility’s compliance with this section shall also be subject to audit.

In order to satisfy the audit, each utility using a DSIC shall retain records with the names and qualifications of the Inspector or Inspectors who is/are responsible for each specific project the costs of which the utility seeks to include in a DSIC.  The records shall be retained for a period of at least five years after completion of the project, and shall be made available to the Commission, or its designee.

Section 1360 – Applicability 
Section 1360 (a) provides that the Commission may accept a prior long-term infrastructure plan filed by a water utility or may require submission of a new LTIIP pursuant to Section 1360(b).  At this time, the Commission does not anticipate establishment of a due date for water utilities with previously approved DSICs to file long-term infrastructure improvement plans.  The Commission is aware of the substantial progress made in the water industry over the past 15 years in accelerating the rate of main replacements and other infrastructure improvements.  The Commission, therefore, will revisit this issue after the initial DSICs are addressed in early 2013.
Comments:  No comments were submitted on this section.

Changes to the May 12, 2012 Draft Model Tariff

There are __ components to this discussion.
1.  
PennVEST Funding

The draft model tariff provided as follows:

The costs of extending facilities to serve new customers are not recoverable through the DSIC.  [NOTE FOR WATER/WASTEWATER:  Utility projects receiving PENNVEST funding or using PENNVEST surcharges are not DSIC-eligible.]  

Comments:  PAWC agreed that if a project is PennVEST-funded and the cost of the PennVEST funding is already being recovered under a separate PennVEST surcharge, then the project should not be DSIC-eligible, but PAWC suggested that PennVEST funding alone should not disqualify a project from DSIC-eligibility.  (PAWC at 16-17).  

Resolution:  We agree.  To the extent that there are multiple sources of funding for a given project, only the portion not otherwise funded can be considered for DSIC eligibility, subject to all applicable criteria.  Accordingly, we shall modify the model tariff as follow:

The costs of extending facilities to serve new customers are not recoverable through the DSIC.  [NOTE FOR WATER/WASTEWATER:  Utility projects receiving PENNVEST funding or using PENNVEST surcharges are not DSIC-eligible property to the extent of the PENNVEST funding or surcharge.]  

2.  
Acquisitions of Troubled Companies:

The draft model tariff provided as follows:

D.  Formula:  The formula for calculation of the DSIC is as follows:

DSIC
 =
(DSI * PTRR)+Dep+e

PQR

Where:

DSI        =
Original cost of eligible distribution system improvement projects net of accrued depreciation.

PTRR    =
Pre-tax return rate applicable to DSIC-eligible property.

Dep       =
Depreciation expense related to DSIC-eligible property.

e            =
Amount calculated under the annual reconciliation feature or Commission audit, as described below. 

PQR      =
Projected quarterly revenues for distribution service (including all applicable clauses and riders) from existing customers plus revenue from any customers which will be acquired by the beginning of the applicable service period.  [NOTE:  UTILITY TO MAKE ELECTION AND STATE WHETHER SUCH QUARTERLY REVENUES WILL BE DETERMINED ON THE BASIS OF EITHER THE SUMMATION OF PROJECTED REVENUES FOR THE APPLICABLE THREE-MONTH PERIOD OR ONE-FOURTH OF PROJECTED ANNUAL REVENUES.]  

Comments:  PAWC argues that projected revenue from customers who are acquired when utilities take over troubled companies should not be included in projected quarterly revenue (PQR) in the DSIC formula.  PAWC also argues that the customers from the acquired company should not be surcharged for a DSIC until their rates have been established by a base rate case by the acquiring utility.  PAWC at 17.

Resolution:  We agree.  It is the normal course of business for utilities to plan for the normal dynamics of customers entering and leaving their systems.  It is appropriate for such customers’ revenue stream to be factored into the DSIC calculation via the PQR and for such customers to be surcharged.  However, revenue from customers acquired from troubled companies or by the acquisition of such companies should not be factored into PQR and those customers should not be surcharged until their rates have been established by a base rate case of the acquiring utility.  The projects affecting service to such customers are not eligible for DSIC treatment until it has been rolled into the acquiring utility’s base rates.  To the extent that extraordinary relief is required by the acquiring utility to accommodate the customers from the acquired utility, the acquiring utility and Commission should address that need in the proceeding relative to the acquisition.  

Accordingly, we shall revise the model tariff as follows:

D.  Formula:  The formula for calculation of the DSIC is as follows:

DSIC
 =
(DSI * PTRR)+Dep+e

PQR

Where:

DSI        =
Original cost of eligible distribution system improvement projects net of accrued depreciation.

PTRR    =
Pre-tax return rate applicable to DSIC-eligible property.

Dep       =
Depreciation expense related to DSIC-eligible property.

e            =
Amount calculated under the annual reconciliation feature or Commission audit, as described below. 

PQR      =
Projected quarterly revenues for distribution service (including all applicable clauses and riders) from existing customers plus netted revenue from any customers which will be gained or lost by the beginning of the applicable service period. 


[NOTE:  UTILITY TO MAKE ELECTION AND STATE WHETHER SUCH QUARTERLY REVENUES WILL BE DETERMINED ON THE BASIS OF EITHER THE SUMMATION OF PROJECTED REVENUES FOR THE APPLICABLE THREE-MONTH PERIOD OR ONE-FOURTH OF PROJECTED ANNUAL REVENUES.]  

[NOTE:  The DSIC calculation does not factor in the plant of acquired troubled companies or the revenue of customers acquired from troubled companies until such plant and customer rates have been part of a base rate case by the acquiring utility.]


We have also changed the draft model tariff PQR language in the DSIC formula for CNGDOs to reflect normal dynamic market changes.

3.
Account Numbers
The parties participating in the workshop suggested that the account numbers for eligible property be eliminated from the draft model tariff.  The Tentative Implementation Order and the draft model tariff retained the provision for account numbers because of the specificity that account numbers provides.   
Comments:  EAP and Columbia suggest that if account numbers are to be maintained, then we should follow the FERC uniform system of accounts or list all the eligible account numbers.  EAP at 4; Columbia at 4.  Equitable asserts that the list of accounts should be more inclusive; Equitable would not limit the list to FERC accounts.  Equitable Appendix at 2 & 4.  NFGD suggests that we eliminate account numbers.  NFGD at 3-4.  Peoples asserts that the listing is problematic and limiting.  Peoples at 5.  UGI indicates that the FERC account numbers will not solve all the problems and that account numbers may vary from quarter to quarter.  UGI also asserts that some transmission accounts may be DSIC eligible.  UGI at 5-6.  

Resolution:  
We shall retain the requirement of account numbers in the filed DSIC tariffs.  Account numbers are useful in identifying and tracking the work to be covered by the DSIC surcharge.  The inclusion of property lists and account numbers in the model tariff is illustrative to emphasize that we expect DSIC tariffs to reflect eligible account numbers.  The lists of property and account numbers in the model tariff are neither finite nor exclusive.  Whether a project is DSIC eligible is not controlled by the involved account numbers.  A DSIC tariff should be as explicit as possible relative to property listed.  
The model tariff, attached as Appendix A, exemplifies the types of eligible property for each industry type by account number, and includes “other related capitalized costs.”  We shall interpret inclusion of “other related capitalized costs” as allowing for the recovery of a capitalized cost not specified on the list provided that the capitalized cost is an essential part of or necessarily related to the DSIC project for which recovery is sought.  Consistent with the definition of “capitalized cost” in Act 11, however, only those costs that are permitted to be capitalized pursuant to the Uniform System of Accounts and Generally Accepted Accounting Principles will be eligible for DSIC recovery. 
4.  
Undercollections
The draft model tariff provided as follows:

B.  Audit/Reconciliation:  The DSIC is subject to audit at intervals determined by the Commission.  Any cost determined by the Commission not to comply with any provision of 66 Pa C.S. §§ 1350, et seq., shall be credited to customer accounts.  The DSIC is subject to annual reconciliation based on a reconciliation period consisting of the twelve months ending December 31 of each year.  The revenue received under the DSIC for the reconciliation period will be compared to the Company’s eligible costs for that period.  The difference between revenue and costs will be recouped or refunded, as appropriate, in accordance with Section 1307(e), over a one-year period commencing on April 1 of each year.  If DSIC revenues exceed DSIC-eligible costs, such over-collections will be refunded with interest.  Interest on over-collections and credits will be calculated at the residential mortgage lending specified by the Secretary of Banking in accordance with the Loan Interest and Protection Law (41 P.S. §§ 101, et seq.) and will be refunded in the same manner as an over-collection.  
Comments:  PPL asserts that a utility should be able to recover undercollections that are revealed by the reconciliation and audit process.  PPL at 10.  NFGD asserts that refunds and recoupments should be by reconciliation rider.  NFGD at 11.  

Resolution:  Upon review, we agree with NFGD and PPL that a rider is the traditional way to recover reconciliation amounts.  We shall allow the utilities to collect undercollections in the reconciliation rider.  However, the parties are advised that reconciliations and use a rider should not result in significant interclass subsidies or significant inequities due to customer migration into or out of class subject to the rider.  

Section 1358(d)(2) requires a process for customer credits for over collections and collections for ineligible projects and charges to customers for under collections.  This is standard practice for automatic adjustment clauses under Section 1307 of the Public Utility Code and will be applicable to the DSIC as well.  See 66 Pa. C.S. § 1307.

Section 1358 (e) mandates audits and reconciliations consistent with Section 1307(e) procedures.  The provision for audits and reconciliation is included in the model tariff and will be required for every DSIC.

New Matters Raised in Comments
A few commenters raised new items that were not covered in the Tentative Implementation Order.  There are three components to this discussion.
1. 
 Historic Districts 

Comments:  Fillman, Jackson, and Shamp indicate concerns exposed gas meters in historic districts.  

Resolution:  Act 11 does not make specific provisions for gas meters in historic districts.  

2.  
Affordability

Comments:  Bollinger, Fillman and Shamp express concerns about affordability and the fact that utilities should have been doing this over time and/or at shareholder expense.

Resolution:  Act 11 is designed to achieve the infrastructure improvements in a manner as expeditious, reasonable, prudent, and fiscally conservative as possible.

3.  
DSIC Reserve Accounts, Federal Reserve Loan Guarantees, Planning, and Consultations 

Comments:  Perlow suggests that utilities be required to establish DSIC reserve accounts (Perlow at 2), that they be required to request Federal Reserve loan guarantees (Perlow at 2), and that there should be coordinated regional and rural planning relative to scheduling DSIC projects (Perlow at 3).  He also offers to consult.  Perlow at 4.

Resolution:  Utilities using DSICs will be required to account for the funds, whether they are in a reserve account or not.  We do not see a need for federal loan guarantees.  We do appreciate the interest Mr. Perlow has indicated in this matter and hope that the utilities take his suggestion of regional and rural planning to heart in scheduling DSIC-eligible projects and other work.

Conclusion

The enactment of Act 11 provides utilities with an additional rate mechanism to recover the capitalized costs related to repair, improvement and replacement utility infrastructure.  A DSIC can reduce regulatory lag, improve access to capital at lower rates, and accelerate infrastructure improvement and replacement.  This Final Implementation Order and Model Tariff set forth the procedures and guidelines necessary to implement Act 11; THEREFORE,

IT IS ORDERED:

1.
That the Commission hereby adopts the procedures, guidelines, and model tariff for implementation of Act 11 of 2012, as set forth herein. 
2.
That the Commission will initiate a rulemaking proceeding at a separate docket to promulgate regulations regarding the use of a fully-projected future test year in accordance with 66 Pa. C.S. § 315. 
3.
That the Commission will initiate a rulemaking proceeding at a separate docket to promulgate regulations regarding the periodic review of long term infrastructure improvement plans in accordance with 66 Pa. C.S. § 1352(b)(1).  


4.
That when a utility files its respective long-term infrastructure improvement plan with the Commission, it shall serve a copy of the plan on the statutory advocates, the active parties in the utility’s most recent base rate proceeding and Erin Laudenslager, elaudensla@pa.gov, in the Commission’s Bureau of Technical Services.

5.
That if a utility believes that any portion of the information contained in the long term infrastructure improvement plan qualifies as Confidential Security Information under 35 P.S. § 2141 or should be afforded proprietary and confidential treatment, the utility must request proprietary treatment of such information pursuant to a protective order in accordance with 52 Pa. Code § 5.423 (Propriety Information) and 52 Pa. Code §§ 102.1 – 102.4 (Confidential Security Information).  

6.
That the parties receiving a long-term infrastructure improvement plan must file comments within 20 days of receipt of the plan.

7.
That natural gas distribution companies that file a long term infrastructure improvement plan, shall continue to comply with the separate filing requirements of 52 Pa. Code § 59.38 for projects, even after the long term infrastructure improvement plan is approved.  

8.
That the Law Bureau in conjunction with the Bureau of Technical Services shall convene, at a separate docket, a stakeholder working group to consider issues pertaining to cost of equity/return on equity as related to a Distribution System Improvement Charge mechanism (DSIC) under Act 11. The Commission will send a Secretarial Letter to all parties of interest, and post the letter on its website, inviting participation in the working group.

9.
That a copy of this Final Implementation Order shall be published in the Pennsylvania Bulletin and posted on the Commission’s website at www.puc.state.pa.us. 
10.
That a copy of this Implementation Order be served on all jurisdictional water and wastewater companies, electric distribution companies, natural gas distribution companies and Philadelphia Gas Works, and the statutory advocates.
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BY THE COMMISSION

Rosemary Chiavetta

Secretary

(SEAL)

ORDER ADOPTED:  August 2, 2012 
ORDER ENTERED:   August 2, 2012
In addition to the net charges provided for in this Tariff, a charge of ___% will apply consistent with the Commission Order dated _____________ at Docket No. ______________, approving the DSIC.

[NOTE:  THIS MODEL TARIFF IS EXPRESSED IN TERMS OF “DISTRIBUTION SYSTEMS.”  FOR WASTEWATER UTILITIES, THIS REFERS TO THEIR COLLECTION SYSTEMS.]  
1.  General Description

A.  Purpose:  To recover the reasonable and prudent costs incurred to repair, improve, or replace eligible property which is completed and placed in service and recorded in the individual accounts, as noted below, between base rate cases and to provide the Utility with the resources to accelerate the replacement of aging infrastructure, to comply with evolving regulatory requirements and to develop and implement solutions to regional supply problems.  

The costs of extending facilities to serve new customers are not recoverable through the DSIC.  

[NOTE FOR WATER/WASTEWATER:  Utility projects receiving PENNVEST funding or using PENNVEST surcharges are not DSIC-eligible property to the extent of the PENNVEST funding or surcharge.]  

B.  Eligible Property:  The DSIC-eligible property[
] will consist of the following:  [CHOOSE UTILITY TYPE]
[ELECTRIC DISTRIBUTION COMPANIES]

· Poles and towers (account 364);

· Overhead conductors (account 365) and underground conduit and conductors (accounts 366 and 367);

· Line transformers (account 368) and substation equipment (account 362);

· Any fixture or device related to eligible property listed above

including insulators, circuit breakers, fuses, reclosers, grounding wires, crossarms and brackets, relays, capacitors, converters and condensers; 

· Unreimbursed costs related to highway relocation projects where an electric distribution company must relocate its facilities; and

· Other related capitalized costs.

[NATURAL GAS DISTRIBUTION COMPANIES AND CITY NATURAL GAS DISTRIBUTION OPERATIONS]

· Piping (account 376);

· Couplings (account 376);

· Gas services lines (account 380) and insulated and non-insulated fittings 


(account 378);

· Valves (account 376);

· Excess flow valves (account 376);

· Risers (account 376);

· Meter bars (account 382);

· Meters (account 381);

· Unreimbursed costs related to highway relocation projects where a natural gas distribution company or city natural gas distribution operation must relocate its facilities; and

· Other related capitalized costs.

[WATER UTILITIES]
· Services (account 333000), meters (account 334100) and hydrants (account 335000) installed as in-kind replacements for customers;

· Mains and valves (account 331800) installed as replacements for existing facilities that have worn out, are in deteriorated condition, or are required to be upgraded to meet under 52 Pa Code § 65 (relating to water service);

· Main extensions (account 331800) installed to eliminate dead ends and to implement solutions to regional water supply problems that present a significant health and safety concern for customers currently receiving service from the water utility;

· Main cleaning and relining (account 331800) projects; and

· Unreimbursed costs related to highway relocation projects where a water utility must relocate its facilities; and

· Other related capitalized costs.

[WASTEWATER UTILITIES]

· Collection sewers (account 360), collecting mains (account 360), and service laterals (account 361), including sewer taps, curbstops, and lateral cleanouts installed as in-kind replacements for customers;

· Collection mains (account 361) and valves (account 367) for gravity and pressure systems and related facilities such as manholes, grinder pumps, air and vacuum release chambers, cleanouts, main line flow meters, valve vaults, and lift stations installed as replacements or upgrades for existing facilities that have worn out, are in deteriorated condition, or are required to be upgraded by law, regulation, or order; 

· Collection main extensions (account 381) installed to implement solutions to wastewater problems that present a significant health and safety concern for customers currently receiving service from the wastewater utility; 

· Collection main rehabilitation (account 360) including inflow and infiltration projects; 

· Unreimbursed costs related to highway relocation projects where a wastewater utility must relocate its facilities; and

· Other related capitalized costs.

C.  Effective Date:  The DSIC will become effective (EFFECTIVE DATE).

2.  Computation of the DSIC

A.  Calculation:  The initial DSIC, effective (EFFECTIVE DATE), shall be calculated to recover the fixed costs of eligible plant additions that have not previously been reflected in the Utility’s rates or rate base and will have been placed in service between (THREE-MONTH PERIOD ENDING ONE MONTH PRIOR TO EFFECTIVE DATE).  Thereafter, the DSIC will be updated on a quarterly basis to reflect eligible plant additions placed in service during the three-month periods ending one month prior to the effective date of each DSIC update.  Thus, changes in the DSIC rate will occur as follows:

	Effective Date of Change
	Date to which DSIC-Eligible Plant Additions Reflected

	
	(CHART TO BE FILLED IN BY UTILITY)

	
	

	
	

	
	


[THE FOLLOWING PARAGRAPHS PERTAIN TO WATER, WASTEWATER, ELECTRIC DISTRIBUTION, AND NATURAL GAS DISTRIBUTION UTILITIES ONLY.  FOR CITY NATURAL GAS DISTRIBUTION OPERATIONS, SEE BELOW.]
B.  Determination of Fixed Costs:  The fixed costs of eligible distribution system improvements projects will consist of depreciation and pre-tax return, calculated as follows: 

1.  Depreciation:  The depreciation expense shall be calculated by applying the annual accrual rates employed in the Utility’s most recent base rate case for the plant accounts in
which each retirement unit of DSIC-eligible property is recorded to the original cost of DSIC-eligible property. 

2.  Pre-tax return:  The pre-tax return shall be calculated using the statutory state and federal income tax rates, the Utility’s actual capital structure and actual cost rates for long-term debt and preferred stock as of the last day for the three-month period ending one month prior to the effective date of the DSIC and subsequent updates.  The cost of equity will be the equity return rate approved in the Utility’s last fully litigated base rate proceeding for which a final order was entered not more than two years prior to the effective date of the DSIC. If more than two years shall have elapsed between the entry of such a final order and the effective date of the DSIC, then the equity return rate used in the calculation will be the equity return rate calculated by the Commission in the most recent Quarterly Report on the Earnings of Jurisdictional Utilities released by the Commission.  

C.  Application of DSIC:  The DSIC will be expressed as a percentage carried to two decimal places and will be applied to the total amount billed to each customer for distribution service [WATER and WASTEWATER UTILITIES ONLY:  for service] under the Utility’s otherwise applicable rates and charges, excluding amounts billed for [WATER UTILITIES ONLY:  public fire protection service] and the State Tax Adjustment Surcharge (STAS).  To calculate the DSIC, one-fourth of the annual fixed costs associated with all property eligible for cost recovery under the DSIC will be divided by the Utility’s projected revenue for distribution service (including all applicable clauses and riders) for the quarterly period during which the charge will be collected, exclusive of [WATER UTILITIES ONLY:  revenues from public fire protection service and] the STAS.

D.  Formula:  The formula for calculation of the DSIC is as follows:

DSIC
 =
(DSI * PTRR)+Dep+e

PQR

Where:

DSI       =
Original cost of eligible distribution system improvement projects net of accrued depreciation.

PTRR  
=
Pre-tax return rate applicable to DSIC-eligible property.

Dep     
=
Depreciation expense related to DSIC-eligible property.

e 
=
Amount calculated under the annual reconciliation feature or Commission audit, as described below. 
PQR
 =
Projected quarterly revenues for distribution service (including all applicable clauses and riders) from existing customers plus netted revenue from any customers which will be gained or lost by the beginning of the applicable service period.  


[NOTE:  UTILITY TO MAKE ELECTION AND STATE WHETHER SUCH QUARTERLY REVENUES WILL BE DETERMINED ON THE BASIS OF EITHER THE SUMMATION OF PROJECTED REVENUES FOR THE APPLICABLE THREE-MONTH PERIOD OR ONE-FOURTH OF PROJECTED ANNUAL REVENUES.]  

[NOTE:  The DSIC calculation does not factor in the plant of acquired troubled companies or the revenue of customers acquired from troubled companies until such plant and customer rates have been part of a base rate case by the acquiring utility.]

[FOR CITY NATURAL GAS DISTRIBUTION OPERATIONS ONLY]

B.  Recoverable Costs:  The recoverable costs shall be amounts reasonably expended or incurred to purchase and install eligible property and associated financing costs, if any, including debt service, debt service coverage, and issuance costs. 

C.  Application of DSIC:  The DSIC will be expressed as a percentage carried to two decimal places and will be applied to the total amount billed to each customer for distribution service under the Utility’s otherwise applicable rates and charges.  To calculate the DSIC, one-fourth of the annual recoverable costs associated with all property eligible for cost recovery under the DSIC will be divided by the Utility’s projected revenue for distribution services (including all applicable clauses and riders) for the quarterly period during which the charge will be collected.

D.  Formula:  The formula for calculation of the DSIC is as follows:

DSIC  =  DSI + e

          PQR

Where:

DSI   
=
Recoverable costs (defined in Section B. directly above) 
e 
=
the amount calculated under the annual reconciliation feature or Commission audit, as described below. 

PQR
=
Projected quarterly revenues for distribution service (including all applicable clauses and riders) including any revenue from existing customers plus netted revenue from any customers which will be gained or lost by the beginning of the applicable service period.  


[NOTE:  UTILITY TO MAKE ELECTION AND STATE WHETHER SUCH QUARTERLY REVENUES WILL BE DETERMINED ON THE BASIS OF EITHER THE SUMMATION OF PROJECTED REVENUES FOR THE APPLICABLE THREE-MONTH PERIOD OR ONE-FOURTH OF PROJECTED ANNUAL REVENUES.]  

3.  Quarterly Updates:  Supporting data for each quarterly update will be filed with the Commission and served upon the Commission’s Bureau of Investigation and Enforcement, the Office of Consumer Advocate, and the Office of Small Business Advocate at least ten (10) days prior to the effective date of the update.

4.  Customer Safeguards
A.  Cap:  The DSIC is capped at 5.0% of the amount billed to customers for distribution service (including all applicable clauses and riders) as determined on an annualized basis.

[Note:  Several water utilities have Commission-approved DSICs that are capped at 7.5% of the amount billed for service.]

B.  Audit/Reconciliation:  The DSIC is subject to audit at intervals determined by the Commission.  Any cost determined by the Commission not to comply with any provision of 66 Pa C.S. §§ 1350, et seq., shall be credited to customer accounts.  The DSIC is subject to annual reconciliation based on a reconciliation period consisting of the twelve months ending December 31 of each year.  The revenue received under the DSIC for the reconciliation period will be compared to the Company’s eligible costs for that period.  The difference between revenue and costs will be recouped or refunded, as appropriate, in accordance with Section 1307(e), over a one-year period commencing on April 1 of each year.  If DSIC revenues exceed DSIC-eligible costs, such over-collections will be refunded with interest.  Interest on over-collections and credits will be calculated at the residential mortgage lending specified by the Secretary of Banking in accordance with the Loan Interest and Protection Law (41 P.S. §§ 101, et seq.) and will be refunded in the same manner as an over-collection.  

C.  New Base Rates:  The DSIC will be reset at zero upon application of new base rates to customer billings that provide for prospective recovery of the annual costs that had previously been recovered under the DSIC.  Thereafter, only the fixed costs of new eligible plant additions that have not previously been reflected in the Utility’s rates or rate base will be reflected in the quarterly updates of the DSIC.  

D.  Customer Notice:  Customers shall be notified of changes in the DSIC by including appropriate information on the first bill they receive following any change.  An explanatory bill insert shall also be included with the first billing.

E.  All customer classes:  The DSIC shall be applied equally to all customer classes.

F.  Earning Reports:  The DSIC will also be reset at zero if, in any quarter, data filed with the Commission in the Utility’s then most recent Annual or Quarterly Earnings reports show that the Utility would earn a rate of return that would exceed the allowable rate of return used to calculate its fixed costs under the DSIC as described in the pre-tax return section.  [NOTE:  THIS PARAGRAPH IS NOT APPLICABLE TO CITY NATURAL GAS DISTRIBUTION OPERATIONS UTILITIES.]
G.  Public Fire Protection:  The DSIC of a water utility will not apply to public fire protection customers.

�  On behalf of:  Industrial Energy Consumers of PA; Columbia Industrial Intervenors; Met-Ed Industrial Users Group; Penelec Industrial Customers Alliance; Penn Power Users Group; Philadelphia Area Industrial Energy Users Group; Philadelphia Industrial and Commercial Gas Users Group; PP&L Industrial Customer Alliance; and West Penn Power Industrial Intervenors. 


�  The separate DSIC provisions in Section 1307(g) providing for a sliding scale of rates for water utilities have been deleted in lieu of the general DSIC provisions established in Act 11.


� Bills calculated under the “bills-rendered” basis are computed based on the effective tariff rate at the time of the bill.  Bills calculated under the “service-rendered” basis are prorated based on service rendered before and after a tariff rate change.


�  In developing the quarterly report on earnings and cost of equity referenced in Section 1357(b), the Commission uses a variety of barometer groups and cost of equity models to develop an appropriate range of reasonableness for the equity cost rates for each industry group that is reflective of current market and industry conditions and is consistent with the analysis used by the Commission to determine the cost of equity in litigated rate cases.  The range of reasonable common equity cost rates calculated by staff is reviewed by the Commission in setting the common equity cost rate used to set the DSIC rate.  These reports are released to the public on a quarterly basis.


�  Those water utilities had operated for many years under a 5% DSIC cap, had accelerated their rate of infrastructure replacement, and had demonstrated that an increase over the then-current DSIC cap was necessary and in the public interest.


[1  Whether a project is DSIC eligible is not controlled by the account number.  The listing of projects and inclusion of account numbers in the model tariff is illustrative to emphasize that DSIC tariffs must reflect account numbers.  The lists of property and account numbers in the model tariff are neither finite nor exclusive.  
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