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BY THE COMMISSION:


Before the Commission for consideration and disposition is the Recommended Decision of Administrative Law Judge (ALJ) Katrina L. Dunderdale, issued on May 29, 2008, relative to the above-captioned general rate increase proceedings, and the Exceptions and Replies filed with respect thereto.



On June 13, 2008, Total Environmental Solutions, Inc. (TESI or Company) and the Office of Consumer Advocate (OCA) each filed Exceptions to the Recommended Decision.  Reply Exceptions were filed by the following Parties: (1) the OCA, on June 20, 2008; (2) TESI, on June 20, 2008; and (3) the Office of Trial Staff (OTS), on June 20, 2008. 

I.
 Introduction TC "I.
 Introduction" \f C \l "1" 
A.
History of the Proceeding TC "A.
History of the Proceeding" \f C \l "2" 




On October 30, 2007, TESI filed Supplement No. 1 to Tariff Water – Pa. P.U.C. No. 4 at Docket No. R‑00072493, to become effective on December 30, 2007.  TESI proposed to increase water rates to produce $272,121 in additional annual operating revenues, based on a test year ending December 31, 2007.  The Company proposed the water rate increase should become effective on or about December 30, 2007.  TESI engages in the business of furnishing water services to approximately 1,982 residential, 45 commercial, and 3,454 availability customers in portions of Sandy Township, Clearfield County, Pennsylvania.  For all metered rates, TESI proposed an overall increase in rates of 60.4%.  



In addition, on October 30, 2007, the Company filed Supplement No. 3 to Tariff Wastewater – Pa. P.U.C. No. 4 at Docket No. R‑00072495, to become effective on December 30, 2007, in which the Company proposed to increase sewer rates to produce $286,615 in additional annual operating revenues, based on a test year ending December 31, 2007.  The Company proposed the wastewater rate increase should become effective on or about December 30, 2007.  TESI engages in the business of furnishing wastewater services to approximately 1,982 residential, 45 commercial, and 3,454 availability customers in portions of Sandy Township, Clearfield County, Pennsylvania.  For all customers except availability customers, TESI proposed a 29.5% increase in overall rates.  

On December 20, 2007, the Commission suspended the proposed tariff supplement docketed at R-00072493 until July 30, 2008, and ordered an investigation into the general rate increase requested by TESI.  By the same Order, the Commission assigned this case to the Office of Administrative Law Judge (OALJ).

On December 20, 2007, the Commission suspended the proposed tariff supplement docketed at R-00072495 until July 30, 2008, and ordered an investigation into the general rate increase requested by TESI.  By the same Order, the Commission assigned this case to the OALJ.



In accordance with the Commission's order, the matters were assigned to Administrative Law Judge (ALJ) Katrina L. Dunderdale.  The Commission’s Office of Trial Staff (OTS) entered its appearance in this proceeding.  In addition, the Office of Consumer Advocate (OCA) entered its appearance and, on November 28, 2007, the OCA filed a Complaint in R-00072493, which is docketed at R-00072493C0001.  The OCA also filed a Complaint in R-00072495, which is docketed at R‑00072495C0001.  Various individuals filed Formal Complaints on R-00072493 and on R-00072495.  Those individuals chose not to participate as active parties.  


In separate orders dated February 29, March 6, and March 29, 2008, ALJ Dunderdale consolidated the individual Formal Complaint proceedings and the water and wastewater rate proceedings at R-00072493 and R-00072495.  


ALJ Dunderdale held a telephonic public input session on March 20, 2008, at which twelve witnesses presented sworn testimony.  She conducted an evidentiary hearing in this matter in Harrisburg on April 17, 2008, at which TESI, the OTS and the OCA participated.  Those Parties also presented witnesses and Exhibits, the list of which was attached to the Recommended Decision as Appendix A.  The record officially closed on May 5, 2008.  TESI, the OTS and the OCA filed Main and Reply Briefs in accordance with the established schedule.



ALJ Dunderdale’s Recommended Decision was issued on May 29, 2008.  In her Recommended Decision, the ALJ found, inter alia, that TESI - Water and TESI - Wastewater should be permitted to establish rates for water service and for wastewater service which will produce, for wastewater, an overall increase in annual operating revenues of $72,793, and will produce, for water, an overall decrease in annual operating revenues of $3,584.  


Exceptions and Reply Exceptions to the Recommended Decision were filed as above noted.  
B.
Public Input Hearings TC "B.
Public Input Hearings" \f C \l "2" 
ALJ Dunderdale conducted one telephonic Public Input Hearing on March 20, 2008, from which a transcript was produced consisting of fifty-three pages.  The ALJ highlighted the substance of the testimonies received that day, as follows:
1. Jack W. Read owns property along Treasure Lake and is a customer of TESI-Water and Sewer.  He filed a complaint against TESI on December 12, 2007.  He testified that the proposed 29% to 60% increases are unreasonable and should be spread evenly across the various classes of customers.  He stated that he resents being asked to pay more than other users or potential users.  He testified that there are water quality issues with black, sand-like, brownish water with a strong chlorine taste.
2. David M. Carrick owns property along Treasure Lake.  He testified that the proposed rate increase is astronomical and, if approved, should be implemented more gradually.  He also testified he does not understand how availability fees do not translate into 100% profit for the Company.  He testified that there are water quality issues with muddy water that leaves a residue.
3. Carol A. Rusnak owns property along Treasure Lake.  She testified that the proposed rate increase is “obscene” and insists that TESI’s customers should not have to pay TESI’s bank penalties.  She stated that she does not understand how TESI can lose money on availability lots, insisted that TESI’s tariff claims are inconsistent and she found TESI’s notice too confusing.  She also testified that there are water quality issues with brown and black water.
4. Rolland Godfrey owns property along Treasure Lake.  He testified that he is on a fixed income and the proposed rate increases are unreasonable.  He stated that TESI needs to look for ways to cut its costs before asking for a rate increase.
5. Betty L. Heberling owns property along Treasure Lake but lives elsewhere during the winter.  She testified that the proposed increase is too large.  She complained that she has to pay a minimum amount, which is too high, when she doesn’t use any services during the winter months.  In addition, she stated that there are water quality issues with dirty water.
6. Patricia Hill lives in Cabot, Pennsylvania, but owns a vacant lot along Treasure Lake.  She testified that the cost of water and sewer has risen greatly since she purchased the vacant lot over twenty years ago.  She stated that it is unfair for TESI to expect availability customers to pay for services they don’t use and which benefit other customers.  
7. William D. Krach owns property along Treasure Lake.  He testified that TESI’s billing practices are unfair and misleading because TESI bills in 1000-gallon increments.  He stated that TESI does not encourage conservation through its billing practices and that, during a drought in the summer of 2007, TESI never informed its customers about the need to conserve.
8. Roland Bechtel has owned property along Treasure Lake for more than 15 years.  He testified that TESI’s rate structure has minimum fees which, with the large number of vacant lots, should leave TESI with more than enough revenues to cover costs.  He testified that he is on a fixed income and that TESI is mismanaged, having just moved into a more expensive location.  He also stated that there are periods of brownout with the water that date back six or seven years.
9. Silas Platt owns property along Treasure Lake where he resides in the summer.  He resides in Napa, California during the winter.  He testified that the proposed increases are outrageous and unwarranted.  He complained that he pays a minimum monthly fee of $35.20 even when he doesn’t live there in the winter.  He testified that he pays seven dollars more per month to TESI during the winter months, when he does not reside there, than he pays per month in California during the same month for water and sewer he actually uses.  He also stated that the water is of poor quality and the customer service is substandard.
10. Steve Tuller owns property along Treasure Lake.  He testified that the proposed increase is excessive and that TESI has not justified the request.  He stated that the services are substandard and there are continual water line breaks which result in fouled water.
11. Esther Carrick owns property along Treasure Lake.  She testified that the water quality is bad, with brown water and frequent laundry stains.  She stated that the problem with water quality has worsened over the last five to six years.
12. Loren Bishop owns property along Treasure Lake.  He testified that the proposed increase is exorbitant and overbearing.  He also stated that the quality is inconsistent.

R.D. at 4-6.


The ALJ concluded that, based on her review of the public input testimony and the Company’s responses, the Company responded thoroughly and responsibly.  She stated that she saw no basis on which to direct future action based on water quality issues at this time.  R.D. at 6.
C.
Description of the Company TC "C.
Description of the Company" \f C \l "2"  


TESI is a regulated Pennsylvania public utility and a registered Pennsylvania corporation, which furnishes water and wastewater services to approximately 1,982 residential, 45 commercial, and 3,454 availability customers in portions of Sandy Township, Clearfield County, Pennsylvania.  Its principal executive offices are located in Baton Rouge, Louisiana.  TESI Witness Fogelsanger Sewer St. 1 at 1; SDF Exhibit 1 at 2; Water St. 1; SDF Exh. 1.

D.
Rate Increase TC "D.
Rate Increase" \f C \l "2" 
1.
Water Rate Proceeding TC "1.
Water Rate Proceeding" \f C \l "3" 


On October 30, 2007, TESI filed Supplement No. 1 to Tariff Water – Pa. P.U.C. No. 4 at Docket No. R‑00072493, to become effective on December 30, 2007.  In the Supplement, the Company proposed to increase water rates to produce $272,121 in additional annual operating revenues, based on a test year ending December 31, 2007.  The Commission suspended the proposed supplement until July 31, 2008.  For all metered rates, TESI proposed an overall increase in rates of 60.4%.  As a result of various revisions and updates made by the Company during the course of the proceeding, TESI was able to reduce its requested increase to $160,775.  TESI M.B., Table I.  Schedules setting forth the Company’s final revenue, expense and rate base claims were attached to TESI-Water’s Main Brief as Tables I and II.  


The OTS recommended TESI-Water receive no more than $48,179 in additional annual revenues.  OTS M.B. Water at 5, OTS Appendix – Table I.  The OTS posited that a fair overall rate of return for TESI-Water is attained by utilization of a hypothetical capital structure consisting of 55% debt and 45% common equity, a 10.65% cost rate of common equity, resulting in an overall rate of return of 8.32%.  OTS M.B. at 7.  The OTS also averred that TESI’s proposed use of a hypothetical capital structure of 45% debt and 55% equity, a 6.41% long-term debt cost rate and an 11.4% cost of common equity is clearly excessive, is contrary to established ratemaking principles and would unfairly favor TESI at the expense of ratepayers.  OTS M.B. at 7.



The OCA posited that TESI-Water should be permitted to increase annual revenues in the amount of $80,807, a 13.56 % increase.  OCA M.B. at 2.  The OCA stated that a fair overall rate of return for TESI-Water is attained by utilization of a hypothetical capital structure consisting of 55% debt and 45% common equity, a 9.89% cost rate of common equity, resulting in an overall rate of return of 8.26%.  OCA M.B. at 42.  The OCA opined that its recommendation would assure confidence in the financial integrity of the enterprise.  Additionally, the return on equity and debt cost rates would also represent a fair balancing of the investor and the consumer interests involved here, and, as such, are in the public interest.  OCA M.B. at 43. 



TESI requested that it receive $160,775 in additional annual water revenues.  TESI-Water M.B. at 3.  TESI posited that the proper capital structure to use for TESI-Water is 45% long-term debt and 55% common equity.  TESI recommends a long-term debt cost rate of 6.41% and a return on common equity of 11.4%.  This structure results in an overall return of 9.15%.  TESI-Water M.B. at 4.

2.
Wastewater Rate Proceeding TC "2.
Wastewater Rate Proceeding" \f C \l "3" 
On October 30, 2007, the Company filed Supplement No. 3 to Tariff Wastewater – Pa. P.U.C. No. 4 at Docket No. R‑00072495, to become effective on December 30, 2007.  In the Supplement, the Company proposed to increase sewer rates to produce $286,615 in additional annual operating revenues, based on a test year ending December 31, 2007.  The Commission suspended the proposed supplement until July 31, 2008.  For all customers except availability customers, TESI proposed a 29.5% increase in overall rates.  The availability customers’ rates would remain the same under the TESI proposal.


The OTS recommended that TESI-Wastewater should receive no more than $99,336 in additional annual revenues and it summarized its position in Table I (Income Summary), Table II (Summary of OTS Adjustments), and Table III (Rate of Return).  Those Tables were attached to its Main Brief as Appendix A. OTS M.B. Wastewater at 5; OTS Appendix A.  The OTS posited that a fair overall rate of return for TESI-Wastewater is attained by utilization of a hypothetical capital structure consisting of 55% debt and 45% common equity, a 6.41% long-term debt cost rate and a 10.65% cost rate of common equity, resulting in an overall rate of return of 8.32%.  OTS M.B. at 7.  The OTS averred that TESI’s proposed use of a hypothetical capital structure of 45% debt and 55% equity and an 11.4% cost of common equity is clearly excessive, is contrary to established ratemaking principles and would unfairly favor TESI at the expense of its ratepayers.  OTS M.B. at 7.



The OCA argued that the Commission should deny TESI’s request for an increase and it proposed that the TESI-Wastewater rate increase should not exceed $99,907, which would amount to a 10.28% increase.  OCA M.B. at 2.  The OCA stated that a fair overall rate of return for TESI-Water is attained by utilization of a hypothetical capital structure consisting of 45% debt and 55% common equity, and a 9.89% cost rate of common equity, resulting in an overall rate of return of 8.26%.  OCA M.B. at 42.  The OCA recommended that the Commission adjust TESI’s request for a revenue increase and posited its proposal will provide TESI-Wastewater with a rate of return commensurate with returns on investments in other enterprises having corresponding risks.  Its recommendation would also assure confidence in the financial integrity of the enterprise.  This return on equity and debt cost rates represent a fair balancing of the investor and the consumer interests involved here, and, as such, are in the public interest.  OCA M.B. at 43. 



TESI requested that it receive $206,806 in additional annual wastewater revenues.  TESI-Sewer M.B. at 3 and Table I.  TESI contended that the proper capital structure to use for TESI-Wastewater is 45% long-term debt and 55% common equity.  The long-term debt cost rate is 6.41% and the opportunity cost of common equity is 11.4%.  This structure results in an overall return of 9.15%.  TESI-Sewer M.B. at 4.
E.
Burden of Proof TC "E.
Burden of Proof" \f C \l "2" 


The public utility alone carries the burden of proof to establish the justness and reasonableness of every element of its rate increase in all proceedings conducted under Section 1308(d) of the Public Utility Code.  The standard of proof which a public utility must meet is set forth in Section 315(a) of the Public Utility Code, 66 Pa. C.S. §315(a), which reads as follows:

Reasonableness of rates.  In any proceeding upon the motion of the Commission, involving any proposed or existing rate of any public utility, or in any proceeding upon complaint involving any proposed increase in rates, the burden of proof to show that the rate involved is just and reasonable shall be upon the public utility.

66 Pa. C.S. §315(a).



The relevant statutory provision of Section 315(a) of the Public Utility Code clearly shows that the intent of the legislature was that the public utility carry the burden of proving the justness and reasonableness of proposed and existing rates.  The Commonwealth Court, in reviewing Section 315(a), interpreted the utility's burden of proof in rate proceedings as follows:

Section 315(a) of the Public Utility Code, 66 Pa. C.S. §315(a), places the burden of proving the justness and reasonableness of a proposed rate hike squarely on the public utility.  It is well established that the evidence adduced by a utility to meet this burden must be substantial.

Lower Frederick Twp. v. Pennsylvania Public Utility Commission, 409 A.2d 505, 507 (Pa. Cmwlth. 1980).  See also, Brockway Glass v. Pennsylvania Public Utility Commission, 437 A.2d 1067 (Pa. Cmwlth. 1981).  In rate proceedings, well-established case law confirms that the burden of proof does not shift away from the public utility to the parties challenging a rate increase.  The utility’s burden to establish the justness and reasonableness of every component of its rate request remains an affirmative burden which adheres to the public utility throughout the rate proceeding.



The Commission has affirmed the utilities’ burdens of proof in base rate proceedings in numerous cases including Pennsylvania Public Utility Commission v. Equitable Gas Co., 57 Pa P.U.C. 423, 471 (1983); Pennsylvania Public Utility Commission v. Breezewood Telephone Company, 74 Pa. P.U.C. 431 (1991); and Pennsylvania Public Utility Commission v. National Fuel Gas Distribution Corp., 1994 Pa. P.U.C. LEXIS 134 *5 (1994).  



Accordingly, in the instant proceeding, we find that TESI must affirmatively prove the reasonableness of every element of its claim.  The OTS and OCA submit that TESI has consistently failed to meet its statutory burden of proof.

II.
Rate Base TC "II.
Rate Base" \f C \l "1" 
A.
Annual Depreciation Expense TC "A.
Annual Depreciation Expense" \f C \l "2" 
1.
Water Rate Proceeding TC "1.
Water Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties


TESI’s filing proposed original cost plant-in-service at future test year end of $4,855,092 and accrued depreciation expense of $2,995,180.  The annual depreciation expense claimed was $121,710.  The initial claim for total rate base was $1,700,562.  In the course of presenting its case, TESI updated its rate base claim to reflect a reduced level of materials and supplies, reducing the rate base to $1,691,253.  R.D. at 10-11.



The OTS offered several adjustments to TESI’s claim of plant-in-service and accumulated depreciation reserve.  The OTS asserted that TESI’s plant-in-service should be reduced by $36,735 as a result of claimed plant-in-service that has not yet been placed in service.  The annual depreciation expense associated with that adjustment is $595, which should also be removed.  OTS St. 3 at 5-6.  In addition, the OTS argued that assets totaling $232,567 are jointly used for water and sewer operations.  Accordingly, the OTS asserted that 50% of those assets must be removed from water operations together with accrued depreciation of $75,195 and a total annual depreciation expense adjustment of $18,741.  Id.     at 7.  

b.
ALJ’s Recommendation



The ALJ noted that TESI accepted many of the recommended adjustments provided that the OTS accepted corresponding adjustments to TESI’s sewer operations.  According to the ALJ, TESI reduced its rate base claim by $17,176, for an adjusted claim of $1,674,078.  TESI’s acceptance of certain adjustments resulted in a revised annual depreciation expense of $104,093.  The ALJ recommended that the Commission adopt the OTS’ adjustment requests and accept the adjustments made by TESI which served to reduce annual depreciation expense for the future test year plant additions by $17,617 and use a revised annual depreciation expense of $104,093.  R.D. at 13.

c.
Exceptions and Reply Exceptions


TESI states that it presented actual 2007 results along with accrued depreciation reserve and the 2007 annual depreciation expense associated with that plant-in-service in surrebuttal testimony.  TESI also observes that both the OCA and the OTS accepted the updated 2007 plant-in-service results.  TESI argues that given the acceptance of the updated 2007 plant-in-service results, the ALJ erred in adopting the OTS’ adjustment of the $566 reduction to depreciation expense.  According to TESI, once “one accepts the reduction to plant in service, as the OTS does, there is no remaining depreciation expense issue because the annual depreciation expense was recalculated as well.”  Company Exc. at 15.



In its Reply Exceptions, the OTS acknowledges that the $566 adjustment has been recognized in the updated plant-in-service results and need not be counted again.  OTS R. Exc. at 14.

d.
Disposition



The OTS is correct that the initially recommended $566 adjustment has been recognized in the updated 2007 plant-in-service results provided by TESI in surrebuttal testimony.  On that basis, we find that there is no need to make an additional $566 adjustment.  Accordingly, we grant TESI’s exception and modify the ALJ’s recommendation.
B.
Original Plant-in-Service TC "B.
Original Plant-in-Service" \f C \l "2" 
1.
Future Test Year Plant and Shared Plant Additions TC "1.
Future Test Year Plant and Shared Plant Additions" \f C \l "3" 
a.
Positions of the Parties


The OTS recommended an adjustment of $43,650 to remove plant assets shared between the water and wastewater operations.  TESI responded and proposed to move $43,650 of shared plant from the water assets and add that amount to the wastewater proceeding.  As noted by the ALJ, the OTS adjustment results in $43,650, which is half the original cost plant-in-service ($235,052) or $117,526 less $73,876 of accrued depreciation.  The remaining sum of $43,650 was the recommended adjustment by the OTS, which should be removed from the water plant and should be added to the wastewater plant.  R.D. at 15.



TESI agreed with the OTS’ shared plant adjustment provided that the adjustments are adopted by the Commission in the wastewater proceeding, and the plant and depreciation elements should be included in rate base and depreciation expense in the wastewater proceeding.  The OTS agreed with TESI’s position.  R.D. at 15-16.


Consistent with the discussion regarding the shared plant adjustment in the water rate proceeding, above, both the OTS and TESI agreed that the plant and depreciation adjustments should result in a positive adjustment of $43,650 to TESI’s wastewater rate base and its depreciation expense for wastewater operations should be increased by $18,741.  R.D. at 16-17.

b.
ALJ’s Recommendation



The ALJ recommended adopting the OTS/TESI proposed adjustments to the water and wastewater proceedings.  The ALJ recommended adoption of the $43,650 increase to the wastewater rate base and an increase of $18,741 in the wastewater annual depreciation expense.  Corresponding negative adjustments should be made to TESI’s water rate base and water annual depreciation expense.  R.D. at 16-17.
c.
Disposition 



We agree with the ALJ’s recommendation on this issue and find that the proposed adjustments are reasonable and in the public interest.  Accordingly, there should be a $43,650 increase to the wastewater rate base and an increase of $18,741 in the wastewater annual depreciation expense.  Corresponding negative adjustments must be made to TESI’s water rate base and water annual depreciation expense.

2.
Inventoried Materials and Supplies TC "2.
Inventoried Materials and Supplies" \f C \l "3" 
a.
Introduction TC "a.
Introduction" \f C \l "4" 

In both the water and wastewater proceedings, TESI initially claimed $18,618 and $42,268, respectively, in rate base for materials and supplies.  TESI modified its claim to $9,309 in the water proceeding and $11,969 in the wastewater proceeding.  In its Main Brief, TESI revised the claim for the water proceeding upward to $11,969.  R.D. at 17.

b.
Water Rate Proceeding TC "b.
Water Rate Proceeding" \f C \l "4" 
i.
Positions of the Parties



TESI-Water stated that a consolidated balance of $18,618 for materials and supplies as of December 31, 2006, indicated that 50% of the balance, or $9,309, should be allocated to the water operations.  However, TESI later argued that data developed in the wastewater side of the proceeding revealed that a 13-month average balance for materials and supplies was $23,939 on a consolidated basis for both water and wastewater operations.  Using that calculation, TESI increased the amount of materials and supplies for the water operation to $11,969 and stated that amount should be in rate base.


The OTS argued that the claim should be denied in its entirety for the water and the wastewater divisions.  The OTS pointed out that companies have two options when accounting for materials and supplies.  A utility may maintain a detailed inventory of the materials and supplies “on-hand” and record the use of those materials and supplies as an expense when used.  If that method is used, the amount on-hand is stated as an asset on the balance sheet and can be presented in rate base.  Alternatively, a utility may record each and every purchase of materials and supplies as an expense when the purchase is made.  In that instance, no inventory record is maintained and no materials and supplies are listed on the balance sheet and are not presented as part of rate base.  R.D. at 20.  Here, the OTS argued that, since TESI did not provide an inventory list of materials and supplies, they are presumed to have expensed them when used.  Accordingly, this account should not be presented in rate base.

ii.
ALJ’s Recommendation



The ALJ referenced the OTS’ argument made in the wastewater proceeding on this issue and determined that TESI had failed to produce an inventory of the materials and supplies referred to on the balance sheets in both the water rate proceeding and the wastewater proceeding.  The ALJ found that TESI estimated the level of materials and supplies based upon a 1% measure of its depreciated plant-in-service of $4,226,798.  R.D. at 18.  
The ALJ further found that TESI did not provide an inventory of materials and supplies in its filed balance sheet.  Accordingly, the ALJ determined that TESI’s claim of $11,969 should not be included in rate base, because it is actually an inventory count of items that have been expensed.  Citing to the Commission’s decisions in Pennsylvania Public Utility Commission v. Western Utilities, Inc., 1998 Pa. PUC LEXIS 145; Butler Township Water Company v. Pennsylvania Public Utility Commission, 473 A.2d 219 (Pa. Cmwlth. 1984); and Pennsylvania Public Utility Commission v. City of Lancaster – Sewer Fund, 205 Pa. PUC LEXIS 44, the ALJ determined that since the inventory of materials and supplies balance was expensed, it could not also be presented in rate base.  Accordingly, the ALJ recommended that the Commission disallow the entire claim of $11,969.  R.D. at 19.
iii.
Exceptions and Reply Exceptions

The Exceptions and Reply Exceptions on the materials and supplies issues will be fully discussed in the Wastewater section of this issue, below.

c.
Wastewater Rate Proceeding TC "c.
Wastewater Rate Proceeding" \f C \l "4" 
i.
Positions of the Parties



The ALJ observed that TESI’s initial filing claimed $42,268 in rate base for materials and supplies, based upon 1% of depreciated plant-in-service.  That claim was later revised to $9,309.



As discussed above, the OTS argued that TESI’s claim should be denied in its entirety.  The OTS argued that the Company’s records indicate that the materials and supplies were expensed as purchases were made, and not treated as items that were balance sheet assets and properly included in base rates. 


TESI explained that it used a proxy amount of $9,309 for materials and supplies until an update of materials and supplies could be determined.  Once that update was provided as a 13-month average on a consolidated balance of $23,939, it was then appropriate to reflect 50% of that amount ($11,969) in the rate base for TESI-Wastewater.  R.D. at 20-21.



In response to the OTS’ argument, TESI asserted that there are two types of materials and supplies for ratemaking purposes.  Material and supplies are claimed as an operating expense as ongoing materials and supplies charged directly to those particular operating accounts are used.  The cost of materials and supplies that are purchased as inventory go directly to the balance sheet and are not intermingled with the materials and supplies that are expensed.  TESI argued that it is standard Commission practice to allow a rate base claim for inventoried materials and supplies and an expense claim for expensed materials and supplies.  R.D. at 21.

ii.
ALJ’s Recommendation



The ALJ recommended adoption of the OTS’ position and rejection of the entire materials and supplies claim in rate base.  The ALJ observed that TESI did not provide an inventory of materials and supplies in its filed balance sheet.  Also, the ALJ found that TESI did not address the OTS’ argument that TESI expensed materials and supplies and, accordingly, should not be permitted to recover that claim in rate base.  The ALJ found that, since TESI expensed materials and supplies, it was not entitled to rate base treatment for the same item or items.  

iii.
Exceptions and Reply Exceptions


In its Exceptions, TESI argues that there should have been no adjustment to the TESI-Water rate base claim.  TESI notes that no Party opposed the claim in the water rate proceeding and the ALJ unilaterally rejected it.  Company Exc. at 18.



As to the wastewater proceeding, TESI argues that the ALJ erred by adopting the OTS’ position on the issue.  TESI reiterates that it is common and accepted for a utility to maintain accounts for both expensed materials and supplies (which would not be claimed in rate base) and accounts for inventoried materials and supplies (which may be claimed in rate base).  Here, TESI argues that “the record conclusively demonstrates that the materials and supplies in question are inventoried and correctly subject to rate base treatment.”  Company Exc. at 17.  



TESI states that physical inventory counts are performed twice a year and the inventory is priced based upon the purchase records.  Accordingly, materials and supplies are inventoried by TESI pursuant to the Uniform System of Accounts.  Further, TESI provided the inventory of materials and supplies by month for 2006 to the OTS.  Company Exc. at 17.  TESI admits that although the claim for inventoried materials and supplies did not appear on the balance sheet, but that materials and supplies were listed on a conditional basis for the Company as a whole, not on the balance sheet for Pennsylvania.  However, TESI continues that it was able to obtain specific support for its claim and provided that information to the OTS.  TESI argues that the ALJ erred and its claim should be allowed.  Company Exc. at 17-18.



The OTS rejoins that the ALJ’s adjustment was not proper for the water rate case but was proper for the wastewater rate case.  The OTS notes that an inventory of materials and supplies is “crucial to the determination of the appropriate accounting method because” of the utility’s option to expense or inventory materials and supplies for ratemaking purposes.  OTS R. Exc. at 15.  With an inventory, the amount of materials and supplies on hand is stated as an asset on the balance sheet and can be included in the utility’s measure of value.  Id.


Here, the OTS asserts that, in the wastewater rate proceeding, TESI did not submit an inventory of its materials and supplies; it simply provided an estimate based upon a percentage of TESI’s depreciated plant-in-service.  The OTS argues that this is reflected in TESI’s failure to include an inventory account for materials and supplies in its balance sheet.  However, TESI’s water operations did include such an inventory account in its balance sheet.  Accordingly, the OTS did not challenge the claim on the water rate proceeding side, but did present the challenge on the wastewater side.  



The OTS acknowledges that TESI did provide an inventory of a 13‑month average for water and sewer operations and then allocated 50% to sewer.  However, the OTS argues that the $11,969 claim for the wastewater proceeding “is simply an inventory count of items that have been expensed because those items are not listed on TESI-Sewer’s balance sheet.”  OTS R. Exc. at 16.  The OTS concludes that the ALJ properly rejected TESI’s claim for materials and supplies on the wastewater side but improperly rejected TESI’s claim for materials and supplies on the water side.  Id.
d.
Disposition



We will grant TESI’s Exception as to the water rate proceeding.  As the OTS points out, TESI did provide an inventory of materials and supplies in the balance sheet for the water rate proceeding.  Accordingly, the ALJ’s $9,309 negative adjustment to TESI-Water for materials and supplies shall be reversed.



We will deny TESI’s Exception as to the wastewater rate proceeding.  On the wastewater side of the proceeding, TESI merely submitted an estimated level of materials and supplies based upon a percentage of its depreciated plant-in-service.  Then, in response to the OTS, TESI updated its materials and supplies claim in rebuttal testimony by using a consolidated 13‑month average followed by an allocation of a 50% estimate to the wastewater operations.  There was no inventory of materials and supplies submitted with TESI’s balance sheet in the wastewater proceeding.  On that basis, TESI has failed to satisfy its burden of proof to show that its claim for materials and supplies is properly counted in rate base.  As argued by the OTS, for ratemaking purposes, those items are found to be expensed at the time of purchase.  Accordingly, a negative adjustment of $9,309 must be made to TESI Wastewater’s claim for materials and supplies in the wastewater rate base.   

3.
Cash Working Capital TC "3.
Cash Working Capital" \f C \l "3" 
a.
Positions of the Parties


TESI used the 45 Day or 1/8 method to calculate the cash working capital (CWC) allowance.  This methodology involves subtracting bad debt expense from operating and maintenance expenses.  The resulting number is multiplied by 45, then divided by 365.  The methodology was not disputed by the Parties.  However, the inputs to be used for the level of operating and maintenance expenses were disputed.  R.D. at 22-23.



TESI asserted that its final CWC claim totals $56,089, based upon its revised revenue request.  TESI commented that the final CWC allowance will be determined by the final Commission Order in the case.  R.D. at 23.



The OTS submitted that, based upon its proposed operating and maintenance expense adjustments, a CWC allowance of $47,471 is appropriate.  That figure was calculated as follows: 45 x ($408,376 - $23,331 uncollectible expense / 365) = $47,471.  Overall, this results in an adjustment of $8,618 to the Company’s request.  The OTS argued that the appropriate operating and maintenance expense is $408,376 and that the appropriate bad debt expense is $23,331.  The resulting $47,471 represents a negative adjustment of $8,618.  R.D. at 23.


The OCA recommended a negative adjustment to TESI Water’s CWC allowance of $18,080.  The OCA also recommended a negative adjustment to TESI Wastewater’s CWC of $17,707.  Those adjustments resulted from the OCA’s proposed reductions in operations and maintenance expenses.  R.D. at 23.


As in the TESI-Water proceeding, TESI-Wastewater proposed the 45 Day or 1/8 method to calculate the CWC allowance.  Again, the Parties did not dispute the methodology used by TESI, but did dispute the inputs for the level of operating and maintenance expenses used.  R.D. at 24.



TESI posited that its CWC allowance should be $90,533 based upon its revised revenue request.  R.D. at 24.



The OTS submitted that a CWC allowance for TESI-Wastewater should be $78,649 based upon operating and maintenance expenses of $671,656 and uncollectibles/bad debt of $33,723.  The OTS recommendation results in a negative $11,884 adjustment to TESI’s revised request.  R.D. at 24.



The OCA argued that the CWC allowance for TESI-Wastewater should be adjusted by negative $17,707.  The OCA noted that the CWC allowance will be modified in accord with the total operations and maintenance adjustments adopted in the proceeding.  OCA M.B. at 6.

b.
ALJ’s Recommendation



The ALJ recommended that the Commission modify the CWC allowance consistent with the total operation and maintenance expenses adopted in this proceeding, consistent with the Commission practice of using the 1/8 (12.5%) allocation method.
c.
Disposition



We agree with the ALJ and the Parties that the appropriate methodology to use for cash working capital is the 1/8 (12.5%) allocation method.  Based upon our determinations relating to bad debt expense and Operating and Maintenance expenses, we find that an adjustment of negative $12,912 to the proposed cash working capital for TESI-Water is required based upon the record for Operating and Maintenance expenses and bad debt expense.  This adjustment is based on Operating and Maintenance Expenses of $368,749 and Uncollectible Debt Expense of $23,331.  Similarly, we find that an adjustment of negative $14,098 to the proposed cash working capital for TESI-Wastewater is reasonable and in the public interest.  This adjustment is based on Operating and Maintenance Expenses of $645,205 and Uncollectible Debt of $33,723.

III.
 Revenues TC "III.
 Revenues" \f C \l "1" 
A.
Water Rate Proceeding TC "A.
Water Rate Proceeding" \f C \l "2" 
1.
Positions of the Parties TC "1.
Positions of the Parties" \f C \l "3" 


TESI-Water assesses a separate charge for customers who do not pay their bills on time.  A charge of 1.5% is added per month to a customer’s overdue portion of each delinquent bill when the charge for water service has been overdue at least thirty days.
  TESI-Water received $18,576 in customer penalty revenues in the 2006 historic test year, and used the same amount of pro forma revenues for the 2007 future test year.
  

The OCA did not recommend any adjustment to the Company’s customer penalty revenues.

The OTS recommended that the revenue for customer penalties be increased proportionally with the residential and commercial rates.
  The OTS noted that TESI projects it will receive $18,576 in revenues from customer penalties for the test year ending December 31, 2007.  The OTS recommended that this penalties revenue should increase proportionally when designing rates because, given that customer payment patterns are unlikely to change, revenues from customer penalties will increase as revenues from sales increase.
  As a result, under the Company’s current water revenue request of $160,775, customer penalties revenue should be increased by the 27.10%, or $5,034, which is the same percentage as the residential, commercial and availability customers.  This percentage could be scaled back proportionally if the Commission grants less than the full $160,775 increase.



TESI noted that the OTS’ witness Hubert admitted in his surrebuttal testimony it is reasonable to believe a customer’s payment pattern will not change.  On cross-examination, Hubert acknowledged that the increased customer penalty revenues attributable to those availability customers will also not be recovered.
  

2.
ALJ’s Recommendation


The ALJ was persuaded by the Company’s argument that it is likely its customer payment patterns will not change and that those revenues will be difficult at best to collect after the rate increases.
  Therefore, she recommended that the Commission accept TESI-Water’s claim for $18,576 in revenues from customer penalties.  R.D. at 26.
3.
Disposition

On review of the ALJ’s recommendation on this issue, we find it to be reasonable, and it is therefore adopted.
B.
Wastewater Rate Proceeding TC "B.
Wastewater Rate Proceeding" \f C \l "2" 
1.
Positions of the Parties

TESI-Wastewater assesses a separate charge for customers who do not pay their bills on time.  A charge of 1.5% is added per month to a customers’ overdue portion of each delinquent bill when the charge for wastewater service has been overdue at least thirty days.
  The Company received $26,527 in customer penalty revenues in the 2006 historic test year, and used the same amount of pro forma revenues for the 2007 future test year.

The OTS recommended that the revenue for customer penalties be increased proportionally with the residential and commercial rates.
  Customer penalties are charges TESI assesses to customers who fail to pay bills in a timely manner.  Specifically, TESI’s tariff permits a charge of 1.5% to portions of a delinquent bill that is at least thirty days overdue.
  Because the Company projects it will take in $26,527 in revenues from customer penalties for the test year ending December 31, 2007, the OTS recommended that the penalties revenue should increase proportionally when designing rates.  Given that customer payment patterns will likely not change, revenues from customer penalties will increase as revenues from sales increase.
  As a result, according to the OTS, under the Company’s current revenue request of $206,806, customer penalties revenue should increase by 20.41%, or $5,415, which is the same percentage as the residential, commercial and availability customers.
  


TESI argued in response that the OTS’ witness Maceo’s recommendation should be rejected because he imputes revenues to the Company that the Company will not be able to collect.  TESI noted that the customer penalty provision applies to availability customers as flat rate customers.  TESI pointed to OTS Exhibit 2, Schedule 19 as evidence that $21,435 of the Company’s bad debt expense write-off is attributable to availability customers.  TESI witness Shambaugh testified that the historic test year level of $26,257 of customer penalty revenue is predominantly related to the inability to collect availability fees.
  The non-paying availability customers, therefore, not only do not pay the availability fee, but also do not pay the customer penalty for such non-payment.  As with increased availability fees, the Company will not be able to collect the amount of increased revenue requirement that witness Maceo imputes to increased customer penalty revenue.



TESI noted that the OTS’ witness Hubert admitted in his surrebuttal testimony that it is reasonable to believe a customer’s payment pattern will not change.  On cross-examination, Hubert acknowledged the increased customer penalty revenues attributable to those availability customers will also not be recovered.
  

The OCA did not recommend any adjustment to customer penalty revenues.

2.
ALJ’s Recommendation

The ALJ was persuaded by TESI-Wastewater’s argument that it is likely that its customer payment patterns will not change and that those revenues will be difficult at best to collect after the rate increases.
  She therefore recommended that the Commission accept TESI-Wastewater’s claim for $26,527 in revenues from customer penalties.  R.D. at 28.
3.
Disposition

On review of the ALJ’s recommendation on this issue, we find it to be reasonable, and it is therefore adopted.


IV.
 Expenses TC "V.
 Expenses" \f C \l "1" 
A.
Contract Services – Engineering TC "B.
Contract Services – Engineering" \f C \l "2" 
TESI-Water agreed with the OTS’ and the OCA’s recommendations and removed $787 from Contract Services – Engineering expense from the operating expenses claimed in its rebuttal testimony.
  Therefore, the ALJ adjusted the Company’s $787 claim in accordance with the Company’s adjustment.

B.
Contract Services – Legal TC "C.
Contract Services – Legal" \f C \l "2" 
1.
Water Rate Proceeding TC "1.
Water Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties

The OTS recommended that the Commission reduce TESI-Water’s claim of $9,090 for Contract Services – Legal claim by $9,033.
  The OTS argued that this adjustment is proper because the Company’s ledger, used to support this claim, demonstrated that the expense was incurred primarily for another facility operated by the Company, the Beech Mountain Lakes Division.  Expenses incurred for the provision of utility service in another territory cannot be recovered from TESI’s Treasure Lake ratepayers.  
The Company failed to address the OTS-recommended adjustment in rebuttal testimony or oral rejoinder.  

b.
ALJ’s Recommendation

The ALJ recommended that the OTS’ proposed adjustment of $9,033 be adopted by the Commission.  She made that recommendation in light of the Company’s failure to address this recommended adjustment and in light of her conclusion that the expense claimed includes $9,033 in costs associated with another service territory.  R.D. at 30.  

c.
Disposition
On review of the ALJ’s recommendation on this issue, we find it to be reasonable, and it is therefore adopted.

2.
Wastewater Rate Proceeding TC "2.
Wastewater Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties

The OTS recommended that TESI-Wastewater’s $1,495 Contract Services – Legal claim be reduced by $1,438, because the Company’s ledger used to support this claim shows this expense was incurred for the Company’s Beech Mountain Lakes Division.
  

The Company did not address the OTS’ recommended adjustment in rebuttal testimony, oral rejoinder and/or Main Brief.
b.
ALJ’s Recommendation

The ALJ noted that expenses incurred for the provision of utility service in the Beech Mountain territory clearly cannot be recovered from Treasure Lake ratepayers.  The ALJ further noted that it is the Company’s burden to support each of its claims with the appropriate supporting documentation.  The ALJ concluded that, since the Company failed to meet its burden of proof on this item and because the $1,438 amount for this item is associated with another service territory, the Commission should adopt the OTS’ recommended adjustment.  R.D. at 31. 
c.
Disposition

On review of the ALJ’s recommendation on this issue, we find it to be reasonable, and it is therefore adopted.

C.
Contract Services – Testing TC "D.
Contract Services – Testing" \f C \l "2" 
TESI-Water claimed $5,309 for Contract Services – Testing.  The OTS recommended that that amount be reduced by $1,444, basing its adjustment on the Company’s failure to fully support this claim.
  

In its rebuttal testimony, the Company agreed with the OTS’ recommendation, resulting in a $3,865 allowance of Contract Services – Testing expense.
  The ALJ noted that the Company’s claim has been properly adjusted in accordance with the OTS’ recommendation.  R.D. at 31.  We concur with the ALJ’s conclusion on this item.
D.
Contract Services – Other TC "E.
Contract Services – Other" \f C \l "2" 
The OTS recommended that TESI-Water’s $13,373 Contract Services-Other claim be reduced by $1,537 because the Company did not carry its burden of proof and fully support this claim.
  

The ALJ noted that the Company failed to address the OTS’ recommended adjustment in rebuttal testimony or oral rejoinder.  The ALJ concluded that, since it is the Company’s burden to support each of its claims with the appropriate documentation, the Company has failed to sustain its burden of proof and that the Commission should adopt the OTS’ recommended adjustment.  R.D. at 32.  We concur with the ALJ’s conclusion on this item.
E.
Insurance – General Liability TC "F.
Insurance – General Liability" \f C \l "2" 
1.
Water Rate Proceeding TC "1.
Water Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties
TESI-Water claimed $45,794 in its filing for expenses for Insurance-General Liability.  The Company reduced that claim in rebuttal testimony to $23,537 after receiving an updated insurance premium invoice of $323,250.
 

The OTS asserted that the method used by the Company to allocate the insurance expense to the Treasure Lake Water division was improper.  The OTS’ witness Backer initially recommended a reduction of $13,386 to the Company’s claim.
  Witness Backer accepted three general liability insurance invoices totaling $734,870, and then applied the same allocation method used by the Company for allocating certain system administrative and general expenses to this amount.
  The result was that Treasure Lake Water bore $32,408 of the general liability insurance costs.
  During surrebuttal testimony, witness Backer accepted the Company’s updated general insurance premium of $323,250 and, using the same allocation method, recommended an adjustment of $9,282, which resulted in an allowance of $14,255.

The Company responded by providing an invoice of $323,250 for its general liability insurance expense.
  As its witness Fogelsanger noted, the Company renews its general liability insurance every October and the new premium that went into effect in October 2007 was for $323,250 annually.
  Because the insurance covers the physical system against liability, the Company allocates general liability insurance expense based upon the depreciated utility plant-in-service, in this case as of December 31, 2006.  
The Company asserted that it does not allocate this expense based upon the administrative and general expense allocation percentages mistakenly employed by the OTS’ witness Backer.  For the 2007-2008 general liability insurance expense, this allocation was 40.61% to the Pennsylvania divisions and 17.93% of that amount to Treasure Lake Water.
  The resultant expense for Treasure Lake Water is $23,537, or an expense decrease of $22,257 from the Company’s initial claim of $45,794.  Consistent with other Company updates relying on 2007 data, the Company averred that the most current 2007-2008 policy better represents this expense.

Specifically, the Company’s allocation method provides that 18% of an expense is allocated to its Pennsylvania divisions, with the remainder allocated to its utility operations in other states.  Additionally, of the 18% allocated to Pennsylvania, 70% is allocated to the Treasure Lake Divisions and 30% is allocated to the Beech Mountain Divisions.  Of the 70% allocated to the Treasure Lake divisions, Treasure Lake Water is allocated 35% and Treasure Lake Sewer is allocated 65%.  Using this allocation method to determine Treasure Lake Water’s share of the total $323,250 general liability insurance expense results in an allocation of $14,255, which is a $9,282 reduction to the Company’s $23,527 updated claim.
     

The Company arrived at its $23,527 claim by allocating the general liability expense based on its depreciated utility plant-in-service, which dramatically increased the allocation to its Pennsylvania divisions.  As a result of this changed allocation method, Pennsylvania was allocated 40.61% of this insurance expense, rather than 18% as explained above.
  Of the 40.61% allocated to Pennsylvania, approximately 83% was allocated to the Treasure Lake Divisions and 17% allocated to Beech Mountain.  Of Treasure Lake’s 83% share, Treasure Lake Water was responsible for 21.5% and Treasure Lake Sewer was responsible for 78.5%.
b.
ALJ’s Recommendation
To compare the impact of the two allocation methods, the ALJ provided the following chart to illustrate the allocation of the $323,250: 



  
 Allocation #1

    
      Allocation #2

(Based on TESI’s allocation
 (Based on depreciated 

      of affiliate service costs) 
    
 plant-in-service)

	Pennsylvania Divisions
	$58,185

($323,250 x 18%)
	$131,272

($323,250 x 40.61%)

	Treasure Lake Divisions
	$40,730

($58,185 x 70%)
	$108,956

($131,272 x 83%)

	Treasure Lake Water
	$14,255

($40,730 x 35%)
	$23,425

($108,956 x 21.5%)

	Treasure Lake Sewer
	$26,475

($40,730 x 65%)
	$85,530

($108,956 x 78.5%)


R.D. at 34.  The ALJ noted that, under the first allocation method, which represents the method used by the Company to allocate several of its affiliated costs, the Treasure Lake Divisions were responsible for 12.6% ($40,730 / $323,250) of the general liability insurance cost.  Under the second allocation method, which the Company used to allocate the general liability insurance expense, the Treasure Lake Divisions were responsible for 33.7% ($108,956/$323,250) of the cost. 

The ALJ found that the Company provided no evidence to support its allocation based on depreciated plant-in-service, nor did it address the OTS’ recommended allocation or explain its decision to change the allocation method to depreciated plant-in-service for this insurance expense.  In addition, she noted that the Company had not filed an affiliated interest agreement with the Commission to date, as required by the Public Utility Code.
  The ALJ opined that the Company’s failure to file the document supports the OTS’ contention that it failed to support its requested allocation to Treasure Lake Water.
  The ALJ noted that the Company bore the affirmative burden of proving the justness and reasonableness of this claim item, and concluded that it had failed to demonstrate the correctness of the change in allocation method to one based on depreciated plant-in-service. 



Accordingly, the ALJ recommended that the Company’s updated expense claim be reduced by $9,282, and adjusted to an allowance of $14,255 in order to properly reflect the correct allocation and recovery from its ratepayers.  The ALJ noted that the Company had improperly allocated this expense to Treasure Lake Water based on its depreciated utility plant-in-service at December 31, 2006, rather than on the allocation method used for the majority of its affiliated expenses such as salaries, benefits, management fees, contract services, and a multitude of other expenses.
  R.D. at 34-35.
c.
Exceptions and Reply Exceptions

The Company excepted to the ALJ’s finding that it had provided no evidence to show that changing the allocation method for general liability insurance from that used for certain administrative and general expenses was proper.  The Company objected to the ALJ’s finding, stating that it was not based on fact or on the record, but was instead based on an argument.  The Company argues that the OTS’ witness Backer never testified that the Company changed its allocation methodology for this expense.  According to TESI, the witness simply decided to apply the allocation used for certain administrative and general expenses.  TESI argued that there was no factual basis for such an argument.  The Company maintains that it did not fail to respond to any evidence of a changed methodology, since none existed.  Company Exc. at 29-31.  
In response, the OTS argues that the Company’s discussion in its Exception on this issue was confused and off point.  The OTS further asserts that the Company inappropriately and inaccurately stated that the OTS’ argument regarding this expense item is false.  The OTS asserted that, simply stated, the facts are that the Company provided an allocation methodology that it used to allocate a majority of its affiliate expenses such as salaries, benefits, management fees and contract services.  However, it failed to apply that methodology to the general liability insurance expense, opting instead to use a methodology based on depreciated plant-in-service.  According to the OTS, that is a different method- ology than used to allocate numerous other expenses, and it resulted in a significantly larger portion of the expense being allocated to the Company’s water and wastewater divisions.  R.D. at 34, 38.   



The OTS stated that, as a result, its Direct Testimony allocated the general liability insurance expense to the Company’s divisions based on the methodology used by it for the majority of its affiliate expense.  The Company had ample opportunity in Rebuttal Testimony to explain in detail why the OTS’ proposed allocation was incorrect, but it did not do so.  OTS R. Exc. at 19-22. 
d.
Disposition


On review of this issue, we agree with the disposition recommended by the ALJ.  The Company improperly attempted to allocate this expense to Treasure Lake Water based on its depreciated utility plant-in-service at December 31, 2006, rather than on the allocation method used by the Company for all of its claimed affiliated expenses, such as salaries, benefits, management fees, contract services, and many others. 

Accordingly, TESI-Water’s updated expense claim will be reduced by $9,282, and adjusted to an allowance of $14,255, in order to properly reflect the correct allocation and recovery from the Company’s ratepayers.  The Company’s Exception on this issue is denied.
2.
Wastewater Rate Proceeding TC "2.
Wastewater Rate Proceeding" \f C \l "3" 
a.         Positions of the Parties

TESI-Wastewater’s claimed expense for Insurance-General Liability was $83,956.  In its rebuttal testimony, the Company increased the claim to $85,789 based upon an updated insurance premium invoice of $323,250.
 


The OTS asserted that the method used by the Company to allocate the insurance expense to the Treasure Lake Sewer division was improper.  The OTS recommended a $59,314 reduction to the Company’s updated claim resulting in an allowance of $26,475.
  
In response, the Company averred that, consistent with other Company updates relying on 2007 data, the most current 2007-2008 policy better represents this expense on a going-forward basis.  The booked general liability insurance expense for 2006 included three policies, one for calendar year 2006, one extending from October 2006 to October 2007 and one with a maturity date of August 1, 2006.
  The Company determined, for pro forma purposes, the 2007 policy was the most representative on a going-forward basis.  
The Company referred to the testimony of its witness Fogelsanger, who stated that the Company renews its general liability insurance every October and that the new premium that went into effect in October 2007 was for $323,250 annually.
  Because the insurance covers the physical system against liability, the Company allocates general liability insurance expense based upon the depreciated utility plant-in-service, in this case as of December 31, 2006.  The Company does not allocate the expense based upon the administrative and general expense allocation percentages mistakenly employed by witness Backer.  For the 2007-2008 general liability insurance expense, this allocation was 40.61% to the Pennsylvania divisions and 65.35% of that amount to Treasure Lake Sewer.
  The resultant expense for Treasure Lake Sewer is $85,789, or an expense increase of $1,833 from the Company’s initial claim of $83,956.
The Company also provided an invoice of $323,250 for its general liability insurance expense.
  The OTS did not dispute the updated expense, but it posited that the Company improperly allocated this expense to Treasure Lake Sewer based on its depreciated utility plant-in-service at December 31, 2006.  The OTS stated that the Company should have used the allocation method it used for the majority of its affiliated expense items, such as salaries, benefits, management fees, contract services, and others.  
The OTS relied on the method used by the Company to allocate those expenses in order to properly allocate its general liability insurance expense.  Specifically, the Company’s allocation method provides that 18% of an expense is allocated to its Pennsylvania divisions, with the remainder allocated to its utility operations in other states.  Next, of the 18% allocated to Pennsylvania, 70% is allocated to the Treasure Lake Divisions and 30% is allocated to the Beech Mountain Divisions.  Of the 70% allocated to the Treasure Lake divisions, Treasure Lake Water is allocated 35% and Treasure Lake Sewer is allocated 65%.  According to the OTS, using this allocation method to determine Treasure Lake Sewer’s share of the total $323,250 general liability insurance expense results in an allocation of $26,475, which is a $59,314 reduction to the Company’s $85,789 updated claim.
  

b.
ALJ’s Recommendation

The ALJ noted that the Company arrived at its $85,789 claim by allocating the general liability expense based on its depreciated utility plant-in-service, which dramatically increased the allocation to its Pennsylvania divisions.  As a result of this allocation method, Pennsylvania was allocated 40.61% of this insurance expense, rather than 18%, as explained above.
  Of the 40.61% allocated to Pennsylvania, approximately 83% was allocated to the Treasure Lake Divisions and 17% allocated to Beech Mountain.  Of Treasure Lake’s 83% share, Treasure Lake Water was responsible for 21.5% and Treasure Lake Sewer was responsible for 78.5%. 

The ALJ provided the following chart in order to compare the impact of the two allocation methods on the allocation of the $323,250 insurance expense: 




  
 Allocation #1

    
      Allocation #2

Based on TESI’s allocation          Based on depre-

of affiliate service costs
ciated plant-in service 
    
 
	Pennsylvania Divisions
	$58,185

($323,250 x 18%)
	$131,272

($323,250 x 40.61%)

	Treasure Lake Divisions
	$40,730

($58,185 x 70%)
	$108,956

($131,272 x 83%)

	Treasure Lake Water
	$14,255

($40,730 x 35%)
	$23,425

($108,956 x 21.5%)

	Treasure Lake Sewer
	$26,475

($40,730 x 65%)
	$85,530

($108,956 x 78.5%)


R.D. at 38.  Under the first method, which represents the method used by the Company to allocate several of its affiliated costs, and relied upon by the OTS to allocate this expense item, the Treasure Lake Divisions were responsible for 12.6% ($40,730 / $323,250) of the general liability insurance cost.  Under the second allocation method, which was used by the Company to allocate the general liability insurance expense, the Treasure Lake Divisions were responsible for 33.7% ($108,956 / $323,250) of the cost. 

The ALJ noted that the Company provided no evidence to support its allocation based on depreciated plant-in-service.  The OTS challenged the Company’s use of this allocation method in direct testimony and explained that the OTS’ recommended allocation is consistent with how the Company allocated numerous affiliated service costs to its different companies.  In the ALJ’s view, the Company failed to adequately rebut the OTS’ recommended allocation.  Additionally, the Company did not file the required affiliated interest agreement with the Commission.
  The ALJ reiterated that the affirmative burden of proving the justness and reasonableness of its general liability insurance claim is on the Company. 

The ALJ noted that, under the allocation method used by the Company to allocate affiliate expense, the Wastewater Division’s portion of this $323,250 insurance expense is $26,457.  However, under the Company’s allocation based on plant-in-service, the amount allocated to the Wastewater Division would increase to $85,789.  The ALJ noted that the Company’s rebuttal testimony and oral rejoinder failed to address the OTS’ recommendation and also failed to explain why changing the allocation method would be proper.  

The ALJ further noted that this insurance allocation has been at issue since at least the date the OTS filed its direct testimony, which was March 11, 2008, and yet the Company failed to respond to the merits in its testimony.  The ALJ noted that to allow the Company to do so at the point when she was preparing her Recommended Decision would be improper, especially since the Company had had an opportunity to respond to the OTS’ recommended adjustment in its rebuttal testimony.  In the ALJ’s view, the Company has failed to satisfy its burden of proof, and the OTS’ recommended $59,314 downward adjustment is proper.  That would result in a $26,475 allowance in order to properly reflect the correct allocation and recovery from Treasure Lake Sewer ratepayers.  R.D. at 38‑40.   
c.
Exceptions and Reply Exceptions

The Company noted that the central premise of the ALJ’s recommendation on this issue was that it had provided no evidence to show that changing the allocation method for general liability insurance from that used for certain administrative and general expenses was proper.  The Company objects to the ALJ’s recommendation, stating that it was not based on fact or on the record, but was instead based on an argument with no record support.  The Company argues that the OTS’ witness Backer never testified that the Company changed its allocation methodology for this expense.  The witness simply decided to apply the allocation used for certain administrative and general expenses.  There was no factual basis for such an argument.  The Company did not fail to respond to any evidence of a changed methodology, since none existed.  Company Exc. at 29-31.  

The OTS rejoins that the Company’s discussion in its Exception on this issue was confused and off point.  The OTS further asserts that the Company inappropriately and inaccurately stated that the OTS’ argument regarding this expense item is false.  The OTS argues that, simply stated, the facts are that the Company provided an allocation methodology that it used to allocate a majority of its affiliate expenses such as salaries, benefits, management fees and contract services.  However, it failed to apply that methodology to the general liability insurance expense, opting instead to use a methodology based on depreciated plant-in-service.  According to the OTS, use of the Company’s method resulted in a significantly larger portion of the expense being allocated to the Company’s water and wastewater divisions.  R.D. at 34, 38.   



The OTS avers that, as a result, its Direct Testimony allocated this expense item to the Company’s divisions based on the methodology used by it for the majority of its affiliate expense.  The Company had ample opportunity in Rebuttal Testimony to explain in detail why the OTS’ proposed allocation was incorrect, but it did not do so.  OTS R. Exc. at 19-22. 

d.
Disposition

On review of this issue, we agree with the disposition recommended by the ALJ.  The ALJ recommended that we adopt the OTS’ position on this item.  As in the preceding issue, the OTS’ recommendation on this item properly allocates the expense because it is the same method used by the Company to allocate all of its other affiliated costs.  Additionally, using the Company’s own allocation method is the only supportable way to allocate this expense, given that the Company has failed to maintain a Commission approved Affiliated Interest Agreement.  Thirdly, the Company had an opportunity to explain why the OTS’ recommended allocation was improper in its rebuttal testimony, and it also had an opportunity to explain the propriety of its use of depreciated plant-in-service to allocate this expense item.  The Company failed to take advantage of those opportunities. 

Accordingly, TESI-Wastewater’s expense claim will be reduced by $59,314, resulting in an allowance of $26,475, in order to properly reflect the correct allocation and recovery from the Company’s ratepayers.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.
F.
Miscellaneous – Other TC "G.
Miscellaneous – Other" \f C \l "2" 
1.
Water Rate  Proceeding TC "1.
Water Rate  Proceeding" \f C \l "3" 
a.
Positions of the Parties



TESI-Water claimed $3,287 in Miscellaneous – Other expenses which represent the historic level of the expense with no pro forma adjustments made to the claim.
 

Both the OTS and the OCA challenged the claim.  The OTS’ witness Backer does not rely on the Company’s response to the OCA Interrogatory, Set II, No. 6, which is the OCA’s witness Kraus’ Attachment 9, but excludes $2,643 of the Company’s claim.  This results in a total allowance of $644, based upon a review of certain invoices.
  Specifically, the OTS argued that the Company provided copies of checks with attached check aprons to document this expense claim, but the documentation totaled only $644.
  The OTS recommended that the claim be reduced because the Company did not carry its burden of proof and fully support this claim.
  The OTS further claimed that the Company did not address the OTS’ recommended adjustment in rebuttal testimony or oral rejoinder, and that it only responded to the OCA’s recommended adjustment to remove bank charges from this expense claim.  


Initially, the OCA’s witness Kraus proposed a reduction to the expense category of $2,930, which was composed of a $2,126 allocated portion of the Company’s bank charges of $48,297, a $502 allocated portion of its “penalties” of $9,648, and unidentified charges of $302.
  Witness Kraus stated that her recommended exclusion was appropriate because the Company provided no explanation of the bank charges and because she believed that its customers should not pay for penalties incurred by the Company or its parent.  After reviewing witness Fogelsanger’s testimony, witness Kraus accepted the Company’s explanation of its bank charges, and eliminated $2,126 of her recommended adjustment related to this item.  This resulted in a recommendation that the Commission disallow only $804 for this portion of the claim.



The Company rejoined that the bank charges are related to two major items.  The first is monthly processing fees for bank statement preparation, clearing of checks and processing payments.  The second is monthly fees for credit card processing of customer payments.
  The Company asserted that banks do not provide those services free to commercial customers.  Therefore, those costs are a normal part of doing business and are appropriate for inclusion in the ratemaking process.

b.
ALJ’s Recommendation

The ALJ stated that, in light of the OTS’ assertions that the expense claimed includes $2,643 in unsupported costs, and in light of the Company’s failure to meet its burden of proof, she recommended that the Commission adopt the OTS’ recommended adjustment of $2,643, resulting in a $644 allowance.  R.D. at 42.    
c.
Exceptions and Reply Exceptions


The Company noted that the ALJ adopted the OTS’ recommended disallowance of this expense item, but that she ignored the OCA’s recommendations, which were based on the record.  In this, according to the Company, the ALJ erred.  Her recommendation on this item has no evidentiary support and is grounded on the OTS’ arguments, which also have no factual support.

The Company continues that, with regard to the water case, there is no basis for the OTS’ witness’ recommendation, which was not ever based on the breakout of the Miscellaneous - Other Expenses.  According to the Company, the OTS’ witness did not discuss the bank charges in her testimony.  The OTS’ recommendation had no nexus with the claim or with the evidentiary basis for the claim.  Finally, the total amount of bank charges for the Company as a whole was $48,533.  That amount covers its operations for all of its operating divisions in six states.  The OTS provided no record evidence to support the position that that is an excessive amount.  Company Exc. at 36-39.
The OTS rejoins that the Company’s argument was “wholly flawed” because the OTS did not challenge whether bank charges should be recovered, but instead challenged the fact that the Company failed to prove that $2,623 of the claimed expense should be allocated to it in the first place.  Specifically, the OTS’ Direct Testimony explains that the Company used number 57,000 to indicate items allocated to the Company and that the check aprons provided by the Company to support this item showed an allocation of only $644 to it.  The Company failed to respond to the testimony and the Exhibit offered by the OTS.  The Company only responded to the OCA’s position on this item.  Since the Company failed to sustain its burden of proof, the ALJ properly recommended denial of the Company’s claim of $2,623.  OTS R. Exc. at 27-29.
d.
Disposition


On review of this issue, we agree with the ALJ’s proposed disposition for several reasons.  We find the Company’s argument unpersuasive.  We find that the Company that failed to sustain its burden of proof that $2,623 of the claimed expense should in fact be allocated to the Treasure Lake Water Division.  Indeed, we are persuaded by the OTS’ Direct Testimony that explains that the Company used number 57000 to indicate items allocated to the Company and that the check aprons provided by the Company to support that item showed an allocation of only $644.  

Additionally, we note that the Company failed to respond to the testimony and the Exhibit offered by the OTS, responding only to the OCA’s position on this item.  Accordingly, TESI-Water’s expense claim will be reduced by $2,643, resulting in an allowance of $644.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.

2.
Wastewater Rate Proceeding TC "2.
Wastewater Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties

TESI-Wastewater claimed $13,552 for Miscellaneous-Other expense, which represents its historic level for the expense.  No pro forma adjustments were made to the claim,
 but both the OTS and the OCA challenged it.  



The OTS recommended that this claim be reduced by $8,428, resulting in a recommended allowance of $5,124, because the Company did not carry its burden of proof and fully support this claim through invoices.
  This claim is comprised of the following six line-item charges: (1) Treasure Lake Sewer miscellaneous charges; (2) Treasure Lake Sewer Bank Charges; (3) Treasure Lake Sewer penalties; (4) AFS bank charges; (5) AFS penalties; and (6) AFS Miscellaneous.  The OTS recommended that the Company be permitted to recover the $4,457 for the Treasure Lake Sewer miscellaneous charge ($5,214 – $757 - $58) and the $667 AFS miscellaneous charge, for a total allowance of $5,124.  The OTS accepted the Company’s claim for the AFS miscellaneous charge in total and adjusted downward the Sewer miscellaneous charge by $815.  The OTS also recommended that the Commission disallow, in total, the claimed charges for the following items: Sewer Bank Charges, Sewer Penalties, AFS Bank Charges and AFS Penalties.  Those adjustments represent a reduction of $8,428 from the Company’s requested claim.  

The OTS also recommended that the above-enumerated items should be disallowed because those charges and penalties resulted from inadequate bill paying.  The OTS also contended that the charges and penalties are excessive.  For example, using the allocation method previously discussed with regard to general liability expense, the OTS contended that $3,975 allocated to Treasure Lake Sewer as AFS bank charges represent a total of $48,533 in annual bank charges paid by the Company.
  
The OTS referred to the Company’s argument that such charges are processing fees for preparing bank statements and clearing checks and are therefore a normal part of doing business.
  However, the OTS pointed out that the Company’s witness Fogelsanger was not aware of whether the Company had made any effort to reduce these annual $48,533 service charges and fees.
  The OTS maintained that those bank charges are not reasonable expenses, should not be recovered from the Company’s ratepayers. 
The OCA referred to the AFS charges claimed by the Company.  Initially, the OCA’s witness Kraus proposed a reduction to the expense category of $5,337, which is composed of a $3,975 allocated portion of the Company’s bank charges of $48,297, a $797 allocated portion of its “penalties” of $9,648 and unidentified charges of $565.
  Witness Kraus recommended exclusion as appropriate because the Company provided no explanation for the bank charges, and because customers should not pay for penalties incurred by the Company or its parent.  After reviewing witness Fogelsanger’s testimony, witness Kraus accepted the Company’s explanation of its bank charges and eliminated $3,975 of her recommended adjustment related to this item, resulting in a recommendation to disallow only the $797 allocated portion of the Company’s “penalties” and the unidentified charges totaling $565.
  Therefore, the OCA recommended that the Commission approve $12,190 for the combined line-items within this expense.



In rebuttal, the Company reiterated that its bank charges were appropriate for inclusion in rates and that its total claim for $13,552 should be allowed by the Commission.

b.
ALJ’s Recommendation

The ALJ recommended adoption of the OTS’ recommended adjustments concerning these six line-items within this expense.  Specifically, the ALJ recommended an adjustment of $757 for the Miscellaneous-Other portion of the claim, leaving an allowance equal to $4,457, and accepted the AFS miscellaneous claim totaling $667.  In addition, the ALJ recommended that the Commission reject the claims for bank charges ($1,838) and AFS bank charges ($3,975), and reject the claims for penalties ($500) and AFS penalties ($797).  

The ALJ opined that those charges and penalties were imprudently incurred because they resulted from inadequate bill paying.  As such, they should not be recoverable from Treasure Lake ratepayers.  The Company claimed these charges were processing fees for preparing bank statements and clearing checks and, therefore, should be considered a normal part of doing business.  However, the ALJ noted that the $3,975 AFS bank charge allocated to the Company represents $48,533 of annual bank charges paid by it.
  A charge of approximately $50,000 annually to prepare bank statements and clear checks does not qualify as a normal business expense.  The Company’s own witness, Fogelsanger, was unable to testify as to whether the Company had contacted its bank or made any effort to reduce these annual service charges and fees.
  The ALJ concluded that the Company did not show those bank charges were prudently incurred and, therefore, it should not be allowed to recover those charges from its ratepayers.  R.D. at    45-46.   

c.
Exceptions and Reply Exceptions

The Company notes that the ALJ adopted the OTS’ recommended disallowance of this expense item, ignoring the OCA’s recommendations which were based on the record.  The ALJ’s recommendation on this item has no evidentiary support and is grounded on the OTS’ arguments which have no factual support.  Since the OTS’ arguments are simply unsupported speculation, the ALJ erred in adopting it.  Company Exc. at 36-39.



In response, the OTS avers that TESI-Wastewater did provide more documentation to support its claim of $13,552 for this item than provided TESI-Water.  However, the OTS challenged those expenses as unjust and unreasonable.  The OTS’ recommendation was for a $8,428 disallowance, because the Company did not carry its burden of proof and fully support this claim.  
The OTS averred that TESI-Wastewater has the burden of proving that its expenses are reasonable and prudently incurred.  In the OTS’ opinion, it has failed to carry that burden.  The OTS claims that TESI-Wastewater should be permitted to recover only the $4,457 Treasure Lake Sewer miscellaneous charge and the $667 AFS miscellaneous charge, for a total allowance of $5,124 for this item.  This represents a downward adjustment of $8,428.  OTS R. Exc. at 29-30.
d.
Disposition

On review of this issue, we agree with the disposition proposed by the ALJ.  The ALJ recommended adoption of the OTS’ recommended adjustments concerning these six line-items within this expense.  Specifically, the ALJ recommended an adjustment of $757 for the Miscellaneous-Other portion of the claim, leaving an allowance equal to $4,457, and also accepted the AFS miscellaneous claim totaling $667.  In addition, the ALJ recommended that the Commission reject the claims for bank charges ($1,838) and AFS bank charges ($3,975), and reject the claims for penalties ($500) and AFS penalties ($797).  

We conclude that the relevant charges and penalties were imprudently incurred because they resulted from inadequate bill paying.  As such, they should not be recoverable from Treasure Lake ratepayers.  Accordingly, TESI-Wastewater’s expense claim will be reduced by $8,428, resulting in an allowance of $5,124.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.

G.
Office Supplies TC "H.
Office Supplies" \f C \l "2" 
1.
Water Rate Proceeding TC "1.
Water Rate Proceeding" \f C \l "3" 

a.
Positions of the Parties
TESI-Water claimed $8,144 in office supplies expense for the year 2006. 
  In response to the OTS’ recommendation to adjust the claim by $1,714,
 the Company reduced its claim to $7,892 and was to introduce an Exhibit containing information to support its revised claim.  However, that information, though requested, was not provided during discovery.
 

The Company stated that it made no adjustment to the $8,144 level of expense for the future test year ended December 31, 2007, because it was not necessary to adjust the level of expense for known and reasonable charges.
  It contended that it has justified all but $252 of that claim, and that, therefore, an expense of $7,892 for this item is appropriate.  The Company was not able to locate all of the invoices and check stubs during discovery, but argued in this regard that it had been subjected to an extensive amount of discovery, especially for a small utility.  However, continued the Company, all its checks, check aprons and/or invoices result in a total of $7,892 of office supplies, or a decrease of $252 from the claimed amount.
  The Company asserted that a review of SDF Exhibit No. 3, Attachment 7 demonstrated direct expenses of $5,464 for office supplies which, when combined with allocated main office administrative expenses of $2,428, resulted in a total of $7,892.

The $6,430 expense accepted by the OTS’ witness Backer included check amounts totaling $4,034, which the witness reduced by $32 for an expense for flowers for the birth of a baby, and $2,428 for allocation of administration office supplies.
 
The OTS recommended that the Company’s revised claim be rejected because it failed to provide suitable or timely evidence to support its full $7,892 claim.  The OTS also averred that the Commission should disregard the information provided in the attachment to the Company’s rebuttal testimony, consisting of fifty-four pages, because that information should have been provided to the OTS during the discovery process months earlier.  The OTS complained that, only after obtaining its direct testimony, did the Company attempt to fully support its claim for this item by including new information in its rebuttal testimony, which was filed on March 28, 2008.  The OTS recommended that the ALJ should only allow $6,430 for this claimed expense, arguing that to do otherwise would effectively reward the Company for failing to supply supporting information requested throughout the discovery process.
The OCA did not recommend any adjustments to the Company’s claim for this item.  

b.
ALJ’s Recommendation

The ALJ recommended that the Commission adopt the OTS’ recommended adjustment of $1,462, resulting in a $6,430 allowance for this item.      

The ALJ noted in this regard that the adjusted expense claim includes $1,462 in unsupported costs and that, additionally, the Company had failed both to meet its burden of proof and also to respond sufficiently and timely during the discovery process.  R.D. at 48. 
c.
Exceptions and Reply Exceptions



The Company objects to the ALJ’s recommendation, pointing to the testimony of its witness Fogelsanger, who testified that all checks, check aprons and/or invoices result in a total of $7,892 for this expense item.  All of the checks and check aprons, including the additional ones which the Company was able to locate prior to its witness’ rebuttal, as well as the general ledger statements, are in the record.  Thus, contrary to the ALJ’s recommendation, the expense claim for this item is fully supported and the Commission should allow the full amount claimed for this item.  Company Exc. at 19-21.


The OTS rejoins that the ALJ correctly recommended that $1,462 of the Company’s claimed $7,892 for this item be disallowed on the basis that the Company had failed to meet its burden of proof and sufficiently respond to discovery.  The OTS avers that the Company failed to provide accurate information during discovery, and instead provided the requested information four months later in its Rebuttal testimony.  There is no justification for the Company’s failure to provide complete information to discovery in a timely manner and, due to the Company’s delayed response, the OTS did not have an opportunity to subject the information provided in Rebuttal testimony to further discovery.  Since the Company failed to support its claim for this item, the ALJ’s recommended allowance is proper.  OTS R. Exc. at 17-18.
d.
Disposition

On review of this issue, we agree with the disposition recommended by the ALJ.  We note that the Company’s adjusted expense claim included $1,462 in unsupported costs.  Additionally, the Company failed both to meet its burden of proof and also to respond sufficiently and timely during the discovery process.
As noted above, the Commission’s Regulations require that interrogatories be answered fully and completely.  The Company failed to provide accurate information during discovery, and instead, provided the requested information four months later in Rebuttal testimony.  There is no justification for the Company’s failure to provide complete information in a timely manner.  
Accordingly, the Company’s claim for this item will be reduced by $1,462, resulting in a $6,430 allowance.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.     

2.
Wastewater Rate Proceeding TC "2.
Wastewater Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties

TESI-Wastewater claimed $11,664 in office supplies expense.  In rebuttal testimony, it reduced its claim to $11,192 and provided an Exhibit containing information which had not been provided during discovery or during its case-in-chief, to support its revised claim.
  

Initially, the OTS recommended an allowance of $8,170 for this item, which involved a $3,494 adjustment.
  In surrebuttal testimony, the OTS stood by its recommended $8,170 allowance for this item.    

b.
ALJ’s Recommendation



The ALJ noted that the Commission’s Regulations require parties to answer interrogatories fully and completely.
  The OTS requested all supporting information for this claim in an Interrogatory sent on December 7, 2007.  In January 2008, the OTS reminded the Company that its discovery response was incomplete, which resulted in the OTS filing a Motion to Compel on February 15, 2008.  Thereafter, the OTS received an updated interrogatory response and believed that the response contained the entire support for this item.  However, the attachment provided in the Company’s rebuttal testimony contained information not provided to the OTS during the discovery process.  The rebuttal attachment also failed to indicate which of the included invoices were new.  

The ALJ found that the Company’s discovery responses were incomplete.  Also, the Company provided no reasonable justification for its failure to provide full, complete and accurate information during discovery.  The ALJ further found that the information provided in the Company’s rebuttal testimony was within its possession and control during the discovery process and, nonetheless, it waited until filing its rebuttal testimony before it acknowledged that additional documentation existed and provided it to the Parties and to the ALJ.  

As such, the ALJ recommended that the Commission accept the OTS’ proposed adjustment and disallow $3,022 of the claim for this item, resulting in an allowance of $8,170 for this item.  R.D. at 49.
c.
Exceptions and Reply Exceptions



The Company objects to the ALJ’s recommendation, pointing to the testimony of its witness Fogelsanger, who testified that all checks, check aprons and/or invoices result in a total of $11,192 for this expense item, or a decrease of $472 from the amount originally claimed.  All of the checks and check aprons, including the additional ones which the Company was able to locate prior to its witness’ rebuttal, as well as the general ledger statements, are in the record.  Thus, contrary to the ALJ’s recommendation, the expense claim for this item is fully supported and the Commission should allow the amount claimed for this item.  Company Exc. at 19-21.



The OTS rejoins that the ALJ correctly recommended that a portion of TESI-Wastewater’s claimed amount for this item be disallowed.
  The basis for the OTS’ argument is that the Company had failed to meet its burden of proof and sufficiently respond to discovery.  The OTS avers that the Company failed to provide accurate information during discovery, and instead, provided the requested information four months later in its Rebuttal testimony.  There is no justification for the Company’s failure to provide complete information to discovery in a timely manner and, due to the Company’s delayed response, the OTS did not have an opportunity to subject the information provided in Rebuttal testimony to further discovery.  Since the Company failed to support its claim for this item, the ALJ’s recommended allowance is proper.  OTS R. Exc. at 17-18.

d.
Disposition



On review of this issue, we agree with the disposition recommended by the ALJ.  We find, again, the Company failed to meet its burden of proof and sufficiently respond to discovery.  The Company also failed to provide accurate information during discovery and instead provided the requested information four months later in its Rebuttal testimony.  There is no justification for the Company’s failure to provide complete information to discovery in a timely manner and, due to the Company’s delayed response, the OTS did not have an opportunity to subject the information provided in Rebuttal testimony to further discovery and fully vet the issue.  Since the Company failed to support its claim for this item, the ALJ’s recommended allowance is proper.  


Accordingly, $3,022 of the amount claimed by the Company will be disallowed, resulting in an allowance of $8,170 for this item.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.
H.
Postage and Shipping TC "I.
Postage and Shipping" \f C \l "2" 
TESI-Water claimed $12,817 for Postage and Shipping.  The OTS argued that this claim should be reduced by $972 because the Company did not carry its burden of proof and fully support it.
  Specifically, the OTS contended that the Company only provided checks and check aprons to support $8,400 in expense.  That amount, when added to its verified allocation of $3,445 in administrative postage shipping expenses, results in a total allowance of $11,845.  The OTS also argued that the Company did not address this proposed adjustment in rebuttal testimony or oral rejoinder. 

The ALJ recommended that the Commission adopt the OTS’ proposed adjustment of $972, resulting in an $11,845 allowance, for this item.  We find the ALJ’s recommendation to be reasonable, and we adopt it.  

I.
Chemicals TC "J.
Chemicals" \f C \l "2" 
1.
Water Rate Proceeding TC "1.
Water Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties



TESI-Water claimed $26,638 in chemical expense.  After the OTS recommended that this claim be reduced by $15,418, due to the Company’s failure to fully support it,
 the Company admitted in rebuttal testimony that it had only provided $11,220 in supporting information during discovery.  Thereafter, in its rebuttal testimony, the Company attached additional information as an Exhibit in order to support its full claim for $26,638.

The Company claimed the above amount for this item, it contended, because it spent that amount on chemicals in 2006 and saw no need to adjust that level of expense for the future test year ended December 31, 2007,
 due to any known and measurable changes.  It asserted that this expense level was appropriate, and it believed that it had completely justified the claim.

The Company admitted that it did not provide all of the invoices and checks for the 2006 chemical expense claim, but it contended that it provided the necessary support in its witness Fogelsanger’s rebuttal testimony.  Witness Fogelsanger testified that the Company had previously supplied checks and check aprons totaling $11,220.  The Company’s Statement No. 1R, SDF Exhibit No. 3, Attachment 4 contained all the checks, check aprons and/or invoices totaling the claimed amount of $26,638.
  It argued, therefore, that it had met its burden of proof and fully justified the $26,638 level of chemical expense.  While it was not able to locate all of the invoices and check stubs during discovery, it contended that it was presented with almost two hundred Interrogatories for each case, water and wastewater, and that it produced fifteen binders of responses to the interrogatories.  
The OTS asserted that the additional information provided by the Company in rebuttal testimony must be rejected due to the Commission’s Regulations, which require Interrogatories to be answered fully and completely.
  The OTS also asserted that the additional information provided in the Company’s rebuttal testimony illustrated that its discovery responses were incomplete, and therefore, that the OTS and the Commission were surprised by the provision of new information in rebuttal testimony.  
The OTS maintained that the Company should not be permitted to circumvent the Commission’s discovery rules.  On December 7, 2007, the Company was asked to provide all invoices to support its claimed chemical expense.  At that time, it provided invoices totaling only $11,220.  It also failed to update the Parties throughout the discovery process, and only in rebuttal testimony, filed on March 28, 2008, did it attempt to fully support its claim for this item through the twenty-five pages of information provided in Attachment 4 to witness Fogelsanger’s testimony.  This failure is especially troublesome in light of the fact that the OTS conducted extensive discovery in preparation for hearings and relied on the Company’s discovery answers as being complete to formulate its position.  


Accordingly, the OTS’ witness Backer proposed a $15,418 reduction to the Company’s claim for this item because the check aprons provided by it in discovery only supported a level of $11,220 for chemical expense.
  Witness Backer provided the OTS Exhibit No. 2, Schedule 13, in support of her disallowance.

b.
ALJ’s Recommendation



The ALJ concluded that there was no justification for the Company’s failure to provide accurate information during discovery.  She noted that the information provided in the Company’s rebuttal testimony was available during the discovery process and it simply failed to provide the information until its inclusion in rebuttal testimony.  The ALJ also observed that the Company should not have filed its base rate increase request until it was prepared to satisfy the Commission’s known discovery requirements.  As a result, the Company should not be permitted to amend responses at this late stage of the litigation process.  To allow otherwise, would reward the Company for its failure to respond to interrogatory requests in a complete and accurate manner. 
Accordingly, the ALJ recommended that the Commission adopt the OTS’ recommendation to adjust this claim by $15,418 for this item, resulting in an allowance of $11,220, because the Company only supported that amount in costs.  The ALJ also opined that the Company should not be permitted to circumvent the provisions and intent of discovery.  R.D. at 53.
c.
Exceptions and Reply Exceptions



The Company objects to the ALJ’s recommendation on this item, arguing that it has completely met its burden of proof and justified its claimed level for this expense item.  The evidentiary record demonstrates that the Company, in discovery, provided the same general ledger sheet that it provided in rebuttal detailing the chronological order and amount of the invoices for each item.  The OTS’ witness Backer simply refused to review the additional invoices even though she had ample time to do so.  There is no justification for penalizing the Company for not providing the invoices sooner.  Since the Company has justified this expense item, the Commission should allow the total amount, $26,638, initially claimed.  Company Exc. at 32-34.


The OTS rejoins that the ALJ properly recommended that the OTS’ proposed disallowance from the Company’s claim be adopted by the Commission, based on the Company’s failure to fully support its claim and to respond to discovery in a complete and timely manner.  The OTS further asserts that the Company, in its rebuttal testimony, admitted that it only provided $11,220 in supporting information to the OTS during discovery.  The Company claims, however, that it then attached additional information as an exhibit to its Rebuttal Testimony, in order to support the full amount it claimed, $26,638.



The OTS notes that it sent the interrogatory requesting all supporting documentation on December 7, 2007.  In January, 2008, the OTS notified the Company that its discovery response was incomplete, which subsequently resulted in the OTS filing a Motion to Compel on February 15, 2008.  Despite those efforts, the Company apparently only “re-reviewed its records” to locate the missing invoices and check aprons in order to fully support its claim after receiving the OTS’ Direct Testimony on March 11, 2008.  The missing invoices were then attached to the Company’s Rebuttal Testimony filed on March 28, 2008.  The OTS’ Surrebuttal Testimony was due four business days later, on April 3, 2008.  For the above reasons, the ALJ properly recommended that the OTS’ proposed $15,418 adjustment be made to the Company’s initial claim.  OTS R. Exc. at 22‑24.    
d.
Disposition



On review, we shall adopt the ALJ’s resolution of this issue.  Again, we find that there is no justification for the Company’s failure to provide accurate information during discovery.  The information provided in the Company’s rebuttal testimony was available during the discovery process and it simply failed to provide the information until its inclusion in rebuttal testimony.  The Company should not have filed its base rate increase request until it was prepared to satisfy the Commission’s known discovery requirements.  Therefore, it should not be permitted to amend responses at late stages of the litigation process.  To allow otherwise, would reward the Company for its failure to respond to interrogatory requests in a complete and accurate manner. 
Accordingly, the Company’s claim for this item will be reduced by $15,418, to result in an allowance of $11,220.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.
2.
Wastewater Rate Proceeding TC "2.
Wastewater Rate Proceeding" \f C \l "3" 
a.
Positions of the Parties

TESI-Wastewater included $18,451 for chemical expense in its wastewater rate case.  It claimed that it spent this amount on chemicals in 2006, and it made no adjustment to that level of expense for the future test year ended December 31, 2007.
  The Company argued that it provided the necessary support in its witness Fogelsanger’s rebuttal testimony wherein the witness testified that the Company had previously supplied checks and check aprons that totaled $17,905.  However, the general ledger previously supplied detailed the total cost of $18,451.
  The Company contended that it had met its burden of proof and fully justified the $18,451 level for this item.  

The OTS’ witness Backer proposed a $546 reduction to the claim because the check aprons provided by the Company in discovery only supported a level of $17,905 for chemical expense.
  The OTS maintains that the Company failed to fully support its claim because it was unable to provide all the necessary supporting documentation.  As stated in the OTS’ surrebuttal testimony, the general ledger does not prove the Company actually paid $18,451 in chemical costs.  

b.
ALJ’s Recommendation

The ALJ noted that the Company admitted in rebuttal testimony that it provided only $17,905 in supporting information during discovery and through its case-in-chief.  The ALJ observed that, while the Company may have provided general ledger costs supporting the full $18,451,
 it failed to pinpoint those specified expenses when requested during discovery.  Accordingly, the ALJ recommended that the Commission reduce the Company’s claim for this item by $546, and allow $17,905 for chemical expense.  R.D. at 54.
c.
Exceptions and Reply Exceptions

The Company objects to the ALJ’s recommendation on this item, arguing that it has completely met its burden of proof and justified its claimed level for this item.  The Company asserts that the evidentiary record demonstrates that the Company, in discovery, provided the same general ledger sheet that it provided in rebuttal detailing the chronological order and amount of the invoices for the item.  The OTS’ witness Backer simply refused to review the additional invoices even though she had ample time to do so.  



The OTS rejoins that the ALJ properly recommended that the OTS’ proposed disallowance of $546 from TESI-Wastewater’s claim be adopted by the Commission because the Company only provided check and check aprons to support $17,905 of its expense for this item.  The OTS further asserts that the Company admitted that it had provided supporting information for the amount of $17,905 in its supporting information supplied to the OTS during discovery.  The Company claims, however, that it provided general ledger costs supporting the full $18,451.  The OTS posits, and the ALJ agreed, that the Company failed to fully support the amount it claimed with supporting documentation.  The Commission should therefore adopt the OTS’ proposed $546 adjustment to TESI-Wastewater’s initial claim.  OTS R. Exc. at 22-24.    

d.
Disposition

On review, we adopt disposition recommended by the ALJ.  The Company admitted in rebuttal testimony that it provided only $17,905 in supporting information during discovery and through its case-in-chief.  While the Company may have provided general ledger costs supporting the full $18,451, it failed to identify those specified expenses when requested during discovery.  The Company claimed that the OTS’ refusal to accept its updated attachments unfairly penalized it, especially in light of the voluminous amount of discovery requested.  We find that argument to be without merit.  The Company determines when to file a base rate case, and it should do so with the under- standing that it bears the burden of proof with respect to each and every claim.  
Accordingly, the Company’s claim for this item will be reduced by $546 for an allowance of $17,905.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.
J.
Rate Case Expense TC "K.
Rate Case Expense" \f C \l "2" 
1.         Positions of the Parties

In both its water and wastewater proceedings, the Company requested a three-year normalization period of its $160,000 rate case expense in each of the proceedings, or a total of $320,000 for both the water and wastewater proceedings.  The Company included in each filing a claim for rate case expense in the amount of $160,000 for a fully litigated filing, and then normalized the recovery over a three-year period
 resulting in a pro forma $53,333 annual rate case expense in each proceeding.  Neither the OTS nor the OCA challenged the overall level of rate case expense in either the water or wastewater proceeding and they conceded the full estimate of $160,000 for rate case expense in each proceeding.

The Company contended that its three-year normalization request arose when its management realized that it should have sought rate relief prior to the point at which it did seek rate relief for both the systems.
  While the Commission traditionally bases rate case expense normalization periods on a utility’s history with regard to frequency of rate case filings, the Company claimed that the instant situation is different.  

The Company noted that it purchased the Water Division in 2000 from Riviera Utilities.  OCA’s Statement 1, Attachment 4.  Riviera’s original tariffs were approved on August 7, 1986, and Riviera filed one base rate case, which was settled and approved by the Commission on April 10, 1998.  The instant rate proceeding is the first base rate case filed by the Company.  The Company argued that a blind application of the water system’s base rate case history would equate to two rate cases in twenty-two years, or an eleven year normalization period. 


The Company further argued that its historic filing frequency, one rate case in eight years,
 does not support the five-year normalization period recommended by the OTS and the OCA.  The suggested five-year normalization period is a matter of judgment, and the Company should not be penalized for not filing for rate relief as long as it did.  Also, it would be unrealistic to believe the Company can wait another five years before its next rate filing, given the increasing costs of operation.

On the issue of whether to utilize a three-year or a five year normalization period, both the OTS and the OCA recommend a five-year normalization period as correct.  As noted above, the Company proposed a three-year normalization period.
  The OTS proposed that the Commission reject the three-year period because the Company’s historic filing frequency of rate cases does not justify it.  The OTS’ recommendation of a five-year recovery period would result in a $21,333 adjustment leaving a rate case expense allowance of $32,000 ($160,000/5). 

The OCA also proposed a five-year normalization period, arguing that a three-year period is simply too short, given that this rate proceeding is the first such case filed by the Company since it acquired the Treasure Lake water and sewer systems in 2000.  The OCA opined that its proposed adjustment is appropriate because the Commission has ruled that rate case expenses are normal operating expenses, and normalization should, therefore, be based on the frequency of the utility’s rate filings.  Popowsky v. Pennsylvania Public Utility Commission, 674 A.2d 1149 (Pa. Cmwlth. 1996); Pennsylvania Public Utility Commission v. Roaring Creek Water Co., 73 Pa. P.U.C. 373 (1990); Pennsylvania v. National Fuel Gas Dist. Corp., 84 Pa. P.U.C. 134. 
Finally, the OCA contended that a five-year period is more appropriate here because the Company had had the opportunity to file a rate increase request at any time during the last seven years, but chose not to do so until it filed the instant proceeding.  
2.
ALJ’s Recommendation

The ALJ noted that normalization adjustments are made to eliminate any unusual activity or event, or to stabilize fluctuations in expenses which would not reasonably be expected to recur in the future.  In other words, normalization is a ratemaking technique used to smooth out the effects of an expense item that occurs at regular intervals, but in irregular amounts.  Normalization is the proper adjustment to make the test year expense representative of normal operations.  It is well settled that the Commission normalizes rate case expense, but the Parties herein differ as to the appropriate length of the normalization period.  To determine the proper length of normalization, the Commission primarily looks at a company’s historic frequency of base rate case filings, not at a company’s intentions to file in the future. 
The ALJ noted that the Company’s actual historic filing frequency does not support its claimed three-year normalization, given that its prior water case was filed in 1997.  The interval between the prior rate case and the instant filing is over ten years.  Because of that abnormally long delay between the rate filings, the ALJ recommended a normalization period of five years as proper, noting that that period will more appropriately balance the Commission’s well-settled reliance upon the utility’s historic filing frequency to determine the proper normalization period
 with the Company’s need to recover rate case expense in a timely fashion.  

The ALJ further noted that the Commission usually relies on a company’s filing history to determine its normalization period.  However, according to the ALJ, in this case, accepting the Company’s representations that it plans to file rate cases more frequently in the future would require the Commission to ignore its historic filing frequency and instead rely on unpredictable future intentions.  

In the Company’s prior 1997 rate case, it requested a three-year recovery period.
  Despite that request, the Company did not file a subsequent base rate case until ten years later.  Moreover, the ALJ rejected the Company’s claim of management error, noting that its management oversees significant utility operations and should be well acquainted with the regulatory process.  In Pennsylvania alone, the Company owns four utilities, namely the Treasure Lake Water and Sewer and Beech Mountain Water and Sewer.  It cannot be considered a small operation with little familiarity with utility regulation.  Accordingly, the ALJ recommended that the Commission reject its requested three-year normalization request in favor of a five-year period in both the water and wastewater proceedings.  R.D. at 58.  
3.
Exceptions and Reply Exceptions



TESI-Water and TESI-Wastewater object to the ALJ’s recommended five-year normalization period.  The Company argues that the sole reliance by the ALJ on the historical filing frequency does not fit the Company, nor does it result in an appropriate ratemaking determination.  This is the first rate case filed by the Company since its purchase of the water and wastewater divisions from Riviera Utilities in 2000.  While the OTS’ witness Backer testified that the three-year recovery period is not supported by the historic filing frequency, that frequency also does not support the five-year normalization period advocated by the OTS and the OCA.


The Company asserts that it waited as long as possible before filing for the rate relief it seeks herein, and it is unrealistic to expect it to wait another five years before its next rate filing.  Company Exc. at 34-36.


The OTS refers initially to the Company’s statement that it purchased its water and wastewater divisions from Riviera Utilities in 2000.  However, notes the OTS, the Company fails to explain why it waited seven years to file for a base rate increase.  The seven-year period was solely the result of the Company’s management decisions, since the management has the discretion to decide when to file base rate proceedings.  The Commission has long relied on a utility’s actual historic frequency of base rate filings to determine the proper normalization period.  To do otherwise would require the decision-maker to rely instead on unpredictable future intentions.  Accordingly, the evidence supports the ALJ’s recommended five-year normalization period, resulting in a rate case expense allowance of $32,000 ($160,000/5).  OTS R. Exc. at 25-27.
4.
Disposition



On review of this issue, we agree with the Company’s suggested disposition and authorize a three-year normalization period of its $160,000 rate case expense in each of the instant proceedings.  We note that the three-year normalization request arose when the Company’s management realized that it should have sought rate relief prior to the point at which it did seek rate relief for both the systems.  While the Commission traditionally bases rate case expense normalization periods on a utility’s history with regard to frequency of rate case filings, the instant situation is different.  

This Company purchased the Water Division in 2000 from Riviera Utilities.  Riviera’s original tariffs were approved on August 7, 1986, and Riviera filed one base rate case, which was settled and approved by the Commission on April 10, 1998.  The instant rate proceeding is the first base rate case filed by the Company.  As such, a blind application of the water system’s base rate case history would equate to two rate cases in twenty-two years, or an eleven year normalization period.  Our traditional methodology for rate case expense does not fit the experience of this Company.



Additionally, the Company’s historic filing frequency, one rate case in eight years, does not support the five-year normalization period recommended by the OTS and the OCA.  Since the suggested five-year normalization period is a matter of judgment, the Company should not be penalized for not filing for rate relief sooner.  As noted by the Company’s Fogelsanger, it is unrealistic to believe the Company can wait another five years before its next rate filing, given the increasing costs of operation.  For the above reasons, the Company’s Exception on this issue is granted, consistent with the foregoing discussion.
K.
Travel TC "L.
Travel" \f C \l "2" 
TESI-Water claimed $2,010 for Travel expense.  The OTS recommended that the claim be reduced by $189 because the Company admitted in an interrogatory response that Treasure Lake Water incurred $1,821 in actual expense.
  The Company failed to address the OTS’ recommended adjustment in rebuttal testimony or oral rejoinder.

The ALJ recommended that the Commission adopt the OTS’ proposed adjustment in light of the Company’s failure to satisfy its burden of proof and fully support this claim.
  R.D. at 58.  On review of the ALJ’s recommendation on this item, we find it to be reasonable, and we adopt it.  The claim is approved at $1,821.
L.
Uncollectible Accounts Expense TC "M.
Uncollectible Accounts Expense" \f C \l "2" 
TESI-Water and TESI-Wastewater filed claims for uncollectible accounts expenses totaling $90,000 and $110,000 respectively.  The Company based those amounts on its expected 2007 bad debt expense.  In direct testimony, the OTS recommended an allowance of $23,331, based on TESI-Water’s actual 2006 write-off amount, which resulted in a $66,669 reduction from the Company’s filed claim.
  

In rebuttal testimony, the Company agreed to use the 2006 write-off amount and accepted the OTS’ recommended bad debt allowance of $23,331.
  In addition, TESI-Wastewater voluntarily adjusted its claim by $76,277 and now requests $33,723 for this expense.  Therefore, the Company’s claims have been properly adjusted voluntarily. 
M.
Office Building Rental Offset TC "N.
Office Building Rental Offset" \f C \l "2" 
TESI-Wastewater included office building rental expense of $7,339 in the future test year based on the building rental paid in 2006.  The Company made no adjustment to that level of expense for the future test year ended December 31, 2007.
  
The OTS recommended that this claim be reduced by $4,049 because the claim is actually a telecommunications cost.  The OTS explained that the Company had incorrectly listed the cost as a building rental claim, so the OTS initially recommended the cost be added to the appropriate expense claim.

The Company agreed that this expense was misclassified, but it claimed that the cost should be reclassified to Account 775.6-Telecommu-nications.  Therefore, it argued that there is no proper adjustment for this item since the adjustment nets to zero.

The OTS thereupon accepted the Company’s treatment of this matter, and noted that the adjustments had been made in witness Fogelsanger’s update at TESI-Sewer Statement 1R, SDF Exhibit No. 3, Attachment 8.  Since TESI adjusted the claim to the correct account, there is no need for further adjustment of this claim.  R.D. at 60.
N.
Unaccounted-for Water TC "O.
Unaccounted-for Water" \f C \l "2" 
1.
Positions of the Parties

Unaccounted-for water is the difference between the total system output and the amount of metered water that is billed, plus an estimate used for fire service, testing, main flushing and company use.
  Unaccounted-for water is commonly caused by under registration of meters, system leaks, theft and natural losses.  Although the Commission permits a reasonable amount of unaccounted-for-water, its Policy Statement on water conservation cautions that it has found levels above 20% to be excessive.

The Company has a three-year history of unaccounted-for water levels of approximately 30%.
  Specifically, the Company’s unaccounted-for water level was 29% in 2004, 32% in 2005, and 30% in 2006.  Those percentages are significant.  In 2006 alone, the 30% level represents 46,894,200 gallons of lost water.
  

The OTS argued that an $8,030 adjustment should be made, based on a three-year average of unaccounted-for water, as a result of the Company’s history.
 
The Company disputed the OTS’s definition of unaccounted-for water and its proposed adjustment.  According to the Company, water lost due to system leaks that have been found and repaired should not be included in the percentage of unaccounted-for water.
  The Company argued that since those leaks have been repaired, the water lost above 20% should not be included in its unaccounted-for water percentage.  As a result, the Company averred that its unaccounted-for water levels are within permissible Commission guidelines.  

 2.
ALJ’s Recommendation

The ALJ disagreed with the Company’s argument on this claim item.  The ALJ referred to the Commission’s benchmark level of 20% for unaccounted-for water.  The ALJ noted that the Company offered no support or explanation as to why approximately 10% of its unaccounted-for water levels should be removed from its unaccounted-for water percentage.  It also did not refer to any provision of the Public Utility Code or the Commission’s Regulation supporting its purported definition.
  
The ALJ next noted that the Commission, by setting the 20% unaccounted-for water level, accounts for the fact that water systems do leak.  Water lost due to leaks is properly included in the unaccounted-for water percentage but, under the Company’s definition, there is no incentive for a water company to conserve water.  Conservation of water was the object the Commission had in mind in issuing its Policy Statement.  

The ALJ noted that the Company consistently has levels in the 30% range for unaccounted-for water, but it attributes the majority of water lost above 20% to leaks that have been repaired.  The ALJ disagreed with that position, noting that the Company’s relatively high 30% level cannot be attributed to one major leak or one atypical year, given that its unaccounted-for water has consistently been at the 30% level for each of the past three years. 

The ALJ therefore recommended that the Commission accept the OTS’ proposed adjustment and reject the Company’s definition of this item because it does not comply with the Commission’s water conservation Policy Statement and adjust the total operating expense by $8,030.  R.D. at 61-62. 
3.
Exceptions and Reply Exceptions



The Company objects to the ALJ’s recommendation on this item, claiming that her rationale misrepresents the record.  The Company argued that its “unaccounted”for water, excluding gallons lost through leaks and main breaks are, on average, within or barely above the 20% unaccounted for water level outlined in the Commission’s Policy Statement.  The OTS’ witness Hubert simply made a mechanical calculation and included any amount of water not sold to customers as unaccounted for.


Specifically, the Company disputes the ALJ’s assertion that it believes that a 30% unaccounted-for water level is “perfectly acceptable” and that the Company’s history shows a disregard of conservation.  There is no basis for such statements and, accordingly, the OTS’ proposed adjustment for this item should not be adopted.  Company Exc. at 39-41.


The OTS rejoins that the ALJ correctly rejected the Company’s self-servingly narrow definition of unaccounted-for water.  While the Company complains that the OTS’ position is rigid and inflexible, the fact remains that it has failed to demonstrate why it should be permitted to exceed the 20% guideline.  
The OTS further asserts that the ALJ appropriately rejected the Company’s proposed definition for unaccounted-for water, and found that that definition would be in direct opposition to the purpose of the Commission’s 20% guideline.  OTS R.Exc. at 31.  Indeed, the ALJ’s interpretation is accurate, given that the Company’s unaccounted-for water history is consistently in the range of 30%, with no sign of decreasing.  Also, the Company’s position that unaccounted-for water, by definition, should exclude gallons lost to main breaks and leaks evidences that the Company does not believe that its historic 30% level is inappropriate or in need of reduction.  As such, the ALJ appropriately rejected the Company’s proposed definition as overly narrow and unsupported.  OTS R. Exc. at 31-33.
4.
Disposition



On review of this issue, we agree with the disposition recommended by the ALJ, who adopted the OTS’ proposed adjustment to operating expenses for unaccounted-for water.  The ALJ correctly rejected the Company’s definition of unaccounted-for water.  While the Company complains that the OTS’ position is rigid and inflexible, the fact remains that it has failed to demonstrate why it should be permitted to exceed the 20% guideline outlined in our Policy Statement.  

We note that, as delineated above, the Company’s unaccounted-for water history is consistently in the range of 30%, with no sign of decreasing.  Also, the Company’s position that unaccounted-for water, by definition, should exclude gallons lost to main breaks and leaks denies any correlation between leaks and unaccounted-for water and draws a distinct line between subsections (4) and (5)  of our policy statement regarding water conservation measures.  52 Pa. Code § 65.20(4) and (5).  As such, the ALJ appropriately rejected the Company’s proposed definition as overly narrow and unsupported.  
The Commission, by setting the 20% unaccounted-for water level, accounts for the fact that water systems do leak.  Water lost due to leaks is properly included in the unaccounted-for water percentage.  If we were to remove water loss due to leaks from our definition of unaccounted-for water, there would be no incentive for a water company to repair leaks quickly or to conserve water.  Conservation of water and management efficiency were what the Commission had in mind in issuing its Policy Statement.  The Company’s total operating expense for this item will be adjusted by $8,030.  The Company’s Exception on this issue is denied. 
O.
Wages and Salaries TC "P.
Wages and Salaries" \f C \l "2" 
1.
Positions of the Parties


TESI-Water and TESI-Wastewater claimed increases in total salaries and wages of $46,545, a 46% increase over 2006, and $25,044, a 27% increase over 2006, respectively.  TESI-Water St. 1, Exhibit SDF 1 at 1-14; TESI-Sewer St. 1, Exh. SDF 1 at 1-14; OCA St. 1 Water at 6; OCA St. 1 Sewer at 4.  The Company’s percentage of its salaries and wages capitalized in 2006 was 3.3% for TESI-Water and 3.5% for TESI-Wastewater.  OCA St. 1 Water at 5; OCA St. 1 Sewer at 4.  
The Company claimed that those requested increases are reasonable because, in 2006, it capitalized a higher than normal level of salaries and wages. Additionally, in 2007, only 10% of its non-administrative salaries and wages will be capitalized.  TESI-Water M.B. at 11-12; TESI-Wastewater M.B. at 11.  The Company also contended that the information provided in its original filing and in discovery was incorrect, and it provided that new information on rebuttal in order to correct these failures from its case-in-chief.  TESI-Water St. 1R at 3-4; TESI-Wastewater St. 1R at 3-4.  
The Company contended that it pointed out the error in its updated response to an OTS interrogatory, which demonstrates that the total salaries and wages for the Company, both water and sewer, for 2006 totaled $240,309 (total salaries and wages of $246,234 less capitalized wage of $5,930).  Those amounts were based on the actual employee W-2 forms.  The amount reflected on the Company’s books was $186,577, or $53,732 less.
  This data response was provided to the OCA and to the OTS prior to the submittal of their rebuttal testimony, and it is instructive that the OTS did not recommend any adjustment to the Company’s salaries and wages claim at that time.  TESI-Water M.B. at 12; TESI-Wastewater M.B. at 11-12.

In addition, the Company asserted that witness Kraus erred when she assumed the information the Company provided to the Commission and to the Parties was correct when, in fact, it was not.  OCA St. 1S Water at 5; OCA St. 1S Sewer at 5; TESI-Water St. 1R at 3; TESI-Sewer St. 1R at 3.  The Company provided a new schedule containing new information in rebuttal testimony, i.e., TESI-Water Statement 1R, SDF Exhibit No. 3, Attachment 2 and TESI-Sewer Statement 1R, SDF Exhibit No. 3, Attachment 2.  
The Company furthermore noted that it made its filings on October 31, 2007, and presented its direct testimonies on February 28, 2008.  It contended that the 2007 actual results could not be known until the books were closed for the year and that this did not happen until before the Company’s rebuttal testimony was due.  That was when witness Fogelsanger presented the salaries and wages results and witness Shambaugh presented the finalized 2007 fixed capital plant additions, depreciation reserve calculations and annual depreciation expense calculations.
  Accordingly, the Company argued that its claims for this item should be accepted by the Commission.


The OCA argued that the Company has not supported its request for these increases.  It contended that the Company used less capitalization, not more, than the claimed 10% for 2007.  Therefore, according to the OCA, the reason for the increase cannot be the reason give by the Company.  The OCA noted that, in response to discovery on wage expenses, the Company explained that it gave its employees an average wage increase of 3% in 2007.  OCA St. 1 Water at 6; OCA St. 1 Sewer at 4.  The OCA’s witness Kraus applied the 3% increase to TESI-Water’s 2007 salary and wage expenses of $100,747, which resulted in $103,769, or an increase of $3,022.  Likewise, witness Kraus recommended that TESI-Wastewater increase its salary and wage expenses of $91,771 by 3% to $94,524, or a total of $2,753.
TESI-Water stated its intent to capitalize 10% of its non-administrative salaries, or $8,907.  Therefore, according to the OCA, accommodating this capitalization would require further adjustment to deduct non-administrative salaries and wages from total salaries and wages.  That claim would produce a $94,862 salary and wage expense allowance for TESI-Water.  OCA St. 1 Water at 6.  Similarly, TESI-Wastewater intends to capitalize 10% of its non-administrative salaries, or $8,589.  That claim would produce a $85,935 salary and wage expense claim.  OCA St. 1 Sewer at 5.  

The OCA argued that, to account for those reductions in salary and wage expense claims, the Commission should adjust TESI-Water’s claim by a negative $40,799, and TESI-Wastewater’s claim by a negative $20,309.  Furthermore, the OCA asserted that, due to those adjustments, the Commission should reduce FICA payroll taxes, TESI-Water’s payroll taxes to be reduced by $3,121, and TESI-Wastewater’s to be reduced by $1,554.  OCA St. 1 Water at 7; OCA St. 1 Sewer at 5.  The OCA contended that the Commission should disregard TESI’s position provided after discovery and after its direct testimony.  

2.
ALJ’s Recommendation

The ALJ noted that the data the Company provided as justification for this expense was not provided in its case-in-chief, nor was it provided in response to discovery requests asking for salary and wage information.  Additionally, the Company did not indicate that final or correct numbers were forthcoming.  This delay necessitated the stipulations contained in TESI-Water Exhibit 3 and TESI-Sewer Exhibit 2.

The Commission’s Regulations prohibit the introduction of evidence in the rebuttal phase that should have been included in a utility’s case-in-chief.  Specifically, 52 Pa. C.S. § 5.243(e)  TA \l "52 Pa. Code § 5.243(e)" \s "52 Pa. Code § 5.243(e)" \c 6 provides as follows:
(e)     A party will not be permitted to introduce evidence during                             a rebuttal phase which: 
   
(1)  is repetitive;
  
(2)  should have been included in the party’s case-in-chief; or 

   
(3)  substantially varies from the party’s case-in-chief. 

The ALJ observed that the data included in the Company’s rebuttal and surrebuttal attachments should have been included in its case-in-chief.  Also, the information provided in those attachments substantially varied from its case-in-chief.  The ALJ concluded that it would therefore not be equitable to permit it to have a second chance to present direct testimony, or to allow it to supplement inadequate direct testimony during the rebuttal phase of this case.  
The ALJ noted that the Company’s witness, Fogelsanger, testified that the OCA’s witness should not have assumed TESI’s data, provided in its initial filing, was correct when determining that there needed to be an adjustment to the salary and wage claim.  TESI-Water Statement 1R at 3.  The ALJ further observed that the OCA and all other participants in the proceeding are entitled to assume that the data provided by the Company was accurate and correct.  In addition, the burden was on the Company to provide the “correct” data sooner than during the rebuttal phase.  Lastly, it failed to prove a legitimate reason for why it included incorrect data and why it took so long to provide that information to the Parties.  

The ALJ noted that the Commission has spoken to this issue.  “The clear purpose of it [52 Pa. Code § 5.243(e)] is to avoid trial by ambush and the prevention of surprise can only be achieved if the parties are confined to the scope of their direct case.”   Pennsylvania Public Utility Commission v. UGI Utilities, Inc., 1994 Pa. PUC LEXIS 138, *85.  The ALJ stated that, in her opinion, the Parties here were “ambushed” by the new information contained in TESI-Water St. No. 1R, SDF Exh. No. 3, Attachment 2 and TESI-Sewer St. No. 1R, SDF Exh. No. 3, Attachment 2.  

The ALJ further noted that the OCA’s proposed adjustments are reasonable for ratemaking purposes because those adjustments are based on the Company’s most recent increase in salaries and wages rather than on the inflated percentage increases reflected in its filing.  Also, the Company failed to provide the information in a timely manner and failed to prove a legitimate reason for its delay.  However, even if its “corrected” information was filed timely, it failed to provide a reason or evidence for why it requires more than a 3% increase in its salary and wage claim.

Lastly, it should be noted OCA Witness Kraus recommended the adjustment to the salary and wage claim should be extended to the payroll tax (FICA only) because the payroll tax is a percentage of the total salary and wage claim.  Kraus recommended an adjustment of $3,121 in the water proceeding. OCA Water St. 1 at 7.  The corresponding recommended adjustment in the wastewater proceeding was $1,554.  OCA Sewer St. 1 at 5.  The ALJ noted that the Company provided no evidence to prove why it required more than the 3% increase recommended by the OCA and, in fact, provided no contrary evidence or argument on whether the payroll tax expense claim should change.  The OCA’s recommendation of 3% is based upon the Company’s historical increases to this expense category.  
Accordingly, the ALJ recommended that the Commission reject the Company’s claim for a salary and wage adjustment of $9,031, resulting in a total of $144,692 for TESI-Water and $8,967 for a total of $115,211 for TESI-Wastewater, as well as the accompanying payroll taxes claimed of $269 for TESI-Water and $473 for TESI-Wastewater.  Additionally, the ALJ recommended that the Commission adopt the downward salary and wage adjustments recommended by the OCA of $40,799 for TESI-Water and $20,309 TESI-Sewer, and the accompanying taxes of $3,121 for TESI-Water and $1,554 for TESI-Wastewater.  Those adjustments would provide TESI with a 3% increase consistent with its past salary and wage increases, as well as bring adjustments fully supported by record evidence.  R.D. at 66-67.
3.
Exceptions and Reply Exceptions



The Company objects to the ALJ’s recommended adoption of the OCA’s proposed $40,799 disallowance for this item for TESI-Water and $20,309 for TESI-Wastewater.  The Company avers that there is no justification for such massive reductions to known future test year expenses and that for the Commission to adopt the ALJ’s recommendation would be punitive and confiscatory to the Company.  


The Company further avers that the OCA’s proposed adjustments are based on incorrect and vastly underestimated actual salaries and wages for TESI-Water and TESI-Wastewater.  The proposed disallowances are unsupportable because the base numbers for those adjustments are unsupportable.  The ALJ also incorrectly accepted the OCA’s proposed reduction of $3,121 for payroll taxes for TESI-Water and $1,554 for TESI-Wastewater.  The Company asserts that, as its witness Fogelsanger noted, its payroll taxes should be based upon the actual 2007 level of salaries.  This would require an adjustment of $2,234 for TESI-Water, which is $269 higher than the claim made in the filing, and an adjustment of $1,103 for TESI-Wastewater, which is $473 higher than the claim made in the filing.  Company Exc. at 21-29.


The OCA rejoins that, while the ALJ accepted the OCA’s proposed reduction to this item, she also adopted the OCA’s proposed 3% increase consistent with the Company’s past salary and wage adjustments.  R.D. at 67.  The ALJ also recommended that the Commission adjust the Company’s proposed FICA payroll tax in accord with her recommendation on the salary and wage adjustments.


The OCA posits that the ALJ was correct in her recommendations on this issue.  The OCA points out that the evidence provided by the Company addresses its “Eastern Division” and does not appear to represent its Treasure Lake Water and Wastewater systems exclusively.  Also, the Company introduced new evidence in support of its expense claim in rebuttal, and that is not in accord with the Commission’s Regulations.  For the above reasons, the OCA argues that  the Commission should affirm the ALJ’s recommendations.  OCA R. Exc. at 15-19.
4.
Disposition



On review of this issue, we agree with the disposition recommended by the ALJ.  We find that the Company has not supported its request for the increases it sought.  On the other hand, the OCA’s proposed adjustments are reasonable for ratemaking purposes because they are based on the Company’s most recent increase in salaries and wages, rather than on the inflated percentage increases reflected in the Company’s filing.  We also note that the Company failed to provide the requested information in a timely manner and also failed to provide a legitimate reason for its tardiness.  Finally, adoption of the ALJ’s proposed adjustments will provide the Company with a 3% increase consistent with its past salary and wage increases, as well as reflect adjustments fully supported by record evidence.


Accordingly, we reject TESI-Water’s claim for a salary and wage adjustment of $9,031 as well as the accompanying payroll taxes of $269.  We adopt a downward salary and wage adjustment of $40,799 and accompanying payroll tax adjustment of $3,121.


As to TESI-Wastewater, we reject its claim of $8,967 for this item as well as the accompanying payroll taxes of $473.  We adopt a downward salary and wage adjustment of $20,309 and accompanying payroll tax adjustment of $1,554.  The Company’s Exception on this issue is denied, consistent with the foregoing discussion.  





V.
 Taxes TC "V.
 Taxes" \f C \l "1" 


No Party contested the Company’s tax claim and, therefore, we will adopt the Company’s tax claim as filed.





VI.
Rate of Return TC "VI.
Rate of Return" \f C \l "1" 
A.
Introduction TC "A.
Introduction" \f C \l "2" 
It has been determined in this Commonwealth that a public utility is entitled to an opportunity to earn a fair rate of return on the value of its property which is dedicated to public service.  Pennsylvania Gas & Water Company v. Pennsylvania Public Utility Commission, 341 A.2d 239 (Pa. Cmwlth. 1975).  This is consistent with longstanding decisions by the United States Supreme Court, including Bluefield Water Works and Improvement Company v. Public Service Commission of West Virginia, 262 U.S. 679, 690-93 (1923) and Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591 (1944).   



A utility’s rate of return has been defined as follows:

[t]he rate of return is the amount of money a utility earns, over and above operating expenses, depreciation expense and taxes, expressed as a percentage of the legally established net valuation of utility property, the rate base.  Included in the ‘return’ is interest on long-term debt, dividends on preferred stock, and earnings on common stock equity.  In other words, the return is that money earned from operations which is available for distribution among the capital.  In the case of common stockholders, part of their share may be retained as surplus.  The rate-of-return concept merely converts the dollars earned on the rate base into a percentage figure, thus making the item more easily comparable with that in other companies or industries.

P. Garfield and W. Lovejoy, Public Utility Economics, (1964), p. 116.



The overall rate of return of the parties is summarized in the following tables:

TESI

	Capital Type
	Capital Structure Ratios
	Cost Rate
	Weighted Cost

	Long-Term Debt
	45%
	6.41%
	2.88%

	Common Equity
	55%
	11.40%
	6.27%

	Total
	100%

	
	9.15%


OCA

	Capital Type
	Capital Structure Ratios
	Cost Rate
	Weighted Cost

	Long-Term Debt
	45%
	6.26%
	2.82%

	Common Equity
	55%
	9.89%
	5.44%

	Total
	100%

	
	8.26%


OTS

	Capital Type
	Capital Structure Ratios
	Cost Rate
	Weighted Cost

	Long-Term Debt
	55%
	6.41%
	3.53%

	Common Equity
	45%
	10.65%
	4.79%

	Total
	100%

	
	8.32%


B.
Capital Structure TC "B.
Capital Structure" \f C \l "2" 
1.
Positions of the Parties TC "1.
Positions of the Parties" \f C \l "3" 


TESI proposed that the Commission adopt a hypothetical capital structure consisting of 45% long-term debt and 55% common equity for use in determining the overall rate of return.  TESI opined that the use of a hypothetical capital structure is proper since TESI’s common equity ratio based upon total capital at December 31, 2006, and December 31, 2007, was 100%.  TESI-Water M.B. at 33; TESI-Wastewater M.B. at 28.  TESI asserted that a capital structure of 45% debt and 55% common equity would provide it with a rate of return commensurate with returns seen in investments in other enterprises with corresponding risk, and it will also assure confidence in the financial integrity of TESI in order to maintain TESI’s credit and attract additional capital.  R.D. at 77. 



The OTS disputed the reasonableness of the Company’s requested 45% long-term debt and 55% common equity.  The OTS argued that utilization of a hypothetical capital structure consisting of 55% long-term debt and 45% common equity is proper.  The OTS argued that its recommended capital structure is more consistent with Commission precedent.  R.D. at 73, 75.



The OCA did not challenge TESI’s use of a hypothetical capital structure since TESI’s actual capital structure is 100% common equity.  R.D.       at 74.
2.
ALJ’s Recommendation


The ALJ recommended adoption of a hypothetical capital structure consisting of 55% debt and 45% common equity, as proposed by the OTS.  The ALJ noted that TESI’s base rate filing cited a capital structure of 55% debt and 45% common equity which differed from the 45% debt and 55% common equity capital structure recommended by TESI in its direct testimony.  The ALJ found that TESI’s record evidence did not justify or support TESI’s recommended hypothetical capital structure of 55% common equity and 45% debt.  R.D. at      76-77.

3.
Exceptions and Reply Exceptions


TESI excepts to the ALJ’s capital structure recommendation, claiming that the ALJ’s adoption of the OTS’ recommendation has no support since the OTS submitted rate of return testimony but later withdrew it. TESI claims its recommended capital structure ratios are reasonable when looking at the range of capital structure ratios maintained by the proxy groups of TESI’s rate of return witness.   TESI argues that it has met its burden of proof since its testimony supports its recommended capital structure and is the only testimony in the record.  TESI Exc. at 9-10.



In reply, the OTS states that the ALJ properly concluded that TESI failed to support its requested hypothetical capital structure and adopted the OTS recommended 55% debt and 45% common equity capital structure.  The OTS avers that TESI’s base rate filing claimed an appropriate 55% debt and 45% equity hypothetical capital structure ratio, which TESI later reversed to 45% debt and 55% equity ratio in Direct Testimony.  The OTS disagrees with TESI’s contention that the capital structure of 55% common equity and 45% debt in TESI’s filing should be ignored simply because it does not have accompanying testimony.  The OTS opines that it is appropriate for the ALJ to rely on the Company’s own filing in its determination of an appropriate capital structure.  In addition, the OTS argues that the barometer group information presented in the Company’s Direct Testimony supports a 55% debt and 45% common equity hypothetical capital structure.  OTS R. Exc. at 9-10.  


4.
Disposition

In order to determine TESI’s overall cost of capital an appropriate capital structure must be used.  We note that, since the Company has an atypical actual capital structure, one that is financed 100% by common equity, it is proper to use a hypothetical capital structure.  The Commission has traditionally employed hypothetical capital structures where the debt or equity ratio is excessive.  In Pennsylvania Public Utility Commission v. Arrowhead Pub. Serv. Corp., 73 Pa. P.U.C. (1990), the Commission adopted a hypothetical capital structure of 55% debt and 45% equity where Arrowhead’s actual capital structures consisted of 81.8% debt and 18.2% common equity.  Similarly, the Commission adopted a hypothetical capital structure in Re: Lake Latonka Water Co., 74 Pa. P.U.C. 647 (1991), finding that its determined capital structure was within a reasonable range of capital structures experienced by similar companies.

We note that the Commonwealth Court has affirmed the Commission’s use of a hypothetical capital structure.  The Court stated:

[w]here a utility’s actual capital structure is too heavily weighted on either the debt or equity side, the Commission, which is responsible for determining a capital structure which allocates the cost of debt and equity in their proper

proportions, must make adjustments to the utility’s capital structure.



TESI employed a hypothetical capital structure consisting of 45% debt and 55% common equity.  Neither the OCA nor the OTS objected to the Company’s use of a hypothetical capital structure, but remaining at issue is the debt ratio and equity ratio proposed by the Company.  



We are in agreement with the ALJ that a hypothetical capital structure of 55% debt and 45% equity is more representative of the capital structures of the six company barometer group and the four company barometer group used as proxies for determining a proper capital structure.   Therefore, we will adopt the OTS recommended hypothetical capital structure of 55% debt and 45% equity.
C.
Embedded Cost of Long-Term Debt TC "C.
Embedded Cost of Long-Term Debt" \f C \l "2" 
1.
Positions of the Parties

TESI recommended an embedded cost of debt of 6.41%.  TESI’s recommended cost of debt was derived by averaging the cost of debt of two proxy groups, one group consisting of six AUS Utility Reports water companies and one group consisting of four Value Line water companies.  The average cost of debt of the two proxy groups was 6.26%.  TESI’s witness then added 15 basis points to the 6.26% average cost of debt of the two proxy groups which resulted in a 6.41% cost of debt.  TESI’s witness claimed that the 15 basis point adjustment was necessary to reflect issuance costs associated with the financing of debt.  TESI M.B. at 35-36.
The OCA challenged TESI’s recommended 6.41% debt cost rate, arguing that TESI’s recommended 15 basis point adjustment to account for issuance expenses was merely an attempt by TESI to inflate the cost of its hypothetical debt.  The OCA opined that TESI’s 15 basis point adjustment is an unjustified and impermissible inflation of its hypothetical debt cost.  OCA M.B. at 27-28.
2.
ALJ’s Recommendation 

The ALJ recommended adoption of the OCA’s position that TESI’s long-term cost of debt should be 6.26%.  The ALJ agreed with the OCA that the Commission should disregard TESI’s request to include an additional 15 basis point adjustment to its cost of debt for issuances that may never occur.  The ALJ concluded that TESI did not provide any factual information as to why the average cost of debt of its two proxy groups should be adjusted upward by 15 basis points for debt issuance expense.  R.D. at 79.
3.
Exceptions and Reply Exceptions
In its Exceptions, TESI states that the composite interest cost rates of the existing debt of the two proxy groups does not represent the full cost of raising the actual long-term debt capital since they do not reflect the issuance costs associated with these debt financings.  TESI opines that the 15 basis point adjustment made to its proxy groups average cost of debt is reasonable, if not conservative.  Company Exc. at 11-12.

The OCA rejoins that the ALJ correctly concluded that TESI’s long-term debt cost rate should be 6.26%.  The OCA agrees with the ALJ’s finding that TESI did not carry its burden of proof on this issue.  OCA R. Exc. at 2-4.

4.
Disposition

Both TESI and the OCA similarly calculated the debt cost rate for TESI by averaging the six-company and four-company barometer groups to arrive at a cost of debt of 6.26%.  TESI, however, made a 15 basis point adjustment to the 6.26% debt cost rate to reflect financing costs resulting in a recommended 6.41% debt cost rate.  We agree with the ALJ that the 15 basis point adjustment proposed by TESI has not been supported by the record evidence and therefore should be rejected.  We shall adopt a long-term cost of debt rate of 6.26% to be applied to TESI’s debt ratio.
D.
Common Equity Cost Rate TC "D.
Common Equity Cost Rate" \f C \l "2" 
1.
Introduction 

Because TESI does not have publicly traded common stock, the determination of an appropriate return on common equity requires a market-based recommendation predicated upon a group of companies with publicly traded common stock and investment risk similar to the Company.  In focusing particularly on equity return, the United States Supreme Court in Hope Natural Gas stated:

[i]t is important that there be enough revenue not only for operating expenses but also for the capital costs of the business.  These include service on the debt and dividends on the stock.  By that standard the return to equity owner should be commensurate with returns on investments in other enterprises having corresponding risks.  That return, however, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and attract capital.

The Pennsylvania Supreme Court provided an additional interpretation of the above-cited Hope decision when it determined that:

[w]e do not believe, however, that the Hope decision stands for the proposition . . . that the end result of a ratemaking body’s adjudication must be the setting of rates at a level that will, in any given case, guarantee the continued financial integrity of the utility concerned:  Rather the Hope decision requires only that the regulatory authority balance consumer and investor interests to determine “just and reasonable” rates.

To arrive at an appropriate recommended return on common equity, the Discounted Cash Flow (“DCF”) method applied to a barometer group of similar utilities, has historically been the primary determinant utilized by the Commission.
  

2.
Positions of Parties

TESI recommended a return on common equity of 11.40% applicable to its requested hypothetical common equity ratio of 55% for both TESI-Water and TESI-Wastewater.  TESI opined that its return on common equity recommendation is based on the application of four well-tested market-based common equity cost models applied to two proxy groups of water utilities, the six AUS Utility Reports water companies and the four Value Line water companies.  The four common equity cost models used by TESI’s witness were the Discounted Cash Flow (“DCF”) approach, the Risk Premium Model (“RPM”), the Capital Asset Pricing Model (“CAPM”) and the Comparable Earnings Model (“CEM”).  TESI-Water M.B. at 36, 39; TESI-Wastewater M.B. at 31, 34. 

The indicated range of common equity cost rates before a business risk adjustment based upon the four models is 10.80% for the proxy group of six AUS Utility Reports water companies, and the range for the proxy group of four Value Line water companies is 11.00%.  R.D. at 85.

TESI argued that an upward 50 basis point adjustment to its proxy groups common equity cost rates of 10.80% to 11.00% is necessary since TESI has greater business risk than the average proxy group company because its smaller size vis-à-vis each proxy group.  After making TESI’s 50 basis point business risk adjustment to the common equity cost rates of each of its proxy groups, the resulting common equity cost rate for the six water company proxy group is 11.30% (10.80% + .50%) and the resulting common equity cost rate for the four water company proxy group is 11.50% (11.00% + .50%).  Based on the common equity cost rates adjusted for business risk for the two proxy groups of 11.30% and 11.50%, TESI’s witness recommended a cost of common equity of 11.40%.  TESI M.B. at 53-54.
The OTS opined that a cost of common equity of 10.65% balances the interests of the ratepayers and TESI while the Company’s requested 11.40% return on common equity is unreasonably excessive and would result in rates that are neither just nor reasonable.  The OTS recommended that the Commission reject TESI’s 11.40% requested return on common equity as improper.  OTS M.B. at 30-32.
The OCA recommended a cost of common equity of 9.89% applicable to TESI’s requested 55% common equity ratio.  OCA M.B. at 43.  The OCA argued that the Commission has rejected many times the approach used by TESI whereby the Company takes the results from four common equity cost models- DCF, RP, CAPM, and CEM and averages the results of the models across two proxy groups to develop its recommended cost of common equity.  The OCA argued that the DCF model, in combination with informed judgment, is the cost of equity methodology that should be employed.  OCA M.B. at 29.
3.
ALJ’s Recommendation

The ALJ recommended that TESI be entitled to earn a return of 10.65% on its common equity, as proposed by the OTS.  The ALJ concluded that a 10.65% return on common equity balances the interests of the ratepayers and the Company in this proceeding.  The ALJ pointed out that the average DCF cost of common equity for the water company barometer group was 10.65% and the Commission has accepted a return on equity in this range in recent water base rate cases.  R.D. at 86-87.

4.
Exceptions and Reply Exceptions
TESI objects to the ALJ’s recommended 10.65% return on common equity.  TESI points out that the ALJ adopted the OTS’ position on cost of common equity even though the OTS withdrew its rate of return testimony in this case.  TESI opines that the OTS improperly based its cost of common equity recommendation on a September 2007 Quarterly Earnings Report prepared by the Commission’s Bureau of Fixed Utility Services.  TESI argues that the ALJ recommendation is not based on any evidentiary support.  Company Exc. at 7.     

In its reply, the OTS opines that the ALJ properly adopted a 10.65% cost of common equity, in lieu of TESI’s 11.40% request.   The OTS avers that the ALJ’s recommendation is correctly based on the average DCF cost of common equity for the water company barometer group, Commission precedent, and the Company’s own DCF calculations.  OTS R. Exc. at 4. 
5.
Disposition

We note that historically, we have primarily relied on the DCF methodology in arriving at our determination of the proper cost of common equity.  We have, in many recent decisions, determined the cost of common equity primarily based upon the DCF method and informed judgment. See Pennsylvania Public Utility Commission v. Philadelphia Suburban Water Company, 71 Pa. P.U.C. 593,623-632 (1989); Pennsylvania Public Utility Commission v. Western Pennsylvania Water Company, 67 Pa. P.U.C. 529, 559-570 (1988); Pennsylvania Public Utility Commission v. Roaring Creek Water Company, 150 PUR4th 449, 483-488 (1994); Pennsylvania Public Utility Commission v. York Water Company, 75 Pa. P.U.C. 134, 153-167 (1991); and Pennsylvania Public Utility Commission v. Equitable Gas Company, 73 Pa. P.U.C. 301, 345-346 (1990).  Other methodologies can be used as a check on the reasonableness of the results arrived at by the use of the DCF method, tempered by informed judgment.  

Based upon our analysis and review of the record evidence, we adopt the ALJ’s recommended 10.65% common equity cost rate.  We note that TESI’s DCF analysis resulted in a range of 9.76% to 9.89%, to which TESI made a 60 basis point adjustment for financial risk.  We shall deny TESI’s request to add an additional 60 basis points to its DCF results reflecting financial risk as this adjustment is not supported by the record. 

We note that TESI made a 50 basis point adjustment to its common equity cost finding to account for business risk as a result of TESI’s size vis-à-vis the size of the proxy group companies.  In Pennsylvania Public Utility Commission v. Consumers Pennsylvania Water Company-Roaring Creek Division, (Roaring Creek), 182 P.U.R.4th 237(1997), we found that Roaring Creek had a higher business risk vis-à-vis its proxy group of water utilities because of its small customer base, high unemployment rate and small capitalization.  Accordingly, in the latter proceeding we granted Roaring Creek a 40 basis point increase to its return on common equity as a proper adjustment. 

We are similarly persuaded by the Company’s arguments that a 50 basis point business risk adjustment to its cost of common equity is indeed appropriate.  We, therefore, determine that the viability of the Company’s future operating revenue is at risk and must be assuaged with a 50 basis point adjustment to the Company’s cost of common equity.

In summary, the Company’s DCF analysis resulted in a range of 9.76% to 9.89%.  Tempered by informed judgment, we will adjust the Company’s DCF result to 10.15% and add 50 basis points to reflect the business risk of TESI to account for TESI’s size vis-à-vis the proxy group of companies.  This results in a 10.65% (10.15% plus 50 basis points for business risk) cost of common equity applicable to the Company’s common equity ratio.  Therefore, based on our analysis of the record in this proceeding, we conclude that the ALJ’s recommended cost of common equity of 10.65% is reasonable and appropriate under the circumstances in this proceeding.
E.
Conclusion TC "E.
Conclusion" \f C \l "2" 
The following table summarizes our determinations concerning TESI’s capital structure, cost of debt, and cost of common equity, as well as the resulting weighted costs and overall rate of return:
	Capital Type
	Ratio
	Cost Rate
	Weighted Cost

	Debt
	55.00%
	6.26%
	        3.44%

	Common Equity
	45.00%
	10.65%
	        4.79%

	
	100.00%
	
	        8.23%


VII.
Rate Structure TC "VII.
Rate Structure" \f C \l "1" 
A.
Across-the-Board Increase TC "A.
Across-the-Board Increase" \f C \l "2" 

1.
Positions of the Parties


There are three customer classes in TESI’s water and wastewater tariffs.  There are 1,946 residential customers, 40 commercial customers and 3,454 availability customers.  While the largest class is the availability class, TESI proposed to increase only the residential and commercial class rates.  TESI M.B. at 4-5.


The availability class consists of those owners of undeveloped lots.  The owners of these lots expect that water service will be available when they decide to build on their lots.  The current availability charge for wastewater customers is $4.20 per month per lot, or $12.60 on a quarterly basis.  Company Exc. at 45.  The current availability charge for water customers is $3.00 per meter per lot, or $9.00 on a quarterly basis.  Company Exc. at 44.  TESI argues that it would be inappropriate to increase the availability charge because availability fees are difficult to collect.  TESI asserts that any increase in those fees will simply increase the amount of uncollectible accounts.  Company Exc. at 44-46.  TESI argues that the better course would be to eliminate availability fees altogether or create a category of inactive accounts that would not be permitted to develop their lots until all outstanding availability fees are paid.  Company M.B. at 53-54.



The OTS argues that the failure to assign a proportionate increase to availability customers results in unjust and unreasonable rates for residential and commercial customers.  The OTS asserts that traditional ratemaking typically contains across-the-board increases where, as here, there is no cost of service study.  According to the OTS, the failure to assign a proportionate amount of the awarded increase to availability customers unlawfully provides that customer class with an unreasonable preference in rates.  OTS M.B. at 33-35.


The OTS also disagrees with TESI’s arguments regarding collectibility.  After discussing the record evidence, which indicates that TESI is collecting a substantial amount from availability customers, the OTS asserts that “rates are not traditionally designed according to which customer class is most likely to pay.”  OTS M.B. at 36.  The OTS also opposes TESI’s suggestion that availability rates be eliminated or changed to provide for inactive accounts which must pay all outstanding charges before water service can be collected.  First, the OTS argues that TESI improperly presented these options in rebuttal testimony.  Second, the OTS argues that availability rates have been historically accepted by the Commission for systems like TESI that serve both developed and developing resort areas.  Id. at 90-91.



The OCA also supports an across-the-board increase.  The OCA argues that TESI’s approach simply means that usage customers will subsidize availability customers.  According to the OCA, it has long been the Commission’s policy to have all customers who benefit from a utility’s infrastructure to contribute to the costs of operating and maintaining that infrastructure.  The OCA argues that TESI’s position regarding collectibility of availability rates is unpersuasive.  Noting that approved revenue levels represent the opportunity to collect those revenues and do not represent a guarantee, the OCA asserts that TESI should continue to pursue collections from availability customers.  OCA M.B. at 44-45.  


2.
ALJ’s Recommendation  



The ALJ recommended that TESI assign a proportionate share of any increase awarded to availability customers.  The ALJ noted that availability charges served the purpose of defraying the costs of constructing a complete water or sewerage system which served both developed properties and would be available to serve undeveloped lots when building occurred.  If usage customers were the only class to bear water and sewer rates, the level of charges to those customers would be exorbitant.  R.D. at 95.


The ALJ also found that TESI “failed to state a reasonable and convincing reason to justify leaving the availability charge static while increasing the rates paid by TESI’s other customers.”  R.D. at 95.  For the foregoing reasons, the ALJ recommended that any increase granted should be allocated proportionately among all customer classes.  Id. at 95-96.  


3.
Exceptions and Reply Exceptions  



TESI reiterates its argument that a proportionate increase in both water and wastewater rates simply means that it will be unable to collect a larger portion of any increase approved in this proceeding.  Company Exc. at 44-45.  TESI also asserts that there is no cost basis for assigning any of the proposed increase to availability customers.  Company Exc. at 46-48.  Accordingly, TESI argues that its proposed rate design, which assigns no portion of the proposed increase to availability customers, is appropriate.  



The OTS responds that the ALJ properly recommended an across the board increase.  The OTS asserts that fully 64% of TESI’s customer base is the availability class.  The OTS argues that TESI’s attempt to eliminate 64% of its customer base from the proposed increase is improper.  OTS R. Exc. at 34.  The OTS also reiterates its position that the difficulty in collecting charges from availability customers in no way addresses the basic issue of whether those customers should bear some proportion of any increase in rates.  The OTS asserts that proper ratemaking methodology requires an across-the-board increase.  Id.    at 35.  


4.
Disposition  



We will deny TESI’s Exception and adopt the recommendation of the ALJ to provide for an across the board increase including the availability customers.  We note that the ALJ stated the following regarding this issue:  
TESI is a small owner/developer that relies upon availability charges to operate and maintain its systems.  Thus, the economic purpose of the charge continues to remain as valid today as when the rule was written in 1983.  The availability charge, as it affects TESI-Water and TESI-Wastewater, has not outlived its purpose and should not remain static while the other customer classes bear the burden for this rate increase.
R.D. at 95.  



The other Parties pointed out that availability customers obtain value in having TESI’s systems available for connection as those customers improve their lots.  The OCA notes that if both distribution plant and service capacity were not available to the unimproved lots, those lots would have far less value.  No home could be constructed on an unimproved lot until the system was extended and the unimproved lots would have a much lower sale value.  R.D. at 93.  



In addition to the value that the availability customers receive, we also note the OTS’ observation that assigning a share of the increase to TESI’s availability customers simply continues the existing rate design that was approved in TESI’s 1997 base rate proceeding.  The OTS notes that these customers have seen no increase for a period of ten years.  We agree with the OTS that TESI has presented no evidence which would justify leaving the availability rates static, while the other two rate classes received increases.  Such a circumstance necessarily would involve residential and commercial customers subsidizing availability customers.  R.D. at 89.


We agree that availability customers get value from TESI’s system.  To the extent that TESI must increase rates to operate and maintain that system, availability customers must participate in that rate increase.  We also agree that there is no evidence to support a circumstance in which residential and commercial customers would subsidize availability customers.  We will adopt the ALJ’s recommendation on this issue.  In addition, we agree that the availability rate class should receive an increase in the same proportion as the other two rate classes. 
B.
Water Allowance in Customer Charge TC "B.
Water Allowance in Customer Charge" \f C \l "2" 
1.
Positions of the Parties


TESI-Water’s current rate structure provides for a minimum charge which contains a 2,500 gallon water allowance and volumetric charges for water usage above that monthly minimum.  TESI-Wastewater’s rate structure provides for a minimum charge which contains a 2,000 gallon water allowance and volumetric charges for water usage above that monthly minimum.  R.D. at 96.



The OTS proposed that TESI be directed to eliminate the monthly water allowances in its next water and wastewater base rate filings so that the customer charge only reflects non-water related costs such as billing and metering.  The OTS argues that such a direction is consistent with the Commission’s concerns regarding water conservation, citing Pennsylvania Pubic Utility Commission v. Emporium Water Company, 208 P.U.R. 4th 502, 2001 Pa. PUC LEXIS 7; and Pennsylvania Public Utility Commission v. Lemont Water Company, 1994 Pa. PUC LEXIS 44.  OTS M.B. at 41-42.  The OTS argued that a firm direction to require complete elimination of water allowances is needed, otherwise an incremental approach such as small reductions in allowances will permit the issue to linger indefinitely.  OTS M.B. at 41-42.


The OCA supported the OTS’ position on this issue.  The OCA also noted that the Commission has taken the position that elimination of water allowances promotes conservation.  Accordingly, the OCA recommends that the Company be directed to eliminate or reduce water allowances in its next rate filings.  OCA M.B. at 43-44.


TESI did not oppose the general concept of addressing water allowances.  However, TESI argued that it should have flexibility in determining when and how to reduce water allowances.  It opposed any direction that water allowances should be eliminated in its next base rate filings.  TESI also disagreed with the OTS on what elements should be included in a customer charge.  TESI M.B. at 56-57.
2.
ALJ’s Recommendation



The ALJ agreed with the OTS that TESI should be directed to eliminate water allowances in its next base rate filings.  R.D. at 98.  The ALJ noted that this issue was raised in TESI’s 1997 base rate proceeding.  At that time, TESI reduced its then 3,000 gallon allowance per month to the current 2,500 gallon per month allowance.  Observing that this incremental approach succeeded in reducing the allowance by only 500 gallons per month over a ten-year span, the ALJ recommended an approach that would eliminate the water allowances with TESI’s next base rate filings.  Id. at 97.



The ALJ commented that the OTS’ approach would provide TESI with some flexibility since it will control the timing of its next base rate filings.  The ALJ also stated that TESI’s reservations about the elements of a customer charge were premature, as that issue would be fully vetted in the next base rate proceeding.  R.D. at 98.

3.
Exceptions and Reply Exceptions


TESI agrees that it should move to reduce the minimum water allowance in the next base rate case.  However, it asserts that the primary issue is one of timing.  Company Exc. at 43.  TESI argued that the OCA correctly recognized that the primary issue is customer impact and acceptance of a new volumetric charge rate structure.  Accordingly, a more gradual approach is warranted than the ALJ’s recommended action.  TESI also argued that the issue of whether an incremental approach to the elimination of water allowances was better left to the next case.  Company Exc. at 44.



The OTS argues that the Company’s history indicates that, on a voluntary basis, the Company has reduced its water allowances by only 500 gallons per month in 10 years.  The OTS argues further that TESI has offered no assurances of when, if ever, the water allowances will be eliminated.  Accordingly, the OTS asserts that a firm direction must be given as recommended by the ALJ.  OTS R. Exc. at 34.

4.
Disposition 



We agree with the ALJ on this issue and direct TESI to eliminate its water allowances in both its water and wastewater operations in its next base rate case.  Like the ALJ, we find that the voluntary reductions in these allowances over the last ten years do not represent the aggressive commitment to conservation that is needed.  To the extent that TESI asserts that timing of the elimination is a concern, the timing of its next base rate case is wholly within its control.  We also find that its concern about a customer charge for non-usage related items is a non-issue.  The actual elements of an appropriate customer charge will be explored in its next base rate case when the water allowances are removed.  In this context, we agree with the ALJ that the examples of customer charge elements listed in her recommendation are simply examples, not an exhaustive list.  TESI’s Exception on this issue is denied, consistent with the foregoing discussion.

VIII. 
Miscellaneous TC "VIII. 
Miscellaneous" \f C \l "1" 
A.
Charges from Affiliated Interest Entities TC "A.
Charges from Affiliated Interest Entities" \f C \l "2" 
1.
Positions of the Parties


The OCA argued that TESI made various claims in both the water and wastewater proceedings which involve allocations “from companies affiliated with TESI.”  OCA M.B. at 18.  The OCA then pointed to Sections 2101, et seq., of the Code, 66 Pa. C.S. § 2101, et seq., and noted that TESI is required to file, and obtain approval of, any affiliated interest agreements which involve its Pennsylvania operations.  According to the OCA, TESI has failed to make such filings.  The OCA argued further that, to the extent TESI failed to obtain approval of the necessary affiliated interest agreements prior to the conclusion of the evidentiary phase of this proceeding, the full amount of the affiliated transactions should be excluded.  The OCA argued that an adjustment to TESI-Wastewater of negative $106,661 should be made and an adjustment of negative $57,030 to TESI-Water should be made.  OCA M.B. at 19



TESI rejoins that no Party challenged the method for allocating the costs of affiliated services.  TESI also argued that, other than the OCA’s position on Contracted Services (AFS) (a separate issue), no other recommendation was made related to affiliated service expenses.  According to TESI, the foregoing indicated that the issues of “whether disallowances are appropriate because of excessive expense levels and whether such services are reasonable and proper, have been fully reached in this case.”  Company R.B. at 11.  TESI argued that the final determination of whether recovery of affiliated services expense is appropriate or not will be up to the Commission.  On that basis, TESI argued that a blanket exclusion of expenses based on whether or not affiliated interest agreements have been filed is not warranted.  Id. at 12.  



TESI argued further that there is precedent for the finding that the lack of an affiliated interest agreement is not, in and of itself, justification for a blanket exclusion of expense items.  TESI asserted that in Pennsylvania Public Utility Commission v. Pennsylvania Gas and Water Company – Water Division, 55 Pa. P.U.C. 339 (1981), the Commission itself found that it was inappropriate to deny recovery of expenses in a case prior to review of affiliated interest agreements under Section 2102 of the Code.  Company R.B. at 12.  TESI also argued that the Pennsylvania Commonwealth Court has ruled on this issue and determined that the lack of prior contract approval was entirely a technical objection and that such approval was a matter within the Commission’s discretion, citing Pennsylvania Gas and Water Company v. Pennsylvania Public Utility Commission, 456 A.2d 1126 (Pa. Cmwlth. 1983), reversed on other grounds, Barasch v. Pennsylvania Public Utility Commission,  505 Pa. 606, 482 A.2d 1273 (1984) (Pennsylvania Gas and Water).

2.
Exceptions and Reply Exceptions


The ALJ did not address this argument.  In its Exceptions, the OCA reiterated its argument that Section 2102 of the Code requires that utilities disclose affiliate relationships and that the Commission approve any such relationships.  Further, the OCA asserted that Section 2102(c) of the Code expressly provides that the Commission may disallow any expenses incurred pursuant to affiliated arrangements, if such expenses are excessive or are not reasonably necessary and proper.  OCA Exc. at 4-5.



The OCA also argues that, absent prior Commission approval pursuant to Section 2102 of the Code, any affiliated utility contracts are invalid.  On that basis, there can be no approval of funds transferring pursuant to those agreements and all such payments cannot be approved for collection in rates.  The OCA further asserted that, even if TESI obtains Commission approval prior to the close of the evidentiary phase of this proceeding, it must still show that all affected costs are reasonably incurred and not excessive.  The OCA submits that TESI has failed to make any such showing.  OCA Exc. at 6.



Initially, TESI rejoins that the OCA’s blanket exclusions for affiliated interest expense were not included in the OCA’s ultimate revenue requirement increase recommendation.  On that basis, TESI argues that the OCA has failed to quantify the proposed adjustment and it must be rejected, citing Popowsky v. Pennsylvania Public Utility Commission, 550 Pa.449, 706 A.2d 1197 (1997).  TESI further argues that the OCA has changed its position on this issue throughout the proceeding by variously advocating that agreements must be filed by the end of the proceeding, that agreements must be filed by the end of the evidentiary phase of the proceeding and that agreements must be filed and approved prior to the close the evidentiary phase of the case.  Company Exc. at 3-4.  TESI argues that it has filed the requisite affiliated interest agreement (with Southern Louisiana Electric Cooperative Association), and thus, there is no issue other than the discrete issue involving AFS expenses.  Id. at 4.

3.
Disposition



We will deny the OCA's Exception on this issue.  Although the OCA raises the issue in its Main Brief, the argument was not bolstered by direct testimony.  On the basis of this record, we have considered the argument  and we are of the opinion, and so find, the evidence presented by TESI outweighs the OCA.  We are unclear as to why the ALJ did not address this issue.  Nonetheless, the record before us contains sufficient evidence on the Company's affiliated expenses.  Contrasted with this evidence is the OCA's position that all such expenses must be rejected due to the absence of an approved affiliated interest agreement.  The OCA is correct that adherence to the requirements of Chapter 21 of the Public Utility Code is important.  However, the OCA's untimely argument in this case proposes a potentially draconian result.  This is particularly the case since TESI has filed the required Affiliated Interest Agreement for approval.  While we have yet to rule on that proposed Affiliated Interest Agreement, TESI has made the requisite filing.  Accordingly, under these unique circumstances, we will not exercise our discretion to disallow the claimed expenses on the sole basis that the necessary affiliated interest agreement has not been perfected.  We point out that our action here will in no way affect our deliberations on the filed agreement.  In the event our action on the filed Affiliated Interest Agreement impacts determinations made in this proceeding, we will take the necessary action to address those issues at the appropriate time. 

B.
Recovery of AFS Expenses TC "B.
Recovery of AFS Expenses" \f C \l "2" 
1.
Exceptions and Reply Exceptions


The OCA filed a second Exception in which it argues that the ALJ failed to specifically address certain adjustments that the OCA recommend action regarding specific service costs allocated to TESI-Water and TESI-Wastewater by the parent company.  With regard to TESI-Water, the OCA argues that there is a claim for $507 for a wrongful termination lawsuit.  The OCA asserts that there is no evidence that this charge relates to service for TESI’s Treasure Lake customers and that it should be disallowed.  The OCA also asserts that TESI-Water has included charges of $186 and $10,437 for charges that have no description indicating how those charges have benefited TESI-Water’s Treasure Lake customers.  OCA Exc. at 8-9.



Similarly, the OCA argues that TESI-Wastewater has made expense claims related to the same items as TESI-Water.  TESI-Wastewater has presented a claim of $948 regarding the wrongful termination suit.  Also, TESI-Wastewater has presented claims of $349 and $19,520 without any description of how these expenses have benefited TESI-Wastewater’s Treasure Lake customers.  Accordingly, the OCA asserts that these items should be disallowed.  For both the TESI-Water and TESI-Wastewater expenses challenged here, the OCA argues that TESI never responded to the OCA’s challenges of those expenses, that TESI bears the burden of proof for these items, and that TESI has failed to carry that burden.  OCA Exc. at 9.



TESI responds, “It is simply incredulous for the OCA to raise burden of proof argument where it and the OTS conducted extensive discovery and recommended no further adjustments to the AFS expenditures.  If the expenditures had not been justified, they would have said so.”  Company R.Exc.  at 8.
2.
Disposition



We will grant the OCA’s Exception on this issue.  Quite simply, TESI attempts to place the burden of proof on the opposing Parties.  Contrary to TESI’s Reply Exceptions, the OCA did challenge specific “AFS” expenses claimed by TESI.  In this regard, the OCA stated as follows:

The naked claim that costs should be included in rates, without more, is insufficient to carry the burden of proof as to those costs.  While this alone is true, it is convincing here that when challenged on the identification and support of such a charge, TESI offered no evidence to shift the burden of going forward, let alone any evidence of underlying support for its claim.
OCA Exc. at 9.



We agree.  The record is clear that the OCA challenged TESI on specific “AFS” expenses and that TESI failed to respond.  Accordingly, there must be a negative adjustment of $507 to expenses for TESI-Water, representing unexplained expenses from a wrongful termination lawsuit.  Also, negative adjustments of $186 and $10,437 must also be made to TESI-Water representing the disallowance of two unexplained charges as described by the OCA.  For the same reasons, there must be a negative adjustment of $948 for TESI-Wastewater for the wrongful termination suit.  Additional negative adjustments of $349 and $19,520 must be made to TESI-Wastewater on the basis that these unexplained charges must be disallowed, as described by the OCA.  
IX.
Stipulations TC "IX.
Stipulations" \f C \l "1" 
TESI and the OCA entered into one quality of service Stipulation concerning TESI-Water, and one accounting Stipulation concerning both TESI-Water and TESI-Wastewater.  The TESI-Water quality of service Stipulation reads as follows:

The Company agrees to provide the OCA, on a quarterly basis, with all PA DEP required reports addressing the daily volume of water treated by TESI-Water-Treasure Lake Division, the iron content of that water in mg/l, the manganese content of that water in mg/l, and the amount of sequestration chemical fed to treat the iron and manganese content of that water.  The provision of these reports will end upon the filing of TESI-Water-Treasure Lake Division’s next rate proceeding.

Providing these reports to the OCA for the period in question will resolve all water quality of service issues raised by the testimony of OCA witness Terry L. Fought in OCA Statement No. 2S for the purposes of this proceeding.  While the Company disagrees with OCA witness Fought’s testimony and believes that it meets DEP requirements, the OCA and the Company will stipulate OCA Statement No. 2S into the record for the sole purpose of supporting the resolution of this aspect of the TESI-Water-Treasure Lake rate proceeding.

TESI-Water Exh. 2.  The terms and conditions contained in this Stipulation resolve those quality of service issues raised by the OCA’s witness Terry Fought in OCA Statement 1S.  Therefore, the OCA will not address those issues other than in this section.  The OCA points out that this Stipulation resolves the OCA’s quality of service issues -- and not the quality of service issues of any other Party or Formal Complainant.



The Parties also entered into a Stipulation stipulating TESI-Water and Wastewater had not provided certain salary and wage information contained in its testimony as a part of discovery.  Specifically, TESI-Water stipulated the following with the OCA: 

Total Environmental Solutions, Inc. and the Office of Consumer Advocate stipulate that the 2007 salaries and wages for the Treasure Lake Water Division contained in TESI-Water Statement No. 1R, SDF Exhibit No. 3, Attachment 2, was not submitted as part of discovery.  

TESI-Water Exh. 3.  

TESI-Wastewater stipulated the following with the OCA:

Total Environmental Solutions, Inc. and the Office of Consumer Advocate stipulate that the 2007 salaries and wages for the Treasure Lake Sewer Division contained in TESI-Sewer Statement 

No. 1R, SDF Exhibit No. 3, Attachment 2 was not submitted as part of discovery.

TESI-Wastewater Exh. 2.  
Accordingly, we shall adopt both the TESI-Water quality of service stipulation and the TESI-Water and Wastewater accounting Stipulation, as described above.

X.
Technical Support from the Bureau of Fixed Utility Services TC "X.
Technical Support from the Bureau of Fixed Utility Services" \f C \l "1" 
A.
Exceptions and Reply Exceptions 

TESI argues that the ALJ consulted with members of the Bureau of Fixed Utility Services (FUS) and that that action constitutes a violation of Section 334(b) of the Public Utility Code (Code).  TESI points out that Section 334(b) of the Code, 66 Pa. C.S. § 334(b), provides, in pertinent part, that the presiding ALJ shall not consult with any person regarding the facts at issue in a case without providing the parties with notice and an opportunity to participate in such discussions.  TESI avers that there was a definite overlap of the prosecutory and advisory functions in this case.  Company Exc. at 13.

In its Reply Exceptions, the OTS avers that the ALJ did not violate the Code by receiving technical assistance from the FUS.  The OTS points out that counsel for TESI recently raised this issue in Pennsylvania Public Utility Commission v. City of Bethlehem, Docket No. R-00072492, et al., (Order entered May 22, 2008).  In that rate proceeding, the Commission expressly found that the argument was not meritorious.  OTS R. Exc. at 11.
B.
Disposition

We note that the issue regarding FUS staff providing technical assistance to the ALJ was not addressed in the ALJ’s Recommended Decision.  On review of this Exception, we find it not to be meritorious.  We note that Section 334(b) is intended to prohibit “outside consultation” on any fact in issue without notice.  This situation could be found in a circumstance where the presiding officer would have communication with a party about a fact in issue, and not in a situation where the presiding officer is receiving technical assistance from a FUS staff member assigned to the case.  The purpose of the relevant Section is to ensure that there is no overlap of the prosecutory and advisory functions within the Commission, and we conclude that no such overlap has occurred in this case.  Accordingly, for the above reasons, TESI’s Exception is denied consistent with the foregoing discussion. 
XI.
Conclusion TC "XI.
Conclusion" \f C \l "1" 


We have reviewed the record as developed in this proceeding, including the ALJ’s Recommended Decision and the Exceptions and Reply Exceptions filed thereto.  TESI Water Division initially requested an overall revenue increase of $272,121, or 45.66%.  TESI Wastewater Division initially requested an overall revenue increase of $286,615 or 29.5%.  The ALJ recommended that TESI Water Division’s annual rates be decreased by $3,584 and that TESI Wastewater Division’s annual rates be increased by $72,793.



Based on our review, evaluation and analysis of the record evidence, we have adopted the ALJ’s recommendation as modified.  The resulting allowable annual revenue increase for TESI Water Division is $8,128 or 1.36%.  The resulting allowable annual revenue increase for TESI Wastewater is $73,318 or 7.54%.  As such, the Exceptions filed by the various Parties hereto, are granted or denied, as discussed supra.  Accordingly, the ALJ’s Recommended Decision is adopted to the extent that it is consistent with this Opinion and Order; THEREFORE, 



IT IS ORDERED:


1.
That the Exceptions of Total Environmental Solutions, Inc. - Treasure Lake Water Division and Total Environmental Solutions, Inc. – Treasure Lake Wastewater Division, to the Recommended Decision of Administrative Law Judge Katrina L. Dunderdale herein are granted, in part, and denied, in part, consistent with this Opinion and Order.

2.
That the Exceptions filed by the Office of Consumer Advocate are granted, in part, and denied, in part, consistent with this Opinion and Order.

3.
That the Exceptions filed by the Office of Trial Staff are granted, in part, and denied, in part, consistent with this Opinion and Order.

4.
That the Recommended Decision of Administrative Law Judge Katrina L. Dunderdale is modified consistent with this Opinion and Order.


5.
That the following Complaints are sustained to the extent consistent with this Opinion and Order, and otherwise, are denied and dismissed:

a.
Treasure Lake Property Owners Association at C‑2008-2020095 and C‑2008-2026023;
b.
David J. Beane at C-2008-2020989 and C-2008-2021049;
c.
Marti Laudato at C-2008-2022563 and C-2008-2022584;
d.
Rich & Sandra Harknett at C-2008-2025980 and C‑2008-2025972;
e.
Jack W. Read at C-2008-2026036;



6.
That the Complaints filed by the Office of Consumer Advocate, at R‑00072493C001 and R-00072495C001 are sustained to the extent consistent with this Opinion and Order, and otherwise, are denied.  



7.
That Total Environmental Solutions, Inc. – Treasure Lake Water Division and Total Environmental Solutions – Treasure Lake Wastewater Division shall not place into effect the rates contained in Supplement No. 1 to Tariff Water-Pa. P.U.C. No. 4 and in Supplement No. 3 to Tariff Wastewater-Pa. P.U.C. No. 4, which have been found to be unjust and unreasonable and therefore, unlawful.



8.
That Total Environmental Solutions, Inc. – Treasure Lake Water Division is hereby authorized to file tariffs, tariff supplements, or tariff revisions containing rates, rules and regulations, consistent with this Opinion and Order, to produce revenues not in excess of $604,109.
9.
That Total Environmental Solutions, Inc. – Treasure Lake Wastewater Division is hereby authorized to file tariffs, tariff supplements, or tariff revisions containing rates, rules and regulations, consistent with this Opinion and Order, to produce revenues not in excess of $1,045,095.



10.
That Total Environmental Solutions, Inc. – Treasure Lake Water Division and Total Environmental Solutions, Inc. – Treasure Lake Wastewater Division shall file detailed calculations with its tariff filing, which shall demonstrate to this Commission's satisfaction that the filed rates comply with the proof of revenue, in the form and manner customarily filed in support of compliance tariffs.



11.
That Total Environmental Solutions, Inc. – Treasure Lake Water Division and Total Environmental Solutions, Inc. – Treasure Lake Wastewater Division’s tariffs, tariff supplements, or tariff revisions may be filed upon less than statutory notice and, pursuant to the provisions of 52 Pa. Code §§ 53.31 and 53.101, may be filed to be effective for service rendered on and after the date of entry of the instant Opinion and Order.



12.
That after acceptance and approval by the Commission of the tariff revisions filed by Total Environmental Solutions, Inc. – Treasure Lake Water Division and Total Environmental Solutions, Inc. – Treasure Lake Wastewater Division, the investigation at Docket Nos. R-00072493 and R-00072495 shall be terminated and the record shall be marked closed.







BY THE COMMISSION,







James J. McNulty







Secretary

(SEAL)


ORDER ADOPTED:  July 17, 2008

ORDER ENTERED:  July 30, 2008
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