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L. PROCEDURAL IHIISTORY

Aqua Pennsylvania, Inc., (Aqua”™ or the “Company”} requests approval to implement
Supplement No. 88 to Tariff Water-PA.P,U.C. No. | (“Supplement No. &8™), pursuant to Scction
1307(g) of the Public Utility Code, 66 Pa. C.S. § 1307(g). Through Supplement No. 88, Aqua
seeks to increase its Distribution System Improvement Charge (“DSIC”) surcharge cap from 5%
to 7.5% in order to support its nceded water main renewul program and accomplish necessary
improvements to the infrastructure of its water distribution systems, without increasing the
frequency of base rate filings and possibly extending the time between future hase rate filings.
The requested increase in the DSIC surcharge cap is intended to accommodate increased capital
investment targeted toward, intfer afia, 1,500 miles of main requiring ncar-tcrm rencwal. Aqua’s
DSIC surcharge calculation and safeguards, which were approved by the Pennsylvania Public
Utility Commission (“Commission™) and which olherwise remain unchanged in Supplement No.
88, ensure that Aqua’s DSIC is reflecting only DSIC-eligible projects in the DSIC formula and
that Aqua is not over-earning compared to the authorized return on common equity reflected in
the DSIC. .

A public input hearing was held in Shavertown, Pennsylvania on March 23, 2009,
Evidentiary hcarings were ﬁcld at the Philadelphia State Ollice Building before Administrative
Law Judge Cynthia W. Fordham oo March 31, 2009, Pursuant to the schedule established by
ALJ Fordham, Aqua, the Office of Consumer Advocate (“OCA™)}, the Office of Small Business
Advocate (“OSBA"), and the Office of Trial Staff (“OTS") filed main hriefs on April 16, 2009,
and reply briefs on April 27, 2009, in the ahove-captioned matter.

On May 22, 2009, ALJ Fordham issued a Recommended Decision (“RD™) concluding
that Aqua satisfied its burden of cstablishing by a preponderance of the evidence that its DSIC
rates, rules, and regulations arc lawful, just, and rcasonable. (See RD at p. 50.) The ALJ also

I
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concluded that Aqua demonstrated that the requested increasc in its DSIC surcharge cap from
5% to 7.5% is proper and in the public intercst. (See RD at p. 50.)

On Junc 12, 2009, OCA and OSBA filed exceptions to the Recommended Decision of
ALJ Fordham. Therein, OCA and OSBA assert that ALY Fordham erred in concluding that Aqua
met its burden to demonstrate the need to increase its DSIC surcharge cap. OCA. further
contends that approval of the requested increase in Aqua’s DSIC surcharge cap will erode the
consumer safeguards approved by this Commission. OSBA alsu asserts that, if approved, the
increase in Aqua’s DSIC surcharge cap should not be implemented until Aqua’s next base rate
case, and that such an incrcasc cannot be used to remedy water systems acquired by Aqua.

Adqua herein liles these Replies to the Exceptions of OCA and OSBA. For the rcasons
stated herein, as well as those more fully explained in Aqua’s Main Bricf and Reply Bricl, the

Exceptions are without merit and the Recommended Deccision of ALJ Fordham should be

adopted.

1L SUMMARY OF AQUA'S REPLIES TO EXCEPITIONS

OCA and OSBA, in essence, assert that Aqua has not met its burden of proving that it
should be permitted to increase its DSIC surcharge cap from 3% to 7.5%. However, OCA and
OSBA disregard the substantial evidence of record. A review of the evidence of rccord reveals
that Aqua has established by a clear preponderance of the cvidence that it should be permitted to
increase its DSTC surcharge cap to 7.5%. 1t has been demonstrated that the requested increase in
the DSIC surcharge will support Agua’s needed water main renewal program and accomplish
necessary improvements to the infrastructure of its water distribution systems, including
increased capilal investment targeted toward, inier alia, 1,500 miles of main requiring near-term
renewal, without increasing the frequency of base rate filings. It is also uncontested that Aqua

2
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has been rcaching the current surcharge cap in approximately 18 months. The record is also
cicar that a moderate increase to the surcharge cap will support the purposc of the DSIC,

0OCA’s claim that increasing the surcharge cap will erode important consumer safegnards
is without merit. Aqua’s DSIC surcharge calculalion and safeguards,. which were approved by
the Commission and which otherwise remain unchanged in Supplement No. 88, ensure that
Aqua’s DSIC is rcfleeting only DSIC-cligible projects in the DSIC formula and that Aqua is not
over-carning compared to the authorized return on common equity. reflected in the DSIC.
Accordingly, the Commission should permit Supplement No. 88 to go into elfect upon one-day’s
notice. Contrary to OCA’s inferences, the increase to the surcharge cap will not result in Aqua
avoiding rate filings for extended periods of time.

OSBA’s contentions that an increase in the DSIC is contrary to provisions in the Public
Utility Code prohibiting “unreasonable” increases to customers after a system acquisition
similarly are without merit. The Commission would not authorize an acguisilion if it concluded
that rates to existing customers would be incrcascd “unreasonably.” Further, there is nothing
“unreasonable” about recovery of DSIC-cligible expenditures, whether incurred to improve
service to existing customers or newly acyuired systems. Finally there is no basis in fact or law

to justify postponing the effective date of the DSIC until after a future rate case.

IIT. AQUA’S REPLIES TO EXCEPTIONS

A. THE EVIDENCE OF RECORD ESTABLISHES THAT AQUA HAS MET
ITS BURDEN T(Q DEMONSTRATE THAT THE DSTC CAP SHOULD BE
INCREASED FROM 5% TO 7.5%.

In OCA Exception No. 2 and OSBA TException No. 1, OCA and OSBA assert thal Aqua
failed to meet is burden to demonstrate that the cap on its DSIC should be increased from 5% to
7.5%. However, such assertions ignore two critical and larpcly wndispuied facts. First, Aqua has

3
645322073



submitted unrefuted record eviilience establishing that there is @ current need to rehabilitate over
25% of Aqua’s distribution system. Sccond, Aqua has for a number of years been reaching the
current 5% DSIC surcharge cap in 4 relatively short period of time following the surcharge being
resct 0 0% in a base rate case and, thus, the pace of needed rchabilitation cannot be attained
within the limits of the current cap. As explained below and more fully in Section VLA, of
Aqua’s Main Brief and Section ILA. of Aqua’é Reply Briet, OCA’s and OSBA’s argument that
Aqua has failed to meet its burden is without merit and should be rejected.

1. There is a demonstrated need to build upon the success of the DSIC
by increasing the cap from 5% to a reasonable 7.5%.

As explained at length in Section VILA.2., of Aqua’s Main Brief and Section ILA. of
Aqua’s Reply Brief, Aqua has a current need to accelerale and expand its infrastructure
improvement plan. Tn a study of its existing infrastructure, Aqua identified over 1,500 miles of
main in need of near-term renowal.’ (Aqua St. No. 2, pp. 2, 10; Aqua Bx. DIM-1.) The study
identificd replacement needs due to age, inadequate size, and experienced breaks. OCA and
OSBA barely acknowledged the results of this study throughout this proceeding or in their briefs.
Clearly, no party has disputed the conclusions of Aqua’s study that there is substantial pipe in
Aqua’s system that is in need of rcplacement in the near-term future. The results of the study
support a need to incrcasc the DSIC cap to 7.5% to facilitate these needed infrastructure

replacements in the near lerm.

" OCA asserts that Aqua did not have an accurate count of the footage of pipe in its system until
after it filed its request to increase the DSIC cap. (See OCA Exceptions at p. 6.) However, this
is a mischaracterization of the testimony of Aqua’s witness Dennis J. Mahoney, Mr. Mahoney
explained that Aqua knew the total amount of pipe on its system in Southeast Pennsylvania and
that it cxtrapolated the study to include those older water systems ouiside the Southeast
Pennsylvania service territory that were later acquired by Aqua. Aqua refined the total mileage
of its system as reliable information regarding the amount ol pipe on these later acquired systems
became available. (See Tr. at pp. 205-207.)
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The benefits of replacing these old, inadequate, or otherwisc decaying mains has been
conclusively demonstrated. The DSIC directly bencfits Icustomers through infrastructure
remediation, resulting in improved water quality, service and reliability, and increased fire
protection. {OT8 St. No. I, at p. 7; OSBA St. No. 1, at p. 4; Aqua St. No. 2, at pp. 4-5; see also
OCA Main Bricf, at p. 17.) Sinué the DSIC was implemented in 1998, Aqua has cxpericnced a
deceline in the number of main breaks. (Tr. at 218.) Customer watcr quality is also improved
through replacement, cleaning, lining, and tie-ins, (Aqua St. No. 2, al p. 3; Tr. at 218.) As
explained more fully in Section VI.A.1. of Aqua’s Main Brief, it cannot reasonably be disputed
that the increased funding for infrastructure improvements through an increase in the DSIC
surcharge cap will provide Aqua’s customers a number of benefits, including further reductions
in main brcaks and the service interruptions that they canse. {Aqua St. No. 2, at. p. 5.) Indeed,
no parly in this proceeding has introduced credible evidence to the contrary.

OCA contends that at Aqua’s current pacc of replacement and rehabilitation of 122 miles
of pipe per year, Aqua would be ablc to replace or rehabilitate the 1,500 miles of pipe identified
in its study in less than fiftcen (15) years under the 5% cap on the DSIC.? (See OCA Exceptions
at p. 6.) Howcver, as explained below and in Section VLA.2b. of Aqua’s Main Brief and
Scction ILLA.2. of Aqua’s Reply Brief, OCA disregards the unrefuted fact that, for a number of
years, Aqua’s investment in DSIC-eligible expenditures has cavsed it to reach the current 5%
DSIC surcharge cap within a very short peried of timc, and that Aqua has experienced an

increase in replacement costs associated with DSIC eligible projects. OCA further fails to

? Although OSBA failed to make a request for such information, OSBA similarly asscrts that
Aqua failed to provide a comparison of how long the backlog identified in the study would take
to remediate without the requested DSIC increase as compared to with the requested increase.
(See OSBA Exceptions at p. 3.)
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consider that othcr mains, as well as meters, services and other DSIC eligible assets, will
continue to need (o be replaced in the future. Thus, it is unreasonable to contend that the needed
near term replacement of pipe identified in Aqua’s study can be undertaken under the existing
surcharge cap. As such, it cannot be assumecd that remediation can occur at a steady pace over a
set number of years.

In asscrting that Aqua has failed to meet its burden to establish by a preponderance of the
cvidence that 1t should be permitted to increase its DSTC surcharge eap to 7.5%, OCA and OSBA
disregard the substantial evidence of record that demonstrates Aqua has an immediate need to
increase the pace at which it remediates its distribution system. Indeed, no party has introduced
any credible evidence to the contrary. Accordingly, Aqua has presented substantial, unrefuted
evidence that it has a need to increasc the DSIC surcharge cap from 5% to 7.5% and, therefore,

has met its burden of proof.®

2, The evidence of record demonstrates that the pace of Aqua’s
investments has caused it to reach the current 5% DSIC surcharge
cap.

As explained in Section VIL.A.2b. of Aqua’s Main Bricf and Section ILA.2. of Aqua’s
Reply Drief, the unrefuted evidence of record further cstablishes that, for a number of years,
Aqua’s investment in DSIC-eligible expenditures under its infrastructure improvement program
has resulted in Aqua reaching the current 5% DSIC surcharge cap in 18 months or less after the
rate has been reset to (% following the conclusion of a base rate case. (Aqua St. No. 1, p. 6;
Aqua Ex. WCP-1, Appx. F.) Indeed, the rates from Aqua’s most recent base rate case went into

cifcet on Angust 1, 2008, and Aqua anticipates reaching the current 5% DSIC surcharge cap by

' See Brown v. Cmwith., 940 A.2d 610, 614 n.14 (Pa. Cmwlth. 2008) (staling that the
preponderance of evidence standard is salisfied by presenting evidence more convincing, by
even the smallest amount, than that presented by another party).
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September 1, 2009, i.e., 13 months alter the rate was reset to 0%. (Aqua St. No. 1, p, 6.) Under
Aqua’s current paticrn of liling base rate cases approximately every two years, the 5% DSIC

surcharge cap is reached well prior to the surcharge being resct to 0% in conjunction with new

base rates. (Aqua St. No. 1, p. 6.)
By way of example,

In the fourth quarter ol 2005, Aqua’s DSIC eligible expenditures
could have supported $3,264,260 in DSIC rctumn and depreciation,
which, bascd on applicable total quarterly revenue of $62,000,469,
would have yielded a DSIC rate of approximately 5.26%.

In the second quarter of 20006, Aqua’s DSIC eligible expenditures

could have supported $4,742,228 in DSIC return and depreciation,

which, based on applicable total quarterly revenue of $65,751,860,

would have yielded a DSIC rate of approximatcly 7.21%.

In the second quarter of 2008, Agua’s DSIC eligible expenditurcs

could have supparted $4,551,782 in DSIC return and depreciation,

which, based on applicable total quarterly revenuc of $75,543,940,

would have yiclded a DSIC rate of approximately 6.03%.
(Aqua Ex. WCP-1, p. 7.) Further, Aqua has experienced an approximate 10% to 13% increasc in
matcrial, fuel, municipal permitiing, and other related replacement costs for DSIC eligible
projects over the last three (3) to five (5) years.” (See Aqua’s Main Brief at p. 16; Tr. at 201.)

Thus, the evidence of record establishes that the incremental increase in the DSIC |

surcharge cap from 5% to 7.5% would more accurately reflect the pace of ongoing
tmprovements that are madc to Aqua’s distribution system, while maintaining the purpose of the

surcharge cap, which is to ensure that water companies do not indefinitely avoid ratc cases

through an unlimited DSIC surcharge.” Indeed, in approving the request of Pennsylvania
4

* In its Exceptions, OCA incorrectly states that Aqua mentioned only two increases in the costs
associated with DSIC-eligible expenditures. (See OCA Exceptions at p. 8.)

> See Petition of Philadelphic Suburban Water Company for Approval to Fmplement a Tariff
Supplement Establishing a Distribution System Impravement Charge, Docket No. P-000961036,

{Conlinued on next page...)
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American Water Company (“PAWC”) to increase its DSIC surcharge cap from 3% to 7.5%, the
Commission nofcd the importance of the DSIC in reflecting ongoing improvements to
mfrastructure, stating in relevant part as follows;

The DSIC more accurately refleets the ongoing investments and

mmprovements that are made in the water distribution system

versus the less frequent but larger step increases that would resuit

from base rate increases without an appropriately funded DSIC.

The timely rccovery ol the fixed costs of infrastructure

replacement through the DSIC provides an incentive {or increased

and continued levels of capital infusion. This results in a stronger

and more reliable water distribution system for both cwrent and
[uture customers.

Re: Petition of Pennsylvania-American Water Company for Approval to Implement « Tariff
Supplement ... Revising the Distribution System Improvement Charge, Docket Nos. P-00062241,
et al., at p. 18 (July 11, 2007) (“Petition of PAWC™).

OCA and OSBA assert that the unrefuted fact that Aqua has historically reached the
current 3% DSIC cap in 18 months or less is not sufficient to satisfy Aqua’s burden becausc
Aqua admittedly has continued to replace and rehabilitate its distribution system after reaching
the cap.® Although Aqua has not ceased construction of DSIC-cligible cxpenditures upon
reaching the cap in prior instance;, as explained more fully in Scction VL. A.2.b. of Aqua’s Main
Brief, the need for additional expenditures to replace more mains may necessitate more frequent

base rate filings or limitations on other nceded capital expenditures in the absence of an increase

(...contineed from previous page.)

at p. 5 (August 22, 1996) (*the DSIC amount will be capped at a relatively low level to prevent
any long-term evasion of a base rate review of these plant costs™),

® OSBA asserts that under Scetion 1501 of the Public Utility Code, 66 Pa. C.S. § 1501, Aqua has
an obligation to fund system improvements regardless of the presence ol a DSIC mechanism.
(See OSBA Exceptions at p. 3.) However, Aqua has never represented that it would not continue
to meet its statutory obligations, nor has there been any assertion that Aqua has somehow been
derelict therein.
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in the DSIC surcharge. (Aqua St. No. 1, p. 7.) Agua’s resources for capital improvements arc
not unlimited, and its access to additional resources is under some stress in the current cconomic
environment, but an incrcasc fo the DSIC surcharge cap will, over time, provide additional
revenue to support forther construction. {Aqua St. No. 1, pp. 6-7.} Increasing the maximum cap
incrementally by 2.5% could support approximately 50 to 70 additional miles of main
replacements before reaching the proposed 7.5% DSIC cap, at the current replacement cost of
approximately $150 to $200 per linear foot. (Aqua St. No. 2, p. 15.)

OCA asserts that the “rate of acccleration” in Aqua’s investment in remediation of its
distribution system is driven by the amount of revenues collected from customers through the
DSIC, which OCA asserts is driven by base rate changes and acquisitions rather than by the
DSIC cap percentage. (See OCA Exceptions at p. 7.} Such assertion does not make sense. The
amount of revenues collected for purposes of DSIC-eligible expenditures is not driven by base
rate changes or acquisitions, Rather, it is driven only by the pace ol Aqua’s DSIC ¢ligible plant
investments. Although increascd rates may increase the total amount available under the DSIC
cap, Aqua must first mﬂcc the DSIC-eligible investments before it is entitled to recover any
amounts il invests through the DSIC surcharge.

In summary, the positions of OCA and OSBA that Aqua has failed to meet its burden to
establish by a preponderance of the evidence that it should be permitted to increase its DSIC
surcharge cap to 7.5% disregards the mnrefuted fact that Aqua has historically cxcecded the
current 5% DSIC cap in 18 months or less. Aqua has prescented evidence more convincing than
that presented by another party that it has a nced (o increase the DSIC surcharge cap from 5% to

7.5%, and that such increase is in the public interest. Aqua has met its burden of proof.’

7 See Brown v. Cmwlth., 940 A.2d 610, 614 n.14 (Pa. Cmwlth, 2008).
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3. The recommended incrcase in Aqua’s DSIC surcharge cap will
facilitate the continued acquisition of small and non-viable systems.

In the Recommended Decision, ALJ Fordham concluded thal an increase rom 5% to
7.5% in Aqua’s DSIC surcharge cap will further assist Aqua’s need to improve the systems of
the small water companies it acquires. (RD at 48.) OCA asserts that an increase in the DSIC is
not necessary because Aqua purportedly receives additional revenue every time it acquircs
another system. (See OCA Exceptions, Section [1.B.5) OSBA asscrts that incrcasing the DISC
in order to finance repairs to water systems acquired by Aqua allcgedly violates Seclion
529(a)(6) and 1327(a)(8) of the Public Utility Code, 66 Pa. C.S. §§ 529(a)(6), 1327(a)(8). The
arguments 0of OCA and OSBA lack merit and should be summarily rejected.
a OCA’s argument fthat an increase in the DSIC cap is not

necessary for Aqua to continue to acquire small water compariies
lacks merit and should be rejected,

The Commission has a recognized policy to encourage large, well-run companjes,l such as
Aqua, to acquire small non-viable water systems. See 52 Pa. Code §§ 69.701, 69.711. OCA
overlooks the fact that an incrcasc in the DSIC surcharge cap will provide Agua with additional
capital o remediate small troubled systems that it might not otherwise acquire due to the major
capital needed to make a small troubled system viable. Further, such acquisitions often have an
adverse economic impact upen the acquiring company. There are several reasons for this.

First, the revenues from the customers may not cover the cost to serve the acquired

system.® (Tr. at 191-192.) Thus, until Aqua files a rate case, it bears the operating and capital

® OCA asscrts, without citation to any cmpirical analysis, that these acquisitions generate
additional profits for Aqua. (OCA Exceptions at p. 12.) However, as explained by Aqua’s
witness, Mr. Packer, the revenues generated from small non-viable acquisitions that require
extensive capital improvements and high operating costs do not necessarily result in nct income
between rate cases. (Tr. at 183, 191-192.) Therefore, an acquisition may actually reduce net

return on plant investment,
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costs of the acquired facilities. Second, as acknowledged by OCA, many of these acquired small
waler systems require capital improvements that must be accomplished in advance of filing a
base rate case. (OCA Main Brief, at p. 13.) The initial negative impact must be bomne by the
acquiring company beccausc the cost ol acquired facilities are not reflected in base rates.
Howcvcer, by allowing Aquaz a return on remediations, the DSIC facilitates the acquisition of
these small non-viable water systems by providing a mechanism to begin to immediately
rehabilitate such systems. Authorizing an increase to the DSIC surcharge cap will further the
needed rehabilitation of such acquired systems by increasing revenucs following needed
investments.

Additionally, OCA overlooks the fact that Aqua has already acquired many small water
systems that are currently in need of remediation. Approximately 208 miles of main, or about
4% of Aqua’s total miles of main, are in small and often troubled systems acquired by Aqua
since 2001.° (Aqua St. No. 2, p. 4.) Tt is undisputed that corrective water guality mcasures,
including water main replacement, are needed for many of these troubled systems well in
advance of filing base rate cases, as illustratcd by the teslimony at the public input hearings.
{(Aqua St. No. 2, p. 3; Tr. at 63, 65-66, 97, 100-101, 123-124, 199.) It cannot reasonahly he
disputcd that an increase in the DSIC surcharge cap will facilitate the needed remediation of
these smaller systems, such as the Waymart and Midway Manor water systems. OCA’s

contention that the Commission disregard the needed rehabilitation of small, acquircd water

® OCA suggests that the identified main replaccments in small syslems is not a problem,
comparing the 208 miles of needed replacements to the 122 miles of main rehabilitated under the
DSIC last year. This is a false comparison. If Aqua devoled all ol its replacements under the
DSIC to small system replacements, other needed replacements throughout Aqua’s system would
bc postponed, resulling in adverse affects to service for larger numbers of customers. (Aqua St.
No. 1, pp. 7-8; Tr. at 210.)
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systems should be rejected.
b. OSBA’s argument that increasing the DISC in order to finance
vepairs to water systems acquired by Aqua violates the Public
Utitity Code lucks merit and should be rejected.

OSBA asserts that Sections 529(a){(6) and 1327(a)(8) of the Public Utility Codc, 66 Pa,
C.S. §§ 529(a)(6), 1327(a)(8), prohibit increasing the DSIC to encourage acquisitions of small
non-viable water systems or to fund repairs of such acquircd systems because it would
purportedly result in an “unreasonable” increasc in the rates charged to preacquisition customers.
(See OSBA Exccption No.3, Scction II.C.) OSBA’s position lacks merit.'”

Seclions 529(a)(6) and 1327(a}(8) of the Public Utility Code referenced by OSBA
provide that the rates charged by the acquiring public utility to its preacquisition custamers will
not increase unreasonably because of the acquisition.”” These sections do not provide that any
increase in the rates charged to preacquisition customers is impermissible bul, rather, prohibit
only wnreasonable increases in rates. Further, the determination of whether there is an
“unreasonable” increase is made at the time of acquisition. At that time, the Commission can
consider the repairs needed to the acquired system and the costs associated therewith, and can
balance the interests of customers in safe and adequate service and the nceded costs.

Additionally, as stated above, the Commission’s pelicy supporting the usc of the DSIC

mechanism recognizes the need to corrcet water problems on these acquired small non-viable

' Preliminarily, it should be noted that this argument is being raised for the first time in OSBA’s
Exceptions, Neither Aqua nor ALJ Fordham have had an opportunity to address this argument in
the proceeding below. Notwithstanding, and without waving objection thercto, Aqua rcfutes
OSBA’s position.

[l See 66 Pa. C.S. § 529(a)(6) (“the rates charged by thc acquiring capable public ulility to its
preacquisition customers will not increase unreasonably because of the acquisition.”); 66 Pa.
C.8. § 1327(a)(8) (“thc rafcs charged by the acquiring public utility to its preacquisition
customers will not increase unreasonably because of the acquisition.”).

12
645322073



water systems. See 52 Pa. Code §§ 69.70], 69.711. Finally, dnce these systems are acquired, the
customers of such systems become the customers of Aqua and are subject to reasonable charges
such as the DSIC surcharge. OSBA’s assertion that the DSIC may not be used lo recover
investments in repairs (o acquired systems is not supported by law and must be rejected.

4, The recommended increase in Aqua’s DSIC surcharge cap represents
a reasonable incremental rate increase.

OCA and OSBA both rcfer to the Company’s proposal as a “50%” increase to the DSIC.
(See, e.g., OCA Exccptions, at p. 2; OSBA Exceptions, at p. 2.) Such referenecs exaggerate the
effect of Aqua’s proposul. The increased cost to customers under the proposed 7.5% surcharge
cap is very reasonable when compared to the noticeable benefits. The current approximate
monthly cost of the DSIC at the maximum surcharge rate of 5% for an average residential
customer is $2.57 per month. Increasing the maximum DSIC rate to 7.5% is expected to result in
an estimated increased average residential customer cost of approximately $1.28 per month at the
7.5% cap. (Agoa St. No. 1, p. 8) This increase will facilitate millions of doHars in additional
invcstment for the benefit of the economy and improvemecnts to vital infrastructure. [lowever,
even this small increase will not be experienced immediately. Because the DSIC rate rises
gradually each quarter based upon DSIC-cligible construction previously completed, the averapc
increase will take some time between rate cases to build up to this $1.28 per month additional
amount. Furthermore, as cxplained in Section VLB.2. of Aqua’s Main Brief, the Commission
has established adequate safeguards in the DSIC process to ensure that the DSIC is appropriately

monitorcd and that ratepayers are adeguately protected.
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B. OCA’S OTIIER EXCEPTIONS LACK MERIT AND SHOULD BE

REJECTED,
1. OCA’s argument thal the increase in Aqua’s DSIC cap will erode

consumer safcguards is without merit and should be rejected.

In its Exception No. 1, OCA asserts that an increase in Aqua’s DISC will diminish the
Commission-approved consumer safeguards. (See QCA Exception No. 1, Section LA} More
specifically, OCA contends that an increasc in Aqua’s DSIC will eviscerate the 5% cap
safeguard. Apparently, OCA believes that the Commission limited the DSIC surcharge cap to
5%. However, as held in the Rccommended Decision, the Commission has the statulory
authority to permit a sliding scale of rates or other antomatic adjustment methods [or water
utilities to rccover the costs of DSIC projects, as well as the legal authority to approve a DSIC
with a cap in excess of 5% of billed revenues. (RD at p. 49.)

In response to the problem of the Commonwealth’s aging water infrastructure, on
December 18, 1996, the General Assembly adopted Section 1307(g) of the Public Utility Code.
Section 1307(g) expressly authorizes a DSIC for water utilities, and providces as follows:

{g) RECOVERY OF COSTS RELATED QO DISTRIBUTION
SYSTEM IMPROVEMENT DPROJECTS DESIGNED TO
ENHANCE WATER QUALITY, FIRE PROTECTION
RELIABILITY AND LONG-TERM SYSTEM VIABILITY .--
Water utilities may file tariffs establishing a sliding scale of rates
or aothcr method for the automatic adjustment of the ratcs of the
water utility as shall provide for recovery of the fixed costs
(depreciation and pretax return) of certain distribution system
improvement projects, as approved by the commission, that are
completed and placed in service between basc ratc proceedings.
The commission, by regulation or order, shall prescribe the

specific procedures to be followed in cstablishing the sliding scale
or other automatic adjustment method.

66 Pa.C.S. § 1307(g). The statutory authorization for the DSIC does not mandate a particular
surcharge cap; instead, such restrictions were left by the General Asscmbly 1o the expert
discretion of the Commission.
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The Commission recently described the DSIC as follows:

The DSIC is a regulatory tool created in Pennsylvania that has
since been adopted, in similar versions, in seven states. The
purpose of the DSIC is to provide the Company with the resources
to acccleratc the rate of aging water distribution system
infrastructure replacement in a timcly, cost-effective manner.
Water utilities with an approved DSIC tariff may charge a sliding
scale of rates collected through a quarterly surcharge that enables
the recovery of the fixed costs (depreciation and pre-tax return) of
certain non-revenue producing, non-expense reducing distribution
sysitem improvement projects complcted and placed in service
between base rate cases.

Petition of PAWC, at p. 5. In authorizing water companies to establish DSICs, the Commission
adopted a number of critical customer safeguards. Two of the more important safcguards were
to establish a DSIC surcharge cap, to ensure that companies could not indcfinitely postpone
Tiling of base rate cases, and to establish an earnings test that would sct the DSIC at zero if the
ulility’s quarterly-filed earning report demonstrated that the vtility was exceeding its authorized
return,

The evidence of record establishes that the 2.5% increase in the DSIC surcharge cap
would morc accurately reflect the pace of ongoing improvements that arc madc to Aqua’s
distribution system, while maintaining the purpose of the surcharge cap, which is to ensure that
water companies do not indefinitely avoid rate cases through an unlimited DSIC surcharge. See
Petition of Philadelphia Suburban Water Company for Approval to Implement a Tariff
Supplement Establishing a Distribution System Improvement Charge, Docket No. P-000961036,
at p. 5 (August 22, 1996) (“the DSIC amount will be capped at a relative]y low level to prevent

any long-term evasion of a base rate review of these plant costs™).'?

"2 Both OCA and OSBA cite Petition of Philadelphia Suburban Water Company for Approval io
Implement a Tariff Supplement Establishing a Disiribution System Improvement Charge, Docket
No. P-000961036 (August 22, 1996), for the proposition that Aqua agreed that “[i][ the cap is

{Continued on nex( page. ..)

-~
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To the extent that OCA asscrts the requested increase in the DSIC surcharge cap should
be denied because thc DSIC purportedly receives meager regulatory oversight, OCA disregards
the Commission’s recent forceful response that such contention is “simply not accurate nor
reflective of the extensive and thorough DSIC review process.” Petition of PAWC, at 22.

First, there is an annual reconciliation based on a rcconciliation period consisting of the
twelve months ending December 31 of cach year. (Aqua St No. 1, at pp. 3-4; Aqua Ex. WCP-1,
Appx. B, D.}) As a result of the annual reconciliation, there is true up that effectiveiy acts as
either a credit or cxtra surcharge to the tariff during each subsequent year, ensuring that Aqua
does not rccover an amount that is different from what the surcharge calculation allows. (Aqua
St. No. 1, p. 3-4) Second, Aqua is subject to regular DSIC audits performed by the
Commission’s Bureau of Audits.® (Aqua St. No. 1, at p. 4, Aqua Bx. WCP-1, Appx. B, D.)
Third, Aqua is required to file Quarterly Earnings Reports with the Commission.!! (Aqua St.
No. 1, at pp. 4-5; Aqua Ex. WCP-1, Appx. B, D; see also Aqua Ex. WCP-2A (copy of Aqua’s

most-reeent Quarterly Eamings Report).)

{...continued from previous page.)
reached, the company would not seek any additional increascs.” However, this statement was an

acknowledgment that Aqua would not exceed the cap as approved by the Commission, rather
than a concession that the Commission lacks the authority to change or adjust the DSIC
surcharge cap at a future time.

B During these audits, a comprchensive review of the calculations, eligible projects, and
revenues is performed by Commission Staff auditors. At the conclusion, a report is filed with the
Commission that includes findings and recommendations. (Agqua St. No. 1, 4.)

" These Quarterly Earnings Reports summarize Aqua’s results and reports on the return on rate
basc and return on common equity. If the return on common equity, shown on Schedule D-2 of
Aqua’s most recent report, cxcceds the return on common equity used to calculate the DSIC
surcharge, the DSIC surcharge must be reset to zero for that guarter. (Aqua St. No. 1, at p. 4.)
The return on common cquity utilized for DSIC is the same return on common equity determingd
by the Commission in Aqua’s most recent base ratc casc concluded within the past two years.
({d.} Importanily, if it has been more than two years since Aqua’s last litigaled case, the
allowable rate of return is that calculated by the Commission staff in the last quarterly earning
reporl. {Aqua St. No. I, pp. 4-5))
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Based on the foregoing, the Recommended Decision corrcetly concluded that the
Commission has the statutory and legal authority to sct a reasonable DSIC rate in excess of
Aqua’s current 3% cap. Further, as more fully explained in Section VI.B.2. of Agua’s Main
Brief, Aqua’s DSIC implements the Commission-approved safeguards that ensure Aqua’s DSIC
18 retlecting only DSIC-¢ligible projects in the DSIC formula, and that Aqua is not over-carning
compared to its'most current authorized return on common cquity. The existing safeguards
remain effective and, therefore,_ OCA’s argument should be rejected and the Recommended
Decision should be adopted without modification.

2, OCA’s argument that an increase in Aqua’s DSIC is not needed
becausc of additional sources of funding us a result of recent stimulus
packages is without merit.

QCA asserts that an increasc in Aqua’s DSIC is not needed because of the availability of
other funds and bonus depreciation as a result of recent stimulus packages. (See OCA Exccption
No. 2, Section I1.B.4.) However, there is no basis to conclude that the low interest financing
available as a result of the recent stimulus packages will obviate the demonstrated need to
increase the DSIC surcharge cap. Similarly, there is no evidence of record to suggest that bonus
depreciation deductions will oflsel the need to increase the surcharge cap.

a. Low interest financing does not lessen Aqua’s need for an
increase in the DSIC cap.

OCA opposes Aqua’s requested increase in the DSIC surcharge cap from 5% to 7.5%
because of the possibility that Aqua may receive some amount of low-interest financing, such as
PennVEST and other low interest loans, which may be made available to water utilities by the
Economic Stimulus Act of 2008 and the American Recovery and Reinvestment of 2009, (See
OCA Exceptions, Section 11.B.4.) The possibility that Aqua might obtain some portion of such
low-intcrest [inancing does not obviate the need to increase the surcharge cap.
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Initially, it must be emphasized that PennVEST projects arc not cligible [or recovery
under the DSIC surcharge. (OCA St, No. 1, p. 6; Tr. at 162)) Thereibre, any main replacement
project financed with PenmVEST funds will not increase the DSIC. However, as explained more
fully in Seclion VI.B.4.a. of Aqua’s Main Brief, any such low-interest financing obtained
between rate cases is reflected both in Agua’s Quarterly Earmnings Reports filed with the
Commission, as well as in the quarterly DSIC surcharge calculation as part ol both the debt ratio
and Aqua’s current weighted average cost of debt. (Tr. at 168, 192)

Although such low inferest ﬁnancing. currently is available as an option for an overall
main rencwal or capital investment plan, including both DSIC and non-DSIC eligible projects,
OCA disregards the substantial evidence of record that establishes both an immediate need to
accelerate rehabilitation of Aqua’s distribution system and that Aqea has higtorically exceeded
the current 5% DSIC surcharge cap, notwithstanding the availability of such low intcrest
financing in the past. Further, these programs are prioritized and the funding is not guaranteed.
(Tr. at 161.) |

Aqua has an annual capital investment budget of approximately $200 million, one-half of
which is comprised of DSIC eligible projects. (Agua St. No. 1, at p. 8.) Thus, even assuming
Aqua is granted the PennVEST loan, the amount of the loan that pertains to DSIC cligible
projects 1 not a significant amount when comparced to thc amount required for Aqua’s DSIC
eligible projects and, thercfore, will not offset Aqua’s need to increase its DSIC surcharge cap to

facilitatc nceded improvements to the inlrastructure of its water distribution system. There is no

18
6433220v3



basis to conclude that low interest financing will obviate the demonstrated need to increase the

DSIC surcharge cap.'’

b Accelerated tax depreciation does noft lessen Aqua’s need for an
increase in the DSIC cap.

OCA opposcs Aqua’s requested increuse in the DSIC surcharge cap from 5% to 7.5%
beeause of the allowable bonus or accelerated depreciation tax deductions made available to
waler ulilities by the Economic Stimuius Act of 2008 and the American Recovery and
Reinvestment of 2009. (OCA Exceptions, Section T1.B.4.} Although Aqua expects to rceeive
some benefits from the availability of accelerated depreciation, including bonus depreciation,
these deductions will not avoid the need for an increasc to the DSIC surcharge cap. As explained
by Aqua’s witness Mr. Packer, accclerated and bonus depreciation deductions were available in
2008 and, yct, Aqua’s lcvel of investment still justifies a higher DSIC surcharge cap. (Tr. at
161.) The bonus depreciation provides a first year benefit of ahout 17 cents for every dollar
invested. Thus, the bonus depreciation will not eliminate increasing investment nceded for
infrastructure.

Furthermore, as explaincd more fully in Sections VI.B.4. through VI.B.6. of Aqua’s Main
Brief, thesc benefits will be accounted for in Aqua’s Quarterly Earnings Reports and DSIC
surcharge calculation. As explained by Aqua’s witness Mr. Packer, current deferred tax halances
are accounted for as a reduction to rate base in Aqua’s Quarterly Earnings Reports. (Tr. at 167.)
Therefore, any benefit to eamings is accounted for under the earnings cap safeguard.

In asserting that deferred taxes lessen Aqua’s need to increase the DSIC surcharpe cap

from 5% to 7.5%, OCA disregards the unrefuted evidence of record. Indeed, OCA overlooks the

* Aqua emphasizes that its will continue to seek low interest financing for the henefit of its
customers. However, whether Aqua reecives such financing is outside its control, and should not
serve as a basis for denying an increase to the surcharge cap.
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fact that the availability of these incentives docs not dimimish Aqua’s need to enhance the
renewal of its distribution system through an increase in its DSIC surcharge cap to 7.5%.
Moreover, OCA ignores the fact that the availability of these incentives does not refute the fact
that Aqua has exceeded the current 5% DSIC surcharge cap in recent years, including 2008 when
bonus depreciation was available. There is no evidence of rccord to suggest thal bonus
depreciation deductions will offset the nced to increasc the surcharge cap.'®

C. OSBA’S OTHER EXCEPTIONS LACK MERIT AND SHOULD BE
REJECTED.

1. OSBA’s argumcent that the DSIC counstitutes impermissible single-
issue ratemaking is without merit and should be rejected.

OSBA asserts that automatic adjustment clauses like the DSIC that postpone a general
base rate proceeding arc not benelficial to the public because they allegedly equate to a form of
single-issuc ralemaking without the comprehensive review of a hase rate case. (See OSBA
Exception No. 1, Section TLA.1.) OSBA even goes so far as to asscrt, withoul any support, that
the DISC mechanism is a violation of thc prohibition against single-issue ratemaking.'’
However, for the reasons that follow, as well as those more fully explained in Section VI.B.1. of
Aqua’s Main Bricf, OSBA’s arguments are without merit.

With respect to OSBA’s assertion that an increase in a DSIC surcharge cap will permit
companies 1o evade the detailed review of base rate proceedings, OSBA overlooks the fact that

the modest increase to the surcharge cap will not enable Aqua to avoid ratc case filings for an

¥ oCca’s position also ignores the intent of the stimulus plan, i.e., to stimulate the economy.
The availability of this money was intended to encourage construction of additional projects.
Farther, 1t should be noted that the Commission itself has encouraged its jurisdictional utilities to
seek federal stimulus money. See 39 Pa. Bulletin 2179,

" OSBA has failed to provide any explanation of how a Commission-approved surcharge
mechanism, which was explicitly authorized by the General Assembly in Section 1307(g) of the
Public Utility Code, 66 Pa.C.S. § 1307(g), is somehow a prohibited act.
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extended period. Under Agua’s currcent paltern of filing base rate cases approximately every two
years, the 5% DSIC surcharge cap is reached in about 18 months. The requested increase in the
DSIC surcharge cap from 5% to 7.5% clearly will not unduly lengthen the time belween base
rate cases. Furthermore, becanse the DSIC does not permit companies 1o reflect various types of
plant additions, such as treatment plants or standpipes, rate case filings will not be postponed
indefinitely by increasing the DSIC surcharge cap.

Furthcr, OSBA overlooks the Commission-approved customer safeguards that ensure
Aqua’s DSIC is rellecting only DSIC-eligible projects in the DSTC formula, and that Aqua is not
over-earming compared to its most current authorized return on common equity, as discusscd in
Section VLB.2 of Aqua’s Main Brief. Indeed, OSBA disrcgards that there is an annual
reconciliation based on a reconciliation period consisting of the {welve months ending December
31 of each vear. (Aqua St. No. 1, at pp. 3-4; Aqua Ex. WCP-1, Appx. B, D.) OSBA also ignores
thal Aqua is subject to a DSIC audit performed by the Commission’s Bureau of Audits, at
intervals determined by the Commission. (Aqua St. No. 1, at p. 4, Aqua Ex. WCP-1, Appx. B,
D.) Finally, OSBA fails to account for the fact that Agua is required to file Quarterly Earnings
Reports with the Commission. (Aqua St. No. 1, al pp. 4-5; Aqua Ex. WCP-1, Appx. B, D.)
These safeguards protcet customers from the claimed harms of any “single-issue” ratemaking,

Bascd on the foregoing, as held in the Recommended Decision, an increase in the DSIC
is not impermissible single-issue rate making. (RD at p. 47.) Accordingly, OSBA’s contention
must be rejected.

2, OSBA’s argument that, if apprm-'ed, the increase in the DSIC
surcharge cap should not be implemented until Agua’s next base rate
case is without merit, '

In its Exception No. 2, OSBA asserts that, if approved, the incrcase in Aqua’s DSIC
surcharge cap should not be implemented until Agqua’s ncxt base rate case. (See OSBA

21
6453220v3



Exccption No. 2, Seciion ILB.) OSBA contends that a delay would provide the Commission
with an opportunity to set Aqua’s rate of return on equity after consideration of the impact the
higher DSIC cap will have on the Company’s busincss risk.'® OSBA’s contention lacks merit
and should be rejected for the reasons that follow.

Delaying the implementation of the increase in the DISC surcharge cap, if approved, is
not appropriate.’”” OSBA’s contention is not about delaying the implementation of the DSIC; the
DSIC has been in place for a decade, and throughout the decade that the DSIC has been in
operation the Commission has presumably considered what, if any, cffoct the DSIC has in setting
allowed rates of return in rate cases and in setting the quartcerly DSIC authorized rate of return.
Rather, OSBA seeks to delay Aqua’s requested increase in the DSIC surcharge cap from 5% to
7.5% because Aqua reccived the opportunity to eamn an 11% rate of return on common equity in
its last basc ratc casc. OSBA contends that the delay in implementing the increase in Aqua’s
DISC will provide the Commission an opportunity to set Aqua’s authorized rate of return on

equity after consideration of the impact the higher DSIC cap will have on the Company’s

15 As a preliminary matter, although OSBA’s witness asserted that the Commission should
account for an increase in the DSIC when setting a rate of rcturn on equity, it should be noted
that this proposal to delay implementation of the increase in the DSIC until Aqua’s next base ratc
case was raised for the first time in OSBA’s Reply Brief. As a result, Aqua has had no
meaningful opportunity to introduce evidence on this issue, let alonc address the merits of this
proposal. Thus, it is not surprising that the ALJ did not address this proposal. Notwithstanding,
and without waiving objection thereto, OSBA’s contention lacks merit and should be rejected for
the reasons discussed herein.

' In granting the increase in the DSIC requested by PAWC, the Commission did not order that
the increase could not be implemented until PAWC’s next base rate case, nor did it order any
other delay. Similarly, when DSIC’s were lirst suthorized, the surcharges became effective
outside of a base rate proceeding. See, e.g., Petition of Pennsylvania-American Water Company
Jor Approval to Implement a Tariff Supplement Establishing a Distribution System Improvement
Charge, Docket No. P-00961031 (August 16, 1996); Petition of Philadelphia Suburban Water
Company for Approval to Implement a Tariff Supplement Fstablishing a Distribution System
Improvement Charge, Docket No, P-00961036 (August 22, 1996).
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business risk. (See OSBA Exceptions, at p. 6.) However, OSBA has offercd no basis to conclude
that Aqua’s current authorized return is excessive or that thc DSIC should be postponed
indefinitely.

OSBA’s citation (o the Joint Testimony of Chairman Cawley and Commissioner Gardner
in hearings concerning proposed gas DSIC legislation does not support OSBA’s position. (See
OSBA Exceptions, at p. 7.) In that testimony, the Commissioners stated:

Companies using DSIC must completc a gencral rale case prior to

implementing DSIC, wurless they have completed one within the

prior  three years, which addresscs single-issue ratemaking

CONCES,
Joint Testimony of Chairman James I 'CawZey And Commissioner Wayne E. Gardner
Pennsylvania Public Utility Commission, Hearing before the PA House Consumer Affairs
Committee Regarding House Bill 744, P.N. 830, at p. 5 (cinphasis added). Aqua’s last fully
litigated rate case was complcted in July 31, 2008, well within the three-year period referenced
in the Joint Testimony. Thus, the Commissioners’ testimony does not support OSBA’s propasal
for a delay in implementation.

OSBA’s citation to a recent Columbia Water Company decision sctting a 10.5% allowed
rate of return alse does not support OSBA’s proposal for a delay in the effective date of the
increase to the DSIC surcharge cap. Columbia Watcr Company has an unusually high common
equity ratio of 64.2%, well in cxccss of Aqua’s common equity ratio of less than 50%. See
Pennsylvania Public Utifity Commission v. Aqua Pennsylvania, Inc., Docket Nos, R-000727111,
elal,atp. 31 (Order entered July 31, 2008). In its Order, the Commission took particular note
of this high equity ratio in setting Columbia Water Company’s allowed rate of return at a low

10.5%. Pennsylvania Public Utility Commission v. The Columbia Water Company, Docket No.

R-2008-2045157, at pp. 78-79 (Order entered June 10, 2009).

23
6453220v3



The fact that the Commission set Aqua’s rate of return on common equity at 11% does
not diminish Aqua’s nced to enhénce the renewal of its distribution system through an increase
in its DSIC surcharge cap to 7.5%. Similarly, the 11% rate of return does not refute the fact that
Aqua has exceeded the current 5% DSIC surcharpe cap in recent years, nor does it refute the fact
that Aqua anticipates reaching the current 5% DSIC surcharge cap by September 1, 2009, i.e., 13
months since the ratc was resct to 0%, (Aqua St. No. 1, p. 6.) Aqua has repeatedly stated that
the issuc of what eflect, if any, an increase in its DSIC may have on equity return will be
considered in future rate cases.”” Accordingly, OSBA’s argument should be rcjected and the

Recommended Decision should be adopted without modification.

V. CONCLLUSION

In their exceptions, OCA and OSBA disrcgard the largely undisputed substantial
evidence of rccord that cstablishes both a current need to accelerate rehahilitation of Aqua’s
distribution syslem und that Aqua has historically reached the current 5% DSIC surcharge cap in
18 months or less after the rate has been reset to 0% following the conclusion of a base rate case.

As found in the Recommended Decision, the cvidence of record demonstrates that the
requested increase in Aqua’s maximum DSIC surcharge cap [rom 5% to 7.5% will assist Aqua in
implementing its water main renewal program, which will accommodate increased water main
and scrvice linc renewals targeted toward 1,500 miles of main requiring near-term renewal, and

improve the infrastructure of its water distribution systems, service reliability, and water quality

% 1t should be nofed that other states have DSIC mechanisms and, thus, barometer groups may
be affected. Further, as most witnesses agreed, including OSBA’s witness, issues pertaining to
return on rate base, return on common equity, low-interest financing, accclerated depreciation,
deferred taxcs, and depreciation reserve must be considered in Aqua’s future base rate cases.
(Tr. at 236-237; OTS St. No. 1, pp. 9-10; OSBA St. No. 1, p. 6.)

24
645322073



to its customers. (RD at pp. 47-48.) Further, the unrefuted evidence of record establishes that
the inérease in the DSIC surcharpe cap would more accurately reflect the ongoing improvements
that are madc to Aqua’s distribution system, which in recent years has cxcecded the current 5%
DSIC cap in 18 months or less. (RD at p. 48.) Additionally, Aqua’s surcharge calculation and
the Commission-approved safeguards ensure that Aqua’s DSIC is reflecting only DSIC-eligible
projects in the DSIC formula, and that Aqua is not over-earning compared to its most current
authorized return on common equity. Accordingly, the increase in Aqua’s DSIC surcharge cap
from 3% to 7.5% is proper and in the public interest.

WHEREFORE, Aqua respectfully requests that the Commission adopt the Recommended
Dccision of Administrative Law Judge Fordham and approve Supplement No. 88 to Tariff
Walter-PA.P.U.C. No. 1, increasing Aqua’s DSIC cap from 5% to 7.5% of billed revenues, and

permit it to go into effect on one day’s noticc.

Respectfully submitted,

g2/ 7. "
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