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OPINION AND ORDER

BY THE COMMISSION:
Before the Pennsylvania Public Utility Commission (Commission) for consideration and disposition are the Exceptions of the Office of Consumer Advocate (OCA) and the Exceptions of the Office of Small Business Advocate (OSBA), filed on June 12, 2009, to the Recommended Decision of Administrative Law Judge (ALJ) Cynthia Williams Fordham, which was issued on May 29, 2009.  Reply Exceptions were filed on June 22, 2009, by Aqua Pennsylvania, Inc. (Aqua) and the Office of Trail Staff (OTS).

History of Proceeding



Aqua, formerly Philadelphia Suburban Water Company (PSWC),
 is a public utility regulated by the Commission.  Aqua is a wholly-owned subsidiary of Aqua America, Inc.  Aqua’s principal executive offices are located in Bryn Mawr, Pennsylvania.  Aqua provides drinking water to approximately 420,000 customers, serving about 1.3 million people, throughout Pennsylvania (Aqua St. No. 2 at 2).  Aqua currently has a Commission-approved Distribution System Improvement Charge (DSIC) surcharge with a maximum cap of 5% percent (5%) of billed revenues.  Aqua St. No. 2 at 4.  The rates from Aqua’s most recent base rate case went into effect on August 1, 2008, following a fully litigated proceeding.  See Pa. Public Utility Commission v. Aqua Pa., Inc., Docket Nos. R-00072711, R-00072711C0001 (Order entered July 31, 2008).  Aqua MB at 2.



On December 8, 2008, Aqua filed Supplement No. 88 to Tariff Water-Pa. P.U.C. No. 1, Revision of the Distribution System Improvement Charge with the Commission.  The proposed tariff, if approved by the Commission, would increase Aqua’s DSIC from a surcharge cap of 5% to 7.5% of billed revenues.  



By Corrected Order entered February 9, 2009, the Commission instituted an investigation into the lawfulness, justness and reasonableness of the rates, rules and regulations contained in the proposed Supplement No. 88 to Tariff Water-Pa. P.U.C. No. 1.  Supplement No. 88 was suspended by operation of law until August 6, 2009, unless otherwise permitted by Commission Order to become effective at an earlier date.  In addition, the Commission ordered that the investigation include consideration of the lawfulness, justness and reasonableness of Aqua's existing rates. 


The OSBA filed a Complaint and Public Statement on December 24, 2008.  The OCA filed a Complaint and Public Statement on January 6, 2009.  The Office of Trail Staff (OTS) entered a notice of appearance on February 17, 2009.  The following customers filed Formal Complaints at the following docket numbers:  Kevin Tracey at C‑2009-2086699; Michael Waitlevertch at C-2009-2087277; Daniel & Elizabeth Palumbo at C-2009-2090937; the Borough of Athens at C-2009-2090542; the Borough of Sayre at C-2009-2090707; and the Borough of South Waverly at C-2009-2090725.  The active parties in this proceeding are Aqua, the OTS, the OCA and the OSBA.  


On March 23, 2009, a public input hearing was held at 6:00 p.m. at the Kingston Township Municipal Building in Shavertown, PA.  Fourteen witnesses presented sworn testimony.  



Aqua, the OTS, the OCA and the OSBA participated in an evidentiary hearing on March 31, 2009, before ALJ Fordham.  Aqua presented two witnesses who sponsored three statements of testimony and nine exhibits.  The OTS presented one witness who sponsored one statement of testimony and one exhibit.  The OCA and the OSBA each presented the testimony of one witness.  The testimony and exhibits of the Parties’ witnesses were admitted into the record.



Aqua, the OTS, the OCA and the OSBA filed Main Briefs on April 16, 2009.  Aqua, the OCA and the OSBA filed Reply Briefs on April 27, 2009.  The OTS filed a letter proposing the inclusion of two ordering paragraphs to the Recommended Decision in addition to the proposed ordering paragraphs included in Aqua’s Main Brief.


In her Recommended Decision issued May 29, 2009, ALJ Fordham concluded that Aqua had met its burden of proving by a preponderance of the evidence that its requested increase of the cap on its DSIC surcharge from 5% to 7.5% is just and reasonable.  The OCA and the OSBA filed Exceptions to the Recommended Decision on June 12, 2009.  Aqua and the OTS filed Reply Exceptions on June 22, 2009.   

Background



Aqua operates three major regional divisions:  Southeastern Pennsylvania, Central and Northern Pennsylvania, and Western Pennsylvania.  Aqua’s largest operating division, the Southeast Pennsylvania system, includes the former PSWC territory and surrounding areas.  Aqua’s other water systems are much smaller and are scattered throughout the Commonwealth.  Aqua’s water systems include approximately 5,476 miles of water mains.  Aqua St. No. 2 at 2; OCA Cross Exh. 4 at 2.  Finding of Fact Nos. 1-3.


In 1996, the Pennsylvania General Assembly enacted into law Section 1307(g) of the Public Utility Code, 66 Pa. C.S. § 1307(g), which allows water companies to request approval for a DSIC surcharge (Aqua Ex. WCP-1 at 2).  The purpose of the DSIC is:  (1) to provide water utilities with the resources to accelerate the rate of aging water distribution system infrastructure replacement in a timely, cost-effective manner; (2) to recover, through a sliding scale of rates, the fixed costs (depreciation and pre-tax return) of certain non-revenue producing, non-expense reducing distribution system improvement projects completed and placed in service between base rate cases; (3) to facilitate the achievement of the Commission’s policy at 52 Pa. Code §§ 69.701 and 69.711 of promoting the acquisition of small and non-viable water systems; (4) to promote the Commission’s policy at 52 Pa. Code § 69.721 of regionalization of water systems; and (5) to reduce the potential need for more frequent base rate proceedings, with their attendant increased rate case expense.  See generally Re: Petition of Pennsylvania-American Water Company for Approval to Implement a Tariff Supplement To Tariff Water-PA P.U.C. No. 4 Revising the Distribution System Improvement Charge, Docket Nos. P-00062241, et al., (July 11, 2007) (PAWC Petition).  Findings of Fact No. 4-5.


DSIC-approved projects include main and valve replacement, main cleaning and relining, fire hydrant replacement, main extensions to eliminate dead ends, solutions to regionalization projects and meter change outs.  Ratepayers benefit from the DSIC through infrastructure remediation and improved service and service reliability OTS St. No. 1 at 7; OSBA St. No. 1 at 4; Aqua St. No. 2 at 4-5.  See also PAWC Petition at 13.

In 1996, the Commission approved the petition of Aqua’s predecessor to establish a DSIC.  Aqua currently has a DSIC surcharge with a maximum cap of 5% of billed revenues, which is set forth in Supplement No. 44 to Tariff Water-PA. P.U.C. No.1, Second Revised Page No. 20B.  See Petition of Philadelphia Suburban Water Company for Approval to Implement a Tariff Supplement Establishing a Distribution System Improvement Charge, Docket No. P‑00961036 (Order entered August 22, 1996).  Aqua St. No. 2 at 3; Aqua Ex. WCP-1, App. C, D; Aqua Ex. WCP-4.


As noted above, Aqua filed Supplement No. 88 to Tariff Water-PA. P.U.C. No. 1, requesting an increase in the maximum allowable DSIC surcharge from 5% to 7.5% (Aqua Ex. WCP-1, App. B).  For the reasons stated herein, we shall grant this request.
We will now consider the Exceptions filed to the Recommended Decision.

Discussion
Section 332(a) of the Public Utility Code (Code), 66 Pa. C.S. § 332(a), provides that the party seeking a rule or order from the Commission has the burden of proof in that proceeding.  It is axiomatic that “[a] litigant’s burden of proof before administrative tribunals as well as before most civil proceedings is satisfied by establishing a preponderance of evidence which is substantial and legally credible.” Samuel J. Lansberry, Inc. v. Pa. PUC, 578 A.2d 600, 602 (Pa. Cmwlth. 1990).

We note that any Exception, which we do not specifically address herein, has been duly considered and will be denied without further discussion.  It is well settled that we are not required to consider expressly or at length each contention or argument raised by the parties.  Consolidated Rail Corp. v. Pa. Public Utility Commission, 625 A.2d 741 (Pa. Cmwlth. 1993); also see, generally, Univ. of Pennsyl​vania v. Pa. Public Utility Commission, 485 A.2d 1217 (Pa. Cmwlth. 1984).  

The ALJ made thirty-two Findings of Fact and reached seven Conclusions of Law.  The Findings of Fact and Conclusions of Law are incorporated herein by reference and are adopted without comment unless they are either expressly or by necessary implication rejected or modified by this Opinion and Order.  
Exceptions
1. Burden of Proof
The ALJ concluded that Aqua had satisfied its burden of proving that an increase in the DSIC cap is warranted.  The ALJ relied upon the results of Aqua’s Water Main Renewal Program Study in reaching her decision.  The ALJ was not persuaded by arguments citing the recent availability of other funding sources for Aqua because some of that funding would be temporary.   It was also important to the ALJ that Aqua presented evidence of its intention to continue to acquire small troubled companies that would need infrastructure improvements.  The ALJ concluded that it was reasonable for ratepayers to pay for repairs that have already been made through the DSIC surcharge.  The ALJ found that Aqua had expended more than it recovered through its 5% DSIC cap in 2005, 2006 and 2008 to be persuasive.  As a result, the ALJ found that a 7.5% DSIC cap was not unreasonable.  R.D. at 47-48.   
Both the OCA and the OSBA except to the ALJ’s conclusion that Aqua has met its burden of proving that an increase in its DSIC cap is warranted.  R.D. at 47; OCA Exc. at 4-12; OSBA Exc. at 2-6.  Aqua has filed Reply Exceptions, which specifically address the OCA and the OSBA’s Exceptions.  The OTS’s Reply Exceptions are more general in nature.  

The OCA argues that Aqua has failed to meet its burden of proof with regard to any of the five reasons it gave for the proposed 2.5% increase in the DSIC.  The OCA notes that the ALJ relied on Aqua’s Water Main Renewal Program Study, which was concluded in 2008, when she concluded that Aqua had met its burden of proving that an increase to the DSIC surcharge is warranted.  The OCA and the OSBA assert that Aqua has not met its burden of proving that an increase in the DSIC cap to 7.5% is warranted.  The exceptions and reply exceptions are summarized below.
a. Acquisition of Small Water Companies
The OCA excepts to the ALJ’s statement that Aqua needs the increase to the DSIC cap in order to continue to improve the small water companies it acquires.  The OCA cites the fact that each acquisition results in new customers being added to Aqua’s revenue stream with each acquisition and, in some instances, Aqua receives acquisition adjustment benefits.  OCA Exc. at 12.  


Aqua objects to the OCA’s and the OSBA’s arguments that an increase in the DSIC is not necessary for Aqua to continue to acquire small water companies.  Aqua responds that an increase in the DSIC surcharge cap will provide Aqua with additional capital to remediate small troubled systems that it might not otherwise acquire due to the major capital needed to make small troubled water systems viable.  Aqua argues that the revenues from the customers may not cover the cost to serve the acquired system.  Aqua also contends that many of these small acquired systems require capital improvements that must be accomplished in advance of filing a base rate case.  Aqua argues that, by allowing a water utility a return on remediations, the DSIC facilitates the acquisition of these small non-viable water systems by providing a mechanism to immediately rehabilitate such systems.   Aqua R. Exc. at 10-11.  

b. Sufficiency of Current Rate of System Improvements
Both the OCA and the OSBA urge the Commission to look at Aqua’s current rate of replacement and rehabilitation of 122 miles of pipe per year instead of its lower, average rate of 28 miles.   The OCA and the OSBA contend that Aqua has steadily increased the amount of pipe it has replaced and rehabilitated per year without even exceeding the current DSIC cap.  OCA Exc. at 6; OCA M.B. at 7; OSBA Exc. at 3.  According to the OCA, Aqua, as the former Philadelphia Suburban Water Company, replaced or rehabilitated 13 miles or 0.4% of its 3,654 miles of pipe in 1997.  By 2003, Aqua replaced or rehabilitated 71 miles or 1.7% of its 4,240 miles of pipe.  In 2008, Aqua was able to replace or rehabilitate 122 miles or 2.2% of its 5,276 miles of pipe.  The OCA and the OSBA argue that these numbers clearly demonstrate that Aqua has been able to increase its main replacements and renewal with a 5.0% DSIC cap.  The OCA notes that Aqua does not claim that an increase in the DSIC cap will require the Company to reduce its improvement program.  OCA M.B. at 7.  The OCA observes that, at its current rate of 122 miles per year, Aqua would be able to replace or rehabilitate the 1,500 miles of pipe that its Study claims are slated for near-term renewal in less than fifteen years under the 5% cap on the DSIC.  OCA Exc. at  6-7.  

Aqua replies that it has met its burden of proving that the DSIC cap should be increased from 5% to 7.5%.  Aqua R. Exc. at 1-13.  First of all, Aqua contends that there is a demonstrated need to accelerate and expand its infrastructure improvement plan, as demonstrated by the study that it presented in this proceeding.  Aqua states that no party has disputed the conclusions of its study that there is substantial pipe in its system in need of replacement in the near-term future.  Exc. at 3-4.  Aqua argues that, since the implementation of the DSIC in 1998, customer benefits have included a decline in the number of main breaks and service interruptions, increased fire protection and an improvement in water quality through replacement, lining, cleaning and tie-ins.  Aqua opines that it is unreasonable for the OCA and the OSBA to argue that the needed near-term replacement of pipe identified in Aqua’s study can be undertaken under the existing surcharge cap.  Aqua R. Exc. at 5-6.  


Aqua asserts that, under its current pattern of filing base rate cases approximately every two years, the 5% DSIC surcharge cap is reached well in advance of the surcharge being reset to 0% in conjunction with new base rates.  Aqua also contends that it has experienced a 10% to 13% increase in various replacement costs for DSIC-eligible projects over the last three to five years.  Aqua states that, while it has not ceased construction of its DSIC-eligible expenditures upon reaching the cap in the past, the need for additional expenditures to replace more mains may necessitate more frequent base rate filings or a limitation on other needed capital expenditures in the absence of an increase in the DSIC surcharge.  Aqua objects to the OCA’s argument that Aqua’s remediation of its distribution system is driven by base rate changes and acquisitions rather than by the DSIC cap percentage.  Aqua insists that its remediation efforts are driven by the pace of Aqua’s DSIC-eligible plant investments.  Aqua R. Exc. at 7-9.

c. Statutory Obligation under Section 1501
The OSBA makes the additional point that all public utilities must fund improvements to its system pursuant to its obligations under Section 1501 of the Code, 66 Pa. C.S. § 1501.  The OSBA states that this statutory obligation does not contemplate anything but a normal revenue stream to fund capital improvements.  OSBA Exc. at 3.   The OCA observes that, while the need for Aqua to replace aging infrastructure remains, there are no further new mandates from the Safe Drinking Water Act for Aqua to meet.  Thus, the situation which led to the initial approval of implementation of the DSIC has not changed.  OCA Exc. at 2.  


Aqua responds to the OSBA’s argument that Sections 529(a)(6) and 1327(a)(8) of the Code, 66 Pa. C.S. §§ 529(a)(6) and 1327(a)(8), prohibit increasing the DSIC to encourage acquisitions of small non-viable water systems or to fund repairs to such systems because it would purportedly result in an unreasonable increase in the rates charged to pre-acquisition customers.   Aqua states that these sections do not preclude an increase to the pre-acquisition customers so long as the increase is reasonable.  Aqua contends that the determination of the reasonableness of the increase in rates is made at the time of the acquisition when the Commission can consider the type and costs of needed repairs to the small system and the appropriateness of the resulting cost increases to the customers.  Aqua R. Exc. at 12.  



Aqua objects to the OCA’s and the OSBA’s characterizations of the proposed increase in the DSIC as a 50% increase to the DSIC.  Aqua states that the current monthly cost of the DSIC to the average residential customer at the 5% level is $2.57 per month.  Increasing the DSIC cap to 7.5% would result in an additional $1.28 charge per month at the maximum level.  Aqua states that the DSIC rate rises gradually each quarter based upon the DSIC-eligible projects that have been completed.  Aqua asserts that the Commission has established adequate safeguards in the DSIC process to ensure that the DSIC is appropriately monitored and that ratepayers are adequately protected.  Aqua R. Exc. at 13.  
d. Availability of Other Sources of Funding
Both the OCA and the OSBA assert that Aqua has not met its burden of proving that an increase in the DSIC is warranted because there are sources of funds other than the DSIC that are now available for main replacement that were not available to Pennsylvania American Water Company when it requested an increase in its DSIC cap in 2007.  These include additional funds for infrastructure improvement and the bonus depreciation deductions of 50% available to Aqua under the Economic Stimulus Act of 2008.  These factors could not have been considered by Aqua when it filed this matter in December 2008.  OCA Exc. at 9-10 ; OSBA Exc. at 4.   

Aqua responds that low interest financing does not lessen Aqua’s need for an increase in the DSIC cap.  As an example, Aqua notes that PennVEST projects are not eligible for recovery under the DSIC surcharge.  Therefore, any main replacement project financed by PennVEST will not increase the DSIC.  Aqua also asserts that any low interest financing obtained between rate cases is reflected in Aqua’s Quarterly Earnings Reports that are filed with the Commission, as well as in the quarterly DSIC surcharge calculation as part of both the debt ratio and Aqua’s current weighted average cost of debt.  Aqua R. Exc. at 18.  
Aqua asserts that the OCA’s arguments fail to recognize substantial record evidence of the immediate need to accelerate rehabilitation of Aqua’s distribution system and that Aqua has historically expended more than it recovers through the current 5% DSIC surcharge cap, notwithstanding the availability of low interest financing in the past.  Aqua argues that these programs are prioritized and the funding is not guaranteed.  Aqua also states that the amount of PennVEST monies it receives is not significant compared with its annual capital investment budget of $200 million, half of which is comprised of DSIC-eligible projects.   Aqua R. Exc. at 18.   



Aqua responds to the OCA and OSBA Exceptions that the tax advantage accelerated tax depreciation does not lessen its need for an increase in the DSIC cap.  Aqua asserts that it expended more than it recovered through the current 5% DSIC surcharge cap in the second quarter of 2008 even though bonus depreciation was available at the time.   Aqua R. Exc. at 19-20; Aqua M.B. at 26. 


In the OTS’ view, Aqua has presented sufficient evidence to support the requested increase in the DSIC rate.  In its Reply Exceptions, the OTS refers to the PAWC Order wherein we stated as follows:
The DSIC more accurately reflects the ongoing investments and improvements that are made in the water distribution system versus the less frequent but larger step increases that would result from base rate increases without an appropriately funded DSIC.  The timely recovery of the fixed costs of infrastructure replacement through the DSIC provides an incentive for increased and continued levels of capital infusions.  This results in a stronger and more reliable water distribution system for both current and future customers.  

Id. at 18.  The OTS asserts that the increase in the DSIC from 5% to 7.5% will increase by an average of $1.00 per month and that the DSIC will be reset to zero following the next base rate case, or at any time that the Aqua is over-earning.  The OTS contends that it will also take a number of billing cycles until the progressive increases in the DSIC will rise to the allowed level of the cap.  The OTS asserts that DSIC represents the dollar-for-dollar recovery of prudent expenses incurred for improving reliability to customers.  OTS R. Exc. at 2-3.   
Disposition

We find that Aqua has met its burden of proving that an increase in the DSIC cap to 7.5% is warranted.  First of all, there is a demonstrated need for remediation in Aqua’s system.  In response to that need, Aqua has increased its annual DSIC expenditures from $29.5 million during 1998 to $81.2 million during 2007.   OCA St. No. 1, Appendix II.  As a result, the number of miles of mains that have been replaced or rehabilitated by Aqua has increased from 27 miles in 1998 to 122 miles in 2008.  OCA Cross Exam. Exh. 4.  To achieve these replacement rates, Aqua has routinely expended more than it recovered through the 5.0% cap.  Aqua St. No. 1, Appendix F.  
Aqua’s Water Main Renewal Program Study has identified approximately 1,500 miles of pipe in its system which should be targeted for near-term replacement.  The OCA points out that, if Aqua were to maintain the 2008 replacement rate, it would take less than fifteen years to replace the 1,500 miles of pipe.  We, however, believe that it is in the public interest for the rate of replacement to continue to accelerate rather than maintain the status quo.  These improvements decrease water main breaks, mitigate local fire protection risks, eliminate low pressure problems and reduce discolored water.   Aqua N.B. at 10-11.  Aqua estimates that incrementally increasing capital improvements through DSIC revenue could support approximately fifty to seventy additional miles of main replacements annually.   Aqua St. No. 1 at 7-8.
Aqua has historically reached the cap in about eighteen months or less after it was reset to 0% following a base rate proceeding.   For instance, Aqua’s expenses  exceeded the 5% cap in the fourth quarter of 2005 (5.26%),  the second quarter of 2006  (7.21%), and the second quarter of 2008 (6.03%).  Aqua’s most recent base rate case went into effect on August 1, 2008, and Aqua anticipates reaching the current 5% DSIC surcharge cap by September 1, 2009.   Findings of Fact Nos. 21-22; Aqua St. No. 1 at 6; Aqua Exh. WCP-1 at 7.
 We concur with the OSBA that, under Section 1501, Aqua has an obligation to continue to fund capital improvements even if the DSIC cap were not raised above 5%.  However, in recognition of the capital replacement needs of the water industry, the General Assembly amended the Public Utility Code to provide for the accelerated recovery of the fixed cost of plant replacements that are more appropriately recovered through a surcharge mechanism than through base rates. 

We also find that small and non-viable acquisitions increase Aqua’s need for DSIC-eligible infrastructure investments.  Corrective measures to these systems, including water main replacement, are often needed well in advance of base rate recognition.  Aqua St. No. 2 at 3.  While we will continue to carefully balance the needed remediation of these small water systems with the impact on the rates of Aqua’s existing customers, increasing the DSIC surcharge cap for Aqua facilitates our policy of encouraging large, well-run, water companies to acquire small, non-viable water systems. 

We recognize that there are other sources of capital that may delay or offset  increases in the DSIC surcharge.  However, these funding sources do not eliminate need to increase the cap.  The bonus depreciation of the Economic Stimulus Act of 2008 and American Recovery and Reinvestment Act of 2009, as well as other accelerated depreciation options, may generate additional internally-generated funds for capital improvements.   Aqua M.B. at 26; OCA Exc. at 9.  In addition, the 2009 Stimulus Act may provide additional low-interest PennVEST loans to Aqua.  OCA Exc. at 10.  To the extent that these additional funds are available, these fund would either augment or offset funds financed under the DSIC.  Also, despite the availability of bonus depreciation in 2008, Aqua’s expenditures still exceeded the 5% DSIC cap in the second quarter of that year.  Aqua R.Exc. at 20.


We agree with the ALJ that Aqua has met its burden of proving that an increase in the DSIC from 5% to 7.5% is warranted.  Accordingly, we shall deny the Exceptions of the OCA and the OSBA relating to Aqua’s burden of proof. 
2. Erosion of Customer Safeguards
The OCA excepts to the ALJ’s approval of a 50% increase in the DSIC cap because the OCA believes that this increase would erode customer safeguards that were put in place when the Commission first approved the DSIC in 1996.  Petition of Philadelphia Suburban Water Company for Approval to Implement a Tariff Supplement Establishing a Distribution System Improvement Charge, Docket No. P‑00961036, Order entered August 22, 1996 (DSIC Petition Order).  The OCA argues that the 5% DSIC cap was a consumer safeguard that was established after the Commission found that water companies were under greater pressure due to the need to replace aging infrastructure and the new mandate of the Safe Drinking Water Act. (SDWA).  The OCA contends that, while there is still a need for Aqua to continue to replace aging infrastructure, there are no further new mandates under the SDWA to be met.  Hence, Aqua’s hardship regarding the replacement of infrastructure, which led to the DSIC, has not changed.  OCA Exc. at 2.
The OCA asserts that the consumer safeguards established by the Commission would be completely eroded if the 50% increase to the DSIC were permitted.  The OCA reasons that the DSIC mechanism is a narrow exception to the requirement that a utility institute a base rate proceeding, in which all costs and revenues are examined on a matching test year basis, when a general revenue increase greater than 3% has been proposed.  66 Pa. C.S. § 1308(d).  The OCA argues that the DSIC was originally capped at a low level in order to prevent long-term evasion of a base rate review.  Id. at 5; OCA Exc. at  2-3.
Aqua replies that Section 1307(g), the statutory authorization for the DSIC, does not mandate a particular surcharge cap.  Such decisions were left to the discretion of the Commission.  Aqua also states that the DSIC as well as the quarterly earnings reports required by the Commission are two of the more important safeguards ensuring that a company will not indefinitely postpone the filing of base rate cases.  Aqua points to the requirement of an annual reconciliation for the DSIC that adjusts the surcharge amount as necessary to account for any under or over-recovery in the surcharge as well as the regular DSIC audits performed by the Commission’s Bureau of Audits.  Aqua maintains that there are sufficient safeguard against over-earning to protect customers.  Aqua R. Exc. at 16-17.  
Disposition
The Code, 66 Pa. C.S. §§ 101 et seq., grants the Commission the legal authority and power to establish the Petitioner’s DSIC rate cap at a Commission-approved level.  R.D. at 13.  Subsection 1307(g) of the Code provides, in relevant part:
Recovery of costs related to distribution system improvement projects 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 other method for the automatic adjustment of the rates 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 base rate proceedings.  The commission, by regulation or order, shall prescribe the specific procedures to be followed in establishing the sliding scale or other automatic adjustment method.

66 Pa. C.S. § 1307(g); PAWC Order at 12.  

The Legislature did not establish a numerical percentage rate cap in Section 1307(g).  Hence, the Legislature granted the Commission both the authority and the power to exercise discretion in determining the specifics of a distribution system improvement cost recovery program.  However, the Commission is bound by the provisions of the Public Utility Code that require that all rates “shall be just and reasonable” and non-discriminatory, 66 Pa. C.S. §§ 1301 and 1304.     


As discussed above, Aqua’s Water Main Renewal Study identified approximately 1,500 miles of pipe that should be targeted for near-term replacement.  In the PAWC Order, we found that an acceleration of PAWC’s DSIC-eligible projects was essential to maintain and improve the quality of service.  We concluded in the PAWC Order as follows:

Matching replacement with service life substantially improves service reliability.  Infrastructure remediation and improved service and service reliability directly benefits customers.  Upgrades of deteriorated mains are essential to reduce main breaks, service interruptions and unaccounted for water and improve water quality, improve pressure, enhance fire protection, and achieve rate stability.   

PAWC Order at 13.  We find that the acceleration in Aqua’s DSIC-eligible projects is producing the same effect.  We have evidence of record in this case that these same benefits will accrue to Aqua’s customers through an acceleration of remediation and rehabilitation of its mains through the DSIC.  As such, we find that customer safeguards have not been eroded.  Accordingly, the OCA’s Exception is denied.
3. Single Issue Ratemaking  
The OSBA argues that expanding the exception to single-issue ratemaking is especially inappropriate with regard to Aqua.  The OSBA opines that Aqua’s cost of capital has declined since its last base rate case.  In addition, the OSBA notes that Aqua was awarded twenty-two additional basis points to its return on equity in recognition of its above-average performance in its last rate case.  The OSBA contends that the twenty-two additional basis points have been a proxy for a higher DSIC cap.  OSBA Exc. at 4.  

The OSBA asserts that a 50% increase in the DSIC cap would simply permit Aqua to evade the base rate process and the inherent detailed review of revenues and expenses that accompanies a base rate case.  Since Aqua’s cost of capital has decreased recently and its sources of available funding have increased, the OSBA believes that an increase in the DSIC would set up a situation that would not be beneficial for Aqua’s customers.  OSBA Exc. at 5-6.  
Aqua responds that the modest increase to the DSIC surcharge cap will not enable Aqua to avoid rate case filing for an extended period.  Aqua asserts that, under its current pattern of filing base rate cases approximately every two years, the 5% DSIC surcharge cap is reached in about eighteen months.  Aqua reasons that the increase in the DSIC cap to 7.5% will not unduly lengthen the time between base rate cases.   R. Exc. at 20-21.  
Aqua also emphasizes that the Commission-approved safeguards ensure that Aqua’s DSIC is reflecting only DSIC-eligible projects and that Aqua is not currently over-earning compared to its most current authorized return on equity.  Aqua argues, that, in addition to an annual reconciliation of the DSIC, it is subject to a DSIC audit performed by the Commission’s Bureau of Audits at intervals determined by the Commission.  Aqua contends that these safeguards protect customers from the claimed harms of single-issue ratemaking.  Aqua R. Exc. at 21.  
Disposition


The DSIC is a permissible form of single-issue ratemaking, pursuant to Section 1307(g).  We find that there are sufficient safeguards in place to ensure that Aqua will not over-earn as a result of an increase in the DSIC surcharge cap to 7.5%.  In light of the great need for system repairs, we find that ratepayers will receive substantial benefits as a result of an accelerated rate of rehabilitation and replacement of deteriorated mains made possible through an increase in Aqua’s DSIC surcharge.  Accordingly, the OSBA’s Exception is denied
4. Delayed Implementation of the DSIC

OSBA asserts that the increase in the DSIC surcharge cap, if approved, should not be implemented until Aqua’s next base rate case.  The OSBA argues that a delay in the implementation of the increase to the DSIC would provide the Commission with the opportunity to set Aqua’s authorized rate of return on equity after consideration of the impact the higher DSIC cap will have on Aqua’s business risk.  The OSA contends that an increase in the DSIC surcharge would reduce Aqua’s earnings risk, since the surcharge would automatically fund capital improvements without a delay in the recovery until the conclusion of the next base rate case.  OSBA Exc. at 6-8.  
Aqua insists that the OSBA’s Exception is without merit.  Aqua counters that the OSBA has offered no basis to conclude that Aqua’s authorized return is excessive or that the DSIC should be postponed indefinitely.  Aqua states that its authorized return on equity of 11% does not diminish Aqua’s need to enhance the renewal of its distribution system through an increase in its DSIC surcharge cap to 7.5%.  Aqua maintains that the issue of what effect, if any, an increase in the DSIC may have on equity return will be considered in future cases.   Aqua R. Exc. at 22-24.
Disposition

We find that the benefits of an increase in Aqua’s DSIC surcharge cap are too great to delay until after the conclusion of Aqua’s next base rate.   We do expect, however, that the Parties will pursue of the issue of reduced business risk and its effect on Aqua’s rate of return in the next base rate case.  Accordingly, the OSBA’s Exception is denied.
Conclusion
We note here that, while we are approving an increase in the DSIC cap to facilitate acceleration in the rate of capital improvements, we also foresee the potential reduction in the need for DSIC revenues in the future as the inventory of plant with performance issues declines.   For the reasons stated herein, we shall deny the OCA’s and the OSBA’s Exceptions and adopt the ALJ’s Recommended Decision; THEREFORE, 


IT IS ORDERED: 

1. That the Exceptions filed by the Office of Consumer Advocate are denied, consistent with this Opinion and Order.  
2. That the Exceptions filed by the Office of Small Business Advocate are denied, consistent with this Opinion and Order.


3.
That the Recommended Decision of Administrative Law Judge Cynthia Williams Fordham is adopted.

4.
That Aqua Pennsylvania, Inc. shall place into effect Supplement No. 88 to Tariff Water-PA P.U.C. No. 1, on one day’s notice, the same having been found to be just, reasonable, and in the public interest.
5.      That the formal Complaint filed by the Office of Consumer Advocate at Docket Number C-2008-2082586 is dismissed.
6. That the Formal Complaint filed by the Office of Small Business Advocate at Docket No. C-2008-2080943 is dismissed.

7.
That the Formal Complaints filed by Kevin Tracey at C‑2009‑2086699; Michael Waitlevertch at C-2009-2087277; Daniel & Elizabeth Palumbo at C‑2009-2090937; the Borough of Athens at C‑2009-2090542; the Borough of Sayre at C‑2009-2090707; and the Borough of South Waverly at C-2009-2090725 are dismissed.


8.
That the record in this case be marked closed.
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BY THE COMMISSION,







James J. McNulty








Secretary

(SEAL)

ORDER ADOPTED:  July 23, 2009
ORDER ENTERED:  July 23, 2009
�  	Philadelphia Suburban Water Company changed its name to Aqua Pennsylvania, Inc., effective the close of business on January 16, 2004.
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