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I.
HISTORY OF THE PROCEEDING



On July 15, 2008, The Columbia Water Company (Columbia) filed Supplement No. 35 to Tariff Water-Pa. P.U.C. No. 7 to become effective September 13, 2008, containing proposed changes in rates, rules, and regulations calculated to produce $616,402 (16.5%) in additional annual revenues based on a future test year ending December 31, 2008.  By Secretarial Letter dated June 16, 2008, the Commission granted Columbia an extension of time until July 15, 2008 for filing a general rate increase based upon a historic test year ended December 31, 2007.


On August 26, 2008, Rebecca S. McClure filed a formal complaint that the Commission docketed at C-2008-2059905.  On August 28, 2008, the Office of Consumer Advocate (OCA) filed a formal complaint that the Commission docketed at C-2008-2061322.  On August 29, 2008, Bruce Walters filed a formal complaint that the Commission docketed at C-2008-2061399.  The Commission’s Office of Trial Staff (OTS) filed a notice of appearance on September 2, 2008.



By order entered September 11, 2008, the Commission suspended the proposed Supplement No. 35 to Tariff Water-Pa. P.U.C. No. 7 until April 13, 2009 and instituted an investigation into the reasonableness of the proposed rates.  
By notice dated September 15, 2008, the Commission notified the parties that the matter could be processed by mediation among the parties.  The notice informed the parties that unless they responded in writing to the contrary within ten days from the date of the letter, the Commission’s file would reflect that the parties consented to mediation.  The notice also stated that if Columbia consented to the mediation, it must also agree in writing to extend the statutory deadline for adjudication by at least sixty days.  Also on September 15, 2008, Columbia filed a letter with the Commission consenting to mediation and agreeing to extend the suspense date to June 12, 2009. 
By notice dated October 7, 2008, the Commission scheduled a prehearing conference/mediation session for this matter on November 3, 2008 at 10:00 a.m. in Hearing Room 3, Commonwealth Keystone Building in Harrisburg and assigned me to preside.  The Commission also assigned the matter to Herbert R. Nurick as mediator so that the parties could participate in the Commission’s mediation process.  
I issued a prehearing conference order on October 9, 2008 setting forth the procedural matters to be addressed at the prehearing conference.  On October 15, 2008, Sandra Shaub filed a formal complaint that the Commission docketed at C-2008-2071021. 



I conducted a prehearing conference in this case as scheduled on November 3, 2008 at 10:00 a.m. in Harrisburg.  Present were counsel for OTS, OCA, and Columbia.  None of the individual complainants was present.  As a result of the prehearing conference, I issued Prehearing Order #2 on November 3, 2008.  Prehearing Order #2 established a litigation and briefing schedule.  By notice dated November 20, 2008, the Commission scheduled this matter for hearings on January 28-30, 2009 at 10:00 a.m. in Hearing Room 2, Commonwealth Keystone Building in Harrisburg.  By notice dated January 27, 2009, the Commission cancelled the hearing scheduled on January 28, 2009.


I conducted the initial hearing as scheduled on January 29, 2009.  Jan P. Paden, Esquire appeared on behalf of Columbia.  Charles Daniel Shields, Esquire appeared on behalf of OTS.  Erin L. Gannon, Esquire appeared on behalf of OCA.  At the end of the January 29, 2009 hearing, the parties agreed to stipulate the admission of the statements and exhibits they had planned to introduce at the January 30, 2009 hearing and waive cross examination of the witnesses sponsoring those statements and exhibits.  (N.T. 189-201)  The parties stipulated to the admission of the statements and exhibits and agreed that the Commission could cancel the hearing scheduled for January 30, 2009.  (N.T. 189-201)  The hearing scheduled for January 30, 2009 was cancelled.  The hearing resulted in a transcript of 188 pages consisting of pages 14 through 202. 
The parties filled their main briefs (M.B.) on February 25, 2009.  The parties filed their reply briefs (R.B.) on March 9, 2009.  The record closed on March 9, 2009, upon the filing of reply briefs.

II.
DISCUSSION
A.
Introduction


1.
Description of the Company


Columbia serves approximately 8,600 customers in Columbia Borough, Mountville Borough and portions of West Hempfield Township, East Donegal Township and Manor Township, all in Lancaster County.  (Columbia St. 1 pg. 2)  Columbia draws water from the Susquehanna River to supply its customers.  Water from the Susquehanna River travels through pipes into Columbia’s receiving wells where water treatment begins.  Columbia pumps the water from the receiving wells through a parallel sedimentation train and then into six dual media gravity filters.  Water from the filters then enters a clearwell and is disinfected using chlorine.  Columbia then pumps the water from the clearwell into its distribution system.  (Columbia St. 1 pg. 3)


The water pumped into the distribution system is stored in the Lockards Hollow reservoirs, Columbia Tank, Prospect Road Tank, Manor/Mountville Tank and Ironville Storage Tanks.  Columbia has eight storage facilities: three Lockards Hollow Reservoirs, one Columbia Tank, one Prospect Road Tank, one Manor/Mountville Tank and two Ironville Tanks.  The Columbia system has a total storage capacity of 8,550,000 gallons.  Water is distributed from the reservoirs and tanks into the distribution system.  (Columbia St. 1 pg. 3)


In order to serve areas at higher elevations without increasing the pressure in lower elevations, Columbia has installed booster pumps.  One set of two pumps each is dedicated to each pressure zone.  (Columbia St. 1 pg. 3)  The Columbia system is divided into three main pressure zones and six sub-pressure zones.  The Spruce Street Station serves the West Hempfield Pressure Zone, located in West Hempfield Township and portions of Columbia Borough and Mountville Borough.  The Lockards Hollow Booster Station serves the Manor/Mountville Pressure Zone and the Columbia Pressure Zone.  The Manor/Mountville Pressure Zone is located in Mountville Borough, Manor Township and West Hempfield Township.  The Columbia Pressure Zone is located in Columbia Borough.  The Heatherbank Station serves Heatherbank and the Chiques Hill area.  The Eagle Path Booster Station is a new station placed in service in 2008 which serves customers in the Sterling Way pressure zone.  (Columbia St. 1 pg. 4)

Columbia’s system has more than 100 miles of distribution mains of various sizes up to sixteen inches in diameter.  The majority of the water mains are either cast iron or ductile iron pipe.  The entire system is metered.  There are over five hundred fifty fire hydrants connected to Columbia’s system.  (Columbia St. 1 pg. 4-5)

2.
Burden of Proof
A public utility has the burden of proof to establish the justness and reasonableness of every element of its rate increase request in all proceedings under 66 Pa. C.S. 
§ 1308(d).  The standard to be met by the public utility is set forth at 66 Pa. C.S. § 315(a):
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 Commonwealth Court of Pennsylvania set forth the utility’s burden of proof in a rate proceeding pursuant to 66 Pa. C.S. § 315(a) as follows:
Section 315(a) of the Public Utility Code, 66 Pa. C.S. Section 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. Water Co. v. Pennsylvania Pub. Util. Comm’n., 48 Pa. Cmwlth. 222, 226-227, 409 A.2d 505, 507 (1980) (emphasis added).  See also, Brockway Glass Co. v. Pennsylvania Pub. Util. Comm’n., 63 Pa. Cmwlth. 238, 437 A.2d 1067 (1981).
In general rate increase proceedings, the burden of proof does not shift to parties challenging a requested rate increase.  Rather, the utility’s burden of proof to establish the justness and reasonableness of every component of its rate request is an affirmative one and that burden of proof remains with the public utility throughout the course of the rate proceeding.  There is no similar burden placed on other parties to justify a proposed adjustment to the public utility’s filing.  The Pennsylvania Supreme Court has held:
[T]he appellants did not have the burden of proving that the plant additions were improper, unnecessary or too costly; on the contrary, that burden is, by statute, on the utility to demonstrate the reasonable necessity and cost of the installations, and that is the burden which the utility patently failed to carry.

Berner v. Pennsylvania Pub. Util. Comm’n., 382 Pa. 622, 631, 116 A.2d 738, 744 (1955).
However, a public utility does not need to affirmatively defend every claim it has made in its filing, even those which no other party has questioned, in proving that its proposed rates are just and reasonable.  The Pennsylvania Commonwealth Court has held:
While it is axiomatic that a utility has the burden of proving the justness and reasonableness of its proposed rates, it cannot be called upon to account for every action absent prior notice that such action is to be challenged.

Allegheny Center Assocs. v. Pennsylvania Pub. Util. Comm’n., 131 Pa. Cmwlth. 352, 359, 570 A.2d 149, 153 (1990) (citation omitted).  See also, Pennsylvania Pub. Util. Comm’n. v. Equitable Gas Co., 73 Pa. P.U.C. 310, 359 – 360 (1990).

Additionally, 66 Pa.C.S. § 315(a) does not place the burden of proof on the utility with respect to an issue the utility did not include in its general rate case filing and which, frequently, the utility would oppose.  The burden of proof must be on a party to a general rate increase case who proposes a rate increase beyond that sought by the utility.

B.
Rate Base

In its original filing, Columbia claimed a rate base of $11,155,868.  During the course of the litigation in this proceeding, Columbia agreed to several adjustments in its rate base.  In its main brief (Columbia M.B. pg. 74-75), Columbia lists the following adjustments to its rate base:

(1)
Capitalization of employee pensions and benefits expense:  Add $17,435.

(2)
Proposed capitalization of employee benefits:  Add $675.

(3)
Capitalization of employee salaries (Christmas Pay):  Add $1,821.

(4)
Capitalization of payroll tax:  Add $8,269.

(5)
Reserve for depreciation:  Add $33,969.

(6)
Contributions in Aid of  ADDIN BA \xc <@nper> \xl 35 \s GYMVJO00082 \xqt \l "Construction Meters:  Deduct $8,056" Construction Meters:  Deduct $8,056.

(7)
 ADDIN BA \xc <@nper> \xl 36 \s GYMVJO00083 \l "Cash Working Capital:  Deduct $5,163" Cash Working Capital:  Deduct $5,163.
As a result of these adjustments to the rate base, Columbia claimed a final rate base of $11,213,087 in its main brief.
Columbia discovered some errors in its  ADDIN BA \xc <@osdv> \xl 12 \s HGLTHV00021 \l "Schedule A-3" Schedule A-3 attached to its main brief.  (Columbia R. B. pg. 2)  Columbia revised  ADDIN BA \xc <@$osdv> \xl 12 \s HGLTHV00021 Schedule A-3 and filed the revised Schedule A-3 with the Secretary’s Bureau on March 2, 2009 and served a copy of the revised schedule on OTS, OCA and me.  According to the revised Schedule A-3, Columbia now claims a final rate base of $11,204,818.
1.
Adjustments to Rate Base


a.
Cash Working Capital



OTS contends that the Commission needs to make several additional adjustments to Columbia’s claimed rate base.  (OTS M.B. 19-22)  With regard to cash working capital, OTS recommends reducing the Company’s rate base claim by $11,830 as shown in Appendix A, attached to its main brief.  OTS’ proposed adjustment reflects the total of $95,952 in reductions to all Columbia’s expense claims recommended by OTS.  OTS applies Columbia’s own methodology to determine cash working capital to its recommended level of total allowable expenses to arrive at an $11,830 reduction to the cash working capital.


The only adjustment that OCA advocates is an adjustment to cash working capital.  (OCA M.B. 11)  OCA states that the parties agree that the formula method, or one-eighth (12.5%) of operating and maintenance should be used for Columbia.  According to OCA, Columbia calculated a claim for cash working capital of $247,679 using this method.  OCA recommends reducing the cash working capital by $18,803, which represents 12.5% of the total adjustments OCA recommends to operating and maintenance expenses as shown in Appendix A attached to its brief.  I will accept Columbia’s methodology and reduce the cash working capital claim by $938 due to my expense adjustments set forth elsewhere in this decision.

b.
Pensions and Benefits
With regard to employee pensions and benefits, OTS recommends reducing Columbia’s rate base claim of $675 as shown in Appendix A, attached to its main brief.  OTS’ proposed adjustment relates to OTS’ proposed disallowance of $5,039 for claimed employee entertainment.  According to OTS, Columbia disagrees with OTS’ $5,039 expense disallowance and capitalizes a portion of the entertainment expense leaving $4,364 in the expense category and increasing rate base by $675.  OTS recommends that the Commission disallow the entire $5,039 expense claim and therefore disagrees with adding the $675 to rate base.  According to OTS, the Commission should disallow the entire $4,364 expense claim and remove $675 from the claimed rate base.  
I find in favor of OTS on this issue.  As set forth more extensively below in my discussion on expenses, the employee entertainment expenses claimed by Columbia here do not directly relate to the provision of water service.  Consistent with previous Commission decisions, Columbia’s employee entertainment expenses should not be included in either expenses or rate base. Accordingly, the Commission should reduce Columbia’s rate base claim by $675.
c.
Salaries and Wages

With regard to salaries and wages, OTS recommends that the Commission reduce Columbia’s rate base claim by $1,821 as shown in Appendix A, attached to its brief.  OTS’ proposed adjustment relates to the OTS proposed disallowance of Christmas bonuses paid Columbia’s employees totaling $13,602.  According to OTS, Columbia disagrees with the OTS’ expense adjustment and capitalizes a portion of the expense, leaving $11,781 in the expense category and increasing rate base by $1,821.  OTS contends that the Commission should disallow the entire $13,602 expense claim for the Christmas bonuses.  According to OTS, the Commission needs to both disallow Columbia’s expense claim of $11,781 and remove the related $1,821 from the claimed rate base.

For the reasons set forth below in my discussion on expenses, I find in favor of Columbia.  The Christmas payment is part of the employee overall compensation package and is given to everyone across the board instead of solely on a performance basis.  Columbia contends that since this payment is part of the overall employees’ salary, it should be capitalized in the same manner as the rest of the salary at 13.39%.  Accordingly, the Commission should not reduce Columbia’s rate base claim by $1,821. 

d.
Payroll Taxes
OTS also contends that the Commission should reduce Columbia’s claimed rate base due to an error in Columbia’s testimony.  According to OTS, during cross examination, Columbia’s witness accepted, subject to check, that his rebuttal testimony, identified as Columbia Statement No. 8, incorrectly computed an increase to “Capitalized Salaries, Wages, Benefits & Taxes” as shown in SDF Ex. No. 7, p. 3, by $36,469 when the correct calculation shows an amount of $28,200, resulting in an $8,269 overstatement.  (N.T. 104)  According to OTS, the Commission should reduce the claimed rate base by $8,269.  Columbia has agreed to this adjustment and has revised its Schedule A-3 (Rev.) to incorporate this adjustment.  (Columbia R. B. pg. 2)
e.
Meter Depreciation
Finally, OTS recommends that the Commission increase Columbia’s claimed rate base as shown in Appendix A, attached to its brief.  OTS’ proposed adjustment relates to OTS’ proposed reduction to Columbia’s annual depreciation expense totaling $16,420.  According to OTS this adjustment is necessary to reflect OTS’ recommendation that Columbia depreciate its meters over 15 years rather than 12.5 years.  OTS contends that the Commission should accept OTS recommended expense adjustment of $16,420 and increase Columbia’s claimed rate base by that amount.  

For the reasons set forth below in my discussion on expenses, I find in favor of Columbia on this issue.  Accordingly, the Commission should not increase Columbia’s claimed rate base by $16,420.
C.
Revenues
1.
Customer growth

The present rate revenue also includes a $6,114 annualization to reflect the new residential customers added during 2007 and a $23,531 annualization to reflect such new customers expected to be added in 2008.  Columbia calculated these numbers by using the typical or “mode” methodology when annualizing revenues for customers gained.  The calculated mode consumption of water for residential customers was 3,000 gallons per month which generates a bill of $23.07 per month.  (Columbia M.B. 69-70)
According to Columbia, it used the typical or “mode” consumption instead of a median consumption, when annualizing revenues for customers gained because a more realistic number results.  Mode is the number that occurs most frequently in a set of numbers.  In performing its analysis, Columbia reviewed the 95,903 monthly bills for residential customers that had 5/8” meters during the year of 2007.  When applying the mode method, the typical or mode consumption of these customers is 3,000 gallons, as supported in Columbia’s bill frequency analysis.  (Columbia St. 8, pg. 2, SDF Ex. 5)  Columbia also asserts that using the mode methodology to calculate the revenue gained is more appropriate than using the average or median consumption number because it is consistent with the methodology that is required, by the Commission, in the customer notices that are sent to customers to inform them of a proposed rate increase and its impact.  52 Pa. Code § 53.45 (Columbia St. , pg. 2)   
The parties agreed that Columbia needed to make an adjustment to the number of residential customers during 2007 to account for customers that commenced service during the year and did not pay twelve months worth of bills.  The parties agreed that the number of bills needed for this adjustment was 265 bills.  Under Columbia’s methodology one would multiply the 265 bills by the mode amount of $23.07 which results in an annualization of revenues for customer growth of $6,114.  

The parties also agreed that Columbia needed to make an adjustment for projected new customers that would be gained in 2008 based upon its use of the “typical” or the mode method.  The parties agreed with Columbia’s projection that it will add eighty-five 5/8” meter residential customers in 2008.  Multiplying the projected 85 new customers by the $23.07/monthly typical bill equals a $23,531 annualization for 2008.  
OTS does not contest Columbia’s projections for the number of new customers but rather disagrees with Columbia’s calculation of average monthly usage and the resulting average bill amount based on that average monthly usage.  OTS originally recommended an increase to revenue of $6,567 based upon its determination that the appropriate average monthly usage of a 5/8” residential customer was 4,000 gallons.  (OTS St. 3, pg. 2-6).  In its surrebuttal testimony, OTS noted that Columbia had since provided a bill frequency analysis and revised its recommendation to 3,700 gallons per month median usage for the new customers.  (OTS St. 3-SR, pg. 4-5)  
Using this revised level of customer usage, OTS’ present recommendation is for an increase to revenue of $4,573, consisting of a recommended increase of $943 to Columbia’s annualization for 2007 and a recommended increase of $3,630 for the Company’s annualization for 2008.  OTS originally recommended an average bill amount of $28.18 based upon monthly customer usage of 4,000 gallons and revised its average bill amount to $26.63 per month based upon 3,700 gallons per month median usage.


OTS determined a new customer’s typical monthly water usage by dividing the number of gallons used by 5/8” residential customers by the number of 5/8” residential bills Columbia issued.  (OTS St. 3, pg. 2-6)  OTS contends that the average or median usage is often used to determine the typical usage of a group of customers.  According to OTS, Aqua Pennsylvania, Inc. uses median usage and the Commission accepts median usage to determine the typical usage of new customers.



I find in favor of Columbia on this issue.  In order to arrive at its typical customer usage figure of 3,000 gallon, Columbia reviewed 95,903 monthly bills for residential customers that had 5/8” meters during the year of 2007.  Columbia used the typical or “mode” consumption because it believed the mode resulted in a more accurate number.  The mode for consumption of 3,000 gallons was supported in Columbia’s bill frequency analysis.  (Columbia St. 8, pg. 2, SDF Ex. 5)  


Columbia has the burden of proof to establish the justness and reasonableness of every element of its rate increase request in all proceedings under 66 Pa. C.S. §1308(d).  OTS has not cited any Commission decisions that disapprove of the method used by Columbia.  Similarly, OTS has not cited any cases where the Commission has approved the exclusive use of the method used by OTS.  I conclude that Columbia used a reasonable method to calculate the typical consumption number and that the number is supported by substantial, credible evidence.  Columbia has therefore met its burden of proof and the Commission should not increase Columbia’s revenue figure as recommended by OTS.     
2.
Sales Tax Refund

Columbia received a refund from the Pennsylvania Sales and Use Tax Bureau in the amount of $20,257 during the historic test year of 2007.  (OCA St. 2, pg. 6; OCA Ex. MJK-3) This was a refund of sales taxes inappropriately billed to Columbia over the three year period from 2004 through 2006 on purchased power which is exempt from sales tax.  (OCA St. 2., pg. 6, OCA Ex. MJK-5, N.T. 138, 174)  Columbia contends that the Commission should not consider the Pennsylvania sales tax refund of $20,257 income that occurred in the test year of 2008.  Instead, Columbia argues that it is non-utility income because it is non-recurring income and relates to sales tax wrongly charged to Columbia in the three years prior to the historic test year of 2007.  

Columbia argues that the sales tax refund should not be included as revenue because it is a one time, non-recurring refund that Columbia received for the payment by Columbia of sales taxes wrongfully charged by Columbia’s electric supplier in three prior years outside of both the historic test year and the future test year.  (Columbia St. 5, pg. 1)  Columbia asserts that if instead, this had been a one-time expense in 2007, Columbia would not be able to claim it again in the 2008 test year.  Columbia concludes that since it will not be receiving the income during the period which the proposed rates will be in effect, its miscellaneous operating revenue should not be increased.
In the alternative, Columbia argues that if the Commission determines that the sales tax refund should be included as miscellaneous operating income, Columbia agrees with OCA that it should be normalized over a three year period.  (Columbia St. 5, pg. 13)  Columbia alternatively agrees with OCA’s argument that it is only reasonable that the refund be normalized over the same length of time that the sales tax charges were made to Columbia and paid by Columbia.  Columbia alternatively argues that the Company’s revenue should be increased by $6,752 as recommended by OCA.  (Columbia St. 5, pg. 13)    

Both OTS and OCA assert that Columbia inappropriately recorded the sales tax refund in its future test year as non-utility income.  (OTS St. 2, pg. 30-32, OTS St. 2-SR, pg. 15-16, OTS Ex. 2, Sch. 15, p. 3-4)  According to OTS and OCA, treating the sales tax refund in this manner excludes those revenues from the ratemaking formula and essentially treats them as not having been received at all by Columbia.  OTS and OCA point out that the refund resulted from sales and use taxes paid on electric service to Columbia that Columbia paid when it was exempt from paying the tax.  (OTS St. 2, pg. 30, OTS St. 2-SR, pg. 15-16, OTS Ex. 2, Sch. 15, pg. 1 and 2)
OTS and OCA contend that the sales tax refund should be included in Columbia’s miscellaneous operating revenue in its future test year.  According to OTS and OCA, Columbia included purchased power costs as an expense item in all its rate case filings and that those costs are allowed and incorporated into the ratemaking formula in developing rates.  Therefore, OTS and OCA argue that revenues related to the purchased power costs built into rates and paid by the ratepayers should be returned to the ratepayers by reflecting them in the ratemaking formula as miscellaneous operating revenue.  (OTS St. 2, pg. 31)  

OTS and OCA disagree on the appropriate period of time to reflect and return these revenues by establishing an annual adjustment for the total sales tax refund of $20,257.  OTS recommends that the amount be returned to the ratepayers over the same time period as Columbia’s claimed rate case normalization period in order to smooth rates resulting from the current filing.  According to OTS, Columbia has claimed a two year rate case normalization period as the period of time it expects to elapse between rate filings.  OTS concludes that that two-year period is the appropriate normalization period for the sales tax refund.  OTS recommends that the Commission increase Columbia’s miscellaneous operating revenue for the future test year by $10,129.  (OTS St. 2, pg. 31-32)  


OCA asserts that the sales taxes were passed on to ratepayers over a three year-period and that the sales tax refund should be passed back to ratepayers over a three-year period.  (OCA St. 2  pg. 6, OCA St. 2-S pg. 5)  OCA recommends that one-third of the $20,057 refund, or $6,752, should be included in revenues for ratemaking purposes.  (OCA St. 2 pg. 6, OCA St. 2-S pg. 5, OCA Ex. MJK-1S, line 12)  OCA contends that this treatment is an amortization that is often given to non-recurring expenses that are prudently incurred in a rate case test year. 

I find in favor of OTS and OCA on this issue.  Columbia paid taxes on purchased power during the period 2004-2006 when it had no obligation to do so.  It passed the costs of those taxes to its customers during that time period through the rates it charged.  Columbia should therefore pass the cost savings resulting from the refund to its customers.  As to the appropriate time period to return these revenues, I agree with OCA that the three year time period is appropriate since the sales taxes were passed on to ratepayers over a three year-period.  One-third of the $20,057 refund, or $6,752, should be included in revenues for ratemaking purposes.

3.
Lease revenue from Cell Towers 
Columbia receives $44,064 in annual rental income from the lease of space on two water tanks by cell phone providers, Nextel and Clearwire.  (OCA Ex. MJK-3, MJK-4, MJK-6, MJK-7)  Columbia treated this revenue as non-utility income.  Columbia recommends excluding the annual rental income from the cell tower leases from miscellaneous operating revenue because it is non-utility income and not associated with the sale of water. 
Columbia contends that much of original value of these assets associated with this non-utility income has been removed from its rate base or was never made a part of the rate base. One of the leases associated with the East End Tank is with Nextel and one is with Clearwire.  (Columbia St. 5, pg. 17)  The East End Tank was originally constructed about 60 years ago in 1948.  According to Columbia, much of the value of this tank has been depreciated and it receives very little return on this asset.  
Columbia states that ADDIN BA \xc <@$id> \xl 3 \s ID  the third lease is with Clearwire and associated with the Manor/Mountville tank.   ADDIN BA \xc <@$id> \xl 9 \s ID \xhfl Rep However, Clearwire has never installed equipment on the tank or on the surrounding site.  Similarly, Clearwire never installed any equipment on the East End Tank.  
According to Columbia, Clearwire offers a wireless internet service and entered into the leases in order to be able to offer their services in the surrounding area.  Columbia asserts that Clearwire has not set up or installed any equipment, apparently due to the lack of demand for this type of wireless service.  Columbia alleges that it is being paid a fee for an agreement, not for current utilization of any of its assets.  Columbia contends that the lack of demand for Clearwire services is a strong indicator that Clearwire may terminate its leases soon because it has no need to keep them.  

Both OTS and OCA assert that Columbia inappropriately recorded lease income from the cell tower leases in its future test year as non-utility income.  According to OTS and OCA, the capital costs associated with the water tanks and the cost of the land on which the tanks are located are reflected in the rate base in this case because the tanks and the land are used and useful in providing utility service.  (OCA St. 2, pg. 5, OCA St. 2-S pg. 4)  Therefore, ratepayers have paid, and continue to pay, the return, depreciation and maintenance expenses associated with the water tanks and the land.  (OCA St. 2, pg. 4) 
OTS and OCA recommend an adjustment to Columbia’s net operating income to add the $44,064 in revenues for ratemaking purposes.  (OCA St. 2 pg. 5, OCA Ex. MJK-1, line 10)  This adjustment is based on the fact that lease revenue received by Columbia related to these tanks should offset the costs by being included in rates for ratemaking purposes.  (OCA St. 2 pg, 5, OCA St. 2-S pg. 4, N.T. 172) 


OCA and OTS argue that this adjustment is consistent with prior Commission decisions regarding rental income generated from plant in utility rate base.  OTS and OCA allege that the Commission has held in the past that revenues derived from the utility’s lease of its rate base property for a communication tower should also be reflected in revenues for ratemaking.  OTS and OCA point out that Columbia’s arguments that one of the water tanks is almost fully depreciated, and that that the Clearwire leases could be terminated due to the lack of demand for wireless internet services in the area are insufficient to justify exclusion of the annual rental income from the two water tanks for ratemaking purposes.


I find in favor of OTS and OCA on this issue.  I agree with OTS and OCA that their position is consistent with prior Commission decisions.  In Pennsylvania Pub. Util. Comm’n. v. Roaring Creek Water Co., 87 Pa. P.U.C. 826 (1997) TA \l "Pa. P.U.C. v. Roaring Creek Water Co., 87 PaPUC 826, 834-835" \s "Pa. P.U.C. v. Roaring Creek Water Co., 87 PaPUC 826, 834-835" \c 9  (Roaring Creek) the Commission held that revenue derived from a utility’s lease of rate base property should be reflected in revenues for ratemaking.  In doing so, the Commission adopted the recommendation of the administrative law judge, which it summarized as follows:

The ALJ noted that the revenues were derived from property on which customers were being asked to pay a rate of return in this filing. He reasoned that these same customers should enjoy the benefits of any income that RCWC may earn from this property.  



Columbia’s argument that the revenues from the cell provider leases should be excluded from utility income because the revenues are not income from the sale of water lacks merit.  The decision in Roaring Creek states that the determining factor is whether the utility assets are in rate base, and not whether the revenues are related to the provision of utility service.


Similarly, Columbia’s argument that one of the water tanks is almost fully depreciated is to no avail.  I agree with OTS and OCA that regardless of how much depreciation has been taken on the water tanks, the ratepayers have paid, and continue to pay the depreciation, return and expenses associated with these used and useful utility plant items.


Columbia’s argument that Clearwire may terminate its lease is speculative.  Columbia provided no evidence that Clearwire intends to terminate its lease.  The Commission rejected a similar argument in Pennsylvania Pub. Util. Comm’n. v. UGI, 56 Pa. P.U.C. 575 (1982) because the rental property at issue was vacant at the time the rate case was pending.  The Commission stated:

The evidence reveals that the vacancy of this property is temporary in nature, and... no witness could more than speculate as to whether (or when) the vacant premises will be rented, we do not consider it proper to resolve this issue contrary to the interests of the ratepayers when the capital costs of these premises are included in rate base in this proceeding.
 TA \s "Pa. P.U.C. v. UGI Corp., 56 PaPUC 575, 598-99 (1982)"  

Columbia should therefore include the lease income from the cell towers in its net operating income for ratemaking purposes.  I will adopt the OCA recommendation.  Accordingly, the Commission should add $44,064 to operating revenue for rate making purposes. 
4.
Dubensky Barn Rent


Columbia receives annual rental revenues of $1,200 for the Dubensky Barn located on the Prospect Tank land.  Columbia treated this revenue as non-utility income.  Columbia recommends excluding the annual rental income from the Dubensky Barn from miscellaneous operating revenue because it is non-utility income and not associated with the sale of water. 

Columbia also asserts that the Dubensky Barn is not in its rate base and Columbia does not collect any return on it.  Columbia states that it purchased the property where the Dubensky Barn is located in order to construct the Prospect Tank.  (Columbia St. 5, pg. 17)  Columbia contends it did not purchase this property because of the small wooden shed; that the shed did not add any value to the property at the time of purchase and that it does not serve any operational purpose to Columbia.   ADDIN BA \xc <@$id> \xl 3 \s ID Columbia explains that it allows a nearby homeowner to use the shed to store everyday lawn and garden equipment and materials.  Since Columbia does not collect a return on the shed, it is not used in any part of operations and it is not in the rate base, rental income from the structure should not be included in miscellaneous operational revenues.  
Both OTS and OCA assert that Columbia inappropriately recorded rental income from the Dubensky Barn in its future test year as non-utility income.  OTS and OCA contend that the cost of the Prospect Tank land is being supported by ratepayers.  OTS and OCA point out that the land is a permanent, non-depreciable item of utility plant in service and ratepayers are paying the return and maintenance on the property.  According to OCA, Columbia admits that the Dubensky Barn is not listed separately in any account and is included with the Prospect Tank land in Columbia’s rate base.  
OTS and OCA recommend an adjustment to Columbia’s net operating income to add the $1,200 in revenues for ratemaking purposes.  OTS and OCA assert that, for the same reasons that the lease income from the cell provider for space on two water tanks should be included as revenue for ratemaking purposes, the rental income from the Dubensky Barn should be included as well.  Since the land, which includes the Dubensky Barn, is being supported by ratepayers, OTS and OCA conclude that the income from the Dubensky Barn should offset costs by being included in revenue for ratemaking purposes.
I find in favor of OTS and OCA on this issue.  I agree with OTS and OCA for the same reasons that I found in their favor regarding the cell tower lease income.  Revenue derived from a utility’s lease of rate base property should be reflected in revenues for ratemaking purposes.  Columbia should therefore include the rental income from the Dubensky Barn in its net operating income for ratemaking purposes.  Accordingly, the Commission should add $1,200 to operating revenue for rate making purposes.

5.
Return Check Income
OTS contends that Columbia proposes to treat as non-utility income a total of $225 received from customers who reimbursed the Company for bank charges due to those customers’ bad checks.  OTS argues that Columbia’s exclusion of these revenues is disingenuous given that the Company records these same bank charges as an operating expense in its Account 634.80 entitled contracted services – management fees.  (OTS St. 2, pg. 37)  OTS explains that customer return check fees collected is income generated from the event of having incurred bank charges from customers’ bad checks.  OTS argues that the income from customer return check fees should be treated as miscellaneous operating revenue, matching Columbia’s treatment of the expense from the bank charge activity.  (OTS St. 2, pg. 37)
Columbia agreed with this adjustment and has revised its Schedule A-1 (Rev.) to incorporate this adjustment.  (Columbia M.B. 5)  The recommendation is reasonable and should be approved.  The Commission should accept Columbia’s adjustment and add $225 to operating revenue for rate making purposes.
6.
Merchandising Sales and Jobbing Work Income

OTS contends that Columbia originally proposed to treat $12,662 in merchandising sales and jobbing work income as non-utility income.  This income resulted from Columbia selling water meter information to sewer authorities, bulk water sales and hardware valve/meter sale/installs.  Columbia acknowledged that the $12,662 amount consisted of income from four sources: sales of water meter readings, bulk water sales, dual-check valves, and damaged or frozen meters. 



According to OTS, Columbia has claimed the costs expended to generate the $3,082 bulk water sales revenue and the $7,402 water meter reading revenues, both classified as merchandising sales and jobbing work income, as operating expenses and that those operating costs are allowed and recognized in developing the appropriate level of its rates.  OTS contends that the revenues generated from these same expenditures should be included as miscellaneous operating revenue.  In addition, merchandising sales and jobbing work income also contains $1,484 in revenues from sales of dual check valves and $694 in income from damaged/frozen water meter charges.  
Columbia agreed with this adjustment in its main brief and has revised its Schedule A-1 (Rev.) to incorporate this adjustment.  (Columbia M.B. 5)  The recommendation is reasonable and should be approved.  Since Columbia does not contest this adjustment, the Commission should accept Columbia’s adjustment and add $12,662 to operating revenue for rate making purposes.    
D.
Expenses

1.
Rate Case Expenses

Columbia’s claim for rate case expense includes $69,600 related to the unamortized balance of costs related to its last rate case filed in 2006.  (SDF Eh. 4 pg.1-18)  OTS and OCA contend that the Commission’s policy is to consider rate case expense to be a normal expense, for which the annual allowance is determined by the actual cost of a current rate filing divided by the historical frequency of rate filings for the utility.    



In addition, as a term of the settlement of Columbia’s last base rate filing, OCA points out that Columbia agreed that it would not make a claim in its next base rate increase filing for deferred rate case expenses that were claimed by the Company as part of its filing in that proceeding.  Pennsylvania Pub. Util. Comm’n. v. Columbia Water Co., Docket No. R‑00061496 (Order entered December 22, 2006) TA \l "Pa. P.U.C. v. Columbia Water Co., Docket No. R-00061496, R.D. at 5-6 (Dec. 12, 2006)" \s "Pa. P.U.C. v. Columbia Water Co., Docket No. R-00061496, R.D. at 5-6 (Dec. 12, 2006)" \c 9 


For these reasons, OTS and OCA argue that the $34,800 annual or $69,600 total expense amount related to the 2006 rate case be removed from expenses in this case.  (Appendix A, Table II; OCA Ex. MJK-1S, line 13)  Columbia has accepted OTS’ and OCA’s adjustment to remove the $34,800 portion of its rate case expense claim that relates to the balance of the 2006 rate case costs.  Columbia has therefore decreased its rate case expense claim by $34,800.

In its filing, Columbia claimed $252,300 for expenses related to this proceeding.  (SDF Ex. 4 pg. 1-18)  In rebuttal testimony, Columbia estimated that the costs for this proceeding will be $37,700 higher than its original claim or a total of $290,000.  Prior to hearings, Columbia provided invoices through December 31, 2008 that supported a rate case expense claim of $204,000.  During hearings, the OCA made an on the record data request asking Columbia to provide invoices for rate case expenses up to the close of record on March 9, 2009.  Therefore, Columbia has increased its rate case expense claim by $18,850 ($37,700/2).  

OCA has recommended that the Commission permit Columbia to recover only actual rate case expenses for which Columbia can provide invoices, consistent with City of Lancaster (Sewer Fund) v. Pennsylvania Pub. Util. Comm’n., TA \l "City of Lancaster (Sewer Fund) v. Pa. P.U.C., 793 A.2d 978 (Pa. Commw. 2002)" \s "City of Lancaster (Sewer Fund) v. Pa. P.U.C.," \c 1  793 A.2d 978 (Pa. Cmwlth. 2002).  In its reply brief, OCA states that it has monitored the actual amount of rate case expense incurred and now accepts Columbia’s revised rate case expense claim of $290,000.
OTS and OCA did not oppose Columbia’s proposed two-year normalization period over which Columbia proposes to normalize the expenses because the two year period is consistent with the intervals at which Columbia has filed rate cases in the last several years. Popowsky v. Pennsylvania Pub. Util. Comm’n., 674 A.2d 1149 (Pa. Cmwlth. 1996) Columbia has revised its Schedule A-2 (Rev.) to incorporate this adjustment.  The recommendation is reasonable and should be approved.  As previously explained, Columbia decreased its claim by $15,950 ($18,850-$34,800).  Accordingly, the Commission should increase the claimed rate expense by $18,850. TA \l "Popowsky v. Pa. PUC, 674 A.2d 1149, 1154 (Pa. Commw. 1996)" \s "Popowsky v. Pa. PUC, 674 A.2d 1149, 1154 (Pa. Commw. 1996)" \c 1  
2.
Employee Pensions and Benefits


Columbia claims employee benefit expenses of $135,236.  A portion of these expenses are as follows:  $2,566 for a one day trip to Hershey Park; $2,105 for the Columbia to host a Christmas party; and $368 to provide food for the employees.  These benefits add up to a total cost of $5,039.  Columbia recommends that a portion of the amount of its benefits expense of $5,039 be capitalized.  It recommends using the 13.39% capitalization ratio developed by OTS to reduce Columbia’s benefit claim by $675.00, adding this amount to Columbia’s rate base to reflect the capitalization of this employee benefit.
Columbia asserts that these benefit expenses are necessary in the provision of utility service because the benefits help to retain qualified employees who provide safe and reliable services to ratepayers.  Columbia states that it is a small water company and in order to attract qualified employees, it needs to offer incentives in order to be competitive with other companies in the industry.  Columbia alleges that it cannot afford to provide the same benefits and compensation that larger utilities provide, such as pension plans, higher salaries, dental and eye care.  Columbia points out that there is an ever-shrinking pool of skilled public water system operators.


Columbia calculates that these benefits add up to a total cost of $5,039 or approximately $26 per employee per month.  Columbia argues that this is a very reasonable cost, especially considering the difficult nature of the work its employees are required to perform including night shift work, emergency repairs, and working in severe weather conditions.  Columbia states that it has been providing its employees these benefits consistently for at least 15 years and they have been applied uniformly to all employees each year.  Columbia concludes that it has found a creative way to attract and retain skilled employees at minimal cost, consistent with sound economics.  Retaining skilled employees in turn promotes providing its customers with safe, reliable and capable water service.


OTS and OCA recommend that these items be removed from expenses for ratemaking purposes because they are not necessary in the provision of utility service to customers.  (OCA St. 2, pg. 7)  OTS and OCA assert that Columbia did not put forward any evidence to support its claim that these benefits are required to retain employees.  OTS and OCA argue that these expenses are not necessary to the provision of public utility service to customers.  OTS and OCA point out that the Commission has consistently disallowed these types of entertainment expenses because it has determined that they are not necessary in the provision of public utility service.

I find in favor of OTS and OCA on this issue.  I agree with OTS and OCA that their position is consistent with prior Commission decisions.  Pennsylvania Pub. Util. Comm’n. v. Pennsylvania-American Water Co., 1993 Pa. P.U.C. LEXIS 79 (1993); TA \l "P.U.C. v. Pennsylvania-American Water Co., 1993 PaPUC LEXIS 79, *121-23" \s "P.U.C. v. Pennsylvania-American Water Co., 1993 PaPUC LEXIS 79, *121-23" \c 9  Pennsylvania Pub. Util. Comm’n v. Pennsylvania American Water Co., 1995 Pa. P.U.C. LEXIS 170 (1995)  The Commission has consistently ruled that this type of employee entertainment expense does not directly relate to the provision of public utility service.

In Pennsylvania Pub. Util. Comm’n v. York Water Co., 62 Pa. P.U.C. 459 (1986) (York Water), the Commission disallowed expenses for a company picnic while at the same time allowing expenses for a service award banquet.  The Commission determined that an award dinner or banquet gave the utility the opportunity to recognize employees for service to the utility and its customers.  The Commission reasoned that this recognition in turn would foster improved employer-employee relations and result in a more satisfied and effective work force.  
In this case, Columbia did not present any evidence that these expenses involve employee recognition for service to Columbia or its customers.  The expenses at issue here are the same as a company picnic.  Consistent with the Commission’s decision in York Water, the employee entertainment expenses claimed by Columbia here do not directly relate to the provision of water service.  Consistent with previous Commission decisions, Columbia’s employee entertainment expenses should not be included in expenses for ratemaking purposes.  Columbia may, at its discretion, continue to provide these benefits if they are funded by its shareholders.  Accordingly, the Commission should adopt OTS’ recommendation and remove $4,364 from Columbia’s claim of employee benefits consistent with the $675 adjustment to rate base discussed earlier in this decision.
3.
Materials and Supplies Expenses


In Columbia’s filing, the materials and supplies expense claim for the future test year of 2008 totaled $233,552 while the contractual services other – maintenance expense totaled $90,549.  (SDF Ex. 4, pg. 1-15)  Columbia’s original claim, as expressed in its supporting data for materials and supplies expense was $233,552, consisting of Columbia’s actually incurred expense of $223,552 in 2007 and a going level adjustment of $10,000 for a major repair to its plant flocculator basin and filter walls.  (SDF Ex. 4, pg. 1-15)  Columbia’s expense claim for contractual services other- maintenance was originally estimated at $90,549 based on its 2007 level of expense.  Columbia ADDIN BA \xc <@$id> \xl 3 \s ID ’s original claim for the combined accounts totaled $324,101.


In its rebuttal testimony Columbia stated that the actual expenses for materials and supplies for the future test year of 2008 was $230,787, excluding the amortization of an expense for repairs to water treatment plants’ filter walls and flocculator basin, and that the actual incurred expense for contractual services other-maintenance for the future test year of 2008 was $99,831, an increase in this account alone of $9,282 from Columbia’s original estimate and claim.  (Columbia St. 5, pg. 25)  Columbia ADDIN BA \xc <@$id> \xl 3 \s ID ’s revised claim for the combined accounts totaled $330,618 or an increase of $6,517 for the two accounts combined from the original combined account estimate of $324,101.


In response to Columbia’s updated claim OTS recalculated a three year average using the most recent three years of data – 2006, 2007 and 2008 for the two expense accounts.  For the materials and supplies expenses, the 2008 actual expense of $230,787, OTS reduced that figure by the $30,000 expense for repairs to water treatment plants’ filter walls and flocculator basin which it believes should continue to be amortized for three years as proposed by Columbia in its original filing.  OTS calculated the three year average for materials and supplies expense as $197,648.  OTS calculated the three year average for contractual services other-maintenance expense as $109,780.  Combining the two accounts’ three year averages and adding the $10,000 going level adjustment, OTS recommended expenses for both these accounts of $317,428 for a future test year level of 2008, which is a $13,190 reduction to Columbia’s rebuttal claim total for both accounts. 
Upon consideration of the OTS rationale and calculations as contained in its surrebuttal testimony, Columbia agreed to the revised recommendation for the allowance of $317,428.  (Columbia M.B. 56)  This results in a reduction from the Company’s rebuttal claim for the combined account of $13,190 or a reduction from Columbia’s original claim of $6,673.

OCA recommended that Columbia’s proposed increase be denied and that the materials and supplies expense be normalized for purposes of a going-forward ratemaking allowance because the material and supplies expenses have fluctuated over the test year and two prior years: slightly decreasing between 2005 and 2006 (0.9%) and substantially increasing between 2006 and 2007 (0.33%).  Because the level of expense in the test year was abnormally high, OCA recommended that the expense be based on the average expense for the test year and two prior years.  
Based on Columbia’s rebuttal testimony, OCA revised its adjustment to include the 2008 actual amount and reflect a four-year normalization of the materials and supplies expense for 2005, 2006, 2007 and 2008.  (OCA St. 2-S, pg. 8)  OCA’s recommendation reduces Columbia’s claim by $25,262 to a normalized level of $198,290, calculated by adding the expenses for the four years and dividing by four, or a reduction of $31,779 from Columbia’s rebuttal claim or $25,262 less than Columbia’s original claim.  (OCA Ex. MJK-1S, line 15)
OCA argues that, although the materials and supplies expenses increased both in 2007 and 2008, these increases must be taken in context with the previous four years’ expenses, and those expenses have fluctuated considerably.  The 33% increase in 2007 is abnormally high in relation to the 0.9% decrease in 2006 and 3% increase in 2008.  (OCA St. 2-S pg. 8)  OCA contends that this is a volatile expense that can vary greatly if a critical plant item needs to be repaired, if management decides to perform less maintenance in a given year, and if unit costs for supplies go up or down in relation to the quantity of the supply purchased.  (N.T. 178-79)  OCA asserts that a review of the historic materials and supplies expense since 2005 does not conclusively show that the overall expense is increasing annually.  If Columbia shows that its expenses do, in fact, increase in 2009 and 2010, OCA argues that this issue can be addressed at the time of the next rate case.  In the meantime, OCA concludes that normalization is the proper way to treat an account with expenses that fluctuate substantially.  (N.T. 183)
I find in favor of OTS and Columbia on this issue.  The three year average is sufficient to normalize the materials and supplies expenses.  Columbia has agreed to this adjustment and has revised its Schedule A-2 (Rev.) to incorporate this adjustment.  Accordingly, the Commission should accept Columbia’s adjustment to reduce the materials and supplies expenses allowance to $317,428 or a reduction of $6,673 ($324,101-$317,428).
4.
Directors’ fees
Columbia claimed $68,004 for directors’ fees and expenses in this case.  (SDF Ex. 4 pg. 1-15)  Of that amount, $65,800 constitutes fees paid to the six members of the board of directors.  (OCA St. 2, pg. 9, OCA Ex. MJK-10)  Of that amount, $57,100 constitutes directors’ fees for five directors who are also officers of Columbia.  (OCA St. 2, pg. 9, OCA Ex. MJK-12)  For the same five board members, Columbia has also claimed $80,800 for salaries and wages.  (SDF Ex. 4 pg. 1-15)  

Columbia, asserts that like all corporations, it acts both through a board of directors and through officers.  Each position serves a different function.  The officers are properly paid a reasonable salary commensurate with their respective duties as officers and the directors are paid reasonable fees commensurate with their responsibilities as directors.  Columbia’s argues that officers are not paid a salary that covers work performed in both the roles of officers and the roles of directors.  Compensation of officers and directors is separate and distinct.  The mere fact that officers attend directors’ meetings does not create duplication.  Rather, an officer attending a corporate board meeting is entirely consistent with or required by the bylaws and applicable statutes.

Columbia points out that under the  ADDIN BA \xc <@st> \xl 37 \s GYMVJO00022 \l "Pennsylvania Business Corporation Law" Pennsylvania Business Corporation Law of 1988, as amended,  ADDIN BA \xc <@oppt> \xl 9 \s GYMVJO00070 \l "15 Pa. C." 15 Pa. C.S.  ADDIN BA \xc <@osdv> \xl 15 \s GYMVJO00071 \l "§ 1101, et seq." § 1101, et seq. (BCL), officers and directors are entirely different positions.  They also perform different statutory duties. The statute at  ADDIN BA \xc <@$oppt> \xl 9 \s GYMVJO00070 15 Pa. C.S.  ADDIN BA \xc <@$osdv> \xl 6 \s GYMVJO00072 § 1721 delineates the general powers of a member of the board of directors and provides that the business and affairs of every business corporation shall be managed under the direction of the board of directors.  
The statue at  ADDIN BA \xc <@$oppt> \xl 9 \s GYMVJO00070 15 Pa. C.S.  ADDIN BA \xc <@$osdv> \xl 6 \s GYMVJO00073 § 1732 provides that every business corporation shall have a president, secretary/treasurer, or persons who shall act as such regardless of the name or title which is designated, elected or appointed and, that the bylaws shall prescribe the duties of the officers who operate the company.  The statute at  ADDIN BA \xc <@$oppt> \xl 9 \s GYMVJO00070 15 Pa. C.S.  ADDIN BA \xc <@$osdv> \xl 6 \s GYMVJO00073 § 1732, states that it is not mandatory for officers to be directors, but that they may be.
Columbia argues that 15 Pa. C.S. § 1730 controls the issue of compensation of officers who are directors.  That statute states that except as restricted in its bylaws, a corporation’s board of directors has the authority to fix the compensation of directors for their salaries as directors and that a director may be a salaried officer of the corporation.  Columbia alleges that there is no prohibition in its bylaws of a salaried officer also being a compensated director through the payment of directors’ fees.  Columbia concludes that its compensation of directors who are also officers is authorized by the BCL and therefore proper.

OTS and OCA contend that Columbia’s directors who are also officers should not receive directors’ fees because the directors’ fees compensate these individuals twice for the same work.  OTS points out that the overall $68,004 claim for directors’ fees and expenses included an amount of $548 for the cost of the dinner board meeting that OTS disallowed as not being a necessary operational expense to provide safe and reliable water service to Columbia’s.  (OTS Ex. 2, Sch. 6, pg. 2-3, OTS St. 2, pg. 17)


OTS argues that the Commission’s Bureau of Audits management and operations audit of Columbia at Docket No. D-04MGT031, states that directors who are also Columbia officers receive an annual salary covering both roles.  (OTS Ex. 2, Sch. 9, pg. 1-2, OTS St. 2, pg. 16-17)  OTS states that it agrees with the Bureau of Audits’ finding and recommends disallowing directors fees paid to persons who are members of the board while receiving compensation as Columbia’s officers.  (OTS Ex. 2, Sch. No. 6, pg. 10.  OTS St. 2, pg. 16-17)


OTS contends that a certain portion of the officers’ salaries compensate them for performing their duties as an officer and that the remaining portion compensates them for any time spent on or for the board of directors.  OTS states that this position is consistent with the Bureau of Audits’ finding, whose auditors had the level of the officer’s salaries for part-time work before them for consideration and analysis as they produced their findings.

OTS also asserts that Columbia has not met its burden of proof that the fees paid to directors who are also officers are reasonable.  In support of this position, OTS points out that none of the officers who are also on the board of directors keep records of their time spent on water utility matters.  OTS also alleges that Columbia cannot meet its burden of proof by simply pointing to outside sources that reflect that members of a corporation’s board of directors are entitled to receive compensation for such services because such an argument misses the point that Columbia’s officers already receive compensation for their membership on the board and that compensation is included in the level of salaries they receive for their part-time work as officers.  OTS did not contest the level of fees paid to directors not already receiving compensation from Columbia through salaries.

OCA also recommended that only the salary claims related to these five officer/directors be allowed in this case.  The $57,100 of directors’ fees claimed with respect to these officers/directors should be eliminated from expenses for ratemaking purposes.  (OCA St. 2 pg. 11, OCA Ex. MJK-1S, line 17)  OCA claims that the descriptions of the duties of Columbia’s officers and directors indicate that the duties of officers and directors overlap substantially.  (OCA St. 2 pg. 10)  For example, the duties of the president, as a member of the board of directors, are oversight of the corporation and attendance at twelve board meetings per year.  (OCA Ex. MJK-10)  As an officer, the president has general supervision and direction of the affairs of the corporation and presides at all board meetings.  (OCA Ex. MJK-12)  The duties of the secretary/treasurer include the recording of all minutes of the meetings of the board, while the attendance at twelve board meetings is a duty of the secretary/treasurer as a member of the board. The vice president is required to serve as chairman of the executive and pension committees, while he is required as a director to be assigned to a board committee.

OCA claims that its recommendation to remove only the directors’ fees and not to adjust the salaries claim is conservative.  The resumes of the board members provided by Columbia show that the officers/directors have multiple other business interests.  For example, OCA points out that the president of Columbia is also (1) a director of Donegal Mutual Insurance Company, (2) a director of several charitable organizations (3) a member of a law firm and (4) president and a director of another water company.  (OCA St. 2 pg. 11, OCA Ex. MJK-1, N.T. 74, 90-91, 95)  The secretary/treasurer is a pharmacist/vice president of another business.  (OCA St. 2 pg. 11, OCA Ex. MJK-14)  While it recommended no adjustment to salaries, OCA recommended that in future rate cases Columbia be required to provide an actual accounting of hours devoted to Columbia business by these officers in relation to all other business interests.  (OCA St. 2 pg. 11)  In this case, Columbia provided only estimates of time spent by officers on Columbia business.  (N.T. 75, OCA Ex. MJK-12)  

OCA dismisses Columbia’s comparison of the total officers’ and directors’ compensation claimed for Columbia to the compensation claimed by Newtown Artesian Water Company (Newtown) and York Water Company (York).  (Columbia St. 6, pg.8)  Columbia uses this information to argue that its claim for directors’ fees is reasonable because it is less than the other companies’ expenses.  
OCA argues that the comparison provides little useful information because, in a recent rate case, OCA challenged Newtown’s directors’ fees based upon a finding of excessive directors’ fees in the Commission’s management audit of that utility.  (OCA St. 2-S, pg. 12)  OCA points out that it is unlikely that there will be a determination by the Commission that the fees are reasonable or unreasonable because the proceeding was resolved by settlement, which has been approved by an Administrative Law Judge.  Pa. P.U.C. v. Newtown Artesian Water Co., Docket No. R-2008-2042293, R.D. (Feb. 2, 2009) TA \l "Pa. P.U.C. v. Newtown Artesian Water Co., Docket No. R-2008-2042293, R.D. (Feb. 2, 2009)" \s "Pa. P.U.C. v. Newtown Artesian Water Co., Docket No. R-2008-2042293, R.D. (Feb. 2, 2009)" \c 9 .  
OCA argues that York is even less meaningful because it serves six times the number of customers currently served by Columbia and its stock is publicly traded.  (OCA St. 2-S)  OCA contends that without showing the separation of duties of the officers who are board members, Columbia has not carried its burden of showing that its claim for directors’ fees should be recovered through rates.  OCA’s recommendation reduces Columbia’s claim for directors’ fees by $57,100.  In addition, in future rate cases, OCA advocates that Columbia should be required to provide an actual accounting of hours devoted to Columbia business by its officers/directors in relation to all other business interests.  (OCA St. 2 pg. 11)
I find in favor of Columbia on this issue.  As set forth above, the BCL authorizes corporations like Columbia to compensate officers who are also directors.  As Columbia points out, the statute at 15 Pa. C.S. § 1730 authorizes a corporation’s board of directors to fix the compensation of directors.  A director of a corporation may also be a salaried officer of the corporation.  There is no prohibition in Columbia’s bylaws of a salaried officer also being a compensated director through the payment of directors’ fees.  
The Commission, as a creation of the General Assembly, has only the powers and authority granted to it by the General Assembly contained in the Public Utility Code.  The Public Utility Code does not grant the Commission the authority to act as a super board of directors for a public utility.  Determining the employment practices and compensation of its directors, officers and employees is within the managerial discretion of a public utility.  N.A.A.C.P. v. Pennsylvania Pub. Util. Comm’n, 290 A. 2d 704 (Pa. Cmwlth. 1972); Meyers v. Pennsylvania Pub. Util. Comm’n, 65 A.2d 256 (Pa. Super. 1949); Cunningham v. Duquesne Light Company, Docket No. C-00968286 (Order entered November 25, 1997)
It is not within the Commission’s authority to interfere with the management of a public utility unless an abuse of its managerial discretion or arbitrary action has been shown.  Metropolitan Edison Co. v. Pennsylvania Pub. Util. Comm’n, 437 A.2d 76 (Pa. Cmwlth. 1981) If there has been an abuse of managerial discretion and the public interest has been adversely affected, the Commission may intervene.  I cannot conclude in this case that Columbia has abused its managerial discretion or taken arbitrary action in paying directors’ fees to compensated corporate officers.  This compensation is authorized by the BCL.  
I also conclude that Columbia has not abused its managerial discretion or taken arbitrary action in the amounts it has chosen to pay in directors’ fees.  The $57,100 in directors’ fees paid to the five corporate officers averages $11,420 per director per year.  The remaining non-officer director receives $8,700 per year.  These amounts are not so excessive that they constitute an abuse of managerial discretion.  Neither OTS nor OCA appear to contend that the amounts of the fees paid to the directors are unreasonable or excessive, only that Columbia should not pay directors’ fees in any amount to its salaried officers.  As set forth above, I disagree.  
Neither OTS nor OCA has pointed to any Commission decision disallowing a public utility’s compensation of its directors when those directors are salaried corporate officers.  Similarly, neither OTS nor OCA cite any Pennsylvania appellate court decision affirming the Commission’s authority to disallow payment of directors’ fees to salaried officers of a public utility.  
I also reject OCA’s request that the Commission require Columbia to provide an actual accounting of hours devoted to Columbia business by its officers/directors in relation to their non-utility business interests as outside the scope of the Commission’s authority.  How much time Columbia’s officers and directors spend on non-utility business is not the concern of the Commission.  OCA has cited no Commission or Pennsylvania appellate court decisions that affirm the Commission’s authority to order such an accounting.  Accordingly, the Commission should not reduce the directors’ fees expense or direct its officers/directors to account for their time spent on non-utility business.
5.
Membership Dues

Columbia claims an expense of $8,312 for the future test year of 2008 for annual membership dues to the National Association of Water Companies (NAWC) the Pennsylvania Chapter of NAWC and the American Water Works Association (AWWA). Columbia admitted that a portion of that total is related to lobbying activities.  (OCA St. 2 pg. 12, OCA Ex. MJK-13, MJK-16)
Columbia maintains that its customers both directly and indirectly benefit from the full cost of the membership dues to the trade groups and organizations such as NAWC, the Pennsylvania Chapter of NAWC and the American Water Works Association (AWWA).  According to Columbia, these organizations provide it with current information on new technology, improved operating techniques, funding sources, and other operations saving tools. Columbia argues that these groups provide information to government regarding the nation’s aging infrastructure and the need for state and federal funding to replace that aging infrastructure. Columbia asserts that these services ultimately benefit ratepayers.  
According to Columbia, the Commission should encourage the water industry, through trade groups and associations, to find ways to raise funds to replace aging infrastructure without placing the entire financial burden on the shoulders of the ratepayers.  Columbia asserts that one of the reasons it has been able to provide excellent customer service is because of the information that it receives from being a member of these groups.  (Columbia St. 6, pg. 2)  Columbia contends that it would ultimately spend a greater amount of money than the dues amount if it had to gather the information that it gets from the organizations on its own.   ADDIN BA \xc <@$id> \xl 9 \s ID \xhfl Rep In addition to spending more money, Columbia would also be required to spend a tremendous amount of time to collect the same depth of information.  Columbia currently only has sixteen full time employees and i ADDIN BA \xc <@$id> \xl 9 \s ID \xhfl Rep t would not be cost efficient or cost effective to have Columbia’s limited staff try to collect all the information that is provided to it from the organizations.
Columbia alleges that the lobbying fees alone provide a valuable benefit to the customers.  Organizations like the NAWC, the Pennsylvania Chapter of NAWC and AWWA play an important role in promoting improvements to the water industry that will benefit rate payers.  (Columbia St. 6, pg. 3)  It is their campaigning and voicing of concerns to the government at the state and federal levels that make the government aware of the water industry’s needs.  Their lobbying is what helps to create funding for new technology and infrastructure deployment and brings the voice of water the industry to the forefront.  Columbia argues that ratepayers benefit directly by receiving safer and more reliable service from changes made in the water industry because of the lobbying efforts.  Therefore, Columbia concludes that the Commission should support Columbia’s position and allow these costs to be recovered.
OTS and OCA disagree with Columbia’s position.  OCA and OTS contend that the Commission should disallow any expenses related to lobbying activities because lobbying activities do not provide any direct benefits to ratepayers.  (OCA St. 2 pg. 12, OCA Ex. MJK-1S, line 19) OCA points out that Columbia did not provide any examples where specific benefits or savings were passed on to Columbia’s ratepayers as a result of lobbying activities.  (OCA St. 2-S pg. 9)  In addition, OCA stressed that the Commission has consistently disallowed the inclusion of the cost of lobbying activities in utility rates. 
I find in favor of OTS and OCA on this issue.  I agree with OTS and OCA that their position is consistent with prior Commission decisions.  The Commission has repeatedly ruled that lobbying expenses do not provide direct ratepayer benefits and therefore cannot be included in rates.  Pennsylvania Pub. Util. Comm’n. v. Philadelphia Gas Works, 2007 Pa. P.U.C. LEXIS 45 (2007) TA \l "Pa. P.U.C. v. Philadelphia Gas Works, 2007 PaPUC LEXIS 45, *81-89 (citing Pa. P.U.C. v. Philadelphia Gas Works, 2001 PaPUC LEXIS 109, *96-100" \s "Pa. P.U.C. v. Philadelphia Gas Works, 2007 PaPUC LEXIS 45, *81-89 (citing Pa. P.U.C. v. Philadelphia Gas Works, 2001 PaPUC LEXIS 109, *96-100" \c 9 ; Pennsylvania Pub. Util. Comm’n. v. National Fuel Gas Dist. Corp., 84 Pa. P.U.C. 134 (1995) TA \l "Pa. P.U.C. v. National Fuel Gas Dist. Corp., 84 PaPUC 134, 196 (1995)" \s "Pa. P.U.C. v. National Fuel Gas Dist. Corp., 84 PaPUC 134, 196 (1995)" \c 9 ; Pennsylvania Pub. Util. Comm’n. v. Pennsylvania-American Water Co., 79 Pa. P.U.C. 25 (1993) TA \l "Pa. P.U.C. v. Pennsylvania-American Water Co., 79 PaPUC 25, 66 (1993)" \s "Pa. P.U.C. v. Pennsylvania-American Water Co., 79 PaPUC 25, 66 (1993)" \c 9 ; Pennsylvania Pub. Util. Comm’n. v. Duquesne Light Co., 59 Pa. P.U.C. 67 (1985) TA \l "Pa. P.U.C. v. Duquesne Light Co., 59 PaPUC 67, 118 (1985)" \s "Pa. P.U.C. v. Duquesne Light Co., 59 PaPUC 67, 118 (1985)" \c 9 ; Pennsylvania Pub. Util. Comm’n. v. Metropolitan Edison Co., 60 Pa. P.U.C. 349 (1985) TA \l "Pa. P.U.C. v. Metropolitan Edison Co., 60 PaPUC 349, 382 (1985)" \s "Pa. P.U.C. v. Metropolitan Edison Co., 60 PaPUC 349, 382 (1985)" \c 9 .  In each of these cases, the Commission determined that lobbying expenses should not be paid by ratepayers because ratepayers do not receive a direct benefit from these costs.  Accordingly, the Commission should remove $3,248 from Columbia’s claim of membership dues expense.

6.
Membership in Chamber of Commerce

Columbia has claimed an expense of $811 for memberships in the Lancaster and Susquehanna Valley Chambers of Commerce as part of the $8,312 total test year expense for membership dues. (OCA St. 2, pg. 12)  Columbia argues that the ratepayers also benefit directly from its membership in the Chamber of Commerce.  By joining this organization and being part of a larger pool of participants, Columbia asserts that it is able to purchase health benefits for its employees at a better premium.  (Columbia St. 6, pg. 2)  The ratepayers benefit directly because the savings in health benefits expense for Columbia ultimately creates a savings for ratepayers.    In addition, the ratepayers will benefit even more in the future because the Chamber of Commerce is currently developing an electric procurement program which will allow members of the organization to collectively bargain with electric power generators for better electric rates.  
By joining the Chamber of Commerce, Columbia, argues it is effecting savings for its ratepayers.  Columbia contends that the ratepayers will receive direct benefits several times over the minimal cost of dues for this organization, both now and in the years to come.  The Commission should recognize Columbia’s efforts to reduce health care costs and future energy costs, especially in these current economic conditions and follow Columbia’s recommendation for the inclusion of this expense into the rate adjustment herein sought.  
OTS and OCA disagree with Columbia’s position.  OCA and OTS contend that the Commission should disallow this expense because it is similar to lobbying activities and does not provide any direct benefits to ratepayers.  OCA contends that information provided by Columbia indicates that the Columbia obtains insurance coverage directly, rather than through the Chamber of Commerce.  (OTS St. 2-SR pg. 4)  Likewise, OCA asserts that there is no basis to conclude that membership will actually reduce Columbia’s purchased power costs.  OCA contends that Columbia did not provide sufficient support showing that specific benefits or savings have been passed on to ratepayers from the Chamber of Commerce memberships.  (OCA St. 2-S pg. 9)  OCA stressed that the same rationale the Commission has applied to disallow the recovery of lobbying expenses in utility rates also supports disallowance of the cost for Chamber of Commerce memberships.  Specifically, the expense is not a necessary and reasonable cost related to the provision of utility service. 

I find in favor of Columbia on this issue.  OTS and OCA have not established that any of these membership dues are for lobbying expenses.  I disagree with OTS and OCA that membership dues for the Chamber of Commerce are similar to lobbying expenses.  Columbia’s position is consistent with prior Commission decisions.  In Pennsylvania Pub. Util. Comm’n. v. Pennsylvania-American Water Co., 1995 Pa. P.U.C. LEXIS (1995), the Commission allowed Chamber of Commerce dues as an expense.  The Commission ruled that dues paid to a local Chamber of Commerce were a proper part of a public utility’s relationship with the communities in which it serves customers.  The Commission reasoned that that utility’s membership in the Chamber of Commerce could be viewed as part of a utility’s economic development effort.  In addition, the membership provided essential sources of information about trends in growth and industrial business activity which have an impact on current and future water demand.  Accordingly, the Commission should not reduce the claim of $811 for membership dues in the Chamber of Commerce.

7.
Office Expense and Utilities

Columbia originally claimed the amount of $16,175 as the expense to be recognized for ratemaking purposes for the future test year for the office expenses and utilities account.  (SDF Ex. 4, pg. 1-15)  This amount was based upon the actual amount recorded to that account in the year ending December 31, 2007.  Columbia’s revised its claim to $20,185 to reflect the actual known and measurable expense incurred in 2008 or $4,010 more than it estimated for the future test year.  (Columbia St. 5, Pg. 10)  
The actual expense incurred increased over the original estimate because in 2008 Columbia added an additional server in order to provide greater internal information technology capacity.  (Columbia St. 2, Pg. 11)  This addition resulted in Columbia’s incurring maintenance costs for double the number of servers.  The increased maintenance costs involved resolving issues such as networking problems, data backup storage and retrieval and software problems.  (Columbia St. 2, Pg. 11, DTL Ex ADDIN BA \xc <@$oppt> \xl 6 \s GYMVJO00062 .  1)  
Prior to 2007, Columbia had recorded this expense in the account entitled contractual services – other maintenance expense.  Columbia determined that the proper account for recording the financial software maintenance service expense was, in fact, in the office expense and utilities account as the expense was, in fact, an office expense and Columbia’s other software maintenance service expenses also appear in that account.  (Columbia St. 5, Pg. 10)  Columbia contends this is a proper re-categorization of an expense into the proper account.  (Columbia St. 2, Pg. 10)


OTS disagrees with Columbia’s position.  OTS recommends that the appropriate level for this expense should be calculated using a three-year average of the historic expense levels rather than simply taking the actual 2008 data as the level for the claim.  In response to Columbia’s original claim for this account, OTS recommended an office expenses and utilities expense of $10,819 which represents a reduction of $5,356 to Columbia’s claim.  (OTS St. 2-SR, pg. 10-11)  To arrive at this amount, OTS used a three-year average of the historic expenses for 2005, 2006 and 2007.  OTS contends that the use of a three-year average is necessary due Columbia’s inconsistent recording of its financial software maintenance service expenses, which represents a material portion of the office expenses and utilities expense claim.  (OTS Ex. 2, Sch. 4, pg. 1 – 3)

In prior years, OTS points out that the financial software maintenance service expenses had been recorded in the contractual services – other maintenance expense account.  OTS argues that the use of a three year average normalizes the expense levels, especially when common expenses are inconsistently recorded in different accounts over recent years.  (OTS St. No. 2, pg. 11)  Using Columbia’s 2008 updates, OTS recalculated the expenses using a three year average for most recent three years of 2008, 2007 and 2006 and now recommends an amount of $15,254 for this account.  The $15,254 amount represents a $4,931 reduction to the Company’s rebuttal claim of $20,185.  

I find in favor of Columbia on this issue.  The re-categorization of the expense placed the expense in the proper account.  It did not cause an increase in Columbia’s overall expenses since it moved the expense from one account to another.  Columbia’s rebuttal claim is known and measurable, using actual 2008 figures.  Accordingly, the Commission should not reduce the claim of $20,185 for the office expenses and utilities account.
8.
Annual Depreciation for Meters
Columbia recommends that the service life for its meters be set at 12.5 years, carrying an annual depreciation rate of 8.0%.  This will result in a decrease by $25,913 in Columbia’s originally claimed annual depreciation expense and a corresponding adjustment to its rate base.  (Columbia St. 8, Pg. 5) 



Columbia asserts it has been aggressively replacing meters since approximately 2000 in response to a suggestion from the Commission in order to insure the accuracy of meter reads.  Since 2006, Columbia states that it has been installing new meters with radio transmitters that will interface with its remote radio read metering system in order to improve efficiency and accuracy of meter reads.  (Columbia St. 1, Pg. 18)  The improved meter reading efficiency and accuracy benefits Columbia and its customers by enabling it to provide them with better information and more accurate bills.  Columbia argues that investing in newer, more sophisticated meters that result in more accurate reads will ultimately prevent over-billing of customers.  Columbia argues that replacing the meters on an aggressive schedule helps to maintain customer satisfaction.  


Columbia also alleges that a 12.5 year service life for meters is important to maintain high standards for unaccounted for water rates.  Columbia has an unaccounted for water rate of approximately 14.1 percent.  (Columbia St. 1, Pg. 18)  This is less then the 20% prescribed in  ADDIN BA \xc <@$reg> \xl 23 \s GYMVJO00021 52 Pa. Code C.S. § 65.20(4).  By continuing to replace meters aggressively, Columbia contends that it will be able to continue to maintain and surpass its high level of performance and customer satisfaction.


Columbia points out that the 12.5 year service life it recommends is in line with the service lives utilized by Pennsylvania American Water Company (12.16 years) and Aqua Pennsylvania, Inc. (12.10 years).  Columbia alleges that its recommendation is consistent with the actions of other companies that are seeking reduced meter service lives because of changing technology and the desire to obtain more accurate readings.  
Columbia’s rate of 12.5 years is longer than its initial recommendation of 10 years but Columbia alleges it is consistent with its future meter replacement schedule.  (Columbia St. 5, Pg. 28)  In 2008 Columbia could not adhere to its original meter replacement schedule due to a lack of available funds because of the amount of capital additions it undertook during the year.  (Columbia St. 5, Pg. 27) 

OTS disagrees with Columbia’s position.  OTS contends a service life of fifteen years for meters is more appropriate.  (OTS St. 3, pg. 10-18, OTS St. 3-SR, pg. 5-10)  OTS argues that the service life selected by Columbia is much less than the service life recommended by the National Association of Regulatory Utility Commissions (“NARUC”) of 35-45 years.  (OTS Ex. 3, Sch. 4)  Columbia’s selected service life is less than that claimed by other water utilities.  OTS also points out that Columbia has slowed the level of installations for 2008 to approximately 600 meters, which equates to a 15-year change-out schedule.  OTS states that there is no legal or regulatory mandate for a water utility to replace meters as frequently as Columbia requests.  Finally OTS notes that Columbia does not have an excessive level of lost and unaccounted for water that would dictate replacing water meters as frequently as it requests.  (OTS St. 3, pg. 12)
OTS asserts that some companies are requesting shortened remaining life time frames because of changing technology and an expressed desire to replace older meters with newer meters to obtain more accurate readings.  OTS notes that in the most recent Pennsylvania American Water Company base rate case, it claimed that its meters installed in 2007 will have a 12.16 year remaining life.  In the most recent Aqua Pennsylvania Inc. base rate case, it claimed that its meters installed in 2008 will have a 12.10 year remaining life.  However, OTS also cites the most recent base rate case of The York Water Company at Docket No. R-2008-2023067 where York claimed that its meters installed in 2008 would have a 28.4 year remaining life.  The average remaining life for new meters installed by those three companies is approximately 17.5 years. (OTS St. 3, pg. 12, OTS Ex. 3, Sch. 4, pg. 2-4)  OTS contends that its recommended meter service life of fifteen years is reasonable given that it is slightly less than average of the three water companies and much less than the 35-45 years proscribed by NARUC.  
I find in favor of Columbia on this issue.  Columbia’s request is consistent with the claims of Pennsylvania American Water Company and Aqua Pennsylvania Inc. in their most recent base rate cases.  Columbia has been replacing meters since 2000 in response to a suggestion from the Commission.  The Commission should provide Columbia the opportunity to continue replacing its meters as quickly as possible.  Columbia has revised its Schedule A-3 (Rev.) to incorporate its adjustment to 12.5 years.  Accordingly, the Commission should accept Columbia’s adjustment to decrease by $25,913 its originally claimed annual depreciation expense.
9.
Christmas Bonus



Columbia originally claimed an expense in the amount of $13,602 for Christmas pay.  Columbia also asserts that the original amount of $13,602 should be capitalized and reduced by 13.39%.  Columbia has revised this claim to $11,781 to reflect capitalization of 13.39%.  Therefore, Columbia decreased expenses by $1,821 and increased its rate base claim by $1,821.  Columbia has revised its Schedule A-2 (Rev.) and Schedule A-3 (Rev.) to incorporate this adjustment.


Columbia explains that the Christmas pay is not a bonus, but instead, deferred compensation that is an integral part of the employees’ compensation for the year.  For over the past thirty years, Columbia has deferred a portion of compensation from each pay period in order to give the employees an extra week of pay at the Christmas season.  (Columbia St. 5, Pg. 6)  Columbia argues that giving employees more money during the Christmas season as opposed to spreading it out over the bi-weekly paychecks is a morale booster for employees.  

OTS recommends disallowing $11,781 from Columbia’s salaries and wages-employees expense claim for the total amount of a Christmas bonus paid to employees.  OTS points out that Columbia distributed this bonus across the board, without requiring that any employee reach any established goals, objectives or incentive measures and that the bonus is not a necessary cost to provide safe and reliable water service to Columbia’s ratepayers.  (OTS St. 2, pg. 23. OTS Ex. 2, Sch. 12, pg. 2 – 3)  OTS further asserts that the employees have no legal claim to this bonus; that there is no incentive plan and no operational goals that have to be met in order to receive this bonus, either of which might contribute to enhanced productivity by an employee.  OTS contends that the bonus pay is a gift from Columbia to its employees and should rightfully be paid by the stockholders.  (OTS St. 2-SR, pg. 13)  OTS asserts that the Commission should disallow this expense for ratemaking purposes and remove $11,781 from the employee pensions and benefits expense claim and also remove the proposed capitalized portion of $1,821 from rate base.
I find in favor of Columbia on this issue.  The Christmas payment is part of the employee overall compensation package and is given to everyone across the board instead of solely on a performance basis.  The Public Utility Code does not grant the Commission the authority to act as a super board of directors for a public utility.  Determining the employment practices and compensation of its directors, officers and employees is within the managerial discretion of a public utility.  N.A.A.C.P. v. Pennsylvania Pub. Util. Comm’n, 290 A. 2d 704 (Pa. Cmwlth. 1972); Meyers v. Pennsylvania Pub. Util. Comm’n, 65 A.2d 256 (Pa. Super. 1949); Cunningham v. Duquesne Light Company, Docket No. C-00968286 (Order entered November 25, 1997)

It is not within the Commission’s authority to interfere with the management of a public utility unless an abuse of its managerial discretion or arbitrary action has been shown.  Metropolitan Edison Co. v. Pennsylvania Pub. Util. Comm’n, 437 A.2d 76 (Pa. Cmwlth. 1981) If there has been an abuse of managerial discretion and the public interest has been adversely affected, the Commission may intervene.  I cannot conclude in this case that Columbia has abused its managerial discretion or taken arbitrary action in paying each of its employees the equivalent of one extra week of salary at Christmas.   
I also conclude that Columbia has not abused its managerial discretion or taken arbitrary action in the amounts it has chosen to pay its employees at Christmas.  The $13,602 total paid to its sixteen employees averages $850 per employee.  This amount is not so excessive that it constitutes an abuse of managerial discretion.  OTS has not challenged the overall reasonableness of the salaries Columbia pays its employees nor has it contended that they are in any way excessive.  Accordingly, the Commission should include the Christmas payment in Columbia’s expense claim and not reduce its expense claim by $11,781.  Columbia agrees that since this payment is part of the overall employees’ salary, it should be capitalized in the same manner as the rest of the salary it pays.  Accordingly, the Commission should accept Columbia’s adjustments to decrease expenses by $1,821 and increase rate base by $1,821.  
10.
Payroll tax adjustment


Columbia’s claim for payroll taxes expense totals $68,980.  (Columbia St. 4, pg. 15, SDF Ex. 4 pg. 1-14)  Columbia states that its claim for payroll tax expense should be reduced by $8,269, representing the impact of capitalization of direct payroll and overhead.  This amount must correspondingly be added to the Company’s rate base claim.  (Columbia St. 5, Pg. 15)
OTS recommended an expense reduction adjustment of $9,310 to Columbia’s payroll taxes–expense claim.  The adjustment included a reduction of $1,041 to reflect the payroll taxes associated with the Christmas pay and a reduction of $8,269 to reflect the portion of payroll taxes that should be capitalized, rather than fully expensed.  (OTS Ex. 2, Sch. 13, pg. 1)  As the basis for its recommended further adjustment to the payroll taxes claim of $8,269, OTS observed that Columbia capitalized a portion of labor wage costs attributed to capital projects but failed to capitalize any other associated costs of its labor which are directly part of their employees’ total compensation package.  OTS asserts that Columbia’s share of payroll taxes is one of the costs that comprise an employee’s total compensation package and as such a proportional amount of these costs in the amount $8,269 should be capitalized along with the wage costs rather than fully expensed.  (OTS St. 2, pg. 26-27)
I find in favor of Columbia on this issue.  The Christmas payment is part of the employee overall compensation package and is given to everyone across the board instead of solely on a performance basis.  OTS has not challenged the overall reasonableness of the salaries Columbia pays its employees nor has it contended that they are in any way excessive.  Accordingly, the Commission should accept Columbia’s adjustment to reduce this expense by $8,269, representing the impact of capitalization of direct payroll and overhead.  Columbia has agreed to this adjustment and has revised its Schedules A-1 (Rev.) and A-3 (Rev.) to incorporate this adjustment.
11.
Tax Credit for Domestic Production Activities  

Beginning with the 2007 tax year, certain taxpayers are allowed a federal income tax deduction for “Qualified Domestic Production Activities”.  Columbia’s tax returns show that it qualifies for this deduction.  (OCA St. 1 pg. 13)  Columbia calculated this deduction to be $22,683 for the test year ended December 31, 2007.  (OCA Ex. MJK-17)  The deduction derives from metered sales and forfeited discounts, less certain utility operating and maintenance expenses, customer accounting, administrative, interest and depreciation expenses.  However, Columbia did not reflect the deduction in its tax calculation.  (SDF Ex. 4, Sched. 11)  OCA contended that the deduction should be passed on to Columbia’s ratepayers because it is directly related to ratemaking revenues and expenses.  OCA applied the $22,683 deduction calculated by Columbia for 2007 as the basis for a reduction in federal income taxes in this case.  Using the federal income tax rate of 34%, OCA recommended a tax reduction of $7,712.  (OCA Ex. MJK-1S, line 22)  Columbia has accepted OCA’s adjustment.  (Columbia St. 5 pg. 16)  Columbia agreed with this adjustment in its main brief and has revised its Schedule A-5 (Rev.) to incorporate this adjustment.  (Columbia M.B. 5)    
E.
Rate of Return

A public utility seeking a general rate increase is entitled to an opportunity to earn a fair rate of return on the value of the property dedicated to public service.  Pennsylvania Gas and Water Co. v. Pennsylvania Pub. Util. Comm’n, 341 A.2d 239 (Pa. Cmwlth. 1975)  In determining what constitutes a fair rate of return, the Commission is guided by the criteria set forth in Bluefield Water Works and Improvement Co. v. Public Service Comm’n of West Virginia, 262 U.S. 679 (1923) and Federal Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944).  In Bluefield the United States Supreme Court stated:

A public utility is entitled to such rates as will permit it to earn a return on the value of the property which it employs for the convenience of the public equal to that generally being made at the same time and in the same general part of the country on investments in other business undertakings which are attended by corresponding risks and uncertainties; but it has no constitutional right to profits such as are realized or anticipated in highly profitable enterprises or speculative ventures.  The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.  A rate of return may be too high or too low by changes affecting opportunities for investment, the money market and business conditions generally.
Bluefield Water Works and Improvement Co. v. Public Service Comm’n of West Virginia, 262 U.S. 679, 692-3 (1923).


The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties (262 U.S. at 693).  These principles have been adopted and applied by the Appellate Courts of Pennsylvania in numerous cases.  Riverton Consolidated Water Co. v. Pennsylvania Pub. Util. Comm’n., 140 A.2d 114 (Pa. Super. 1958); Pittsburgh v. Pennsylvania Pub. Util. Comm’n., 126 A.2d 777 (Pa. Super. 1956); Lower Paxton Twp. v. Pennsylvania Pub. Util. Comm’n., 317 A.2d 917 (Pa. Cmwlth. 1974).


The return allowed to investors must be commensurate with the risk assumed, as the Supreme Court has stated in three landmark opinions.  Bluefield, supra, requires that the rate of return reflect:

. . . a return on the value of the [utility’s] property which it employs for the convenience of the public equal to that generally being made at the same time on investments in other business undertakings which are attended by corresponding risks and uncertainties. . . . (262 U.S. at 692)


The Supreme Court reiterated that standard in Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944), as follows:

From the investor or company point of view it 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 the equity owner should be commensurate with returns on investments in other enterprises having corresponding risks.  That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital. (320 U.S. at 603)



Later, in reaffirming Hope, the Supreme Court, in Duquesne Light Co. v. Barasch, 109 S. Ct. 609, 102 L. Ed. 2d 646, 661 (1989) observed that “[o]ne of the elements always relevant to setting the rate under Hope is the return investors expect given the risk of the enterprise.”



The determination of a fair rate of return thus requires the review of many factors, including:  (1) the earnings which are necessary to assure confidence in the financial integrity of the company and to maintain its credit standing; (2) the need to pay dividends and interest; and (3) the amount of the investment, the size and nature of the utility, its business and financial risks, and the circumstances attending its origin, development and operation.  Pennsylvania Pub. Util. Comm’n. v. Pennsylvania Gas and Water Co. - Water Division, 341 A.2d 239 (Pa. Cmwlth. 1975); Lower Paxton Twp., supra.  Moreover, the Commission’s findings must be based upon substantial and competent evidence on the record before it, not upon speculation or hypothesis.  Ohio Bell Telephone Co. v. Public Utility Commission of Ohio, 301 U.S. 292 (1937); United States Steel Corp. v. Pennsylvania Pub. Util. Comm’n., 390 A.2d 849 (Pa. Cmwlth. 1978); Octoraro Water Co. v. Pennsylvania Pub. Util. Comm’n., 391 A.2d 1129 (Pa. Cmwlth. 1978).



In analyzing a proposed general rate increase, the Commission determines a rate of return to be applied to a rate base measured by the aggregate value of all the utility’s property used and useful in the public service.  In determining a proper rate of return, the Commission calculates the utility’s capital structure and the cost of the different types of capital during the period in issue.  The Commission has wide discretion, because of its administrative expertise, in determining the cost of capital.  Equitable Gas Co. v. Pennsylvania Pub. Util. Comm’n, 405 A.2d 1055 (Pa. Cmwlth. 1979) I will first calculate Columbia’s capital structure.


1.
Capital Structure 



a.
Actual Capital Structure

Columbia recommends using its actual capital structure with a ratio of 64.2% common equity and 35.8% long term debt for ratemaking purposes in this proceeding.  According to Columbia, the capital structure it is requesting has less relative financial risk because it contains a 64.2% common equity ratio.  (Columbia St. 3, Pg. 69) 

Columbia’s view of the capital structure is further supported by a study by Brigham, Gapenski and Aberwald.  (Columbia St. 3, Pg. 69)  That study concluded that a one percentage point change in common equity ratio in the range of 40.0% to 50.0% results in an average 12 points change in common equity cost rate with the change approximately 15 basis points at the lower end of the range and 7 basis points at the higher end of the range.   ADDIN BA \xc <@$id> \xl 9 \s ID \xhfl Rep This indicates that the lower the common equity ratio, the higher the common equity cost rate will be if all else is equal.   ADDIN BA \xc <@$id> \xl 9 \s ID 

Columbia asserts that its recommendation for utilization of its actual capital structure should be supported by the Commission.  Columbia argues that if its current capital structure is altered, causing it to take on unnecessary risk, this alteration could diminish its current superior performance record.  The Commission through a management efficiency investigation has found Columbia to be efficient in its operations and management.  Therefore, Columbia concludes that the actual capital structure should be utilized for ratemaking purposes in order to preserve the high quality of performance that it is currently providing its customers.

Columbia also argues that the Commission should acknowledge Columbia’s current superior performance despite the current instability in the financial market.  In spite of the significant risk and turbulence in the current financial markets, Columbia contends that its service has been outstanding and superior to many of its peers.  Accordingly, it should be entitled to promotion and use of its actual capital structure in the ratemaking process.

Columbia asserts that it is contrary to good public policy and common business practices to punish a successful company by attempting to force it to conform to a hypothetical structure that significantly lowers its equity and raises its debt.  In order for Columbia to conform to a hypothetical 50%/50% capital structure, it would have to take on a large amount of debt.  During the current financial crisis and market turbulence, Columbia contends that it would be next to impossible for it to obtain such loans even approaching the amount that would be needed to meet a 50%/50% capital structure.  Columbia states that it would be impossible for it to amortize its debt under revenues calculated by means of a hypothetical 50%/50% capital structure.
Columbia notes that it is not necessary for it to alter its current capital structure.  Columbia argues that it should not be punished for its effective administration and financial management.  Instead, Columbia asserts that the Commission should reward small companies like Columbia for their efforts to provide reasonable and safe service while minimizing financial risk to the extent possible by recognizing Columbia’s actual capital structure and permit its use for ratemaking purposes.



b.
Hypothetical Capital Structure


OTS and OCA disagree with Columbia’s position.  They contend that the use of Columbia’s actual capital structure is not reasonable because the proposed capital structure ratios do not reflect the capitalization of similar water utility companies.  (OCA St. 1 pg. 15)  OTS and OCA both point to proxy groups where the average common equity ratio is approximately 50%.  According to OTS and OCA, this demonstrates that Columbia’s proposed capital structure of 64.2% equity is significantly out of line with the capital structures of similar water utility companies in the market.  OTS and OCA point out that these are the same companies that are used as proxies by Columbia to develop its equity cost rate.  (OCA St. 1 pg. 15-16, Columbia St. 3 pg. 69)  OTS and OCA advocate a capital structure of approximately 50% long-term debt and 50% common equity that they contend more accurately reflects a water utility capital structure expected by investors.  (OCA St. 1 pg. 15-16, OTS St. 1 pg. 7) 


OTS and OCA point out that the Commonwealth Court of Pennsylvania has supported the Commission’s adoption of hypothetical capital structures where an actual capital structure would impose an unfair cost burden on ratepayers.  Big Run Telephone Co. v. Pennsylvania Pub. Util. Comm’n., 449 A.2d 86 (Pa. Cmwlth. 1982) TA \l "Big Run Telephone Co. v. Pa. P.U.C., 449 A.2d 86, 89 (Pa. Commw. 1982)" \s "Big Run Telephone Co. v. Pa. P.U.C., 449 A.2d 86, 89 (Pa. Commw. 1982)" \c 1 .  The rationale behind the use of hypothetical capitalizations was properly summarized by the Commission in Pennsylvania Pub. Util. Comm’n. v. Carnegie Natural Gas Co TA \l "Pa. P.U.C. v. Carnegie Natural Gas Co" \s "Pa. P.U.C. v. Carnegie Natural Gas Co" \c 9 . as follows:

[T]he actual capital structure is a matter within the discretion of corporate management; however, this does not preclude the commission from determining that a particular utility’s capital structure is unreasonable or uneconomical when balancing the goals of safety, prudent management, and economy and utilize a hypothetical capital structure for ratemaking purposes. 
54 Pa. P.U.C. 381, 393 (1980); Pennsylvania Pub. Util. Comm’n. v. Citizens Utilities Co. of Pa., 54 Pa. P.U.C. 445, 449 (1980) Pennsylvania Pub. Util. Comm’n. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493 (Order entered, July 30, 2008 TA \l "Pa. P.U.C. v. Citizens Utilities Co. of Pa., PaPUC 445, 449 (1980) cited in Pa. P.U.C. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, Order at 96-97 (July 30, 2008" \s "Pa. P.U.C. v. Citizens Utilities Co. of Pa., PaPUC 445, 449 (1980) cited in Pa. P.U.C. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, Order at 96-97 (July 30, 2008" \c 9 ).  OCA and OTS conclude that their recommended 50%/50% hypothetical capital structure is reasonable for Columbia and avoids burdening Columbia’s ratepayers with the excessive rates that would result from using Columbia’s atypically high equity ratio.  OTS and OCA argue that the Commission should adopt the hypothetical capital structure they recommend.


I find in favor of Columbia on this issue.  The cases cited by OCA, Big Run Telephone Co. v. Pennsylvania Pub. Util. Comm’n., 449 A.2d 86 (Pa. Cmwlth. 1982); Pennsylvania Pub. Util. Comm’n. v. Carnegie Natural Gas Co TA \l "Pa. P.U.C. v. Carnegie Natural Gas Co" \s "Pa. P.U.C. v. Carnegie Natural Gas Co" \c 9 ., 54 Pa. P.U.C. 381 (1980) and Pennsylvania Pub. Util. Comm’n. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, (Order entered July 30, 2008 TA \l "Pa. P.U.C. v. Citizens Utilities Co. of Pa., PaPUC 445, 449 (1980) cited in Pa. P.U.C. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, Order at 96-97 (July 30, 2008" \s "Pa. P.U.C. v. Citizens Utilities Co. of Pa., PaPUC 445, 449 (1980) cited in Pa. P.U.C. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, Order at 96-97 (July 30, 2008" \c 9 ), are not applicable here. 
In Big Run, the Commonwealth Court noted that in its decision the Commission concluded that the public utility had abused its managerial discretion by maintaining a capital structure and assigned it a hypothetical capital structure.  Neither OTS nor OCA have alleged that Columbia has abused its managerial discretion by maintaining a capital structure of 62.4%.
In Carnegie, the public utility was a wholly owned subsidiary of United States Steel and the Commission assigned it a hypothetical capital structure.  There is no evidence in this proceeding that Columbia is a wholly owned subsidiary of another corporation.
In Total Environmental Solutions, the Commission found that the public utility’s capital structure was atypical in that it was 100% equity and therefore determined that it was appropriate to use a hypothetical capital structure.  The Commission stated that it has traditionally employed hypothetical capital structures where the debt or equity ratio is excessive, citing Pennsylvania Pub. Util. Comm’n. v. Arrowhead Pub. Serv. Corp., 73 Pa. P.U.C. (1990) where the public utility’s actual capital structure was 81.8% debt and 18.2% common equity.  Here Columbia’s equity is 64.2% and its debt 35.8%.  
In Carnegie Nat’l Gas Co. v. Pennsylvania Pub. Util. Comm’n., 433 A.2d 938 (Pa. Cmwlth. 1981) the Commonwealth Court of Pennsylvania stated that where the public utility’s capital structure is too heavily weighted on either the debt or equity side, the Commission must make adjustments to the utility’s capital structure.  The Court went on to hold that the Commission need not show actual harm before imposing a hypothetical capital structure.  The Commission should make an adjustment in a public utility’s capital structure where the actual capital structure is weighted disproportionately on the debt or common equity side.    
In this proceeding, Columbia’s capital structure is not disproportionately weighted on the equity side.  Columbia’s capital structure is not unreasonable or uneconomical under the rationale of Carnegie decision cited and quoted above.  Determining the capital structure of a public utility is within the managerial discretion of a public utility.  It is not within the Commission’s authority to interfere with the management of a public utility unless an abuse of its managerial discretion or arbitrary action has been shown.  There has been no abuse of managerial discretion in this case.  Accordingly, the Commission should recognize Columbia’s actual capital structure and permit its use for ratemaking purposes. 

2.
Cost of Debt



Having determined the appropriate capital structure, I will now determine the cost of the different types of capital during the period at issue.  Columbia calculated its weighted cost of debt, as of the end of the future test year, as 6.50%.  (SDF Ex. 4 pg. 2-14)  OCA and OTS accept Columbia’s proposed debt cost rate as appropriate for determining a fair rate of return in this proceeding.  (OCA St. 1 pg. 16, OTS St. 1 pg. 9)  The recommendation is reasonable and should be approved.  Accordingly, the Commission should use 6.50% as the cost of debt.


3.
Cost of Equity



Columbia proposes a common equity cost rate of 12.00%, OTS recommends 10.18% (OTS St. 1 pg. 32) and the OCA recommends 9.50%.  (OCA St. 1 pg. 64, OCA Ex. JRW-1)  Columbia has no publicly traded common stock and therefore has no market data from which a common equity cost rate can be directly determined.  Columbia assessed the market-based common equity cost rates of utilities of relatively similar risk or proxy groups, in order to determine the appropriate common equity cost rate applicable, subject to further adjustment to reflect Columbia’s riskiness relative to these proxy groups.  Columbia used two proxy groups, one being a group of seven water companies and the other being a group of ten gas distribution companies. 
Columbia selected the proxy group of seven water companies using the following criteria:  (1)  they are included in the Water Company Group of AUS Utility Reports (December 2008); (2) they have Value Line or  ADDIN BA \xc <@per> \xl 7 \s GYMVJO00009 \l "Reuters" Reuters consensus five-year earnings per share growth rate projections; (3) they have a Value Line adjusted beta; (4) they have not cut or omitted their common dividends during the five years ending 2007; (5) they have 60% or greater of total net operating income derived from and 60% or greater of total assets devoted to regulated water operations; and (6) had not publicly announced that they were involved in any major merger or acquisition activity.
Columbia selected the proxy group of ten natural gas distribution companies using the following criteria:  (1) they are included in the Natural Gas Distribution and Integrated Gas Company Group of AUS Utility Reports (December 2008); (2) they have Value Line or  ADDIN BA \xc <@$per> \xl 7 \s GYMVJO00009 Reuters consensus five-year earnings per share growth rate projections; (3) they have a Value Line adjusted beta; (4) they have not cut or omitted their common dividends during the five years ending 2007; (5) they have 60% or greater of total net operating income derived from and 60% or greater of total assets devoted to regulated gas distribution operations and (6) had not publicly announced that they were involved in any major merger or acquisition activity.
 ADDIN BA \xc <@$con> \xl 4 \s GYMVJO00008 

 ADDIN BA \xc <@$con> \xl 4 \s GYMVJO00008 Columbia asserts that it is necessary to rely upon multiple cost of equity cost rate models.  Columbia argues that its recommended range of common equity cost rate reflects current capital markets and the result of four well-tested, market-based cost of common equity models:  the Discounted Cash Flow (DCF) model, the Risk Premium Method (RPM), the Capital Asset Pricing Model (CAPM), and the Comparable Earnings Model (CEM).  (Columbia St. 3, pg. 4-6)  Columbia explains that because these four models are market-based, they are therefore based upon the Efficient Market Hypothesis (EMH).  (Columbia St. 3, pg. 22)  The EMH is based upon the concept that an efficient market is one in which security prices reflect all relevant information all the time, implying that prices adjust instantaneously to new information, thus reflecting the intrinsic fundamental economic value of a security.  


Columbia contends that the Commission should not rely on a single common equity cost rate model in determining a cost rate of common equity but should take into account multiple cost of common equity models.  Columbia points out that the Commission has rejected sole reliance upon one methodology, such as the DCF, in  ADDIN BA \xc <@cs> \xl 129 \s GYMVJO00011 \l "Pennsylvania Public Utility Commission v. Aqua Pennsylvania, Inc.,<SoftRt> Docket No. R-00038805, Slip. Op. (August 5, 2004)" Pennsylvania Pub. Util. Comm’n. v. Aqua Pennsylvania, Inc., Docket No. R-00038805, (Order entered August 5, 2004) and in  ADDIN BA \xc <@cs> \xl 115 \s GYMVJO00012 \l "Pennsylvania Public Utility Commission v. PPL Electric Utilities Corp.,<SoftRt> Docket No. R-00049255 (December 22, 2004)" Pennsylvania Pub. Util. Comm’n. v. PPL Electric Utilities Corp., Docket No. R-00049255 (Order entered December 22, 2004).  Columbia concludes that the Commission should not establish a common equity cost rate based exclusively upon a single model, such as the DCF model. 



OTS used the DCF analysis of the proxy group of seven water companies selected by Columbia.  OTS rejected using the second proxy group selected by Columbia consisting of natural gas distribution companies as unrepresentative.  (OTS St. 1, pg. 12-13)  OTS asserts that natural gas distribution companies are too dissimilar from a water distribution company to be used as a proxy in a rate of return analysis for a water utility like Columbia.  (OTS St. 1, pg. 12)  While both a natural gas distribution company and a water company deliver a commodity, OTS points out that a water company like Columbia delivers a commodity that is ingested and its system is not interconnected in the same way as are natural gas distribution systems.  Further, unlike water customers in a particular territory, natural gas customers have alternatives that would tend to make the sales of a natural gas distribution company more risky than a water utility where customers have no alternatives.


OTS argues that the Commission has relied primarily on the DCF and informed judgment in determining the cost of common equity for utilities.  Pennsylvania Pub. Util. Comm’n. v. Consumers Pennsylvania Water Company - Roaring Creek Division, 87 Pa. P.U.C. 826 (1997); Pennsylvania Pub. Util. Comm’n. v. Roaring Creek Water Company, 81 Pa. P.U.C. 285, (1994); Pennsylvania Pub. Util. Comm’n. v. York Water Co., 75 Pa. P.U.C. 134, (1991); Pennsylvania Pub. Util. Comm’n. v. Equitable Gas Company, 73 Pa. P.U.C. 345 (1990); Pennsylvania Pub. Util. Comm’n. v. Philadelphia Suburban Water Company, 71 Pa. P.U.C. 593, (1989)  
OTS also includes a CAPM analysis as a result of what it alleges are recent Commission decisions expressing an increased interest in confirming DCF results in base rate cases using a second method to identify an appropriate cost of common equity.  (OTS St. 1, pg. 27)  OTS uses the results of this CAPM analysis only as a check upon its overall cost of equity calculation since it contends that the CAPM model can be easily manipulated.  



OCA also used a DCF analysis of the proxy group of seven water companies selected by Columbia and of the proxy group of ten natural gas distribution companies selected by Columbia.  (OCA St. 1 pg. 31, OCA Ex. JRW-6)  OCA also performed a CAPM study as a check on its DCF results, giving the CAPM results less weight, because OCA contends it provides a less reliable indication of equity cost for public utilities.  Like OTS, OCA points out that the Commission has relied primarily on the DCF and informed judgment in determining the cost of common equity for utilities.

I agree with the OTS position.  While other methods can be used as a check on the results arrived at by use of the DCF method, the Commission has long favored use of the DCF method, tempered by informed judgment.

The Commission has explained its position as follows:


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. PUC 593, 623-632 (1989); Pennsylvania Public Utility Commission v. Western Pennsylvania Water Company, 67 Pa. PUC 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. PUC 134, 153-167 (1991); Pennsylvania Public Utility Commission v. Equitable Gas Company, 73 Pa. PUC 345-346 (1990)).


We find that the DCF method is the preferred method of analysis to determine a market based common equity cost rate.

Pennsylvania Pub. Util. Comm’n. v. Pennsylvania-American Water Co., Docket Number R‑00016339, (Order entered January 25, 2002) pg. 70–71


Columbia cites two cases,  ADDIN BA \xc <@cs> \xl 129 \s GYMVJO00011 \l "Pennsylvania Public Utility Commission v. Aqua Pennsylvania, Inc.,<SoftRt> Docket No. R-00038805, Slip. Op. (August 5, 2004)" Pennsylvania Pub. Util. Comm’n. v. Aqua Pennsylvania, Inc., Docket No. R-00038805, (Order entered August 5, 2004) and in  ADDIN BA \xc <@cs> \xl 115 \s GYMVJO00012 \l "Pennsylvania Public Utility Commission v. PPL Electric Utilities Corp.,<SoftRt> Docket No. R-00049255 (December 22, 2004)" Pennsylvania Pub. Util. Comm’n. v. PPL Electric Utilities Corp., Docket No. R-00049255 (Order entered December 22, 2004), as support for its position that the Commission has rejected sole reliance upon one model, such as the DCF.  However, in the PPL case, the Commission stated that it continued to rely on the DCF model while using other methods as a check on the reasonableness of the DCF calculation.  In subsequent decisions, the Commission reaffirmed its reliance on the DCF model.  Pennsylvania Pub. Util. Comm’n. v. Aqua Pennsylvania, Inc., Docket No. R‑00072711 (Order entered July 31, 2008); Pennsylvania Pub. Util. Comm’n. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, (Order entered July 30, 2008 TA \l "Pa. P.U.C. v. Citizens Utilities Co. of Pa., PaPUC 445, 449 (1980) cited in Pa. P.U.C. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, Order at 96-97 (July 30, 2008" \s "Pa. P.U.C. v. Citizens Utilities Co. of Pa., PaPUC 445, 449 (1980) cited in Pa. P.U.C. v. Total Environmental Solutions, Inc. – Treasure Lake Water Division, Docket No. R-00072493, Order at 96-97 (July 30, 2008" \c 9 ) 


I also agree with OTS that natural gas distribution companies are too dissimilar from a water distribution company to be used as a proxy in a rate of return analysis for a water utility like Columbia.  Columbia has not presented convincing evidence that the gas industry is sufficiently similar to the water industry to be considered a reliable proxy.  Columbia has failed to show that the water and natural gas industries are sufficiently similar that investors would expect the same equity return for both gas and water companies.  The Commission should therefore adopt OTS’ recommended cost of equity of 10.18%.


4.
Rate of Return Premium for Acquisition of Mountville Water System 



Columbia has claimed in its filing and testimony, rate of return premiums of 0.25% on each of two separate bases:  (1) its acquisition of a troubled small water system for which it has not received an acquisition adjustment in its rates and (2) its exemplary performance in 2007 and 2008 in providing water service to the public.  I will address the acquisition premium first.

Columbia contends that both the Public Utility Code  ADDIN BA \xc <@ost> \xl 7 \s GYMVJO00065 \l "PA Code" and a Commission policy statement provide that the Commission may reward utilities through rates, particularly by way of rate of return premiums, for their performance.   ADDIN BA \xc <@oppt> \xl 10 \s GYMVJO00066 \l "66 Pa.  C." 66 Pa. C.S. 523 provides:

 ADDIN BA \xc <@$st> \xl 5 \s GYMVJO00015 \xqt § 523.  Performance Factor Consideration
(a)
Considerations.  – The Commission shall consider, in addition to all other relevant evidence of record, the efficiency, effectiveness and adequacy of service of each utility when determining just and reasonable rates under this title.  On the basis of the Commission’s consideration of such evidence, it shall give effect to this section by making such adjustments to specific components of the utility’s claimed cost of service as it may determine to be proper and appropriate.  Any adjustment made under this section shall be made on the basis of specific findings upon evidence of record, which findings shall be set forth explicitly, together with their underlying rationale, in the final order of the Commission.
(b)
Fixed utilities.  – As part of its duties pursuant to  ADDIN BA \xc <@osdv> \xl 14 \s GYMVJO00067 \xqt \l "subsection (a)" subsection (a), the Commission shall set forth criteria by which it will evaluate future fixed utility performance and in assessing the performance of a fixed utility pursuant to  ADDIN BA \xc <@$osdv> \xl 14 \s GYMVJO00067 \xqt subsection (a), the Commission shall consider specifically the following:
(1)
Management effectiveness and operating efficiency as measured by an audit pursuant to  ADDIN BA \xc <@osdv> \xl 11 \s GYMVJO00068 \xqt \l "Section 516" Section 516 (relating to audits of certain utilities) to the extent that the audit or portions of the audit have been properly introduced by a party into the record of the proceeding in accordance with applicable rules of evidence and procedure.



***

(7)
Any other relevant and material evidence of efficiency, effectiveness and adequacy of service.
Columbia also points out that in its policy statement regarding small nonviable water and wastewater systems at  ADDIN BA \xc <@$reg> \xl 21 \s GYMVJO00014 52 Pa. Code § 69.711, the Commission has provided for incentives to encourage viable utilities to acquire small nonviable water and wastewater systems, when such acquisitions are in the public interest.  Among the acquisition incentives that the Commission considers are those involving rate of return premiums:

(b)
Acquisition incentives.  – In its efforts to foster acquisition of suitable water and wastewater systems by viable utilities when the acquisitions are in the public interest, the Commission seeks to assist these acquisitions by permitting the use of a number of regulatory incentives.  Accordingly, the Commission will consider the following acquisition incentives:
(1)
Rate of return premiums. – Under  ADDIN BA \xc <@$st> \xl 19 \s GYMVJO00015 \xqt 66 Pa.  C.S.  § 523 (relating to performance factor considerations), additional rate of return basis points may be awarded for certain acquisitions and for certain associated improvement costs, based on sufficient supporting data submitted by the acquiring utility within its rate case filing.  The rate of return premium as an acquisition incentive may be the most straightforward and its use is encouraged.
Columbia argues that these two provisions permit awards of rate of return premiums for water system acquisitions when in the public interest.
As support for a rate of return premium for water system acquisitions, Columbia points to its acquisition of the Mountville water system.  Prior to Columbia’s acquisition of the system, the Mountville system had been cited by the Department of Environmental Protection (DEP) for having serious deficiencies in both its physical plant and its operations.  Mountville had failed lead monitoring and was delinquent in treatment plant installation.  DEP criticized its operation of the filtration plant and had removed the borough from its Small Systems Outreach Program due to continuing, unresolved deficiencies.  (Columbia St. 2, pg. 1)  Columbia argues that there is no question concerning the fact that the Mountville water system was a troubled, nonviable system.

Columbia also points out that at the time of acquisition, the Mountville water system served only 824 customers, all located within the corporate limits of the Borough of Mountville.  (Columbia St. 2, pg. 7)  Columbia contends that the acquisition was in the public interest and met the requirements of  ADDIN BA \xc <@st> \xl 20 \s GYMVJO00018 \l "66 Pa.  C.S.  § 1327" 66 Pa. C.S. § 1327 because:  (1) All customers benefited from the integration of the two systems as future capital improvements, fixed or embedded costs, and costs of operation will be spread over a larger customer base, resulting in certain economies of scale and operating efficiencies which could not be achieved by the operation of two separate and distinct entities; (2) Mountville’s customers benefited from the depth of Columbia’s resources which can be utilized to make system improvements which might not otherwise have been undertaken; (3) Mountville’s existing customers benefited from Columbia’s more extensive technical, operating and managerial expertise and the overall improved efficiency which would result from the then proposed transaction; (4) Acquisition of the system by Columbia resulted in the avoidance of certain otherwise necessary and costly improvements or expansions, particularly those relating to sources of water supply, filtration and appurtenant facilities; (5) Unnecessary duplication of facilities were avoided through integration of the two systems; (6) Efficiency of use of Columbia’s existing supply capacity was enhanced by way of Mountville’s existing customers utilizing such capacity; and (7) Mountville’s existing customers were assured of receiving adequate, safe and reliable service in the future through Columbia’s prudent and reasonable investment in system infrastructure which would improve system capacity and pressures.  (Columbia St. 2, pg. 9-10)  

Columbia filed an application with the Commission for approval of the acquisition, the commencement of service by Columbia in Mountville and the inclusion in the rate base by Columbia of the original cost of the system together with an acquisition adjustment, which was approved by the Commission.  (Columbia St. 2, pg. 10-11)  Columbia asserts that at the time of its acquisition, and now, the acquisition of Mountville fully met the requirements of  ADDIN BA \xc <@$st> \xl 20 \s GYMVJO00018 66 Pa. C.S.  § 1327.  Columbia has claimed an acquisition adjustment of $55,200 in each of its rate filings since the Mountville acquisition, except in the instant proceeding, but has not recovered anything toward the claimed adjustment.  (Columbia St. 2, pg. 1)  
Since the filing of Columbia’s last request for a general rate increase, Columbia argues that the Commission has amended its policy statement on water system acquisitions by specifically amending the policy to encourage the use of rate of return premiums as an incentive or award to the acquiring company.  Columbia asserts that the amendment was first published as part of  ADDIN BA \xc <@$reg> \xl 21 \s GYMVJO00014 52 Pa. Code § 69.711 in December, 2006.  Columbia argues that this proceeding represents the first opportunity that the Company has had under the amended Policy Statement at  ADDIN BA \xc <@reg> \xl 27 \s GYMVJO00019 \l "52 Pa.  Code § 69.711(b)(1)" 52 Pa. Code § 69.711(b)(1) to claim a rate of return premium for its acquisition of the Mountville water system.  Since, as noted above, the acquisition met the requirements of  ADDIN BA \xc <@$st> \xl 20 \s GYMVJO00018 66 Pa. C.S. § 1327 and Columbia has not recovered any part of its claimed acquisition adjustment in prior proceedings, the recovery of a rate of return premium in the instant proceeding is justified.


OCA disagrees with Columbia’s position.  OCA opposes the adjustment for several reasons.  (OCA St. 2 pg. 15-18, OCA St. 2-S pg. 13-14, OCA St. 1 pg. 100, OCA St. 1-S pg. 17) OCA observes that the acquisition occurred in 1998.  As of mid-2008, the acquisition adjustment has been fully amortized for accounting purposes.  (OCA St. 2 pg. 18)  OCA concludes that Columbia’s request is untimely.

OCA points out that since 1998, Columbia has filed three base rate cases, where it could have sought an acquisition adjustment or a rate of return premium (Docket Nos. R‑00016423, R-00049409, R-00061496).  According to OCA, Columbia did not pursue an acquisition adjustment.  In the 2004 and 2006 rate cases, OCA alleges that Columbia agreed to settlement language that specifically excluded any acquisition adjustment from its revenue requirement.  (OCA St. 2 pg. 16)  OCA argues that in the 2006 rate case, Columbia also agreed not to make a claim for Mountville acquisition expenses in its next base rate filing, which is the case sub judice. Pennsylvania Pub. Util. Comm’n. v. Columbia Water Co., Docket No. R-00061496, R.D. at 5-6 (Dec. 12, 2006) TA \s "Pa. P.U.C. v. Columbia Water Co., Docket No. R-00061496, R.D. at 5-6 (Dec. 12, 2006)" .  Columbia did not seek a rate of return premium in any of the rate cases prior to this one.  (Columbia St. 6, pg. 10)

OCA also argues that Columbia is incorrect that this is its first base rate filing since the Commission amended its policy statement on water system acquisitions to encourage the use of rate of return premiums.  OCA observes that 66 Pa. C.S. §523 has been part of the Public Utility Code since 1986 and broadly allows adjustments based on “any other relevant and material evidence of efficiency, effectiveness and adequacy of service” if supported by the evidence.  66 Pa. C.S. § 523(b)(7) TA \l "66 Pa. C.S. § 523(b)(7)" \s "66 Pa. C.S. § 523(b)(7)" \c 2 .  
Furthermore, the Commission’s policy statement has not changed substantially since it was first published.  The Commission’s policy statement was published in 1996 and stated:

(b)Acquisition incentives. In its efforts to foster acquisitions of suitable water and sewer systems by viable utilities when the acquisitions are in the public interest, the Commission seeks to assist these acquisitions by permitting the use of a number of regulatory incentives.  Accordingly, the Commission will consider the following acquisition incentives:

(1)  Rate of return premiums.  Additional rate of return basis points may be awarded for certain acquisitions and for certain associated improvement costs, based on sufficient supporting data submitted by the utility within its rate case filing.
26 Pa. B. 1380 (Mar. 30, 1996) TA \l "26 Pa. Bull. 1380 (Mar. 30, 1996)" \s "26 Pa. Bull. 1380 (Mar. 30, 1996)" \c 8  (codified at 52 Pa. Code § 69.711(b)(1)). TA \l "52 Pa. Code § 69.711(b)(1))." \s "52 Pa. Code § 69.711(b)(1))." \c 6   OCA observes that Section 69.711(b)(1) has been in place since in 1996.  The order adopting the 1996 policy statement specifically references 66 Pa. C.S. §523.  26 Pa. B. at 1384 TA \l "26 Pa. Bull. at 1384" \s "26 Pa. Bull. at 1384" \c 8   According to OCA, the Commission’s 2006 amendment did not alter the substance of section 69.711(b)(1), TA \s "52 Pa. Code § 69.711(b)(1))."  which now provides:

(b)  Acquisition incentives.  In its efforts to foster acquisition of suitable water and wastewater systems by viable utilities when the acquisitions are in the public interest, the Commission seeks to assist these acquisitions by permitting the use of a number of regulatory incentives.  Accordingly, the Commission will consider the following acquisitions incentives: 

(1)  Rate of return premiums.  Under 66 Pa. C.S. § 523 TA \s "66 Pa. C.S. § 523"  (relating to performance factor considerations), additional rate of return basis points may be awarded for certain acquisitions and for certain associated improvement costs, based on sufficient supporting data submitted by the acquiring utility within its rate case filing. The rate of return premium as an acquisition incentive may be the most straightforward and its use is encouraged. 

52 Pa. Code § 69.711(b)(1) TA \l "52 Pa. Code § 67.711(b)(1)" \s "52 Pa. Code § 69.711(b)(1)" \c 6  (emphasis added).  


OCA concludes that this is not Columbia’s first opportunity to seek recognition of the Mountville acquisition through a rate of return premium.  Columbia has had the opportunity to request a performance factor adjustment in every base rate case it has filed since the acquisition in 1998.  There is no basis to allow a higher return now for Columbia’s actions ten years ago.  

OCA also rejects Columbia’s claim that it has provided support for a rate of return premium based on the requirements set forth in 66 Pa. C.S. § 1327 for inclusion of acquisition adjustments for ratemaking purposes.  (Columbia St. 6, pg. 11)  Columbia has not provided the support necessary for an acquisition adjustment or a rate of return premium in this case according to OCA.  (OCA St. 2-S pg. 14)  OCA contends that Columbia did not provide the specific evidence required by 66 Pa. C.S. § 523 for a performance factor adjustment or sufficient evidence that the acquisition satisfies each of the nine criteria required by 66 Pa. C.S. § 1327 TA \l "66 Pa. C.S. § 1327" \s "66 Pa. C.S. § 1327" \c 2 .


I find in favor of OCA on this issue.  I agree that Columbia’s request for a rate of return premium for the acquisition of the Mountville water system is untimely.  The provision at 52 Pa. Code § 69.711(b)(1) was first published in 1996 and has not been substantially changed since that time.  Columbia acquired the Mountville water system in 1998.  Columbia has filed three rates cases since the acquisition and could have requested a rate of return premium for the Mountville water system acquisition in any of those proceedings. 

When the Commission published the policy statement in 1996, the comments to 52 Pa. Code § 69.711(b)(1) at 26 Pa. B. 1380 (Mar. 30, 1996) state that a claim for a rate of return premium must  be supported by evidence of record submitted by the public utility in its rate case filing.  The comments state that the public utility must prove that the tangible service improvements have been completed or will be completed within six months beyond the test year. Accordingly, the Commission should deny the requested 25 basis point adjustment related to the Company’s 1998 acquisition because it is untimely and because Columbia has failed to set forth evidence that tangible service improvements have been completed or will be completed within six months beyond the test year. 

5.
Rate of Return Premium for Management Efficiency
Columbia also asserts a claim for a rate of return premium of 0.25% based on its performance during 2007 and 2008. Columbia states that  ADDIN BA \xc <@$st> \xl 11 \s GYMVJO00015 

 ADDIN BA \xc <@$st> \xl 19 \s GYMVJO00015 66 Pa. C.S. § 523 directs the Commission to consider the efficiency, effectiveness and adequacy of service when setting just and reasonable rates.  According to Columbia, the record in this case establishes that Columbia has gone the extra mile for its customers to insure that they are provided the highest quality service.  
Columbia first notes that no party has raised any issue concerning Columbia’s adequacy of service or water quality.  Columbia is in full compliance with all existing State and Federal primary and secondary drinking water standards, including lead and copper requirements. (Columbia St. 1, pg. 5)  The system’s pressure meets all requirements or standards and Columbia’s unaccounted for water figure amounts to approximately 14.1% which is well within established parameters.  There were no complaints filed with BCS against Columbia in either the historic or future test years.  
Columbia points out that the Commission’s Bureau of Audits recently issued its management efficiency investigation report at  ADDIN BA \xc <@oppt> \xl 21 \s GYMVJO00069 \l "Docket No. D-08MEI002" Docket No. D-08MEI002 noted that Columbia had achieved notable improvements in implementing prior Commission recommendations.  While commending Columbia on such accomplishments, the Bureau of Audits did identify further improvement opportunities in certain areas.  Columbia asserts that it has accepted the Bureau of Audit’s recommendations for further improvement opportunities and has agreed to make the suggested further improvements, generally by March 31, 2009.
Columbia states that during 2007 and 2008 it secured four separate extensions of its franchise territory in order to be in a position to meet the future needs of the involved municipalities in the next five years.  (Columbia St. 1, pg. 10-14)  In the case of the franchise expansion in Manor Township, Columbia points out that it agreed to increase its original franchise expansion in the township in order to meet Manor Township’s desire for public water service in the future to two areas of Manor Township where on lot septic systems could fail and contaminate wells.  Columbia agreed to coordinate its installation of water lines with the installation of sewer lines in the impacted areas.  (Columbia St. 2, pg. 15)  Columbia asserts it agreed to do this even though another utility would not commit to extending its lines to the impacted areas without Manor Township first adopting a mandatory connection ordinance.  (Columbia St. 2, pg. 16)  These four franchise expansions evidence Columbia’s efforts toward promoting regionalization of water service, especially to rural areas of Lancaster County, according to Columbia.
Columbia also agreed to install a new three-mile water main from existing Columbia facilities to an interconnection with Marietta Gravity Water Company in order to provide that utility with an emergency or supplemental source of water.  Columbia placed line and interconnection into service in June 2008.  (Columbia St. 1, pg. 16)  Columbia explained that Marietta Gravity Water Company was faced with the construction of a large development in East Donegal Township which could have left Marietta with little spare capacity to respond to future growth in its service territory without significant capital additions for storage and sources of supply.  (Columbia St. 2, pg. 14)
Columbia states that it has kept staffing to the minimum level possible consistent with its obligation to provide quality water to its customers.  (Columbia St. 2, pg. 16-17)  Columbia has taken steps to keep its operating expenses at the lowest responsible level.  It has invested heavily in water system improvements and capital additions in order to insure the continued provisions of quality water service to its customers.  (Columbia St. 2, pg. 19)  It has negotiated with two cellular phone service providers for the rental of Company space for cellular towers, resulting in annual income of $44,000.


Columbia contends that these actions are not merely meeting the requirements of providing adequate, safe and reliable service.  Columbia concludes that its efforts in 2007 and 2008 have gone far beyond the norm.  The statute at  ADDIN BA \xc <@$st> \xl 23 \s GYMVJO00015 

 ADDIN BA \xc <@$st> \xl 19 \s GYMVJO00015 66 Pa. C.S. § 523 directs the Commission to consider efficiency, effectiveness and adequacy of service when setting just and reasonable rates. Columbia argues  ADDIN BA \xc <@$st> \xl 11 \s GYMVJO00015 66 Pa. C.S. § 523 recognizes that there are gradations of what constitutes adequate, efficient, safe and reasonable service and requires the Commission to take those distinctions into account when passing upon rate requests.  Columbia avers that its performance in 2007 and 2008 clearly exceeded the base requirements.  Accordingly, the Commission should exercise its discretion by granting Columbia a rate of return premium on its equity cost rate.

OCA disagrees with Columbia’s contention.  It points out that all regulated utilities in Pennsylvania are required to provide safe, adequate, reasonable and efficient service as a matter of law.  66 Pa. C.S. § 1501 TA \l "66 Pa. C.S. § 1501" \s "66 Pa. C.S. § 1501" \c 2 . An appropriate rate of return on common equity assumes efficient and reasonable management of a utility.  OCA points out that the Commission will allow a utility less than the indicated rate of return where service does not meet the requirements of 66 Pa. C.S. §1501.  Pennsylvania Pub. Util. Comm’n. v. Pennsylvania Gas & Water Co., 61 Pa. P.U.C. 409 (1986) TA \l "Pa. P.U.C. v. Pennsylvania Gas & Water Co., 61 PaPUC 409, 415-16, 425, 427, 74 PUR4th 238, 244-45, 254, 256 (1986)" \s "Pa. P.U.C. v. Pennsylvania Gas & Water Co., 61 PaPUC 409, 415-16, 425, 427, 74 PUR4th 238, 244-45, 254, 256 (1986)" \c 9 ; Pennsylvania Pub. Util. Comm’n. v. Pennsylvania Gas & Water Co., 68 Pa. P.U.C. 191 (1988) TA \l "Pa. P.U.C. v. Pennsylvania Gas & Water Co., 68 PaPUC 191, 195-96 (1988)" \s "Pa. P.U.C. v. Pennsylvania Gas & Water Co., 68 PaPUC 191, 195-96 (1988)" \c 9 .  OCA argues that it follows that a utility must be doing more than providing efficient and reasonable service in order to receive more than the indicated rate of return pursuant to 66 Pa. C.S. § 523 TA \s "66 Pa. C.S. § 523" .  

OCA contends that in this proceeding, the evidence does not show that Columbia’s performance is more than efficient and reasonable.  With regard to the interconnection with Marietta Gravity Water Company, OCA points out that the president of Columbia is also the president of Marietta Gravity Water Company.  (N.T. 91)  OCA argues that the actions taken by Columbia to assist Marietta Gravity Water Company also serve to benefit Columbia’s president in his role as president of Marietta.

OCA also observes that the report by the Commission’s Bureau of Audits only states that Columbia made “notable improvements” in management effectiveness.  OCA Cross Exam. Exh. 1 OCA’s review of the report shows that, out of twelve recommendations made by the Bureau of Audits in a June 2005 report, Columbia has “effectively or substantially implemented 5 of the 12 prior recommendations and taken some action on the remaining 7 recommendations.”  These examples do not demonstrate that Columbia has done more than satisfy the requirements of 66 Pa. C.S § 1501 and there is no evidentiary basis to allow an additional 25 basis points on equity under 66 Pa. C.S. § 523 according to OCA.
OCA distinguishes this case from the case of Pennsylvania Pub. Util. Comm’n. v. Aqua Pennsylvania, Inc., Docket No. R-00072711 (Order entered July 31, 2008) where the Commission permitted a 22 basis point performance factor adjustment, in recognition of Aqua’s exemplary managerial performance. TA \l "Pa. P.U.C. v. Aqua Pennsylvania, Inc., Docket No. R-00072711, Order at 50 (July 31, 2008)" \s "Pa. P.U.C. v. Aqua Pennsylvania, Inc., Docket No. R-00072711, Order at 50 (July 31, 2008)" \c 9   OCA asserts that Columbia has not produced sufficient evidence to warrant a positive management performance factor adjustment. 
I find in favor of OCA on this issue. The statute at  ADDIN BA \xc <@$st> \xl 11 \s GYMVJO00015 

 ADDIN BA \xc <@$st> \xl 19 \s GYMVJO00015 66 Pa. C.S. § 523(a) directs the Commission to consider the efficiency, effectiveness and adequacy of service when setting just and reasonable rates.  The statute provides that the Commission shall give effect to the statute by making adjustments to specific components of the utility’s claimed cost of service as it deems appropriate.  Therefore, the Commission considers these factors in every component of a base rate proceeding.  


The statute at 66 Pa. C.S. § 523(b)(1) provides that as part of its duties pursuant to subsection (a), the Commission shall consider management effectiveness as measured by an audit pursuant to 66 Pa. C.S. § 516, regarding audits of utilities.  In this case, the report by the Commission’s Bureau of Audits only states that Columbia made “notable improvements” in management effectiveness.  (OCA Cross Exam. Ex. 1)  Out of twelve recommendations made by the Bureau of Audits in a June 2005 report, the report states that Columbia has implemented 5 of the 12 prior recommendations and taken some action on the remaining 7 recommendations.  I agree with OCA this is not sufficient to warrant a rate of return premium of 0.25%.



With regard to Columbia’s adequacy of service and water quality, the evidence indicates that it is providing adequate, reasonable service.  It is in compliance with all existing State and Federal primary and secondary drinking water standards, including lead and copper requirements.  The system’s pressure and unaccounted for water meet all Commission regulations.  There were no complaints filed with BCS against Columbia in either the historic or future test years.  These all point to adequate, reasonable service.  This is not sufficient to warrant a rate of return premium of 0.25%.

With regard to the extensions of its franchise territory the evidence indicates that Columbia is providing adequate, reasonable service.  These franchise expansions evidence Columbia’s efforts toward promoting regionalization of water service.  This only complies with stated Commission policies set forth at 52 Pa. Code § 69.711(a).  This is not sufficient to warrant a rate of return premium of 0.25%.  Accordingly, the Commission should deny the requested 25 basis point adjustment related to management efficiency.
6.
Summary
Based upon the testimony and analysis I recommend the following overall rate of return for Columbia: 

	Capital Type
	Percent of total cost (%)
	Cost Rate

(%)
	Weighted Cost

(%)

	Long Term Debt
	35.8
	6.50
	2.33

	Common Equity 
	64.2
	10.18
	6.54

	
Total
	100
	
	8.87


F.
Rate Design
Columbia proposed to allocate the approved revenue increase across-the-board to all customer classes and between the customer and consumption charges.  (OCA St. 2 pg. 14-15)  OTS and OCA do not disagree with Columbia’s proposal.  OTS recommends that, in the event the Commission grants less than Columbia’s full rate increase, the Commission should reduce the customer charges and usage rates proportionally to the percent increase originally requested.  The recommendations are reasonable and should be approved.  The Commission should adopt Columbia’s proposal regarding across-the-board rate increase reduced proportionally as recommended by OTS.  

III.
ORDER



THEREFORE,



IT IS RECOMMENDED:



1.
That The Columbia Water Company shall not place into effect the rates contained in Supplement No. 35 to Tariff Water - Pa. P.U.C. No.7 which have been found to be unjust and unreasonable and therefore, unlawful.



2.
That The Columbia Water Company shall file tariffs, tariff supplements or tariff revisions containing proposed rates, rules and regulations, which are consistent with the Recommended Decision. 


3.
That The Columbia Water  Company’s tariffs, tariff Supplements or tariff revisions may be filed upon less than statutory notice, pursuant to the provisions of 52 Pa. Code §§53.31 and 53.101, be effective for service rendered on and after the date of entry of the Final Order in this matter.


4.
That The Columbia Water Company shall comply with all directives, conclusions and recommendations in the Recommended Decision that are not the subject of individual ordering paragraphs as fully as if they were the subject of specific ordering paragraphs.


5
That The Columbia Water Company shall allocate the authorized increase in operating revenues to each customer class and rate schedule within each class in the manner set forth in the Recommended Decision.



6.
That the investigation at Docket R-2008-2045157 be terminated and marked closed.



7.
That the complaint filed by the Office of Consumer Advocate in this proceeding at Docket Number C-2008-2061322 be terminated and marked closed.



8.
That the complaint filed by Rebecca S. McClure in this proceeding at Docket Number C-2008-2059905 be terminated and marked closed.



9.
That the complaint filed by Bruce Walters in this proceeding at Docket Number C-2008-2061399 be terminated and marked closed.



10.
That the complaint filed by Sandra Shaub in this proceeding at Docket Number C-2008-2071021 be terminated and marked closed.
Date:
March 20, 2009



________________________________








David A. Salapa








Administrative Law Judge
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