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HISTORY OF THE PROCEEDING


		The Commission's Opinion and Order entered September 12, 2013 in the present case directed that two issues be assigned to the Office of Administrative Law Judge for hearing and preparation of a recommended decision: (1) impact of accumulated deferred income taxes (ADIT) associated with DSIC investments; and (2) calculation of state income tax component of the DSIC revenue requirement.  Order at 44-45.  This Recommended Decision is the result of that Order.  No deadline was set for issuance, as the rates have already taken effect.

		On May 31, 2013, Little Washington Wastewater Company (LWWC or Company) filed its petition for approval of its Long-Term Infrastructure Improvement Plan (LTIIP) and Distribution System Improvement Charge (DSIC), with copies served on the statutory advocates.

		On June 20, 2013, the Office of Consumer Advocate (OCA) filed comments to the LTIIP and a formal Complaint, Answer, and Comments to the DSIC, seeking the suspension of the proposed tariff supplement and a full hearing and investigation.

		On September 12, 2013, the Commission adopted and issued its Opinion and Order which resolved the issues in the petitions with the exception of issues related to the impact of ADIT associated with DSIC investments and the calculation of the state income tax component of the DSIC revenue requirement which were assigned to the Office of Administrative Law Judge for further disposition.

		On September 16, 2013, a Notice was issued which scheduled the initial prehearing conference for October 8, 2013.[footnoteRef:1]  The prehearing conference was held as scheduled, with Thomas Niesen, Esq., and Mary McFall Hopper, Esq., representing LWWC.  Erin L. Gannon, Esq., appeared on behalf of OCA.  A scheduling order was issued which provided for the service of prepared testimony and scheduled the litigation:  evidentiary hearing February 11, 2014, main briefs March 11, 2014, and reply briefs April 8, 2014. [1:  The original Notice scheduled the prehearing conference for Wednesday, October 8, 2013, and by corrected notice issued September 19, 2013, the prehearing conference was scheduled for Tuesday, October 8, 2013.] 


		The parties served testimony: LWWC served the testimony of Meghan P. Kreszswick, Manager of Rates, Statements 1, direct, 1-S, supplemental direct, and 1-R, rebuttal, and the prepared direct of Gordon Miller, Assistant Manager of Wastewater Operations; OCA served the testimony of Thomas S. Catlin, consultant with Exeter Associates, Inc., Statement 1, direct, and 1-S, surrebuttal.

		The parties waived cross-examination of each other's witnesses and submitted the prepared testimony into the record with affidavits at the evidentiary hearing.  A transcript of 28 pages (both prehearing conference and hearing transcript) was generated.  Both parties filed main and reply briefs, and the record closed upon receipt of the reply briefs on April 8, 2014.

		The matter is ripe for disposition.

FINDINGS OF FACT

		1.	The Public Utility Commission held a stakeholder working group meeting to discuss the implementation of the legislation which authorizes wastewater companies and other utilities to establish a Distribution System Improvement Charge. Implementation of Act 11 of 2012, Docket No. M-2012-2293695 (Final Implementation Order entered August 2, 2012) (“Final Implementation Order”) at 2.

		2.	On May 10, 2012, the Commission issued its Tentative Implementation Order at Docket No. M-2010-2293611 addressing and incorporating input from the stakeholder meeting.  Final Implementation Order at 3.

		3.	On August 2, 2012, the Commission issued its Final Implementation Order adopting procedures and guidelines and a model tariff for the implementation of Act 11.

		4.	On May 31, 2013, LWWC filed a Petition (“DSIC Petition”), pursuant to Section 1353 of the Public Utility Code, 66 Pa.C.S. § 1353, for approval of a DSIC.  The DSIC Petition was assigned Docket No. P-2013-2366873.

		5.	The Company’s DSIC Petition included proposed Supplement No. 85 to Tariff Sewer – Pa. PUC No. 1 introducing a DSIC surcharge into the Company’s tariff with an effective date of October 1, 2013.  Little Washington Wastewater Company Exhibit I.

		6.	On June 20, 2013, the OCA filed its formal Complaint against the LWWC's proposed rate.

		7.	By Opinion and Order entered September 12, 2013, at Docket No. P-2013-2366873, the Commission approved the Company’s DSIC Petition, and assigned the following issues to the Office of Administrative Law Judge for hearing and preparation of a recommended decision: (a) Impact of accumulated deferred income taxes associated with DSIC investments; and (b) Calculation of the state income tax component of the DSIC revenue requirement.  Opinion and Order entered September 12, 2013 at 44-45.

		8.	LWWC filed Supplement No. 85 to its Tariff Sewer – Pa. PUC No. 1 on September 23, 2013, implementing a Distribution System Improvement Charge in compliance with the Opinion and Order entered September 12, 2013, with an effective date of October 1, 2013.  LWWC submitted a Revised Supplement No. 85 on October 11, 2013, revising Supplement No. 85 to include language mistakenly excluded from the original compliance filing.  Little Washington Wastewater Company St. No. 1S at 2-3.

		9.	The Company did not include an adjustment for accumulated deferred income taxes (“ADIT”) in its DSIC calculation formula.  Little Washington Wastewater Company St. No. 1S, Appendix A, Original Page No. 10DSIC2.

		10.	The water DSIC, which has been part of Pennsylvania ratemaking processes for more than 15 years, has never included an ADIT adjustment. Little Washington Wastewater Company St. No. 1R at 4; Final Implementation Order at 38-39.

		11.	The Company’s DSIC is reset to zero if the data included in the most recent Annual or Quarterly Earnings report filed with the Commission shows that it is earning a rate of return higher than the allowable rate of return used in the DSIC calculation.  Little Washington Wastewater Company St. No. 1S, Appendix A, Original Page No. 10DSIC3.

		12.	The Company’s DSIC calculation formula calculates the pre-tax return using statutory federal and state income tax rates.  Little Washington Wastewater Company St. No. 1S, Appendix A, Original Page No. 10DSIC1.  See also Little Washington Wastewater Company St. No. 1R at 4.

		13.	Gordon Miller, Assistant Manager of Wastewater Operations for LWWC, testified on behalf of LWWC.  LWWC Stmt. GM-1.

		14.	LWWC plans to accelerate its infrastructure improvement spending to approximately $1.9 million annually for pipe repair, pump station refurbishment and inflow and infiltration elimination (I&I) programs.  LWWC Stmt. GM-1 at 3.

		15.	LWWC plans to maximize treatment efficiencies and prevent sewer overflow through I&I projects that include pipe replacement and manhole repair.  LWWC Stmt. GM-1 at 3-4.

		16.	The condition of LWWC's collection systems vary depending upon age, materials employed, and quality of the initial installation.  LWWC Stmt. GM-1 at 4.

		17.	The LWWC LTIIP was developed by prioritizing its sewer main collection and conveyance repair/rehabilitate candidates on both a macro and micro level: the macro level breaks down the general categories of sewer components and the geographic areas within a system that have been identified as an area needing repair or replacement of eligible property.  At the micro level, the system repair and/or replacement planning addresses the priority order in which specific portions and components of the collection system and manholes are to be replaced or repaired.  LWWC Stmt. GM-1 at 5.

		18.	Meghan P. Kreszswick, Manager of Rates for LWWC, testified on behalf of LWWC.  LWWC Stmts. MPK-1, 1-S, 1-R and 1-RJ.

		19.	LWWC submitted proposed tariff Supplement No. 85 to SEWER-PA PUC NO. 1 (Supplement No. 85), attached to the petition.  LWWC Stmt. MPK-1 at 3-4.

		20.	Supplement No. 85 proposes an initial DSIC rate of 0%, but the Company will update this DSIC rate based on actual plant closure 10 days prior to the effective date.  LWWC Stmt. MPK-1 at 4.

		21.	Thomas S. Catlin, principal with Exeter Associates, Inc., a consulting firm specializing in issues pertaining to public utilities, testified on behalf of OCA.  OCA Stmt. 1.
		22.	The Company developed its pre-tax return by grossing up the equity component of its overall return to account for both state and federal income taxes at the full statutory rates.  OCA St. 1 at 6.

		23.	Accumulated deferred income taxes arise because certain income tax deductions such as accelerated tax depreciation and bonus tax depreciation must be normalized under the provisions of the United States Internal Revenue Code.  OCA St. 1 at 4.

		24.	Utilities such as LWWC are allowed to take tax deductions for accelerated and bonus depreciation that significantly reduce the income on which they must pay income taxes.  However, under the normalization provisions of the Internal Revenue Code, those tax reductions are not allowed to be flowed through in rates on a current basis and are calculated using book depreciation instead of tax depreciation as a deduction.  The resulting difference between the taxes actually paid and the income taxes for ratemaking generates what is known as deferred income taxes.  OCA St. 1 at 4.

		25.	ADIT is the cumulative balance of the deferred taxes generated over time.  OCA St. 1 at 4.

		26.	ADIT represents a source of zero cost capital because the utility has paid less in taxes to the federal government than it has collected in rates.  OCA St. 1 at 4.

		27.	LWWC has included both federal and state income taxes at the full statutory rates in its calculation of the return and income taxes to be recovered on DSIC-eligible plant.  OCA St. 1 at 6.

DISCUSSION

		The Commission's Opinion and Order entered September 12, 2013 in the present case directed that two issues be assigned to the Office of Administrative Law Judge for hearing and preparation of a recommended decision: (1) impact of accumulated deferred income taxes associated with DSIC investments; and (2) calculation of state income tax component of the DSIC revenue requirement.  Order at 44-45.  This Recommended Decision is the result of that Order.

Burden of Proof

		Both parties agree that LWWC bears the burden of proof in this matter.  LWWC MB at 8; OCA MB at 5.  The Public Utility Code states that in any proceeding involving a Commission-instituted investigation of a proposed rate hike or upon complaint involving a proposed increase in rates, the utility bears the burden of proving that the proposed increase is just and reasonable.  66 Pa.C.S. § 315(a).

		This burden must be carried with substantial evidence.  This must be shown by a preponderance of the evidence.  Samuel J. Lansberry, Inc. v. Pa. Pub. Util. Comm'n, 134 Pa.Cmwlth. 218; 221-222, 578 A.2d 600; 602 (1990), app. denied, 529 Pa. 654, 602 A.2d 863 (1992).  A preponderance of evidence is that which is more convincing, by even the smallest amount, than that presented by the other party.  Se-Ling Hosiery v. Margulies, 364 Pa. 45, 70 A.2d 854 (1950).

		Additionally, any finding of fact necessary to support the Commission's adjudication must be based upon substantial evidence.  Mill v. Pa. Pub. Util. Comm'n, 447 A.2d 1100 (Pa.Cmwlth. 1982); Edan Transportation Corp. v. Pa. Pub. Util. Comm'n, 623 A.2d 6 (Pa. Cmwlth. 1993); 2 Pa.C.S. § 704.  More is required than a mere trace of evidence or a suspicion of the existence of a fact sought to be established.  Norfolk and Western Ry. v. Pa. Pub. Util. Comm'n, 489 Pa. 109, 413 A.2d 1037 (1980); Erie Resistor Corp. v. Unemployment Compensation Bd. Of Review, 166 A.2d 96 (Pa.Super. 1960); Murphy v. Dep't. of Public Welfare, White Haven Center, 480 A.2d 382 (Pa. Cmwlth. 1984).



Legal Standard

		LWWC must show that its proposal is consistent with the applicable law, namely, Act 11 and the requirements of the Commission's Final Implementation Order, Implementation of Act 11 of 2012, Docket No. M-2012-2293695 (entered August 2, 2012).

		Act 11 of 2012 (Act 11), which amends Chapters 3, 13 and 33 of the Pennsylvania Public Utility Code was signed into law on February 14, 2012, to allow, among other things, jurisdictional wastewater utilities, electric distribution companies, and natural gas distribution companies or a city natural gas distribution operation to petition for a DSIC.  This legislation was intended to reduce regulatory lag due to the use of rate case inputs that are outdated by the time new base rates become effective and to provide more ratemaking flexibility for the timely recovery of prudently incurred infrastructure costs.

		In response to the legislation, the Commission opened a proceeding and sought input from stakeholders regarding the implementation of Act 11 and issued a Tentative Implementation Order on May 10, 2012, which included a model draft tariff and proposed procedures and guidelines.  After an additional comment period, the Commission issued its Final Implementation Order to establish the procedures and guidelines for the utilities to follow.

		LWWC filed its LTIIP at Docket No. P-2013-2366873, consistent with the Public Utility Code Section 1352, which requires eligible utilities to file an LTIIP prior to implementing a DSIC that will allow the recovery of reasonable and prudent costs incurred to repair, improve or replace certain eligible distribution property that is part of the utility's distribution system.  66 Pa.C.S. § 1352.

		On September 12, 2013, the Commission issued its Opinion and Order which approved the LTIIP and directed that LWWC make a number of filings.  It also assigned the Office of Administrative Law Judge for hearing and preparation of a recommended decision the issue of (a) impact of accumulated deferred income taxes associated with DSIC investments; and (b) calculation of state income tax component of the DSIC revenue requirement.  Petition of Little Washington Wastewater Company for Approval of its Long-Term Infrastructure Improvement Plan and for Approval of a Distribution System Improvement Charge, Docket No. P-2013-2366873 (Opinion and Order of September 12, 2013 (September Order)).  These are the only two issues before the Commission in the present proceeding.

		I note that the parties have submitted a Joint Stipulation Addressing Application of Distribution System Improvement Charge to Contract Customers and Woodloch Pines (Joint Stipulation), as follows:

	1.	The tariff language at the beginning of LWWC's DSIC will be revised to read as follows:

In addition to the net charges provided for in this Tariff, a surcharge of ___ % shall apply to all bills issued on or after ______________, with the exception of those for Woodloch Pines.

	2.	Section III of LWWC's DSIC tariff language will be revised to read as follows:

The DSIC shall be applied equally to all customer classes, with the exception of Woodloch Pines and any future customers with negotiated contracts for which a reduction or exemption is shown to be reasonably necessary.

	3.	If LWWC seeks to include any DSIC-eligible improvements to the Woodloch Pines system in the DSIC mechanism, LWWC will notify the Public Utility Commission and the OCA in the relevant DSIC filing and propose the necessary changes to its tariff to begin applying the DSIC to Woodloch Pines.

		I note that the surcharge percentage and effective surcharge date are left blank in the stipulated paragraph and will be filled in based on the DSIC calculation and effective date for individual quarterly DSIC filings.  Joint Stipulation at 2, fn 2.  This Joint Stipulation represents agreement between the litigating parties which disposes of an issue in an acceptable manner.  No cost associated with improvements at Woodloch Pines are included as DSIC-eligible and Woodloch Pines remains a stand-alone, not regulated operation, and, as such, the Joint Stipulation is in the public interest and will be approved.

Explanation of the Issue

		The following explanation of ADIT is taken from a NARUC publication:

	Under Statement of Financial Accounting Standards (SFAS) 109, Accounting for Income Taxes, companies must recognize changes in tax rates when they occur and use deferred tax accounting.  The resulting comprehensive interperiod tax allocation, or income tax normalization, causes a rate base adjustment that is amortized over the tax life of the timing difference.  The option is cash-basis accounting, which "slows through" the timing difference to the income statement.

	Deferred income taxes (DIT) arise when income tax amounts provided for book purposes differ from the amount of taxes currently due and payable.  The primary cause of the tax differences is the straight-line depreciation rates used for rate making purposes versus the accelerated depreciation rates used for federal and state income tax purposes.  Under this method, there is higher depreciation expense for tax purposes than for regulatory book purposes, causing the taxes computed for regulatory books (and thus, included in revenue requirement) to be more than the taxes actually payable to the Internal Revenue Service and state taxing entities, in the early years of the asset's life.  In later years, the situation reverses itself, such that the revenue requirement will reflect a lesser amount of income tax than that which is actually dues and payable.  This difference then becomes a source of interest-free funds, provided by ratepayers and not investors.  This accumulated balance of interest-free funds (ADIT) is available to the utility to further invest until it is then needed to fund the taxes due and payable in the later years.

Rate Case and Audit Manual Prepared by NARUC Staff Subcommittee on Accounting and Finance (2003) at 24.



Party Positions

	LWWC

		LWWC makes four main arguments: (1) the plain language of Act 11 supports the DSIC calculation formula and exclusion of the OCA's ADIT adjustment; (2) the DSIC calculation formula is reflective of the model tariff; (3) the 15-year old water tariff does not include an ADIT adjustment; and, (4) customers are protected from over earning by the statutory earnings cap.

		1) LWWC: The plain language of Act 11 supports the DSIC calculation formula and exclusion of the OCA's ADIT adjustment

		LWWC states that the plain language of Act 11 and the legislative history supports the Company's DSIC calculation formula without the OCA's ADIT adjustment.  When the language of the statute is free from ambiguity, the letter of the statute is to be followed.  1 Pa.C.S. § 1921(b).  It is only when the words are not explicit that the intent may be determined from the contemporaneous legislative history.  1 Pa.C.S. § 1921(c)(7); LWWC MB at 12-13.  Under this analysis, LWWC argues that the absence of any mention of ADIT in the computation of the DSIC section is "a clear demonstration that the General Assembly did not intend to include an ADIT adjustment in the DSIC computation under Act 11.  LWWC MB at 13.

		According to LWWC, even if the contemporaneous legislative history is examined, what is revealed supports omission of the ADIT.  This is because an amendment to the Act was proposed which would have incorporated tax benefits as an offset in the final DSIC calculation, but that amendment was not adopted.  2011 Pa. Legislative Journal – House 1911 (October 3, 2011); LWWC MB at 13.

		LWWC points out that its witness, Ms. Kreszswick, acknowledged that the ADIT and tax effects of flow through timing differences of DSIC eligible investment are not represented in LWWC's current base rates but avers that the Commission has chosen to address the situation in full base rate proceedings, "which have separate calculations and supporting documentation for tax matters and a greater likelihood of litigation."  LWWC MB at 16.

		2) LWWC: The DSIC calculation formula is reflective of the model tariff

		There is no dispute regarding the LWWC's consistency with the model tariff, following the implementation of the Commission's directives in the September 12, 2013 Order.

		3) LWWC: The 15-year old water tariff does not include an ADIT adjustment

		The water DSIC, which has been used for 15 years, does not include an ADIT adjustment, a fact which is acknowledged by the Commission in its Final Implementation Order, where it rejects the OCA position.  Final Implementation Order at 39; LWWC MB at 17.

		4) LWWC: Customers are protected from over earning by the statutory earnings cap

		Finally, LWWC argues that the customers are protected from overearning by the statutory earnings cap, again citing the Commission:

[C]onsumers remain protected against over earnings by the earnings cap under Section 1358(b)(3) which "captures the revenue impact of all other adjustments and insure that the DSIC does not result in unreasonable rates."

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

Final Implementation Order at 29 (citations omitted); LWWC MB at 18.

		Citing again to the ALJs' Recommended Decision in Petition of Columbia Gas of Pennsylvania, Inc. for Approval of its Long-Term Infrastructure Improvement Plan and for Approval of a Distribution System Improvement Charge (Columbia RD), Docket No. P-2012-2338282 (Opinion and Order entered March14, 2013)(Commission referral to the Office of Administrative Law Judge for consideration of OCA's ADIT argument, the Recommended Decision has been issued in that case but the Commission had yet to issue its final decision), LWWC posits that the earnings cap provision included in the statute, as well as other consumer protections, will protect against overearnings and ensure that the rates are just and reasonable.  LWWC MB at 19.

	In assessing whether the DSIC rate is just and reasonable, the charge and the limiting provisions of customer protections must be considered together.  The earnings cap serves an important role in ensuring that the total effect of DSIC rates is just and reasonable.  The earnings cap compares the utility's current quarter's earnings, as reflected in its Quarterly Earnings Report, to the Commission's allowed rate of return.  In so doing, the earnings cap takes into consideration various factors identified in a 1308(d) proceeding, including the very same components (ADIT and accelerated tax depreciation deductions used to calculate state income taxes) that the OCA challenges.  The earnings cap examines whether the utility's rates are just and reasonable, as measured by the utility's return on equity.  The DSIC may not be charged if the utility is overearning the authorized return.  This determination is consistent with [Duquesne Light Co. v. Barasch, 488 U.S. 299 (1989)] and [Popowsky v. Pa. PUC, 683 A.2d 958 (Pa.Cmwlth. 1996)] by assessing whether rates are just and reasonable.  Viewed in its entirety, based upon the implementation of the water DSIC, the language of Act 11 indicating the intent to provide a straightforward and easy to calculate mechanism.  There is no evidence in the record that supports the conclusion that including an ADIT adjustment was intended by the General Assembly or Commission, or that such an adjustment is necessary to ensure that the proposed rate is just and reasonable.  In addition, based upon a review of the record, the arguments advanced by Columbia are consistent with the position taken by the Commission as expressed in the Final Implementation Order.  No persuasive evidence has been presented in this matter to justify the inclusion of ADIT in the DSIC calculation.

Columbia RD at 48-49 (footnotes omitted); LWWC MB at 19.
	OCA

		The OCA presents four basic arguments regarding ADIT: (1) ADIT must be included in the DSIC formula to ensure that rates are just and reasonable; (2) rates must be calculated correctly whether they are recovered through surcharges or base rates, as reflecting ADIT is not overly complicated; (3) the earnings cap does not prevent the DSIC from being overstated; and (4) nothing in the model tariff or water utility tariffs approved prior to Act 11 limits the Commission's authority to correct for ADIT going forward.  The final argument discusses state income taxes.

		1) OCA: ADIT must be included in the DSIC formula to ensure that rates are just and reasonable

		OCA witness Catlin explains:

Accumulated deferred income taxes arise because certain income tax deductions such as accelerated tax depreciation and bonus tax depreciation must be normalized under the provisions of the United States Internal Revenue Code.  That is, utilities such as LWWC are allowed to take tax deductions for accelerated and bonus depreciation that significantly reduce the income on which they must pay income taxes.  However, under the normalization provisions of the Internal Revenue Code, those tax reductions are not allowed to be flowed through in rates on a current basis.  Instead, income taxes for ratemaking purposes are calculated using book depreciation instead of tax depreciation as a deduction.  The resulting difference between the taxes actually paid (taking into account accelerated and bonus depreciation) and the income taxes for ratemaking (taking into account book depreciation) generates what is known as deferred income taxes.  ADIT is simply the cumulative balance of the deferred taxes generated over time.  ADIT represents a source of zero cost capital because the utility has paid less in taxes to the federal government than it has collected in rates.  Under standard ratemaking practice, the balance of ADIT is recognized as a source of zero cost capital, as it is in Pennsylvania and most other states, or included in capital structure with a zero cost.

OCA Stmt. TSC-1; OCA MB at 10-11.
		Accordingly, ADIT is both unavoidable and a source of zero cost capital which has been obtained from ratepayers and not shareholders.  As such, the accumulated deferred income taxes are used to reduce rate base.  These funds created by the tax deferral are tantamount to an interest-free loan.  OCA MB at 11; OCA RB at 5.

		OCA provides a list of Commission cases which support its argument, as the Commission agrees with it when the case is a base rate case.  Pa. Pub. Util. Comm'n v. West Penn Power Company, 32 PUR4th 245, 264-265, 53 Pa. PUC 410, 430-31 (1979)(If the ADIT is not deducted from rate base, the stockholders will be earning a return on money they never provided; consistent with Commission policy, the additional deduction needs to be made to rate base); Pa. Pub. Util. Comm'n v. Philadelphia Electric Company, 31 PUR4th 15 at 44-45, 52 Pa. PUC 772 at 802-03)(it is a well-settled Commission principle that tax depreciation benefits must either be flowed through to the benefit of the ratepayer or deducted from rate base); See also Pa. Pub. Util. Comm'n v. Bloomsburg Water Company, Docket No. R-891494, R-891494C001 (Final Order August 2, 1990), 1990 Pa. PUC LEXIS 157.

		It is the OCA position that DSIC rates must be consistent with standard ratemaking practice, which is to recognize the ADIT in calculating the rate base to which the DSIC pre-tax return rate will apply.  The rate base and revenue requirement for DSIC plant additions should be calculated the same way that rate base and revenue requirement are calculated for base rate purposes.  OCA MB at 13.

		2) Rates must be calculated correctly whether they are recovered through surcharges or base rates, as reflecting ADIT is not overly complicated and the earnings cap does not prevent the DSIC from being overstated.

		OCA argues that the rates charged to LWWC's customers must be calculated correctly, whether they are base rates or surcharge rates.  It is not just and reasonable for a utility to earn a return on dollars that the shareholders did not invest.  OCA MB at 9-10.

		Mr. Catlin explains his recommendation:
	To the extent that LWWC does realize deferred federal income tax benefits associated with DSIC eligible plant, the resulting ADIT should be deducted from rate base in determining the DSIC rate.  Therefore, the definition of DSIC shown on Original Page No. 10DSIC2 of LWWC's Tariff should be modified to read "DSI=Original cost of eligible distribution system improvement projects net of accrued depreciation and accumulated deferred income taxes."  (Emphasis indicates new language.)

OCA Stmt. TSC-1 at 6; OCA RB at 5.

		The inclusion of the DSIC mechanism in Chapter 13 of the Public Utility Code comes with the requirement that all rates be just and reasonable.  66 Pa.C.S. §§ 1301 et seq.  The statute specifies that only costs incurred shall be recovered by the DSIC surcharge, and thus, only those taxes actually paid should be recovered from ratepayers.  OCA MB at 14.

		In response to the LWWC claim that the ADIT is complicated, the OCA counters with a two-fold claim: First, complication should not justify approval of a surcharge which will allow the Company to charge ratepayers for a return on non-investor supplied funds; and second, the ADIT is not overly complex.  Rather, it is a necessary correction that is universally accepted as an essential element of just and reasonable rates.  OCA cites cases from Georgia, Kansas, Kentucky, Maine, Massachusetts, Missouri, Nebraska, New Jersey, Rhode Island and Utah for the concept that a DSIC-type cost recovery mechanism should include ADIT.  OCA MB at 15 (citations in fn 3; see also extensive cites at OCA MB 18-20).

		OCA explains that the major element of the DSIC property – state and federal income taxes – is already included in the DSIC.  In addition, the statute provides that the surcharge may take effect in as few as 10 days.  66 Pa.C.S. § 1357(d)(3).

		Importantly, the adjustments proposed by the OCA will not recognize offsetting changes that occur between base rate cases, including but not limited to the overall increase in the net plant in the applicable plant categories, and O&M savings associated with incremental investment.  Rather, the ADIT adjustment is consistent with the purpose of the DSIC, which is to permit timely recovery of the reasonable and prudent costs incurred to repair, improve or replace eligible property.  66 Pa.C.S. § 1353.  OCA MB at 15-16.

		3) The earnings cap does not prevent the DSIC from being overstated.

		The earnings cap will prevent a utility from charging a DSIC when its reported quarterly earnings exceed the rate of return authorized in its last base rate case or in the Commission's Quarterly Earnings Report.  66 Pa.C.S. § 1357(b)(2)-(3).  It is important to note that these reports are not subject to the review and scrutiny that occurs in a rate case and the question of whether a utility is over-earning may include factors unrelated to the DSIC.  It will not prevent utilities from overstating the surcharge revenue requirement and charging ratepayers a return on funds that were not supplied by investors.  OCA MB at 17.

		4) Nothing in the model tariff or water utility tariffs approved prior to Act 11 limits the Commission's authority to correct for ADIT going forward.

		To counter LWWC's argument that the ADIT issue has already been addressed by the Commission in its Implementation Order, OCA states that, while the Commission would have been justified in determining the outcome of the OCA Complaint based solely on its Final Implementation Order, there is no legal bar to the Commission's reconsideration of an issue which was determined in that Order.

Disposition

		The Final Implementation Order recognizes the OCA position and declines to adopt it, stating as follows:

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

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

Final Implementation Order at 39.

		LWWC argues that the OCA position was considered and rejected by the Commission in the Final Implementation Order and notes that the same issue arose in another case where the Commission also sent the issues to the Office of Administrative Law Judge.  Columbia RD at 37.  At the time of this writing, a Recommended Decision has been issued in that case but the Commission had yet to issue its final decision.  Note that the Columbia RD contains a detailed discussion of the legislative history of the development and adoption of Act 11, as well as a detailed analysis of ADIT and its role in determining whether the resulting rates were just and reasonable.

		LWWC cites the Columbia RD for the proposition that there is no reason for the Commission to reconsider the position that it took in its Final Implementation Order.  LWWC MB at 11.

		A Commission Order which spells out the Commission's decision so conclusively would normally be sufficient to end this discussion but the procedural stance of this case suggests that the Commission is seeking a legal analysis of the issue.  The Commission's Final Implementation Order would guide my analysis to a result similar to the ALJs' decision in the Columbia RD if this case had been assigned to me before the Commission adjudicated the other issues at this docket.  If that had been the case, I would not hesitate to adopt the reasoning and conclusions that ALJs Hoyer and Watson reached in their Columbia RD.

		However, the Commission assigned this issue to OALJ after it issued the Final Implementation Order.  From a procedural standpoint, the Commission could have simply decided this issue as well, as the Final Implementation Order determines the answer in what appears to be a conclusive manner.  Because the Commission could have dismissed the OCA complaints in both cases based solely on its prior determination in the Final Implementation Order, as it decided the other issues in the case, but declined to do so, I can only conclude that the Commission decided to revisit this issue and seeks a thorough analysis which may or may not lead to a different result.  Accordingly, I will interpret the Commission's assignment of this issue to OALJ as a directive to evaluate the arguments independent of the Commission's Final Implementation Order.

		First, LWWC supports the Commission's statement that the OCA method would add unnecessary complexity to the DSIC procedure, and the other utilities agreed with LWWC in their comments preceding the Final Implementation Order.  To this argument, the response is two-fold: (1) complexity is not a legal excuse; and (2) there is no complexity.

		While recognizing that one of the goals of the DSIC mechanism is to simplify the process in order to obtain the necessary funds for infrastructure improvement more quickly than a full-blown litigated base rate case would provide, it is quite clear that, in the development and implementation of the ratemaking process, there has not been dismissal of a step which ensures accuracy because it is just too hard.  The ratemaking process is a detailed and complex process because it has to be in order to come to the correct result: rates must be just and reasonable.  Nowhere in the statute does it state that rates must be easy to compute.  (Additional discussion regarding the lack of complexity appears below.)

		LWWC argues that the lack of mention of ADIT in the statute creates a negative inference, meaning that they could have put the ADIT resolution in the statute but chose not to, therefore there is no ADIT requirement.  There is considerable discussion of the legislative record regarding this item, but the actual words of the statute, when clear, do not require further investigation.  Even if it did require further investigation, there is insufficient evidence to create a negative inference.

		When the legislature declined to amend Act 11 to require consideration of the ADIT, LWWC posits that it is because the legislature wanted to simplify the process.  It is true that the entire DSIC mechanism is meant to "simplify" the process that is used in a base rate case.  As Act 11 represents the creation of single-issue ratemaking, this goal is already accomplished.  It takes a great leap of logic to jump from simplification to the conclusion that ADIT was meant to be omitted, and there is no evidence to support this leap.

		It is also possible that the legislature did not amend Act 11 to require ADIT because it assumed that the Commission would adopt the proper protocols and that the legislature did not need to include in the enabling legislation those detailed directives that are beyond the expertise of the legislature but well within the expertise of the Commission.  In fact, the research provided by OCA indicates that at least one legislator believed exactly that:

And while the approach being offered by [Rep. Mundy] seems to be rather straightforward and simplistic, in reality this inclusion of accumulated depreciation, which is a fairly complex and highly technical issue, is one best left to the Public Utility Commission for evaluation when determining any alternative rate mechanism being proposed, not for the legislature to start monkeying around and throwing our 2 cents in when in reality the experts need to be dealing with this.

2011 Legisl. Journal – House at 1910 (Oct. 3, 2011)(Rep. Reichley); OCA RB at 10-11.

		In other words, the reason that the legislature did not amend Act 11 to recognize ADIT should not be used to support either party's position.

		In traditional rate-making,
Although the Commission is vested with broad discretion in determining what expenses incurred by a utility may be charged to the ratepayers, the Commission has no authority to permit, in the rate-making process, the inclusion of hypothetical expenses not actually incurred.  When it does so, as it did in this case, it is an error of law subject to reversal on appeal.

Barasch v. Pa. Pub. Util. Comm'n,  507 Pa. 561, 493 A.2d 653 (1985), 1985 Pa. LEXIS 329 (utility violated basic rate-making principles by charging ratepayers for the disproportionate share of taxes paid by utility corporation and that the ratepayers were entitled to the benefits of reduced tax expenses accruing to the utility by participation in a consolidated tax return).

		The Barasch court quoted another case adjudicated just prior to this one:

We recently held in Barasch v. Pennsylvania Public Utility Commission and Pennsylvania Power Company, 507 Pa. 496, 491 A.2d 94 (1985) that the rate-making practice of "normalization" which, when "applied to income tax expense . . . permits a public utility to include in its current rate base an income tax expense higher than that which it has been required to pay on the assumption that the taxes saved by accelerated depreciation are merely deferred," Id., 507 Pa. 500 n. 1, 491 A.2d 95 n. 1, violated the "actual taxes paid" doctrine.  We disapproved of this concept concluding that it was contrary to the requirement that rates approved by the commission must be "just and reasonable."  Id., 506 Pa. at 515, 491 A.2d at 103.  Where an expense is not actually incurred, be it for taxes or otherwise, it is improper to include it in the rates charged to the ratepayers.

Barasch at 507 Pa. 657.

		While the legislature did create the DSIC mechanism to allow a shorter time for recovery of costs, the legislature did not overrule this basic principle.  LWWC's formula, which does not include an adjustment for ADIT, charges ratepayers for taxes which have not been incurred.

		The wording in the statute provides further support for the OCA position:
§ 1353.  Distribution system improvement charge
	(a)	Authority.—Except as provided under this subchapter, after January 1, 2013, a utility may petition the commission, or the commission, after notice and hearing, may approve the establishment of a distribution system improvement charge to provide for the timely recovery of the reasonable and prudent costs incurred to repair, improve or replace eligible property in order to ensure and maintain adequate, efficient, safe, reliable and reasonable service.
* * *
66 Pa.C.S. § 1353(a)(emphasis added).

		The "timely recovery of the reasonable and prudent costs incurred" cannot be read to include the recovery of taxes which have not been paid.  Nowhere in the legislation is there approval of the creation of a "source of interest-free funds, provided by ratepayers and not investors."  Rate Case and Audit Manual Prepared by NARUC Staff Subcommittee on Accounting and Finance (2003) at 24.  Every statute shall be construed, if possible, to give effect to all its provisions.  1 Pa.C.S. § 1921(a); OCA RB at 9.  Applying the "plain language" argument advanced by LWWC supports the inclusion of the ADIT adjustment, not its exclusion.

		As OCA points out, the addition of the ADIT element to the DSIC formula is not overly complex, as the major element of the DSIC property – state and federal income taxes – is already included in the DSIC.  In addition, the statute provides that the surcharge may take effect in as few as 10 days.  66 Pa.C.S. § 1357(d)(3).

		OCA also points out that the "complex" elements of a base rate case are not at issue here.  The adjustments proposed by the OCA will not recognize the overall increase in the net plant in the applicable plant categories, offsetting O&M savings associated with incremental investment, and any other offsetting changes that occur between base rate cases.  Rather, the ADIT adjustment is consistent with the purpose of the DSIC, which is to permit timely recovery of the reasonable and prudent costs incurred to repair, improve or replace eligible property.  66 Pa.C.S. § 1353.  OCA MB at 15-16.  When scrutinized, the argument that the recognition of ADIT makes the process too complicated, fails as unsupported by substantial evidence.

		There is no dispute that the LWWC proposed tariff is reflective of the model tariff associated with the Commission's Final Implementation Order; nor is there a dispute that the 15-year-old water tariffs do not include an ADIT adjustment.  Neither does there appear to be appellate authority to support either its inclusion or exclusion.  However, the OCA points out that, while Act 11 recognizes the water DSIC and does not require an existing, approved water DSIC to comply with Act 11, there is no requirement that new DSIC plans comport with the existing water DSICs.  It is well known that legislation can "grandfather in" existing practices and only be applicable to future events or actions, and the fact that this legislation does not require the revision of existing water company DSIC plans is not proof that the legislature does not want new DSIC plans to comply with the legislation.  As there is no evidence to support a finding that the statute anticipates that all DSIC formulas will be like the water DSICs already in existence, this argument also fails.

		As OCA points out, LWWC has offered no evidence or argument to refute the conclusion that failure to recognize ADIT will overstate the investment balance and allow the Company to earn a return of funds that were not supplied by investors.  Accordingly, in the absence of the application of the Commission's Final Implementation Order, LWWC has failed to meet its burden of proving that its DSIC formula is just and reasonable without the ADIT adjustment.

Calculation of the state income tax component

	Party positions
	LWWC

		The Company avers that its DSIC calculation formula calculates the pre-tax return using statutory federal and state income tax rates, along with the Company's actual capital structure and actual cost rates for long-term debt and preferred stock.  LWWC St. 1S, Appendix A, Original Page No. 10DSIC1; LWWC MB at 20.

		LWWC states that its formula is consistent with the Final Implementation Order, page 31, which directs companies to calculate the pre-tax return using the federal and state income tax rates, the utility's actual capital structure and actual cost rates for long-term debt and preferred stock, and the cost of equity from the utility's most recent fully litigated base rate case.  
Final Implementation Order at 31.

		This, LWWC argues, is consistent with the current water DSIC procedure, is reflective of a straightforward process that is easy to calculate/audit, and does not require a full rate case analysis.  LWWC Stmt. 1-R at 4; LWWC MB at 20-21.  It quotes extensively from the Columbia RD, which reached a legitimate result based on the application of the Commission's Final Implementation Order.

	OCA

		The OCA states that the actual taxes paid doctrine, which holds that a utility is not entitled to an allowance on account of a tax which it had not been called upon to pay, requires that a correction be made to LWWC's calculation of state income taxes in the DSIC revenue requirement determination.  See Barasch v. Pa. Pub. Util. Comm'n, 507 Pa. 496, 521, 491 A.2d 94, 107 (1985) (Pennsylvania Supreme Court found that rates can only be just and reasonable if they are based on the actual taxes paid, and utility required to flow through state income tax benefits to ratepayers on a current basis).

		OCA recognizes that LWWC correctly flows through the state income tax benefits of accelerated depreciation and bonus depreciation.  OCA Stmt. 1 at 7; OCA MB at 22.  OCA submits that LWWC must calculate the state income tax revenue requirement for the DSIC plant additions in the same manner, as the requirement that rates be just and reasonable applies to every rate.  "It is no more lawful or appropriate for ratepayers to pay phantom state income taxes in rates established between base rate cases than it is in rates established in a base rate case."  66 Pa.C.S. § 1301; OCA MB at 23.

		Further, the Final Implementation Order and the model tariff do not specifically address this issue:

	In summary, the Commonwealth's highest court has held that no rate is just and reasonable if it does not reflect the actual taxes paid by the utility.  Act 11 also imposes the requirement that fixed costs, which include pre-tax return, recovered through the DSIC must have been "incurred" by the utility.  LWWC's state income tax expense for DSIC revenues will be affected by applicable tax deductions for accelerated depreciation and bonus depreciation related to the DSIC investment.  To make the DSIC calculation correct (and to allow recovery only for costs actually incurred by the utility), LWWC's pre-tax rate of return must recognize the flow-through of state income tax deductions associated with the investments that are recovered through the DSIC.

OCA MB at 14.

Disposition

		LWWC states that it is not necessary to flow through state income tax deductions in the DSIC rate because there is an earnings cap.  LWWC MB at 21-23.  However, the earnings cap will only prevent a utility from charging a DSIC when its reported quarterly earnings exceed a certain rate of return, and whether or not a utility is "over-earning" may depend on other factors unrelated to the DSIC.

		LWWC will not pay state income taxes on the full amount of its equity return, and accordingly, the state income tax rate used to calculate DSIC revenue requirement should reflect the state income tax expense actually paid.  Nothing in the statute or in the Final Implementation Order states otherwise.  In fact, as discussed above, the DSIC legislation approves establishment of a DSIC to provide for the timely recovery of the "reasonable and prudent costs incurred" between base rate cases.  If a cost is not incurred, it cannot be "recovered."  Nor has it disputed that the use of the full statutory state income tax rate will allow the Company to charge ratepayers for state income taxes that it will not incur.  OCA RB at 6.

		Therefore, to prevent utilities from overstating the surcharge revenue requirement and improperly charging ratepayers for state income taxes that the utility will not pay, the Commission should require the flow-through of state income tax deductions associated with the DSIC plant.  The OCA Complaint is sustained.

CONCLUSIONS OF LAW

1. The Commission has jurisdiction over the subject matter and the parties to this proceeding pursuant to 66 Pa.C.S. §§ 1350-1360.

2. As the petitioner or moving party, Little Washington Wastewater Company has the burden of proof in this matter.  66 Pa.C.S. § 332(a)

3.	This burden must be carried with substantial evidence.  This must be shown by a preponderance of the evidence.  Samuel J. Lansberry, Inc. v. Pa. Pub. Util. Comm'n, 134 Pa.Cmwlth. 218, 221-222, 578 A.2d 600; 602 (1990), app. denied, 529 Pa. 654, 602 A.2d 863 (1992).

		4.	A preponderance of evidence is that which is more convincing, by even the smallest amount, than that presented by the other party.  Se-Ling Hosiery v. Margulies, 364 Pa. 45, 70 A.2d 854 (1950).

		5.	Any finding of fact necessary to support the Commission's adjudication must be based upon substantial evidence.  Mill v. Pa. Pub. Util. Comm'n, 447 A.2d 1100 (Pa.Cmwlth. 1982); Edan Transportation Corp. v. Pa. Pub. Util. Comm'n, 623 A.2d 6 (Pa. Cmwlth. 1993); 2 Pa.C.S. § 704.

		6.	More is required than a mere trace of evidence or a suspicion of the existence of a fact sought to be established.  Norfolk and Western Ry. v. Pa. Pub. Util. Comm'n, 489 Pa. 109, 413 A.2d 1037 (1980); Erie Resistor Corp. v. Unemployment Compensation Bd. Of Review, 166 A.2d 96 (Pa.Super. 1960); Murphy v. Dep't. of Public Welfare, White Haven Center, 480 A.2d 382 (Pa. Cmwlth. 1984).

		7.	Act 11 of 2012 (Act 11), which amends Chapters 3, 13 and 33 of the Pennsylvania Public Utility Code was signed into law on February 14, 2012, to allow, among other things, jurisdictional wastewater utilities, electric distribution companies, and natural gas distribution companies or a city natural gas distribution operation to petition for a distribution system improvement charge (DSIC).  This legislation was intended to reduce regulatory lag due to the use of rate case inputs that are outdated by the time new base rates become effective and to provide more ratemaking flexibility for the timely recovery of prudently incurred infrastructure costs.

		8.	In response to the legislation, the Commission issued its Final Implementation Order to establish the procedures and guidelines for the utilities to follow.  Final Implementation Order, Implementation of Act 11 of 2012, Docket No. M-2012-2293695 (entered August 2, 2012).

		9.	Section 1352 requires eligible utilities to file an LTIIP prior to implementing a DSIC that will allow the recovery of reasonable and prudent costs incurred to repair, improve or replace certain eligible distribution property that is part of the utility's distribution system.  66 Pa.C.S. § 1352.

		10.	On September 12, 2013, the Commission issued its Opinion and Order which approved the LWWC LTIIP and directed that LWWC make a number of filings.  It also assigned to the Office of Administrative Law Judge for hearing and preparation of a recommended decision the issues of (a) impact of accumulated deferred income taxes associated with DSIC investments; and (b) calculation of state income tax component of the DSIC revenue requirement.  Petition of Little Washington Wastewater Company for Approval of its Long-Term Infrastructure Improvement Plan and for Approval of a Distribution System Improvement Charge, Docket No. P-2013-2366873 (Opinion and Order of September 12, 2013.

		11.	When the language of the statute is free from ambiguity, the letter of the statute is to be followed.  1 Pa.C.S. § 1921(b). 

		12.	It is only when the words are not explicit that the intent may be determined from the contemporaneous legislative history.  1 Pa.C.S. § 1921(c)(7); LWWC MB at 12-13; Pa. Pub. Util. Comm'n v. West Penn Power Company, 32 PUR4th 245, 264-265, 53 Pa. PUC 410, 430-31 (1979)(If the ADIT is not deducted from rate base, the stockholders will be earning a return on money they never provided; consistent with Commission policy, the additional deduction needs to be made to rate base); Pa. Pub. Util. Comm'n v. Philadelphia Electric Company, 31 PUR4th 15 at 44-45, 52 Pa. PUC 772 at 802-03)(it is a well-settled Commission principle that tax depreciation benefits must either be flowed through to the benefit of the ratepayer or deducted from rate base); See also Pa. Pub. Util. Comm'n v. Bloomsburg Water Company, Docket No. R-891494, R-891494C001 (Final Order August 2, 1990), 1990 Pa. PUC LEXIS 157.

		13.	Chapter 13 of the Public Utility Code comes with the requirement that all rates be just and reasonable.  66 Pa.C.S. §§ 1301 et seq.

		14.	The earnings cap will prevent a utility from charging a DSIC when its reported quarterly earnings exceed the rate of return authorized in its last base rate case or in the Commission's Quarterly Earnings Report.  66 Pa.C.S. § 1357(b)(2)-(3).

		15.	The Joint Stipulation Addressing Application of Distribution System Improvement Charge to Contract Customers and Woodloch Pines is in the public interest.

		16.	In Pennsylvania, state income tax benefits have traditionally been flowed through to ratepayers on a current basis, consistent with the actual taxes paid doctrine.



ORDER

		THEREFORE,

		IT IS RECOMMENDED:

		1.	That the DSIC calculation proposed by Little Washington Wastewater Company, which does not include ADIT as an offset to DSIC eligible plant, as implemented through its filing of Supplement No. 85 on September 23, 2013 and reflected in its presently effective tariff, is disapproved.

		2.	The DSIC calculation proposed by Little Washington Wastewater Company, which does include the state income tax gross-up, as implemented through its filing of Supplement No. 85 on September 23, 2013 and reflected in its presently effective tariff, is disapproved.

		3.	That Little Washington Wastewater Company shall modify its tariff, containing the revised language below, to be effective on ten days' notice:

DSI=Original cost of eligible distribution system improvement projects net of accrued depreciation and accumulated deferred income taxes.

		4.	That Little Washington Wastewater Company shall modify its pre-tax rate of return in the DSIC calculation to recognize the flow-through of state income tax benefits associated with the investments that are recovered through the DSIC.  Revenues collected pursuant to its DSIC tariff will be refunded based on the Commission's resolution in this Order.

		5.	The proposed Joint Stipulation Addressing Application of Distribution System Improvement Charge to Contract Customers and Woodloch Pines is approved.

		6.	That the tariff language at the beginning of Little Washington Wastewater Company's DSIC will be revised to read as follows:
In addition to the net charges provided for in this Tariff, a surcharge of ___ % shall apply to all bills issued on or after ______________, with the exception of those for Woodloch Pines.

		7.	Section III of Little Washington Wastewater Company's DSIC tariff language will be revised to read as follows:

The DSIC shall be applied equally to all customer classes, with the exception of Woodloch Pines and any future customers with negotiated contracts for which a reduction or exemption is shown to be reasonably necessary.

[bookmark: _GoBack]		8.	If Little Washington Wastewater Company seeks to include any DSIC-eligible improvements to the Woodloch Pines system in the DSIC mechanism, Little Washington Wastewater Company will notify the Public Utility Commission and the Office of Consumer Advocate in the relevant DSIC filing and propose the necessary changes to its tariff to begin applying the DSIC to Woodloch Pines.

		9.	That the Complaint filed by the Office of Consumer Advocate is sustained, consistent with this Order.


Dated:	April 16, 2014					____/s/_____________________________
							Susan D. Colwell
							Administrative Law Judge
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