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PENNSYLVANIA Susan Simms Marsh P 717-531-3208
AME RIC-AN WATER Deputy General Counsel F717-531-3399
800 West Hersheypark Drive £ Susan.marsh@amwater.com
Hershey, PA 17033 | www.amwater.com

March 9, 2018

e-File

Rosemary Chiavetta, Secretary
Commonwealth of Pennsylvania
Pennsylvania Public Utility Commission
Commonwealth Keystone Building
400 North Street

Harrisburg, PA 17120

Re: Tax Cuts and Jobs Act of 2017 (“TCJA”)
M-2018-2641242

Dear Secretary Chiavetta:

Pennsylvania-American Water Company (the “Company”}) received the
Secretarial Letter dated February 12, 2018 (“Secretarial Letter”), wherein the
Commission is determining the effects of the TCJA on the tax liabilities of
Commission-regulated public utilities for 2018 and future years and the
feasibility of reflecting such impacts in the rates charged to Pennsylvania utility

ratepayers.

The Company is submitting the enclosed responses to the data requests that
accompanied the Secretarial Letter.

Sincerely,

Susan Simms Marsh

Enclosure



PENNSYLVANIA-AMERICAN WATER COMPANY’S COMMENTS AND
RESPONSES TO DATA REQUESTS SUBMITTED IN RESPONSE TO THE
COMMISSION’S SECRETARIAL LETTER ISSUED FEBRUARY 12, 2018
REGARDING THE IMPACT OF THE TAX CUTS AND JOBS ACT OF 2017

Pennsylvania-American Water Company’s Comments On
The Issues Presented For Comment In The Commission’s
February 12, 2018 Secretarial Letter at Docket Number M-2018-2641242

(1) Whether the Commission should adjust current customer rates to reflect the reduced
annual state and federal income tax expenses of public utilities due to the tax rate
changes in the TCJA.

Response:

The Commission should not impose a single, “one-size-fits-all” solution on all utilities.
There are significant differences among utility sectors, and between utilities within
each sector, that should be considered in determining the manner in which changes in
revenue requirement resulting from the reduction in the Federal corporate income tax
rate made by the Tax Cuts and Jobs Act (“TCJA”) should be used to benefit customers.
As the Commission is aware, utilities in general are highly capital intensive, and water
utilities are among the most capital-intensive companies in the utility industry because
of their high rate of replacement and rehabilitation of aging infrastructure and their high
levels of capital investment needed to enhance reliability, assure high-quality customer
service (given that water utilities provide a commodity for human consumption), meet
new and evolving drinking water and environmental mandates and assist the
Commission in dealing with the state-wide problems of troubled and non-viable water
and wastewater systems. The dimensions of Pennsylvania-American Water Company’s
(“PAWC” or the “Company”) levels of annual capital investment are illuminated by the
fact that, between the end of the fully projected future test year (“FPFTY”) in its 2013
base rate case (December 31, 2014) through the end of the FPFTY in its last base rate
(December 31, 2018), the Company will have invested over $1.26 billion in new plant
and equipment.! Financing such high levels of annual plant additions has been an on-
going challenge for water utilities, including PAWC. One of the consequences for
regulated utilities of a direct and immediate pass-through of the TCJA’s Federal income
tax rate reduction is to reduce cash flow, reduce internally-generated funds available for
new investments and stress various financial metrics that directly bear on credit ratings
(and interest rates) for new and refunding debt issuances. And, it should be noted that
the TCJA, in addition to reducing the Federal corporate income tax rate, eliminated
“bonus” depreciation for public utility property. Moody’s Investors Services
recognized the adverse effects of the TCJA on public utilities in its Rating Action
report issued on January 19, 2018,2 where it expressed the general view of credit rating
agencies that “tax reform is credit negative for US regulated utilities.” In Data Request
No. 3, the Commission appears to recognize that utility customers may receive a more

1 See PAWC St. 1, p. 5, and PAWC St. 3, pp. 3-36 and 41-50 at Docket No. R-2017-2595853, et al.
2 www.moodys.com/research/Moodys-changes-outlooks-on-25-US-regulated-utilities.
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significant, substantial and lasting benefit by using the TCJA’s reduction in tax expense
to fund important reliability and service-related capital investments rather than
providing a temporary rate reduction through a direct pass-through of tax savings to be
followed by significant rate increases. As explained in more detail in the Company’s
response to Data Request No. 3, there are one or more specific programs that could be
funded by the tax reduction created by the TCJA that would produce longer-term
savings to customers, provide immediate service-related benefits and reduce the risk of
adverse impacts on financing costs that otherwise could result from the stress on the
Company’s financial metrics created by the TCJA. Accordingly, the Commission
should not adjust PAWC’s current base rates to reflect the estimated effects of the
TCJA’s tax law changes and, instead, should adopt the Company’s proposal for the use
of any TCJA differential in the manner set forth in the Company’s response to Data
Request No. 3. The Company’s proposal will provide direct benefits to customers,
including enhancements in service and reliability, and stabilize rates by avoiding a
temporary decrease followed by incrementally higher increases in the near-term future.

(2) If so, the appropriate negative surcharge or other methodologies that would permit
immediate modifications to consumer rates.

Response:

See the Company’s response to Issue No. 1, above.

(3) Whether the surcharge or other methodology should provide that any refunds to
customers due to these reduced taxes be effective as of January 1, 2018.

Response:

With respect to the manner in which the tax rate reduction should be recognized and
applied to benefit customers, see the Company’s response to Issue No. 1, above. The
attempt to require utilities to make “refunds” of amounts collected under their
Commission-approved rates since January 1, 2018 would violate the principle of
“Commission-made rates” and the prohibition against retroactive ratemaking. Any
calculation of the tax benefit to which customers are entitled (either as applied to funds
used for new investments, as the Company proposes, or as a reduction in current rates)
must start on the date that the Commission, after notice and a hearing, determines that
existing rates are not just and reasonable, and may be effective only on a prospective
basis.



Pennsylvania American Water Company’s
Verified Responses (Consolidated With Respect To Water and
Wastewater Operations) To The Commission’s Data Requests In
Attachment B To The February 12, 2018 Secretarial Letter at
Docket Number M-2018-2641242

1. How does the reduction in the corporate Federal Income Tax rate
from 35% to 21% affect your federal tax obligations for calendar
year 2018 and subsequent tax years? Please quantify your response
as to the effect on both current and deferred tax obligations.

RESPONSE:

Please refer to Exhibit No. 1, which shows the calculation of the
impact on the Company’s revenue requirement of the change to
the corporate Federal income tax rate from 35% to 21% based on
the spreadsheet template provided as Attachment C to the
Commission’s Secretarial Letter. This calculation is based on data
from the Company’s most recent base rate case at Docket No. R-
2017-2595853, where base rates were established for water and
wastewater service utilizing calendar year 2018 as the Company’s
FPFTY.

2. If areduced tax obligation is passed through to ratepayers, explain
the methodology to be used to compute the reduction, the rate
mechanism to accomplish the reduction, and the allocation among
customer classes.

RESPONSE:

Although the Company does not support an immediate pass-
through to customers of the reduction in tax expense created by
the TCJA (see the Company’s responses to Issue No. 1, above, and
Data Request No. 3), if the Commission were to require such a
pass-through to customers, the amount of the pass-through should
be based on the calculation provide by the Company in Exhibit
No. 1 to these responses. The rate mechanism to accomplish the
pass-through, if that approach is required, should be a negative
surcharge to customers’ bills that is expressed as a percentage,
similar to the State Tax Adjustment Surcharge. The allocation of
the reduced revenue requirement among rate classes would be
based on the level of revenues by class agreed to in the
Commission-approved settlement of the Company’s 2017 base
rate case.



3. If any of the potential tax savings from the reduced federal
corporate tax rate can be used for purposes other than to reduce
customer rates, provide details on how and where those tax savings
can be used.

RESPONSE:

Pennsylvania American Water is recommending that any
projected TCJA differential created by the change in the corporate
federal income tax rate from 35% to 21% be deferred into a
regulatory liability account and used as a balancing account for the
following items:

i,

Offset future customer increases associated with the
Company’s DSIC program. The Company’s would not
implement water or wastewater DSIC charges until after its
next base rate case. The DSIC revenue that would have
been recovered by DSIC charges imposed on customers’
bills beginning in April 2019 would still be recorded as
revenue but will be offset by the regulatory
liability/balancing account established with the projected
TCJA differential. In this way, rate stability can be
maintained and the Company can avoid the potential
customer confusion and potential issues for customers
trying to budget their utility costs that would be created by
providing a temporary bill credit followed by bill increases
that would be incrementally higher because of the
expiration of that bill credit.

Offset tax liabilities the Company will incur based on the
change in the taxability of contributions and advances.
Please refer to the Company’s response to Data Request No.
fl.

Offset the cost of the “Customer Side Lead Service Line
Replacement Program.” (Docket No. P-2017-2606100)

Any remaining balance in the regulatory liability account at
the time of the Company’s next base rate case will be
flowed back to customers and reduce the resulting base rate
increase.

Please refer to Exhibit No. 2 for an example of how the balancing
account would function.

Deferral of the revenue excess would directly benefit the
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customers of PAWC by ensuring stable rates for the next few
years, proactively addressing customer side lead service lines,
increasing the customer base and offsetting future rate increases
associated with continued investments to upgrade the system.

4. Does the company have any Net Operating Losses (NOL) as of
12/31/17? Please quantify the impact of the Tax Cuts and Jobs Act
(TCJA).

RESPONSE:

In the Company’s most recent base rate case at Docket No. R-
2017-2595853, which established base rates that become effective
January 1, 2018, the Company, in the calculation of its claimed
income tax expense through the end of the FPFTY (December 31,
2018), provided to customers the benefit of all NOLs that existed
as of December 31, 2017. However, because the FPFTY has not
yet ended, the Company is still showing an NOL on its books of
account. The estimated federal NOL is $85.3 million at December
31,2017, and the estimated State NOL is $18.7 million at that date.

5. Does the company have any Deferred Tax Liabilities as of 12/31/17?
Please quantify the impact of the Tax Cuts and Jobs Act (TCJA).

Yes, the Company had deferred tax liabilities, as well as deferred
tax assets, on its books of account as of December 31, 2017. The
Company recognizes that the deferred tax liabilities and deferred
tax assets will need to be re-measured based on the change in the
Federal corporate income tax rate. The Company’s initial estimate
of the excess accumulated deferred income tax (“ADIT”) that will
result from the rate reduction enacted under the TCJA is $318.7
million. The Company is unable at this time to calculate with the
appropriate degree of precision the re-measurement, including
methods and amortization periods, of net ADIT, and, therefore,
the estimate provided above is subject to change. As utilities and
accounting professionals work through the impact of the TCJA,
some tax changes may not be fully recognized for some time in
the future because accounting and tax guidance is still being
developed by Congress and the Internal Revenue Service that is
needed to clarify how various provisions of the new law should be
interpreted and applied. As a consequence, any December 31,
2017 estimates will need to be modified when the Company files
its 2017 tax returns. Therefore, any impacts resulting from the re-
measurement of the Company’s ADIT at December 31, 2017
should be deferred till the Company next base rate case. It should
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be noted that customers are receiving the benefit of the higher
level of ADIT as reduction to rate base because that higher level
of ADIT was already reflected in setting the Company’s existing
rates. The flow-back of re-measured ADIT would have to be
accompanied by a ratable increase in rate base to reflect the
resulting reduction in the ADIT rate-base offset.

6. Are there any impacts on riders/surcharges resultant from the
TCJA? If so, please explain.

RESPONSE:

There is no effect on any Company riders or surcharges because
the Company is not currently charging any rider-based charge or
surcharge. Any future Distribution System Improvement Charge
(“DSIC”) filing to reflect new DSIC-eligible investment made in
2019 in excess of levels reflected in the FPFTY plant in service
included in its 2017 base rate case will be calculated at the 21%
Federal corporate federal income tax rate that became effective on
January 1, 2018.

7. Are there any other changes made in the TCJA that will impact the
company?
If so,please explain.

RESPONSE:

Yes. In addition to the change in the federal income tax rate, the
TCJA also made the following changes:

¢ Bonus depreciation has been eliminated for regulated utilities’
capital projects that commence after September 27, 2017.

e Contributions in Aid of Construction (“CIAC”) and Customer
Advances for Construction (“CAC”) received after January 1,
2018 will be taxable to water and wastewater utilities.

e The deduction for domestic manufacturing activities has been
eliminated.

» Limitations are imposed on interest deductibility, from which
regulated utilities have been exempted.

Further limitations have been imposed on deductions for meals
and for compensation in excess of $1 million, effective as of
January 1, 2018.

The most significant of the items identified above are the
elimination of bonus depreciation and the provisions making
CIAC and CAC taxable when received by water and wastewater
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utilities.

As previously note, upon the effective date of the TCJA, CIAC
and CAC received by the Company will be treated as taxable
income. CIAC includes, in addition to developer payments for
main extensions, payments received from the Pennsylvania
Department of Transportation for main relocations required by
highway construction. CAC is driven by payments made for the
extension of utility facilities to furnish service and are subject to
refund. The Company plans to adopt the “no gross-up” method of
billing and accounting for CIAC and CAC. Under this method,
the income taxes associated with CIAC and CAC will be recorded
in a deferral account equivalent to recording a deferred tax asset
and, as such, will reduce ADIT liabilities in future base rate cases.
The future tax depreciation on plant additions funded by non-
grossed-up CIAC and CAC will cause the deferred tax asset to
reverse over the tax life of such plant additions, thus increasing net
ADIT liabilities as the tax benefit of the additional tax
depreciation is realized. Such future tax depreciation will not be
reflected in calculating tax expense for ratemaking purposes in
future base rate cases. Under the no gross-up method, the income
taxes paid by the Company on CIAC/CAC are not charged to the
party paying the CIAC/CAC nor are they included in revenue
requirement used to establish rates for service to other customers.
Future tax depreciation on such contributed property will provide
a tax benefit (through depreciation deductions) that equals the
nominal amount of the income tax paid by the Company when the
CIAC/CAC was included in its taxable income in the year such
CIAC/CAC was received. The time value associated with the lag
between the Company’s payment of income taxes on CIAC/CAC
and future recovery of those amounts through depreciation
deductions is recognized by the increase in rate base that results
from treating the deferred amount as a deferred tax asset that
offsets ADIT. When the no gross-up method is employed, the
Internal Revenue Service’s regulations require the tax-book
timing difference to be normalized by reflecting the deferred
amount in rate base.

8. What test year should be used to quantify the new 21% federal
corporate tax rate to be effective 1/1/18?

RESPONSE:

For PAWC, the test year used to quantify the impact of the 21%
Federal corporate tax rate should be the FPFTY (2018) employed
in the Company’s most recent base rate case at Docket No. R-
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2017-2595853. Any calculation of the tax benefit based on the
projected TCJA differential to which customers are entitled (either
as applied to funds used for new investments, as the Company
proposes, or as a reduction in current rates) must start on the date
that the Commission, after notice and a hearing, determines that
existing rates are not just and reasonable, and may be effective
only on a prospective basis.

9. Please provide the following information regarding your last
Commission approved rate case:

a. Docket Number
RESPONSE:R-2017-2595853

b. Date filed
RESPONSE:April 28, 2017

¢. Approved Rate of Return
RESPONSE:

This rate case was resolved by a black box settlement. To
calculate the scale-back of the revenue increase among water
operations, wastewater operations excluding the Scranton
wastewater system and the Scranton wastewater operations, an
overall rate of return of 7.54% was used for water operations
and 6.91% for the Scranton and non-Scranton wastewater
operations. (The difference in overall rates of return reflected
differences in capitalization ratios and long-term debt costs for
the Company’s water and wastewater operations.)

d. Approved Increase in Annual Revenues
RESPONSE:
Total - $61,850,000
Water - $56,281,588
Wastewater Excluding Scranton - $2,907,194
Scranton Wastewater - $2,661,218

e. Allocation of Approved Increase Among Major Customer
Classes

RESPONSE:Please refer to Exhibit No. 3
8



f. Effective Date of new rates
RESPONSE:January 1, 2018
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Pennsylvania American Water Company

M-2018-2641242
R-2017-2595853 (Rates Effective 1/1/18)

Water Operations
Customer Classification

Residential
Commercial

Industrial

Industrial - Contract Sales
Public (Municipal)
Resale

Resale - Contract Sales
Private Fire Protection
Public Fire Protection
Total Sales of Water
Other Water Revenues
Total

Rate Increase
Approved
$35,543,498

16,288,901
2,563,687
28,427
857,882
56,356
16,792
334,884
214,186

$55,904,613

376,477

$56,281,090

Wastewater Operations Excluding Scranton

Customer Classification
Residential

Commercial

Industrial

Municipal

Bulk Sales - Coatesville
Total Sales WW

Other Operating Revenues
Total

Scranton Wastewater Operations

Customer Classification
Residential
Commercial
Industrial
Municipal
Total Sales
Other Operating Revenues
Total

Total

Based on Proof of Revenues

Rate Increase
Approved
$2,094,128
358,651
63,899
97,881

267,538

$2,882,097
25,203

$2,907,300

Rate Increase
Approved
$1,560,747
848,865
177,343
50,881

$2,637,836

23,057

$2,660,893

$61,849,283

Total Revenues
Approved
$427,223,887

162,340,355
26,938,397
2,867,888
20,614,653
812,587
1,652,978
4,160,354
8,679,321

$655,290,420
12,295,442

$667,585,862

Total Revenues
Approved
$15,896,551
3,736,328
1,232,258
719,595
4,577,629

$26,162,361
772,836

$26,935,197

Total Revenues
Approved
$15,299,787
7,279,078
1,401,813
406,514

$24,387,192
237,426

$24,624,618

$719,145,677

Exhibit No. 3




M-2018-2641242

VERIFICATION

I, John Cox, hereby declare that I am the Director Rates & Regulatory for
Pennsylvania-American Water Company; that, as such, I am authorized to make this
verification on its behalf; that the facts set forth in the foregoing responses to Tax Cuts
and Jobs Act of 2017 Data Requests are true and correct to the best of my knowledge,
information and belief; and that I make this verification subject to the penalties of

18 Pa. C.S. §4904 pertaining to false statements to authorities.

i
S
Dated: March 9, 2018

JohwCox




