PENNSYLVANIA
PUBLIC UTILITY COMMISSION
Harrisburg, PA 17105-3265


Public Meeting held February 7, 2019



Commissioners Present:

Gladys M. Brown, Chairman
David W. Sweet, Vice Chairman
[bookmark: _GoBack]Norman J. Kennard, Statement, Dissenting
Andrew G. Place
John F. Coleman, Jr.



Pennsylvania Public Utility Commission					R-2018-3002502
Bureau of Investigation and Enforcement					C-2018-3003600

		v.

Pennsylvania-American Water Company



Pennsylvania Public Utility Commission					R-2018-3002504
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Pennsylvania-American Water Company
Wastewater Division


OPINION AND ORDER


BY THE COMMISSION:

Before the Pennsylvania Public Utility Commission (Commission) for consideration and disposition is the Recommended Decision (R.D.) of Administrative Law Judge (ALJ) Marta Guhl, issued on December 5, 2018, relative to the above‑captioned proceeding.  Also, before the Commission are the Exceptions and Replies to Exceptions filed with respect thereto.

[bookmark: _Hlk534639008][bookmark: _Hlk532818572][bookmark: _Hlk534639114]On December 11, 2018, Pennsylvania-American Water Company-Water Division (PAWC-Water) and Pennsylvania-American Water Company-Wastewater Division (PAWC-Wastewater) (collectively, PAWC) jointly filed Exceptions to the Recommended Decision and Pennsylvania Builders Association (PBA) filed Exceptions.  On December 17, 2018, the Bureau of Investigation and Enforcement (I&E) filed Replies to Exceptions.

For the reasons stated, infra, we shall deny the Exceptions of PAWC and PBA and adopt the Recommended Decision, as modified by this Opinion and Order.

I.	History of the Proceeding

[bookmark: _Hlk532820854]On June 5, 2018, PAWC-Water filed Tariff Supplement No. 6 to Tariff Water–PA P.U.C. No. 5 (Supplement No. 6 Water) at Docket No. R-2018-3002502 to become effective August 4, 2018.  Supplement No. 6 Water proposed the addition of Rule and Regulation 29 – Taxes on Deposits for Construction, Customer Advances and Contributions in Aid of Construction.  PAWC served a copy of Supplement No. 6 Water on the Office of Consumer Advocate (OCA), the Office of Small Business Advocate (OSBA), and I&E.

Also, on June 5, 2018, PAWC-Wastewater filed Supplement No. 6 to Tariff Wastewater PA P.U.C. No. 16 (Supplement No. 6 Wastewater) at Docket No. R‑2018‑3002504 to become effective August 4, 2018.  Supplement No. 6 Wastewater proposed the addition of Rule and Regulation W – Taxes on Deposits for Construction, Customer Advances and Contributions in Aid of Construction.  PAWC served a copy of Supplement No. 6 Wastewater on the OCA, the OSBA and I&E.

On July 24, 2018, I&E filed separate Formal Complaints against the filings submitted by PAWC-Water and PAWC-Wastewater.  The Complaints were docketed at Docket Nos. C-2018-3003600 and C-2018-3003601, respectively.

On July 25, 2018, the OCA filed Notices of Intervention and Public Statements.

Pursuant to Section 1308(b) of the Code, 66 Pa. C.S. § 1308(b), by Orders entered August 2, 2018, the Commission suspended the tariffs until February 4, 2019, and the matters were assigned to the Office of Administrative Law Judge for the prompt scheduling of hearings culminating in the issuance of Recommended Decisions.

On August 17, 2018, PBA filed a Petition to Intervene in both matters.

On August 30, 2018, PAWC-Water filed Supplement No. 9 to Tariff Water-PA P.U.C. No. 5 and PAWC Wastewater filed Supplement No. 9 to Tariff Wastewater PA P.U.C. No. 16, both of which changed the suspension period end dates to February 8, 2019.
 
On August 31, 2018, PAWC filed a Motion to Consolidate the rate proceedings for both the Water and Wastewater Divisions.  The Company indicated in its Motion that there was no objection from the other parties.  No parties filed a Response or Objection to the Motion within the timeframe allowed under 52 Pa. Code § 5.61(a)(1).

On September 24, 2018, PAWC submitted Direct Testimony.
 
On October 4, 2018, I&E and PBA submitted Direct Testimony.[footnoteRef:1]    [1: 		The OCA and the OSBA did not file any testimony.] 

 
On October 11, 2018, PAWC, I&E and PBA submitted Rebuttal Testimony.

On October 18, 2018, I&E and PBA submitted Surrebuttal Testimony.

On October 18, 2018, counsel for I&E contacted the ALJ to indicate that the Parties had agreed to waive cross-examination of all witnesses in this matter and requested that the testimony in the case be moved into the record by stipulation and motion by the Parties.  The Parties also requested that the hearing scheduled for October 23, 2018, be cancelled.

On October 19, 2018, the ALJ issued an Order on the Motion to Consolidate, which granted the request to consolidate the cases under Docket Nos. R‑2018-3002502 and R-2018-3002504.

On November 5, 2018, PAWC, I&E and PBA filed Main Briefs.[footnoteRef:2] [2: 		The OCA and the OSBA filed letters indicating that they would not be filing Main Briefs.] 


On November 14, 2018, the Parties filed a Stipulation and Motion for Admission of the testimony and attached exhibits, which the ALJ granted through her Recommended Decision.

On November 15, 2018, PAWC, I&E and PBA filed Reply Briefs.[footnoteRef:3] [3: 		The OCA and the OSBA filed letters indicating that they would not be filing Reply Briefs.] 


In the Recommended Decision, issued on December 5, 2018, the ALJ recommended that the Commission deny PAWC’s proposed Supplement No. 6 Water and Supplement No. 6 Wastewater

As previously noted, PAWC and PBA filed Exceptions to the Recommended Decision on December11, 2018.  I&E filed Replies to Exceptions on December 17, 2018.

II.	Discussion

As a preliminary matter, we note that any issue or exception that we do not specifically delineate shall be deemed to have been duly considered and denied without further discussion.  We are not required to consider expressly or at length each contention or argument raised by the parties.  Consolidated Rail Corp. v. Pa. PUC, 625 A.2d 741 (Pa. Cmwlth. 1993); also see, generally, University of Pennsylvania v. Pa. PUC, 485 A.2d 1217 (Pa. Cmwlth. 1984).

In her Recommended Decision, ALJ Guhl made twenty-two Findings of Fact and reached six Conclusions of Law.  R.D. at 5-7, 31-32.  The Findings of Fact and Conclusions of Law are incorporated herein by reference and are adopted without comment unless they are either expressly or by necessary implication rejected or modified by this Opinion and Order.

A.	Legal Standards

The purpose of this investigation is to establish rates for PAWC’s customers that are just and reasonable pursuant to Section 1301 of the Pennsylvania Public Utility Code (Code), 66 Pa. C.S. § 1301.  Section 1301 of the Code provides that every rate made, demanded, or received by a public utility must be just and reasonable and in conformity with Commission Rules and Regulations.  66 Pa. C.S. § 1301(a).  Rates charged by regulated public utilities reflect, among other things, annual taxes paid both to the federal and state governments.  See 66 Pa. C.S. § 1301.1.  All regulated utilities are required to file with the Commission their tariffs showing all rates established, collected or enforced.  66 Pa. C.S. § 1302.  The public utility has the burden to show that all rates are just and reasonable.  66 Pa. C.S. § 315.  The Commission has broad discretion and authority in determining what expenses incurred by a utility may be charged to the ratepayers.  Barasch v. Pa. Pub. Util. Comm’n, 507 Pa. 561, 566, 493 A.2d 653, 655 (1985).  Once approved, the tariff provisions are legally binding on both the utility and its customers.  Brockway Glass Co. v. Pa. Pub. Util. Comm’n, 437 A.2d 1067, 1070 (Pa. Cmwlth. 1981).   
 
In the instant proceeding, the issue is whether PAWC’s rates will comport with the just and reasonable requirement if its current customers are required to pay the tax for Contributions and Advances by using the no gross up method for tax purposes.  As set forth in Section 315(a) of the Code, 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 proceedings upon the 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 has stated: 

Section 315(a) of the Public Utility Code, 66 Pa. C.S. § 315(a), places the burden of proving the justness and reasonableness of a proposed rate hike squarely on the utility.  It is well-established that the evidence adduced by a utility to meet this burden must be substantial.[[footnoteRef:4]] [4: 		Lower Frederick Twp. v. Pa. Pub. Util. Comm’n, 409 A.2d 505, 507 (Pa. Cmwlth. 1980) (citations omitted).  See also, Brockway Glass v. Pa. Pub. Util. Comm’n, 437 A.2d 1067 (Pa. Cmwlth. 1981).] 



The Pennsylvania Supreme Court has stated that the party with the burden of proof has a formidable task to show that the Commission may lawfully adopt its position.  Even where a party has established a prima facie case, the party with the burden of proof must establish that “the elements of that cause of action are proven with substantial evidence which enables the party asserting the cause of action to prevail, precluding all reasonable inferences to the contrary.”[footnoteRef:5]  Furthermore, it is well-established that the “degree of proof before administrative tribunals as well as before most civil proceedings is satisfied by establishing a preponderance of the evidence.”[footnoteRef:6]  Additionally, the evidence must be substantial and legally credible, and cannot be mere “suspicion” or a “scintilla” of evidence.[footnoteRef:7]  Thus, a utility has an affirmative burden to establish the justness and reasonableness of its rate request.    [5: 		Id.]  [6: 	 	Lansberry v. Pa. Pub. Util. Comm’n, 578 A.2d 600, 602 (Pa. Cmwlth. 1990)]  [7: 		Lansberry, 578 A.2d at 602.] 


However, as the Commonwealth Court has explained: “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.”[footnoteRef:8]  Therefore, while the ultimate burden of proof does not shift from the utility, a party proposing an adjustment to a ratemaking claim bears the burden of presenting some evidence or analysis tending to demonstrate the reasonableness of the adjustment. [8: 		Allegheny Center Assocs. v. Pa. Pub. Util. Comm’n, 570 A.2d 149, 153 (Pa. Cmwlth. 1990).] 


B.	PAWC’s Proposed Tariff Filing
[bookmark: _Hlk534611282]
1.	Background

On December 22, 2017, President Donald Trump signed Public Law No. 115-97 into law.  Known as the Tax Cuts and Jobs Act (TCJA), this law, which became effective January 1, 2018, repealed or reformed various provisions of the Tax Reform Act of 1986 (TRA-86), which was the governing law in the United States prior to the effective date of the TCJA.  Among the many modifications to the TRA-86 resulting from the passage of the TCJA was a reduction in the corporate Federal Income Tax rate.  Specifically, the TCJA reduced the corporate Federal Income Tax rate from 35% to 21%.

On February 12, 2018, the Commission issued a Secretarial Letter at Docket No. M‑2018‑2641242 (February 2018 Secretarial Letter) initiating a proceeding to determine the effects of the TCJA on the tax liabilities of Commission-regulated public utilities.  As part of the February 2018 Secretarial Letter, the Commission requested that certain utilities, including PAWC, provide verified responses to data requests concerning the effect of the TCJA on their tax liabilities.  Additionally, the Commission entered Temporary Rates Orders at the above Docket Number on March 15, 2018 (March 2018 Order), and May 17, 2018 (May 2018 Order), concerning the impact of the TCJA on rates.  Further, on May 17, 2018, the Commission also issued orders specific to PAWC’s Water and Wastewater Divisions as a result of the TCJA Proceeding.  See Tax Cuts and Jobs Act of 2017 – Pennsylvania-American Water Company, Docket No. R‑2018‑3000724 (Order entered May 17, 2018)(PAWC Water TCJA Order); Tax Cuts and Jobs Act of 2017 – Pennsylvania-American Water Company – Wastewater Division, Docket No. R‑2018‑3000725 (Order entered May 17, 2018)(PAWC Wastewater TCJA Order) (collectively, PAWC TCJA Orders).  However, these orders did not address the Company’s proposed treatment of Customer Advances for Construction (CAC), Customer Contributions In-aid-of-Construction (CIAC), and Customer Deposits for Construction (collectively, Contributions and Advances).

Contributions and Advances refer to money or property that a developer, or potential customer, contributes or advances for the development of main and service line extensions to expand utility services to new customers or locations.  The TRA-86 provided that Contributions and Advances were to be considered taxable income to regulated utilities.  The taxability of Contributions and Advances raises the issue of how utilities will recover this expense.  While utilities have various options for recovery, generally the options fall into one of two categories:  (1) the “no gross-up” method, or (2) the “gross‑up” method.  Under the “no gross-up” method, the utility pays the tax and then adds that amount to its rate base, allowing the utility to earn a return on the amount, which decreases as the asset is depreciated.  Essentially, the utility finances the payment of the tax expense and gets reimbursed through rates over the life of the CIAC asset.  Alternatively, under the “gross-up” method, the tax, or a portion thereof, is recovered by the developer or potential customer by “grossing up” the CIAC to reflect the amount of tax that the utility will be required to pay.  Under this method, the asset is also depreciated for tax purposes.  As the asset is depreciated, the utility will either remit the savings resulting from the annual depreciation back to the developer as those savings are realized, or the discounted present value of those future savings will be netted out of the original gross-up amount.

In light of the tax implications on rates, I&E’s predecessor bureau, the Office of Trial Staff (OTS), filed a Petition on August 10, 1987 at Docket No. P-870246 requesting that an Investigation be initiated to address the appropriate accounting and ratemaking treatment of CIAC and CAC.  As a result, on August 18, 1988 the Commission initiated an Investigation of Accounting and Ratemaking Associated with Contributions in Aid of Construction and Customer Advances, at Docket No. I-880083, and named all jurisdictional fixed utilities as respondents.  Six different ratemaking methods for CIAC and two for CAC were investigated.  The analysis included three gross-up methodologies and Net Present Value (NPV) computations of the revenue streams from both current ratepayers and contributors.[footnoteRef:9]  On June 14, 1989, the Commission entered an order in Investigation of Accounting and Ratemaking Associated with Contributions in Aid of Construction and Customer Advances, Docket No. I‑0088083 (Order entered June 14, 1989)(TRA-86 Order).  In the TRA-86 Order, the Commission addressed this issue on an industry‑by‑industry basis and, inter alia, directed that natural gas utilities adopt the no gross-up method and that water and wastewater utilities adopt the gross‑up method. [9: 		The three gross-up methodologies analyzed were OTS Method 2 (full gross-up), OTS Method 5 (NPV gross‑up) and OTS Method 2 Modified (full gross-up with tax benefits to contributors).  TRA-86 Order at 20.] 


Soon after the entry of the TRA-86 Order, PAWC filed a petition requesting permission to deviate from the gross-up methodology for construction made by political subdivisions or other governmental entities.  PAWC argued that requiring political subdivisions and governmental entities to pay the Federal Income Tax is contrary to public policy and that it is not in the public interest to require the gross-up method where the contributor is a political subdivision or other governmental entity.  By order entered November 3, 1989, the Commission granted PAWC’s petition, noting that in the TRA-86 Order, the Commission recognized that there are special circumstances where there may be room for a sharing of additional tax costs, even though the new plant is not directly used to the benefit of existing ratepayers.  See Pa. P.U.C. v. Pennsylvania-American Water Co., Docket No. P-890376 (Order entered Nov. 3, 1989) (1989 PAWC Order).

In 1996, the Small Business Job Protection Act[footnoteRef:10] was passed, and water and wastewater utilities became exempt from taxable CIAC and CAC.  However, the passage of the TCJA has eliminated this exemption.  Therefore, water and wastewater utilities once again incur, and must pay, Federal Income Tax on such payments in the year they are received.  Because the Pennsylvania Corporate Net Income Tax is based on Federal taxable income, the change in the Federal tax law made Contributions and Advances taxable income for Pennsylvania corporate income tax purposes. [10: 		See The Small Business Job Protection Act of 1996, Public L. No. 104‑188, H.R. 3448, 110 Stat. 1755, enacted August 20, 1996.] 


2.	PAWC’s Tariff Supplement

Based on the above, and to clarify how taxable Contributions and Advances would be handled, PAWC filed its proposed Supplement No. 6 Water and Supplement No. 6 Wastewater (collectively, Supplement No. 6).  In Supplement No. 6, PAWC proposes to utilize the no gross-up method.  More specifically, PAWC’s proposed Supplement No. 6 contains the following provision:[footnoteRef:11]   [11: 	 	This proposed language is identical for both PAWC’s water tariff and its wastewater tariff.] 

 
The Company will pay income taxes on any deposit, advance, contribution or other like amounts received from an applicant which shall constitute taxable income to the Company as defined by the Internal Revenue Service.  Such income taxes shall be segregated in a deferred account for inclusion in rate base in a future rate case proceeding.  Such income tax associated with a deposit, advance or contribution will not be charged to the specific depositor/contributor of the capital.


Under the approach proposed by the Company, Contributions and Advances paid by an applicant would not be grossed-up for the Federal and State income taxes payable on those amounts (a full gross-up) or for the time-value of money difference between the tax payable by the Company upon receipt of a contribution or advance and the future depreciation deductions it will receive with respect to the property funded by the contributions or advance.  Amounts refunded by the Company would also not be subject to a gross-up.  The tax paid by the Company would be recorded as a tax asset, would reduce accumulated deferred income taxes, and would reverse over the depreciable life of the asset funded by the Contribution or Advance.

C.	Whether PAWC’s Proposed Adoption of the “No Gross-up” Method is Just and Reasonable (PAWC Exception Nos. 1-3, PBA Exception Nos. 1 and 2)

1.	Positions of the Parties

PAWC stressed that no Party to this proceeding disputed that existing customers benefit by having new customers added to PAWC’s system.  PAWC claimed that contrary to the position of I&E, infra, that the use of the no gross-up method will result in the tax imposed on Contributions and Advances being “subsidized by existing customers,” the Company has presented evidence that, under its main extension provisions for both water and wastewater, non-bona fide customers (i.e. potential future customers based on future development within the Company’s system) that pay Contributions or Advances are not being “subsidized” by existing customers.  PAWC M.B. at 8.  Namely, PAWC argued that the Company’s analysis showed that even if Contributions and Advances of up to $9,681 are paid, new non-bona fide water customers are actually providing a benefit to existing customers.  PAWC alleged that this benefit is even larger for wastewater customers because the Company does not fund any portion of the facility extension for non-bona-fide applicants.  Id. at 8 (citing PAWC Exhibit No. 5).  PAWC asserted that if it is required to continue to employ the gross-up method, the cost borne by new customers and/or developers to connect to the Company’s water distribution and wastewater collection systems will increase.  As such, PAWC submitted that Commission policies that increase the cost of connecting to such systems can make alternatives to public water and wastewater, such as individual on-lot wells and septic systems or small water and wastewater systems, more attractive to potential customers.  PAWC M.B. at 8-9.

PAWC pointed out that the Commission has previously approved the use of the no gross-up method for other utilities.  Namely, PAWC noted that the TRA-86 Order provided that a water or wastewater utility could seek Commission approval to depart from the three gross-up methodologies.  PAWC noted the Commission’s decision in the 1989 PAWC Order, supra, in which it authorized PAWC to employ the no gross-up method for use by PAWC with respect to Contributions and Advances from government entities.  PAWC also noted that pursuant to its Commission-approved tariff, York Water Company (York Water) employs the no gross‑up method for all Contributions and Advances.  See York Water Company – Supplement No. 21 to Tariff Water-Pa. P.U.C. No. 14, Docket No. R‑00963807 (Order entered December 19, 1996)(1996 York Water Order).  Likewise, PAWC highlighted that in the TRA-86 Order, natural gas utilities were permitted to universally employ the no gross-up method for all Contributions and Advances.  Further, citing to the decision of the New York Public Service Commission (NY PSC) in Proceeding on Motion of the Comm’n on Changes in Law that May Affect Rates, Case No. 17-M-0815 (Order issued August 9, 2018) (NY PSC Order), PAWC noted that after the passage of the TCJA, the NY PSC engaged in an analysis and concluded that it would no longer require the gross‑up of Contributions and Advances.  PAWC M.B. at 6-7, 8.

PAWC argued that in treating natural gas utilities differently than water and wastewater utilities in the TRA-86 Order, the Commission focused on the differences in the competitive circumstances in which the utilities operated.  PAWC explained that while the Commission found that competitive forces for water and wastewater utilities were not significant, the Commission found that natural gas utilities were subject to competitive forces related to alternatives to use of the natural gas commodity they sold.  However, PAWC submitted that since the TRA-86 Order, there have been dramatic changes to the natural gas commodity market and the nature of gas utility service, wherein natural gas utilities now only furnish distribution service and are no longer subject to the competitive forces they were subject to in 1989.  PAWC pointed out that despite these changes in the natural gas industry, the Commission continues to permit natural gas utilities to utilize the no gross-up method for Contributions and Advances.  PAWC M.B. at 7-8.

PBA claimed that it is important to realize that PAWC and other water and wastewater utilities that support the no gross-up method will recover these tax expenses regardless of which method is approved by the Commission.  Therefore, PBA opined that these parties’ support for the use of the no gross-up method is because of their view that the gross-up method will have adverse effects on the continued development and expansion of their water infrastructures and, overall, would be detrimental to the utilities and their customers.  PBA is of the same opinion as these parties and, accordingly, it supported PAWC’s proposed Supplement No. 6 based on its view that no gross-up method is just and reasonable, is consistent with reasonable ratemaking policy, and is in the public interest.  PBA M.B. at 7, 12.

Similar to the claim of PAWC, supra, PBA noted that in the TRA-86 Order, the Commission determined that the no gross-up method is appropriate if it will provide a benefit in the form of economic development and/or benefit the existing community at large.  Therefore, PBA argued that water and wastewater utilities provide a definitive public benefit in the form of economic development and benefit the community at large.  PBA noted the testimony of its witness Mr. Durden that water and wastewater service is essential for economic development and that economic development will be impeded if the Commission continues to direct water and wastewater utilities to utilize the gross-up method.  More specifically, PBA asserted that the construction of new businesses and residential developments may require the development of access to water and wastewater services, which may include construction of water and wastewater main and service line extensions.  PBA explained that once constructed, the new businesses and developments will assist in bringing new jobs and resources to the surrounding communities.  Conversely, PBA alleged that if the gross-up method is adopted, the income tax consequences of CIAC would be imposed upon developers or others requesting service line extensions in one large payment upfront, resulting in a significant financial burden which may serve as a deterrent for developers to undertake such projects.  PBA also submitted that developers have many available alternatives, including the use of wells and septic tanks and alternative geographic options.  According to PBA, fifteen percent of single-family homes that were constructed in the Mid-Atlantic region in 2017 had wells and twenty percent had septic systems.  PBA asserted that this amount will likely increase if developers are required to pay the grossed-up CIAC tax.  PBA M.B. at 7-11.

Additionally, PBA submitted that PAWC’s existing customers will benefit from the no gross-up method because the costs associated with taxable CIAC will be offset by the additional revenue generated from the additional customers that have access to the system.  PBA reasoned that under the no gross-up method, developers will still pay the cost of installing the equipment necessary to serve new customers, who will pay the regular rate for water and wastewater service, which will produce additional revenue for the Company.  PBA pointed out that existing ratepayers benefit by being able to share the cost of water and wastewater services with a larger group of ratepayers.  Further, PBA echoed PAWC’s assertions that in the TRA-86 Order, the Commission considered the opinions of the utilities in determining the appropriate method to utilize per industry and that the Commission has previously permitted York Water to utilize the no‑gross-up method.  PBA M.B. at 11-12.

I&E opposed the no gross-up method.  According to I&E, PAWC’s proposed Supplement No. 6 does not comply with the longstanding, industry standard that water and wastewater utilities use the gross-up method, which requires the contributor to bear the total cost including the income tax associated with the deposit, advance or contribution.  I&E argued that the proposed cost shifting to existing customers in the no gross-up method would result in unjust and unreasonable rates.  According to I&E, the Commission thoroughly analyzed this issue in the TRA-86 Order and approved the gross-up method for all jurisdictional water and wastewater utilities because it determined that current customers should not be required to subsidize new customers.  I&E took the position that water and wastewater ratepayers should continue to be insulated from the taxes applicable to CIAC and CAC.  I&E M.B. at 1, 8-9.

In addition, I&E argued that the use of the no gross-up method by York Water should not be applicable to this proceeding.  I&E explained that York Water correctly utilized the gross-up method during the time period in which Contributions and Advances were taxable (i.e., between the effective date of TRA-86 Order and when the taxable exclusion was restored in the Small Business Job Protection Act of 1996).  I&E noted the testimony of its witness Mr. Grab that York Water only switched to the no gross-up method in 1996 when CIAC and CAC were no longer taxable.  According to I&E, York Water is an outlier, which highlights the importance of consistency in the water and wastewater industry now that CIAC and CAC are once again taxable under the TCJA.  I&E also noted that York Water had a pending base rate case where this issue was addressed.  See Pa. PUC, et. al v The York Water Company, Docket Nos. R-2018-3000019, et al. (Final Order entered January 17, 2019) (2018 York Water Rate Case).  Further, I&E asserted that the Commission’s goal to ensure uniformity in the water and wastewater industry through use of the gross‑up method remains sound.  I&E M.B. at 10‑12.

I&E addressed the positions of PAWC and the PBA that the Commission permitted the no gross-up method for the gas industry in the TRA-86 Order.  I&E maintained that the reason the Commission approved the no gross-up method for the gas industry was that gas utilities operate in an energy competitive environment and have the potential to provide a public benefit in the form of economic development.  Conversely, I&E submitted that the Commission approved the gross-up method for water and wastewater utilities because the same considerations did not apply.  I&E noted the Commission’s statement that for the water and wastewater industry, “competition within the industry is not as vital a force as it is in the energy-based industries.  Economic development, while an important consideration, is not as sensitive to water utility pricing as it is to energy costs.”  I&E M.B. at 12-13 (quoting TRA-86 Order at 25).  I&E argued that there is still competition in the natural gas industry and that PAWC has failed in this proceeding to demonstrate that competition is any more vibrant in the water and wastewater industry than it was thirty years ago.  I&E M.B. at 13-14; I&E R.B. at 5-6.

Regarding the argument that increased costs to new customers and developers will encourage use of on-lot wells and septic systems, I&E asserted that only a small percentage of new single-family homes in the Mid-Atlantic Region in 2017 were built with wells and septic systems.  I&E contended that connecting to public water and wastewater was overwhelmingly favored since eighty-five percent of the single-family homes built in 2017 used public water and eighty percent of the homes built in 2017 used public wastewater.  In addition, I&E emphasized that the average cost to install both a septic system and well is $20,000 to $50,000 per lot and that septic systems and wells potentially impact lot size which may decrease developers’ profitability.  I&E M.B. at 14‑15; I&E St. No. 1-SR at 7-8.

Additionally, I&E argued that reliance on the adoption of the no gross-up method for water and wastewater utilities by the NY PSC is misplaced because it does not prioritize consistency and uniformity in the water utility industry.  I&E pointed out that the NY PSC also allows water utilities to continue to use the gross-up method so that different water companies utilize different methods based on the size and revenue of the company, which is inconsistent with the Commission’s stated goals in the TRA-86 Order.  I&E M.B. at 16-17.

Moreover, I&E submitted that approval of the no gross-up method in PAWC’s Supplement No. 6 will increase costs for existing PAWC customers.  According to I&E, this cost shifting was rejected in the TRA-86 Order because the Commission recognized that the financial burden should be placed on contributors and new customers.  I&E M.B. at 19-20.  Although I&E did not dispute that adding new customers benefits existing customers, I&E argued that PAWC provided no evidence that the gross-up method actually deters new development or new customers from joining the system.  I&E maintained that the gross-up method was used from 1989 until the tax exemption became effective in 1996 and no support was provided that development stagnated during that time due to developers being required to pay the tax.  Id. at 21-22.  

Finally, I&E argued that the TRA-86 Order required specific evidence showing how existing PAWC customers would benefit from the proposed no-gross up method and that PBA provided no such evidence to support the purported benefit.  I&E contended that, in the absence of a showing that specific extension projects will actually benefit the community, developers should continue to bear the tax responsibility contemplated in the TRA-86 Order.  I&E R.B. at 9-10.  

2.	ALJ’s Recommendation

[bookmark: _Hlk533756630]The ALJ concluded that PAWC failed to meet its burden of proving that it should be permitted to use the no gross-up method.  The ALJ pointed out that the Commission previously addressed this issue in the TRA-86 Order when it directed water and wastewater utilities under the Commission’s jurisdiction to employ the gross-up method.  The ALJ dismissed the arguments by PAWC and PBA that the markets have changed between the issuance of the TRA-86 Order and the present.  More specifically, the ALJ found that the record is devoid of any evidence that the gross-up method discouraged development after the issuance of the TRA-86 Order or that this method will discourage development in the future.  To the contrary, the ALJ highlighted the record evidence that indicates that connecting to public water and wastewater was overwhelmingly favored, with respect to single-family homes built in 2017.  R.D. at 29‑30.

The ALJ also dismissed PAWC and PBA’s reliance on York Water’s Commission-approved tariff and the NY PSC Order in support of their respective positions that the no gross-up method outlined in PAWC’s proposed Supplement No. 6 should be approved.  The ALJ stated that because the Commission is working towards consistency and uniformity in the water and wastewater industries, all utilities in the industry will use the same tax treatment which will eliminate the issue of territory shopping.  The ALJ highlighted I&E’s assertion that the Commission will have the opportunity to address this issue in the 2018 York Water Rate Case. [footnoteRef:12]  Further, the ALJ pointed to the Commission’s preference, set forth in the TRA-86 Order, that current customers should not bear the tax burden of Contributions and Advances and that such costs should be passed on to potential future customers.  The ALJ found no evidence in the record to indicate that PAWC would be unable to add new customers if the gross-up method is used.  R.D. at 30-31. [12: 		As noted below, the Commission has now issued an Order in this proceeding] 


3.	Exceptions and Replies

In its First Exception, PAWC finds fault with the ALJ’s finding that the Commission’s decision in the TRA-86 Order that water and wastewater utilities should be subject to the gross-up method should continue to apply today.  PAWC points out that nearly thirty years have passed since the Commission entered the TRA-86 Order.  PAWC restates that in the time period between 1989 and the present, there have been significant changes to both industry preferences and the competitive circumstances to justify assigning different methodologies for the water/wastewater and natural gas utility sectors.  Therefore, PAWC contends that the TRA-86 Order does not provide any basis to support the ALJ’s finding that Supplement No. 6 should be denied.  More specifically, PAWC reiterates its assertion that although natural gas utilities were permitted under the TRA-86 Order to use a no gross-up method because of the competitive forces the industry faced with regard to alternatives to the use of the natural gas commodity, such competitive forces no longer exist.  In this regard, PAWC points out that as a result of restructuring in the gas industry, gas utilities no longer sell natural gas, but instead only furnish distribution service and act as a provider of last resort.  PAWC also notes that the availability of low-cost Marcellus shale gas has altered the market dynamics for heating fuel such that potential buyers of newly constructed homes may view natural gas as a necessary heating source.  PAWC argues that despite the absence of the competitive forces that existed in the natural gas industry thirty years ago, the Commission continues to permit natural gas utilities to utilize the no gross‑up method.  Accordingly, PAWC submits that contrary to the finding of the ALJ, the Commission has recognized that the no gross-up method has merit.  PAWC Exc. at 4‑5, 6. 

PAWC also contends that in the TRA-86 Order, the Commission gave material weight to each industry’s preference.  PAWC points out that given the economic conditions that existed in 1989, the majority of natural gas utilities in Pennsylvania preferred a no gross-up methodology, while the majority of large water and wastewater utilities preferred a gross-up methodology.  However, PAWC submits that under the conditions that are now present, the majority of large water and wastewater utilities now prefer a no gross-up methodology.  Therefore, PAWC insists that this shift in industry preference warrants a new analysis of the appropriate treatment of Contributions and Advances.  PAWC restates that after the passage of the TCJA, the NY PSC engaged in such an analysis and concluded that the no gross-up method should be mandatory for larger water utilities absent a showing that this method would have a significant adverse effect on its finances or customers.  Further, PAWC stresses that the Commission has already permitted York Water to employ the no gross-up method.  PAWC Exc. at 4-5, 7‑8.

In its second Exception, PAWC claims that the ALJ erred in finding that the no gross-up method would be unjust and unreasonable and would improperly impose the costs of serving new customers on existing customers.  Citing to PAWC Exhibit No. 5, PAWC reiterates its claim that it presented evidence in this proceeding that its proposal will provide a net benefit for customers such that its existing customers would not subsidize developers or new customers if the no gross-up method is employed.  More specifically, PAWC argues that under the no gross-up method, existing fixed costs that would otherwise be borne by existing customers would be spread over a larger customer base and that new customers would pay a level of fixed costs in excess of the amount of rate base installed to serve them.  PAWC points out that the ALJ did not reject PAWC’s claim that existing customers benefit from the addition of new customers.  PAWC Exc. at 8-9.

PAWC also takes issue with the ALJ’s finding that the record is devoid of any evidence that the gross-up method discouraged development after the issuance of the TRA-86 Order or that this method will discourage development in the future.  According to PAWC, the Company does not have the burden to produce evidence that the gross-up method would be a “deterrent” to developers constructing, and new customers buying, new homes.  Rather, PAWC frames the issue in this proceeding to be whether the rate, i.e., the CIAC or CAC, that will be charged to applicants requesting extensions of PAWC’s facilities is just and reasonable.  PAWC submits that the record indicates that the overall effect of the Company’s proposal will properly compensate PAWC and its existing customers for the costs associated with extending facilities to new customers and will produce substantial overall net benefits.  PAWC Exc. at 8-9.

[bookmark: _Hlk533767972]In its third Exception, PAWC objects to the ALJ’s finding that the gross-up method will provide consistency and uniformity in the industry and eliminate the issue of territory shopping.  PAWC submits that the ALJ’s recommendation would not achieve the desired uniformity because municipal water and wastewater providers do not pay income tax and, therefore, do not gross up CIAC and CAC.  As such, PAWC argues that this would result in a large advantage for municipal providers and would expand, not eliminate, the issue of territory shopping to the detriment of water and wastewater utilities that are under the Commission’s jurisdiction.  Further, PAWC claims that the ALJ’s finding would not create consistency and uniformity among investor-owned utilities.  PAWC points out that for a single development, a developer would only be paying a gross-up on water infrastructure and not on gas infrastructure.  Accordingly, PAWC posits that because all major water and wastewater utilities favor the use of the no gross-up method, uniformity and consistency can be achieved by authorizing the use of the no gross-up method.  PAWC Exc. at 9-10.

In its First Exception, PBA submits that the ALJ’s conclusion that the no gross-up method is not just, reasonable, or in the public interest is based on an erroneous interpretation of the TRA-86 Order.  PBA restates that in the TRA-86 Order, the Commission specifically stated that there may be circumstances in which the no gross-up method may be appropriate, such as when a new user will provide a public good that will benefit the existing community as a whole or will promote economic growth.  As such, PBA takes the position that the TRA-86 Order did not establish that the no gross-up method is not just and reasonable and in the public interest.  Id. at 6-8 (citing TRA-86 Order at 22-24).  PBA echoes PAWC’s assertion that the Commission’s conclusion in the TRA-86 Order that water and wastewater utilities should be subject to the gross-up method was based on the economic considerations that were present at that time.  Therefore, PBA asserts that this finding is irrelevant to the issue of how the no gross-up method will impact economic development at present.  Accordingly, PBA submits that the standards set forth in the TRA-86 Order must be analyzed in light of present circumstances.  PBA Exc. at 8-9.

In its second Exception, PBA remains of the opinion that the record contains sufficient evidence to support a holding that the no gross-up method is appropriate for water and wastewater utilities.  PBA reinforces its claim that this method will yield benefits in the form of economic development by encouraging the construction of new developments in PAWC’s service territory.  Conversely, PBA claims that imposing the gross-up method would result in an economic detriment to PAWC, its customers, and the Commonwealth’s economy.  PBA points to the testimony of its witness Mr. Durden that under the gross-up method, the income tax consequences of CIAC would create a financial burden for developers and others that request service line extensions.  As a result, PBA submits that developers may seek several of the alternatives at their disposal, including (1) using wells and septic tanks; (2) developing in areas where there is an existing service line, in municipal territories where there is no tax gross up, or in states that utilize the no gross-up method; or (3) simply choosing not to engage in developing a plot of land because it is deemed to be too costly to do so.  PBA argues that although the ALJ, in refuting PAWC and PBA’s concerns of territory shopping, appeared to rely upon the Commission’s efforts to establish a uniform approach, uniformity does not eliminate the concern that developers will seek one of the alternatives described above.  PBA Exc. at 10-15.

PBA argues that under the no gross-up method, developers will continue to pay the cost of installing the equipment necessary to serve new customers and new ratepayers being served by those new facilities will pay the regular rates for water and wastewater service, resulting in additional revenues for PAWC.  PBA insists that existing ratepayers benefit by being able to share the cost of services with a larger group of ratepayers.  As such, PBA objects to the ALJ’s conclusion that adoption of the no gross‑up method would result in unreasonable costs for PAWC’s existing ratepayers.  PBA argues that any increase in total costs will have only a negligible impact on customers because the tax expense PAWC incurs under the no gross-up method will be recovered over the life of the property.  In contrast, PBA notes that under the gross-up method, a developer would be required to pay the entirety of the tax in the first year.  PAWC Exc. at 15-16, 17-18.

Finally, PBA shares the position of PAWC that the no gross-up method is the preferred method for large water utilities.  Like PAWC, PBA restates that York Water has already received Commission approval to utilize the no gross-up method and has incorporated it into its Commission-approved tariff.  Additionally, PBA points out that Aqua Pennsylvania, Inc. has recently proposed to utilize the no gross-up method for both its water and wastewater services.  PBA Exc. at 16.  PBA echoes PAWC’s assertion that in the TRA-86 Order, the Commission considered the opinions of the utilities in determining the appropriate method to utilize per industry.  Id. (citing TRA-86 Order at 24-25).

In its Reply Exceptions, I&E asserts that although the ALJ cited to the TRA-86 Order in reaching her recommendation, the ALJ used the record developed in this proceeding to properly conclude that PAWC failed to meet its burden of proving that the Company should be permitted to use the no gross-up method.  I&E agrees with the finding of the ALJ that PAWC did not provide sufficient evidence to demonstrate that employing the gross-up method and charging the tax associated with CIAC and CAC to the contributor will prevent or decrease new customer growth.  I&E notes that the gross‑up method was used from 1989 until the tax exemption became effective in 1996 and no support was provided that development stagnated during that time due to developers being required to pay the tax.  Conversely, I&E maintains that shifting the tax responsibility to existing PAWC ratepayers through the no gross-up method will result in a detriment to these ratepayers.  I&E rebuts PBA’s argument that the no gross-up method will have only a negligible effect on ratepayers and notes that this claim runs contrary to all sound ratemaking principles.  I&E stresses that setting just and reasonable rates mandates that utilities are only permitted to recover prudent expenses from their customers.  As such, I&E submits that recovering imprudent costs from ratepayers is unjust and unreasonable, regardless of the magnitude of these costs.  Further, I&E argues that the Commission has already correctly rejected the no gross-up methodology in the TRA-86 Order and that there is no reason for the Commission to reverse course in this proceeding.  I&E R. Exc. at 4-5, 16-18.

I&E counters PBA’s argument that there is substantial evidence in the record to demonstrate that the no gross-up method will provide a benefit in the form of economic development.  I&E agrees with the assertions of both PBA and PAWC that in the TRA‑86 Order, the Commission made an exception wherein it would permit water and wastewater utilities to employ the no gross‑up method in “special circumstances” such as when existing utility customers would benefit from an upgrade to backbone facilities.  However, I&E submits that beyond making general assertions regarding economic development, PBA failed to provide any evidence to demonstrate how PAWC’s customers will benefit from the approval of PAWC’s proposed Supplement No. 6.  Similarly, I&E contends that PBA’s assertion that the gross-up method may pose an extreme financial burden and may deter developers from engaging in new projects fails to justify requiring existing water and wastewater customers to pay the subsidies created by the no gross-up method.  I&E reemphasizes that the Code mandates that rates must be just and reasonable.  Further, I&E asserts that both PBA and PAWC failed to demonstrate that the gross-up method has deterred past development or that continuing this method will, in fact, stall future development.  I&E R. Exc. at 4-8.

I&E next downplays the arguments of PAWC and PBA that because the Commission considered the preferences of each utility sector in the TRA-86 Order, the Commission should approve Supplement No. 6 because PAWC and other water utilities currently prefer the no gross-up methodology.  More specifically, I&E disagrees that the utility preference was an overriding concern in the TRA-86 Order or should be today.  Rather, I&E asserts that the Commission's focus in the TRA-86 Order was ensuring just and reasonable rates for utility customers.  I&E argues that in discharging this responsibility in the TRA-86 Order, the Commission correctly determined that current water and wastewater customers should be insulated from construction related costs.  I&E insists that PAWC and PBA's current preference to shift costs to existing ratepayers through approval of Supplement No. 6 cannot override these important considerations.  I&E R. Exc. at 8-9.

Third, in response to PAWC’s argument that the competitive forces that were present in the natural gas industry in 1989 no longer exist, I&E states that PAWC disregards that there are still many alternatives to natural gas such as electric, geothermal, wood, propane and oil, that simply do not exist for water and wastewater service.  Additionally, I&E posits that PAWC's contention that there has been diminished competition in the natural gas industry actually supports potentially transitioning natural gas utilities to the gross-up method used by water and wastewater companies, and not the other way around.  Similarly, I&E claims that PAWC and PBA have failed to demonstrate that competition is any more vibrant in the water and wastewater industry than it was in 1989 such that a transition to the no gross-up method would be warranted.  I&E R. Exc. at 10-11

Next, I&E submits that the ALJ appropriately dismissed PBA’s argument that the no gross-up method should be approved because developers have many alternatives, including wells and septic tanks.  I&E opines that PBA failed to show that these private systems are a realistic alternative.  Namely, I&E stresses that these options have existed for many years, including when the Commission issued the TRA-86 Order, but that the Commission correctly determined that they were not viable.  Additionally, I&E points to the testimony of its witness Mr. Grab that it is cost prohibitive to install both a septic system and a well and to PBA’s own evidence that eighty-five percent of single family homes built in 2017 used public water and eighty percent used public wastewater.  I&E R. Exc. at 12-13.

Additionally, I&E refutes the arguments of PAWC and PBA regarding the issue of territory shopping.  I&E points out that neither PAWC nor PBA provided any record evidence to demonstrate that developers are actually territory shopping and choosing to build in municipal boundaries or in other states rather than in PAWC's service territory due to any concerns related to taxes.  I&E reemphasizes that because the Commission approved the gross-up method nearly thirty years ago, it was possible for PAWC and PBA to provide concrete evidence that development has moved to municipalities or to other states because of Pennsylvania's use of the gross-up method, but that neither Party provided such evidence.  I&E R. Exc. at 13-14, 19-20.

Further, I&E avers that the ALJ correctly found that the gross‑up method provides consistency and uniformity with respect to the treatment of CIAC and CAC within each utility industry.  I&E asserts that PAWC’s proposed Supplement No. 6 would disrupt the consistency and uniformity that the Commission established in the TRA-86 Order, wherein the Commission recognized that it was not appropriate for neighboring water and wastewater utilities to employ different accounting methodologies.  According to I&E, because the Commission only establishes rules and regulations for public utilities, and not for municipal water and wastewater providers, the focus has always been on consistency and uniformity among Commission regulated entities, both in 1989 and the present.  I&E R. Exc. at 19-20.

Finally, I&E counters PAWC’s argument that the gross-up method fails to create consistency and uniformity among investor-owned utilities because a developer could pay a gross-up for water infrastructure and no gross-up for gas infrastructure.  According to I&E, PAWC fails to recognize that the purpose of the TRA-86 Order was to determine the appropriate treatment on an industry-by-industry basis, and not across different utility industries.  Therefore, I&E characterizes PAWC’s concern as irrelevant.  I&E R. Exc. at 20-21.

4.	Disposition

On consideration of the record evidence, we shall adopt the recommendation of the ALJ and deny PAWC’s proposed Supplement No. 6.  In our view, PAWC’s proposal will fail to produce just and reasonable rates.  The fundamental question in this proceeding, as it was in 1989 when we issued the TRA-86 Order, is who should bear the costs associated with the taxable status of Contributions and Advances.  In our TRA-86 Order, we determined the answer to this question to be as follows:

The question of proper regulatory accounting for CIAC and CAC is properly approached by the OTS as a cost-benefit analysis using the net present value of the various cash flows.  We should first ask ourselves, however, who should bear the added costs associated with the new taxable status of CIAC and CAC as a result of TRA86.  Logic would dictate that where a contributor is a developer who may pass costs on to lot purchasers and all of the dollars contributed are committed to plant that will be used solely to provide utility services to that developer and his future potential clients, the increased tax cost should generally rest with the developer and eventually the new lot owners.  Current customers would have no vested interest in such a contribution and would not benefit from it.  As such, they should not be responsible for the related income taxes.  Similarly, if the contributor is a single large user of utility service, the taxes associated with the contribution are not reasonably assignable to other existing ratepayers, absent special circumstances.


TRA-86 Order at 21-22. 

As noted above, in citing to PAWC Exhibit No. 5, PAWC argued that its proposal will provide a net benefit for customers without causing its existing customers to subsidize developers or new customers.  In examining this exhibit, we find that although the Company and its customers will receive a benefit from the addition of new customers via CIAC and CAC, neither PAWC nor PBA has provided support that charging the tax associated with Contributions and Advances to contributors via the gross-up method will cause the amount of contributions received to decrease or cease or that the addition of new customers will decline.  In our view, it is likely that contributions will not be affected by inclusion of the tax gross-up because water and wastewater are essential services.  Notably, as I&E pointed out, while PAWC previously employed the gross-up method in the time period between the issuance of the TRA-86 Order and the passage of the Small Business Job Protection Act of 1996, it provided no evidence that development stagnated during that time period due to developers being required to pay the tax.

[bookmark: _Hlk534963565]On the other hand, the record indicates that if PAWC were to employ the no gross-up method, this would increase costs for existing customers.  In this regard, PAWC provided responses to data requests from our Bureau of Technical Utility Services (TUS) in which it compared the NPV of the effect on water customers based on an initial CIAC investment of $5 million for its no gross-up proposal and the three gross-up methods approved in our TRA-86 Order.  PAWC’s no gross-up proposal had an NPV of $931,000, which would be recovered from all customers, while the three gross-up methodologies either decreased rates (OTS Method 2) or did not affect customer rates (OTS Modified Method 2 and OTS Method 5).  The record also indicates that for PAWC’s wastewater service, an initial CIAC investment of $500,000 resulted in an NPV of $93,000 for the no gross-up method, with the three gross-up methodologies either decreasing or not affecting customer rates.  I&E Exhibit No. 1, Schedule 2 at 2-3 and Schedule 3 at 2-3 (citing PAWC’s Response to TUS Data Request Set 1, dated July 5, 2018).[footnoteRef:13]  Therefore, we find that PAWC’s use of the no gross-up method would inappropriately shift the financial burden associated with taxes on Contributions and Advances to PAWC’s existing customers.  As noted above, we stated in the TRA-86 Order that absent “special circumstances,” new customers should be required to cover the costs associated with their service through the combination of contributions and provided revenues.  In our view, this financial burden should be placed on contributors and new customers because they are the ones who will experience a benefit from the projects.   [13:  	The related calculations are based on certain assumptions regarding the book life and straight-line tax depreciation life of the asset, pre-tax rate of return, and the applicable income tax rate.] 


Next, we find no merit in the arguments of PAWC and PBA as to the competitive landscape.  In our TRA-86 Order, we considered competition on an industry‑by‑industry basis in determining whether the industry should be directed to employ the gross-up method or the no gross-up method.  We agree with the position of I&E and the finding of ALJ Guhl that neither PAWC nor PBA has demonstrated that the markets have changed between the issuance of the TRA-86 Order and the present.  For example, although PAWC claims that the Commission continues to permit natural gas utilities to utilize the no gross-up method despite the diminished competition in the natural gas industry, we agree with I&E that there are still many alternative options available to customers other than natural gas such that natural gas is equivalent to an optional accessory when a developer is evaluating improvement costs.  For instance, the cost to run the gas mains and service lines can be abandoned as a cost consideration in a development project as natural gas is not required to provide the necessities of a residence.  Because electricity is a standard in nearly all residences and can be used as an alternative to natural gas, the natural gas industry still faces competition, whether the natural gas commodity is bundled with other natural gas services or not.  

Conversely, although PBA argued that wells and septic systems are substitutes for public water and wastewater service, we disagree that they present viable alternatives.  As I&E pointed out, it is cost prohibitive to install both a septic system and a well, as their average costs range from $20,000 to $50,000 per lot.  This cost could significantly impact the developer’s planned lot size due to setback and separation requirements associated with the well and septic system.  For example, if lot size doubled due to these on lot options, the developers would only have half of the amount of properties to sell and thereby limit the area over which to recoup other development costs which would remain the same due to overall development size.  Recouping these other costs over fewer lots would significantly increase cost per lot and reduce profitability due to reduced lot count.  I&E St. 1-SR at 9.  We note that PBA had the opportunity to provide responsive testimony as to I&E’s cost estimate, but did not avail itself of the opportunity, as it did not submit rejoinder testimony in this proceeding.  

The record also indicates that because they become more easily polluted and can cause damage to neighboring properties, private wells and septic systems are more harmful to the Commonwealth.  See PBA Statement No. 1-R at 3.  Therefore, developers and new customers may hesitate to install wells and septic systems in lieu of connecting to public water or wastewater systems.  Additionally, the record indicates that these systems require ongoing service, testing, and maintenance costs, and that in any extended power outage the supply of water will cease with the loss of electricity.  I&E St. 1-SR at 8-9.  Moreover, as I&E observed, the overwhelming majority of single-family homes built in 2017 used public water and wastewater.  Accordingly, we reach the same conclusion as we did in 1989 that competition is not as vital a force in the water industry as it is in energy-based industries.  See TRA-86 Order at 25.

We also are not swayed by the argument of PBA that imposing the gross‑up method will have a detrimental impact on economic development.  Similarly, in addition to PBA’s claim regarding well and septic systems, discussed, supra, we are not persuaded by PBA’s allegations as to other alternatives that developers may seek.  Namely, although PBA made general assertions, it presented no financial analysis, studies, examples, or documentation in support of its position.  Conversely, we find the following testimony of I&E’s witness Mr. Grab in refuting PBA’s assertions to be particularly convincing:

If a developer does business or builds in certain areas it is unlikely that the cost associated with the gross-up method (i.e., the CIAC tax) will cause the developer to move to another area to avoid this cost.  The cost of moving to another area [could be] much greater than having to pay the CIAC tax associated with the gross-up method.  For example, moving to new areas would require the cost of finding new land to develop, potentially finding new contractors/work crews, or requiring the developer to pay the travel expenses of the contractors and builders that it normally uses.  Further, development is planned based on local housing demands, so it is unreasonable to assume that a developer could simply move a project to a less costly area and achieve the same level of sales if the housing demand was not equivalent.


See I&E Statement 1-SR at 10.

Further, we are not persuaded by the arguments of PAWC and PBA that York Water’s use of the no gross-up method, as outlined in its current Commission‑approved tariff, lends support for the approval of PAWC’s proposed Supplement No. 6.  Our 1996 York Water Order was entered after the passage of the Small Business Job Protection Act of 1996, when CIAC and CAC were no longer taxable.  In approving this tariff filing, we noted that York Water’s tariff revision was made in compliance with a Secretarial Letter dated September 9, 1996 in which we directed utilities to “eliminate the tax ‘gross up’ charge from their tariffs.”  1996 York Water Order at 1, n.2.  Additionally, as I&E and the ALJ both noted, this issue has been raised in the 2018 York Water Rate Case, which this Commission addressed subsequent to the issuance of the Recommended Decision in this proceeding.  Namely, we note that the Commission approved a settlement agreement in that proceeding,  which cross-references this proceeding.  Paragraph No. 40 of that settlement agreement stated, as follows:

Within 30 days of a final disposition of the tariff supplement filing of Pennsylvania-American Water Company at Docket Nos. R-2018-3002502 and R-2018-3002504, York Water shall file a tariff supplement consistent with the Commission’s resolution in that proceeding of the issue of prospective cost responsibility for, and prospective ratemaking treatment of, income taxation of Contributions in Aid of Construction (“CIAC”).


Finally, we concur with the ALJ that the NY PSC Order provides no basis for the approval of Supplement No. 6.  Although the decision of another state jurisdiction may have persuasive value in some circumstances, we are not bound by such a decision, and in this instance, we find no reason to use the NY PSC Order to disrupt Pennsylvania’s long‑established industry practice.  More specifically, the NY PSC’s acceptance of the no gross-up method for water and wastewater utilities does not support our goal of establishing a uniform methodology within each utility industry, as outlined in our TRA‑86 Order.  In this regard, the record indicates that the NY PSC Order permits smaller water utilities to continue to use the gross-up method and it also permits larger utilities to utilize the gross-up method if they can show adverse effects under the no gross-up method.  The NY PSC also established a $2.5 million revenue threshold for requiring the no gross-up method to avoid the need for smaller companies to file for a waiver.  As a result, the NY PSC now allows water utilities to utilize entirely different methodologies based on their sizes and revenues.  I&E St. 1 at 12.  In our view, if different water and wastewater utilities are permitted to use different methods, it will create an unfair advantage for certain companies, to the detriment of ratepayers.

Based on the forgoing, we remain of the same opinion as we held in our TRA-86 Order that PAWC and other water and wastewater utilities should continue to be directed to use the gross-up method.  Therefore, we shall deny PAWC’s Exception Nos. 1-3 and PBA’s Exception Nos. 1 and 2 on this issue and shall direct PAWC to employ the gross‑up method for Contributions and Advances based on the change in tax law due to the TCJA.[footnoteRef:14] [14: 		As discussed in Section F of this Opinion and Order, we shall adopt the ALJ’s recommendation to permit PAWC to apply the no gross-up method to Contributions and Advances received from government entities, consistent with our 1989 PAWC Order.] 


[bookmark: _Hlk532815626]D.	Appropriate “Gross-up Method” to Employ (PBA Exception No. 3)

[bookmark: _Hlk532815391]1.	Positions of the Parties

PBA argued that if the Commission were to adopt a gross-up method, it should require utilities to utilize a “discounted” gross-up method.  According to PBA, adoption of a discounted gross-up method, as opposed to a full gross-up method, will result in a lower upfront cost of the CIAC tax for developers and may help to reduce the potential consequences to economic development.  PBA M.B. at 13.

In discussing the gross-up method generally, PBA explained that the tax is recovered by the developer or potential customer by grossing up the CIAC to reflect the amount of the tax that the utility will be required to pay on this amount.  As noted by PBA, the asset being grossed up is also depreciated for tax purposes.  PBA pointed out that during the depreciation process, the utility will have two options: (1) remit the savings resulting from the annual depreciation back to the developer as the savings are realized (i.e., the full gross-up method); or (2) discount the present value of those future savings and net them out of the original gross-up amount (i.e., the discounted gross-up method).  Id.  

PBA maintained that the discounted gross-up method will be easier to administer and track.  PBA argued that, in contrast, utilizing the full gross-up method would require the utility to initially keep records of each developer providing the tax payment and return a refund to each developer as the facilities are depreciated.  According to PBA, the far simpler method would be to net out the initial gross-up required for this stream of future payments, discounted to recognize the time value of money.  Id. 

I&E did not directly oppose PBA’s request to use the discounted gross-up method, which I&E referenced as OTS Method No. 5 from the TRA-86 Order.  However, I&E objected to PBA’s request that its preferred method be approved exclusively.  I&E asserted that PBA’s proposal is inappropriate because the Commission authorized water and wastewater utilities to use three different methods as set forth in the TRA-86 Order.  I&E explained that in the TRA-86 Order, the Commission determined that a gross-up methodology should be utilized, but acknowledged the lack of consensus about which gross-up method should be used.  The Commission concluded that “[g]iven the varying degrees of sophistication in the water and sewer industry we shall authorize a great deal of flexibility.  Therefore, we adopt a policy to allow the water and sewer utilities to select one of the following gross up methodologies: OTS Method No. 2, OTS Modified Method No. 2 or OTS Method No. 5.”  I&E R.B. at 11 (quoting TRA-86 Order at 25-26).  

I&E argued that there is no record evidence from PBA explaining why OTS Method No. 5 should be used exclusively and why gross-up OTS Method Nos. 2 and Modified Method No. 2 that were also approved in the TRA-86 Order should be rejected in this proceeding.  Therefore, while I&E does not oppose PBA’s preferred use of OTS Method No. 5, I&E contended that PAWC should also be permitted to use the other two gross-up methods identified in the TRA-86 Order.  I&E R.B. at 11-12.

2.	ALJ’s Recommendation

In the Recommended Decision, the ALJ reasoned that PBA did not provide any compelling reason to require the exclusive use of a specific gross-up method.  Thus, the ALJ concluded that PAWC should be allowed to choose whichever gross-up method laid out in the TRA-86 Order that best works for the Company and its current customers.  R.D. at 31.

3.	Exceptions and Replies

In its Exception No. 3, PBA argues that the ALJ erred in concluding that PAWC should be permitted to choose any gross-up method set forth in the TRA-86 Order.  PBA asserts that the Commission should require PAWC to adopt the discounted gross-up method if the Commission determines that the Company has not met its burden in this case.  In support, PBA reiterates its prior arguments that the discounted method is a far simpler and more reasonable approach resulting in lower upfront costs of the CIAC tax for developers.  PBA Exc. at 19.

In its Replies, I&E contends that the ALJ correctly denied PBA’s request to exclusively implement the discounted gross-up method and determined that PAWC should be allowed to implement one of the three gross-up methods that best works for the Company and its customers.  I&E reasserts its prior arguments in opposition to PBA’s proposal including the contention that PBA failed to provide any record evidence in support of its request.  I&E R. Exc. at 22-23.

PAWC did not file Exceptions or Reply Exceptions as to this issue.  

[bookmark: _Hlk532815403]4.	Disposition

Upon review, we shall deny PBA’s Exception No. 3.  Here, PBA did not provide any testimony in support of its position.  Rather, PBA raised its argument for the first time in its Main Brief.  Thus, there is no record evidence to support PBA’s claim that PAWC should be required use the discounted gross-up method exclusively.  Moreover, we find no reason to depart from our prior rationale set forth in the TRA-86 Order.  Each of these gross-up methods produce similar results in that the gross-up methods either decrease rates or do not change rates for existing ratepayers.  See I&E St. 1-SR at 20. Accordingly, we shall continue to apply the flexible policy of allowing water and wastewater utilities to select one of the following gross up methodologies: OTS Method No. 2, OTS Modified Method No. 2, or OTS Method No. 5.

[bookmark: _Hlk532815421]E.	Whether the “Gross-up” Method should be applied only prospectively

1.	Positions of the Parties

PAWC asserted that if it is directed to use the gross-up method, then it should be permitted to apply it on a prospective basis such that the extension agreements executed before the entry of this Opinion and Order are not impacted.  PAWC reasoned that as part of its verified response to the February 2018 Secretarial Letter, it set forth, in detail, its plan to utilize the no gross-up method.  PAWC contended that although the Commission addressed other TCJA implementation issues, it did not make any determination regarding PAWC’s proposal, nor did it indicate in a subsequent Order that it might retroactively prohibit PAWC from implementing its proposal.  As such, PAWC explained that it has not required applicants for service that have made Contributions and Advances since the enactment of the TCJA to pay a gross‑up.  According to PAWC, there are potentially adverse financial impacts for applicants and adverse practical and administrative complications for the Company if the Commission were to issue an Order imposing a gross-up requirement and to make the effect of that Order retroactive to the enactment of the TCJA.  Nonetheless, PAWC noted that it revised its Extension Agreements to state that applicants could be responsible for additional gross-up payments if the Commission were to subsequently issue an Order that is inconsistent with the PAWC’s position.  PAWC M.B. at 11-12, 12, n.27.

I&E stated that it did not oppose PAWC’s request.  However, I&E argued that the fact that the Commission made no determination regarding PAWC’s proposal did not constitute an approval to proceed with implementation of the no gross-up method.  Rather, I&E asserted that the Commission’s prior directive in the TRA-86 Order mandated that the exact opposite method be utilized.  I&E M.B. at 13.

2.	ALJ’s Recommendation

The ALJ concluded that PAWC should be permitted to apply the gross-up method on a prospective basis.  The ALJ pointed out that this will allow PAWC to more easily apply this change.  R.D. at 31.

3.	Disposition

No Party filed Exceptions regarding the ALJ’s recommendation on this issue.  Nonetheless, we shall modify this recommendation consistent with the following discussion.  In its Main Briefs, PAWC noted that it first set forth its plan to utilize the no gross-up method when it filed its verified response to our February 2018 Secretarial Letter.  PAWC reasoned that because we did not make a determination regarding this proposal in our March 2018 Order, our May 2018 Order, or the PAWC TCJA Orders, the Company was not prohibited from using the no gross-up method.  In this regard, we agree with I&E’s response that although we made no determination regarding PAWC’s proposal in any of the above orders, this should not be construed as “tacit approval” of PAWC’s proposal.  Namely, we find that PAWC’s assertion is undermined by the fact that PAWC initiated the matter that is presently before us in this Opinion and Order.  It is in this current proceeding that we have made the determination, supra, that PAWC’s proposed Supplement No. 6 is not in the public interest and should be denied.

[bookmark: _Hlk534379742]In this same vein, we find no basis in PAWC’s claim that it had no notice that it might be retroactively prohibited from implementing its proposal.  Rather, we find that PAWC was placed on notice regarding the retroactive effects of our implementation of the TCJA. More specifically, in our May 2018 Order, we directed utilities to file a negative surcharge on customer bills rendered on or after July 1, 2018.  However, we recognized that the tax savings from the TCJA commenced on January 1, 2018 and we directed utilities without a pending rate case to establish a deferred regulatory liability account to record the tax savings associated with the TCJA for the January 1, 2018 through June 30, 2018 time period.  May 2018 Order at 17-18.  We made this same statement on page 4 of both of our PAWC TCJA Orders.  Our same reasoning regarding the retroactive date of the TCJA tax savings to January 1, 2018 applies here in rejecting PAWC’s request that its application of the gross-up method be applied on only a prospective basis.

Based on the above, we shall reject PAWC’s alternative request and direct the Company to apply the gross-up method to any Extension Agreements that it executed on or after January 1, 2018.  We further direct the Company to notify the Commission once it has complied with this directive.  We highlight PAWC’s assertion in its Main Briefs that it has previously revised its Extension Agreements to notify applicants that they could be responsible for additional gross-up payments as a result of the effects of the TCJA.

F.	Whether PAWC should be permitted to use the “No Gross-Up Method” for Contributions and Advances Received From Government Entities

1.	Positions of the Parties

PAWC reasserted that in the 1989 PAWC Order, the Commission approved PAWC’s request to use the no gross-up method with respect to Contributions and Advances from government entities.  Therefore, PAWC argued that if PAWC’s proposal to apply the no gross-up method for all Contributions and Advances is denied, then in the alternative, it should continue to be permitted to apply the no gross-up method to Contributions and Advances received from government entities.  PAWC reasoned that doing so would be consistent with the public policy to facilitate government initiatives that promote public health, environmental quality, and economic development.  PAWC M.B. at 10-11.

I&E stated that it did not object to this request.  I&E pointed out that in the 1989 PAWC Order, the Commission recognized that contributions made by government entities should be treated as a “special circumstance” under the TRA-86 Order where sharing the cost with existing ratepayers is appropriate.  I&E R.B. at 12 (citing 1989 PAWC Order at 3).

2.	ALJ’s Recommendation

The ALJ found that PAWC should be permitted to apply the no gross-up method to projects that relate to government entities.  The ALJ pointed out that the Commission previously approved this approach in the 1989 PAWC Order.  R.D. at 31.

3.	Disposition

No Party filed Exceptions on this issue with regard to the ALJs’ recommendation.  Finding the ALJ’s recommendation to be reasonable, we adopt it without further comment.  Accordingly, we shall reaffirm our ruling in the 1989 PAWC Order that PAWC shall be permitted to apply the no gross-up method to Contributions and Advances received from government entities. 

G.	Whether Capacity Reservation Fees should be subject to the “Gross‑Up Method” (PAWC Exception No. 4)

1.	Positions of the Parties

PAWC argued that the Capacity Reservation Fees, which the Company’s Applicants pay to reserve wastewater treatment capacity on the Company’s wastewater system, are materially different from traditional Contributions and Advances and so should not be subject to gross-up.  According to PAWC, although they are booked as contributions, Capacity Reservation Fees do not result in any new expenditure or newly-incurred cost for the Company in contrast to what occurs when a main extension must be made to serve new customers.  PAWC explained that these fees directly benefit existing customers by reducing the amount of the revenue requirement existing customers would otherwise have to bear.  PAWC M.B. at 10 (citing PAWC St. 1 at 8-9; PAWC St. 1-R at 6).  PAWC also argued that because, unlike traditional Contributions and Advances, Capacity Reservation Fees are specific rates in the Company’s wastewater tariff that were reviewed and approved in a base rate case, they should not be changed outside of a rate case.  PAWC M.B. at 10 (citing PAWC St. 1 at 9).  PAWC reasoned that even if the Commission finds that a gross-up method must be used for traditional Contributions and Advances, it would not be appropriate to require a gross-up of Capacity Reservation Fees.  M.B. at 10.  PAWC also indicated that those paying the fees are providing a benefit to existing customers equal to 100% of the fee less the taxes paid.  PAWC R.B. at 8.
In opposition to PAWC’s position, I&E argued that whether Capacity Reservation Fees are different from main extensions or not, because they are booked as CIAC and are taxable as contributions, the new customer or developer should pay the tax rather than requiring existing ratepayers to subsidize such taxes.  According to I&E, requiring current customers to pay for these tax expenses reduces the benefit that flows to existing customers.  I&E averred that contrary to PAWC’s argument, there is nothing in the record to show that charging tax benefits associated with Capacity Reservation Fees will decrease the number of potential wastewater customers.  I&E M.B. at 25-26 (citing I&E St. 1-SR at 26-27).  

Additionally, in responding to PAWC’s argument that its Capacity Reservation Fees are specific tariff rates that were approved in its last rate case and should not be changed outside of a subsequent rate case, I&E averred that PAWC’s argument is misplaced because the Commission already indicated in the May 2018 Order that the impact of the TCJA can be treated outside of a base rate case.  According to I&E, in the May 2018 Order, the Commission stated as follows:

While ratemaking is generally prospective in nature, an exception to this rule applies in the case of expenses that are extraordinary, substantial and nonrecurring.  In this regard, we agree with the OCA that the TCJA tax savings represent “an extraordinary and substantial, non-recurring reduction in utility expenses that should be treated outside of a general rate proceeding and flowed back to ratepayers.” Therefore, in the Commission’s judgment, there is no legal impediment to our present consideration of the substantial tax savings from the TCJA and we need not await a base rate case filing to address its effect on the justness and reasonableness of consumer rates.


I&E M.B. at 26-27 (citing May 2018 Order at 15).  I&E further noted that although the May 2018 Order addressed the rate impact of the decreased corporate tax rate, it would similarly follow that changes relating to the changed taxable status of Contributions and Advances in the TCJA can also be made outside of a base rate case proceeding if it constitutes an extraordinary, substantial, and nonrecurring expense.  I&E M.B. at 27.

2.	ALJ’s Recommendation

The ALJ recommended that Capacity Reservation Fees be included in the Contributions and Advances because that is their current treatment.  The ALJ agreed with I&E that although PAWC argued that Capacity Reservation Fees are materially different and should be dealt with in a base rate case, the Commission has determined that the consequences of the TCJA should be dealt with in a separate proceeding and not in a base rate proceeding.  The ALJ further noted that there is no evidence in the record to support the fact that charging the tax associated with Capacity Reservation Fees will decrease the number of potential wastewater customers.  R.D. at 31.

3.	Exceptions and Replies

In its Exception No. 4, PAWC argues that the ALJ erred in concluding that the Capacity Reservation Fees should be subject to gross-up.  PAWC contends it has provided evidence in this proceeding to show that these fees are materially different from Contributions and Advances.  PAWC Exc. at 11 (citing PAWC St. 1 at 8-9; PAWC St. 1‑R at 6).  Reiterating its argument in support of its position, PAWC asserts that rather than applying the appropriate standard, which is whether the Company’s proposal is “just and reasonable,” the ALJ relied on I&E’s argument and applied an improper “deterrent” standard.  PAWC Exc. at 11 (citing R.D. at 31).  PAWC concludes that the evidence in this proceeding confirms the direct benefits that Capacity Reservation Fees provide to existing customers under a no gross-up methodology.  PAWC Exc. at 11.

In its Replies, I&E agrees with the ALJ’s recommendation rejecting PAWC’s no gross-up proposal for Capacity Reservation Fees.  I&E also disagrees with PAWC’s “deterrent” standard argument stating it is without merit.  According to I&E, the ALJ appropriately concluded that the record in the instant proceeding lacks evidence to support how and why Capacity Reservation Fees should be treated differently than other Contributions and Advances.  I&E R. Exc. at 23.  I&E reiterates that Capacity Reservation Fees are booked as CIAC, are taxable contributions, and therefore, should not be treated differently or be required to be paid by current customers as tax expenses.  Id. (citing I&E St. 1-SR at 26).

PBA did not file any Exceptions or Replies as to this issue.

4.	Disposition

Upon review, we shall deny PAWC’s Exception No. 4.  We agree with the ALJ’s conclusion regarding this matter.  We are not convinced by the reasons presented by PAWC in support of its argument that we allow the no gross-up methodology for Capacity Reservation Fees.  Moreover, in line with our earlier dispositions that the Company has not met its burden of proof in this proceeding that we should approve the no gross-up methodology, we shall reject PAWC’s proposal regarding Capacity Reservation Fees.  Furthermore, we agree with I&E that the Commission has long established that any increased tax costs related to water and wastewater plant that will be used solely to provide utility services to developers and future potential clients should generally rest with the developer and eventually the new lot owners and should not be shifted to or subsidized by existing customers.  I&E M.B. at 4.  This determination, as highlighted by I&E throughout this proceeding, was reached after the Commission conducted a thorough analysis on this issue on an industry-by-industry basis.  I&E R. Exc. at 24.  In our view, PAWC has not provided sufficient evidence in this proceeding to warrant a reversal of this long-standing policy.

IV.	Conclusion

We have reviewed the record as developed in this proceeding, including the ALJ’s Recommended Decision and the Exceptions and Replies filed thereto.  Based upon our review, evaluation, and analysis of the record evidence, we shall deny PAWC’s proposed Supplement No.6, deny the Exceptions filed by PAWC and PBA, and adopt the ALJs’ Recommended Decision, as modified, consistent with this Opinion and Order; THEREFORE,

	IT IS ORDERED:

[bookmark: _Hlk534639077]1.	That the Exceptions of the Pennsylvania-American Water Company‑Water Division and Pennsylvania-American Water Company-Wastewater Division, filed on December 11, 2018, are denied, consistent with this Opinion and Order.

2.	That the Exceptions of the Pennsylvania Builders Association, filed on December 11, 2018, are denied, consistent with this Opinion and Order.

3.	That the Recommended Decision of Administrative Law Judge Marta Guhl, issued on December 5, 2018, is adopted, as modified by this Opinion and Order.

[bookmark: _Hlk534964056]4.	That the Formal Complaint of the Bureau of Investigation and Enforcement at Docket No. C-2018-3003600 is granted

[bookmark: _Hlk534963694]5.	That the Formal Complaint of the Bureau of Investigation and Enforcement at Docket No. C-2018-3003601 is granted.

6.	That Pennsylvania-American Water Company-Water Division shall not place into effect the rates, rules, and regulations contained in Supplement No. 6 to Tariff Water–PA P.U.C. No. 5. 

7.	That Pennsylvania-American Water Company-Wastewater Division shall not place into effect the rates, rules, and regulations contained in Supplement No. 6 to Tariff‑Wastewater PA P.U.C. No. 16.

[bookmark: _Hlk534958420]8.	That Pennsylvania-American Water Company shall not be permitted to use the no gross-up method with respect to Customer Advances for Construction, Customer Contributions in Aid of Construction, and Customer Deposits for Construction, except for those received from government entities.

[bookmark: _Hlk534963752][bookmark: _Hlk534958439]9.	That Pennsylvania-American Water Company shall continue to use the gross-up method with respect to Customer Advances for Construction, Customer Contributions in Aid of Construction, and Customer Deposits for Construction, except for those received from government entities.

10.	That Pennsylvania-American Water Company shall apply the gross‑up method to any Extension Agreements executed on or after January 1, 2018.  Pennsylvania-American Water Company shall notify the Bureau of Technical Utility Services once this action has been completed.

11.	That upon completion by Pennsylvania-American Water Company of the directive outlined in Ordering Paragraph No. 10, this proceeding shall be marked closed.

[image: ]BY THE COMMISSION,




Rosemary Chiavetta
Secretary

(SEAL)

ORDER ADOPTED:  February 7, 2019

ORDER ENTERED:  February 7, 2019
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