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BEFORE
THE PUBLIC SERVICE COMMISSION OF
SOUTH CAROLINA
DOCKET NO. 2017-292-WS - ORDER NO. 2018-345(A)
MAY 30, 2018
IN RE: Application of Carolina Water Service, Inc. ) AMENDED ORDER

for Approval of an Increase in Its Rates for ) APPROVING RATES
Water and Sewer Services ) AND CHARGES

This amended Order is being issued to amend Order No. 2018-345 to correct an
error in the pro forma estimated Uncollectible Accounts calculation and to reflect the
resultant reduction to direct revenues and rates, and to correct the docket caption to
conform to the Docket Management System. The remainder of the Order is identical to
Order No. 2018-345.

This matter is before the Public Service Commission of South Carolina
("Commission") on the Application of Carolina Water Service, Inc. ("CWS" or
"Company") for approval of a new schedule of rates and charges and modifications to
certain terms and conditions for the provision of water and sewer services for its
customers in South Carolina. CWS filed its Application on November 10, 2017, pursuant
to S.C. Code § 58-5-240 and S.C. Code Regs. §§ 103-503, 103-703, 103-512.4.A and
103-712.4.A.

In the Application, CWS requested an increase in revenues for combined
operations of $4,511,414 consisting of a water revenue increase of $2,272,914 and a

sewer revenue increase of $2,238,500. The revenue increase utilizes a return on equity
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(“ROE”) of 10.5% based on the rate of return on rate base methodology and a historical
test year beginning September 1, 2016, and ending August 31, 2017.

CWS requested permission to modify its sewer service tariff to reduce the
frequency with which customers must test their backflow devices from every year to
every two years, and to authorize the Company to terminate service, after notice, to a
customer who fails to demonstrate that his backflow device is working properly. App. p.
6, § 20. CWS requested authorization to increase its Water Meter Instaliation Charge
from $35 to $45 per year, to more accurately reflect the utility’s cost of providing this
service. App. p. 6, 21. The Company also requested approval of a provision in its tariff
limiting the liability of the Company, its agents, and employees for interruption of
service, whether caused by acts or omissions, to those remedies provided in the
Commission’s rules and regulations. App. p. 6, § 22.

CWS last rate case before this Commission was in Docket No. 2015-199-WS. In
that case, the Commission approved a settlement in which CWS received a combined
revenue increase of $3,068,441 based on a $50,955,443 rate base; an operating margin of
11.95%, an ROE of 9.34%, and a return on rate base of 7.99%.

CWS’ South Carolina operations are classified by the National Association of
Regulatory Utility Commissioners (“NARUC”) as a Class A water and wastewater utility
according to water and sewer revenues reported on its Application for the test year ending
August 31, 2017. The Commission’s approved service area for CWS is in parts of

sixteen counties.
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L PROCEDURAL BACKGROUND

The Commission's Clerk’s Office instructed CWS to publish a prepared Notice of
Filing, one time, in a newspaper of general circulation in the area affected by CWS'
Application and to mail copies of the Notice of Filing to all customers affected by the
proposed rates and charges and modifications. The Notice of Filiﬂg indicated the nature
of the Application and advised all interested parties desiring to participate in the
scheduled proceeding of the manner and time in which to file the appropriate pleadings.
CWS filed affidavits demonstrating the Notice of Filing had been duly published and
provided to all customers.

Petitions to Intervene were subsequently filed on behalf of the Forty Love Point
Homeowners’ Association (“Forty Love”), York County, and James S. Knowlton. The
South Carolina Office of Regulatory Staff ("ORS"), a party of record pursuant to S.C.
Code § 58-4-10(B), made on-site investigations of CWS' facilities, audited CWS' books
and records, issued data requests, and gathered other detailed information concerning
CWS' operations.

CWS was represented by Charles L.A. Terreni, and Scott Elliott. Laura P.
Valtorta represented Forty Love. Michael K. Kendree represented York County, Mr.
Knowlton appeared pro se. Jeffrey M. Nelson, and Florence P. Belser represented the
ORS. On March 28, 2018 York County moved to withdraw from the proceedings
without prejudice after CWS withdrew its request for approval of the Utility System
Improvement Rate (“USIR”). York County’s request was granted on the same day.

Order No. 2018-38-H.
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The Commission held public hearings in Lexington, York, and Greenville
counties to allow CWS's custbmers to present their views regarding the Application. An
evidentiary hearing was held April 3-4, 2018, at the Commission’s offices in Columbia
with the Honorable Swain E. Whitfield, presiding.

The Company presented the testimony of Michael R. Cartin, Operations and
Regulatory Affairs Manager (direct, rebuttal and supplemental), Robert M. Hunter,
Financial Planning and Analysis Manager (direct and rebuttal), and Bob Gilroy, Vice
President of Operations (direct, rebuttal, and testimony responsive to customers who
testified at public hearings). Mr. Cartin, testified about the Company’s operations and
various expenses and capital expenditures made by CWS. Mr. Hunter testified about the
Company’s finances and revenue requirement, and Mr. Gilroy testified about various
aspects of the Company’s operations and customer service. The Company also presented
the testimony of Dylan W. D’Ascendis, CRRA, Director at ScottMadden, Inc., who
testified to the Company’s capital structure, cost of debt, and recommended ROE.

Forty Love presented the direct testimony of subdivision residents and customers
Barbara King and Jay Dixon. They testified to problems experienced with the sewer
system serving Forty Love Point. Mr. Knowlton presented his rebuttal testimony
opposing the amount and frequency of the Company’s rate increases.

ORS presented the testimony of Matthew Schellinger (direct and surrebuttal),
Zachary Payne (direct and surrebuttal), and Douglas H. Carlisle, Jr., Ph.D. (direct and
surrebuttal) as a panel. Dr. Carlisle testified to the Company’s capital structure, cost of

debt, and recommended ROE.
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Dr. Carlisle’s testimony included an analysis and recommendation for an allowed
ROE. Mr. Payne testified about ORS’s examination of the Application and CWS' books
and records and the subsequent accounting and pro forma adjustments recommended by
ORS. Mr. Schellinger’s direct testimony focused on CWS' compliance with Commission
rules and regulations, ORS’ business office compliance review, inspections of CWS'
water and wastewater systems, test year and proposed revenue, and performance bond
requirements.
I REVIEW OF THE EVIDENCE AND EVIDENTIARY CONCLUSIONS
A. Standards and Required Findings

In considering the Application, the Commission must ascertain and fix just and
reasonable rates, standards, classifications, regulations, practices, and measurements of
service to be furnished. The Commission must give due consideration to the Company’s
total revenue requirements and review the operating revenues and operating expenses of
CWS to establish adequate and reasonable levels of revenues and expenses. The
Commission will consider a fair rate of return for CWS based on the record and any
increase must be just and reasonable and free of undue discrimination. CWS has also
asked this Commission to approve revenues based on an authorized ROE established to
allow CWS the opportunity to earn a fair return.

After evaluation of the positions of the parties, the Commission reaches the legal
and factual conclusions discussed below, based on its review of the facts and evidence of

record. The evidence supporting the Company’s business and legal status is contained in
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the Application filed by CWS, testimony, and in prior Commission orders in the docket
files of the Commission, of which the Commission takes judicial notice.

CWS has approximately 16,000 water customers and 14,000 sewer customers in
Lexington, Richland, Sumter, Aiken, Saluda, Orangeburg, Beaufort, Georgetown,
Abbeville, Union, Anderson, York, Cherokee, Greenville, Greenwood, and Williamsburg
counties. App. Schd. F; R. p. 345 (Gilroy Dir. p. 2, 1. 21-24). As a public utility, its
operations are subject to the jurisdiction of the Commission pursuant to S.C. Code §§ 58-
5-10 et seq.

B. Test Year

A fundamental principle of the ratemaking process is the establishment of a
historical test year as the basis for calculating a utility's return on rate base. To determine
the utility’s expenses and revenues, we must select a ‘test year’ for the measurement of
the expenses and revenues. Heater of Seabrook v. PSC, 324 S.C. 56, 59 n.1 (1996).
While the Commission considers a utility's proposed rate increase based upon
occurrences within the test year, the Commission will also consider adjustments for any
known and measurable out-of-test year changes in expenses, revenues, and investments,
and will also consider adjustments for any unusual situations which occurred in the test
year. When the test year figures are atypical, the Commission should adjust the test year
data. See S. Bell Tel. & Tel. Co. v. Pub. Serv. Com, 270 S.C. 590, 603 (1978).

In its Application, CWS utilized a historic test year, the twelve months beginning
September 1, 2016, and ending August 31, 2017, with adjustments for 2018 expectations.

App. p.2, 1 5. ORS used the same historical test year. R. p. 729 (Payne Dir. p. 2, 1l. 5-
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10). None of the other parties contested CWS’ proposed test year. Based on the
information available to the Commission, and that none of the parties ‘objected to CWS’
proposed test year, the Commission concludes that the test year beginning September 1,
2016, and ending August 31, 2017, is appropriate for this Application.

C. Rate of Return on Rate Base

The Company requested rate base and rate of return treatment for its Application.
App. pp. 4-5, J 16. No other party of record proposed an alternative method for
determining just and reasonable rates and the testimony of ORS' witnesses Payne and
Carlisle assumes that return on rate base will be the methodology employed.

The Commission has wide latitude in selecting a rate setting methodology. Heater
of Seabrook, at 64. Even though S.C. Code § 58-5-240(H) requires the Commission to
specify an operating margin in all water and sewer rate cases, the Commission is not
precluded by that statute from employing the return on rate base approach to ratemaking.
1d. Operating margin "is less appropriate for utilities that have large rate bases and need
to earn a rate of return sufficient to obtain the necessary debt and equity capital that a
large utility needs for sound operation." Id at 65. In the Company's last rate case, the
Commission employed the return on rate base methodology. The Commission finds the
return on rate base methodology is appropriate. The Company's rate base, according to
its Application, is $54,853,170. App. Ex. B, Sch. C, p. 1.

The determination of return on rate base requires consideration of three
components, namely: capital structure, cost of equity (or “ROE”) and the cost of debt. R.

pp. 397-398 (D’ Ascendis Dir. pp. 4-5).
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Mr. D’Ascendis and Dr. Carlisle agreed the capital structure and cost of debt of
CWS's parent, Utilities, Inc. should be employed: it is 48.11% long-term debt and
51.89% common equity. R. pp. 395 (D’Ascendis Dir. p. 2, 1l. 10-17); 649 (Carlisle Dir.
p.4, 1. 21-p.5, L. 3). No other party disagreed. The Commission finds this capital
structure supported by the uncontroverted testimony of the parties.

Mr. D’Ascendis and Dr. Carlisle disagreed on CWS’s cost of debt. Mr.
D’Ascendis used an embedded debt rate of 6.60%. Dr. Carlisle lowered CWS’s cost of
debt rate from 6.60% to 6.58% due to what he described as “unfavorable terms™ of the
Company’s long-term debt. R. p. 649 (Carlisle Dir., p. 4, 1. 21 — p. 5,1. 9). Dr. Carlisle
argued the Company imprudently refinanced its long-term debt when interest rates were
high and agreed to terms which prevent it from refinancing now that interest rates are
lower. Id. Mr. D’ Ascendis countered that the Company’s long-term debt financing,
which was agreed to in 2006, was in line with bond yields for similarly situated
companies at the time. R. p. 438 (D’Ascendis, Rebut. p. 3, 1. 1-14). However, the
Commission has not been provided any evidence to support the ORS position. We find
the appropri'ate long-term debt rate for CWS is 6.60%.

The rate of return on common equity, or ROE, is a key figure used in calculating a
utility's overall rate of return. Porter v. PSC, 333 S.C. 12 (1998). A utility is entitled to
the opportunity to earn a fair rate of return. Federal Power Commission v. Hope Natural
Gas Co., 320 U.S. 591 (1944) and Bluefield Water Works Improvement Co. v. Public

Service Comm'n, 262 U.S. 679 (1922),

008



DOCKET NO. 2017-292-WS — ORDER NO. 2018-345(A)
MAY 30, 2018
PAGE 9

Mr. D’Ascendis recommended that CWS’ ROE should fall within a range of
10.45% to 10.95%. R. p. 397 (D’ Ascendis Dir. p. 4, 11. 4-20 (Table 2)).

To determine the cost of equity, Mr. D’ Ascendis used the Discounted Cash Flow
("DCF") Risk Premium Model (“RPM”) and the Capital Asset Pricing Model (“CAP-M”)
and (“ECAP-M”) model to similar risk companies, i.e. proxy groups, of regulated and
non-regulated companies. R. pp. 396-397 (D’ Ascendis Direct pp. 3-4).

The proxy groups were used by Mr. D’ Ascendis because the Company's common
stock is not publicly traded, and, therefore, CWS's market-based common equity cost
rates cannot be determined directly. Id. He used a proxy group of eight water companies
whose common stocks were actively traded for insight into a common equity cost rate
applicable to CWS. R. p. 402 (D’Ascendis Direct, p.10). The utility proxy group was
selected according to these criteria: 1) they are included in the Water Utility Group of
Value Line's Standard Edition (October 13, 2017); 2) they have 70% or greater of 2016
total operating income and 70% or greater of 2016 total assets attributable to regulated
water operations; 3) at the time of the preparation of this testimony, they had not publicly
announced that they were involved in any major merger or acquisition activity (i.e. one
publicly traded utility merging with or acquiring another); 4) they have not cut or omitted
their common dividends during the five years ending 2016 or through the time of the
preparation of this testimony; 5) they have Value Line and Bloomberg adjusted betas; 6)
they have a positive Value Line five-year dividends per share ("DPS") growth rate
projection; and 7) they have Value Line, Reuters, Zacks, or Yahoo! Finance consensus

five-year earnings per share ("EPS") growth rate projections. Id. The companies that met
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Mr. D’Ascendis’ criteria were: American States Water Co., American Water Works Co.,
Inc., Aqua America, Inc., California Water Service Group, Connecticut Water Service,
Inc., Middlesex Water Co., SJW Corp., and York Water Co. Id.

Mr. D’ Ascendis also selected a proxy group of twenty-eight non-price regulated
companies comparable in total risk to the proxy group of water companies. R. Ex. 8
(D’Ascendis Direct, Ex. 1, Schd. DWD-6). The criteria for non-price regulated proxy
group were: 1) they must be covered by Value Line Investment Survey (Standard
Edition); 2) they must be domestic, non-price regulated companies, i.e., non-utilities; 3)
their beta coefficients must lie within plus or minus two standard deviations of the
average unadjusted beta of the utility proxy group; and 4) the residual standard errors of
the Value Line regressions, which gave rise to the unadjusted beta coefficients, must lie
within plus or minus two standard deviations of the average residual standard error of the
utility proxy group. R, p. 423 (D’Ascendis Direct, p. 30, 11. 15-23).

Mr. D’Ascendis' DCF analysis yields cost rates for the water company proxy
group of 8.64%. The RPM analysis produced a common equity cost rate of 10.69% for
the water company proxy group. The CAP-M cost rate is 10.51% for the water company
proxy group. D’Ascendis averaged the mean, 10.43%, and median, 10.58%, equity costs
of the water company proxy group, resulting in 10.51%. R. p. 424 (D’ Ascendis Direct, p.
29, 11. 10-15). With the non-price regulated proxy group, the DCF yields 13.57%, the
RPM, 11.91%, and the CAP-M/ECAP-M, 11.15%. R. p. 424 (D’ Ascendis Direct, pp. 31,
1. 12-32, 1. 4). The average of the mean and median of the non-price regulated proxy

group is 12.06%. R. p. 425 (D’Ascendis Direct, p. 32, 1. 7-14).
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The approximate average of the results produced by any of Mr. D’Ascendis’
models is 10.45%. R. p. 426 (D’Ascendis Direct, p. 33, I. 5-9). He also recommended
an upward adjustment of 0.50% ROE, due to CWS’s small size. R. pp. 426 - 429
(D’ Ascendis Direct, p. 33, 1. 11- 36, 1. 20). His average ROE after the size adjustment is
10.95%. R. p. 429 (D’Ascendis Direct, p. 36, 11. 17-20). Mr. D’Ascendis recommended
range of ROE was 10.45% to 10.95%. R. p. 397 (D’Ascendis Dir. p. 4, 11. 4-20 (Table
2)).

Dr. Carlisle employed the DCF model, the Comparable Earnings Model
(“CEM”), and the CAP-M method to calculate his ROE range of 8.82% to 9.54%. R. p.
647 (Carlisle Direct, p. 2, 1. 12-15).

Dr. Carlisle also used a water company proxy group of ten water companies for
his DCF and CAP-M analyses. R. p. 649 (Carlisle Direct, p. 4, 11. 15-20). Dr. Carlisle’s
water company proxy group was identical to Mr. D’Ascendis’ water company proxy
group except for the addition of Global Water Resources and Artesian Resources.
Carlisle Rev. Exhibit DHC-4.

Dr. Carlisle’s DCF analysis yields cost rates for his water company proxy group
of 8.82%. R. p. 654 (Carlisle Direct, p. 9, 1. 5-6). Dr. Carlisle did not perform the DCF
analysis on non-price regulated proxy group as Mr. D’ Ascendis did.

Dr. Carlisle’s CAP-M analysis compared the returns of the companies in his water
company proxy group to a “risk free rate of return” (projected 30 yr. Treasury bond
yield). R. p. 658 (Carlisle Direct, p. 13, 1. 17-23). Dr. Carlisle’s CAP-M analysis

produced a range of 9.38% to 9.70%, which he averaged for a final CAP-M rate of
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9.54%. R. p. 659 (Carlisle Direct, p. 14, 1l. 12-13). Dr. Carlisle did not perform the
CAP-M analysis on comparable non-price regulated stocks, as Mr. D’ Ascendis did.

Dr. Carlisle’s CEM analysis, was applied to a group of non-price regulated stocks
selected from Value Line with a comparable price volatility factor (“beta” or “B”) to
those in his water company proxy group. R. p. 655 (Carlisle Dir. p. 10, 11. 1-6). The
CEM analysis produced a “retrospective” return on equity of 9.15%, and a “prospective”
ROE of 8.63%. Dr. Carlisle averaged the two to arrive at a CEM ROE of 8.89%. R. p.
656 (Cariisle Dir. p. 11, 11. 3-7).

Finally, Dr. Carlisle averaged his DCF, CEM, and CAP-M rates to arrive at his
recommended ROE of 9.08%.

Mr. D’ Ascendis and Dr. Carlisle disagreed often. Mr. D’ Ascendis argued that Dr.
Carlisle should have relied on analysts’ estimates of earnings per share rather than
historical and projected measures of book value per share, dividends per share, and sales
growth to predict growth in earnings per share when performing his DCF analysis. R. p.
438 (D’Ascendis, Rebut. p. 3,1. 15 —p. 7, 1. 5). On the other hand, Dr. Carlisle took issue
with Mr. D* Ascendis’ reliance on analysts’ projections of earnings per share (“EPS”) as
the sole factor in his DCF analysis. R. pp. 666-667 (Carlisle Surr. p. 5,1. 8 —p. 6, 1. 12).
Dr. Carlisle, instead, also considers dividends per share (“DPS”), book value per share
(“BPS”), and revenue or sales. R. pp. 650-651 (Carlisle Dir., pp. 6-7). Mr. D’Ascendis
pointed to common market references, such as Yahoo Finance and Bloomberg, which
provide earnings per share projections, but not projections of dividends per share, book

value per share or sales growth, as evidence the investment community relies on the
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former but not the latter. R. p. 458, 1. 24 —p. 459, 1. 13. Had he done so, Mr. D’ Ascendis
testified, Dr. Carlisle's analysis would have produced a higher ROE. R. p. 442
(D'Ascendis Rebut., p. 7, 1. 1-5). Dr. Carlisle disagreed, citing studies showing that
analysts’ estimates have been historically overly optimistic, and should not be the sole
basis for the DCF analysis. R. pp. 664-666 (Carlisle, Surr. p. 3,1. 6 —p. 5, 1. 4).

Mr. D’ Ascendis also disagreed with Dr. Carlisle’ CAP-M calculations. He argued
that Dr. Carlisle used the wrong measures of market return, and that he should have used
the arithmetic mean of monthly total return rates instead of a geometric mean (or
compound growth rate). Mr. D’Ascendis contends using the arithmetic produces the best
insight into future returns. R. pp. 443-445 (D’ Ascendis Rebut. pp. 8-10). Dr. Carlisle
responded that his market return measure better reflects the variety of companies in the
market. Dr. Carlisle also defended his use of the geometric mean arguing that the
arithmetic mean ignores the “compounding” effect of investing and can mislead investors
by masking over the ups and downs of the market. R. p. 668 (Carlisle Surr. p. 7,1. 5 —p.
10, 1. 26).

Mr. D’Ascendis criticized Dr. Carlisle for not performing an ECAP-M analysis,
which he testified would have produced an equity cost rate of 10.03%. R. pp. 444445
(D’Ascendis Rebut. p. 9, 1. 8 — p. 10, 1. 9). Mr. D’Ascendis also testified that Dr.
Carlisle’s selection of non-price regulated companies for his CEM analysis failed to
reflect the total risk of his water company proxy group. Mr. D’ Ascendis performed Dr.
Carlisle’s DCF and CAP-M analyses using a group that better reflected the risk of the

water proxy group and found cost rates of 14.66% and 9.85% respectively. R. p. 448
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(D’Ascendis Rebut. p. 13, 1. 14-24). Using the amended proxy group, Dr. Carlisle’s
range would change to 9.57% (DCF), 10.03% (CAP-M), and 12.26% (CEM) with an
average of 10.62%. R. p. 449 (D’ Ascendis Rebut. p. 14, 11. 4-10).

The Commission finds Mr. D’Ascendis’ arguments persuasive. He provided
more indicia of market returns, by using more analytical methods and proxy group
calculations. Mr. D’Ascendis’ use of analysts’ estimates for his DCF analysis is
supported by consensus, as is his use of the arithmetic mean. The Commission also finds
that Mr. D’ Ascendis’ non-price regulated proxy group more accurately reflects the total
risk faced price regulated utilities and CWS. Furthermore, there is no dispute that CWS
is significantly smaller than its proxy group counterparts, and, therefore, it may présent a
higher risk. . An appropriate ROE for CWS is 10.45% to 10.95%. The Company used an
ROE of 10.5% in computing its Application, a return on the low end of Mr. D’ Ascendis’
range, and the Commission finds that ROE is supported by the evidence.

Table 1 below indicates the capital structure of the Company, the cost of debt, the
cost of equity as approved in this Order, and the resulting rate of return on rate base:

Table 1: Summary of Overall Rate of Return

Type of Capital Ratios Cost Rate Weighted Cost Rate
Long-Term Debt 48.11% 6.60% 3.17%
Common Equity 51.89% 10.50% 5.45%
Total 100.00% 8.62%
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D. Contested Rate Base Adjustments

The rate base proposed by CWS for combined operations was $54,853,170. App.
Ex B., Sch. C. CWS disputed two of ORS’s rate base adjustments: Adj. 32(c) in which
ORS proposes to disallow $1,081,375 spent in connection with a liner of the equalization
basin (“EQ Liner”) at the Friarsgate wastewater treatment plant, and Adj. 32(d) in which
ORS proposes to disallow $306,552 in engineering costs incurred at the Friarsgate Plant.
R. p. 744 (Payne Direct, p. 17).
1. Friarsgate EQ Basin Removal and Site Remediation

The Company proposes to include $1,081,375 for engineering costs and
remediation costs associated with the replacement of the Equalization Basin’s (“EQ”)
liner at the Friarsgate WWTF. An EQ Liner is a heavy-mill plastic liner placed in an in-
ground basin that holds water. R. p. 478, 1l. 20-24. CWS hired an engineering firm,
W.K. Dickson, after an upset occurred at its Friarsgate Wastewater Treatment Facility
(“Friarsgate Plant”). W.K. Dickson assisted CWS in formulating and presenting a
Corrective Action Plan required by a Consent Order with DHEC. R. p. 555, 1. 16 — p.
557, 1. 1. W.K. Dickson submitted engineering plans on an expedited basis for various
changes and improvements made to the plant. R. p. 555, 1. 19-25. DHEC also required
CWS to have a professional engineer who was a wastewater expert on site to supervise
the plant’s operations. R. p. 556, 11. 14-22. W.K Dickson also provided required monthly
reports to DHEC. R. p.556,1.22 —p. 557,1. 1.

The Company was required by a DHEC Consent Order to: 1) remove the existing

liner, 2) complete any environmental mitigation efforts concerning the soils under the
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existing liner, and 3) replace the EQ Liner. This effort included removing and properly
disposing of any affected soils. Once the site was sufﬁcieﬁtly mitigated, new soil was
brought in, graded, and compacted to prepare the site for the installation of the new liner.
Although the EQ plastic liner has yet to be installed, the Company removed the existing
EQ Liner and completed the environmental mitigation required by DHEC before the
audit cutoff date of February 12, 2018. CWS acted expeditiously to comply with the
DHEC mandate. CWS is not asking to recover the cost of the new liner. R. p. 505, 11. 8-
14.

CWS witness Cartin testified that the DHEC Consent Order required CWS to
remove the EQ Liner at the Friarsgate Plant, remediate the soil underneath the liner, and
replace the liner. R. pp. 318-319 (Cartin Rebut. p. 3, 1. 3 — p. 4, 1. 2). CWS spent
$1,081,375 to remove the EQ Liner and remediate the soil under the liner. Id. The
Company had not installed the new liner yet but is in the process of doing so. Id. CWS
contends that its compliance with DHEC’s Consent Order was required for its continued
operations and the public has benefitted from the removal of the old EQ Liner and the
soil remediation, and therefore the costs should be included in rate base. Id.

The ORS proposes to disallow these costs because the EQ Liner has not yet been
replaced. The ORS reasons that the project included both the engineering and
remediation and the replacement of the EQ Liner. ORS’s witness, Zachary Payne,
testified that, since the new EQ Liner is still under construction, the whole project is not
used and useful and should not be included in rate base. R. p. 754 (Payne Surr. p. 4, 1L. 7-

17).
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The Commission finds the measures required by the DHEC Consent Order were
in the public interest. Disallowing recovery of remediation costs acts to impair a utility’s
ability to address environmental concerns and conflicts with the policy of allowing
recovery of necessary and prudently incurred costs. These known and measurable
expenditures provided prompt regulatory and environmental compliance and immediate
environmental and customer benefits. CWS has not requested recovery of the cost of the
new EQ Liner, the part of the project that ORS challenges as not used and useful. The
Commission finds the $1,081,375 cost of the removal of the existing EQ Liner and
environmental remediation served the Company’s customers and the public interest, and
the Company is entitled to its recovery.

2. Friarsgate Engineering Costs

ORS proposed to disallow $306,552 in engineering costs paid to the W.K.
Dickson firm for services at the Friarsgate Plant. R. p. 744 (Payne Direct, p. 17, 1. 11
(Adj. 32(d)). CWS contends the costs are recoverable because W K. Dickson was hired to
comply with the terms of the Consent O'rder with DHEC. R. pp. 319-320 (Cartin Rebut.
p.4,1.3—p.5,1.4). Mr. Cartin testified that W.K. Dickson was hired to design an O&M
Manual and take other measures to ensure compliance at the plant. Id. Mr. Gilroy
testified that W.K. Dickson was continuously present at the plant following an upset that
occurred in June 2016 whichled to a DHEC enforcement action. R. p. 353 (Gilroy Direct
p. 10 1. 1-7); R. p. 487,1. 12 — p. 488, 1. 9. During that period, W.K. Dickson served as
the principal point of contact with DHEC personnel and obtained permission for changes

and improvements made to the facility. Id.
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ORS took the position the W.K. Dickson costs should not be recoverable because
they were incurred to comply with DHEC’s Consent Order, which was caused by the
Company’s failure to adequately operate and maintain the Friarsgate Plant. R. p. 683, 1L
5-22. ORS’s witness, Mr. Schellinger also testified the invoices for the work lacked
sufficient detail to allow it to determine the work performed, and the work was required
by Consent Orders which arose from the Company’s violation of its NPDES permit. R.
pp-712-715 (Schellinger Surr. p. 5, 1. 13 —p. 8, 1. 20). If the costs were allowable, Mr.
Schellinger testified that they should be booked as operations and maintenance expenses,
not capital assets. CWS responded that costs incurred to ensure the Company’s
compliance with environmental regulations should be recoverable, and that treating them
as capital expenditures is consistent with the practice adopted by the Company and the
ORS in the settlement of the last rate case. R. pp. 319 - 320 (Cartin Rebut. p. 4,1. 3 —p. 5,
I. 4). The Commission finds the engineering fees are recoverable as a capital expense
prudently incurred to ensure necessary compliance with environmental regulations.

E. Expenses

CWS contested adjustments proposed by the ORS to the Company’s O&M
expenses: a reduction of $96,892 in sludge hauling expenses (Adj. 9(d)), and the
disallowance of $998,606 in legal expenses incurred during litigation involving the I-20
wastewater treatment plant (Adj. 16).

1. Adjustment for Litigation Expenses
The Company proposes to amortize $998,606 in financial costs and litigation

expenses associated with its I-20 sewer system over 66.67 years. R, pp. 316-317 (Cartin
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Rebut., p. 1, 1. 12 —p. 2, 1. 18). These costs were primarily incurred with five actions: 1)
a lawsuit brought by the Congaree Riverkeeper in the U.S. District Court, 2) a
condemnation action brought by the Town of Lexington, 3) a challenge to DHEC’s denial
of a permit for the I-20 Plant in the Administrative Law Court, 4) the Town of
Lexington’s challenge of DHEC’s order that it interconnect with CWS brought in the
Administrative Law Court, and 5) CWS’s lawsuit against the EPA in the United States
District Court. Schellinger Sur. p. 3, Il. 1-11. The Company proposed to amortize these
costs over 66.7 years, resulting in an expense of $14,979 per year. R. p. 300 (Cartin, Dir.,
p- 2, 11. 15-18).

ORS argued the legal expenses should not be allowed for two reasons. Mr.
Schellinger testified that legal expenses incurred to defend the Congaree Riverkeeper’s
lawsuit should not be allowed because the District Court had ruled against CWS finding
various violations of its NPDES permit and of effluent limitations since 2009. R. p. 692
(Schellinger Surr. p. 3, 1. 11 —p. 4,1. 5). Mr. Schellinger viewed the company’s lawsuit
against the EPA and its litigation in the Administrative Law Court as related to the
Riverkeeper proceeding, a position not disputed by CWS. Schellinger asserts that CWS
should not be allowed to recover its legal costs because the actions arose from the
Company’s violations of environmental regulations. Id.

Schellinger testified the legal costs incurred in the condemnation action should
not be recovered because CWS may be allowed to recover some costs if it prevailed. R.
p. 730 (Schellinger Surr. p. 4, 11. 6-22). Schellinger also posited the actions before the

Administrative Law Court could turn on the outcome of the condemnation action. R. p.

0019



DOCKET NO. 2017-292-WS — ORDER NO. 2018-345(A)
MAY 30, 2018
PAGE 20

731 (Schellinger Surr. p. 5, 1. 1-12). He testified that since the. outcome of the
condemnation action was unknown and since if successful CWS may recover its
litigation costs, the Commission should establish a regulatory asset in which to defer the
litigation costs for future rate making treatment.

Mr. Cartin testified that CWS had no choice but to defend the Congaree
Riverkeeper’s lawsuit, and to prosecute its related actions. R. p. 490, 1. 22 — p. 491, 1. 7.
He pointed out the Congaree Riverkeeper brought his suit to force an interconnection of
the I-20 Plant to the Town of Lexington’s sewer system, an action CWS was ready to
take but the Town of Lexington would not allow. R. p. 489, 1l. 8-20. It was not until
2016, after DHEC ordered the Town of Lexington to seek an interconnection with CWS,
that Lexington brought its condemnation proceeding. R. p. 567, 1l. 1-12. When the
condemnation suit was brought, CWS readily allowed the town to take possession of the
I-20 system and interconnect the plant, reserving its right to contest Lexington’s
valuation of the plant. Id.

The Commission finds that regulated utilities, like any business, will experience
litigation costs associated with its business operations. CWS acted to limit exposure to
liability and benefit the utility and its rate payers. The financial and litigation costs were
prudently incurred. Recovery of these costs equates to $14,979 in annual amortization
expense. As Mr. Cartin testified, CWS had no alternative but to defend the Congaree
Riverkeeper’s lawsuit and engage in the related litigation. Therefore, CWS will be

allowed to recover $998,606 amortized over 66.7 years, at the rate of $14,979 per year.
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2. Sludge Hauling Expenses
| CWS incurred $284,233 in sludge hauling expenses at its Friarsgate Plant and at
its Watergate wastewater treatment facility (“Watergate Plant”) during the test year. R. p.
753 (Payne Surr. p. 3). ORS proposed to remove $96,892 in sludge hauling costs. ORS
proposes an adjustment to allow recovery of a three-year average of annual sludge
hauling costs at the two facilities.

ORS witness Payne testified that the ORS reviewed the sludge costs in the test
year and the costs in the previous two years, concluding that the sludge hauling costs in
the test year were atypical. R. pp. 751-752 (Payne Surr. p. 2,1. 19—p. 3, 1. 12).‘ The ORS
proposes to average the annual sludge expense for the three years reviewed and proposed
an adjustment of $96,892, normalizing this operating expense. Id.

CWS witness Gilroy testified the increase of sludge hauling expense during the
test year was caused by additional sludge removal requirements at the Friarsgate WWTF
which produces large amounts of sludge that must be disposed of in a timely manner. R.
pp. 358-360. The amount of sludge produced depends on many factors within the
process of the waste water treatment. Id. The active sludge inventory within the process
must be kept at a certain concentration for the biological process to be effective and result
in a clear compliant effluent. Id. Excess sludge inventory must be removed frequently to
keep sludge from building up to unacceptable levels which could cause problems with
effluent quality. Id.

Mr. Gilroy testified that because the Friarsgate WWTF has been on a Consent

Order, these sludge inventories are also monitored by DHEC, which recommends that the ‘

0021



DOCKET NO. 2017-292-WS — ORDER NO. 2018-345(A)
MAY 30, 2018
PAGE 22

inventory to be kept at a constant rate. R. p. 365 (Gilroy Rebut. p. 3, 1I. 3-12)).
Ordinarily, the liquid sludge is poured into filtrate boxes that drain off the water leaving a
very dry cake behind, which is then hauled and disposed of at the Northeast Sanitary
Landfill. Id. When the sludge production exceeds the capacity of the filtrate boxes, CWS
utilizes contractor liquid tanker trucks to haul the sludge to the City of Cayce’s disposal
site. Id. Disposing of the sludge in the cake form is more cost-effective than hauling
truckloads of liquid sludge. Id. Although more expensive, sometimes the filtrate boxes
are full, and tankers must be utilized. Id.

The Commission finds that the sludge hauling costs in the test year are
recoverable as known and measurable, prudently incurred costs. The ORS does not
dispute the sludge costs in the test year. It simply speculates that the costs will not recur
in a similar amount. Speculation is not sufficient. Moreover, the testimony indicates that
the sludge costs have increased because of the DHEC Consent Order, and were prudently
incurred. The Commission denies the ORS adjustment to reduce the sludge hauling
expenses.

3. Effects of the Income Tax and Jobs Act
a) Excess Accumulated Deferred Income Taxes

The Company filed its Application before Congress enacted the Tax Cuts and
Jobs Act of 2017 (“TCJA”), which took effect on January 1, 2018. P.L. No: 115-97. The
TCJA changed the tax laws affecting the Company. Mr. Hunter testified the TCJA
reduced the corporate income tax rate from 35% to 21%, causing the Company to reduce

its requested revenue requirement by approximately $877,000. R. p. 255, 1I. 16-22. This
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Commission held in Order No. 2018-308 that, beginning January 1, 2018, regﬁlatory
accounting treatment is required for all regulated util_ities for any ﬁnpaéts of the new law,
including current and deferred tax impacts. We also held that the utilities should track
and defer the effects resulting from the Tax Act inn a regulatory liablilit}; account, and
further, for water/wastewater utilities with operating revenues that are equal or greater
than $250,000, the issue will be addressed af the next rate case or other proceeding. ‘The
provisions of Order No. 2018-308 apply to the present case, as well as t:o othe;r ﬁ;cilities
indicated in Order No. 2018-308.
F. Rate Case Expenses N

CWS proposed to include rate case expenses incurred in this rate case through the
date of the hearing, and ORS agreed to this proposal, subject to its review of the
requested additional amount and examination of supporting documenta;tion. R p. 754
(Payne Surreb., p. 4, 1. 5-7). ORS received and reviewed documentation supporting rate
case expenses of $88,500 and informed the Commission at the hearing that the ORS
agrees with them. After the hearing, CWS presented documentation supportiﬁg
additional rate case expenses of $64,560. Because the additional rate case expenseé are
known and measurable, the Commission will allow them to be included in the total rate
case expense and amortized over three years. We find the Company is entitled to
$153,060 in total rate case expenses, including those expenses submitted to ORS post-
hearing. This amount amortized over three years less the Company’s per book amount

yields a post-hearing adjustment of $21,520.
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G. Other Adjustments

The remaining ORS adjustments are accepted by this Commission Without
discussion. They either were not disputed by the parties or were caused by carrying out
the effects of the adjustments adopted above.
H. Deferred Accounts

By Order No. 2015-876 in Docket No. 2015-199-WS, the Commission approved
two regulatory deferred accounts authorizing CWS 1) to record and monitor all rate
increases from third-party providers for water supply and sewer treatment; and 2) to
recover non-revenue water expenses. The Commission authorized CWS to seek recovery
of the balance of these deferred accounts, subject to audit by ORS and approval by the
Commission in a subsequent rate case. In this Application CWS is seeking recovery of
the balance in the regulatory deferral account associated with increases in purchased
water from bulk water providers. (Application, para. 17) Mr. Hunter testified that the
purchase water deferred account had a balance of $669,808 as of March 8, 2018 and
explained CWS sought recovery of this balance in this docket R. p. 278 (Hunter Rebut. p.
3 11. 7-17). At the hearing, Mr. Payne testified that the ORS had reviewed the supporting
documentation of the purchase water deferred account aﬂd that the ORS agreed with
CWS’ request to recover the balance of $669,808. R. p. 752 (Payne Surreb., p. 2, 11.8-
18). The Commission finds it reasonable for CWS to recover the purchased water
deferred account balance of $669,808.

Because the non-revenue water deferral account has a balance of zero, the ORS

recommended this account be closed. R. p. 701 (Schellinger Dir., p. 11, 1. 18 — p. 12, 1.
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8). The Company did not dispute this recommendation. The Commission finds it
reasonable .that the non-revenue water account be ciosed.
L Performance Bond

CWS currently provides the maximum amount required for its performance bond
in the amount of $350,000 for water and $350,000 for sewer operations. Using the
criteria set forth in S.C. Code Regs. §§ 103-512.3.1 and 103-712.3.1, ORS recommended
that CWS be required to continue the current performance bond a