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I nvestor owned water utility companies are pushing unreasonable rate schemes on consumers
across the country. These schemes involve special surcharges that automatically increase water
bills without a full public review, so that private utility companies can more quickly make a return
on certain water distribution projects and ensure their long-term profitability." The companies are
essentially trying to boost their earnings and shed regulatory oversight that protects consumers.

Although the scheme goes by different names in different
states, it is most commonly referred to as a Distribution
System Improvement Charge (DSIC).? This innocuous-
sounding name obscures the real objective: to boost and
ensure corporate profits by shifting risks to the public and
bypassing standard consumer protections. (Community
activists fighting this scheme have noted that a more fit-
ting title would be a Reduction in Public Oversight For
Financing, or RIPOFF.) In the states where it is allowed, it
is a boon for the private water industry that comes at the
expense of the public.

Avoided Public Oversight

The DSIC scheme allows investor owned water utilities to
increase customer bills without the standard regulatory
process that protects the public from the exploitative prices
and unfair practices possible under private monopolies.?
[n most states, a public utility commission oversees the
finances and approves the rates of investor owned water
utilities to prevent the companies from abusing their mo-
nopoly power.* By avoiding full regulatory scrutiny, sur-
charge schemes can lead to unwarranted profits, as well
as skewed investment decisions. They incentivize certain
projects at the expense of other, possibly more prudent,
ones,® and can compel companies to overinvest to maxi-
mize their financial benefit from the scheme.”

David Sade, West Virginia’s deputy consumer advocate,
said that allowing such a scheme would “remove one of
the most important counterbalances to the inclinations

of monopoly utilities to overbuild, or ‘gold plate’ their
systems.” Taking time to conduct a full financial review,
Sade explained, “serves to encourage monopoly utilities to
engage in prudent investment decisions and operate more

efficiently.”® DSIC schemes bypass this necessary public
oversight.

Automatic Rate Increases

With the DSIC scheme, investor owned water utilities

can automatically increase customer bills up to a certain
percentage — from 3 percent to 10 percent, depending on
the state? — after repairing or replacing water pipelines.
Then, when private water utilities want a larger increase,
they follow the normal procedures and file a rate case.™
The largest investor owned water utilities typically file for
rate increase every two years,"" whether or not they have
imposed surcharges."”> When they do, they roll any existing
surcharges into their base rates and reset the surcharge to
zero."” This obscures the long-term consumer cost of the
mechanism. Over time, the rolled-in surcharges can add
up to a considerable premium on customer bills.

For example, infrastructure surcharges added $80 million
to Aqua Pennsylvania’s total authorized revenues between
1997 — when the scheme went into effect —and mid-
2010 (see graph). The company received, on average, only

“[1]t is inappropriate to tilt the regulatory
balance against consumers and shift business
risk away from water companies simply for
the purpose of creating an incentive for these
companies to fulfill their basic obligation to
provide safe and adequate water service.”

— from the National Association of

State Utility Consumer Advocates’ resolution
against automatic infrastructure surcharges*



about 3 percent of its actual revenue from cur-
rent surcharges in any given year. However, be-
cause the surcharges were rolled into base rates

Aqua Pennsylvania’s Rate Increase History:
How Infrastructure Surcharges Have Inflated Rates

every two years, the cumulative effect of these
surcharges is significant. Surcharges accounted
for about 36 percent of the total increase in the
company’s authorized revenues from 1997 to
2010. As of mid-2010, about one fifth of its an-
nual operating revenue could be traced back to
their surcharge scheme.' This scheme worked
to ensure the company’s long-term profitability
at the expenses of consumers.

Inflated Water Bills

The DSIC scheme can overcharge consumers.
The surcharge is based on a limited view of
utility finances. It increases customer bills to
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cover the cost and corporate profits associated
with certain projects without accounting for
and offsetting any decreases in operating
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expenses that result from those projects.
Rehabilitating water pipelines, for example,
reduces main breaks, water loss and related
costs."

Surcharge schemes inflate a company’s allowed return on
equity — its profit — by reducing regulatory lag,'® which is
the time between when a corporation makes an investment
and when it can start making a return on that investment.
Regulators set a utility’s authorized return on equity to
compensate it for the risks associated with lag, but when
surcharges cut lag time, there is not a corresponding de-
crease in the allowed return.”” That means consumers con-
tinue to pay for business risks that the surcharge removes.

Calculations of infrastructure surcharges also typically
overestimate the cost of financing projects at the expense
of consumers. These calculations are based on the cost
of long-term debt, even though water utilities tend to use
cheaper short-term debt to pay for the types of projects
funded by the surcharge.

Unnecessary Consumer Burden

The DSIC scheme puts an unjustified financial burden on
consumers. Water corporations claim that it is necessary
for improving water systems, but as New Jersey’s Division
of Rate Counsel said, “This argument for an incentive is
disingenuous because a utility should not need an extra
incentive to fulfill its obligations to provide safe, adequate,
and proper service to New Jersey ratepayers.”"

In other words, the DSIC is an unnecessary special cor-
porate perk that rewards investor owned water utilities for
making improvements that they should be making anyway.
If the corporations cannot meet their obligations to provide
safe and sound water service using standard rate practices,
then they should get out of the water business.

Since the implementation of the infrastructure surcharge in 1997 through mid-
2010, Aqua Pennsylvania’s authorized revenue has increased by a total of $224
million, $80 million of which is from infrastructure surcharges.'*

The Private Water
Industry’s “Major Coup”

An industry analyst has called legislative action allowing a
DSIC scheme a “major coup,”*' and another has referred
to infrastructure surcharges as “the holy grail” for investor
owned water utilities.??

Nick DeBenedictis, CEO of Aqua America, attributed his
company’s stable earnings to infrastructure surcharges,?
and in 2011, the company focused 44 percent of its
planned capital investments on projects covered by them.*
American Water, another investor owned water utility, sees
the surcharge mechanism as part of its strategy to “ensure”
long-term profitability.> The company expects to eventual-
ly recover one-fifth of its capital investments through such
schemes. Reducing regulatory lag “boosts the timeliness of
earnings,” CEO Jeff Sterba explained to Global Water Intel-
ligence. “That’s why we're focused on the development

of a DSIC-like distribution recovery mechanism in New
Jersey.”?¢

To date, eight states — Connecticut, Delaware, Illinois,
Indiana, Missouri, New York, Ohio and Pennsylvania —
permit the use of infrastructure surcharges, and two states
— California and New Hampshire — have pilot programs.
The industry is aggressively pushing regulators and legisla-
tors in other states, particularly New Jersey, to follow suit.

Stop the Rip-Off

State legislators and regulators should prevent this consum-
er rip-off. Certainly we must invest in our water distribution
systems, but infrastructure surcharges are a false solution




to our infrastructure needs. Infrastructure surcharges are
merely moneymaking schemes for private water companies
and their Wall Street investors without any consumer ben-
efit. They are clearly not in the public interest. Everyone
depends on safe and high-quality water, and it is essential
that this shared public resource be regulated for the public
good rather than private gain.

Endnotes

1

12

14

Tracy, Ryan. “Water utility seeks automatic rate increases.” The Times of
Trenton. May 2, 2009; “American Water unveils ROE strategy.” Global
Water Intelligence, vol. 11, iss. 5. May 2010 at 8; National Association of
Water Companies. [Website]. “New Jersey Chapter.” Available at http://
www.nawc.org/membership/chapters-and-related-groups/new-jersey.
aspx, Accessed August 29, 2011; National Association of Water Com-
panies. [Website]. “Indiana Chapter.” Available at http://www.nawc.org/
membership/chapters-and-related-groups/indiana.aspx; Accessed August
29, 2011; National Association of Water Companies. “Summary Report:
Water Policy Forum For State Public Utility Commission Staff.” December
2010 at 36 to 39.

Stanford, Melissa J. The National Regulatory Research Institute. “Sur-
charges, Adjustment Clauses and Other Cost Recovery Mechanisms.” Au-
gust 17, 2006 at 2 to 3; National Association of Water Companies New

Jersey Chapter. “Testimony of National Association of Water Companies
New Jersey Chapter in New Jersey BPU Stakeholder Proceeding — Docket
No. WO10090655.” December 29, 2010 at Exhibit F.

Public Service Commission of West Virginia. “Staff Initial Brief.” Case No.
10-0920-W-42T West Virginia-American Water. January 28, 2011 at 85 to
86.

“State Regulators Play a Role in Privatization.” Water Sense, vol. 3, iss. 3.
Summer 1997 at 7 to 8.

Henkes, Robert J. “Direct Testimony.” Before the State of New Jersey
Board of Public Utilities.” (WO08050358). The Petition of New Jersey

American Water for Authorization to Implement A Distribution System
Improvement Charge. January 9, 2009 at 7; New Jersey Division of Rate
Counsel. “Re: In the Matter of the Petition of New Jersey American Water
Company for Authorization to Implement a Distribution System Improve-
ment Charge (‘DSIC’).” NJ Board of Public Utilities. (BPU Docket NO.
WO08050358). April 17, 2009 at 14 to 15; New Jersey Division of Rate
Counsel. “I/M/O The Possible Implementation of a Distribution System
Improvement Charge (DSIC) for Water and Wastewater Utilities.” NJ
Board of Public Utilities. (BPU Docket No. WO10090655). April 4, 2011
at 5.

New Jersey Division of Rate Counsel. April 17, 2009 at 17 to 19; Woods,
Howard. New Jersey Division of Rate Counsel. “Direct Testimony.” Before
the State of New Jersey Board of Public Utilities.” (WO08050358). The
Petition of New Jersey American Water for Authorization to Implement A
Distribution System Improvement Charge. January 9, 2009 at 5.

Sade, David A. Consumer Advocate Division, West Virginia Public
Service Commission. “Initial Brief of the Consumer Advocate Division.”

Case No. 10-0920-W-42T West Virginia-American Water. January 28,
2011 at 49.

Ibid. at 49.

National Association of Water Companies New Jersey Chapter. Decem-
ber 29, 2010 at Exhibit F; Lynch, Walter. American Water. “The Benefits
of Infrastructure Replacement Surcharges.” Presented at NARUC 120th

Annual Convention, November 17, 2008 at 11 to 12 and 20.

American Water Company. [White paper.] “Innovative Solutions Within
the Water Industry: Infrastructure Surcharges.” May 2009 at 1 to 2; Lynch,
Walter. American Water. “The Benefits of Infrastructure Replacement
Surcharges.” Presented at NARUC 120th Annual Convention, November
17,2008 at 21.

American Water. Presentation. Institutional Investor Meetings. April 2011
at 21; DeBenedictis, Nick. Aqua America. Transcript of Presentation at
A.G. Edwards Mid-Cap Utilities Conference. Fair Disclosure Wire. June
13, 2007; New Jersey Division of Rate Counsel. “I/M/O The Possible
Implementation of a Distribution System Improvement Charge (DSIC) for
Water and Wastewater Utilities.” New Jersey Board of Public Utilities.
(BPU Docket No. WO10090655). December 30, 2010 at 14.

Sade, 2011 at 52 to 53; Woods, 2009 at 18 to 19.
American Water Company, May 2009 at 1 to 2.
Food & Water Watch calculations based on: Delaware County Industrial
Development Authority, Water Facilities Revenue Bonds (Philadelphia
Suburban Water Company Project), Series of 1999. September 29, 1999
at A-11 and A-21; Delaware County Industrial Development Authority,

Water Facilities Revenue Bonds (Philadelphia Suburban Water Company
Project), Series of 2001. October 23, 2001 at A-17 and Appendix B, p.
18; Delaware County Industrial Development Authority, Water Facili-
ties Revenue Bonds (Aqua Pennsylvania, Inc. Project), Series A of 2005
and Water Facilities Revenue Refunding Bonds (Aqua Pennsylvania Inc.
Project), Series B of 2005. May 10, 2005 at Appendix A, pp. 5 and 9;

19
20

21

22

23

24

25

26

27

Origins: “The Nick DeBenedictis Bill”

Pennsylvania was the first state in the country
to allow water infrastructure surcharges. In the
mid-nineties, during the final hour of a state
legislative session, Pennsylvania lawmakers
passed a law — tagged onto a piece of legisla-
tion that restricted inmate phone calls — that
authorized a Distribution System Improvement
Charge. The measure was dubbed “the Nick
DeBenedictis bill” after the head of the com-
pany now called Aqua America. DeBenedictis’
company, along with the Pennsylvanian arm
of American Water, devised the scheme, and
several state politicians credited his lobbying
efforts and campaign contributions with the
bill’s passage. The scheme went into effect at
the beginning of 1997.%

Pennsylvania Economic Development Financing Authority, Water Facili-
ties Revenue Bonds (Aqua Pennsylvania, Inc. Project), Series A of 2008.
December 4, 2008 at A-6, A-11 and A-12; Aqua Pennsylvania, Inc. “Con-
solidated Financial Statements as of and for the years ended December
31,2010 and 2009.” April 21, 2011 at Description of Aqua Pennsylvania,
Inc. pp. 6 and 13.

Public Service Commission of West Virginia. January 28, 2011 at 82 to
83; Woods, 2009 at 14 to 16.

Aqua America, Inc. U.S. Securities and Exchange Commission. Form
10-K. February 25, 2011 at 9; New Jersey Division of Rate Counsel.
December 30, 2010 at 10; Henkes, 2009 at 8 and 17; Sade, 2011 at 51;
Hempling, Scott and Scott H Strauss. National Regulatory Research In-
stitute. “Pre-Approval Commitments: When and Under What Conditions
Should Regulators Commit Ratepayer Dollars to Utility-Proposed Capital
Projects.” (08-12). November 2008 at 22.

Hardy, David Lott. Indiana Utility Regulatory Commission. “Automatic
Adjustment Clauses (Trackers) for the Energy & Water Industries.” Report
to the Regulatory Flexibility Committee of the Indiana General Assembly.
September 12, 2007 at 6; National Association of Water Companies New
Jersey Chapter, December 29, 2010 at 7 and Exhibit F.

Public Service Commission of West Virginia. “Staff Initial Brief.” Case No.
10-0920-W-42T West Virginia-American Water. January 28, 2011 at 83 to
84.

New Jersey Division of Rate Counsel. April 4, 2011 at 4.

National Association of State Utility Consumer Advocates. Resolution.
“Discouraging State Regulatory Commissions from Adopting Automatic
Adjustment Charges for Water Company Infrastructure Costs.” June 1999.
Zausner, Robert and Rich Heidorn Jr. “How ‘Nick’s Bill’ floated through
and allowed hikes in water rates.” The Philadelphia Inquirer. May 18,
1997.

Steinberg, Don. “The water-supply cowboy; He corralled the largest U.S.-
based publicly traded water company.” The Philadelphia Inquirer. August
31, 2003.

DeBenedictis, Nick. Aqua America. Transcript of Presentation at Gabelli
& Campany, Inc. Best Ideas Conference. Fair Disclosure Wire. December
2,2010.

Aqua America, Inc. “2010 Annual Report.” March 11, 2011 at 2010
Financial Data, p. 13.

American Water Works Company, Inc. U.S. Securities and Exchange
Commission. Form 10-K. February 25, 2011 at 15.

“Operating assets on a whole new level.” Global Water Intelligence, vol.
12, iss. 3. March 2011 at 8 to 9.

Zausner and Heidorn, 1997.

For more information:

web: www.foodandwaterwatch.org

email: info@fwwatch.org

phone: (202) 683-2500 (DC) ® (415) 293-9900 (CA)

Copyright © October 2011 Food & Water Watch



