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The concurrent and mutually reinforcing impact of these forces on many water utilities
presents a substantial pressure on both capital and operating costs, a pressure not
previously experienced by the water supply industry. Inresponse, water utilities are
reexamining their cost alocation and rate design practices. The interest in aternative
ratemaking methods for the water sector is on therise.

Rising costs, dong with structural and regulatory changes in thisindustry is placing new
demands on utility regulators. However, rising costs should not be taken for granted but
closely scrutinized. Moreover, the water supply industry must be held accountable for
making prudent decisions in response to its changing cost profile. The industry must be
ableto fully justify the use of aternative approaches to meeting revenue requirements
(including automatic cost-adjustment mechanisms, pass-throughs, and specia surcharges,
as well as cost-allocation and rate-design methods).

Water utility regulators generally are open to the consideration of policy aternatives but

also vigilant about whether these alternatives are within the scope of regulatory authority
and consistent with accepted regulatory principles. Regulators will want to be especially
cautious about affecting the incentives that determine whether utility costs are effectively
managed. Thus, the industry perspective on rising costs and how to address them should
be tempered by a reasoned regulatory perspective.

Economies of Scale

Although an arbitrary threshold, water systems serving under 3,300 (or approximately
1,000 service connections) generally lack economies of scale in production and other
aspects of service.”” Asaresult, many small water systems are prone to capacity problems
and difficult to sustain over time.

Economies of scale in water supply, particularly in the areas of source development and
treatment, make it difficult for smaller water utilities to perform as well as larger water
utilities. Declining unit costs of production indicate scale economies; as the volume of
water “produced” (that is, withdrawn and treated) increases, the cost per gallon or cubic
foot decreases. At lower unit costs, production is less costly in the aggregate and more
efficient at the margin.

Very small water systems underperform primarily because they simply are not large enough
to achieve economics of scale. Scale economiesin the water sector explain why smaller
utilities tend to have less capacity in financial, managerial, and technical terms.®® Rising

" U.S. Environmental Protection Agency, Affordability of the 1986 SDWA Amendments to Community
Water Systems (Washington, DC: U.S. Environmental Protection Agency, 1993).

“8 Janice A. Beecher, G. Richard Dreese, and James R. Landers. Viability Policies and Assessment
Methods for Water Utilities (Columbus, OH: The National Regulatory Research Ingtitute, 1992).
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costs over the past decade have exacerbated the condition of smaller systems.” Capacity-
development problems often are manifested in higher rates for water service.

Scale economies (or lack thereof), thus become an important determinant of how much
people pay for water service. As ageneralization, assuming comparable system
characteristics and cost-based pricing, larger systems should be able to provide service at a
lower price than smaller systems. Inreality, of course, many factors other than system size
(such as the quality of source water and treatment methods required) influence ultimate
water costs and prices. But as ageneraization, it iswidely held that smaller water systems
must charge customers much higher rates for water service comparable to service provided
by larger water systems.

Importantly, the economies of scale in water production are associated with the volume of
water produced (not simply the number of service connections). Even smaller systems
that are fortunate enough to have one or two large-volume customers will enjoy some
economies of scale. Two utilities can have a comparable level of investment per customer
and cost-of-service for the same number of residential customers, but if one also serves a
large industrial firm and economies of scale are achieved, everyone in that community will
enjoy lower water bills. In other words, when controlling for large-volume use, the level
of investment and the cost of service can be quite comparable from system to system. One
of the argumentsin favor of single-tariff pricing isthat it allows all customers to benefit
from the location of large customers anywhere in the composite service territory.*

Some evidence about the effect of utility size on water pricesis available. A 1996 survey,
summarized in Table 4, found that median prices decline as system size increases for
different classes of customers served (residential, commercial, and industrial). The
implication is that small-systems customers pay more for roughly the same level of service
as large-system customers. As a consequence, the affordability of water service is a greater
threat for small systems. “Rate shock” is another problem for many smaller systems
because increasing costs must be spread over a smaller customer base.

In some respects, rate consolidation is similar to “aggregation,” atool emerging in the
context of electric industry restructuring. Aggregation is used to group customers
according to similar characteristics, usage patterns, or service requirements. Aggregation
can provide access to services and a degree of purchasing power to disadvantaged
customers. In effect, multi-system utilities are aggregators for the customers in the various
systems they manage. Both aggregation and rate consolidation can promote the broader
goal of universa service.

%9 Janice A. Beecher, Patrick C. Mann, and John D. Stanford, Meeting Water Utility Revenue
Requirements (Columbus, OH: The National Regulatory Research Institute, 1993).

* Conversely, large-volume users in the larger service territory might complain that single-tariff pricing
forces them to subsidize customers in outlying areas.
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Table4
Monthly Water Billsby System Size and Customer Class
Group A Systems | Group B Systems Group C
Customer Class Producing >75 Producing 15to Systems
MGD (n=34) 75MGD (n=61) | Producing <15
M GD (n=47)
Residential
Median monthly charge for 1,000
cubic feet (7,480 gallons) $13.19 $14.64 $15.61
Commercial
Median monthly charge for 50,000
cubic feet (374,000 gallons) $486.82 $530.92 $578.96
Industrial
Median monthly charge for
1,000,000 cubic feet (7,480,000 $7,926.97 $8,747.06 $10,292.34
galons)

Source: Raftelis Environmental Consulting Group, 1996 Water and Wastewater Rate Survey (Charlotte,
NC: Raftelis Environmental Consulting Group, 1996), Exhibit 2.
MGD = million gallons daily. n = number of systemsin the sample.

Capacity Development

Federal policymakers and state regulators, including both drinking water primacy agencies
and public utility commissions, have long been concerned about how to check the
emergence of new nonviable water systems, how to improve the performance capacity of
existing systems, and how to maintain safe and affordable water service.®® The 1986 Safe
Drinking Water Act triggered substantial attention to small-system issues and the problem
of keeping rates affordable in light of the newly enacted standards.

Regulators continue to seek out ways to balance the equally legitimate fiscal concerns of
water utilities (that is, financial capacity) and utility customers (that is, affordability). The
1996 Safe Drinking Water Act codified capacity-development policies for new and existing
water systems and elevated the capacity-affordability conundrum to a higher place on the

policy agenda.

Capacity in this context is defined in terms of a utility’ s financial, managerial, and technical
well being. Financia capacity carries particular importance because a financially heathy
utility will have the resources needed for professional management and technically
appropriate operations. Many (but not al) small water systems struggle with significant
capacity problems. These problems are manifested by the small water utility’s poor
performance in many areas, including regulatory compliance.

> Beecher, Dreese, and Landers (1992).
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Traditionally, both economic and public health regulators have been very focused on small-
system capacity issues. Policymakers have paid considerable attention to smaller water
systems and the tradeoffs between ensuring a financialy healthy system and maintaining
affordable rates for safe and reliable water service. One manifestation of capacity problems
is noncompliance with drinking water standards. For small systems, these violations often
include failure to meet monitoring and reporting requirements. Small systems also have
difficulty complying with public utility commission regulations. For very small systems,
meeting the procedural mandates of economic regulation (such as rate filing requirements)
can be difficult.

Small water systems have long troubled state economic regulators. Many (but certainly
not al) of the commission-regulated water systems are small in size, which poses certain
public policy problems. Particularly problematic are the very small systems that were the
product of unchecked real estate development and lax local zoning policies. Many of these
systems are geographically isolated, which often precludes interconnection with another
system. Lacking economies of scale, smaller water systems typically must charge a much
higher rate for service than larger systems. Higher rates make water service less affordable
for customers of smaller water systems.

As auutility monopoly, water supply demonstrates substantial economies of scale. Larger
water systems enjoy these economies, meaning that they can spread certain costs over a
larger customer base. Lower production costs are reflected in lower prices to customers.
Smaller systems must recover revenue requirements over a smaller customer base. In
generd, smaller systems are more likely to encounter capacity and affordability problems.

Consumer Affordability

Economic theory argues strongly for cost-based utility rates, that is, rates based on the true
cost of providing aservice. An efficient (cost-based) rate should sustain the water system,
however, if the rate is unaffordable to the service population and customers cease to pay
for and/or receive the service, the water system itself may cease to exist. This solution may
achieve a degree of economic efficiency, while sacrificing other fundamental public health,
safety, and quality-of-life purposes.

For many water customers, the affordability of water service is agrowing problem. The
problem of affordability affects customersin terms of increased arrearages, late payments,
disconnection notices, and actua service terminations. Affordability affects utilitiesin
terms of expenses associated with credit, collection, and disconnection activities, revenue
stability and working capital needs, and bad debt or uncollectible accounts that other
customers must cover.

Other ramifications of the affordability issue also are becoming apparent. If a customer

base cannot support the cost of water service, potential lenders may be concerned about
the utility's financial health and ability to meet debt obligations. Moreover, disconnecting
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residential water customers can present a public relations nightmare for utilities,
particularly because essential services are involved. Increasingly, problems of bad debt also
extend to nonresidentia utility customers. Financia distress and bankruptciesin the
commercial and industrial sectors can leave utilities holding the bag. However, the larger
issue of affordability is primarily a concern with respect to low-income residential
CONsuMmers.

For low-income customers, who have little choice but to buy service from the local utility,
paying more for basic water service means going without less essential and more
discretionary products and services. Thus, rising water prices can contribute to
deterioration in the quality of life for low-income utility customers. While larger systems
can spread the cost of providing assistance to low-income customers, a small system with
an impoverished customer base has no opportunities for even limited subsidization.
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6. Examples of Single-Tariff Pricing

All utility pricing involves some form of averaging. Utility systems do not establish arate
for Customer A based on the cost of serving Customer A, arate for Customer B based on
serving Customer B, and so on. Doing so might be considered efficient and equitable, but
it also would be extraordinarily costly from an administrative standpoint (that is, the
transaction costs would be astronomical). Instead, utility systems tend to group customers
into customer classes—residential, commercial, and industriad—based on similaritiesin the
cost of serving customers in those categories. Occasionally, a unique customer (often a
large-volume customer, such as a food-processing plant) might be able to negotiate a
specia rate based on unique cost-of-service characteristics, but most customers pay arate
based on cost averaging.

Basic Single-Tariff Pricing

Single-tariff pricing basically is the conceptua “opposite’ of zona or spatially
differentiated pricing. Single-tariff pricing suggests that ratemakers should de-emphasize
gpatial differences in costs; costs are aggregated rather than disaggregated. One of the
chief advantages of single-tariff pricing, from the utility’ s standpoint, is ssmplification.
Single-tariff pricing does not negate the need to determine the revenue requirement and to
allocate the revenue regquirement among customer classes. It may still be necessary for the
utility to maintain cost data for separate facilities and services in accordance with accepted
accounting practices and regulatory reporting standards. Once revenue requirements are
established, however, the allocation process is greatly smplified because it is unnecessary
to spatially allocate common costs (that is, costs that are not site-specific). Total costs
simply are spread over the consolidated customer base and only one rate is designed for
each class of customers or service.

A sample calculation of a single-tariff priceisprovided in Table 5. Inthisvery smple
illustration, the cost of service and total water sales are varied for three separate service
territories (A, B, and C). A relatively modest amount of water usage (5,000 gallons per
month or 60,000 gallons per year) is assumed. The number of residential connections and
the annual cost of service are varied to reflect differences in costs and economies of scale.
For simplicity, only residential customers are considered.

Service Territory A isin the most favorable position, in terms of economies of scale
(number of customers and sales volume); Service Territory Cisin the least favorable
position, which accounts for the higher costs per connection and per sales. A stand-alone
tariff resultsin a cost of service equivalent to $1.94, $2.08, and $2.78 per 1,000 gallons of
water service in the three respective service territories. The transition to single-tariff
pricing would result in arate of $2.11 per 1,000 gallons for all customersin al three
service territories.
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The illustration reveals the resulting shift in cost responsibility from the customersin the
larger Service Territory A to the smaller Service Territory C. However, the decrease in
rates to customersin Service Territory C of 67 cents per 1,000 gallons (24.1%) is offset

Table5

Sample Calculation of Single-Tariff Pricing

Service Territory A

Totd residential connections 6,000
Total annual water use per connection 60,000
Total annual water sales (gallons) 360,000,000
Total annua cost of service 700,000
Annua cost per connection $116.67
Cost per 1,000 gallons sold $1.94
Service Territory B
Totd residential connections 2,000
Total annual water use per connection 60,000
Total annual water sales (gallons) 120,000,000
Total annua cost of service 250,000
Annua cost per connection $125.00
Cost per 1,000 gallons sold $2.08
Service Territory C
Totd residential connections 1,500
Total annual water use per connection 60,000
Total annual water sales (gallons) 90,000,000
Total annua cost of service 250,000
Annua cost per connection $166.67
Cost per 1,000 gallons sold $2.78
Combined Service Territory
Totd residential connections 9,500
Total annual water use per connection 60,000
Total annual water sales (gallons) 570,000,000
Total annua cost of service 1,200,000
Annua cost per connection $126.32
Cost per 1,000 gallons sold $2.11
Per 1,000 Per centage
Rate Impact of Single Tariff Gallons Change
Service Territory A +17 cents +8.8%
Service Territory B +3 cents +1.4%
Service Territory C -67 cents -24.1%

Source: Author’s construct. For simplicity, only residential customers are considered and a price-
elasticity adjustment (that is, a usage response to the change in price) is not included in the illustration.
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primarily by the relatively smaller increase in rates to customers in Service Territory A of
17 cents per 1,000 gallons (8.8%). The larger number of customersin Service Territory A
lessens the impact of the rate adjustment on a per customer basis. Customersin Service
Territory B are least affected, experiencing an increase of 3 cents per 1,000 gallons (1.4%)
in rates. The lower cost-of-service in Service Territory B (relative to the number of
connections served) in comparison to Service Territory C accounts for the difference in the
rate impact.

In practice, rate design for public utilities is far more complex.>® (See Appendix C.)
Utilities must analyze the cost of service, including the cost of capital, and determine
revenue requirements for the period over which rates will be set (the “test year”). A
utility’ s costs will be alocated according to customer groups (or classes) and the demand
characteristics of those groups. Typically, resdentia customers are distinguished from
nonresidential customers, the latter of which are further divided into commercia and
industrial classes.

Variations of Single-Tariff Pricing

Utility tariffs, or rate structures, actually have various components. These components
make it possible for utilities to approach single-tariff pricing in different ways depending on
system cost characteristics and the nature of the current rate structure. Table 6 illustrates
three variations. Inthefirst, uniformity is established only for the fixed charge portion of
the utility bill. In the second variation, fixed charges vary and uniformity is established for
the variable portion of the utility bill. The third variation is the more complete example of
single-tariff pricing, where both fixed and variable charges are made uniform.

These variations can be used to phase-in single-tariff pricing over time, asillustrated in
Table 7. A phase-in plan reflects the principle of gradualism in ratemaking. A significant
changein rate levels or rate design can be implemented in phases, rather than at once, in
order to reduce rate shock to customers and revenue instability to the utility. In this
example, the utility first consolidates fixed charges and gradually consolidates the variable
rate. Many utilities have used a phased approach to implementing single-tariff pricing, with
the encouragement and approval of regulators.

At least three other variations of single-tariff pricing can be identified. First the utility can
retain current rate differentials and equalize future rate increases. This addresses the rate
shock issue while maintaining rate differences based on historical differencesin costs.
Second, the utility can use rate “bands’ to establish tariffs for groups of systems with
similar cost characteristics. Third, the utility can combine rate equalization with the
strategic use of short-term or mid-term surcharges to pay for extraordinary costs
associated with blending the operations of multiple systems. Each of these methods has
been implemented on at least one occasion.

*2 Beecher and Mann (1990).
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Because of rising costs, and the need for rate customers to gradually become accustomed

to higher rates, it may not be desirable to lower rates at al for any customer group.
Rather, it may be advisable to “cap” higher rates in the higher-cost areas and gradually
increase rates in the lower cost areas. Although customers should be educated about
changes in the rate structure, a phased approach and a price-cap approach might help

mitigate complaints about cost shifting.

Table 6

Pricing Variationsfor Fixed and
Variable Water Charges

Before Implementation

After Implementation

Fixed Variable Fixed Variable
Charge Rate Charge Rate

Variation 1:

Changeto Single Fixed Charge Onl

Service Territory A $6.00 per $1.95 per $7.50 $1.95 per
month 1,000 gallons per month 1,000 gallons

Service Territory B $9.00 per $2.15 per $7.50 per $2.15 per
month 1,000 gallons month 1,000 gallons

Variation 2:

Changeto Single Variable Rate Onl

Service Territory A $6.00 per $1.95 per $6.00 per $2.05 per
month 1,000 gallons month 1,000 gallons

Service Territory B $9.00 per $2.15 per $9.00 per $2.05 per
month 1,000 gallons month 1,000 gallons

Variation 3:

Changeto Single Tariff for Fixed Charges and Variable Rates

Service Territory A $6.00 per $1.95 per $7.50 per $2.05 per
month 1,000 gallons month 1,000 gallons

Service Territory B $9.00 per $2.15 per $7.50 per $2.05 per
month 1,000 gallons month 1,000 gallons

Source: Author’s construct.
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Table7
Phase-In Approach to Single-Tariff Pricing
Before Implementation After Implementation
Fixed Variable Fixed Variable
Charge Rate Charge Rate
Phase 1:
Changeto Single Fixed Charge
Service Territory A $6.00 per $1.95 per $7.50 $1.95 per
month 1,000 gallons per month 1,000 gallons
Service Territory B $9.00 per $2.15 per $7.50 per $2.15 per
month 1,000 gallons month 1,000 gallons
Phase 2:
Adjust Variable Rates
Service Territory A $7.50 per $1.95 per $7.50 per $2.00 per
month 1,000 gallons month 1,000 gallons
Service Territory B $7.50 per $2.15 per $7.50 per $2.10 per
month 1,000 gallons month 1,000 gallons
Phase 3:
Equalize Variable Rates
Service Territory A $7.50 per $2.00 per $7.50 per $2.05 per
month 1,000 gallons month 1,000 gallons
Service Territory B $7.50 per $2.10 per $7.50 per $2.05 per
month 1,000 gallons month 1,000 gallons

Source: Author’s construct.

Two Recent Cases

In 1997, the Indiana Utility Regulatory Commission approved a hard-won plan by the
Indiana-American Water Company to consolidate rates. Figure 6 illustrates the difference
in revenue requirements per equivalent residential customer for stand-alone pricing,
common-management pricing, and single-tariff pricing.>® Stand-aone pricing reflects the
costs that a commonly owned or managed water system would incur if it replicated the
same services and functions on a basis completely independent of the parent utility and
other systems. Common-management pricing reflects costs that are incurred on the basis
of the joint operation of multiple systems. Costs under common management, given
management economies of scale and scope, should be less for the utility than the sum of
stand-alone costs for all of the operated systems.

%3 |n thisillustration of single-tariff pricing, the use of equivalent customers produces a comparable but not
identical level of revenues per customer across all service territories because of differences in water usage.
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For each community served, the economies of scale and scope achieved by common
management are obvious. Left to their own devices, none of the communities could
replicate the same level of service at the same cost. In other words, each community’s true
stand-alone cost would be much higher than their share of costs under consolidated
operations. These cost savings are achieved independent of the pricing structure.

The additional benefits of single-tariff pricing are fairly obvious. The smaller, very high
cost systems at the low end of the spectrum clearly have much to gain through rate
consolidation. Both common-management and consolidated rates are a fraction of what
the system would pay on a stand-alone basis. The impact of the single-tariff price on
customers at the middle and higher end of the spectrum is not necessarily substantial.

The rate stabilizing effect of single-tariff pricing isillustrated by the revenue requirements
forecast for the same group of utilities (Figure 7). Over time, the single-tariff provides
considerable rate (and revenue) stability and, once again, the benefits for the smaller
systems are clear. In this particular case, substantial rate hikes associated with planned
capital improvements for four systems can be mitigated. The timing of capital expenditures
will play arole in determining perceptions about the benefits of single-tariff pricing to
individua communities. The obvious affordability benefits to small systems, aswell asthe
general “smoothing” effect on revenue requirements, are among the leading rationales for
single-tariff pricing.

Similar results were achieved in another recent case involving a New Hampshire utility,
Pennichuck Water Works, Inc. Without rate consolidation, some water customers would
face annual water bills as high as $1,200, asillustrated in Figure 8. In its decision, the New
Hampshire commission directly addressed subsidy and affordability issues, as well asthe
anticipated benefits of adopting the single tariff:

We do not believe it would be in the public interest to impose annual ratesin the
range of $800 to $1200, as would be the case here, when a reasonable aternative is
available. By consolidating the community systems with the core system for
ratemaking purposes, all customers would face a uniform tariff which, for the
average residential customer, would be approximately $253 per year. Therates for
the average residential customer in the core system would increase less than $1.00
per month, for atotal of $8 per year, under the rate consolidation proposa which,
in light of the aternative, we find to be acceptable. We consider asingle tariff rate
of approximately $253 per year for the core residential customer to be just and
reasonable. A consolidated rate will ensure affordability and the continued viability
of many of Pennichuck's community systems. It will also enable Pennichuck to
operate in amore administratively efficient manner by eliminating separate genera
ledgers for each system, thereby reducing administrative costs.™

>* New Hampshire Public Utilities Commission, Order in Docket DR 97-058, Pennichuck Water Works,
Inc. (1998).
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Single-Tariff Pricing in Great Britain

Great Britain provides a“red life” example of the use of single-tariff pricing on avery
large scale. In 1989, Great Britain's ten large regional water, wastewater, and stormwater
service providers (shown in Figure 9) were transformed from nationalized to investor-
owned utilities. Since privatization, the tariffs established for measured (metered) service
within each of the regional systems have been uniform. In other words, single-tariff pricing
isimplemented along with metering. Each of the water utilities provides a metering option,
although alarge proportion of British households is not metered. For unmeasured service,
standing charges are uniform. However, variable charges are based not on water volumes
but on the “rateable” value of properties served. These charges vary according to
geographic zones for the Severn Trent and Thames water utilities, but not for the other
utilities.

Tariffsfor residential water service for 1995-1996 are reported in Table 8. Metered rates
for large users are comprised of standing (fixed) charges that vary by meter size, plus a
volumetric charge. Standing and volumetric charges are uniform for large-volume
customers throughout the company service territories.

In addition to the larger privatized utilities, another twenty-one water service companies
also serve somewhat smaller service territories in Great Britain, although in terms of
population served amost al seem quite substantial in size when compared to many U.S.
water systems. For the most part, these companies also employ single-tariff pricing. All of
the twenty-one companies use a uniform standing (or fixed) charge; four have different
volumetric rates for different geographic areas served.®

* For one of these companies (Three Valleys), two of three areas have comparable metered rates,
suggesting a gradual move toward uniform pricing. A fifth water company (North East) adopted single-
tariff pricing in the 1993-94 rate period for its two areas (each of which also is subdivided).
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Figure 9. Regional Water Utilitiesin Great Britain.

Source: Daniel A. Okun, Regionalization of Water Management: A Revolution in England and Wales
(London: Applied Science Publishers, 1977).
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Table8
Metered Water Tariffsfor British Water Companies, 1995-1996 (Household Customers)
Service Characteristics Tariffs for Water Service
Company Area Households Metered Unmetered Metered
Served Served Households
km? (000) (%) Standing charge Rateable Standing charge Volumetric
(pounds) Value Charge (pounds) Charge p/m®
Anglian 22,000 1,510 16.8 37.35 50.69 27.00 69.62
Dwr Cymru 20.400 1,081 2.8 81.28 38.72 33.00 75.39
North West 14,415 2,643 4.9 29.00 35.20 32.00 60.10
Northumbrian 3,850 470 0.6 52.00 27.15 31.20 53.43
Severn Trent 19,745 2,804 8.2 |
Zonel none 45.85 27.00 62.90
Zone 2 ! 41.29 ! !
Zone 3 ! 40.04 ! !
Zone4 ! 41.81 ! !
Zoneb5 ! 48.08 ! !
Zone 6 ! 50.02 ! !
Zone7 ! 50.38 ! !
Zone 8 ! 40.04 ! !
East Worcester ! 41.29 ! !
South West 10.300 585 9.1 40.00 49.43 27.20 74.63
Southern 4,450 879 11.8 21.00 33.70 31.00 52.10
Thames 8,200 3,022 5.4 |
Areal 14.00 2541 20.00 48.14
Area 2 ! 25.85 ! !
Area 3 ! 19.45 ! !
Area4 ! 23.29 ! !
Area5 ! 29.90 ! !
Area 6 ! 25.90 ! !
Area7 ! 35.63 ! !
Wessex 7,350 435 9.7 24.00 45.45 30.50 67.78
Y orkshire 13,900 1,729 6.0 22.00 56.60 25.00 64.20

Source: Office of Water Services, 1995-96 Report on Tariff Sructure and Charges (Birmingham, UK: Office of Water Services, 1995
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7.  The Public Utility Commission Role

Regulation of the water industry, like the water industry itself, is fragmented and
pluralistic. All community water systems, regardless of their ownership, are subject to
federal and state drinking water regulations pursuant to the federal Safe Drinking Water
Act. Drinking water standards focus on public health concerns. Water systems in many
states also are subject to water quantity regulations, meaning that water withdrawals are
regulated through registration or permitting mechanisms. Economic regulation of water
utility prices and rates of return is the domain of the state public utility commissions. The
commissions play a quasi-administrative, quasi-legidative, and quasi-judicial role in terms
of overseeing the utility industries.

Although their jurisdiction for the water industry is not comprehensive, and generally
applies only to investor-owned water systems, the state public utility commissions have
specific authority and expertise in the area of pricing. Moreover, many commission-
regulated systems are small in size. Thus, pricing practices in genera, and commission
policiesin particular, are worth considering when crafting solutions for small systems.

Forty-five commissions presently have authority to regulate investor-owned water utilities.
In some of the states, commission regulation extends to other types of water utilities under
certain circumstances. For example, some states regulate municipal water utilitiesif they
provide service outside of municipal boundaries. In Florida, counties can opt to regulate
water systems; in Indiana, municipal water utilities can opt to be regulated. In terms of
commission jurisdiction and authority, many variations among the states can be found.

Not all water utilities are subject to commission regulation. Most water utilitiesin the
United States are publicly owned and not subject to state economic regulation. The state
public utility commissions do not regulate water utilities in Georgia, Michigan, Minnesota,
North Dakota, South Dakota, or Washington, D.C.

Number of Regulated Utilities

Periodic surveys have been conducted for the purpose of counting the number of regulated
water and wastewater systems. As noted earlier, for 1995 the total number of commission-
regulated water utilitiesin the United States was approximately 8,537.% Approximately
4,095 regulated water utilities are classified as investor-owned water utilities.® Table 9
summarizes the 1995 inventory of commission-regulated water and wastewater utilities.

%% Beecher (1995).
* These datainclude 15 investor-owned utilities and 3 homeowners' associations that no longer are
regulated in Michigan.
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Table9
Commission-Regulated Water and Wastewater Utilities

Water Utilities Wastewater Utilities

Number of Number of Number of Number of

Utility Owner ship Commissions Utilities Commissions Utilities
Investor-owned or private 46 4,095 28 1,233
Municipally-owned 11 1,547 6 649
Districts 7 1,300 4 205
Cooperatives 4 1,436 2 50
Homeowners' associations 6 85 1 0
Nonprofits 1 73 1 15
Other 1 1 0 0
Totals 46 8,537 28 2,152

Source: Janice A. Beecher, 1995 Inventory of Commission-Regulated Water and Wastewater Utilities
(Indianapoalis, IN: Center for Urban Policy and the Environment, 1995). Includes data for Michigan,
which ceased regulating 18 systemsin 1996.

Leading states in terms of the number of regulated water utilities are Texas (3,300),
Mississippi (740), Wisconsin (573), West Virginia (421), Arizona (354), and New Y ork
(354). For investor-owned water utilities, leading state jurisdictions are Texas (1,200),
Arizona (354), New York (334), North Carolina (226), Florida (210), California (199), and
Pennsylvania (190).

Between the 1989 and 1995 surveys, the number of regulated investor-owned utilities
declined by 445 utilities (10 percent); the total number of regulated utilities declined by
1,398 utilities (14 percent).

States in which the number of regulated water utilities (including investor-owned utilities)
declined by a substantial amount include Arizona, Connecticut, Indiana, New Y ork, North
Carolina, Pennsylvania, and Texas. Commission sources suggest that mergers and
acquisitions were the leading cause of the decline. Systems rarely cease operations
altogether. However, transfers to unregulated ownership forms and changes in commission
jurisdiction also can contribute to the decline in the number of regulated utilities. A few
states, including Mississippi and Oregon, had substantial increases in the number of utilities
under their jurisdiction. Nebraska s gain is noteworthy because jurisdiction for the water
industry was initiated in 1994.

The decline in the number of regulated utilities is consistent with an anticipated trend in
industry consolidation. Mergers and acquisitions within both the public and private
segments of the industry will gradually reduce the number of regulated utilities. However,
the population served by regulated utilities will not necessarily decline as a result of
reductions in the total number of regulated utilities.
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Despite the decline in the number of regulated water utilities, water utility regulation
continues to rise in importance on the agendas of many state commissions.® Economic
regulation of water utilities is important given monopoly power, rising costs, structural
change, and a degree of uncertainty about the industry’ s future.

Capacity-Development Policies

The commissions, which are well aware of the precarious condition of many small water
systems, can and have addressed capacity development through three basic strategies. The
first strategy involves slowing the creation of new water systems. State regulations can
create substantial barriersto entry for new water systems. Many of the state commissions,
as well asthe state drinking water agencies, are tightening the certification process and
more carefully scrutinizing the financial, managerial, and technical competencies of
proposed new systems.

The second strategy involves procedural simplification for small water systems to lower the
administrative cost of regulation and enhance regulatory compliance. This strategy
includes simplifying filing and reporting procedures. In some cases, commission staff
members directly assist managers of small water utilities in meeting procedural
requirements. Some of the commissions have used alternative regulatory methods, such as
operating ratios, to further simplify the process and address the unique needs of small
systems. Regulatory simplification treats one of the primary symptoms of small-system
capacity problems (that is, regulatory compliance), but it does not necessarily treat the
underlying capacity problem (that is, lacking economies of scale).

The third strategy involves structural change in the water supply industry. Asnoted in a
report of the National Regulatory Research Institute, the least-cost solution to regulatory
compliance and other problems for many systems can be found only through structural
change, namely consolidation.* The downward trend in the number of water systems
suggests that ownership consolidation may be occurring in the industry. Consolidated
systems may or may not be physicaly interconnected. While physical interconnection
yields significant economies of scale, common management of noninterconnected systems
directly addresses financial, managerial, and technical capacity issues and can yield
significant economies,

Many of the commissions have played an active role in this area by encouraging and
approving mergers and acquisitions. Some of the commissions provide specific incentives,
such as acquisition adjustments. Certain ratemaking practices, including single-tariff
pricing, also can provide incentives for acquisitions and, perhaps, the formation of regional
water systems. Larger systems interested in acquiring smaller systems tend to favor rate
consolidation (sometimes with surcharges).

%8 |n the late 1990s, however, water issues must compete for the attention of regulators with major
restructuring issues in the energy and tel ecommunications sectors.
% Beecher, Dreese, and Landers (1992).
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In general, modern public policies affecting the water-supply industry, including regulatory
policies, appear to support the consideration of structural options (including consolidation)
that will help water systems achieve economies of scale. The emphasis on water system
capacity at the federal, state and local levels will make it harder for providers to get
operating certificates, water-supply permits, and specia financing. Explicitly or implicitly,
growth management policies in some states are calling for consolidation of water supply
through interconnection with existing systems. Public policy aso appears to emphasize the
importance of establishing and maintaining water systems for which the population served
can support the cost of water service. Thus, institutional factors also are playing arolein
reducing the number of water systems.
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8. Commission Survey

State public utility staff members at al of the state public utility commissions with
jurisdiction for water utilities (that is, forty-five state commissions), were surveyed about
the issue of single-tariff pricing in early 1996. This research was conducted by Dr. Janice
Beecher on behalf of the Florida Public Service Commission. The survey was first sent by
telefax in January and follow-up telephone calls were made in late January and early
February to ensure the compl eteness and accuracy of the survey. The commission staff
members who completed the survey are knowledgeable about water utility regulation and
competent to complete this particular questionnaire. A copy of the survey questionnaire is
attached as Appendix D. Detailed findings can be found in Appendix E.

Additional follow-up contacts were made in 1997 and 1998 to update findings on specific
cases that were pending at the time of the original survey, aswell as to check for any major
shiftsin regulatory policy. Although no significant changes were detected, updated
information is noted throughout the findings.

Relevance of Single-Tariff Pricing

Single-tariff pricing for water utilitiesis not necessarily a policy issue for every state public
utility commission. Jurisdiction for water utilities and the presence of multi-system utilities
are necessary but not sufficient conditions for consolidated rates to be an issue for a given
commission. Single-tariff pricing does not become an issue until a utility or the
commission initiates the use of this method. Utilities with systems that are viable on a
stand-alone basis, by virtue of size and other factors, may not need or want single-tariff
pricing. Even when considered or implemented, single-tariff pricing may not be considered
“anissue” if it is noncontroversial.

The consideration of single-tariff pricing policy can benefit from the perspective provided
in Table 10. The relevant sample for considering commission policy with regard to single-
tariff pricing is comprised not of al fifty-one public utility commissions (including the
Digtrict of Columbia). It is more accurate and reasonable to evaluate commission policies
with regard to thisissue in the context of the twenty-five commissions where multi-system
water utilities operate and where the issue has been considered (including the states where
single-tariff pricing had been rejected or considered but not approved). Given this context,
aclear mgjority of affected state commissions have allowed regulated water utilitiesto
implement single-tariff pricing (22 state commissions).

Of the remainder, the California commission has allowed partial rate consolidation. For
two commissions (Maryland and Mississippi), single-tariff pricing had not been an issue but
staff characterized commission policy as “case-by-case.” It aso is noteworthy that in one
of the state’ s approving a single-tariff pricing structure (Idaho), the matter was “not an
issue when proposed.” No regulatory commission has steadfastly opposed single-tariff
pricing, athough many continue to review the merits on case-by-case basis.
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TABLE 10
RELEVANT SAMPLE OF STATE PUBLIC UTILITY COMMISSIONS
REGARDING THE ISSUE OF SINGLE-TARIFF PRICING POLICY

All state public utility commissions: 51
Commissions without jurisdiction for water utilities: _-6
Subtotal 45
Commissions without multi-system water utilities: -15
Subtotal 30
Commissions for which single-tariff pricing has never been considered: -5
Total 25

Source: Author’s construct. Includes reclassification of Delaware as having a multi-system utility based on
a 1999 survey. The total number of commissions includes the District of Columbia.

Pending cases at the time of the origina survey in Massachusetts and New Jersey were
decided in favor of single-tariff pricing. Soon after, in two significant cases, the Indiana
and New Hampshire commissions approved rate consolidation proposals (in 1997 and
1998 respectively). Since the origina survey, the Delaware commission approved single-
tariff pricing in conjunction with an acquisition that created the state’s only multi-system
utility (asreflected in Table 10 and € sewhere).

General Findings

The detailed results of the original survey are reported in Appendix E (Tables E1 through
E4). The data are reasonably complete for al fifty-one public utility commissions
(including the District of Columbia commission). Detailed data on specific utilities are
incomplete from a few states because of the difficulty in compiling these data.

As noted in the tables, six public utility commissions do not have jurisdiction for water
utilities (“NJ’). In sixteen (16) of the states with jurisdiction for water utilities, staff had
observed that no multi-system water utilities were in operation (including Delaware at the
time of the origina survey). Thisfinding also was established in the 1995 Inventory
Report, which was used to supplement this survey. For the remainder of the survey,
responses for these sixteen states were recorded as “NA,” or “not applicable.”

Thirty (30) state commissions regulate multi-system water utilities, where single-tariff
pricing isa potential issue. Of the thirty (30) commissions with multi-system water
utilities, twenty-two (22) have approved single-tariff pricing for one or more utilities,
including partial consolidation. California regulators have alowed partial consolidation
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subject to further deliberations. Seven commissions (7) have not directly addressed this
issue. Asaready noted, these findings have been revised since the original survey to
update the findings for five states (Delaware, Indiana, Massachusetts, New Hampshire, and
New Jersey) where pending and recent cases have been decided in favor of single-tariff
pricing (in Massachusetts, partial consolidation aready had occurred).

Of the twelve (12) commissions that had not approved single-tariff pricing at the time of
the origina survey, three explanations were provided: single-tariff pricing had not been an
issue (7 commissions), a proposal for single-tariff pricing was rejected (1 commission), and
single-tariff pricing had been considered but not specifically approved (4 commissions).
The Indiana commission reportedly rejected single-tariff pricing because of cost-of-service
concerns. No commission staff member reported that a statute or policy expressly
prohibited single-tariff pricing. However, the Florida survey response indicated that
legidlation had been proposed to limit the use of rate consolidation to interconnected
systems; the legidation was not adopted.

Specific Findings

Data were provided for 213 multi-system utilities, of which 129 had implemented a full
version of single-tariff pricing and 20 had implemented partia rate consolidation (that is,
single-tariff pricing for all but afew systems or single-tariff pricing for groups of systems
within the utility but not for the utility as awhole). Partial rate consolidation in some cases
is used to phase-in the single tariff. The survey does not include the multi-system utilities
in Texas (estimated at 200 to 300 utilities) or al of the multi-system utilitiesin Florida
(estimated at 60 to 70 utilities) because these data were not readily available. Other states
also may have some additional multi-system utilities for which data were not reported. The
survey also excludes publicly owned water utilities, with the exception of West Virginiafor
which data were available for commission-regulated public service districts.

Several states have jurisdiction for only one multi-system water utility. States with more
than ten multi-system utilities are Connecticut, Florida, Louisiana, North Carolina, Texas,
Washington, and West Virginia. Of these states, only Louisiana has not approved single-
tariff pricing.

Based on the available data from the original survey, the number of systems managed by
the multi-system utilities ranges from 2 to 201. The average number of systems reported is
11; the median number of systemswas 4. The number of connections for the smallest
system ranged from 2 to 30,000 with a mean value of 751 and a median value of 30 (based
on datafor 115 systems). The number of connections for the largest system ranged from
18 to 329,000, with amean value of 11,615 and median value of 257 (based on data for
115 utilities). The earliest date reported for adopting single-tariff pricing was 1958; the
most recent date was 1995 (disregarding the pending or subsequent cases). The average
and median time frame for adopting single-tariff pricing was the early 1980s.
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At the time of the survey, rate consolidation had been partially implemented for several
utilities. In some cases, all but afew systems had been placed under a single tariff; in other
cases, the single tariff was being phased-in gradually over time. Only one commission
reported that monitoring and evaluation of single-tariff pricing had occurred in the form of
reexamining past rate cases (West Virginia).

Characteristics of Single-Tariff Utilities

Single-tariff utilities appear to have some distinguishing features in comparison to multi-
system utilities that do not use single-tariff pricing. Data were provided for 213 utilities, of
which 129 implemented single-tariff pricing or partial rate consolidation. Data on the
approximate number of systems were provided for 203 utilities (149 single-tariff utilities
and 54 multi-system utilities without single-tariff pricing). Data on the smallest and largest
systemsin terms of service connections were available for 115 utilities (81 single-tariff
utilities and 34 multi-system utilities without single-tariff pricing). All available data were
used to preserve as much information as possible for the analysis. For data reported as a
range of values, an average was used (for example, “8to 9” was replaced with 8.5). For
data reported as “<5,” avalue of 4.5 was used.

The sample is incomplete and nonrandom, so findings based on the available data are not
generalizable. Substantial missing data will affect the results of any anaysis. However, the
data represent a sizable portion of the multi-system utilities regulated by the state
commissions. Also, many states reported a mixture of systems with and without single-
tariff pricing. Certain observations can be drawn from the data that should lead to further
consideration and analysis.

Asreported in Table 11 (and Table E2), single-tariff systems and multi-system utilities
appear to differ in terms of the number of systems that comprise them, smallest
connections, and largest connections. For single-tariff systems, the median number of
systemswas 5 (average vaue of 13); for multi-system utilities without single-tariff pricing
the median number of systems was 4 (average value of 6). The connection data reveal
more striking patterns. Along every measurement (except for the minimum of 2
connections for the smallest systems for both utility types), single-tariff utilities appear to
be much smaller in terms of both smallest and largest systems based on connections.

Thisfinding is very consistent with the perception that single-tariff pricing is most needed,
and perhaps most justified, when numerous very small water systems are involved. These
data may indicate that commission approval of single-tariff pricing takes into account these
basic descriptive characteristics. Thisis not to suggest, however, that single-tariff pricing
only has been (or should be) approved for utilities made up of very small systems. In fact,
some of the more recent decisions affirming single-tariff pricing have involved utilities with
systems that are fairly substantial in size.
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Table1l
Compar ative Analysis of M ulti-System Utilities
With and Without Single-Tariff Pricing

Utilities Number of Approximate Number of Smallest System Largest System
Utilities Systems (N Connections) (N Connections)
Reported
Approx. | Connec- Mini- Maxi- Aver- | Median | Mini- Maxi- | Aver- | Median | Mini- Maxi- Aver- Median
Systems | tions mum mum age mum mum age mum mum age
All Multi- 203 115 2 201 11 4 2| 30,000 | 751 30 18 | 329,000 | 11,615 257
System Utilities
Multi-System 149 81 2 201 13 5 2| 2400 | 122 20 18| 97,000 | 5,651 193
Utilities With
Single-Tariff
Pricing
Multi-System 54 34 2 32 6 4 2| 30,000 | 2,251 82 26| 329,000 | 25824 | 1,254
Utilities Without
Single-Tariff
Pricing

Source: Table E1. Not adjusted for cases pending at the time of the survey or subsequent cases in which consolidated rates
were approved for individual utilities in Delaware, Indiana, Massachusetts, New Hampshire, and New Jersey.
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Argumentsin Favor of Single-Tariff Pricing

In the course of the survey, regulatory commission staff members were asked to consider
key arguments for and against the adoption of single-tariff pricing. Various reasons for
commission approval of rate consolidation were provided in the survey. Table E1 provides
the primary reasons for approval. Cost savings were frequently mentioned. Asreported in
Table E3, commission staff members aso were asked to identify the arguments that
influenced their commissions' deliberations or policies regarding rate consolidation.

These data reflect only staff member views, not necessarily the views or policies of the
commissions. Twenty-one (21) commission staff members responded to this portion of the
survey. The data exclude thirty commissions where, at the time of the survey, single-tariff
pricing had not been an issue and staff views were not elicited. ® Staff could cite more
than one argument and no weighting or ranking of arguments was required. In decreasing
order of mentions (indicated in parentheses), commission staff indicated agreement with
the following arguments in favor of single-tariff pricing:

Mitigates rate shock to utility customers (17)

Lowers administrative costs to the utilities (16)

Provides incentives for utility regionalization and consolidation (15)
Physical interconnection is not considered a prerequisite (13)
Addresses small-system viability issues (13)

Improves service affordability for customers (12)

Provides ratemaking treatment similar to that for other utilities (10)
Facilitates compliance with drinking water standards (9)

Overall benefits outweigh overal costs (9)

Promotes universal service for utility customers (8)

Lowers administrative cost to the commission (8)

Promotes ratepayer equity on aregional basis (6)

Encourages investment in the water supply infrastructure (5)
Promotes regional economic development (3)

Encourages further private involvement in the water sector (2)
Other: Can be consistent with cost-of-service principles (1) and found to bein
the public interest (1)

I R Iy [ R [ I [ [ [ I 0 [ [ R [

Staff members aso noted that single-tariff pricing could be consistent with cost-of-service
principles (New Y ork), that separating small-system costs may not always be cost-effective
(Virginia), and that the genesis for the issue was regulatory simplification (California).
Mitigating rate shock also was equated with “rate stability” (Indiana). Vermont
regulators found that single-tariff pricing addressed small system viability issues and
generally was in the public interest, approving the method over the objections of staff

€ Excluded were 6 commissions without jurisdiction for water utilities, 16 commissions without
jurisdiction for multi-system water utilities (“not applicable”), and 8 commissions that regulate multi-
system utilities but where single-tariff pricing has not been an issue (including the Idaho commission,
where single-tariff pricing was approved for one utility but not an issue of significance).
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members concerned about subsidization issues. Typically, more than one argument affects
commission deliberations regarding rate consolidation.

Arguments Against Single-Tariff Pricing

Commission staff members also evaluated the key arguments against rate consolidation.
Various reasons for commission disapproval of single-tariff pricing were provided. Table
E1 provides the primary reason for the disapproval. Cost-of-service issues were frequently
mentioned, although some staff also indicated that single-tariff pricing could be consistent
with cost-of-service principles. Asreported in Table E4, commission staff members aso
were asked to identify the arguments that influenced their commissions' deliberations or
policies regarding rate consolidation.

These data reflect only staff member views, not necessarily the views or policies of the
commissions. As mentioned earlier, twenty-one (21) commission staff members responded
to this portion of the survey based on their experience with the issue of single-tariff pricing
for multi-system utilities. Staff could cite more than one argument and no weighting or
ranking of arguments was required. In decreasing order of mentions (indicated in
parentheses), commission staff indicated agreement with the following arguments against
single-tariff pricing:

Conflicts with cost-of-service principles (14)

Provides subsidies to high-cost customers (12)

Not acceptable to all affected customers (10)

Considered inappropriate without physical interconnection (8)
Distorts price signals to customers (7)

Fails to account for variations in customer contributions (6)
Justification has not been adequate in a specific case (or cases) (6)
Discourages efficient water use and conservation (4)
Encourages growth and development in high-cost areas (4)
Undermines economic efficiency (3)

Provides unnecessary incentives to utilities (2)

Not acceptable to other agencies or governments (2)
Insufficient statutory or regulatory basis or precedents (2)
Overal costs outweigh overall benefits (2)

Encourages overinvestment in infrastructure (1)

Qoo aoooooooooag

Regarding unacceptability to other agencies or governments, the California staff member
noted that opposition to single-tariff pricing had come from other utilities.
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9. Commission Policies on Rate Consolidation

As dready noted, twenty-two (22) state commissions have allowed regulated water utilities
to implement single-tariff pricing. Single-tariff pricing is generally accepted in eight (8)
states, as summarized in Table 12 and Figure 10 (and detailed in Table E1). Texas
commission staff members noted that single-tariff pricing was accepted “and preferred.” In
fact, the Texas commission provides a simplified procedure for merging the rates of
acquired systems with the rates of the acquiring utility. While the regulated water utility
usually requests consolidated rates, at least one commission (New Y ork) has imposed its
use. Pennsylvania staff noted that the use of single-tariff pricing has evolved from its
application on the basis of physical interconnection to its application on the basis of
common ownership.

Based on the updated survey findings, staff members at seventeen (17) commissions
characterized the policies of their commissions as “ case-by-case,” indicating that the use of
single-tariff pricing must be justified for every specific application (even when the policy is
“generally accepted”). In many states, only some of the multi-system utilities under
commission jurisdiction are implementing single-tariff pricing. 1n fourteen (14) of the case-
by-case commissions, single-tariff pricing has been approved (including the five recent
cases decided in favor of single-tariff pricing). In California, regulators have approved
partial rate consolidation. In the two (2) other case-by-case commissions, single-tariff
pricing has not been approved or considered in the context of aregulatory proceeding.

Commission Decisions

The experience of West VirginiasAmerican Water Company stands as one of the least
controversial and most enduring examples of single-tariff pricing. Implementation of
single-tariff pricing has played arole in the company’s expansion. A case study of the
West Virginia experience appeared in a 1984 issue of the American Water Works
Association Journal.**

In its order, the West Virginia Public Service Commission considered the consistency of
single-tariff pricing with the commission’s genera regulatory obligations and operating
principles, finding that:

1. The company’s single tariff pricing proposal resulted in a just, reasonable,
sufficient and nondiscriminatory rate for al the customers of the company.

2. Each customer will pay the same rate for alike and contemporaneous
service made under the same or substantialy similar circumstances and
conditions.

¢ Limbach (1984).
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Table 12

Summary of State Public Utility Commission Policies on
Single-Tariff Pricing for Water Utilities

Commission Policy

State Commissions

Generaly Accepted (8) Connecticut Pennsylvania
Missouri South Carolina
North Carolina Texas
Oregon Washington
Case-By-Case (17) Single-Tariff Pricing Has Been Approved (14)
Arizona New Hampshire (d) (f)
Delaware (a) New York
Florida New Jersey (e) (f)
Idaho (not an issue) Ohio
[llinois Vermont
Indiana (b) (f) Virginia
Massachusetts (c) (f) West Virginia

Single-Tariff Pricing Has Not Been Approved (3)

Cdlifornia (g)
Maryland (not an issue)
Mississippi (not an issue)

Never Considered (5) lowa Maine
Kentucky Wisconsin
Louisiana

Not Applicable—No Alabama Nevada

Multi-System Water Alaska New Mexico

Utilities (15) Arkansas Oklahoma
Colorado Rhode Idand
Hawalii Tennessee
Kansas Utah
Montana Wyoming
Nebraska

No Jurisdiction for Water | Georgia North Dakota

Utilities (6) Michigan South Dakota
Minnesota Washington, D.C.

Source: Author’s construct based on survey of state public utility commission staff members, January-
February 1996 and subsequent contacts with the commissions (including a follow-up survey in early 1999).
() Reclassified from “not applicable” following an acquisition with approval of consolidated rates.

(b) Sincethe original survey, a case was decided in favor of single-tariff pricing (previously rejected).

(c) A pending case at the time of the original survey was decided in favor (partial consolidation

previously).

(d) Sincethe original survey, a case was decided in favor of single-tariff pricing.
(e) A pending case at the time of the original survey was decided in favor.
(f) Characterization of commission policy as “ case-by-case” was unchanged following the recent

decisions.

(g) Partial consolidation with possible phase-in of single-tariff pricing. A case was pending in 1999.
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Generally accepted

Case-by-case policy — approved

Case-by-case policy — not approved

Not considered, not applicable, or no jurisdiction

LOON

Figure 10. Summary of Commission Policies on Rate
Consolidation.

3. The approva of the company’s proposal was in compliance with the
commission’s duty to regulate utilities of this state in order to provide the
availability of adequate, economical, and reliable utility servicesto
encourage the well planned development of the utility resources in a manner
consistent with the state needs and in away consistent with the productive
use of the state’' s energy resources.

4. Singletariff pricing strikes a reasonable balance in the interest of current
and future water consumers, the general interest of the state’s economy, and
the interest of West Virginia Water Company.*

%2 Order of the West Virginia Public Service Commission as cited in Limbach (1984), 55.
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In a 1986 order, the Pennsylvania Public Utility Commission approved single-tariff pricing
for Western Pennsylvania Water Company (1986) and provided several pragmatic reasons
for approving this pricing strategy.®® First, alarger rate and revenue base ameliorates the
impact of major capital additions needed from time to time in every service area. Second, a
larger revenue base promotes flexibility in timing and financing major capital additions.
Third, the impact of instability resulting from changes in sales volumes is mitigated when
the effect of such volumetric factorsis spread over alarger economic base. Finaly, the
reduction of the number of accounting units and the number of individual rate filings result
in administrative efficiency with a potential to reduce costs to ratepayers.

Ten yearslater, in ageneral proceeding on acquisition policy, the Pennsylvania
Commission stated its belief “that every system and every ratepayer in the Commonwealth
will eventually be in need of specific service improvements and at that point, the true
benefits of single tariff pricing will be realized by all citizens in the Commonwealth.”® The
Commission now views single-tariff pricing as a central component of acquisition
incentives provided to jurisdictional utilities.

Although single-tariff pricing has been approved without much consternation in some
jurisdictions, in others the level of controversy has been much more pronounced.
Consumer advocates, local governments, large-volume users, and commission staff
members (even within agencies) have at times been deeply divided on thisissue.

The regulatory commissions have struggled in particular with whether or not physical

inter connection among water systems should be a prerequisite for single-tariff pricing.®
As noted by the Massachusetts Department of Public Utilities, physical interconnection is
not necessarily required: “[S]evera factors (viz., the contiguity of the communities served
in that zone; the commonality of personnel for meter-reading, operations, maintenance, and
construction duties; and administrative convenience) are decisive in favor of treating the
[two communities] asasingle zone. . .”%

Similarly, the Florida Public Service Commission once concluded that state law supports
the view that multi-system utilities can be considered a single system because the utility’s
facilities and land are functionally related (in administrative, operational, and manageria
terms); even without physical interconnection.®” An analogy provided in the case was that
the multi-system utility operations were like a “wagon wheel,” where the separate service
territories are the spokes and utility management is the rim holding them together.

8 Pennsylvania Public Utility Commission, Order in Docket R-850096, Western Pennsylvania Water
Company (1986), 148.

% Pennsylvania Public Utility Commission, Order in Docket M-00950686, Policy Statement Re:
Incentives for the Acquisition and Merger of Small, Nonviable Water and Waste Water Systems (1996).
® physical interconnection in the other industries may be the reason why pricing across larger regions
tendsto prevail.

8 Massachusetts Department of Public Utilities, Order in Docket No. 90-146, M assachusetts-American
Water Company (1990), 3-4. See aso MA DPU 95-118 (1996).

%7 Florida Public Service Commission, Order No. PSC-96-1320-FOF-WS, Docket No. 950495-WS,
Southern States Utilities (1996).
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Following an appeal of the Florida order, however, the District Court held that rate
consolidation need not be conditioned on afinding by the commission that the systems
involved are functionaly related. “Because we decide that the determination of functional
relatedness is not controlling on the issue of whether uniform rates can be set,” noted the
Court, “we express no opinion on whether the utility systemsinvolved in this rate case
were ‘functionally related.’”%®

In a 1993 case, the Illinois-American Water Company articulated the variety of waysin
which the systems of a multi-system utility are operationally related:

All operation and maintenance and construction activities are performed on a
uniform basis throughout the five districts. . . All five districts utilize ssimilar
facilities, such as pumping stations and purification plants, transmission and
distribution mains, storage reservoirs, service linesand meters. .. All five
districts utilize the same engineering and construction standards, maintenance
programs, operating procedures, inspection programs, budgeting and
accounting procedures, types of materials and supplies and management
structure. . . All five districts utilize the services of the American Water Works
Service Company (the “ Service Company”), which provides, pursuant to a
contract with the Company, support to Illinois-American personnel in the areas
of accounting, engineering operations, rate design, regulatory practices, finance,
water quality, information systems, personnel information and training,
purchasing, insurance, safety and community relations.®

The company also argued that the evolving corporate structure of the multi-system utility
is germane to these issues, as described in Illinois Commerce Commission’s order:

According to lllinois-American, another important factor supporting the
adoption of single tariff pricing are the many steps the Company has taken in
recent years to centralize and consolidate its operations. . . lllinois-American,
asit presently exists, isthe result of two mergers. Pursuant to the mergers,
which were approved by the Commission. . . water systems once operated as
five separate companies were merged to form a single integrated unit, rather
than as five independent, stand-alone systems.”

Staff members of the Illinois Commerce Commission found that “ Commission practicesin
lllinois. . . support the uniform rate concept.”™ In this particular proceeding, the
commission approved partial rate consolidation and ordered 1llinois-American to submit a
proposa for company-wide single-tariff pricing.

% District Court of Appeal, First District, State of Florida, Decision in Case No. 96-447 (June 10, 1998), 1.
% [llinois Commerce Commission, Order Docket No. 92-0116, Illinois-American Water Company (1993).
1hid., 85.
™ 1bid., 87.
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In aparallel proceeding, Indiana-American Water Company argued before the Indiana
Utility Regulatory Commission that single-tariff pricing isjustified in part on the grounds
that the company’ s districts are managed by a single corporate structure and financed
through a common capital structure.” The Indiana Office of Consumer Counselor opposed
this reasoning and the Indiana Commission rejected that particular bid for single-tariff
pricing, but the company prevailed in a 1997 proceeding (discussed below).

Another rationale in the regulatory context is that rate consolidation can help reduce the
frequency and complexity of rate filings by regulated firms. According to John Guastella,
regulatory acceptance of single-tariff pricing as a matter of policy reduces costs associated
with preparing separate cost-of-service studies to allocate common costs among the
separate systems, and thus significantly reduces the cost of utility rate filings.” A related
point is that rates under a single tariff are easier to communicate to customers (lowering
administrative costs) and easier for customers to understand.

In some deliberations, the focus is shifted from differences in the cost of service to
comparability in the value of service that utility customers receive regardless of their spatial
location. Indiana-American Water Company has argued that, “The single tariff pricing
concept is supported by the fact that any one of the Company’ s customers, regardless of
where that customer is located, expects, is entitled to and receives essentially the same
service as the customers in any other district.” ™

In arecent regulatory proceeding involving the New Jersey-American Water Company, the
administrative law judge echoed this argument:

Inasmuch as al customers of New Jersey-American, be they New Jersey
Commonwealth or Monmouth customers, receive comparable service on a
comparable basis, it seems only appropriate that all customers be charged
smilarly. . . By distributing the burden of system improvement to all
customers, the relative impact is decreased. All Company customersin the
three operating groups are benefiting by the relative economics [sic] of scale
and system integration and administration the unified company produces.
Likewise, al customers should equally shoulder the costs involved.™

The New Jersey Board of Public Utilities agreed with the administrative law judge in
adopting a statewide (single-tariff) price for the New Jersey-American Water Company
in this particular proceeding.

2 Richard E. Hargraves, Direct testimony in Cause No. 39595 before the Indiana Utility Regulatory
Commission, Indiana-American Water Co., Inc. (1993).

% Guastella (1994).

™ Hargraves (1993).

> New Jersey Board of Public Utilities, OAL Docket No. PUC 520795, Agency Docket No. WR-95040165,
New Jersey-American Water Company (1996), 14-15.
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Severd of the commissions have implemented variations of single-tariff pricing or partial
forms of rate consolidation. The Missouri Public Service Commission, for example, once
reasoned that rate shock is the result of rate changes not rate levels. Thus the commission
ordered the company in question to maintain existing rate differentials while equalizing
future rate increases. By maintaining current rate differentials and equalizing rate
increases, rate shock is minimized, subsidization is limited, and the company is afforded
greater flexibility in timing plant additions.” The commission later found, for another
company, that the movement toward rate consolidation was in the public interest.”” But in
a subsequent rate case, and to the understandable chagrin of the utility, the commission
reiterated “that it is not committed to a specific position regarding cost recovery for capital
plant additions by means of [single-tariff pricing].”

In a phased approach, implementation of single-tariff pricing may occur over several
commission decisions involving the same multi-system utility. According to aformer
regulator, a phase-in plan may be especialy justified when differencesin rates are
“extreme.”” A phased approach “facilitates the goal of single tariff pricing, but does not
negate the requirement for future commission approval of its full implementation.”®

Interestingly, zonal rates for groups of systems can be used in conjunction with a phased
approach to rate consolidation. The Florida commission recently advanced a “ capband”
approach establishing rates for groups of systems with similar cost characteristics,
reasoning that:

First, the capband structure represents a greater move toward the long term
goal of auniform rate. It eliminates the need for separate rate structures for
each individual service area under the cap. The number of rates would decrease
from 56 to eight for the water facilities under the cap, and from 23 to six for the
wastewater facilities. Second, as noted above, the capband structure reduces
subsidies in terms of deviation from stand-alone rates. Thisistrue both in terms
of number of service areas and number of customers. Uniform rates within the
band mitigate the subsidy within the band. . . [The capband rate structure]
embraces all of the advantages of the modified stand-alone rate structure and
adds the additional advantages of simplifying the rate structure by moving the
utility closer to auniform rate.®

" Missouri Public Service Commission, Order in Case No. 90-236, Missouri Cities Water Co. (1990).
" Missouri Public Service Commission, Order in Case Nos. WR-95-205 and SR-95-206, Missouri-
American Water Company (1995).

"8 Missouri Public Service Commission, Order in Case Nos. WR-97-237 and SR-97-238, Missouri-
American Water Company (1997).

" Wendell F. Holland, “Acquisition Incentives Encouraging Regionalization in the Water Industry” a
speech made at the Great Lakes Conferences of the National Association of Regulatory Utility
Commissionersin Greenbrier, West Virginia (July 11, 1995).

8 pennsylvania Public Utility Commission, Western Pennsylvania Water Company, 72 PUR 4" (1986),
154.

8 Florida Public Service Commission, Order No. PSC-96-0549-PHO-WS, Docket No. 950495-WS,
Southern States Utilities (1996), 78-79.
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The Florida decision was appealed on a variety of grounds. As noted earlier, the Court of
Apped held that the commission need not determine that utility facilities are “functionally
related” prior to approving consolidated rates. 1n the same decision, the Court also found
that “no statute prohibits resort by the Public Service Commission (PSC)—in an
appropriate case—to so-called “ capbands” to fix rates that are just, reasonable,
compensatory, and not unfairly discriminatory.”® Specifically:

Nothing inherent in the capband methodology runs afoul of the statute. The order
under review sets rates[footnote omitted] so that no ratepayer's rates exceed by
more than seven per cent what they would have been if each system'’s rates had
been set on a stand alone, cost of service basis. This modest deviation from a pure
cost of service basis for individual rates pales by comparison to the magnitude of
inevitable intra-system subsidization. Nor isa pure cost of service basis as to each
individual ratepayer mandated by a statute which directs that "the commission shall
consider the value and quality of service and the cost of providing service." 8
367.081(2), Fla. Stat. (1997). See Occidental Chem. Co. v. Mayo, 351 So. 2d 336,
340 (Fla. 1977) ("Given the multiplicity of methods suggested by the expertsto
allocate expenses between various users, we cannot say that the Commission
departed from the essential requirements of law in relying on arange of criteriafor
this purpose.”). A shift in the direction of "affordability” takes the value of service
into account. Although using stepped rates or “capbands’ requires offsetting
increases and does not spread offsets perfectly evenly among households paying
less than maximum rates, such use need not lead to unfairly discriminatory rates.®

The Indiana Utility Regulatory Commission articulated the pragmatic rationale for single-
tariff pricing in the recent Indiana-American case.® The press release accompanying the
commission’s order asserts that the company’ s movement toward single-tariff pricing is*“in
the best interest of all of the customers’ and that all areas will benefit in the long term by
increased rate stability and mitigation of construction cost impacts. The order found that
single-tariff pricing was consistent with pricing for other utility and nonutility services and
that it would help the company meet demands associated with environmental compliance,
infrastructure replacement, and service adequacy for customers.®> The commission also
addressed the issue of price discrimination:

There will always be customers who over a given period of time will be required to
pay higher rates than would result if they were included in some smaller or different
customer group. But this does not mean undue discrimination exists so long as
they are paying an equivaent price for an equivalent product. Moreover, we must
not forget that all of the customers today are the beneficiaries of water facilities

8 District Court of Appeal, First District, State of Florida, Decision in Case No. 96-447 (June 10, 1998), 1.
83 | i

Ibid., 13.
8 |ndiana Utility Regulatory Commission, Order in Cause No. 40703, Indiana-American Water Company
(1997).
® 1bid., 77.
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built in the past, and the cost of developing these facilities was borne in large part
by earlier generations of customers.®

Asagenera rule, individual water utilities must make the case for single-tariff pricing
before regulators, who consider the merits on a case-by-base basis. The Indiana-American
decision adso isinstructive on this point because the case was made by the utility several
times—and the arguments rej ected—before regul ators were persuaded that single-tariff
pricing was in the public interest. Aswith many initiatives by utilities, regulatory approval
often requires more than one attempt, as well as modifications to the proposed method to
address the legitimate concerns of regulators and consumer advocates.

A few commissions have explicitly recognized single-tariff pricing as apolicy tool. As
already noted, Pennsylvania regulators have placed single-tariff in the broader context of
regulatory policies to promote regionalization and specificaly the acquisition of smaller,
nonviable systems.®” The general provisions of the commission’s policy, appearing in Table
13, provides for the application of single-tariff pricing to the rates of acquired water
systems “to the extent that is reasonable.”®

Similarly, New Y ork Public Service Commission staff members expect acquiring utilitiesto
include a plan for “rate equalization” (with phase-in provisions as appropriate) as part of
petitions for acquisition incentive mechanisms. &

Connecticut regulators have interpreted state statutes to authorize rate equalization in
connection with mandated takeovers.® The commission also recognizes the potential use
of annual price caps (to avoid rate shock) and surcharges (*so that customers of the
acquiring company are not always obligated to assume full responsibility for the cost of
ordered improvements to the acquired company”).**

I mplementation Strategies

Utility regulators can consider several implementation strategiesif they find that rate
consolidation isin the public interest. Implementing the single tariff can be accomplished in
conjunction with acquisition proceedings. Utilities can phase-in single-tariff pricing for all
or part of their serviceterritory. A partial form of single-tariff pricing isto adopt a

8 | ndiana Utility Regulatory Commission, Order in Cause No. 40703, Indiana-American Water Company
(1997), 81.

8 Holland (1995), 10.

8 Pennsylvania Public Utility Commission, Order in Docket M-00950686, Policy Statement Re:
Incentives for the Acquisition and Merger of Small, Nonviable Water and Waste Water Systems (1996).
8 New York Public Service Commission, Order in Case 93-W-0962, Investigation of Incentives for the
Acquisition and Merger of Small Water Utilities (1993), Appendix E.

% Connecticut General Statutes, 16-2620. According to Connecticut Statutes (16-262r), rate equalization
also can be used in connection with satellite management of a smaller by alarger system.

° Connecticut Department of Public Utility Control, Order in Docket No. 96-03-31, DPUC Review of
Water Companies Acquisitions and Transfer Processes (January 8, 1997), 27.
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common fixed or customer charge for al utility customers, and alter variable charges based
on variations in the cost of service. Utilities can use surcharges or other mechanisms to
differentiate prices based on extraordinary costs and send customers a very specific price
signal. A partial approach to single-tariff pricing is to develop tariffs based on groupings of
systems or “zones’ with roughly similar cost or service characteristics. Another partia
approach, mentioned earlier, isto use a phased method of implementation by which rates
are made more uniform over severa rate adjustments.

Innovative pricing options and implementation strategies for water utilities can emergein
the context of regulatory proceedings, dispute resolution processes, and a continuing
dialog among utilities, consumers, consumer advocates, and other interested stakeholders.

Related Strategies

Commissions may want to consider implementing specific regulatory strategiesin
conjunction with single-tariff pricing. First, regulators could use auditing or other
evaluation techniques to establish that utilities are meeting efficiency and other
performance goals. Second, the commission could coordinate with other regulatory
agencies to promote compliance with water quality standards. Third, regulators could
evaluate the long-term strategic plans of water utilities for serving customers throughout
their service territories. Fourth, features of the consolidated rate could be assessed in
terms of their effectiveness in promoting efficient water use and discouraging waste. Fifth,
the commissions could implement a monitoring and evaluation system to assess the effects
of consolidated rates on all systems and customer groups. Sixth, alternative dispute
resolution could be encouraged to provide parties with aforum for participation and an
opportunity to reach a settlement agreement on single-tariff pricing issues. Finaly,
regulators could assess utility efforts to communicate with customers about the value of
water and build understanding of the rate structure.

Commission Authority

Commission authority to approve consolidated rates has been met with legal challengesin
some jurisdictions. Obviously, single-tariff pricing policy must be consistent with a state's
legidative framework and legally sustainable. Regulatory and legal doctrine generally seem
to permit this pricing method. Legidative, judicia, or other constraints on rate
consolidation would be undesirable from a public policy standpoint and undermine the
ability of the regulatory commissions to craft effective policies for the water industry.

In arecent case, the New Hampshire Public Utilities Commission acknowledged the
absence of aclear regulatory standard for, or prohibition of, the use of single-tariff pricing.
The commission essentially asserted its policymaking authority to approve rate
consolidation based on a public-interest standard:
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While New Hampshire law is replete with references to the appropriate standard for
establishing a utility's rate base and rate of return, there appears to be no specific
guidance on the point of rate consolidation or single tariff pricing. Thus, in the
absence of any legal impediment to utilizing single tariff pricing, our decision
essentially becomes one of policy that is bound only by our statutory constraints
that rates be just and reasonable and that we act in the public interest. See RSAs
374:2 and 378:28.

Opponents of rate consolidation in this case argue that we should adhere to our
traditional ratemaking policy of cost causation. We find their position unpersuasive
in this case for two reasons. First, traditional cost of service regulation already
includes some measure of rate averaging in that customers are not charged the true
costs of serving them on an individual basis. Second, and perhaps more important,
stand alone rates in this case produce results for some customers that are well
beyond the zone of "just and reasonable.” One needs only to look at the stand
alone rates that would result from the settlement Agreement to see just how
extreme the results are when significant investments are required in avery small
system. Most of the community systems are ssmply too small to absorb the
magnitude of investments mandated by environmental enactments. However,
without these investments, it is clear that the small community systems would have
been unable to provide safe and adequate water service to their customers.”

Single-tariff pricing evolved as a legitimate policy tool and is used by a clear mgjority of the
states that regulate multi-system water utilities. Rate consolidation isatool that can be
used on a case-by-case basis, where regulators carefully weigh the evidence before them,
and as a general policy tool to encourage acquisitions and regionalization. The precarious
condition of very small water systems merits the consideration of alternative regulatory
approaches, including consolidated rates.

Rate consolidation will continue to focus attention on some fundamental regulatory issues:
Doesit result in ameasurable “subsidy”? Does the subsidy constitute aform of price
discrimination? Are the resultant rates just and reasonable? Do the long-term benefits of
implementing single-tariff pricing, including subsidization, outweigh the costs? Regulators
must be satisfied with the answers to these questions before approving a rate consolidation
strategy. Generally, however, the commissions are arriving at conclusions that support the
use of single-tariff pricing.

The commissions have demonstrated their policymaking authority to approve consolidated
rates, as well astheir capacity to consider and weigh the complex ratemaking and policy
tradeoffs involved. Only the commissions can specify the circumstances appropriate for
single-tariff pricing in their jurisdictions. Water utilities should continue to advance
innovative pricing strategies. The commissions should continue to exercise due diligence in
approving water rate structures that serve the public interest.

2 New Hampshire Public Utilities Commission, Order in Docket DR 97-058, Pennichuck Water Works,
Inc. (1998).
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Table 13
Pennsylvania Public Utility Commission
Policy Statement on Acquisition Incentives

Title 52, Part |, Chapter 69

Incentives for Acquisition and Merger of Small Nonviable Water Utilities--
Statement of Policy

§69.711. ACQUISITION INCENTIVES
(a) Generd

To accomplish the goal of increasing the number of mergers and acquisitions to foster
regionalization, the Commission will consider the acquisition incentives at subsection (b).
However, the following parameters must first be met in order for Commission consideration of a
utility’ s proposed acquisition incentive. It should be demonstrated that:

(1) The acquisition services the genera public interest;

(2) The acquiring utility meets the criteria of viability which will not be impaired by the
acquisition; that it maintains the managerial, technical, financial capabilitiesto safely and
adequately operate the acquired system, in compliance with the Public Utility Code, the
Sate Drinking Water Act, and other requisite regulatory reguirements on a short and long
term bas's;

(3) The acquired system has less than 3300 customer connections; the acquired system is not
viable; it isin violation of statutory or regulatory standards concerning the safety,
adequacy, efficiency or reasonableness of service and facilities; and that it hasfailed to
comply within a reasonable period of time, with any order of the Department of
Environmental Protection or the Public Utility Commission;

(4) The acquired system’s ratepayers should be provided with improved service in the future,
with the necessary plant improvements being completed within a reasonable period of time;

(5) The purchase price of the acquisition is fair and reasonable and the acquisition has been
conducted through arm’ s length negotiations; and

(6) The concept of single tariff pricing should be applied to the rates of the acquired system, to
the extent that is reasonable. Under certain circumstances of extreme differencesin rates,
and/or affordability concerns, consideration should be given to a phase-in of the rate
difference over areasonable period of time.
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Table 13 (continued)

(b) Acquisition Incentives

In its efforts to foster acquisitions of suitable water and sewer systems by viable utilities when such
acquisitions are in the public interest, the Commission seeks to assist these acquisitions by
permitting the use of a number of regulatory incentives. Accordingly, the Commission will consider
the following acquisition incentives:

(1) Rateof Return Premiums - Additional rate of return basis points may be awarded for
certain acquisitions and for certain associated improvement costs, based on sufficient
supporting data submitted by the utility within its rate case filing;

(2) Acquisition Adjustment - In cases where the acquisition costs are greater than the
depreciated origina cost, that reasonable excess may be included in the rate base of the
acquiring utility and amortized as an expense over a 10-year period,

(3) Deferral of Acquisition Improvement Costs - In cases where the plan improvements are of
too great a magnitude to be absorbed by ratepayers at one time, rate recovery of the
improvement costs may be recovered in phases. There may be a one time treatment (in the
initial rate case) of the improvement costs but a phasing-in of the acquisition, improvements
and associated carrying-costs may be allowed over afinite period; or.

(4) Pant Improvement Surcharge - Collection of a different rate from each customer of the
acquired system upon completion of the acquisition could be implemented to temporarily
offset extraordinary improvement costs. In cases where the improvement benefits only
those customers who are newly acquired, the added costs may be allocated on a greater than
average level (but less than 100%) to the new customers for a reasonable period of time, as
determined by the Commission.

(c) Procedural Implementation

The appropriate implementation procedure for the acquisition incentives listed would beto file the
request during the next filed rate case. In the case of the first incentive, for example, the rate of
return premium, appropriate supporting data should be filed within the rate of return section in
order for Commission evaluation of its applicability. The rate of return premium as an acquisition
incentive may be the most straightforward and its use is encouraged.

Other appropriate incentives may be considered by this Commission, provided they meet the
parameters listed at subsection (a). Acquisition incentive requests will be considered on a case by
case basis. In acquisition incentive filings, the burden of proof rests with the acquiring utility.

Source: Pennsylvania Public Utilities Commission, Incentives for Acquisition and Merger of Small
Nonviable Water Utilities: Statement of Policy (February 28, 1996).
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APPENDIX A
GLOSSARY OF TERMS

Block rate. A billing rate applied to
water usage that varies according to
blocks of water usage (measured in
galons or cubic feet). See uniformrate,
decreasing-block rate, and increasing
block rate.

Common-management costs. Costs
that are incurred on the basis of the joint
operation of multiple systems. Costs
under common management, given
management economies of scale and
scope, should be less for the utility than
the sum of stand-alone costs for all of
the operated systems.

Decreasing-block rate. A variablerate
that decreases with additional blocks of
water usage. See uniform rate and
increasing-block rate.

Equity. A condition under which costs
have been fairly alocated among
customer groups consistent with cost-of -
service and efficiency criteria. See
horizontal equity, vertical equity, and
subsidy.

Efficiency. A condition under which
prices charged, and quantities produced
and used, are optimal (that is, not too low
or too high).

Fixed charge. The portion of a
customer’s water bill that does not vary
with water usage. Fixed charges often
are used to recover administrative and
other recurring costs that are not
determined by water usage. The fixed
charge may include a minimal water
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alowance, above which avariablerateis
applied.

Horizontal equity. A condition under
which customers that impose similar
costs on the utility system pay smilar
prices for comparable utility services.
See vertical equity.

I ntergenerational equity. A condition
under which one generation of customers
does not pay for costs imposed on the
utility system by another group of
customers. See horizontal equity and
vertical equity.

Increasing-block rate. A variable rate
that increases with additional blocks of
water usage. See uniformrate and
decreasing-block rate.

I nvestor-owned (or privately owned)
utility. A utility owned and operated by
aprivate firm on afor-profit basis. See
publicly owned utility.

Just and reasonable. A concept used to
evaluate utility rates related to the
concept of undue discrimination.

Multisystem utilities. Public or private
utilities that operate two or more water
systems serving distinct service
territories; systems may or may not be
physically interconnected.

Municipal-unit doctrine. The treatment
of amunicipality as adistinct service
territory and unit for cost allocation and
ratemaking purposes (that is, “ city-based”
rates).
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Phase-in (rates). Implementation of a
significant change in rate levels or rate
design in phases, rather than at once, in
order to reduce rate shock to customers
and revenue instability to the utility.
Reflects the principle of gradualism.

Physically interconnected systems.
Water systems joined by a system of
pipes and pumps for transporting water
(usually treated water) from one system
to another.

Primacy agency. A state agency
responsible for regulating community and
noncommunity water systems to ensure
compliance with federal drinking-water
standards established under the Safe
Drinking Water Act.

Privately owned (or investor-owned)
utility. A utility owned and operated by
aprivate firm on afor-profit basis. See
publicly owned utility.

Public Utility Commission (PUC). A
state agency responsible for regulating
the rates and profits of public utility
monopolies.

Publicly owned utility. A utility owned
and operated by a governmental agency,
such as a municipality, on a nonprofit
basis. See privately owned utility.

Safe Drinking Water Act (SDWA).
The federal statute that establishes
drinking-water standards for community
and noncommunity water systems.
Substantial amendments to the SDWA
were enacted in 1986 and 1996.

Serviceterritory. The geographic area
served by apublic utility; autility’s
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service territory may or may not
correspond to geopolitical boundaries.

Single-tariff pricing. Single-tariff
pricing is the use of aunified rate
structure for multiple water (or other)
utility systems that are owned and
operated by a single utility, but that may
or may not be physically interconnected.
Under single-tariff pricing, al customers
of the utility pay the same rate for
service, even though the individual
systems providing service may vary in
terms of operating characteristics and
stand-alone costs.

Stand-alone pricing. Pricing based on
the costs that a commonly owned or
managed water system would incur if it
replicated the same services and functions
on a basis completely independent of the
parent utility and other systems.

