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SCOPE


The purpose of the paper is to provide an easily understandable but brief descriptive and quantitative example of how a small utility's annual revenue requirement is determined and presented to the Missouri State Public Service Commission (MPSC or Commission) for authorization under the MPSC Small Rate Case Process.  The document will explain how a request for a rate increase is initiated, what occurs during an audit of the utility's operations and financial data, and how the results of the audit are actually utilized to determine rates that a utility may charge its ratepayers.  
INTRODUCTION


It is intended that this information will help owners and managers of small Missouri-regulated utility companies to better understand the Small Rate Case Process utilized by the Missouri Public Service Commission and the Missouri Office of the Public Counsel (OPC or Public Counsel) to develop the annual revenue requirement upon which their utility rates are based.  The information provided describes the primary governmental entities involved in the process then explains how the small utility initiates a rate increase case.  The discussion on the initiation of the rate case is followed by a description of how the audit of utility's operations and financial information will proceed and will conclude with a brief narrative of how the proposed new rates are implemented by authorization of the Missouri Public Service Commission.

WHY DOES THE REGULATED RATEMAKING PROCESS EXIST

The primary basis for the regulation of the investor-owned monopoly utility is that it exists as a business entity without competitors; therefore, regulation serves as a pseudo-surrogate for competition so that abuses known to occur within monopolies are mitigated.  The Public Service Commission Act vests the Commission with the necessary authority to perform the regulation functions.

WHO ARE THE PRIMARY PLAYERS


In addition to the utility itself, the primary players are the Missouri Public Service Commission, the Missouri Office of The Public Counsel, and in some instances, the Missouri Department of Natural Resources and/or other governmental and non-governmental entities.

1.
THE MISSOURI PUBLIC SERVICE COMMISSION


The Missouri Public Service Commission is a board consisting of five commissioners that was established to regulate the operation of investor-owned monopoly utility companies located in the state of Missouri.  The MPSC has approximately 200 hundred employees and its operations are generally segregated or aligned according to the different utility types operating in the State.  The Commission is empowered to protect the "public interest" and to ensure that ratepayers receive safe services at just and reasonable rates.
2.
THE MISSOURI OFFICE OF THE PUBLIC COUNSEL


The Missouri Office of The Public Counsel is a separate government entity that  was created, by an act of law, to represent the interests of residential and small business ratepayers in all cases before the Missouri Public Service Commission.  The Public Counsel is always an attorney appointed by the Director of the Missouri Department of Economic Development and they lead and supervise a professional staff that currently consists of three attorneys, two economists, two accountants and three administrative personnel. 
HOW IS THE SMALL COMPANY RATE CASE IS INITIATED


The utility determines that it requires a rate increase due to increases in plant placed in service and/or increases in operation costs.  The utility then initiates the small company revenue increase request by submitting a letter to the Secretary of the MPSC in accordance with the provisions of Commission Rule 4 CSR 240.3.635, Water Utility Small Company Rate Increase Procedure and/or Commission Rule 4 CSR 240-3.330, Sewer Utility Small Company Rate Increase Procedure (Commission rules are available for review on its web site).

In its request letter, the Company also states its understanding that the design of its customer rates, its service charges, its customer service practices, its general business practices and its general tariff provisions will be reviewed during the review of the revenue increase request, and could thus be the subject of MPSC Staff and OPC recommendations.

Upon receipt of the Company's request letter, it is entered into the Commission's electronic filing and information system and a Tracking File Number, e.g., QW-2007-9999 is assigned to the request.  The request is then forwarded to the Commission's Water & Sewer Department for processing under the Small Company Rate Increase Procedure.
WHAT IS RATEMAKING

The ratemaking aspect of the rate case involves two successive processes, 1) the determination of the utility's current revenue requirement, and 2) rate design - the construction of tariffs that will collect the necessary revenue requirement from ratepayers.
1.
WHAT IS REVENUE REQUIREMENT

Revenue requirement is the annual amount of revenue that a regulated utility has the opportunity to collect from ratepayers in order to pay the costs of producing the services it provides while yielding a reasonable rate of return to investors.  MPSC and OPC auditors will audit the utility's cost structure and operations and will then make recommendations as to the appropriate amount of revenue requirement that should be authorized.  The calculation of revenue requirement focuses on four factors, 1) the investor supplied rate base upon which a return may be earned, 2) the rate of return the utility has an opportunity to earn, 3) prudent and reasonable operating expenses, 4) depreciation costs associated with plant and equipment, and 5) taxes.  The audit itself is usually established based upon information in a historical "test year" which consists of a recent twelve consecutive months of data.  
The calculation of the annual revenue requirement is expressed as:  RR = R(P – D) + C
Note:  RR = revenue requirement; R = rate of return based upon the utility's weighted cost of capital;  P = gross utility plant in service; D = accumulated depreciation; and, C = allowable operating costs, including depreciation expense and taxes.

The equation simply shows that a utility's revenue requirement is the sum of two components, 1) an amount calculated by multiplying the value of the utility’s depreciated plant and equipment assets by its weighted cost of capital, and 2) the utility's allowable operating expenses.  It is also important to reiterate that the revenue requirement ultimately authorized does not represent a guaranteed amount that the utility will recover.  It represents only the opportunity to recover the revenue amount.  The utility's management has the responsibility to operate the utility so that it achieves its goals.
HOW DO THE AUDITORS DETERMINE REVENUE REQUIREMENT


In order to determine value of the components of the utility's total revenue requirement, the MPSC  initiates an audit of the utility's financial books and records and an investigation of its business practices, facilities and operation of the facilities (OPC also has the right to initiate a full audit/investigation of the utility's finances and operations, but more often than not reviews the MPSC Staff results and seeks clarification of any questions that may arise before making its recommendations).  The determination of the utility's revenue requirement is based on the results of the audit and investigation.

In addition to reviewing management's operation of the company, the auditors will likely include a review of all financial data in the Company's and Commission's possession for a recent twelve-month period, and a number of other prior years - if the information is available.  They may also visit onsite at the utility one or more times to review data or they may send interrogatories (i.e., data requests); which are written requests that seek specific financial and/or operational information - or, they may do both.  Documentation which will be requested for review and analysis include, but are not limited to, the utility's operating procedures, customer specific data, general ledger, continuing property records, balance sheets, income statements, management and employee salaries and benefits, maintenance and repair costs, vehicle operation costs, utility costs, billing invoices, insurance contracts, third-party agreements, accounting costs, legal costs, property tax costs, tax returns, etc.  


An audit is a time consuming process for all parties, and is especially tedious for the smallest of utilities which lack personnel and resources.  It becomes even more difficult when Company records are not available to substantiate the accuracy and validity of the costs required to operate the utility.  The purpose of the audit is to determine the utility's revenue requirement going forward so it cannot be stressed enough that the better the records kept by the utility, the easier it will be to conduct the audit and to reach a final agreement amongst the parties involved.  There is a 150 day timeline for implementation of new rates in the Small Rate Case Process (which can be extended if required) so the better and more complete the utility's records are the more likely that new rates can be authorized earlier.     

HOW IS THE RATE OF RETURN COMPONENT DETERMINED

The return on rate base is calculated by multiplying the utility's weighted cost of capital and the original cost of the utility assets in service less accumulated depreciation.  For any utility, the rate of return is a composite of its cost of capital. The composite cost of capital is the sum of the weighted cost of each component of the utility's capital structure. The weighted cost of each capital component is calculated by multiplying its cost by a percentage expressing its proportion in the capital structure. Where possible, the cost used is the "embedded" or historical cost; however, in the case of common equity, the cost used is an estimated market cost.

For example, if a utility's capital structure has regulated utility debt of $1,000 at a 10% interest rate and common equity of $1,000 with an estimated market return of 12%, its capital structure consists of 50% debt and 50% equity.







Capital

  %            





Debt


$1,000

50%





Common Equity 
$1,000

50%




Total

 
$2,000

100%


Its allowed return on rate base is calculated by summing the multiplication of the capital structure percentages by their respective interest or market costs thereby determining its weighted cost of capital.






Capital

  %

WCOC



Debt


50%

10%

   5%




Common Equity

50%

12%

   6%



Total


100%



  11%


In the example, the utility's weighted cost of capital is 11%.  This is the rate of return that will be applied to its rate base to determine the return that the utility's investors have the opportunity to earn.

The composition of the capital structure and the embedded cost of the components, other than common equity, are not difficult to ascertain.  It is simply a "snapshot" as of a given moment in time.  However, regulated utility debt must be related to investment in the utility.  It does not include personal loans from owner/operators to cover prior period losses nor, should does it consist of affiliated entities transfers of plant, equipment or other items at inflated prices.  Such costs are subject to disallowance.

Determining an appropriate return on equity is without a doubt the most difficult part of determining a rate of return. The cost of long-term debt and the cost of preferred stock are relatively easy to determine because their rate of return is more likely than not specified within the instruments that create them.  In contrast, determining a return on equity requires speculation about the desires and requirements of investors when they choose to invest their money in the utility rather than elsewhere.  The MPSC has on its Staff financial experts that assist the auditors in determining an appropriate cost of equity in each rate case.  
HOW IS RATE BASE DETERMINED

Rate base consists of all plant and equipment owned by the utility that is utilized in the provision of its regulated services.  It is determined by reducing the original gross cost of the plant and equipment in service by accumulated depreciation expense, contributions by customers and/or developers, deferred income tax and in some instances customer advances made to the utility.  The allowed rate of return is applied to the net rate base to determine the return that the utility's investors have the opportunity to earn.
As with debt in the capital structure, plant and equipment costs are subject to disallowance for a number of reasons.  Examples of reasons for disallowance include, 1) not owned by the utility, 2) was contributed and/or advanced to utility, 3) is not actually in service (e.g., construction work in progress ("CWIP")), 4) is fully depreciated, 5) consist of inflated cost, 6) are utilized in activities unrelated to the operation of the regulated utility, and 7) purchase of item was imprudent.  The following is an example of the determination of rate base for a small utility:






  Dollars 
Plant In Service



$250,000





Less:  Accumulated Depreciation
  100,000
Net Plant In Service


$150,000

Less:

CIAC




  100,000

Customer Advance


    10,000

Customer Deposits


      5,000

Deferred Income Tax


    10,000

Rate Base



$  25,000

In the example above, the rate base on which the utility is allowed to earn a return is $25,000.  Multiplying the rate base of $25,000 by the 11% rate of return calculated earlier shows that the utility's investors would be allowed the opportunity to earn an after tax return of about $2,750 on their investment.
In some cases, most if not all of a small utility's rate base is contributed and/or fully depreciated.  In those instances investors are not allowed a return on any rate base because either the investor has not put any plant or equipment investment into the utility or ratepayers have paid off the original investment cost of the existing plant and equipment.  In this instance, the only revenue requirement subject to recovery for investors is of the allowable operating expenses.  (Note:  Even in situations where a new owner buys a utility, the purchaser has bought the company, but they have not added any new plant or equipment thus, they can not earn a return on the purchase price.  In essence, the purchaser has bought a utility to operate and can expect to receive a market-based level of compensation for work performed for the utility as an employee.)
HOW ARE ALLOWABLE OPERATING COSTS DETERMINED

Usually one of the more contentious areas in the development of revenue requirement is the determination of allowable operating costs.  These costs consist of all reasonable and prudent costs incurred to operate the Company.  For example, costs include, but are not limited to, items such as salaries and related payroll taxes, maintenance and repairs, vehicle expense, electricity, insurance, accounting, legal, depreciation, property tax and income taxes.

During the audit, all costs incurred by the utility for the twelve-month period of the test year will be reviewed and analyzed for reasonableness and prudence.  In instances where reasonable costs for a specific type of costs were incurred, but for less than a full year, the costs will adjusted or "annualized" to an annual level to recognize a entire year's worth of costs.  Good examples of this type of cost is the adjustment of revenues where rates were increased in the test year utilized, but they were not charged for the entire year, changes in employee levels and salaries or changes in utility or insurance rates.  In other instances, where a particular category of costs fluctuate significantly from year to year, they will be "normalized" by either excluding the outliers which cause the abnormal fluctuation or by estimating an average cost to include in the determination of rates.  In any event, the historical cost all the different types of costs will be reviewed and adjusted up or down depending on the circumstances of the utility's operations.

The process of determining a change in the allowable operating costs essentially consists of the development of two major subparts, 1) revenue annualization, and 2) annual expenses.

WHAT IS A REVENUE ANNUALIZATION

To determine the revenue annualization auditors will perform an analysis that develops the annual revenue based on current customer levels and current rates.  For example, in the case of a small sewer company, if current rates are $20.00 per month and the customer level at the end of the test year is 100, the revenue annualization would determine the annual revenue recovered under current rates as:







Revenue 

Current Monthly Rate  



  $20.00
Customers Year End



       100
Monthly Total




  $2,000

Months In Year




          12
Annual Revenue Current Rates


  $24,000


In the example above, the sewer utility's annual revenue being earned under current rates is $24,000.  For a water utility, the determination of the annual revenue being earned under current rates is essentially the same, but usually becomes a bit more complicated because an analysis of customers commodity usage must also be developed.

WHAT ARE ANNUAL EXPENSES

Utility expenses are the normal annual operating costs that every utility incurs to operate the company.  They include, but are not limited to, costs such salaries, maintenance and repair expense, vehicle operating expenses, outside services costs, utilities utilized by the regulated company, depreciation and taxes.

During the investigation auditors will determine an annualized amount for each of the cost categories being incurred by the utility.  For example, current employees payroll costs will be analyzed and compared to current market salary/wage rates.  Differences found to occur will result in adjustments which either increase or decrease the annual level of payroll expense.  Maintenance and repairs expense will be reviewed and the utility's infrastructure will be inspected to determine if it requires modification or improvements.  Electricity rate changes will be incorporated into expected annual usage.  A similar analysis will occur for each and every category of utility expense in turn.  

Utility expenses are usually the most scrutinized and contentious of all the costs subjected to analysis in the audit.  They are the costs that are most often subject to disallowance by the Commission.  The multitude of reasons for disallowance are too numerous to cover in this tutorial, but more often or not, they are disallowed because the costs were not or could not be documented, they were one-time costs and/or the managers of the utility were inappropriately "padding" costs to the utility's books for non-regulated activities or personal benefit.

For our hypothetical utility the annual allowable operating expenses are:







Expense 

Salary & Salary Tax  



 $15,000




Maintenance & Repairs



   10,000



Vehicle Expense



     3,000



     



Electricity




     1,000



Insurance




     2,000




Outside Services



     1,000



Depreciation




     1,000



Property Tax




        500




Income Tax




            0



Total Expense




 $33,500

Note:
No income tax due because net income is a loss of $9,500 (i.e., revenue $24,000 less 


expense $33,500).
PUTTING THE REVENUE REQUIRMENT PARTS TOGETHER
Once the investor supplied rate base, rate of return and prudent and reasonable operating expenses are determined, revenue requirement is developed by simply assembling the parts as follows:







Dollars 

Net Rate Base
  



$25,000




Rate of Return




      11%



Income Requirement



$  2,750



     




Income Available



   (9,500)



Additional Income Required


$12,250




Income Tax Required



    1,500



Revenue Requirement



$13,750
Based on the auditor's findings they will recommend to the Commission that the utility's rates be increased by the gross revenue requirement of $13,750.  As stated earlier, the utility's revenue requirement is the sum of two components, 1) an amount calculated by multiplying the value of the utility’s net rate base assets by its weighted cost of capital, and 2) the utility's allowable operating expenses.  The $13,750 represents an increase of 58% above its current rates (i.e., revenue requirement of $13,750 divided by current annual revenue of $24,000).
II.
WHAT IS RATE DESIGN

Rate design is simply the process whereby once the utility's revenue requirement is determined, the rates to be charged customers are developed.  For water companies the usual process is to split the recovery of the revenue requirement between a service charge and a commodity charge.  The service charge is designed to collect the fixed costs of the utility (the service charge often incorporates a certain amount of fixed commodity usage too) while the commodity charge is designed to collect a customer's usage of the commodity provided.  For sewer companies, more often than not, only a fixed service charge is utilized to recover all the revenue requirement authorized.  The rate design process for small utilities is usually not too complicated due to the lower dollar amounts and number of customers involved.


For example, in our example the utility's current tariffs are collecting annualized revenues of $24,000 and an annual increase of $13,750 is recommended by the auditors.  Assume its current monthly service charge is $4.98 and its commodity charge is $1.88 per 1,000 gallons of usage above 4,000 gallons per month.  In this instance the proposed increase is 58%.  The rate design for this case would be to simply adjust the current rates for the percentage increase recommended.




      Current Rate
Increase
New Rate



Service

$4.98

    58%

   $7.87



Usage

$1.88

    58%

   $2.98

Thus, the new service charge would be $7.87 (i.e., $4.98 multiplied by 1.58) and the new usage charge would be $2.98 per 1,000 gallons above the minimum usage included in the service charge (i.e., $1.88 multiplied by 1.58).
HOW ARE THE NEW RATES ARE IMPLEMENTED

The new rates proposed by the MPSC and OPC auditors are not automatically implemented.  They must first be presented to the MPSC Commissioners for their review and authorization.  The MPSC Commissioners are the only parties that have the legal authority to change the rates of a Missouri regulated utility.  The Commissioners will review the case and the proposed rate increase, and may, accept the proposals without modification or may, subject to their own discretion, make changes to the proposed revenue requirement and rates based on ratepayer input and/or other sources of information.

Usually, the Commissioner's will request an explanation of the case and costs from its Staff, OPC and the utility's representatives.  Once satisfied that the proposed rate change is in the public interest, the Commissioner's will authorized the new rates which the utility can then begin charging its ratepayers.  
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