
RATE REGULATON
Presentation to the Georgian National Energy
and Water Supply Regulatory Commission

Batumi, Georgia
August 2011

Jeff Derouen, Executive Director
Scott Lawless, Financial Analysis
Quang Nguyen, Legal Division

Kentucky Public Service Commission

11



In the beginningIn the beginning……..
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What Thomas Edison did do, 
however, was see the big 
picture. Edison was the firstpicture. Edison was the first 
person to make both the bulb 
and the generator 
commercially viable, combine 
them, and demonstrate the 
enormous benefits of large-
scale electrification.  His was 
the genius that was able to put 
the puzzle pieces together to 
make the whole system work.

The Economist, 1999
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44Major-General Sir Henry Mill Pellatt, C.V.O.
Casa Loma, Toronto



R l ti liRegulating monopolies:
the regulatory compactthe regulatory compact

Regulatory commissions were first established to 
oversee transportation monopolies

Rhode Island – 1839
Massachusetts 1861Massachusetts – 1861
20 states before 1900
Kentucky was a relative latecomer (1934)Kentucky was a relative latecomer (1934)
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66Kentucky Power Co. (AEP)



Duke

LG&E

77Louisville Gas & Electric Co. – Duke Energy Kentucky



88Kentucky Utilities Co.
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Jurisdictional rural electric cooperatives
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The Kentucky
Public Service Commission
C t d b th K t k G lCreated by the Kentucky General 
Assembly in 1934.
I d d t l tIndependent regulatory agency
Quasi-judicial function
PSC does not set energy policy or 
broad utility regulatory policies
Operates in accordance with statutes, 
regulations and judicial precedent
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The Kentucky
Public Service Commission
Regulates rates and service of following 
intrastate utilities:

N t l di t ib ti t d• Natural gas distribution systems and 
intrastate transmission pipelines

• Telecommunications• Telecommunications
• Electric
• SewerSewer 
• Water 

About 1 550 regulated utilities
1313

About 1,550 regulated utilities



PSC Mission Statement
To ensure that utility rates are fair, 

just, and reasonable for the 
services provided and that thoseservices provided and that those 

services are adequate, efficient, and 
reasonable.



The PSCThe PSCThe PSC The PSC 
t kit kiratemaking ratemaking 
processprocessprocessprocess
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The PSC ratemaking processThe PSC ratemaking process

Governed by statute ‐ KRS 278Governed by statute  KRS 278

Rates must be “fair, just and reasonable”  and 
allow for:

1) investors to earn a fair return on 
investment;

2) cooperatives to maintain acceptable 
equity to debt ratios; and

3) governments to meet debt service 
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requirements imposed by lenders.



TwoTwo--part Processpart ProcessTwoTwo part Processpart Process

Revenue RequirementsRevenue Requirements

Rate DesignRate Design
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Revenue Requirements Revenue Requirements –– Methods Methods 
f C l l i U d i K kf C l l i U d i K kof Calculation Used in Kentuckyof Calculation Used in Kentucky

1)1) Return on Equity Return on Equity –– Used by Large Used by Large 1)1) Return on Equity Return on Equity Used by Large Used by Large 
Investor Owned Utilities (IOU’s).Investor Owned Utilities (IOU’s).

2)2) O ti  R ti  O ti  R ti  U d b  S ll U d b  S ll 2)2) Operating Ratio Operating Ratio –– Used by Small Used by Small 
IOU’s.IOU’s.

3)3) Times Interest Earned Ratio (TIER) Times Interest Earned Ratio (TIER) 
–– Used by Electric Cooperatives.Used by Electric Cooperatives.

4)4) Debt Service Coverage Ratio Debt Service Coverage Ratio –– Used Used 
by Governmental Entitiesby Governmental Entities
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by Governmental Entities.by Governmental Entities.



Revenue Requirement Revenue Requirement –– Return on Return on 
E iE iEquityEquity

IOU’sIOU’s usingusing thisthis methodmethod:: 11 WaterWater 44 ElectricElectric 55 GasGasIOU sIOU s usingusing thisthis methodmethod:: 11 Water,Water, 44 Electric,Electric, 55 GasGas

RateRate BaseBase oror TotalTotal CapitalCapital $$X,XXXX,XXX
TimesTimes:: WeightWeight CostCost ofof CapitalCapital (Includes(Includes AverageAverage CostCost

ofof DebtDebt andand CostCost ofof Equity)Equity) XXXX%%

AllowableAllowable Return/NetReturn/Net OperatingOperating IncomeIncome XXXXXX
PlusPlus:: OperationOperation andand MaintenanceMaintenance ExpensesExpenses (O&M)(O&M) X XXXX XXXPlusPlus:: OperationOperation andand MaintenanceMaintenance ExpensesExpenses (O&M)(O&M) X,XXXX,XXX

DepreciationDepreciation ExpenseExpense XXXXXX
IncomeIncome TaxesTaxes andand OtherOther TaxesTaxes XXXXXX

llTotalTotal RevenueRevenue RequirementRequirement X,XXXX,XXX
LessLess:: OtherOther OperatingOperating RevenueRevenue (XXX(XXX))

RevenueRevenue RequiredRequired fromfrom RatesRates forfor ServiceService $$X,XXXX,XXX
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RevenueRevenue RequiredRequired fromfrom RatesRates forfor ServiceService $$X,XXXX,XXX



Rate BaseRate BaseRate BaseRate Base
Utility Plant in ServiceUtility Plant in Service $X,XXX$X,XXX
L  A l d D i iL  A l d D i i (XXX(XXX))Less: Accumulated DepreciationLess: Accumulated Depreciation (XXX(XXX))

Net PlantNet Plant X,XXXX,XXX

Add: Working CapitalAdd: Working Capital XXXXXX
Materials and Supplies InventoryMaterials and Supplies Inventory XXXX
Deferred MaintenanceDeferred Maintenance XXXXXXDeferred MaintenanceDeferred Maintenance XXXXXX
Deferred DebitsDeferred Debits XXXX

Less:Deferred Tax LiabilitiesLess:Deferred Tax Liabilities (XXX)(XXX)
Customer AdvancesCustomer Advances (XX)(XX)( )( )
Contributions Contributions (XXX(XXX))

Total Rate BaseTotal Rate Base $X,XXX$X,XXX
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Weighted Cost of CapitalWeighted Cost of CapitalWeighted Cost of CapitalWeighted Cost of Capital

WeightedCostPercent
Cost, %Rate, %of Total
WeightedCostPercent

4 13%11 00%37 50%1 500 00 Common Equity

0.75%6.00%12.50%500.00 Preferred Stock

2.50%5.00%50.00%$2,000.00 Debt

4.13%11.00%37.50%1,500.00 Common Equity

7.38%100.00%$4,000.00 
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Return/Cost of Common EquityReturn/Cost of Common EquityReturn/Cost of Common EquityReturn/Cost of Common Equity
The Return on Common Equity is The Return on Common Equity is q yq y

determined by the Commission using a determined by the Commission using a 
combination of these methods/analysis:combination of these methods/analysis:

Discounted Cash Flow (DCF),Discounted Cash Flow (DCF),
Risk Premium MethodRisk Premium Method
Capital Asset Pricing Model (CAPM)Capital Asset Pricing Model (CAPM)
Expected Earnings ApproachExpected Earnings Approach

Proxy Groups are used in each method.Proxy Groups are used in each method.
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Revenue RequirementRevenue Requirement
O i R iO i R i-- Operating RatioOperating Ratio

IOU’sIOU’s usingusing thisthis methodmethod includeinclude:: 44 Water,Water, 3838 Sewer,Sewer, 1111 GasGas

OperatingOperating ExpensesExpenses
(O&M,(O&M, Depreciation,Depreciation, TaxesTaxes OtherOther ThanThan Income)Income) $$X,XXXX,XXX

DivideDivide byby:: 8888 %% OperatingOperating RatioRatio 8888%%DivideDivide byby:: 8888 %% OperatingOperating RatioRatio 8888%%

SubSub--TotalTotal X,XXXX,XXX
LessLess:: TotalTotal OperatingOperating ExpenseExpense asas shownshown AboveAbove (X,XXX(X,XXX))

AllowableAllowable MarginMargin OverOver OperatingOperating ExpensesExpenses XXXXXX
PlusPlus:: OperatingOperating ExpensesExpenses asas shownshown AboveAbove X,XXXX,XXX

IncomeIncome Taxes,Taxes, whenwhen appropriateappropriate XXXXXX
InterestInterest onon LongLong--TermTerm DebtDebt XXXXXXInterestInterest onon LongLong TermTerm DebtDebt XXXXXX

TotalTotal RevenueRevenue RequirementRequirement X,XXXX,XXX
LessLess:: OtherOther OperatingOperating RevenueRevenue (XXX(XXX))

RR R i dR i d ff R tR t ff S iS i $$X XXXX XXX
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Revenue Requirement Revenue Requirement –– Times Times 
I E d R i (TIER)I E d R i (TIER)Interest Earned Ratio (TIER)Interest Earned Ratio (TIER)

TIERTIER == (Net(Net MarginsMargins ++ AnnualAnnual InterestInterest ExpenseExpense onon LongLong--TermTerm Debt)Debt)(( gg pp gg ))
// AnnualAnnual InterestInterest ExpenseExpense onon LongLong--TermTerm DebtDebt

TIERTIER isis aa measuremeasure ofof financialfinancial performanceperformance developeddeveloped byby thethe UnitedUnited
StatesStates DepartmentDepartment ofof Agriculture’sAgriculture’s RuralRural UtilityUtility Service,Service, thethe mainmain
lenderlender toto RuralRural ElectricElectric CooperativesCooperatives..lenderlender toto RuralRural ElectricElectric CooperativesCooperatives..

ElectricElectric CooperativesCooperatives UsingUsing thisthis MethodMethod::
22 GenerationGeneration andand TransmissionTransmission CoopsCoops
1919 DistributionDistribution CoopsCoops

TheThe TIERTIER levellevel allowedallowed byby thethe CommissionCommission forfor GenerationGeneration andand
TransmissionTransmission CoopsCoops isis determineddetermined onon aa casecase--byby--casecase basisbasis andand isis
dependentdependent uponupon thethe utility’sutility’s financialfinancial positionposition atat thethe timetime ofof thethe
Commission’sCommission’s ReviewReview..

TheThe TIERTIER allowedallowed forfor DistributionDistribution CoopsCoops isis usuallyusually setset atat 22..00 butbut cancan
bebe higherhigher oror lowerlower whenwhen warrantedwarranted byby thethe utility’sutility’s financialfinancial
conditioncondition..

AA 22 00 TIERTIER setssets NetNet MarginsMargins atat anan amountamount equalequal toto AnnualAnnual InterestInterest
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AA 22..00 TIERTIER setssets NetNet MarginsMargins atat anan amountamount equalequal toto AnnualAnnual InterestInterest
ExpenseExpense onon LongLong--termterm DebtDebt..



Revenue RequirementRevenue Requirement –– TIERTIERRevenue Requirement Revenue Requirement TIERTIER
O&MO&M ExpensesExpenses $$X,XXXX,XXX
PlusPlus:: DepreciationDepreciation ExpensesExpenses XXXXXXPlusPlus:: DepreciationDepreciation ExpensesExpenses XXXXXX

TaxesTaxes OtherOther ThanThan IncomeIncome TaxesTaxes XXXXXX
InterestInterest onon LongLong--TermTerm DebtDebt XXXXXX
InterestInterest onon ShortShort--TermTerm DebtDebt XXXXXX
NonNon UtilityUtility ExpensesExpenses XXXXXXNonNon--UtilityUtility ExpensesExpenses XXXXXX
MarginMargin RequiredRequired toto AttainAttain AllowableAllowable TIERTIER XXXXXX

TotalTotal RevenueRevenue RequirementRequirement $$X,XXXX,XXX
LessLess:: OtherOther OperatingOperating RevenueRevenue (XXX)(XXX)LessLess:: OtherOther OperatingOperating RevenueRevenue (XXX)(XXX)

NonNon--UtilityUtility Revenues,Revenues, includingincluding InterestInterest IncomeIncome (XX)(XX)
PatronagePatronage CapitalCapital CreditsCredits fromfrom LendersLenders (XX(XX))

RevenueRevenue RequiredRequired fromfrom RatesRates forfor ServiceService $$X XXXX XXXRevenueRevenue RequiredRequired fromfrom RatesRates forfor ServiceService $$X,XXXX,XXX
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Revenue Requirement Revenue Requirement –– Debt Debt 
S i C R iS i C R iService Coverage RatioService Coverage Ratio

NumberNumber ofof UtilitiesUtilities UsingUsing thisthis MethodMethod::
109109 CountyCounty WaterWater DistrictsDistricts andand AssociationsAssociations andand109109 CountyCounty WaterWater DistrictsDistricts andand AssociationsAssociations andand
103103 MunicipalMunicipal WaterWater SystemsSystems thatthat provideprovide regulatedregulated wholesalewholesale serviceservice..

O&MO&M ExpensesExpenses $$X,XXXX,XXX
TaxesTaxes OtherOther ThanThan IncomeIncome TaxesTaxes XXXXXX
DepreciationDepreciation XXXXXX

TotalTotal ExpensesExpenses X,XXXX,XXX
PlusPlus:: 33 oror 55 yearyear AverageAverage PrincipalPrincipal andand InterestInterest PaymentsPayments onon LTDLTD XXXXXX

DebtDebt CoverageCoverage RequirementRequirement establishedestablished byby LenderLender XXXXDebtDebt CoverageCoverage Requirement,Requirement, establishedestablished byby LenderLender XXXX

TotalTotal RevenueRevenue RequirementRequirement X,XXXX,XXX
LessLess:: OtherOther OperatingOperating RevenueRevenue (XX)(XX)

NonNon UtilityUtility Revenues,Revenues, IncludingIncluding InterestInterest IncomeIncome (XX(XX))

RevenueRevenue RequiredRequired fromfrom RatesRates forfor ServiceService $$X,XXXX,XXX
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Revenue RequirementRevenue RequirementRevenue RequirementRevenue Requirement
The financial information used to calculate The financial information used to calculate e a c a o at o used to ca cu atee a c a o at o used to ca cu ate
a revenue requirement using any of the a revenue requirement using any of the 
methods is based on a Test Year.methods is based on a Test Year.

A Test Year may be a historic period or a A Test Year may be a historic period or a 
forecasted periodforecasted periodforecasted period.forecasted period.

The filing requirements for a Historic Test  The filing requirements for a Historic Test  The filing requirements for a Historic Test  The filing requirements for a Historic Test  
Year are different than those for a Year are different than those for a 
Forecasted Test Year.Forecasted Test Year.
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Revenue Requirement Revenue Requirement ––
Hi i T YHi i T YHistoric Test YearHistoric Test Year

Can be any 12 consecutive month Can be any 12 consecutive month 
period.period.pp
Adjustments can be made to the Adjustments can be made to the 
historic financial information for historic financial information for historic financial information for historic financial information for 
changes that are known and changes that are known and 
measurablemeasurablemeasurable.measurable.
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Revenue Requirement Revenue Requirement ––
F d T YF d T YForecasted Test YearForecasted Test Year

A forecasted test year is designed to A forecasted test year is designed to A forecasted test year is designed to A forecasted test year is designed to 
recover the specific costs the utility recover the specific costs the utility 
expects to incur during the first 12 expects to incur during the first 12 expects to incur during the first 12 expects to incur during the first 12 
month period that the proposed month period that the proposed 
rates are to be in effectrates are to be in effectrates are to be in effect.rates are to be in effect.
Not used by many utilities due to Not used by many utilities due to 
complexity of the filing requirementscomplexity of the filing requirementscomplexity of the filing requirements.complexity of the filing requirements.
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Revenue Requirements Revenue Requirements ––
F d T YF d T YForecasted Test YearForecasted Test Year

Number of Utilities Filing Rate Cases Number of Utilities Filing Rate Cases Number of Utilities Filing Rate Cases Number of Utilities Filing Rate Cases 
Using Forecasted Test YearUsing Forecasted Test Year

WaterWater 1 out of 1481 out of 148WaterWater 1 out of 1481 out of 148
ElectricElectric 2 out of 25 2 out of 25 
GasGas 2 out of 272 out of 27
SewerSewer 0 out of 670 out of 67
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Revenue Requirements Revenue Requirements ––
All bl EAll bl EAllowable ExpensesAllowable Expenses

All reasonable and prudent expenses All reasonable and prudent expenses easo ab e a d p ude t e pe seseaso ab e a d p ude t e pe ses
necessary for the delivery of utility necessary for the delivery of utility 
services are recoverable no matter which services are recoverable no matter which 
type of Test Year is usedtype of Test Year is usedtype of Test Year is used.type of Test Year is used.
Types of Expenses not allowed:Types of Expenses not allowed:
•• Contributions to Charitable Organization  Contributions to Charitable Organization  •• Contributions to Charitable Organization, Contributions to Charitable Organization, 

Social Clubs, and Community Welfare Social Clubs, and Community Welfare 
Programs.Programs.
Executive Bonuses when based on utility Executive Bonuses when based on utility •• Executive Bonuses when based on utility Executive Bonuses when based on utility 
meeting financial targets.meeting financial targets.

•• Promotional Advertising.Promotional Advertising.
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Revenue Requirements Revenue Requirements ––
R l A /Li bili iR l A /Li bili iRegulatory Assets/LiabilitiesRegulatory Assets/Liabilities

NonNon--Recurring Revenues and Expenses:Recurring Revenues and Expenses:g pg p

Immaterial items are removed from the test year Immaterial items are removed from the test year 
operations.operations.ope a o sope a o s

Material items are removed from the test year income Material items are removed from the test year income 
statement; reported as regulatory liability or asset on statement; reported as regulatory liability or asset on ; p g y y; p g y y
the balance sheet; and amortized over a period of time the balance sheet; and amortized over a period of time 
established by the Commission.established by the Commission.

Regulatory Asset/Liability Accounting is permissible for Regulatory Asset/Liability Accounting is permissible for 
American Companies pursuant to Accounting Standard American Companies pursuant to Accounting Standard 
Codification 980Codification 980--340340--2525--1 (Formerly Statement of 1 (Formerly Statement of 
Financial Accounting Standards No  71)Financial Accounting Standards No  71)
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Revenue Requirements Revenue Requirements ––
R l A /Li bili iR l A /Li bili iRegulatory Assets/LiabilitiesRegulatory Assets/Liabilities

Currently there is no provision for Regulatory Currently there is no provision for Regulatory 
Asset/Liability Accounting pursuant to the International Asset/Liability Accounting pursuant to the International Asset/Liability Accounting pursuant to the International Asset/Liability Accounting pursuant to the International 
Financial Reporting Standards (IFRS) as issued by the Financial Reporting Standards (IFRS) as issued by the 
International Accounting Standards Board (IASB).International Accounting Standards Board (IASB).

The American Security and Exchange Commission is The American Security and Exchange Commission is 
currently considering whether to mandate the use of currently considering whether to mandate the use of 
IFRS instead of the current American Generally Accepted IFRS instead of the current American Generally Accepted 
Accounting Principals (GAAP) developed by the Financial Accounting Principals (GAAP) developed by the Financial g p ( ) p yg p ( ) p y
Accounting Standards Board (FASB).  FASB and IASB Accounting Standards Board (FASB).  FASB and IASB 
are currently working together to determine what, if are currently working together to determine what, if 
any, revisions to the IFRS are required before applying any, revisions to the IFRS are required before applying 
its standards to American companies.  The lack of a its standards to American companies.  The lack of a pp
provision by IFRS for regulatory asset/liability provision by IFRS for regulatory asset/liability 
accounting has been identified as a major problem.  It is accounting has been identified as a major problem.  It is 
anticipated that IFRS will be amended to include a anticipated that IFRS will be amended to include a 
provision for accounting for regulatory assets/liabilities. provision for accounting for regulatory assets/liabilities. 
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Rate Design Rate Design –– General PracticesGeneral Practices

After the revenue requirement is determined, rates After the revenue requirement is determined, rates 
are designed using a costare designed using a cost--ofof--service study.service study.g gg g yy

The Commission’s general objective with regard to The Commission’s general objective with regard to 
rate design is to establish rates to be charged to rate design is to establish rates to be charged to 
each class of customer (i e  residential  each class of customer (i e  residential  each class of customer (i.e. residential, each class of customer (i.e. residential, 
commercial, industrial, etc.) that will produce commercial, industrial, etc.) that will produce 
revenues equal to the utilities cost to serve each revenues equal to the utilities cost to serve each 
class of customer.class of customer.class of customer.class of customer.

Generally, this objective has been met in the water Generally, this objective has been met in the water 
industry but not in the electric industry.  In the industry but not in the electric industry.  In the 
electric industry subsidies exists between electric industry subsidies exists between electric industry subsidies exists between electric industry subsidies exists between 
customer classes as well as within customer customer classes as well as within customer 
classes.  The Commission is gradually reducing classes.  The Commission is gradually reducing 
these subsidies over time.these subsidies over time.
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Documentation Reviewed During Documentation Reviewed During 
R i f R A li iR i f R A li iReview of Rate ApplicationReview of Rate Application

Filing requirements checklist found on PSC webFiling requirements checklist found on PSC web--g qg q
site. http://psc.ky.gov/Home/utilFormssite. http://psc.ky.gov/Home/utilForms

In cases involving “small” utilities (less than $5 In cases involving “small” utilities (less than $5 In cases involving small  utilities (less than $5 In cases involving small  utilities (less than $5 
million in annual revenues) additional information million in annual revenues) additional information 
is commonly gathered through informal discovery is commonly gathered through informal discovery 
during a field visit at the offices of the utilityduring a field visit at the offices of the utilityduring a field visit at the offices of the utility.during a field visit at the offices of the utility.

Cases involving larger utilities, additional Cases involving larger utilities, additional g gg g
information is gathered through formal discovery information is gathered through formal discovery 
in the form of written data requests.in the form of written data requests.
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Types of Information Gathered and Types of Information Gathered and 
R i d d i DiR i d d i DiReviewed during DiscoveryReviewed during Discovery

5 or 10 year comparative Balance Sheet and Income Statement by Detailed Accounts5 or 10 year comparative Balance Sheet and Income Statement by Detailed Accounts
Annual Reports on File with the CommissionAnnual Reports on File with the CommissionAnnual Reports on File with the CommissionAnnual Reports on File with the Commission
Audit Reports and Work papers prepared by Independent CPAsAudit Reports and Work papers prepared by Independent CPAs
Billing Records Supporting the Billing Determinants included in the ApplicationBilling Records Supporting the Billing Determinants included in the Application
Minutes from Board meetingsMinutes from Board meetings
General Ledger and Subsidiary LedgersGeneral Ledger and Subsidiary Ledgers
Ch k R i tCh k R i tCheck RegistersCheck Registers
Plant RecordsPlant Records
Vendor InvoicesVendor Invoices
Income Tax ReturnsIncome Tax Returns
Construction Work OrdersConstruction Work Orders
Budgets and Budget Variance ReportsBudgets and Budget Variance Reports
AllocationAllocation
Schedule of Aged Accounts ReceivablesSchedule of Aged Accounts Receivables
Insurance PoliciesInsurance Policies
Actuarial StudiesActuarial StudiesActuarial StudiesActuarial Studies
Debt Agreements and Debt Amortization SchedulesDebt Agreements and Debt Amortization Schedules
Search for Related Party TransactionsSearch for Related Party Transactions
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Timing of Rate CasesTiming of Rate CasesTiming of Rate CasesTiming of Rate Cases
When a historic test year is used, the Commission When a historic test year is used, the Commission y ,y ,

has 6 months to issue an order after all has 6 months to issue an order after all 
information on the filing requirements checklist information on the filing requirements checklist 
has been satisfactorily submitted.  If no order is has been satisfactorily submitted.  If no order is yy
issued within 6 months, the utility may place the issued within 6 months, the utility may place the 
proposed rates into effect, subject to refund, until proposed rates into effect, subject to refund, until 
the Commission does issue a final order.  The the Commission does issue a final order.  The 
requirement is 7 months when a forecasted testrequirement is 7 months when a forecasted test--
year is used.  If the Commission has not issued a year is used.  If the Commission has not issued a 
final order after 10 months from the original file final order after 10 months from the original file gg
date, the utility may place the rates into full date, the utility may place the rates into full 
effect.effect.
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QUESTIONS?QUESTIONS?
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Didi madloba

THANK YOU

Didi madloba

THANK YOU
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