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Disclaimer

The opinions expressed in this presentation are my
personal opinions, they do not necessarily reflect
the opinions of the
Washington Utilities and Transportation
Commission, its commissioners or other staff
members.




Costs of Cloud Services %=

iqgration Costs
Operating Costs




Migration Costs




Migration Costs

The cost of migrating from an on-premise IT
solution to a cloud based solution.

* Data conversion,
* Data Re-engineering, * Retraining,
* Storage, * Remodeling,
* Stranded Costs.



Migration Costs

Issue: The inability under GAAP for companies to capitalize
the costs of migration to cloud services rather, the costs
must be expensed as incurred.



FINANCIAL ACCOUNTING SERIES

No. 2015-05
April 2015

Intangibles—Goodwill and Other—
Internal-Use Software (Subtopic 350-40)

Customer’'s Accounting for Fees Paidina
Cloud Computing Arrangement

An Amendment of the FASE Acemmiting Standards Oodificotion®

Financial Accounting Standards Board

GAAP

Accounting Standards Update 2015-05
does not allow the capitalization of
cloud migration costs unless, some form
of ownership exists.
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= 350 Intangibles—Goodwill and Other
= 40 Internal-Use Software
B 15 Scope and Scope Exceplions
General

GAAP

Accounting Standards 350-40
Capitalize the costs of hosted services
only if:

1. Customer has right to take
possession with out significant
penalty and

2. Itisfeasible to either run the
software on company hardware or
contract with another party
unrelated to vendor to host
software. (paraphrased)
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= 920 Regulated Operations
= 340 Other Assets and Deferred Costs
= 25 Recognition
General

.Q Financial Accounting

General Note: The Recognition Section provides guidance on the required criteria, timing, and location (within the financial
statements) for recording a particular item in the financial statements. Disclosure is not recognition.

25-1 Rate actions of a regulator can provide reasonable assurance of the existence of an asset. An entity

Sy

It is probable (as defined in Topic 450) that future revenue in an amount at least equal to the

b. Based on available evidence, the future revenue will be provided to permit recovery of the previously
incurred cest rather than to provide for expected levels of similar future costs. If the revenue will be

provided through an automatic rate-adjustment clause, this criterion requires that the regulator's intent
clearly be to permit recovery of the previously incurred cost.




Migration Costs

Conclusion: The cost of migrating from an “on-premise” IT
solution to a cloud based solution may be capitalized for
later recover if allowed by the commission.




Operating Costs

The cost associated with the operation the cloud service
normally measured on an annual basis.

* Annual fees
* Fees and charges measured by:
* Processor time usage,
* Storage usage,
* Capacity,
* Other system Demands.



Operating Costs

Issue: The inability of a company to earn a return on the
cloud services expense.
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WHEREAS, Under current guidelines, a utility may classify investments in legacy hardware and
supporting on-premise software as a capital expense, on which i1t can receive a rate of return;
however, if a utility invests in cloud-based technologies, it typically treats the investment as an
operating expense, on which it does not receive a rate of return; and

* |nvestments in Legacy on-premise Hardware and
Software, classified as capital expenditures, do receive
a rate of return.

e —mnvestments in Cloud Services classified, as o@' ?
<’expenses, do not receive a rate of return.

 Therefore there is a disincentive to invest in cloud
based services.




Investments in Cloud Services classified as operating
expenses do not receive a rate of return.

* Investments are never classified as expenses,
» Expenses never receive a rate of return,
* Working capital does receive a rate of retis

orking capital that fund costs
Cloud Services 82 do receive a



Definition of Working Capital

Working Capital is:

"...the average amount of capital
provided by investors, over and above
the investment in plant and other
specifically measured rate base items, to
bridge the gap between the time
expenditures are required to provide
services and the time collections are

. . /4
recelved for SUCh Services. Accounting for Public Utilities

Hahne & Aliff 12/2015



Common Regulatory Rate Base
(avg or year end)

BEATE BASE
PLANT IM SERVICE
31 [ntangible £156,057
32 Production 832 833
33 Transmission 430613
34 Dstribution DT, 455
35 General 233266
36 Total Plant in Service 2623224
ACCUMULATED DEPRECIATION/AMORT
37 Tnlangible (30,914}
38 Production {3151 ,625)
39 Transmission {135,624)
40 Distribution {295,383)
41 Generzl (80,0933
42 Total Accumulated Depreciation (293 619)
43 NET PLANT 1 f':':2{9ﬂ,q5 85
44 DEFERRED TAXES (354,706)
45 Net Plant After DFIT 1,374,879

4.567

46 DEF BITS AND CREDITS
WORKING CAPITAL

48 TOTAL RATE BASE

——

1,444,926




Operating Costs

Conclusion: Companies do earn a return on their
investments in cloud services through working capital.

To artificially capitalize an expense would introduce double
recovery on investment.



Clarification of
UtilityDrive Comments

>
il
-




@ UtuztyD

IVE
yve
Utili Ity D” In iy, Ois, cloy dcomputlng

f atlon Of t::bate Couj

IC
Clari

ts

men

Com

dopennext
[ apterotutili

Change, SOught pg

oppltedto

Ira te Teform
the ﬂn mcmsm Of el
NCY an, he
yHerma -

as
based
be rate

an

tware c

loud-based sof

for clo

harge

nthly c

The mo

dded.
: ode a

ing capital,” Kerm
Nworkln

ing the
fUndIn"
y's investment
mpany

ding "®vealoq «, stropg
! "V accoyy, ting ryfag have o, kept pace
n novaucn. “the Staff Tepory Concjyge, A ‘Unlitio., Shoyjy
92410 gy, decisions baseq o, businggg 1d ray,
Needs »
- e S ‘Qulat, accounling fules are curmmly inrnrpmt d tilltieg 4,
rV I c %9 2 rate o "eturn g, ON-Premise SOftware, 1, te, Ioudhasoq
d S e Nware 3s ap operdl/ng SXpeng, " <h p, 0 is g This
b a S e . Cates «, dsmconn for Utilitieg techy, I 'ESpite
| O U d = It a . © fact thy, se an tiops, » "ePorteq,
e fo r C kl n g C a p cloyg Y Sog, MY place with OMputip, gpowerr
h a rg . O r hsndle t oMl ogecargn OUREGF
t h |y C b S e d I n W ie. O'GID (esllm 1

g gep, Neratey by
01 Proc, Ceeq, ding,



@ Ut111ty DIvg,

Clarification of Utility Drive

n Hlingg,
Comments "e"«t coma 2 Conyp,,,,
“All companies have a working capital provision that can be rate based to

fund current obligations," he said. "It is a long-term asset concept so it
doesn’t exactly fit if it is used to finance a short-term asset, but the utility
gets a return on it.”

¥ " "€ulato,
5 Y Mules dony
he jop. ke

Included in each requlated company’s rate base is a
working capital component. It is the working capital

component which includes the investment associated with
‘ cloud services. A capitalized expense, as proposed by some,
is inconsistent with the short-term characteristics of the
cloud computing business model.

I




@ Utiligy, Divg

Clarification of Utility Drive
R i,
Comments ‘::"«t conta? —

Kermode opposes changing the accounting rules to remove the
disincentive to cloud-based software because “companies are already
going to the cloud,” he said. “The Oracle survey showed that.”

| do not oppose changing the rules just because companies
are going to the cloud anyway. | oppose changing the rules
because the change suggests creating long-term assets out
of a short term operating costs; that is simply incorrect
accounting, GAAP or regulatory basis. Companies going or
not going to the cloud is irrelevant.

eeeeeee




Questions?

Danny Kermode CPA
Assistant Director for Water and Transportation
Washington Utilities & Transportation Commission
ph: 360.664.1253 | dkermode@utc.wa.gov
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