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RR = ra (RB) + O&M + D + T
where:

RR = total test year (annualized) revenue requirements

ra = authorized (not guaranteed) rate of return to compensate debt
  holders and equity shareholders 

RB = rate base (original cost of invested utility plant in service net 
  of accumulated depreciation and adjustments)

O&M = operation & maintenance expenses, including administrative & general

D = depreciation and amortization expense 

T = taxes other than income and income tax expense

Cost-based rates and revenue sufficiency are a function of both the
numerator and denominator:

Revenue requirements (RR)
Estimated sales (billing determinants)

3.0 Utility, enterprise, or investment basis: private and some public

< you are 
here

Presenter
Presentation Notes
Usage – billing determinants

Capex 
Opex
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1. Income statement overview

2. Operating revenues

3. Revenues by customer class

4. Operating expenses

5. Operation and maintenance by function

6. Personnel-related expenses

7. Disallowed expenses

8. Depreciation expense

9. Income and other taxes

10. Cost-adjustment mechanisms (trackers)

11. System improvement charges

12. Financial auditing for ratemaking

13. Management auditing

14. Rate-case adjustments

15  R t ki  i

3.0 Topics

Presenter
Presentation Notes
OLD Income statement elements. Operating revenues and expenses.  Allowances and disallowances. Accounts receivable.  Other revenues. Operation and maintenance. Salaries and pensions. Energy and chemical expenses. Administrative and general expenses. Treatment of leases. Affiliate transactions. Cost trackers and adjustment mechanisms. Revenue-assurance mechanisms. Normalization and annualization. Reserve funding. Taxes other than income. Grossing up for taxes. Regulatory expense. Case study exercises. 
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3.1 Income statement
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3.1 Income statement comparison

Presenter
Presentation Notes
ok
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 EBITDA: Earnings before interest, taxes, depreciation, 
and amortization 
 EBITDA = Operating revenues from services - operating 

expenses (O&M and A&G) and taxes other than income 
taxes (treated as OPEX)

 Income from the primary operations of the company before 
certain expenditures

 May be established by the debt service coverage ratio 
(DSCR) for non-private utilities not using RBROR

 EBIT: Earnings before interest and income taxes
 EBIT = EBITDA - depreciation and amortization expense
 Income from the primary operations of the company, net of 

certain expenditures

3.1 Measuring income

EBITDA

EBIT

NOI ⇢ ROR

NI ⇢  
ROE

Presenter
Presentation Notes
Add ebitda
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 NOI: Net operating income before interest 
 NOI = EBIT - income taxes
 Net income (after effect of income taxes) available to debt holders & equity shareholders
 Net operating income / rate base = overall rate of return (ROR)
 Defines the line ("above & below”) - investors are funded from below the line (see Part 4)

 NI: Net income after interest and income taxes 
 NI = NOI - other deductions and interest (cost of debt) + other income (after taxes)
 Profit or loss from all operations available to equity shareholders as distributions or retained 

earnings for the year
 Net income / shareholder equity = shareholder return on equity (ROE) (see Part 4)

3.1 Net operating income and net income

Presenter
Presentation Notes
Add ebitda

https://www.macrotrends.net/stocks/charts/YORW/york-water/net-income
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3.1 York: operating revenues over time and seasonality

Presenter
Presentation Notes
https://www.macrotrends.net/stocks/charts/YORW/york-water/revenue

https://charts.equityclock.com/york-water-co-nasdyorw-seasonal-chart
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 Water Sales Accounts (USoA, 1996)
460. Unmetered Water Revenue
461. Metered Water Revenue
461.1 Metered Sales to Residential Customers
461.2 Metered Sales to Commercial Customers
461.3 Metered Sales to Industrial Customers
461.4 Metered Sales to Public Authorities
461.5 Metered Sales to Multiple Family Dwellings
462. Fire Protection Revenue
462.1 Public Fire Protection
462.2 Private Fire Protection
464. Other Sales to Public Authorities
465. Sales to Irrigation Customers
466. Sales for Resale
467. Interdepartmental Sales

 Other Water Revenues Accounts (USoA, 1996)
469. Guaranteed Revenues
470. Forfeited Discounts
471. Miscellaneous Service Revenues
472. Rents from Water Property

  

3.2 Operating revenues
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 Non-operating (non-utility) income and deductions
 Reported on the income statement 
 Excluded from net income for ratemaking and returns

 Non-operating activities (NRCAM, 2003)
 Part of the general rate case investigation is to review the utility’s cost 

allocation procedures and associated financial results 
 Ensures that unregulated costs are allocated to unregulated (non-

operating) accounts. 
 Auditors will also want to look for “incidental” uses of regulated plant 

 Other utility services
 Utilities may be converged (electricity and gas, power and water)
 Water utilities may provide wastewater and stormwater services
 Separate systems of accounts apply
 Separate reports are filed for separate operations

3.2 Non-operating revenues

Q. Why are non-operating activities segregated on the income statement?
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 Which of the following is not a customer class?
A. Public authorities
B. Irrigation users
C. Power plants
D. Private fire protection

3.2 Poll: Customer classes
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 Utility revenues
 Privately owned utilities depend mainly on revenues related to sales (rates and charges)
 Non-private utilities may have additional revenues from special fees, taxes, and grants

 Sales revenues are reported according to customer classes (see also, Part 5)
 Groups of customers with similar patterns of usage and cost characteristics
 Some small utilities may serve only a few classes
 Advanced metering methods may lead to new classification schemes

 Major customer classes 
 Residential

• Single-family
• Multi-family

 Nonresidential
• Commercial
• Industrial
• Wholesale
• Agricultural and irrigation
• Mining
• Public and private fire protection (water)
• Public authorities and special use (e.g., street lighting in electricity)

3.3 Revenues by customer class
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3.3 York: customers and gallons sold

Presenter
Presentation Notes
UNACCOUNTED-FOR-WATER
899,230
2,464
Percentage Unaccounted-for-Water
13.4%
13.4%
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3.3 York: sales for resale (wholesale sales)

Presenter
Presentation Notes
Reported as 4 somewhere
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3.3 York: other revenues
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 Total cost of utility operations that offset utility sales revenues – subject to audit
 Operation and maintenance (O&M) expenses – allocated functionally
 Administrative and general (A&G) expenses – included in O&M
 Depreciation expense - a capital expense included in total operating expense
 Federal and state income and other taxes (e.g., property taxes)

 O&M expenses are incurred or reasonably expected to incur during the rate year
 Expenses result in a charge against current income – "expired costs"
 Cash outlay (cash basis) or incurred expense (accrual basis)
 Substantial O&M expenses may be “capitalized” with regulatory approval (e.g., tank painting)

 Deferred expenses
 Expenses a company has already incurred but that have been deferred for ratemaking to 

allow recovery in later periods
 Deferring costs to a later period usually requires regulatory approval
 ASC 980 (FASB 71) allows deferral for GAAP purposes if there is a reasonable expectation 

that the amount deferred will be recovered in future rates

3.4 Operation and maintenance expenses
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601. Salaries and Wages – Employees

603. Salaries and Wages – Officers, 
Directors, and Majority Stockholders

604. Employee Pensions and Benefits

610. Purchased Water

615. Purchased Power

616. Fuel for Power Production

618. Chemicals

620. Materials and Supplies

631. Contractual Services – Engineering

632. Contractual Services – Accounting

633. Contractual Services – Legal

634. Contractual Services – Management 
Fees

635. Contractual Services – Testing

3.4 O&M accounts for functionalization (USoA, 1996)

636. Contractual Services – Other

641. Rental of Building/Real Property

642. Rental of Equipment

650. Transportation Expenses

656. Insurance – Vehicle

657. Insurance – General Liability

658. Insurance – Workman’s Compensation

659. Insurance – Other

660. Advertising Expenses

666. Regulatory Commission Expenses – 
Amortization of Rate Case Expense

667. Regulatory Commission Expenses – 
Other

668. Water Resource Conservation Expense

670. Bad Debt Expense

675. Miscellaneous Expenses
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3.4 O&M expense accounts
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 Water system functions are comparable to those of other utilities

 Functional operations of water systems (USoA, 1996)
 Source of supply and pumping expenses – operations and maintenance
 Water treatment expenses – operations and maintenance
 Transmission and distribution expenses – operations and maintenance
 Customer accounts expenses
 Administrative and general expenses

 Allocation of costs by account across functions creates a detailed matrix
 Functionalization is also relevant to cost allocation (see Part 5)

3.5 Operation and maintenance by function

Presenter
Presentation Notes
Production
Storage (raw water)
Transmission
Treatment
Storage (finished water) 
Distribution 
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3.5 Operation and maintenance subaccounts (USoA, 1996)
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3.4 O&M expenses by function (subset of schedule 407)
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 Personnel
 601. Salaries and Wages - Employees

• Compensation (salaries, bonuses and other consideration of services) paid or accrued to 
employees of the utility company for work related to operation and maintenance of that 
utility. This account shall not include the salaries and wages of officers, directors or 
majority stockholders of the utility company.

 603. Salaries and Wages - Officers, Directors and Majority Stockholders
• Compensation (salaries, bonuses and other consideration for services) paid or accrued to 

officers, directors or majority stockholders of the utility company.
 604. Employee Pensions and Benefits

• All accruals under employee pension plans to which the utility has irrevocably committed 
such funds, and payments for employee accident, sickness, hospital and death benefits or 
insurance therefor. Include also expenses for medical, educational, or recreational 
activities of employees.

 Executive compensation
 Salaries and other compensation, including performance incentives (possible caps)
 Transparency in reporting and oversight and for comparative purposes
 Allocation between shareholders and ratepayers

3.6 Personnel-related expenses

Q. Should regulators allow recovery of performance incentives for utility executives?



 27 / 82

IPUMSU

IPUMSU - ARC2025-1

3.6 York: employment trend

Presenter
Presentation Notes
https://www.macrotrends.net/stocks/charts/YORW/york-water/number-of-employees
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 Should regulators cap utility executive pay recoverable from 

ratepayers?

A. Yes

B. No

C. Not sure

3.6 Poll: executive compensation
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3.6 Executive compensation (salary.com)

Presenter
Presentation Notes

https://www1.salary.com/AQUA-AMERICA-INC-Executive-Salaries.html

Essential Utilties $1,878 million 2022 revenue with 3,200 employees (customers 1.8 million)
York Water $60,061,000 2022 revenues with 116 employees (customers 76,731)


https://www.salary.com/tools/executive-compensation-calculator/york-water-co-executive-salaries?year=2022

https://www1.salary.com/AQUA-AMERICA-INC-Executive-Salaries.htmlhttps://www.salary.com/tools/executive-compensation-calculator/aqua-america-inc-executive-salaries?year=2022
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3.6 York: director compensation
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3.6 York: payroll and pension contributions
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3.6 Contractual services
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3.6 Personnel travel expenses
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 Expenditures deemed necessary, prudent, and economical are typically allowed
 Including costs associated with compliance with other policies (e.g., environmental)
 Boards of directors may also want to review spending in certain areas

 Disallowances are costs that cannot be recovered from ratepayers 
 Are used to impose regulatory discipline on the monopoly
 May be characterized as nonutility expenses

 Common full or partial disallowances ("other people's money")
 Imprudent or excessive operating expenses (always)
 Fines, penalties, liabilities, and legal defense (may depend on culpability)
 Advertising and “loyalty-building” expenses (except public service announcements)
 Political and lobbying expenses (IRS, 26 U.S.C. §162) – even if rationalized
 Association dues connected to political purposes (campaigns, lobbying)
 Charitable contributions (typically) – even if rationalized and especially if political
 Research and development by utility or industry organizations (sometimes)
 Life insurance on officers and employees where utility is beneficiary
 Executive compensation or bonuses (sometimes at some levels)

3.7 Allowances and disallowances

Q. How much did York spend on advertising, charity, and R&D?

Presenter
Presentation Notes
https://www.towerswatson.com/en-US/Insights/Newsletters/Global/executive-pay-matters/2016/Pay-for-performance-update-utilities-sector

https://www.opensecrets.org/lobby/clientsum.php?id=D000027808&year=2018

New issue: use of charities to weigh in on rate cases
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 Should a utility incur a disallowance for providing warehouse space for Scout 
cookies?
 Yes
 No

3.7 Poll: leave room for dessert
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 426. Miscellaneous Nonutility Expenses

 This account shall contain all expenses other than expenses of utility operations and 
interest expense…
 Expenses disallowed in a proceeding before the Commission
 Amortization of an Acquisition Adjustment not approved by the Commission
 Depreciation associated with plant not used and useful in the public service
 Depreciation of Nonutility Plant
 Imprudent expenses
 Donations for charitable, social or community welfare purposes
 Life insurance on officers and employees where utility is beneficiary (net premiums less 

increase in cash surrender value of policies)
 Penalties or fines for violations of statutes pertaining to regulation

3.7 Disallowed (non-utility) expenses (USoA, 1996) ⓘ
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 Expenditures for the purpose of:
a. Influencing public opinion with respect to the election or appointment of public officials, 
or the adoption, repeal, revocation or modification of referenda, legislation or ordinances.
b. Influencing public opinion with respect to obtaining approval, modification or revocation 
of franchises.
c. Influencing the decisions of public officials not including such expenditures which are 
directly related to appearances before regulatory or other governmental bodies in connection 
with the utility's existing or proposed operations.

 Loss relating to investments in securities written-off or written-down.
 Loss on sale of investments.
 Loss on reacquisition, resale or retirement of utility 's debt securities.
 Preliminary survey and investigation expenses related to abandoned projects, when not 

written-off to the appropriate operating expense account.
 Golf club dues, social club dues and service club dues (Kiwanis, Rotary, etc.) house charges 

and items of a similar nature whether such expenditures are made directly by the utility or 
indirectly by payment or reimbursement to associated companies, officers, or other 
employees, or by any other direct or indirect means.

3.7 Disallowed (non-utility) expenses (continued) ⓘ
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 Depreciation expense is included in revenue requirements
 A “non-cash” expense for the systematic “return of” investment to shareholders
 Brings cashflow to the utility – revenue without an outlay (expenditure) 
 Cash is paid upfront at the time of a long-term capital investment - and must be recovered

 Depreciation vs. amortization expenses
 Depreciation is used to spread cost over the useful life of plant assets systematically –  

also serves intergenerational equity goals (temporal cost allocation)
 Amortization is comparable but applies to intangible non-plant assets that have value over 

time (e.g., computer software, regulatory assets, water rights) – also used for policy 
purposes

 Cash flow from depreciation can be reinvested in capital projects at utility’s discretion
 Utilities are not obligated to reinvest depreciation expense – but it may be retained
 Should not be used to forestall rate increases needed to cover operating expenses
 Current customers are not obligated to build reserves for replacement

 Two common methods of depreciation
 Straight-line (same amount each period)
 Accelerated (more amounts in earlier periods)

 Depreciation expense must be synchronized with rate base components
 Accumulated depreciation is recorded on the balance sheet (see Part 2)

3.8 Depreciation expense
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 403. Depreciation Expenses (USoA, 1996)
 A. This account shall be charged with depreciation credited to account 108 - Accumulated 

Depreciation of Water Plant and credited with amortization debited to account 272 - 
Accumulated Amortization of Contributions in Aid of Construction. 

 Depreciation shall be accrued on a straight-line remaining life basis or straight-line basis, as 
required by the Commission. 

 A single composite depreciation rate may be used if approval from the Commission is 
obtained

3.8 Depreciation expense for water ⓘ

Q. Why are utilities entitled to a return of and on investment?

Presenter
Presentation Notes
BALANCE SHEET
Utility plant accounts
101. Utility plant in service
108. Accumulated depreciation
110. Accumulated amortization
271. Contributions in aid of construction
272. Accumulated amortization of contributions in aid of construction

INCOME STATEMENT
Utility operating accounts
403. Deprecation expense
407. Amortization expense
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 Accounting treatment at year 10 for a 20-year asset (straight-line method)

3.8 Recording depreciation expense for CIAC (water)

BALANCE SHEET
Utility plant and CIAC (end of period)

All investor-
supplied capital Some CIAC Rate base impact 

of no amort. credit

101. Utility plant in service 100,000 100,000 100,000

108. Accumulated depreciation (50,000) (50,000) (50,000)

Net utility plant 50,000 50,000 50,000

271. Contributions in aid of construction 0 (20,000) (20,000)

272. Accumulated amortization of CIAC 0 10,000 0

Net rate base 50,000 40,000 30,000

INCOME STATEMENT
Utility operating accounts (annual period)

403. Deprecation expense (dr) 5,000 5,000 5,000

407. Amortization expense (cr) 0 (1,000) 0

Net depreciation expense 5,000 4,000 5,000
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 Accounting treatment at year 20 for a 20-year asset (straight-line method)

3.8 Recording depreciation expense for CIAC (water)

BALANCE SHEET
Utility plant and CIAC (end of period)

All investor-
supplied capital Some CIAC Rate base impact 

of no amort. credit

101. Utility plant in service 100,000 100,000 100,000

108. Accumulated depreciation (100,000) (100,000) (100,000)

Net utility plant 0 0 0

271. Contributions in aid of construction 0 (20,000) (20,000)

272. Accumulated amortization of CIAC 0 20,000 0

Net rate base 0 0 ?
INCOME STATEMENT
Utility operating accounts (annual period)

403. Deprecation expense (dr) 5,000 5,000 5,000

407. Amortization expense (cr) 0 (1,000) 0

Net depreciation expense 5,000 4,000 5,000
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 Accounting treatment at year 20 for a 20-year asset

3.8 Recording depreciation expense for CIAC (water)

BALANCE SHEET
Utility plant and CIAC (end of period)

All investor-
supplied capital Some CIAC Rate base impact 

of no amort. credit

101. Utility plant in service 100,000 100,000 100,000

108. Accumulated depreciation (100,000) (100,000) (100,000)

Net utility plant 0 0 0

271. Contributions in aid of construction 0 (20,000) (20,000)

272. Accumulated amortization of CIAC 0 20,000 0

Net rate base 0 0 (20,000)

INCOME STATEMENT
Utility operating accounts (annual period)

403. Deprecation expense (dr) 5,000 5,000 5,000

407. Amortization expense (cr) 0 (1,000) 0

Net depreciation expense 5,000 4,000 5,000
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 Types of taxes
 Federal and state income taxes (revenue-

driven)
 Federal, state, and local payroll taxes 

(company’s share)
 Local property taxes and franchise fees

 Ratemaking 
 Ratepayers pay utility’s revenue-based income 

and other taxes
 Revenues to be collected from ratepayers are 

"grossed up" using "conversion factors” (see 
Part 4)

 Conversion recognizes the effect of 
income taxes (and changes to other items) on 
revenue requirements and earnings

 Conversion factor = 
• 1 / (1 - tax rate)

3.9 Income and other taxes

Presenter
Presentation Notes
  Effective federal income tax rate relative to net income 
10.4%
  Effective state income tax rate relative to net income 
6.8%
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 Reconciliation and synchronization 
 Deferred income taxes
 Depreciation
 Tax-deductible interest expense

 Net income 
 Differs for regulatory and tax purposes 
 Shown on a schedule in the annual 

report to regulators
 Must be reconciled – see IRS 

Schedule M 

3.9 Reconciliation of net income based on taxes

Presenter
Presentation Notes
Move??
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 408. Taxes Other Than Income (USoA, 1996)
 A. These accounts shall include the amount of ad valorem, gross revenue or gross receipts 

taxes, regulatory agency general assessments for purposes of public utility regulation, state 
unemployment insurance, franchise taxes, federal excise taxes, social security taxes, and all 
other taxes assessed by federal state, county, municipal, or other local governmental 
authorities, except income taxes.

 409. Income Taxes (USoA, 1996)
 A. These accounts shall include the amounts of local, state and federal income taxes on 

income properly accruable during the period covered by the income statement to meet the 
actual liability for such taxes. Concurrent credits for the tax accruals shall be made to 
account 236 - Accrued Taxes, and as the exact amounts of taxes become known, the 
current tax accruals shall be adjusted by charges or credits to these accounts unless such 
adjustments are properly included in account 439 - Adjustments to Retained Earnings, so 
that these accounts as nearly as can be ascertained shall include the actual taxes payable 
by the utility (See Accounting Instruction 8 for prior period adjustments).

 410. Provision for Deferred Income Taxes (USoA, 1996)
 A. Accounts 410.10, 410.11, 410.12 and 410.20 shall be debited and accounts 281, 282, or 

283 Accumulated Deferred Income Taxes - Accelerated Amortization, Liberalized 
Depreciation, or Other, shall be credited with amounts equal to any current deferrals of taxes 
on income or any allocations of deferred taxes originating in prior periods, as provided by the 
texts of accounts 190, 281, 282, and 283. No credit amounts appropriately includible in 
account 411.10- or 411.20 shall be netted against entries required to be made to these 
accounts.

3.9 Income and other taxes ⓘ
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 Timing differences are considered when normalizing test year data

 Types of timing differences 
 Temporary difference between tax and book recording of costs (asset or expense)
 Difference between book income and tax income that originates in one period and reverses 

(or turns around) in one or more later periods 

 Effects of timing differences
 Some reduce income taxes that would otherwise be payable currently
 Some increase income taxes that would otherwise be payable in the future

 Different depreciation rates affect what is expensed and when 
 Affects taxable net income

3.9 Income-tax timing differences

Journal entry for comprehensive inter-period tax allocation (normalization)

Debit Credit

Income tax expense: $10,000
Income tax payable: $5,000
Deferred income tax: $5,000

Presenter
Presentation Notes
Rewrite - unclesr
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 Income tax normalization or “comprehensive inter-period income-tax allocation”
 An accounting method used in ratemaking to address the effects on income taxes of timing 

differences in expenses or revenues
 Accumulated deferred income taxes are recorded as a liability on the balance sheet (see 

Part 2)

 Tax normalization for public utilities (FERC, 18 CFR § 35.24)
 “(1) Tax normalization means computing the income tax component as if the amounts of 

timing difference transactions recognized in each period for ratemaking purposes were also 
recognized in the same amount in each such period for income tax purposes.

 (2) Timing differences means differences between amounts of expenses or revenues 
recognized for income tax purposes and amounts of expenses or revenues recognized for 
ratemaking purposes, which differences arise in one time period and reverse in one or more 
other time periods so that the total amounts of expenses or revenues recognized for income 
tax purposes and for ratemaking purposes are equal.”

 Tax policies may affect regulatory accounting treatment
 Federal Internal Revenue Code (1954) allowed accelerated depreciation 
 Led to flow-through accounting to recognize the income tax expense in ratemaking
 Tax Reform Act of 1969 limited flow-through from depreciation-related tax expenses
 Economic Recovery Tax Act of 1981 ended the flow-through of the tax benefits

3.9 Income tax normalization

Presenter
Presentation Notes
Timing differences means differences between amounts of expenses or revenues recognized for income tax purposes and amounts of expenses or revenues recognized for ratemaking purposes, which differences arise in one time period and reverse in one or more other time periods so that the total amounts of expenses or revenues recognized for income tax purposes and for ratemaking purposes are equal.


Internal Revenue Code of 1954 – �Accelerated depreciation was first allowed. Commissions started to use flow-through accounting.

Tax Reform Act of 1969 – �Limited flow-through accounting for depreciation.

Economic Recovery Tax Act of 1981 – �Ended flow-through accounting depreciation
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Tax basis
Regulatory basis (rates)

Flow through
(past practice)

Normalization
(current practice)

1 Revenues $1,000,000 $1,000,000 $1,000,000

2 Expenses ($600,000) ($600,000) ($600,000)

3 Depreciation ($200,000) ($100,000)  ($100,000)

4 Interest ($100,000) ($100,000)  ($100,000)

5 Taxable income $100,000 $200,000 $200,000

6 Income tax expense (21%) ($21,000) ($21,000) ($42,000)
7 Net income $79,000 $179,000 $158,000

8 Deferred income tax (liability) $0 $21,000

3.9 Income tax normalization

Presenter
Presentation Notes
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Internal Revenue Code of 1954 – �Accelerated depreciation was first allowed. Commissions started to use flow-through accounting.

Tax Reform Act of 1969 – �Limited flow-through accounting for depreciation.

Economic Recovery Tax Act of 1981 – �Ended flow-through accounting depreciation
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 Federal tax reform in 2018 lowered the corporate tax rate from 35% to 21%

 For York, this resulted in a tax adjustment credit of $2,117,143, which translated to a 
4.29% credit value applicable to rates

3.9 Federal tax adjustment
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 Originally applied to variable operating expenses meeting four criteria
 Substantial, recurring, volatile, and largely outside utility’s control

 Known as cost trackers, riders, and surcharges for adjusting rates to costs
 Allow adjustments to customer rates when the actual costs incurred depart from a baseline 

amount determined in a rate case
 Provided for by approved tariff “clauses” – separate from base rates
 Must be carefully reviewed and reconciled – not “automatic” and not ”mechanized”
 Not the same as revenue assurance mechanisms, such as decoupling

 Meant to prevent financial hardship and earnings erosion between rate cases
 Considered “credit positive” by rating agencies (bonds)

 Distinct from revenue-adjustment mechanisms (decoupling)

3.10 Cost-adjustment mechanisms

Substanti
al Volatile

Recurrin
g

Outside 
of utility's 
control

Presenter
Presentation Notes
https://s26.q4cdn.com/750150140/files/doc_financials/2024/q2/2024-Second-Quarter-Earnings-Call-Presentation.pdf

https://www.wvgazettemail.com/news/wv-american-water-proposes-another-water-and-wastewater-rate-increase-request/article_791c3a6b-3d09-5bda-82a8-31339e77c350.html

Common carrier
Public utility
Infrastructure network

System, economic, equity benefits
Integration
Coordination

Access = universal service

Net neutrality and common carriage (v. contract carriage)

“For centuries, common carriage principles have played an important role in the infrastructure services of transportation and communications. They intended to guarantee that no customer seeking service upon reasonable demand, willing and able to pay the established price, however set, would be denied lawful use of the service or would otherwise be discriminated against. For one hundred years these principles, despite their often confused application and interpretation, have aided telecommunications users' access, and thereby also stimulated the development of networks. In 
 for reduced discretion, a carrier obtained certain benefits, including limited liability for the consequences of its own actions. Some types of common carriers have been given, by statute, powers of eminent domain, use of public rights-of-way, and protection against competition.”

http://www.columbia.edu/dlc/wp/citi/citinoam11.html

Beyond Liberalization II: �The Impending Doom of Common Carriage
This is the second in a series of three articles to appear in Telecommunications Policy. The previous one was Beyond Liberalization: From the Network of Networks to the System of Systems. Forthcoming is Beyond Liberalization: Reforming Universal Service.
Eli M. Noam �Professor of Finance and Economics �Columbia University, Graduate School of Business
Director �Columbia Institute for Tele-Information �Columbia University �809 Uris Hall �New York, NY 10027
Tel: 212-854-4222 �Fax: 212-932-7816 �e-mail: enoam@research.gsb.columbia.edu
March 15, 1994


https://s26.q4cdn.com/750150140/files/doc_presentations/2021/AWK-Fall-2021-Investor-Day-Presentation.pdf
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 Types of costs that may be tracked
 Fuel or energy cost adjusters
 New operating systems or plant
 Regularized infrastructure replacement
 Bad debt (uncollectible) 
 Taxes and property valuation
 Special programs (e.g., efficiency)
 Regulatory compliance costs

 Expanded or proposed to include
 Capital-related costs that do not meet the criteria

 Rapidly rising costs (undermining incentives)

 May be used for special purposes
 To incentivize accelerated spending (FERC adders, DSIC) 
 To fund public benefits (form of taxation)

3.10 Cost-adjustment mechanisms
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 Rationales
 Reduces rate case frequency and expense, and regulatory deferrals (“lag”)
 Lowers risk and thus cost of debt to utilities (with possible efficiency offsets)
 Prevents both shortfalls and windfall revenues to utilities
 Mitigates rate shock through gradualism in rate adjustments
 Consistent with economic price signals based on the cost of service
 May be needed to address urgent issues (pipeline safety) 

 Concerns
 Undermines disciplinary effect of lag – upside and downside risk ”cuts both ways"
 Rate-case savings may be limited – and at cost of efficient performance
 Overuse that shifts cost or revenue risks from shareholders to ratepayers
 Asymmetrical and unidirectional (matching principle) focusing only on negative
 Neglects dynamic and interrelated revenue and expenditure effects
 Narrows scope of review (single-issue ratemaking)
 Automates recovery and limits review of prudence and efficiency
 Distorts CAPEX vs. OPEX incentives and deployment based on recovery
 Weakens incentives for strategic planning and optimization for large and rising costs
 Masks rate increases over time

3.10 Rationales and concerns
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3.10 State tax surcharge in the tariff

Presenter
Presentation Notes
As shown in Chart 3, Pennsylvania’s 14.4 percent tax burden is greater than these combined industries: manufacturing (9.8 percent), educational services (3.1 percent), and utilities (0.8 percent).


https://keypolicydata.com/blog-archives/2018/04/pennsylvania-has-twenty-second-highest-state-and-local-tax-burden-nation-fy-2016/
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 Pennsylvania’s distribution system improvement charge (DSIC)

 A system improvement charge appears as a surcharge on customer bills
 A percentage applied to the total amount billed to customers under the company’s otherwise 

applicable rates and charges,
 Excludes amounts for public fire protection service and State Tax Adjustment Surcharge

 Consumer protections can be built into system improvement charges
 A cap on the rate – currently at 5%
 Annual reconciliation of recoverable costs and revenues associated with the charge by the 

PUC pursuant to a hearing in accordance with the Public Utility Code
 PUC audits to ensure the money is spent on DSIC-eligible projects
 A reset to zero if the company’s quarterly or annual earnings reports – subject to review by 

the PUC – show that the company earnings exceed the allowable rate of return used to 
calculate fixed costs under the system improvement charge

 A reset to zero as of the effective date of new base rates provides prospective recovery of 
annual costs that had been recovered under the charge

 Customer-notice requirements of changes in the system improvement charge

Source: http://www.puc.state.pa.us/general/consumer_ed/pdf/dsic_fs.pdf

3.11 System improvement charges
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3.11 York DSIC exhibit for 2024 (linked)

Presenter
Presentation Notes
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3.11 DISC in the tariff 
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 Rate case auditors review the utility’s filed data and related documentation
 Audits and work papers form the basis of staff witness testimony
 Focus is mainly on "material" (impactful) matters 
 “Symbolic” issues may be important to policymakers and precedential in regulation
 Audits also consider actual results for previously projected costs

 Regulatory auditing presumes compliance vs. violations in financial reporting
 Regulatory auditors can rely on the work products of certified independent (CPA) auditors for 

some (non-regulatory policy) issues
 Under unusual circumstances, regulatory auditors may find fraudulent (illegal) activity, which 

calls for a regulatory response whether or not material

 Regulatory auditors focus on prudence and reasonableness
 Aim is overall accuracy of reporting rather than precision (e.g., .00000123)
 Trends, benchmarks, and comparable systems are used to screen for anomalies
 Staff capacity and expertise are needed for implementation and enforcement

 Special audits complement ratemaking audits
 Reconciliation audits for cost-adjustment (tracker) mechanisms
 Audits of large projects, bidding processes, multistate companies, affiliate transactions

3.12 Financial auditing for ratemaking

Presenter
Presentation Notes
Consolidate these slides
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 Affiliate agreements for inter-affiliate transactions

 Audit committee minutes

 Billing records (registers, etc.)

 Board of directors minutes

 Chart of accounts and accounts manual

 Construction work orders

 Construction budgets

 Continuing property records

 Depreciation studies

 External independent audit reports and workpapers (including exceptions to auditor 
recommendations)

 Franchise fee records (collection and payment)

 General ledger and subsidiary ledgers

 Income tax returns (including form 1120)

 Internal audit reports and workpapers

 Invoices

 Lead-lag studies

 List of property units

3.12 Records reviewed by auditors (NRCAM, 2003) ⓘ

Presenter
Presentation Notes
Consolidate these slides

(looking especially at the adjustments that the company chose not to make in spite of the auditor’s recommendations)
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 Determining the scope and purpose and focusing the audit

 Understanding the utility’s accounting system

 Analyzing historical financial and operating data

 Reviewing federal regulatory reports, shareholder reports, and SEC filings

 Reviewing SEC audit reports, federal utility audit reports, and other audit reports

 Reviewing prior orders of one’s own jurisdiction

 Reviewing prior audit reports and prior workpapers

 Reviewing external and internal audit reports and workpapers

 Contacting other states about common cases or common issues

 Coordinating with complaint personnel and commission engineers

 Determining the appropriateness (“staleness”) of the test year

 Checking schedules and supporting documents for mathematical accuracy

3.12 Audit preliminaries (NRCAM, 2003) ⓘ

Presenter
Presentation Notes
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Adapted
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 Confirmation of reported financial statements
 Allocation of costs between regulated and non-regulated business segments

 Validating data completeness, correctness, and consistency
 Verification and documentation of “known and measurable” expenditures
 Identification of interrelated and “missing” items, and errors in calculations

 Matching (synchronizing) revenues and expenditures for the test period
 Incurrence of costs inside or outside of test-year period
 Assessment of nonrecurring expenses due to abnormal or catastrophic events

 Material matters affecting returns (e.g., one basis point or .01%)
 Reflection of significant changes in cost (increases and decreases)
 Economically relevant Items, such as wages, pensions, depreciation

 Matters of policy and principle – even if otherwise nonmaterial
 Consistency with commission policies, rules, and prior orders
 Assessment of prudence and efficiency in capital and operating expenditures
 Politically sensitive items, such as political activities and executive compensation

3.12 Audit scope and focus

Q. What are some examples of material and nonmaterial matters?

Presenter
Presentation Notes
Consolidate these slides

Confirm financial statements properly reflect:
Projected Fuel Expenses for the period rates are to go into effect. 
Adjusted for expected load
Adjusted for expected price
Projected Plant Additions or retirements added/removed from  to RAB,
Expected Salaries and Payroll,
Expected other cost increases or reductions for the period rates are in effect?








 61 / 82

IPUMSU

IPUMSU - ARC2025-1

 Historical data analysis is used to assess trends and anomalies
 Rate base components, categories of revenue, categories of expense, sales units, number of 

customers and employees, operational data
 Three to five years of data and 12 months of data from test year
 Performance assessment over time – self-benchmarking

 Data come from annual reports, trial balances, etc.
 Auditors look for relevant trends (e.g., declining sales) and variances

 Consideration is given to
 Large investments (major plant additions or retirements)
 Seasonal expenses
 Anomalies in expenses

3.12 Trend analysis

Q. What do York's trend data reveal?
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3.12 Trend analysis of major items (consolidated 10-k data)
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 Which of the following are not used in a regulatory audit?

A. General ledgers and trial balances

B. Rates and charges of other utilities

C. Income tax and sales tax returns

D. SEC 10K reports and proxy statements

3.13 Poll: regulatory audits
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 Which of the following are not used in a regulatory audit?

A. General ledgers and trial balances

B. Rates and charges of other utilities

C. Income tax and sales tax returns

D. SEC 10K reports and proxy statements

3.13 Poll: regulatory audits
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 A management audit is best viewed as a diagnostic examination
 Identifies both areas that are well managed and areas for improvement

 Three-party audit (commission, auditor, and utility) 
 Establishes a tension between the auditor and company that does not normally exist in a 

company-initiated audit

 Commission-ordered management audits have a public audience
 A commission-ordered management audit is defined as a study conducted of the 

effectiveness and efficiency of the operation of a regulated utility
 These studies may be conducted by commission staff or by a team of independent, outside, 

management experts
 Commission-ordered management audits represent an attempt to provide comprehensive 

information to the commission and ratepayers about a company’s managerial performance

3.13 Management auditing (NRRI, 1979)
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 Background
 On April15, 2014, the Management Audit Staff of the PA PUC 

initiated a Focused Management and Operations Audit of York
 Based on a review, the PUC’s auditor selected to conduct a 

Management Efficiency Investigation (MEI) of York: progress in 
implementing 15 of the original 16 recommendations

 Objective and scope
 Objective of this MEI was to review and evaluate York’s efforts to 

implement certain recommendations included in the audit.
 Evaluation was limited to York’s efforts in implementing the prior 

recommendations regarding:
• Financial management
• Water operations
• Emergency preparedness
• Materials management
• Customer service
• Human resources

 Auditors also reviewed York’s compliance with PUC regulations 
regarding physical security, cyber security, emergency 
response, and business continuity plans

 Approach 
      

3.13 York: management efficiency audit (2014)



 67 / 82

IPUMSU

IPUMSU - ARC2025-1

 Auditors found that York had made the following improvements
 Implemented an automated customer call answering system that provides improved call 

reporting metrics
 Added accounting safeguards to prevent possible cross subsidization between the Water 

Service Line Protection Program (WSLPP) and regulated utility service
 Reduced billing lag from a range of 5.6 to 9.5 days to arrange of 5 to 6 days
 Updated its Drought Contingency Plan
 Developed manuals to document damage prevention practices and distribution valve 

inspections
 Documented meter testing policies and procedures and electronically maintains meter 

records
 Completed a customer satisfaction survey in 2015
 Updated its human resources policies and procedures
 Eliminated a manual and redundant time sheet data entry process

3.13 Notable improvements made
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 Auditors noted that York still needed to
 Update the Emergency Response Plan and review it annually
 Add contact information for law enforcement and national security related agencies’ cyber 

teams to the Cybersecurity Plan
 Implement physical security and safety improvements at the company’s facilities
 Strive to reduce or eliminate manual aspects of the inventory reordering process
 Evaluate and document the cost and benefits of integrating emergency stock within the 

Inventory Management System

3.13 Notable improvements needed

Q. What are some management issues facing utilities today?
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 Work environment policies in place
 Workforce diversity
 Harassment
 Procurement
 Public affairs
 Code of conduct

 Employee strategies identified in the mission statement
 Provide a safe, challenging and rewarding work environment
 Foster work force diversity
 Actively encourage teamwork
 Support and encourage employees to further their education and enhance their skills
 Be sensitive to employee’s roles and needs as family members
 Support all employees in the development of their skills
 Encourage and foster communication among all employees
 Empower employees to make recommendations they think will improve the operational 

effectiveness and efficiency of the Company
 Encourage employees to volunteer for projects and causes which enhance the community

3.13 York: report on diversity (2017)
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 York exceeds in some areas
 Minority employment

• Officials and administrators
• Office and clerical
• Skilled craft workers

 Female employment
• Office and clerical workers
• Skilled craft workers

 York falls short in some areas
 Minority employment

• Professionals
• Technicians

 Female employment
• Professionals
• Technicians
• Service and maintenance workers
• Office administrators

3.13 York: workforce diversification (2017)
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3.13 York: workforce development (2023)



 72 / 82

IPUMSU

IPUMSU - ARC2025-1

 Inside test-period adjustments
 Pro forma or attritional – forward-looking (prospective) based on known, measurable, and 

acceptable according to regulatory policy (prudence, used and useful, etc.)
 Annualization spreads revenues or expenses affecting only a portion of the test year – e.g., 

insurance premium increases
 Normalization smooths anomalies in the test year data – e.g., road repair expenses

 Outside test-period adjustments
 Remove transactions that belong outside of the test year – e.g., prepaid expenses
 Include transactions that belong in the test year – e.g., contractor work in the test year not 

billed until after the test year 

 Restatement or accounting adjustments
 Correct or adjust test year income statement for misclassifications, errors, or restatements to 

regulatory accounting

 Reconciliation of GAAP or tax basis to regulatory basis
 Small water companies may provide financials for rate-making purposes that are maintained 

by their tax accountant on a tax basis of accounting

3.14 Rate-case adjustments

Q. How do adjustments differ from restatements?



 73 / 82

IPUMSU

IPUMSU - ARC2025-1

 Ratemaking policy adjustments - disallowances
 Remove expenses classified as not belonging to the regulatory entity 
 Remove expenses that typically are not recoverable in rates

 Return attrition (or “erosion”)
 Adjustment to counteract the tendency of utility returns to erode over time due to:

• Inflationary pressures – operating costs are increasing faster than revenues
• Aggressive infrastructure growth or replacement program – capital costs are increasing 

faster than recovery through the depreciation expense

 Demand attrition (or “suppression”)
 Accounts for declining customer usage based on technical efficiency gains, economic 

conditions, and elasticity effects

 Caution about moving averages and directional trending
 Trends can be volatile but stationary or non-stationary
 For non-stationary trends, moving averages may not be accurate (Part 5)
 Long-term trends can reverse direction (e.g., water usage)

3.14 Rate-case adjustments (continued)

Presenter
Presentation Notes
Known and measurable
Planned changes in labor expenses based on merit or cost of living
Reasonableness may be documented by salary surveys and analysis
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Revenue-related
 General

 Growth or conservation impacts
 Weather
 Annualize recent rate increases
 Tracker revenues
 Unbilled revenues

• Adjustments to customers by class
 Economic forecasts

• Adjustments to customer usage by class
• End-use forecasting (various methods)

 Attrition adjustments based on usage efficiency
• Weather normalization

Expense–related
• Staffing levels
• Position vacancies
• Payroll and pensions
• Benefits
• Incentive compensation

• Wage increases
• Employee counts
• Overtime

3.14 Summary of adjustments ⓘ
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 COVID-19-related expenses and cost recovery
 Personal protective equipment (PPE), sanitizing, technology for employee telework
 Amortization of deferred expenses from prior period – creation of a regulatory asset
 Attempted recovery of foregone revenues from sales or fees – including late fees

 Adjustments to revenues and expenses
 Removal of non-recurring pandemic effects not expected to affect the rate year

 Challenge for cost allocation and rates
 Divergence of actual costs and sales by class from models
 Interclass allocation and potential cross-subsidies
 Economic impact on business and households affecting ability to pay

3.14 Adjustments in the COVID-19 context ⓘ

Presenter
Presentation Notes
What is recoverable

Social compact - risk
Risk and disclosure - utilities getting it both ways?
Change in sales across classes
Trying to recover everything
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 In reviewing a utility's independently audited expenses for normal 
operations, the regulatory auditor focuses on

A. Rechecking calculations on the utility's tax returns

B. Tracing each expense item to the general ledger

C. Contacting vendors to confirm invoice amounts

D. Normalizing expense changes for the test-year rates

3.14 Poll: ratemaking adjustments
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 In reviewing a utility's independently audited expenses for normal 
operations, the regulatory auditor focuses on

A. Rechecking calculations on the utility's tax returns

B. Tracing each expense item to the general ledger

C. Contacting vendors to confirm invoice amounts

D. Normalizing expense changes for the test-year rates

3.14 Poll: ratemaking adjustments
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3.14 Exercise: payroll expense

Monthly payroll

Stated historical test-
year expense: 
5% increase

effective in Nov.

Company expects
another 6% increase 

effective in Nov.

Adjustment to 
historical
test year

Restated 
expense for 

test year

Jan $400,000 $420,000 $20,000 $420,000
Feb $400,000 $420,000 $20,000 $420,000
Mar $400,000 $420,000 $20,000 $420,000
Apr $400,000 $420,000 $20,000 $420,000
May $400,000 $420,000 $20,000 $420,000
Jun $400,000 $420,000 $20,000 $420,000
Jul $400,000 $420,000 $20,000 $420,000
Aug $400,000 $420,000 $20,000 $420,000

Sep $400,000 $420,000 $ $
Oct $400,000 $420,000 $ $
Nov $420,000      $445,000 $ $
Dec $420,000      $445,000 $ $

Stated annualized 
expense     $4,840,000     $5,090,000 $ $

Presenter
Presentation Notes
20,000
20,000
0
0
200,000
5,040,000
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3.14 Exercise: payroll expense

Monthly payroll

Stated historical test-
year expense: 
5% increase

effective in Nov.

Company expects 
another 6% increase 

effective in Nov.

Adjustment to 
historical
test year

Restated 
expense for 

test year

Jan $400,000 $420,000 $20,000 $420,000
Feb $400,000 $420,000 $20,000 $420,000
Mar $400,000 $420,000 $20,000 $420,000
Apr $400,000 $420,000 $20,000 $420,000
May $400,000 $420,000 $20,000 $420,000
Jun $400,000 $420,000 $20,000 $420,000
Jul $400,000 $420,000 $20,000 $420,000
Aug $400,000 $420,000 $20,000 $420,000

Sep $400,000 $420,000 $20,000 $420,000
Oct $400,000 $420,000 $20,000 $420,000
Nov $420,000 $445,000 $     0 $420,000
Dec $420,000 $445,000 $     0 $420,000

Stated annualized 
expense $4,840,000 $5,090,000 $200,000 $5,040,000

Presenter
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3.14 Exercise: insurance expense

Monthly 
payroll

Notes on insurance 
expense

Stated historical test-year 
expense

Adjustment to
historical test year

Restated 
expense for

test year
Jan General, property,  auto,

& liability monthly 
premiums: $12,000

Key personnel: $3,000

Vandalism insurance 
cash payout in April: 
$2,500 (restatement)

$12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Feb $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Mar $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Apr $12,000  + $3,000 - $2,500 = 
$12,500 ($3,000) $2,500 $12,000

May $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Jun $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Jul
General, property, auto, 

& liability premium
will increase by 4% in 
July of rate year, as 

documented
(known and measurable)

$12,000  + $3,000 = $15,000 ($3,000) ?      ?       

Aug $12,000  + $3,000 = $15,000 ($3,000) ?      ?       

Sep $12,000  + $3,000 = $15,000 ($3,000) ?      ?       

Oct $12,000  + $3,000 = $15,000 ($3,000) ?      ?       

Nov $12,000  + $3,000 = $15,000 ($3,000) ?     ?       

Dec $12,000  + $3,000 = $15,000 ($3,000) ?     ?       

Stated
annualized 
expense

$177,250 ($36,000) ?     ?       
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3.14 Exercise: insurance expense

Monthly 
payroll

Notes on insurance 
expense

Stated historical test-year 
expense

Adjustment to
historical test year

Restated 
expense for

test year
Jan General, property,  auto,

& liability monthly 
premiums: $12,000

Key personnel: $3,000

Vandalism insurance 
cash payout in April: 
$2,500 (restatement)

$12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Feb $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Mar $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Apr $12,000  + $3,000 - $2,500 = 
$12,500 ($3,000) $2,500 $12,000

May $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Jun $12,000  + $3,000 = $15,000 ($3,000) $0 $12,000

Jul
General, property, auto, 

& liability premium
will increase by 4% in 
July of rate year, as 

documented
(known and measurable)

$12,000  + $3,000 = $15,000 ($3,000) $480 $12,480

Aug $12,000  + $3,000 = $15,000 ($3,000) $480 $12,480

Sep $12,000  + $3,000 = $15,000 ($3,000) $480 $12,480

Oct $12,000  + $3,000 = $15,000 ($3,000) $480 $12,480

Nov $12,000  + $3,000 = $15,000 ($3,000) $480 $12,480

Dec $12,000  + $3,000 = $15,000 ($3,000) $480 $12,480

Stated
annualized 
expense

$177,250 ($36,000) $5,380 $146,880

Presenter
Presentation Notes






 82 / 82

IPUMSU

IPUMSU - ARC2025-1

1. A utility incurs lobbying expenses related to legislation specifying favorable 
ratemaking treatment of acquisitions; industry consolidation is a priority of the state 
and the commission.

2. A utility funds through association dues a national campaign to promote the ”value of 
water” to the public and build support for rate increases needed for infrastructure 
investment.

3. A utility incurs substantial legal fees related to acquiring water rights that it claims 
are needed to provide service but is unsuccessful.

4. A utility is fined for environmental contamination caused by illegal dumping near a 
water supply source, about which it was unaware.

5. A utility files a rate case including a wage increase for employees, supported by a 
budget document.

6. A utility provides executive bonuses based on meeting profit goals in the form of 
equity shares in the company at a discounted rate, recoverable from rates.

3.15 Ratemaking scenarios

Presenter
Presentation Notes
Contract
Insurance
Bonus for productivity
Legal fees associated with cost recovery from coal ash contamination.
Legal fees for compliance with a drinking water regulation.

Employment of family members

Advertising / PR

How should regulators treat expenditures related to the following – and why?
The national “value of water campaign” (http://thevalueofwater.org/)
Lobbying to to promote ”fair market value acquisitions”
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