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Presenter
Presentation Notes
This presentation is the work of the Kentucky Public Service Commission’s Water and Sewer Revenue Requirements Branch and will discuss the various components of a revenue requirement and how the appropriate amounts are determined for those components.







WHAT IS A REVENUE REQUIREMENT?

• The reasonable level of revenue required for a 
utility to properly operate and maintain its 
system and meet its financial obligations. 

• A revenue requirement provides a basis for 
determining the amount of revenue to be 
collected from rates.

Presenter
Presentation Notes
What is a revenue requirement?



- Generally speaking, a revenue requirement is the reasonable level of revenue necessary for a utility to properly operate and maintain its system and meet its financial obligations.



- A revenue requirement provides a basis for determining the amount of revenue to be collected from rates.



Revenue to be Collected from Rates

TOTAL REVENUE REQUIREMENT
- Miscellaneous Operating Revenues
- Unrestricted Interest Income
= Operating Revenue from Rates

Presenter
Presentation Notes
In this sample calculation the operating revenue to be collected from rates is equal to the revenue requirement less miscellaneous operating revenues and any unrestricted interest income. 



As you can see here, the starting point for fair, just, and reasonable rates is a properly calculated revenue requirement.



ALLOCATION OF REVENUE 
REQUIREMENT

MISCELLANEOUS
OPERATING REVENUES

UNRESTRICTED
INTEREST INCOME

RESIDENTIAL CUSTOMERS

COMMERCIAL CUSTOMERS

WHOLESALE CUSTOMERS

OPERATING REVENUES
FROM RATES

TOTAL REVENUE REQUIREMENT
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Presentation Notes
Once the revenue requirement is calculated and it is determined how much operating revenue should be collected from rates, the various allocations of the cost of service study are then applied to determine what portion of the revenue should be allocated to the different customer groups.  The rates are then designed so that each customer class pays its appropriate share of the revenue required to operate the utility. 



As this chart shows, the total revenue requirement is satisfied through revenues from various sources such as miscellaneous operating revenues, unrestricted interest income, and primarily, revenue from rates which is received from the various customer classes.  There are other possible sources of revenue and customer classes besides those listed here.



3 Main Methods of Determining 
Revenue Requirements

• Debt Service

• Operating Ratio

• Rate of Return
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The Commission generally uses 3 different methods to determine revenue requirements.  It can be based on

 - Debt Service, 

 - an Operating Ratio,

 - or Rate of Return



I am going to concentrate more on the use of the debt service methodology because that is most commonly used by the Commission for non-profit utilities.

However, I would like to give you a simplified overview of the components of each type of revenue requirement calculation.



DEBT SERVICE

Adjusted Operating Expenses
+ Average Annual Debt Service 

Requirement
+ Debt Service Coverage
= Total Revenue Requirement

Presenter
Presentation Notes
The debt service methodology is used for water utilities with approved, outstanding long-term debt.



Under this scenario a utility's revenue requirement is equal to the adjusted operating expenses plus the average annual debt service requirement plus any debt service coverage that may  be required.



AVERAGE ANNUAL 
DEBT SERVICE REQUIREMENT

• Principal + Interest payable on long-term debt 

• Generally use a 3-year average

Presenter
Presentation Notes
- The average annual debt service requirement is calculated based on the principal and interest payments due each year.  These payments are derived from amortization schedules that should be provided by the utility.  



- Generally a three year average is used.



DEBT SERVICE COVERAGE

Debt service coverage (DSC) is 
calculated based on the DSC required to 
issue bonds.  This requirement should be 
stated in the bond indenture.

•RD debt: 120% or 1.2x
•KIA debt: 110% or 1.1x
•Private debt: Varies

Presenter
Presentation Notes
-The debt service coverage, or DSC, is calculated based on the coverage required to issue bonds.  This coverage requirement should be stated in the bond indenture.  Generally, the DSC times the maximum annual debt service requirement that will come due in any fiscal year should be equal to the utility's net revenues. 



- For Rural Development debt a 1.2 DSC is usually required.

- KIA debt generally requires a 1.1 DSC, and

- Privately issued debt will vary with regard to coverage requirements. 



OPERATING RATIO

Adjusted Operating Expenses
÷ .88 Operating Ratio

= Total Revenue Requirement

Presenter
Presentation Notes
The Operating Ratio calculation is generally used for small, privately-owned utilities where applying a rate of return is not practical.  Under this scenario the revenue requirement is calculated by dividing adjusted operating expenses by an operating ratio of .88.



RATE OF RETURN

Adjusted Operating  
Expenses

+ Return on Rate Base
= Total Revenue 

Requirement

Where RATE BASE =
Original Cost of Plant

- Accum. Depreciation
= Net Plant in Service
+ Working Capital
- Contributions in Aid 

of Construction

Presenter
Presentation Notes
Rate of Return is used for calculating a revenue requirement for large, investor-owned utilities.  The revenue requirement is calculated based on adjusted operating expenses plus a reasonable return on rate base.



Rate base is equal to the net plant in service plus working capital minus any contributions in aid of construction.



The examples shown here are simplified calculations and could include other components, particularly with regard to rate base .



(IF THEY ASK:  Rate of return was proposed in a prior case by the City of Bowling Green but that case was settled.  The City of Pikeville currently has a case pending before the Commission where they have requested a rate of return.  So, at this point in time, the Commission has not yet made a ruling on the use of rate of return for municipals.)



COMMISSION FILING 
REQUIREMENTS

• Independent Auditor’s Reports
• Detailed General Ledger
• Adjusted Trial Balance & Audit 

Adjustments,
• Detailed Payroll Records & Employee 

Job Descriptions,

Presenter
Presentation Notes
Before I get into the detail of the various components of a revenue requirement, let’s consider the types of records that the Commission needs to review in the event that a rate case must be filed.

If a municipal utility decides to increase a wholesale rate, ideally it will first meet with the wholesale customer and try to negotiate a fair, purchased water rate.  If those negotiations are not successful, it may become necessary to file a rate application with the Commission.

As a part of the Commission's review of that case, the utility will be required to file, or make available the following records:



-Independent Auditor's Reports,

-A Detailed General Ledger or Detailed Cash Receipts and Cash  Disbursements Ledgers,

-An adjusted trial balance and audit adjustments,

-Detailed payroll records & employee job descriptions,





COMMISSION FILING 
REQUIREMENTS

• Allocation Procedures for ALL Shared 
Costs, Including Payroll.

• Detailed Depreciation Schedules, and
• For each Outstanding Bond Issuance

– Bond Ordinance or Resolution
– Amortization Schedules
– Purpose of Debt

Presenter
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-Allocation procedures for all shared costs, including payroll, 

-Detailed depreciation schedules, and

-For each outstanding bond issuance the utility should be prepared to provide a bond ordinance or resolution, an amortization schedule of payments, and an explanation  for why the debt was incurred.



This is certainly not an all-inclusive list but these are some of the primary records reviewed for determining revenue requirements.  



TEST YEAR

•A consecutive 12-month period.

•A utility will  generally use the 12 
months reflected in its most recent 
annual report or audit.
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Before a revenue requirement can be determined, the utility needs to select a test year.  The test year must be



- a consecutive 12-month period.



- A utility will generally use the 12 months reflected in its most recent audit or annual report.  The annual report is a report that regulated utilities are required to file with the Commission each year. Municipals are not required to file annual reports with the Commission.



REVIEW OF TEST YEAR

• Reconciliation of books to test 
year.

• Review  accountant’s adjusting 
journal entries.

• Review for proper accrual 
accounting.

• Review of test year expenses.

Presenter
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When the Commission reviews a rate filing, the test year is examined to determine how closely it reflects the utility's on-going, normal operations.  As a part of this process



- There should always be an adequate paper trail to allow for a reconciliation of the test year to the actual books or unadjusted trial balance.



- The auditor's adjusting journal entries and work papers should be available for review.



- Records will be reviewed for proper accrual accounting, and, finally



- The nature and amount of test year revenues and expenses will be reviewed.



ADJUSTMENTS TO TEST YEAR

• Test year numbers are adjusted to reflect 
12 months that are representative of the 
utility’s on-going, normal operations.

• Adjustments must be BOTH known and 
measurable.

• Adjustments must be adequately 
documented.

Presenter
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- To determine the proper level of expense, test year numbers should be adjusted to reflect a normal 12 months of operation.



- Any adjustments made must meet the ratemaking criteria of being both known and measurable.



- There must be supporting documentation such as an invoice, contract, or estimate for each adjustment made. 







2 TYPES OF ADJUSTMENTS

• Pro forma

• Normalizing

Presenter
Presentation Notes
Generally, two types of adjustments can be made to the test year revenues and expenses.  They are:



- pro forma, and



- normalizing



PRO FORMA ADJUSTMENTS

•Known or anticipated increases or 
decreases in revenues and expenses.

•Supporting documentation must be 
provided by the utility.

Presenter
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Pro forma adjustments are:

- known or anticipated increases or decreases in revenues and expenses.

     These are adjustments for things that were not reported during the test year but have happened subsequent to the test year or it is known that it is going to happen.  An example would be a notice from your insurance provider that your premium amount would be increasing x number of dollars on a given date.

- Some type of supporting documentation must be provided by the utility before a pro forma adjustment can be considered in the determination of revenue requirements.



NORMALIZING ADJUSTMENTS

•Adjustments made to reflect a full 12 
months of operations for revenue and 
expense items that changed during the test 
period.

•Supporting documentation must be 
provided by the utility.

Presenter
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Normalizing adjustments are:

 - adjustments made to reflect a full 12 months of operations for revenue & expense items that increased or decreased during the test period.

     These adjustments are made to account for changes in items that occurred during the test year but were not reflected for the full 12 months.  Some examples might be a purchased water adjustment, a salary increase granted during the 9th month of the test year, or an increase in monthly testing expense that occurred at some point during the test year.

- Once again, supporting documentation must be provided by the utility before any type of adjustment can be considered. 



OPERATION & MAINTENANCE 
EXPENSES

• Generally include expenses such as salaries & wages, 
employee benefits, purchased power, purchased 
water, rent, chemicals, materials & supplies, repairs 
& maintenance, and general overhead.

• Could also include the allocated portion of common 
or shared costs such as support services rendered by 
the city (e.g., use of computer facilities, office rental, 
office staff, and bill collection).

Presenter
Presentation Notes
Operating expenses are a component of any revenue requirement calculation so it is important that they are stated as fairly as possible.  Operating expenses include O&M expenses, depreciation, amortization, and taxes other than income taxes.



- O&M expenses generally include expenses such as salaries & wages, employee benefits, purchased power, purchased water, rent, chemicals, materials & supplies, repairs & maintenance, and general overhead.



- They could also include the allocated portion of common or shared costs such as support services rendered by the city.  Some examples might be the use of computer facilities, office rental, office staff, and bill collection.



DEPRECIATION EXPENSE

• Depreciation expense is included in the determination of 
revenue requirements for non-profit utilities.

• Depreciation should be properly maintained and assets of 
the water utility should be kept separately from other 
departments.

• Depreciation schedules should be available for review.
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- The Commission generally includes depreciation expense for both contributed and non-contributed property in the calculation of revenue requirements for water districts.



Currently, depreciation is included in determining revenue requirements for a municipal unless a bond ordinance or contract requires that it be excluded.



- Depreciation schedules should be maintained and updated on a timely basis and assets should be properly classified.  Assets of the water utility should be accounted for separately from other divisions or departments.



- Depreciation schedules should be made available for review by the Commission. 



ALLOCATION OF 
COMMON COSTS

• Allocations are necessary to ensure that the water 
department is not subsidizing other departments of the 
city or vice-versa.

• Some type of system should be in place for allocating 
the appropriate level of each expense to the water 
utility.

• If a system is not currently in place a basis for logical 
estimates must be determined.

Presenter
Presentation Notes
- Allocations of common or shared costs are necessary to ensure that the water department is not subsidizing other departments of the city or vice-versa.



- The utility should have some type of system in place for allocating the appropriate level of each expense to the water utility.  Calculations and workpapers supporting the allocations should be kept on file and available for review.



- If a method of allocation is not in place, the utility must determine a basis for a logical estimated allocator.



OTHER ADJUSTMENTS  TO 
O&M EXPENSES

• Non-recurring expenses such as tank 
painting or rate case expense.

• Capitalization of improperly classified 
expenses such as meters or pumps.

Presenter
Presentation Notes
It is sometimes necessary to make other adjustments to test year expenses to reflect a normal year of operations.



- Non-recurring expenditures such as tank painting or rate case expense may be amortized for rate-making purposes.



- Adjustments may also need to be made to capitalize expenses that may have been improperly expensed, such as the purchase of meters or salary costs related to a capital project.



OTHER CONSIDERATIONS

• Other requirements specified in any applicable bond 
ordinance such as the funding of specified reserves or the 
exclusion of depreciation expense.

• Other requirements specified in any applicable 
purchased water agreement or other contracts or 
agreements.  An example might be any special provision  
made for the financing or payment of capital 
improvements.
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There are sometimes other items that may warrant consideration in determining revenue requirements .



- Particular expenses may be included or excluded if it is required by an applicable bond ordinance.  Examples might include the funding of a specified reserve or the exclusion of depreciation expense.



- Applicable purchased water agreements or other contracts may also specify items that should be included in a revenue requirement such as a particular method of financing capital improvement projects. 



UTILIZATION OF A UNIFORM 
SYSTEM OF ACCOUNTS

•Allows for the proper reporting of each expense 
item.

•Helps utility to account for capital expenditures 
separately from O&M expenses.

•Provides historical data in a comparable format 
that helps in making projections.

Presenter
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As Beverly discussed earlier, it is very important to utilize a uniform system of accounts.



- This makes it easier for the utility to report expense items properly.



- A USOA helps the utility to properly account for capital expenditures separately from O&M expenses.



- Use of a USOA creates a historical record which is comparable from year to year.  This makes it easier to determine a normal year and to make projections for the future.



UTILIZATION OF A UNIFORM 
SYSTEM OF ACCOUNTS, cont.

•Facilitates cost-of-service calculations.

•Allows for a comparison of expenses 
among water utilities.

Presenter
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- The proper classification of expense items through the use of a USOA eases the transfer of costs to the cost-of-service calculations.



and finally,



- A USOA allows for a comparison of expenses among different water utilities.



MAINTAINING RECORDS

• Use the appropriate system of 
accounts

• Records:
– logical
– well organized
– documented
– separate

Presenter
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It is very important that utility records be maintained properly.  This helps the utility to determine its revenue needs and facilitates the Commission when it is necessary to review the records.



- The appropriate USOA should be used.



- Records should be kept in a

  - logical &

  - well-organized manner

  - All receipts & disbursements of funds should be well     documented, and

  - Records should be maintained separately from any other    department or business.



WATER & SEWER REVENUE 
REQUIREMENTS BRANCH

Dennis Jones, Manager
dennise.jones@ky.gov

Mark Frost
markc.frost@ky.gov

Jack Kaninberg
Jack.Kaninberg@ky.gov

Public Service Commission
211 Sower Boulevard

P.O. Box
Frankfort, KY  40602-0615

502-564-3940
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These are the Commission Staff members assigned to the Water & Sewer Revenue Requirements Branch and their e-mail addresses.  If you have any questions or need assistance, please contact them.
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