OF KENTUCKY

COMMONWEALTH

BEFORE THE PUBLIC SERVICE COMMISSION

ln

the Matter of:

INTO THE )
FINANCIAL CONDITIONS OF
)

AN INVESTIGATION

SEVERAL WATER UTILITIES

ADMINISTRATIVE
CASE NO. 366

)

ORDER
By Order

23, 1997, the Commission

September

days to respond
All

by providing

established

this

of 27 water utilities, and gave those utilities 30

into the financial conditions

investigation

respond.

dated

information

or by requesting

an extension

of time to

responses were received by December 22, 1997.
DISCUSSION

Many of the utilities included in this proceeding

populated

areas of Kentucky.

In

due to the terrain;

it

and loan programs,

and even then

in

more populated

challenge

serve the most rural and sparsely

these areas, water service may be difficult to provide
to provide but for the existence of federal grants

is uneconomical

is more expensive when compared

it

areas of Kentucky.

Therefore,

to water service

these utilities face a significant

to provide both good service and affordable rates to present

in attempting

customers, while at the same time expanding their systems to serve future customers
who are without safe drinking water.

The
responsibilities.

Commission

We are

faces

a similar

fully supportive

water to all Kentuckians.

challenge

in

fulfilling

its

regulatory

of efforts to provide affordable and safe drinking

We are also mindful of the 1996 Amendments

to the Safe

Drinking Water Act, and

are

the process of determining

in

of capacity planning and states'eterminations

the Commission's

role

of financial, managerial,

in

terms

and technical

capability for small water systems.

Therefore, while we commend the utilities for their efforts to provide water service

to rural Kentuckians,

we are compelled to seek additional

information

These concerns include balancing future expansion needs

concerns.

to address our
with

the need to

provide affordable and reliable water service to existing customers; the importance

rates which recover all reasonable

having

expense;

of having

the importance

infrastructure,

to do preventative

costs including

and relevant

adequate

maintenance,

funds

available

depreciation

to address

and to address emergency

of

situations;

aging

and

the need to have viable water systems which are capable of providing

good quality water

service.

to address

The information

requested

in Appendix

A is intended

those

concerns.
STAFF ASSISTANCE
We want to make

it

clear that our staff is available to discuss these issues and
that regard, we have offered our staff's assistance to

assist small water utilities.

In

discuss current rate-making

procedures and the particulars

Court's decision involving

of the utilities so desire.

Dewitt Water District

as mentioned

of the Kentucky Supreme
in

Appendix A, should any

SUMMARY OF RESPONSES

Since the establishment
its

of this case, David Water District has agreed to transfer

assets to the city of Prestonsburg,'nd

from the proceeding

addition,

since

it

Green

Hills

Water District has been dismissed

has become the subject of a separate proceeding.'n

Monroe County Water District has requested

and received Commission

staff

assistance to establish sufficient rates, and intends to incorporate those rates into a rate
increase filing pursuant to KRS 278.023. Therefore, those three utilities are dismissed
from this proceeding

requested

in

and it is not necessary

that they respond

Appendix A of this Order.

Of the 24 utilities remaining

in

this

case, 15 have provided information indicating

that they have taken or intend to take some action to address

concerns.

to the information

the Commission's

Four are of particular note, as follows:

~

Dewitt Water District has requested

that the PSC conduct

a merger

feasibility study.'

Southern Mason Water District has received staff assistance to complete

a

billing analysis

prior to filing for increased

rates.

Case No. 97-474, David Water District, Floyd County, Kentucky For Authorization
Of Its Proposed Sale And Conveyance Of All Its Water System Property, Assets
And Funds To The City Of Prestonsburg, Kentucky, Order dated January 12,

1998.
Case No. 98-027,

An Investigation Into the Financial Condition
dated February 3, 1998.
Order
Water District,

Letter dated December 4, 1997.

-3-

of Green

Hills

Trimble County Water District No.

an application

1

has expressed its intention to submit

based on 1997
expenses.'aney

Creek Water District has indicated a willingness

to increase rates

to address its
situation.'leven

others have indicated that their situations have changed or
Most of these utilities have increased rates pursuant

The Commission

will

to determine whether improvements

in

in

the near future.

will

soon change.

to KRS 278.023, or plan to do so

continue to monitor the results of these utilities
their bottom lines have occurred.

Eight utilities basically filed responses stating or implying

that they did not intend

to take actions to address their financial situations, and that their current rate structures

are sufficient.

Many of these utilities suggested

that their losses are only "paper losses"

because they are related to depreciation expense, and that their current rates produce

a positive cash flow. Two
than reported

utilities suggested

that their financial conditions are better

because federal grants and tap-on fees should be reflected as income.

Because those responses are of particular concern to the Commission, these utilities are
asked to provide additional information

to the Commission

as discussed

in

questions 6

and 7 of Appendix A.

Of particular relevance to this proceeding

decision involving

Dewitt Water District.

Kentucky Commission's

In

is the

1986 Kentucky Supreme Court

that decision, the Court ruled that the

prior decisions in disallowing

Response of Trimble County Water District No.

depreciation

1

expense on federal

dated November 5, 1997.

Response of Caney Creek Water District dated November 21, 1997.

grants, tap-on-fees and other contributed

property were unlawful

and unreasonable.

The

Court found, among other things that:
~

"[PSC] disallowance of depreciation expense by denying rate recovery for
depreciation expense on contributed property to water districts... was not
sound utility management practice."

~

If "districts did not have suNcient

revenues to cover replacement costs,
due to refusal to recognize total depreciation expense, districts would be
forced to short-term credit market for funding, which would raise overall
cost to district, and higher rates were concededly inevitable...."

~

"Purpose of depreciation expense as applied to nonprofit water districts
does not relate to recoupment of investment, but rather, relates to renewal
and replacement."

~

"Disallowance

of depreciation

expense as a rate recovery permits

a

portion of the property of the district to be consumed by present
customers without requiring the customers to pay for replacement."

substantial

"KRS 74.480 requires the Commission to establish such rates and charges
for water as will be suNcient at all times to provide an adequate fund for
renewals, replacement, and reserves."

~

The implications of the Dewitt decision are of particular concern to the Commission
evaluating

some utilities'esponses

is irrelevant.

that depreciation

in

Most of Kentucky's

water utilities have rates which produce a positive net income and therefore include
recovery of depreciation

expense.

Most of the utilities in this

the importance

of rates which

believes that

recovery of depreciation

full

fully reflect

expense.

depreciation

is important,

case have acknowledged
This Commission

and we believe that the Supreme

Court decision supports our belief. Some of the utilities which minimized

of depreciation have relatively new systems, which may
However,

rate recovery of depreciation

these systems age and their infrastructure
Dewitt decision is attached

expense

will

in

part explain their philosophy.

become particularly

needs replacement.

as Appendix B.

the importance

important

as

A complete copy of the

ISSUES

ENGINEERING/OPERATIONAL

One
"savings

in

utility,

Water District, responded

Hardeman

that

it

has no debt and has

the bank that serve as a modest amount of reserve against emergency

items."'ardeman's

response also indicates that

maintenance

preventative

Commission's

plan" and that

Relative to Hardeman's

concerns, we

does not have "any extensive

may be deficient

requirements.'hile

meter testing

addresses the Commission's

it

it

will

in

Hardeman's

complying

response

with the

partially

continue to monitor its financial results.

potential meter testing deficiencies and any other concerns for

the other utilities, the Commission's

staff

will

address those issues outside of this case.

EXCESSIVE LINE LOSS

Several of the utilities

reported line loss well

this proceeding

in

percent, which is the amount allowable under Commission
purposes.

The Commission

those utilities'fforts

will

guidelines

in

excess of 15

for rate-making

take steps outside of this case to monitor and evaluate

to reduce these losses to more acceptable levels.
SUMMARY

IT IS THEREFORE ORDERED that:

The 24 utilities remaining
their responses to the information
within

in

this

requested

case
in

shall file an original and 5 copies of

Appendix A, which is appended

hereto,

30 days of the date of this Order.

Response of Hardeman Water District Received October 10, 1997, page 1.
Id., pages 3 and

4.

2.

David Water District, Green Hills Water District, and Monroe County Water

District are hereby dismissed

from this proceeding.

Done at Frankfort, Kentucky, this 27th day

of

March,

1998.

PUBLIC SERVICE COMMISSION

Mc3

ChairrnW

Vice Chairman

Commissioner

ATTEST:

Director

~

APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN ADMINISTRATIVE CASE NO. 366 DATED NARCH 27, 1998

To

All Utilities

In This

Proceedina

Is your utility assessing the 1996 Amendments to the Safe Drinking Water
Act, and its future effects on your system in terms of complying with
national
water standards
drinking
and enhancing
water system
management?
If so, describe the law's potential effect on your system.

b.

Does your

have long-term

written plans for future source water
adequacy and treatment/distribution
facility adequacy including policies for
maintaining revenue sufficiency to fund future system needs'?
utility

When was the date of your utility's most recent full rate case proceeding,
"full" being defined as any rate case other than a purchased water
adjustment ("PWA") or a case filed pursuant to KRS 278.023 (30 days
automatic approval if federal financing is involved)?

b.

If it has been several years since your last full case and if your utility is
not familiar with current PSC rate-making procedures, would a meeting or
staff presentation be helpful for your utility, either individually or with other
utilities?

c.

Would your utility consider phased-in rate increases, which might involve
automatic annual rate increases based on the Consumer Price Index or
some other statistical measure, as a way to avoid both a large percentage
increase (for instance greater than 20%) and numerous rate proceedings?

3.

Is your utility planning any significant expansion projects within the next 3 to 5
which
years
may result in increased rates? If so, describe the plans, the timetable, the
financing plans and any estimates of the potential rate increase involved.

4.
Provide a copy of your 1997 income statement that will be included in the 1997
PSC Annual Report. If net income is negative for 1997, provide discussion of any
unusual

5.

circumstances

which contributed

to the net loss.

Does your current tap-on fee cover its costs, or have you considered revising it?

The Followina Question Should Be Answered Bv Rattlesnake Ridae W.D.. Nicholas
Countv WD.. Black Mountain Utilitv District. Sandv Hook W.D., Cawood W.D.. Mud
Creek W.D.. Harrison Countv Water Association. and Judv Water Association.

6.

Attached to this Order is a
among other things that:

1986 Kentucky Supreme Court decision, which found

"[PSC] disallowance of depreciation expense by denying rate recovery for
depreciation expense on contributed property to water districts... was not
sound utility management practice."
revenues to cover replacement costs,
due to refusal to recognize total depreciation expense, districts would be
forced to short-term credit market for funding, which would raise overall
cost to district, and higher rates were concededly inevitable...."
If "districts did not have sufficient

"Purpose of depreciation expense as applied to nonprofit water districts
does not relate to recoupment of investment, but rather, relates to renewal
and replacement."

of depreciation expense as a rate recovery permits a
substantial portion of the property of the district to be consumed by present
customers without requiring the customers to pay for replacement."
"Disallowance

"KRS 74.480 requires the Commission to establish such rates and charges
for water as will be sufficient at all times to provide an adequate fund for
renewals, replacement, and reserves."

Was your current management,

including

your current

board members,

aware of this Supreme Court decision?
If your management and board have been unaware of the Dewitt decision,
would it be helpful for the Commission staff to meet with your utility, either
individually or with other utilities, to explain its implications?

If your management and Board have been aware of the Dewitt decision,
explain in detail your utility's current philosophy relative to the recognition of
'total depreciation expense" in rates. In other words, what is your utility doing
to fully comply with the Court's ruling?

Does the Dewitt decision in any way change your position on the potential
need for your utility to consider a rate increase to provide rates "as will be
sufficient at all times to provide an adequate fund for renewals,
and reserves," as stated in the Dewitt decision?

replacement,

The Followina Question Should Be Responded
Nicholas Countv W.D.

7.

To Bv Rattlesnake

Ridae W.D. and

certain responses to the Commission's Order dated March 23, 1997, it was
implied that the Commission should have included contributed capital and tap-on fees
in determining
a utility's income.
In

The National Council on Government Accounting in "Statement 2: Grant,
Entitlement, and Shared Revenue Accounting and Reporting by State and Local
Governments," Municipal Finance Officers Association, Chicago (Mar. 1979) states that
resources received by utilities that are restricted to the acquisition or construction of
capital assets should be reported in the equity capital section of the balance sheet. Do
you agree or disagree with this treatment?
If you

disagree, state the reasons and cite any authoritative

to support that position.

sources relied upon

APPENDIX

B

PUBLIC SERVICE COM'N v. DEWITT WATER DIST.
cne as, Ky., 720 s.w2d 725

s of Cnnl
appellate
e date of

PUBLIC SERVICE COMMISSION OF
KENTUCKY, Appellant,

DEWITT WATER DISTRICT, Appellee.

EAST CLARK WATER DISTRICT and
Warren County Water
District, Appellant,

PUBLIC SERVICE COMMISSION

and
David L. Armstrong, Attorney General,
Division of Consumer Protection, Appellee.
Supreme

Court of Kentucky.

Nov. 26, 1986.

In one case, the Franklin Circuit Court
held that depreciation expense on contributed property should be allowed to water
district the same as for other property. In
other cases, the Franklin Circuit Court determined that the Public Service Commission properly disallowed rate recovery for
depreciation expense on contributed property to water districts. After conflicting action by the Court of Appeals, the Supreme
Court, Wintersheimer,
J., held that: (1)
Commission's denial of rate recovery for
depreciation expense on contributed property with respect to water districts that were
nonprofit utilities that were political subdivisions of county government with no private capital and no corporate investors was
unlawful act in contravention of statutory
and regulatory requirements;
(2) disallowance of depreciation with respect to the
and
water districts was unreasonable
amounted
to confiscatory governmental
policy; and (3) depreciation expense on publicly owned water district plant that had
been purchased by federal grants and contributions and/or ta~n fees should be allowed in revenue requirement of public wa-

ter districts.
One Court'f Appeals decision
firmed; the other decision reversed.

Vance,

J.,

concurred

in result

afonly.

Ky.

7/5

1. Public Utilities e 194
It is responsibility of reviewing court
to protect parties subject to regulatory authority of Public Service Commission from
arbitrary and capricious action.
and Water Courses 4 203(6)
Public Service Commission's denial of
rate recovery for depreciation expense on
contributed
property to water districts
which were nonprofit utilities that were
political subdivisions of county government
with no private capital and no corporate
investors was unlawful act in contravention
of statutory and regulatory requirements;
statute requires regulated utilities to keep
accounts in uniform system in accordance
with specific standards, statute requires
Commission to consider costs of reproduction, among other factors, in valuing plant
property for rate-making purposes, and
statute requires that water districts be permitted to charge rates which mll provide
for adequate depreciation reserves. KRS
74.480, 278.220, 278.290.

2. Waters

3. Waters and Water Courses e 203(6)
Fact that Kentucky was original value
state did not preclude water districts which
were nonprofit utilities that were political
subdivisions of county government with no
private capital and no corporate investors
from taking depreciation expense on contributed property, where original cost was
only one factor to be considered in valuing
utility's property, under statutes, with Public Service Commission being required to
consider various factors, including cost of
reproduction as going concern. KRS 278.290.

4. Waters and Water Courses 4 203(6)
Public Service Commission's denial of
rate recovery for depreciation expense on
contributed property with respect to water
districts which were nonprofit utilities that
subdivisions
were political
of county
government with no private capital and no
corporate investors was unreasonable and
amounted
to confiscatory governmental
of depreciation expolicy; disallowance
pense as rate recovery permitted substan-

726

Ky.

720 SOUTH WESTERN REPORTER 2d SERIES

tial portion of property of district to be
consumed by current customers without requiring customers to pay for a replacement, and total plants, not just portion
financed by noncontributed
funds, were
wearing out.

vate capital and no corporate investors was
to allow depreciation on contributed plant
as operating expense, with fact that utility
did not make investment in plant being of
no consequence
in context of publicly
owned facilities.

5. Waters and Water Courses 4 203(6)
When considering issue of confiscation

9. Waters and Water Courses 4 203(6)

whether Public Service
and determining
Commission's denial of rate recovery for
depreciation expense on contributed property was confiscatory with respect to water
districts which were nonprofit utilities that
were political
subdivisions
of county
government with no private capital and no
corporate investors, future as well as
present must be considered, with determination being made as to whether rates complained of were yielding and would yield
sum sufficient to meet operating expenses.

6. Waters and Water Courses 4 203(6)
Public Service Commission's disallowance of depreciation expense by denying
rate recovery for depreciation expense on
contributed
property to water districts
which were nonprofit utilities that were
political subdivisions of county government
with no private capital and no corporate
investors was not sound utility management practice; if districts did not have sufficient revenues to cover replacement costs,
due to refusal to recognize total depreciation expense, districts would be forced to
short-term
credit market for funding,
which would raise overall cost to district,
and higher rates were concededly inevitable in event districts were forced into
short-term credit market.

7. Waters and Water Courses e 203(5)
Purpose of depreciation expense as applied to nonprofit water districts does not
relate to recoupment of investment, but
rather, relates to renewal and replacement.

KRS 74.480, 278.220, 278.290.

8. Waters and Water Courses 4 203(6)
Proper rate-making treatment for depreciation expense of contributed property
with respect to water districts which were
nonprofit utilities that were political subdivisions of county government with no pri-

on
Depreciation
expense
publicly
water district plant that has been
purchased by federal grants and contributions and/or customer ta~n fees should
be allowed in revenue requirement; publicly owned water district had no private investor capital and its rates did not generate
return on rate base, and public water districts relied on internally generated cash
flow.

owned

John N. Hughes, Thomas A. Marshall,
Frankfort, for Public Service Commission.
James M. Honaker, Frankfort, for Dewitt Water District.
Charles E, English, Murry A. Raines,
English Lucas Priest 4 Owsley, Bowling
Green, James W. Clay, Winchester, for
East Clark Water District and Warren
County Water District.
David L. Armstrong, Atty. Gen., Frankfort, Pamela Johnson, James D. Brannen,
Paul E. Reilander Jr,, Frankfort, for Attorney General, Division of Consumer Protection.

WINTERSHEIMER, Justice.
These two cases represent a conflict between panels of the Court of Appeals as
well as a conflict in the same division of the
Franklin Circuit Court. Both Court of Appeals opinions were rendered the same day
and recognize that their conflict should be
resolved by this Court.
The question is whether the Public Service Commission may disallow a depreciation expense on contributed property when
the rates of publicly-owned
determining

water districts.
The resolution of this question is important and it appears that both sides have

PUBLIC SERVICE CON'N v. DEWITT WATER DIST.
Cite se, Ky., 720 S.wdd 725
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some merit to their respective positions. If
depreciation is considered to be the allocation of an investment over a period of time,
it could be said that depreciation expenses
on contributed property should not be allowed because'o allow such an expense
would require the customers to, in part,
pay again for facilities for which they had
already paid in full. On the other hand,
failure to allow depreciation for rate-makon contributed
ing purposes
property
would necessarily cause this property to be
utilized only by the present generation and
become unavailable as an ongoing asset.
Contributed
property is property obtained by the water district either through
government grants or directly from customer contributions.
the
Consequently,
water district has title to but no specific
investment in the property.
No imputed
interest expense is claimed. However, for
rate-making purposes, the water districts
desire to list as an expense depreciation on
the contributed properties.
The Commission considers depreciation for accounting
purposes but not for rate-making.

In the Dewitt case, the circuit court held
that depreciation expense on contributed
property should be allowed the same as for
other property. The court noted that recipients of this contributed property would be
limited to the present generation if depreciation expense were not allowed.
In the
East Clark Water case the circuit court
held that the appropriate role of depreciation is to recapture invested capital. Here,
the water districts have no investments in
these facilities because they are contributed property.
the circuit
Consequently,
court determined
that the Commission
properly disallowed rate recovery for depreciation expense on contributed property.
There are approximately 115 water districts in the Commonwealth of Kentucky
which are nonprofit political subdivisions of
county government.
They have no investor or private capital. Their rates, as regulated by the Public Service Commission do
not generate a return on rate base. The
water districts are permitted to earn net
revenues based either on a debt services
Ky.oee. 717-728 S.W2d-8

Ky.

727

cost formula or on a percentage of operating expenses known as an operating ratio.
Lower operating expenses mean lower rate
recovery.
The Dewitt Water District has 83 customers and is a publicly owned utility
which has furnished water service in a
rural section of Knox County since 1971.
The Warren County Water District has
been in existence for 16 years. It has two
divisions, a water division and a sewer division. It owns a water treatment plant but
also purchases treated water from the city
of Bowling Green.
The East Clark Water District provides
water services to residential customers livIt began its
ing in rural Clark County.
operation in March, 1979, and has approximately 300 customers.
The districts argue that the Commission's rate-making determination in regard
to a disallowance for depreciation is an
unlawful and unreasonable exercise of its
regulatory authority and that the regulatory agency has acted in an arbitrary and
capricious manner.
They also maintain
that the customers and the company are
virtually one and the same and that they
desire to pay rates which are sufficient to
provide for the orderly replacement of existing water plant facilities. They contend
that there is no question relating to private
capital and no outside investors involved in
this situation.

The Public Service Commission argues
that the depreciation expense should not be
allowed and that the order of the Commission be upheld as being in conformity with
the law, both statutory and case law. They
maintain that the water districts failed to
accept the distinction between accounting
and rate making and that the criteria for
appellate review has been properly met in
the East Clark and Warren County cases.
The Attorney General's Consumer Protection Division argues that the Commission properly disallowed depreciation because nonprofit water districts that attempt to charge customers for facilities
purchased with grant money and customer

728

Ky
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contributions are violating the spirit of the
grants and frustrating the governinental
intent. In addition the Attorney General
contends that the districts are attempting
to assess a double charge on ta~n fees
and other customer contributions and the
result is a confiscation of rate-payer funds
in violation of the law.
This Court affirms the decision of the
Court of Appeals in the Dewitt mater case
and reverses the decision in the East Clark
and Warren County cases. Depreciation
expense on contributed plant property may
be considered as an operating expense for
rate-making purposes in matters involving
publicly held water districts as distincompanies.
guished from investor-owned

The Public Service Commission's disallowance of rate of recovery for depreciation expense on contributed property was
arbitrary, capricious and confiscatory.
The standard of review of commission
action is found in KRS 278.410 which provides for judicial review on a showing by
clear and convincing evidence that the
Commission's order is unlawful or unreasonable. The decision to disregard depreciation expenses on contributed property effectively reduced recoverable revenues for
each of the districts involved.

tutional prohibitions
against confiscation
and sound utility management
practices.

[2] The Commission's denial of rate-recovery for depreciation expense on contriW
uted property is an unlawful act in contravention of statutory and regulatory requirements.
KRS 278.220 and the Uniform
System of Accounts require the water district to account for depreciation on all
classes of depreciable property as an operating expense.
Water districts subject to the regulatory
jurisdiction of the commission are required
to maintain a uniform system of accounts.
KRS 278.220. The applicable system promulated by the Public Service Commission
for water and sewer districts is codified in
a regulation manual entitled, "Uniform
System of Accounts for Class C and D
Sewer Utilities," which became effective
October 1, 1979. This manual specifically
requires that depreciation of contributed
property be accounted for in language identical to the National Association of Railway
and Utility Commissioners (NARUC) regulation pertaining to donated property which
is in accord with generally accepted accounting principles set forth by the American Institute of Public Accountants.

tucky Pmeer Company v. Energy Regulatory Commission of Kentucky, Ky., 623
S.W.2d 904 (1981}holds that judicial intervention is permissible only when the reviewing court determines that the Commission has not dealt fairly with the utility.
The failure of the Commission to allow a
rate recovery for depreciation expense on
contributed property could have a substantial impact on the financial stability of the
publicly-owned systems and their abaity to
continue to provide needed water utility
services to the rural areas of this state.

The uniform system required by the
Commission provides that depreciation exexpense be treated as a utilitywperating
pense account. Section 403 of the uniform
system, entitled Depreciation Expense, provides that the account shall include the
amount of depreciation expense for all
classes of depreciable utility plant in service. The clear language of the Commission's own regulations draws no distinction
between depreciation of contributed and
noncontributed plant property. The source
of the funds does not affect the
as depreciable or nondepreciable.
Consequently, the stated rate-making treat
ment of depreciation expense on property
financed by federal grants and customer
contributions is to view the expense the
same as for that of noncontributed proper-

The disallowance of depreciation expense
on contributed property by the Commission
is opposed to its statutory mandate, consti-

ty.
KRS 278.290 requires the Commission to
consider cost of reproduction, among other

II] It is the responsibility of the reviewing court to protect the parties subject to
the regulatory authority of the Commission
from arbitrary and capricious action. Ken-

properties'tatus

1

PUBLIC SERVICE CON'N v. DEWITT WATER DIST.
Cite as, Ky., 720 S.W2d 725
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for rate-making purposes. The Commis-.
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setoutin KRS278.290sothat there willbe
a check on its assessment of assets and
liabilities of utilities subject to its regulation.

~

KRS 278.290(1) provides the method for
valuation of a utility's property for ratemaking purposes. The plant to be valued
is the plant used to give the service.

u ega]story

There are essentially three methods for
evaluating a utility's Property. The original cost method uses the cost of utility
plant to the person first devoting it to
public use. The fair value method examines the fair value of the utility's property
in service at the time of the rate inquiry.
The reproduction cost method applies the
reproduction cost to the utility's existing
plant.
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[3] The Commission argues that water
districts are not entitled to take depreciation expense on contributed Property be.
cause Kentucky is an original value state.
It cites Princess Anne Utilities Corporation v. Commonwealth, 211 Va. 520, 179
S.E,2d 714 (1971) as authority that an origi.
nal value jurisdiction should not allow depreciation on contributed property.
KRS
278.290 provides that Kentucky is not exelusively
an original
cost jurisdiction.
Original cost is only one factor to be considered in valuing the utility's property.
The Commission must consider various
factors including cost of reproduction as a
going concern.
We have Previously held thatcontributed
property, must be included in valuing the
utility plant for purposes of assessing a
rate base, Rate base is the value of the
facility of a utility employed in providing
its services. City of Covington v. Public
Service Commission, Ky., 818 S.W.2d 391
(1958) held that the Commission's order
excluding a federal grant from the city'
water plant's rate base was unlawful. We
are not convinced by the Commission's attempts to distinguish City of Cmrington,
supra, on the basis that its holding is limited to "rate base" cases. The concern in
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City of Covington is the proper valuation
for public utilities in assessing the revenue
requirements
The
needed by the utility.
Commission cannot disregard contributed
plant property purchased through federal
If the
grants in making its determination.
Commission must consider all plant property for rate-making purposes, it follows that
it must consider all operating expenses incurred in conjunction with the use of the
property. Therefore, depreciation expense
must be treated uniformly for all Plant
ProPertY thus acquired.

Depreciation is a concern to most enterprises, but it is of particular importance to
water and sewer utilities because of the
relatively large investment in utility plants
required to produce each dollar of annual
revenue. Water districts are capital intensive, asset-wasting enterprises.
The structure of a water plant, comprised of innumerable comPonents, demands allocation of
ProPer dePreciation to ensure financial stability. Adequate depreciation allowance is
critical in order to allot to the district sufficient revenue to provide for a replacement
fund for all its plant property, contributed
or noncontributed.

KRS 74.480 requires the Commission to
establish such rates and charges for water
as will be sufficient at all times to provide
an adequate fund for renewals, replacement and reserves.
This statute indicates the legislative inff.
ttentt that
th t water
suffit operations
t
mustt have
h
cientt revenues to provide
d for
f depreciation.
d
The Commission's reduction of the depreciation expense is in contravention of this
legislative directive. Therefore itis an un-

[4] The Commission cites no authority
for disallowing depreciation of the property
of the water district. Reference to a "wellestablished policy of disallowing depreciation in connection with facilities funded
with contributions in aid of construction" is
not sufficient. KRS 278.220 provides that
regulated utilities shall keep their accounts
in a uniform system in accordance with the
standards of NARUC. The guidelines of
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define

depreciation

as

"loss in service value not restored by current maintenance" and require that depreciation be treated as an operating expense.
KRS 74.480 requires that districts be permitted to charge rates which will provide
for adequate depreciation reserves. Consequently depreciation should be allowed as
an expense. The Commission's disallowance of depreciation in this situation is unreasonable and amounts to a confiscatory
governmental policy.
A determination by the Commission will
not withstand judicial review if it is unreasonable pursuant to KRS 278.410. Unreasonable has been construed in a rate-making sense to be the equivalent of confiscatory. This Court has equated an unjust
rate to confiscation of
and unreasonable
We have declared that
utility property.
rates established by a regulatory agency
must enable the utility to operate successfully and maintain its financial integrity in
order to meet the just and reasonable nonconfiscatory tests. See Commonwealth ex
rel Stephens v. South Central Bell Telephone Company, Ky., 545 S.W.2d 927

(1976).
The rates established by the Commission
will not generate sufficient revenues to
enable the districts to provide for an adequate depreciation account and replacement fund. Disallowance of depreciation
expense as a rate recovery permits a substantial portion of the property of the district to be consumed by present customers
without requiring the customers to pay for
replacement.
Approximately 50 percent of
Warren County's total utility plant is atSixty-four
tributable to federal grants.
percent of the East Clark District's plant is
attributable to federal grants and customer
contributions.

Both state and federal constitutions protect against confiscation of property without regard to the source of acquisition
funds. See Board of Commissioners v.
Nsis York Telephone Company, 271 U.S.
23, 31, 46 S.Ct. 863, 70 LEd. 808 (1926).

[5] When considering
confiscation, the future

the concept of

as well as the

It must be
present must be considered.
determined whether the rates complained
of are yielding and will yield a sum suffiSee
cient to meet operating expenses.
NcCardle v. Indianapolis Water Company, 272 U.S. 400, 47 S.Ct. 144, 71 LEd. 816
(1926). Depreciation is uniformly recognized as an operating expense and it is
important that the amounts set aside to
cover depreciation of public utility property
be large enough to replace the property
when it is worn out. 64 Am Jur.2d Public
Utilities $ 182 (1972).
The districts'otal plants are wearing
out, not just that portion financed by noncontributed funds. The Commission's disallowance of rate recovery of depreciation
expense is unreasonable and constitutes a
taking of the property of the districts without just compensation.

[6] The Commission's disallowance of
depreciation expense is not sound utility
The Commission
management
practice.
has ignored one of its most important roles
which is to provide the lowest possible cost
to the rate payer. In refusing to recognize
the total depreciation expense, it does not
consider the obvious. If the districts do
not have sufficient revenues to cover replacement costs, they will be forced to the
short-term credit market for funding which
will raise the overall cost to the district.
The Commission conceded that higher rates
were inevitable in the event the districts
were forced into the short-term credit mar.
ket. In the Dewitt case, the Commission
expressed its concern over rate case expense. Invocation of the bonding authority
provided by KRS 74.800 would undoubtedly
escalate the expenses of all the districts
involved far beyond the present cost.
Other jurisdictions have recognized the
necessity of setting rates sufficient to procosts. Wsstisood
vide for replacement
Lake v. Dade County, Fla., 264 So.2d 7
(1972) held that to arbitrarily disregard
that part of a utility's equipment because it
was contributed ignores reality and would
result in rate increases later when it was
Du
necessary to replace the equipment.
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PUBLIC SERVICE COM'N v DEWITT WATER DIST.
Cata

Page Utility Company v. Illinois Commerce Commission, 47 I11.2d 550, 267
N.E.2d 662 (1971) stated in part that depreciation should be allowed because a utiTity
will need to replace from time to time properties which become obsolete in order to
sustain customer services.
Therefore in order to properly assess the
revenue requirements of water districts, it
is critical that the commission consider all
of the district's operating expenses. Failure to do so will result in an inaccurate
of the operating ratio on
computation
which the allowable rates hinge and jeopardize the financial integrity
of the districts.
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and stability

It is important to remember that this
case involves water districts which are nonprofit utilities organized under Chapter 74
of the Kentucky Revised Statutes. The
owners and consuming ratepayers are essentially the same individuals because the
districts are pohtical subdivisions of county
government.
They have no private capital
and no corporate investors who must be
satisfied as to traditional profits. Their
rates do not generate a return on rate
base. The water districts are permitted to
earn net revenues based on a debt service
formula or on an operating ratio computed
in accordance with a percentage of operatLowering operating exing expenses.
penses means lowering rate recovery.

[7] Water lines are indivisible and not
identifiable as to the source of funds used
to purchase them. The elements causing
depreciation indiscriminately take their toll
over time on the service life of all plant
facilities. The districts are responsible for
making replacements and are obliged by
statute to make provisions for future reThe purpose of depreciation
placements.
expense as applied to nonprofit water districts does not relate to a recoupment of
investment.
The overriding statutory conThe
cept is renewal and replacement.
Commission's argument relative to recoupment of investment is without merit and
unconvincing.
[8] The Commission is required by statute to treat depreciation as an operating

expense to provide an adequate fund for
renewals, replacement and reserves. The
proper rate-making treatment for depreciation expense of contributed property is to
allow depreciation on contributed plant as
an operating expense. The fact that the
utility did not make an investment in the
plant is of no consequence in the context of
facilities. The water dispubliclywwned
trict must eventually replace this plant
which customers are using and the ratepayers are therefore obligated to provide
funds for this replacement.
The proper
rate-making treatment of depreciation expense on property financed by federal
grants and customer contributions is to
treat the expense the same as that for
noncontributed property. See City of Cov-

ington.
The Commission misinterprets
and misapplies Public Service Commission v.
Continental
Telephone
Co., Ky., 692
S.Vf.2d 794 (1985), which related to job
development tax credit, intrastate toll revenues and return on rate base.. There was
no issue of depreciation expense involved in
that case which can be applied here.
Chapter 74, by definition, does not apply
to privately owned utilities which have investors to provide needed funds on their
behalf in expectation of legitimate moneThe water districts sole
tary dividends.
concern is continuous water service to its
members and consumers who are one and
the same.

Board of Public Utilities Commissioners v. Nnv York Telephone Co., supra,
held that constitutional protections against
confiscation does not depend on the source
of money used to purchase the property.
It is enough that it is used to render the
service.
The propriety of permitting a reasonable
depreciation deduction on property of a
utility is not dependent on the source of
funds for the original construction of the
plant. See DuPage, supra, and Langon v.
West Keansburg Water Co., 51 N J.Super.
41, 143 A.2d 185 (1958).
Any water district will be required to
replace property and plant which have be-
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come obsolete or whose useful lives have
expired in order to sustain continued service to the customers. Therefore, the utility should be entitled to a reasonable depreciation deduction on its entire plant in-service for the purpose of computing its operating expenses. Depreciation by definition
includes only that loss which cannot be
restored by current maintenance. See Lindheimer v. Illinois Bell Telephone Co.,
292 U.S. 151, 54 S.ct,. 658, 78 L.Ed. 1182

(1934).

[9] The Commission's rate-making determinations in these cases constitute an
unlawful and unreasonable exercise of its
It is the holding of
regulatory authority,
this Court that depreciation expense on a
publicly-owned water district plant that has
been purchased by federal grants and conand/or customer ta~n fees
tributions
should be allowed in the revenue requirement because they have no private investor
capital and their rates do not generate a
return on rate base. Public water districts
rely on internally generated cash flow.
The decision of the Court of Appeals in
Dewitt Water District is affirmed,
The
decision of the Court of Appeals in East
Clark County Water District and Warren
County Water District is reversed.
All concur, except VANCE,
curs in result only.

J., who
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sation statute which were denied by Workers'ompensation
Board and widower
sought review. The Hardin Circuit Court,
William S. Cooper, J., reversed
Board
awarding death benefits and employer appealed. The Court of Appeals, Hayes, C.J.,
held that employee's death resulting from
severe allergic reaction to dye used in lumbar myelogram procedure employee received to treat work-related back injury
was directly related to work-related injury
so that widower was entitled to award of
death benefits.
Affirmed.

1. Workers'ompensation

The dependency or nondependency status of a widower is immaterial in a claim
for death benefits under workers'ompensation statute.
KRS 342,750(1)(a); KRS
342.070 (Repealed).

2. Evidence e 383(4)
The introduction of a death certificate
creates a presumption which, if not rebutted or explained, is sufficient to maintain
the proposition and to require a judgment
based on the cause of death stated therein.

3. Workers'ompensation

James STICE, Administrator of Estate of
Cinthia Ann Stice, and Workers'ompensation Board of Kentucky, Appellees.
Court of Appeals of Kentucky.
Dec. 5, 1986.
Widower of employee brought action
for death benefits under workers'ompen-

c

1417

When a causal relationship
between
injury and death is not apparent to laymen,
the question is one properly within the
province of medical experts and the Workers'ompensation
Board may not disregard the medical evidence.

4. Workers'ompensation
ELIZABETHTOWN
SPORTSWEAR, Appellant,

e 444

e 959

Death of employee resulting from severe allergic reaction to dye used in lumbar
myelogram procedure undertaken to treat
employee's work-related back injury was
directly related to compensable back injury,
so that widower of employee was entitled
to be awarded death benefits under work-

ers'ompensation

statute.

KRS 342.-

750(1)(a).

John L. Arnett, Elizabethtown,
lant.

for appel-

