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Comments Of The Office Of Ratepayer Advocates regarding interim decision issues

Pursuant to the schedule established in Rulemaking 01-12-009, the Office of Ratepayer Advocates (ORA) hereby submits its Opening Comments on the Interim Decision Issues identified in Appendix B, Part II of the Rulemaking. To the extent that the questions posed in Appendix B, Part II raise other related matters, (such as the effect of modifying existing procedures on utility bond ratings) ORA’s Comments discuss those effects.  The revised treatment that ORA recommends for existing balancing accounts of water utilities is also the approach ORA recommends for treating these balancing accounts for future proceedings.

Question 1.  Should the Commission revise its existing procedures for recovery of under collections or over collections in balancing accounts that existed prior to, and were suspended on November 29, 2001?  Yes. Why or why not?  In considering this question, it is important to remember why the Commission initially established balancing accounts, (approximately twenty-five years ago).  The original purpose of balancing accounts was to afford water utilities (who were within their normal three year rate case cycle)
 with an opportunity to recover unanticipated increases in electricity costs that occur between the close of one rate case and the filing of another general rate case (“GRC”).  Once the balancing account was established, incremental increases in electricity costs could be booked into a balancing account to be recovered (after Commission review) over the following one-to-three years.  This mechanism provided a vehicle for utilities to recover specific unanticipated expenses without having to submit an application for another rate case.  It also allowed utilities to avoid the necessity of having to finance these unanticipated expenses out of shareholder returns for an extended period of time and it protected utility ratepayers from the rate shock of being required to amortize under collections in a lump sum.

Over the years the balancing account mechanism has been expanded to include two additional types of expenses: unanticipated increases in pump taxes and unanticipated increases in water acquisition expenses from the Metropolitan Water District (or other wholesale water providers).  Thus, under Commission procedures, (up through November 28, 2001) water utilities were able to establish balancing account mechanisms for unanticipated increases and uncontrollable increases in their electricity, water acquisition and pump tax expenses
.  

While ORA has no objection to the concept behind balancing accounts — to allow for recovery of fluctuations in unanticipated expenses for water utilities within the normal rate case cycle — the existing program has a number of shortcomings that have allowed the utilities to distort the initial purpose of this mechanism.  Instead of being simply a vehicle to allow for the recovery of unanticipated expenses, a number of water utilities have used balancing accounts to enhance their earnings above Commission-authorized levels.  In addition, some water utilities have sought balancing account treatment for periods beyond the normal three-year rate case cycle and because they are earning above their authorized rate of return, they have not bothered to file GRC applications, thereby further diminishing Commission scrutiny over their operations.  One of the primary reasons these firms have been able to avoid submitting additional rate case applications is that they have been able to use balancing accounts and the existing process to bolster their profits.

Perhaps the most extreme illustration of what is wrong with the existing balancing account mechanism is the Valencia Water Company (“Valencia”).  Even though Valencia has consistently earned well above its authorized rate of return since 1995
, it also has an active balancing account that (under pre-November 29, 2001 Commission procedures) it would have been authorized to recover regardless of its history of over-earning.  Thus, as ORA noted above, where Valencia is concerned, the balancing account is simply a mechanism to further enhance utility profits; it is unnecessary as a vehicle for recovering incremental levels of unanticipated expenses.  Even though Valencia has more than adequate revenues to cover the expenses tracked in its balancing account, it maintained such an account nonetheless to further enhance its earnings performance.  Balancing account treatment is not appropriate when a utility is already earning in excess of its authorized rate of return, since balancing accounts are designed to protect utilities from losses that arise out of uncontrollable, unforeseen expenses, not to bolster profits above Commission authorized levels. Balancing accounts track only the incremental variance of, for example, electricity costs, above the estimate for the cost category adopted in the utility’s last GRC.

Valencia is not the only water utility that has been consistently over-earning while still maintaining balancing accounts.  California Water Service’s return on equity has exceeded its authorized level every year since 1996 except possibly 2001 where recorded information for the entire calendar year is not yet available.  Similarly San Jose Water Company over earned every year since 1996 while maintaining a balancing account.  Park Water Company exceeded its authorized return on equity in three out of the last five years while maintaining a balancing account. (See Appendix A for a detailed record of recent earnings for these companies.)

When one considers that balancing accounts are designed to prevent financial injury to a water company due to unanticipated and uncontrollable increases in certain specific expenses above test year estimates, it is clear that balancing accounts to recover incremental increases are unnecessary for water utilities that are already earning in excess of their authorized levels.  This is particularly true for utilities that have been able to use the balancing accounts to consistently earn above authorized levels, thereby eliminating the incentive to submit for rate review and the need to file general rate case applications.  This situation results in consumers paying excessive rates.

Question 2: If your answer to Part II, Question Number 1 is yes, what specific procedures should be implemented: 

a) for districts that are within their rate case cycle and are not over- earning?  If a district is within its rate case cycle and is not over-earning, only limited changes in the existing treatment for balancing accounts are necessary.  Since the question states that the district is not over earning and is within the rate case cycle, the problems of consistent over earning and avoidance of the regulatory process altogether are not a concern. However, the potential still exists for over-earning if the utility is earning close to its authorized return, and recovery of its balancing account will enable the utility to earn above its authorized return.  

In order to avoid inadvertent over earning as a result of the recovery of the balancing account, the Commission could simply cap balancing account recovery so that the utility would be able to recover up to its authorized return and the remaining amount in the balancing account would simply be disallowed.  See Appendix B for an example of how ORA’s proposal would operate. 

Question 2 (b) for districts that are within their rate case cycle and are over-earning on an actual or on a pro-forma basis?   Where a utility is within its rate case cycle and has been over-earning on an actual basis, no expense recovery should be allowed.  Amounts in the balancing accounts would be examined in light of the utilities’ actual earnings performance, not a pro forma analysis. Use of an actual (recorded) earnings test is appropriate for balancing accounts since a balancing account recovers expenses on a dollar-for-dollar basis, whereas, a pro forma test should be used for step and attrition increases, since they are based on weather normalized values.   

This approach may be readily implemented by simply examining the financial records of the large water utilities, such as Valencia, California Water Service, San Jose Water Company, Park Water Company and Southern California Water Company.   Since rate of return calculations are relatively straightforward, there would be no need for an evidentiary hearing for this proposed accounting treatment.  Instead, existing balancing accounts for utilities that are over-earning but within their rate case cycles, would simply be taken care of by this accounting adjustment.  Proposed changes to the text of existing balancing account procedures are shown in Appendix C.  The existing Balancing Account provisions adopted by the Commission in 1983 are included in Appendix D.  See Appendix B for an example of how ORA’s adjustment mechanism would operate.

California Water Service (Cal Water) has recently submitted a GRC application that includes a request for a return on equity that is increased by 75 basis points on the grounds that bond rating agencies perceive the Commission to be less sympathetic to utility financial needs than it was before.  One of the grounds cited by California Water Service for this perception is the Commission’s decision to institute this rulemaking.

Cal Water has previously pointed out that A.G. Edwards has downgraded Cal Water from Buy/Conservative to Hold/Conservative.
  According to Cal Water, A.G. Edwards has stated that:

“It [the downgrade] was prompted by ongoing frustration with the California Public Utilities Commission’s treatment of the company and its likely impact on earnings power in 2001 and 2002. . . . CWT’s results continue to suffer the CPUC’s treatment of what should be accounting timing issues related to higher electricity costs.” 

The Commission should realize that A.G. Edwards did not change Cal Water’s bond rating.  They merely changed their brokerage recommendation from Buy to Hold.

One water utility, Park, has in the past treated money in an existing balancing account as an account receivable on its balance sheet, even though Park had no absolute legal right to those funds.  Despite utilities’ fond wishes to the contrary, the Commission has never treated funds in balancing accounts as monies that utilities have a legal right or an entitlement to recover.  Instead, expense balancing account funds have always been subject to regulatory reasonableness reviews by the Commission.
  Furthermore, adjusting monies in balancing accounts (as ORA has proposed above) cannot be considered retroactive ratemaking because all the Commission would be doing is simply preventing affected utilities from earning windfall profits above their authorized return, i.e., returning balancing accounts to their original, stated purpose.
Thus, if ORA’s proposals were adopted by the Commission, there would be no “taking” of utility property without just compensation since the utilities had no inherent right to the funds, just an expectancy interest.  The Commission cannot be faulted for retroactive ratemaking nor a Fifth Amendment taking of utility property if it is simply (in effect) accurately, and closely, regulating the utilities under its jurisdiction to protect ratepayers.  ORA’s proposal would not prohibit utilities from earning above their authorized rate of return if utilities are successful in reducing their costs below the level authorized in their last GRC.  Instead, ORA’s proposal is to simply eliminate the utilities’ opportunity to use balancing accounts as a vehicle for gaming the regulatory process.

California Water Service’s argument raises the issue of the perception of the investment community about the risk profile that water utilities in California represent.  Would implementation of ORA’s proposals discussed above lower utility bond ratings below investment grade?  The simple and logical answer is no.
The Commission has not based public policy on maintaining a utility’s bond rating at any level above investment grade (S&P BBB-).  Instead, the Commission has attempted to assure that a regulated utility will have access to capital markets by maintaining an investment grade bond rating.

Utility bond rating firms may indeed take note of the Commission’s policies regarding the treatment of monies in existing balancing accounts. However, Dominguez Water Company (Dominguez) has stated that “the balancing accounts do not reduce operating risks.” (Dominguez Comments, p. 1)  If balancing accounts do not reduce risk, the reduction or elimination of these balances will have no effect on risk and therefore will have no effect on the bond ratings of the affected water utilities. Thus, it is unlikely that returning the treatment of balancing accounts to their original purpose would have a significant effect on the bond rating of Commission-regulated utilities.
San Gabriel Valley Water (SGVW) claims that “shifting additional risk to water utilities by restricting the amount or timing of cost recovery increases financial risk, which in turn impacts the cost of capital.” (San Gabriel Valley Water Comments, p. 3)  SGVW’s comments may or may not be accurate.  If a utility’s bond rating declines as a result of CPUC action, then the utility may have a higher cost of debt due to a lower bond rating, which would be captured in the utility’s next GRC (cost of capital calculation).

Standard and Poor’s (S&P) and Moody’s are two major bond rating agencies.
  Before changing a company’s bond rating, these two agencies will place the company on credit watch.  The company’s status is evaluated and the credit watch will either be removed or the bond rating will be changed.  None of the water utilities in this proceeding has been placed on a credit watch by either S&P or Moody’s.
The determination of bond ratings is not a simple procedure and is not based on a single factor, such as balancing account treatment.  For example, S&P considers general factors such as industry characteristics, competitive position, marketing, technology, efficiency, regulation, financial characteristics, financial policy, profitability, capital structure, cash flow protection, and financial flexibility.
  S&P explains that:

“Standard & Poor’s uses a format that divides the analytical task into several categories, providing a framework that ensures all salient issues are considered. For corporates, the first several categories are oriented to fundamental business analysis; the remainder relate to financial analysis. As further analytical discipline, each category is scored in the course of the ratings process, and there are also scores for the overall business risk profile and the overall financial risk profile.”
“There are no formulae for combining scores to arrive at a rating conclusion. Bare in mind that rating represents an art as much as a science.  A rating is, in the end, an opinion. Indeed, it is critical to understand that the rating process is not limited to the examination of various financial measures. Proper assessment of debt protection levels requires a broader framework, involving a thorough review of business fundamentals, including judgments about the company’s competitive position and evaluation of management and its strategies. Clearly, such judgments are highly subjective; indeed, subjectivity is at the heart of every rating.”

The bond ratings of the utilities in this proceeding will not be downgraded below investment grade if ORA’s proposal is adopted.  None of the utilities have been placed on a credit watch.  The establishment of a bond rating is a complex procedure involving many qualitative and quantitative factors, and balancing accounts have no effect on operating risk.


Question 2c for districts that have stale
 adopted quantities because they are outside their rate case cycle?   Utilities that have “stale” adopted sales quantities have typically been over-earning for many years.  As a result, these utilities do not have a need for balancing account recovery, since allowing for such recovery only serves to bolster the profits of firms that are already quite lucrative.  Consider Valencia Water Company’s performance over the years 1995 – 2000.  Over this period, Valencia’s actual return on equity ranged from approximately 50% to 100% above its authorized return on equity.  Clearly a firm with this type of earnings performance has no need for balancing account protection.  Instead, as a result of the stale adopted quantities Valencia uses, its rates are already excessive and it has no incentive to submit an application to the Commission for a GRC.  

ORA proposes that firms that are outside the rate case cycle would be flatly ineligible for balancing account treatment until they submit a GRC application and new quantities have been established.  Utilities that refuse to comply with the Commission’s rate case cycle should not enjoy the additional incremental revenue protection afforded by a balancing account.  

It is fair that monies in the existing balancing accounts of utilities that are outside of the rate case cycle should be capped at the point where the utilities’ recorded earnings equal their authorized rate-of-return.    

Mechanically, the adjustment ORA has proposed would work similarly to the mathematical example noted above in Question 2(b) that is discussed in Appendices B and C.  This approach would return balancing accounts to their original purpose, of compensating utilities for unanticipated incremental expenses where such compensation is necessary to ensure utility earnings are at or near the authorized rate of return and if they exceed the adopted return on equity it is because of solid performance in minimizing costs.  In practice, many balancing accounts are just unfairly increasing shareholder earnings above authorized levels at the expense of the ratepayers.  
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Appendix A

Recent Earnings for Various 

Water Utilities

Provided in hard copy only.

APPENDIX B
 

EXAMPLE OF PROPOSED CHANGES

TO

BALANCING ACCOUNT TREATMENT
 

I. Discussion
 

Under the Commission’s adopted Rate Case Plan, Class A water utilities are allowed to file general rate increase (GRC) requests every three years.  Such rate increases are granted with two test years known as Test Tear 1 and Test Year 2, and an attrition year increase for the third year.   The attached Table 1 provides a brief example as to how the proposed changes in the Balancing Account will work.

II. Test Year 1
 

The example in Table 1 assumes that the utility in Test Year 1 earned $20,000 over and above its authorized rate of return and during the same period the utility recorded $30,000 as under-collections in its Balancing Account. Since the increased costs of off-settable items are already recorded in the utility’s over earnings, the $30,000 under-collection will be disallowed.

 

III. Test Year 2
 

In Test Year 2, the utility:  (1) fell short by $40,000 of achieving its authorized rate of return; (2) recorded $60,000 credits to the Balancing Account for an offset rate increase it received; and (3) recorded $70,000 debts for increased off-settable expenses.  Since the utility earned less than authorized, it should be allowed to recover up to its authorized level but not exceed it. This means that the $70,000 expense entry to the Balancing Account will be reduced to $40,000 and the remaining $30,000 disallowed.  Therefore, the balance in the Balancing Account at the end of the year for credit to the ratepayers during the next year will be $20,000 ($60,000 - $40,000).

 

Attrition Year
 

In the attrition Year, the utility:  (1) fell short by $90,000 of achieving its authorized rate of return; (2) recorded $60,000 credits to the balancing account; and (3) recorded $80,000 debits to the Balancing Account.  In this case, the utility gets to recover $80,000 and no amount is disallowed.  The balance in the Balancing Account at the end of the year will be a $20,000 (+60,000 – 80,000) under-collection for a surcharge to the ratepayers during the next year.
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Appendix C

Revision

To

Procedure for Maintaining Balancing Accounts

With reference to the “Procedure for Maintaining Balancing Accounts for Water Utilities” adopted by the Commission on May 18, 1983, ORA proposes the following changes (strike outs show deletion of language while italics shows revised language):

(A)  to change Section 1 accordingly:

1.   PURPOSE

The purpose of a balancing account is to track the under-collection or over-collection associated with the incidence of an expense change and the authorization of revenue a surcharge to offset the expense change.

(B)  to delete second paragraph of Section 4, Adopted Quantities as follows:

4. ADOPTED QUANTITIES

Test year customer, expense, investment and revenue projections found reasonable in the latest general rate case decision will be used for the procedures herein.

Balancing accounts maintained beyond the latest test year will use the latest adopted quantities.  Those cases, where adopted quantities do not exist or where the latest decision is older than 5 years, will be handled on a case-by-case basis, by the Commission staff.

( C) to change Sections 6(a) and 6(b) accordingly:

6.  REVENUE COMPONENT

a. Water Production Expenses – The revenue component of the balancing account is given by:

Revenue           Recorded
          Incremental Revenue Surcharge
Component  =  
Water Sales X  Rate Change
b. Non-Water Production Expenses – The revenue component of the balancing account is given by:

Revenue            Recorded # of         Incremental Revenue Surcharge

Component  =   Service Charges X  Rate Change
(D)  to delete Section 9 in its entirety as follows:

9. BALANCING ACCOUNT DISPOSITION

In general balances in the balancing accounts will be disposed of in offset rate proceedings.  Although not anticipated, balances exceeding 2% of the gross annual revenues adopted for the most recent test year, or in the most recent annual report on file at the time a general rate order is being drafted will disposed of in that order.

At the time offset rates are granted, the total of the accumulated accruals in all balancing accounts must be amortized if that total exceeds 2% of the gross annual revenues adopted for the most recent test year, or in the most recent annual report on file.  The balances to be used are the most recent available to the utility at the time it files for offset rates.  Amortization of the balancing accounts will not be required, if at the time general or offset rates are granted a utility can demonstrate that the total of the accumulated accruals are likely to decline below the 2% level with in the next 3 months.

Balances whose absolute values are less than 5% of the gross annual revenues adopted for the most recent test year, or in the most recent annual report on file are to be amortized over one year.  Balances exceeding 


(E) to add new Section 9 as follows:



In general, balances in the balancing accounts will be disposed of in advice letter offset rate filings or in general rate cases.


On or before May 15 each year, a water utility or a district(s) of the water utility must file an advice letter for balancing account rate offset to address the annual balance in the balancing accounts for the prior calendar year.  Failure to make such filing shall result in vacating of all expense entries in the balancing account.



The expense component of the balancing account will be subjected to a recorded rate of return test versus the authorized rate of return (the most recently authorized rate of return for the district or company, as applicable).  The recorded rate of return is calculated as follows:

Total Recorded Revenue – Surcharge Revenue- Recorded Allowable Expenses 

Recorded Weighted Average Rate Base

 The expense components in the balancing accounts must be disposed as follows:


9(a) The utility may recover the expense component of the balancing account, up to the authorized rate of return by a special condition (surcharge) in the tariff if the recorded rate of return is less than the authorized rate of return.  The expense component that exceeds the authorized rate of return will be disallowed.

9(b) The utility must remove expenses booked to the balancing account in the prior calendar year that have not been deemed recoverable based on the above rate of return test.

9( c) Any amount disallowed shall be spread evenly by subtracting 1/12 of that amount  from each month of the year being analyzed and the carrying charge (interest) adjusted accordingly.

For Class A water utilities, expense entries to balancing accounts shall not be continued after a general rate case cycle. 
(F) to add new Section 10 as follows:

10. SURCHARGE/SURCREDIT

Recovery of a net under-collection in the balancing account will be by a surcharge calculated as shown under the section titled Rate Design (end of Section 6) using the recorded sales and/or recorded number of customers for the most recent full calendar year.  

Refund of a net over-collection in the balancing account will be by a surcredit calculated as shown under the section titled Rate Design (end of Section 6) using the recorded sales and/or recorded number of customers for the most recent full calendar year.  

If it is reasonably anticipated that in the current year the allowable expense component accumulated to the balancing account will be in excess of 2% of gross annual revenues, a separate surcharge/surcredit may be established to account for these expenses.  This will not in any way alter the subsequent review of these expenses in the next year.

(G)  to renumber the existing Section 10 as Section 11.

Appendix D

Procedures for Maintaining Balancing Accounts 

For Water Utilities

Dated May 18, 1983

Provided as hard copy only.

� Balancing accounts for water utilities were initially informally established by staff in the Commission’s Hydraulics Branch (precursor to today’s Water Division) pursuant to the provisions of Section 792.5 of the Public Utilities Code in 1977-78.  The impetus for this change was the volatile energy prices that followed the 1973-1974 Arab Oil Embargo.  Subsequently, the informal procedures developed by staff were modified and later put into final form by the Commission.  On May 18, 1983 the Commission agreed to adopt a document entitled “Procedures for Maintaining Balancing Accounts for Water Utilities.”  These procedures have been used since that date for the balancing accounts of water utilities.  A copy of these procedures is attached as Appendix D.


� Over the years a number of other expenses have been eligible for balancing account treatment including water testing expenses required by the state Department of Health Services; however, currently only electricity, water acquisition and pump tax expenses are eligible for balancing account treatment. 


� In 1996 Valencia earned 20.02% return on equity, nearly double its authorized rate of 10.5%.  Valencia’s average return on equity since 1995 has been 16.175%, approximately 54% above its authorized level. See Appendix A for a detailed record of Valencia’s earnings over the past decade.


� A.01-09-062, “Supplemental Direct Testimony of Thomas M. Zepp Regarding the Effect of Proposed Resolution W-4294 on the Cost of Capital of California Water Service Company, October 22, 2001, p. 6.


� A.01-09-062, “Supplemental Direct Testimony of Thomas M. Zepp Regarding the Effect of Proposed Resolution W-4294 on the Cost of Capital of California Water Service Company, October 22, 2001, p. 6.


� Resources, an Encyclopedia of Energy Utility Terms, Pacific Gas and Electric, 2nd Edition, p. 38


� S&P and Moody’s bond ratings are frequently used by parties in CPUC cost-of-capital cases in establishing comparable groups.  Bond ratings by other agencies are not typically used by the CPUC, the utilities, the ORA, or by other intervening parties.


� Standard and Poor's 2001 Corporate Rating Criteria, � HYPERLINK http://www.standardandpoors.com/ResourceCenter/Ratings ��http://www.standardandpoors.com/ ResourceCenter/Ratings� Criteria/CorporateFinance/2001CorporateRatingsCriteria.html, p.17.


� Ibid.


� A “stale” adopted quantity means that a utilities’ existing forecast of its anticipated water sales no longer reflect the actual sales the utility is actually experiencing.  Typically, “stale” adopted quantities reflect a level of sales that is significantly lower than what the utility is actually experiencing, thereby resulting in higher revenues than were forecast in the utilities’ last rate case.  This situation typically arises where a utility has experienced strong customer growth such as Valencia.
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