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INTRODUCTION

This handbook is intended to assist municipalitees)sultants, gas utilities and other interested
persons in understanding the principles and praesdinvolved in natural gas utility rate
regulation. Exercise of judgment is required inobeisg the issues surrounding utility rate
requests, and the methodologies set out hereinp@®ented only as possible methods for
resolving the issues identified. The methodologied suggestions in this handbook by no means
represent Railroad Commission of Texas policy, gdeat or a mandate. This handbook is
intended to only provide broad guidance to those llave questions about rate making. Also,
the handbook is not intended as a substitute fercadirom your attorney or qualified rate
consultant. Titles 3 and 4 of the current Texasitids Code (Ex. UTiL. CoDE), and the
Railroad Commission of Texas’ (Commission) Spedfalles of Practice and Procedure,
Substantive Rules, and General Rules of PractidePaacedure should be followed if there are
any conflicts between the statutes, the rules hischandbook.

A. PURPOSE OF REGULATION

Regulation of public utilities is intended to operan lieu of the competitive forces that are
believed to control prices for goods and servicesvided by most business organizations.
Utilities invest large sums of money at the outeebuild the facilities required to serve their
customers. Since a utility's initial capital invesint is so high, the existence of competing
utilities would be wasteful and inefficient. That why utilities are referred to as “natural
monopolies.” Normally, utilities operate most eiéiatly as monopolies, but with the potential
market abuses of a monopoly.

The Gas Utility Regulatory Act, The Cox Act, andh@t miscellaneous statutory provisions have
been revised and combined, along with the statgte®rning the regulation of electric and
telephone utilities, into a statute referred tdhesTEXAS UTILITIES CoODE (TEX. UTIL . CODE).
Title 3 of theTEX. UTIL . CODE replaces the Gas Utility Regulatory Act and thex @at, while
Title 4 replaces the other miscellaneous provisions.

The bill that codified the statutes was draftedthy Texas Legislative Council in 1997. The
process involved reclassifying and rearrangingstfatutes in a more logical order to make the
statutes more accessible, understandable, andeusathe 75 Legislature enacted the bill,
Governor Bush signed it, and it became effectivet&aber 1, 1997.

These statutes provide comprehensive regulatiogasf utilities in lieu of competition. Each
regulatory authority is empowered by tfiex. UTiL. CODE to enact rules and regulations as
necessary to adequately perform its statutory diynmission rules cited in this manual are not
binding upon a municipality when it is exercisig original jurisdiction, but they are applicable
when a case is appealed to the Commission anduheipality is a party to the appeal.

On December 24, 2004, the Commission created a$ufe7101 of 16 EX. ADMIN. CODE) to
implement TEX. UTIL. CoDE, 8 104.301 (sometimes referred to as the Gas IiRléla
Infrastructure Program or GRIP), which was enadtgdhe 78th Legislature. These statutory



and rule provisions promote investment in infrastuee that will improve the reliability and
safety of the Texas natural gas system. Previotisypnly way for a utility to increase its rates
was to file with the regulatory authorities a fotr&@atement of Intent rate package, including a
comprehensive cost of service rate case. Thioisesmes referenced as “traditional” rate
making. The Interim Rate Adjustment (IRA) statate rule allow a gas utility to apply with the
regulatory authority for an interim adjustment te base rates to recover the cost of new
infrastructure investment made by a utility sintselast comprehensive rate case. When a utility
applies for an interim rate adjustment, it is required to submit a comprehensive rate package
demonstrating the reasonableness of its cost viceer More details of the IRA requirements are
discussed in a following chapter in this handbook.

B. EXPLANATION OF PACKET LAYOUT

This handbook contains seven Chapters followinglttduction. The first Chapter explains
the legal authority under which a city may act ¢b satural gas rates, and explains procedural
steps that are appropriate at the city level. Témisd Chapter provides a broad overview of
ratemaking methodology. The third Chapter alsosiedh the substance of rate calculation, but
in much greater detail. The fourth Chapter setspootedures to be followed before the Railroad
Commission in the event that the city's rate sgttaction is appealed. The fifth Chapter
discusses the specific requirements and particofatise Interim Rate Adjustment filing that is
an option to the utility. The sixth chapter disses the use and applicability of Cost of Service
Adjustments (COSA) approved by the Commission. alyn the seventh Chapter contains a
glossary of terms and a bibliography.

C. TEXAS NATURAL GAS RATES -- FREQUENTLY ASKED QUESTIONS

Q: How many Texas customers obtain gas through natal gas distribution systems?

A: Texas natural gas distribution systems include @@estor owned utilities and 84
municipally owned systems through 2010. Theserahgas distribution systems serve
4.5 million customers, which comprise domestic letwdds, small commercial, and large
industrial customers.

How many Texas cities are served by natural gadistribution systems?

Over 1,100 Texas cities are served by naturaldistribution systems. 85 of these cities
are served by municipally owned distribution systerithe rest of these cities are served
by investor owned utilities.

2O

How much gas is purchased through natural gas diribution systems in Texas?

392 billion cubic feet of gas was purchased tglomatural gas distribution systems
in2010. This was 16% of all gas consumed in TeeB6{ billion cubic feet). Gas sales
through natural gas distribution systems (municipadl investor owned) totaled over
$115 billion in 2010.

>

Q: Who has jurisdiction over natural gas rates in nost Texas municipalities?



The majority of Texas municipalities are serveditnyestor owned utilities. In these
municipalities, the municipality grants a franchise a utility company, and the
municipality has original jurisdiction (and the Raad Commission has exclusive
appellate authority) over the rates, operations services of the natural gas utility
within the municipality. The Railroad Commissioashno authority over the rates,
operations, and services of a municipally owned @idlgy within the municipality’s
boundaries.

If I live in a municipality which is served by an investor owned natural gas utility
and | have a concern about my natural gas rates daill, to whom do | complain?

Since the municipality has original jurisdictionen the rates, operations, and services of
the natural gas utility within the municipality, tomer complaints should be addressed
to the municipal department which is responsiblettie administration of this contract.

Does the Railroad Commission of Texas have jumction over a city’s natural gas
rates?

By statute, the city, as the regulatory authotitys a legal obligation to set rates that are
just and reasonable. If the utility or any othartp to the proceeding at the city is not
satisfied with the rates set by the city, that sygd party may appeal the city’s rate
ordinance to the Commission, where rates will béere@ned through a formal
evidentiary rate case proceeding. The city hasdstg to participate in this appeal as a
party. An appeal by any party of the rates seCbynmission order would go to Travis
County District Court.

The Commission monitors the overall quality of sevand rates provided to a city by an
investor owned utility. Through regular auditse tBommission assures, among other
service issues, that the utility charges its custenthe rates which have been formally
authorized, and orders refunds if customers haee bgercharged.

Does the Railroad Commission of Texas have jurisction over any other natural gas
rates?

Yes, the Commission has exclusive original judidn over natural gas utility rates in
areas outside of municipalities, such as “envirpfighincorporated areas” and “special
rate areas.” Areas adjacent to a municipality serded by the same distribution system
serving the municipality are referred to as “enngd Areas outside and not adjacent to
an incorporated municipality are referred to asiffaarporated areas” or can be “special
rate areas.” Unincorporated areas are areas tbaticd adjacent to a municipality but
have rates the same as a nearby municipality sdrydide same utility. Special rates by
definition are rates applicable only to serviceawgiven utility within a specified area
and not specifically keyed to the rates chargedannincorporated area. Also, the
Commission has exclusive original jurisdiction otlee rates and services of a utility,
such as a natural gas pipeline, that delivers gaa dlistribution utility, or “city gate
rates”. And, in the case of Interim Rate Adjusttse(iRA), both the Cities and the
Commission have the authority to approve an IRAitheir jurisdictions. A municipal
denial of a proposed IRA may be appealed by tHgyut the Commission.
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Can the Railroad Commission of Texas provide aggance to municipalities which
are faced with a proposed natural gas rate increa8e

A municipality may request the Railroad CommissadrilTexas to advise and assist the
municipality on a natural gas utility matter perglinefore the Commission, a court, or
the municipality’'s governing body. Cities shoul@ laware, however, that budget
constraints imposed by the Legislature limit theorgces that the Commission has
available for providing assistance to municipaditieThis Rate Review Handbook can
provide a general guidance and the Commission lageg many Proposals for Decision,
Orders and schedules on its web site for revieve. fdndbook contains a comprehensive
review of the ratemaking process. Information rdgmey these publications is available
by phone at (512) 463-7167 or in the Gas Servieetian of the agency’s web site:
www.rrc.state.tx.us

What other sources of assistance regarding evadtion of proposed rate increases
are available to a city?

City staff may have the expertise required to @&t a proposed rate increase. |f
necessary, many consultants, attorneys, and atsoesiaare available to provide
assistance, usually on a fee basis.

Can a utility change my city’s natural gas rates?

A utility can propose to raise or lower the raiesharges to provide natural gas
distribution service within a city. Proposals meriease rates are most common. A utility
must follow a specific, formal process to proposd anplement a rate increase. But, a
rate decrease can be implemented simply througfilithge of a new tariff.

What is the process a utility must follow to prgose a rate increase?

A utility must file a written statement of intetat increase rates with the city it serves and
publish notice in a local newspaper for four sust&s weeks, and may not put the
increased rates into effect until at least 35 ddter filing the statement of intent. Upon
the filing of a statement of intent, the city make one of several actions:

1. The city may take no action at all, in which case proposed rate increase will
automatically take effect after day 35.
2. Unless the increase is a “a major changed.(one that would increase the

aggregate revenues of the utility more than theatgreof $100,000 or 2.5
percent), the city, for good cause shown and uadgrconditions the city may
prescribe, may allow a rate increase to take etietdre the end of the 35 day
period.

3. The city may suspend the proposed rate increasanfadditional 90 days beyond
the 38" day (a total of 125 days from the date that thgainrate increase was
filed). If, after 90 days from the date that th@tement of intent of proposed rate
increase was filed, the city has not establishedl fiates, the utility may put into
effect a rate less than or equal to the proposteduon filing a bond payable to
the city. If, by the 125 day from the date the statement of intent wasl fithe
city has not adopted a rate ordinance setting fiauals, then the city is considered
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to have approved the rates proposed by the utdrig, they go into effect after the
125" day.
4. The city may expressly deny any rate increase hichwvcase the utility may:

a) maintain the existing rate schedule;

b) appeal to the Commission the city’'s rate ordinasheeying the requested
increase in rates; or,

C) file with the city a statement of intent proposiendifferent rate increase.

5. The city may expressly grant a lower than requesdésl increase, in which case
the utility may:

a) appeal to the Commission the city’s rate ordinasheeying the requested
increase in rates and setting rates at a lowel thaa requested,;

b) put the new rates into effect (even though theyl@anesr than the utility
originally requested), and file with the city a newstatement of intent
proposing another rate increase; or,

C) simply put the new rates into effect (even thouggytare lower than the
utility originally requested).

6. The city may expressly approve the requested natease as filed.

How often can a utility propose a rate increas¢o a city?

A utility can propose a rate increase to a cityoften as the utility desires. In practice,
proposals to increase rates rarely occur more &etijaithan once per year. Often many
years pass before a utility seeks a rate incredathin the requirements of the IRA, once
invoked a utility must file for an adjustment anliyaand file a Statement of Intent
within 5 years of the initial IRA filing for a fultate review.

If a city denies a proposed rate increase and is appealed to the Commission or
district court, what expenses will the city and itgatepayers face?

The governing body of any municipality participati in or conducting ratemaking
proceedings may select and engage rate consul@rteuntants, auditors, attorneys,
and/or engineers to advise and represent the npatitgi with litigation or natural gas
utility ratemaking proceedings before any regukataunthority or in court. The natural
gas utility engaged in those proceedings is reduioereimburse the governing body for
the costs of those services only to the extent ttiatcosts are found reasonable by the
applicable regulatory authority. The natural géty commonly recoups these costs
along with its own reasonable rate case expenseapblying a surcharge, which is
determined by the regulatory authority, to itsitytitates for that particular municipality.
This surcharge usually is applied on a per customngoer Mcf basis and is typically
spread out over a period of time to reduce its rhma ratepayers. The regulatory
authority typically monitors the amount of moneylected under the surcharge to ensure
that the utility does not over collect.

What percentage increase is being proposed in ¢hstatement of intent?

Most statements of intent propose a percentageinatease. The percentage increase is
most frequently stated as the increase in totamegs, including the portion of revenues
which covers the cost of natural gas purchasesceShe cost of natural gas is simply



passed through to the customer without a profimesprefer to exclude from the
calculation of a rate increase revenues which ctheecost of natural gas purchases. The
following example illustrates the difference betweacluding and excluding cost of
natural gas pass-through revenue when calculatpeye@entage rate increase.

Present Proposed % Rate
Rates Rates Increase
Total Operating Revenue
(Including Cost of Gas) $300,000 $315,000 5%
Cost of Gas $220,000 $225,000
Total Operating Revenue
(Excluding Cost of Gas) $80,000 $90,000 12.5%

>

Where can | get further information regarding the topics discussed in this section?
Call the Gas Services at (512) 463-7167 or vigt@lommission’s web site at
www.rrc.state.tx.us.



CHAPTER I.
JURISDICTION AND PROCEDURES

SECTION 1 - JURISDICTION

City jurisdiction over natural gas distributioneatand services was implied under the Cox Act
and was specifically granted in the Gas Utility Rlegory Act. A municipality has original
jurisdiction over the rates, operations and ses/m®vided by any gas utility distributing natural
gas within the city or town limits pursuant t@xt UTIL. CoDE § 103.001. In contrast, K. UTIL.
CoDE § 102.001 gives the Commission original jurisdictiover utility distribution rates and
services outside the city limits and in other uomporated areas and over city gate sales, and
appellate jurisdiction to review the rate ordinaoe orders of municipalities.

As a regulatory authority, as defined irexXT UTiL. Cobe § 101.003(13), the city has the
authority:

* To make reasonable inspections of the papers, basksunts, documents, or other
business records of the utilityeX. UTIL. CODE § 102.203

* To require the filing of rates, rules, and regaas. TEX. UTIL. CODE § 102.151

* To fix just and reasonable standards of servideettollowed by the utility.
TeX. UTIL. CODE § 104.252

* To provide for the examination and testing of equept. Tex. UTIL. CODE 8§ 102.205

» To engage rate consultants, accountants, aud#ticsneys and engineers to assist in
ratemaking proceedingseX. UTiL. CoDE § 103.022.

» To establish rates.Ek. UTIL. CopE § 103.001.

TeEX. UTIL. CoDE 8§ 103.022 gives cities the right to hire rate citasits, auditors, attorneys, and
engineers to assist with the ratemaking proceedipgs request by the city; the public utility is
required to reimburse the governing body for thesomable costs of such services, which are
passed on to the ratepayers. A city may, of cousksst to pay for such services from tax-
generated revenue. The city should plan expenditaog only on a basis of reasonableness but
also on a basis of cost effectiveness.

Under Tex. UTIL. CoDE § 102.005, the Commission may advise and assistaipalities upon
request in connection with questions and proceadumgler the statute. Cities should be aware,
however, that budgetary constraints imposed by Ltbgislature limit the resources that the
Commission has available for providing such asscsa



SECTION 2 - PROCEDURES AT THE CITY LEVEL

The procedures and legal standards for ratemakiocepdings are generally contained &xT
UTIL. CobE Chapters 102 and 104. Ratemaking proceedingypically initiated by a utility by
filing a statement of intent to increase rates uAdx. UTIL. CODE § 104.102. The utility must
provide notice in accordance witleX. UTIL. CODE § 104.103. The city, however, may initiate a
rate proceeding on its own motion or on the conmmplaf any affected person, and if, after notice
and hearing, it finds that existing rates are uswaable or in violation of the law, it may adopt
new rates. Ex. UTIL. CoDE § 104.151.

A. STATEMENT OF INTENT

Under the terms of 8x. UTIL. CoDE § 104.102, a utility may not increase its ratethout filing,

at least 35 days prior to the effective date ofpgleposed increase, a statement of intent with the
regulatory authority having original jurisdictionTex. UTiL. CoDE § 104.102 sets out
requirements for the content of the statementtehit) which must:

» specify a proposed effective date which is at I8&stlays after the filing date, except
upon a showing of good cause;

» state the proposed revisions of tariffs and sclesd@nd specify in detail each
proposed increase;

» state the effect of the proposed increase on coyngmenue;
» state the classes and numbers of utility custordéested; and,

» contain such other information as may be requingthb regulatory authority’s rules
and regulations.

B. NOTICE

A copy of the statement of intent must be mailedi@ivered to the appropriate officer of each
affected municipality. #x. UTIL. CODE § 104.102(b). If a proper statement of intent basn
filed, the city may proceed with its rate deterniima. If the statement of intent is defective, the
city may allow the filing of a proper or amendedtsment of intent. The statute does not require
that statements of intent include data to suppatrate request. However, because the city must
evaluate the basis of the request in order to ohéter its reasonableness, the city shall require
the utility to submit supporting information to thaty during the course of the city's
investigation of the merits of the rate requesx. TUTIL. CoDE § 103.021.

In addition to filing the statement of intent witie city, the utility must publish notice for four
successive weeks in a newspaper having generallation in each county with territory
affected by the proposed change. The time limit$ publication requirements set out i&EXT
UTIL. CoDE § 104.103 do not apply to a complaint proceedimden TEX. UTIL. CODE § 104.151.



Instead of publishing newspaper notice, a gasytiiay provide notice to the public in an area
outside the affected municipality or in a municipalith a population of less than 2,500 by
either mailing the notice to each customer or idclg the notice in each customer’s billEXT
UTIL. CoDE § 104.103(b).

C. DISPOSITION

Rate proceedings before the city may generally tmegssed according to any applicable
provisions of the city charter. Howevergx. UTiL. CoDE § 103.021(b) requires that the city
make its rate determination using the procedurdsequirements of Title 3, Subtitle A (the Gas
Utility Regulatory Act) of the Texas Utilities Code

Once the proper statement of intent is filed anticeds given, the city council may on its own
motion or upon the complaint of any affected persold a hearing or hearings to determine the
propriety of the change. This decision may be matdany time within 30 days from the date
when the change would or has become effective, upasonable notice to all affected parties.
TeEX. UTIL. CODE 8§ 104.105. The city council is required to praveh opportunity for hearing in
each case where the change would constitute a rolagorge as defined ineX. UTIL. CODE §
104.101. Ex. UTiL. CoDE 8§ 104.104 prohibits a major change to take effeictr to the end of
the 35-day period prescribed bgxX UTiL. CoDE 8§ 104.102. An informal proceeding may satisfy
the requirement if no complaint is received befitve expiration of 45 days after notice of the
change has been filed.

Once the statement of intent has been filed, thehas several options for handling the rate
request. It may take no action and allow the predasate increase to take effect automatically at
least 35 days after the date of filing. Or the cdgpending on what its investigation reveals,
may:

1) expressly deny any rate increase;

2) expressly grant the proposed rate increasdlin f

3) expressly grant a rate increase less tharm¢haested;

4) expressly set rates that are lower than thes e utility is charging.

The city council should maintain a formal recorditsfdecision, whether through ordinance or
minutes. Whatever the city's decision, the utsityyuld be advised promptly in writing.

If the city finds that it cannot make an informeecision before the proposed effective date, it
may suspend the proposed rate pursuanteta UTIL. CoDE § 104.107. Upon delivery to the
affected utility of a written statement of its reas, the city may suspend the operation of the
rate schedule for a period of 90 days beyond the da which the schedule would otherwise
have gone into effect giving the city a total obldays to review the proposed rate increase.



If the city has not made a final determination with25 days after the proposed effective date,
Tex. UTiL. CoDE § 104.107(b) provides that the regulatory autkoist considered to have
approved the rate schedule. This approval, howévsybject to the city's authority thereafter to
continue a hearing in progress.

If the city chooses to suspend the rates, it maysider establishing temporary rates for the
period of suspension. EX. UTiL. CoDE § 104.108. Temporary rates may be subject to tcoedi
refund upon setting the final rate. Bonded ratesatcapply to cities, because they have to make
a decision by the 135day (which is 90 days from the date the rates dotherwise have gone
into effect). EEx. UTIL. CoDE § 104.109.

D. HEARING

Tex. UTIL. CoDE 8§ 102.251 requires that a record be kept of tbegeding before the city £X.
UTiL. CobE § 102.252 provides that all parties to the procegdre entitled to be heard in
person or by an attorney. Although thexTUTIL. CODE does not define the term “party,EX.
UTiL. CoDE 8§ 105.051 refers to complaints made by any “afi@gberson.” Presumably, any
“affected person” may be permitted to become aygarthe proceeding. An “affected person” is
defined in "EX. UTiL. CopE § 101.003(1) as a gas utility affected by an actb a regulatory
authority, a person whose utility service or raes affected by a proceeding before a regulatory
authority, or a person who is a competitor of a @#gy with respect to a service performed by
the utility or wants to enter into competition with gas utility. Mere participation in the
proceeding does not confer party status on a peRamty status is conferred only when the city
names or admits the person as a party to the piioagpeA party to the proceeding may appeal
the city's action to the Railroad Commission. SEXTATT'Y GEN. OP. NO. MW-355 (1981).

A city has several options available concerning fitepe of the data it will consider in
connection with applications for rate increasese ity may consider data covering the utility's
cost of providing service in just the municipalor it may consider system-wide dataxT
UTiL. CoDE 8§ 103.021. In appropriate situations, the city rhayt the scope of the hearing to
consider an identifiable rate factor that can ®lgaegregated. Sdeailroad Comm’n v. City of
Fort Worth 576 S.W.2d 899 (Tex. Civ. App.--Austin 1979, wraf'd n. r. e.).

E. ENVIRONS RATES

The Railroad Commission of Texas has original fidson over gas rates outside of city limits.
TeEX. UTIL. CoDE § 102.001. If a gas utility operates a system skeates both within and outside
the city limits and the utility desires a uniforeite covering both areas, it must file two separate
statements of intent, one with the city to increges in the city and one with the Commission
to increase rates in the service area outsideityh&nits, known as the “environs.” Commission
special rule 8 7.220(b) (16X. ADMIN. CoDE § 7.220(b)) provides that the utility may geneyrall
implement the same rate in the environs as has bpproved by the city council for the
incorporated areas. If the utility files simultansty with the city and the Commission, it is
likely that the Commission would suspend any pregosnvirons rate until the city has had an
opportunity to make an independent decision comegra proposed rate change in the city. In
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the past, a utility would typically file a statentesf intent to increase rates for an environs area
to match the rates already approved by the adjaigntOnce the city has taken action on the
statement of intent and has established a newatigy the Commission may allow the utility to
charge the same rate in the environs. Commissibstantive rule 8§ 7.45, governing quality of
service, applies to the environs areas and becqaesof the environs rates notwithstanding
whether the same rules are in effect in the relatedrporated area. When a city has granted
rates which reflect a late charge, such rates newgproved for the environs. Further, the
Commission has required that adjustment clausdsded as part of an environs rate conform
with Commission substantive rule§ 7.5525, regardosj and unaccounted for gas, and has
precluded establishing certain rate designs andxing procedures in areas of Commission
original jurisdiction.

In recent years, utilities and municipal represevea have preferred having the Commission
concurrently hear both the environs statement t@hinto increase rates and the appeal by the
utility of a denial by the municipality. The twamcketed rate cases are consolidated and heard
together for time and economic efficiency. Sind®% the vast majority of the utility’s
municipal and environs rate cases are heard togetheditionally, utilities are expected to file
schedules and workpapers sufficient to supporteéheested increase. Failure to file supporting
schedules and workpapers has resulted in filingsgbsonsidered deficient. It is important that
utilities adequately support their request.
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F. JURISDICTION OVER GAS UTILITY RATE CASES

ACity has original jurisdiction over Railroad Commission has original jurisdiction over:
gas rates and services of a gas utility 1) gas rates and services of a gas utility distributing
distributing natural gas in an natural gas in an unincorporated area; and
incorporated area. 2) sales for resale at the city gate.
Appeal
Appeal
Railroad Commiss_iop qf Texas Appeal ————P
(Appellate Jurisdiction)

Texas Courts

'

District Court of
Travis County

Appeal

Third Court of Appeals
Austin, Texas

Appeal

Supreme Court of Texas
Austin, Texas
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CHAPTER II.
OVERVIEW OF RATE REGULATION

SECTION 1- RATE REGULATION : A SUMMARY

Cost is the basis of utility ratemaking. A utilisyentitled to rates which generate revenue
equal to its costs. These costs fall into two aatieg: capital costs and operating costs. A
utility’s operating costs are its reasonable ancessary expenses. For purposes of rate
regulation, a utility’s capital costs are considete be its requiredeturn on investment

or its weighted average cost of money multipliedtey total amount of its investment in
the utility system, frequently referred to as thte base The regulator must identify the
appropriate rate base, the cost to the utilithefroney invested in the rate base, and the
cost of operations. The task then is to desigrsrtiat fairly generate revenue equal to
the costs incurred. EX. UTIL. CODE § 104.051.

Utilities are required to adopt the Federal EneRpgulatory Commission’s (FERC)
Uniform System of Accounts (USOA). EX. UTIL. CoDE § 102.101 and 16EX. ADMIN.
CopE § 7.310. The FERC USOA provides specific insiomg for account record
keeping and the manner in which the utility musttrcertain items, including gas plant.
All statement of intent filings should attest te thtility’'s adoption and use of the FERC
USOA for all operating and reporting purposes.

A. RATE BASE

Rate base is the utility’s investment in the systefrutility's rate base may be calculated
as: 1) original cost less book depreciatiort(invested capita); 2) reproduction cost
new less adjustment for age and conditioet(current cosf); or 3) some combination of
net invested capital and net current costx. TUTIL. CoDE § 104.053(b) provides that
these methods may be reasonably balanced usingghtimg of 60 percent to 75 percent
net invested capital and 40 percent to 25 peroeinturrent cost, to calculate the adjusted
value of invested capital.

Other components of the rate base woeking capital, customer deposits deferred
taxes construction work in progress (CWIP), andretirement work in progress.

When evaluating the utility's rate base informatitime regulator should be alert to

allocation issues, which, if not carefully scrutied, could result in improper rates. For a
discussion of allocation of system wide assets thistibution system, see Chapter Ill,

Section 1.C.

B. CosT OF CAPITAL
The cost of capital (the cost of borrowing money) can be used to adpus rate base.
The statute offers only a general standard, igefair return on the adjusted value of the

invested capital used and useful in providing sento the public.” EX. UTIL. CODE 8§
104.052.
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To calculate the cost of capital, a rate must Isggasd to each component of the capital
structure. Normally, the rates applied to debt preferred stock are embedded; that is,
they may be simply taken from the utility's booK&e regulator should be aware that
debt is sometimes listed at current interest ratkeen it was incurred at older, lower

interest rates. Interest rates applied to eackeigbdebt should be studied.

Thecost of equityis an area in which there is potential for a ay&rstatement, because
it can only be estimated. A utility's justificatidor cost of equity should be studied
carefully and checked against other cost formulas.

To determine the utility'sveighted average cost of capitalthe cost of each component
should be multiplied by the weight of each compdnand these weighted costs should
then simply be added. The product of this weighdedrage cost of capital and net
invested capital is the utility's required monetaeturn.

The utility's cost of capital includes several caments, of which debt, preferred stock,
and equity are the most common. In addition, if ukibty chooses to make no rate base
adjustment for customer deposits and deferred takese should be included in the
utility's capital structure. To avoid overstatemehtthe higher cost equity component,

capital costs can be assigned to the various coemsrof the rate base. Close attention
should be paid to companies which are either sidrvgad or operating divisions of larger

companies. In this case, the utility may use atahpiructure with a higher equity ratio.

C. OPERATING COSTS

Operating costs must be reimbursed from the raesthe rate base is adjusted for
operating costs. The starting point for calculgten utility's operating costs is book
revenue and expenses. Revenue and expenses asbouitit the sale of goods and
services other than utility services should be wietl; e.g., sale of gas ranges,
installation, etc. Certain expenses associated adtfertising and charitable contributions
may be excluded. Political contributions and loligyexpenses must be excluded under
TeEX. UTIL. CoDES 104.057. All payments made to affiliated supglietefined in EX.
UTiL. CoDE 8§ 101.003(2) require careful scrutiny to be derthat prices have not been
inflated. All payments made to affiliates must méwet standards ofEX. UTIL. CODE §
104.055. Failure to properly document affiliateangactions and provide the
documentation required ineX. UTIL. CoDE 8§ 104.055 could result in a filing being
considered deficient or a denial of affiliate expes

If allocations are necessary, the utility shouldsider using a Cost Allocation Model (or
Manual) (“CAM”), to support its allocation methodgly. Methods used to allocate
revenue and expenses should be scrutinized. Altotagsues fall into several categories.
First, the utility may allocate among classes aistoners, i.e., industrial vs. residential
and commercial. Second, the utility may allocatetipalar facilities and expenses to a
particular distribution system. Third, the utilityay allocate portions of its general plant
and management salaries to each distribution systanilities and expenses should not
be charged to more than one distribution system.
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After allocated book revenue and expenses are rdeted, the utility may attempt to
justify adjustments to these revenue and expenBks. most frequently proposed
adjustment is to account for variances in gas aopsion due to abnormal weather. In
addition to weather, the utility may justify othemown and measurable changes, such as
changes in tax rates, postage rates, salariedf ¢éhese adjustments are, in fact, known
and measurable, they should be allowed. Just be@adakange is known and measurable,
its reasonableness must also be determined, suehka®wn and measurable salary
increase. However, the utility may also attempjusdify other adjustments for attrition,
erosion, price elasticity and inflation. Since #emdjustments may be speculative in
nature, they should be studied closely. Furthesudision of these adjustments follows in
Chapter lll, Section 2.

The difference between adjusted revenue and expersseadjusted gross income.
Application of the appropriate federal income taterto this gross income results in the
adjusted net income. The difference between thestel] net income and the required
monetary return is the required net income incred&e dividing the net income
deficiency by the tax reciprocal, one derives thesg revenue deficiency. This, added to
the adjusted revenue, results in the total requiggdnue.

D. RATE DESIGN

Rate Design is the manner in which the utility iits customers. The utility’s rate
design should charge customers a fair amount ®itytpe and amount of gas use, while
allowing the utility to recover enough revenue twer its costs and make a reasonable
rate of return, or profit. The choice among theouss rate designs is primarily a matter
of policy. Usually, the policy involves a choicetlween multi-block rates and single-
block rates. In the case of multi-block rates, titiéty is allowed to charge a differing
rate for higher volume purchases. A single-blodle ia a fixed charge per unit of gas
consumption. A utility may also include a custonoliarge to be paid regardless of
consumption.

Other rate schedule issues deal with the allowahgperchased gas and other adjustment
clauses. A purchased gas adjustment clause isuablaltool to allow a utility's rates to
fluctuate according to a utility's cost of gas. Matly, this cost of gas will fluctuate more
frequently than the utility is able to seek andambtrate changes. The regulator should
also study the utility's need for a factor to remososts of lost and unaccounted for gas.
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CHAPTER III.
RATESETTING

SECTION 1- RATE BASE

Under TEx. UTIL. CoDE 8§ 104.053, the adjusted value of invested cajsitdie rate base.
SeeSouthwestern Bell Telephone Company v. Publictyt@iomm’n 517 S.W.2d 503
(Tex. 1978). Invested capital has been definedragnal cost less depreciation. The
rate base is comprised of a reasonable balancebetoriginal cost less depreciation and
current cost less an adjustment for present age@mdition.

A. TEST YEAR

TeEX. UTIL. CoDE 8§ 101.003(16) defines test year as the most ré@months for which
operating data for a gas utility are available eAttyear shall commence with a calendar
quarter or fiscal year quarter.

The present practice of the Commission is to usetdsalances as of the test year end
adjusted for known changes, as opposed to the gwdr@ance for the test year, because
year end data more accurately represents existindittons on which to base rates for
the future.

B. INVESTED CAPITAL

This includes all items used to provide utility\dee at the actual cost of the property at
the time it was dedicated to utility service, wtethoy the present owner or his
predecessor, less accumulated depreciatiex. UTIL. CODE § 104.053. The FERC
USOA provides specific instructions for gas plartaunting.

The Commission requires the straight-line methodiereciation for determining test
year depreciation and amortization expengex. UTIL. CoDE 88§ 102.152 and 104.054
and Commission substantive rule § 7.5252(a).

If the utility engages in both utility and non-itl activities, the investment must be
fairly and justly allocated between utility and Rotility activities. Commission
substantive rule 8 7.5252(c).

C. ALLOCATION OF SYSTEM-WIDE ASSETS TO ADISTRIBUTION SYSTEM

Frequently, the utility will allocate itgeneral plant or other assets to the distribution
system under consideration. Normally, the utilityogld not need to allocate the
distribution plant accounts, if separate accounts have been maidtaioe each
distribution system. If the utility needs to allde distribution plant accounts, however,
one accepted method for doing so is on the badisa#r feet of pipe. Such an allocation
can raise problems if the utility allocates newacilities in its system to an older
distribution system where the pipe has been degtezti
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In the case of a general plant, the most frequikottasion method seen is on the basis of
number of customers. This allocation is acceptaee most general plant expenses are
customer-based (e.qg., billing, accounting, eta.)addition, general plant must frequently
be allocated among different business enterpriB@s. is particularly true in the case of
diversified energy corporations which include tyildivisions. For this purpose, a multi-
factor formula is generally used. Such a formulgy nmglude: 1) sales revenue; 2) plant
in service; 3) operating expenses excluding overhda number of labor dollars for
personnel; and 5) number of operating units. Thecation factors should be chosen to
best reflect actual cost correlation. The weighimgsually equal unless some unusual
circumstance dictates otherwise.

D. CURRENT COST (REPRODUCTION COST NEW)

Current Cost or Reproduction Cost New involves dpplication of current prices to
existing assets. The objective is to determinectist required to reproduce those assets
presently in use. Replacement cost, on the othaed,heepresents the application of
present prices to similar assets, some of which beaiechnologically superior to assets
actually in use. Since Commission practice invol#es strict duplication of existing
utility property, replacement cost is not consider&ee Webp Utility Rate Base
Valuation in an Inflationary economy, Public UtiRegulation in Texas - A Symposium,
28 Baylor L. Rev. 823 (1976).

An alternative approach to determining current dosblves the application of trend

indices to the original cost of various assets.dx@mple, the Handy-Whitman Index, the
Engineering News Record Building Construction Indamnd the Wholesale Price Index
(developed by the U.S. Department of Labor) hawwnhesed.

The adjustment for age and condition representsdifierence in value between the
present plant and what it would be if new. The Cassion presently uses an adjustment
for age and condition equal to the ratio of accuated depreciation to original cost.

It is important to note that the Commission preféne use of original cost, less
accumulated depreciation, to determine rate ba€¢her methods, if necessary and
adequately supported, may be approved.

E. OTHER RATE BASE ITEMS
1. Construction Work In Progress

Many utilities urge the inclusion of an account émnstruction work in progress (CWIP)
in the rate base. It should be included as a coemonf the rate base only where
necessary to the financial integrity of the utiligt cost as recorded on the books of the
utility, TEx. UTIL. COoDE§ 104.053. The Commission allows CWIP only whenvaored
that without it, the utility cannot meet its capitdligations, raise needed capital, or that
there will be an impairment of the utility's semicCommission substantive rule8 7.5212.
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16 TEx. ADMIN. CODE§ 7.5212.

An allowance for funds used during construction JEKC) may be capitalized at a
reasonable rate at the time the item goes on finkase instances where CWIP is not
included in the rate base. Commission substantibe§ 7.5212. 16 8x. ADMIN. CODE §
7.5212.

2. Working Capital

The Commission prefers the use dead-lag studyto determine working capital. If a
utility does not have the means to perform or te lai consultant to perform a lead-lag
study, Commission practice is to provide for 45 -day 12.5 percent of operating
expense, excluding cost of gas purchased, depmtianhd taxes, plus the 13-month
average amount of materials and supplies and theage prepayments.

3. Contributions in Aid of Construction and Custamdvances

Donations or contributions of cash, services, apprty from individuals, companies,
states, municipalities or other governmental agenciand others for construction
purposes, and advances by customers which are iteflreded either wholly or in part,
are accorded two optional treatments. Such funelsleducted from the rate base and not
included in the company's capital structure, oy thie left in the company's rate base and
are included in the company's capital structuth@tcompany's cost, if any.

Note: The Texas Supreme Court held Sunbelt Utilities v. the Public Utility
Commission589 S.W. 2d 392 (Tex. 1979) that, where the dmez of property
and the utility have common ownership, the devealgpeost of installing the
utility system was recovered from the utility's tmmers through sale of the lots,
and was therefore a customer contribution in aidoofstruction and was properly
excluded from rate base.

4, Customer Deposits
Two optional treatments are accorded customer dspd9 The deposits are deducted
from the rate base and the interest paid to theomes on these funds pursuant exT
UTiL. Cope Chapter 183 is included as an expense item; tre2§leposits are left in the
company's rate base, and they are included ad afgae company's capital structure.

5. Investment Tax Credit
Pursuant to Ex. UTiL. CODE § 104.056, the tax savings derived from the investniax
credits taken by the company are to be divided betwpresent and future customers to
the extent allowed by the Internal Revenue Code.

It has been Commission practice not to reducedtelyase for pre-1971 investment tax
credits. Commission substantive rule § 7.501(3).TAx. ADMIN. CODE § 7.501(3).
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The treatment accorded post 1970 investment taditsrdepends upon the election made
by the company under Section 46 of the InternaldRae Code. If the company has made
no election, it is deemed that a rate base redudiection has been made. Under this
election, the Internal Revenue Code allows a rateelreduction in the amount of any
investment tax credit taken. However, the reductiarst be restored to the rate base in
equal installments over the life of the assets bitlwvthe credit is taken.

Therefore, a utility must take either the Secti@nrdduction or a rate base reduction. |If
the company has made a cost of service reductiecti@h under Section 46 of the

Internal Revenue Code, a rate base reduction Halpted. Any rate base reduction, even
if it is achieved in an indirect manner, will cause company to lose its eligibility to

claim the credit. The treatment to be accordedst abservice reduction is discussed in
Chapter 1ll, Section 4, Revenue and Expenses. THble 1 presents an example

calculation of the impact of the investment taxddréased on a 2004 test year. In this
example, the rate base would be reduced by $8,850.

TABLE Il -1
(a) (b) (©) (d) (e) () 9)
Year Amount Annual Net
Credit of Servic| Credit | Multiplier | Restoratio| Reductio
Taken Credit e (b) /(c) | (TestYr. - n n
Life @ d)x(e) | (0)-(
2000 $2,500 10 $250 3 $750 $1,750
yIs.
2001 $4,000 20 $200 3 $600 $3,400
yIs.
2002 $2,000 20 $100 2 $200 $1,800
yIs.
2003 $2,000 20 $100 1 $100 $1,900
yIs.
Total $8,850
6. Deferred Income Taxes

Deferred taxes arise because of timing differermetsveen the recognition of certain
items for book (i.e., liberalized depreciation for tax purposesd astraight line
depreciation for book purposes). Further, the compaay expense interest and real
property taxes accruing during construction pragefiir tax purposes, but it may
capitalize these items and write them off overlifieeof the asset for book purposes.
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Two approaches, flow-through and normalization,ehbgen developed for the treatment
of a utility's federal income tax liabilities. Thi#ow-through method attempts to
recognize as tax expense for regulatory purposeadtual tax shown on the returrexT
UTiL. CoDES 104.056 has been interpreted by the Commissionprthibit the
flow-through method because of the mandategr. UTiL. CODE § 104.056(a)(1) that the
benefits of tax savings be balanced equitably betmwmesent and future customers.

Under the normalization approach, the company aatates in its deferred tax accounts
the difference between the amount of income tgxais and the amount it shows for
book purposes. One normalization method is to redbe rate base by the amount of
deferred taxes attributable to a particular systdm.alternative method is to make no
rate base reduction for deferred taxes, but taudelall of the company's deferred taxes
as a part of its capital structure at zero coste fbrmalization approach meets the
statutory intent of sharing the benefits of tax isgs between present and future
customers, because this approach spreads theviagsaver the life of the asset.

Note: Commission substantive rule 16XT ADMIN. CoDE 8§ 7.501(2) requires a gas
utility to report the amount of any income tax sm& or deferrals derived from
the application of such methods as liberalized elgption or amortization.

7. Insurance Reserve

Some utilities are self-insured and have a resaceeunt for use in the event of losses.
Some cities urge that the insurance reserve shedlace the rate base, even though the
insurance reserve is not included in the rate bHse.reserve is not a rate base reduction
under present Commission practice.

8. Retirement of Plant Assets

The retirement of a plant asset from service i®acted for by crediting the book cost to
the utility plant account in which it is includedit the same time, accumulated
depreciation is debited with the original cost dhe cost of removal and credited with
the salvage value and any other amounts recoveuetl,as insurance.

9. Acquisition Adjustment

When a company pays a purchase price above th&rigetal cost for a utility operating
unit or system, it often requests an acquisitiojugithent as a rate base addition. The
acquisition adjustment is equal to the differenetween the price paid and the net
original cost. Similarly, when a company pays achase price that is below the net
original cost for a utility operating unit or systean acquisition adjustment is used by
the Commission to reflect the actual investmentlierpurpose of calculating a return on
rate base. Such an item may be a proper experseamortized.

10. Summary of the Impact of the above Rate bagaslt
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Each of the above rate base items can be inclusledate base deduction or included in
capital structure, but not both, because the utility should onlyablewed to recover for
each item once. Table Il - 2 presents the impa&ach of the above rate base items if
they are included as a rate base deduction ordedlin capital structure.

TABLE IIl =2
Treatment | Treatment Il
Contributions and Contributions and
Advances, Advances,
Customer Deposits and Customer Deposits and
Other Rate Base Items Deferred Income Taxes Deferred
Used Income Taxes Included in
as Rate Base Reduction Capital Structure
Construction Work in $0 $0
Progress
Working Capital $508,850 $508,850
Contributions & Advances $(20,000) $0
Customer Deposits $(120,000) $0
Investment Tax Credit $(8,850) $(8,850)
Deferred Income Taxes $(200,000) $0
Insurance Reserves $0 $0
Retirement of Plant Assets $0 $0
Acquisition Adjustments $0 $0
Totals $160,000 $500,000
F. RATE BASE SUMMARY

TeX. UTIL. CoDE § 104.053 requires gas utility rates to be basethemdjusted value of
invested capital used and useful to the utilityproviding service, and that the adjusted
value shall be computed on the basis of a reasertalance between the original cost
(less depreciation) and the current cost (less djusement for age and condition).
Commission practice, if necessary, is to weigh or@inal cost at 60 percent and net
current cost at 40 percent. UndexxXTUTIL. CoDE § 104.053, the weighting to be applied
to each of the components is discretionary with régulatory authority so long as net
original cost is weighed no less than 60 percentnmare than 75 percent and net current
cost is weighed no more than 40 percent or less2bgercent.

The regulatory authority has the discretion toteetpercentages of each element in the
rate base within the limitsek. UTiL. CoDE 8§ 104.053 on a case-by-case basis, in order
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to adjust the monetary return to the proper leBde Southwestern Bell Telephone
Company v. Public Utility Commissioh71 S.W. 2d 503 (Tex. 1978).

Table Il - 3 summarizes the calculation of totater base as discussed in Chapter 3,
Section 1 and illustrates an example of the 60/digkting of original/current plant cost.

TABLE Ill -3

Invested Capital $1,000,000
Less Accumulated Depreciation $ 200,000
Net Original Cost $ 800,000
Other Rate Base Items (Net) $ 500,000
Total Invested Capital (a) $1,300,00(4
Current Cost $2,000,000
Less Adjustment for Age and Condition $ 400,000
Net Current Cost $1,600,000
Rate Base

Net Original Cost = 800,000 x 60% = $ 480,000

Net Current Cost = 1,600,000 x 40% = $ 640,000

Other Rate Base Items (added since originaltplas constructed) $ 500,000

Total Rate Base (Adjusted Value Rate Base) (b) $1,620,000
(a) The composite cost of capital may be applieithis figure to determine the required
monetary return
(b) The require monetary return is then dividedHy figure to determine the rate of
return on the adjusted value of invested capital base.
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SECTION 2 - CosT OF CAPITAL

Utilities acquire capital primarily by borrowingé€tt) or selling stock (equity). Like pipe
or stationery, money has a “cost”. That cost ieaeined by the return the lender or
investor requires. Financial theory postulates teatrns must be commensurate with the
investment risk. That is, the higher the risk, thigher the return. This Section will
examine issues relating to capital structure ardcthst of debt, preferred stock, equity,
and other sources of funds, in order to developsdimate of the utilities’ cost of capital,
alternatively referred to as its rate of returnnc® a company’s capital structure and
actual or estimated costs of debt and equity haen lidentified, the company’s overall
rate of return can be estimated by determiningwiesghted average cost of capital
(WACC). This is described in greater detail intgecG.

A. CAPITAL STRUCTURE

In order to determine a utility's cost of capiiélis necessary to determine the types of
investment in the company. The ratios of the varisources of capital to total permanent
capital is called the utility's capital structuBecause some sources of money are more
costly than others, the utility's capital structwan have a significant impact on the
overall cost of capital.

The first step in arriving at a proper capital stwe is to determine the amount and types
of total permanent capital invested in the compaiyort-term debt is often used by
corporations as a form of interim financing unting-term financing is available.
Company records will show if short-term debt hagrbeelied on in recent years. If
short-term debt is part of the permanent capitaksire, adjustments will be needed. The
ratio of short-term debt to total capital commofilyctuates broadly over time. In this
case, a trending or averaging technique, temperedutbigment, will provide an
acceptable ratio of short-term debt to total cépita

Trends in corporate capital structures should lzmexed before automatically assigning
the end of the test year's capital component wgighCompany activity in the capital
markets, or lack of it, may skew its capital stawmet when compared to its historical
norm. It is important to realize that capital stures evolve as a company's scope of
activities and risks changes.

Companies maintain a capital structure that manageieems to be optimal given the
mix and risk of corporate activities. Gas distribotcompanies typically have high debt
to equity ratios when compared to other industieblems arise in rate cases where the
gas utility is part of a diversified corporatiom these cases, the Commission generally
looks at the parent corporation's consolidated tahgtructure, weights the individual
components, and assigns them to the investmeheintility. If the consolidated capital
structure is far out of line with the industry aage, as shown in Moody’'s Utility
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Manual, a typical industry capital structure maycbasidered.

Another consideration is the capital structure gl utilities. Some small utilities are
heavily equity financed. A company can reasonaklgxpected to lower the overall cost
to its ratepayers by using debt financing, but tl@termination should be made only after
very careful consideration. Often a small utilittaynnot have the financial capacity to
borrow long-term fixed rate funds. They might evack the financial strength to support
or even qualify for short-term borrowing. If a debténation is made that the company
could have issued debt at reasonable cost anditye@reasonable capital structure for
the company can be assigned for ratemaking purposes

B. DEBT AND PREFERRED STOCK

The company's books should clearly display the abking-term and short-term debt. If
debt will be maturing while the rates will be infesft, replacement costs of that debt
should be considered. In any case, the properafadtbt is the embedded cost of debt
with adjustments made for current maturities.

If the original debt was sold at a discount, ogxpenses were incurred in contracting for
the debt, it is proper that the utility be allowtedncrease the coupon rate to amortize the
discount or debt expenses. For debt sold at a prapnthe premium should be amortized

SO as to decrease the coupon interest rate.

Table 1ll - 4 presents an example of an acceptethadeof determining a company's
embedded cost of debt. The same procedure shoulébllmsved to calculate the
embedded cost of preferred stock.

TABLE Il —4
(a) (b) (€) (d)
Amount Issued and| Percent Weighted
Not Refunded or of Total Cost
Canceled (b / Total) (axc)
First Mortgage Bonds
5% due 2000 $ 1,000,000 10.00% 0.50%
6% due 2005 $ 500,000 5.00% 0.30%
Sinking Fund Debentures
6.25% due 1998 $ 2,000,000 20.00% 1.25%
8% due 2005 $ 6,500,000 65.00% 5.20%
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Total $10,000,000 100.00% 7.25%

The weighted average cost of debt or preferredksi®sobtained by multiplying the
interest rate of a particular issue by the ratiahaft issue to total permanent debt or
preferred capital. This must be done for each ismsuek the components must then be
added to arrive at the embedded cost.

C. EQuITY
1. Fundamentals of the Cost of Equity

The cost of equity capital is much more difficildtdetermine. It does not have a stated
rate of return or interest as do loans, bonds efepred stock. An equity investor still
expects to receive a return on their investmenis Téturn is in the form of dividends or
increases in the value of the stock, or both. Tdst of equity to a company is the rate of
return necessary to get investors to purchase ohgpany's stock. This rate is not
directly observable in the market place but mustdienated for ratemaking purposes.

The law requires that the estimated cost of ecagthigh enough to allow the company
“to maintain its financial integrity, to attractmital and to compensate its investors for
the risks assumed.”Federal Power Commission v. Hope Natural Gas Compa20
U.S. 591, 64 s. Ct- 281, 88 L. ED- 333 (1944). hother case, the Supreme Court of
Texas saidthe rate of return must be high enough to attragtla capital but need not
be beyond that [amount]Railroad Commission v. Houston Natural Gas Corpiomat
289 S.W. 2d 559 (Tex. 1956pputhwestern Bell Telephone Company v. Publictitili
Commission571 s.w. 2d 203 (Tex. 1978).

2. Techniques for Estimating the Cost of Equity

Four methods for determining the cost of equity @@st frequently presented to the
Commission. Those methods, which will be specijcadddressed below are: a)
discounted cash flow, b) discounted cash flow ommarable companies, and c) the
capital asset pricing model (CAPM) and d) comparaarnings analysis.. Utilities will
often employ more than one technique in estimatiegcost of equity.

a. Discounted Cash Flow (DCF)

Discounted cash flow is the most widely acceptethott of estimating the cost of equity
for publicly traded companies. The DCF techniquespmes the basic efficiency of the
market place in setting the price of a stock. Ithe action of the market place that
reflects the true cost of capital. The underlyirsguanption of the DCF model is that
investors are buying securities based on their @erpedividend yield and increased
value.

The DCF formula attempts to reproduce that pricehagism to arrive at an
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estimate for equity return. The constant growthivd¢éion of the DCF is shown as
Expected Return = Dividend rate per share + growth.

D,
Ke = + 9
Po
Where K = expected rate of return on equity (the utsityost of equity)
D; = dividends in the upcoming year
P, = current price (a trend of 2 or 3 months)
g = long-term growth expectations

In estimating "g”, the analyst is not concernedhwihe rate at which the firm will
actually grow, but rather the long-term growth estpgons of the investors. Judgment is
required as past performance cannot be automatisaumed to continue indefinitely.
Changes in market potential, gas supply, competifivicing, regulation, economic
climate, all have an impact on growth. Investorsriféheir expectations of future growth
by analyzing past performance as a guide to thextiin the company is headed. Some
utilities also use the growth projection for th@ompany as found in Value Line
Investment Survey, or other reported analyst eséisaalhe growth in earnings can be
estimated by analyzing the growth in earnings pere (eps), in dividends per share
(dps), and in net book value per share (nbv) dvepast 10 to 15 years.

b. DCF on Comparable Companies

Many gas utilities in Texas are part of diversifiedergy companies. Their operations
typically include exploration, drilling, productipnand transmission, as well as
distribution. The market determined cost of eqfitysuch a company reflects the risks
of all the company's operations combined. The ¢aticin of the cost of equity for the
distribution operations of the company, separatanfrother company functions, is
frequently difficult. To solve this problem, seviead the utilities have recently used the
approach of selecting “pure” distribution compantesoughout the country, such as
those used in Moody's Public Utility Manual. A D@Ralysis is then conducted on each
company of this group to arrive at an average rdogthe cost of equity.

C. Capital Asset Pricing Model (CAPM)
The Capital Asset Pricing Model (CAPM) is anothadely employed equity valuation

model that bases the equity cost of capital orréhationship between risk and expected
return. The general form of its equation is giasn

Ke= R + E(Rp)
Where K = expected rate of return on equity (the utsityost of equity)
Ri = the market “risk free” rate
[0 = the stock’s beta coefficient
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R, = the market risk premium

Originally developed to analyze the required rateseturns on assets held in portfolios,
the rationale behind the CAPM is that investorsdneebe compensated in two ways:
time value of money and risk. The time value of mpis represented by the risk-free
(Ry) ratein the formula and compensates the investorsplacing money in any
investment over a period of time. Long-term tregssecurity rates are typically used to
provide this term in the equation. The other hdlfttee formula represents risk and
calculates the amount of compensation the investeds for taking on additional risk.
This is calculated by taking a risk measutrébeta) derived from the relative risk of a
particular stock compared to that of the entire kmarand then applying this as an
adjustment to the aggregate market risk premiup). (Rne market risk premium is
typically calculated as an overall market rate etim for some period, minus the risk
free rate. Beta values are calculated and puldlislyeinvestment services and are then
applied to the formula to complete the estimatewdation.

The logical basis of the CAPM has lead to its cwreed wide use among analysts and in
academia, though its empirical results have beemanand suggest that the CAPM is a
better concept applied to investment portfoliosnthiadividual stocks. Nonetheless,
CAPM remains a useful technique in estimating sou@turns.

d. Comparable Earnings
The cost of equity to a public utility has beeniraated by comparing the accounting

rates of return earned by other firms on their ggoapital over one or more historical
time periods. The formula for this calculation ssfallows:

Xit
ROE: =
BEi
Where ROE = return on book equity for firm i in period t
Xit = net income for firm i in period t
BE: = firm i's average book equity in period t

These returns are averaged for each year and lieeypetarly averages are averaged or
trended to arrive at the utility's cost of equity.

The reasons supporting this type of comparablamgsranalysis are:

» The average returns realized by other firms areresgmtative of the
productivity of common equity in the economy, and

* A utility's equity capital must provide comparahieturns to compensate
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existing stockholders and attract additional inwest
The problems with this approach are:

* It assumes that other firms have actually earnedawerage, their cost of
equity on net book value and that the requiredrmnetoas not changed
significantly over time.

* It is not a market-oriented concept and fails toogmize the prospective
nature of investors' required returns.

* It is vague in defining comparable risk firms an@ynresult in significant
measurement ambiguities.

* Because it is dependent upon what other regulabodies have decided,
significant circularity problems can arise.

» The returns on book equity do not conform to thepeexed positive
relationship between risk and required returns.

Utilities often include diversified companies irethpresentation. Only pure distribution
companies should be used such as those listed adywkoPublic Utility Manual.

3. Adjustments to the Cost of Equity
a. Risk Differences

Cost of equity estimates for the utility divisiohabdiversified energy corporation usually
require a downward adjustment to reflect lower iiskrelation to the company's total
risk. The company's full range of operations (dhsition, exploration, drilling and
production) generates its total risk. Measuring rislative risk for various operations is
difficult to do with precision. Using a DCF analygin pure gas distribution companies is
one way to avoid having to make these measurements.

b. Diversification Benefits
Another factor that could reduce the cost of eqtioty a subsidiary or division of a
diversified energy company is the reduction thames from the parent company's
reduced risk because of diversification. Knownres“portfolio effect,” it simply means
that, as a company diversifies, it is able to redusk, thus lowering the cost of equity.

C. Size
Most of the large diversified companies raise ladiit capital at the parent company level

since it is less expensive than if each individudsidiary or division were to attempt to
raise capital on its own. The benefit of havingesscto financial markets through a large
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diversified company reduces a gas distributionsitivi's or subsidiary's cost of equity, as
well as its cost of debt. Therefore, a downwardistiijent would be in order for utility
companies that obtain capital in this manner.

d. Market-to-Book Ratio

Occasionally, a publicly-traded utility will seek market-to-book adjustment. For
example, if the market value of its shares is lothan book value during the test year
because of market pressure, the cost of equity magdjusted to reflect a more typical
test year cost of equity. Thus, the cost of egpityvides a basis for determining a fair
return to equity. However, other considerations hhigiarrant an adjustment to this
minimum for the use of capital in an effort to amre other objectives deemed in the
public interest.

Although issuance and flotation costs may rangmfBoto 5 percent, it is likely that the

dilution to existing stockholders' equity from suchbsts is inconsequential. Finally,

purported market pressure associated with the cfadelditional equity could cause the

market price to fall below book value. The Comnussstaff has attempted to measure
market pressure for one of the large utilities &mahd that on the average it was of
insufficient magnitude to be measured. Howevethé company currently has plans to
issue stock during the expected life of the progasges, a market-to-book adjustment
might be in order.

D. SVALL UTILITIES

A lack of market data on smaller utilities makedifficult to estimate the cost of equity
capital. A good approach for estimating this casta use the cost of equity for large
utilities as a benchmark. This can then be applethe smaller company adjusted for
differences in financial and business risk. Bussngsk is the uncertainty of revenue and
operating expenses. Financial risk results fromgigiebt and involves the uncertainty of
operating income being high enough to cover thedigosts of capital.

In assessing financial risk, the capital structir¢he utility can be compared to that of
the average pure gas distribution system. Somd sitildles may be almost totally debt
or equity financed. A low debt ratio reduces thmaficial risk and would reduce the cost
of equity, but may raise the overall cost of cdpstace debt is a less expensive source of
capital. On the other hand, companies with higtt d&ios have higher financial risk and
a higher cost of equity. But they probably havewdr overall cost of capital. Reduced
(increased) financial risk would warrant a downwéwgward) adjustment in the cost of
equity unless a hypothetical capital structureliesen used.

Such factors as company size, degree of diverSdita service area, growth

characteristics, reliability of gas supply, and eg@ment expertise can influence the
certainty of revenue and expenses and, thus, asmdss risks. The higher a utility's
business risks, the higher its cost of equity.
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The usual arguments for a higher cost of equitysfoall firms are that they have greater
business risk and less liquidity.

E. ATTRITION AND EROSION

Although the Commission has not granted an allowdoc attrition and erosion, many
companies argue that an allowance should be maatafisplly to cover these problems.
If an allowance for such is granted by the regujatuthority, it should not be included
as part of the cost of capital, but should be aifipancrement set out for that purpose.
This will prevent confusion if the higher rate istractually achieved. Evidence needs to
be obtained to show what the actual effects oftiattrand erosion have been and to
distinguish these from revenue requirements basealdfusted figures. Some allowance
would also be needed for any additional revenué¢ whkh be derived from expected
future growth.

Attrition may be defined as the utility's inability to edhe authorized rate of return.
This inability may arise from an erosion of compaagrnings resulting from a
disproportionate change in the revenue-cost-rage belationship over time.

F. ADDITIONAL SOURCES OF CAPITAL

Deferred taxesgontributions in aid of construction, customer advancesandcustomer
deposits, if not used as a rate base deductionjnaheded as a part of the capital
structure.

G.  WEIGHTED AVERAGE (OR COMPOSITE) COST OF CAPITAL

Once the costs associated with each method aiding that a utility employs is known
or estimated, the utility’s overall cost of capitalrate of return can be calculated through
its weighted average cost of capital (WACC). ThA®C multiplies the ratio of each
financial component in the company’s capital stnoety its relative cost and then sums
these weighted averages to calculate the oversilafacapital.

Table 1l - 5 presents a basic example of detenmgird company's weighted average cost
of capital using a capital structure of long-termbtdand common equity with their
associated costs:

TaBLE Il -5
% of Total |Weighted Avg
Amount Cost Capitalization|Cost
Long Term Debt $ 33,000 7.259 55.00% 3.999
Common Equity| $ 27,000 10.50% 45.00% 4.739
Total $ 60,000 100.00% 8.719
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SECTION 3—RETURN ON RATE BASE

Table IIl - 6 presents a more complex example ef WWACC in the case of a company
that has used multiple forms of financing in itpital structure. As above however, the
method of determining a company's weighted avecageof capital remains the same:

TABLE Il —6

Original Cost (Table 111-3) $1,000,000
Less: Accumulated Depreciation (Table I1I-3) $ (200,000)
Net Original Cost (Table 11I-3) $ 800,000
Add: Other Rate Base Items (Table I1I-3) $ 500,000
Total Invested Capital (Table I111-3) $1,300,000
Multiplied By: Weighted Avg. Cost of Capital (Table 9.83%
11-5)

RequiredMonetary Return on Invested Capital $ 127,790
Divided By: Adjusted Value Rate Base (Table 111-3) $1,620,000
Rate of Return onAdjusted Value Rate Base 7.89%

The monetary return on invested capital, whichgisag to a company's demonstrated cost
of capital should be divided by the adjusted vahte base to determine the required rate
of return. Some utilities might take the compogitst of capital and apply it to the
adjusted value rate base instead of the total tedesapital to determine a required
monetary return (i.e. apply the 9.83% cost of @pd the $1,620,000 adjusted value rate
base, instead of the $1,300,000 invested capitalhas been the position of the
Commission that this is incorrect, and would yieddes that would be far above a
reasonable return on invested capital and moredlHfair return on adjusted value.

As the Supreme Court of Texas in the Southwesteiit Base indicated, a regulatory
authority must establish rates within the generatiglines established byeX. UTIL.
CobDE Chapter 104 (i.e. not less than a reasonable retuinvested capital or more than
a fair return on the adjusted value rate base) dbes not deny that the appropriate rate
base is the adjusted value rate base. It recogthaéshe most efficient way to determine
a utility's actual monetary needs is to use maderived cost of capital applied to
invested capital.

! Southwestern Bell Telephone Co. v. Public Utilipm@nission of Texas§71
SW2d 503 (Tex. 1978).
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SECTION 4 - REVENUE AND EXPENSES

A utility's net income should equal the requirednei@ry return on the utility's rate base.
Net income is defined in EX. UTIL. CoDE 8 104.055 as the total revenue less all
reasonable and necessary expenses as determitiesl fegulatory authority.

Only those payments found reasonable are includexgense items.eX. UTIL. CODE 8§
104.055 provides the authority for promulgatingsm@able rules and regulations with
respect to the allowance or disallowance of certaxpenses. Consequently, the
Commission has adopted Commission substantive ®88e3.501, 7.5252, 7.115, and
7.5414 for determining revenue and expenses.

A. ALLOCATION AMONG CLASSES OFCONSUMERS

The revenue and expenses, which are subject toasibo, fall into two categories: either
they are fixed (non-volume-related) or they areialde (volume-related). Rate base
assets are generally allocated the same as fiyezhegs.

Variable revenue and expenses (primarily gas salenue and gas costs) are uniformly
allocated according to volume of consumption byhegass of consumer during the test
year, with adjustment for weather. Sékather Normalization Adjustment, Chapter
lll, Section 5(D)(1)(b). Thus, variable expensdsi@m create major problems.

Problems frequently arise, however, in the allaratof fixed assets and expenses.
Several of the more common methodologies are sdiedow.

1. Peak Demand Allocation

The peak demand methodology allocates fixed assets and expensasdicg to the
volume consumed by each customer class on thensystak demand day of the test year
(this is called the coincident peak). This metheduanes that fixed assets and expenses
are determined by the capacity required to serveustomers during a period of peak
demand.

Other methods can be used to measure and alloeatedemand to different customer
classes. These are referred to as modified pealartitrmethodologies. For example,
peak demand can be determined based on the nociemh peak, or the total of the
peak demand experienced by each customer classdlegs of the day incurred. Another
modification of peak demand is calculated using @verage of more than one peak
demand day during the test year. This method caskenate the allocation of costs to a
customer class with just one large peak demand.

Since peak demands imposed by residential and s:madimercial customers are far in
excess of average demands, the larger portion efrake base is often allocated to
residential and small commercial customers. Assaltea system designed to meet the
needs of these primary customers will necessadlyyca large excess capacity that is
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seldom used. Some utilities can make this excgsscdy available to other customers if
they can use gas on an interruptible basis or alikely to need large amounts of gas
during periods of peak residential and commeratahand. Revenue received in this way
can then be used to offset the higher costs a#idc# residential and commercial
customers.

2. Volumetric Allocation

According to this method, fixed assets and expeasessimply allocated in the same
manner as variable revenue and expenses. Sindedilrgrial class frequently consumes
the majority of gas by volume, this allocation neEtblogy results in much lower
residential and commercial rates. However, thishoadblogy ignores the role of peak
demand on fixed assets and expenses.

3. 50/50 Seaboard

The 50/50 Seaboard allocation method was develbpdlde Federal Power Commission
as a way to allocate fixed assets while simultaslgorecognizing the volumetric and
peak demand factors. Simply stated, this allocatiees 50 percent of each factor. Either
peak demand or modified peak demand allocation beaysed for the peak demand
factor.

4. Modified 75/25 Seaboard

The modified 75/25 Seaboard allocation formulahis $ame as the 50/50 methodology,
except that 75 percent volume and 25 percent pealadd is used. The reason for this
modification is a policy in favor of conservatioBas users are more likely to conserve
when they incur a higher per unit cost for gas.

When more obscure allocation formulas are used,uthiéy should justify their use.
Results should be compared to those outlined all®egmember, no allocation method
results in the only correct result. No matter hawcgse the calculations included in the
utility's rate justification appear, allocationasnatter of judgment and public policy.

B. REVENUE

1. Gas Sales
Most utility revenue come from gas sales. Adjusttado test year gas sales volumes
and prices are typically required. Common adjustsiénclude growth normalization,
weather normalization and rate increase annualizatRevenue also should be adjusted
to reflect the current gas purchase cost abovédise rate that is recouped through the
purchased gas adjustment clause.

a. Growth Normalization
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For consistency when using a year-end test yeak bevenue should be adjusted to
show a full year’s billing forall customers receiving service at the end of theyiest.
This adjustment is required to match the test yeaenue with the year-end investment.
Adjustments are based on actual monthly activeooust records when available. |If
records are not readily available, Commission goigcto assume that changes in the
number of active customers occurred evenly dutegést year.

b. Weather Normalization
Gas sales adjustments are commonly made to actmuhie net effect of below average
and above average heating degree-days during gdast The adjustment is computed
by comparing the actual number loéating degree daygo the normal heating degree-
days experienced in the area for the test yeast yl@ar gas sales volumes and revenue
are adjusted to reflect a norntedating degree dayyear.
Normal heating degree-day information is based oB. Weather Bureau statistics by
weather station. The data is published monthly withual information available in the
July issue ofClimatological Data, National Oceanic and AtmospbefAdministration,
Environmental Data and Information Service, Natib@matic Center, Ashville, N.C.
www.ncdc.noaa.gov

C. Rate Annualization

If a utility had a rate increase effective for aoystomer class during the test year,
revenue should be increased for that class to shewffective rate for the entire year.

d. Purchased Gas Cost Above Base Rate
Revenue should reflect the current gas purchadeabose the base rate that is recouped
through thepurchased gas adjustment clause (PGA) The amount should include the
unrecovered balance in any correcting accounts amount should be shown separately.

2. Other Revenue

Other utility revenue includes (a) allowance fornds used during construction
(AFUDC), (b) prompt payment discounts and (c) rexeefrom non-utility sources.

a. Allowance for Funds Used During Construction (AFUDQ

If a utility includesAFUDC as other income during the test year and the @Qaoigin
work in progress (CWIPaccount is disalloweddFUDC should also be removed.

b. Inducement For Prompt Payment

If a utility offers an incentive for prompt bill genent by allowing a discount or charges a
penalty for late payments, an adjustment may bessecy. Penalties collected for late
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payments should be included under Other Revenuessithe most current rates in effect
during the test year have no provision for lateghies. No adjustment is required if the
most current rates in effect during the test ydarieate late payment penalties.

C. Revenue from Non-Utility Sources

Under Tex. UTIL. CoDE 88 102.153 and 104.058, no profit or loss resuliog the sale
or lease of appliances, fixtures, equipment or rotherchandise shall be considered in
determining utility rates, to the extent that sudlerchandise is not integral to the
provision of utility service. Commission substastivule § 7.5252(c) dictates that
revenue from non-utility operations be excludedrfroatemaking calculations for gas
utility service unless it is clearly shown to béeigral to utility operations.

C. EXPENSES

Adjustments to expenses consistent with the revedjestments associated with gas
sales volumes and prices are typically require itest year. Common adjustments
include growth normalization, weather normalizateomd rate annualization. Expenses
also should be adjusted to reflect the currenthmse gas cost below the base rate that is
refunded through thpurchased gas adjustment clause

1. Lost and Unaccounted for Gas (LUG)
Commission substantive rule § 7.5525(b)(1) allowstikty to expense a maximum of
five percent (5%) of its lost and unaccounted fas ¢or distribution systems and three
percent (3%) for transmission systems in a test ykast and unaccounted for gas is the
difference between the amounts metered in andfausgstem.
All lost and unaccounted for gas is presumed “lestliess a utility can provide evidence
in a ratemaking proceeding that the unaccountedgés represented company uses,
liquids extraction or meter errors. The Commissiuay allow greater than five percent
(5%) lost gas if special circumstances can be showthe utility.

2. Advertising, Membership Dues and Charitable @bations
Commission substantive rule 8 7.5414(a) dictates #ttual advertising expenses are
allowed for ratemaking purposes up to one-half né @ercent (0.5%) of the gross
receipts of the utility for public utility servicesThis encourages utilities to fix leaks.
Certain types of expenses, listed below, are excud

* advertising expenses for influencing public opinicelated to legislative,
administrative or electoral matters;

* expenses associated with any controversial isspaliic importance;
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* expenses in support of social, recreational, fratieor religious entities; and
» contributions or donations to charitable, religi@aunsionprofit entities.
3. Past Regulatory Expense

A utility’s administrative and general expense asdanay include amortization for past
regulatory expense. If the prior expense will eeouped before the effective date of the
new rate schedule, this amount should be eliminated

If the prior expense has not been recouped bef@reffective date of the new rates, the
remaining balance should be added to the presguotatery expense and amortized over
the period of years estimated between rate cases.

Rate case expenses can be included in base rates$istorical Commission policy
indicates that the preferred treatment of rate expense recovery is as a surcharge, as
discussed in Chapter lll, Section 5, Tariffs.

4. Depreciation Expense

Commission substantive rule 8 7.5252(a) dictates straight-line depreciation over the
useful life expectancy of any item or facility esquired for ratemaking purposes.

Historical Commission practice has been to disalfl®preciation rate adjustments unless
fully supported by a depreciation study. The stgtpuld include the average service
lives of the property groups, salvage factors addgaacy of the present booked
depreciation reserve.

If a utility depreciates its assets over a shditerthan allowed by the Internal Revenue
Code, Commission practice has been to adjust tdepraciated cost of the assets over
the longer service life unless supported by a dzatien study.

The methodologies used to compute depreciationrsgpand accumulated depreciation
in the rate base should be consist@ity of Weslaco v. General Telephone Co. of.5.W
359 S.W.2d 260 (Tex. Civ. App.-San Antonio, 1962itwef'd n.r.e.). Also, the Texas
Supreme Court held that it was proper to excludg @epreciation expense on assets
attributable to contribution in aid of constructioBunbelt Utilities v. Public Util.
Comm’n 589 S.W.2d 392 (Tex. 1979).
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Table 111-7 shows a sample computation for straigie depreciationAssume a utility has
depreciable assets totaling $1,000,000 and thegeerstimated useful lives are 10 years.

TABLE Il -7
Depreciable Assets @ Original Cost $1,000,000
Less: Accumulated Depreciation
(3 years @ $100,000/year) 300,000
Net Book Cost $ 700,000

As shown above, the utility would take an annugirdeiation expense of $100,000
each year. Assuming three of the 10 years hayeseth the utility’s balance sheet
would show a net book cost of $700,000.

If the regulatory authority determined that thereot average service life was 28 years
instead of 10 years, the three elapsed years wimutteducted from the 28, resulting in
a remaining useful life of 25 years. Thereafthe $700,000 net book value would be
divided by 25 for a new annual depreciation experisk?8,000. No adjustment would

be made to the accumulated depreciation accoumr dttan the annual credits of

$28,000.

5. Other Taxes
Revenue related taxes should be adjusted consstitnadjustments made to revenue.
6. Other Growth Expenses

If revenue adjustments were made due to increasstdroer counts during the test year,
corresponding adjustments should be made for tlsecaded incremental expenses
incurred by the utility. Expenses requiring adjosht would include gas sales expense,
information expense and customer accounts andcgervi

Other expense adjustments may be required wheits base increased or decreased
during the test year to bring these accounts to-ged level.

7. Known Changes
Adjustments for known changes that will occur aftex end of the test year are generally
allowed if supporting evidence is presented intamaking proceeding. The evidence
should include a reasonably certain amount andctefte date of the change. Two
common examples of reasonably known changes amnwontracts and postal rate
increases.

8. Interest on Customer Deposits

If customer deposits have been used as a rate dexhection, the interest expense
associated with the deposits should be includexhasdjustment.
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9. Federal Income Tax Expense (FIT)
If adjusted revenue and expenses for the test el a net operating income greater
than zero, a utility is allowed to recoup through adjustment the federal income tax
owed. Table IIl - 8 shows a typical FIT calculatio

TABLE Il - 8

DESCRIPTION AMOUNT TOTAL
Return on Investment

Rate Base at Original Cost (Total Invested $1,300,000
Capital from Table 111-3)

Rate of Return (assumed for this example) 10.15%
Monetary Return on Investment $131,950
Interest Expense (Cost of Capital)

Rate Base at Original Cost (Total Invested $1,300,000
Capital from Table 111-3)

Weighted Avg. Cost of Capital (Table 1lI-5) 9.83%
Total Interest Expense $127,790
After Tax Income $4,160
Gross-up Factor 1.538462
Taxable Income $6,400
Federal Income Tax Rate 35%
Federal Income Tax Expense $2,240

The return on investment is calculated by multipdythe rate base at original cost by the
rate of return. Interest expense, computed byiptyilig the rate base at original cost by
the weighted cost of debt, is subtracted from #tarn on investment for the resulting

after tax income. A gross-up factor, computed gigit/(1-tax rate)), is applied to the

after tax income for the resulting taxable inconTée applicable federal tax rate is then
applied to the taxable income to arrive at the FIThe Internal Revenue Service

publishes a range of corporate tax rates for eaghyéar, so consult a corporate tax
expert or accountant for a utility’s appropriateera

For other factors that affect a utility’s taxabheome, such as investment tax credits and
the situations described below, consult a corpotake expert or accountant for the
appropriate adjustment to a utility’s taxable in@m

When a utility is part of a larger entity and haset operating loss, or its allocable

portion of income tax deductions exceed test y@awme, the taxable income is negative
which results in federal income tax savings tolénger entity. That savings would result
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in a credit adjustment to test year income.
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SECTION 5- RATES
A. REVENUE REQUIREMENT

1. Revenue Deficiency or Surplus

The total revenue deficiency or surplus is deteeaiby subtracting adjusted test year
expenses from revenue. Revenue deficiencies ane mommon during protested
ratemaking proceedings because utilities can ldaher rates by filing new tariffs with
their customers and the Commission without a formealring.

A typical example of revenue deficiency is a tesarynet operating income loss and test
year net operating loss sustained by a utilityesysthat is part of a larger legally taxable

entity.

Table Il - 9 shows the test year adjusted netaipogg income loss calculation.

TABLE Ill - 9

Total Invested Capital (Table 111-3) $ 1,300,000
Weighted Average Cost of Capital (Table I1I-5) x 0.0983
Required Monetary Return (Table I11-6) $ 127,790
Adjusted Net Operating Income (loss) $(117,130)
Net Operating Income Deficiency $ 10,660
Tax Reciprocdl 0.6175
Gross Revenue Deficiency $ 17,263
Tax Reciprocal

Incremental Revenue 1.0000
Incremental Occupation Tax 0.0200
Incremental Street and Alley Rental 0.0300
Incremental Taxable Income 0.9500
Incremental FIT at 35% (0.950x0.35) 0.3325
Incremental Net Operating Income 0.6175

To calculate the tax reciprocal subtract the reeesansitive taxes from one. This
remainder, incremental taxable income, is then iplidd by the incremental FIT rate
(which ranges from 15 percent to 38 percent). Swbtthe product from the incremental

taxable income to yield the tax reciprocal.
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B. RATE DESIGN

The rate structure of a utility determines how téeenue need will be recovered from
each class and type of service provided by thetyutiThe rate structure is largely a
matter of preference to be settled by the utilitg ¢he regulatory authority.

Rates designed to recover the full cost of progdiarvice to a given customer may be a
desirable objective of rate design. Allocation t@gnes are extremely imprecise.
Because of the imprecision of allocation techniqués courts have recognized the
discretion of a regulatory authority in designiages. Rates do not necessarily have to be
set on the "cost" of providing a service.

A regulatory authority may consider factors otheart cost. Those factors must address
whether the resulting rate structure is just, reabte, and not unduly discriminatory. But

a utility must be consistent and may not arbityaallter relevant factors. The burden of

proof of the utility includes the obligation to phace relevant information regarding a

proposed change in rate desighexas Alarm and Signal Assoc. v. Public Utility

Commission of Texa603 5.W.2d 766 (Tex. 1980).

Utility charges are commonly classified as custonedsted or commodity related. The
customer charge may be considered the minimum an@oanstomer pays to receive gas
service. This charge may or may not reflect tharerfixed cost of providing the
customer service. It has been argued that a custcimaege of a magnitude necessary to
recover all the fixed costs in providing serviceghlie customer would be so large as to be
unacceptable to most consumers.

The second component of the rate, the commoditygehanay be assessed through a
straight line meter rate, a per Mcf (thousand cibat) charge for all consumption, or a
block meter rate with increasing or decreasing gésifor each block of consumption.
Historically, many utilities have offered declininglock rates whereby increased
consumption is billed at decreasing rates per Motks. However, the declining block
rate schedule discourages conservation.

Rate design is becoming an increasingly importaml tfor regulatory authorities,
utilities, and customers in implementing energy seomation policies. Effective rate
design options include off-peak pricing and timedaj pricing that better match the cost
of producing energy to when it is consumed, inaentiates for alternative sources of
energy, and inverted block rates where increaseduwuption is billed at increasing rates
per Mcf block.

C. TARIFFS
Tariffs set forth the rate that should be colledgdthe utility for each type of service
provided. A tariff includes all rates and charge#lected directly or indirectly by any

public utility for any service, product, or commtydas part of their utility operation.
TEX. UTIL. CODE § 101.003(12).
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1. Service Charges

Some utilities have sought approval of service gésifor items such as reconnections,
appliance services, yard line replacements andnetuchecks. Proposed changes in
service charges must be cost justified or basa@gwenue need.

2. Inducement for Prompt Payment

The Quality of Service Rule, Commission substantide 8 7.45(4)(B), allows a utility
to offer an inducement for prompt payment of bilsallowing a discount in the amount
of five percent. 16 &x. ADMIN. CODE § 7.45(4)(B).

3. Purchased Gas Adjustment (PGA)

A purchased gas adjustment (PGA) clause allowsitiliey to recover its fuel costs on a
timely basis without the need for a formal rategaexling. The use of fuel adjustment
clauses has been upheld by the Texas Supreme GaurtAntonio Ind. S. D. v. City of
San Antonip550 S.W.2d 262 (Tex. 1977).

The Commission has adopted Commission substanilee8r7.5519(a) which sets forth
the criteria used by the Commission in determimivizether to grant a gas utility a
purchased gas adjustment clause. These factonsdenddut are not limited to: 1) the
ability of the gas utility to control prices for gaurchased as affected by competition and
relative competitive advantage; 2) the probabitifyfrequent price changes; and 3) the
availability of alternative gas supply sources.

Purchased gas adjustment clauses usually inclbdsecost of gas. Gas cost increases or
decreases from this base are calculated and spoeask the amount of gas consumed on
a volumetric basis. In changing this base, a reégukshould be certain the base used in

the PGA clause conforms to the base used in btese ra

4. Separate Surcharges

It has become more common in recent years fordgfelatory authority to allow utilities

to recover rate case expenses, certain taxesagesen taxes over what has already been
recognized in the cost of service, or other expetiseugh a separate surcharge on the
customer’s bill. Reasonable rate case expensedbmaycluded in the expense schedule
in setting the final rates or as a surcharge. Alsange makes the rate case expenses more
visible and insures that the utility neither oveliects nor under collects those costs. The
surcharge should encompass any authorized but aressd rate case expenses from
prior dockets. A surcharge has the advantage #tatcase expenses may be allocated on
a per customer basis or a per Mcf basis. The siztheo surcharge per Mcf and the
accounting convenience of the regulatory authoaitgl the utility should determine
which method is used. The surcharge typically i®agp over a period of time to reduce
its impact on ratepayers.
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Rate case expenses can be collected through arfwedhly surcharge or a volumetric

surcharge and can be collected for up to threesyathough typically the surcharge is
authorized for approximately 12 to 24 months. »efl monthly surcharge is designed to
recover the rate case expense on a per bill ba#sigolumetric surcharge is designed to
recover the rate case expense according to congumpter a specified period of time.

When collected volumetrically, it is preferableset a fixed rate, collected from specific
customers, with a flexible collection period, sirthe volumes used to calculate the fixed
rate are estimated volumes. Language such aspveeed over approximately 24

months” provides assurance to the utility thatftieamount of authorized expense will

be recovered.

If a surcharge is authorized, interest on the wwered balance may be allowed. Interest
may be calculated monthly, expressed as a montaigeptage (annual interest rate
divided by 12 months) and included in the recovelnterest calculations should not be
added to the unrecovered balance to prevent tHectioh of interest on interest. The

Commission, if interest is allowed, will often uee deposit interest rate set annually
each December by the Public Utility Commission.

A surcharge is often collected from all customexssks affected by the rate increase or
rate case. The surcharge may be allocated amengutomer classes for an equitable
collection using the same rate design allocati@dus set the commodity rate for each
class of customer. A periodic report of the uytifitcollection of rate case expense is
required by the Commission for docket complian@éis report can be quarterly, semi-
annual or annual, depending upon the length of tetefor collection. Quarterly or
semi-annual is preferred. The report should identhe unrecovered balance, the
collection by class of customer, the volumes useadllection by class of customer, the
interest calculation, if authorized, and the endiadgnce by month. The terms of the
report should be included in an ordering paragiathe order.

D. SAMPLE CALCULATIONS FOR REVENUE ADJUSTMENTS

These adjustments attempt to take information friv@ test year and average and
annualize the information to determine what an agetyear should look like.

1. GAS SALES REVENUE ADJUSTMENTS
a. CUSTOMER GROWTH ADJUSTMENT
Step 1. For each class of customers, determinené¢heincrease (or decrease) in the
number of customers consuming gas. This stepasnaglished by subtracting
the number of customers at the end of the testfyear the number of customers

at the beginning of the test year.

Assumption: The test year is the 12-month periatirepnDecember 31.
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Number of customers: January 1 1,000

December 31 1,120
Net Increase 120

Step 2. For each class of customers, determinauhder of bills for each month of the
test year. If a detailed bill analysis is avai@gldctual numbers should be utilized.
(A bill analysis should include, among other thinggge number of Mcf sold
during each month at each rate block for each @éssistomers, the number of
bills per month at each rate block for each cldssustomers, and the respective
dollar amounts relating thereto.) In the abserfce aetailed bill analysis, it may
be assumed that the net increase in the numberillsf dccurred evenly
throughout the test year.

Assumptions: No bill analysis was available, angtr@portionate share (i.e. 1/12) of the
net increase in customers occurred at the begirofiegch month.

Net annual increase

Net monthly increase =
Number of months

120 customer bills

12 months
= 10 bills per month

Adjusted number of bills:

1) (2) 3) (4) (5) (6)
Month Net Number Cumulative  Number
Adjusted
of Monthly of Increase of Bills
Number
the Increase Months In Bills atJan. 1 of Bill
Year Elapsed (2)x(3) (4)+(5)
January 10 X 1 = 10 + 0,00 = 1,010
February 10 X 2 = 20 + 1,000 = 1,020
March 10 X 3 = 30 + 1,000 = 1,030
April 10 X 4 = 40 + 1,000 = 1,040
May 10 X 5 = 50 + 1,000 = 1,050
June 10 X 6 = 60 + 1,000 = 1,060
July 10 X 7 = 70 + 1,000 = 1,070
August 10 X 8 = 80 + 1,000 = 1,080
September 10 X 9 = 90 + 1,000 = 1,090
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October 10 X 10 = 100 + 1,000 = 1,100
November 10 X 11 = 110 + 1,000 = 1,110
December 10 X 12 = 120 + 1,000 = 1,120

Step 3. For each class of customers, determinguéaetity of gas sold during each month
of the test year. (The month of February willused as an example)

Assumption: 10,200 Mcf of gas was sold during Fabyu

Step 4. For each class of customers, determineetlenue collected during each month
of the test year.

Assumptions: During the test year, the base rateshis class of customers were as
follows:

1 Mcf or fraction thereof $3.00
All consumption over 1 Mcf $2.50 per Mcf

Also, revenue passed through the purchased gastadiot clause during the
month of February equaled $0.25 per Mcf.

Revenue collected during February:

( 1,020 Mcf) ($3.00 per Mcf) = $ 3,060

( 9,180 Mcf) ($2.50 per Mcf) = $22,950

(10,200 Mcf) ($0.25 per Mcf) = $ 2,550
$28,560

Step 5. For each class of customers, determineteeage number of Mcf per bill for
each month of the test year.

Average number of Mcf per bill for February:

Consumption during February 10,200 Mcf

2 Since there were 1,020 bills during the monthetirary (See #2 above), each
bill included at least some consumption under its¢ fate block. Consequently,
consumption under the first rate block equaled @ Jd2f (1,020 bills x 1 Mcf per bill).

3 Since there were only two rate blocks, gas noseored under the first block
must have been consumed under the second. (18&001,020 Mcf consumed under
the first block = 9,180 Mcf consumed under the sedalock.)

* The dollar amount passed through the purchaseddjastment clause was

expressed on a per Mcf basis and applied to allddosumed during the month of
February.
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E— =10 Mcf per bill
Number of Bills during February 1,020 ®ill

Step 6. For each class of customers, determineatbeage revenue per Mcf for each
month of the test year.

Average revenue per Mcf for February:

February Revenue $28,560
= ——— = $2.80 per Mcf
February Consumption 10,200 Mcf

Step 7. For each class of customers, determinentimeber of additional bills which
would have been issued during each month of the yiear. This step is

accomplished by subtracting the adjusted numbebiltd per month from the
number of bills at the end of the test year.

Number of additional bills per month:

(1) (2) (3) (4)
Month Number Adjusted Number
of the of Bills at Number of Additional
Year Year End of Bills ils

(2)-(3)
January 1,120 - 1,010 = 110
February 1,120 - 1,020 = 100
March 1,120 - 1,030 = 90
April 1,120 - 1,040 = 80
May 1,120 - 1,050 = 70
June 1,120 - 1,060 = 60
July 1,120 - 1,070 = 50
August 1,120 - 1,080 = 40
September 1,120 - 1,090 = 30
October 1,120 - 1,100 = 20
November 1,120 - 1,110 = 10
December 1,120 - 1,120 = 0

Step 8. For each class of customers, determinavitigge number of additional Mcf that

would have been sold during each month of theyeat if all of the customers
were on the system the whole year.

Average number of additional Mcf sold during Feloyua

(Average number of Mcf per bill) x (Number of Addnal Bills) =
(10 Mcf per bill) x (100 bills) = 1,000 Mcf
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Step 9. For each class of customers, determinentvehly revenue adjustment for each
month of the test year.
Monthly revenue adjustment for February:

(Average monthly revenue per Mcf) x (Average numbkrdditional Mcf sold during
month) = ($2.80 per Mxf(1,000 Mcf) = $2,800

Step 10. For each class of customers, add the Ifthigorevenue adjustments
(Step #9 above) to arrive at the total adjustmemétvenue to account for growth.

Assumptions: Test year revenue (unadjusted) $430,000
Total growth adjustment 21,000

Test year Revenue adjusted for growth $451,000
b. WEATHER NORMALIZATION ADJUSTMENT
(All figures should have already been adjustedciegtomer growth)

Step 1. Determine the quantity of gas sold and amotirevenue collected during the

test year.
Quantity of gas actually sold during test year ,000 Mcf
Adjustment for growth (Assumed) 10,000 Mcf
Adjusted quantity of gas 110,000 Mcf
Revenue collected during test year $430,000
Adjustment for growth 21,000

Adjusted revenue (See Step #10 above) $451,000

Step 2. Ascertain those months during which no iHgaDegree Days (HDDs)
occurred:

Assumption: No Heating degree-days occurred dutitegmonths of June, July and
August. Heating Degree Days occurred during &leotmonths of the test
year.

Step 3. Determine the average monthly base loadtifpand revenue for the relevant
period, i.e., June, July and August.

Base Load Basad.o
Month Quantity Revenue
June 6,400 Mcf $26,240
July 6,000 Mcf 24,600
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August 5,900 Mcf 24,190
Totals 18,300 Mcf $75,030

18,300 Mcf
Average monthly quantity =
(Base Load) 3 months

6,100 Mcf per month

$75,030
Average monthly revenue =
(Base Load) 3 months
= $25,010 per month

Step 4. Annualize the average monthly base loadctgyaand revenue amounts by
multiplying each figure by 12.

Annual base load quantity:

(Average monthly base load quantity) x (12 months)
(6,100 Mcf per month) x (12 months)3;200 Mcf

Annual base load revenue:

(Average monthly base load revenue) x (12 months) =
($25,010 per month) x (12 months) = $300,120

Step 5. Determine the heating load by subtractiegannual base load quantity from the
adjusted quantity of gas sold during the test y8ae #1 above).

Adjusted quantity of gas 110,000 Mcf
Annual base load quantity 73,200 Mcf
Heating Load 36,800 Mcf

Step 6. Determine the number of Heating Degree Raysally experienced during the
test year. The source is the National Oceanic Antbspheric Administration
National Climatic Center, Ashville, N.C.

Assumption: Test year HDDs = 4,872

Step 7. Ascertain the number of HDDs normally ebguered in the area.

Assumption: Normal HDDs = 4,800
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Step 8. Determine the HDD Factor by dividing themmal HDDs into the test year

HDDs.
Test year HDDs
HDD Factor = =  ———mmmeceee
Normal HDDs
4,872 HDDs
4,800 HDDs
= 1.018

Step 9. Determine the Adjusted Heating Load byding the HDD Factor into the
Heating Load.

Heating Load

Adjusted Heating Load
HDD Factor

36,800 Mcf
1.015
= 36,256 Mcf

Step 10. Determine the Mcf adjustment for normaktiver by subtracting the
Heating Load from the Adjusted Heating Load.

Mcf adjustment: Adjusted Heating Load 3® Abcf

Heating Load -36,800 Mcf
Adjustment -544 Mck
Step 11. Determine the heating load revenue byrattbig annual base load

revenue from adjusted test year revenue.

Heating load revenue:

® Since the HDD Factor is greater than one, weatheng the test year was
colder than normal. If actual weather had beemeathan normal, the resulting HDD
Factor would be less than one.

® Since this is a negative number, the adjustmelhirwilve a reduction in test
year volumes.

49



Adjusted test year revenue $451,000

Annual Base Load Revenue -$300,120
Heating Load Revenue $150,880
Step 12. Determine the average revenue per helai@gby dividing the heating

load into the heating load revenue.

Heating load revenue

Average revenue per heating load: =
Heating Load

$150,880
36,800 Mcf
= $4.10 per Mcf

Step 13. Determine the weather normalization aajest by multiplying the Mcf
adjustment by the average revenue per heating load.

Weather normalization adjustment:

(-544 Mcf) x ($4.10 per Mcf) = -$2,230
Step 14. Adjust test year revenue to normalizevieaither.
Test year revenue $430,000
Adjustment for growth $ 21,000 $451,000
Adjustment for weather $ -2,230
Adjusted test year revenue $448,770

C. RATE ANNUALIZATION ADJUSTMENT
(All figures already should have been adjustedcisstomer growth and weather)

Step 1. For each class of customers, ascertairhetahy rate increase took place during
or after the test year.

Assumption: An increase in residential rates o@liduring the test year.

Step 2. Determine the adjusted quantity of gas doling the test year. (This figure
should reflect the growth and weather adjustments.)

Assumption: 100,000 Mcf of gas was sold duringtest year to residential customers.
After a 10,000 Mcf upward adjustment for growth aad544 Mcf
downward adjustment for weather, the adjusted sqilestity equaled
109,456 Mcf.
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Step 3. Determine the rates applicable at the &tttedest year (or later, if applicable).
Assumption: Residential rates at the end of thieyeesr were as follows:

1 Mcf or fraction thereof $5.00
All consumption over 1 Mcf $4.10 per Mcf

Also, revenue passed through the purchased gastiexgjat clause during the last month

of the test year was $0.28 per Mcf. This is theant by which the current cost of gas

exceeded the base cost.

Step 4. Multiply the adjusted quantity of gas (Séep #2 above) by the current rate (See
Step #3 above) to arrive at test year revenue &djusr growth, weather, and a
change in rates.

Assumption: Number of bills for test year = 13,440120 bills per month x 12
months).

Annual Consumption at 1st Block:

(13,440 bills) x (1 Mcf per bill) = 13,440 Mcf
Annual Consumption at 2nd Block:

(109,456 total Mcf*) - (13,440 Mcf at 1st Block)36,016 Mcf
* See Step #2 above

Adjusted Revenue:

1st Block: (13,440 Mcf) x ($5.00 per Mcf) = $ ,800
2nd Block: (196,016 Mcf) x ($4.10 per Mcf) = $3686
PGA Clause: (109,456 Mcf) x ($0.28 per Mcf) = .68

$491,514

The $491,514 figure represents test year reveram fesidential gas sales after
adjustment for growth, weather, and increased rates

2. PURCHASED GAS EXPENSE ADJUSTMENTS
a. CUSTOMER GROWTH ADJUSTMENT
Step 1. For each class of customers, determinavitiage number of additional Mcf that
would have been sold during each month of theyest with the higher number

of customers. (This calculation was performed itepS#8 of the growth
adjustment to revenue - Ch.lll, Sec. 5(D)(1)(a)).
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Average number of additional Mcf sold during thentioof February = 1,000 Mcf

Step 2. For each class of customers, determinentreghly weighted average cost of gas
on a per Mcf basis by dividing the monthly purclsasgégas into the monthly purchased
gas expense (Assumed to be $27,600 for Februagpyubry purchased gas expense

$27,600
= - = $2.50 per Mcf
February purchases 11,040 Mcf

Step 3. For each class of customers, multiply thedage number of additional Mcf that
would have been sold during each month with théadnghumber of customers
(Step #1 above) by the purchased gas expensedbmibnth (Step #2 above) to
arrive at the monthly adjustment.

February Adjustment = (1,000 Mcf) x ($2.50 per Mef$2,500

Step 4. For each class of customers, add the 12Zhilgaxpense adjustments to arrive at
the total purchased gas expense growth adjustment.

Assumption: The sum of the 12 monthly expense adjeists is $27,500.

Step 5. For each class of customers, add the medhgas expense growth adjustment to
test year purchased gas expense.

Assumption: Purchased gas expense (unadjustedpfosold to this class of customers
was $300,000.

Test year purchased gas expense (unadjusted) $800,0
Purchased gas expense growth adjustment $ 27,500
Purchased gas expense adjusted for growth $327,500

b. WEATHER NORMALIZATION ADJUSTMENT
(All figures already should have been adjustedgfamwth)
Step 1. Determine the Mcf adjustment for normal twela (This calculation was
performed in Step #10 of the weather normalizaidjustment to revenue - Ch
lll, Sec.5(D)(1)(b)).
Mcf adjustment = -544 Mcf

Step 2. Determine the average purchase price peEbdividing the quantity of gas sold
during the test year into the amount spent to @sehhat gas.
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Test year purchased gas expense $327,500
= — = $298 per  Mcf

(rounded)
Test year sales 110,000 Mcf

Step 3. Multiply the Mcf adjustment (Step #1 abdvg the average purchase price (Step
#2 above) to arrive at the weather normalizatigusichent to the purchased gas
expense.

(Mcf adjustment) x (Average purchase price) =44Bicf) x ($2.98 per Mcf) =-$1,621
(rounded)

Step 4. Make the weather normalization adjustmeputchased gas expense.

Test year purchased gas expense $300,000

Adjustment for growth $+27,500
$327,500

Adjustment to normalize for weather $ -1,621

Purchased gas expense adjusted for growth and eveatt$325,879

C. ADJUSTMENT TO REFLECT CHANGE IN BASE COST
OF GAS

Step 1. Determine whether or not the base cosasfwgll be changed. If a change will
occur, identify the new base cost of gas.

Assumption: Base cost of gas will be increased f&3100 per Mcf to $3.28 per Mcf,
which is the latest weighted average cost of gas.

Step 2. Determine the adjusted quantity of gas dofthg the test year. This amount was
calculated in Step #2 of the adjustment to revelouannualize a rate increase.
Ch.lll, Sec. 5(D)(2)(c).

Adjusted sales quantity = 109,456 Mcf
Step 3. Determine the adjustment to reflect thexghan the base cost of gas as follows:
Adjustment = (adjusted sales quantity) x (per Micirease in base cost)

= (109,456 Mcf) x ($0.28 per Mcf)

= $30,648

Step 4. Make the adjustment to reflect the changled base cost of gas as
follows:
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Purchased gas expense adjusted for

growth and weather $325,879
Adjustment to reflect change in

base cost of gas $ 30,648
Adjusted purchased gas expense $356,527

d. LOST AND UNACCOUNTED FOR GAS ADJUSTMENT

Assumption: Quantity of gas metered into the sysiers 252,890 Mcf
Quantity of gas sold was 228,659 Mcf

Step 1. Determine the quantity of gas used by titieydor authorized company use.

Assumption: The Company showed that 4,000 Mcf heeinbconsumed for company
use, and the regulatory authority approved thisititya

Step 2. Determine the percentage allowance for &&t unaccounted for gas. The
Railroad Commission typically allows five perceat & distribution system.

Step 3. Determine the quantity of gas representagand unaccounted for gas for the
most recent twelve-month period ending June 30k®Afs:

(Quantity of gas metered into the system) - (Qunaii gas sold) -
(Quantity of company used gas)

= (252,890 Mcf) - (228,659 Mcf) - (4,000 Mcf)
= 20,231 Mcf

Step 4. Determine the percentage of lost and unaed-for gas experienced by the
Company as follows:

20,231 Mcf
—— = 8% (rounded)
252,890 Mcf
Step 5. Since the eight percent lost and unaccduntegas percentage experienced by
the Company exceeded the five percent ceiling bskadol by the regulatory
authority, the five percent allowance should bewalted as follows:
(Quantity of gas metered in) x (5%)
= (252,890 Mcf) x (0.05)
= (12,645 Mcf (rounded))

Step 6. Determine the lost and unaccounted foadastment as follows:
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(Excess lost and unaccounted for gas) x (Adjustse lcost of gas)
= (12,645 Mcf) x ($3.28 per Mcf)
= $41,476

Step 7. Make the adjustment for lost and unaccaluiategas as follows:

Purchased gas expense as adjusted for growth,

weather, and change in base cost of gas $356,527
Adjustment for lost and unaccounted for gas M,
Total adjusted purchased gas expense $398,003

3. PURCHASED GAS ADJUSTMENT (PGA) CLAUSE

a. LOST AND UNACCOUNTED FOR GAS ADJUSTMENT
FACTOR

A typical purchased gas adjustment (PGA) clausé¢ wdlude a factor to reflect an
allowance for lost and unaccounted for gas. Taesdr may be calculated by using the
following formula:

Factor =1 + (Percentage Allowance) x (AdjustedcRased Gas Expense)
Adjusted sales revenue

=1 + (0.05) x ($803,284)
$1,000,000

1
[
+

$ 40,164
$ 1,000,000

= 1.0402 (rounded)
b. ADJUSTMENT TO INCREASE BASE OF PGA CLAUSE

Where a percent adjustment to present base ratles meferred method of arriving at a
new rate schedule, the base of the PGA clausergased as follows:

1. Determine the new base of the PGA clause (ustlal most current cost
of gas).

" The $1,000,000 was assumed to be the adjustesirsaienue from all classes of
customers.
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2. Determine the difference between the presert dad the new base.

3. Multiply the difference determined in Item 2 timi& number of Mcf sold
during
the test year, as adjusted for growth, weratttc.

4, Add the amount determined in Item 3 to the revedefciency before
making the
percent adjustment to the base rates.

Where a new rate schedule is to be designed, sidgtgrmine the new base for the PGA
clause and adjust revenue and expenses accordiNghadditional steps are required.

The base of the PGA clause must equal the cosaoingorporated into the base rates.
The Commission encourages the inclusion of allagess in the PGA and discourages the
inclusion of any gas cost in service rates. Thprbves transparency by isolating the

various components of a natural gas bill, sepayatie cost of service from the cost of
gas.
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CHAPTER IV.
BEFORE THE COMMISSION

SECTION 1 - PROCEDURES ONAPPEAL FROM CITY

The Railroad Commission of Texas has exclusive lEgdpgurisdiction over rates set by
cities. Tex. UTiL. CobE 8§ 102.001(b). A party to a rate proceeding befare
municipality’'s governing body may appeal the gowsgnbody’'s decision to the
Commission. TEX. UTIL. CoDE § 103.051. The residents of a municipality may app
the Commission the decision of the municipalitytssgrning body in a rate proceeding
by filing with the Commission a petition for reviesigned by a number of qualified
voters of the municipality equal to at least thestr of 20,000 or 10 percent of the
gualified voters of the municipality. EK. UTIL. CoDE § 103.052. The ratepayers of a
municipally owned utility who are outside the mupality may appeal to the
Commission an action of the municipality’s govemibody affecting the municipally
owned utility’s rates by filing with the Commissian petition for review signed by a
number of ratepayers served by the utility outdltee municipality equal to at least the
lesser of 10,000 or five percent of those rateayek petition for review is properly
signed if signed by a person or the spouse of sopein whose name residential utility
service is carried. For purposes of determinirigpayers, each person who receives a
separate bill is a ratepayer. A person who resaivere than one bill may not be counted
as more than one ratepaye&XTUTIL. CODE § 103.053.

A. REPRESENTATION

Parties may represent themselves in a proceedingayr appear through any person
authorized by the parties to represent them. Cosiarigyeneral rule § 1.65.

B. FILING OF DOCUMENTS

Two copies of all pleadings initiating a proceedsill be filed with the Director of the
Oversight and Safety Division. Once the proceedsngpcketed and a hearings examiner
is assigned, two copies of all other pleadings daduments shall be filed with the
Docket Services Section of the Office of Generaui®x®l. Commission rules 8§ 1.24
and 7.2. Pleadings and other documents filed thighOffice of General Counsel shall be
deemed filed only when they are actually receivedhie Docket Services Section of the
Commission’s Office of General Counsel. Pleadifiigsl after 5:00 p.m. local time of
the commission shall be deemed filed the first #&@lowing that is not a Saturday,
Sunday, or official state holiday. Commission gaheule § 1.24. Normal business
hours are from 8:00 a.m. to 5:00 p.m. Monday thioEgday, excluding State holidays.
Commission general rule§ 7.201. See Commissiors i@el.22 -1.29 for classification,
form, and content of pleadings. Documents mayilbd in person or mailed to:
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Director Docket Services

Oversight and Safety Division Office of Generalu@sel
Railroad Commission of Texas Railroad Commissibhexas
P.O. Box 12967 P.O. Box 12967

Austin, Texas 78711-2967 Austin, Texas 787117296

Steps in a Rate Case

Step Action nieline

1 Utility files Statement of Intent 35 days bef@ffective date.
to increase rates with the city EX UTIL. CODE 8§ 104.102(a).

2 City holds hearing, adopts or rejects proposed onlmmplaint by an affected

rates. Ex. UTIL. CoDE 88 103.021-103.022.person, hearing must be entered
within 30 days after the
effective date of the increase.
TEX. UTIL. CODE § 104.105(a).

3 A party to the city’s proceeding, the residents ot Mter than the 3bday
of the municipality, or the ratepayers outside of after the date of the final

the municipality may appeal to the governing gieci by Commission
body of the municipality. filing a petition foeview.
TeX. UTIL. CoDE § 103.054(b). #x. UTiL. CopE 88 103.051-
103.054; Commission rule § 7.5.
4 Commission holds a hearing.
5 Commission Hearings Examiner issues Within 6@ ddter the
Proposal for Decision (PFD). hearing is Finallysed.
Gov't Code 2001.143
6 Exceptions and Replies are filed. Exceptionthiw 15 days

after the date of service of a PFD.
Replies: within 10 days after the
deadline for filing Exceptions.
Commission general rule 8§
1.142(a).

7 Railroad Commission issues Order. Within 18sdidter the date
the appeal is perfected, or the
utility’s proposed rates are
considered approved.

TeEX. UTIL. CODE 8§ 103.05.
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8 Motions for rehearing. Within 20 days aftes thate
the final decision or order.
Commission general rule 8

1.149.
9 Appeals to the Courts. Not later than th8 8ay
TeEX. UTIL. CoDE 8 103.024 & 105.001. after the date on whieh th

Commission’s decision is
final and appealable.
Tex. Gov' T CODE §
2001.176.

C. MOTIONS

Under Commission general rule § 1.27, all motiamdess dictated into the record, must
be in writing. All motions must set forth the rélought and the reasons therefore. If
based on alleged facts that are not a matter ofdethe motion may be supported by an
affidavit. Motions shall be served on all partiasaccordance with Commission general
rule § 1.48.

D. COMPUTATION OF TIME

In computing any period of time, the day from whitte period of time begins to run

shall not be included, but the last day of thequebeing computed shall be included. The
period ends at 5:00 p.m. on the last day of théogeunless the last day falls on a
Saturday, Sunday, or State holiday, in which cése geriod ends on the next State
working day. Commission general rule § 1.8.

E. POSTPONEMENTS, CONTINUANCES AND EXTENSIONS OF DEADLINES

The time for filing any pleading or other documemdy be extended upon the granting of
a motion for extension of time. Except for goodig shown, the motion shall be filed
with the Examiner or the Commission prior to thelayable deadline. The motion shall
show that there is good cause for an extensiormaf &nd that the need for the extension
is not caused by the negligence, indifferenceack bof diligence of the person filing the
motion. A copy of the motion must be served updh parties of record
contemporaneously with its filing. Commission geheule § 1.8(b).

Motions for continuance of a hearing must be intingi and filed not less than five days
prior to the hearing, except for good cause showmotions must set forth specific
grounds for which the moving party seeks contineasball make reference to all similar
motions filed in the proceeding, and shall statetivér all parties agree with the relief
requested. Continuances will not be granted basdtie need for discovery if discovery
requests have not previously been served upon éngop from whom discovery is
sought, except when necessary due to surprise smowBry of facts or evidence
previously undisclosed despite the diligence of itih@ving party. Commission general
rule § 1.124.
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F. EX PARTE CONSULTATION

No person, party or representative may communidditectly or indirectly, with any
member of the Commission or the Examiner conceramgissue of fact or law, except
on notice and opportunity for each party to pgoate. Commission general rule § 1.6;
TEX.Gov'T CobE§ 2001.061.

G. INTERVENTIONS AND PREFILED TESTIMONY

Any person who has a justifiable or administratvebgnizable interest wishing to be

designated as a party in a contested case may fitdition for leave to intervene at least
five days prior to the hearing date. Commisside 811.64. The Examiner may require

or permit written testimony and exhibits to bedilend served on all parties at a specified
date prior to the hearing. Commission general ule105.

H. DISCOVERY

The parties are encouraged to promptly engage fiornmal discovery. Reasonable
requests and cooperation should characterize piabeaiscovery. Each party is
expected to make an effort to provide informatiequested by other parties in a timely
manner. Discovery may be in the form of oral defpmss, written interrogatories,
requests for admission of facts or identity of duoeats, requests for production,
examination, and copying of documents and otheeri@ds$, and requests for entry upon
and examination of property. Commission generld §u1.81(a); Texas Rules of Civil
Procedure (TRCP) Rule § 192.1. The scope of degog the same as that provided by
the TRCP. Commission general rule § 1.81(b); THRDR § 192.3.

The Examiner may issue discovery orders such asegiree orders and orders
compelling discovery responses when necessary. €Rexjior discovery orders shall
contain a statement under oath or affirmation tladter due diligence, the desired
information cannot be obtained through informal neaand that good cause exists for
requiring discovery. Commission general rule 8§ (b85 Also seethe Administrative
Procedures Act (APA), 8x. Gov'T Cope§ 2001.090. The Commission or the
Examiner may also issue sanctions against a paatyfails to comply with a discovery
order. Commission general rule § 1.85(c).

l. ALIGNMENT OF PARTIES

Parties with common interests or positions in a&peaing may make a joint presentation,
including oral representation, presentation of emte and briefing, if desired. Parties
intending to align should promptly notify the Examai and other parties. However,
alignment will not prejudice the right of any patty present a separate point of view
where their position differs from that of the growgth which they are aligned. The

Examiner may align the parties if they fail to alithemselves. Commission general rule
§1.61.
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J. CONSOLIDATION

When two or more applications, petitions, or oth@oceedings involve common
guestions of law or fact, the Commission, Legaliflon director, or the examiner may
consolidate the proceedings or direct that thereabmint hearing without formal
consolidation and may take other action to avoide@essary costs or delay and to ensure
due process. Commission general rule § 1.125.

K. STIPULATIONS

The parties should stipulate to issues whenevesilples Stipulations, other than those
made at the hearing, should be in writing and signeall parties. Commission general
rule § 1.123.

L. OBJECTIONS TO PREFILED TESTIMONY

If the Examiner allows them, written objections aedponses to objections to prefiled
testimony may be filed with Docket Services prior the date of the hearing. If an
objection is made either prior to or during theriveg the Examiner may rule at that time
or reserve ruling on the objection.

M. PREHEARING CONFERENCE

The Examiner may schedule a prehearing conferekicthe conference, the parties or
their representatives should be prepared to dispussedural and substantive matters
involved in the proceeding, and should be authdrite make commitments. The
conference may concern motions, settlement, thendment of pleadings, admissions or
stipulations which will avoid the unnecessary idtrotion of evidence, limitations on the
number of withesses, time to be allotted to eactygar presentation of its direct case or
for cross-examination at the hearing, hearing ptoc® and any other matter that will
equitably expedite the proceeding. The Examiner naify the parties in writing of the
disposition of and rulings made on all matters agred at the prehearing conference.
Commission general rule 8§ 1.122.

N. COURT REPORTER AND TRANSCRIPT

When requested by the Commission, the Examineg party, a court reporter will be
present at the hearing to record and transcribenélaging. Commission general rule §
1.129. Anyone may obtain a copy of the transcripged rates by making arrangements
with the reporter.

O. ORDER OF PROCEDURE AT HEARING

The Hearings Examiner will open the hearing witstatement of the scope and purpose
of the hearing. The Examiner will then request apaeces for the record by all parties.
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Thereafter, parties may make motions or openingstants. Commission general rule §
1.128(a).

Following opening statements, if any, each partly e allowed to proceed with their
direct case. The petitioner, applicant, or com@atrshall be entitled to open and close.
The Examiner will determine at what stage intervenshall be permitted to offer
evidence. The Examiner may direct that closinguargnt be made in writing. The
Examiner may alter the order of procedure if nemgsgor efficient conduct of the
hearing. Commission general rule § 1.128(b).

P. EVIDENCE

The rules of evidence as applied in non-jury casdbe Texas District Courts shall be
followed. Commission general rule § 1.101. A w#tsiemay adopt their prefiled

testimony, which may be entered into the recorcheuit the written testimony being

read. A witness who is offering written testimastyall be sworn and shall identify the
written testimony as a true and accurate representaf what the testimony would be if

the witness were to testify orally, after which tvéness shall submit to voir dire and
cross-examination. Written testimony shall be sabjo the same evidentiary objections
as oral testimony. Commission general rule § 1(&05.

Q. OBJECTIONS MADE AT HEARING

Objections made at the hearing should be suffilyiesgiecific so that the Examiner may
know what action the objecting party desires anel blasis of the objection. Unless
requested by the Examiner, supporting statutescasds need not be cited, but a party
should feel free to do so if such inclusions wadagdhelpful.

R. DOCUMENTARY EVIDENCE

A copy or excerpt of a document may be admittec\adence if the original is not
readily available and if authenticity is establdhby competent evidence. When
numerous documents are offered, the Examiner may tihhose admitted to a number of
documents which are typical and representative. Hxaminer may require the
abstracting or summarizing of relevant data froncwhoents and the presentation of
abstracts or summaries in exhibit form. All past&hall have the right to examine the
documents abstracted or summarized. Commissiorrglerule § 1.104. SeeTexas
Rules of Evidence (TRE) rule 1005. For example, mames of business records are
admissible if the underlying records are admissilsiness record®urolator Corp. v.
Railroad Commissiarb48 S.W.2d 486, 489 (writ ref'd n.r.e.); TRE 1006

S. OFFICIAL NOTICE
The Examiner may take official notice of judicialheard and determined (cognizable)

facts and generally recognized facts within theaané the Commission's specialized
knowledge. Commission general rule 8§ 1.102. Mattexntained within the
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Commission's records are considered to fall withim area of agency expertise and are
therefore officially cognizable. Texas AdministratiProcedures Act (APA),EK. GoV'T
CoDE § 2001.090.

T. EXPERT TESTIMONY

If scientific, technical, or other specialized kredge will assist the trier of fact to
understand the evidence or to determine a factsune, a witness qualified as an expert
by knowledge, skill, experience, training, or ediaramay testify thereto in the form of
an opinion or otherwise. TRE 702.

U. PRESERVATION OF EXCLUDED EVIDENCE

If an exhibit is identified, objected to, and exadul, the examiner may determine whether
or not the party offering the exhibit wishes tohwditaw the offer; if so, the examiner shall
permit the return of the exhibit to the party.tH& excluded exhibit is not withdrawn, it
shall be given an exhibit number for identificati@ihall be endorsed by the examiner
with the ruling, and shall be included in the retdor the purpose of preserving an
exception. Commission general rule § 1.106(c).

When the Examiner excludes testimony, the partyerof§ the evidence shall be
permitted to make an offer of proof prior to thesd of the hearing. The party may make
the offer by dictating or submitting in writing tlseibstance of the proposed testimony or
by perfecting a bill of exceptions as in civil tsaThe Examiner may direct the manner
in which the offer is made and may ask questionseifessary to conclude that the
evidence would be as represented. The Examinepppdsing parties shall be entitled
to cross-examine any witness testifying on a Hilexceptions and to develop evidence
on the bill. The Examiner may direct that billseofception be transcribed separately and
that reporter’s costs be assessed against ther@opof the bill, subject to Commission
review of the Examiner’s ruling. Commission geneudd 8 1.108.

V. BRIEFS, CLOSING STATEMENTS, AND REPLY BRIEFS

The Examiner may require submission of briefs qallassues at any time. After the
hearing, the Examiner may require written closingtesnents or briefs, and written
responses to closing statements, before closingetized.

W. LATE-FILED EXHIBITS

No exhibit shall be filed after the hearing has rbemmpleted, unless specifically
requested and permitted by the Examiner. If thegfiof a late-filed exhibit is permitted,

copies shall be served on all parties of recordy whl have the opportunity to respond
and submit additional relevant responsive evide@oemission general rule § 1.106(d).

X. PROPOSAL FOR DECISION, EXCEPTIONS AND REPLIES
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If a majority of the Commissioners have not hedrd tase or read the record, the
decision, if adverse to a party other than the Cawion, may not be made until a
Proposal for Decision (PFD) is served on the pardied an opportunity is afforded to
each party adversely affected to file exceptiond present briefs to the Commission.
The parties may waive the PFD requirement by wriipulation. Commission general

rule § 1.141(a). Any party may file exceptionshe PFD within 15 days after the date of
service of the PFD. Replies to such exceptions beyiled within 10 days after the

deadline for filing such exceptions. Commissionegahrule § 1.142(a).

Y. NOTIFICATION OF OPEN MEETING

After the PFD is issued and exceptions and repliedfiled, the Examiner will schedule
the docket for consideration by the Commission @@nomeeting. The parties will be
notified of the open meeting date through publaain the Texas Register. Parties will
be notified by mail of any order issued by the Cassion.

Z. ORAL ARGUMENT

Any party may request oral argument before the Cmsion prior to the final disposition
of any proceeding, but oral argument will be alldwenly at the discretion of the
Commission. A request for oral argument may be niadseparate pleading or may be
included in a party’s exceptions, reply to excemiobrief, or motion for rehearing.
Commission general rule § 1.144.

AA. EFFECTIVE DATE

The effective date of a final decision or order|ess otherwise stated, is the date of
Commission action, and the effective date shallinfe®rporated into the body of the
decision. Commission general rule § 1.147.

BB. MOTIONS FOR REHEARING

A Motion for Rehearing must be filed by a partyhuit 20 days after the date the party or

its attorney of record is notified of the final @@on or order. Commission general rule §
1.149(a).
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CHAPTER V.
INTERIM RATE ADJUSTMENT

SECTION 1 - BACKGROUND
A. INTERIM RATE ADJUSTMENT RULE (IRA)

On December 24, 2004, the Commission created a(3ul&101 of Ex. ADMIN. CODE)

to implement Ex. UTiL. CopE §104.301, which was enacted by the 78th Legistatur
These statutory and rule provisions promote invesatmin infrastructure that will
improve the reliability and safety of the Texasumak gas system. Previously, the only
way for a utility to increase its rates was to flgh the Commission a formal Statement
of Intent rate package, including a comprehensivgt of service rate case. This is
sometimes referenced as “traditional” rate makiNgw, the IRA statute and rule allow a
gas utility to apply with the regulatory authoriigr an adjustment to its base rates to
recover the cost of new infrastructure investmeraden by a utility since its last
comprehensive rate case. When a utility appliesafointerim rate adjustment, it is not
required to submit a comprehensive rate packagensiating the reasonableness of its
cost of service.

The IRA allows a gas utility to file a tariff orteaschedule reflecting an adjustment to its
rates to recover the cost of new investment in infsastructure made since the
Commission's most recent order setting rates. irahe interim rate adjustment, a
utility may recover its return on investment, dejgon expense, and related taxes. Any
utility that applies for an interim rate adjustméntequired to file a traditional rate case
package, showing its comprehensive cost of serwithin five years of filing for its first
IRA.

B. MoOST RECENT RATE CASE

The revenue to be recovered through an interim adfastment is incremental to the

revenue requirement established in a gas utilitiesst recent rate case before the
Commission for the area in which the interim radgustment is to be implemented. For

the first interim rate adjustment following a traoinal or comprehensive rate case, the
allowed adjustment is based on the difference batviiee gas utility's invested capital at
the end of the rate case test-year and the invesigithl at the end of the calendar-year
following the end of the rate case test-year.

In a traditional rate case, the evidence presdmyeal utility usually establishes the return
on investment, depreciation expense, and increrhfadaral income tax, which are then
used to calculate the revenue that is to be celiebly the utility. The Commission’s
final order setting a utility's gas rates usuallyemorializes these components. The
factors used to calculate the return on investnagyreciation expense, and incremental
federal income tax, which, in turn, are used to pota the revenues to be collected
through the interim rate adjustment, must be timesas those established or used in the
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final order setting rates in the gas utility's mestent rate case for the area in which the
interim rate adjustment is to be implemented. $ame concept applies to a utility’s
allocation requirements. The gas utility must i@ the revenue to be collected through
the interim rate adjustment among the gas utilitystomer classes in the same manner
as the cost of service was allocated among custcfasses in the utility's most recent
rate case.

SECTION 2 - KEY STEPS A UTILITY MUST FOLLOW WHEN USING |IRA

1.

Utility must have completed a formal Statement mteht rate case within two
years of filing for an initial interim rate adjusémt (IRA). The bench mark issues
for review and approval in an interim rate adjusitngpplication are set in this
formal rate case — those issues are return of imesg, the value established for
tangible assets and the depreciation expense adiatihose tangible assets, and
related taxes. Also, established in the forma se is how these interim rate
expenses will be allocated between the differerstauer classes (residential,
commercial and industrial). This allocation methedestablished in the formal
rate case.

The Interim Rate Adjustment rule does not require@@dentiary proceeding (rate
case). The statute and the rule require the remgylauthority only to review a
utility’'s method of calculating the interim rate jastment. The interim rate
adjustment application must include the followiegaerts/documentation:

Utility must provide the regulatory authority cédation that it will complete its
notice to utility’s customers before an interim erabdjustment can be
implemented,

Provide an annual investment project report (wlaat lassets have been put into
use or retired since the formal rate case or ptevi®RA and the value of those
assets less depreciation expense),

File the annual earnings monitoring report whichmdastrates the utility's
earnings and overall rate of return during the @deny calendar year. A gas
utility whose annual earnings monitoring reportwhkdhat the utility is earning a
return on invested capital of more than 75 basismtpoabove the return
established by the Commission’s final order settiatgs in the utility's most
recent rate case, shall include with its annuahiags monitoring report a
statement of the reasons the proposed IRA ratesnaireunreasonable or in
violation of the Commission rule.

The allocation factors used to allocate betweenoowsr classes and the number
of customers used to calculate the adjustmentgon eustomer class.
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Utility is required to file on an annual basis aterim rate adjustment whether or
not it had any new investments in the prior ye@n the fifth anniversary of the
first interim rate adjustment filing the utility required to file a formal rate case,
including a comprehensive cost of service rateengvi After the approval by the
regulatory authority of the traditional rate case interim rate adjustment process
can begin again.

Whether the investment in hard assets is used sefiluo the customers — new
pipe, new meters, new computer billing system, etc.

Are the benchmarks set in the traditional rate chsesg met: return on
investment; depreciation expense; ad valorem tare®nue related taxes; and

federal income taxes?

10. Is the utility allocating collection of the interiadjustment revenues in the same

manner that it allocated its overall cost of sexvitits most recent rate case?

SECTION 3 - SamMPLE IRA CALCULATION

12/31/03 12/31/04
Net Investment (traditional rate case value vs. IR#&ease) $1,428 $1,470
Increase in Net Investment (incremental increase) 42
Authorized Return on Capital investment (benchnsatkin rate case) 8.25%
Incremental Return on Net Invest. 433.
Incremental Deprecation Expense $2.93
Incremental Fed, and Other Taxes _ .364
Incremental Rev. Requirement (money needed tordbese new costs) $10.65

Annual Number of Customer Bills (14 customers Xm@nths) = 168 Bills

Monthly increase per Customer bill ($10.65/168i#t  $0.06/month

* For the % year IRA this amount will be the net investmentrate base that was

established in the formal Statement of Intent caiee.
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CHAPTER VL.
COST OF SERVICE ADJUSTMENT

SECTION 1 - BACKGROUND
A. RECENT LITIGATED CASES BEFORE THE RAILROAD COMMISSION OF TEXAS

Until recently, the Commission did not approve megd Cost of Service Adjustments
(COSA). However, in December 2008, the Commissipproved a COSA in GUD No.
9791, Statement of Intent Filed by CenterPoint Bynéintex to Increase the Rates in the
Unincorporated Areas of the Texas Cost DivisioRrior to December 2008, utilities had
only three options to increase service rates, ditivaal statement of intent to change
rates, the use of an Interim Rate Adjustment, ocouh a Relocation Cost Recovery
filing. A number of cities in the State of Texasvk approved a Rate Review
Mechanism, or an RRM. The Commission has not hesented an opportunity to
decide on an RRM. However, its calculation is v@mgilar to the COSA.

B. MECHANISM

The mechanism for calculation of a COSA is dictabgdthe tariff approved or the
language of the final order approving rates. Tlen@ission does not have a rule in
place to provide guidance. As a result, there beglight variations from one COSA to
the next. However, the mechanics are basicallygénee.

The COSA is intended to provide the utility a meatke for changing the rate to reflect
changes in Operating Expenses, Plant in ServicéuriReon Investment and Texas

Franchise Taxes. There may be other componerited€OSA calculation as approved
on a case-by-case basis. The primary different@da® the mechanics of an Interim
Rate Adjustment and a COSA is the inclusion of gesnin Operating Expenses and
Revenues in a COSA. In the COSAs approved by tmarfiission, there is a cap or limit

to the actual increase in any one of the componertg initial approval of a COSA may

also include a requirement that the utility fileraditional statement of intent rate request
within a certain number of years following the iaitapproval of the COSA.

Calculated on an annual basis, the regulatory aitghbas a finite time period with
which to conduct its review, usually 90 days. loesmCOSAs, if, within the 90 day
review period, the company and the regulatory aitghavith original jurisdiction have
not reached agreement on the proposed cost ofceeadjustment rate, the regulatory
authority may take action to deny such adjustmet the company has the right to
appeal that decision.

Like an IRA, a COSA calculation typically uses kgtors set during the most recent

rate case. These factors may include allocatioesrand methodologies, depreciation
rates, and rate of return.
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SECTION 2 — DETERMINING FACTORS IN COST OF SERVICE ADJUSTMENTS

Some cities in Texas and the Commission have apdr®everal different types of
adjustments that effectively allow a utility to asl the base rates for changes in the cost
to serve its customers. Because the cities an€tmemission have no specific rule in
place for guidance on key mechanism factors orhenférmula itself, each has its own
data points for calculation. Generally though, tirechanisms are designed to allow the
utility a mechanism to adjust its base rates faanges in operation and maintenance
expenses, investment, taxes, working capital arteroipplicable expenses. Two
primary advantages to these adjustments are tlietred of rate case expenses to litigate
Statement of Intents and the reduction of regwatag to the utility. The regulatory
authorities retain all statutory regulatory authoand can initiate a rate inquiry at any
time.

There is a set structure for the COSA calculateomj the regulatory authority has the
ability to review the adjustment and conduct diggvas necessary within the review
period. Several of the adjustments have capsmitslion the overall increase, limiting
the amount of the increase to the customer. Titigyuhust use key components from
the most recent rate case, such as the rate of ratal allocation factors.

Key Factors or Data Points in COSAs:

Set period for filing, determination of accountdrades, and application, i.e., must file by
a certain date using a calendar year for calculatand effective on a set date.

Must use recently approved depreciation methods rates, rate of return, 13-month
averages for specific accounts, actual tax accdwaiance, allocation rates and
methodologies approved in recent rate case, specifitomer count calculations.

Must provide notice, attestation of schedules, esichbursement of expenses to the
regulatory authority for their review.

Procedures for filing, regulatory review, appealgass and reimbursement of regulatory
expenses.

SECTION 3 — SAMPLE COST OF SERVICE ADJUSTMENT CALCULATION
Step 1:  Determine the Balances of Expenses:

Applicable Expenses

Operating Expenses:

Depreciation and Amortization Expense
Taxes Other than Federal Income Tax
Operation and Maintenance Expenses
Customer Related Expenses
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Step 2:

Step 3:

Administrative and General Expenses
Interest on Customer Deposits

Determine the Return on Investment:

Net Utility Plant

Other rate base items (materials and supplies towenand
prepayments)

Cash Working Capital

Less:

Customer Deposits

Customer Advances

Deferred Federal Income Taxes

Calculate the Adjustment:
Sample Formula
COSA =

(Operating Expenses + Return on Investment + Fiaachax —
Actual Non-Gas and Other Revenues)

(1 — Texas Franchise Tax Statutory Rate)
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CHAPTER VII.
GLOSSARY OF GAS UTILITY TERMS

Above the Line -- A term used in the National Association of Rlegory Utility
Commissioners (NARUC) system of accounts to refgevenue and expenses which are
allowable for ratemaking purposes.

Accelerated Depreciation-- A form of liberalized depreciation in which tlesset is
depreciated more rapidly in years immediately follmy capitalization than in later
years. This depreciation is taken for tax purpasdyg, since straight-line depreciation is
the only allowable treatment for ratemaking purgose

Accrued Depreciation-- The amount of depreciation expense taken cesaat since the
initial capitalization of the asset.

Acquisition Adjustment -- The difference between the purchase price [mida
company for a utility system and the book valuetladt system at the time of sale,
amortized over some period.

Adjusted Value Rate Base-- A weighted average between original cost, less
depreciation; and current cost, less an adjustfoemresent age and condition.

Affiliate -- Any corporation or other entity which owns aran of a utility's stock, or
otherwise exercises control over the utility. Se&. TUTIL. CoDE § 101.003.

Allocation -- The apportionment of rate base, revenue, apagreses among classes of
consumers, distribution systems, or business enges

Allowance for Funds Used During Construction (AFUDQ -- An expense allowed a
utility to compensate for the cost of funds usedrduthe construction of utility assets.
This allowance is not allowed if the utility is peitted to include construction work in
progress in rate base.

Attrition -- Erosion in the ability of a utility to earn &watrized rates of return.

Base Load-- A volume of that serves as a constant load avysriod of time.

Base Rate-- The utility's rates exclusive of the purchaged adjustment clause.

Below the Line-- A term from the NARUC system of accounts whiefers to revenue
and expenses which are not allowable for ratemahingoses. Frequently, these revenue
and expenses relate to non-utility related opemnatiof a diversified energy corporation,

or to utility related expenses which are not allbleafor ratemaking purposes for some
reason. An example of the latter is charitable wbuations.
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Book (Cost) -- The amount at which property or assets are recontlexl company’s
accounts without deducting depreciation, amortizgtor various other items.

Business Risk-- The basic risk inherent in a firm's operatiahg, uncertainty of revenue
and operating expenses.

Capital Structure -- The financing of the firm represented by loegat debt, preferred
stock, and equity.

CAPM - - Capital Asset Pricing Model used in estimatingiltigs cost of equity.
Ccf - - One hundred cubic feet.

City Gate -- The central point in the distribution systememdgas is stepped down from

the high-pressure transmission line to the lowesgure distribution lines. Normally, a

meter is attached to the city gate, and the gasfeeared through the city gate is charged
at a rate referred to as the city gate rate. Thar@igsion sets this rate.

Comparable Earnings-- A technique for estimating the cost of equigséd upon the
average cost of equity for similar companies.

Completed Work Not Yet Classified (CWNC) - -The amount of construction capital
completed but not yet classified in the appropridERC accounts.

Construction Work in Progress (CWIP) -- An allowance to rate base for funds
committed to construction of assets which will becpd in utility service at a future date.

Contributions in Aid of Construction -- The payment of funds to a utility to induce the
utility to construct additional facilities in ordéws serve a customer. A typical example of
these contributions is charges for mainline andiseline extension.

Cost of Capital -- The weighted average of the cost of variousrcesi of capital,
generally consisting of outstanding securities sashmortgage debt, preferred and
preference stock, common stock, etc., and retaeaeaings.

Cost of Equity -- The cost to a company of borrowing money throughtgeapital. The
sum of capital from retained earnings and the isse@f stocks.

Cost of Service-- The fundamental principle of utility ratemakinghich states that the
utility should be allowed the opportunity to eats total cost of service, including
operating costs and capital costs, but no more.

Cost of Service Adjustment-- A COSA allows utility rates to vary according tioe

utility's investment and operating expenses witlaostatement of intent filing.
Customer Advances-- Money used by a company, normally for futurdding projects.
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Customer Deposits- An amount of money required by a natural gagridution

company for providing natural gas service to ad@siial or commercial customer. The
deposit amount for residential customers is baset!® of an annual bill, accrues interest
and is refunded after twelve months of good payrhestory.

DCF - - Discounted Cash Flow model used in estimatinglaysi cost of equity.

De novo-- A type of appeal in which the lower-court rettas not used to review the
case. Rather, the case is retried, as if the gahsl come to the appellate court
originally. Rate case appeals are heard by thed2ailCommission on a de novo basis.
Debt Finance Adjustment Clause-- A clause in a utility's rates to allow the iyilto
increase the rates to pay the interest costs assdawith obtaining debt capital. A debt
finance adjustment clause is normally only congiden the case of a marginally solvent
utility which may be unable to obtain debt capialess such a clause appears in the
utility's rates.

Debt Ratio -- Total debt divided by total assets. In the eahbf this packet, it is defined
as long-term debt divided by total long-term (pemerat) capital.

Debt/Equity Ratio -- Long-term debt divided by stockholders' equity.

Deferred Taxes-- Federal Income taxes which, by virtue of acedkd or liberalized
depreciation or other tax devices are deferredftiuae date.

Depreciation Reserve Ratie- The ratio of accrued depreciation to originaktcorhis
ratio is frequently used to calculate the adjustni@nage and condition.

Distribution -- The enterprise of selling natural gas to thenbutip customer.

Distribution Plant -- Mains, service connections, and equipmentc¢haty or control the
supply of natural gas from the point of local syppl and including the sales meters

Elasticity -- The variation in demand according to the patéhe commodity.

Embedded -- A fixed capital cost, such as interest on debtdividends on preferred
stock. This is distinguished from variable captasts, such as return to equity.

Environs -- The area surrounding an incorporated city, fmtt within the limits of the
city, which include residential and commercial omsérs who are served off of the same
distribution system as residential and commeraiatamers inside the city limits.

Ex Parte -- Any instance of communication where all partieshe case are not given
notice and opportunity to participate.

External Funds -- Funds acquired through borrowing or by sellmgw common or
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preferred stock.
FERC USOA - - Federal Energy Regulatory Commission Uniforgst&8m of Accounts.

Financial Risk -- Risk which is caused by a greater percentagkebf being owed by a
business enterprise. This is to be distinguisheah fiousiness risk.

Flotation Costs-- The cost of issuing stock.

Fuel Adjustment Clause (FAC) -- A term which is synonymous with and used
interchangeably with purchased gas adjustmentelaus

General Plant -- The portion of a utility plant which is assded with management,
customer service, billing, and other support furrcsi

GRIP -- Gas Reliability Infrastructure Program. (See ImeRate Adjustment)
GURA -- Gas Utility Regulatory Act.

Hearing in Progress-- Period of time between issuance of Notice oaitey and final
decision.

Heating Degree Day (HDD)-- A unit of measure of the extent to which therage
daily temperature falls below 65. This unit is igBld to estimate heating-related energy
consumption.

Heating Load -- The difference between the annual adjusted tgyaof gas and the
annualized average base load for those monthsnwitieating degree-days.

Interim Rate -- Rates which are allowed to be charged by @ytsubject to refund, to
allow the utility to recover its operating costslatebt service costs pending the outcome
of a rate proceeding.

Interim Rate Adjustment (IRA or GRIP) - - An interim adjustment to utility rates to
reflect changes in investment without a stateménhtent filing. An IRA is allowed
under statute and Commission rule.

Lead - Lag Study -- A study to determine the cost of the time lagween the point
when a service is rendered and the related opgregdists are incurred and the point when
the revenues to recover such costs are receivesl opérating funds to fill the lag are
usually supplied by the investor and becomes alfoa@mmitment to the enterprise.
Long-term debt -- All debt due in more than 12 months.

Market Pressure -- The drop in price that occurs when new issuespdaced in the
market because of the sudden excess supply otiayar security.
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Mcf -- One thousand cubic feet.

MMBtu - - One Million British Thermal Units.

Monetary Return --The return a company is allowed to recover fercost of operation
and an additional return component that coversctis# of capital used to support the

investment in the company.

Net book value per share- Book equity divided by the number of outstampginares of
common stock.

Net Current Cost -- Reproduction cost new less adjustment for agkcandition.
Net Invested Capital-- Original cost of system less book depreciation.

Notice of Hearing -- A document issued to notify affected partieshs date, time, and
location of a hearing in a contested case.

Off Peak Pricing -- A rate design in which rates are lower in pasiof reduced demand.

This type of pricing increases a utility's loadttag¢ since it encourages consumption in
off-peak periods. An example of this type of prigiis summer/winter rates. Another
example is time-of-day pricing.

Peak Demand-- The maximum load during a specified periodimfet

Portfolio Effect -- The extent to which the variation in returnsky on a combination of
assets (a "portfolio”) is less than the sum ofvidweations of the individual assets.

Proposal for Decision-- A document containing the reasoning behind aisitan
recommended to the Commission by the Hearings Ex@mi

PURA -- Public Utility Regulatory Act.
Purchased Gas Adjustment Clause (PGA)- A clause in the utility's tariff that allows
variation of the utility's rates according to véioa in the utility's weighted average cost

of gas.

Rate Base-- A utility’s investment in the system, used tdaulate the required monetary
return on investment.

Rate of Return -- Percentage of utility’s invested capital, whittie utility recovers
through its rates. Also S&eturn on Investment

Regulatory Lag -- The period which is required for a utility rdgtory authority to
consider a rate increase request filed by a utility
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Relation back -- The act of making a rate order effective ptarssuance. Rates may be
related back to any period after the regulatorjauity acquires jurisdiction.

Reproduction Cost New-- The estimated cost of replacing the utility\sstem with
similar new equipment at the present time.

Retention Rate-- The percentage of earnings not paid out irféhe of dividends.

Retirement Work-In-Progress -- An adjustment to rate base and to accumulated
depreciation to account for assets which are irptbeess of retirement.

Return on Investment-- Percentage of a utility’s invested capitaletovers through its
rates. Also Seblonetary Return.

Statement of Intent -- The document required to be filed under GURAhwihe
regulatory authority having original jurisdiction order to request a change in rates.

Straight-line Depreciation -- Depreciation in which the annual depreciatiapense is
equaled each year over the life of the asset.

Suspension -- Postponement of the effective date of the pseporate increases
accomplished by issuance of an appropriate orderdinance.

System-wide Rates- Rates which are set based upon rate base,ueyand expense
figures of a utility's entire system, rather thgpeaticular incorporated area.

TeEX. ADMIN . CODE — 16 Texas Administrative Code
TEX. UTIL . CODE -- Texas Utilities Code Titles 3 and 4.

Weather Normalization -- A clause in utility rates which adjusts customdishbto
reflect normal temperatures. If temperatures dutirgmeasured period are warmer than
normal, customers receive a surcharge. If temp@sitduring the measured period are
colder than normal, customers receive a credit.

Working Capital -- Used broadly, the term refers to those ratelm®wances other
than the utility plant in service and may includaterial, fuels, supplies, etc. In the
narrower use, commonly referred to as cash workmggtal, it relates to the investor-
supplied funds necessary to meet operating expengm®ing-concern requirements of
business. There is normally a time lag betweerpthiet when a service is rendered and
the related operating costs are incurred and tirg pdien the revenues to recover such
costs are received. The operating funds to fillldgeare usually supplied by the investor
and becomes a fixed commitment to the enterprise.
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