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I Executive Summary

Proposed assistance by USAID to the Czech Republic energy sector was accepted 1n
May 1995 by Deputy Minister Milan Cernv of the Ministry of Industry and Trade
Deputv Minister Cerny wanted Ministry personnel to understand mn quite some
detail the US regulatorv system He requested that the assistance commence with a
workshop which would include participants from throughout the energy sector,
both Ministry and energy mndustry personnel, probably some sixtv to seventy
people The workshop would be followed by meetings of smaller working groups
and would mclude a tramnmng semmar mn the United States The workshop was
ultimatelv scheduled for October 1995 and detailed planning and preparation
commenced mn late August This workshop/semunar was considered quite
successful bv the Minustry personnel and the industry participants Following the
semunar Minustry personnel summarized therr views from the semunar and that
summarv was used as a basis for Bechtel's development of a four-task specific work
program for the USAID team to follow in providing assistance to the Ministry of
Industrv and Trade This report covers Task 1 of that work program, Revenue
Requirements Determination and Cost Analysis

From December 1995 through June 1996 several Working Group and two Steering
Commuttee meetings were held A number of items were developed for use in those
meetings and selected items are mcluded as part of this final document In
summarv, the objectives of Task 1 were met and the 1dentified deliverables for the
most part were furrushed to Ministrv personnel in draft form mn July Comments on
the draft deliverables were recerved from the Minstrv in October Most importantly,
Ministrv personnel understand the details of the US cost of service rate making
methodology and have computer software to make computations on their own, and
thev have done so

The final consultant dehverable, under Task 1, 1s to prepare a summary of
subsequent traming needs Certain needs are addressed in the last section of this
report A summarv wil depend to a great extent on specific Minstry
requests/needs following the study tour to the United States The memorandum on
future steps will be developed bv Arthur Andersen and Bechtel, as appropnate,
following the studv tour and Ministry input/comments/requests/needs
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II Introduction

Scope and Time Frame This report covers Task 1, Revenue Requirements
Determmation and Cost Analysis, of the work program for Regulatory Assistance to
the Czech Republic Work began on this USAID assistance n May 1995 following a
meeting with representatives of USAID and Bechtel with Deputy Minuster Milan
Cerny of the Miustry of Industry and Trade During the USAID/Bechtel visit
Arthur Andersen was requested to begin mtial planning and preparation for a
workshop/semunar to be held in the early fall

Durmg the summer, working with Minustry personnel, a tentive semunar plan was
developed In late August and early September two representatives from Arhur
Andersen m the United States and one Bechtel representative spent two weeks m
Prague mterviewing Ministry and energy industry personnel and developing
specific objectives, topics and background mformation for the workshop

October 1995 Workshop The workshop, held on 10 and 11 October, was attended
by approximately 70 Mimstry and energy industry personnel plus certain other
mnterested parties such as educators Deputy Mmister Cerny’s workshop objective
was to have a presentation of United States utility industry regulatory systems and
principles and to begin a dialog between Mimnistry and energy industry personnel as
to how the U S utility regulatory experience could be of use and benefit in the Czech
Republic Deputy Minuster Cerny’s objective was to learn from US experiences to
try to avoid some of the mistakes made in the US and to determune aspects of the
US system that mught have apphcation in the Czech Republic

Ministry Summary and USAID Work Plan Following the seminar Minustry of
Industry and Trade personnel developed a “Summary of the Semunar on Regulation
and Suggested Further Cooperation between the Ministry of Industry and Trade
and USAID” which was reviewed and discussed in a meeting on 13 October This
summary was used by Bechtel in developing the specific regulatory assistance work

program

A copy of both the semunar summary prepared by Minstry personnel and the
regulatory assistance work program covering Task 1 are included m the next section
of this report

I
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Meetings of Working Group and Steering Commuttee Deputv Minister Cerny
proposed that in order to appropnately involved Mimstrv and energy mdustry
personnel in the USAID assistance program that two separate groups be established
The first group would be a small working group consisting primanly of
representatives from the Ministry of Industrv and Trade who would meet with
Arthur Andersen, and periodically Bechtel, representatives Participation by the
Ministry of Finance 1n the working group meetings was also anticipated A separate
steering commuttee which would consist of senior representatives from the Ministry
of Industry and Trade and the Mmustry of Finance plus representatives from the
energy industry would be established to help the Mimistries in achieving their goals
for the energy sector One function of the Steering Commuittee would be to be
informed of the USAID assistance by representatives from the Working Group

Working Group representatives met quite frequentlv between December 1995 and
June 1996 Agendas were prepared, m most cases by Jan Pisko of USAID, for each
Working Group meeting Minutes of the meetings were also maintamned, mitially by
Mr Pisko but subsequently by Mimstry of Industry and Trade personnel

In general the Working Group meetings were designed to enable Ministry personnel
to ask additional questions and obtain more mformation/background on the US
utility rate-making system A number of documents were produced by Arthur
Andersen representatives as part of the working group process Certain key
documents have been included in section

IV of this report A substantial amount of additional information and documents
were provided to Ministrv personnel, some of the documents were quite
voluminous and are not necessary to include mn this report in order to make it a
complete document Comments on the documents included in section 1V are
provided in that section

Consultant Deliverables The consultant deliverables, as specified in Task 1 of the
work program (see section [I1), are included in section V Dirafts of four of the five
memoranda mcluded in section V were provided to Miustry personnel in July The
memorandum covering regulated and non-regulated utilitv activities was furnished
to the Miurustry following the receipt in September of a paper prepared bv Mr Antos
summarizing Ministry concerns with respect to regulated and non-regulated
activiies A copv of Mr Antos summary 1s attached to the regulated and non-
regulated utiity activiies memorandum

A final deliverable, defining training modules and recommendations on future steps
will be prepared jomntly bv Arthur Andersen and Bechtel following the studv tour to
the United States That memorandum will be 1ssued separatelv from this report
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Structure of Report The next three sections of the report are designed to provide
the context and background for the USAID assistance as well as providing the
deliverables specified in the work program It i1s particularly important to note n
section [II that the term “cost analysis” was used bv Ministry personnel several
times in therr summary of the semunar and that term was then mcorporated mn the
work program developed by Bechtel The term was discussed a number of imes at
Working Group meetings, however, 1t was never defined The importance of “cost
analysis” and various other terms 1s lustrated n sections IV, V, and VI

Section IV contams an mtroduction covering why the particular documents
mcluded in that section were selected, from among manv others, to be included as
part of the final report

3
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III Manistry Summary and USAID Work Plan (Task 1)

A copy of the “Summary of the Semunar on Regulation and Suggested Further
Cooperation between the Minustry of Industry and Trade and USAID”, translated
from the Ministry-prepared outline discussed on 13 October 1995, and the section of
the Regulatory Assistance Work Plan covering Task 1 follow
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Summary of the Seminar on Regulation and Suggested Further
Cooperation between the Ministry of Industry and Trade and
USAID

The seminar “uifiiled de dere-mined obrecuve which was to inforn reoresenanves of the Czech
energy sector of the proc ples and expe~ence of regulation nthe US A 1llusrated bv conerate
examples Catan reccmmenaar.cns were provided regarding the need to establish accurate
performance or regularon as practiced mn countries with marset economv The following

recommenaartons resuited from the lectures and from the discassions betwee partic.pants of the
seminar

a) To put empnas.s on clear and detuled lezislanve aspects of die reguiatory procsss It
seens that it vould be advisable m the future to provose an mdegendent Acton

Regulation wrch would derermine die procedures to oe followed bv the regulation body
in the followng areas

pric.ng (rerur on canital, wanif swucture  prices, orces syucure)

authorizaronshicensing (conaimons for granung acusiments and revocation of
licenses state valiev, exclusve ngats revocanon procadures)

orinc.ples of investment analvsis methodolog
princioles or regulation for customer sevvices

b) For the countreas with ransforming economv 1t 1s necessarv at the =arlv stage to take the
tollowing stecs vher making dec sions with respec- "o a suirabte tvee of regularion

70 astaci'sa a suttaple mformation »vstem inc’ucing a database

to separze tor-~ezulatea acvities n the inrorrarcn s siem

o pE‘"CI"” accdrate cost anatvsis

to tak2 rro consideration the 'evel of necessar nvestments 1esaed for

replace™ent ot equipment ana for othe~ desiracle ce e'opment of regulation and
de le'e ot nflatien

c) To previge suntzole en wrenmenr “or he cerormance I " ~egulatng boav e

ecanics ~rowledoe ang avoer ence or the reglatcr ara s cemsonne!
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* 1o estapusn sunable procedures for the regulator including the method of appeal

against = 22¢ s.on and e method by which the pubhic will be nformed

poss.tie Inanc al controunion of the companies for functioning of the regulator

2 A numpe- of proplens ~as noted some of which have alreadv been resolved or are be ng resalved
mn the U S ana whick are sunuar o the sroolems currsnely exsenenced m the CR. A cetaileq of
these issues would cont-cute "o achie /ing the des.red level of regularon in CR. The ‘oilowng
areas are (n question

2)
b)

¢)

d)

€)
3]

Benavior of reguiated companies wn a standard market economv
Pric ng and aszessment of the are of return on capral

Regulated ana ~cn--egulatea acavines cost analvsis inc'uaing 2xte—al services for
uttficy

Actie emenr arc “aiures of cost-based regulanion ara carent changzs .n regulation m
the L S regulz~on —sas

Spec fic 1ssues -2gara ng regulanon m elecTic.Tv ana Zas secTer

Nesas with rescects o legislanen

The assistance or U S 2voem could pe arlized n the two following areas

a)

b)

Reguiatory stc - our of Czee~ ~egulators n the L S wnict could .axe oface at the
begrmring or Se .ecena quarte” ot 1996 The o vould focas on consdirations and
deratiea analvsis oI oracT.cal evamptes of “ootes desc—ped N 2aragrati's 2b).ce) The
b would be -er s% se~sons Based on the approval of he U S parr Jfie Czecn parv
woulc srepare 2 zet ed LIST O "0DICS

Acviser acm -es oo S exce—s i CR with focds on coics 2 1) 9 These act vitles
coulc szt o1 2 'mg tesmie -cura el S 1@ aunng he nurc coa—e-or 996
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Draft Date December 21, 1995

Indicator Promulgation of energy standards policies and legislation that support (a) regulatory
development and (b) market development conducive to privatization of the energy industrv

Workplan Objective The purpose of thus effort s to follow up the Czech Regulatory Semunar, which
informed representatives of the Czech energv sector of the principles and expenience of regulation i the
USA, with specific advice regarding effective regulatorv structures and procedures

Overall Approach The Consultant’s team will work closely with the Mimstrv of Industrv and Trade in
developing a capabilitv to implement Act 222 and, as a long-term goal to structure a sound regulatory
agencv for the Energy Sector in the Czech Republic USAID will need to commut financial and human
resources in the form of experts in the field of energy regulation and the Mimstry will need to
correspondinglv commut 1ts personnel and demonstrate 1ts plans to enhance their own capabilitv A
Steering Commuttee chaired bv Deputy Minister of Industry and Trade Mr Cernv, would be a suitable
bodyv for coordination of all related activities The Commuttee will review mtial workplans and assess
progress of work Mr Howard Menaker, Bechtel, will act as the Tash Manager for the assistance

Workplan The specific tasks to be addressed 1n this project are set out below
Task 1 - Revenue Requirement Determmation and Cost Analvsis
Timing December 1995 - Februarv 1996

Background As the Czech Republic transforms 1ts economy and works to implement Act 222 the
Energy Law 1t 1s necessarv to outline necessarv steps toward the creation of economic regulation of its
energy sector Especially relevant to regulation 1s the determunation of revenue requirements and the
ability to pertorm cost analvsis In this Task the Consultant will assist the Minstry of Industrv and
Trade and the Minstrv of Finance 1n the development of procedures bv which thev can determine
revenue levels and perform approprate cost analvsis  In this assistance the Consultant will also
analyze achievements and failures of cost-based regulation and current changes in regulation in the U S

Kev Activities
1 Review work previously undertaken bv or pertormed for the Minstrv of Industry and Trade and the
Minstrv of Finance regarding revenue requirements and cost analvsis

19

Consult with Minstrv ot Industry and Trade personnel regarding the most useful and beneficial
tvpes ot revenue requurement and cost analvsis

Review the capability of energv compames to submut revenue and cost information to the Mimstrv of
Industrv and Trade by meeting with and reviewing information trom at least three companies

(¥

Revision 6 l



4  Consultants will be available on a regular basis to consult with Minstry personnei on revenue and

cost procedures and methodologies

5 Work with Mimistrv staff to perform at least three complete revenue and cost analyses

Consultant Deliverables

[95)

Develop a memorandum outliming the procedures to determine complete revenue requirement and
cost analyses, including treatment of operating and maintenance expenses, depreciation, required
level of plant investments and cost of capital The memorandum wll also offer advice regarding the
establishment of a database and information management svstems

Prepare a memorandum setting forth guidance on the separation of regulated and non-regulated
activities of a utility, including external services

Prepare a report setting forth alternative methods of determining rate of return on capital
Prepare guidance on the impact of inflation on revenue requirements and cost analysis

Prepare a memorandum on the impact on revenue requirements and cost analvsis of future
investments for replacements and future additions to plant and equipment

Define training modules to enhance capabilities of the Minstry for performing cost analysis and
revenue requirements assessment

Prepare summarv report at the end of assistance recommending future steps for the Mimstrv and
industry 1n effective cost analysis

Ministrv Qutputs

The development of procedures and schedules to calculate revenue requirements and perform cost
analvsis

2 Identifv scope and implementation measures for a traimng program for Czech energv companies in
revenue determination and cost accounting and analvsis
Revision 6 2
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IV Key Documents Resulting from/used for Working Group
and Steering Commuttee Meetings

Introduction and Context The documents which follow have been selected to be
included 1n this report because of thewr particular significance to the process of
transfering knowledge about the US utihtv regulatory system to Ministry
personnel In addition to these documents, substantial additional material was
provided Reference to some of that material, which 1s not necessarv to be included
heremn to make this report a complete document, 1s made from the memoranda
included 1n section V In addition, Ministry personnel have been provided with
software developed by Arthur Andersen to enable them to make revenue
requirement calculations following the US cost of service methodology which 1s
llustrated n the first memorandum mn sechon V. Minstrv personnel have been
using the program and are able to make the appropriate computations

Framework for Regulation of the Electricity Industry 8 January 1996 Discussion
Document This document was developed following Working Group meetings and
discussions in December 1995 when 1t became quute clear that Minustry personnel
were asking regulatory questions from a background and perception substantally
different from the U S utihity regulatory system Substantial work had been done for
the Ministry over a number of preceding months bv the Czech consulting firm
EuroEnergy which was following regulatory principles used in the United Kingdom
The 8 January 1996 discussion document was developed to help the Minustry
personnel understand significant differences in US and U K regulatory principles,
and to help mn thewr thought process of establishing appropnate principles for the
Czech Republic It was not a document designed to be subsequentlv completed by
the consultants It remams an important worksheet for Minstry personnel to
continue to consider as the regulatory system in the Czech Republic evolves

24 January 1996 Letter Regarding Objectives of U S Utility Regulation This letter
was developed to pull together and summarize key pomts/thoughts resulting from
December and January Working Group and other meetings One of the major points
in the letter was for Ministrv personnel to try to develop a definition and a clear
understanding of what they were looking for when thev used term “cost analysis”
This stll remams a priortv In September 1996 EuroEnergy performed a “cost
analysis’ of CEZ for the Ministry of Industry and Trade Nerther the contract for
that work nor the output of the work has been furnished to the USAID team
(Ministrv personnel mn an October Working Group meeting, however, requested
that the team make a comparison of EuroEnergy’s methodology with the US
revenue requirements and cost of service methodology ) The “cost analvsis” work
performed by EuroEnergy was used bv the Ministrv of Finance to establish a
“transfer price’ for electrictty sales by CEZ to the eight electric distribution
companies As pointed out in the 24 Januarv letter, the term cost analvsis has ment
different things at different times to different individuals -- it still does, and remains
a term (or possibly a concept) that should be more clearlv defined bv the Ministry

N
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19 Februarv 1996 Summary of Questions for the Mimstry The 19 February letter
was a summary of questions for the Ministrv extracted from the 24 January letter to
help them focus on 1dentifiable items/issues Many of those questions stll should be
addressed/answered by the Mirustry

12 March 1996 Response to 21 February Steering Commttee Request The first (of
two) Steering Commuttee meetings was held on 21 February Deputv Minister Cerny
chawred the meeting One of the key meeting points was that the Steering Commuttee
needed to develop regulatorvy goals and to define regulatorv terms At year end
1996, those remain objectives vet to be accomplished

Handouts used at May 1996 Steering Commuttee Meeting The second (and final in
1996) Steering Committee meeting was held in May The meeting was chatred by the
new Deputv Minister, Miroslav Tvrznik, who replaced Deputy Mimuster Cerny who
had resigned shortlv after the Februarv Steering Commuttee meeting Deputy
Minister Tvrzruk m his mitial remarks stressed the need for and importance of
defining terms, a follow up to the Februarv Steering Committee meeting
conclusions (While Ministrv personnel informed the USAID team that terms were
bemng defined, the Team was never furmished with a final, or even a draft, copv of
terms and definitions )

A presentation was made by the USAID team on details of revenue requirement
calculations Specific numbers for one gas distribution company and one electric
distribution company were used to dlustrate the principles The three handouts
included in this section were also discussed Those handouts were particularly
important at the time of the Mav meeting, and remain just as important at the end of
the vear 1996

The two major points addressed 1n the first handout relate to revenue requirements
(covered in the presentation to the Commuttee) and taniff structure The work
performed by EuroEnergv for the Ministrv in the fall of 1996 to establish a “transfer
price” from CEZ to the distributions companies was, to great extent, based on
revenue requirement determunation principles used by US utilitv regulators As a
consultant to the Ministry, a representative of EuroEnergy parhcipated mn the first
several Working Group meetings during late 1995 and early 1996 and became
famihar with the US system The second pomt addressing rate structure, or tariff
structure, will be covered by Bechtel in a taniff workshop during earlv 1997

The second handout ilustrates, under the assumptions stated theremn and from
calculations made by the software provided by the USAID team to the Minstry,
deficiencies 1n electric revenue levels (based on the stated assumptions)
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The final handout ilustrates a major economuc problem with the electnicity tanff
structure in the Czech Republic the very low level of residential rates compared to
industrial and commercial rates The problem 1s well known and has been discussed
publicly by both Mimistry of Industry and Trade and Ministry of Finance personnel
throughout, particularly in the last half of, the year 1996 Decisions in this area have
social and pohtical as well as economic considerations, and the 1ssues and concerns
are reasonably well known at the Mirustry

Iv3



FRAMEWORK I'OR REGULATION OF TIIE ELECTRICITY INDUSTRY
8 JANUARY 1996 DISCUSSION DOCUMENT

us

UK

CR

Industry Structure

In general the framowork ttems in thus scction apply
to US mvestor ownad, vertically mte grated utihitics

The framework herem is bascd on OFFER's (Officce of
Elccirniaty Regulation) Augusl 1994 Proposals for
Distribution Price Control (G ncration, transmisston,

distribulion and supply arc all constdcrcd se parately
by OFFER)

A single G&T company (with 80% of the
country’s gencrating capacity) and cight
distribution companics

Regulatory Goal

Rcgulation 1s a substitute for compctition and should
allow a utility to rccover all allowable opcrating costs
and have the opportunity Lo carna fanr rate of
raturn The regulatory procuss should balance the
mlcrests of customers and mvestors

Strenglhonmg mcentives Lo companics Lo ncrcase
cfficiency and reduce costs and Lo pass on benefils Lo
customers by low prices, while recognising Lhat
sufficienl revenue must be raiscd Lo mamtain an
adcquate quahity of scrvice, Lo finance required new
mvestmont and to allow an appropriate return for the
sharcholders * (Page V of Aug 94 Proposal )

Components of Revenue Requirements

Opcrating cosls + rolurn on mvestment (rate base x
rale of rcturn)

Operating cosls (cash), capital investmant and
remuncration of sharcholders (Page 39)

Form of Regulatory Control (Regulation)

Profits (rate of rcturn)

Prices (price cap, RPI-X) (the control over which s
xpected Lo give better incentives Lo graater cffienncy
than profit ¢ gulation) (Papc 17)

Period of Regulatory Review

Varics - When utihbics file rale cases (onc to scveral
years) or as rcquired by Stale Commussion (e g, «very
two years)

Every five years (X factor is rescl, plus other
adjustments might be madc) (Page 25)

Correction Factor

Nonc No “rctroactive ralemaking”

Ovirchirges/undcrcharpes + mtcrest
rdlurncd/carncd over m following year (Page 21)

Valuation of Assels

Original cosl rate basc (includes ulility plant, working
capital allowance, material and supphes plus other
factors)

Flotation (date of privatization) value x 50% + nct
investment since flotation (Which, on average, ar
around 90% of current cost assct value for the 12
distribulion companies ) (Page 69)

MAJAHALIAREIN DY \MAIL\LST 124140




Cost of (Equity) Capaital

Various me thods uscd, but m 1995 aft ¢ tax RoE
would be about 125%

7% prclax (considering that the risk-frce rate of
tclurn s botween 3 and 4%) Also, * The ramund ration
of shareholders  mdudcs consideration of how to
financc capital expenditure, as well as what
rcmuncration to existing capital would be
appropuiale © (Page 64)

Investmants (Tuture Capital Txponditures)

Providcd by the investor (Recovered from the
custome r through deprcaation over the usc ful lives
of the asscis )

In goneral, provided by customars in the ycar of
mvestmenl expenditure (However, insome cases ‘It
would nol nccessarily be appropriate Lo roquire
customers Lo pay for the whole of the capital
mvestmant programme within cach period’ (Page vi)

Capital Structure

Guncrally 35 40% common cquily, 10 15% prcforred
stock, 50-55% long tcrm debt (30 years)

Nol discussed, as such, however, “There is no rcason
why a busincss should ¢xpcct Lo finance all its capital
cxpenditure out of currenl revenues Companics
should cxpect to operate cfficiently with respect to
financing as well as otheor activitics Soma imncrcasc
borrowing would oftcn be appropriale No balance
sheel projection showed excessive gearing to precdude
this* (Page 1x)

Depreciation

Dcpreaation is the expiralion, or consumplion of the
scrvice life, capadity or uscfulness of property which
should be charged Lo consumers as a cosl of the
strvice they receive in order to reimburse those
supplying the capital used to purchase the related
asscls

Nol addressed (Analysis of opcrating costs was of
cash outlays ) (But, sce page 74)

Source of funds, along with nct income,
for currenl mvestments

Operating costs

Cost of utihity (“rcgulated ) activitics, which indude
depredation and income laxes

Cash oullays of utility activitics, assumng « [ficu nt
management (Page 40)

Operating efficiency

Historically commissions gencrally assumed cfficient
operations, but in the 1970's management efficie ney
and pcrformance became significant 1ssues

The rcgulation monitors and cvaluales manage ment
cfficency (Pages 50 53)
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ARTHUR
ANDERSEN

ARTHUR ANDERSEN & CO SC
24 January 1996 _
Husova 5
110 00 Prague 1
Ing Josef Antos Czech Repubhc
Ing Zbvnék Fousek (42) 2-2440 1300 Telephone

Ing Vit Sponer (42) 2-2440 1301 Facsimule

Ministry of Industry and Trade
Na Frantisku 32
11015 Prahal

Dear Messrs Anto$, Fousek and époner

After reflecting on topics discussed in a meeting yesterday afternoon with Mr Sponer, and
mn the meetings in Mr Fousek’s office on 8 and 19 January, I thought it might be useful to
summarize a few thoughts, particularly our discussions with respect to objectives, including
objectives of US utibitv regulation and of the USAID assistance to the Ministry

[ believe that the overall objective of Mr Cerny with respect to the USAID assistance was to
understand the U S utility regulatorv system and determine how certain aspects of that
system might be applied in the Czech Republic In our discussions on 8 and 19 January, |
expressed my view/opimion that objectives should be established for the significant
activities and processes undertaken by the Minustry and by USAID After my discussion
yesterdav with Mr Sponer, [ believe that would be useful to comment more on objectives,
and definitions, and use illustrations from U S regulatorv principles One item that [ believe
needs a clear definition by the Ministrv 1s the term “cost analysis” After much discussion of
this topic on 8 Januarv, and mv explanations of the US (utilitv cost of service) revenue
requirements computation and the U S utihtv management audit process, 1t seemed to be
the conclusion that “Cost Analvsis” = “Revenue Requirements’ After further discussion at
that meeting, when discussing “cost analysis” work to be performed at CEZ, cost analysis
then meant something (verv) different from (a) revenue requirements (calculation) Various
steps of an analysis process were described, but the term certainly could no longer be
defined as revenue requirements It was agreed in the meeting that a clear objective of cost
analysis for CEZ needed to be established, and that mnput from the Minustry of Finance was
necessary [t is very important for the USAID team to have a clear understanding of the
Ministry’s definition of cost analysis and the objectives of a cost analysis

One further point on cost analvsis, before I move to U S regulatory policy and objectives,
that 1s important to the USAID team 1s the need to understand how the cost analvsis of the
electric distmbution companies performed by EuroEnergy has been utihzed Is the
EuroEnergy cost analysis work precisely what the Minustry wants and needs? Mr Sponer
yesterday seemed to be looking for something different for gas than what was done for
electricity | hope that some examples and illustrations of the US regulatorv process and
objectives will be helpful to the Ministry in defining cost analysis and the objectives of such
an analvsis

O A ACy TY VIALAET A
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In describing U S regulatory principles | have used the book The Regulation of Public
Utihties by Charles F Phullips, Jr The book, just over 1000 pages, provides guidance, not
rules, principles, not solutions, objectives, not mechanics or magic answers The book
condenses a century of evolution of US utility regulation into that 1000 pages Ths letter 1s
obviously much more condensed It 1s also important to understand that this century of
US regulation of utihities (a term | understand does not actually translate into Czech) has
been a period of constant change In fact, the US regulatorv system is currently
undergoing significant, and quite possibly radical, change As economucs change, so must
regulation The system of regulation that will be developed in the Czech Republic must also
be flexible and changeable (if 1t 1s to be “successful” - critenia that probablv also should be
defined)

There are some verv fundamental concepts that are important to understanding the U S
utilitv regulatorv svstem Understanding those concepts helps with defining terms, which,
as | have stated, [ believe 1s an important starting pomnt in the Czech Republic [t should
also be noted that there 1s not a single theorv of utilitv regulation in the United States,
however, | believe 1t would be fair to sav that the “publc interest theorv” 1s perhaps the
most fundamental With respect to that theorv, Phillips has to sav “The public interest
theory of regulation -- the oldest and one that 1s more often implied than articulated -- holds
that regulation 1s undertaken to protect the consumer from the abuses of market
umperfections (or, more broadlv, 1s established for ‘public interest-related objectives”)
Regulating thus is viewed as the law’s substitute for competition, with 1ts basic goal being
to seek ‘economuc” objectives ”

With regard to the scope of regulation, “Regulation, as 1t has developed in the United
States, 15 concerned with rates, service, safety and, to a growing extent, the efficiency of
management In most of the industries under consideration, rate regulation has occupied
much of the commussions’ time and has been the subject of continuous controversy Rate
regulation has two aspects control of the rate level (earnings) and control of the rate
structure (prices) As to the rate level, public utilities are entitled to cover all allowable
operating costs and to have the opportunity to earn a ‘fair’ rate of return Collectively, these
items comprise a company’s total revenue requirements As to the rate structure, public
utilities are permutted to establish rates that, at a minimum, will cover their revenue
requirements Such rates must be ‘just and reasonable, ” with no ‘undue discrurunation

’

The U S utility regulatory process establishes revenue levels (the revenue requirement) and
price levels (the rate structure) The objechives of regulation (briefly stated--the substitute for
competition) and the definition of revenue requirements (rate base x allowed rate of return
+ utilitv operating costs) are well defined and understood by those mnvolved 1n or with the
US utility regulatory svstem As the Czech Republic begins to develop its regulatory
process, definitions of terms and objectives of activities are fundamental building blocks n
that development process The concepts supporting various U S regulatorv terms and
principles are in most cases not at all simple There are also sometimes conflicting goals and
objectives [ believe that developing an understanding of the fundamental building blocks
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supporting the US utility regulatorv system will be of great help in developing the
fundamental building blocks that will ultimately support the Czech regulatory system
Because the concept of determining revenue requirements 1s so fundamental to the U S
system, a few expanded comments (from Phillips) mav prove helpful “The basic standard
of rate regulation 1s the revenue-requirement standard, often referred to as the rate base-
rate of return standard Simply stated, a regulated firm must be permutted to set rates that
will both cover operating costs and provide an opportunitv to earn a reasonable rate of
return on the property devoted to the business This return must enable the utiity to
maintam 1ts financial credit as well as to attract whatever capital may be required mn the
future for replacements, expansion and technological innovation, and 1t must be
comparable to that earned by other businesses with corresponding risks

“There are two aspects of rate regulation (1) the rate level or determination of a utility’s
general level of rates and (2) the rate structure or determunation of specific rates and the
relationships between rates In the words of the Supreme Court

The establishment of a rate for a regulated industry often nvolves two steps of
different character, one of which may approprnatelv precede the other The first is the
adjustment of a general revenue level to the demands of a tair return The second 1s the
adjustment of a rate schedule conformung to that level, so as to ehminate
discriminations and unfairness from its details ”

I have one more reflection which precedes our meeting of 8 January, but was a topic of
discussion at that meeting, which relates to difficulties | was having in understanding the
context of certain questions and/ or requests by the Ministrv After being furnished by
EuroEnergy with a copv of the British Office of Electricitv Regulation August 1994
Proposals for Distribution Price Control covering the U K 's electricity distribution
companies, | realized that principles used in the British regulatory svstem seem to be
influencing the Czech regulatory thought process The British system of regulation 1s, of
course, quite new, basically 1t 1s five years old It (at least the August 1994 Proposal) 1s also
vastlv different from the US system Attached to this letter 1s a more complete copy of the
draft comparison | made of regulatorv policy followed in the US and the U K which was
discussed in our 8 January meeting I have filled in only two columns for the Czech
Republic, and [ will leave 1t to the three of you to determine how useful such a comparison
might be in thinking through defiritions, goals and objectives of regulation in the Czech
Republic One note 1 filled in depreciation under the Czech Republic column because the
view [ have heard of the role of depreciation 1s very fundamentally different from the U S
regulatorv svstem

Comparing the columns for the US and U K system on the attached summarv leads me to
one final overall thought The job of the Ministry of Industry and Trade to develop a
regulatorv svstem for the Czech Republic utility industrv 1s a significant, complex and
challenging task (I am personally pleased that I can be a part of a team supported by
USAID to be of assistance to the Ministrv 1n 1ts regulatory development task ) Speaking
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from a personal stand-point, [ am certain that if [ were a Czech (new) regulator with the
task the three of you have, I would certainly be pleased to recetve all the help I could
possibly get | would also want the best processes that had been proven to work mn other
countries which [ would trv to adopt to my country Unfortunatelv, the US utility
regulatory svstem provides few (perhaps none) specific analy tical technics that one could
transplant and utiize immediatelv in the Czech Republic (or anv other countrv) The U S
utility regulatory system does, however, have a great manyv principles, concepts and
objectives that | believe can be verv valuable in establishing some of the principles, concepts
and objectives for utibtv regulation in the Czech Republic Processes to accomphish the
objectives would then follow Perhaps the lack of detailed analvtical procedures and
methodologies 1s best described bv one final quote from Phillips, as 1t relates to “  the
problems and nature of commussion control of operating expenses One conclusion stands
out Few of the commussions have formulated rules or established standards to govern
expenditures, but supervision of expenses has been vigorous in rate-making proceedings ”
Stated another wav, in the context of the work the Minustry would like to perform, U S
regulatory commussions have neither defined cost analvsis nor established standards for
such an analysis, but they do subject utihty costs to extensive review

[ hope my reflections as summarized above will be useful With regard to details and
mechanics, last week on Wednesday EuroEnergy furnished me with copies of the 1994
financial statements for the eight electric distribution companies This wall be the base
information to perform a revenue requirements computation for one or more of the
distribution companies, although [ may need some additional information on long-term
debt [ have access to all such mformation for CEZ, and can make a CEZ revenue
requirements computation I will need the 1994 financial statements for a gas company, |
suspect Vvchodoceska plynarenska a s in Hradec Kralove That should be the base
mformation to help us get started with the revenue requirements computations and other
support activibes to the Mmistry

Yours sincerely,

H Kendall Hobbs

Attachment
SK

cc Jan Pisko, USAID, Prague
Jacquie DeRosa, USAID, Washington
Howard Menaker, Bechtel, Maryland
Len Kujawa, Diana DePinto, Arthur Andersen, Atlanta
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ARTHUR
ANDERSEN

ARTHUR ANDERSEN & Co SC

Husova 5
19 Februarv 1996 110 00 Prague 1
Czech Republic
v (42) 2-2440 1300 Telephone
Ing Josef Antos (42) 2 2440 1301 Facsimule

Ing Zdenék Fousek

Minustry of Industry and Trade
Na Frantisku 32

11015 Prahal

Dear Messrs Anto$ and Fousek

Josef and [ have completed a computation of revenue requirements, usmng the US utihty
cost of service methodology, for each of the eight electric distribution comparnues and for
CEZ As we review the revenue requirement calculations at an upcoming working group
meeting, [ thought 1t mught be useful to summarize questions that are contamned throughout
my 24 Januarv letter to you that was discussed at our last working group meeting on

8 February Hopefully extracting and listing questions from the 24 Januarv letter wall
facilitate discussion and consideration of important matters to the Ministry as well as next
steps 1n the USAID assistance to the Minstry

For converience and context, [ have numbered the questions below to correspond with a
marked copy of the 24 Januarv letter

1) Do lhave Mr Cerny’s correct overall objective for the USAID assistance? Are there
other objectives? As a related point, which we discussed at our 8 February meeting,
what did Mr Cerny mean by his reference to the regulatorv model being considered as
a “soft model” in the meeting in September 1995 with the United States Secretarv of
Energv?

2) Is there general agreement, or disagreement, that objectives should be estabhshed
(probablv for the year 1996) by the Ministrv?

3) Has the objective(s) of a cost analvsis for CEZ been established?

4) Has mput from the Ministry of Finance regarding the CEZ cost analvsis been obtamed?

5) Has the term “cost analvsis been defined? Are the objectives of a cost analvsis clear? (Is
the definition and olajectwe the same, or different, for the electric disinbution
companies and for CEZ?)

6) How has the cost analysis of the electric distribution companies performed by
EuroEnergy been utilized?

7) Is the EuroEnergy cost analy sis work what the Ministry wants and needs?

AAS KA TN P LA\ T 9ADCC
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8) Are there any differences in the requirements for the gas industry compared to what
was done by EuroEnergy for the electric distnnbution comparnies?

9) Is there general agreement, or disagreement, that the system of regulation for the Czech

Republic should be flexible and changeable?
10) Should criteria for success be defined or determned?

11) In our meeting on 8 February Mr Anto3 mdicated that in the Czech Republic there was
no current concept of a “pubhc interest” objective, rather the objectives were political
Should economic objectives for utihitv regulation in the Czech Republic be developed

12) What are the objectives in the Czech Republic for determining appropnate revenue
levels (“revenue requirements”) for the electric and gas utilihes?

13) What consideration has been given by erther the Mirustry of Industrv and Trade or the
Mirustrv of Finance regarding an appropnate rate of return to be earned by the electric
and gas utihtv companies

14) What comparisons have been made with the costs to serve residential, commercial and
industrial companies with the existing tanffs for those customer groups?

15) How useful will 1t be to try to develop regulatorv guidehnes in the Czech Republic,
using as an informatin source US and U K policies, procedures and objectives?

I hope thus format 1s useful to the working group as 1t continues developing regulatory
procedures for the Czech Repubhic

Sincerely,

Ko b

H Kendall Hobbs
SK
Attachment (pages 1, 2 and 3 of 24 Januarv letter)

cc with attachment Jan Pisko, USAID, Prague
Jacquie DeRosa, USAID, Washington
Howard Menaker, Bechtel, Marvland
Len Kujawa, Diana DePinto, Arthur Andersen, Atlanta
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ARTHUR
ANDERSEN

ARTHUR ANDERSEN & CO SC

24 Januarv 1996 Husova 3
110 00 Prague 1
Ing Josef Anto3 (Cé?c,h ? 41%“%50'[' leph
: 22 elephone
Ing Zbvnék Fousek (42) 2 2140 1301 Facsumule

Ing Vit Sponer

Mirustrv of Industry and Trade
Na Frantisku 32

11015 Prahal

Dear Messrs Anto, Fousek and Sponer

After reflecting on topics discussed 1n a meeting vesterdav afternoon with Mr Sponer, and
in the meetings m Mr Fousek’s office on 8 and 19 January, [ thought it might be useful to
summarize a few thoughts, particularlv our discussions with respect to objectives, mncluding
objectives of US utility regulation and of the USAID assistance to the Ministry

I believe that the overall objective of Vir Cernv with respect to the USAID assistance was to
understand the U S utility regulatorv system and determine how certain aspects of that
system mught be applied in the Czech Republic In our discussions on 8 and 19 January, I
expressed my view/opmion that objectives should be established for the significant
activities and processes undertaken bv the Mirustry and by USAID After mv discussion
vesterdav with Mr Sponer, | beheve that would be useful to comment more on objectives,
and definitions, and use illustrations from U S regulatorv principles One item that [ beheve
needs a clear definition bv the Mirustrv 1s the term “cost analvsis” After much discussion of
this topic on 8 January, and my explanations of the US (utilitv cost of service) revenue
requirements computation and the US utihtv management audit process, 1t seemed to be
the conclusion that “Cost Analysis” = “Revenue Requirements " After further discussion at
that meeting, when discussing “cost analysis” work to be performed at CEZ, cost analysis
then meant something (very) different from (a) revenue requirements (calculation) Vanous
steps of an analvsis process were described, but the term certainly could no longer be
defined as revenue requirements [t was agreed i the meeting that a clear objective of cost

analysis for CEZ needed to be established, and that input from the Miustrv of Finance was 4 >

necessaryv lt1is very important for the USAID team to have a clear understanding of the
Ministry’s definition of cost analysis and the objectives of a cost analysis

One further point on cost analysis, before [ move to U S regulatory policv and objectives,
that 1s important to the USAID team 1s the need to understand how the cost analysis of the
electric distribution companies performed bv EuroEnergy has been utilized Is the
EuroEnergy cost analysis work precisely what the Ministrv wants and needs? Mr Sponer
vesterday seemed to be looking for something different for gas than what was done for
electricity | hope that some examples and illustrations of the U S regulatory process and
objectives will be helpful to the Ministrv in defining cost analvsis and the objectives of such
an analvsis
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In describing U S regulatory principles [ have used the book The Regulation of Public
Utilities bv Charles F Phillips, Jr The book, just over 1000 pages, provides guidance, not
rules, principles, not solutions, objectives, not mecharucs or magic answers The book
condenses a century of evolution of US utihty regulation into that 1000 pages Thus letter 1s
obviouslv much more condensed It 1s also important to understand that this century of
US regulation of utilities (a term [ understand does not actually translate into Czech) has
been a period of constant change In fact, the US regulatorv svstem 1s currently
undergomng significant, and quite possibly radical, change As econormucs change, so must
regulation The system of regulation that will be developed in the Czech Republic must also
be flexible and changeable (if 1t 1s to be “successful” -- criteria that probably also should be /& >
detined)

There are some very fundamental concepts that are important to understanding the U S
utilitv regulatory system Understanding those concepts helps with defining terms, which,
as [ have stated, [ believe 1s an important starting point in the Czech Republic It should
also be noted that there 1s not a single theory of utihtv regulation m the Lruted States,
however, [ believe 1t would be fair to sav that the “public interest theorv” 1s perhaps the
most fundamental With respect to that theory, Phullips has to say “The public interest
theory of regulation -- the oldest and one that 1s more often implied than articulated -- holds
that regulation 1s undertaken to protect the consumer from the abuses of market
imperfections (or, more broadly, 1s established for ‘public nterest-related objectives’)
Regulating thus 1s viewed as the law’s substitute for competition, with 1ts basic goal being
to seek economuc’ objectives ”

With regard to the scope of regulation, “Regulation, as 1t has developed in the United
States, 1s concerned with rates, service, safetv and, to a growing extent, the efficiencv of
management In most of the industres under consideration, rate regulation has occupied
much of the comnussions’ time and has been the subject of continuous controversv Rate
regulation has two aspects control of the rate level (earnings) and control of the rate
structure (prices) As to the rate level, public utilities are entitled to cover all allowable
operating costs and to have the opportunitv to earn a ‘fair’ rate of return Collectivelv, these
items comprise a company’s total revenue requirements As to the rate structure, public
utilities are permutted to establish rates that, at a murumum, will cover their revenue
requirements Such rates must be ‘just and reasonable, " with no undue discrimination”

The US utilitv regulatory process establishes revenue levels (the revenue requirement) and
price levels (the rate structure) The objectives of regulation (briefly stated--the substitute for
competition) and the definition of revenue requirements (rate base x allowed rate of return
+ utditv operating costs) are well defined and understood bv those involved in or with the
U'S utibtv regulatory svstem As the Czech Republic begins to develop 1ts regulatory
process, definitions of terms and objectives of activities are fundamental building blocks in
that development process The concepts supporting various US regulatory terms and
principles are in most cases not at all simple There are also sometimes conflicting goals and
objectives [ beheve that developing an understanding of the fundamental buillding blocks
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supporting the US utilitv regulatory svstem will be of great help n developing the
fundamental building blocks that will ultimatelv support the Czech regulatory svstem
Because the concept of determining revenue requirements is so fundamental to the U S
system, a few expanded comments (from Phillips) mav prove helpful “The basic standard
of rate regulation 1s the revenue-requirement standard, often referred to as the rate base-
rate of return standard Simplv stated, a regulated firm must be permutted to set rates that
will both cover operating costs and provide an opporturuty to earn a reasonable rate of
return on the propertv devoted to the business This return must enable the utility to
maintam 1ts financial credit as well as to attract whatever capital mav be required n the
future for replacements, expansion and technological nnovation, and 1t must be
comparable to that earned bv other businesses with corresponding risks

“There are two aspects of rate regulation (1) the rate level or determunation of a utithity’s
general level of rates and (2) the rate structure or determunation of specific rates and the
relationships between rates In the words of the Supreme Court

The establishment of a rate for a regulated industry often mvolves two steps of
different character, one of which mav appropriatelv precede the other The first 1s the
adjustment of a general revenue level to the demands of a fair return The second 1s the
adjustment of a rate schedule conforming to that level, so as to ehmnate
discriminations and unfairness from its details ”

[ have one more reflection which precedes our meeting of 8 Januarv, but was a topic of
discussion at that meeting, which relates to difficulties | was having in understanding the
context of certain questions and/ or requests by the Ministrv After being furnished by
EurcEnergv with a copv of the British Office of Electricitv Regulation August 1994
Proposals for Distribution Price Control covering the U K's electricitvy distribution
companues, | realized that principles used m the British regulatorv system seem to be
influencing the Czech regulatorv thought process The British system of regulation 1s, of
course, quite new, basicallv it 1s five vears old It (at least the August 1994 Proposal) 1s also
vastly different from the US svstem Attached to this letter 1s a more complete copv of the
draft comparison I made of regulatory policy followed in the US and the U K which was
discussed mn our 8 January meeting [ have filled in onlv two columns for the Czech
Republic, and | will leave 1t to the three of you to determine how useful such a comparison
mught be in thinking through definitions, goals and objectives of regulation in the Czech
Republic One note, | filled in depreciation under the Czech Republic column because the
view | have heard of the role ot depreciation 1s verv fundamentallv different from the US
regulatorv svstem

Comparing the columns for the US and U K svstem on the attached summary leads me to
one final overall thought The job of the Ministry of Industry and Trade to develop a
regulatory svstem for the Czech Republic utiitv industry 1s a significant, complex and
challenging task (I am personallv pleased that I can be a part of a team supported by
USAID to be of assistance to the Mimnistrv in its regulatorv development task ) Speaking
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Ing Zdendk Fousek ) 3 i oy Lelephone
Mirustrv of Industry and Trade
Na Frantsku 32
11015 Prahal

Dear Mr Fousek,

Pursuant to our discussion vesterday, m response to the request at the 21 February Steermg
Commuittee meeting for 1) views on regulatorv goals and 2) defirntion of terms, summarnzed
below 15 an mihal hsting of terms that I believe need defining and concept/ activities that
should have objectives

Most of the followmng terms should be defined m an economuic sense first, and then perhaps
from a legal perspective

Monopolv

Market power

Franchise (this would be more of a legal than an economic definttion)
Utihitv

Non utihitv (non regulated) activities

Cost of service

Cost of capital

Depreciation

Cost analvsis

Most of the followng items are concepts or activittes that should have clear or defined
objectives The first item, public interest, 1s probably more of a term that needs to be
defined, but it 1s also an mportant concept m considermg the goals and objectives of
regulation, therefore, I have mcluded it in this section

Public interest

Obligations of utihties

Rights of utihites

Regulation (goals of, or objectives of)

Cost analvsis (I believe this 1s both a term that needs a defimthon and a concept/ activits
that requires an objective)

Rate/ taniff design

Central dispatch (this 1s an extremelv important function and, therefore, one [ beheve
needs very clear goals and or objectives)
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The above are only mitals thoughts I wall reverse/expand ttus hst after discussions with
Howard Menaker of Bechtel and representatives of law firms from the USAID/Bechtel team
following our meetings next week on 18 and 19 March

Smcerely,

Ko fhfh

H Xendall Hobbs

cc Jan Pisko, Bob Posner USAID, Prague
Jacquie DeRosa USAID, Washington
Howard Menaker- Bechtel, Maryland
Len Kujawa, Diana DePmto Arthur Andersen, Atlanta



Selected U S Regulatory Principles from
The Regulation of Public Utlities
by Charles F Phillips, Jr

There are some very fundamental concepts that are important to understanding the U'S
utiity regulatory system [t should also be noted that there 1s not a single theory of utihity
regulation in the United States, however, 1t probablv would be fair to say that the “public
interest theorv” 1s perhaps the most fundamental With respect to that theorv, Phullips has to
sav “The public nterest theory of regulation ~ the oldest and one that 1s more often imphed
than articulated - holds that regulation 1s undertaken to protect the consumer from the
abuses of market imperfections (or, more broadly, 1s established for ‘pubhc interest-related
objectives’) Regulating thus 1s viewed as the law’s substitute for competition, with 1ts basic
goal being to seek ‘economic’ objechives ”

With regard to the scope of regulation, “Regulation, as 1t has developed in the United States,
1s concerned with rates, service, safetv and, to a growing extent, the efficiency of
management [n most of the industries under consideration, rate regulation has occupied
much of the commussions’ time and has been the subject of continuous controversv Rate
regulation has two aspects control of the rate level (earnings) and control of the rate structure
(prices) As to the rate level, public utilities are entitled to cover all allowable operating costs
and to have the opporturutv to earn a ‘fair’ rate of return Collectively, these items comprise a
companv’s total revenue requirements As to the rate structure, public utiiies are permutted
to establish rates that, at a murumum, will cover their revenue requirements Such rates must
be ‘just and reasonable, * with no “‘undue’ discrimunation ”

The US utihtv regulatorv process establishes revenue levels (the revenue requirement) and
price levels (the rate structure) The objectives of regulation (briefly stated--the substitute for
competiion} and the definition of revenue requirements (rate base x allowed rate of return +
utility operating costs) are well defined and understood by those involved mn or with the US
utility regulatorv svstem With respect to the determination of revenue levels, Phullips states

“The basic standard of rate regulation 1s the revenue-requirement standard, often rererred to
as the rate base-rate of return standard Sumply stated, a regulated firm must be permutted to
set rates that will both cover operating costs and provide an opportunity to earn a reasonable
rate of return on the property devoted to the business This return must enable the utility to
maintain 1ts financial credit as well as to attract whatever capital may be required m the
future for replacements, expansion and technological innovation, and 1t must be comparable
to that earned by other businesses with corresponding risks

“There are two aspects of rate regulation (1) the rate level or determination of a utihitv’s
general level of rates and (2) the rate structure or determination of specific rates and the
relationships between rates In the words of the Supreme Court

The establishment of a rate for a regulated industrv often mvolves two steps of different
character, one of which mav appropnately precede the other The first 1s the adjustment
of a general revenue level to the demands of a fair return The second 1s the adjustment
of a rate schedule conformung to that level, so as to elimunate discriminations and
unfaimess from its detads ”
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3

4)

Czech Republic Electric Industry 1994 Revenue

Revenue - Th Kc

Histoncal Economic
Company Allocated
6 273 741 6 892 479 7,957 019
7,647 377 8 162 426 9 458 808
4372777 4778728 § 521 001
4 953 994 5 283 891 6 103 690
7 241,161 9 008,219 10 355 407
7 348 675 7 619,412 8 865 158
12,804 406 13,128 017 15 298 515
10 425616 10,806 018 12,673 365
Incremental (Note 3) - 10 471 867 -
81773777 76 234 058 76 234 058

Historical revenues for the eight distnbution compantes are taken from their

31 December 1894 financial statements

Economic revenue levels are calculated based on the U S cast of services
methodology (calculated and explained eisewhere in detaif)

CEZ revenue for 1894 totaled 48 566 $69 Th Kc and is reflected in the historical
revenue amounts of the distnbution comparnies’ revenues to cover their purchased
power costs CEZ's required 1994 economic revenue level is 59 038,836 Th Kc
an incremental level of 10 471 867 Th Kc above the histoncal level

The allocation of the CEZ incremental economic level revenue requirement in made
based on the percentage of historical revenue levels by distribution company

EN



Electricity Industry Rates - 1994

In 1ts response to the request at the 21 February Steering Commuttee meeting for goals of
regulation, the Ministrv of Finance has stated

e With respect to the period from 1997 to 1999, “  the main objective of the regulatory
process will be to adjust energy prices for households so that the prices reflect
economucallv justified costs and so that cross subsidies of households from higher prices
applied to other customers are eliminated ”

* “Increase maximum prices for households annually not more than by 15% mn average (will
be adjusted based on the results of cost analysis) ”

The above objective of the Miustry of Finance 1s quite approprate, however, increasing
residential rates by annually 15% through the year 1999 will not achuieve the objective Such
adjustments over the next three-year period will not be adequate to reflect the fact that
residential rates should be substantiallv hugher than rates for industrial customers Without
further (significant) adjustments, there will be substantial cross subsidies remaining in 1999

The following summary ilustrates an approximate, reasonable reahgnment of rates m the
Czech Republic to more accurately reflect (hustoric average) costs to serve the respective
customer classes Substantial work would be required to establish rates based on actual costs,
however, the following should be reasonablv indicative of a rate structure that would be
required to have “economuc” (those that reflect actual costs) rate levels Until electricitv prices
more accurately reflect costs, 1t will be extremely difficult to economucally/rationallv resolve
questions/ 1ssues relating to energy mmports or third partv access to the transmussion grid

Electncity Industry Rate Structure 1994

CR USA C R Rate/KWh

Customer Class Ke/KWh c/KWh Ratio Average Economic

(col 3x4)
Residental 09 885 123 16 196
Commercial 22 792 110 16 175
Industnal 18 4 90 068 16 109
Average 16 722 100 16 160
Notes 1) The 1994 C R rates (Kc/KWh) above are taken from the Prazska energetika 1994

English version annual report for use as representative average rates for the eight
distnbution companies

2) The Economic rate structure (Ke/KWh) calculation i1s based on the U S A Rate
Structure Ratio and Czech Republic Historic Rate Structure The structure is
more reflective of the costs to serve the different customer classes however
rate |evels are below economic costs
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COMPUTATION OF REQUIRED REVENUE

Background

During our activities with the Working Group over the early months of 1996, the general
procedures followed by US utilities and their regulators have been reviewed discussed and
tlustrated Working with 1994 year-end financial information, the only data available to the
Ministry of Industry and Trade 1n early 1996, revenue requirement (RR) calculations were
made for CEZ and the eight electric and the eight gas distribution companies

This more detailed analysis, computation and illustration uses the 1994 and 1995 historical
financial statements of one of the eight electric distribution companies, PraZska energetika,
as (PRE), to document for the Mimustry the fundamental considerations and steps to
compute a utility’s RR under the US cost of service process

Using the program previously provided to the Mirustry, and the explanations herem,
Ministry personnel should be able to understand the US system for calculating RR, as
applied m the Czech Republic, and the RR components including

e Rate base

e Rate of return

» Allowable operating expenses
® Required revenue

Overview

The above items are the components of the RR formula, that 1s, rate base times the rate of
return 1s equal to the return (or operating income), and the return plus allowable operating
expenses 1s equal to the required revenue (or cost of service)

These elements represent fundamental considerations mn U S the rate-making process and
In assessing the mmpact of rate-making on a US regulated company's accounting
procedures For decision making a US utlity company must consider the impact of these
elements, staying aware of 1ts commussion's previous practices with respect to them

It 1s important to understand that the PRE example does not attempt to cover the variety or
complexity of the circumstances that are encountered n US rate-case proceedings The

PRE dlustration herem 1s specifically designed to be brief so that fundamental theory 1s
not obscured

Two other basic and fundamental concepts are important -- and particularly so as this
methodology 1s apphed in the Czech Republic The first 1s that the process 1s designed to
establish, using historical data as a starting pomt revenue levels for a future period (the
period(s) that new rates will be 1 effect) The second 1s that this process 1s designed to
provide a (adequate) return on mvested capital This 1s a most important pont and 1s
fundamental if the ultimate goal of the Czech government 1s to enable the Czech Republic
utility industry to be financed by private capital
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The balance sheets of PRE and the related income statements, as of December 31, 1994 and
1995 are provided at the end of this section

"Operating ncome" on Line 29 of PRE’s Income Statement has increased shghtly from 1994
to 1995 "Operating income" represents a companv's return and must be sufficient to cover
mterest payments and -- for US investor owned utilities or Czech utilities if privatized --
provide a fair return on equity devoted to utiity operations It 1s this amount, when
considered as a percentage of the rate base, that indicates the actual rate of return earned by
the company during the period

The actual return earned by PRE m 1995 was 717 %(net mcome divided by average
shareholders' equity) If this return 1s viewed by potential investors as being madequate,
PRE will find 1t difficult to attract equuty funds

In preparing for a rate case, a US utility company must develop a test period that 1s
representative of its cost of service under normal conditions It should be free from
unusual seasonal varation or other influences which would cause distortion of a normal
period Pro forma adjustments are made when the test year expenses or revenues are not
representative of costs expected during the period the new rates will be in effect Such pro
forma adjustments may be necessitated by abnormal weather during the test period, by
known changes mn labor contracts, local tax assessments or rates, tax laws or other changes
m costs The test period usually 1s based on a recent historical twelve-month period
However, due to the time lag between recogmzing the need for changes in rates and the
final decisions, and due to high inflation, some commussions are permutting the use of a test
period that 1s projected at least partially into the future All of these US concepts and
principles would be applicable in the Czech Repubhc

The PRE example uses 1995 as 1ts “test” year Therefore, the ncome statement for the year
ended December 31, 1995, and the related balance sheet, will provide the basis for
determuning the normal cost of service

The first step in determining the revenue requirement 1s the computation of the required

return, that 1s operating income In order to determine the required return, both the rate
base and the rate of return must be determined
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Rate Base

Rate base as defined, in general terms, in the US 1s the property that 1s used and useful in
serving the public The return allowed on the rate base must be the cost of servicing the
debt, plus an amount which allows a fair return to the equity holders' mnvestment in plant
and working capital In Appendix II 1s the company's computation of rate base Each of the
amounts on Lines comes from the balance sheet on Appendix I

Construction Work 1n Progress (CWIP), as shown on the balance sheet, has usually been
excluded from rate base by most US state utiity commussions because 1t represents plant
not currently m service The utility 1s currently paymng the carrying costs of the mvestment
in CWIP and records such investment and carrying costs as CWIP until the projects therem
are completed and allowable in rate base This capitalized carrying cost represents a future
claim for recovery in rates

A number of US commussions (including the Federal Energy Regulatory Commuission
{FERC}) do allow utility companies to mclude (at least a portion of) CWIP m rate base
Including CWIP 1n rate base provides a "cash" return when needed most and helps prevent
"rate shock"--the phenomenon that occurs to customer bills when the total cost of a new
plant 1s included all at once in rate base

The argument agamst including CWIP in the rate base 1s usually that the property 1s not
currently providing service to customers and therefore the return (or cost of financing)
should not be charged to current customers When construction 1s completed and the
additional plant 1s placed in service, 1t will then produce additional revenues which will
maintain the rate of return on the increased rate base This assumption 1s not always true,
however Many construction projects are undertaken to replace existing property, to
1mprove service or to improve the environment but do not necessarily increase the revenue-
producing capacity of the utiity To help provide revenues for required construction
programs, 1t would be quite appropriate to include CWIP in rate base m the Czech
Republic

A very signuficant pomnt in the defimition of rate base 1s the timing and method of valuation
used As for timing, the rate base used 1s generally either an average for the test period or
an end-of-test-period rate base As stated earlier, n the US the test period may be either
an historical pertod, a period that 1s part historical and part projected, or a period that 1s
fully projected When an end-of-period rate base 1s used, allowable operating expenses and
actual revenues are sometimes adjusted to an end-of-test period level to reflect increases
during the year

Use of end-of-test period rate base reduces the “regulatory lag” between the time the
figures used m the rate case are recorded on the books and the time revenues based on
these results are collected Furthermore, use of end-of-test period rate base, without
adjusting test period revenues and expenses to an end-of-period level, 1s considered by
many US utlity commussions as an imprecise procedure for compensating the utility for
the effects of “atiritton” Attrition 1s the continual increase in plant costs and operating
expenses, which prevents a utihity from earning its allowed rate of return The PRE example
uses a projected mud-pomt rate base as a means of offsetting, to some extent, the impact of
attrition

As to the methods of valuation, the methods used are generally either original cost or some

version of fair value In this example, PRE’s original cost rate base 1s used, based on Czech
accounting law which does not provide for asset revaluations
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For US utibities original cost 1s defined as the cost of property when first devoted to public
service If property 1s later sold to another utility at higher than origmnal cost, the excess
over ongmnal cost paid by the acquiring company 1s usually excluded from rate base This
exclusion 1s designed to prevent customers from bemng charged higher rates merely because
the ownership of the utihity's property changes hands

Fair value has no precise definition, but it would ordmarily give recognition to current price
levels and mayv also adjust the investment estimate to reflect potential improvements m a
more efficient configuration of generation, transmussion and distribtution plant
Engmeering appraisals, reproduction cost studies, price-level indices and other studies
provide the basis for the determination Often, comnussions will give partial recognition to
current costs by weighting a portion of the rate base for current cost and then computing
the remaming amount at origmal cost Such a process could be used m the Czech Repubhc
as the current replacement of most utility property significantly exceeds its value as
reflected in the Companies financial statements If used higher plant costs would be used
for RR calculations, the actual accounting records would not be changed

The major component of rate base 1s the net plant (financed by mvestors - i the US), but
rate base usually includes an allowance for working capital as well This 1s intended to
provide for the investment in the funds needed to operate the business between the time
expenses are paid and the time customers pay their bills In other words, in addition to the
mvestment m plant, funds are also needed to pay for day-to-day expenses incurred prior to
the receipt of cash from customers for service rendered to them One procedure for
computing this lag 1s referred to as a lead-lag study Another method, the "balance sheet
approach," utilizes current assets munus current habilities as a measure of determining a
working capital allowance Under this approach, the average of a number of month-end
balance sheets will be used to derive the allowance The use of a reasonable formula has
been common mn many rate cases The FERC and a number of state commussions use a
formula based on operating expenses, exclusive of depreciation and taxes, that would be
incurred during 45 days--one-eighth of a year

The mnvestment n required stocks of materials and supplies s also included mn working
capital The amount included could be the balance at the end of the test period, a simple
average of beginning and ending balances, an average of monthly balances or the balance at
some specific pomt in time In the PRE case, the amount included 1s the balance at the end
of the test period

As shown on Line 8, on the next page, PRE's rate base at 31 December, 1995 1s 5,013,715 th
Kc and for establishing future RR 1s 5,356,065 th Kc using the projected 1996 average plant

balance

P g dofl



PRE, as

COMPUTATION OF RATE BASE

31 DECEMBER 1995
‘000 Kc
Line
No  RATE BASE
1 Plant 8,938,912
2 Less-Accumulated depreciation 4,044,916
3 Net plant
WORKING CAPITAL
Annual operation and
maintenance expense-
4 Operation/salaries and wages 302,110
5 Other operating expense 233,535
535,645
6 45 days (1/8 of year) -8 66,956
7 Stock at the end of the test period
(materials and supplies) 52,763
8 Rate Base 31 December 1995
9 One half of 1995 actual plant
addrtions -- to project a mid-year

rate base for 1996

10 Rate base 1996 Average (Projected)

PageSotlo

4,893,996

e



Rate of Return

The next step mn determuning a US utiity company's revenue requirements 1s calculating a
fair rate of return (cost of capital) to apply to the rate base This step recognizes that
mnvestors (bond and equuty holders) require a "return” on funds invested in the utihity The
financing as obtained was used to construct faciities necessary to provide utility service
(1e, rate base) Thus, by multiplying rate base by rate of return, the necessary total return
1s produced--one that will be sufficient to pay mterest to the bondholders and provide a fair
equity return to the common stockholders In most cases, the cost of capital 1s by far the
principal factor considered when determining rate of return This concept 1s of particular
importance i the Czech Republic and, therefore, a separate paper on rate of return
considerations has been developed Cost of capital includes

¢ Interest on a company's existing debt capital, commonly referred to as its
embedded cost These are generally the stated rate on given borrowings

» The cost of equity capital

¢ Funds from ratepayers (customers), if any

These represent the costs associated with the sources of funds used to finance a utility's
property, plant and equipment Utlities are capital intensive and generally generate a
smaller portion of total construction needs internally than most industries due to the
following

¢ High capital requirements n relation to revenues

e In the US higher dividend payout ratios and thus smaller amount of equty
retained

e Lower rates of return earned on equity

As a result, utilities require a larger amount of outside fimancing

The first step in determining the rate of return for a US utihity company 1s the computation
of the embedded cost of debt As PRE has no significant long-term debt, this step (for
1995/1994) 1s not requuired

For purposes of this example, PRE's cost of equity capital 1s assumed to be 15% (Reference
should be made to the separate report for cost of equuty capital considerations )

The determunation of the cost of equity capital 1s an area m whach judgment plays an
important role U S court precedents generally state that the return on equity must be set
at an amount that will attract capital, mamntain the financial mtegrity of the company, and
be comparable to similar-risk companies The following are three of
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the most common factors considered 1n arriving at the rate of return to be allowed on

equity

e The rates of return on equty granted by the regulatory commission with
jurisdiction or by other commussions in recent rate cases

e The debt and equity ratios of the utility’'s capital structure

e The results of studies using discounted cash-flow techniques, earmings/ price
ratios, and capital asset pricing models (CAPMs)

The regulatory commussion may also consider the quality of service rendered by the
company, the efficiency of the company's management, attrition, or other factors

The method of valuing rate base, as discussed earlier, may also mfluence the rate of return
If a fair value rate base 1s allowed, a lower rate of return may be allowed as well

Again, reference should be made to the report covering cost of equity capatal for additional
mnformation

Allowable Operating Expense

After determuning the return required, the next step 1s to compute allowable operating
expense

PRE’s income statements for the years ended December 31, 1995 and 1994, and the related
balance sheets, will provide the basis for determiming the normal cost of service It 1s
mmportant to understand that the pro forma adjustments below do not represent projections
or forecasts by PRE The amounts have been determuned - by Arthur Andersen - based on a
review and comparison of PRE’s 1995 and 1994 financial statements The amounts and the
specific adjustments llustrate the US cost of service methodology Under the US process,
the utihty company (PRE m this example) would be responsible for developing all of the
financial information (bemng illustrated heremn) and adjustments and submtting 1t to the
regulator (the Ministry of Industry and Trade in the Czech Republic) Adjustments, made
by erther the utility or the regulator are made on two grounds (1) to reflect ordnary
circumstances, and (2) to remove expenditures that are contrary to the Commussion’s policy
or 1n general are not the responsibility of customers The following (seven) adjustments
llustrate/reflect “ordinary circumstances”, as any other adjustments work exactly the same
way

The first pro forma adjustment below i the amount of 210,686 th Kc represents an
expected 15% residential rate increase to be effective from mud 1996 As the last electncity
price mcrease was for residential customers in mud 1995, the pro forma 1996 electricity price
increase 1s calculated for 12 months

The second pro forma adjustment reflects an increase in purchased electricity cost The
mncrease of 1% represents the actual difference between purchased electricity costs m 1994
and 1995

The third pro forma adjustment reflects an increase mn mamntenance costs resulting from an
expected 1996 inflation rate of 9% The volume of mamtenance services in 1996 1s assumed
to be at same level as in 1995
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The fourth pro forma adjustment reflects an increase in payroll costs resulting from an
expected monthly salary increase based on the actual 1995 percentage mcrease and a similar
decrease m the number of employees in the year 1995 compared to 1994 The salary increase
between 1994 and 1995 was 18% (1994 average salary was 9,670 Kc/month, 1995 average
salary was 11,406 Kc/month) The number of employees decreased from 1,523 m 1994 to
1,499 1n 1995 and, therefore, the same decrease of employees, 24, 1s used for 1996

The fifth pro forma adjustment reflects increased depreciation expense resulting from plant
and equipment additions The additional depreciation expense 1s calculated on all plant and
equipment additions mn 1995 using the 1995 composite depreciation expense rate of 5 87%
The composite depreciation rate 1s calculated based on the average 1995 balances divided
mto the year's depreciation expense Property, plant and equipment additions for 1996 are
projected to be at the same level as 1995

The sixth pro forma adjustment reflects a decrease in other expenses to reduce the 1995
level of the bad debt provision to a more normal amount The bad debt provision in 1994
amounted to 76,663 th Kc and i 1995 to 140,359 th Kc The increase in 1995 reflects bad
debts related to prior years provided for in 1995 after a change i the tax law

The seventh pro forma adjustment reduces income tax expense in 1995 to the level 1t will be
mn 1996 reflecting the income tax rate decrease between the years 1995 and 1996 from 41% to
39%

The effect of these “known changes” (a US utility description, or term, - indicating, m
concept, that the utility company and the commussion have a reasonable basis for making
the pro forma adjustments) in costs, as shown on Line 11 on page 14, 1s to mcrease
“Operating mcome " from 359,634 th Kc to 469,514 th Kc Operating income 1s the
company's return The “As Adjusted” operating income yields a higher rate of return than
earned m 1995, but not high enough to cover PRE's (estimated) cost of capital of 15%

In addition to pro forma adjustments, regulatory commussions routinely disallow those
expenditures that are either contrary to commnussion policy or are expenditures for which
customers are not required to compensate the utility For example, historically comnussions
have not permutted utilities to incur advertising expenditures For other types of disallowed
outlays, the comnussions have generally concluded that they are the responsibility of
stockholders and not customers The disallowed expenditures include outlays for

e chantable contributions,
e political contributions, and
e adverhsing

Whenever the operating expenses include such outlays, the allowable expenses are reduced
by the disallowed expenditures

P ge8ofl>



PRE, as

PRO FORMA ADJUSTMENTS TO COST OF SERVICE

M
To reflect expected residential tariff increase 1n 1996-
Average residental electricity price 1n 1995 (Kc/ MWh)
Expected residential taniff increase i 1996

Average residential electricity price in 1996 (Kc/MWh)
Actual residential electricity sales (MWh) 1 1996

Projected residential revenue
Actual 1995 residential revenue

Increase 1n 1996 electricity sale

)

To reflect increase of electricity purchased in 1996 -

Actual 1995 purchased electricity cost
Expected purchased electricity cost increase

Increase 1n 1996 purchased electricity cost

(3)
To reflect increase cost of services in 1996 -
Services 1n 1995

Expected inflation 1n 1996

Cost of services increase m 1996

@)
To reflect increased payroll cost-
Average salary in 1995 (Kc/month)
Expected percentage increase 1mn 1996
Expected average salary 1in 1996 (Kc/month)
Estimated employees 1n 1996

Expected payroll cost 1n 1996
Payroll cost in 1995

Payroll cost increase 1n 1996
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‘000 Kc
954 00
15%
1,097 10

1,472,300

1,615,260

1,404,574

210,686

5,190,949

1%
51,909
233,535
9%

21,018

11,406
18%

13,459
1,475

238,226

205,171

33,055




©)

To reflect increased depreciation expense in 1996 resulting

from plant and equipment additions -

Plant and equipment additions 1n 1995

Composite depreciation rate

Additional depreciation expense for 1996

(6)

To reduce the 1995 level of uncollectable accounts expense
to eliminate the effect of prior year bad debts provided for

1in 1995

Effect in 1996

)

To reflect income tax percentage decrease

Income tax expense in 1995

Income tax rate 1n 1995
Income tax rate 1n 1996

Effect 1n 1996 (4 88% decrease)
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684,700
587%

41%
39%

40,184

(31,848)

276,986

(13,512)




PRE,as

DETERMINATION OF ADDITIONAL INCOME TAXES

‘000 Kc
Rate base 5,356,065
Rate return 15%
Required return (Operating income) 803,410
Less Return as adjusted 469,514
Additional revenue 333,896
Income tax requirement (see below) 213,475
Total additional revenues required 547,371
Income tax calculation
Additional revenue 333,896
Tax rate(61 %) reciprocal 61%
Gross revenue requirement 547,371
Tax rate 39% 39%

Income tax effect 213,475
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Required Revenue

The objective of a U S utility rate case 1s to determune the revenue required to provide a fair
return on rate base after meeting allowable operating expenses All of the data necessary
for such a determunation for PRE for 1996 revenue levels have now been illustrated

Line 1 shows the return required Thus 15 the return on rate base that shows the operating
income as adjusted on a pro forma basis for expected 1996 price and cost changes
Subtracting Line 2 from Line 1 results in an operating mcome deficiency of 333,896 th Kc
The collechion of additional revenues will generate additional taxable income, which will
generate additional ncome taxes So, the additional revenue required must be mcreased

Operating income deficiency must also be collected to cover these additional income taxes
and this 1s shown on Line 4

When the additional requirement on Line 5 1s added to the actual revenues of the company
in 1995, the total revenue requirement 1s the result. This 1s shown on Line 7
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PRE, as

COMPUTATION OF REVENUE REQUIREMENT

‘000 Kc

Line

No

1 Return required (rate base x rate of return) 803,410
2 Less Operating income, as adjusted 469,514
3 Operating mcome deficiency (Line 1 - Line 2) 333,896
4 Additional income taxes required 213,475
5 Total additional revenue required to produce desired 547,371

return (Line 3 + Line 4)
6 As adjusted revenue for test year 7,061,091

7 Revenue requirement 7,608,462
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Line
No.

O 0 O

11

12

13

OPERATING
REVENUES

OPERATING
EXPENSES
Purchased and
Interchange

power
Maintenance
Personnel
Depreciation
Other
Income taxes

Total operating
expenses

Operating ncome
RATE BASE

RATE OF
RETURN

STATEMENT OF INCOME

US COST OF SERVICES FORMAT

YEAR ENDED DECEMBER 31, 1995
TOGETHER WITH PRO FORMA ADJUSTMENTS

PRE, as

‘000 Kc
Pro Forma Adjustments

Additional Pro Forma

Revenue With Rate

Actual Debit Credit As Require- Increase
Adjusted ment
(Col 1) (Col 2) (Col 3) (Col 4) (Col 5) (Col 6)
6,850,405 - 210,686 7,061,091 547,371 7,608,462
5,190,949 51,909 - 5,242,858 5,242,858
233,535 21,018 - 254,553 254,553
302,110 33,055 - 335,165 335,165
429,165 40,184 - 469,349 469,349
58,026 - 31,848 26,178 26,178
276,986 - 13,512 263,474 213,475 476,949
6,490,771 146,166 45,360 6,591,578 213,475 6,805,052
359,634 146,166 256,046 469,514 333,896 803,410
5,013,715 342,350 - 5,356,065 - 5,356,065
717%
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PRE as - 31 December 1995
Czech Statutory Financial Statement Forms
(Translation of financial statements onginally 1ssued in Czech)

BALANCE SHEET LONG FORM

Current year Prior year
LINE Gross Provisions Net Net
TOTAL ASSETS 1 12420515 | 4200737 | 8219778 6938028
A STOCK SUBSCRIPTIONS RECEIVABLE 2 0 0 0 0
B [INTANGIBLE AND TANGIBLE ASSETS AND INVESTMENTS | 3 | 9,123769 | 4060063 | 5063706 | 4379,026
B | Intangible assets 4 161 004 15147 145 857 56 221
B | 1 JExpenses of foundation and organization 5 0
2 {Research and development 6 0
3 |Software 7 54 430 15147 39283 9 685
4 |Patents nghts and royaities 8 0
5 |Small and other intangibles 9 0
6 |Intangibles in progress 10 102 553 102 5§53 41612
7 |Advances for intangibles 11 4021 4021 4924
B I Tangible assets 12 8938912 | 4044916 ] 4893996 | 4321705
B Ul 1 {Land 13 261 372 261 372 251 551
2 |Buildings halls and constructions 14 5540609 2535742 | 3004867 | 2866954
3 | Separate movable tems and groups of movable tems 15 20302821 1007144 1023138 796 569
4 |Permanent growth 16 0
§ |Livestock 17 ]
6 {Other tangible assets 18 502 203 502 030 173 74123
7 |Tangibles in progress 19 318 966 318 966 160 858
8 |Advances for tangibles 20 285 480 285 480 171 650
9 JAdjustment to purchased property 21 0
B il Financial investment 22 23853 0 23853 1100
B Il 1 |Majonty shareholdings and participating interests
(shareholdings > 50%) 23 19 300 19 300 0
2 | Substantial shareholdings and participating interests
(shareholdings of 20% - 50%) 24 0
3 |Other securities and deposiis 25 4553 4 553 1100
4 |Intergroup loans 26 0
5 {Other loans and financial investments 27 0
C |CURRENT ASSETS [28] 1,274931| 140,674 1134267 | 856,933
C | Inventory 28 53078 315 52763 66 554
C 1 1 |[Matenals 30 44 435 315 44120 47 246
2 JWork in progress and semi firished production 31 289 289 18 695
3 |Finished products 32 0
4 [Livestock 33 0
§ |Goods 34 6 956 6 956 26
6 |Advances granted 35 1388 1398 587
C L.ong term receivables 36 1285 0 1285 848
C Il 1 |Trade and other receivables 37 1285 1285 848
2 |Receivables from partners and associations 38 0
3 jRecevabies from related companies (shareholdings >50%) 39 0
4 |Recewvables from related companies (shareholdings of 20% 50%)| 40 0
5 |Other receivables 4 0
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PRE as - 31 December 1995
Czech Statutory Financial Statement Forms
(Transiation of financial statements onginally i1ssued in Czech)

BALANCE SHEET LONG FORM

Current year Prior year
LINE Gross Provisions Net Net
C Il Short term receivables 42 294 736 140 359 154 377 291 029
C Il 1 |Trade receivables 43 226 437 140 359 86 078 252914
2 |Recewvables from partners and associations 44 150 150 0
3 |Recewvables from social securty 45 0 0
4 |Receivables from taxes and subsidies 46 64 091 64 091 35370
5 |Deferred tax assets 47 4] 0
6 |Recevables from related companies (shareholdings > 50%) 48 0
7 |Recevables from related companies (sharehoidings of 20% - 50%) 49 0
8 |Other receivables 50 4058 4058 2745
IC IV Financial accounts 51 825 822 3] 925 822 498 502
IC IV 1 |Cash 52 1 861 1861 1 509
2 |Bank accounts 53 53 307 53 307 135 452
3 |Short term financial assets 54 870 654 870 654 361 541
D OTHER ASSETS 55| 2021815] o| 2021815 1702,089
D 1 Temporary accounts of assets 56 12441 0 12 441 2057
D | 1 |Prepaid expenses 57 12300 12 300 1993
2 |Unbilled revenue 58 0
3 |Exchange rate vanances loss (debit) 59 141 141 64
D Il  [Contingencies - gain ] 60| 2009374 | | 2009374] 1700012

|Control number

[oos] 47672686 | 16 802948 | 30869 738 | 26 052 100




PRE as - 31 December 1995

Czech Statutory Financial Statement Forms

(Translation of financial statements onginally 1ssued in Czech)

BALANCE SHEET - LONG FORM

LINE| Current year Prior year
TOTAL CAPITAL & LIABILITIES 61 8219703 6 938 029
A CAPITAL 62 5 603 766 5,123 427
Al Basic capttal 63 3 853 965 3 853 865
A 1 1 |Basic captal 64 3 869 443 3 869 443
2 |Own shares 6§ (15 478) (15 478)
All Capital funds 66 469 161 431 2650
A Il 1 |Share premium (agio) 67
2 |Other capital funds 68 469 161 431 250
3 |Revaluation of assets 69
4 |Revaluation of capital participation 70
Alll Funds created from profit 71 469 364 462 411
A lll 1 |Legal reserve fund 72 445 072 425782
2 {Indivisible fund 73
3 [Statutory and other funds 74 24 292 26 629
AV Retained eamnings 75 356 767 0
IV 1 |Retained earnings of previous years 78 356 767
2 |Retained losses of previous years 77
AV |Profit and loss of current accounting pernod [ 78 454 509 | 385 801
B |LIABILITIES | 79 | 2,483 588 | 1,806,544
B | Reserves 80 14 407 11 844
B | 1 |Legal reserves (i1 e tax deductible) 81 5915
2 |Reserves for exchange rate losses 82 141 64
3 |Other reserves 83 14 266 5 865
B 1l Long term liabilities 84 26135 27137
B 1l 1 jlLong term payables to related compantes (shareholdings > 50%) 85
2 |Long-term payables to related companies (shareholdings of > 20%-5| 86
3 jLong term deposits received 87
4 |Bonds payable 88
5 |Long term notes payable 89
6 |Rent and other iong term payables S0 26 135 27 137
B M Short term hiabiities N 1 628 416 1717914
B Il 1 |Trade payables 92 1563 536 1687 257
2 |Payables to pariners and assoctations a3
3 |Payables to employees 94 5011 7 561
4 | Social secunty payable 95 7 895 10 486
S | Taxes payable 96 51 854 11 765
6 | Deferred taxes 97
7 |Payables to related companies (shareholdings > 50%) a8
8 |Payables to related companies (shareholdings of 20% - 50%) 99
9 | Other payables 100 20 845
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BALANCE SHEET LONG FORM

PRE, a s - 31 December 1995

Czech Statutory Financial Statement Forms
(Translation of financial statements onginally issued in Czech)

LINE{ Current year Pnor year
B IV Bank loans and short term notes 101 814 630 49 649
B IV 1 |Long term bank loans 102 15938 49 640
2 | Short term bank loans 103 798 692 9
3 |Short term notes 104
C |{OTHER LIABILITIES TEMPORARY ACCOUNTS OF LIABILITIE| 105 | 132349 | 8,058
c 1 Accruals 106 120 645 334
C | 1]Accruals 107 202
2 | Deferred Income 108 120 275 275
3 |Exchange rate vanances gain (credit) 109 168 59
C H  |Contingencies - loss ] 110 11704 | 7724
|CONTROL NUMBER Jeas| 32412509 | 27 358 591

Sent out |Signature of accounting units

Person responsible

Person respon

aon statutory body for accounting sible for financial
(name signature) statements

(name signature)
tel ext




PRE as -31 December 1995
Czech Statutory Financial Statement Forms
(Translation of financial statements ongmnally 1ssued in Czech)

PROFIT AND LOSS STATEMENT - LONG FORM

LINE{ Current year Prior year
| Revenues from goods sold 1 5119 145
A Cost of goods sold 2 4802 145
+  |Gross margin 3 | 317 | [
] Operation 4 6 927 683 6367 427
Il 1 |Revenues from finished products and services 5 6 850 405 6279741
2 lChanges in inventory 6 (18 406) 6 996
3 {Capitalization {of own work) 7 85 684 80 680
B Consumption from operation 8 5 424 484 4 943 281
B 1 |Consumption of matenal and energy g 5190 949 4731 564
B 2 |Services 10 233535 211717
+  |value added 11 | 1503,516 | 1,424,146
o Personnel expenses 12 302110 253708
Cc 1 |Wages and salanes and eamings of partners and coop members 13 205 668 177 161
c 2 |Bonuses to members of executive badies of companies and coop 14 1110 285
Cc 3 |Social iInsurance and other expenses 15 75125 62 693
[} 4 |Statutory social expenses 16 20 207 13 569
D Taxes and fees 17 8 561 4350
E Amortization of intangibles and depreciation of tangibles 18 429 165 410342
] Revenues from intangible and tangible assets and matenal sold 19 49 333 22 668
F Net book value of intangibles tangibles and matenai sold 20 43111 18274
v Reversal of reserves and prepaid expenses 21 10 315
G Creation of reserves and prepaid expenses 22 5915
Vv Reversal of provisions 23
H Creation of provisions 24 58 096 76 663
\'/} QOther operational revenues 25 26 369 14 960
| Other operational expenses 26 23970 7212
Vil Transfer of operational revenues 27
J Transfer of operational expenses 28
- {Net operating results 29 | 714215 | 685 625
Vil Revenues from sales of secunties and deposits 30 1 609 597
K Sold securrties and deposits 31 1 598 456
X Revenues from financial investments 32 ] 0
IX 1 |Revenues from secunhes and deposits in compamnies in the group 33
2 [Revenues from other investment securities and deposits 34
3 |Revenues from other financial investments 35
X Revenues from short term financial assets 36 32771
X1 Reversal of financial reserves 37
L Creation of financial reserves 38 77 64
pd] Reversal of provisions 39
M Creation of provisions 40
Xl interest revenues 41 1319 8 974
N Interest expenses 42 20 863 3797
XV Other financial revenues 43 271 338
o] Other financial expenses 44 2 568 6 428




PRE as - 31 December 1995
Czech Statutory Financial Statement Forms
(Translation of financial statements onginally 1ssued in Czech)

PROFIT AND LOSS STATEMENT LONG FORM

LINE] Current year Prior year
XV Transfer of financial revenues 45
P Transfer of financial expenses 46
* Net result from financial activities 47 21994 (877)
R Income taxes on normatl activity 48 276 986 292 489
R 1 due 49 276 986 292 489
R 2| deferred 50
bl |Net resuit after taxes from normal activities 52 459 223 392,159
XVi Extraordinary revenues 53 3142 1726
S Extraordinary expenses 54 11132 12 687
T Income tax on extraordinary achivity 55 (3 276) (4 603)
T 1]-due 56 (3 276) {4 603)
T 2 | - deferred 57
* Net result from extraordinary activities 58 (4,714) {6 358)
U Income distrnibution to partners 59
=+ INet income {net loss) for the accounting period [ 60 | 454,509 | 385 801
|Result of operations before tax ] 61} 728219 | 673 687
ICONTROL NUMBER | 99 | 33 661 985 | 27 853 690
Sent out Signature of accounting units

Person responsible

Person respon-

on statutory body for accounting sible for financial
(name signature) statements
(name signature)
tel ext




Summary

The important items m preparing for and conducting a rate case in the US, or a revenue
requirements determination in the Czech Republic, are as follows

In the U S, the company and the commussion determune the cost of service, the rate base

and the rate of return (The utility files the data and 1t 1s examined, scrutinized and
adjusted by the commussion )

In the Czech Republic, the company and/ or the Ministry of Industry and Trade make
such determinations

Pro forma adjustments are not mechanically derived from company financial statements
or operation plans The adjustments must be sensttively prepared using all available
information to reach as reasonable as possible level of revenues and expenses for the
future period when new rates will go into effect

Rate of return 1s applied to rate base to produce the eshmated required operating mcome
(or return)

Knowing the level of operating mmcome desired, by adding the operating expenses
(ncluding mcome taxes) to this amount produces the amount of revenue needed

In the US, this procedure determines revenue levels In the Czech Republic, such
mformation could/should be supphed to the Ministry of Fiance which will actually
determine revenue levels based on 1its pricing policies

The PRE examples shows possible changes in revenue requirements from 1995 to 1996
The amounts are suitable for a presentation of revenue requirement calculations under
US cost of service methodology but, as the pro forma amounts have not been provided
or reviewed by PRE, the illustration 1s that only - an ilustration - it 1s not an “actual”
company revenue requirement determination
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RETURN ON EQUITY

During the transition in the Czech Republic from a planned to a market economy and from
government ownership of utilites to (more) private ownership (should this be the case),
determuning an appropriate equity return will be even more difficult than m the US In
accordance with the objectives of this assistance project, US goals, objectives, principles will
be provided, with commentary for consideration in the Czech Republic, to assist the Mirustry
mn determuning reasonable equity returns for Czech utilities

If the ultimate goal of the Czech government 1s that (the majornty portion of) the Czech utihty
mdustry be financed by private capital, Czech utility regulators should clearly understand

the objectives of mvestors (the providers of private capital) A US Supreme Court justice
summarized that view well

“From the mvestor or company pomnt of view 1t 1s important that there be enough
revenue not only for operating expenses but also for the capital costs of the
business These include service on the debt and dividends on the stock By that
standard the return to the equity owner should be commensurate with returns on
mvestments 1 other enterpnises having corresponding risks That return,
moreover, should be sufficient to assure confidence m the financial integrity of
the enterprise, so as to maintain 1its credit and attract capital ”

At a mmmumum, a public utiity must be afforded the opportunity not only of assuring its
financial integrity so that 1t can mamntain 1ts credit standing and attract additional capatal as

needed, but also of achieving earmings comparable to those of other companies having
corresponding risks

Determining an appropriate rate of return on equity capital 15 one of the most difficult and
judgemental areas in a US utilhity rate case There 1s no exact or scientific formula These are,
however, many principles and objectives to guide the judgment of the utility companies and
therr regulators in establishing a fair and reasonable return

For regulatory purposes, the rate of return 1s the amount of money earned by a public utility,
over and above operating costs, expressed as a percentage of the rate base The rate of return
includes mnterest on long-term debt, dividends on preferred stock and earnings on common
stock (including surplus or retained earnings) In other words the return 1s that money
earned from operations which is available for distribution among the various classes of
contributors of money capital

According to the US Supreme Court, a fair rate of return mnvolved two elements - a return
on mvested capital and a return for risk In one very significant case before the Court (in
1923) the Court elaborated on these principles and, presented factors to consider mn
determining a fair rate of return

“What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of a fair and enhightened
judgment, having regard to all relevant facts A public utility 1s entitled to such
rates as will permut 1t to earn a return on the value of the property which 1t
employs for the convemence of the public equal to that generally being made at
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the same time and 1n the same general part of the country on mnvestments mn other
busmness undertakings which are attended by corresponding nsks and
uncertainties, but 1t has no constitutional nght to profits such as are realized or
anticipated 1n highly profitable enterprises or speculative ventures The return
should be reasonably sufficient to assure confidence in the financial soundness of
the utility and should be adequate, under efficient and economical management,
to mamntain and support 1ts credit and enable 1t to raise the money necessary for
the proper discharge of its public duties A rate of return may be reasonable at
one time, and become too high or too low by changes affecting opportunities for
investment, the money market, and business conditions generally ”

It 15 very mmportant to understand, particularly in the Czech Republic, that return
requirements change over ttme The Court has also said

“What 1s a fair return  cannot be settled by mvoking decisions of this Court
made years ago based upon conditions radically different from those which
prevaill today The problem 1s one to be tested primarily by present day
conditions What will constitute a fair return m a gaven case 1s not capable of
exact mathematical demonstration ”

Because no formula approach can replace the judgment required to determine a fair rate of
return, 1t 1s worth expanding on the mtroductory quote i this section Balancing investor and

customer interests 1s one of (if not) the primary responsibilities of a utility regulator In that
regard, the Court has stated

“The rate-making process under the (Natural Gas) Act, 1e, the fixing of “just and
reasonable” rates, mvolves a balancing of the mmvestor and the consumer
interests  From the mvestor or company pomt of view 1t 1s important that there
be enough revenue not only for operating expenses but also for the capital costs
of the business These include service on the debt and dividends on the stock
By that standard the return to equity owners should be commensurate with
returns on mnvestments m other enterprises having corresponding nisks That
return, moreover, should be sufficient to assure confidence i the fiancial
mtegnity of the enterprise, so as to maintan 1ts credit and to attract capital The
conditions under which more of less might be allowed are not important here
Nor 1s 1t important to this case to determine the various permussible ways in
which any rate base on which the return 1s computed mught be arrived at For we
are of the view that the end result in this case cannot be condemned under the Act
as umjust and unreasonat-le from the investor or company viewpomt ”

Other mportant US principles, that should also be considered mn the Czech Republic
mclude

e No single rate of return 1s always fair Rather, a fair return varies with mvestment

opportunities, the location of a utility, the nature of the busmess and general economic
conditions

e Because of differences in nisk, a fair rate of return also will vary by industry or company

e Public utilities are not guaranteed a fair rate of return The US Supreme Court has stated

“The due process clause of the Fourteenth Amendment (of the US Constitution)
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safeguards against the taking of private property, or the compelling of its use, for the
service of the service of the public without just compensation  But 1t does not assure to
public utiities the rnight under all circumstances to have a return upon the value of the
property so used ” Public utilities, m other words, are protected agamnst arbitrary action of
commussions, but not from normal “business hazards” or from the operation of “econonuc
forces ”

e Confiscation of property must be avoided, no one rate can be considered fair at all imes
and regulation does not guarantee a fair return

e A necessary prerequsite for profitable operations 1s efficient and economical management

» The concept of a fair rate of return represents a “zone of reasonableness” One US state
commussion has stated “There 1s a range of reasonableness within which earnings may
properly fluctuate and stll be deemed just and reasonable and not excessive or
extortionate It 1s bounded at one level by investor mterest agamst confiscation and the
need for averting any threat to the secunty for the capital embarked upon the enterprise
At the other level 1t 1s bounded by consumer interest agamst excessive and unreasonable
charges for service ” It 1s, therefore, the task of US utility regulations, as it will be n the
Czech Republic, to translate these various generalizations into quantitative terms

Prior to discussing the approach to estimating a fair rate of return on equty, 1t 1s important to
embed the discussion n the context of the calculation of the overall rate of return The rate of
return 1s nearly synonymous with the weighted average cost of capital (WACC) from
financial texts The WACC represents the average cost or return necessary on each dollar of
mnvested capital to keep investors whole for their contributions of equity or therr willingness
to lend money to the utility As a formula, the WACC 1s

Cost of Debt ® Debt Proportion of Financial Capital @ Cost of Equity ® Equity Proportion
of Financial Capital

Generally, commussions use historical values of debt and equity to measure the debt and
equity proportions of financial capital In countries where accounting data are widely
available and rehed upon, the data are taken from the habilities side of the balance sheet
Using the debt proportion as an example, the calculation of the weight for debt 1s

(Long term Liabilities plus short term debt/ Total capital where

Total Capital = Long term habihities @ short term debt @ Shareholder equity and retamed
earnings

The cost of debt 1s generally restricted to the embeded cost, refleching an historical average of
the different debt series The number 1s usually defined as

[Total Interest Payments — Long term habilities @ short term debt

Before considering actual methodologies that US Comnussions utilize to establish a rate of
return on equity, it must be emphasized that any rate by itself 1s meaningless unless
considered m connection with a comnussion’s entire order, that 1s, with the type of rate base
and test year employed, with the inclusion or exclusion of construction work m progress
(CWIP), and so forth To illustrate It 1s obvious that a 10 percent rate of return, say, on an
onigmnal cost rate base of $100 mullion that excludes CWIP 1s far different from an 8 5 percent
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rate of return on a reproduction cost or fair value rate base of $150 million (or an origmal cost
rate base of $150 mulhion that includes CWIP) The value of utility assets m the Czech
Republic will also be an important factor in considering fair return of equity

The return on equity 1s a portion of a utiity company’s overall “cost of capital” The term
“cost of capital” may be defined as the annual percentage that a utiity must receive to
mamtain its credit, to pay a return to the owners of the enterprise and to ensure the attraction
of capital in amounts adequate to meet future needs Mathematically, the cost of capital 1s the
composite of the cost of the several classes of capital used by a utihity - debt, preferred stock
and common stock - weighted on the basis of an appropriate capital structure The next few
paragraphs describe methodologies US regulators use to determune the cost of equity
capital, problems/difficulties with those methods and considerations as to how the methods
might be applied in the Czech Republic

Discounted Cash Flow Approach In the US m recent years the Discounted Cash Flow
Model, or what 1s commonly called the DCF method, has become the most popular technique
of estimating the cost of equuty, and 1t 1s generally accepted by most commussions

The DCF method 1s derived from valuation theory, and rests on the premise that the market
price of a stock 1s the present value of the future benefits of holding a stock They are, quite
simply, the dividends paid and the proceeds from the ultimate sale of the stock Since
dollars/crowns to be received in the future are not worth as much as dollars/crowns recerved
today, the cash flows must be discounted back to the present at the investor’s requured rate of
return

Obviously one can get any expected return on equity one wants sumply by picking a
particular growth rate This 1s where most of the controversy arises among cost of capital
witnesses

The DCF estimate of the cost of equaty for a particular utility 1s sensitive to the assumptions
regarding the necessary data inputs As a result the DCF approach 1s frequently extended to
groups of comparable companies, usually, but not always, utibties The practical problem
with such an application 1s in the comparability of the group or groups of compares

While popular in the US, there are application problems there and with a still developing
stock market m the Czech Republc 1t 1s far too early to apply this methodology in this
country

Risk Premium Approach The risk premuum approach 1s probably the second most popular
approach mn the US to estmating the cost of equity A variation of the risk premium 1s
possibly the most logical methodology for the Czech Republic Basically, the theory suggests
that the required rate of return 1s higher for nskier securities than less nisky securities
Accordingly, the equity of a company has a higher required or expected return than 1its debt
The differential between the cost of equity and debt 1s the required premium for enticing
mvestors to accept the greater risk associated with equity

Conventional wisdom states that equity 1s more risky than debt because the equuty holder
stands last in line as a claimant on the earnings of a corporation The current cost of debt 1s
sometimes calculated as an average of long-term debt yields of a broad-based group of
comparable rnsk firms Alternatively, 1s may be calculated based on the company’s own
current cost of long-term debt Frequently, the risk premium added to the bond yield 1s
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derived from the historical differential between equity and debt One often cited study
calculated the annual differentials from 1929 through the mid-1970s and has been updated
annually Between 1929 and 1983, the (arithmetic) means in percentage terms were as follows
common stock 11 8, long-term corporate bonds 4 4, long-term gonvenment bonds 3 7, United
States Treasury bills 32, and inflaton 31 The (arithmetic) mean differential between
common stocks and long-term corporate bonds 1s approximately 7 4 percent over the very
long term Therefore, if the company’s current cost of debt, however measured, 1s say 9
percent, the cost of equity capital would be 16 4 percent (9 0 percent + 74 percent) While
there does not exist in the Czech Republic the market history that the US has, clearly the
cost of equity for Czech utilities should exceed the cost of therr long-term debt - by several
percentage pomnts Use in the Czech Republic of this method under current utility mdustry
and general economuc conditions could potentially result in revenue levels that would meet
the return objectives outlined m the first portion of this section

Capital Asset Pricing Model In its basic form the capital asset pricing model, or CAPM,
asserts that an mvestor expects a return on a stock that could be realized on a nsk-free
mmvestment plus a risk premuum that 1s proportional to the stock’s market risk, beta, and
market nisk In recent years the CAPM has been the subject of significant criticism for both
theoretical and practical problems A study m 1978 concluded that CAMP “1s maccurate,
mmcomplete, and unrehable as measure of a firm’s equuty cost of capital”

Arbitrage Pricing Model The Arbitrage Pricing Model or APT 1s an extension of the Capatal
Asset Pricing Model The basic notion behund the APT 1s that more than simply the return on
the market adjusted by a fixed sensitivity factor, beta, underhes the cost of equaty If the
other factors can be quantified, then perhaps a better estumate of the cost of equuty 1s possible
The APT allows for the possibihity that utility stocks may have differential sensiivity to
certain economic factors relative to the stock market, however, m the US the APT i1s not
really used in utility rate cases

Comparable Earnings Approach The basis of the comparable earnings 1s taken from two
major US Supreme Court cases (Bluefield and Hope) and economust’s concept of
opportunity cost In recent years, however, the traditional apphcation of this method of
estimating the cost of equity has been challenged

The major problem in applymng the comparable earnings approach 1s the difficulty in
determining what companies are comparable to the utility in question If the comparable
earnings test 1s applied mn the traditional manner hmited to utilities, it frequently 1s
challenged on the basis of circularity The return on book equity of utilities 1s itself
mnfluenced by the regulatory process, setting the allowed return of a particular utility on the
basis of the earned returns of other utihties makes that return dependent on regulatory
action The return set for one utiity becomes a part of the return set for another utility, and
so on Essentially, this circumvents the market forces which regulation 1s attempting msofar
as possible to replicate

Earnmings to Price Ratio Method In the 1960 in the U S, the earnings to price ratio was one
method of estimating the cost of equity which enjoyed some acceptability Today, 1t has
virtually disappeared form rate of return tesimony, primarily because the earnings to price
ratio may provide a totally unreliable esimate of the cost of equuty as 1t simply musspecifies
the DCF by incorrectly estimating the expected growth rate
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REGULATED AND NON-REGULATED
UTILITY ACTIVITIES

Background and Overview

Step No 2 of Task 1 of the USAID work program states that the USAID consultant
will “Prepare a memorandum setting forth guidance on the separation of regulated
and non-regulated activities of a utihty, mcluding external services ”

The subject of regulated and non-regulated utility activities was a topic raised at the
October 1995 USAID workshop and has been a discussion topic m a number of the
Working Group meetings subsequent to the October workshop Materal illustrating
non-regulated activities and practices followed m the US has been distributed to
and discussed with Ministry personnel at various Working Group meetings The
matenal consisted largely of copies of pages from US utility annual reports, both
management commentary and footnotes to financial statements, describing the
scope and nature of various non-utillity/non-regulated activities After a Working
Group discussion m May which followed an outline entitled “Views Often Followed
by US Regulatory Commussions for Non-utiity Activities” Ministry personnel
stated (because of continuing concerns with the current state of the Czech legal
environment and energy legislation), that they would prepare a wnitten summary of
their concerns with respect to regulated and non-regulated activiies A copy of the
summary, furnished by Mr Antos at the end of August 1996, 1s attached The key
pomt to be gleaned from the Ministry review 1s summarized succintly in the final
conclusion from the three-page attachment “The current status of the legislation 1s
not good and has no logic ”

Besides the job of the Minustry being difficult because of legislation that “1s not good
and has no logic”, trying to learn from the US utiity industry experience 1s
complicated because the immediate past and current Czech Republic economic
infrastructure and development is so fundamentally different from that in the US --
particularly in the energy sector Whule there are many complexities in the evolution
since 1989 from a planned to a market economy in the Czech Republic, one
fundamental activity has been the breakup, dismanthng, restructuring, and/or
privatization of large state-owned enterprises and, indeed, the country’s entire
mndustrial and commercial infrastructure This activity 1s consistent with one of the
macroeconomuc goals of the Czech government to develop a competitive market
economy Throughout much of the world the energy mndustry, and m particular the
electricity industry in countries such as the UK and the US, has been and 1s
undergomg significant change and restructuring While many US electrnicity
companies are outsourcing a number of activittes and are perhaps considering
vertical disaggregation, they are also entering mto mergers as the mdustry moves
toward a more competitive environment US electricity companies, in general, are
looking to add new busmesses and activities to thewr operations, rather than
ehminating activities as 1s the case mn many of the former planned economies of
Central Europe Such expansion of activities 1s also an effort by US electricity
companies to be more dynamic and profitable enterprises mm an increasingly
competitive market environment
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As indicated in the attached summary from the Minustry, legislative advice has
already been provided as part of the USAID support (Task 3) To try to best address
non-legislative, but related concerns, based on the request of Ministry personnel to
understand the US utihty regulatory system and on dialogs from earher Working
Group meetings, this memorandum covers the followmng

¢ General objectives of US regulators concerning utiity and non-utility
activities

¢ US accounting system to distingwsh utihty from non-utility activities

e Classification of activities between utility and non-utility

¢ Global energy company trends

» Energy industry restructuring in the Czech Republic

* Czech accounting system

e Conclusions

General Objectives of US Regulators Concerming Utiity and Non-utility
Activitres

In preparing for the May Working Group meeting in which one of the topics would
be a discussion of general objectives of US regulators concerning utility and non-
utility activities, several recent rate orders issued by state commussions were
reviewed One of the best reasoned and most concise (only 25 pages) was a
December 30, 1994 order 1ssued by the Maryland Public Service Commussion

“In the Matter of the Investigation by the Commisston on its own Motion into Allocation of
Cost between Reguulated and Unregulated Business Actinties of the Baltimore Gas and
Electric Company 1n the Matter of the Complant of the Small Business Coalition for Fair
Utlity Practices vs Baltimore Gs and Electric Company ”

The conclusion by the hearing examuner, on page 24 of the order, states

“In conclusion, I find that the Commussion exercises jurisdiction over the non-utility
bustnesses of Baltimore Gas and Electric Company only to the extent necessary for the
protection of regulated services Accordingly, I find that the Company need not seek prior
review and approval by the Commission of non-utility services unless such services are of
such a substantial extent that regulated operations may be affected However, the Company
must inform the Commussion of such actiities, including the level of all such non-regulated
operations, and the Commission may take action as necessary if it believes regulated
operations will be affected by the specific activities engaged in or by the total level of such
non-regulated activities

“In addition, | find that the goal of cost allocations between the regulated and unregulated
operations must be to ensure that rates to ratepayers are just and reasonable and do not
increase as a result of the unregulated operations The allocations must ensure that the non-
regulated operations pay therr full cost, which cost should be determined based upon fully
distributed cost principles that include all direct and indirect costs, including overhead, for
the actroity Furthermore, for specific services provided from the utiity to the subsidary
which could reasonably be marketed to the outside public, the market cost for such services
shall be paid by the subsidiary or allocated to 1t
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That 1994 Maryland Public Service Commuission order was also a part of the source
material used to develope the outline entitled “ Views Often Followed by US
Regulatory Commussions for Non-utihity Activities” discussed at the May Working
Group meeting The points from that discussion outline are as follows

e Public utihity services are hmuted to those services that a utiity company
provides under the privileges granted to 1t by the State

e Not all services engaged m by utiity company are “public utihty
services” subject to the regulation of a Commussion Utihties may engage
in non-utility functions, and such activities are not under the general
junisdiction of the Commussion

e Non-utiity services are not the type of public utlity services that a
Comnussion must regulate to protect the public and are in fact not
subject to a Comnussion’s plenary power over a utlity company’s
operations

e A Commussion does have full powers to assure that rates charged for
regulated services are not adversely affected by activities regarding
unregulated services Therefore, a Commussion may exert authority over
a utility to the extent necessary to ensure that rates charged for regulated
services are just and reasonable

¢ A Comrrussion exercises jurisdiction over non-utiity businesses only to
the extent necessary for the protection of regulated services

e Allocations between regulated and unregulated businesses are within
the proper authority of a Commuission /Regulator

e The goal of cost allocations between the regulated and non-regulated
operations must be to ensure that rates to ratepayers are just and
reasonable and do not increase as a result of the unregulated operations

e Allocations must ensure that that regulated operations do not subsidize
non-regulated operations The most frequently used test to prevent
cross-subsidization 1s based upon fully distributed cost principles that
mclude all direct and indirect costs, including overhead, for the activity

e For specific services provided from a utiity to a subsidiary which could
reasonably be marketed to the outside public, the market cost for such
services should be paid by the subsidiary or allocated to 1t

e In general a utility need not seek prior review and approval by a
Commussion of non-utility services unless such services are of such a
substantial extent that regulated operations may be affected Some
Commussions, however, do require more extensive approvals to help
ensure protection of regulated customers

¢ The mvestment m non-utility businesses 1s excluded from rate base in

the utility rate making process and the operating results are excluded
from utility operating mcome

US Accounting System to Distinguish Utility from Non-utility Activities

The US Federal Energy Regulatory Commussion’s Uniform System of Accounts
makes 1if very simple to separate the investment in and the activihes of non-
utility /non-regulated businesses The mvestments are accounted for m separate
accounts on the balance sheet and are excluded from rate base in the cost of service
ratemaking methodology Simularly, revenue and expense accounts for non-utility
activities/businesses are classified below operating imncome on the income statement
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and, as a result, are excluded from the revenue requirements calculations covering
regulated activittes As several examples of US utiity financial statements have
been previously provided to the Ministry personnel (and such examples are quite
easv to obtam), no examples to be included as attachments to this document are
considered necessary

Classification of Activities between Utihity and Non-utility

Several Working Group discussions pertamning to utiity and non-utibty activities
revolved around the nature, extent and number of non-utility activities in which a
regulated utiity mught be engaged Again, examples of disclosures of non-utility
activities from footnotes to annual financial statements in U S utihity annual reports
were reviewed and discussed The wide-reaching scope of non-utihty activities
makes them difficult to itemize, however, the following typifies the types of
activities clearly considered to be non-utility

msurance and other risk management services

telecommunications

security and other forms of household services

utihty services (generation, transmussion and distribution) offered
outside of the utihity’s franchised and regulated service territory

e energy marketing and brokering

e energy services (consulting, monitoring or otherwises assisting
customers in managing their energy supplies as a “for-profit” business)

Following one discussion of non-utility, one of the Ministry personnel asked for a
specific hsting of all non-utility activities in which US utiities are engaged -- the
impractically of which 1s hopefully demonstrated below

As the US Electricity industry becomes more compehtive as well as more global in
its outlook, the core set of activities considered to be utihty i1s being narrowed
considerably If the United States chooses to follow the British and Argentine models
of restructuring, all generation activities are likely to be considered as non-utility
Along with generation, a number of support services are likely to be considered as
non-utihty For example, the servicing of generating stations, networks of wires, and
customer prenuses appears to be heading mn that direction 1n the strategic plans of
many US-based utihity companies

As a result of these trends, the nature and number of non-utility, or at least “non-
state-regulated”, activities continues to grow To try illustrate those dynamucs,
extracts from a 1996 publication by Cambridge Energy Research Associates(CERA)
“The Global Energy Company of the 21st Century” are provided below The first
tlustration 1s from an article entitled "The Energy Company of the 21st Century” by
Kenneth . Lay, Chairman and CEO, Enron Corp The second series of quotes 1s
from an article entitled “The Electric Power Business Restructures” by Wilham H
Gngg, Chairman and CEO, Duke Power Company
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Enron Corp
“While Enron was largely a domestic company wn 1989, receiving less that five million

dollars a year from its international business, last year we had over $200 muillion after-tax
net imcome from international business, and we currently have a backlog of about $195
billion of projects under development

“ deregulation and competition in the developed countries has radically changed the way
many energy companies do business, putting preniums on low cost and on aggressive
market behavior

“ deregulation has also opened up whole new opportumities for long-term contracts,
hedging, and financing that are responsive to market needs—that 1s, driven by real economic
needs instead of regulatory or monopoly franchise needs For companies like Enron, this has
created tremendous opportunities In 1995 our Enron Capital&Trade Resources group,
which didn’t even exist ten years ago, earned over $150 mullion dollars of after-tax net
income We expect this number to double 1n the next five years ”

Duke Power Company

“We also recognized several years ago that domestic growth in power demand in the
Piedmont Carolinas could not sustain, over time, the kind of growth n earmngs and
dividends that we believe our nvestors expect -- even 1f we were to retain 100 percent of our
market So, strategies were developed to broaden the services end of our business and to enter
new markets Today, there are mine business umits that make up Duke Power The regulated
electric business 1s by far the largest, accounting for over 90percent of the company’s net
mcome But the others are growing faster Collectively, they contributed about $53 millon to
the bottom hine in 1995 and ther objective 1s to reach $100 million by 1998

“They wnclude Duke Energy Corp, which has invested in privatized power projects in
Argentina and Chile, in an nside-the-fence gemerating facility wn Indonesia, and 1n
cogeneration projects in New York and Virgima

Duke/Fluor Damel, a join venture with Fluor, 1s in the business of desigming, constructing,
and operating fossil-fuel generating plants I[mitally focusing on domestic markets, 1t has
recently undertaken a project in Indonesia

Duke Engineering and Services provides utility-related engineering services worldunde It
currently has assignments in 25 countries and on every continent except Antarctica

DukeNet 1s mn the communications business [t leases fiber capacity and among other things
1s a partner will Bell South and others in providing personal communications services in the
Charlotte, North Carolina, metropolitan trading area, a market with a population of over ten
mullion

Duke/Louis Dreyfus, a partnership with Lowuts Dreyfus Electric, 1s in the power marketing
and energy services business It was recently mwarded a confract to become the power
supplier for the city of Dover, Delaware In connection with that venture, open-access tariffs
have been approved by the FERC along with authority to market 2,500 megawatts at market-
based rates

All of these businesses are related to the core electric business and are designed to achieve a
competitive advantage by capitalizing on Duke’s traditional strengths ”
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Global Energy Company Trends

To help dlustrate the global trend and direction of the energy industry and energy
comparnies, which hopefully will provide some msight to the Czech energy
regulators as they develop a vision of the evolution of the energy industry in the
Czech Republic, one more quote has been taken from the CERA publication
mentioned above The following (a vision for the future) i1s taken from the chapter
“Introduction and Overview The Global Energy Company of the Future” by Joseph
A Staruslaw, Managing Director, Cambridge Energy Research Associates

“Today's requirement 1s access to the final market, and that concept of final market needs to
push each company’s lateral thinking forward unth respect to integration The new concept of
vertical integration 1s totally different from the traditional defimtion It goes beyond an o1l
production company buying a refinery or a natural gas producer buying a transmission
company The successful energy company will look beyond the confines of the tndustry to
wherever the end user 1s to be found Natural gas compamies are investing or making
alhances n petrochemicals, energy compames are buying telecommumnications firms,
equipment manufacturers are doing joint ventures with oil companies, ol companies are
buying power companies or entering the power industry and treating the power plant like a
refinery, converting o1l into a usable product—electricity This 1s where the new ntegration
1s leading us—to new final consumers and to the treatment and leverage of assets, previously
vlewed as costs, as new creattve combinations ”

Energy Industry Restructuring in the Czech Republic

Following the political changes m November 1989 in the former Czechoslovakia,
there has been substantal industrial restructuring in many economuic sectors With
respect to the electricity sector, in mud 1990 distribution activities were separated
from generation and transmission by the establishment of eight separate distribution
companies Over the next of couple of years, most of the country’s district heating
operations were separated from electricity generation As of 1 January 1994, the gas
distribution business in the Czech Republic was separated from transmussion by the
establishment of eight regional gas distribution jont stock companies

With respect to the entire industrial restructuring i the country, large state owned
companies, in general, were broken up and non-core activities were separated or
privatized Such non-core activities, of course, varied by enterprise but could have
mcluded hotels, flats, medical and educational faciities, that 1s, in general the
infrastructure to support the existing planned economy rather than a market
economy

Looking specifically at the electnicity and gas industries, activities such as
construction and maintenance were either separated/privatized or considered for
separation or privatization A fundamental question which should be addressed by
the government and by the management of utility companies 1s whether activities
should be viewed from a legal or an economuc prospective A legislative decision
could be made that construction activities are “non-utility” or “non-regulated” and,
therefore, should be separated/privatized The same could be done with respect to
maintenance In either case, however, both construction and mamtenance activities
are required From an economic prospective, whether a utiity should have a

construction department or maintenance activity should depend on several factors,
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one of which 1s the economic benefit of retammng such services mside the utility
Those economuc benefits are usually driven by three factors

o the anticipated utilization rate of the services,
» the extent to which such services can be procured readily and competitively
from third parties, and

¢ consideration of the plight of laborers who mught lose therr jobs if the
service were to be outsourced

For an electric distribution company, construction needs could possibly be most
economucally met by procuring required services mn the market place This, however,
may not be the most cost effective alternative for a large generating utiity which
needs to construct new capacity and extend transmussion hines, having in-house
capabilities may be more economucal Simuilarly with maintenance, an economic
assessment can be made as to whether 1t 1s less costly and more efficient to retain in-
house maintenance capabilhities, or if maintenance requirements are fawrly hmated,
whether the less costly alternative would be to contract with an outside suppher

In the United States, decisions whether to engage 1n activities such as construction
and maintenance or procure those services from outside suppliers would be a
decision made by the management of the utility company The job of the US
regulator would be to determme - if 1t was thought that there mught be some
problem or concern -- whether management was acting i a prudent and efficient
manner It 1s not the job of a US regulator to prescribe to the management the
activities in which a company may or may not engage It 1s the role of the US
regulator to prohibit, through the rate-making process, excessive or imprudently
mcurred costs from being charged to ratepayers

Without further commentary in this section, reference 1s made to Mr Antos’s
August paper (attached) describing regulated and non-regulated activities i the
Czech energy sector With the problem, as stated, that “the current status of the
legislation 1s not good and has no logic”, 1t does seem that legislation needs to be
revised to focus on economic princples rather than legal form Advise and

suggestions with respect to legal matters has been/1s bemng provided under a
separate task

Czech Accounting System

Electriaity and gas utibity companies mn the Czech Republic follow the system of
accounts prescribed by the Ministry of Finance That system provides flexibility to
account for investments m, and the results of operations of, any activities deemed to
be “non-utility or ‘ non-regulated” To the extent that Ministry personnel beheve that
additional, supplementary information 1s necessary, that information could be
obtamed by modifying (if necessary) the schedules to the Regulatory Decree issued
m mud 1996 so that the Mirustry could have a clear view of non-regulated activities

Conclusions

There seem to be a few basic steps for the Minustry of Industry and Trade to address
m 1ts consideration of “appropriate” regulated and non-regulated utihity activities
The starting point would be establishing an overall framework and objective sumilar
to that of US regulators “That rates to ratepavers are just and reasonable and do
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not increase as a result of non-regulated operations” This framework would then
guide the Minustry 1n 1ts dehberations

The next step would seem to be to look at utility activities from an economuc rather
than a legal view pomt, and evaluate whether engaging in those activities results i
the lowest cost to ratepayers and 1s consistent with the future path for the industry
Thus 15 the obhigation of management for US utility, and 1t would seem logical that
the management of the Czech utilities companies would have the same obhgation It
should be up to (the Czech) management to present convincing evidence to the
(Czech) regulators that management has managed operations efficiently and
economically Such an apprioach would seem to provide a more balanced
prospective--concentrating less on trymg to dismantle and restructure the industrial
mfrastructure left over from the planned economy--focusing more on how the
government would like to see the Czech energy industry evolve, which should be
helpful in deciding what activities should be “regulated” or “non-regulated”

In order to monitor any non-utility/non-regulated activities, the mvestments and
the results of operation of any such activities should be accounted for separately in
erther the companies’ basic accounts or in schedules required by the Regulatory
Decree Some non-utihity/non-regulated activities could possibly be performed
through a separate entity, owned in whole or in part by the utility

Ultimately, as observed by Mr Antos (in the attachment), the energy legislation in
the Czech republic must be addressed and appropnately modified

Attachment Regulated and non-regulated activities in the energy sector
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Cecperatior with USAID

Regulated a~d necr-regulated activities 1n tne energy secior

Issue WPy 1s 1%t necessary ta distingu.sk betwseer ragulated and
neon-regulatad activities®

Entreprereurial subjects, { e physical and legal entities may
develop entrepreneurial activities 1n the energy sector only 1in
the case that they posses a license for perfcrming professional
activity The Law No 222/1994 defines profess:ional activity as
the prcoduction and distribution of energy Th.s 1implies that
there are activities necassary for entreprereurilal activities,

1 e. husiness activities which are not, however, explicitly
stated i1n the Law No 222/199%4

On the other hand, holders of the state authcrizaticn as a whole
are sJdbject to regulations, as an entrepreneurial entity , which
has some 1input and output, ard book-keeping, and which 1s subject
to auditing , concerning joint-stock ccmpanies, and to obl.gation
to publish their data i1n the business jourral

In the regulation decree, adoptsd on the basis of the law
222/1994, authorized and non-authcr.zec activities ar
distinguished, wh.ch correspend to tne division into the
regulatad and the non-regulated act_v.ties

Pursuart to the annex of the regulaticn decree, revenues of the
state authorizat.on holder, which occurred in the cerresponding
Year in connectlon w.th act.vities that are subject to
authecrizaticn, i e revenues from energy sales, energy
transmission, international delivery cf energy etc, w.ll be
supervised Costs allocated to corresponaing revenues represent a
complex of author:zed activities The expression "regulated
activit.es” is to a certain extent misleading , because we must
ask what the regulaticn consists in

The aim ©of the regulation , beslde cther, 1s to separate the
costs of the activities, which are not conrected with preductien,
distr.bution, purchase and sales , and which ars connected with
otner performances and other entrepreneurial activities Thils
cost divis.on can be difficalt in the case of overhead costs
There 13 no r=gulat:ioun rule that would apply to this div.sion,
and a rsasonable prucedure applied by entrepreneurial entitles
w1ll be recognized The aprroach ts this que.ticn is also
connected wlth the accounting and tax laws

On the basis of thess facts, only these are activities
censiderex authorized act.vitiss pursuart tc § 11 of tnhe Law No
222/1994 ard the following regulat.on cecrew , which have
revenues fron energy sales, cr services ( transmuission ,
Qf enesxrgy)

Witk this viewpoirt ard this approach. the i perifection ot the
law No 222/1994, wnich does not werticn any cemrercial dactivity,
ard thus ccocmmerc:ial activitlies ca~ ke consicered separately as
non-regulated activities, w.th no need for state autherization ,
pursJqgant tc the law Nc 222/1994 ¢n entrepreneurlal activities 1in

the energy sectaor, 1s raduced
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The Ministry of F.nance gives an answer tc the question, as to
what th.s divis.on 1s goecd for, which regquires the Ministry of
Industry and Trade (MPO) to become a regulazor for the divisiaen
of costs 1nto cests that are necessary for the authorized
activ.ty performarce , and costs csnnected with other
entrapreneurtal activities The range of so a.located costs, has
majer importance 1n creating the pr.ce cost, which 1s subject to
the Ministry of F.nance supervis.on, inc.ud.ng the cortrol of
cost=-and-glus pr.ces pursuant to the Price Law The assesswment of
Price changes ana price level will be ensured by the MPO
pursJant to the § 11 cf the Law No 222/19%4 regarding the
regulat.con
The Ministry of Finance requires for examp.e also the division of
costs and other eccnomic data , in case of a joint production of
heat and electroenergy The MEMORANDUM which USAID handed over
within the bounds of the program in May 1996, also deals with
these prcblems The Memorandum deals with commercial activity
and with corresponding legislation, assesses legal regulations
in the Czsch Republic, and possibilities of influencing
ccmmercial activities , and compares the s.tuation of marketeers
and brokers under the legislative conciticns in the Czecn
Republic with the conditions in the USA Corcitiors for these
activities in the USA are determ.ned by the FERC laws, which
enakle the aprroval of commercizl transactions as well as
pPrices Acccerding to the Memcrandum, 1t wculd be necassary to
amend the Law No 222/1994 and mayke alsc the Correrclal Code
and other cocnnected provisions in the Czech Republic The
Memcrandum makes a complex assessment cf the situation in the
electroenergy market 1n the Czech Republic, proposes
pussibllities ot indirect requlation ky the way of dispetching
regulations 4nd applying competiticn ameng cecisive "
wholesalers”, It 1s certainly a good 1dea, hcwever, legislative
frarewerk 1s miss.ng. No appropriats decrees have yct been
issued, and also the role of tne central dicwctcning, whidh 1s
supncsed to fulfil this function, has not kbcer «learcd up The
Law No 222/1934 cces no specify the role cf tne dispatihing by
appropriate rights and obligations Due te the ract that the
restructuring together with regulation rules for the campetition
have not been completed, also this indirect regulation 1s
limited Operation of brokers, 1 e 'reta.l tradesmen” 1s not
typical for the Czech market, and is limited by the dominant
position of CEZ on cne hand, and by the nor-separation of the
superlor set transmissicn on the other The current state does
not enable ccmpetlition in the form of ind.vidual contracts
between the electroenergy producers and grard-scale customers
Despite the different charachter and i1nterccnnection with foreign
markets 1n the Czech Republic, and 11 the Us3, thls Memorandum
reveals the main problems 1in the legislat.cn ard the non-
existirg c-npetiticn, and thus fulfilling cre or the USAID
decisive tasks determinad by the program 11 vne sphers of
legirslatior or regulation
The above merticned task, which has sigrif_-cart importance f{or
the regulaticn arc an eventual amendment o1 cieation of the
regulation law principles, cculd continue esen after the central
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d.szatcairg had been establ:ished and d.spatch.ng resgulations
approved These rules analysis weuld make pessible to defi-e and
tO sTart Jorxs on the USAID rescemmendat.cns csncernanig
legislation changes

We suprcse, that the solution of prograxz tasks, corcerling these
guesticns, will ccnt.nue, and that we w11l recslive rasccmmendation
of the USAID scluticn We csnsider necesssary, that agprogrilate
regulat.on forms in connected spheres or csnd.ticns, when .
considering and suggesting of partial regulation procecures from
the v.ew of systam solution, ta be intrsduced For exatnple the
application of the methed of required reverues 1s possible under
the specified conditions, for instance 1n the price sphere

Conclusion

1 Autiiorized activities specified 1n the Act 222/1391
(productien, trarsmiss.on and distribution of energys) consist of
a numecer of activ.ties which are provided a.rsctly by erargy
ccompan.es or delivered by extermal suappliers (for examgple
construct.cn works, maintenance, repalr works, etc ) Trese
activities ars nct considered as resgulated cres by law and may be
even provided te cther companies

2 Businesses, authcrilzed by the Act 222/1994, ares allcwed te
undertake 1in other arszas (accoraing to the Commercial Law,
preduction of cther merchandises, etc.) which deo not ran< into
energy sactor It 1s necsassary tc account costs of these
ctivities outs.de of producticn and districation costs

3 Tre regulatory gcal Iin this areaz 1s a match/allocaticn of
cests cf individual activities to cutput/re.erues from energy
sale, or to attribute a certain perceantage of (osts to
output/reverues of transmiss.on/transpertaticr/aistr.zut:on of
energy, 1f th.s 1s a spec.fic serv.ces

4)Energ,; trade must ke cons.dered as a part of tae ragulation 1n
sp.te of the fact that the Act 222/1994 dces not spea¥ a:out 1t
The reascn 1s that without the trade thers are no resvenus Any
eccromlc regulatlon has no sense outside th.s 1mportant act.vity

The current status of the legislaticn 1s not gced nd has no
legic

Elazcrartes by Regulatory Departmert MFC Czech Peplk.
Ing Jcsef Arces
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INVESTMENTS FOR ADDITIONS TO
AND REPLACEMENTS OF UTILITY PLANT

US utilities with a monopoly franchise and an obligation to serve must, as a requirement
of therr franchise obligation, nvest n new or replacement plant in order to meet (current
and/or future) customer demands for service, reliabiity and safety Cost-effective,
prudently-incurred mvestments are added to a utihity’s rate base, on which a company 1s
entitled to earn a return, when the facilities are considered to be “used and useful” The
addition of the value of these facilities to the rate base generally 1s when the mvestment 1s
placed mto service, but often construction work mn progress 1s included in rate base as
construction is completed

Comumuissions review mvestments by utilities in one (or more) of four ways

o Certificates of Convenience and Necessity - before-the-fact (ex ante) reviews of projects,
such as major renovations of existing generating stations, new generating stations, new
transmussion hnes, or major improvements to distribution systems

¢ Integrated Resource Planning - ex ante reviews of entire power supply and energy or
demand management plans

e Financial Reviews - ex ante assessments of the impact of changes n the financial
structure of a utillity, such as the 1ssuance of stock or bonds

e Prudence Reviews - after-the-fact (ex post) reviews of projects, such as major

renovations of existing generating stations, new generating stations, new transmission
Imes, or major improvements to distribution systems

The tests required for each of these differs substantially

Certificate of Convenience and Necessity

Generally, m these proceedings, the Comrmussion tests the validity of major new
mvestments by deterruning whether the new investment 1s necessary to

e 1mprove the quality of service
¢ meet incremental customer demand, or
e reduce the cost of service

Service Improvement - For these types of requests, the Comrmussions review mformation
comparing the existing quality of service with projections of quality levels after the project
has been placed in service The evidence m these reviews rely heavily on engimeering
planning models and judgment

Meeting Incremental Demand - In these cases, Commussions assess the demand forecast
and review the results of engineering planning models To the extent controversies arise,
they areusually concerned with the assumptions underlying the demand forecast or the
engineering and financial assessments of alternative technologies
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Reducing Cost of Service - These requests have become less uncommon mn the United
States On rare occasions when they do arse, the focus 1s on the quality of the analysis

Integrated Resource Planning

In the last 10 years, the case-by-case review of certificates of converuence necessity have
been supplemented or supplanted by Integrated Resource Plantung (IPP) reviews

In these comprehensive proceedings, the company supports an all-encompassing plan that
includes both power supply options and demand-side management opportunities The
economuc rationale behind the choices are the focus of debate The assumptions about the
availability of alternative sources of supply and the extent to which demand-side
alternatives can supplant supply-side options are questioned As 1s the case with
Certificates of Convenience and Necessity, the forecast of demand and energy are also the
focus of controversy

IRP 1s diminishing m importance mn the competitive environment that 1s developing in the
Unuted States

Financial Reviews
In thewr financial reviews, the Commussions examine whether

e the interests of existing stockholders are protected from dilution,
e all stockholders are protected from excessive reliance on debt financing, and
¢ the nvestments are being undertaken to support unregulated activities

Interest of Existing Stockholders - The Commussions examuine whether the expected increase
m the investment is proportional to the expected mcrease in the profit flows Because
utiliies are subject to rate-of-return regulation, the test was only negative - precluding
Commnussion approval -in rare instances when the utiity behaved foolishly Otherwise, 1t
was generally true that the utility investment was predicated on things that would cause
profits and mvestment to rise proportionately

Excessive Reliance on Debt - The Commussions check for comparable levels of debt for other
utilities which are similar to the one requesting the approval of financial mvestments

Necessity of Investment - The Commussions do not have a single approach Generally, in

depth analysis of the pattern of nvestments and utility revenues are used to test whether or
not funds have been invested in unregulated activities
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Prudence Reviews

According to a long line of judicial decisions, a utility 1s entitled to earn a fair return on the
prudently mcurred investments that are used and useful i providing service to customers
As a result of this doctrine, when major investments are completed, a company generally
apphes for an increase in allowed revenues The Commussions then test whether the
mvestment meets two key criteria

* the expenditures were mcurred prudently, and
e the project has a reasonable chance of being used in providing service to customers

To assess prudence, comnussions question whether

e the technology embodied in the project i1s the most efficient one that was available at the
time the plant was designed,

e areasonable process was used to make the decision, and

e decisions to continue the project - made during periodic reviews in the mudst of the
construction period - were based on credible evidence and reasonable tests

The first two criteria are tested by reviewing the capital and operating costs (anticipated at
the time the decision was made) to determune whether they are minimized by deploying the
technology chosen by the utility Two particular techruques are applied in testing The most
frequently used test deploys busbar models (a plant-focused approach) With these models,
the analyst measures the expected total lifeime costs of the chosen technology and a
number of viable alternatives Alternatively, some commussions rely on a system planning
approach that simultaneously measures the busbar costs along with the expected utihzation
of the investment in the context of the system of facihties that 1s available to a utiity

The third crniterion rehies on reviews of the actual studies agamst generally-accepted
standards (such as relable assumptions, a vald underlymg analytical model and
conclusions that match the results of the analysis) for conducting such studies

In reviewing used and useful, the Commussion question whether

e the plant will be needed to meet demand or to displace less efficient facilities, and
e the expenditures on the plant have not been bloated erther by nefficient construction
practices or by artificially inflated costs for material

The test of the first question - needed to meet demand - generally mcludes a review of the
mpact of the mnvestment on the utility’s safety margins or expected reserves Under this
test, the Commussion reviews the operating margin with and without the investment To
test the second question, the Comrmussion conducts a detailed study of the utility’s handhng
of the items on the cntical path to completing the mvestment These reviews rely on
engmeerimg assessments to determine whether or not the utility aclueved a reasonable level

of efficiency

With the competitive market that 1s expected to arise in the United States, these tests have
been exercised with less enthusiasm and frequency than in prior years
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CONSIDERATIONS FOR DEALING WITH
THE EFFECTS OF INFLATION

When annual rates of inflation are lugh, an inflation adjustment 1s necessary if rate-
regulated public utilities are to be given an opportunity to earn therr cost of capital
and to attract new capital on reasonable terms

Inthe US two arguments are commonly advanced i support of a policy of raising
earnings durnng inflation The first 1s ethical Unless commussions allow an
adjustment in relation to the current purchasing power of the dollar, there 1s an
unfair expropration of the real value of the utihty’s property and, hence, of the
common stockholders” investment The second 1s economic Unless earmings are

kept in line with those 1n other mdustries, public utilities will not be able to attract
needed caprtal on reasonable and equitable terms

The 1970’s was a period of (relatively) high inflation n the US The U S utility
mdustry m general suffered earnings erosions due to the effects of inflation, or
“attrnition” While many factors accounted for the deterioration of the utilities’
financial health during that period, a major cause was attriion As explamned by one
state commuission

“Attrition” 1s the term frequently used to describe the eroding effects which
mcreased costs caused by mnflation have upon the rate of return of a utility,
which must apply fixed rates for its services A regulated utility may
encounter such increasing costs in securing additional capital (capital cost
attrition), in adding new plant to service at incrementally higher per unit costs
(rate base attrition), or 1n the operating expenses normally mcurred to provide
service (NOI attrition)

US utibity commussions use several methods to deal with the problem of attrition
(inflation)

¢ They may modify or replace the historic or past test-year method by

— adjusting historic test-year data for “known changes”,

- using a “year-end” rate base, rather than an “average” rate base, for the test
period, or

— using a fully “projected” or “forecast” test-year approach

* A separate allowance for attritton may be added

-~ to the revenue requirement,

— to the rate base valuation, or

— to the rate of return (It should be noted that even where no separate attrition
adjustment 1s made, the commussions have frequently stated that they take this
factor - along with others - mnto account in determining a fair rate of return )
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¢ Some commussions have adopted mterim rate procedures, whereby rates are put
mnto effect, subject to refund provisions, while the case 1s in progress Other have
adopted annual review or “make-whole” proceedings, where the 1ssues are
usually confined to changes in expenses and caprtal cost, revenues and
mvestment since the last review or proceeding

e A variety of indexing arrangements have been utilized Under one state
commussion’s plan, for instance, there were automatic quarterly adjustment of
one company’s base rates to allow the utility an opportunity to earn between 13 5
and 14 5 percent on common equity

» Several other procedures have been adopted to reduce regulatory lag (and, hence,
to mimimuze attrition) Greater use of prehearmg conferences (to narrow the
disputed 1ssues) and settlement procedures, at the state level, the adoption of
methods to speed the formal hearing process are but a few examples

In the Czech Repubhc, some form of mndexation, or possibly an adjustment to rate
base and/ or depreciation expense could be considered to help offset the earnings
erosion effects of nflation An mndex type of adjustment muight mclude a factor for
regulator-desired productivity/efficiency gains A plant or depreciation adjustment
factor could be quite appropriate as current replacement costs are considerably m
excess of historical average costs
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REGULATORY ASSISTANCE - CZECH REPUBLIC
USAID Regulatory Reform and Energy Sector Restructuring 1n

Central and Eastern Europe and the Baltics

VI Next Steps

USAID support to the energy sector of the Czech Republic 1s planned to include a
tanff workshop/semunar conducted by Bechtel in 1997 The specific extent of further
assistance should be determined based on the results of the US study tour, specific
requests by Minustry and energy industry personnel as well as the consideration of
thus report

As discussed m Mr Antos’ attachment to the section on Regulated and Non-
Regulated Utihty Activities included in section V, a major consideration for the
government and the Minstry 1s to develop a more comprehensive energy law This
has been the subject of another task of USAID assistance, but progress in the area of
“Revenue Requirements Determination and Cost Analysis” will progress slowly
under the current energy legislation

A major economuc 1ssue with which the Mimstry must deal 1s the imbalance in the
taniff structure One of the major reasons for restructuring in the US electncity
sector 1s the demand by large industnal customers for more choice and lower rates
Electricity pricing economics are seriously distorted in the Czech Republic and those
distortions have implications 1n the area of energy use/effictency and the costs of
industrial outputs With electricity prices substantially below cost, residential
customers are not encouraged to use electricity economucally and efficiently
Inappropnately high industrial elecricitv prices result m Czech industry being less
competitive in the mnternational sector and has negative implications for the
countrv’s trade deficit

The whole area of energy sector and regulatory goals and objectives raised during
the two Steering Commuittee meetings mn 1996 still should be a priority More work
on selecting an appropriate revenue requirement calculation methodology and
defining the term/concept “cost analysis” remains important

Finallv, a lot of thought, and indeed comments in the energy law itself, has been
devoted bv Mmustry personnel to the topic of competition In considering energy
sector and regulatory goals, the question of competition seems to have a munimum
of two facets Should the Ministrv be looking at the Czech Republic in (relative)
1solatton when considering a competitive environment for the Czech electnaitv and
gas industries, or should the view be what 1s the Czech Republic’s most appropniate
competitive electricitv and gas environment/ posttion mn Europe, and potentially in
the not too distant future as a member of the European Union? Viewing this issue
from different perspectives could well lead to different goals, objectives, priorities,
structures, etc
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