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I Execuhve Summary 

Proposed assistance by USAID to the Czech Repubhc energy sector was accepted m 
May 1995 bv Deputv Mmister Mdan Cemv of the Mmistry of Industry and Trade 
Deputv bImlster Cemy wanted Mln~stry personnel to understand m qulte some 
detall the U S regulatorv system He requested that the ass~stance commence w ~ t h  a 
workshop whlch would mclude parhclpants from throughout the energy sector, 
both Mmistry and energy mdustry personnel, probably some sixtv to seventy 
people The workshop would be followed by meetmgs of smaller workmg groups 
and would mclude a tramlng sermnar m the United States The workshop was 
ultnnatelv scheduled for October 1995 and detalled plammg and preparabon 
commenced m late August This workshop/semmar was considered quite 
successful bv the Mmistry personnel and the mdustrv partxcipants Followmg the 
semmar klmistrv personnel summanzed their views from the semmar and that 
summarv was used as a basis for Bechtel's development of a four-task speclfic work 
program for the USAID team to follow m prov~dlng assistance to the Mmistry of 
Industrv and Trade Thrs report covers Task 1 of that work program, Revenue 
Requirements D e t e r n a b o n  and Cost h a l y s ~ s  

From December 1995 through June 1996 several Workmg Group and two Steemg 
Commttee meetmgs were held A number of Items were developed for use m those 
meetmgs and selected items are mcluded as part of this h a 1  document In 
summarv, the objechves of Task 1 were met and the identhed dehverables for the 
most part were fumlshed to Mmistrv personnel m draft form m Julv Comments on 
the draft dehverables were received from the Mlnistrv m October Most mportantlv, 
Mmistrb personnel understand the detalis of the U S  cost of service rate makmg 
methodology and have computer software to make computabons on their own, and 
thev have done so 

The final consultant dehverable, under Task 1, is to prepare a sumrnarv of 
subsequent trammg needs Certam needs are addressed m the last sechon of this 
report A sumrnarv wlll depend to a great extent on speclhc Mmistrv 
requests/needs follow~ng the studv tour to the United States The memorandum on 
future steps will be developed bv Arthur Andersen and Bechtel, as appropriate, 
followmg the studv tour and Mln~stry mput/comments/requests/needs 
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Scope and T ~ m e  Frame This report covers Task 1, Revenue Requvements 
De te rnabon  and Cost Analysis, of the work program for Regulatory Assistance to 
the Czech Repubhc Work began on this USAID assistance m May 1995 followmg a 
meetmg with representabves of USAID and Bechtel with Deputy Mmister Mllan 
Cerny of the Mmistry of Industry and Trade Dunng the bSAID/Bechtel visit 
Arthur Andersen was requested to b e p  miha1 plannmg and preparabon for a 
workshop/semmar to be held m the early fall 

D u m g  the summer, worlung with Mlrustry personnel, a tenhve sermnar plan was 
developed In late August and early September two representatives from Arhur 
Andersen m the United States and one Bechtel representatwe spent two weeks m 
Prague mterviewmg Mmistry and energy mdustry personnel and developing 
speclfic objechves, topics and background mfomahon for the workshop 

October 1995 Workshop The workshop, held on 10 and 11 October, was attended 
by approximately 70 Mmlstry and energy mdustry personnel plus certam other 
mterested parhes such as educators Deputy Mmister Cemy's workshop objectwe 
was to have a presentabon of Unlted States uthty mdustry regulatory systems and 
pmciples and to b e p  a dialog between Mlnistry and energy mdustry personnel as 
to how the U S uthty regulatory experience could be of use and benefit m the Czech 
Repubhc Deputy Mmlster Cemy's objectwe was to learn from U S experiences to 
try to avoid some of the rmstakes made m the U S and to d e t e m e  aspects of the 
U S system that mght  have apphcabon m the Czech Repubhc 

Mmstry Summary and USAID Work Plan Follow~ng the senunar Mmistry of 
Industry and Trade personnel developed a "Summary of the Sermnar on Regulabon 
and Suggested Further Cooperabon between the Mmistry of Industry and Trade 
and USAID" which was revlewed and discussed m a meelmg on 13 October h 
summary was used by Bechtel m developmg the spechc regulatory assistance work 
program 

A copy of both the sermnar summary prepared by Mmistry personnel and the 
regulatory assistance work program covenng Task 1 are Included m the next sechon 
of thls report 
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bfeetrngs of Worlung Group and Steenng Committee Deputv Ivlmister Cemy 
proposed that m order to appropnately mvolved Mmlstrv and energy mdustry 
personnel m the USAID assistance program that two separate groups be estabhshed 
The first group would be a small worlung group cons~strng pnmanly of 
representahves from the M~nlstry of Industrv and Trade who would meet w ~ t h  
Arthur Andersen, and penodlcally Bechtel, representabves Partupahon by the 
Mlnistrv of Fmance m the workmg group meetrngs was also anhcipated A separate 
steenng commttee which would consist of senlor representahves from the Mrnlstry 
of Industry and Trade and the Mmistry of Fmance plus representahves from the 
energy mdustry would be estabhshed to help the Mmlstmes m achievmg thelr goals 
for the energy sector One funchon of the Steermg Commttee would be to be 
rnformed of the USAID ass~stance by representatrves from the Workmg Croup 

Workmg Croup representahves met qulte frequentlv between December 1995 and 
June 1996 Agendas were prepared, m most cases by Jan Pisko of USAID, for each 
Workmg Group meetmg Mmutes of the meetrngs were also mamtamed, mlhally by 
Mr Plsko but subsequently bv Mmistry of Industrv and Trade personnel 

In general the Workmg Group meetmgs were deslgned to enable Mmistry personnel 
to ask addihonal queshons and obtam more mformahon/background on the U S  
uthty rate-makmg system A number of documents were produced by Arthur 
Andersen representahves as part of the workmg group process Certam key 
documents have been mcluded m sectron 

IV of thls report A substanhal amount of addihonal informahon and documents 
were provided to Mmistrv personnel, some of the documents were quite 
volummous and are not necessary to mclude m this report m order to make ~t a 
complete document Comments on the documents mcluded m secbon IV are 
prov~ded m that sechon 

Consultant Deliverables The consultant deliverables, as specified m Task 1 of the 
work program (see sechon 111 ), are mcluded m sechon V Drafts of four of the five 
memoranda ~ncluded m secbon V were prov~ded to Mlnlstrv personnel m July The 
memorandum covermg regulated and non-regulated uthtv acbvlbes was furnished 
to the Mmistry followmg the recelpt m September of a paper prepared bv blr Antos 
summanzlng klm~strv concerns with respect to regulated and non-regulated 
acbvihes 4 copv of klr Antos summark 1s attached to the regulated and non- 
regulated ut111tv achvlties memorandum 

A h a 1  dehverable, d e h l n g  trarnlng modules and recommendahons on future steps 
w ~ l l  be prepared jorntl\ bv Arthur Andersen and Bechtel followmg the studv tour to 
the United States That memorandum will be issued separately from thls report 
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Structure of Report The next three sec'nons of the report are des~gned to provide 
the context and background for the USAID assistance as well as provldmg the 
dehverables specified m the work program It is parbcularly Important to note m 
secbon I11 that the term "cost analysa" was used bv Mlnistry personnel several 
tunes m therr summary of the s e m a r  and that term was then incorporated m the 
work program developed by Bechtei The term was d~scussed a number of tunes at 
Worlung Group meetmgs, however, it was never defined The mportance of "cost 
analysis" and vanous other terms 1s dustrated m sechons IV , V , and VI 

Secbon IV contalns an mtroducbon covenng whv the parhcular documents 
mcluded m that sec'non were selected, from among manv others, to be mcluded as 
part of the final report 
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111 llllmstry Summary and USAID Work Plan (Task 1) 

A copy of the "Summary of the Sermnar on Regulahon and Suggested Further 
Cooperahon between the Muustry of Industry and Trade and USAID, translated 
from the Muustry-prepared ou the  dscussed on 13 October 1995, and the secbon of 
the Regulatory Assistance Work Plan covenng Task 1 follow 



Summary of the Seminar on Reyiaixon and Suggested Further 
Cooperahon between the Ministry of Industry and Trade and 

USMD 

I The semrnar'u1fiIIed h e  deremmed oblec~ve whlc5 was to ~ n h  ieorese~tanves of the Czech 
enevg  secror of the prnc ules and eupe-ex: of replar~on n the C S 4 11Iusmted bv concrete 
euamples C s a r n  reccrnrneTaar,ons we-e provrded regardmg h e  leed to estabirsh acn *ume 
perfiomance oiregular~on a pracr~ced In counmes wlth rnar\er ecmomv The following 
recommeqaanons resulted from the letmres and ?om the d~szlsslons betweel pamc.panrs of the 
Seminar 

a> To pur empnas's on c lex  and denlied legslanve s p e c s  of b e  regiarory proczss It 
seens thar lr vould be adv~sable m the future to prooose an ~ndege~delt  Ac: on 
Reg~larlon wrlci would derermme b e  procedures to oe foilowed bv the repiatlon body 
m the Collowmg areas 

T au1hor1;?roru1lc=~s1ng (conarr~ons for -mn~mg aa~usrmelu and revocslon of 
I ~ c e ~ s e s  lzte oollcv, evctus,ve n g r s  resJoca.;on qrocedures r 

* pnncrules or regulanon for customer services 

b) For d-e counrres wtrh rrmsforrnmg economv tt IS necessn at the exiv srage to take the 
tol1o~~mg stezs vhen maklng de:: slons wrth respec- -0 a 5u1rable m e  of regular~on 

* ro secarz-s lor--ezularea ac-rt rtres n the Inrcrarlcn :, stenl 

to pe-cr  acxrarz cosr ana~xsrs 

* to take "70 consrde~at~on b e  'eve] or necessar ntesn?e?~s -1etae.J for 
re31ac:*enr or sculornelt =a for orhe- desinole ce elournelr of reguiarron and 
h e  iel e sr mriatlon 

= ecqnlc=. cowledge ant tv=e-  eic: ar the -eg-'zrar arc rs ze-sonne' 



* to esmum smrable prccedures for the r e g l a m  rnciudlng the rnezhod of appeal 
agalnsr 1 :ZC SrOn md h e  mehod by which the ~ U O ~ I C  w1l1 be nfomed 

poss~ete =aanc a1 concourlon of the cornuanles for funcaonmg ~f the regulator 

2 A numoer of jrcoleas xz i  nore:! some of which have dreadv b e t ~  resolved or are be ng resolved 
m the b S ana whrcL; ZG i.muar :o h e  gmoierns c m l t f v  e ~ z e z e ~ c e d  m the CX A aera1ea of 
tfiese rssues souid canccure -0 achieirnq the desired ie*~el ofreg~iaron m CX Tne 'ollowmg 
areas are m quesnon 

b) Pnc ng and as:essineo,r of h e  m e  of rerum on cao~tal 

c> Regdared a c  -cn--egdarea zczvlnes cosr malvsis mclualng sure-zi sevices for 
uulrrr 

d) Aclle e l e q c  z c  =~llures ofcsst-ba.ed regdar~on arc i r e - r  iha.rig~s ,n rerdanon m 
the L S r e 3 ~ i r o n  YSCL~ 

e> Soec Kc nsdes -?girl':: ng regulzrion m e1ecnc.r~ anc 2% jec-cr 

F)  iueecs wtth rescec-s -o leg~slancn 

j The 3ssrst;lncC or C S -w=.e= ;auld 3e ~ r ~ l ~ e d  n ~e tsvo folIo\vmg xes  

a> Reg!i~zro~, arc - oo- ~f Czsc- -e!pimors m the L 5 ~vnicl i d d  aksia dace i r  3ie 

bezynrlng or ;e .er;:m a w e -  Jr 1096 Tine mu voula foes an corisJlrarions m d  
d e ~ r ~ r c  3na1c1,s Jr ric-,cal evanEtes of -ODICS desc-oec n :ara,pcrs 7 b)  LC 2) The 
t r D  t%culd be -sr >,u =ePsons 3 s e d  on the anDrcval sf-he L S  par^ he  Czecl parrv 
WOUIC ;rel;larz 3 'ex1 2d LIST: 3r -ODICS 
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Indicator Promulgat~on of energy standards pollcles and leglslat~on that support (a) regulatory 
development and (b) market development conducive to pnvatrzatlon of the energy lndusw 

Workpian Objective The purpose of this effort IS to follow up the Czech Regulatory Seminar, whlch 
informed representatives of the Czech energv sector of the pnnc~ples and evpenence of regulation m the 
USA, with specific adv~ce regarding effective regulatorv structures and procedures 

Overall Approach The Consultant's team will work closely w ~ t h  the Mllllstrv of Industrv and Trade m 
developing a capabilitv to ~mpiement 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 commit financial and human 
resources In the form of experts In the field of energv reguiat~on and the Mlnlsw will need to 
conespond~nglv commit ~ t s  personnel and demonstrate ~ t s  plans to enhance their own capabilitv A 
Steenng Cornm~ttee chaired bv Deputy Min~ster of Industry and Trade Mr Cemv, would be a suitable 
bodv for coordination of all related actlvltles The Committee will revlew lmt~al workplans and assess 
progress of work Mr Howard Menaker, Bechtel, w~ l l  act as the Tasb Manager for the asslstance 

Workpian The speclfic tasks to be addressed In this project are set out below 

Task 1 - Revenue Requirement Determlnatlon and Cost Analvsls 

T~rnlng December 1995 - Februarv 1996 

Background 4s  the Czech Repubi~c transforms ~ t s  economy and morks to implement Act 222 the 
Energy Law ~t IS necessarv to outline necessarv steps toward the creatlon of econom~c regulat~on of ~ t s  
energy sector Especrally relevant to regulation IS the determinat~on of revenue requlrernents and the 
abilltv to perform cost analvs~s In t h ~ s  Tasb the Consultant w~ll  assist the Mimstry of Industrv and 
Trade and the M~nistrv of Finance In the dec eloprnent of procedures bv whch thev can determine 
revenue levels and perform appropnate cost analvs~s In t h ~ s  asslstance the Consultant evil1 also 
analyze achievements and fallures of cost-based regulat~on and current changes m regulat~on In the U S 

Kev ictlv~tles 
1 Revrelv work prel iouslv undertahen bv or periormed for the Mlnlstrv of Industry and Trade and the 

ivlmlstrv of F~nance regardmg revenue requlrernents and cost analvsis 

2 Consult nith kl~nistrv of Industn and Trade personnel regarding the most useful and beneficla1 
tvpes of revenue requlrernent and cost analvsls 

3 Rev~elv the capab~litv of energv companles to subrn~t revenue and cost ~nformation to the bllnistrv of 
Industrv and Trade by meeting with and revlecting information horn at least three companles 

Rec lslon 6 1 



4 Consultants w11l be available on a regular bass to consult wth kl~mstry personnel on revenue and 
cost procedures and methodolog~es 

5 Work wrth lMlnlstrv s&to perform at least three complete revenue and cost analyses 

Consultant Dellverables 

1 Develop a memorandum outllmng the procedures to determine complete revenue requlrement and 
cost analyses, mcludlng treatment of operating and mantenance expenses, deprecrat~on, required 
level of plant investments and cost of capltal The memorandum will also offer advlce regarding the 
establishment of a database and lnformatlon management svstems 

2 Prepare a memorandum setting forth guldance on the separation of regulated and non-regulated 
activltles of a utrllty, mcludlng external services 

3 Prepare a report settlng forth alternative methods of determlmng rate of return on capital 

4 Prepare guldance on the lmpact of inflation on revenue requlrements and cost analysrs 

5 Prepare a memorandum on the lmpact on revenue requlrements and cost anah sls of future 
investments for replacements and future addltlons to plant and equipment 

6 Define traning modules to enhance capabliltles of the Mlmstry for perfomng cost anaIysls and 
revenue requlrernents assessment 

7 Prepare sumrnarv reporr at the end of assistance recomrnendlng future steps for the kfmlstrv and 
lndustrv in effectlve cost analysrs 

M~nlstrv Outputs 

1 The development of procedures and schedules to calculate revenue requlrements and perform cost 
analvsls 

2 Identlfv scope and lmplsmentatlon measures for a tralnlng program for Czech energv comparues In 
revenue determination and cost accounting and analvsis 
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IV Key Documents Resulbng f rodused  for Worlung Group 
and Steenng Commttee Meebngs 

Introduchon and Context The documents whlch follow have been selected to be 
mcluded m thls report because of thelr particular signlficmce to the process of 
transfermg knowledge about the U S  uthtv regulatory system to Mmlstry 
personnel In addlhon to these documents, substanhal addihonal material was 
provlded Reference to some of that matenal, whlch IS not necessarv to be mcluded 
herem to make thls report a complete document, IS made from the memoranda 
mcluded m sechon V In addlhon, Mmistry personnel have been provlded wlth 
software developed by Arthur Andersen to enable them to make revenue 
requirement calculahons followmg the U S  cost of servlce methodology whlch IS 

dustrated m the first memorandum m sechon V Mmlstrv personnel have been 
usmg the program and are able to make the approprlate computahons 

Framework for Regulabon of the Electnclty Industry 8 January 1996 Drscusslon 
Document Thls document was developed followmg Workmg Group meetmgs and 
dlscusslons m December 1995 when ~t became qulte clear that Mmistry personnel 
were askmg regulatory queshons from a background and percephon substanhallv 
dlfferent from the U S u a t v  regulatory system Substanha1 work had been done for 
the Mmlstrv over a number of precedmg months bv the Czech consultmg firm 
EuroEnergy whlch was follow~ng regulatorv pnnclples used m the Unlted IGngdom 
The 8 Januarv 1996 dlscusslon document was developed to help the Mmlstry 
personnel understand slgnlficant differences m U S and U K regulatory prmciples, 
and to help m thelr thought process of estabhshmg approprlate pnnclples for the 
Czech Republlc It was not a document deslgned to be subsequentlv completed by 
the consultants It remams an lrnportant worksheet for Mmistrv personnel to 
c o n b u e  to conslder as the regulatory system m the Czech Repubhc evolves 

24 January 1996 Letter Regarding Objectives of U S Utility Regulahon Thls letter 
was developed to pull together and summarize kev pomts/thoughts resultmg from 
December and January Workmg Group and other meelngs One of the major pomts 
m the letter was for Mmlstrv personnel to try to develop a dehihon and a clear 
understandmg of what they were lookmg for when thev used term "cost analvsls" 
Thls still remams a prloritv In September 1996 EuroEnergy performed a "cost 
analvsis' of CEZ for the Mmlctrv of Industry and Trade Ne~ther the contract for 
that work nor the output of the work has been fumlshed to the USXID team 
(Mmistrv personnel m an October Workmg Group meetmg, however, requested 
that the team make a comparison of EuroEnergyfs methodologv wlth the U S  
revenue requirements and cost of service methodology ) The "cost analvsis" work 
performed bv EuroEnergy was used bv the Mmlstrv of Fmance to establish a 
"transfer pnce' for electrlcitv sales bv CEZ to the eight ele~tnc distrlbuhon 
companies As pomted out m the 24 Januarv letter, the term cost analvsis has ment 
dlfferent thlngs at dlfferent hmes to different mdlv~duals -- it shll does, and remams 
a term (or possibl\ a concept) that should be more clearlv def~ned bv the Mmistry 



REGULATORY ASSISTANCE - CZECH REPUBLIC 
USAID Regulatory Reform and Energy Sector Restructuring in 

Central and Eastern Europe and the Balhcs 

19 Februarv 1996 Summary of Queshons for the Mllustry The 19 February letter 
was a summary of queshons for the Mmistrv extracted from the 24 Januarv letter to 
help them focus on iden'chable items/issues Many of those queshons st~.U should be 
addressed/answered bv the Mmlstry 

12 March 1996 Response to 21 February Steenng Comrmttee Request The fvst (of 
two) Steemg Comnuttee m e e h g s  was held on 21 February Deputv Mln~ster Cemy 
chalred the meetmg One of the key meetmg pomts was that the Steemg Comrmttee 
needed to develop regulatorv goals and to defme replatorv terms At year end 
1996, those remam objechves vet to be accomphshed 

Handouts used at May 1996 Steenng Comrmttee Meehng The second (and h a 1  m 
1996) Steemg Committee m e e h g  was held m Mav The meetmg was chalred by the 
new Deputv Mmister, Mlroslav Tvrmlk, who replaced Deputv Mmister Cemy who 
had resigned shortlv after the Februarv Steermg Comrmttee meetmg Deputy 
Mmister Tvrn ik  m his lnihal remarks stressed the need for and importance of 
defmrng terms, a follow up to the Februarv Steemg Corruruttee meetmg 
conclusions (Whlie Mmistrv personnel mformed the USAID team that terms were 
bemg defined, the Team was never furnished w ~ t h  a fmal, or even a draft, copv of 
terms and definihons ) 

A presentahon was made by the USAID team on details of revenue requlrement 
calculahons Speclfic numbers for one gas distnbuhon companv and one electnc 
dlstnbuhon company were used to dustrate the prmciples The three handouts 
mcluded m this sechon were also discussed Those handouts were parhcularlv 
~rnportant at the hme of the Mav meetmg, and remam just as mportant at the end of 
the vear 1996 

The two major pomts addressed m the first handout relate to revenue requ~rements 
(covered m the presentahon to the Comrmttee) and tarlff structure The work 
performed bv EuroEnergv for the Mmistrv m the fall of 1996 to estabhsh a "transfer 
pr~ce" from CEZ to the distnbubons companies was, to great extent, based on 
revenue requirement determmahon prmciples used by U S ut~Iitv regulators As a 
consultant to the klmlstr\, a representahve of EuroEnergy parbcipated m the first 
several Workmg Group meetings durmg late 1995 and early 1996 and became 
famhar with the U S  svstem The second pomt addressmg rate structure, or tarlff 
structure, will be covered bv Bechtel m a tar~ff workshop durmg earIv 1997 

The second handout illustrates, under the assumphons stated therern and from 
calculabons made bp the software provided by the USAID team to the blmlstrv, 
deficiencies m electr~c revenue levels (based on the stated assumphons) 
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The final handout ~llustrates a major economc problem with the electricity tanff 
structure m the Czech Repubhc the very low level of residenhal rates compared to 
mdustnal and commercrai rates The problem IS well known and has been d~scussed 
pubhcly bv both Mlnistry of Industry and Trade and Mlnrstry of F~nance personnel 
throughout, part~cularly m the last half of, the year 1996 Decls~ons m this area have 
social and pohbcal as well as econormc considerahons, and the issues and concerns 
are reasonably well known at the Mlrustry 
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24 January 1996 

Ing Josef Ant04 
Ing Zbvnek Fousek 
Ing Vlt Sponer 
Mmlstry of Industry and Trade 
Na Frankjku 32 
110 15 Praha 1 

Husova 5 
110 00 Prague 1 
Czech Repubkc 
(42) 2-2440 1300 Telephone 
(42) 2-2440 1301 Facs~rmle 

Dear Messrs htoS;, Fousek and Sponer 

After reflectmg on top~cs discussed m a meetmg yesterdav afternoon w ~ t h  Mr Sponer, and 
m the meetrigs m Mr Fousek's office on 8 and 19 Januarb, I thought ~t mght  be useful to 
summarize a few thoughts, parhcularlv our dlscuss~ons wlth respect to objechves, mcludmg 
objechves of U S uhhh regulakon and of the USAID asslstance to the blmlstry 

I belleve that the overall objechve of Mr cemv  wlth respect to the USAID asslstance was to 
understand the U S utrllty regulatorv svstem and determme how certaln aspects of that 
system mlght be applled m the Czech Republic In our d~scuss~ons on 8 and 19 January, I 
expressed my vlew/opmron that objechves should be estabhshed for the significant 
ackvihes and processes undertaken bv the Mlnistry and bv USAID After mv dlscusslon 
yesterdav w ~ t h  Mr gponer, I belleve that would be useful to comment more on objeckves, 
and definlhons, and use dlustrahons from U S regulatorv pmc~p les  One Item that I belleve 
needs a clear dehlhon by the Mmlstrv IS the term "cost analysu" After much dlscuss~on of 
t h ~ s  topic on 8 Januarv, and mv euplanahons of the U S (uhhtv cost of serv~ce) revenue 
requirements computahon and the U S uhhtv management audlt process, ~t seemed to be 
the conclusion that "Cost Analvsls" = "Revenue Requirements ' After further d~scusslon at 
that meetrig, when d~scussmg "cost analysls" work to be performed at ~ E Z ,  cost analys~s 
then meant somethmg (verv) dlfferent from (a) revenue requuements (calculahon) Varlous 
steps of an analysls process were descnbed, but the term certamly could no longer be 
defined as revenue requuements It was agreed m the meetmg that a clear objechve of cost 
analvs~s for CEZ needed to be estabhshed, and that mput from the Mmlstrv of Fmance was 
necessary It IS very Important for the USAID team to have a clear understandmg of the 
Mm~stry's d e h ~ h o n  of cost analysls and the objechves of a cost analysls 

One further pornt on cost analvsls, before I move to U S regulatorv pohcv and objechves, 
that 1s Important to the USAID team IS the need to understand how the cost analvs~s of the 
electr~c dlstnbuhon companies performed by EuroEnergy has been uhlrzed Is the 
EuroEnergy cost analks~s work preclselv what the Mm~stry wants and needs? Mr Sponer 
yesterday seemed to be looking for somethmg dlfferent for gas than what was done for 
e lectr lc l~ I hope that some examples and ~llustrahons of the U S regulatorv process and 
objechves wdl be helpful to the Mmistry m d e h l n g  cost anal\ sls and the objechves of such 
an analvs~s 
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In descrrbmg U S regulatorv prmciples I have used the book The Renulahon of Public 
Uhlrhes bv Charles F Phdl~ps, Jr The book, just over 1000 pages, prov~des guidance, not 
rules, prmc~ples, not soluhons, objechves, not mechan~cs or magc answers The book 
condenses a centurv of evoluhon of U S uidity regulahon mto that 1000 pages Thrs letter is 
obvrously much more condensed It IS also unportant to understand that thrs century of 
U S regulahon of uhhhes (a term I understand does not actuallv translate mto Czech) has 
been a penod of constant change In fact, the U S regulatorv system IS currenth 
undergomg s~gnihcant, and qurte poss~blv radical, change As economrcs change, so must 
regulahon The system of regulahon that wrll be developed m the Czech Republic must also 
be flevible and changeable (rf rt IS to be "successful" -- criter~a that probablv also should be 
defined) 

There are some verv fundamental concepts that are important to understanding the U S 
uhhtv regulatorv svstem Understandmg those concepts helps wrth d e h m g  terms, which, 
as 1 have stated, I beheve is an mportant startmg pomt m the Czech Republrc It should 
also be noted that there is not a smgle theorv of uhhtv regulahon m the United States, 
however, I belleve it would be farr to sak that the "public Interest theorv" a perhaps the 
most fundamental With respect to that theorv, PhlIhps has to sav "The publ~c mterest 
theory of regulahon -- the oldest and one that IS more often implled than arhculated -- holds 
that regulahon IS undertaken to protect the consumer from the abuses of market 
mperfechons (or, more broadlv, IS estabhshed for 'pubhc mterest-related objectives') 
Regulatmg thus IS vrewed as the law's subshtute for compebhon, w ~ t h  rts bas~c goal bemg 
to seek 'economc' objechves " 

With regard to the scope of regulahon, "Regulahon, as it has developed m the Un~ted 
States, IS concerned wrth rates, servlce, safe5 and, to a growmg extent, the efficiency of 
management In most of the mdustnes under consrderahon, rate regulahon has occupied 
much of the commssrons' hme and has been the subject of contrnuous controversv Rate 
regulahon has two aspects control of the rate level (eammgs) and control of the rate 
structure (pr~ces) As to the rate level, pubhc uhhhes are enhtled to cover all allowable 
operatmg costs and to have the opportun~tv to earn a ' fad rate of return Collectwely, these 
Items compnse a company's total revenue requlrements As to the rate structure, publrc 
uhhhes are permrtted to establish rates that, at a m l m u m ,  wdl cover thelr revenue 
requlrements Such rates must be 'just and reasonable, ' with no 'undue discnrmnabon ' 

The U S uthty regulatory process estabhshes revenue levels (the revenue requirement) and 
prlce levels (the rate structure) The objechves of regulabon (brieflv stated--the subsbtute for 
compehhon) and the dehrhon of revenue requirements (rate base x allowed rate of return 
+ uhhtv operatmg costs) are well defined and understood bv those mvolved m or with the 
U S uhhtv regulatory svstem As the Czech Republrc beps to develop its regulatorv 
process, definrhons of terms and objechves of achvrhes are fundamental bu~ldmg blocks m 
that development process The concepts supportmg varlous U S regulatorv terms and 
prmc~ples are m most cases not at all simple There are also sometimes conflrcbng goals and 
objechves I believe that developmg an understandrng of the fundamental budding blocks 
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supportmg the U S uthtv regulatorv svstem will be of great help m developmg the 
fundamental buddmg blocks that wlll ulhmatelv support the Czech regulatory system 
Because the concept of determmmg revenue requirements is so fundamental to the U S 
svstem, a few expanded comments (from Phdhps) mav prove helpful "The baslc standard 
of rate regulahon IS the revenue-requuement standard, often referred to as the rate base- 
rate of return standard Slrnplv stated, a regulated firm must be perm~tted to set rates that 
will both cover operatmg costs and provide an opportunlhr to earn a reasonable rate of 
return on the propertv devoted to the busmess Thls return must enable the uthty to 
mamtam its financial credlt as well as to attract whatever capital may be requued m the 
future for replacements, expansion and technological mnovahon, and it must be 
comparable to that earned bv other busmesses with correspondmg risks 

"There are two aspects of rate regulahon (1) the rate level or determmahon of a uhhtv's 
general level of rates and (2) the rate structure or de te rmahon of speclfic rates and the 
relabonshlps between rates In the u ords of the Supreme Court 

The estabhshment of a rate for a regulated mdustrv often mvolves two steps of 
different character, one of whlch may appropnatelv precede the other The first is the 
adjustment of a general revenue level to the demands of a f a r  return The second IS the 
adjustment of a rate schedule conformmg to that level, so as to ehmlnate 
d lscrmat rons  and unfairness from ~ t s  detads " 

I have one more reflechon which precedes our meetmg of 8 January, but was a toplc of 
discussion at that meetmg, whlch relates to dlfficulhes 1 was havlng m understandmg the 
context of certam queshons and/or requests bv the Mm~strv After bemg furnished bv 
EuroEnergv with a copv of the Bnksh Office of Electricltv Regulabon August 1994 
Proposals for Distnbuhon Price Control covemg the U K 's electncitv distnbuhon 
companies, I reallzed that prmciples used m the8rihsh regulatorv svstem seem to be 
mfluenclng the Czech regulatory thought process The Bnhsh system of regulahon IS, of 
course, qulte new, basically ~t IS five years old It (at least the August 1994 Proposal) IS also 
vastlv d~fferent from the U S system Attached to thls letter is a more complete copy of the 
draft companson I made of regulatorv pollcy followed m the U S and the U K which was 
discussed m our 8 Januarv meetmg I have filled m only two columns for the Czech 
Republic, and 1 wdl leave it to the three of you to determme how useful such a comparison 

mlght be m thmkmg through defmihons, goals and objechves of regulahon m the Czech 
Republlc One note I fded m depreclahon under the Czech Repubhc column because the 
vlew I have heard of the role of depreclatron is very fundamentally different from the U S 
regulatorv svstem 

Comparmg the columns for the U S and U K system on the attached summarv leads me to 
one final overall thought The job of the Mmlstrv of Industry and Trade to develop a 
regulatorv svstem for the Czech Republlc uhhty mdustrv is a significant, complex and 
challengmg task (I am personallt pleased that I can be a part of a team supported by 
USAID to be of assistance to the Mmistrv m its regulatorv development task ) Speakmg 
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from a personal stand-pomt, I am certam that zf I were a Czech (new) regulator with the 
task the three of you have, I would certamly be pleased to recelve all the help I could 
possibiv get I would also want the best processes that had been proven to work m other 
countries whrch I would trv to adopt to my country Unfortunatelv, the U S u a t v  
regulatorv svstem prov~des few (perhaps none) specrhc analbhcal techn~cs that one could 
transplant and ubhze lrnmed~atelv m the Czech Republ~c (or anv other countrv) The U S 
ut~lltv regulatory system does, however, have a great manv pnnciples, concepts and 
objechves that I beheve can be verv valuable m estabhshmg some of the prmciples, concepts 
and objechves for uhhtv regulahon m the Czech Republlc Processes to accomphsh the 
objechves would then follow Perhaps the lack of detailed analvhcal procedures and 
methodologes is best described bv one final quote from Phdhps, as ~t relates to " the 
problems and nature of commission control of operatmg expenses One conclusion stands 
out Few of the commlsslons have formulated rules or estabhshed standards to govern 
expend~tures, but supervision of expenses has been vigorous m ra te -mahg proceedings I' 
Stated another wav, m the context of the work the Mmistrv would llke to perform, U S 
regulatory comrmsslons have ne~ther defined cost analvs~s nor established standards for 
such an analvsis, but they do subject uhlltv costs to extensive review 

I hope mv reflechons as summarlzed above wdl be useful With regard to detads and 
mechan~cs, last week on Wednesday EuroEnergy fumlshed me with coples of the 1994 
financ~al statements for the eight electrlc drstnbuhon companles Thls wdl be the base 
mformahon to perform a revenue requlrements computahon for one or more of the 
dlstribuhon companles, although I may need some addibonal mformahon on long-term 
debt I have access to all such mformahon for CEZ, and can make a ~ E z  revenue 
requirements computahon I wdl need the 1994 financial statements for a gas company, I 
suspect Vvchodoteska plynarenska a s m Hradec Kralove That should be the base 
mformahon to help us get started w ~ t h  the revenue requlrements computahons and other 
support achvlhes to the Mlnlstry 

Yours smcerely, 

H Kendall Hobbs 

Attachment 
SK 

cc Jan Plsko, USAID, Prague 
Jacqu~e DeRosa, USAID, Washington 
Howard Menaker, Bechtel, Maryland 
Len Kujawa, Diana DePmto, Arthur Andersen, Atlanta 
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Ing Josef Ant05 
Ing Zden6k Fousek 
Mlnlstry of Industry and Trade 
Na FrantiSku 32 
110 15 Praha 1 

ARTHUR 
ANDER~EN 

Hums 5 
110 00 Prague 1 
Gech Pepubh 
(42) 2-240 1300 TeIephone 
(42) 2 2 4 4  1301 Facslmlie 

Dear Messrs Ant05 and Fousek 

Josef and I have completed a computation of revenue requirements, usrng the U S ufhty 
cost of servlce methodology, for each of the elght electnc dlstnbution companles and for 
~ E Z  As we review the revenue reqwement calculabons at an upcormng worlung group 
meetmg, I thought ~t mght  be useful to summarize queshons that are contamed throughout 
my 24 Januarv letter to you that was discussed at our last worlung group meetmg on 
8 Febmarv HopefuUv extractmg and hstmg questions from the 24 Januarv letter w d  
fachtate d~scussion and considerahon of important matters to the Mmlstrc as well as nevt 
steps m the USAID assistance to the l h l s t r y  

For convenience and context, I have numbered the questions below to correspond wlth a 
marked copy of the 24 Januarv letter 

1) Do I have Mr Cernyls correct overall objechve for the USAID assrstance7 4re there 
other objechves7 As a related pomt, whlch we dscussed at our 8 February meehg,  
what dld Mr Cemv mean by hls reference to the regulatorv model belng consrdered as 
a "soft model" m the meetmg m September 1995 wth the Unlted States Secretarv of 
Energv? 

2) Is there general agreement, or disagreement, that objecbves should be estabhshed 
(probablv for the year 1996) by the Mmistrv7 

3) Has the objective(s) of a cost analvs~s for ~ E Z  been estabhshed? 

4) Has mput from the Mmlstrv of Fmance regarding the CEZ cost anah sis been obtamed? 

5)  Has the term "cost analvs~s been deiined? Are the objectrves of a cost anaIvsis clear7 (Is 
the dehi t ion  and objectrve the same, or different, for the electrlc distnbuhon 
companles and for CEZ~)  

6) How has the cost analysis of the electric distribution companles performed by 
EuroEnergv been uthzed? 

7) Is the EuroEnergy cost analbs~s work what the Mmistry wants and needs? 
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8) Are there any differences m the requirements for the gas mdustry compared to what 
was done by EuroEnergy for the electnc distnbutron comparues? 

9) Is there general agreement, or &agreement, that the system of regulabon for the Czech 
Repubhc should be flenble and changeable7 

10) Should cntena for success be defined or deterxruned? 

11) In our meetrng on 8 February Mr Ant05 mdcated that m the Czech Repubhc there was 
no current concept of a "pubhc mterest" objecbve, rather the objectives were pohhcd 
Should economc objechves for uhhb regulatron m the Czech Repubhc be developed 

12) What are the objecbves m the Czech Repubhc for detemunlng appropnate revenue 
levels ("revenue requements") for the electnc and gas uhhbes? 

13) What cons~derabon has been gven  by either the Mmstrv of Industn and Trade or the 
Mrnlstrv of Flnance regardmg an appropnate rate of return to be earned by the electnc 
and gas uthtv companies 

14) What cornpansons have been made with the costs to serve residenbal, commercial and 
mdustnal companies with the ev~strng tanffs for those customer groups7 

15) How useful wdl it be to try to develop regulatorv guidehes m the Czech Repubhc, 
usmg as an mformatm source U S and U K pohcies, procedures and objecbves? 

I hope h s  format IS useful to the w o r h g  group as it conixtues developmg regulatory 
procedures for the Czech Repubhc 

Smcerelv, 

H Kendall Hobbs 

Attachment (pages 1,2 and 3 of 24 Januarv letter) 

cc with attachment- Jan Plsko, USAID, Prague 
Jacquie DeRosa, USAID, Washmgton 
Howard Menaker, Bechtel, Marvland 
Len Kujawa, D~ana DePmto, Arthur Andersen, Atlanta 
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Ing Josef Ant05 
Ing Zbvnek Fousek 
Ing Vit Sponer 
Mmlstrv of Industrv and Trade 
Na FranhSku 32 
I10 15 Praha 1 

Husoka 5 
110 00 Prague 1 
Gech Repubhc 
(42) 2 2440 1300 Telephone 
(42) 2 2 4 0  1301 Facslrmle 

Dear Messrs AntoS, Fousek and Sponer 

After reflectmg on topics discussed m a meetmg vesterdav afternoon w ~ t h  VIr Sponer, and 
m the meetmgs m Mr Fousek's office on 8 and 19 Januarb, I thought it mght  be useful to 
summarize a few thoughts, parhcularlv our b c u s s ~ o n s  w ~ t h  respect to objechves, mcludmg 
objechves of U S uihty regulahon and of the USAID assistance to the Mmistrv 

I ) I beheve that the overall oblechve of Mr Cernv w ~ t h  respect to the USAID assistance was to 
understand the U S uihtv regulatorv system and determme how certaln aspects of that 
51 stem mgh t  be apphed m the Czech Repubhc In our dlscusslons on 8 and 19 January, I 
expressed mv vlew/opm~on that objechves should be estabhshed for the signrficant ' > achvltles and processes undertaken bv the M~rustry and by USAID After mv discuss~on 
vesterdav with Mr Sponer, I beheve that would be useful to comment more on objechves, 
and dehihons, and use dlustrahons from US regulatorv prmciples One item that I beheve 
needs a clear deh lbon  bv the blmutrv is the term "cost analvsis" After much dlscuss~on of 
t h ~ s  topic on 8 Januarv, and mv euplanahons of the U S ( u h h  cost of service) revenue 
requlrements computahon and the U S uthtv management audlt process, ~t seemed to be 
the conclusion that "Cost Analysis" = "Revenue Requirements ' After further d~scussion at 
that meetmg, when discussmg "cost analvsn" work to be performed at CEZ, cost analys~s 
then meant something (verv) dlfferent from (a) revenue requlrements (calculahon) Vanous 
steps of an anal\ sls process were descnbed, but the term certamly could no longer be 
defined as revenue requlrements It was agreed m the meetmg that a clear objechve of cost 

3) analvs~s for ~ E Z  needed to be estabkshed, and that mput from the Mmistrv of Fmance was 4 ) 
necessark It 1s very unportant for the USAID team to have a clear understandmg of the > Mmatrr's dehnlhon of cost analyas and the objechves of a cost analvse 

One further pomt on cost analvsis, before I move to U S regulatory pohcb and objectwes, 
I > that is important to the USAID team is the need to understand how the cost analvsls of the 

electr~c dlstr~buhon companies performed bv EuroEnergv has been ubhzed Is the 
3) EuroEnerg, cost analys~s work preclselr what the Mmishv wants and needs7 Mr Sponer 
2 )  vesterdac seemed to be loohmg for somethrng dlfferent for gas than what was done for 

electr~citv I hope that some examples and Illustrations of the b S replatort process and 
objechves w~l l  be helpful to the blm~strv m defmmg cost analvsis and the object-lves of such 
an analc sis 
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In descnblng U S regulatorv pmclples I have used the book The Remlatron of Pubhc 
Uhhties bv Charles F PhAps, Jr The book, just over 1000 pages, provldes gudance, not 
rules, prmciples, not solubons, objednes, not mecharucs or maprc answers The book 
condenses a centurv of evolution of U S ut&ty regulabon mto that 1000 pages l lus  letter IS 
obv~ouslv much more condensed It IS also important to understand that h s  century of 
U S regulabon of uthties (a term I understand does not actually translate mto Czech) has 
been a penod of constant change In fact, the U S regulatorv svstem ~s currently 
undergomg slgnlficant, and qulte possiblv radcal, change As economcs change, so must 

9 ) regulabon The system of regulabon that wdl be developed m the Czech Repubhc must also 
be flexible and changeable (If it IS to be "successful" -- crrteria that probablt also should be 
dehned) 'D>  

There are some verv fundamental concepts that are ~mportant to understandmg the U S 
uthtv regulatorv system Understandmg those concepts helps with d e h g  terms, whlch, 
as I ha\ e stated, I beheve 1s an mportant startmg polnt m the Czech Repubhc It should 
also be noted that there is not a slngle theory of uthtv regulation m the Lnited States, 
however, I beheve lt wodd  be fair to sal that the "pubhc mterest theorv" is perhaps the 
most fundamental With respect to that theorv, Phfips has to say "The pubhc ~nterest 
theory of regulahon -- the oldest and one that E more often unplled than arbcuiated -- holds 
that regulahon is undertaken to protect the consumer from the abuses of market 
mperfections (or, more broadly, is estabhshed for 'publrc mterest-related objecbves') 

11) Regulatmg thus IS viewed as the law's subshtute for compebhan, with its basic goal bemg 
to seek economc' objechves " 

With regard to the scope of regulabon, "Regulahon, as ~t has developed m the Unlted 
States, IS concerned with rates, servlce, safetv and, to a growlng extent, the efficlencv of 
management In most of the mdustnes under conslderatton, rate replahon has occupied 
much of the comrmssions' tune and has been the subject of contmuous controversv Rate 
regulabon has two aspects control of the rate level (eammgs) and control of the rate 
structure (pr~ces) As to the rate level, pubhc ut&bes are enbtled to cover all allowable 
operatmg costs and to have the opportunltv to earn a 'falr' rate of retum Collechvelv, these 
items compnse a companv's total revenue requirements As to the rate structure, publ~c 
uthbes are p e m t t e d  to estabhsh rates that, at a mmlmum, w~l I  cover ther  revenue "> requnements Such rates must be 'just and reasonable, ' w ~ t h  no undue d~scnrmnation " 

The U S u a t c  regulatorv process estabhshes revenue levels (the revenue requrement) and 
prlce levels (the rate structure) The objechves of regulahon (br~efly stated-the subshtute for 
compehhon) and the deh lhon  of rekenue requrements (rate base u allowed rate of retum 
+ utht t  operatmg costs) are well defmed and understood bv those mvolced m or wlth the 
U S ubhtv regulator>. s t  stem As the Czech Repubhc beglns to develop its regulatory 
process, definlttons of terms and objecttves of achvihes are fundamental buddmg blocks m 
that development process The concepts supportrng varlous U S regulator\ terms and 
prlnclples are m most cases not at all s~mpie There are also sometimes confictmg goals and 
objecbces I beheve that developmg an understandrng of the fundamental budd~ng blocks 
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s u p p o r h g  the U S utihtv regulatory svstem wtU be of g e a t  help m developmg the 
fundamental bulldmg blocks that wdl d h a t e l v  support the Czech regulatory svstem 
Because the concept of detenrunrng revenue requlrements is so fundamental to the U S 
system, a few expanded comments (from Phfips) mav prove heIpful "The baslc standard 
of rate regulahon IS the revenue-requirement standard, often referred to as the rate base- 
rate of return standard Slmplv stated, a regulated h n  must be perrmtted to set rates that 
wdl both cover operatmg costs and provlde an opporturuty to earn a reasonable rate of 
return on the propertv devoted to the busmess This return must enable the uthty to 
malntaln ~ t s  hanclal  credlt as well as to attract whatever cap~tal mav be requlred m the 
future for replacements, evpanslon and technolo~cal mnovahon, and lt must be 
comparable to that earned bv other busmesses wlth corresponding nsks 

"There are two aspects of rate replahon (I) the rate level or deternunabon of a uthty's 
general level of rates and (2) the rate structure or determmahon of speclfic rates and the 
relahonshlps between rates In the words of the Supreme Court 

The estabhshment of a rate for a replated rndustrv often rnvolves hvo steps of 
dlfferent character, one of whlch mav approprlatelv precede the other The hrst IS the 

/3 > adjustment of a general revenue level to the demands of a f a~ r  return The second IS the 
adjustment of a rate schedule conforrmng to that level, so as to elurunate 

I f /  ) d ~ s c ~ a h o n s  and unfauness from ~ts detads " 

I have one more reflechon whlch precedes our meetmg of 8 Januarv, but was a toplc of 
&scuss~on at that meetmg, whlch relates to dficulhes I was havlng m understandmg the 
context of certam queshons and/or requests bv the Mmlstrv After bemg furnished by 
EuroEnergv wlth a cop\ of the Bnhsh Office of EIectncrtv Regulahon August 1994 
~ r o ~ o s a ~ s - f o r  ~lstnbutron Pnce Control covermg the U K 's iectrlcltv dl&buhon 
companies, I reahzed that pnnc~ples used m the8r1bsh regulatorv system seem to be 
lnfluencmg the Czech regulator\ thought process The Brlbsh svstem of reslabon IS, of 
course, qulte new, basrcallv lt IS hve vears old It (at least the August 1994 Proposal) IS also 
vasttv dlfferent from the U S svstem Attached to thls letter 1s a more complete copv of the 
draft comparrson I made of replator\ pohcv followed m the U S and the U K whrch was 
discussed m our 3 Januarv meetmg I have Wed m onlv two columns for the Czech 

/ Repubhc, and I wdl leabe it to the three of you to d e t e m e  how useful such a cornpanson 
rmght be m thmkmg through dehrhons, goals and objechves of rewlatron rn the Czech 
Repubhc One note, I fded m depreclahon under the Czech Repubhc column because the 
vlew I have heard of the role of. deprec~ahon IS ver\ fundamentallv dlfferent from the U S  
regulatorv svstem 

Comparm,o the columns for the L' S and U K s\ stem on the attached summarv leads me to 
one final overall thought The job of the blmistrv of Industry and Trade to develop a 
regulator\ svstem for the Czech Repubhc uhhtk mdustr\ IS a slpflcant,  complex and 
challengmg task (I am personallt pleased that I can be a part of a team supported by 
USAID to be of assistance to the GIm~str\ m its regulator\ development task ) Speakmg 
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(42) 2-2440 UOO Telephone 
(42) 2-2440 1301 F a c s d e  

Dear kIr Fousek, 

Pursuant to our dxscusslon vesterdav, m response to the request at  the 21 Februarv Steenng 
Committee meeimg for I) news on r emto rv  goals and 2) defiIllhon of terms, summanzed 
below IS an mtd htm,o of terms that I beheve need d e h g  and concept/adrvlttes that 
should have obectnres 

Most of the fol lomg terms should be defined m an economlc sense h t ,  and then perhaps 
from a legal perspedrve 

h/lonopolv 
bIarket power 
Franche (b would be more of a legal than an economlc dehtron)  
UfllliY 
Non utdttv (non regulated) adrvlttes 
Cost of servlce 
Cost of capltal 
Depreclatron 
Cost analvsls 

Most of the fol lomg items are concepts or acbmtres that should have clear or dehed  
objectrves The first ~tem, pubhc mterest, IS probably more of a term that needs to be 
defined, but ~t IS also an important concept m considering the go& and objechves of 
replabon, therefore, I have Included ~t m ttus sectzon 

Pubhc lnterest 
Obhgakons of u a k e s  
fights of uthbes 
RepIatron (goals of, or objectwes ot) 
Cost analp sls (I beheve t h ~ ~  IS both a term that needs a defirutron and a concept/actrvlb 
that requlres an objectme) 
Rate/ t a d  design 
Central dlspatch (tfus ~s an extremelv unportant functron and, therefore, one I behe\ e 
needs T, e n  clear goals and or objedrves) 
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The above are only uufds thoughts I wdl reverse/expand thrs kst after d~~cusslons mth 
Howard hfenaker of Bechtel and represenhtrves of law firms from the USATD/Bechtel team 
folIowmg our meehgs next week on 18 and 19 March 

H Kendall Hobbs 

cc Jan P~sko, Bob Posner USAID, Prague 
Jacquie DeRosa USAID, Washmgton 
Howard Menaker Bechtel, blaryhd 
Len Kujawa, Dlana DePlnto 4rthur Andersen, Atlanta 



Selected U S Regulatory Pnnaples from 
The R e d a b o n  of Public Utihbes 

by Charles F P W p s ,  Jr 

There are some verv fundamental concepts that are important to understandmg the U S 
u a t v  regulatorv system It should also be noted that there ~s not a smgle theory of u a t y  
regulahon m the Unrted States, however, ~t probablv would be fax to say that the "pubhc 
mterest theorv" IS perhaps the most fundamental Wlth respect to that theorv, Phdhps has to 
sav "The pubhc mterest theorv of repla.tlon - the oldest and one that IS more often mphed 
than arixulated - holds that r e d a h o n  u undertaken to protect the consumer from the 
abuses of market mperfechons (or, more broadly, 1s estabhshed for 'pubhc mteresr-related 
objechves') Regulatrng thus 1s mewed as the law's subshtute for compehixon, with ~ t s  baslc 
goal bemg to seek 'econormc' obpxhves " 

W~th  regard to the scope of regulahon, "Regulahon, as ~t has developed m the United States, 
1s concerned wlth rates, servlce, safetv and, to a growrng extent, the efficiency of 
management In most of the mdustnes under considerahon, rate regulahon has occupied 
much of the comxrussions' tune and has been the subject of contmuous controversv Rate 
regulahon has two aspects control of the rate level (eammgs) and control of the rate structure 
(pnces) As to the rate level, pubhc uhhhes are entitled to cover all allowable operatmg costs 
and to have the opporturutv to earn a 'fax' rate of return Collechvely, these Items cornpnse a 
companv's total revenue requuements As to the rate structure, pubhc uthhes are penrutted 
to estabhsh rates that, at a rmnunum, wdl cover therr revenue requlrements Such rates must 
be 'just and reasonable, ' with no 'undue' dlscnrmnahon " 

The U S uthtv re,gulatorv process estabhshes revenue levels (the revenue requxement) and 
pnce levels (the rate structure) The objechves of regulahon (bneflv stated-the substitute for 
compehhon) and the dehihon of revenue requlrements (rate base x allowed rate of return + 
utrlrtv operatmg costs) are well defined and understood bv those lnvolved m or wlth the U S 
uthtv regulatorv svstem With respect to the deternunahon of revenue levels, Phfips states 

"The basic standard of rate regulahon is the revenue-requrrement standard, often rererred to 
as the rate base-rate of return standard Slmply stated, a regulated h must be pemtted to 
set rates that wdl both cover operating costs and provlde an opportunity to earn a reasonable 
rate of retum on the property devoted to the busrness Thls return must enable the u a t y  to 
ma~ntam its hancial credlt as well as to attract whatever capital may be requned m the 
future for replacements, expansion and technolog.lca1 movahon, and ~t must be comparable 
to that earned by other busmesses wlth corresponding nsks 

"There are two aspects of rate replahon (I) the rate level or d e t e m a h o n  of a ua tv ' s  
general level of rates and (2) the rate structure or deterrmnahon of specific rates and the 
relahonships between rates In the words of the Supreme Court 

The estabhshment of a rate for a reslated lndustrv often mvolves two steps of different 
character, one of which mav appropnatelk precede the other The hrst is the adjustment 
of a general revenue level to the demands of a fa= return The second IS the adjustment 
of a rate schedule c o n f o m g  to that levei, so as to elurunate d ~ s c m a h o n s  and 
unfairness from its detalls " 



Company 

PRE 

STE 

JCE 

ZCE 

SCE 

VCE 

SME 

JME 

CEZ 

Czech Republ~c Electrrc Industry 1994 Revenue 

Revenue - Th Kc 

6 279 741 

7,647 377 

4 372 777 

4 953 994 

7 941,191 

7 348 675 

12,804 406 

10 425 616 

Incremental (Note 3) 

61 773 777 

Econom~c 

Com~any Allocated 

6 892 479 7,957 01 9 

8 162 426 9 458 806 

4 779 729 5 521 001 

5 263 891 6 103 690 

9 009,219 10 355 407 

7 619,412 8 865 156 

13,129 017 15 299 515 

10,906 01 8 12,673 365 

10 471 867 

76 234 058 76 234 058 

<Note> 1) Hrstoncal revenues for the erght drstnbutron companles are taken from therr 
31 December 1994 financral statements 

2) Econorn~c revenue levels are calculated based on the U S cost of servrces 
methodology (calculated and explained elsewhere rn detall) 

3) CEZ revenue for 1994 totaled 48 566 969 T b  Kc and IS reflected rn the h~stoncal 
revenue amounts of the dlstnbutron companles' revenues to cover therr purchased 
power costs CEZ's requlred 1994 econornlc revenue level IS 59 038,836 Th Kc 
an ~ncremental level of 10 471 867 Th Kc above the historical level 

4) The allocation of the CEZ Incremental economlc level revenue requirement In made 
based on the percentage of h~stoncal revenue levels by distnbutron company 



Elecfmcltv Industry Rates - 1994 

En rts response to the request at the 21 February Steenng Commttee meetmg for goals of 
regulabon, the Mrnlstrv of F~nance has stated 

Wlth respect to the penod from 1997 to 1999, " the mam objectwe of the regulatory 
process w d  be to adjust energy prlces for households so that the pnces reflect 
economcallv justhed costs and so that cross subsldles of households from hrgher pnces 
applted to other customers are e h a t e d  " 

"Increase mawnum pnces for households annually not more than by 15 % m average (wfi 
be adjusted based on the results of cost analysis) " 

The above objectrve of the Mmstrv of Fmance LS quite appropnate, however, lncreaslng 
residenhal rates by annually 15% through the year 1999 will not acfueve the objectrve Such 
adjustments over the next three-year penod WI.U not be adequate to reflect the fact that 
resrdenbal rates should be substanballv hgher than rates for lndustnal customers Wrthout 
further (s~gnlficant) adjustments, there WI.U be substantral cross subsrdres remalnlng m 1999 

The following summary dustrates an approximate, reasonable reahgnment of rates rn the 
Czech Repubhc to more accurately reflect (lustonc average) costs to serve the respectwe 
customer classes Substantral work would be requlred to estabbsh rates based on actual costs, 
however, the followrng should be reasonablv rndlcatrve of a rate structure that would be 
reqwed to have "econormc" (those that reflect actual costs) rate levels Untd electncitv pnces 
more accurately reflect costs, rt wdl be extremely dficult to economcallv/ratronalIv resolve 
quesbons/ issues relatmg to energy lrnports or thud partv access to the transrmsslon gnd 

Electricity Industry Rate Structure 1994 

C R  U S A  C R Rate/KWh 
Customer Class Kc/ KWh cIKWh Ratio Average Economrc 

(col 3x4) 

Commercral 2 2 7 92 110 1 6  1 75 

lndustnal 1 8  4 90 0 68 1 6  1 09 

Average 1 6  7 22 1 00 1 6  1 60 

Notes 1) The 1994 C R rates (KcIKWh) above are taken from the Prazska energebka 1994 
Englrsh version annual report for use as representabve average rates for the erght 
drstnbut.on companies 

2) The Econornrc rate structure (KcIKWh) calculabon IS based on the U S A Rate 
Structure Rabo and Czech Republrc Hrstorrc Rate Structure The structure is 
more reflective of the costs to serve the drfferent customer classes however 
rate levels are below economic costs 
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COMPUTATION OF REQUIRED REVENUE 

Background 

Dunng our act-lwbes with the Worlung Group over the early months of 1996, the general 
procedures followed by U S uthbes and thelr regulators have been revlewed drscussed and 
flustrated W o r h g  with 1994 year-end financial mformabon, the only data avadable to the 
Mmistry of Industry and Trade m early 1996, revenue requirement (RR) calculahons were 
made for CEZ and the eight electnc and the eight gas dlstnbut-lon companies 

This more detalled analysis, computat-lon and dustrabon uses the 1994 and 1995 hstoncal 
financial statements of one of the eight electnc cGstnbubon companies, Praiska energehka, 
a s  (PRE), to document for the Muustry the fundamental considerabons and steps to 
compute a uthty's RR under the U S cost of servlce process 

Usmg the program prewously provlded to the Mmistry, and the explanabons herem, 
Mmistry personnel should be able to understand the U S  system for calculahng RR, as 
apphed m the Czech Repubhc, and the RR components mcludlng 

Rate base 
Rate of return 
Allowable operatmg expenses 
Requlred revenue 

Overview 

The above items are the components of the RR formula, that is, rate base tunes the rate of 
return is equal to the return (or operatmg mcome), and the return plus allowable operatmg 
expenses is equal to the requlred revenue (or cost of serwce) 

These elements represent fundamental cons~derabons m U S the rate-malung process and 
m assessmg the unpact of rate-malung on a U S  regulated company's accountmg 
procedures For decision malung a U S uthty company must consider the lmpact of these 
elements, staymg aware of its comrmssion's prevlous pracbces with respect to them 

It is unportant to understand that the PRE example does not attempt to cover the vanety or 
complexity of the circumstances that are encountered m U S rate-case proceedings The 
PRE dlustrahon hereln is specifically designed to be bnef so that fundamental theory is 
not obscured 

Two other basic and fundamental concepts are lrnportant -- and parhcularly so as h s  
methodology IS apphed m the Czech Repubhc The first is that the process E designed to 
estabhsh, usmg h~stoncal data as a starhng pomt revenue levels for a future period (the 
penod(s) that new rates wdl be m effect) The second is that this process is deslgned to 
prowde a (adequate) return on Invested capital This is a most Important pomt and is 
fundamental If the u l h a t e  goal of the Czech government ls to enable the Czech Repubhc 
uthty mdustry to be financed by pnvate capital 
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The balance sheets of PRE and the related mcome statements, as of December 31, 1994 and 
1995 are provlded at the end of t h ~ s  sechon 

"Operatmg mcome" on Lme 29 of PRE's Income Statement has mcreased shghtly from 1994 
to 1995 "Operatmg mcome" represents a companv's return and must be sufficient to cover 
mterest payments and -- for U S  mvestor owned uthbes or Czech uthbes If pnvabzed - 
provide a fan return on equity devoted to u a t y  operabons It is this amount, when 
considered as a percentage of the rate base, that mdicates the actual rate of return eamed by 
the company d u m g  the penod 

The actual return eamed by PRE m 1995 was 7 17 %(net mcome chwded by average 
shareholders' equity) If this return is vlewed by potenhal investors as bemg madequate, 
PRE wlll find it difficult to attract equlty funds 

In prepamg for a rate case, a U S  uthty company must develop a test penod that IS 
representatwe of its cost of semce under normal conhhons It should be free from 
unusual seasonal vanahon or other mfluences wh~ch would cause &storbon of a normal 
penod Pro forma adjustments are made when the test year expenses or revenues are not 
representatwe of costs expected d u m g  the penod the new rates wdl be m effect Such pro 
forma adjustments may be necessitated by abnormal weather d u m g  the test penod, by 
known changes m labor contracts, local tax assessments or rates, tax laws or other changes 
m costs The test penod usually is based on a recent h~stoncal twelve-month penod 
However, due to the tune lag between recognmg the need for changes m rates and the 
final decisions, and due to high mflabon, some comrmssions are perrmttmg the use of a test 
penod that is projected at least pahally mto the future All of these U S  concepts and 
pmciples would be apphcable m the Czech Repubhc 

The PRE example uses 1995 as its "test!' year Therefore, the mcome statement for the year 
ended December 31, 1995, and the related balance sheet, wdl prowde the basis for 
de t e rmmg the normal cost of service 

The frrst step m d e t e m m g  the revenue requvement is the computabon of the requved 
return, that is operatmg mcome In order to deterrmne the requved return, both the rate 
base and the rate of return must be detemuned 



Rate Base 

Rate base as defmed, m general terms, m the U S is the property that is used and useful m 
servmg the publtc The return allowed on the rate base must be the cost of servlcmg the 
debt, plus an amount which allows a fan retum to the equity holders' mvestment m plant 
and workmg capital In Appenduc 11 is the company's computabon of rate base Each of the 
amounts on Lmes comes from the balance sheet on Appenduc I 

Construcbon Work m Progress (CWIP), as shown on the balance sheet, has usually been 
excluded from rate base by most U S state uthty comssions  because it represents plant 
not currently m semce The uthty 1s currently paymg the carrymg costs of the Investment 
m CWIP and records such mvestrnent and carrymg costs as CWIP untd the projects therem 
are completed and allowable m rate base 'l'h~s capitahzed canymg cost represents a future 
clam for recovery m rates 

A number of U S  comnussions (mcludmg the Federal Energy Regulatory Comss ion  
{FERC)) do allow uthty companies to Include (at least a porhon of) CWIP m rate base 
Includmg CWIP m rate base provides a "casht' return when needed most and helps prevent 
"rate shockw-the phenomenon that occurs to customer bdls when the total cost of a new 
plant is mcluded all at once m rate base 

The argument agamst mcludmg CWIP m the rate base IS usually that the property is not 
currently providmg service to customers and therefore the return (or cost of fmancmg) 
should not be charged to current customers When construcbon is completed and the 
addihonal plant is placed m service, it wdl then produce addihonal revenues which wdl 
mamtam the rate of return on the mcreased rate base This assumption is not always true, 
however Many construchon projects are undertaken to replace existmg property, to 
improve servlce or to lrnprove the enwonment but do not necessardy mcrease the revenue- 
producing capacity of the uthty To help provide revenues for requved construcbon 
programs, it would be quite appropnate to mclude CWIP m rate base m the Czech 
Repubhc 

A very sigruficant pomt m the defmibon of rate base is the hming and method of valuabon 
used As for .hrmng, the rate base used is generally either an average for the test penod or 
an end-of-test-penod rate base As stated earher, m the U S the test penod may be either 
an historical penod, a penod that is part hstorical and part projected, or a period that is 
fully projected When an end-of-penod rate base IS used, allowable operabng expenses and 
actual revenues are sometunes adjusted to an end-of-test period level to reflect mcreases 
durmg the year 

Use of end-of-test penod rate base reduces the "regulatory lag1' between the tune the 
figures used m the rate case are recorded on the books and the trine revenues based on 
these results are collected Furthermore, use of end-of-test period rate base, without 
adjustmg test penod revenues and expenses to an end-of-period level, is considered by 
many U S uthty comrmsslons as an  imprecise procedure for compensatmg the uthty for 
the effects of "attnbon" Attribon is the conhual mcrease m plant costs and operatmg 
expenses, which prevents a u a t y  from eammg ~ t s  allowed rate of return The PRE example 
uses a projected md-pomt rate base as a means of offsethng, to some extent, the Impact of 
attnbon 

As to the methods of valuabon, the methods used are generally either onginal cost or some 
version of fau value In this example, PRE's o r l p a l  cost rate base IS used, based on Czech 
accountmg law wh~ch does not provide for asset revaluabons 



For U S ufdhes origmal cost is defmed as the cost of property when first devoted to pubhc 
service If property is later sold to another uidtv at higher than o n p a l  cost, the excess 
over o n p a l  cost paid by the acqulnng company IS usually excluded from rate base This 
exclusion is designed to prevent customers from bemg charged higher rates merely because 
the ownership of the uthty's property changes hands 

Falr value has no preclse defmition, but it would ordmanly gve recognibon to current pnce 
levels and mav also adjust the mvestment eshnate to reflect potential improvements m a 
more efficient configurabon of generation, transmssion and distnbtution plant 
E n p e e m g  appraisals, reproductron cost studies, pr~ce-level mdices and other studies 
provtde the basis for the determatron Often, comnussions wdl gve  parhal recognihon to 
current costs by we~ghtmg a po&on of the rate base for current cost and then cornpubrig 
the remammg amount at o n p a l  cost Such a process could be used m the Czech Repubhc 
as the current replacement of most u a t y  property s~gnlficantly exceeds its value as 
reflected m the Comparues financial statements If used higher plant costs would be used 
for RR calculations, the actual accountrng records would not be changed 

The major component of rate base is the net plant (fmanced by mvestors - m the U S ), but 
rate base usually mcludes an allowance for worlung capital as well This is mtended to 
prov~de for the mvestment m the funds needed to operate the busmess between the tune 
expenses are paid and the tune customers pay then bdls In other words, m addition to the 
mvestrnent m plant, funds are also needed to pay for day-to-day expenses mcurred prior to 
the receipt of cash from customers for servrce rendered to them One procedure for 
computmg this lag is referred to as a lead-lag study Another method, the "balance sheet 
approach," u&es current assets rmnus current habhhes as a measure of detenrunmg a 
workmg capital allowance Under this approach, the average of a number of month-end 
balance sheets w d  be used to denve the allowance The use of a reasonable formula has 
been common m many rate cases The FERC and a number of state comrmssions use a 
formula based on operakg expenses, exclusive of depreciahon and taxes, that would be 
mcurred d u m g  45 days--one-elghth of a year 

The mvestment m requlred stocks of materials and supphes is also mcluded m worlung 
capital The amount mcluded could be the balance at the end of the test penod, a slmple 
average of begmnmg and endmg balances, an average of monthly balances or the balance at 
some speclfic pomt m tune In the PRE case, the amount mcluded is the balance at the end 
of the test penod 

As shown on Lme 8, on the next page, PRE's rate base at 31 December, 1995 is 5,013,715 th 
Kc and for estabhshmg future RR is 5,356,065 th Kc uslng the projected 1996 average plant 
balance 



PRE, a s 

COMPUTATION OF RATE BASE 

31 DECEMBER 1995 

'000 Kc 

Line 
No RATEBASE - 
1 Plant 
2 Less-Accumulated depreclabon 

3 Net plant 

WORKING CAPlTAL 
Annual operahon and 

maintenance expense- 

4 Operabon/salaries and wages 302,110 
5 Other operahng expense 233,535 

535,645 
6 45 days (1/8 of year) -8 66,956 
7 Stock at the end of the test penod 

(materials and supplies) 52,763 119,719 

8 Rate Base 31 December 1995 5,013,715 

9 One half of 1995 actual plant 
addibons -- to project a mid-year 
rate base for 1996 

10 Rate base 1996 Average (Projected) 5,356,065 
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Rate of Return 

The next step m d e t e m m g  a U S ubhty company's revenue requvements is calculatmg a 
fav rate of return (cost of capital) to apply to the rate base Thls step recognizes that 
mvestors (bond and eqtuty holders) requve a "return" on funds mvested m the uthty The 
hancmg as obtamed was used to construct fachhes necessary to provlde u a t y  service 
(1 e , rate base) Thus, by mulhplymg rate base by rate of return, the necessary total retum 
is produced--one that wdl be sufhc~ent to pay Interest to the bondholders and provlde a fax 
equity return to the common stockholders In most cases, the cost of capital IS by far the 
pmcipal factor considered when deterrnuung rate of return This concept is of parhcular 
~mportance m the Czech Repubhc and, therefore, a separate paper on rate of retum 
considerahons has been developed Cost of capital Includes 

Interest on a company's existmg debt capital, commonly referred to as its 
embedded cost These are generally the stated rate on gven borrowmgs 
The cost of equty capital 
Funds from ratepayers (customers), If any 

These represent the costs associated with the sources of funds used to hance  a ubhty's 
property, plant and equipment Uthbes are capital mtensive and generally generate a 
smaller porbon of total construcbon needs mternally than most mdustnes due to the 
followmg 

High capital requvements m relahon to revenues 
In the U S hgher dividend payout rabos and thus smaller amount of equity 
retamed 
Lower rates of return earned on equity 

As a result, uthhes requve a larger amount of outside hancmg 

The first step m d e t e m l n g  the rate of return for a U S uthty company is the computabon 
of the embedded cost of debt As PRE has no significant long-term debt, thls step (for 
1995/1994) is not requlred 

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

The deternunabon of the cost of equitv capital is an area m whlch judgment plays an 
lrnportant role U S court precedents generally state that the return on equlty must be set 
at an amount that w~l l  attract capital, malntam the financial mtegnty of the company, and 
be comparable to smular-nsk companies The followmg are three of 
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the most common factors considered m amvlng at the rate of retum to be allowed on 

equity 

The rates of retum on equity granted by the regulatory comrmssion with 
juns&cbon or by other comrmsslons m recent rate cases 
The debt and equity rahos of the uihty's cap~tal structure 
The results of studies usmg hscounted cash-flow techn~ques, eammgs/pnce 
rabos, and cap~tal asset pncmg models (CAPMs) 

The regulatory comrmssion may also cons~der the quahty of serwce rendered by the 
company, the efficiency of the company's management, attnbon, or other factors 

The method of valumg rate base, as discussed earher, may also Influence the rate of return 
If a falr value rate base IS allowed, a lower rate of return may be allowed as well 

Agam, reference should be made to the report covenng cost of equ~ty capital for addibonal 
mformabon 

Allowable Operahng Expense 

After deternunmg the return requved, the next s t q ~  is to compute allowable operatmg 
expense 

PRE's mcome statements for the years ended December 31, 1995 and 1994, and the related 
balance sheets, w d  prowde the basis for d e t e m m g  the normal cost of service It is 
~mportant to understand that the pro forma adjustments below do not represent projecbons 
or forecasts by PRE The amounts have been d e t e m e d  - by Arthur Andersen - based on a 
review and cornpanson of PRE's 1995 and 1994 financ~al statements The amounts and the 
speclhc adjustments Illustrate the U S cost of serwce methodology Under the U S process, 
the u a t y  company (PRE m this example) would be responsible for developmg all of the 
hanclal mformabon (bemg dustrated herem) and adjustments and s u b m ~ g  lt to the 
regulator (the Mmlstry of Industry and Trade m the Czech Repubh) Adjustments, made 
by either the u a t y  or the regulator are made on two grounds (1) to reflect ordmary 
cvcumstances, and (2) to remove expenhtures that are contrary to the Comrmss~on's pohcy 
or m general are not the responsibihty of customers The followmg (seven) adjustments 
dlustrate/reflect "ordmary cvcumstances", as any other adjustments work exactly the same 

way 

The hst  pro forma adjustment below m the amount of 210,686 th Kc represents an 
expected 15% residenbal rate mcrease to be effecbve from m d  1996 A s  the last electricity 
pnce Increase was for residenbal customers m m d  1995, the pro forma 1996 electnclty pace 
mcrease is calculated for 12 months 

The second pro forma adjustment reflects an mcrease m purchased elechcity cost The 
mcrease of 1% represents the actual difference between purchased elechcity costs m 1994 
and 1995 

The thud pro forma adjustment reflects an mcrease m mamtenance costs resultmg from an 
expected 1996 mflaixon rate of 9% The volume of mamtenance services m 1996 is assumed 
to be at same level as m 1995 



The fourth pro forma adjustment reflects an mcrease m payroll costs resultmg from an 
expected monthly salary mcrease based on the actual 1995 percentage mcrease and a slmdar 
decrease m the number of employees m the year 1995 compared to 1994 The salary mcrease 
between 1994 and 1995 was 18Oh (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 m 1995 and, therefore, the same decrease of employees, 24, is used for 1996 

The fifth pro forma adjustment reflects mcreased depreciahon expense resultmg from plant 
and equipment addihons The adhhonal depreciahon expense is calculated on all plant and 
equipment addihons m 1995 usmg the 1995 composite depreciahon expense rate of 5 87% 
The composite depreciahon rate is calculated based on the average 1995 balances divided 
Into the year's depreciahon expense Property, plant and equipment addihons for 1996 are 
projected to be at the same level as 1995 

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

The seventh pro forma adjustment reduces mcome tax expense m 1995 to the level it w d  be 
m 1996 reflectrig the lncome tax rate decrease between the years 1995 and 1996 from 41 O h  to 
39% 

The effect of these "known changes" (a U S  uihty descnphon, or term, - mdicatmg, m 
concept, that the uthty company and the comnussion have a reasonable basis for malung 
the pro forma adjustments) m costs, as shown on Lme 11 on page 14, is to mcrease 
"Operatmg lncome " from 359,634 th Kc to 469,514 th Kc Operatmg mcome is the 
company's return The "As Adjusted" operatmg mcome 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 addihon to pro forma adjustments, regulatory comnussions routmely disallow those 
expenditures that are either contrary to comrmssion pohcy or are expenditures for which 
customers are not requlred to compensate the uthty For example, btorically comnussions 
have not pemtted uthhes to mcur adverhsmg expenditures For other types of disallowed 
outlays, the comrmssions have generally concluded that they are the responsibhty of 
stockholders and not customers The disallowed expenditures mclude outlays for 

chantable contnbuhons, 
pohhcal contmbuhons, and 
adverhsmg 

Whenever the operatmg expenses include such outlays, the allowable expenses are reduced 
by the disallowed expenltures 



PRE, a s 

PRO FORMA ADJUSTMENTS TO COST OF SERVICE 

(1) '000 Kc 
To reflect expected residenbal tariff increase in 1996- 

Average residenbal elechcity pnce in 1995 (Kc/MWh) 954 00 
Expected residenhal tanff mcrease in 1996 15 % 

Average residenhal electricity pnce in 1996 (Kc/MWh) 1,097 10 
~duai res idenbal  elechcity ;ales (MWh) in 1996 1,472,300 

Projected residenbal revenue 
Actual 1995 residenbal revenue 

Increase m 1996 electricity sale 210,686 

(2) 
To reflect increase of elecbcity purchased in 1996 - 

Actual 1995 purchased electncity cost 
Expected purchased elechcity cost increase 

Increase in 1996 purchased electncity cost 

(3) 
To reflect increase cost of services in 1996 - 

Serv~ces in 1995 
Expected inflabon in 1996 

Cost of services increase m 1996 

(4) 
To reflect mcreased payroll cost- 

Average salary in 1995 (Kc/month) 
Expected percentage increase in 1996 

Expected average salary m 1996 (Kc/month) 

Estrmated employees m 1996 

Expected payroll cost in 1996 
Payroll cost in 1995 

Payroll cost increase in 1996 
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(5) 
To reflect increased depreciabon expense in 1996 resulbng 
from plant and equipment addibons - 

Plant and eqmpment addibons in 1995 684,700 
Composite depreclabon rate 5 87% 

Addibonal depreclabon expense for 1996 

(6)  
To reduce the 1995 level of uncollectable accounts expense 
to eliminate the effect of pnor year bad debts provlded for 
in 1995 

Effect in 1996 

(7) 
To reflect income tax percentage decrease 

Income tax expense m 1995 

Income tax rate m 1995 
Income tax rate in 1996 

Effect in 1996 (4 88% decrease) 
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PRE, a s 

DETERMINATION OF ADDITIONAL INCOME TAXES 

Rate base 
Rate return 

Requlred return (Operabng income) 

Less Return as adjusted 

Addlbonal revenue 

Income tax requirement (see below) 

Total addibonal revenues required 

Income tax calculabon 
Addlbonal revenue 

Tax rate(6l %) reciprocal 

Gross revenue requirement 
Tax rate 39% 

Income tax effect 
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Requlred Revenue 

The objecbve of a U S uthty rate case is to deterxrune the revenue requved to provide a fav 
return on rate base after meetmg allowable operatmg expenses All of the data necessary 
for such a de te rnabon  for PRE for 1996 revenue levels have now been dustrated 

L~ne 1 shows the return requved l h s  is the return on rate base that shows the operatmg 
mcome as adjusted on a pro forma basis for expected 1996 pnce and cost changes 
Subtractmg Lme 2 from Lme 1 results m an operatmg mcome deficiency of 333,896 th Kc 
The collecbon of addlbonal revenues wdl generate addibonal taxable mcome, whch wdl 
generate addibonal mcome taxes So, the adhbonal revenue requved must be mcreased 

Operatmg Income deficiency must also be collected to cover these adhhonal mcome taxes 
and this is shown on Lme 4 

When the addibonal requvement on Lme 5 is added to the actual revenues of the company 
m 1995, the total revenue requvement is the result. l h s  is shown on Lme 7 

Page 1 oflo 



PRE, a s 

COMPUTATION OF REVENUE REQUIREMENT 
'000 Kc 

1 Return requlred (rate base x rate of return) 

2 Less Operabng Income, as adjusted 

3 Operatmg Income deficiency (Lzne 1 - Llne 2) 

4 Addlbonal income taxes requlred 

5 Total addlhonal revenue requved to produce deslred 
return (Line 3 + Llne 4) 

6 As adjusted revenue for test year 

7 Revenue requirement 
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Lme 
No - 

PRE, a s 

STATEMENT OF INCOME 
U S COST OF SERVICES FORMAT 
YEAR ENDED DECEMBER 31,1995 

TOGETHER WITH PRO FORMA ADJUSTMENTS 

Pro Forma Adiustments 
Adhhonal Pro Forma 

Revenue With Rate 
Deblt Actual Credit As Reaulre- Increase 

~ d E t e d  - ment 
(Col 1) (Col 2) (Col 3) (Col 4) (Col5) (Col6) 

OPERATING 
REVENUES 6,850,405 - 210,686 7,061,091 547,371 7,608,462 

OPERATING 
EXPENSES 

Purchased and 
Interchange 
power 5,190,949 51,909 - 5,242,858 5,242,858 

Mamtenance 233,535 21,018 - 254,553 254,553 
Personnel 302,110 33,055 - 335,165 335,165 
Depreciabon 429,165 40,184 - 469,349 469,349 
Other 58,026 - 31,848 26,178 26,178 
Income taxes 276,986 - 13,512 263,474 213,475 476,949 

Total o p e r a h g  
expenses 6,490,771 146,166 45,360 6,591,578 213,475 6,805,052 

Operatmg mcome 359,634 146,166 256,046 469,514 333,896 803,410 

RATE BASE 5,013,715 342,350 - 5,356,065 - 5,356,065 

RATE OF 
RETURN 7 17% 



PRE a s - 31 December 1995 
Czech Statutoly Flnanclal Statement Forms 

(Translation of f l n a n c ~ a l  statements onglnal ly  Issued In  Czech) 

BALANCE SHEET LONG FORM 

848 
848 

1 295 
1 295 

0 
0 
0 
0 

0 C II 
C II 1 

2 
3 
4 
5 

36 
37 
38 
39 
40 
41 

Long term receivables 
Trade and other recervables 
Rece~vables from partners and assoclatlons 
Receivables from related companies (shareholdrngs 4 0 % )  
Receivables from related companres (shareholdrngs of 20% 50%) 
Other rece~vables 

1 235 
1 295 



PRE a s - 31 December 1995 
Czech Statutory F~nanc~ai Statement Forms 

(Translation of financ~al statements ong~nally ~ssued in Czech) 

BALANCE SHEET LONG FORM 



PRE a s - 31 December 1995 
Czech Statutory F~nanc~al Statement Forms 

(Translat~on o f  financ~al statements o n g ~ n a l l y  ~ s s u e d  In Czech) 

BALANCE SHEET - LONG FORM 

Pnor year 

6 938 029 
5,123 427 

(TOTAL CAPITAL & LIABILITIES 
A 1 CAPITAL 

LINE 

61 
62 

Current year 

8 219 703 
5 603 766 

3 853 965 
3 869 443 

(1 5 478) 

A I 
A I 1 

2 

63 
64 
65 

Baslc capttal 
Baslc cap~tal 
Own shares 

A II 
A II 1 

2 
3 
4 

3 853 965 
3 869 443 

(1 5 478) 

Capltal funds 1 66 
Share premlum (aglo) ' 67 

Revaluatton of capttal parttctpatron 1 70 ( I 

Other capttal funds 
Revaluatton of assets 

469 161 1 431 250 
1 

452 41 1 
425 782 

26 629 

68 
69 

469 161 

A Ill 
A Ill 1 

2 
3 

431 250 

71 
72 
73 
74 

Funds created from proffi 
Legal reserve fund 
lndtvls~ble fund 
Statutory and other funds 

469 364 
445 072 

24 292 

356 767 1 0 
356 767 

A IV 
IV 1 

2 

Retalned eamlngs 1 75 
Retalned earnrngs of prevlous years ( 76 
Retatned losses of prevlous years ( 77 

A V IProfit and loss of current accounttng period ( 78 1 454 509 ( 385 801 

B (LIABILITIES 1 79 1 2,483 588 1 1,806,544 

B I 
B I 1 

2 
3 

80 
81 
82 
83 

Reserves 
Legal reserves (I e tax deducbble) 
Reserves for exchange rate losses 
Other reserves 

14407 

141 
14 266 

27 137 

27 137 

11 844 
5915 

64 
5 865 

B II 
B II 1 

2 
3 
4 
5 
6 

84 
85 
86 
87 
88 
89 
90 

Long term l~ablllttes 
Long term payables to related cornpantes (shareholdtngs > 50%) 
Long-term payables to related cornpanles (shareholdmgs of > 20%-5 
Long term depostts recelved 
Bonds payable 
Long term notes payable 
Rent and other long term payables 

B Ill 
B 111 1 

2 
3 
4 
5 
6 
7 
8 
9 

26 135 

26 135 

Short term ltab~lfi~es 
Trade payables 
Payables to partners and assmat~ons 
Payables to employees 
Soclal secunty payable 
Taxes payable 
Deferred taxes 
Payables to related compantes (shareholdlngs > 50%) 
Payables to related companles (shareholdtngs of 20% - 50%) 

91 
92 
93 
94 
95 
96 
97 
98 
99 

Other payables I 100 

1 628 41 6 
1 563 536 

5011 
7 895 

51 954 

1 717914 
1 687 257 

7 561 
10 486 
11 765 

20 845 



PRE, a s - 31 December 1995 
Czech Statutory F~nanc~al  Statement Forms 

(Translat~on of financ~al statements ongrnally ~ssued In Czech) 

BALANCE SHEET LONG FORM 

Pnor year 

49 649 
49 640 

9 

Sent out 
on 

Current year 

814 630 
15 938 

798 692 

LINE 

B IV 
B IV 1 

2 
3 

C (OTHER LIABILITIES TEMPORARY ACCOUNTS OF LIABILITI~ 105 ( 132 349 1 8,058 

S~gnature of accounting unrt s 
statutory body 

Bank loans and short term notes ( 101 
Long term bank loans ( 102 
Short term bank loans ( 103 
Short term notes ( 104 

C I 
C I 1 

2 
3 

Person responsible 
for accounting 
(name slgnature) 

C il (Conttngencles - loss ( 110 ( 11 704 1 7 724 

(CONTROL NUMBER 1 999 1 32 412,599 1 n 358 591 

Person respon 
slble for financ~al 
statements 
(name slgnature) 
tel ext 

334 

275 
59 

Accruals 
Accruals 
Deferred income 
Exchange rate variances gain (credlt) 

106 
1 07 
108 
109 

120645 
202 

1 20 275 
168 



PRE a s - 31 December 1995 
Czech Statutory F~nanclal Statement Forms 

(Translation of financial s tatements orlglnally Issued in Czech) 

PROFIT AND LOSS STATEMENT -LONG FORM 

Pnor year 

145 
145 

I l~evenues from goods sold 
A 1 Cost of goods sold 

LINE 

1 
2 

+ ( ~ r o s s  rnargln 1 3 1  317 1 0 

Current year 

5 119 
4 802 

6 367 427 
6 279 741 

6 996 
80 690 

4 943 281 
4 731 564 
211 717 

II 
I1 1 

2 
3 

B 
B 1 
B 2 

4 
5 
6 
7 
8 
9 
10 

Operabon 
Revenues from finrshed products and services 
Changes in Inventory 
Capltal~zation (of own work) 
Consumpt~on from operation 
Consumpt~on of matenal and energy 
Serv~ces 

+ l ~ a l u e  added I I1 I 1503,516 ( 1,424,146 

6 927 683 
6 850 405 
(1 8 406) 
95 684 

5 424 484 
5 190 949 
233 535 

253 708 
177 161 

285 

C 
C 1 
C 2 

12 
13 
14 

Personnel expenses 
Wages and salanes and eamlngs of partners and coop members 
Bonuses to members of execut~e bodies of companies and coop 

302110 
205 668 
1110 

C 3 
C 4 

15 
16 

Soc~al insurance and other expenses 
Statutory soual expenses 

75 125 , 62 693 
20 207 ( 13 569 

17 
18 
19 
20 
21 
22 
23 
24 

D 
E 

Ill 
F 

IV 
G 

V 
H 

8561 1 4 350 
429 165 1 41 0 342 

Taxes and fees 
Amortlzabon of lntangrbles and depreciation of tanglbies 
Revenues from lntang~ble and tangrble assets and rnatenal sold 
Net book value of Intang~bles tangibles and matenal sold 
Reversal of reserves and prepaid expenses 
Creatlon of reserves and prepaid expenses 
Reversal of prowslons 
Creatlon of provtslons 

49 333 
43111 

10 

58 096 --- 
26 369 
23 970 

(Net operating results 1 29 1 714 215 1 685 625 

22 668 
18 274 
31 5 

5 915 

76 663 
14960 
7 212 

VI 
I 

VII 
J 

Other opetabonal revenues 
Other operahonal expenses 
Transfer of opewonal revenues 
Transfer of operational expenses 

1 609 597 
1 598 456 

0 

32 771 

77 

1319 
20 863 
271 

2 568 

30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 

V11 
K 

IX 
IX 1 

2 
3 

X 
XI 

L 
XI1 

M 
Xlll 

N 
XIV 

0 

25 
26 
27 
28 

0 

64 

8 974 
3 797 
338 

6 4% 

Revenues from sales of secunhes and deposks 
Sold securltres and depos~ts 
Revenues from financ~al ~nvestrnents 
Revenues from secunbes and d e p k  in companles In the group 
Revenues from other investment secunhes and deposrts 
Revenues from other financial investments 
Revenues from short term financral assets 
Reversal of financial reserves 
Creatlon of financial reserves 
Reversal of provlslons 
Creatlon of provlslons 
Interest revenues 
Interest expenses 
Other financial revenues ----- 
Other financml expenses 



PRE a s - 31 December 1995 
Czech Statutory F~nanclal Statement Forms 

(Translat~on of financial statements ong~nally ~ssued In Czech) 

PROFIT AND LOSS STATEMENT LONG FORM 

I I I l te~ ext I 

XV 
P 

* 

Sent out 
on 

LINE 

45 
46 
47 

Transfer of financial revenues 
Transfer of financial expenses 
Net result from financ~al actlvltles 

R 
R 1 
R 2 

Signature of accounting un~t s 
statutory body 

Current year 

21 994 

Prlor year 

(977! 

Person respons~ble 
for accounting 
(name signature) 

Income taxes on normal actimty 
due 
deferred 

Person respon- 
sible for financial 
statements 
(name signature) 

48 
49 
50 

276 986 
276 986 

" [Net result after taxes from normal a c t ~ v ~ t ~ e s  

292 489 
292 489 

INet result from extraordinary act~vdles I 58 I (4,7?4) 1 (6 358) 
U I Income dlstnbubon to partners ( 59 1 I 

m INet Income (net loss) for the account~ng per~od 1 60 1 454,509 1 385 801 

( ~ e s u l t  of operat~ons before tax 1 61 ( 728 219 1 673 687 

IcoNTRoL NUMBER 1 99 1 33 661 985 1 27 853 690 

52 

53 
54 
55 
56 
57 

XVI 
S 
T 
T 1 
T 2 

Mraordinaiy revenues 
Extraordinary expenses 
Income tax on extraord~nary a c t ~ t y  
-due 
-deferred 

459 223 

3 142 
11 132 
(3 276) 
(3 276) 

392,159 

1 726 
12 687 

(4 603) 
(4 603) 



Summary 

The rmportant items m prepamg for and conductmg a rate case m the U S ,  or a revenue 
requlrements determabon m the Czech Repubhc, are as follows 

In the U S , the company and the comrmssion de te rme  the cost of servlce, the rate base 
and the rate of return (The u a t y  files the data and ~t IS exarmned, scrutm~zed and 
adjusted by the comrmssion ) 

In the Czech Repubhc, the company and/or the Mmistry of Industry and Trade make 
such detenrunabons 

Pro forma adjustments are not mechanically denved from company financial statements 
or operabon plans The adjustments must be sens~bvely prepared usmg all avadable 
mformabon to reach as reasonable as possible level of revenues and expenses for the 
future penod when new rates wdl go mto effect 

Rate of return IS apphed to rate base to produce the estmated requlred operatmg mcome 
(or return) 

Knowing the level of operatmg mcome deslred, by addmg the operatmg expenses 
(mcludmg Income taxes) to this amount produces the amount of revenue needed 

In the US ,  this procedure d e t e m e s  revenue levels In the Czech Repubhc, such 
mformabon could/should be supphed to the Mrnistry of Fmance which will actually 
d e t e m e  revenue levels based on its pnclng pohcies 

The PRE examples shows possible changes m revenue requlrements from 1995 to 1996 
The amounts are suitable for a presentahon of revenue requlrement calculatrons under 
U S cost of serwce methodology but, as the pro forma amounts have not been prowded 
or reviewed by PRE, the dustrahon is that only - an ~llustrabon - it is not an "actual" 
company revenue requlrement determabon 



RETURN ON EQUITY 

Dumg the transihon m the Czech Repubhc from a planned to a market economy and from 
government ownership of uhhhes to (more) pnvate ownership (should thrs be the case), 
d e t e m m g  an appropnate equity return wdl be even more difficult than m the US In 
accordance with the objechves of tfus assistance project, U S goals, objechves, pmciples wdl 
be provided, with commentary for considerahon m the Czech Repubhc, to asslst the hhnistry 
m de te rmmg reasonable equity returns for Czech uhhhes 

If the ultnnate goal of the Czech government is that (the majonty porhon of) the Czech uthty 
mdustry be financed by pnvate cap~tal, Czech uthty regulators should clearly understand 
the objectwes of Investors (the providers of pnvate capital) A US Supreme Court jushce 
summanzed that view well 

"From the mvestor or company pomt of vlew it IS important that there be enough 
revenue not only for operatmg expenses but also for the capital costs of the 
busmess These mclude service on the debt and dividends on the stock By that 
standard the return to the equity owner should be commensurate with returns on 
Investments m other enterpnses havmg correspondmg mks That return, 
moreover, should be sufficient to assure confidence m the financial mteqty  of 
the enterpnse, so as to mamtaln its credlt and attract capital " 

At a m l m u m ,  a pubhc uhhty must be afforded the opportunity not only of assunng its 
financial mtegnty so that it can mamtam its credlt standmg and attract addihonal capital as 
needed, but also of achievmg earnmgs comparable to those of other companies havmg 
corresponding nsks 

Determmmg an appropriate rate of return on equity capital is one of the most dlfficuit and 
judgemental areas m a U S uthty rate case There IS no exact or scienthc formula These are, 
however, many prmciples and objecbves to guide the judgment of the uhhty companies and 
thew regulators m estabhshmg a fan and reasonable return 

For regulatory purposes, the rate of return is the amount of money earned by a pubhc uthty, 
over and above operamg costs, expressed as a percentage of the rate base The rate of return 
mcludes mterest on long-term debt, dividends on preferred stock and earnlngs on common 
stock (mc luhg  surplus or retamed earnmgs) In other words the return is that money 
earned from operahons which is available for distnbubon among the vanous classes of 
contributors of money capital 

According to the U S Supreme Court, a fan- rate of return mvolved two elements - a return 
on rnvested capital and a return for nsk In one very slgnlficant case before the Court (rn 
1923) the Court elaborated on these pmciples and, presented factors to consider m 
d e t e m l n g  a fau rate of return 

"What annual rate will constitute just compensation depends upon many 
cncumstances and must be determmed by the exercise of a fan- and enhghtened 
judgment, havmg regard to all relevant facts A pubhc uthty LS enhtled to such 
rates as will permt ~t to earn a return on the value of the property which it 
employs for the convenience of the pubhc equal to that generally be~ng made at 

Page 1 of 3 



the same tune and m the same general part of the country on lnvestrnents m other 
busmess undertalungs which are attended by correspondmg nsks and 
uncertamhes, but it has no conshtubonal nght to profits such as are reahzed or 
anbcipated m highly profitable enterpnses or speculahve ventures The return 
should be reasonably sufficient to assure confidence m the hancial soundness of 
the ut~I.~ty and should be adequate, under efficient and econormcal management, 
to mamtam and support its credit and enable it to ralse the money necessary for 
the proper discharge of its pubhc duhes A rate of return may be reasonable at 
one tune, and become too high or too low by changes affectmg opportunibes for 
mvestment, the money market, and busmess condibons generally " 

I t  IS very unportant to understand, pahcularly m the Czech Repubhc, that return 
reqwements change over tune The Court has also sald 

"What is a fau return cannot be settled by mvolung decisions of this Court 
made years ago based upon condibons radically different from those which 
prevall today The problem is one to be tested p m a d y  by present day 
condibons What wdl consbtute a fan return m a grven case is not capable of 
exact mathemabcal demonstrabon " 

Because no formula approach can replace the judgment requved to determme a fau rate of 
retum, it is worth expandmg on the rntroductory quote m this secbon Balancmg mvestor and 
customer mterests is one of (If not) the pnmary responsibhbes of a uthty regulator In that 
regard, the Court has stated 

"The rate-makmg process under the (Natural Gas) Act, i e , the fixmg of "just and 
reasonable" rates, mvolves a balancmg of the Investor and the consumer 
mterests From the mvestor or company pomt of mew it is lrnportant that there 
be enough revenue not only for operatmg expenses but also for the capital costs 
of the busmess These mclude service on the debt and hvidends on the stock 
By that standard the return to equity owners should be commensurate with 
returns on mvestments m other enterpnses havlng corresponding nsks That 
retum, moreover, should be sufficient to assure confidence m the financial 
mtegnty of the enterpnse, so as to malntarn its credlt and to attract capital The 
condihons under which more of less mght be allowed are not unportant here 
Nor IS it lmportant to this case to de t e rme  the vanous perrmssible ways m 
whch any rate base on whch the return IS computed mght be arrived at For we 
are of the mew that the end result m this case cannot be condemned under the Act 
as uqust and unreasonatle from the mvestor or company viewpomt " 

Other lmportant US pmciples, that should also be considered m the Czech Repubhc 
Include 

No smgle rate of retum is always falr Rather, a falr retum vanes with mvestment 
opportunlbes, the locahon of a uizhty, the nature of the busmess and general econormc 
con&txons 

Because of drfferences m nsk, a fax rate of retum also wdl vary by mdustry or company 

Pubhc uthhes are not guaranteed a fan rate of retum The U S Supreme Court has stated 
"The due process clause of the Fourteenth Amendment (of the US Consbtubon) 
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safeguards agamst the talung of pnvate property, or the compelhg of its use, for the 
service of the servlce of the pubhc without just compensation But it does not assure to 
pubhc uthhes the nght under all cvcumstances to have a return upon the value of the 
propertv so used " Pubhc u ~ h e s ,  m other words, are protected agalnst arbitrary achon of 
comssions ,  but not from normal "busmess hazards" or from the operabon of "economc 
forces " 

Confiscation of property must be avoided, no one rate can be considered fav at all b e s  
and regulabon does not guarantee a falr return 

A necessary prerequisite for profitable operahons is efficient and econormcal management 

The concept of a fan rate of return represents a "zone of reasonableness " One U S state 
comrrussion has stated "There IS a range of reasonableness wthm whch earnmgs may 
properly fluctuate and st~.U be deemed just and reasonable and not excessive or 
extorhonate It is bounded at one level by mvestor Interest agamst confiscabon and the 
need for avertmg any threat to the secunty for the capital embarked upon the enterprise 
At the other level it is bounded by consumer mterest agamst excessive and unreasonable 
charges for service " It is, therefore, the task of U S u a t y  regulabons, as it wd be m the 
Czech Repubhc, to translate these vanous generahzabons mto quanhtabve terms 

Prior to discussmg the approach to eshnatmg a fa r  rate of return on equity, it 1s unportant to 
embed the discussion m the context of the calculabon of the overall rate of return The rate of 
retum is nearly synonymous with the weighted average cost of capital (WACC) from 
financ~al texts The WACC represents the average cost or return necessary on each dollar of 
mvested capital to keep Investors whole for thew contnbubons of equity or thew w h g n e s s  
to lend money to the uhhty As a formula, the WACC is 

Cost of Debt O Debt Proporbon of Fmanc~al Cap~tal @ Cost of Equity @ Eqwty Propofion 
of F~nanclal Capital 

Generally, comrmssions use historical values of debt and equity to measure the debt and 
equity proportions of hancial capital In countries where a c c o u n ~ g  data are widely 
available and rehed upon, the data are taken from the habhbes side of the balance sheet 
Usrng the debt proporbon as an example, the calculation of the weight for debt is 

(Long term habllrhes plus short term debt/Total cap~tal where 

Total Capital = Long term habdhes @ short term debt @ Shareholder equity and retamed 
eamlngs 

The cost of debt is generally restricted to the embeded cost, reflectmg an historical average of 
the dlfferent debt series The number is usually d e h e d  as 

potal Interest Payments - Long term habhbes G3 short term debt 

Before considemg actual methodologes that U S Comss ions  uthze to estabhsh a rate of 
return on equity, it must be emphasized that any rate by itself is meaningless unless 
considered m connecbon w~ th  a comrmssion's e n h e  order, that is, w ~ t h  the type of rate base 
and test year employed, w ~ t h  the mclusion or exclusion of construcbon work m progress 
(CWIP), and so forth To dustrate It 1s obvlous that a 10 percent rate of return, say, on an 
o n p a l  cost rate base of $100 mlhon that excludes CWIP is far dlfferent from an 8 5 percent 



rate of return on a reproducbon cost or far  value rate base of $150 d o n  (or an o n p a l  cost 
rate base of $150 d o n  that mcludes CWIP) The value of uhhty assets m the Czech 
Repubhc wdl also be an lrnportant factor m considenng fau retum of equity 

The return on equity is a portion of a u a t y  company's overall "cost of capital" The term 
"cost of capital" may be defined as the annual percentage that a u a t y  must receive to 
malntam its credit, to pay a retum to the owners of the enterprise and to ensure the attracbon 
of capital m amounts adequate to meet future needs Mathemabcally, the cost of capital is the 
composite of the cost of the several classes of capital used by a uhhty - debt, preferred stock 
and common stock - weighted on the basis of an appropnate capital structure The next few 
paragraphs descnbe methodologes U S  regulators use to d e t e r m e  the cost of equity 
capital, problems/dficulhes with those methods and considerabons as to how the methods 
mtght be apphed m the Czech Repubhc 

Discounted Cash Flow Approach In the U S  m recent years the Discounted Cash Flow 
Model, or what is commonly called the DCF method, has become the most popular technique 
of estmtatmg the cost of equity, and it IS generally accepted by most conmussions 

The DCF method is denved from valuahon theory, and rests on the prermse that the market 
pnce of a stock IS the present value of the future benefits of holdmg a stock They are, quite 
slmply, the dividends paid and the proceeds from the ulhmate sale of the stock Smce 
dollars/crowns to be received m the future are not worth as much as dollars/crowns received 
today, the cash flows must be discounted back to the present at the mvestor's reqwred rate of 
retum 

Obviously one can get any expected return on equity one wants sunply by pickmg a 
parhcular growth rate Ths  is where most of the controversy arises among cost of capital 
witnesses 

The DCF e s h a t e  of the cost of equity for a parbcular u a t v  is sensihve to the assumphons 
regardmg the necessary data mputs As a result the DCF approach IS frequently extended to 
groups of comparable companies, usuallv, but not always, uthbes The prachcal problem 
with such an apphcabon is m the comparabhty of the group or groups of compames 

Whlle popular m the US,  there are apphcabon problems there and with a stdl developmg 
stock market m the Czech Repubhc it is far too early to apply this methodology m this 
country 

Wsk Prenuum Approach The nsk premum approach is probably the second most popular 
approach m the U S  to estunatmg the cost of equity A vanahon of the nsk premum is 
possibly the most logcal methodology for the Czech Repubhc Basically, the theory suggests 
that the requrred rate of retum is higher for n s l e r  secuntres than less nsky securitres 
Accordmgly, the equlty of a company has a higher requlred or expected retum than ~ t s  debt 
The dlfferenkal between the cost of equity and debt is the requlred prermum for enbclng 
mvestors to accept the greater rlsk associated with equity 

Convenhonal wisdom states that equlty is more nsky than debt because the equity holder 
stands last m h e  as a clamant on the eamlngs of a corporabon The current cost of debt is 
s o m e h e s  calculated as an average of long-term debt yields of a broad-based group of 
comparable nsk firms Altemabvely, is may be calculated based on the company's own 
current cost of long-term debt Frequently, the nsk prermum added to the bond yield is 



denved from the historical dlfferenhal between equlty and debt One often cited study 
calculated the annual dlfferenhals from 1929 through the nud-1970s and has been updated 
annually Between 1929 and 1983, the (anthmebc) means m 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 3 2, and mflahon 3 1 The (anthmehc) mean dlfferenhal between 
common stocks and long-term corporate bonds is approxunately 7 4 percent over the very 
long term Therefore, d the company's current cost of debt, however measured, IS say 9 
percent, the cost of equity capital would be 16 4 percent (9 0 percent + 7 4  percent) Whlle 
there does not exist m the Czech Repubhc the market history that the U S has, clearly the 
cost of equity for Czech uthbes should exceed the cost of them long-term debt - by several 
percentage pomts Use m the Czech Repubhc of thls method under current uthty lndustry 
and general economc condibons could potentrally result m revenue levels that would meet 
the return objechves ou thed  m the first porhon of this sechon 

Capital Asset Pncing Model In its basic form the cap~tal asset pncmg model, or CAPM, 
asserts that an mvestor expects a return on a stock that could be reahzed on a nsk-free 
mvestment plus a nsk prenuum that IS proporhonal to the stock's market nsk, beta, and 
market nsk In recent years the CAPM has been the subject of significant cnbclsm for both 
theorebcal and pracbcal problems A study m 1978 concluded that CAMP "is maccurate, 
mcomplete, and unrehable as measure of a iirm's equity cost of capital" 

Arbitrage Pncing Model The Arbitrage Pncmg Model or APT is an extension of the Capital 
Asset Pncmg Model The basic nobon behmd the APT is that more than sunply the return on 
the market adjusted by a fixed sensibvlty factor, beta, underhes the cost of equity If the 
other factors can be quant.lfied, then perhaps a better estunate of the cost of equity is possible 
The APT allows for the possibhty that u u t y  stocks may have dlfferenbal sensibvity to 
certam economc factors relabve to the stock market, however, m the US the APT is not 
really used m uthty rate cases 

Comparable Earrungs Approach The bass of the comparable earnmgs is taken from two 
major US Supreme Court cases (Bluefield and Hope) and economst's concept of 
opportunity cost In recent years, however, the tradihonal apphcahon of this method of 
estunatrng the cost of equity has been challenged 

The major problem m applymg the comparable eammgs approach is the difficulty m 
de t e rmmg what companles are comparable to the uthty m quesbon If the comparable 
earnmgs test IS apphed m the tradhonal manner luruted to uthhes, ~t frequently IS 

challenged on the basis of clrcdanty The retum on book equity of uthbes is itself 
mfluenced by the regulatory process, settmg the allowed return of a parhcular uthty on the 
basis of the earned returns of other uthbes makes that return dependent on regulatory 
acbon The return set for one uthty becomes a part of the retum set for another uthty, and 
so on Essenlxally, this cvcumvents the market forces whlch regulalxon is attemptmg rnsofar 
as possible to rephcate 

Earnings to Pnce Rabo Method In the 1960 m the U S ,  the earnmgs to price rabo was one 
method of estunatmg the cost of equity which enjoyed some acceptabhty Today, it has 
-ally disappeared form rate of return testunony, pmardy  because the earnmgs to pnce 
rabo may provide a totally unrehable estunate of the cost of equity as it slrnply rmsspec~fies 
the DCF by mcorrectly estunat-mg the expected growth rate 

Page 5 of 2 



REGULATED AND NON-REGULATED 
UTILITY ACTIVITIES 

Background and Ovemew 

Step No 2 of Task 1 of the USAID work program states that the USAID consultant 
wdl "Prepare a memorandum sethng forth guldance on the separabon of regulated 
and non-regulated acbnbes of a uidty, mcludmg external services " 

The subject of regulated and non-regulated uthty ahmbes was a topic raised at the 
October 1995 USAID workshop and has been a &scussion topic m a number of the 
Worlung Group meehgs subsequent to the October workshop Material austratmg 
non-regulated acbnbes and prac-hces followed m the U S has been dlstnbuted to 
and discussed with Mmlstry personnel at vanous Worlung Group meetmgs The 
matenal cons~sted largely of coples of pages from U S uthty annual reports, both 
management commentary and footnotes to hancial statements, descnbmg the 
scope and nature of vanous non-uthty/non-regulated acbvibes After a Worlung 
Group discussion m May whrch followed an ou the  enbtled "Views Often Followed 
by US Regulatory Comrmssions for Non-utthty Ac-hvibes" Mmistry personnel 
stated (because of contmumg concerns with the current state of the Czech legal 
enwonment and energy legslahon), that they would prepare a wntten summary of 
thev concerns with respect to regulated and non-regulated acbnbes A copy of the 
summary, furnished by Mr h t o s  at the end of August 1996, IS attached The key 
pomt to be gleaned from the Mmistry review is summanzed succmtly m the final 
conclusion from the three-page attachment "The current status of the legsla-hon is 
not good and has no loge " 

Besides the job of the Mmistry bemg difficult because of legslabon that "is not good 
and has no logc", trymg to learn from the US uidty mdustry experience is 
comphcated because the immediate past and current Czech Repubhc economc 
mfrastructure and development IS so fundamentally different from that m the U S -- 
parhcularly m the energy sector Whlle there are many complexibes m the evoluhon 
smce 1989 from a planned to a market economy m the Czech Repubhc, one 
fundamental acbmty has been the breakup, dlsmantlmg, restructuring, and/or 
pnvatzabon of large state-owned enterpnses and, mdeed, the country's entne 
mdustr~al and commercial mfrastructure This acbvity is consistent with one of the 
macroeconomc goals of the Czech government to develop a compebbve market 
economy Throughout much of the world the energy mdustry, and m parhcular the 
electricity mdustry m countries such as the UK and the US, has been and IS 

undergomg sqplficant change and restructumg Whlle many U S electricity 
companies are outsourcmg a number of achvibes and are perhaps consldenng 
verbcal disaggregabon, they are also entenng Into mergers as the Industry moves 
toward a more compebbve envuonment U S electricity companies, m general, are 
loolung to add new busmesses and actwlhes to thelr operabons, rather than 
e l m a t m g  achvlbes as is the case m many of the former planned economes of 
Central Europe Such expansion of actnnbes IS also an effort by US electrlclty 
companies to be more dynarmc and profitable enterprises m an mcreasmgly 
compe-hbve market envrronment 



As mdicated m the attached summary from the Mmistry, legslahve advlce has 
already been provided as part of the USAID support (Task 3) To try to best address 
non-legslabve, but related concerns, based on the request of Mmistry personnel to 
understand the U S uhhty regulatory system and on dialogs from earher Workmg 
Group meetmgs, this memorandum covers the following 

General objechves of US regulators concerrung uthty and non-uhhty 
achvihes 
U S accountmg system to distmgulsh ut~I.~ty from non-uthty achvlbes 
Classlficahon of achvlhes between uhhty and non-uthty 
Global energy company trends 
Energy Industry restructumg m the Czech Repubhc 
Czech accountmg system 
Conclusions 

General Objechves of U S  Regulators Concemmg Uthty and Non-uhlity 
Achvihes 
In prepamg for the May Workmg Group meetmg m whlch one of the topics would 
be a discussion of general objechves of U S  regulators concernmg uhhty and non- 
uthty acbv~hes, several recent rate orders issued by state conmussions were 
reviewed One of the best reasoned and most concise (only 25 pages) was a 
December 30,1994 order Issued by the Maryland Pubhc Service Conmussion 
"ln the Matter of the lnvestzgatzon by the Commzsszon on rts own  Motron rnto Allocatzon of 
Cost between Reguulated and Unregulated Buszness Actzvrtzes of the Baltrrnore Gas and 
Electrrc Company rn the Matter of the Complarnt of the Small Busrness Coalztzon f m  Fazr 
Utzlrty Pracfrces us Baltzmore G s  and Electrrc Company " 

The conclusion by the heanng exarmner, on page 24 of the order, states 
" In  concluszon, I j n d  that the Comrnrssron erernses ]urzsdrckon over the non-uttlrty 
hsrnesses  of Baltzmore Gas and Electrzc Company only to the ertent necessary for the 
protechon of regulated servrces Accordrngly, I find that the Company need not seek prrm 
r e v r m  and approoal by the Commrsszon of non-utzhty smrces  unless such s m r c e s  are of 
such a substantral extent that regulated operatzons may be affected Hmever ,  the Company 
m u s t  rnform the Cornrnrssron of such actzvrtzes, tncludrng the level of all such non-regulated 
operatzons, and the Comrnrssron m a y  take actzon as necessary I f  rt belteves regulated 
operatzons wrll be affected by the specrfic actzvrtzes engaged rn m by the total level of such 
non-regulated actzvrtzes 

" In  addrtzon, 1 find that the goal of cost allocatzons between the regulated and unregulated 
operatrons must be to ensure that rates to ratepayers are l u s t  and reasonable and do not 
rncrease as a result of the unregulated operafions The allocafions must  ensure that the non- 
regulated opuafions pay thezr full cost, whrch cost should be determrned based upon fully 
drstrrbuted cost prrncrples that rnclude all drrect and zndzrect costs, rncludzng overhead, for 
the actzvzty Furthermore, for specr)ic s m z c e s  provrded from the utrlrty to the subsrdrary 
whzch could reasonably be marketed to the outsrde p b h c ,  the market cost for such servrces 
shall be pard by the subsrdrary or allocated to rt " 
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That 1994 Maryland Pubhc Service Comrmss~on order was also a part of the source 
matenal used to develope the ou the  enhtled " Views Often Followed by US 
Regulatory Comrmssions for Non-uthty Achwhes" d~scussed at the May Worlung 
Group meetmg The pornts from that discussion o u t h e  are as follows 

Pubhc uthty servlces are luruted to those services that a u a t y  company 
provldes under the pnvrleges granted to it by the State 
Not all serwces engaged m by uthty company are "pubhc uthty 
serwces" subject to the regulahon of a Comrmss~on Uthbes may engage 
m non-uthty funchons, and such achvihes are not under the general 
junsdchon of the Comrmss~on 
Non-uthty services are not the type of pubhc uthty serwces that a 
Comss ion  must regulate to protect the pubhc and are m fact not 
subject to a Comrmssion's plenary power over a u a t y  companfs 
operahons 
A Comrmssion does have full powers to assure that rates charged for 
regulated servlces are not adversely affected by achv~bes regardmg 
unregulated servlces Therefore, a Comrmssion may exert authonty over 
a uthty to the extent necessary to ensure that rates charged for regulated 
services are just and reasonable 
A Comrmss~on exerclses junsdchon over non-uthty busmesses only to 
the extent necessary for the protechon of regulated services 
Allocahons between regulated and unregulated busmesses are w~thm 
the proper authonty of a Comrmss~on /Regulator 
The goal of cost allocahons between the regulated and non-regulated 
operahons must be to ensure that rates to ratepayers are just and 
reasonable and do not rncrease as a result of the unregulated operahons 
Allocahons must ensure that that regulated operahons do not subsidize 
non-regulated operahons The most frequently used test to prevent 
cross-subsidlzahon 1s based upon fully d~stnbuted cost pmciples that 
mclude all dlrect and mduect costs, mcludmg overhead, for the acbv~ty 
For specrfic semces prov~ded from a uthty to a subsidary which could 
reasonably be marketed to the outside pubhc, the market cost for such 
services should be pa~d  by the subs~diary or allocated to it 
In general a u.hllty need not seek prior revlew and approval by a 
Comrmssion of non-uthty servlces unless such servlces are of such a 
substanhal extent that regulated operahons may be affected Some 
Comrmss~ons, however, do requre more extens~ve approvals to help 
ensure protechon of regulated customers 
The mvestment m non-ut&ty busmesses IS excluded from rate base m 
the ut&ty rate malung process and the operatmg results are excluded 
from ut&ty operatmg mcome 

US Accounhng System to Dlsttnguish U a t y  from Non-uaty Acbvittes 
The US Federal Energy Regulatory Comrmssion's Unlform System of Accounts 
makes If very s~rnple to separate the mvestment m and the achv~hes of non- 
ubhty/non-regulated busmesses The mvestments are accounted for m separate 
accounts on the balance sheet and are excluded from rate base m the cost of serwce 
ratemalung methodology S d a r l y ,  revenue and expense accounts for non-uthty 
achv~hes/busmesses are classified below operatmg mcome on the rncome statement 
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and, as a result, are excluded from the revenue requirements calculabons covenng 
regulated achvihes As several examples of US u a t y  hnancial statements have 
been prewouslv provided to the Mmistry personnel (and such examples are quite 
easv to obtam), no examples to be mcluded as attachments to this document are 
considered necessary 

Uasslficabon of Acbvibes between Uhhty and Non-ua€y 
Several Worlung Group discuss~ons pertamlng to u a t y  and non-uthty ahvibes 
revolved around the nature, extent and number of non-uthty achwixes m which a 
regulated uthty mght be engaged Agam, examples of disclosures of non-uthty 
achwixes from footnotes to annual financial statements m U S uthty annual reports 
were rewewed and discussed The wide-reachmg scope of non-uthty a&viixes 
makes them ddiicult to i teme,  however, the following typlfies the types of 
achwbes clearly considered to be non-uthty 

msurance and other nsk management semces 
telecommunicabons 
secunty and other forms of household services 
uthty serwces (generahon, transnussion and distnbuhon) offered 
outside of the uthty's franchised and regulated service terntory 
energy marketmg and brokemg 
energy serwces (consultmg, morutonng or otherwises asslstmg 
customers m managmg thelr energy supphes as a "for-profit" busmess) 

Followrng one discussion of non-uthty, one of the Mrnlstry personnel asked for a 
speclfic hstmg of all non-uthty acbvibes m which US uthbes are engaged - the 
mpractxally of which is hopefully demonstrated below 

As the U S Electricity mdustry becomes more compehhve as well as more global m 
its outlook, the core set of achwbes considered to be uthty is bemg narrowed 
considerably If the United States chooses to follow the Bnhsh and Argentme models 
of restructuring, all generahon achvihes are hkely to be considered as non-uthty 
Along with generahon, a number of support services are Uely to be considered as 
non-uthty For example, the servicmg of generafing stahons, networks of wlres, and 
customer prenuses appears to be headrng m that duechon m the strategc plans of 
many US-based uthty companies 

As a result of these trends, the nature and number of non-uthty, or at least "non- 
state-regulated", achviixes conhues to grow To try Illustrate those dynanucs, 
extracts from a 1996 pubhcahon by Cambndge Energy Research Associates(CEl7A) 
"The Global Energy Company of the 21st Century" are provlded below The first 
dustrabon IS from an arbcle en.htled "The Energy Company of the 21st Century" by 
Kenneth L Lay, Chavman and CEO, Enron Corp The second senes of quotes is 
from an arbcle enbtled "The Electnc Power Buslness Restructures" by Wdham H 
Gngg, Chaman and CEO, Duke Power Company 
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Enron Cow 
"T/L3zzle Enron ~oas  largely a domestzc company tn 1989, recetvrng less that Pve mrllron 
dollars a yearfrom rts znternatzonal buszness, last year we had over $200 mrllron after-tax 
net rncome from rnternakonal busrness, and we currently have a backlog of about $19 5 
brllron of projects under development 
" deregulatzon and competztzon rn the developed countrres has radrcally changed the way 
many energy companzes do busrness, puttrng premrums on low cost and on aggressrve 
market behamor 
" deregulatzon has also opened u p  whole new opportunzttes for long-term contracts, 
hedgzng, andjnancrng that are responsrve to market needs-that zs, dnven by real economrc 
needs rnstead of regulatory or monopoly franchrse needs For companzes lrke Enron, thrs has 
created tremendous opportunrtzes In 1995 our Enron CaprtalbTrade Resources group, 
whrch drdn't even exrst ten years ago, earned ouer $150 mtllzon dollars of after-tax net 
rncome W e  expect thrs number to double rn the nerf five years " 

Duke Power Cornpanu 
"We also recognzzed several years ago that domestzc growth rn power demand rn the 
Predmont Carolznas could not sustazn, over trme, the krnd of growth rn earnrngs and 
dzvtdends that we belreve our rnvestors expect - even f w e  were to retarn 100 percent of our 
market So, strategzes were developed to broaden the semrces end of our busrness and to enter 
new markets Today, there are ntne busrness unrts that make u p  Duke Pmoer The regulated 
electrrc busrness rs by far the largest, accountrng for ouer 90percent of the company's net 
rncome But fhe others are growzng faster Collectruely, they contrrbuted about $53 mzllron to 
the bottom lrne rn 1995 and therr oblectme rs to reach $100 mrllron by 1998 

"They rnclude Duke Energy C o y ,  whrch has rnvested rn przvatzzed power projects rn 
Argentzna and Chrle, zn an rnsrde-thefence generatzng facrlrty rn Indonesra, and rn 
cogeneratzon prolects rn New York and Vrrgznra 
Duke/Fluor Danrel, a lorn venture wrth Fluor, u rn the busrness of desrgntng, consfructzng, 
and operatrng fossrl-fuel generatrng plants Inztzally focusrng on domestzc markets, rt has 
recently undertaken a project zn Indonesra 

Duke Engzneerrng and Serurces prourdes utrlrty-related engtneerrng serutces worldwrde It 
currently has asszgnments zn 25 countrres and on euery contznent ercept Antarctzca 

DukeNet 1s zn the communzcatzons busrness It leasesfiber capacrty and among other things 
rs a partner wzll Bell South and others zn provrdrng personal communrcatzons servrces zn the 
Charlotte, North Carolrna, metropolttan tradrng area, a market wrth a populatzon of over ten 
mzllron 

DukefLouzs Dreyfus, a partnershzp wzth Lours Dreyfis Electrzc, zs zn the power rnarketzng 
and energy serurces busrness It was recently awarded a contract to become the power 
supplrer for the czty of Dover, Delaware In connectzon wrth that venture, open-access tarrfls 
have been approved by the FERC along wrth authorzty to market 2,500 megawatts at market- 
based rates 

A11 of these busrnesses are related to the core elecfrzc busrness and are desrgned to achzeve a 
competztzve advantage by capitalrzrng on Duke's tradztzonal strengths " 



Global Energy Company Trends 
To help dustrate the global trend and duechon of the energy mdustry and energy 
compantes, which hopefully w d  provide some msight to the Czech energy 
regulators as they develop a viston of the evoluhon of the energy Industry m the 
Czech Repubhc, one more quote has been taken from the CERA pubhcahon 
menhoned above The followmg (a vlsion for the future) is taken from the chapter 
"Introduchon and Overview The Global Energy Company of the Future" by Joseph 
A Stanislaw, Managmg Duector, Cambndge Energy Research Assoctates 

"Today's requirement I S  access to thefinal market, and that concept offinal market needs to 
push each company's lateral thznkzng forward wlth respect to rntegratzon The new concept of 
vertrcal rntegratzon IS  totally dzfferentfiom the f-radztzonal definztzon I f  goes beyond an 011 

productzon company buyzng a refinery or a natural gas producer buyrng a transmzsszon 
company The successful energy company wzll look beyond the confines of the zndustry to 
wherever the end user 1s to be found Natural gas companzes are znvestzng or makzng 
alltances rn petrochemrcals, energy companres are buyrng telecommunzcatrons firms, 
equzpment manufacturers are dozng lornt ventures wrth or1 compames, or1 companres are 
buyzng puwer companzes or enterzng the power zndustry and treahng the power plant lrke a 
refinery, convertzng 011 tnto a usable product-electrzafy Thrs 1s where the new rntegratzon 
zs leadrng us-to newfinal consumers and to the treatment and leverage of assets, prevrously 
vzewed as costs, as new creatrve combrnatrons " 

Energy Industry Restrudunng in the Czech Republic 
Followmg the pobtical changes m November 1989 m the former Czechoslovalua, 
there has been substanhal mdustnal restructumg m many economc sectors With 
respect to the electrtcity sector, m m d  1990 distnbuhon achvihes were separated 
from generahon and transmsston by the estabhshment of eight separate disbbution 
companies Over the next of couple of years, most of the country's distnct heatmg 
operahons were separated from electricity generahon As of 1 January 1994, the gas 
distnbubon busmess m the Czech Repubhc was separated from transmsston by the 
estabhshment of eight regonal gas distnbuhon jomt stock comparues 

With respect to the entxe mdustnal restructumg m the country, large state owned 
companies, m general, were broken up and non-core actxwhes were separated or 
pnvaked Such non-core achvihes, of course, vaned by enterprise but could have 
mcluded hotels, flats, medtcal and educational fachties, that is, m general the 
Infrastructure to support the extstmg planned economy rather than a market 
economy 

Loolung specifically at the electnctty and gas mdustnes, achvlhes such as 
construction and mamtenance were either separated/pnvat.lzed or considered for 
separahon or pnvahzahon A fundamental queshon whtch should be addressed by 
the government and by the management of uthty companies is whether achvihes 
should be mewed from a legal or an economc prospectwe A legslatwe declsion 
could be made that construcbon achvihes are "non-ut&ty" or "non-regulated" and, 
therefore, should be separated/privaked The same could be done wlth respect to 
mamtenance In e~ther case, however, both construcbon and maintenance achvihes 
are requlred From an economc prospdve,  whether a u a t y  should have a 
construchon department or mamtenance achvity should depend on several factors, 
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one of which is the economc benefit of retammg such servlces mside the uthty 
Those economc benefits are usually dnven by three factors 

the anhcipated utduatton rate of the services, 
the extent to which such serwces can be procured readlly and compehhvely 
from thud parhes, and 
considerabon of the phght of laborers who mght lose then lobs If the 
service were to be outsourced 

For an electnc d~stnbubon company, construcbon needs could possibly be most 
economcally met by procuring requlred servlces m the market place This, however, 
may not be the most cost effechve altemahve for a large generamg uthty which 
needs to construct new capacity and extend transmssion he s ,  havmg m-house 
capabihbes may be more economcal Slrrularly with mamtenance, an economc 
assessment can be made as to whether it 1s less costly and more efficient: to retam m- 
house mamtenance capabhhes, or If mamtenance requvements are fanly h t e d ,  
whether the less costly alternattve would be to contract with an outside suppher 

In the United States, decisions whether to engage m acttvlbes such as construchon 
and mamtenance or procure those servlces from outside supphers would be a 
decision made by the management of the u a t y  company The job of the US 
regulator would be to deterrmne - If it was thought that there mght be some 
problem or concern -- whether management was actmg m a prudent and efficient 
manner It is not the job of a U S  regulator to prescnbe to the management the 
acttvlbes m which a company may or may not engage It is the role of the US 
regulator to prohibit, through the rate-malung process, excessive or imprudently 
mcurred costs from bemg charged to ratepayers 

Without further commentary m this secbon, reference is made to Mr Antos's 
August paper (attached) descnbmg regulated and non-regulated acbvibes m the 
Czech energy sector With the problem, as stated, that "the current status of the 
1eg.lslahon is not good and has no logc", it does seem that legslabon needs to be 
rewsed to focus on economc prmciples rather than legal form Advlse and 
suggesbons with respect to legal matters has been/is bemg provided under a 
separate task 

Czech Accounhng System 
Electricity and gas uthty companies m the Czech Repubhc follow the system of 
accounts prescnbed by the Mlnistry of Fmance That system provides flexlbhty to 
account for mvestments m, and the results of operations of, any ac'nv~ties deemed to 
be "non-uaty or ' non-regulated" To the extent that Mmistry personnel beheve that 
addl'nonal, supplementary mformahon is necessary, that mformation could be 
obtamed by modlfymg (d necessary) the schedules to the Regulatory Decree issued 
m m d  1996 so that the Mmlstry could have a clear view of non-regulated achv~hes 

Conclusions 
There seem to be a few baslc steps for the Mlnistry of Industry and Trade to address 
m its considerahon of "appropnate" regulated and non-regulated uthty achmhes 
The startmg pomt would be estabhshmg an overall framework and objechve su-rdar 
to that of U S regulators "That rates to ratepavers are just and reasonable and do 
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not mcrease as a result of non-regulated operabons" This framework would then 
guide the Mmstry m its dehberabons 
The next step would seem to be to look at uthty acbvlbes from an econormc rather 
than a legal view pomt, and evaluate whether engagmg m those acbvlhes results m 
the lowest cost to ratepayers and is consistent with the future path for the mdustry 
This is the obhgabon of management for U S u t h ,  and it would seem logcal that 
the management of the Czech uthbes companies would have the same obhgabon It 
should be up to (the Czech) management to present convmcmg evldence to the 
(Czech) regulators that management has managed operabons efficiently and 
economcally Such an appnoach would seem to provlde a more balanced 
prospecbve--concentratmg less on trymg to hsmantle and restructure the mdustnal 
mfrastructure left over from the planned economy-focusmg more on how the 
government would hke to see the Czech energy mdustry evolve, which should be 
helpful m decidmg what adiwhes should be "regulated" or "non-regulated" 

In order to monitor any non-uthty/non-regulated achvlbes, the mvestments and 
the results of operabon of any such acbvlbes should be accounted for separately m 
either the companies' basic accounts or m schedules requlred by the Regulatory 
Decree Some non-uthty/non-regulated acbvibes could possibly be performed 
through a separate enbty, owned m whole or m part by the uthty 

Ultmately, as observed by Mr Antos (m the attachment), the energy legslabon m 
the Czech repubhc must be addressed and appropnately modlfied 

Attachment Regulated and non-regulated acbwbes m the energy sector 
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Regulatzd a-d ncr-regulzted actlv~ties l n  tie e*lergy sector 

I ssue  WPy 1s lt necessarl t3 dlstrrqu,~? betcreor r q u l a t e d  and 
noon-regulated act~vlties7 

Entro~rz-eurral subject3, i e physrcal  acb legal entltros may 
develop entrepreneurla1 a c t ~ ~ i t ~ e s  In t5e energy sector o n l y  An 
the  case that they posses a license far perfcrnlng professlonal 
a c t l v ~ t ~  The Law No 22211994 defrnes p r o f e s s l o n a l  actlvlty as 
the product~on and distrzbution of energy This rmplles t h a t  
there a r e  actlvitles necessary for entreprereurlal a c t l v l t l e s ,  
1 e - business a c t r v l t r e s  wfi~ch are not, however, expllcrtly 
stated I n  the Law No 222/1994 
On the o t h e r  hand, holders of the state authcr~zatlon as a whole 
are sdbject to regulations, a s  an entrepreneurla1 e n t l t y  , wh~ch 
has some z n p u t  and outpt, a r d  book-keeping, and  whrch 1s sdblect 
to audrtlng , concerxng jolnt-stock czmpanles, and to ob1,gatron 
to publlsh their data 17 t h e  buszness  jourral 
I n  the regulation decree, adcpted on t9e b a s l s  of t h e  law 
222/1993, authorlzed and non-authcrAzes act~vlt~es ar 
d r s t r n g ~ l s h e d ,  wh-ch cor respcnd  to tne dlvls Lon rnto the 
ragulated and the non-regulated a c t - v ~ t ~ e s  
Purstart ta the annex of the regulation decree, r svenues  of the 
state a~thorrzat~on holder, w h ~ c 9  occurred rn the c o r r e s p o n d ~ n q  
year ln ccnnectlon w,th act&v:ties thar a r e  s ~ b 1 a c t  to 
authcrlzatlcn, i e revenues from energy sales, energy 
transm~ssion, internatlonai dellverj cf eqergy etc, w ~ l l  be 
supervlsec! C o s t s  allocated to corresponalzg revenues represent a 
compleu of authorrzed actlvlt~es The expression "requlated 
actlvlt-es" is to a certaln ex teq t  m ~ s l e s d r n g  , because we must 
ask uhaz the regulatlcn cons~sts rn  
The alm of the regulation , beside e t h e r ,  1s to separate the 
ccrsts of t h e  a c t l v l t i e s ,  which  aars n o t  conrected wrth production, 
dlstr,btt~on, purchase and sales , ard w h ~ c h  a r e  connected wlth 
O t l e r  ~erforixancas and other entrepreneurla' act~vlt~es Thls 
Cost d l ~ r s - o n  can be d i f f ~ c ~ l t  In the case of overhead cos ts  
There 1s no r c q u l a t z u n  r u l e  that wculd apply to thrs dlv~sron, 
and a reasanable prucedure a p p l i e d  by entrepre~eurral rrit~t les  
will be recognized The approacy ts t h l s  quc , t Lon i s also 
connected c*rt3 t \ e  accountlrq and t a x  l a d s  
Cjn the b a s l s  of these facts, only t h e s e  are a c t l v l t l e s  
Cznsrderea  a u t h o r l z e d  a c t , v l t l e s  p u r s u a r t  tz g 11 ot t ? e  Law NO 
222/19?4 ard t h e  f o l l 0 d l n g  r e g ~ l a t ~ o n  cecrefd , wPich have 
rcv=?ues from ererqy sales, cr servtces ( t r an ; - t i l s s lon  , der~very 
of er,ergy) 
W l t P  t 9 l s  V r o w ~ o ~ r t  a r d  t31.s approac'. the  i ipcrl-ection ot t h e  
l a y -  NO 222/1394, W ~ L C ~  does  not as-=LC? any ccmrerclal dctlvity, 
ard thus  c e m r n e r ~ ~ a l  acti~ltles caw ke c3nslcered separately as 
non-regulated a c t r \ l z l e s ,  w , t %  no need for state au th .o r iza t ron  , 
pursdant t~ the lak Nc 222/1991 cn ~?treare?eurlaL actlvrtles In 
the eqergy sector, is rsduced 



The M l n ~ s t r ~  of FAnanca gives an ansder  tz t h e  quesz lon ,  a s  to 
what thAs d ~ v ~ s ~ o n  1s gocd for, whrcn requires t h e  Mln l s t ry  of 
I n d ~ s t r ~  and Trade (XTO) t o  become a r sgu laza r  for t h e  d r v l s l o n  
of  casts  l ? t o  c c s t s  taat a r e  necessar! f e r  tkc aut ' lor lzecf  
actrv,ty ~ e r f o r m a r c e  , and costs  cannected o t 9 e r  
e n t r z s r e ? e u r l a l  acZlvltles The range of so a - l o c a t e d  c o s t s ,  h a s  
m a  l o r  l~portance Ln creatinq the pr,ce c s s t ,  w h r c %  IS s~blect t o  
the M~nlstry of  F-nance sugervrs~on, inc,ud,ng t'ze co r t roL  of 
c 3 s t - a ? b - s l u s  pr-ces pursuant  t o  t h e  Price Law The assessxent of 
p r l c e  cha~ges  ana p rzce  level wlll b e  e n s ~ r e d  by t%e M?O 
pursdant t o  t h e  5 I1 of the Law No 222/194+ regarding t h e  
r e g u l a t L o n  
The Mlnlstry of  Frnance r e q u l r e s  for examp~e a l s o  the  d ~ v l s l o n  of 
C o s t s  a n d  o t 5 e r  economic data , in case of 3 ~ o ~ n t  production of 
heat and electroenergy The MEMOR;LNDL?II whlch USAID handed over 
wzthzn the bounds of  the program m Xay 1996 ,  also d e a l s  wlth 
these prableras  The Memorandum deals wl th  commercial a c t l v l t y  
and with corsespond~ng legislation, assesses legal regulations 
in the Czach Republlc, and posslbil~ties of ~ n f  lueqclng 
ccmmercial activities , and compares the  s , = u a t ~ o n  of marketeers  
and brokers under t b e  l e g r s l a t l v e  c o n c r t l c n s  i n  t5e Czecn 
Republlc w l t h  the c o n d ~ t ~ o n s  ln t%e USA Corc~tlors f o r  these 
actlvlt~es l n  the USA a r e  detem,ned by t?e FERC labs, whlch 
enable the a p p r o v a l  of commercral transas=~ons a s  w e l l  a s  
prlces Acccrd lng  t o  the  Memorandum, ~t would be n e c e s s a r y  t o  
anend  t h e  Law No 222/1994 and maybe also t 5s  C o s ~ e r c l a l  Code 
a n d  other c ~ n n e c t e d  p r o v i s i o n s  i n  t h e  Czeck R e p u b l l c  T5e 
Mewrandun makes a complex assessinent of t 4 e  s l t u a t l o n  In t h e  
electroenergy market rn the Czech Republlc, propospq 
p u s s i b r l i t i e s  o t  ~ n d i r e c t  r e g u l a t ~ o n  ti t h e  day of d ~ s y d t ~ h ~ n g  
regulat~ons and ap_clylng competltron amcng arc Lsrve  " 

wholesalers". It 1s certainly a cjood ldea, hcbevez, leglslatlve 
f ramework Is m l s s ~ n g .  No appropriate decress  hdve yct been 
I s s u e d ,  and a l s o  t h e  r o l e  of t n e  c e n t r a l  d s s u c t c n ~ n g ,  w h l ~ h  15 
supocsed to fulfil t h ~ s  function, has not bceli c l e a r c d  up Tha 
LaT? No 222/1994 cces no specify t h e  r o l e  cf ttle d ~ a p a t r  hlng by 
aFpr0prlate rrghts and o b l i g a t r a n ~  D L ~  tc t h c  ract that t i l t ?  
restructur~?q t o s e t 5 e r  with r e g u l a t r a n  rules for t h e  c o n p e t l t l o n  
have not been comple ted ,  a l s o  this lnd~rect regulation 1s 
l ~ x l t e d  Operation of brokers, 1 e I1reta, l  tzadesmen" 1s no t  
t y p ~ c a l  f o r  the Czech market ,  and 1s llrn~tee by t h e  dominant 
p o s r t l o n  of CEZ on one hand, and by the n o r - s e p a r z t l o n  of the  
superlar set transn~ssron on the o t % e r  The c ~ r r e q t  s t a t e  does 
not elable c s m p e t l t ~ o n  in t h e  forn  of ~nd,v~dual c o n t r a c t s  
b e t v e e n  the e l e c t r o e n e r g y  producers  and grt-d-scale customers  
Desprta the d ~ f f e r e n t  character and ~ n e e r c s n ? e c t l o n  w r t h  forelgn 
markets I n  the Czech Republlc, and 17 t h e  L b J ,  c h ~ s  Memorandum 
reveals t h e  maln problems rn t3e l e g ~ s l a t - s ?  ard t h e  non- 
e x l s t l r ~  c - n p e t i t ~ c n ,  and t h u s  fulflll~ng c ~ o  o r  t b c  ~ J S X I D  
declsl~e tasks deteraxlad by t?e progrxm 17 r n e  sphere of 
l e g ~ s 1 a z i . o ~  or reqJlatlon 
The above m e r t i c n e d  task, w h c ?  has s:grl:,carz i m ~ o r t a n r e  f u r  
t h e  reguiatlcn a r c  an eventual amendment or- czc ld t zon  of t h e  
r e q u l a t l o n  law p r l - , c ~ p l e s ,  ccu ld  crrntrque e /en a f t e r  the cc r l t r a l  



d - s ~ a t c a ~ ? g  had been e s t a b l ~ s k e d  and d,s~atzh-nq ra5uiat~ons 
asgroved Thesa r * ~ l e s  analysls wculd =La p c s s ~ b l e  t o  d e f l - e  and 
ta scar: d o r u s  an t 3e  USAID rsccmne?dat,cns czncer?-7q 
leglsla=lon changes 

W e  s d p c c s e ,  that t ! !e  s o l u t ~ o n  of Froqraz t a s k s ,  csrcer~~ng these 
q u e s t ~ c n s ,  wrll csn t -nue ,  and that we recelge reczztmeqdat~an 
of the USAID s a l u t ~ o n  We czns lder  necassarj, that accrsgrlate 
r egu l a t - cn  farms m cannected spheres o r  csnd,t~c?s, wbe? 
csnslderlng and suggost~ng of part~al r q u l a t ~ o n  pracecures from 
the v ~ e w  of systaa s o l u t r o n ,  to be intrsducod For exaaclc the 
aggllcat~on of the methcd of required reverues 1s possible under 
the specrfred cond~t~ons, for rnstance In the price spkere 

1 AuL"1orlzed actrvrtles s p e c l f l e d  In tfe A c t  222/1394 
(prsduct~on, t r a r s i n ~ s s ~ o n  and d ~ s t r ~ b u c ~ o n  of  eqer?/) c z n s l s t  of 
a numcer o f  actlv,tres whxh a r e  p r ~ v l d e d  c,r3ctly by energy 
ccmpan-es or dellvexed by e x t e r ~ a l  s ~ p p l ~ e z s  ( f a r  exac;le 
construc=,cn works, m z ~ n t e n a n c e ,  r a p a x  works, etc ) These 
actlvft~es are nct considered as regulate2 cres by lab ard  may be 
even provided t o  crher companies 

2 E u s ~ n e s s e s ,  aut?crlzed by the ~ c t  222/1994, a r e  allocred to 
underzals r? other areas (actora lnc j  t o  t h e  c c n t ~ e r c l a l  La#, 
production of o t h e r  merchandises ,  etc.) w h ~ c h  do not r a m  l n t o  
energy sector I t  1s necessary t c  acczunt  costs of these 
actlvltres outs -de  of ~raductlon and d l s t r i c ~ t l o n  casts 

- - 

sale, or to attribute a certaln p e r c m t a g e  of  c o s t s  t o  
o u t ~ u t / r e v e m u e s  of t r a n s n l s s A o n / t r a n s p o ~ ~ a t ~ c r ~ c ~ s ~ ~ - ~ 1 ? ~ ~ O n  of 
energy, rf ti,s rs a specllic sert,ce 

4)Enerzl t r a d e  musz be cons-dered as a Far: 05 t a e  r s p l a t r o n  In 
Sp-te of the fact t h a t  the Act 222/1?94 d c e s  noc s p e z k  a c o u t  lt 
The reascn 1s t5at w;chout the t r a d e  the ra  a r e  no r a v e n s s  A n y  
eC=rOnlc r e q u l a t l o n  has  no sense outslde th-s lmccrtarit a c ~ ~ v l t y  

The  currgqt s t a t ~ s  af the leg~slatlcn 1s not gccd ax! has no 
logic 

Elazcracee b-. Regulatory De~arzae-t PTc C z e c 5  ? e s ~ k - - c  
Ing Josef A r z o s  



INVESTMENTS FOR ADDITIONS TO 
AND REPLACEMENTS OF UTILITY PLANT 

U S ulxhhes with a monopoly franchise and an obhgabon to serve must, as a requwement 
of thew franch~se obhgahon, Invest m new or replacement plant m order to meet (current 
and/or future) customer demands for service, rehabhty and safety Cost-effechve, 
prudently-mcurred mvestments are added to a ut~I~tv's rate base, on whlch a company is 
enhtled to earn a return, when the fachbes are considered to be "used and useful" The 
adhhon of the value of these fachhes to the rate base generally is when the mvestment is 
placed mto semce, but often construchon work m progress is Included m rate base as 
construchon is completed 

Comrmss~ons revtew mvestments by uhhhes m one (or more) of four ways 

Certhcates of Convenience and Necessity - before-the-fact (ex ante) reviews of projects, 
such as major renovahons of existmg generatmg stahons, new generatmg stahons, new 
transrmsslon hes ,  or major mprovements to d~stnbuhon systems 

Integrated Resource Plannmg - ex ante reviews of entue power supply and energy or 
demand management plans 

Fmancial Revtews - ex ante assessments of the m p a d  of changes m the financial 
structure of a uthty, such as the lssuance of stock or bonds 

Prudence Revtews - after-the-fact (ex post) reviews of projects, such as major 
renovahons of exlsttng generatmg stahons, new generatmg stabons, new transrmssion 
h e s ,  or major improvements to dlstnbuhon systems 

The tests requlred for each of these dlffers substanbally 

Cerbficate of Convenience and Necessity 

Generally, m these proceedmgs, the Comnusslon tests the vahdity of major new 
mvestments by detenrunmg whether the new mvestment is necessary to 

unprove the qudty  of servlce 
meet incremental customer demand, or 
reduce the cost of service 

Service Improvement - For these types of requests, the Comrmssions revlew mformahon 
comparing the ex1stmg quahty of service with projecbons of quahty levels after the project 
has been placed m servlce The endence m these renews rely heavlly on engmeemg 
plannmg models and judgment 

Meetmg Incremental Demand - In these cases, Cornmss~ons assess the demand forecast 
and revlew the results of enpeermg plannmg models To the extent controversies anse, 
they areusually concerned with the assumphons underlying the demand forecast or the 
e n p e e n n g  and financial assessments of alternahve technologes 
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Reducrng Cost of Semce - These requests have become less uncommon m the United 
States On rare occasions when they do anse, the focus is on the quahty of the analysls 

Integrated Resource Planmng 

In the last 10 years, the case-by-case renew of certdicates of convemence necessity have 
been supplemented or supplanted by Integrated Resource Plannrng (IPP) renews 

In these comprehens~ve proceedmgs, the company supports an all-encompassmg plan that 
mcludes both power supply ophons and demand-side management opportunihes The 
economc rahonale behmd the choices are the focus of debate The assumphons about the 
avadabhty of alternahve sources of supply and the extent to whch demand-side 
altemabves can supplant supply-side ophons are quesboned As IS the case wlth 
Certhcates of Converuence and Necessity, the forecast of demand and energy are also the 
focus of controversy 

IRP is dmunishlng m importance m the compehhve enwonment that is developmg m the 
Unlted States 

In the= financial revlews, the Comrmssions exarmne whether 

the mterests of existrng stockholders are protected from dlluhon, 
all stockholders are protected from excessive rehance on debt hancmg, and 
the mvestments are bemg undertaken to support unregulated achwhes 

Interest of Exlstmg Stockholders - The Comrmssions examme whether the expected mcrease 
rn the mvestment is propo&onal to the expected rncrease m the profit flows Because 
uthhes are subject to rate-of-retum regulahon, the test was only negahve - precludmg 
Comrmssion approval -m rare mstances when the uthty behaved foohshly Otherwise, it 
was generally true that the u a t y  mvestment was predicated on thmgs that would cause 
profits and mvestment to nse proporhonately 

Excessive Rehance on Debt - The Comss ions  check for comparable levels of debt for other 
uthhes whlch are s d a r  to the one requestmg the approval of financial rnvestments 

Necessity of Investment - The Comss ions  do not have a srngle approach Generally, m 
depth analysis of the pattern of mvestments and uthty revenues are used to test whether or 
not funds have been mvested m unregulated achvihes 

Pag 2 of 3 



Prudence Reviews 

Accordmg to a long h e  of judlcial decls~ons, a ulxhty is enbtled to earn a fan return on the 
prudently mcurred mvestments that are used and useful m providmg servlce to customers 
As a result of thls doctrine, when major mvestments are completed, a company generally 
apphes for an lncrease m allowed revenues The C o m s s ~ o n s  then test whether the 
mvestment meets two key cntena 

the expenditures were Incurred prudently, and 
the project has a reasonable chance of bemg used m provldmg servlce to customers 

To assess prudence, comnussions quesbon whether 

the technology embodied m the project IS the most efficient one that was avallable at the 
time the plant was designed, 
a reasonable process was used to make the decls~on, and 
declslons to contmue the project - made d u m g  penodc reviews m the mdst of the 
construcbon penod - were based on credible ev~dence and reasonable tests 

The first two cntena are tested by revlewmg the capltal and operahg costs (anbclpated at 
the w e  the declsion was made) to deternune whether they are rmnlrmzed by deploymg the 
technology chosen by the uthty Two par+xular techniques are apphed m testmg The most 
frequently used test deploys busbar models (a plant-focused approach) With these models, 
the analyst measures the expected total M e w e  costs of the chosen technology and a 
number of vlable alternahves Alternatwely, some comssions  rely on a system plannrng 
approach that s~multaneously measures the busbar costs along with the expected uthzahon 
of the mvestment m the context of the system of facdhes that IS avallable to a uthty 

The thud cntenon rehes on reviews of the actual studes agamst generally-accepted 
standards (such as rehable assumphons, a vahd underlymg analykal model and 
conclus~ons that match the results of the analysis) for conduchng such stud~es 

In reviewmg used and useful, the Corntrussion quesbon whether 

the plant wdl be needed to meet demand or to displace less efficient fachbes, and 
the expenditures on the plant have not been bloated e~ther by Inefficient construchon 
pracbces or by artrfic~ally mflated costs for material 

The test of the first quesbon - needed to meet demand - generally mcludes a review of the 
nnpact of the mvestment on the uthty's safety m a r p s  or expected reserves Under thls 
test, the Comxruss~on revlews the operatmg margm with and without the mvestment To 
test the second quesbon, the C o m s s i o n  conducts a detalled study of the uihty's handhg  
of the items on the cnhcal path to completmg the mvestment These revlews rely on 
enpeermg assessments to deternune whether or not the u a t y  achieved a reasonable level 
of efficiency 

With the compehtive market that IS expected to anse m the United States, these tests have 
been exercised with less enthusiasm and frequency than m pnor years 
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CONSIDERATIONS FOR DEALING WITH 
THE EFFECTS OF INFLATION 

When annual rates of mflabon are high, an mflahon adjustment is necessary If rate- 
regulated pubhc uthlzes are to be gven an opportunity to earn thelr cost of capital 
and to attract new capital on reasonable terms 

In the U S two arguments are commonly advanced m support of a pohcy of ralsmg 
earnlngs d u m g  mflabon The fvst 1s ethcal Unless comxussions allow an 
adjustment m relabon to the current purchasmg power of the dollar, there IS an 
unfarr expropnabon of the real value of the uthty's property and, hence, of the 
common stockholders' Investment The second IS econonuc Unless earnmgs are 
kept m h e  with those m other mdustnes, pubhc uthhes wdl not be able to attract 
needed capital on reasonable and equitable terms 

The 1970's was a penod of (relahvely) high mflahon m the U S The U S uthty 
mdustry m general suffered earnmgs erosions due to the effects of mflabon, or 
"attnbon" WMe many factors accounted for the detenorabon of the uthbes' 
financial health d u m g  that penod, a major cause was attnbon As explamed by one 
state comnussion 

"Attnbon" is the term frequently used to descnbe the erodmg effects which 
mcreased costs caused by mflahon have upon the rate of return of a uthty, 
which must apply fixed rates for its semces A regulated uthty may 
encounter such mcreaslng costs m secunng addihonal capital (capital cost 
attnbon), m addlng new plant to service at mcrementally higher per unit costs 
(rate base attnbon), or m the operatmg expenses normally ~ncurred to provlde 
service (NO1 attnhon) 

U S uthty comrmssions use several methods to deal with the problem of attnbon 
(mflalzon) 

They may mod* or replace the hlstonc or past test-year method by 

- adjustmg hlstonc test-year data for "known changes", 
- usmg a "year-end" rate base, rather than an "average" rate base, for the test 

penod, or 
- usmg a fully "projected" or "forecasfr test-year approach 

A separate allowance for attnbon may be added 

- to the revenue requrement, 
- to the rate base valuabon, or 
- to the rate of return (It should be noted that even where no separate attnbon 

adjustment is made, the comrmssions have frequently stated that they take this 
factor - along with others - mto account m detemunmg a fau rate of return ) 
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Some comrmsslons have adopted mtenm rate procedures, whereby rates are put 
mto effect, subject to refund provlslons, whde the case ls m progress Other have 
adopted annual revlew or "make-whole" proceedmgs, where the issues are 
usually confined to changes m expenses and capital cost, revenues and 
mvestment slnce the last revlew or proceedmg 

A vanety of mdexmg arrangements have been uthzed Under one state 
comrmsslon's plan, for mstance, there were automabc quarterly adjustment of 
one company's base rates to allow the ut~.I.~ty an opportunity to earn between 13 5 
and 14 5 percent on common equty 

Several other procedures have been adopted to reduce regulatory lag (and, hence, 
to m u r u z e  attntzon) Greater use of preheanng conferences (to narrow the 
hsputed issues) and settlement procedures, at the state level, the adophon of 
methods to speed the formal hearrng process are but a few examples 

In the Czech Repubhc, some form of mdexahon, or posslbly an adjustment to rate 
base and/or depreciahon expense could be considered to help offset the earmngs 
erosion effects of mflahon An mdex type of adjustment mght mclude a factor for 
regulator-deslred producbvlty/efficlency galns A plant or depreclahon adjustment 
factor could be quite appropnate as current replacement costs are considerably m 
excess of hlstoncal average costs 
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REGULATORY ASSISTANCE - CZECH REPUBLIC 
USAID Regulatory Reform and Energy Sector Restrucknng rn 

Central and Eastern Europe and the Balhcs 

VI Next Steps 

USAID support to the energy sector of the Czech Repubhc is planned to mclude a 
tanff workshop/semar conducted by Bechtel m 1997 The speclhc extent of further 
assistance should be detenruned based on the results of the US study tour, s p e c ~ c  
requests bv Mlnistry and energy Industry personnel as well as the conslderahon of 
th~s report 

As discussed m Mr Antos' attachment to the sechon on Regulated and Non- 
Regulated Uth tv  Achvihes mcluded m section V ,  a major considerabon for the 
government and the Mrn~stry 1s to develop a more comprehensive energy law This 
has been the subject of another task of USAID assutance, but progress m the area of 
"Revenue Requirements Deterrmnabon and Cost Analysis" wrU progress slowly 
under the current energy legslahon 

A major econormc issue wlth whlch the Mmlstry must deal is the Imbalance m the 
tarlff structure One of the major reasons for restructurrng m the U S  electncitv 
sector IS the demand by large mdustnal customers for more choice and lower rates 
Electnclty pncmg economrcs are senously drstorted m the Czech Repubhc and those 
d~storhons have rmphcafions m the area of energy use/effic~ency and the costs of 
mdusimal outputs With electnclty pnces substanhally below cost, residenhal 
customers are not encouraged to use electrlc~tv economcaUy and effrclently 
Inappropnately hlgh mdustrial elecncitv pnces result m Czech mdustrv belng less 
compehhve m the mtemabonal sector and has negahve unphcahons for the 
countrv's trade deficit 

The whoIe area of energy sector and regulatory goals and objecfives rased dunng 
the hvo Steermg Commttee meetmgs m 1996 s t d  should be a priontv More work 
on selectmg an appropriate revenue requuement calculahon methodology and 
defrnlng the term/concept "cost anaIvsisV remarns important 

Fmallv, a lot of thought, and mdeed comments m the energy law itself, has been 
devoted bv Mmistrv personnel to the top~c of compehhon In considering energy 
sector and regulatorv goals, the questron of compeht-xon seems to have a muurnurn 
of two facets Should the Mmistrv be lookmg at the Czech Republ~c m (relatrve) 
isolation when conslderlng a competltlve environment for the Czech electncltv and 
gas mdustnes, or should the vlew be what IS the Czech Repubhc's most appropriate 
compehhve electr~c~tv and gas env~onment/pos~tron m Europe, and potentrally m 
the not too dlstant future as a member of the European Unlon? V~ewlng thls Issue 
from d~fferent perspectwes could well lead to drfferent goals, objechves, prionbes, 
structures, etc 


