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Course Information

= Course Overview — In this course, attendees will learn about regulatory auditing. It covers the foundation of auditing in general,
and approaches and methods unique to regulatory accounting. This course also covers the regulatory challenges that are faced
by auditors in the collection and analysis of public utility financial and operating data. This course is intended for students with
an interest in regulatory audits their purpose and use by regulatory agencies.

= Intended Audience - Accountants and analyst that need a broader understanding of the process of regulatory auditing.

= Learning Objectives — After this course the student will have a foundational understanding of the foundations of general auditing
and how distinctive approaches and techniques are used when reviewing the books and records of an economically regulated
entity.

= Course Level — Advanced

= Course Prerequisites — A working understanding of accounting and regulatory reporting standards and report forms.
=  Advance Prep — None

= Delivery Method — Online Group Live

= NASBA National Registry Statement -- The Institute of Public Utilities is registered with the National Association of State Boards
of Accountancy (NASBA) as a sponsor of continuing professional education on the National Registry of CPE Sponsors. State
Boards of Accountancy have the final authority on the acceptance of individual course for CPE credit. Complaints regarding
registered sponsors may be submitted to the National Registry of CPE Sponsors through its website: www.nasbaregistry.org.

= This course is eligible for CPE credit.
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“...the problem of ratemaking is one which has
taxed, and will continue to tax, the ingenuity of
man to the extent of time.”

Commissioner John V. Smith of Alabama July 16, 1903,
to the fifteenth annual convention of NARUC
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CWIP in Rate Base vs AFUDC

IPUMSU - ADV2024F-1 4 » 4




MSU

Construction Work in Progress (CWIP)

* Includes costs of construction for projects that extend for
more than a year and are not considered Used and Useful.

e Audit issue: Financing Costs

Regulatory Methods of handling Financing Costs
e AFUDC - Allowance for Funds used During Construction.
* Financing costs are accrued and added to CWIP
* Includes both Equity and Debt costs
* |ISSUE: Deferred Financing Costs earn a return, so there
is @ compounding impact that is also deferred for later
recovery.

Regulatory Methods of handling Financing Costs
* Include CWIP account balance in Rate Base
e Financing costs are recovered currently in rates and no
financing costs are accrued and added to CWIP
* Includes both Equity and Debt costs
e |ISSUE: Rate Payers are paying for plant that is not
providing service.
e Some states prohibit this approach (used and useful)
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Use of allowance for funds used during construction
(AFUDCQ)

* The auditor should become familiar with the formula used by
the utility to compute AFUDC to assure the utility has
computed the rate correctly.

e The utility most likely uses the FERC approach or some
approach similar found in the USoA Plant instructions (17).

(17) Allowance for funds used during construction (Major and Nonmajor Utilities) includes the net cost fg
the period of construction of borrowed funds used for construction purposes and a reasonable rate on
other funds when so used, not to exceed, without prior approval of the Commission, allowances
computed in accordance with the formula prescribed in paragraph (a) of this subparagraph. No allowand
for funds used during construction charges shall be included in these accounts upon expenditures for
construction projects which have bean ahandaned

Audit Issue: AFUDC stops when the project is
(a) The formula and elements for thé . . .
chall be: complete Not when the project is (a) put into
service or (b) recognized in rate base

A; = s(S/W) + d(D/D + P + C)(1-S/W)
A. = [1-S/Wl[p(P/D+P+C)+c(C/D+P+C)]

A; = Gross allowance for borrowed funds used during construction rate.
A. = Allowance for other funds used during construction rate.

S = Average short-term debt.

s = Short-term debt interest rate.
IPUMSU - ADV2024F-1




Impact of AFUDC vs. CWIP
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Year1 | Year2 | Year3 | Year4 | Year5 | Year6 | Year7 | Year8 | Year9 Total
AFUDC (no CWIP in rate base)
Capitalized cost (cumulative) $1,000( $2,070| $3,215
AFUDC (7%) $70 $145 $225
Total CWIP $1,070| $2,215| $3,440
Plantin service $3,440| $3,440| $3,440| $3,440| $3,440| $3,440
Accumulated depreciation $573| $1,147| $1,720| $2,293| $2,867| $3,440
Rate base $2,867| $2,293| $1,720( $1,147 $573 $0
ROR (7%) $201 $161 $120 $80 $40 $0
Depreciation expense $573 $573 $573 $573 $573 $573
Rate impact $774 $734 $694 $654 $613 $573| $4,042
CWIP in rate base
Total CWIP $1,000| $2,000| $3,000
Plant in service $1,000( $2,000| $3,000| $3,000| $3,000| $3,000| $3,000( $3,000| $3,000
Accumulated depreciation $0 $0 $0 $500( $1,000{ $1,500| $2,000( $2,500( $3,000
Rate base $1,000( $2,000| $3,000f $2,500( $2,000| $1,500( $1,000 $500 $0
ROR (7%) $70 $140 $210 $175 $140 $105 $70 $35 $0
Depreciation expense $0 $0 $0 $500 $500 $500 $500 $500 $500
Rate impact of CWIP in RB $70 $140 $210 $675 $640 $605 $570 $535 $500( $3,945
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<l —
Audit Issue:

If CWIP is allowed to be included in Rate Base, the auditor should
confirm the capitalization of financing costs through the allowance for
funds used during construction (AFUDC) stops once rates are effective.
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Understanding Hypothetical Capital Structure
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Capital Structure Computation

Common Equity 422 991

Preferred 2,084

Total Equity 425,075 38%

LT Debt 358,153

Current Liab. 103,829

Other Liab. 226,725

Total Liabilities 688,707 62%
Total Capitalization 1,113,782 100%
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Hypothetical Capital Structure Example
Actual Capital Structure

Cost Weighted
9.50% 3.6%
5.30% 3.3%

Equity 422,991

Total Liabilities 688,707
Total Capitalization 1,111,698 \ 100%
N

Hypothetical Capital Structure

Cost Weighted
9.50% 4.3%
5.30% 2.9%

Equity 422,991
Total Liabilities 688,707

Total Capitalization 1,111,698 \ 100%
V

Change in Earnings

Revenue Conversion Factor

Change in Revenue Requirement

6.9%

7.2%

Net Income

76,686

79,931

3,245

1.35
4,381

Capital Structure Computation

Common Equity 422 991

Preferred 2,084

Total Equity 425,075 38%

LT Debt 358,153

Current Liab. 103,829

Other Liab. 226,725

Total Liabilities 688,707 62%
Total Capitalization 1,113,782 100%
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Hypothetical Capital Structure Example
Actual Capital Structure

Amount Cost Weighted

Equity 422 991 9.50% 6.2%
Total Liabilities 688,707 5.30% 1.9%
Total Capitalization 1,111,698 \1[}[}% 8.0%
N’
Hypothetical Capital Structure
Amount Cost Weighted
Equity 422 991 9.50% 5.2%
Total Liabilities 688,707 5.30% 2.4%
Total Capitalization 1,111,698 \ 100% 7.6%

Change in Earnings
Revenue Conversion Factor

Change in Revenue Requirement

(4,669)

(6,303)

89,269

84,600

1.35
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Types of Adjustments
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Adjustments

What does adjustments have to do with auditing?

IPUMSU -

Regulatory auditors are not financial auditors.

The purpose of a regulat %r is to provide
assurance to rate mpanles and the regulators
themselves that the rates approved will provide the
company with a reasonable opportunity to earn a
return on its investment while providing rate payers
service at the least cost. Adjustments are one of the
tools that the regulatory auditor uses to achieve that

goal.

ADV2024F-1
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Regulatory Adjustments

e Various adjustments are needed to adjust a test
year to reflect costs and revenues that are
reasonably expected to be incurred in the rate
year. This is especially true when working with
small companies.

e Adjustments are required when working with a
historically-based pro forma test year as well as

when preparing a partial or fully projected test
year.

e Future changes in the economic environment
must be recognized in order to develop a forward-
looking income statement and rate base
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Regulatory Adjustments
— Small Companies

In audits of small companies its not uncommon to find
personal expenses while at the same time finding no costs for
other items such as personal vehicles used in the business.

» Review of a small company’s income taxes may provide
addition information such as milage claimed for income
taxes,

» Add regulatory costs such as legal costs of filing a case or
expert consultant — not known at time of filing,

» Adjust for other reasonably estimated,
costs that will be incurred in its rate year.

*Remember, small companies serve small communities which deserve
safe and reliable utility service.
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Restating Adjustments

" Qut-of-period
» Auditors when reviewing invoices must be aware of

transactions that took place prior to the beginning of
the year but paid during the test year.

* Issue: Are rates being set using a modified cash-basis
of accounting or full accrual?

» Auditors must also look for transactions that belong in
the test year but were paid outside the test year.

* The rental cost of a backhoe for a water main repair
that was paid two months after the end of the test
year.
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Deferral Adjustments

Auditors routinely find expenses in a test year that
are material but not expected to be recurring.

Auditors must decide to:

a) Disallow the expense for future recovery or

b) Defer and amortize, allowing recovery in the
future

What is a possible problem with a disallowance?

What if there is a large one-time loss from flood

damage, which, without recovery of the cost, may
simply bankrupt the company?
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Deferral Adjustments

Auditors routinely find expenses in a test year that are
material but not expected to be recurring.

Auditors must decide to:

a) Disallow the expense for future recovery or
b) Defer and amortize, allowing recovery in the future

What is a possible problem with the deferral option?

A company normally requires authorization from its

regulatory agency to defer costs incurred in one period to
recovered in a later period.

The Problem: [Possible] Retroactive Ratemaking
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Deferral Adjustments

Retroactive Ratemaking

The courts have described the Retroactive Ratemaking prohibition as
“...imposing a rate increase for [electricity] already sold.”
(Arkla, 453 U.S. at 578)

= That is, the company gets a second bit of the apple to recover costs of providing
utility services in a prior period.

* For Example: Expenses that were allowed in a company’s prior
case which were uncollected or incorrect cannot be recovered in a
current case. Same regarding excess revenue cannot be “clawed
back.”

= DEPENDING on commission policy: The question for the auditor: Is
a deferral of a utility’s costs associated with a company’s response
to catastrophic events, such as windstorms, earthquakes, etc., be
considered retroactive recovery?
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Projected or Pro Forma Adjustments

Annualization Adjustment

An auditor should be able to recognize changes in
revenues or expenses through comparables. If a
material change is identified,

The auditor should consider:

e |sthe change durable, will it continue?
e |fit will continue, is the cost measurable or
reasonably predicted?

5% insurance premium increase
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Projected or Pro Forma Adjustments

Normalization Adjustment

» Auditors must be able to think through the impact of
unusual or abnormal events on revenue or expenses
on the company’s test year,

During the test year, there was a drought that
dramatically increased the cost of electric power for a
six-month period. The drought has ended, and hydro-

provided power has returned to normal.

» Auditors need to adjust revenues or expenses in the
test year to smooth variable annual data.

weather normalization
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Projected or Pro Forma Adjustments
Puget Sound Lowland annual mean temperature (C) 1932-2008
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Source: NOAA National Climatic Data Center
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Projected or Pro Forma Adjustments

Statistical Modeling to find
trends or relationships

Linear Regression

Linear regression is a tool that is used to model
the relationship between two variables
(independent and dependent)

by fitting a linear equation to

observed data.

The most common method
for deriving a regression line
is the least-squares method.
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Types of Adjustments

Poll Question

Is there a difference between
Precision and Accuracy?

1.
2.
3.
4.

IPUMSU - ADV2024F-1
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Precision vs Accuracy

But incorrect.
V562 =23.7
23.7 1s less precise but much more accurate!
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Audit of the Income Statement

IPUMSU - ADV2024F-1 » 29




FPUMSU

Review of the results
of operations

Look at a multi-year comparison of

annual revenue to obtain a view of

the trend for the utility.

e Isitgrowing and if so, is the
growth relatively consistent?

* Is the growth related to new
customers or additional usage of

existing customers?
(NARUC Rate case & Audit Manual)

The auditor will also want to make sure that any
other rate changes that occurred during the test
year are reflected in the adjusted revenues.
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Review of the results
of operations

Fire Protection — should

fire departments pay : :
5 Auditors should be aware of the policy for ready-
for water: to-serve and stand-by service. It could require a
limited group of people to pay for a common
Ready-to-Serve — system.

Service line installed

Stand-by —
No Service line installed
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Review of the results
of operations

601. Salaries and Wages -
Employees

This account shall
include the compensation
(salaries, bonuses and
other consideration for
services) paid or accrued
to employees of

the utility company for
work related to operation
and maintenance

of that utility.
NARUC Water USoA
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Review of the results
of operations

Salaries and Wages

¢ Closely review wage increases which will become effective during
or outside the test year.

o During the test year — annualization of the increase must be
accounting for in the calculation of labor costs

o Look for slippage —when a highly paid individual retires or
otherwise leaves and is replaced by a lower paid individual.
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Review of the results
of operations

An auditor may wish to look at
the percentage of overtime
worked during the past few years » place after rates are effective
and compare it to the percentage
of overtime in the test year.

If there 1s a large difference 1-contractua | | ncreases
between the historical numbers

and the test year numbers, one  DRloyees received notice of increase,

will want to obtain an

. has been issued. reauire notice be sent to
explanation.

Consider using a multiple-year average percentage

(NARUC Rate case & AuditManual) | of gyertime to use in the computation of the
= LOOKTOr dis reyenue requirement in order to normalize any test
relatives on year [overtime] anomalies. (NARUC Rate case & Audit Manual)
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Review of the results
of operations

(_Sog_ Salaries and Wages - Officers

and o Owner Wages and Expenses

Sto( :

Thi: ® An owner that works in the company wears two hats
inc * When reviewing questions of compensation for

ggrg owners the auditor must clearly understand the role
oth the person is in relative to the cost.

ser e Owners do not get pension plans paid by

3‘::3 ratepayers — employees do.

sto] e Disallowed owner-based costs are NOT

uti prohibited from being incurred!
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Review of the results
of operations

Salaries and Wages - Officers

o Officer or management
® What is the officer’s salary and bonuses based on?

e Economic benchmarks associated with the value
of the company should be looked at closely since
they normally benefit shareholders

e Service satisfaction or other reliability operating
benchmarks such as SAIDI and SAIFI normally
benefit ratepayers.

System Average Interruption Duration Index (SAIDI) and
System Average Interruption Frequency Index (SAIFI).
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Review of the results
of operations

Salaries and Wages - Officers
o Officer or management

* Determination of Salaries and other compensation?
®" Transparency in reporting
e Ratecase filing / Data Requests
e Shareholders Proxy statement
o Will always contain the breakdown of
Salaries,
o Stock awards,
o Bonuses
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Review of the results
of operations

Rental of Building / Real Property

o Arms-Length transaction
® |s rent market value?
® |ocation?

Is the location r- =d area?

o Non Arms-Lt ~major shareholder owns property)
" |s rent rmarket value?
" |mputed Asset approach

e |mpute depreciation expense
e |mpute return on Original Cost less Depreciation
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Review of the results
of operations

403. Depreciation Ex_pense|

n. This account shall be charged with depreciation credited to
account 108 - Accumulated Depreciation of Water Plant and credited
with amortization debited to account 272 - Accumulated AEmortization
of Contributions in Rid of Construction. Depreciation shall be
accrued on a straight-line remaining life basis or straight-line
basis, as reguired by the Commission. L single composite
depreciation rate may be used i1f approval from the Commission i1s
obtained.
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Depreciation Expense (Water)

Journal Entry: Dr Cr
Depreciation Expense — Straight Line XXX
Accumulated Amortization of CIAC XX

Accumulated Depreciation XXX
Amort. of CIAC XX

To record regulatory basis depreciation expense
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Depreciation Computation - Water

Analysis of Depreciation Expense

Veagie > S 54,240

Plant in Service -

Non-depreciable Plant e g T and
Advances tor Construction

z Eepremable Plant

@site Depreciation Rate 2% >
D 1,026 ¢ $ 1,026

Contribution in Aid of Construction (1,100)
Composite Amortization Rate 2%

Net Regulatory Depreciation Expense ¢ $ 1,004
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Depreciation Computation

272. Accumulated Amortization of Contributions in Aid of Construction

A This account shall reflect the amortization accumulate
account 271 - Contributions in Aid of Construction, if recognized
by the Commission.

. B1ly, Dalalces I acCOUnt 271 which rep
contributions of depreciable plant shall be amortized by charges
this account over a period equal to the estimated service life of
related contributed asset. A group or overall composite rat
may be e

ed—for contributed balances that cannot be dixeetdy
related to a _plant agssef-

C. The concurrent credit for the amortization recorded in this
account shall be made to account 403 - Depreciation Expense.

D. If a Tegedesery. body allows the amortizatien—ef—aTy portion of
the monies collected to pay the tax obligation caused by the
receipt of CIAC, such amortization shall also be reflected in a
sub-account of this account. Specifically, balances in account 271
which represent monies collected for the gross-up of CIAC (See
Definitien 15.) shall be amortized by charges to this account over
a period determined by the regulatory body.

Net Regulatory Depreciation Expense o 1,004

IPUMSU - ADV2024F-1




FPUMSU

Review of the results
of operations

421 . Nonutility
Income

This account shall
contain all
Revenue not
includible 1In

operating revenue.
NARUC Water USoA
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Review of the results
of operations

Gross income from nonutility operations
Nonutility income is an audit item because
there 1s a regulatory question that must be
answered. Is any of the ratepayer funded
resources (plant or services) being used to
subsidies the nonutility income?

- e O O N

operating re The auditor should review prior workpapers to
NARUC! determine if there has been a prior determination as to
cross-subsidy. Should consider talking to prior staff
assigned to the case. If resources are being used than
allocations must be derived to remove costs used for
the nonregulated activity. The company may agree to
include the nonutility revenue in revenue requirement
in exchange of not allocating costs. This works only if
there is positive income for the nonutility activity .
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Review of the re
Net gain on sale of nonutility property
When a utility that sales nonutility property any
gain is not shared with the rate payer since the
property was never dedicated to public service.
The audit question is, is it true that the property
was never utility property. IF it was, then rate
payers may be entitled to all or a portion of the

T TS B CACA W R W O LB B )

operating re The auditor should review prior workpapers to
NARUC determine if there was any record of a transfer of the
property out of regulation. Confirm that it was never

included in rates. The account that could be useful 1s
the Plant Held for Future Use account (103) NARUC
(105) FERC
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R Gain on reacquired Debt
When a utility reacquires high interest debt and
C replaces it with lower cost debt it can realize a
gain on the transaction. GAAP allows the gain
to be (1) amortized over the life of the original
issuance (2) amortized over the life of the
replacement debt or (3) flow-through the gain
In the year of the transaction.

Regulatory accounting does not allow the flow-
through of the gain in the year of the

transaction since the rate payer would not see
the benefit of the gain.

The auditor should review prior GAAP based annual
reports (10-K) since last rate filing to confirm either
there were no retirements or that any gain is being

amortized consistent with regulatory accounting.
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420.

421.

425

INCOME ACCOUNTS

income taxes shall be recorded in account 40%.20, Incoms Taxes,
Other Income and Deductions.

Interest and Dividend Income
This account shall include interest revenues on securities, loans,
notes, advances, spscial deposits, tax refunds and all other
interest bearing assets and dividends on stocks of other companies,
whether the securities are carried as investments or includsd in
sinking or other special funds accounts.

Allowance for Funds Used During Construction
This account shall include concurrent credits for allowance for
funds used during construction based upon the net cost of funds
used for construction purposes and a reasonable rate upon other
funds when so usesd. Lppropriate regulatory approval shall be
obtained for "a reasonable rate" (3ee Lccounting Instruction 19).

Nonutility Income
In this account is entered all income not includikble in operating
revenue accounts 460 through 474 or in account 419 - Interest and
Dividend Income. It e gount shall include:
1. Cramethcome from nonutility Crmeegions; and

et gain on sale of nonutility propsrty

iscellaneous Nonutility Expenses
This account shall contain all expenses other than expendNg of
utility coperations and interest expense. Items which are incl d

in this account are:

1. Expenses disallowed in a proceesding before the
Commission.

2. mmortization of an Reguisition Rdjustment not approved by
the Commission.

3. Depreciation associated with plant not used and useful in
the public service.

4. Depreciation of MNonutility Flant.

5. Imprudent expenses.

6. Donations for charitable, social or community welfare
purposes.

7. Life insurance on officers and employees where utility is

beneficiary (net premiums less increase in cash surrender
value of policies).
B. Penalties or fines for wiclations of statutes pertaining
to regulation.
S. Expenditures for the purpose of:
a. Influencing public opinien with respsct to ths
election or appointment of public ocfficials, or the
adoption, repeal, revocation or medification of
referenda, legislation or ordinances.
b. Influencing puklic opinion with respect to obktaining
approval, modification or revocation of franchises
c. Influencing the decisicns of public officials
including such expenditures that are dJa

PUMSU
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Review of the|results
of operations

426. Miscellaneous
Nonutility
Expenses
This account| shall
contain all
expenses other
than expenses of
utility operations
and iInterest

expense.
NARUC Water USoA
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Review of the results

gf operations

426. Miscellaneous
Nonutility
Expenses

This account shall
contain all
expenses other
than expenses of
utility operations
and iInterest

expense.
NARUC Water USoA

IPUMSU - ADV2024F-1
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Review of the results

gf operations

426. Mi S
Nonutilt

Expenses

This account shall
contain all
expenses other
than expenses of
utility operations
and iInterest

expense.
NARUC Water USoA
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Review of the results
of operations

Disallowed Expenses from prior cases
The auditor should review prior orders of the
commission related to the audited company to
prevent the inadvertent allowance into rates of
costs that have be disallowed in a prior
preceding. The is especially true when it has
been a number of years since the last preceding.

utility operations
and iInterest

expense.
NARUC Water USoA

The auditor should also consider talking to
prior staff assigned to the case. It is not unusual
that a prior auditor that has been reassigned will
remember any issues or disallowances.
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Review of the results

gf operations

426. Miscel laneous
Nonutility

Expefises__

This account shall
contain all
expenses other
than expenses of
utility operations
and iInterest

expense.
NARUC Water USoA

IPUMSU - ADV2024F-1
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Review of the results
of operations

Amortization into operating income of
unauthorized acquisition adjustments.
If a company has on its regulatory books an
acquisition adjustment for a prior purchase of a
regulated system, it MAY NOT show up on its
accounting records if it is a smaller system.
Many small systems will have a local
accountant, which is not familiar with
regulatory accounting maintain the company
books on either a tax basis or GAAP. It that
case the acquisition adjustment will not be
reflected.

The Auditor should confirm no purchases of
other systems. If there is a purchase was an

acquisition adjustment determined and if so,
was the recover allowed or disallow.
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Review of the results

gf operations

426. Miscellaneous
Nonutility
Expenses

Thi ount shall
con%ggziall;

expenses other
than expenses of
utility operations
and Interest

expense.
NARUC Water USoA
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Review of the results
of operations

Depreciation associated with plant not used
and useful in the public service

OR Depreciation of Nonutility Plant.

Rates should not include the cost of either. Any
plant purchased and on the books of the
company that is not providing some form of
service to the rate payer should be disallowed
and charged to Account 426. This is the same
with any form of nonutility plant.

expense.

NARUC Water U These adjustments are commonly found in a
site visit to the company. If possible, an auditor
should schedule a site visit to a company any
time there has been a number of years since the
last review or if there has been a major change
In asset or operating costs.
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Review of the results

of op¢ Disallowance of imprudent expenses.
Imprudent expenses are expenses that are

426 | lacking discretion, wisdom, or good judgment
Nonu @nd can be one of the most difficult to detect in
Exp¢ an audit. An auditor challenging an expense as
Thi ¢ imprudent must have a sound basis which can
cont be documented. Salaries are a common

expe¢ expense found imprudent.
than expenses of
utility operations
and iInterest
expense.

Imprudent costs can be detected in a site visit to
NARUC Water | the company. However, cost awareness is the
best audit tool. Know the going costs can give
the auditor clues as to spending abuses. If
possible, if a company must make a large
investment, an open sealed bidding process
should be followed to assure a reasonable cost
to the ratepayers.
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Review of the results
of operations

Donations for charitable, social or
community welfare purposes.

One of the most common small company audit ) eliminate donations
adjustments. Charitable contributions are res that regulators may
normally easy to find (income tax reasons) and e Byt in doing so, one
auditors normally should have not difficulty in  er expense of special
determining the amount. of Directors that may
The real i1ssue normally is what the company
would say is a lack of fairness on the auditor's licket items — those that
side. It is not the intent to direct where the erall level of rates —one
utility can spend its money, but rather, to decide [€s about which to

how much of that expense should be paid by that can wait or move

ratepayers rather than shareholders. oL .
(NARUC Rate case & Audit Manual) (NARUC Rate case & Audit Manual)

set lost in the political
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Review of the results
of operations

Life insurance on officers and employees
where utility is beneficiary

“Key Person” life insurance is a policy that will
provide funds to the company if in the
unfortunate event a senior level manager or
employee dies allowing the company funds to
continue operations will filling the position.
Also called Corporate owned life insurance.
The premiums are not recoverable in rates.

expense.
NARUC Water USoA

Although the premiums are disallowed, and
amounts received by the company are not
used to off-set revenue requirement. This
treatment is consistent with IRS income tax
treatment of the cost.
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Review of the results
gf operations

426. Miscellaneous
Nonutility
Expenses

This account shall
contain all
expenses other
than expenses of
utility operations

and intgfﬁét—

expense.

NARUC Water USoA
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Review of the results
of operations

Penalties or fines for violations of statutes
pertaining to regulation

Penalties and fines are not allowed because
they are not in the public interest and not used
and useful. The disallowance “flows through”
the cost to the shareholders maintaining the
intent of the penalty or fine. (change behavior?)

utility operations
and iInterest

expense.
NARUC Water US

Penalties or fines of the commission are easily
found in the record of the company. However,
payments to other agencies may be found in a
regulatory debit account (407) FERC or
Regulatory Expense (667) NARUC.

An auditor’s due diligence research may also
find issues (penalties) with other regulators.
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Review of the results
of operations
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Expenditures for certain civic, political and
[ related activities

( The auditor should identify two types of
expenditures. Expenditures for direct lobby
activities which includes payments to
politicians or lobbyist. But there are also
expenditures to organizations that spend a
portion of the funds they receive on lobbying.
Trade organsations or labor groups can be
included in this category. The question the
auditor must answer is what portion of dues or
assessments from those organizations are
reasonably included in rates relative to the

provision of service.
INARUC vvatler USOA

Dues to trade organizations routinely support
the provision of utility service but invoices
should be reviewed for the dues paid, since
they normally indicate what portion of the dues

1s for the support of political activity.
(NARUC Rate case & Audit Manual)
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ACRONYMS

Poll Question

Which of the below is NOT an
acronym?

NARUC

GAAP

AFUDC

All of the above are acronyms

W N e
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Final Steps — Finishing Up
Small Companies

e Aregulatory audit should result in an analysis and unbiased assessment of the
information and collected evidence of filing before the commission.

e QOrganize you workpaper making sure to remove anything not used. A bunch
of papers my look impressive but are worthless when the workpapers are
reviewed in two or three years.

e Consider a “top of file” memo that describes (to the next auditor) issues or
things to follow up on in the next case.

* Meet with the company to share your recommendation —

» Before the final report is submitted the auditor It is common to have a
closing discussion with the utility representatives at the end of the
audit. During the meeting the audit team needs to straight with the
company and voice any concerns that might exist.

* The company should already be aware of the adjustments
recommended by the auditor since they should have already had the
opportunity to rebut the individual conclusions of the auditor.

e Discuss what the issues are and what options are available!
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Final Steps — Finishing Up
Large Companies

e Aregulatory audit should result in an analysis and unbiased assessment of the
information and collected evidence of filing before the commission.

* Begin the process of writing testimony and preparing exhibits.

* Begin organizing the audit workpapers by labeling and indexing. — The
workpaper structure may be a standard agency arrangement or you may
have to create a system that works for your issues.

* Any controversial adjustments should be supported by the audit workpapers.

* Recognized that your workpapers associated with any controversial position
that is contrary to any of the other parties in the case will be requested
through data requests once your testimony is filed.

* In large cases, the auditor will likely be assigned a relatively small portion of
the total case, but it may have a material impact on the final results.

* STAY ORGANIZED! Especially if you are responsible for confidential material.
During settlement stages, positions and requests for information moves fast.
Being organized from the start puts you on solid footing.
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Regulatory audit Exercises
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Exercise - Capital

A company files a case that includes an addition to plant in service that will
come on line three months into the rate year. The project is currently using
AFUDC to account for financing costs. The contractor is on schedule to
completion and assures the auditor that it will meet the scheduled
completion date. If the new plant is not included rates, it may cause a sharp
drop in both the company’s credit rating and possible drop in stock price.

Discuss what the issues are and what options are available

Issues:

Options:
* Completion is not 100% assured e Continue the use of AFUDC until next case
* Used and useful (state law) e Include only 9/12 (3/4) of the expense and
* AFUDC stops accruing once the plantis  return in rates
complete. e Surcharge
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Exercise - Expenses

A water company finds out that a local asphalt plant has been storing
asphalt over the local watershed and the company fears that the asphalt
byproducts may, over time, leach into its water supply. The company has
hired the top ecology law firm in the state to file a cease-and-desist order
with the courts and prepare a case for damages. It has also hired a national
engineering firm to test for contamination.

The company has filed to recover the costs of both the law firm and the
engineering studies. After research, the auditor has found that the county
has also begun its own legal actions and water contamination studies along
with a local environmental protection group.

Issues: _

Options:

e Disallow all expenses

 Allow a portion of the expense

* Does the company have a duty to protect
the water shed?

* Did they need to hire the most expense
available representation?

e Others are already doing the work to

address the water contamination
|[PUMSU - ADV2024F-1 » 74
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Questions or Comments?
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Thank You!
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