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WASHINGTON ELECTRIC COOPERATIVE’S, INC. 
METHOD FOR HANDLING TRANSFER PRICING BETWEEN
COVENTRY CLEAN ENERGY CORPORATION, INC.
AND
WASHINGTON ELECTRIC COOPERATIVE


OVERVIEW

Pursuant to item 8 of the draft memorandum of understanding between Washington Electric Cooperative, Inc. (“WEC” or “the Cooperative”) Vermont Public Service Board (“Board”), WEC proposes to address the Board’s concerns with the application of a formulary rate for gas generated electric sales from Coventry Clean Energy Corporation, Inc. (“CCEC”) landfill gas project to WEC.  WEC is a member-owned electric cooperative.  

WEC has an exclusive electric supply agreement with CCEC that requires CCEC provide electric energy for a fee from its landfill gas recovery project to WEC. WEC uses the energy to partially meet its native load requirements.  WEC meets the remainder of its load by purchases of capacity and energy at generally at higher rates than that produced by CCEC.    

The formulary rate seeks to provide a fair and non-discriminatory method to price the energy from CCEC using standard accepted regulatory treatment.  The formulary rate can adjust annually to reflect the costs of CCEC.  It is the intent of the formulary rate collects all of CCEC’s operating costs plus a return, as well as provide for the amortization of accounts payable from CCEC to WEC as subsequently described.  The intent is to provide revenues sufficient to keep CCEC operating independently while minimizing the cost to WEC and its members.


FORMULARY RATE

WEC has structured a formula rate similar to those authorized in other states as well as by the Federal Energy Regulatory Commission as shown below.  

1.  Revenue Requirement = Operating Expenses + Rate of Return * Rate Base

The formula rate presents the cost of providing service as an annual revenue requirement.  The formulary rate will require the Board’s approval annually as the input data to the formula change.  

The formula rate is anticipated to be updated annually at the end of each calendar year.  WEC anticipates that after the books close in January, the rate would be updated and presented to the Board on or before March 1st of each year with the anticipation that the effective day of the updated rate would be April 1st.  Hence, the rate is anticipated to be effective from April 1st through March 31st of each year.  


Rate Structure 

	The rate structure is attached hereto as Exhibit 1.  The first page calculates the cost of equity.  CCEC’s equity is owned exclusively by WEC and is not traded in the open market.  WEC is proposing that CCEC cost of equity be calculated using the “Goodwin model” as shown on page 1 of the tariff.  The Goodwin model seeks to determine the cost of equity of a cooperative required to maintain a constant equity ratio as patronage capital is rotated.  Because CCEC is not a cooperative and does not rotate capital credits as would a cooperative, the 25 year capital credits rotation assumption represents the expected remaining life of the assets.  The cost of equity associated with an investor-owned utility is essentially the authorized profit for the equity holders.  The cost of equity for a cooperative is the cost whereby the equity can be returned to the member within a certain time frame.  Because WEC is an electric cooperative and is the owner of CCEC, the cost of equity is to be treated like a cooperative.

Cost of Equity
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	Page 2 of the tariff represents the capital structure of CCEC.  Presently, CCEC has a appreciably lower equity ratio than WEC.  As a result of being highly leveraged, WEC uses a hypothetical capital structure with 20% equity until such time that a more stable higher equity ratio can be achieved.  A hypothetical capital structure of 20% equity and 80% debt is close to WEC own capital structure. This page also calculates the before tax cost of capital using the Goodwin formula which determines the equity cost required to return patronage capital over the rotation period.  It does not represent a profit level.  Indeed, the cost of equity for a cooperative is, in all but isolated cases, considerably less than that of an investor-owned utility.  

	This page adjusts the cost of equity for federal and state income taxes.

	Although the formula does provide for adjustments to the historical year, it is anticipated that adjusted historical values will only be infrequently used.  It is the intent to rely essentially on the historical year where account balances are known. 

Capitalization
Page 2
[image: ]


	The rate base is calculated on page 3 of the tariff.  WEC includes in rate base both materials and supplies as well as prepayments.  Additionally, WEC collects cash working capital.  Cash working capital is computed as the based on the 45 day standard formula whereby cash working capital is equal to 45 days/ 360 days, 1/8th of CCEC’s O&M expenses.

	Although Construction Work In Progress (CWIP) is not used by CCEC, it may become utilized in the future.  In an investor-owned electric utility, where the ratepayers and the equity owners are different, concerns have arisen as to inclusion of CWIP in rate base.  Many commissions and utility boards have failed to permit the inclusion of CWIP in rate base in order to protect the ratepayers from assets which do not meet the “used and useful” test.  In a cooperative, or a cooperative-owned entity like CCEC, the rate payer and equity owner are the same persons; hence, there is no reason to exclude CWIP.


Rate Base
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	Page 4 of the tariff illustrates the computation of the required operating income and the operating and non-operating expenses including a provision (line 32) for the amortization of the payable to WEC.  

The formula rate calculates a flat billing factor for all kilowatt-hour sales of electricity during the year.


Operating Expense, Revenue Requirement, and Rate Design
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SUMMARY
  
	WEC believes that the formula rate recognizes the cost of equity and debt, the rate base and all appropriate expenses to maintain the financial health and independence of CCEC while providing a method of amortizing the extraordinary payable and providing reasonably priced gas-fired (methane) electricity to WEC and its members.  
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Coventry Clean Energy Corporation - Gas Generation Facility

Formula Rate - Rate Base Determination

Test Year 20XX

Page 3

(a)(b)(c)(d)

LineAs BookedAdjusted

No.Rate Base Description20XXAdjustments20XXCalculation

1

Other Production - Structures & ImprovementsAccount 341.01 From Balance Sheet

2

Gen Plant - Transportation EquipmentAccount 392.01 From Balance Sheet

3

Gen Plant - Stores Equipment

Account 393.01 From Balance Sheet

4Total Gross Plant

Total of Lines 1-3

Accumulated Depreciation

5

Accum Depr/Other Prod Plant

Account 108.04 From Balance Sheet

6

Accum Depr/General Plant

Account 108.07 From Balance Sheet

7Total Accumulated Depreciation 

Total of Lines 5-6 

8

Net PlantLine 4 - Line 7

9

Materials & Supplies

Related M&S Account 154 From Balance Sheet

10

Prepayments

Related Prepayments Account 165 From Balance Sheet

11

Deferred Debits

Accts 181-190 From Balance Sheet

12

Deferred Credits

Accts 251-283 From Balance Sheet

13

Cash Working CapitalPage 4: [Lines 15 + Line 23] / 8

14Total Rate Base

Total of Lines 8-13

Coventry Clean Energy Corporation - Gas Generation Facility
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Coventry Clean Energy Corporation - Gas Generation Facility

Formula Rate - Operating Expenses and Revenue Determination

Test Year 20XX

Page 4

(a)(b)(c)

LineAs BookedAdjusted

No.Operating Expense Description 20XXAdjustments20XXCalculation

2

Required Operating Income - ROR * Rate BasePage 2 Line 14(c) * Page 3 Line 14(c)

Other Power Generation

3

Cov Oper Exp - Methane

From CCEC Income Statement

4

Cov Oper Exp - Generation Exp

From CCEC Income Statement

5

Cov Oper Exp - Misc Other Exp

From CCEC Income Statement

6

Cov Oper Landfill Gas Wells/Coll

From CCEC Income Statement

7

Rents Exp - Newsvt Land Lease

From CCEC Income Statement

8

Rents Exp - WEC Gen & Trans Lease

From CCEC Income Statement

9

Cov Maint - Supervision & Eng

From CCEC Income Statement

10

Cov Maint of Struc - Plant Tools

From CCEC Income Statement

11

Cov Maint - Gen & Elec Equip

From CCEC Income Statement

12

Cov Maint/Other Power Gen Plant

From CCEC Income Statement

13

Cov Maint - Gas Scrubbing Sys

From CCEC Income Statement

14

Cov Maint/Lndfill Gas Wells/Coll

From CCEC Income Statement

15Total Other Power Generation (Accts 546 - 557)

Total of Lines 3-14

A&G Expense

16

A & G/Gen & Cost Acctg Labor

From CCEC Income Statement

17

Admin & Gen - Tax Penalties

From CCEC Income Statement

18

A & G - Office Supp & Exp

From CCEC Income Statement

19

Out Serv - Accountant Exp

From CCEC Income Statement

20

Out Serv - Legal

From CCEC Income Statement

21

Out Serv - Pwr Supply Consult

From CCEC Income Statement

22

Out Serv - Engineering

From CCEC Income Statement

23

Out Serv - Other

From CCEC Income Statement

24

Property Insurance

From CCEC Income Statement

25

Liability Insurance

From CCEC Income Statement

26

Misc Gen Exp - All Other

From CCEC Income Statement

27

Maintenance General Plant

From CCEC Income Statement

28Total A&G Expenses (Accts 920 - 933)

Total of Lines 16-27

Other Expenses

29

Depreciation Expense - Other Prod PlantFrom CCEC Income Statement - Accts 403.

30

Depreciation Expense - General PlantFrom CCEC Income Statement - Accts 403.

31

Property Taxes

From CCEC Income Statement - Accts 408.

32

Amortization of Existing CCEC Payable

Provided by WEC

33Total Other Expense

Total of Lines 29-32

34

Proposed Revenue Requirement 

Total of Lines 2+15+28+33

35

Exisitng Revenues

From CCEC Income Statement

36

Proposed IncreaseLine 34-35

37

Percent Increase

Line 36 / Line35

38

Total Delievered kWh in Test YearCCEC Supplied

39

Gas Recovery Factor - Propsed Revenue Requriement/kWhLine34 / Line 38 
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Coventry Clean Energy Corporation - Gas Generation Facility

Formula Rate - Cost of Equity

Test Year 20XX

Page 1

Line(a)

No.Cost of Equity CalculationValueDescription

1

Growth Rate

Normalized Expected Growth in Rate Base

2

Current Equity Level

Equity Ratio

3

Cap. Credits Rotation Cycle (yrs)

Normalized Patronage Capital Rotation Cycle

Modified "Goodwin" Model:

4

Ke = ((1+g)^(n+1)-(1+g)^n)/((1+g)^n)-1 =

Calculated ROE 
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Coventry Clean Energy Corporation - Gas Generation Facility

Formula Rate - Before Tax Rate of Return

Test Year 20XX

Page 2

(a)(b)(c)(d)

As BookedAdjusted

Capitalization & Rate of Return20XXAdjustments20XXDescription

1

Total Long-Term Debt

Hyothetical Capital Structure - 80% Debt

2

Total Equity

Hyothetical Capital Structure - 20% Equity

3

Total Capitalization

Line 5 + Line 6

4

Percent Debt

Line 1(c) / Line 3(c)

5

Percent Equity

Line 2(c) / Line 3(c)

6

Total Capitalization

Line 5(c) + Line 5(c)

7

Cost of Debt

Interest Expense / Line 1(a)

8

Cost of Equity

Page 1, Line 4(a)

9

FTX - Applicable Statutory Federal Corp. Income Tax Rate

Federal Corporate Tax Rate

10

STX - Applicable Effective Statutory State Corp. Income Tax RateState Corporate Tax Rate

11

Tax Adjustment Factor

(1-Line 14)*(1-Line 15)

12

Weighted Cost of DebtLine 4(c) * Line 7(c)

13

Weighted Cost of Equity / Tax Adjustment Factor[Line 5(c) * Line 8(c)] / Line 11(c)

14

Before Tax Cost of Capital

Line 12(c) + Line 13(c)


