AUTO TRANSPORTATION RULEMAKING

DOCKET TC-060177

June 1, 2006, Stakeholder Meeting
Regulatory Services Staff’s Perspective
The following is the Regulatory Services Staff’s perspective on rate setting for the auto transportation industry. We will discuss these issues at the June 1, 2006, stakeholder meeting.
BACKGROUND:

Public Interest – The statutes charge the commission with regulating in the “public interest.” Staff interprets that to mean the commission balances the interests of the regulated companies and their customers.

Competition – Staff agrees that auto transportation companies face competition from substitute services (taxi, limo, regulated scheduled service is a substitute for regulated door-to-door service.). However, staff does not agree that competition from substitute services creates a competitive market.
Entry – A competitor cannot enter the auto transportation market without first obtaining an operating authority from the commission. The current statutory entry standard is public convenience and necessity. The commission can issue an operating authority in an area already served only if the commission finds that the existing company will not provide service to the satisfaction of the commission. Existing companies protect their operating authorities by protesting new applications.
Rates – The commission is charged with setting rates that are fair, just, reasonable and sufficient. Companies are entitled to recover reasonable, prudent expenses and have an opportunity to earn a reasonable return. Rates need to provide sufficient revenue for the company to provide reasonable service and replace capital assets. Given the legal barrier to entry, staff believes that means the commission should set rates based on costs.

Rate Setting Methodologies – Staff reviewed the cost-based rate setting methodologies previously used by this commission and other commissions and identified three general categories:

· Rate base rate of return (ROR), - This commission has not used ROR for transportation companies because transportation companies generally operate with relatively small amounts of capital investment.
· Benchmarking - Staff believes that benchmarking for the auto transportation industry would present significant difficulties because of the varied nature of services (scheduled, door-to-door, scheduled by reservation) and operations (vehicles vary from small vans to intercity coaches). 
· Operating Ratio - Staff concludes that the best rate setting method to use for the auto transportation industry is the operating ratio. 
Operating Ratio Methodology - The operating ratio (expense ÷ revenue) is a common financial ratio used in business and financial analysis today. It is familiar, well understood and easy to measure. It is the simplest method of determining a cost-based rate known to staff.

93 Operating Ratio - Assuming the operating ratio is used to determine cost-based rates, the second question is whether a target ratio of 93 percent provides sufficient funds for a company to pay its reasonable expenses, earn a reasonable return, replace its operating assets and provide reasonable service to its customers.
The commission has historically used a 93 operating ratio to set revenue requirements for the auto transportation industry. Criticisms of the 93 operating ratio include:

· Does not explicitly reflect current economic conditions.

Staff believes that the 93 operating ratio provides sufficient revenues to the industry over a wide range of economic conditions. For example, this method readily accommodates inflation because revenues increase as expenses increase. We recognize, however, that a fixed ratio of 93 percent may not fit the circumstances of an individual company if it has either an unusually high or unusually low level of investment (relative to operating expenses). The commission departed from the 93 operating ratio in two instances: 

· The Kosh Turnover Ratio Methodology (Kosh), established in 1970, set specific operating ratios for several freight transportation industries by comparing the regulated industry’s composite turnover ratio to the turnover ratios of companies operating in competitive environments. The studies found the 93 operating ratio was generally too generous. See Appendix A for additional information.
	Kosh Turnover Ratio Methodology

	
	

	Industry
	Operating Ratio Before Interest and Federal Income Tax

	Long Line
	91.65

	Short Line
	95.60

	Local Cartage
	95.91

	Bulk Haulers
	94.25


· The Lurito/Gallagher Methodology (LG) built on the Kosh method by incorporating capital structure, debt cost and investment. The results of the LG methodology showed that operating ratios different than 93 (both lower and higher) were appropriate, depending on the company’s operating characteristics, including investment, capital structure and the cost of debt. See Appendix A for additional information.

· Does not explicitly account for company investment. 

Staff agrees that the operating ratio does not explicitly reward investment. Indeed, this method tends to discourage investment.
· Encourages inefficient operations to maximize profit. 

Staff agrees that the operating ratio does not explicitly measure efficiency or effectiveness. The same is true of the Kosh and LG methodologies. The rate base rate of return methodology does not use expense in calculating return. However, we believe the audit review of the company’s books and records addresses some of those issues, keeping in mind that the auditor’s goal is to determine reasonable costs that the commission can use to set reasonable rates. Auditor’s do not verify and determine prudence and reasonableness of every separate expense or transaction.
SUMMARY STAFF PERSPECTIVE:
1. The commission should continue to use the operating ratio method to ensure that rates are cost-based. The operating ratio is simple and flexible. It requires less information from companies about their investment levels, capital structure, etc., than does rate of return regulation. It is flexible, in that the commission can set a higher or lower target operating ratio based on company-specific circumstances. 
2. The commission should continue using 93 as the target operating ratio. Staff believes that the existing target ratio of 93 percent results in cost-based, reasonable and sufficient rates in all but the most unusual circumstances. Companies should be free to offer alternative measures of reasonableness in rate cases. These alternative measures could be a rate base, rate of return calculation or an adjustment to the 93 percent ratio based on turnover or other measures.

Analysis shows the 93 operating ratio adequately supports a wide range of capital investment. A hypothetical company with a 50% debt / 50% equity capital structure, and using 7.75% cost of debt and 12.0% return on equity: a 93 operating ratio generates sufficient revenue to support $0.54 of investment for every $1.00 of revenue. The highest level of investment among the regulated companies is $0.88 per $1.00 revenue, and all other companies have less than half of that investment, ranging from $0.10 to $0.23 per $1.00 revenue.
 
OPTIONS TO IMPROVE THE 93 OPERATING METHODOLOGY

The commission could become more “precise” in setting rates by addressing the specific issues regarding current economic conditions and rewarding investment. That would require original research and analysis to develop a specific rate setting methodology for the auto transportation industry, similar to the Kosh methodology or the LG methodology used in the solid waste industry. That will take significant commission and industry resources.
Both the Kosh and LG methods were developed to improve the results of the simple 93 operating ratio methodology by approximating the effects of investment, capital structure and the cost of capital. The rate base rate of return methodology deals with those elements explicitly. It appears that the best possible improvements to the Kosh and LG methods would give the same results as the rate base rate of return method. The commission should consider whether it is appropriate to spend scarce resources to develop rate setting methodologies that, at best, approximate the rate base rate of return methodology. 

Staff believes additional analysis will show that companies with relatively high turnover ratios should operate at operating ratios higher (closer to 100) than 93, and companies with relatively low turnover ratios might need operating ratios less than 93. The following table shows estimated results for the different rate setting methods using data from each company’s last rate case. The results may not be accurate because staff did not verify data (rate base, capital structure, debt cost, etc.) that was not used by the operating ratio methodology. The following table shows some financial characteristics and approximations of different rate setting methods.
Table 1

Financial Characteristics Based On Each Company’s Last Rate Case

(NOTE: Results may not be accurate because they are based on unverified data (capital structure, investment, etc.) that was not used in the last rate case.)

[image: image1.emf]Company A Company B Company C Company D Company E Company F

Actual Rate Case OR 94.3% 95.7% 93.0% 94.2% 111.1% 98.8%

Kosh ? ? ? ? ? ?

LG 93.9% 93.1% 84.6% 99.1% 96.6% 96.7%

Rate Base ROR Est. 92.1% 93.6% 89.5% 91.9% 110.6% 98.0%

Adjusted to a 93 OR:

Investment per

$1.00 Revenue 0.18 $                  0.23 $             0.88 $             0.11 $             0.17 $              0.10 $                 

Turnover Ratio 5.51                    4.43                1.14                9.36                5.72                 10.36                  

(Rev / Investment)

Rate of Return 25.9% 21.9% 5.9% 45.8% 27.1% 51.0%

Debt Cost N/A 9.2% 6.6% 6.7% 2.8% 8.6%

Equity Return 25.9% 23.5% 5.1% NA 82.2% 104.0%


3. Fuel. The commission should separate fuel from the operating expense analysis. Companies maintain that fuel is a significant cost that they cannot control. Treating fuel as a separate rate "component," as a pass through, subject to an occasional true-up, is consistent with past commission practice. This is similar to similar to the recycling commodity true up in solid waste and the gas cost adjustment in energy.
4. Reduced Rates. The commission should allow companies to use reduced rates as published in the companies' tariffs and filed with the commission on one day's notice. 

5. The commission should not set the ratemaking methodology in rule. 

6. The commission should regulate rates to same the extent that the commission regulates entry. 
APPENDIX A

Revenue Requirement Methodology in the Bus Industry

The Commission has supported the operating ratio
 methodology to establish revenue requirement in the transportation industry for many years. Many hearings have been conducted in the various transportation industries in an attempt to determine the best revenue requirement method. The operating ratio methodology has been the unanimous favorite in this state. Although the operating ratios for the various transportation industries have been established in the 94-95 percent range, a 93 percent operating ratio has been consistently applied for the bus industry. There has not been a formal investigation into bus industry revenue requirement. The “93” operating ratio most likely came from a study done by the Interstate Commerce Commission in the 1940’s.

The operating ratio method has been favored by the Commission over the “fair rate of return” method used for utility ratemaking. The operating ratio methodology establishes a fixed margin. Margin is the complement of the operating ratio. For example, a 93 percent operating ratio generates a 7 percent margin.

In the late 1960’s the Commission voiced concern over the validity of the theory behind the operating ratio methodology for the general freight industry. They recognized the utility fair rate of return was not workable and not convinced the operating ratio methodology was the best method. They needed to find an objective and rational method of setting revenue requirement. 

The Commission retained David A. Kosh and Associates to analyze the industry and recommend a methodology. Mr. Kosh recognized motor carriers had a low investment per dollar of revenue. He felt the only reasonable approach to companies with a high turnover
 was to give them an opportunity to realize a reasonable margin over a given expense level would be the operating ratio methodology. Not just the way it had been previously applied but reevaluated and updated for the specific industry in question.

Mr. Kosh applied financial data from a population of 635 nonregulated (competitive) companies from several industries over a ten-year period. He tried various approaches to find a correlation between the companies. After several comparisons of various financial data, he finally looked at the comparison of revenue margin to turnover and found a high degree of correlation. He took the turnover ratios from the sample set of companies and found companies with similar turnover ratios had similar margins. With that, he now had a way of comparing the companies in the sample group and hopefully to the regulated companies in the industry being reviewed. The statistics were plotted and a curve established. The master curve generated by the turnover data points of the 635 companies now graphically showed the relationship between turnover ratios and margins. His conclusion was that as capital turnover increased revenue margin decreased and correspondingly operating ratio increased. The study indicated a competitive level revenue margin could be determined for a company on the basis of that company’s capital turnover.   

Having determined this basic relationship between margin and turnover, Mr. Kosh applied it to four types of Washington Trucking companies. He used the available 10-year data on 51 Washington carriers. He then calculated the capital turnover for each of the four groups and applied them to the competitive margin/turnover relationship to achieve an operating ratio for each of the four carrier groups.  

In 1988, the Commission voiced the same concern for the solid waste industry. Lacking a formal study, the “93” operating ratio was the standard for solid waste revenue requirement   Disposal fees were rapidly increasing which increased the margin for the haulers. They were making “free money” solely by the fact that they would get a seven percent return on the increased disposal fee. It was beginning to add up especially with King County increasing disposal fees 77 percent at the end of 1986. Coincident with the large King County increase and other large disposal fee increases around the state the Commission opened cause Number TG-2016 to reassess the current operating ratio methodology.  

The Commission retained the services of Richard Lurito and Kenneth Gallagher of Commonwealth Consulting Group. Mr. Lurito and Mr. Gallagher (L/G) were of the same opinion as Mr. Kosh. The traditional utility rate of return methodology would not work with solid waste carriers for the same reasons it did not work for the trucking industry. L/G based their approach on the fundamental margin/turnover relationship. Instead of analyzing many competitive companies as Mr. Kosh did, they gathered data on 198 regulated companies in seven regulated industries. They were of the opinion that solid waste companies were different from trucking companies. Trucking companies faced competition even though regulated. In many cases, between themselves. Solid waste companies face no such competition. Another modification to the Kosh approach was the development of four curves rather than one master curve. The 198 companies were divided into four groups based on their turnover. Instead of every company using the “93” operating ratio, there would be company specific operating ratios based on each company’s turnover ratio. This would encourage companies with high turnover ratios to invest in new equipment to lower the turnover and decrease the operating ratio. Companies with old fully depreciated high maintenance equipment could no longer enjoy a fixed return on the high level of expenses they incurred

Further investigation came about after curbside recycling programs were being implemented by King and Snohomish Counties. Implementing these programs required large investment by the hauling companies. The affected companies complained that the current L/G operating methodology did not fully compensate them for this large initial investment properly. Cause numbers TG-900657/658 were opened to address these concerns. Richard Lurito and Kenneth Gallagher were again retained to update their earlier study. The original operating ratio methodology was incorporated with some changes. First, the formulas were changed to reflect increases in the cost of equity from the study period (1968-1977) to 1990. Second, additional equations were incorporated to allow the capital structure and weighted cost of debt be entered
. Third, publicly traded companies would enjoy a 25 basis point (one quarter of one percent) decrease in the operating ratio for recovery of stock issuance costs and stock market volatility affecting access to capital
. 

Conclusion

There has never been a separate Commission hearing to determine revenue requirement methodology for the bus industry. The Kosh operating ratio methodology has been implemented for the freight industry (now deregulated) and the Lurito/Gallagher modified operating ratio methodology for solid waste. The rational for using an operating ratio methodology has been explained and supported in several Commission orders.   

.   

� NOTE: Results may not be accurate because they are based on unverified data (capital structure, investment, etc.) that was not used in the last rate case.


� Commission application of the operating ratio does not include interest or income taxes to compute margin.


� Turnover is simply operating revenues divided by average investment (rate base).  


� According to Messer’s. Lurito and Gallagher, interest rates were higher in 1990 that in the period 1968-1977. This modification allows for recovery of higher debt cost than the study period would allow.


� At the time of this order, Waste Management was the only regulated solid waste company with publicly trades stock.    
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RateCases

		

						Rate Case Summary:

								Permit				C-903				C-933				C-819				C-862				C-1077				C-975

								Company				Bremerton Kitsap				Wickkiser				Evergreen Trails				Pac. NW Ttransportation				Sea-Tac Shuttle				Shuttle Express

								Docket				TC-060432				TC-051012				TC-050056				TC-060264				TC-050250				TC-050371

												Total Company				Allocated				Allocated				Total Company				Total Company				Total Company

								Op. Ratio - %				94.3%				95.7%				93.0%				94.2%				111.1%				98.8%

								Net Op. Income				$   118,294				$   151,059				$   143,789				$   58,616				$   (35,873)				$   149,602

								Other Income/(Expense)				$   2,241				$   13,068				$   - 0				$   500				$   - 0				$   30,150

								Adj. Net Op. Income				$   120,535				$   164,127				$   143,789				$   59,116				$   (35,873)				$   179,752

								Interest Expense								$   7,948				$   35,798		est		$   7,263				$   1,374				$   60,194

								Taxable Income				$   120,535				$   156,179				$   107,991				$   51,853				$   (37,247)				$   119,558

								Fed Inc. Tax @ 34%				$   40,982				$   53,101				$   36,717				$   17,630				$   - 0				$   40,650

								Net Income				$   79,553				$   103,078				$   71,274				$   34,223				$   (37,247)				$   78,908

								Rate Base (RB) Investment				$   381,695				$   810,378				$   1,807,983				$   108,522				$   67,489				$   1,277,905

								Debt				0.0%				10.7%				30.0%				100.0%				74.0%				55.0%

								Equity				100.0%				89.3%				70.0%				0.0%				26.0%				45.0%

								Rtn on RB Investment				20.8%				13.7%				5.9%				38.2%				-53.2%				10.9%

								Return on Equity				20.8%				14.2%				5.6%				N/A				-212.3%				13.7%

						Calculations:

								Revenue at filed OR				$   2,075,333				$   3,488,661				$   2,055,891				$   1,003,699				$   322,889				$   12,466,833

								Expenses				$   1,957,039				$   3,337,602				$   1,912,102				$   945,083				$   358,762				$   12,317,231

								OR		0.93		0.93				0.93				0.93				0.93				0.93				0.93

								Rev				$   2,104,343				$   3,588,819				$   2,056,023				$   1,016,218				$   385,766				$   13,244,335

								NOI				$   147,304				$   251,217				$   143,922				$   71,135				$   27,004				$   927,103

								Adjt'd NOI				$   149,545				$   264,285				$   143,922				$   71,635				$   27,004				$   957,253

								Interest Expense				- 0		- 0		7,948				35,798				7,263				1,374				60,194

								Taxable Income				$   149,545				$   256,338				$   108,124				$   64,372				$   25,630				$   897,059

								F.I.Tax @ 34%				50,845				87,155				36,762				21,887				8,714				305,000

								Net Income				$   98,700				$   169,183				$   71,362				$   42,486				$   16,916				$   592,059

								NIBFIT				149,545				264,285				143,922				71,635				27,004				957,253

												0.07				0.07				0.07				0.07				0.07				0.07

								Rtn on RB Investment				25.9%				21.9%				5.9%				45.8%				27.1%				51.0%

								Prime				5.75%				5.75%				5.75%				5.75%				5.75%				5.75%

								Risk Adj. -bassis pts		200		2.00%				2.00%				2.00%				2.00%				2.00%				2.00%

								Debt				7.75%				7.75%				7.75%				7.75%				7.75%				7.75%

								Equity

								Actual				100.00%				89.3%				70.00%				0.00%				26.00%				45.00%

								Return on Equity				25.9%				23.5%				5.1%				NA				82.2%				104.0%

								Hypothetical

								60%				37.9%				31.3%				4.7%				71.2%				40.0%				79.9%

								50%				44.0%				36.0%				4.1%				83.9%				46.5%				94.3%

								40%				53.0%				43.0%				3.2%				103.0%				56.1%				116.0%

								Rate Base				$   381,695				$   810,378				$   1,807,983				$   108,522				$   67,489				$   1,277,905

								Revenue				$   2,104,343				$   3,588,819				$   2,056,023				$   1,016,218				$   385,766				$   13,244,335

								Rev / Rate Base				5.51				4.43				1.14				9.36				5.72				10.36

												Bremerton Kitsap				Wickkiser				Evergreen Trails				Pac. NW Transp.				Sea-Tac Shuttle				Shuttle Express

						Summary Data:

												Company A				Company B				Company C				Company D				Company E				Company F

								Actual Rate Case OR				94.3%				95.7%				93.0%				94.2%				111.1%				98.8%

								Kosh				?				?				?				?				?				?

								LG				93.9%				93.1%				84.6%				99.1%				96.6%				96.7%

								Rate Base ROR Est.				92.1%				93.6%				89.5%				91.9%				110.6%				98.0%

								ROR - est.				21.9%				14.6%				6.1%				38.2%				-53.2%				10.9%

								Adjusted to a 93 OR:

								Investment per

								$1.00 Revenue				$   0.18				$   0.23				$   0.88				$   0.11				$   0.17				$   0.10

								Turnover Ratio				5.51				4.43				1.14				9.36				5.72				10.36

								(Rev / Investment)

								Rate of Return				25.9%				21.9%				5.9%				45.8%				27.1%				51.0%

								Debt Cost				N/A				9.2%				6.6%				6.7%				2.8%				8.6%

								Equity Return				25.9%				23.5%				5.1%				NA				82.2%				104.0%

										i		7.75%		i		9.17%				6.60%				6.69%

								Adj. NOI				$   120,535				$   164,127				$   143,789		$   - 0		$   59,116		$   - 0		$   (35,873)		$   - 0		$   179,752

								interest				11,833				29,712		- 0		47,731		- 0		7,263				1,374				60,194

								Taxable Income				$   108,702				$   134,415				$   96,058		$   - 0		$   51,853		$   - 0		$   (37,247)		$   - 0		$   119,558

								FITx @ 34%				36,959				45,701				32,660		- 0		17,630				0				40,650

								Net Income				$   71,744				$   88,714				$   63,398		$   - 0		$   34,223		$   - 0		$   (37,247)		$   - 0		$   78,908

								NI + Interst				$   83,576		$   - 0		$   118,426		$   - 0		$   111,129		$   - 0		$   41,486		$   - 0		$   (35,873)		$   - 0		$   139,102

								Rbase				381,695		- 0		810,378		- 0		1,807,983		- 0		108,522		- 0		67,489		- 0		1,277,905

								Rtn				21.9%		0.0%		14.6%		0.0%		6.1%		0.0%		38.2%		0.0%		-53.2%		0.0%		10.9%

								RateBase		D		152,678		- 0		324,151		- 0		723,193				$   108,522				49,942				702,848

										E		229,017		-0		486,227		-0		1,084,790								17,547				575,057

												381,695				810,378				1,807,983		- 0		108,522		- 0		67,489		- 0		1,277,905

								Net Op'				$   118,294		$   - 0		$   151,059		$   - 0		$   143,789		$   - 0		$   58,616		$   - 0		$   (35,873)		$   - 0		$   149,602

								Interest				11,833		- 0		29,712		- 0		47,731		- 0		7,263		- 0		1,374		- 0		60,194

								Taxes				36,959		- 0		45,701		- 0		32,660		- 0		17,630		- 0		- 0		- 0		40,650

								Exp				$   1,957,039		$   - 0		$   3,337,602		$   - 0		$   1,912,102		$   - 0		$   945,083		$   - 0		$   358,762		$   - 0		$   12,317,231

												$   2,124,125		$   - 0		$   3,564,073		$   - 0		$   2,136,281		$   - 0		$   1,028,592		$   - 0		$   324,263		$   - 0		$   12,567,677

												92.1%		0.0%		93.6%		0.0%		89.5%		0.0%		91.9%		0.0%		110.6%		0.0%		98.0%
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bcolbo:
Startup 1st year of operations

bcolbo:
Carnival Cruise Lines,
parent company
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						2005 Annual Reports

								Permit				C-903				C-933				C-819				C-862				C-1077				C-975

								Company				Bremerton Kitsap				Wickkiser				Evergreen Trails				Pac. NW Ttransportation				Sea-Tac Shuttle				Shuttle Express

												Total Company				Total Company				Total Company				Total Company				Total Company				Total Company

								Op. Ratio - %				95.1%				99.0%				Not Available				Not Available				84.8%				99.5%

								Net Op. Income				$   104,444				$   46,658												$   92,476				$   63,994

								Other Income/(Expense)				$   84,615				$   - 0				$   - 0								$   (3,443)				$   153,143

								Adj. Net Op. Income				$   189,059				$   46,658				$   - 0				$   - 0				$   89,033				$   217,137

								Interest Expense								$   - 0																$   60,194		est

								Taxable Income				$   189,059				$   46,658								$   - 0				$   89,033				$   156,943

								Fed Inc. Tax @ 34%				$   52,377		actual		$   7,038		actual						$   - 0				$   30,271				$   6,422		actual

								Net Income				$   136,682				$   39,620								$   - 0				$   58,762				$   150,521

								Rate Base				$   381,695				$   810,378																$   1,277,905

								Debt				0.0%				10.7%				30.0%				100.0%				unkwn				55.0%

								Equity				100.0%				89.3%				70.0%				0.0%				unkwn				45.0%

								Return on Investment				35.8%				4.9%				0.0%				0.0%				0.0%				16.5%

								Return on Equity				35.8%				5.5%				0.0%				N/A				0.0%				26.2%
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bcolbo:
Carnival Corp., CCL
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