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The following is an excerpt from the Texas Coop Power Magazine from September 2009.

Message from the Manager:  What Goes Into A Rate Decision?
Since the day cooperatives were able to energize lines 60-75 years ago, a local board of directors has been responsible for establishing rates.    The process of setting or changing rates is not guesswork. There must be several steps and calculations made to ensure the rates are accurate, fair and reasonable.  


Calculating Margins



Heart of Texas Electric Cooperative is a non profit corporation.  Margins for a cooperative are much different from those of an investor owned utility (IOU).  Margins make up part of the cash flow cushion it takes to successfully run a business.  An IOU would consider a margin profit and may reinvest part of the profit in order to provide this cushion.  They would then pay the rest of the profit out to shareholders.  A non- profit cooperative reinvests part of the margins and returns the remaining returns to its members.  For Heart of Texas EC, margins are interest-free monies “borrowed” from its members.  It is borrowed in the sense that it’s not returned to members as soon as it’s earned.  The coop will use the money for several years before returning it as capital credits.  
Maintaining margins is extremely important.  Without margins, the coop is not eligible to borrow money.  If margins are considered adequate, a coop is eligible to borrow money at a lower interest rate than if its margins are inadequate.  Without margins, the coop can be short of cash when disaster strikes.  A coop would be unable to pay out capital credits.  They would be unable to pay off loans or build the equity necessary to keep operating.
  

Calculating Revenue per Class

Rate classes among coops do not share the same name nor do they share the same need.  In general, Heart of Texas sets a rate for residential customers, a different rate for small commercial and/or industrial consumers.  



The revenues from a certain rate class have to allow HOTEC to pay the expenses associated with that rate class.  For example, if an industrial load in one area is so great that another substation is required, the revenue has to be enough to pay for the substation.  Payoff cannot take longer than the 
number of year’s industrial customers is likely to need the substation.  The ideal rate situation is one in which each rate class pays its own way without rate classes subsidizing one another.  
  
Often time’s subsidies are a result of risk.  Some rate classes are inherently more risky to service than others.  Residential consumers, for example, do not come with a lot of risk.  Their demands are fairly low, consistent and generally stable.  Commercial and industrial accounts can present more risk. Their demand for electricity can be much higher than a residential account.  They may require more infrastructures and can put coop resources at risk.


Calculating Revenue per Customer

The costs to serve members are broken into three categories.  Demand related costs are the costs associated with large amounts of electricity or fluctuation of the amounts of electricity.  Energy related costs vary according to the actual kilowatt-hours used.  These costs are a portion of the electricity generated.  Generation costs are billed to the distribution coop from the generation and transmission cooperatives (G&T).  Energy related costs are usually just a percentage of the wholesale power costs billed by the G&T.  Customer-related costs include everything which is necessary to serve electricity to a consumer, excluding demand and energy charges.  These costs would include meters, poles, distribution lines, transformers and any other cost that would pertain to providing electricity to the consumer.
 

Once upon a time, the customer charge was artificially low.  This benefited those consumers who didn’t use very much electricity, or only occupied their homes for a few months out of the year.  Those who used a lot of electricity subsidized those who used a little.  This wasn’t a problem initially, because there weren’t a lot of seasonal or irrigation accounts.  Life, however, has changed since the 1930s and1940s, when most Texas cooperatives were formed.  Now both types of accounts are common.  Many coops have made the necessary adjustments to the customer change so all consumers are paying their own way, or at the least, being subsidized much less.
 
Review & Adjust Line Extension Policies


Line extension is the term used to describe building a power line out to a new service.  If someone buys a piece of land four miles from the nearest power line, and would like electricity service on that land, they will have to pay the coop to add four miles to the exiting power line.  How this construction is paid for is covered by Hotel’s line extension policy.  


Line extensions have an impact on the coop’s capital credits repayment schedule, equity management, cash flow and credit worthiness.  The coop should not absorb a greater expense than what the margins will recoup from the consumer over the life of the service.   The appropriate balance is what the board develops as a line extension policy.  These policies vary according to rate class.  A more expensive line built for a shorter-lived business must cost the new account more than a less-expensive line built for a long lived property.

Review Results Regularly


Rates should be reviewed monthly, bi-monthly or quarterly, along with expenses, to ensure that the necessary balance for each rate class is being achieved.  Changes in interest rates, a damaging winter storm and increased maintenance costs are some of the issues that can warrant a rate adjustment if they weren’t anticipated adequately when rates were developed.  Changes in board philosophy can also affect rates.  Increasing electricity sales was the goal of most boards in the early days of rural electrification.   Conservation is the new motivation.  


A board driven to conserve can make it expensive to use more than a specific amount of electricity each month.  A board motivated to flatten peak loads can make it expensive to use electricity during certain times of the day.  


Rate Changes are Last Resorts

Despite the possibilities, boards are reluctant to change rates.  They resist until there is solid evidence that no other options exist.  Rate developments are complicated.  It requires a good understanding of the basic finances of the coop, the financial situation of the membership in general and the financial health and outlook for the community as a whole.  Perfect rates are not possible.  A complete absence of subsidies between classes and sometimes between members within one class is also rare.


Learn as much as you can

     
Members are welcome to ask questions.  Wholesale rates are set by the board members at each generation and transmission cooperative.  HOTEC’s generation and transmission provider is Brazos Electric Cooperative.  Retail rates are set by the board members at each distribution coop.  Distribution cooperative directors have a smaller voice at the G&T level, but they do have a voice.  The most important characteristic of a distribution cooperative such as HOTEC is local control.  What does that mean?  It means that input from our membership is valued.  If you have a question or comment doesn’t hesitate to speak up.  A great opportunity to ask questions or voice your opinion is quickly approaching.  The Heart of Texas 2009 Annual Meeting will take place next month on October 20th.  The Heart of Texas Board of Directors and other members of the Heart of Texas staff will be available to answer your questions.  Don’t miss your chance to be heard.
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