
State of Florida 

DATE: 

TO: 

FROM : 

.AGENDA: 

t)ublit 6trbitt (ommt~~ion 
CAPITA,LCIIICU:OffiCE C f.'IITOI • 15M! S ll liMAIW 0 AI( BolrL£\ ARO 

TAU.AIIAS.~t:Jt:, FI..OIUDA JlJ99-0SSO 

-M-E-M-O-R-A-N-D-U-M-
RECEIVED 

JUN - 4 1998 
JUNE: 4 , 1998 f(}.:C.!J 

~ f>SC Records/Reponmg 
DIRECTOR, DIVISION OF REC~~DS AND REPORTING (BAY0) 

DIVISIOiJ~F AUDITING AND FINANCIAL ANAI.YS!S (Lf:STf:R , f/1~ 
g~i~~bN OF WATER AND WASTEWATER (K~~~~~ ~j?fr!~ 
DIVISION OF LEGAL SERVICES (VACCAROL/\f~J ~ " 

DOCKET NO . 980006-WS - WATER AND WASTEWATER I NDUSTRY -
ANNUAL REESTABLISHMENT OF AUTHORI ZED RANGE OF RETURNS ON 
COMMON EQUITY OF WATER AND WASTEWATER UTILITIES ; PURSUAtiT 
TO SECTION 367.081(4) (f) , FLORIDA STATUTES . 

06/16/98 - REGULAR AGENDA - PROPOSED AGENCY ACTION -
INTERESTED PERSONS MAY PARTlClPAT!i: 

CRITICAL DATES : FINAL DECISION BY THE END Of 1998 

SPECIAL rNSTROCTIONS : NONE 

FILE NAME AND LOCATION : S : \PSC\AFA\WP\980006 . RCM 

OOCUHflll ' • ""• R·C ATE 

0 6 0 2 0 JUII -4 :. 

j • -' 



Docket No . 980006-WS 
Date: June 4, 1998 

PISCOSSION OF ISSQES 

ISSQE 1: What is t he a ppr opriate range of 
for water a nd wast ewater utilities 
367.081(4 ) (f), Florida Statutes? 

returns on common equity 
pursuant to Section 

~: Staf f recommends t hat the Commission continue with 
t:he cut·rent leverage formul a . Based on the curre nt range of 
returns on equity autho r i zed by the Commission for other regulated 
u tilities, the 9 . 21\ to 10. 46\ range 'f returns indicated by the 
~urrent l ever age formula approved in Order No. PSC-97-0660-FOF-WS, 
issued June 10, 1997 , in Docket No. 970006 - WS, is still reasonable 
for WAW utili t ies . 

The curren t formula is : 

Return on Common Equity • 8.38\ .;. 0.832/Equity Ratio where the 

Equity Ratio • Common Equity I (Common Equity • Preferred 
Equity .;. Long-Term and Short-Term Debt) 

Staff fu r ther recommends that the Commission 
authorized return on common equity (ROE) to a max imum of 
all equity ratios of less than 40\ to discourage 
financial risk. (LESTER, DRAPER) 

limit the 
10.46\ for 

imprudent 

STAff ANALXSIS: Section 3 6 7. 081 I 4 J (f) • Florida Statutes, 
authorizes the Commission to establish a leverage formula to 
calculate a reasonable range of returns on equity for water and 
·wastewater (WAW ) utilities . The Commission should establish this 
leverage formula not less than once a year. 

The Co111mission l ast established the WAW leveraoe formula in 
Order No. PSC-97-0660-FOF-WS, and staf f believes that this leverage 
formula is still appropriate. The Commission has not changed the 
a llowed return for any· telephone, natural gas. or electric utility 
in the past 18 months. Only one ROE decision was rendered in 1996. 
In Order No . PSC-96-1404-FOF-GU, issued November 20, 1996 , in 
Docket No . 960502-GO, the Commi ssion maintained the same ROE of 
11.3\ approved in the previous rate case in Order No. PSC- 94-1570 -
FOF-GU, issued December 19, 1994 , in Docke t: !lo. 94 0276 - CU. Onl y 
two ROE decisions were rendere d in 1995. In Order No. PSC-95-0518-
FOF-GU, issued April 26 , 1995, in Docket No. 940620 -GU, the 
Commission approved an increase in the ROE for Florida Public 
Utilities Company from 11.0\ to 11.4t. In Order No. PSC-95-0580-
FOF-EI, issued May 10, 1995, in Docket No. 950379-EI . the 
Commission approved an increase in the ROE f or Tampa Electric 
Company from 11.35\ to 11 . 75\. 
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In staff's opinion, the range of r eturns of 9.21\ to 10.4&\ 
i ndicated by the current leverage formula i s still reasonable for 
WAW utilities. Staff believes the current authorized leverage 
formula should remain in effect because it produces results that 
are consistent with the currently authorized ROEs ranging from 
11. 0\' to 12. 0\' in the electric and gas industries . Therefore, 
staff recommends that the Commission continue with the current 
l everage tormula for determining the allowed returns f or WAW 
utilities. 

Staff has recommended the leveragP. formula remain unchanged 
from one year to the next on three pre.ious occasions. In Order 
No. PSC-93-1107-FOF-WS , issued July 29 , 1993 , in Docket No . 93000&
WS, the Coftlfil.ission denied staff's recommendation and approved the 
updated version of the leverage formula. In Order No. PSC-96-0729-
FOF· WS, issued May 31, 1996, :n Docke·t No. 960006 - WS, the 
Commission approved staff's recommendation to leave the al lowed 
leverage formu l a in place . Last year, the Commission denied 
staff's r ecommendation and approved an updated leverage formula by 
Order No . PSC-97-0660-FOF- WS . 

Though staff recommend, the current leverage formula remain i n 
place, staff has provided, in the attached schedules, the most 
current information available for determining an updated leverage 
formula . The determination of an updated leverage formula results 
in the following formula: 

Updated Leyerage Formula for 1998 

Return on Common Equ1ty • 7.72\' • .952/Equi ty Ratio 

The above formula produces a range of e. 67\' to 10 . 10\. The 
midpoint of the updated range r epresents a decrease of 45 basis 
points when compared to the midpoi nt o f the current range. 

In developing the updated leverage formula, staff relied on 
the same methodologies used in the leverage formula docket since 
1995. In Docket No. 950006-WS, following two workshops on the 
lev~rage formula , the Commission revised the methodology for 
calculating the leverage formula. The difference between the 
existing leverage formula and the updated formul a is the result of 
changes i n underlying market conditions ; tha t is, changes in bond 
yields and required rates of return. 

The basic assumpt ions remai n unchanged from the previous three 
years and are ao follows: 

1) Business risk is similar for all WAW ut ilities . 
2) The cost of equity is an exponential function of the 

equity ratio. 
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3) The marginal weighted average cosc of investor capital is 
constant over the 40t to lOOt equity ratio range. 

4) The cost rate at an assumed Moody's Baa 3 bond r a ting , 
plus 25 basis points, represents the average marginal 
cost of debt to a Florida WAW uti l ity over a 40t to 100 \ 
equity ratio range. 

In the leverage .formula, t he 10 . lO t return on common equity 
can be divided into three segments. First , a 9.15t ROE is derived 
by averaging the results of two Discounted Cash Flow (OCF) 
analyses, a Risk Premium analysis, and a Capital Asset Pricing 
~odel (CAPMl analysis. Staff assigned or• third weight to the 
average of the two DCF analyses, one t hird weight to the Risk 
Premium analysis, and one third weight to t he CAPM analysis. 

The OCF models are applied to an i ndex of publicl y traded WA.W 
utilities. The difference between the two applications is one 
version rel ies on hi storical growth rates and the other version 
relies on projected growth r a tes . Before 1995, only a OCF analysis 
usi ng histor ical growt h rates was used because of a lack of 
projected financial i nformation on publicly traded WAW utilit ies . 
(See pages 3- 4 of Attachment 1) 

Staff has added one refinement i n calcula ting the historical 
OCF result. In the past, the result was the simple average of the 
calculated returns on equity for the si x companies in the index. 
In calculating the current histori cal DCF' r esult, staff used a 
weighted average weigh ted by market capital i zat ion. This provides 
a resul t more closely related to the stock market. 

The Risk Premium model is applied to an index o C publicly 
traded natural gas utilities . For past risk premium analyses. Jnd 
for calculation of the current leverage formula , staff adjusted the 
leverage f ormula to reflect the difference in risk between WA.W 
utilities and natural gas utilities. Staff calc ulated this 
ad j ustment using the difference between the ~verage beta of the WA.W 
and natural gas indices and the prospective market risk premium 
determined in staff's CAPM analysis . This ad justment is made t o 
compensate for the perceived difference in risk between the index 
of natural gas utilities and the inde~ Qf WAW utilities. 

The Commission noted in Order No. PSC-95-0982 - FOF-WS, issued 
.Augus t 10, 1995, in Docket No . 950006- WS, that this ad justment 
could be negative in t he future if the average beta for the uatural 
gas index were to rise above the average beta for the WAW index. 
and once this change was adopted, this ad j ustment would be made 
whether the risk differenti al adjustment was positive or negative. 
The average beta for the natural gas index has risen above the 
average beta for the WAW index. Thi s makes 'the adjustment nega tive 
-whereas it was positi 'Ve when the Commission initia t ed jt. Staff 
believes the Commission should no longer make this ad justment. The 
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original i ntent of the adj ustment was t o allow fo r the i ncreased 
risk of WAW utilities compared t o natural gas util ities. Since the 
current betas for each index do no t indicate WAW utilities ar.: 
riskier, the adjustment should be dropped. The refo re, as presented 
on Attachment 1, page 1 of 10, staff d i d not make this risk 
differential adjustment . 

Finally, a CAPM analysis is performed. This return is based 
on the market return for all dividend -paying stocks followed by 
Value Line, the yield on the 30 yea r Treasury bond pro jected by 
Blue Chip Financial Forecasts, and t he average beta of the WAW 
utilities followed by Value Line. (See page 6 o f Attachment ll 

After the ROE for the i ndices is determined , a bond y ield 
differential adjustment of 45 basis points is added t o reflect the 
difference in risk between the i ndices of companies used in the DCF 
and Risk Premium models and an average WAW u t ility in Florida. 
Next, a private placement premi um o f 25 basis points is added to 
recogni ze that Florida WAW utilities do not have access to the 
public debt and equity markets. Finally, an ad j ustment of 25 basis 
points i s added to reflect the requir ed r etur n on equity at a 40\ 
equity ratio . (See page 1 of Attachment 1) 

The bond yield d if feren tial ad justment o f 45 basis points is 
comprised of the bond yield differential bet ween the y ield on Al 
rated bonds and the yield on Baa3 -rated bonds. !See page 8 of 
Attachment 1) The Al rat i ng is the average bond rating fo r both 
the natural gas i ndex and WAW index and the Baa3 rating is the bond 
rating assumed for t he average WAW utility in Florida. Baa3 is the 
lowest possible rating for investment grade bonds. 

The private placement premium of 25 basis points is added t o 
recogni:l:e that , because of their small size, a lack of 
ins t itutional interest i n t he i r securities , and the lack of 
liquid ity of their issues, Florida WAW utilities must rely on the 
private placement market to obtain capital. This prem i"'!l is based 
on the result s of surveys of participants in the private placement 
market conducted by staff and a r eview of the financial literature. 

The fina l 25 basis point adjustment represents the difference 
between the required ROE at a 40 . 0t equity ratio and the required 
return at the average equity ratio for the indices of WAW utilities 
and natural gas ut ilities of 44 .57t. (See pages 9- 10 o f Attachment. 
1) Using the most recently available capital structure for the 
index of publicly traded WAW utilities and the i ndex o( natural gas 
utilities as a pr oxy fo r t he capital structure of an average WAW 
utility in Florida, staff calculates the marginal cost of investor 
capital for an average WAW utility in Florida to be 8.67 \ . 
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In summary, staff recommends the authorized range of allowed 
ROEs for WAW utilities remain unchanged based on the following 
formula: 

Return on Common Equity • 8.38\ + 0 . 832/Equity Ratio 

We further recommend the authorized ROE be limited 
maximum of 10.46\ for all equity ratios of less than 40\. 
l everage formula maintains the range of returns approved in 
No. PSC-97-0660-FOF-WS. 

ISSQE 2: Should this docket be closed? 

to .a 
'!'his 

Order 

RECOMMBNPATION: No, upon expiration of the protest period, Lhi.s 
docket should remain open. (VACCARO) 

·STAPP ANALXSIS: Upon expiration of the protest period. 1f a timely 
p rotest is not received, this docket should remai n open. This will 
allow staff to monitor the movement in capital costs and to 
readdress the reasonableness of the leverage formula as conditions 
warrant. 
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Attac hme nt 1 
Page 1 o f 10 

SUMMARY or RISOLTS 

Leyeraqe fo rmula Update 

(A) DCf ROE for Water lndex (K i sto d c al) 

(B) DCF ROE for Water Inde x (Projoc~od) 

(C)Risk Premium ROE t or Gas Index 

(D)Gas Index premium 

(E)CAPM ROE f or Water Index 

7\VERAGE I ( ( (l\+Bl /2) ·• (CtD) +E) /31 

Bond Y1 e ld Differential 

Private Placement Premium 

Adjustment to Reflect Required Equ ity 

Return at a 40\ Equity Ratio 

cost of Equity for Ave r age Flo r ida WAW 

Utility at a 40% Equity Ratio 

1.2..2& l.lll 
10 . 32\ 9 . 28 % 

9 - 13'1. 8 . 66% 

9 . 57% 9 . 52\ 

• 4 4'!. ( . 24) ~ 

10 . !7% 10 . 2 3% 

9 . 97% 9 . 49% 

• 49% • 49% 

. 25% . 25'e 

. 29% . j!3¥. 

11. OOi I 0 . 4 t)% 

1997 Leverage formyla (Currently i n effect) 

Return on Common Equity 

Range of Returns on Equity 
- 8 . 38'1. • , 832/ER 

9 . 21\ - 1 0 .4 6% 

1998 Leverage fo rmyla (Upda ted ! 

Return on Common Equity 

Range of Returns on Equity 
--

7. 72\ • . 952/ER 

8 . 67\- lO . lOt 

l.2ll 
9.96\ 1 

8. 3<\ % 

8 . 80% 

'l , 4 6~. 

9 . 1'H 

. 4!> '6 

. 25'6 

. 25~ 

10 .1 n~ 

11999 DCF ROE for Water Index calculated usi ng h~s toocal 
data we ighte d by Ma r ket Capi t a l izati o n amo unts las t ed i n Vn l •• ~ 
!.inc. 

1Gas I ndex premium discontinued due to its nega t ive nffcc l on 
ROE 
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Marginal Cost of Investor Capital 

Capital Component 

Common Equity 

Total Debt 

Ayer a qe Water and Wastewater Utility 

Marginal 

Ratio Cost Bate 

44. 57% 9 . 85% 

~~' ~ J! 1. 72\ 

100 . 00% 

Attachment 1 
Page 2 of 10 

Weighted 

~arginal 

Cost Rate 

4.39'6 

4, 28~ 

8 0 67'!. 

A 40\ equity ratio is the floor for calculating the required return 
on common equity . The return on equity at a 40\ equi t y ratio e 

7 . 72\ + 0 . 952/ .40 - 10 . 10\ 

Marginal Cost of rnvestor Capital 

Ayerage Water & wastewater Utility at 40% Equity Ratio 

Capital Comp~oeot 

Common Equity 

Total Debt 

Ratio 

40 . 00% 

f;jQ,QQ:i 

100.00\ 

Marg inal 

Cost Rate 

10 0 1 0% 

7 0 72% 

Weigh Led 

Mol rg 1 n,ll 

Cost Rilt:,e 

4 . 041 

1' 6J~ 

e.Gn 

\~here: ER • Equity Ratio • Common Equity/(Common Equity + Preferred 
Equity + Long-Term uebt • Short-Term Debt) 

Assumed Baa3 rate for April 1998 plus a 25 basis polnt pr1vat e 
placement premium . 

Source : Moody ' s Credit Perspectives, 5/04/98 
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M"l\'VAL 

RAn oF 
OIAl<CE 

Amtrk .. 'WI ItrWorb 9.50% 

Aqaarioa Compa•J 1.50 

Califcwala WaJ·rr Str. Ca. 4.00 

COaJ• .. rn W1t·u Co. J.50 

, , .. <l.tploO. Sob. c..,. l.!O 

U•ilrd Waitt' Rao.rttt uo 
Aw-rntt l.9l% 

DCF An&Jytis: 

Ct !IIUNT 

0(1) 
A\'C. 

Sroo: 
l'o.ocr; 

S0.90 $:)0.66 

1.67 Jl.!O 

1.11 17.5..1 

IJ6 ZOA5 

0.67 l l.DJ 

O.f4 17A7 

S UI9 $14.9-4 

K 

0(1) 

P(O) 

D 0(1)/P(O) + a - lnveston' "'!Uirod rate or rerum 

• Cumnc Dl•ldcrld 1998 • a 

• Current •rock price • April 1998 ucraac .,ock price 

RLQo.. 
RO& 

11.17% 

6.55 

7.19 

?.# 

S.$9 

7.77 

UA'!I. Total 

I • llislorlcal arowth In dJ..,.IdcodJ • ;.,...1 Ra1< uf Chana• · l'u• 10 ycm. 

Soun'c : S..!Xkr4 A ~'~>or's SJ«k l()uldc. Miy 1998: CuOTciU Oivldcnd. Stock Price 
Value l.h\C S/8198: AMual R.a1< "' Chlnae. Mar~cl Capnal 
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MAU~:T 
CAPITAL 

W UCIITCD 
ROE 

(MU-) 

$1400 6.30% 

115 O-l4 

Jl5 0.6!1 

175 0.;!? 

550 o.n 
6J~ I . IJ 

S4JOO 9.96'.4 
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An.•c hmonl 1 
P3gr 4 or 10 

COST OF £0U!TY fOR WATER INDEX COMPA!H ES 

DI SCOUNTED CASH FLOW MOO£~ 

CO&l , EOf..WTV 

taX: VAWI LHI """llll VTU1'I tHDUfTWY 

....... ·- - •• ...... ----·-COIJPAHY OM OM 11M ,,.,,. D'S< "'* 0101 .. CiliA• - ·~ 
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~2· .19 Aprt l 1998 ,avoroqe stock. pr t r f" l n:tu l t t l o t a I. 1oh •·o,..L:ot , ' : 

8.)9\ 

Soux ces: 

PoCJ - Ccl 

Cost ot equity required to I!Wt.tch the c urtom. stock prl , ,• 
w 1 th tho expected c.• sh t 1 ow:t 

1. Stock Prices- S' P Stock Guido , KAy 1998 ~dl < l on 
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Ri;2!s PrPmiurn CO.st gt &IDJ1tY Cor HoosJy' i' ttat urp I ,..~ 

p l st r Unat 1 on 1 ndftx 

Eocl~ted Monthly Rl•k Premium 

Blue Chip forecast ror lO•Year Troa!ury Dond 

source;~: 

I l l Pago 9 ot Attachment I 

12 1 Bluo Chlp financia l f o rQcaat•, Hay I, 1•58 
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SOu rc:o: 

Capitol A:u.ot Pris:tng Mgq~) C"Jl:'t: o! [ 9'\11\\' t n r 
Wat~r and WtstgYtttr lndyptry 

CAPH onaly5la Cormula 

K Rf' • Bota IHR • RFI 

K lnvoslor ' s roqul rod cat"' of return 

At tuchrnnttt l 
PMtf't b o ! 1 II 

llF Rlak·CtGfJ rate CBlue Chip ro rocaal Cor )0-yoor Tn.!ll~u~ y DOudt 

Beta Ho •ure o ! lndustry.-apoclfi c r iak CAvo r11on tor W4t ••& 

utl11tlo5 t ollowed by Value Llnol 

Market ceturn 

1..1.U - ~.90 1 • -~9111.9 4\ - :..•0\1 

Bluo Cn lp Fln•ncal f'orecuu, H.>y 1. 1998 
Value Sereon, Kay 1998 
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12/31197 Equity Ratios ofWater Index Companies 

Book Value Convnon Convnon 
Per Shan! Shares Equity 

Outstanding 

(millions) (milicns) 

American Waw WOtks $14 31 $79.99 $1.144.70 

Aqua/ion~ $1826 $7.33 $13390 

Cafifomia Wa'lt!r SeMc:e Co. $1300 $12 62 $164.00 

Consumt111 waller Company $12.11 $8 99 $108.90 

Philadelphia SUburban Corp $7 39 $2750 $203.20 

Unlted Waller Resource $11 53 $3629 $418.50 

pate Commgn S/Ja.w OII!Siitldi!JQ WH \lelermlnesllrt Yall!!ll.lne 
American waller WOtks 03108198 

03/11198 
03102J98 
12131197 

Consumers Water Compa;~y 

Philadelphca Suburban Corp 

All Others 
Source Vakle l.Jne Investment Sur.oey, Edlbon 9 • May 8, 1998 

- 15 -

Total Debt 

(millions) 

$2,030.70 

$165.40 

$151.70 

$196.60 

$249.60 

$705.60 

Preferred 
Equity 

(minions) 

$98.00 

$0.00 

$350 

$1.10 

$2.80 

$95.60 

Average 

Attachment 1 
Page 9 of 10 

EqwtyRabo 

34.97% 

44 73% 

5139% 

35.52% 

44.60% 

34.31% 

40.92% 
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12/31/97 Equity Ratios of Natural Gaa Index Companies 

Book Value Common Common 
Per Share Share Equity Outstanding 

(minions) (milions) 

Atlantl Gas & Light $10.99 $56.-46 $620.50 

Bay State Gas $17.35 $13.52 $23..SO 

KeySpan Energy Corp $19.09 $51.16 $976.60 

Indiana Enefvy $12.96 $22.59 $292.80 

laclede Gas $14.26 $17.59 $250 90 

Nontlwest Natural Gas $16 00 $22.78 $364.50 

Peoples Ene!vY $20.43 $35.23 $719.70 

W3:slmg1on Gas & Light $13.48 ~3.64 $588.20 

~mmon Sl!ares Outstanding was determined by Valve Line 
Laclede Gas 02/11198 

11107197 
01131198 
12131197 

No<lhwest Nalural Gas 
Peoples Energy 
AIO!hers 

Soun:e: Value Line Investment Survey. EdillOil 9 • May 8. 1998 

- !6 -

Total Debt 

(mHilont) 

$810.50 

$329.00 

$80040 

$241.00 

$306.60 

$401.30 

$587 50 

S57UO 

Prefem!d 
Equity 

(millions) 

$118.80 

~.90 

$0.00 

$0.00 

$2.00 

$37.40 

$0.00 

$28.40 

A...erage 

Attachment 1 
Page 10 of 10 

Equity Ratio 

.0.04% 

.1.27% 

54.96% 

54.85% 

44.84% 

45.38% 

55.06% 

49.40% 

48.22% 

' 
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