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BEFORE THE FLORIDA PUBLIC SERVICE CON:t1ISSION 

In re: Annual Reestablishment of ) 
authorized rate of return on common ) 
equity of water and sewer utilities, ) 
pursuant to Section 367.081(4)(f), ) 
Florida Statutes ) 

DOCKET NO. 900006- WS 

ORDER NO. 233 18 

ISSUED: 8- 7- 90 _________________________________ ) 
The following Commissioners participated in the dispositi o n 

of this matter: 

MICHAEL McK. WILSON, Chairman 
THOMAS M. BEARD 

BETTY EASLEY 
GERALD L. GUNTER 

FRANK S. MESSERSMITH 

NOTICE OF PROPOSED AGENCY ACTION 

ORDER ESTABLISHING AUTHORIZED 
RANGE OF RETURNS ON COt1MON EQUITY 

BY THE COMMISSION: 

NOTICE IS HEREBY GIVEN by the Florida Public Service 
Commission that the action proposed herein is preliminary in 
nature but will become final unless a person whose interests are 
substantially affected files a petition for a formal proceeding 
in accordance with Rule 25-22 . 029, Florida Administra tive Code . 

BACKGROUND 

Pursuant to Section 367.081(4)(f), Florida Statutes, thi s 
Commission is authorized to establis h, not less than once each 
year, a leverage formula to calculate a reasonable range of 
returns on common equity for water and wastewater utilities. In 
addition to our annual review, Staff continuously moni t ors the 
leverage formula and recommends rev1s1ons a ~ c onditio ns 
warrant . We last revised the leverage formula by Order No. 
21775 , issued August 23, 1989. 

CURRENT LEVERAGE FORMVLA 

In order to calculate the current leverage formula, we have 
utilized the same methodologies a nd assumptions utilized in 
previous years, adjusted for change s in bond yields and required 
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r ates of return. The basic assumptions are that : business ri sk 
is similar for all water and wastewate r uti l ities ; the cost of 
equity is an exponential function o f the e quity ratio; the 
ma rginal weighted ave rage cos t of inves t or capital is constant 
over the 40 to 100 percent equity rati o range; and , given 
adequate management and effective regulation, a Moody' s Baa bo nd 
rating is r epresentative o f the average marginal cost o f deb': 
for water and wastewate r utilities with equity ratios of 40 to 
100 percent. 

Using the most c urrent fina ncial informat ion, we have 
c alculated a r ange of returns on conunon equity t o r ange from 
11 .50 t o 13 . 51 percent. Last year's l everage f o rmula, 10 . 30 
percent + (1.46/Equity Ratio}, produced a r ange of 11.76 to 
13 . 95 pe rcent . The net change in the average r eturn ove t the 40 
to 100 perce nt equity ra t i o range is a decrease of 35 basis 
points , from 12 . 86 to 12.51 percent. Th is decrease reflects a 
lowered y ield on bonds. 

We de rived the upper l e vel of the range of relurns on 
conuno n equity by applying a discount~d cash flow model to an 
index of publicly traded wate r and wa s t ewa ter utilities, a risk 
premium mode l to an inde x of natura l gas utilities, and a bond 
yield differential adjustment to ref l ect t he difference in r isk 
between the indices and an average Florida wa te r / wastewater 
' tility. Using the mos t r ecently available capital structure 
for the index of publi c ly traded wate r and wastewate r compan ies 
as a proxy for the capital structure o f an avera ge Florida 
water/wastewater utility, we calculated the marginal cost of 
investor capital to be 11.50 percent, as shown below. 

Capital 
Component 

Ma rginal Cost o f Investo r Capital 
~rage Wate r/Wastewa t e r Utility 

Ratio ~ ..Ra.t..e 

Conunon Equity 40\ 13. 51\ 

Total Debt .6..Q.l 10 . 16\ 

100\ 

l1arqinal c..o..s..t 

5 . 40\ 

.6...J0l 

11.50\ 

I Our ana lyses are appended to this Orde r as Attachme nt 1 . 

?71 



272 

ORDER NO . 233 18 
DOCKET NO. 900006- WS 
PAGE 3 

Based upon the discussion above, we find that the 
appropriate formula for measuring returns on common equity for 
Florida water and wastewa ter utilities is as follows: 

Return on Common Equity = 10.16 percent + 1.34 
Equity Ratio 

where: 

Equity Ratio = Common Egui~--~------------~ 
Common Equ i ty + Preferred Equity + Long- and 

Shor t - Term Debt 

Finally, in order to discouragl.! imprudent financial risk, 
we find it appropriate to limit the authorized return on common 
equity to a maximum of 13. 51 percent for a 11 water /wastewater 
utilities wi t h equity ratios of less than 40 pe rcent. 

It is, the refo re, 

ORDERED by the Florida Public Service Commission that the 
provisions of this Order are issued as proposed agency action 
and will become final unless a n appropriate petition is filed 
with the Division of Records and Reporting, 101 East Gaines 
Street, Tallahassee, Florida 32399- 0850 , by the close of 
business on the date indicated in the Notice o f Furthe r 
Proceedings or Judicial Revi ew. It is furthe r 

ORDERED that the appropr i ate formula f o r measuri ng r eturns 
on c ommon equity for water and wastewate r utilities shall be as 
set forth in the body of this Order . It is further 

ORDERED that returns on common equity are he r eby capped at 
13 . 51 percent for all water/ was tewater utilities witr equity 
ratios of less than 40 percent in order to discour1gc imprude n t 
financial r isk. It is further 

ORDERED t hat, after the expiration of the protest period , 
this Commission wi 11 issue either a notice of further 
proceedings , or an order indicating that the provisions of this 
Order have become final and effective and closi ng t his docket . 
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By ORDER of the 
this 7th day of 

{ S E A L ) 

RJP 

Florida Public 
AUGUST 

Service Commission, 
1990 

STEVE TRIBBLE, Director 
Divi~ion of Records and Reporting 

by· ~f, ~ords 

NOTICE OF FURTHER PROCEEDINGS OR JUDICIAL REV!~ 

The Florida Public Service Commissio n is required by 
Section 120.59(4), Florida Statutes, to nolify parties o f any 
administrati ve he a ring or judicia 1 review of Commission orders 
that is available under Sections 120 . 57 or 120 . 68, Florida 
Statutes , as well as the procedures and time limits that apply. 
This notice should not be construed to mean all r equests for an 
administrative hearing or judicial review w1ll be granted or 
r e sult in the relief sought. 

The action proposed here1n is preliminary in nature and 
will not become effective or final, e xcept as provided by Rule 
25-22 . 029, Florida Administrative Code. Any person whose 
substantial interests are affected by the action proposed by 
this order may file a petition for a formal procee ding, as 
provided by Rule 25-22.029{4), Florida Administrative Code , in 
the form provided by Rule 25- 22 . 036{7)(a) and (f), Florida 
Administrative Code. This petition must be received by the 
Director, Division of Records and Reporting at his office at 101 
East Gaines Street, Tallahassee, Florida 32399- 0870, by the 
close of business on August 28 , 1990 

In the absence of such a petition, this order shall become 
effective on the day subsequent to the above date as provided by 
Rule 25- 22 . 029(6), Florida Administrative Code, and as reflected 
in a subsequent order . 
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Any objection or pro t es t filed in this docket before the 
issuance date of this order is conside r ed abandoned unless it 
sa tisfies t he foregoi ng conditions and is renewed withi n the 
s pecified protest period. 

If this orde r becomes final and effecti ve o n the d te 
described above, any party adverse l y affected may request 
j udicial review by the Florida Supreme Court in the case of an 
e l ec tric , gas or t e l e phone util ity or by the First District 
Court of Appea l in the case of a wate r o r sewer utility by 
fi ling a notice of appeal with the Director, Division of Records 
a nd Reporting and filing a copy oC the notice of appeal and lhe 
fi ling f ee wi th the appropriate cou rt . Thi s fi ling must be 
completed wi thin thirty (30) days of the effective date of this 
o rder , pursuant to Rule 9 . 110, Flor ida Rules of Appellate 
Procedure . The notice of appeal must be in t he form specified 
i n Rule 9 . 900(a), Flo rida Rules of Appellate Procedure. 
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Margmal Cost o f Investor Capctal 
1\verngc Wmcr an(f SQ_wQr Ur•hty 

Margin::tl 

Capital Component Ratio Cost Rato 

Common Equity 43. 10 % 13.28% 

Total Deb t 56:90% 10. 16% • 

100% 

Return on Common Equrty 10 16% • 1.34/[n" . 

Use leverage formula to compute r<.'qutred common cqutty 

return at 40o/o common equity ratto. Required return at 

40% equity rat•o ts the cc•hng for allowed common cqurty 

returns 

Return on Common Equ•ty 10 16% i I 34/,40 13 5 1% 

Margmal Cost o l Investor Capttal 
1\vemgQ Water and Sewer Uttlt!Y 

Capttal Component Batto 

Common Equtty 40,00o/o 

Total Debt 60.00<l'o 

100% 

• 1\vcrage Oaa ra te for May 1990 

Source: Moody's Oonct Sutvcy. G/4/IJO 

Matgtnal 
Cost Rate> 

1351% 

l 0 16% • 

Attachment 1 

Pa~e 1 o f 8 

Wetghted 
Margtnal 
Cost Rate 

5 .72% 

5 .78CVo 

1 T.50% 

Wctghtcd 
M.ugmal 

Cost Rat'' 

5 .40% 

~ 10% 

11 50% 

·· Where· 

Cqutty Ratto Common Equ•ty I Common Lqutly • Preferred [Qutly .. 

Long and Short T crrn o,•ht 
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Sw11111ary of Results 

kcv~racc forrnul n Updnlc 

DCF Cost of Equity for ~accr Index 

Risk Premium Cost of Equity [o~ Natura l 
Cn!; Index 

Average 

Bond Yield Differencinl 

Adjustment t..o RcClect.. Requ ired Equ it.y 
Rct.urn nL a '•0\ Equl t.y Rat.io 

Cost.. of Equit.y for Average Florida 
~acer and se~ec Utility at a 40 
Equity R.:~.Li.o 

l3 . l Ot 

l? . 781 

12.94\ 

. 55 

l3 . 9 S't,. 

UpdaLNi lRvcr:l!~e Formu\.'l 

Return on Common Enuit.y 10 . 16 

Range of Rct.u 1ns on Equity 11 . 50 

F,x!stlnc l~vcrncc Formt!J•.! 

Return on Common Equit.y 10 . 30 

Range oC Rctut·ns on Equit..y 11 . 76 

I 
At tachment 1 

Page 2 of 8 

12. 48~ 

12.87\ 

12 . 68\ 

I . 60 

. ?lt 

l3 .5 l! 

-1 1 . )4/ER 

t3 . SH 

-t 1 . 46/Ek 
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llistoricnl Diyidcndrr Per Shuc 

1985 1986 1987 1988 1989 Geometric 
Average 
Growth 
Rate 

American Water Works .50 .56 . 6'• .68 .74 10 .30t. 

Cal. Water Svc. Co. l. 30 1.40 1.1•8 1.60 1.68 6.62\ 

Connecticut Waler Co. 1.48 1.49 l. 52 l. 53 l. 56 l. 32\ 

Consumer s Water Co. .75 .84 .92 1.00 1.06 9.03'io 

E'Town Company 2.63 2.74 2.82 2.89 2.92 2 . 65~ 

llydraulic Company l. 33 l. 39 l.l•6 1. 52 l. 58 t, . '•O'io 

IWC* l. 35 1. 36 l. 38 l. 37 l. 38 . 55~ 

Middlesex Water Co. 1.52 1.60 l. 68 1. /4 1. 78 4 . 03\ 

SJW Corporation 1.'•5 l. 57 1.68 l. 76 1.8? 5. 85 .. 

South. Cal. Water Co. l. 78 l. 88 l. 93 2.02 2.02 3.21\ 

United Water Res. .68 . 70 . 77 .88 .88 6 . 66~ 

Aver11ge 1. 58 4 97" 

*1988 dividend ex1udes extraordinary dividend paid ln first quntte r 

OCr Annlysis 

K Dl/P(O) t g 
K - Investors ' required rate of return 
Dl -Dividend pnld at the end of period (T) - $1 .58 * 1.0497 - ~1.66 

P(O) - $22.11 
g - Projected long-term growth In dividend:> 
K- $1 . 66/$22.11 i 4.97 
K - 12.48 

Source : Moody ' s Public Ulillty Hnnunl, 1989 
Standard and Poor' s Stock Guide, June 1990 

Aver . 
Stock 
Price 

16 31 

25.50 

18 . 38 

14 .50 

38.50 

22 .69 

16 .75 

21~ . 00 

'}1, ,00 
·-

28.63 

13 .88 

22.11 

?77 
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Risk Pr<-mium Cor.t of fAui~r Hoody'-: Nntur.11 Gnr. Di 'it,riby !l o n loc1('X 

E~timated Hondhly Ri~k Premi um '• 399 

Blue Chip Forecast for 30- Ycar Treasury Bond 

12.871. 

* Blue Chip Hna ncinl F'orecac; c s , June l, 1990 
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