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BEFORE THE FLORIDA PUBLIC SERVICE COHlHSSION 

In re: Annudl reestabliohment ) 
of authori~ed range of returns ) 
on common equity for water and ) 
wastewater utilities , pursuant ) 

DOCKET NO. 920006-WS 
ORDER NO . PSC-92-0686-FOF-WS 
ISSUED: 07/21/92 

to Section 367.081(4)(f), ) 
Florida Statutes ) ___________________________ ) 

The following Commissioners participated in the disposition of 
this matter : 

THOMAS M. BEARD, Chairman 
BETTY EASLEY 

J. TERRY DEASON 
SUSAJl F. CLARK 
LUIS J. LAUREDO 

NOTICE OF lROPOSEP AGENCY ACTION 

ORPER ESTABLISHING AUTHORIZED 
RANGE Of RETURNS ON COMMON EQUITY 

BY THE COm1ISSION: 

NOTICE IS HEREBY GIVEN by the Florida Public Service 
commission that the action proposed herein is preliminary in nature 
and 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 Administrative Code. 

Pursuant to Section 367 . 081 ( 4) (f), Florida statutes, this 
Commission is authorized to establish, not less than once each 
year, a leverage formula to calculate a roaoonable range of returns 
on common equity for water and wastewater utilities. We last 
revised the leverage formula by Order No . 24246, issued March 18, 
1991. 

In order to calculate the current leverage formula, we have 
utilized the same methodologies and assumptions utilized in 
previous years, adjusted for changes in bond yields and required 
rates of return . The basic assumptions are that: business risk is 
similar for all water and wastewater utilities ; the cost of equity 
is an exponential function of the equity ratio; the marginal 
weighted average cost of inveotor capital is constant over the 40 
to 100 percent equity ratio range ; and, given adequate management 
and effective regulation , a Moody ' s Baa bond rating is 
representative of the average marginal coo t of deb: for water and 
wastewater utilities with equity ratios of 40 to 100 percent. 
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Using the most current financial information , we have 
calculated a range of returns on c ommon equity from 10.44 pe r cent 
to 12.44 percent . Last year ' s leverage formula, 9 . 96 perce nt plus 
1.26/equity ratio, produced a range of r e turns of 11.22 perce nt t o 
13 . 11 percent . The net change in the average return over the 40 
percent to 100 percent equity ratio range is a decrease of 73 basis 
points, from 12 . 17 percent to 11 . 44 percent . This decr ease in the 
average common equity return reflects the lowered bond yield and 
required rates of return. 

We deri ved the r ange of returns on common equity by applying 
a discounted cash flow mouel to an i ndex of publicly traded water 
and wastewater utilities , a risk premium model to a n index of 
natural gas utilities, and a bond yield differential adjustment to 
reflect the difference in risk between the indices and an average 
Florida water and was tewater utility . Using the most recently 
available capital structure for the index of publicly traded water 
and wastewater companies as a proxy for the capital structure of an 
aver age Florida water and wastewater utility, we calculated the 
marginal cost of investor capital to be 10.44 percent, as shown 
below. 

Capital 
Compone nt 

Common Equity 
Total Debt 

Marginal cost of Inyes t or Capital 
Average Water/Was tewater Utility 

Ratio 

100\ 

Cost Rate 

12.44 \ 
9 .11\ 

M.ru:9.) na .l Cost 

4 . 98\ 
5 . 47 \ 

10.44 \ 

our analyses are appended to this Order as Attachment 1 . 

Ba&ed upon the discussion a bove , we find that the appropriate 
formula for measuring returns on common equity for Florida water 
and wastewater utilities is as foll ows : 

Return on Common Equity • 9 . 11 porc~nt + 1 . 33 
Equity Ratio 

whore : 

Equity Ratio • Common Equity 
Common Equity + Preferred Equity + Long

and Short-Term Debt 
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Finally, in order to discourage imprudent financial risk, we 
find it appropriate to limit the authorized return on common equity 
to a maximum of 12.44 percent for all water and w~stewater 

utilities with equity ratios of less than 40 percent. 

It is, therefore, 

ORDERED by the Florida Public Service Commission tha t the 
provisions ot this Order are issued a s propos ed agency action and 
will become final unless an appropriate petition is filed with he 
Div ision of Re cords and Reporting , 101 East Gaines Street , 
Tallahassee , Florida 32399-0870, by the close of business on the 
date indicated in tho Notice of Further Proceedings or Judicial 
Review . It is further 

ORDERED that the appropriate formula for measuring r~turns on 
common equity for water and wastewater utilities shall be as set 
forth in the body of this Order. It is further 

ORDERED that returns on common equi~y are hereby capped at 
12 .44 percent for all water and wastewater utilities with equity 
ratios of less than 40 percen t in order to discourage imprudent 
financial risk. 

By Order of the Florida Public Service Commission t n is ~ 
day of JYly, ~· 

STEVE TRIBBLE, Director 
Division of Records and Reporting 

(SEA L) 

CB 

NOTICE OF FURTHER PROCEEDINGS OR JUDICIAL REVIE\-1 

The Florida Public Service Commission is required by Section 
120 . 59 (4) , Florida Statutes, to notify parties o f any 
administrative hearing or judicial review of Commis ; ion orders that 
is available under Sections 120 . 57 or 120 .6A , Florida Statutes, as 
well as the procedures and time limits that apply. This netic~ 
shou l d not be construed to mean all requests for an adminis trative 
hea ring or judicial review will be granted or result in the relief 
sought . 
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The action proposed herein is preliminary in nature and will 
not become effective or final, except as provided by Rule 
25-22 . 029, Florida Administrati ve Code. Any person whose 
substantial interests are affected by tho action proposed by this 
order may fila a petition for a formal proceeding, a~ pr~vided by 
Rule 25-22 . 029(4) , Florida Administrative Code, i n the form 
provided by Rule 25-22 . 036(7)(a) and (f) , Florida Administrative 
Code. This petition must be received by tho Director, Division of 
Records and Reporting at h is office at 101 East Gaines Street, 
Tallahassee, Florida 32399-0870 , by the close of business on August 
11. 1992 . 

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 Administr a tive Code . 

Any objection or protest filed in this docket before the 
issuance date of this order i s considered abandoned unless it 
satisfies the foregoing conditions .md is renewed within tho 
s pecified protest period . 

If this order becomes final and effective on the date 
described above, any party adversely affected may request judicial 
review by the Florida Supreme Court i n the case of an electric, gas 
or telephone utility or by the First District Court of Appeal in 
the case of a water or wastewater utility by filing a notice of 
appeal with the Director, Division of Records a nd Reporting and 
filing a copy o! the notice of appeal and the filing fee with the 
appropriate court. This filing must be completed within thirty 
(30) days of the effective date of this order, pursuant to Rule 
9.110 , Florida Rules of Appellate Procedure. The notice of appeal 
must be in the form specified in Rule 9 . 900(a), Florida Rules of 
Appellate Procedure. 
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SUMMARY OF RESULTS 

Leverage formula Update 

DCF Cost of Equity for Yater Index 

Risk Premium Cost of Equity for Cos lnd~~ 

AVERAGE 

Bond Yield Differential 

Adjustment to Reflect Requir~d Equity 
Return at a 40 Equity Ratio 

Cost of Equity fo r Average florida Wator and 
Yastewatcr Utility at a 40 Equity Ra t io 

12.38 

12 . 05\ 

12 . 22 

.52 

.37% 

13 . 1 1, 

Exi5tine L£verncr formula 

Return on Common Equity 

Range of Re t urns on Equit} 

Return on Common Equity 

Range of Returns on Equity 

9. 96\ + 1. 26/ ER 

11 . 22\ . 13 . 11\ 

Updated [&vrroer Formula 

9.11\ + 1.33/ER 

l.O . M• · 12.44 

11 . 20 

ll . 82% 

11 .51 

0.44 

12 .44 
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Marginal Cost of ln•testor Capital 
Average Water and Wastewater Utl!!.!Y 

Capital Component 

Common Equity 46 91% 

Total Debt 

I Q_O~ 

Marginal 
Cost Rate 

11 .95% 

9.11% • 
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Weighted 
Marginal 

Cost Rate 

5.6 1% 

4.84% 

10 44"(, 

Return on Common Equity : 9.11% i · 1.332/ ER" 

Use leverage formula to compute required common equity 
return at 40% common equity ratio. Required return at 40% 
equity ratio is the ceihng for aUowcd common equity returns. 

Return on Common Equity : 9.11% + 1.332 I .40 = 12 44% 

Marginal Cost of Investor Capital 
Average Water and Wastewater Utility 

~ital Component 
·' 

Common Equity 

Total Debt 

• Average Baa rate for April 1992 
Source: Moody's Bond Survey, 6/1/92 

• • Where: 

Marginal 
Ratio Cost Rate 

40.00% 12.44% 

60.00% 9. 11~ • 

_ to~ 

Equity Ratio - Common Equity I Common Equity + Preferred EquiPy i 

Long and Short-Term Debt 

Weighted 
Marginal 

Cost Rate 

4.98% 

5.47% 

1 ~~ 

I 
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D('F Analysis o Water Index 

n Water Works 
n Company 
ia Water Services Co. 
ticut Water Servtces 
ers Water Company 
Corporation 
ex Water Company 
rporauon 
n Caltforma Water Co. 
ater Resour:es 

' America 
Aqua rio 
Cali lorn 
Con nee 
Consum 
E'Town 
Middes 
SJWCo 
Souther 
Un•tedW 

,Averag_e 

DCF Analysis 

K = D{1)/P{O) + g 

I 

1986 

l 0.56 
1.39 
1.40 
1.49 
0.84 
1.83 
1.60 
1.57 
1.88 
0.70 

I 

K = Investors' required rate of return 

I 
1987 

I 

1988 1~39 

' 0.64 3.68 c 74 
1.44 1.51 1.57 

' 

1.47 1.60 1.68 
1.52 1.53 1.56 
0.90 0.98 1.05 
1.88 1.93 1.95 
1.68 1.74 1.80 
1.68 1.76 1.82 
1.93 202 2.07 
0.77 0.84 

I 
0.88 

D(1) = Dividend expected next period = $1 ,62 x 1.0425 = $1.69 
P(O) = Current stock price = $24.36 

g = Projected long-term growth in dividends = 4.25% 
K = $1 .69/ $24.36 + 4.25% 
K = 11 .20% 

Source: Standard & Poor's Stock Guide, May 1991 Edition 

1990 

080 
1.60 
1.74 
1.57 
1.09 
1.98 
1.85 
1.86 
2.14 
0.88 

I 

1991 Arithmetic Current Current 

I 
A~terage j Dividend Average 
Growth Stock 

I Rate Price 
0.86 8.99% I 0.93 21 .50 
1.62 3.12% 

I 
1.62 20.75 

I 1.80 5.17% 1.86 28.75 
1.60 1.44% 1.60 22.50 
1. 11 5.76% 

' 
1.12 15.50 

2.00 1.83% 2.00 26.63 
1.89 3.39% 1.92 29.25 
1.92 4.12% I 1.98 31 .69 
2.20 3.20°{, 2.30 33.50 
0.91 5.45% 0.92 13.50 

4.25% I 1.62 24.36 
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Risk Prrmium Cost of Equity for Moody' s Nn tyral Cos 
~~ribution lndrx 

Estimated Monthly Risk Premium 3.824 

Blue Chip Forecast for 30-Ycar Treasury Bond 8.000 ! 

* Blue Chip Financial Forecdsts, Hay l, 1992 
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ESTIMA11' D MONTIILY RISK PIUMIUMS(conllnucd) 
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YI!AH MQ.NTII Oaa !la te 
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BONO YI(LO DIFFERENTIAlS 
Publ.c: Utohty Bond Y .. ld Avoregu 
Source Moody't Bond Survey 

GO Month Averege - 0 0799 00994 00994 00994 

YEAR MON' A 1 SI'RCAD A:!SI'fW..AO Al SMU;AO a .. t'>rRt:AO a .. 2 

-- ---- -- ---- ----- --- ----
APR 8 87 006 8 93 006 89:» 006 905 006 9 II 

MAR 8.92 005 897 006 903 000 If 10 006 9 16 

FEB 8.87 006 893 005 898 005 904 005 909 
1992 JAN 8.77 0.07 88<1 005 889 005 8 93 005 898 

DEC 882 006 888 006 894 006 901 006 907 

NOV 899 006 9~.> 008 913 008 920 008 928 
OCT 905 007 912 007 919 007 925 007 932 
SEP 909 0 .07 9 16 006 922 006 92S 006 934 
AUG 9 21 006 929 ooe 935 000 9 41 000 9 47 

JUL 945 010 955 005 960 005 964 005 9 &9 
JUN 9 49 010 959 007 9&6 007 9 7:! 007 979 
MAY 935 009 944 007 951 007 9 57 007 964 
APR 935 011 948 006 9 52 008 958 006 9 04 

MAR 9 44 011 9 55 OOG 981 006 968 006 9 74 

FEB 937 0 tO 9 47 007 954 007 9 61 007 968 
t99t JAN 960 011 9 7t 008 910 006 J88 008 996 

DEC 9 63 0 tO 9 73 008 9 8t 008 988 008 996 
NOV 980 O. tO 990 007 997 007 10 05 007 10 12 
OCT 996 009 1005 008 10.13 008 10~ 008 1028 
SEP 1004 008 t0t2 007 1019 007 t025 007 1032 

AUG 9.87 005 992 007 999 007 10 .05 007 1012 
JUL 970 005 975 OOG 981 006 986 006 992 
JUN 973 007 980 005 985 005 991 005 990 
MAY 9.94 008 1000 005 1005 005 10 II 005 1016 
APR 9.88 004 992 007 999 007 1000 007 10 13 
MAR 977 008 985 007 992 007 9~ 007 1000 

FEB 9 71.1 006 978 007 983 007 9 89 007 990 
1990 JAN 9.50 006 956 006 062 006 966 OOG 9 74 

DCC 938 000 944 005 949 005 95~ oo~ 960 
NOV 9 42 009 9 51 004 955 004 960 004 9&4 
OCT 9.45 009 954 003 9 57 003 961 003 964 
SEP 950 008 958 004 962 004 9GG 004 970 
AUG 9 44 008 9 52 004 956 004 960 004 964 
JUL 9.41 009 950 005 9 55 0 .05 959 005 9 64 
JUN 9.55 009 964 005 969 005 975 005 980 
MAY 9 .92 007 999 0 tO 1009 0 10 1019 0 tO 1029 
APR 10 t3 005 tO 18 0 tO 1028 010 1039 010 10 49 
MAR t 0.17 006 1023 009 1032 009 t041 009 1050 

FEB 10.02 005 t0.07 010 10 17 0 10 1028 010 1038 
t 989 JAN t002 006 1008 0 tO tO 18 010 1028 010 1038 

DEC 10 01 005 1000 013 tO 19 013 1031 013 1044 
NOV 9.91 006 997 011 t0 08 Ott 1020 Ott 1031 
OCT 987 0 .03 990 0 IS 10 05 0 15 1020 0 15 10 35 
SEP 1052 009 t061 017 t078 0 t7 tOOO 017 11 13 
AUG 1106 011 11 17 0 17 II 34 0 17 11 52 017 11 69 

JUL 1095 009 1104 0 18 11 20 0 16 11 38 016 11 52 
JUN 1070 009 tO 79 0 IG 10 95 018 11 t I 0 IG II 27 
MAY 10.72 0.09 t081 0 t9 11.00 018 11 19 0 18 It 38 
APR 10 46 008 1054 023 1077 023 11 00 023 II 23 
MAR 1003 000 1009 020 1029 020 10 49 020 1 ~ 
FEB 1004 000 10 10 0 18 1028 018 047 018 t .. G5 

t 988 JAN 10.68 006 1076 019 10 95 019 11. 15 019 1134 
DEC 1091 007 1098 019 1117 019 1138 0 19 11 .55 
NOV 10 75 007 1082 019 1101 019 1121 0 19 1140 
OCT 1120 0 .08 tt34 019 1153 0 19 II 72 019 1191 
SEP II 03 019 tl .22 012 1134 0 12 11 48 0 12 1158 
AUG t032 013 10 45 015 tOGO 015 tO 75 0 15 1090 
JUL 1000 015 10 I S 018 10 31 0 HI 1046 0 IE' 1062 
JUN 988 0. 14 1002 015 1017 0 15 10 31 0 15 10C6 
MAY 982 009 991 016 1007 016 10 24 016 1040 
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1991 Equity Ratio• of Index Compani a 
Water ' Waatewater 

American Water Works 
Aquarion Company 
California Water ~ervicea Co . 
Connecti cut Water Service• 
Consumers Water Company 
£'Town Corporatio n 
Middlesex Water Company 
SJW Corporation 
southern Californ1a Water Co . 
United Water Resource• 

Averaqo 

Co!Mlon Equi t y 

35.00\ 
47.00\ 
51.00\ 
42.00\ 
43. 00\ 
35 . 00\ 
41.00\ 
61.00 
46. 00\ 
33 . 00 

43.4 0 

Total Debt 

65 . 00\ 
53 . 00\ 
49. 00\ 
58 .00\ 
57 . 00 \ 
65.00 
59.00\ 
39.00 
54.00\ 
67 . 00\ 

56 . 60 

Source: c. A. Turner Utility R porte , April 1992 £d1tion 
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1991 Equity Ratio• of Index Companioa 
t~a .. ural Caa 

Common Equity Total Oobt 

Atlanta Coo ' Light 50.40\ 49. 60 \ 
Bay State Gao 48.00\ 52. 00 \ 

Brooklyn Union Goa 45.40\ 54. 60\ 

Indiana Energy 53.,0\ 46.80\ 
Laclede Caa 52.50\ 47 . SO\ 

Northweat Natural Caa 4 3 . 20 \ 56 . 80\ 

Pooplea Energy 52.10\ 41 . 90 \ 

Waehington caa ' Light 58 . SO\ 41. 50\ 

50 . 41\ 49.59\ 

Source : Value Li ne Inveatmont survey 
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