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.~BEFORE THE PLORTDA PUBLIC SERVICE COMMISSION 

NOTICE OF WORXSROP 

TO 

ALL INTERESTED PERSONS 

RE: UNDOCKE'l'ED 

WATER AND WASTEWATER RETURN ON EQUITY WORXStiOP 

ISSUED: January f15. 1995 

NOTICE is hereby given that the Florida Public Service 
Commission will conduct a workshop, in the ebove-reterenced lllAtter, 
to which all persons are invited, at the following time and place: 

9:30a.m., Thursday, February 23, 1995 
.Room 106, Fletcher Building 
101 East Gaines Street 
Tallahassee, Florida 32399-0870 

PURPQ8E 

The purpose ot this workshop is to discuss and evaluate the 
aethodoloqiea for dotermininq the return on equity for the water 
and wastewater industry. A copy ot relevant issues to be discussed 
is attached to thiA Notice. Workshop participants should review 
the issues and be pro pared to comment on and/or discuss them . 

Parties who wish to comment but cannot attend the ·workshop are 
encouraged to tile comments with the Division ot Records and 
Reporting, Pletcher Building, 101 East Gaines street, Tallahassee, 
Florida, 32399-0870, on ur before February 16, 1995, specifically 
referencing "Undocketed Water and Wastewater Return on Equity 
Workshop." 

A copy of the agenda for this workshop may be obtained by 
writing to the Director, Division of Records and Reporting, at the 
address previously noted. 

Any person requiring some acoolUlodation at this workshop 
because ot a physical i mpairlllent should call the Division ot 
Records and Reportin.q at (904) 488-8371 at least tive calendar days 
prior to the workshop. Persons who are hearing or speech impaired, 
should con,taot the Florida Public Service Commission using the 
Florida Re1lay Service, which can be reached at (800) 955-8771 
(TDD) . 

JUBISDIC'J'XOH 

JUricdiction is vested in this Co111111ission pursuant to Chapter 
367, Florida statutes. The worUbop willD.be.H.a.o..v~rned by the 

u~;u Oi I NU11JEFI-OATE 
~--1}8 JAN2Sm 

fPSC-RECriTIOS/REPORTIHG 
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proviaione of that Chapter and Chapters 25- 22 and 25- 30, Florida 
A4ain!atrative Coda. 

By DIRECTION of the Florida Publi c Service Commiss ion, thi s 
25th day Of JaDUAry 1995 

( SEAL ) 

MEO 
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General Information 

Pursuant to Section 367.081(4 ) (f), Florida statutes, the 
CoJDJIIisaion uses a leverage formula t o calculate an authorized 
return on equity for Florida water and wastewater utilities . The 
leverage formula sets a range of returns on equity for an average 
water or wastewater utility. The C011111ission has used the leverage 
formula for setting the return on equity f or the entir e water and 
wastewater industry. 

An authorized return on equity provides utility oo~panies the 
opportunity to earn a fair return on its investment. The return on 
equity maasures what the Collllllission considers to be that fair 
return of shareholder equity. The COJIIJIIission has directed its 
staff to review the methodology currently in use for determining 
the leverage formula. On Dncember 1, 1994, Staff held a workshop 
in Orlando, Florida, in orle.r to discuss issues related to the 
methodology. 

The purpose of this workshop is to review the current leverage 
formula and dotermin.e if changes need to be made. Participants are 
encouraged to present alternatives to the current formula. Parties 
who wish to submit Wlt.erials for the Collllllission 's and participants 1 

review and discussion tobould' sublllit them to Ann causseuax, Division 
of Auditing and Financi al Analysis, by February 14, 1995, so that 
they may be ropied and distributed. 

Iasues 

1. The current leverage formula, established by Order No. PSC-94-
1051-FOF-WS, issued August 29, 1994, is based on the financial 
theory that the lower the equity ratio (percentage of common 
equity to total debt and equity), the higher the dem.anded 
return t>n equity (ROE) and vice versa. However, to discourage 
imprudent financial riak, the Commission does not allow for 
returns greater than the level indicated at a 40t equity 
ratio. Should the COllllllission's use of a minimum equity ratio 
of 40t in tbe leverage formula be modified or changed? Please 
explain what changes would lead to a more reasonable approach, 

2. The Commission employs an average of two financial models to 
eati.Jaate ROE for the water and wastewater i ndustry, a 
discounted cash flow (DCF) model and a risk premium analysis . 
The present input lnto the!'e models is reacH ly available 
historical and prospective market information . 

a. Are there other valtation models that would more 
reasonably reflect the average ROE for the industry? If 
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ao, please described th.e methodology used by .such models. 

b. Would other valuation models rely on historical market 
i .ntorliUition or prospective information? 

3 . The current valuation models use quarterly compounding . 
Should ROE models use annual or quarterly c o11pounding? Please 
explain . 

4. The current DCF 11odei employed in the derivation of the 
leverage formula is applied to an index of large, publicly 
traded water utilities. Most of these companieo have no 
operating systelll8 in Florida. Is this a reasonable approach? 
If nlt, provide details as to a more reasonable index of 
companies whiob reflect the ROE tor an average water or 
wastewater utility and where to readily obtain such 
in.formation . 

5. The current risk premiULI a.nalyais employed in the derivation 
of the leverage formula is applied to an index of natural gas 
di.stribution utilities . Is this a reasonable approach? If 
not1 provide details as to a more reasonable index or 
companies and where to readily obtain such information . 

6 . In the development of the leverage formula, the commission 
aD&umes a Moody's Baa bond rating tor all Florida water and 
wastewater utiliti«>a . There is a bond yield differential 
adjust.me" to reflect the difference in size between the inde.x 
companies and typically small Florida utilities. 

a. Is an assumed bond rating of Baa reasona!ble for all 
Florida utilities? 

b. If not, what bond rating should the Commission use? 

o . Does th.e bond yield adjustment accurately reflect the 
difference in size between the index companies and 
Florida utilities? 

d. Should the Commission recognize the differences in size 
of utilities within the Florida industry? 

e. What alternatives to a bond yield differential abould the 
Colllllission employ to reaoqnho tho ditferonce in risk 
between Florida utilities and the companies in the 
indices? 
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7. Florida w&ter ancl wastewater 11tilities may be unique with 
respect to other utili ties across the nation. 

a . What ri~Jk factors are unique to the water and wastewater 
1D4uatry? 

b. lfhat risk factors a.re un ique to the FloricS.a water and 
wastewater utilities? 

c. Bow should the Colllaiaaion quantif'y this risk? 

8 . Other than higher ROB's, what requlatory policies would 
enhance the opportunities of water and wastewater utilities to 
aarn a reasonable rate of return? 
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MBM OR ANQUM 

JANUARY 23, 1995 

TO: DIVISION OP RECORDS AND RBPORTINIJ 

PROMt 

BE: 

DIVISION OF LEGAL SERVICES (WAGNER) l.,w 

UNDOCKBTBD - RETURN ON BOOITY FOR NATURAL GJUl 

Attached is a NQ'liCI or J!QWHQP with attachments, to be 
iseued in the above-referenced docket. (NI.imber o f pages i n Notice 
- 4 ) 

LW/js 
Attachlr.ent 
cc: Division of Electric and Gas 
l I NUEii\BReB . tM 

J.o~6>J 
GAS RoE. NOI 
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