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BEFORE THE FLORIDA PUBLIC SERVICE COMM ISSION 

In re: Annual reestablishment of 
authorized range of returns on 
common equity of water and 
wastewater utilities, pursuant 
to SP.ction 367.081(4) ( f), 
Florida Statutes. 

DOCKET NO. 970006 - WS 
ORDER NO. PSC - 97 -0660-FOF-WS 
ISSUED : June 10, 1997 

The following Commissioners participated in the disposition of 
this matter: 

JULIA L. JOHNSON, Cha1rman 
SUSAN F. CLARK 
J. TERRY DEASON 

JOE GARCIA 
DIANE K- KIESLING 

NOTICE OF PROPOSED AGENCY ACTlQH 
ORQER ESTABLISHING AUIHORIZEP BANGE 

OF RETURNS ON QQMMON EQUITY 

BY THE COMMI SSION: 

NOTICE is hereby given by the Flor1da Publ1c Serv1ce 
Commission that the action discussed herein is prcl i minary in 
nature and wjll become final unless a person whose interests are 
substantially affected files a petition for a formal pLoceed1ng, 
purs\•an!: to Rule 25 - 22.029, Florida Administrative Code. 

Pursuant to Section 367.081 (41 (f), Florida Statutes, t.h1s 
Commission is authorized to es t ablish, not less than once each 
year, a leverage formula to calculate a reasonable ra11ye of returns 
on equity for water and wastewater utilities. We las ~ established 
this range of returns in Order No. PSC-96 -0729-FOF-WS issued on May 
31, 1996, in Docket No . 960006-WS. By that order, we found 1t 
appropriate to establish the same range of returns approved by 
Order No. PSC-55-0892-FOF - WS, issued August 10, 1995, in Docket No. 
950006-WS. 

Our calculation of an updated leverage formula results in a 
range of returns on equity from 9 .21 percent to 10.46 percent based 
on a formula of 8. 38 percent ~ .832/Equity Ratio. The midpoint of 
the 9.21 percent to 10. 46 percent range has decreased by 120 basis 
points when compared to the existing midpoint. 

In calculating the updated leverage formula, we util1zed the 
same methodologies used in the 1995 leverage formula docket. The 
difference between the exiuting leverage formula and the updated 
formula is the result of changes in underlying market cond1t1onA; 
that is, ch~nges in bond yields and required rates o f return . 
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The basic assumptions, which remain unchanged from the 
previous two years, are that: business risk 1s similar for all 
water and wastewater utilities; the cost of equity is an 
expo nPntial function of the equity ratio; the marginal weighted 
average cost of investor capital is constant over the 40 percent t o 
100 percent equity ratio range; and the cost rate at an assumed 
Moody's Baa3 bond rating, plus 25 basis points, is representative 
of the average marginal cost of debt to a Florida water c1nd 
wastewater utility over a 40 percent to 100 percent equity ratio 
range. 

The 10.46 percent return on common equity 1s d1v1ded 1nto 
three segments. First, we derived a 9.49 percent return on equ1Ly 
by averaging the results of two Diacounted Cash Flow CDCFl 
analyses, a Risk Premium analysis, and a Capital Asset Pricing 
Model (CAPM} analysis. We asaigned one third weight to the average 
of the two DCF analyses, one third weight to the ~..;.sk Premium 
analysis, and o~e Lhird weight Loth~ CAPM analysis. 

We applied the DCF models to an index of publicly traded water 
and wastewater utilities. The difference between the two 
applications is that one version r elies on h istoric growth rates 
and the other version relies on projected growth rates. Prior to 
1995, only a DCP analysis using historic growth rates was used 
because of a lack of projected financial informat1on on publ1cly 
traded water and wastewater utilities. (See pages 3 - 4 of 
Attachrnen~ 1) 

We applied the Risk Premium model to an index of publicly 
traded natural gas utilities. In addition, we added a negative 24 
basis point premium to the return in•:licated by the Risk Premium 
analysis of natural gas utilities. Using the d1fference between 
the average beta o f the water and wastewater and natural gas 
indices (.60 - .64 • -.04) And the prospective market risk prem1um 
of 6.01 percent determined in our CAPM analysis, we calculated a 
natural gas premium of a negative 24 basis points. This adjutJtment 
is made to compensate for the perceived difference in risk between 
the 1ndex of natural gas utilities and the lndex of water and 

wastewater uLilities. We noted in Order No. PSC-95 - 0982 - FOF -WS, 
issued August 10, 1995, in Docket No. 950006-WS, that Lhls 
adjustment could be negative in the future if the average beta for 
the natural gas index were to rise above the average beta tor Lhe 
water and wastewater index, and once this change waa adopted, Lhis 
adjustment would be made regardless of whether the risk 
differential adjustment was positive or negative. We used tins 
same application in the determinat1on of the ex1st1ng leverage 
formula. (See pages 1, 5, and 7 of Attachment 1) 
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Finally, we performed a CAPM analysis. This return 1s based 
on the market return for all dividend - paying stocks followed by 
Value Line, the yield on the 30 year Treasury bond projected by 
Blue Chip Financial Forecasts, and the average beta of the water 
and wastewater utilities followed by Value Line . (See page 6 of 
At c.ar:hment 1) 

After determining the return on equity for the indH .. e s, we 
added a bond yield differential adjusrment of 4 9 basis points to 
reflect the difference in risk between the indices of companies 
used in the DCF and Risk Premium modele a nd an average wa ter and 
wastewater utility in Florida. Next, we added a pr1vate placemen: 
premium of 25 basis points to recognize that Flor1da water and 
wastewater uti lities do not have access to the publ1 c debt ilnd 
equity markets. Finally, we added an adjustment of 23 basis points 
to reflect the required return on equity at a 40 percent equity 
ratio. (See page 1 of Attachment 1) 

The bond yield different ial ad justment of 4 9 bao1s po1nts 1s 
comprised of t~e bond y ield differential between the yield on Al ­
rated bonds: and the yield on Baa3- rated bonds. (See page a of 
Attachment 1) The Al rating ia t he average bond rating for both 
the natural gas index and wate r and wastewater index and the Baa3 
ra ting is the bond rating assumed for the average water and 
wastewater utility in Florida. 

We added the private placement premium of 25 basis po1nts to 
recognize that, because of their small size, lack of institutto nal 
interest in their securities, and the lac k of liquidity of the1r 
issues, Florida water and wastewater utilities must rely on the 
private placement market to obtain cap1tal. This premium is based 
on the results of Comrnis~ion surveys of participants 1n the prtval e 
placement market and a review of the f1nancial l1terat ·1re. 

The 23 basis point adjustment represents the d1fference 
between the required return on equity at a 40 .0 percent equity 
ratio and the required rate of return at the 45 .34 percent equ1ty 
ratio average fo1 the indices of water and wastewater ut1l1t1es a nd 
natural gas utillties. (See pages 9-10 of Attachment ') Ustng the 
moat recently available capital structure for the index of publ1cly 
traded water and waste water utilities and the index of na tural gas 
utilities as a proxy for the capital structure of an av.;c·age water 
and wastewater utility in Florida, we calculated tho marg1n.a1 coaL 
of investor capital for an average w~ter and wastewater u tillLY in 
Florida to be 9.21 percent. 
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In summary, we find 1.t appropriate to base the author .ized 
range of returns on common equity for Florida wa ter and wastewater 
util1.ties on the following formula: 

Return on Common Equity • 8.38 percent + 0.832/Equity 
Ratio 

We further limit the authorized return on c o mmon equ1ty to a 
maximum of 10.46 percent for all equity ratios of less than 40 
percent. The approved leverage formula produces a range of returns 
o n common equity from 9.21 percent to 10.46 percent. 

Upon expiration of the protest period, this docket shall 
remain open to allow us to monitor the movement io capital cost£ 
and to readdress the reasonableness of the leverage formula as 
conditions warrant. 

Based on the foregoing, it is 

ORDERED by the Florida Public Service Commission that the 
provisions of this Order, issued as proposed agency act1on. sha l l 
become final and e f fective unless an appropr1.ate petition, 1n the 
form provided by Rule 25-22.036, Florida Administrat1ve Code, is 
received by the Director, Division of Records and Reporting. 2540 
Shumard Oak Boulevard, Tallahassee, Florida 32399-0850, by the 
close of business on the date set forth in the •Notice of Further 
ProceP.dings or Judicial Review• attached hereto. It is further 

ORDERED that the appropriate formula for measuring returns on 
common equity for water and was tewater utilities shall be as set 
forth in the body of this Order. It is further 

ORDERED that returns on common equity are hereby capped at 
10 .46 percent for all water and wastewater util ities w1th equity 
ratios of less than 40 percent in order to discourage imprudent 
financial risk. It is further 

ORDERED Lhat all matters contained in Attach~enL 1 of this 
order are incorporated herein by reference. It lS further 

ORDERED that upon expiration of the protest period. this 
docket shall remain open to allow this Commission t o monitor thP 
movement in capital coots and to readdress the reaso nableness c f 
the leverage formula as conditions warrant. 
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By ORDER of the Flor1da Public Service Commiss1on, this lQtD 
day of ~. liil· 

BLANCA S. BAY , ector 
Division of Reco r and Re~orting 

( S E A L ) 

TV 

NOTICE OF fURTHER PROCEEDINGS OR JVDICIAL REYIEW 

The Florida Public Service Commission is required by Section 
120.569(1) , Florida Statutes , to notify parties o f any 
administrative hearing or judicial review of Commission crders thut 
is available under Sections 120 . 57 or 120.68, Florida StaLuLes, as 
well as the procedures and time limits that apply. This not1ce 
should not be construed to mean all requests for an administrative 
hearing or judicial review will be granted o r result in the relief 
sought. 

Mediation may be available on a 
mediation is conducted, it does not 
interested person's right to a hearing. 

c ase-by-case bas1s. If 
affect a substantially 

The action proposed herein is preliminary in natut·C' and wil l 
not become effective or final, except 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 f or a formal proceeding, as provide d by Rule 25 -
22.029(4), Florida Administrative Code, in the f orro• prov1ded by 
Rule 25-22.036(7) (a) and (f) , Florida Administrative Code. Th1s 
petition must be received by the Director, Division o f Records and 
Reporting, 2540 Shumard Oak Boulevard, Tallahassee, Florida 32399-
0850 , by the close of business on July 1. 1997. 

In the absence of such a petition, thio order ohall become 
effective on the day subsequent to the above date as prov1ded by 
Rule 25-22.029(6), Florida Administrative Code. 
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Any objection or protest filed in this docket before llu~ 

issuance date of this order is considered abandoned unless 1t 

sa tisfies the foregoing conditions and is r~newed w1 thin the 
specified protest period . 

If this order becomes final and effective on the date 
described above, any party substantially affected may request 
judicial review by the Florida Supreme Court in the CAse of an 
electric, gas or telephone utility or by the First District Cou r t 
of Appeal in the case of a water or wastewater utility by filing a 
notice of appeal with the Director, Division of Records and 
Reporting and filing a copy of the notice o f appeal and the f1ling 
fee with the appropriate court. This f i 1 ing must be complet.ed 
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 f orm specified in Rule 9.900!al. 
Florida Rules of Appellate Procedure. 
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At t.tct~l" e n t 1 
p. I of I 0 

SUMMARY OP RESULTS 

Llvertqa rormult Update 

l..1li 

(A)DCP ROE for Water Index (Hiatoricl 10 . 92\ 10 . 32t 

(B)DCP ROE for Water Index (Projected) 10 . 37\ 9 . 13\ 

(C)Riak Premium ROB for Gaa Index lO . SO\ 9. 57\ 

(O)Qaa I ndex premium .18 \ . U\ 

(E)CAPM ROE for Water Index 11.00\ 10 . 17\ 

AVERAGE ( ( ( (A+B ) /2) • (C+O) •El /3] 10 .78\ 9 .97\ 

Bond Yield Differential .51 \ . t 9 \ 

Private Placement Premium . 25\ .25 \ 

Ad j uatment to Reflect Required Equity 
Return at a tO\ Equity Ratio .lt\ .29\ 

Coat of Equ ity for Average Florida WAW 
Utility at a tO\ Equity Rat io 11.88\ ll.gQ1 

1995 Leve rage Formula 

Return on Common Equity 

Range of Return• on Equity 

9.05\ • 1.131/ER 

10 . 18\ . 11.88\ 

1996 Leverage Formul4 

RoLurn on Common Equity 

Range of ReLurne on Bquity 

8.5H + .997/ER 

9.5U · 11.00\ 

1997 LeYOCAQC Pormyla 

Return on Common Equity 

Range of Return• on Equity 

8. 38\ • . 832 /ER 

9.2U lO.H\ 

l.lll 

9.28\ 

8 .66\ 

9.52\ 

<.lm 

J.2....ill 

9. t 9\ 

.t9\ 

. 25\ 

_...m 

l2...W. 
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Capital Component 

Common Equity 

Tota l Debt 

+ 0.832 I ER• 

Marginal Coat of Inveator Capital 
Average Mater and Kaatewoter Utility 

Ratio 

U .9H 

ss.ou 

100.00\ 

Margina l 
Cou Rate 

10 . 2H 

8.38\ •• 

l ot 10 

Weighted 
Ma rginal 
Cost Rate 

4 .6ll 

9.21\ 

A 40\ equity ratio ia t he floor for calculating the requ1red return 

on common e quity . The return on equity at a 4 0\ equ ity rat1o • 

8.38\ + 0.832/ . 40 . 10.46\ 

Marginal Coa t of Inveetor Capital 
Ayerage Mater i Waatewater Utility at tO\ Equity Ratlo 

Weighted 

Capital Qomponent 
Marginal Marginal 

Ratio ~ Cost Rate 

Common Equity 4 0.00\ 10.46\ 4 .18 \ 

Total O... .:>t fii2.QQ1 8 . 38 \ •• S.QH 

100.00\ 9.21\ 

• Whore: Equity Ratio • ~n Equity/(Common Equity • Preferred 
Equity + Long-Tenn Debt • Short -Tenn Debt l 

•• Aaaumed Baal rate for February 1 997 plua 2S baeie po1nt 

private placement premium 
Source : Moody'• Bond Survey . 3/1/97 
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7 ot 1 0 

ESTl*T£0 MOHTHl Y llSII: PIIEIII\J'IS 
MJOOY'S *T'l CAS OJSTailUTION 11100 

IWIOI 1917 - IWIOI 199 7 

Quarterly (),l.a r 'terly 

Colt of Ahk Rhk Coat of aha Rut.. 

'1:,\tY Frtt ,, .. 1111! l.Qw lty ''" 
,,,,.,~ 

XfAI II)!D1 late l).tlrtccl• XUI IIWD! C.. a l .ne ca.... CJ • c) • 

1917 )All U.l47 7.17 4.417 1M2 )AM 10.110 7 .61 2 .900 

ru 11.142 7.)9 4.252 FU 10.140 7. S7 ).070 

IWt 11. S61 7.S4 (,02) IWt 10.UI 7.11 2 .141 

~ 11.2U 7.SS 1. 74) ~ 10.614 7 .97 2 . 714 

*Y u.nt I.U S.S09 MY 10.110 7.tl 2.160 

lUll u.tos 1.71 ).ll) lUll 10. 740 7.11 2 . 160 

lUI. 11. 7,. I.S7 1.161 lUI. 10. 1U 7.14 2.61\ 

AUC 11.156 1.14 ).216 NJC 10. JSl 7 .60 2 . 7Sl 

sv u.asa 1.97 2.611 S(P 10. 170 7 . )I 2 . 190 

OCT 11.141 t.U 2.SSI OCT t.IU 7. U 2 . 411 

tDI 11.926 9.61 1.J16 tDI 10.0)2 7.14 2.492 
DtC 1).071 a.tl 4.111 [I(( 10.111 7.60 2. Ill 

1911 )All U.226 9.11 4.106 1991 lAIC 9.61) 7. 4) 1. lll 

FU U.ISO I.IJ 4.020 FU t . Sll 7.U 2. 1U 
IWt U.416 1.4) J.tl6 MAll 9 . )06 7.01 2. 226 
APII 11.196 1.6) ).766 APII 9.016 6. 12 2 . 266 
MY U.J9J l.ts 1. 441 ""y 9 . 222 6 . 11 2. !72 
lUll 12.178 9.2) ).141 lUll 9 . ))1 6 . 92 2. 411 
)Ul 11.049 t . OO ).049 lUI t . 147 6 . 10 2. 747 

NJC 12.021 t.14 2.117 NJC a.7&e 6 .62 2. 149 
SlP U.U4 t .Jl 2-~ stP 1.774 6 . )1 2.46-4 

OCT U.070 t.06 J.010 OCT 1 .11! 1.99 LIH 
tDI U.OJ6 1.19 ).146 tDI 1.•·" s.t! 2. 91) 
D(( U.OII t.o• ).061 D(( t . ll6 6.21 2 . t26 

Ul9 lAM 11.021 9.01 ).011 1994 )AM t . 1H 6.24 2 .19) 
FU u.oso 1.11 1.140 FU 1 .101 6 . 21 2 . 121 
IWt U.060 t.OO 1.060 MAll 1.111 6 .4t 2 . 191 
APII U.SIO t.16 ).420 APII 9 . 116 6.90 2 . 226 
MY 11.410 9.02 1.460 MY 1 .4)1 7 . lS 2.111 
lUll U.JU I.U ).<112 lUll 9 . SSO 7.40 2 . 110 
)Ul 11.071 1.26 ) . 111 )Ul t . 7J7 7. )9 2.)47 
NJC 11.112 1 .07 J.IU NJC t . 72) 7. S7 2 . 11) 

S(P 11.711 1.11 1.671 UP t . IOl 7 . 41 2 . Jll 

OCT 11 . 4)0 I . H ) .JOO OCT t . t21 7. 69 2. 2)1 
tDI 11.462 7.19 ).472 tDI 9 .11) 7 . tl l.l&l 
D(( u.no 7.19 ).4)0 D(( 10. 191 1 .07 2. 111 

1190 lAH 10.t71 7.1t ).061 Uti JAM 10 . H 1 7. 16 l 412 
f£1 u.uo 1 .26 2 .110 FU 10.071 7 . U 2. 241 
IWt 11.252 1.so 2.752 MAll 9 .191 7 .60 2. 211 
APII 11.416 I .SS 2 .166 APII 9 .161 7, 44 2.421 
MY 11.620 1 . 74 z.eao MY 9 . 226 7 . H 1. 176 
lUll 11.710 1.72 2.990 JUII t . lll 6 . tJ 2. tSI 
)Ul 11.411 l . fS ).011 JUl t . ISI 6 . S1 J . ll& 
NJC u.uo 1 . 41 ) .060 NJC 1 .111 6.71 J . 17S 
sv 11.110 1 . 15 2.NO Sl' t . tS6 6 . 1S ) .106 

OCT ll.UO t.Ol 2.150 OCT t . S!l2 I . SS 2 .911 
tDI 11.S40 1 .14 z.soo tDI t . sn 6 . J7 J .20l 
D(C 11.070 I.S4 Z.S)O D(( t.622 6.2S J 172 

1191 lAIC 11.0)1 l .ll 2 .111 1.J96 )AH • . 7!~ 6 . 06 ) . 721 

FU u.uc 1.2S z_,,, ru t . lU 1. 0! ) .166 ..... 11 .171 1.0) ).141 MAll t .2H 1 .24 J .OlS 
~ 10.114 1 . 27 2.594 Aft t . Jit 1 .60 2.719 
MY 10.110 1.20 2.110 Ml 9 . 741 '·" 2.tSI 
lUll 10.120 1.26 2.560 lUll t . l16 6 . 12 2.196 
)Ul 10. 7t7 1 . 47 l .U7 lUl 9 . 710 7 . OS 2. MO 
NJC 10.71) 1. 44 l . )4) NJC l O. lSI , . 01 ) . 111 

U' 10.110 1 .14 2 . 540 Sf' ..... .... 1. 144 
OCT 10 .... 7.14 ).041 OCT 1..0.241 7.02 1. 221 
tDI 10.742 7. 9) 2 .•u tDI t . UO 6.10 J . UO 
D(( 10.7U 7.92 2.7tt 0(( t . 711 6 . 41 ) . !01 

1tt7 )..U. ..... 6.SS J . H4 
FU 9. 761 6.11 2 . ... 

~: \lal.,. liM ltl7·1!t7 MAll t . IJI 6 . 61 ).111 

IIDofy • • 1oM Sw ,_lo-
U. S . Treaauriea • Yea• ~ 

--·' r.a 1Ma 
AV(A.<Gl 1U Sl. I'AOO Ull 1.197 
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12198 EQUITY RATIOS OF GAS INOEX COMPANIES 

COMtoiOH 

800KV~ SHAAES 

PER SHARE 0\ITST AHOING 

AGt. RESOURCES 110..!111 55.8117.&1~ 

BAY STATE GAS t7.58 13.443.1!84 

~YNUNONGAS ... , 50.074.5811 

~ENERGY 11111 2UOO.IIIIII 

l.ACI EDE GAS 1s.n 17.tl67.540 

~ NAT\.RAL GAS t4..10 22.484.840 

PEOPLES ENERGY ,., .. ::M,881,4W 

WASMNGTON GAS LIGHT -t2.1'0 43.703 •• 7'8 

AVBWJE 

SOURCE: v .... Une., Will•~ Surwy 

E~ 3 ""-:to 28. t 1187 

CA Tun.-~ Repom lot.rch 1997 

COAIWON 

EOUI1Y 

$58$.11182.373 

235.338.3113 

11011.556.408 

m ,1143,3114 

240.8lle.448 

335.025.110S 

1181,438,582 

658.1167.451 

TOTAL PREFERR£0 

DEBT EQUITY 

$773.300.000 $58.!500.000 

321.000.000 5.000.000 

740.000.000 e.eoo.ooo 
~.000.000 0 

271 ,400.000 2.000.000 

320.400.000 38,700.000 

548.100.000 0 

532.1100.000 28.400.000 

.0 ot \0 

EQUI1Y 

RATIO 

41 .~ 

42.tml. 

54 1m!. 

:10.~ 

46.&4% 

47.85% 

M.:mr. 

49.~ 
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