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In re: Water and wast ewat er

DOCKET NO. 010006-Ws
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On _behalf of the Florida Waterwor ks Associ ati on

STEPHEN C. BURGESS, Deputy Public Counsel, Ofice of

Public Counsel,

111 West Madison Street, Room 812,

Tal | ahassee, Fl ori da 32399-1400
On behalf of the Gtizens of the State of Florida.

RALPH R. JAEGER, ESQU RE, Florida Public Service
Comm ssi on, Divisionof Legal Services, 2540 Shumard Cak
Boul evard, Tal | ahassee, Fl orida 32399-0850

On behalf of the Conm ssion Staff.

ORDER APPROVI NG METHODOLOGY AND ESTABLI SHI NG AUTHORI ZED
RANGE OF RETURNS ON COMMON EQUI TY

BY THE COW SSI O\

Section 367.081(4) (f),
Comm ssion to establish, not

BACKGROUND

Florida Statutes, authorizes this
| ess than once each year, a |everage
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formula to cal cul ate a reasonabl e range of return on equity (RCE)
for water and wastewater (Waw) utilities. |n Docket No. 000006-\WS5,
we established the current |everage formula by Proposed Agency
Action (pAaA) Order No. PSC 00-1162-PAA-WS, issued June 26, 2000,
whi ch was made final by Consummating Order No. PSC 00-1299-CO WS,
i ssued on July 18, 2000.

For the year 2001 i n Docket No. 010006-W5, our staff filedits
May 3, 2001 recommendation to establish the new | everage formul a.
W considered that recommendation at the My 15, 2001 Agenda
Conference. I n that recommendati on, our staff presented prinmary
and al ternative proposals.

The primary recomrendati on proposed that the | everage formul a
be based on recent returns on equity which we had authorized in
recent @gas rate cases. The alternative staff recomendation
proposed that we continue the existing |everage formula
met hodol ogy, using returns on equity from financial nodels.
However, the alternative recomendation did include one m nor
correction and one mnor nodification to the existing nethodol ogy.
These were as foll ows:

1. A 3%flotation cost allowance in the cal cul ation of
the market return in the Capital Asset Pricing Mdel
(CAPM) . The existing CAPM nodel does not have a
flotation cost allowance.

2. An addition of 10 basis points to the market return
in the CAPM nodel to allowfor the quarterly conpoundi ng
of dividends. This adjustment is appropriate for non-
regul ated firns. Mst of the firns used to cal culate the
nmarket return are non-regul at ed.

Upon consi deration of these proposals, and other proposals
presented by i nterested persons, we approved the alternative staff
recommendati on.  Accordingly, paa Order No. PSC 01-1226-PAA-W5,
approvi ng the above-noted nodifications and a range of RCE from
9.14% at 100% equity to 10.24% at 40% of equity (or |ess), was
I ssued June 1, 2001. However, that paa Order was timely protested
by the Fl ori da Wat erwor ks Associ ation (FWA) and the matter was set
for hearing on November 5, 2001. Subsequent to the above-noted
protest, the Ofice of Public Counsel (OPC) served notice of its
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Intervention. Intervention was acknow edged by Order No. PSCO01-

1727-PCOWS, issued August 24, 2001.

A prehearing conference was held on Cctober 22, 2001, and the
Prehearing Oder, Oder No. PSC-01-2139-PCO-WS, was issued
Novenber 2, 2001. The formal hearing was held as schedul ed on
Novenber 5, 2001.

This Order addresses the i ssues and evi dence presented at the
Novenber 5, hearing. W have jurisdiction pursuant to Section
367.081(4) (£), Florida Statutes.

STI PULATI ONS

The Prehearing O der set forth four stipulations that were
agreed to by the parties and our staff. W consi dered and approved
these stipulations at the hearing. The stipulations are as
foll ows:

1. This docket should remain opento allowour staff to
nonitor the nmovenent in capital costs and to readdress
t he reasonabl eness of the | everage fornula as conditions
war r ant .

2. The depositions taken on Cctober 23, 2001 and
Novenber 1, 2001, of Dr. Roger A. Morin, and all exhibits
thereto, shall be admtted as an exhibit at the hearing
and shall be inlieuof cross-exam nationof that w tness
by the parties.

3. The direct and rebuttal testinony of Dr. Roger A
Morin shall be inserted into the record as though read at
the appropriate tine, and the exhibits attached to that
testinony shall be admtted into the record at the
heari ng.

4. Dr. Roger A. Mrin shall be allowed to attend the
hearing by tel ephone, and he shall be excused if the
Comm ssiondetermnes that there are no cross-exam nati on
guestions for him
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APPRCOPRI ATE METHODOLOG ES

At the Prehearing Conference, the only pure issue of fact
identified by the parties was what is the nost appropriate nodel or
nmethod to estinmate a fair and reasonable return on a water and
wastewater utility's common equity capita. The parties took the
fol | ow ng positions:

FWA: No individual nodel or approach provides a
dependabl e level of accuracy. Several different
approaches should be utilized to cross-check results. A
di versi fied, conprehensi ve anal ysis results ina range of
returns significantly higher than contained in the PAA
O der.

., OPC. The nost appropriate nodel is that which is used in
the paA [PSC01-1226-PAA-V\EI . Wth occasi onal
nodi fications, this nodel has been used for many years
and clearly has proven to result in ROEs that attract
capital investrment to the industry.

FWA Wtness Dr. Roger A. Morin enployed several variants of
three di stinct market-based RCE nodel s: (1) CAPM (2) R sk Prem um
and (3) G scounted Cash Flow (DCF). Wtness Mrin's overall
anal ysis includes two studies applying a CAPM and an enpiri cal
approxi mation of the CAPM using current narket data. He al so
performed four risk premum analyses based on historical and
allowed risk premumdata fromboth the electric and natural gas
distribution industries. Finally, witness Mrin perfornmed a DCF
anal yses on three surrogates for the wWAW industry: a group of
large water utilities, a group of transmssion and distribution
(T&D) electric utilities, and a group of natural gas distribution
utilities. The results of his financial analyses and the
application of his professional judgnent, including an assessnent
of the risk circunstances of the industry, led witness Mrin to
concl ude that the just and reasonabl e range of returns on common
equity for a typical Florida WAWutility was from 10.2% to 12. 7%
with a mdpoint of 11.5%

As for the use of our past |everage formula, wtness Mrin
general | y endorsed the noti on of a generic nechani stic approach for
the determnation of a fair ROE. Athough not specifically
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recommendi ng a different approach to our past |everage formla,
witness Morin did nmention the possibility of allow ng the cost of
debt in the formula to vary depending on the level of equity.
Furthernore, witness Mrin discussed using an average of five
formal relationships between the cost of capital and | everage as
explained by Mdigliani and Mller's (M&M) theory of financial
| everage. Wtness Morin believedthat the current equity all onance
| evel of 40%to 100%coul d be relaxed to 30%to 100%

OPC Wtness Mark A. G cchetti testified that the assunptions
and concl usi ons contai ned i n PAA Order No. PSC-01-1226-PAA-WS were
reasonable and appropriate for determning allowed returns on
common equity for WAW utilities in Florida. Wtness G cchetti
determ ned the appropriateness of the allowed return on common
equity incorporated in the PAA Order by applyi ng a DCF model .on an
i ndex of WAWuUtilities and a risk prem umanal ysis on an i ndex of
natural gas distribution conpanies. The PAA Oder resulted in a
Irang)e of RCE from9. 14%at 100%equity to 10.24%at 40%equity (or

ess) .

Staff witness Pete Lester determned the cost of equity for
the | everage fornmul a using a DCF nodel and a CAPM Wtness Lester
applied these two nodels to an index of water utilities and to an
index of natural gas distribution utilities. Witnezs Lester's
analysis resulted in a range of RCE from9. 69%at 100%equity to
10. 80%at 40%equity (or |less).

Al three wi tnesses enpl oyed sone version of the DCF nodel in
their anal ysis. Wtness Morin and w tness Lester enpl oyed versi ons
of the CAPMin both of their analyses. Al though w tness G cchetti
did not performa CAPManalysis, his analysis inplicitly endorses
t he use of the CAPM by supporting the protested PAA Order. Wtness
QG cchetti and witness Lester used the existing |leverage formula
nmet hodol ogy for determning the RCE for Florida's WAWuUtilities.

Wt ness Morin suggest ed anendi ng t he | everage formula to al | ow
the cost of debt to vary inrelationship to the equity ratio. 1In
addition, witness Mrin discussed using an average of five fornal
rel ati onshi ps between t he cost of capital and | everage as expl ai ned
by M&M's theory of financial |everage. The five formnal
rel ationshi ps M&M described in their theory of financial |everage
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are MM Leverage with no tax, MM Leverage with tax, Mller with
personal and corporate tax, CAPM and Enpirical CAPM ( ECAPV) .

Wtness Qcchetti stated that prior to recommending the
| everage formula for use before the Conm ssion, the staff of the
Cormmi ssi on t horoughl y anal yzed the rel evant theoriesrelated to the
effects of |leverage on the cost of equity. Wtness G cchetti
t hought it woul d be:

. inappropriate to average the five hypot heses cited
by witness Mrin and use the result in the |everage
formul a. Because sone of the hypot heses do not account
for the inpacts of regulation, the legitimacy of the
result woul d be conprom sed.

W agree that it would be inappropriate to average the five
hypot heses cited by wtness Mrin. The |everage fornula was
devel oped over the years t hrough wor kshops and hearings in order to
provide a flexible and useful tool for determ ning the ROE for the
nore than 300 WAW utilities regulated by this Comm ssion. The
sinplicity of the | everage fornmula allows for greater efficiencies
insetting a utility's ROE. In addition, we agree with witnesses
G cchetti and Lester that limting the lowend of the equity ratio
to 40% provi des an incentive to the conpanies to avoid impzudent
anounts of debt.

Based on our analysis of this issue and a review of the
wi tnesses' testinonies, we find, that wth the adjustnents
delineated later in this Oder, the existing |everage formula
met hodol ogy used to determne the ROE for Florida's wAW utilities
is appropriate. 1In addition, we find that the DOF nodel and the
CAPM are the nost appropriate nodels in which to estimate a fair
and reasonabl e return for Florida’s WAW utilities' common equity.

ACTUAL MEASURED COST CF EQUI TY

At the Prehearing Conference, the parties identified as a
mxed issue of policy and |aw as whether the Comm ssion shoul d
establish a leverage fornula that systematically results in an
allowed equity return that is either higher or |ower than the
actual neasured cost of equity for an average water and wast ewat er
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utility at the corresponding equity. The parties took the

fol |l owi ng positions:

FWA: Section 367.081(4) (f), Florida Statutes, does not
limt the Comm ssionto considerationof any singl e nodel
for determning the cost of equity. The Conm ssi on
shoul d consi der and eval uate the testinony and evi dence
regardi ng various approaches for estimating the cost of
equity in determning the appropriate range of returns.

OPC. No. Sound public policy as well as Section
367.081(4) (£) | F.S., contenplates the establishment of
aut hori zed equity returns that equal - not systenmatically
exceed - the actual cost of equity.

. Indetermning the appropriate cost of equity, any deci sion we
make nust be based on the evidence contained in the record.
Section 367.081(4) (£), Florida Statutes, authori zes this Comm ssi on
to establish, not |ess than once each year, a leverage fornula to
cal cul ate a reasonable range of RCE for an average WAW utility.
Determ ning the appropriate RCE is a subjective process based on
forecasted informati on and professional judgenent. The w tnesses
in this proceeding recommended the use of generally accepted
financial nodels and the us= of specific industry infornation
concerning investors' perception of risk for WAW investnents.
Based on the information provided in this proceeding and with the
adjustnents delineated later in this Oder, we find that the
current Commssion |everage formula nethodology is the nost
appropriate nethod to use in setting the RCE for Florida's WAW
utilities.

COVWPAR SON W TH OTHER RATE- BASED REGULATED | NDUSTR ES

At the Prehearing Conference, the parties identified as an
| ssue of policy as to whether there was justificationfor utilizing
a | everage formul a net hodol ogy that yields a lower return on equity
for water and wastewater utilities as conpared to ot her rate-based
regul ated industries in Florida and el sewhere. The parties took
the foll owi ng positions:

FWA: The PAA Order produces returns on equity that are
significantlyless than the conposite authorized rate of
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return for Commssion regulated electric and gas
utilities. There is no reasonabl e or justified basis for
this difference and this result does not appropriately
reflect the risks and issues facing the water and
wast ewat er i ndustry.

CPC. The formul a shoul d refl ect the actual cost of equity
for an average water/wastewater utility, not RJES
stipulated in sone other industry. If risk factors
associated with another industry are different (e.g.,
threat of restructuring, absence of indexing), the ROEs
shoul d reflect that difference.

FWA argues that the past nethodology produced returns
significantly | ess than the conposite authorized rate of return for
Commission regul ated electric and gas utilities. FWA goes on to
argue that we . . . should refrain fromel evating the subjective
application of financial nodels for which there are no directly
conparable proxies to conclusive status for determining the
reasonable range of RCEs for the average Florida water and
wastewater utility." PwA believes that WAWutilities have becone
as risky if not nore risky than energy utilities.

In addition, FWA notes that the rising costs, the continually
changi ng environmental regul ati ons and conditions, the snmall size
of the average water utility, the uncertainty regarding future
demand (and suppl y), the possi bility of contam nati on, and t he need
for substantial external financing nust all be considered. In
concl usion, FWA argues that there is no rationale for the RCE for
WAWutilities to be belowthat of the gas utilities, and that, in
fact, the ROE shoul d be higher than the average return all owed for
the gas utilities.

In its post-hearing brief, OPC states that this issue was
presented as one of policy and not one of fact, and that OPC’'s
approach has been as a matter of regulatory policy. OPC also
states that Section 367.081(4)(f), Florida Statutes, clearly
applies only to WAW conpani es. Therefore, OPC argues that those
returns fromother regulated industries should not be considered
and especi ally when those returns are based on stipul ations.
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Al t hough we agree in principal with opc’s interpretation of
the statute, we find that the evidence shows that the average WAW
utility in Florida nay face nore risk than the energy utilities
used in the nodels. Pursuant to Section 367.081(4)(f), Florida
Statutes, we nust establish a |everage fornmula which reasonably
reflects the "range of returns on common equity for an average
water or wastewater utility." Using the nethodol ogies set forthin
this Order, and allow ng for placenment costs and a ri sk premumto
account for the snall size and the additional risk of the average
VAW utility, we believe wll result in a leverage formula
appropriate for an average WAWutility. The specific anounts for
the placenent costs and the risk premumare set forth bel ow

ESTABLI SHVENT OF APPROPRI ATE RANCE OF RETURNS ON COVMON EQUI TY

"For the ultimate issue on what is the appropriate range of
returns on common equity for water and wastewater utilities
pursuant to Section 367.081(4)(f), Florida Statutes, the parties
took the foll ow ng positions:

FWA: The reasonabl e range of return on commbn equity to
be used as part of the |everage fornula nethodol ogy is
10. 2%t o 12. 7%wi th the m d-poi nt of 11.5%for a typical
Florida water and wastewater utility with an average
capital structure. The range of return set forth in the
PAA Oder is too low and would place F orida water and
wastewater utilities at a conpetitive di sadvantageinthe
capi tal markets.

OPC. 9.14% ROE @ 100% equity ratio to 10. 24% RCE @ 40%
(or lower) Equity ratio, based on the fornula: Return on
Common Equity = 8.41%+ 0.731/Equity Ratio.

SUMWARY CF W TNESSES TESTI MONY

Wtness Morin’s Direct and Cicchetti’s Rebuttal:

CAPM In his analysis, FWA witness Mrrin used a conmon form
of the CAPM and an ECAPM I n using these nodels, he had to nake
assunptions regarding the appropriate beta, narket return, and
risk-freerate. He used a historical measure of beta supplied by
Value Line. Wtness Mrin's estimate of the nmarket return was
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based on the resul ts of both forward-1 ooki ng and hi storical studies
of long-termrisk premuns. Finally, for the risk-free rate, he
used the actual yield on |ong-termTreasury bonds. Based upon this
anal ysis, he concluded that his comon formof the CAPM and his
ECAPM anal ysis indicated a cost of equity of 10.2% and 10.8%,
respectively.

On rebuttal, Wtness CGcchetti criticized the use of the
actual yield on long-term T Treasury bonds used in wtness Mrin's
CAPM anal ysis. Wtness G cchetti states:

[(Tlhe current yield onlong-termTreasury bonds is | ower.
Consequent |y, using w tness Morin’s own net hodol ogy, the
results of his CAPM risk premum approach and R sk
Prem um anal ysis are overstated by 50 basis points.

In addition, witness G cchetti disagrees with witness Mrin's
use of a market risk premum noting that witness Mrin's .
market risk premumwas based on the historical earned returns of
a broad nar ket sanpl e of common stock over the returns of | ong-term
Treasury bonds." Wtness Qcchetti does not believe it is
appropriate to rely on a risk premumanal ysis that uses earned
returns rather than expected returns in determning the risk
premum Witness O cchetti states:

Required returnis a function of expectations and not a
function of ex post performance. Actual perfornmance may
devi ate substantially fromwhat was expected but it is
expectations relative to requirenments that determne if
an i nvestment shoul d be nade. Relying on earned returns
in the rate naking process as the basis for required
returns can produce incorrect results.

Furt hernore, witness G cchetti believesthat relyi ng on earned
returns as a proxy for required returns can produce nonsensi cal
results. For exanple, he pointstowitness Mrin's Exhibit 1, RAM
2 and 3, whi ch shows annual equity risk premuns that range froma
negative 37.3%to a positive 61.2%. Wtness G cchetti believes
that it is illogical to think that in any year the cost of equity
was 37.3 percentage points | ess than the cost of |ess risky debt.
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Wtness Gcchetti also believes that it is inappropriate for
witness Morin to rely on expected earnings growmh as a proxy for
expect ed di vidend growmh in determning the narket risk prem um of
his CAPM The DCF nodel is used to determne the market risk
premumin the CAPM Wtness G cchetti states that the DCF nodel
Is a dividend di scounting nodel which in theory takes the present
val ue of all dividends paid out and the present val ue of the future
stock price, discounted back in order to determ ne the discount
rate or investors' required return. Furthernore, he states that
due to the fact that not all earnings are paid out as dividends
when t hey are earned, the use of earnings in determning the market
risk premumviolates the principle of the tine value of noney.

RSK PREMUM In his Rsk Premum anal ysis, witness Mrin
used historical and allowed risk premuns on a surrogate index of
electric and natural gas utilities. For the risk-free rate, he
used the actual yield on long-term Treasury bonds. He then
adjusted the results of the R sk Prem um nodel by 35 basis points
to conpensate for his perceptionof the difference in risk between
that of the utility indexes used in his nodel and the average
Florida WAWutility.

As previously stated, witness G cchetti disagrees wth using
the actual yield on | ong-termTreasury bonds, and he als» di sagreed
that it was appropriate to use ex post returns as a proxy for
expectations. He states that the use of these inputs in the R sk
Prem um nodel overstates the cost of equity for a typical Florida
WAWutility. Wtness Gcchetti believes the risk adjustnent nade
by wi tness Morinto conpensate WAWuUtilities for their greater risk
Is wong and argues that waAw utilities are not riskier than
electric or natural gas utilities. He points out that because of
i mted technol ogi cal breakt hroughs, | ack of conpetitionand havi ng
no substitutes for water, Standard and Poor's considers water
utilitiesto be the lowest-risk utility sector. Wtness G cchetti
believes that using allowed returns to determne a utility's cost
of equityis circular logic and that the required ROEis a function
of relevant risk.

DCF: Wtness Morin also conducted a cost of equity anal ysis
using a single-stage annual DCF nodel, applied to three proxy
groups: a group of WAW utilities, a group of T8 electric
utilities, and a group of natural gas distributionutilities. To
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use t hese nodel s, he had t o nake assunpti ons regardi ng t he expect ed
dividend yield and the expected long term growh rate. The
expected dividend i n the DCF nodel can be obtai ned by nmultiplying
the current indicated annual dividend rate by the assuned expected
long term growt h rate. Wtness Mrin used |ong-term earnings
growmh rate forecasts provided by Institutional Broker's Estinate
Systens (I BES) and by Val ue Line’s earnings growh forecasts as a
proxy for dividend growth rates.

After conbining the long-term growh rates for his waw
utilities with their average expected dividend yields, wtness
Morin t hen added 30 basis points to recogni ze quarterly paynents of
dividends. He further adjusted his RCE results to recognize a
five-percent flotation cost all owance. The estinmated RCE obt ai ned
fromw tness Morin’s DCF anal ysis on his WAWutilities group using
IBES growh rates is 10.2% Wtness Mrin then perforned a DCF
analysis, on his same wWAW utilities group, using historical
earnings growm h rate forecasts (i nstead of anal yst earni ngs growt h
rates). After adjusting for quarterly timng of dividends and
flotation costs, his analysis resulted in an 11.4%cost of equity.
Performng the same analysis for a third tine, but using Value
Line's |l ong-termearnings growh rate forecasts i nstead of |BES or
hi storical growmh rates, and not adjusting for quarterly timng of
di vidends or flotation allowance, resulted in an 11.6% coat of
equity.

Wtness Mrrin perforned a DCF anal ysis on his T&D electric
utilities group by using |IBES average long-term growh rate
forecasts. Wtness Mrin adjusted the results for a five-percent
flotation cost all owance and al so added 35 basi s points for a snall
Size premum Wtness Mrin truncated the range of his indicated
returns by renovi ng the hi ghest and | onest cost of equity out cones.
After these adjustnent were nmade, his ROE anal ysi s produced a 10. 8%
cost of equity. Wtness Mrin then conducted a simlar DCF
analysis on his T&D electric utilities group, using Value Line' s
| ong-termearnings growth rate forecast instead. After adjusting
for flotation costs and a snmall size premum he truncated these
results to arrive at a 12. 3%cost of equity.

On his index of natural gas utilities, witness Mrin repeated
his DCF anal yses using | BES and Value Line earnings growh rate
forecasts. The results of using IBES forecasted growh rate
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estimates on his index of natural gas utilities, resulted in a RCE
estimate of 12. 7% H's DCF analysis using Value Line growh rate
estimates resulted in a RCE estimate of 14.5% Wtness Mrin
considered the RCE estinmate derived from his DCF anal ysis on his
index of natural gas utilities, using Value Line's forecasted
earnings growh rate to be an outlier and accorded it little
wei ght .

As previously stated, witness G cchetti believes that the use
of earnings growh rates, historical or projected, as a proxy for
expected dividend growh rates in the DCF nodel is inappropriate.
Wtness Gcchetti testifiedthat using earnings growh rates in the
DCF anal ysis overstates the cost of equity for a typical Florida
WAWutility.

Wtness Gcchetti's Drect and Morin’s Rebuttal:

DCF: Using a two-stage vari abl e grow h rat e DCF nodel , witness
G cchetti averaged the high and | ow stock price for each conpany
and assunmed an initial five-year growh period based upon Val ue
Line’s explicit dividends forecasts. Assumng a constant growh
rate for the period beyond five-years, he cal cul ated the | ong-term
constant growth rate by multiplying Value Line's expected RCE (r)
and expected retention rate (») for 2005 (known as “b tines r” or
t he earni ngs retention nethod). Using his DCF nodel on an i ndex of
WAWuUtilities and adjusting the results to include a three-percent
flotation cost allowance, he estimated an RCE of 8.91% Wtness
G cchetti also included a quarterly conpoundi ng t wo-st age vari abl e
grow h rate DCF nodel for his index of WAWuUtilities. The result
of his quarterly DCF nodel RCE estinmate was 9. 08%

Wtness Morincriticizes witness G cchetti anal ysis for being
too narrow in scope by relying exclusively on one particularly
fragile variant of the DCF approach, nanely, the retention growh
approach (b tines r). Wtness Mrin states that:

M. Cicchetti’s recommendation rests entirely on the
retention growh DCF nethod, and there are serious
| ogi cal inconsistenciesinthis particul ar net hod because
witness G cchetti is forced to assune the answer to
i npl enent the method. This nethod is the least valid,
both empirically and theoretically. . . . M. Gcchetti
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fails to use analyst's growh rate forecasts in his DCF
anal ysis, even though the stock price he uses in his
anal ysis is predi cated on such forecasts.

Wtness Morin disagreed with witness G cchetti's singular use
of Value Line's forecasted dividend growh rate i n his DCF nodel ,
stating that there are at least four different techniques to
estinmate an expected growth rate, including the retention growh
nmet hod. Wtness Mrin believes that the use of the retention
growh nethod (b times r) is circular because the nethod requires
you to assunme the RCE answer to start with. [In addition, wtness
Morin states that witness Gcchetti's forecast of expected RCE
published by Value Line is based on end-of-period book equity
rat her than on average book equity, understating the results by 10-
20 basi s points.

R SK PREM UM Wtness G cchetti al so performed a R sk Prem um
analysis on an index of natural gas conpanies. Thi s anal ysis
required him to make two assunptions: first, the equity risk
prem um and second, the risk-free rate of return. Wt ness
G cchetti determned the equity risk prem um by subtracting the
required returns on equity as reported by Value Line fromthe t hen
current yield on | ong-ter mgover nment bonds, averaged over a ten-
year period. By taking this averags and adding it to a consensus
forecast for | ong-termgovernnment bonds, as published by Bl ue Chip
Fi nanci al Forecasts, he then adjusted the results for a bond yield
differential (the difference between the I|ndex's average bond
rating and the assumed BBB rating of Forida's WAW utilities)
produci ng an RCE estimate of 8.60%

On rebuttal, witness Murin states that "w tness G cchetti's
risk premumanalysis is nmerely a replication of his DCF anal ysis
over several years . . .” and therefore subject to the sane
criticisnms as previously stated on his DCF anal ysi s, especially the
inherent circularity of the technique.

Witnegs Lester’s Direct and Morin’s and Cicchetti’s Rebuttal:

DCE: In his testinony, witness Lester used a two-stage
annual I y conpounded DCF nodel and a CAPM anal ysis applied to an
i ndex of WAWutilities and natural gas utilities. Wtness Lester's
i nputs for his DCF nodel consisted of current stock prices, Val ue
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Line's forecasted di vidend growt h rates, and | ong-t ermgrowt h rat es
usi ng the earnings retention nethod. The results of his DCF nodel
were adjusted for a three-percent flotation cost all owance, which
produced an RCE estimate for his index of WAWutilities of 9.01%
and an ROE estimate of 10.71% for his index of natural gas
utilities.

CAPM Wtness Lester also performed a CAPM anal ysis on an
I ndex of WAWutilities and natural gas utilities. For his inputs,
witness Lester used the average forecasted 30-year Treasury bond
and the average beta as reported by Value Line. For his required
market return i nput, witness Lester applied a sinple DCF equation
to 652 conpani es selected fromValue Line. In his sinple DCF nodel
he used the average of expected earnings growh rate and expected
di vidends growth rate as a proxy for the forecasted growh rate.
Witrniess Lester added 10 basis points to his required market return
in his CAPMto conpensate for quarterly conpoundi ng of dividends.
The result of his CAPM analysis for both WAW and natural gas
utilities was 8.98%

Adiustnents: After averaging the estimated RCE results of
these four nodels, witness Lester nade three adjustnments to his
final recommended RCE. The first adjustnent was to adjust for the
historical differences between the different bond yield rated
I ndexes and the average Florida waw utility. This adjustnent,
consistent with the status quo net hodol ogy, anounted to 25-basis
poi nts. He then added 50 basis points to conpensate for the
liquidity premum that investors require for holding privately
pl aced bonds. Finally, he added 50 basis points to conpensate for
the small size of Florida WAWutilities. Based on his financial
anal ysis, Wtness Lester recommended a | everage fornul a range of
9.69%to 10.80%

Inhiscriticismof witness Lester's testinony, witness Mrin
had several points of disagreenent with the nethods and inputs of
his nodel s. These di sagreenents are simlar to those he expressed
inregard to the nodels and net hods used by witness G cchetti in
his RCE anal ysis. Wtness Mrin disagreed: (1) with wtness
Lester's use of the retenti on grow h approach in the DCF nodel ; (2)
t he excl usi ve use of Value Line’s [dividend] growh rate forecasts
as opposed to the consensus analyst's [earnings] growh rate
forecast; (3) the market risk prem um [rmethodol ogy] of his CAPM
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anal ysis; (4) the use of a plain vanilla version of the CAPM and
(5) the capital structure assunption [the 40%floor in the allowed
equity ratiol inherent in the | everage fornmula.

Wtness Morindid agree with several of witness Lester's views
and procedures. Wtness Morin agreed with witness Lester’s: (1)
use of information fromtwo regul ated i ndustries, although he was
sonewhat concerned with the statistical reliability of a four-
conpany sanple of water utilities; (2) stock prices in his DCF
analysis; (3) inclusion of a flotation cost allowance; (4)
estimate of his risk free rate in the CAPM (5) beta estinmates in
the CAPManal ysi s; and (6) ri sk adjustnents, includinga bond vyield
differential, a private placenment premum and a size premumin
the cal cul ati on of the recommended | everage forml a.

Onrebuttal, Wtness G cchetti disagreedw th w tness Lester's
use of an earnings growh rate in determning the nmarket risk
prem uminherent in the CAPM This disagreenent is sinilar to the
criticisnms witness Gcchetti expressed about w tness Morin’s use of
a forecasted earnings growth rate in his nodels. Wtness G cchetti
also stated that the addition of a small size risk premumin the
| everage formula is unnecessary. Wtness G cchetti believes that
the risk due to size has already been accounted for by the bond
yi el d adj ustnent and the private pl acenent premium i ncl uded in the
| everage formul a.

GOV SSI ON ANALYSI S

All three wtnesses agree with the use of a bond vyield

differential adjustnent and a private placenent prem um In
addition, all three wi tnesses agree on a flotati on cost al | owance,
but disagree on the required size of the adjustnent. Finally,

there was a general consensus on an adjustment for quarterly
di vi dends with the nodel s.

Wtnesses Lester and G cchetti both stated that historically
theutilities' underwiting expenses associ ated w th i ssui ng comon
stock have averaged around three to four-percent. Wtness Mrin
stated that according to enpirical financial literature, the total
flotation costs amount to four-percent for the direct costs and
one-percent for the market's downward pressure on a newy issued
stock's price. Due to the small size of Florida’'s WAWuUtilities
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and the lack of in-house |egal services and additional resources
nornal |y avail abl e to | arger conpani es, we find that a four-percent
flotation cost allowance is appropriate. To allow for this four-
percent flotation cost adjustnent, we add 20-basi s points to each
nodel . This adjustnment of 20-basis points is derived from an
approxi mate average of a one-percent allowance in each of the
witnesses’ testinonies.

Moreover, we find that an adjustnent for a bond vyield
differential and a private placenent premumis appropriate. This
woul d be in agreement with all the witnesses' testinonies. As for
the snall size premum we find that an adjustnent is justifiedin
light of the new information presented in wtness Lester's
testinmony concerning the size of Florida’s WAW utilities. (See
Attachnent B, which is attached to this Oder and incorporated
herein.) Wtness Lester was the only wtness who specifically
anal yzed Florida's WAWutilities. In his analysis, wtness Lester
reports that two-thirds of Florida' s waw utilities range fromsnall
to very small. Based on this information and the opinions of
witnesses Lester and Morin, we find that a 50-basis point
adjustnent is appropriate and shall be included in the |everage
f or mul a.

Anot her risk factor facing Florida' s water and wastewater
industry is regulatory risk. There are two primary regulatory risk
factors that have a profound effect on these utilities. First,
water and wastewater utilities face significant exposure to used
and useful adjustnments. These adjustnents inpact cash flow and
financial integrity. Unlike electric utilities who have the
opportunity to sell excess generation capacity on the whol esal e
market, water utilities have limted revenue produci ng options for
excess capacity even though it may be prudent to build for future
growm h. Second, water utilities face i ncreasing cost pressures due
to environnmental regulations. Unlike electric utilities who have
access to an environnental cost recovery clause, water utilities
face risk of recovery and regulatory lag via a base rate
pr oceedi ng.

As to whether a single-stage DOF or two-stage DCF is nore
reliable at determning an estimated ROCE, we find that a two-stage
annual DCF provides a nore detail ed anal ysis of the cost of equity
because short-term forecasts are nore reliable than long-term
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forecasts. Qur staff has anal yzed the approxi mate basis point
di f f erences bet ween a t wo-st age and si ngl e-st age DCF nodel usi ng an
index of waw utilities. The results of this analysis shows an
estimated 9. 01% RCE for the two-stage DCF nodel, and 9. 46%RCE f or
t he singl e-st age DCF nodel .

As for the DCF model’s inputs, we believe that it is
appropriate to use the forecasted dividend growh rates as
published by Value Line in the cal culation of the DCF nodel. V¢
bel i eve that dividend growh rates are a nore reliable prediction
of short-termfuture growth and nore cl osely satisfy the concept of
the time value of noney theory. Wtness G cchetti supports this
concept by testifying that:

Required return is a function of expectations and not a

~ function of ex post performance. Actual performance nmay
devi ate substantially fromwhat was expected but it is
expectations relative to requirenents that determne if
an i nvest nent shoul d be made. Relying on earned returns
in the ratemaking process as the basis for required
returns can produce incorrect results. For exanpl e,
just because a conpany had an earned RCE of either 5%or
25% does not nean that the conpany's cost of equity was
ei ther 5% or 25% Furthernore, relying on earned returns
as a proxy for required returns can produce nonsensi cal
resul ts.

In addition, we also believe that the use of a retention
growth method for the periods beyond the first five years is
appropriate. An average of a dividend growh rate forecast and an
earnings growh rate forecast would al so be appropriate, but the
retention growth nethod nost closely satisfies the concept of the
time val ue of noney theory.

As for the CAPMinputs, all three witnesses agreed that the
aver age beta as derived froman i ndex of the conpani es publishedin
Val ue Li ne was appropriate. Therefore, we find that the use of the
average beta as derived fromValue Line is appropriate. It appears
that the twel ve-nonth average yield of the 30-year Treasury Bond,
as reported by Blue chip Financial Forecasts, as opposed to using
the actual 30-year Treasury Bond yield, is a nore reliabl e neasure
due to its snoothing effect on short-term aberrations. For the
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cal cul ation of the market risk premum we find that the averaging
of a forecasted dividend growh rate with the forecasted earnings
gromh rate is appropriate. Al though this seens to contradi ct our
previ ous determ nation concerning the inputs to the DCF nodel, we
believe that it is appropriate here in determning the overall
market risk premum Qur reason for using this nethod is based on
the assunption stated by wtness G cchetti that over time the
earnings growh rate and the dividends growmh rate would
theoretically be the sane.

The use of the CAPM and DCF nodel is based on the assunption
that the index of conpanies used in the nodels to estinmate an RCE
for autility have conparabl e characteristics. Qher than witness
Morin’s use of an electric utility index in his analysis, nowhere
else in the record does the evidence support the use of a T&
electric utility index for a proxy of WAWutilities. Therefore, we
findthat it is not appropriateto use a T&D electric utility index
as a proxy for WAWutilities.

All three witnesses used an index of nationally traded,
di vi dend payi ng WAWconpani es as a proxy for Florida WAWutilities.
However, each witness criticized the snall size of their index and
the unreliability of the information provided by using only four
conpani es. For the four water conpanies used in wtness
G cchetti's and witness Lester’s testinonies, two utilities are
|l ocated in California. These conpanies are heavily influenced by
the California Public Service Conmm ssion and the current electric
deregulationcrisis. |n addition, another of the four utilities in
the index is being acquired by a foreign investor. Wen asked if
t akeover runors can have an inpact on stock prices, Wwtness
G cchetti said yes. Therefore, takeovers of publicly traded
utilities can affect the results of an RCE estimate for a
particular industry. Finally, witness Mrin, said:

There is a severe shortage of pure-play water
utilities whose shares are publicly listed and actively
traded, and are therefore subject to the opinions and
actions of investors in a neasurable way. Gven this
situation, the need to extend the sanpl e to conpani es of
conparabl e risk is obvious.
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In addition, witness Mrin stated:

| consider the DCF results obtained fromthe water
utilities group sonewhat unreliable in view of the
scarcity of avail able conpanies. Mor eover, the DCF
results are sonmewhat clouded by pending nerger
negotiations for several of the water conpanies in the
sanple. There is a very strong possibility that the
stock price of these conpanies used as input in the DCF
dividend yield conponent is biased by ongoing nerger
negotiations. The DCF analysis of these conpanies is
therefore susceptible to the singular vagari es of these
particul ar conpani es. An abnormally low or high RCE
recommendati oncanresult froma bi ased DCF estimate. It
is fairly common practi ce anongst experts and i nvest nent
anal ysts to exclude conpanies currently involved in
nerger negotiations when applying the DCF nodel to a
sanpl e of conparabl e ri sk conpani es.

Based on the record and the testimonies Of the witnesses, We
find that excluding the index of four waw utilities used in wtness
Cicchetti’s and witness Lester's analyses would result in a nore
reliable estinmate. Due to the |l ack of avail abl e.data, we al so find
it appropriate to exclude the WAW i ndex used by wtness Mrin.
Moreover, there is sufficient evidence in the record show ng that
the specific business risks and singular vagaries of the three of
the four water utilities used in the index overpower the nost
I nportant assunption inplicit in the financial nodels, that is,
that each water utility has simlar business risks conpared to the
risks of Florida's WAWutilities.

Al three wi tnesses used an i ndex of natural gas distribution
conpani es as a proxy for the WAWutilities. Wth the elimnation
of the electric and water indexes, we find that the use of natural
gas distribution conpanies as a proxy wll result in a nore
reasonabl e cost of equity for Horida's WAWuUtilities. W have
concerns with using only one index of conpanies in our analysis,
but we believe the alternativeto be unreliable and coul d possibly
produce distorted results.

CONCLUSI ON

Based on our analysis of this issue and a review of the
wi t nesses' testinoni es and exhibits, we find as foll ows:
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1. A two-stage annual DCF nodel shall be applied to an
I ndex of natural gas distribution utilities, using
forecasted expected dividend growh rates for the first
stage and the retention earnings nethod for the second
st age.

2. The CAPM shall be used and applied to an index of
natural gas distribution utilities, using an average
utility beta derived fromValue Line, and a market risk
prem umcal cul at ed by a si npl e DCF nodel using an aver age
forecasted dividends and earni ngs grow h rate.

3. A 20-basis point adjustnment shall be nade to each
nodel to adjust for flotation cost allowance. I n
addition, a 10-basis point adjustnent shall be nade to
the CAPMto adjust for quarterly conpounded results.

4. The follow ng adjustnents shall be made to the
average of the two nodels: a bond yield differential
adjustnment; a private placenment premum of 50 basis
points; and a small-utility risk premum of 50 basis
poi nt s.

5. The applied range of RCE for a waw utility shall be
from 40% equity to 100% equity. In addition, an
adjustnment toreflect therequired equity return at a 40%
equity ratio shall be included.

See Attachnment A, which is attached to this O der and i ncor porat ed
her ei n.

Based on t he above, we cal cul ate the | everage fornmula to be as
fol | ows:

Return on Common Equity = 9. 10%+ 0.896/Equity Ratio

Were the Equity Rati o = Common Equity / (Common Equity + Preferred
Equity + Long-Termand Short-Ter mDebt)

Range: 10.00%e@ 100%equity to 11.34%e 40%equity

Based on the foregoing, it is
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ORDERED by the Florida Public Service Commssion that the
| everage formula shall use the nethodol ogi es and adjustnents as
shown in the body of this Oder. It is further

ORDERED t hat the appropriate formula for measuring returns on
conmmon equity for water and wastewater utilities shall be as set
forth in the body of this Oder. It is further

ORDERED that all findings made in the body of this Oder are
hereby approved. It is further

ORDERED that returns on common equity are hereby capped at
11. 34 percent for all water and wastewater utilities with equity
ratios of less than 40 percent in order to di scourage inprudent
financial risk. It is further

., CRDERED that all matters contained in Attachnents A and B of
this Order are incorporated herein by reference. It is further

ORDERED that this docket shall remain open to allow this
Comm ssion to nonitor the novement in capital costs and to
readdr ess t he reasonabl eness of the | everage fornula as conditions
warrant, until next year’s docket is opened.

By ORCER of the Florida Public Service Comaission this 24th

day of Decenber, 2001.

BLANCA 8. BAYé Cireckor
D vi sion of the Conm ssion derk
and Adm ni strative Services

(SEAL)
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NOTI CE OF FURTHER PROCEEDI NGS OR JUDI O AL REMI EW

The F orida Public Service Conmssion is required by Section
120.569(1), Horida Statutes, to notify parties of any
adm ni strative hearing or judicial reviewof Conmm ssion orders that
I s avai |l abl e under Sections 120.57 or 120.68, Florida Statutes, as
well as the procedures and tine limts that apply. This .notice
shoul d not be construed to nean all requests for an admnistrative
hearing or judicial revieww || be granted or result in the relief
sought .

Any party adversely affected by the Conmssion's final action
inthis natter nmay request: 1) reconsideration of the decision by
filing a notion for reconsiderationwith the Director, D vision of
the Comm ssion A erk and Adm ni strative Servi ces, 2540 Shurmard Qak
Boul evard, Tall ahassee, Florida 32399-0850, within fifteen (15)
days of the issuance of this order in the formprescribed by Rule
25-22.060, Florida Adm nistrative Code; or 2) judicial review by
the Florida Supreme Court in the case of an electric, gas or
tel ephone utility or the First Dstrict Court of Appeal in the case
of a water and/or wastewater utility by filing a notice of appeal
wth the Drector, Dvision of the Commssion derk and
Administrative Services and filing a copy of the notice of appeal
and the filing fee with the appropriate court. This filing nust be
conpletedwithin thirty (30) days after the i ssuance of this order,
pursuant to Rule 9.110, Florida Rul es of Appellate Procedure. The
notice of appeal nust be in the formspecified in Rule 9.900(a),
Fl orida Rul es of Appell ate Procedure.
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Calculation of Approved and PAA (Status Quo) L ever age Formulae

(A) DCF ROE for Water Index

(B) DCF ROE for Gas Index

(C) CAPM for Water Index

(D) CAPM for Gas Index

AVERAGE

Bond Yield Differential

Small-Utility Risk Premium

Private Placement Premium

Adjustment to Reflect Required Equity
Return a a40% Equity Ratio

Cost of Equity for Average FloridaWAW
Utility at a40% Equity Ratio

Approved PAA Order
2001 2001

9.01%

10.81%
8.98%

9.08%
9.95% 9.00%
25% 41%

50%
.50% .50%
15% 1%
m 16 N19%

2000 L everage Formula (Currently in Effect)

Return on Common Equity =
Range of Returnson Equity =

8.99% +.376/ER
9.37% - 9.94%

2001 L everage Formula (Approved)

Return on Common Equity =

Range of Returnson Equity =

9.10% + .896/ER
10.00% - 11.34%

2001 L everage Formula (PAA Order)

Return on Common Equity =

Range of Returnson Equity =

8.54% t+ .588/ER
9.13% - 10.01%



KAW_R_PSCDR4#1_attachment_110304

ORDER NO. PSC-01-2514-FOF-W5
DOCKET NO. 010006-WS
PACE 25

BASIC DCF EQUATION

D D D,

+

P, =
° (1+K)  (1+K? (1+K)

+ .

. where: D,= Dividends paid at the end of period t
K =Investors required rate of return

P, = The current price of the stock thiscan also be
written as

n Dt

Pp= X as n approaches

t=1(1+K)"

Page 25 of 34

ATTACHMENT A

(1+K)”

Assuming constant growth in dividends and g < K, these equations reduce to

Dl
K= —+g
P,

where g isthe constant growth rate in dividends.
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ATTACHMENTA
TWO-STAGE ANNUALLY COMPOUNDED DCE MODEL
D (1
P,(1-FC) = D, + D, + oL+ Dy + (1+8) 1
(1+K)  @a+Ky? (1+K)" K-g (1+K)"
Where

P, = The current stock price

D,,D, ...D, = Expected dividends each year
FC = Flotation costs

K = Investorsrequired rate of return

g = The constant growth rate after year n
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ATTACHMENT A
COST OF EQUITY | NDEX OF GAS UTILITIES
VALUE LINE ISSUE: Ed. 3,6122101

COMPANIES 2001 2002 2003 2004 2005 EPSA ROE4 GR1-4  GR4+ AVG-PR
AGL RESOURCES 108 108 110 113 115 185 1200 1.0212 1.0454 22.80
ATMOS ENERGY 116 120 125 130 135 260 1750 1.0400 1.0841 21.34
CASCADE NATURAL GAS 096 096 097 099 100 190 1450 1.0137 1.0687 20.67
ENERGEN CORP. 069 071 074 077 080 410 23.00 1.0406 1.1851 25.95
LACLEDE GAS 135 136 139 142 145 215 1150 1.0216 1.0374 23.65
NORTHWEST NAT. GAS 125 126 127 129 130 245 11.00 1.0105 1.0516 24.65
PEOPLES ENERGY 204 208 211 213 216 405 1200 1.0127 1.0560 38.23
PIEDMONT NATURAL GAS 152 160 167 174 182 3.00 13.00 1.0439 1.0511 33.02
SEMCO ENERGY 084 088 092 09 100 170 350 1.0435 1.0144 14.92
SOUTHWEST GAS 082 084 088 092 09 175 800 1.0455 1.0361 23.46
WGL HOLDINGS 126 128 130 133 135 260 1250 1.0179 10601 27.35
AVERAGE 1.1791 1.2045 1.2365 1.2695 1.304  2.5612.591 1.0283 1.0627 25.097

1.385

S&P STOCK GUIDE: SEPT. 2001 with August Stock Prices

Annua 10.81% COST OF EQUITY
Average Price less Flotation
$24.34
Cash Hows
1.0876188 1.006462 0.933303 0.86561 0.81942 19.6314
35 80 87
24.34391

Sources: Stock Prices/S&P Stock Guides; Dividends, EPS, ROE/Value Line, Ed. 3
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Capital Asset Pricing: Model Cost of Equity for
an Average Water or Wastewater Utility
CAPM Andysis Formula
K = RF + Beta(MR - RF)
K = Investor'srequired rate of return
R = Risk-freerate (Blue Chip forecast for 30-year Treasury bond)
Beta = Measure of systematic risk (Average for water utilities followed by
VaueLine and average for the gasindex)
MR = Market return
GAS 9.08% = 5.74%* .61(10.89% - 5.74%)+.20%

Note: We calculated the market return using an annual DCF model for a large number of dividend
paying stocks followed by Vaue Line. For July 2001 stock prices, the result was 10.79%. We have
added 10 basis points to allow for the quarterly compounding of dividends. Theresulting market return
1510.89%. We have also added 20 basispointsto the CAPM result to alow for afour-percent flotation

Source: Blue Chip Financia Forecasts, August 1,2001 Value Screen CD 2.0, August 2001
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Marginal Cost of Investor Capital
Average Water and Wastewater Utilitv
Approved: 9.10+ 0.896/ER
Range: 10.00% to 11.34%
Weighted
Marginal Marginal
Capital Component Ratio Cost Rate Cost Rate
Common Equity 42.79%* 11.20% 4.79%
Total Debt 57.21% 9.10% ** 5.21%
100.0% 10.00%

A 40% equity ratio isthe floor for cal cul ating the required return on common equity. Thereturnon
equity at a40% equity ratiois

9.10% + .896/.40 = 11.34%.

Marginal Cost of Investor Capital
Average Water & Wastewater Utility a 40% Equitv Ratio

Weighted
Marginal Marginal
Capital Component _Ratio Cost Rate Codst Rate
Common Equity  40.00% 11.34% 4.54%
Total Debt 60.00% 0.10% ** 5.46%
100.0% 10.00%

Where: ER = Equity Ratio = Common Equity/(Common Equity + Preferred Equity + Long-Tern
Debt + Short-Tern Debt)

* Average of averagegasindex equity ratios.

** Baa rate for August 2001 plus a 50 basis point private placement premium plus 50 basis

point small-utility risk premium.

Source: Moody's Credit Perspectives
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GAS INDEX STATISTICS
Percent  Salesto S&P Annual Achieved
Non-utility Net Plant Bond Revenue(5) Equity ROE
Company Name Revenue(1l) Ratio(2) Beta(3) Rating (4) Millions$ Ratio (6) for 2000(7)

AGL Resources 1% 0.37 0.60 A- $607.40 33.60% 11.50%

Atmos Energy 4% 0.87 0.55 A- 850.15 58.06% 8.20%
Cascade Natural Gas 0% 0.85 0.55 BBB+ 24194 44.76% 12.90%
Energen Corp. 19% 0.61 0.75 A- 555.60 43.88% 13.80%

Laclede Gas 11% 0.98 0.50 AA- 566.13 44.32% 9.10%
Northwest Nat. Gas 1% 0.57 0.60 A 53211 49.45% 10.00%
.Peoples Energy 16% 0.86 0.70 A+ 1,417.53 40.85% 12.40%
Piedmont Natural 0% 0.77 0.60 A 830.38 53.83% 12.10%

Gas

SEMCO Energy 16% 0.83 0.65 BBB 42259 20.35% 12.30%

Southwest Gas 5% 0.61 0.65 BBB- 1,034.09 3339% 7.20%
WGL Holdings Inc. 22% 0.71 0.60 AA- 1,031.10 48.15% 11.70%
AVERAGE Y% 0.73 0.61 A- 735.37  42.79% 11.02%

(1) From 1st Quarter 2001 10-Q's

(2) From Value Screen July 2001 Disk

(3) From Value Screen July 2001 Disk

(4) From Standard & Poor's Ratings Direct Website

(5) From Value Screen July 2001 Disk

(6) From 1st Quarter 2001 10-Q's

(7) ValueLine Investment Survey, Ed. 3, June 22,2001



KAW_R_PSCDR4#1_attachment_110304

CRDER NO. PSC 01-2514-FOF- W5
DOCKET NO. 010006-W5

PACE 31

Page 31 of 34

ATTACHMENT B

BREAKDOWN OF WATER AND WASTEWATER SYSTEMSBY REVENUE

SOURCE:

As of December 31,2000

Number of
Systems
Water Systems With
Lessthat $200K Revenue 97
Water Systems With
$200K to $1,000,000 in Revenue 42
Water Systems With
$1,000,000 or Morein Revenue 9
TOTAL 148
Wastewater Systems
With Lessthat $200K Revenue 73
Wastewater Systems
$200K to $1,000,000 in Revenue 36
Wastewater Systems
With $1,000,000 or Morein Revenue 9
TOTAL 118

PSC Annual Reports for 2000
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Comparison of 2000 Profitability for Water Svstems
Water Svstems by Revenue Class
Over $1 Million $200Kto $1 Under $200K to $1
Million $200 K Million Under $200K
With Common Equitv Without Common Equity
Number of Systems 9 28 56 14 41
Achieved ROE Achieved ROR
Average 18.14% -106.07%  -15.44% -0.83% -27.64%
Median 12.04% 0.50% -2.30% 8.06% -10.20%
Range 7.37% -3076.74% - -81.81% -460.74%
392.84%
to to to to to
59.92% 359.54% 486.96% 18.52% 225.92%
Number Above 12% 5 5 12 -- --
ROE
Number Reporting 0 14 32 4 28
L osses
Number Above 10% 1 5
ROR

ROR - rate of return
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ATTACHMENT B

mparison of 2 Profitability for W t

Wastewater Systems by Revenue Class

Over $1 $200K to $1 Under$200K| Over$l $200Kto  Under $200K
Million Million Million $1 Million
With Common Equity Without Common Equity
# of 6 28 43 3 8 30
Systems
Achieved ROE Achieved ROR
Averége 5.67% -6.45% -34.59% 7.53% 4.68% -12.81%
Median 8.30% 2.77% -5.25% 7.13% 5.62% -3.87%
Range -32.52% -234.46% -360.57% 5.85% -3.73% -148.99%
to to to to to to
35.56% 96.64% 28.44% 9.61% 9.82% 55.53%
# Above 2 4 2 - -- --
12% ROE
# Reporting 1 12 33 0 1 19
L osses
# Above 0 0 5
10% ROR

ROR - rate of return

Source: PSC Annual Reportsfor 2000
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ATTACHMENT B

Conparison of 2000 Revenue for Gas Conpanies and WAW Systems

Gas Systens ter t & ven
Florida Gas| Over $1 $200 K to Less
Ugilities MI11ion $1 MIlion Than
(1) $200K
Nunber of Systens 8 S 42 97
.Revenue
Aver age $26, 024, 621 $5,785,778  $412,511 $67,644
Medi an 5,569, 149 2,316,526 325,606 54,052
Range 259, 935 1,089,043 202,277 2,005
to to to to
145, 147, 00Q 26,199, 153 913,740 188,806
Gas Systens WASt ewat er stens & Revenue
Florida Gas| Over $1 $200 Kto Less
Uilities MI11lion $1 MIlion Than
(1) $200K
Nunber of Systens 8 9 36 73
Revenue
Aver age $26,024,627| 6,057,937 $458,717 $71,541
Medi an 5,569,149 2,949,128 417,356 53,981
Range 259,935 1,027,439 213,864 4,274
to to to to
145,147,000| 20,531,114 907,909 199,073

(1) Net Revenue
Sour ce: PSC Annual
Reports

Reports for 2000 &« Dec. 2000 Surveill ance



