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ARIZONA WATER COMPANY 
Robert W. Geake (No. 009695) 
Vice President and General Counsel 

Phoenix. Arizona 85015-5351 
c‘:: 1 - 3 ?. ? Q  3805 N. Black Canyon Highway . L. 1 2 8 2 J I 

Telephone: (602) 240-6860 

FENNEMORE CRAIG 
A Professional Corporation 
Norman D. James (No. 006901) 
Jay L. Shapiro (No: 014650) 
3003 North Central Avenue 
Suite 2600 

’ 

Phoenix, Arizona 85012-2913 
Telephone: (602) 916-5000 SEP 1 5 200.4 

Attorneys for Arizona Water Company 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION ) DOCKET NO. W-O1445A-04-0650 
OF ARIZONA WATER COMPANY, AN 
ARIZONA CORPORATION, FOR 
ADJUSTMENTS TO ITS RATES AND 
CHARGES FOR UTILITY SERVICE 
FURNISHED BY ITS WESTERN GROUP 
AND FOR CERTAIN RELATED 

NOTICE OF FILING 
OF CORRECTED TESTIMONY OF 

THOMAS M. ZEPP AND PAGE 
OMITTED FROM BILL COUNT 

APPROVALS j 

On September 8, 2004 Arizona Water Company, an Arizona corporation (the 

“Company”), filed its application for an order approving certain adjustments to its rates and 

charges for utility service provided by the Company’s Western Group, which includes five 

separate water systems in Arizona. In support of its application, the Company filed, among other 

things, the direct testimony of Thomas M. Zepp. 

This week, the Company discovered that it inadvertently omitted some attachments that 

should have been filed with Dr. Zepp’s direct testimony. For that reason, the Company is filing 

with this Notice a separate (Dr. Zepp’s testimony as filed on September 8 was included in a 

bound volume with the testimony of other Company witnesses) bound volume of Dr. Zepp’s 

direct testimony that includes the previously omitted schedules. Dr. Zepp’s testimony is 

otherwise unchanged. 

U:\RATECASE\2004\CORRESPONDENCE\NOF~091404.DOC 
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The Company has also discovered that a page was inadvertently omitted from its bill 

:ount that was also filed with its application on September 8. The omitted page concerned four 

nch meters in the White Tank system. The Company is filing with this Notice the omitted page, 

which should be included with the original bill count, and, for the benefit of the Staff and other 

)arties, all of the pages from the bill count for the White Tank system, including the previously 

imitted page. The bill count is otherwise unchanged. 

RESPECTFULLY SUBMITTED this 15th day of September, 2004. 

ARIZONA WATER COMPANY 

By: 

Robert W. Geake 
Vice President and General Counsel 
ARIZONA WATER COMPANY 
Post Office Box 29006 
Phoenix, Arizona 85038-9006 

Norman D. James 
Jay L. Shapiro 
3003 North Central Avenue 
Suite 2600 
Phoenix, Arizona 85012 
Attorneys for Applicant 
Arizona Water Company 

4n original and thirteen (13) copies of the foregoing, together with the separately bound 
3ttachments and direct testimony referenced therein, were filed this 15th day of September, 2004 
with: 

Docketing Supervisor 
Docket Control Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

A copy of the foregoing, together with the document referenced therein, were delivered this 
day of September, 2004 to: 

Ms. Lyn Farmer 
Chief Administrative Law Judge 
Hearing Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 
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Mr. Ernest G. Johnson, Director 
Utilities Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 

Christopher Kempley, Chief Counsel 
Legal Division 
Arizona Corporation Commission 
1200 West Washington Street 
Phoenix, Arizona 85007 
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1. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

ARIZONA WATER 

Direct Testimony of 

Thomas M. Zepp 

INTRODUCTION AND QUALIFICATIONS 

PLEASE STATE YOUR NAME AND ADDRESS. 

My name is Thomas M. Zepp. My business address is Suite 250, 1500 Liberty 

Street, S.E., Salem, Oregon 97302. 

WHAT IS YOUR PROFESSION AND BACKGROUND? 

I am an economist and Vice President of Utility Resources, Inc., a consulting 

firm. I received my Ph.D. in Economics from the University of Florida. Prior to 

jointly establishing our consulting firm in 1985, I was a consultant at Zinder 

Companies from 1982-1985 and a senior economist on the staff of the Oregon 

Public Utility Commission between 1976-1982. Prior to 1976, I taught business 

and economics courses at the graduate and undergraduate levels. 

I have been deposed or testified on various topics before regulatory 

commissions, courts and legislative committees in 22 states, before two 

Canadian regulatory authorities and before four Federal agencies. In addition to 

cost of capital studies, I have testified as to incremental costs of energy and 

telecommunications services, determined values of utilities' properties and have 

presented rate design testimony. 

WHAT COST OF CAPITAL STUDIES HAVE YOU PREPARED? 

I have prepared and submitted studies or testified on cost of capital and other 

financial issues before the Interstate Commerce Commission, Bonneville Power 

Administration, and courts or regulatory agencies in Alaska, Arizona, California, 

Hawaii, Idaho, Illinois, Kentucky, Montana, Nevada, New Mexico, Oregon, 

2 
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Tennessee, Utah, Washington and Wyoming. 

My studies and testimony have included consideration of the financial 

health and fair rates of return for Arizona Water in past cases and for Nevada 

Bell Telephone, Illinois Bell Telephone, General Telephone of the Northwest, 

Pacific Northwest Bell, US West, Anchorage Municipal Light & Power, Pacific 

Power & Light, Portland General Electric, Commonwealth Edison, Northern 

Illinois Gas, lowa-Illinois Gas and Electric, Puget Sound Power & Light, Idaho 

Power, Cascade Natural Gas, Mountain Fuel Supply, Northwest Natural Gas, 

Arizona-American Water Company, California-American Water Company, 

California Water Service, Dominguez Water Company, Hawaii-American Water 

Company, Kentucky-American Water Company, Mountain Water Company, New 

Mexico-American Water Company, Oregon Water Company, Paradise Valley 

Water Company, Park Water Company, San Gabriel Valley Water Company, 

Southern California Water Company, Tennessee-American Water Company and 

Valencia Water Company. I have also prepared estimates of the appropriate 

rates of return for a number of hospitals in Washington, a large insurance 

company, and U.S. railroads. 

DO YOU HAVE OTHER PROFESSIONAL EXPERIENCE RELATED TO COST Q. 

-* OF CAPITAL ISSUES? 

A. Yes. My article, “Utility Stocks and the Size Effect - Revisited,” was published in 

The Quarterly Review of Economics and Finance, Vol. 43, Issue 3 (Autumn 

2003) 578-582. Also, I published an article “Water Utilities and Risk,” in Wafer: 

The Magazine of the Nafional Association of Wafer Companies, Vol. 40, No. 1 

(Winter 1999), and was an invited speaker on the topic of risk of water utilities at 

the 57th Annual Western Conference of Public Utility Commissioners in June 

1998. I presented a paper entitled “Application of the Capital Asset Pricing 

J \RArrCASNO(N\Tesbmo~eyVspp\Final-~7M DOC 3 
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II. 

Q. 

A. 

Q. 

A. 

Model in the Regulatory Setting” at the 47th Annual Southern Economic 

Association Conference and published an article entitled “On the Use of the 

CAPM in Public Utility Rate Cases: Comment” in Financial Management 

(Autumn 1978) 52-56. While on the staff of the Oregon Public Utility 

Commission, I established a sample of over 500,000 observations of common 

stock returns and measures of risk and conducted a number of studies related to 

the use of various methods to estimate cost of equity for utilities. I was invited to 

Stanford University to discuss that research. 

PURPOSE OF TESTIMONY, BASIC PRINCIPLES, SUMMARY AND 

CONCLUSIONS 

WHAT IS THE SUBJECT OF YOUR TESTIMONY IN THIS PROCEEDING? 

Arizona Water (“Arizona Water” or “the Company”) has asked me to estimate its 

cost of equity and the fair rate of return on common equity. My study is based on 

data available to investors in June 2004. 

HOW IS YOUR TESTIMONY ORGANIZED? 

In this Section Ill the concept of a fair rate of return and a summary of my 

analysis is presented. 

In Section 111, the general risks of water utility common stocks and specific 

additional risks faced by Arizona Water are discussed. I explain why the 

Company’s cost of equity should be increased by at least 50 basis points above 

the cost of equity for samples of water utilities used to determine benchmark 

estimates of the cost of equity to account for added risk resulting from Arizona’s 

particular rate-setting system, from losing its Purchased Water Adjustment 

Mechanism (“PWAM”) and Purchased Power Adjustment Mechanism (“PPAM”) 

previously available in its Eastern Group systems, from inverted rates recently 

imposed in the Eastern Group, and from continuing risk of not recovering all of its 

4 
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required costs to meet new federal arsenic maximum contaminant level (“MCL”) 

requirements. I also discuss other risks faced by Arizona Water that Arizona 

Corporation Commission Utilities Division Staff (“Staff”) challenged in Docket No. 

W-O1445A-02-0619 (“Arizona Water’s last GRC”), but at the Company’s request, 

do not propose a risk premium to account for such risks in this case. 

Section IV provides an overview and perspective on what one should 

expect the fair rate of return to be in 2005 and 2006, the initial period when new 

rates for Arizona Water will be approved, and develops my discounted cash 

flow (“DCF”) equity cost estimates. In making my DCF equity cost estimates, I 

have recognized that the Administrative Law Judges and subsequently the 

Arizona Corporation Commission (the “Commission” or “ACC”) relied exclusively 

on estimates of the cost of equity made by Staff in Arizona Water‘s last GRC, 

and in Arizona-American Water Company, Decision No. 67093, Docket No. 

WS-O1303A-02-0867, et al. I have acknowledged that fact by determining my 

DCF equity cost estimates with methods used by the Federal Energy Regulatory 

Commission (“FERC”) instead of methods I presented in those cases. The 

extremely low DCF equity cost estimates adopted by the Commission for water 

utilities in 2004 depended on the way Staff implemented the capital asset pricing 

model (“CAPM”) and DCF model based on interest rates and data in 2003. 

While I believe the methods the FERC uses to implement the DCF model are 

conservative and may understate the cost of equity, the FERC approaches are 

based upon many years of deliberations and are clearly superior to the 

approaches taken by Staff in 2003. 

Section V presents equity cost estimates based on the risk premium 

approach. In the two Commission water utility cases listed above, Staff relied 

upon the original version of the CAPM to make its risk premium equity cost 
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Q. 

A. 

Q. 

A. 

estimates. To make my risk premium equity cost estimates, I rely on the 

methods and data the California Public Utilities Commission Staff (“CPUC Staff) 

has used for many years to make risk premium equity cost estimates for water 

utilities. These risk premium estimates are transparent and straightforward, and 

they do not depend on the many choices and assumptions required to implement 

the original version of the CAPM. In my opinion, equity cost estimates based on 

the risk premium method and data relied upon by the CPUC Staff are clearly 

superior to risk premium equity cost estimates based on the original version of 

CAPM that the Staff relied on in 2003. 

Section VI presents a summary of the equity cost estimates based on the 

FERC DCF approaches and the CPUC Staff risk premium approaches. I also 

present additional information on past Commission decisions that corroborates 

my equity cost estimates. This information shows that since December 2001, 

Staffs revised methods of estimating the cost of equity have caused a 

substantial decrease in equity cost estimates when compared to the equity 

returns authorized by the Commission during the previous IO-year period. 

HAVE YOU PREPARED ANY TABLES AND ATTACHMENTS TO 

ACCOMPANY YOUR TESTIMONY? 

Yes. 

testimony. 

PLEASE PROVIDE SOME PERSPECTIVE AND AN OVERVIEW OF THE 

ISSUES YOU ADDRESS IN YOUR TESTIMONY. 

Investors can choose to invest in many different types of assets with varying 

degrees of risk. Those investments might be in real estate, or gold, or 

collections of fine art, or financial assets. The financial assets run the gamut 

from relatively low risk assets such as Treasury securities and somewhat higher 

I have prepared 15 tables and three attachments that support my 
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Q. 

A. 

risk investment grade corporate bonds to relatively high-risk shares of common 

stocks. As the level of risk increases, investors require higher expected returns. 

Common stocks of utilities are generally more risky and thus require higher 

returns than investment grade bonds, which are secured debt instruments with 

fixed repayment terms. Operating expenses, interest on debt and repayment of 

principal take precedence over payments to common stock holders, and thus it is 

the common equity shareholder of the utility who bears the greatest risk of 

receiving expected returns. Conceptually, 

Return on a risk 
common stock - risk-free asset + premium 
Required return for - 

where the risk premium required for common stocks will be higher than it is for 

investment grade bonds. 

Regulators generally set rates to recover a utility’s costs of service. One 

of those costs of service is the cost of common equity, the required return for the 

utility’s common stock. Rates that give a utility a reasonable opportunity to earn 

the cost of equity are fair to customers of the utility. Such rates are also fair to 

owners of the utility because the cost of equity is equal to returns expected to be 

earned by other companies of comparable risk, is high enough to attract capital, 

and allows the utility to maintain its financial integrity. 

HAS THE U.S. SUPREME COURT SET FORTH ANY STANDARDS THAT 

APPLY TO EQUITY RETURNS? 

Yes. In 1923, the U.S. Supreme Court set forth the following standards in 

Bluefield Waterworks 8, Improvement Co. v. Public Utility Commission of West 

Virginia, 262 U.S. 679 (1923): 

A public utility is entitled to such rates as will permit it to 

earn a return on the value of the property which it employs 
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for the convenience of the public equal to that generally 

being made at the same time and in the same general part 

of the country on investments in other business 

undertakings which are attended by corresponding risks and 

uncertainties; but it has no constitutional right to profits such 

as are realized or anticipated in highly profitable enterprises 

or speculative ventures. The return should be reasonably 

sufficient to assure confidence in the financial soundness of 

the utility, and should be adequate, under efficient and 

economic management, to maintain and support its credit 

and enable it to raise the money necessary for the proper 

discharge of its public duties. A rate of return may be 

reasonable at one time and become too high or too low by 

changes affecting opportunities for investment, the money 

market, and business conditions generally. 

262 U.S. at 692-93. 

In Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 

(1944), the U.S. Supreme Court stated the following regarding the return to 

owners of a company: 

[Tjhe return to the equity owner should be commensurate 

with returns on investments in other enterprises having 

corresponding risks. That return, moreover, should be 

sufficient to assure confidence in the financial integrity of the 

enterprise, so as to maintain its credit and to attract capital. 

320 U.S. at 603. 
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Q. 

A. 

Q. 

ARE THERE OTHER CONSIDERATIONS THAT SHOULD BE RECOGNIZED? 

Yes. In determining an appropriate return, consideration must be given to the 

specific risks created by the nature and degree of regulation to which the utility is 

subject, in addition to examining general economic and financial data for utilities. 

The Arizona Constitution, Arizona appellate court decisions, and the 

Commission’s policies and practices create a particular rate-setting system that 

limits the ability of Arizona utilities to earn a fair return on the value of their 

property devoted to public service. For example, in Arizona there are limitations 

on out-of-period adjustments that are more restrictive than general rate case 

procedures available to water utilities in the sample I use to determine 

benchmark equity costs estimates. 

Arizona Water also faces the risk that it will have unexpected costs in the 

period in which new rates are in effect but will not be able to recover such 

unexpected costs without a costly and lengthy general rate case. This particular 

rate setting system increases risk and thus requires the Commission to authorize 

higher rates of return on common equity (“ROE”) than would be the case in 

jurisdictions such as California, which use forecasted or projected test periods 

and allow utilities to implement surcharges and other mechanisms to recover 

unexpected costs without going through a general rate case. 

Additionally, Arizona Water has higher risk because the Commission has 

eliminated the Company’s PPAM and PWAM in the Eastern Group and approved 

inverted block rate structures for those water systems to encourage water 

conservation. These added risks should be recognized when setting the fair rate 

of return for the Company. 

WHAT ARE THE IMPLICATIONS OF THESE ADDED RISKS IN THE 

DETERMINATION OF A FAIR RATE OF RETURN FOR ARIZONA WATER? 
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A. 

Q. 

A. 

The added risks are important to customers and equity investors of Arizona 

Water. From the perspective of customers, the cost of equity is another cost of 

service, and customers’ rates should cover that cost just as rates should cover 

other costs of service. The rates customers pay should provide a reasonable 

opportunity, but not a guarantee, for Arizona Water to earn that cost of equity. 

From the perspective of equity owners, the added risks require rates and 

rate adjustment mechanisms that provide a reasonable opportunity to earn a 

return for its equity investors that maintains the utility’s financial integrity, is 

commensurate with returns on investments in other enterprises having 

corresponding risks, and is sufficient to attract capital on reasonable terms. As I 

discuss further below, Arizona Water is more risky than the water utilities sample 

I rely upon to determine benchmark estimates of the cost of equity and thus its 

required common equity return is higher. 

PLEASE SUMMARIZE YOUR TESTIMONY? 

My findings and recommendations are the following: 

1. The cost of common equity faced by Arizona Water is greater than the 

cost of common equity that faces my water utilities sample: 

(a) The Company faces risk that stems from the use of an historical 

test year with limited opportunities for out-of-period adjustments. 

The ACC eliminated its PPAM and PWAM in the Eastern Group. 

Such purchased power cost and purchased water cost adjusters 

are similar to ones available to the water utilities sample and thus 

Arizona Water is now more risky than the water utilities sample. 

(b) 

(c) The Company’s arsenic treatment cost recovery mechanism 

(“ACRM”) does not provide the opportunity to recover all 

reasonable costs of meeting the new federal arsenic MCL. 
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Arizona Water faces risk due to the Commission’s proposed policy 

that Staff consider the appropriateness of an inverted three-tiered 

commodity rate structure for all water company rate cases to 

encourage reductions in water use, which may destabilize and 

reduce revenues . 
Based on the risks discussed in (a), (b), (c) and (d) that are greater 

for Arizona Water than for the water utilities sample, the Company 

has an equity cost that is at least 50 basis points higher than the 

benchmark water utilities. 

Arizona Water is also more risky than the water utilities sample 

because it is smaller and has more limited financial flexibility than 

the sample companies. The Company, however, is not requesting 

an additional risk premium to account for these added risks in this 

proceeding. 

2. The market cost of common equity faced by the benchmark water utilities 

falls in a range of 10.2% to 11.4% at this time: 

Conservative estimates of the cost of equity derived with DCF methods 

used by the FERC indicate the cost of equity for the benchmark water 

utilities falls in a range of 10.2% to 10.4%; 

Costs of equity derived from methods and data used by the CPUC 

Staff to determine risk premium equity costs for water utilities indicate 

the cost of equity for benchmark water utilities falls in the range of 

10.6% to 11.4%. 

Past Commission decisions for water and gas utilities indicate an 

average cost of equity of 11.0%. Given new risks faced by Arizona 

Water, the authorized ROE should be higher than 11 .O%. 
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Q. 

A. 

Q. 

A. 

3. Based on the risks of the rate-setting system in Arizona, loss of the 

Eastern Group adjustment mechanisms that allowed the Company to 

recover changes in the costs of purchased power and purchased water, 

an ACRM that does not offer an opportunity to recover all reasonable 

costs and the risk created by the Commission’s proposed policy for an 

inverted rate design, I recommend an ROE of 11.25% be authorized for 

Arizona Water in this case. My recommendation is slightly below the mid- 

point of my estimated cost of equity range. (See Summary Table 15.) 

RISKS OF WATER UTILITIES AND ARIZONA WATER 

AS A PRELIMINARY MATTER, PLEASE DISCUSS THE SAMPLE OF WATER 

UTILITIES YOU HAVE USED IN YOUR DCF ANALYSIS. 

My sample of water utilities is composed of American States Water, Aqua 

America (formerly named Philadelphia Suburban), California Water Service 

Group, Connecticut Water Service, Middlesex Water and SJW Corp., which are 

the water utilities the Staff relied upon to determine benchmark equity costs in 

two general rate cases for Class A water utilities in 2003. Table 1 lists bond 

ratings, operating revenues and net plant for the six water utilities as reported by 

C. A. Turner Utility Reports in June 2004. 

DO YOU HAVE ANY GENERAL CONCERNS WITH THE DATA AVAILABLE 

TO MAKE DCF EQUITY COST ESTIMATES FOR WATER UTILITIES? 

Yes. Table 2 shows premiums that investors in water utilities have received 

when water utilities were either acquired or merged with other firms. At the time 

mergers or acquisitions were completed, investors received premiums that 

ranged between 35% and 55% over market values. Value Line has advised 

investors to expect such acquisitions and mergers to continue and to expect 

prices from an acquisition to be as much as four times book value. (See 
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Q. 

A. 

Attachment 1) As a result, it is reasonable to expect that investors have bid up 

prices for all water utility stocks to some extent to reflect the probability they may 

be acquired at a premium, which lowers the result produced by the DCF model. 

Table 3 confirms this has happened. It shows that common stock prices 

for the water utilities in the sample have had an annual average percentage 

increase during the last five years that exceeded annual average percentage 

increases in dividends per share (“DPS’), earnings per share (“EPS”) and book 

value per share. The annual average increase in common stock prices also 

exceeds an average of analysts’ forecasts of future growth in EPS. With the 

constant growth DCF model, in equilibrium, book values, common stock prices, 

EPS and DPS would grow at the same rate. If investors have bid up those stock 

prices in anticipation that some of the utilities may be targets for favorable 

mergers or acquisitions, dividend yields will have been bid down and expected 

future growth rates may not reflect the anticipated higher future prices. In such a 

situation, application of the constant growth DCF model may produce negatively 

biased estimates of the cost of equity for water utilities. 

DO YOU HAVE OTHER CONCERNS WITH MAKING DCF EQUITY COSTS 

FOR UTILITIES IN THE ACC STAFF SAMPLE? 

Yes. There are no forecasts of forward-looking growth for either Connecticut 

Water Service or SJW Corp at this time. Staff has used past DPS growth, past 

EPS growth and past sustainable growth (Staff calls sustainable growth “intrinsic 

growth”) as part of its measure of growth to be used in the DCF model. If an 

average of those measures of growth for Connecticut Water Service is adopted 

to make an equity cost estimate, that equity cost estimate would be 200 basis 

points below the cost of investment grade debt expected during 2005 which, of 

course, is not at all realistic. Table 3 shows past DPS growth has been 1.1% 
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and past EPS growth has been 3.1% for Connecticut Water Service. Past 

growth from retained earnings has been 3%. Adding an average of those growth 

rates to an average of the high and low dividend yields of 3.1 % (see Table 4) 

produces an indicated equity cost of only 5.6% ((3.1% x 1.024) + 2.4%), which is 

not credible when the cost of Baa bonds is expected to be 7.6% during 2005 and 

even higher during 2006, when the Company’s new rates will be in effect. (See 

Table 9) Various institutions that report investor analysts’ forecasts of growth 

(shown in Table 7) do not report such forecasts for Connecticut Water Service at 

this time. For my implementation of the FERC DCF approach, I assume 

investors expect Connecticut Water Service to have growth equal to the average 

growth expected for other water utilities, This is the approach Staff took in past 

cases such as the recent Arizona-American Water case. 

SJW Corp. poses the same problem. If an average of past growth in DPS, 

EPS and growth indicated by past retained earnings are used to estimate 

growth, SJW Corp. has an indicated equity cost that is 90 basis points below the 

expected cost of investment grade bonds in 2005 and thus is not realistic. Table 

3 shows past DPS growth has been 3.9% and past EPS growth has been 1 . I %  

for SJW Corp. Past growth from retained earnings has been 5.1%. Adding an 

average of those growth rates to an average of the high and low dividend yields 

of 3.2% (see Table 4) produces an indicated equity cost of only 6.7% ((3.2% x 

1.034) + 3.4%), which is not credible when the cost of Baa bonds is expected to 

be 7.6% during 2005 and even higher during 2006. Various institutions that 

report investor analysts’ forecasts of growth (shown in Table 7) do not report 

such forecasts for SJW Corp. at this time. For my implementation of the FERC 

DCF approach, I assume investors expect SJW Corp. to have growth equal to 

the average growth expected for other water utilities. Again, Staff has used the 
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Q. 

A. 

Q. 

A. 

same flawed approach in past cases. 

DO YOU HAVE THE SAME CONCERNS WITH INCLUDING CONNECTICUT 

WATER SERVICE AND SJW CORP. IN THE RISK PREMIUM EQUITY COST 

ANALYSES? 

No. In those risk premium analyses, the data problems with the application of 

the DCF model are not an issue. 

IN GENERAL, DOES A WATER UTILITY FACE MORE RISK WHEN IT HAS 

TO MAKE ADDITIONAL INVESTMENTS TO MEET STATE AND FEDERAL 

WATER QUALITY STANDARDS AND OTHER REGULATORY MANDATES? 

Yes. First, expected or unexpected requirements for additional capital spending 

means the water utilities have to request rate increases more often and for larger 

percentage increases in order to maintain fair rates of return. Regulatory 

procedures are expensive, time consuming, increase uncertainty, and raise 

doubts in investors’ minds that regulators will authorize high enough rates and/or 

rate adjustment mechanisms to enable the water utilities to earn fair rates of 

return. This increases uncertainty about future returns and thus increases risk. 

Second, investors are concerned that regulators will delay inclusion of 

new plant in rate base or not allow part of the dollars invested or operating costs 

to be recovered. In Arizona, because there are limitations on out-of-period 

adjustments, investments may not only be challenged but also may not be 

allowed in rate base because they are not considered appropriate out-of-period 

adjustments. If such investments are challenged and there is any chance that 

the Commission will disallow part of the dollars invested or will delay recovery 

of the costs of those investments, risk increases. From an investor’s point of 

view, it is the pofenfial for such disallowances, delays or exclusion from 

consideration in setting new rates that increases risk. If additional investments 
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Q. 

A. 

Q. 

A. 

were never required there would be no potential disallowances, delays or 

possible exclusions and investor concerns would never arise; but, with the need 

for increased investments, uncertainty arises and the risk increases. 

With the need for a rate increase, delay in setting new rates as well as 

uncertainty related to what those rates will be increases risk above the level of 

risk faced by water utilities that can expect new rates to better match future costs 

of service and have less delay in obtaining rate increases. 

HAVE YOU STUDIED THE IMPACT OF FINANCING REQUIREMENTS ON 

THE RISK AND COSTS OF CAPITAL FACED BY UTILITIES? 

Yes, I have. Several years ago, before recent events in western power markets 

occurred, I conducted a study of expected differences in bond costs and 

common equity costs that faced electric utilities with different financing 

requirements. I found that utilities with above average financing requirements 

required an ROE that was approximately 80 basis points higher than was 

required by an average utility. Higher financing requirements pushed up bond 

costs, too. 

DOES THE RATE SETTING SYSTEM USED IN ARIZONA POSE ANY 

SPECIFIC RISKS TO ARIZONA WATER THAT REQUIRES THE 

AUTHORIZED ROE TO BE SET ABOVE THE MARKET COST OF EQUITY 

FOR YOUR WATER UTILITIES SAMPLE? 

Yes, it does. In its Duquesne decision, the U. S. Supreme Court stated: 

[Tlhe impact of certain rates can only be evaluated in the 

context of the system under which they are imposed . . . . 
The risks a utility faces are in large part defined by the rate 

methodology because utilities are virtually always public 

monopolies dealing in an essential service, and so relatively 
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immune to the usual market risks. 

Duguesne Light Company v. Barasch, 488 U.S. 299, 314-15 (1989). Two state- 

specific factors in Arizona make Arizona Water more risky than the utilities in the 

water utilities sample I rely upon to determine benchmark cost of equity 

estimates. One factor is the legal constraint on Arizona water utilities that limits 

their ability to obtain rate relief outside of general rate cases. The Arizona 

Constitution, as interpreted in recent court decisions, limits the ability of Arizona 

utilities to utilize adjustment mechanisms, advice letter filings and other 

streamlined procedures to obtain recovery of costs outside a general rate case, 

in contrast to many other jurisdictions. For example in RUCO v. Arizona 

Corporafion Commission, 199 Ariz. 588, 20 P.3d 1169 (App. 2001), the court 

held the Commission violated the Arizona Constitution because it authorized a 

water utility to implement a surcharge to recover increased purchased water 

costs without finding the utility’s “fair value.” These limitations on obtaining rate 

relief in Arizona make it more risky for Arizona Water to do business than utilities 

in the states that permit utilities to implement surcharges and other cost recovery 

mechanisms outside a general rate case. 

Second, even in a general rate case, Arizona requires the use of historic 

test years with limitations on the amount of out-of-period adjustments. This 

process creates another state-specific factor that increases risk and thus 

required ROES for utilities in Arizona. Other states, such as California, use 

future test years or partially projected test years to better reflect future costs and 

to match plant, expenses and revenues on a going-forward basis. Such 

constraints on the determination of new rates in a general rate case make it 

difficult to construct rates that allow Arizona Water to recover the costs of service 

it will actually incur during the period when new rates are put in place. 
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Q. 

A. 

These risks increase Arizona Water’s required return on equity above the 

level required by water utilities that operate in states that do not have such 

limitations imposed, either by law or by agency policy, on the rate setting system. 

Under the Duguesne decision, the additional risk associated with the particular 

rate setting system must be compensated with an ROE that is higher than would 

be appropriate for the utilities in the water utilities sample. Because rate relief in 

Arizona is generally limited to decisions made during general rate cases, there 

are unavoidable delays in receiving such rate relief. If it takes the same amount 

of time for Arizona Water to obtain rate relief as it did in Arizona Water‘s last 

GRC and in Arizona-American Water’s recent rate case, it will be late 2005 or 

even early 2006 before new rates for Arizona Water go into effect. 

DOES ARIZONA WATER FACE OTHER ADDITIONAL RISKS NOT FACED 

BY UTILITIES IN THE WATER UTILITY SAMPLE? 

Yes. Arizona Water faces risk that unavoidable purchased water and purchased 

power costs in its Eastern Group systems will not be recovered and risk that 

costs to treat arsenic that are not recognized by its ACRM will not be recovered. 

Generally, changes in purchased water and purchased power costs are 

beyond the control of Arizona Water. In the Eastern Group rate case, Staff 

recommended elimination and subsequently the Commission eliminated Arizona 

Water’s PPAMs and PWAMs in the Eastern Group systems. The PPAMs and 

the PWAMs are similar to cost adjusters available to the water utilities in the 

water utilities sample. Such adjusters reduce risk for the water utilities sample 

and thus the elimination of the PPAMs and PWAMs in the Company’s Eastern 

Group systems by the Commission has made Arizona Water more risky than the 

sample water utilities. Such risk is heightened by the fact that Arizona Public 

Service has filed for increases in electric rates that Arizona Water must pay to 
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Q. 

A. 

provide service to its customers but the magnitude of such rate increases on 

the Company’s operations is not known. Without the PPAM, such rate increases 

- that are beyond the control of Arizona Water, but approved by the Commission 

- pose a risk to Arizona Water that other water utilities with adjusters similar to 

the PPAM would not have. 

HAVE YOU STUDIED THE IMPACT OF RATE ADJUSTMENT MECHANISMS 

THAT MITIGATE THE IMPACT OF CHANGES IN COSTS BEYOND THE 

CONTROL OF WATER UTILITIES ON REQUIRED RETURNS OF EQUITY? 

Yes, I have. In California, prior to November 2001, unexpected outlays for 

purchased water, purchased power and pump taxes were booked to balancing 

accounts and ultimately either refunded to customers or collected from 

customers in the future independent of an earnings test. The California Office of 

Ratepayer Advocates (“ORA”) proposed a modification of the balancing account 

mechanism that would continue the balancing accounts, but base recovery of 

unexpected higher costs on an earnings test. I conducted company-specific 

simulation analyses of the ORA proposal for three California water utilities and 

found the cost adjustment mechanisms reduce utilities’ costs of equity without 

placing any added burden on ratepayers.’ My studies showed that the proposed 

modification of the balancing account procedures increased required ROEs by at 

least 75 basis points.* These negative impacts on expected ROEs were the 

result of just a proposed modification of the balancing account mechanisms, not 

elimination of them. Arizona Water’s increased risk due to loss of PPAMs and 

PWAMs for the Eastern Group is more severe than the change in balancing 

‘ There is no added burden if ratepayers are expected to pay their actual costs of service. A balancing 
account recovers or refunds only unexpected costs of water or power. 

points for Southern California Water and 110 basis points for San Gabriel Valley Water Company. 
My study indicated increases in required ROEs of 75 basis points for California Water Service, 90 basis 
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Q. 

A. 

Q. 

A. 

accounts in California, and clearly shows that Arizona Water’s risk and required 

ROE has increased as a result of the Staff recommendation and Commission 

decision to eliminate PPAMs and PWAMs altogether for some of the Company’s 

systems. 

YOU ALSO MENTIONED THE RISK ARIZONA WATER FACES WITH 

RESPECT TO RECOVERY OF ARSENIC-RELATED TREATMENT COSTS. 

DOESN’T ARIZONA WATER HAVE AN ACRM THAT OFFSETS THAT RISK? 

No, it does not. EPAs new arsenic MCL of 10 parts per billion (“ppb”) requires 

Arizona Water to make substantial new investments in non-revenue producing 

facilities which would otherwise not be required and are not required by water 

utilities in other geographic areas that do not need to remove arsenic from their 

sources of water. Arizona Water does not have an ACRM approved for its 

systems in the Western Group, and even for those systems that are covered 

by an ACRM, the provisions of the ACRM limit the deferral period of recoverable 

0 & M costs, excludes other costs and allows only two filings per system. This 

does not offset the risk. 

PLEASE DISCUSS THE SITUATION IN THE WESTERN GROUP. 

Currently there is no ACRM approved for systems in the Western Group. This 

raises serious risks for Arizona Water because the investments in arsenic 

treatment plant for systems in this Group represent 55%, 187% and 37% of the 

adjusted rate bases for three of those systems and the annual operating and 

maintenance (“O&M”) costs net of taxes to operate those facilities represent 

92%, 173% and 129% of the adjusted net operating incomes of those systems. 

Mr. Kennedy provides more detail on these capital costs and O&M requirements. 

The Company has filed for an accounting order that would allow it to defer these 

costs. But even if its request is approved, the Company will be unable to make 
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A. 

an ACRM filing until 2006 when the plant must be in place to meet federal 

treatment requirements. This places a severe financial burden on the Company 

to finance the Western Group arsenic treatment plant facilities for 12 to 24 

months before recovery of these costs could even begin. 

DOES THE ACRM APPROVED FOR THE NORTHERN AND EASTERN 

GROUPS FULLY MITIGATE RISK? 

No. The ACRM is limited in scope and does not provide Arizona Water with an 

opportunity for full cost recovery. For many months, the Company, Staff and 

RUCO attempted to reach an agreement concerning an appropriate ACRM. The 

Company estimated that, on a company-wide basis, it would have to finance 

nearly $30 million to construct arsenic treatment facilities and related plant, and 

would experience increases in O&M costs of more than $5 million. For 

comparison , the Com pan y's to ta I capitalization was approximately $70 million 

when those estimates were made and the increased O&M costs were 74% of 

total 2003 operating income. Consequently, there was general agreement that 

some sort of cost recovery mechanism was needed. Nevertheless, it was difficult 

to obtain an agreement with Staff, and no agreement was ever reached with 

RUCO. 

In Decision No. 66400 (October 14, 2003), the ACRM was approved for 

the Northern Group. In that Decision, the Commission found that 

. . . the agreement between Staff and Arizona Water will 

enable the Company to recover a portion of additional 

O&M expenses associated with arsenic treatment 

facilities, whether those facilities are constructed and 

operated by Arizona Water or by a third party pursuant to 

a lease agreement. However, the recovery of O&M 
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expenses is confined to specific and narrowly defined 

costs in order to enable Staff and other parties to more 

easily audit expenditures incurred by the Company for the 

treatment facilities. Decision No. 66400 at 20 (emphasis 

added). 

The Commission acknowledged that the ACRM was not designed to give Arizona 

Water an opportunity for full cost recovery. Arsenic treatment cost recovery is 

limited to a narrowly defined set of costs. In addition, the Commission required 

that Arizona Water’s rate of return for the affected systems could not exceed the 

authorized rate of return established in Decision No. 64282. Decision No. 66400 

at 17-18. In Arizona Water’s last GRC, the Commission approved a similar 

ACRM for the Eastern Group systems. Decision No. 66849 at 31, 

From a risk standpoint, the new arsenic MCL has a much greater impact 

on water utilities in Arizona than on water utilities in the water utilities sample in 

other parts of the United States where the natural occurrences of arsenic in 

water supplies are minimal. The ACRM for the Northern and Eastern Groups 

mitigates some of the risk of placing and operating new facilities required to meet 

the federal arsenic standard, but was not designed to allow full recovery of those 

costs. Given the short time before the deadline for compliance with the federal 

arsenic standard and the time necessary to make an ACRM filing, assuming 

approval of a Western Group ACRM in this proceeding, it may not be possible for 

Arizona Water to recover similar costs for its Western Group systems. Thus, 

while some of the risk of meeting the new arsenic standard has been mitigated 

with the ACRM, risk remains, and Arizona Water has more risk than water 

utilities in the water utilities sample that do not have to make such additional 

investments and incur such additional O&M costs. 
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A. 

ARE THERE ANY OTHER ASPECTS OF ARIZONA WATER’S RATE 

SETTING SYSTEM THAT INCREASE RISK? 

Yes. In the past several years, the Commission has placed increased emphasis 

on water conservation, and water utilities have been required to implement 

inverted block rate structures, which are intended to cause customers to use less 

water. Inverted block rates were an issue in Arizona Water’s last GRC, and in its 

Eastern Group, Arizona Water now has rates based on an inverted block rate 

design. As a result, Arizona Water is more risky than water utilities that have 

rates that more closely conform to the costs of providing service. 

Because the primary objective of this type of water rate design is to 

reduce water use, the adoption of inverted block rates creates additional risk. 

Inverted block rates may cause revenue erosion and instability. American Water 

Works Association, Alternative Rates (1992) 18. At a minimum, it is reasonable 

to expect some reduction in water use, and therefore a reduction in the utility’s 

revenues, which may prevent it from earning its rate of return. However, the 

magnitude of these reductions is often difficult to predict. This uncertainty makes 

it more difficult to develop rates that allow the utility a reasonable opportunity to 

recover its cost of service, including its cost of equity. This uncertainty creates 

additional risk that increases Arizona Water’s required return on equity. 

DO YOU HAVE AN OPINION ABOUT HOW MUCH THE RISK POSED BY THE 

RATE SETTING SYSTEM IN ARIZONA, THE INADEQUATE RECOVERY OF 

COSTS BY THE ACRM, THE ELIMINATION OF THE PPAMS AND PWAMS IN 

THE EASTERN GROUP SYSTEMS, AND THE INVERTED RATES 

INCREASES ARIZONA WATER’S REQUIRED ROE? 

Yes. These factors increase the Company’s risk and thus its required ROE by at 

least 50 basis points above the ROE required by the benchmark water utilities. 
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Q. 

A. 

IS THERE EVIDENCE THAT CORROBORATES THE NEED FOR SUCH A 

RISK PREMIUM 3 

Yes, there is. The utilities in the water utilities sample used to determine equity 

costs are rated by Moody’s or S&P at either A or AA. (See Table 1). At the time 

the cost of the Company’s last bond issue was set, it had a cost of debt that was 

37 basis points above the cost of A-rated bonds and 49 basis points above the 

cost of AA-rated bonds. The cost of equity for a utility is undeniably higher than 

its incremental cost of debt. If the common equity cost risk premium above the 

cost of debt for Arizona Water is the same as the common equity risk premium 

above the cost of debt for the water utilities sample, this factual evidence sets the 

floor under the common equity risk premium required for Arizona Water. Arizona 

Water, however, has additional common equity risks than the sample water 

utilities and thus the expected risk premium will be higher than the floor of 37 to 

49 basis points. Given the higher risks of Arizona Water that were discussed 

above, 50 basis points provides a conservative value for that required equity cost 

risk premium above the cost of equity for the water utilities sample. 

DOES ARIZONA WATER FACE OTHER RISKS? 

Yes. Arizona Water is more risky than the water utilities sample because it is 

smaller than the average utility in the water utilities sample and has less financial 

flexibility than those publicly traded utilities. 

Smaller companies - and smaller water utilities in particular - are more 

risky than larger companies. Staff used the original version of the CAPM to 

determine equity costs in Arizona Water’s last general rate case. Thirty years 

after that original version of CAPM was developed, new scholarly studies3 found 

Beta is the measure of risk in the original CAPM. Eugene Fama and Kenneth French found that even 
after accounting for differences in beta risk among companies, smaller companies are generally more 
risky than larger ones. “Industry Costs of Equity,” 43 Journal of Financial Economics (1997) pp. 153-193. 
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that version of the CAPM is incomplete and that the size of a company needs to 

be included in models that explain risk and required returns for common stocks. 

Thus, if other risk factors are the same, smaller companies require higher equity 

returns than do larger companies. I published an article in The Quarterly Review 

of Economics and Finance (“Utility Stocks and the Size Effect - Revisited,” Vol. 

43, Issue 3, Autumn 2003, 578-582) that provides specific evidence that the 

stocks of small water utilities, like Arizona Water, are more risky than the stocks 

of larger water utilities, such as those in the water utilities sample. The California 

PUC also conducted a study that showed smaller water utilities are more risky 

than larger ones4 Even so, the Company is not including an additional risk 

premium for size in this proceeding, though I believe it would be justified in doing 

so. 

DOES ARIZONA WATER’S LIMITED FINANCIAL FLEXIBILITY INCREASE 

ITS RISK? 

Yes. Arizona Water does not have access to the public equity and bond markets 

that are available to the utilities in the water utilities sample. This lack of 

financing flexibility increases risk for Arizona Water because it has no choice but 

to rely on retained earnings, short-term debt, and privately placed bonds to 

provide the capital necessary to finance the utility plant improvements and 

additions required to treat arsenic and otherwise assure the quality and reliability 

of water service. By contrast, utilities in the water utilities sample with publicly 

traded common equity and bonds have the flexibility to issue shares of common 

In chapter 7 of Stocks, Bonds, Bills and Inflation, 2004 Yearbook Valuation Edition, lbbotson Associates 
report that when betas are properly estimated, betas are larger for small companies than for larger 
companies. They also find that even after accounting for differences in beta risk, small firms require an 
additional risk premium over and above the added risk premium indicated by differences in beta risk. 

Staff Report on Issues Related to Small Wafer Utilities, June I O ,  1991 and CPUC Decision 92-03-093. 
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Q. 

A. 

equity to keep their capital structures in balance and raise additional capital from 

external sources. For example, in its First Quarter Report to Shareholders, 

Middlesex Water stated: 

On May 14, 2004, the Company [Middlesex] closed on the 

offering of 700,000 shares of its Common Stock. The 

Company also granted the underwriters an over-allotment 

option to purchase an additional 100,000 shares. We intend 

to use the net proceeds to repay most of our outstanding 

short-term borrowings. 

A Note from the President, May 15, 2004, First Quarter Report to Stockholders, 

Middlesex Water Company. Arizona Water does not have the option to issue 

common stock to the public to repay its outstanding shod-term borrowings or 

obtain equity capital from the public for any other purpose. This lack of financing 

flexibility is of special concern to Arizona Water because the Company must 

make relatively large investments. As with the risk premium for size, the 

Company is not including a risk premium for this additional risk in this 

proceeding . 

OVERVIEW AND DCF EQUITY COST ESTIMATES 

DOYOUHAVEANYGENERALOBSERVATIONSTHATPUTYOUREQUITY 

COST ESTIMATES IN PERSPECTIVE? 

Yes. Equity costs move in the same direction as interest rates. In 2003, 

Treasury rates dropped to the lowest level in close to 40 years. From 1964 to 

2002, annual average yields on IO-year Treasury securities, for example, ranged 

from 4.19% to 13.92%. For the IO-year period ending in 2002, the annual 

averages of IO-year Treasury rates ranged from 4.61 % to 7.09%. By contrast, in 

2003, that annual average was only 4.01 %. 

26 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 

A. 

At present, however, interest rates, and thus costs of equity for Arizona 

Water, are rising and expected to continue rising. As of June 14, 2004, the 10- 

year Treasury rate reported by the Federal Reserve was 4.89% and the June 

2004 Blue Chip long term consensus forecast for the IO-year Treasury rate for 

2005 was 5.6%, rising to 5.9% in 2006. Value Line forecasts of Treasury rates 

made in May 2004 also indicate that interest rates are increasing and expected 

to be higher in 2005 and 2006 than they are today and much higher than they 

were in 2003. (See Table 9.) Recently, the Federal Reserve has twice 

increased its target rate for short-term interest rates for the first time in several 

years. Most analysts expect further increases. Based on interest rate forecasts 

alone, the Commission should anticipate reasonable estimates of the cost of 

equity for water utilities to be higher today than in 2003. 

PLEASE PROVIDE AN OVERVIEW OF YOUR DCF EQUITY COST 

ESTIMATES. 

An ROE for Arizona Water that is fair to ratepayers, yet still provides a 

satisfactory return for investors, is the Company’s cost of equity. To estimate 

that cost of equity, the analyst requires market data that reveals investors’ 

required returns, but such data are not available for Arizona Water. It is not 

publicly traded, and there is no “pure play” company that is perfectly comparable 

to Arizona Water. Equity costs based on data for the sample of water utilities, 

however, are for companies that provide the same service and thus provide a 

useful starting point in the determination of Arizona Water’s cost of equity. 

I determine DCF equity costs for water utilities based on the two methods 

the FERC uses to determine DCF equity costs in different situations. When the 

FERC determines an equity cost for an electric utility, it uses a “one-step” model. 

Conceptually, the one-step model is the same as the constant growth DCF 
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model the Staff employed in Arizona Water’s last GRC. When the FERC 

determines equity costs for gas transmission companies, it uses a “two-step” 

DCF model. The two-step model is conceptually the same as the multi-stage 

DCF equity model Staff presented in that same pr~ceeding.~ 

PLEASE EXPLAIN THE DCF METHOD OF ESTIMATING THE COST OF 

EQUITY. 

The constant growth DCF model computes the cost of equity as the sum of an 

expected dividend yield (IiD1/ Po”) and an expected long-term average dividend 

growth rate (“g”). The expected dividend yield is computed as the ratio of next 

period’s expected dividend (“DI”) divided by the current stock price (“Po”). 

Generally, the constant growth model is computed with formula (1) or (2): 

(1) Equity Cost = DdPox (1 + g) + g 

(2) Equity Cost = DdPo + g 

where DO/ PO is the current dividend yield and DI/ PO is found by increasing the 

current yield by the growth rate. The DCF model is derived from the valuation 

model shown in equation 3 below: 

(3) Po = DI/(l+k) + D ~ / ( l + k ) ~  + . . . + Dn/(l+k)nl 

where k is the cost of equity; n is a very large number; PO is the current stock 

price, DI, D2, . . . Dn are the cash flows expected to be received in periods 1 , 2, . 

. . n, respectively. Equation (3) can be re-written to show that the current price 

(PO) is also equal to 

(4) Po = Dl/(l+k) + Dz/(l+k)2 + Pp/(1+k)2, 

where Pp is the price expected to be received at the end of the second period. 

When the multi-stage DCF model is used to estimate the cost of equity, it is 

assumed investors expect different rates of growth in the initial period and 

Direct Testimony of Joel M. Reiker, Docket No. W-01445A-02-0619, Schedule JMR-6. 
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A. 

subsequent period. 

If the future price (P2) included a premium, the price the investor would 

pay today in anticipation of receiving that premium would increase. Table 2 

reports premiums investors have recently received from mergers and 

acquisitions. Attachments 1 and 2 to this testimony explain why such premiums 

are expected to continue. If investors expect that a water utility is a potential 

mergedacquisition candidate they will bid its stock price up to the present value 

of the future price expected from the merger/acquisition to reflect that probability. 

In such a situation, the dividend yield would be lower and thus either the 

constant growth (one-step) DCF model or the multi-stage (two-step) DCF model 

may understate the cost of equity. In making my DCF equity cost estimates 

below, I do not account for this bias in the DCF equity cost estimates, and thus 

my DCF equity cost estimates are conservative. 

PLEASE BEGIN WITH YOUR DCF ESTIMATES BASED ON THE FERC ONE- 

STEP MODEL. HOW DOES FERC IMPLEMENT THAT MODEL? 

The FERC implements the one-step (or constant growth) DCF model by initially 

combining the lowest and highest dividend yields for individual utilities in the 

sample during the most recent six month period with two estimates of forward- 

looking growth to estimate a range of DCF equity costs for the utilities in its 

sample. Next, the FERC eliminates from consideration any of those equity cost 

estimates that imply the cost of equity is below the cost of investment grade 

bonds. Then the FERC determines a range of equity costs for the sample and a 

mid-point of that range to determine the cost of equity. This method is fully 

discussed in Southern California Edison Company, Opinion No. 445, 92 F.E.R.C. 

61,070 (2000). This opinion is included as Attachment 3 to this testimony. 

More recent FERC decisions refer back to the Southern California Edison 
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decision. For example, see FERC findings in Midwest Independent 

Transmission System Operator, 100 F.E.R.C. 61,292 (2002). 

HOW DID YOU COMPUTE CURRENT DIVIDEND YIELDS? 

The FERC one-step method determines a range of dividend yields based on the 

lowest and the highest dividend yields during the last six months. Table 4 

reports those dividend yields for the water utilities sample. 

WHAT GROWTH RATES ARE CONSIDERED IN THE FERC ONE-STEP 

METHOD? 

The FERC considers estimates of both sustainable growth (growth Staff has 

called “intrinsic growth”) and analysts’ forecasts of growth. I agree with the 

choice of growth estimates relied upon by the FERC. The DCF model requires 

estimates of growth that investors expect in the future. No weight should be 

given to historical measures of growth. Logically, financial institutions and 

analysts would have taken such past information into account, and other more 

recent information, when they make their forecasts for the future.6 To the extent 

that past, recorded results provide useful indications of future growth prospects, 

the forecasts would already incorporate the past and any further recognition of 

the past will double-count what has already occurred. When there is no 

estimate of forward-looking growth for a utility in the water utilities sample, I have 

followed the method Staff adopted in the past and assumed investors expect the 

growth for that utility to equal the average of growth rates for the other water 

utilities in the sample, as explained above. 

See David A. Gordon, Myron J. Gordon and Lawrence I. Gould, “Choice Among Methods of Estimating 
Share Yield,” Journal of Portfolio Management (Spring 1989). 50-55. Gordon, Gordon and Gould found 
that a consensus of analysts’ forecasts of earnings per share growth for the next five years provides a 
more accurate estimate of growth required in the DCF model than three different historical measures of 
growth. They explain that this result makes sense because analysts would take into account such past 
growth as indicators of future growth as well as any new information. 
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A. 

WHAT IS SUSTAINABLE GROWTH? 

Sustainable growth is derived by combining expected growth from future retained 

earnings and expected future growth from sales of common stock above book 

value. The FERC defines sustainable growth as follows: 

The sustainable growth rate is calculated by the following 

formula: g = br + sv, where “b” is the expected retention 

ratio, “r” is the expected earned return on common equity, 

“s” is the percent of common equity expected to be issued 

annually as new common stock , and “v” is the equity 

accretion rate. 

Southern California Edison, 92 F.E.R.C. at p. 61,269, citing Connecticut Light 

and Power Co. 45 F.E.R.C. 62,370 at p. 62,161, n. 15 (1988). The retention 

ratio “b” is equal to (1 - the ratio of dividends divided by earnings) and the equity 

accretion rate “v” is equal to (1 - (book value divided by market value)). Myron 

Gordon developed this concept of growth in his book, The Cost of Capital to a 

Public Utility (Michigan State University 1974). Gordon explains why “sv” growth 

can be expected when market prices exceed book value but why “sv” growth is 

not expected to come into play when market prices are below book values. 

HOW DO YOU ESTIMATE EXPECTED “br” GROWTH? 

Investors’ expectations of what the retention ratio and the expected ROE will be 

in the future determine this portion of expected sustainable growth. Multiplying 

“b” times ‘It‘ gives the estimate of future sustainable growth from retained 

earnings. Investors look for measures of future growth when pricing stocks. 

When the data are available, I have used Value Line projections of future ROES, 

future DPS and future EPS to make the forecasts of “br” growth. The available 

estimates of “br” growth are reported in Table 5 as well as the average “br” for 
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A. 

those water utilities. 

HAVE YOU ESTIMATED “sv” GROWTH FOR THE WATER UTILITIES 

SAMPLE? 

Yes. My estimates of “sv” growth for the water utilities are presented in Table 6. 

I have used Value Line projections of new issues of shares of common stock to 

estimate %.” The estimates of “v” are based on reported book values and 

respective averages of the prices used to compute the dividend yields. Some of 

the utilities in the water utilities sample have sold stock at prices in excess of 

book value in recent years and have thus achieved “sv” growth. Knowledgeable 

investors would expect such growth in the future. Available forecasts indicate 

investors expect some of the sample water utilities to issue more shares of stock 

over time. Thus there will be a positive ‘Is” term in “sv” growth. Also, the 

average market-to-book ratio for the sample of water utility stocks is over 2.0. 

Unless stock prices drop to less than half of their current values, there will be a 

positive “v” for the foreseeable future. 

DOES THE FERC SPECIFICALLY INCLUDE ESTIMATES OF “sv” GROWTH 

IN THE ESTIMATES OF SUSTAINABLE GROWTH? 

Yes, it does. 

DO MARKET-TO-BOOK RATIOS GREATER THAN 1 .O IMPLY INVESTORS 

EXPECT THE UTILITIES IN THE WATER UTILITIES SAMPLE TO EARN 

BOOK RETURNS ON EQUITY GREATER THAN THE COSTS OF EQUITY? 

No. There are many reasons investors may bid up market prices for stocks 

above book values other than an expectation that a water utility will earn more 

than its cost of equity. Investors may expect a city or some other public entity to 

condemn all or part of a water utility and that the public entity will be required by 

the court to pay the utility the fair market value for it. Water utilities’ assets 
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typically have a value based on reproduction cost that is well in excess of book 

value. I have testified on the values of water utility properties and electric utility 

properties in various court cases in California, Utah and Oregon. Based on my 

experience, in situations where only a portion of the utility is being condemned, 

valuations based on both reproduction cost new less depreciation and the 

income approach indicate utility property has a value well in excess of book 

value. Investors would be aware that courts may award potential condemnation 

values well in excess of book values even if the utility earns no more than its cost 

of equity. 

ARE THERE OTHER REASONS? 

Yes. Investors may anticipate a merger or acquisition that produces premium 

prices similar to those reported in Table 2, which have been well above book 

values. With such anticipated sale prices well above book values, a water utility 

would also be priced above book value even if the water utility made no more 

than its cost of equity. There are other reasons as weK7 

WHERE DO YOU REPORT YOUR ESTIMATE OF AVERAGE SUSTAINABLE 

GROWTH? 

That value is developed in Table 5. 

IS THERE ANOTHER INDICATOR OF FUTURE GROWTH THAT THE FERC 

RELIES UPON WHEN IT IMPLEMENTS THE ONE-STEP DCF APPROACH? 

Yes. The other estimates of forward-looking growth relied upon by the FERC 

An Oregon Public Utility Commission staff witness listed the following six reasons a market price could 
exceed book value even if the utility was expected to earn its authorized ROE: (1) public utility 
commissions do not issue orders simultaneously in all jurisdictions, (2) not all of a company's earnings 
are regulated, (3) regulatory expenses, revenue and rate base adjustments may cause accounting 
returns to differ from those calculated on a rate case basis, (4) actual sales do not equal sales assumed 
in a rate case, (5) market expected ROEs change frequently while rate case authorized ROEs do not, and 
(6) regulated subsidiaries constitute only a piece of a holding company pie. Testimony of John Thornton 
in Oregon Docket UM 903 (filed November 9, 1998). 
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Q. 

A. 

are analysts’ forecasts of future five-year EPS growth. Table 7 reports analysts’ 

five-year forecasts of EPS growth reported by a number of financial institutions 

and the average of those analysts’ forecasts. The first two columns of Table 7 

show analysts’ consensus forecasts of future EPS growth rates reported by 

Zacks and Thomson First Call that were available for the utilities in the water 

utilities sample. The third column shows available analysts’ growth forecasts for 

the same water utilities that are reported in the S&P Earnings Guide. Column 4 

shows forecasts of EPS growth reported by Value Line at April 30, 2004. The 

average of analysts’ forecasts of growth is 7.0%. For my implementation of the 

FERC one-step method, I have used the average of these analysts’ forecasts of 

growth for each of the utilities when such forecasts were available. If forecasts 

were not available, I followed Staffs past practice of assuming investors expect 

the missing growth rate to equal the average growth expected for the other water 

utilities in the sample, as explained previously. 

HOW DID YOU UTILIZE THIS INFORMATION ON DIVIDEND YIELDS AND 

ESTIMATED FUTURE GROWTH TO MAKE YOUR BENCHMARK DCF 

ESTIMATES WITH THE FERC ONE-STEP METHOD? 

I adopted the approach shown in Table 4. First, adjusted high and low dividend 

yields were computed for each of the utilities by increasing the current dividend 

yields shown in column “a” by one-half the average of the two estimates of 

growth presented in columns “c” and “d”. The FERC method increases the 

current dividend by only one-half of the expected future growth and thus 

produces a value for D,/Po that is conceptually only six months (instead of one 

full year) into the future. In my view this results in conservative estimates of the 

cost of equity, but I have adopted this method in my implementation of the FERC 

one-step approach because the FERC uses that method. 
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Next, I computed the low equity cost estimates shown in column “e” of 

Table 4 for each of the utilities by combining the lowest estimate of growth for 

each utility with the respective low estimates of the adjusted dividend yield. The 

equity cost estimates in column “f‘ were then made by combining the highest 

estimate of growth with the high dividend yields. 

The last step of the FERC one-step method is to estimate the mid-point of 

the indicated equity cost range as the benchmark cost of equity. Both the mid- 

point and the average of the various equity cost estimates are 10.2%. This 

equity cost for the sample understates the Company’s cost of equity because 

Arizona Water is more risky for the reasons discussed above. 

DID YOU CONSIDER ALL TWELVE EQUITY COST ESTIMATES WHEN YOU 

DETERMINED THE MIDPOINT OF THE EQUITY COST RANGE? 

Yes, I did. As I mentioned above when I described the one-step method, the 

FERC deletes any individual utility equity cost estimate that is not at least 40 

basis points above the cost of investment grade bonds. Based on the estimates 

made here, none of the indicated costs of equity is that small and thus none was 

deleted from the range used to determine the mid-point equity cost for the 

benchmark sample. 

PLEASE TURN TO YOUR IMPLEMENTATION OF THE FERC’S TWO-STEP 

APPROACH. 

ONE-STEP APPROACH? 

HOW DOES THE TWO-STEP APPROACH DIFFER FROM THE 

The FERC two-step approach differs from the one-step approach in that it 

assumes that investors will expect terminal growth to be different than initial 

growth. In deriving its two-step approach, the FERC recognized that investment 

houses use more complex three-stage models in which the first and second 

stages could have a length of possibly 20 years and the final stage growth is the 
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long-term growth rate of the economy. The FERC also noted that determining 

the length of such stages requires judgment on the part of the analyst. In 

Opinion 396-B, the FERC expressed its preference for the simpler two-step 

model that, in effect, combined the first two stages of the more complicated 

three-stage model used by investment houses. Northwest Pipeline Company, 79 

F.E.R.C. 61,309 (1997). The FERC specifically rejected the use of the 

“investment house approach” in which a complicated three-stage model that 

required solving for the ROE with an iterative process was used to determine 

ROE. FERC stated such models are not only complicated but require judgments 

as to how long initial growth will continue, and whether the transitional growth 

rate would decline (increase) towards the terminal growth rate slowly, quickly or 

at a steady rate. 

HOW DOES THE FERC DETERMINE GROWTH WITH THE TWO-STEP 

MODEL? 

The FERC adopts analysts’ forecasts of EPS growth as the growth rate in the 

first stage, forecasted growth of Gross Domestic Product (“GDP”) for growth for 

the final stage and took an average of those growth rates to compute growth for 

the two-step model. More recently, in Southern California Edison, the FERC 

indicated it gives a weight of two-thirds to analysts’ forecasts of growth and a 

weight of one-third to GDP growth to compute that average growth rate. 

Southern California Edison, 92 F.E.R.C. at 61, 257 and n.19 (citing Northwest 

Pipeline Company). 

HOW DOES THE FERC TWO-STEP MODEL DIFFER FROM THE MULTI- 

STAGE DCF APPROACH PRESENTED BY STAFF IN THE 2003 ARIZONA 

WATER AND ARIZONA-AMERICAN WATER CASES? 

Conceptually, the multi-stage DCF model presented by Staff in water utility rate 
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cases in 2003 is similar to the FERC two-step model, but the choices made by 

Staff to implement the model lead to significantly lower estimated costs of equity. 

Both the FERC and Staff assumed terminal growth should ultimately be 

assumed to equal GDP growth. The distinction between the Staff multi-stage 

analysis and the FERC two-step method can be boiled down to two significant 

differences. First, the FERC assumes the initial period before reaching terminal 

growth is much longer than the four or five years that Staff assumed in its multi- 

stage model. FERC wisely assumes it will take many years before the terminal 

growth for a utility will be the same as growth in GDP. Second, the FERC 

assumes investors rely on EPS growth in the longer, initial period, when they 

price common stocks. The FERC approach correctly recognizes that it is 

earnings that permit dividends to be paid and thus bases growth in its longer, 

initial period on EPS growth, not short-term DPS growth used by Staff in its 

model. 

WHERE DO YOU REPORT YOUR TWO-STEP EQUITY COST ESTIMATE? 

It is reported in Table 8. In preparing this estimate, I have relied on spot prices 

instead of an average of prices. Staff has indicated its preference for spot 

prices.' The values for the DCF dividend yield (D,/Po ) are based on the FERC 

convention of increasing current dividends by only one-half the growth rate. As I 

indicated in my discussion of the one-step approach, it is my view that this 

method of computing dividend yields produces very conservative estimates of 

the cost of equity. Consistent with the FERC two-step approach described in the 

Northwesf Pipeline Company opinion, the initial growth rates are the analysts' 

It is my view that average dividend yields are preferred to spot yields when making DCF equity cost 
estimates. To eliminate an issue with Staff, the numbers in Table 8 are closing prices at the time this 
testimony was written. 
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forecasts of growth. (See Table 4.) The terminal growth rate I have relied upon 

is 6.5%’ which is the estimate of the long-term growth in GDP relied upon by 

Staff in Arizona Water’s last GRC and in Arizona-American Water’s recent rate 

case. That growth rate provides a conservative estimate of the long-term 

estimate of GDP growth. The more appropriate growth estimate to use in this 

analysis would be the long-term arithmetic average growth rate of 6.8%. The 

6.5% value is the long-term geometric average and thus understates the 

forward-looking growth required by  investor^.^ Therefore, the smaller GDP 

growth value of 6.5% in my analysis is very conservative. Based on the FERC 

two-step approach, the indicated cost of equity for the water utilities sample is 

10.4%. Because Arizona Water is more risky, its cost of equity is at least 50 

basis points higher. 

RISK PREMIUM EQUITY COST ESTIMATES 

PLEASE TURN TO YOUR RISK PREMIUM EQUITY COST ESTIMATES FOR 

WATER UTILITIES. CAN YOU PROVIDE AN OVERVIEW OF THE RISK 

PREMIUM METHOD OF ESTIMATING THE COST OF EQUITY? 

Yes. Under the risk premium approach, the risk premium is directly estimated by 

comparing authorized and actual returns on equity with the current yields of 

investment grade bonds or other debt instruments: 

The risk premium method of determining the cost of equity, 

sometimes referred to as the “stock-bond-yield spread 

method” or the “risk positioning method,” or again the “bond- 

’ This issue is discussed in lbbotson Associates, SBBl2003 Yearbook 100-101. The geometric average 
is used to report what has happened not what is expected to happen and only applies for the future if 
year-to-year growth in GDP is not expected to fluctuate. If GDP growth varies - even slightly - from year 
to year in the future, the past GDP growth will not be realized if the geometric average is used to set the 
growth. If year-to-year variation is the same as in the past, the required growth rate is the arithmetic 
average growth rate. 
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yield plus risk-premium” method, recognizes that common 

equity capital is more risky than debt from an investor’s 

standpoint, and that investors require higher returns on 

stocks than on bonds to compensate for the additional risk. 

The general approach is relatively straightforward: First, 

determine the historical spread between the return on debt 

and the return on equity. Second, add this spread to the 

current debt yield to derive an estimate of current equity 

return require men ts . 

The risk premium approach to estimating the cost of equity 

derives its usefulness from the simple fact that while equity 

return requirements cannot be readily quantified at any 

given time, the returns on bonds can be assessed precisely 

at every instant in time. If the magnitude of the risk 

premium between stocks and bonds is known, then this 

information can be used to produce the cost of common 

equity. This can be accomplished retrospectively using 

historical risk premiums or prospectively using expected risk 

prem i u ms . 

Roger A. Morin, Regulatory Finance: Utilities’ Cost of Capital (1 994) at 269. The 

risk premium approach is a simpler and less subjective approach. There is no 

need to estimate betas or current expected market risk premiums, as required in 

implementing the CAPM, and there is no reason to determine if “beta r isk is the 

only risk of relevance to investors holding shares of water utilities. For these 

reasons, regulatory commissions use the risk premium approach in setting rates 

far more frequently than the CAPM. 
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WHAT ARE THE SOURCES FOR YOUR RISK PREMIUM ESTIMATES? 

The sources are the methods and data presented by the CPUC Staff in various 

general rate cases. I have made three risk premium analyses. 

EXPLAIN YOUR FIRST ANALYSIS. 

My first analysis is an update of the method presented by CPUC Staff in 

California-American Water Company’s Los Angeles district rate case (Docket 

No. A 03-07-036) in January 2004. The only difference in my first analysis and 

the one relied upon by CPUC Staff in that case is the updated forecasts of 

interest rates. CPUC Staff has used this risk premium approach to determine 

costs of equity in numerous cases during the last three years. Under this 

approach, CPUC Staff adopted annual averages of actual realized ROES for the 

six water utilities in my sample as proxies for the costs of equity for the period 

1993-2002, subtracted contemporaneous Treasury rates from those equity cost 

proxies to determine annual average risk premiums, then added the 5-year and 

the IO-year averages of those risk premiums to forecasts of the respective 

Treasury rates to determine an equity cost range. 

WHAT HAVE YOU DONE TO UPDATE THE CPUC STAFF’S RISK PREMIUM 

ANALYSIS? 

I have updated the CPUC Staffs analysis by updating the forecasts of the 

Treasury rates with an average of Treasury rate forecasts for the period 2005- 

2006 made by Blue Chip and Value Line. This is the only change from the risk 

premium analysis CPUC Staff presented in Table 2-7 of its Cost of Capital 

Report for California-American Water Company in Docket No. A 03-07-036. The 

interest rate forecasts I have relied upon to make this update are averages of 

Blue Chip’s consensus forecast of interest rates for 2005 and 2006 reported in 

June 2004 and Value Line’s most recent quarterly forecasts of interest rates 
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made May 28, 2004. I report those Treasury rate forecasts and forecasts for 

Baa bond rates in Table 9. 

HAS ACC STAFF RELIED UPON FORECASTS OF INTEREST RATES IN 

ANALYSES OF EQUITY COSTS IN PAST CASES? 

Yes, it has. For example, in Docket No. U-1656-91-134, Staff relied upon Blue 

Chip Financial forecasts of interest rates, Gross National Product (“GNP”) and 

inflation during the next year to describe the economic environment that 

influenced its cost of capital estimates. Testimony of Linda A. Jaress, dated 

December 2, 1991, at 9-1 1. Also, in testimony dated April 19, 1993, Docket No. 

U-1303-92-286, ACC Staff relied upon Blue Chip forecasts of interest rates for 

the first quarter of the following year to determine the appropriate level of interest 

rates for the determination of costs of equity. Supplemental Testimony of J. 

David Daer, at 6. Relying on forecasts of interest rates to determine costs of 

equity is not a new concept to ACC Staff. Therefore, the fact that the CPUC 

Staff method relies on forecasts of interest rates to determine costs of equity is 

not unusual. 

WHY HAVE YOU USED INTEREST RATE FORECASTS FOR THE PERIOD 

2005 TO 2006 IN YOUR ANALYSIS? 

I have used this period because it is the period in which Arizona Water’s new 

rates will first be put into place. August 2005 is the earliest the new rates could 

be approved and put in place. But based on the amount of time it has recently 

taken to complete rate cases in Arizona, it could be as late as 2006 before new 

rates are in place. The CPUC Staff method relies upon forecasts of interest 

rates for the future periods when new rates for the utility will be in place. To be 

consistent with the CPUC Staff approach, it is appropriate to adopt forecasts of 

interest rates for the period when Arizona Water’s new rates will be in place. 
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WHY NOT USE CURRENT RATES FOR TREASURY SECURITIES? 

There are two reasons. First, the CPUC Staff does not use current rates and 

thus to be consistent with the CPUC Staff approach, forecasted rates should be 

adopted. Second, the goal is to determine the cost of capital for Arizona Water 

when new rates are in effect, not the cost of capital 18 months before such new 

rates are approved. 

The Commission Staff provided evidence in the recent Arizona-American 

Water case that showed forecasts of interest rates reported by Blue Chip were 

sometimes higher and sometimes lower than the interest rates that actually 

occurred and that the projected interest rates were, on average, lower than the 

actual interest rates that subsequently occurred.” CPUC Staff has determined 

that such forecasts of interest rates are preferred to using current interest rates 

as proxies for future rates. Current interest rates are also sometimes higher and 

sometimes lower than interest rates during future periods. It is especially 

inappropriate to adopt current interest rates as proxies for future interest rates 

when those current interest rates are close to 40-year lows and are expected to 

increase. 

WHAT IS THE RESULT OF THIS ANALYSIS? 

This analysis indicates the cost of equity for the water utilities sample falls in a 

range of 10.6% to 10.9%, as shown on Table I O .  Arizona Water’s indicated cost 

of equity is at least 50 basis points higher because it is more risky. 

TURN TO YOUR SECOND RISK PREMIUM ANALYSIS. HOW DOES IT 

DIFFER FROM THE FIRST ANALYSIS? 

In that analysis, CPUC Staff chose to use earned ROEs instead of authorized 

ROEs as the proxies for the costs of equity in its analysis. If regulators attempt 

lo Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 49 
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to authorize ROEs that are equal to the utilities’ costs of equity, and adopt rates 

and rate adjustment mechanisms that give those utilities a reasonable 

opportunity to earn those authorized ROEs, on average, earned as well as 

authorized ROEs might provide proxies for the costs of equity. The second risk 

premium analysis adopts authorized ROEs instead of earned ROEs as the 

proxies for the costs of equity in the risk premium analysis. This change is the 

only change from the first risk premium analysis. 

WHAT ARE THE RESULTS OF THE SECOND RISK PREMIUM ANALYSIS? 

Table 11 presents the results of this second analysis. This analysis indicates the 

cost of equity for the water utilities sample falls in a range of 11 .O% to 11.4%. 

The indicated cost of equity range for Arizona Water is at least 11 5% to 11.9% 

because it is more risky. During the period of the study, on average, utilities in 

the water utilities sample earned less than their authorized ROEs, and thus it is 

expected that this second risk premium analysis will indicate a higher equity cost 

range than was found in the first risk premium analysis. 

TURN TO YOUR THIRD RISK PREMIUM ANALYSIS. WHAT DATA HAVE 

YOU USED TO PREPARE THIS ANALYSIS? 

In a number of cases, the CPUC Staff has adopted averages of realized ROEs 

for samples of water utilities as proxies for costs of equity. My third risk premium 

analysis is based on averages of realized ROEs for water utilities samples that 

the CPUC Staff adopted as proxies for the costs of equity, Baa bond yields 

reported by the Federal Reserve, and the expectation that when bond costs 

decrease, equity costs will also decrease’ but by less. In effect, the risk premium 

increases as interest rates decrease. This expectation is generally consistent 

with the theoretical work of Gordon and Halpern, “Bond Share Yield Spreads 

Under Uncertain Inflation,” American Economic Review, Vol. 66, No. 4 
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(September 1976) 559-565. It is also consistent with empirical studies such as a 

1989 study conducted by Staff at the Oregon Public Utility Commission and a 

statement by the CPUC in decisions in 1997 (D.97-12-089) and 2002 (D.02-11- 

027) that its practice is to adjust ROEs for energy utilities by one-half to two- 

thirds of the change in the benchmark interest rate. 

PLEASE EXPLAIN THIS RISK PREMIUM ESTIMATE. 

I followed the three-step procedure shown in Table 12. Panel A of Table 12 

shows earned ROEs for samples of publicly traded water utilities for the period 

1985 to 2002. CPUC Staff adopted these ROEs as proxies for the costs of 

equity for water utilities in San Gabriel Valley Water Company’s 1995 rate case 

(Table 3-4 A95-09-OIO), in California-American Water Company’s 2003 rate 

case (Table 2-7, A02-09-030)’ and in San Gabriel Valley Water Company’s 2003 

rate case (Table 2-7, A02-I 1-044). Lines 19 and 20 of Panel A of Table 12 show 

the average risk premium increased from 2.12% to 3.13% as the average Baa 

rate decreased from 10.48% to 7.99%. This result indicates that, on average, 

returns for water utilities dropped by 59 basis points for each 100-basis point 

drop in the Baa bond rate. Thus, on average, the risk premium increased by 41 

basis points for every 100-basis point drop in the Baa bond rate. (See line 22 of 

Panel A of Table 12.) This result is consistent with equity costs moving in the 

same direction as interest rates, but by less. 

DID YOU USE THE DATA IN PANEL A TO ESTIMATE THE COST OF EQUITY 

FOR ARIZONA WATER? 

Yes. First, I recognized that the relationship between risk premiums and interest 

rates implies the following: 

Risk premium = constant - slope x Baa bond rate. 

Then, in Panel A, I solved for the slope in this equation by dividing the difference 
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in risk premiums by the difference in bond rates (shown on line 21). Next, in 

Panel B, I solved for the constant in the equation that is consistent with the 

derived slope, the most recent average risk premium of 3.13% for the period 

1993-2002, and the average Baa rate of 7.99% for the period 1993-2002. 

HOW DID YOU USE THAT RESULT TO ESTIMATE THE COST OF EQUITY? 

I combined the slope of -0.41 and the constant of 6.39% derived in Panel B of 

Table 12 with the forecast of 7.68% for Baa bond rates during 2005-2006 

reported in Table 9, to derive the current risk premium of 3.3%. Adding this 

current risk premium to the forecasted Baa rate of 7.68%, the indicated cost of 

equity for the sample of water utilities is 10.9%. Again, the indicated cost of 

equity for Arizona Water is higher than 10.9% because it is more risky than the 

sample water utilities. (See Table 12, Panel C.) 

WHAT IS SHOWN IN TABLE 13? 

Table 13 is the same as Table 12 but uses IO-year Treasury rates to conduct the 

risk premium analysis instead of Baa bond rates. In testimony filed in 2003 in 

Arizona-American Water’s rate case, Staff claimed Baa rates should not be used 

in a risk premium analysis because such rates include default risk premiums.’’ I 

subsequently provided evidence showing that Baa rates provided better 

forecasts of equity costs than Treasury rates and explained that Staffs 

contention had no merit if investors require the same default risk premium today 

as in the past.’* I have prepared Table 13 to show that the choice of interest 

rates to conduct this risk premium analysis is not an important issue. Whether 

Treasury rates or corporate bond rates are used in this analysis, the equity cost 

Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et ai., at 50-52. 11 

Rebuttal Testimony of Thomas M. Zepp, Docket No. WS-01303A-02-0867, et al., at 21-23 and Rebuttal 12 

Tables 2 and 3. 
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estimate for the water utilities sample rounds to the same number, 10.9%. 

CONCLUSIONS 

PLEASE SUMMARIZE YOUR EQUITY COST ESTIMATES. 

The Commission adopted Staffs estimates of costs of equity in Arizona Water’s 

last GRC and in Arizona-American Water Company’s recent rate case without 

giving any consideration to estimates I provided or restatements of Staff 

estimates that showed the costs of equity for those water utilities were much 

higher. In response, I have prepared equity cost estimates in this case that are 

not based on the methods I have presented in past cases (even though I believe 

my methods are theoretically sound and provided reasonable results), but 

instead are based on the methods and inputs relied upon by the FERC to 

determine DCF equity costs and by the staff of the CPUC to determine risk 

premium equity cost estimates. 

A straightfotward application of the FERC one-step and two-step DCF 

approaches indicates an equity cost range of 10.2% to 10.4% for the water utility 

sample. These DCF equity cost estimates probably understate the cost of equity 

for water utilities for two reasons. First, some water utilities’ stock prices may be 

bid up in anticipation of a favorable buyout or merger. In such a situation, 

dividend yields drop but growth rates do not fully reflect expected future growth 

in cash flows. Second, the FERC method determines conservative measures of 

equity costs by increasing the dividend to determine Dl/Po that is only six months 

into the future instead of a full year. I explained why unique risks faced by 

Arizona Water require that it be authorized an ROE at least 50 basis points 

higher than the appropriate ROE for the sample water utilities. Thus, the 

conservative DCF estimates based on the FERC DCF equity cost approaches 

and the premium for the Company’s additional risk indicate Arizona Water’s 
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equity cost falls in a range of 10.7% to 10.9%. 

I have also used methods and data the CPUC staff has used to determine 

equity costs with the risk premium approach. Those estimates indicate the cost 

of equity for the water utility sample falls in a range of 10.6% to 11.4% and the 

cost of equity for Arizona Water falls in a range of 11 .I % to 11.9%. Combined, 

all of the DCF and risk premium approaches indicate the cost of equity for the 

water utility sample falls in a range of 10.2% to 11.4% with an average of 10.8%, 

and Arizona Water's equity cost falls in a range of 10.7% to 11.9% with an 

average of 11.3%. Based on these equity cost estimates, I recommend Arizona 

Water be authorized an ROE of 11.25%, an ROE slightly below the average of 

my equity cost estimates. I have prepared Table 15, in which this information 

has been summarized. 

IS THERE OTHER INFORMATION THAT CORROBORATES YOUR 

ESTIMATES AND RECOMMENDATIONS? 

Yes. Current Staff has devised ways to implement the CAPM and DCF models 

that, after accounting for differences in the level of interest rates, produce equity 

cost estimates that are much lower than this Commission authorized prior to 

December 2001. Table 14 lists nine decisions for large water and gas utilities in 

Arizona and concurrent IO-year Treasury rates. Adding the average risk 

premium above IO-year Treasury rates of 5.43% to the current forecast of 

Treasury rates indicates an ROE consistent with past orders of 11 .O%. Arizona 

Water, however, faces higher risk today because it must comply with more 

stringent state and federal regulations than those that existed in the past and has 

added risk of recovering arsenic treatment costs. Thus, my recommended ROE 

of 11.25% is in line with the average of past ACC determinations of equity costs 

prior to December 2001. 
.- 
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Q. 

A. 

Q. 

A. 

The past decisions also put in perspective recent Staff recommended 

ROEs of close to 9.0% for Arizona Water and Arizona-American Water Company 

and an even lower recommendation of 8.0% for Rio Rico Utilities (Rio Rico 

Utilities, Inc. , Docket No. WS-02676A-03-0434). Implementation of finance 

models that lead to such low ROEs are inconsistent with ROEs this Commission 

authorized before the Staff revised the methods it uses to determine equity costs 

in 2001. 

IS THERE OTHER EVIDENCE THAT AN 11.25% ROE IS REASONABLE 

TODAY? 

Yes. On May 7, 2003, when Staff prepared its direct testimony in the Arizona- 

American Water rate case, the yield on IO-year Treasury securities was 3.8%, 

while Staff determined the average equity cost for its sample of water utilities 

was 9.2%.13 The earliest new rates will be in place for Arizona Water is 2005 

when IO-year Treasury rates are forecasted to be 5.45% (see Table 9). Based 

on a simple change in interest rates of 165 basis points, Staffs determination of 

a 9.2% ROE in May 2003 now supports an equity cost of 10.85% for the water 

utilities sample. Including 50 basis points to compensate Arizona Water for 

being more risky than the sample of water utilities Staff used to determine its 

equity cost, the comparable equity cost estimate of Arizona Water is not less 

than 11.35% at this time, which is in line with my recommended ROE of 11.25% 

for Arizona Water. 

DOES THIS COMPLETE YOUR DIRECT TESTIMONY? 

Yes. 
1582066.1112001.187 

l3 Direct Testimony of Joel M. Reiker, Docket No. WS-01303A-02-0867, et al., at 23, n. 11. 
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Arizona Water Company 

Table 9 

Forecasted rates for Treasury Securities and 
Baa Corporate Bonds for 2005-2006 

10-Year Treasury Securities 
Blue Chip-a/ 
Value Line-b’ 
Average 

Long-term Treasury Securities 
Blue Chip-a/ 
Value Line-b’ 
Average 

Baa Corporate Bonds 
Blue 
Value Line-c’ 
Average 

Sources and Notes: 

2005 

5.60% 
5.30% 
5.45% 

6.1 0% 
5.90% 
6.00% 

7.70% 
7.50% 
7.60% 

2006 

5.90% 
5.40% 
5.65% 

6.50% 
6.00% 
6.25% 

8.00% 
7.50% 
7.75% 

- a/ Blue Chip consensus forecasts, June 2004. 
- b/ Value Line Quarterly Forecast, May 28, 2004. 
- c/ No forecast made by Value Line. Assume 

the difference in Baa rate forecast and long-term 
Treasury forecasts would be the same. 

6/29/04 
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Average 

5.75% 
5.35% 
5.55% 

6.30% 
5.95% 
6.13% 

7.85% 
7.50% 
7.68% 
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Arizona Water Company 

Table 10 

Risk Premium Equity Cost Analysis 
Realized ROES Adopted as Equity Cost Proxies 

Return Annual Averaues Risk Premiums 
1 0-Year on Long-term 1 0-Year Long-term 

Equity-a/ Treasuyd Treasuyd Treasury 

11 .57% 
10.87% 
1 1.20% 
12.02% 
1 1.82% 
10.90% 
10.59% 
9.75% 
10.27% 
10.58% 

6.60% 
7.35% 
6.88% 
6.70% 
6.60% 
5.58% 
5.87% 
5.94% 
5.49% 
5.41 % 

1 0-Year Average Premium-d 
5-year Average Premium-d 

5.87% 
7.09% 
6.57% 
6.44% 
6.35% 
5.26% 
5.65% 
6.03% 
5.02% 
4.61 % 

4.97% 
3.52% 
4.32% 
5.32% 
5.22% 
5.32% 
4.72% 
3.81 % 

5.17% 
4.78% 

4.71 yo 
4.76% 

Forecasted Interest Rates for 2005-2006-b' 6.13% 

Projected Returns on Equity 
10-Year Average 
5-Year Average 

10.8% 
10.9% 

Notes and Sources: 
- a/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- b/ Source is Table 9. 

6/29/04 

Treasury 

5.70% 
3.78% 
4.63% 
5.58% 
5.47% 
5.64% 
4.94% 
3.72% 

5.97% 

5.07% 
5.10% 

5.25% 

5.55% 

10.6% 
10.7% 



1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
2001 
2002 

Arizona Water Company 

Table 11 

Risk Premium Equity Cost Analysis 
Authorized ROES Adopted as Equity Cost Proxies 

Authorized Annual Averaaes Risk Premiums 
Returns on 30-Year 1 0-Year 30-Year 1 0-Year 
Eq u ity-d Treasury-b’Treasury-b’ Treasury Treasury 

12.13% 
12.13% 
11.51% 
1 1.58% 
11.18% 
11.06% 
11.12% 
11.12% 
10.86% 
10.62% 

6.60% 
-7.35% 
6.88% 
6.70% 
6.60% 
5.58% 
5.87% 
5.94% 
5.49% 
5.41 % 

1 0-Year Average Premium 
5-year Average Premium 

5.87% 
7.09% 
6.57% 
6.44% 
6.35% 
5.26% 
5.65% 
6.03% 
5.02% 
4.61 % 

5.53% 
4.78% 
4.63% 
4.88% 
4.58% 
5.48% 
5.25% 
5.18% 
5.37% 
5.21 Yo 

6.26% 
5.04% 
4.94% 
5.14% 
4.83% 
5.80% 
5.47% 
5.09% 
5.84% 
6.01 yo 

5.09% 5.44% 
5.30% 5.64% 

Forecasted Interest Rates for 2005-2006-“ 6.1 3% 5.55% 

Projected Returns on Equity 
1 0-Year Average 
5-Year Average 

11.2% 11.0% 
11.4% 11 2 %  

Notes and Sources: 
- a/ CA Turner Utility Reports, issues for December for various years. 
- b/ CPUC Staff Cost of Capital Report, Table 2-7, A.03-07-036, January 2004. 
- c/ Source is Table 9. 
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Arizona Water Company 

Table 12 

Risk Premium for Water Utilities Based on Past Earned ROES 

Panel A: Historic Data 

1 1985 
2 1986 
3 1987 
4 1988 
5 1989 
6 1990 
7 1991 
8 1992 
9 1993 

10 1994 
11 1995 
12 1996 
13 1997 
14 1998 
15 1999 
16 2000 
17 2001 
18 2002 

Earned 
- ROE 

14.40% 
13.28% 
14.58% 
12.42% 

11.07% 
12.82% a/ 

11.80% ' 
10.76% ' 

10.39% 

11.90% ' 
11.30% b1 

12.21% ' 
11.93% ' 
11.34% ' 
11.02% ' 
9.91% b/ 

10.25% 
10.58% ' 

Baa Rate 
12.72% * 
10.39% * 
10.58% * 
10.83% * 
10.18% * 
10.36% * 
9.80% dl 

8.98% * 
7.93% * 
8.63% * 
8.20% * 
8.05% * 
7.87% * 
7.22% * 
7.88% * 
8.37% * 

7.80% * 
7.95% dl 

19 Average 1985-1 992 12.60% 10.48% 

21 Difference 1.48% 2.49% 
22 Slope 0.59 -0.41 

20 Average 1993-2002 1 1.1 2% 7.99% 

Risk 
Premium 

2.89% 
4.00% 

0.21 Yo 
0.71 Yo 
3.02% 
2.82% 

1.68% 

1.59% 

3.97% 
2.13% 
3.1 0% 
4.1 6% 
4.06% 
4.12% 
3.14% 
1.54% 
2.30% 
2.78% 

2.1 2% 
3.1 3% 
-1.02% 

Panel 6: Solve for constant in formula [risk Dremium = constant - slope x Baa rate): 

constant = risk premium + slope-' x Baa rate 
constant - 3.13% + 0.41-' x 7.99% 
constant - - 6.39% 

- 

Panel C: Solve for current risk premium and equity cost: 

Risk Premium = constant - slope x Baa rate 
Risk premium = 6.39% - .41 x 7.68%-f1 = 3.3% 

Estimated cost of equity = bond rate + risk premium = 10.9% 

Notes and Sources: 
- a/ Source: CPUC Staff Table 3-4, Application 95-09-010 (San Gabriel Valley Water). 
b/ Source: CPUC Staff Table 2-7, Application 02-09-030 (California-American Water). 
c/ Source: CPUC Staff Table 2-7, Application 02-1 1-044 (San Gabriel Valley Water). 
- dl  Annual average reported by the Federal Reserve. 
- e/ Slope of -.41 = change in risk premium divided by change in bond rates. 

W Source: Table 9. 
Derived from data derived at lines 20,21, and 22 above. 

6/29/04 
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Arizona Water Company 

Table 13 

Risk Premium for Water Utilities Based on Past Earned ROES 

Panel A: Historic Data 

1 1985 
2 1986 
3 1987 
4 1988 
5 1989 
6 1990 
7 1991 
8 1992 
9 1993 

10 1994 
11 1995 
12 1996 
13 1997 
14 1998 
15 1999 
16 2000 
17 2001 
18 2002 

Earned 
- ROE 
14.40% * 
13.28% * 
14.58% * 
12.42% * 
10.39% * 
11.07% * 
12.82% * 
11.80% b' 

10.76% 
11.30% 
12.21% 
11.93% 
11.34% 

9.91% 
10.25% 
10.58% ' 

11.90% b/ 

11.02% bl 

10-Year 
Treasurv 
10.62% ' 
7.67% ' 
8.39% ' 
8.85% ' 
8.49% ' 
8.55% ' 
7.86% ' 
7.01% ' 
5.87% d/ 

7.09% ' 
6.57% ' 
6.44% ' 
6.35% ' 
5.26% ' 
5.65% ' 
6.03% ' 
5.02% ' 
4.61% ' 

Risk 
Premium 
3.78% 
5.61 Yo 
6.19% 
3.57% 
1.90% 
2.52% 
4.96% 
4.79% 
6.03% 
3.67% 
4.73% 
5.77% 
5.58% 
6.08% 
5.37% 
3.88% 
5.23% 
5.97% 

19 Average 1985-1 992 12.60% 8.43% 4.17% 
20 Average 1 993-2002 1 1.12% 5.89% 5.23% 
21 Difference -1.48% -2.54% 1.07% 
22 Slope 0.58 -0.42 

Panel 6: Solve for constant in formula (risk premium = constant -slope x 10 vr Treas rate): 

constant = risk premium + slope-e/ x 10 Year Treasury rate 

constant - - 7.70% 
constant - - 5.23% + 0.42-"/ X 5.89% 

Panel C: Solve for current risk premium and equity cost: 

Risk Premium = constant - slope x 10 yr Treasury rate 
Riskpremium = 7.70% - .42 5.55%-" = 5.4% 

Estimated equity cost = bond rate + risk premium = 10.9% 

Notes and Sources: 
a/ Source: CPUC Staff Table 3-4. Application 95-09-01 0 ISan Gabriel Vallev Water). - 
b/ Source: CPUC Staff Table 2-7, Application 02-09-030'(California-Ameridan Water). 
c/ Source: CPUC Staff Table 2-7, Application 02-1 1-044 (San Gabriel Valley Water). 
- d/ Annual average reported by the Federal Reserve. 
- e/ Slope of -.42 = change in risk premium divided by change in bond rates. 

!! Source: Table 9. 
Derived from data derived at lines 20, 21, and 22 above. 
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Table 14 

Returns on Equity for Larger Arizona Water 
Sewer and Gas Utilities Prior to December 2001 

and 
Indicated Current Cost of Equity 

Citizens Utilities Company; Agua 
Fria Water Division; Sun City Water 
Company; Sun City Sewer Company 
and Sun City West Utilities Company 

Paradise Valley Water Company 

Far West Water Company 

Saddlebrooke Utility Company 

Paradise Valley Water Company 

Bermuda Water Company 

Pima Utility Company (Sewer) 

Far West Water & Sewer Co. (Water) 

Southwest Gas Corporation 

Average 

Average Annual 
Decision Decision Authorized 1 O-Year 
Number Date ROE 

601 72 

60220 

60437 

61 008 

61 831 

61 854 

62184 

62649 

641 72 

May 7,1997 

May 27,1997 

Sept 29, 1997 

July 16, 1998 

July 20, 1999 

July 21, 1999 

Jan 5,2000 

June 13,2000 

Oct. 30, 2001 

Equity cost indicated by forecasted 1 O-Year Treasury rate 

6/29/04 

10.50% 

11 .OO% 

1 1.50% 

1 1.30% 

1 1 .OO% 

12.00% 

1 1.75% 

1 1.50% 

1 1 .OO% 

1 1.28% 

Treasury Rate 

6.35% 

6.35% 

6.35% 

5.26% 

5.65% 

5.65% 

6.03% 

6.03% 

5.02% 

5.85% 

5.55% 

Risk 
Premium 

4.1 5% 

4.65% 

5.15% 

6.04% 

5.35% 

6.35% 

5.72% 

5.47% 

5.98% 

5.43% 

11 .O% 



Arizona Water Company 

Table 15 

Summary Table: Estimated Cost of Equity Ranges 
for Benchmark Water Utilities and Arizona Water Company 

Equity Cost Estimates 
For 

Samples of Water 
Utilities 

DCF Analysis Based on FERC Methods: 

One Step -- Table 4 10.2% 

Two Step -- Table 8 10.4% 

Risk Premiums Estimates based on CPUC Methods and Data: 

Risk premium -- Table 10 10.6% to 10.9% 

Risk premium -- Table 11 11.0% to 11.4% 

Risk premium -- Table 12 10.9% 

Estimated Range and Averaqe Equitv Cost 

Range 10.2% to 11.4% 

Average 10.8% 

Recommended ROE 

6/29/04 

Estimated 
Equity Costs 
for Arizona 

Water Company 

10.7% 

10.9% 

11.1% to 11.4% 

11.5% to 11.9% 

11.4% 

10.7% to 11.9% 

11.3% 

11.25% 
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August 6,1999 WATER unuv INDUSTRY 14h 
Large companies in the Water Utility In- 

are continuing to benefit from long-tezm consoli- 
dation trends. In &tion, small- and medium- 
&ed water utilities are b-g to be acquired 
by electric and energy -ties at handsome pre= 
duma  

A cloud continues to hang over the industry, aa 
tort litigation in California haa many water utili- 
ties edgy. If juries rule against those load utiIities, 
the fallout could be m d y .  
Although water utility Stoclre an, ranked to am- 

derperform the market, they provide Copsemative 
investors an opportunity to capture good yielda 
with less risk. 

bdustry Consolidation 
For the most part, water utilities stand as the last true 

h r j c a n  monop~iy. Water companies face little or no 
competition for water services in a given locale because 
the baniers to entry are verg high. Consequently, large 
companies loolfing for earnings growth find that acqui- 
sitions are the best way to accomplish this goaLAlso, 
acquisitions help to $versify the lager company, ailow- 
ing it exposure to different geographic regions, which 

-can be beneficid when one area of the country is 
struggling. Takeover targets tend to welcome this ar- 
rangement because they generally need the extra capitaI 
to replace and upgrade existing water distribution net- 
works, since a foot of pipe that coat $1 to install a 
hundred years ago now cos& approximately $100. 

~n interesting phenomenon in the Water Utility In- 
dustry is the takeoveR by energy companies and electric 
utilities. Energy and electric. utilities have much in 
commoxl with water companies. All three group plan for 
capital investments in dietrihtion systems, read 
meters, bill customers, and deal heavily with regalators 
and local laws. By acquiring small- and medium-sized 
water utilities, th- ~ e e s  are creating economies 
of scale, while p m -  thev shareholdem with diver- 
sity and steadier revenues. krvestors who hold sharee of 
an acquisition taget Poised to profit handsomely, 
siace some purchases have been for ae much as four 
tknes book value. This kind of capital-appreciation pa- 
tential is unusual for this @&as-, which is marked by 
slow growth and healthy welds. 

Tort Sti gation 
Most water comP?$= are keeping a watchful eye pn 

tort litigation (a avd lawsuit against a party even 

composite Statistics: Water ~ i t y  ~ndustry I 

musTmr-: 91 (of941 I 
though no contmct or law wan breached) underway in 
California.Theplaintiffsbarinthatstatehssorga&?d 
and commencedtort lawsuits against several publicand 
private compntpitp water sostems fbr allegedly deliver- 
mg a n  taminated water, although the companies dakn 
to be in full compliance*& state and federal standmh 
The possibility that judgments could be made against 
water utilities even though they have broken no law is 
disturbing for the jnd*. If these cases succeed, the 
potential Wout could be higher costs for water utilities 
in order to de6end these kinds oflawsuits, which could 
occur in other stam. Also, thesa companies may be 
fiwced to pay large pttlements. Fortunately for the - 'mis 

standards and has temporady put a stop to judiciai 

Meetine-tRegcrlntiaru 
The Safe Drinking Water& (SDWA), which waa last 

mended in 1996, has provided the basia for current 
drinking water quality staadanls. It requires that the 
Environmental Protection Agency work with state and 
local authoritha to select and test for five potentid 
Coll taminnntn every five years. The amended SDWAaiso 
provided a $1 billion revalvhg loan fund to help local 
commlanitiea to-install and upgrade their treabnent 
p h t a  to remain in coxnpiiatm with drinking water 
purity standards. Water amnpanh s p d  anywhere 
from 15% to 60% of their annual capital budgets to 
remain in COmPLi8Z)OE with the SDWA Many ofthe 

dmtmtma d e r  in the dafndr?. so capital outlays 
overthenext3-to 6-years shooid remain stable, orevea 
dedine. The need to remain in aomplianea with the 
SDWA is a prhxwy driver fm the present water utility 
consolidationtrend. 

InvestmentAdvice 
The water CO~PJIPY ~tocirs induded in this review are 

not timely for YmMhefd investment. chServati7e in- 
veston might, however, h d  those equities with attrac- 
tive dividend-gmwth proripectS and favorable safety 
ranks a worthwhile in- notwithstanding the 
afbrrmentioned litigation. 

Joseplr EspaiKat 

industry i n v ~ t i n g t h e a d e q u a c y o f e r i s t i n g ~ ~ w a t e r  the califorara Public Utilities 

!mapanh made large investments to upgradel their 

Water Utility 
REuTM STRENGTH (Rotio of Industy to VOlu8 Line Corns.) 
20( 

21c 

14E 

70 
1nd.n: JuM. 1967 - 100 

- 
1999 



Januarv 30,2004 WATER u n m  INDUSTRY 

Attachment 2 

1421 
I I 

I INDusTKyTIMELINEss t m ( O f 9 7 )  I The Water Utility Industry came under signifi- 
cant pressure in  2003. The majority of the compa- 
nies covered in the next few pages experienced 
earnings declines last year, as unfavorable 
weather conditions resulted in weak demand for 
water throughout the United Statee. 

Infrastructure costs are expected to continue to 
rise. As a result, further consolidation appears to 
be inevitable. Water umity stocks are ranked to 
lag the market over the next 12 months. However, 
conservative investors may find the r i s k - a d j d  
total-return potential of these issues attractive. 

Dampened Results 

Most of the Water companies in our Survey were 
hampered by unfavorable weather conditions in 2003. 
Americun States IVater Co. and California Water Service 
Gmup both most iikely suffered yearaver-year earnings 
declines because of the cool, wet-weather conditions. 
Aqua America. formerly Philadelphia Suburban Corp., 
however, was probably able to eke out a modest gain last 
year, despite the sluggish demand. (Investors should 
note that full-year results for each of the companies 
covered in this industry were not available as of the date 
of this issue's publication.) Although weather conditions 
are nearly impossible to predict, we expect more normal 
weather to help the Water Utility Industry rebound in 
2004. 

Increasingly Strict Regulations 

In order to stay in compliance with the plethora of 
state and local regulations put in place to ensure the 
health levels of drinking water, the Water Utility Indus- 
try continues to face stricter purification standards. 
Amended in 1996, the Safe Drinking Water Act (SDWA) 
of 1974 authorizes the Environmental Protection Agency 
(EPA) to work with state and local governments to 
periodically test for impurities in drinking water and to 
regulate the levels of contaminants that are acceptable 
per a specified amount of water. These standards take 
into account the health effects of chemicals, measure- 
ment capabilities, and technical feasibility. One of the 
most significant contaminants that the industry screens 
for is arsenic, D naturally occurring substance. Thee 
laws and regulations are likely to continue to grow more 
stringent as the threat of bioterroxism against our water 
pipelines has already prompted officials to tighten regu- 

I r ~ Composite Statistics: Water utiw ~nciustry 

-~ ~ 

Iation requirements. 

Rising 7 costs 

Water companies are also feeling the pressure to 
maintain and even to upgrade aging faalities. Indeed, 
many waterhastewater systems that are presently in 
use were built over 100 years ago and are outdated. The 
costs associated with replacing these systems continue 
to grow and, according to the EPA, are expectd to 
venture into the hundreds of billions of dollars over the 
next 20 years. Given the astronomical expenses, it 
appears that long-tenn relief from the federal govern- 
ment is needed. Nevertheless, for now, state and local 
funding woea will probably leave the water companies to 
cover most of the expenses. 

Rapid Consolidation 

The rising coats associated with water purification 
and facility upgrades are Straining many of the smaller 
companies in the water industry that do not have 
sufficient cash flow and liquidity W) foot the bill for the 
costly improvements. Therefore, the industry has seen 
massive consolidation in-recent years, as the smaller 
operations have been forced to sell to larger suitors with 
significantly greatex capital resources. The larger utili- 
ties are benefiting h m  economies of scale, as well as 
enhanced geographic diversity. In turn, the companies 
are becoming less susceptible to state or region-specific 
problems a d o r  state requirements. Aqua America, 
which has been acquisition-fiiendly over the past few 
years, is on the cusp of buying Heater Utilities, which 
would likely increase its customer base fivefold in North 
Caroiina. 

InvestmentAdvice 

G d - m i n d e d  investors ought to look elsewhere. 
The water company stocks in this review are not timely 
and offer little capital-gains appeal out to 2006-2008. 
However, attractive dividend yields may appeal to 
income-minded individuals. As always is the c88e, 
though, potentiai investors are advised to caremy re- 
view individual reports before making any new commit- 
ments to these i s sk .  

- -  
Andre J. Captanza 

I Water Utility 
RELATIVE STRENGTH (Ratio of Industry to Volue line Comp.) 
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FEDERAL ENERGY REGULATORY COMMISSION 

Before Commissioners: Jsmcs 1. HocEkcr, Chairman; 
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and Curt HCbcrt Jr 

Southern California Edison Company Docket NOS. ER97-2355-OO0, 
ER98-1261-OO0, and ER98- 
1685-000 

J0.445 

OPINION AND ORDER 
. m G  IN PART, VACATING IN PART, AND 

REVERSMG IN PART, l[NITLAL DECISION 

(Issued July 26,2000) 

This case is before the Commission on exceptions to an Initial Decision issued 
March 3 1,1999. 
and reverse in part, the Initial Decision. 

For the reasons st% forth MOW, we will affGm in part, vacate in part, 

n. * procedurai Backmund 

On March 31,1997, Southem California Edison Company (SoGI Edison) filed, in 
Docket No. EW7-2355-OO0, a TransmissiOn Owner (TO) T a  for utilityqecfi rates 
to be charged for transmission service on its facilities under the operational control of the 
Califomia Independent System Opemor (catifomirr BO). In the sameliliug, Socai 
Edison also submitted a Distribution Access (DA) Tarif€ for transmission service over its 
distribution facilities that are not part of the CalZornia IS0 grid. In an order issued by 

Southem California Edison Company, 86 FERC 1 63,014 (1999) (Initial I 

Decision). 
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the Commission on December 17,1997, ' we accepted Socal Edison's TO and DA 
Tariffs, for filing, suspended them, and pcnnitted tbem to bccomc t f f d v e ,  subject to 
refund on the date the California S O  began operuiorr. We also set tbt p p s c d  tariffs 
for baring. 

On December 3 1, 1997. Socal @son filed. m Docket No. ER98-1261-000, 
proposed revisions to its TO T d  to add surcbuge of S.00009kWb for a one-year 
period, to recover $6.7 miIlion in costs rrsuzciatcd with its abandoned Dem-Pdo V d e  
2 project. On January 29,1998, S O W  Edison f i I4  m Dockd No. ER98-168SU00, 
proposed revisions to its TO Tariffto corrtct what it ciaimcti were computational.trrors 
and omissions in the developmerit ofthe rates set for hearing m the Deccmbe? 17 Order. 
In separate orders id by tbe COmmiUion 011 Febnrary 25,1998, and March 30, 
1998, ' we set SoCal Edison's proposed cariff revisions for hearing and consolidated these 
filings with S e a l  Edison's pending proceeding in Docket No. EW7-2355-000. 

Prior to heaxing, a number of issues inihlty set for hcaring were rewlvcd First, 
the rptc-cffective period applicable to SoCaI Edison's proposed cost-based rates for 

001, in which we p t e d  market-based rate autbori to all entities providing ancillary 
scryictS in California, effeCtiveNovtmber 3,1998.' As such, SoCal Edison's proposed 
cost-based rates for ancillary Senices is this proceding are only for a locked-in period, 
April 1,1998 through Novembtr 2,1998. In addition, the parties filed a stipulation with 

ancillary ws narrowed by the C~mmisSi~n'~ e in Docket NO. ER98-2843- 

2Pacific Gas and El&c Company, a a., 81 FERC 1 61,323 (1997) (December 

'California Xndepedcnt System Opera& CoJpc#aatios d., 82 FERC 1 61,174 

'San Diego Gas & ETeCtric Company, 

'On February 6,1998, the Chief Administrative Law Judge severed issues 

17 Order), order on 82 FERC 61,324 (1998). 

(1998). 

d., 82 FERC 7 61,324 (1998). 

concerning non-rate terms and conditions from rate issues, and assigned the SoCal 
Edison's TO Tariffand DA Tarifffiling to the Presiding Judge. & Pacific Gas & 
Electric Company, d., 82 FERC '1[ 63,010 (1998). 

'AES Redondo Beach, L.L.C., et d., 85 FERC 7 61,123 (1998) w. 
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the Presiding Judge, which the Presiding Judge accepted, fully resolving six issues 
originally set for hearing. ' 

.* evidentiary hearing on all remahbg issues commenced on September 15, 
1998 Folfowing the hearing and the filing of initial and reply briefs, thc Presiding Judge 
issued the hnal Decision. Briefs on exqthhs were fled by Sscai Edism, the 
Commission's trial staff(trial staQ, the Califbmia BO, the Department of Water 
Ruources of the State of California (DW). Bricfs opposing exceptions WQ.C filtd by 
SoCal Edison, trial staff, DWR, the Northem California Power Agency (NCPA), the- 
Cities of Anaheim, Aplsa, Bmnhg, Colton, and Riverside, California (Cities), the Public 
Utilities Commission of the State of califaania (califamir Commission), and the City of 
Vmon (Vmon). 

IV. Discussion 

A. Issues Identified and Resolved by the Initial Decision 

The Initial Decision ideaSed and resolved 17 issues. Ofthese issues, we will 
summarily afi6irm Issue Nos. 1-3, S, 8, 11-12, 14-15, and 17; and vacate as moot Issue 
Nos. 9-10, and 13, in part. The remahhg issues (Issue Nos. 4,6-7, 13, and 16) arc 
discussed below. 

B. Summary Affhnance Issues 

No patty excepted to the Presiding Judge's disposition of Issucs Nos. 1-3.5, i4-15, 
and 17. Specifically, the Presiding Judge ruled (and no party now contests) that: (1) 
SocaE Edison's rtliancc on a4-y cash working c a p h  allowcmce in rate base is 

No. 1); (2) Socal Edison's clairatd rate base for plant held fm Wure use, Account 105, 
(Issue No. 2), * and for cobsfNction work in prognss, Account 107, (Issue No. 3), should 

SoCal Edison's Account 105 and Account 107 costs do not recover costs already included 

xzasmablc, subject to the 

be 8dkd in acompliance firineto be madC bysocal Edisonto demonstme tbat 

dbmsscd dsGwhat mlhe Initial Decision (Issue 

'Initial Decision, 86 FERC at 65,136 (citing tht following issuCs: abandoned 
plant; rate base djmdmmts; S o d  Georgia adljmtmafs; depreciation; revanue credits for 
wholesale transmission and power sales agreanents; and the divisor for wholesale and 
access cbarges). 

'Our ruling includes the requirtment drat SoCal Edison's compliance filing must 
demonstrate that such plant is not also recorded m Account 101. 
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in Account 101, electric plant in service; (3) the California Commission's proposal for the 
disposition of rcfirnds to retail customers should be followed, in &e event a lower 
transmission revenue requirement than thatpmposadby socal Edisan is f d j u s t  and 
rtrrorublc (Issue No. 5); (4) the tcnn of the TO Tarif€ may be mpcrdcd by the new 
Calif& Is0 T M  but in any event, does not need not be addressed in this proceeding 
(Issue No 14); (5) SoCal Edisan's load dispatching expease included in Account 561 are 
incurred by Sow Edison for the benefit of ail users of the bransmission system and 
should thmfort be allowed, as claimed (Issue No. 15); and (6) Vernon's proposal 
allowing ratepayers to recover a share of the gains ftalizod by SoCal Edison €tom the sale 
of its oil and gas generating plants was not supported and should be qjectcd (Issue No. 
17). 

We fmd that the Presiding Judge's rulings on these issacs were well rcasoned and 
fblly supprted by the record. Accurdingly, drest rulings' arc hereby summarily affirmed. 
We also summarily a5-m the ruling of the Presiding Judge: (1) accepting mllcd-in rates 
for the TO Tariffwholesale charge (Issue No. 8); (2) ~jectbg thc proposat for 
time-of-use transmission rates (Issue No. 11); and (3) accept& the DA Tariffrate design 
(Issue No. 12). We find that the Initial Decision properly decided these issues on the 
grounds set forth in the Initial Decision. We thedore dmy the exceptions on these 
issues asserted by Socat =son (as to Issue No. 8) and DWR (as to Issue Nos. 1 1-12). 

C. Vacated Issues 

We will vacate the Initid Decision as to those issues concerning mgmbership 
rights and incentives to jam the califanria IS0 (Issue Nos. 9,10, and 13). On 
March 31,2000, in Docket No. EROO-2019-OO0, the California IS0 filed Ammdment 
No. 27 to its tariffto address these issues. Amendment No. 27 proposes a new 
methodology for recoVering, through a Trammission Access Charge UAC), the 
embeddadcostof- 'on~ticsconq#isin%thecalifiarma ISo-colltrolltagrid. 
In our order issued May 31,2000, we accqted fixfiling suspdd ,  rad set for hearing 
the proposed TAC m h d o b & y  und related tatiffrcvisions. 
Circwnstan ces, the issues litigated m this procemihg relating to parties joining the 
California IS0 are rendered moat. Therefort, we will vacate the Initid Decision 

Given these changed 

'~nese incentives iwlucie, among otfies 

low CaISornia -dent System Operaw Corp.. 91 FERC 61,205 (2000). 

removal ofthe self-sutiiciency test, 
which in turn eliminates the Non-Self Sufficiency Access chargt. 

We also held the hearing in abeyance pending efforts at settlement and established 
settlement judge procedures. 
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regarding these issues, p a d y ,  tht appropriate billing dctmman * tstobeusedfor 
Socal Edison's Non-Self Suflicimt Access cluirge (Issue No. 9), whether a monthly 
vtrsus an hourly rate should be used fbr Socal Edison's Nonself Sdicient Access 
charge (Issue No. lo), and all issues relating to customer credits for participating 
transmission owners (Padcipating TOs) (Issue No. 13). 

D. whether the b i d i n g  Judge Properly Detumind that Non-Pmbcipating 
TOs Shoutd Receive Credits for their (hstomer- Transmission 
F d t i e s  

At hear& Vernon and Cities (c~llectively Municipals) argued that as non- 
Participating TOs they should receive network customer edits agahst their Access 
Charges for their transmission f idit ics that are intepkd with So(=al Edison's 
ttansmissionsystcm. Priortomshdmq, drc CIltatiOll of tba W d  Iso, and s a  
Edison's filing of its TO Tariff; the Municipals were receiving an implicit d t  for their 
customer-owned bransmission facilities under their lntergrattd Operating Agreements 
(IOAs) through hub and spoke pricing. In late 1996 and early 1997, as a result of the 

creating the cumat TraasmiSsion Scrvice Agreements (TSAs), and Etrminattd the IOAs. 
Under tfie TSAs, MdCipatS still pay for transmission solely within Socal IEdiSon's 230 
kV hub network and not for SoCal Edisods spokes which generally p d d  Municipals' . 

transmission facilities. At hCaring, M.lmicipals argued that aAes the TSAs expire it will 

cali€o&restnrchpingprocess,thepartiesnegotiatodRtstructurmg - 4m=-. 

be UIlfair to take ~ C C  UndCT tbe TO TariffoSing mlled-in priCing. ** 
Socal Edisoq the califamia ISO, and trial staffdisagroad, relying on Florida 

v. Flmda Power & l3 and Orders Nos. 888 and 
8884. These partics argued that the Mu~~icipats' fidities are not integrated With the 
California ISOcoslttollad grid, whi& now includes SoCal Edistmk transmission 
facilities, and therefore nctwodc customer credits shouldbe denied. They fiather argued 

"That portion of Issue No. 13 which addresses credits for non-Part;C;pating TO'S 
has not been rendered moot. The exceptions raised with respect to this isSue, therefore, 
are addressed below. 

l2 The TSA qixation dates difftr for each agreement, with some TSAs 

l3 67 FERC 7 61,167 (1994) (FMPA), reh'pr denied, 74 FERC 7 61,006 (1996). 

terminating as early as December 31,2002. 
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that the only reievant test for integration under the restructured California IS0 h e w o r k  
is ifthe California IS0 has operational conml and scheduling rights for the use of the 
transmission fhciits. 

The Presiding Judge rejected thest argummts and found that the Municipals' 
facilities provide substantial support to &e California ISO-controlled grid and that &e 
~~~acXdyasnctworrfrscrvic~custom~m~~Commission's 

should receive a nctwosk cnstomer credit as Non-Parficipathg TOs, tt# Presiding Judge 
found that the eliminatioa of the implicit d t s  with thc expiration of &e 'BAS would be 
unjust andunmmmbk. The Presiding Judge ruledthat SoCal Edison must modifj,  the 
proposed wholesale whetliag access charge to parnit the Mtmicipsls to pay hub-onty 
costs instead of rolled-in costs once their TSAs expire. 

r c q u i r m  fornctwark CustOmcT credits. onthcmatttr of whctherdrc Municipals 

SoCal Edison, the California IS0 and trial sta€f filed exceptions. SoCal =son 
and trial staf€arguc that the rrdts and tam of thc TSAs were the result of negotiation by 
the af€ieCted partits for the purpose of implcmtnting restructurhg, and that the bitid 
Decision has the &ect of improperly extending thcse txiSting agreements beyond their 
negotiated contract terms. Socal Edison also argues thst the Presiding Judge's ruling on 
this issue undermines the rating acceptiag rolled-in rates by making exceptions for the 
Municipals. F i i ,  Socal Eclikn contends that the continuation of the TSAs beyond 
their ncgotiatcd tams unduly discriminates against the other users of the transmission 

when the currcnf TSAs exph for the same Service. l4 
systtm, inclnding socal Edisoa's rctaif customefs, who will have to pay higher rates 

Cities and Vernon oppose these exceptions. Cities states that the Initial Decision 
&m not errtttrd the cities' current contract rights, nor dots &e initial Decision rely on the 
TSAs in reaching the ConclUSian thst d t s  fm the Municipals arc appropriatC. Cities 
argue that the prtsiding Judge% findings were based onpmpcrratcmakingpxinciples and 
are independent of &e conlmctual anangcments embodied in the TSAs and Restructuring 

'* SoCal Edison's Brief on Exceptions, at pp. 62-65. 

.... 
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Agreements. Vernon adds thgt SoCal Edison has proposed a new rate methodology in 
this proceeding which the Presiding Judge modified to grant customer d i t s .  Vernon 
also disagreeswiththc d o n s  madeby SoCal Edison and trial staffthat the h i d i n g  
Judge has extended the existing contracts beyond thcir negothai tam. sating that drc 
Presiding Judge's &tennixdon has only modified the proposed ram to incorporate the 
previous TSA's sub-hctiond rates. 

Discussion 

Although we have vacated the issue of customer credits for Participating TOs due 
to the ISOs TAC filing, in Docktt NO. EROO-2019-OO0, spcc i f idy  the ploposd to 
eliminate &e n o n - d f c i e n c y  tess we will discuss hac the issue of custome~ 
credits far non-Participating TOs. 

Order No. 888, and Order 8884, all require h t  for fkdities to be 
considcrtd integrated, the transmission provider must be able to p v i &  transmission 
sewice to itselfor other transrmssl - .on customers o m  there focilitics As of  the start-up of 
the California ISO, Socal Edison no longer served as the traasmjssion pmvidcr. Under 
these citcumstan ccs, until and unless the Municipals join the catifornia IS0 and turn over 
control of their facilities to tbe California BO, the California IS0 can have no operational 
control over Municipals' facilities. If the California IS0 has no operational control over 
these facilities, it can not use them to provide transrmssl on service to its c m .  In 
hct, the Catifonnia IS0 would not even be able to transmit power overthe customer 
facilities to the Municipals. 

* .  

The Presiding Judgt's ruling gives the benefit of W o m i a  IS0 membership 
without assigning any corresponding responsibilities to the Municipals. The result of this 
d i n g  is that othcruscrs of the cwifoma * IS0 grid would pay far the implicit credit, but 
would not be able to use the f id i t i i es .  In addition, the Residing Judge's ruling would 
require the mllcd-h rate far other usem to be modified d time aTSA errpircS, mating 
a lack of rmifbrmity in ratcs over s c v d  ytars. In order fmthe Municipals to receive 
credits for their fkdities, they must join the California IS0 and thereby ailow scheduling 
and control of the fircilies by the transmission provider. 

In additios we find that the prtsiding Judge improperly applied the terms and 
conditions of a negotiated contract to the ptoposed wholesale wheeling access charge. As 

tcxms and conditions under which the IO& would t aminate and the Cities will xnake the 
noted by cities' witness, the Wes 'mutually agreed m the Restructunn - gAgreememtSt0 

''see - section c s u p .  
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transition to independent operation in the restructured market". ' 6  The tcnns and 
conditions of the Rmcturing Agreements werc negotiated as I pIClurgc with the 
expectation that the Municipals would eventualEy be able to operstt independently. The 
Presiding Judge'srnfingactsto stvcrthecxpirationtcrmoftbt amtract froaa the otfra 
terms and conditions m u ~ y  agreed upon by the parties, and would have &e effkct of 
abrogating the parties' agrtmt~nt without a reasonable basis for domg so. Tkrcfbrc, we 
rcverse the Presiding Judge's nrling that the implicit credit contained in dK TSA's &odd 
be continued in the wholesale wheefing access chntge. 

E. Whether the Presiding Judge Ropdy Determined sacal Ediscm's Rate of 
Return on Common Equity 

$nitid Decl 'don 

The bitial Decision declined to adopt &e ra& of return on common equity (ROE) 
proposed by Socal Edison (1 1.6 percent) OX trial staff (8.71 percent). The Initial 
Decision also acocpted, in PILIf and rejected, in past, the mcthodoiogict used by these 
partics fm calcalsting their resptctiVe ROES. B a d  on thc Residing Judge's appfication 
of a two-stage discounted cash flow formula which the Presiding Judge found to 
be consistent with the Commission's recent prectdmts in natural gas pipeline company 
cases, *' the Presiding Judge calculated an ROE for Sacal =son of 9.68 percent. 

The Initial Decision found that the ROE remmmcn&ons madc by M a l  Edison 
and trial staff- signilicantly, due to the ~ m e d r o d o l o g i e s  advanced by these 
parties to calculaa= S d M  Edison's ROE. These clifkcnccs included: (1) trial staff's stand 
alone analysis of Socal Edisonversus SoCal Edison's analysis of apxygroup; (2) trial 
staff's use of 8 DCF analysis alone versus SoCal Edison's reliance on a D C F M  premiUtn 
analysis; (3) SoCal Edison's reliance on the gross h d c  product (GDP) for the long- 
term growth fhctorinthe Dcp analysis vcrstls trial stdl'suse of DRlliadustry data, and 
(4) the use or rejection of adjustments based on flotation costs and risk asscssmmts. 

l6 Vemon's Brief Opposing Exceptions, at pp. 43-44. 

"Initial Decision, 86 FERC at 65,143, && Williston Basin Inkmate Pipeline 
Company, 50 FERC 161,284 (1990) w-) vacated 011 other gounds. 931 F.2d 948 
@.C. CU. 1991); Northwest Pipeline Corporation, 79 FERC 1 61,309 (Opinion No. 396- 
B), reh'p demied, 81 FERC 161,036 (1997) (Opinion No. 396-C); and Transcontinental 
Gas Pipc Line Corporation, 80 FlERC 1 61,157 (1997) (Opinion No. 4 14), reh'g, 84 FERC 
161,084 (1998) (Opinion No. 414-A). 
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The Presiding Judge concluded that in ptrforming the DCF d y s k  in this cast, 
the proq p u p  advsnced by trial staffwas appropriate because it is  the Commission's 
preferred qpmach for natural gas piyhe cumpanics and bccauK "[tpe same logic 
should apply to elecPic ~0mpuPjcE.~ 
analysis rather than a risk premium u~lysis,  or a combinstion rhcteof,'was appropriate 
becsllsc, among other reasons, it WIS consistent wdr Commission policy t ahhaon. the 
Prcsidiug Judge accepted the usc of the Institutional Brokers Est i~~t ion Syftnn (IBES) 
growth projections far the short-term growth fhctor m the DCF rnodcl and held that SoCal 
Edison's reconmentied use of GDP data, as a long-term growth fmw, was appropriate 
because it was c~nsistat wi& the Coamnissian's rulings in 
396-B. l9 FiOaUY, the pnsiding Judge chest the mcdian return 6rom the zone of 
~on&Ients s  of the proxy group of compank be relied on to crlculuc his ROE, 
without an adjustment for flotation costs, based on his assessment of SoCal Edison's 
business and financial risks. 

-9- 

Tbe RcsidiEIg Judge also held that a DCF 

a d  Opinion No. 

Exceptions were filed by Socal Edison and trial staff. SoCal Edison argues that 
the Presiding Judge's ROE of 9.68 percent "fails to deet the s;snitiCant risks that [SoCal 
Edisan] faces m the r&mctmd electric utility cnviromat, and reduces [SoCal 
Edison's] ROE substantially below levels previously allowed by the [California 
~~mmission~ on same assets h r  the same service." 20 so~a l  Edison also claims that 
in addition to the DCF model, use of a risk premium analysis is appropriate becausc: (1) 
it is widely used snd relied upon; and (2) the bond yields, on which the analysis is based, 
reflect investors' perceptions on a farwsrd-looking basis. 

SoCal Edison also objects to the Residing Judge's rejestion of its proxy group. 
SoCal Edison states that &e companies included in trial M s  proxy -up, which the 
Residing Judge relilcd upon, havt a lower risk profile than 
also takes issue with the PrtsidinghrdgeS~~ec on thecanmussl - 'on'snaaPale;as 
pipeline precedents fur the weighting to be given the short and long-term dividend growth 
rates, as used in the DCF farmala to calculate "g." While in these precedents, the 

Edison. SOcrJ Edison 

'*u at 65,141. 

'%e presiding ~odgt also detrnnin~d tw tht short-bam component 
should be given a two-thirds weight, and the long-term component a one-third weight, 
consistent with the Commission's recent natural gas pipeline company cases. 

2oSoCaI Edison's Brief on Exceptions, at 7. 
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Commission gave a two-thirds weighting to short-term growth and a one third weighting 
to long-term growth, SoCal Edison claims that the Residing Juae failed to explain why 
this same weighting would be llppropriatc in the case of an electric utility. 

Trial d a s s e r t s  as QTOI thc Presiding Judge's decision not to ux the long-range 
growth forecast of the electric mdurtry's rctum on total capital, as published by Data 

staffalso asserts as mor the Residing Judge's failure to considercomp~y-spcdc data 
SoCd Edison's ROE. m the form of a stand-alone DCF in dctummq 

Rtsomces I~c. (DRQ f a  the l~ag-mm Projccti~ of gnwv$l br tht DCF modcl. Trial 
. .  

. .  order I4occdur~ 

On September 17,1999, the Commission issued an "order Establishing Further 
Procedures On Issue Of- of Return on Common Equity." 
Order, the Commission held W it would be m the public mtcrcst to consider additional 
arguments in this proceeding on dK issue of Socal Edison's ROE "[iJn light of the 
possible risks associated with tht of operatid control of kilities to the 
Califonnis ISO, and the potential mcrease, since the end of the h a h g ,  in the number of 
public utilities that face similar risks. . . ." The September 17 Order permitted interested 
parties to file initial and reply comments on these issues. ** 

In the September 17 

Initial commtn$ 

Initial Commeslts were timely filtd by the Califanria Electricity Oversight Board 
(Board); trial staff; the califamia Commission; the Sacramento Municipal Utility District 
(SMUD); and Socal Edison. In addition, a motion for leave to file initial comxncnts one 
day out of time was fikd by P ~ C  Gas and Electric Company (=&E), and motions for 
late intervention and cdmmemts were filed by Edison Electric Institute 0, the 
Electricity CO- Resouncs Council (ELCON) aed the American Iron and Steel 
Institute (AISI); and the Midwest IS0 Patticipants (IS0 Patticpants). 

"Southe!rn California Edison Company, 88 FERC 161,254 (1999) (September 17 

=As required by the September 17 order, Initial Comments wefe fled on 

%muant to Rule 214 of the Commission's Rules of Practice and Procedure, 18 

order). 

November 1,1999. Reply Commenb wefe filed Decrmber 1,1999. 

C.F.R. 8 385.214 (2000), we will grant the unopposed motions to intervene filed by EEI, 
(continued. ..) 
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S O W  Edison submits an updated ROE analysis, in its comments, in which it 
updates both its DCF study as well IS its two risk premium analyses. These updated 
analysts arc based on data for the period April 1999 througbseptmrber 1999 and 
suppori, m Sacal Edison's Mew, an ROE rn dris case of at least f 1.6 percent. Socal 
Edison explains that this rccommcndtd ROE is bascd on the high end of the zone of 
reasonableness indicated by Socd Edtson's DCF W s i s  and is supported by a finding 
tbrt sacll &&oa fum significant risks rtbibutabk to its joining the CalifoIIlia ISO. 

In assessing the risks it faces, Socal Edison asserts drat other industries that have 
experienced similar unbundling and partial dertgutation should be sntdiod, including the 
tclecammraridons and natural gas pipehe mdnstrics. Socai Edison states that in these 
industries, there k cltcu tridcace hat unbundling one component of a prcViously 
integrated company can mcmm tht risk attniiWe to the other camponmts of the 
company's business. Socal Edison also argues that in setting its ROE in this case, the 
Commission should consider the broader policy issuc it discussad in the RTO proceeding, 
ir, &e option of using ROEs to give electric utilities an incentive to make investmeats in 
new transmission facilities. 

IS0 Participants, PGM, and EEI argue drat higher ROES for the electric utility 
mdtsw as a whole are neccssarybeclwse m the restroctpred market, dectric utilities face 
an in- risk of nm-recovexy of their transmn * 'on revenue q w e n t s ,  m points 
out that while higher ROEs may mean higher dirext costs for consumers, it will mean an 
avoidance of the fbr more silsnificant indirect costs that could be incurred if utilities are 
not given the proper incentives to participate fblly in the restructured market. IS0 
Participants add that the DCF analyses of inteqptd dectxic utilities may not reflat the 
risks associated with RTOs because the caminjy growth forecasts for vertically integrated 
companies do not reflect tnmmission-dy grovwtfr forecasts, nor do they reflect the 
incrcascd financial and operationat rislrs asmcmtd - *jOiniag an RTO. PGikE asserts 
t h a t t f i t r e ~ s i g n i f i c a n t ~ ~ r i s k s ~ w i t h a ~ ~ o f j ~ o n ~ ~  
tbtcatifomiacomnussl - 'ont#tbecomrmssl *om, smd that anexchlsivt reliance on a DCF 
analysis using electric utilities as a proq group significantly understates the risks that 
S O W  Edison Eacts, because'the e l b c  utilities tbat comprise this proxy group arc 
undergoing so much cbange at the psent time. 

Trial the California Commission, the &lard, ELCON, and AIS1 assert a 
different position on these issues. Trial staf€ argues that there is no evidence that SoCal 

=( ... c*Iltimled) 
ELCON, AIS, and the IS0 Participants. We wiII aIso accept the initial comments filed 
one day out of time by PG&E. 
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Edison has bccomc cxposcd to any new risks following the close of the rtcoTd in this 
case, and suggests that Socal will Mly recover its stranded generation cosfs and plans to 
make siguificmt new g a d o n  mvestmcnts. Trial staff also cites tvidencc than the stock 

averages. In additio~ tnhl sta!€ststts that Socal Edison itself has p u f o d  well since 

transmission and distribution network. 

y.1w ofSoCd 

the advent of retail unbundlhg and mtends to make substantial hestmen &inits 

psrurt hrs rad win to 0ut+0m tht electric utility 

The California Commission and the Board state that any incmscd risks facing 
Socal Edison as a result of its participation in the CaHomia IS0 were fully addressed by 
the California lcgislstrnre in Assembly Bill 1890 (AB 1890), and that Socal %son 
rrtains thc right to fiIe section 205 rate cases at the Commission to recover its 
transmission nvenue requirements. 

ELCON, AISI and SMUD agree with the general h t  of these arguments. They 
arguc that Sacd Edison's risks have been significantly reduced since its 
and that itS cttdit fating Will actually improve as a result of its membership in the ISO, 
given its ability to recover its stranded costs. However, because an immediate rtduction 
in ROES for other utilities may act as a disincentive to their membcrsbip in RTOs, 
ELCON and AISI support the allowance of a grace period, during which utilities joining 

inflated ROE is catmy to sound, cost-bad ratemakm - g practices, and believes that 
Socal Edison does not have inmd risk associated with its participation in the 
California ISO. 

RTOS will bt permitted to retain their curmrt ROES. SMUD  argue^ that ( ~ 1  artificidly- 

Rmlv Comments 

Reply comments were timely filed by W O N ,  SoCaI Edison; SMUD; the 
Metropolitan Water District of Sonthan C a l i f O m i a O ;  the Catifornia 
cbmmhion; and trial stsff. Trial staf€rmd SlWD note, in their reply comments, that 
many of the argmnents raised by socat IEdison and others, m support of raising SoCal 
Edison's ROE in this case+ address issues which have no bearing 011 the issueS identified 
by the Commission m the September 17 Order. Trial staff further points out that other 

%id staffdoes note, however, IW foliowing the close of the record in this cast, 
changes in the financial marlrets have occurred, which would justifL an mereased ROE 
for SoCal Edison over the figure advanced by trid &at hearing. Specifically, the 8.71 
percent return initially recommended by trial staff should be a d , ,  upward to 9.47 
percent, based on the updated data on which trial stafFrelies and the same methodofogy 
previously utilized by trial staecs witness. 
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issues raised by these parties may have a bearing on other utilities or other industries, but 
have not been shown to have a bearing on the CitctriCity markct in California, or on 
SoCal Mison, sptcifically. Trial stagalso takes issue with Socal Edison's argument that 
the California IS0 has no financi;al hcentivc m :maximi&g the company's pro&. Trid 
staf!fclaims that this risk, if it existed, would alresdy be reflected in investors' 
expectations. MGtmpolitan also asserts that this risk is 04 and that it overlooks 
the many benefits c o d d  upon Sacal Edison as a ftsuft of its membership in the 
California ISO. 

The California Commission also aispnas Socal Edison's claim that it risksless 
growth in its rtgulated busintss. The W d  ccrmmission nota that SoCal Edison's 
own president has forecastd a substantial growth m its service territory. ThC W o m i a  
Commission also dispuas Socat Edison's claim that a higher ROE is necessq in order 
to Mer nspandlhetnmsrmsst ' -on grid, pointing to other cases approVing lower ROES for 
utilities who are nonetheless pursuing expansion projects. 

In its reply comments, Metropolitan urges the Commission to set SoCal Edison's 
ROE in this case based solely on SoCal Edison's ckctzic b r a n s m i h  business. 
Metropolitan also urges the Commission not to use the instant p m c d h g  to amounce 
any new polic;cS regarding appropriate ROES far utWcs who valuntaxyjoin an RTO 
pursuant to Order No. 2000. Metropolitan points out that because the Califarnia IS0 was 
not volmtady estabJished, it does not fit the new paradigm contemplated by Order No. 
2000. SMUD c o n m  with Mctrrypolitan on this point. 

ELCON takes issue with EEI's conclusion that restructuring will enhance the risk 
facedby- ' *on owners. ELCON asserts, to the contrary, that rtstructltred 
transmission sezvicts, bccllusethGy will be regdatd, will contiuue to qualify for a fair 
RUE. ELCONalsostaPtstfratmaxesirucbnedcmbxma&~ 'oaowncrswillno 
longer be burdened by the snbstanaal risissassoctatad * withg@on. 

SoCal Edison's reply comments take issue with thc contention that it is seeking a 
premium ROE as a reward for its bavingjOinen the California ISO. SoCal Edison arguts 
that the ROEit i s  seeking is klly Conrmcnseraft with berisks it facts. SoCal Edim 
also takes issue with those connncnts addtzsshg such issues as retail restmctwing, 
g e m d o n , d i s t r i i o n m d s t r a n d e d c o s t ~ .  !3oCdEdisonassertsthattheissue 
for review, pursuaat to the scptember 17 Order, me not these issues, but the risk that 
California IS0 membership imposes on SoCal Edjson's transmission business. 

' 
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Discussion 

The record in this proceeding was reopentdfortht purpose of considering 
additional evidence and arguments on ROE. As noted above, nhmcrws comments were 
received, including the snbmissioa of revistd DCF adyscs by SoCal Edison and trial 
staff, and new DCF analyses submitted by S M U D  aad W&E. Thcse padm dwtlopcd 
their ROE recommendatiolls using either a DCF or a risk premium a d y s i s  or a 
combination of the two. The w=F analyses submitbed in the supplcmentd record are 
similar to both the DCF analyses submitted by Socal Edison amitrid H i n t h e  oxigind. 
proceeding and the DCF analysis adopted by tht Presiding Judge. Each of these analyses 
relies on a weighted averaging of a short-tenn and a long-term growth rate, and puxports 
to comply with the Commksion's two-step DQ: methodology, as set forth h Opinion No, 
396-B. 

The Cammission, to date, has not exprtssly addressed the difftring approaches 
taka in setting ROES for &as pipelines and far electric utilities. This pmxabg, 
however, presents the COmmission with its first opportunity to calculate an ROE for rn 
electric utility company where the positions advocattd by the parties, and the record 
evidence Contains both short-term and lon,g-tenn growth data, wnsistent with our latest 
fixmulation ofa two-step DCF methodology for natural gas pipcline mmpanies. * The 
issue presmttd here, thdbre, is whether the comrmssl 'on's p a e t e r r e d  DCF methodology 
for natural gas pipeline companies shouM be applied, without variation, to an electric 
utility conpay, in place of &e CodssiOn's standard, caastantgrowtb DCF model, 
previously relied upon by the CommissiOn m calcdatbg an ROE for an electric utility 
company. 26 

As noted above, the Presiding Judge applied the two-step DCF model currently 
uscd by the commission mnatmal gas *line cltses, among othn things, that 

usee. e.& note 10 suum The Commission's p x e f d  approach in both gas 
pipcline and electric utility pmcdmgq - is to use aDCFmethodologyto calculate the 
ROE. As discussed below, however, the two politics haw diverged in how they 
determine the approfiatc growth rate d in the DCF model. 

E&, Southem California Edison Company, 56 FERC q 61,003 (Opinion No. 
362), order on rch'g, 56 7 61,117 (1991) (Opbion No. 362-A); Comccticut Light 
& Power Co., 43 FERC 7 61,508 (1988), Jcrsey ceatral Power & Light Co., 77 FERC 1 
61,001 (1996), Southwestem Public Seavice Co., 83 FERC 161,138 (1998), Appalachian 
Power Co., 83 FERC f 61,335 (1998) @walachian), and Consumers Energy Co., 
85 FERC 161,100 (1998). 
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the prw;tdcnts applicable under Natural Gas Act arc equally applicable to a case decided 
 ath her than adopting this approach, however, we beiitve 

that significant diffkenccs exist in the electric utility industry and the natural gas pipcline 
industry which warrant the continued use ofdif€'growth rates in the DCF models for 
each. Accodngly, we will not adopt the initial Decision's ROE of 9.68 percent and the 
nahnal gas pipeline company methodology on which it relies. Insttad, we will approve 
an ROE for SoCal Edison of 11-60 pacent, based on the Commissioa's standard constMt 
growth DCF model, as appXal below. S h d d  t5mmbwa in the industry cbange, in 
the future, we will reevaluate our methodology, as nwesmy. 

the ~ e d ~ l . a l  power AC~.  

In Opinion No. 396-B, we gave four reaso~ls why the long-term growth of the 
United States economy as a whole is a reaSOIlltble proxy for the long-term growth rate of 
all finns, including regulated firms in the gas business. zs First, !he recurd in that case 
showed tbat as Compaaies reach maturity over the long-texm, their growth slows, and 
their growth rate WitI approach that of the economy as a whole. Second, it is reasonable 
to expect that, overthe long-run, a regulartcd f i n n d  grow at the rate of the average h ' 
in thc economy, Third, thc purpose of using the DCF model approved in O p h h  No. 
396-B was to approxhatc the rate of return au imestor w d d  reasonably expect &om a 
pipeline COIIPQIMY, adno evidence in tbat rtcord indicated-that hvestms relied upon any 
of the altcmativc long-ttim growth approaches mggcstd by the parties in that 
procccdhg. Fonxth, each of the Witnesses in Opinian No. 3%-B used the long-tern 
growth of the economy as a whole as confirmation or support for their analyses. 

We find that our rationale m Opinion No. 396-B dots not support the use of GDP 
data in developing a growth rate estimate in this proceeding. Unlike the gas piptiine 
industry, which was nearly through with mjor nstracftrrmg atthetimeweissued 
Opinion No. 396-B, on June 11,1997, b e  electxic industry is just beginnins a signiscant 
new phase of its In partidar, SoCd EdisMlhad just begun toreslru~be 
tiom a w t i ~ y ~ b i t y  when it- its filinn in tbe instant pmxaiiig. 29 In 

that underiay the two-step approach for gas 
for SoCaI Edison arc not two to three times 

additiO& m cantfast to the growth cstimam 
pipelines, the current growth rate cshates 

* 

"Initial Decison, 86 FERC at 65,14 1. 

38op;nion No. 396-3,79 FERC at 62.3 82-83. 

Edison notes, moreovex, that the transmission assets which are the subject 
of this proctadin& were state-regdated assets, until only recently, earning an 11.6 
pekent ROE. & SoCal Edison's Brief Opposing Exceptions, at p.4. 
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greater than GDP. Moreover, thc use of atwo-stcp approach in natural gas pipeline 
company cases is supparted by the fact that two large investment firms, Memill Lynch 
and Pmdcntbl SecuriticS, use the long-tum growth of the economy as a whole in their 
analyses of gas pipelhre companies. However, M a l  securities indicates that it tzcars 
electric &tics d i f h d y  h m  all of tht other industrial companies when estimating 
growth rates. 31 

TriaI staEaIso notes a number of significant difftrences between the eltctxk and 
gas industries?' Specifically, trial staffnotes that gas pipeline companies arc similar to 
other mdustrid companies in tha! they have low dividend payout rcltios & low dividend 

promote futurt g r o w t f ~ ~  BY mqarim, c~tcbic atis typicluy IMIR much hi* 
dividend payontrstioS & bigh dividend yields) as compafcd to most other industrial 
companies, incl- most gas pipeline companies. As a result, electric utilities reinvest 
less than a third oftheir earnings. 

YiCldS) and that &q rChm 8 high P d O I l  Of && ht0 their businesses t0 

This distinction between &e two indusirics is critical, because retained earnings 
m a key source of dividend growth. The higher payout ratios attributable to electric 

M$& e ~ g ,  Ozark Gas Transmission System, 68 FERC 7 61,032 at 61,104-05 
(1994) @ha&) @row& estimaatS ranging h m  8.8 1 pcrccnt to 15.2 percent and GDP 
estimates of 5.4 p e n t ) ;  Williston Basin htematc Pipeline C~mpany, 72 FERC 
1 61,074 at 61,387 (1995) (growth esrrimateS ranging from 8 to 15 percent d GDP 
estimates of 5.37 percent and 6.33 percent); and Opinian No. 414-4 84 FERC at 61,427- 
7 @wth e s t i m a t e s m g b g f b  8 perwatt to 15 petcent and GDP tstimatcS of 5.45 
percent). By comparison, the IBES growth estimate for Mal Edison is 5.87 ptrccnt. 
~trialWsReplycammeatS,Att.D-1,atp. 1. GDPestimsteS range &om 4.41 
peactnt fo 5.2 percent. f& Exh. S a - 9 7 ,  at p ~ .  5-7. 

"&g Exh, S-2, Schedule 14, at pp. 1-4. 

%ialstafpsBrkfonEx~ons,atpp. 19-2s. 

?'rid st& also points out that industrial companies, on average, had a payout 
ratio of 29 percent for tht period 1-97 and a f- payout ratio of 24 percent for 
2002. Exh. S-2, Schedule No. 15, at p. 2. Gss pipelines had a payout ratio of 45 percent 
for the period 1993-97 and a fmcastcd payout d o  of 30 percent for 2002. u., 
ScheddeNo. 13. 

jqEkclxic dtia had an ava-agc payout d o  of 71 pcrctnt for the period 1993- 
97, and a forecasted payout ratio of 68 *t €or 2002. u. 
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utilities cause these companies to have significantly lower expected dividend gowth rates 
than most other industrial companies (including most gas pipcline companies). For 
example, the record in this case in&- that while the i n d  growth rate of gas 
pipelines averaged 6.05 percent from 1993 to 1997, d is pr0)Ccted to be 9.16 percent in 
2002, the h d  growth rate of e l h c  \Ibilities averaged d y  2-51 percent over the 
same period, and is projected to be 3.86 perccnt in 2002. W%lc mcnnon mnos for the 
deetxic utility indushy, as a whole, an projtcted to increrst slightly. in the future. as 
noted above, thc rate of retention is still s i @ d y  lower than tbe average gas pipeline 
company. For all these reasons, we find that it would be pnmatu;rt. at this h e ,  to 
incorporate GDP in the DCF model applicable to an elcctric utility company. 

Nor are we convinced lhat trial staff's prqwned use of DRI data is a reliable source 
for projecting growth, in this case, for Socat Edison. Trial staf€ argues that because the 
DRI data on f i c h  it relies is closely related to total return on common equity, it is both 
more appropriate than GDP for projecting dividend growth for e l d c  utilities and more 
likely to be used by investorS. However, as the -ding Judge found, DRI's estimate of 
retun on total capital maybe deprtsstd by its urticipatcd write-offj: of stranded costs that 
are incorporated into its forecasts. 36 Mortover, trial -has not &nonstratd that its 
DRI projection of growth in total capital quates to the measure of "g" on which the DCF 
model relies, i.e.. growth in dividends per share, as we discuss below. 

fn the past, we have consistendy applied B onestep, constant growth DCF model 
for calculating ROES for electric Utilities. The DCF methodoiogy determines the ROE by 
summing the dividend yield (with an adjtlsbnentf'or the quartedy w e n t  of clivitlends) 
and aqJccdtd growth rate. The resulting f o d  is D/P(l+.Sg) .t g = k, whue "D/P" is 
the dividend yield, "g" is the sustainable growth rate of dividends per sharc, and "k" is the 
resulting ROE. The sustai~ble growth rate is calculated by the following formula: g = br 
+ sv, where "b" is the GxptctMf retmtion ratio, "I" is tbe cxpcctd eamed rste of return on 
common equity, "s" is tb perctnt of common cqority expgtcd to bc issued (uI11uBfly as 
new common stock, and "vu is the equity accretion rate. 

Based onthc evidence submittdbytrial @in its Initial Comments, we can 
calculate an ROE for SoCal Edison using this one-step, constant growth DCF 

%see id., Schedule Nos. 10 and 13. A company% internal growth rate is computed 
as the product ofits m o n r a t c  and its CanrCdrcn~nontqnritY. 

%itial Decision, 86 F'ERC at 65,142; See also Exh. SCE-55, at p. 9. 

RComecticut Light & Power Co., 45 FERC 1 61,370 at 62,161, n. 15. (1 988). 
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methodology. We turn first to the growth rate, of "g." From Value Line's growth 
projections for SOW Mson's parent company, Edison international, a payout ratio can 
be calculated by dividing fortcasted dividtnds pa share by fortcasttd tarniagZ per share. 
The payout d o ,  for 1999, is 55.38 paccm (based cm \*due Liw'r forrcasts of db<dcnds 
per share of $1.08, and earniqgS per share of $1.95); 52.68 paccnt for 2000 (based on 
Value Line's forecasts of dividends per &arc of S 1 .OS. a d  euntngs per sham of 52.05 1. 
and 52.73 percent for 2003 (based on V h e  Line's farecaJtp of dividends per share of 
$1.16, and e8mings per share of $220). The average forecasted payout d o  is 53.6 
percent m t l y ,  theretentionratio, "b," which is 1 minusthe payoutrati%is 
46.40 pexcent 

Value Line also forecasts a retuxn on baolr YihK for Edison h c n k d ,  the "r" 
in &e " b M  Equatioa, For bath 1999 and 2000, that return is expected to be 12.5 
percent. It is expected to be 11.5 percent for 2003. The average forecasted "r" is 12-17 
percent. Howevcr, these am forecadedyear-and returns which must be adjusted by the 
gtowtb in common quity for the period to derive an average yearly return. The average 
yearly return or") is thus 12.52 percent. u, 

Because Edison Interdonal is not issuing any new common stock, the external 
growth rate "sv," in the br+sv model, in this case, is zero. 

Consequmtly, "g" may be calculated as "b" (-4640) times "r" (.1252), for a 
fortcasted growth rate 0f5.81 pacent. By cornparisan, &e IBES &iowth forecast for 
Edison Intematiod iS 5.87 percent a Using both prbjections, we will h e  the zone of 
reasonableness in this case by combining the a- low dividend yield fix the six- 
month period admg August 1999 (3.96 ptn;eat), with the low growth rate (5.81 perceat) 
and the average high dividend yield for this period (4.51 percent) with the high growth 
rate (5.87 percent). 4o The msultiug zone of reasonable returns, as adjusted for the 
quarterly payments of dividmds, is 9.89 percent to 10.51 pacent. 

38 In 1998, SoCal Edison's commorr equity ratio was 37.4 percent, with total 
capital of $13.6 billion (the equity component was $5.1 billion). For 2003, Value Line 
forecasts an equity ratio of 46 percent, with total capital of $14.8 billion (the equity 
component is $6.8 billion). Thmforc, the growth in common equity ("G") is 5.9 percent. 
The adjustment fator - 2(1+G)/(2+G) is 1.0287, which is applied to the year-end "r". 

'?'rial SWS Initial Comments, Att. D, at p. 1. 

aADpalachian, 83 FERC at 62,350. 
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The Supreme Court has provided guidance in two often cited decisions rtgarding 
the mnse of allowed returns that may be pamittcd in a particular w. In Bludield 
3. v. Pub 
Court stated that rbc approved renun should bc - d y  suffrcicnt to assure 
coflidcnce in drc h a n d  soundness of tbe utility, rad sbould be adequate, under 

raise the money nccesury fot tbe proper disc- of its public duties." '' In a 
subsequent casc, FPC v. HoDe Natural Gas Co, 
on this issue: 

~ c s c r v i c c ~ 0 f  . .  w es tv' Irmotcb * 4 1 b e  

effic~entandeconomicrrlmuurgcmeat,tomrintunradsupport~credit,aadcnableitto 

the Court provided additional guidance 

From the investor or company point of view, it is hpoxtant that there be 
enough revenue not only fot apaaang cxpcnxs but also for the capital 
costs of the business. These include service on the debt and dividends on 
the stock.... By that standard the rctum to the quity owner should be 
commcnsarate with rctums on invwtments in othcr enterprises having 
corresponding risks. The rem moreover, should be sufXicient to 8ssure 
confidence in the financial integrity of the enterprise, so as to maintain its 
credit and attract capital.p4] 

ApplyiaS these guidelines, we will measure the zone of reasonable returns 
indicated by the above analysis against a group of proxy companies having corresponding 
risks. A number of dtmtive proxy groups were proposed in tbis case by SoCd Mson, 
tr$ sta& SMUD, and -E. In the original proced& and its Initial Comments, SoCaI 
Edison relied on a proxy group of 13 companies with operating rcvmots of over SI 
billion, and a bond rating of 'A* or "A+." In its Initial comments, SoCal Edison also 
developed an altaaatiVe p m v  group, based an two cri- companies located in states 
in which electric restructuring is at a cOmparable l e d  to Socal Edison's own 
rcst~chvitlp$ ~ompanies comparable b ~ n d  w.  rial by contrast, 
chose its four-company proxy group based OIL the following Criteria: (I) bond ratings of 
"AA-" to "A+"; (2) nuchr gcncrabion equal to at least 17 percent of total generation; (3) 

4'262 U.S. 679 (1923) (Bluefield). 

"Id. I at 693. 

43320 U.S. 591 (1944) (Hop$. 

'?d. - at 603. 
4 5 ~ ~ ~ a l  Edison's alternative proxy group consists of Auegheny EIIW I~c. ,  MDU 

Resources Group, New England Electric System, PG&E, Pacificarp, and Sempra Energy. 
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a Standard & Poors (WP) business profile of average or above; (4) S3 billion or more in 
total revenues. fot 1996, and (5) an exclusion of any utility involved in any merger 
activity. 

SMUD dso calculated a zone of reasonableness based on a six company proxy 
group and the fotlowing seven criteria: ( I )  common stock acnvely traded on the open 
market and nportcd m tbt Wall s- : (2) 80 percent of 1998 opera- revenues 
derived h m  clecmc utility operations; (3) coRsistcDt financhl history l e g  for at l es t  
the last five ycars; (4) the exclusion of any utility involved in any merger activity or other 
sigdhnt structural chaqq  (5) nuclear energy operations comprising less than 20 
percmt of generation fuel bast; (6) coI3Dp1Iljco paying dividends fw the last ten years; 
nnd (7) compwk whbx non-tmlhy rcvcnucs arc qual b 15 ptlccnt, or less, of total 
operating reven-. PG&E calcutatad its pmposod ROE d k h g  a group of natural gas 
local distribution companies as a proxy group. 

The Presiding Judge adopted trial staff's proxy group and we will do the same for 
the pufpo~c of confirming our IXF analysis for Mal Edison. As such, we will reject 
the proxy groups proposed by SoCal Edison, SMUD, and PG&E. As noted by the 
Presidhg Judge, SoCal Edison's 13 campany proxy group is based on ovdy-broad 
selection criteria without any emphasis on *ding Oompanies that are comparable in risk 
to S O W  Edison. SoCal Edison's alternative proxy group is a closer fit, however, it too 
lacks the detailed iisk analysis of trial W s  comparable group. Several of the companies 

addition, untilte Socal Edison, five offhe companies in S W ' s  proxy group have no 
nuclear fecilities. Finally, we will reject PG&Es proposed proxy group, given the 
significant differences between the gas industry and the electric utility hd-, as 
discussed above. 

included by SMUD in its pmxy gmap arc insufficient in sizc relative to socat Edison. In 

Trial staffs proxy group, by confc~st, iuchdes compatablt xi& campanics that are 
similar to sacal Edison m size, basiness p* sad levcl of dcargulc la t i~ .  
Momver, two of tbc fourcompanicS in trial staffs pxygroup arc currently in a 
Commissioi~-appromlISO-PG&Eandthe~ *on Energy Group (the parent 
company of Baltimore Gas & Electric Company). Thus trial staff's comparable group is 
the bq? proxy group to apply the standards enunciated in Bluefield and m. 

In calculating our comparison group ROE, we will use the same "br + sv" formula, 
applied above, and the same Vduc Line s o m  material relied upon above to calculate 



I 
I 
I 

-. 
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SoCd Edison's individual zone of rtasonablcness, 46 In addi~on, we will corroborate the 
calculated growth rate with the forecast& IBES growth rate to set the high aud tow end 
of the zone of rcasonablcncss. The results are sunnnarizcd in the table below: 

PGBtE 3.63 3-88 4.70 6.153 8.42 - 10.15 
Con~tel- 5.63 6.16 4-10 3.85 9.59 - 10.39 
lation 

DufrC 3.74 4.14 7.60 8.13 11.48 - 12.44 
Southern 4.81 5.35 5.28 5.85 10.22 - f 1.36 

An adjustment to this data is appropxiak in the case of PG&E's low-end return of 
8.42 percent, which is comparable to the average Moody's "A" p d e  public utility band 
yield of 8.06 pclrccnt, for October 1999. 49 Because investors generally cannot be 
expected to purchase stock if debt, which has less risk tban stock, yields essentially the 
same return, this low &return cannot be Cotwidtrcd dabie  in this case. Therefore, 
excluding this single outlier, the resulting zone of reasonableness for the comparable 
companies is 9.59 percent to 12.44 percent. The midpoint rem is 11.02 percent. 

We will next consider where, within this zone of reasollzLblt returns, Socat 
Edison's ROE should be set. In making this detennmatroq it is necessq to measure the 
business and fiinancial dsks %ced by S o u  Edison relative to the o d  risks atttibutable 
t O t h C a p p p l d C  * proxygroupofcompanies. Asnotedabove,adstantd = bodyof 
evidence has been presented in this case arguiPg for and agaiaSt the relative riskiness of a 
utility transferring its transmission assets to an BO. In addition, socal Edisoq trial staff. 
and SMUD s#iepnptedto SpantifLthe poteatid risks aswkted with SoCal Edison's 

. .  

I 
I 
I 
I 
I 

*See - trial staff's Initial Comments, A# D-1, at pp. 12-15. 

%oth Constellation and Duke are forecasted to issue stock. 

48Exh. SCE-104, at p. 14 (containjng a corrtcted farecasted growth rate of eight 
percentrather than 39 percent forthe one analyst that was excluded from trial W s  
calculation). 

4gExh. SCE-104, at p. 3 1. 



I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
,I 
,I 

Docket Nos. ER97-2355-000, a d. -22- 

transfer of assets to the California ISO. However, much of this evidence was disputed by 
one party or another, or was Sprmlative. In addition, rrmcfi of the evidence submitted by 
the partics in their Initial  comment^ and R q l y  cammcnts was tied only tangentially to 
SoCd Edison. 

The rcwscd and updated DCF analyses submitted by SoCal Edison, trial staff and 
SMUD reflect updatcd investor expectdons for SoCal Edison, which are based on more 
than a yew's worth of optlating practice by the catifornia ISO. Given the conflicting 

upon above is the best QuantifiaMe measure of the investment d t i &  current risk 
assessment for SoCal Edison. 

evidence in this case onthe isslmt ofrisk, we6mdtbattbt UpdatCdtinanciAl data relied 

SoCal Edison argues that its risks exceed those of the proxy group based, among 

SOC~II 

other things, on the rating of the comparable p u p ' s  senior ~ c c d  debt. Except for two 
of the five Southem Campany subsidi8rics, which havG the same S&P bond rating as 
S O C ~  MSOR the rcst of& companies in this p r o x y  group 
Edison's zone of reasonablaress (9.89 - 10.51 percent) places socal Edison at the lowcr 
end of the zone of reasonableness of the comparable Companies. This would be a 
reasonable result, if SOW Edison was less risky than ttLt comparable companies. 
However* based on the highcrbonddngs ofthe cddllpatllfle companies, we i h d  that 
SoCal Edison is more risky than the comparison group. 'Ikdbre, the appropriate ROE 
for S O U  Edison should be above the midpoint of returns indicated for the comparison 
group. Thdm, we will establish Wal Edisons ROE at the midpoint of the upper half. 
of the m e  of reasonableness. " That zone is 11.02 - 12.44 percent with a midpoint of 
11.73. Howcwr, because dris return exceeds Socal Edison's own request, we will adjust 
theindicatedretumdodto 11.6Opcrcent. 

rattd "AA-~. 

use of UDdatCd Data 

b C t W C U l t h C t h C t h t  Bm--canditionsmay-- 
record closes and the date the corrmusSr 'anissPcsafinaldocisioa,wchavecansWy 
rtqrtited the we of updated data in Setting a compaay's ROE." Hue, however, the re- 
opened record arrthorized by the September 17 Order has permitted us to use cunrnt data, 

. .  

%xh. SCE-102, at p. 18. 

"& Consumers Energy Company, 85 FERC 7 61,100 at 61,364 (1998). 

52See - Appalachian Power Company, 55 FERC 161,509, order on reh'g, 57 FERC 
7 61,100 (2991), order on &g, 58 FERC 7 61,193 (1992). 
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making any additional updates unnecessary. Consquedy, Socal Edison's ROE wil l  be 
set at 11.6 perccnt for the period the rates weat into effect and prospectively fiom the 
date of this order until Socal Edim fles for a change m its transmission rates. 

F. Whether &e Presiding Judge praperly Dctcdned the Allocation of 
Adminislh-a tive and General Expmse and Generat and Intangible Plant to 
IS0 TnmsmissiOn 

mtial Decision 

The Initial Decision found that trial staff's proposed use of labor cost ratios to 
allocate administrative and g m d  (MG) and g m d  and mtangible plant (G&I) 
c x p e n s e s w a s d s t m t ~ t h e ~  * 'on's long-standing policy sct fortb in 
Minnesota Power and Liaht Commny, 53 and rejected SOCM Edison's alternativt 
proposal, which relied on a mdlti-factar allowtor. The Initial Decision noted that under 
S O U  E&son's prop& A&G and G&I costs would be assigned to generation, IS0 
transmission, and non-IS0 business scgmats by grouping these costs into one of three 
cost attribution pools: direct, jo& or common. These costs would then bc assigned to 
the appropriate business segment based on the attribution technique specific to that pool, 
with the stated objective of  limiting the amounts to which general allocation formulas are 
applied. 

The presiding JlrdgE rcjectd tfiis appoach based, in part, on the Commission's 
recent r e a f h d o n  of its longdmdiag use of labor ratios to allocate A&G and G&I 
expcnsts. 
advanced by SOW Edison and trisl stafflead to diffixmt aUocations, this M'ce 
done does not prove that one method is snpepiOr to the otha, nor did it satisfy SoCal 
Edison's burden of showing that the CommisSion's existing policy is unjust and 
unreasonable and that its own proposal was just and reasonable- The Presiding Judge 
also found that SoCal Edisonhikdto support its own allocation of its costs, and that the 
timing of rate casts b e f a  this Commission and the califcwnia Commission and the 
restructuring of Socal Edison's fibcilitics and suviccs did not support the rejection of 
labor ratios as the p n f d  docation methodology. 

The Prcsidiug htdge also fcmnd that while the dtemative allocation proposal 

=4 FERC 61,268 (1978). 

%tid Decision, 86 FERC at 65,145, Citinq Portland General Electric Company, 
84 FERC 7 61,216, at p. 62,004 (1998) and Montana Power Company, 83 FERC 
161,211, at p. 61,935 (1998). 
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Trial staffopposes Socal Edison's aceptions, &erahg its arguments presented 
at heahg. The Califbnaia Commission submitted commcslts stating that SoCal Edison's 
allegation that the unrccovtrtd costs at issue would "fatl bugh the jurisdictional 
cracks" i s  misleading. The califarnia Commission states drat- Socal Edison fiid for and 
received ansolution actionhm the California Commission giving socsl Edison the 
opportunity to present evidence to the califonria Commission in order to recover these 
costs. 

Discussions 

We will a f k u  the Initial Decision. The majority of the arguments raised by 
SoCal Edison 011 excGptiolls were presented at hearing and wcflc prqmlydisposed of in 
the Initial Decision. W e  also find that the presiding Judge properly applied the 
Commission's existing policy fin allocatbg ABtG and G&I costs. In addition, the 
California Commission has made clear in its tbat SoCal Edison has the 
o m ,  ifit 50 chooses, to SeetstatejuriSdictMnal fcvicw and potential recovery of 
any non-transmission costs subject to the California chumss~  'on's jlaisdiction. Given 
this oppmtudty, we find that Socal Edison's claimed inabiiity to recover its legitimately 
incurred costs, due to changesin jarisdiction, isdotmdcd. 

G. Whetherthe Residing Judge Propeay Deterrmn ed that SoCal Edison's Projected 
1998 A&G Expeases Should be Rejected m favor of the 1997 Recorded A&G 
Amounts, as Ad- 

Initial Decision 

The Initial Decision nejectea Socal Edison's 1998, Period Il test year forecasts to 
calculate its A&G expenses, adopting instead the Califonria Commission's 



Docket NOS. ER97-2355400, a. -25- 

recommendation, which was based on sd=al Edison's 1997 Fonn No. 1 A&G data, with 
an adjustment to account for its divested oiJ and gas plants. In support of his holding, the 
Presiding Judge cited Commission precedent for the pro itim that Period I1 
djustments m y  data. G Rcsidiag Judge also fomi 

and because Socal Edison's Period II prajections were poorly founded. 

based on more rtcedlt 
~theuseofthisdacawasappropriattinthiscasegivtnsoc.IEdison"m~c~~ 

SoCal Edison and trial staff filed exqtions. SoCal Edison cites Commission 
policy for the proposition that a ntility"~ test year projtctiolls must be acceptcd iffbuad to 
be reasonable when made, and there is no evidence that it mill produce wtmmmablt 
fcsults. s6 Socal Edison lagutsthatthe single fact that its 1998 P u k d  n Cstimatt and its 
1997 data vary does not dcmonstra@ that its test puiod estimate was unreasonable when 
made. Moreover, SoCal -son points out that its Projcced 1998 A&G expense level 
was based on a significant reduction in its 1995 A&G expenses and was a reasonable 
projection of the cost reductions it anticipated. 

Trialstaffargaesthatnosho~wasmadc~tbis~thatustofSoCatEdison's 
1997 actual costs are rcpcscntative of tht costs t h a t d b e  mcurredby a s o n  
during the rate-effective period and h t  these! costs, in any event, would have to be 
adjusted to d c c t  fbturc operations. Trial staff also objects to the mixing of data from 
diffbent years for use of Period II data. 

The California Commission opposes these exceptions, citing record evidence 
showing that Socal Edison h e w  when they filed their 1998 Period II estimate that (1) 
staffingreductions dccreasedtbeirA&G costs by S70 million as rtcofdod in 1997 Form 
No. 1 data; (2) that the costs of certain texminatcd programs should be removed firom the 
A&G projdow aad (3) tbat use of inflatio~~latcd cscabxs was not accurate given 
the multi-year Performance Based Rstc (PBR) cost-cutiiqmeasures Socal Edison had 
committed to hold constant Becaust SoCal Fxiison Wed to incorporate these known 
changes into their projection, the Califibsnia Commission supports the Presidbg Judge's 

"Initial Decision, 86 FERC at 65,176, citinq Cleveland Electric Illuminating 
Company, 28 FERC 4 63,089 (1984) (Cleveland Electricl, a@d in rclcvant part, 32 FERC 
161,381 at 61,858 (1985); Southem California Edison Company, 56 FEW 161,003, at 
61,021-24 (1991). 

%oCal Edison's Briefon Exceptions, at p. 58, Citinpr Dtlmarvg Power gt Light 
Company, 24 FERC 161,199 at 61,453 (1983). 
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finding that the estimates w m  not reasonable when made. In addition. the California 
Commission rcfutts SoCal Edison's interpretation of &e case law, stating that in 
Cleveland E l d c  a d . .  were made to the historic data trecausC that was the only 
chi available at the h e ,  as opposed to this case what 1997 Fann So. 1 data is 
available. 

Discussion 

None of the exceptions warrant reversing the Presiding Judge's determination in 
this proceeding tbat Socal Edison's Period II estimate is unjust and uI1ctsLsollhMe. The 
presiding Judge's xmscmhg that the llse of 1997 adjusted Form No. 1 data is more likely 
to yield just and reasonable results than SoCal Edison's poorly wpportcd Period I1 
estimates ki wdt-suppblted by &e lGcofd evidence The approach adopted by tbe 
Presidin$ Judge is acceptable m rhis Sitnation because of the Unique fircts of this case. As 
noted by the prtsiding Judge, S O W  Edison drastically restmctwed and downsized its 
previous utility Operations, divested substantiat gtneratiOn assets and turned over its 
tranSmission facilities to the BO. Their escalation of 1995 A&G data in this proceeding 
was unwBfi(Mbtd given the cost cutting incentives under the PBR when S O U  Edison 
made its test year projections. As noted by the Presiding Judge, So Cal Edison has the 
burden of sbwhg that its projections were reasonable when made, but it has not done so. 
Given the unique facts of this case we will af&m the Initial Decision. 

H. Whtther the Presiding Judge Properly Dacrmincd the Level of SoCal 
Ediwn's Cost-Based Ancillary Services Rates for the Locked& Period, 
A@ 1,1998 - Novesnbc?. 2,1998 

The Initial Decision f d  that SoCal Edison's proposed cost-based bid caps for 
four ancillary s d c e s  for the locked+ period April 1,1998 through November 2,1998 
~ ~ ~ n a t ~ ~ a n t h t c w t ~ ~ ~ E d i s o n L o i l ~ g a s ~ ~ o n f a c i t i t i e s , a s  
pmposcdby Socal Edisoq but rathaon SoCal Edison's hydro ~~SOZPC~S, as proposed by 
trial staff. The presiding Judge fimth# found that SoCal Edison's proposed bid caps 

"The locked-in period was the result of the Commission's ruling in AEs. 85 
FERC at 61,459-65, in which the Commission granted market-based rate authority to all 
entities providing ancillary scNicts in &e State of California, based on our determination 
that cost-based bid caps in the ancillary senrices market were restricting supplies to these 
markets. 
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should be based on a trial staff study of 1997 FERC Fom 1 data for its Hoover and Big 
Creek costs. 

The bid caps estaMiskd tbt maximum amount SoCaI Edis;oa s d d  bid in &e IS03 
ancillary sgyicc mar)rcts during the period that the cost-bad rates were in effect. SoCal 
Edison's filing states that tbcse proposed rates were an m m m  measure to conanuc their 
existing anciudIy senices rates anti1 tbt company compkted the e t  study required 
for &g for market-based ancillary Scrvjce rates. JI 

In support of its ding, &e Initial Dcciiioa noted trial stsffs contention that 
because these f d t i c s  were divested during the period that the proposed aociliary sexvice 
bid caps wen in effcct the rate should k b a d  on SoC.1 Edison's e g  hydro 
units. E m  though SoCal Edison owned 03 and gas-fired generation facilities though 
part of June 1998, trial staff mdintainfd that SoCal Edison did not use these units for 
ancillary servicfs dtrring any part of the locked-in period. Only trial staffobjected to the 
continued use of Sacal Edison's ratts, maiatainiag that SoCal Edisoa's bid caps were in 
excess of the actual costs of the Units that provided the services during the locked-in 
period. 

On exceptions, SoCal Edison argues that its proposed ancillary services bid caps 
are significantly below the levels that the Commission found to be just and reasonable in 
AES, and are otherwise fully cost-justified. Ia particular, Socaf Edison notes that some 
of the ancillary services it provided during the relevant time period did in fact rely on 
SoCal Edison's oil- and gas-fired units. Moreover, Sdsal Edisan argues that its ancillary 
services sales arc subject to the cammission's policy rcgadbg off-system des, as 
enunciatediil -, 
tied to the actual gcnclratingreS0mr;c used to provide the service at issue. 

which permitS pricing flexibility not necessarily 

h addition, Mal Edison takes cxceptiur~ to various methods and calculations of 
cost used by tr ial staffto detmniae dtmative mcdlay Seryice rates based excluive1y 
on SoCal Edison's individual hydro units. SoC!aI Edison maintaioS that its proposed 
ancillary services bid caps are below costs that it experiences m providing ancillary 
services h m i t s  hydro~somces. 

58 Socal Edison's TransmiW Letter at 18, n. 5. 

"57 FERC 761,213 at 61,699 (1991) @bois Power). 
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Discussion 

We find that the Presiding Judge's rejection of SoCal Edison's cost-based ancillary 
services bid caps, for thc locked& period, is h cifol. Fkt, we a p e  with  Sdd Edison 
hat its proposed bid caps arc cost-justified md consistent with our ruling in ulinois 
power. The reasonableness of these rates. ~#mowr. IS conhnncd by mal staffs o w  
analysis, which would support a maximum rate well above SoCd Edison's proposed bid 
caps. 60 

We reject trial staffs contention that ancitlary savicc bid caps must d e c t  the 
actual costs of the individual unit supplying the ancillary Klvice at the time of sale. The 
IScYs ancillary services market is based on an u#tiwI mechanism in which suppliers 
submit hourly bids that arc put in merit order, with the market clearing price paid to all  
bidders who arc selected. As a result, during the locked-in geriad, dl units which 
provide ancillary services for that hour receive the market clearing price capped at tfreir 
respective cost-based bid caps. This market clearing mechanism does not comport with 
the &tory trid staff espouses for tracking the exact costs of the actual generating lmit 
used to supply 8 particular senrice. 

Given the c i r ~ c e s  of this case and the state of the IS0 ancillary services 
maIkets during the locked-in period, we reject the presiding fudge's finding that frial 
stafl's ancillary Service bid caps arc representative of the ceiling costs of these services 
during the iocked-in period. For the reasmu discussed above, we approve sd=al Edison's 
proposed ancillary suvice bid caps, as filed. 

(A) The Initial Decision ishereby vBc81ted inpart, affirmed in part, andmerscd 
in part, as discussed in the body ofthis order. 

(B) The mofioIls to htewene filed by EEI, ELCON, ASI, and the IS0 
Participants are hereby gnultbd, as discussed m the body of this order. 

'' Trial staff calculated the unit-by-unit costs for Socal Edisan's hydro generation 
resources, resulting in a maximum Capacity charge of $26.02AblW/hr. a Exhibit S-4, at 
16-18 and Exh. S8). In CODfTBst, SoCal Edison's proposed ancitlary servicts bid caps 
ranged from $4.47/MW/hr to $9.55/MW/hr. &TO Tariffand DA Tariff at original, 
Sheet Nos. 74 through 78. 
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(C) SoCd Edison is  hereby directed to file, within 45 days of the date of this 
order, a compliance fding addressing those matters discvssed herein. However, if a 
request fw rehearing is p d m g  at the end of the 45 day period, the compliance filing 
shall be made within 15 days of thc datt such rthearing is disposed of by the 
commlsslon. 

By the Commission. 

( S E A L )  

David P. Boer&s, 
Secretary. 


