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EXECUTIVE SUMMARY 
UTILITY SOURCE, LLC 

DOCKET NO. WS-04235A-13-0331 

The surrebuttal testimony of Staff witness John A. Cassidy addresses the following issues: 

CaDital Structure - Staff recommends that the Commission adopt a capital structure for Utility 
Source, LLC (“Company”) for ths  proceeding consisting of 0.0 percent debt and 100.0 percent 
equity. 

Cost of Ecluitv - Staff recommends that the Commission adopt a 9.8 percent cost of equity for the 
Company. Staffs estimated cost of equity for the Company is based on the 9.2 percent average of 
its discounted cash flow method (“DCF”) cost of equity methodology estimates for the sample 
companies of 8.8 percent for the constant-growth DCF model and 9.5 percent for the multi-stage 
DCF model. Staffs recommended cost of equity includes an upward economic assessment 
adjustment of 60 basis points (0.6 percent). 

Cost of Debt - Staff recommends that the Commission adopt a 0.0 percent cost of debt for the 
Company. 

Overall Rate of Return - Staff recommends that the Commission adopt a 9.8 percent overall rate of 
return. 

Mr. Bourassa’s Testimony - The Commission should reject the Company’s proposed 11.0 percent 
return on equity (“ROE’’) for the following reasons: 

Mr. Bourassa’s primary Future Growth DCF estimates rely exclusively on analysts’ forecasts of 
earnings per share growth. Effectively, Mr. Bourassa’s overall DCF estimate is weighted 75 percent 
by his Future Growth DCF estimates. Mr. Bourassa’s capital asset pricing model (“CAPM’) 
estimates are overstated due to the use of a forecasted risk-free rate. The current market risk 
premium in Mr. Bourassa’s current market risk premium (“MRP”) CAPM model is not reflective of 
current market conditions, and thus serves to overstate his CAPM cost of equity estimate. Mr. 
Bourassa’s proposed cost of equity has been inflated by an implicit upward adjustment for financial 
risk and small company risk premium. 
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I. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 
A. 

11. 

Q. 

A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is John A. Cassidy. I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“Commission”) in the Utilities Division (“Staff ’). My business 

address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Are you the same John A. Cassidy who filed direct testimony in this case? 

Yes, I am. 

What is the purpose of your surrebuttal testimony in this rate proceeding? 

The purpose of my surrebuttal testimony is to update Staffs cost of capital analysis, and to 

respond to the cost of capital rebuttal testimony of Utility Source, LLC (“USL” or 

“Company”) witness, Mr. Thomas J. Bourassa (“Mr. Bourassa’s Rebuttal”). 

Please explain how Staffs surrebuttal testimony is organized. 

Staffs surrebuttal testimony is presented in three sections. Section I is ths  introduction. 

Section I1 presents Staffs comments on the rebuttal testimony of the Company’s cost of 

capital witness, Mr. Bourassa. Lastly, Section I11 presents Staffs recommendations. 

STAFF RESPONSE TO COMPANY’S COST OF CAPITAL WITNESS MR. 

THOMAS J. BOURASSA 

Please summarize the capital structure, cost of equity, and overall rate of return 

proposed in Mr. Bourassa’s rebuttal. 

Mr. Bourassa continues to propose a capital structure for the Company consisting of 0.00 

percent debt and 100.00 percent equity and an 11.00 percent cost of equity, resulting in an 

overall rate of return (“ROR’) for USL of 11 .OO percent. 
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Q. 

A. 

In Rebuttal, Mr. Bourass ass rts th t when the market valu of a firm’s assets 

exceeds their book value, reliance on the discounted cash flow method (“DCF”) 

model tends to understate the investors’ required return. In an effort to demonstrate 

this, he presents an example (see Bourassa Rebuttal, p. 10) to show that when 

applied to Staffs sample average book value per share, Staffs average 9.0 percent 

DCF estimated cost of equity understates the market-based rate of return. How does 

Staff respond? 

First, as shown in Surrebuttal Schedule JAC-3, Staffs updated DCF estimated cost of equity 

for USL is now 9.2 percent, a figure whtch exceeds by 20 basis points Mr. Bourassa’s own 

updated 9.0 percent average DCF estimate.’ Second, the example presented by Mr. 

Bourassa is overly simplistic and misleading, as h s  calculations of “average” market price 

and “average” book value per share of Staffs sample companies fail to give recognition to 

differences in market float and total capitalization between the sample companies. For 

instance, among Staffs sample group of companies Aqua America has the htghest float 

(1 77,060,756 common shares outstandmg) and market capitalization ( $ 4 ~  60,927,766), while 

Connecticut Water has the smallest float (1 1,080,435 common shares outstanding) and York 

Water the lowest market capitalization ($256,684,676).’ The calculations presented in Mr. 

Bourassa’s example are not reflective of a “weighted average” price per share, and thus 

should be disregarded. m r d ,  and most importantly, as discussed in Staffs direct testimony3 

Staffs constant growth DCF model includes a stock financing growth (us> term, giving 

recoption to the circumstance where a sample company’s market-to-book ratio exceeds 

1.0. As shown in Surrebuttal Schedule JAC-6, Staffs updated sample average u.r term is 2.5 

percent, and is a component of both Staffs historical- and projected sustainable dividend 

growth estimates. Furthermore, as shown in Surrebuttal Schedule JAC-8, Staffs 6.7 percent 

Bourassa Rebuttal Schedules D-4.8 and D-4.1. 
Common shares outstanding as per Vuhe Line (July 18,2014); market capitalization figures are based upon Staffs 

updated spot prices, as shown in Surrebuttal Schedule JAC-7. 
3 Cassidy Direct, pp. 19-23. 
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projected sustainable growth estimate is the highest among the six measures used to estimate 

dvidend growth in Staffs constant growth DCF model. 

Q. 

A. 

Q. 

A. 

Does the inclusion of a stock financing growth (vs) term in Staffs constant growth 

DCF model render moot the market-to-book ratio raised by Mr. Bourassa in 

Rebuttal? 

Yes, as inclusion of the u.r term in Staffs constant growth DCF model assumes the average 

market-to-book ratio for Staffs sample group of companies is expected to remain above 1 .O. 

In Rebuttal, Mr. Bourassa presents a schedule of actual and projected returns on 

equity for Staffs sample group of publicly-traded companies, as reported by Vdue 

Line, and a table of authorized returns for these same sample companies as reported 

by AUS Utility Reports (see Bourassa Rebuttal, pp. 5-6), concluding that they are 

“much higher” than the returns produced by Staffs models “before any 

consideration of financial or other risks.” To what extent does USL have exposure to 

financial risk? 

As noted in Staffs Direct: USL has no exposure to financial risk, as its capital structure is 

comprised of 100.0 percent common equity. As dscussed in Staffs Direct: financial risk 

relates to the fluctuation in earnings inherent in the use of fixed cost debt financing, with 

exposure to financial risk being a matter of degree: the higher (lower) the percentage of debt 

in the capital structure, the greater (lesser) the exposure. 

Cassidy Direct, p. 13, lines 10-11. 
5 Cassidy Direct, p. 12, lines 20-23. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Does financial risk affect a firm’s cost of equity? 

Yes.6 Financial risk is a component of market risk and investors require compensation for 

market risk. However, as noted in Staffs Direct: market risk does not impact each security 

to the same degree. Thus, the degree to which a firm has exposure to financial risk affects its 

cost of equity. 

Do the seven publicly-traded companies in Staffs proxy group have greater exposure 

to financial risk than USL? 

Yes. As shown in Surrebuttal Schedule JAC-4, the sample average capital structure for Staffs 

proxy group of water utilities is comprised of approximately 47.9 percent debt and 52.1 

percent common equity. Therefore, Staffs sample group of companies has significantly 

greater exposure to financial risk than does USL, and on a risk-adjusted basis one would 

logically expect the cost of equity for Staffs sample group of companies to be bigher than the 

cost of equity for USL. 

Did Staff make a downward adjustment to its recommended cost of equity for USL to 

give recognition to the Company’s lack of exposure to financial risk? 

For the reasons noted in Staff Direct: no downward financial risk adjustment was made to 

Staffs recommended cost of equity for USL. 

6 Cassidy Direct, p. 13, lines 1-2. 
Cassidy Direct, p. 11, line 17. 

8 Cassidy Direct, p.27, lines 9-25. 
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Q- 

A. 

Q- 

A. 

Q- 

A. 

Does Staff agree with Mr. Bourassa’s assertion that no explanation was provided for 

not incorporating cost of equity estimates derived from the capital asset pricing 

model (“CAPM”) into its analy~is?~ 

No. As noted in direct testimony,” Staff ceased reliance on the CAPM due to a “continuing 

divergence of the CAPM-indicated cost of equity results relative to those derived by the DCF 

model;’ a circumstance resulting, in part, from the United States Federal Reserve’s (“The 

Fed”) accommodative monetary policy intended to keep interest rates low, and in part by 

strength in the equity markets where investors continue to seek out higher yields/returns on 

investment. 

Has the “continuing divergence” alluded to above between cost of equity estimates 

derived from Staffs CAPM and DCF models persisted? 

Yes.” 

Does Mr. Bourassa employ the same CAPM cost of equity methodology in rebuttal 

testimony as he did when frling direct testimony? 

No. As noted in I s  Rebuttal,12 Mr. Bourassa has changed the methodology used to compute 

the current market risk premium (“MRI?”) component in h s  current MRP CAPM model. 

When filing dmct testimony, Mr. Bourassa utilized Valae Line’s medan 3-5 year projected 

market price appreciation estimate to compute the current MRP component. For purposes 

of h s  rebuttal testimony, however, he has utilized Value Line’s median 3-5 year projected 

9 Bourassa Rebuttal, p. 7, lines 16-17. 
10 Cassidy Direct, pp. 3-4,15:14. 
11 Historically, Staffs cost of equity methodology involved obtaining estimates from two DCF models and two CAPM 
models. Staff would calculate an average DCF estimate and an average CAPM estimate, with Staffs overall estimated 
cost of equity computed as the average (Le., 50 percent weight) of the DCF and CAPM results. As shown in Surrebuttal 
Schedule JAC-3, Staffs average DCF cost of equity estimate is 9.2 percent. Staff continues to obtain estimates for the 
cost of equity from its two CAPM models, and when updating its analysis for purposes of this Surrebuttal, Staff obtained 
an average CAPM cost of equity estimate of 8.1 percent, a figure 110 basis points lower than Staffs 9.2 percent DCF 
estimate. 
12 Bourassa Rebuttal, p. 2, lines 13-19. 
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earnings per share (“EPS’) growth estimates and median 3-5 year projected dividend per 

share (“DPS”) growth estimates to compute the current MRP component in his current MRP 

CAPM. Mr. Bourassa states that “[ulsing these inputs is consistent with the methodology 

recommended by Dr. Morin for computing the current MRP,” and provides the citation to 

the source document from which he obtains his new meth~dology.’~ 

Q. 

A. 

Q- 

A. 

To Staffs knowledge, has Mr. Bourassa previously employed this new current MRP 

CAPM methodology when testifying before the Arizona Corporation Commission? 

No. 

Does Mr. Bourassa state why he elected to alter his current MRP CAPM methodology 

at this juncture (i.e., for purposes of Wing rebuttal testimony), rather than having 

done so when filing direct testimony in this docket? 

Mr. Bourassa’s Rebuttal is silent as to that specific point. However, he justifies altering his 

current MRP CAPM methodology on grounds that 

“Using EPS and DPS inputs is more consistent with the DCF method used 
to estimate the current MRP. Just as important, I have found that using EPS 
growth and DPS growth inputs in the MRP estimation approach is less 
volatile than using the 3-5 year price appreciation which I noted in my direct 
was a concern of its 

Thus, while it appears he may have had concerns about the continued use of h s  traditional 

current MRP CAPM methodology when filing direct testimony in this docket, Mr. Bourassa 

did not act on those concerns and change his methodology at that time. 

~~ 

13 Morin, Roger A., New Regzrlatoty Finance (Public Utility Reports: 2006), pp. 165-166. 
l4  Bourassa Rebuttal, p. 2, lines 19-23. 
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Q. 

A. 

Q. 

A. 

Does Staff believe that EPS and DPS growth inpu-3 are superior D use of a 3-5 year 

price appreciation potential estimate for purposes of calculating the MRP component 

in the current MRP CAPM model? 

No. The CAPM is a single hol lng period model,15 and as such a 3-5 year stock price 

appreciation projection makes for a particularly appropriate parameter by which the MRP 

component can be measured for use in the current MRP CAPM. In contrast, the DCF model 

estimates the cost of equity by discounting anticipated future cash flows (is., dividend 

distributions) into infinity, which is why measures of DPS and EPS growth are appropriate as 

inputs in the DCF model. Conceptually, the MRP component of the current MRP CAPM 

should be reflective of carrent market conditions, and with the equity markets having recently 

acheved new all-time highs,“ V d a e  Line3 median price appreciation potential estimate for 

the market has fallen since the filing of Mr. Bourassa’s direct testimony. Thus, Mr. Bourassa’s 

election to modify h s  current MRP CAPM methodology at this time appears to be self- 

serving, as cost of equity estimates derived from a current MRP CAPM utilizing EPS and 

DPS growth inputs to calculate the MRP component are not reflective of current market 

conltions, and serve to overstate the cost of equity. 

When frling direct testimony in this docket, did Staff point out that the initial 8.61 

percent MRP in Mr. Bourassa’s current MRP CAPM was not reflective of current 

market conditions? 

Yes.” 

‘ 5  The CAPM makes the following assumptions: 1) single holding period; 2) perfect and competitive securities market; 3) 
no transaction costs; 4) no restrictions on short selling or borrowing; 5) the existence of a risk-free rate; and 6) 
homogeneous expectations. 

Average (“DJIA”) and the Standard S&P 500 Index (“S&P 500”) have reached new all-time intra-day and closing highs. 
On September 19,2014, the DJIA reached intra-day and closing highs of 17,350.64 and 17,279.74, respectively; the S&P 
500 reached an all-time closing high of 2,011.36 on September 18,2014, and an all-time intra-day high of 2,019.26 on 
September 19,2014. 
l7 Cassidy Direct, p.36, lines 4-20. 

Cassidy Direct, p.4, footnote 4. It should be noted that since the filing of Staffs Direct, both the Dow Jones Industrial 
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Q. 

A. 

Q- 

A. 

Q. 

A. 

When frling testimony in other dockets, llas Staff found it necessary to likewise point 

this out when responding to cost of capital testimony filed by Mr. Bourassa? 

Yes.’’ 

What is Mr. Bourassa’s updated estimate of the MRP component in his current MRP 

CAPM model? 

As shown in Bourassa Rebuttal Schedule D-4.11, Mr. Bourassa’s updated current MRP is 8.33 

percent. As noted, this figure is computed utilizing Value Line’s median 3-5 year projected 

EPS and DPS growth estimates, measured over the recent 3-month period, June-August, 

2014. In contrast, as shown in Bourassa Schedule D-4.11, Mr. Bourassa’s original 8.61 

percent current MRP was based upon Valzle Line’s medlan 3-5 year projected market price 

appreciation potential estimate, measured over the 6-month period, February-July, 201 3. 

Thus, over the 19-month period (i.e., February 2013-August 2014) during which he measures 

his current MRP, Mr. Bourassa’s recommended current MRP fell by 28 basis points (.0861 - 

.0833 = .0028). 

As a broad measure of the strength of the U.S. equity markets, how did the S&P 500 

Index perform over the 19-month period, February 2013-August 2014? 

The broader U.S. equi-9 markets performed very well over the 19-month period, February 

2013-August 2014, as evidenced by the S&P 500 Index rising from a level of 1,498.11 to a 

level of 2,003.37, an increase of 505.26 points, or 33.73 percent ((2,003.37- 

1,498.1 1)/1,498.1 1).19 

18 See Cassidy Direct (Docket No. W-Ol944A-l3-0215), pp. 40-41, lines 8:2; and Cassidy Direct (Docket No. SW-03437A- 
13-0292), pp. 38-39, lines 17:9. 
l9 httn:/ /finance.\.ahoo.com/u/hnjs=%jEGsPC+.~ Iistorical+Prices 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

How did the S&P 500 Index perform during the 13-month interim between the end of 

Mr. Bourassa’s first measurement period and the end of his second measurement 

period (i.e., July 2013-August 2014)? 

Over this 13-month period, the S&P 500 Index rose from a level of 1,685.73 to 2,003.37, an 

increase of 317.64 points, or 18.84 percent ((2,003.37-1,685.73)/1,685.73). Thus, the lion’s 

share of the 33.73 percent stock price appreciation noted above came during the period 

following the computation of Mr. Bourassa’s initial 8.61 percent current MRP. 

In light of the above, is the 8.33 percent current MRP recommended by Mr. Bourassa 

in Rebuttal reflective of current market conditions? 

No, it is not. 

As noted earlier, Mr. Bourassa asserts that the inputs used in his new current MRP 

CAPM methodology are consistent with those used by Dr. Morin. Did Staff review 

the source materials cited in Rebuttal as support for Mr. Bourassa’s new current MRP 

CAPM methodology? 

Yes, Staff has reviewed the book cited by Mr. Bourassa as support for use of Valzre Line’s 3-5 

year median EPS and DPS growth projections to compute the MRP component of the 

current MRP CAPM.” 

2o Morin, Roger A., New Regdatory Finance (Public Utility Reports: 2006), pp. 165-166. 
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Q. 

A. 

After reviewing the case study appearing on pages 165-166 of Dr. Morin’s book, did 

Staff identify inconsistencies between the inputs in the current MRP CAPM 

methodology as described by Dr. Morin, and that as applied by Mr. Bourassa in 

rebuttal testimony? 

Yes, Staff noticed several inconsistencies between the inputs described by Dr. Morin, and 

those used by Mr. Bourassa. First, as described by Dr. Morin, the expected market return (k) 

value is calculated as the sum of “[tlhe average spot dividendyield @.e., Do/Po). . . added to the 

average dividends and earnings growth forecasts” (emphasis added).‘l However, as shown in 

Rebuttal Schedule D-4.11 , rather than adding the average spot (Do/Po) dxvidend yield to h s  

medxan 3-5 year projected EPS and DPS growth (g> rate, Mr. Bourassa instead elects to use 

the expected dividend yield (D1/Po) in his calculation. As shown in Rebuttal Schedule D- 

4.1 1, this inconsistency in methodology serves to overstate the current MRP component in 

Mr. Bourassa’s current MRP CAPM. 

Second, and more significantly, Dr. Morin recommends exclusive use of the current spot 30- 

year U.S. Treasury yield as the risk-free (RJ rate in the current MRP CAPM methodology 

described, whereas Mr. Bourassa conveniently uses two dfferent measures of the risk-free 

(RJ rate in his current MRP CAPM methodology. Specifically, as shown in Rebuttal Schedule 

D-4.11, Mr. Bourassa uses a 3-month average measure of the 30-year U.S Treasury yield (3.32 

percent) for purposes of computing the MRP component in his current MRP CAPM model, 

but as shown in Rebuttal Schedule D-4.12, uses a forecasted risk-free rate (4.30 percent) in 

the calculation of his 10.3 percent current MRP CAPM estimated cost of equity. Had Mr. 

Bourassa applied his newly adopted current MRP CAPM methodology in a manner 

consistent with that appearing in Dr. Morin’s book, h s  current MRP CAPM estimated cost 
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Q. 

A. 

Q. 

A. 

of equity would have been 9.32 percent, a figure 98 -asis points lower rather than the 10. 

percent cost rate shown in Rebuttal Schedule D-4.12.” 

As evidenced by a review of his Rebuttal, Mr. Bourassa thinks highly of Dr. Morin, 

citing him at various times in his testimony.23 When reviewing Dr. Morin’s book, did 

Staff determine that Mr. Bourassa’s use of a forecasted risk-free in his historical MRP 

CAPM model similarly conflicted with the CAPM methodology advocated by Dr. 

Morin? 

Yes. In regard to the appropriate risk-free rate to be used in the CAPM, Dr. Morin writes as 

follows: 

“At the conceptual level, because common stock is a long-term 
investment and because the cash flows to investors in the form of 
dividends last indefinitely, the yield on very long-term government 
bonds, namely, the yield on 30-year Treasury bonds, is the best 
measure of the risk-free rate for use in the CAPM and Risk-Premium 
methods.’724 

In light of the above, does this suggest that Mr. Bourassa’s 9.1 percent historical MRP 

CAPM estimated cost of equity shown in Rebuttal Schedule D-4.12 has similarly been 

overstated? 

Yes, as he uses the same 4.30 percent forecasted risk-free rate in his historical MRP CAPM as 

he does in his current MRP CAPM. 

Calculated as the difference between Mr. Bourassa’s 4.30 percent forecasted risk-free rate and the 3.32 percent 3- 22 

month average 30-year U.S Treasury yield used in the calculation of his current MRP: .0430 - .0332 = .0098. 
3 Bourassa Rebuttal, pp. 7-9, and p. 12. 
24 Morin, Roger A., New Regukztoyy Finance (Public Utility Reports: 2006), p. 151. 
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Q. 

A. 

Q. 

A. 

Has Staff prepared a restatement of Bourassa Rebuttal Schedules D-4.11 and D-4.12 to 

demonstrate what his CAPM cost of equity estimates would have been had he 

consistently applied the CAPM methodology described by Dr. Morin? 

Yes, Staff has prepared such a restatement. As shown in Surrebuttal Exhibit JAC-A, Staff 

first makes a restatement to Rebuttal Schedule D-4.11, correcting for the overstatement to 

Mr. Bourassa’s current MRP resulting from the use of an expected @,/Po) lvidend yield 

rather than an average spot (Do/P0) lvidend yield. As shown, the Staff corrected current 

M W  is 8.13 percent. Staff then restates Rebuttal Schedule D-4.12, uuhzing the Staff 

corrected 8.13 percent current MRP value in the current MRP CAPM, and applying Mr. 

Bourassa’s 3.32 percent 3-month average 30-year U.S Treasury yield as a proxy for the risk- 

free (RJ rate in both the historical- and current MRP CAPM models. As shown, utilizing the 

inputs consistent with Dr. Morin’s CAPM methodology, Mr. Bourassa’s hstorical MRP 

CAPM estimated cost of equity would fall from 9.1 percent to 8.14 percent, and hls current 

MRP CAPM estimated cost of equity would fall from 10.3 percent to 9.18 percent. Overall, 

Mr. Bourassa’s average and median CAPM cost of equity estimates fall to a level of 8.66 

percent, 104 basis points lower than the 9.7 percent average and median CAPM estimates 

shown in Bourassa Rebuttal Schedule D-4.12. 

Having restated the MRP component of Mr. Bourassa’s current MRP CAPM utilizing 

the inputs and methodology as described by Dr. Morin, does Staff believe its 8.13 

percent restatement of Mr. Bourassa’s current MRP to be reflective of current market 

conditions? 

No. For the reasons discussed earlier, Staff believes that use of Value Line’s median 3-5 year 

price appreciation potential estimate is the appropriate means by whch the current market 

risk premium can be measured for use in the current MRP CAPM. The above discussion of 
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Dr. Morin’s current MRP CAPM methodology is intended to demonstrate only that Mr. 

Bourassa’s application of that methodology is inconsistent with that described by Dr. Morin. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

In Rebuttal, Mr. Bourassa asserts that Staffs reliance on a study performed by Annie 

W ~ n g ~ ~  regarding firm size is unwarranted. Furthermore, he states that when 

testifying in the Rio Rico Utilities rate case? Mr. Cassidy testified that he had not 

previously read Ms. Wong‘s actual paper. How does Staff Respond? 

When filing testimony in the Rio Rico case, it is true that I had not previously read Ms. 

Wong’s published paper. However, I had previously read an abstract of the paper detailing 

the findings of her study, and acknowledged having done so when testifylng at hearing. 

Mr. Cassidy, following the hearing in the Rio Rico case in which you testified, did you 

have the opportunity to read Ms. Wong‘s published paper? 

Yes. 

And having done so, are you in agreement with the conclusions she draws which you 

cite to in your direct testimony?” 

Yes. 

25 Wong, Annie, ‘‘Utility Stock and the Size Effect: An Empirical Analysis,” Journal of the Midwest Finance Association, 
(1993), pp. 95-101. 
26 Docket No. WS-02676A-12-0196. 
27 Cassidy Direct, p. 38, lines 15-31. 
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Q- 

A. 

Q. 

A. 

Q. 

A. 

To support his assertion that Staff’s reliance on Ms. Wong’s research findings is 

unjustified, Mr. Bourassa points to a study conducted by Dr. Thomas M. Zepp,28 

claiming that his research refutes Ms. Wong’s findings, and concludes that her “weak 

results were due to a flawed analysis.”29 Mr. Cassidy, are you familiar with Dr. Zepp’s 

research? 

I know of it, as Dr. Zepp included the research paper to which Mr. Bourassa makes reference 

as an exhibit to h s  pre-filed dlrect testimony in a prior Arizona Water Company (“AWC”) 

rate case3’ in which I testified. As Staffs cost of capital witness in the case, I read the paper 

and familiarized myself with his conclusions. 

Having read Dr. Zepp’s published research findings, Mr. Cassidy, do you agree with 

Dr. Zepp’s conclusions that there is a small firm effect in the utility sector? 

No. 

As the cost of capital witness advocating on behalf of AWC in that rate docket, did Dr. 

Zepp propose that a small company risk premium adjustment be made to the cost of 

equity for AWC? 

Yes, Dr. Zepp’s proposed 12.5 percent cost of equity in that case included a 90 basis point 

upward risk premium adjustment. 

28 Zepp, Thomas M. “Utility Stocks and the Size Effect - Revisited,” TbeQuarterly Review ofEconomics and Finance, Vol. 43, 
Issue 3, Autumn 2003,578-582. 
29 Bourassa Rebuttal, p. 20, lines 13-14. 
30 Docket No. W-01445A-11-0310. The paper was included in Dr. Zepp’s pre-fded direct testimony as Exhibit TMZ-3. 
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Q. 

A. 

Q- 

A. 

Q. 

A. 

e To your knowledge, in the numerous times Dr. Zepp has tified as a cost of capital 

witness before the Commission, has his recommended cost of equity-inclusive of a 

small company risk premium-ever been approved of by the Commission? 

No. When asked under cross examination by Staff Counsel the question, “So in the time that 

you have testified here, the number of times that you’ve testified here at the Commission, has 

your recommendation ever been adopted?,” Dr. Zepp responded,  NO."^' 

In light of the above, does Staff believe there is reason to give credence to Mr. 

Bourassa’s assertion that Dr. Zepp’s research findings justify the inclusion of a small 

size risk premium adjustment to the cost of equity for USL in the instant docket? 

No. 

Does Staff agree with Mr. Bourassa’s assertion that USL has “nearly 9 times more 

business risk than the publicly traded water ~tilities?”~’ 

No. As noted in Staffs direct te~timony;~ business risk relates to the fluctuations inherent in 

a firm’s operations and environment, with companies in the same line of business tending to 

experience the same fluctuations in business cycles. Accordmgly, as a regulated public water 

utility one would expect USL‘s exposure to business risk to be essentially the same as that of 

regulated, publicly-traded water utilities. 

31 Transcript from May 21,2012 hearing @. 920, lines 22-25), in Docket No. W-01445A-11-0310). 
32 Bourassa Rebuttal, p.7, lines 3-4. 
33 Cassidy Direct, p. 12, lines 15-1 8. 
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Q. 

A. 

Q. 

A. 

111. 

Q. 

A. 

Does Staff agree with Mr. Bourassa’s assertion that USL has “much higher operating 

leverage’’ than publicly traded water utilities?% 

No. Operating leverage is a measure of the level of fixed costs faced by a firm relative to 

variable costs, with firms having a higher proportion of fixed costs using more operating 

leverage than those having a higher proportion of variable costs. As a regulated public utility, 

USL‘s operating leverage should not be expected to deviate significantly from that of the 

regulated publicly-traded water utilities. 

Did Staff review the annual reports fded by USL with the Commission to determine if 

they might indicate the degree to which USL has a high level of operating leverage? 

Yes, Staff reviewed USL’s annual reports filed with the Commission for the 10-year period, 

2004-2013. Although the information contained in the annual reports did not allow for an 

analysis of operating leverage, per se, as shown in Surrebuttal Exhibit JAC-B, USL has 

consistently reported operating losses for both its water and wastewater d~visions.~~ To the 

extent that the Company’s annual reports are reflective of its actual operating performance 

over t h s  10-year period of time, USL should consider filing for rate relief on a more regular 

basis. 

STAFF RECOMMENDATIONS 

Based on Staffs review of Mr. Bourassa’s rebuttal testimony and its updated cost of 

capital analysis, what are Staffs recommendations for the Company? 

Staff recommends the following for USES cost of capital: 

1. A capital structure of 0.00 percent debt and 00.0 percent common equity. 

34 Bourassa Rebuttal, p.7, line 4. 
35 Over the 10-year period, 2004-2013, the only operating gain reported by USL came in 2007 for its water division. 
Operating losses were reported in all other years for both water and wastewater. 
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2. A 9.8 percent cost of equity (a figure which includes an upward 60 basis point (0.6 

percent) economic assessment adjustment). 

A 9.8 percent overall rate of return. 3. 

Q- 
A. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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Utility Source, LLC Cost of Capital Calculation 
Average Capital Structure of Sample Water Utilities 

Company Debt 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

40.8% 
47.2% 
52.0% 
50.8% 
45.9% 
54.7% 
44.2% 

Average Sample Water Utilities 47.9% 

Utility Source, LLC - Actual Capital Structure 0.0% 

Common 
Eauity 

59.2% 

48.0% 
49.2% 
54.1 % 
45.3% 
55.8% 

52.8% 

52.1% 

100.0% 

Total 

100.0% 
100.0% 
100.0% 
100.0% 
100.0% 
100.0% 
100.0% 

100.0% 

100.0% 

source: 
Sample Water Companies from Value Line 



Docket No. WS-04235A-13-0331 Surrebuttal Schedule JAC-5 

Utility Source, LLC Cost of Capital Calculation 
Growth in Earnings and Dividends 

Sample Water Utilities 

Comoanv 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

Dividends 
Per Share 

2003 to 201 3 
DPS' 
5.6% 
1.3% 
7.6% 
1.7% 
1.5% 
4.1% 
4.1% 

Dividends 
Per Share 
Projected 

DPS' 
7.7% 
8.0% 
9.0% 
3.4% 
2.0% 
5.2% 
6.0% 

Earnings 
Per Share 

2003 to 201 3 
EPS' 
15.2% 
4.9% 
9.7% 
3.7% 
5.4% 
2.1% 
4.8% 

Earnings 
Per Share 
Projected 

EPS' 
3.9% 
8.9% 
6.0% 
3.3% 
3.1% 
8.7% 
8.0% 

Average Sample Water Utilities 3.7% 5.9% 6.5% 6.0% 

I 

1 Value Line 
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Utility Source, LLC Cost of Capital Calculation 
Sustainable Growth 

Sample Water Utilities 

Company 

Retention Retention Stock Sustainable Sustainable 
Growth Growth Financing Growth Growth 

- br - br - VS br + vs br + vs 
2003 to 201 3 Projected Growth 2003 to 201 3 Projected 

American States Water 4.1% 5.6% 1.6% 5.7% 7.2% 
California Water 2.6% 3.8% 2.8% 5.4% 6.6% 

Connecticut Water 2.1% 3.5% 3.4% 5.4% 6.9% 
Aqua America 4.2% 6.0% 1.7% 5.9% 7.7% 

Middlesex Water 1.3% 2.8% 2.6% 3.9% 5.4% 
SJW Corp 3.2% 3.6% 0.8% 4.1% 4.4% 
York Water 22% 4.0% 4.4% 6.5% 8.4% 

Average Sample Water Utilities 2.8% 4.2% 2.5% 5.3% 6.7% 

[E]: Value Line 
[C]: Value Line 
[D]: Value Line, MSN Money, and Form 10-Ks filed with the Securities and Exchange Commission (http://www.sec.gov/) 

[El: [El+[Dl 
[Fl: [Cl+[Dl 

http://www.sec.gov
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Utility Source, LLC Cost of Capital Calculation 
Selected Financial Data of Sample Water Utilities 

Company 
American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

Symbol 
AWR 
CWT 
WTR 

CTWS 
MSEX 
SJW 

YORW 

Spot Price 
10111201 4 

30.30 
22.17 
23.5 
32.46 
19.51 
26.77 
19.83 

Mkt To 
Bookvalue __ Book 

12.79 2.4 
12.32 1.8 
8.60 2.7 

16.48 2.0 
12.11 1.6 
15.66 1.7 
8.31 - 2.4 

Value Line 
Beta 
e 

0.70 
0.70 
0.70 
0.65 
0.70 
0.80 
- 0.75 

Raw 
Beta 

P E W  
0.52 
0.52 
0.52 
0.45 
0.52 
0.67 
- 0.60 

Average 2.1 0.71 0.54 

IC]: Msn Money 

[D]: Value Llne 

[El: [Cl I [Dl 

[F]: Value Line 

[Gl: (-0.35 + [F]) I0.67 
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Utility Source, LLC Cost of Capital Calculation 
Calculation of Expected Infinite Annual Growth in Dividends 

Sample Water Utilities 

Description 

DPS Growth - Historical’ 
DPS Growth - Projected‘ 
EPS Growth - Historical’ 
EPS Growth - Projected’ 
Sustainable Growth - Historical’ 
Sustainable Growth - Proiected’ 

Average 

9 

3.7% 
5.9% 
6.5% 
6.0% 
5.3% 
6.7% 

5.7% 

1 Schedule JAC-5 

2 Schedule JAC-6 
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Current Mkt. 
Price ( P ~ ) ‘  @ll 
10/1/2014 d i  d2 d3 d4 

30.3 0.86 0.90 0.96 1.01 
22.2 0.66 0.70 0.74 0.78 
23.5 0.64 0.68 0.72 0.76 
32.5 1.05 1.11 1.17 1.23 
19.5 0.77 0.81 0.86 0.91 
26.8 0.76 0.80 0.85 0.90 
19 8 n 58 n 61 0 65 n 68 

Projected Dividends’ (Stage 1 growth) 

Utility Source, LLC Cost of Capital Calculation 
Multi-Stage DCF Estimates 

Sample Water Utilities 

Stage 2 growth3 Equity Cost 
l s a l  Estimate ( K r  

6.5% 9.2% 
6.5% 9.4% 
6.5% 9.1% 
6.5% 9.6% 
6.5% 10.3% 
6.5% 9.2% 
6 5% 9 3% 

[AI 

ComDany 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
Ynrk Water 

Where : Po = current stockprice 

D, = dividends expected during stage 1 
K = cost of equity 
n = years of non -constant growth 
D,, = dividend expected in yearn 
g,, = constant rate of growth expected after year n 

1 [El see Schedule JAG7 

2 Derived from Value Line Information 

3Avera(le annual growth in QDP 1929.2012 In current dollars. 

4 Internal Rate d Return d Projected Dlvldends 

Average 9.5% 



Docket No. W-04235A-13-0331 Surrebuttal Exhibit JAC-A 

Restatement of Bourassa Rebuttal Schedule D-4.10 
(Computation of Current Market Risk Premium) 

and 
Restatement of Bourassa Rebuttal Schedules D-4.12 
(Traditional Capital Asset Pricing Model - CAPM) 

r 
Staff Correction to Bourassa Rebuttal Schedule 04.11 

3-month EPS/DPS Return on 30-year Market 
average Growth Market Treasury Risk 

- - (DJPOI + (9) - (Rt.4) Yield - Premium 

2.01% 9.44% = 11.45% - 3.32% - 8.13% + - 

Staff Correction to Bourassa Rebuttal Schedule D-4.12 

- R f  8.h K 

Historical MRP CAPM 3.32% 0.72 6.70% - 8.14% 

Current MRP CAPM 3.32% 0.72 8.13% - 9.18% 

Average 8.66% 

Median 8.66% 

+ * - 

+ * - 

Notes: Staff Corrections to  D4.11 reflect use of 2.01 percent 3-month average current dividend yield (DJP,) 

Staff Corrections to  D4.12 reflect adoption of the Staff corrected 8.13 percent current MRP in the current MRP CAPM, and 
use of the same 3.32 percent current 30-year R f  rate as that used to calculate the current MRP in Rebuttal Schedule D4-11. 




