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SURREBUTTAL TESTIMONY
OF
ZEPHANIA MAREVANGEPO
EMERALD POINTE UTILITY COMPANY

CASE NO. SR-2013-0016

INTRODUCTION
Q. Please state your name.
A. My name is Zephania Marevangepo.
Q. Please state your business address.
A. Missouri Public Service Commission, P.O, Box 360, Jefferson City, MO

65102,

Q. By whom are you employed and in what capacity?

A. I am employed by the Missouri Public Service Commission (Commission) as
a Utlity Regulatory Auditor Il in the Financial Analysis Unit of the Utility Services
Department, Regulatory Division.

. What is your educational background?

A. In July of 2007, 1 eamed my Bachelor of Science degree in Business
Administration, with a double major in Accounting and Financial Services, from Columbia
College in Columbia, Missouri. I also earned a Masters in Business Administration with an
emphasis in Accounting from Lincoln University in May of 2009.

On June 21, 2010, 1 was awarded the Certified Rate of Return Analyst (CRRA)
professional designation by the Society of Utility and Regulatory Financial Analysts

{(SURFA). This designation is awarded based upon experience and successful completion of
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a written examination - which I took and passed during my first attendance of a SURFA

conference in April of 2010.

Q. Have you filed testimony in other cases before this Commission?

A. Yes. Please see Schedule ZM - 1.

Q. Have you made recommendations in any other cases before this Commuission?
A, Yes. | have made numerous recommendations in finance cases, acquisition

cases, small water and sewer rate cases, and telephone certificate cases.

Q. What is the purpose of your surrebuttal testimony?

A, To respond to Section IV CAPITAL STRUCTURE/ RETURN ON EQUITY/
DEBT COST of the rebuttal testimony filed by the Office of the Public Counsel (OPC)

witriess, Mr. Ted Robertson.,

CAPITAL STRUCTURE AND RATE OF RETURN (ROR)

Staff’s recommendation

Q. Before you respond to Section IV of Mr. Robertson’s rebuttal testimony, can
you please summarize Staff’s capital structure and ROR recommendation that was filed as
part of the Staff/Company Partial Disposition Agreement on March 13, 20137

A. Yes. Staff recommended a hypothetical ratemaking capital structure, with
75 percent debt and 25 percent equity, for Emerald Pointe Utility Company’s
{Emerald Pointe) water and sewer operations. Staff also recommended a 13.26 percent return
on equity (ROE) and a 7.34 percent ROR or weighted average cost of capital (WACC) for
Emerald Pointe.

Q. Has Staff made any updates to the recommendations presented in the

Disposition Agreement?
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A, Yes. Staff updated its weighted average cost of debt, capital structure and
resulting ROR since Staff’s calculations were originally based on the pro forma financial
information provided by Emerald Pointe at the time.

Emerald Pointe’s finance application (SF-2013-0346), filed on January 22, 2013,
contemplated issuing $62,000 of debt to White River Valley Electric Cooperative and
$1,000,000 to Hawthorn Bank. However, the final terms and conditions that were filed on
April 4, 2013, indicated an actual debt issuance of $66,860 to White River Valley Electric
Cooperative, which was $4.860 more than Emerald Pointe’s initial projection.

Staff updated Emerald Pointe’s rate base, which caused Siaff to also update its
recommended capital structure {o reflect the additional information that was made available
by the company after the filing of the partial stipulation and agreement.

Tables 1 and 2 below show Staff’s updated weighted average cost of debt and

resulting ROR.
Table 1
Emerald Pointe Weighted Average Cost of Capital
Percentage Weighted
Capital
Component of Capltal Cost Cost % ¢ ,}
Common Equity 74, 2 ~P0-80% 13.26% ~Fg5T5% 7 7-

. 7020% 359 L
'?at:{Raf& Base) o2 e JRE00% - ﬁ ;i ?%5‘;"5

ROE = 13.26%
ROR = 7.71%
Continued on next page

Page 3



10
11

12

13
14
15
16
17

18

Surrebuttal Testimony of

Zephania Marevangepo
Table 2
Emerald Pointe Weighted Average Cost of Debt
Weighted
Average
Debt Debt Cost of Cost of
Capital Weight Debt Debt
Hawihom Bank Loan $1,000,000 93.73% 5.80% 5.1553%
White River Loan $66,860 8.27% 3.15% 0.1974%
$1,066,860 100.00% 5.3827%
Source (Table 1&2): Schedule ZM - 2
Q. Can you please explain the changes to the Capital Structure?
A, Emerald Pointe’s updated actual capital structure now has a debt ratio of less

than 75 percent. Therefore, Staff no longer recommends the use of a hypothetical capital
structure anymore.

Q. Can you please explain the effect of the extra debt and capital structure
changes on Staff’s recommendation?

A. Emerald Pointe’s weighted average cost of debt changed from 5.36 percent to
5.35 percent and the resulting ROR changed from 7.34 percent to 7.71 percent. Because
Staff’s ROE recommendation was not dependent on the company’s cost of debt information,

Staff’s ROE remained unchanged.

OFFICE OF THE PUBLIC COUNSEL’S (OPC) POSITION

Q. How does Mr. Robertson characterize Staff’s overall ROR analysis and

recommendation?

A. On page 20 of his rebuttal testimony, Mr. Robertson states his belief that
Staff’s analysis and recommendation is “nonsensical.”

Q. What are Mr. Roberison’s specific issues with Staff’s recommendation?
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A. Staff can discern, from the rebuttal testimony filed on behalf of OPC,
Mr. Robertson’s strong opposition to the following: (1) Staff's use of what Mr. Robertson
characterizes as a “consolidated” approach to the capital structure of Emerald Pointe’s water
and sewer operations, (2) Staff’s recommended use of a hypothetical capital structure, and

(3) Staff’s methodology for estimating Emerald Pointe’s ROE.,

STAFF'S RXSPONSES TO SECTION IV OF OPC REBUTTAL TESTIMONY

Consolidated Capital Structure:

Q. Can you please elaborate on Mr. Robertson’s concern about what he
characterizes as Staff’s “consolidated” capital structure recommendation for Emerald
Pointe’s water and sewer operations?

Al On page 14, lines 13 through 15, and page 16, lines 1 through 4, of his ;cbultal
testimony, Mr, Robertson opposes Staff’s use of a “consolidated” capital structure.
Mr. Robertson claims that Staff’s consolidated approach infuses equity for one utility and
reduces it for another. He went on to claim that the water utility does not have any debt but
Staff imputed the sewer operations debt cost to the water operations capital structure.

Q. Do you view the capital structure you recommended as a “consolidated”
capital structure?

A, No. Staff views it as a company-specific capital structure. Besides, Emerald
Pointe is simply one utility company that provides two services - water and sewer.

A “consolidated” capital structure, in a simplified sense, is a collective representation
of & holding company’s individual subsidiaries’ capital structures.

Q. Do you believe it is appropriate to have separate capital structures for Emerald

Pointe’s water and sewer operations?
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A.  Absolutely not. An attempt to develop separaie water and sewer capital
structures would otherwise suggest that Emerald Pointe, as an entity, should be
‘deconsolidated” and hypothetically assume that there are two financially independent
subsidiaries that should be viewed separately for ratemaking purposes. They are not.

Q. Are there any examples of large Missouri utilities that illustrate the fallacy of
Mr. Robertson’s logic?

A. Yes. Ameren Missouri provides electric and gas services but uses one capital
structure, Ameren Missouri does not create two capital structures, electric operations capital
structure and gas operations capital structure, for ratemaking purposes. This same situation
applies to Emerald Pointe.

Q. Considering your disagreement with Mr. Robertson about the classification of
your recommended capital structure as “consolidated,” how would you classify the capital
structure(s) being proposed by Mr. Robertson?

A. Operation/segment-specific assigned capital structure rather than an actual
company capital structure.

Q. Can you please explain the specific reasons why Staff recommends the use of
a company-specific capital structure for Emerald Pointe rather than an operation/segment-
specific capital structure as proposed by Mr. Robertson?

A. Sure. Staff considered the following factors in its decision to recommend the
use of a company-specific capital structure for Emerald Pointe for ratemaking purposes:

(1) While Staff ascertains separate rate base values for Emerald
Pointe’s water and sewer operations, Staff understands that

Emerald Pointe’s financing and credit abilities are based on
Emerald Pointe’s, as a whole, cash flows and revenues.
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{2) While it is true that the proceeds from recent loans made to
Emerald Pointe were primarily for investments in its sewer
operations, this loan was not issued to Emerald Point “Sewer
Company” because no such company exists. Staff believes that
this is the very basic corporate structure that must be in place
before one even considers separate capital structures for two
operations within the same company.

(3) Because Emerald Pointe does not have separate subsidiaries
for its water and sewer operations, there is no way to even
consider restrictions to ensure that cash flows or revenues
generated by the water or sewer assets are kept separate.
Moreover, there are currently no conditions that bar the use of
sewer generated cash flows from financing water operations
expenses or vice-versa.

Consequently, Staff computed its recommended ROR based on the evaluation of
Emerald Pointe’s company-specific capital structure rather than an operation/segment-
specific, capital allocated capital structure as Mr, Robertson recommends.

Consolidated Hypothetical Capital Structure:

Q. Can you please state the capital structure Staff recommended and used to
determine the updated ROR applied to Emerald Pointe’s water and sewer operations?

0. 20 29,719
A. An updated actual capital structure with 70:26 percent debt and-29:80 percent

equity’.
Q.  How did Staff determine this actual capital structure?
% 1,519,551
A Staff used Emerald Pointe’s total rate base of $5:519:8%7 - as of March 31,
2013, as a proxy for total capital invested in the Company. Staff then deducted the debt
& $ygaedr kg, 551
capital of $1,066,860 to estimate the equity capital of $452;987 ($4:519;847-81,066,860).°
Q. Can you please state the capital structure Staff initially recommended and

used to determine the initial ROR applied to Emerald Pointe’s water and sewer operations?

' See Schedule ZM -2
21
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A, Staff recommended, based on the test year (June 30, 2012) rate base and pro
Jorma debt information, a hypothetical structure with 75 percent debt and 25 percent equity

Q. What was Emerald Pointe’s pro _forma capital structure based on the test year
rate base and pro forma debt information?

A 80.23 percent debt and 19.77 percent equity.

Q. Can you please explain why Staff recommended a hypothetical capital
structure instead of Emerald Pointe’s pro forma capital structure?

A. Staff’s Small Utility Return on Equity (ROE) Rate of Return (ROR)
Methodology states the following:

In situations in which a small water and sewer utility has debt
capital in excess of 75%, the FA Department believes it is
appropriate to use a hypothetical capital structure that Hrnits
debt to 75% of total capital. Although it could be argued that
Staff should also use a hypothetical capital structure if a
company’s capital structure is not cost efficient due to a high
equity ratio, the FA Depariment decided not to limit the
amount of equity in the capital structure. If a2 company shows
that its capital structure consists of more than 75% debt, then a
hypothetical capital structure of 75% debt and 25% equity will
be assumed. For all situations wherein a small water and sewer
company has debt capital less than 75%, the company’s actual
‘:::;1piml3 structure will be used in determining the company’s
ROR.

Q. Why does Staff's methodology propose the use of a hypothetical capital
structure in situations where small water and sewer utility companies’ debt to capital ratio

exceed 75 percent?

A. Staff does not believe that it is reasonable to assume that regulated small

water and sewer utility companies, Emerald Pointe in this case, can support its operations

* Schedule ZM - 3, Page 4 of 7.
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with a greater than 75 percent debt capital structure on an ongoing basis or for extended
periods of time,

Q. What was Emerald Pointe’s capital structure before issuing $1,066,860 of debt
in March 2013?

A. 100 percent equity.

Q. What can Staff generally conclude regarding the effects of significant debt
issuance by small water and sewer companies?

A. In the case of most small water and sewer companies, one-time investments
can cause wild swings that can result in lop-sided capital structures. It is unreasonable to
assume that Emgrald Pointe’s capital structure, affected by a single wild swing, will exist on
an ongoing basis. Remember, Emerald Pointe had a 100 percent equity capital structure
before the debt issuance.

Q. What makes Emerald Pointe’s case different from that of publicly-traded
companics?

A Publicly-traded companies have more sources of capital. It is sasier for them
1o issue equity along with debt to maintain a balanced capital structure,

Q. Do you wish to provide further support for the use of a hypothetical capital
structure in cases where actual capital structures are lopsided?

A Sure. Privately held small water and sewer utility companies do not typically
manage a capital structure to a target in order to achieve a reasonable balance between a Jow
cost of capital and sound credit quality, Unfortunately, many small water and sewer utilities
in Missouri are troubled systems that are unable to attract capital without restrictive terms,

such as shorter maturity dates and amortization requirements.
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Q. Why are targeted capital structures important?

A, Entities aftempting to maximize shareholder value will target capital
structures that achieve the lowest cost of capital. However, because utilities provide an
essential service, it is important to balance the use of leverage in order to achieve or maintain
a desirable credit rating. As a result, actual capital structures of investment-grade, value
maximizing, publicly-traded utilities tend to be less volatile and managed to a target; and on
most occasions, they are used for purposes of ratemaking,

Q. Are you therefore implying that capital structures of privately held smatll
water and sewer utilities are typically not consistently managed over time?

A. Yes. The very nature of the terms of the debt raised by small water and sewer
utilities makes it difficult to do so. For example, Emerald Pointe’s debt service payments
require the payment of principal as well as interest, This is in stark contrast to typical
balloon debt issued directly by Missouri’s larger, publicly-traded utility companies. These
larger companies are able to attract balloon debt because investors have a certain amount of
confidence that these utilities will be able to refinance the principal when it comes due.

Q. What is Staff's basis for the 75 percent debt to capital cap used in its
hypothetical capital structure approach?

A. Please see David Murray’s surrebuttal testimony for a more thorough
discussion of this issue, but it is my general understanding that it is based on Staff’s
understanding of S&P’s benchmarks as it relates to actual realized capital structures,

Q. Mr, Robertson snggests in his rebuttal testimony, on page 21, lines 6-10, that a
hypothetical capital structure is a product of Staff’s fﬁassignmenta of Emerald Pointe’s actual

structure and that the reassignment creates both higher and lower equity components. Did

Page 10



10

1t

12

13

14

15

16

17

18

19

20

21

22

23

Surrebuttal Testimony of
Zephania Marevangepo

you reassign any capital in your process of determining an appropriate ratemaking capital
structure for Emerald Pointe?

A. No.

While it appears that a majority of the debt proceeds received by Emerald Pointe were
used for the sewer operations, Staff did not assign this debt to the sewer operations. For the
same reasons explained earlier, Staff treated it as Emerald Pointe debt. Mr. Robertson’s
suggested approach is impractical.

Q. Is the use of a hypothetical capital structure inappropriate?

A. No. While Staff does not dispute that a hypothetical capital structure is not
representative of a company’s actual capital structure, this does not render a hypothetical
capital structure inappropriate,

Hypothetical capital structures have been accepted and used at state levels in
situations where actual capital structures did not provide a reasonable representation of a
firm’s capital structure on an ongoing basis. Consequently, the use of hypothetical capital
structures is not something that is outside the norm, especially for small water and sewer
utility companies. It is simply a matter of stepping outside the box and attempting to balance
what is fair and reasonable given a peculiar situation.

rn o gity;

Q. How did Staff estimate Emerald Pointe’s ROE?

A Staff added a 4 percent risk premium to a 3-month average of the yields
on ‘B+'rated 30-year public utility bonds.

Q. Is it Staff’s understanding that Mr. Robertson, on page 19 and 20 of his

testimony, does not agree with Staff’s ROE estimation approach of adding a 4 percent risk
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premium to a 3-month average of the yields on ‘B+’ rated 30-year public utility bonds
instead of Emerald Pointe’s actual debt cost?

A, Yes.

Q. Can you please explain why Staff did not use Emerald Pointe’s actual debt
cost to estimate Emerald Pointe’s cost of equity?

A.  Emerald Pointe’s cost of debt is based on a commercial loan with more
restrictive terms than typical for long-term debt that a larger utility can issue directly to
investors, either in a public or a private placement.

The source Staff relied on for an appropriate risk premium to apply to debt yields
specifically anticipates adding the risk premium to yield-to-maturity rates, which are only
applicable to debt issued directly by the company, not commercial loans.

Q. Is it Staff"s position that Emerald Pointe’s debt is not debt that would have an
observable yield-to-maturity, and, therefore, not appropriate for use in estimating the cost of
equity for Emerald Pointe?

A. That is correct. It does not have the characteristics of standard public utility
debt, Hence, public utility debt issued directly to investors can have maturities of up to
30-years and typically don’t require principal payments until maturity, Emerald Pointe’s
debt is a 5-year term commercial foan based on a 20-year amortization schedule. A five—year
maturity with a requirement to pay down part of the principal during this peried is not typical
for an entity with strong credit quality. Emerald Pointe faces significant refinancing risk at
the end of 5 vears when it will be expected to refinance or to pay off its debt.

Q. Could Fmerald Pointe have received a commercial loan that allows for more

flexibility?
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A. Apparently not. Emerald Pointe’s response to Staff’s data request three (3)

states the following:

Staff’s Request No. 3
Please explain Emerald Pointe’s reasons and rationale in agreeing fo execute
a 3-year term loan based on a 20-year amortization instead of a 20-year loan

based on a 20-year amortization.

Emerald Pointe’s Response

Response Emerald Pointe Utility Company made inguiries io several
conventional lending institutions as well as SBA and USDA. 4 20-year term
with a 20-year amortization was not an option made available to Emerald
Pointe. The current commercial lending environment for Emerald Pointe is
such that the 5-vear term based on a 20-year amortization was the only viable
option,

Q. What uncertainties or risks does Emerald Pointe face as a result of the nature
of its debt?

A. Emerald Pointe’s financial risk is consistent with the “highly-leveraged™ risk
profile as defined by Standard & Poor’s financial ratio benchmarks.*

In order to put Emerald Pointe’s extremely leveraged capital structure in perspective,
the median for the 3-year average (2009-2011) of debt-to-capital ratios for water utility
companies rated by S&P was 53.4% with the a range of 49.9% to 60.4%.

Q. If Staff was concerned about using Emerald Pointe’s actual cost of debt to
estimate the cost of equity, why did Staff still use this cost of debt in its recommended ROR?

A. Staff’s Small Utility Return on Equity (ROE)/ Rate of Return (ROR)

methodology states the following:

* Standard and Poor’s, “Methodology: Business Risk/Financial Risk Matrix Expanded,” Septernber 18, 2012,
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Assuming the company’s current cost of debt is reasonable for
a hypothetical capital structure of 75% debt and 25% equity,
Staff may use this current cost of debt. 1f the company’s
current cost of debt is unreasonable due to over use of leverage,
Staff may use a hypothetical cost of debt.

Q. Can you please explain why Staff uses public utility bond yields in its risk
premium approach to estimate the cost of equity for small water and sewer utility companies,
such as Emerald Pointe?

A. Long-term utility bond yields are often used as benchmark by investors to
determine how much additional return they will require for purchasing a utility’s stock. It is
important to use long-term utility bonds, in the 20 to 30-year maturity range, because utility
stocks are viewed as long-term investments. Published average long-term utility bond yields

are also preferred because the volume of yields gives assurance that it is a function of

market-driven prices on utility debt.

EMERALD POINTE’S CREDIT RATING

Q. How did Staff decide on which class of public utility bonds to use for Emerald
Pointe’s ROE estimate? |

A. Staff’s cost of equity estimate for Emerald Pointe was premised on the
Company being assigned a credit rating of ‘B+’, which was based on a (1) ‘Strong’ Business
Risk Profile estimate, (2) ‘Highly Leveraged’ Financial Risk profile (FRP) and (3) the
hypothetical capital structure. Consequently, Staff used an average for ‘B+’ rated public

utility bonds.’

Q. Please explain how you incorporated the two risk components (BRP and FRP)

listed above to assign a "B+ ' rating?

3 Sehedule ZM ~ 4.
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A. With components (1}, (2} and (3) above, Staff used Schedule ZM - 4, attached
to this testimony, to determine where Staff’s assigned ‘Strong’ BRP and ‘Highly Leveraged’
FRP intersected in the chart.

Q. What was the basis for Emerald Pointe’s ‘Strong’ BRP?

A. It was based on Staff’s understanding of Emerald Pointe’s company-specific
circumstances with regards to Emerald Pointe’s ability to attract debt capital. This includes
the fact that Emerald Pointe relies exclusively on the owners for equity capital and willing
commercial banks for debt equity.

While admittedly subjective, Staff believed it was important to consider small water
and sewer companies’ actual experiences with attracting debt capital and the type of debt
capital when assessing how risky their business profiles may be. Staff also understands that
Emerald Pointe, at least, has the ability to take out commercial loans. This indicates that
Emerald Pointe is more appealing than an entity that has utility assets that are not even
valuable encugh to be used as collateral but, on the other hand, less appealing than an entity
that can issue debt directly to institutional investors.

Q. What was the basis for Emerald Pointe’s ‘Highly Leveraged’ FRP?

A, According to the financial risk indicators, which are based on Standard and
Poor’s Business/ Financial Risk Matrix, Staff assigned a ‘Highly Leveraged’ status due to the

exireme amount of debt represented in Emerald Pointe’s capital structure.

SMALL UTILITY RETURN ON EQUITY (ROE)YRATE OF RETURN (ROR)
METHODOLOGY

Q. In his rebuttal testimony, Mr. Robertson cites several concerns he has with
Financial Analysis’ Small Utility Return on Equity {ROE)/ Rate of Retum (ROR}

Methodology. Who was involved with the development of this methodology?
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A, The entire Financial Analysis Unit contributed to the development of this
methodology.

Q. ‘Who supervised the development of this methodology?

A, David Murray, Utility Regulatory Manager of the Financial Analysis Unit.

Q. Is Mr. Murray sponsoring testimony in this proceeding?

A. Yes. Mr. Murray is sponsoring testimony in this proceeding due to the fact
that much of Mr. Robertson’s testimony addresses his concerns about a methodology the
Financial Analysis Unit applies to all small water and sewer rate cases. Mr. Murray made the
decision to implement the current policy the Financial Analysis Unit uses for purposes of
recommending a ROR in these cases. Mr. Murray can answer any questions about the

reasons for the implementation of this methodelogy in 2010,

CONCLUSION

Q. Is a 13.26 percent ROE reasonable for Emerald Pointe?

A, Yes. While this ROE may seem high compared to Staff’s recommendations
in larger utility rate cases, it is reasonable considering the nature of risks faced by
Emerald Pointe.

Emerald Pointe is a small privately-held company. Equity interests of privately-held
utilities are not liquid and therefore, cannot be sold with relative ease in the event that the
owners want to exchange them for immediate cash, which usually is one of the imperative

factors considered by some investors.
Consequently, there are certain practical limitations to estimating the cost of capital

for such entities because they do not have a market driven cost of equity as is the case with

publicly-traded utility companies,
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Q. Is the use of hypothetical structure in cases where companies have a lopsided
or volatile capital structure considered out of the norm?

A, Definitely not.

Q. What is Staffs final and updated capital structure, ROE and ROR

recommendation for Emerald Pointe?

A Staff’s final recommendation is as follows:
10. 21 A1.719
¢} Actual capital structure with 78:28 percent debt and 2988 percent
equity,

(2}  Consolidated ROE of 13.26 percent,
{3)  Consolidated ROR of 7.71 percent.
Does this conclude your surrebuital testimony?

Yes,
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Financial Analysis Small Water and Sewer Return on Equity (ROE) Determination

Although the Financial Analysis (FA) Department’s small water and sewer (W&S) rate
case procedure had been premised on adding a range of risk premiums to the FA
Department’s cost of equity estimate in the most recent Missouri-American rate case, the
FA Department decided to revise its generic procedure to allow cost of equity estimates
for small water and sewer companies to be more responsive, current and specific than its
old procedure. The FA Department’s new procedure is based on a fairly generic risk
premium methodology. Staff will apply a “standard” risk premium to a reagonable
estimate of the current cost of debt for the subject company to arrive at an estimated cost
of equity. Because small water and sewer companies typically don’t issue debt that is
actively traded, the FA Department must rely on its estimate of the subject company’s
credit rating and then determine a recent average cost of utility debt for this rating based
on data the FA Department receives from its current source for utility debt yields,
BondsOnline. The Department then adds the “standard” risk premium to this current cost
of debt to estimate the cost of common equity. These capital costs are then applied to the
appropriate weights in the capital structure to estimate a fair and reasonable rate of return.

Recommended Formula:

Recommended Return on Common Equity = Reuters Public Utility Bond Yield average
of the past three months from BondsOnline + 3-4% risk premium.

This formula is based on the bond yield risk premium method for estimating the cost of
equity. According to the textbook Analysis of Equity Investments: Valuation (2002) by
John D. Stowe, Thomas R. Robinson, Jerald E. Pinto and Dennis W. McLeavey (used as
part of the curriculum in the Chartered Financial Analyst Program), a typical risk
premium added to the yield-to-maturity (YTM) of a2 company’s long-term debt is in the 3
to 4 percent range. For purposes of estimating the cost of common equity for Missouri’s
larger electric, gas and water utilities, FA Staff believes at least the low end of this risk
premium range is appropriate considering publicly-traded utility stocks exhibit
investment characteristics very similar to bonds. Consequently, the low end of the risk
premium estimate will be considered for companies that are not privately held or are
subsidiaries of publicly-traded parent companies. However, the high end of the risk
premium estimate may be used for privately owned small water and sewer companies
that are not considered to be marketable from an acquisition standpoint.

Estimated Bopd Rating:

In order to estimate the cost of debt for the subject company (assuming there is no current
reasonable yield on the subject company’s cost of debt), the FA Department must
estimate the credit rating of the subject company. The FA Department’s estimate of the
subject company’s credit rating will be restricted to credit ratings within the range of
*‘AAA’ to ‘B’. Because most regulated small water and sewer companies in Missouri do
not issue debt either directly or indirectly (through a parent company), they do not have a
published credit rating.  Therefore, in such cases the FA Department will use the May
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27, 2009 Standard & Poor’s ratings matrix as a guide to estimate the water and sewer
utility’s credit rating. This guide allows the FA Department to estimate a credit rating
based on an assessment of the business and financial risks of the small water and sewer
utility. Based on S&P data available for the water companies it rates, these companies
have a financial risk profile (“FRP™) no lower than “Aggressive” and business risk
profiles (“BRP”) of “Excellent.”’ Although S&P assigns an “Excelient” BRP to all of the
water and sewer companies it rates, Staff believes that due to the fact that some small
water and sewer companies have trouble receiving debt financing, this should be
considered in assigning BRPs for purposes of estimating the cost of equity for small
water and sewer companies. Staff will determine the BRP of a company by assessing the
company’s access or potential access to debt capital. If a company proves to Staff that
they cannot obtain a loan or the company can obtain a loan but has to pledge personal
agsets in order to do so, then Staff would classify the company’s BRP as *Satisfactory.”
If the company can obtain a commercial loan without having to pledge personal assets,
then Staff would classify the company as having a “Strong™ BRP. If a company or its
parent can issue debt directly to capital providers, then Staff would classify the company
as having an “Excellent” BRP. The FRP of a company will be estimated by determining
the company’s Debt/Capital ratio and comparing it to the following S&P’s benchmark
ratios:

Financial Risk Indicative Ratios (Corporates)

Debt/Capital
. (%)

Minimal less than 25
Modest 25.3%
Intermediate 35-45
Significant 45-50
Aggressive 50.60

Highly Leveraged greater than 60

Terms of Use: Copyright { ¢ ) 2009 by Standard & Poor's Financial Services LLC (S&P),
2 subsidiary of The McGraw-Hill Companies, Inc. z

S$&Ps Business and Financial Risk Profile Matrix states that the ratings indicated in each
cell of the matrix are the midpoints of a range of likely rating possibilities. This range
would ordinarily span one notch above and below the indicated rating. For example, an
“Aggressive” FRP and a “Strong” BRP is indicative of a ‘BB’ rating according to the
matrix. The ‘BB’ rating is the midpoint, meaning the suggested range would be "BB+’ to
‘BB-’. Staff will determine which indicative rating to use by evaluating the Debt/Capital
ratio. For example, an “Aggressive” FRP has a Debt/Capital ratio of 50%-60% according
to the financial risk indicative ratios. Staff would divide the 50%-60% into thirds to
represent 3 notches in the range. Therefore, using an “Aggressive” FRP and a “Strong”

t whixcellent” is considered to be the least risky of all of S&P’s business risk profiles. '
? §&P RatingsDirect, May 27, 2009, “Criteria Methodology: Business Risk/Financial Risk Matrix
Expanded” (Aftachment A).

2
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BRP as an example, the midpoint of ‘BB’ may be represented by a Debt/Capital ratio of
53.33%-56.66%, ‘BB+’ may be represented by a Debt/Capital ratio of 50.00%-53.32%
and ‘BB-’ may be represented by a Debt/Capital ratio of 56.67% - 60%.

Capital Structure Determination:

In situations in which a small water and sewer utility has debt capital in excess of 75%,
the FA Department believes it is appropriate to use a hypothetical capital structure that
limits debt to 75% of total capital. Although it could be argued that Staff should also use
a hypothetical capital structure if a company’s capital structure is not cost efficient due to
a high equity ratio, the FA Department decided not to limit the amount of equity in the
capital structure. If a company shows that its capital structure consists of more than 75%
debt, then a hypothetical capital structure of 75% debt and 25% equity will be assumed.
For all situations wherein a small water and sewer company has debt capital less than
75%, the company’s actual capital structure will be used in determining the company’s
ROR. Assuming the company’s current cost of debt is reasonable for a hypothetical
capital structure of 75% debt and 25% equity, Staff may use this current cost of debt. 1f
the company’s current cost of debt is unreasonable due to over use of leverage, Staff may
use a hypothetical cost of debt.

The FA Department will rely on the company’s financial statements to estimate the
ratemaking capital structure if these financial statements provide an accurate and reliable
representation of the capital that supports the company’s investment in the utility’s assets.
However, if a company’s rate base is not consistent with the carrying value of the assets
in the financial statements, Staff will impute the rate base number as plant and subtract
the amount of debt from rate base to estimate the amount of equity in the capital
structure.

Cost of Common Equity:

The Department recognizes that the estimation of the cost of common equity for a utility
is not an exact science. Therefore, the Department will recommend a reasonable ROE
range based on the specific circumstances of each case. For example, absent specific
circumstances, the Department usvally recommends an ROE range of no more than 100
basis points in major rate cases. Staff may recommend the higher end of its range if the
company is privately held and not marketable. Staff may recommend the low end of its
range if the water and sewer operations are owned by a larger parent company that is
publicty-traded or the company is considered to be marketable from an acquisition

perspective.
Disclaimer:

This procedure may be subject to change at any time based on Staff’s research on other
approaches to address small water and sewer ROE recommendations and the availability
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of additional and/or better resources that may allow for improvement to the determination
of appropriate rates of return for small water and sewer,

Examples:

75.00% to 100% Equity: According to Table 1 in the May 27, 2009 S&P report, this is
indicative of a “Minimal” FRP. Depending on the BRP, the benchmark credit rating .
could be anywhere from *AAA’ to “A-.

65.00% to 74.99% Equity: According to Table 1 in the May 27, 2009 S&P report, this is
indicative of a *Modest” FRP. Depending on the BRP, the benchmark credit rating
could be anywhere from ‘AA’ to ‘BBB+".

55.00% to 64.99% Equity: According to Table 1 in the May 27, 2009 S&P report, this is
indicative of a “Intermediate” FRP. Depending on the BRP, the benchmark credit rating
could be anywhere from “A’ to ‘BBB’.

30.00% to 54.99% Equity: According to Table 1 in the May 27, 2009 S&P report, this is
indicative of a “Significant” FRP. Depending on the BRP, the benchmark credit rating
could be anywhere from ‘A- to ‘BB+”,

40.00% to 49.99% Equity: According to Table 1 in the May 27, 2009 S&P report, this is
indicative of a “Aggressive” FRP. Depending on the BRP, the benchmark credit rating
could be anywhere from ‘BBB’ to *BB-’.

25.00% to 39.99% Equity: According to Table 1 in the May 27, 2009 S&P report, this is
indicative of a “Highly Leveraged” FRP. Depending on the BRP, the benchmark credit
rating could be anywhere from ‘BB-" to *B+".

Case Example for WACC Recommendation

Test year of Dec. 31, 200X for this case indicates the following regarding capital
structure:

XYZ Sewer Systems, Inc

12/31/200X
Common Stock $47,056 40%
Debt $70.,584 60%
Total Capital $117.640 100%
4
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Most of the time the amount of common stock will be broken down by par value of
common stock, other paid in capital and retained earnings. One should make sure to
include all components of common equity in this balance.

Weighted

Cost

of

Debt Issuance Amount Cost Percent Debt
N/P United Bank of Union $44,007.08 6.25% 62.34% 3.90%
N/P Jane Doe Corp. $23,276.92 5.50% 32.98% 1.81%
N/P Doe Construction, Inc. $ 3,300.00 5.50% 4.68% 0.26%
$70,584.00 100.00% 5.97%

As you can see, the weighted cost of debt is figured the same as the overall weighted cost
of capital. Based on the S&P ratings matrix the company has an “Aggressive” FRP and
based on the company’s ability to obtain a commercial loan from United Bank of Union,
the BRP is considered “Strong”. Based on Staff’s determination of an “Aggressive” FRP
and a “Strong” BRP, XYZ Sewer Systems credit profile is indicative of a ‘BB-’ rating.

Now that we have an estimated credit rating we need to determine a current yield on debt
of the same rating. Staff currently obtains such data through its subscription to
BondsOnline. Because yields can fluctuate from month-to-month, Staff believes it is
appropriate to use a 3-month average yield. Staff uses 30-year utility bond yields
because it is assumed that utility stock investors’ required returns are closely tied to
required returns for long-term bond investments.

Although the following example is only based on the debt yield for one month, May
2011, simply use the same methodology for the other two months and average the 3
yields to determine the appropriate reference yield.

Based on the methodology discussed above, the risk premium would be added to the
reference yield consistent with a ‘BB-’ rating for a 30-year bond, which 1s 4.29% +
3.71% = 8.00% (see table below). Because the company is a privately-owned enterprise
that doesn’t issue its own debt or its parent company doesn’t issue debt, you add a 4%
risk premium to arrive at a cost of equity recommendation of 12%.
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Reuters Corporate Spreads for Utilities
May 2011 Average

Aaa/AAA

28 032 37 0 89 74 &

Aai/ARE
: 32 37 47 77 79 84
3T oss ss. 8 e s
42 56 77 93 103 114
47 - 62 " 87 © 104 2109 116
57 82 97 114 119 129
820 . o7 Y1227 1190 124 159
102 122 142 149 154 179
1170 0127 014700159 164 194
Ba1l/BB+ 101 121 131 151 161 181 216
‘Ba2/BB ;. 121 - 146 ‘161 . 191.. 201 231 271
BaB/BB— 131 156 166 196 231 351 371
~BL/B+: i 166 . 171 191 271 . 286 381 441
171 201 296 371 421 511 641
B3 Y191 0 .346 0 0471, 5710 . 621° 676 761
Caa/CCC 366 471 572 636 646 761 861

'-:'ﬁ_-1._-34 2,51 . . 3.7 4.29

XYZ Sewer Systems, Inc.
Cost of Capital as of 12/31/200X
Weighted

Capital Component Amount % Capital Cost Cost

Common equity $ 47,056 40.00% 12.00% 4.80%

Long-term debt $ 70,584 60.00% 5.97% 3.58%
$117,640 100.00% 8.38%

Schedule ZM - 3 (Page 7 of 7)



Emevald Pointe Utility Company
Cane Nos. SR-2013-0016 and WR-2013.001T

Tahle 1
Busingss And Financial Risk Profike Matrbx
Business Risk Profie Financial Risk Profile

DebtCapital  Minimal  DebyCopita Modest  DebiiCapal  infermedfiste DebiCapksl  Signficant DebtCepltal Aggressive
Exvuiiont 0.833% AAA 25-2833%  AA+ 35-3833% At 45.4667% A 50-8333%  BEB+
Exoutient 833 186T% AAA 28.33- 31 47% AA 3833-4167% A AB BT - 4B M4% A. 53.33% - 38.67% BEB
Excedient 87 25% AAd 3167 -36%  AA- 4187 -45% A- 48.34 - 50% EBE+ S867% - 60% BBE.
Stronp U-B3I%  AA+ 5B Y% As 35-3833% A 45 - 48 87% BBB+ 50.B3.33% B %
Sireng 33.4867% AA 8.33-21B7% A 38,33 - £1.67% A~ 46,87 - 48.34% BBB 53.33% - §8.67% BE e T0%
S e T e L) YT L S R B R e T R e LR T L ST e B
Sattefactory D-833% A 25-28.33% A~ 35-38.33% HBB+ 45 - 48.87% BBB- 5G-53.33% BB 80-85% BB-
Satiwactory 833 16.87% A- 26.33 - 31.67% BBE: 3833 - 41.67% BBB 40,87 - 48.24% BB+ 53.33% - S5.87% HE. B55% - 70% B+
Salistnctory 16487 - 28% BBEBy MET-25% BER 41.67-45% BEB- 4834 -50% DB 55.57% - 60% K+ 71-75% B
Fair - BB~ BB+ BB BB B
Wimak - - =15 B8R [+ 8-
Vilnerable - - - B+ @ CLC+

Fingnoial Risk Indicative Ratios (Dorporates)

DebtfCaphad (%)
Winkmat jess Pyun 38
Modest 2538
hateeroncinte 3545
Significant 45-50
Aggressive 50.80
Highly Lesveraged greater than 50

Terms of Use: Copyright ( ¢ ) 2009 by Standard & Poors Financial Services LLC (S8P),
f subsiciary of The McGraw-Hill Companies, Ing.
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