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BEFORE THE 
 

PUBLIC UTILITIES COMMISSION 
 

OF RHODE ISLAND 
 
 

SUEZ WATER RHODE ISLAND, INC. )  DOCKET NO. 4800 
 

DIRECT TESTIMONY OF  
MATTHEW I. KAHAL 

I. QUALIFICATIONS 1 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 2 

A. My name is Matthew I. Kahal. I am employed as an independent consultant retained 3 

in this matter by the Division of Public Utilities and Carriers (“Division”).  My 4 

business address is 1108 Pheasant Crossing, Charlottesville, Virginia 22901. 5 

Q. PLEASE STATE YOUR EDUCATIONAL BACKGROUND. 6 

A. I hold B.A. and M.A. degrees in economics from the University of Maryland and 7 

have completed course work and examination requirements for the Ph.D. degree in 8 

economics.  My areas of academic concentration included industrial organization, 9 

economic development and econometrics. 10 

Q. WHAT IS YOUR PROFESSIONAL BACKGROUND? 11 

A. I have been employed in the area of energy, utility and telecommunications 12 

consulting for the past 35 years working on a wide range of topics. Most of my work 13 

has focused on electric utility integrated planning, plant licensing, environmental 14 

issues, mergers and financial issues. I was a co-founder of Exeter Associates, and 15 

from 1981 to 2001 I was employed at Exeter Associates as a Senior Economist and 16 

Principal. During that time, I took the lead role at Exeter in performing cost of capital 17 

and financial studies. In recent years, the focus of much of my professional work has 18 

shifted to electric utility restructuring and competition.   19 
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Prior to entering consulting, I served on the Economics Department faculties 1 

at the University of Maryland (College Park) and Montgomery College teaching 2 

courses on economic principles, development economics and business.   3 

A complete description of my professional background is provided in 4 

Appendix A. 5 

Q. HAVE YOU PREVIOUSLY TESTIFIED AS AN EXPERT WITNESS 6 

BEFORE UTILITY REGULATORY COMMISSIONS? 7 

A. Yes. I have testified before approximately two-dozen state and federal utility 8 

commissions in more than 430 separate regulatory cases. My testimony has addressed 9 

a variety of subjects including fair rate of return, resource planning, financial 10 

assessments, load forecasting, competitive restructuring, rate design, purchased power 11 

contracts, merger economics and other regulatory policy issues. These cases have 12 

involved electric, gas, water and telephone utilities. A list of these cases may be 13 

found in Appendix A, with my statement of qualifications. 14 

Q. WHAT PROFESSIONAL ACTIVITIES HAVE YOU ENGAGED IN SINCE 15 

LEAVING EXETER AS A PRINCIPAL IN 2001? 16 

A. Since 2001, I have worked on a variety of consulting assignments pertaining to 17 

electric restructuring, purchase power contracts, environmental controls, cost of 18 

capital and other regulatory issues. Current and recent clients include the U.S. 19 

Department of Justice, U.S. Air Force, U.S. Department of Energy, the Federal 20 

Energy Regulatory Commission, the Connecticut Attorney General, the Pennsylvania 21 

Office of Consumer Advocate, New Jersey Division of Rate Counsel, Rhode Island 22 

Division of Public Utilities, the Louisiana Public Service Commission, the Arkansas 23 

Public Service Commission, the Maryland Department of Natural Resources and 24 
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Energy Administration, the New Hampshire Consumer Advocate, the Ohio Consumer 1 

Counsel and certain private clients as consumers of utility services. 2 

Q. HAVE YOU PREVIOUSLY TESTIFIED BEFORE THE RHODE ISLAND 3 

COMMISSION? 4 

A. Yes.  I have testified on cost of capital and other matters before this Commission in 5 

gas, water and electric cases during the past 35 years.  A listing of those cases is 6 

provided in my attached Statement of Qualifications, Appendix A.  This includes the 7 

previous two rate cases (RIPUC Docket Nos. 4255 and 4434) for the applicant in this 8 

case, SUEZ Water Rhode Island, Inc. (“SWRI”, or “the Company”), which was 9 

previously named United Water Rhode Island, Inc.  In all such cases, my testimony 10 

was on behalf of the Division of Utilities and Carriers (“the Division”). 11 
  12 
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II.  OVERVIEW 1 

A. Summary of Recommendation 2 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS 3 

PROCEEDING? 4 

A. I have been asked by the Division to develop a recommendation concerning the fair 5 

rate of return on the water utility rate base of SWRI.  This includes both a review of 6 

the Company’s proposal concerning rate of return and the preparation of an 7 

independent study of the cost of common equity.  I am providing my recommendation 8 

to the Division for use in calculating the test year annual revenue requirement in this 9 

case.   10 

As the Commission is aware, SWRI is not an independent company, nor is it 11 

publically traded.  It is directly owned by SUEZ Water Resources, Inc. (“SWR”), 12 

which itself is a wholly-owned subsidiary of a much larger foreign company, Suez  13 

S.A., which has other water utility operations but also has extensive non-utility 14 

operations. 15 

Q. WHAT IS THE COMPANY’S RATE OF RETURN PROPOSAL IN THIS 16 

CASE? 17 

A. As presented on Exhibit HW-1, Schedule 1, page 1 of 2, the Company requests an 18 

authorized overall rate of return of 7.82 percent.  The proposed capital structure is 19 

that of parent company, SWR, at December 31, 2017.  It includes 54.19 percent 20 

common equity, 45.81 percent long-term debt and excludes short-term debt.  The 21 

filed testimony provides little explanation for this capital structure, and instead 22 

merely references Schedule 2.8(C) as the source.  The overall return includes a return 23 

on common equity (“ROE”) of 10.5 percent and is sponsored by the Company’s 24 

outside witness, Mr. Harold Walker.   25 
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The Company is requesting in this case an increase in both the equity ratio and 1 

the return on equity as compared with that approved by this Commission in its last 2 

rate case, Docket No. 4434.  In that case, the Commission approved a settlement, 3 

approved in  2014, with an equity ratio of 53.31 percent and a ROE of 9.65 percent.   4 

Q. WHY IS THE COMPANY’S PROPOSED RATEMAKING CAPITAL 5 

STRUCTURE BASED ON ITS PARENT RATHER THAN USING ITS 6 

OWN? 7 

A. SWRI is a very small company and is capitalized at 100 percent equity.  As the 8 

Company recognizes, this would be overly expensive and inappropriate capital 9 

structure for ratemaking.  By comparison, the parent capital structure is far more 10 

reasonable, and the parent is the ultimate source SWRI’s capital base.  I concur with 11 

this proposed approach.  As shown in response to Division, almost all of parent 12 

SWR’s business activity is water or waste water utility.  The use of the parent SWR 13 

consolidated capital structure for the SWRI ratemaking capital structure and cost of 14 

debt is the approach that was approved by this Commission in the Company’s last 15 

two rate cases. 16 

Q. WHAT IS YOUR RECOMMENDATION AT THIS TIME ON RATE OF 17 

RETURN? 18 

A. As summarized on Schedule MIK-1, page 1 of 1, I am recommending at this time a 19 

return on SWRI’s water utility rate base of 6.98 percent.  This includes a return on 20 

common equity (“ROE”) of 9.0 percent and a capital structure of 46.09 percent total 21 

debt (inclusive of short-term debt) and 53.91 percent common.  It includes the 22 

Company’s statement of its December 31, 2017 common equity, its claimed long-23 

term debt balance outstanding at that date and the 12-month average balance of short-24 

term debt for the period ending December 2017.  I am employing a cost of long-term 25 
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debt of 4.65 percent, which is the same as proposed by the Company, and a cost rate 1 

of short-term debt of 2.65 percent, which is the latest actual cost rate. 2 

Q. HOW DOES MR. WALKER DEVELOP HIS 10.5 PERCENT ROE 3 

RECOMMENDATION? 4 

A. Mr. Walker utilizes three cost of equity methods:  (1) Discounted Cash Flow (DCF); 5 

(2) the Risk Premium; and (3) Capital Asset Pricing Model (CAPM), with each 6 

methodology applied to a proxy group of eight publically-traded water companies.  7 

The results of these three studies average to 10.45 percent.  He also presents 8 

projections of water utility company earned ROEs (as projected by the Value Line 9 

Investment Survey)  and obtains a range of 10.5 to 14.0 percent which he suggests is 10 

supportive of his recommendation in this case.  This merely measures accounting 11 

profits, not the market-based equity return required by investors, and is not a cost of 12 

equity study.    13 

The 10.45 percent average of the three studies incorporates two adjustments or 14 

“adders”.  First, the three studies include an adder of 0.25 percent reflecting Mr. 15 

Walker’s assertion that SWRI is riskier than the proxy group (in large part due to its 16 

smaller size and lack of geographic diversification).  Absent this adder, his studies 17 

average to 10.2 percent.  Second, one of the three studies reflects a 110 basis point 18 

adder for the fact that his proxy water companies are smaller than the average 19 

publically traded company.  Absent this adjustment (which is unsupportable), his 20 

CAPM would produce a cost of equity estimate of less than 9 percent as compared to 21 

his reported result of 10 percent.  My testimony explains why these two ROE adders 22 

are unreasonable and should be rejected.  23 

Q. HOW HAVE YOU DEVELOPED YOUR 9.0 PERCENT ROE 24 

RECOMMENDATION? 25 
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A. I rely primarily on the use of the DCF model as applied to a water utility proxy group 1 

that is very similar to that used by Mr. Walker.  This produces a range of 8.6 to 9.1 2 

percent, with a midpoint of 8.85 percent.  In addition, the CAPM produces a range of 3 

6.8 to 8.9 percent, although I tend to place greater weight on the upper end of this 4 

range.  I note that the DCF has traditionally been this Commission’s preferred method 5 

for setting the ROE. 6 

In my opinion, these cost of equity results, taking into account the recent 7 

financial market trends, support the reasonableness of my 9.0 percent 8 

recommendation at this time. 9 

Q. DO YOU CONSIDER SWRI TO BE A LOW-RISK UTILITY COMPANY?  10 

A. Yes, very much so.  SWRI provides monopoly water utility service in its Rhode 11 

Island service territory, subject to the regulatory oversight of this Commission.  There 12 

is no indication of any material increase in business or financial risk relative to other 13 

water utilities in recent years.  Moreover, in this case it is my understanding that the 14 

Division supports the implementation of a Distribution Service Investment Charge 15 

(“DISC”) to provide for the prompt cost recovery of qualified ongoing investment 16 

spending, which should further enhance the Company’s already favorable business 17 

risk profile.  In Section III of my testimony I discuss the business risk attributes for 18 

the Company (i.e., specifically its parent) presented in the most recent credit rating 19 

report. 20 

Q. THE MAIN DIFFERENCE BETWEEN YOUR RECOMMENDATION 21 

AND THAT OF WITNESS WALKER IS HIS 10.5 PERCENT ROE.  IS HIS 22 

ROE FIGURE CONSISTENT WITH COST OF CAPITAL TRENDS AND 23 

CONDITIONS? 24 

A. No, it is not.  First and foremost, his recommendation is greatly overstated due to 25 



  

Direct Testimony of Matthew I. Kahal  Page 8

 

serious flaws in his cost of equity studies, arbitrary assumptions and inappropriate 1 

risk adders.  I explain these flaws in some detail in Section V of my testimony.  A 2 

properly performed water utility DCF study using relatively recent market data would 3 

support a cost of equity estimate of approximately 9.0 percent. 4 

The Company’s current-authorized ROE is 9.65 percent based on a 2014 5 

settlement.  Mr. Walker certainly has not shown any increase in business or financial 6 

risk for SWRI since 2014.  Indeed, in this case the Company proposes the 7 

implementation of a DISC cost recovery mechanism (per witness Prettyman), a 8 

regulatory mechanism that clearly is risk reducing by providing between rate case 9 

revenue support for the Company’s construction plan.  With some modifications, this 10 

is supported by the Division as noted above.  In addition, the Company proposes to 11 

increase its common equity ratio from 53 percent approved in the last case to 54 12 

percent in this case, an increase that modestly improves cash flow, credit metrics and 13 

financial risk. 14 

Based on risk considerations, the Company should lower its ROE request 15 

significantly from the current 9.65 percent, not increase it.  In addition, the utility cost 16 

of equity has trended downward since 2014 based on market forces. 17 

Q. IS THIS DOWNWARD TREND IN THE MARKET COST OF CAPITAL 18 

REFLECTED IN WATER UTILITY ROE REWARDS? 19 

A. Yes, it is based upon Regulatory Research Associates (“RRA”) rate case survey 20 

results for water utilities.  In the table below, I show the trend in utility commission 21 

water utility ROE awards and approved common equity ratios since 2011.1 22 

                                                 
1 RRA Water Advisory Major Rate Case Decision January – December 2017, (March 26, 2018); and Water 
Utility Equity Returns Trend Downward Driven by California Decisions, (RRA Regulatory Focus), April 20, 
2018.   
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  ROE   
Equity 

   Ratio   
2011 10.04% - 

2012 9.90 - 

2013 9.73 - 

2014 9.59 49.69% 

2015 9.76 50.41 

2016 9.71 50.52 

2017 9.56 47.34 

2018 (1st qtr.) 9.23 54.17 

I believe that the above table of ROE awards supports the reasonableness of 1 

my recommendation in this case.  It is also notable that the New York Public Service 2 

Commission in 2017 approved a 9.0 percent ROE for SUEZ Water New York, 3 

SWRI’s utility affiliate. 4 

The above table shows that the average water utility ROE award in 2011 was 5 

10.04 percent, but such awards have gradually declined since then, down to 9.23 6 

percent by early 2018.  Moreover, it appears that water utilities have thrived 7 

financially under these sub 10 percent ROE awards, more than satisfying investor 8 

requirements.  As documented in Mr. Walker’s testimony (see page 38), market/book 9 

ratios for the proxy group water utility companies currently average about 334 10 

percent demonstrating that investors indeed find water utilities to be very attractive 11 

investments at commission-authorized ROEs in the mid 9s or lower.  Mr. Walker’s 12 

10.5 percent ROE recommendation is out of step with this clear regulatory trend as 13 

well as market evidence. 14 

B. Capital Cost Trends 15 

Q. HAVE YOU EXAMINED GENERAL TRENDS IN CAPITAL COSTS IN 16 

RECENT YEARS? 17 

A. Yes.  I show the capital cost trends since 2001, through calendar year 2017, on page 1 18 
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of Schedule MIK-2.  Pages 2, 3, 4, 5. 6 and 7 of that schedule show monthly data for 1 

January 2007 through April 2018.  The indicators provided include the annualized 2 

inflation rate (as measured by the Consumer Price Index), ten-year Treasury note 3 

yields, 3-month Treasury bill yields and Moody’s Single A yields on long-term utility 4 

bonds.  While there is some fluctuation, these data series show a generally declining 5 

trend in capital costs.  For example, in the early part of this ten-year period utility 6 

bond yields averaged about 7 to 8 percent, with 10-year Treasury yields of 4 to 5 7 

percent.  By 2016, Single A utility bond yields had fallen to an average of 3.9 percent, 8 

with ten-year Treasury yields declining to an average of 1.8 percent.  During most of 9 

2017, yields on long-term debt remained reasonably close to those historic lows.   10 

As shown on Schedule MIK-2, for the time period 2009 through 2015, short-11 

term Treasury rates have been close to zero, with three-month Treasury bills 12 

averaging about 0.1 percent.  These extraordinarily low rates (which are also reflected 13 

in non-Treasury debt instruments) were the result of an intentional policy of the 14 

Federal Reserve Board of Governors (“the Fed”) to make liquidity available to the 15 

U.S. economy and to promote economic activity.  Note that by law, the Fed must 16 

implement a policy referred to as the “dual mandate”, simultaneously promoting price 17 

stability and maximum employment for the U.S. economy.   18 

The Fed has also sought to exert downward pressure on long-term interest 19 

rates through its policy of “quantitative easing,” although that program effectively 20 

ended in 2015, with the Fed announcing the phasing out of that program in October 21 

2014.  This policy involved the purchase by the Fed of long-term financial assets in 22 

the form of Treasury bonds and federal agency long-term debt (i.e., mortgage bonds).  23 

This policy has resulted in an increase over a period of several years in the Fed’s 24 

balance sheet from less than $1 trillion to over $4 trillion at the conclusion of that 25 
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program and today.  Quantitative easing was intended to support economic recovery 1 

by lowering the cost of capital and encouraging credit expansion.   2 

Q. ARE THERE FORCES THAT HAVE CONTRIBUTED TO LOW 3 

INTEREST RATES OTHER THAN FED POLICY? 4 

A. Yes.  While the decline in short-term rates to near zero in recent years is largely 5 

attributable to Fed policy decisions, the behavior of long-term rates reflects more 6 

fundamental economic forces as well as Fed policy.  Factors that drive down long-7 

term bond interest rates include the past weakness of the U.S. and global macro 8 

economy, the inflation outlook and even international events.  A weak or only 9 

moderately growing economy exerts downward pressure on interest rates and capital 10 

costs generally because the demand for capital is low and inflationary pressures are 11 

lacking.  While inflation measures can fluctuate from month to month, long-term 12 

inflation rate expectations presently remain quite low.  The Fed has employed a long-13 

term inflation target of 2.0 percent, and inflation generally has been below or close to 14 

that target, as have the market’s inflationary expectations.   15 

Q. DO LOW LONG-TERM INTEREST RATES IMPLY A LOW COST OF 16 

EQUITY FOR UTILITIES? 17 

A. In a very general sense and over time that is normally the case, although the utility 18 

cost of equity and cost of debt need not move together in lock step or necessarily in 19 

the short run.  The economic forces mentioned above that lead to lower interest rates 20 

also tend to exert downward pressure on the utility cost of equity.  After all, many 21 

investors tend to view utility stocks and bonds as alternative investment vehicles for 22 

portfolio allocation purposes, and in that sense utility stocks and long-term bonds are 23 

related by market forces. 24 

Q. HAS THE FED PROVIDED MORE RECENT INFORMATION ON ITS  25 



  

Direct Testimony of Matthew I. Kahal  Page 12

 

POLICY DIRECTION?   1 

A. Yes, it has. Due to positive progress in strengthening labor markets (the U.S. 2 

unemployment rate has been gradually declining to 4.1 percent), improvements in 3 

economic growth in the near term, and inflation moving up modestly closer toward 4 

the 2 percent target, the Fed has moved away from near zero interest rates to a broad 5 

policy of monetary “normalization”, beginning in late 2015 and continuing to the 6 

present day.  This consists of a series of increases in short-term interest rates and the 7 

unwinding of quantitative easing (i.e., very gradually reducing the Fed’s holdings of 8 

long-term Treasury and agency debt).  This policy shift has been recently affirmed in 9 

the Fed’s semi-annual February 2018  Monetary Policy Report to Congress and its 10 

press release following the March 23, 2018 meeting of the Federal Open Market 11 

Committee (“FOMC”) at which it raised short-term interest rates to a range of 1.5- 12 

1.75 percent.  Fed and FOMC statements make clear that despite the change to a 13 

policy of normalization, monetary policy remains “accommodative” with changes 14 

being gradual.  This position and the level of short-term interest rates was reaffirmed 15 

at the FOMC’s most recent meeting and policy statement of May 2, 2018. 16 

As a result of Fed policy, as well as conditions in U.S. and global capital 17 

markets, in 2017 long-term interest rates remained extremely low (though slightly 18 

higher than the historic lows of 2016), and the stock market flourished.  Utility stocks 19 

also performed well in most of 2017 despite the gradual firming of short-term and 20 

long-term interest rates in the last half of the year. 21 

Q. HAS THE PATTERN BEEN SIMILAR FOR EQUITY MARKETS IN 2018? 22 

A. While January 2018 was a strong month for the stock market (due to the corporate 23 

earnings benefit of the Tax Cut and Jobs Act enacted in December 2017 and a 24 

strengthening economy), the past few months as of this writing have seen extreme 25 
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stock market volatility and further gradual increases in interest rates.  Although short-1 

term fluctuations in the stock market are always difficult to interpret, it may be due to 2 

a combination of risks of further interest rate increases, rising federal budget deficits 3 

(due to both the tax cut bill and Congressional budget decisions) and concerns over 4 

international trade policy changes.   5 

Despite this capital market instability, the cost of capital remains quite low by 6 

historical standards.  In particular, the yield on 30-year Treasury bonds (the 7 

benchmark used by both Mr. Walker and myself) in recent weeks has remained at 3.1 8 

to 3.2 percent, which is only about 0.1 to 0.2 percent above the levels prevailing in 9 

the six months ending April 2018.  (Please see page 2 of Schedule MIK-5 for the six 10 

month average.)  The cost of long-term debt for single A rated utilities (such as SWR 11 

for secured debt) has also risen slightly but remains close to or slightly above 4.0 12 

percent.      13 

Q. HAVE YOU BEEN ABLE TO INCORPORATE THESE RECENT 14 

CHANGES IN FINANCIAL MARKETS INTO YOUR COST OF CAPITAL 15 

ANALYSIS IN THIS CASE? 16 

A. Yes, to a large extent but not completely.  Following my past practice, I have based 17 

my DCF analysis on market data from the six months ending April 2018.  Thus, 18 

strictly speaking my analysis measures the utility cost of capital during that recent 19 

time period.  Therefore, it does not measure the changes in the cost of capital since 20 

April 2018.  As discussed above, markets have been extremely volatile since the 21 

beginning of 2018, and there is evidence of at least a modest increase in the cost of 22 

capital during 2018.  However, for the water companies, this effect of overall market 23 

volatility and the upward drift in interest rates appears to be moderate.  For example, 24 

my calculation of water utility dividend yields does not show a significant increase 25 
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(meaning declining share prices) during the six months ending April 2018.  I have 1 

taken these early 2018 capital cost trends into account by recommending an ROE 2 

award  of 9.0 percent, a figure slightly above my DCF water utility midpoint result 3 

and close to the upper end of my CAPM results.     4 

I consider the uncertainty and instability in capital markets since the 5 

beginning of this year to be an important issue at this time for rate of return 6 

determination purposes in this case.  Consequently, I intend to revisit this issue at the 7 

time of my surrebuttal testimony later this Summer based on available evidence at 8 

that time.    9 

C. Overview of Testimony 10 

Q. HOW HAVE YOU ORGANIZED THE REMAINDER OF YOUR 11 

TESTIMONY? 12 

A. Section III of my testimony presents my adjustments to the capital structure and cost 13 

of debt recommended in this case by the Company.  Section IV presents my cost of 14 

equity studies which are based on the DCF method, with the application of the CAPM 15 

providing a comparison and corroboration.  Finally, Section V is my review of 16 

Mr. Walker’s cost of equity studies, risk adjustments and why his 10.5 percent ROE 17 

recommendation is unreasonable and unrealistic. 18 
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III.  CAPITAL STRUCTURE AND OVERALL RISK 1 

A. Capital Structure 2 

Q. WHAT CAPITAL STRUCTURE IS THE COMPANY UTILIZING IN THIS 3 

CASE?  4 

A. The requested capital structure in this case is based on parent company SUEZ Water 5 

Resouces, Inc. (“SWR”) capitalization data at December 31, 2017.  As noted earlier, 6 

this is a reasonable approach since SWRI issues no debt and relies upon its parent for 7 

all of its external capital.  This was the same approach to capital structure as approved 8 

in the Company’s last base rate cases in 2011 and 2014.  The rationale for this 9 

approach is explained in Mr. Walker’s testimony, and I find his explanation to be 10 

reasonable.   11 

Q. DO YOU AGREE WITH THE PROPOSED CAPITAL STRUCTURE IN 12 

THIS CASE?   13 

A. No, not entirely.  SWR over time has utilized a significant amount of short-term debt 14 

to fund its operations, but SWRI omits that debt from its requested ratemaking capital 15 

structure.  Division 5-8 asks for an explanation as to why short-term debt was omitted 16 

and Commission precedents supporting the omission.  The response indicates that 17 

short-term debt is used for interim funding of capital projects and for working capital 18 

needs, and the response claims that it is eventually replaced by permanent debt or 19 

equity financing.  No Commission precedents were cited in the data response to 20 

support the omission.  In fact, Mr. Walker states that he specifically did not consider 21 

the Commission’s past treatment of this issue. 22 

Q. WHY DO YOU BELIEVE SHORT-TERM DEBT SHOULD BE 23 

INCLUDED IN CAPITAL STRUCTURE?  24 

A. It is appropriate because it helps to finance the Company’s operations, and it is the 25 
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least expensive form of investor-supplied capital.  Although short-term debt usage 1 

does over time fluctuate, it is clearly recurring and is a part of SWR’s normal 2 

financing practices.  I certainly expect that short-term debt will continue to be used on 3 

an ongoing basis after the conclusion of this rate case.   4 

I also note that the omission of short-term debt is contrary to Commission 5 

precedent and normal practice, both for this Company and utilities in general.  In the 6 

2011 and 2014 rate cases, resolved by settlement, the Commission approved   7 

settlements that included short-term debt in capital structure based on a 12-month 8 

average of parent company actual balances – 4.0 percent and 0.6 percent of total 9 

capital in those two cases.  No reason has been cited in testimony or data responses 10 

for departing from this past and long-standing practice.  11 

Q. HOW HAVE YOU REFLECTED SHORT-TERM DEBT? 12 

A. In recognition of the fact that short-term debt fluctuates over time, I have utilized a 13 

12-month average for the period ending December 2017.  (Response to Division 5-2)  14 

This averages $10.8 million, or 0.52 percent of capitalization.  The cost rate on short-15 

term debt is 2.65 percent, which is the latest cost rate provided by the Company in 16 

response to Division 5-2, as of February 2018.   17 

Q. DO YOU HAVE ANY ADJUSTMENTS TO THE COMPANY’S 18 

PROPOSED EQUITY AND LONG-TERM DEBT BALANCES?   19 

A. No, not at this time.  Those balances are based on actual capitalization data at 20 

December 31, 2017, and I have no reason to believe that they are unrepresentative of 21 

SWR financing going forward.  I note that the Company issued new long-term debt in 22 

January 2018 (to replace older, higher cost debt) and that new debt is included for 23 

capital structure and cost of debt purposes.  In my opinion, this inclusion is 24 

appropriate.   25 
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Q. WITH YOUR ADJUSTMENT TO ADD 2017 SHORT-TERM DEBT, 1 

WHAT IS YOUR RECOMMENDED CAPITAL STRUCTURE?   2 

A. As shown on page 1 of Schedule MIK-1, I am recommending a capital structure of 3 

45.57 percent long-term debt, 0.52 percent short-term debt and 53.91 percent 4 

common equity.  This capital structure is appropriate for ratemaking and is fair to the 5 

Company.  As noted, it provides an increase in the equity ratio cushion as compared 6 

to the Commission-approved capital structure in the last case. 7 

B. Cost of Debt 8 

Q. HAVE YOU ACCEPTED THE COMPANY’S PROPOSED EMBEDDED 9 

COST OF DEBT? 10 

A. Yes.  The Company’s response to Division 5-5 documents an embedded cost of long-11 

term debt at December 2017 (adjusted to account for the new debt issuances in 12 

January 2018) of 4.65 percent.  This is far lower than in the 2011 and 2014 rate cases 13 

reflecting the declining trend in the cost of capital discussed in the Section II of my 14 

testimony.  I have reviewed this calculation and find it to be reasonable.   15 

C. SWRI’s Business Risk 16 

Q. DOES MR. WALKER DISCUSS THE RISKS ASSOCIATED WITH 17 

SWRI’S REGULATED UTILITY OPERATIONS? 18 

A. Yes.  His testimony discusses generic water utility industry risk factors, most 19 

prominently the capital investments needed to comply with the Safe Drinking Water 20 

Act. More importantly, his testimony discusses risk factors specific to the Company 21 

as compared to his water utility industry group. His testimony discusses firm size and 22 

the Company’s large capital spend requirements and depreciation rate as compared to 23 

the proxy water utility industry group.  Based on this comparison, he concludes that 24 

SWRI is riskier than the group, meriting a risk adder of 0.25 percent to the authorized 25 
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ROE.   In Section V of my testimony, I discuss why the argument concerning size as 1 

a risk disadvantage for SWRI is incorrect and should be disregarded. 2 

Q. DOES MR. WALKER ASSERT THAT ANY SIGNIFICANT CHANGES 3 

HAVE OCCURRED IN SWRI’S RISK PROFILE SINCE ITS LAST RATE 4 

CASE?   5 

A. No, there is no evidence presented that would indicate a material change in the 6 

Company’s investment risk since its last rate case.  In fact, there are two major 7 

changes that would argue against any finding of increased risk from the last case (or 8 

increased risk relative to the proxy utility industry group).  First, both the Company 9 

and the Division support (in some form) the introduction of a DISC mechanism to 10 

support ongoing capital investment and timely cost recovery.  Second, both Mr. 11 

Walker and I are supporting an increase in the equity ratio as compared to the last 12 

case, about 54 percent.  Please note that I have shown in Section II of my testimony 13 

that water utility approved equity ratios for ratemaking are generally lower than this 14 

54 percent – on average closer to 50 percent.  I believe that these two changes from 15 

the last case would argue strongly against the inclusion of the 25 basis point risk 16 

adder proposed by Mr. Walker.   17 

Q. IS SWRI AN INDEPENDENT WATER COMPANY? 18 

A. No, it is not.  SWRI is a wholly-owned subsidiary of SWR, a holding company that 19 

owns numerous water utility companies across the United States.  The ultimate parent 20 

of both UWRI and UWW is the massive French company, Suez SA, which has 21 

extensive non utility operations.  Due to these complex holding company 22 

arrangements, there is no market data available for SWRI.  Instead, the Company 23 

receives equity infusions from time to time from its parent.   24 

Q. IS SWRI RATED BY MAJOR CREDIT RATING AGENCIES? 25 
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A. No, but its parent, SWR, is rated and in response to Division 5-4 the Company 1 

supplied the most recent credit rating report from Standard & Poors (“S&P”).  It is 2 

my understanding that SWR is also rated by Moody’s, but no recent credit rating 3 

report from Moody’s is available.  SWR is rated by S&P as A- (“Stable”), based on 4 

the most recent report dated August 8, 2017.  Please note that S&P generally 5 

considers water utilities to have low business risk, lumping together water utilities 6 

with gas distribution and electric distribution utility companies.   7 

Q. WHAT IS THE CREDIT RATING AGENCY ASSESSMENT OF THE 8 

COMPANY’S BUSINESS RISK? 9 

A. S&P in its most recent report has a generally favorable view of SWR rating its 10 

business risk profile as “Excellent”.  This Excellent rating is based on SWR’s “lower-11 

risk and rate regulated water distribution business”; the effective management of 12 

regulatory risk (e.g., the use of DISC type mechanisms); large customer base and 13 

geographic diversity.  In my opinion SWRI contributes to this Excellent business risk 14 

profile.   15 

Q. IS AN UPWARD RISK ADJUSTMENT TO THE ROE JUSTIFIED FOR 16 

SWRI, AS PROPOSED BY MR. WALKER?  17 

A. No, it is not.  His risk adjustment of 0.25 percent relative to the proxy group baseline 18 

cost of equity is not warranted.  I explain this issue further in Section V of my 19 

testimony 20 

 21 
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IV.  COST OF COMMON EQUITY 1 

A. Using the DCF Model 2 

Q. WHAT STANDARD ARE YOU USING TO DEVELOP YOUR RETURN 3 

ON EQUITY RECOMMENDATION? 4 

A. As a general matter, the ratemaking process is designed to provide the utility an 5 

opportunity to recover its (prudently-incurred) costs of providing utility service to its 6 

customers, including the reasonable costs of financing its (used and useful) 7 

investment.  Consistent with this “cost-based” approach, the fair and appropriate 8 

return on equity award for a utility is its cost of equity.  The utility’s cost of equity is 9 

the return required by investors (i.e., the “market return”) to acquire or hold that 10 

company’s common stock.  A return award greater than the market return would be 11 

excessive and would overcharge customers for utility service.  Similarly, an 12 

insufficient return could unduly weaken the utility and impair incentives to invest.   13 

Although the concept of the cost of equity may be precisely stated, its 14 

quantification poses challenges to regulators.  The market cost of equity, unlike most 15 

other utility costs, cannot be directly observed (i.e., investors do not directly, 16 

unambiguously state their return requirements), and it therefore must be estimated 17 

using analytic techniques.  The DCF model is one such prominent technique familiar 18 

to analysts, this Commission and other utility regulators. 19 

Q. IS THE COST OF EQUITY A FAIR RETURN AWARD FOR THE 20 

UTILITY AND ITS CUSTOMERS? 21 

A. Generally speaking, I believe it is.  A return award commensurate with the cost of 22 

equity generally provides fair and reasonable compensation to utility investors and 23 

normally should allow efficient utility management to successfully finance its 24 

operations on reasonable terms.  Certainly, this has been the case for Rhode Island 25 
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utilities based on the equity returns granted by the Commission in recent years.  1 

Setting the return on equity equal to a reasonable estimate of the cost of equity also is 2 

generally fair to ratepayers. 3 

I recognize that there can be exceptions to this general rule.  For example, in 4 

some instances, utilities have sought rate of return adders as a reward for asserted 5 

good management performance.  In this case, it does not appear that the Company is 6 

making an explicit request for a performance adder, and therefore the issue is one of 7 

measuring the cost of equity, not whether a properly measured cost of equity is fair 8 

return. 9 

Q. WHAT DETERMINES A COMPANY’S COST OF EQUITY? 10 

A. It should be understood that the cost of equity is essentially a market price, and as 11 

such, it is ultimately determined by the forces of supply and demand operating in 12 

financial markets.  In that regard, there are two key factors that determine this price.  13 

First, a company’s cost of equity is determined by the fundamental conditions in 14 

capital markets (e.g., outlook for inflation, monetary policy, changes in investor 15 

behavior, investor asset preferences, the general business environment, etc.).  The 16 

second factor (or set of factors) is the business and financial risks of the Company in 17 

question.  For example, the fact that a utility company effectively operates as a 18 

regulated monopoly, dedicated to providing an essential service (in this case water 19 

utility service), typically would imply very low business risk and therefore a 20 

relatively low cost of equity.  SWRI/SWR’s relatively strong balance sheet and the 21 

favorable assessment by credit rating agencies (i.e., S&P) also contribute to its 22 

relatively low cost of equity. 23 

Q. DOES MR. WALKER INCORPORATE THESE PRINCIPLES IN HIS 24 

TESTIMONY? 25 
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A. In general, I believe he attempts to incorporate these principles in conducting his DCF 1 

and to some extent his CAPM analyses.  However, it is not clear that the Risk 2 

Premium study (which is based entirely on historical data) does so, and his reference 3 

to projected accounting earnings has nothing to do with the market cost of capital.  4 

The latter merely reflects one source’s view of potential future accounting returns. 5 

Q. WHAT METHODS ARE YOU USING IN THIS CASE? 6 

A. I employ both the DCF and CAPM models, applied to a proxy group of water utility 7 

companies.  However, for reasons discussed in my testimony, I emphasize the DCF 8 

model results in formulating my recommendation.  It has been my experience that 9 

most utility regulatory commissions (federal and state), including Rhode Island, 10 

heavily emphasize the use of the DCF model to determine the cost of equity and 11 

setting the fair return.  As a check (and partly to respond to Mr. Walker), I also 12 

perform a CAPM study which also is based on the proxy group companies used in my 13 

testimony. 14 

Q. PLEASE DESCRIBE THE DCF MODEL. 15 

A. As mentioned, this model has been widely relied upon by the regulatory community, 16 

including this Commission.  Its widespread acceptance among regulators is due to the 17 

fact that the model is market-based and is derived from standard economic/financial 18 

theory.  The model is also transparent and understandable to regulators.  I do not 19 

believe that an obscure or highly arcane model would receive the same degree of 20 

regulatory acceptance. 21 

The theory begins by recognizing that any publicly-traded common stock 22 

(utility or otherwise) will sell at a price reflecting the discounted stream of cash flows 23 

expected by investors.  The objective is to estimate that discount rate. 24 
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Using certain simplifying assumptions (that I believe are generally reasonable 1 

for utilities), the DCF model for dividend paying stocks can be distilled down as 2 

follows: 3 

Ke = (Do/Po) (1 + 0.5g) + g, where: 4 

Ke = cost of equity; 5 

Do = the current annualized dividend; 6 

Po = stock price at the current time; and 7 

g = the long-term annualized dividend growth rate. 8 

This is referred to as the constant growth DCF model, because for 9 

mathematical simplicity it is assumed that the growth rate is constant for an 10 

indefinitely long time period.  While this assumption may be unrealistic (or not fully 11 

realistic) in many cases, for traditional utilities (which tend to be more stable than 12 

most unregulated companies) the assumption generally is reasonable, particularly 13 

when applied to a group of companies. 14 

Q. HOW HAVE YOU APPLIED THIS MODEL? 15 

A. Strictly speaking, the model can be applied only to publicly-traded companies, i.e., 16 

companies whose market prices (and therefore market valuations) are transparently 17 

revealed.  Consequently, the model cannot be applied to SWRI, which is a wholly-18 

owned subsidiary of SWR parent (and indirectly by Suez Environnement SA), and 19 

therefore a market proxy is needed.  In theory, Suez SA could serve as that market 20 

proxy, but given its extensive international and non-utility operations, that would not 21 

be reasonable.  More importantly, I am reluctant to rely upon a single-company DCF 22 

study (nor does Mr. Walker), although in theory that approach could be used.   23 

In any case, I believe that an appropriately selected proxy group (preferably 24 

one reasonable in size) is likely to be more reliable than a single company study.  25 
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This is because there is “noise” or fluctuations in stock price (or other) data that 1 

cannot always be readily accounted for in a simple DCF study.  The use of an 2 

appropriate and robust proxy group helps to allow such “data anomalies” to cancel 3 

out in the averaging process.  4 

For the same reason, I prefer to use market data that are relatively current but 5 

averaged over a period of several months (i.e., six months) rather than purely relying 6 

upon “spot” market data.  It is important to recall that this is not an academic exercise 7 

but involves the setting of “permanent” utility rates that are likely to be in effect for 8 

several years.  The practice of averaging market data over a period of several months 9 

can add stability to the results. 10 

Q. ARE YOU EMPLOYING THE DCF MODEL USING A WATER UTILITY 11 

PROXY GROUP? 12 

A. I am using a proxy group that consists of the eight companies included in the Value 13 

Line Water Industry Group.  Mr. Walker uses an identical proxy group of water 14 

utility companies as listed on page 11 of his testimony.  His criteria for selection 15 

include (1) coverage by multiple security analysts for five year projections of 16 

earnings; (2) inclusion in the water utility classification; (3) not the subject of an 17 

acquisition; (4) pay a current quarterly dividend with no dividend reduction within the 18 

last four years; and (5) market capitalization greater than $75 million.  These criteria 19 

for selection are generally reasonable and would omit small water companies that 20 

may have publicly-traded stock. Since both Mr. Walker and I are using an identical 21 

proxy group of water utility companies, this eliminates sample selection as a potential 22 

issue in this case. 23 

B. DCF Study Using the Proxy Group Water Utility Companies 24 

Q. HOW DID YOU SELECT YOUR WATER PROXY GROUP IN THIS 25 
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CASE? 1 

A. I am basing my first DCF study on the large group of publicly-traded companies 2 

classified by the Value Line Investment Survey as water utility companies.    These 3 

eight proxy companies are listed on Schedule MIK-3, page 1 of 1, along with several 4 

risk indicators.  Since this proxy group is identical to that selected by Mr. Walker, our 5 

DCF study results can be directly compared.   6 

It should be noted that although the proxy water companies are primarily 7 

regulated utilities, some also have some non-regulated operations that may be 8 

perceived as riskier than utility operations (e.g., contract water services).  I make no 9 

specific adjustment to the DCF cost of capital results or my final recommendation for 10 

those potentially riskier non-regulated operations.  Overall, the non-utility operations 11 

for these companies are relatively minor.   12 

There is one notable complication associated with this otherwise 13 

straightforward proxy group.  Two of the proxy companies, Connecticut Water 14 

Service and SJW Group, have recently announced a planned merger with the 15 

announcement made public in mid-March 2018, subsequent to Mr. Walker’s 16 

testimony.  While this has been described as a “merger of equals”, it appears that 17 

Connecticut Water is actually the company being acquired.  One could argue that this 18 

should result in the removal of these two companies from the proxy group, but doing 19 

so would shrink the already relatively small group from eight to six companies.    I 20 

have reviewed the market price data for the two companies, and it appears that this 21 

transaction – coming near the end of my six months of market data – has a negligible 22 

effect on the DCF results.  The SJW dividend yield (i.e., share price) for March and 23 

April appears relatively unaffected, and the Connecticut Water dividend yield does go 24 

down in those two months.  However, the overall effect on the proxy group six month 25 
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average dividend yield is very minor, less than 0.1 percent.  For that reason, I 1 

continue to include both companies in my cost of equity analyses.  The reasonable 2 

alternative would be either to remove both companies from the proxy group or 3 

remove the March/April dividend yields.  But doing so would not materially change 4 

the results. 5 

Q. HAVE EITHER YOU OR MR. WALKER PROPOSED A SPECIFIC RISK 6 

ADJUSTMENT TO THE COST OF EQUITY BETWEEN THE PROXY 7 

COMPANIES AND SWRI? 8 

A. Yes, Mr. Walker includes a significant 0.25 percent risk adjustment for size and other 9 

financial factors, such as capital spending.  Mr. Walker does not have a clear 10 

explanation regarding how that risk adjustment was calculated although he seems to 11 

link it to credit ratings.  SWRI, of course, is not rated, but its parent is Single A rated, 12 

so this adjustment seems inappropriate.  Moreover, Mr. Walker seems to ignore the 13 

DISC proposal in this case which would further reduce SWRI’s already low risk.  I do 14 

not include an explicit risk adjustment, but my final recommendation of 9.0 percent 15 

does slightly exceed my water utility DCF and CAPM results. 16 

Q. HOW HAVE YOU APPLIED THE DCF MODEL TO THIS GROUP? 17 

A. I have elected to use a six-month time period to measure the dividend yield 18 

component (Do/Po) of the DCF formula.  Using the share price data and quarterly 19 

dividend payments published by YahooFinance!, I calculated the month-ending 20 

dividend yields for each of the six months ending April 2018, the most recent data 21 

available to me as of this writing.  The last half of this six month period reflects a 22 

time period of stock market volatility and an upward drift in interest rates, and those 23 

conditions are reflected in my DCF study. 24 



  

Direct Testimony of Matthew I. Kahal  Page 27

 

I show these dividend yield data on page 2 of Schedule MIK-4 for each month 1 

and each proxy company, November 2017 through April 2018.  Over this six-month 2 

period the proxy group average dividend yields were relatively stable, ranging from a 3 

low of 1.83 percent in November 2017 to 2.21 percent in February 2018, averaging 4 

2.02 percent for the full six months.  Please note that had I excluded Connecticut 5 

Water and SJW due to the merger the proxy group dividend yield would be slightly 6 

higher, 2.04 percent, which is a negligible difference.  Alternatively, had I eliminated 7 

the March and April dividend yield figures for those two companies, my proxy group 8 

six month average would be 2.03 percent.  This supports retaining the two companies 9 

in the proxy group despite the merger.  I note that Mr. Walker for DCF purposes is 10 

using a very similar dividend yield of 2.1 percent based on 2017 market data. 11 

For DCF purposes and at this time, I am using a proxy group dividend yield of 12 

3.33 percent. 13 

Q. IS 2.02 PERCENT YOUR FINAL DIVIDEND YIELD? 14 

A. Not quite.  Strictly speaking, the dividend yield used in the model should be the value 15 

the investor expects to receive over the next 12 months.  Using the standard “half 16 

year” growth rate adjustment technique, the DCF adjusted yield becomes 2.1 percent.  17 

This is based on assuming that half of a year growth is 3.5 percent (i.e., a full year 18 

growth is 7.0 percent). 19 

Q. DOES MR. WALKER EMPLOY THE SAME GROWTH RATE 20 

ADJUSTMENT? 21 

A. I understand that Mr. Walker also employs this standard half year growth adjustment 22 

to the measured dividend yield.  However, he does not employ six-month average of 23 

market data and instead uses the average for November 2017 (a single month) and the 24 

12 months ending November 2017.  Given the relative stability of market data for this 25 
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group, his approach does not appear to produce a significantly different result than 1 

using my more recent six-month average. 2 

Q. HOW HAVE YOU DEVELOPED YOUR GROWTH RATE COMPONENT? 3 

A. Unlike the dividend yield, the investor growth rate cannot be directly observed but 4 

instead must be inferred through a review of available evidence.  The growth rate in 5 

question is the long-run dividend per share growth rate, but analysts frequently use 6 

earnings growth as a proxy for (long-term) dividend growth.  This is because in the 7 

long-run earnings are the ultimate source of dividend payments to shareholders, and 8 

this is likely to be particularly true for a large group of utility companies. 9 

One possible approach is to examine historical growth as a guide to investor 10 

expected future growth, for example the recent five-year or ten-year growth in 11 

earnings, dividends and book value per share.  However, my experience with utilities 12 

in recent years is that these historic measures have been very volatile and are not 13 

reliable as prospective measures.  This is due in part to extensive corporate or 14 

financial restructuring, particularly in the electric industry.  I note that Mr. Walker 15 

cites to historical data but prefers instead to use projections published by analysts as 16 

an indicator of long-term growth for water companies for DCF purposes.  The DCF 17 

growth rate should be prospective, and one useful source of information on 18 

prospective growth is the projections of earnings per share (typically five years) 19 

prepared by securities analysts.  It appears that Mr. Walker places exclusive weight 20 

on this information for his water group, and I agree that it warrants substantial 21 

emphasis.   22 

Q. PLEASE DESCRIBE THE ANALYST EARNINGS GROWTH RATE 23 

EVIDENCE.   24 
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A. Schedule MIK-4, page 3 presents five available and well-known public sources of 1 

projected earnings growth rates.  Four of these five sources – YahooFinance!, Zacks, 2 

Reuters and CNNfn -- provide averages from securities analyst surveys conducted by 3 

or for these organizations (typically they report the mean or median value).  The fifth, 4 

Value Line, is that organization’s own estimates and is available publicly on a 5 

subscription basis.  Value Line publishes its own projections using annual average 6 

earnings per share for a base period of 2015-2017 compared to the annual average for 7 

the forecast period of 2021-2023.   8 

As this schedule shows, the growth rates for individual companies vary 9 

somewhat among the five sources.  These proxy group averages are 6.5 percent for 10 

CNNfn, 6.8 percent for YahooFinance!, 6.12 percent for Zacks, 7.2 percent for 11 

Reuters and 7.5 percent for Value Line.  Thus, the range of growth rates among the 12 

five sources is 6.5 to 7.5 percent.  The average of these five sources is 6.9 percent, 13 

and I have used these results (along with other evidence) in obtaining a reasonable 14 

range of 6.5 to 7.0 percent.   15 

Q. IS THERE ANY OTHER EVIDENCE THAT SHOULD BE CONSIDERED?   16 

A. Yes.  There are a number of reasons why investor expectations of long-run growth 17 

could differ from the limited, five-year earnings projections prepared by securities 18 

analysts.  Consequently, while securities analyst estimates should be considered and 19 

given significant weight, these growth rates should be subject to a reasonableness test 20 

and corroboration, to the extent feasible.   21 

On Schedule MIK-4, page 4 of 4, I have compiled three other measures of 22 

growth published by Value Line, i.e., growth rates of dividends and book value per 23 

share and long-run retained earnings growth.  (Retained earnings growth reflects the 24 

growth over time one would expect from the reinvestment of retained earnings, i.e., 25 
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earnings not paid out as dividends.)    As shown on this schedule, these growth 1 

measures for the five large companies tend to be similar to or less than analyst growth 2 

projections.  Dividend growth averages 7.5 percent, book value growth averages 4.3 3 

percent, and earnings retention growth averages 5.6 percent.   4 

This Commission in the past has favored the use of earnings retention growth 5 

(often referred to as “sustainable growth”), which Value Line indicates to be 5.6 6 

percent.  However, at least in theory, the sustainable growth rate also should include 7 

“an adder” to reflect potential future earnings growth from issuing new common 8 

stock at prices above book value (referred to as “external growth” or the “s x v” 9 

factor).  In practice, this is difficult to estimate since future stock issuances of 10 

companies over the long-term are an unknown.  Nonetheless, I have estimated this 11 

“external growth” factor using Value Line projections for these eight companies of 12 

the growth rate (through 2021-2023) in shares outstanding, along with the current 13 

stock price premium over book value.  This is a common method for calculating the 14 

external growth factor.  For these eight companies, external growth calculated in this 15 

manner averages about 1.2 percent.  The sum of “internal” or earnings retention 16 

growth (i.e., 5.6 percent) and “external” growth (i.e., 1.2 percent) is 6.8 percent. 17 

Give this estimate of 6.8 percent for the sustainable growth rate and 18 

6.9 percent for analyst earnings projections, a reasonable growth rate range is 19 

6.5 to 7.0 percent to appropriately reflect uncertainty. 20 

Q. WHAT IS YOUR DCF CONCLUSION? 21 

A. I summarize my DCF analysis on page 1 of Schedule MIK-4.  The adjusted dividend 22 

yield for the six months ending April 2017 is 2.1 percent for this group.  Available 23 

evidence would support a long-run growth rate in the range of approximately 6.5 to 24 

7.0  percent, as explained above.  Summing the adjusted yield and growth rate range 25 
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produces a total return of 8.6 to 9.1 percent, and a midpoint result of 8.85 percent.  In 1 

this instance, both reliance on security analyst growth rates and the Value Line based 2 

earnings retention growth rate analysis seem to produce relatively consistent growth 3 

rate estimates going forward for the water utility proxy group. 4 

Q. DO YOU INCLUDE AN ADJUSTMENT FOR FLOTATION EXPENSE? 5 

A. A company can incur flotation expenses when engaging in a public issuance of 6 

common stock to support its growth in investment.  It might choose to do so and incur 7 

this cost if retained earnings growth (and other capital sources such as dividend 8 

reinvestment programs) are insufficient to provide the needed equity capitalization.  9 

A public issuance typically involves significant underwriting fees and other 10 

administrative expenses, which the utility may seek to recover as a cost of equity 11 

adder.   12 

In this case, Mr. Walker has provided no data on flotation expense (or public 13 

stock issuances) and does not propose such an adjustment.  Moreover, although 14 

SWRI receives equity injections on occasion, it is not clear that Suez S.A., the 15 

ultimate parent, incurs or has incurred such costs on behalf of SWRI.  In this case, 16 

flotation expense does not appear to be an issue. 17 

Q. HOW DOES YOUR 8.6 TO 9.1 PERCENT DCF RANGE COMPARE TO 18 

MR. WALKER’S DCF ESTIMATE FOR WATER UTILITIES? 19 

A. If one excludes an extraneous “leverage adder” that Mr. Walker includes in his DCF, 20 

our results are fairly similar.  (I discuss why this adder is inappropriate in Section V 21 

of my testimony.)  Absent this adder and his 0.25 percent risk adder, his DCF 22 

estimate is 9.4 percent.  However, as I explain later, even his 9.4 percent result is 23 

overstated.  As noted earlier, he relies entirely on securities analyst projections and 24 

disregards evidence on earnings retention growth. 25 
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C. The CAPM Analysis 1 

Q. PLEASE DESCRIBE THE CAPM MODEL. 2 

A. The CAPM is a form of the “risk premium” approach and is based on modern 3 

portfolio theory.  Based on my experience, the CAPM is the cost of equity method 4 

most often used in rate cases after the DCF method, and it is one of Mr. Walker’s 5 

three basic cost of equity methods.  (His utility accounting earnings calculations do 6 

not provide a market-based cost of equity estimate.) 7 

According to this model, the cost of equity (Ke) is equal to the yield on a risk-8 

free asset plus an equity risk premium multiplied by a firm’s “beta” statistic.  “Beta” 9 

is a firm-specific risk measure which is computed as the movements in a company’s 10 

stock price (or market return) relative to contemporaneous movements in the broadly 11 

defined stock market (e.g., the S&P 500 or the New York Stock Exchange 12 

Composite).  This measures the investment risk that cannot be reduced or eliminated 13 

through asset diversification (i.e., holding a broad portfolio of assets).  The overall 14 

market, by definition, has a beta of 1.0, and a company with lower than average 15 

investment risk (e.g., a utility company) would have a beta below 1.0.  The “risk 16 

premium” is defined as the expected return on the overall stock market minus the 17 

yield or return on a risk-free asset. 18 

The CAPM formula is: 19 

Ke = Rf +  (Rm - Rf), where: 20 

Ke = the firm’s cost of equity 21 

Rm = the expected return on the overall market  22 

Rf = the yield on the risk free asset 23 

 = the firm (or group of firms) risk measure. 24 
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Two of the three principal variables in the model are directly observable – the 1 

yield on a risk-free asset (e.g., a Treasury security yield) and the beta.  For example, 2 

Value Line publishes estimated betas for each of the companies that it covers, and 3 

Mr. Walker uses those betas to the exclusion of all other sources.  The greatest 4 

difficulty, however, is in the measurement of the expected stock market return (and 5 

therefore the equity risk premium), since that variable cannot be directly observed. 6 

While the beta itself also is “observable,” different investor services provide 7 

differing calculations of betas depending on the specific procedures and methods that 8 

they use.  These differences can have large impacts on the CAPM results.  In this 9 

case, both Mr. Walker and I use Value Line published betas, but I note that other 10 

sources have somewhat different betas, which would yield lower results.   11 

Q. HOW HAVE YOU APPLIED THIS MODEL? 12 

A. For purposes of my CAPM analysis, I have used a long-term (i.e., 30-year) Treasury 13 

yield as the risk-free-return along with the average beta for the water utility proxy 14 

group.  (See Schedule MIK-3, page 1 of 1, for the company-by-company betas.)    In 15 

the last six months, long-term (30-year) Treasury yields have averaged approximately 16 

3.0 percent but with an upward trend, and the recent Value Line betas for my water 17 

proxy group averages 0.73.  Given the interest rate trend, I have elected to use a 18 

Treasury long-term rate of 3.1 percent. I note that Mr. Walker has elected to use  19 

betas for his water utility group that average a slightly higher value of 0.74 and a 20 

Treasury rate of 3.1 percent.  Finally, and as explained below, I am using an equity 21 

risk premium range of 5 to 8 percent, although I see less support for the upper end of 22 

that range.   23 
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Using these data inputs, the CAPM calculation results are shown on page 1 of 1 

Schedule MIK-6.  My low-end cost of equity estimate uses a risk-free rate of 2 

3.1 percent,2 a proxy group beta of 0.73 and an equity risk premium of 5 percent. 3 

Ke = 3.1% + 0.73 (5.0%) = 6.8% 4 

The upper end estimate uses a risk-free rate of 3.1 percent, a proxy group beta 5 

of 0.73 and an equity risk premium of 8.0 percent. 6 

Ke = 3.1% + 0.73 (8.0%) = 8.9% 7 

Thus, with these inputs the CAPM provides a cost of equity range of 6.8 to 8.9 8 

percent, with a midpoint of 7.9 percent.  The CAPM analysis produces a midpoint 9 

result somewhat lower than the range of results from my water group DCF analysis, 10 

but I have not placed reliance on the CAPM returns in formulating my return on 11 

equity recommendation in this case.  This is due to the inherent difficulties associated 12 

with identifying a reliable estimate of the stock market risk premium as well as 13 

controversies regarding the model itself.  In my opinion, the DCF is far more reliable 14 

for estimating the utility cost of equity.  Moreover, this Commission has not placed 15 

much reliance on the CAPM in past cases. 16 

Q. WHAT RESULT WOULD YOU OBTAIN USING MR. WALKER’S 17 

MARKET RISK PREMIUM? 18 

A. For his CAPM studies, Mr. Walker has selected a market risk premium range of 6.2 19 

to 6.9 percent.  Using the higher 6.9 percent in conjunction with his  utility beta of 20 

0.74 (based on Value Line data for the water utility group as of the time of his 21 

testimony) and a 3.1 percent Treasury bond yield, the CAPM produces: 22 

Ke = 3.1% + 0.74 (6.9%) = 8.2% 23 

                                                 
2 As of this writing, long-term Treasury yields are approximately 3.2 percent, and Mr. Walker uses 3.1 percent, 
based on interest rate forecasts as of the time of his testimony. 
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Q. IT APPEARS THAT A KEY ELEMENT IN YOUR CAPM STUDY IS 1 

YOUR EQUITY MARKET RETURN RISK PREMIUM OF 5 TO 8 2 

PERCENT.  HOW DID YOU DERIVE THAT RANGE? 3 

A. There is a great deal of disagreement among analysts regarding the reasonably 4 

expected market return on the stock market as a whole and therefore the risk 5 

premium.  In my opinion, a reasonable risk premium to use would be about 6.5 6 

percent, which today would imply a stock market return of 9.6 percent (i.e., 6.5 + 3.1 7 

= 9.6 percent).  Due to uncertainty concerning the true market return value, I am 8 

employing a broad range of 5 to 8 percent as the overall market rate of return, which 9 

would imply a market equity return of roughly 8 to 11 percent for the expected rate of 10 

return on the overall stock market.   11 

Q. DO YOU HAVE A SOURCE FOR THAT RANGE? 12 

A. Yes.  The well-known finance textbook by Brealey, Myers and Allen (Principles of 13 

Corporate Finance) reviews a broad range of evidence on the equity risk premium.  14 

The authors of the risk premium literature conclude: 15 
 16 
Brealey, Myers and Allen have no official position on the issue, 17 
but we believe that a range of 5 to 8 percent is reasonable for the 18 
risk premium in the United States.  (page 154) 19 

I would note that Mr. Walker’s 6.2 to 6.9 percent falls comfortably within that 20 

range.  My “midpoint” risk premium of roughly 6.5 percent is also within both the 21 

Brealy et. al. range and Mr. Walker’s range.   22 

There is one important caveat to consider here regarding the 5 to 8 percent 23 

range that the authors believe is supported by the literature.  It appears that the 5 to 24 

8 percent range is specified relative to short-term Treasury yields, not relative to long-25 

term (i.e., 30-year) Treasury yields.  At this time, the application of the CAPM using 26 

short-term Treasury yields would not be meaningful because those yields in 2018 27 
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remain quite low and are largely controlled by the evolving Federal Reserve policy of  1 

“normalization”.  It therefore could be argued that the 5 to 8 percent range of Brealy 2 

et al. is overstated if a long-term Treasury yield is used as the risk-free rate, i.e., the 3 

practice followed by both Mr. Walker and me.   4 
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V.  MR. WALKER’S COST OF EQUITY METHODS 

A.  Overview of Methods and Recommendation 1 

Q. HOW DOES MR. WALKER DEVELOP HIS COST OF EQUITY RANGE? 2 

A. Mr. Walker employs four methods, with three being methods that produce market-3 

based cost of equity estimates (i.e., DCF, CAPM, and Risk Premium) and one that is 4 

not market-based (i.e., review of Value Line accounting ROE projections).  The latter 5 

is sometimes referred to as Comparable Earnings, and it is not a recognized cost of 6 

equity method but rather a method that simply documents accounting return 7 

measures.  For that reason, it does not fit with cost-based ratemaking and is irrelevant 8 

to the capital attraction standard.   9 

Mr. Walker presents on Table 9, page 54 of his testimony a concise summary 10 

of the results that he obtains from his various studies applied to his water company 11 

proxy group or other sources.  I reproduce this summary in the table below for ease of 12 

reference.   13 

Summary of Mr. Walker’s ROE Results 

  Water 
Companies 

(1) DCF Studies 10.1% 

(2) Risk Premium 10.7% 
(3) CAPM Studies 9.8% 

(4) Average 10.2% 

(5) Risk Adjustment +0.25% 
(6) VL Projected ROEs 10.5 – 14% 

   
(7) Recommendation 10.5% 

Source:  Table 9, page 54. 

 

Q. DO THE RESULTS IN THIS TABLE SUPPORT MR. WALKER’S 14 

RECOMMENDATION OF 10.5 PERCENT? 15 



  

Direct Testimony of Matthew I. Kahal  Page 38

 

A. I do not believe that they do.  First, it is clear that this Commission has a preference 1 

for the DCF methodology as the basis for ROE awards.  His DCF finding (before his 2 

risk and leverage adjustments) is 9.4 percent, which is well below his 10.5 percent 3 

recommendation and is actually reasonably close to my 9.0 percent ROE 4 

recommendation.  Similarly, his CAPM study (absent his extraneous adjustments or 5 

adders) fails to support his recommendation.  Had he applied that model in the 6 

conventional manner, it would produce a cost of equity estimate of about 8 percent.  7 

But in the end, he includes three adders in his cost of equity results: (a) the generic 8 

0.25 percent for asserted risk differences between the SWRI and the proxy group; (b) 9 

a leverage adjustment of 0.7 percent; and (c) 1.1 percent for a “size” risk adjustment 10 

between the overall stock market and his proxy water utilities. In short, Mr. Walker 11 

depends heavily on adders, which have little or no regulatory or analytical support, to 12 

obtain results in excess of 9.0 percent. 13 

The remainder of my testimony discusses why these adders are should be 14 

rejected.   15 

Q. ARE YOU CONTESTING HIS DCF RESULTS EXCLUDING THE 16 

ADDERS? 17 

A. Yes, to a limited degree.  Absent the extraneous adders, his DCF study produces a 18 

cost of equity estimate of 9.4 percent, which is only modestly above my estimated 19 

DCF range.  Nonetheless, I do not believe that his asserted DCF growth factor (which 20 

is 7.2 percent) is appropriately supported.  According to his testimony, his DCF 21 

growth factor is based on five year earnings per share projections prepared by 22 

security analysts and published by such sources as Zacks, First Call, Value Line and 23 

Reuters – essentially the same sources as I used.  According to data provided on his 24 

Schedule 13, these four sources average to about 6.5 percent.  But he averages in with 25 
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this a figure of 8.6 percent which he claims is the analyst projections for some 1 

unspecified water industry group.  But the companies comprising this asserted 2 

industry group are never identified and must be different in some unknown way from 3 

his own water utility proxy group.  It clearly is inappropriate to factor in the 8.6 4 

percent growth rate when he does not even know the companies that comprise the 5 

group resulting in this projection.  The 8.6 percent figure clearly is overstated and has 6 

nothing to do with his own DCF analysis.  Instead, he should have relied upon the 6.5 7 

percent growth rate from the four authoritative sources and that specifically 8 

applicable to his own selected proxy group.  Otherwise, what is the purpose of even 9 

having such a proxy group?  With this obvious correction his 9.4 percent DCF 10 

estimate falls to 8.6 percent, or the lower end of my range.   11 

The larger concern is that Mr. Walker factors in a “leverage” adjustment of 12 

0.7 percent, an adjustment that violates standard financial theory and has received 13 

almost no regulatory acceptance.  (Note that in response to Division 5- 18 Mr. Walker 14 

asserts that this adjustment has been accepted in a few cases before the Pennsylvania 15 

Public Utilities Commission approximately 15 to 20 years ago.  He cites to no other 16 

regulatory acceptance, and based on my experience, I know of none.)   17 

The proposed leverage adjustment has nothing to do with the actual cost of 18 

equity of either SWRI or even the water utility proxy group itself, and has no place as 19 

part of the DCF model.  Rather, it is a convoluted way of providing utility investors 20 

additional income that is not required for capital attraction and unrelated to the cost of 21 

capital.  To be clear, a properly performed DCF study using realistic, reasonable data 22 

inputs (market data and projected growth rate) will provide an accurate estimate of 23 

the proxy group cost of common equity.  Textbook financial theory is very clear on 24 

this point.  Mr. Walker apparently introduces this upward adjustment to the standard 25 
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DCF results in order to recognize that utility stocks are selling at a large premium to 1 

book value.  In other words, the market equity ratio is much higher than the book 2 

value ratio.  Of course, book values are what are used for cost-based ratemaking, and 3 

investors are completely aware of this.  No artificial adder is needed to provide 4 

investors with additional return compensation for the fact that utility share market 5 

prices exceed book value. 6 

I urge the Commission to reject this improper adder to the DCF results as it 7 

only serves to overstate the market-derived cost of equity.  It has received almost no 8 

regulatory recognition. 9 

B. Mr. Walker’s CAPM Study 10 

Q. HOW DID MR. WALKER OBTAIN HIS CAPM RESULTS? 11 

A. His analysis first applies the standard CAPM formula, using the following data input 12 

parameters: 13 

(1) Risk free rate (long-term Treasury yield):  3.1% 14 

(2) Risk premium:  6.2 – 6.9% 15 

(3) Beta:  0.74 16 

These parameters would produce the following results: 17 

Ke (water) = 3.1% + 0.74 (6.2 to 6.9%) = 7.7 to 8.2% 18 

If Mr. Walker had gone no further, then his CAPM results would be generally 19 

consistent with mine and fully supportive of my 9.0 percent ROE recommendation.  20 

However, he decides to introduce two “adder” adjustments.  The first such adder is 21 

his 0.7 percent leverage adjustment discussed above.  As this has no place in the DCF 22 

study, it similarly has no place in the CAPM study as well. 23 

Mr. Walker goes further and introduces a second adder into his CAPM.  This 24 

adder is an adjustment of 1.1 percent to reflect the “size” difference between his 25 
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proxy water utility companies and the average common stock (e.g., the average 1 

company in the S&P 500 or some other broad stock market group).  He asserts that 2 

the need for this very large adjustment is based on the notion that the water utility 3 

beta (the risk measure in the CAPM) does not capture the risk associated with firm 4 

size.  However, his testimony simply provides no support for that assertion.  5 

Moreover, his 1.1 percent “size” adjustment leads to the conclusion that the overall 6 

investment risk for water utilities is quite similar to the overall stock market (which 7 

itself is mostly unregulated companies operating in competitive markets).  This is 8 

both implausible and unreasonable.  Water utilities have a much lower cost of equity 9 

than the average S&P 500 unregulated firm for the obvious reason that as regulated 10 

monopolies they are insulated from competitive forces and have very low risk.   11 

Mr. Walker’s “size” adjustment is not needed, is incorrect, and only serves to 12 

distort his application of the CAPM.  Also, to my knowledge, this adjustment has 13 

received little or no regulatory support. 14 

I urge the Commission when considering the CAPM evidence to disregard 15 

both the leverage and size adders included by Mr. Walker which add a total of 1.8 16 

percentage points to the standard CAPM results.  When doing so it becomes clear that 17 

a proper, standard application of the CAPM supports a ROE of 9.0 percent or even 18 

less. 19 

C. Problems with Mr. Walker’s Risk Premium Method 20 

Q. HOW DID MR. WALKER DERIVE HIS RISK PREMIUM-DERIVED 21 

ROE? 22 

A. This study is also quite complex as it considers a number of risk premium measures 23 

developed by Mr. Walker, all of which are based on historical market returns data.    24 

He begins by observing that a reasonable estimate of the going forward return on 25 
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Single A rated utility debt is 4.3 percent.  After considering an array of historical risk 1 

premium measures, he ultimately selects 5.7 percent as the assumed equity risk 2 

premium for figure for purposes of his study at this time.  The sum of a 4.3 percent 3 

utility bond yield (or return) and the 5.7 percent risk premium is 10.0 percent.  The 4 

10.0 percent figure is not his final result, however.   5 

He then proceeds to increase that for his two risk adders – the 0.7 percent 6 

leverage adder (for the difference between market and book capital structure) and 7 

0.25 percent for SWRI’s allegedly higher risk relative to the proxy water utility 8 

companies.  This produces a final Risk Premium cost of equity of 10.95 percent 9 

(10.0% + 0.7% + 0.25%).  As I have mentioned before, the leverage adjustment 10 

makes no sense because book value capital structure is always used for cost-based 11 

ratemaking in Rhode Island and before all regulatory commissions, and that 12 

additional shareholder compensation is simply not needed.  The 0.25 percent SWRI 13 

specific risk factor is also inappropriate because SWRI is simply not riskier than the 14 

proxy companies.  Moreover, Mr. Walker seems to forget that the proxy water utility 15 

companies are not even used in his risk premium study.  Rather, the risk premium 16 

study is based on historical returns data from the S&P Utilities group.     17 

Q. IS MR. WALKER’S 4.3 PERCENT COST RATE FOR SINGLE A UTILITY 18 

BONDS REASONABLE? 19 

A. It is not an unreasonable estimate, although I note that in January 2018 SWR was able 20 

to issue new long-term debt at interest rates much lower than that, about 3.3 to 3.8 21 

percent.   22 

The larger problem is that his 5.7 percent risk premium figure is both arbitrary 23 

and too high.  This is simply a figure of Mr. Walker’s choosing, and there is no 24 

persuasive reason for the Commission to accept that figure.  In fact, at page 50 of his 25 
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testimony, Mr. Walker observes that the long-term (1928-2016) historical risk 1 

premium for utilities (adjusted to single A rated utilities) ranges from 4.3 to 5.0 2 

percent, averaging about 4.6 percent.  He rejects this representative historical average 3 

and instead selects the much higher figure of 5.7 percent.  However, had he used the 4 

more objective 4.6 percent, his risk premium-derived cost of equity (absent his 5 

inappropriate risk adders) would be 8.9 percent (i.e., 4.3% + 4.6%) – consistent with 6 

my recommendation for SWRI.   7 

While I believe the Risk Premium evidence is not particularly useful for the 8 

Commission in determining a realistic cost of equity, I believe that if anything it is 9 

supportive of my recommendation of 9.0 percent and not Mr. Walker’s excessive 10 

10.5 percent recommendation. 11 

D. The Value Line Accounting ROEs 12 

Q. IS A REVIEW OF THE WATER UTILITY ROES PROJECTED BY 13 

VALUE LINE A USEFUL METHOD FOR ESTIMATING A COMPANY’S 14 

MARKET COST OF EQUITY? 15 

A. Mr. Walker is accurate in observing that Value Line projects that the earned return on 16 

common equity for the eight proxy water utility companies will increase to 10.5 to 17 

14.0 percent over the next five years.  However, this simply has nothing to do with 18 

the market cost of equity that the Commission uses to set the authorized ROE.  This 19 

method compiles accounting data on the returns on equity projected by one 20 

publication to be earned.  These accounting ROEs (even if they do reflect investor 21 

expectations) tell us nothing about the market returns that investors today actually 22 

require.  In part, this is because market prices for water utility stocks are greatly in 23 

excess of book value per share.  This implies that an investor purchasing those shares 24 
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today (at the premium to book value) would expect to earn far less than the 1 

accounting ROE range of 10.5 to 14 percent.   2 

I further note that Mr. Walker never claims that these projected accounting 3 

ROEs are the basis of his recommendation or tells us anything about the cost of 4 

equity.  He merely references them as a check.  The Commission should disregard 5 

these projections as being in any way useful to either cost of equity estimation or 6 

determining the fair ROE for SWRI.  7 

E. The Risk Adjustment 8 

Q. WHAT IS MR. WALKER’S RISK ADJUSTMENT FOR SWRI? 9 

A. He adds 0.25 percent to the water utility proxy group baseline cost of equity results to 10 

compensate for SWRI’s relatively small size, capital spend plan and other factors.  11 

This obviously has a material effect on his ROE recommendation, with size clearly 12 

being a major factor.  The basis of his adjustment is that SWRI is (allegedly) smaller 13 

than the proxy water companies (on average) and that small size adds to investment 14 

risk and therefore the cost of equity. 15 

Q. IS THERE PERSUASIVE EVIDENCE OF SIZE AS A RISK FACTOR? 16 

A. It is possible that size (and geographic diversification which is related to size) could 17 

be a material business risk factor, but only one of many.  It is not clear why size 18 

should be the only business risk factor considered in this case for setting UWRI’s cost 19 

of equity.  Unfortunately, the evidence that Mr. Walker presents concerning the 20 

size/risk relationship is not very persuasive because it is based primarily on historic 21 

market returns for unregulated companies.  There are reasons why size may matter for 22 

unregulated companies but have little or no importance for regulated utilities.  23 

For example, for non-regulated companies size may simply be a proxy for “maturity” 24 

or lack growth.  That is, rapidly growing or start-up companies tend to be relatively 25 



  

Direct Testimony of Matthew I. Kahal  Page 45

 

risky and relatively small.  Larger companies, by comparison, in general are also 1 

stable companies merely due to their age.  While this is interesting (and possibly 2 

spurious), it may have little to do with utilities. 3 

Q. ARE THERE ANY OTHER CONSIDERATIONS? 4 

A. Yes.  For risk evaluation purposes, SWRI should not be viewed as a “small company” 5 

because it is a segment of SWR., a vastly larger water utility company operating in 6 

numerous states.  For example, SWR instead could organize itself as being a single 7 

company in which case it would be larger, not smaller than the average of the proxy 8 

companies.  For example, as I show on my Schedule MIK-1, SWR has a book 9 

capitalization of over $2 billion which means that it is hardly a small company.  Mr. 10 

Walker shows on his Schedule 4, page 1 of 2, that the average size of his water utility 11 

proxy group is a book capitalization of about $2.5 billion – comparable to that of 12 

SWR.  The salient point is that SWRI is an integral part of SWR and contributes both 13 

to its size and to its geographic (and regulatory) diversification.  For that reason, a 14 

ROE risk adjustment for SWRI’s asserted small size would be incorrect as it ignores 15 

the Company’s status as a component of the much larger SWR.   This corporate 16 

organization arrangement eliminates this asserted risk.   17 

I note that Mr. Walker also mentions other factors in his 0.25 percent risk 18 

adjustment such as the  burden (relative to the proxy water utility companies) of the 19 

Company’s large construction plan.  However, ongoing cost recovery for such 20 

investments can be addressed going forward through the DISC mechanism proposed 21 

in this case by the Division.  Hence, in this case the risk adder proposed by Mr. 22 

Walker cannot be justified or supported.  23 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 24 

A. Yes, it does. 25 
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SUEZ WATER RHODE ISLAND, INC. 
 

Pro Forma Rate of Return Summary at 

December 31, 2017 
 
 

 
      Capital Type      

Balance(1) 
(Thousands $) 

 
% of Total 

 
Cost Rate 

 
Weighted Cost 

Long-Term Debt $943,646 45.57% 4.65%(3) 2.12% 

Short-Term Debt(2) 10,847 0.52 2.65 0.01 

Common Equity    1,116,396   53.91    9.00    4.85    

      Total $2,070,889 100.00% -- 6.98% 

 
      
(1) Source:  Response to Division 5-5 and Schedule 2.8(c).  

 (2) Based on the 12-month average for 2017 calculated from the response to Division 5-2.  Cost rate is as of 
February   2018. 

(3) Source:  Response to Division 5-5.   
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SUEZ WATER RHODE ISLAND, INC. 

 
Trends in Capital Costs 

 

 Annualized 
Inflation (CPI) 

10-Year 
Treasury Yield 

3-Month 
Treasury Yield

Single A 
Utility Yield 

2001 2.9% 5.0% 3.5% 7.8% 

2002 1.6 4.6 1.6 7.4 

2003 1.9 4.1 1.0 6.6 

2004 2.7 4.3 1.4 6.2 

2005 3.4 4.3 3.0 5.6 

2006 2.5 4.8 4.8 6.1 

2007 2.8 4.6 4.5 6.3 

2008 3.8 3.4 1.6 6.5 

2009 (0.4) 3.2 0.2 6.0 

2010 1.6 3.2 0.1 5.5 

2011 3.1 2.8 0.0 5.1 

2012 2.1 1.8 0.1 4.1 

2013 1.5 2.3 0.1 4.5 

2014 1.7 2.5 0.0 4.3 

2015 
2016 
2017 

0.1 
1.3 
2.1 

2.2 
1.8 
2.3 

0.0 
0.0 
1.0 

4.1 
3.9 
4.0 
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SUEZ WATER RHODE ISLAND, INC. 
 

U.S. Historic Trends in Capital Costs 
(Continued) 

 Annualized 
Inflation (CPI) 

10-Year 
Treasury   

3-Month 
Treasury   

Single A 
Utility Yield 

2007   
January 2.1% 4.8% 5.1% 6.0% 

February 2.4 4.7 5.2 5.9 

March 2.8 4.6 5.1 5.9 

April 2.6 4.7 5.0 6.0 

May 2.7 4.8 5.0 6.0 

June 2.7 5.1 5.0 6.3 

July 2.4 5.0 5.0 6.3 

August 2.0 4.7 4.3 6.2 

September 2.8 4.5 4.0 6.2 

October 3.5 4.5 4.0 6.1 

November 4.3 4.2 3.4 6.0 

December 4.1 4.1 3.1 6.2 
   
2008     

January 4.3% 3.7% 2.8% 6.0% 

February 4.0 3.7 2.2 6.2 

March 4.0 3.5 1.3 6.2 

April 3.9 3.7 1.3 6.3 

May  4.2 3.9 1.8 6.3 

June 5.0 4.1 1.9 6.4 

July 5.6 4.0 1.7 6.4 

August 5.4 3.9 1.8 6.4 

September 4.9 3.7 1.2 6.5 

October 3.7 3.8 0.7 7.6 

November 1.1 3.5 0.2 7.6 

December 0.1 2.4 0.0 6.5 
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SUEZ WATER RHODE ISLAND, INC. 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 Annualized 
Inflation (CPI) 

10-Year 
				Treasury				

3-Month 
			Treasury			

Single A 
Utility	Yield	

2009     

January 0.0% 2.5% 0.1% 6.4% 

February 0.2 2.9 0.3 6.3 

March (0.4) 2.8 0.2 6.4 

April (0.7) 2.9 0.2 6.5 

May (1.3) 2.9 0.2 6.5 

June (1.4) 3.7 0.2 6.2 

July (2.1) 3.6 0.2 6.0 

August (1.5) 3.6 0.2 5.7 

September (1.3) 3.4 0.1 5.5 

October (0.2) 3.4 0.1 5.6 

November 1.8 3.4 0.1 5.6 

December 2.5 3.6 0.1 5.8 
   
2010     

January 2.6% 3.7% 0.1% 5.8% 

February 2.1 3.7 0.1 5.9 

March 2.3 3.7 0.2 5.8 

April 2.2 3.9 0.2 5.8 

May 2.0 3.4 0.2 5.5 

June 1.1 3.2 0.1 5.5 

July 1.2 3.0 0.2 5.3 

August 1.1 2.7 0.2 5.0 

September 1.1 2.7 0.2 5.0 

October 1.2 2.5 0.1 5.1 

November 1.1 2.8 0.1 5.4 

December 1.2 3.3 0.1 5.6 
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SUEZ WATER RHODE ISLAND, INC. 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 
Annualized 

Inflation (CPI) 
10-Year 

Treasury Yield
3-Month 

Treasury Yield 
Single A 

Utility Yield 

2011     
January 1.6% 3.4% 0.1% 5.6% 

February 2.1 3.6 0.1 5.7 

March 2.7 3.4 0.1 5.6 

April 2.2 3.5 0.1 5.6 

May 3.6 3.2 0.0 5.3 

June 3.6 3.0 0.0 5.3 

July 3.6 3.0 0.0 5.3 

August 3.8 2.3 0.0 4.7 

September 3.9 2.0 0.0 4.5 

October 3.5 2.2 0.0 4.5 

November 3.0 2.0 0.0 4.3 

December  3.0 2.0 0.0 4.3 

2012     

January  2.9% 2.0% 0.0% 4.3% 

February  2.9 2.0 0.0 4.4 

March 2.7 2.2 0.1 4.5 

April 2.3 2.1 0.1 4.4 

May 1.7 1.8 0.1 4.2 

June 1.7 1.6 0.1 4.1 

July 1.4 1.5 0.1 3.9 

August 1.7 1.7 0.1 4.0 

September 2.0 1.7 0.1 4.0 

October 2.2 1.8 0.1 3.9 

November 1.8 1.7 0.1 3.8 

December 1.7 1.7 0.1 4.0 
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SUEZ WATER RHODE ISLAND, INC. 

 
U.S. Historic Trends in Capital Costs  

(Continued) 

 
Annualized 

Inflation (CPI)  
10-Year 

Treasury Yield 

3-Month 
Treasury 

Yield 
Single A 

Utility Yield 

2013     

January 1.6% 1.9% 0.1% 4.2% 
February 2.0 2.0 0.1 4.2 
March 1.5 2.0 0.1 4.2 
April 1.1 1.8 0.1 4.0  
May 1.4 1.9 0.0 4.2 
June 1.8 2.3 0.1 4.5 
July 2.0 2.6 0.0 4.7 
August 1.5 2.7 0.0 4.7 
September 1.2 2.8 0.0 4.8 
October 1.0 2.6 0.1 4.7 
November 1.2 2.7 0.1 4.8 
December 1.5 2.9 0.1 4.8 
   

2014     

January 1.6% 2.9% 0.0% 4.6% 
February 1.1 2.7 0.1 4.5 
March 1.5 2.7 0.1 4.5 
April 2.0 2.7 0.0 4.4 
May 2.1 2.6 0.0 4.3 
June 2.1 2.6 0.1 4.3 
July 2.0 2.5 0.0 4.2 
August 1.7 2.4 0.0 4.1 
September 1.7 2.5 0.0 4.2 
October 1.7 2.3 0.0 4.1 
November 1.3 2.3 0.0 4.1 
December 0.8 2.2 0.0 4.0 
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SUEZ WATER RHODE ISLAND, INC. 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 
Annualized 

Inflation (CPI) 
10-Year 
Treasury 

3-Month 
Treasury  

Single A 
Utility Yield 

2015     

January (0.1)% 1.9% 0.0% 3.6% 

February 0.0 2.0 0.0 3.7 

March (0.1) 2.0 0.0 3.7 

April (0.2) 1.9 0.0 3.8 

May 0.0 2.2 0.0 4.2 

June 0.1 2.4 0.0 4.4 

July 0.2 2.3 0.0 4.4 

August 0.2 2.2 0.1 4.3 

September 0.0 2.3 0.0 4.4 

October 0.2 2.1 0.0 4.3 

November 0.5 2.3 0.1 4.4 

December 0.7 2.2 0.2 4.4 
     

2016     

January 1.4% 2.1% 0.3% 4.3% 

February 1.0 1.8 0.3 4.1 

March 0.9 1.9 0.3 4.2 

April 1.1 1.8 0.2 4.2 

May 1.0 1.8 0.3 4.2 

June 1.0 1.6 0.3 4.1 

July 0.8 1.5 0.3 3.6 

August 1.1 1.6 0.3 3.6 

September 1.5 1.6 0.3 3.7 

October 1.6 1.8 0.3 3.8 

November 1.7 2.1 0.5 4.1 

December 2.1 2.5 0.5 4.3 
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SUEZ WATER RHODE ISLAND, INC. 
 

U.S. Historic Trends in Capital Costs  
(Continued) 

 
Annualized 

Inflation (CPI) 
10-Year 

Treasury Yield

 
3-Month 
Treasury 

 
Single A 

Utility Yield 

2017     

January 2.5% 2.4% 0.5% 4.1% 

February 2.7 2.4 0.5 4.2 

March 2.4 2.5 0.8 4.2 

April 2.2 2.3 0.8 4.1 

May 1.9 2.3 0.9 4.1 

June 1.6 2.2 1.0 3.9 

July 1.7 2.3 1.1 4.0 

August 1.9 2.2 1.0 3.9 

September 2.2 2.2 1.1 3.9 

October 2.0 2.4 1.1 3.9 

November 2.2 2.4 1.3 3.8 

December 2.1 2.4 1.3 3.8 

2018     

January 2.1 2.6 1.4 3.9 

February 2.2 2.9 1.6 4.1 

March 2.4 2.8 1.7 4.2 

April                         2.5                     2.9                         1.8                 4.2 
____________________ 

Source: Economic Report of the President, Mergent’s Bond Record, Federal Reserve Statistical Release 
(H.15), Consumer Price Index Summary (BLS). 
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SUEZ WATER RHODE ISLAND, INC. 
 

List of the Water Utility Proxy Companies 
 

         Company   
Safety 
Rating

Financial 
Strength Beta

2017 
Common 

Equity 
   Ratio(1) 

1. American States Water 2 A   0.75 62.3% 

2. Aqua American 2 A   0.70 49.4 

3. American Water Works 3 B+  0.65 45.3 

4. California Water 3 B++ 0.75 57.3 

5. Connecticut Water 3 B+  0.65 53.7 

6. Middlesex Water 2 B++ 0.80 61.8 

7. SJW Group 3 B+  0.70 51.8 

8. York Water   3      B+   0.80    57.0    

 Average 2.6 -- 0.73 54.8% 

       
(1) The common equity ratio excludes short-term debt (and current maturities of long-term 
debt).  Actual 2017 equity ratio including short-term debt and current maturities averages 
52.4 percent. 

Source: Value Line Investment Survey, April 13, 2018. 
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SUEZ WATER RHODE ISLAND, INC. 
 

DCF Summary for 
Water Utility Proxy Group 

 

1.  Dividend Yield (November 2017 – April 2018)   2.02%(1) 

2.  Adjusted Yield ((1) x 1.035) 2.1% 

3.  Long-Term Growth Rate 6.5 – 7.0%(2) 

4.  Total Return ((2) + (3)) 8.6 – 9.1% 

5.  Flotation Adjustment 0.0% 

6.  Total Cost Rate  
     (with flotation ((4) + (5)) 

8.6 – 9.1% 

7.  Cost of Equity Midpoint 8.9% 

8.  Recommendation 9.0% 
    
(1)  Schedule MIK-4, page 2 of 5. 

(2)  Schedule MIK-4, pages 3 and 5 of 5. 
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SUEZ WATER RHODE ISLAND, INC. 
 

 
Dividend Yields for the Water Utility Group 

(November 2017 – April 2018) 
 

       Company        November December January February March April Average 

1. American States 1.8% 1.8% 1.8% 1.9% 1.9% 1.8% 1.84% 

2. Aqua American 2.2 2.1 2.3 2.4 2.4 2.3 2.27 

3. American Water 1.8 1.8 2.0 2.1 2.0 1.9 1.94 

4. California Water 1.6 1.7 1.8 2.0 2.0 1.9 1.84 

5. Connecticut Water 1.9 2.1 2.2 2.3 2.0 1.8 2.04 

6. Middlesex Water 1.9 2.2 2.4 2.5 2.4 2.2 2.28 

7. SJW Group 1.6 1.8 1.9 2.1 2.1 1.9 1.89 

8. York Water 1.8 2.0 2.1 2.4 2.1 2.1 2.08 

 Average 1.86% 1.92% 2.07% 2.21% 2.13% 1.98% 2.02% 

________________________ 

Source: YahooFinance website, April 30, 2018.   
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SUEZ WATER RHODE ISLAND, INC. 
 

Projection of Earnings Per Share 
Five-Year Growth Rates for the 
Water Company Proxy Group 

 
     Company      Value Line Yahoo Zacks Reuters CNN  Average

    
1. American States 6.5% 4.00% 7.47% 4.00% 5.00% 4.11% 

2. American Water 8.5 8.20 5.00 7.60 8.08 7.53 

3. Aqua American 7.0 5.00 6.00 7.00 6.00 6.19 

4. California Water 9.5 9.80 6.00     N/A     6.00 7.63 

5. Connecticut Water 5.5 6.00      N/A     N/A 6.00 4.90 

6. Middlesex Water 8.0 2.70 N/A N/A 5.00 3.73 

7. SJW Group 6.0 14.00 N/A N/A 10.00 8.50 

8. York Water 9.0 4.90 N/A N/A 6.00 5.63 

 Average 7.50% 6.83% 6.12% 7.17% 6.51% 6.90% 

________________________ 

Source: Value Line Investment Survey, April 13, 2018.  YahooFinance.com, Zacks.com, Reuters.com, CNNfn.com, 
public websites, April, 2018.   
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SUEZ WATER RHODE ISLAND, INC. 
 

Other Value Line Growth Measures 
For the Water Utility Proxy Group 

 
  

      Company         
Dividend 
per Share 

Book Value 
  per Share   

Earnings 
Retention 

1. American States 7.5% 4.0% 6.0% 

2. American Water 10.0 5.0 4.5 

3. Aqua American 9.0 6.5 4.5 

4. California Water 6.5 3.0 5.5 

5. Connecticut 5.5 4.5 5.0 

6. Middlesex Water 5.0 4.0 6.0 

7. SJW Group 8.5 3.0 8.0 

8. York Water 8.0 4.5 5.0 

 Average 7.50% 4.31% 5.56% 

________________________ 

Source: Value Line Investment Survey, April 13, 2018.  The earnings retention 
figures are for the time period 2021 – 2023.  
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SUEZ WATER RHODE ISLAND, INC. 
 

Fundamental Growth Rate Analysis for the 
Water Utility Proxy Group 

 
  Shares 

  2017-2022(2) %Premium(2)         sv(3)          br(4)     sv + br 

1. American States 0.4% 242.2% 1.1% 6.0% 7.1% 

2. American Water 1.0 155.6 1.5 4.5 6.0 

3. Aqua American 0.3 205.7 0.5 4.5 5.0 

4. California Water 0.8 147.5 1.2 5.5 6.7 

5. Connecticut Water 0.7 147.8 1.0 5.0 6.0 

6. Middlesex Water 0.8 146.1 1.1 6.0 7.1 

7. SJW Group 2.3 124.5 2.9 8.0 10.9 

8. York Water       NEG N/A 0.0 5.0 5.0 

  Average   1.2% 5.6% 6.8% 

       

(1) Projected growth rate in shares outstanding, 2017-2022. 

(2) % Premium of share price (“Recent Price”) over 2018 book value per share. 

(3) sv is growth rate in shares x % premium.  Note: negative numbers treated as zero. 

(4) br is Value Line projection as of 2021-2023. 

Source:  Value Line Investment Survey, April 13, 2018. 
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SUEZ WATER RHODE ISLAND, INC. 
 
 

Capital Asset Pricing Model Study 
Illustrative Calculations 

 
A. Model Specification 
 

 Ke = RF +  (Rm - RF), where 

 Ke = cost of equity 

 RF = return on risk free asset 

 Rm = expected stock market return 

 

B. Data Inputs 

RF  = 3.1% (Treasury bond yield for the most recent six months, see page 2 of 2 of this 

Schedule) 

 Rm = 8.1 – 11.1% (equates to equity risk premium of 5.0 - 8.0%) 

 Beta = 0.73 (See Schedule MIK-3, page 1 of 1)  

 

C. Model Calculations 

 Low End:   Ke = 3.1% + 0.73 (5.0) = 6.8% 

 Midpoint:   Ke = 3.1% + 0.73 (6.5) = 7.8% 

 Upper End:    Ke = 3.1% + 0.73 (8.0) = 8.9% 
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SUEZ WATER RHODE ISLAND, INC.
 

Long-Term Treasury Yields 
(November 2017 – April 2018) 

    Month     30-Year 20-Year 10-Year 
    

November 2017 2.80% 2.60% 2.36% 

December 2.77 2.60 2.35 

    

January 2018 2.88 2.73 2.40 

February 3.13 3.02 2.58 

March 3.09 2.96 2.89 

April 3.07 2.97 2.87 

    Average 2.96% 2.81% 2.58% 

________________________ 

Source: Federal Reserve website, selected interest rates Data Download, 
May 2018. 
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