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[bookmark: _Toc98165609][bookmark: _Toc142639507][bookmark: _Toc142923653]INTRODUCTION
Ohio’s residential utility consumers are being squeezed in all directions by inflation, rising energy costs, and increases in electric and natural gas distribution rates. Now, Aqua Ohio, Wastewater Inc. (“Aqua”) wants to increase the annual amount that it charges consumers by an additional $451,842 for wastewater service.[footnoteRef:2] This approximate 12% increase would be in addition to the rate increase that the PUCO authorized Aqua Ohio to charge consumers less than a year ago.[footnoteRef:3]  [2:  See Application of Aqua Ohio, Inc. to Increase its Rates and Charges for its Wastewater Service ("Application") Schedule A-1, Case No. 22-1096-ST-AIR (December 20, 2022).]  [3:  See In the Matter of the Application of Aqua Ohio, Wastewater, Inc. to Increase its Rates and Charges for its Wastewater Services, Case No. 21-596-ST-AIR, Opinion and Order (September 21, 2022).] 

In encouraging news for consumers, the Staff of the Public Utilities Commission of Ohio (“PUCO”) and its auditor recommend that Aqua be allowed to charge consumers no more than an additional $272,962.[footnoteRef:4] However, the PUCO Staff’s recommendations would nonetheless result in unjust and unreasonable rates for Aqua’s consumers in violation of Ohio law, including R.C. 4905.22, 4909.15, 4909.154, 4909.17, and 4909.18.  [4:  A Report by the Staff of the Public Utilities Commission of Ohio, Case No. 22-1096-ST-AIR (July 13, 2023) (“Staff Report”), and Audit of the Application to Increase Rates of Aqua Ohio Wastewater, Inc. for the Period July 1, 2022 through June 30, 2023 (“Audit Report”), Exhibit LA-2, Case No. 22-1096-ST-AIR (July 13, 2023).] 

Larkin & Associates, PLLC (“Larkin”) was selected by the PUCO to conduct the audit of the revenue requirement, rate base, and net operating income proposed by Aqua. Larkin subcontracted with Acadian Consulting Group (“ACG”) to address the cost of service, revenue distribution, and rate design issues. The PUCO Staff performed a rate of return (profit) analysis and service monitoring and enforcement investigation. Larkin’s audit report was filed on July 13, 2023. The combined efforts of Larkin, ACG, and the PUCO Staff form the July 13, 2023 Staff Report. 
The Office of the Ohio Consumers’ Counsel (“OCC”) appreciates the Audit Report analysis and the Staff Report’s recommendations that would overcome for consumers some significant unfairness in Aqua’s proposal. However, the Staff Report falls short of protecting residential consumers in several ways, as explained in the Objections below. The PUCO should adopt OCC’s consumer protection recommendations. 

[bookmark: _Toc98165610][bookmark: _Toc142639508][bookmark: _Toc142923654]SUMMARY OF FINDINGS AND RECOMMENDATIONS SUPPORTED BY OCC
OCC supports the following findings, conclusions, and recommendations from the Staff Report and Audit Report:
· The PUCO Staff correctly used the capital structure approved in Aqua’s most recent rate case, which is 47.9% debt and 52.1% equity.[footnoteRef:5] [5:  PUCO Staff Report, at 8.] 


· The PUCO Staff correctly used the cost of long-term debt approved in Aqua’s most recent rate case, which is 3.82%.[footnoteRef:6] [6:  PUCO Staff Report, at 8.] 

· The Audit Report correctly recommends approval of Aqua’s declining rate block structure to set metered rates among the different customer classes.[footnoteRef:7] [7:  Larkin Audit Report, Case No. 22-1096-ST-AIR, dated July 13, 2023, page 5-17.] 


· The Audit Report correctly recommends no changes to Miscellaneous Charges.[footnoteRef:8] [8:  Larkin Audit Report, Case No. 22-1096-ST-AIR, dated July 13, 2023, page 5-17.] 

In addition to the above recommendations made by the PUCO Staff and auditor, the Staff Report should have gone further and proposed additional measures to benefit consumers. The Staff Report harms consumers by, among things: 
· Recommending a revenue requirement that reflects a rate of return that is too high based on a review of current market conditions and Aqua’s business and financial risk;

· Using a comparable earnings (“CE”) model in calculating the cost of equity, although the PUCO Staff did reasonably use the capital asset pricing model (“CAPM”) and the discounted cash flow (“DCF”) model.

OCC reserves the right to supplement its testimony in this case should any of the Staff Report's findings, conclusions or recommendations noted above that OCC supports are no longer supported by the PUCO Staff. 

[bookmark: _Toc142639509][bookmark: _Toc142923655]III.	OBJECTIONS TO THE STAFF REPORT
A. [bookmark: _Toc142639510][bookmark: _Toc142923656][bookmark: _Toc80200614][bookmark: _Toc98165616]Revenue Requirement 
[bookmark: _Toc98165613][bookmark: _Toc142639511][bookmark: _Toc142923657]OBJECTION 1: OCC objects because as a result of OCC’s other objections below (including OCC’s proposed changes to the rate of return), the Staff Report’s recommended rate increase of $272,962 is too high for consumers and would result in consumers paying unjust, unreasonable, and unlawful rates under R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18.
The PUCO Staff’s recommended increase to consumers of $272,962 (mid-point) is too high and would result in unjust and unreasonable rates.[footnoteRef:9] OCC objects to the PUCO Staff-recommended revenue requirement and resulting revenue and rate increase recommended for Aqua. The PUCO Staff’s recommended revenue requirement of $4,002,801 (mid-point) for Aqua is excessive because it utilizes a rate of return that is not just and reasonable. The specific objections from which these overall conclusions are drawn are detailed below in OCC’s objections to the PUCO Staff’s recommendations regarding these matters. [9:  Staff Report at 6, referencing Larkin Audit Report, Exhibit LA-2, at 1.] 

Additionally, OCC objects to each component of the PUCO Staff Report’s recommended revenue requirement and rate increase recommended for Aqua to the extent that OCC objections have an impact on the calculation of the recommended revenue requirement.
[bookmark: _Toc142923658]OBJECTION 2: OCC objects because Staff’s recommended mid-point rate increase of $272,962 is not based entirely on updated actual June 30, 2023, financial data. Without knowing the revenue requirement baseline for both Aqua and Staff that would result from using actual June 30, 2023, financial data, Staff’s recommended rate increase of $272,962 is too high for consumers and would result in consumers paying unjust, unreasonable, and unlawful rates under R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18.
The Audit Report states that Aqua has requested a revenue increase of $451,842 based on a “test year updated through a date certain of June 30, 2023”,[footnoteRef:10] but Aqua’s revenue deficiency calculation has not been updated (to actual amounts) and is clearly not “certain” as of June 30, 2023. Larkin also makes a similar claim that its revenue deficiency calculation is “based on examination of the accounts and records of the Applicant for the test year ending, and data certain of, June 30, 2023.”[footnoteRef:11] However, the Staff-proposed revenue deficiency also does not begin or end with actual or certain financial data at June 30, 2023. The OCC believes the only logical reason or incentive for Aqua not providing such actual updated information is that it would produce a reduced revenue deficiency. Aqua bears the burden of proof in this proceeding, and without providing actual updated June 30, 2023, financial data as a baseline or a test of reasonableness for both the Aqua and Staff-proposed revenue deficiency, there is no meaningful independent, objective, and conclusive validation for even the low end of Staff’s proposed revenue deficiency – and Aqua has failed to meet a reasonable burden of proof in this regard. [10:  Larkin Audit Report at page 1-1.]  [11:  Larkin Audit Report at page 3-1.] 

B. [bookmark: _Toc142639512][bookmark: _Toc142923659]Rate of Return
	As described in our Objections below, the PUCO Staff Report’s recommended rate of return range of 6.49% -7.02%[footnoteRef:12] is too high based on current market conditions and Aqua’s business and financial risks. It is thus unjust and unreasonable for consumers to pay Aqua a water distribution charge based on this range of rate of return. A more reasonable rate of return would be 6.47%.[footnoteRef:13] The Staff Report’s recommended return on equity range of 8.94% - 9.95%[footnoteRef:14] is also too high and thus unjust and unreasonable for consumers to pay. [12:  Staff Report at 8.]  [13:  Direct Testimony of Zhen Zhu, Case No. No 22-1094-WW-AIR, 22-1096-ST-AIR (August 16, 2023). (Zhu Direct Testimony).]  [14:  Staff Report at 11.] 

Specifically, the cost of equity and the rate of return proposed in the PUCO Staff Report do not reflect current market conditions or the business and financial risks facing a regulated wastewater utility such as Aqua. Furthermore, the PUCO Staff’s analysis is inconsistent with the analysis and approach used in the Staff Reports of prior rate cases.[footnoteRef:15] The PUCO Staff has not provided any explanation for why it changed its approach.  [15:  See, Zhu Testimony, and Exhibit 10.] 

[bookmark: _Toc142639513][bookmark: _Toc142923660]OBJECTION 3: OCC objects because the Staff Report erred by using the historical Gross National Product (“GNP”) growth rate in modeling the long-term growth rate for the multistage discounted cash flow (“DCF”) model. The use of the historical GNP growth rate for the DCF analysis leads to a rate of return that is too high and results in unjust and unreasonable rates to consumers in violation of R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18.

	The PUCO Staff’s use of the historical GNP growth rate in modeling the long-term growth rate for the multistage DCF model overstates the estimated cost of equity of Aqua under the DCF analysis.[footnoteRef:16] In the DCF model analysis, a key element is the earnings growth rate as the input into the model. The Staff used a multistage DCF model assuming that the long-term growth rate starting from the 25th year is the average annual percentage change in GNP from the U.S. Department of Commerce for 1929 through 2022.[footnoteRef:17] The PUCO Staff is correct in assuming the economic growth rate to be the expected long-term dividend growth rate. However, the cost of capital is the expected market required return on capital for the future investment of the utilities in this case. Therefore, it should be forward looking. Historical GNP or GDP growth rate only reflects what has happened in the past and the past does not necessarily reflect the current or future market and economic conditions. Therefore, it is inappropriate to use historical growth rate in this context. 	 [16:  Staff Report at 10-11.]  [17:  Staff Report at 10-11. ] 

	The historical GNP growth rate during the sample period of the PUCO Staff is 6.31%[footnoteRef:18] and it was used as the expected future GNP growth rate, which is too high for the future given the expected economic condition in the U.S. In calculating the 6.31% annual growth rate, the PUCO Staff used the arithmetic growth formula – i.e., calculating the annual growth rate and then averaging the overall annual growth rate. However, this approach has a well-known problem of over-stating the growth rate when growth rate varies quite a bit during the sample period. The correct calculation is to obtain the geometric mean growth rate, which is 6.08% ((25640.1/105.3)^(1/93)-1). However, even 6.08% is still not representative of the future GNP/GDP growth rate. [18:  Ibid, Staff Schedule D-1.11.] 

	It is well-known that the U.S. economy experienced a slowdown in economic growth in the last several decades. The U.S. real GDP growth rate has been declining over the years. From 1970 to 2020, the U.S. real GDP grew at a rate of 2.67%, while that rate for the period of 1980-2020 and 1990 to 2020 has declined to 2.55% and 2.29% respectively. The growth rate for the period of 2000 to 2020 dipped to 1.73%.[footnoteRef:19] The historical GDP growth rate of 6.41% does not appear to be consistent with the more recent trend in GDP growth. The most recent expected GDP growth rate for the U.S. is around 4.18%.  [19:  Zhu Testimony, at 50. ] 

OBJECTION 4: OCC objects because the Staff Report erred by using the yields of the 20-year U.S. Treasury Bonds as the risk-free rate used in the Capital Asset Pricing Model (“CAPM”). The inclusion of the yields of 20-year U.S. Treasury Bonds in calculating the risk-free rate overstates the estimated cost of equity of Aqua under the CAPM analysis causing a rate of return that is too high and results in unjust and unreasonable rates to consumers in violation of R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18. 
The PUCO Staff’s use of the yields of 20-year U.S. Treasury Bonds as part of the calculation of the risk-free rate overstates the estimated cost of equity of Aqua under the CAPM analysis.[footnoteRef:20] In the CAPM analysis, a risk-free rate is typically based on the current actual yields of long-term U.S. government bonds with ten years or longer maturity. A more reasonable risk-free rate would be the 30-year U.S. Treasury Bond yield. Utility investments are long-term, often more than 30 years, which makes the 20-year horizon too short. In addition, the current 20-year T-bond yield is higher than the 30-year T-bond yield. The inverted yield curve suggests that the market is expecting the interest rate to be lower at the longer horizon, which suggests that the 30-year bond yield is better at reflecting the cost of long-term debt than the 20-year bond yield. [footnoteRef:21] [20:  Staff Report at 10.]  [21:  Zhu Direct Testimony at 51.] 

	The use of the 20-year T-bond yield by the Staff is inconsistent with the PUCO Staff’s methodology in past cases. For example, the PUCO Staff used the average of 10-year and 30-year T-bond yields as the interest rate for the input to the CAPM model.[footnoteRef:22] [22:  See Case Nos. 21-0637-GA-AIR, et al., Staff Report (April 6, 2022), at p. 26.] 

As the yields of the 20-year bonds tend to be much higher than the yields of the 30-year bonds, using the yields of 20-year U.S. Treasury Bonds as the risk-free rate overstates the estimated cost of equity of Aqua under the CAPM analysis. OCC objects to the use of 20-year U.S. Treasury Bonds as the risk-free rate for the CAPM analysis.
[bookmark: _Toc142639515][bookmark: _Toc142923662]OBJECTION 5: OCC objects because the Staff Report erred by using the historical return in the calculation of market risk premium in the Capital Asset Pricing Model (“CAPM”). The use of the historical return overstates the estimated cost of equity of Aqua under the CAPM analysis causing a rate of return that is too high and results in unjust and unreasonable rates to consumers in violation of R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18.
	To calculate the market equity risk premium for the CAPM model, the PUCO Staff used the arithmetic average of annual returns from 1926 through 2021 for large-cap stocks of 12.33 percent.[footnoteRef:23] The required return on equity is the market expected return for the future investment period, thus requiring the expected market risk premium analysis. The calculation of the market risk premium by the Staff is based on historical performance of the market, which may not reflect what the market expects for the future. As a result, the historical risk premium calculated by the PUCO Staff is inappropriate.  [23:  Staff Report at 10.] 

	In addition, the PUCO Staff used the arithmetic average of annual returns from 1926 through 2021 to calculate the annual returns. It is well known that the arithmetic average overstates the annual growth for a period especially when the annual returns vary significantly. The correct way is to use the geometric mean. A simple example can be used to illustrate the difference between geometric mean and arithmetic mean. Suppose a stock price at the beginning of the year is $100 and then drops to $50 at the end of the first year before it recovers to $100 at the end of the second year. The geometric mean would be 0% for the stock in the two-year period, but the arithmetic mean would be the average of two annual returns: (-50% +100%)/2 = 25%). The calculation of arithmetic mean shows the variation of the returns each year, but it exaggerates the annual growth rate.
	The PUCO Staff’s calculated market risk premium of 7.46% by the historical method overstates the market risk premium. For example, Statista suggested that the average MRP in the U.S. for 2011-2022 is 5.6%.[footnoteRef:24] Professor Aswath Damodaran, a well-known expert in the study of Equity Risk Premium at Stern School of Business at New York University, estimated that the market expected return at the start of 2023 is 9.82%. With the use of the T-bond yield, the implied Equity Risk Premium is 5.94%.[footnoteRef:25] A survey of risk premiums used by professionals in 2023 by Professors Pablo Fernandez, Diego García, and Javier F. Acin puts the U.S. risk premium at 5.7%.[footnoteRef:26] Duff and Phelps (now Kroll), a source that valuation experts frequently rely upon, recommends U.S. market Equity Risk Premium or MRP to be 5.5%, effective June 2023.[footnoteRef:27]  [24:  https://www.statista.com/statistics/664840/average-market-risk-premium-usa/.]  [25:  https://seekingalpha.com/article/4571595-data-update-2-for-2023-rocky-year-equities.]  [26:  https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4407839.]  [27:  https://www.kroll.com/en/insights/publications/cost-of-capital.] 

[bookmark: _Toc142639516]In light of this, the PUCO Staff’s market risk premium overestimates the required market risk premium for the current market condition and thus overstates the cost of equity for Aqua Ohio, leading to unjust and unreasonable rates for consumers to pay. 
[bookmark: _Toc142923663]OBJECTION 6: OCC objects because the Staff Report erred by including the results of Comparable Earnings (“CE”) analysis, such as the estimated return on equity of 10.11% earned by companies other than water utilities with different business and financial risks from a water utility in calculating the cost of equity. Including the CE model overstates the cost of equity of Aqua causing a rate of return that is too high and results in unjust and unreasonable rates to consumers in violation of R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18.

To protect Aqua’s consumers, OCC objects to the PUCO Staff’s use of the results of the Comparable Earnings method (“CE”), such as the estimated return on equity of 10.11% earned by including companies from other utility industries in calculating the cost of equity.[footnoteRef:28] These companies are not water utilities but mostly gas and electric utilities, which have different business and financial risks than those associated with a water utility such as Aqua.  [28:  See Staff Report at 11.] 

The PUCO Staff’s use of the CE method is also inconsistent with its past practice. In the past rate cases, the Staff relied on both DCF and CAPM models to estimate the ROE most of the time with a few exceptions.[footnoteRef:29] The PUCO Staff has not explained why it has deviated from its convention on those cases. The PUCO Staff’s inconsistencies in its adaptation of the methodologies and its deviation from past practice cast doubt on the PUCO Staff’s adoption of the CE method in this case. [29:  Zhu Direct Testimony, Exhibit 10.] 

	In addition, the CE method is not a market-value-based approach. The return on equity is a minimum required market return on equity, and it is a market value concept. However, the rate of return as obtained by the PUCO Staff in its CE approach is the rate of return on book value, not market value, equity. This approach is problematic as investors require a fair return on market value of equity, not book value, because investors cannot buy stocks at book value. 
	For this reason, FERC has rejected CE or Expected Earnings models as a method to estimate the market required return on equity. FERC stated:
The Commission explained that the return on book value is not indicative of what return an investor requires to invest in the utility’s equity or what return an investor receives on the equity investment, because those returns are determined with respect to the current market price that an investor must pay in order to invest in the equity. Specifically, the Commission found that the Expected Earnings model measures returns on book value, without consideration of what market price an investor would have to pay to invest in the relevant company, so it does not accurately measure the investor’s expected returns on its investment, and, therefore, has been “thoroughly discredited”[footnoteRef:30]. [30:  FERC Opinion No. 569-A, Order on Rehearing, (Issued May 21, 2020). Para 117, page 51.] 

	The PUCO Staff’s use of CE model for the Aqua is also inconsistent with the approach of the PUCO Staff in other cases, such as the more recent Columbia Gas rate case,[footnoteRef:31] where the PUCO Staff only employed the DCF and CAPM model. The cherry-picking of approaches only serves to raise the return on equity estimates.  [31:  PUCO Case Nos. 21-0637-GA-AIR, et al.] 

OBJECTION 7: OCC objects because the Staff Report inappropriately increased the cost of equity by allowing an adjustment for equity issuance and other costs, causing a recommended cost of equity that is too high and thus results in unjust and unreasonable rates for consumers in violation of R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18.
To protect Aqua’s consumers, OCC objects to the inclusion of an allowance for generic and hypothetical issuance and other costs proposed in the Staff Report.[footnoteRef:32] By including this additional allowance and applying a factor of 1.01052 to accommodate issuance cost and other costs, the Staff Report increased the recommended cost of equity from a range of 8.85% to 9.85% to a range of 8.94% to 9.95%. The PUCO Staff did not justify the inclusion of these costs. Even if an adjustment for equity issuance and other costs were allowed, the Staff inappropriately increased the cost of common equity by using a hypothetical and generic issuance cost factor of 3.5%.[footnoteRef:33]  [32:  Staff Report at 11.]  [33:  The Staff Report, Staff Schedule D-1.2.] 

The Staff Report has not explained why this generic issuance cost factor is reasonable or why it should be applied in this proceeding. In addition, there is no demonstration in the Staff Report that Aqua Ohio is likely to incur these costs in the near future or the magnitude of these costs. The addition of arbitrary and unproven equity issuance and other costs will unnecessarily and unreasonably increase the cost of water services to Aqua Ohio’s customers.[footnoteRef:34] [34:  Zhu Direct Testimony, at 56.] 

[bookmark: _Toc142639518][bookmark: _Toc142923665]OBJECTION 8: OCC objects because the Staff Report’s recommended rate of return range of 6.49% to 7.02% is too high based on current market conditions and Aqua’s business and financial risks, resulting in rates that are too high and are unjust and unreasonable for consumers in violation of R.C. 4905.22, 4909.15, 4909.154, 4909.17 and 4909.18. The Staff Report should have recommended a rate of return of 6.47% or lower.

To protect Aqua’s consumers, OCC objects to the recommended rate of return range of 6.49% to 7.02% in the Staff Report. The Staff Report’s recommended rate of return range of 6.49% to 7.02% is too high based on current market conditions and Aqua’s business and financial risks. It is therefore unjust and unreasonable for consumers to pay Aqua a water distribution charge based on this range of rate of return.
The costs of wastewater services to the Ohio consumers served by Aqua have steadily increased over the past six years. These consumers have faced frequent and significant rate increases. This rate increase by Aqua, if approved, would be the fifth increase in rates (including the three System Improvement Charges) granted by the PUCO since March 2017.[footnoteRef:35]  [35:  See, In re Application of Aqua Ohio, Inc. for Authority to Assess a System Improvement Charge, Case No. 18-0337-WW-SIC, 3.66% increase approved (February 6, 2019); In re Application of Aqua Ohio, Inc. for Authority to Assess a System Improvement Charge, Case No. 19-0567-WW-SIC, 3.733% increase approved (October 23, 2019); In re Application of Aqua Ohio, Inc. for Authority to Assess a System Improvement Charge, Case No. 20-0532-WW-SIC, 3.498% increase approved (September 23, 2020); In re the Matter of the Application of Aqua Ohio Wastewater, Inc. to Increase its Rates and Charges for Its Wastewater Service, Case No. 21-596-ST-AIR (June 28, 2021).] 

Aqua’s frequent and significant rate increases in recent years indicate the need to select a lower but reasonable rate of return to lessen the impact of any further rate increase to Aqua’s consumers. At the same time, the frequent use of the System Improvement Charge by Aqua has reduced considerably the so-called regulatory lag and the business and financial risks of Aqua. This in turn should lead to a lower authorized rate of return for Aqua. 
OCC’s recommended rate of return of 6.47% reflects proper and reasonable modifications to the rate of return analysis included in the Staff Report.[footnoteRef:36] This rate of return is also consistent with the well-established regulatory principles that (1) a rate of return should not result in unjust and unreasonable rates; (2) a rate of return should be based on current market conditions and returns available from alternative investments; (3) a rate of return should be based on providing sufficient fund for a regulated utility to continue its normal course of business; and (4) a rate of return is not a guarantee for the regulated utility to receive excessive returns on its invested capital. [36:  Staff Report at 11.] 


[bookmark: _Toc98165623][bookmark: _Toc142923666]IV.	CONCLUSION
To protect consumers from Aqua charging them rates that are unjust, unreasonable and unlawful, the PUCO should adopt OCC’s recommendations set forth in these objections, which are further developed in OCC’s testimony.
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