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I.

STATEMENT OF QUALIFICATIONS OF JAMES A. ROTHSCHILD

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is James A. Rothschild and my address is 115 Scarlet Oak Drive,
Wilton Connecticut 06897.

WHAT IS YOUR OCCUPATION?
I am a financial consultant specializing in utility regulation. I have experience in
the regulation of electric, gas, telephone, sewer, and water utilities throughout the

United States.

. PLEASE SUMMARIZE YOUR UTILITY REGULATORY EXPERIENCE.

[ am President of Rothschild Financial Consulting and have been a consultant
since 1972. From 1979 through January 1985, I was President of Georgetown
Consulting Group, Inc. From 1976 to 1979, | was the President of J. Rothschild
Associates. Both of these firms specialized in utility regulation. From 1972
through 1976, Touche Ross & Co., a major international accounting firm,
employed me as a management consultant. Touche Ross & Co. later merged to
form Deloitte Touche. Much of my consulting at Touche Ross was in the area of
utility regulation. While associated with the above firms, I have worked for
various state utility commissions, attorneys general, and public advocates on
regulatory matters relating to regulatory and financial issues. These have
included rate of return, financial issues, and accounting issues. (See Appendix

A).



1 Q. WHAT IS YOUR EDUCATIONAL BACKGROUND?
2 A.Ireceived an MBA in Banking and Finance from Case Western University (1971)
3 and a BS in Chemical Engineering from the University of Pittsburgh (1967).



II. PURPOSE

. WHAT IS THE PURPOSE OF THIS TESTIMONY?

. The purpose of this testimony is to determine the cost of equity, capital structure,
and overall cost of capital that is appropriate to apply to the rate base of the
regulated utility operations of Florida Power Corporation. Additionally, this
testimony will provide an evaluation of the testimony of Florida Power

Corporation’s cost of equity witness, James H. Vander Weide.



HI. SUMMARY OF FiNDINGS AND RECOMMENDATIONS

Q. PLEASE SUMMARIZE YOUR FINDINGS AND RECOMMENDATIONS IN
THIS CASE.

A. I have determined that the overall cost of capital that should be allowed to
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FPC’s regulated utility operations is 7.55%. This is based upon the actual
consolidated capital structure of Progress Energy, and a cost of equity of
10.20%. My cost of capital recommendation is different from that requested by
the company both because I have used a different capital structure and different
cost of equity. | have adopted the company’s embedded cost of long-term debt,
preferred stock, and customer deposits. If | had used the company requested
capital structure, I would have recommended a cost of equity of 9.50%. This is
because of the substantially lower financial risk associated with that equity rich
capital structure.

I am aware that Florida regulatory policy has implemented numerous
adjustment clauses which have the effect of reducing the risk experienced by
Florida Power Corporation’s equity holders. These include a forward-looking
fuel adjustment clause, a conservation adjustment clause, and an environmental
adjustment clause. The aggregate impact of these clauses is likely to cause a
reduction in risk beyond the level of risk reduction that exists on average by the
comparative electric companies. No downward adjustment to my cost of equity
recommendation was made to account for these lower risks. However, it would

be reasonable for the Commission to make such a downward adjustment to the
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cost of equity to recognize the lower risk caused by these adjustment clauses.
Equity reductions to reflect lower risks such as this have often been in the range
of a 25 basis point (0.25%) reduction in the cost of equity.

The company’s requested cost of equity is based upon the testimony of
James H. Vander Weide. His testimony contains serious errors in the
implementation of the equity costing methods he has presented. These
problems are explained in detail later in this testimony.

Summarizing, the major problem with Dr. Vander Weide’s Discounted
Cash Flow (DCF) cost of equity computation is that he applies the DCF
Method as if investors not only expect short-term analyst forecasts to be
accurate in the short-term, but also somehow applicable in the long-term. Dr.
Vander Weide’s analysis implies that investors believe the average return on
book equity (ROE) for his selected group of comparative electric companies
will increase to 18% by 2024 and keep increasing forever. Ignoring his
inappropriate stretching of short-term forecasts to the horizon, his DCF method
is mathematically invalid because it is not indicative of the expected growth in
dividends, stock price, or book value even over the next five years. This large
mathematical error is repeated in the portion of Dr. Vander Weide’s risk
premium based methods that rely upon his DCF method.

As will be explained later in this testimony, my criticisms of Dr. Vander
Weide’s approaches to determine the cost of equity are confirmed by many

sources, one of which is a recent analysis presented by Credit Suisse First
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Boston (CSFB). In this CSFB report, entitled “Global Strategy Perspectives”!

(43

they find that five-year analysts’ consensus growth rates . are unusually

unreliable...”, being high because of “... one-off reductions in interest rates

27

and tax gains...”. CSFB also states “(w)e remind readers that over the last 10
years I/B/E/S earnings numbers have on average been 6% too optimistic 12
months prior to a reporting date.” CSFB finds that the equity risk premium
over treasuries for an Investment of average risk is 3.7%. The risk premium
over Baa rated corporate bonds is 1.9%. These bond risk premiums shown on
Schedule JAR 10, P. 1 are consistent with my cost of equity recommendation
and are much lower than the very excessive 6.62% equity risk premium over
corporate bonds used by Dr. Vander Weide. See page 32, line 9 of his direct
testimony.

For reasons shown later in this testimony, Dr. Vander Weide’s risk
premium method introduces a substantial upward bias because he relies upon
the historic quantification of the risk premium based upon the improper
“arithmetic average” approach rather than the “geometric average”. The U.S.
Securities and Exchange Commission (SEC) has found it proper to use the
geometric average approach. Even sources such as Value Line have found that

using the arithmetic average rather than the geometric average results in an

upwardly biased result.

I An article in a publication entitled Weekly Insights, dated October 4, 2001. The article is contained
on pages 55-64. ) )



1 IV. CAPITAL STRUCTURE AND EMBEDDED COST RATES

2

3 Q. DOES THE MANAGEMENT OF A REGULATED UTILITY ALWAYS
4 HAVE THE INCENTIVE TO IMPLEMENT THE CAPITAL STRUCTURE
5 THAT IS IN THE BEST INTERESTS OF RATEPAYERS?

6 A. No. The revenue requirement associated with each percentage of common equity
7

in the capital structure is considerably more costly than debt. This is not only

8 because the cost of equity is higher than the cost of debt, but because the
9 earnings requirement on equity needs to be grossed-up for income taxes. This is
10 in contrast to the interest expense on debt that does not need a tax gross-up
11 because interest expense is tax deductible. Therefore there can be an incentive
12 for parent companies to move equity from non-regulated portions of their
13 business into the capital structure of their regulated subsidiaries.
14

15 Q. HOW HAVE YOU DETERMINED THE CAPITAL STRUCTURE IN THIS
16 PROCEEDING?

17  A. Istarted by reviewing the capital structure proposed by the company in this

18 proceeding. The company requested a capital structure, computed in a way

19 consistent with the general policies in Florida, that contains 53.62% common

20 equity. For comparison purposes, I also noted that the capital structure requested
21 by Florida Power Corporation contains 61.14% common equity if the capital

22 structure is examined from the more traditional approach of expressing the

23 percentage of common equity financing as the percentage of total investor

24 supplied financing (the sum of common equity, preferred equity and debt.) This
25 61.14% common equity ratio is the appropriate ratio to use for the purpose of
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comparing the capital structure requested by Florida Power to the capital
structure of other companies. I compared this capital structure requested by
Florida Power Corporation with the average capital structure of the group of
comparative electric companies chosen by the company and with the actual
consolidated capital structure of Progress Energy. Schedule JAR 7 shows that
the average common equity percentage used by the group of comparative electric
companies was 43.58%. Schedule JAR 1, Page 3 shows that the common equity
ratio actually utilized by Progress Energy was 38.04% on September 30, 2001.
Compared to these, the 61.14% common equity in the capital structure requested
for Florida Power (computed on a consistent basis of investor supplied capital to
investor supplied capital) is considerably more burdened with common equity
than either the capital structure of the comparative electrics or the capital

structure of Progress Energy.

WHAT DID YOU USE FOR THE EMBEDDED COST OF LONG-TERM
DEBT, PREFERRED STOCK, AND CUSTOMER DEPOSITS?
I have adopted the cost rates proposed by the company for preferred stock and

debt.

HOW IS THE CONSOLIDATED CAPITAL STRUCTURE OF PROGRESS
ENERGY RELEVANT TO THE CAPITAL STRUCTURE OF FLORIDA
POWER?

The bond rating and the cost of debt to a subsidiary company such as Florida

10
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Power is highly influenced by the credit standing of its parent. This is because
rating agencies are aware that the parent could become a source of capital in hard
times. While there often is no contractual requirement for the parent to provide
funds to one of its subsidiaries that may be in financial trouble, it could well be in
the best interests of the parent to provide funds to a subsidiary that it owns if such
provision of funds could serve to protect the integrity of the parent’s investment
in the subsidiary., BEGIN CONFIDENTIAL INFORMATION::::THIS
INFORMATION DEEMED CONFIDENTIAL BY FLORIDA POWER
CORPORATION 2, END CONFIDENTIAL
INFORMATION. As shown on OPCS5 001543 ( part of response to OPC RFP
#96), the bond rating of Florida Power Corp. is now BBB+ by Standard & Poors,
a level that is very similar to the BBB rating Standard & Poors gives to Progress
Energy, Inc. Before the merger, according to the response to OPC RFP #96
(OPC 5 001507) the debt of Florida Power was rated AA- by Standard & Poors.
This same response indicates that an important part of the capitalization strategy
of Florida Power was to allow it to maintain an AA- credit rating. However, due
to the merger and the new bond rating policies being used by Standard & Poors,
maintaining a high common equity ratio at the subsidiary level is insufficient to
maintain the higher credit rating. In order to maintain the higher credit rating,

Progress Energy would have to bring its common equity ratio up to levels

sufficient for a much stronger bond rating.

2 THIS INFORMATION DEEMED CONFIDENTIAL BY FLORIDA POWER CORPORATION.

11
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Q. DO YOU HAVE DOCUMENTATION FROM STANDARD & POORS THAT

EXPLAINS ITS POSITION ON THE RELATIONSHIP BETWEEN THE

CREDIT STANDING OF A SUBSIDIARY IN RELATION TO ITS PARENT?

. Yes. Standard & Poors website contains a document entitled “Corporate Rating

Criteria”, Standard & Poors, 2001. Page 45 of this Standard & Poors document
contains the following:

Utilities are often owned by companies that own other, riskier businesses or
that are saddled with an additional layer of debt at the parent level. Corporate
rating criteria would rarely view the default risk of an unregulated subsidiary as
being substantially different from the credit quality of the consolidated economic
entity (which would fully take into account parent-company obligations).
Regulated subsidiaries can be treated as exceptions to this rule — if the specific
regulators involved are expected to create barriers that insulate a subsidiary from
its parent.

In those cases that benefit from regulatory insulation, the rating on the
subsidiary is more reflective of its “stand alone” credit profile. (As a corollary,
the parent-company rating is negatively affected — since it is deprived of full
access to the subsidiary’s assets and cash flow.) With utilities’ competition and
consolidation increasing, and with shifts to new forms of regulation that are
coming into existence, however, there is less reason to expect such regulatory
intervention. Just as there is less and less basis to rely generally on regulators to
maintain a level of credit quality — as discussed above — so, too, there is less basis
for regulatory separation.

Rating policy has evolved in tandem with these trends. The bar has been
raised with respect to factoring in expectations that regulators would interfere
with transactions that would impair credit quality. To achieve a rating
differential for the subsidiary requires a higher standard of evidence that such
intervention would be forthcoming. (See sidebar “Telecommunications Ratings
Policy Revised.™)

12
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The *“telecommunications sidebar”, which is on page 46 of the same
document, starts with the following paragraph:

Standard & Poors no longer allows the corporate credit rating (CCR) of a
regulated telephone operating company to be higher than the CCR of its parent.

HOW HAS THE POLICY YOU HAVE QUOTED ABOVE BEEN
IMPLEMENTED IN THE CASE OF FLORIDA POWER CORPORATION VIS

A VIS ITS PARENT PROGRESS ENERGY?

. Despite the very high common equity ratio of Florida Power, its bonds are rated

BBB+. This is consistent with the bond rating that should be expected for
Florida Power if and only if the relatively low common equity ratio of its parent,
Progress Energy, is a critical factor in Florida Power’s bond rating. BEGIN
CONFIDENTIAL INFORMATION: THIS INFORMATION DEEMED

CONFIDENTIAL BY FLORIDA POWER CORPORATION
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END CONFIDENTIAL INFORMATION

Q. IS A LOWER BOND RATING NECESSARILY BAD?

A. No. One way to obtain a higher bond rating is to increase the level of common

equity in the capital structure by replacing debt with equity. While a higher
bond rating will lower borrowing costs, the additional cost associated with the
extra equity is only justified if the reduction in the cost of debt is sufficient to
justify the savings in interest expense. The cost of capital is an important
component of the overall cost of providing electric service. Therefore,
minimizing the overall cost of capital should be considered a primary goal of

capital structure selection, not just the bond rating.

Q. ARE THERE ANY OTHER REASONS WHY IT IS PROPER TO USE THE

CONSOLIDATED CAPITAL STRUCTURE WHEN DETERMINING THE

ACTUAL CAPITAL STRUCTURE FINANCING THE ASSETS OF FLORIDA

POWER CORPORATION?

A. The consolidated capital structure is not subject to a conflict of interest. The

14
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consolidated capital structure is an actual capital structure that reflects full arms-
length transactions between the public debt and equity investors. It is likely that
the other operations, both regulated and unregulated, are the same or more risky
than the regulated operations of Florida Power Corporation. Using the
consolidated capital structure as an estimate of the actual capital structure of the
regulated Florida Power Corporation operations produces a conservatively high
estimate of the percentage of common equity financing Florida Power

Corporation’s regulated utility operations.

ARE YOU AWARE OF ANY STATEMENTS FROM ANY MAJOR
ACCOUNTING FIRMS ABOUT THE APPLICABILITY OF A SUBSIDIARY
BALANCE SHEET?

Yes. Prior to the merger to form Pricewaterhouse Coopers, LLP, Price
Waterhouse was hired to advise the Long Island Power Authority regarding its
proposed takeover of some of the electric utility assets of Long Island Lighting
Company. In this context, Elizabeth M. McCarthy, Partner of the accounting
firm Price Waterhouse, stated in a presentation to a meeting of the Board of
Trustees of the New York State Long Island Power Authority on June 11, 1997,

that:

15
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... whenever you have a situation where you have a holding company, it is

important to have provision for hypothetical cap structure because a
holding company can capitalize its operating companies any way it
wants, a hundred percent equity or anything else in between, a hundred
percent debt or anything else in between.?

(Emphasis added.)

Q. DOES PROGRESS ENERGY HAVE AN INCENTIVE TO LOWER THE

OVERALL COST OF CAPITAL OF ITS FLORIDA POWER CORPORATION

SUBSIDIARY?

. No, on the contrary. While there is substantial incentive for Progress Energy to

Jower its overall cost of capital on a consolidated basis, it does not follow that a
regulated subsidiary has such an incentive. As long as a Progress Energy
believes its subsidiary capital structure might be used for regulatory purposes, it
has an incentive to keep the common equity ratio of the regulated subsidiary

relatively high.

. IN VIEW OF ALL OF THE EVIDENCE YOU HAVE PRESENTED ABOVE,

HOW DO YOU RECOMMEND THE CAPITAL STRUCTURE FOR
QUANTIFYING THE OVERALL COST OF CAPITAL OF FLORIDA POWER

CORPORATION BE DETERMINED IN THIS CASE?

3 A transcript of the entire trustee meeting of June 11, 1997 is available on the website of the Long
Island Power Authority at www.lipa.state.ny.us. The referenced quote appears on page 95 of the
transcript.

16
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A. I recommend that the capital structure presented by Florida Progress be
recomputed to reflect the actual mix of investor supplied debt and equity that is
being used by Progress Energy. The procedure for. doing this is shown on

Schedule JAR 1, Page 2.

Q. YOU ALSO SHOW A CAPITAL STRUCTURE AND ASSOCIATED
OVERALL COST OF CAPITAL ASSUMING FLORIDA POWER
CORPORATION WERE FINANCED WITH THE SAME MIX OF
INVESTOR SUPPLIED DEBT AND EQUITY USED BY THE
COMPARATIVE GROUP OF ELECTRIC COMPANIES. WHY DID YOU
PROVIDE THIS ALTERNATIVE COMPUTATION?

A. T am aware that Progress Energy incurred a higher than normal level of debt to
finance its acquisition of Florida Progress. The equity ratio has already been
increased as of the 9/30/01 date I used to quantify the capital structure of
Progress Energy. It remains to be seen how much more, if any, Progress
Energy will increase its common equity ratio. [ presented the overall cost of
capital based upon the comparative group average to show what the overall cost
of capital would be if and when Progress Energy increases its common equity

ratio up to industry average levels.

17
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Y. COST OF COMMON EQUITY

. Introduction

HOW DID YOU DETERMINE THE COST OF EQUITY, AND WHAT

WERE YOUR FINDINGS?

. T'have determined the cost of equity by applying two different versions of the

DCF method and two different versions of the Risk Premium/CAPM method.
The DCF method was separately applied to the group of comparative electric
distribution companies and the comparative gas distribution companies selected
by company witness Dr. Vander Weide. I also applied the DCF method directly
to Progress Energy the parent of Florida Power Corporation. I consider the
results of all the methods to produce my final recommendation and compare and
contrast the results of each method with the results obtained from the other
methods. I do not mechanically combine various results because it is preferable
to compare and contrast the results and evaluate them in the context of current
economic conditions. For example, the flight to quality in the market today
causes a properly applied risk premium/CAPM model to understate the cost of
equity. I gave this fact important consideration when interpreting the results. In
more normal times, it may be appropriate to give the risk premium/CAPM results
a higher weighting.

One of the two versions of the DCF method I used is based upon the

commonly used simplified, or constant growth, or single-stage version of the
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DCF model. This version determines the cost of equity by summing the dividend
yield and a future expected growth rate. This constant growth version of the
DCF model only produces a valid resuit if the value used for the growth rate is
reasonably representative of investors’ future expectation of a constant growth
rate for earnings, dividends, book value, and stock price. As will be explained
later in this testimony, should the growth rate used in this constant growth
formula not be representative of the anticipated growth rate for any one of these
factors, then this simplified version of the DCF method should not be used
because it will produce a result that is not a valid indicator of the cost of equity.
In addition to presenting the constant growth form of the DCF model, I also
have used the results of a complex, or multi-stage version of the DCF model.
This multi-stage version of the DCF model separately discounts each future
anticipated cash flow and therefore does not require the limitation of a constant
growth rate in earnings, dividends, book value, and stock price to still be correct.
Any combination of future levels of these factors can be used so long as the
inputs are consistent with investors’ future expectations.  The multi-stage DCF
model might seem more complicated because it requires separate estimates of the
expected cash flow in each future year considered. In reality, however, the
proper implementation of the single-stage DCF requires so much care in the
selection of a growth rate that is equally applicable to dividends, earnings, book
value, and stock price that it actually takes an even greater level of sophistication

to properly implement the single-stage DCF than the multi-stage DCF.

19



As shown on Schedule JAR 2, the constant growth or single-stage DCF is
indicating a cost of equity of 9.48% to 10.64% depending upon the time period
and the companies used, and the multi-stage DCF is indicating a cost of equity of

9.62% to 10.64%, with an average result of 10.13%.
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The risk premium/CAPM method was first applied by utilizing the actual
historic difference between the earned total return on equity investments
compared to the inflation rate. This method is helpful because the relationship
between the inflation rate and the earned return on common stocks has been
shown to be relatively stable in all major sub-periods from 1802 through 1997.4
Furthermore, the U.S. Treasury Department now sells long-term U.S. treasury
bonds that are indexed to inflation as well as selling U.S. treasury bonds that
are not indexed to inflation. Therefore, it is possible to accurately quantify
what future rate of inflation investors expect by comparing the yield on the two
different forms of U.S. treasuries. By quantifying investors’ expectations for
the future inflation rate and adding a risk premium derived from the historically
stable differential between the inflation rate and the return on common stocks,
it is possible to develop an estimate of the current cost of equity. As shown on
Schedule JAR 2, the cost of equity derived from this approach for the average
equity is currently indicated to be 8.90%. The result would be lower than
8.90% if the lower risk of electric utilities was considered. While I normally

have made a specific adjustment to lower the indicated cost of equity for risk
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specific reasons, in the current marketplace the yields on long-term bonds
already reflect the flight to quality caused by uncertain economic times and the
stimulating effects of the Federal Reserve Board. Therefore, I have not
included the risk-adjusted results of the inflation premium method in my cost
of equity summary.

The second approach to the risk premium/CAPM method was to add a risk
premium to the cost of debt. This method has been commonly applied in utility
rate proceedings by determining the historic difference between the actual total
return earned by investors on common stocks (total return is dividends plus
capital appreciation) and comparing that return to the total return earned on a
bond investment. The difference between those two returns is the risk
premium. That risk premium is then modified for the risk that is appropriate
for the company or group of companies to which the method is being applied.
In the past, I have applied this method by determining the appropriate risk
premium between the cost of debt and the cost of equity for an average electric
utility and the cost of various debt instruments. The debt instruments I used
were a) long-term treasury bonds, b) long term high quality corporate bonds, c)
intermediate term treasury bonds, and d) 90-day treasury bills. Again, due to
current economic conditions, there are temporarily problems with using
treasury securities in a risk premium analysis based upon historic risk premium

relationships. Therefore, I have only summarized the results of a risk premium

4 Page 12 of Stocks for the Long Run by Jeremy J. Siegel, Professor of Finance- the Wharton School
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analysis based upon long-term corporate bonds. The overall cost of equity
based upon this method was 9.83% for a non-utility common stock of average
risk. After using beta to adjust for the lower risk of the electric utility industry,
the indicated cost became 8.12%. See Schedule JAR 2.

Q. IS THE 8.12% UNUSUALLY LOW?

A. 8.12% is a lower result than has been awarded to utility companies as a cost of
equity. However, in an interview on the business television station CNBC during
December 2001, legendary investor and Chairman of Berkshire Hathaway
Warren Buffett said that he expects the S&P 500 to earn a total return of 7-8%
over the next decade. CNBC Reporter Mark Haines asked Mr. Buffett if this 7-
8% return was worth the incremental risk given that long-term U.S. treasury
bonds are yielding about 5.5%. He responded by saying that the difference

between 5.5% and 7-8% is substantial when compounded for 10 years.

of the University of Pennsylvania, McGraw Hill, 1998.
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B. Summary of Conclusions on Cost of Equity

Q. WHAT IS THE COST OF EQUITY TO FLORIDA POWER

CORPORATION?

A. Based upon an analysis of all of the cost of equity results shown on Schedule

JAR 2 and considering conditions in the current financial markets, I find that the
cost of equity to the comparative group of electric companies is 10.0%. This
cost of equity should be modified based upon the specific financial risk of the
capital structure used by Florida Power. The company has requested that its
cost of capital be determined based upon a capital structure with a substantially
higher percentage of common equity and therefore a substantially lower
financial risk than that of the comparative electric companies. Therefore, if the
capital structure requested by the company were to be used, the cost of equity
should be lowered to 9.50% to recognize this lower financial risk. However, for
reasons that I have explained in this testimony, the proper capital structure to
use for Florida Power is the actual capital structure of its parent, Progress
Energy. The Progress Energy capital structure contains less common equity
than the comparative group. Therefore, it has a higher financial risk and should
be accordingly allowed a higher cost of equity than for the average of the
comparative group. To account for this higher financial risk, I have increased
the 10.0% cost of equity for the comparative group up to 10.20%.

Recognizing that recession fears are causing the DCF method to overstate

the cost of equity at this juncture, I noted that the constant growth version of
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the DCF method as applied to the comparative group of electric utilities is
9.48% to 10.03%. I also found that the cost of equity indicated by the multi-
stage version of the DCF method applied to the same group of electric
distribution utilities varied between 9.62% to 10.64% depending upon whether
stock prices from11/30/01 or for the year ending 11/30/01 were used. The cost
of equity indicated by the risk premium/CAPM method is 9.83% for an equity
of average risk, and is 8.12% if consideration is given to the lower than average
risk experienced by a regulated electric utility. See Schedule JAR 2. The
results of the inflation premium method are difficult to interpret in the current
environment because in times of recession, there us usually a “... flight to

"

quality....”.

2

“Flight to quality” means. that investors are more inclined to
purchase low risk U.S. treasury securities in uncertain economic times than
when they are more confident about the outlook for the economy. The inflation
premium method is dependent upon U.S. treasury interest rates and is therefore
is being temporarily impacted by this “flight to quality”.

Based upon a review of the DCF and risk premium/CAPM results, I
recommend that the cost of equity for an electric utility of average risk is no
more than 10.0%. This result is conservatively high because it is slightly above
the 9.97% average of the results of the complex, or multi-stage DCF. The

results of the multi-stage DCF are higher than the results for either the constant

growth DCF or the risk premium/CAPM results.

Q. SHOULD THIS 10% BE DIRECTLY APPLIED AS THE COST OF EQUITY
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FOR FLORIDA POWER CORP?

. No. Before deciding what the cost of equity is for Florida Power Corp., the

difference in financial risk, or capital structure risk, between the comparative
companies and that of Florida Power Corp. should be considered. The capital
structure is important because (as the amount of equity increases, the cost of
equity decreases. The Graph below may help to illustrate the relationship

between the percent of equity in the capital structure and the cost of equity.

Financial Risk & Capital Structure

Cost of Equity ====>

% of Equity ====>

To calculate the cost of equity for Florida Power based upon the actual capital
structure of Progress Energy, I have added 20 basis points to the average cost of
equity of the applicable group of electric distribution companies. Therefore, my
recommended cost of equity for FPC’s electric utility operations is 10.20%. As
shown on Schedule JAR 1, I would recommend a 10.0% cost of equity if using
the average capital structure of the comparative electric companies, and a 9.50%

cost of equity if using the capital structure requested by the company. This
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9.50% equity cost rate is the appropriate cost of equity to assign to the capital
structure requested by Florida Power Corporation because of the substantially
greater percentage of equity than the comparative group of electric companies
chosen by Dr. Vander Weide. Therefore , the lower risk associated with the
capital structure requested by Florida Power Corporation means that the cost of
equity consistent with that structure should be lower than the 10.0% cost of
equity that is proper for the average electric utility.

As shown on Schedule JAR 1, the overall cost of capital is lower based upon
the Progress Energy capital structure than the Florida Power Corp. capital
structure even though the cost of equity associated with the Progress Energy
capital structure is 10.2% instead of 9.50%. This is because the higher cost of
equity is more than offset by the savings associated with using a higher

proportion of debt than equity.

. HAVE YOU SEEN COST OF CAPITAL WITNESSES ARGUE THAT THE

DCF METHOD UNDERSTATES THE COST OF EQUITY WHEN THE

MARKET-TO-BOOK RATIOS ARE ABOVE 1.0?7

. Yes, I have seen company cost of capital witnesses that have made such an

argument even though such an argument is inaccurate. The DCF method keeps its
accuracy irrespective of book value because it measures the return reported by
investors so they are willing to invest at market price. When the market price is
in excess of book value, the return on book is higher than the return on market.

The stock price higher than market is conclusive evidence that the return on book
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is higher than the return demanded by investors. Otherwise, the stock price
would not have been bid up by investors. Both the FERC and the FCC have
appropriately rejected such an argument, finding that applying the allowed rate of
return to the utility’s book value provides the return required by shareholders. As

FERC has explained in detail:

Specifically, they claim that when a utility’s market-to-book ratio
is above one, applying a DCF-based allowed rate of return to a
book value rate base results in earnings that are too low.
Conversely, when a utility’s market-to-book ratio is below one,
applying a DCF-based allowed rate of return to a book value rate
base results in earnings that are too high. Both commenters
argue that the allowed rate of return should be applied to a
market value rate based rather than to book value.

The following example demonstrates the circularity of their
claim. Equity capital costs generally rise as interest rates rise.
Conversely, equity capital cost rates generally fall as interest
rates fall. During periods of risking equity costs, utilities
generally file for rate increases to cover these higher costs. This
action protects utility shareholders from declines in the value of
the stock. The result is a tendency to maintain a utility’s existing
market-to-book ratio during periods of rising equity costs.

During periods of falling capital costs, the revenue required to
meet shareholder capital costs requirements also declines. Until
a utility files for new rates at the lower capital cost, it continues
to charge rates based on the higher equity capital costs that
existed when the current rates were set. The result is a tendency
for the utility to earn more than its shareholders currently require
and a concomitant increase in the price of the utility's common
stock and market-to-book ratio.

When capital costs are below those of the previous filing,
applying the allowed rate of return to a market value rate base
would perpetuate the unnecessarily high revenues at the expense
of utility's customers. Applying the allowed rate of return to a
book value rate base would reduce revenue to the level
required by shareholders at the new lower cost of equity.
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These revenues will provide the utility with an opportunity to
recover all costs including the cost of capital.

The argument over the application of an allowed rate of return to
a market value rate base is an old one and the problem of
circularity inherent in that approach has been long and widely
recognized. The Supreme Court’s statement in Federal
Power Commission v. Hope Natural Gas Co. that “rates
cannot be dependent upon ‘fair value’ when the value of the
going enterprise depends on earnings under whatever rates
may be anticipated” reflects its recognition of that problem.
The market value of an enterprise or its common stock
depends upon its earnings or anticipated earnings, which in
turn depends upon the rates allowed. Thus, market value is
a result of the ratemaking process and may not properly be
the beginning of the process as well.

Docket RM87-35-000, P. 3348 of the Federal Register/ Vol. 53, No. 24, Friday
Feb. 5, 1988. Emphasis added.

From the above quote, it is proper to conclude that the FERC recognizes
good ratemaking should not try to set a cost of equity with the intent of
maintaining a stock price that is in excess of book value. If the stock price
exceeds book value, a reasonable result of the new rate determination could be
for the stock price to decline. If the stock price is selling below book value, a
reasonable outcome of the new rate determination could be for the stock price
to increase. This meets the objective of allowing a reasonable rate of return on
rate base.

Similarly, the Federal Communications Commission (FCC) responded to

an argument made by Ameritech which suggested that the FCC was

obligated to prescribe a rate of return that will ensure continuation of the
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carriers’ current market-to-book ratios.”

argument for several reasons. The reasons stated were:

. market-to-book ratios greater than one have been viewed
traditionally as possible indicators that the company’s return is
greater than its required return.

...Ameritech places great reliance on its perception that unless this
Commission applies the market-derived rate of return to its equity
base, stockholders will see a massive decline in the value of their
stock. It is true that prescription of a rate of return based on market
data could lead to a decrease in the value of the stock if investors
have been expecting continuation of a previously-authorized higher
rate of return. On the other hand, a reduced rate of return might
have no impact on stock price if, as often happens, the reduction
had already been anticipated and discounted by the market. In any
case, the requirement that we balance ratepayer and investor
interests does not allow us to insulate investors from a diminution
in the value of their stock (if in fact we could do so). In any
event, if we prescribed a rate of return above that which
market data showed to be reasonable, investors would increase
their expectations as to the carrier’s rate of return, market
value would increase, and the carrier would seek a higher rate
of return authorization so that these higher expectations are
not thwarted. We would be remiss in our responsibilities to
balance ratepayers’ and investors’ interests if we implemented
procedures that effectively insulated a carrier from
experiencing a decrease in its authorized return. Thus, our
current market-based rate of return procedures meet the
Bluefield/Hope criteria notwithstanding that their application
herein may adversely impact carriers’ high market-to-book
stock ratios.

5Page 15 of decision FCC 90-315 dated September 19, 1990, in CC Docket No. 89-624.
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Moreover, market-to-book ratios greater than one have been
viewed traditionally as possible indicators that the company’s
return is greater than its required return.

(Emphasis added)

(FCC-90-315, P. 15.)
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C. Details of the Determination of the Cost of Equity

1. Definition of the Cost of Equity

Q. PLEASE DEFINE THE TERM COST OF EQUITY.

A. The cost of equity is the rate of return that must be offered to a common equity

investor in order for that investor to be willing to buy the common stock. The
rate of return is provided to investors in two parts. One part of the return is from
a dividend. The other part of the return is through the change in the stock price.
Investors buy stock to benefit from the total return. Total return is the sum of the
dividend income and the profit (or loss) obtained from the change in the stock
price. While it is uncommon in the utility industry, many companies do not pay
a dividend at all. Yet, investors are willing to buy the stock if they feel that the
likely capital appreciation will offset the lack of any dividend income.

Common equity investors do not know with certainty what the stock price
or dividends will be in the future. Therefore, common equity investment always
entails risk, but the risk can vary greatly from company to company.

Typically, public utility common stocks are among the least risky
common equity investments because dividends are generally more secure, and
because utility companies enjoy a territorial monopoly for at least a major part of
their business. The territorial monopoly for a utility company is especially useful
for risk reduction because utility companies provide a basic service that is needed
by their customers both in good times and in bad times. Therefore, as long as it

can prove cost justification, a utility company can (through the mechanism of a
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rate case) increase its rates to the point where it can recover all of its reasonably
incurred costs — including the cost of capital.

The above description of the cost of equity might sound to some like a
description of the DCF method because it talks about dividend yield and stock
price appreciation. Perhaps a major part of the reason that the DCF method has
been so commonly used over the years is because, more than any other method,
if properly applied, it directly examines these factors that provide the incentive
for investors to buy common stock in the first place. The DCF method starts
with the current dividend yield, and adds to that dividend yield an estimate of
growth to arrive at the estimated cost of capital. This growth is really the
estimate of the future capital appreciation that investors are expecting. Dividend
growth, book value growth, and earnings growth, to the extent they may be used,
are only relevant to the degree they can help estimate stock price appreciation.

The risk premium method, which includes the CAPM method, is also
commonly used by witnesses in rate proceedings. The risk premium/CAPM
method is really measuring the very same thing as the DCF method --- the total
return expected by a common stock investor. Rather than determining this total
return by directly estimating future dividends and capital appreciation, the risk
premium/CAPM method is looking to either interest rates or the inflation rate to
help estimate what total return common stock investors want.

These methods are appropriate to use because they measure the return
investors care about, the return on market price. An investor who buys a

common stock at $10.00 per share and sells it a year later for $10.90 will have
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received a 9% return (plus dividends, if any) irrespective of whether or not the
company earned any money, and irrespective of the return on book value.
However, the rate of return estimated by these methods is correctly applicable
to book value. Investors are entitled to a reasonable return on RATE BASE, not
a return on the current market value of the stock. Therefore, in the hypothetical
example, the commission should set rates such that the return on the used and
useful rate base is expected to be 9.0%. If the market price should happen to be
below book value, this would NOT be justification for providing a lower return
than the cost of equity demanded by investors. If the market price should happen
to be above book value, this would NOT be justification for providing a higher
return than the cost of equity demanded by investors. The FERC and the FCC
both agree with this principle. See quote noted above. As the U. S. Supreme
Court found in its decision in the Hope Natural Gas case (320 US 591-660), the
stock price is “... the end product of the process of rate-making not the starting
point...” and that “... the fact that the value is reduced does not mean that the

regulation is invalid.”

2. Implementation of the DCF Method

a) Introduction

Q. HOW IS THE DCF METHOD USUALLY IMPLEMENTED?

A. The DCF method is usually implemented in utility rate proceedings using the

constant growth version. It is applied by implementing the following formula: -
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cost of equity = dividend yield + future expected growth
Where growth refers to the future sustainable growth rate in
dividends, earnings, book value and stock price.
IS THE DCF MODEL WIDELY USED IN UTILITY RATE
PROCEEDINGS?
Yes. The DCF model has been widely used for many years. From my
experience, the constant growth form of the DCF model is more widely used

than any other approach to determining the cost of equity.

IS THE DCF MODEL COMMONLY IMPLEMENTED IN A CONSISTENT
MANNER?

No. The DCF model is widely used and widely abused. Most implementations
of the DCF model in utility rate proceedings start out with the same D/P +g, or
dividend yield plus growth formula. Also, most generally agree that the growth
rate “g” must be representative of the constant future growth rate anticipated by
investors for dividends, earnings, book value, and stock price. However, all too
often, this important principle is forgotten when it comes time to implement the
constant growth DCF formula.  Such carelessness causes substantial,

unnecessary error when implementing the constant growth version of the DCF

model.

WHY IS IT SO IMPORTANT FOR THE GROWTH RATE USED IN THE

CONSTANT GROWTH VERSION OF THE DCF MODEL TO BE
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REPRESENTATIVE OF THE CONSTANT GROWTH RATE FOR
DIVIDENDS, EARNINGS, BOOK VALUE AND STOCK PRICE?

A. The derivation of the constant growth formula is based upon the principle that
investors buy stock solely for the right to future cash flows obtained as a result
of that ownership. The cash flows are obtained through dividend payments
and/or stock price appreciation. The constant growth version of the DCF
formula will accurately quantify investors’ expectations only if investors expect
the dividend yield (defined as dividend payment divided by stock price) and the
growth in dividends to best be estimated at one constant growth rate for many
years into the future. The dividend yield and growth rate that are used in the
constant growth formula must be selected carefully. Consider what happens if

the expected growth rates are not all equal:

1. DIFFERENT GROWTH RATE FOR EARNINGS AND FOR
DIVIDENDS. Both dividends and the ability for a company to grow
dividends in the future are directly derived from earnings. The dividend
yield, or D/P, portion of the constant growth DCF formula quantifies the
investor-derived value from the portion of earnings paid out as a dividend
and the “g” portion of the constant growth DCF formula quantifies the
value of the portion of earnings retained in the business. If dividends are
quantified using the current dividend rate, but an earnings forecast is used
to quantify “g” that is based upon a future environment in which earnings

are expected to grow more rapidly than dividends, an ever-increasing
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portion of the total return expected by investors will be attributable to
growth and a smaller portion will be attributable to dividends. Under
these conditions, other things being equal, the constant growth version of
the DCF model would overstate the cost of equity because the decrease in
the payout ratio that results from a more rapid earnings growth rate than
dividend growth rate would shift a greater portion of the earnings from
dividends to earnings growth. The result of this is that the higher future
earnings growth rate would cause the portion of earnings available for
dividends to be lower, and therefore the dividend yield would be lower.
Conversely, if future earnings growth were expected to be less than
dividend growth, the constant growth form of the DCF model would
understate the cost of equity. Every time a dividend payment is
scheduled, the board of directors of a company decides what portion of
earnings to pay out as a dividend and what portion of earnings to re-
invest, or “retain” in the business. It is this re-investment of earnings that
causes sustainable growth. Both dividends and growth therefore compete
for the same dollars of earnings. The higher the portion of earnings
allocated to the payment of dividends, the smaller the amount of earnings
left over for re-investment and therefore the lower the future growth rate.
The relationship between the portion of earnings paid out as a dividend
and the portion re-invested in the business is commonly referred to as
either the dividend “payout” ratio (which is computed by dividing

dividends by earnings), or the “retention rate” (which is computed by
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dividing the portion of earnings re-invested in the business by earnings).
The sum of the payout ratio and the retention rate is 1.0, or 100% because
100% of earnings are either paid out as a dividend or retained in the
business. The constant growth version of the DCF formula uses a
specific dividend rate to compute the “D/P” term of its formula. This
specific dividend rate has specific earnings “retention rate” associated
with it. This specific “retention rate” provides for one and only one
percentage of earnings that remains to cause the growth that is quantified
in the second term of the equation. This is because the portion of
earnings paid out as a dividend and the portion not paid out as a dividend
must remain equal to total earnings. Consider what happens if the
dividend “payout ratio” or the earnings “retention” ratio are not constant.
If they are not constant, the portion of earnings available for growth and
the portion available for dividends will continue to shift over time, but
under such conditions the constant growth formula produces an erroneous

result because it is incapable of properly accounting for this change.

2. EARNINGS PER SHARE GROWTH RATE DIFFERENT
FROM STOCK PRICE GROWTH RATE. When earnings per share
growth rates are measured over a relatively short time period such as the
five-year consensus growth rates compiled by services such as Zacks and
I/B/E/S, it is likely that investors expect materially different growth rates

in earnings per share and stock price. This is because the earnings per
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share growth rate as reported in such services is simply the compound
annual growth rate in the earnings per share from the most recently
completed fiscal year to the earnings per share forecast for five years into
the future. Presumably, an earnings per share forecast for five years into
the future is sufficiently far off that analysts’ forecasts for that time
period must be based upon an expectation of normal conditions. Five
years into the future is too far off to forecast abnormal economic
conditions, abnormal weather conditions, or any abnormal operating
problems that could impact eamings. However, the base year from
which earnings are forecast is likely to contain some abnormalities that
have an impact on earnings. To the extent this abnormality exists, the
forecast of carnings per share growth from the base year to a period five
years in the future will be equal to the sustainable growth rate plus or
minus the impact of any abnormalities. Growth that is required to bring
earnings up to or down to normally expected conditions is not
sustainable growth and therefore it is not the kind of growth that would

be mirrored in the stock price growth rate.

3. DIFFERENT GROWTH RATE FOR EARNINGS AND
FOR BOOK VALUE. The return on book equity is computed by
dividing earnings by book value. This is an important number for
several reasons: a) for a regulated utility company, the allowed cost of

equity is the return on book equity that a utility commission intends for a
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company to earn on the regulated portion of its business, and b)
unregulated companies attempt to earn the highest risk adjusted returns
on equity that are possible. If earnings per share grow more rapidly than
book value per share, the return on equity increases. Conversely, if
earnings per share grow more slowly than book value per share, the
return on equity decreases. While increases and/or decreases in the
earned return on equity can and do occur, it is not credible to forecast a
sustained change in the return on equity for the many years into the
future that are required in the constant-growth DCF model. A forecasted
continuation of a decrease in the earned return on equity would
eventuall