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DIRECT TESTIMONY OF H.G. WELLS 

PSC Docket No. 001148-El. Florida Power & Liqht Company Rate Case 

Introduction 

Q. 

A. 

Please state your name, address and occupation. 

My name is H. G. (Pat) Wells. My address is 38 Beech Street, Homosassa, 

Florida 344464332. I am an independent energy consultant. 

Q. 

A. 

On whose behalf are you testifying? 

I am testifying on behalf of Lee County, Florida, a retail customer of Florida 

Power & Light Company (FPL), a substantial user of electric energy, who is 

vitally interested in the outcome of this proceeding. Just as FPL is required to 

provide service to its retail customers, Lee County is required to provide 

service to the people of Lee County. While the County is aggressive in 

innovative energy conservation and modern facility designs which reduce 

electric energy usage and demand, the County continues to pursue every 

possibility for improvements in the efficiency and cost-effectiveness of its 

purchases and services. 

Q. Please tell the Public Service Commission about your background and 

experience. 

I graduated from Louisiana Tech with a B. S. in Electrical Engineering in 1950 

and continued graduate studies at the University of Texas until joining the Navy 

A. 
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during the Korean conflict. I served four years at the naval shipyard in San 

Francisco during this time. For the next eight years I obtained diverse 

engineering and management experience in manufacturing and design. In 

1963, I was employed by Florida Power Corporation ("FPC") and served in a 

variety of engineering and planning positions until 1975, when I became 

Assistant Vice President for Corporate Planning. In this position I was 

responsible for Electric Rates & Research, System Planning, Corporate 

Modeling, Computer Services, and Scheduling & Coordination. In 1976, FPC 

formed a subsidiary company, Electric Fuels Corporation ("Electric Fuels"), of 

which I was elected President. In 1982, Florida Progress Corporation was 

formed, and both FPC and Electric Fuels became subsidiaries of the new 

company. I continued as President and CEO of Electric Fuels until my 

retirement in 1986. Throughout my service at both Florida Power and Electric 

Fuels I testified on many occasions before the Florida Public Service 

Commission (the "PSC" or the "Commission") on a wide range of subjects, 

including construction budgets, planning, rates, fuels, and transportation. In 

the mid 1970's I served as chairman of the Florida Operating Committee, the 

predecessor of the Florida Electric Coordinating Group. 

Since my retirement, I have been involved as an independent energy 

consultant and expert witness on electric rate matters for governmental units 

and firms in the energy, coal, and transportation fields. From this experience I 

have become familiar with a broad range of subjects in utility operations, 
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planning, finance, engineering and, management. Almost all of my experience 

has been responsible, practical and, hands-on. For instance, I was responsible 

for corporate planning during FPC's budget crisis during the oil embargo in 

1973, when several hundred million dollars in construction had to be curtailed 

or stopped. Later, I was at the center of the decision to convert to coal at 

FPC's Crystal River facility, and to construct two additional coal units there. 

These decisions are still assisting FPC to maintain low cost in relation to the 

other major Florida utilities. During these many years 1 served on a number of 

industry committees and frequently appeared before security analysts and 

other financial groups and conferences. I have testified before this 

Commission and other utility regulatory commissions on a variety of electric 

utility issues. I have continued to assist clients in the energy field on a variety 

of subjects. My total experience in the energy field is now almost forty years. 

14 Q. What is the purpose of your testimony? 

15 

16 

17 

18 

19 

20 

21 

A. The purpose of my testimony is to address certain specific issues in this case. 

My testimony is not intended to be comprehensive but rather to focus on 

particular areas within the subjects I will address. The specific issues which I 

address include: (1) the allocation of cost responsibility among rate classes, 

including appropriate principles or "transition rules" to be followed in 

implementing any rate changes ordered by the Commission in this case; (2) the 

appropriate return on equity for FPL; (3) some comments on the impact of FPL 
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Group on FPL; and (4) recommendations concerning FPL’s request for a 30 

basis point reward for good management performance. 

3 Q. 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

Please summarize your testimony. 

In this case, the Commission should continue to follow the transition rules that 

it has historically followed with respect to allocating any revenue increase or 

decrease among FPL‘s rate classes. The Commission should authorize FPL to 

set its rates based on an authorized rate of return on equity between 10.00 and 

10.25 percent, with a common equity ratio of no more than 60 percent imputed 

for ratemaking purposes. The Commission should pay careful attention to 

FPL‘s parent, FPL Group, and to FPL’s affiliates in evaluating FPL’s risk and 

management performance. The Commission should deny FPL’s proposal for a 

30 basis point reward for management performance. 

Cost Allocation and Transition Rules for Imdementina Rate Chanaes 

14 Q. 

15 

16 A. 

17 

18 

19 

20 

What practices, policies, or “transition rules” has the PSC followed in 

allocating rate changes among the various classes of retail customers? 

Historically, while recognizing the desirability of moving the cost responsibility 

of a utility’s various rate classes toward “parity,” Le., an equalized rate of return 

for all classes, the PSC has applied and followed three key principles or 

“transition rules” in implementing rate changes: 

1. If there is a system rate increase, no class gets a decrease; 
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2. 

3. 

If there is a system rate decrease, no class gets a rate increase; and 

No class gets an increase or decrease greater than 1.5 times the system 

average increase or decrease. 

For example, in FPL’s 1981 and 1983 rate cases, the Commission 

recognized the desirability of moving toward parity but limited the revenue 

responsibility increases to any class to 1.5 times the system average increase. 

In FPL’s 1984 rate case, the Commission applied the same constraint and 

allocated the classes farthest from parity the maximum allowed increase of 1.5 

times the system average increase. In the 1984 rate case for Florida Power 

Corporation, the Commission allocated a system rate increase so as to move 

FPC’s rate classes toward parity, with no class receiving an increase of more 

than 1.5 times the system average increase, and with no class receiving a 

decrease in its allocated share of cost responsibility. The Commission applied 

similar principles in Gulf Power Company’s 1990 rate case. In FPC’s 1991 -92 

rate case and Tampa Electric Company’s (“TECO”) 1992-93 rate case, the 

Commission adopted comprehensive stipulations of the parties on the cost of 

service issues. 

18 Q. 

19 these policies? 

20 A. 

21 

What, if any, justification has the Commission provided for following 

In its order in TECO’s 1992-93 rate case, the Commission recognized the 

following as the appropriate criteria to allocate revenue responsibility among 
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rate classes: (1) cost to serve; (2) rate history; (3) public acceptance of the rate 

structure; (4) customer understanding and ease of application; (5) consumption 

and load characteristics of the rate classes; and (6) revenue stability and 

continuity. In FPL's 1981 case, the Commission recognized the general 

desirability of moving classes toward parity but simultaneously recognized that 

"the impact on customers' bills must be considered in allocating revenues." 

Accordingly, the Commission determined to allocate the rate increase so as to 

move FPL's rate classes "within plus or minus 20% of the system rate of return" 

and "also set the following constraint: No customer class shall receive a 

revenue increase greater than 1.5 times the system average increase as a 

result of this proceeding." 

12 Q 

13 A. 

14 

15 

16 

17 

18 

19 

20 

21 

In your opinion, are these policies or "transition rules" appropriate? 

Yes. The transition rules promote rate stability and continuity, promote revenue 

stability and continuity, allow for gradual changes over time, and avoid abrupt 

changes which could be brought on by either new policies of the Commission 

or unusual economic situations. These principles are consistent with the goal 

of "public acceptance" of rates and rate structure. They prevent any class from 

benefitting from the unfair treatment of another class. Significantly, these 

principles result in generally fair and equitable treatment of the various rate 

classes -they ensure that any changes are made in the right direction, but at 

the same time they ensure that different classes do not have their rates 
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adjusted in opposite directions, which many would regard as unfair and which 

would certainly challenge the public acceptability of the utility's rates. 

3 Q. 

4 Commission? 

5 A. 

6 

7 

8 among classes. 

Do you have any examples of what you mean by new policies of the 

Yes. For instance, among other things, the Commission could change its 

position on the appropriate cost of service methodology, which could result in 

significant or even dramatic shifts in revenue responsibility between and 

9 Q. 

10 A. 

11 

12 

13 

14 

15 

16 

17 

18 

Are there other factors which could cause instability? 

Yes. Changes in such factors as load characteristics (peak demands, energy 

usage, load factor, etc.) between rate classes over time could give rise to 

"jumping around" from rate class to class. An anomalous test year might result 

in changes in cost allocation factors or inter-class relationship and give a 

similar result. Unusual or sudden changes in fuel price is another. The 

experience of the oil embargo of the 70's and sudden price jumps which 

resulted may be less likely today, but are still possible. The recent crisis arising 

from the terrorist acts of last year are a reminder that neither our political nor 

our economic security is ever certain. 
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1 Q. 

2 

3 A. 

4 

Even though FPL has had no rate structure adjustment in approximately 

17 years, is it still appropriate to follow these transition rules? 

Yes. These are sound, fair, equitable, and reasonable ratemaking principles, 

and the Commission should follow them in this case. 

5 

6 Q. 

7 A. 

8 

9 

10 

I 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

Rate of Retum on Equity 

Do you have any comments on FPL’s requested rate of retum on equity? 

Yes, I do. As a practical business person, I will leave the academic approach 

to the cost of capital issue to others. My experience in finance is more hands 

on and depends to some extent on the old saying “follow the cash.’’ I do not 

criticize the academic approach, but trust that other viewpoints will be helpful to 

this Commission in determining the most appropriate rate of return on equity for 

FPL. I have examined numerous reports of FPL and its affiliates, particularly 

those filed with the Securities and Exchange Commission (SEC) which 

appeared pertinent to the financial condition of FPL and its parent company. 

The approach to this subject has considerable complexity introduced by the 

particular business combinations comprising FPL‘s parent company, FPL 

Group, and the various other subsidiaries of FPL Group. These include FPL 

Capital and FPL Energy. The latter two companies do not file extensive reports 

to the SEC, so some of their results must be derived from the information as 

filed by FPL and FPL Group. 
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2 A. 
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14 

Do you have general comments rising from your review? 

Yes. The financial reports of FPL and its affiliates, including FPL Group, show 

a very large company with very substantial assets. The assets of FPL have 

been considerably depreciated due to the assets’ average age. The company 

produces a strong steady cash flow sufficient to fully fund its operations and 

ongoing debt service and partially fund its construction obligations. Through 

the third quarter of 2001 , FPL generated $1,742 million in cash. During the 

same period, FPL issued no new long-term debt, paid off $560 million in 

commercial paper, used $850 million for new capital assets and paid $478 

million in dividends to FPL Group. There was an offset of $400 million back 

from FPL Group as a capital contribution. FPL’s rate of net cash generated per 

unit of sales is considerably higher than other Florida electric public utilities. 

FPL has a very conservative balance sheet for a utility, with a substantially 

higher ratio of common stock equity than most utilities. 

15 Q. 

16 A. 

17 

18 

19 

20 

21 

What effect has this performance had on FPL’s financial results? 

FPL’s recent rates of return on equity have been above the allowed 11 % 

midpoint level and above the upper limit of the range (plus or minus 1 .O 

percent, or 100 basis points) authorized by the PSC. Actual returns for 2000, 

1999, and 1998 were 12.2%, 12.1 % and 12.6% respectively. A refund 

arrangement was agreed upon by FPL and the Public Counsel, and approved 

by the PSC, to refund a portion of these earnings above the allowed rate. This 
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agreement allows for a 66 213% refund up to a certain threshold and 100% 

above the threshold. The earnings effect of the annual revenue reduction was 

offset by lower special depreciation up to $1 00 million, at FPL’s discretion, in 

each year of the three year agreement period. In the year 2000, approximately 

$23 million was refunded. This does not appear to have materially impacted the 

financial performance of FPL. 

Q. What other factors should be considered in setting the range for FPL’s 

authorized rate of return on equity? 

Another factor that the Commission should consider is FPL’s capital structure. 

Of the major Florida electric utilities, FPL has the highest ratio of common 

equity to total capital. This relatively high common equity ratio tends to 

increase the safety of FPL’s common stock from an investor‘s- viewpoint. The 

ratio for the three largest electric utilities in Florida are FPL- 64%, Florida 

Power Corporation- 52%, and Tampa Electric Company- 58%. FPL’s ratio has 

been increasing over the last several years. Last year, FPL issued no new debt 

while retiring old debt. While this reduces the financial risk of the company, it 

can also increase the cost to FPL‘s customers since the cost of equity capital is 

significantly greater than the cost of debt - thus, the higher the equity ratio, the 

higher the overall cost of capital. 

A. 
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Q. 

A. 

Do you have any recommendations regarding these ratios? 

Yes. First, I do not believe the PSC should take any action to restrict FPL’s 

ability to change the relationships, e.g., FPL’s common equity ratio, inherent in 

its capital structure, or to mandate any particular capital structure for FPL to 

achieve in “the real world.” On the other hand, however, since the impact on 

FPL‘s customers arising from the higher equity ratio would be significant, it is 

my opinion and recommendation that the PSC should either (a) adjust the 

allowed rate of return on equity to compensate for common equity ratios above 

approximately 60% or (b) further adjust the rate of return on equity if the PSC 

were to allow FPL to continue to have a 64% common equity ratio for 

ratema ki ng purposes. 

12 Q. 

13 A. 

14 

15 

16 

17 

18 

19 

20 

21 

Do you have a recommendation for FPL’s rate of return on equity? 

Yes. Based on the existing equity ratio of FPL, I believe that the midpoint of 

FPL’s authorized rate of return on equity should be set between 10.00% and 

10.25%, assuming that the Commission adjusts or imputes a common equity 

ratio of 60% to FPL for ratemaking purposes in this case. If the Commission 

does not adjust the common equity ratio for ratemaking purposes, then I 

believe that the Commission should set FPL’s authorized rate of return 

midpoint at approximately 9.75%. In my opinion, either arrangement will still 

allow FPL to achieve adequate financial results to continue to attract the 

necessary capital to finance future construction and operations required to 
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1 meet its customers’ needs. 

2 Parent and Affiliate Relationshim 

3 Q. 

4 A. 

5 

6 

7 

a 

Are their other factors which the PSC should consider in this case? 

Yes. The financial reports of FPL Group show a different picture from that of 

FPL. Other FPL Group affiliates and subsidiaries include FPL Capital and FPL 

Energy. These units are engaged in an ambitious construction program at a 

number of sites around the U. S. which anticipates a doubling of FPL Energy’s 

generating capacity, which already amounts to some 4,400 MW. By 2003, they 

9 

10 

11 be required. 

anticipate reaching the 10,000 MW level. While these subsidiaries have made 

substantial commitments with regard to this program, much more financing will 

12 Q. 

13 A. 

14 

15 

16 

17 

18 

19 

Will this program impact FPL’s customers? 

I can only answer that it may. While it appears that much of the dividends up- 

streamed from FPL to FPL Group has supported these operations, after 

payment of FPL Group’s stock dividend, the demands of the construction 

program of FPL Group’s other units must be supported more and more 

internally to FPL Group. These operations are currently producing profits and a 

positive cash flow. However, their financial strength does not compare to that of 

the regulated utility, FPL. 
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Do any of the FPL Group operations give rise to concerns regarding 

potential impacts on FPL, its cost of capital, and its retail customers? 

Examining the FPL Group operations is not as straightforward as is the case 

for FPL, since the public filings are much more restricted. However, some 

information is available through FPL Group filings with the SEC and other 

public information. The principal other activity of FPL Group involves FPL 

Capital and FPL Energy. These units’ principal business is the development, 

construction and operation of electric generating facilities throughout the U.S. 

FPL Energy operates about 4,400 megawatts of generation in a non-regulated 

environment. Current plans call for expansion to about 10,000 megawatts. This 

is an ambitious program with considerably more risk than that of FPL. For 

instance, some of FPL Energy’s contracts were with California utilities which 

have not paid for all of the power supplied by FPL Energy. In fact, one of those 

utilities has been operating under the protection of the bankruptcy statutes. 

While FPL Energy is vigorously pursuing resolution of these problems, the 

outcome cannot be assured. Public filings of FPL Group indicate profitability 

above that of FPL alone, but returns during this period of expansion fall far 

short of those of FPL. 

19 Q. 

20 decisions in this case? 

21 A. 

What, if any, implications do these concems have for the Commission’s 

As the owner of FPL, FPL Group is actually a part of FPL management. To the 
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2 considered by the PSC. 

extent management is an issue in this case, these concerns should be 

3 Q. 

4 A. 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

Are there other considerations which may impact FPL? 

The potential exists for many more problems beyond the ones I just mentioned. 

Investors do not like uncertainty. The financial health of FPL Group and FPL 

are tightly linked. In order to build another 5,000 MW or so of capacity, FPL 

Group, FPL Capital, and FPL Energy will be going to investors to raise that 

capital, through both equity and debt. The steady flow of cash from FPL to FPL 

Group will be required to support this activity. Last year's failed merger of FPL 

Group and Entergy Corporation is well known to investors. In 2000, this failure 

resulted in a $67 million charge to FPL Group of which $62 million landed in 

FPL 's lap. This is a good example of activity at the FPL Group level impacting 

FPL. While FPL customers may not directly pay for the $62 million through 

rates ( I  trust the Commission will see to that), it is not an example of superior, 

or even good, managerial performance for which the utility should be awarded 

30 basis points. And, it is an example of how FPL Group's activities can 

unfavorably affect FPL. 

18 Q. Do you see other concems? 

19 A. Yes. I have also identified several "real life" concerns. First, two of FPL 

20 Energy's customers are California utility companies which were caught in that 
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state’s rate “freeze”. When fuel prices rose substantially (as they had 

everywhere in the early 1970’s) these utilities fell into a sudden loss situation, 

with the cost of generating and delivering energy higher than the rates 

charged. They were unable to pay the energy bill to FPL Energy. While FPL 

Energy is vigorously pursuing this, the outcome is uncertain. One of these 

California utilities is operating under the Chapter 11 Bankruptcy Statute. The 

bottom line is, FPL Group’s operation are less secure than those of FPL. While 

the likelihood of a problem at a sister company spilling over to FPL may be low, 

I believe it is a possibility. And as owner of FPL, FPL Group is part of FPL’s 

management, and FPL Group’s actions should be considered when 

appropriate. 

Proposed Reward for Manaaement Performance 

Q. Do you have any recommendations with regard to FPL’s proposal that its 

authorized rate of retum on equity be increased as a “reward” for its 

management performance? 

Yes. FPL has asked the Commission to approve a 30 basis point reward for 

performance in this case. While my concerns about FPL Group’s activities may 

or may not apply directly to the management of FPL, the public utility company, 

it is clear that the two (FPL Group and FPL) are tightly linked. I do not see 

anything in the management of either FPL or FPL Group that would justify such 

a “freebie” to the companies’ management or their shareholders. Additionally, 

A. 
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5 Q. Do you have any recommendations about the reward? 

6 

approval of this 30 point reward will almost certainly result in the increased 

return flowing immediately to the higher risk projects I have discussed, and I do 

not believe that this is consistent with the best interests of FPL's retail 

Yes. The Commission should deny FPL's request for the reward. 

7 Q. Does this conclude your direct testimony? 

8 A. Yes, it does. 
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