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Q. 
A.  

Q. 
A.  

Q. 
A. 

DIRECT TESTIMONY OF ANDREW L. MAUREY 

P1 ease s t a t e  your name, occupation, and bus1 ness address. 

My name i s  Andrew L .  Maurey. I am employed by t h e  F lo r i da  Pub l ic  

Service Commission (FPSC o r  Commission) as t h e  Pub l ic  U t i l i t i e s  

Supervisor o f  t h e  Finance and Tax Section i n  the  D i v i s i o n  o f  Economic 

Regulat ion. My business address i s  2540 Shumard Oak Boulevard, 

Tallahassee, F l o r i d a ,  32399-0850. 

P I  ease summarize your educational background. 

I graduated Magna Cum Laude from F lo r ida  Sta te  U n i v e r s i t y  i n  1983 w i t h  

a Bachelor o f  Science degree i n  Finance. I was e lec ted  a member o f  t he  

Beta Gamma Sigma honor soc ie ty .  While w i t h  t h e  F i r s t  Nat ional  Bank and 

Trus t  Company o f  Naples, I completed course work f o r  and received 

American I n s t i t u t e  o f  Banking diplomas i n  Foundations o f  Banking and 

Commercial Banking. I n  1988, I received a Master o f  Business 

Admin is t ra t ion  degree from F l o r i d a  Sta te  U n i v e r s i t y .  

Please summarize your business experience. 

A f t e r  rece iv ing  my Bachelor’s degree i n  1983, I accepted a p o s i t i o n  as 

a c r e d i t  analyst  and commercial loan representat ive i n  t h e  commercial 

loan department o f  t he  F i r s t  Nat ional  Bank and Trus t  Company o f  Naples. 

Upon success fu l l y  completing t h e  ho ld ing  company management t r a i n i n g  

program, my r e s p o n s i b i l i t i e s  included performing c r e d i t  ana lys is ,  loan 

review, and o ther  assigned du t i es  i n  the  commercial l oan  department. 

I n  1986. I accepted a p o s i t i o n  as a regu la to ry  analyst  w i t h  the  

In t h i s  p o s i t i o n ,  my dut ies  included Hospi ta l  Cost Containment Board. 
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Q. 
A. 

Q. 
A.  

analyzing and evaluating financial statements and operating budgets o f  

investor-owned and not-for-profit hospitals for regulatory compliance. 

Upon receiving my Master’s degree in 1988, I accepted a regulatory 

analyst position with the Florida Public Service Commission. My du t ies  

included analyzing financial and economic market information regarding 
the cost of capital and other finance-related issues. - 

In 1991, I was promoted t o  Regulatory Analyst Supervisor o f  t he  

Finance Section. I was promoted to Public Utilities Supervisor of t h e  

Finance Section in 1994. As part o f  the agency reorganization in 2000, 

I assumed responsibility for the expanded Finance and Tax Section. In 
my current position. my primary responsibilities are advising the 

Commission on financial and economic matters regarding utility cost o f  

capital and other f nance-related issues. 

Are you a member o f  any professional organizations? 

Yes. I am a member o f  the Society of Utility and Regulatory Financial 

Analysts (SURFA). I have served on the Board o f  Directors and as the 

Vice President o f  the organization. My current term as President o f  

SURFA runs through April 2004. I was awarded t h e  professional 

designation Certified Rate o f  Return Analyst (CRRA) by SURFA in 1992. 

This designation is awarded based upon education, experience, and the 

successful completion of a written examination. 

Have you previously testified before the Commission? 

Yes. I have testified on the appropriate return on equity as well as 

other cost of capital related issues before this Commission. In 
addition, as a member of Commission staff, I have participated in a wide 
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Q. 
A .  

Q. 

A .  

range o f  regul a to ry  proceedings. 

What i s  the purpose o f  your test imony i n  t h i s  proceeding? 

The purpose o f  my testimony i s  t o  present an independent analysis o f  the  

reasonableness o f  t h e  f i n a n c i a l  assumptions used i n  t h e  determination 

of t he  t o t a l  cos t  o f  t h e  F lo r i da  Power & L i g h t  Company (FPL o r  the  

Company) s e l f - b u i l d  op t ions  and the  equ i t y  pena l ty  adjustment proposed 

by FPL i n  the eva lua t ion  o f  proposals submitted i n  response t o  the  

Company’s Request f o r  Proposals (RFP). 

P1 ease summarize your concl usions regarding the  i ssues you have 

addressed i n  your test imony i n  t h i s  proceeding. 

I have reviewed FPL’s f i n a n c i a l  assumptions reported i n  Appendix I o f  

F P t ’ s  revised need determinat ion f i l i n g  as we l l  as t h e  support ing 

documentation t h e  Company has provided i n  response t o  discovery requests 

regarding these assumptions. Based upon t h i s  ana lys is ,  I recommend t h a t  

t h e  f i nanc ia l  assumptions p r o f f e r e d  by FPL are reasonable for purposes 

o f  t h i s  proceeding. 

I have a lso  reviewed in fo rmat ion  r e l a t i n g  t o  t h e  equ i t y  penal ty 

adjustment FPL has proposed be recognized f o r  purposes o f  evaluat ing 

non-FPL proposals submitted i n  response t o  the  Company’s RFP. Included 

among t h i s  in fo rmat ion  i s  Company and in te rvener  testimony and 

support ing documentation, c r e d i t  r a t i n g  agency and investment banking 

repo r t s ,  and regu la to ry  orders issued by t h i s  Commission. Based upon 

t h i s  analysis.  I disagree w i t h  t h e  imputat ion o f  an equ i t y  penal ty as 

proposed by FPL for purposes o f  t h i s  proceeding. As I discuss i n  more 

d e t a i l  l a t e r  i n  my testimony. I be l ieve  the  r e l a t i v e  r i s k  faced by FPL 
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Q. 

A .  

Q. 

A.  

Q. 

A .  

w i t h  respect t o  purchased power i s  exaggerated. I be l ieve  FPL i s  

at tempt ing t o  take  a p o r t i o n  o f  Standard & Poor’s (S&P)  consol idated 

c r e d i t  assessment methodology and use i t  f o r  a purpose i t  was never 

intended. I n  a d d i t i o n ,  s ince FPL has no t  made any s i m i l a r  adjustments 

t o  i n s u l a t e  i t s  ratepayers from t h e  e f f e c t s  o f  o ther  fac to rs  i d e n t i f i e d  

by t h e  investment community as having as much i f  no t  a more s i g n i f i c a n t  

impact on the Company’s f i n a n c i a l  p o s i t i o n ,  I be l i eve  t h a t  t h i s  

adjustment i s  d i sc re t i ona ry  on FPL’s p a r t  and n o t  compelled by the 

Company 3 cu r ren t  f i nanci a1 posi t i  on. 

FINANCIAL ASSUMPTIONS 

What cost  o f  c a p i t a l  inputs  does FPL assume i n  the determination o f  t h e  

t o t a l  cost o f  the  Company’s s e l f - b u i l d  opt ion? 

As reported i n  Appendix I o f  i t s  rev ised need determinat ion f i l i n g ,  FPL 

has assumed t h a t  t h e  incremental c a p i t a l  expenditures associated w i t h  

t h e  generat ion p r o j e c t s  f o r  t he  2005-6 capaci ty need w i l l  be f inanced 

w i t h  debt and equ i t y  t o  maintain “adjusted” c a p i t a l i z a t i o n  r a t i o s  o f  45% 

debt and 55% e q u i t y .  The Company i s  assuming a 7.4% cost o f  debt and 

an 11.7% cost o f  equ i t y .  

What actual  e q u i t y  r a t i o  corresponds t o  the “adjusted” equ i ty  r a t i o  o f  

55% referenced i n  the  Company’s f i  f ing? 

Present ly,  a n  adjusted equ i t y  r a t i o  o f  55% equates t o  an actual e q u i t y  

r a t i o  o f  approximately 63% for t h i s  Company. 

What i s  the  difference between an actual equ i t y  r a t i o  and an adjusted 

equ i t y  r a t i o ?  

The actual  e q u i t y  r a t i o  i s  t h e  l e v e l  o f  e q u i t y  c a p i t a l i z a t i o n  t h a t  
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4. 

A .  

4. 

A.  

a c t u a l l y  e x i s t s  on a company’s books. This  i s  t h e  l e v e l  o f  equ i t y  t h a t  

i s  reported i n  the f i n a n c i a l  statements f i l e d  w i t h  t h e  Secur i t i es  and 

Exchange Commission (SEC), i n  t h e  Annual Report t o  Shareholders provided 

t o  i nves to rs ,  and i n  the  monthly su rve i l l ance  repo r t s  f i l e d  w i t h  t h e  

Commission. With respect t o  t h e  Commission, a l l  c a p i t a l  costs t h a t  are 

prudent ly incur red  by a company and u l t i m a t e l y  recovered from ratepayers 

are based upon ca l cu la t i ons  t h a t  recognize the  actual  l e v e l  o f  equ i t y .  

The adjusted equ i t y  r a t i o  i s  a f a c t o r  developed by S&P f o r  use i n  

i t ’ s  consol idated c r e d i t  assessment methodology. S&P converts the 

ac tua l  equ i t y  r a t i o  t o  an adjusted equ i ty  r a t i o  t o  use as a measure, 

along w i t h  several other f a c t o r s ,  t o  assess t h e  r e l a t i v e  l e v e l  o f  

bondholder p ro tec t i on .  The adjusted equ i t y  r a t i o  does no t  appear i n  SEC 

f i l i n g s  o r  i n  t h e  Annual Report t o  Shareholders. The adjusted equ i t y  

r a t i o  i s  not  used by t h e  investment community o r  regu la to rs  t o  determine 

ac tua l  costs.  

How do FPL’s f inanc ia l  assumptions f o r  purposes o f  i t s  need 

determi na t i  on compare w i th  the f i nanci a1 assumptions reported i n the 

f i l i n g s  i n  i t s  recently set t led  ra te  case? 

While not exac t l y  t he  same, t h e  Company’s f i n a n c i a l  assumptions f o r  

purposes of i t s  need determinat ion are reasonably comparable t o  t h e  

f i n a n c i a l  assumptions reported i n  t h e  f i l i n g s  f o r  purposes o f  i t s  r a t e  

case, which was resolved by Order No. PSC-02-0501-AS-EI, issued A p r i l  

11, 2002. 

Are FPL’s f inancial assumptions reasonable? 

Based upon a review o f  FPL’s f i n a n c i a l  assumptions and t h e  supporting 
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Q. 

A.  

Q. 

A .  

Q. 

A .  

documentation the  Company has provided, i t  appears t h a t  t h e  assumptions 

reported i n  Appendix I o f  the Company’s revised need determinat ion 

f i l i n g  are reasonable. 

THE FPL EQUITY PENALTY PROPOSAL 

What i s  an “equity penalty”? 

As proposed by FPL f o r  purposes o f  t h i s  proceeding, an- equity pena l ty  

i s  t h e  term used t o  i d e n t i f y  t h e  adjustment the  Company has made t o  t h e  

t o t a l  cost  o f  each non-FPL proposal submitted i n  response t o  t h e  

Company ’ s RFP . 

What i s  FPL’s rationale for incorporating an equity penalty i n  the 

eval u a t i s n  process o f  outside proposals? 

According t o  FPL witness Avera, the  equ i t y  pena l ty  adjustment i s  

necessary t o  account for t h e  impact add i t i ona l  purchased power cont rac ts  

would have on FPL’s f i n a n c i a l  p o s i t i o n .  Witness Avera t e s t i f i e s  t h a t .  

because the  investment community regards purchased power cont rac ts  as 

o f f -ba lance sheet ob l i ga t i ons  t h a t  increase the f i n a n c i a l  leverage o f  

t h e  purchaser, u t i l i t i e s  must o f f s e t  purchased power ob l i ga t i ons  w i t h  

increased equ i t y  t o  maintain bond r a t i n g s  and f i n a n c i a l  f l e x i b i l i t y .  

The equ i ty  penal ty adjustment i s  “ the method FPL has used t o  account f o r  

these impacts i n  i t s  economic eva lua t ion  o f  capaci ty a l t e r n a t i v e s  

submitted i n  response t o  i t s  Supplemental Request f o r  Proposals 

(Supplemental RFP) . ”  

Has the  concept o f  an equity penalty been previously considered by t h e  

FPSC? 

Yes. The equ i t y  penal ty concept was f i r s t  ra i sed  i n  t h e  need 

[FPL Witness Avera Testimony, p .  41 
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determinat ion f i l i n g  o f  F lo r i da  Power Corporation (FPC) i n  Docket No. 

910759-EI. I n  t h a t  case, t he  hear ing o f f i c e r  found: 

F lo r i da  Power’s content ion t h a t  f u r t h e r  purchased 

power w i l l  have a negat ive e f f e c t  upon i t s  p lanning 

and operat ing f l e x i b i l i t y  d i d  no t  impact my decis ion 

regarding the  “buy vs. b u i l d ”  issues i n  t h i s  ca-se. 

I am a l s o  not persuaded by t h e  content ion t h a t  

f u r t h e r  purchased power creates a subs tan t ia l  r i s k  o f  

a negat ive impact on F l o r i d a  Power’s c r e d i t  r a t i n g .  

F lo r i da  Power has no t  demonstrated t h a t  i t  w i l l  

experience a downgrade i n  i t s  c r e d i t  r a t i n g  i f  i t  

purchases more power. , . . 

I f i n d  t h a t  increased r e l i a n c e  on t h i s  source o f  

power does not have t o  portend lower c r e d i t  r a t i n g s .  

(Ex. 7 ,  p .  5) Just because a u t i l i t y  increases i t s  

re l i ance  on purchased power does no t  mean t h a t  debt 

p r o t e c t i o n  measures w i  11 d e t e r i o r a t e  and a downgrade 

is imminent. In many cases, various q u a l i t a t i v e  

fac to rs  may outweigh t h e  q u a n t i t a t i v e  fac to rs .  ( T r .  

236-7: EX.  12, p .  7 )  . . .  

I recognize t h a t  purchased power i s  not w i thout  

r i s k s ,  j u s t  as cons t ruc t ing  one’s own power p l a n t  

contains r i s k s .  However, I a lso recognize t h a t  i t  i s  

- 7 -  
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genera l l y  no t  poss ib le  t o  p o i n t  t o  an increased 

re l i ance  on purchased power as t h e  so le  reason f o r  a 

change i n  c r e d i t  r a t i n g .  ( T r .  176) , , . 

In  l i g h t  o f  the f a c t  t h a t  F l o r i d a  Power has s t e a d i l y  

improved i t s  f i n a n c i a l  p ro tec t i on  measures s ince  i t s  l a s t  

growth cyc le ,  I f i n d  F lo r i da  Power’s c la im  t h a t  add i t iona l  

purchased power commitments would r e s u l t  i n  a c r e d i t  

downgrade t o  be exaggerated, 

[Order No. 25805, February 2 5 ,  1992, Docket No. 910759-EII pp.  42-43] 

The e q u i t y  pena l ty  concept was next ra i sed  in  t h e  need 

determination petition f i l e d  j o i n t l y  by FPL and Cypress Energy Partners 

i n  Docket No. 920520-EQ. While the  e q u i t y  pena l ty  concept was discussed 

i n  the  testimony and e x h i b i t s  sponsored by c e r t a i n  FPL witnesses i n  t h a t  

case, an equ i t y  pena l t y  adjustment was no t  made t o  t h e  cos t  o f  t he  

Cypress Pro jec t  dur ing  t h e  evaluat ion process. [ E x h i b i t  ALM-91 

The equ i t y  pena l ty  concept was ra i sed  again i n  Docket No. 990249- 

EG i nvo l v ing  FPL’s p e t i t i o n  f o r  approval o f  a standard o f f e r  con t rac t .  

In t h a t  case t h e  Commission found:  

We recognize t h e  e f f e c t  t h a t  purchased power 

contracts have on t h e  u t i l i t y ’ s  f i n a n c i a l  r a t i o s  as 

ca lcu la ted  by S&P. To be cons is ten t  w i t h  the terms 

o f  t he  S t i p u l a t i o n  approved i n  Order No. PSC-99-0519- 

AS-E1 which al lows f o r  t he  recovery o f  the  “equ i ty  

adjustment” through base ra tes ,  we approve FPL’s 
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4. 

A. 

adjustment t o  i t s  standard o f f e r  con t rac t  t o  

recognize the  e f f e c t  o f  purchased power cont rac ts  and 

t o  avoid poss ib le  double recovery. However, wh i l e  we 

are approving FPL’s request i n  t h e  i n s t a n t  case due 

t o  the  unique circumstances surrounding FPL’s 

S t i p u l a t i o n ,  t h e  broader p o l i c y  i ssue o f  who should 

bear the  incremental cost  o f  add i t i ona l  equ i t y  t o  

compensate f o r  purchased power cont rac ts  has no t  been 

addressed. 

[Order No. PSC-1713-TRG-EG, September 2, 1999, Docket No. 990249-EG, pp. 

9-10] 

F i n a l l y ,  t h e  equ i t y  penal ty concept was raised by FPC i n  i t s  need 

determination f i l i n g  i n  Docket No. 001064-EI. While t h e  Commission 

recognized FPC’s considerat ion o f  t h e  equ i t y  penal ty concept w i t h  the  

same qual i f y i n g  1 anguage from Order No, PSC-1713-TRF-EG c i t e d  above, i t  

was noted i n  Order No. PSC-01-0029-FOF-E1 t h a t  t he  equ i t y  penal ty was 

no t  a s i g n i f i c a n t  i ssue f o r  t he  Panda proposal because t h e  cumulative 

present worth revenue requirement (CPWRR) o f  t h e  FPC-proposed u n i t  was 

l ess  than the  CPWRR o f  t he  Panda-proposed u n i t  w i thout  recogn i t i on  o f  

an equ i ty  pena l ty .  [Order No. PSC-01-0029-FOF-EI, January 5,  2001, 

Docket No. 001064-E1, pp. 10-111 

Are any o f  these cases d i r e c t l y  on p o i n t  w i th  the i n s t a n t  case? 

No. I n  none o f  these previous cases has t h e  equ i t y  pena l ty  concept been 

r e l i e d  upon t o  t he  extent i t  has been i n  t h e  i n s t a n t  case t o  j u s t i f y  t h e  

cost-effect iveness of t h e  u t i l i t y ’ s  s e l f - b u i l d  op t ion .  I n  Docket No. 
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910759-EL FPC d i d  no t  propose t h e  Commission recognize an ac tua l  

adjustment f o r  purposes o f  eva lua t ing  a l t e r n a t i v e  proposals. Instead 

FPC o f fe red  t h e  e q u i t y  penal ty concept as an argument t o  support i t s  

p o s i t i o n  t h a t ,  because o f  i t s  e x i s t i n g  l e v e l  o f  purchased power, i t  was 

simply not poss ib le  f o r  add i t i ona l  purchased power t o  be more cos t  

e f f e c t i v e  than the  u t i l i t y ’ s  proposed s e l f - b u i l d  opt ions due t o  c r e d i t  

r a t i n g  concerns. 

In Docket No. 920520-EQ. FPL admitted that  i t  d i d  not recognize 

an equ i t y  pena l t y  adjustment f o r  purposes of  t he  eva lua t ion  process. 

The f i n a l  order disposing of t h a t  docket made no mention o f  the e q u i t y  

pena l ty  concept. [Order No. PSC-92-1355-FOF-EQ, November 23, 1992. 

Docket No. 920520-EQ] 

I n  Docket No. 990249-EG, t h e  issue was not whether i t  was 

appropr iate t o  recognize an equ i t y  pena l ty  adjustment i n  t h e  eva lua t ion  

o f  capaci ty a l t e r n a t i v e s  from outs ide  p a r t i e s ,  bu t  ra the r ,  whether i t  

was appropr iate t o  reduce the  standard o f f e r  p r i c e  FPL pa id  QFs and 

other  small cogeneration power producers for power. Instead o f  an 

adjustment designed t o  increase t h e  cost o f  non-FPL proposals, t h e  

equ i t y  penal ty concept was used t o  reduce t h e  p r i c e  FPL pa id  f o r  power 

under the  standard o f f e r  con t rac t  approved i n  t h a t  docket. 

F i n a l l y ,  wh i l e  i n  Docket No. 001064-E1 FPC d i d  propose t h a t  t h e  

equ i t y  penal ty be recognized i n  a manner s i m i l a r  t o  t h e  way FPL i s  

proposing it be used i n  t h i s  case, FPC’s proposal t o  recognize t h e  

equ i t y  penal ty was no t  subject  t o  ca re fu l  f i n a n c i a l  analysis because i t  

was not a mater ia l  i ssue i n  t h a t  case. 
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Q. 

A .  

Q. 

A .  

What precedence do you believe these decisions hold f o r  the ins tan t  

case? 

The Commission Orders speak f o r  themselves. I be l ieve  these decis ions 

i n d i c a t e  t h e  Commission has taken a case-by-case approach regarding t h e  

a p p l i c a b i l i t y  o f  t he  equ i ty  penal ty concept. Consequently, 1 be l i eve  

the  Commission should consider t h e  reasonableness o f  FPL’s decis ion t o  

make an equ i t y  penal ty adjustment i n  t h i s  proceeding based upon t h e  

evidence presented i n  t h i s  record.  

STANDARD & POOR’S APPROACH 

P1 ease expl a i  n how S&P i ncorporates o f f  - bal ance sheet ( O S )  ob1 i ga t i  ons 

into its analysis o f  electric utility capitalization ratios. 

The primary OBS ob l i ga t i ons  for e l e c t r i c  u t i l i t i e s  are purchased power 

cont rac ts .  Because the  bene f i t s  and r i s k s  o f  purchased power cont rac ts  

depend on a range o f  f ac to rs ,  S&P conducts both a q u a l i t a t i v e  and 

q u a n t i t a t i v e  ana lys is  o f  these cont rac ts  f o r  purposes o f  assessing t h e  

l e v e l  o f  debt p r o t e c t i o n  measures avai 1 ab1 e t o  bond holders. 

The q u a l i t a t i v e  analysis focuses on t h e  nature o f  t he  cont rac ts .  

These features inc lude whether t h e  cont rac t  i s  a take-or-pay ob1 i g a t i o n  

o r  a take-and-pay o b l i g a t i o n ;  whether t h e  power i s  economical and 

needed: whether the re  are performance standards ; how much d i s c r e t i o n  t h e  

u t i l i t y  has over maintenance and dispatch; whether the  cont rac t  was 

preapproved by regu la to rs ;  and whether there  i s  a recovery clause f o r  

capaci ty and f u e l  payments. An assessment o f  these fac to rs  r e s u l t s  i n  

the  assignment of a r i s k  fac to r  which i s  l a t e r  used i n  the  q u a n t i t a t i v e  

ana lys is .  
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Q. 

A. 

In t h e  q u a n t i t a t i v e  ana lys is ,  S&P ca lcu la tes  t h e  present value o f  

f u t u r e  capaci ty payments discounted a t  10%. The 10% i s  used as a proxy 

for  the  u t i l i t y ’ s  weighted average cos t  o f  c a p i t a l ,  S&P then m u l t i p l i e s  

t h e  present value amount by t h e  r i s k  f a c t o r  determined i n  the  

q u a l i t a t i v e  ana lys is  t o  est imate t h e  OBS o b l i g a t i o n .  The r i s k  f a c t o r  

assigned t o  FPL’s e x i s t i n g  purchased power cont rac ts  ranges from 10% t o  

40%. 

The estimated OBS o b l i g a t i o n  i s  added t o  t h e  balance sheet as 

add i t iona l  debt and an i n t e r e s t  component i s  added t o  t h e  income 

statement. Coverage and deb t - to -cap i ta l  r a t i o s  are then reca lcu la ted  

t o  r e f l e c t  t h e  imputed debt and benchmark comparisons f o r  t h e  c r e d i t  

r a t i n g  are made us ing  the  adjusted r a t i o s .  

Does S&P recommend regulators recognize i t s  adjusted ratios for rate 

making purposes? 

No, it does n o t .  S&P does no t  t ake  o f f i c i a l  pos i t i ons  i n  regu la to ry  

proceedings, nor does i t  make recommendations on how s t a t e  regu la to ry  

commi ss i  ons shoul d i n t e r p r e t  o r  respond t o  i t s  r a t i n g  pronouncements. 

As demonstrated by the  Company’s response t o  S t a f f  Second Set o f  

I n te r roga to r ies  Nos. 26 and 35 attached as Exh ib i t  ALM-8. t he re  i s  no 

i n d i c a t i o n  the  equ i t y  penal ty concept has been recognized by o ther  s t a t e  

regu la to ry  commissions nor i s  t he re  any evidence t h a t  t h i s  concept i s  

appl ied when FPL o r  i t s  a f f i l i a t e d  companies p a r t i c i p a t e  i n  RFPs t o  s e l l  

power t o  o ther  investor-owned u t i l i t i e s  i n  other s ta tes .  With t h e  

exception o f  Order No. PSC-01-0029-FOF-E1 discussed e a r l i e r  i n  my 

testimony, none o f  t h e  other s t a t e  commission orders provided by the  
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Q. 

A .  

Company i n  response t o  s t a f f ’ s  product ion o f  documents request make any 

mention o f  t he  equ i t y  penal ty concept. [See S t a f f  Second S e t  o f  PODS, 

Request No. 103 

It i s  a l so  important t o  recognize t h a t  S&P ’s  cons t i tuents  are bond 

ho lders .  The i n t e r e s t s  o f  ratepayers and shareholders are not o f  

s p e c i f i c  concern t o  S&P. While a t  t imes t h e  i n t e r e s t s  o f  bond holders,  

shareholders, and u t i l i t y  ratepayers are i n  l i n e ,  t he re  are other t imes 

when t h e i r  i n t e r e s t s  are mutua l l y  exclusive.  S&P does not judge what 

companies o r  t h e  s t a t e  regu la to ry  commissions do. S&P simply analyzes 

what has occurred along w i t h  a prospect ive view o f  what it expects t o  

occur and renders a decis ion regarding how these actions impact t h e  

consolidated e n t i t y ’ s  f i n a n c i a l  measures i n  terms o f  bond holder 

p r o t e c t  i on. 

Please discuss your understanding o f  how S&P assigns corporate c r e d i t  

r a t i n g s  f o r  u t i l i t y  ho ld ing companies and t h e i r  respect ive operat ing 

companies ( e l e c t r i c  u t i l i t i e s ) .  

S&P assigns a corporate c r e d i t  r a t i n g  based on t he  r i s k  o f  d e f a u l t  o f  

t h e  consolidated e n t i t y .  I n  t h e  absence o f  s t r u c t u r a l  o r  p r o s c r i p t i v e  

measures t o  i n s u l a t e  the  i n d i v i d u a l  business u n i t s ,  a l l  subs id ia r ies  are 

assigned the  same corporate c r e d i t  r a t i n g  as the  ho ld ing  company. On 

September 26, 2001, S&P lowered i t s  r a t i n g  on FPL from double A minus 

(AA-) t o  A .  I n  discussing t h e  r a t i o n a l e  for t h e  downgrade. S&P s ta ted  

t h a t :  

D r i v ing  factors i n  the  cu r ren t  r a t i n g s  determination 

i n c l  ude increasing business r i  sk f o r  t he  consol i dated 
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Q. 

A .  

enterprise attributable to the growing non-regulated 

independent power producer (IPP) portfolio, 

regulatory challenges in Florida, and an aggressive 
financing plan and declining credit protection 

measures. . . . Furthermore, as FPL Group’s earnings 

mix  and capital expenditure requirements shift toward 

non-regulated businesses, the consolidated business 

profile becomes riskier, requiring greater cash flows 

and credit protection measures. 

[Exhibit ALM-101 

I s n ’ t  i t t r u e  t h a t  i n  the repo r t  c i t e d  above S&P a lso  referenced FPL’s 

ref iance on nuclear facilities and purchased power agreements f o r  

c e r t a i n  percentages of i t s  load and t he  uncer ta in ty  over the outcome o f  

i t s  r a t e  case settled e a r l i e r  t h i s  year as f ac to rs  which challenged 

FPL ’ s c r e d i t  p r o f  i 1 e? 

Yes. S&P noted that FPL’s credit profile reflects an above average 

business position that is supported by competitive residential and 

commercial rates, operational efficiency, increasing energy sales due 

to add i t iona l  customers and increased usage, and well -run generating 

facilities. It also noted that these p o s i t i v e  attributes are partially 

offset by the utility’s reliance on nuclear facilities and purchased 

power for certain percentages o f  its load and the uncertainty over t he  

outcome o f  its rate case. 

But I believe a distinction should be made between costs that are 

appropriately borne by ratepayers and costs that more appropriately 
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Q. 

A .  

should be borne by shareholders. The cost o f  maintaining a r e l a t i v e l y  

high equ i ty  r a t i o  t o  compensate f o r  r i s k  f a c t o r s  t h a t  are relevant t o  

t h e  p rov i s ion  o f  regulated e l e c t r i c  serv ice ,  such as the  r i s k  associated 

w i t h  a company’s generating mix, are app rop r ia te l y  recovered from 

ratepayers. The cost o f  maintaining a r e l a t i v e l y  high equ i ty  r a t i o  t o  

compensate for r i s k  fac to rs  t h a t  a r e  i r r e l e v a n t  t o  regulated operat ions,  

such as the  add i t i ona l  cash f l ow  requirements placed on t he  ho ld ing  

company t o  compensate f o r  the  inc reas ing  r i s k  p r o f i l e  o f  t h e  

consolidated e n t i t y  r e l a t e d  t o  i t s  inc reas ing  investment i n  h i g h e r - r i s k ,  

non-regulated operat ions,  should not be recovered from ratepayers bu t  

ra ther  should be borne by the  shareholders. 

FPL i s  adamant t h a t  t h i s  adjustment i s  a necessary response t o  

address S&P’s concern regardi ng purchased power t o  p r o t e c t  ratepayers 

from higher t o t a l  revenue requirements over t h e  long run .  I be l ieve  i t  

i s  reveal ing t h a t  t h e  Company does not assign t h e  same degree o f  

s ign i f i cance  t o  t h e  concerns expressed by S&P regarding the  r i s k  t o  t h e  

u t i l i t y ,  and the re fo re  by extension t o  i t s  ratepayers. a r i s i n g  from t h e  

non-regulated a c t i v i t i e s  o f  the  holding company. 

How does S&P character ize the  Florida Commission’s regu la t i on  w i th  

respect t o  the issue o f  purchased power contracts? 

S&P views t h e  Commission’s regu la t ion  o f  e l e c t r i c  u t i l i t i e s  i n  F lo r i da  

as support ive. S&P recognizes t h a t  t he  Commission al lows f u l l  recovery 

o f  capacity payments associated w i t h  these cont rac ts  through t h e  

capacity cost recovery clause as we l l  as f u l l  recovery o f  energy 

payments through t h e  f u e l  cost  recovery clause. I n  add i t ion ,  S&P 
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Q. 

A .  

s p e c i f i c a l l y  acknowledges t h e  Commission‘s approval o f  t h e  recovery o f  

buy-out costs associated wi th  t h e  te rmina t ion  o f  select purchased power 

cont rac ts  as support ive regu la t i on .  

Will FPL’s corporate credit rat ing be downgraded i f  the Company enters 

additional purchased power contracts? 

I f  FPL’s corporate c r e d i t  r a t i n g  i s  downgraded a t  some-future date, i t  

w i l l  no t  be as a d i r e c t  r e s u l t  o f  t he  Company en te r ing  i n t o  p re -  

approved, c o s t - e f f e c t i v e  purchased power cont rac ts .  Purchased power 

ob l i ga t i ons  are on ly  one fac to r  i n  t h e  r a t i n g  agency’s eva lua t ion ,  and 

t o  a degree these o b l i g a t i o n s  can be absorbed i n  t h e  c r e d i t  q u a l i t y  

assessment. It i s  genera l l y  recognized t h a t  coverage and c a p i t a l i z a t i o n  

r a t i o s  may move somewhat w i t h i n  ranges without impacting the  c r e d i t  

q u a l i t y  o f  t h e  company. While r a t i o s  are h e l p f u l  i n  broadly d e f i n i n g  

a company’s p o s i t i o n  r e l a t i v e  t o  r a t i n g  categor ies,  S&P i s  ca re fu l  t o  

p o i n t  ou t  t h a t  r a t i o s  are not  intended t o  be hurdles o r  p re requ is i t es  

t h a t  must be achieved t o  a t t a i n  a s p e c i f i c  debt r a t i n g .  I n  i t s  2001 

Corporate Cred i t  Rat ing C r i t e r i a ,  S&P noted t h a t  r i sk -ad jus ted  r a t i o  

(Gluidel ines a re  no t  meant t o  be precise.  Rather, 

they are intended t o  convey ranges t h a t  charac ter ize  

l eve l s  o f  c r e d i t  q u a l i t y  as represented by t h e  r a t i n g  

categor ies.  Obviously, strengths evidenced i n  one 

f i n a n c i a l  measure can o f f s e t ,  o r  balance, weakness i n  

another. 

[Exh ib i t  ALM-111 

Moreover, as shown on Table II.B.4.1 on page 14 o f  i t s  rev ised 
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need determinat ion f i  1 i n g ,  FPL's  re1 iance on purchased power w i  11 

s i g n i f i c a n t l y  dec l i ne  over the  next e i g h t  years .  From a t o t a l  'Summer 

2002 l e v e l  o f  2403 MW, t he  amount o f  purchased power drops t o  1757 MW 

i n  Summer 2005, t o  1310 MW by Summer 2007, and t o  382 MW by Summer 2010. 

To a c e r t a i n  ex ten t  two years ou t ,  and d e f i n i t e l y  f i v e  years ou t ,  from 

the  expected completion date f o r  t h i s  i d e n t i f i e d  capaci ty need, new 

cost - e f f e c t i  ve purchased power agreements woul d be rep1 acing e x i  s t i  ng 

contracts t h a t  would have ended. 

In add i t i on .  as p a r t  o f  i t s  ongoing cons t ruc t ion  program, FPL i s  

i n  t h e  process o f  adding approximately 2,000 MW o f  ne t  new u t i l i t y - o w n e d  

capaci ty i n  2002 and 2003 a t  i t s  F o r t  Myers and Sanford s i t e s .  [See 

S t a f f  Second Set o f  PODS, Request No. 17, Salomon Smith Barney, A p r i l  

23, 2002, bates p. 001145441 

F i n a l l y ,  i t  i s  we l l  documented t h a t  FPL has one o f  t he  h ighes t  

equ i ty  r a t i o s  i n  t h e  country. In i t s  r a t e  case, t h e  Company 

character ized t h i s  l e v e l  o f  equ i ty  as necessary t o  compensate f o r  i t s  

re l i ance  on purchased power. among o ther  factors. This actual l e v e l  o f  

equ i ty  equates t o  an adjusted equ i t y  r a t i o  t h a t  i s  i n  t h e  upper q u a r t i l e  

o f  e l e c t r i c  u t i l i t i e s  [Exh ib i t  ALM-11 and i s  above the  top  o f  t h e  

imp l ied  t a r g e t  range f o r  an A r a t i n g .  [Exh ib i t  ALM-21 

The combination o f  a r e l a t i v e l y  h igh  equ i t y  r a t i o ,  the  a d d i t i o n  

o f  new u t i l i t y - o w n e d  capac i ty .  and t h e  e x p i r a t i o n  o f  e x i s t i n g  purchased 

power cont rac ts  puts t h e  Company i n  a strong p o s i t i o n  t o  balance t h e  

incremental r i s k  associated w i t h  adding t h e  capaci ty contemplated i n  

t h i s  proceeding, regardless o f  whether t h e  most c o s t - e f f e c t i v e  op t i on  
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i s  t o  b u i l d  o r  buy 

However, i t  i s  important t o  note 

r a t i o s  on a stand-alone basis t h a t  wou 

SAP looks 

When S&P 

speci f i ca 

t h a t ,  w h i l e  a u t i l i t y  may have 

d support a p a r t i c u l a r  r a t i n g ,  

a t  t h e  company’s f i n a n c i a l  p o s i t i o n  on a consol idated bas is .  

downgraded FPL from AA- t o  A i n  t h e  f a l l  o f  2001, i t  

l y  noted t h a t  FPL Group’s s ta ted  i n t e n t i o n  to-expand i t s  non- 

regulated generation business w i  11 requi  r e  t h e  f i  r m  t o  strengthen i t s  

consol idated c r e d i t  p r o t e c t i o n  measures t o  maintain t h e  A r a t i n g .  I n  

an investment banking repo r t  dated J u l y  2, 2001 provided in response t o  

S t a f f  F i r s t  Set o f  Production o f  Documents Request No. I ,  analysts a t  

1 Lynch noted, beqin conf ident ia l  Merri  
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Q. 

A.  

end con f i  denti a1 

[Conf ident ia l  Document No. 15004, Docket No. 001148-EI, S t a f f  F i r s t  Set 

o f  PODS, Request No. 1. Docket Nos. 020262-E1 and 020263-E11 

The important p o i n t  t o  take from t h i s  discussion i s  t h a t  no s i n g l e  

f a c t o r  can be looked a t  i n  i s o l a t i o n .  As noted e a r l i e r  i n  my testimony, 

t he re  i s  no S&P mandate t h a t  F l o r i d a  o r  any o ther  s t a t e  regu la to ry  

commission incorporate i t s  c r e d i t  r a t i n g  c r i t e r i a  i n  t h e i r  decis ions. 

Moreover, i t  would be inappropr ia te  t o  make an adjustment t o  compensate 

f o r  one f a c t o r ,  such as the  equ i t y  penal ty adjustment proposed by t h e  

Company i n  t h i s  proceeding, wh i l e  a t  t h e  same t ime completely i gno r ing  

other fac to rs  i d e n t i f i e d  by t h e  investment community as p lac ing  even 

grea ter  s t ress  on t h e  Company’s f i n a n c i a l  p o s i t i o n ,  such as t h e  

s i g n i f i c a n t  degree o f  debt leverage used t o  f inance non-regulated growth 

by other a f f i l i a t e s  o f  t he  u t i l i t y .  

Can the  impact o f  these other f a c t o r s  on a company’s corporate c r e d i t  

r a t i n g  be observed? 

Yes. I n  order t o  t e s t  t h e  relevance o f  t h e  p o s i t i o n  t h a t  purchased 

power has a s i g n i f i c a n t  impact on a u t i l i t y ’ s  corporate c r e d i t  r a t i n g ,  

I requested a s t a t i s t i c a l  analysis be performed on a group o f  companies 

determined t o  be comparable i n  r i s k  t o  FPL. This ana lys is  revealed t h a t  
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Q. 

A .  

other factors, such as the actual equity ratio a t  the holding company 

level and the relative level of holding company revenue derived from 

non-regulated operations, are both significant determinants o f  a 

utility’s corporate credit rating. In fact, this analysis demonstrates 

that the degree of financial leverage at the holding company level 

statistically has a greater impact on a utility‘s corporate credit 

rating than the utility-specific equity ratio adjusted for the impact 

o f  purchased power contracts. Exhibit ALM-4 shows the results o f  this 

statistical analysis. 

Has S&P commented on the c r e d i t  r a t i n g  impact on FPL resulting from the 

level o f  risk associated with FPL Group’s growing p o r t f o l i o  o f  h igher-  

r i s k ,  non-regul ated investments? 

Yes. In an S&P report dated September 27, 2001, S&P noted, 

Credit quality for Florida Power & Light Co., the uti ity 

operating company of FPL Group, Inc., reflects the un t ’ s  

steady and reliable cash flow attributes, tempered by t he  

parent’s growing portfolio of higher-risk, non-regulated 

investments, principally in independent power projects. 

[ ALM- 121 

I n  addition, in an S&P report issued January 18, 2002, titled 

“U .S .  Utilities’ Credit Quality Displayed Steep Decline in 2001; 

Negative Trend Likely to Continue,” S&P categorized its September 2001 

downgrade o f  FPL under the heading, 

The following downgrades can be traced to investments i n  

higher- ri sk non-regul ated businesses and weakeni ng credit 
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Q. 

A. 

fundamentals , 

[ ALM - 13 J 

F i n a l l y ,  i n  an S&P repor t  issued June 20, 2002. S&P noted, 

Cred i t  q u a l i t y  for FPL Group i s  charac ter ized  by t h e  

a c t i v i t i e s  o f  i t s  operat ing u t i l i t y ,  F l o r i d a  Power 

and L i g h t  and i t s  growing p o r t f o l i o  o f  h i g h e r - r i s k ,  

non-regul ated i nvestments , mainly i n independent 

power p r o j e c t s .  Ratings f o r  FPL Group and i t s  

a f f i l i a t e s  incorpora te  inc reas ing  business r i s k  f o r  

t he  consol idated en terpr ise ,  a t t r i b u t a b l e  t o  t h e  

growing non-regul ated. independent power producer 

p o r t f o l i o ,  an aggressive f i nanc ing  p lan ,  and t h e  

decl i ne i n c r e d i t  p ro tec t i on  measures. 

Standard and Poor’s expects t o  review FPL’s s t ra tegy  

and f i n a n c i a l  plans f o r  i t s  regu la ted  and non- 

regulated segments w i t h  a focus on i t s  r a p i d l y  

growing and aggressive s t ra tegy  i n  t h e  compet i t ive 

energy business. The review’s outcome could r e s u l t  

i n  a r a t i n g s  a f f i r m a t i o n  o r  a downgrade. 

[ALM-141 

Have any other credit rat-ing agencies commented on the l i n k  between t h e  

credit rating o f  the u t i l i t y  and the a c t i v i t i e s  o f  the holding company? 

Yes. I n  a Moody’s Investors Service (Moody’s) repo r t  dated A p r i l  16, 

2002. Moody’s s ta ted ,  
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Q. 

A.  

Q. 

A .  

Q. 

A. 

Q. 

Because parent FPL Group guarantees t h e  ob1 iga t i ons  

o f  FPL Group Cap i ta l ,  increased leverage a t  t he  

subsidiary puts pressure on a l l  t h e  ra ted  e n t i t i e s  

w i t h i n  the  FPL Group, i n c l u d i n g  F lo r i da  Power and 

L i g h t ,  i t s  operat ing u t i l i t y  subs id ia ry .  

CALM-151 

Has FPL made any adjustments t o  compensate f o r  the  impact the h igher -  

r i s k ,  non-regulated investments and the  greater re l iance on debt 

leverage a t  the FPL Group leve l  places on the  U t i l i t y ’ s  corporate c r e d i t  

r a t i n g  and f i nanc ia l  f l e x i b i l i t y ?  

Other than maintaining an equ i t y  r a t i o  we l l  above t h e  average f o r  t h e  

i n d u s t r y ,  I ’ m  not  aware o f  any s p e c i f i c  adjustments FPL has made t o  

i n s u l a t e  i t s  ratepayers from t h e  pressure h i g h e r - r i s k  investments and 

increased leverage a t  t he  ho ld ing  company have placed on the  f i n a n c i a l  

p o s i t i o n  o f  the u t i l i t y .  

REBUITAL OF FPL WITNESSES AVEFM AND DEWHURST 

Have you reviewed FPL witness Avera’s test imony f i l e d  i n  t h i s  

proceeding? 

Yes. 

Have you reviewed FPL witness Dewhurst’s test imony f i l e d  i n  t h i s  

proceeding? 

Yes. 

Do you agree w i t h  t h e i r  recommendations regarding the  need t o  assign an 

e q u i t y  penal ty  t o  the  cost o f  non-FPL proposals f o r  purposes o f  

comparing these proposals t o  FPL’s se l  f - b u i l  d opt ion? 
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A .  

Q. 

A.  

Q. 

A .  

Q. 

A.  

No. 

What are the factors these witnesses offer as justification for FPL’s 

proposed equity penal t y  adjustment? 

Witnesses Avera and Dewhurst both c i t e  t h e  imp l ied  f i n a n c i a l  impact of 

imputed debt associated w i t h  purchased power contracts as j u s t i f i c a t i o n  

f o r  making t h i s  adjustment. 

Do you disagree t h a t  S&P considers a u t i l i t y ’ s  reliance on purchased 

power contracts when i t  eval uates its f i nanci a1 posi t i  on? 

Not a t  a l l .  My testimony i s  t h a t ,  w i t h  ratepayers already bear ing t h e  

cost o f  support ing one of the  h ighes t  equ i t y  r a t i o s  i n  t h e  country,  t h e  

Company already has t h e  equ i ty  cushion t o  balance t h e  incremental r i s k  

associated w i t h  t h i s  f a c t o r .  In  a d d i t i o n ,  as I have discussed e a r l i e r  

i n  my testimony, t he re  are other f a c t o r s  i d e n t i f i e d  by S&P t h a t  have a 

s i g n i f i c a n t  impact on FPL’s f i n a n c i a l  f l e x i b i l i t y  and corporate c r e d i t  

r a t i n g  t h a t  are no t  being s p e c i f i c a l l y  addressed by the  Company. 

How does FPL’s actual equity ratio compare w i t h  the equity ratios o f  

other electric ut i l i t ies  which r e l y  on purchased power? 

E x h i b i t  ALM-1 shows the  equ i t y  r a t i o s  f o r  a group o f  u t i l i t i e s  

comparable i n  r i s k  w i t h  F P L .  These r a t i o s  are based upon f i n a n c i a l  

statements f i l e d  w i t h  the SEC f o r  t h e  per iod  ended December 31, 2001. 

E x h i b i t  ALM-5 shows the  r e l a t i v e  percentage o f  f u e l  mix f o r  each 

o f  t h e  companies i n  F P L ’ s  peer group. For t h e  per iod  ended December 31. 

2001, FPL r e l i e d  upon purchased power f o r  20% o f  i t s  capac i ty .  For t h e  

same per iod ,  t e n  o f  t he  companies i n  t h e  index r e l i e d  on purchased power 

f o r  a greater percentage o f  t h e i r  supply. Pinnacle West supported i t s  
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Q. 

A.  

30% purchased power l eve l  w i t h  a 49% equ i t y  r a t i o .  

a l l  o f  i t s  f o s s i l  p lan ts  i n  1998 and a l l  o f  i t s  nuclear p lan ts  fn 
and DQE, I n c . ,  which so ld  a l l  o f  i t s  generating assets i n  2000, r e  

NSTAR, which so ld  

999, 

Y on 
purchased power for 100% o f  t h e i r  supply. NSTAR has an equ i t y  r a t i o  o f  

40%. DQE has an equ i t y  r a t i o  o f  32%. Re la t i ve  t o  these companies, a 

64% equ i t y  r a t i o  compares very favorably and demonstrates t h a t  FPL 

already has more than enough e q u i t y  c a p i t a l i z a t i o n  t o  compensate f o r  t he  

l e v e l  o f  r i s k  perceived t o  be associated w i t h  r e l i a n c e  on purchased 

power. The f a c t  t h a t  FPL’s  e x i s t i n g  re l i ance  on purchased power w i l l  

dec l i ne  s i g n i f i c a n t l y  over the next e igh t  years combined w i t h  the  

continuous add i t i on  of new u t i  1 i ty-owned capaci ty erodes t h e  c red i  b i  1 i t y  

o f  t h e  Company’s argument t h a t  i t  needs an equ i ty  pena l ty  adjustment f o r  

purposes o f  t h i s  proceeding. 

On page 14 o f  h i s  test imony, wi tness Avera r e f e r s  t o  an a r t i c l e  from the  

Wall Stree t  Journal which he asserts i nd ica tes  t h a t  c r e d i t  r a t i n g  

agencies are c lose ly  scrutinizing t he  debt l e v e l s  on power company 

balance sheets. Do you agree w i t h  h i s  assert ion? 

Yes, bu t  only i n  the  most broadest o f  i n t e r p r e t a t i o n s  o f  t he  a r t i c l e .  

Rating Agencies Crack Down on Uti7ities, sounds 

reading reveals t h e  actual subjects o f  t h e  a r t i c l e  

the energy marketing, t rad ing ,  and I P P  business. 

The a r t i c l e  i s  o f f  po in t  w i t h  respect t o  pub l i c  

u t i l i t i e s .  Several o f  t h e  companies mentioned by name i n  t h i s  a r t i c l e  

are a l so  l i s t e d  as genco (generat ing company) competitors o f  FPL Energy 

i n  t h e  Ju l y  3 ,  2001, Salomon Smith Barney repo r t  c i t e d  e a r l i e r .  Four 

While t h e  t i t l e ,  

alarming, a carefu 

are companies i n  

[ E x h i b i t  ALM-161 
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Q. 

A.  

of t h e  companies, Allegheny Energy Supply, Calpine. Dynegy, and NRG, 

have bel  ow investment grade c r e d i t  r a t i n g s .  

The c a l l  f o r  improved balance sheets r e l a t e s  t o  unregulated energy 

companies w i t h  30-35% equ i t y  r a t i o s ,  not  regulated u t i l i t i e s  w i t h  equ i ty  

r a t i o s  i n  the mid t o  h igh  50s. Rather than conf i rm t h e  reasonableness 

o f  FPL’s c a p i t a l  s t r u c t u r e  p o l i c i e s .  t h i s  a r t i c l e  imp l i es  t h a t  F P l  Group 

i s  i gno r ing  t h e  message from t h e  c a p i t a l  markets and r a t i n g  agencies 

t h a t  i t  needs t o  use a g rea ter  r e l a t i v e  l eve l  o f  e q u i t y  t o  fund i t s  non- 

regu la ted  operat ions,  c u r r e n t l y  a t  20%. [ E x h i b i t  ALM-61 It i s  a lso  

f u r t h e r  i n d i c a t i o n  t h a t  responding t o  these types o f  comments from t he  

investment community i s  d i sc re t i ona ry  on t h e  p a r t  o f  t h e  Company. 

Witness Avera o f f e r s  several quotes from S&P a r t i c l e s  intended t o  

support h i s  p o s i t i o n  regarding the  r i s k s  associated w i t h  purchased 

power. Do these same a r t i c l e s  address the r i s k  associated w i t h  the  

b u i l d i n g  o f  new capaci ty? 

Yes. 

from t h e  May 24. 1993 issue o f  S&P Creditweek. 

S&P s ta tes :  

On page 7 o f  h i s  d i r e c t  test imony, witness Avera o f f e r s  a quote 

I n  t h a t  same a r t i c l e ,  

Buying power may be t h e  best choice for a u t i l i t y  

t h a t  faces i ncreasi ng demand. Moreover, purchasing 

may be t h e  l e a s t  r i s k y  course. The b e n e f i t s  o f  

purchasing can be q u i t e  compel 1 i ng. For example, 

u t i l i t i e s  t h a t  purchase avo id  t h e  r i s k s  of 

s i g n i f i c a n t  cons t ruc t ion  cos t  overruns or t h a t  t h e  

p l a n t  might never be f i n i s h e d  a t  a l l .  They a l so  may 
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Q. 

A.  

avoid the  associated f i n a n c i a l  s t ress  caused by 

regul a to ry  1 ag t y p i c a l  i n bui  1 d i  ng programs. 

I n  add i t i on ,  u t i l i t i e s  t h a t  purchase power 

avo id  r i s k i n g  subs tan t ia l  c a p i t a l ,  There are many 

examples o f  u t i l i t i e s  t h a t  have f a i l e d  t o  earn a f u l l  

r e t u r n  on and o f  c a p i t a l  employed t o  b u i l d  a p l a n t .  

Furthermore, purchased power may con t r i bu te  t o  f u e l  

supply d i v e r s i t y  and f l e x i b i l i t y ,  and may be cheaper, 

a t  l e a s t  over the  shor t  run. U t i l i t i e s  t h a t  meet 

demand expectat ions w i t h  a p o r t f o l i o  o f  &supp ly -s ide  

options a lso  may be b e t t e r  ab le  t o  adapt t o  f u t u r e  

demand uncer ta in t y ,  g iven t h e  specter o f  r e t a i l  

transmission access. 

[Exh ib i t  ALM-171 

The p o i n t  o f  t h i s  discussion i s  t o  rebut t he  Company’s presumption 

t h a t  purchasing power i s  r i s k y  and b u i l d i n g  new capaci ty i s  n o t .  S&P 

makes it c lea r  t h a t  regardless o f  whether a u t i l i t y  bu i l ds  o r  buys, 

adding capaci ty means i n c u r r i n g  r i s k .  

The imp l i ca t i on  of the  Company witnesses’ test imony appears t o  be t h a t  

i f  the  equ i t y  penal ty  adjustment i s  no t  recognized i n  t h i s  proceeding, 

i t  w i l l  send a s ignal  t o  the cap i ta l  markets t h a t  the  Commission has 

become less  support ive o f  the  f i n a n c i a l  i n t e g r i t y  o f  the companies 

subject  t o  i t s  j u r i s d i c t i o n .  

No. As I mentioned e a r l i e r ,  t h e  investment community and the  r a t i n g  

Do you agree? 
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agencies both view t h e  regu la t i on  i n  F l o r i d a  as f a i r  and suppor t i ve .  

It i s  t h e  Commission’s s t a t u t o r y  r e s p o n s i b i l i t y  t o  balance the  i n t e r e s t s  

o f  ratepayers and shareholders. When a s i t u a t i o n  warrants, t h i s  

Commission w i l l  make adjustments t o  t h e  Company’s f i l i n g ,  A Commission 

dec is ion  t o  ho ld  t h e  u t i l i t y  t o  a balanced approach i n  t h e  RFP process 

w i  11 no t  undermine t h e  investment community and r a t i n g -  agencies’ view 

t h a t  t h e  F lo r i da  Commission i s  support ive o f  t h e  f i n a n c i a l  i n t e g r i t y  o f  

t he  companies under i t s  j u r i s d i c t i o n .  

An example o f  t h i s  cont inuing support can be found i n  the  l e v e l  

o f  f i n a n c i a l  s t a b i l i t y  t h i s  Commission provides companies through t h e  

use o f  various recovery clauses. E x h i b i t  ALM-7 shows the  r e l a t i v e  

percentages o f  expenses and revenues recovered through the  var ious  

clauses f o r  each o f  t h e  four  investor-owned e l e c t r i c  u t i l i t i e s  i n  t h e  

s t a t e .  As t h i s  e x h i b i t  shows, t h i s  Commission al lowed for t he  recovery 

o f  43%, 46%. and 54% o f  FPL’s expenses i n  1999, 2000, and 2001, 

respec t ive ly .  This e x h i b i t  a lso shows t h a t  38%, 40%, and 48% o f  FPL’s 

revenues i n  1999, 2000, and 2001, respec t i ve l y ,  were recovered through 

various clauses. For 2001, t h i s  means t h a t  on l y  52% o f  FPL’s revenues 

were subject  t o  recovery through base rates. When near ly h a l f  a 

company’s revenues and more than h a l f  i t s  expenses are recovered d o l l a r  

f o r  d o l l a r  through clauses, i t s  v a r i a b i l i t y  i n  earnings i s  s i g n i f i c a n t l y  

reduced r e l a t i v e  t o  companies w i thout  such recovery mechanisms. Lower 

v a r i a b i l i t y  i n  earnings reduces FPL’s r i s k  and i s  f u r t h e r  evidence t h a t  

t h i s  Commission supports t h e  f i n a n c i a l  i n t e g r i t y  o f  F lo r i da  u t i l i t i e s .  

Please summarize your conclusions regarding the equity penalty testimony 
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A .  

Q. 

A .  

Q. 

A .  

Q. 
A .  

proffered by witnesses Avera and Dewhurst i n  this proceeding. 

For t h e  reasons o u t l i n e d  above, I be l i eve  these witnesses are t a k i n g  a 

p o r t i  on o f  S&P ’ s consol i dated c r e d i t  assessment methodol ogy out o f  

context  and are attempting t o  use i t  f o r  a purpose i t  was never 

intended. 

SUMMARY 

P1 ease summarize your recommendation regarding the f i  nanci a1 

assumptions. 

Based upon my analysis o f  FPL’s f i n a n c i a l  assumptions reported i n  

Appendix I o f  FPL’s revised need determinat ion f i l i n g ,  I recommend t h a t  

these assumptions are reasonable f o r  purposes o f  t h i s  proceeding. 

P1 ease summarize your recommendation regardi ng the recogni t i  on o f  an 

equity penal t y  adjustment for purposes o f  this proceeding. 

Based upon my analysis o f  t h e  in fo rmat ion  r e l a t i n g  t o  t h e  equ i t y  pena l ty  

adjustment FPL has proposed be recognized f o r  purposes o f  eva lua t ing  

non-FPL proposals submitted in response t o  the Company’s RFP, I disagree 

w i t h  t h e  imputat ion o f  an equ i t y  penal ty for purposes o f  t h i s  

proceeding . 

Does t h i s  conclude your testimony? 

Yes. 
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Florida Power & Light 
Electric Utility Index - Quartiles 
For the 12 months ended Dec. 3 1,200 1 

Quartiles-Equity Ratio 

Top: 
Florida Power & Light Co. 
Union Light Heat & Power Co. 
Dayton Power & Light Co. 
Mississippi Power Co. 
Tampa Electric Co. 
Florida Power Corporation 
Northern State Power Wisconsin 
Georgia Power Co. 
Cleco Corporate & Power LLC 
Southwestern Public Service Co. 
South Carolina Electric & Gas Co. 

Middle-top: 
Hawaiian Electric Co. Inc. 
Central Power & light Co. 
TXU Electric Co. 
Columbus Southern Power Co. 
Ohio Power Co. 
Arizona Public Service Co. 
West Texas Utilities Co. 
Cincinnati Gas & Electric Co. 
Southwestern Electric Power Co. 
Public Service Co. of Oklahoma 
Gulf Power Co. 

Middle-bottom : 
Public Service Co. of Colorado 
Boston Edison Co. 
Carolina Power & Light 
Alabama Power Co. 
Potomac Edison Co. 
Southem Indiana Gas & Electric Co. 
Northern Indiana Public Service Co. 
Virginia Electric & Power Co. 
Savannah Electric & Power Co. 
Kentucky Power Co. 
Appalachian Power Co. 

Bottom: 
Monogahela Power Co. 
PSI Energy h c .  
Idaho Power Co. 
West Penn Power Co. 
Kansas City Power & Light Co. 
Consumers Energy Co. 
Indiana Michigan Power Co. 
Detroit Edison Co. 
Duquesne Light Co. 
Public Service Electric & Gas Co. 

Utilities 

64.19% 
63.02% 
62.4 1 % 
57.63% 
55.78% 
54.67% 
54.08% 
52.15% 
50.88% 
50.62% 
50.42% 

50.26% 
50.07% 
50.00% 
49.68% 
49.08% 
48.92% 
48.71% 
48.20% 
47.57% 
47.47% 
47.44% 

46.74% 
46.33% 
46.1 1% 
44.83% 
44.74% 
44.10% 
43.91% 
43.38% 
43.05% 
42.53% 
41.55% 

41.08% 
39.78% 
38.64% 
3 8.42% 
37.92% 
33.28% 

32.90% 
3 1.68% 
28.73% 

33.27% 

Quartiles- Adjusted Equity Ratio 

Top: 
Dayton Power & Light Co. 
Mississippi Power Co. 
Union Light Heat & Power Co. 
Florida Power & Light Co. 
Tampa Electric Co. 
Northern State Power Wisconsin 
Cleco Corporate & Power LLC 
South Carolina Electric & Gas Co. 
Central Power & light Co. 
Southwestern Public Service Co. 
Columbus Southern Power Co. 

Middle-tup : 
Georgia Power Co. 
TXU Electric Co. 
West Texas Utilities Co. 
Florida Power Corporation 
Southwestern Electric Power Co. 
Public Service Co. of Oklahoma 
Gulf Power Co. 
Hawaiian Electric Co. Inc. 
Cincinnati Gas & Electric Co. 
Potomac Edison Co. 
Arizona Public Service Co. 

Middle-bottom : 
Carolina Power & Light 
Alabama Power Co. 
Southern Indiana Gas & Electric Co. 
Northern Indiana Public Service Co. 
Public Service Co. of Colorado 
Savannah Electric & Power Co. 
Kentucky Power Co. 
Appalachian Power Co. 
Ohio Power Co. 
Monogahela Power Co. 
Virginia Electric & Power Co. 

Bottom: 
Idaho Power Co. 
PSI Energy Inc. 
West Perm Power Co. 
Boston Edison Co. 
Kansas City Power & Light Co. 
Detroit Edison Co. 
Duquesne Light Co. 
Consumers Energy Co. 
Public Service Electric & Gas Co. 
Indiana Michigan Power Co. 

Exhibit ALM-1 
Page I of 2 

62.41% 
57.59% 
56.86% 
56.16% 
54.66% 
54.08% 
50.88% 
50.42% 
49.94% 
49.72% 
49.44% 

49.39% 
48.86% 
48.71% 
48.62% 
47.57% 
47.47% 
47 -44% 
46.76% 
45.74% 
44.74% 
44.32% 

44.28% 
44.23% 
44.10% 
43.26% 
42.99% 
42.69% 
42.52% 
41.50% 
4 1.99% 
39.94% 
39.15% 

38.21% 
38.14% 
37.34% 
36.5 1% 
35.97% 
32.65% 
3 1.23% 
28.93% 
28.73% 
25.27% 
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Exhi b i  t ALM- 1 
Page 2 o f  2 

F l o r i d a  Power 8 L i g h t  Company 
ELECTRIC UTILITY INDEX 
For 12 months ended Dec. 31. 2001 

( $ m i  11 ions 1 

Company Name 

1 Appalachian Power Co. 
2 Central  Power & 1 i g h t  Co. 
3Columbus Southern Power Co. 
4 Indiana Michigan Power Co. 
5 Kentucky Power Co. 
6Ohio Power Co. 
7 Pub l i c  Serv ice Co. o f  Oklahoma 
8 Southwestern E l e c t r i c  Power Co. 
9West Texas U t i l i t i e s  Co 

10 Cleco Corporate & Power LLC 
11 Dayton Power & L igh t  Co. 
12 Duquesne L i g h t  Co. 
13 D e t r o i t  Edison Co. 
14 F l o r i d a  Power & L igh t  Co. 
15 Idaho Power Co. 
16 Boston Edison Co. 
17 Arizona Publ 1 c Service Co. 
18 A1 abama Power Lo. 
19 Georgia Power Co. 
20 Gu l f  Power Co. 
21 Miss7ssippi Power Co. 
22Savannah E l e c t r i c  & Power Co. 
23 Tampa E l  e c t r i  c Co. 
24 F1 o r ida  Power Corporat i  on 
25 Caro l ina Power & L ight  
26 Monoga he1 a Power Co. 
27 Potomac Edison Co. 
28 West Penn Power Co. 
29 Northern S ta te  Power W i  sconsi n 
30 Publ i c  Service Co. o f  Colorado 

- 31  Southwestern Publ i c  Service Co. 
32 P S I  Energy I n c .  
33 Union L i g h t  Heat & Power Co. 
34 C inc inna t i  Gas & E l e c t r i c  Co. 
35 Consumers Energy Co. 
36 V i r g i n i a  E l e c t r i c  & Power Co. 
37 Northern Indiana Publ i c Service Co. 
38TXU E l e c t r i c  Co. 
39 Hawaiian E l e c t r i c  Co. Inc.  
40 Kansas City Power & L igh t  Co. 
41 Pub l i c  Service E l e c t r i c  & Gas Co. 
42South Caro l ina E l e c t r i c  & Gas Co. 
43Southern Indiana Gas & E l e c t r i c  Co. 

(1) 

Bond 
A -  
A- 
A- 
A- 
A- 
A- 
A- 
A- 
A- 

BBB+ 
BBB+ 
BBB+ 
BBB+ 

A 
A+ 
A 

BBB+ 
A 
A 
h 
A 
A 
A 

BBB+ 
BBB+ 

A+ 
A+ 
A+ 
A 

A-  
A- 
A-  
A- 
A- 

BBB - 
A 

BBB 
BBB+ 
BBB+ 

A- 
h- 
A 
A- 

(2) 

STD 

$80 I O  

$265.0 
$220.5 
$340.0 

$95.0 
$0.0 

$106.0 
$150.6 
$35.0 
$88.7 

$0.0 
$0.0 

$215.0 
$232.0 
$309.1 

$0 .0  
$296 6 

$15 4 
$1,059.2 

$87,3 
$96.0 
$33.3 

$405.1 
$32.0 

$600.0 
$44.8 
$57.6 

$103.8 
$34.6 

$608.6 
$0 .0  

$593.9 
$26.4 

$740.9 
$673.0 
$970.9 
$394.4 
$899.0 

$49.0 
$309.8 
$668.0 
$193.0 
$81.5 

(2) 

LTD 

$1.476.6 

$571.3 
$1,312. I 

$251.1 
$1,203.8 

$345.1 
$494.7 
$221.0 
$310.5 
$666.6 

$1,061.1 
$4.798.0 
$2,579.0 

$802.2 
$1,065.7 
$1.949.1 
$3,742.3 
$2.961.7 

$467.8 
$233.8 
$160.7 
$880.9 

$1,619.3 
$2.958.9 

$784.3 
$415.8 
$574.6 
$313.1 

$1.465.1 
$725.4 

$1,325.1 
$74.6 

$1 105.3 
$2,472.0 
$3.704-4 

$843.1 
$5,586.0 

$685.0 
$758.9 

$4,977.0 
$1.412.0 

$341.2 

$988. a 

( 2 )  

P r e f .  
Stock 

$28.7 
$142.2 

$ 1 0 . 0  
$73.7 

$0 .0  
$25.5 
$80.3 

$114.7 
$2.5 
$ 0 . 0  

$22.9 
$74 I 5  

$0 .0  
$226.0 
$104.4 
$43.0 

$0 .0  
$317.5 
$14.6 

$4.2 
$31-8 
$40.0 

$0.0 
$33.5 
$59.3 
$74.0 

$0.0 
$0.0 
$0.0 

$194.0 
$100.0 
$42.3 

$0.0 
$20.5 

$564-0 
$384.0 
$86.1 

$136.0 
$134.0 
$150.0 
$235.0 
$116.0 

$0.5 

( 2 )  

Common 
Equi ty  

$1,126.7 
$1,400.1 

$791.5 
$860.6 
$256. I 

$1.184.8 
$480.2 
$689.6 
$245.4 
$413.5 

$1,144.9 
$526.7 

$2,458.0 
$5,444.0 

$765.6 
$956.9 

$2,150.7 
$3,310.9 
$48397.5 

$504.9 
$491.7 
$176.9 

$1.622.4 
$2,031.6 
$3,095.5 

$629.6 
$383.3 
$423.3 
$409.5 

$1.990.1 
$846.0 

$1.295 5 
$172.2 

$1,737. I 
$1 I 850.0 
$3,876.4 
$1,036.3 
$6.622.0 

$877.0 
$744.4 

$2,370.0 
$1,750.0 

$333.8 

( 3 )  

OBS 
DEBT 

$3.1 
$7 .5  
$7.5 

$818.6 
$ 0 . 2  

$407.8 
$ O ; O  
$0.0 
$0.0 
$0 .0  
$0 .0  

$23.9 
$57.0 

$1.213.3 
$22.4 

$555.6 
$456.4 
$100.0 
$470.9 

$ 0 . 0  
$0.5 
$3.5 

$59.5 
$462.4 
$276.8 
$43.9 

$0.0 
$31.9 

$0.0 
$371.8 
$30.2 

$140.0 
$29.6 

$194.1 
$836.0 
$965.3 
$35.6 

$311.0 
$130.4 
$106.5 

$0.0 
$0.0 
$0.0 

S i  mpl e Average 
Weighted Average 

(1) Standard 8 Poor 's Ratings D i r e c t  ( o n l i n e :  www.standardandpoors.com/ratinqsdirect) 
. (2 )  SEC 10-K , .  

(4)  

Equi ty 
Rat io  

41.55% 
50.07% 

33.27% 
42.53% 
49.08% 
47.47% 
47.57% 
48.71% 
50.88% 
62.41% 
31.68% 
32.90% 
64.19% 
38.64% 
46.33% 
48.92% 
44.83% 
52.15% 
47.44% 
57.63% 
43.05% 
55.78% 
54.67% 
46.11% 
41.08% 
44.74% 
38.42% 
54 * 08% 
46.74% 
50.62% 
39.78% 
63.02% 
48.20% 
33.28% 
43.38% 
43.91% 
50.00% 
50.26% 
37.92% 
28.73% 
50.42% 
44.10% 

46.42% 

49.68% 

45.80% 

(5) 
Adj .  

€qui  t y  
Ra t io  

41.50% 
49.94% 
49.44% 
25.27% 
42.52% 
41.99% 
47.47% 
47.57% 

50.88% 
62.41% 
31.23% 
32.65% 
56.16% 
38.21% 
36.51% 
44.32% 
44.23% 
49.39% 
47.44% 
57.59% 
42.69% 
54.66% 
48.62% 
44.28% 
39.94% 
44.74% 
37.34% 
54.08% 
42.99% 
49.72% 
38.14% 
56.86% 
45.74% 
28.93% 
39.15% 
43.26% 
48.86% 
46.76% 
35.97% 
28.73% 
50.42% 
44.10% 

44.45% 
43.35% 

48.71% 

(3) Standard & Poor's Balance Sheet S t a t i s t i c s  for  E l e c t r i c  U t i l i t i e s  for 2000 
(4)  E/R = CE / CE+PS+LTD+STD 
( 5 )  Adjusted E/R = CE / CE+PS+LTD+STD+OBS 



Exhibit ALM-2 
Florida Power & Light Company 
S&P Risk-Adjusted Financial Targets 

Total Debt / Total Capital (“h) 
Implied Equity Ratio (“9) 

A 

46-50 
50-54 

BBB 

53-57 
43-47 

Source: S&P Corporate Rating Criteria 2001, page 58 (S&P Ratings Direct, 
www , standardandpoors . codra  tingsdi rec t) 



Ex hibit ALM-3 
Confidential 

($ in millions) 

FPL Energy Capital Spending" 
Internal Cash Flow 
External Funding 

Cash Flow as a YO of Capital Expenditures 

Florida Power & Light Company 
Capital Expenditures 

2001 2002 2003 

-- 

FP&L Predominately Funds Capex with Operating Cash FIow (1) 

($ in millions) 

Uses 
FP&L Capital Expenditures 
Dividend to FPL Group 

Total Uses 
~ 

Sources 
FP&L Cash Flow 
FP&L Debt Issuances 
Excess Funds from Previous Years 

Total Sources 

Cash FIow as a YO of Capital Expenditures 

2001 2002 

FPL Energy Predominately Funds Capex with External Funding (2) 

2003 2004 2005 

* Excludes synthetic lease expenditures and fbnding. 

Sources: 
(1) 
(2) 

FPL response to Staff First Set of PODS Request #1, Lehman Brothers Report, July 3,2001, p. 22. 
FPL response to Staff First Set of PODS Request #1, Salomon Smith Barney Report, July 3,2001, p. 11. 
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k - i d a  Power & Light Company 
;dr, mary 
For 12 months ended Dec. 31,2000 

Exhibit ALM-4 

Holding 
co. 

Company Name Name 
Florida Power & Light Co. FPL Group 
Idaho Power Co. IDACORP 
South Carolina Electric & Gas Co. SCANA 
Alabama Power Co. Southern Co. 
Georgia Power Co. Southern Co. 
Gulf Power Co. Southern Co. 
Mississippi Power Co. Southern Co. 
Savannah Electric & Power Co. Southern Co. 
Tampa Electric Co. TECO Energy 
Southem Indiana Gas 8 Electric Co. Vectren COT. 
Public Service Co. of Colorado 
Southwestern Public Service Co. 

Xcel Energy 
XceI Energy 

SUMMARY OUTFUT 
Regression Statistics 

Multide R 0.883551 83223301 1 
R Square 0.78066384024231 
Adjusted R Square 0.698412780333177 
Standard Error 0.43547030682221 7 
Observations 12 

Utility 
Bond 
Rating 
AA- 
A+ 
A 
A 
A 
A 
A 
A 
A 
A 
A- 
A- 

Num. 
Bond 
Rating 

3 
4 
5 
5 
5 
5 
5 
5 
5 
5 
6 
6 

Actual 
Equity 
Ratio 

59.94% 
43.26% 
50.89% 
39.63% 
5 3.04 % 
50.84 yo 
45.84% 
42.89% 

49.1 6% 
57.36% 

47.78% 
42.88% 

Adj. 
Equity 
Ratio 

52.37% 
42.72% 
50.89% 
39.14% 
50.1 0% 
50.84% 
45.82% 
42.53% 
56.04% 
49.1 6% 
43.74% 
42.16% 

Holding Co. 
Equity 
Ratio 

50.76% 
42.08% 
37.03% 
46.69% 
46.69% 
46.69% 
46.69% 
46.69% 
34.05% 
33.34% 
35.15% 
35.15% 

Regression 3 5.399591 561 67598 1.799863853891 99 
Residual 8 1 -5170751 0499069 0.1 896343881 23836 
Total I1 6.91666666666667 

Coefficients Standard Error t Stat 
lnterceot 13.19489581 87889 1.709641 9981 8338 7.71 79291 5289248 .- _ _  
, VariLble 1 -6.3053241 8271881 2.57323214459797 -2.450351864271 43 
X Variable 2 -11.481658422656 2.37662308128308 -4.83108092026831 
X Variable 3 -2.53657770680474 0.757807793051 563 -3.3472573521 451 6 

Holding Co. 
Rev. from 
Non-Reg 
10.18% 
72.06% 
31.78% 
5.38% 
5.38% 
5.38% 
5.38% 
5.38% 
3 3.88% 
29.93% 
19.01 % 
19.01 % 

where: Y = Bond Rating 
X! = Equity Penalty Adjusted Equity Ratio 
X 2  = Utility Holding Company Equity Ratio 
X3 = % of Holding Company Revenues derived from non-regulated operations. 
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Florida Power & Light Company 
Fuel Mix for Holding Companies 
Year 2001 

2001 
Company 
Allegheny Energy (4) 
American Electric Power (2) 
Cinergy Corp. (4) 
Cleco Corp. (2) 
CMS Energy Corp. (2) 
DPL Inc. (4) 
DQE 13) 
DTE (4) 
Dominion Resources (3)  
FPL Group (3) 
Hawaiian Elec. (1) 
IDACORP Inc. (1) 
Great Plains (KC Power & Light) (2) 
MDU Resources Group, Inc. (1) 
NiSource Inc. (2) 
NSTAR (3) 
Pinnacle West Capital (1) 
Progress Energy (4) 

SCANA (3) 
Southern Co. (3) 
TECO Energy (3) 
TXU Corp. (2) 
Vectren Corp. (2) 
Xcel Enerev Inc. (1) 

Public Serv. Enterprise Group (3) 

Exhibit ALM-5 

I\Simple Average 

Coal Gas Oil Nuclear Purchased Hydro Other 
6% 2 6% 1% 0% 67% 1 Yo 0% 

68% 
93% 
33% 
46% 
68Yo 
0% 

71% 
40% 
6% 
0% 

65 % 
75% 
92% 
0% 
36% 
0% 

24% 
71% 
68% 
100% 
37% 
0% 

(b) 

22% 
0% 

27% 
0% 
0% 
0% 
0% 
0% 

24% 
0% 

0% 

0% 
0% 

10% 
0% 
9% 
0% 
(4 
0% 
( 4  

73 % 

(b) 

(9) 

0% 
0% 
0% 
0% 
0% 
0% 
0% 
5% 

26% 
76% 

0% 

0% 
0% 
0% 
0% 
1% 
0% 
( e )  
0% 
(a) 
0% 

(b) 

(g) 

8% 
0% 
0% 
6% 
0% 
0% 

15% 
31% 
24% 

0% 

24% 
0% 
0% 
0% 

24% 
28% 
60% 
21% 
15% 
0% 

17% 
0% 

(b) 

** 
** 

40% 
46% 

100% 
13% 
21% 
20% 
24% 

** 

( 4  
4% 

24% 

100% 
30% 
15% 
0% 
4% 
6% 
0% 

13% 

7 yo 

** 

0% 
1% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 

34% 
0% 
0% 
0% 
0% 
0% 
0% 
0% 
4% 
3% 
0% 
0% 
0% 

2% 
6% 
0% 
2% 

32% 
0% 
0% 
3% 
0% 
0% 
(4 
0% 
0% 
1% 
0% 
0% 

6% 
0% 
0% 
0% 
0% 

27% 
2% 

57% (d 

50% (0 (0 11% 27% 0% 
43% 7% 5 yo 11% 22% 2% 13% 

(1) Value Line edition 11, May 17,2002 
(2) Value Line edition 5, April 5, 2002 
(3) Value Line edition 1, June 7,2002 
(4) Company's 2001 Annual Report 

** No purchased power reported in fuel mix but incurred purchased power costs 

(a) gas&oil 33% 
(b) thermal 46% 
(c) purchased power & other 20% 
(d) steam 50%; combustion turbines 6.8% 
(e) gas & oil 8% 
(0 gas & oil 10% 
(g) gas & oil 1% 
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Exhibit ALM-6 

Florida Power & Light Company 
Capitalization Ratios 

Ratios 

December 3 1, 1999 December 31,2000 December 31,2001 

FPL Amount % age Amount % age Amount % age 

Short-term Debt 94,000 1.3% 560,000 6.6% 232,000 2.7% 

Long-tenn Debt 2,2033 85 30.1 % 2,641,252 3 1.2% 2,578,238 30.4% 

Preferred Stock 226,250 3.1% 226,250 2.7% 226,250 2.7% 

Common Equity 4,792,763 65.5% 5,032,430 59.5% 5,444,139 64.2% 

Total CaDitalization 7,3 16,898 100.00% 8,459,932 100.00% 8,480,627 100.00% 

Ratios 

December 3 1 , 1999 December 31,2000 December 31,2001 
~ ~~ 

FPL Group Capital, Inc. Amount % age Amount % age Amount % age 

Short-term Debt 245,200 9.2% 598,413 20.4% 1,750,406 34.3 % 

Long-term Debt 1,399,463 52.7% 1,399,592 47.7% 2,3 1 1,436 45.3% 

Preferred Stock 0 0.0% 0 0.0% 0 0.0% 

Common Equity 1 ,O 12,540 38.1% 93 5,03 6 3 1.9% 1,040,405 20.4% 

Total Capitalization 2,657,203 100.00% 2,933,041 100.00% 5,102,247 100.00% 
~ _ _ _ ~  

Ratios 

December 3 1,1999 December 3 1,2000 December 3 1 , 2001 
~~ 

FPL Group, Inc. Amount % age Amount % age Amount % age 

Short-term Debt 

Long-term Debt 

Preferred Stock 

Common Equity 

339,200 3.6% 1,158,413 10.5% 1,982,406 15.1% 

3,603,348 37.8% 4,040,844 36.7% 4,889,675 37.3% 

226,250 2.4% 226,250 2.1% 226,250 1.7% 

5,370,142 56.3% 5,593,408 50.8% 6,015,069 45.9% 
~~~ -~ ~ 

Total Capitalization 9,538,940 100.00% 11,018,915 100.00% 13,113,400 100.00% 

Sources : Staff First Set of Interrogatories No. 1 



Exhibit ALM-7 

Florida Power & Light Company 
Percentage of Revenues and Expenses 
Passed Through Recovery Clauses 

Revenues 

Florida Power Tampa Electric Gulf Power Florida Power & 
Light Company Corporation Company Company 

2001 48% 45% 41% 39% 

2000 40% 45% 39% 35% 

1999 38% 43% 34% 33% 

Expenses 

Florida Power & Florida Power Tampa Electric Gulf Power 
Light Company Corporation Company Company 

2001 54% 52% 47% 27% 

2000 46% 50% 45% 24% 

1999 43% 49% 40% 37% 

Sources: December Rate of Return Surveillance Reports, percentage ofrevenues and expenses 
recovered through PSC approved recovery clauses. 
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E x h i b i t  AIM-8 
Page 1 of 2 

Florida Power & Light Company 
Docket No. 020262-E1 & 020263-EX 
Staffs Second Set of Interrogatories (Amended Petiiion) 
Interrogatory NO. 26 
Page 1 of 1 

Q- 
At page 17 of his direct testimony, Alan Taylor states that he has seen the “equity penaity concept” incorporated in 
other solicitations both inside and outside Florida. Provide a Iist of all the cases Witness Taylor has participated in 
where the presiding regulatory commission has recognized the use of an “equity penalty” adjustment in the 
evaluation process of outside power supply proposals. For purposes of this response, please list the regulatory 
commission, the company involved, the date and number of the final order, and the amount of the “equity penalty” 
recognized. 

A. 
Mr. Taylor has seen equity penalties incorporated into two other solicitations that were reviewed by four state 
commissions in the following proceedings: 

Florida Public Service Commission, Florida Power Corporation, Docket No. 00 1064-El (Petition for determination 
of need for Hjnes Unit 2 Power Plant by Florida Power Corporation), January 5 ,  2001, Order NO. 
PSC-Ol-0029-FOF-EI, no specific amount of equity penalty was recognized in the order. 

Illinois Commerce Commission, MidAmerican Energy Company, Docket 00-0 197 (Petition for Determination 
Pursuant to Section 32(k)(2)(A) of the Public Utility Holding Company Act and Consent to a Contract with an 
Affiliated Interest pursuant to Section 7-1 Ol(3) of the Public Utilties Act), Commission Order dated July 6,2000, no 
specific amount of equity penalty was recognized in the order. 

Iowa Utilities Board, MidAmerican Energy Company, Docket SPU-004 (Petition for Determinations Pursuant to 
Section 32(k)(2)(A) of the Public Utility Holding Company Act and Approval of an Affiliate Transaction), Final 
Decision and Order issued June 26,2000, no specific mount of equity penalty was recognized h the order. 

South Dakota Public Utilities Commission, MidAmerican Energy Company, Docket EL00-006 (Application for 
Determinations Pursuant to Section 32(k)(2)(A) of the Public Utility Holding Company Act), Order Reciting 
Commission Determinations issued June 28,2000, no specific amount of equity penalty was recognized in the order. 
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E x h i b i t  ALM-8 ’ 

Page 2 of 2 

Florida Power & Light Company 

Staffs Second Set of Interrogatories (Amended Petition) 
Interrogatory No. 35 
Page 1 of 1 

Docket NO. 020262-E1 & 020263-El 

Q* 
Provide a list of all contracts entered into by FPL, FPL Energy, or any other FPL Group afiliate to sei1 power to 
another utility during the last 3 years. For each contract, cite the name of the purchasing utiIity, the size ofthe 
contract (MW), the term of the contract, and indicate the amount of equity penalty, if any, that was added to the price 
of FPL’s bid in the purchasing utility’s evaluation process. 

A. 
FPL does not have knowledge of the information requested regarding aFPL Energy or other FfL Group affliliates. 
FPL maintains its pior ‘objection to providing such information regarding its afiliates. FPL also objects on the 
ground that even if FPL had such information regarding its affiliates, it would be highly sensitive, proprietary 
information which should not be disciosed to its affiliates’ competitors, several of which are interveners in this 
proceeding. As to FPL, the following information is applicable: 

Contract 1 
Purchasing Utility 
Contract Quantity 

Amount of Equity Penalty N/A * 

Utilities Commission-City of New Smyrna Beach 
Variable by MonWYear - 0 MW - 38 M W  

Contract Term March I ,  2000 - April 30,2002 

Contract 2 
Purchasing Utility FMPA 
Contract Quantity 75MW 
Contract Term 
Amount of Equity Penalty N/A * 

June 1,2002 - October 3 1,2007 

* Note: These contracts were the result of private, bilateral negotiations between FPL and the purchasing utility. 
Any information about an equity penalty would not have been disclosed by the purchasing utility. 
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Exhibit ALM-9 
Page 2 of 2 

I 

J 

11 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Q. 

A. 

Q. 

A. 

Q. 

A. 

What costs of the cypress Project are included in these analyses? 

All contractual obligations, including capacity, O&M and energy payments 

based on the final contract between FPL and Cypress, are included. The 

capacity costs include interconnection costs while the O&M costs include 

payments to Cypress for acquisition of SO, allowances required by the 

Clean Air Act. These costs are detailed in Dr. Sim’s testimony. 

Do these analyses include a cost for the equity penalty associated 

with FPL’s decision to purchase power from the Cypress Project? 

No. The equity penalty was quantified by FPL after the evaluation process 

described by Dr. Sim in this testimony and will be applied to future power 

purchase evaluations. -n7e equity penalty associated with the Cypress 

Project represents an additional cost to FPL of approximately $73 million, 

NPV, $1991. This additional cost reduces the savings of the Cypress 

Project to $71 million versus the pulverized coal plan using base 

assumptions and $96 million versus the combined cycle plan using the 

lower oil and gas price sensitivity assumptions. Even with this equity 

penalty, the Cypress project remains the most cost effective alternative 

available to FPL. 

How did FPL determine the cost of the credit impact (equity penalty) 

of the Cypress contract? 

FPL utilized the methodology which Standard & Poors (S&P) has used in 

adjusting FPL‘s financial ratios to reflect the credit impact of its purchase 

J 

25 
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Exhibit . I \ L i V l - l U  

Page 1 o f 3  

Andrew Maurey 
From: Sand PUtil@StandardAnd Poors. Com 
Sent: 
To: AMAUREY@PSC.STATE. FL. US 

Subject: Ratings On FPL Group and Affiliates Are Lowered; Off Creditwatch 

Wednesday, September 26,2001 I 1 5 0  AM 

This report was reproduced from Standard & Poor's Web-based credit ratings and research service, 
Rating sDirect . 
Click here to get a FREE 30-day trial! 

Your Connection to Standard & Poor's 
Utilities Ratings Team 

Standard & Poor's is pleased to provide ongoing service to the investment 
community . 

Ratings On FPL Group and Affiliates Are Lowered; Off 
Creditwatch 

John W Whitlock, New York (1) 212-438-7678; Jodi E Hecht, New 
York (1) 212-438-2019 

NEW YORK (Standard & Poor's) Sept. 26, 2001--Standard & Poor's today 
lowered its ratings on FPL Group Inc. and its affiliates Florida 
Power & Light C o .  and FPL Group Capital Inc .  and removed the 
entities from Creditwatch ( s e e  list below), where they were placed 
with negative implications on J u l y  31, 2000. The rating action 
reflects Standard & P o o r ' s  comprehensive review of FPL Group's 
strategic direction after the termination of its merger agreement 
with Entergy Corp.,  as well as the risk assessment and cash flow 
potential of FPL Group as a stand-alone entity. Driving factors in 
the current ratings determination include increasing business risk 
f o r  the consolidated enterprise attributable to the growing 
nonregulated independent power producer (IPP) p o r t f o l i o ,  regulatory 
challenges in Flor ida ,  and an aggressive financing p lan  and 
declining credit protection measures. The potential for ratings 
s t a b i l i t y  at current levels is predicated on favorable resolution of 
regulatory issues at Florida Power & Light, adequate r i s k  mitigation 
for the I p P  activities, and sufficient consolidated cash flow 
accretion consistent with the financial targets of t h e  single-'A' 
rating category. 
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The o u t l o o k  is negative. 
FPL Group's credit quality is supported by the activities of 

its operating utility, Florida Power & Light. Florida P o w e r  & 
Light's credit profile reflects an above-average business position 
t h a t  is supported by competitive residential and commercial rates 
(less than the average f o r  Florida), operational efficiency 
(operations and management expenses at around 1 cent per kWh), 
increasing energy sales due to additional customers and increased 
usage, and well-run generating facilities (above 90% availability). 
These factors are offset by the utility's reliance on nuclear 
facilities for 26% of load and another 14% from long-term, above- 
market purchased-power agreements. The utility's revenue-sharing 
mechanism (instead of traditional ROE regulation) allows Florida 
Power & Light to receive the benefit of operational efficiencies 
while providing a refund mechanism to the customer when sales exceed 
prescribed levels. In addition, the utility's financial profile is 
strained by intensive capital spending r e l a t ed  to increased 
generation and distribution requirements necessary to meet growing 
customer demand while maintaining a PSC mandated reserve margin 
above 20%. 

proceeding which will extend into 2002, absent a negotiated 
settlement. Ultimate resolution of this rate matter may affect 
consolidated credit quality dependent on the level of allowed 
revenues, the recovery of costs and the a f f e c t  on cash flow. 
Although restructuring momentum has slowed in Florida, the debate 
over opening 
which was originally proposed by the Governor, remains under 
discussion causing additional uncertainty. In addition, contention 
between the Florida Public Service Commission and the FERC about the 
formation of a regional transmission organization for Florida 
creates additional uncertainty for all of the Florida utilities 
regarding this portion of the business. 

higher-risk nonregulated investments, principally in independent 
power projects. Furthermore, as FPL Group's earnings mix and capital 
expenditure requirements shift further toward nonregulated 
businesses, the consolidated business profile becomes riskier, 
requiring greater cash flows and credit protection measures. 

The portfolio of nonregulated electric power generation 
holdings is in several regions, including N e w  England, the Mid- 
Atlantic, West Coast, and the Southwest. The firm expects to have 
about 5,000 net MW in operation by year-end 2001 and plans to add an 
additional 5,000 MW by 2003. The potential f o r  an economic downturn 

the regions that FPL Group has targeted highlight some of Standard & 
Poor's concerns has about  this high-risk business line. FPL Group 
h a s  mitigated some of the inherent risk related to volatile prices 
and demand by selling a majority of its output from its facilities 
to creditworthy utilities under  long-term contracts. 

The IPP financing strategy utilizing greater amounts of 
nonrecourse debt and the continued sales of power under contracts 
will be important to sustaining current ratings f o r  t h e  FPL family. 

Currently, Florida Power & Light is preparing for a base rate 

Florida's wholesale generation market to competition, 

FPL Group's business profile reflects the growing portfolio of 

and the possibility of additional capacity coming on line in some of J 
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This includes prudent and conservative balance-sheet management 
including an a b i l i t y  and willingness to issue common equity. 

On a consolidated basis, cash f low potential will need to be 
realized to offset the level of r i s k  being undertaken. Specifically, - .  - adjusted funds from operations (FFO) interest coverage of about 3. 
times and FFO to total debt  of 35% is targeted. In addition, debt to 
total capital below 50% is expected. 
OUTLOOK: NEGATIVE 
The negative o u t l o o k  for 
uncertainty tied to the c 
potential f o r  decreased r 
Light, which could affect 
Group's stated intention 
business, will challenge 
protection measures to m a  
Successful resolution of 
stability. 

FPL Group and its 
urrent regulatory 
evenues and cash 
key coverage rat 

to expand i t s  non 
the firm to stren 
intain the existi 
these issues c o u l  

affiliates reflects the 
' proceedings and the 
flow at Florida Power & 
ios. I n  addition, FPL 
regulated generation 
gthen consolidated credit- 
ng ratings profile. 
d lead to ratings 

RATINGS LOWERED AND REMOVED FROM CREDITWATCH 
TO 

FPL Group Inc. 
Corporate credit rating 
Senior unsecured debt 

Florida Power & Light Co. 
Corporate credit rating 
Commercial paper 
Senior secured debt 
Preferred stock 

FPL Group Capital Inc. 
Long-term corporate credit rating 

RATINGS AFFIRMED 
FPL Group Capital Inc. 
Short-term corporate credit rating 
Commercial paper 

A 
A- 

A/A-1 
A- 1 
A 
BBB+ 

A 

A- 1 
A- 1 

FROM 

AA- 
A+ 

AA- /A- 1 + 
A-l+ 
AA- 
A 

AA- 
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Ratio Guidelines 

Risk-adjusted ratio guidelines deprcr rhe role 
that financial ratios play In Standard & Poor’s 
rating process, since financial ratios are viewed 
in the context of a firm’s business risk. A com- 
pany with a stronger competitive posirion, 
more favorable business prospects, and more 
predictable cash flows can afford to underrake 
added financial risk while maintaining rhe 
same credit rating. 

The guidelines displayed in the matrices 
make explicit the linkage between financial 
rarios and levels of business risk. For example, 
consider a US. industrial-which includes 
manufacturing, serwce, and transporrarion 
sectors-wirh an average business risk profile. 
Cash flow coverage of 60% would indicare an 
‘ A  rating. If a company were below average, it 
would need abour 85% cash flow coverage to 
qualify for the same raring. Similarly, for the 
‘A’ category, a firm that has an above-aueroge 
busmess risk profile could tolerate about 40% 

leverage and an average firm only 30%. The 
matrices also show that a company with only 
an  average business position could not aspire 
to an ‘AAA’ rating, even if its financial r a t m  
were extremely conservative. 

Ratio medians that Standard & Poor’s has 
been publishing for more than a decade are 
merely statistical composites. They are not 
rating benchmarks, preciseiy because they 
gloss over the critical link between a compa- 
ny’s financial risk and its business risk. 
Medrans are based on hisrorical performance, 
while Standard & Poor’s risk-adjusted guide- 
lines refer to expected future performance. 

Guidelines are nor meant to be precise. 
Rather, they are intended to convey ranges that 
characterize levels of credit quality as repre- 
sented by the rating categories. Obviously, 
strengrhs evidenced in one financial measure 
can offset, or balance, relarive weakness in 
another. 
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U.S. UTILITIES 

Funds from Operationsflotal Debt Guidelines (YO) 
--Rating category- 

AAA AA A BBB BB B Company business 
risk profile 

- 23 18 15 10 5 
2 29 23 19 14 9 

35 29 23 17 12 7 
4 40 34 28 21 15 9 

46 37 30 24 18 11 
6 53 43 35 27 t9  - 13 

- 
Well-above-average 1 
business position 
Above average 3 

Average 5 

Below average 7 63 52 42 31 21 14 
75 61 49 35 23 15 
- - 57 41 27 17 
c c 69 50 34 22 

8 
Well below average 9 

10 

To ta 1 De bt/C a p ita I iza t i o n ( % } 
--Rating category- 

Company business 
risk profile AAA AA A BSB B 8  B 

- Well-above-average 1 47 53 58 64 70 
2 43 49 54 60 66 business positron 
3 39 45 50 57 64 70 Above average 
4 33 41 46 53 61 68 

33 39 44 51 59 67 
3c 36 43 50 57 65 6 
27 34 41 49 56 64 
23 31 39 47 55 62 8 
- - 35 43 51 58 Well below average 9 
- - 29 37 43 50 10 

- 

Average 5 

Below average 7 
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Publication date: 27-Sep-2001 
Analyst: John W Whitlock, New York (1) 212-438-7678; Jodi E Hecht, New York 

(1) 212-438-2019 

Credit Rating: NNegativelA-1 

e Rationale 
Credit quality for Florida Power & Light Co., the utility operating company of FPL Group Inc.. 
reflects the unit's steady and reliable cash flow attributes, tempered by the parent's growing 
podfolio of higher-risk, nonregulated investments, principally in independent power projects. 

Current ratings for FPL Group and its affiliates incorporate increasing business risk for the 
consolidated enterprise attributable to the growing nonregulated independent power 
producer (IPP) portfolio, regulatory challenges in Florida, an aggressive financing plan, and 
declining credit protection measures. The potential for ratings stability at current levels is 
predicated on favorable resolution of regulatory issues at Florida Power 8 Light, adequate 
risk mitigation for the IPP activities, and sufficient consolidated cash flow accretion consistent 
with the financial targets of the 'A' rating category. 

Florida Power 8 Light's credit profile reflects an above-average business position that is 
supported by competitive residential and commercial rates (less than the average for 
Florida), operational efficiency (operations and management expenses at around one cent 
per kWh), increasing energy sales due to additional customers and increased usage, and 
well-run generating facilities (above 90% availability). These factors are offset by the utility's 
reliance on nuclear facilities for 26% of load and another 14% from long-term, above-market 
purchased-power agreements. The utility's revenue-sharing mechanism (instead of 
traditional ROE regulation) allows Florida Power & Light to receive the benefit of operational 
efficiencies while providing a refund mechanism to the customer when sales exceed 
prescribed levels. In addition, the utility's financial profile is strained by intensive capital 
spending related to increased generation and distribution requirements necessary to meet 
growing customer demand while maintaining a Florida PSC mandated reserve margin above 
20%. 

Florida Power & Light is preparing for a base rate proceeding that will extend into 2002, 
absent a negotiated settlement. Ultimate resolution of this rate matter may affect 
consolidated credit quality dependent on the level of allowed revenues, the recovery of costs 
and the affect on cash flow. Although restructuring momentum has slowed in Florida, the 
debate over opening Florida's wholesale generation market to competition, which was 
originally proposed by the Governor, remains under discussion causing additional 
uncertainty. In addition, contention between the Florida Public Service Commission and the 
FERC about the formation of a regional transmission organization for Florida creates 
additional uncertainty for all of the Florida utilities regarding this portion of the business. 

Parent FPL Group's portfolio of nonregulated electric power generation holdings is in several 
regions, including New England, the Mid-Atlantic, West Coast, and the Southwest. The firm 
expects to have about 5,000 net MW in operation by yearend 2001 and plans to add an 
additional 5,000 MW by 2003. The potential for an economic downturn and the possibility of 
additional capacity coming on line in some of the regions that FPL Group has targeted 
highlight some of Standard 8 Poots concerns has about this high-risk business line. FPL 
Group has mitigated some of the inherent risk related to volatile prices and demand by 
selling a majority of its output from its facilities to creditworthy utilities under long-term 
contracts. 

1 o f 2  

On a consolidated basis, cash flow potential will need to be realized to offset the level of risk 
being undertaken. Specifically, adjusted funds from operations (FFO) interest coverage of 
about 5 times and FFO to total debt of 35% is targeted. In addition, debt to total capital below 
50% is expected. 

1-1 
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The negative outlook for FPL Group and its affiliates reflects the uncertainty tied to the 
current regulatory proceedings and the potential for decreased revenues and cash flow at 
Florida Power & Light, which could affect key coverage ratios. In addition, FPL Group’s 
stated intention to expand its nonregulated generation business, will challenge the firm to 
strengthen consolidated credit-protection measures to maintain the existing ratings profile. 
Successful resolution of these issues could lead to ratings stability. 
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Andrew Maurey 
From: SandPUtil@StandardAndPoors.COm 
Sent: Tuesday, January 22,2002 1155 AM 
To: AMAUREY@PSC.SJATE.FL.US 
Subject: U.S. Utilities' Credit Quality Displayed Steep Decline in 2001: N egative Trend Likely to Continue 

This report was reproduced fiom Standard & Poor's Web-based credit ratings and research service, 
RatingsDirect. 
Click here to get a FREE 30-day trial! 

Your Connection to Standard 8t Poor's 
Energy Ratings Team 

Standard & Poor's is pleased to provide ongoing service to the investment 
community . 

Return to Reqular Format Research : 
U.S. Utilities' Credit Quality Displayed Steep Decline in 2001 ; 
Negative Trend Likely to Continue 

Publication Date: 18-Jan-2002 
Analyst: Barbara A Eiseman, New York (I) 212-438-7666 

The U.S. power industry began 2001 under the dark cloud of the near-totat credit collapse of California's 
two largest electric utilities, and ended with the bankruptcy of Enron Corp., the largest such filing in U.S. 
history. Sandwiched in between, and far outdistancing the negative ratings trend firmly established in 2000, 
were 81 downgrades of utility holding companies and operating companies, contrasted with only 29 
upgrades. In the fourth quarter alone, Standard & Poor's recorded 51 rating ac t i ons4  downgrades and 
seven upgrades. In addition, Standard & Poor's revised numerous outlooks to negative, and significantly 
increased its Creditwatch listings. In 2000, there were 85 rating changes (65 downgrades, 20 upgrades), 
as well as a substantial rise in Creditwatch listings and outlook changes, mostly to negative. 

Although many familiar themes dominated the overall credit picture, Enron's fall to noninvestment grade 
and ultimately to ID' alone accounted for 15 downgrades in fourthquarter 2001, while the California energy 
and liquidity crisis led to several downgrades on PG&E Corp., Edison International, and their affiliates 
earlier in the year. Pacific Gas & Electric Co.'s and Southern California Edison Co.'s corporate credit 
ratings were dropped to 'Dl when they defaulted on their financia1 obligations in firstquarter 2001. The 
negative credit momentum experienced during the year can also be traced to increasing business risk 
related to investments outside the traditional regulated utility business, eroding bondholder protection 
fundamentals, mergers and acquisitions, unsympathetic regulatory arenas, and corporate restructuring 
efforts. These trends, in tum, reffect companies' strategies to deal with an increasingly competitive market, 
while also seeking to enhance shareholder value in this more uncertain environment. 
I 
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Co. were cut due to continued weakening in consolidated financial measures resulting from higher debt 
leverage, disappointing results from nonregulated businesses, and prospectively higher levels of capital 
spending. 

Lower ratings for Black Hills Power Inc. were tied to Standard & poor's consolidated rating methodology 
and reflect the heightened business risk profile from the Current and anticipated growth of parent Black 
Hills Corp's nonregulated business activities through increased debt leverage. 

The ratings of OGE Energy Corp. and utility subsidiary Oklahoma Gas 81 Electric Co. were lowered, 
reflecting the increased business risk that the growing Enogex Inc., OGE's unregulated subsidiary, 
creates for the consolidated enterprise. Without any Structural Or regulatory insulation, the utility's 
corporate credit rating is the same as the consolidated entity's, reflecting the belief that default risk is 
the same for the entire organization. 

Reduced creditworthiness for F PL Group lnc. and its subsidiary Florida Power & Light Co. reflects 
Standard & Poor's review of FPL Group's strategic direction after the termination of its merger 
agreement with Entergy Corp., as well as the risk assessment and cash flow potential of FPL Group as 
a stand-atone entity. Driving factors in the current ratings determination include increasing business risk 
for the consolidated enterprise attributable to the growing unregulated independent power producer 
portfolio, reguiatory challenges in Florida, and an aggressive financing plan and declining credit 
protection measures. 

=Some Credit Improvement 
Rating upgrades during the year were mostly attributable to stronger business profiles, improving 
financial measures, responsive regulation, and industry consolidation. 

The ratings of NSTAR and its operating subsidiaries (Soston Edison Co., Commonwealth Electric Co., 
NSTAR Gas Go., and Cambridge Electric Light Co.), Kinder Morgan Inc., and Reliant Energy 
Resources Corp. were raised due to improving business and financial profifes. However, the ratings of 
Kinder Morgan were subsequently placed on Creditwatch with negative implications following the 
company's announcement that it had entered into an agreement to buy Tejas Gas for $750 million. The 
purchase will be initially funded with debt. 

Higher ratings for The Williams Cos. Inc. and its subsidiaries, Northwest Pipeline Corp., Texas Gas 
Transmission Corp., Transcontinental Gas Pipe Line Corp., and Williams Gas Pipelines Central fnc. 
reflect prospects for financial improvement as the complementary portfolio of energy assets generates 
a level of earnings and cash flow that will lower debt (excluding nonrecourse debt) to about 50% of 
capital and maintain cash flow interest coverage in the 4x area-measures that are appropriate for its 
revised ratings. 

The ratings on Northeast Utilities and its affiliates were raised to reflect supportive regulatory decisions 
that have removed significant uncertainty over the future financial profile of the utilities. Furthermore, 
corporate restructuring strategies have strengthened the business profile of the individual entities and, 
accordingly, the consolidated corporation. 

Higher ratings for Bangor Hydro-Electric Co. reflect a measure of implicit support from its Canada- 
based parent company Emera Inc. It is Standard & Poor's opinion that Bangor Hydro stands to benefit 
from its association with Emera in terms of financial and managerial support. Although Bangor Hydro 
forms an important part of Emera's assets and revenues, and is viewed by Emera as a core operation, 
Standard & Poor's expects to see some tangible measure of support before equaling the ratings of 
Bangor Hydro with those of Emera. 

Mergers with hig her-rated entities led to upgrades on FirstEnergy's operating utilities (Cleveland Electric 
Illuminating Co., Ohio Edison Co., Pennsylvania Power GO., and Toledo Edison Co.), DTE Energy, and 
Niagara Mohawk. First Energy acquired GPU, DTE acquired MCN Energy Group, and Niagara Mohawk 
will be acquired by National Grid Group. 
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Credit quality for FPL Group is characterized by the activities of its 
operating utility, Florida Power and Light and its growing portfolio of 
higher-risk, non-regulated investments, mainly in independent power 
projects. Ratings for FPL Group and its affiliates incorporate increasing 
business risk for the consolidated enterprise, attributable to the growing 
non-regulated, independent power producer portfolio, an aggressive 
financing plan, and the decline in credit-protection measures. 

Juno Beach, Fla.-based FPL Group has about $6.8 billion in outstanding 
debt. Subsidiaries include Florida Power and Light Co. and FPL Group 
Capital Inc. 

Florida Power and Light sewes 3.9 million electric customers along the 
east coast and southern portions of Florida. The company's credit profile 
reflects an above-average business position that is supported by 
competitive residential and commercial rates (less than the average for 
Florida), operational efficiency (operations and management expenses at 
around 1 cent per kWh), increasing energy sales due to additional 
customers and increased usage (customer growth and utilization 
averaging 2.1 % and 3% per year, respectively), and well-run generating 
facilities (above 90% availability). These factors are offset by the utility's 
reliance on nuclear facilities for 31 % of load and another 12% from long- 
term, above-market purchased-power agreements. The utility's revenue- 
sharing mechanism (instead of traditional ROE regulation) allows Florida 
Power and Light to receive the benefit of operational efficiencies while 
providing a refund mechanism to the customer when sales exceed 
prescribed levels. In addition, the utilivs financial profile is strained by 
intensive capital spending related to increased generation and distribution 
requirements necessary to meet growing customer demand while 
maintaining a PSC-mandated resewe margin of 20%. 

FPL Group Capital is primarily comprised of FPL Energy, the unregulated 
energy subsidiary, with smaller contributions from FPL Fiber Net. FPL 
Energy's portfolio of non-regulated electric power generation is located in 
four regions of the United States, specificatly the Northeast, the Mid- 
Atlantic, West, and Central, which inctudes Texas. At year-end 2001, the 
portfolio's primary fuel source was natural gas (46%), followed by wind 
(28%), oil (15%), hydro (7%), and other (4%). The firm expects to have 
just under 8,000 net MW in operation by year-end 2002, and plans tu 
increase to just under 12,000 MW by 2003. While all of the wind projects 
are under long-term contracts, the portfolio remains exposed to volatile 
prices and demand. Contract coverage drops to below 50% beyond 2003, 
which is exacerbated by new capacity coming into commercial service. 
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The rating was placed on Creditwatch with negative implications on April 
18, 2002, following the announcement that the company wiil purchase an 
88% interest in the 1,161 MW Seabrook nuclear power plant. This is the 
first nuclear plant in FPL's portfolio of non-regulated generating assets. 
The plant will not have any initial off-take contracts and will be managed 
as a merchant plant with a series of short-term contracts. FPL Group will 
thus be exposed to electricity price volatility, although as a low-cost base 
load plant, high levels of dispatch can be expected. The increased risk is 
partly balanced by FPL's good track record with operating two nuclear 
plants in Fforida. The Seabrook facility also has a good operating profile. 

Standard & Poor's expects to review FPL's strategy and financial plans for 
its regulated and non-regulated segments with a focus on its rapidly 
growing and aggressive strategy in the competitive energy business. The 
review's outcome could result in a ratings affirmation or a downgrade. 
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Global Credit Research 
Rating Action 
16 APR 2002 

Rating Action: Florida Power & Light Company 

MOODY'S INVESTORS SERVICE PLACES THE DEBT RATINGS OF FPL GROUP 
CAPITAL, INC. AND FLORIDA POWER AND LIGHT COMPANY ON REVIEW FOR 
POSSIBLE DOWNGRADE 
Approximately $7.0 billion of Debt Securities Affected 

Moody's Investors Service has placed the debt ratings of FPL Group Capital, Inc. and 
Florida Power and Light Company on review for possible downgrade. Moody's has 
taken this action in response to the higher level of debt incurred at FPL Group Capital 
to finance its growing unregulated generation portfolio. Consolidated debt to capital at 
FPL Group has increased from 41% at 12/31/99, to 47% at 12/31/00, and again to 
52% at 12/31/01. It will likely increase further as a result of yesterday's announcement 
that FPL Group will purchase 88.2% of the 1,161 MW Seabrook Nuclear Generation 
Station for $836.6 million. The purchase price includes $51 6 million for the plant, $233 
million for nuclear decommissioning funds, $62 million for nuclear fuel, and $26 million 
for spare parts. These financial obligations are being undertaken at a time of 
heightened uncertainty in the merchant generation market overall. Moody's notes that 
the company did issue $575 million of equity security units during the first quarter of 20 
02 and expects to issue approximately $1 25 million of equity annually through its 
employee benefit plans, mitigating the increased leverage to some degree. 

Under review are FPL Group Capital's A2 senior unsecured and P-1 commercial paper 
ratings, Fiorida Power and Light Company's Aa3 first mortgage bond and senior 
secured medium term note ratings, A1 issuer rating, and A3 preferred stock rating. 
Also under review are the ratings for the shelf registrations for the issuance of FPL 
Group Capital senior unsecured debt, (P)A2; and Florida Power and LigM Company 
senior secured debt, (P)Aa3 and preferred stock, (P)A3. Florida Power and Light 
Company's P-1 commercial paper rating is confirmed. 

Over the last several years, FPL Group Capital has issued nearly $2.0 billion of debt to 
finance the growth of independent power projects at its FPL Energy subsidiary. Before 
the Seabrook purchase, the company had expected to double its unregulated 
generation portfolio from the current 5,063 MW's to approximately 10,000 MW's by the 
end of 2003. The Seabrook acquisition will increase the company's current capacity by 
over 20% and significantly accelerates and broadens this expansion program. It is the 
first nuclear plant acquired by the company, although the company does operate two 
well running nuclear plants at its Florida Power and Light subsidiary. The plant was 
acquired on a fully merchant basis, with no new power purchase agreements between 
FPL Group and any of the former owners of Seabrook included as part of the 
transaction. The company intends to contract approximately 75% of the output of its 
entire Northeast unregulated generation portfolio into the NEPOOL market by the end 
of 2002. 

Because parent FPL Group guarantees the obligations of FPL Group Capital, 
increased leverage at the subsidiary puts pressure on all the rated entities within the 
FPL Group, including Florida Power and Light, its operating utility subsidiary. The utility 
is engaged in a large capital expenditure program of its own to meet capacity needs in 
Florida and must also manage a four-year $250 million annual rate reduction approved 
this month by the Florida Public Service Commission. While the rate settlement 
reduces regulatory uncertainty and includes incentive-based revenue sharing 
mechanisms which FP&L can take advantage of, the rate reduction may reduce the 
utility's traditionally strong coverage ratios going forward. 

As part of our review, Moody's plans to meet with senior management and will focus 
on FPL Group's future independent power project development strategy, its financing 
plans for both this expansion and for growth needs ai Florida Power & Light, and the 
extent to which the utility can mitigate the negative effects of the rate reduction. 
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RatingAgencies Crack Down on Utilities 
Hurd Line on Debt 

~ 'CREDIT * 

MARKETS 
By REBECCA SMITH 

Credit-rating agencies were asleep 
when California's deregulated eqergy 
market implode& They were slow to act 
when Enron Corp. plunged, for fear of 
hastening its. demlse. Now, they have' 
made an about-face and 'are being 
tougher than everon power companies, 
telling them to slash debt or else. . 

Downgrades of Dynegy Inc. and 
Calpine Carp.-both corning as apparent 
surprises to .the companies' chief execu- 
tives-function as a shot over the bow of 
an entire industry that has been borrow- 
ing like crazy. Companies involved in en- 
ergy marketing and trading have to recog- 
nize they are in a "confidence-sensitive 
industry" that can create sudden needs 
for cash collateral, says John Diaz, en- 
ergy analyst for Moody's Investors Ser- 
vice Inc. 

After E k n ' s  Chapter 11 bankruptcy- 
court filing early this month;'-the rating 
agencies want to see more cash on hand. 
The message: The market is more wor- 
ried about risk than it is excited by the 
prospect of profits from deregulated-mar- 
kets, 

Underscoring this new reality, cknpa- 
nies on negative credit watch from Stan- 
dard & Poor's Ratings Group or Moody's 
include Allegheny Energy Supply, a unit of 
Allegheny Energy Inc.; Calpine; Duke En- 
ergy Trading and Marketing LLC,' a unit 
of Duke hergy Corp,; Dynegy; NRG En- 
ergy Inc. and Rellant Resources.Inc. 
Moody's has said it will issue an opinion 
tomorrow on several of these companies, 
as well as AES Corp. and Edison Mission 
Energy, a uult of Wson International. 

Ratings downgrades niake it more dil-, 
ficult and more expensive to borrow 
money. That is true for all companies. 
But a low credit rating can be especially 
troublesome for energy-trading compa- 
nies because they often operate on slim 
margins, and a higher borrowing cost can 
wipe out profits. More important, most 
energy finns require trading partners to 
be credit-worthy in order to enter into 
contracts. A firm that slips can be re- 
quired to post large amounts of cash col- 
lateral that can cause a liquidity "death 
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Jon mause 

Slow to Weigh the Risks? 
On the heels of Its Dec. 3, 2001, downgrade of Enron, Moody's Investors Service has 
also lowered its ratings on Calpine and Oynegy. 
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The speed of Enron's collapse has 
caused the credit agencies to be more 
vigilant, reflecting criticism that they 
have both been slow to sense change and 
that they .have permitted "ratings infla- 
tion" during recent years. "I don't know 
if the problem was grade inflation as 

O n  Nov. Ow. 
Source: Moody's Investors Serure 

Dee. 

now routinely asks companies, "Assume 
you're downgraded to below investment 
grade. Do you have sufficient liquidity to 
run your business?'' It is equivalent to ask- 
ing the average worker, assume you lose 
your job, do you have enough savings to 

I Day the mortgage? "Companies haven't fo- 
much as a willingness to downplay the 
exposure that was off balance sheet," 
Says Jeffrey Holzschuh, an investment 
banker for the power industry at Morgan 
Stanky. "It's not just credit-rating agen- 
cks. The whole market was overheated.'' 

* *  M M v ' c  Mr. niax savs his aPencv 

cused on this possibility-at all," he sags. , 

Now, says Alan Spen, a credit analyst 
at rating agency Fitch Inc., "banks are ; 
fearful to put more money into the sector'' j 
and it is making credit analysts nervous, 
as well. The smart companies, he saps. , 

Please Turn to Pme CIS. Cofirru# S I 
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CREDIT 
MARKETS 

Continued Ftwn Fbge C1 
are the ones that v~luntarily 'get their 
balance gheets tu line" and then 'let the 
market know they're in charge of their 
destiny;.; since the market clearly has 
the heebbjeeblesl 

It isn't tbe message energy companies 
were getting a few months ago. In fact, 
the ability to borrow heavily was touted as 
one of the central advantages of the na- 
tional push toward deregulated power 
markets since the mid-1990s. Historically, 
regulated utIl!ties were permitled to br- 
row onty a dollar for every dollar of equity 
they invested because ratepayers ulti- 
mately bore the rIsk of any failure. But 
so-called merchant generators of electric- 
ity, often affiliated with utilitles. could bor- 
row as much as their credlt ratings and 
banks would permit. Calpine, the fastest- 
growing power-plant btdlder in the cow- 
tryl has borrowed two dollars from banks 
and bondholders for each dollar of equity, 
for instance. 

Capltal markets are "very fickle" now, 
says Mr. Holzschuh of Morgan Stanley. 
'From week to week, the judgments can 
be different and it's extremely selective." 

Nine months ago, the energy business 
was pmmotlng itself as a colossal "growth 
story" that could pick up where the dot- 
com meltdown left off. The price-bearn- 
ings ratios of the stocks of flashier compa- 
nies Ln the sector, such 8s Epron and 
Calplne, were huge, signaling investor 
confidence in ever-rising earnings. 

That view started to dim early this 
year when problems In CallIomia's dereg- 
ulated energy market pushed the state's 
largest private utility, PG&E cOrp.'s Pa- 
cific Gas & Electric m., h t o  bankruptcy 
court. The jitters turned into panic when 
E m n  collapsed in a shocktng six weeks, 
amid questdons over its acwuntlng pr8c- 
Uces. 

Now, there is 8 heightened sense that 
'we're the ultimate guardjans of financial 
markets," says Mr. Spen of Rtch. "People 
are lmklng to us for a higher degree of 
guldance since we have special access to 
inside Momation about these compa- 
nies." 

Their tougher line is having a big ef- 
fect. Even companies with stocks trading 
near their 52-week lows now appeer pre- 
pared to Issue new stock to bolster equity. 
Dynegy and gas-and-electriclty seller El 
Paso Gorp. both say they are wllling to 
take lumps from common shareholders 
for diluting them rather than risk lhe 
wrath of the rating agencies. Executives 
of MLrant Corp., a recent power-genera- 
tlon spinoff of Atluita's Southern Co., 
have been barricaded in thelr offices pre- 
paring to unveil details on the company's 
capital restructuring later in the week. 

All the belt-Ughtening spells bad news 
for continued development of the nation's 
energy Ln[rastntcture. Companjes that 
xm borrow more money and stretch their 
lollars, quite simply, can bulld more 
plants and equipment. Companies that 
me hcreasingly dependent on equity fi- 
nancing-particularly in a bear mar- 
ret-can do less. Already, Dynegy, NRG 
ind others have said they will slow devel- 

I 

opment projects. If enough follow, it could 
put the nation in a tight spot when the 
recession ends and energy demand 
surges. 

It was a p i n t  made in a recent analyst 
call by Calpine Chalrman Pete Cart- 
wrlght. "We're building a portfolio of the 
best plants it's possible to build with a 
working life of 40 years or more," he said, 
with evident exasperation at souring in- 
vestor perceptions of hls company's 
health. 'America needs this power." 
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BUY VERSUS BUILD DEBATE REVISITED 

. -  

The debate over purchased power, or the "buy 
ver!5usbuitd"am~verrry,wrlllikely~~to 

+e, which b u n i v e d ~ a c b w h d g e d  lohave 
been a disaster far invcstor+wned utilities, buy- 

power f m  otlursappcan substantially I u s  
than building new ~aparity. Hw, the 

elect& utiltty industq+r entire appnuch to su 
ply.side resource additions hu undergonr rag 
4 t " a t i o n ,  to the point when ik h LYIW 
impossible to generalize abut whether utiIihr 
bondholders are better off if their uriliey buys dr 
builds. The impartant thing is t h t  bth  lpsource 
wregiei have inhtnnt risks. Sdrp employs a 
methodology for evaluating the benefits and 
risk of purchased p o w ,  and for adjusting a 
purchasing utility's reported financia1 state 
metus to allow for mow meaningful comparisons 
witb traditional utilities. 
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charges reducea utility's financial fIexibiliry, and 
long-term contractual arrangements r w " t - -  
at least in part-off-ba1anceDsheet debt equiva- 
lents. Utifitics need to t a k ~  f h e e  "financial exter- 
nalities" into account x) that buy and build o p  
tiom are evaluated on a lwei playing field. 

SdtP has developed a methodology tu quantifv 
this finanaal riskand adjust financial statements 
to make haditianal utitities and purchasing utfli- 
60s comparable. sdrfrs apprmeh is unique bp 
cause it fdds out quditaatiw analysis into our 
quantitstivemethodolagy. sdm begins by dam- 
mining the potential off-balancesheet obligr- 
tion. Thisisdonebycalculating shepment value 
of the capacity pay"& to t# made over the U k  
of the con-, dis~ounbcd at 10%. The taprbty 
payment is the lircd pation of the p ~ ~ h a s e d  
power expense. It  me^ fixmi EOSLS, including 
debtseervice,deprecistion,andamtmon~~. 

not simply tho debt portim: the uuty is  
obligated ta pay the whole amount, not just a 
part, This m m  9kP is n l a d d y  indLfferant to 
how the nmutility pnmtnr is capitalized. ex- 

ins Weatens tha viability ofthe pmjec~ 

s&P is crrnerrncd about the total h i d  paymmt. 

C e p t i n ~ e r h . c U t e ~ W h h C ~ W ~ ~ ~  

1 

S&P d o c ~  not stop w i t h  the potential debt 
equivalent. SLP rCc0gnt.m that not all &lip- 
tians hdve the  SIC characteristics. What is true 
of other o f i -ba lamskt  liabiti ties also is W e  of 
purchased pcnuer;somearemorefimand there- 
fore more debt-like than others. 

This concept of the difference in the relative 
debt characteristies of purchased pown.obli- 
gations can be illustnmd by using the concept 
of a risk spKt" f x r  chrt 1). A risk spectrum 
is simply a range from 0% to 10Q% Obligations 
on the low end of chr scale would have fewer 
debt-like characteristin and would k consid- 
ered less Arm than the abligittiom judged to 
fail on the high Etnd of the scale. This spechum 
is important h u w  the place when? M abli- 
gation Mls cm the scale-what S&P calls the 
risk fa-11 dckrmine what partIan of the 
obligation 5kP will add ko 1 utility's rcpoiwd 
debt For uxampk, if SkP dctlnninn that the 
tisk factor for on obllggtnan is 2I)4b, S&P adds 
24% of the patentid debt quident to r e  
prtcd  debt. 

Different o@-bdanepsheet obligations hava 

theymighlwon tk~speetncmsapid.  Sak/leaaw 

qtmdent ofdebt, dua to the stmtegk i m p =  
?ana of these rruiblrdectrk generating fdlitlas 

diffe.rg!nt risk5 (xdu7t2.mhich Shmi LwlThlsw 
o f ~ b P l a n c r & ~ ~ d w " S & P ~ i e c w  

Qf P h h ~ d c W C d  

In virtwlly atl cases, SkP has as= w n d  
utilizes-actual capdty payments. in the rare 
Instance where they arc not avnilnbic o-r where 
capaq  and energy payments ast rwt hkun 
out-uch as in an energyonfy cant;m--SbrP 
will ntimate the c a p i j .  payment -- - 

i Risk faam for mrious off-balan#t-shtet OMQaeiOns 

I 
I ch=2 

I c I 

Mow does s 6 P  determine the risk factor or 
the place where an obligation falls on the risk 
spectmm? SdrPs assessment of the risk fac- 
tor reflects our anaiysis of the risks a utility 
intvts when purchasing power under con- 
tract This depends on a qualitative analysis 
of market, operating, and regulatory risks. I t  
also depends on SP's  evaluation af the ex- 
tent to which these risks are borne by the 
utility. The analysis is aubjtctivs, but not ar- 
bitrary Ixr tubk 2 fur some of the k y   acto om 
under each bruad r i d  SatcgaryJ. Depending on 
titcumstance, the utility may bear substan- 
tint risk, or it may have successfully shifted 
tish to ailhtr the ratepayers or to the nonu- 
tility generator provider of the power. 
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h e r  risk facwrs would t>c appropnzse if; 
The power is economic and needtd, 
h e  performance standard, exist, 

0 A p p c t  has operated reliably, 
The uury has a b y  in the scheduling of matn- 

A cantract is preapprovcd by tcgulalors, 
Capacity p a y "  art recovered through a 

m A e a t o r y  out clause passits disallowa~ce 

n u a k e o f  thesequalitativerisk mitiigataf~ 
would lead toward the higher urd of the nsk 
spectrum uLE1 a higher iisk factor. 

ARJUSTMEWTS TO FIWAYCUL STATEMEYTS 
Once S&P tu, determined what the rLk factor 

is thtough a qualitative evaluation, sdrp thm 
ad~throtilitfsfinadstatcmcnts.Thepm 
ccdure toadjust debt is totake the present value 
ob future a*ty yments cikounted at 10%. 

10% discount T- was c w  to apprawr- 

lpaance and retains Carttml 01w dispatch, 

fueklause c" .and 

risk to the pdwer dler. 

vmdd take 1OR of thc adjustment te debt A 
typical eumpIt of the adjustment pmcizs is 
shombebw- 

ABC POWER ca. EXAMPLE 
To illustrate the fimrrcial adjustments. con- 

sider the hypothetical example of ABC Power Ca. 
buying power h m  XIZ Cugertmhort Venture. 
Under rhe terms d the purrhad power amtract, 
annual capacity payments made by A K  Power 

start at $1 115 million in 2943, rise by S5 WMatt p~ 
war to $135 million by 1997, and fixed 
&ugh the #piration of the purchased 
contract in 2023. The net pFesent valw o b 
obligations over tJw I i fe  of rhr contract dis- 
counted a; 10% is 51.3 bibon. 

r- 

Net lfwvr 
65 

.-.. 
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vmur-build dehate must bc vlcwed Within the 
Leer ~mkxt of a utility's m p d t i v e  psition. 

There are many benefits to purchasirff pow". 
Indeed, purchasing may h? the least nskv suat- 
e q ,  bui rt is not risk=ffee. S F ' s  methodology 
quantifies the nsks by explhtly rccognizlng the 
key uudlrtative factors of markcb, opmations, 

i d  regulation, S&P analyzes contracts to deter- 
nww who is taking the rtsk: the nonutdftv gener- 
ator. the uthty, Or the ratepyer. S6P wcognizes 
that theseadpshnmts must twviewd within the 
Larger mntext of a utility's ccimpetltive position. 

Cicrtis Morrll~n 
(2121 3?8-763'1 
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