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before the 
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Docket No. 891345-EI 

BJt)uttal TeJttmony ot Jeffry Pollock 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

Jeffry Pollock, 12312 Olive Boulevard, St. Louis, Missouri. 

ARE YOU THE SAME JEFFRY POllOCK WHO HAS PREVIOUSLY FILED TESTIMONY 

ADDRESSING COST ALLOCATION/RATE DESIGN ISSUES OH BEHALF OF THE 

INDUSTRIAl INTERVENORS IN YHIS DOCKET? 

Yes . 

WHAT IS THE PURPOSE OF YOUR REBUTTAl TESTIMONY? 

I shall respond to the rec~ndations sponsored by Robert Scheffel 

Wright and James A. Rothschild on behalf of the Office of Publ ic 

Counsel (OPC). 

Mr. Wright testifies in support of the Equivalent Peaker {EP} 

method of classifying and allocating production capital costs. 

Although it is not clear fro. hi s testimony, I am assuming that he 

1s 1mplic1tly supporting the 12CP method to allocate the •equivalent 

peaking• capital costs. The var~ ous problems with the EP and 12CP 

DOCUMENT~ES:-o~TE 

04435 MAY 21 LS90 

rast-afCORDSIREPORTlMG 
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methods are discussed on Pages 7 through 22 and Pages 31 through 33 

of my direct testi110ny and in Appendix C. At this time, I shall 

address : 

• 

• 

• 
• 

• 

How the EP concept is not an accurate reflection 
of the utility system planning process; 

Various inconsistencies in Hr. Wright's allocation 
of capital and operating costs and in the argu­
ments he poses which are unrelated to the capital 
substitution (CAPSUB) postulate underlying his EP 
method; 

Hr. Wright's criticis•s of the REP method; 

The proposed modifications to the REP cost-of­
service study; and 

The minimum demand charge for Rates PX/PXT. 

Mr. Rothschild alleges that the cost of equity for industrial 

customers is 40 basis points higher than the corresponding cost of 

equity for residential and coaaerchl customers. Although he did 

not quantify the rates of return for any specific rate class, tne 

impact of his recommendation would be to require industrial custom­

ers to pay higher rates of return on rate base than either residen­

tial or commercial customers. In other words, cost -based rate-mak­

ing would not be achieved by equalizing the class rates of return at 

parity --contrary to this Commission's long-standing policy. 

MR. WRIGHT TESTIFIES THAT HE INTENDS TO OFFER ENHANCED REVISED VER­

SIONS OF TWO COST-OF-SERVICE STUDIES CONTAINED IN HIS DIRECT TESTI­

MONY • EXHIBITS _ (RSW-1) AND _ (RSW-2). HAVE THESE ENHANCED 

STUDIES BEEN PROVIDED AT THIS TIME? 

DMU N Bk UlAU.Il • AHOCIATLS. INC 
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A No. Hr. Wright should be required to file all of hi s ev idence in 

direct testt.ony, as i s the case for other intervenor witnesses. 

Q DO YOU HAVE MY EXHIBITS TO SUBMIT IN CONNECTION WITH YOUR REBUTTAL 

TESTINOHY? 

A Yes. I u sponsoring Exhibit JP-2 ( ) , consisting of three 

schedules. These schedules were prepared by me or under my super­

vi sion and direction . 

REBUTTAL TO ROBERT SCHEFFEL WRIGHT 

EQUIVALENT PEAKER METHOD 

Q MR. WRIGHT CONTEJI)S THAT lifE EQUIVALENT PEAKER (EP) METHOD IS BASED 

ON, AND CONSISTENT WITH, UTILITY GEMERATION PLAHHING PRACTICES. DO 

YOU AGREE? 

A No. As I stated i n ~direct testimony, the EP method is at best an 

overs1mp11f1cat1on of the utility generation pllnning process. 

However, its failure to accurately replicate planning considerations 

severely distorts the cost-of-service relationships. 

Q IN WHAT WAY IS THE EQUIVALENT PEAKER AN OVERSJMPLI FJCATIOH OF THE 

PLANNING PROCESS? 

A Wrigh t 's Equi valent Peaker concept focuses on only ore of many pl an­

ning considerations--the trade-off between capital and operating 

0M.Z[N 8 1lUlA1lll • AUOCIAT£~. INC 
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costs. As I shall demonstrate, however, he fails to carry the pro­

duction (capital and operating) cost trade-off to its full and logi­

cal conclusion. In fact, his defense for failing to be logically 

consistent has nothing to do with the theory underlying the EP 

method; namely, that a utility incurs the high capital costs of a 

base load unit only to achieve fuel savings. 

IS THERE ANY EVIDENCE TO DEJIOHSTRATE THAT A UTILITY SYSTO. DOES NOT 

BEHAVE THE WAY MR. WRIGHT'S THEORY SAYS IT MUST? 

Yes. In thP case of Gulf Power and the Southern Company system, 

Plant Scherer Unit No . 3 is such an example. Scherer 3 Is a rela­

tively expensive base load unit. Hr. Wright 's EP theory says that 

the utility must have incurred that investment to save fuel costs. 

Because of its high fuel costs, Georgia Power classifie·; Scherer 3 

as •peaking• capacity for purposes of allocating investment among 

the Georgia terri torh 1 utilities. The facts do not support the 

assumption of the EP method that fuel savings were either the sole, 

or even the primary, cause for constructing the unit. Nor do the 

facts support Hr. Wright's cla1• that his Equivalen t Peaker concept 

accurately tracks the utility's planning process . 

HOW DOE~ MR. WRIGHT'S EQUIVALENT PEAlER CONCEPT FAIL TO ACCURATELY 

DIJLATE THE SYSTEM PLANHJNG PROCESS? 

Above all else, the job of a system planner is to prov ' de a system 

that will meet peak de~ands reliably. In quantifying the cost of a 

OIV.llN Br.uaAlU. • M~IATU. INC 
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hypothetical 11ini11Um syste11 designed solely to meet peak demand, 

Wright would substitute peaking capacity for base load capacity on 

a MW-for-MW basis. However, the forced outage rate of peaking units 

is about 501 whereas the corresponding forced outage rate of coal­

fired base load units is closer to 7%. Therefore, if one begins 

with a system having 2,135 HW of base load capacity and substitutes 

2,135 HW of peaking capacity, the latter system would be only 53.76\ 

(SOl t 931) as reliable as the former at the time of the system 

peak. One '~aUld have to increase the amount of peaking capacity 

from 2,135 HW to 3,971 HW (2,135 HW ! 53.76\) to provide the same 

degree of reliability. By faili ng to rec09nize these fundamental 

relationships, he has substantially understated (by almost half) the 

percent of production investment wh1ch should be classified to de -

mand even under the EP concept. This is but one of several examples 

of how Hr. Wright's cost-of-service methodology is a seriously 

flawed image of the planning process. 

HOW ELSE DOES MR. WRI&HT'S EQUIVALENT PEAKER CONCEPT FAIL TO ACCU­

RATELY EMULATE THE PLANNING PROCESS? 

Underlying Wright's Equivalent Peaker concept is the idea that all 

kWh loads contribute to the selection of the type of unit to be 

built. While it is certainly true that a utility projec t s both peak 

demand and energy sales, it is incorrect to say that all kWh loads 

influence the decision of what type of unit is to be built. In-

stead, once projection~ indicate the need for additional capacity, 

Ok.AUN 8kUIAJ.U.. AS~IATU INC 
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the planners perform a •least cost• analysis which typically iden ­

tifies the most economical unit. Such an analysis of the various 

options reveals that the total life cycle net present value revenue 

requirement will •break-even• on the basis of far fewer than 8,760 

hours. Studies which I have made comparing the life cycle cost of 

base load and peaking capacity indicate a break-even threshold of 

between 1,000 and 2,000 hours per year. 

CAN YOU ILLUSTRATE THE CONCEPT OF A BRW-EVEH THRESHOLD? 

Yes. let's assume the life cycle capital and operat i ng costs of 

base load and peaking capacity were as follows: 

Capital Operating 
Costs Costs 

Oot1on CS/kWl (S/tMll 

Base Load $2SO(C8 ) s 25(0 } 
Peakir.g $ 70(Cp) $145(0:) 

The break-even threshold would be as follows: 

C8 + 08 x BET • Cp + Op x BET 

BET • Ce - Cp 
OP - 08 

• 1,500 Hours 

Given this relationship, it would be unreasonable to alloca te 

the •above-the-cost-of-peaker• costs on the basis of loads in all 
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hours, because the decizion of the planner--which the EP theory says 

should govern the allocation- -was based on the loads of cnly 1,500 

hours. 

ARE YOU AWARE OF AMY EFFORTS TO CONFORM TO THE •EP THEORY• TO THIS 

PLANNING REALITY? 

Yes. During the course of the most recent Florida Power Corporation 

base rate proceeding, FPC witness William Slusser prepared a modifi­

cation of the E? method which allocated the capital costs deemed by 

the study to be energy-related on the basis of demands in the highest 

1,500 hours, to reflect the break-even type of analysts performed by 

planners. That effort was the origin of the •Refined Equivalent 

Peaker,• or REP, which has appeared in this case as a Company re­

sponse to Staff Interrogatory No. 2. 

Mr. Wright's insistence on clinging to total annual energy 

consumption 1n the face of this reality indicates that he is trying 

to conjure a planning process conform to his notion of how to allo­

cate costs rather than trying to build a methodology that accurately 

parallels the planning process. 

DOES MR. WRIGHT'S EP CONCEPT •fOllOW THROUGH• WITH THE PRODUCTION 

COST TRADE-OFFS IT CLAIMS TO RECOGNIZE? 

No. The EP concept recognizes only half of the relationship between 

capital costs and operating costs on which it is purportedly based. 

According to Hr . Wright, more capital - intensive base load inves tment 
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is made to secure low operating (fuel) costs. and his method of 

2 classifying production plant costs between demand and energy com-
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ponents purportedly reflects this capital side of the trade-off. as 

illustrated below: 

Load Factor Versus the 
Per Unit Production Plant Cost 

Under tbt EP Method 

12CP Net 
Average Production Relative 
load Plant Unit 

Batt t1iU Ei~tQr ULtekMl 'Q~t 
(1) (2) (3) 

RS 59S $277 90 
GS 63 287 94 
GSO 79 324 106 
LP/LPT 89 349 114 
PXT 108 395 128 
OS & SS 131 451 147 

Total Retail 71~ $307 100 

Source: Derived from Exhibit (RSW-2) . 

As can be seen, the higher the load factor. the h1gher the allocated 

per unit production plant cost . Recause base load units are typi ­

cally .are expensive on a per kW basis. the above differences mean 

that the higher load factor rate classes are receiv ;ng a larger 

port 1on of base load capacity under the EP method relat ive to a 

OllAUN 81lUIAllllll A~WCIATU. INC 
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•slice-of-the system• approach, like the Near Peak Method . Wright's 

EP concept, thus, allocates different mtxes of technologies to each 

rate class. 

But Mr •. Wright's version continues to use a •slice-of-the 

system• approach to allocate operattng costs . A •sl ice-of-the 

system• means that each class is served from the same mix of base 

load and peaking energy. As illustrated in Exhibit JP-1 ), 

Schedule 2, this means that the same per unit operating cost is 

allocated to each class. 

Thus, while Mr. Wright would levy a higher daily charge on a 

high mileage driver who prefers to rent more capital-intensive/fuel 

efficient cars, he refuses to acknowledge that the high mileage 

driver is alsu entitled to receive the correspondingly lower mileage 

charges: even though he would argue that the fuel benefits are the 

only reason to rent the more expensive car. 

HOV DOES MR. WRIGHT EXPLAIN HIS POSITION THAT NO ADJUSTMENT TO 

REFLECT THE FUEL TRADE-OFF IS NEEDED? 

He explains it--not by defending the EP theory- -but by actually 

abandoning the EP in favor of a completely different rationale for 

an energy-based allocation of capital costs. 

PLEASE EXPLAIN. 

Mr_ Wright's •defense· of the EP ts the contention that the allvca­

tion of base load plant costs ideally should paralle l the classes' 

DMlf.N BllVIAKU .• A$SOCIATU. INC 
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respective ratios of the bue energy they receive to the total energy 

they consume. In other words, Mr. Wright says, in effect, never mind 

if the EP study is logically inconsistenti my~ belief is that a 

fair apportion.ent of base load plant costs would be one by which 

each class' share of base load plant costs would approximate the 

share of inexpensive base load energy. Starting with the premise 

that average-cost oricing of fuel implies that each class' share of 

base load energy is equivalent to its share of total energy consump­

tion, Mr. Wright concludes that, but for the need to recognize that 

all classes to contribute to the need to build capacity necessary to 

serve peak demands , simple economic equity means allocating the full 

cost of base load units on energy. 

IS THE RELATIONSHIP BETWEEN A CLASS' RATIO OF BASE EJCERGY AHD TOTAL 

ENERGY RELATED TO THE EQUIVALENT PEAKER'S CAPSUB RATIONALE? 

No. It is wholly independent of and unrelated t o the CAPSUB theory 

underlying the EP method. Mr . Wright's defense is truly an apples­

and-oranges mixture of ideas, and it is no defense to the fail ure of 

Wright's EP study to be internally consistent. 

DOES AVERAGE-COST PRICING OF FUEL IMPLY THAT EACH CLASS SHOULD GET 

A SHARE OF BASE LOAD ERERGY PROPORTIONAl TO ITS SHARE OF TOTAL ENERGY 

CONSUMPTION? 

Yes. 

DMZEN 8~uaAHII. • A$SOCIATU. INC 
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DOES THAT OBSERVATION SUPPORT HIS CHOICE OF A PRODUCTION COSTING 

MEllfOOOLOGY? 

No. Mr. Wright •istakenly believes that cost allocation must follow 

the pricing assumptions used to recover fuel costs from each class. 

That would defeat the purpose of a cost-of-service study which is 

to detennine a cost basis for setting rates. It 1s the costs that 

determine the prices, and not vice-versa. 

IS THERE ANYTHING VROHQ WITH THE COMMISSION'S PRACTICE Or RECOVERING 

AVERAGE FUEL COSTS FROM All CLASSES? 

No. Average-cost pricing may be a practical necessity when fuel and 

purchased power costs are recovered through a separate adjustment 

clause mechanism, as is the case in Florida and in other states. It 

would be misleading to assert that the average-cost pricing of fuel 

should in any way constrain the derivation of the base rate revenue 

requirement using a methodology that purportedly recognizes produc­

tion cost trade-offs. 

HOW IS THE BASE RATE REVENUE REQUIREMOO DERIVED IN A CLASS COST -OF­

SERVICE STUDY? 

The procedure for using a cost-of-service study to der ive the base 

revenue requirement of each rate class can be illustrated as follows: 

DMZlN 8~UlAU~. ASSOCIATU. INC 
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Example to Illustrate the 
Derivation of Base Revenue 

Requirement for a Bate Class 

D~~~I:iRti21l lQh] 
( 1) 

Total Revenue Requirement 
(from Cost-of-Service Study) s 1,000 s 

Less: Fuel Clause Revenues 390) 

Franchi se Taxes 9 2.5t 25) 

Other Revenues 10) 

Base Revenue Requtre.ent $ 575 $ 

[u~l 
(2) 

400 

(390) 

{ 10) 

Page 12 
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t4onfu~l 
(3) 

s 600 

15) 

10) 

s 575 

WHAT WOULD HAPPEN IF, TO APPROPRIATELY RECOGNIZE THE PRODUCTIOh tOST 

TRADE -OFFS, FUEL W]l WERE AllOCATED 0 I FFERENTL Y THAN FUEL IS 

ACTUALLY BEING RECOVERED UNDER AVERAGE-COST PRICING? 

The base rate revenue requirement would automatically compensate for 

the more symmetrical fuel cost allocation, as illustrated thus: 

OR.AZlN 8~UIAit.lk. AHOCIATO INC 
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Example to lllustr•te the 
Effect on Base Rates of a 

Symmetrical Fuel Cost Allocation 

D~~sa:iRthm I2hl Fy~] 
( I ) (2) 

Total Revenue Requirement 
(from Cost-of-Service Study) s 950 s 350 

Less: Fuel Clause Revenues (390) (390) 

Franch tse Taxes @ 2.5% ( 24) ( 9) 

Other Revenues ' lQ} 

Base Revenue Requirement $ 526 $( 49) 

Page 13 
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NQnfy~l 
(3) 

s 600 

IS) 

10} 

$ 575 

WHAT IS THE SIGNIFICANCE OF THE NEGATIVE BASE REVENUE REQUIREMENT 

SHOWN ABOVE UNDER THE FUEL COLUMN? 

The $(49) amount is in effect a •fuel symmetry• adjustment like the 

one employed in the Corrected REP method [Exhibit JP- 1 ) , 

Schedules 12 and 13)]. Thus, even if fuel is completely removed 

from the study, a f'Jel synrnetry adjustment can be used to appropr 1· 

ately recognize the capital/operating cost trade-offs without dis -

turbing the Commission's practice of recovering fuel costs based on 

20 average-cost pricing. 
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IS MR. WRIGHT CORRECT IN ASSERTING THAT EQUITY CAN BE ACHIEVED BY 

THAT MATCHING THE WE LOAD PLANT COST RESPONSIBILITY AND THE BASE 

LOAD FUEL RECEIVED? 

No . To do so would be tantamount to allocating all base load cap­

Hal costs relative to total kWh loads. This implicitly assumes 

that base load plants are built solely to provide fuel savings in 

each and every hour of the year throughout their 30 to 40-year useful 

lives, rather than to maintain system reliability. Such a proposi­

tion is indeed far-fetched especially considering the very specula-

ttve nature inherent in any projection of fuel costs. 1 t even 

conflicts with the assumptions of the Wright EP, which holds that a 

quantifiable portion of investment is made for the purpose of meeting 

peak demand. 

Further, this proposition completely ignores differences in 

class load factors. In other words, a class having an above-average 

load factor, by definition, should be assigned a larger share of the 

variable operating costs relative to its share of plant responsibil­

ity, because it is making more efficient use of capacity. A lower 

load factor class, by contrast, is making less effic ient use of the 

capacity, and therefore, 1t should be assigned a lower share of the 

variable operating costs relative to its share of plant cost respon-

sib111ty. This is nothing new, and it is not even a function of 

Capital Substitution or any other cost allocation theory. It simply 

reflects the reality that higher load factor customers use more 

energy per unit of capacity than lower load fac tor cus tomers. This 

relationship holds irrespective of the mix of generating capacity 

01V.Z[N BllUIAilU • • M~IATU. INC 
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that may be allocated to them. To match the allocation of plant to 

the fuel cost responsibility, as Mr. Wright suggests, would ignore 

differences in load factor between the classes and would, therefore, 

be inequitable. 

Thus, in the course of backstopping the deficiencies of the EP 

study, Mr . Wright is at odds not only with his own principles of 

cost-causation, but also with reality, equity and coiJIIIOn sense. 

Further, by supporting the proposition that average-cost pric ing of 

fuel should dictate the allocation of base load plant costs, he has 

turned those principles topsy-turvy. 

IS IT MR. WRIGHT'S CONTENTION THAT NO ADJUSTMENT TO TlfE AllOCATION 

12 OF FUEL COSTS IS NECESSARY BECAUSE GULF POWER GENERATES 99. 6S OF ITS 

13 ENERGY FROM COAL? 

14 A His observation that Gulf Power ts primarily a coal-fired ut i lity 

15 is certainly correct . If anything, this should reinforce the notion 

16 that there is no capital substitution because the opportunities for 

17 significant fuel cost savings are •inimal . Further, his contention 

18 has absolutely nothing to do with the production cost trade -offs 

19 that may have caused this utility to opt for primarily coal - f i red 

20 capacity rather than combustion turbines. If a combustion turb ine 

21 is to be the yardstick to deter.tne how to classify and all ocat e 

22 production capital costs, then consistency demands that thi s same 

23 (arbitrary) yardstick also be used to determine how production 

24 operating costs should be allocated. 
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Q IF A COMBUSTION TURBINE WERE USED AS THE YARDSTICK TO CLASSIFY AND 

ALLOCATE PRODUCTION CAPITAL COSTS, SHOULD All CLASSES CONTINUE TO 

BE ALLOCATED A •sLICE-OF-THE SYSTEM• AVERAGE OPERATING COST? 

A No. As I demonstrated in Appendix C to~ direct testimony. a full 

and consistent application of the Capital Substitution theory (which 

uses a combustion turbine unit as the yardstick) inevitably results 

in allocating below-average operating costs to the higher load facLor 

rate classes. 

REFINED EQUIVALENT PEAKER METHOD 

Q BEGINNING ON PAGE 27 OF HIS TESTIMONY, MR. WRIGHT OFFERS FIVE CRITI­

CISMS OF THE REFINED EQUIVALENT PEAKER (REP) METHOD. HIS FIRST 

CRITICISM IS TrlAT THE REP METHOD DOES NOT TRACK UTILITIES' ACTUAL 

GENERATION EXPANSION PLAHNING PROCESSES. IS THIS A VALID CRITICISM? 

A No. Mr. Wright apparently believes that inputting a utility's total 

energy loads into the economic analysis is tantamount to considering 

all (year-round) kWh in the generat ion expansion planring process. 

This step is a far cry from determining which energy loads, i f any, 

actually cause the utility to •ake capital investment decisions. 

Further, Mr. Wright's understanding of the utility generation 

planning process does not comport with the practices of other util­

ities, including at least one utnity in the State of Florida- ­

Florida Power Corporation. Mr. Wright has not presented any evidence 

to support his understanding cf the utility generation expansion 

planning process. 
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MR. WRIGHT ALSO CRITICIZ£5 THE REP METHOD FOR NOT RECOGNIZING POTEN­

TIAL LOHG-RUN MARGINAL OR INCREMENTAL PLANT COSTS OF OFF -PEAK EHERGY 

USE. WHAT IS HE GETTIH& AT HERE? 

He apparently believes that additional off-peak energy use could 

cause the utility to install additional capacity. However, he has 

not provided any proof that this potential exists either for Gulf 

Power Company or for any other utility. 

It is also curious that Mr. Wright has chosen to introduce 

marginal costing concepts to backstop the EP method while argui~g. 

at the same time, that average-cost pricing of fuel should dictate 

how base load plant costs are allocated. Mr. Wright, thus , is mixing 

bananas along with the apples and oranges. 

MR. WRIGHT' S THIRD CRITICISM IS THAT THE REP METHOD RESULTS IN A 

LESSER DEGREE OF •fUEL COST MATCHING• OR LESS FUEL EQUITY TK'N THE 

BASIC EP METHOD. IS THERE ANYTHING WRONG WITH HIS OBSERVATION THAT 

THE LP/LPT AND PXT CLASSES WOULD PAY FOR ONLY 23.641 OF GULF'S BASE 

LOAD COAL PLANTS WHILE RECEIVING 29.871 OF COAL-FIRED GENERATION? 

No. To the contrary, the differences in percentage allocators 

reflect the fact that Rates LP/LPT and PXT are high load factor 

classes. 

WHAT DO THESE ALLOCATOR$ REPRESENT? 

The first allocator, 23.641, represents the percent of pr~duct l on 

plant allocated to the LP/LPT and PXT classes under the REP met hod, 
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as presented in Gulf'~ response to Stiff Interrogatory No. 2 [at ­

tached to Mr. Wright's Exh1b1t __ (RSW-2)]. These classes, bv 

comparison, comprise 22.401 of the total reti1l 12CP demands. 

The second aliocator, 29.8~, is the percent of total retail 

energy required by the LP/LPT ind PXT classes. 

Because the LP/LPT and PXT classes have above-average load 

factors (as shown in the table on Page 8), it follows that the energy 

allocator (29.87%) should be bigger than the plant allocator (23 . 64~) 

if the study is to accurately reflect differences in class load 

factor. 

MR. WRIGHT ALSO CRITICIZES THE REP BECAUSE OF ITS RELIANCE ON THE 

HIGHEST DEJIIAHD HOURS UNDER THE LOAD DURATION CURVE. IS THERE ANY 

MERIT TO THIS ARGUMENT? 

No. Notwithstanding his observation that base load plants operate 

in the hours beyond the break-even point, his arguments have nothing 

to do whatsoever with cost-causation. (Base load units typically do 

not operate all 8,760 hours per year.) However, the capacity re ­

quired to meet peak demand--the first step in the plann ing pro ­

cess--is determined by the highest demand hours. If it weren't for 

th~ high deMand hours, a utility would hive little reason to install 

anything other than a base load unit. 

0R.AZ(N 8RUIAKU. A~$0CIAllS INC 
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2 A Appendix C, Schedule C-2 shows the load duration curves of the 

3 various rate classes and the proportion of base load and peakins: 

4 capacity required to serve each class on a stand-alone basis at the 

5 lowest overall cost. With the notable except ion of t he outdoor 

6 service class, the load duration curves of each rate class He 

7 demonstrably flatter beyond the break-even threshold (the area to the 

8 right of the shaded area). The flatter the lold curve, the higher 

9 the load factor. The Rate PXT class, for example, has the flattest 

10 load duration curve and also the highest load factor of any class 

11 (Appendix 8, Schedule 8-1) . It is no coincidence that because of 

12 its flatter load curve {i.e., higher load factor), the PXT class 

13 would require the least amount of peaking capacity. 

14 In other words, as the load curve becomes flatter -- as is the 

15 case beyond the break-even threshold--then there are fewer trade-

16 offs to consider and , therefore, less capital substitution. Without 

17 capital substitution, there is no basis for the EP method. 

18 Q MR. WRIGHT ClAIMS THAT THE REP METHOD PLACE THE COMt4ISSION IN A 

19 ClEARlY AND UNCOMFORTABLY INCONSISTENT POSITION WITH RESPECT TO 

20 PRODUCTION PLANT COST AllOCATION AND THE PRICING OF COGENERATION 

21 POWER PURCHASED BY UTILITIES. IS HE RIGHT? 

22 A No. Mr. Wright is, once again, putting the cart before the horse by 

23 using pricing assumptions to judge the appropriateness of a costing 

24 methodology. 

0MZ£N 81lUIA'U. AHOCIAH.~ INC 
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If anything, Hr. Wright's QF analogy shows how the Commission 

follows through the logic of using the same type of unit (e .g., a 

base load coal-fired unit) to deter.ine both avoided capacity and 

operating costs. The EP method, by contrast, uses one theory to 

allocate capital costs (i.e. , CAPSUB) and yet another unrelated 

theory to allocate operating costs (i .e., average-cost pric ing of 

fuel). 

Further, if a QF were to operate at a high capacity fac tnr, 

then the percentage of avoided capacity payments (I .e., base load 

plant respons ibility) would not match the correspond ing percentage 

of avoided energy payments (i.e. , base load fuel). In other words, 

12 there would be no matching between avoided base load plant costs and 

13 

14 

15 

16 

17 

18 

19 

20 

avoided base load energy costs, as Hr . Wright claims would be equi­

table under his EP concept . 

MODIFICATIONS It) THE REP METHOD 

Q ALTHOUGH MR. WRIGHT IS UNWilliNG TO GIVE HIS FULl SUF~ORT TO THE REP 

METHOD, DOES HE, NEVERTHELESS, RECOMMEND SEVERAL MODIFICATIONS TO 

THE REP COST-OF-SERVICE STUDY PROVIDED IN RESPONSE TO STAFF'S INTER­

ROGATOR\' NO. 2? 

A Yes. In the avent that the Commissi on adopts the REP method, Mr. 

21 Wright recommends that: 

22 
23 
24 

(1) The extra capital costs associated with base and 
intermediate units should be allocated to the no­
peak hours as defined In Gulf Power ' s tariff; 

D llAZlN Bt~.UII\J.LP.. As~II\TtS. INC 
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(2) Additional investment in conductors should be 
allocated to those primary and high vol t age cus ­
tomers served from dedicated di stribut ion substa­
tions; and 

(3) fuel inventory should be class ified and allocated 
relative to energy. 

Only the first modification has anyt hing to do with the REP method. 

8 Q IS IT APPROPRIATE TO AllOCATE THE EXTRA BASE AHD INTERMEDIATE CAPI-

9 

10 

11 A 

12 

TAL COSTS TO THE ON-PEAK HOURS AS DEFINED IN GULF POWER'S TIME-OF­

USE RATES? 

No . This is yet a third example of Hr . Wr ight 's insis tence that 

p icing assumptions should di ctate how a cost i ng methodology i s to 

13 be implemented . I have previously demonstrated that t he hours be -

14 

15 

16 

17 

18 

19 Q 

20 

21 

22 

23 

24 

yond the break-even threshold , although inputted into the economic 

analysis phase of the generation expansion planni ng process , do not 

cause a utility to incur the extra capital cost s assoc iated with 

base load capacity. Hr. Wright's fir st modifi cat ion should be re­

jected. 

IS THERE ANY BASIS FOR MR. WRIGHT'S RECOMMENDATION THAT GULF ESTI­

MATE THE RATE BASE VALUE OF PRIMARY AHO HIGHER VOLTAGE-LEVEL CONDUC­

TOR THAT FUHCTIONS AS DEDICATED DISTRIBUTION FACILITIES, OR AS 

HIGHER VOLTAGE SERV!CE DROPS, AND ASSIGN THESE ESTIMATED AMOUNTS TO 

THOSE ClASSES TO WHICH DEDICATED SUBSTATION FACILITIES WERE DIRECTLY 

ASSIGNED? 

O IV.UN · 8M.UIAKlk 6 AU OCIATU INC 
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It is difficult to assess Hr . Wright's position because he fails to 

provide any specific examples to demonstrate that customers served 

from dedicated distribution substations cause Gulf to make addi-

tional distribution p,ant invest.ent in Accounts 364 through 369. 

In principle. it would be preferable to direct ly assign plant 

to specific customer classes provided that it is practicable to do 

so and that appropriat e adjustments are made to prevent overallocat­

ing distribution costs to the same class. This may not be an easy 

task. 

For example. let's assume that Gulf could identify a 46 kV 

feeder that serves only one specific Rate PXT customer. It would be 

eisy to directly assign the cost of this radial feeder to the class. 

The hard part is that there may be many other instances where a 

similar radial feeder could be directly assigned. Although Gulf may 

be readily able to identify the cost of one radial feeder serving a 

particular customer. it may be impossible or at best very time con­

suming to identify a multitude of radial feeders serving specific 

customers or customer classes. 

Even assuming that all 46 kV radial feeders can be ident1fied 

and directly assigned. there remains the problem of allocating t he 

remaining 46 kV investment. By definition, the customers who are 

directly assigned the cost of 46 kV radial feeder should not bear 

any of the cost associated with the remaining 46 kV system. There ­

fore. it becomes necessary to remove the loads associated with the 

direct assigned investment in determining the allocat1on fact 1rs 

that would apply to the remaining investment. 
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1 Although the above-described process would i ncre~se the com-

2 plexity of the study, it is not clear whether 1t would measurably 

3 increase the accuracy of the results. 

4 Q OH PAGE 33, fit. WRIGHT RECOMEJI)S THAT FUEl INVENTORY BE CLASSIFIED 

5 

6 

7 

8 A 

9 

10 

AS EHERGY-RELATED •stMPLY BECAUSE FUEL IS ENERGY-RELATED AHO AllOW­

ABLE FUEL INVENTORY JS A FUNCTION OF PROJECTED GENERATION. • DO YOU 

CONCUR WITH MR. WRIGHT'S RECOMMOOATION? 

No, not entirely. While I agree with his st~tement t hat fuel lnven ­

tory is a function of projected generation, that does not just i fy 

classifying this fixed nte base component to energy and then 

11 allocating it entirely on the basis of total kWh loads . To do so 

12 would ignore the purpose of having a fuel inventory--which ts to 

13 enable the utility the operate the plant to meet the loads as they 

14 materialize. Absent a fuel inventory, the pl ant could not be relied 

IS upon to provide dependable capacity to the system. I would argue, 

16 

17 

18 

19 

20 Q 

21 

22 A 

therefore, that fuel inventory is vital to maintaining system reli ­

ability, and it, thus, should be allocated according ly. Allocating 

fuel inventory entirely on total kWh loads fails to give any recog­

nition to syst~ reliability and is, therefore, improper . 

DO YOU HAVE MY RESPONSE TO MR. WRIGHT'S GENERIC CRITICISHS OF COST· 

lNG METHODS THAT CLASSIFY AU PRODUCTION :'LAHT COSTS TO DEMAND? 

I have previously addressed the appropriateness of thi s approach in 

23 my direct testimony. Mr . Wright's critic1 sms of all -demand cost ing 

0MUN ·8~Ut.UU. It AHOCIATU INC 
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1 methodology aside, I have de.onstrated in my direct testimony that 

2 the Near Peak .ethod, with all production plant costs classified to 

3 demand, yields si•ilar results to the corrected REP method, in which 

4 some production plant costs ue classified as energy-related c1nd 

5 allocated to classes in a •anner which I believe more closely re-

6 fleets utility system planning practices than either the EP method 

7 which Mr. Wright champions or the REP method which Gulf provided in 

8 response to Staff Interrogatory No. 2. The Commission, thus, can 

9 comfortably rely on either study as a primary guide for determining 

10 the distribution of any base revenue increase that Gulf may be 

11 awarded in this Docket. 

12 DESIGN OF RATE PX'[ 

13 Q MR. WRIGHT RECOMMENDS THAT GULF IMPLEMENT A LOCAL FACILITIES OR 

14 DISTRIBUTION DEJWI) CHARGE BASED ON EACH CLASS' DISTRIBUTION UNIT 

15 COST, CALCULATED USING lOOS RATCHETED BILLING DEMAND AND APPLIED TO 

16 THE CUSTOMER'S HIGHEST MEASURED DEJWI) DURING THE CURRENT "ONTH OR 

17 IN A SPECIFIED PERIOD PRECEDING ntE CURRENT BILLING MONTH. DO YOU 

18 AGREE Wlnt MR. WRIGHT'S RECOMMOOATJOH? 

19 A No, not entirely. Although I agree with the concept of a minimum 

20 demand charge, : object to a 10~ ratchet based on the customer's 

21 highest measured dea~and during a two-year pertod. A 10~ demand 

22 ratchet is extremely harsh , it fails to balance the interest betft~en 

23 ratepayers and shareholders and tt 1s not consistent with i11dustry 

24 pract ice. The same thing may also be said about establishing a 

DMZEN ·hUIAU~ 'M~IATE.S INC 
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ratchet period beyond 11 months following the establishment of a 

higher maximum demand. 

If Hr. Wright's recommendatton is adopted, then, to balance 

the interests of Gulf and its ratepayers and to be consistent with 

industry practice, the local facility detaand ratchet should not 

exceed 9~, and the ratchet period should not exceed 11 months. 

REBUTTAL TO JAMES A. ROlltSCHILD 

COST OF EQUITY BY CUSTOMER CLASS 

Q HAVE YOU REVIEWED TME TESTittOHY OF JAMES A. ROTHSCHILD WHEREIN HE 

ALLEGES THAT THERE ARE DIFFERENCES IN THE COST OF EQUITY OF SERVING 

VARIOUS CUSTOMER CLASSES? 

A Yes, I have. His recommendation is based on three erroneous prem­

ises. First, he claims that •it is well recognized that serving 

industrial customers entails a higher degree of risk than serving 

,·esidential or cotm~ercial customers.• (Testimony at Page 52, lines 

6-8.) I shall demonstrate, however, that this proposit ion is far 

from being •accepted,• as he claims . In fact, several analysts have 

demonstrated that the opposite may be true; namely that residential 

customers may be more risky to serve than industrial custo~rs . 

A second false premise is the assumption that the variability 

in the percent of sales growth is a reasonable •proxy• for measuring 

the variability of each class's contribution to the utility's 

DM.ZtN· BII .. ueAJ.U. a MSOCIATU. INC 
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earnings, or income (Testi.ony at Pages 52-54 and Schedule 11, Page 

2). This assumption 1s not supported by any empirical analysis 

presented tn his testimony. Other analysts, who have addressed this 

subject in much more depth, have refuted this assumption. I shall 

demonstrate that, for Gulf Power Company, variability in class kilo­

wat thour sales is not a proxy which can be used to measure t he vari ­

abi lity in class contributions to income . 

His third erroneous premise is the assumption that differences 

in stock market price volatility, as mea:ured by ~ ~'s Beta 

statistic, can be explained solely by the differences in the indus­

trial sales mix (as measured by the percent of industrial kWh sale; 

to total sales)--Testimony at Pages 55-59; Schedule 11, Pages I, 3 

and 4. 

Finally, setting industrial class rates of return higher than 

the other classes on the theory that industrials are more risky may 

only exacerbate the ut1lity's risk, thereby increasing the cost of 

capital to the detriment of all ratepayers. 

TURNING TO MR. ROTHSCHILD'S FIRST PREMISE, IS THfRE AGREEHEHT AMONG 

FINAHCIAL ANALYSTS THAT INDUSTRIAL CUSTOMERS ARE MORE RISKY TO SERVE 

THAN RESIDENTIAL OR COMMERCIAL CUSTOMERS? 

Certainly not. Mr. Rothschild has overlooked several in-depth stud ­

ies which have been presented on the subject of class risk differen­

tials, in both the literature and various regulatory proceedings. 

0MZEN · 81lUIAitf~ II MSOCIATL~. INC 
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Some of these studies refute the notion that there is any quantifi-

2 able risk differential, while other studies have concluded that the 

3 

4 

5 

6 

7 

8 

9 

10 
11 
12 
13 
14 
15 
16 
17 

18 
19 
20 
21 
22 
23 
24 
25 

26 
27 
28 
29 
30 
31 
32 
33 
34 
35 

Q 

A 

risk to serve residential customers may be greater than the corres­

ponding risk to serve industrial customers . 

CAN YOU CITE SOME SPECIFIC EXAMPLES? 

Yes. I am aware of several studies which attempt to determine em­

pirically whether there is any relationship between electric utili ­

ties' customer mix and investors' perception about the riskiness of 

those utilities' securtties. For example: 

In an article in •Public Utilities Fort­
nightly• for July 30, 1980, Hr. Nick Poulius 
concluded frOID his analysis that electric 
utility bond ratings appear to be posjtivelv 
influenced by industrhl sales, i.e., the 
greater the ratio of industria 1 sa 1 es to 
residential sales, the higher the bond rat­
ing . 

In a 1981 Arkansas Power & Light rate case 
before the Arkansas Public Service Commis ­
sion (Docket U-3108), Or. Paul Garfield pre­
sented studies from which he concluded that 
electric utilities with heavy reliance upon 
industrial sales do not test out to be more 
risky than those with only minor dependence 
upon industrial sales. 

In their April, 1981 'Report to the Delaware 
Public Service COftiDission on Class Rate of 
Return Differentials by Customer Class for 
Electric Utility Services rendered by Del ­
marva Power and light Company,' Hr. Harris 
and his associate, Hr. Joseph Brennan, con­
cluded on the basis of various studies that 
customer mix has n2 imoact on the tradition­
ally accepted risk indicators, bond rating 
and beta. 
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In the same Report to the Delaware Commis­
sion, and in subsequent testimony in a Del­
marva rate case (Docket No . 81-12), Harris 
and Brennan claimed to establ ish a relation­
ship between 'cost of capital' and customer 
mix such that investors require a higher 
co111110n equity component for firms with a 
greater concentration of industrial sales. 

In the above Delmarva case (Docket No. 81 -
12), Drazen·Brubaker & Associates rep1 icated 
the Harris·Brennan 'cost of capital' study 
using consistent (Standard Industrial Code) 
definitions of classes rather than the un­
standardized definitions used by Harri s and 
Brennan; in the revised study the purported 
relationship vanished. 

In a report prepared for the El ectricity 
Consumers Resource Counc i 1 , F INCAP, Inc. 
conducted numerous empirical tests relating 
customer mix and both traditional investment 
risk indicators i!ls1 capital costs. ('An 
Examination of the Concept of Using Relative 
Custotr.!r Class Risk to Set Target Rates of 
Return in Electric Cost of Service Studies,' 
October, 1981 .) Once again, the conclus ion 
drawn was that the empirical analysis failed 
to develop sufficient evidence to support 
the hypothesis that customer mix impacts 
utilities' investment risk and capital. 

In their October 27, 1988, Article in "Pub­
lic Utilities Fortnightly, • Messrs. James A. 
Waddell and William H. Tak is presented an 
analysis which directly measured the inher­
ent riskiness of earnings from each class . 
They concluded that there is no significant 
difference in the financial risks associated 
with Connecticut Light and Power (CL&P) Com­
pany's full requtrem.-nts Residential, Small 
(SGS) and Large General Service (LGS) clas­
ses and recommended tnat equali zed rates of 
return should be used in the class cost -of­
service study. Their analysis revealed that 
despite the greater sales volatility, the 
overall financial risk of the LGS class was 
lower than the corresponding risks of serv­
ing the Residential and SGS classes. 
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Therefore, I disagree with Mr. Rothschild'5 assertion that it is a 

•well accepted fact• that industrial sales are more risky. If any­

thing, the literature gives more weight to the contrary proposition; 

in any event, he has not proven it is true in the case of Gulf Power 

Company. 

MR. ROTHSCHILD CITES STATOIEHTS MOE BY MOODY'S AND STANDARD l 

POOR'S AS SUPPORT FOR HIS ASSERTION THAT THE GREATER RISKINESS OF 

SERVING lfiMJSTRIAL CUSTOMERS IS WELL RECOGNIZED. HAVE YOU REVIEWED 

THE SPECIFIC PASSAGES QUOTED IN MR. ROTHSCHILD'S TESTIMONY? 

Yes, I have. Mr. Rothschild overstates his case when he claims that 

the cited passages support his assertion. Although I do not have 

the 1979 •standard & Poor's Rating Gu1de,• I cou1d not find a simi­

lar passage or other material which asserted that industrial sales 

were more risky than residential or commercial sales in a more re­

cent version of S&P's •credit Overview. • The only passage that I 

was able to find on the subject concerned •the size in growth rate 

of the market, diversity of the customer base and its economic 

strength (as measured by trends in population, unemployment, and per 

capita incomes).• This was but one of the many non-fi nancial rating 

criteria cited by S&P. S&P's rating methodology profile involves 

the analyses of twelve crite;ia including: 

DMlfN BllUIAH~ • A~~IATl~. INC 
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Non-Financial Criteria 

- Market of service territory 
- Fuel/power supply 
- Operating efficiency 
- Regulatory treat.ent 
- Management 
- Competition/monopoly balance 

Financial Criteria 

- Construction/asset concentration risks 
- Earnings protection 
- Debt leverage 
- Cash flow adequacy 
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- Financial flexibility/capital attraction 
-Accounting quality 

(Source : S&P's •credit Overview•, Page 34.) 

If industrial sales versus residential and commercial sal es have any 

influence on S&P's determination of a utility ' s rating , then it is, 

at best, a second-order effect. This was precisely the conclusion 

of the FINCAP Report which was based on in-depth interviews with 

eighteen leading investment analysts, including those with the major 

investment banking firms and bond rating agenc ies . Speci f ically, 

the authors found a clear consensus among the analysts that risk 

perceptions were more a function of the effects of •inflation, high 

interest rates, and capital market uncertainty,• · earnings erosion 

(attrition), regulatory lag and heavy financing requirements," "un ­

certainties associated with nuclear projects ~nd large magnitudes of 

construction work in progress (CWIP),• •the Jnknown future of fed-

eral energy and environmental regulation,• and "difficulties in 

forecasting load growth and energy sales.• FINCAP also found that 
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only when a utility's customer mix is dominated by one customer class 

and that class 1s vulner~ble to Major economic shocks did the secur­

ity analysts believe that custoaer 11ix •might have sOtDe material 

effect (although less than the other risk factors identified 

above). • 

6 Q DO INDUSTRIAL SALES REPRESENT A OOMJHAHT SHARE OF GULF POWER'S SALES 

7 

8 A 

9 

10 

11 
12 

13 
14 
15 
16 

MIX? 

Certainly not. According to its "1989 Annual Report to Stockhold­

ers, • Gulf Power's territorial sales mix is as follows: 

GuU power TertUortal Sales MIX 

Class 1m ~ 1m 1m 
(1) (2) (3) (4) 

Resident ia 1 4~ 4~ 4~ 43~ 

Conmercial 28 28 28 27 
Industrial 27 26 26 25 
Other 3 4 4 5 

17 If anything, Gulf Power's territorial sales are dominated by residen-

18 tial and commercial customers. 
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THE QUOTE FROM THE 1989 IIOOQY'S PUBLIC VJJLID MHUAL REFERS TO 

UNIFORMITY OF RESIOOOIAL SALES GROWTH All) THE SENSITIVITY OF INDUS­

TRIAL SALES TO FLUCTUATIONS IN THE ECONOMY. DOES THIS SUPPORT MR. 

ROTHSCMILD'S ASSERTION THAT SERVIN& UllUSTRIAL CUSTOMERS IS MORE 

RISKY THAN SERVING EITHER RESIDENTIAL OR COMMERCIAL CUSTOMERS? 

No . Vi rtual ly all financial analysts . even Hr . Rothschild , would 

agree that risk is a funct ion of the var iability in earn ings . 

Neither Moody' s nor S&P make any reference t o the vo lat i1 ity of 

earnings of the various customer classes served by a utility . 

Although the passage from Moody's supports Hr . Rothschi ld 's empirical 

analysis that growth in industrial sales i s less uniform t han the 

percent growth in either residential or co11111ercial sales, he has 

failed to prove ti.at this 1 ack of uni fonn1ty matches the vari abi 1 ity 

in the inco~e contributed by industrial customers. 

IN YOUR OPINION, IS THE VARIATION IN CLASS ENERGY SALES AN APPROPRI­

ATE PROXY FOR THE VARIATION IM CLASS INCOME? 

Absolutely not. Hr. Rothschild has ignored the fundamental differ -

ences in the design of industrial rates, as compared to res idential 

rates . For example, Gulf Power's industrial rates consist of separ ­

ately stated demand and energy charges . Also, Gulf Power is propos ­

ing to reimplement a demand ratchet based upon each cust omer 's 

contract demand . This would ensure that industrial customers will 

pay a reasonable share of the costs of local faci l i ti es which they 

impose on Gulf, irrespective of their actual opera ti ng levels. 

0MZfN· 81WI AUk. Al!.OCIIITH. INC 
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Residt:nthl rates, on the other hand, consist basically of cus­

tomer and energy charges . The latter •ust recover both fixed and 

variable costs. Mr. Rothschild also ignores the fact that weather 

cond1tions are perhaps the largest factor influencing year-to-year 

ki lowatthour sales to residential custa.ers. Since the residential 

rate depends upon kilowatthour sales volumes to recover both fixed 

costs and variable costs , 1t 1s obvious that variati ons 1n kilo ­

watthour sales will have a more pronounced effect upon the earnings 

from the residential class than they will on earn ings from t he 

industrial class. 

WOULD A CHANGE IN KILOWATTHOUR SALES PRODUCE A CORRESPONDING CHANG£ 

IH NET INCOME FOR TKE RESIDENTIAL AND INDUSTRIAL RATE CLASSES SERVED 

BY GULF POWER? 

No. Exhib1t JP-2 ( ) , Schedule 1, demonstrat es that a 10% de ­

crease in kilowatthour sales would translate into a 171 decrease in 

the net operating income derived from the residential class , but 

only decreases of 2.31 and 0.7% in the income derived from the LP & 

LPT and PXT classes. Although the analysis was based on Gulf Power' s 

revised cost-of-service study at proposed rates , the application of 

the other cost allocat ion methods would not materially change the 

relationships. 
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WOULD CHANGES IN KILOWATTHOUR SALES NECESSARILY RESULT IN CORRESPOND­

IN& CHANGES IN BILLING DEJWI) FOR UIJUSTRIAL CUSTOMERS? 

No. Although industrial sales •ay fluctuate in accordance with eco­

nomic conditions, it is usually the case that k1lowatthour sales 

exhibit more variation than do either actual kilowatt demands or 

~illing demands. If an industrial rate is properly designed (such 

that the demand charges recover fixed costs, while the energy charges 

basically recover variable costs), increases or decreases in the 

level of kilowatthour sales will produce increases or decreases in 

revenues that are in line with the increases or decreases in variable 

costs. Under these conditions, the operating income or earnings to 

the utility from its industrial sales will remain relatively un­

affected, as demonstrate~ in Schedule 1. 

IS THERE ANY OTHER EXPLANATION, BESIDES THE DIFFERENT RATE STRUC­

TURES, THAT LEAD YOU TO BELIEVE THAT THERE IS NOT A 1-1 RELATIONSHIP 

BETWEEN SALES VOLATILITY AND EARNINGS VOLATILITY? 

Waddell and Takis concluded that it was unrealistic to assume that 

variations in earnings (the relevant consideration for determining 

investor risk) exactly mirrors variations in sales. The basis for 

their conclusion was the observation that there are differences in 

the proportion of fixed costs relative to total costs to serve the 

various customer classes. If a class has a relatively higher ratio 

of fixed costs (those which do not vary with sales volume) to total 

DIV.lEN B~UIAitU . • M SOCIATU. INC 
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costs, then variations in net earnings will be more volatile t·~lative 

to a given chinge in sales. Quoting Waddell and Takts: 

Intuitively, if most of the costs of produc ­
tion are fixed costs, i reduction in sales 
will reduce revenues but will not change 
costs significantly. Net rever.~es (operat­
ing income) will necessarily fall. If most 
costs are variable, however, the loss of 
sales in revenues will be largely offset by 
a reduction in costs. Operating income in 
this case should be more stable. (IBID, 
Page 29) 

Their conclusion, thus, was that variations in sales will have a 

more pronounced effect on operating income from a customer class 

15 with a high percentage of fixed costs relative to total costs (i .e., 

16 

17 Q 

18 

19 A 

20 

21 

22 

23 

is more capital-intensive) . 

HAVE YOU COMPARal THE RELATIVE CAPITAL-INTENSITY Of THE RATE CLASSES 

SERVED BY GULF POWER? 

Yes. Exhibit JP-2 ( ), Schedule 2, demonstrates that the RS GS 

and OS classes are more capital-intensive than the LP & LPi and PXT 

classes . In fact, serving PXT customers is about 35~ less capital­

intensive than serving residential customers. 

Looking at this proposition from a somewhat different perspec-

24 tive, Schedule 3 compares the ratio of customer and demand -rel ated 

25 

26 

27 

28 

29 

costs to total revenue requirement, including fuel and conser-vation 

cost recoveries, by rate class, based on Gulf Power 's cost-of­

service study at proposed rates. The ratio of fixed costs-to- total 

revenue requirement varies widely from 6~ for the residential class 

to only 44~ and 34% for the LP/LPT and PXT classes, respectively. 

0JV.Z£N 8~UaAUil II M~IATO INC 



r 

I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 Q 

12 

13 

14 

15 A 

16 

17 

18 

19 

20 

21 

22 

23 

24 

Page 36 
Jeffry Pollock 

Simply stated, even if it were true that PXT kilowatthour 

sales were more volatile, it does not follow that the PXT class ' s 

earnings volatility would be any greater than the corresponding 

earnings variability of the residential class . This is consistent 

with the analysis conducted by Waddell and Takis which demonstrated 

that the lower financhl risk associated wtth serving industrial 

customers offset the greater sales vohtil tty. In other words, 

greater sales volatility--assuming it exists for Gulf's LPT and PXT 

classes--is not a sufficient condition to justify setting the LPT 

and PXT class rates of return above parity. 

MR. ROTHSCHILD'S SCHEDULE 11 SEEMS TO IMPLY A RELATIONSHIP BETWEEN 

THE BETA, G~ RISK OF A UTILITY, WITH THE PERCENTAGE OF INDUSTRIAL 

SALES TO TOTAl RETAil SALES. ARE MR. ROTHSCHILD'S FUIUNGS VALID IN 

YOUR OPINION? 

No. Hr. Rothschild has not provided any statistical analysis to 

confirm that investors perceive utilities with a higher industrial 

sales mix to be more risky than utilities having a high res idential 

or commercial sales mix. To prove t his hypot hesis, Hr . Rothschild 

should have first analyzed all of the factors that could have an 

impact on a utility's beta factor. Once a valid statisti cal re ­

lationship has been demonstrated, it would then be possible to in ­

corporate industrial sales mix into the analysis. Only under these 

circumstances is it possible to test the hypothesi s that indust.·'al 

sales mix effects the stock market price volatility of a utility. 

Olt.AZEN B~uaAlU. ~ A~~IATU INC 
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Mr. Rothschild's C(ttllparhon proves not hing . The different 

betas could be expl ained by any nwaber of factors. Hi s study is 

analogous to one which takes the average income for peopl e of above­

average height and the average income for people of below-average 

height and compares the difference in average income to the differ­

ence in average height, thereby •proving• that each inch of addi ­

tional height resul t s in so many dollars of additional annual in -

come . 

ARE THERE OTHER CONSIDERATIONS WHICH DEMONSTRATE THAT INDUSTRIAL 

CUSTOMERS ARE NOT MORE RISKY TO SERVE THAN OTHER CUSTOMER? 

Yes . Not only are there fundamental differences in the design of 

industrial rates--including separately stated demand and energy 

charges and a det1and ratchet--industrial customers are typically 

required to execute multi -year contracts. The term of contract 

under Rate PXT, for example, 1s for an initial period of five or 

more years and thereafter from year to year unt i 1 terminated by 

twelve months' written notice. Residential customers , by contrast , 

are usually not required to sign multi-year contracts for the supply 

of electric service, so that the •assurance• of coll ecting revenues 

to cover the cost of installed plant is less in the case of a resi ­

dential customer. 

DMZEN 8kUIAitE.Il. As~IATE~. INC 
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LET'S ASSUitE, CONTRARY TO THE FACTS YOU HAVE SET OUT, THAT INDUS­

TRIAL CUSTOMERS ARE MORE RISKY TO SERVE TtWt OTHER CLASSES. IF THE 

COMMISSION WERE TO SET INDUSTRIAL RATES OF RETURN ABOVE PARITY, HOW 

MIGHT GULF POWER BE AFFECTED BY SUCH A POLICY? 

The simple answer is that Gulf Power would probably become a more 

risky utility. By setting industrial rates above parity, Gulf Power 

would become more dependent on the revenues derived from the assumed 

riskier rate classes than if the rates were set to parity for all 

customer classes. To the extent that the greater risk would cause 

Gulf Power's cost of capital to increase, the result would be higher 

rates for all customers. 

Mr. Rothschild overlooks the facts that Gulf's industria 1 

customers must compete with firms located elsewhere and that elec­

tricity can be a significant operating cost. Arbitrarily setting 

industrial rates above parity could place these customers at a com­

petitive disadvantage. This could lead to a temporary or even a 

permanent drop in Gulf's revenues as the affected customers either 

shift production to lower cost sites or curtail operations. The 

resulting drop tn income would have to be absorbed by shareholders 

or recovered from the other ratepayers . 

IN YOUR OPINION, SHOULD THE COMMISSION CONTINUE ITS LONG-STANDING 

OBJECTIVE OF HOYING CLASS RELATIVE RATES OF RETURN TO PARITY? 

Yes. Based on the more in-depth studies presented on the subject ~f 

class risk differentials and on the analysis pi'esented in Schedules 

DltAZEN 81lUt.AU.Il 6 MSOCIATU. INC 
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1 through 3, it is •Y opinion that there ts no basts for ascribing 

a higher risk, and a higher rate of return, to industrial sales than 

to the sales •ade to other customer classes. The proper definition 

of cost of service comprehends that each rate class produce the same 

rate of return. 

DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY? 

Yes, it does. 
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