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1 DIRECT TESTIMONY OF PETE lESTER 

2 Q. Please state your name and business address . 

3 A. My name is Pete lester . My business address is 101 East Ga ines Street, 

4 Tallahassee, Fl orida 32399-0865. 

5 Q. 

6 A. 

By whom are you employed and in what capaci ty? 

I am employed by the Florida Publ ic Service Commission as an Economic 

7 Analyst in the Fi nance Sect ion of the Divis ion of Auditi ng and Fi nancial 

8 Analysis. 

9 Q. Will you briefl y summari ze your educational backgro~nd and regulatory 

10 experi ence? 

11 A. I received a Bachel or of Science degree in Finance from Fl orida State 

12 University in March 1978. In June 1980 , I received a Masters of Business 

13 Admi nistration degree al so f rom Fl orida State Universi ty. In August 1980, I 

14 began work as a mater ial pri ce analyst for Avco Aerostructures, .a major 

15 aerospace subcontractor locateG in Nashvill e, Tennessee. My responsibilities 

16 incl t.:ded preparing bids for subcont racts, ana lyzing price variances among 

17 vendors, oricing pl an changes, and helpi ng cust omer and government auditors. 

18 In September 1981, I joined t he Sta ff of the Florida Public Service 

19 Commission as a staff analyst in the Division of Water and Wastewater. As an 

20 analyst, I was responsible for rate structure issues on file and suspend rate 

21 cases and for all finance, accounting, and rate structure issues for 

22 staff- ossisted rate cases, overearnings investigations, and certificate cases. 

23 In addition, was responsible for case coordination and scheduling, 

24 presenting staff positions to customers at customer meetings, responding to 

25 cust omer complaints, and conducting research projects. 

DOCUMENT HUMBER-DATE 

0 2 4 4 I HAR -31: 
rPsc -R£ COROSIREPORTfHO 



• It 
4 

1 In August 1990, I was promoted to an Economic Analyst position in the 

2 Finance Section in the Division of Auditing and Fi nancial Analysis. My 

3 responsibilities include advising the Commission on the appropriate cost of 

4 equity, capital structure, and overall cost of capital for utility companies 

5 in rate cases and other Co11111ission proceedings. I also analyze the effect 

6 that statements of the Financial Accounting Standards Board have on ut ility 

7 regulation in Florida. 

8 Q. Are you a member of any professional associations? 

9 A. Yes, I am a member of the National Society of Rate of Return Analysts 

10 (NSRRA). I have been awarded the professional designation Certified Rate of 

11 Return Analyst (CQRA) by the NSRRA. This designation is awarded based upon 

12 education, experience and the successful completion of a written ex~mination. 

13 Q. Have you previously testified before the Commission? 

14 A. Yes, I have. In addi tion , as a Comission staff member, I have 

15 partici~ated in many rate proceedi ngs . 

16 Q. What is the purpose of your testimony? 

17 A. The purpose of my testimony is to recomend the appropriate cost of 

18 co~~~non equity for Florida Public Utilities Company (•FPuc•} to be used in 

19 calculating a f•ir rate of return on rate base. 

20 Q. Oo you have exhibits that accompany your testimony? 

21 A. Yes . f ccompanying my testimony are Exhibits PHL-1 through PHL -11. 

22 Exhibit PHL-1 is . n index of the exhibits. 

23 Q. What principles provide the legal framework for your determination of 

24 the cost of equity? 

25 
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A. The principles established by the Supreme Court of the United States in 

Bluefield Waterworks and Imorovement Company v. Public Service Commission of 

West Virginia, 262 U.S. 679 (1923) and federal Power Co~m~ission v. ~ 

Natural Gas Comoany 320 U.S . 591 (1944). These cases provide the legal basis 

for ~ay analysis . The Supreme Court held in both the ~ and Bluefield 

decisions that the return to the equity owner should be commensurate with 

returns on investMents in other enterprises having corresponding risks . Also, 

the return should be sufficient to assure cor.fidence in the financ ial 

integrity of the enterprise so t hit it can maintain credit and attract 

capital. 

Q. Please define the cost of common equity. 

A. The cost of common equity is the minimum rate of return necessary to 

attract capital to a comnon equity investment. It is the minimum rate of 

return that a stockholder considers acceptable , considering both the riskiness 

of the invast ent and returns available on other investments. 

Q. How does your cost of equity recolllllendat ion meet the basic 1 ega 1 

criteria of the ~and Bluefield decisions? 

A. Hy recOIJII'Iendat ion of the appropriate cost of equity for FPUC is based 

upon an analysis of required returns for co~m~on equity i nvestments with 

comparable risk as determined through the direct application of capital market 

valuation models to current financial data. I believe an analysis based upon 

current stock prices, interest rates, and investor expectations satisfies the 

comparable returns, capital attraction, and financ i al i ntegr ity guidelines 

established in the ~ and Bluefield dec isions for determining a fair and 

reasonable rate of return on common equity . 

- 4 -



1 Q. What do you recommend as the cost of common equity for FPUC? 

2 A. Based upon the results of lilY analysis, I recolliDend that the cost of 

3 equity for Florida Public Utilities Company is 11.2~. 

4 Q. Would you describe the genera 1 approach you used to determine FPUC' s 

5 cost of equity? 

6 A. I analyzed current economic conditions and trends, as wel l as industry 

7 and company factors. I believe these factors and conditio~ affect the 

8 capital markets . I then applied two generally accepted market-based rate of 

9 return models to an index of comparable natural gas distribution companies . 

10 The results of this analysis are the basis for my recommended cost of equity 

11 for FPUC. 

12 Q. What is your analysis of the current economic environment? 

13 A. The economy is continuing to recover from the recession of 1990/ 1991. 

14 Growth in gross domestic product (GOP), the total amount of goods and services 

15 produced in the United States. and the un~mployment rate are indicators of 

16 current ecoromic activity. GOP grew at an annual rate of 4.5% in the fourth 

17 quarter of 1994, up from the 3.3% rate 1n the first quarter of 1994. The GOP 

18 growth rate for 1994 was 4 .~. The civilian unemployment rate stood at 5.7% 

19 in January 1995, an slight increase from the 5.6% figure i n the fourth quarter 

20 of 1994 but a significant decrease from the 6.6% rate in t he first quarter of 

21 1994, the 6.1% average rate for 1994, and the 6.~ average rate for 1993. 

22 Unemployment has had a downward trend for the past 2.5 years. 

23 The economic expansion has raised concerns about increases in inflation. 

24 The annua 1 1 nfl at 1 on rate, as measured by the change in the Consumer Price 

25 Index. was 3.6~ and 2.2% in the third and fourth quarters of 1994, 
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1 respectively. The March 1, 1995 issue of the Blue Chip Financial Forecasts 

2 estimates the annual inflation rate will rise to 3.5~ by the fourth quarter 

3 of 1995. The Federal Reserve has stated that it has an objective of 

4 sustained, noninflationary growth . Since January 1994, the Federal Reserve 

5 has taken several actions that increased the Federal funds rate by 300 basis 

6 points, from 3.00% in January 1994 to the current 6.00%. The Federal funds 

7 rate is the rate banks charge on overnight loans to each other and depends on 

8 the amount of reserves in the banking system. Typically, the Federal Reserve 

9 targets the Federal funds rate by increasing or decreasing reserves in the 

10 banking system, which, ln turn, controls the supply of money. This is the 

11 most common way the Federal Reserve carries out monetary policy. 

12 Q. How do current economic conditions affect the cost of equity? 

13 A. Inflation and interest rates significantly affect investor return 

14 requi rements. Inflation has a major impact on interest rates because it 

15 erodes purchasing power. The rate of inflation built 1nto interest rates is 

16 the rate of ~ nf~ltion expected in the future. 

17 Q. Why is an assessment of risk important in determining the cost of 

18 equity? 

19 A. An assessment of risk 1s important in determining the cost of equity 

20 because investors are risk-averse. The higher the risk of an investment, the 

21 higher the return that investors require and vice versa. 

22 Q. How have you assessed risk in your analysis? 

23 A. I have analyzed conditions in the natural gas distribution industry and 

24 for FPUC. Included in this analysis is an assessment of business risk as well 

25 as opportunities and prospects for the industry and FPUC . Regardf rg financial 

• 6 • 



1 risk, I have analyzed the effect MY recommended cost of ~auity will have on 

2 the interest coverage ratio of FPUC . 

3 Q. 

4 A. 

Please define business r i sk and financial risk. 

Business risk is the uncertainty inherent in projections of future 

5 returns on assets and depends on many factors such as demand variability, 

6 sales price variability, the ability to adjust output prices for changes in 

7 input prices, and the extent to which costs are fixed. 

8 Financial risk is the additional r isk, above business risk, faced by 

9 stockholders due to the fina's use of financial leverage. 

JO Q. What is your analysh of conditions in the natural gas distribution 

11 1 ndustry? 

12 A. The natural gas distribution industry faces risks and opportunities. 

13 Bypass of the local distribution company (LDC) by large industrial customers 

14 and competition from fuel oil continue to be significant risks. Flexible rate 

15 design mitigates these risks by allowing the LDC to retain industrial 

16 customers ar J compete with other fuels available to industrial customers. An 

17 additional concern is the effect of the restructuring caused by Order 636 of 

18 tne Federal Energy Regulatory Commission {FERC). 

19 Q. Please discuss the effect FERC Order 636 has had on natural gas 

20 distribution companies. 

21 A. For interstate pipeline companies, Order 636 removed the obli gatior. to 

22 provide a supply of gas to customers and it unbundled pipeline rates for 

23 sales, transportation, and storage of gas . The supply obligation, and the 

24 risks inherent with it, now rests with the LDCs , which must purchase supplies 

25 of gas from producers and reserve pipeline capacity to transport the gas. 
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1 However, this r isk is reduced s i nce Order 636 does not represent a sudden 

2 change but i s instead the culmination of gradual changes by FERC. Pipelines 

3 have been unbundling rates and lDCs have been purchasi ng gas si nce FERC Order 

4 436, wh ich began open access, ~as issued in 1985 . Al so, the proceedings tha t 

5 resulted in Order 636 began in 1991. 

6 Additional concerns are the recovery of transiti on cost s caused by 

7 impl ement ing Order 636, increased operating leverage for t he LDC due to the 

8 straight fixed -variabl e rate structure charged by the pipel ines, and pr ice 

9 risk associated with supply contracts that are either fixed price or have a 

10 market-sensi tive pri ce . 

11 Order 636 became effecti ve on November 1, 1993. LOCs adequately managed 

12 gas supplies dur ing t he record-setting cold winter that followed, which was 

13 a good test of how LDCs can manage in t he 636 environment. Still, one win ter 

14 does not const itut e a complete test. I bel ieve t hat some uncertai nty remains 

15 regardi ng the eff ~cts of Order 636 on LDCs . 

16 Q. What opportunities exist for LDCs? 

17 A. Natural gas has a very high and growing market share in the U.S . It is 

18 .1 clean, efficient, compet i tively-priced fuel in ample supply. In add1t ion, 

19 both the Clean Air Act Amendments passed in 1990 and the Nation:!l Energy 

20 Policy Act of 1992 encourage the use of natural gas. Many LOCs face 

21 attractive prospects for expanding their share in residential, commercial, and 

22 industrial markets as well as developing markets for fleet vehicles, 

23 residential and commercial gas cooli ng, and cogeneration. 

24 Q. Are there other positive signs for LOCs? 

25 
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1 A. Yes. In analyzing LOCs and pipeline companies for bond ratings, 

2 Standard and Poor's (S & P) evaluates each company's business position based 

3 on qualitative factors such as marKet growth potential, exposure to industrial 

4 risk, adequacy and diversity of supply, and regulatory environment. The 

5 business positions are ranked in seven categories from above average to below 

6 average. Significantly, no LOCs have below average or somewhat below average 

7 business positions. 

8 Q. How do the risks and opportunities you have discussed affect FPUC? 

9 A. FPUC is exposed to the remaining uncertainty regarding FERC Order 636. 

10 Also, like all florida investor-owned gas companies, FPUC is served by only 

ll one pipeline, florida Gas Transmission (FGT). This factor 1s mitigated by 

12 FGT' s Phue til expansion that increased capacity by 6~. FPUC anticipates 

13 that this pipeline expansion program will provide adequate future pipeline 

14 capacity through the FGT system to permit cont inued customer and load growth 

15 into the next century . 

16 FPUC has gained experience i n directly contracting for gas supplies and 

17 this experience should enable the company to operate effectively in the 636 

18 environment. fPUC has lowered its cost of gas by purchasing gas from 

19 suppliers rather than from FGT. 

20 Regarding risk due to potential bypass and industrial fuel switching , 

21 FPUC depends significantly on interruptible and transportation customers. 

22 This fact makes fPUC somewhat susceptible to fuel switching and bypass risk. 

ZJ fPUC has favorable opportunities for growth but experienced 1 ittle 

24 growth in resident ial customers from 1989 to 1993. According to FPUC's 1993 

25 Annual Report, FPUC anticipates growth in commercial accounts, additions of 
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residential subdivisions, and expanding sales through new applications such 

as gas air conditioning and desiccant units . 

Q. How does the concept of efficient capital markets affect your analysis? 

A. I believe that the capital markets are ef ficient, meaning that current 

market prices of stocks and bonds reflect all publ i cly available information. 

The economic conditions, risks, and opportunities that I have discussed are 

reflected in the stock prices of LDCs. Therefore, an analysis using current 

capital market information such as stock prices for LOCs and interest rates 

will appropriately reflect the cost of equity. 

10 Q. 

11 A. 

Can t he cost of equity be estimated precisely? 

No. Estimating the cost of equity is a subjective procedure. The cost 
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of equity depends on investor expectations, which cannot be known entirely and 

which change frequently. Therefore, the cost of equity cannot be measured 

precisely and it is generally estimated within a range. When analyzing cost 

of equity estimates, it is important to understand the rationale underlying 

the subjective inputs and how well the models relied upon reflect reality . 

Q. What methods did you use to determine the cost of common equity for 

FPUC? 

A. To determine the cost of equity for FPUC, I used a two-stage annua lly 

compounded discounted cash flow (OCF} model and a risk premium analysis. 

appli ~d these models to the common stocks of the companies in the Moody' s 

Natural G. s Distribution Index . This procedure allowed me to determine the 

general cost of equity for LDCs. 

Relying on an index of comparable companies, instead of a single 

company, helps minimize forecasting errors and should provide more reliable 
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1 information for use in measuring the cost of equity. Use of an index of 
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companies avoids abnormal conditions that might be associated with one 

company. 

Q. Please describe the Hoody ; s Natural Gas Distribution Index. 

A. The companies in the Moody's Natural Gas Distribution Index are 

representative of the natural gas distribution industry. Being in the same 

industry, these companies face similar risks and are subject to similar 

economic and regulatory influences. I have listed the companies and the ir 

investment characteristics on Exhibit PHL-2. 

The investment risk characteristics for the index are: an average Val ue 

l1ni safety ranking of 1.50, with 1 being the highest and 5 the lowest, an 

average Value Line beta of .61, a range of bond ratings from Aa3 to A3 , and 

an average equity ratio of 4~,, including short-term debt. According to S & 

P, the companies in the index have business positions ranging from low average 

to high average -nd somewhat above average. 

Q. What is the theory behind a OCF model? 

A. The OCF model is based on two principles. First, investors value an 

asset based on the future cash f1 ows they expect to receive. Second, 

investors value a dollar today more than a dollar received in the future , 

meaning that the time value of money is assumed. The,~fore, in a OCF 

analysis, the cost of equity is the discount rate that equates the present 

value of expected cash flows associated with a share of stock to the present 

market orice of the stock. 

On Exhibit PHL-3, I have provided the basi c OCF equation and defined the 

terms in the equation. The basic model has three simplifying assumptions: 1) 
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1 dividends ire paid annually and grow at a constant rate; 2) the price of the 

2 stock is determined on the d1v·1dend payment date; and 3) dividends increase 

3 once a year starting one year from the dividend payment date . 

4 Q. What OCF model have you used in your analysis? 

5 A. I have used a two-stage annually compounded DCF model. An assumption 

6 behind the basic OCF model is that dividends grow at a constant rate. Yet 

7 growth 1n dividends can vary fro. period to period . A two-stage DCF model, 

8 also known as a non-conshnt growth model, allows for two periods of dividend 

9 growth: a near tenm period during which dividends are specifically forecasted 

10 and a subsequent period of sustai nable growth. 

11 On Exhibit PHL-4, I have presented the equation for my two-stage 

12 annually COIIPOUnded OCF model and defined the tenns . This model 1s consistent 

13 with the valuation practices of institutional investors and financial 

14 analysts. An additional advantage of the two-stage model is that it can use 

15 the spectfic divi<fend forecast from value Line and then use a sust ainable 

16 growth rate. The two-stage model allows for more precision than the basic 

17 model. 

18 Q. What are the inputs for your DCF model? 

1~ A. 1 used current stock prtces for the companies in Moody's index, speci fi e 

20 dividend forecasts for the initial growth period , and a sustai nable or long-

21 term growth rate. For current stock pri ces , I first calculated the average 

22 of tl.e high and low stock prices for January 1995 for each company in the 

23 index. I then calculated an average stock price for the index, wh ich is the 

24 input to ay model . I used value line's forecast of dividends for 1995 and 

25 1998 and assu111ed a constant growth rate between these years to es timate 
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1 dividends for the init;al growth period. I calculated the long · term growth 
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rate using the earnings retention method, al so known as the "b x r approach. " 

The inputs for 11\Y earnings retention method are Yalye Line's expected earned 

return on equity (r) and the expected retention rate (b) for 1998 . 

Q. Have you incl uded an allowance for issuance costs in your OCF model ? 

A. Yes. My OCF model includes an allowance for issuance cost, calculated 

as 3~ of the stock price. An ~llowance for issuance cost enables the uti lity 

to recover the costs ·1 ncurred when issuing coi!ITlon stock. Issuance costs 

include registration fees, legal fees , underwriter fees, and printi ng and 

mailing expenses. Investors could not earn the req~ired return on their 

investment wi t hout an issuance cost adjustment because the sales pri ce of the 

stock wil l exceed the net proceeds to the company because the company will 

incur issuance costs . A company can incur t hese cost s whether the stock is 

publicly traded or privately held . 

Conceptually, this situation with common stock is similar to that of 

16 bor.ds and preferred stock. With bonds, for example, the cost charged to 

17 ratepayers reflects issuance costs and is recovered over the life of t he bond. 

18 The cost to the company for a specific bond issue i s the interest expense plus 

19 t he amortization of issuance costs divided by the princ ipal value l ess the 

20 unamortized issuance costs. The result is that the cost t o the utility 1s 

21 greater than the return to the creditor. 

22 Unlike bonds, colllllOn stock does not have a f inite life . Therefore, 

23 1 ssuance costs cannot be amort ized and must be recovered by an upwar'~ 

24 adjust~nt to the allowed return on equity . Thi s adjustment reflects the fact 

25 that, due to the issuance costs, the ut i1 ity earns a return on an equity 
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balance that is less than the a·ctual amount paid by investors. Hi storically, 

utility underwriting expenses associated with issuing coamon stock have 

averaged 3 to 4 percent of gross proceeds. 

Q. What are the results of your DCF analysis? 

A. The results of my OCF analysis show that the cost of equity for the 

index is 9.83%. Exhibit PHL-5 shows the inputs and results of my analysis. 

Q. What is the theory behind a risk premium analysis? 

A. The basic theory support ing a risk premium analysis is that common 

equity 1 s rnore risky than debt. Therefore, the cost of corm~on equity is 

higher than the cost of debt. Common equity is more ri sky than debt because 

the returns on common equity are less certain than the returns on debt. Debt 

is a contractual obligation and the debtholder receives interest payments on 

the debt as specified by contract. Further, i f a default occurs, bondholders 

have a claim on the assets of the company. In contrast, the return on common 

equity is residual return in that interest must be paid in full before 

dividends on common equity can be paid. 

Since equity is more risky than debt and si nce investors are ri sk 

averse, investors require a higher return on common equity compared to the 

return on debt. Current yields on debt are readily observable in the capital 

markets. With a risk premium approach, the equity risk premium i s estimated 

and added to the current yield on debt to determine the cost of equity. 

Exhibit PHL-6 presents the equ.at ion I used for my risk premium model . 

23 Q. Please describe your r1slk premium model. 

24 A. My risk premium uses OCF estimates of the cost of common equity for the 

25 Hoody's Natural Gas 01stribut1on Index for each of the past 120 months, that 
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1 is, from February 1985 through January 1995. I used the same DCF methodol ogy 

2 that I described earlier, with the stock prices, forecasted dividends, and 

3 growth rates current for each particular month. For each monthly result , I 

4 subtracted the concurrent yield on 30-year Treasury Bonds to obtain the risk 

5 premium for that month . 

6 Q. Based upon this analysis, what is your estimate of t he ri sk premium? 

7 A. The risk premium avet·aged 281 basi s poi nts, or 2. 81%, for the period 

8 February 1985 through January 1995. 

9 Q. What measure of debt cost did you add to t he r isk premium to determine 

10 the cost of equity? 

11 A. I used the March 1, 1995 Blue Chio Financial Forecasts' (Blue Chip} 

12 consensus forecast of the yield for 30 year Treasury Bonds. Blue ChiD is a 

13 publication that provides interest rate forecasts from 50 leading financial 

14 forecasters . The forecasted yield for 30 year Treasury Bonds for 1995 is 

15 7.8%. This is based on the forecasts for the first three quarters of 1995. 

:6 I believe use of a forecasted yield on Treasury Bonds is appropriate si nce it 

17 encompasses investor expectations about the economy. 

18 Q. Based on your risk premium analysis, what is the cost of equity for the 

19 index? 

20 A. I added the risk premium of 2.81'- to 7 .~. the expected yield on 30 year 

21 Treasury Bonds. The resulting 10 .61~ is the cost of equity for the ~.1dex 

22 based on my risk premium analysis. Exhibit PHL-7 presents my risk premium 

23 cost of equity calculation and data. 

24 Q. Given the results of your OCF and ri sk premium analysis, what is the 

25 range for the cost of equity for the index? 
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1 A. The cost of equity for the Moody's Natural Gas Distribution Index ranges 

2 from 9.83% to 10.61%. I have rounded this range to the nearest 10 basis 

3 points, which makes the range 9.80% to 10.60%. 

4 Q. Is the range for the cost of equity for the index appropriate for FPUC? 

5 A. No. While the range I cal cul ated for the index is an appropriate 

6 starting place, FPUC is riskier than the companies in the index and should be 

7 allowed a higher cost of equity . 

8 Q. Why is FPUC riskier than the companies in the index? 

9 A. Exhibit PHL-8 compares the total C4pital ization and gas sold or 

10 transported for the companies in the index to that of FPUC. This shows that 

1! FPUC is significantly smaller than the companies in the index. As such, FPUC 

12 is less di verse with respect to its markets and may be more severely affected 

13 by economic changes. St udies suggest that smal ler firms are generally ri skier 

14 than larger firms and have higher costs of equity. Small firms experience 

15 ~ore business faalures and have a less liquid market for their shares. 

16 Q. How did you adjust the cost of equity that you calculated for the index 

17 to estimate the cost of equity for FPUC? 

18 A. As 1 noted earlier, the bond ratings for the compan ies in Moody ' s index 

19 range from Aa3 to AJ. (See Exhibit PHL-2}. Using S & P's sys tem as an 

20 example, bonds in the top four categories of bond ratings , AAA, AA, A, and 

21 BBB, a• e considered investment grade and are eligible for bank. investmen!. 

22 under the r~gulations of the Controller of the Currency . ln addition, laws 

23 of various states restrict investments by banks, insurance companies, pension 

24 funds and fiduciaries generally to investment grade bonds . Bonds rated BB or 

25 lower are considered speculative, indicating issuers may not make timely 
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1 interest and principal payments. As a public utility providing an essential 

2 service, and given efficient aanagement and a sound regulatory environment (S 

3 & P considers Florida a supportive regulatory env ironment.), FPUC' s credit 

4 should be considered investment grade. 

5 I used the historic spread between the yields on Aa3 and Baa3 public 

6 utility bonds as a proxy for the higher return required for FPUC. Four of the 

7 eight compani es in the Moody's i ndex have a bond rating of Aa3 . . Therefore, I 

8 have used Aa3 as a representative Dond rating for t he index . The Aa3 bond 

9 rating is slightly higher than the median bond rating for the index. The Baa3 

10 rating is the lowest level of investment grade . By usi ng the spread between 

11 an Aa3 rat ing and a Baa3 rating, I believe that I am ensuring a proper 

12 adjustment for FPUC's smaller size. 

13 Q. How did yoij calculate the historic s~read between Aa3 -rated and Baa3-

14 rated public utility bonds? 

15 A. I subtracted .he yield on Aa3 publ ic utility bonds from the yield on 

16 Baa3 public utility bonds as reported in Moody 's Bond Survey for the last 120 

17 months and averaged the results. Exh ibit PHl-9 presents the data and results. 

18 The spread over the past 120 months between Aa3 and Baa3 public utility bonds 

19 is 59 basi s points, which I have rounded to 60 basis points. 

20 Q. What is your estimate of the cost of equity for FPUC? 

21 A. Ad~i ng the 60 basis points to my DCF and risk premium results provides 

22 a range of 10.4~ to 11.2~ for the cost of equity of FPUC. Exhib't PHL-10 

23 presents the range for FPUC. I believe that the top of this range is 

24 appropriate for the cost of equity for FPUC, therefore, I recommend 11.20% as 

25 the cost of equity for Florida Public Utilities Company. 
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1 Determining the appropriate point estimate i s a difficult but necessary 

2 decision in esti11attng the cost of equity and, ultimately , it rests on 

3 judgement. Having adjusted for FPUC ' s smaller size, I analyzed other 

4 pert i nent risk characteristics. On the favorable side, FPUC has the proven 

5 ability to contract directly for gas in an economical way, wh ich is a definite 

6 advantage in the 636 environment. On the unfavorable side, histor ical 

7 customer growth has been flat with ant icipated customer growth requir ing 

8 capital spending and, thus, financi ng st ress. Also, compared t o the compan ies 

9 in the index , FPUC is more dependent on interrupti ble and transportat ion 

10 customers. Further, FPUC has a comparatively low equity rat io. In my 

11 judgement, the top of the r ange for the cost of equity , 11.20% is reasonable 

12 and will compensate FPUC appropriately. 

13 By convention, the Florida Public Servi ce Comission all ows a range 

14 around the authorized cost of equity. Therefore , I recommend that the cos t 

15 of equity for FPU~ is 11.2~ for all regulatory purposes, with a range of pl us 

16 or mi nus 100 basis points . 

17 Q. Have you checked your recorrmended cost of equity for its effect on 

18 FPUC's financial condition? 

19 A. Yes . Using my reconmcnded cost of equity of 11.2~. I have estimated 

20 the projected pre-tax interest coverage ratio for FPUC to be 2.6x. Thi s 

21 compares favorably with S & P's utility financi al benchmark ratios, wh ich are 

22 listed on Exhibit PHL-11 . Also listed on that exhibit are the benchmark total 

23 debt to total capital ratios. 

24 Q. Have you reviewed the testimony that company witness Robert S. Jackson 

25 filed i n this case? 

- 18 -



1 A. Yes, I h~ve. 

2 Q. Do you have comments about Hr. Jackson 's direct testimony? 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. Yes, I have comments about Hr. Jackson 's comparable earnings analysis 

and market-to-book value adjust.ent to his OCF results. 

Q. What are your comments about Mr. Jackson' s comparable earnings study? 

A. Hr. Jackson uses Valye Line's projected earned returns on common equity 

for 12 gas companies. The probleat with this approach is that , though the cost 

of equity depends on investor expectations , the comparable earnings approach 

ignores capital markets . Value Line's projected earned returns are based on 

projected book value. However, the market value of a share of stock reflects 

investors' expectations and f1 uctuates according to the investors' return 

requirements. Therefore, one s1gnificant problem with the comparable earnings 

approach is that it relies on accounting-based earned returns though 

investors ' required returns, derived from the capital markets , are appropriate 

for determining th cost of equity. 

Also, Hr . Jackson's comparable earnings study uses a group of regulated 

utilities. The book return on equity for regulated firms is affected by the 

past actions of regulators. Therefore, a ci rcularity problem exists with 

using a comparable earnings study that includes regulated utilities since the 

earned returns of utilities are influenced by the rate of return set by their 

regulators. 

Q. What are your comments on Hr. Jackson's market-to-book value adjustment 

to his OCf results? 

. 19 -



1 A. Hr. Jackson adjusts the result of his DCF study upward because the 

2 market-to-book ratios of the companies in his comparison group is above 1. 0. 

3 1 disagree with this adjustment . 

4 According to OCF theory, the required rate of return on common equity 

5 1s the discount rate that equates the stream of dividends in the future with 

6 the marltet price of a share of a company's stock. Investors ' rEquired 

7 returns, as specified by the capital markets, change wi th investor 

8 expectations for investment OPiPOrtunit ies , inflation , and ri sks. Investors 

9 bid the pri ce of a share of stock up or down according to changes in their 

10 requi red returns. That the marlket price of a share of stock is above or below 

11 its book value does not necessitate an adjustment to the OCF resul t . Instead, 

12 this indicates that the required return has changed with changes in investor 

13 expectations and the market price of tne stock. The required return is the 

14 minimum return necessary to attract capi t al and, t herefore, is appropriate for 

15 calculating the rate of return on rate base. Adjusti ng t he OCF result for a 

16 market-to-book value greater than 1.0 will not reflect t he required rate of 

17 return . 

18 Q. Please summarize your testimony. 

19 A. The purpose of my testimony was to determine the appropr iate cost of 

20 equity for Florida Public Utilities Company. Using generally accepted 

21 financial models and making appropriate adjustments for risk, I recommend that 

22 the cost 1f equity for FPUC 1 s 11 . 2~. 

23 Q. Does th1s conclude your testimony? 

24 A. Yes, it does. 

25 

- 20 -
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COWNIY 

-------------AT\NfTA OM IJOHT 
BAY STATE OM 
BAOO«l.YN UHtC* GAS 
IMOIAHA SIERCJV 
LACl£DEOM 
~NA'NRALGA& 
P£0f'lE8 ENEMY 
W~Ott OM UGHT 

---------------AVEAAO£ 

~ N4TUAAL QA8 OISTRISVTlON INOEX 

rNYES"'V9fl" au CHAAAC'T'EAisncs 

C:UAAENT C:UAABff CUAABI1' .. , MOOO't"8 YN.UL UME C:URRalf 1111113 
lOttO lOttO SAfETY VAWEUNE EOUO'Y 

&mQ lWDt!l ~ I£Ita &m 
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A KJ. 2 0.5$ 45~ 
A A1 I O.tlO Sl" 

M - M3 I 0.65 ~ 
M - M3 I 0~ 411'1' 
A A3 2 0..!4 ~ 

M- M3 2 0.7S Sl~ 

M- M3 I 0.70 62'11. 

.LS 2.11 m'a 

SOURO£ : V .... Une .,__. ~. Edllon3, ~ 30, IO'W 
._,.,denciPoot'e ~--~.~181M 
SllnWd -.ld Poot'e 8ond Quldle, ,.,_., 11115 
181M AMnciW ~PuDlo Ullida, OA r._. Uloay Rllpona 

I .a ... ,. CURRENT 
COVERAGE 8&P 
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2.45 lOW AVO. 
3.31 AVO. 
3.:18 SOMEWHAT ABV AVO. 
3.85 HIGH AVO 
:ua AVO 
;).30 HIQHAVO 
3.63 AVO 
403 HIGH AVO. 
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BASIC DCF EQUATION 

o· 
( l+K) • 

where: Dt • Dividends paid at the end of period t 

K • Investor's required rate of return 

P0 = The current price of the s tock 

this also can be written as 
D 0 

P0 • E t , as n approaches • 
t•1 (1 +K) t 

Assuming constant gro-wth in dividends and g< K, t hese equations 
reduce to 

where g is the constant growth ra te in dividends. 



Where 

Exhibit PHL-4, Page 1 of 1 

TWO-STAGE ANNUALLY CQMPQUNOEO OCF MQOE L 

+ ••• 
D., + D.,(l+g) _ _:1_ 

(l •K)" K-g (l+K)" 

P0 • The current stock price 

D, 02 , • • • On • Expected dividends each year 

EC • Flotation costs 

K • Investors required rate of return 

g • The constant growth rate after year n 



_. 

.... 
0 COST OF EOUilY FOR FPUC .... DISCOUNTED CASH FLOW MOOEL 

Gl 
00 
~ 
0.. 

A 

"' ~..-; 
I s GlowU'I GIOWII\ Aver• 

C(!M!Wfi Qffi 2M ~ ~ L~ !!2S! Y1 l-4 ._....!±_ !:l!::f1!2! 1&.::£!9 _.f!!2L 
0.. ATI.NITA OAS UOI-IT 2 .08 2 13 2.10 2.24 280 12..50 102~ 1~ :n.Jnl 207~ 31083 
u BAY STATE OAS 1.« 1.54 1.112 I 70 2 40 11.00 10520 I ()3;21 ZJ.a75 22.2~ 23.083 .,.. 

BAOOI<I.YN UNION OA8 1.38 1.43 1.411 uo 21$ 11.50 1.0257 ~~ 24.500 22.000 23.2S> 
..0 .,.. IHOIAAA ENEJlOY I 011 I 15 L22 1-le 1.85 13.50 I 0810 I 0451 20.1125 117~ 11. 11111 

~ LACLEDEOAS 1.24 1.25 127 1.28 17$ 12.50 1.01011 I 03.JII 20.2~ 11.500 11.3~ 

1&1 NORTHWEST NAT. OAS I .TI ~~ 1.110 us 300 1200 I O.lOII IG420 30.500 27.500 211.000 
PEOPlES ENER<J'f Ul4 1.87 1..01 1.114 a~ 12.50 1.01711 ' 02011 27.175 211. 125 27.000 
WASHINOTON GAS UOHT 2.24 2.21 2.31 2.35 300 11.50 1.01111 1.0240 35.2!10 322~ 33.7!10 

A\I£AAOE 1.&4 I 88 1.73 1.711 2 4$ 12.13 I .Gm 1.0335 25.711 

l24~ • ., 40 ., 31 $U2 

Dela Soul<*!' 
I. Slodl Pilon - $& P Slodl Guide. F tlbluwy I 01115 Edllkln 
2 . OPS. EPS. ROE - VU. Une Edlllon 3 , o-nbe130, 11194 
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BASIC RISK PREMIUM EQUATION 

Where Ke • The cost of equity 

Kd • The expected cost of debt 

RP • The expected ri sk premium 
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BSTIMATBD WONTtD... Y RJSJ: PRm.tJUWS 
MOODY'S NAl'URAL OAS DIS'I'Rf8UT10N lNDilX 
FB.B:RUARY UIS - JAMJARY 199S 

Aanal 
Coe4ol RJak 
Bcplty Free RIU 

YEAR MONTH au Rale PrUij iiJII 

198.S MAR 14..526 11.56 1.966 
APR 1C.2A3 11.92 2.323 
MAY 14.2S7 11..55 2.707 
JUN 14.160 II .OS 3.080 
JUL 14A78 10.48 3,996 
AUG 14.596 10.62 3.976 
SEP U .130 10.70 4.430 
ocr 14S13 10.78 3.793 
NOV l 4.6S4 10.66 3.994 
DEC 14.240 10.19 4.0SO 

\986 JAN 13.<66S 9.68 3 785 
FEB 1.3.393 9.59 3.803 
MAR ll.J28 926 4.068 
APR 12.406 8.15 4 .456 
MAY 12.363 7.58 4783 
JUN 12.AIOO 8.13 4.270 
JUL 11.525 8.27 llS5 
AUG 11.397 7.88 3.517 
SEP 11.3&'7 7.74 3.627 
ocr 11.136 8.10 3036 
NOV 11.330 &06 3..2'70 
DEC 11.066 - s: 3.246 

1967 JAN U.SS3 766 3.893 
FEB 11.360 7.62 3.740 
MAR II~ 7.71 3.624 
APR 11.021 7.6c 3.381 
MJ\Y 11.456 8.35 3.106 
ruN 11.590 8.85 27CO 
JUL 11.431 8.67 2 767 
AUG 11.546 8-77 2.776 
SEP 11..547 906 2487 
ocr 11.833 967 1.163 
NOV 12.553 973 2.82.3 
DEC 12.692 9.10 3592 

ESTIMATED MONTHJ.. Y RISK PREMIUMS C<onllniiCd) 
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......... 
eo.& ol IUat 
Bq• ICJ Free Rlat 

YEAR WOtn'H 0.. R.atc l'rea lu• 

1988 JAN ll.B33 9.23 l.603 
FEB 12.480 8.93 3.550 
MAR l2.JJ3 8-48 3.653 
APR 11.053 8.64 3.413 
MAY ll.OS) 897 3.083 
JUN ll.036 9.30 2.736 
JUL 11.730 9.11 2.620 
AUG 11.707 9.28 2.C27 
SEP u.m 9.42 2.553 
OCT 11.736 9.14 2.596 
NOV 11.703 &.96 2.74} 
DEC 11.747 9.09 2.6J7 

1989 JAN 11.69'3 9.10 2.593 
FEB 11.710 9.~ 2.660 
MAR 11.176 9.1S 2626 
APR tl.220 9..31 2.910 
MAY 12.1l7 9.17 2.9S1 
J'\]1'( 11.967 8.93 3.037 
JUL 11.763 8.31 3..393 
AUG 11..584 8.13 3.45<1 
SE.P 11.492 8.23 3.U2 
ocr 11.168 8.29 2.818 
NOV 11.1110 8.12 3.060 
DEC 11.046 8.00 3046 

1990 JAN 10.72$ 8.00 2.72S 
FEB 10.864 8.37 2.494 
MAR 11..025 8.63 2.39S 
APR 111lS 8.73 ?.40S 
MAY lt.28$ 8.92 2.36S 
JUN 11.404 8.87 2.534 
JUL 11.1110 8.60 2.580 
AUG ILLSO 8 62 2.SJO 
SEI' 11.410 8.93 2.-'80 

OCT 10..830 9.08 1.150 
NOV 11.000 8..89 2.110 
DEC 11000 8.58 2420 

ESTIMATED MO NTHL "t R ISK l'ltEMIUMS (coounucd) 



WONTH 

1991 JAN 
FEB 
MAR 
APR 
MAY 
JUN 
JUL. 
AUG 
SEP 
OCT 
NOV 
DEC 

199'2 JAN 
FEB 
MAR 
APR 
MAY 
JUH 
JUl. 
AUO 
SEP 
OCT 
f'IOV 
DEC 

1993 JAN 
FEB 
MAR 
APR 
MAY 
JUN 
1UL 
AUG 
SEP 
OCT 
NOV 
DEC 

1994 JAN 
FEB 
MAR 
APR 
MAY 
JUN 
JUL 
AUO 
SEP 
OCT 
f'IOV 
DEC 

J99S JAN 
FEB 

AVERAOB 

SOURCES: Value LlDc ID\II:IIIDCDI Sunq 
s.tP Stoct Guide 
M.oo.ly'• Bond~ 
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AaauJ 
eo.a ol Rhk 
EqliJC)' Free Rid: 

Ou Rate Premium 

10.740 8.27 2.470 
10.886 8.31 2.576 
10.869 8.09 z.n9 
10.581 8.36 2.222 
10..530 8.26 2.270 
10.538 8.31 U28 
10.520 BSl 2.000 
10.506 8.47 2.036 
10.407 8.15 l.2S7 
10.7ll 7.9'5 2.771 
10A89 7.86 2.629 
10.465 7.80 2.665 
10.336 1.55 '2.786 
10.391 7.~ 2.931 
10.444 7.76 2.684 
10.428 7.90 2.528 
10.544 7.&S 2.694 
10.478 1.n 2.708 
10.2Q 7.70 2.582 
10.111 7.37 2.747 
9.945 7.15 2.195 
9~ 70S l.SSS 
9.811 7.24 2.571 
9.887 7 40 2.487 
9MI 7.29 l.ISI 
9.313 7.16 2.153 
9.128 &Z1 2.2.58 
83'34 6.63 2.304 
9.00 6.63 2.412 
9.168 6.67 2498 
9.382 6.5-£ 2.$42 
8..605 6.33 2.275 
8..Q.4 6.16 2.46-4 
&..675 5.93 2.7-IS 
8.693 5.89 2..803 
8.968 6.23 2.738 
8.960 6.26 2.100 
8.632 6.2.3 2..&02 
8.721 6.-14 2.281 
8.965 6.89 2.015 
9.132 7.30 1.932 
9.361 7.C7 1.891 
9.553 7.42 2.133 
9.514 7.60 1.914 
9.599 7.54 2..059 
9.m 1.n 1.9S7 
9.618 8.01 I 608 
9..972 &.IS 1..822 

1012.4 7.95 2..174 
9.831 7.9'2 I 911 



TOTAL CAPITAUZATlON AND SAlES VOLUME 

COMPANY 

AnANTA GAS UGHT 
BAY STATE GAS 
BROOI<l..YN UNION GAS 
INDIANA ENERGY 
LACLEDE GAS 
NORTHWEST NAT. GAS 
PEOPLES ENERGY 
WASHINGTON GAS l T 

AVERAGE 

FPUC - Conscl. Gas. Dlv. 

• Gas Sales Onty 

1993TOTAL 
CAPIT ALl2A TlON 

$1,578,600,000 
~.000,000 

$1,897,847,000 
$631,280,000 
$515,312,000 
$849,036,000 

$1,765,870,000 
$1 ,194,702,000 

$1 ,1 24,455,875 

$29,784,622 
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1993 GAS SOLD 
OR TRANSPORTED 

MCF 

266,420,000 
50,418,000. 

128,972,000 • 
111,354,000 
1 08,011 ,000 
10. ,362,900 
277,614,000 
137 ,508,500 

148,082,550 

6.201.000 

toOURCE: 1994 FINANCIAL STATlSTlCS PUBUC VT1UT1ES, C. A. TURNER 
VT1UTY REPORTS, MFRs Sched. B-1 , 
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BONO \1B.D ClfF'EReHTW.S 
Nile~ &ond'IWd~ 
SOurce: Moodya Bond a..wy 

1:20 Morel ..... 0.07118 0.07. 0.10111 0 .11»1 0. 10111 0 .1081 

YEAR MCN" Aa)lfUAD A1SPIU!A.O ~SI'IUIIID ~SPIU!A.O 8M1 SPIJ!AD 8u:2SPUAD 8M3 ------ ------ -- ---- ------ ------- --- ----
Ul85 ....,.. .... OA2. 1.71 0-02 1.7$ 0.14 em 0.14 1.01 0 .14 8 .15 0.14 8.20 

DEC 1.71 o.oz 8.74 o.oz a.n 0.1~ ·- 0 .13 8.o3 0 . \3 8.18 0.13 8.211 
HCN U3 o.o:s ... oM .... 0.12 8 .10 0 .12 8.23 0.12 1.35 0.12 8.47 
OCT U1 0.03 U3 0.03 .... 0 .13 1..118 0. 1~ 11.11 0. 13 8.24 0.13 8.37 
8S' IM o.o:s 8.81 o.o:s .... 0.11 1.75 0 .11 8.17 0 .11 1.811 0 .11 . 

NJO 1.35 0.03 &» O.o3 1.41 0,11 8.52 0 .11 113 0 .11 8.74 0.11 us 
JUl. tAl 0.03 .... o.o:s L47 011 ue 0.11 •• 0.11 uo 0.11 8J1 

NH 1.24 o.o:s Ut OM 01 0 ,11 • • 12 0 .11 ·~ 0 .11 1.64 0 .11 8 .75 
MAY en 0-03 1.30 0-03 1.33 0.1» 8.42 0.1» 1.62 o.oa 1.11 0.00 1 .70 
APR 1 .• 15 O.Q3 1.18 o.o:s 1.22 o.oe 8.30 o.oe I..W o.oe 1.47 o.oe 8.55 
MAR 7.78 0-04 7 .. 1 0-04 1~ o.oe 7 J4 o.oe 1.02 o.oe 1.11 o.oe 1 .20 
FEB 7.38 0.04 7.43 0.0. 7A7 0.10 757 0 .10 7.18 0 .10 7.78 0 .10 7.18 

1884 ....,.. 7.23 o.os 7.21 o.os 7.3:) 0 .11 7 .44 0 .11 1-" 0 .11 7.011 0 .11 1.n 
OEO 7:D o.os 7.211 o.os 7.34 0.13 7 .47 0.13 7.110 0 .13 7.73 0 ,13 7..011 
HOY 7.21 0.0. 7.21 OJ)4 7.30 0.13 7.~ 0 .13 7.50 0.13 7.458 0 .13 7.12 
OCT .... o.os .... o.os 7.o:J O.DI 7 .11 OM 7.18 o.oe 7Z7 o.oe 7..35 
8EP .... o.os . ... ODS 7.0. 010 7 .14 O. tO 7.2$ 0.10 7..35 0 .10 7 .45 
AIJO 713 o.oe 7.18 o .oe 7.25 0 .11 7.38 0 .11 7.41 0 .11 7.$11 0.11 7.70 
JUl 7.43 o.os 7.48 o.os 7.64 0.13 7 .87 0 .13 7.10 0.13 7.83 0. 1~ 8.oe 
~ 7.111 o.or 7.18 007 7.75 0 .10 7.8l5 0.10 785 0 .10 8.o5 0 .10 8 .15 
MAY 7.71 0.01 7.78 0.07 7..011 0 .11 7J7 0 .11 1107 0 .11 1. 11 0 .11 8.28 
APR 7.70 o.oe 7.75 o.oe 7.11 0 .10 7.81 0.10 801 0 .10 8.11 0 .10 8.21 
MAR 7 .. 1 0.()$ 7~ o.os 7}110 007 7J7 0.07 1.03 0 .07 1. 10 007 1.17 
FEB 7M OD4 1.00 0-04 1.0. 0011 ... 13 o.oe 1.22 o .oe 01 o.oe 140 

1118.1 ....,.. 8 .11 o.oc 12:1 0-04 121 010 1.37 010 1.47 0. 10 8..57 010 8 87 
OEC 8.3e 0-04 1..38 0-04 8.43 0.1» 8,.52 OJN 1.110 o.oa 1.118 0011 1 .78 
NCN 8-M 0.0. 1.$8 0.0. 1.113 o.oe 1.71 o.oe 1 .78 o.oe U8 0.08 I.S. 
OCT 1.40 O,o4 I ..SO 0-04 1..54 0.07 11.01 0.07 II !Ill 0.07 11 .78 0.07 8.43 
sa> 11.32 0-04 1..38 0-04 11.40 0 .05 1.45 O.G$ 1.48 o.os 8..54 0.05 858 
NJO 1..35 O.D5 11.311 O.D5 11.4« o.os lAD 0.()$ 8.$3 005 8.50 0,05 8.113 
JUl 8.411 O.c.4 .53 0 .04 157 0 .04 8..11 OD4 165 Q.D( ... 004 1 .73 
~ 8M o.oe 1.73 0.00 8.71 0-04 8.112 0-04 ... 004 1.80 0.0. 8 ... 
WAY 8.7$ o.oe Ill 0.1)1 1..17 005 1.-2 o.os .... O.G$ 801 0 .05 8.oe 
APR 1.12 o..oe 117 0.1)1 8.83 o.oe IM o.oe 80S o.oe 1111 o.oe 917 
wq 1.87 o.os en 0.()$ IJ7 o.oe 8-03 0.08 8.10 0 .00 11. 18 o .oe 8.22 
FEB 1.42 o..oe 1.17 o.oe a.ea 000 .... o.os 8.o. 0.05 8.oe 005 8 .1 .. 

1882 JAH 1.70 0.07 e.n 0.07 .... 0.05 1..18 0.05 8.83 0 .05 8.81 o.os 803 
DEC 177 0.06 1.&2 o.oe I ..Oil ooe I .IN o.oe 11.01 o.oe 8 .07 o.oa 8 .13 
NOV . .., o.oe •• o.oe 8.05 ooe 1.13 o.oe uo o.oa 8.21 000 131 
OCT ... 0.07 845 0.07 8 .12 0,07 8 18 0.07 ~.2$ 0.07 8.32 O.D7 8~ 

sa> 8.o2 O.D7 e.oa 0.01 8 . UI ooe 822 o .oe 828 0 .08 8.34 008 8 .40 
AUG 8 14 o.oe 8.21 008 8.28 o..oe 9..35 o.oe 8 .41 0 .00 11.47 0.08 9.$3 
JUl t ole 0.10 8 .($ 0. 10 8-" 0.05 11.110 o.os 804 o.os 8118 0.05 117• 
~ 8.38 0 .10 IIA8 0.10 11.68 0.07 8..011 O.D7 8 .72 007 8711 0.07 8011 
W..Y I.U o.oe 1..35 0.011 8.44 0.07 8 51 0.07 8.57 0.07 8.64 007 8 71 
APR 8.23 0 .11 t.» 0.11 8.40 o.08 8,52 0 .00 ll..:il 0 .08 1104 008 8 70 
MAR 11.34 011 I-"' 0 .11 8-" ooe 11..11 008 IIU 000 1174 000 9110 
fEB 1.21 0 .10 1.'17 010 1147 0.07 11..54 007 011 007 11.61 007 8 75 

11181 JN4 I ..SO 0.11 ll,lll) 0 .1 1 1 .71 o..oe II 78 o.oe liM o .oe 11oe 0 08 1004 
DEC 8A2 0 .10 8.113 0. 10 8 .73 o..oe II ..II o.oe I.M o.oe IIIII 008 1004 
NOV uo 0.10 8..10 0 .10 8JO 007 8JI7 0.07 10 OS 007 10 12 0 .07 1010 
OCT 8-" o.oe II.N o.oe IO.OS o.oa 10.13 0 .08 10.20 0 .08 10.211 008 IO.Ja 

sa> 11.15 o.oe 10.0. o.oe 1012 0.07 10,111 0.07 10.2$ 0.07 1032 0.07 10 38 
NJO ta:s o.os 11.17 0.()$ 9.82 0.07 8M 0.07 1005 0 .07 1012 007 10 18 
JUl .... o.os 8.70 0 .05 8 .75 o .oe 8.At o..oe IIIMI 0.06 11$2 o.oe 1188 
.JUN 887 0117 173 0.07 11..110 005 8.45 005 IIJ1 005 1190 005 10.01 
MAY •• o.oe . ... o..oe 10.00 0 05 '0.()$ o.os 10 II 005 1010 oos 10.2 1 
APR ... , 0 ,1)4 .... 0-04 11.82 001 9Ja O-D7 1001 0.01 10.13 007 10.20 
MAR tM 0,08 e.n o.oe 8 .&5 007 an 0.07 II PSI 0 01 10.00 007 1013 
FEB U3 o.oe 8.70 ooe 8 .711 007 11.113 0.07 oat 0.07 9.N 001 10.0') 

111e0 ....,.. us o.oe I ..SO o .oe 11..50 008 uz 0.08 8.18 0 .00 8.74 0 .00 11.80 
DEC I~ o.oe ·~ o.oe 8.44 005 0 411 o.os 1155 005 9110 005 885 
N!:N t.34 o.oe I 42 ooe t..51 004 8-" 0-04 a .eo 0 04 904 004 11011 
OCT t.31 O.DII 11.45 0011 t.S.C 003 1.57 0.()3 • 81 003 1104 003 1111 
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BOND YIElD IXFFERENTlALS 
Public Ulillty 8oncl Yield Awrao-
Soun:.: Moody'• Bond Sl.uwy 

120 Month AIIWfage O.D768 O.D76a 0.1081 0 .1091 0 .1091 0 .1091 

YEAA MON' Aa3~ A1 SP1tEAD A2SPtlEAD A3 SPil.£A.D 8u 1 Sf'R.EAO Baa2 SPflEAO Baa3 

------- ------ ------ ------ --- ---- --- ----
SEP 9.43 0 .08 9.50 o.oe 9.58 0.~ U2 0.~ 9.68 0 .04 9.70 0.04 9.74 
AUG 9.35 0 .08 9M 0.08 9.&2 0.~ 9M 0.04 9 .80 0.~ 9.84 0.04 9.68 
JUl. 9.32 0.09 9 .41 0.09 9.SO 0.()5 9..55 O.o5 9.58 0.05 984 0 .05 9 .68 
JUN IUS o.oe SIS o.oe 9.&4 O.o5 Ulil 0.05 9.75 0 .05 980 0.05 9.85 
MAY lil.86 0 .07 8~ 0.07 9~ 0.10 10.09 0 .10 10.19 0 .10 10.,2g 0 .10 10.39 
APR 10.07 0.05 10.13 O.o5 10.18 0 .10 1028 0 .10 10.39 0 .10 10.4lil 0 .10 10.58 
MAA 10.11 o.oe 10.17 0 .08 10.23 0 .09 10.32 0 .09 10.41 0.09 10.50 0.09 i 0 .59 
FEB lil.98 o.os 10.02 0 .05 10.07 ( •.10 10.17 0 .10 10.28 0 .10 10.38 0.10 10.'18 

1989 ~N 9.95 0 .08 10 .02 0.08 10.08 0 .10 10.18 0.10 10.28 0 .10 10.38 0.10 10.48 
DEC lil.95 0 .05 10.01 0 .05 10.08 0 .13 10.19 0 .13 10.31 0 .13 10.44 0 .13 10.57 
NOV lii.8S 0.08 9.91 0 .08 9.97 0 .11 10.()8 0.11 10.20 0.11 10 31 0 .11 i 0.42 

OCT IU!3 0.03 U7 0.63 Iii ..tO 0.15 10.~ 0.15 10..20 0.15 10.~ 0.15 10.50 
SEP 10.43 o.oe 10..52 0 .09 10.31 0 .17 10.78 0.17 IOM 0.17 11 .13 0 .17 11 .30 
AUG 10.96 0 .11 1 t.OS 0 .11 11 .17 0 .17 11.34 0 .17 11.52 0 .17 11 .89 0 .17 11 .86 
.J.1L 10.8S O.Oiil 10.915 0 .09 11 ,0.4 0 .18 11.20 0.18 11.38 0.16 11.52 0.18 11 .68 
.AJN 10.61 0.09 10.70 0.09 10.79 0 .18 IO.&S 0.18 11.11 0.18 11.27 0.\8 11.43 
W.Y 10.62 O.Oiil 10.72 0.09 10 .81 0.19 11 .00 0.19 11 .19 0.19 11 .38 0.19 11 .57 
APR 10.37 0.08 10.46 0.08 I 0.5-4 0.23 10.n 0.23 11 .00 0.23 11.23 0.23 11 48 
W.R 9.98 0.08 10.03 0 .08 10.09 0.20 1oa 0.20 10.49 0.20 10.69 0.20 10.89 
FEB 8.97 o.oe 10.04 0.08 10.10 0 .18 10.28 0.18 10 .47 0.18 1065 0 .18 10.83 

1988 JAN 10.60 0..08 10..88 0 .08 10.78 0 .18 10.95 0 .18 11 .15 0.19 11 34 O llil II .S3 
oec 10.85 0.07 10.91 0 .07 10.98 0 .18 11 .17 0.19 11.38 0.19 11.55 0.19 11 .74 
NOV 10.69 0.07 10.75 0.07 10.82 0 .18 1\ .01 0 .18 11.21 0.19 11 40 0.19 11.59 
OCT 11 .19 o.oe 11..2e 0.08 11 .34 0 .18 11.$3 0. 111 11 .72 0 .19 11 .81 019 12.10 
SEP 10..&5 018 11..oG 0 .19 11..22 0 .12 11.34 0 .12 11 .48 0.12 11.58 012 11.70 
AUG 10.18 0 13 1"1.32 0.13 10.45 0 .15 10.!0 0.16 1075 0.15 10.80 0 IS 1\ .05 
.A.II. 8.85 0 .15 h l.OO 0 .16 10.15 0 .18 10.31 0.18 10 48 0.16 10.62 o. \6 10 .78 
JUN 9.75 0.1 .. II.N 0.14 IO.D2 0 .15 10.17 0.15 10 .31 0 .15 10 46 0 .15 10.61 
MAY 9.72 0.09 0.8~ 0.09 11.01 0 .18 10.07 0.18 10.24 0.16 10.40 0 16 10 .56 
APR i.23 0 .08 11.30 0 .08 9.38 0 .18 9.5-4 0 .18 8.80 0.16 9 85 0 16 10.01 
MAA 8.7 4 ').10 88.3 0 .10 8.83 0 .09 9.02 0.09 IiilO 0.09 9 19 0.09 8.28 
FEB 8.79 0.10 8.80 0 .10 0.00 o.oe 9.08 o .oa t115 o.oe 9.24 008 9 32 

1987 JAN 873 O.tt 8..1<4 0.11 8..05 0.11 o.os 0.11 g 18 0.11 g27 0 .11 038 
DEC 8.91 0 .10 8,.02 0 .10 11.12 0 .12 U.24 012 t37 0.12 '1.411 0 12 9 £ 1 
NOV 11.10 0 .09 8 .18 0 .08 11.28 0 .14 8 .42 0.14 055 0.14 0.69 0 1'1 fj fi3 

OCT 8.33 O.Oiil 11.43 0.09 8.52 0 .14 U8 0.14 0 81 0.14 9.95 0.1 .. 10 .09 
SEP 8 . .36 o.oa a . .u 0.08 11.52 0 .15 11.87 0 .15 11.81 0 .15 'J 91'; O lf. 10 II 
AUG 0.12 0.09 11.20 O.Oiil 9.2G 0 .14 11.43 0 .14 9.56 0.14 11.70 01-\ 984 

.J.1L 8.18 0 .11 8..2e 0.11 0.37 0 .11 8.48 0 .11 1158 011 e .68 0 11 Sl80 
JUN 11.45 O.Oiil 0.53 0 .09 9..82 0 .14 9.78 0 .14 ua 0. \ 4 10.0.'3 0 .14 10 17 
W.Y 8..A5 0 .07 11..52 0 .07 11.59 0 .14 11.73 0 .14 aaa 0 , .. 10.02 0.14 1016 
APR 8.96 O.DII a..os 0 .09 11.14 0 .18 0.30 0.18 847 0.16 9 63 0 .16 8 .79 
MAA 9.27 0 .11 11.37 0 .11 a.•a 0.14 9 .62 0.14 8.n 0.14 9 91 0 14 10.05 
FEB 10.07 0 .08 10 17 0.09 10.2e 0 .18 10.42 0.18 10 58 0 .16 10 74 018 10 90 

1086 JAN 10..56 0 .12 10.57 0.12 10.79 0 .15 IO..t-4 0.15 11 09 0 .1!i 11~4 0 1 ~ 11 .39 
DEC 10.70 0.13 10.8-4 0 .13 10.117 0 .17 11.14 0.17 11 31 0 .17 11 .48 0 .17 11 ,65 
NOV 11.23 0 .13 11.38 0 .13 11 .411 0 .18 11.87 0.18 11.88 0 .18 12 .().4 0 18 12.22 
OCT \1 74 O.IJ 11.38 0.13 12.01 0 .17 12.18 0.17 12.35 0 .17 12.52 0 .17 ~ ~ £9 
SCP 11 .33 0. 115 lUllS 0 .15 12.13 0.20 12.33 0.20 12.52 0.20 12.72 020 12.92 
AUG 11.81 0 .11 11Ja7 0 .16 12 13 020 12.33 0 .20 1253 0.20 12 73 020 12Sl3 
.AJL 11.72 0. 17 11.80 0 .17 12 07 0.21 12..28 0.21 12 48 021 12.70 0 .21 12.91 
.AJN 11.83 0 .115 1t.M 0.15 12.13 0 .18 12..31 0.18 12.48 0 .1 8 12.88 0 8 12.84 
W.Y 12.81 0 .18 12.81!1 0 .18 13.12 0.17 13.211 017 13.45 017 13.82 0 17 13 79 
APR 13.32 0 .115 13.48 0 .15 13.81 0 .17 13.78 0.17 13..t4 0 .17 14 11 0 17 14 25 
MAA 13.82 0 .12 13.75 0 .12 13.87 0 .11 13.Sie 0.1 I 14.08 0 .11 14.19 0 11 14.30 
FEB 12.05 0 .07 13.01 0.07 13.08 0 .12 13.20 0.12 13.32 0 .12 13.44 0 .12 13.56 
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RANGE FOR Fpuc 

RANGE FOR MODELS 

ROUND TO NEAREST 
10 BASIS POINTS 

SPREAD TO ADJUST 
FOR SMALLER SIZE 

RAHGE FOR FPUC 

9 . 83~ to 10 . 61~ 

9 .8~ to 10.6~ 

60 Basis Points 

10.4~ to 11.2~ 
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S & P UTILITY fiNANCIAl BENCHMARK RATIOS 

GAS DISIRIBUTORS 

PRETAX INTEREST COVERAGE {X) 
BUSINESS POSITION: 

ABOVE AVERAGE 
AVERAGE 
BELOW AVERAGE 

TOTAL DEBT TO TOTAL CAP ITAL (~) 
BUSINESS POSITION: 

ABOVE AVERAGE 
AVERAGE 
BELOW AVERAGE 

AA 

3.75 
4.25 

AA 

46 
41 

A 

3 .00 
3.75 
4.25 

A 

51 
46 
42 

SOURCE: Standard and Poor's Global Sector Rev iew, July 1994 

BBB 

2.00 
2.75 
3.25 

BBB 

58 
53 
49 
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION 

In Re: Application for a rate 
increase by FLORIDA PUBLIC 
UTILITIES COMPANY. 

) DOCKET NO. 940620-GU 
) 
) FILED: MARCH 3 I 1995 

---------------------------> 
CERTIFICATE OF SERYICE 

I HEREBY CERTIFY that one copy aach of Staff's Testimony of 

Pete Lester and Nancy E. Pruitt has been furnished to 

Wayne Schiefelbein, Esquire, Gatlin, Woods, carlson and Cowdery, 

1709 D Mahan Drive, Tallahassee, Florida 32308 on behalf of Florida 

Public Utilities Co~pany and that true and correct copies thereof 

have been furnished by u.s. Mail this 3rd day of March, 1995, to 

the followinq: 

F. c. cressman 
Florida Public Utilities Co. 
Post Office Box 3395 
West Palm Beach, FL 33402-3395 

~~~. ~~-
VICKI D. JOHNSON 
staff counsel 

Florida Public Service Commission 
101 East Gaines street 
Tallahassee, FL 32399-0863 
(904) 487-2740 




