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DIRECT TESTIMONY OF PAUL M. SYALLCUP
Q. Would you please state your name and business address?

A. My name is Paul W. Stallcup. My business address is 2540 Shumard Oak
Boulevard. Tallahassee. Florida, 32398.

Q. By whom and in what capacity are you employed?

A. 1 = ewpioed by the Florida Public Service Commission as the Supervisor
of the Forecast Section in the Division of Auditing and Financial Analysis.

Q.  Would you please summerize your educational and professional experience?

A. Yes. [ gradusted from Florida State Untversity in 1977 with a Bachelor
of Science in Economics with minors in msthematics and statistics. I received
my Master of Science in Econowmics from Florids State University in 1979 and.
as a Ph.D. Condidate, completed the course work required for the degree and
stood for and passed the doctoral examinations in macroeconomic theory.
microeconomic theory. and econometrics in 1980.

In January 1981 1 was esployed by Florida Power and Light Company as a
Load Forecast Analyst 1n its System Planmning Department. In this capacity.
1 prepared short and long term forecasts of company sales. peak demand. and
customer growth. In Januery 1983. | was employed by the Florida Public
Service Commission as an Economic Anslyst and in 1991 was promoted to my
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present position of Supervisor of the Forecast Section in the Bureau of
Revenue Requirements in the Division of Auditing and Financial Analysis.

Q. Would you please summarize your testimony?

A. Yes. My testimony presents the results of a risk analysis I performed
on the proposed buy out of the last ten years of the contract between Florida
Power Corporation (FPC) and Orlando Cogen Limited (OCL). This risk analysis
views the proposed buy out as a potential investment opportunity being offered
to FPC ratepayers and is evalusted on the basis of whether or not the
investment will provide 2 reasonable retum. [ believe that my analysis is
more comprehensive then that presented by FPC witness Schuster or by Office
of Public Counsel (OPC) witness Larkin, and provides a better assessment of
the financial risk the proposed buy out asks FPC ratepayers to assume. |
describe how I performed my snalysis and how it differs from those performed
by Witnesses Schuster and Larkin. [ also am sponsoring Exhibits PWS - 1
through PS - 5 attached to my testimony.

Q.  What do the results of your risk smalysis show?

A. The results of my risk analysis show that. given current expectations
about future fuel prices. inflation. and the financial market's current
evaluation of risk, the proposed buy out contains & significant degree of risk
which could financially harm ratepayers if the buy out is approved.
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than those submitted by other Florida utilities in their 1997 Ten Year Site
Plans. While this forecast may be appropriate over the near term due to
existing natural gas contracts. by the time the proposed buy out occurs in
2014, any existing gas contracts FPC currently has will have expired and they
will have to be renegotiated at prevailing market prices. Using the gas price
forecasts of the other wtilities as a consensus forecast of what these market
prices will be indicates that natural gas prices will be higher than those
used by FPC. Furtherwore, my Exhibit 1 also shows that DRI's 25 year natural
gas price forecast relessed in August 1997 conforms closely to the natural gas
price forecasts of the other utilities. From this | conclude that ORI's
natural gas forecast provides 2 reasonsble estimate of future gas prices.

Second. 1 believe that tn order to jJustify the proposed buy out. FPC's
analysis should be robust enough to stand up to the inclusion of reasonable
forecast assumptions from reputable sources such as DRI. By using DRI's
forecast assumptions in my risk amalysts, i am able to measure the extent to
which the cost effactiveness of the proposed buy out is dependent upon FPC's
forecast assumptions.

Third. the fue) price forecasts used by FPC are basically ten year
forecasts that have besn extrepolated forwerd an additional 17 years. The DRI
forecasts on the other hand are taken from DRI's long term 25 year forecast
released in August 1997. These forecasts cover all but the last year of the
proposed buy out and. 1nh my opinion. represent & better basis for estimating

NPY savings. ’
The ORI fuel price escalation rates used In my risk analysis are

contained in my Exhibit 2.
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Q. What s the fapact on the WPV if DRI's forecasted fuel prices are used
instead of those provided by FPC?

A. The NPY savings are reduced from $32.7 million to $19.9 million.

Q. Why do you believe it is appropriate to change the escalation rate used
by FPC to estimste the cost of building a gas fired combined cycle unit in
20147

A. The escalation rate used by FPC s not the correct price index to use
for estimating power plant construction costs. The escalation rate used by
FPC is derived from the GDP Fixed Investaent, Durable Equipment price index
from ORI. This price tndex is designed to measure price changes of goods that
are dursble in nature and that are used to equip existing business structures.
These goods include office equipment and furnishings. automobiles. personal
computers. and 1ight machinery. A more appropriate escalator is the GDP Fixed
Investment Public Ut1lities Structures price index. This price index is
designed to measure changes in the cost of building electrical generation
facilities. telecommmications facilities, and other types of public utility
structures.

Additionally, the construction cost escalation rates used by FPC are
taken from ORI's May 1997 ten year forecast and have been extrapolated forward
an additional 17 years. The DRI forecasts used in my analysis are takee from
ORI's Tong term 25 yoar forecast released in August 1997. These forecasts
cover all but the last year of the proposed buy out and. in my opinion.
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represent a better basis for estimating WPV savings.
The ORI fus) price escalation rates used in my risk analysis are
contained tn sy Exhibit 3.

Q. What is the fmpact on the NPV savings resulting from using DRI's
escalation rates which you feel are appropriate instead of those provided by
FPC?

A. The NPV savings are reduced from $32.7 million to $28.0 million.

Q. What is the impact on NPV Savings when both the fuel forecast
assumptions and construction escalation rates are changed?

A, The NPV savings are reduced from $32.7 million to $15.2 million,

Q. tould you please explain why it is appropriate to change the discount
rate used by FPC to calculate the NPY savings to ratepayers?

A. Yes. The discount rate used by FPC 1s the company’s current after tax
sarginal cost of capital of 8.81 percent. This is the appropriate discount
rate to use when evaluating projects which are funded through the issuance of
FPC debt and equity. and that represent the type of financial risk normally
associated with FPC projects. v

The proposed buy out. however. 1S neither being funded by the company
nor is it necessartly comparable to normal FPC projects in terms of its
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financial risk. Under FPC's proposa). ratepayers are being asked to fund the
buy out and are being asked to assume 211 the financial risk associated with
it. Furthermore, some elements of the buy out appear to be much riskier than
others. For example. the projected Energy costs under the Replacement Case
are deterwined largely by the future price of natural gas, and are much
riskier than the Capacity costs under the Contract Case which are known with
certainty. Therefore, a more appropriate discount rate structure to use is
one that properly messures the risks ratepayers are being asked to assume and
sets the discount rates accordingly.

Q. Wt type of discount rate structure is appropriate?

A. I believe risk adjusted discount rates (RADR) are the appropriate
discount rates to use in evaluating the proposed buy out.  This type of
discount rate is frequently used in capital budgeting situations where
different elemants of 3 project have different levels of risk associated with
them. This 1s very similar to the situstion we have here.

Q.  How are risk adjusted discount rates calculated?

A.  Risk adjusted discount rates are calculated by recognizing that discount
rates are composed of two components: & risk free rate and a risk premium.
The risk free rate is simply the merket’s perception of the current time%value
of money when there is no risk associated with an investment. This rate is
typically measured by the U.S. Treasury Bond rate since it is backed by the
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Federal goverrment and is viewed 8s being vii't.uﬂly risk free. The risk
premium 1s the additions] return investors require in order to accept the risk
associated with 8 particular tnvestment. The greater the perceived risk, the
greater the risk premium investors will require to accept that risk.

For example. in June 1997, the average 30 Treasury Bond rate for the
month was 6.77 percent and FPC's pre tax marginal cost of capital was 10.20
percent. The risk premium associated with FPC's after tax marginal cost of
capital would be the difference between the risk free rate of 6.77 percent and
the pre tax merginal cost of capital rate of 10.20 percent, or 3.43 percent
This risk prenfun represents the investment commumity's evaluation of the
return required to accapt the risk associated with projects undertaken by FPC.
Furthermore, 1f another project from snother company is viewed as being twice
as risky as & project undertaken by FPC., then the risk premium for that other
project can be estimated as being twice that of FPC's risk premium. or 6.86
percent. khen combined with the risk free rate of 6.77 percent. the estimated
risk adjusted discount rate for the other project would be 13.63 percent.

Q.  How did you apply the i1des of risk adjusted discount rates to the
analysis of the proposed buy out?

A. Risk adjusted discount rates can be applied by recognizing that the
analysis presented in FPC witness Schuster’'s Exhibit 7 consists of five
separate expenditure fows: the Capacity and Energy costs under the Cosmtract
Case (columns 1 and 2), and the Capacity. Energy. and Buy Out costs under the
Replacement Case (columns 4, 5. and 6). The values in two of these colums




W O ~N A W

10
11
12
13
14
15
16
17
18
19

21

24

are known with certainty. These are the Capacity costs under the Contract
Case and the Buy Out costs under the Replacement Case. Because there is no
risk associated with these expenditure flows, the appropriate discount rate
to use is the risk free rate as seasured by the 30 year Treasury Bond rate.

Next, the Capacity costs under the Replacement Case (column 4) contain
the estimated costs of FPC building and operating an electric generating plant
(after including the Veriable OBM costs recorded in the Energy cost in column
5). These costs were calculated by FPC by multiplying the estimated cost of
building a 79.2 W plant by a Fixed Charge Rate that incorporates the
depreciation expense. taxes. and other expenses associated with operating a
plant of this size, as wel) as & reasonsble return on the investment required
to build the plant. By assuming that the volatility, or risk. in this
expenditure flow is typical of the kind of risk that the investment community
associates with al) FPC projects. we can then assign FPC's current pre tax
marginal cost of capital, 10.2 percent. as the financial market's current
assessment of the retum required for this level of risk, From this. a risk
premium can be associated with the expenditure flow contained in column 4 by
subtracting the risk free rate from FPC's pre tax marginal cost of capitatl.

This risk premium is the serket’'s current evaluation of the additional return
it requires in addition to the risk free rate to accept the riskiness. or
volatility, in this expenditure flow.

Next. risk adjusted discount rates can be estimated for the remaining
two colums, the Energy costs under the Contract Case (column 2) arti the
Energy costs under the Replacement Case (column 5) by comparing the riskiness
or volatility in these expenditure flows to the riskiness of column 4, the

-10 -
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costs associated with building and operating a power plant. For example. if
the expenditure flow in column 5. the Energy costs under the Replacement Case.
are twice as risky a3 the expenditure flow in column 4, then the risk premium
for coluan § would be twice as Yerge as the risk premium measured in colum
4. T™vis risk premium. topether with the risk free rate. would yield the risk
adjusted discount rate for column 5.

As a2 final step. the risk adjusted disomnt rates are adjusted for the
effect of the ratepayers’ income tames to yield the after tax risk adjusted
discount rates. These discount rates reflect the return required to
compensate ratepiyers on an after tax basis for the risks they are being asked
to assume.

With risk adjusted discoumt rates assigned to each of the five
expenditure flows. each expenditure flow can be discounted by its own risk
adjusted discount rate to yteld its own NPY. The NPVs of columns 1 and 2 are
added together to preduce the WPV of the Contract Case. and the NPVs of
colums 4, 5. and 6 are added together to form the NPV of the Replacement
Case. The WPV of the Replacament Case is subtracted from the NPV of the
Contract Case to yleld the fina) WPY. [If this final NPV is positive, the
andlysis shows that the buy out proposal more than adequately compensates
ratepayers for the risks they are being asked to assume. If the final NPV 1s
negative, the andlysis shows thet the buy out proposal does not adequately
compensate ratepayers for the risk they are being asked to assume.

Q. How did you msasure the riskiness. or volatility. in each of the five
expenditure flows 1n order t0 calculate the risk adjusted discount rates?

-1 -
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Q. Would you plesse &plain how you combined the elements you have already
described into a final risk analysis of FPC’'s proposed buy out?

A.  Yes. Each of the three sets of expenditure flows calculated in the
sensitivity smalysis wes discounted using the risk adjusted discount rate
methodology I have described previously to yield a NPV. Each of these NPVs
was then weighted according to the probabilities DRI assigns to each of its
three forecast scanorios (base case = 50 percent, pessimistic = 25 percent.
and optimistic = 25 percent) and added together to yield a final NPV value
called the Expected WPY. From these results. we can obtain an estimate of the
11kelihood thet the NPV of the proposed buy out will be negative.

Q: what do the results of your risk smalysis show?

A. My Exhibit 5 presents the results of my risk analysis. This exhibit
shows that the NP¥s range from a low of negative $38.3 million under DRI's
pessimistic forecast scomario. to 2 base case NPV of $12.5 million. and up to
$49.9 willion under DRI's optimistic scemario, with an overall Expected NPV
of $9.2 million. From these results I conclude that there is approximately
3 40 percent chance thet ratepayers would be harmed 1f the proposed buy out
1s approved. and approximetely a 60 percent chance that they would be better
off if the proposed buy out is approved.

L 4

Q: Did you mske any adjustments to this analysis to meke it more applicable
to the proposed buy out? .

-13 -
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A: Yes. Under DRI's pessimistic scenario which gives rise to the negative
$38.3 million NPY. natural gas prices are projected to grow much faster than
coal prices. It sesms ressonable to expect that if this scenario were to
occur that FPC would consider generation altermatives to the natural gas fired
combined cycle unit used in pho amalysis. For example, FPC might consider
adding a coal gasifier to the combined cycle unit to provide fuel diversity.
This would substantially increase the Capacity cost in exchange for the
ability to utilize 2 Tess expensive fuel. However, it also seems reasonable
to expect that 1f the generation market is deregulated by the year 2014, that
FPC wight be reluctant to increase its fixed investment in a more expensive
plant because of the incressed risk exposure such an investment would entail.
On balance. it ssems redsonable to expect that if natural gas prices escalate
as described in ORI's pessimistic scenario. FPC could avoid the higher gas
prices by building a more expensive plant, but that course of action is not
certain.

To account for this uncertainty. 1 believe that it is appropriate to
reduce the weight assigned to DRI's pessimistic case from a 25 percent
probability to a 10 percent prabability. This change reflects the likelihood
that FPC would react to avoid higher natural gas prices without completely
resoving the probability that they would choose not to react.

Q: What do the results of your risk amalysis show if you make this
adjustment to the weight assigned to ORI's pessimistic scenario? v

A: As shown in my Exhibit 5. this change increases the Expected NPV from

- 14 -
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$9.2 million to $16.7 willion., and reduces the chances of the NPV going
negative from 40 percent to approximstely 33 percent.

Q. How would you compare your risk snalysis to that provided by FPC witness
Schuster?

A. As | have stated earlier, I Delieve my risk analysis provides a more
comprehensive evalustion of the risk of the proposed buy out. First, it
includes the latest available long terwm forecasts for the key economic
sssusptions from wirich the final NPV values are derived.  Second. it
incorporates a discount rate structure that evaluates the risk that the
proposed buy out asks ratepayers to assume at current market rates. Third.
it employs a sensitivity amalysis to measure the extent to which the final
WPV can be influenced by varying economic conditions.

Q. How does your risk analysis differ from that presented by OPC witness
Larkin?

A. Nr. Larkin's smalysis is similar to wine in the sense that we both
believe that the appropriste discount rate to use is the ratepayers’ discount
rate, not FPC's marginal cost of capital. However, he sets his discount rate
within a range of 13 percent t0 18 percent by noting that ratepayers typically
carry some credit card debt or some other fors of unsecured loan. Theréfore.
he believes the wm discount to use in evaluating the proposed buy out
is the ratepayers’' opportunity cost of using the $49.4 million to pay off

- 15 -
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these types of debt.

Q. If both you and Wr. Larkin are measuring the discount rate from the
ratepayers’ perspective. why are the discount rates different?

A. As | stated previously. Mr. Larkin bases his estimate of the ratepayer
discount rate on the ratepayers’ opportunity costs. an approach that | believe
has merit. The approach 1 hive chosen to take evaluates the proposed buy out
as & potential investment opportunity in much the same way that an investor
might evaluste the profitability of a 1ong term investment opportunity using
capital budgeting evalustion techniques. Stated another way. #Mr. Larkin sets
his discount rate from the point of view that ratepayers are retail customers
of the credit markets while | set mine from the point of view that ratepayers
are investors in the credit markets.

0: Did you perform any other risk analyses on the proposed buy out?

A: Yes. 1 also performed 3 risk analysis based upon the same adjusted DRI
scenario | described previously but set the discount rate equal to 10.9
percent. mid-way between FPC's rate of 8.8] percent and OPC witness Larkin’'s
rate of 13.0 percent. This discount rate was applied to each of the

expenditure flows in the analysis.

Q:  what did this analysis show?

- 16 -
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A. My Exhibit 5 presents the results of this risk analysis as well. This
exhibit shows that the WPVs range from & low of negative $8.1 million under
DRI's pessimistic forecast scenerio. to & base case NPY of negative $0.9
million. and wp to $3.0 million under DRI's optimistic scemario, with an
overall expected value of negative $0.5 million. From these results. 1
estimste that there 15 a 50 percent chance that proposed buy out would result
in negative ratepayer saving. and & 50 percent chance that it would yield
positive ratepayer savings. -

Q. In your opinion. how should the Commission interpret the results of your

- risk analyses?

A: I believe my risk analyses demonstrate that the proposed buy out
contains a significant dagree of risk which could financially harm ratepayers
if the proposed buy out is approved. This risk should be balanced., however.
against other factors introduped by Mr. Schuster and Mr. Larkin, but which are
beyond the scope of my testimony. Their factors include the issue of
intergenerational equity. the issue of reducing potentially strandable costs.
and the general desire to help Florida's utilities and their ratepayers avoid
the very high costs built into the latter years of contracts like this one.

Q. Does this conclude your testimony?

A. Yes, it does.

.17 -
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