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Dlii£C1' ltSTitan' CF PAll. W. STALLCUP 

Q, WOuld JUU pl .. 1t1te 1fiUI'- end bus1ness lddress? 

A. fCr - 11 Plul It Still~. fCr bus1ness lddress 1s 2540 ShUIIard Dak 

llaulevlrcl. T1lllhuue. Flor1dl. 32311. 

A. I • .. lCIId 1W till F101"1dl M11c Serv1ce ec.1ssion as the Supervisor 

of the Fcncllt Slct11111n till D1v1S1CII of Auditing and F1nancial Analysis. 

Q. WOuld JGU p~ • r1a JGUF -.c.tional and professional experience? 

A. Yes. I ........ ,_ Fl01"1dl Stlte ~1vers1ty in 1977 w1th a Bachelor 

ot Science 1n EtGmlcs with .tnors 1n •tt Jt1cs lnd stltistics. I received 

~Mister ot Sc1111Ct 1n ~cs f,. Flor1dl Stlte ~1vers1ty in 1979 and. 

IS 1 Ph.D. Clnd1dlte. CDIPlltld the caurse .,.-It requ11'W for the degree and 

stood for and Pissed till cb:tor1l ..-1nat1ons 1n .acroeconomic theory. 

111crOI!COim1c tt1earJ. llld - tr1cs 1n 19110. 

In Jlnulry 1•1 I* .. 1. by Flor1dl ~ lnd Light ~ny as a 

Load Fllf'Kist Ani lilt 111 1ts ~- P1 ... 1ng llepln.nt.. In this capacity. 

I prtp~red short llld lCIIII teN foreclsts of C1J1111111Y Illes. peak dellanct. and 

custc.er growth. In Jlnulry 1113. I 111111 IIP1oyed by the Florida Public 

Service ec.tss1111 • 111 kaiGitc Anll15t llld in 1991 N~S pronoted to my 



• 

• 1 present pos1t1on of __..,1_. of the Fcnast Sect1on 1n the Bureau of 

2 Revenue Aequh Its 1n the Dtv1s1on of Aud1t1ng IIIII F11'11nc1al Analysis. 

3 

4 a. wauld ,... pl ... -"• ,_ test1-..,? 

5 

6 A. Yes. "'test1..., PI Ill ttl the results of 1 r1sk ll'lllys1s I performed 

.7 on the prqnstd lll4r aut of the lilt ten ,..rs of the contract between Florida 

8 Pooler Corporlt1on (flit) IIIII Orl .. Colen Ull1ted (OCl). Th1s risk analysis 

9 v1es the Pl~ll~ lll4r aut u 1 llllltlllt111 1Mwtwnt t\ii)Oituntty being offered 

10 to FPC ratepQirl IIIII · 11 IVIliiiWII on the blsts of lllhether or not the 

11 tnvest.nt w111 prov1clt 1 NUOIIIble Nturn. I be11eve thlt 111 analys1s is 

12 .are CCiiifieheol51we U. tlllt PillS :ted b1 flit w1tness Scfluster or by Office 

• 13 of Nl11c Counsel ((IIC) w1tnus Llrt1n. lnd prov.ides 1 better assessment of 

14 the fil'llncial risk the PI Gil astd ..., aut asks FPC ratepayers to assume. I 

15 describe haw I '*few 1d • n11111 IIIII haw 1t differs fro. those performed 

• 

16 by Witnesses Schuster n Llrt1n. I also • sponsoring Exhib1ts PWS • I 

17 through PWS • 5 lttlchld to • tut1-..y. 

18 

19 a. llllt do the results of,_ nst ll'lllysis show? 

20 

21 A. The results of • r1st n11111 shaw that. given current expectations 

22 abaut future fuel pr1cu. infllt1on. llld the fii'IIIICill Nrket ·s current 

23 evaluation of nst, till Plllllllld lll4r out Cllllltlfns 1 s1gnificant degree o# risk 

24 llflich cauld fii'IIIIC1a11y hi,. rltlpQII's 1f the buy out ts approved. 

25 
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Q. WOUld you plMse prow1dl 111 owervt• of IDf you pel"fOI"'Ied your risk 

analysis? 

A. Yes. I begin 11f WlJStl IW ldapttng tile overall Mhodology offered 

by FPC wttness Schuster tn &lttb1t 7 to ltfs prefflld dtrect test180ny. This 

.thado101111sts tn col ... (1) lnd (2) tile foreclsted values of the Capacity 

.-.t £nerv ,.,..U that,.....,... .. currawtly abl1gated to pay under FPC"s 

ex1st1ng contriCt wta. CD..,.,. till Pll1od ,,. 1997 to 2023. Co11ect1vely. 

these col.ns 1re Cl11111 tile c.t11ct Clle stnce they contatn the costs that 

ratep1yers wtll tnar....., U. extstt111 Qlltrlct. 

Colu.ns (4). (6). lftd (6) ltst tht fGriCISted values of the Capacity. 

Energy . and Buy ~ COlts thlt ret1P1J1n ICIUld PlY 1f the proposed buy out 

1s approved. lhler U.ts SCM~r1o. the Clplctty IIICI Enerw costs from 1997 to 

2013 are the s.e 11 tiiJSe Usted....., the contriCt s1nce the proposed buy 

cut does ftDt tate effltt nn 81C. tbll'llr. blgtm1ng 111 2014 and extending 

to 2023. the Clplctt.J.., e..., COlts Nflect the forecasted costs associated 

wtth q»e~lttnga 115 flNd ~- qcle Ull1t. This 1s the type of unit that 

FPC ass.-s wt 11 replace tht ..... thlt 1110Uld hive been provided under the 

contract with oa.. Collec:ttvely. these col.-ns are called the Replacement 

c.se sha they reflect U. COlts that r1tepQers w111 be obligated to pay if 

the prcposed bu.J out ts ...,... end 1 Nplace 1nt source of ~r ; s 

requtred. 

f1Nlly. the ftiKIItld au .....,. tilt RlplKe ent Case are subtfacted 

frc. the forecasted costs Wider tht cantract Clse and a net present va 1 ue 

(IF\') alcullttan ts ...,... ... on tMie dt,.•as. If this NPV 1s positTve. 

. 3 • 
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J the analysts .._. that ratlpQWS 1re eapected to be better off 1f the 

2 Plqmid 114J GUt ts _..... If tilt .V ts 111111ttve. the analysis shows that 

3 ratepQers are ...-s to Ill .... _. tf U. praposed bu.J out 1 s approved. 

4 

5 Q. llllt dwllll dtd ,.. -. to U.1s .....,logr tn order to perfonn your 

6 r1sk M~lysts? 

7 

8 A. I •ltftld fiiC"s ..,..,.., tn t1n1 ...,s. Ftrst. I replaced FPC"s 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Z2 

23 

24 

25 

forecasted escallt·tm rita for fuel prtces lftd construct1on costs with 

esalatton ratll alltltMd ,,. Dltlllsauras Incorporated (~1>. Second. 1 

chlnged the cit sault rite Ulld to ,.. fen the ..V Cllcu1at1on 1n order to 

better reflect U. risk till PI CIIIOIId lll4r out 1sts ratepayers to assllfte. And 

thtrd. I perf.._. 1 ... tttvftJ •lysts on the MPV alculat1on using ORI's 

blse Clse. apttlltsttc .... Plllflltsttc forte~sted esc~lation rates to arrlVe 

at 1 range of .V ¥11• wtthtn tllhtdt I auld ,...SCNbly expect the ultimate 

t.v value to fall. 

0. .._, do )IOU •lf• ·tt ts IIIPf'CIPf'ilte to use lltl"s forecasted escalation 

rates for fuel .,.-tees tnsteld of those used by FPC? 

A. There are tint ,..... "-' I beltevt ft 1s 8Df'e appropriate to use 

llll's fcnc~sted IICI1att• rates f•tlld of those used by FPC. F1rst. I 

believe thlt FPC"s 1 ... t.. lllturl1 111 prtce "forecast (fPC's 9702r fuel 

foreast) -.y '*tlllt11111 undlllltt..W tile future ·•rtet pr1ce of natural 

g~s . As sian tn • EJidbtt 1. FPC"s llltln1 111 prtce forecast ts IIJCh lower 

• • • 
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1 then those u.ttted 11r attw Flort• uttltttes tn thetr 1997 Ten Year Site 

2 PliiiS. tlltlt tilts forecut - be IIJPiaprfate over the near term due to 

3 extsttng natural 1111 cantrlc:tl. 11r the tt• the proposed buy out occurs in 

4 2014. - atstt111111 mwtriCtl FPC cun'llltly his wtll hive expired and they 

5 wtll hive to IllIG allttltld It PNV1t11111 •rtet prtces. UStng the gas pnce 

6 fareciSts of the attw uttltttu u 1 calSGISUS fcnctst of lllhat these market 

7 prtcu wtll Ill tlldtcatu t1t1t natural 111 prtces wtll be htgher than those 

8 used by FPC. f~atle•e. IIW Ellltbtt 1 1110 shOws thlt DIU's 25 year natural 

9 gas prtce tonast rel .... tn ,..._ 1W7 c:antcns closttb to the natural gas 

10 prtce fcnctsts of the Clthlr uttltttes. Fn. thts I conclude that DRI"s 

11 natural gas fONCISt prawtdll 1 NIIOillblt tstt•te of future gas prices. 

12 Saoild. I llllttve tltlt tn ordlr to jultt fy the proposed buy out. FPC. s 

13 INlysts sllould Ill nDIIt liiiiUIIh to stlnd 141 to the tncluston of reasonable 

14 foreclst ISSIIIIPttn f,. f'llllitlb1e sources such IS DIU. By using DRI"s 

15 forecast U51111Pttn tn IIW rtsk nlysts. I • able to .. sure the extent to 

16 lllhtch the cost etfiCttVIIIISI of the piaposed buy out ts dependent upon FPC's 

17 forecast asSIIIPttn. 

18 Thtrd, the fuel prtce fONCIIts used by FPC are bastcally ten year 

19 forecasts t1t1t hive ._, tlltrlpolltld ton.rcl en lddtttonal 17 years. The DRI 

20 foreasts on the Clthlr hind 1rt tlkln fn. 1111's long ten1 25 year forecast 

21 released tn August 1W7. lhllt fcnclsts cower 111 but the last year of the 

22 proposed buy out Ind. tn iiW aptnton, •••sent 1 bftter basts for estimating 

23 IIPV SIY1 ngs . , 

24 The 1111 fuel prtce tiCilltton l'ltel used tn IIW rtsk analysis are 

2S contttned tn IIW Elllltbtt 2 . 

. s . 
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1 0. llhlt t s the t..-:t on till Ill¥ t f lit I' s foreclsted fue 1 prices are used 

2 instead of tiiDie provtdld by FPC? 

3 

4 A. 11le Ill¥ IIYtngs IN redlad f,_ 132.7 11111ion to 119.9 1111llion. 

5 

6 Q. 11\Y do,., belt .. tt ts IPPI'GP'flte to dlluge the escalation rate used 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

by FPC to estt-.te the cost of llufldtng I giS fired camined cycle unit in 

2014? 

A. 11le esalltton rite USid by FPC ts not the correct price index to use 

for estt..ttng...,. pllllt COIIItructton costs. 11le escalatton rate used by 

FPC ts dlrtved rr. the D Ftlllll IIMII~. ~Wible Equi~t price index 

f,. lltl. Tilts pnce tndex ts dlstFid to .-sure prtce chlnges of goods that 

are cU'Ible tn 111t1n ... t111t n 111111 to equtp extsttng business structures. 

These goods tncludt offtce equt.-nt IIIII fumtshings. autCIIObi les. personal 

CIJIIIIUter'$. and lt- .chtNI'J. A 1111'1 IPP'Gpi tate escalator is the GOP Fixed 

Inves~ Nlltc uttltttes Structures pr1ce index. This price index is 

designed to ... sure dllngu tn the cost of butlding electrical generation 

factlittes. telec• MtCittons factltttes. IIIII other types of public utility 

structures. 

Additi01111ly, the COIIItructton cost esalatton rates used by FPC are 

tlken f,.IIU's ._, 1W7 Un ,_. forlclst and hive been extrapolated forward 

an addttt01111 17 ~- 'lllllltl tcncuts USid tn 111r ar~~lysis are takew from 

lltl's long ten1 25 ,..r fcnc:ut releued tn August 1997. 111ese forecasts 

cover all but the last ,..r of the PICIIIDSICI buy out and. in my opinion. 

• 6 • 
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1 rept esent 1 better blsls for estl..tlng Ill¥ SIJIIIIIIS. 

2 The lal futl pMCI esalltlon rites used In _, risk analysis are 

3 contained In IIW £JIIIIb1t 3. 

4 

5 Q. llllt Is the 1..-c:t on tile -. wvlngs resulting fro11 using DIWs 

6 esc~latlon rates "'lch IOU feel are 11JPi iipi"late lnsteld of those provided by 

7 FPC? 

8 

9 A. The Ill¥ smngs are redlad f,.. 132.7 •1111on to 528.0 •illion. 

10 

11 Q. llllt Is tile 1..-c:t on Ill¥ Savings Iller! both the fuel forecast 

12 as$UIIIptlons n construction ISQlltlon l'ltes "" chlnged? 

13 

14 A. The Ill¥ savings are mad,_ 132.7 m111on to 515.2 •111ion. 

15 

16 Q. Would IOU pl ... •lain ._ It Is 11JP1oprllte to chlnge the discount 

17 rate used by FPC to c:ala~llte tile Ill¥ wvlngs to ratepayers? 

18 

19 A. Yes. The diSCGIIIt l'lte used by FPC Is the ~ny·s current after tax 

20 •rginal cost of CJPitll of 1.11 Plle&lt. This Is the appropriate discount 

21 rate to use tftrl evalultlng proJICts "'I ell 1re funded through the issuance of 

22 FPC debt lftd equtt,. n tMt 1 liN IlK tile tnte of financial risk norma ll.r 

23 asSOCIIted w1th fiiC proJectS. ,. 

24 The JlhliiDIId .._, aut. hm••r. Is •lther being funded by the CClqlany 

25 nor Is It necess1r111 OBplrlble to IIDI'81 FPC projects in tenns of its 

- 7 -



• 1 finn:tal nst. lhllr FPC's Ph41G111. ~are betng asked to fund the 

2 buy out IIIII are be1ngllkld to - 111 the f1Nnc1al rtsk associated with 

3 tt. FUI'ttler8'e. sc. e'-'ts of tilt lluy out appt!lr to be IIIUCh riskier than 

4 others. For IIIIIPl•. tilt Pf'0.1ICttd fnlrlr costs UIIIJI!r the Rep 1 a cement Case 

5 are ~- largelJ IW tilt future pr1ce of 111tural gas. and are much 

6 rtstter thin tilt ClplctQ COitl Ulldlr tilt Contract Clse llltch are known with 

7 certa1ftt1. n•etore. 1 _.. """aprflte d1SCOIIIt rate structure to use is 

8 one that po•lJ ur • tilt r11b l'ltlpiJers are betng asked to assume and 

9 sets the d1SCOIIIt rates ICCOr'dtllllJ. 

10 

11 0. llllt tJpl of dtiCGIIIt l'lte stniCture ts lfliii'GPI'11te? 

12 

• 13 A. I beltM r11k adJusted dtSCOIIIt rates (I!Gl are the appropriate 

• 

14 dtscaunt r1tes to ... tn eval•ttng the proposed buy out. This type of 

15 dtsCOIIIt rate ts fNQIIitlJ used tn CIP1tal budgettng situations where 

16 dtfferent el..U of 1 projlct hive dtffete1t levels of rtsk associated with 

17 tta. Thts ts _, stlltlar to the stt.-tton w hive here. 

18 

19 0. Haw are r1 sit ld,justed dt SCOIIIt rates calculated? 

20 

21 A. Rtslt ld,1uiUIII dtiCIUit Ntes are calculated bJ recogntztng that discount 

22 rates are c '4 alld of tMI ........,.,ts: 1 rtslt free rate and a risk premium. 

23 The r11k fNI l'lte ts st11111 till ..tit's petceptton of the current time.,alue 

24 of .,.., 111M there ts no r1sk ISIOC11ted wtth an tnvestlll!nt. This rate is 

25 typtca11y .....-.d bJ the U.S. TNISUI'1 Bond rete stnce tt is backed by the 

• •• 
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1 Fecler1l ID'I•• 1 It IIIII ts ri ... a lletng virtually rtsl:. free. The risk . . 
2 ...-~~~ ts tilt ldlltttnl retum tiWIItors I'ICJrire tn order to accept the risk 

3 ISSOC11ted wttlll Pll'ttGilli' tnwest.Jt. The gretter the perceived risk . the 

4 grelter tile rtst ..-till tnwestors wt 11 requtre to 1ccept that risk. 

5 For ellllplt, tn .... 1117, tile 1ver1ge 30 Treasury Bond rate for the 

6 .mil WIS 6.77 PIIWit lild FPC's pre tlx •rvtn~l cost of capital was 10.20 

7 Jill cent. 1111 rtst ..-till IIICICflted wtth FPC's 1fter tax ~~argtnal cost of 

8 CIPftll IGild be tilt dt fllllwa bit diP tilt rtst. free r1te of 6.77 percent and 

9 the pre tlx .,.tM1 COlt of capttll l'lte of 10.20 percent. or 3.43 percent 

10 Thts rtst ..-till itplll ill tile tnwest.nt ~tty's evaluation of the 

11 retum I'ICJri,.. tow tpt tilt rtst aractlted wttll projeCts llldertal:.en by FPC. 

12 Furtlewe. tf .... projiCt ,,. mother CCJ11P111Y 1s viewed as being twice 

13 as rtsty as 1 prcUict llldlrtlkln by FPC. then the risk pl'f!llilll for that other 

14 project Clft be att..ad a being twtce thlt of FPC's rtsl:. premhJn. or 6.86 

15 pacent. lllal Cllllltttflld with tilt rtst f,.. rite of 6.77 percent. the estimated 

16 rist ldjusted dtsault l'lte for tile othlr projeCt IGild be 13.63 percent. 

17 

18 0. Haw did J11U 1111111 the tdel of risk ldjusted discount rates to the 

19 lftllJSiS of the PIC~IId liLlY out? 

20 

21 A. Rtst ldJUSUd dtsault l'lttl e1n be wHeel by recognizing that the 

22 wl15ts PI ea.Jt.ld tn FPC witness Sdllster's Exhibit 7 consists of five 

23 sep1r1te tapeilditure flM: tile ClplcttJ lild Enerv costs lllder the Collltract 

24 Clse (COliiiiS 1 lldd 2), W1d tilt c.-:tt¥, fnlrV, lild 11u1 1M costs under the 

25 Repl1c 1 nt Clse Ccol ... 4, 5. lild 6). '1111 v1lues tn t1110 of these col~~ms 

• 9 • 



• 1 Ire ki!IMI wtth Cllf'tltnty. 1hele 11'1 the Clplctty costs under the Contract 

2 CISe 1nd the ~ ~ costs llldllr the Alpl~t CISe. Because there is no 

3 rtst 1ssoct1ted wtth these uplndtture f10115. the IIJPraprlate discount rate 

4 to use ts the rtst free rite u .uured by the 30 yl!lr Treasury Bond rate. 

S Next. the Ciplctt,r costsllldllr the Alp11CI nt CISe Ccolum 4) conta~n 

6 the estt..tld ODitl flf FfC but1dtllll.., aper1tt1111111 electric generating plant 

7 (lfter tnc:ludtlll the v.rtlble • costs rte01 decl tn the Energy cost in co 1 umn 

8 S). 11lese casts..,. c:tlallltld by FPC by a~lttplytng the estimated cost of 

9 buHdtlll 1 79.Z Ill p1111t by 1 Ft* Clllrge Rite that Incorporates the 

10 dep;ectlttCIII eapellse. ~ .... other IIIPIIISIS ISSOC:IIted wtth operating a 

11 pllllt flf tilts st•. u •11 11 1 NIICIIIIble retum on the Investment required 

12 to buUd the pllllt. 11 ..-till thlt the vol1tthty. or risk. in this 

• 13 eJIIIIIIIItture nw ts ~c:tl of the ktnd of rtst thlt the Investment cOIIIIIJnity 

14 ISSOC:tltes wtth 111 FPC proJicts. te c:tn then ISSign FI'C's current pre tax 

IS •rgtftll cost of CIPttll. lO.Z pe;c:alt. IS the ftftiiiC111 11artet ·s current 

• 

16 1ssess.nt of the return NqUtred for tilts level of rtst, Fi'Oiil this. a risk 

17 prat .. Clll be ISIOCtlted wtth the ...,.ldtture flaw contltned In colum 4 by 

18 stbtriCttlll the rtst fNI Nte ,_ FPC's pre tlx •rgtftll cost of capital. 

19 Thts rtst prat .. ts tilt ...ut's CUI'I"Mt eveluatton of the additional return 

20 tt requt res tn lddttton to the rtst free r1te to ICCtPt the risk I ness. or 

21 vol1tt11t,r. tn tilts t"ltldlture nw. 
22 llext. rtst ldJUSted dtscaunt r1tes Clft be estl..ted for the remaining 

23 two col.-.s. the fnlrllr. costs llldllr the ContriCt Clse (col..-. 2> art! thl' 

24 Energy costs iiiCier the .. liC ;t Cise (COliiWI 5) by CCJIIIINring the risk ~ness 

25 or vol1tt1tty tn thtst ..,..,tture naws to the rtsttness of colum 4. the 

• 10. 
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1 costs assoc11ted wttll butldtngllld aperat1ng 1 111M" plant. For exa!ll>le. if 

2 the eApaidtture flCIIf 1n col• S. till Enerw costs l.llder the Replacement Case. 

3 are twtce 11 rtll.r • till I 'Jidtbn flCIIf 1n colUM 4. then the risk prennum 

4 for colUM S ald Ill bftct • 111'11 11 the rtsk prellhll ~~e~sured in column 

s 4. Thts rtst ....... taa•tl• wttll tilt rtsk free rate. 1111111ld yield the nsk 

6 ldJuSted dti1:Gir' rete for col• s. 
7 As 1 ft111l stlp. till rtsk ld,Justed dtSCIUit rates are adjusted for the 

8 effect of tilt r......,...· 1-U.S to yteld the after tax risk adJusted 

t discount l'ltel. ..._. dtiCIIIIIIt rltel reflect the retum required to 

10 ~ i"IIIP.,.I • • lt'tlr w 111111 for the r1sks they are being asked 

11 to ...... 

12 Wtth rtsk ld,1ust.d dtiCIIIIIIt rates asstgnecl to each of the five 

13 upe~ldtture flCIIIS. each '" 1ldtbn flCIIf Clll be dtscCUited by its Olin n sk 

14 ICI,1usted dtscallt rtte to yteld 1ts CIWI .V. The IIPVs of col~~r~s 1 and 2 are 

15 added together to llf'lllllct tilt .V of till Contract Clse. and the NPVs of 

16 col...s 4. 5. IIIII a ... lddJid together to fen the ltiPV of the Replacement 

17 Clse. The .V of tilt IIJplK 1t Clse ts UltriCted fro11 the NPV of the 

18 Contract Clse to yteld till f1Ml .V. If thts ft111l NPV is positive. the 

1t analysts shows t111t till ..., aut p!apoul mre thin ldequately coq~ensates 

20 ratepiJer'S ftll' the rtsts the.r IN betng asked to ass••. If the final NPV is 

21 negattve. tilt 111111111 llilll.s t111t tilt _, aut proposal does not adequately 

2Z ....... lflte rltlpQirs for till rtlk tlley Ire betng asked to ISSUE. 

~ , 
24 Q. Haw dtd yau....,. till rtlk1•s. til' volattltty. in each of the five 

25 elq)endttllre flCIIIS 1n ordlr to CllQillte till rtsk ldJusted discount rates? 

• 11 • 



• 

• 

• 

1 A. The rtst tn lldl Of the the e,....tture flows was calculated by 

2 inserttng lltl"s blse case. apttlltsttc. and pess1•1st1c 25 year forecast 

3 as$Uipt1ans for futl prtces _. canstructtan cost esc1lat1on rates tn the 

5 

6 

7 

8 

9 

4. -l.rsts PI' fOi •• 11r Fft. 1111 vertlbtltty tn etCh expenditure flow was 

CGIIIPINd to tts lVII III wl• to eJIPNSS the var11b111ty 1n percent~ge terms. 

For eM~~Ple. - tf • ....,_ ... fl• vtrttd by plus or •inus SlO. and 1ts 

avert~~ v1l•- 11•. ttl volattlttl or rtsttness Gald be ten percent. 

These e~lcullttans. 1long wtth till dertvtttan of the r1slt adjusted discount 

rites for eldt Of till fhl ....,_tan flaws. 1re presented 1n IIY Exhibit 4. 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

Z2 

23 

24 

2S 

0. Would.,., pl ... dllcMbl IDf,.. perfONICI 1GJr sens1tiv1ty analysh? 

A. Yes. "' ... tttY1tl -1JS1s canststed of calculating three sets of 

e,..,enditure fl .. ltlt t11a1e .,_. tn FPC wttness Sc:IUter's Exhib1t 7. One 

set ~~as based 1410ft •r·s ~t llt7 base Clse 25 year forecast ass~t1ons 

for fuel prtce lftd c:anstructt• cost esc~latton r1tes. Another set was 

alcullted .. tng 1m ·s Plllltlltsttc wrston of the ,_ forecast. and the third 

used DIU • s apt tilt sttc verst on of the s.e fortc~st . 
These three lltl forlclst -ICIMMOS ,...sent 1 ·reasonable range over 

-.tctt future fuel prtc.. lftd IICI11ttan rates can be expected to vary. 

Sill1l1rly. the ..-ldtt&n flM ~- f,_ thlst forte~st scenar1os provide 

1 rasonable .._..Of tile ....,c rtst FPC's proposed buy out presents to 

tts ratep~Jws 1ttr111Utible to till tntrtnstc ..artltnty of future eccl'lonJtc 

develop1ents. 
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Z2 

23 

24 
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0. llauld Jill pl- -.latn IDf,.. CXIIIbtlllll the elaents you have already 

descr1bed tnto 1 ftnal rtst nl.rsts of FPC"s ptopased ~out? 

A. Yes. Eldl of tile ttw. Mtl of eJ41111111ture naws celculated in the 

sensit1v1t1 nl.rsts ws dtscaunted •tng the r1sk ICIJusted d1scount rate 

mhodolOIIJ 1 hive dlscr1111d pravtMIJ to yteld a II'V. Each of these NPVs 

11115 then tetghted ICCOUitng to tile jNCIINbtltttes IIRI ISS1gns to each of its 

three fONCtst st••t• (lllle CIM • 50 peiCIIIt. pess111tst1c • 25 percent. 

and apt111tsttc • 5 peiCIIIt) llld ldllld togetller to y1eld I f1nal NPV value 

celled the EJpect.ed R. F,.. tNse ,_,Its • .e can obtl1n an estimate of the 

Hte11hood t11et tileR of the pr'md 111w aut w111 be negative. 

0: 1111t c1o tile results of 1fJ/I" nst n1111s show? 

A. tty E.lltl1b1t 5 ptiUitU tile results of lilY rtsk analysis. This exh1b1t 

shows that the Rs 1'11111 ,.. 1 law of ftllllt1ve 138.3 •1111on under IIRI"s 

pessill1st1c forecast K a to. to 1 blse CIH II'V of 112.5 •11 Hen. and up to 

149.9 111111on under IIRI"s apttll"lsttc scenarto. w1th an overall Expected NPV 

of 19.2 llt111on. F,.. tNie results I conclude that there 1s approximately 

I 40 percent CMIICI tNt rttlpl,)llrS WUld be MIWCI tf the proposed buy out 

15 approved. IIIII tpp~Oid..Wiy 1 10 pei Clllt c:hlnce that they IIIOUld be better 

off 1f the PI ClllJlSed ~ aut ts IIJPIOVICI. 
, 

0: Did Jill ..U ,. ~ to tilts ant1JS15 to .ae 1t .,,. applicable 

to the proposed ~ aut? 

- 13 -



• 1 A: Yes. lhllr llll's PISit•sttc ICIIIIrto lllltch gives rise to the negative 

2 1311.3 •ntCIIIII¥. lllturll gu prtms IN projeCted to grow ..ell faster tt:an 

3 coal prtces. It - ,..IGIIIble to ....-:t thlt if this scenario lllll!re to 

4 occur t111t FPC old Clllltdlr 111•1t11111ltlmltives to the natural gas fired 

5 tamined cycle llltt used tn tilt WlJStl. For tx~~Ple. FPC •ight consider 

6 Ieiding 1 coal gutfier to tile CGIIII'Ined cycle 111tt to provide fuel diversity. 

7 Thts old Nlstintt11l1 tncreue the Clplctty cost 1n exchange for the 

8 lb111ty to ut11ta 1 less eJII&twe fuel. lblewer. tt 1lso seeiiS reasonable 

9 to elll*t tt11t tf tile ..,.lttCII ..at ts ...,_,llted by the year 2014. that 

10 FPC lltght be reluctlnt to tncreae tts ftllld tnvest.nt ill a .are expensive 

11 pllnt beciUSe - tilt tiiCI•Ied rtlk ..-n such .,. tnvest.nt 101ld entai I. 

12 Bl blllla. tt - reasanlble to eJ1P1Ct: t111t if natur~l gas prices escalate 

• 13 es descrtbed tn !Ill's Plllt•sttc ~e~~~~rto. FPC could avoid the higher gas 

14 prtces b1 butldtnga.,. "ratve pllnt. but thlt course of ection is not 

• 

15 certain. 

16 To ICCOIIIt for thts IIICII'tltnty. I belteve thlt tt ts appropriate to 

17 reduce the Wight ustgllld to !Ill's pesst•sttc cese fn. a 25 percent 

18 jiiCiblbllitJ to a 10 jllltelt jiidlllbtltty. lilts change reflects the likelihood 

19 that FPC 101ld relet to IWOtd lltgller natural gas prtces without c0111pletely 

20 re.wtng the prablbtlttJ thlt thl1 ...,ld choose not to react. 

21 

22 Q: What do the results - 1f/lll' risk wlysis Shaw If you make this 

23 acljust.nt to the Wight 1sstgned to !Ill's pesst•tstlc scenario? , 

24 

2S A: As shawl tn .. EJhtbtt 5. thts chlllll tncretses the Expected NPV from 
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• 

• 

• 

1 19.2 1111ltCII to 118.7 11111tCII, ... reduces the dllnc:es of tile NPV going 

2 negettve frc. 40 pe1 calt to IPIJI'Oid•tely 33 pe1 cent. 

3 

4 Q. How 1101ld ,au ~N 1fM1r r1sk nlysts to thlt provtded by FPC witness 

s Sctuster? 

6 

7 

8 

9 

10 

11 

12 

13 

14 

IS 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. As I e.ve stltad 81rlt•. I lltlteve -r rtsk analysis provides a more 

c...,.ehevlsive evalUittCII of the r1sk of the PICIIIOSed ~ out. First. ;t 

tncludes the latest Mtllble 101111 ten1 forec~sts for tile key econCIIIic 

IS~tCIIS frc. !~~ddt till ftMl .V ¥111111 IN dertved. Second. it 

tncorporates 1 dtsault rite stN:ture thlt ev1l111tes the risk that the 

PIClPCISed ~ out ISb rltlpQolrs to aa• It current 81rltet rates. Third. 

tt e~~~~loys 1 senstttvtty nlysts to .. sure the extent to IIIIich the final 

II'V can be influencld by Ylrytng ICIIII.-1C c:andtttCIIS. 

0. How does 1fJJr r1sk nlysts cttffer frc. te.t presented by OPC witness 

Llrktn? 

A. Ill'. Larkin's nlysts ts stllilar to lline in the sense that we both 

belteve thlt the appn1111 tete dtsault rate to use is the ratepayers· discount 

rate. nat FPC's •1"111111 COlt of CIIP1tll. lbever. M sets hts discount rate 

within 1 range of 13 pelunt to 18 Pllcalt by nating te.t ratepayers typically 

carry ~ crecltt Cll'd cllllt or -other forw of unsecured loan. The...,ore. 

he believes the IIIPICIPI tlte dtiCGIIIt to use tn ev1l111ttng the proposed buy out 

ts the rlteplyers' apportuntty Cllllt of •tng the 149.4 •111iCII to pay off 

• 15 • 



• 1 these t11115 of debt. 

2 

3 Q. If both JGU Mil It". Larttn n NISUI'11111 the dtSCOIIIt rtte fi"OII the 

4 rtteplyers' perspectl• • .._, IN till cHSCGIIIt rates dtfferent? 

s 
6 A. As I stated prevtMlJ, It". Llrttn bases !Its est1Nte of the ratepayer 

7 dtsautt me an the rltlpQirs' Cllll*'bll1tl costs. an ippi"'OCh thlt I believe 

8 hiS _,.tt. 1he IPIIIOidll lllwe clwJ IIR to tate tvllllltes the proposed buy out 

9 as 1 potenttal tiiVIS-.t appartlltt~ tn IUdl till sa. wy thlt an investor 

10 lltght evallllte till profttlbnt~ of 1 long t... tnves~ opportunity using 

11 capttll b+'a t11111 Ml!Mtan ttdllt.-s. Stltld another Mlf. Mr. Larl:in sets 

12 hts dtSCGIIIt rtte ,_ tM potnt of vtew thlt l'ltlplyers tre retttl customers 

• 13 of the cred1t ...-kets .,..le I set 111tW frc. tlllpotnt of vtew thlt ratepayers 

• 

14. are tnvestors tn till crecHt Nttets. 

IS 

16 Q: Dtd JGU perfOI'IIIft1 at111r rtsl nl,_ an till praposed buy out? 

17 

18 A: Yes. I also J6 foi 1 f 1 rtsl -lysts blsed upon ~ Sllll! adjusted Dill 

19 scen~rto I descrtbed prevtulJ but set the dtSCOIIIt rate equal to 10.9 

20 percent. •td·IIIIY betlllllll FPC's rate of 8.81 percent tnd OPC Witness Larkin"s 

21 rate of 13.0 pen:~~~t. lilts dtSCGIIIt rate ws IPI)lted to each of the 

22 expenditure flCIIIIS tn till nl11ts. 

~ r 

24 0: lfllt dtd thts ... l,.ts shaw? 

2S 
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• 

• 

• 

1 A. "' Eldltbtt 5 11111 iU tilt I'IIUlts of thts rtsk analysis as well. This 

2 exhtbtt shalls t111t the MIVs r11111 f.,. 1 law.of III!Jitive S8.1111ilhon under 

3 IIU's pesstlltsttc fcnast SCI MO. to I blse Clse IIPV of negative S0.9 

4 111111on. llld .. to 13.0 llt111on under 1111's qlt1111st1c scenario. with an 

5 over111 upected vel• of lllglthe SO.S 111111on. Frm these results. I 

6 estt-.te tNt tNre ts 1 50 i*'*lt cllluce thlt p!CJpDSed buy out would result 

7 1n negettve rltlpiJer Slvtng. llld 1 50 percent chlnce that it would y1eld 

8 pos1t1ve r1ttp~JW NV1ngs. 

9 

10 Q. In 1(1111' aptnton. !law stDild tilt ca.tsston interpret the results of your 

11 . rt sk nlyses? 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

2S 

A: I believe 1111r rflk nl.rses ·1 mtrete thlt the proposed buy out 

contains • s1 .. 1flcent • a - of rflk lllhtch cauld ftnenctally harm ratepayers 

tf the p1oposed ._aut ts IJJ CMd. lhts rtsk should be balanced. however. 

aglinst ather f1Ctar11~ IW It'. Sdllster IIIII Mr. Larkin. but which are 

beyond the scope of 1111r testt.an,. 'Dietr fJCtors tnclude the issue of 

intergenellt1CN1 .-t.r. tilt 111111 of reductng potentially strandable costs. 

IIIII the 91111111 destre to llelp Flortdl's utt11t1es and thetr ratepayers avoid 

the very lltgh costs butlt tnto the litter yeers of contracts like this one. 

0. Does tilts conclude 1(1111' testt~? 

• 
A. Yes. tt does. 
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BEFORE THE n.oltiM ~IC llltVIC& COIMISIIOII 

In re: Petition for approwal of 
early te~ination ... n~t ·to 
neqotiated qualifying facility 
contract with Orlando cogen· 
Limited, Ltd., by Florida ,.._r 
Corporation. 

DOCiif 10. 1&1184-IQ 

nLED: -~~ 241 199'7 

C'"'"AD or 1 111fJGI 

I HBRBBY CBR'J'In tbat - t~ ..a OK&Wat copy of Staff'• 

Direct Te•ti.ony of Paul w. aa11oup .._ funi.._. br u.a. Mail 

thi• 24th clay of sept.-.r 1 11171 to tile lollowiala 

Air Products ' Ch.-!cala, Inc. 
R09er Yott 

Office of tublic Counael 
c/o !be Florida Lefialature 
111 •. llediMn ltrHt 7210 Hamilton Blvd. 

Allentown, -PA 18195 

Orlando cogen Li•ited 
Ann Padjen, Eaquire 
8275 Exchan9e Road 
Orlando, FL 32809 

Florida Power Corporation 
Jim McGee, Eaquire 
Post Office Box 14042 
St. Petersburg, FL 33'733 

~toea 112 
Yallahaa ... , rL 32399-1400 

lteel Hector ' Davia 
.. ttbew Cbilda, laquire 
215 Iouth Monroe ltr .. t 
Suite 110 
7allabaa ... , rL 32301 

~!Iv 
Staff eofnMl 

Florida Public Service Comaiaaion 
Gerald L. Gunter Building 
2s•o lbu.a~ oat Boulevard 
7allahaa ... , Florida 32399 
(150) 413-6111 




