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P R O C E E D I N G S  

(Transcr ipt  fo l lows i n  sequence from 

Volume 3.) 

MR. MELSON: As Mr. Benore i s  re tu rn ing  t o  the  stand, 

we are passing out a s i m i l a r  summary document f o r  h i s  rebu t ta l  

testimony . 
CHAIRMAN JABER: And, M r .  Melson, c l a r i f y  f o r  me 

where these - - because I know M r .  McWhirter w i l l  ask the  same 

question, i t  i s  a good one, which i s  where does t h i s  

informat ion o r i g i n a l  1 y der ive from? 

MR. MELSON: A l l  r i g h t .  Page 1 comes from the  t e x t  

o f  the testimony. Page 2 i s  h i s  Schedule 12. Page 3 comes 

from h i s  Schedule 12. Page 4 i s  one o f  h i s  schedules, and I 

unfor tunate ly  don ' t  have the  reference on it. Page 5 - - the  

next page i s  Schedule 18, the  fo l l ow ing  page i s  Schedule 20, 

and the  f i na l  page i s  Schedule 21. 

CHAIRMAN JABER: Okay. So a l l  informat ion from 

exh ib i t s  o r i g i n a l  l y  f i  1 ed? 

MR. MELSON: From exh ib i t s .  Or I t h i n k  i n  one case 

the t e x t  on Page 2 i s  from the  testimony i t s e l f .  

CHAIRMAN JABER: Okay. Thank you. 
- - - - -  

CHARLES A. BENORE 

was ca l l ed  as a rebut ta l  witness on behal f  o f  Gul f  Power and, 

having been duly  sworn, t e s t i f i e d  as fo l lows: 
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DIRECT EXAM I NATION 

BY MR. MELSON: 

Q Mr. Benore, you are s t i l l  under oath. Have you - - I 
guess s ta te  your name one more t ime f o r  the  record. 

A Yes. Charles Benore. 

Q 

pages? 

Have you p r e f i l e d  rebu t ta l  testimony consis t ing o f  53 

A Yes. 

Q 

testimony? 

Do you have any changes or  correct ions t o  t h a t  

A No, s i r ,  I do not.  

Q And i f  I were t o  ask you the same questions today 

would your answers be the  same? 

A Yes. 

MR. MELSON: Chairman, I would ask t h a t  

Mr. Rothchi ld 's  - -  I ' m  sorry,  Mr. Benore's - -  I ' m  going too  

f a s t  here. 

CHAIRMAN JABER: No, we're not.  

MR. MELSON: Mr. Benore's rebut ta l  testimony be 

inser ted i n t o  the record as though read. 

FLORIDA PUBLIC SERVICE COMMISSION 
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GULF POWER COMPANY 

Before the Florida Public Service Commission 
Rebuttal Testimony Of 

Charles A. Benore 
Docket No. 01 0949-El 

Date of Filing: January 22, 2002 

Please state your name, address and occupation. 

My name is Charles A. Benore and my business address is 125 West 

Street, Bar Harbor, Maine 04609. I am President of Benore Financial 

Consulting, Inc., a financial consulting company. 

Are you the same Charles A. Benore who provided direct testimony on 

Gulf Power’s behalf in this docket? 

Yes. 

What is the purpose of this testimony? 

The purpose of my testimony is to respond ,J the testimony of 

Mr. James A. Rothschild. 

Have you prepared an exhibit that contains information to which you will 

refer in your rebuttal testimony? 

Yes. I have prepared Exhibit (CAB-2) consisting of 24 schedules 

numbered Schedule 12 through Schedule 35. 

Counsel: We ask that Mr. Benore’s Exhibit (CAB-2) consisting 

of 24 schedules numbered 12 through 35 be marked 

for identification as Exhibit -. 

Docket No. 01 0949-El Page 1 Witness: Charles A. Benore 
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COMMENTS ON THE DIRECT TESTIMONY OF MR. ROTHSCHILD 

Do you have any fundamental concerns about the return on common 

stock equity recommended by Mr. Rothschild? 

Yes, there are several. 

1. 

2. 

3. 

4. 

5. 

Mr. Rothschild's return on common stock equity recommendation to 

the Commission will not produce the growth rate and return that he 

testifies investors require. By definition, therefore, his 

recommendation is contradictory and flawed. 

He ignored the comparable earnings test, which shows the return 

on common stock equity expected by investors and embedded in 

their growth and return expectations. 

He did not recognize the relatively small size of Gulf Power 

Company and its associated higher business risk in his 

recommended return on common stock equity. 

He ignored flotation costs even though such costs are real and 

need to be recognized. 

His schedules contain a number of errors, inconsistencies, and 

misrepresentations of reasonable investor expectations. These 

problems with his DCF and CAPM analyses are described in detail 

later in my rebuttal testimony. 

Docket No. 010949-El Page 2 Witness: Charles A. Benore 
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BROAD ISSUES 

Rothschild Made a Contradictory Recommendation to the Commission 

Why is there a contradiction between Mr. Rothschild’s recommended 

return on common stock equity for Gulf Power Company (or the investor 

required market return), and the return that his recommendation will 

produce for investors? 

Mr. Rothschild used a definition of the cost of common stock which he 

does not fulfill in the return he recommends to the Commission. He notes 

on page 21 beginning on line 4 that the cost of common stock is “the rate 

of return that must be offered to a common equity investor in order for that 

investor to be willing to buy the common stock.” Common sense and 

investment theory indicate that the return required by investors is the 

return available to them from other comparable risk investments. 

Moreover, as indicated by the DCF model, investors expect to have a 

reasonable opportunity to earn their required market return through a 

combination of growth in the common stock price that tracks the growth in 

earnings/dividends plus the dividend yield on the stock. 

Mr. Rothschild’s recommendation stops short of fulfilling investor 

expectations because he does not provide investors with an opportunity to 

earn the 10.0% market return he testifies they require. For example, the 

achievable market return for investors using Mr. Rothschild’s 10.0% 

regulatory return recommendation is only 7.3%. Data supporting this 

calculation is shown on Schedule 12 of my rebuttal exhibit. 

This is clearly an untenable outlook for investors. The achievable 

Docket No. 01 0949-El Page 3 Witness: Charles A. Benore 
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market return of 7.3% is less than the yield on Moody’s “A” rated utility 

bonds of 7.66% (1/10/02), which are lower in risk. Mr. Rothschild’s 

recommendation of a regulatory return of 10.0% will produce a market 

return to investors (7.3%) that is lower than the market return (7.7%) on 

lower risk bonds with a rating comparable to Gulf Power Company. This 

is an untenable investment prospect for investors. 

What are the expected consequences of adopting Mr. Rothschild’s 10.0% 

return on common stock equity recommendation for Gulf Power 

Company? 

Mr. Rothschild’s 10.0% return on common stock equity recommendation, if 

adopted by the Commission, would likely drive the stocks toward book 

value. Based on data shown in Mr. Rothschild’s Exhibit JAR 3, the stock 

price of companies on the list of companies comparable to Gulf Power 

would need to drop by 39% to reach book value. His recommendation 

would therefore deprive investors of a reasonable return on their capital 

and, therefore, repel rather than attract investors. This would in turn 

jeopardize the ability of Gulf Power Company to attract capital and fulfill its 

customer responsibilities. Clearly such a result is contrary to the public 

interest. 

What regulatory return on common stock equity is necessary to fulfill 

Mr. Rothschild’s 10.0% achievable market return for investors? 

The necessary regulatory return in order for investors to have an 

opportunity to earn in the market the 10.0% return that Mr. Rothschild 

Docket No. 01 0949-El Page 4 Witness: Charles A. Benore 
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testifies they require is 12.7%, before consideration of flotation costs, and 

12.9% with flotation costs. Data supporting this calculation is shown in the 

lower table on Schedule 12 of my rebuttal exhibit, and on Schedule 27 for 

Mr. Rothschild Wrongly Ignores the Comparable Earnings Test 

Please explain why you believe Mr. Rothschild erred by ignoring the 

comparable earnings analysis in determining his recommended return on 

common stock equity for Gulf Power Company. 

Mr. Rothschild employed the sustainable growth rate method for 

determining investor expected growth rates. In its simplest form, this 

consists of multiplying the expected return on common stock equity ("rl') 

times the retention rate ("b"), which represents the earnings retained to 

support future growth. It should be clear from the sustainable growth rate 

formula (r times b) that one of the two elements necessary to determine 

the growth rate is the expected return on common stock equity. 

Mr. Rothschild uses the expected return on common stock equity 

(comparable earnings) for determining the earnings growth of the 

comparable companies. Yet after concluding his DCF analysis, he 

ignores the fact that his DCF recommendation relies on comparable 

earnings to provide the rate of growth used in that analysis. 

10 A. 

11 

12 

13 
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25 

From another perspective, there is a difference between book and 

market returns. Book returns, such as the return on common stock equity, 

are generally not the same as market returns (the sum of the growth rate 

and yield produced by the DCF model) except when stock prices are 

Docket No. 010949-El Page 5 Witness: Charles A. Benore 
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comparable to book value. Nonetheless, the growth rate in the DCF 

model is functionally related to the book return on common stock as 

shown by the sustainable growth rate formula used by Mr. Rothschild. 

The return allowed by regulators, which is represented by "r" (return on 

common stock equity) in the sustainable growth rate model, is also a book 

return. Therefore, the comparable earnings model provides an apple-to- 

apple method of determining the appropriate regulatory return. The return 

shown by the comparable earnings model is the return on common stock 

equity expected by investors and embedded in their expected market 

return (price growth that tracks "br" plus the yield on the stock). 

What are the strengths of the comparable earnings method? 

The comparable earnings model provides a direct rather than indirect 

method for assessing the investor expected return on common stock 

equity. Market based models, such as the DCF model, calculate the 

investor expected market return, which is different from the book return on 

common stock equity (except when price and book value are comparable). 

When stock prices are different from book value, as they are under current 

market conditions, it is necessary to determine the appropriate book 

regulatory return on common stock equity to produce the expected rate of 

growth, and to provide investors with an opportunity to earn their required 

market return. The comparable earnings method provides this 

information. 

From another perspective, the cost of common stock is not the 

market return shown by the DCF, ERP, and CAPM models, but is the 

Docket No. 01 0949-El Page 6 Witness: Charles A. Benore 
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book return the firm must earn in order to produce the investor required 

market return. “Basic Financial Management,” as cited on page 24 of my 

direct testimony, notes: 

The cost of common stock: The rate of return the firm must 

earn in order for the common stockholders to receive their 

required return. 

Mr. Rothschild Failed to Recognize that Gulf Power Company’s Small Size 

Increases Its Risk Relative to the Comparable Companies 

Q. Please explain why size is important in determining the cost of common 

stock for companies like Gulf Power Company. 

Smaller companies generally lack the resources of larger companies and, 

therefore, are generally less able to cope with unforeseen events. Further, 

experience shows that investor returns are materially higher for smaller 

than larger companies, which is consistent with the proposition that their 

risk is higher. 

A. 

lbbotson Associates, which has developed size premiums based on 

market values, notes on page 107 of its “Valuation Edition, 2001 

Yearbook,” that: 

One of the most remarkable discoveries in modern finance is 

that of a relationship between firm size and return. The 

relationship cuts across the entire size spectrum but is most 

evident among smaller companies, which have higher returns 

on average than larger ones. 

Docket No. 01 0949-El Page 7 Witness: Charles A. Benore 
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What is an appropriate size premium for Gulf Power Company? 

Gulf Power Company’s common stock equity is equal to about 4% of that 

of its parent, Southern Company. Southern Company’s market value 

according to Value Line is $15.8 billion, and at 4% Gulf Power Company’s 

is approximately $630 million. The average market value of the 

companies on the list of companies comparable to Gulf Power is 

$5.3 billion, as shown on Schedule 23 of my rebuttal exhibit. Based on 

the lbbotson size premium study, the higher return indicated for Gulf 

Power Company is approximately 0.7%. It is my judgment, nonetheless, 

that the higher business risk associated with the Company’s smaller size 

is mitigated to a substantial extent by constructive adjustment clauses for 

fuel, purchase power, capacity, and environmental costs provided by the 

Florida Public Service Commission. Consequently, the size premium for 

Gulf Power Company is probably closer to 0.25% than 0.75% in quarter 

point increments. 

Although substantially mitigated by constructive regulatory policies, 

size is still an important consideration, especially since Mr. Rothschild 

suggests that his 10.0% recommended return would be closer to 9.75% if 

the Commission chooses to consider the risk mitigation impact of its 

adjustment clauses. 

22 

23 Should Be Recognized 

24 Q. 

25 A. 

Mr. Rothschild Ignored Flotation Costs Which Are Legitimate Costs That 

Did Mr. Rothschild recognize and make an adjustment for flotation costs? 

No. Because monies invested by investors are reduced by the amount of 

Docket No. 01 0949-El Page 8 Witness: Charles A. Benore 
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issuance costs, the amount shown on the balance sheet of Gulf Power 

Company is less than the amount actually invested by investors. 

Therefore, a higher return on the reduced amount of investment is 

necessary in order for investors to have an opportunity to earn the return 

considered fair by the Commission on the full amount of their investment. 

Justification for a flotation cost adjustment is provided, and its 

amount is shown, in Schedule 11 of the exhibit to my direct testimony, and 

in the lower table on Schedule 27 of my rebuttal exhibit. The adjustment 

is 0.1 9%, or 0.2% rounded. 

SINGLE-STAGE DCF ISSUES 

Please describe the single-stage DCF model used by Mr. Rothschild. 

The single-stage DCF model used by Mr. Rothschild employed a 

sustainable growth rate (br + sv), with a yield based on the indicated 

dividend per share adjusted by one-half of the growth rate. Flotation costs 

and transformation were ignored. Using the average stock prices for the 

year ending 11/30/01, Mr. Rothschild’s result for the comparable group of 

companies identified in my direct testimony was 8.86%, and his result for 

Southern Company was 9.60%. Using stock prices for 11/30/01, his 

results were 9.63% and 9.64% respectively. 

Please summarize the problems you found in Mr. Rothschild’s single- 

stage DCF analysis. 

I found three categories of problems: data errors, inconsistencies, and 

Docket No. 010949-El Page 9 Witness: Charles A. Benore 
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misrepresentations of reasonable investor expectations. 

Please identify the data errors you found in his analysis. 

Using the latest Value Line reports (9/7/01 and 10/5/01) before the 

11/30/01 prices shown in his study, I found the following data errors in 

Mr. Rothschild’s single-stage DCF calculations: 

1. JAR 3, Page 1 : The average price to book value using average 

prices for the comparable group is 1.87 not 1.92. 

JAR 3, Page 1 : The 11/30/01 market to book value ratio for 

Southern is 1.45 times instead of 1.71 times. 

JAR 3, Page 1 : The market to book value ratio for Southern based 

on average for the year prices is 1.81 instead of 1.90. 

JAR 8: The common shares outstanding are incorrect for Progress 

Energy and TECO Energy. 

JAR 8: The growth rate for common shares is incorrect. 

JAR 8: Footnote [A] states that 0.40 was used for “s” but footnote 

[J] on JAR 4 states that 0.30 was used for calculating the 

sustainable growth rate. 

2. 

3. 

4. 

5. 

6. 

What inconsistencies did you find in Mr. Rothschild’s analysis? 

I found the following inconsistencies: 

1. Mr. Rothschild used Southern Company for this single-stage 

version of his DCF analysis, but not for his two-stage DCF model 

analysis. 

Docket No. 01 0949-El Page 10 Witness: Charles A. Benore 
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2. His two-stage DCF analysis used returns on common stock equity 

of 12.0%, 13.0%, and 13.5% compared to 13.0% for his single- 

stage, comparable company analysis. 

Why do you say that Mr. Rothschild’s model contains misrepresentations 

of reasonable investor expectations? 

I say that because: 

1. Mr. Rothschild used a book value for Southern Company that 

apparently includes Mirant, a company that was spun-off from 

Southern Company in April 2001, well before the preparation of his 

testimony. 

He based his analysis in part on an average of prices over the 

twelve months ending 11/30/01, despite the efficient market theory 

that indicates new information is reflected in stock prices almost 

immediately. 

He ignored investor return on common stock equity expectations 

based on Value Line (1 3.5%) and Zacks’ (1 4.85%) information and 

substituted his own lower numbers. 

He concluded that the investor required market return is 9.63% 

based on 1 1/30/01 prices on JAR 4, page 1. This result cannot be 

replicated using the DCF model with a sustainable growth rate, 

which suggests that there may be errors or improper modeling on 

JAR 4 page 1. 

2. 

3. 

4. 

Docket No. 01 0949-El Page 11 Witness: Charles A. Benore 
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Use of Southern ComPany 

Q. The errors and inconsistencies that you identified are straightforward. 

Would you be more specific in your comments about the 

misrepresentations of reasonable investor expectations that you found in 

Mr. Rothschild’s analysis? 

In light of the fact that Mr. Rothschild used Southern Company data which 

preceded the spin-off of Mirant in performing his single-stage DCF 

analysis, I did not review his analysis of Southern Company. Another 

reason for not including Southern Company in my review is that 

Mr. Rothschild did not include Southern Company in his two-stage DCF or 

CAPM analyses. 

A. 

Representative Stock Prices 

Q. Please explain why you believe it is inappropriate to use stock prices that 

go back as far as December 1,2000 to measure the cost of common 

stock for Gulf Power Company in 2002. 

Mr. Rothschild used average prices for the year-ending 11/30/01 for one 

of his single-stage DCF analyses. It is generally conceded in this 

electronic age that investors reflect new information into stock prices 

almost instantaneously with its release. To assume that average prices 

over the year ending 11/30/01 are representative of current investor 

expectations is unreasonable, especially as the electric utility industry 

incurs distortions associated with the structural change from monopoly to 

competition. It is my judgment that the 11/30/01 price is the only one of 

the two he used that is representative of investor expectations for his 

A. 

Docket No. 01 0949-El Page 12 Witness: Charles A. Benore 
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single-stage DCF analysis. 

Furthermore, Mr. Rothschild used the price-to-book ratio of 1.7 

based on 11/30/01 prices for determining the investment cost of the cash 

flows in his two-stage DCF analysis. It is inconsistent to use average year 

prices in one part of the analysis and year-end prices in another part. 

Use of Investor ExDected Returns on Common Stock Eauitv Versus Those of 

Mr. Rothschild 

Q. 

A. 

You expressed a concern that Mr. Rothschild ignored investor expectation 

data from Value Line and Zacks and substituted his own judgment about 

the investor expected return on common stock equity in his sustainable 

growth rate calculations. Please explain your concern. 

Mr. Rothschild’s single-stage DCF model is not based on the investor 

expectations he shows on JAR 4, page 1. He developed his sustainable 

growth rate using a return on common stock equity of 13.0% for the 

comparable company group instead of using the 13.5%, 2004-06 

normalized level shown by Value Line, and the 14.85% shown by Zacks 

(footnote [A] on JAR 4, page 1). Presumably the 13.0% represents his 

judgment after considering the lower returns on average common stock 

equity for the comparable group in 1999 (1 2.4%) and 2000 (1 2.9%) that 

are also shown on JAR 4, page 1. 

The problem with Mr. Rothschild’s choice of 13.0% is that it is 

unrepresentative of investor expectations. Whatever informational value 

investors find in short-term historical data is already embedded in their 

projected returns on common stock equity. Therefore, weighing historical 
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guidance. Moreover, short-term historical data adds little value to 

determining longer-term expectations during abnormal conditions such as 

those which exist today when the industry is progressing from a monopoly 

to a more competitive industry structure, and material distortions to 

earning assets, earnings, and dividends occur. 

Therefore, Mr. Rothschild should have used investor expected 

returns on common stock equity of 13.5% and 14.85% in his sustainable 

growth rate calculations. 

lnabilitv to Replicate Mr. Rothschild’s Single-Staqe DCF Model Results 

12 Q. 

13 

14 

15 A. 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Using the “br+sv” DCF model, were you able to replicate the 9.63% 

investor required return shown for Mr. Rothschild’s 1 1/30/01 single-stage 

DCF growth analysis? 

No. The numbers don’t add up. Using stock prices on 11/30/01, 

Mr. Rothschild claims that the investor required market return is 9.63%. 

However, when running the 13.0% return on common stock equity, with 

2001 book value of $22.76, dividends per share (DPS) of $1.85, and yield 

of 5.32% on the forward dividend with an external growth rate of 0.14%, 

the indicated investor required market return is 10.3%. The calculations 

supporting this result are shown in the upper table on Schedule 13 of my 

rebuttal exhibit. Of course, as I explained earlier, the 13.0% return that 

Mr. Rothschild inputs into his model is not representative of investor 

expectations in any event. 
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Alternative Measures of the Investor Reauired Return for Gulf Power ComDanv’s 

Comparable Companies 

Q. 

A. 

Q. 

A. 

Q. 

A. 

If Mr. Rothschild had used the average of the Value Line and Zacks’ 

projected returns on common stock equity of 14.2% (1 3.5% and 14.85%) 

for his sustainable growth rate approach, what would Mr. Rothschild’s 

single-stage DCF analysis show as the investor expected market return? 

Using a 14.2% return on common stock and the book value for 2001, 

which better corresponds with the 11/30/01 common stock prices than 

2000 book value, the indicated investor required market return is 11.5% 

before flotation costs and transformation. Supporting data is shown in the 

table at the bottom of Schedule 13 of my rebuttal exhibit. 

If Mr. Rothschild had used the average of the five-year earnings growth 

rates provided by four vendors, and recent, representative stock prices, 

what investor required market return is shown? 

As noted in the response to Staff Production of Document Request Item 

No. 55, which requested updated information on the cost of equity, the 

indicated investor required market return using the most recent data is 

12.1 %, before flotation costs and transformation. This calculation is 

shown in Schedule 27 of my rebuttal exhibit. 

TWO-STAGE DCF MODEL ISSUES 

Please describe the two-stage DCF model used by Mr. Rothschild. 

Mr. Rothschild’s two-stage DCF model determined the present value of 
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investor cash flows, or dividends per share plus the terminal price 

40 years after initiating the investment. For the first five years, he used 

the dividends projected by Value Line, and for the next 35 years he 

essentially used the sustainable growth rate method (br+sv) employing 

returns on common stock equity of 12.0%, 13.0%, and 13.5%. He then 

determined the discount rate that equated the cash flows with the 

purchase price. The discount rate is the market rate of return required by 

investors. 

Q. 

A. 

Did you find any problems with his two-stage DCF analysis? 

Yes. Again I have categorized the problems as data errors, 

inconsistencies, and misrepresentations of reasonable investor 

expectations. 

Errors: 

1. 

2. 

3. 

4. 

Mr. Rothschild did not use either the year-to-date average price, or 

the 11/30/01 price for his analysis, but instead used an artificial 

price (approximately the ratio of 1/30/01 prices to 2000 book value 

times 2001 book value). 

He used an incorrect 2005 book value for Ameren which caused 

the average book value for that year to be incorrect. 

The previously cited data errors on his Schedule JAR 8 also 

affected his second-stage DCF analysis. 

He erroneously used the retention rate for the first year of the 

stage-one analysis (41.33%) rather than the retention rate for the 

last year of that analysis (47.39%) as the rate carried forward into 
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stage two. 

Inconsistencies: 

1. He used Southern Company for his single-stage version of his DCF 

analysis but not for his two-stage DCF model analysis. 

His two-stage DCF analysis used returns on common stock equity 

of 12.0%, 1 3.0%, and 13.5%, compared to 13.0% for his single- 

stage analysis. 

2. 

MisreDresentation of Reasonable Investor ExDectations: 

1. He used his expected returns on common stock equity rather than 

those of investors. 

Q. 
A. 

Please explain the fourth item that you identified in your list of errors. 

The first stage portion of Mr. Rothschild’s analysis used Value Line 

investor expected data inputs that resulted in a terminal retention rate of 

47.39% for 2005. In 2006, however, when Mr. Rothschild begins his 

second stage, he drops the retention rate to the 2001 level of 41.33%. 

This error effectively institutes a new dividend policy for the comparable 

companies. 

Mr. Rothschild Used His Own Expected Returns on Common Stock Equity 

Instead of Those of Investors 

Q. Did Mr. Rothschild use his interpretation of investor expected returns on 

common stock equity instead of those provided by investors, as shown by 

Value Line and Zacks? 

Yes. Mr. Rothschild used expected returns on common stock equity of A. 
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12.0%, 13.0%, and 13.5% in his analysis in lieu of those provided by 

investors of 13.5% by Value Line and 14.85% by Zacks. He notes that 

historical returns were lower and that analysts' estimates have an upward 

bias in justifying the write down of investor expectations. This is clearly 

wrong, because in concluding what future returns on common stock equity 

are expected to be, whatever guidance is provided by short-term historical 

results would already be embedded in investors' future expectations. 

Moreover, it is unlikely that investors would pay much heed to short-term 

historical results as the industry undergoes a structural change from 

monopoly to competition. Further, investors invest based on their 

expectations and not on after-the-fact results. 

If Mr. Rothschild had used the correct values for actual current stock 

prices, investor expected returns on common stock equity provided by 

Value Line and Zacks, and investor expected dividend policy, what would 

his two-stage DCF analysis show the investor expected market return to 

be? 

Using the 13.5% investor expected return on common stock equity 

provided by Value Line, the indicated market return expectation by 

investors using a combined internal and external growth rate of 6.54% is 

11.4% before flotation costs and transformation. Supporting data is 

shown on Schedule 14 of my rebuttal exhibit. 

Using Zack's 14.85% investor expected return on common stock 

equity indicates an investor required market return of 12.0%, using a 

combined internal and external growth rate of 7.18%. Supporting data is 
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shown on Schedule 15 of my rebuttal exhibit. 

DCF MODEL CONCLUSIONS 

What are your conclusions about Mr. Rothschild’s single-stage DCF 

analysis for the list of companies comparable to Gulf Power? 

Mr. Rothschild’s single-stage DCF analysis contained a number of factual 

errors, misrepresentations of investor expectations, and the numbers 

shown on his JAR 4, page 1 for 11/30/01 stock prices do not add up. This 

analysis is badly flawed, and I recommend it not be considered in 

determining the regulatory return on common stock equity for Gulf Power 

Company. 

Using the average sustainable growth rate based on Value Line 

and Zacks’ expected returns on common stock equity, the investor 

expected market return is 11.5% as shown on Schedule 13 of my rebuttal 

exhibit. 

Using an alternative measure based on projected five-year growth 

rates and representative stock prices, Mr. Rothschild’s single-stage DCF, 

based on the update to my DCF analysis, would show an investor 

expected market return of 12.1% (see Schedule 27 of my rebuttal exhibit). 

The 11.5% (Schedule 13) to 12.1% (Schedule 27) investor market 

return expectations are substantially higher than the 9.63% shown on 

Mr. Rothschild’s JAR 4, page 1, for the list of companies comparable to 

Gulf Power. 
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What are your conclusions about Mr. Rothschild’s two-stage DCF analysis 

for the list of companies comparable to Gulf Power? 

Mr. Rothschild’s two-stage DCF analysis contained a number of errors, 

and misrepresented investor expectations. The most serious of the 

problems with his analysis is the use of his judgment about expected 

returns on common stock equity rather than those of investors, artificial 

rather than actual stock prices for the comparable companies, and the use 

of an erroneous dividend policy for the second stage of the analysis rather 

than a continuation of one already in place determined by investors. 

After correcting these problems, and using the appropriate investor 

expected returns on common stock of 13.5% from Value Line, and 14.85% 

from Zacks, the two-stage DCF model indicates an investor expected 

market return of 11.4% (Schedule 14) and 12.0% (Schedule 15) 

respectively, before flotation costs and transformation. These expected 

market returns that are representative of investor expectations are 

materially higher than the 9.80% shown by Mr. Rothschild on his Schedule 

JAR 2. 

What is your overall conclusion about Mr. Rothschild’s DCF analysis? 

Mr. Rothschild’s DCF analysis is badly flawed primarily because he chose 

to use his judgments about investor expected returns on common stock 

equity rather than those of investors. Had he used investor expected 

returns on common stock equity and several other assumptions consistent 

with reasonable investor expectations, he would have found that the 

required investor market return was considerably higher than shown in his 
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testimony. 

Corrected for infirmities, his DCF analysis shows an investor 

required market return of 11.5% for his single-stage DCF, and a range of 

11.4% to 12.0% (with a midpoint of 11.7%) for his two-stage DCF 

analysis, before flotation costs and transformation. 

Q. What regulatory return is necessary so that investors can earn the 11.7% 

market return indicated by the recalculated two-stage DCF analysis? 

In order for investors to have a reasonable opportunity to earn the 11.7% 

market return, a regulatory return of 14.2% is necessary. Supporting data 

is shown on Schedule 16 of my rebuttal exhibit. 

A. 

EQUITY RISK PREMIUM ISSUES 

CAPM, Version One 

Q. Please explain the first of two versions of the CAPM used by 

Mr. Rothschild. 

Mr. Rothschild's first version of the CAPM determined the investor 

expected rate of inflation (2.0%) to which he added the historic, real 

market return (6.6% to 7.2%) to determine the investor expected nominal 

market return of 8.9%, the midpoint of 8.6% to 9.2%. 

A. 

Schedule JAR 9 extends the analysis beyond the stopping point in 

JAR 2 using the standard form of the CAPM. The &market return of 

6.6% to 7.2% (not the nominal market return of 8.9%) is reduced by the 

nominal debt return of 1.33% (not the real debt return of -0.67%) to 
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determine the market equity risk premiums of 5.27% to 5.87%. The 

5.27% to 5.87% market equity risk premiums were adjusted for the lower 

risk of the list of companies comparable to Gulf Power compared to the 

market by using the Value Line beta of 0.52, which indicated an equity risk 

premium of 2.75% to 3.06%, or what Mr. Rothschild describes as the risk 

adjusted equity premium. Normally this risk adjusted equity risk premium 

is added to the debt return to show the market return required by 

investors. Had this been done, his analysis would show a required market 

return for the list of companies comparable to Gulf Power of 4.08% to 

4.39% (2.75% plus 1.33% and 3.06% plus 1.33%), which is of course 

unreasonable on its face. 

From another perspective, the last line on his Schedule JAR 9 

shows a midpoint risk premium applicable to electric companies of 6.23%. 

To this one would add the debt return, which he shows as 1.33%. The 

sum, or investor required market return, is 7.56%. In either event, the 

results are untenable since single A rated utility bonds, which are lower in 

risk, currently yield 7.66% (Moody’s 0111 0/02). 

What problems did you observe on his Schedule JAR 9? 

There are several. 

1. Mr Rothschild was inconsistent on line 9 of his analysis on 

Schedule JAR 9 when he adjusted the real market return by the 

nominal interest rate. It is not appropriate to mix apples and 

oranges (real and nominal rates) in developing the investor 

expected, nominal equity risk premium. 
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2. He shows a different conclusion on Schedule JAR 2 than on his 

Schedule JAR 9. 

He produced untenable results using the standard version of the 

CAPM. 

3. 

What is your overall conclusion about Mr. Rothschild’s inflation adjusted, 

real return method to determine the investor expected market return for 

the CAPM? 

The analysis is seriously flawed and, therefore, should not be used for 

determining the investor required market return for Gulf Power Company. 

12 CAPM, Version Two 

13 Q. 

14 A. 

15 

16 

17 
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21 
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25 

Please describe the second CAPM used by Mr. Rothschild. 

Mr. Rothschild’s second CAPM method determined that the historical 

equity risk premium for common stocks versus long-term Treasury bonds 

was 4.0%’ instead of the 7.3% shown by lbbotson using the arithmetic 

average for 1926-2000. Using geometric average returns, he showed 

1926-1 999 returns for various debt securities. He then adjusted these 

returns by subtracting the long-term Treasury bond return and another 

amount which he calculated was required to maintain consistency with his 

equity risk premium of 4% over long-term Treasury bonds. 

Mr. Rothschild properly acknowledged the problems using Treasury 

bond yields (flight to quality and perhaps scarcity premiums in Treasury 

note and bond yields) and therefore used long-term corporate bonds for 

his analysis. His analysis showed an investor required market return for 
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the list of companies comparable to Gulf Power of 8.94%, before flotation 

costs and transformation, and a required return of 10.62% for the market. 

It is not clear why Mr. Rothschild uses the market return for the upper end 

of his analysis. 

Did you note any errors, inconsistencies, or misrepresentations of 

reasonable investor expectations, which you believe are present in 

Mr. Rothschild’s CAPM analysis? 

I did not note any errors in Mr. Rothschild‘s CAPM analysis, but there are 

some inconsistencies and misrepresentations of investor expectations 

which are noted below. 

Inconsistencies: 

1. Mr. Rothschild’s yield on JAR 9 for Treasury bills is 1.33% versus 

1.60% on JAR 10. 

He used short-term Treasury bills for his CAPM Version One 

versus long-term corporate bonds for his Version Two. 

2. 

Misremesentations of Reasonable Investor Expectations: 

1. Mr. Rothschild inappropriately used the geometric average instead 

of the arithmetic average lbbotson Associates’ data to determine 

investor expectations. 

He inappropriately used a 4 percentage point equity risk premium 

relative to long-term Treasury bonds to represent investor 

expectations. 

He failed to recognize that empirical studies show the standard 

CAPM model understates the investor expected return for low beta 

2. 

3. 
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stocks and also for small stocks, both of which apply to Gulf Power 

Company. 

He improperly represented data from the Credit Suisse First Boston 

(CSFB) study in supporting his analysis. 

4. 

The Arithmeticallv Derived Eauitv Risk Premium Provides the Correct 

Assessment of Investor Expected Returns 

Q. 

A. 

Why is it wrong to use geometric measures of historical returns to reflect 

investor future return expectations? 

lbbotson Associates, the source of Mr. Rothschild’s data, states on 

page 61 of its ‘Valuation Edition 2001 Yearbook”: 

The equity risk premium data presented in this book are arithmetic 

average risk premia as opposed to geometric average risk premia. 

The arithmetic average equity risk premium can be 

demonstrated to be most appropriate when discounting future 

cash flows. For use as the expected equity risk premium in either 

the CAPM or the building block approach, the arithmetic mean or 

the simple difference of the arithmetic means of stock market 

returns and riskless rates is the relevant number. This is 

because both the CAPM and the building block approach are 

additive models, in which the cost of capital is the sum of its parts. 

The geometric average is more appropriate for reporting past 

performance, since it represents the compound average return. 

[Emphasis added.] 
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Morin in “Regulatory Finance,” page 298, states: 

This appendix shows why arithmetic rather than geometric means 

should be used for forecasting, discounting, and estimating the cost 

of capital. Similar treatments and demonstrations are available 

from Brealey and Myers (1 991), lbbotson Associates (1 993), and 

Litzenberger (1 984). This appendix draws from the three 

aforementioned sources, particularly the latter. 

By definition, the cost of equity capital is the annual discount rate 

that equates the discounted value of expected future cash flows 

(from dividends and the sale of the stock at the end of the investor’s 

investment horizon) to the current market price of a share in the 

firm. The discount rate that equates the discounted value of future 

expected dividends and the end of period expected stock price to 

the current stock price is a prospective arithmetic, rather than a 

prospective geometric mean rate of return. Since future dividends 

and stock prices cannot be predicted with certainty, the “expected” 

annual rate of return that investors require is an average “target” 

percentage rate around which the actual, year-by-year returns will 

vary. This target rate is, in effect, an arithmetic average. 

[Emphasis added.] 

From still another perspective, if the utility was expected to earn 

10% on its common stock equity, after two years one would expect 

(assuming no dividends or external financing) that its common stock 
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equity would have grown by 21%. However, if the actual rate of growth 

were 0% in the first year and 20% in the second year, its common stock 

equity would have increased by only 20%, not 21 %. 

The geometric rate of growth in the second outcome (0% and 20%) 

is 9.54%. Had one wanted the utility to earn 9.54%, therefore, one would 

have had to allow a return of 10.0%. Therefore, it is essential that 

arithmetic returns be used to set returns on common stock equity. Use of 

the geometric mean return will produce a downward bias in the return on 

equity necessary to fulfill investor expectations. 

Nonetheless, Mr. Rothschild's position is that the arithmetic mean 

overstates actual returns received by investors (page 82, lines 4-5), and 

cites numerous examples (page 83 - 85) that he alleges support the use of 

the geometric mean to measure the cost of common stock for Gulf Power 

Company. Please comment. 

Mr. Rothschild is right as far as his supporting evidence goes, but all that 

evidence relates to the use of geometric returns for presenting historical 

results, not for estimating expected future results. 

In my three decades of experience in working with individual and 

institutional investors, I have never talked to an individual investor who 

asked me about geometric averages on either a historic or prospective 

basis. I cannot recall an institutional investor that looked at historical 

returns calculated with the geometric mean to determine expected future 

returns. This experience is supported by Value Line which shows even 

historic returns based on the arithmetic mean. 
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Value Line shows the arithmetic and not the geometric total return 

in its reports to investors. Value Line notes: 

We are adding a new box to show “Total Return.” On every report, 

in a box in the lower right hand corner of the stock price chart, we 

will now show total return for each stock (appreciation or 

depreciation of the stock plus cash dividends) for the past 1 year, 

3 years, and 5 years. We will also show the total return of the stock 

market for the same time periods. The market measure used will 

be the Value Line Arithmetic Index, which is representative of the 

stock market as a whole, and is an equally weighted price index of 

all stocks covered in The Value Line Investment Survey. 

[Emphasis added.] 

Mr. Rothschild Erred bv Selectina the Lowest, Round Number Eauitv Risk 

Premium Possible Over 1926-2000 

Q. 

A. 

Mr. Rothschild determined that the equity risk premium was declining 

based on a 30 year moving average of historic equity risk premiums, and 

provided alleged supporting citations from Federal Reserve Chairman 

Greenspan and a Credit Suisse First Boston report to investors. Please 

explain why you believe he erred in using a 4% equity risk premium. 

A review of arithmetic, historical equity risk premiums shown in Ibbotson’s 

“Valuation Edition 2001 Yearbook,” pages 208-209, for long-term 

government bond total returns, and pages 198-1 99, for large company 

stocks total returns, shown on Schedule 17 of my rebuttal exhibit, 

indicates that the time period used by Mr. Rothschild for his equity risk 
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premium is the lowest, using the 30 year moving average, for 1926-2000. 

It is clear that a 4% geometric average return (the chart shows 

higher equity risk premiums based on arithmetic returns) is not 

representative of the thirty year moving average over 1926-2000, and 

Mr. Rothschild should not expect investors to make a similar conclusion. 

The range of equity risk premiums is 3% to 13% with a range midpoint of 

8%. The range midpoint of about 8% is a more reasonable investor 

expectation. It is also reasonably close to the average of the arithmetic 

equity risk premiums for 1926-2000 of 7.3% based on total return, and 

7.8% based on the income return. 

Mr. Rothschild Failed to Observe that Empirical Studies Show that the Standard 

CAPM Understates Investor Required Returns for Low Beta Stocks and Small 

Companies Like Gulf Power ComDanv 

15 Q. 

16 

17 A. 

18 

19 

20 

21 

22 

23 

24 

25 

Why do you conclude that the standard CAPM understates investor 

required returns for companies like Gulf Power? 

Virtually all empirical studies of standard CAPM model results show that 

the CAPM understates the investor required market return for low beta 

stocks like Gulf Power Company. Additionally, empirical research 

indicates that the standard CAPM understates expected market returns for 

small company stocks, which also includes Gulf Power Company. Please 

see citations on Schedule 9, pages 3 and 4, of the exhibit to my direct 

testimony. 

Additionally, electric utility stocks have detached themselves from 

the market since regulatory restructuring concerns surfaced in 1993. 
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Electric utility stocks have moved sideways as selling pressures 

overwhelmed buying and caused the stocks to dramatically under-perform 

the market on a risk adjusted basis. The resulting lower beta does not 

reflect lower risk, but the adjustment for higher risk. This can be viewed 

on Schedule 22 to my rebuttal exhibit. This is confirmed by the rising risk 

assessment for single A utility bonds shown on Schedule 3, page 2 of the 

exhibit to my direct testimony. 

Therefore, the beta used by Mr. Rothschild understates the relative 

risk of the list of companies comparable to Gulf Power compared to the 

market, and therefore understates the indicated investor required market 

return. 

The Credit Suisse First Boston Report Does Not SUDDO~~ Mr. Rothschild's Claim 

that the Market's Expected Eauitv Risk Premium is 3.7%. 

Q. 

A. 

Mr. Rothschild cites a Credit Suisse First Boston (CSFB) report to 

investors that shows an equity risk premium relative to government bonds 

of 3.7%. Please comment. 

The CSFB report identifies a current market risk premium of 5.3%. The 

3.7% figure cited by Mr. Rothschild is based on a CSFB "stress test" 

which assumes that earnings per share growth returns to the post 1948 

trend, which is described as a conservative assumption. CSFB does not 

state whether or not it has adjusted for the flight to quality and Treasury 

buy-back premiums in the yields for Treasury securities at this time, or the 

unprecedented efforts by the Federal Reserve to mitigate the recession in 

the U.S. economy through lower interest rates. 
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Accordingly, insufficient information is available from the study to 

assess whether or not the 5.3% market equity risk premium is 

representative of reasonable investor expectations. Other issues that are 

important to assessing the reasonableness of the 5.3% estimate is 

CSFB’s use of the earnings yield as part of the estimation process, an 

input that CSFB describes in another section of its report as a flawed 

model, and their assumption that earnings per share will grow after five 

years at only a 5% rate. This is roughly one-half the rate over the last 

economic cycle, and investor expectations for the next five years. 

Mr. Rothschild also notes that Federal Reserve Chairman Greenspan 

expects the equity risk premium to decline. Please comment. 

Because the equity risk premium is volatile from year to year, it is 

reasonable to consider that Chairman Greenspan may have been thinking 

of an average of several years. For example, if one thought of the equity 

risk premium as the average over the last five years, and then moved 

backward in time adding one year to each new measurement period 

(5 years, then 6 years, etc.), the results show an equity risk premium for 

the last five years of about 11%. This method of measurement gives the 

most recent data more weight than earlier data. It is also clear from the 

chart showing this method for calculating the equity risk premium that the 

equity risk premium has been sharply increasing in the 1990s. Perhaps 

Chairman Greenspan’s reference was to these equity risk premiums. 

Supporting data is shown in Schedule 18 of my rebuttal exhibit. 

Nonetheless, had he been referring to the equity risk premiums for 
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1998 or 1999 (his comments were made in 1999 according to 

Mr. Rothschild), the lbbotson equity risk premium for 1999 was 30.0% and 

for 1998 was 15.5°/0. I agree that equity risk premiums were likely to 

decline, and that is why I have used a much lower level to reflect 

reasonable investor expectations in my testimony. 

What equity risk premium do you believe investors are using at this time? 

Based on Value Line projections for the Value Line Composite of about 

1,700 common stocks, the projected total return is 16.9%. Using three 

different investor growth rate estimates, the expected total return for the 

S&P 500 is 14.4%. The normalized yield on long-term governments is 

currently 6.2%. These inputs indicate an expected equity risk premium 

that averages 9.5%. Supporting data is shown on Schedules 31 and 33 of 

my rebuttal exhibit. 

If Mr. Rothschild had used Ibbotson’s long-term, arithmetic equity risk 

premiums using both the total return and income return, as well as the 

projected market returns you noted, what would his CAPM test show the 

investor required return to be for the list of companies comparable to Gulf 

Power Company? 

The standard CAPM result would be 10.6% before flotation costs and 

transformation. It would also be necessary to consider the disconnect of 

electric stocks from the market which I referenced earlier, and the 

empirical research that shows beta understates risk for low beta stocks 

and stocks of small companies. 
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Accordingly, it is appropriate to use the empirical CAPM shown in 

my testimony that indicates a required market return by investors of 

11.6%, before flotation costs and transformation. Supporting data for the 

CAPM results are shown on Schedule 33 of my rebuttal exhibit. 

CAPM CONCLUSIONS 

Please state your conclusions about Mr. Rothschild’s CAPM analyses. 

As stated earlier, Mr. Rothschild’s CAPM Version One is seriously flawed 

and, as presented, does not provide useful guidance for determining the 

investor required return for Gulf Power Company. His CAPM Version Two 

is biased downward for the reasons previously stated. When corrected to 

show representative investor expectations, the standard CAPM shows an 

investor required market return of 10.6% before consideration of the 

understatement by beta of risk for low beta stocks and stocks of small 

companies, both of which apply to Gulf Power Company. The empirical 

CAPM, which partially adjusts for the beta understatement, shows an 

investor required return of 11.6% before consideration of flotation costs 

and transformation. 

What regulatory return is necessary to produce the average return of 

1 1.1 Yo shown by the standard and empirical CAPMs in your updated 

testimony? 

The necessary regulatory return to yield or produce an 1 1 .I Yo market 

return to investors is 13.5%. Supporting data is shown in Schedule 19 of 
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Mr. Rothschild’s DCF and CAPM analyses are flawed from an investor 

perspective for the reasons noted in the foregoing analysis. Using 

investor expected returns on common stock equity, his single-stage DCF 

analysis shows an investor required market return of 11 5%. His two- 

stage DCF model, with appropriate modifications, shows the investor 

required market return using Value Line’s expected return on common 

stock equity is 1 1.4%’ and Zacks’ 12.0%. My updated DCF analysis for 

Gulf Power Company using the investor projected five-year growth rate 

shows an investor required market return of 12.1%. These estimates are 

before flotation costs and transformation. 

In order for investors to have a reasonable opportunity to earn the 

range midpoint of his two DCF model results shown above, or 11.7%, the 

necessary regulatory return is 14.2%’ as shown on Schedule 16 of my 

rebuttal exhibit. 

Mr. Rothschild’s CAPM Version One has serious fundamental 

flaws. Therefore, 1 recommend it not be considered for determining the 
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cost of common stock for Gulf Power Company. His CAPM Version Two 

when corrected for its infirmities shows an investor required market return 

of 1 1.1 % before flotation costs and transformation. The necessary 

regulatory return to produce an 11 .I Yo market return for investors is 13.5% 

as shown on Schedule 19 of my rebuttal exhibit. 

Overall, Mr. Rothschild’s testimony when amended to reflect 

reasonable investor expectations, supports an allowed regulatory return 

for Gulf Power Company of 13.5% to 14.2%, or an average of 13.9%. 

RESPONSE TO MR. ROTHSCHILD’S COMMENTS ON MY DIRECT TESTIMONY 

Transformation, or the Process of Providing Investors with an Opportunity 

to Earn Their Required Return so that Capital Attraction and Reliable 

Customer Service Can Reasonably Occur 

Q. Do you agree with the rationale stated in FERC and FCC decisions cited 

by Mr. Rothschild at page 17 of his testimony for rejecting the use of 

transformation in setting regulatory returns? 

No. FERC’s argument assumes an ability to control the price-to-book 

value ratio, and that doing so is in the customers’ interest. Controlling the 

price-to-book ratio would be difficult, and would require frequent rate 

adjustments and administrative costs. 

A. 

More importantly with respect to capital access, when interest rates 

decline, it reduces the cost of capital not only for electric power companies 

like Gulf Power Company, but for all securities. This causes prices for all 

securities to rise. If investors were confronted with two investment 
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opportunities -- one that was going to rise because interest rates are 

declining, while the other would not because the return and earnings 

would be reduced in response to the lower cost of capital - - it is clear 

what the investors’ response would be. They would buy the stock 

expected to rise and reject the stock that is expected to decline in price to 

its book value. Since declines in interest rates can span several years, 

capital attraction for regulated utilities could be jeopardized for a 

considerable period of time. 

From an investor perspective, this is not an attractive investment 

proposition. If interest rates are flat, the investor can earn the expected 

return and is not disadvantaged relative to other stocks. However, interest 

rates are seldom flat. If interest rates decline, the utility can seek rate 

relief, and after regulatory lag, presumably increase rates to compensate 

for the increase in the cost of common stock. Conversely, non-regulated 

companies can presumably raise prices to off set capital cost increases. 

On the other hand, if the cost of capital declines, the utility investor will 

suffer an opportunity cost loss because other common stocks benefit from 

the decline in interest rates, while it is taken away from investors in utility 

stocks. Utility stock investors could even experience negative returns if the 

price decline to book value exceeds the stock‘s yield. 

Therefore, there is a serious capital attraction issue with FERC’s 

argument. Because of the indispensable nature of electric service to 

commerce, jobs, and the quality of life for Gulf Power Company’s 

customers, I believe it is important for the utility to have continuing access 

to the capital markets in both easy and difficult conditions. This is, I 
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believe, a prerequisite for reliable customer service at reasonable rates in 
the future. Setting rates at levels that would potentially repel rather than 

attract investor capital does not in my view serve the public interest. 

Mr. Rothschild’s testimony indicates that when stocks are trading above 

book value, it is reasonable to drive the stocks downward in price to book 

value? Do you agree? 

Definitely not. He notes on page 19 of his testimony that “If the stock price 

exceeds book value, a reasonable result of the new rate determination 

could be for the stock price to decline.’’ Based on three decades of 

working with investors, I can safely report that investors will not buy a 

stock that is expected to decline in price. 

Do investors expect regulated utility stock prices to drop in price or to their 

book values? 

No. If they did, the stocks would already be selling at the lower expected 

price, or at a price-to-book ratio of 1 .O times. 

Mr. Rothschild also cites a FCC decision on the same issue. Please 

comment. 

The FCC decision cited by Mr. Rothschild essentially makes the same 

argument as FERC, and concludes that even though the price of the stock 

declines, that the Bluefield/HoDe criteria are still met. Since interest rates 

can decline over a considerable period of time when investors would be 

attracted to stocks other than regulated companies, capital access could 
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be jeopardized which would be adverse to customer interests. 

As noted in my response to the FERC order, denying investors an 

opportunity to earn a prospective return comparable to companies of 

similar risk will repel rather than attract investors, and jeopardize the ability 

of Gulf Power Company to attract capital and fulfill its customer 

responsibilities. 

Mr. Rothschild also quotes from the U.S. Supreme Court’s HoDe decision 

and notes that the common stock price is the end product of the rate 

making process, not the front end, and therefore, a reduction in value 

does not invalidate regulation. Please comment. 

I do not believe the U.S. Supreme Court would sanction a method that 

would deprive investors on a prospective basis of a reasonable 

opportunity to earn their required return. To do so would impede the 

utility’s ability to attract capital, ultimately harming the customers it serves. 

What has been the response of regulators to the argument presented by 

Mr. Rothschild? 

As price-to-book value ratios have risen from about parity in 1985, 

regulators have been allowing higher returns on common stock equity 

than indicated by strict application of market-based models, as shown in 

Schedule 5 of the exhibit to my direct testimony. Over the last several 

years, the allowed regulatory returns have exceeded the DCF indicated 

return by 1 to 3 percentage points using the earnings-per-share growth 

rate version of the model. Regulatory commissions, by allowing higher 
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Mr. Rothschild assumes a degree of specificity that is beyond the normal 

scope of investor practice. Based on my experience, investors typically 

use a five-year earnings growth rate in assessing expected market 
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The use of earnings versus dividends is confirmed by a survey of 

investor practices cited on page 6 of Schedule 7 of the exhibit to my direct 

testimony. The survey shows that earnings was the top choice among 

cash flow, book value, earnings, and dividends for the most important 

variable in valuing a security. Of 297 respondents, only three respondents 

chose dividends, and only five chose book value. Both dividends and 

book value were at the bottom of the list among the four choices. If 

constancy of book value and dividend growth was important to investors in 

their valuation process one would expect them to be as important as 

earnings to investors. 

Moreover, if investors ignored the five-year earnings growth rate 

because of the lack of growth constancy, and relied instead on the 
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sustainable growth rate favored by Mr. Rothschild, one would reasonably 

expect that First Call, I/B/E/S, Value Line, and Zacks would all provide 

sustainable rates of growth. The fact of the matter is that they all supply 

five-year earnings growth rates. Only Value Line provides a sustainable 

growth rate, which is based on year-to-year data, and is, therefore, not 

meant to be applicable to the long-term future. 

Based on my experience, the sustainable growth rate method, 

which in its simplest form, consists of just two variables, does not provide 

investors with the detail they require for making investment decisions. 

Nonetheless, the difference between using the investor practice, or 

five-year earnings growth rate, versus the sustainable growth rate 

preferred by Mr. Rothschild using investor expected returns on common 

stock equity, is not substantial enough in my view to justify his objection to 

investor practice. 

If Mr. Rothschild had used the same method as investors for determining 

expected total return, or investor five-year earnings growth expectations 

plus the yield, what would the analysis show the investor required market 

return to be? 

The indicated investor required return would be 12.1%, as shown in my 

updated DCF analysis on Schedule 27 of my rebuttal exhibit. This result 

is not substantially different from the 11.5% shown by Mr. Rothschild’s 

single-stage DCF analysis using investor expected returns on common 

stock equity rather than his, and 11.4% to 12.0% for his two-stage DCF 

analysis when again using investor return on common stock equity 
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expectations. 

Mr. Rothschild states that use of the five-year growth rate can lead to ever 

increasing returns on common stock equity. Please comment. 

Mr. Rothschild states that if the earnings per share grow more rapidly than 

book value, the return on common stock equity will increase. This is true, 

but the reverse is also true. Further, after determining the investor 

expected market return, I have used the sustainable growth rate method 

for the transformation process. Therefore, Mr. Rothschild's concern that 

the return on common stock equity would continually rise if earnings grow 

more rapidly than book value, and fall when earnings grow less rapidly 

than book value is not relevant. Moreover, when using a number of 

companies instead of just one, as Mr. Rothschild did, there is a chance for 

offsetting outcomes regarding this issue, since more rapid growth in 

earnings than book value by one company may be offset by the reverse in 

another company. 

From still another perspective, the DCF model results using either 

the investor return on common stock equity expectation (1 1.5% using his 

single-stage DCF, and 11 -4% to 12.0% using his two-stage DCF results), 

or the investor five year earnings growth rate expectation (12.1 % shown in 

the update on Schedule 27 to my rebuttal exhibit) are similar. 

Mr. Rothschild alleges that you failed to take into account a downward 

trend in risk premiums. Please comment. 

Whether or not one finds a downward trend in risk premiums depends on 
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the data one chooses to examine. The 1926-2000 lbbotson data shows 

that equity risk premiums have been rising from about 4 percentage points 

in the early 1970s to about 1 1 O/O for the most recent five years ending in 

2000. Supporting data is charted in Schedule 18 of my rebuttal exhibit. 

Mr. Rothschild, on the other hand, uses a 30-year moving average as 

shown in Schedule 17 of my rebuttal exhibit. The latter shows for the 

most recent 30 years an equity risk premium about 4% in the mid-I 990s. 

Overall, it is best to use the long-term, arithmetic equity risk 

premium results for the stock market versus long-term governments, 

which is 7.3% using total returns, and 7.8% using income returns. This is a 

less arbitrary method than Mr. Rothschild uses. The data go back in time 

as far as quality inputs are available, and includes many event types that 

could be considered by investors to the extent that they use long-term, 

historical data to determine expected equity risk premiums. 

Please respond to Mr. Rothschild’s comments on the process that you call 

transformation in your testimony. 

The problem with Mr. Rothschild’s objection is that he does not recognize 

the difference between book and market returns and improperly equates 

the investor required market return to the return that the Commission 

should allow for regulatory purposes. The investor return is a market 

return and the regulatory return is a book return. When stock prices are 

materially above book value, as they now are, using the investor required 

market return as the book regulatory return will not produce the investor 

required market return. Accordingly, investor expectations will not be 
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fulfilled, and knowledgeable investors will invest their capital elsewhere. 

This in turn will jeopardize the ability of Gulf Power Company to attract 

capital and fulfill its customer responsibilities. 

In fact, Mr. Rothschild is not true to his own analysis of investor 

required returns. For example, he determined that the investor required 

market return was 1 O.O%, but as shown on Schedule 12 of my rebuttal 

exhibit, a 10.0% return on common stock equity will produce only a 7.3% 

achievable market return to investors. Therefore, his recommendation 

contradicts his analysis, since the return he recommends for Gulf Power 

Company will not enable investors to have an opportunity to earn the 

return he testifies they require. This is explained in greater detail along 

with a mathematical example on pages 13-20 of my direct testimony. 

Do you agree with Mr. Rothschild’s claim that when transformation is used 

the higher the stock price, the higher the return on common stock equity 

that would be recommended? 

No. Mr. Rothschild’s claim is wrong, and illustrates that he either does not 

understand the transformation process, or is unwilling to provide investors 

with an opportunity to earn their required market return. This is clearly 

shown in the side-by-side example on Schedule 20 of my rebuttal exhibit, 

which shows why transformation is necessary. In the first of two 

examples, or “Price Up-Constant ROE,” the expected market return is 

10.7% based on a return on common stock equity expectation of 13.0%, a 

price of $35 for the stock, and a book value of $25, as shown in Column A. 

If the price of the stock rises from $35 to $40, the investor required 
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market return declines to 10.0% as shown in Column B. The investor 

expected return on common stock equity in this example does not change, 

and the required regulatory return continues at 13.0%, instead of 

increasing as indicated by Mr. Rothschild. 

Concurrently, if the investor expected return on common stock 

equity declines to 12.5% from 13.0% in the second example in Column F, 

while the price also rises from $35 to $40, the investor expected market 

return becomes 9.5% and is consistent with the lower expected return on 

common stock equity of 12.5% as shown in Column H. 

Are earnings necessarily excessive when prices are above book value? 

No. Mr. Rothschild assumes that earnings are excessive when prices are 

above book value, and that transformation perpetuates excessive 

earnings. Mr. Rothschild may think that earnings are excessive, but 

investors do not, or they would not pay more than book value for regulated 

utility stocks. Based on investor expectations, the stocks are fairly valued 

and fairly reflect future cash flows. Cutting the return and earning power, 

such that common stock prices are driven down to book value would 

damage investor confidence, repel rather than attract investors, and hurt 

Gulf Power Company’s financial integrity and ability to serve its 

customers. 

Does transformation protect investors from stock price declines? 

No, transformation does not insulate investors from market risks, but 

simply provides them with an opportunity to earn their required return. 
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On page 79, Mr. Rothschild raises five objections to your CAPM analysis. 

Please respond. 

I have previously responded to all but one of these objections earlier in 

this rebuttal testimony. With regard to the appropriate bond return to use 

in the CAPM, Mr. Rothschild prefers to use Treasury bills rather than 

Treasury bonds. However, his CAPM analysis using the Treasury bill 

results in a return below that of single A utility bonds, which is an 

untenable conclusion. Investors favor the use of long-term not short-term 

debt for investment purposes. In my judgment, this is because the long- 

term Treasury bond better matches the perpetuity term of common stocks, 

is much more stable than Treasury bill yields, and is much less controlled 

by the Federal Reserve. The latter point is particularly relevant at this 

time. Treasury bill yields are very low at this time because of 

unprecedented rate reductions by the Federal Reserve to mitigate the 

recession underway in the US. economy. 

Mr. Rothschild objects to the use of a five year growth rate in the CAPM 

because he claims that the base year for establishing the growth rate was 

a recession year when earnings would be depressed. Please comment. 
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Mr. Rothschild fails to recognize that the year 2000 was not a recession 

year. 

Mr. Rothschild on page 90 reiterates his position that equity risk premiums 

have been declining using the 30 moving average of Ibbotson’s 1926- 

1999 returns, and that your historic equity risk premium is too high. 

Please comment. 

Equity risk premiums have been rising as previously noted in my 

testimony. Comparisons of one method versus that used by 

Mr. Rothschild are provided on Schedules 17 and 18 of my rebuttal 

exhibit, both of which employ the same data. Relevant to this issue is the 

investor expected, market equity risk premiums shown in the update to my 

testimony on Schedule 33. Investor expected equity risk premiums based 

on projected market returns for the Value Line Composite and S&P 500 

(using three different growth rate estimates) average 9.5%, which is 

almost double the equity risk premium that Mr. Rothschild believes 

investors expect. 

On page 91, Mr. Rothschild states that Treasury bonds are not risk free 

since they do not have a zero beta. Do you agree? 

Mr. Rothschild is correct that longer-term investments such as Treasury 

bonds have more risk than Treasury bills, or higher than a zero beta -- that 

is, if one can believe that there is no reinvestment risk for Treasury bill 

investors. Bill versus bond investors must continually roll over their 

investments, and when interest rates are declining so are bill rates. 
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Meanwhile, the value of the bond is rising as investor required returns 

decline. The reverse is also true. 

Even if one assumes that Treasury bonds have more risk than 

Treasury bills, it is long-term bonds not short-term Treasury bills that 

investors primarily use. This is because investors prefer comparisons with 

long-term not short-term bonds because they better match the duration 

risk of stocks than short-term investments such as Treasury bills. 

Treasury bill yields are primarily controlled by the Federal Reserve and not 

investors, and therefore, are not always indicative of investor 

expectations. For example, not many months ago bill yields were 6% 

compared to less than 2% currently. Bill yields are also much more 

volatile than Treasury bond yields. From an investor perspective, 

therefore, Mr. Rothschild's criticism is without merit. 

Mr. Rothschild's next concern is that your CAPM analysis using a 5.4% 

yield on long-term Treasury bonds would show an investor expected 

market return of 9.3% to 10.2%. Do you agree? 

I do not agree that the 9.3% to 10.2% is representative of investor 

expectations because of the flight to quality and scarcity premiums now 

present in long-term Treasury bond yields. This is covered in Schedule 8, 

pages 3 to 6 of the exhibit to my direct testimony. 

Mr. Rothschild appears to agree. He notes on page 14 and 15 of 

his testimony: 

While I normally have made a specific adjustment to the lower the 

indicated cost of equity for risk specific reasons, in the current 
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marketplace the yields on long-term bonds already reflect the flight 

to quality caused by uncertain economic times and stimulating 

effects of the Federal Reserve Board. 

Again, due to current economic conditions, there are temporarily 

problems with using treasury securities in a risk premium analysis 

based upon historic risk premium relationships. Therefore, 1 have 

only summarized the results of a risk premium analysis based upon 

long-term corporate bonds. 

Comparable Earnings 

11 Q. 

12 

13 A. 

14 

15 

16 Q. 

17 

18 A. 

19 

20 

21 

22 

23 

24 

25 

Mr. Rothschild states that you used higher risk industrial companies for 

your comparable earnings analysis. Do you agree? 

No. Schedule 10, page 6, of the exhibit to my direct testimony clearly 

shows that this is not so. 

Please respond to Mr. Rothschild’s suggestion that the comparable 

earnings method does not provide useful information to the Commission. 

As previously noted in Schedule 10 of my direct testimony, and in my 

comments about transformation in this testimony, the growth rate used by 

investors is fundamentally tied to their return on common stock equity 

expectation. When denying the validity of comparable earnings, therefore, 

one is also denying the growth rate in the DCF model, or the results of the 

DCF model. Mr. Rothschild should not expect to have it both ways - 
using the investor expected return on common stock equity, or “r” in his 

“br+sv” method for his DCF analysis while denying its validity in the 
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comparable earnings method. It is necessary for Gulf Power Company to 

have a regulatory return comparable to investor expectations so that its 

common stock can provide investors with the market return they require. 

Does your comparable earnings method overlook the capital attraction 

standard? 

No. Mr. Rothschild argues that capital is raised at the price of common 

stock and not its book value, which is correct. However, the price of the 

stock reflects investor expectations of the cash flows (using the DCF 

model) they expect to receive. As Mr. Rothschild’s testimony clearly 

shows, these cash flow expectations are driven by the return on common 

stock equity and the retention rate in the simple form of the sustainable 

growth rate model. This is clearly shown on Mr. Rothschild’s Exhibit 

JAR 5. 

What is the linkage between the return on common stock equity and the 

growth rate in the DCF model? 

Each of the transformation schedules accompanying my market based 

models show the relationship between the return on common stock equity 

and the growth rate (“br” growth rate, where “ b  is the retention rate and V“ 

the return on common stock equity). The connection or interrelationship is 

also shown on Mr. Rothschild’s JAR 5. Mr. Rothschild states that in 

implementing his two-stage DCF model on page 46 of his testimony, he 

“determined future earnings in the second stage of the non-constant DCF 

model by multiplying the future book value per share by the future 
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expected earned return on book equity.” This statement is itself evidence 

. of the linkage that he later claims does not exist. 

Flotation Costs 

Q. 

A. 

Q. 

A. 

Q. 

Mr. Rothschild states that any flotation costs are more than offset by the 

accretion to book value from the sale of common stock above book value. 

Do you agree? 

No. The companies on the list of Gulf Power’s comparable companies 

have not always sold above book value. Furthermore, the accretion to 

book value is part of the growth rate expected by investors according to 

the testimony of Mr. Rothschild, who uses the “br+sv” form of the 

sustainable growth rate method. Clearly, if it is part of growth rate 

expectations it cannot also be flotation costs. 

Do you agree that a 0.2% allowance for flotation cost must be excessive? 

No. Mr. Rothschild develops an exaggerated example in an attempt to 

show that financing costs are almost 50% of the new equity raised. His 

example is flawed because his $984,000 relates to all previous stock 

issuances. The flotation cost for a $2 million new issuance at 3% would 

be only $60,000. 

MODEL UPDATE 

Mr. Rothschild’s testimony makes reference to a number of reports and 

sources of data that are more recent than those you relied on in your 
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direct testimony. Have you updated your analysis? 

Yes. In response to Staff’s Production of Documents Request No. 55, 

I have updated my DCF results, equity risk premium analysis, CAPM 

model and comparative earnings model using the most recent information 

on stock prices, bond yields, Value Line earnings and dividends 

projections and other data. Updated schedules reflecting this information 

are attached as Schedules 21 through 35 of my rebuttal exhibit. 

Did you make any other changes when you updated your schedules? 

Yes. It came to my attention that the bond ratings provided by C.A.Turner 

in two instances were incorrect at the time my testimony was prepared. 

The senior, utility debt rating for Progress Energy by S&P is “BBB+” and 

for TECO Energy “A.” The relevance of the incorrect bond ratings is that 

Progress Energy with a “BBB+” bond rating would not have met the 

selection criteria noted on Schedule 6, page 6, of the exhibit to my direct 

testimony for inclusion on the list of comparable companies. Further, the 

indicated risk of the comparable companies relative to Gulf Power 

Company, based on the bond rating comparison, would have been 

understated. My updated exhibits, therefore, exclude Progress Energy 

from the comparable company group. 

What was the impact of the change to your analysis? 

There was a slight increase in the indicated cost of common stock when 

deleting Progress Energy from the comparable company group. This 

increase would be mitigated by the higher than previously acknowledged 
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risk of the comparable companies relative to Gulf Power Company based 

on a bond rating comparison. 

Do you believe that the change to your comparable group of companies, 

therefore, would have a meaningful impact on the cost of common stock 

estimate for Gulf Power Company? 

No. 

What are the updated results of your recommended return on common 

stock equity for Gulf Power Company? 

The updated results show a moderate increase in the cost of common 

stock for Gulf Power Company. The average of the four tests used show 

an average cost of common stock of 13.6%, and the midpoint of the 

13.2% to 14.2% range is 13.7%. Supporting data is summarized on 

Schedule 21 and detailed supporting data appears on Schedules 22-35 of 

the exhibit to my rebuttal testimony. Recognizing the slightly higher risk 

difference between Gulf Power Company and its comparable companies 

than apparent in my direct testimony, its lower financial risk, all electric 

revenue derivation, higher regulatory ranking, and its relatively small size, 

it is my judgment that Gulf Power's cost of common stock is slightly higher 

than the 13.0% previously recommended. Nonetheless, basing my 

recommendation on the nearest one-quarter of a percentage point, the 

updated cost of common stock for Gulf Power Company continues to be at 

least 13.0%. 

25 
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CHAIRMAN JABER: Yes. The p r e f i l e d  rebut ta l  

testimony o f  Mr. Benore sha l l  be inser ted i n t o  the record as 

though read. 

MR. MELSON: And, Commissioner, there was a corrected 

version o f  the testimony t h a t  was f i l e d  several days a f t e r  the 

o r i g i n a l .  

several pages t h a t  are ind icated as revised. 

January 28th, so i t  i s  the  revised rebut ta l  t h a t  we would want 

t o  have inserted. 

I bel ieve f o r  the  testimony i t  involved changes on 

It was f i l e d  on 

CHAIRMAN JABER: Okay. It i s  the revised rebut ta l  

testimony o f  Mr. Benore t h a t  was f i l e d  January 28th sha l l  be 

inser ted  i n t o  the record as though read. 

are i n  agreement on t h i s ,  and there are no object ions.  

I ' m  assuming you a l l  

MR. BURGESS: Madam Chairman, on a separate note you 

are cor rec t  i n  your assumption w i t h  regard t o  me on what you 

j u s t  said. 

would object  t o  i t  being used. The agreement t h a t  I had was 

t h a t  each o f  our witnesses would provide a summary and would 

o f f e r  the  testimony, and there would be no cross. And I 

r e a l i z e  t h i s  i s  excerpts from it, but  nevertheless i t  i s  a 

document t h a t  I had not  ant ic ipated,  and I had not  agreed t o ,  

and i t  i s  a t oo l  t h a t  was used t h a t  I t h i n k  i s  something t h a t  

i s  not  p a r t  o f  the agreement. So I would ob jec t  t o  i t  being 

I have j u s t  looked through t h i s  e x h i b i t ,  and I 

used as he explains h i s  summary. 

CHAIRMAN JABER: Okay. We1 , we are no t  there. Hold 
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onto t h a t  thought, but  I have noted your object ion.  

MR. BURGESS: Thank you. 

CHAIRMAN JABER: Okay. We have hand1 ed i n s e r t i n g  the 

testimony. Mr. Melson. 

BY MR. MELSON: 

Q Mr. Benore, you had one e x h i b i t  i d e n t i f i e d  as C A B 2  

consis t ing o f  schedules numbered 12 t o  15, i s  t h a t  correct? 

A I ' m  sorry,  12 t o  - -  
Q I ' m  sorry,  12 t o  35. 

A Yes. 

Q And, again, a revised set o f  e x h i b i t s  was f i l e d  w i t h  

the revised testimony on January 28th. Do you have any changes 

or  correct ions t o  the  January 28th version o f  t h a t  exh ib i t ?  

A No, s i r .  

MR. MELSON: Chairman, I would ask t h a t  Exh ib i t  CAB-2 

be i d e n t i f i e d  as Exh ib i t  29. 

CHAIRMAN JABER: The Revised Composite Exh ib i t  CAB-2 

shal l  be i d e n t i f i e d  as Composite Exh ib i t  29. 

(Composite E x h i b i t  29 marked f o r  i d e n t i f i c a t i o n . )  

BY MR. MELSON: 

Q Mr. Benore, would you please summarize your rebutta 

testimony . 
CHAIRMAN JABER: Okay. Before we do t h a t ,  Mr. 

Melson, there has been an object ion t o  the  use, even the use o f  

the handout t h a t  you passed out t o  the  Commissioners. Why 
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don't you go ahead and address that objection. 
MR. MELSON: Commissioner Jaber, Mr. Burgess is 

correct insofar as we did not discuss specifically the use of a 
handout. We did discuss a summary of testimony. Mr. Benore 
would essentially use this as notes to present his summary. 
Every page in the document can be referenced directly back to a 
page in his testimony or as an existing schedule to his 
testimony. We just thought the summary would be easier to 
follow along if the Commissioners and the other parties had in 
front of them the specific pieces of the testimony that were 
bei ng summarized. 

CHAIRMAN JABER: Mr. Burgess. 
MR. BURGESS: Commissioners, again, I just think it 

is improper, it is counter to the agreement. We didn't put 
together anything, we didn't agree on it. We had a specific 
agreement and it did not include an additional exhibit with an 
exhibit number that is going to be brought in. 
is something that was not contemplated, and I do not consider 
it to be part of our agreement. 

I just think it 

CHAIRMAN JABER: Mr. Melson, I'm going to go ahead 
and sustain the objection, recognizing I'm not really sure what 
the objection is, other than you all didn't have a meeting of 
the minds on the use of the exhibit. So we are not going to 
refer to the exhibit. And to the degree that puts Mr. Benore 
in the position of pointing out to us in testimony and on his 
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ed exh ib i t s  where he would l i k e  us t o  look,  I w i l l  a l low 

eeway. 

MR. MELSON: A l l  r i g h t .  

BY MR. MELSON: 

Q Mr. Benore, can you summarize your rebut ta l  

testimony, please. 

A Yes, I would be pleased t o .  I found a number o f  

concerns about Mr . Rothchi 1 d '  s recommended 10 percent re tu rn  on 

common stock equi ty .  Among the  very most important o f  these i s  

t ha t  he ignored investor  re tu rn  on equ i ty  expectations. They 

range from 13.5 t o  14.85 percent, bu t  he employed 12 t o  13.5 

percent i n  h i s  DCF models. The ra t i ona le  he used i s  t h a t  

investors are too op t im is t i c .  They overestimate. And 

furthermore h i s t o r i c a l  re turns on equ i ty  i n  recent years were 

not as high as those t h a t  investors now expect. 

There are two problems, I bel ieve, w i t h  t h a t  

analysis. One, investors  inves t  on the basis o f  expectations, 

not on a f t e r - t h e - f a c t  resu l t s .  And the second problem t h a t  I 

have i s  t h a t  whatever h i s t o r i c a l  guidance can be found i n  

h i s to r i ca l  data i s  already imparted i n t o  o r  p a r t  o f  t h e i r  

2xpectations f o r  t he  fu tu re .  So I th ink  he made a serious 

fundamental m i  stake when he abandoned investor  expectations o f  

13.5 t o  14.85 percent on common stock equ i ty  and instead used 

l i s  own. 

Fundamentally, ne i ther  I nor Mr. Rothchi ld have the  
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c a p i t a l  t o  sustain the electric power industry or Gul f  Power's 
necessary investments. Therefore, I do not t h i n k  t h a t  rate of 

return experts 1 i ke mysel f ,  and I would include others as we1 1 , 

should impart their own expectations i n  their analysis when 
there are very clear and obvious investor expectations about 

the issues t h a t  they are overwriting. 
A second major problem, and i t  i s  a serious one, I 

calculated, amounts t o  about three-quarters t o  a fu l l  

percentage point  error i n  his approach, i s  t h a t  i n  his 

two-stage DCF model he starts the second stage w i t h  the 
dividend policy i n  the first  stage. 
percent retenti on rate. 

I t h i n k  i t  was a 41.33 

What he should have done, i n  l i g h t  o f  progression i n  

time and investor expectations, i s  t o  use a terminal rate t h a t  
investors had p u t  i n  place for the year 2005, which was 47.39 

percent. Using the 41.33 percent instead of the 47.39 percent 
and a simple sustainable growth rate model, the return on 
equity times the retention rate and the various runs t h a t  he 
made generally f a l l o u t  t o  diminish or reduce the investor 
expected return by three-quarters t o  one percentage po in t .  

T h a t  i s  a haircut t h a t  clearly should not be pushed onto 
investors. 

The very latest d a t a  shows w h a t  the dividend policy 
expectations are t h a t  run through the year 2005. He should not 
go back i n  time and f i n d  some other lower number t h a t  gives the 
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growth rate, gives a lower growth rate. I d o n ' t  t h i n k  t h a t  i s  
proper, and I would seriously, from an investor perspective, 
object t o  t h a t .  

He also ignored the very small size of Gulf Power. 
And I d o n ' t  mean t h a t  i n  a demeaning way for the people of Gulf 

Power i n  any sense, i t  i s  just a fact. And we t h i n k  i n  the 
marketplace and have credible evidence t o  show t h a t  smal ler 
companies d o n ' t  have the same resources t o  work w i t h  t o  guide 
their company as do arger companies. And t h a t  imparts more 
uncertainty and more v o l a t i l i t y  t o  their results. Tha t  means 
t o  the investment community t h a t  business risk is  higher. 

And this factor i n  and of i tself  according t o  
Ibbotson Associates' study on size premia would increase the 
cost of common stock equity based on their da ta  by 

three-quarters of a percentage point .  
inappropriate i n  l i g h t  of the constructive regulatory 
environment i n  this state,  especially the use of adjustment 
clauses. And on a net basis, factoring i n  the constructive 
nature of regulatory policy i n  Florida, I have allowed only a 
quarter for t h a t  i n  my judgment, but  i t  i s  something I s t i l l  

t h i n k  should not be ignored. 

I believe t h a t  t o  be 

He also ignored f l o t a t i o n  costs. And I t h i n k  I heard 
Mr. Rothchild say t h a t  they are small. FERC calculates them t o  
be 2/100ths of a percentage p o i n t ,  i f  I have t h a t  correct. 
Therefore, they are inconsequential. I d o n ' t  t h i n k  they are 
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inconsequential a t  a l l ,  and I t h i n k  they are on the order of 

about 20 basis points. He explains when stocks are selling 
above book value, you can sort of ignore i t .  B u t  w h a t  he does 
is  t o  incorporate t h a t  i n t o  the growth rate, and he shouldn't 
double count i t  by using i t  i n  the growth rate as well as 
saying, well, because of i t  I can also ignore f lo t a t ion  costs. 
I t  just doesn't add up and make sense t o  me. 

B u t  most importantly, most importantly, Mr. 
?othchild's recommendation of 10 .0  percent will only yield a 
7.3  percent market return t o  investors. This is  less t h a n  the 
yield of 7.7 percent on Moody's Single A u t i l i t y  bonds, which 
is the same ra t ing  of Gulf Power Company. 

And turning t o  the exhibits now t h a t  I need t o  
Drogress i n  t h a t  way, I show on my Schedule 12 the mathematics 
rJhere a 10 percent regulatory return will only produce a 7.3 

Dercent return t o  the investor. And I show i n  the lower table 
m t h a t  very same exhibit t h a t  i n  order for investors t o  have 
3n opportunity t o  earn the 10.0 percent t h a t  he recommends, 
tha t  a 12.7 percent return on common stock equity is  necessary. 

I also found i t  very interesting i n  Mr. Rothchild's 
Zomments on my testimony, which I respect, and they were 
jelivered i n  a constructive way for which I am grateful, b u t  I 

j o  politely disagree. For h im t o  say t h a t  I'm trying t o  
iverthrow Hope Bluefield, Permian, Basin and Duquesne is  simply 

Zertainly not meant, and I believe t o  be fallacious. What 
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transformation does simply, and please note, he d i d  not refute 
the example. He mentioned the example, and i t  i s  on Page 5 of 

the original handout ,  i f  t h a t  i s  s t i l l  an exhibit and available 
t o  you. I f  i t  was not allowed, i t  i s  i n  my direct testimony. 
And perhaps someone will  help me f i n d  the citation of t h a t  so 
t h a t  I d o n ' t  waste your time. B u t  please note t h a t  he d i d  not 
refute t h a t  i f  this Commission allows 10 percent on common 
stock equity, t h a t  the return t h a t  the investor can reasonably 
expect t o  achieve i n  the marketplace will be substantially 
1 ess. 

And the example t h a t  was shown on Page 5 of the 
original handout, which is  close t o  w h a t  the market looks ike 
today, shows t h a t  when a 10 percent return is allowed only a 
7.0 percent will be realized. So I would have t o  say I d o n ' t  
Delieve t h a t  Hope Bluefield really sa id  you should not provide 
investors w i t h  an  opportunity t o  earn their realized return. 
4nd t h a t  i s  a l l ,  i n  fact, t h a t  transformation attempts t o  do. 

Moving further along i n  my summary t o  his CAPM, i t  i s  
3ased effectively on a 4 percent equity risk premium or a 
narket return over the return on long-term U.S. Government 
3onds. T h a t  is  very, very low. In fact, you will  f i nd  i n  my 

rebuttal testimony on page - -  you will f i n d  a graph there. And 

Mhat the graph shows is  t h a t  i f  you p lo t  the 30-year moving 

average of equity risk premiums from 1926 t o  the year 2000 for 
the Ibbotson d a t a ,  the 4 percentage points is  about as low a 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

336 

number as you will be able t o  f i n d  for t h a t  entire period of 

time. And I believe t h a t  on i t s  face i t  i s  unrepresentative of 

reasonable investor expectations. I f i n a l l y  found t h a t ,  i t  i s  
Schedule 17. I f  you just run your eye there you will see t h a t  
the range has been from about 14 t o  3 percent, and 4 i s  about 
as low as you can go. And I t h i n k  t h a t  is  unrepresentative. 

And i f  you turn t o  Schedule 18 of the same exhibit, 
this shows the equity risk premium formated i n  a different way. 

I t  starts off i n  the year 2000 w i t h  the last  five years, which 
was an average o f  about 11 percent. And for each successive 
year t h a t  you go backward i n  time i t  adds a year. So the f i r s t  
d a t a  poin t  i n  2000 i s  five years, the next one i n  1999 i s  six 
years, seven years, e i g h t  years, e t  cetera. 

And w h a t  you can see there is  t h a t  the equity risk 
premium recently has certainly been much higher t h a n  4 

percentage points. Again, 4 i s  about as low as i t  has ever 
been i n  history by this measure. And, i n  fact, the equity risk 
premium has been rising, not falling. So I believe Mr. 
Rothchild has erred i n  terms of using a equity risk premium for 
his CAPM model t h a t  i s  severely low and unrepresentative of 

investor expectations. 
One last t h i n g ,  i f  I may, t h a t  I would like t o  refer 

t o  i s  t h a t  Mr. Rothchild said i n  his testimony t h a t  the error 
w i t h  transformation, and this i sn ' t  a pure quote, but  i t ' s  
pretty close, the error w i t h  transformation is  a t  best 
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i l l u s t r a t e d  - -  I take t h a t  t o  mean h i s  best shot - -  by not ing 

tha t  the higher the stock pr ice ,  the  higher the ROE tha t  Benore 

would recommend. This i s  not t r u e  as shown i n  the two examples 

on t h i s  page, which i s  i n  your documents a t ab le  t h a t  i s  shown 

on Page 20. And t h a t  t ab le  r e a l l y  has two par ts .  And the 

f i r s t  pa r t  shows t h a t  when the p r i ce  goes up, presumably 

because i n t e r e s t  ra tes have declined, the  ROE can remain 

constant. 

What happens here, contrary t o  what Mr. Rothchi ld 

said and apparently bel ieves, i s  t h a t  the  ROE doesn't  have t o  

go up. What happens i s  t h a t  the investor  re tu rn  goes down. 

That i s  shown i n  Column B, Line 10, where i t  dropped t o  10 

percent when the  p r i ce  went t o  40 from 35. That i s  shown i n  A 

and B, row one. The investor  required re tu rn  dropped from 

10.71, i n  Column A, row 10, t o  10.0 percent. 

And, furthermore, I have t r i e d  t o  make a more complex 

exampl e t o  incorporate another ob jec t ion  t h a t  Mr . Rothchi 1 d 

presumably could have made, and t h a t  i s  t h a t  when the  p r i c e  

goes up there i s  no way the  ROE can go down. Wel l ,  t h i s  shows 

tha t  t ha t  would be not t rue ,  as we l l .  

t o  the r i g h t  o f  the long v e r t i c a l  l i n e ,  the  p r i c e  goes up from 

35 t o  40 and the  investor  expected re tu rn  goes down from 13 t o  

12.5 percent. And, again, the  investor  required re tu rn  i s  the 

adjustment process, not  the re tu rn  on common stock equi ty .  So 

when pr ices go up, i t  doesn' t  necessar i ly  f o l l ow  as he says 

Here i n  the next example 
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t h a t  the  ROE t h a t  transformation would suggest would go up. 

t h ink  t h i s  demonstrates t h a t  t h a t  i s  not t rue .  

I 

And, f i n a l l y ,  I would l i k e  t o  thank you f o r  your 

patience, and f o r  your patience espec ia l l y  as I stumbled around 

here t r y i n g  t o  f i n d  these exh ib i t s  which I had not ant ic ipated 

the need t o  do. And f o r  the  opportuni ty,  again, t o  express my 

views about the cost o f  common stock f o r  Gul f  Power Company, 

which I continue t o  bel ieve i s  13.0 percent. Thank you. I f  

you have any questions, I would be pleased t o  t r y  t o  respond t o  

them. 

CHAIRMAN JABER: Thank you, Mr. Benore. I have one. 

We have heard a l o t  about the  Hope case w i th  your testimony and 

wi th  Mr. Rothchi ld 's  testimony. Is i t  your pos i t i on  t h a t  your 

recommendation i s  consistent w i t h  the  Hope case, o r  i s  i t  your 

pos i t i on  t h a t  Hope i s  inappl icable t o  what you recommend? 

THE WITNESS: I bel ieve  i t  i s  appl icable and t h a t  my 

testimony i s  consistent f o r  t h i s  very fundamental reason. 

Investors,  as even Mr. Rothchi ld notes i n  h i s  testimony, should 

have an opportuni ty t o  earn t h e i r  cost  o f  cap i ta l .  He def ines 

the cost o f  cap i ta l  d i f f e r e n t l y  than I do, but  I t h i n k  the  

point  i s  s t i l l  a v a l i d  one; t h a t  i s  t h a t  investors should have 

an opportuni ty t o  earn t h e i r  cost  o f  cap i ta l .  And as I showed 

i n ,  I bel ieve  i t  was on Page 5 o f  the  f i r s t  handout, t h a t  i s  a 

p rac t ica l  imposs ib i l i t y  t o  do under current market 

circumstances. And tha t  i s  an example tha t  ne i ther  M r .  
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Rothchild, or  any other intervenor, or  s t a f f ,  o r  Commission t o  

the best o f  my knowledge has refuted. 

I am aware o f  no re fu ta t i on  o f  t h a t  mathematical 

example tha t  I also bel ieve i s  representative o f  today's 

s i t u a t i o n  i n  the marketplace. So I bel ieve my testimony t o  be 

compliant w i th  Hope and B lue f ie ld ,  t ha t  i s ,  t o  give a company 

f inanc ia l  i n t e g r i t y ,  which I th ink  presumes the a b i l i t y  t o  

provide investors w i t h  t h e i r  required re tu rn  so t h a t  i n  t u r n  

they can a t t r a c t  cap i ta l  and be i n  a pos i t ion  t o  provide 

re1 i ab1 e and continued service t o  t h e i r  customers. 

CHAIRMAN JABER: Commissioners, any questions? 

COMMISSIONER DEASON: Yes, I have j u s t  a few 

questions. You indicated t h a t  you consider there needs t o  be a 

25 basis po in t  - -  I bel ieve i t  i s  25 basis po ints  - -  
THE WITNESS: No, 20. 

COMMISSIONER DEASON: No, 25. You're an t i c ipa t i ng  my 

question again. 

THE WITNESS: I ' m  sorry. 

COMMISSIONER DEASON : 25 basi s po in t  adjustment f o r  

the s ize o f  Gulf Power, i s  t h a t  correct? 

THE WITNESS: Yes. 

COMMISSIONER DEASON: Okay. I suppose Gulf  i s  a 

s m a l l  company i n  r e l a t i o n  t o  other F lor ida investor-owned 

u t i l i t i e s ,  but Gulf  i s  a lso p a r t  o f  a much la rger  company, 

being the Southern System. And i t  i s ,  i n  f ac t ,  Southern which 
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l y  issues the stock. So why i s  i t  t h a t  Gul f  needs a 

company premium? 

THE WITNESS: Yes. I bel ieve t h a t  each company 

should stand on i t s  own f e e t ,  and there should be no 

Eross-subsidization. And because sma l l  companies do have 

i i ghe r  returns t h a t  have been returned i n  the  marketplace over 

time, i t  i s  evident t h a t  investors requ i re  o f  them higher 

returns. This would be appl icable based on the  Ibbotson r i s k  

3remia studies, and I bel ieve t h a t  i t  i s  an appropriate cost 

a t t r i b u t a b l e  t o  Gulf  Power Company because o f  i t s  small s ize.  

It would be my judgment t h a t  t h a t  i s  a cost t h a t  i s  a 

real cost ,  but  one t h a t  should not be passed on t o  the other 

zustomers o f  the Southern Company system, t h a t  i s  Alabama 

Power, Georgia Power, Savannah. That cost  should be 

recognized, I bel ieve, and borne by i t s  source or  the cost 

should fo l l ow  causation. And I bel ieve i n  t h i s  case because o f  

the sma l l  s ize o f  Gul f  Power, t h a t  higher r e t u r n  should be 

borne by t h i s  company. 

COMMISSIONER DEASON: I d o n ' t  f o l l o w  when you say 

tha t  we should not have Alabama or  Georgia subsidiz ing Gulf .  

You recommend t h a t  they - -  

THE WITNESS: Well, i f  you - - 
COMMISSIONER DEASON: Let me ask my question. 

THE WITNESS: I ' m  sorry.  

COMMISSIONER DEASON: I f  you were t e s t i f y i n g  on 
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behal f  o f  Georgia Power, would then you ind i ca te  t h a t  they need 

a lower ROE than what you recommend f o r  Gul f  Power? 

THE WITNESS: They were a t  a s u f f i c i e n t  s ize where 

the  r i s k  premia study would show t h a t  they d o n ' t  requi re  a 

higher re turn.  

COMMISSIONER DEASON: You're p lay ing games. They 

d o n ' t  requi re  higher, does t h a t  mean t h a t  they requi re a lower 

ROE than Gul f  Power? 

THE WITNESS: A l l  other th ings being equal, yes, they 

would requi re a lower ROE than Gul f  Power. 

COMMISSIONER DEASON: Have you t e s t i f i e d  on behal f  o f  

Georgia Power? 

THE WITNESS: I did.  

COMMISSIONER DEASON: And d i d  you t e s t i f y  t o  t h a t  t o  

the  Georgia Commission? 

THE WITNESS: It was c e r t a i n l y  p a r t  o f  my testimony 

t h a t  a r i s k  premia was not required o f  them. 

COMMISSIONER DEASON: Not a r i s k  premium, bu t  a r i s k  

I n  other words, they should have a lower negative adjustment. 

ROE because they are l a rge r .  

THE WITNESS: Right.  There are r i s k  d i f ferences 

between Georgia and Gul f ,  and when I made my recommendation I 

was mindful o f  those di f ferences. I n  making a judgmental 

d i f ference between t h e i r  cost  o f  cap i ta l  and t h a t  o f  the  

comparable companies, I d i d  consider the  s ize.  Their  s ize  was 
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such that a premia, or an additional compensation or addition 
;o their return was unnecessary. When I made that same 
inalysis for Gulf Power Company and compared them - -  I think it 
is 640 or 630 million of market capitalization versus 
ipproximately 5 billion for its comparable companies, it was 
ibvious that this was a much smaller company relative to the 
:omparable group against which its costs was being measured. 
3ecause of that, an increase in the return of Gulf relative to 
its comparable companies was required, and I am recommending 
;hat that be a quarter of a percentage point. 

COMMISSIONER DEASON: Is that the same as saying that 
ve should deny Florida ratepayers the efficiencies and benefits 
if Gulf being part of a larger company? 

THE WITNESS: I'm not addressing that issue at all, 
I am just addressing the cost of common stock equity as sir. 

it relates to the size of the company. 
COMMISSIONER DEASON: Okay. I have a question. And 

just for ease o f  reference, I don't know if this is going to be 
an exhibit or not, but it was your handout, which is Page 3 o f  

that handout. 
THE WITNESS: Yes. 
COMMISSIONER DEASON: And here you are indicating 

that the actual return of a - -  a regulatory return of 10 
Dercent is actual 1 y 7.33 percent. 

CHAIRMAN JABER: Commissioner Deason, 1 et me 
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i n t e r r u p t  you f o r  j u s t  a minute, because I t h i n k  ac tua l l y  the  

object ion went t o  even using t h i s ,  but  Mr. Melson represented 

t h a t  t h i s  same page could be found i n  an e x h i b i t ,  so - - 
MR. MELSON: Schedule 12. 

MR. BURGESS: Commissioner, my comments went t o  the  

f i r s t  page o f  the  b u l l e t s  t h a t  set  out - -  changed language a 

1 i t t l e  b i t  and set  out - - otherwise I have no problems a t  a1 1 

w i t h  it. That was the  only  concern I had. 

CHAIRMAN JABER: Then f o r  the sake o f  ease, we are 

going t o  look a t  Page 3 o f  the  handout. 

COMMISSIONER DEASON: Very good. I ' m  t r y i n g  t o  

understand the  dynamics o f  t h i s  analysis,  and t e l l  me i f  I ' m  

wrong. It appears t o  me t h a t  i f  f o r  purposes o f  t h i s  

ca lcu la t ion ,  i f  the  p r i c e  o f  34.80 were a c t u a l l y  $22.76, t h a t  

the investor  re tu rn  and the regulatory  r e t u r n  would be the  

same? 

THE WITNESS: Yes, s i r .  

COMMISSIONER DEASON: Okay. So why i s  i t  t h a t  

because investors  a re  w i l l i n g  t o  b i d  up the p r i c e  o f  the  stock 

above i t s  book value, t h a t  t h a t  means t h a t  they requi re a 

higher re turn? 

THE WITNESS: The $34.80 i s  the  average p r i c e  f o r  t h e  

comparable companies from Mr. Rothch i ld 's  testimony. That 

p r i c e  represents investor  r i s k  and r e t u r n  valuations r e l a t i v e  

t o  other investment oppor tun i t ies i n  the  marketplace. So when 
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they look forward and estimate what they expect t h i s  company 

w i l l  be, o r  these companies, the  comparable companies w i l l  be 

able t o  earn i n  the fu ture,  and place a value on those 

earnings, they bel ieve t h e i r  worth o f  $34.80 a share, and t h a t  

i s  what they are w i l l i n g  t o  pay f o r  them i n  the marketplace 

today. So t h a t  i s  how t h a t  va luat ion gets t o  be what i t  i s .  

COMMISSIONER DEASON: So expla in  t o  me again what the 

34.80 represents? That i s  t he  p r i c e  o f  comparable companies? 

THE WITNESS: The average pr ice ,  yes, s i r .  

COMMISSIONER DEASON: And then what r e l a t i o n  does 

t h a t  have, then, t o  the - -  t he  book value o f  22.76, i s  t h a t  

a lso the  book value o f  the comparable companies? 

THE WITNESS: Yes, s i r .  

COMMISSIONER DEASON: And what are the  comparable 

companies, are they regul ated o r  unregulated? 

THE WITNESS: They are regulated e l e c t r i c  power 

companies, and they are the  same - - Mr. Rothchi ld used the same 

comparable companies t h a t  I did  i n  my testimony, and he - -  I ' m  

j u s t  opening h i s  testimony JAR-5, Page 7. They are Allegheny 

Energy, A1 1 i ant - - 
COMMISSIONER DEASON: That 's  f i ne .  There i s  a l i s t  

w i t h i n  your testimony? 

THE WITNESS: Yes, I t h i n k  you w i l l  f i nd  a l i s t  i n  

both o f  our test imonies. The on ly  d i f ference t h a t  I would note 

f o r  your consideration i s  t h a t  i n  one o f  h i s  DCF t e s t s  he a lso 
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used Southern Company. 

o f  the  analyses i n  my testimony. 

I d i d  not use Southern Company i n  any 

COMMISSIONER DEASON: Well, I guess what I ' m  t r y i n g  

t o  understand i s  i t  appears t h a t  the  dynamics o f  t h i s  i s  t ha t  

i f  investors are w i l l i n g  t o  b i d  up the p r i c e  o f  a company or  a 

group o f  comparable companies higher than i t s  book value, t ha t  

the more they b i d  tha t  up they are saying they are demanding a 

higher re tu rn  than what the regulatory  re tu rn  would be. 

THE WITNESS: I guess I c a n ' t  f o l l ow  the  l og i c ,  i f  I 

may put  i t  t h a t  way, o f  r e l a t i n g  i t  t o  the  regulatory  

environment and the l i k e .  What i t  does represent i s  t h e i r  

va luat ion o f  the  fu tu re  earnings o f  the  company. And as Mr. 

Rothchi ld po in ts  out, investors expect a 13.5 t o  14.85 percent 

re tu rn  on equ i ty  f o r  those comparable companies. So t h a t  

expectat ion t o  a la rge  extent i s  what i s  d r i v i n g  the  p r i c e  t h a t  

they are w i l l i n g  t o  pay f o r  t h a t  stock. 

CHAIRMAN JABER: Commi ssioners, any other questions? 

M r .  Benore, on the  other s ide o f  the  equation, i f  we 

were t o  consider the  s ize o f  Gul f  Power, shouldn ' t  we a lso 

consider the f a c t  t h a t  the  customer base w i l l  increase 

according t o  Mr. Bowden's testimony, number one; and, number 

two, shouldn' t  we fac to r  i n  the  f a c t  t h a t  e l e c t r i c  companies 

can take advantage o f  various clauses? 

THE WITNESS: I bel ieve growth i s  important t o  the 

investment community, and there i s  probably more growth f o r  
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t h i s  company than there i s  f o r  the t yp i ca l  e l e c t r i c  power 

company. But I believe t h a t  t h a t  i s  something t h a t  would 

already be factored i n t o  t h e i r  expectations. 

Furthermore, w i t h  regard t o  the adjustment c l  auses, 

as I previously indicated, and I apologize i f  I have overlooked 

it, the r i s k  premia studies using Ibbotson data would ind ica te  

a cost o f  common stock equ i ty  higher than the comparable 

companies by about three-quarters o f  a percentage point .  

firmly bel ieve tha t  because o f  the fue l ,  the purchased power, 

the environmental and capacity clauses t h a t  i s  afforded t o  Gulf  

Power Company by t h i s  construct ive regulatory j u r i s d i c t i o n  

mi t igates t h a t  r i s k .  And, therefore, I would recommend w i t h  

respect t o  the s ize issue o r  higher r i s k  caused by the 

company's smaller s ize t o  be subs tan t ia l l y  mi t igated by these 

construct ive practices, and use only  a quarter instead o f  a 

three-quarter po int  higher re tu rn  increment. 

I 

CHAIRMAN JABER: Thank you. 

Redi rec t  , Mr . Me1 son. 

MR. MELSON: No red i rec t .  And we would move Exh ib i t  

29. 

CHAIRMAN JABER: Okay. Composite Exh ib i t  29 i s  

admitted i n t o  the record without objection. 

(Composite Exh ib i t  29 admitted i n t o  evidence.) 

CHAIRMAN JABER: Thank you, Mr . Benore. 

THE WITNESS: You're welcome. 
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MR. MELSON: And may Mr. Benore now be excused? 

CHAIRMAN JABER: Yes. And t h a t  br ings us, Gul f  

'ower, t o  Mr. Saxon. 

MR. BADDERS: Yes, ma'am. He i s  t ak ing  the stand a t  

t h i s  t ime. We are ready t o  proceed. 

CHAIRMAN JABER: Okay. 
- - - - -  

R. MICHAEL SAXON 

rJas ca l l ed  as a witness on behal f  o f  Gul f  Power and, having 

ieen du ly  sworn, t e s t i f i e d  as fo l lows: 

DIRECT EXAMINATION 

3Y MR. BADDERS: 

Q Mr. Saxon, have you been sworn t h i s  morning? 

A Yes, I have. 

Q Would you please s ta te  your name and business address 

for the record? 

A Yes. My name i s  Michael Saxon, my address i s  One 

3 e r g y  P1 ace, Pensacol a, F1 or ida.  

Q 

A 

And by whom are you employed and i n  what capacity? 

I ' m  employed by Gul f  Power Company as Manager o f  

:orPorate P1 anni ng . 
Q 

)ages? 

Have you p r e f i l e d  d i r e c t  testimony cons is t ing  o f  16 

A I have. 

Q Do you have any changes or correct ions t o  t h a t  
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t e s t  i mony? 

A I do. On Page 7, Lines 4 and 5, and on Page 16, Line 

8 - -  
CHAIRMAN JABER: L e t ' s  take them one a t  a t ime. 

THE WITNESS: I'm sorry.  Okay. 

CHAIRMAN JABER: That 's  okay. Page 7. 

THE WITNESS: Page 7, Lines 4 and 5, change 2 .1  

m i l l i o n  t o  1.8 m i l l i o n .  Page 16, Line 8, change 2 .1  m i l l i o n  t o  

1.8 m i l l i o n .  

BY MR. BADDERS: 

Q And w i t h  those changes, i f  I were t o  ask you the  same 

questions today would your answers be the  same? 

A Yes, they would. 

MR. BADDERS: We ask t h a t  t he  p r e f i l e d  d i r e c t  

testimony o f  Michael Saxon be inser ted  i n t o  the record as 

though read. 

CHAIRMAN JABER: Yes. The p r e f i l e d  d i r e c t  testimony 

o f  Mr. Saxon sha l l  be inser ted i n t o  the  record as though read. 

BY MR. BADDERS: 

Q Mr. Saxon, do you have one e x h i b i t  labeled RMS-1 

attached t o  your testimony consis t ing o f  seven schedules? 

A Yes, I do. 

Q Are you a lso sponsoring a sect ion o f  the MFRs w 

are i d e n t i f i e d  on Schedule 7 o f  t h a t  e x h i b i t ?  

A Yes, I do. 
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Q Do you have any changes or  corrections t o  t h a t  

b i t ,  or  t o  your po r t i on  o f  the MFRs? 

A I do not.  

MR. BADDERS: We ask t h a t  t h a t  exh ib i t ,  RMS-1 be 

i d e n t i f i e d  as the next e x h i b i t .  

CHAIRMAN JABER: Yes. Exh ib i t  30 shal l  be RMS-1. 

(Exh ib i t  30 marked f o r  i d e n t i f i c a t i o n . )  
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GULF POWER COMPANY 

Before the Florida Public Service Commission 
Prepared Direct Testimony 8. Exhibit of 

R. Michael Saxon 
Docket No. 01 0949-El 

In Support of Rate Relief 
Date of Filing: September 10, 2001 

Please state your name and business address. 

My name is R. Michael Saxon, and my business address is One Energy 

Place, Pensacola FL 32520-0761. I am the Manager of Corporate 

Planning for Gulf Power Company. 

Please describe your educational and professional background. 

I have a Master of Science Degree in Management from Troy State 

University and a Bachelor of Science Degree in Marketing from the 

University of West Florida. My employment with Gulf Power began in 

1976. I have served in various capacities of increasing responsibility 

including the Pensacola District Manager. In that position, I was 

responsible for the daily customer and field service activities of the 

Pensacola District. I have been in my position as Manager of Corporate 

Planning since March of 2001. 

Please describe your responsibilities and duties as the Manager of 

Corporate Planning. 

My primary responsibility is to ensure that Gulf’s budgeting, forecasting, 

and performance measurements are effective and consistent. I 
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coordinate the overall planning effort, and I am responsible for the 

production of the Company’s financial forecast. My responsibilities also 

include the ongoing development and maintenance of the Operation and 

Maintenance (0 & M) and Construction Budgeting System and the 

development of the 0 & M and Construction budgets and forecasts. I am 

responsible for coordinating the Strategic Business Plan and the 

development of goals and measurements for the Company. The 

Corporate Planning Department provides financial analysis and maintains 

expertise in the use of available support tools for decision making. 

Q. Have you prepared an exhibit that contains information to which you will 

refer in your testimony? 

A. Yes. 

Counsel: We ask that Mr. Saxon’s Exhibit ( R M S - l ) ,  comprised of 

seven schedules, be marked for identification as 

Exhibit-. 

Q. 

A. 

Were all of the schedules in this exhibit prepared under your supervision? 

Yes. Each schedule of this exhibit was prepared under my supervision 

and direction. 

Q. 

A. 

Are you the sponsor of certain minimum filing requirements (MFRs)? 

Yes. The MFRs that I am sponsoring, in part or in whole, are listed on 

Schedule 7 of my exhibit. To the best of my knowledge, the information in 

all of the listed M F R s  is true and correct. 

Docket No. 01 0949-El Page 2 Witness: R. M. Saxon 
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What is the purpose of your testimony? 

The purpose of my testimony is to provide an overview of the planning 

process that results in the production of Gulf's financial forecast. The 

financial forecast is the basis for Gulf's projected data for the test year 

used in this rate case. Specifically, I will present an overview of Gulf's 

planning and budgeting process, outline the assumptions used in 

developing Gulf's financial forecast, and describe both the Construction 

Budget process and the 0 & M budget process. I will also sponsor a 

portion of Gulf's Construction Budget related to General Plant. Because 

of my prior position with the Company, I will also support the service fees 

requested by the Company and the level of Customer Accounts dollars 

requested in the test year. My testimony will also address the Customer 

Accounts expenses in the 0 & M Benchmark analysis. 

Please describe Schedule 1 of your exhibit. 

Schedule 1 is a flow chart of Gulf's annual planning and budgeting 

process. This is an ongoing process intended to develop a financial 

forecast for use by management as a tool for making decisions affecting 

the future direction of the Company. There are eight component budgets 

that are incorporated into Gulf's financial forecast. The Company's 

Leadership Team, consisting of Gulf's executive officers, reviews and 

approves these budgets. 

Who will testify on the preparation of the eight component budgets in 

Gulf's financial forecast? 
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The Customer, Energy, Peak Demand, and Revenue Budgets are the 

responsibility of Mr. McGee; the Fuel Budget is the responsibility of 

Mr. Moore; the Interchange Budget is the responsibility of Mr. Howell; and 

the Construction Budget is the responsibility of Mr. Moore, Mr. Howell, 

Mr. Fisher, and me. Mr. Moore, Mr. Fisher, Mr. McMillan, Ms. Neyman, 

Mr. Howell, and I will discuss the 0 & M Budget. Mr. Labrato addresses 

the interface of the component budgets with the financial model in his 

testimony. 

Has Gulf Power filed a list of the assumptions used in developing Gulf’s 

financial forecast? 

Yes. MFR F-17 lists the assumptions used in developing Gulf‘s financial 

forecast and the supporting basis for each assumption. Gulf’s 

management believes the assumptions used in this financial forecast, as 

outlined on MFR F-17, to be reasonable in light of our experiences and 

the circumstances known at the time the assumptions were developed. 

Who administers the financial planning process? 

As the Manager of Corporate Planning, I ensure that all involved with the 

process are kept informed of the key assumptions, goals, and any 

strategic issues facing the Company. Our Chief Financial Officer, 

Mr. Labrato, is responsible for ensuring the Company’s Leadership Team 

reviews and approves the eight component budgets of the planning 

process. 
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Schedule 1 shows Corporate Planning’s involvement in producing Gulf’s 

financial forecast. Would you describe your department’s involvement? 

Primarily, Corporate Planning is responsible for coordinating the 

Construction Budget and 0 & M Budget processes. The department is 

also responsible for assimilating the information that is produced in the 

approved Revenue, Fuel, Interchange, Construction and 0 & M Budgets 

for use in the financial model. Corporate Planning is responsible for the 

ongoing process of analyzing and updating the financial model logic to 

ensure accurate forecasts of the Company’s financial performance. 

Please describe Gulf’s Construction Budget. 

The Construction Budget consists of Plant Expenditures (PE’s) for 

additional property covering a period of ten years. PE’s are categorized 

as Major Generation, Other Production, Transmission, Distribution, and 

General Plant. The PE’s are further identified as Specific PE’s and 

Blanket PE’s. Specific PE’s are generally individual projects costing 

$50,000 or more that may require expenditures in one or more years. 

Blanket PE’s include repetitive type plant additions that are not easily 

defined or distinguished as individual or separate projects at the time the 

budget is prepared. 

Who is responsible for developing PE’s? 

Individuals within the functional operating area are responsible for 

developing the PE’s in that area. The appropriate Vice President reviews 

and approves the PE’s prior to their being submitted to Corporate 
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Planning. The majority of the PE's are prepared under the direction of 

Mr. Moore, Mr. Fisher, and Mr. Howell. 

Who is responsible for reviewing and approving the overall Construction 

Budget? 

Gulf's Leadership Team reviews all Construction Budget requests. 

Corporate Planning provides the Leadership Team with any necessary 

summaries, comparisons, or other information that may be requested. 

After review and approval by the Leadership Team, the Construction 

Budget is approved annually by the Company's Board of Directors. 

Does Gulf monitor the actual construction expenditures against its 

approved budget? 

Yes. Quarterly, Corporate Planning does a comparison of Actual to 

Budget expenditures. Any variance over or under a set threshold is 

researched and explained by the appropriate functional area. Variance 

explanations, by project, are prepared and an estimate of the budget 

status at year-end or at completion of the project is shared with the Chief 

Financial Officer. Supervision of this control mechanism is the 

responsibility of Corporate Planning. 

What is the amount of Gulf's test year Construction Budget? 

Gulf's June 2002 through May 2003 Construction Budget is $64.9 million. 

Schedule 2 of my exhibit shows Gulf's test year Construction Budget by 

category. 
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Are you sponsoring a portion of the General Plant Construction Budget for 

the test year? 

Yes. I am testifying to the portion of General Plant that relates to 

telecommunications, computer, and other equipment, which is $&+ million 

in the test year. This 

expenditures for what Gulf has been spending for this portion of General 

Plant for the last three years and for the period January 1, 2001 through 

May 31,2002. 

-$La 

million is well within the range of normal 
!y& 

Would you please state the purpose of your testimony as it relates to the 

0 & M Budget? 

I will describe the preparation process and provide an overview of the 

assumptions used to prepare the test year 0 & M Budget. The following 

individuals are responsible for and are prepared to address the specific 

assumptions, details, and explanations related to the test year 0 & M 

Budget for the indicated functions: Production is the responsibility of 

Mr. Moore; Transmission is the responsibility of Mr. Howell; Distribution 

will be addressed by Mr. Fisher; I will sponsor Customer Accounts; 

Customer Service & Information, Sales, and Advertising is the 

responsibility of Ms. Neyman; and Administrative & General expenses will 

be addressed by Mr. McMillan. The assumptions and their supporting 

basis for the test year 0 & M Budget are outlined in MFR F-17. 

What is the amount of Gulf’s test year 0 & M Budget? 

The test year 0 & M Budget exclusive of all related Net Operating Income 
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(NOI) adjustments is $1 86.4 million. Schedule 3 of my exhibit 

summarizes the test year 0 & M Budget by major functional category. 

This schedule ties with Mr. Labrato's Schedule 8 and the adjusted 2000 

actual 0 & M that is shown in MFR C-2. The witnesses responsible for 

0 & M expenses by function will be addressing the increases from the 

adjusted 2000 0 & M to the test year 0 & M. 

Please describe Corporate Planning's role in preparing Gulf's 0 & M 

Budget. 

Corporate Planning is responsible for establishing a logical process for the 

preparation of the budget; for administering the process under the 

direction of the Chief Financial Officer; and for preparing the necessary 

summaries, comparisons, or other information that may be requested. 

The Leadership Team reviews and approves the 0 & M Budget. 

Schedule 4 of my exhibit is a flow chart outlining the 0 & M Budget 

process. 

Would you describe the process of preparing Gulf's 0 & M budget? 

Referring to my Schedule 4, the first step in Gulf's 0 & M Budget process 

is to develop a list of strategic issues facing the Company. These issues 

are then integrated into the Company's Strategic Business Plan. Each 

Planning Unit within the Company prepares objectives and goals that 

address its direction and major emphasis for the coming year. These 

goals and objectives support specific issues identified in the Company's 

Strategic Business Plan. The Chief Financial Officer then reviews the 
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budgeted revenues forecasted for the period and communicates a Budget 

Message that outlines the goals and objectives of the Company and gives 

specific guidelines to the Planning Units for development of their budgets 

and forecasts. 

Please describe the 0 & M Budget process after the issuance of the 

Budget Message. 

Upon receipt of the Budget Message each Planning Unit prepares a 

detailed budget that supports its approved goals and objectives for the 

budget year. The budget represents the funds required to accomplish its 

goals and objectives. The Vice President for each function approves the 

function’s budget prior to its submission to Corporate Planning. Corporate 

Planning reviews submittals for compliance with the Budget Message and 

compiles the data for review by the Chief Financial Officer and the 

Leadership Team. Any changes are documented and the approved 

budget is then sent to the Planning Units. A signature page is maintained 

with the Chief Financial Officer and the President signifying final approval 

of the 0 & M Budget. 

What rate of inflation is used by Gulf in the preparation of its 0 & M 

Budget? 

The Budget Message issued by the Chief Financial Officer includes the 

inflation rate to be used by the Planning Units in preparing the 0 & M 

Budget. The rate of inflation for 2002 and 2003 used in preparing the 

0 & M Budget was 2.43 percent and 2.40 percent, respectively. These 
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rates of inflation are developed by Southern Company Services utilizing 

forecast data obtained from Regional Financial Associates (RFA), now 

known as Economy.com, Inc. 

How are salary increases budgeted? 

Corporate Planning sends a letter to the Planning Unit Managers with an 

appropriate rate, furnished annually by Human Resources, to be used for 

salary increases. A suggested amount for promotions is also stated. 

What is the value of the 0 & M budgeting process used by Gulf Power 

Company? 

Gulf uses the budgeting process as a comprehensive management tool 

both to plan and to control the Company’s operations. Goals, objectives, 

priorities, and appropriate expenditure levels are established through the 

budgeting process. 

How do Planning Unit Managers monitor monthly budget variances? 

Our on-line accounting and reporting system allows each user to produce 

monthly budget to actual comparison reports. Each quarter, the 

departments are required to submit reports that include explanations of 

variances that are plus or minus 10 percent and greater than $25,000. 

Any variance amount that exceeds plus or minus $500,000, regardless of 

the percentage, must be explained. Projections for year-end expenditures 

are also submitted quarterly. The Chief Financial Officer reviews these 

reports and year-end projections and informs the Leadership Team as the 
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need arises. 

Please describe any new initiatives Gulf has undertaken to improve the 

Construction and 0 & M budget process. 

Gulf is using a proprietary budget system called BUDWORKS for 

electronic submittal of Construction and 0 & M budgets and forecasts. 

This system, developed in 1997 and enhanced each year, has greatly 

reduced the time spent in the development, reporting and submittal of 

budget requests. 

Mr. Saxon, are you familiar with the development of the costs for Gulf’s 

service fees? 

Yes. Because of my experience in district operations, I am familiar with 

the job functions associated with providing these services. I am also 

familiar with the cost components of these job functions. 

Does the Company propose any changes to these fees? 

Yes. Based on our analysis of current costs, Gulf has developed new 

fees for the connection of initial service, existing service, and temporary 

service; restoration of service (after violation of rules); premise visit; 

investigation of unauthorized use; and returned item charges. 

How have these fees changed? 

My Schedule 5 shows a summary of the proposed changes to the service 

fees. Supporting details are included in MFR E-1 0. 
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How long have these service fees been in effect? 

The fees for connection of existing service, restoration of service (after 

violation of rules) and premise visit have been in effect since 1983. The 

fees for connection of initial service, connection of temporary service, and 

investigation of unauthorized use became effective with Gulf’s last rate 

case in 1990. The Company proposes to increase these fees to more 

closely reflect the cost of providing these customer-requested or 

customer-driven services. The returned item fee has been in effect since 

1993 and the proposed increase is in accordance with Florida law. 

Please describe the methodology used to calculate the proposed level 

requested for these service fees. 

The steps required to provide each service were identified, and the cost 

associated with each step was determined. Gulf then adjusted these fees 

in $5.00 increments for ease of administration. The total cost for each 

service, prior to being adjusted, is listed in column 2 of my Schedule 5. All 

of the proposed fees are cost-based, except for the returned item charge. 

Gulf proposes a returned item charge that varies by item amount in 

accordance with Florida law. 

Are any of the requested service fees new to the customers? 

No. Gulf currently has a fee for each of these services. However, Gulf is 

subdividing the fee for restoration of service (after violation of rules) into 

three different categories. The three categories are restoration of service, 

restoration of service after hours, and restoration of service at the pole. 
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Each category has different cost components that justify a different 

charge. 

Are you sponsoring the level of Customer Accounts 0 & M expenses in 

the test year? 

Yes. In my previous position as Pensacola District Manager, I was 

involved in the day-to-day activities of our customer accounting function. 

The Company’s request of $1 6.6 million dollars for the test year Customer 

Accounts expense is reasonable, prudent, and necessary. Since the 

addition of Gulf’s CSS system, Customer Accounts expenses have 

averaged $1 5.8 million dollars per year. Customer Accounts expenses 

have increased since 2000 by $1.3 million. This increase is due to 

postage expenses, uncollectible expenses, and Automated Resource 

Management System (ARMS) expenses. The remaining increase is 

primarily related to the normal increases in labor and programs due to 

inflation and customer growth. 

Are you sponsoring the Customer Accounts Benchmark analysis variance 

information? 

Yes. The total Company 0 & M expenses are under the Benchmark by 

$3.7 million; however, the Customer Accounts Benchmark variance is 

over by $2.5 million. As shown on my Schedule 6, this variance is related 

to four areas. The first is Information Technology (IT) in the amount of 

$1 .I million; second is the Customer Service System (CSS) in the amount 

of $940,000; next is Uncollectible Accounts of $607,000; and ARMS 
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makes up the remainder. 

Please discuss the expense changes that have caused IT costs to exceed 

the Benchmark. 

In 1990, the majority of all IT costs were in the A & G function. These IT 

costs are now charged directly to the Planning Unit wherever it is feasible 

to do so. With the evolution of computer technology within the workforce 

over the past 10-12 years, there has been a decrease in the need for 

support personnel to handle correspondence, presentations, reports, etc., 

for other professional job classifications. Computer technology has 

enabled the general workforce to do more with automated processes, thus 

increasing productivity. 

Please discuss CSS and why this is an increase over the Benchmark in 

Customer Accounts. 

Mr. Fisher’s testimony includes a discussion of the reasons why Gulf 

implemented CSS. As described in Mr. Fisher’s testimony, CSS is a 

powerful tool that is critical to Gulf’s future. In 1997, this system replaced 

the General On-line System (GOLS) which had been in use since 1972. 

CSS helps Gulf meet the expectations of our customers for outstanding 

service while controlling costs and providing the flexibility to respond to 

opportunities that arise in the marketplace. Purchasing a standard system 

and making enhancements was the most cost-effective way to satisfy 

Southern Company’s need for a state-of-the-art customer information 

system across all five operating companies. 
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Please discuss the Benchmark variance for Uncollectible Accounts. 

The Benchmark for uncollectibles was established by applying the rate of 

inflation and customer growth to the 1990 budget of $51 1,000. Actual 

uncollectible expense for 1990 was $1,267,283. The average 

uncollectible expense for 1997, 1998, 1999, and 2000, with the current 

year-end projection for 2001, is $1,408,000. This supports the 

reasonableness of Gulf’s test year request of $1,543,000. Some of the 

factors impacting uncollectible expense include national economic 

conditions, local economic conditions, and weather. During extreme 

weather conditions, Gulf does not disconnect electric service for non- 

payment. Gulf’s policy is not to disconnect for non-payment when 

temperatures are forecasted to be 32 degrees or less, 95 degrees or 

greater, or when the heat index is forecasted to be 105 degrees or 

greater. These extreme weather conditions, in effect, increase arrears 

and, consequently, uncollectibles. 

Please discuss the Benchmark variance for ARMS. 

Mr. Fisher’s testimony includes a summary of the benefits of ARMS. 

ARMS is a very valuable tool for managing the daily work schedules of 

Field Service Representatives and Service Technicians engaged in 

service work orders. This new system has increased productivity and 

efficiency. 

Mr. Saxon, would you please summarize your testimony? 

Gulf utilizes a very straightforward, logical, and comprehensive process in 
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developing the eight component budgets that are incorporated into the 

model, which results in Gulf’s financial forecast. This budgeting process 

is performed annually and results in a forecast that management uses as 

a tool in planning and decision making. We believe the assumptions 

contained in each budget are reasonable and that they have been 

obtained from the best sources available at the time the budgets were 

developed. 
3 I I B  

The $PI million of General Plant expenditures in the test year that 

relate to telecommunications, computer, and other equipment are 

reasonable and well within the range of normal expenditures for the last 

three years. The requested level of 0 & M Customer Accounts expenses 

in the test year are reasonable, prudent, and necessary. Our current 

service fees have been in effect for over ten years, some as long as 

18 years, and do not adequately recover our costs of performing these 

activities. The proposed changes to these fees more closely reflect the 

current cost of these activities. 

Does this conclude your testimony? 

Yes, it does. 
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BY MR. BADDERS: 

Q Mr. Saxon, would you please summarize your testimony. 
A Yes, I w i l l .  Thank you. I will provide an overview 

of the planning and budgeting process which results i n  the 
development of a financial forecast which i s  comprised of eight 
component budgets. These budgets are reviewed and approved by 

Gulf's leadership team, which is  comprised of Gulf's executive 
of f i  cers . 
i n  producing Gul f I s financi a1 forecast. 

An overview of the construction budget process is  

I w i  1 1 address the i nvol vement of corporate pl anni  ng 

also provided i n  my direct testimony. The construction budget 
consists of p l an t  expenditures referred t o  as PES for 
add i t iona l  assets covering a period of ten years. These 
budgeted PES are reviewed and approved by the appropriate 
vice-president prior t o  being submitted t o  corporate planning.  

Final  approval is  given by the leadership team and subsequently 
ratified annually by the company's board of directors. 

Of the 64.9 million construction budget being 
requested i n  this case, I am directly supporting $1.8 million 

of general pl a n t  PES which re1 ate t o  tel ecommuni cations, 
computer, and other equipment. I have described the 
preparation process and provided an overview of the assumptions 
used i n  preparing the operation and maintenance budget. 
Corporate planning i s  responsible for administering the process 
and providing reports as requested by our chief financial 
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Df f i cer  and G u l f ' s  leadership team. 

The leadership team reviews and approves the O&M 

Inst ruct ions were given t o  the planning u n i t s  t o  zero Dudget. 

3ase budget years 2002 and 2003. Gul f ' s  planning u n i t s  u t i 1  i z e  

t h e i r  experience, knowledge, and expert ise t o  develop t h e i r  

Dudgets each year. Input  from external sources and expected 

increases or  decreases t o  expenses are taken i n t o  account when 

naki ng these project ions . The resul  ti ng budget i s 

representative o f  the needs o f  the company t o  provide safe 

r e l i a b l e  service t o  our customers i n  the t e s t  year and i n  the 

future.  

I am also supporting the increase o f  customer 

accounting O&M expenses i n  t h i s  case. The costs are over the 

benchmark which t h i s  Commission has used as a guide i n  p r i o r  

cases by $2.5 m i l l i o n .  This variance i s  due p r i m a r i l y  t o  the 

increase i n  four areas. 

increased by $1.1 m i l l i o n .  

function, they are now d i r e c t l y  charged t o  the business u n i t  

i ncu r r i ng  the costs whenever i t  i s  feas ib le  t o  do so. 

Information technology costs have 

I n  1990 these costs were i n  the A&G 

The customer service system was put  i n t o  service i n  

October o f  1997. This system accounts f o r  $940,000 o f  the 

increase i n  customer accounting. It i s  a valuable t o o l  t h a t  

helps us meet the expectations o f  our customers for outstanding 

customer service. Our automated resource management system 

accounts f o r  $58,000, and ARMS i s  a very valuable too f o r  
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managing the d a i l y  work schedules o f  f i e l d  service 

representatives and serv i  ce techni c i  ans engaged i n servi  ce 

work. Uncol 1 e c t i  b l  e accounts increased by $607,000 over the 

1990 benchmark. 

I n  conclusion, the  budget submitted i n  t h i s  case i s  

I bel ieve G u l f ' s  p lan o f  operation f o r  the t e s t  year per iod.  

t h i s  budget process a1 ong w i t h  management's commitment t o  keep 

cost low i s  what has allowed Gulf  t o  h i s t o r i c a l l y  maintain our 

operating cost per k i l o w a t t  hour as one o f  t he  lowest i n  the 

southeast. 

Thank you f o r  al lowing me t o  summarize my testimony. 

MR. BADDERS: We tender Mr. Saxon f o r  cross 

examination. 

CHAIRMAN JABER: Thank you. FEA? 

MR. ERICKSON: No questions. 

CHAIRMAN JABER: FIPUG? 

MR. PERRY: No questions. 

MR. BURGESS: No questions. 

CHAIRMAN JABER: S t a f f .  

MR. HARRIS: Yes, we have a few questions. Thank 

you. 

CROSS EXAMINATION 

BY MR. HARRIS: 

Q Mr. Saxon, I have several questions t h a t  are o f  a 

c l  a r i  f i  ca t ion  nature. 
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A Sure. 

Q I ' m  r e f e r r i n g  t o  your deposit ion e x h i b i t ,  which I 

t h i n k  had been admitted as Exh ib i t  21. Do you have a copy o f  

t ha t?  

A Yes, s i r ,  I bel ieve I do. A l l  r i g h t ,  s i r .  

Q I wanted t o  r e f e r  t o  beginning w i t h  Page 1 o f  5, 

which i s  the f i r s t  page o f  your l a t e - f i l e d  e x h i b i t  t o  your 

deposi ti on. 

A Yes, s i r .  

Q And the  f i r s t  l i n e  l i s t s  an average sa lary  o f  24,434. 

What year i s  t h a t  average s a l a r y  computed on? 

A That i s  based on 2001 sa la r ies  escalated by 4 percent 

t o  b r i n g  t up t o  the 2002 l e v e l .  

Q So t h a t  i s  a 2002 leve l  salary? 

A Yes, s i r ,  t h a t  i s  correct .  

Q Do you know what t h a t  number would be i f  i t  was 

escalated t o  the  t e s t  year ending i n  2003? 

A Yes, s i r ,  t h a t  number would go t o  approximately 

$24,600. 

Q And i s  t h a t  the  same number t h a t  i s  contained i n  your 

minimum f i l i n g  requirements Schedule C-33, Line 3, do you know? 

A No, s i r ,  i t  i s  not .  

Q 
A 

i ncl  udes a1 1 senior 1 eve1 management, whi ch obviously we don ' t 

Can you expla in  the  d i f ference? 

Yes. The number i n  MFR C-33 i s  the average which 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14. 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

370 

have a l o t  of turnover there i n  senior level management. And 

typica l y  we would not include t h a t  number and those higher 
salaries i n  t h a t  number for calculating our hiring lag. 

Q 
A The difference would be typically, as I said, there 

So the difference i s  based on hiring lag?  

i s  very l i t t l e  turnover i n  those higher level positions i n  the 
company. And when t h a t  occurs, or when there is  a vacancy 
typically there is  promotions where someone i n  the company 
currently moves up t o  those positions so t h a t  ultimately the 
vacancy t h a t  stays vacant for a period of time is  an entry 
level salary which is  reflected i n  the $24,000, or I guess t h a t  
adjusted number would be the $24,600 average salary. 

Q Thank you. On t h a t  same page you l i s t  an unbudgeted 
O&M temporary employee salary o f ,  I believe, $224,065. Could 

you explain why t h a t  amount i s  so large? 
A Those are dollars t h a t  are expended by the planning 

units when they do have a vacancy t o  cover t h a t  vacancy while 
they are i n  the process of gett 

Immedi ate1 y fol 1 owing 

budgeted hiring l ag .  Could you 

Q 
ng a person hired. 
t h a t  you have a $100,000 

explain t h a t  number t o  me? 
A Yes, s i r .  In  one of our planning units, and t h a t  Is 

speci fical l y  customer services where there i s  a reasonable 
amount of turnover, i n  recognition of t h a t  turnover t h a t  
planning u n i t  takes t h a t  i n t o  account i n  their budgeting 
process. And, i n  essence, reduces their budget by $100,000 i n  
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recognition o f  t h a t  hiring l a g  each year. 

Q On Page 2 of 5 ,  the next page of your exhibit, you 

show an other category. Cou d you explain w h a t  t h a t  is? 
A Yes, s i r .  T h a t  i s  a clearing account. I t  does 

include some appliance sales i n  our stores area, meaning 
warehousing, e t  cetera. 

Q And then the next 1 ine is  ENSkapi ta l  , could you 

explain t h a t  account? 
A Yes, s i r .  T h a t  i s  engineering and supervision 

direct , t h a t  is  capital expenditures. 
Q What does t h a t  mean? 
A Those are dollars t h a t  are expended or payroll t h a t  

i s  contributed t o  capital projects as opposed t o  O&M projects. 

Q Are the percentage allocations among the various 
categories i n  the tes t  year budget consistent w i t h  previous 
year's allocations? 

A Yes, s i r ,  they are. 

Q 
A Yes, s i r .  
Q You have a t  the bottom, 11 earned progression 

On Page 3 of 5 ,  the third page? 

vacancies. Could you explain w h a t  those are? 
A Yes, s i r ,  I can. Those were vacancies i n  2001, and 

Yr. Fisher wil l  expand on these i n  his testimony, but  t h a t  i s  
11 vacancies t h a t  wi l l  be fi l led as a class. So these 
individuals will be hired together, they will  come i n  and train 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

372 

together i n  what we r e f e r  t o  as an earned progression program. 

And on Pages 4 and 5, which I bel ieve are excerpted Q 
from your Schedule C-33, I not ice  t h a t  there i s  a d i f ference i n  

gross payro l l  from 1998 through the 2003 t e s t  year. Could you 

explain the cause o f  those d i  fferences? 

A I ' m  sorry, Mr. Har r is ,  would you repeat your 

question. 

Q Sure. On Pages 4 and 5 - - 
A Yes. 

Q - -  which I th ink  

A Yes, s i r .  

Q My understanding 

l i f f e rence ,  and I ' m  wonder 

are Schedule C-33 o f  your MFRs? 

i s  t h a t  i n  gross payro l l  there i s  a 

ng i f  you can explain what the 

l i f fe rences  i n  gross payro l l  f o r  each o f  those years '98 

through the projected t e s t  year 2003 are? 

A M r .  Harr is,  are you t a l k i n g  about the changes from 

)ne year t o  next, the actual increases? 

Q Yes. 

A Okay. Yes, s i r .  I don ' t  have a complete analysis, 

)ut i n  most cases t h a t  would be p r i m a r i l y  due t o  mer i t  

i ncreases and promotions , e t  cetera . 
Q Thank you. I wanted t o  ask you about f r i n g e  

iene f i t s ,  which s t a r t s  w i t h  Line Number 4, and my understanding 

i s  t h a t  the f r i nge  benef i ts  are based on the number o f  actual 

oyed a t  any one time, i s  t h a t  correct? 2mployees t h a t  are emp 
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A That i s  correct .  

Q I s  any account taken f o r  employee h i r i n g  l a g  when 

:a lcu la t ing  the f r i nge  benef i t s  amounts? 

A Oftentimes the  f r i nge  benef i t s  are appl 

lumber o f  employees i n  a year p r i o r  t o  the  budget 

. yp i ca l l y  i n  our view you would not consider t h a t  

ag 

ed t o  a 

year, so 

i n  a h i r i n g  

Q Would i t  be appropriate t o  make an adjustment t o  the 

‘r inge benef i t s  accounts t o  take account o f  t h a t  h i r i n g  lag? 

A Yes, s i r .  I t h i n k  we could consider an adjustment 

‘or f r i nge  benef i ts .  

Q Has Gul f  Power Company made any ca lcu la t ions  or  

idjustments f o r  f r i nge  benef i t s  based on t h a t  h i r i n g  lag? 

A Yes, s i r .  I bel ieve i f  we were going t o  make an 

idjustment t o  benef i t s  f o r  h i r i n g  lag,  t he  appropriate ra te  o f  

;hat would be 21.9 percent would be the  appropriate r a t e  t o  

lPP1 Y 

MR. HARRIS: I bel ieve t h a t  i s  a l l  t he  questions we 

lave. Thank you. 

THE WITNESS: Thank you, s i r .  

CHAIRMAN JABER: Thank you, Mr. H a r r i s .  

Commissioners, do you have any questions? 

CHAIRMAN JABER: Just a couple f o r  you. I ’ m  t r y i n g  

;o understand your a l l ega t ion  tha t  some o f  these costs have 

lone up because o f  the  informat ion technology aspect and 
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because o f  uncol e c t i b l e  accounts, i n  p a r t i c u l a r .  I know you 

brought out four po ints ,  but  I am concerned w i t h  those two. 

THE WITNESS: Yes, ma'am. 

CHAIRMAN JABER: Information techno1 ogy, several 

places i n  your testimony you say t h a t  - -  you make i t  a po in t  t o  

say t h a t  those used t o  be included i n  the  A&G funct ion,  and now 

the company i s  charging them d i r e c t l y  t o  where the  department 

i s  t h a t  i s  causing the  costs t o  be incurred, which i s  the 

business u n i t .  

THE WITNESS: Yes, ma'am. 

CHAIRMAN JABER: I t ' s  not  your testimony t h a t  

removing i t  from A&G and p u t t i n g  i t  i n t o  the  business u n i t  i s  

ac tua l l y  creat ing an increase i n  the expense? 

THE WITNESS: No, ma'am, not  a t  a l l .  That i s  an 

zxplanation o f  the increase i n  the  benchmark f o r  t h a t  business 

mi t i t s e l  f . 

CHAIRMAN JABER: Okay. And w i t h  respect t o  the cost 

i t s e l f ,  cor rec t  me i f  I ' m  wrong, bu t  I ' m  assuming t h a t  you have 

had t o  purchase the  computers, you have had t o  do the t r a i n i n g  

3n the  computers. I s  there anything else? 

THE WITNESS: No, ma'am, t h a t  would predominately be 

it f o r  IT .  

CHAIRMAN JABER: Do you have a website? 

THE WITNESS: Yes, we do. 

CHAIRMAN JABER: So t h a t  i s  where the  costs 
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associated w i t h  the website wou d be? 

THE WITNESS: I ' m  not  ce r ta in  t h a t  t h a t  i s  where a l l  

the costs o f  t h a t  would be. I do know t h a t  p a r t  o f  our new 

system t h a t  our customers have e lec t ron ic  access t o  b i l l i n g  

informat ion and t h e i r  account information, and t h a t  i s  where 

t h a t  piece o f  technology would be i n  there. The website may be 

i n  a d i f f e r e n t  p a r t  i n  the  company, i t  may be i n  corporate 

communications o r  what have you. But as f a r  as a l l  the 

opportuni t ies t h a t  customers have t o  access us e l e c t r o n i c a l l y  

f o r  reviewing t h e i r  accounts, i t  would be housed here. 

CHAIRMAN JABER: Okay. So they can access you 

e l  ect ron i  c a l l  y v i  a the  websi t e .  Are you doing on- 1 i ne b i  1 1 i ng? 

THE WITNESS: Yes, ma'am, we are. On- l ine  b i l l i n g ,  

i t ' s  ca l l ed  e - b i l l .  Customers can view the b i l l  and m a i l  the  

check, o r  they can view the b i l l  and a c t u a l l y  m a i l  the check or  

pay e l e c t r o n i c a l l y  through the  In te rne t .  

CHAIRMAN JABER: Okay. So a l l  the costs associated 

w i th  t h a t  would be i n  t h a t  expense, too? 

THE WITNESS: That i s  correct .  

CHAIRMAN JABER: Okay. Now, you a lso make the  po in t  

on t h a t  t o p i c  t h a t  t h a t  has created a s i t u a t i o n  where you d o t L  

need as many personnel because so much can be done on- 1 i n e  now, 

and so much i s  made more e f f i c i e n t  through the  use o f  

computers. Should we see the corresponding reduct ion i n  your 

f i l i n g  t o  personnel and sa lar ies? 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

376 

THE WITNESS: I don ' t  t h ink  you can, and I w i l l  t e l l  

you why. Obviously there has been some e f f i c i enc ies .  That 

pa r t i cu la r  piece o f  the business continues t o  grow, but I ' m  not 

sure i t  has gotten t o  the s ize yet where we can r e a l l y  

recognize t h a t  large a reduction. However, I t h ink  i t  

u l t imate ly  w i l l  a l low f o r  some cost containment t h a t  maybe then 

those resources coul d be more e f f e c t i v e l y  used e l  sewhere. 

CHAIRMAN JABER: So you t h i n k  long-term there should 

be a corresponding reduction t o  sa lar ies and personnel 

associated expenses? 

THE WITNESS: I th ink  over t ime i f  we could 

s p e c i f i c a l l y  i d e n t i f y  those associated w i t h  tha t ,  t h a t  you 

would see tha t .  

CHAIRMAN JABER: Okay. On the  customer 

uncol lect ib les,  I had a hard time fo l lowing why you have such 

an issue w i t h  the unco l lec t ib le  amounts. 

weather and your p o l i c y  o f  not disconnecting customers dur ing 

cer ta in  s i tua t ions ,  but i f  I am reading your testimony 

correct ly ,  there i s  a high percentage and, therefore, a high 

revenue amount associated w i th  customer uncol 1 e c t i  b l  es. Can 

you elaborate? 

I know you c i t e  t o  

THE WITNESS: Commissioner, over the l a s t  f i v e  years 

our unco l lec t ib le  amount has averaged about $1.6 m i l l i o n .  And 

the amount t h a t  I t h i n k  has been s t ipu la ted  t o  i n  t h i s  case f o r  

the t e s t  year i s  1.5 m i l l i o n .  With respect t o  the benchmark, 
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however, i n  1990 the budgeted amount f o r  unco l lec t ib les  was 

511,000, and actuals f o r  t h a t  year were 1.3 m i l l i o n .  So we 

missed the budget i n  1990, which has caused i t  t o  have an 

impact on the benchmark ca lcu la t ion .  

CHAIRMAN JABER: Well, b i g  p ic tu re ,  though, are you 

look ing a t  ways t o  get t h a t  amount c loser t o  zero? 

THE WITNESS: Yes, ma'am. We work d i l i g e n t l y  t o  do 

t h a t .  You have al luded t o  our p o l i c y  w i th  respect t o  weather, 

however, and we want t o  s tay  sens i t i ve  t o  t h a t ,  because 

oftentimes weather-related issues are going t o  impact probably 

the most vulnerable populat ion w i t h i n  our community, t h a t  being 

the e lde r l y .  So we want t o  say t e n t a t i v e  t o  t h a t  issue. But 

we work d i l i g e n t l y  t o  contro l  unco l lec t ib les .  We have 

shortened are c o l l e c t i o n  cyc le  s i g n i f i c a n t l y  i n  order t o  t r y  t o  

curb unco l lec t ib les .  And I t h i n k  the  f a c t  t h a t  i t  was 1.3 

m i  11 i o n  actual i n  1990 and averaged only  1.6 m i  11 i o n  over the  

l a s t  f i v e  years i s  i n d i c a t i v e  o f  our a b i l i t y  t o  a t  l e a s t  hold 

the l i n e  on i t  as revenues have increased. 

CHAIRMAN JABER: Thank you, Mr. Saxon. 

Redirect . 
MR. BADDERS: No r e d i r e c t .  

CHAIRMAN JABER: You're excused. Thank you. 

E x h i b i t  30. 

MR. BADDERS: Yes, we would l i k e  t o  move the  e x h i b i t .  

CHAIRMAN JABER: I s  admitted i n t o  the record wi thout  
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object ion.  

(Exh ib i t  30 admitted i n t o  the record. 1 

CHAIRMAN JABER: That br ings us t o  Mr. McGee. And, 

s t a f f ,  you acknowledge t h a t  there i s  no need t o  pu t  Mr. McGee 

on the stand, so l e t ' s  go ahead and i n s e r t  t he  p r e f i l e d  d i r e c t  

testimony o f  R.L. McGee - -  
MR. MELSON: Consist ing o f  11 pages. 

CHAIRMAN JABER: - - cons is t ing o f  11 pages i n t o  the 

record as though read. And, Mr. Melson, he has an e x h i b i t ?  

MR. MELSON: One e x h i b i t ,  RLM-1, cons is t ing  o f  

Schedules 1 through 7. 

CHAIRMAN JABER: Okay. Composite E x h i b i t  RLM- 1 shal l  

be i d e n t i f i e d  as Composite E x h i b i t  31, and sha l l  be admitted 

i n t o  the record wi thout object ion.  

MR. MELSON: Thank you. 

(Exh ib i t  31 marked f o r  i d e n t i f i c a t i o n  and admitted 

i n t o  the record.) 
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GULF POWER COMPANY 

Before the Florida Public Service Commission 
Prepared Direct Testimony and Exhibit of 

Robert L. McGee 
Docket No. 01 0949-El 

In Support of Rate Relief 
Date of Filing: September 10, 2001 

Please state your name, business address, employer and position. 

My name is Robert L. McGee and my business address is One Energy 

Place, Pensacola, Florida, 32520. I am employed by Gulf Power 

Company as the Marketing Services Manager. 

Mr. McGee, please summarize your educational background and 

professional experience. 

I attended the University of Maryland and graduated with a B.S. degree in 

Electrical Engineering in 1984. In 1993, I earned a Masters degree in 

Business Administration from the University of West Florida. I was a 

United States Naval Flight Officer until 1994 when I began my career in 

the electric utility industry at Gulf Power Company. I have held various 

positions within the company in Marketing and Power Generation. In my 

present position, I am responsible for Energy Conservation Cost Recovery 

(ECCR) filings, pricing, economic evaluations, market research, load 

research, forecasting and marketing services activities. 

What is the purpose of your testimony in this proceeding? 

The purpose of my testimony is to present the approach, methods and 

results associated with Gulf’s forecast of customers, energy sales, peak 
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demands and base rate revenues. The forecast is provided to Corporate 

Planning for use in the budgeting and planning process as discussed by 

Mr. Saxon. I will also address the Company’s cost of service load 

research results. 

Have you prepared an exhibit that contains information to which you will 

refer in your testimony? 

Yes. Exhibit (RLM-1) consisting of seven schedules was prepared under 

my supervision and direction. 

Counsel: We ask that Mr. McGee’s Exhibit (RLM-1) consisting of 

seven schedules be marked as Exhibit No. -. 

Are you the sponsor of certain Minimum Filing Requirements (MFR’s)? 

Yes. These are listed on Schedule 7 at the end of my exhibit. To the best 

of my knowledge, the information contained in these MFRs is true and 

correct. 

Mr. McGee, you indicated you are responsible for the forecasts of Gulf’s 

customers, energy sales, peak demands and base rate revenues. What 

tabulations have you provided detailing your retail projections for the test 

year? 

I have provided four tabulations of test year forecast data: Schedule 1 

details retail customers by rate; Schedule 2 details retail energy sales by 

rate; Schedule 3 details territorial system peak demand by month; and 

Schedule 4 details retail base rate revenue by rate. Schedules 1, 2 and 4 
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also provide totals by customer classification. 

Please summarize your Schedule 1. 

Gulf projects that it will have a total of 389,181 retail customers by May 

2003, an increase of 7,737 customers over projections for May 2002. 

This represents an anticipated annual growth rate of 2.0 percent for the 

test year. By comparison, historical growth rates of 2.5 percent, 

2.7 percent and 1.8 percent were experienced in 1998, 1999 and 2000, 

respectively. Current projections for year-end 2001 and 12 months ended 

May 2002 indicate annual growth rates of 2.0 percent and 2.1 percent 

respectively. 

Please summarize your Schedule 2. 

Retail energy sales are expected to total 10,282,958 megawatthours in 

the test year, representing an increase of 1.4 percent over projections for 

the twelve months ended May 2002. The retail megawatthour sales 

forecast by class consists of the following: Residential: 4,778,953 MWH, 

comprising 46.5 percent of retail; Commercial: 3,309,615 MWH, 

comprising 32.2 percent; Industrial: 2,173,005 MWH, comprising 

21.1 percent; and Street Lighting: 21,315 MWH, comprising 0.2 percent. 

Please summarize your Schedule 3. 

Gulf’s territorial system peak demand is projected to be 2,224 MW in the 

test year, representing an increase of 57 MW or 2.6 percent over 

projections for the twelve months ended May 2002. This peak is expected 
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to occur in the summer month of July 2002. 

Please summarize your Schedule 4. 

Retail base rate revenues are expected to total $343,750,000 in the test 

year. Using current rates, the base rate revenue forecast by class 

consists of the following: Residential: $1 96,535,000; Commercial: 

$1 04,114,000; Industrial: $41,097,000; and Street Lighting: $2,002,000. 

What are the objectives of your forecasting efforts? 

Gulf has adopted two primary objectives in preparing forecasts: 

(1) comprehensive coverage of major issues and trends that may impact 

Gulf and its customers, and (2) effective communication to management 

and planning functions of the underlying causes and potential 

implications. 

Since the primary focus in this proceeding is on the test year, the 

short-term forecast will serve as the basis for discussion of forecast 

results. 

What level of accuracy has been achieved in your recent short-term 

forecasts of retail customers, energy sales and base rate revenues? 

Employing the same basic methods and approach used for this 

proceeding, our forecast accuracy has consistently exceeded the 

standards which we consider appropriate for planning purposes. 

Schedule 5 provides a summary of our short-term forecast accuracy for 

the last four budget forecasts issued prior to the test year forecast. 
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What rate schedules are included in the residential class forecast of 

customers and energy sales? 

Gulf’s residential class is currently comprised of four rate schedules: RS 

(residential service) which represents the majority of class energy sales, 

rate schedule RST (residential service, time-of-use conservation), rate 

schedule RSVP (residential service variable pricing), and finally rate 

schedule OS (outdoor service - lighting). 

Please describe the methods used to prepare the forecast of residential 

customers. 

The short-term forecast (0-2 years) of customers is based primarily on 

projections prepared by Gulf’s district Marketing personnel based upon 

recent historical trends in customer gains and their knowledge of locally 

planned construction projects from which they are able to estimate the 

near-term anticipated customer gains. These projections are then 

analyzed for consistency and the incorporation of major construction 

projects and business developments, and reviewed for completeness and 

accuracy. The end result is a near-term forecast of residential customers. 

Please describe the methods used to prepare the residential class energy 

sales forecast. 

The short-term (0-2 years) residential energy sales forecast is statistically 

modeled utilizing multiple regression analyses. Monthly class energy 

purchases per customer per billing day, the dependent variable, is 

estimated based upon the following independent variables: recent 
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historical energy sales, expected normal weather (heating and cooling 

degree hours), seasonal variations and projected price of electricity. The 

model output is then multiplied by the projected number of customers and 

billing days by month to expand to the total residential class. The 

residential class energy projections are then adjusted to reflect the 

anticipated incremental impacts of Gulf’s Demand Side Management 

(DSM) plan. 

What rate schedules are included in the commercial class forecast of 

customers and energy sales? 

Gulf‘s commercial class represents the most heterogeneous market 

served by Gulf. Included in this class are customers from the following 

current rate schedules: GS (general service), GST (general service, time- 

of-use conservation), GSD (general service demand), GSDT (general 

service demand, time-of-use conservation), LP (large power service), LPT 

(large power service, time-of-use conservation), RTP (real time pricing) 

and OS (outdoor service). 

Please describe the method used to prepare the commercial class 

customer forecast. 

As in the residential sector, the short-term forecast (0-2 years) of 

commercial customers is prepared by Gulf’s district Marketing personnel 

utilizing recent historical information concerning increases in the number 

of customers, knowledge of the local area economies and upcoming 

construction projects. A review for completeness and accuracy of the 
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assumptions, techniques and results for each district is undertaken with 

special attention given to the incorporation of major commercial 

development projects. The end result is a near-term forecast of 

commercial customers. 

Please describe the methods used to prepare the commercial class 

energy sales forecast. 

The short-term (0-2 years) commercial energy sales forecast is also 

developed utilizing multiple regression analyses. Monthly class energy 

purchases per customer per billing day are estimated based upon recent 

historical data, expected normal weather (heating and cooling degree 

hours), seasonal variations and projected price of electricity. The model 

output is then multiplied by the projected number of customers and billing 

days by month to expand to the total commercial class. The commercial 

class energy projections are then adjusted to reflect the anticipated 

incremental impacts of Gulf’s DSM plan. 

What rate schedules are included in the industrial class forecast of 

customers and energy sales? 

Gulf’s industrial customer class consists of customers billed under the 

following current rate schedules: GS (general service), GSD (general 

service demand), GSDT (general service demand, time-of-use 

conservation), LP (large power service), LPT (large power service, time- 

of-use conservation), PX (large high load factor power service), SBS 
(standby and supplementary service), RTP (real time pricing), CIS 

Docket No. 01 0949-El Page 7 Witness: R. L. McGee 



1 

2 

3 Q. 

4 

5 A. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 Q. 

23 A. 

24 

25 

(commercialhdustrial service optional rider) and OS (outdoor service). 

Describe the methods used to prepare the industrial class energy sales 

forecast. 

The short-term industrial energy sales forecast is developed using a 

combination of on-site surveys of major industrial customers, trending 

techniques, and multiple regression analyses. 

Fifty-one of Gulf's largest industrial customers, representing over 

91 percent of the industrial class sales, are interviewed to identify load 

changes due to equipment additions and replacements, or changes in 

operating characteristics. The short-term forecast of monthly sales to 

these major industrial customers is a synthesis of this detailed survey 

information and historical monthly load factor trends. 

The forecast of short-term sales to the remaining smaller industrial 

customers is developed using a combination of trending techniques and 

multiple regression analysis by rate, as appropriate. The resulting 

estimates of energy purchases per customer per day are multiplied by the 

expected number of customers and billing days by month to expand to the 

rate level totals. These projections are then added to the results for the 

major industrial customers to sum to the industrial class totals. 

How is Gulf's forecast of territorial wholesale energy prepared? 

The forecast of energy sales to wholesale customers is developed utilizing 

multiple regression analyses. Monthly energy purchases per day for each 

of Gulf's wholesale customers are estimated based upon recent historical 
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data, expected normal weather (heating and cooling degree hours) and 

seasonal variations. The model output is then multiplied by the projected 

number of days by month to expand to the customer totals, which are then 

summed to develop the class totals. 

Please describe the methods used to prepare your peak demand 

forecast. 

The short-term (0-2 years) peak demand forecast is prepared using 

average historical monthly territorial load factors and projected monthly 

territorial supply. 

The summer peak month demand projections are based upon the 

average of the historical summer peak month territorial load factors for the 

period from 1980 through the summer peak of 2000, excluding the 

extreme high load factor and extreme low load factor experienced during 

that period. Gulf's summer peak demand typically occurs in the month of 

July. 

Similarly, the winter peak month demand projections are based 

upon the average of the historical winter peak month territorial load factors 

for the period from 1980 through the winter peak of 2000/2001, excluding 

the extreme high load factor and extreme low load factor experienced 

during that period. Gulf's winter peak demand typically occurs in the 

month of January. 

The remaining monthly demand projections are developed in 

similar fashion utilizing the respective historical average monthly load 

factors, excluding the monthly extreme high and extreme low load factors. 
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The resulting monthly demand projections are then further refined 

by taking into account the impact of Gulf's DSM programs. 

Please describe the procedure used to develop the test year retail base 

rate revenue forecast. 

Appropriate rate schedules are applied to monthly projections of 

customers, energy sales and billing demands for each customer rate 

classification. The revenue forecast is based upon rates currently 

reflected in Gulf's tariff. 

You indicated earlier that you were responsible for Gulf's load research 

activities. What load research data is being used in these proceedings? 

Gulf's 1999 Cost of Service Load Research Study, filed with the 

Commission in May 2000 pursuant to Order No. 13026 in Docket No. 

820491 -EU, is the basis of the cost of service study in this proceeding. 

Does Gulf's 1999 Cost of Service Load Research sample design meet the 

requirements of the Cost of Service Load Research Rule, Docket No. 

820491 -EU, Order No. 13026? 

Yes. The sample design does meet the requirements of the referenced 

rule. 

What tabulation have you provided detailing the results of Gulf's 1999 

Load Research Study? 

Schedule 6 provides a summary tabulation of Gulf's 1999 Load Research 
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CHAIRMAN JABER: Thank you. 

That br ings us t o  Mr. Moore. 

(The t ransc r ip t  continued i n  Volume 5.) 
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