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Ruth Nettles

From: Lynette Tenace [Itenace@kagmlaw.com]

Sent: Wednesday, January 07, 2009 11:27 AM

To: Filings@psc.state.fl.us

Cc: jpeasley@ausley.com; kelly jr@leg.state.fl.us; Keino Young; christensen.patty@leg.state.fl.us; Iwillis@ausley.com;
regdept@tecoenergy.com; jmewhirter@mac-law.com; miketwomey@talstar.com; cecilia.bradley@myfloridalegal .com;
swright@yvlaw.net

Subject: Docket No. 080317-El

Attachments: FIPUG's Motion to Strike Prefiled Testimony 01.07.09.pdf

In accordance with the electronic filing procedures of the Florida Public Service Commission, the following filing is made:
a. The name, address, telephone number and email for the person responsible for the filing is:

Vicki Gordon Kaufman

Jon C. Moyle, Ir.

Keefe Anchors Gordon & Moyle
118 North Gadsden Street
Tallahassee, FL 32301

{850) 681-3828
vkaufman@kagmlaw.com
imoyle@kagmlaw.com

b, This filing is made in Docket No. 080317-El, In re: Petition for rate increase by Tampa Electric Company.

¢, The docurment is filed on behalf of Florida Industrial Power Users Grougp {FIPUG).

d. The total pages in the document are 61 pages.

€. The attached documents are Florida Industrial Power Users Group’s Motion to Strike Prefiled Testimony and Exhibits of Susan D. Abbott

and Gordon L. Gillette, Exhibit A {Index of Hearsay Items), and Exhibit B {Direct Testimony and Exhibit of Susan D. Abbott), Exhibit C {Rebuttal Testimony
and Exhibit of Susan D. Abbott), Exhibit D {Direct Testimony and Exhibit of Gordon L. Gillette), and Exhibit E (Rebuttal Testimeny and Exhibit of Gordon L.
Gillette).

Lynette Tenace

NOTE: New £-Mail Address
[tenace@kagmlaw.com

¥y Keefe, Anchors
Ll Gordon&Moyle

Keefe, Anchors, Gordon and Moyle, P.A.
The Perkins House

118 N. Gadsden St.

Tallahassee, FL 32301

850-681-3828 (Voice)

850-681-8788 (Fax)

The information contained in this e-mail is confidential and may be subject to the attorney client privilege or may constitute privileged work
product. The information is intended only for the use of the individual or entity to whom it is addressed. If you are not the intended recipient,
or the agent or employee responsible to deliver it to the intended recipient, you are hereby notified that any use, dissemination, distribution
or copying of this communication is strictly prohibited. If you receive this e-mail in error, please notify us by telephone or return e-mail

immediately. Thank you.
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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Petition for rate increase by Tampa | DOCKET NO. 080317-EI
Electric Company.
FILED: January 7, 2009

FLORIDA INDUSTRIAL POWER USERS GROUP’S
MOTION TO STRIKE PREFILED TESTIMONY AND EXHIBITS
OF SUSAN D. ABBOTT AND GORDON L GILLETTE
The Florida Industrial Power Users Group (FIPUG), pursuant to rule 28-106-204,
Florida Administrative Code, by and through its undersigned attorneys, moves to strike
portions of the prefiled direct and rebuttal testimorny (and associated exhibits) of Susan D.
Abbott and Gordon L. Gillette submitted by Tampa Electric Company’s (TECO) in the
above-captioned matter. Specifically, FIPUG moves to strike those portions of the
testimony and exhibits that are hearsay and do not supplement or explain admissible
evidence. Counsel has conferred with all other parties of record, pursuant to rule 28-106-
204, Florida Administrative Code, and is authorized to represent that this motion is
supported by the Florida Retail Federation, AARP, Public Counsel, and the Fiorida
Attorney General. TECO opposes this motion.
Introduction
1. In this rate case, TECO, among other things, is seeking to increase its base
rates by more than $228 million to become effective May 1, 2009.
2. On August 11, 2008, TECO filed the direct testimony and exhibits of

Susan D. Abbott and Gordon L. Gillette.

I OOCUMENT NUMBER-DATE
0COlhkl JAN-T78
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3. On December 17, 2008, TECO filed the rebuttal testimony of Susan D.
Abbott and Gordon L. Gillette.

4, Portions of this testimony, as detailed below, contain impermissible
hearsay, must be stricken, and must not be used as a basis for a finding.

Hearsay

5. Section 90.801(1)(c), Florida Statutes, defines hearsay evidence as a
statement, other than one made by the declarant while testifying at the trial or hearing,
offered in evidence to prove the truth of the matter asserted. In many portions of both
their direct and rebuttal testimony, Ms. Abbott and Mr. Gillette make statements that
meet this definition.

6. With certain exceptions not applicable here, hearsay is generally
inadmissible. Section 90.802, Florida Statutes.

7. Section 120.57(1)(c), Florida Statutes, addresses the use of hearsay in
administrative hearings. It provides that hearsay evidence may only be used “for the
purpose of supplementing or explaining other evidence, but it shall not be sufficient in
itself to support a finding unless it would be admissible over objections in civil actions.”
None of the hearsay exceptions applicable in civil actions as set out in sections 90.803
and 90.804, Florida Statutes, are applicable in this case. See also, rule 28-106.213(3),
Florida Administrative Code. ("hearsay evidence ... may be used to supplement or
explain other evidence, but shall not be sufficient in itself to support a finding unless the
evidence falls within an exception to the hearsay rule as found in chapter 90, Florida

Statutes."); BAPCO v. Unemployment Appeals Commission, 654 So.2d 292, 296 (Fla. 5th




DCA 1995) (until evidence exists in the record for hearsay to supplement or explain,
hearsay evidence is “useless” and should be excluded.).

8. The portions of Ms. Abbott’s and Mr. Gillette’s testimony indicated in the
attached Exhibits A — E do not supplement or explain other evidence. Rather, they are
offered to singularly establish the truth of the maftter asserted. As such, they are
impermissible hearsay and should be stricken. Examples of inadmissible hearsay within
Ms. Abbott’s and Mr. Gillette’s testimony are:

e  Ms. Abbott’s assertion in her Direct Testimony, beginning on page
17, line 24, that “S&P calls “cash-flow analysis the single most critical
aspect of all credit rating decisions.”” Ms. Abbott quotes from the 2006
Standard & Poor’s Corporate Ratings Criteria. The S&P publication is a
declaration made out of court, not capable of being tested by cross
examination, and is classic hearsay that is not admissible to establish the
truth of the matter asserted.

o  Ms. Abbott’s assertion in her Direct Testimony, beginning on page
18, line 1, that “[a]lthough they do not publish a ratings grid, Moody’s and
Fitch use similar financial metrics and emphasize cash flow strongly.”
Ms. Abbott provides no basis for this assertion, and her statement
undoubtedly is information secured from an out of court declarant or
source. As such, it is a declaration made out of court, not capable of being
tested by cross examination, and is classic hearsay that is not admissible to

establish the truth of the matter asserted.



° Mr. Gillette’s assertions in his Direct Testimony beginning on page
17, line 4, that “[t]he processes used by the rating agencies to determine
credit ratings are complex and consider many qualitative and quantitative
factors.” Further, beginning on page 18, line 16, he states that “{a]s part of
their quantitative analyses, rating agencies focus on cash coverage ratios
to determine a company’s ability to meet its interest payments and debt
obligations.” Mr. Gillette provides no basis for these assertions, and his
statements undoubtedly are information secured from an out of court
declarant or source. As such, they are declarations made out of court, not
capable of being tested by cross examination, and are classic hearsay
statements that are not admissible to establish the truth of the matter
asserted.
The above examples are illustrations of two types of hearsay statements that are being
offered for the truth of the matter asserted and are not admissible under Florida law.
Additional passages which must be stricken on this basis are included in Exhibits A — E.
Conclusion
WHEREFORE, for the reasons explained above, the portions of Susan D.
Abbott‘s and Gordon L. Gillette’s prefiled direct and rebuttal testimony (and associated
exhibits) as specifically identified in attached Exhibits A — E are inadmissible hearsay,
should be stricken, and should not be used as a basis for a finding.
s/ Vicki Gordon Kaufman
Vicki Gordon Kaufiman
Jon C. Moyle, Jr.

Keefe Anchors Gordon & Moyle
118 North Gadsden Street



Tallahassee, FL 32301
(850) 681-3828 (Voice)}
(850) 681-8788 (Facsimile)
vkaufman(@kagmiegal.com

jmovle@kagmlegal.com

John W. McWhirter, Jr.
P.O. Box 3350

Tampa, FL 33601-3350
(813) 224-0866 (Voice)
{813) 221-1854 (Facsimile)
imewhirterfmmac-law.com

Attorneys for FIPUG




CERTIFICATE OF SERVICE
I HEREBY CERTIFY that a true and correct copy of the Florida Industrial
Power User’s Group’s Motion to Strike Prefiled Testimony And Exhibits of Susan D.
Abbott and Gordon L. Gillette has been furnished by electronic mail and U.S. Mail this

7™ day of January, 2009, to the following:

Keino Young Lee Willis

Florida Public Service Commission James Beasley

Office of the General Counsel Ausley Law Firm

2540 Shumard QOak Blvd. Post Office Box 391
Tallahassee, F1. 32399-0850 Tallahassee, FL 32302
J.R. Kelly R. Scheffel Wright

Public Counsel Young Law Firm

Patricia Christensen 225 S. Adams Street

c/o The Florida Legislature Suite 200

111 W. Madison Street, Room 812 Tallahassee, FL 32301
Tallahassee, FL. 32399-1400

Mike Twomey Cecilia Bradley

P.O. Box 5256 Office of the Attorney General
Tallahassee, FL 32314-5256 400 S. Monroe St # PL-01

Tallahassee, Florida 32399-6536

s/ Vicki Gordon Kaufiman
Vicki Gordon Kaufman



Direct Testimony of Susan D. Abbott

DOCKET NO. 080317-E1
FILED: January 7, 2009

FLORIDA INDUSTRIAL POWER USERS GROUP’S
MOTION TO STRIKE PREFILED TESTIMONY AND EXHIBITS

OF SUSAN b. ABBOTT AND GORDON L. GILLETTE

Page 4, lines 14— 18
Page 5, lines 7 - 16
Page 5, lines 20 — 23
Page 9, lines 16 — 24
Page 12, lines 4 — 7
Page 12, lines 10— 13
Page 13, lines 19 — 25
Page 14, lines 1 — 11
Page 14, lines 16 — 25
Page 15,lines 1 -2
Page 15, lines 6 — 25
Page 16, lines 1 — 18
Page 17, lines 9 — 20
Page 17, lines 24 — 25
Page 18, lines 1 — 3
Page 18, lines 8§ — 24
Page 19, lines 1 — 14
Page 19, lines 19 - 25
Page 20, lines 1 — 12
Page 22, lines 6 — 16
Page 22, lines 20 - 25
Page 23, lines 1 -6
Page 23, lines 10 — 16
Page 23, lines 24 — 25
Page 24, lines 1 — 10
Page 24, lines 21 — 25
Page 25, lines 1 - 19
Page 25, lines 24 — 25
Page 26, lines 1 — 12
Page 26, lines 18 — 25
Page 27, line 1

Page 27,lines 5 -9
Page 32, entire exhibit
Page 33, entire exhibit
Page 34, entire exhibit
Page 35, entire exhibit

EXHIBIT A

Index of Hearsay Items

Rebuttal Testimony of Susan D. Abbott

Page 4, lines 6 — 9
Page 6, lines 18 — 22
Page 8, lines 4 — 13
Page 8, lines 16 - 25
Page 9, lines 5— 12
Page 10, lines 8 — 20
Page 12, lines 5-7
Page 16, lines 8 — 9
Page 16, lines 14 — 25
Page 17, lines 1 -2
Page 17, lines 23 — 25
Page 18, lines 1 - 6
Page 18, lines 17 — 21
Page 20, lines 6 — 10
Page 21, lines 2 -5

Direct Testimony of Gordon L. Gillette

Page 13, lines 7 — 10
Page 17, lines 4 -6
Page 18, lines 16 - 22
Page 19, lines 15— 18
Page 21, lines 1 - 6
Page 44, entire exhibit

Rebuttal Testimony of Gordon L. Gillette

Page 12, lines 1 — 4

Page 16, lines 13 — 18

Page 16, lines 20 — 24
Pages 28 — 32, entire exhibit



DOCKET NO. 080317-El
FILED: January 7, 2009

FLORIDA INDUSTRIAL POWER USERS GROUP’S
MOTION TO STRIKE PREFILED TESTIMONY AND EXHIBITS
OF SUSAN D. ABBOTT AND GORDON L. GILLETTE

EXHIBIT B
Direct Testimony and Exhibit of Susan D. Abbott
(with hearsay testimony underlined)




BEFORE THE
FLORIDA PUBLIC SERVICE COMMISSION
DOCKET NO. 080317-El

IN RE: TAMPA ELECTRIC COMPANY’S
PETITION FOR AN INCREASE IN BASE RATES
AND MISCELLANEOUS SERVICE CHARGES

DIRECT TESTIMONY AND EXHIBIT
OF
SUSAN D. ABBOTT
ON BEHALF OF TAMPA ELECTRIC COMPANY

DOCUMENT NUMBER-CATE

UG 11 8
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There are three principal U.S. rating agencies; Moody’ s
Investors Service (“Mocdy’s”), Fitch Ratings (“Fitch”),
and Standard and Poor’s (“S&p”). They have been in
business since the turn of the 20 century or shortly
thereafter, and they function as gatekeepers to
financial marketplaces. Their primary function is to
evaluate the creditworthiness of companies wishing to

access capital in the public debt markets.

Their ratings, expressed as a series of letters and
numbers, are used to indicate to investors the
likelihocod that a company issuing debt will pay
principal and interest on time, and in amounts expected.

S5P, one of the largest rating agencies in the world,

defines its ratinas as an “evaluation of defaulf risk

over the life of @a debt issue, incorporating an
of ve xtent
known or can be apntici pg;ed”i.

The “rating symbols” are English alphabet letters used
by all three major U.S. rating agencies and are
recognizable regardless of an investor’s native
language. The rating scales of each major U.S. rating
agency are shown in Document No. 2 of my exhibit. Each
rating level represents the probability of default. The

4
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lower the rating, the higher the probability of default.
When ratings fall from investment grade to non-
investment grade, the probability of default rises
rapidly to levels that are often double those of the

lowest investment grade rating.

From 1982 through 2006, the average cunulative credit

1oss as _the result of a default was 13.4 percent by vear

f Baa bond, according to Moody’s. In
the same report, they calculated that 30.8 percent of
- i r fault, & rate more than twice as

high as Baa-rated securities.™ (Conversely, an investor
in an A rated issuer will experience 6.4 percent loss

over 20 years., less than half that of a Baa rated

investment and a guarter of the loss that can be

expected for a Ba rated investment.”™ Any company that

loses its investment grade status, in addition to paying

more for the money it Dborrows to reflect the higher
probability of default, has the added challenge of
trying to regain its investment grade rating. According
to Moody’s., fewer than 35 percent of such companies
regain their investment grade rating within five

iv

years.

How are ratings used?
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completion of c¢ritical infrastructure construction in

jeopardy and undermine reliability of service.

What has happened in the electric industry in the past

few years?

Two things of importance. Most utilities have gone
“*back to Dbasics”, meaninhng they have adjusted their
business strategies to refocus on regulated electric and
gas services. The other important issue 1is capital
spending. The last censtruction cycle was completed
almost 20 years ago. The infrastructure of the industry
needs to be renewed, and growth has necessitated
additional spending for new generation equipment as well
as new distribution and transmission lines in addition
to the extension of those already in place. A _report
published on March 24, 2008 by S&P reflects jts current
onc and i itled Credit Per ive: Regulatory
Risk Remains for U.S. Utilities. 1Ipn it., S&P states thatf
for “utjlities..entering a multivear capital expansion
phase for growth and to  accommodate mandatory
environmental standards and replace aging
infrastructure, borrowing needs will rise.” Therefore,
“regulatorvy risk remains key to credit guality”, I
believe Tampa Electric’s challenges mirror these of the

9
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Regulators should be concerned about the views held by
rating agencies because electric utilities are capital
intensive entities that must obtain capital from the

markets to provide service, The California Public

Employee Retirement System estimates that $20 trillion

needs to be invested in the U.S, infrastructure over the

next 25 vears. This includes investments in electric
utility transmission and distribution equipment,
generation, water facilities, bridges, tunnels, and toll

roads among other things. The need for capital in the

glectric utility industry alone will more than double

from 2004 levels to approximately $60 billion annually

by 2010 according to Lehman Brothers’ estimates.”

Utilities throughout the U.5. are faced with large
capital programs needed to upgrade aging eguipment,
provide for growth in their service territories, make
environmentally conscious investments and maintain
service quality. Utilities must rely on either debt or
equity capital provided from external sources and the
funds a company can generate internally to finance these
capital programs. There are no other options. A
company’s creditworthiness, as expressed through its
ratings, will dictate its ability to attract capital in
an increasingly competitive capital market,

12
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What impact does regulatory action have on a utility’s

ratings?

Quite a lot. Capital-intensive companies like utilities
need to maintain access to capital markets on reasonable
and sustainable terms. Regulated utilities are unique,
because they are not free to set their own prices for
service. Their financial integrity is a function of the
way the company is managed and the price levels set by
regulators in a rate case. Rates are established by
regulators to permit recovery of operating expenses and
to provide a fair return on the capital invested. It
follows that rate decisions by utility commissions have

a major impact on the financial health of utilities.

Indeed, it is fair to say that the investment community
perceives that wutility commissions have a significant
impact on the financial health of the utilities they
regulate. For example, Moodv’s states <that Xthe
supportiveness of the regulatory framework under which a

utility operates is a critical rating factor”':.
Moody's states further h “the ignificant ri

(for utilities] might be future disallowances of

investments that were made with an understanding that

those investment re pr n nd necessar

13
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were made” ™, And, in its 2008 Industry Outlook,

Moody's cites as a key risk, “an increasing likelihood

that wtility cash outflows could materially outpace
authorized cash jnflows = thereby potentially creating

an gacute deferral/recovery overhang risk?”Vii, s&p

gxpressed its view on the subject even more explicitly

by npaming an article written in 2004, “Otilit

Regulation Deteymines jits Ratings”. The article is a

tytorial on how S&P analyzes regulaticon in light of the

“renewed and ingreasing influence that regulators are

asserting on the creditworthiness of urilities.”.

What are rating agencies looking for relative to

regulation going forward?

Rating agencies are keenly aware of the capital spending

cycle utilities have Jjust entered, They have opined

whil “fund redi 1

material negative bias appears to he developing over the
business and operating risks”**, The rising business
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action to preserve the financial integrity of the
utilities they regulate.

How are ratings established?

Ratings gnalvsis is a complex exercige that strives to

lan financial reswults against gualitative risks.
That result i1s then wviewed in fhe gzontext of the
corporate structure and industry in which the company
operates, While there are dozens of metrics calculated

to determine a rating, S&P publishes a grid in which it

ri n financial resul or h
i rtan inancial metrics with risk lev t L

by examining a c¢ompany’s operating risks, politigal

environment, and competitive position. S&4P emphasizes,
however, that “it is critical to realize that ratings

lysi ar with e_ass men e i n
competitive profile of the company, TIwo companies with
identical fin ial metrics ra ver

to the extent that theixr busipess challendes and
prospects differ”*, SgP describes its ratings grid as

ne_tha hows how “the com ! iness—

rmi h vel fin ial ri i
any rating category”*'. h rim S ri h
agencies focus on for utilities is regulation,

15
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The rating agencies have their own wviews of the

requlatorv climate_in which a company operates, but also

pay attention to knowledgeable Wall 3Jtreet and other

financial firms who express views on state regulatory

climates. FPlorida is presently regarded by a number of

equity analysts as having & construgtive regulatory
enviropnment because of innovative and forward looking

reculatory practices, including the timely recovery of

storm restoration costs as a result of hurricanes in

2004 zand 2005, and timely recovery of changes jin fuel,

purchgsed power, conservation, and environmental
compliance costs., Regulatory Research Associates
(“"RRA™), a firm that focuses entirely on regulation of

utilities, ranks the FPSC as “Above Average 27*! on a

scale that runs from Above Average 1 (in which there are

no _entries currently) to Below Average 3. The entire

RRA rankings are presented ip Document No. 3 of my
exhibit,

Constructive regulatory policies and practices that
support the creditworthiness of the utilities a
regulatory body oversees is one of the most important
issues rating agencies consider when deliberating
ratings. Regulation in Florida is considered among the
best in the country, and that has benefited customers by

le
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allowing utilities to provide for their customers’ needs
at a lower cost than they might otherwise. This has
neen one of the factors that have helped Florida
utilities maintain pace with the greocwth in the state,

which is essential to economic development.

What does S&P emphasize in its ratings grid?

S&P emphasizes three metrics: 1) funds from operations

as a percentage of debt gutstanding (MFFO/Debt”), 2)

funds from operations coverage of interest (“FFO/Int”},

and 3) debt to total capitalizatiop (“Pebt/Cap”). All

ri asure h flow or the obli ions t

need to be covered by that cash. The first two are cash

measurements that describe how well a ccmpany’s gash

flow frem opperaticns supports its debt and interest

rden, The third metric, Debt/Cap, gdescribeg how heavy
rde is. Nu othe inanci ics
calculated whepn a rating is assigned, but cash flow

metrics are the most important. After all, cash
obligations can only be paid by cash. Therefore, how

well a company generates cash relative to 1its cash

ocbligations is critical to an analysis of
creditworthiness. S&P calls “cash-flow angalysis the

17
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decisions”**, plthough they do not publish a ratings

grid, Moody’s and Fitch use similar financial metrics

and emphasize cash flow strongly.

Do the agencies overlay gualitative measures con the

financial metrics in assigning ratings?

Abseplutely, There are a number of gqualitative issues

that affect a company’s rating, but the single most

important gualitative risk factor analvzed by the rating

agencies for electric utilities is the guality f

regulation, Strategy, capital programs, customer base,

and basic business profile (i.e., whether a utility is a

low rigsk transmission and distribution c¢ompany or

|

—

higher risk vertically integrated one} are a

important, but a compeny’s financia]l integrity is

ignjficantiy i d by the rates r 1 ois allow g
company to charge, Requlators authorjze the level of
return on egquitv, the amount o¢f equity on which a
company is allowed to earn, and rate design, and thesge
factors help determine cash flow. Since cash flow is of

resounding importance, rating agencies are keenlvy

focused on rates and whether thevy create cash flow that
adeguately covers fixed obligations.

18
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ggP recently c¢hanged their degcriptive ratings grid

relative to utilities to normalize their expression with

that used for all other corporate entities. They rank

companies for business risk using the following

appellaticps; _ “excellent”, “strong”, IZzatigfactory”,

“weagk”, and “vulnerable”, Financial risk is described

as “minimal”, “modest”, “intermediate”, “aggressive”, or

“highly leveraged”. All utilities have been Hudged to

have “excellent” or “strong” business risk_profiles.

This reflects the guality of reguiatijon and the

continued need for supportive regulaticn to maintain

credit ratings that allow free access Lo capital

markets. The entire §&P grid is shown in Document No. 4

of my exhibit,

Cnce ratings analysts have all of this information, how

is a rating determined?

in are rmine hrough xtensiv 58 t
, ] i {1ed . o c a1l I m: .
available to the analyst, and the apeplication of a

 gnifi _ . .
W iE£d i r
19
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their methodologles. S&P is the most transparent about
their rating practices, although ¢their matrix that

compares business risk and financial risk is wverv broad,

g0 understandinc when thev might move a rating is

extremely difficult. Nevertheless, the process rating
agencies use to determine a rating is fairly
strajightforward. Once the financial metrics are

calculated and an analvst has determined the business

evye a_compan he or she compar the results

1o those of comparable companies in the industrv as well

as _against internal standards that have been developed

at each rating agency.

In your opinion, what should Tampa Electric be targeting

as its credit rating?

Tampa Electric needs to access the capital markets in
order to make capital investments for the benefit of its
customers. Because it is in competition for capital
with other utilities and infrastructure entities, it is
essential that Tampa Electric have credit quality
sufficient to ensure access to capital under all market
conditions. In my opinion, that desired rating level is
in the A range. To achieve this rating, regulation must
support the financial integrity of the company to a

20
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spending period and potential hurricane damage.

How does S&P view Tampa Electric under its descriptive

ratings grid?

Tampa Flectrie is considered to have an M“excellent”

busipness risk profile in part because jt is a regulated

electric wutility servirag a growing customer population

in Florida. However, 1t is considered Lo have an

he

financial metrics are relatjvelv modest.,

S&P's business risk level of “excellent”, and financial

ri ile of ™ sive” ualifie: company  for
a BBB rating, which is the rating Tampa Electric

currently has. For Tampa Electric to achieve a better
rating to carry it through its construction program,
during which financial stress may degrade its metrics,
the company should have stronger financial metrics.
Do . S5 of my exhibit contains compariscn of

’ ' ial metrics to n n

for beth the current BBB rating, assuming an “excellent”

busj ri kin as well as what is necessary to
move the financial risk indication to g more reasonable
Sintermediate” Jlevel, which would gualify for an A

22
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A.

ratind..

Ds can be seen, Tampa Electric’s metrics, especially the

vorta cash flow metrics of Fro/Debt and

FFO/Interest, currently fall in, or near, the guidelines

for the BRB rating category. More importantly, however,
they are deteriorating. With a heavy capital program
and persistent need to access the capital markets, Tampa
Electric requires healthier financial metrics to ensure
capital market access on a sustainable basis, ‘As

mentioned wpreviously, Mcody’s 1is ceoncerned about the

overall industry’s financial indicators, which “have

been relatively stable over the past few years .. a

credit negative since stronger metrics would be needed

to offset the pace of rising business and gperating
eigle 2y

Document No. 5 of your exhibit shows that some of Tampa
Electric’s credit metrics in 2007 and in projected 2009
fall within the A range of the S&P matrix. Doesn’t that
indicate that Tampa Electric already has credit metrics

that should qualify it for an A rating?

Clearly not. All three of the rating agencjes affirmed

Tampa Electric's ratings jin &the BBB category, The
23
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rating reports state either that Tampa Electric’s credit

metrics are consistent with the current rating, or that

improvements in the company’s credit metrics could lead

to ratings improvements. The S&P matrix that compares

business risk and financial risk is, as 1 noted, very

broad and does not represent the only factors affecting

a _rating. For example, a utility with the same credit

metrics as Tampa Flectric but with modest capital needs

that are expected to be met entirelyv with internal cash

flows might be rated A. But, it is wvery clear that
Tampa Electric has significant capital spending
requirements that will require external funding, and
this is a continuation of a trend that has resulted in
the deterioration ¢f the company’s credit metrics over

time, as Document No. 5 of my exhibit illustrates.

What are the most recent pronouncements of the rating
agencies that you believe are relevant to Tampa

Electric’s financial standing?

Most recently, Fitch affirmed Tampa Flectric’s rating,

citing credit concerns related to construction
expenditures, environmental reguirements, and the need

for base rate relief to maintain current metrics, At

the same time, recognizing the distinction between Tampa

24
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Electric and TECO Energyv, Fitch upgraded TECO Enerdy,

Tampa Electric’s parent company. to BBBE-~ {(investment

grade) from BB+ (non-investment grade). Similarly,

Moodvy’'s affirmed Tampa Electric’'s ratings in December of

2007 but upgraded TECO Energy’s ratings. In its press

release, Moodv’'s stated that a “rating upgrade of the

utility (Tampa Electric) could be considered if there is

additional clarity on the size and timing of its capital

expenditure program and the magnitude and regulatory

response to potential rate increases related to these

XV

capital exvenditures Finally, in June 2008, 3S&P

changed its cutlogk on TECO Energy and Tampa Flectric to

pocitive from stable stating that the companv “should be

able to achieve better credit metrics as it focuses on

achieving areater cash realization through the

requlatory process”, They dgo on to sav that, “the

company’s abilitv to manage regulatory risk during the

construction program will be an important facteor in

resolving the positive outlook”*":.

In your opinion, what are the implications of those

pronouncements for Tampa Electric?

First 11 thr the in i ci
capital program and necessary rate relief 3g issues of

25
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concern, 4 in _its Credit Opipicn o I

ri 1i in December of 2007, th “the ratin

is constrained by expected high capital expenditure

().

regquirements for the svstem reliability an

environmental compliance..”, **?* All three rating

agencies have clearly expressed their opinjion that Tampa

Electric’s financial position results from the need to

recover significant expenditures on its system and _the

uncertainty regarding future rate decisjons. As a

result, they are keeping Tampa Flectric’s ratings at the

BBB/Baa level in anticipation of continued financizl
strain and uncertainty about regulatory cutcomes.

If the Commission approves the rate increase as
reguested by Tampa Electric in this procseding, will

this be sufficient to improve its credit rating?

for the 2009 test vear and assuming the requested rate

increase i v r

ratings jin the A range, More importantly. the credit

metrics would improve measurably from their current
vel r

rating agencies have cited as a catalvst for future

26
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upgrades of Tampa Electric’s credit ratings.

Please summarize your direct testimony.

My direct testimony supports the conglusion that Tampa

Electric’s current ratings are primarily the result of

1) changes in the risk level and general nature ¢of the

regulated electric utility sector since the company’s

last rate filing, and 2) an unrelenting need to fund

capital expénditures in crder to provide service to a
constantly growing custcmer base, I also conclude that
in order for Tampa Electric to access the capital
markets to continue to fund a robust and necessary
capital program at costs that limit rate impacts on
customers, it needs to improve its ratings to the A
level. Approval of the company’s requested rate
increase should improve its credit metrics and result in

an A level profile.
Does that conclude your direct testimony?

Yes it does.

27
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FILED: 08/11/2008

Rating Agencies’ Rating Symbols®

Investment Grade ~Investmen rad
Aaa BB+/Bal
AAt+/Aal BB/Ba2
DA/Ra? BB-/Ba3
RAA-/Aa3 B+/B1
A+/A1 B/B2
A/AZ B-/B3
A-/A3 CC+/Caal
BBB+/Baal CCC/Caz2
BBRB/Baa?l CCC—/Caa3l
BBB-/Baal CC/Ca
c/C
D/na

The definition for the lcwest investment dJgrade category,
BBR/Baa (including the +, =, 1, 2, and 3 gradations) means

they are *subject Lo moderate credit risk, They are
considered medium-grade and as such may pessess certairn
: . . 2
v ics.”

BB/Ba rated, or non-investmwent grade companics, however,
“are judged to have speculative elements and are subiect to
suba;anxgﬁl. credit gzisk” while ©B/B rated paper Li
“considered speculative and .. subject to hiah credit ri igk”,?
The djifferences between investment grade and non-investment
grade can be quite stark in terms ©f access to, and cost of
funds in the marketplace, and at times, even the difference
i r i by B i

can be guite striking.

L S&P and Fitch, who use the same rating symbols, anpear first, with Moody’s symbols after the slash
4 at.m s deﬁnmcns M 's Sourcebo: wer and En Co! Octo . S&P’s
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Tampa Electric’s Credit Melrics

versus
Standard & Poor's Metrics Matrix
2004 - 2009 Test Year
S&P Ralings Level
i isk "E ot" Proforma Adjusted
—  Finangigl Risk Tesi Year
gg__gréssive intermediate Actyal wolrates w/rates (1)
BBE A 2004 2005 2006 2007 2009 2009
EEQ/Debt 10%-30% 25%-45% 36% 34% 30% % 30% 39%
EFQ/lIntarest 2.0x-3.5x  30x45x 4.8x 4.3x 2.8x 27X 2.4% 4.5x
DebVCapital  40%-60% 35%-50% 51% 1% 54% 54% 45% 45%

1) Refects fuk year of requested revenue incress s of $228,167,000.
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construction program and the need to purchase large
amounts of fuel and purchased power on a regular basis.
Sclid creditworthiness is essential for both access to
the financial markets, and to make capital expenditures
and to purchase fuel, materials, and supplies necessary
te produce electricity for ratepayers. My testimony is
meant to help the Commissicopners make a fully informed
integrity is regarded Dby the rating agencies, 2) how

rating agency actions affect a company’s access to

capital, and 3) what the financial metrics would be with
and without the rates requested, both cases assuming a
55 percent equity level, as a way to gauge the effect on
Tampa Electric’s financial integrity of any decision the
Commission makes. Dr. Woolridge, Mr., O’Dennell, and Mr.
Herndon make ne attempt whatsoever to provide
information on what their recommendations would do to

the financial integrity of Tampa Electric.

How do Dr. Woolridge, Mr. O©’'Donnell, and Mr. Herndon

reflect their interpretation of your testimony?

In his direct testimony, Dr. Woolridge states on pages
85, lines 1% through 21 and 86, lines 1 and 2, that I do
“not perform any studies to evaluate the adequacy of Dr.

4
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But shouldn’'t Dr. Woolridge, Mr. O’Donnell, and Mr.
Herndon expect ratings analysis to include consideration

of allowed returns on equity?

Yes. Any credit analysis includes an examination of
allowed returns con equity. .However, more important to
creditworthiness than the level o<f returns allowed is
hcw ROE, capital structure and rate design work together
in light of the level of a company’s business risk to
generate cash flow that 1s adequate to support a
ccmpany’s credit ratings. Mr. Herndon fatuously states
that I suggest that the company’s ratings would
“automatically” improve if 1t were granted its requested
return on equity. After 20 years of working at a rating
agency, and more than ten years working with them from
the outside, I know that nothing is ™automatic” about
what they do, and the return on equity is far from the
only thing the rating agencies look at. What I did
suggest was that approval of the reguested rate jincrease
and capital structuyre would improve the company’s
rating agencies would be warranted.

Why have you concluded that none of the three intervenor
witnesses demonstrates an understanding of the rating

6
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Why is Dr. Woolridge mistaken in his approach to this

issue?

Ihe inclusion of PPAs as debt equivalents has been

incorporated as a core part of wutility credit analvsis

by the rating agencies since the early 1990s. S&P _has

always taken a_ more gsvstematic approach to the issue

than has Moody's. S&P _has published numercus articles

on the topic, and clearly stated in 4its Mavy 7, 2007

update on the topic, ™in cases where a regulator has

established a power ccost adjustment mechanism that

n PA s, we empl risk factor
of 25 ©percent.” Florida has established such an
adjustment mechanism, and therefore, Tampa Electric
qualifies for 8&P’'s 25 percent risk factor adjustment.

In addition, as Tampa Flectric witness Gordon Gillette

discusses in his rebuttal testimony, S$&P has told Tampa
making adjustments to the compapny’s balance sheet, Even
though there is a purchased power cost pass—through

1 . . rlorid Sgp. 1y believ ] i
enough residual risk to reflect a 25 percent risk factor
in its analysis, indicating that they do not believe the
- h c e entj mitjgates risk of the

EPAs,
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How do you respond to the claim that Moody's does not
adjust for PPAs, and, therefore, those adjustments

should be ignored?

The Lruth is that Moody's does calculate a debht
eqguivalent for PBBAs. They Jjust de npnot piot as mneh
welght on them. as does S&P, and may not, under certain

circumstances, reflect the adjustment_dip thkejy mwmetrics

Nevertheless, the concept that if rating agencies make

different adjustments, those adiustments showld somchow

be negated makes no gzense That approach shows_a lack

: , y £ ] . . . i il

Why is that?

If the inclusion of PPA obligations as debt equivalents
results in pressure on either a rating that becomes
visible to investors in the form of a negative outlook,
or a lower rating than another agency has for that same
company, the investors will default or give more weight
to the lower outlock or rating. That negatively affects
a company’s ability to access the market and affects the

interest tates for new debt.

You cited two issues Dr. Woolridge is mistaken about.
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What is the second?

Dr. Woolridge emphasizes that debt imputed by S&P
relative to PPAs is not GAAP accounting, and therefore
investors will not see the liability on the company’s

financial statements.

The ratinc agencies wuse GAAP stgtements as 2 starving

rpoint in their analvyses. However, since they are
interested only in cash flow measures of
creditworthiness, they make xoutine adjustments Lo
fipancial statements to include or exclude items., The

rating agency believes those items represent a fixed

obligation or change the level of cash flow, They makKe

these adjustments regardless of what the GAAP treatment

of those items may be. In_addition, the rating agencies

routinely publish reports on the adjustments thoy make,

so investors are well aware of what they are, Investors
do not blindly accept GAAP statements as .the whole truth
of a company’s creditworthiness. If Dr. Woolridge

understocod that, he would never have made the odd
statement that investors would never see the adjustments

the rating agencies make.

What statements did Mr, O'Donnell make that indicates he

10
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Mr. O'Donnell is being provocative rather than helpful
in his critique of my testimony. The “conflict of
interest” that he refers to on page 42, lines 6 and 7,
is grossly misunderstood by most and irrelevant to this

case. It involves the erronecus assumption on the part

of scome that the rating adgencies cannot be objechive

because thev are paid by the issuers thev rate. It is

hard to see why, even if the assertion were true, it is
relevant here. In addition, he suggests that I believe
rates for electric service should be set by the rating
agencies and that I do not understand the regulatory
process. Further, the idea that a management concerned
with its ratings is going to take risks it otherwise
would not demonstrates a ccomplete lack of understanding
of rating agencies. Rating agencies do not like risk,
and would, therefore downgrade or otherwise maintain a
low rating on a company that increased its risk.
Therefore, where 1s the incentive provided by a rating
agency for company management to take risk? There
simply is no incentive. Mr. O'Donnell’s statements have
nothing to do with the substance of my testimony, or
Tampa Electric’s financial integrity. He seems to have
been unable to formulate a cogent argument as to why
Tampa Electric’s financial integrity is not important to
the Commission, and has chosen instead to attack the

12
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recovery clauses the FPSC allows which do diminish risk
to a certain degree, they have not demonstrated that
they understand that the utility industry suffers from

high levels of financial risk.

What do you mean by “financial risk”?

Rating agencies genstruct ratings by examiring both
business risk and financial risk. Business risk

includes such issues as regulatory practices, the growth
rates for electric service 1in the service territory,
fuel use, customer mix, etc. Financial risk relates to

how much leverage a company has and how well 2tz cash

flow covers its obligations. As 1 explaipned in my

w 7 " "’

and for finarcial risk con a scale of “Meodest” to *Highly

Le [Edn E]rhg”gh ]33 Qf Ihe IBQ utilities SgP rates

business risk is leow. 106 are deemed Lo have
haxe “MQdEﬁI” f:I'I]ED:J'aJ J::I'E]: EE i : ]l t]:ij r
“E;SQEJ]EIQL-" IEIJE:I'I:EEE ]:jSk ];:sjt:-::s :DJH ;[E]CE]:EI:E an
average incdustrv rating of BBB., In today’s markets, BBB

16
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utilities can not access the markets at all at times. or

can _do so, but onlyv at very high cost.

What indicates that Dr. Woolridge, Mzr. 0’Donnell, and

Mr. Herndon are out of touch with market conditions?

Several things. First, Mr. Hernden illogically claims
that a 7.5 percent refurn on equity would be attractive
to investors. In the current market environment, 1f BBR
utilities even have access to the markets, they are
paying 9 percent and 10 percent for 10-year debt. No
equity i1nvestor will accept an equity return that is
less than the company’s cost of debt, simply because the
equity holder’s risk is higher than the debt holder’s.
In fact, that subordinate position leads eguity
investors tc demand a reasonable spread between the cost
of debt and the return on equity. Mr. Herndon also
compares his recommended return on equity to the risk
free rate, which 1s quite low. In fact, the Treasury
rate has been pushed down to stimulate econcmic growth,
while the c¢redit markets, when they are open, are

requiring higher and higher spreads to that Treasury

rate. ) i W 1 entirel r
two weeks in September, Hhen it reopened, it opened to
r ilit] AAA corporations. Spreads,

17
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which had been ip the 175 fo 300 basis points rangs for

A rated utilities at the low end, and asplif rated

utilities in_ th BB i i

market closing increased to 350, then 400, and were
recently at almost 700 basis points for unsecnred 10

year debt of investment grade split rated companies.
Dr. Woolridge claims that capital costs are at historic
lows. This is the same misinformaticn provided by Mr.
Hernden. Treasury rates may ba at htistoric lows, but
utilities dc not borrow at Treasury rates. The evidence
is clear that interest rates required by investors to
lend money to utilities are higher than they have been
since the recovery from the economic slump of the early
1990's. In addition, the difference in cest from one

rating category to the next is higher than it has been

in at least 20 years. More importantly, access 1is
limited. Déspite most utilities having aggressive

construction spending needs, issuance of wutility debt in

the U.S. dropped in the third quarter.. of this year by

half, from $20.1 billion to $9.7 billion. according ta

Dealogic.

The absence of a study of the cost of an increase in
Tampa Electric’s ratings, assuming the requested return
on equity is granted, has been criticized by both Mr.

18
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the targeted 55.3 percent equity ratio, with and without
the requested rate increase. However, Tampa Electric’s
witness Mr. Gillette provided a complementary exhibit to
mine which included what the financial metrics would be
without the proposed rate increase at Tampa Electric’s
2007 equity ratio of 46 ©percent. The res in

financial metrics indicate the company needs both rate

relief and the proposed eguity ratin tn be morc assnred

of achieving credit rating parsmaeters within its

targeted single B debt rating,

Please summarize your rebuttal testimony.

My rebuttal testimony explains my view that Dr.
Woolridge, Mr. O'Donnell and Mr. Hernden either did not
understand, or will not acknowledge that my direct
testimony was in support of Tampa Electric’s need for
improved financial integrity in order to access the
capital markets to successfully pursue an ambitious
construction program undertaken '~ for the benefit of
ratepayers. None of them explored what their own
recommendations meant to the financial integrity of the
company, and they seem to have failed to understand the
benefits to both consumers and financial partners of a
financially healthy utility. I have demonstrated that,

20
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contrary to Dr. Woolridge, Mr. ©O'Donnell and Mr.
Herndon’s claims, the financial markets arxe hoth

interest, gven for what would be considered
“creditworthy” entities. I have also injected some

balance inte their wviews of how much risk the utility
industry endures. My direct and rebuttal testimonies
were written to illuminate the issue of financial
integrity and how important it is to a company that
neceds to acg¢ess the capital markets on a regular basis.
Not one ¢f the witnesses acknowledges my fecus on cash
flow and how a regulatory decision affects credit
metrics. The Commissicners, while taking into
consideration all of the relevant testimeny provided
them in this case, must understand that their decision,
which is theirs alone to make, will have a profound
impact on Tampa Electric’s ability to access the capital
markets, and at what price. Credit metrics combined
with Dbusiness risk factors dictate the level of a
company’s creditworthiness. Creditworthiness defines
the ability of a company to access the capital markets.
With a $3.5 billion construction program in progress,
Tampa Electric needs to improve and then maintain its
financial integrity in order to access the markets at
will. This message was lost on Dr. Woeolridge, Mr.

21
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Financial strength is often referred to in regulatory
circles_as “financial integrity”. If the company and its
regulators act in ways that maintain or enhance the
company’s financial integrity, customers will ultimately
benefit. The Commission has a history of performing the
delicate ©palancing act between rate increases and

maintaining financial integrity wvery well. The rating

agencies and Wall Street alike have long recoqgnized the

Commission for its constructive requlatory decisian

making, The Commission 1is viewed by Wall Street and the
public as being tough but fair in reaching an appropriate

balance between the interests of customers and investors.

CREDIT RATING OBJECTIVE

Q.

What is Tampa Electric’s current credit rating?

Tampa Electric is currently rated in the BBB range by the
three major rating agencies: Standard & Poor’s (“S&P”),
Moody’s Investor Service (“Moody’s”) and Fitch Ratings
(“Fitch") . In her direct testimony, witness Abbott
explains in more detail how the rating agencies currently
view Tampa Electric and how they have derived their

ratings for the company.

What credit rating is the company targeting in the future

13
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Do the «credit rating agencies publicly announce or

publish what it takes to achieve certain credit ratings?

No. The processes wused by the rating agencies to
determine credit ratings are complex and consider many
gualitative and guantitative factors. The ratings

process typically provides little transparency, and the
rating agencies publish no precise guidelines reagarding
how to achieve a certain rating. S5&P is the only rating
agency that has even attempted tc provide some level of
quantitative guidance. Some vyears ago, S&P published =&
matrix that identified ranges of credit parameters, such
as coverage ratios, necesgary to achieve certain credit
ratings. However, S&P has recently mcdified this matrix,
broadening the ranges for the ratings and leaving more
room for judgment on their part, but creating greater
uncertainty on the part of debt issuers, like Tampa
Electric, on the exact guantitative targets needed to
achieve certain credit ratings. In addition, since the
rating agencies consider gqualitative factors as well,
achieving the guantitative parameters does not ensure

that a particular rating will actually be achieved.

CAPITAL STRUCTURE

Q.

What capital structure is Tampa Electric proposing in its

17
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test year?

Tampa Electric is projecting, for the 2009 test year, a
jurisdictional adjusted 13-month average financial
capital structure consisting of 44.7 percent debt,
including off-balance shest purchased power obligations,
and 55.3 pesrcent common equity. This 55.3 percent equity
ratio 1s necessary gince ths  company belisves  the
combination of this capital structure and the resulting
coverage ratios sheould enable the achievement of c¢redlu
parameters commensurate with debt ratings in the single A

range.

What coverage ratios are important to rating agencies?

As part of their guantitative apalyses, ratipng agencies

focus on cash coverage ratjos to determine a company’s

gbligations, ‘Typical c¢overage ratios reviewed by Lhe
agencies are Funds from Operations to Interest

(FFO/Interest) and FEunds from Operatiopns Lo Total Debt
(FFO/Debt), Document No. 5 of my exhibit shows Tampa
Electric’s «credit parameters on a  historical and
projected basis. It shows that there has been a
significant deterioration in Tampa Electric’s credit

18
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metrics as used by the credit rating agencies. If Tampa
Electric’s requested rate increase was not granted and
the capital structure remained at the 2007 level, there
would be another significant decline in the credit
parameters. For Tampa Electric to improve its credit
metrics, equity infusions from TECO Energy and base rate
relief are needed. In her direct testimony, witness
Abbott further addresses these credit parameters and the
effect these factors have on Tampa FElectric’s credit

ratings.

Did you consider other credit parameters when targeting

ratings in the single A range?

Yes. tin encies nd to on

v rati nother MO

{1 nd . E . i | T
to Interest (EBIT/Interest) coverage ratio. This
coverage ratio is included in the company’s MFR Schedule
D-9 and is reported in Schedule 5 of the company’'s
monthly Surveillance Report filings. Tampa Electric’s
coverage ratio for EBIT/Interest has been declining and
is projected to be 2.1 times in 2009. This same coverage
ratio averaged 4.6 times in 1992 through 2000 and 3.5
times in 2001 through 2007. The 2.1 times represents an

19
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Yes. Since the zating agencies consider portions of
long-ter ix

agreements as debt and apalyze company credit profiles
with an adjustment to its credit parameters, the
compgany’s  proposed Qap_l_tal structure  reflects an

dj me r

Using the S&P methcdology, please describe the
calculation for the additional debt that reflects the
associated risk of long-term purchased power agreements

in Tampa Electric’s capital structure.

S&P discounts future capacity payments using a discount
rate based on the cost of debt, and then applies a ™“risk
factor” to determine the amount of imputed debt to
include in the adjusted debt to total capital. For
similarly situated electric utilities as Tampa Electric,
S&P uses a risk factor of 25 percent. S&P also imputes
an annual amount for interest expense in cash coverage

ratios for the imputed debt.

Using S&P’'s methodology, how much debt and interest
expense has been imputed to recognize the impact of
purchased power agreements on Tampa Electric’s capital
structure for 2008987

21
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is Tampa Electric’s. Additionally recent di .
with the rating agencies suggest that Tampa FElectric’s
current credit parameters, including its equity ratio

dre not sufficient to Justifv 3 single A rating Hence,

the more important factors for Tampa Electric to obtain
stronger debt ratings are for the company to receive the
rate relief requested, including the propcsed equity

ratio and return on equity.

CAPITAL STRUCTURE

Q.

Messrs. Woolridge and OfDonnell suggest alternatives to
the 55.32 percent equity ratio proposed Dby Tampa
Electric. Why should the Commission reject their
recommendaticns and use the company’s propqsed equity

ratio?

In the interest of lowering the revenue regulirement, the
intervenor witnesses have recommended much lower equity
ratios than the company has proposed. Altheugh they
derived their recommended equity ratios using different
arguments or justifications which I will discuss later in
my testimony, their recommendations were similar (48.9
percent and 49.6 percent) compared to the company’s -
proposed 55.32 percent. While .Mr. O'Donnell’s 49.6
percent recommendation was not stated directly in his’

12
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Dr. Woolridge makes three basic points in support of his
position that a PPA adjustment is not warranted; 1) the
risk factor i1s not defined, 2) the adjustment is not in
accordance with GAAP accounting, and 3) the PPA payments
are unlike debt. While Ms. Abbott addresses some of
these issues in her rebuttal testimony, I have a few

additional comments regarding his first and third points.

In his first point, Dr. Woolridgce gquesticns the usc of
the 25 percent riskx factor in calculating the imputed
debt amount and he states that the “8&P risk factor for
imputing debt is not well defined and cannot be assessed

in this situvation.” To the c¢ontrarv, through direct

discussions with S¢P, the company is aware that S&P has

been and continues to impute debt for PPAg in its credit

rating analysis of Tampa Electric by applying a 25

percent factor to the present value of the PPA capacity
pavments, This is exactly what Tampa Electric has done

in preparing the projected adjustment in this proceeding.

This is further supported by Document No. 1 of my

Rebuttal Exhibit No. _  (GLG-2) which is an article that

suggests that S&P would use a 22 percent factor for
companies with recovery clause mechanisms similar to
Tampa Electric’s,

16
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Pawer Purchase Agreements

Publication datn: © Q7-May-2007
Primary Cradit Anatyst: DRavig Sodek, New York (1 212-438:796%;

favid_bodek @ standardandpoare. com
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Eor_meany vewrs, s_;._rmﬂ& poor's Ratings Services has viewed power supply agresments (PPA) in the U.S, utllity sector as

| obl ons that re; substitutes for debt-financed capital investrnents in generation

[« T4 m,.mg_gﬂz; has entered Into 3 PPA_has contracted with a supplier to make the financis) investment an
A Hxed obligations, in form of ¢a rrents, marit inclusion tn B utiity's financlal

metrics as though they are part of a wtility's peenanent capitsl structure and arc incorporated in out t assessment of 2

d iness.

W agiust utilities’ financlal metrics, incorporating PPA fixed obligations, 5o that we ¢an compare companies trat finance

and build generation capacity snd those that purchase tapacity to satisty customer needs. The anatyticed goal of our

financial adiustments for P7AS (5 to reflect fixed cbligations fn 3 way thet gepicts the credtt cupasure that s Lﬁ by Pras,

That said, PPAS piso beneiit uiilles that enter Into contracts with suppliers because PPAS wHI typicaily shift varicus rigks to

the SuGOIARS, SUCh BE Sonstruction risk and most of the pberaling risk. PPAS tan also provide utilities whh asset diversity

MMMLE_ chjevabie through self-build. The principal risk bome by a ulility that reties on PPAs I the
recoyery of the fmancisl obligation in rates.

The Mechanics Of PPA Dabt Imputation

A starting Dot for saicuiating the debt bo be imj puted for PPA-related fived c d aclnbefoundlmnnpthe
mmmmmﬂmmmgmm_m___m-mms t5. Wa cakuiate & het t value (NPV) of
mmmwmmmmm_mmm__m_mﬂnmmuw
Anancial adivytrnenty.

notex to the Toancia! Etataments ernumerate capbcity payments for the five years succeeding the ennual report and
:mnm-:umﬂ_ White we heve access o propristary forecasts that show the detsll underlying the costs that are
achalgamated bevond the fve-year horizon, others, for purposes of calculating an NPV, NPV, can divide the srncunt repoitad 83
Mummmgw_h_mm_ _m_mbﬂm'_m___ma we an approniiate tenor of the

ln.ﬁmllﬂnl &MMMMMMEMSM conracts
mieva these contracts arg o

acpn't riflected in the potes to |

us on 3 confidentisl desty. If gmmgummummemwmmummwm,mm\
impute debt for MLMM__M&M*W___W_N&W
Imcremental CRDRCRY, HOWEvEr, Lo the gxtent that the comract wil shmply réplace an expiring contract, we Wil mpute de
a3 thouah the future contract is & continyation of the axigting cortract.

Wa calguiats the NOV of capscity povrenty using 3 discount rate equivaient o the company's average cost of debt, net of
sacuritization debt. Onc we Arttve 3t tha NPV, we apoly a risk factor, as is dbcuzyed beiow, o ruﬂoctmebenemd
eguistory o lecisiative cost recovery mechanisms.

Baance shest debt s incremsed by the riglc-fector-adiugied KPV of the straam of chpectty payments, We derive sn sdjusted

9/8/2008
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-t0- ratic by sdding the adjusted NPV ko both the numeratar end the derominator of that ratic,

Wwe calrulate an Impiiagd interest expense for the imputed gebd by multiplying the same utility average cost of debt used a1
the discount rate In the NPV calculation by the amount of imputed debt. The adjusted FFO-to-Interast expense ratio s
calculabed by adding the implied (nterest expense to both the numerator and dencrinator of the equation. We alio add
{mblied depreciption o the equation's numarator, We caleulate the adiusted FFO-19-total-debt ratia by adding Imputed debt
to the ggyation's denominator and an Implied depreciation expanse to its numerator,

Our adjusted cash flow credit metrics include 3 depreciation expense ddjustment ta FFO, This adjustment répresents a
yehicle for caoturing the ownership-like attributes of the contracted asset and ternpers the effects of imputation an the cash

he depraciation expense adjustment by muitiplying the redevant year's capacity paytnent obligation
oy the dsk factor and then subteacting the implied PRA-related Interest expense For that year from the product of the rlsk
tactor times the scheduled capacity payment.

Risk Factors

Toe RPs tnet Sterdard & PLor's calculetee tD € to artfuet mAporten fAnanc lad metrbs b omne B .
ractiplied DY risk factoes. These nek tactors typically range between 0% t0 50%, but can t 25 high a5 100%. F,',"“ facto’s
are Inversg'y related to the stremgth and avatablilty of regulatory or leglsiative vnh fdPs v‘nr fhf' oy e'"rip[ the rﬂpa(”[‘!
osts assoclated with power supply srrangemernts; The strongest recovery rmechahlsms trenslate into the smalles: sk

factars, A 100% risk 5.5;9; would signify ggg alt Higk related to contractusl obligations rests en the company with no
b/ tive su

Eor examule, 3n unregulated energy company that has eqtered into 8 tolling atrangement with 2 third-party supplier would
WAMQM‘! 0% risk factor Indicates that the burden of the contractual payments rests

f arrangement |s frequently found Bmong reguisted utiities that act as condults for the
delivery of & mm_mr_ty__ lectricity and essentinfly detiver pawer, tolieck charges, and rem® revenuas ues bz the § Suppliers.

These utiities heve typically been directed to geil alf their generation assats, are barred from develaping new generation
assete, and the power supplled to thekr custorners Is sourped through & state suction or third parties, Seaving the utilities to

act 3§ Inesmeglar & between retail custaniers and the electricity sugpliers,

Intermediate degrees of recovery risk are pregentad by & number of regulstory and egls tive mechanisms. For example,
some pagulstors yse d utility's rate case to establish bage raiws that provide for the recovery of the fxed costs created by -
PPAs. Although we 3ee this tvpe of mechadism 85 generally supportive of credit quatity, the fact remains that that the utility will
¢ costs and the prudence of PPA capncity payments in successive Ive rate CEBES w ensure
mmuummmm.mmn 50% risk foctor, In cosgd whers & requinlor hag ggtabiished
D ¢ empilo! k factor

We meogniee that there arg certain jurisdictions ﬁvat Mg frue-up mechanisms tha! are more favorathe snd frequent than
the review af Dass rites, but still gon"t smount to pure pass-through mechanisomy. Some of these mechanisms aem E!EL
wiheh certain financial threshalds are met or gRar prescribed pariods, of time have passed. In these instares, w:ulattng
Muﬂnﬂulmmm_m_w&mmmm lﬂumﬂ!
mechaniamg and 50%,

mnmmmw_uwmmﬂmhm_ o

qyiry vahicls a0ty puch mschanismg lead to risk factors betwaen 0% snd 15%, depending on
Wmm_mwmmwmmmwam&
and Hmely recovery of costy art ﬂmp&ggwmmunm o

parise, aivd adjusbed Pinandiel metrics,

Expmnpia Of Power-Purchysy Agresment Adjustmant

{3000e} Assumptien  Yesrt xur_z_mu-mu Inr_l._mul-
LCath tram charstions 2000000

Eunds from omerxtions L:500,000

Interest tapanise 444000

Diractly inved deiit
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Shart-term debt 01,000
Long-term dus within one 300,000
year
Lofig-term delt €.500.000
Shareholder's Equity 6,000,000
Elxed cAfACity COMMEMANtS §00.000 .600,000 600,000  §09,000 600000 530 000 4,200,000*
NPY of fixed cADICIty comenitments
Using & 5.0% giscount rate 5,020,306
Application of an ansumed 25% 1.257.577
cigk Factul
tmphiec interest eapsmesd 75.455
Loplied depreciation capenit 74,545
snadfusted ratfos
(I SRR TUIFIR S 5.4
FEQ to tatal Dabt (%) - owo
Defil 10 cagne 1 zatign L%, 55.9
Ratigy scjusted for gebt imputation
FEQ 1o lterest (x16 4.9
EFQ to otal debt {%)** e
Debt to copltatization (%198 F- KB
*Thereafter 2DOrOXUMBLE YERTS: 2. fThe gurrent yesr's anpiied (ntevest [s subtracted from the product of the fisk, facker muitiplied by
ear syment, §hdds impiied mierest to the nuratyr and denominstor and adds inpiied deprectation ta FFQ.
s hdds jmolied geprecistion pxpense to FFD end im hed_dett to r ‘debl. TYAuds implied dent ta both the dumerator snd the
‘ -, FFD-~Funds 1 o) jons, NPV —Met present vafue,

Short-Term Contracts

standard & Poor's has abandoned its historcal practice ot not mMputing de't for contracts with lerms gf three years or €55,
However, we ynderstand that there gre gome utiities that use short-term PPAs of approximately one year or less as gap
filers pering the construction of new capacity. To the extent that such short-terrn supply arrangements represent 3
nofninal percentags of demand and gerve the purpuses desaibed above, we will neither impute debt for such contracts nor
provide evergreen treatroent to such contracts.

Evergraen Treatment
The NPY of the fixed obligations sssocigted with 3 portfotic of short-term or intermedipte-term contracts can lead to
gigtortions In & utiity's fioancisl profile refative to the NPV of the fived obligations of a utility with 8 porifolio of PPAs that ls
made up of langer-tarm commitments, Wherg there ammmwm&.ﬂ\ﬁmww

of exizling PPA obligptions scengrip for Lnchusion in the rating analysls, Evergroen treatment

252
- u n s to reflect t - obiigation of electric utlitios tg mest
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The oricing tor some PPA co_q;r.;:s Is stated as a Single, all-In energy price. Standard & Pnoc's considers 31 impliaz capscity
price that fvnds the supplier's capital invesinent 10 be subsumed wichin the ali-in anw rice.
USE & proxy EEE! charge, staled in $/kW, to calculate an implied gﬁltz payment associated with the
PRA Ing ,i.ﬂs mgre I$ mummgg gy_ the number of kitowatts under contract. In cases of resources sugh as wlnd pgwer that
ty kligwatts under contrach X Lild -

We derive the proxy ¢ost of Capacity using empirical gata evidencing the cost of develioplng new peaking capacity. We will
teflect regional differences in gur analysis. The eost of new capacity [s trandjated inte 2 $/KW figure using & weighted
average cost of capital snd & proxy capltul recovery perigd, This number Wil be updeted from time to tims to reflect
prevailing costs for the develppment and financing of the Mmarginal unit, 2 combustion turbing.

Transmission Arrangements

In recent years, some utilitles have entered Into long-term transmission contracts in leu cf butiding generation. In some
cases, these contracts provide access to specific power plents, whila other transmiss|an arrangements provids access to
comnettive wholesale electricity markets. We have concludec that these types of trarmmission drrnaements renssssnt
xiens ons of the power plants 10 whoh they #re Conrected or the MIrkets tral they skive, (espective f whather Dhess
tansmission knes are integral to the deltvery of power from a specific piant o sorguhs to whokegale Derkels, we yiew

ey arrangyements as exhipiting very strong perallels to FPAS a5 2 SubSTHLte for i vt U8 S
he fixed cos! d with lang- i 0 CONL,

PPAS Trested As Leases

el ntanity gictate that certaln oF d to be treated countin

r of the PPA of idust val ﬂmwmﬂmmmmgmmemx

taken the position that companies should identify those capacity charges that are gubject to operotin treatrment in
the financial staternents so that we can accord PPA treatment to those sbligatians, |n lley of lease tre treatmert _That is, PPAT
that recaive operating lease treatmant for accounting purpnses won't be supject to & 100% risk factor for snalvtical
wirooses as th X he NPV of the stream of capacky payments assoclated with these PPAs will

be reduced by the risk factor that is appiled to the ytility’s pther PPA commigmgnts, PPAS that az trested 35 227 Hal ibpaet
for aegaunting purposes will not receive $PA trestment because Hagrla lgase treatment ndicel-y thay the plevt wrosr
contract egoromically "befonge” ta the utility,

Evaluating The E 'g Of PPAS

Thaugh bistacy s gn mgmmm tecovery, PPAG nevertheless add flnapciat chllostions that beighten financtal dsk.
¥at, we agply risk tactors that reduce dett IMpUCAtIGn to recognize that ytitties that rely on PPAE transfer significant risks 1o
rAtapayers and BUQQIIQFS.

ddtt fatd) Arthur F Simongon, New York (11 212-436-2084;
arthur _simopsengistandardandooors. o
Arleen Spangler, New York (1) 202-436-2005:
prisen spanglcrd@standardandpoorg.com
Soott Taylor, New York (§1 212-438-2057;
16olt Yavierfgtandandandpoors.com

mﬂ;ummmmumm
ohn whitibckepstandardand ooors.com

Andiviic serwices orovided by Sianderd & Poor's Ratingg Services (Ratings Services) are the resit of sosrsty sctivies desiined (o
premerys the incecendance wd oitschivity of ratings opinons. The crecit ratinas Snd ohesrvations cootiintd hevein are olely Satements
usles py pther Invistment
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