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PROCEEDTINAG

(Transcript follows in sequence from Volume
22.)

CHATRMAN CARTER: Goqd morning te one and all.
I'd like to call this hearing to order. And before we
get started, there's z preliminary matter I'd like to
take care of.

Ms. Clark, good morning. You are recognized.

MS, CLARK: Thank you, Mr. Chairman. I have
two things. Yesterday for Witness Pollock we agreed to
revise Exhibit 455 and take out some pages. We have
that now. I think it's been passed ocut.

CHAIRMAN CARTER: Yes.

MS. CLARK: So -—-

CHAIRMAN CARTER: Just the chart.

MS. CLARK: Just the chart.

CHATRMAN CARTER: Okay. Does everyone have
that? You guys have this?

Ckay. You may proceed.

MS. CLARK: 2And I guess I feel like I'wve been,
the scheduling has been falling to me somewhat to give
you an idea.

CHATRMAN CARTER: Yeah, Mr. McGlothlin, Mr.
McGlethlin threw you under the bus on that one, so

you're it.

FLORIDA PUBLIC SERVICE COMMISSION
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MS. CLARK: Well, sc what I did, Mr. Chairman,
was last night T spent scme time reviewing the witness
schedule and how we could realize your optimism of
finishing the hearing on time, and at least by Saturday. -
And I'm going to -- we developed a schedule -- not a
schedule. A summary of how to get there; I want to be
clear it's a summary of how to get there.

CHAIRMAN CARTER: Okay.

MS. CLARK: What we did was we estimated the
actual time for these two and a half days. I have to
say, Mr. Chairman, I assumed we would go Saturday. So
what we figured out was we had roughly 19 hours,
counting lunch and stuff, to get all these witnesses
heard.

And as you can see from the sheet, that would
mean that on average for summary, cross-examination,
redirect, we would have to average roughly an hour for
each witness. I want to be clear at the top, we show
the three Intervenor witnesses we will take up today,
and FP&L would commit to no more than an hour for those
Intervenors.

But the bottom line is we think this is a
summary that provides a realistic assessment of where we
are for purposes of develcoping a timely schedule to

complete the hearing. So, frankly, I took a cue from

FLORIDA PUBLIC SERVICE COMMISSION
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your lighting system and said how much time do we have
to allot for each one. That doesn't mean -- that's just
an average time. We understand that some would be more
and some would, would be less.

And I want to be clear, I have not spoken to
the Intervenors about this and if it's possible, but it
is the road map that we could use to get to a
conciusion.

CHATRMAN CARTER: Okay. Notwithstanding the
time, at least it's a good layout in terms of where
we're proceeding in the order of witnesses. I think we
can all agree on that, that part. 2Am I right in terms
of the order of witnesses? Notwithstanding the time,
but am I, everybody, are we on the same page? We get az
different sheet every day.

But notwithstanding the time, let's just
break -- this is my understanding, from looking at the,
the other sheets that we were on, that this is the order
of witnesses; is that correct?

MS. CHRISTENSEN: Yeah. That seems to be
correct.

CHAIRMAN CARTER: Okay. Geocod. Good. And, I
mean, I'm optimistic. You know, I was —-

COMMISSIONER EDGAR: Mr. Chairman?

CHATRMAN CARTER: Yes, ma'am.

FLORIDA PUEBLIC SERVICE COMMISSION
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COMMISSIONER EDGAR: It looks to me like this
was put together by a working mother.

CHAIRMAN CARTER: A multi, multitasker,
multitasker. How do you say that anyway? I've got,
I've got that right brain thing —--

MS. CLARK: We'd like to work with the
Intervenors to see if we can, you know, get on a
schedule to get this, this done. And this was just for,
frankly, for purposes of laying out the math.

CHAIRMAN CARTER: Okay. And we did that also
because some of the witnesses have travel arrangements
and some could only be availakble -- I know that
Dr. Woolridge was only available for Thursday; right?

MS. CLARK: Uh-huh,

MS. CHRISTENSEN: Correct.

CHAIRMAN CARTER: And we were able to
accommodate Mr. Stall for Wednesday and Clarke for
Wednesday.

MS. CLARK: The other person --

CHAIRMAN CARTER: What day is it?

MS. CLARK: Thursday.

CHAIRMAN CARTER: Thursday.

Okay. Ms. Clark?

MS. CLARK: The other thing is Mr. Meischeid,

we had him today. We believe we can move him to

FLORIDA PUBLIC SERVICE COMMISSION
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tomorrow if he doesn't come up today.

CHAIRMAN CARTER: Okay. All right. Everyone
kind of look it over in terms of the order of witnesses
and we'll, we'll, you know, obviously, you know, we'll
give everyone an ample time to present their case.

Mr. Moyle, good morning, sir.

MR. MOYLE: Good morning. Good morning. And
FIPUG has a preliminary matter --

CHAIRMAN CARTER: You're recognized.

MR. MOYLE: -- with respect to interrogatories
that were used last night with Mr. Pollock. I think
staff had wanted to move in certain interrogatories.
Ms. Kaufman was here and handling that.

CHAIRMAN CARTER: She promised to give us a
complete list.

MR. MOYLE: And I, I have hopefully fulfilled
her promise of giving you a complete listing of the
interrogatories, which at the appropriate time we'll
need to have marked and moved into the record.

I appreciate Ms., Ms. Clark working on this
list. T think it helps give, give us an indication as
to where we are. I reviewed it briefly and I, you know,
I think we all want to move forward and do our best to
get this resolved while not diminishing the gquality of

the evidence that comes in.

FLORIDA PUBLIC SERVICE COMMISSION
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And kind of just kicking it around with some,
some folks, I did rough math and said, vyou know, we're,
we're, 1if you have 1.5 billion of a rate increase times
ten days, that's 150 million a day. Ten hours is
15 million an hour. S$So that gets clecse to Tiger Wood's
kind of compensation.

So anyway, but I think we can use this as an
outline, but I don't want to -- obviously with scome key
witnesses like, like Mr. Avera and Mr. Pimentel, they've
covered a lot of ground. I don't know that we'd be abile
to get them done in an hour. But I commend her for
taking the effort to try to do it.

CHAIRMAN CARTER: Yeah. It's a great outline
in terms of where we're going. I mean, the time is the
time, and obvicusly as we get into a stream of
consciousness and scometimes a person may say something
that, you know, causes you to go down another line of
questions, that's fine, that's fine to do.

Ms. Christensen, how are you doing this
morning?

MS. CHRISTENSEN: Doing fine, Mr. Chairman.

CHAIRMAN CARTER: And that's Mr. McGlothlin
behind you, not Mr. Reilly. Okay?

MS., CHRISTENSEN: Okay.

CHAIRMBN CARTER: Okay. Any cother preliminary

FLORIDA PUBLIC SERVICE CCOMMISSION
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matters from any of the parties?

MS. BROWN: Mr. Chairman?

CHAIRMAN CARTER: Staff, you're recognized.

MS. BROWN: Mr. Chairman, just to contribute
to the conversation, staff has three witnesses that it
would be willing to stipulate rebuttal in, and we'll get
with the parties to see 1f we could arrange that.

CHAIRMAN CARTER: Okay. I'll tell you what
we'll do, guys and dolls, is we've been kind of, I've
been using this word, it may not even be a word, but
fluidity was the word I was using in terms of our court
reporters. If you noticed, we've been able to trade in
and trade out without disrupting things.

But we'll probably take a break and give you
an oppeortunity to discuss some things. I know that a
lot of you just saw the list in terms of the ocutline.
Mr. Moyle has the list of interrogatories that will be
part of the exhibit that staff has already moved in,
that we've already approved in that needs to be marked
and put with that.

Also, the parties may want to get together and
talk about scome cof these witnesses, whether there is
agreement on some or not and all, and we can d¢o that.
So I'll probably, depending on the flow, take a break

and give you guys an opportunity to chit-chat. How

FLORIDA PUBLIC SERVICE COMMISSION




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

3104

about that? Okay.

Anything further? Okay. Then call your next
witness.

MS. GRIFFITHS: SFHHA calls Mr. Lane Kollen.

CHAIRMAN CARTER: Okay. Mr. Kcollen, have you
been sworn?

THE WITNESS: I have, yes.

CHAIRMAN CARTER: You know about my lights;
right?

THE WITNESS: 1 do.

LANE KOLLEN

was called as a witness on behalf of South Florida

Hospital and Healthcare Association and, having been

. duly sworn, testified as follows:

DIRECT EXAMINATION
BY MS. GRIFFITHS:
Q. Good morning. Could you please state your
name and your business address for the record.
A, Yes. My name is Lane Kollen, and my business
address is J. Kennedy and Associates, 570 Coclonial Park

Drive, Suite 305, Roswell, Georgia 300753.

Q. And by whom are you employed?
A. The firm of J. Kennedy and Associates.
Q. And are you the same Lane Kollen that filed

direct testimony and exhibits in this proceeding on

FLORIDA PUBLIC SERVICLE COMMISSION
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Association?

A. Yes.

Q. And are you the same Lane Kollen that filed
exhibits attached to that direct testimony, which were
marked as Exhibits LK-1 through LK-38 and are marked in
staff's Comprehensive Exhibit List as hearing Exhibits
291 through 3287

A, Yes.

" (Exhibits 291 through 328 marked for
identification.)

0. And 1f T were to ask you the same questions
that you were asked in your testimony, would your
answers still be the same today?

A. Yes.

MS. GRIFFITHS: All right. At this moment, I
would ask the Chairman to submit Mr. Kollen's prefiled
direct testimony into the record as if it were read.

CHAIRMAN CARTER: The prefiled testimony of
the witness will be inserted into the record as though

read.

FLORIDA PUBLIC SERVICE COMMISSION
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BEFORE THE FLORIDA
PUBLIC SERVICE COMMISSION

IN RE:

PETITION FOR RATE INCREASE BY . )} DOCKET NO. 080677-E1
- FLORIDA POWER & LIGHT COMPANY - )

DIRECT TESTIMONY OF LANE KOLLEN

I. QUALIFICATIONS AND SUMMARY

" Qualifications
Q.  Please state your name and business address.
A. My name is Lane Kollen. My business address is J. Kennedy and Associates, Inc.

("Kennedy and Associatcs"), 570 Colonial Park Drive, Suite 305, Roswell,
Georgia 30075,

Q. What is your occupation and by whom are you employed?

I.am a untility rate and planning consultant holding the position of Vice President

and Principal with Kennedy and Associates.

Q.  Please describe your education and professional experience.
I eammed a Bachelor of Business Administration in Acbounting degree and a
Master of Business Administration degree, both from the University of Toledo. I

also earned a Master of Arts degree from Luther Rice University. I am a Certified

e
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Lane Kollen
Page 3

Public Accountant, with a practice license; and a Certified Manag'ement

" Accountant.

I have been an active participant in the utility industry for more than thirty years,
both as a consultant and as an employee. Since 1986, I have been a consultant

with Kennedy and Associates, providing services to consumers of utility services

‘and state and local government agencies in the areas of utility planning,

ratemaking, accounting, taxes, financial reporting, financing and management
decision-making. From 1983 to 1986, 1 was a consultant with Energy
Management Associates, providing services to investor and consumer owned

utility companies in the areas of planning, financial reporting, financing,

~ ratemaking and ﬁmnagement decision-making. From 1976 to 1983, 1 was

employed by The Toledo Edison Company in a series of positions providing

services in the areas of planning, accounting, financial and statistical reporting

and taxes.

I have appeared as an expert witness on utility planning, ratemaking, accounting,

reporting, financing, and tax issues before state and federal regulatory

commissions and courts on nearly two hundred occasions. In many of those
proceedings, I have represented stateé and local ratemaking agencies or their
Staffs, including thé Louisiana Public Service Commission, Georgia Public

Service Commission and various groups of Cities with original rate jurisdiction in

Texas. I also have appeared before the Florida Public Service Commission
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Lane Kollen
Page 4.

(“Commission”) in numerous proceedings, including the two most recent Florida

Power & Light Company (“FPL” or.“Company”) base rate proceedings in' Docket

- Nos. 050045-E[ (2005) and 001148-EI (2002). I have developed and presented

papexs at various industry conferences on ratemaking, accounting, and tax issues.

My qualifications and regulatory appéarances are further detailed in my

Exhibit___ (LK-1).

Summary

Q. On whose behalf are you testifying?

A.  Iam offering testimony on behalf of the South Florida Hospital and Healthcare
Association (“SFHHA™) and individual healthcare institutions (collectively, the
“Hospitals™) taking electric service on the FPL system.

Q. What is the purpose of your testimony?

Al The purpose of my testimony is to address the Company’s proposed series of base
rate and recovery clause increases and to make recommendations- on the
approptiate rate increase amounts.

Q. Please summarize your testimony.

A.

The Company has requested an unprecedented series of rate increases in this
proceeding of more than $1,550 million, the magnitude of which may not be

immédiatcly evident, and which would represent a radical change in the

Commission’s raternaking process. These increases consist of a base rate increase
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YLane Kollen
' Page 5

of $1,044 million on January 1, 201_0, another series of increases on January 1,

" 2010 summing to $77 million through various recovery clauses due to transfers in

the recovery of such costs between base rates and the clauses, another base rate

increase of $247 million on Ianﬁary 1, 2011, an estimated initial base rate

_increase of $182 million through a Generation Base Rate- Adjustment (“GBRA™)

mechanism for West County Energy Center Unit 3 (“WCEC 3™) on June 1, 2011

and another series of unknown future base rate increases through the GBRA for

future generation costs.

1 _rec_ommend that the .Commis_sion reject the Compaﬁy’s proposals in this
ﬁrot:eeding for all base rate increasés after Januvary 1, 2010. Instead, the Cdm_bany
shoﬁld file for future baée rate incréasés closer to the eff_ecﬁve dates of such
increases using then current costs and assumptions. Thé Comimission reali.st.ically
cann_op determine at this time the reasonable 1e§el of revenues and costs that
should be recovered through b.ase rates some thrée' or more years into the future,
particularly given the present economic unce;tainty. Further, the Commission
should not adopt a GBRA that provides the Company an almost upféuered ability
to automatically impose base rate increases to recover selective increases in

certain costs without consideration of increases in revenues and reductions in all

other costs.

In addition, I recommend that the Commission reduce the Coinpany’s base rates

by at least $336.338 million (net of transfers of costs between base rates and




Lane Kollen
Page 6
. ’ ]
1. various recovery clauses) on January 1, 2010 compared to the Company’s
2 requested increase of $1,044 rmlhon My recommendahon reflects the SFHHA
3 adjustments fo remove the excessive and Inappropnate costs that affect the rate
4 base, operating income and rate-of refum that are included in the Company’s
5 request. I have summarized the effects of the SFHHA recommendations on the
6 following table.
7
FLORIDA POWER AND LIGHT BASE RATE INCREASE
SUMMARY OF SFHHA RECOMMENDATIONS |
TEST YEAR ENDING DECEMBER 31, 2010
{$ MILLIONS)
Amount
FPL Requested Base Rate Increase $ 104353
Operating Income Adjustments:
Reduce O&M Expenses - Other (Maintain Status Quo) {160.256)
Reduce O&M Expenses - DOE Settlement Refunds {8.030)
Reduce O&M Expenses - AMi Deployment Savings (5.885)
Reduce O&M Expenses - Development of New CIS {7.274)
Remove Annuai Storm Damage Expense Accrual (149.162)
Reduce O&M Labor, Payrolt Taxes, and Fringe Benefits - Productwi‘ty lmprovements (38.841)
Reduce D&M Labor, Payroll Taxes, and Fringe Benefits - Nuclear Staffing {21.925}
Remove Depreciation Expense - Development of New CIS {0.506)
Reduce Depreciation Expense - Capital Cost Reductions (26.719)
Reduce Depreciation Expense - Five Year Amortization of Depreciation Reserve Surplus {247.5586)
Reduce Depreciation Expense - No Acesleration of Caplial Recovery Costs (83.605)
Reduce Depreciation Expense - Forty Year Service Life for Combined Cycle Gas Units {123.730) .
Reduce Depreciation Expense - Economic Stimulus Grants for AN Depioyment {1.584}
Rate Base ﬁ:diustments:
Reflect Capitalization/Deferral of C1S Q&M Expenses 0.428
Reduce Plant for Capital Expenditure Reductions (92.520)
Restate Accum Depr to Reflect Capital Expenditure Reductions 3.668
Restate Accum Depr to Reflect Five Year Amortization of Depreclation Reserve Surplus 14,559
Restate Accum Depr to Adjust. Amortization Pariods for Capital Recovery Costs 3.741
Restate Accum Depr to Reflect Forty Year Service Lives for Combined Cycle Gas Units 7.276
Restate Gross Plant and Aceum Depr to Refiect Economic Stimulus for AMI Deployment (2.267)
Capital Structure and Rate of Return Adjustments:
Rebalance Comimon Equity and Debt in Capital Structure - (121.424)
Rebalance Long and Short Term Debt in Capital Structure (11.018)
Eliminate FIN 48 Adjustment to Accumulated Deferred Income Tax {17.643}
_ Reallocate Pro Rata Adjustments to Exclude Cust Deposm ADIT, ITC {48.695)
Increase ADIT for Depreciation Changes (8.809)
Restate FOE at 10.4% (232.610)
Restate Short Term Debt Interest Rate . (11.785).
Total SFHHA Adjustments ($1,379.873)
SFHHA Recommendartion for Base Rate Change on January 1, 2010 53336.338)
[*] ) ) =

003110
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1 7
2 The remainder of my testimony is structured. to follow the sééuencé of my |
3 summary. In the. next sectiﬁn, I address the Company’s' proposed base ratc.
4 increases effective on January 1, 2011 and beyond and why the Commission
5 éhould reject those increases in this pmceediﬁg. In the subsequent sections, I‘ |
_6 focusbn the Company’s proposed base rate increase. effective on January 1, 2010
;? and the appropriate hdjustinehts to that propoécd increase by major ratemaking
8 component (bperating' income, rate base, and capitalization and rate of return) and
9 by issue affecting each of those major ratemaking components.
10 |

11  Economic Uncertainty and Requested Base Increase
12 . Increase on June 1, 2011

on January 1, 2011 and GB

13

14 - Q. Should the Corilmission appf-ove a second base rate increase to be effective
15 on January 1, 2011 based on a “subsequent” teét year of 2011‘?

16 A No. First, t_he_' Comssion cannot detenhine at this time what the reasonable
17 revenues and costs will be in 2011 given the present economic. uncertainty. It will
18 be difﬁcult enough to determine the reasonable level of revenues and costs for the
19 2010 test year, wh_ich‘ itself is two years removed from actﬁal experience and is
20 based on a budgeting process covering 2009 and 2010, but which began in mid-
21 2008 pn'or. to the méltdown in the financial markets aﬁd the recession. Since
22 | 2008, the Company has‘ engaged in extensive cost reductions compared to its
23 2009 budget, thus rendering the 2009 budget unreliable as. the basis for the 2010

24 test year forecast, and even more so for the 2011 subsequent test year forecast. I
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subsequently describe the Company’s cost reductions in both capital expenditures

and operating expenses compared to 2008 actual amounts and Compared to the

~ Company’s 2009 budget.

003112

Secdnd, there is no evidence that there will be actual savings to ratepayers

Iesultir_lg from the avoidance of a separate proceeding sometime in 2010 for rates
that will be effective in 2011. Company witness Ms. Kim Ousdah] asserts that the
Commission should determine the 2011 rate increase in this proceeding to “avoid
the cost and distraction for all. parties of back-to-back rate proceedings.”
[Ousdahl birect at 12]. Ho_wever, if the Company’s 2011 test year costs are
reduced as the ‘result of the Company’s cost cutting efforts compared to the
projections in the Company’s 2011 subsequent year forecasts in this proceeding,
then the cost of a separate proceeding in 2010 or in some future year is likely to
palé against the effect of such savings in a subsequent proceeding. It would be an:
better to incur the cost of another raté proceeding in 2010 or later and to endure
the alleged “distraction” of such a proceeding in order to avoid an cxcessive
increase for 2011 that is not merited and that cannot be reasonably. determined at

this time. The reasonable levels of revenues and costs in 2011 are not known and

measurable today..

Third, the Company is not harmed if the Commission rejects the proposed 2011
subsequent year increase because it can file another case in 2010 using more

current assumptions and data. Company witness Ms. Qusdahl recognizes that the
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Commission may reject the Company’s request for tﬁc January 1, 2011 .base rate
increaée and concludes that this may result in another rate filing. {Ousdahl Direct
at 41. 'i"hat may be and the Commission can consider such a request after it is
filed, if one is filed. | Regardless, Ms. Oqsdahl does not claim that the Company

will harmed if it must make a subsequent filing, nor could it reasonably make

-such a claim.

Fourth, it may very well be that the Company will not file another case in 2010 if

it continues to reduce its costs through additional reductions in capital

expenditures and operatiﬁg expenses as it addresses the lack of growth in sales
and revenues due to the economic recession. In any event, it is premature both for
the Commission and the Company to make a determination at this time as to the

Company’s revenue regquirernent in 2011 given the present unéertainty.

Should the Commission approve the Company’s proposed GBRA?

No. 'The Cdmpﬁny’s proposéd, ‘GBRA mechanism feprcsents a radical departure
from the traditional ratemaking process and should be rejected for sevéral reasons,
Fﬁst, the Company’s proApos'ed'GBRA will be a permanent mechanism that will
oﬁerate to automatically implemen'-c significant future base rate increases as the
Company adds ﬁew generation. The Company effecﬁvely will self-implement
those base rate increases Withoﬁt the normal regulatory scrutiny and resulting
éost—control discipline that accompanies the filing, review and ﬁdjudicaﬁon of a

com?rehensive base rate case. The proposed GBRA will not be limited only to




10

11

12

13

14

15

16

17

18

19

20

21
22

23

003114

~ Lane Kollen
Page 10
the West County Energy Center Unit 3 revenue requirement; but also will include

all future generation and related fransmission Costs.

Second, the ciréumstances and nature of the proposed GBRA differ from those of
the exPiﬁng- GBRA. The expiring GBRA was implemented in conju'n.ction with a
settlement in Docket Nos. 050045-EI and 050188-EI, which provided for no base
rate increases fo-r the next four years except for costs recovered through various
ad;iustmen.t mechanisms, includjng. the GBRA ant-ir various clanses, uniess the,.
Comﬁany’s earnings fell below a threshold level. " In addition, the GBRA

mechanism was temporary and will expire at the end of this year unless it is re-

“established in this proceeding.

Third, the proposed GBRA mechanism constitutes a single. issue and one-way.
base rate increase mechanism that fails to consideér cost .reductions that the
Company may achieve in other areas. For example, the propésed niechanisrﬂ will
not reﬂeqt cost reductions due to the continued deﬁreciation'on or retiremenf of
existing | producﬁ.on | plant investment as acknowledged by the Company in
response to SFHHA Interrogatory 112. The proposed GBRA mechanism allows
the Company to retain the savixigs resulting from ongoing recoveries of ex;is‘ting

plant investment through depreciation from ratepayers, the cost free capital

resulting from ongoing accelerated tax depreciation, increases in revenues due to

customer and usage growth and capital expenditure and expense cost reductions.

~ This fundamental flaw will be accentuated the longer the period between
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L]

comprehensive base rate proceedings. I have attached 4 éopy of the Company’s

response to SFHHA Interrogatory 112 as my Exhibit__ (1LK-2)

Third, the GBRA recovery will be based on the Company’s first year estimate of

the revenue requirement of the new generation and related transmission when that
revenue requirement is at its peak level. Once the. Company self-implements a

base rate increase when a new project enters commercial operation, that rate

increase will be permanent and remain at the level when implemented, at least

~ until the next comprehensive base rate proceeding. Once the increase is

implemiented, base revenues will not be revised downward as the underlying rate
base amount declines due to increases in accumulated depreciation or as the

related cost of capital declines due to increases in cost-free accumulated deferred

income taxes and apparently never is trued-up to actual, This approach allows the

Company to increase base rates when the revenue requirement is at the maximum .

level and then to retain any savings due to the declining rate base or actual

_expenses that are less than initially projected until the next corriprehensive base

rate proceeding. This approach also will allow the Company to avoid or at least

defer a voluntary comprehensive review of its base rates absent growth in its other

base rate costs that exceeds such savings.

Fourth, the GBRA mechanism is not even a proposed tariff even though it is self-
implementing. There is no proposed tariff to review. There is not even a detailed

description of the mechanism and the revenue requirement computations in the
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testimony of any FPL witness. Company witness Ms. Ousdahl simply refers to

the existing GBRA in hex testimony. However, the description of the existing

GBRA mechanism in paragraph 17 of the settlement agreement in Docket Nos.
050045-EI and 050188-EX and approved by the Commissioﬁ in Order 'Nof PSC-
05—0§02-.S-EI is not‘ sufficiently detailed for a permanent self-implementing base
raté increase mechaniém. I have attached a- copy of the settlement agreement in

that proceeding as my Exhibit___(LK-3) for ease of :eft_axence.

Fifth, based on the Company’s computation of the proposed West County Energy
Center 3 revenue requirement, there are serious computational problems in the
Company’s proposed GBRA, all of which serve to improperly increase the

Company’s revenue requirement.

Please describe the computational problems with the Company’s proposed

GBRA.

There are numerous problems that are evident from ﬁ eview of the Company’s
separate computation of t;he WCEC 3 revenue requirement for the first year ﬁf 1ts
operation that the Company prdvidcd in this proceeding. The Commission should
not a]loﬁ the use (or misuse) of a GBRA to provide the Company with excessive
revenues. .First, the proposed fate of return is overstated due to an excessive

common equity ratio of 55.80%. A reasonable capital structure consists of 50.0%

‘common equity and 50.0% debt for rating agency reporting purposes and 53.46%
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common equity and 46.54% debt for ratemaking purposes, according to SFHHA

witness Mr. Richard Baudino’s testimony in this proceeding.

Second, the proposed rate of retum is overstated due to the Company’s use of the

so-called “incremental” cost of debt rather than the weighted average cost of debt

outstanding. For example, the Company’s computations reflect a 6.43% cost of

‘debt on Schedule D-1a for the WCEC 3 revenue requireinent conipared to the

5.81% weighted average cost of debt on Schedule D-1a for the 2011 subsequent

test year revenue requirement.:

Third, the proposed rate of return is overstated due to the failure to includé low--
cost short term debt in the capital structure. If the WCEC 3 rate base investment
was included in the rate base for the base revenue requirement, then the return

applied to the rate base investment would include short-term debt.

Fourth, the rate of return is overstated because it does not include any cost-free
ADIT in the capital structm'é. The Company should not be allowed to retain this

benefit by computationally assuming that it does not exist.

Fifth, the depreciation expense is overstated because it is based on a 25 year life
for the WCEC 3 facility. Such a facility has a reasonable service life of 40 years
and depreciation expense should be based on the reasonable service life, not an

accelerated life established only to accelerate and increase near-term raternaking -
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1 recovery. I address the appr'opriaté service lives for depreciation expense in the
-2 Operating Income section of my testimony.
3

4 Q. How should the Company recover ifs costs associated with the West County

5 : Eﬁergy Center Unit 3 and future generation facilities?

6 A If the Company believes that it has or will have a revenue deficieﬁcy for 2011,
7 thén itl should file a request to increase its base rates some time in 2010.
8 Similaﬂy, if the Compa:rfy believes that it has or will have a rev'cnue deficiency in
9 ‘years after 2011, then it should file requests to increase its base rates in those

10 years.’
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II. OPERATING INCOME ISSUES

Operaiion and Maintenance Expense ~ Summary

Q-

How doés the Company’s. proposed O&M expense compare fo the

‘Company’s most recent actual O&M expense?

The Cbmpany proposes an incredible increase in O&M expense for the test year
compared to the actual O&M expense for the most recent three historical yeafs as
summarized on its MFR Schedules C-1 and C-36. In contrast to its actual success

in controlling expenses in 2008 and prior years, the Company projects an increase

- in non-fuel O&M expense recovered through base rates of $387.414 million, from

$1,306.953 million in 2008 to $1,694.367 million in the 2010 test year, as shown

" on MFR Schedule C-1. However, this increase masks the full magnitude of the

proposed increase because the Company proposes that $20.880 million of the
projected 2010 expense be transferred to clause recovery. Thus, the actual
proposed increase is $408.294 million, which is an increase of more than 31%

compared the Company’s actual 2008 O&M expense.

This requested growth is excessive when éomparéd to the Company’s actaal
exp'ericnce in recent years. The Company’s MFR Schedule C-36 compares the
O&M expense in the years 2007 through the 2010 test year (although MFR

Schedule C-36 includes only the “Commission” proforma adjustments and.does

~ not include the “Company” proforma ac'ljﬁstments), the annual percentage

increase in the O&M expense, and the annual percentage increase in the CPI. The
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results show that the Company effectively managed its total non-fuel O&M
Aexpense- each year to levels le§s than Athe actual CPI g_r.owth and even reduced its
actual non-fuel O&M expense in 2008 by an absolute $26.842 million, or 2.0%,
compared to the actual O&M expense in 2007. In other words, the Company
'achieved sigfﬁﬁcant productivity gains iﬁ its O&M expenses over the last several

years, offsetting and even surpaésing the growth in these expenses caused by

inflation.

"This requested growth also is excessive when compared to the Company’s actual

O&M expenses for the first quarter this year compared to the same quarter last

~ year. The Company has further reduced its O&M expense in 2009 compared to

2008 and compared to its 2009 budget. The Company’s SEC 10-Q for the Ist
Quarter 2009 indicates that it has reduced its actual Q&M expenée in the first
quarter by $38 milliqn compaied to 2008, of which $9 million was due to the
DOE settlement that I subsequently discuss. In its press release announcing flrst
quarter éamings, FPL Group cited the Company’s reduction in O&M expense as

the driver of the Company’s increased earnings in the first quarter 2009 compared

to the first quarter 2008. [N

I | h:ve atiached a copy of the relevant pages from the Company's

10-Q as my Exhibit___(LK-4), a copy of the FPL Group press release as my
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Exhibit__(LK-5), and a copy of the |

I - iy Exhibit(LK-6) (confidential).

Are expense increases of this magnitude jusﬁfied?

No. Th.lS level _df in.c‘rease‘is wildly excessive ami cannot reasonably be justified
given the present economic circumstances, particularly in South Florida, the
Company’s 'bgoven ability to implement co‘s;t reductions, including the effects of
prddhctivity_ imprévements lthrough capital investment and continue& efficiency
i‘mprqvements through the adoption: of beét practicés, and given the Company’s
actual cost reductions compared to 2008 and compared to its budget that it already

has implemented to-date in 2009.

The Company’s test-year O&M expenses should be no more than the actual 2008

expenses, a “status quo” basis, except for limited known and measurable changes.

Oniy certain of the increases in expenses are known and measurable at this time,
and thus potentially justified, such as the expenses due to the commercial
Qperation of new generation, specifically the West County Energy Center Units 1
and 2 in 2009. Hc’vwevo;a'r, the incfeases in other expenses afe not known and
measurable, but rather représent significant and_ largely 'unj'ustified expanéions of
programs, proposed increases ip .stafﬁng levels, and other general inc?eases
resulting from inflation and other forecasting éssumptions that teﬁd to increase

expenses when used to support a proposed rate increase.

003121
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How dd you propose the Commission proceed on the Company’s requested
level of O&M expense increases?

IV recommend a §igm'ﬁcant reduction in the Company’s proposed non—fuei 0&M
cxpense;.which I address througﬁbbth.a“‘top-down” appfoach and a “bottom-up”
approach. Under the 'top-down approach, I recommcﬁd that the Commission limit

the test year O&M expenses to the actual 2008 O&M expenses, adjusted only for

appropriate known and measurable bhanges, such as transfers between base rates

and clause recoveries and-increases to incorporate the WCEC 1 and 2 expenses.’

Under the bottom-up approach, I recommend ‘that the Commission reduce the

Company’s proposed test year O&M expense to reflect specific adjustments to the

Company’s requested amount. Given the Company’s reductions in O&M

expenses in the first quarter of this year to levels below 2008, the Commission

- may wish to. consider these reductions on an annualized basis as a further

reduction in the test yéar O&M expense under either a top-down or bottom-up

approach.

Please describe the top-down approach to determine the reasonable level of

test year O&M expense.

The top-down approach reflects the “status quo” and relies on the use of the.

historic test year as the best evidence of the Company’s expenses, but with
adjustments for known and measurable changes to those expenses that the

Company likely will incur in the projected test year. The Commission should

003122

reject the concept that the Company’s projected O&M GXPGITISB.S are known and
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measurable in the abstract based on its budget and forecasting process and that the

Company cannot or will not manage its expenses in its self-interest. -

The top-down status quo approach assumes that there should be and will be no

“general increase in non-fuel 0&M expense increase in the 2010 test year

compared to the 2008 gctual expense. The top-down approach assumes that the
2008 level of expense not only was adequ_ate 1n that year but will remain adequa_te
in the future absent known and measurable changes and that increases in expenses
rdue to inﬂatioﬁ, if any, in 2009 and 2010, will be at least offset by réductions in
expenses due to productivity improvemgnts and other cost- réducﬁons. Thé top-r

down approach is consistent with the manner in which the Company actually

manages its O&M expense and the Company’s reductions in non-fuel O&M

expensés for the first quarter this year compared to the same quarter last year.

In addition, the top-down approach recognizes that there are and should be

savings in O&M expense resulting from the costs of new “long-term

infrastructure investments” to “better manage work, assets, people, and finances”

[Barrett at 27] that are included in rate base. The rate base invcstmentsfhave the

effect of “reducing costs while enhancing many aspects of service to customers.”

[Barrett at 27]. The Commission should ensure that ratepayers actually get the

benefit of the expense reductions due to the investments made to achieve those

~ reductions.




10
1
12
13
14
15
16
17
18
19
2
21
22

23

Lane Kollen
Page 20

Finally, the top-down approach recégnizes- that utilities manage their O&M
expenses in réslﬁonse to the timing and level of ratemaking recoveries. The
| Company aggressively managés its O&M expense when it cannot
contemporaneously recover increases. and is able to retain the earnings benefits

from its actions. However, if the Company is provided excessive recoveries

based on inflated forecasts, such recoveries will atlow the Company to increase its

expenses without consequence, and override the normal self-interest in cost-

 contcol. I

B have attached these _ as my Exhibit (LK~

7 (confidential) and Exhibit___(8) (confidential) | NSNS, respectively.

In conjunction with tﬁe top-down approach, the Commission should adjust the
“status quo” O&M expense for known anci measurable adjustments to: 1) subtract
expenses that no longer will Ee incurred or no longer recovered through base
rates, such as those t_raﬁsfcrred to various clauses for.recovery, and 2) add specific

and unavoidable cost increases, such as the increases in non-fuel O&M expense

associated with WCEC 1 and 2.

Please describe the bottom-up approach to determine the reasonable level of

test year O&M expense.

I recommend that the Commission also review the specifics of the Company’s

003124
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projected 20 10 test year expense through a bottpm—up approach to determine if -

the requested amounts are reasoﬂable. Amounts that are not reasonable should be
specifically disallowed. In this manner, the Commiséion can determine the
ovei'gll reasonable level of O&M éﬁpense thfough the tqp-down approach; but
confirm and ‘reﬁne the result of the top-down dpproach by starting with the

Comi)any’s request and reducing it for unreasonable expenses through the

bottom-up approach.

What is your recommendation on the test year O&M expense?
I recommend that the Commission reduce the Company’s test year O&M expense

by $397.648 million. This reduces the Company’s requested . test year O&M

expense from the $1,694.367 million requested to the $1,306.953 million actual

2008 adjusted downward on a net basis to $1,296.719 million for the following
known and measurable changes: i) the reduction in O&M expense due to the
transfer of certain expenses to various clauses for recovery ($20.880 million), 2)

the in(':;ease in O&M expeﬁse for WCEC 1 and 2 ($18.918 million), and 3) the

rcductioﬁ due to the DOE refunds that I subsequently discuss ($9.000 million)_,'

and 4) the increase due to all other Company adjustments reflected on MFR

Schedule C-2, except for the storm damage expense ($0.728 million).

1 obtained the Company’s proposed known and measurable changes from the

Company adjustments shown on MFR Schedule C-2. I obtained the O&M

expense amount for WCEC 1 and 2 from the Company’s response to SFHHA
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Interrogatory 119. I attached a copy of this response as my Exhibit__ (LK-9). 1

discuss and provide the source of the DOE refund amount in a subsequent section

~of my testimony.

Although I recomunend this net reduction in O&M expense based on the top-down

approach, I also have disaggregated the net reduction into various specific

adjustments and disallowances that are based on the bottom-up approach. Ihave

- characterized the difference between the net reduction based on the top-down

approach and the sum of the specific adjustments based on the bottom-up

approach as an “other” adjustment on the table in the Summary section of my

testimony.

Please describe your bottom-up review of the Company’s proposed test year
O&M expense.
First, I reviewed the forecast assumptions reflected in the Company’s projected

2010 O&M expense to identify 'assumption—driven reasons for the proposed

003126

increase in O&M expenses. Second, I reviewed the Company’s O&M expense

benchmark’ aﬁa.lysis summarized on MFR Schedule C-41 to identify specific
functional areas where the Company proposéd growth in test year ex’penses above
and beyond the levels indicated by the bcnchmar_k éomputaﬁons. Third, I
cornpared the Company’s O&M eﬁpense in the test year to 2008 actual levels to
identify specific functional areas wheré the Corhpany proposed ckcessive growth

in O&M expenses. Finally, I reviewed the Company’s responses to the SFHHA
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discovéry as well as the responses to other parties’ discovery to identify
inappropriate and excessive expenses. I subsequently address each of the bottom-
up specific adjustments that I recommend and reflect the amount of each

zidjﬁstment on the table in the Summary section of my teétirnony.

Operation and Maintenance Expense — Productivity Savings

Q- Did the Company include an explfcit assumption regarding productivity
| improveme;nts and the 'réstllting expense reductions given ‘the Company’s
history of eoﬁtrolling the growth in payroll costs below the rate of inflation?
_'_No. The Company reflected sigrﬁfiéént increases in payro]l coéts, including

inflation and merit increases and staffing increéses, but did not explicitly reflect

an offset against these proposed expense increases for productivity improvements.

Q. Is the Company’s failure to explicitly take into §ccount productivity

improvements in its O&M expense consistent with its historic experience?

A. No. Inrecent years and as I previously descnbcd the Company has successfully
managed its O&M expenses so that annual increases are less than the rate of
inflation.

Q. What is the source of the Company’s productivity impfovements?

A,

The Company achieves such productivity improvements through capital
investment in assets that reduce maintenance requirements and allow fewer

employees to do more in less time as well as the adoption of best practices in
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managing processes. Cbmpany witness Y. A. Stall described how the Company’s

003128

nuclear production business unit achieves _é.uch efficiencies. Mr. Stall states that:

“we continuously pursue standardization of programs and procedures and share-

best practices among our nuclear ﬂée_t, improving safety, efficiencies, and

reducing costs.”  [Stall Direct at 15]. Mr. Stall also described the Turkey Point

Excellence project, stating: “In the “process category, the project focuses on

implementing a proce_:dure upgrade program, reducing the corrective action

. backlog, upgrading training progréms, and implementing process improvements

consistent with industry best practices. In the “plant improvement” category, the

project is focused on reducing on-line and outage maintenance and corrective .

“action backlogs, proactive' management of age-related corrosion and coatings

related issues, improving operational margin, and implementing a preventative

ﬁlaintenance optimization program.” [Id., 22-23]. In addition to the Turkey Point

including steam generators, reactor pressure vessel heads, and a pressurizer at its

nuclear units. [Id, 14]. The Company has invested hundrcds‘of millions of

dollars in capital expenditures to repiacc and upgrade other equipment and is now-

engaged in ﬁume:ous long-term equipment reliability projects at the nuclear units.

[7d., 28].

Are the Company’s historic productivity achievements consistent with the

productivity improvements across the national economy?

‘Excellence program, the Company has replacédmajor.equipment components,




- 003123

Lane Kollen
' Page 25
1 Yes. The following table summarizes the national non-farm productivity
2 ~ improvements in recent years. The indices were obtained from the U.S. Burean of
3 Labor Statistics website. I added the column labeled “% Increase’” and computed -
4 the 5 year simple average, 10 year simple a\_rer_agé and the most recent annualized
5 level in the first quarter 2009.
6
: BLS Productivity Statistics.
Series |d: PRS85006093
ADuration: index, 1992 = 100
Measure: Output Per Hour
Sector: Nonfarm Business
: ' %
Year Qtrl "Qtr2 Qtr3 - Qtr4 - | Annual } Increase
1558 | 108358 10857510950 276 T09.358]
1999 2.9%}
2000 2.8%|
2001 2.5%
2002 4.1%
2003 3.7%
2004 2.8%
2005 1.7%
2006 0.9%
2007 1.4%
2008 2.8%
2009
5 Yeér Simple Average 1.8%
- 10 Year Simple Average 2.6%
7 Most Recent Annualized 1st Qtr 1.9%
-
-9 Should the Commission reflect ongoing productivity improvem,ent.é since
10 2008 in the test year?
11 Yes. The Commission should reduce the Company’s propdscd test year payroll
12 expense to reflect productivity improvements and thus, reductions in payroll and
i3 related expenses. In addition to the Company’s demonstrated ability to restrain
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growth in O&M expenses.bclow inflation, the Commission also should consider

the Company’s capital investment incurred to achieve these savings that is

included in rate base. The Company’s ratepayers should receive the full benefit

of their investment in rate base. If the Commission does not restate the

-Company’s proposed test -year O&M expense to reflect these savings, then the

Company either will retain the savings or otherwise increase its actual O&M

expenses to the levels included in the revenue requirement or some combination

of the two. '

Have you quantified the effect of your 'recommendation?

Yes. The effect is to reduce O&M expense by $36.519 nﬁl]jon and the revenue
requirement by $36.641 million. I assumed that the Company would achieve
productivity gains of 2.0% annually, which will offset the Company’s geﬂeral
inflation assumption of 2.0% érmually. I based this assumption not only on the

Company’s most recent experience at more than offsetting inflation increases in

2008, but also on the most recent national historic trends in productivity

improvement, which converge on a 2.0% annual improvement as reflected in the

preceding table.

The recognition of a 2.0% annual productivity improvements will have the effect

of reducing'the Company’s proposed $765.261 mil]ion_ in payroll expense amount
by $30.917 million, or 4.04% reflecting the cumulative and compounded effect of

the 2009 and 2010‘productivity improvements compared to 2008. I obtained the
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O&M expense portion of the Company’s projected 2010 payroll expénse from the

Company’s response to SFHHA Interrogatory 297, a copy of which I have

attached as my Exhibit__ (LK-10).

In addition, there will be reductions of $1.995 million in the related payroll tax

expense and $3.607 million in the related fringe benefits expense. To compute

these amounts, I applied the same 4.04% cumulative prodﬁctivity factor to these

expense amounts. I obtained the payfon tax expense from the Company’s MFR
Schedule C-20 and the base recovery portion of the fringe benefits experise from

the Company’s response to SFHHA. Interrogatory 297.

My computations of the reductions in payroll and related expenses are detailed on

my Exhibit _ (LK-11).

Operation and Maintenance Expense — Nuclear Staffing

Q.

Does the Company propose an increase in nuclear production. O&M expense

to reflect staffing increases?

Yes. The Company proposes an increase in nuclear staffing of 270 employees,

- ostensibly to address its employee attrition and training reqm'rementé and for its

Turkey Point Excellence ‘program. The Company cited employee attrition and

training requirements as one reason for the proposed $37.298 million in excess

over the benchmark level proposed for nuclear production on its MFR Schedule

C-41.
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The increase of 270 employees also was cited by Company witness J. A. Stall in
his testimohy as one of the reasons for the $43.4 million increase in nuclear
production O&M expense in the test year compared' to 2008 .actual expenSes. The

Compahy proposes an increase to $424.3 million in the test year from the $380.9

million actually incurred in 2008, according to Exhibit JAS-10 attached to Mr.

Stall’s Direct Testimony.

The Company also proyided a list and brief description of the primary reasons and
the Amounts related to each of those primary reasons for the propbsed increases in
nuclear production O&M ex].pense in response to SFHHA Interrogatory 240, a
copy of which 1 have attached as my Exhibit___(LK-12). In this discovery
Tesponse, the single largest reason identified by the Company was an increase in
payroll costs to reflect a significant increasg in staffing levels. In that response,

the Company quantified the payroll expense effect of adding these employees at

$18.5 million for the test year coxﬁpared o 2008.

flow have the Company’s éctu‘al nuclear staffing levels increased since 2006
and what are the reasons cited by the. Cc.’mpany for these increases?

The Company préviously increased its nuclear staffing levels by 199 positions in
2007 and 2008, or 12%, frorﬁ 2006 levels, according to the Company’s response
to SFHHA Interrogatory 291. 1 have attached a copy of the Company’s

supplemental response as iny Exhibit___{LK-13). The primary reason cited by
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the Company for the increased nucleér staffing was to “anticipate and ultimately

" compensate for attrition and retirements.”

Is this the same primary reason cited by the Company for the proposed

. increase of another 270 positions reflected in O&M exﬁcnse for the test year?

Yes. The Company cites the “Apprenticeship Program and operations training
pipeline” as the. primary reasons for the pl_foposcd increases in staffing levels in

thej test year compared to year end 2008, according to the Company’s response to

SFHHA Interrogatory 291.

" How has the Company’s nuclear staffing actually changed since the end of

2008?

The Company has been systeniatibally reducing nuclear staffing since September

2008, contrary to the increase in staffing thé Company assumed in both its 2009

and 2010 budgets and thus, in the test year O&M expense. In the Company’s

supplemental response to SFHHA Interrogatory 291, the Company’s nuclear

staffing peaked in September 2008 and has been steadily declining each month

since then.

Should the Commission reflect the additional increases in nuclear production

staffing in the test year ostensibly necessary for the Apprenticeship Program

and the operations training pipeline?

- No. The Commission should reject the increase in nuclear production O&M
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cxpensé for an- additional 270 pOsitidns. First, the Company already increased
nuclear production staffing by 12% from 2006 to '2008; primarily for this same
reason. The Company’s proposal will result in a cumulative staffing increase of
23% from 2006 to 2010. Increases of this magnitude for this reason are not
reasonable. In.effcct, L"ne Company claims thét it is necessary to increase staffing
by 23% 6ver 1ts normal réciuirements so that it can perpetually traiﬁ additional
personnel to replace employees  who will retire or otherwise terminate

employment at some future daté, but who will not have done so prior to or within

the test year. That is not reasonable.

Second, the evidence is that the Company has been steadily reducing nuclear

staffing now that the recession has bitten deeper, particularly in fhe South Florida

economy and the Company has been forced to engage in cost reductions

compared to its budget.

'fhi‘rd, the Company’s 'prdposed increase in stﬁfﬁng, levels is inconsistent wifh the
significant capitat invesh:nents the Company has made and included in rate base to -
improve the pcrformanée and material condition of .its nuclear facilities that
should reduce staffing levels and O&M expense, not increase it year after year for
the same facilities. In -additioril,‘ thé proposed increase in staffing le.velsis
incoﬂs_istcnt w.ith ti]e Company’s expense “i—n\;est]:[ients” ipcurred through such
efforts as the Turkey Point Exceﬂénce project, reducing maintenance bécklogs,

reducing attrition rates, and improving employee efficiency consistent with
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industry best practices. These activities and investments are described

extensively bjr Company witness J. A. Stall in his testimony. At some point, the

Company and its ratepayers must reap the expense savings benefit from these

large capital and expense investments, the resulting reductions in maintenance

activities, and efficiency improvements. Otherwise, there is no justification for -

the investments or their inclusion in rate base. The point at which ratepayers

should reap those benefits is during the test year that serves as the basis for setting

the Company’s revenue requirement.

What is your recommendation regarding the proposed increase nuclear

production staffing expense?

1 recommend that the Commission reduce the Company’s nuclear production

O&M expense by $21.852 million to eliminate the Company’s request for

increased staffing to meet its alleged and seemingly never ending and growing
attrition and training requirements. This amount consists of the $18.5 million

reduction in O&M payroll expense compared to 2008 levels included in the test

ostensibly for this purpose, which was quantified by the Company, plus the -

related expenses of $1.194 million in payroll taxes and $2.158. million in

employee fringe benefits. The computations of the related payroll taxes and

employee fringe benefits expenses are detailed on my Exhibit  (LK-14).

Operation and Maintenance Expense ~ DOE Settlement
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Please describe the litig_atjon and settlement between FPL and the US.

‘Department of Energy related to the disposal of spent nuclear fuel.

FPL and other parties sued the U.S. Department of Energy (“DOE”) seeking
damages caused by the DOE’s failﬁre to dispose of spent fuel from the

Company’s .nuolear generating facilities. FPL described the litigatidn and the

settlement of that litigation in its SEC Form 10-Q for the quarter ending March

31, 2009 as follows:

Im March 2009, FPL, certain subsidiaries of NextEra Energy
Resources and certain nuclear plant joint 6wners signed a settlement
agreement with the U.S. Government (settlement agreement) agreeing
to dismiss with prejudice lawsuits filed against the U.S. Government
seeking damages caused by the U.S, Department of Energy’s failure to
dispose of spent nuclear fuel from FPL’s and NextEra Energy

Resources’ nuclear plants. In connection with the settlement

agreement, FPL Group established an approximately $153 million
($100 million for FPL) receivable from the U.S. Government and a
liability to nuclear plant join owners of $22 million ($5 million for
FPL), which are included with other receivables and other current
liabilities, respectively, in the condensed consolidated balance sheets

at March 31, 2009. In addition, FPL Group reduced its March 31,

2009 property, plant and equipment balances by $107 million ($83
million for FPL) and, for the three months ended March 31, 2009,
reduced operating expenses by $15 million ($12 million for FPL) and
increased operating revenues by $9 million. The payments due from
the U.S. Government under the settlement agreement increased FPL
Group’s net income for the three months ended March 31, 2009 by
approximately $16 million ($9 million for FPL). A substantial portion
" of the amount due from the U.S. Government is expected during the
second quarter of 2009. FPL and NextEra Energy Resources will
continue to pay fees to the U.S. Government’s nuclear waste fund

The Company also described the seitlement, providing additional detail, in

response to SFHHA Interrogatory 237, a copy of which I have attached as my

Exhibit__(LK-15).
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. How did the Company reflect the results of the DOE settlement in the test

year?

The Company reflected the reduction in plant in service in the test year rate base, |

but failed to reflect any reduction in eXpenses for the ongoing reimbursement

from the DOE. In response to SFHHA Interrogatory 237, the Company stated the

following:

L

Therefore, the 2010 plant balances used to calculate test year results

reflect this estimated rediiction and customers will receive the benefits
~ associated with the SNF seftlement through future rates. Reductions
" in prospective costs should likewise occur as DOE reimburses FPL for

SNF costs incurred in 2009 and beyond. These refunds were not

forecasted in the Test Year and Subsequent Year revenue
requirements? ‘ '

Should the ongoing DOE refunds be reflected in the test year as a reduction

to the revenue requirement?

Yes. The failure to reflect the refunds.in the test year clearly was an error in the

Company’s filing given the ongoing nature of the DORE reimbursements resulting

from the litigation settlement.

What amount should the Commission reflect in the test year?

T recommend that the Commission use the actual $9 million amount reimbursed

by the DOE and used by the Company to reduce expense in 2000 as a reasonable

estimate for the test year. The revenue requirement effect is $9.030 million.
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" Customer Accounts and Sales Expense - AMI

@

Please describe fhe costs included in the Compgny’s test year revenue
requirement t"or the deployment of AMI meters and related infraétructure.

The Company included $7.4 nﬁlijon in account 902 expénse for the deployment
of its new advanced metering iﬁitiative meters and related inffasimcture. The

Company provided a summary of its deployment schedule and the projected costs

003138

to develop the system separated into expense and capital amounts in response to

SFHHA Interrogatoﬁes 120, 289 and 290. I have attached a copy of each of these

responses as my Exhibit___(LK-16), Exhibit___ (LK-17) and Exhibit _ (LK-18),

respectively. The Company described the types of costs expensed by the

attached as my Exhibit__ (LK-19).

How many of the proposed AMI meters will be deployed in the test year?
The Company’s test year reflects an average of 734,000 meters deployed and a

total of 1,298,000 deployed by the end of the test year, according to its response

l Company in response to SFHHA Interrogatory 283, a copy of which I have

to SFHHA Interrogatory 289. The Company plans to deploy a total of 4,346,000

meters by the end of 2013. Thus, the Company will have deployed 16.9% of the

total AMI metexs on average during the test year or 30.0% of the total by the end

of the test year.
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- Does the Company expect that the AMI meters will result in expense savings

related to the removal of the old non-AMI meters that will offset the
increases due to the new AMI meters? -
Yes. The Company ecstimates annual expense savings of $36 million after all

AMI meters are deployed, according to SFHHA Interrogatory 243, a copy of

which [ have attached as my Exhibit__ (LK-20). -

What amount of expense savings has the Company reflected in the test year?
The Company has reflected only $0.418 million in expense savings in the test
year, according to its response to SFHHA Interrogatory 289 (replicated as my

Exhibit__(LK-17). This is only 1.2% of the annualized savings the Company

‘ ﬁrojects upon full deployment.

Is the Company’s estimate of savings in fhe test year reasonable?

No. The Company’s estimate of 1.2% of the annualizéd sﬁvings compated to the
nearly 16.9% of the total investmgni:-in rate base for the tesi:. year is unrcasonablé.
Upon deployment of these AMI meters, thé Company will reduce expenses
compared to the levels necessary for its f;xist.'u_lg non—AMI méters, which include
meter reading payroll and related expenses, vehicie expenses, and connect and
disconnect expenses, among others, in approximately. the éame propoﬁion as it
has deployed the AMI meters. The Coinmi'ssion should match the savings Wlth

the costs and ‘reﬂect 16.9% of thé annualized O&M expense savings consistent
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with the inclusion in rate base of 16.9% of the cost of the total AMI meters the

Company plans to deploy.

Have you quantified the amount of expense savings that should be reflected

in the test year?

" Yes, The Commission should increase the expense'sa\}mgs by $5.666 million to -

$6.084 million in order to match the savings in expense to the investment

. included in rate base. I computed this amount by multiplyihg the 16.9% times the

$36 million annualized éaﬁngs upon full deployment and subtracted the $0.418

‘million in savings reflected in the Company’s projected test year expenses.

Customer Accounts and Sales Expense - CIS .

Q.

Please describe the expenses included in the Company’s testl year revenue
requiremeﬁt-for the dev;elopment of a new customer information system.

The Compény included $7.250 million in account 903 expense and $0.504 in
@p@iaﬁon expense for the development of a new customer information system
(“CIS”). The Company provided a summary of its development schedule and the
projected costs to develop the system separated into expense and capital amounté
in response to SFHHA Interrogatoriés 287 and 288. I have attached a copy of

ecach of these fesponscs as my Exhibit (I.LK-21) gmd Exhibit__ (I.LK-22),

respectively.
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The costs the Company included as expense are for the preparation of a detailed

project plan, review of scope and preliminary project requirements, approval of

scoping study documentation and preparatio‘h for data conversion, according to

the Company’s response to SFHHA Interrogatory 284. I have attached a copy of-

this response as my Exhibit___(LK-23).

Should any of the CIS developmental costs be-expensed for ratemaking

purposes?

No. These costs should be either capitalized to the CIS plant costs or deferred as

a regulatory asset for ratemaking purposes rather than expensed in the test year.

The Cdmpany has determined that the costs should be expensed for accotmtihg
purposes, accordmg to its response to SFHHA ]nterrogatory 284; however, the
accountmg does not . and should not control the ratemaking treatment even
assuming that the Company’s proposed accounting treatment is correct, which is a
matter of- judgmént. The costs should be capitalizéd or deferred because they will
be incurred for the development of the new CIS, which will be capita]ize;d as
intangible t>1ant. The Company will not continue to incur these costs after the
new CIS is implemented in June 2012. Thus, the costs are not recurring in nature
and should be appended to the CIS capltahzed asset or deferred for ratemaking

purposes and then depreciated or amortized and recovered over the same .expected

useful service life as the CIS asset.




10
11
12

13

14

15

16-

17
18
19
20
21
22

23

- 003142

Lane Kollen
Page 38

Have you quantified the revenue requirement effect of your recommendation

to capitalize or defer this expense?

Yes. The Commission should reduce the revenue requirement by $7.274 millien

to reflect the reduction in expenée. In addition, the Commission should increase

the revenue requirement by $0.428 million to reflect the increase in rate base.

. The-computations are detajled on my Exhibit__ (LK-24).

Administrative and General Expense — Storm Damage.Accrlial

'

Please describe the Company’s proposal to "‘ree_stab_lish’_’ an annual accrual
for the Company’s storm damage reserve.

The Company proposes to recover through base rates a:n annual storm damage
expense accrual amount of $148.667 mjllion {$150 million total Company). This
request has a révcnue requitement effect o.f. $149.162 million. The Compaﬁy

presently recovers no storm damage expense through base rates. Instead, the

. Company presently recovers storm damage expense through a surcharge. The

Company does not propose a reduction in the surcharge amounts.

The Company’s rate request is sponsored by Company witness Mr. Armando
Pirnenfel, but it is based on a probabilistic loss analysis performed by Company

witness Mr. Stephen P. Harris of ABS Consulting using a proprietary probabilistic

simulation model.

{
{]
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Please describe the Commission’s historic framework for FPL’s recovery of

its storm damage costs.

~ Prior to its Order approving the settlement of the 2005 rate case, the Commission

historically allowed recovery of storm damage costs in base rates through a storm

damage expense accrual. This expense amount.was recovered from ratepayers

003143

and added to the storm damage reserve. When actual storm damage costs were

incurred, FPL charged these costs to the reserve, regardless of whether thcy' were
costs.that normally would be capitalized to plant or expensed and regardiess of

whether they were “incremental” to costs that already were recovered through

base rates.

At any point in time, the storm damage reserve is in ejther a surplus or a

deficiency. The Company’s storm damage reserve historically was in a surplus

until a series of severe hurricanes and storms in 2004 depleted the reserve and the:

storm damage resérvé became a deficiency. The Commission authorized a
provision-al sform fesporation Surcharge in Docket No. 041291-EL’ which it
affirmed in Order No. PSC—05—0937—FOF-EI, to provide the Company recovery of
the reserve deficit over three years; In addition, the Cormission required a
change in the types of costs that could be charged to the reserve, thus feduqing the
amount of annual expensé accrual and the target reserve levels, all else equal.
The Commission determined that only “incremental” storm damage costs could
be charged to the reserve. This change meant that costs normally capitalized to

plant in service no longer could be charged against the storm damage reserve and
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* were required to be capitalized to plant in service. This change also meant that

- other costs recovered in base rates could not be charged against the storm damage

reserve to avoid recovering the same costs twice.

The Commission also changed the form of storm damage recovery in 2005 by -

_removing all such recoveries from base rates and instead providing all recoveries '

through a storm damage surcharge rider. In the Company’s last base rate increase
proceeding, Docket No. 050045-El, the pérties reached a settleme_ni whereby the
Company no longer would recover a storm damage expense accrual through base
rates. Instead, the Company was permitté_d to ;ecbver ‘its reasonable ‘and
prudently incurred storm restoration costs é‘nd to replenish the storm damage |

reserve through a surcharge pursﬁani to a newly approved securitization financing

law (Section 366.8260, Florida Statutes) and/or through a surcharge similar to the -

one apprbved for storm damage recovery in 2004. The Commission approved

this seﬂement agreement by Order No. PSC-05-0902-S-EI on September 14,
2005.

-

The Commission affirmed this change in the form of recovery from base rates to a
surcharge in yet another proceeding to recover the Company’s storm damage
costs that it incurred in 2005. These costs were incurred as the result of several

more severe hurricanes that resulted -in significant storm damage losses and

-another storm damage reserve deficiency. To recover these storm damage costs,

the Company sought surcharge recovery of the costs based on fhe‘ issuance of
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low-cost securitization financing sufficient to recover not oniy the costs incurred
but also to replenish the stonﬁ damage reserve. The surcharge in conjunction
with securitization financing was made possible by a statute newly enacted for the
express purpose of reducing the costs to ratepayers of rstprm damage loss

recovery. In Order No. PSC-06-0464-FOE-EI, the Commission approved a

levelized surcharge to recover the securitization and related costs over a 12 year

~ period, approved the recovery of 'on'ly “incremental” costs despite the Company’s

request for costs that otherwise would have been capitalized to plant in service or

“that otherwise were already recovered in base rates, approved the securitization

' ﬁﬁancing, and approved the replenishment of the reserve fund in excess of the

storm damage reserve deficiency by $200 million while rejecting the Company’s
request for $650 million. The Commission stnmn_a:tiied its dccision in Order No.

PSC-06-0464-FOF-EI as follows:

In this Financing Order, we find that the issuance of storm-recovery
bonds and the imposition of related storm-recovery charges to finance
the recovery of FPL’s reasonable and prudently incwrred storm-
recovery costs, the replenishment of FPL’s storm-recovery reserve,
and related financing costs are reasonably expected to significantly
mitigate rate impacts to customers as compared with alternative

methods of recovery of storm-recovery costs and replenishment of the -
storm-recovery reserve. [Order at 5).

Regarding its decision to limit recovery to .only “incremental” storm damage

cdsts, the Commission stated:

Under ¥FPL’s Actual Restoration Cost Approach, all costs — both
normal and incremental — that were related to storm damage
activities are charged to FPL’s Reserve. We find that the inclusion of
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normal costs results in a double recovery, once through base rates and
again through the Reserve. Accordingly, we find that an incremental
cost -approach, including an adjustment to remove normal capital

costs, is the appropriate methodology to be used for booking FPL’s
2005 storm-recovery costs to its Reserve. {Id., 17]. -

Regarding its decision to limit the replenishment of the reserve to $200 million

rather than FFL's requcst' for $650 million, the Commission stated the following:

Given that FPL has the opportunity to seek recovery of future storm
restoration. costs through either a surcharge or securitization
pursuant to the 2005 Settlement Agreement and applicable law, and
given the preference of FPL’s customers to face that risk when such
costs actually materialize, we decline to approve funding of FPL’s

Reserve to a level of $650 million through the storm-recovery bonds
authorized to be issued under the terms of this Order. We find that
funding FPL’s Reserve to a level of $200 million is appropriate and
will (i) reduce the incidental costs associated with issuance of the
storm-recovery bonds authorized to be issued under the terms of this
Order, (ii} provide more critical review of FPL’s charges to its

Reserve, and (iii) result in lower overall storm-recovery charges at
this time. [Id., 25].

Finally, the Commission found that the storm damage surcharge in conjunction

with securitization resulted in a significant reduction in the rate impacts to

. ratepayers compared to more traditional methods of financing or recovering

storm-recovery costs and replenishing the reserve. The Commission stated the

following:

Thus, we find that the issuance of the storm-recovery bonds and the
imposition of the storm-recovery charges authorized by this Order
are reasonably expected to significantly mitigate rate impacts to
customers as compared with alternative, more traditional methods of
financing or recovering storm-recovery costs and replenishing the
Reserve. Likewise; through implementation of the required standards
and procedures established in this Order, we find that the structuring,

/
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marketing, pricing, and financing costs of the storm-recovery bonds

003147

are reasonably expected to significantly. mitigate rate impacts fo.

customers as compared with alternative methods of financing or
recovery storm-recovery costs and replenishing the Reserve. [Id., 32].

Should the Commission rgvert to the recovery of storm damage expense -

through base rates?

No. There is no reason for the Commission to revisit its conclusions in the Orders

~ previously cited resulting in the exclusive use of surcharge recoveries in

conjunction with securitization to minimize the costs to ratepayers. The
Comumission should continue to use the surcharge: approach in conjunction with

securitization of unusually large'storm restoration costs resulting in storm damage

reserve deficiencies. The use of a surcharge approach in conjunction with

securitization piovides the Company full and timely recovery of prudently
incurred storm damage costs, avoids the need to engage in speculation regarding

future storm damage. costs, and results in substantially lower costs to ratepayers.

The present storm damage surchafge not only provides the 'Company rccoveryA of
its prior storm damage reserve deficiencies, but also provides recovery of $200
million in--ﬁlmre storm damage amounts.” That is because the Company’s
securitization financing provided a “replenishment” of the storm damage reserve
.in the amount of $200 million. The surcharg¢ is designed to recover t_hc debt
service not only to repay FPL for its a(I:t,ual prudently incurred storm restoration
costs prior to that date, but also to fund the additional $200 million to the reservé

available for future storm damage cost. The Company estimates on MFR
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Schedule B-21 that the test year storm damage reserve will have a surplus of
$192.966 million after adding the earnings on that $200 million and subtracting
charges for subsequent storm damage amounts charged to the reserve since the

securitization financing.

To the extent that there are severe storms that deplete this reserve surplus in the
future, then the Commission can reset the storm damage surcharge or establish a
new surcharge, and authorize the Company to securitize the storm damage reserve

deficiency at that time, includihg amounts necessary to replenish the reserve.

The surcharge approach also avoids the need to engage in speculation over an

appropriate storm damage expense amount to include in base rates. The most .

sophis’;icafed models, including the ABS probabilistic simulation model employed
by Company witness Mr. Harris, cannot possibly accurately predict the mégnitude

or the timing of actual storm damage costs.

Finally, the use of the surcharge approach in conjunction with securitization
financing is the least cost and most gponomically efficiént approach. This is true
for several reasoms. ‘Firs‘t, the use of the surcharge approach to recover the
securitization debt service ’CI-ISUI’GS that there i‘s no tax penalty because the

revenues match the expense. In contrast, the recovery of excessive expense

accruals through base rates to prefund a surplus in the storm damage reserve

results in a tax penalty because such rgscoveﬁes are included in taxable income,
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but the expense accrual is not deductible from taxable income (only actual costs

incurred are deductible). Under_ the Company’s approach, there is an immediate

tax penalty of 38.58% (combined federal and state income tax rate) against the

storm damage expenée accrual amounts collected through base rates that reduces

the amount that can be funded to the reserve. Thus, under the Company’s

- approach, ratepayers are required to make unnecessary payments to the federal

and state governments and then are penalized further through a reduction in the

actual funds in the storm damage reserve fund that can eam income.

Second, the surcharge approach in conjunction with securitization allows

- significant savings,- to ratepayers by using 100% highly-rated and lower cost

. securitization debt instead of financing reserve deficiencies with conventional

financing, The costs of conventional financing include a combination of higher

cost debt and an even greater cost of common equity, including the income taxes

on the return on common equity.

Third, the use of the surcharge approach minimizes the investment the ratepayers
must make in the storm damage reserve and the lost return on their investment by

comparison to the Company’s return on its rate base investment. The eamings on

. the storm damage reserve funds are exu‘emciy_ low due to the nature of the

investments and the need to maintain liquidity. Thus, while ratepayers will be
required to pay the Company an 11.80% return before tax on its rate base

investments (baSed on its request in this proceeding), ratepayers will eam only a
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7.2% return before tax on their investment in the storm damage reserve fund

(based on the Company’s trust fund earnings assumnptions reflected on MFR

Schedule B-21).

If the Commission determines thét there should be some amount of storm

damage expense recovery through base rates, should it adopt the Company’s

proposed $148.667 million amount?

No. The proposed $148.667 million expense amount is wildly excessive and

. should be set at $0 if the Commission deems it appropriate to reconsider the form

of storm damage expense recovery in this proceeding. First, the proposed amount
is baséd on an insurance-type probabilistic model of risk- exposure and
replécement property dar_nage. This tj;pé of analysis may be appropriate for the
insurance industry, but it cloés not reflect the substance or form of the ratemaking

process, or more specifically, this Commission’s ratemaking for storm damage

costs.

Unlike the insurance companies, it'is not necessary for the Company to
preemptively recover excessive ainounts through rates in order to build up a loss
reserve or a “‘cushion” for potential significant future losses. This is true because
the Commission has stated repgatedly in its orders that the Company is entiﬂed to

recovery of its reasonable and prudently incurred storm damage costs, regardless

- of whether there is a sufficient amount in the storm damage reserve. If there is a.

003158




10

.11.

12

13

14
15
16
17
18

19

20

21

22
23
24

Lane Kollen -

Page 47

deficiency, then the Commission historically has allowed the Company to ;ecdver

the deficiency through a surcharge.

In addition, the analysis perfofmcd and the quantiﬁcaﬁbn prbvided by Company

witness Mr. Harxis is overstated because it is not based on the “incremental” cost

for which the Commission allows recovery. Instead, his analysis provides a gross-

damages estimate comparable to what the Company in prior storm damage
proceedings referred to as an “actual restoration cost approach.” The Commission
rejected this approach in the two most recent storm damage orders that I

previously addressed and inétead adopted the “incremental” cost approach. The

_incremental cost approach excludes all costs that otherwise would be capitalized

to plant in service and exchides all costs already recovered through base rates,

such as the litany of such costs identified and removed by the Commiission in its

PSC-06-0464-FOF-EI Order.

Finally, the anaiyéis ?erformed by Mr. Harns is overstated because it is based on
the Company’s proposal for a target reserve surplus of $650 million. The
Commission prcviousiy rejected that a{pprpach and specifica-lly‘rejected the $650
million target ramount and found that a $200 'mil‘lion réserve surplus was

reasonable. There is no valid reason for the Commission to Tevisit its most recent

determination on this issue.

Depreciation Expense - New Customerllnformation System
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1 Q.  Please déscribé_ the depreciation expense included in the Company’s test year
2 for the development of a new. customer information system.

3 A.  The Company included $0.504 million in depreciatioh expense on capitalized

4 plant in service costs for a new' CIS. This has a revenue requirement effect of |
5 $0.506 milljoﬁ. Thc.Company,expects'fO commence development of the new CIS
6 in January A2010 and to complete and implement it in June 2012. The Company |
7 provided a summary of its development schedulé in fesponse to SFHHA
8 Interrogatory 287 and the depreciation expeﬁse included in the test year revenue
9 requirement in response to SFHHA Interrogatofy 288. I have attached a copy of
10 ‘each of these responses as my.. Exhjbit_4(LK-21) 'and Exhibit _ (LK-22),
11 respectively. |
12

13 Q.  Should the Company have included depreciation expense for the new CIS in

- 14 the test year?

| 15 A No. The new (IS is not scheduled to be implemented (“go live™) until J ﬁne 2012, '

| i6 according to its responserto SFHHA lntérrogatdry 287. No amouﬁts should be '
17 | transferred from coﬁstruction work in- progress to plant in sérvice until the date
18 the new system is placed in service. Consequently, depreciation expense should
19 not commence until June 2012 in accordancé with generally accepted accountiﬁg
20 principles (“GAAP™) and the Federal Enérgy Regulatory Commission (“FERC”)
21 | Uniform System of Accounts (“USOA™).
22

23  Depreciation Exp ensé — Capital Expendifure Reductions
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_In the Rate Base section of your testimony, you address capital expenditure

reductions and the effects on rate base and the revenue requirement. Is there
also a related effect on depreciation expense?
Yes. A reduction in the plant in service amounts for the test year will result in

less depreciation expense than reflected in the Company’s projected test year

“ amounts.

Have you quantified the eft‘ect of your recommendation?

Yes. The effect is to reduce depreciation expénse by $26.883 million and to
rg:duce the revenue requirément by $26.719 million. I address the effects on rate
base and tﬁe.-resﬁlﬁng reduction in the revenue rcquircm_ent related to that
component in the rate base section of my testimony. The -computat.ions are
detailed on my Exhibit_u_(I.K-ZS). I used a composite 'depreciation rate for all
élant ac;:ounts to compute the reduction in depreciation expense based o.n- the

assumption that the reduction in the plant investment due to capital expenditure

reductions was proportional to the Company’s plant investment reflected in its

depreciation study.

Depreciation Expense — Depreciation Reserve Surplus

Does the Company presently have a d‘epreciation reserve surplus?
Yes. Despite the reduction of the Company’s reserve surplus over the last four

years by $500 million ($125 million annually from 2006 through 2009) as the

result of the settlement teached in Docket Nos. 050045-EI and 050188-EL the
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1 Company still has an estimated reserve surplus of $1,245 million at Janvary 1,
2 2010. The Company’s computations of the reserve surplus are summarized on
3 page 53 of the depreciation study attached to Mr. C. Richard Clarke’s Direct
4 Testimony as Exhibit CRC-1. 1 have attached a copy of this page from the
5 Company’s depreciation study as my Exhi‘oit_(LK—ZG) for reference purposes.
] ,
7 The Company has a deprecidtion reserve surplus for every functional 'plant_
8 category, except for transmission plant. The following table summarizes the
9 composition of the reserve surplus computed by the Company at. December 31,
10 2009 by functional plant category. -
Florida Power & Light Company
Excess Reserve as of December 31, 2009
{$ Millions)
_ Excess
Function : Reserve .
* Steam Generation g 410.110
‘Nuclear Generation 377.507
Combined Cycle Generation 25.945
Combustion Turbine Generation 28.028
Transmission _ (15.637)
Distribution ' 340.529
General 78.879
Total Excess Depreciation Reserve 1,245.360
12 o ‘
13

14 Q. How should the Commissib_n address the reserve surplus in this proceeding?
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I recommend that the Commission amortize the reserve surplus over five years in

- a manner similar-to that Which it approved in Order No. PSC-05-0902-S-EI

approving the settlement in the Company’s 2005 rate ;asé. In that p'rocceding, the
Company was aliowed to amortize $125 A]Ilil]iDIll of its reserve surplus as a
reduction to depreciatibn exi)ense 'each year from 2006 through 2009 for a
comulative total of $500 million. The Company did so and allocated the

amortization over the plant accounts on a pro rata basis to reduce the actual

_depreciation expense and accumulated depreciation recorded on its accounting

books each year.

Why is it appropriate to amortize the reserve surplus over a five year

period?
The Commission should attempt to refund this Surplus over a reasonably short

pen'oﬁ to as closely as possible return the amiounts to the ratepayers who overpaid

- for depreciation expense in prior years based on prior life and salvage estimates.

The reserve surplus means that depreciation expense in prior years was excessive

éomp,a:red to present expectations for the service lives, retirements and salvage

estimates of plant assets.

Have you quantified the effect of your recommendation?
Yes. The effect is to reduce depreciation expense by $246.735 million and to

reduce the revenue requirement by $247.556 million. In addition, there is an

offsefting increase of $14.559 million in the revenue requirement for the rate of
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return on the rate baﬁe, which will be more than the Company projected due to the

reduction in accumulated depreciation. The computations are detailed on my

Exhibit___ (LK-27).

5  Depreciation Expense ~ Capita)l Recovery

7 Q.

10
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Please describe the  Company’s request for “capital recovery” of certain

plant investment costs.
The Company proposes a four year amortization of the net book value of
numerous costs as of Decgﬁlber 31, 2009. These costs include the remaining

ghdepreciated.costs of the Cape Canaveral Units 1 and 2 and common, the Riviera

Units 3 and 4 and common; the remaining undepreciated nuclear uprate costs of

St. Lucie Units 1 and 2 and Turkey Point Units 3 and 4 and common; and the
undepreciated costs of the Company’s existing meter investment -that will be

replaced with advanced meters under the Company’s advanced metering initiative

(“AMD).

The Company plans to remove the Cape Canaveral facilities from service in 2010
and commence a ‘“‘modemization” of' the facilities as combined cycle units.
Similarly, the Company plans to remove the Riviera facilitiés from service in
2011 and commence a modernization of the Riviera facilitjeé as combined cycle
units. The Company simply préposes to amortize the nuclear uprate costs over

four years with no rationale provided by any witness. Finally, the Company plans
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to amortize the remaining investment in its existing meters over four years due to

its planned AMI meter deployment.

The followin;g table summarizés the net book value at December 31, 2009 of each
of these capital recovery costs and the Company’s proposed depreciation expense

based on a four year capital recovery period.

Florida Power & Light Company _
Unrecovered Capital Costs as of December 31, 2009

($ Millions) :
Unrecovered
" Description Costs
Cape Canaveral Common 3.539
Cape Canaveral Unit 1 . 23148
Cape Canaveral Unit 2 i 8.016
Riviera Common . . 0.057 .
Riviera Unit 1 5.664
Riviera Unit 2 S 3.883
St. Lucie Unit 1 . - 40.821
St. Lucie Unit 2 _ : 37.448
Turkey Point Common S 2.149
Turkey Point Unit 3 43.931
Turkey Point Unit 4 ' 43.886
Acct 370 Meters Made Obsolete by AMI 101.082
Total Unrecovered Costs 314.223

Should the Commission authorize depreciation over a four year period for
the undepreciated costs of the Cape Canaveral and Riviera facilities?

No. The Commission should direct the Company to cease depreciation on these

facilities, add the reniaining net book value to the costs of the niodemization, and -
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service lives of the modernized facilities. The Company’s witnesses have offered

no valid rationale to accelerate the recovery of these capital costs to four years.

To the extent the facilities are retired for property accouﬁting purposes, the

retirenient amounts will be used to reduce gross plant in service and accumulated

depreciation by the same amounts in accordance with GAAP and the FERC
USOA. In this manner, the remaining net plant associated with these facilities
will be reflected as an asset amount of accumulated deprecation. In addition,

depreciation expense will cease because there no longer will be any gross plant in

service.

Once the modernization is completed, then the Commission should allow the

Company'to recover both the modernization costs and the asset accumulated

depreciation related to the retired assets over the expected service lives of the new

facilities. This is similar in concept to the cost of reacquiting debt and replacing it
with lower cost debt. In that situation, the cost of reacquiring the old debt is

deferred and then'amortized over the life of the new debt issue.

Alternatively, the Commission should direct the Company to defer the net
remaining book value at December 31, 2009 and then amortize the deferred

amounts using the existing depreciation rates.
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Should the Commission authorize depfeciation over a four year period for
the nuclear uprate costs incufred through December 31, 2009?

No. The Comxﬁis‘sion shoul.d depreciate these costs over the remaiI{ing extended
license life-of the nuclear units. These costs are capital costs that were incurred to
substantially impro'v‘é and increase the output of tﬁe nuclear facilities over their
extended lives. ‘ Thgre is no valid reaso,n' that these capital costs should be -
segregated from the other capital costs of these facilities and depreciated over any

period shorter than their estimated useful service lives in the same manner as any

 other capitalized plant cost.

Should fhe Commission authorize depreciation over a four year period for
the-. éxisting meter investment?

No. . The Commission should use the same depreciation or amortization rate for
these costs as it adopts lfor the rcrhaining existing meter investment that will not
be réplaced by AMI meters. There is no valid reason to accelerate the recovery of
the Company’s existing meter investment, particularly when the Company’s

revenue requirément also includes the costs of the replacement AMI meters. The

Company’s proposal has the effect not only of “doubling up” the recovery of old

non-AMI and new AMI meter investment, but also of accelerating the recovery of

the old meter investment from the present recovery using a 3.26% depreciation

rate to a 25% depreciation rate.
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Have you quantified the effect of your recommendations on the Company’s
proposed cépital recovery amounts?
Yes. The effect is to reduce depreciation expense by $63.394 million and to
reduce the revenue fequirement by $63.605 million for the three capi@ recovery
componénts. In addition, there is an. offsefting increase in the revénue
reqﬁmment of $3.741 million to reflect the return on rate ba;se resulting frqm the
reduction in. accumulated depreciation compared to the Company’s requested rate
basé‘ aﬁ_lount. The expense and rate base revenue requireﬁlent effects are shown.
separately in 'the table in &16 Summary section of my testimony. The

computations are detailed on my Exhibit ___(LK-28).

Depreciation Expense - Service Lives

Q.

Please describe the Company’s proposed service lives used to develop the
d(*;preciaﬁon rates and depreciation expense for its coxnbingd cycle |
generating facilities, including WCEC 1 and 2, reﬂécted in its requested test
year revenue _requirement'and for the WCEC 3 facilities reflected in its
pfoposed GBRA. -

The Company proposes a sérvice life of 25 years for all such facilities, except for

‘those that would be retired prior to June 2020 if it had continued to use that

service life assumpﬁon for those facilities, or ten years after the test- year,
according to the depreciation study attached to the Direct Testimony of C,
Richard Clartke as his Exhibit CRC-1. The Company offered no support for the

proposed 25 year service life.
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Ts the Company’s proposed 25 year service life reasonable?

No. I recommend a 40 year service life. The service life used for depreciation
pﬁrposes should reﬂgct the gxpccted useful life of the facility, not some arbitrary
shorter period. The Company p_ropos‘es, depreci;ation rates assuming 25 year
service lives based oﬁ'probable retiremeﬂt dates ?;5 years after the commercial in-

service dates for its combined cycle units with the exception of the Putnam units.

The Putnam 1 unit went into commercial operation in 1977 and Putnam 2 in 1978,

éccording to the Company’s FERC Form 1. I have attached a copy of page 402

- from the Company’s 2008 Form 1 filing as my Exhibit_ (LK-29). The

Company originally claimed that the units had a service life of 25 years for
dep_rcciati'c;n purposes .and the Commission set depreciation rates based on that
assumptioh. Howevef, Putpam 1 was not retired in 2002 and Pﬁtﬁam 3 was not
retired in 2003, their respective 25th anniversary dates and the assumed end of
their service lives. Instead, the'Company continues to .operate both uni_ts. The
Company now asserts thgt the Putnam 1 and 2 units both have a probable

retirement date of June 2020 for deprebiation purposes, which means that the

‘Company has no plans to retire the units before that date and may continue to

operate the units beyond that date. The June 2020 retirement date indicates that

the Putnam 1 unit has a service life of at least 43 years and Putnam 2 of at least 42

years. The Company prbvided this information on page 132 of Company witness

Mr. C. Richard Clarke’s Exhibit CRC-1, the Company’s depre(:iation study. I
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have attached a copy of this page as my Bxhibit (LK-30) for reference

purposes. These probable retitement dates for the Putnam units demonstrate that

in reaiity the Company’s combined cycle units have service lives of at least 40

years.

003162

In addition to the experience of the Company’s own units, other utilities use a 40

year service life for planning and depreciation purposes. For example, PacifiCorp

uses a 40 year life for its combined cycle combustion turbine facilities. I have ..

attached a copy of the cover and the relevant page from PacifiCorp’s 2008 IRP,

‘which shows PacifiCorp’s service life assumptions for such facilities used in its

rescurce planning process, as my Exhibit___ (LK-31).

Finally, as a practical matter, utilities do not retire generating units if they remain
.economic to geperate. Thus, the Commission should assume that the Company
will continue to operate these units for at least 40 years unless the Company can

demonstrate conclusively that they will be operated only for 25 years.

Have you quantified the effect of your recommendation?

Yes. The effect is to reduce :depr_eciatioﬁ expense by $123.319 million and to
reduce the revenue requiremnent by $123.730 million. In addition, there is an
offsetting increase in the revenue reguirement of 3;7 726 million to reflect the

return on rate base resulting from the reduction in accumulated depreciation

.compared. to the Company’s requested rate base amount. The expense and rate
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base revenue requirement effects are shown separately in the table in the

Slimmary section of my testimony. The computations are detailed on my:

Exhibit___(LK-32).

Income Tax Expense — Economic Stimulus Bill

Q. Has the Company reflected any of the tax béneﬁts resulting from the federal
Economic Stimulus Billin its filing? | |

No. Company witness Ms. Ousdahl éc_:lmowledged that “many provisions of the
bill are éffeéﬁve for the 2009 tax year,” but stated thatv “[a] this time, the’

Company has not quantified or captured the potential benefits.” [Ousdahl Direct.
at 36].

Q. Should thé tax benefits resulting from the 'American Recovery and
\ Reinvestment Act of 2009 (“Stimulus Bill”) be reflected in the Company’s
revenue requirement? |
Yes. There are numerous provisions that provide grants or other subsidies for
utility investment in generation, transmission and distribution infrastructure.

Many of the provisions are effective already in 2009 and extend into subsequent

years.

Q. Should .these tax benefits be reflected in the Company’s revenue

- requirement?
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Yes. "At a minimum, the Commission should reflect a $20 million grant available
to the Compény to réduce the costs of advanced (AMI) meters and other smart
grid investment. The Company’s filing includes the ‘costs of deploying advanced

meters and the related smart grid infraétfucttne. It is axiomatic that any grants or

* other savings resulting from that deployment should be used to reduce the costs

included in the revenue requirement.

The Stjmulus Bill modified the | provisions of the Energy Independencé and
Security Act (“EISA”) of 2007 addressing smart grid- technology deployment.
Section 405 of the Stiinulus Bill modified Section 1304 of the EISA to provide a
‘sul_)sidy of up to 50% (up froﬁl 20% under. EISA) of the cost of smal;t grid
téchnoloéy deployment in the form of grants to utilities for qualified costs. The
];)epartment of Energy (“DOE”) issued a draft notice of its “Funding Oppértunity
Announcement (FOA) for the Smart Grid Investment Grant Program” providing
for g;:ants of up to $20 million for this purpose, although I was recently informed
by an AEP employee in ahoth& rate proceeding that the $20 million cap has been

removed and more grant funds are available.

Has the Company applied to the bOE for the matching grants for smart grid
investmenf.’ '

Yes. The website www.smartmeter.com reporte’ci on April 20, 2009 that FPL
planned to install a million fully functioning “smart meters” for all Miami

residents within the next two years. The article reported that “[t]he utility is
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.. applying for a matching grant from the stimulﬁs package that Hay [¥PL CEO

Lewis Hay) says will allow FP&L to complete the project within two years.” 1

have attached a copy of the article as my Exhibit______(LK—33). '

Should the Commission incorporate this benefit in the revenue requirement

even if the Company has not yet received grant funds?

Yes. . The entire test year is a projection of the Company’s revenues and costs

based on aésumptions. The Commission should assume that the Company will
seek these funds and obtain the maximum amount available to individual utilities.
The altemgtive is to assume that the Company will not seek these funds and/or
will not obtain any funding. On the spectrum of possibilities, the probability of

the former; while not certain because it represents an assumption regarding the

future, is far greater than the latter, Altematively, but with essentially the same

result, the Commission could exclude 'ét least $20 million from the Company’s
proposed rate base and the related depreciation expense and instead allow the

Company to defer $20 million of its AMI deployment costs to this account rather

than capitalizing it to plant in service. The deferred asset amount then would be

reduced by the entirety of any grants received from the DOE. Any residual

(positive or negative) could be.included by the Company in rate base in a future

rate proceeding.

Have you guantified the effect of your recommendation to include the DOE

smart grid grant of $20 million?
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Yes. The effect is to reduce the Company’s proposéd revenue requirement by
$3.846 million. I quantified this effect in two steps. First, I computed the

reduction in depreciation’ expense by applying the Company's proposed

-depreciation rate for the new AMI meters of 7.97% to the $20 million grant.

amount. This had the effect of reducing 'depreciation expense by $1.579 million

on a jurisdictional basis and reducing the revenue requirement by $1.584 million.

Second, I computed the reduction in the return by multiplying the Company’s

proposed 11.80% grossed-up rate of return times the net reduction in rate base of
$19.210 million (reflecting half year of depreciation expense in accumulated
depreciation). This had the effect of reducing the Company’s revenue

requirement. by an additional $2.267 million. The computations are detailed on

my Exhibit__ (LK-34),

How should the Commission address other tax benefits resulting from the
Stimulus Bill?

' The Commission should direct the Company to capture and defer as a regulatory

liability all tax benefits that obtained, but for which‘the Company failed to reflect

the estimated savings in its requested revenue requirement.- The Commission then

shoﬁld use these amounts to reduce the Company’s revenue requirement in a
subsequent rate proceeding. The Commission should require that the Company
document these tax benefits along with its efforts to maximize the value of those

tax benefits for the Commission’s review in a subsequent rate proceeding.
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I1I.' RATE BASE ISSUES

Capifal. Expenditure Reductions Since Budggs[Forecagis_ Were Developed

Q.

Has the Company cut iis actuai capital expendimres significantly from
budgeted levels to date in 2009? |

Yes. For the first four r’iiontﬁs- of 2009, the Company cut its capital expenditures
bﬁ $170 million from budget levels, frém $897 million to-$.727 million. This. isa
reduction of 19.0% or $529 million on an .annual basis compared to the
Company’s $2,790 million 2009' capital expenditureAbudget. The actual and

budget amounts were provided in re.Spohse to SFHHA Interrogatory 279, a copy

of which I have attached as Exhibit. __(ILK-35). These reductions are in addition

to $469 million in capital expenditure reductions already incorporated in the 2009

approved budget compared to the 2009 proposed budget, according to FPL

witness Barrett’s Exhibit REB-16.

Should the Commission reflect these cost reductions in the 2010 test year

revenue requirement?

- Yes. The Company’s plant investment included in rate base should be reduced to

reflect these capital expenditure reductions on an annualized basis, both for the

annualized 2009 reductions carried forward into 2010 and for reductions of

similar magnitude in 2010.

Have you quantified the effect of your recommendations?
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~ Yes. The effect is to reduce gross plant included in rate base by $784 million and

the revenue requirement by $92.520 million based on the Company’s proposed

rate of return. In additiOn, there is an offsetting reduction to accumulated
~ depreciation that increases rate base by $31.080 million and increases the revenue

requirement by $3.668 million. The computations are detailed on my

Exhibit__ (LK-25). - I discuss the related depreciation expense effect in the

Operating Income section of my testiniony.

Capital Recovery and Related Accumulated Depreciation

.Q. |

Have you quantified the effect of your depreciation expense

recommendations on rate base and the related revenue requirement?

revenue requirement by $3.741 million. The quantifications are detailed on my

Exhibit__(LK728)‘ T discuss the related debreciation expense effects in the

Operating Income section of my testimony.

Depreciation Lives and Related Accumulated Depreciation

Q.

Haye you quantified the effect of your | depreciation expense
recommendations on rate base and the related revenue requirement? '

Yes. The effect of this issue is to incre_aée rate base by $61.660 million and the
revenue'requirément by $7.276 million. The quantificatioﬁs are detailed on my
Exhjbit__(LK-32). I discuss the related depreciation expense effects in the

Operating Income section of my testimony.
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IV. CAPITAL STRUCTURE AND RATE OF RETURN ISSUES

Capital Structure — Common Equity

Q.
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SFHHA : witness Mr. Richard Baudino recommends adjﬁstmeuts to the

Company’s proposed capital structure that reduce the comimon equity ratio

and increase the debt ratio used té_ develop the rate of return applied to rate .

base. Have you quantified the effect of Mr. Baudino’s recommendation?

"Yes. The effect is to reduce the Company’s revenue requirement by $121.424
- million. I computed the revenue requirement effect in three steps. First, T

computed the Company’s requested rate of return grossed-up for .inco'mc taxes on

the equity cbmponcnt. Second, I computed Mr. Baudino’s adjusted rate of return
grossed-up for income taxes on the équity coniponent. Third, I computéd the
revenue quuircmenf by multiplying the difference in the two rates of return times

‘the rate base that’V'I recommend. The computations are detailed on my

- Exhibit___(LK-36) in Sections I and II.

Capital Structure ~ Short Term Debt -

Q.

" SFHHA witness Mr. Baudino 'recommendé adjustments to the Company’s

proposed capital structure that increase the short term debt ratio and reduce

the long term debt ratio used to develop the rate of return applied to rate
base. Have you quantified the‘effecﬁt'of Mr. Baudino’s recommendation?
Yes. The effect is to reduce the Company’s revenue requirement by $11.018

ini]]ion in addition to the reduction from the first of Mr. Baudino’s ca‘pita}

- S —
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- structure recommendations. I computed the revenue requirement effect in the

same manner as for the first of Mr. Baudino’s recommendations. The

computations are detailed on my. Exhibit"__ (LK-36) in Sections II and 1.

Capital Structure — Accumulated Deferred Income Taxes Related to FIN 48

Q.

Should the Commission increase the amount of accumulated deferred income

~ taxes reflected in the Company’s proposed capital structure?

Yes. The Companﬂf inappropriately has reduced- the ADIT included in its
proposed capital structure by $168.598 million for the effects of FIN 48. The

Company provided this amount in response to SFHHA Interrogatory ch>.- 278, a

c’opy of which I have attached as my Exhibit%(LK_—37). FIN 48 is a new

accounting standard that was impleme’ntéd by the Company in 2007. FIN 48

requires the Company to establish a “reserve” for future income tax audit

adjustments that may increase the Company’s income tax liability and thus rqduce '

the ADIT recorded on its accounting books. The FIN 48 adjustment reduces the

net liability. ADIT reflected in the Company’s proposed capital structure as cost

free capital.

Why should the Commission restore the full amount of the net liability ADIT

and exclude the FIN 48 adjustment in the capital structure?

There are several reasons. First, the FIN 48 adjustment does not actually reduce

the Company’s cost free capital. It is nothing more than the Company’s educated

guess at the outcome of the Company’s future tax audits for deductions that
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1 . '_ alréady have béen taken and that. aiready !are reflected in its tax returns. Second,
2 if the Company’g educated guess was’ peséinlistic, then there never will be a
3 ratepayer true-up for the lost return because of the assumption that the Company
4 | had less cost-free capital than it acmalls' ‘had.‘. Third, the Commiséion has riot.
5 previously refiuced the Company’s ADIT for potential future ;iﬁdit adjustmeﬁts. “
6 Fourth, to the extent that there are future audit adjustments that actually reduce
7 the tax benefits reflected in the ADIT amounts, then the per'books amount;'s will
8 be properly reduced for those éffects in future rate proceedings. Thus, the
9 COmpany’s adjustment is spetéﬁlatiVe a‘;' besf, and completely unnecessary as the -
10 Company wﬂl be fully protected if and §vhen‘ ‘there» are actual audit adjustments.
1 | | |
12 Q. Haire you quantified the . revenu-e requirement effect of yqﬁr
13 : recoxnmendaﬁop? |
14 A.  Yes.. The effect is to reduce the Company’s reveriue reqlﬁmmént by $17.643
15 | million in addition to the reduct'ions’ due to Mr. Baudino’.s capital structure
16 . recommendations. To compute this effect, I increased the ADIT included in the
17 capital structure by the FIN 48 amount, computed the :differenqe bétween the
- 18 resulﬁng grossed-up rate of return and the grossed-up rate of return reﬂeéting oﬁl‘y
19 | Mr. Baudino’s capital structure zidjuéﬁnents and 'then multiplied Ihis-diffgrence '
20 times the rate base that I recommend. The computaﬁons are detailed on my
21 Exhibit___(1.LK-36) in Sections I and Iv.
Y . :

23 Capital Structure — Customer Deposits and Accumulated Deférred Income Taxes
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Are there other adjustments that should be made to the Company’s proposed -

capital structure?

Yes. The Compé.ny has improperly dituted the low-cost capital provided by

customer deposits and the cost-free capital provided by ADIT by allocating the

surn of the prorata adjustments to these capital components.

Why is this improper?
These capital amounts should be- directly assigned to ratepayers in the same
manmer as if the amounts had been used to reduce rate base. Customer deposits

and ADIT were not used to finance the amounts that comptise the total of the

prorata adjustments detailed on MFR Schedule D-1B. The prorata adjustments

detailed on MFR Schedule D-1B are primarily to reconcile the total capitalization

to rate base, which excludes certain construction work in progress and the capital

costs recovered through various ridexs.

Have you quantifiéd the revenue requirement effect of your

. recommendation?

Yes. The effect is to reduce the Company’s revenue requirement by $48.695

million in addition to the reductions due to the SFHHA capital structure
recommendations that I previously quantified. To compute this effect, I
reallocated the prorata adjustments to all capital components except customer

deposits, ADIT and investment tax credits. I then computed the difference

003172
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reflecting the prior SFHHA capital structure recommendations and multiplied this

003173

difference times the rate base that I recommend. The computations are detailed

on my Exhlblt __(LK-36)in Sectlons N and V.

Cap;tal Structure — Accumulated Deferred Income Taxes Related to Chang

Depreciation Expense

- Is it necessary to change the ADIT included in the capital structure to reflect

the changes in depreciation expense and accumulated depreciation that your

recommend?

Yes. If depreciation expense and accumulated depreciation are reduced. from the

levels proposed by the Company for the adjustments to those amounts that I

previously discussed, then there also must be an increase to the related ADIT
compared to the levels proposed by the Company in the capitai structure. In other

words, a reduction in depreciation expense results in an increase in deferred

income tax expense and thus, an increase in ADIT.

. Have you quantified the revenue requiremeht effect of your

recommendation?

Yes. The effect is to reduce the Cémpany’s revenue requirement by $8.909

million in addition to the reductions due to the SFHHA capital structure

recommendations that I-previously quantified. To compute this effect, I increased

the ADIT by multiplying the Company’s 38.58% combined federal and state

income tax rate times the net reduction in accumulated depreciation resulting
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" from my depreciation expense recommendations. I then éomput'ed the difference

between the resulting grossed-up rate of return and the gfossed—up rate of return
reflecting the prior SFHHA capital structure recommendations and multiplied this
difference times the rate base'that I recommend. The computations are detailed

on my Exhibit___(LK-36) in Sections V and VL

Réturn on Common Eg’uigx

- Have you quantified the revenue requirement. effect of SFHHA witness Mr.

Baudino’s return on equity recommendation?

Yes. The effect is to reduce the Company’s revenue requirement by $232.610

~million in addition to the reductions due to the SFHHA capital structure

recommendations that I pr¢viously quantified. To compute this effect, I

substituted Mr. Baudino’s return on equity for the Company’s requested 12.50%

return on equity. I then computed the difference between the resulting grossed-up

rate of return and the grossed-up rate of return reﬂccﬁng the prior SFHHA capital

- structure recommendations and multiplied this difference times the rate base that I

_recommend. = The computations are detailed on my Exhibit__ (LK-36) in

Sections VI and VIL

Cost of Short-Term Debt

Q.

Have you quantified the revenue requirement effect of SFHHA witness Mr.

Baudino’s cost of sliort term debt recommendation?
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Yes. The effect is to reduce the Company’s revenue requirement by $11.785

" million in addition to the reductions due to the SFHHA capital structure and

return on equity recommen&ations that 1 previously quantified. To cdmputé this
effect, I substituted Mr. Baudino’s proposed 0.60% cost of short term debt for the
Company’s 2.96% cost of short term debt. I then computed the différence

between the resulting grossed-up rate of return and the grossed-up rate of return

reflecting the prior SFHHA capital structure recommendations and mulﬁplied this

difference times the rate base that I recommend. Finally, I offset this reduction

~ due only to the interest rate differential to inélude the $1.661 million in annual

interest expense for the facility and administrative fees for the Company’s credit
term loan facilities, which increases the Company’s interest expense to include

these fees and increases the revenue requirement. I obtained these amounts from

the Company’s response to SFHHA Interrogatory 280, a copy of which I have

attached as my Exhibit___(LK-38). Mr. Baudino addresses the reasons why the
Commission should exclude the facility and administrative fees from the interest
rate applied to rate base and inétead add the expense separately to the revenue -

requirement. The computations -are detailed on my Exhibit__ (LK-36) in

Sections VII and VIIL

Does this complete your testimony?

“ Yes.
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BY MS. GRIFFiTHS:

Q. Have you prepared a pfehearing statement,
Mr. Kollen?

AL I have. And I see the green light is on.

Good morning, Commissioners. I address the
company's proposed series of base rate and recovery
clause increases and make recommendations on the
appropriate rate increase amounts.

The company requests an unprecedented series
of rate increases in this proceeding totaling nearly
$1.5 billion, the magnitude of which may not be
immediately evident.

To put the magnitude of FP&L's rate increases
in perspective, I've been an expert in the utility
industry for more than 30 years, and FP&L's rate
increase is the largest I've ever seen. And to put the
timing of FP&L's rate increase in perspective, 1t is
obviously coming at a time when the Florida economy is
in the midst of a serious downturn.

Accordingly, it is more impcrtant than ever
that the Commission carefully scrutinize FP&L's rate
request to determine whether the requested rates are
just and reasonable. I do not believe that they are.

I make several recommendations regarding

FP&L's proposed rate increases and I will briefly

FLORIDA PUBLIC SERVICE COMMISSION
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describe them.

First, I recommend that the Commission reject
the company's proposals in this proceeding for all base
rate increases after January 1, 2010. This includes the
2011 rate increase and the GBRA rate increases.

Instead, the company should file for future base rate
increases closer to the effective dates of such
increases, using then current costs and assumptions.
The Commission cannot realistically determine at this
time the reasonable level of revenues and costs that
should be recovered through base rates some three or
more years into the future.

This point is further supported by FP&L's own
rebuttal testimony in which FP&L now acknowledges that
its original rate request for 2010 and 2011 were
overstated.

Second, I recommend that the Commission reject
FP&lL's proposed GBRA because the GBRA would provide the
company an almost unfettered ability to automatically
impose excessive base rate increases for new generation
and transmission projects and costs without
consideration of other revenues and costs, and it fails
to consider the reductions in cost of service from
depreciation recovery. The GBRA will result in Florida

ratepayers paying more for new generation and

FLORIDA PUBLIC SERVICE COMMISSION
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transmission assets.

Third, I recommend that the Commission redﬁce
the company's base rates by at least $336 million
effective con January 1, 2010. My recommendation
reflects the SFHHA adjustments to remove the excessive
and inappropriate costs that affect the operating
income, rate base and rate of return included in the
company's request.

1 have summarized the effects of the group's
recommendation on the company's proposed January 1,
2010, rate increase on Page 8 of my testimony. There's
a summary table. It shows by issue the revenue
requirement effect.

I propose six adjustments to reduce operation
and maintenance expense. The company's proposed O&M
expense reflects significant increases over 2008 levels.
I recommend that the Commission limit the test year 0O&M
expense to the 2008 status quo, adjusted only for
certain known and measurable changes. In addition, I
propose adjustments to recognize productivity
improvements, the resulting decreases in expenses, a
reduction in the proposed increase in nuclear staffing,
reimbursements from the U.S. Department of Energy for
spent nuclear fuel, capitalization of amounts expensed

for a new customer infeormation system that will not be

FLORIDA PUBLIC SERVICE COMMISSION
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savings resulting from the deployment of the new
automated meters.

I also propose that the Commission deny the
company's request for storm damage recovery through base
rates. The company presently recovers storm damage
expense through a surcharge, which already includes
recovery of $200 million for future storm damage. In
addition, unlike the base rate recovery, the surcharge
approach allows the company to securitize storm damage
costs which result in substantially lower costs to
ratepayers through lower financing costs. My
recommendation ensures that FP&L will recover its storm
costs but at the least cost to ratepayers.

And I propose six adjustments to depreciation
expense. These depreciation expense adjustments will
not have any impact on FP&l's actual earnings. The
largest depreciation adjustment is to return to
ratepayers the depreciation reserve surplus over a
five-year period. I also recommend that the Commission
reject the company's proposal to recover certain plant
costs over an accelerated four-year recovery period.
These costs are in effect interim retirements that
should be recovered over the remaining lives of the

replacement assets. In addition, T recommend that the

FLORIDA PUBLIC SERVICE COMMISSION
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Commission use a 40-year life span for combined cycle
units rather than the company'é proposed 25-year
lifespan.

I propose seven adjustments to rate base. The
largest adjustment is to reflect the reduction in the
company's capital expenditures this year compared to the
amounts that are reflected in its budget and therefore
rolled forward into the test year.

And finally, I propose three adjustments to
the rate of return and quantify the revenue requirements
of Mr. Baudino's recommendations.

That completes my summary. Thank you.

CHAIRMAN CARTER: Thank you very much.

MS. GRIFFITHS: I tender Mr. Kollen for
cross—examination.

CHAIRMAN CARTER: Thank vou.

Ms. Christensen.

MS. CHRISTENSEN: No questiocns.

CHAIRMAN CARTER: Ms. Bradley?

MS. BRADLEY: No questions.

CHAIRMAN CARTER: Mr. Moyle.

MR. MOYLE: Just one question.

CROSS EXAMINATION
BY MR. MOYLE:

Q. You had said in your summary that based on

FLORIDA PUBLIC SERVICE COMMISSION
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your years of experience that this was the largest rate
increase that you're familiar with in the country. Is
that in terms of percentage or dollars, or can you
explain that?

A. It's a combinaticn of the two, but I would
start with the largest, with the dollar amount. It is
the single largest dollar amount of rate increase that I
have seen in more than 30 years in this business.

MR. MOYLE: Okay. That's all. Thank you.

CHATIRMAN CARTER: [ didn't get ycu, Mr. Moyle.

MR. MOYLE: That's all I had. Thank you.

CHAIRMAN CARTER: Thank you.

Mr. Wright?

MR. WRIGHT: No questions, Mr. Chairman.
Thank you.

| CHAIRMAN CARTER: Thank you, Mr. Wright.

Mr. Anderson —-- oh, wait a minute.

MS. PERDUE: No guestions.

CHAIRMAN CARTER: Mr. Anderson.

MR. ANDERSON: Consistent with what we said
about trying to move things along, we'll ask no
questions of this witness.

CHATIRMAN CARTER: Thank you.

Staff, you're recognized.

MS. WILLIAMS: Yes. I had previously passed

FLORIDA PUBLIC SERVICE COMMISSION




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

3182

out to all the parties staff's exhibits that we wanted

entered through this witness, s0 if we could find out if

they have any objections.
CHAIRMAN CARTER: Are there any objections

from any of the parties based upon the exhibit that

staff has passed out for this witness?

Chalrman.

MS. GRIFFITHS: Not from SFHHA, Mr.

CHAIRMAN CARTER: A2Any of the parties?
Ms. Christensen?

MS. CHRISTENSEN: No objections.

CHAIRMAN CARTER: Ms. Bradley?
COMMISSIONER BRADLEY: None.
CHAIRMAN CARTER: Mr. Moyle?
MR. MOYLE: None.

CHAIRMAN CARTER: Mr., Wright?

Thank you.

MR. WRIGHT: DMNo objections.

CHAIRMAN CARTER: Mr. Wiseman or --

MS. GRIFFITHS: DNo, Mr. Chairman.

CHAIRMAN CARTER: Is it Ms. Did I get

Spina?
it right today?
MS. GRIFFITHS: Ms. Griffiths teoday. We

should wear name tags.

CHAIRMAN CARTER: That's

all right. I know

Mr. Mendicola and Mr. Wiseman, so. Okay. No objections.
Okay. Staff, there's no objections, so where
FLORIDA PUBLIC SERVICE COMMISSION
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does that put you in the cocntext of your
cross—-examination?

MS. WILLIAMS: That means we can just enter
the exhibits and we won't have any questions.

CHAIRMAN CARTER: Okay. Is there any
redirect, Ms. Griffiths?

MS. GRIFFITHS: No, Mr. Chairman.

CHAIRMAN CARTER: Okay. Exhibits.

MS. WILLIAMS: Okay. Staff's exhibits are
SFHHA's responses to staff's first set of
interrogatories.

CHAIRMAN CARTER: Hold the phone. Hold the
phone. Wailt your turn.

MS., WILLIAMS: Oh, okay. Sorry.

MS. GRIFFITHS: Mr. Chairman, SFHEA wculd
offer the direct testimony, which we already did, and
Exhibits LK-1 through LK-38, which are marked as hearing
Exhibits 291 through 328 on staff's Comprehensive
Exhibit List.

CHAIRMAN CARTER: Are there any objections?
Without objection, show it done. Let me mark those
before. That goes to 328 on staff's composite?

(Exhibits 291 through 328 admitted into the
record. )

MS. GRIFFITHS: That's correct.

FLCORIDA PUBLIC SERVICE COMMISSION
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CHAIRMAN CARTER: Okay. Staff, you're
recognized for exhibits.

MS. WILLIAMS: Yay. I got excited there.
These are from staff's composite Exhibit. Number 37,
Ttems 71 through 85, and those are SFHHA's responses to
staff's first set of interrogatories Numbers 8 through
22.

CHAIRMAN CARTER: Is that 1it?

(Exhibit 37 marked for identification and
admitted into the record.)

MS. WILLIAMS: That's it.

CHAIRMAN CARTER: Okay. Anything further for
this witness from any of the parties?

Thank you, Mr. Kollen. Have a great day.

THE WITNESS: Thank you. You too.

CHAIRMAN CARTER: COCkay. Call your next
witness. ©Oh, that would be Mr. Woolridge?

MR. McGLOTHLIN: OPC calls Dr. Randall
Woolridge. I believe Dr. Woolridge was not present when
you swore the other witnesses.

CHATIRMAN CARTER: Okay.

Dr. Woolridge, would you please stand and
raise your right hand. And, by the way, 1f there are
any further witnesses that are here today that will be

testifying that have not been sworn, wouid you please

FLORIDA PUBLIC SERVICE COMMISSION
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stand and raise your right hand. Okay.
(Witnesses collectively sworn.)
Please be seated. You may proceed.
J. RANDALL WOOLRIDGE
was called as a witness on behalf of the Office of
Public Counsel and, having been duly sworn, testified as
follows:
DIRECT EXAMINATION
BY MR. McGLOTHLIN:
Q. Please state your name and business address.
A. My name is the initial J, Randall Woolridge,
and that's spelled W-0-O-L-R-I-D-G-E. My business

address is 120 Haymaker Circle, State College,

Pennsylvania.

Q. By whom are you employéd, sir, and in what
capacity?

A. I'm employed by the Pennsylvania State

University and I'm a professor of finance.

Q. On behalf of the Office of Public Counsel, did
you prepare testimony to be prefiled in this case?

A. Yes.

Q. Do you have that document entitled Direct
Testimony of J. Randall Woolridge dated July léth, 2009,
befcocre you?

A. Yes.

FLORIDA PUBLIC SERVICE COMMISSION
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Q. Do you have any changes or corrections to make
to your prefiled testimony?

A. I have two.

CHAIRMAN CARTER: Would you pull your mike a
little closer to you?

THE WITNESS: Okay. Sorry. I have two guick
changes. Page 59, there's a table at the top of the
page. The risk-free rate in the table is indicated as
4.75 percent. That should be 4.50 percent.

The second change is in Exhibit JRW-10, Page
6. In the table the second figure, which is the
Projected Value Line Growth in EP3, DPS, and BVPS, that
should be 5.3 percent, ncot 4.3 percent.

BY MR. McGLOTHLIN:

Q. With those changes, Dr. Woolridge, do you
adopt the questions and answers contained in this
prefiled document as your testimony before the
Commission today?

A. Yes.

Q. And did you prepare the exhibits that are

attached to the prefiled testimony?

A, Yes.
Q. I ask that the prefiled testimony be inserted
at the record -- in the record at this point.

CHAIRMAN CARTER: The prefiled testimony of

FLORIDA PUBLIC SERVICE COMMISSION
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read.

(Exhibits 207 through 222 marked for

identification.}
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DIRECT TESTIMONY
OF
J. Randall Woolridge
On Behalf of the Office of Public Counsel
Before the

Florida Public Service Commission

Docket Nos. 080677-EI and 090130-EI

PLEASE STATE YOUR FULL NAME, ADDRESS, AND
OCCUPATION.

My name is J. Randall Woolridge. My business address is 120 Haymaker
Circle, State College, PA 16801. I am a Professor of Finance and the
Goldman, Sachs & Co. and Frank P. Smeal Endowed University Fellow in
Business Administration at the University Park Campus of the Pennsylvania
State University. I am also the Director of the Smeal College Trading Room
and President of the Nittany Lion Fund, LLC. A summary of my educational
background, research, and related business experience is provided in

Appendix A.

I. SUBJECT OF TESTIMONY AND SUMMARY OF
RECOMMENDATIONS

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?
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I have been asked by the Florida Office of Public Counsel (“OPC”) to provide
an opinion as to the overall fair rate of retumn or cost of capital for the Florida
Power & Light Company ("FP&L" or "Company") and to evaluate FP&L’s rate

of return testimony in this proceeding.

HOW IS YOUR TESTIMONY ORGANIZED?

First 1 will review my cost of capital recommendatiop for FP&L, and review the
primary areas of contention between FP&L’s rate 6f return position and OPC.
Second, I provide an assessment of capital costs in today’s capital markets.
Third, 1 discuss my proxy group of electric utility companies for estimating the
cost of capital for FP&L. Fourth, T present my recommendations for the
Company’s capital structure and debt cost rate. Fifth, I discuss the concept of

the cost of equity capital, and then estimate the equity cost rate for FP&L.

. Finally, I critique Company’s rate of return analysis and testimony. I have a

table of contents just after the title page for a more detailed outline.

PLEASE REVIEW YOUR RECOMMENDATIONS REGARDING THE
APPROPRIATE RATE OF RETURN FOR FP&L.

I have developed a capital structure for FP&L that reflects the Company’s
prospective capitalization used by investors. Even with my adjustments, this
capital structure has a considerably higher equity component than the

capitalizations of most electric utility companies. I have adjusted FP&L’s debt

cost rate to reflect current market interest rates. I have applied the Discounted
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Cash Flow Model (“DCF”) and the Capital Asset Pricing Model (“CAPM”) to
a proxy group of publicly-held electric utility companies (“Electric Proxy
Group”). Based on market conditions and FPL’s low risk profile due to its
high common equity ratio, my analysis indicates an equity cost rate of 9.50%
is appropriate for FP&L. Using my capital structure and debt and equity cost
rates, I am recommending an overall rate of return of 6.17% for the test year

2010. These findings are summarized in Exhibit JRW-1.

PLEASE SUMMARIZE THE PRIMARY ISSUES REGARDING RATE
OF RETURN IN THIS PROCEEDING.
The Company’s proposed cost of capital is provided in MFR Schedule D. My |
analysis reveals that the Company’s recommended capital structure has a
common equity ratio of 59.62%, which is well in excess of the common
equity ratios of electric utility companies. In its analysis the Company’s
includes imputed debt of $950 millien in its adjusted capital structure as a
means of justifying its extremely high common equity ratio. In my testimony,
I show that the imputed debt is unwarranted, and serves to mask a very high
equity ratio. Even my recommended capital structure, which reflects the
capitalization of FP&L as viewed by investors, has a higher common equity
ratio than the capitalizations of electric utility companies. I have also adjusted
the Company’s proposed debt cost rate to reflect market interest rates.

FP&L. witness Dr. William E. Avera provides the Company’s

proposed comrmon equity cost rate. Dr. Avera's equity cost rate estimate is in
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the 12.0% to 13.0% range. | have recommended an equity cost rate of 9.50%
for FP&L. One key element of my recommendation is the recognition that I
give to the very high common equity ratio of FP&L relative to the publicly-
held electric utilities used to develop an equity cost rate.

Both Dr. Avera and I have applied the DCF and the CAPM approaches
to groups of publicly-held electric utility companies. Dr. Avera has also used
an Expected Earnings approach to estimate an equity cost rate for FP&L. Dr.
Avera employs a proxy group that includes several companies which receive a
low percentage of revenues from regulated electric utility operations. 1
demonstrate that FP&L’s risk is below the average of Dr. Avera’s utility
proxy group. Dr. Avera also employs the equity cost rate results for an
inappropriate proxy group of non-utility companies. With respect to the
application of the DCF model, the major area of disagreement is the expected
DCF growth rate. Dr. Avera relies exclusively on the earnings per share
(“EPS”) growth rate forecasts of Wall Street analysts and Value Line for his
DCF growth rate. I demonstrate that there is an upward bias to these growth
rate forecasts.

The CAPM approach requires an estimate of the risk-free interest rate,
beta, and the equity risk premium. The primary error in Dr. Avera’s CAPM is
his equity risk premium of 10.0%. I provide evidence that: (1) this equity risk
premium is based on an expected stock market return that is not reflective of
current market fundamentals; (2) this expected stock market retur is based on

an expected EPS growth rate that is not reasonable given prospective
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economic and earnings growth; and (3) the equity risk premium is well above
the equity risk premiums used in the real world of finance. On the other hand,
T use a market risk premium which (1) uses alternative approaches to
estimating a market premium and (2) employs the results of over thirty studies
and surveys of the market risk premium. As I note, my market risk premium
is consistent with the market risk premiums (1) discovered in recent academic
studies by leading finance scholars, (2) employed by leading investment banks
and management consulting firms, and (3) that result from surveys of financial
forecasters and corporate CFOs.

Finally, Dr. Avera’s Expected Eamings approach is subject to a number
of errors and does not provide reliable estimates of the Company’s cost of equity
capital. Furthermore, this methodology, which is not market-based, has not been
used by regulatory commissions for years as an equity cost rate approach.

In the end, the most significant areas of disagreement in measuring
FP&L’s cost of capital are: (1) the appropriate capital structure, and whether
the imputation of debt is appropriate to justify a high common equity ratio in a
utility rate case; (2) FP&L’s short-term and long-term debt cost rates; (3) the
appropriate proxy group to use in estimating an equity cost rate for EP&L, and
the riskiness of FP&L relative to the proxy group; (4) the use of the earnings
per share growth rates of Wall Street analysts to measure expected DCF
growth; (5) the measurement and magnitude of the equity risk premium used
in a CAPM approach; and (6) whether or not an adjustment is needed to

account for flotation costs.
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II. CAPITAL COSTS IN TODAY’S MARKETS

PLEASE DISCUSS CAPITAL COSTS IN U.S. MARKETS.
Long-term capital cost rates for U.S. corporations are a function of the
required returns on risk-free securities plus a risk premium. The risk-free rate
of interest is the yield on long-term U.S Treasury yields. The yields on ten-
year U.S. Treasury bonds are provided on page 1 of Exhibit JRW-2 from 1953
to the present. These yields peaked in the éarly 1980s and have generally
declined since that time. In the summer of 2003 these yields hit a 60-year low
at 3.33%. They subsequently increased and fluctuated between the 4.0% and
5.0% levels over the next four years in response to ebbs andr flows in the
economy. Ten-year Treasury yields began to decline in mid-2007 at the
beginning of the current financial crisis. In 2008 Treasury yields declined to
below 3.0% as a result of the expansion of the mortgage and sub-prime market
credit crisis, the turmoil in the financial sector, the government batlout of
financial institutions, and the economic recession. Overall, these economic
developments led investors to seek out low risk investments. This ‘flight to
quality’ in the fixed income market has driven Treasury yields to historically
low levels.

Panel B on page 1 of Exhibit JRW-2 shows the differences in yields
between ten-year Treasuries and Moody’s Baa rated bonds since the year

2000. This differential primarily reflects the additional risk required by bond




10

11

12

13

14

15

16

17

18

19

20

21

22

23

003194

investors for the risk associated with investing in corporate bonds. The
difference also reflects, to a much lesser degree, yield curve changes over
time. The Baa rating is the lowest of the investment grade bond rafings for
corporate bonds. The yield differential hovered in the 2.0% to 3.0% area
until 20035, declined to 1.5% until late 2007, and then increased significantly
in response to the current financial crisis. This differential peaked at 6.0% in
November of 2008, at the height of the financial crisis, due to tightening in
credit markets which increased corporate bond yields and the ‘flight to
quality’ which decreased treasury yields. The differential has declined over
the past several months.

As noted, the risk premium is the return premium required by investors
to purchase riskier securities. As illustrated in Panel B of Exhibit JRW-2, the
risk premium required by investors to buy corporate bonds is observable
based on yield differentials in the markets. The equity risk premium is the
return premium required to purchase stocks as opposed to bonds. The equity
risk premium is not readily observable in the markets (as are bond risk
premiums) since expected stock market returns are not readily observable. As
a result, equity risk premiums must be estimated using market data. There are
alternative methodologies to estimating the equity risk premium, and the
alternative approaches and equity risk premium results are subject to much
debate. One way to estimate the equity risk premium is to compare the mean
returns on bonds and stocks over long historical periods. Measured in this

manner, the equity risk premium has been in the 5-7 percent range. But
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studies by leading academics indicate the forward-looking equity risk

premium is in the 4.0 percent range.

PLEASE DISCUSS THE FINANCIAL CRISIS AND THE RESPONSE
OF THE U.S. GOVERNMENT.
The mortgage crisis, subprime crisis, credit crisis, economic recession and the
restructuring of financial institutions has had tremendous global economic
implications. This issue first surfaced in the summer of 2007 as a mortgage
crisis. It expanded into the subprime area in late 2008 and led to the collapse
of certain financial institutions, notably Bear Stearns, in the first quarter of
2008. Commodity and energy prices peaked and then began to decline in the
summer of 2008 as the crisis in the financial markets spread to the global
economy. The turmeil in the financial sector peaked in September with the
failure of several large financial institutions, Bank of America’s buyout of
Merrill Lynch, and the government takeover of Fanﬁie Mae and Freddie Mac.
The spillover to the economy has been ongoing. According to the
National Bureau of Economic Research, the economy slipped into a recession
in the 4™ quarter of 2007 and remains there. The unemployment rate has
increased steadily and was at 9.5% in June of 2009. Certain industries -
especially those tied to discretionary spending, commodities, and industrial
goods — have been especially hard hit. Inflationary pressures--which were tied
to global growth and increases in commodity prices until mid-2008-- largely

disappeared in late 2008 and early 2009. A barrel of oil, which was nearly
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$150 in mid-2008, declined to the $30 range and now has increased fo almost
$70. Other commodity prices also peaked last year, bottomed out in the first
quarter of 2009, and now have rebounded. The stock market bottomed out in
early March, and has increased some 20% since that time. The increase in
commodity and energy prices and the stock market since the first quarter of
this year provides evidence that the worst of the financial crisis and economic
recession is over.

In response to the market crisis, the Federal Reserve took
extraordinary steps in an effort to stabilize capital markets. Most significantly,
the Fed has opened its lending facilities to numerous banking and investment
firms to promote credit markets. As a result, the balance sheet of the Federal
Reserve has grown by hundreds of billions of dollars in support of the
financial system. The federal government has taken a series of measures to
shore up the economy and the markets. The Troubled Asset Relief Program
(“TARP”) is aimed at providing over $700B in government funds into the
banking system in the form of equity investments. The federal government
has spent billions bailing out a number of prominent financial institutions,
including AIG, Citigroup, and Baok of America. The government is also
moving to bail out other industries, most notably the auto industry. Earlier
this year, President Obama’s signed into law his $787B economic stimulus,
which includes significant tax cuts and government spending aimed at
creating jobs and turning around the economy.

In summary, the Federal Reserve and government have taken never-
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before seen actions and have provided or will provide extraordinary sums of
money in various ways to rescue the economy, certain industries, and the

credit markets.

PLEASE DISCUSS THE RESPONSE OF THE FINANCIAL MARKETS
TO THE ACTIONS OF THE U.S. GOVERNMENT.

In response to the financial crisis, United States (“U. S.”) Treasury Rates
declined to levels not seen since the 1950s. This reflects the ‘flight to quality’
in the credit markets, as investors have sought out low risk investments. The
credit market for corporate and utility debt has experienced higher rates due to
the credit crisis. The short-term credit markets were initially hit with credit
issues, leading to the demise of several large financial institutions. The
primary indicator of the short-term credit market is the 3-month London
Interbank Offered Rate (“LIBOR”) rate. LLIBOR peaked in the third quarter of
2008 at 4.75%. If has declined to below 1.0% as the short-term credit markets
have opened up and Treasury rates have continued to decline.

The long-term credit market has remained tighter, but has improved
significantly over the first half of 2009. The credit crisis is associated with
concerns among credit providers — mainly financial institutions — in terms of
making loans and investing in bonds due to the overleveraging and perceived
weakness of the economy. Panel A of page 1 of Exhibit JRW-3 provides the
yields on A, BBB+, and BBB rated public utility bonds. These yields peaked

in November and have since declined by over 150 basis points. For example,
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the yields on ‘A’ rated utility bonds, which peaked at over 7.50% in
November of 2008, have declined to below 6.0% in recent weeks. Panel B of
Exhibit JRW-3 provides the yield spreads on A, BBB+, and BBB rated public
utility bonds relative to Treasury bonds. These yield spreads increased
dramatically in the third quarter during the peak of the financial crisis and
have since decreased by about 200 basts points.

Thus, the yields and yield spreads have declined in response to the
federal government’s unprecedented actions in response to the financial crisis.
Public utility debt in particular has found favor with fixed income investors.
Pages 2 and 3 of Exhibit JRW-3 contain an article from the Wall Street
Journal which highlights the fact that the market for the bonds of utilities
came back significantly in early 2009. In particular, the article highlights the
fact that utility bonds are viewed as a ‘safe haven’ in the current market and
that yields on utility bonds declined significantly and bond issuances picked
up early in 2009. It quotes from the CFO of Progress Energy, who says:

"People have turned the page on 2008 and spreads have come down

for people like us," said Mark Mulhern, Progress Energy's chief

financial officer.

In sum, it appears that the massive government spending and Federal
Reserve actions have had an effect on the credit markets. The Obama
administration is clearly committed to bringing the economy around. The
worst of the credit crisis appears to be over. The short-term credit market has

loosened up considerably. LIBOR rates peaked in the fall and have declined.
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Likewise, the long-term credit market has loosening and credit spreads have
declined significantly. In addition, the stock market has rebounded from its

lows in March of this year.

PLEASE PROVIDE YOUR ASSESSMENT OF THE IMPACT OF
RECENT CAPITAL MARKET CONDITIONS ON THE VOLATILITY
OF STOCKS AND BONDS.

To assess the effect of recent capital market volatility on the equity risk
premium and the equity cost rate, one must look at the volatility of stocks
relative to bonds. To compare the volatility of stocks and bonds, one must
standardize the volatility measure. This is normally done by dividing the
volatility measure, the standard deviation, by the mean. This standardized
volatility measure is known as the Coefficient of Variation (“CV™).

I have performed an analysis of the volatility of stocks relative to
bonds since 2000. I have used the S&P 500 and the Bear Sterns Bond Price
Index (“BSBPI”) to compute the CV using a twenty-two day mean and
standard deviation. A twenty-two day period approximates one month of
trading. In Panel C of Exhibit JRW-3, page 4, I have graphed the CV for the
S&P 500 and the BSBPI since the year 2000. In association with the
unprecedented economic events in the third quarter of 2008, there is a
dramatic increase in the volatility of stocks and a not so dramatic increase in
the volatility of bonds. After thé September — October time frame, stock

volatility declined significantly while bond volatility increased. In the first
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quarter of 2009, there was another increase in the volatility of stocks relative
to bonds. However, stock volatility has declined over the past two months.
Panel D of page 4 of Exhibit JRW-3 shows the ratio of the CV(Stock
CV)/CV(Bond CV). Hence, this graph shows the standardized volatility of
stocks relative to bonds. Higher levels of this ratio represent time periods
when stock volatility is high relative to bond volatility, and low levels of this
ratio occur during time periods when stock volatility is low relative to bonds.
As such, the volatility of stocks relative to bonds has declined over the past
two months, suggesting that the markets have settled somewhat compared to

the third quarter of 2008 and the first quarter of 2009.

HAVE LEADING FINANCIAL PRACTITIONERS WEIGHED IN ON
THE IMPACT OF THE FINANCIAL CRISIS ON THE COST OF
EQUITY CAPITAL?

Yes. McKinsey & Co., recognized as the leading management consulting
firm in the world, recently published a study entitled “Why the Crisis Hasn’t
Shaken the Cost of Capital.” In the study, the authors contend the financial
crisis has not significantly changed the firm’s long-term estimate of the equity
risk premium, which is in the 3.5 to 4 percent range. McKinsey develops an
equity risk premium based on the price level of the S&P 500, GDP growth,
and corporate profits. In summing up their analysis of the impact of the

financial crisis on S&P 500, GDP growth, and corporate profits, they
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conclude: “Taking all these factors into account, we think there has been no

significant change in the long-term cost of equity capital.””

III. PROXY GROUP SELECTION

PLEASE DESCRIBE YOUR APPROACH TO DEVELOPING A FAIR
RATE OF RETURN RECOMMENDATION FOR FP&L.

To develop a fair rate of return recommendation for FP&L, I have evaluated
the return requirements of investors on the common stock of a proxy group of

publicly-held electric utility companies.

PLEASE DESCRIBE YOUR PROXY GROUP OF ELECTRIC
UTILITY COMPANIES.

My proxy group consists of ten electric utility companies. This group includes
companies that meet the following criteria: (1) listed as an electric utility or
combination gas and electric utility by AUS Utility Reports, (2) regulated
electric revenues must be at least 70% of total revenues; (3) revenues of at
least $5B; (4) current data available in the Standard Edition of the Value Line
Investment Survey; (5) an investment grade bond rating by Moody’s and/or
Standard & Poor’s; and (6) an annual dividend history of three years, with no

rumored or actual dividend cuts.

'Richard Dobbs, Bin Jang, and Timothy Koeller, “Why the Crisis Hasn’t Shaken the Cost of Capital,”
MeKinsey Quarterly {(December 2008), p. 6.
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Summary financial statistics for the proxy group are listed in Exhibit
JRW-4. The average operating revenues, net plant, and market capitalization for
the Electric Proxy Group are $12,936.9M and $23,503.9, respectively. On
average, the group receives 84% of revenues from regulated electric utility
operations, has an ‘A-’ S&P bond rating, a common equity ratio of 40%, an
earned return on common equity of 12.2%, and sells at a market-to-book ratio of
1.3X.. Compared to this group, FP&L’s revenues and net plant are slightly
smaller than the group. The Company’s S&P and Moody’s bond rating and pre-
tax interest coverage are higher than the average for the Electric Proxy Group.
Most significantly, FP&L’s common equity ratio of 57% is much higher than the
average for the group, which is only 40%. Overall, especially due to the much
higher common equity ratio, and in addition due to the higher pre-tax interest
coverage ratio and bond ratings, FP&L appears to be somewhat less risky than
the group. On the other hand, FP&I.’s parent, FPL Group, is more similar to the
Electric Proxy Group in terms of common equity ratio. But, FPL Group does

have a slightly higher pre-tax interest coverage and bond ratings.

IV. CAPITAL STRUCTURE RATIOS AND DEBT COST RATES

WHAT IS THE RECOMMENDED CAPITAL STRUCTURE OF THE
COMPANY?
The Company’s claimed recommended capital structure, based on investor

provided capital, is shown in Panel A of page 1 of Exhibit JRW-5. The
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Company is requesting a capital structure consisting 1.10% short-term debt,
43.11% long-term debt, and a 55.76% common equity. However, this capital
structure includes $950 million of “imputed debt.” As discussed at length
later in my testimony, imputed debt is a non-GAAP adjustment to the capital
structure of the company. As such, it is an adjustment not found in the
company’s financial statements and SEC filings. Panel B of page 1 of Exhibit
JRW-5 shows FP&L’s recommended capital structure, based on investor
provided capital, without the imputed debt. Therefore, FP&L is actually
requesting a capital structure (based on investor provided capital) consisting

1.18% short-term debt, 39.20% long-term debt, and 59.62% common equity.

IS THE COMPANY’S RECOMMENDED CAPITAL STRUCTURE
APPROPRIATE FOR RATEMAKING PURPOSES?

No. This capital structure is not appropriate for three reasons. First, the
capital structure includes an actual common equity ratio (59.62%) which is
much higher than the common equity ratios of electric utility companies.
Second, the company has attempted to claim that its recommended capital
structure includes a common equity ratio of 55.76%. This claim is based on
incorrectly including the $950 million in imputed debt. Third, the Company’s
recommended capital structure includes more common equity than is

projected for the Company.
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BEFORE DISCUSSING YOUR RECOMMENDED CAPITAL
STRUCTURE, PLEASE REVIEW THE CAPITAL STRUCTURES FOR
FP&L AND ITS PARENT COMPANY, FPL GROUP.

In panels C and D of Exhibit JRW-5, page 1, the average capitalization ratios
for FP&L and FPL Group are shown over the past five years. These ratios
highlight the fact that FPL Group employs much more debt and much less
equity than FP&L. Hence, FPL Group has a higher degree of financial risk
than FP&IL. These ratios also show that FPL Group finances its other

businesses, such as NextEra Energy Resources, with more debt than FP&L.

PLEASE DISCUSS THE CAPITAL STRUCTURE RATIOS OF YOUR
ELECTRIC PROXY GROUP.

The capital structures for the Electric Proxy Group are shown in Panel E of
Exhibit JRW-5. The average capitalization ratios for the group over the past
four quarters are 8.50% short-term debt, 50.59% long-term debt, 0.88%
preferred stock, and a 40.03% common equity. These ratios indicate that: (1)
the Electric Proxy Group has, on average, a much lower common equity ratio
and higher financial risk than FP&L; and (2) the average capitalization of the

Electric Proxy Group is similar to FP&L’s parent, FPL Group.

WHAT CAPITAL STRUCTURE RATIOS ARE YOU EMPLOYING
FOR FP&L?
Panel F (page 2) of Exhibit JRW-5 provides FP&L projected actual

capitalization for the years 2009 and 2010 based on investor provided capital.
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These figures represent the projected capitalizations per the company books,
and thercfore these are the figures that investors would have access to and use.
The average capitalization ratios are 3.76% short-term debt, 41.80% long-term
debt, and a 54.43% common equity. While these capitalization ratios include
a much higher common equity ratio than the Electric Proxy Group, they are a
much more realistic view of the expected capitalization of the company as
viewed by investors.

YOU HAVE REFERRED SEVERAL TIMES TO THE DIFFERING
EQUITY RATIOS OF YOUR PROXY UTILITY GROUP, FPL
GROUP, AND FLORIDA POWER & LIGHT COMPANY. PLEASE
ELABORATE ON THE SIGNIFICANCE OF THE AMOUNT OF
EQUITY THAT IS INCLUDED IN AN ELECTRIC UTILITY’S
CAPITAL STRUCTURE.

An electric utility’s decision as to the amount of equity capital it will
incorporate in its capital structure involves fundamental trade-offs relating to
the amount of financial risk the firm carries, the overall revenue requirements
its customers are required to bear through the rates they pay, and the return on

equity that investors will require.

PLEASE DISCUSS A UTILITY’S USE OF USING DEBT VERSUS
EQUITY TO MEET ITS CAPITAL NEEDS.
Utilities satisfy their capital needs through a mix of equity and debt. Because

equity capital is more expensive than debt, the issuance of debt enabies a
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utility to raise more capital with a given commitment of dollars than it could
raise with just equity. Debt is therefore a means of “leveraging” capital
dollars. However, as the amount of debt in the capital structure increases, its
financial risk increases and the risk of the utility perceived by equity investors
also increases. Significantly for this case, the converse is also true. As the
amount of debt in the capital structure decreases, the financial risk decreases.
The required return on equity capital is a function of the amount of overall

risk that investors perceive, including financial risk in the form of debt.

WHY IS THIS RELATIONSHIP IMPORTANT TO THE UTILITY’S
CUSTOMERS?

Just as there is a direct correlation between the utility’s authorized return on
equity and the utility’s revenue requirements (the higher the return, the greater
the revenue requirement), there is a direct correlation between the amount of
equity in the capital structure and the revenue requirements the customers are
called on to bear. Again, equity capital is more expensive than debt. Not only
does equity command a higher cost rate, it also adds more to the income tax
burden that ratepayers are required to pay through rates. As the equity ratio
increases, the utility’s revenue requirements increase and rates paid by
customers increase. If the proportion of equity is too high, rates will be higher
than they need to be. For this reason, the utility’s management must pursue a
capital acquisition strategy that results in the proper balance in the capital

structure.
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HOW HAVE ELECTRIC UTILITIES TYPICALLY STRUCK THIS
BALANCE?

Due to regulation and the essential nature of its output, an electric utility is
exposed to less business risk than other companies that are not regulated. This
means that an electric utility can reasonably carry relatively more debt in its
capital structure than can most unregulated companies. Typically, one may
see equity ratios for electric utilities range from the 40% to 50% range. As I
stated earlier, the average amount of common equity in the average capital
structure of the utilities in my proxy group is 42%. In my experience, this
value is typical for large electric utilities. It is also significant that FPL Group
has significantly less equity in its capital structure—i.e., is significantly more

leveraged—than is its subsidiary, FPL.

TURNING TO FPL’S PROPOSED CAPITAL STRUCTURE, HOW
DOES FPL’S EQUITY RATIO RELATE TO THIS DISCUSSION?

FPL’s real equity ratio is 59.62%. I have made adjustments to reflect the
sources of capital that future investors will see. Even with those adjustments,

FPL’s common equity ratio is 54.43%.

DO YOU BELIEVE THAT EQUITY RATIOS IN THE RANGE OF 54-
59% ARE APPROPRIATE FOR FPL?

I believe that even as adjusted FPL’s equity ratio is higher than would be

20
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warranted by its risk profile.

GIVEN YOUR VIEW THAT FPL’S EQUITY RATIO IS HIGHER
THAN IS WARRANTED BY ITS RISK PROFILE, WHAT SHOULD
THE COMMISSION DO IN THIS RATEMAKING PROCEEDING?

When a regulated electric utility’s actual capital structure contains too high an
equity ratio, the options are: (1) to impute a more reasonable capital structure
and reflect the imputed capital structure in revenue requirements; or (2) to
recognize the downward impact that an unusually high equity ratio will have

on financial risk of a utility and authorize a lower common equity cost rate.

PLEASE ELABORATE ON THIS “DOWNWARD IMPACT.”

As I stated earlier, there is a direct correlation between the amount of debt in a
utility’s capital structure and the risk that an equity investor will associate
with that utility. A relatively lower proportion of debt translates into a lower
required return on equity, all other things being equal. Stated differently, a
utility cannot expect to “have it both ways.” Specifically, a utility cannot
maintain an unusually high equity ratio and not expect to have the resulting
lower risk reflected in its authorized return on equity. The fundamental
relationship between the lower risk and the appropriate authorized return

should not be ignored.

OF THE TWO OPTIONS FOR  ADDRESSING AN
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INAPPROPRIATELY HIGH EQUITY RATIO, WHICH HAVE YOU
EMPLOYED IN THIS CASE?

I have used the “real” equity ratio of 54.43%. Concurrently, I have taken into
account the relatively lower financial risk of FPL that is associated with this
high equity ratio in my recommendation that the Commission authorize a

return on equity of 9.50%.

PLEASE SUMMARIZE YOUR RECOMMENDED CAPITAL
STRUCTURE FOR RATEMAKING PURPOSES

My recommended capitalr stx;ucture for ratemaking purposes is provided in
Panel G (page 2) of Exhibit JRW-5. I have included the per books ameunts of
customer deposits, deferred income fax, and investment tax credits from
FP&L Schedule D-1A along with my recommended amounts of short-term

and long-term debt and common equity.

WHY IS YOUR RECOMMENDED CAPITAL STRUCTURE MORE
APPROPRIATE FOR FP&L?

My recommended capital structure is more appropriate for three reasons: (1)
FP&L’s proposed capital structure ratios do not reflect the actual
capitalization of FP&L or FPL Group; (2) FP&L's proposed capital structure
ratios do not reflect the capitalization of electric utility companies; and (3)
FP&L’s proposed capital structure is not based on the company book figures

but reflects a number of adjustments, most notably imputed debt. My capital
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structure much more accurately reflects the Company’s capital structure as

viewed by investors.

WHAT SHORT-TERM AND LONG-TERM DEBT COST RATES ARE
YOU USING IN THE COST OF CAPITAL FOR FP&L?

I am employing the Company’s projected short-term and long-term debt cost
rates for 2009. These figures reflect current market interest rates and are not
based on speculative forecasts of interest rates. The short-term and long-term

debt cost rates are 2.27% and 5.14% and are based on company provided

figures.

V. THE COST OF COMMON EQUITY CAPITAL

Overview

WHY MUST AN OVERALL COST OF CAPITAL OR FAIR R.ATE OF
RETURN BE ESTABLISHED FOR A PUBLIC UTILITY?

In a competitive industry, the return on a firm’s common equity capital is
determined through the competitive market for its goods and services. Due to
the capital requirements needed to provide utility services, however and to the
economic benefit to society from avoiding duplication of these services, some
public utilities are monopolies. It is not appropriate to permit monopoly
utilities to set their own prices because of the lack of competition and the
essential nature of the services. Thus, regulation seeks to establish prices that

are fair to consumers and at the same time are sufficient to meet the operating
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and capital costs of the utility (1.e., provide an adequate return on capital to

attract investors).

PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN
THE CONTEXT OF THE THEORY OF THE FIRM.

The total cost of operating a business includes the cost of capital. The cost of
common equity capital is the expected return on a firm’s common stock that
the marginal investor would deem sufficient to compensate for risk and the
time value of money. In equilibrium, the expected and required rates of return
on a company’s common stock are equal.

Nommative economic models of the firm, developed under very
restrictive assumptions, provide insight into the relationship between firm
performance or profitability, capital costs, and the value of the firm. Under
the economist’s ideal model of perfect competition where entry and exit is
costless, products are undifferentiated, and there are increasing marginal costs
of production, firms produce up to the point where price equals marginal cost.
Over time, a long-run equilibrium is established where price equals average
cost, including the firm’s capital costs. In equilibrium, total revenues equal
total costs, and because capital costs represent investors’ required return on
the firm’s capital, actual returns equal required returns and the market value
and the book value of the firm’s securities must be equal.

In the real world, firms can achieve competitive advantage due to

product market imperfections. Most notably, companies can gain competitive
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advantage through product differentiation (adding real or perceived value to
products) and by achieving economies of scale (decreasing marginal costs of
production). Competitive advantage allows firms to price products above
average cost and thereby earn accounting profits greater than those required to
cover capital costs. When these profits are in excess of that required by
investors, or when a firm earns a return on equity in excess of its cost of
equity, investors respond by valuing the firm’s equity in excess of its book
value.

James M. McTaggart, founder of the international management
consulting firm Marakon Associates, has described this essential relationship
between the return on equity, the cost of equity, and the market-to-book ratio
in the following manner:*

Fundamentally, the value of a company is determined
by the cash flow it generates over time for its owners,
and the minimum acceptable rate of return required by
capital investors. This “cost of equity capital” is used
to discount the expected equity cash flow, converting it
to a present value. The cash flow is, in turn, produced
by the interaction of a company’s return on equity and
the annual rate of equity growth. High return on equity
(ROE) companies in low-growth markets, such as
Kellogg, are prodigious generators of cash flow, while
low ROE companies in high-growth markets, such as
Texas Instruments, barely generate enough cash flow to
finance growth.

A company’s ROE over time, relative to its cost of
equity, also determines whether it is worth more or less
than its book value. If its ROE is consistently greater
than the cost of equity capital (the investor’s minimum
acceptable return), the business is economically

2 James M. McTaggart, “The Ultimate Poison Pill: Closing the Value Gap,” Commentary (Spring 1988), p. 2.
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profitable and its market value will exceed book value.
If, however, the business earns an ROE consistently
less than its cost of equity, it is economically
unprofitable and its market value will be less than book
value.

As such, the relationship between a firm’s return on equity, cost of
equity, and market-to-book ratio is relatively straightforward. A firm that
earns a return on equity above its cost of equity will see its common stock sell
at a price above its book value. Conversely, a firm that earns a refurn on
equity below its cost of equity will see its common stock sell at a price below

its book vahue.

PLEASE PROVIDE ADDITIONAL INSIGHTS INTO THE
RELATIONSHIP BETWEEN RETURN ON EQUITY AND MARKET-
TO-BOOK RATIOS.
This relationship is discussed in a classic Harvard Business School case study
entitled “A Note on Value Drivers.” On page 2 of that case study, the author
describes the relationship very succinetly:®

For a given industry, more profitable firms -- those able

to generate higher returns per dollar of equity — shouid

have higher market-to-book ratios. Conversely, firms

which are unable to generate returns in excess of their
cost of equity should sell for less than book value.

Profitability Value

IfROE>K then Market/Book > 1
IfROE =K then Market/Book =1
IfROE <K then Market/Book < 1

3 Benjamin Esty, “A Note on Value Drivers,” Harvard Business School, Case No. 9-297-082, April 7, 1997.
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To assess the relationship by industry, as suggested above, I have
performed a regression study between estimated return on equity and market-
to-book ratios using natural gas distribution, electric utility and water utility
companies. I used all companies in these three industries which are covered
by Value Line and who have estimated return on equity and market-to-book
ratio data. The results are presented in Panels A-C of Exhibit JRW-6. The
average R-squares for the electric, gas, and water companies are 0.65, 0.60,
and 0.92.* This demonstrates the strong positive relationship between ROEs
and market-to-book ratios for public utilities. This means that utilities with

higher expected ROEs sell at higher market-to-book ratios.

WHAT ECONOMIC FACTORS HAVE AFFECTED THE COST OF
EQUITY CAPITAL FOR PUBLIC UTILITIES?

Exhibit JRW-7 provides indicators of the equity cost rates for the Electric
Proxy Group over the past decade. Page 1 shows the monthly yields on long-
term ‘A’ rated public utility bonds. These yields peaked in the early 2000s at
over 8.0%, declined to about 5.0% in 2005, and rose to 6.0% in 2007. They
stayed in that 6.0% range until the third quarter of 2008 when they spiked to

almost 8.0%. They have since retreated to the 6.0% range again.

* R-square measures the percent of variation in one variable (e.g., market-to-book ratios) explained by another
variable (e.g., expected return on equity). R-squares vary between zero and 1.0, with values closer to 1.0
indicating a higher relationship between two variables.
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Page 2 provides the dividend yields for the Electric Proxy Group over
the past decade. These yields peaked in 2000 at 5.0%, declined to the 3.3% as
of 2007, and increased in 2008 to 3.9%.

Average earned returns on common equity and market-to-book ratios
for the group are given on page 3 of Exhibit JRW-7. Over the past decade,
eamned returns on common equity have been in the 8.0%-12.0% range. The
average ROE has gradually risen in recent years and peaked at 12.0% 1n 2008.
Over the past decade, the average market-to-book ratios for this group have
been between 1.20 to 2.0. As of 2008, the average market-to-book for the

group was 1.75.

WHAT FACTORS DETERMINE INVESTORS’ EXPECTED OR
REQUIRED RATE OF RETURN ON EQUITY?

The expected or required rate of return on common stock is a function of
market-wide, as well as company-specific, factors. The most important
market factor is the time value of money as indicated by the level of interest
rates in the economy. Comﬁon stock investor requirements generally
increase and decrease with like changes in interest rates. The perceived risk
of a firm is the predominant factor that influences investor return requirements
on a company-specific basis. A firm’s investment risk is often separated into
business and financial risk. Business risk encompasses all factors that affect a
firm’s operating revenues and expenses. Financial risk results from incurring

fixed obligations in the form of debt in financing its assets.
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HOW DOES THE INVESTMENT RISK OF ELECTRIC UTILITY
COMPANIES COMPARE WITH THAT OF OTHER INDUSTRIES?
Due to the essential nature of their service as well as their regulated status,
public utilities are exposed to a lesser degree of business risk than other, non-
regulated businesses. The relatively low level of business risk allows public
utilities to meet much of their capital requirements through borrowing in the
financial markets, thereby incurring greater than average financial risk.
Nonetheless, the overall investment risk of public utilities is below most other
industries.

Exhibit JRW-8 provides an assessment of investment risk for 100
industries as measured by beta, which according to modern capital market
theory is the only relevant measure of investment risk that need be of concern
for investors. These betas come from the Value Line Investment Survey and
are compiled by Aswath Damodoran of New York University.” The study
shows that the investment risk of public utilities is relatively low. The
average béta for electric utilities of 0.88 is in the bottom twenty percent of all
industries and well below the Value Line average of 1.24. As such, the cost of

equity for the electric utility industry is among the lowest of all industries in

the U.S.

HOW CAN THE EXPECTED OR REQUIRED RATE OF RETURN ON

COMMON EQUITY CAPITAL BE DETERMINED?

5 They may be found on the Internet at http:// www.stern.nyu.edu/~adamodar.
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The costs of debt and preferred stock are normally based on histoﬁcal or book
values and can be determined with a great degree of accuracy. The cost of
common equity capital, however, cannot be determined precisely and must
instead be estimated from market data and informed judgment. This return to
the stockholder should be wmmsuﬁte with returns on investments in other
enterprises having comparable risks.

According to valuation principles, the present value of an asset equals
the discounted value of its expected future cash flows. Investors discount
these expected cash flows at their required rate of return that, as noted above,
reflects the time value of money and the perceived riskiness of the expected
future cash flows. As such, the cost of common equity is the rate at which
investors discount expected cash flows associated with common stock
ownership.

Models have been developed to ascertain the cost of common equity
capital for a firm. Each model, however, has been developed using restrictive
economic assumptions. Consequently, judgment is required in selecting
appropriate financial valuation models to estimate a firm’s cost of common
equity capital, in determining the data inputs for these models, and in
interpreting the models’ results. All of these decisions must take into
consideration the firm involved as well as current conditions in the economy

and the financial markets.
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HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY
CAPITAL FOR THE COMPANY?

I rely primarily on the DCF model fo estimate the cost of equity capital.
Given the investment valuation process and the relative stability of the utility
business, I believe that the DCF model provides the best measure of equity
cost rates for public utilities. It is my experience that this Commission has
traditionélly relied on the DCF method. - I have also performed a CAPM
study, but I give these results less weight because I believe that risk premivm
studies, of which the CAPM is one form, provide a less reliable indication of

equity cost rates for public vtilities.

Discounted Cash Flow Analysis

DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF
MODEL.

According to the DCF model, the current stock price is equal to the discounted
value of all future dividends that investors expect to receive from investment
in the firm. As such, stockholders’ returns ultimately result from current as
well as future dividends. As owners of a corporation, common stockholders
are entitled to a pro-rata share of the firm’s earnings. The DCF model
presumes that eamings that are not paid out in the form of dividends are
reinvested in the firm so as to provide for future growth in earnings and
dividends. The rate at which investors discount future dividends, which

reflects the timing and riskiness of the expected cash flows, is interpreted as
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the market’s expected or required return on the common stock. Therefore, this
discount rate represents the cost of common equity. Algebraically, the DCF
model can be expressed as:

D] D2 Dn
P = e + + e —
(1+k)’ (1+ky? (1+k)"

where P is the current stock price, D, is the dividend in year n, and k is the

cost of common equity.

IS THE DCF MODEL CONSISTENT WITH VALUATION
TECHNIQUES EMPLOYED BY INVESTMENT FIRMS?

Yes. Virtually all investment firms use some form of the DCF model as a
valuation technique. One common application for investment firms is called
the three-stage DCF or dividend discount model (“DDM”). The stages in a
three-stage DCF model are discussed below. This model presumes that a
company’s dividend payout progresses initially through a growth stage, then
proceeds through a transition stage, and finally assumes a steady-state stage.
The dividend-payment stage of a firm depends on the profitability of its
internal investments, which, in furn, is largely a function of the life cycle of

the product or service. These stages are depicted in the graphic in Exhibit

JRW-9.°

® This description comes from William F. Sharp, Gordon J. Alexander, and Jeffrey V. Bailey, nvestments
{Prentice-Hall, 1995), pp. 590-91.
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1. Growth stage: Characterized by rapidly expanding sales, high profit
margins, and abnormally high growth in earnings per share. Because of
highly profitable expected investment opportunities, the payout ratio is 10W.
Competitors are attracted by the unusually high earnings, leading to a decline
in the growth rate.
2. Transition stage: In later years increased competition reduces profit
margins and earnings growth slows. With fewer new investment
opportunities, the company begins to pay out a larger percentage of earnings.
3. Maturity (steady-state) stage: Eventually the company reaches a
position where its new investment opportunities offer, on average, only
slightly attractive returns on equity. At that time its earnings growth rate,
payout ratio, and returm on equity stabilize for the remainder of its life. The
constant-growth DCF model is appropriate when a firm is in the matunty stage
of the life cycle.

In using this model to estimate a firm’s cost of equity capital,

dividends are projected into the future using the different growth rates in the

“alternative stages, and then the equity cost rate is the discount rate that equates

the present value of the future dividends to the current stock price.

HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR

REQUIRED RATE OF RETURN USING THE DCF MODEL?
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Under certain assumptions, including a constant and infinite expected growth
rate, and constant dividend/earnings and price/earnings ratios, the DCF model
can be simplified to the following:
Dy
P = e
k-g
where Dy represents the expected dividend over the coming year and g is the
expected growth rate of dividends. This is known as the constant-growth
version of the DCF model. To use the constant-growth DCF model to

estimate a firm’s cost of equity, one solves for k in the above expression to

obtain the following:

IN YOUR OPINION, IS THE CONSTANT-GROWTH DCF MODEL

APPROPRIATE FOR PUBLIC UTILITIES?

Yes. The economics of the public utility business indicate that the industry is
in the steady-state or constant-growth stage of a three-stage DCF. The
economics include the relative stability of the utility business, the maturity of
the demand for public utility services, and the regulated status of public
utilities (especially the fact that their returns on investment are effectively set
through the ratemaking process). The DCF valuation procedure for companies

in this stage is the constant-growth DCF. In the constant-growth version of
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the DCF model, the current dividend payment and stock price are directly
observable. However, the primary problem and controversy in applying the
DCF model to estimate equity cost rates entails estimating investors” expected

dividend growth rate.

WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING
THE DCF METHODOLOGY?

One should be sensitive to several factors when using the DCF model to
estimate a firm’s cost of equity capital. In general, one must recognize the
assumptions under which the DCF model was developed in estimating its
components (the dividend yield and expected growth rate). The dividend
yield can be measured precisely at any point in time, but tends to vary
somewhat over time. Estimation of expected growth is considerably more
difficult. One must consider recent firm performance, in conjunction with
current economic developments and other information available to investors,

to accurately estimate investors’ expectations.

PLEASE DISCUSS EXHIBIT JRW-10.

My DCF analysis is provided in Exhibit JRW-10. The DCF summary is on
page 1 of this Exhibit, and the supporting data and analysis for the dividend
yield and expected growth rate are provided on the following pages of the

Exhibit.
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Q. WHAT DIVIDEND YIELDS ARE YOU EMPLOYING IN YOUR DCF
ANALYSIS FOR THE PROXY GROUP?

A. The dividend yields on the common stock for the companies in the Electric
Proxy Group are provided on page 2 of Exhibit JRW-10 for the six-month
period ending July 2009. For the DCF dividend yields for the group, I am
using the average of the six month and July 2009 dividend yields. The table

below shows these dividend yields.

10

11

12

13

14

15

16

17

18

Proxy Group 6-Month July 2009 DCF
Average Dividend Yield Dividend

Dividend Yield Yield

Electric Proxy Group 4.9% 4.5% 4.7%

PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE
SPOT DIVIDEND YIELD.

According to the traditional DCF model, the dividend yield term relates to the
dividend yield over the coming period. As indicated by Professor Myron
Gordon, who is commonly associated with the development of the DCF model
for popular use, this is obtained by: (1) multiplying the expected dividend
over the coming quarter by 4 and (2) dividing this dividend by the current
stock price to determine the appropriate dividend yield for a firm, that pays

dividends on a quarterly basis.”

? Petition for Modification of Prescribed Rate of Return, Federal Communications Commission, Docket No. 79-
05, Direct Testimony of Myron J. Gordon and Lawrence I. Gould at 62 (April 1980).
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In applying the DCF model, some analysts adjust the current dividend
for growth over the coming year as opposed to the coming quarter. This can
be complicated because firms tend to announce changes in dividends at
different times during the year. As such, the dividend yield computed based
on presumed growth over the coming quarter as opposed to the coming year
can be quite different. Consequently, it is common for analysts to adjust the
dividend yield by some fraction of the long-term expected growth rate.

The appropriate adjustment to the dividend yield is further
complicated in the regulatory process when the overall .cost of capital is
applied to a projected rate base. The net effect of this application is an
overstatement of the equity cost rate estimate derived from the DCF model.
In the context of the constant-growth DCF model, both the adjusted dividend
yield and the growth component are overstated. The overstatement results
from applying an equity cost rate computed using current market data to a
future or test-year-end rate base which includes growth associated with the
retention of earnings during the year. In other words, an equity cost rate times
a future, yet to be achieved rate base, results in an inflated dividend yield and

growth rate.

GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR WILL
YOU USE FOR YOUR DIVIDEND YIELD?
I will adjust the dividend yield by one-half (1/2) the expected growth so as to

reflect growth over the coming year.
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PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE
DCF MODEL.

There is much debate as to the proper methodology to employ in estimating
the growth component of the DCF model. By definition, this component is
investors” expectation of the long-term dividend growth rate. Presumably,
investors use some combination of historical and/or projected growth rates for
earnings and dividends per share and for intemal or book value growth to

assess long-term potential.

WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE PROXY
GROUP?

I have ahalyzed a number of measures of growth for companies in the proxy
group. | have reviewed Value Line’s historical and projected growth rate
estimates for earnings per share (“EPS”), dividends per share (“DPS”), and
book value per share (“BVPS”). In addition, I have utilized the average EPS
growth rate forecasts of Wall Street analysts as provided by Yahoo First Call,
Reuters, and Zacks. These services solicit ﬁve-yeﬁ earnings growth rate
projections from securities analysts and compile and publish the means and
medians of these forecasts. Finally, I have also assessed prospective growth as
measured by prospective earnings retention rates and earned returns on

common equity.

PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND

DIVIDENDS AS WELL AS INTERNAL GROWTH.
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Historical growth rates for EPS, DPS, and BVPS are readily available to
virmally all investors and presumably an important ingredient in forming
expectations concerning future growth. However, one must use historical
growth numbers as measures of investors’ expectations with caution. In some
cases, past growth may not reflect future growth potential. Also, employing a
single growth rate number (for example, for five or ten years), is unlikely to
accurately measure investors’ expectations due to the sensitivity of a single
growth rate figure to fluctuations in individual firm performance as well as
overall economic fluctuations (i.e., business cycles). However, one must
appraise the context in which the growth rate is being employed. According
to the conventional DCF model, the expected return on a security is equal to
the sum of the dividend yield and the expected long-term growth in dividends.
Therefore, to best estimate the cost of common equity capital using the
conventional DCF model, one must look to long-term growth rate
expectations,

Internally generated growth is a function of the percentage of earnings
retained within the firm (the earnings retention rate) and the rate of return
earned on those earnings (the return on equity). The internal growth rate is
computed as the retention rate times the return on equity. Internal growth is
significant in determining long-run earnings and therefore, dividends.
Investors recognize the importance of internally generated growth and pay
premiums for stocks of companies that retain earnings and earn high returns

on internal investments.
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WHY ARE YOU NOT RELYING EXCLUSIVELY ON THE EPS
FORECASTS OF WALL STREET ANALYSTS IN ARRIVING AT A
DCF GROWTH RATE FOR THE PROXY GROUP?

There are several issues with using the EPS growth rate forecasts of Wall
Street analysts as DCF growth rates. First, the appropriate growth rate in the
DCF model is the dividend growth rate, not the earnings growth rate.
Nonetheless, over the very long-term, dividend and earnings will have to grow
at a similar growth rate. Therefore, in my opinion, consideration must be
given to other indicators of growth, including.prospective dividend growth,
internal growth, as well as projected carnings growth. Second, and most
significantly, it is well-known that the EPS growth rate forecasts of Wall
Street securities analysts are overly optimistic gnd upwardly biased. Hence,
using these growth rates as a DCF growth rate will provide an overstated
equity cost rate. This issue is discussed at length in the section of this

testimony in which I comment on Dr. Avera’s testimony.

PLEASE DISCUSS THE HISTORICAL GROWTH OF THE
COMPANIES IN THE ELECTRIC PROXY GROUP AS PROVIDED IN
THE VALUE LINE INVESTMENT SURVEY.

Historic growth rates for the companies in the group, as published in the Value
Line Investment Survey, are provided on page 3 of Exhibit JRW-10. Due to

the presence of outliers among the historic growth rate figures, both the mean
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and medians are used in the analysis.® The historical growth measures in EPS,
DPS, and BVPS for the Electric Proxy Group, as measured by the means and

medians, range from 1.5% to 7.4%, with an average of 4.0%.

PLEASE SUMMARIZE VALUE LINE'S PROJECTED GROWTH
RATES FOR THE COMPANIES IN THE ELECTRIC PROXY
GROUP.

Value Line’s projections of EPS, DPS, and BVPS growth for the companies in
the proxy group are shown on page 4 of Exhibit JRW-10. As above, due to
the presence of outliers, both the mean and medians are used in the analysis.
For the Electric Proxy Group, the central tendency measures range from 4.5%
to 6.0%, with an average of 5.3%.

Also provided on page 4 of Exhibit JRW-10 is prospe-ctive internal
growth for the proxy group as measured by Value Line’s average projected
retention rate and return on sharcholders’ equity. As noted above, internal
growth is significant in a primary driver of long-run earnings growth. For the

Electric Proxy Group, the average prospective internal growth rate is 5.6%.

PLEASE ASSESS GROWTH FOR THE PROXY GROUP AS
MEASURED BY ANALYSTS’ FORECASTS OF EXPECTED 5-YEAR

EPS GROWTH.

® Outliers are observations that are much larger or smaller than the majority of the observations that are being
evaluated.
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Yahoo First Call, Reuters, and Zacks collect, summarize, and publish Wall
Street analysts’ five-year EPS growth rate forecasts for the companies in the
proxy group. These forecasts are provided for the companies in the proxy
group on page 5 of Exhibit JRW-10. The median of the analysts’ projected

EPS growth rates for the Electric Proxy Group is 6.3 %.

PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL
AND PROSPECTIVE GROWTH OF THE PROXY GROUP.

Page 6 of Exhibit JRW-10 shows the summary DCF growth rate indicators for
the proxy group. The average of the growth rate indicators is 5.2%. Giving
greater weight to the projected growth rate indicators and to prospective
mternal growth, an expected DCF growth rate in the 5.5% range is reasonable

for the Electric Proxy Group.

BASED ON THE ABOVE ANALYSIS, WHAT ARE YOUR
INDICATED COMMON EQUITY COST RATES FROM THE DCF
MODEL FOR THE GROUP?

My DCF-derived equity cost rate for the group is:

DCF Equity Cost Rate (k) = e + g

? Since there is considerable overlap in analyst coverage between the three services, and not all of the companies
have forecasts from the different services, I have averaged the expected five-year EPS growth rates from the three
services for each company to armrive at an expected EPS growth rate by company.
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DCF Equity Cost Rate
Dividend % Growth DCF Equity
Yield Adjustment | Growth Rate | Cost Rate
Electric Proxy Group 4.7% 1.0275 5.50% 10.33%

These results are summarized on page 1 of Exhibit JRW-1G.

Capital Asset Pricing Model Results

PLEASE DISCUSS THE CAPITAL ASSET PRICING MODEL

(“CAPM™).

The CAPM is a risk premium approach to gauging a firm’s cost of equity

capital. According to the risk premium approach, the cost of equity is the sum

of the interest rate on a risk-free bond (Ry} and a risk premium (RP), as in the

following:

+ RP

The yield on long-term Treasury securities is normally used as Ry. Risk

premiums are measured in different ways. The CAPM is a theory of the risk

and expected returns of common stocks. In the CAPM, two types of risk are

associated with a stock: firm-specific risk or unsystematic risk, and market or

systematic risk, which is measured by a firm’s beta. The only risk that

investors receive a return for bearing is systematic risk.

According to the CAPM, the expected return on a company’s stock,

which is also the equity cost rate (K), is equal to:
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K= (Rp +8 * [E(R,) - (Rj]

Where:
. K represents the estimated rate of return on the stock;
° E(R,,) tepresents the expected return on the overall stock market.

Frequently, the ‘market’ refers to the S&P 500;
o (Ry) represents the risk-free rate of interest;

o [E(Ry) - (Rp] represents the expected equity or market risk premiuvm—
the excess return that an investor expects to receive above the risk-free rate for
investing in risky stocks; and

® Beta—(B) is a measure of the systematic risk of an asset.

To estimate the required return or cost of equity using the CAPM
requires three inputs: the risk-free rate of interest (Ry), the beta ($3), and the
expected equity or market risk premium [E(Ry) - (Rg]. Ryis the easiest of the
inputs to measure — it is the yield on long-term Treasury bonds. B, the
measure of systernatic risk, is a little more difficult to measure because there
are different opinions about what adjustments, if any, should be made to
historical betas due to their tendency to regress to 1.0 over time. And finally,
an even more difficult input to measure is the expected equity or market risk

premium (E(R,) - (Ry). 1 will discuss each of these inputs below.

PLEASE DISCUSS EXHIBIT JRW-11.
Exhibit JRW-11 provides the summary results for my CAPM study. Page 1

shows the results, and the following pages contain the supporting data.

PLEASE DISCUSS THE RISK-FREE INTEREST RATE.
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The vield on long-term U.S. Treasury bonds has usually been viewed as the
risk-free rate of interest in the CAPM. The yield on long-term U.S. Treasury
bonds, in turn, has been considered to be the yield on U.S. Treasury bonds
with 30-year maturities. However, when the Treasury’s issuance of 30-year
bonds was interrupted for a period of time in recent years, the yield on 10-year
U.S. Treasury bonds replaced the yield on 30-year U.S. Treasury bonds as the
benchmark long-term Treasury rate. Ten-year Treasury yields began to
decline in mid-2007 at the beginning of the financial crisis, and fell below
3.0% as the housing and sub-prime mortgage crises led to an overall credit
crisis and economic recession. These rates bottomed out in December of 2008
and have increased since that time as prospects for an economic recovery have

increased.

WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR
CAPM?

The U.S. Treasury began to issue the 30-year bond in the early 2000s as the
U.S. budget deficit increased. As such, the market has once again focused on
its yield as the benchmark for long-term capital costs in the U.S. As of July
6, 2009, as shown on page 2 of Exhibit JRW-11, the rates on 10- and 30- U.S.
Treasury Bonds were 3.55% and 4.38%, respectively. Given this recent trend
of increasing 30-year Treasury yields, I believe that a long-term Treasury rate
in the 4.50% is reasonable for the near future. I will use this as the risk-free

rate, or Ry, in my CAPM.
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WHAT BETAS ARE YOU EMPLOYING IN YOUR CAPM?

Beta (B) is a measure of the systematic risk of a stock. The market, usually
taken to be the S&P 500, has a beta of 1.0. The beta of a stock with the same
price movement as the market also has a beta of 1.0. A stock whose price
movement is greater than that of the market, such as a technology stock, is
riskier than the market and has a beta greater than 1.0. A stock with below
average price movement, such as that of a regulated public utility, is less risky
than the market and has a beta less than 1.0. Estimating a stock’s beta involves
running a linear regression of a stock’s return on the market return.

As shown on page 3 of Exhibit JRW-11, the slope of the regression
line is the stock’s B. A steeper line indicates the stock is more sensitive to the
return on the overall market. This means that the stock has a higher B and
greater than average market risk. A less steep line indicates a lower 3 and less
market risk.

Numerous online investment information services, such- as Yahoo! and
Reuters, provide estimates of stock betas. Usually these services report
different betas for the same stock. The differences are usually due to: (1) the
time period over which the 3 is measured; and (2) any adjustments that are
made to reflect the fact that betas tend to regress to 1.0 over time. In
estimating an equity cost rate for the proxy group, I am using the betas for the

companies as provided in the Value Line Investment Survey. As shown on
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page 3 of Exhibit JRW-11, the average beta for the companies in Electric

Proxy Group is 0.70.

PLEASE DISCUSS THE ALTERNATIVE VIEWS REGARDING THE
EQUITY RISK PREMIUM.

The equity or market risk premium - (E(R,) — R - is equal to the expected
return on the stock market (e.g., the expected return on the S&P 500 (E(R,))
minus the risk-free rate of interest (Ry). The equity premium is the difference
in the expected total return between investing in equities and investing in
“safe” fixed-income assets, such as long-term government bonds. However,
while the equity risk premium is easy to define conceptually, it is difficult to

measure because it requires an estimate of the expected return on the market.

PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO
ESTIMATING THE EQUITY RISK PREMIUM.

Page 4 of Exhibit JRW-11 highlights the primary approaches to, and issues in,
estimating the expected equity risk premium. The traditional way to measure
the equity risk premium was to use the difference between historical average
stock and bond returns. In this case, historical stock and bond returns, also
called ex post returns, were used as the measures of the market’s expected
return (known as the ex ante or forward-looking expected return). This type
of historical evaluation of stock and bond returns is often called the “Ibbotson
approach” after Professor Roger Ibbotson who popularized this method of

using historical financial market returns as measures of expected returns.
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Most historical assessments of the equity risk premium suggest an equity risk
premium of 5-7 percent above the rate on long-term U.S. Treasury bonds.
However, this can be a problem because: (1) ex post returns are not the same
as ex ante expectations, (2) market risk premiums can change over time,
increasing when investors become more risk-averse and decreasing when
investors become less risk-averse, and (3) market conditions can change such
that ex post historical returns are poor estimates of ex ante expectations.

The use of historical returns as market expectations has been criticized
in numerous academic studies.!® The general theme of these studies is that the
large equity risk premium discovered in historical stock and bond retumé
cannot be justified by the fundamental data. These studies, which falt under
the category “Ex Ante Models and Market Data,” compute ex ante expected
returns using market data to arrive at an expected equity risk premium. These
studies have also been called “Puzzle Research” after the famous study by
Mehra and Prescott in which the authors first questioned the magnitude of

historical equity risk premiums relative to fundamentals.'"

PLEASE PROVIDE A SUMMARY OF THE EQUITY RISK PREMIUM
STUDIES.
Derrig and Orr (2003), Fernandez (2007), and Song (2007) have completed

the most comprehensive reviews to date of the research on the equity risk

' The problems with using ex post historical returns as measures of ex ante expectations will be discussed at
length later in my testimony.

T R. Mehra and Edward Prescott, “The Equity Premium: A Puzzle,” Journal of Monetary Economics (1985).
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premium.12 Derrig and Ormr’s study evaluated the various approaches to
estimating equity risk premiums as well as the issues with the alternative
approaches and summarized the findings of the published research on the
equity risk premium. Fernandez examined four alternative measures of the
equity risk premium — historical, expected, required, and implied. He also
reviewed the major studies of the equity risk premium and presented the
summary equity risk premium results. Song provides an annotated
bibliography and highlights the alternative approaches to estimating the equity
risk summary.

Page 5 of Exhibit JRW-11 provides a summary of the results of the
primary risk premium studies reviewed by Derrig and Orr, Femnandez, and
Song. In developing page 5 of Exhibit JRW-11, I have categorized the studies
as discussed on page 4 of Exhibit JRW-11. I have also included the results of
the “Building Blocks™ approach to estimating the equity risk premium,
including a study I performed, which is presented below. The Building Blocks
approach is a hybrid approach employing elements of both historic and ex

ante models.

Q. PLEASE DISCUSS YOUR DEVELOPMENT OF AN EQUITY RISK
PREMIUM COMPUTED USING THE BUILDING BLOCKS

METHODOLOGY.

'2 Richard Derrig and Elisha Orr, “Equity Risk Premium: Expectations Great and Small,” Working Paper
{version 3.0), Automobile Insurers Bureau of Massachusetts, (August 28, 2003), Pablo Fernandez, “‘Equity
Premium: Historical, Expected, Required, and Implied,” IESE Business School Working Paper, (2007), and
Zhiyi Song, “The Equity Risk Premium: An Annotated Bibliography,” CFA Instimte, (2007).
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Ibbotson and Chen (2003) evaluate the ex post historical mean stock and bond
returns in what is called the Building Blocks approach.'” They use 75 years of
data and relate the compounded historical returns to the different fundamental
variables employed by different researchers in building ex ante expected
equity risk premiums. Among the variables included were inflation, real EPS
and DPS growth, ROE and book value growth, and price-earnings (“P/E”)
ratios. By relating the fundamental factors to the ex post historical returns, the
methodology bridges the gap between the ex post and ex ante equity risk
premiums. I[lmanen (2003) illustrates this approach using the geometric
returns and five fundamental variables — inflation (“CPI™), dividend yield
(“D/P”), real earnings growth (“RG"), repricing gains (“PEGAIN”) and return
interaction/reinvestment (“INT™).'* This is shown on page 7 of Exhibit JRW-
11. The first column breaks the 1926-2000 geometric mean stock return of
10.7% into the different return components demanded by investors: the
historical U.S. Treasury bond return {5.2%), the excess equity return (5.2%),
and a small interaction term (0.3%). This 10.7% annual stock return over the
1926-2000 period can then be broken down into the following fundamental
elements: inflation (3.1%), dividend yield (4.3%), real eamings grom
(1.8%), repricing gains (1.3%) associated with higher P/E ratios, and a small

interaction term (0.2%).

3 Roger Ibbotson and Peng Chen, “Long Run Returns: Participating in the Real Economy,” Financial Analysts
Journal, (January 2003).

" Antti [lmanen, Expected Returns on Stocks and Bonds,” Journal of Portfolio Management, (Winter 2003), p. 11.
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HOW ARE YOU USING THIS METHODOLOGY TO DERIVE AN EX
ANTE EXPECTED EQUITY RISK PREMIUM?

The third column in the graph on page 7 of Exhibit JRW-11 shows current
inputs to estimate an ex ante expected market return. These inputs include the
following:

CPI — To assess expected inflation, I have employed expectations of the short-
term and long-term inflation rate. Long term inflation forecasts are available
in the Federal Reserve Bank of Philadelphia’s publication entitled Survey of
Professional Forecasters.!> This survey of professional economists has been
published for almost 50 years. While this survey is published quarterly, only
the first quarter survey includes long-term forecasts of gross domestic product
(“GDP”) growth, inflation, and market returns. In the first quarter 2009
survey, published on February 13, 2009, the median long-term (10-year)
expected inflation rate as measured by the CPI was 2.4% (see page 8 of
Exhibit JRW-11).

The University of Michigan’s Survey Research Center surveys consumers on
their short-term (one-year) inflation expectations on a monthly basis. As
shown on page 9 of Exhibit JRW-11, the current short-term expected inflation

rate is 2.8%.

Federal Reserve Bank of Philadelphia, Survey of Professional Forecasters, (February 13, 2009). The Survey of
Professional Forecasters was formerly conducted by the American Statistical Association (“ASA”) and the
National Bureau of Economic Research (“NBER”) and was known as the ASA/NBER survey. The survey,
which began in 1968, is conducted each quarter. The Federal Reserve Bank of Philadelphia, in cooperation
with the NBER, assumed responsibility for the survey in June 1990.
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As a measure of expected inflation, 1 will use the average of the long-term

(2.4%) and short-term (2.8%) inflation rate measures, or 2.6%.

D/P — As shown on page 10 of Exhibit JRW-11, the dividend yield on the
S&P 500 has decreased gradually over the past decade. Today, it is below its
average of 4.3% over the 1926-2000 time period. The S&P dividend yield
bottomed out at less than 1.4% in 2000. Currently, as shown on page 10 of
Exhibit JRW-11, the S&P 500 dividend yield is 2.5%. I will use this figure in

my ex ante risk premium analysis.

RG - To measure expected real growth in earnings, I use the historical real
earnings growth rate for the S&P 500 and the expected real GDP growth. The
S&P 500 was created in 1960. It includes 500 companies which come from
ten different sectors of the economy. On page 11 of Exhibit JRW-11, real
EPS growth is computed using the CPI as a measure of inflation. The real
growth figure over 1960-2008 period for the S&P 500 is 2.3%.

The second input for expected real earnings growth is expected real
GDP growth. The rationale is that over the long-term, corporate profits have
averaged a relatively consistent 5.50% of U.S. GDP.!® Real GDP growth,
according to McKinsey, has averaged 3.5% over the past 80 years. Expected
GDP growth, according to the Federal Reserve Bank of Philadelphia’s Survey

of Professional Forecasters, is 2.6% (see page 8 of Exhibit JRW-11).

*Marc. H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Finance (Autumn 2002), p.14.
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Given these results, I will use 2.50%, for real earnings growth.
PEGAIN — PEGAIN is the repricing gain associated with an increase in the
P/E ratio. It accounted for 1.3% of the 10.7% annual stock retun in the
1926-2000 period. In estimating an ex ante expected stock market return, one
issue is whether investors expect P/E ratios to increase from their current
levels. The P/E ratios for the S&P 500 over the past 25 years are shown on
page 10 of Exhibit JRW-11. The run-up and eventual peak in P/Es in the year
2000 is very evident in the chart. The average P/E declined until late 2006,
and then increased, primarily due to the decline in EPS as a result of the
financial crisis and the recession. As shown on page 10 of Exhibit JRW-11,
the average P/E for the S&P 500 as of May 31, 2009 was 127.48.

Given the current economic and capital markets environment, I do not
believe that investors expect even higher P/E ratios. Therefore, a PEGAIN
would not be appropriate in estimating an ex ante expected stock market
return. The current P/E for the S&P 500 is well above the average historical
S&P 500 P/E ratio of approximately 16.0. Hence, investors are not likely to
expect to get stock market gains from lower interest rates and higher P/E

ratios.

GIVEN THIS DISCUSSION, WHAT IS YOUR EX ANTE EXPECTED
MARKET RETURN AND EQUITY RISK PREMIUM USING THE

“BUILDING BLOCKS METHODOLOGY”?
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My expected market return is represented by the last column on the right in
the graph entitled “Decomposing Equity Market Returns: The Building
Blocks Methodology” set forth on page 7 of Exhibit JRW-11. As shown, my
expected market return of 7.60% is composed of 2.60% expected inflation,

2.50% dividend yield, and 2.50% real earnings growth rate.

GIVEN THAT THE HISTORICAL COMPOUNDED ANNUAL
MARKET RETURN IS IN EXCESS OF 10%, WHY DO YOU BELIEVE
THAT YOUR EXPECTED MARKET RETURN OF 7.60% 1S
REASONABLE?

As discussed above, in the development of the expected market return, stock
prices are still high at the present time in relation to earnings and dividends,
and interest rates are relatively low. Hence, it is unlikely that investors are
going to experience high stock market returns due to higher P/E ratios and/or
lower interest rates. In addition, as shown in the decomposition of equity
market returns, whereas the dividend portion of the return was historically
4.3%, the current dividend yield is only 2.5%. Due to these reasons, lower

market returns are expected for the futore.

IS YOUR EXPECTED MARKET RETURN OF 7.60% CONSISTENT
WITH THE FORECASTS OF MARKET PROFESSIONALS?
Yes. In the first quarter 2009 Survey of Financial Forecasters, published on

February 13, 2009 by the Federal Reserve Bank of Philadelphia, the mean
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Jong-term expected return on the S&P 500 was 6.62% (see page 8 of Exhibit

JRW-11),

IS YOUR EXPECTED MARKET RETURN CONSISTENT WITH THE
EXPECTED MARKET RETURNS OF CORPORATE CHIEF
FINANCIAL OFFICERS (CFOs)?

Yes. John Graham and Campbell Harvey of Duke University conduct a
quarterly survey of corporate CFOs, The survey is a joint project of Duke
University and CFO Magazine. In the June 2009 survey, the mean expected

return on the S&P 500 over the next ten years was 7.31%."

GIVEN THIS EXPECTED MARKET RETURN, WHAT IS YOUR EX
ANTE EQUITY RISK PREMIUM USING THE BUILDING BLOCKS
METHODOLOGY?

As shown on page 2 of Exhibit JRW-11, the current 30-year U.S. Treasury
yield is 4.38%. My ex ante equity risk premium is simply the expected

market return from the Building Blocks methodology minus this risk-free rate:

Ex Ante Equity Risk Premium

760% - 438% = 3.22%

GIVEN THIS DISCUSSION, HOW ARE YOU MEASURING AN

EXPECTED EQUITY RISK PREMIUM IN THIS PROCEEDING?

17 The survey results are available at www.cfosurvey.org.
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As discussed above, page 5 of Exhibit JRW-11 provides a summary of the
results of the equity risk premium studies that I have reviewed. These include
the results of: (1) the various studies of the historical risk premium, (2) ex ante
equity risk premium studies, (3) equity risk premium surveys of CFOs,
Financial Forecasters, and academics, and (4) the Building Block approaches
to the equity risk premium. There are results reported for over thirty studies,

and the average equity risk premium is 4.36%.

SOME OF THE EQUITY RISK PREMIUM STUDIES THAT YOU USE
IN YOUR EQUITY RISK PREMIUM STUDY DATE BACK INTO THE
EARLY 20006S. IF YOU ELIMINATE THE OLDER STUDIES, HOW
DOES THAT AFFECT YOUR EQUITY RISK PREMIUM?

In developing my equity risk premium study, 1 have used all equity risk
premium studies and surveys I could identify that were published over the past
decade and that provided an equity risk premium estimate. Since some of
these studies were published in the early 2000s at the market peak, one could
argue that these results are not as relevant today. However, I must add that
most of these studies used data over long periods of time (as long as fifty
years of data) and so they were not estimating an equity risk premium as of a
point in time (e.g., the year 2001). Nonetheless, to assess as to whether the
studies published in the early 2000s significantly affect my equity risk
premium results, on page 6 of Exhibit JRW-11 I have reconstructed page 5 of

Exhibit JRW-11, but I have eliminated all studies published before 2005.
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The average for this subset of studies is 4.35%. Therefore, eliminating the
earlier studies does not have a significant impact on my equity risk premium

estimate,

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
THE EQUITY RISK PREMIUMS USED BY CFOS?

Yes. In the previously referenced June 2009 CFO survey conducted by CFO
Magazine and Duke University, the expected 10-year equity risk premium

was 4.11%.

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
THE EX ANTE EQUITY RISK PREMIUMS OF PROFESSIONAL
FORECASTERS?

Yes. The financial forecasters in the previously referenced Federal Reserve
Bank of Philadelphia survey project both stock and bond returns. As shown
on page 8 of Exhibit JRW-11, the mean long-term expected stock and bond
returns were 6.62% and 4.68%, respectively. This provides an ex ante equity

risk premium of 1.94%.

IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
THE EQUITY RISK PREMIUMS USED BY THE LEADING

CONSULTING FIRMS?
Yes. McKinsey & Co. is widely recognized as the leading management

consulting firm in the world. It published a study entitled “The Real Cost of
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Equity” in which the McKinsey authors developed an ex ante equity risk
premium for the U.S. In reference to the decline in the equity risk premium,
as well as what is the appropriate equity risk premium to employ for corporate
valuation purposes, the McKinsey authors concluded the following:

We attribute this decline not to equities becoming less

risky (the inflation-adjusted cost of equity has not

changed) but to investors demanding higher returns in

real terms on government bonds after the inflation

shocks of the late 1970s and early 1980s. We believe

that using an equity risk premium of 3.5 to 4 percent in

the current environment better reflects the true long-

term opportunity cost of equity capital and hence will
yield more accurate valuations for companies.'®

Q. HAS MCKINSEY RECENTLY REAFFIRMED ITS OPINION ON THE
EQUITY RISK PREMIUM IN LIGHT OF THE FINANCIAL
TURMOIL OF THE LAST TWO YEARS?

A. Yes. As previously discussed, McKinsey has recently published a study in
which they reaffirm their estimate of the equity risk premium in light of the

financial turmoil of the past two years."

Q. WHAT EQUITY COST RATES ARE INDICATED BY YOUR CAPM
ANALYSIS?

A. The results of my CAPM study for the proxy group are provided below.

'8 Marc H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Finance (Autumn 2002), p. 15.

¥Richard Dobbs, Bin Jang, and Timothy Koeller, “Why the Crisis Hasn’t Shaken the Cost of Capital,”
MeKinsey Quarterly (December 2008), p. 1-6.
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Risk-Free Beta Equity Risk Equity
Rate Premium Cost Rate
Electric Proxy Group 475% 0.70 4.36% 7.6%
Y.60¢/

These results are summarized on page 1 of Exhibit JRW-11.

Equity Cost Rate Summary

PLEASE SUMMARIZE YOUR EQUITY COST RATE STUDY.
The results for my DCF and CAPM analyses for the proxy group of electric

utility companies are indicated below:

DCF CAPM

Electric Proxy Group 10.3% 7.6%

GIVEN THESE RESULTS, WHAT IS YOUR ESTIMATED EQUITY
COST RATE FOR THE GROUP?

Given these results, I conclude that the appropriate equity cost rate for Electric
Proxy Group in the 7.6%-10.3% range. The midpoint of this range is 9.0%.
In my opinion, this wide range reflects the uncertainty and volatility in today’s
capital markets. In recognition of this uncertainty and volatility, I believe that
an equity cost rate in the upper end of this range is appropriate at this time.
Therefore, in my opinion, the relevant range is 9.50% to 10.25%. Within this
range, and recognizing the relative low financial risk of FP&L, 1 believe that

an equity cost rate of 9.50% is an appropriate equity cost rate for FP&L.

VI. CRITIQUE OF FP&L’S RATE OF RETURN TESTIMONY
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PLEASE EVALUATE THE COMPANY'S RATE OF RETURN
POSITION.

The Company’s proposed rate of return is inflated due to an inappropriate capital
structure and overstated debt and equity cost rates. The debt cost rate was
previously discussed. I will now discuss the errors in the proposed capital

structure and with Dr. Avera’s equity cost rate analysis.

Capital Structure

WHAT IS THE COMPANY’S PROPOSED CAPITAL STRUCTURE?

The Company’s claimed recommended capital structure, based on investor
provided capital, includes 1.10% short-term debt, 43.11% long-term debt, and
a 55.76% common equity. However, this capital structure includes $950
million in imputed debt. This is not actual debt, and its does not appear on the
Company’s financial statements provided by the Company to investors.
FP&L’s recommended capital structure, based on investor provided capital
and without the imputed debt, actually consists of 1.18% short-term debt,

39.20% long-term debt, a 59.62% common equity.

WHY IS THE COMPANY’S PROPOSED CAPITAL STRUCTURE
NOT APPROPRIATE FOR FP&L FOR RATEMAKING PURPOSES?
This capital structure is not appropriate for ratemaking purposes for FP&L for

several reasons: (1) the capital structure includes an actual common equity
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ratio (59.62%) which is much higher than the common equity ratios of electric
utility companies; (2) the company has included imputed debt in its adjusted
capital structure to make it appear that it is requesting a capital structure with
a common equity ratio of 55.76%; and (3) the Company’s recommended
capital structure includes more common cquity than is projected for the

Company.

PLEASE HIGHLIGHT THE DIFFERENCE IN THE CAPITAL
STRUCTURES OF FP&L AND ITS PARENT COMPANY, FPL
GROUP.

Panels C and D of Exhibit JRW-5 shows the average capitalization ratios for
FP&L and FPL Group, respectively over the past five years. These ratios
highlight the fact that FPL Group employs much more debt and much less
equity than FP&L. Hence, FPL Group has a much higher degree of financial

risk than FP&L.

PLEASE DISCUSS THE CAPITAL STRUCTURE RATIOS OF YOUR
ELECTRIC PROXY GROUP.

The average capitalization ratios for my Electric Proxy Group are 8.50%
short-term debt, 50.59% long-term debt, 0.88% preferred stock, and a 40.03%
common equity. These ratios indicate that FP&L has a much higher common
equity ratio than other electric utilities as indicated by the Electric Proxy

Group.
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ARE THE CAPITAL STRUCTURE RATIOS OF DR. AVERA’S
PROXY GROUP SIMILAR TO THOSE OF FP&L?

No. As discussed below, the average common equity ratio for the Dr. Avera’s
proxy group is ten percentage points below FP&L’s 2008 year-end common

equity ratio (47% vs. 57%).

PLEASE SUMMARIZE YOUR ISSUES WITH THE CAPITAL
STRUCTURE RECOMMENDED BY FP&L.

First, FP&L’s proposed capital structure ratios do not reflect the actual
capitalization of FP&L or FPIL. Group. Second. FP&L’s propésed capital
structure ratios do not reflect the capitalization of electric utility companies.
Third, FP&L’s proposed capital structure is not based on the company book

figures but reflects a number of adjustments, most notably imputed debt.

PLEASE REVIEW THE COMPANY’S ADJUSTED CAPITAL
STRUCTURE THAT INCLUDES IMPUTED DEBT.

To make the Company’s recommended capital structure appear more reasonable,
FP&L has imputed $950 million in debt and included it in its “adjusted capital
structure.” This is shown in Exhibit AP-7, page 1. Mr. Pimentel has increased
FP&L’s debt by $950 million to account for the Company’s Purchased Power
Agreements (“PPAs”). The $950 million is computed by multiplying a risk
factor of 25% to the present value of the Company’s capacity contracts. In
computing credit rating metrics, S&P applies such a risk factor ranging from 0%

to 100% which is intended to reflect the risk of recovery of the PPA payments.
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However, S&P does not indicate how the risk factor that ranges from 0% to
100% is determined. Given a recovery mechanism for PPA payments, the
financial condition of an electric utility company is not impaired by entering into
these contracts. Hence, providing incremental revenues through a higher equity
ratio and a higher overall rate of return is unnecessary and would result in an
unwarranted revenue benefit to the utility. I have identified several flaws in the

adjustment.

Risk Factor
Given the methodology for imputing debt from PPAs, the risk factor is
extremely important. FP&L has presumed that a risk factor of 25% is
appropriate for the Company. However, S&P does not indicate how the risk
factor that ranges from 0% to 100% is determined. Hence, the S&P risk factor
for imputing debt is not well defined and cannot be assessed in this situation.
Given the Commission’s support for the collection of long-term contractual
payments, the risk of non-recovery appears to be extremely low (perhaps even
zero percent). Hence, a risk factor as high as 25% seems out of line. But, given
the lack of guidance from S&P, it is impossible to properly assess the risk factor
in this situation,

In addition, as opposed to S&P, Moody’s appears to recognize some of
the benefits of PPAs and looks at them in a more positive manner. For example,

Moody’s states:”’

* Moody’s Rating Methodology: Global Regulated Electric Utilities, March 2005, page 10.
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“If a utility enters into a PPA for the purpose of providing an assured
supply and there is reasonable assurance that regulators will allow the
costs to be recovered in regulated rates, Moody’s may view the PPA as
being most akin to an operating cost. In this circumstance, there most
likely will be no imputed adjustment to the obligations of the utility.”

In other words, under this scenario Moody’s would rate the risk factor at 0% and

there would be no imputed debt.

S&P Adjustments are Not GAAP Accounting

Even if debt were imputed by S&P from a PPA (assuming a risk factor greater
than 0%), no changes would be made to the company’s GAAP financial
statements. Hence, investors would not see the impact of S&P’s adjustment. In
addition, the Company does not incur a liability on its GAAP-based financial
statemnents for the PPAs. Furthermore, given a regulatory-mandated recovery
method for the payments, investors should be indifferent to a utility entering into

a PPA.

From a Regulatory Perspective, PPA Payments are Unlike Debt

In a regulatory setting, a utility is given the ‘opportunity to eamn’ its cost of debt
as well as its overall cost of capital through the ratemaking process. Given the
many uncertainties associated with revenues and expenses between rate cases,
there is no guarantee that the overall cost of debt can be earned. However, with
long-term PPAs, the timely and certain recovery of fixed payments is assured.

That is, PPA costs do not feature the uncertainty associated with the ‘opportunity
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to eamn’ as do debt payments. In sum, given S&P’s lack of guidance on the risk
factor, the Commission’s support for the collection of payments for PPAs, the
notion that these are not GAAP adjustments that are not recorded as liabilities on
the books of the company, and the fact that, from a regulatory perspective, PPA
payments are unlike debt, the PPA adjustment to the Company’s capital

structure is inappropriate.

Equity Cost Rate

PLEASE REVIEW DR. AVERA'S EQUITY COST RATE
APPROACHES.

Dr. Avera uses a proxy group of electric companies as well as a proxy group of
non-utility companies and employs DCF, CAPM, and Expected Earnings equity

cost rate approaches.

PLEASE SUMMARIZE DR. AVERA’S EQUITY COST RATE
RESULTS.

Dr. Avera’s equity cost rate estimates for FP&L are summarized in Panel A of
Exhibit JRW-12. Based on these figures, he concludes that the appropriate

equity cost rate for the Company is in the range of 12.0% to 13.0%%.

PLEASE DISCUSS YOUR ISSUES WITH DR. AVERA’S

RECOMMENDED EQUITY COST RATE.

65




10

11

12

13

14

15

16

17

18

19

20

21

22

23

003253

Dr. Avera’s proposed return on common equity is too high primarily due to: (a)
some of the companies in his utility proxy group, as well as his use of a non-
utility proxy group; (b) an excessive adjustment to the dividend yield and an
inflated growth rate in his DCF approach; (c) overstated equity risk premium‘
estimates in his CAPM approach; (d) an ROE adjustment for flotation costs; and

(e) a flawed Expected Earnings approach.

Proxy Groups

- PLEASE DISCUSS THE PROBLEM WITH DR. AVERA’S UTILITY

PROXY GROUP.

Dr. Avera’s utility proxy group includes a number of companies that are not
appropriate because their operating revenues are from sources other than
regulated electric utility services. Page 1 of Exhibit JRW-13 provides summary
financial and capitalization statistics for Dr. Avera’s utility proxy group. The
average percentage of revenues from regulated clectric utility service is only
62%. In addition, several companies are outliers on this issue. These companies,
and their percentages of regulated electric revenues, include: Integrys— 10%,
MDU Resources — 4%, and Vectren — 22%. In addition, the average bond rating
indicates that the group has more risk than FP&L. The average Moody’s bond
rating is A2, while FP&L’s bond rating is Al. However, the big issue is the
common equity ratio. The average common equity ratio for the group is 47%, a

full ten percentage points below FP&L’s 57% common equity ratio.
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PLEASE DISCUSS THE PROBLEM WITH DR. AVERA’S NON-
UTILITY PROXY GROUP.

Dr. Avera has estimated an equity cost rate for FP&L using a proxy group of 66
non-ufility companies. These companies are listed in Exhibit WEA-9. This
group includes such companies as Abbott Labs, Coca-Cola, General Mills,
Hewlett Packard, IBM, Johnson & Johnson, McDonald’s, Medtronic, Microsoft,
and NIKE. While many of these companies are large and successful, their lines
of business are vastly different from the electric utility business and they do not
operate in a highly regulated environment. As such, the non-utility group is not
an appropriate proxy for FP&L, and therefore the equity cost rate results for this

group should be ignored.

DCF Approach

PLEASE SUMMARIZE DR. AVERA’S DCF ESTIMATES.

On pages 42-56 of his testimony and in Exhibits WEA-7 — WEA-10, Dr. Avera
develops an equity cost rate by applying a DCF model to his utility and non-
utility proxy groups. In the traditional DCF approach, the equity cost rate is the
sum of the dividend yield and expected growth. For the DCF growth rate, Dr.
Avera uses four measures of projected EPS growth — the projected EPS growth
of Wall Street analysts as compiled by Thompson and Zack’s, Value Line
projected EPS growth, and the sum of internal (*br”’) and external (“sv”’) growth.

Dr. Avera’s DCF results are summarized in Panel B of Exhibit JRW-12. The
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range of DCF results for his utility proxy group is 10.6%-1 1.5% and for his non-

utility proxy group is 12.9%-13.4%.

PLEASE EXPRESS YOUR CONCERNS WITH DR. AVERA'S DCF
STUDY. -

I have several issues with Dr. Avera's DCF equity cost rate. These are the utility
and non-utility proxy groups, and the DCF growth rate measures. The errors in
the proxy groups were discussed above. The DCF growth rate measures are

reviewed below.

PLEASE CRITIQUE DR. AVERA'S DCF GROWTH RATE MEASURES.
Dr. Avera employs four different DCF growth rate measures - the projected
EPS growth of Wall Street analysts as compiled by IBES, First Call, and Zack’s
in addition to Value Line projected EPS growth, and a sustainable growth rate as

measured by the sum of internal (‘“br’””) and external (“sv”’) growth.

PLEASE INITIALLY DISCUSS DR. AVERA’S EXCLUSIVE
RELIANCE ON THE PROJECTED EPS GROWTH RATES OF WALL
STREET ANALYSTS AND VALUE LINE.

It seems highly unlikely that investors today would rely exclusively on the
forecasts of securities analysts and ignore historical growth in arriving at
expected growth. It is well known in the academic world that the EPS

forecasts of securities analysts are overly optimistic and biased upwards. In
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addition, as I show below, Value Line’s EPS forecasts are excessive and

unrealistic.

PLEASE REVIEW THE BIAS IN ANALYSTS’ GROWTH RATE
FORECASTS.
Analysts’ growth rate forecasts are collected and published by Zacks, First Call,
IBES, and Reuters. These services retrieve and compile EPS forecasts from
Wall Street analysts. These analysts come from both the sell side (Merrill Lynch,
Paine Webber) and the buy side (Prudential Insurance, Fidelity).

The problem with using these forecasts to estimate a DCF growth rate
is that the objectivity of Wall Street research has been challenged, and many

have argued that analysts’” EPS forecasts are overly optimistic and biased

- upwards. To evaluate the accuracy of analysts’ EPS forecasts, I have

compared actual 3-5 year EPS growth rates with forecasted EPS growth rates
on a quarterly basis over the past 20 years for all companies covered by the
I/B/E/S data base. In Panel A of page 1 of Exhibit JRW-14, I show the
average analysts’ forecasted 3-5 year EPS growth rate with the average actual
3-5 year EPS growth rate. Because of the necessary 3-5 year follow-up period
to measure actual growth, the analysis in this graph only: (1) covers forecasted
and actual EPS growth rates through 1999 and (2) includes only companies
that have 3-5 years of actual EPS data following the forecast period.

The following example shows how the results can be interpreted. For

the 3-5-year period prior to the first quarter of 1999, analysts had projected an

69




10

11

12

13

14

15

16

17

18

19

20

21

22

23

003257

EPS growth rate of 15.13%, but companies onty generated an average annual
EPS growth rate over the 3-5 years of 9.37%. This projected EPS growth rate
figure represented the average projected growth rate for over 1,510
companies, with an average of 4.88 analysts’ forecasts per company. For the
entire twenty-year period of the study, for each quarter there were on average
5.60 analysts’ EPS projections for 1,281 companies. Overall, my findings
indicate that forecast errors for long-term estimates are predominantly
positive, which indicates an upward bias in growth rate estimates. The mean
and median forecast errors over the observation period are 143.06% and
75.08%, respectively. The forecast errors are negative for only eleven of the
eighty quarterly time periods: five consecutive quarters starting at the end of
1995 and six consecutive quarters starting in 2006. As shown in the figure
below, the quarters with negative forecast errors were for the 3-5 year periods
following earnings declines associated with the 1991 and 2001 economic
recessions in the U.S. Overall, there is evidence of a persistent upward bias in
long-term EPS growth forecasts.

The post-1999 period has seen the boom and then the bust in the stock
market, an economic recession, 9/11, and the Irag war. Furthermore, and
highly significant in the context of this study, we have also had the New York
State investigation of Wall Street firms and the subsequent Global Securities
Settlement in which nine major brokerage firms paid a fine of $1.5B for their
biased investment research. -

To evaluate the impact of these events on analysts’ forecasts, the graph
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below provides the average 3-5-year EPS growth rate projections for all
companies provided in the /B/E/S database on a quarterly basis from 1988 to
2007. In Panel B of page 1 of Exhibit JRW-14, no comparison is made to
actual EPS growth rates. Hence, these results are for a larger sample of firms
since companies do not drop out from the database due to mergers,
acquisitions, bankruptcies, and the like. Analysts’ fore_casts for EPS growth
were higher for this larger sample of firms, with a more pronounced run-up
and then decline around the stock market peak in 2000. The average projected
growth rate hovered in the 14.5%-17.5% range until 1995 and then increased
dramatically over the next five years to 23.3% in the fourth quarter of the year

2000. Forecasted EPS growth has since declined to the 15.0% range.

WHAT IMPACT HAVE NEW STOCK MARKET AND REGULATORY
DEVELOPMENTS HAD ON ANALYSTS’ EPS GROWTH RATE
FORECASTS?

Analysts’ EPS growth rate forecasts have subsided somewhat since the stock
market peak of 2000. In addition, the apparent conflict of interest within
investment firms with investment banking and analysts operations was
addressed in the Global Analysts Research Settlements (“GARS”). GARS, as
agreed upon on April 23, 2003 between the SEC, NASD, NYSE and ten of the
largest U.S. investment firms, includes a number of regulations that were
introduced to prevent investment bankers from pressuring analysts to provide

favorable projections. Nonetheless, despite the new regulations, analysts’
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EPS growth rate forecasts have not significantly changed and continue to be
overly-optimistic. Analysts’ long-term EPS growth rate forecasts before and
after the GARS, are about two times the level of historic GDP growth.
Furthermore, as discussed later in my testimony, historic growth in GDP and
corporate earnings has been in the 7% range.

Finally, these observations are supported by a Wall Street Journal
article entitled “Analysts Still Coming Up Rosy — Over-Optimism on Growth
Rates is Rampant — and the Estimates Help to Buoy the Market’s Valuation.”
The following quote provides insight into the continuing bias in analysts’
forecasts:

Hope springs eternal, says Mark Donovan, who

manages Boston Partners Large Cap Value Fund. “You

would have thought that, given what happened in the

last three years, people would have given up the ghost.

But in large measure they have not.”

These overly optimistic growth estimates also show

that, even with all the regulatory focus on too-bullish

analysts allegedly influenced by their firms' investment-

banking relationships, a lot of things haven't changed:

Resezarch remains rosy and many believe it always
will?!

Q. IS THE BIAS IN ANALYSTS’ GROWTH RATE FORECASTS

GENERALLY KNOWN IN THE MARKETS?

?! Ken Brown, “Analysts Still Coming Up Rosy — Over-Optimism on Growth Rates is Rampant — and the Estimates
Help to Buoy the Market’s Valuation,” Wall Street Journal, (January 27, 2003), p. Cl.
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Yes. Page 2 of Exhibit JRW-14 provides a recent article published in the Wall
Street Jowrnal that discusses the upward bias in analysts’ EPS growth rate

forecasts.

ARE ANALYSTS’ EPS GROWTH RATE FORECASTS LIKEWISE
UPWARDLY BIASED FOR ELECTRIC UTILITY COMPANIES?

Yes. To evaluate whether analysts’ EPS growth rate forecasts are upwardly
biased for electric utility companies, I conducted a study similar to the one
described above using a group of electric utility companies. The results are
shown on page 3 of Exhibit JRW-14. The projéctcd EPS growth rates have
declined from about six percent in the 1990s to about five percent in the
2000s. As shown, the achieved EPS growth rates have been volatile. Overall,
the upward bias in EPS growth rate projections is not as pronounced for
electric utility companies it is for all companies. Over the entire period, the
average quarterly 3-5 year projected and actual EPS growth rates are 4.59%
and 2.90%, respectively. These results are consistent w1th the results for
companies in general -- analysts’ projected EPS growth rate forecasts are

upwardly-biased for utility companies.

ARE VALUE LINE’S GROWTH RATE FORECASTS SIMILARILY
UPWARDLY BIASED?
Yes. Value Line has a decidedly positive bias to its earnings growth rate

forecasts as well. To assess Falue Line’s earnings growth rate forecasts, I used
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the Value Line Investment Analyzer. The results are summarized on page 4 of
Exhibit JRW-14. [ initially filtered the database and found that Value Line has
3-5 year EPS growth rate forecasts for 2,619 firms. As shown in Panel A, The
average projected EPS growth rate was 13.28%. This is high given that the
average historical EPS growth rate in the U.S. is about 7%. A major factor
seems to be that Value Line only predicts negative EPS growth for 123
companies. This is less than five percent of the companies covered by Value
Line. Given the ups and downs of corporate earnings, this is unreasonable.

To put this figure in perspective, I screened the Value Line companies to
see what percent of companies covered by Value Line had experienced negative
EPS growth rates over the past five years. As shown in Panel B, Value Line
reported a five-year historic growth rate for 2,281 companies and the average 5-
year historic growth rate was 14.12%. Value Line reported negative historic
growth for 421 firms, which represent 18.46% of these companies.

These results indicate that Value Line’s EPS forecasts are excessive and
unrealistic. It appears that the analysts at Value Line are similar to their Wall

Street brethren in that they are reluctant to forecast negative earnings growth.

PLEASE DISCUSS THE ISSUE INVOLVING DR. AVERA’S
SUSTAINABLE GROWTH ANALYSIS.

Dr. Avera’s sustainable growth rate analysis, as found in Exhibit WEA-7 for
the utility proxy group, indicates an average growth rate for the group of 5.7%

(column F of WEA-3). The primary error with his approach is that his

74



10

11

12

13

14

15

16

17

18

i9

20

21

22

23

003262

sustainable growth rate figure of 5.7% is higher than the average Value Line’s
projected BVPS growth rate, which is only 4.9% (see page 5 of Exhibit JRW-
14). This suggests that his methodology is flawed, in that it produces higher
sustainable growth rates (using Value Line data) than the sustainable growth

that Value Line actually is forecasting.

PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. AVERA’S DCF
GROWTH RATE.

A Dr. Avera’s DCF equity cost rate is overstated because he has relied so
heavily on the upwardly biased EPS growth rate forecasts of Wall Street analysts
and Value Line. In addition, his sustainable growth rate methodology is flawed,
since it produces higher sustainable growth rates (using Value Line data) than

the sustainable growth that Value Line actually is forecasting.

CAPM Analysis

PLEASE DISCUSS DR. AVERA’S CAPM.
On pages 56 to 61 and Exhibits WEA-11 and WEA-12, Dr. Avera applies the

CAPM method to his utility and non-utility proxy groups. His results are

summarized in Panel C of Exhibit JRW-12.

WHAT ARE THE ERRORS IN DR. AVERA’S CAPM ANALYSIS?

There are two flaws with Dr. Avera’s CAPM analysis: (1) his use of the non-
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utility proxy group; and (2) his equity risk premium of 10.0%.

PLEASE DISCUSS DR. AVERA’S NON-UTILITY PROXY GROUP.

As noted above, Dr. Avera’s non-utility proxy group is not an appropriate group
to estimate an equity cost rate for FP&L. In the application of the CAPM, the
average beta for the non-utihty group (0.83) is somewhat above that of the

average for the utility proxy group (0.73).

PLEASE REVIEW DR. AVERA'S EQUITY OR MARKET RISK
PREMIUM IN HIS CAPM APPROACH.

The primary problem with Dr. Avera's CAPM analysis is the size of the market
or equity risk premium. Dr. Avera develops an expected market risk premium of
10.0% by: (1) applying the DCF model to the S&P 500 to get an expected
market refurn; and (2) subtracting the risk-free rate of interest. Dr. Avera’s
estimated market return of 13.2% for the S&P 500 equals the sum of the
dividend yield of 3.4% and expected EPS growth rate of 9.6%. The expected
EPS growth rate is the average of the expected EPS growth rates from IBES,
First Call, Zacks, and Value Line. The primary error in this approach is his
expected DCF growth rate. As previously discussed, the expected EPS
growth rates of Wall Street analysts and Palue Line are upwardly biased.
Therefore, as explained below, this produces an overstated expected market

return and equity risk premium.
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BEYOND YOUR PREVIOUS DISCUSSION OF THE UPWARD BIAS
IN WALL STREET ANALYSTS’ AND VALUE LINE’S EPS GROWTH
RATE FORECASTS, WHAT OTHER EVIDENCE CAN YOU
PROVIDE THAT THE DR. AVERA’S S&P 500 GROWTH RATE IS
EXCESSIVE?

A long-term EPS growth rate of 9.6% is inconsistent with economic and
earnings growth in the U.S. The long-term economic and earnings growth
rate in the U.S. has been only about 7%. I have performed a study of the
growth in nominal GDP, S&P 500 stock price appreciation, and S&P 500 EPS
and DPS growth since 1960. The results are provided on page 1 of Exhibit
JRW-15, and a summary is given in the table below.

GDP, S&P 500 Stock Price, EPS, and DPS Growth
1960-Present

Nominal GDP 7.20%
S&P 500 Stock Price Appreciation 5.88%
S&P 500 EPS 6.56% N
S&P 500 DPS 5.68% 1
Average 6.33%

These results offer compelling evidence that a long-run growth rate of in the
6%-7% 1s appropriate for companies in the U.S. By comparison, Dr. Avera’s
long-run growth rate projection of 9.6% 1s clearly not realistic. These
estimates suggest that companies in the U.S. would be expected to: (1)
increase their growth rate of EPS by 50% in the future and (2) maintain that

growth indefinitely in an economy that is expected to grow at about one half
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his projected growth rates. Such a scenario is not economically feasible or

reasonable.

PLEASE PROVIDE A SUMMARY ASSESSMENT OF DR. AVERA’S
EQUITY RISK PREMIUM OF 10.0% DERIVED USING AN
EXPECTED MARKET RETURN OF 13.2%.

Dr. Avera’s equity risk premium derived from an expected market return of
13.2% is inflated and does not reflect current market fundamentals or
prospective economic and earnings growth. As previously discussed, at the
present time stock prices (relative to earnings and dividends) are high while
interest rates are low. Major stock market upswings that produce above
average returns tend to occur when stock prices are low and interest rates are
high. Thus, current market conditions do not suggest above-average expected
market return. Consistent with this observation, the financial forecasters in the
Federal Reserve Bank of Philadelphia survey expect a market return of 6.80%
over the next ten years. In addition, the CFO Magazine — Duke University
Survey of over 500 CFOs published in June of 2009 shows an expected return

on the S&P 500 of 7.31% over the next ten years.

TO CONCLUDE THIS DISCUSSION, PLEASE SUMMARIZE DR.
AVERA’S MARKET RISK PREMIUM AND CAPM RESULTS IN
LIGHT OF THE EVIDENCE ON RISK PREMIUMS IN TODAY’S

MARKETS.
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Dr. Avera’s market risk premium of 10.0% is well in excess of the equity risk
premium estimates discovered in recent academic studies by leading finance
scholars and is especially out of touch with the real world of finance.
Investment banks, consulting firms, and CFOs use the equity risk premium
concept every day in making financing, investment, and valuation decisions.
The results of studies and surveys from the real world of finance indicate an
equity risk premium in the 4% to 5% percent range and not in the 10% percent

range.

Expected Earnings Approach

PLEASE DISCUSS DR. AVERA'S EXPECTED EARNINGS
ANALYSIS.

In pages 61-63 of his testimony and Exhibit WEA-13, Dr. Avera estimates an
equity cost rate of 11.7% for the Company employing an approach he calls the
Expected Earnings (“EE”) approach. His methodology simply involves using
the expected ROE for the companies in his utility proxy group as estimated by
Value Line. This approach is fundamentally flawed for several reasons. First,
these results include the profits associated with the unregulated operations of
the utility proxy group. As previously noted, the unregulated operations are
significant for several of the utility proxy companies. More importantly, since
Dr. Avera has not evaluated the market-to-book ratios fér these companies, he

cannot indicate whether the past and projected returns on common equity are
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above or below investors' requirements. These returns on common equity are

excessive if the market-to-book ratios for these companies are above 1.0.
Flotation Costs

PLEASE DISCUSS DR. AVERA’S ADJUSTMENT FOR FLOTATION
COSTS.

Dr. Avera claims that an upward adjustment to the equity cost rate is
necessary for flotation costs. This adjustment factor is erroneous for several
reasons. First, the Company has not identified any actual flotation costs for
the Company. Therefore, the Company is requesting annual revenues in the
form of a higher return on equity for flotation costs that have not been
identified. Second, it is commonly argued that a flotation cost adjustment
(such as that used by the Company) is necessary to prevent the dilution of the
existing shareholders. In this case, a flotation cost adjustment is justified by
reference to bonds and the manner in which issuance costs are recovered by
including .the amortization of bond flotation costs in annual financing costs.
However, this is incorrect for several reasons:

(1) If an equity flotation cost adjustment is similar to a debt flotation cost
adjustment, the fact that the market-to-book ratios for electric utility
companies are over 1.3X actually suggests that there should be a flotation cost
reduction (and not increase) to the equity cost rate. This is because when (a) a

bond is issued at a price in excess of face or book value, and (b) the difference
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between market price and the book value is greater than the flotation or
issuance costs, the cost of that debt is lower than the coupon rate of the debt.
The amount by which market values of electric utility companies are in excess
of book values is much greater than flotation costs. Hence, if common stock
flotation costs were exactly like bond flotation costs, and one was making an
explicit flotation cost adjustment to the cost of common equity, the adjustment
would be downward,

(2) If a flotation cost adjustment is needed to prevent dilution of existing
stockholders’ investment, then the reduction of the book value of stockholder
investment associated with flotation costs can occur only when a company’s
stock is selling at a market price at/or below its book value. As noted above,
electric utility companies are selling at market prices well in excess of book

value. Hence, when new shares are sold, existing shareholders realize an

increase in the book value per share of their investment, not a decrease;

(3) Flotation costs consist primarily of the underwriting spread or fee and not
out-of-pocket expenses. On a per share basis, the underwriting spread is the
difference between the price the investment banker receives from investors
and the price the investment banker pays to the company. Hence, these are
not expenses that must be recovered through the regulatory process.
Furthermore, the underwriting spread is known to the investors who are
buying the new issue of stock, who are well aware of the difference between
the price they are paying to buy the stock and the price that the Company is

receiving. The offering price which they pay is what matters when investors
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decide to buy a stock based on its expected return and risk prospects.
Therefore, the company is not entitled to an adjustment to the allowed retumn
to account for those costs; and

(4) Flotation costs, in the form of the underwriting spread, are a form of a
transaction cost in the market. They represent the difference between the
price paid by investors and the amount received by the issuing company.
Whereas the Company believes that it should be compensated for these
transactions costs, they have not accounted for other market transaction costs
in determining a cost of equity for the Company. Most notably, brokerage fees
that investors pay when they buy shares in the open market are another market
transaction cost. Brokerage fees increase the effective stock price paid by
investors to buy shares. If the Company had included these brokerage fees or
transaction costs in their DCF analysis, the higher effective stock prices paid
for stocks would lead to lower dividend yields and equity cost rates. This

would result in a downward adjustment to their DCF equity cost rate.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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BY MR. McGLCTHLIN:

Q. Dr. Woolridge, would you please summarize your
testimony for the record.

CHAIRMAN CARTER: Dr. Woolridge, before you
begin, were you here when 1 described the‘timing lights?

THE WITNESS: Yes. I'm aware of the timing
lights.

CHAIRMAN CARTER: Okay. Yes, sir. Thank you.
BY MR. McGLOTHLIN:

Q. Please summarize your testimony.

A, Okay. 1In the area of cost of capital there's
two primary issues, the capital structure and the equity
cost rate.

On the capital structure, the company's
pesition is to have a projected capital structure which
has a common equity ratio of 59.62 percent. Now they
claim this number is actually 55.76 percent, but that
includes $950 million of imputed debt. I have used the
average of the 2009, 2010 capitalizations and it
includes a common equity ratio of 54.45 percent, and
this is based on the projected balance sheets of the
company.

A major fact that I emphasize, that the
company's projected capital structure includes a common

equity ratio that is well above the common equity ratio
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of FPL Group and also well above the common equity ratio
of the electric utility industfy. FPL's average common
equity ratio is in the 43 percent range. The average
commen requity ratio of my electric proxy group is about
40 percent, and the average common equity ratio of

Dr. Avera's group is about 47 percent. Therefore, my
capital structure includes a common equity ratic which
is much more in line with the industry and with my
common —-- with my proxy group. The fact is that FP&L's
common eguity ratio is extremely high by industry
standards.

Now on the equity cost rate, Dr. Avera's
estimated an equity cost rate between 12 and 13 percent.
I've estimated an equity cost rate of 9.5 percent.

We've both used a discounted cash flow and Capital Asset
Pricing Model approaches.

As I see it, there's three big issues. Issue
number one is the DCF growth rate. Dr. Avera has used
the projected earnings per share growth rate of Wall
Street analysts as his sole indicator of projected
growth. I've used various measures of growth, some
historic, but primarily projected growth and earnings,
dividends, book value and the like., As I show in
studies in my testimony, it's well known that the

projected earnings per share growth rates of Wall Street
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analysts are overly optimistic and upwardly biased.

Particularly with respect to these forecasts,
I have shown that on average they project growth for
companies to be over three to five years to be in the
15 percent or so area, and companies actually achieved
growth rates of about 6 to 7 percent. So as a result
investors would understand this and know that the Wall
Street analysts tend to overly, overly -- to
overemphasize or overestimate the growth rates that
companies are actually going to achieve.

The second particular issue deals with the
Capital Asset Pricing Model and specifically the equity
risk premium. Dr. Avera uses an equity risk premium of
10 percent. That is bhased on one study that he has
performed. I've used an equity risk premium of 4.5
percent, which is based on 30 studies wﬁich use historic
approaches to the equity risk premium, it uses
forecasts, I mean, surveys of CFOs and others who make
procjections into the future. It also includes studies
of the equity risk premium by leading scholars.

In the end, Dr. Avera's equity risk premium is
tied to again analysts' earnings per share growth rate
forecast, and as a result the equity risk premium he
uses, which is 10 percent, is upwardly biased and tco

high. As a reality test on this, 1 compare, show that
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historically the GDP in the U.S. has grown 6 to
7 percent, and so have corporate earnings. They don't
grow at the 9 or 10 percent levels that he estimates.

The third big issue is the riskiness of
Florida Power & Light. Dr. Avera makes various
comparisons between his proxy group and Florida Power &
Light. But in fact this is to -- the comparisons are
made to FPL Group, not to Florida Power & Light. The
bond ratings and that sort of thing for Florida Power &
Light are a function of the financial profile of FPL
Group. Remember, FPIL Group has a common equity ratio in
the range of 43 percent, not in the range of 59 percent
which the company has proposed in this case.

MR. McGLOTHLIN: Does that complete your
summary”?

THE WITNESS: Yes.

MR. McGLOTHLIN: We tender the witness.

CHAIRMAN CARTER: Outstanding, Dr. Wooclridge.
And I'm not going to mess with you like T did last time
about, you know, University, Penn State University and
Florida State University. ©So we'll talk about that
during the break.

THE WITNESS: Ckay.

CHAIRMAN CARTER: Okay. Mr. Wiseman.

MR. WISEMAN: No questions.
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CHATIRMAN CARTER: Ms. Bradley.
MS. BRADLEY: No guestions.
CHAIRMAN CARTER: Mr. Moyle.
MR. MOYLE: Just a couple of brief questions.
CHAIRMAN CARTER: You're recognized, sir,
CROSS EXAMINATION
BY MR. MOYLE:
Q. Now you're suggesting a 10 percent ROE; is

that right?

A. 9.5.
Q. I'm sorry. 9.5. Now people say that that may
not, that may hinder access to capital markets. How do

you address that point?

A, No, I don't see the way that would. I mean,
obviously capital markets have changed over the last
five or six months. If you look at my testimony, I
provide evidence that yield spreads have come down
significantly. If you look at projected growth rates,
they've come down. So capital costs have declined from,
say, five or six months ago.

Q. So in your professional opinion you don't
think a 9.5 ROE will, will detrimentally or materially
impact FPL's ability to access capital?

MR. ANDERSON: Chairman Carter, we'd like,

we'd like to object to this. This is obviously friendly
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avoid and we object strenuously. Thank you.

CHAIRMAN CARTER: Mr. Moyle, to the objection.

MR. MOYLE: - I think I've been pretty good
about not engaging in a wide breadth of friendly
cooperation. I wanted to ask him that question and one
follow-up question related to risk, so I think it's
pretty limited.

MR. ANDERSON: That does not respond to the
point that it's friendly cross and it's not proper.

CHAIRMAN CARTER: Ms. Brubaker, good morning.

MS. BRUBAKER: Good morning, Chairman. My
understanding of where we've tried to focus in order to
avoid friendly cross is to have.the questioner identify
what point he's seeking clarification on or where his
interests are adverse to the witness's, and perhaps
Mr. Moyle could, could inform us of that.

CHAIRMAN CARTER: Mr. Moyle.

MR. MOYLE: Well, I mean, the pcoint of
clarification is with respect to understanding better
and making sure the record is developed with respect to
the divergence of views on ROE and how they impact
access to the capital markets. That was ﬁhe point of
clarification that I was trying to get at. And the

other one I want to try to get at is the idea cf risk
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and how it relates to ROE.

MS. BRUBAKER: Mr. Chairman, with -that
suggestion, I suppose my next gquestion would be to FPL
as the objector to see if they can point out where that
information is spelled out in the testimony.

CHAIRMAN CARTER: I'm going to short-circuit
the process. Let's move on. Go ahead, Mr. Moyle.

BY MR. MOYLE:

Q. Ckay. Again, I just want to understand with
respect to the point about access to capital, it's your
professional belief in your, as a professor at Penn
State that you don't think that a 9.5 will materially
hinder access to capital?

A. No. And part of that deals with the risk
profile of Florida Power & Light as well.

Q. Okay. The question I wanted to ask you about
risk, are you aware that in this case that FPL is
proposing more recovery through adjustments and clauses
as compared to the status quo, like the GBRA?

MR. ANDERSON: Same objection. Same
objection, Chairman Carter.

CHATRMAN CARTER: WMr. Moyle, tc the objection.

MR. MOYLE: Well, it's the second point I want
to have clarified with respect to the risk profile.

CHAIRMAN CARTER: I1'11 give you leeway, but
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tread lightly. Okay?
BY MR. MOYLE:

Q. Sir, if you can answer the guesticn.

CHAIRMAN CARTER: I'm not going to rule on the
objection at this time, Mr. Anderson.

THE WITNESS: Yes. I'm aware that they've
proposed a number of adjustment mechanisms which would
serve obviously, all else equal, tc lower their risk
profile.

BY MR. MOYLE:

Q. And to the extent the risk profile was
lowered, would that argue for a lower ROE in your
professional opinion?

A. Yes., I mean, in my testimony I highlight, I
believe, that Florida Power & Light is, the risk profile
of Flerida Power & Light is low relative to other
electric utilities.

MR. MOYLE: Okay. Thank you, Mr. Chairman.
That's all I have.

CHAIRMAN CARTER: Thank you, Mr. Moyle.

Mr. Wright.

MR. WRIGHT: I'm going to try one bottom line
clarifying question.

CHAIRMAN CARTER: Okay. Let's see.

CROSS EXAMINATION
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BY MR. WRIGHT:

Q. Good morning, Dr. Woolridge.
A. Good meorning.
Q. You testify extensively about return on

equity, adequacy of return on equity and capital
structure. I want to just bring it all down to one
question. My clients, like everybody, are concerned
about FPL's ability to provide safe, adequate, reliable
service at the lowest possible cost.

My question is if the Commission adopts your
recommendations on ROE and capital structure, do you
have an opinion as to whether that will adversely affect
FPL's ability to provide safe, adequate, reliable
service at the lowest possible cost?

MR. ANDERSON: Chairman Carter, please pardon
me, but this question has Jjust been asked by Mr. Moyle.
It's additional friendly cross—examination. We've made
every effort, we've skipped cross of a witness, we've
truncated our lines of examination of other people, and
this type of just asking so-called clarifying questions
of witnesses who one is aligned with 1s the heart and
soul of friendly cross, which we don't practice here.

CHAIRMAN CARTER: Mr. Wright, to the
objection.

MR. WRIGHT: Mr. Chairman, it 1s one
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clarifying question as to the bottom line impact of his
testimony.

CHAIRMAN CARTER: Ms. Brubaker, let's try
again.

MS. BRUBAKER: To quote Ms. Helton, I'm a
little bit struggling with this one. Mr. Wright's
guestions asked about safe, adequate service.

Mr. Moyle's, if I remember correctly, were talking about
FPL's ability to attract capital. Nevertheless, they do
seem largely aligned in nature. I'm --

CHAIRMAN CARTER: Can you tighten it up, Mr.
Wright?

MR. WRIGHT: Mr. Chairman, I'm not sure I can
make it any tighter than I did. TI really was just
trying to, to find out, ask the witness does he have an
opinion on the body of his testimony and recommendations
as it relates to the fundamental obligation of FPL to
provide safe, adequate, reliable service.

MR. ANDERSON: Same objection. This party has
adopted the position of OPC on all cost of capital
issues. It's precisely what we should not be getting
into.

CHAIRMAN CARTER: Objection sustained.

MR. WRIGHT: That's all I had. Thank you, Mr.

Chairman.
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CHAIRMAN CARTER: Okay. Let me see here.
Where are my notes? You know the one thing, when my
writing gets cold, it's hard to read.

Ms. Perdue?

MS. PERDUE: Just a few questions, Mr. Chair.

CHAIRMAN CARTER: You're recognized.

CROSS EXAMINATION

BY MS. PERDUE:

Q. Good morning, Dr. Woolridge. Have you
assessed how the magnitude ¢of FPL's proposed capital
expenditures compare to other businesses in the State of
Florida®?

A. No, I have not.

Q. Would you agree with me that FPL is one of the
largest if not the largest private sector investor in

infrastructure in the State of Floridaz

A. Yes.

Q. Doesn’'t that investment mean jobs to more
Floridians?

A. I would -- yes.

Q. And doesn't that alsc mean investment in

Florida's economy?
A, It would be a factor that supports the
economy, vyes.

Q. Turning to your direct testimony on Page 28,
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Lines 17 through 21, you discuss perceived risk and how
risk plays in an investor's decision. Do you recall
that testimony or know where I'm referring?

A. Yes.

Q. Would you agree with me that when an investor
is contemplating making an investment in a regulated
entity, that part of their risk evaluaticn is the
regulatory environment in which that entity operates?

A, Yes.

Q. And then my last line of gquestioning,
beginning on Page 77 of your testimony and going through
the top of Page 78, really all of Page 77, you discuss
and provide results of a study that you performed of the
growth in nominal GDP S&P 500 stock price appreciation
and S&P 500 EPS and DPS growth since 1960. Do you

recall that study and are you familiar with the area I'm

referring?
A. Yes.
Q. And on Page 77, Lines 15 through 17 -- or, I'm

sorry, 15 and 16, you state that the results offer
compelling evidence that a long-run growth rate of in
the 6 percent toc 7 percent -- I guess you mean range —--
is appropriate for companies in the U.S. Is that an
accurate depiction of your results?

A, Yes.
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Q. Does that study that you have referred to that
you completed, does that include both regulated and
nonregulated companies?

A. Yes.

Q. And are you suggesting then that the growth
projection in economic growth and earnings growth for
companies should fall into that average range regarvdless
of a company's performance in other areas, such as
above-average reliability, above-average customer
service or other performance factors in which that
company would be above average?

A, No. This is just the average for the S&P 500.
It's 500 companies which includes some utilities. Some
companies are going to grow faster than that, some
companies are going to grow slower than that. The S&P
500 is probably the best known index for things like
earnings and returns, that sort of thing. So it
includes companies that are growing faster and slower.
But part of the study focused con the fact that
historically the GDP in the U.S. has grown about 6 or 7
percent, and that's slowing by the way, and earnings
have too.

Q. But you did say though that companies that
perform better are able to grow at faster rates; is that

correct?
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A, Yes. But in each case we're looking at the
market and all, the market is the S&P 500, what is the
average for the overall market? It's 6 to 7 percent.

- Q. So that was all you were trying to show the
Commission was that was the average of the market?

A. Yes.

Q. Okay. Thank you.

MS, PERDUE: That's the only questions I have.
CHAIRMAN CARTER: Thank you.
Mr. Anderson.
MR. ANDERSOM: Thank you, Chairman Carter.
Good morning, Commissioners,

CROSS EXAMINATION

BY MR. ANDERSON:

Q. Good morning, Dr. Woolridge.
A. Good morning.
Q. Your position is that the amount of eguity

approved for FPL's capital structure should be based on
projected capitalizations per the company's books, which
are the figures that investors would have access to and
use; 1is that right?
A. Well, yes, figures that investors would see.
Q. Your position is that FPL is asking the
Commission to include more dollars in common eguity in

its requested capital structure than the company
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actually projects investing; is that right?
A, Noe. I don't understand that question.
Q. What I'd like you to do, please, 1s turn to

Page 16 of your testimony, Lines 18 to 20.

A, QOkay.
Q. Are you there?
A, Yes.

Q. At Line 18 you state, "Third, the Company's
recommended capital structure includes more common
equity than is projected for the Company." That's what
you testified; correct?

A, Well, it includes the 400 -- 950 million. of
imputed debt.

Q. Let's get to the bottom of the issue about
who's proposing what in terms of common equity
investment.

And what I like to do is distribute an
exhibit.

CHAIRMAN CARTER: Do you need a number,
Mr. Anderson?

MR. ANDERSON: Yes, please, Chairman Carter.
I believe we're at Exhibit --

CHAIRMAN CARTER: 457, Commissiocners.

MR. ANDERSON: Yes, sir.

CHAIRMAN CARTER: Number 457. Short title.
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MR. ANDERSCON: Woclridge Cross-Marked
Exhibits.

{(Exhibit 457 marked for identification.}

CHATIRMAN CARTER: Ckay.

MR. ANDERSON: And to be clear, what I've done
is taken Dr. Woolridge's exhibits, I've done a little
highlighting, a little line numbering, Jjust so we can
all follow along a little more easily.

CHATRMAN CARTER: You may proceed.

MR. ANDERSON: Thank you.

BY MR. ANDERSON:

Q. Please turn in this cross-marked exhibit so we
can all follow alcng to JRW-5, Page 2 of 3. Do you have
that?

A. Yes.

Q. This is Exhibit 212 in staff's premarked list.
Please look at Panel G; do you see that?

A. Yes.

Q. It says, "OPC Recommended Capital Structure
for FP&L"; right?

A. Yes.

Q. That's your recommended capital structure in
this case; right?

A, Yes.

Q. If I understand this correctly, and I'm
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looking at your source notes underneath that table, you
have taken from MFR D-2 the beginning and ending
capitalization and you averaged those for short-term
debt, long-term debt and common egquity, - and that's
what's shown in your exhibit; right?

A. Yes.

Q. Can you tell me where the cther numbers for
customer deposits, deferred income taxes, investmeéent tax
credits in your recommended capital structure came from?

A, They came from the figures -- the per book,
the book figures that -- I'll have to check. They
were --—

Q. Go ahead.

A. -— work papers from MFR D-2, I believe.

Q. I think they're D-1A. Why don't you just flip
back to this marked exhibit where it's highlighted
Schedule D-1A,

A. Yes.

Q. And you see the number, customer deposits

626,383,0007

A, Yes.

Q. That's where that came from; right?

A. Yes.

Q. Same column, company total per books for

deferred income taxes; right?
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A. Yes.

Q. Investment tax credits; right?

A, Yes.

Q. And your use of the company per books

information from D-1A, which we just talked about,
that's consistent with the position you expressed that
we should, that your recommendaticns are based cn
projected capitalizations per books; right?

A. Yes. And -- yes.

Q. Then you inserted your recommendations for
short-term debt, long-term debt and common equity, and

you used MFR D-2 for that, according to your Panel F;

right?
A. Yes.
Q. And just so we can all follow along, we're

locking at Panel G, OPC's Recommended Capital Structure.
You can see that short-term debt number, 629,647. 1 put
a little number seven next to it. You can look up above
there in Panel F, and that's where he took the 629,647
from, and then just down the line the number seven just
for our purposes here denotes that they all came from
that table above, which were the, derived in the way the
witness just said. Is that a fair recapitulation, sir?
A, Yes.

MR. ANDERSON: At this point I'd like to ask
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one of my colleagues to assist me, and taking into
account Mr. McGlothlin's observation that it was
difficult to see the easel, 1'm handing out a worksheet,
and this went back to second grade thinking for me. It
really helped my thinking in understanding this. That
we can kind of follow along, we're just going to £ill in
three numbers together, I request, we'll show 1t on the
easel, and I think that will help here.

CHAIRMAN CARTER: You notice Mr. Anderson
looked at me when he said second grade, you know. 1
don't know what he's trying to say.

MR. ANDERSON: Well, Chairman Carter, I've
taken to heart, you know, you made a ccmment some time
ago about we need to express ourselves so our customers
in Pompano Beach, everyone can understand. So we're
just —— I'm right there with you and trying to do just
that.

CHATRMAN CARTER: Okay. Mr. Anderson, you may
proceed.

MR. ANDERSON: And I like Pompano Beach.

CHAIRMAN CARTER: 1It's a great city, isn't it?

MR. ANDERSON: Yes, sir.

CHAIRMAN CARTER: There you go. My aunt still

lives there, by the way, my Aunt Geneva.
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BY MR, ANDERSON:

Q. And we've written up here on top just a label,
"FPL and OPC Recommended Common Eguity." ‘And I'1l turn
to you, Dr. Woolridge. Let's look at the actual dollars
of equity that CPC is recommending that the Commission
include in FPL's capital structure in this case. So
we're all foilowing aleng, it would be Panel G of JRW-5;
right?

A, Yes.

Q. And that number is, and I'll ask my colleague
to write right next to -- and anybody who wants to
fellow along -- OPC's recommended common equity, it's
9,103,999,000. And for our table we left out the zeros
because they're up at the top. So 9,103,929. That's
your proposed common equity figure; right?

A. Yes.

Q. Okay. Just above that line, let's all write
FPL's recommended common equity figure. And what I'1ll
ask that Dr. Woolridge and all of us do is turn back to
that schedule which is in the marked Woolridge exhibits,
the D-1A. Do ycu have that, Dr. Woolridge?

A, Yes. Yes.

Q. Thanks. And lcoking at Line 4, common equity,
company total per bocks, that's where the number FPL is

proposing; right?
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A, Yes.

Q. Nine -- yeah. 9,188,265. So if we all write
that on the line next to FPL's reccmmended common
equity, 9,188,265. And so so far we've written the two
numbers laying cut your recommended common equity for
OPC and FPL's; right?

A. Yes.

Q. Okay. And if we just subtract and find the
difference, woﬁld you agree, subject to check, and
please feel free to check, the difference is
$84,266,000. So it's 84,266 for this.

A, Yes. I'd agree.

Q. S0 that's the absolute amount of deollar
difference between OPC's recommendation fof capital and
FPL's recommendation for capital. And sometimes it's
helpful to express things as a percentage; you'd agree?

A. Yes.

Q. And if you divide that $84,266,000 difference
we just talked ébout by FPL's projection or request,
9,188,265,000, that computes out to a, subject to check,
.00817 percent difference.

A, Yes, I agree.

Q. So there is a less than 1 percent difference
petween OPC's recommended equity dollars and FPL's

recommended equity dollars; right?
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A, Yes,

MR. ANDERSON: And just for housekeeping
purposes, Chairman Carter, recognizing that again we
wrote it on the easel and we've all kind of handwritten,
this just puts the same information in exactly the same

kind of format we talked about so we have it for the

record.

CHAIRMAN CARTER: This is 4587

MR. ANDERSON: Yes, sir.

CHAIRMAN CARTER: Commissioners, 458 for your
notes.

And the short title, Mr. Anderson?

MR. ANDERSON: FPFL and OPC Equity Dollars
Difference.

(Exhibit 458 marked for identification.)

CHAIRMAN CARTER: Mr. Anderson, you may
proceed.

MR. ANDERSON: Thank you. I'm seeing if my
colleagues have one little handout which to close out
this line.

CHAIRMAN CARTER: Take a minute. Okay. Take
a minute.

MR. ANDERSON: Actually, I'm being unfair to
my good colleagues, because it's actually the next page

in my marked exhibit. I'm very sorry.
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CHAIRMAN CARTER: Well, let's do that then.

MR. ANDERSON: I forgot my car keys yesterday
too.

CHAIRMAN CARTER: I left my badge downstairs.
Where are we, upstairs or downstairs?

COMMISSIONER EDGAR: I left mine at home.

CHBAIRMAN CARTER: One of those days. ©Oh, no.
It's geing to be -- well, let's hope it's not going to
be one of those days, guys and dolls.
BY MR. ANDERSON:

Q. Okay. And to move on now. Isn't it true, Dr.
Woolridge, that what accounts for even that less than
1 percent difference in the dollars of equity proposed
by OPC and FPL is the fact that your Exhibit JRW-5,
Panel F, used a two-point average beginning and ending
balance and FPL's D-1A, which was the source of the FPL
number, used a 13-month average, which is what we do for
MFRs here? Do you know that?

A, Yes, I de. And so that coulid account for a
small difference. I used the year-end figures, which is
pretty common.

Q. Okay. But then looking at the MFR
D-2 exhibit, Exhibit AP-12, Page 1 of 1, you can see
where Mr. Avera computed the equity, we see the yellow

line and we see the starting number and, and ending
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number and all the in-between numbers; right?

A. Yes.

Q. And when all those numbers are averaged
together, you get the 13-month average, which we put up

on the board, the FPL recommended number 9, 188,265;

right?
A, Yes.
Q. So 1f we corrected your number, respecting you

just did a two-point average, but instead we use the 13
months, the dollar amount is the same between the two
equity numbers; right?

A. Yes. And the averages -- I mean, you know, 1if
you read my testimony in here, I focus on the
percentages, as you did here. If you look at the
percentages here, the average percent of equity is
55 percent, which is pretty close to my 54 percent,
54.76 percent.

Q. And one of the reasons for kind of having this
conversatiocn, Dr. Woolridge, is in the case people talk
about a lot of different percentages and things, but
when we talk about debt equity ratios and percentage of
equity to debt, we're talking here about the numerator
in all those different fractions, right, the amount of
equity?

A. Yes. But, I mean, if you go back to my
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testimony on Page 16, it focuses on percentages,.
Q. My -- I understand --
A, And the entire diséussion ==
MR. McGLOTHLIN: Excuse me. Let him finish
his answer.
THE WITNESS: The entire discussion I have on
Page 16 is not the dollar amount, it's the percentage
amount.
BY MR. ANDERSON:

Q. Rates are set on dollar amounts and the
purpose of the proceeding is to set how much money is
charged for service; isn't that right?

A. And my discussion is about the percentages and
where they fall relative to other standards, including

electric utilities.

Q. Is the answer to my guestion yes?
A. Yes.
Q. Thank you. We'll move on to another topic.

MR. ANDERSON: Chairman Carter, we're
distributing courtesy copies of a document. We don't
need to mark this, but it's just a little easier again
to ——- these are from Dr. Woolridge's exhibits.

CHAIRMAN CARTER: You may proceed.

MR. ANDERSON: Thank you.

BY MR. ANDERSON:
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Q. I want to talk about your application of the
discounted cash flow, DCF method. You adjust the
dividend yield by half of the growth rate to get the
forward-locoking dividend yield; right?

A, Yes.

Q. And that's tThe same method that Mr. Baudino
used when he testified in this case too; right?

A. I believe so.

Q. And I think you used some of the same sources
that Mr. Baudinc used for EPS growth rates, Value Line,
Zack's, and so forth; right?

A, Yeah. I believe so.

Q. Your historical dividend yields are shown on
JRW-10, Page 2 of 6, which we've just handed out; right?

A, Yes.

Q. There, if we look at FPL Group, we can see its
dividend yield was 3.6 percent for the six months and
3.5 percent in July. Am I reading that right?

A, Yes.

Q. Since you averaged the six month and July,
that averaging would be a dividend yield of
3.55 percent, right in the middle; right?

A, Yes.

Q. The next page I handed out, on JRW-10, Page 4

of 6, we see the Value Line growth rates; right?
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A. Yes.

Q. For example, under FPL Group we find the
number 10 percent; right?

A. Yes.

Q. And that's the same number that Mr. Baudino
used for his Value Line table like that; right?

A. I don't know.

Q. Okay. And then under the column Return on
Equity we see 13.5 percent; right?

A, Yes.

Q. Then on Exhibit JRW-10, Page 5 of 6, wé see
that FPL Group's growth rates by Yahoo First Call,
Zack's and Reuters, they average, per your chart here,
right-hand column, 9.36 percent; right?

A. Yes.

Q. If someone says to you someone is wearing a
mask or trying to mask something, that gives the idea

that people are trying to hide something; wouldn't you

agree?
A, Yes.
Q. Okay. Let's look at your testimony, Page 3,

Lines 15 to 17, and here you're talking about imputed
debt, and you say, "In my testimony I show that the
imputed debt is unwarranted and serves to mask a very

high equity ratio."” Those are the words here; right?
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A, Yes.

Q. Then turning to Page\l6 of your testimony,
please, Lines 2 tc 3, you say FPL's, quote, "capital
structure includes $950 million of 'imputed debt.'"
Right?

A. Yes. Well, vyes.

Q. Go back to the Woolridge marked exhibkits,
Schedule D-1A. Are you there?

A. I'm sorry. Which exhibits?

Q. Thank you. It was the first set of marked
exhibits, Number 457.

CHAIRMAN CARTER: He may not have marked it,
sir. You might want to describe it to him.

MR. ANDERSON: Thank you. This would be the
ones that have the yellow markings and the pen markings.
That's why I called them marked.

THE WITNESS: Yes.

CHAIRMAN CARTER: You may proceed.

MR. ANDERSON: Okay. Thank vou.

BY MR. ANDERSON:

Q. Schedule D-12&, which shows us the cost of
capital and all these types of things, can you tell us,
can you show where FPL on this exhibit, where's the
950 millions of debt in this requested capital

structure?
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A. Well, the 950 million is what is used in
Mr. Pimentel's exhibits to see -- he has, I forget the
exhibit number he had, but he had their capital
structure, and then part of the justification process
was making this adjustment to impute debt that took the
capital structure ratio from 59 percent to 55 percent.

Q. It's true, though, that there's no listing of
imputed debt in the amount of 950 million or any amount
shown on D-1A. What FPL is actually asking is that the
Commission consider the impact of off balance sheet
obligations when evaluating the reasonableness of FPL's
requested capital structure. That's what FPL said.

It's not that we said we're listing it on our schedule;

right?
A. Right. And they used that -- I mean,
Mr. Pimentel's exhibit highlights that, where it -- and

as I, as I discuss in my testimony, it highlights the
fact that the, the common equity ratio, once you impute
that debt, is, what, 55.76 percent. So that's not
actual debt that's on the balance sheet. That's
imputed.

Q. Okay. Your position is that imputed debt is a
non-GAAP adjustment to the capital structure of the
company. It's not found in the company's financial

statements and SEC filings:; right?
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A. It's not on their books.

Q. Okay.

CHAIRMAN CARTER: Dc you need a number,
Mr. Anderson?

MR. ANDERSON: Yes, please. Yes, please, Mr.
Chairman.

CHAIRMAN CARTER: Commissioners, the next
number in our sequence will be 459, 450.

A title, Mr. Anderson?

MR. ANDERSON: Excerpt from FPL 2008 10K.

(Exhibit 459 marked for identification.)
BY MR. ANDERSON:

Q. Looking at Exhibit 459, please look at the
bottom of what's labeled as Page 59. It says, "The
accompanying notes to consolidated financial statements
are an integral part of the statements." Right?

A, Yes.

Q. Turn the page in Exhibit 459, please.

A. Yes.

o. Page 94 I've highlighted in vellow. It
states, "FPL has various agreements with several
electricity suppliers to purchase an aggregate of up to
approximately 870 megawatts of power with expiration
dates ranging from April 200% to 2012. In general, the

agreements reguire FPL to make capacity {phonetic)
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payments and supply the fuel consumed by the plants on
the contracts.” That's what's stated here; right?

A, Yes. And as I indicate, the %50 million is
not on the balance sheet.

Q. Well, let's look further down this page, Page
94, We see a disclosure in this SEC disclosure document
filed under SEC rules of a table stating that -- it says

on Page 94, "The required capacity and minimum payments

under the contracts as cof December 31, 2008." Right?
A, Yes.
Q. And the information is provided in the SEC

discleosures, investors can see it and investors can rely
cn 1it; right?
A. Yes. And as 1 said, the 850 million is not
here and it's not on the balance sheet.
I would also note, by the way, Footnote B says
"Energy payments in these contracts are recoverable
through the fuel clause." They highlight the fact that
they are recoverable.
Q. Turning to Page €3 of your testimony, Lines
11 teo 13.
MR. McGLOTHLIN: Which page number, please?
MR. ANDERSON: 63,
BY MR. ANDERSON:

Q. You state, "FPL has presumed that a risk

FLORIDA PUBLIC SERVICE COMMISSION




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

3301

facteor of 25 percent is appropriate for the Company.
However, S&P does not indicate:how the risk factor that
ranges from zero to 100 percent is determined." Right?
A. Yes.
CHAIRMAN CARTER: Do you need a ﬁumber,
Mr. Anderson?
MR. ANDERSON: I need 460, please,.
CHATRMAN CARTER: 460.
MR. ANDERSON: Yes, sir.
CHATIRMAN CARTER: Title?
MR. ANDERSON: S&P Ratings Methodology-Imputed
Debt.
CHAIRMAN CARTER: Okay. S&P Ratings
Methodology-Imputed Debt.
(Exhibit 460 marked for identification.)
You may proceed.
BY MR. ANDERSON:
Q. Please turn to Page 3 of 5 this Exhibit 460,

S&P Ratings Methodology-Imputed Debt. Do you have that?

A. Yes.
Q. Looking at the bottom of Page 3, it's
highlighted. "In cases where a regulator has

established a power cost adjustment mechanism that

" recovers all prudent PPA costs, we employ a risk factor

of 25 percent because the recovery hurdle is lower than
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it is for a utility that must litigate time and time
again its right to recover costs." Right?

A, Yes. And as I indicated, you know, there's a
lack of guidance about how they determine 25 percent.
It's their number. I cite Moody's as being another view
on this. So, I mean, again, there's no idea how they
come up with 25 percent and whether that's appropriate
here.

MR. MOYLE: Mr. Chairman?

CHAIRMAN CARTER: Mr. Moyle.

MR. MAILBOT: We alsco had a conversation I
think a couple of days ago with staff counsel about
hearsay and whether a finding of fact can be based on
hearsay. 2And I think she indicated that, that
objections did not need to be registered in her view,
and T guess Commission practice with respect to
hearsay —-

CHAIRMAN CARTER: The objection stands. The
same ruling.

MR. MOYLE: Okay.

CHAIRMAN CARTER: I didn't forget.

It would be 461. Short title?

MR. ANDERSON: S&P Report on FPL Dated
8/20/08.

{(Exhibit 461 marked for identification.)
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CHAIRMAN CARTER: You may proceed.
BY MR. ANDERSON: ”
Q. Dr. Woolridge, you agree this is the Standard
& Poor's report dated August 20, 2008, for Florida Power
& Light Company; right?
A. Yes.

Q. Turning to Page 5 of the document, under

Standard and Poor's Adjustments, do you see that, in

Table 372

A, Yes.

Q. Do you see the yellow marking Power Purchase
Agreements?

A. Yes.

Q. 1,165,000,000. Right?

A. Yes. And as I highlight, that's a non-GAAP
adjustment. And that, that's based off of their risk
factor and that sort of thing, which we really don't
know how anybody comes up with it. S&P doesn't tell you
how they come up with it. Moody's has a different
appreach.  And so, you know, maybe S&P should be here as
part of this hearing tc explain to us what they do to
impute this debt.

MR. MOYLE: And that's the polnt we cbject on

hearsay grocunds to this coming in.
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BY MR. ANDERSON:

Q. Do people look at Standard & Poor's when they
make investment decisions?

A. I think most fixed income investors would.

Q. Right. And the point is that this information
1s out there in the public for investors to consider in
making their investment decisions, this adjustment made
by S&P using their methodology; right?

A. Yes. And, again, I1'll say, you know, no one
know how it's done. 1It's kind of a black box. And if
it's a big issue, maybe S&P should come here and testify
about how they do this and get to these numbers.

Q. You've never been employed by a public company
as a chief financial officer; is that right?

A. No.

Q. Not employed in the finance function for any
public company?

A, No.

Q. Not been responsible for developing a
financing plan for any public company?

A. No., T mean, I've worked as consultants, as a
consultant to companies, but I haven't worked as a CFO.
No.

Q. You've not been responsible for Securities and

Exchange Commission reporting for any company?
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A. No.

Q. Not responsible for issuing bonds at any
company?

A. No.

Q. Issuing stock at any company?

A, No.

Q. It's FPL's executive team, not OPC, that's

responsible for raising the debt and raising eguity to
fund investments for its customers; right?
A, Yes.
Q. You've never been responsible for maintaining
a public company's rating with the rating agencies?
A, No.
Never employed by Standard & Poor's?
No.
Moody's?
Ne.

Fitch?

s P wop o

No.
MR. ANDERSON: FPL has no further questions.
Thanks.
CHAIRMAN CARTER: Thank ycu, Mr. Anderson.
Commissioners, I'm going to go to staff and
I'll come back to the bench.

Staff, you're recognized.
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MS. BENNETT: Mr. Chairman, we have one
exhibit that we would like to have marked. I guess that
would be Number 462.

CHAIRMAN CARTER: 462. Short title?

MS. BENNETT: The short title --

CHAIRMAN CARTER: Well, give it a shot.

MS. BENNETT: You know me too well. Major
Electric Rate Case Decisions.

CHATRMAN CARTER: Okay. Thank you.

(Exhibit 462 marked for identification.)

You may proceed.

BY MS. BENNETT:

Q. Mr. Wcolridge, my name is Lisa Bennett. I'm
one of the staff attorneys for the Commission. And are
you familiar with Regulatory Research Associates?

A. Yes.

Q. Would you agrée -- well, I'm going to call it
RRA for short. Would you agree RRA compiles information
on rate cases from arcound the country?

A. Yes.

Q. And referring te the exhibkit, would you agree,
subject to check, that this schedule shows the major
rate decisions rendered in 2009 for all electric
utilities followed by RRA?

A. Well, actually I think this includes decisions
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Q. Very good. Under the heading Increase
Authorized on the far right of the schedule and the
column Return on Equity, would you agree that -RRA
reported only one decision that resulted in an ROE less
than 10 percent?

A, Yes.

Q. Looking at the same column, would ycu agree
that RRA reported only three decisions that resulted in
an ROE of 11 percent or more?

A, Yes.

MS. BENNETT: That's all the guestions that
staff has. Oh.

CHAIRMAN CARTER: Hang on a second. We're

3307

all -- we're waiting on you, Ms. Bennett. We'll wait on

you.
MS. BENNETT: Thank you.
BY MS. BENNETT:
Q. I think I want to have you turn back to the

exhibit marked 461 that FPL passed cut. Do you have

that?
THE WITNESS: Mine don't have numbers on them.
MS. BENNETT: Oh, dear.
CHAIRMAN CARTER: You have to describe it to
him.
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BY MS. BENNETT:
Q. It's the S&P report for Flerida Power & Light

dated August 20th, 2008.

A, Oh, I, I do -~ okay. I do have that.

Q. Can you please turn to Page 3 of the report.
A. Yes.

Q. And would you read aloud the paragraph under

the heading Outlook?

A. The entire paragraph?

Q. Yes, please.

A, Okay. The paragraph reads, "The stable
outlook on FPL and subsidiaries reflects predictable
cash flow from FP&L, a favorable regulatory environment,
and growing service territory. The rating could be
pressured if growth in the unregulated portfolio
increases the consclidated company's business risk, the
forecast becomes more dependent on growth at FPL Energy
or the projected cash flow is insufficient to maintain
the current financial profile. Any failures to
sufficiently manage the considerable market liquidity
and operational and regulatory risks faced by the
company, especially in the merchant energy and energy
marketing and trading subsidiaries, would imperil
ratings and a stable outlook. Merger acguisitions that

do not demonstrate a commitment to credit quality could
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result in lower ratings regardless of the timing or
outcome of the transaction. An improvement in the
rating is possible if FPL can demonstrate that the
recent strong financial performance is reasonably

sustainable, even though less robust market

conditions -- even through less robust market
conditions.™
Q. And, Mr. Woolridge, would you please describe

your impressions of what S&P describes as the impact bf
FPL Group's nonregulated operations as it has on FPL's
credit quality?

A. Well, I mean, clearly they highlight the risk
factors associated with those. And that goes back to my
earlier comment that the risk assessment done by
Dr. Avera is based on FPL Group, not Florida Power &
Light. 1In fact, you go to Page 1 of this, this report,
and it says the ratings on Florida Power & Light are
based on the consolidated credit profile of parent FPL
Group.

I mean, and so the ratings are not -- the risk
comparisons that have been done here are not on Florida
Power & Light, it's on FPL Group.

MS. BENNETT: Thank you, Mr. Woolridge.

Thank you, Commissioners.

CHATRMAN CARTER: Thank you.
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Redirect?
MR. McGLOTHLIN: Yes, sir.
REDIRECT EXAMINATION
BY MR. McGLOTHLIN:
Q. Dr. Woclridge, please turn back to Page 77 of
your prefiled testimony, which is one of the pages of
testimony to which questioners referred you.
CHAIRMAN CARTER: Did you say 7 or 777
MR. McGLOTHLIN: /7.
CEAIRMAN CARTER: Thank vyou.

BY MR. McGLOTHLIN:

Q. In response to one of the questions you said
that a growth rate of 6 to 7 percent is appropriate for
companies in the United States. Do you see that
statement and remember that question and answer?

A. Yes.

Q. To put that in context, that statement is a
portion of the answer to the gquestion posed beginning at
Line 1 of that Page 77. Would you read that question to
show the Commissioners in what way you were referring to
the 6 to 7 percent?

a. The question reads, "Beyond your previous
discussion of the upward bias in Wall Street analysts'
and Value Line's EPS growth rate forecasts, what other

evidence can you provide that Dr. Avera's S&P growth
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rate 1s excessive?"

Q. So the purpose of your referende to 6 to

-7 percent was in the way of comparing your position with.

respect to Dr. Avera's growth rate expectations;
correct?

A. Yes. And I was simply highlighting the fact
that the economy in the U.S. historically has grown
about 7 -- 6 to 7 percent. So have corporate earnings.
and if you look at the numbers, these things are slowing
down.

Q. And what was Dr. Avera's long-term growth rate
projection?

A, Well, he used the, the analyst growth rate
estimate, which was for the S&P companies, of
9.6 percent.

Q. What are the implications of the assumption
that the long-term growth rate is 9.6 percent? What
would have to happen for that to be a valid assumption?

A. Well, in my opinicn, you'd have to be a
significant change in the economy in the United States.
I mean, the economy in the United States is growing now
more like at 5 percent. You know, we're not in India
where it's 8 or 10 percent. But historically the
numbers indicate that corporate earnings are going to

grow about the same rate as GDP.
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Q. And in fact in the portion <¢f your answer to
which counsel did not direct you, you identified certain
things that would have to happen for Dr. Avera's
projections to hold true, did you not?

A, Yes.

Q. Referring you to Lines 18 through 20, if you
read those parentheticals that carry over to the top of
the next page.

A. I make the point that, "These estimates
suggest that companies in the U.S. would be expected to:
(1) increase their growth rate of EPS by 50 percent in
the future and (2) maintain that growth rate
indefinitely in an economy that is expected to growth
about one half his preojected growth rates. Such a
scenario 1s not eccnomically feasible or reasonable."

Q. Now counsel for FP&L asked you several
questions that required vyou to compare the total dollars
of equity that FPL used in its presentation with the
total dollars of equity that you used for purposes of

your calculation. Do you recall that question and

answer?
A. Yes.
Q. And in the course of answering his questions,

you said that you thought it was more important to

stress percentages. And I'll ask you toc explain to the
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Commissiconers which percentages you had in mind when you '
made that answer.

A. Well, I mean, I think if you go back and read
my testimony, I'm talking about the percentages in terms
of what is the, what is the cost of capital when you
consider the percentages of capital sources as well as
the cost of those capital sources. And my indication
was, I highlighted the fact the company's common equity
ratio projected is 59.56 percent or something like that,
and it's, that ratio is much higher than actually --
than the, the common equity ratios of other electric
utilities, FPL, that sort of thing. So I focus on the
percentages.

Q. Wnhich is more important for the Commission's
purposes, a comparison of FPL's total dollars versus
your total dellars of equity or a comparison of the
percentage of equity contained in the overall capital
structure?

A. Well, in the end you use the percentages times
the cost rates to determine the cost of capital.

Q. And you also compare those percentages,

59 percent in the case of FP&L, 54 percent in the case
of your recommendation, to the corresponding percentages
of other utilities, do you not?

A. Yes.
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Q. And what is that comparison?

A. Well, the compariscon is, I mean, actually, I
mean, the comparison is, you know, they're projecting,
they're asking for 59.5. We, I mean, my number is 54.
And as it turns out, if you look at, you know, the
average comp for my electric utility group, which is
primarily large electric utilities, it's about
40 percent. For FP&L it's about 42 percent. And
actually I was looking at the staff's rate case history,
the exhibit handed out, and they have a common equity
ratio. So they report the common equity ratios here
that are approved, and you don't find anything as high
as 59.5 percent.

Q. You alsc in your testimony compare the
percentage of equity in the overall capital structure to
that which would be appropriate and warranted by a
particular company's risk profile, do you not?

A. Yes.

Q. And with respect to both the 59 percent that
is associated with FP&L's calculation and the 54 percent
equity ratio that you have used for your purposes, in
your opinion is either of those appropriate or
commensurate with the risk profile of Florida Power &
Light Company?

A. Well, I think, you know, T highlight in my
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testimony I think our recommended common equity ratio of
54 percent, 54.56, I believe, is very fair, given the
commen equity ratios of all these companies we've used
to measure the common equity cost rate. It's alsc very
fair considering in some states we would be using the
common equity ratios of the parent company, which would
be Florida Power & Light. In Ohioc they use the parent
company. I1f you did that, we would be recommending
common equity ratio in the area of 43 percent.

Q. Now taking intoc consideraticn that you've used.
54 percent, whereas other utilities are in the range of
43 tc 48 percent, what does that imply with respect to
the risk, relative risk of those twc groups of
companies, ¥P&L versus others?

A, Well, clearly cur recommendation has less
financial risk than these other companies.

Q. That being the case, what are the implications
for the use of the 54 percent or 59 percent equity ratio
on the appropriate return on equity that should be
approved for Florida Power & Light Company?

A. That's, well, 1t's one of the reasons why I
picked a number that was at the lower end of the range,
because cbviously, I mean, if you look at the, the risk
characteristics of FP&L, they're low. And you add to

that a high, relatively high common equity ratio, the
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overall risk level is at a lower level.

Q. Focusing on the FP&L reguest of 59 percent and
your use of 54 percent, what is the significance in the
case where the Commission is going to identify the
revenue reguirements to be generated and borne by
customers and the rates they pay?

MR. ANDERSON: At this point I'd like to
interpose an objection. This is again just more
restatement of the witness's direct testimony and far
beyond the scope of anything that we asked. And 1've
let a number of guestions and answers go by, thinking it
would end. It has not. Therefore, I interpose this
obiection.

CHAIRMAN CARTER: Mr. McGlothlin, to the
cbjection.

MR. McGLOTHLIN: During his questions, counéel

for FP&L tried to make the point that there's very

- little difference in FPL's position and OPC's position

by comparing the deollars of equity in their capital
structure with the dollars of equity in Dr. Woolridge's
capital structure, and concluded that the, the
difference is less than 1 percent.

I'm allowing Dr. Woolridge to describe to the
Commissioners what the real import of the difference is.

And the real import is not a compariscn of small
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percentages. The real import is the difference in
hundreds, a hundred million dollaré of revenue
requirements that FPL wants the customers to pay.

CHAIRMAN CARTER: Ms. Brubaker?

MS. BRUBAKER: WMr. Chairman, it appears to me
that this door was opened by counsel for FPL, and this
does appear to me to be a proper scope of redirect.

CHATIRMAN CARTER: Overruled.

BY MR. McGLOTHLIN:

Q. Dr. Woolridge, with respect to the impact on
revenue ;equirements that will ultimately be borne in
the rates that customers pay, what is the significance
of FPL's use of the 59 percent equity ratio and your
recommendation of the 54 percent ratio?

A, Well, I don't know the dollar amount, but it's
rather significant I know. I mean, because you're,

you're obviously using a significantly higher common

equity ratio than, than the 54 percent.

Q. During a series of questions relating to the
S&P methed of incorporating some imputed debt to
correspond with power purchase agreements, you pointed
te that language in the FP&L statement which stated that
FPL is able to recover PPA charges through a cost
recovery clause. Do you remember that question and

answer?
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A, Yes.

Q. What is the significance of FPL's ability to,
to flow purchase power agreement payments through a cost
recovery clause?

A. Well, I mean, obviously it's, it's a fairly
automatic recovery. 1 explain in my testimony it's not
like debt payments where you're given an opportunity to
earn it. Tt's a pretty direct recovery process. So
it's not -- it doesn't have the risk of some of the
other regulatory elements we deal with.

Q. You also referred to Moody's in the course of
answering a question about the PPAs. For what purpose
did you refer tc Moody's?

A, Well, they, they make the comment, and I
highlight in my testimony, if it's viewed more as an
operating expense, there's no reason for an adjustment.

Q. To be clear, when you say no reason for an
adjustment, what adjustment are you describing?

A, The imputed debt onto the, making that debt
imputation calculation.

MR. McGLOTHLIN: I have no further redirect.

CHAIRMAN CARTER: Exhibits? ©Oh, wait. Hang
on. Anything from the bench? I was on a roll there.
Sorry, Commissioners. Exhibits?

MR. McGLOTHLIN: OPC moves the prefiled
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exhikits, which I believe are 27 -- excuse me, 207
through 222.

CHATRMAN CARTER: Are there any objections?
Without objection, show it done. Hang on a second
before we go to the back pages, guys. 207 to 222. Is
that correct? Okay.

(Exhibits 207 through 222 admitted into the
record.)

Let's go to the back pages. Hang on a second.
We've got 457. Mr. Anderson.

MR. ANDERSON: FPL offers 457 into evidence.

CHAIRMAN CARTER: Are there any objections?

MR. McGLOTHLIN: ©No chjection.

CHAIRMAN CARTER: Without objection, show it

done.
(Exhibit 457 entered intoc the record.)
4587
MR. ANDERSON: FPL offers 458 into evidence.
MR. McGLOTHLIN: No objection.
CHAIRMAN CARTER: Without objection, show it
done.

(Exhibit 458 entered into the record.)
MR. BANDERSON: FPL offers 459 into evidence.
MR. McGLOTHLIN: No Objection.

CHAIRMAN CARTER: 459, without objection, show
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it done.
(Exhibit 459 entered into the record.}
MR. ANDERSON: FPL offers 460 into evidence.
MR. McGLOTHLIN: No objection from OPC.
CHAIRMAN CARTER: Without objection, show it
done.

(Exhibit 460 entered into the record.)

MR. MOYLE: Could we just -- on those points,
I mean our objection would be standing with respect to
hearsay, so I don't feel compelled to make it every --

CHAIRMAN CARTER: No. I told you that before,
Mr. Moyle.

MR. MOYLE: Just so we're on the same page.

CHAIRMAN CARTER: I remember it was from, like
last week or s, whatever, when we did that with
Ms. Helton. And I told you that your objecticn would be
preserved, so that's why I say no objection.

Okay. 46l.

MR. BNDERSON: Was 460 admitted, sir?

CHAIRMAN CARTER: Yes. Without objection.

MR. ANDERSON: Thank you. FPL offers 46l.

CHAIRMAN CARTER: When I say without
objection, obviously, Mr. Moyle, I gave you the
opportunity to preserve your objection, so that's not

indicative of your waiving your, yocur cbjections. Okay?
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MR. MOYLE: Right. I just don't want --
because T didn't object when you offered that specific
one, somebody to say, well, you waived it because you
didn't object. My understanding is we have —- we
objected during the cross contemporanecusly with the
exhibit. T just want to make sure it's preserved.

CHAIRMAN CARTER: Okay. Done.

(Exhibit 461 entered into the reccrd.)

462, staff.

MS. BENNETT: Staff moves 462 into the record.

CHATRMAN CARTER: Are there any cbjections?
Without objection, show it done.

(Exhibit 462 entered into the record.)

Let's do this. I told you I'd give you guys a
break to kind of talk a little about the calendar. It
looks like we're beginning to make some progress here.

Let me do this. Let me give you guys an
opportunity to talk, give staff an opportunity to get
adjusted, give our attorneys an opportunity to take a
break.

Commissioners, we're going to come back at --
let me do the math in my -- well, that's never a good
idea to do the math in my head.

I got this watch from -- I won't call the

store's name just in case 1t doesn't work. How about we
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come back at 20 after?

(Recess taken.)
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