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Q. 

A.  

Q. 
A.  

Q. 
A. 

DIRECT TESTIMONY OF ANDREW I. MAUREY 

P1 ease s t a t e  your name, occupation, and busi ness address. 

My name i s  Andrew L .  Maurey. I am employed by the F lo r ida  Publ ic  

Service Commission (FPSC o r  Commission) as t he  Publ ic  U t i l i t i e s  

Supervisor o f  t he  Finance and Tax Sect ion i n  t h e  D i v i s i o n  o f  Economic 

Regulat ion.  My business address i s  2540 Shumard Oak Boulevard, 

Tallahassee, F l o r i d a ,  32399-0850. 

Please summarize your educational background. 

I graduated Magna Cum Laude from F lo r ida  State Un ive rs i t y  i n  1983 w i t h  

a Bachelor o f  Science degree i n  Finance. I was e lec ted  a member o f  t he  

B e t a  Gamma Sigma honor soc ie ty .  While w i t h  the  F i r s t  Nat ional  Bank and 

T r u s t  Company o f  Naples, I completed course work f o r  and received 

American I n s t i t u t e  o f  Banking diplomas i n  Foundations o f  Banking and 

Commercial Banking. I n  1988, I received a Master o f  Business 

Admin is t ra t ion degree from F lo r ida  State Un ive rs i t y .  

Please summarize your business experience. 

A f t e r  rece iv ing  my Bachelor ’s degree i n  1983, I accepted a p o s i t i o n  as 

a c r e d i t  analyst  and commercial loan representat ive i n  the  commercial 

loan  department o f  t h e  F i r s t  Nat ional  Bank and Trus t  Company o f  Naples. 

Upon successfu l ly  completing the  hold ing company management t r a i n i n g  

program, my r e s p o n s i b i l i t i e s  included performing c r e d i t  analys is ,  loan 

review, and other  assigned du t ies  i n  the  commercial loan  department. 

In 1986, I accepted a p o s i t i o n  as a regu la to ry  analyst  w i t h  t h e  

I n  this p o s i t i o n ,  my dut ies  included Hospital Cost Containment Board. 
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Q. 
A. 

Q. 
A .  

ana lyz ing  and eva lua t ing  f i n a n c i a l  statements and opera t ing  budgets o f  

investor-owned and n o t - f o r - p r o f i t  hosp i ta l s  f o r  regu la to ry  compliance. 

Upon rece iv ing  my Master’s degree i n  1988. I accepted a regu la to ry  

ana lys t  p o s i t i o n  w i t h  t h e  F lo r i da  Pub l ic  Service Commission. My du t ies  

inc luded analyzing f i n a n c i a l  and economic market i n fo rma t ion  regarding 

t h e  cost  o f  c a p i t a l  and other f inance- re la ted  issues .  

I n  1991, I was promoted t o  Regulatory Ana lys t  Supervisor o f  the  

Finance Section. I was promoted t o  Pub l i c  U t i l i t i e s  Supervisor o f  the  

Finance Sect ion i n  1994. As p a r t  o f  t h e  agency reorgan iza t ion  i n  2000, 

I assumed r e s p o n s i b i l i t y  f o r  t h e  expanded Finance and Tax Sect ion.  I n  

my c u r r e n t  position, my primary r e s p o n s i b i l i t i e s  a re  adv is ing  the 

Commission on f i n a n c i a l  and economic matters regarding u t i l i t y  cost  o f  

c a p i t a l  and other f i nance - re la ted  issues. 

Are you a member o f  any professional  organizations? 

Yes. I am a member o f  t h e  Society o f  U t i l i t y  and Regulatory Financ ia l  

Analysts (SURFA). I am c u r r e n t l y  t h e  Vice President of SURFA and w i l l  

begin a two year te rm as President o f  t h e  o rgan iza t i on  i n  A p r i l  2002. 

I was awarded the pro fess iona l  designat ion C e r t i f i e d  Rate o f  Return , 

Analyst  (CRRA) by SURFA i n  1992. This designat ion i s  awarded based upon 

educat ion,  experience, and the successful completion o f  a w r i t t e n  

examination. 

Have you previously t e s t i f i e d  before the Commission? 

Yes. I have t e s t i f i e d  on t h e  appropr ia te  r e t u r n  on e q u i t y  as well as 

o ther  cos t  o f  c a p i t a l  r e l a t e d  issues before t h i s  Commission. I n  

a d d i t i o n ,  as a member o f  Commission s t a f f ,  I have p a r t i c i p a t e d  i n  a 
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Q. 
A. 

4. 
A. 

Q. 

number o f  r a t e  case and other regu la to ry  proceedings. 

What i s  t h e  purpose o f  your testimony i n  t h i s  proceeding? 

The purpose o f  my testimony i s  t o  present an independent analysis o f  the 

f a i r  and reasonable r a t e  o f  r e t u r n  on equ i t y  f o r  F l o r i d a  Power 

Corporation (FPC o r  t h e  Company). Based upon t h i s  ana lys is ,  I have 

recommended a r a t e  o f  re tu rn  on equ i t y  which i s  fair t o  ratepayers and 

shareholders, al lows t h e  Company t o  a t t r a c t  c a p i t a l  on reasonable terms, 

enables t h e  Company t o  maintain i t s  f i n a n c i a l  i n t e g r i t y ,  and i s  

comparable t o  re tu rns  o f fe red  on investments o f  comparable r i s k .  My 

test imony w i l l  a l so  address the  issue of t h e  reasonable l e v e l  o f  equ i ty  

c a p i t a l  upon which t h i s  recommended ROE should be app l ied .  

Please summarize your ROE and equ i t y  r a t i o  recommendation f o r  FPC. 

My ana lys is  o f  o b j e c t i v e  market data and the  a p p l i c a t i o n  o f  genera l l y  

accepted f i n a n c i a l  models ind ica tes  a range o f  r e t u r n  on equ i t y  f o r  FPC 

o f  9.75% t o  12.5%. Based upon my ana lys is ,  I recommend a j u s t  and 

reasonable ROE for FPC o f  11.5%. 

I n  add i t i on ,  I have reviewed FPC’s test imony regarding i t s  

requested l e v e l  o f  e q u i t y ,  the r e l a t i v e  l e v e l s  o f  equ i t y  maintained a t  

t h e  consol idated e n t i t y  and r e l a t e d  subs id ia r i es ,  and the  range o f  

equ i t y  r a t i o s  maintained by e l e c t r i c  u t i l i t i e s  i n  FPC’s peer group. 

Based upon t h i s  ana lys i s ,  I recommend FPC’s equ i t y  r a t i o  be capped a t  

55% as a percentage o f  inves tor  c a p i t a l  f o r  ratemaking purposes. 

REGULATORY FRAMEWORK AND RATE OF RETURN 

Please summarize the gu id ing  p r i n c i p l e s  you re1 i e d  upon in determining 
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A 

a f a i r  and reasonable ROE for FPC. 

I r e l i e d  upon t h e  p r i n c i p l e s  establ ished by the United States Supreme 

Court i n  t h e  B l u e f i e l d  Water Works and Improvement Company v .  Pub l i c  

Service Commission o f  West V i r q i n i a ,  262 U.S.  679 (19231, and the 

Federal Power Commission v .  Hope Natural Gas Company 320 U.S.  591 

(19441, decis ions. I n  t h e  B l u e f i e l d  dec is ion ,  t h e  Supreme Court s ta tes :  

A p u b l i c  u t i l i t y  i s  e n t i t l e d  t o  such ra tes  as w i l l  

permit  i t  t o  earn a r e t u r n  on t h e  value o f  t h e  

proper ty  which i t  employs f o r  t h e  convenience o f  t he  

p u b l i c  equal t o  t h a t  genera l l y  being made a t  the same 

t ime and i n  t h e  same general p a r t  o f  t h e  country on 

investments i n  o ther  business undertakings which are 

attended by corresponding r i s k s  and uncer ta in t i es ;  

b u t  i t  has no c o n s t i t u t i o n a l  r i g h t  t o  p r o f i t s  such as 

are r e a l i z e d  o r  a n t i c i p a t e d  in h i g h l y  p r o f i t a b l e  

en terpr ises  o r  

should be reaso 

i n  t h e  f i nanc ia  

be adequate, 

management, t o  

specu la t i ve  ventures. The r e t u r n  

iably s u f f i c i e n t  t o  assure confidence 

soundness o f  the u t i l i t y ,  and should 

under e f f i c i e n t  and economical 

maintain and support i t s  c r e d i t  and 

enable it t o  r a i s e  the money necessary f o r  t he  proper 

discharge o f  i t s  p u b l i c  du t i es .  

J B l u e f i e l d  Water Works and Improvement Company v .  Public Service 

Commission o f  West V i r q i n i a ,  262 U.S .  679, 692-693 (192311 

I n  t h e  Hope dec is ion ,  t h e  Supreme Court repeats t h e  f i n a n c i a l  
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Q. 
A. 

i n t e g r i t y  and c a p i t a l  a t t r a c t i o n  requirements s e t  f o r t h  i n  the  B l u e f i e l d  

deci s i  on: 

From the  inves tor  o r  company p o i n t  o f  view i t  i s  

important t h a t  there  be enough revenue not on ly  f o r  

operating expenses bu t  a l so  for t h e  c a p i t a l  costs o f  

t h e  business. These i nc lude  serv ice  on t h e  debt and 

dividends on the  stock.  . . .  By t h a t  standard t h e  

r e t u r n  t o  the  equ i t y  owner should be commensurate 

w i t h  re tu rns  on investments i n  other enterpr ises 

having correspondi ng r i s k s  . That re tu rn ,  moreover, 

should be s u f f i c i e n t  t o  assure confidence i n  t h e  

f i n a n c i a l  i n t e g r i t y  o f  t h e  en terpr ise ,  so as t o  

maintain i t s  c r e d i t  and t o  a t t r a c t  cap i ta l .  

[Federal Power Commission v .  Hope Natura? Gas Company, 320 U .S.  591, 603 

(194411 

In summary, the Hope and B l u e f i e l d  decisions requ i re  t h a t  t h e  

a1 lowed ROE approved by t h e  Commission be commensurate wi th re tu rns  on 

investments o f  s i m i l a r  r i s k s  as we l l  as s u f f i c i e n t  t o  maintain t h e  

f i n a n c i a l  i n t e g r i t y  o f  t h e  company and i t s  a b i l i t y  t o  a t t r a c t  c a p i t a l .  

Based on my understanding o f  these decisjons, a u t i l i t y  should be 

allowed t o  recover a l l  cos ts  p ruden t l y  incur red  i n  t h e  p rov i s ion  o f  

regu la ted  u t i l i t y  serv ice ,  i n c l u d i n g  an appropr iate r e t u r n  on equity.  

What i s  the market requ i red  rate o f  return on equity? 

The market requ i red  r a t e  o f  r e t u r n  on equ i t y  i s  t h e  minimum r a t e  o f  

r e t u r n  necessary t o  a t t r a c t  c a p i t a l  t o  an investment. The r e t u r n  i s  a 
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Q. 
A. 

Q. 
A .  

f u n c t i o n  o f  p r i c e ,  expected cash f low,  and re levan t  r i s k .  The p r i c e  o f  

equ i t y  c a p i t a l  i s  d i c t a t e d  by the  c a p i t a l  markets through t h e  buying and 

s e l l i n g  decisions o f  i nves to rs .  Expected cash f l o w  f o r  an equ i t y  

i nves to r  are dividends and c a p i t a l  apprec ia t ion .  Inves tor  r e t u r n  

requirements are based on the  percept ion o f  r i s k  inherent  i n  a 

p a r t i c u l a r  investment r e l a t i v e  t o  t h e  r e t u r n  a v a i l a b l e  on investments 

o f  comparable r i s k .  The greater t h e  r i s k ,  t h e  grea ter  t h e  required 

r e t u r n  and v i c e  versa. 

What must be considered i n  estimating a f a i r  and reasonable ROE? 

As discussed e a r l i e r ,  t h e  basic p r i n c i p l e  i s  t h a t  t h e  al lowed ROE for 

regu la to ry  purposes should be commensurate w i t h  re tu rns  required on 

investments o f  s i m i l a r  r i s k .  I n  add i t i on ,  the allowed r e t u r n  should 

be s u f f i c i e n t  t o  ma in ta in  t h e  f i n a n c i a l  i n t e g r i t y  o f  t h e  company and 

a f f o r d  i t  an oppor tun i ty  t o  a t t r a c t  c a p i t a l  on reasonable terms. The 

comparable re tu rns  and c a p i t a l  a t t r a c t i o n  standards requ i red  by t he  

Supreme Court and the assessment o f  investor r e t u r n  requirements are 

t y p i c a l l y  met by t h e  a p p l i c a t i o n  o f  genera l l y  accepted market-based 

models such as t h e  Cap i ta l  Asset P r i c i n g  Model (CAPM) and t h e  Discounted 

Cash F l o w  (DCF) model. These market-based models are s p e c i f i c a l l y  

designed t o  es t ima te  i nves to rs ’  requ i red  r e t u r n  on equ i t y  investments. 

COST OF EQUITY ESTIMATES 

How d i d  you a r r i v e  a t  your range o f  r e t u r n  on equi ty f o r  FPC? 

I used two genera l l y  accepted f i n a n c i a l  models t o  determine t h e  inves tor  

requ i red  ROE f o r  FPC. My f i r s t  ana lys is  was t h e  a p p l i c a t i o n  o f  a DCF 
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Q. 

A .  

Q. 
A.  

4. 

A .  

model t o  a n  index o f  companies demonstrated t o  be comparable i n  risk t o  

FPC. I a l s o  conducted a CAPM analysis. 80th o f  these models are 

widely accepted by the financial community. 

Why d i d  you use more than one approach t o  estimate the required ROE f o r  

FPC? 

Unlike the cost o f  debt where the cost rate can be easily determined 

from a review o f  the contractual interest payments, the determination 

o f  the requ i red  return on equity i s  more subjective. Although there 

exists general acceptance of c e r t a i n  models, no one methodology i s  held  

universally above the others. By using the DCF model. which i s  more 

heavily influenced by the stock market, and the CAPM analysis. which i s  

more interest  rate sensit ive,  my analysis incorporates a more robust 

estimate of investor expectations embodied i n  the capital markets t h a n  

relying upon a single methodology. 

Can the requi red ROE be measured precisely? 

No. The required return on equity i s  a function o f  investor 

expectations. I t  i s  not  possible t o  know a l l  investors’ expectations 

a t  any p o i n t  i n  time. Consequently. professional judgement must be used 

when apply ing generally accepted models t o  c a p i t a l  market proxies for 

i nves to r  expectations. When comparing ROE recommendations from 

different witnesses, it i s  very important t o  understand the rationale 

underlying the subjective inputs t o  the models and how well these 

assumptions reflect  rea l i ty .  

Please describe the DCF model. 

The DCF model is  the most widely used method o f  estimating the required 
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Q. 
A .  

r e t u r n  on equ i t y .  According t o  DCF theory ,  the r e t u r n  on equ i t y  i s  t h e  

discount r a t e  ( requ i red  re tu rn )  which equates t h e  present value o f  t h e  

expected cash flows associated w i t h  a share o f  stock t o  the  cur ren t  

p r i c e  o f  t h e  s t o c k .  Assuming a constant growth r a t e  f o r  d iv idends, t h i s  

va lua t i on  process can be represented by t h e  f o l l o w i n g  formula: 

K, = DJP, + g 

where : K, = i nves to rs ’  required r e t u r n  on equ i t y  

D, = expected div idend 

Po = cur ren t  p r i c e  o f  t h e  stock 

g = expected growth r a t e  o f  f u t u r e  dividends 

Th is  version o f  t h e  DCF model i s  r e f e r r e d  t o  as the  annual DCF model. 

Is the annual DCF model the only version? 

No. DCF models can be der ived t o  evaluate cash f lows o f  any per iod  

(annual, q u a r t e r l y ,  monthly, e t c . ) .  The annual vers ion  o f  t h e  model 

assumes dividends a r e  pa id  annually a t  t h e  end o f  each year .  The DCF 

model a c t u a l l y  used should be der ived t o  accura te ly  r e f l e c t  t he  t i m i n g  

and amount o f  expected cash f lows. Since most e l e c t r i c  u t i l i t i e s  pay 

div idends q u a r t e r l y ,  f i n a n c i a l  theory holds t h a t  t h e  i nves to rs ’  requ i red  

r e t u r n  on equ i t y  should be determined using a DCF model which recognizes 

t h e  q u a r t e r l y  payment o f  div idends. 

However, w h i l e  the q u a r t e r l y  compounded DCF model recognizes t h e  

t iming o f  cash f l ows  t o  i nves to rs ,  t h e  manner i n  which revenue 

requirements are t y p i c a l l y  s e t  by s t a t e  regu la to ry  commissions does not 

t ake  i n t o  account the  f a c t  t h a t  t he  u t i l i t y  receives i t s  payments 
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Q. 

A .  

Q. 
A.  

monthly. Because o f  t h i s  monthly compounding, t h e  u t i l i t y  has t h e  

opportuni ty t o  earn an actual r e t u r n  above t h e  e f f e c t i v e  market-based 

r e t u r n  determined by t h e  quar te r l y  compounded DCF model. Due t o  the  

lack o f  recogn i t ion  o f  t h e  u t i l i t y ’ s  rece ip t  o f  monthly payments i n  t h e  

ratemaking process, some analysts recommend e i t h e r  t h e  use o f  t he  

annually compounded DCF model o r  a conversion o f  t h e  r e s u l t s  o f  t h e  

q u a r t e r l y  compounded DCF model from an e f f e c t i v e  r a t e  o f  r e t u r n  t o  a 

nominal r a t e  o f  r e t u r n ,  p a r t i c u l a r l y  i n  the  case when a p ro jec ted  t e s t  

year is  used. 

Because t h i s  i s  a debate t h a t  w i l l  not  be s e t t l e d  i n  t h i s  

proceed? ng, and  f o r  purposes o f  comparabi 1 i t y  w i t h  t h e  r e s u l t s  p ro f fe red  

by o ther  cost  o f  c a p i t a l  witnesses i n  t h i s  case, my analysis looked a t  

t h e  r e s u l t s  i n d i c a t e d  by both t h e  q u a r t e r l y  compounded and annual ly 

compounded versions o f  t h e  DCF model. The DCF models I have used are 

shown on E x h i b i t  ALM-1.  

How d i d  you de termine  the  required return on equity f o r  FPC using the 

DCF model? 

FPC i s  a who1 ly-owned subsidiary o f  F lo r i da  Progress Corporation, which 

i n  t u r n  i s  a wholly-owned subsidiary o f  Progress Energy, Inc. Because 

o f  i t s  corporate s t r u c t u r e ,  FPC’s stock i s  no t  p u b l i c l y  traded. As a 

r e s u l t ,  a DCF ana lys is  cannot be d i r e c t l y  app l ied  t o  FPC. To determine 

FPC’s requ i red  r e t u r n  on equ i t y ,  i t  was necessary t o  apply t h e  DCF model 

t o  an index o f  companies as a proxy f o r  FPC. 

How d i d  you select the companies t o  i nc lude  in your index? 

I used t h e  same index o f  companies recommended i n  the  test imony o f  FPC 
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Q. 
A .  

Q. 

A. 

Witness Vander Weide w i t h  a couple mod i f i ca t i ons .  My index o f  

comparable companies i s  shown on Exh ib i t s  ALM-2 and ALM-6. 

How d i d  Witness Vander Weide select his index o f  comparable companies? 

According t o  t h e  discussion on pages 24-27 o f  h i s  d i r e c t  test imony f i l e d  

on September 14,  2001, i n  t h i s  docket,  Witness Vander Weide s t a r t e d  w i t h  

a l l  t h e  e l e c t r i c  companies followed by Value L ine  which have a Value 

L ine  sa fe ty  ranking o f  1, 2 ,  o r  3 .  From t h i s  l i s t ,  he e l im ina ted  any 

companies t h a t  had decreased or  no t  pa id  a q u a r t e r l y  div idend dur ing  any 

quar te r  o f  t he  pas t  5 years, d i d  not have a t  l eas t  3 ana lys t  estimates 

included i n  i t s  IBES earnings growth fo recas t ,  o r  had announced a 

merger. This exerc ise  produced an index o f  29 companies which he re1 i e d  

upon i n  h i s  DCF ana lys is .  Witness Vander Weide’s index o f  companies i s  

shown on E x h i b i t  A tM-4 .  

How did  you modify Witness Vander Weide’s index o f  companies t o  arrive 

a t  your index o f  companies? 

I reviewed Witness Vander Weide’s index and evaluated i t  based on t h e  

r e l a t i v e  percentage o f  revenue each company generated from e l e c t r i c  

operat ions.  Based on f i n a n c i a l  i n fo rma t ion  as o f  December 31, 2000, as 

reported by C.A.  Turner U t i l i t y  Reports i n  i t s  2001 Financial Statistics 

o f  Pub l ic  U t i l i t i e s ,  many o f  t he  companies included i n  Witness Vander 

Weide’s index de r i ved  on ly  a f r a c t i o n  o f  t h e i r  revenue from t h e  

generat ion,  t ransmission and d i s t r i b u t i o n  o f  e l e c t r i c i t y .  For my index, 

1 only i nc luded t h e  companies t h a t  generated a t  l e a s t  74% o f  t h e i r  

revenue from e l e c t r i c  operat ions.  

O f  t h i s  group o f  15 companies which r e l y  s i g n i f i c a n t l y  on 
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Q. 
A.  

Q. 
A. 

regu la ted  e l e c t r i c  operations f o r  t h e i r  revenue, I had t o  remove 3 

companies due t o  data l i m i t a t i o n s .  American E l e c t r i c  Power was 

e l im ina ted  because i t  had a Value Line earnings growth r a t e  o f  35%. I n  

add i t i on ,  a federal  appeals cour t  recen t l y  overturned the  SEC’s approval 

o f  t h e  merger o f  AEP and Central and South West Corporation. DQE was 

e l im ina ted  because i t s  Value L i n e  earnings growth r a t e  p ro jec t i on  was 

negative. F i n a l l y .  Progress Energy was el iminated from the  group 

because i t  d i d  not have a Value L ine  earnings growth r a t e  l i s t e d  i n  t h e  

most recent Value L ine  e d i t i o n .  

Why d i d  you make these modif icat ions? 

The comparable earnings standard o f  t h e  Hope and B l u e f i e l d  decisions 

es tab l i shes  t h a t  a u t i l i t y  i s  e n t i t l e d  t o  a r e t u r n  commensurate w i t h  

t h a t  being earned on investments o f  comparable r i s k  b u t  that  i t  has no 

r i g h t  t o  re tu rns  being r e a l i z e d  o r  an t i c ipa ted  i n  h i g h l y  p r o f i t a b l e  

businesses or  speculat ive ventures. In  t h i s  proceeding. the Commission 

i s  only concerned w i t h  the  requ i red  r e t u r n  on equ i ty  for t h e  p rov i s ion  

o f  regulated e l e c t r i c  se rv i ce .  Therefore, t o  provide a more . 

representa t ive  estimate o f  t h e  t r u e  i nves to r  required r e t u r n  f o r  t h i s  

l ine o f  bus-iness, i t  was necessary t o  r e f i n e  the  index t o  inc lude on ly  

those companies whose primary focus i s  t h e  p rov i s ion  o f  e l e c t r i c  

serv ice  . 

Why does this make a difference? 

As noted e a r l i e r ,  i nves to rs ’  requ i red  re tu rns  vary based on the r e l a t i v e  

r i s k  o f  var ious investments. It i s  genera l l y  recognized by c r e d i t  

r a t i n g  f i r m s  such as Standard & Poor’s, I n c .  ( U P )  and Moody’s Investors 
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Q. 
A.  

Service (Moody’s) t h a t  non-regulated ventures are more r i s k y  than the 

t r a d i t i o n a l  regulated operations o f  e l e c t r i c  u t i l i t y  ho ld ing  companies. 

So on average, a ho ld ing  company t h a t  der ives 20% o f  i t s  revenue from 

regulated u t i l i t y  operations and 80% from non-regulated businesses would 

be considered more r i s k y  t h a n  a ho ld ing  company t h a t  generated 80% o f  

i t s  revenues from regulated operations and on ly  20% from non-regulated 

businesses. Since t h e  Commission i s  only i n t e r e s t e d  i n  t h e  required 

r e t u r n  associated w i t h  the  p rov i s ion  o f  regulated e l e c t r i c  serv ice ,  i t  

stands t o  reason t h e  most appropr ia te  index t o  r e l y  on as a proxy f o r  

FPC would be an index o f  companies t h a t  r e l y  s i g n i f i c a n t l y  on revenue 

generated f rom regul  a ted  operations. Whi 1 e i t s  not poss ib le  t o  comprise 

a l i s t  o f  companies t h a t  r e l i e s  e n t i r e l y  on regu la ted  e l e c t r i c  service 

f o r  i t s  revenue, i t  i s  poss ib le  t o  se lec t  a representa t ive  index o f  

companies t h a t  r e l i e s  p r i m a r i l y  on regulated operat ions and thereby 

minimizing the  component o f  requ i red  r e t u r n  associated w i t h  an element 

o f  ho ld ing  company r i s k  which i s  no t  re levant  t o  t h i s  proceeding. 

Can you quan t i f y  t h i s  d i f fe rence? 

Yes. E x h i b i t  ALM-4 shows Witness Vander Weide’s index and t h e  der ived 

DCF est imate f o r  each company. The weighted average o f  the i nd i ca ted  

DCF re tu rns  f o r  Witness Vander Weide’s index i s  13.24%. However, when 

you consider on l y  t h e  companies t h a t  generate a t  l e a s t  74% o f  t h e i r  

revenue from regu la ted  electr-ic operat ions,  t h e  DCF weighted average i s  

12.48%. This i s  a very simple i l l u s t r a t i o n  based s o l e l y  on t h e  r e s u l t s  

presented i n  Witness Vander Weide’s test imony and  i s  on l y  intended t o  

demonstrate t h e  importance o f  s e l e c t i n g  an appropr ia te  group o f  
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4. 

A .  

Q. 

A .  

companies a s  a proxy f o r  FPC for purposes o f  t h i s  proceeding. 

In a d d i t i o n  t o  the  appropr iate index as a proxy f o r  FPC, what other 

assumptions did you make t o  a r r i v e  a t  t he  i n p u t s  used i n  your DCF 

anal ysi s? 

L i k e  a l l  DCF analyses, t h e  DCF models I used i n  my analysis requ i re  a 

number o f  i npu ts .  These inputs are the  s tock  p r i c e ,  t he  expected 

div idend, and the expected growth r a t e  i n  dividends f o r  each company i n  

t h e  index. For t h e  stock p r i c e ,  I used t h e  simple average o f  t h e  

monthly h igh  and low stock p r i c e  f o r  each company f o r  t h e  th ree  month 

pe r iod  ended November 30, 2001. I r e l i e d  on t h e  S&P Stock Guide f o r  

these stock p r i ces .  I used the  expected d iv idend for each company as 

repor ted  by Value L ine .  Value Line i s  a source o f  f i n a n c i a l  in fo rmat ion  

t h a t  i s  widely ava i l ab le  and r e l i e d  upon by i nves to rs .  I also r e l i e d  

upon Value L ine  f o r  t h e  growth r a t e  component used i n  t h e  model. The 

s p e c i f i c  Value L ine  e d i t i o n s  I r e l i e d  upon are c i t e d  i n  t h e  footnotes 

on E x h i b i t  ALM-1. 

Did you incorporate an allowance for f l o t a t i o n  costs i n  your DCF 

anal ysi s? 

Yes. For purposes o f  my ana lys is ,  I have accepted t h e  5% f l o t a t i o n  cost  

adjustment as recommended by Witness Vander Weide. The DCF ca lcu la t ions  

I performed inc lude  an adjustment o f  5% t o  recognize the  expenses 

associated w i t h  t h e  issuance o f  common s tock .  An allowance for 

f l o t a t i o n  costs al lows t h e  u t i l i t y  t o  recover cos ts  such as r e g i s t r a t i o n  

fees, l ega l  and underwr i te r  fees, and other expenses genera l l y  incur red  

as a r e s u l t  o f  i s s u i n g  common stock.  Without a f l o t a t i o n  cos t  
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Q. 

A.  

Q. 
A. 

adjustment, the u t i 1  i t y  would no t  be able t o  earn i t s  requ i red  r a t e  o f  

r e t u r n  because t he  n e t  proceeds it receives are l ess  than the sales 

p r i c e  due t o  issuance cos ts .  A 5% f l o t a t i o n  cos t  adjustment represents 

approximately 26 basis p o i n t s .  

Please summarize the results o f  your DCF analysis. 

I app l ied  both the  q u a r t e r l y  and annual versions o f  t h e  DCF model t o  a n  

index o f  companies demonstrated t o  be comparable i n  r i s k  w i th  FPC. The 

annual version o f  t h e  DCF model produced a r e t u r n  o f  11.53%. The 

q u a r t e r l y  compounded DCF model produced a return o f  11.74%. E x h i b i t  

ALM-2 summarizes these r e s u l t s .  

Please descr ibe the  Capi ta l  Asset Pr ic ing Model. 

As noted e a r l i e r ,  a fundamental p r i n c i p l e  o f  t h e  Hope and B l u e f i e l d  

decis ions i s  t h a t  t h e  r e t u r n  t o  an e q u i t y  i n v e s t o r  should be 

commensurate w i t h  the  r e t u r n  expected on investments o f  comparable r i s k .  

The CAPM analysis i s  a genera l l y  accepted means o f  es t imat ing  i nves to rs ’  

required r e t u r n  as i t  re la tes  t o  t h e  re tu rns  a v a i l a b l e  on investments 

o f  s i m i l a r  r i s k .  

The CAPM ana lys is  i s  based on two bas i c  assumptions. The f i r s t  

assumption i s  t h a t  i nves to rs  are r i s k  averse. Inves tors  requ i re  a 

higher r e t u r n  on investments o f  greater  r i s k  than they do on investments 

considered less r i s k y  and v i ce  versa .  The second assumption i s  tha t  

i nves to rs  a re  on ly  compensated f o r  systematic o r  general market r 

t h a t  cannot be e l im ina ted  through ho ld ing  a well d i v e r s i f i e d  p o r t f o  

o f  investments. The genera l l y  accepted measure o f  systematic r i s k  

t h e  company’s be ta .  

sk 

i o  

i s  
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Q. 

A .  

The CAPM analysis i s  a r i s k  premium ana lys is .  The ind ica ted  

r e t u r n  from apply ing t h e  CAPM analysis i s  der ived by adding a r i s k  

premium t o  t h e  r i s k - f r e e  market r a t e  o f  r e t u r n .  Three inputs  are 

required t o  perform a CAPM ana lys is .  These i npu ts  are the  r i s k - f r e e  

r a t e ,  t h e  market re tu rn ,  and beta. 

Please expla in  how you selected the inputs you used i n  your CAPM 

ana l  ysi s.  

For the  r i s k - f r e e  r a t e ,  I used the  forecasted y i e l d s  on 30-year Treasury 

bonds as reported i n  t h e  December 1, 2001. e d i t i o n  o f  Blue Chip 

F i  nanci a1 Forecasts. The average y i e l d  o f  t he  consensus forecasts f o r  

t he  f i r s t  quar te r  o f  2002 through t h e  first quarter o f  2003 i s  5.4%. 

For the  market re tu rn ,  1 performed a DCF analysis on t h e  companies 

included i n  t h e  Valuescreen data base. For purposes o f  t h i s  DCF 

ana lys is .  1 e l im ina ted  t h e  companies tha t  d i d  not pay dividends or had 

d iv idend o r  earnings growth ra tes  l e s s  than zero o r  greater than 20%. 

The stock pr i ces  are t h e  average stock p r i ces  for November 2001. All 

i n p u t s  were obtained from the  December 2001 Valuescreen data base. The 

r e s u l t i n g  DCF r e t u r n  i s  12.71%. To t h i s  amount 1 added 21 basis po in ts  

t o  recognize t h e  q u a r t e r l y  compounding o f  dividends. The e x p l i c i t  

r ecogn i t i on  o f  q u a r t e r l y  compounding o f  dividends i s  necessary i n  t h i s  

ana lys is  because t h e  companies i n  t h e  market index do not necessar i l y  

rece ive  regu la r  monthly payments as do u t i l i t i e s .  The r e s u l t i n g  market 

r e t u r n  i s  12.92%. 

For t h e  beta i n p u t ,  I used t h e  average beta f o r  t he  companies i n  

my index. The average Value L ine  beta f o r  my index o f  comparable 
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Q. 
A. 

Q. 
A .  

Q. 

A.  

companies i s  5 3 .  

basis po in ts  t o  a l l ow  f o r  t he  recovery o f  f l o t a t i o n  costs. 

What i s  t h e  required re turn ind i ca ted  by your CAPM analysis? 

The required r e t u r n  indicated by my CAPM ana lys is  i s  9 .72%. 

ALM-3 shows the  formula, i n p u t s ,  and  r e s u l t  o f  my CAPM ana lys is .  

P1 ease summarize your cost  o f  equity results. 

As t h e  r e s u l t  o f  my analysis o f  o b j e c t i v e  market data and t h e  

app l i ca t i on  o f  genera l l y  accepted f i n a n c i a l  models as we l l  as 

considerat ion o f  t h e  adjusted re tu rns  i nd i ca ted  by FPC Witness Vander 

Meide’s analysis, I have determined a range of r e t u r n  on equi ty  for FPC 

o f  9.75% t o  12.5%. Based upon this ana lys is ,  I recommend a j u s t  and 

reasonable ROE for FPC o f  11.5%. 

Have you seen any informat ion which supports the reasonableness o f  your 

recommended ra te  o f  return? 

Yes. I n  a February 24, 2000, repo r t  prepared by Salomon Smith Barney 

(SSB)  f o r  t h e  Board o f  D i rec to rs  o f  F l o r i d a  Progress Corporation, SSB 

estimated an average cost o f  equity o f  9.0% f o r  a group o f  companies 

comparable t o  F l o r i d a  Progress. (See response t o  S t a f f  POD Request No. 

11, Salomon Smith Barney r e p o r t ,  pp. 36 and 41) To estimate the cost  

o f  equ i t y .  SSB used a CAPM approach s i m i l a r  t o  the  CAPM ana lys is  I used 

i n  my test imony. Although t h i s  i s  not  t h e  r e t u r n  I’m recommending the 

Commission adopt f o r  FPC i n  t h i s  proceeding, SSB’s i n d i c a t e d  cost o f  

e q u i t y  est imate i s  more i n  l i n e  w i t h  my recommended r e t u r n  o f  11.5% than 

i t  i s  t o  the  13.2% r e t u r n  recommended by FPC Nitness Vander Weide. 

F i n a l l y ,  I a lso  made an add i t i ona l  adjustment o f  26 

E x h i b i t  
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Q. 

A.  

Q. 
A .  

Q. 
A. 

Q. 
A. 

Q. 
A .  

REBUTTAL OF FPC WITNESS VANDER WEIDE 

Have you reviewed FPC Witness Vander Weide’s test imony f i l e d  in this 

proceeding? 

Yes. 

Do you agree w i t h  h i s  recommendation? 

No. 

Why? 

I be l ieve  13.2% overstates the  required r e t u r n  on equ i t y  f o r  FPC f o r  t h e  

p rov i s ion  o f  regulated e l e c t r i c  serv ice  i n  F l o r i d a .  

Please expla in .  

Because many o f  t he  companies included i n  t h e  index Witness Vander Weide 

used i n  h i s  DCF analysis der ive  on ly  a f r a c t i o n  o f  t h e i r  revenue from 

e l e c t r i c  operations, t h e  r e s u l t s  o f  t h i s  analysis r e f l e c t  t h e  required 

r e t u r n  o f  companies w i t h  s i g n i f i c a n t  non-regulated investments. I t  i s  

genera l l y  accepted t h a t  t he  r e t u r n  se t  i n  t h i s  proceeding should on ly  

r e f l e c t  t h e  requ i red  r e t u r n  f o r  t h e  p rov i s ion  o f  regulated e l e c t r i c  

operations i n  F l o r i d a .  As shown on E x h i b i t  ALM-4. i f  t h e  r e s u l t s  o f  

Witness Vander Weide’s DCF ana lys is  are adjusted t o  e l im ina te  the 

companies t h a t  r e l y  on regulated e l e c t r i c  operations f o r  less  than 74% 

o f  t h e i r  revenues, h i s  weighted average DCF r e t u r n  drops from 13.24% t o  

12.48%. 

Why i s  t h i s  an important considerat ion? 

The r e l i a b i  i t y  o f  any DCF r e s u l t  i s  on ly  as good as t h e  r e l i a b i l i t y  o f  

t h e  i n p u t s .  For t h e  DCF model t o  accurately est imate inves tor  r e t u r n  

requirements, i t  must accura te ly  r e f l e c t  i nves to r  expectat ions. If the 
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Q. 

A.  

Q. 

growth r a t e  used i n  the  DCF model i s  lower than t h e  growth r a t e  

inves tors  expect, t h e  ind ica ted  r e s u l t  w i  11 understate i nves to rs ’  t r u e  

requ i red  return. Conversely, i f  the  growth r a t e  used i n  t h e  model i s  

g rea ter  than the  growth r a t e  i nves to rs ‘  expect, the  i nd i ca ted  r e t u r n  

w i l l  overs ta te  the t r u e  inves tor  requ i red  r e t u r n .  To t h e  extent Witness 

Vander Weide’s DCF r e s u l t  i s  s i g n i f i c a n t l y  weighted by growth ra tes  

associated w i t h  high-growth, h i g h - r i s k  non-u t i1  i t y  investments , the  

i n d i c a t e d  r e t u r n  overstates the  requ i red  r e t u r n  f o r  the  p rov i s ion  o f  

regu la ted  e l e c t r i c  serv ice .  

Do you disagree w i t h  any other  aspects o f  h i s  analys is? 

Yes. Witness Vander Weide’s o v e r a l l  recommendation i s  s i g n i f i c a n t l y  

in f luenced by t he  r e s u l t  o f  h i s  ex post r i s k  premium ana lys is  o f  13.9%. 

However, i t s  genera l l y  recognized t h a t  t h e  ex post r i s k  premium approach 

i s  u n r e l i a b l e  f o r  purposes o f  es t imat ing  f u t u r e  expected re tu rns .  

The r e s u l t s  o f  an ex post  approach are  extremely s e n s i t i v e  t o  t h e  

pe r iod  selected f o r  measuring t h e  r i s k  premium. In f a c t ,  over many 

per iods  t h i s  type o f  ana lys is  would i n d i c a t e  a negat ive r i s k  premium. 

A negat ive r i s k  premium would mean t h a t  inves tors  would requ i re  a higher 

r e t u r n  on debt s e c u r i t i e s  than on equity which i s  con t ra ry  t o  both 

f i n a n c i a l  theory and common sense. Schedule 5 at tached t o  Witness 

Vander Weide’s test imony shows t h a t  24 o f  t he  64 annual r i s k  premium 

c a l c u l a t i o n s  r e l i e d  upon i n  his ex post r i s k  premium analysis are i n  

f a c t  negat ive.  

Have the limitations o f  the ex post r i s k  premium ana lys is  been 

documented i n  the  academic 1 i terature? 
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A .  

Q *  

A. 

Yes. Eugene Brigham and Louis Gapenski s t a t e  t h a t :  

The ex post approach t o  r i s k  premiums used by Ibbotson 

Associates assumes t h a t  investors expect f u t u r e  r e s u l t s ,  on 

average, t o  equal pas t  resu l t s .  However, as we noted, the 

estimated r i s k  premium varies g r e a t l y  depending on the  

per iod  selected, and, i n  any event, inves tors  today probably 

expect r e s u l t s  i n  the  fu tu re  t o  be d i f f e r e n t  from those 

achieved dur ing  the  Great Depression o f  t h e  1930s, dur ing 

the  World War I 1  years o f  the  1940s. and dur ing  t h e  peaceful 

boom years o f  the 1950s. a l l  o f  which are inc luded (and 

given equal weight w i t h  more recent r e s u l t s )  i n  t h e  Ibbotson 

Associates data. The questionable assumption t h a t  f u t u r e  

expectations are  equal t o  past r e a l i z a t i o n s ,  toqether w i t h  

the  sometimes nonsensical r e s u l t s  obtained i n  h i s t o r i c a l  

r i s k  premium s tud ies ,  has l e d  t o  a search f o r  ex ante r i s k  

premiums . (Emphasis added) 

[Brigham, Eugene and Louis Gapenski, F inanc ia l  Management Theory and 

Prac t ice ,  Seventh E d i t i o n ,  The Dryden Press, Orlando, F lo r ida ,  1994, p.  

3451 

The a v a i l a b i l i t y  and general acceptance o f  t h e  DCF model and ex 

ante r i s k  premium approaches make t h e  use o f  t h e  s i g n i f i c a n t l y  less  

r e l i a b l e  ex post r i s k  premium analysis unnecessary. 

Do you have any concerns regarding Witness Vander Weide’s ex ante r i s k  

premium analysis? 

Yes. As p a r t  o f  Witness Vander Weide’s ex ante r i s k  premium analysis,  
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Q. 

A .  

he conducts a DCF ana lys is  on an index o f  na tu ra l  gas companies. As 

w i t h  the  index o f  e l e c t r i c  companies he selected, h i s  index o f  na tu ra l  

gas companies includes companies t h a t  do not r e l y  on regulated na tu ra l  

gas operations for a s i g n i f i c a n t  percentage o f  t h e i r  revenues. When t h e  

r e s u l t s  o f  his analysis are adjusted t o  remove the  required r e t u r n  

element associated w-ith t h e  2 companies which depend on regulated gas 

operations for l ess  than 60% o f  t h e i r  revenues, h i s  analysis produces 

a weighted average DCF r e s u l t  f o r  na tura l  gas d i s t r i b u t i o n  companies o f  

11.43%. E x h i b i t  ALM-5 shows Witness Vander Weide’s index and t h e  

r e s u l t i n g  weighted average DCF r e s u l t s  w i t h  and wi thout  companies t h a t  

don ’ t  r e l y  s i g n i f i c a n t l y  on regulated gas operat ions f o r  t h e i r  revenue. 

If  t h e  DCF component i n  h i s  analysis overstates t h e  required r e t u r n  f o r  

na tura l  gas d i s t r i b u t i o n  companies by near l y  200 basis po ints ,  i t  

fo l l ows  t h a t  h i s  ex ante r i s k  premium ana lys is  and r e s u l t i n g  ROE 

estimates based on these DCF r e s u l t s  w i l l  overs ta te  the true i nves to rs ’  

requ i red  r e t u r n  o f  companies whose primary business i s  regulated na tu ra l  

gas d i s t r i b u t i o n  operat ions by a s i m i l a r  amount. 

Please summarize your conclusions regarding Witness Vander Weide’s ROE 

test imony i n  this proceeding. 

Because the re tu rns  i nd i ca ted  by h i s  DCF and ex ante r i s k  premium 

approaches overs ta te  t h e  required r e t u r n  f o r  companies i n  t h e  business 

o f  p rov id ing  regu la ted  e l e c t r i c  serv ice  and because t h e  r e s u l t  o f  h is  

ex post r i s k  premium approach based on earned re tu rns  i s  u n r e l i a b l e  f o r  

es t imat ing  f u t u r e  requ i red  re tu rns ,  Witness Vander Weide’s recommended 

ROE o f  13.2% overstates t h e  requ i red  r e t u r n  o f  FPC f o r  t h e  purposes o f  
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Q. 

A. 

Q. 
A .  

Q. 

A .  

Q. 

A. 

t h i s  proceeding. 

APPROPRIATE EQUITY RATIO 

Have you reviewed the equ i t y  r a t i o  proposed by FPC f o r  purposes o f  

s e t t i n g  ra tes  i n  this proceeding? 

Yes. 

Should FPC’s e q u i t y  r a t i o  be adjusted f o r  ratemaking purposes? 

Yes. 

Has t h i s  Commission prev ious ly  adjusted the e q u i t y  r a t i o  o f  other 

companies fo r  ratemaking purposes? 

Yes. I n  a d d i t i o n  t o  several examples i n v o l v i n g  water and na tu ra l  gas 

companies, t he  Commission has adjusted t h e  equi ty  r a t i o  f o r  ratemaking 

purposes o f  a t  l e a s t  two companies w i t h  ra ted  debt. 

I n  Order No. PSC-92-0708-FOF-TL, issued J u l y  24, 1992, i n  Docket 

No. 910980-TL, i n v o l v i n g  United Telephone Company o f  F l o r i d a ,  t h e  

Commission adjusted United Telephone’s equ i t y  r a t i o  t o  57.5% for 

purposes o f  s e t t i n g  ra tes .  I n  Order No. PSC-98-0802-FOF-EI, issued June 

9.  1998, i n  Docket No. 950379-EL i n v o l v i n g  Tampa Electric Company, the 

Commission capped TECO’s equ i ty  r a t i o  a t  58.7% f o r  t he  purpose o f  

c a l c u l a t i n g  earnings as par t  o f  t he  company’s earnings shar ing p lan .  

Why do you b e l i e v e  t h e  Commission should ad jus t  FPC’s e q u i t y  r a t i o  f o r  

ratemaking purposes i n  this proceeding? 

The cos t  o f  capi ta7 i s  no d i f f e r e n t  than any other cost  t h e  company may 

incu r  i n  c a r r y i n g  out i t s  operations. As w i t h  any other expense, it i s  

important t h a t  ratepayers are only charged f o r  reasonable and prudent 
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Q. 
A .  

Q. 

A .  

costs associated w i t h  t h e  p rov i s ion  o f  u t i l i t y  services.  To t h e  extent 

t h a t  FPC’s amount o f  equ i t y  exceeds a reasonable l e v e l  necessary t o  

maintain i t s  f i n a n c i a l  i n t e g r i t y  and ensure i t s  a b i l i t y  t o  a t t r a c t  

c a p i t a l  under reasonable terms, unless an adjustment i s  made FPC 

ratepayers w i l l  be charged a cost  o f  c a p i t a l  i n  excess o f  what i s  

necessary for t h e  p rov i s ion  o f  e l e c t r i c  serv ice .  

Why do you be l i eve  FPC’s e q u i t y  r a t i o  i s  excessive? 

There are several f ac to rs  which demonstrate t h a t  FPC‘s proposed equ i t y  

r a t i o  for t he  p ro jec ted  2002 t e s t  year o f  61.2% i s  excessive. F i r s t .  

FPC’s equ i ty  r a t i o  i s  s i g n i f i c a n t l y  g rea ter  than t h e  average e q u i t y  

r a t i o  f o r  i t s  peer group o f  47.0%. I n  a d d i t i o n ,  FPC’s pro jec ted  equ i t y  

r a t i o  i s  we l l  above t h e  51% implied r i sk -ad jus ted  equ i t y  r a t i o  t a r g e t  

f o r  an e l e c t r i c  u t i l i t y  w i t h  a BBB+ bond r a t i n g .  Final ly. FPC’s 

pro jec ted  equity r a t i o  i s  considerably g rea ter  than the  38.0% equ i t y  

r a t i o  maintained a t  t h e  consol idated l e v e l .  Each o f  these f i nd ings  are 

s i g n i f i c a n t  on t h e i r  own, bu t  taken together they c o n s t i t u t e  a very 

s t rong case f o r  ad just ing FPC’s equ i t y  r a t i o  f o r  ratemaking purposes t o  

ensure t h a t  ratepayers are not  subs id iz ing  t h e  consolidated company’s 

non-regulated operat ions through t h e  u t i l i t y ’ s  cos t  o f  c a p i t a l .  

Please exp la in  how c ross -subs id i za t i on  can occur through t h e  cost of 

c a p i t a l .  

General ly,  when at tempt ing t o  prevent c ross-subs id iza t ion  between a 

u t i  1 i t y  and non-u t i  1 i t y  a f f i  1 i a t e s  regu la to rs  tend t o  focus on costs  

such as the  a l l o c a t i o n  o f  common p l a n t  and shared expenses or through 

a f f i  1 i a t e  t ransac t i ons .  However, s i g n i  f i cant c ross-subs id iza t i  on 
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Q. 

A .  

Q. 

A. 

between u t i l i t y  and n o n - u t i l i t y  a f f i l i a t e s  can occur through t h e  cost 

of  c a p i t a l  i f  t h e  u t i l i t y  i s  allowed t o  charge rates based on an 

excessive l eve l  o f  equity. 

Why i s  equ i t y  more expensive t h a n  debt? 

Debt holders,  through contractual  arrangements, have a f i x e d  c la im on 

a business’s assets and income. I n  t h e  event o f  f i n a n c i a l  problems, 

debt holders must be pa id  before equ i t y  holders. Since equ i t y  holders 

have on ly  a res idua l  c la im t o  a business’s assets and income, equ i t y  

investments are considered more r i s k y  than debt investments i n  the same 

business. For t h i s  reason, t h e  cost o f  equ i t y  exceeds t h e  cos t  o f  debt. 

I n  add i t i on  t o  the  d i f f e r e n c e  i n  cost  ra tes  due t o  r i s k ,  equ i t y  

i s  a l so  more expensive than debt due t o  t a x  considerations. I n t e r e s t  

payments on debt are t a x  deduct ib le .  For t h i s  reason, t h e  cost o f  debt 

i s  t h e  same on a p re - tax  or  a f t e r - t a x  basis.  However, because there  i s  

no t a x  deduction associated w i t h  equ i t y ,  t h e  cos t  o f  equ i ty  i s  higher 

on a p r e - t a x  basis than on an a f t e r - t a x  basis.  For example, wh i l e  a 

7.0% cos t  r a t e  on debt remains t h e  same, an 11.5% a f t e r - t a x  ROE equates 

t o  a p re - tax  ROE o f  18.7%. The higher p re - tax  cost o f  c a p i t a l  i s  what 

i s  used i n  s e t t i n g  ra tes  charged t o  customers. 

Please exp la in  how this re1 ates t o  c ross-subs id iza t ion  through the  cost 

o f  c a p i t a l .  

Bond r a t i n g  agencies look  a t  ho ld ing  companies on a consol idated basis.  

While a l l  subs id ia r ies  are no t  necessar i l y  f inanced i n  t h e  same manner, 

t he  ho ld ing  companies attempt t o  maintain f i n a n c i a l  p r o f i l e s  on a 

consol idated basis which meet t h e  expectat ions o f  r a t i n g  agencies. 
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Q. 
A. 

Where t h e  problem ar ises  f o r  regu la to rs  i s  when ho ld ing  companies 

attempt t o  load higher cos t  equ i t y  a t  t he  u t i l i t y  l e v e l  and maintain 

more o f  the lower c o s t  debt a t  the other subs id ia r i es .  For example, i f  

a ho ld ing  company i s  allowed t o  maintain an equ i t y  l e v e l  a t  t h e  u t i l i t y  

which i s  i n  excess o f  w h a t  i s  necessary f o r  t h e  p rov i s ion  o f  u t i l i t y  

se rv i ce ,  and i s  permi t ted  t o  charge ra tes  based on t h i s  l e v e l  o f  equ i ty ,  

wh i l e  a t  t he  same t ime i t s  n o n - u t i l i t y  a f f i l i a t e  i s  f i nanc ing  i t s  more 

r i s k y  non-regulated operat ions w i t h  a s i g n i f i c a n t l y  higher percentage 

o f  lower cost  debt, by d e f i n i t i o n  t h e  ratepayers o f  t he  u t i l i t y  are 

subs id i z ing  the  stockholders o f  t h e  ho ld ing  company through t h e  cost o f  

c a p i t a l .  

Are you saying t h i s  is  what i s  occurring a t  FPC? 

The anecdotal evidence appears obvious. According t o  t h e  Company’s 10 

K repo r t  f i l e d  w i t h  t h e  Secur i t i es  and Exchange Commission (SEC). f o r ,  

the p e r i o d  ended December 31, 2000, FPC represented approximately 76% 

o f  t h e  asse ts  o f  F l o r i d a  Progress. Since these assets  were c a p i t a l i z e d  

a t  an e q u i t y  r a t i o  o f  approximately 53.5%, t h e  remaining 24% o f  F lo r i da  

Progress’ asse ts  were c a p i t a l i z e d  a t  a s i g n i f i c a n t l y  lower equ i t y  r a t i o  

t o  produce the  approximate 40.1% equ i t y  r a t i o  maintained by F lo r i da  

Progress on a consol idated bas is .  According t o  t h e  Company’s response 

t o  S t a f f  In tevrogatory  No. 160 f o r  t he  per iod  ended September 30, 2001, 

w h i l e  t h e  u t i l i t y  was c a p i t a l i z e d  w i t h  an equ i t y  r a t i o  o f  55.3%, t he  

remainder o f  F l o r i d a  Progress was c a p i t a l i z e d  w i t h  a n  equ i t y  r a t i o  o f  

9 . 8 % .  While these two equ i t y  r a t i o s  are no t  d i r e c t l y  comparable, t h e  

magnitude o f  t h e  d i f f e r e n c e  i s  r e a d i l y  apparent. 
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Q. 

A.  

For purposes o f  s e t t i n g  rates i n  t h i s  proceeding, FPC i s  proposing 

an even wider d i s p a r i t y  between the  equ i ty  r a t i o  a t  t he  u t i l i t y  l eve l  

of 61.2% and t h e  r a t i o  maintained by Progress Energy on a consol idated 

bas is .  f o r  t h e  per iod  ended September 30, 2001, Progress Energy had an 

equ i t y  r a t i o  o f  38.0% on a consol idated bas is .  In f a c t ,  t he  use o f  

leverage a t  the ho ld ing  company l e v e l  i s  c i t e d  i n  Progress Energy’s 2000 

SEC 10 K repor t  as t h e  primary reason t h a t  the c r e d i t  r a t i n g  o f  FPC was 

downgraded i n  the f a l l  o f  2000 by S&P and Moody’s. To prevent cross- 

subs id iza t ion  through t h e  cos t  of c a p i t a l  on a going-forward basis,  f 

recommend the  Commission adjust  FPC’s equ i t y  r a t i o  f o r  ratemaking 

purposes t o  a l e v e l  more commensurate w i th  t h e  l e v e l  o f  equ i t y  

maintained by other e l e c t r i c  u t i l i t i e s  i n  i t s  peer group. 

Has S&P commented on the amount o f  debt leverage used t o  f inance non- 

regu la ted  operations? 

Yes. 

impact o f  t he  merger, i t  was noted, 

I n  a S&P repo r t  prepared f o r  purposes o f  eva lua t ing  the  ra t i ngs  

F lo r i da  Progress’ c r e d i t  q u a l i t y  i s  supported by solid cash 

f l ow  from i t s  u t i l i t y  subs id ia ry ,  F l o r i d a  Power, p a r t l y  

o f f s e t  by a weaker f i n a n c i a l  p r o f i l e  for i t s  non-regulated 

subsidiary,  E l e c t r i c  Fuels Corp. . . .  The r i s k  p r o f i l e  o f  

these u n i t s  i s  g rea ter  than the t r a d i t i o n a l  regulated 

u t i l i t y  business, r e q u i r i n g  greater cash f l o w  commensurate 

w i t h  the  higher r i s k .  . . , A l s o ,  t h e  uncharacter ist ical1.v 

h iqh  amount o f  debt used t o  f inance non-requlated a c t i v i t i e s  

adversely a f f e c t s  the  consolidated e n t i t y ’ s  f i n a n c i a l  

-25- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A .  

Q. 

A. 

p r o f  i 1 e .  (Emphasi s added) 

[ S t a f f  POD Request No. 12, S&P Report f o r  CP&L Energy, 9/13/00, p.  81 

Please discuss t h e  l e v e l  o f  e q u i t y  maintained by t h e  e l e c t r i c  utilities 

i n  FPC’s peer group. 

As I discussed e a r l i e r  i n  my testimony, i t  i s  necessary t o  apply t h e  

market based models a t  t h e  ho ld ing  company l e v e l  because t h i s  i s  t h e  

l e v e l  a t  which market in fo rmat ion  i s  ava i l ab le .  However, f o r  a 

comparison o f  e q u i t y  r a t i o s  o f  companies i n  FPC’s peer group, it was 

necessary t o  review t h e  l e v e l  of equ i t y  maintained a t  t h e  u t i l i t y  l e v e l .  

E x h i b i t  ALM-7 shows the r e l a t i v e  l e v e l  o f  c a p i t a l i z a t i o n  f o r  each o f  t h e  

u t i l i t i e s  i n  FPC’s peer group. This l i s t  cons is ts  o f  al l  t he  e l e c t r i c  

u t i l i t i e s  owned and operated by t h e  ho ld ing  companies i n  Witness Vander 

Weide’s i n d e x  and f o r  which balance sheet in fo rmat ion  was ava i l ab le .  

In order t o  have comparable in fo rmat ion ,  each u t i l i t y  on the  l i s t  had 

t o  have a SEC 10 K r e p o r t  f o r  t h e  per iod  ended December 31, 2000, and 

be inc luded i n  t h e  year-end 2000 S&P Balance Sheet S t a t i s t i c s  f o r  

E l e c t r i c  U t i l i t i e s  da ta  base. As t h i s  schedule shows, t h e  61.2% e q u i t y  

r a t i o  FPC i s  proposing i n  t h i s  proceeding i s  above t h e  top o f  the  range 

and  s i g n i f i c a n t l y  above t h e  average f o r  t h i s  group o f  s i n g l e  A (A> and 

t r i p l e  B (BBB) r a t e d  e l e c t r i c  u t i l i t i e s .  

How does FPC’s proposed equity r a t i o  compare with the level o f  equity 

maintained by Progress Energy on a consol idated basis? 

E x h i b i t  ALM-8 shows t h e  equ i t y  r a t i o s  o f  FPC, CP&L, and Progress Energy 

on a consol idated bas i s  as o f  September 30, 2001, as reported i n  t h e  SEC 

10 Q r e p o r t .  FPC’s equity r a t i o  o f  55.3% i s  we l l  above t h e  equ i t y  r a t i o  
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Q. 

A.  

Q. 

A. 

Q. 

A. 

o f  i t s  s i s t e r  e l e c t r i c  u t i l i t y  CP&L o f  45.5% and i s  s i g n i f i c a n t l y  higher 

than the  38.0% maintained by Progress Energy on a consol idated basis.  

What e q u i t y  r a t i o  do you recommend t he  Commission allow FPC fo r  

ratemaking purposes? 

I recommend the Commission use a n  equ i t y  r a t i o  o f  55% as a percentage 

o f  inves tor  c a p i t a l  f o r  ratemaking purposes. 

I s n ’ t  t he  determinat ion o f  an appropr iate equ i t y  r a t i o  a sub jec t l ve  

deci s i  on? 

Yes. The determinat ion o f  t h e  appropr iate l e v e l  o f  equ i ty  maintained 

by any company i s  a somewhat sub jec t ive  process. However, t h e  amount 

o f  equ i t y  maintained a t  the u t i l i t y  l e v e l  should be based on an optimal 

c a p i t a l  s t r u c t u r e  which minimizes the  cost o f  cap i ta l  for t h e  p r o v i s i o n  

o f  regulated serv ice ,  not a t  a l e v e l  designed t o  o f f s e t  t h e  excessive 

use o f  debt leverage a t  other subs id ia r ies  o f  t h e  parent company. Based 

on my ana lys is ,  a fair and reasonable equ i t y  r a t i o  for both shareholders 

and ratepayers i s  55%. 

Why do you be l i eve  a 55% equi ty r a t i o  i s  f a i r  and reasonable f o r  both 

shareholders and ratepayers? 

There are several reasons why a 55% equ i t y  r a t i o  i s  f a i r  and reasonable 

for both shareholders and ratepayers. F i r s t ,  t he  Company i t s e l f  

recognizes a 55% e q u i t y  r a t i o  as fair and reasonable. According t o  t h e  

in fo rmat ion  on MFR Schedule D- lob regarding f inancing p lan  assumptions 

and t h e  eva lua t ion  o f  c a p i t a l  s t r u c t u r e  efficiency, FPC c i t e s  a c a p i t a l  

s t r u c t u r e  o b j e c t i v e  f o r  common equ i t y  o f  greater than 50% as a 

percentage o f  i n v e s t o r  c a p i t a l .  In add i t i on .  as reported i n  i t s  10 Q 
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Q. 

A .  

repo r t  f i l e d  w i t h  t h e  SEC f o r  t he  per iod  ended September 30, 2001, FPC’s  

actual  equ i t y  r a t i o  i s  55.3%. 

Second, a 55% equ i t y  r a t i o  i s  s i g n i f i c a n t l y  higher than t h e  

r e l a t i v e  l e v e l  o f  equ i t y  maintained by i t s  s i s t e r  u t i l i t y  and by t h e  

parent company on a consol idated bas is .  If equity r a t i o s  o f  45.5% f o r  

CP&L and 38.0% on a consol idated basis provide adequate bondholder 

p r o t e c t i o n  and access t o  the  c a p i t a l  markets under favorable terms f o r  

these e n t i t i e s .  then a 55% equ i t y  r a t i o  more than ensures t h e  same f o r  

FPC. 

Th i rd ,  a 55% e q u i t y  r a t i o  i s  s i g n i f i c a n t l y  higher than the  average 

equ i t y  r a t i o  o f  47.0% maintained by t h e  e l e c t r i c  u t i l i t i e s  i n  FPC’s peer 

group. A t  55%. FPC’s equ i t y  r a t i o  will s t i l l  remain near the t o p  o f  t h e  

range of companies i n  i t s  peer group. 

F i n a l l y ,  a 55% equ i t y  r a t i o  compares favorab ly  t o  t h e  S&P 

f i n a n c i a l  benchmarks f o r  A- and BBB+ rated e l e c t r i c  u t i l i t i e s .  E x h i b i t  

ALM-9 shows the S&P imp l i ed  equ i t y  r a t i o  t a r g e t s  f o r  A-  and BBB+ ra ted  

e l e c t r i c  u t i l i t i e s .  As t h i s  e x h i b i t  shows, a 55% equ i t y  r a t i o  i s  a t  t h e  

t o p  o f  t h e  t a r g e t  range f o r  an A r a t e d  company wh i l e  t h i s  level o f  

equ i t y  i s  wel l  above t h e  t a r g e t  range f o r  a BBB ra ted  company. FPC i s  

r a t e d  BBB+ by S&P. 

Please discuss your understanding o f  how S&P assigns corporate credit 

ratings f o r  u t i l i t y  ho ld ing  companies and t h e i r  respec t ive  opera t ing  

companies ( e l e c t r i c  u t i l i t i e s ) .  

As I noted e a r l i e r ,  S&P assigns a corporate c r e d i t  r a t i n g  based on the  

risk o f  d e f a u l t  of the  consol idated e n t i t y .  I n  t h e  absence o f  
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Q. 
A. 

Q. 
A .  

Q. 
A. 

Q. 

s t r u c t u r a l  o r  p r o s c r i p t i v e  measures t o  i nsu la te  the  i nd i v idua l  business 

u n i t s ,  a l l  subs id ia r ies  are assigned t h e  same corporate c r e d i t  r a t i n g  

as t h e  holding company. P r i o r  t o  the  merger, FPC had a S&P r a t i n g  o f  

double A minus ( A A - ) .  I n  a n t i c i p a t i o n  o f  the imminent completion o f  t h e  

merger, SAP downgraded F P C ’ s  r a t i n g  t o  BBB+ on November 20, 2000. 

What does a c r e d i t  r a t i n g  downgrade mean? 

General ly speaking, a c r e d i t  r a t i n g  downgrade means t h e  borrower has 

reduced f i nanc ia l  f l e x i b i l i t y  and w i l l  have t o  pay a higher re tu rn  t o  

a t t r a c t  c a p i t a l  than i t  would have a t  a stronger c r e d i t  r a t i n g .  

Is t h a t  the case wi th  FPC? 

I t ’ s  not  c lea r  a t  t h i s  p o i n t .  Despite the  c r e d i t  r a t i n g  downgrade, FPC 

Witness Myers t e s t i f i e s  t h a t  t h e  merger w i l l  increase t h e  Company’s 

a b i l i t y  t o  a t t r a c t  c a p i t a l  and lower i t s  ove ra l l  cost  o f  c a p i t a l .  While 

i n  theory  a BBB+ u t i l i t y  w i l l  usua l l y  pay more t o  borrow money than a 

AA- u t i l i t y .  i t  remains t o  be seen i f  t h e  market w i l l  i n  f a c t  agree w i t h  

Witness Myers’ v i e w  o f  FPC and downplay t h e  s ign i f i cance  o f  t h e  

Company’s c r e d i t  r a t i n g  downgrade. 

What i s  the revenue requirement impact o f  your e q u i t y  r a t io  adjustment? 

As shown on Exh ib i t  ALM-10, t h e  incremental d i f f e rence  i n  revenue 

requirement a t  the 61.2% equ i t y  r a t i o  t h e  Company i s  proposing be used 

f o r  ratemaking purposes compared w i t h  t h e  ind ica ted  revenue requirement 

a t  FPC’s actual  equi ty  r a t i o  o f  55% I recommend t he  Commission recognize 

i n  t h i s  proceeding i s  approximately $23.5 m i l l i o n  per year.  

Is t h e r e  any other reason why you be l ieve  FPC’s 61.2% e q u i t y  r a t i o  i s  

unreasonable? 

0 
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A. 

Q. 
A.  

Q. 

A .  

Yes. FPC’s proposed 61.2% equ i t y  r a t i o  r e s u l t s  i n  an o v e r a l l  cost  o f  

c a p i t a l  which i s  excessive. Because equ i t y  i s  t h e  most expensive source 

o f  c a p i t a l  t o  a company, i t  i s  important t h a t  companies maintain a l e v e l  

o f  e q u i t y  which minimizes i t s  ove ra l l  cost  o f  c a p i t a l .  To the  extent 

a u t i l i t y  company maintains a l e v e l  o f  e q u i t y  i n  excess o f  what i s  

requ i red  f o r  t h e  p rov i s ion  o f  regulated operat ions,  i t  i s  passing on a 

cost  t o  i t s  ratepayers which i s  excessive. 

Can t h i s  excessive cos t  be demonstrated? 

Yes. E x h i b i t  ALM-11 shows a comparison o f  G u l f  Power Company (Gu l f )  and 

FPC’s requested c a p i t a l  s t ruc tu res  i n  t h e i r  respec t ive  r a t e  cases. For 

purposes o f  comparison, I have used t h e  11.5% ROE I recommended e a r l i e r  

i n  my testimony f o r  both companies. As t h i s  e x h i b i t  shows, FPC’s 

o v e r a l l  cost  o f  c a p i t a l  i s  183 basis po in ts  higher on a p re - tax  basis 

than G u l f ’ s  cost  o f  c a p i t a l  a t  t h e  same ROE. Even a f t e r  making t h e  

equ i t y  r a t i o  adjustment I ’ v e  recommended, FPC’s o v e r a l l  cos t  o f  c a p i t a l  

i s  s t i l l  119 basis po in ts  higher on a p re - tax  basis than G u l f ’ s  cos t  o f  

c a p i t a l .  There has been no demonstration made by FPC t o  exp la in  why i t s  

cos t  o f  c a p i t a l  should be so much grea ter  than G u l f ‘ s  cos t  o f  c a p i t a l .  

Or more s p e c i f i c a l l y ,  t he re  i s  no l o g i c a l  reason why FPC ratepayers 

should be charged a s i g n i f i c a n t l y  h igher  cost  o f  c a p i t a l  f o r  t h e  

p r o v i s i o n  o f  regu la ted  e l e c t r i c  serv ice  than t h e  cost o f  c a p i t a l  being 

charged Gu l f  ratepayers,  

Does your equity r a t i o  recommendation take i n to  account the r i s k  

adjustment S&P makes f o r  o f f  - bal  ance sheet ob1 igat ions? 

To the exten t  recogn i t i on  o f  S&P’s adjustment t o  t h e  c a p i t a l i z a t i o n  
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Q. 

A.  

r a t i o s  o f  e l e c t r i c  u t i l i t i e s  for o f f -ba lance sheet (OBSI ob l iga t ions  i s  

necessary, yes it does. 

Please exp la in  how S&P incorporates OBS ob l i ga t i ons  i n t o  i t s  analysis 

o f  e l e c t r i c  u t i l i t y  c a p i t a l i z a t i o n  r a t i o s .  

The primary 05s ob l i ga t i ons  f o r  e l e c t r i c  u t i l i t i e s  are purchased power 

con t rac ts .  Because t h e  bene f i t s  and r i s k s  o f  purchased power contracts 

depend on a range o f  f ac to rs ,  S&P conducts both a q u a l i t a t i v e  and 

q u a n t i t a t i v e  analysis o f  these contracts f o r  purposes o f  assessing t h e  

l e v e l  o f  debt p ro tec t i on  measures ava i l ab le  t o  bond holders. 

The q u a l i t a t i v e  analysis focuses on the na ture  o f  t h e  contracts.  

These features inc lude whether the  cont rac t  i s  a take-or-pay o b l i g a t i o n  

o r  a take-and-pay o b l i g a t i o n ;  whether the  power i s  economical and 

needed; whether there  are performance standards; how much d i s c r e t i o n  the 

u t i l i t y  has over maintenance and dispatch; whether t h e  contract was 

preapproved by regu la to rs ;  and whether there  i s  a recovery clause f o r  

capac i ty  and fuel payments. An assessment o f  these fac to rs  r e s u l t s  i n  

t h e  assignment o f  a r i s k  f a c t o r  which i s  l a t e r  used i n  the  q u a n t i t a t i v e  

ana lys is .  

I n  the  q u a n t i t a t i v e  ana lys is ,  S&P ca l cu la tes  t h e  present value o f  

f u t u r e  capaci ty payments discounted a t  10%. The 10% i s  used as a proxy 

for t h e  u t i l i t i e s  weighted average cost o f  c a p i t a l .  S&P then m u l t i p l i e s  

t h e  present value amount by t he  r i s k  f a c t o r  determined i n  t h e  

q u a l i t a t i v e  analysis t o  estimate the  08s o b l i g a t i o n .  The r i s k  f a c t o r  

f o r  take-and-pay cont rac ts  genera l l y  ranges from 10% t o  40%. Take-and- 

pay contracts are t h e  pr imary form o f  purchased power contracts employed 
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Q. 

A. 

Q. 

A. 

by FPC. 

The estimated OBS o b l i g a t i o n  i s  added t o  the balance sheet as 

additional debt and a n  interest  component i s  added t o  the income 

statement. Coverage and debt-to-capital ratios are then adjusted t o  

reflect the additional debt and benchmark comparisons f o r  the credit 

rating are made using the adjusted rat ios .  

Does S&P require regulators t o  recognize i t s  adjusted r a t i o s  f o r  

ratemaking purposes? 

No, i t  does no t .  S&P does not t a k e  official  positions i n  regulatory 

proceedings or make recommendations on how s t a t e  regulatory commissions 

should interpret or respond t o  i t s  rating pronouncements. 

I t  i s  important t o  recognize t h a t  S&P’s constituents are bond 

holders.  While a t  times the interests o f  bond holders, shareholders, 

and u t i l i t y  ratepayers are i n  l i ne ,  there are times when they are no t .  

S&P does not judge  w h a t  companies or t h e  s t a t e  regulatory commissions 

do. S&P simply analyzes w h a t  has occurred along w i t h  a prospective view 

o f  w h a t  i t  expects t o  occur and renders a decision regarding how these 

actions impact the consolidated ent i ty’s  financial measures i n  terms o f  

bond holder protection. 

How does your recommended equi ty  r a t i o  account f o r  S&P’s assessment o f  

FPC ’ s OBS ob1 i g a t i  ons? 

Exhib i t  ALM-7 shows the equity ratios f o r  FPC‘s peer group on art actual 

and on a S&P adjusted basis. FPC’s actual equity ra t io  for the period 

ended December 31, 2000,  o f  53.5% equates t o  an  adjusted equity ra t io  

o f  47.6%. As page 2 o f  t h i s  exhibit shows, FPC’s actual equity r a t i o  
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Q. 

A.  

i s  i n  the  upper q u a r t i l e  and i t s  adjusted equ i t y  r a t i o  i s  a t  the t op  o f  

the  upper middle q u a r t i l e  o f  i t s  peer group. Based on f i n a n c i a l  

informat ion as o f  September 30, 2001, FPC’s ac tua l  equ i ty  r a t i o  o f  55.3% 

equates t o  an adjusted equ i ty  r a t i o  o f  49.1%. An adjusted equ i t y  r a t i o  

o f  49.1% would place FPC i n  the  upper q u a r t i l e  o f  i t s  peer group. This 

demonstrates t h a t  my recommendat-ion t o  ho ld  FPC t o  i t s  actual  equ i t y  

r a t i o  f o r  ratemaking purposes w i l l  not put the  Company a t  a disadvantage 

r e l a t i v e  t o  other e l e c t r i c  u t i l i t i e s  i n  i t s  peer group. 

I n  a d d i t i o n  t o  being comparable w i t h  other e l e c t r i c  u t i l i t i e s .  an 

adjusted equ i t y  r a t i o  o f  49.1% i s  i n  l i n e  w i t h  t h e  range o f  imp l i ed  

equ i t y  r a t i o  t a r g e t s  f o r  BBB ra ted  u t i l i t i e s  w i t h  an above average 

business p o s i t i o n  as shown on Exh ib i t  ALM-9. S&P assigns FPC an above 

average business p o s i t i o n  along w i t h  i t s  BBB+ c r e d i t  r a t i n g .  

Does FPC have con t ro l  over the amount o f  purchased power cont rac ts  it 

hol ds? 

D e f i n i t e l y .  FPC has complete con t ro l  over any new purchased power 

cont rac ts  i t  may choose t o  enter i n t o .  Since 1996, t h i s  Commission has 

approved FPC’s e f f o r t s  t o  reduce more than 25% o f  i t s  purchased power 

commitments t o  Qua l i f y i ng  F a c i l i t i e s  (QFs) through buy-downs and buy- 

outs o f  these con t rac ts .  I n  add i t i on ,  FPC has the  opt ion,  w i t h  a t h ree  

year no t i ce ,  t o  reduce the  amount o f  purchased power i t  annual ly buys 

from t h e  Southern Company from 400 MW t o  200 MW. 

My p o i n t  i s  t h a t  not on ly  i s  th i s  element o f  f i n a n c i a l  r i s k  

compensated f o r  w i t h i n  t h e  equ i t y  r a t i o  I have recommended, t h i s  i s  a 

r i s k  f a c t o r  t h e  company can continue t o  m i t i g a t e  on a going-forward 

-33- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

Q. 

A. 

basis . 

How does S&P charac ter ize  t h e  F l o r i d a  Commission’s regu la t i on  with 

respect t o  the i ssue o f  purchased power contracts? 

S&P views t h e  Commission’s r e g u l a t i o n  o f  e l e c t r i c  u t i l i t i e s  i n  F lo r i da  

as support ive.  S&P recognizes t h a t  t h e  Commission al lows f u l l  recovery 

o f  capaci ty payments associated w i t h  these cont rac ts  through t h e  

capac i t y  cost  recovery clause as we l l  as fu l l  recovery o f  energy 

payments through the  fuel cos t  recovery clause. I n  add i t i on ,  S&P 

s p e c i f i c a l l y  acknowledges t h e  Commission’s approval o f  t h e  recovery o f  

buy-out costs associated w i t h  t h e  te rmina t ion  o f  se lec t  purchased power 

cont rac ts  as support ive regu la t i on .  

I f  the Commission makes t h e  equj ty  r a t i o  adjustment you’ve recommended, 

will FPC’s corporate c r e d i t  r a t i n g  be downgraded? 

No, I don ’ t  be l i eve  so. As I mentioned e a r l i e r ,  S&P looks a t  t h e  

company’s f i n a n c i a l  p o s i t i o n  on a consolidated b a s i s .  When S&P 

downgraded FPC from AA- t o  BBB+ i n  t h e  f a l l  o f  2000, i t  recognized t h a t  

t h e  consol idated e n t i t y  would have debt leverage above 60%. o r  i n  other 

words, an equ i t y  r a t i o  l ess  than 40%. Re la t i ve  t o  t h i s  l e v e l ,  a 55% 

e q u i t y  r a t i o  f o r  ratemaking purposes remains very conservative. This 

i s  p a r t i c u l a r  y t rue  when i t s  recognized t h a t  CP&L maintains an equ i t y  

r a t i o  o f  45% Moreover, i f  t h e  company i s  concerned about  SAP’S 

assessment o f  i t s  leverage, i t  can e a s i l y  increase t h e  amount o f  equ i t y  

support ing i t s  more r i s k y  non-regulated operat ions.  I n  f a c t ,  S&P 

expects the parent company t o  improve i t s  c r e d i t  p ro tec t i on  measures on 

a consol idated basis t o  compensate f o r  t h e  higher r i s k  associated ‘w i th  
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Q. 

A. 

i t s  expanding investment i n  non-regul ated operations and t o  reduce the 

s i g n i f i c a n t  l eve l  o f  debt leverage incur red  as a r e s u l t  o f  t h e  

a c q u i s i t i o n  o f  F lo r i da  Progress. 

The important p o i n t  t o  t a k e  from t h i s  discussion i s  t h a t  t he  leve l  

o f  equ i t y  allowed for ratemaking should be i n  l i n e  w i t h  the  r i s k  

associated w i th  the p rov i s ion  o f  regulated operat ions.  There i s  no S&P 

mandate t h a t  F lo r i da  o r  any other  s t a t e  regu la to ry  commission a l low an 

excessive equ i ty  r a t i o  a t  t h e  u t i l i t y  l e v e l  t o  compensate f o r  t h e  parent 

company’s use o f  excessive leverage t o  f inance o ther  businesses owned 

by the ho ld ing  company. 

In a d d i t i o n  t o  t h e  comments i n  the S&P repo r t  you c i t e d  e a r l i e r ,  i s  

t h e r e  any other  support you have f o r  b e l i e v i n g  Progress Energy i s  

proposing an excessive e q u i t y  r a t i o  t o  support the use o f  greater debt 

1 everage t o  f inance i t s  non- regul ated businesses? 

I n  a d d i t i o n  t o  the comments by S&P cited e a r l i e r ,  another reason I 

be l ieve  FPC’s proposed equ i t y  r a t i o  f o r  u t i l i t y  operations i s  

compensating f o r  t h e  parent company’s use o f  g rea ter  debt leverage t o  

f inance i t s  non-regulated businesses can be found on Exhib i t  ALM-12. 

This  e x h i b i t  shows a comparison of t h e  equ i ty  c a p i t a l i z a t i o n  o f  t he  

Southern Company t o  Progress Energy and o f  Gu l f  t o  FPC. As t h i s  e x h i b i t  

shows, whi le  t h e  Southern Company maintains an equ i t y  r a t i o  on a 

consol idated basis which i s  comparable w i t h  the r a t i o  maintained by 

Progress Energy, FPC’s proposed equ i t y  r a t i o  f o r  ratemaking purposes of 

61.2% i s  s i g n i f i c a n t l y  greater than the  47.0% equ i t y  r a t i o  proposed by 

Gulf i n  i t s  ratecase. I be i e v e  t h i s  comparison i l l u s t r a t e s  t h a t  
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Q. 

A. 

Progress Energy i s  proposing an excessive amount o f  equ i t y  a t  t he  

u t i l i t y  l eve l  to compensate f o r  t he  use o f  s i g n i f i c a n t l y  more debt 

leverage t o  f inance i t s  non-regulated operat ions.  For t h i s  reason, 

along w-ith the  f a c t  t h a t  i t s  s i s t e r  u t i l i t y  maintains an equ i t y  r a t i o  

considerably lower than what i s  being proposed f o r  FPC, unless an equ i ty  

r a t i o  adjustment i s  made. FPC ratepayers w i l l  be subs id iz ing  t h e  non- 

regulated investments o f  t h e  parent company. 

Please discuss the equity adjustment re1 at ing  t o  the extended outage o f  

F P C ’ s  Crys ta l  R ive r  3 (CR 3) nuclear u n i t .  

I n  June 1997, t h e  Commission approved a set t lement between FPC and a l l  

p a r t i e s  t h a t  intervened i n  Docket No. 970261-EI. This docket was opened 

t o  review FPC’s request t o  recover replacement fuel and purchased power 

cos ts  and t o  i n v e s t i g a t e  the  s p e c i f i c  ac t ions  and circumstances t h a t  led 

t o  t h e  extended outage o f  CR 3. The p a r t i e s  t o  t h e  sett lement agreed 

not t o  seek o r  support any increase o r  reduc t ion  i n  FPC’s base ra tes  or 

t he  author ized range o f  i t s  r e t u r n  on equ i t y  dur ing  t h e  four -year  pe r iod  

t h e  agreement was i n  e f f e c t .  I n  exchange f o r  t h e  above considerat ion,  

t he  a u t h o r i t y  t o  recover a p o r t i o n  o f  t h e  replacement fuel costs,  and 

an end t o  the prudence review, FPC agreed t o  absorb the  remaining costs 

r e s u l t i n g  i n  an approximate $109 million a f t e r - t a x  l o s s .  I n  a d d i t i o n ,  

t he  sett lement provided t h a t  f o r  purposes o f  measuring FPC’s future 

earnings, t h e  Commission w i l l  permit  t h e  Company t o  make an adjustment 

t o  i t s  earnings s u r v e i l l a n c e  repo r t  (ESR) t o  exclude the cos ts  

associated w i t h  t h e  outage. This CR 3 equ i t y  adjustment i s  accomplished 

by i nc reas ing  common e q u i t y  by $109 m i l l i o n  and reducing v a r i a b l e  cost  
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Q. 
A .  

Q. 

A. 

Q. 
A .  

Q. 

A. 

debt by t h e  same amount. The settlement agreement expi red on June 30, 

2001. 

The sett lement agreement d i d  not spec i fy  when t h e  CR 3 adjustment 

would be terminated. However, dur ing t h e  agenda conference when t h i s  

matter was discussed, FPC agreed and t h e  Commission Order l a t e r  

r e f l e c t e d  t h a t  t h e  Commission would review t h e  reasonableness o f  

con t inu ing  t h i s  adjustment a f t e r  t he  conclusion o f  the four-year per iod  

i f  the re  was a change i n  the  l a w  order ing i n d u s t r y  res t ruc tu r ing  o r  i n  

FPC’s next r a t e  case. 

What was FPC’s e q u i t y  r a t i o  p r i o r  t o  the  sett lement agreement? 

Based on i t s  May 1997 ESR, FPC’s equ i ty  r a t i o  was 58.8% on an FPSC basis 

p r i o r  t o  the  Commission’s approval o f  t h e  set t lement.  

What was FPC’s equity ratio following t h e  approval o f  t he  sett lement 

agreement? 

Based on i t s  r e s t a t e d  June 1997 ESR, FPC’s equ i t y  r a t io  was 55.0% 

wi thout  t h e  CR 3 adjustment and 59.0% w i t h  the  CR 3 adjustment. 

What i s  FPC’s e q u i t y  r a t i o  as reported in i t s  l a t e s t  ESR? 

Based on i t s  October 2001 ESR, F P C ’ s  equ i t y  r a t i o  i s  59.0% without t h e  

CR 3 adjustment and 62.6% w i t h  t h e  CR 3 adjustment. 

Is t h e  CR 3 e q u i t y  r a t i o  adjustment still necessary? 

No, i t  i s  no t .  E x h i b i t  ALM-13 shows FPC’s equity r a t i o  as reported i n  

i t s  monthly ESRs from January 1995 through October 2001. This e x h i b i t  

shows t h a t  FPC has f u l l y  recovered from t h e  adverse impact t o  earnings 

it agreed t o  as p a r t  o f  t h e  sett lement t o  end t h e  prudence review o f  the 

extended outage o f  CR 3. 
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4. 

A .  

As I have discussed e a r l i e r ,  t h e  issue a t  hand i s  what i s  an 

appropr iate c a p i t a l  s t r u c t u r e  f o r  purposes o f  p rov id ing  regulated 

e l e c t r i c  service on a going-forward bas is .  The f a c t s  presented i n  my 

test imony demonstrate why FPC’s proposed equ i t y  ra t io  o f  61 2% i s  

excess ive.  I f  t h e  Company’s equ i t y  r a t i o  were i n  t h e  low t o  mid 4 0 3 ,  

t he re  might be a reason f o r  con t inu ing  t h i s  adjustment. However, g iven 

t h e  cur ren t  l eve l  o f  equ i t y  maintained a t  t h e  u t i l i t y  l e v e l ,  t h e  need 

f o r  t h i s  adjustment ended when t h e  Company’s equ i t y  r a t i o  w i thout  t h e  

CR 3 adjustment returned t o  i t s  pre-sett lement level. I n  f a c t ,  not  only 

i s  there  no longer a need t o  make t h e  CR 3 adjustment, because t h e  

Company’s proposed e q u i t y  r a t i o  i s  excessive, t h e  appropr iate adjustment 

now i s  t o  reduce FPC’s proposed equ i t y  r a t i o  t o  i t s  actual level for 

ratemaking purposes. 

Will t he  discontinuance o f  the CR 3 equity adjustment violate the 

settlement agreement approved by the  Commission? 

No. The sett lement agreement has expired. FPC i s  engaged i n  a r a t e  

case. A5 shown on E x h i b i t  ALM-14, t h e  Company has recovered from the 

adjustment t o  earnings i n  1997. Time has e l im ina ted  the need for making 

t h e  CR 3 equ i t y  adjustment. 

The graph shown on E x h i b i t  ALM-14 i s  based on i n fo rmat ion  repor ted  

by FPC i n  i t s  monthly ESRs. However, i t  should be noted t h a t  t h e  d ip  

i n  equ i t y  r a t i o  f o r  t h e  p e r i o d  June 1997 through November 1999 i s  

s i g n i f i c a n t l y  exaggerated by t h e  manner i n  which t h e  Company reported 

t h e  T iger  Bay regu la to ry  asset and the  accompanying debt on i ts  ESR. 

The amount o f  debt f o r  t h i s  p e r i o d  was overstated on i t s  ESRs r e s u l t i n g  
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Q. 

A .  

Q. 
A .  

i n  an understatement o f  i t s  reported equ i t y  r a t i o .  There was no spike 

i n  FPC’s equ i t y  r a t i o  i n  December 1999 but ra the r  a change i n  how the  

Company reported these amounts on i t s  ESR. What i s  important t o  take 

from t h i s  graph i s  t h a t  the  Company’s equ i t y  r a t i o  i s  back t o  i t s  p re-  

sett lement l e v e l  arid t h e  CR 3 adjustment i s  no longer warranted. 

P1 ease summarize your recommendation regarding the appropr iate equi ty 

r a t i o  the Commission should recognize f o r  FPC for ratemaking purposes. 

Based on the  l e v e l  o f  equ i ty  maintained by other e l e c t r i c  u t i l i t i e s  i n  

FPC’s peer group, t h e  l e v e l  o f  equ i t y  maintained by i t s  s i s t e r  u t i l i t y  

and t h e  parent company on a consol idated bas is ,  t h e  Company’s own 

recogn i t ion  o f  an optimal l eve l  o f  equ i t y  c a p i t a l i z a t i o n ,  t h e  Company’s 

actual  l e v e l  o f  e q u i t y  as reported i n  i t s  SEC f i l i n g s ,  and the S&P 

f i n a n c i a l  t a r g e t s  f o r  a BBB+ ra ted  u t i l i t y ,  a 55% equ i t y  r a t i o  i s  

appropr iate f o r  ratemaking purposes. This l e v e l  o f  e q u i t y  

c a p i t a l i z a t i o n  w i l l  balance t h e  i n t e r e s t s  o f  ratepayers and shareholders 

by prov id ing  t h e  Company w i t h  t h e  f i n a n c i a l  i n t e g r i t y  t o  a t t r a c t  c a p i t a l  

under reasonable terms and prevent ing a cross subs id iza t ion  o f  t h e  

parent company’s non-regulated operations through the  u t i l i t y ‘ s  cos t  o f  

c a p i t a l .  

Any f u r t h e r  comments? 

Yes. In t h e  event t h e  Commission does no t  approve my recommendation t o  

ad jus t  FPC’s e q u i t y  ra t io  f o r  ratemaking purposes, t he  ROE I recommended 

e a r l i e r  i n  my test imony w i l l  overs ta te  FPC’s t r u e  required re tu rn .  The 

ROE I ’ v e  recommended e a r l i e r  i s  based upon an index o f  companies whose 

under ly ing u t i l i t i e s  have an average equ i t y  r a t i o  o f  47.0%. A t  a 61.2% 
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Q. 
A .  

Q. 

A.  

Q. 
A. 

equity r a t i o ,  FPC would have significantly l e s s  financial risk than the 

average company i n  this index. Therefore, i n  recognition of t h i s  lower 

financial risk relative t o  the average risk o f  the index, I would 

recommend a n  ROE of 11 .0% f o r  FPC i f  no equity ra t io  adjustment i s  made. 

SUMMARY 

P1 ease summarize your ROE recommendation. 

As t h e  result o f  my ana lys i s  o f  objective market d a t a  and the 

application o f  generally accepted financial models, I have determined 

a range o f  return on equity for FPC o f  9.75% t o  12.5%. Based upon this 

a n a l y s i s ,  I recommend a just and reasonable ROE for FPC o f  11.5%. 

P1 ease summarize your recommendation regarding the appropriate equity 

ra t io  for ratemaking purposes. 

Based on t h e  level o f  equi ty  maintained by other e lectr ic  u t i l i t i e s  i n  

FPC’s peer group, the level of equity maintained by the parent company 

on a consolidated basis, the Company’s own recognition o f  a n  optimal 

level o f  equity capitalization, and the S&P financial target f o r  a BBB+ 

rated u t i l i t y ,  a 55% equity r a t io  is  appropriate f o r  ratemaking 

purposes. 

Does t h i s  conclude your testimony? 

Yes. 
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Exh ib i t  ALM-1 

Discounted Cash F1 ow Models: 

Annual 

k = D l  / PO(1-FC) + g 

Quar te r ly  

k = d , ( l + k ) . 7 5  -I- ~ j , ( l + k ) . ~ '  + d,(1+k)e25 + d, + g 

Po( 1 - FC) 

k = Cost o f  equ i t y  

(1) D, = Next y e a r l y  div idend, ca lcu la ted  by m u l t i p l y i n g  the  

l a s t  d iv idend per Value Line by t h e  f a c t o r  ( l + g ) .  

(1) dl,d,.d3,d, = Next f ou r  q u a r t e r l y  dividends, ca lcu la ted  by 

m u l t i p l y i n g  t h e  l a s t  four qua r te r l y  dividends per 

Value L ine  by the f a c t o r  ( l + g ) .  

(2)  P, = Average o f  t h e  monthly high and low stock p r i ces  for 

t he  th ree  months ended Nov. 2001 per S&P Stock Guide. 

FC = F l o t a t i o n  costs expressed as a percent o f  gross 

proceeds. 

(1) g = Value L ine  fo recas t  o f  f u t u r e  earnings growth. 

(1) Dividends and Growth Rates from Value L ine  ed i t ions  1, 5,  and  11. (Dec. 7 ,  

2001; Jan. 4, 2002; and Nov. 16. 2001; respect ively.  1 

(2) Stock Pr ices  from Oct. ,  Nov., Dec. 2001 S&P Stock Guides. 
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Exh ib i t  ALM-2 

FLORIDA POWER CORPORATION 
SUMMARY OF DISCOUNTED CASH FLOW ANALYSIS 
FOR ELECTRIC ENERGY COMPANIES 

C onipany Quarterly Average Earnings Quarterly Without 

Dividend Price Growth Rate DCF Flotation Costs 

Ameren COT. $0.635 $39.882 $39.882 4.00% 11.26% 10.90% 
Cleco Corp. 
DPL Inc. 
DTE 
FPL Group 
Hawaiian Elec. 
IDACORP Inc. 
Great PIains Energy Inc. 
NSTAR 
Pinnacle West Capital 
Southern Co. 

$0.2 18 
$0.235 
$0.5 15 
$0.560 
$0.620 
$0.465 
$0.4 15 
$0.5 15 
$0.375 
$0.335 

$20.668 
$23.975 
$42.333 
$54.135 
$38.630 
$37.372 
$25.075 
$42.323 
$41.178 
$24.343 

$20.668 
$23.975 
$42.333 
$54.135 
$38.630 
$37.372 
$25.075 
$42.323 
$41.178 
$24.343 

8.00% 
10.50% 

4.50% 

2.50% 
4.50% 
6.50% 
5.50% 
6.50% 

6.50% 

5 .OO% 

13.02% 
15.31% 
12.20% 
9.2 1 % 

1 2.42% 
8.03% 

12.1 1% 
12.20% 
9.83% 

12.96% 

12.77% 
15.07% 
11.91% 
8.97% 

12.05% 
7.75% 

11.72% 
11.92% 
9.6 1 % 

12.64% 
TECO Energy $0.345 $26.888 $26.888 7.00% 13.01% 12.71% 

1 1.74% 1 1.48% Market Weighted Average 

Company Stock Earnings Annual 
Price Growth Rate DCF 

Ameren Corp. $3 9.882 4.00% 10.97% 
Cleco Corp. $20.668 8.00% 12.79% 

DTE $42.333 6.50% 11.96% 

Hawaiian Elec. $3 8.630 5.00% 12.10% 
IDACORP Inc. $37.372 2.50% 7.87% 
Great Plains Energy Inc. $25.075 4.50% 11.78% 
NSTAR $42.323 6.50% 11.96% 
Pinnacle West Capital $4 1,178 5.50% 9.68% 
Southern Co. $24.343 6.50% 12.67% 
TECO Energy $26.888 7.00% 12.74% 
Market Weighted Average 11 -53% 

DPL Inc. $23.975 10.50% 15.06% 

FPL Group $54.135 4.50% 9.05% 
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Exhib i t  ALM-3 

Summary of CAPM Results: 

k = RF +beta (MR - RF) 

k = required return 

RF 

beta 

MR 

= average yield, 30-year Treasury, Dec. 2001 Blue Chip Financial Forecast 

= Value Screen, Dec. 2001, average for index 

= DCF result for market 

Quarterly compounding = 0.21% 

beta = .54 

RF =5.4% 

MR = 12.71% + 0.21% = 12.92% 

k = 5.4 + -54 (12.92-5.4) 

k = 9.46% 

Flotation Cost Adjustment = 0.26% 

k = 9.46 + 0.26 

b = 9.72% 
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E x h i b i t  ALM-4 

FLORIDA POWER CORPORATION 
SUMMARY Of DISCOUNTED CASH FLOW ANALYSIS 

FOR ELECTRIC ENERGY COMPANIES 

(1) (2 )  
Revenue from 

Company Quarter ly Average Quarter 1 y E l  e c t  r i c 
D i  v i  dend Pr i ce  I / B / E / S  g DCF Operations 

A1 legheny tnergy 9.69% 13.95% 62.5% 
ALLETE E:;;: E: E 8.42% 
Ameren Corp. $0.635 
American E l e c t r i c  Power $0.600 
C i  nergy Corp. $0.450 
Cleco Corp. $0.218 
CMS Energy Corp. $0.365 
Domi n i  on Resources $0.645 
DPL Jnc. $0.235 
DQE $0.420 
DTE $0.515 
Duke Energy $0.275 
FPL Group $0.560 
Hawa i  i an E l  ec. $0.620 
IDACORP Inc. $0.465 
Kansas City Power & L t  . $0.415 
MDU Resources $0.220 
N i  Source Inc. $0.290 
NSTAR $0.515 
Pinnacle West Cap i ta l  $0.375 
Progress Energy $0.530 
Pub1 i c  Serv. En te rp r i  se $0.540 
Re1 i a n t  Energy $0.375 
Southern Co. $0.335 
TECO Energy $0.345 
TXU Corp. $0.600 
U I L  Holdings $0.720 
Vectren Corp. $0.255 
Xcel Enerqv I n c .  $0.375 

$42.097 
$47.310 
$33.530 
$22.808 
$28.478 
$63.025 
$27.967 
$22.118 
$44.574 
$42.335 
$58.643 
$37.358 
$37.303 
$25.080 
$34.252 
$28.412 
$41.908 
$47.310 
$42.810 
$47.582 
$38.553 
$22.963 
$30.798 
$46.895 
$47.498 
$21.660 
$28.875 

4.50% 
5.85% 
5.71% 
10.03% 
8.69% 
9.86% 
9.54% 
5.67% 
6.60% 
11.66% 
6.75% 
2.50% 
6.40% 
5.67% 
10.82% 
9.36% 
6.80% 
7.80% 
6.79% 
6.47% 
7.76% 
6.82% 
7.99% 
8.21% 
2.33% 
7.75% 
6.64% 

13.92% 
11.41% 
11.75% 
11.94% 
14,63% 
14.07% 
14.85% 
13.61% 
14.45% 
12.01% 
14.88% 
11.14% 
9.92% 
12.23% 
13.39% 
13.97% 
14.13% 
12.54% 
11.48% 
12.57% 
11.78% 
12.37% 
13.71% 
13.25% 
14.34% 
9.08% 
13.28% 
12.74% 

44.3% 
91.4% 
100.0% 
63.9% 
75.6% 
29.7% 
48.5% 
75.8% 
77.5% 
100.0% 
37.6% 
100.0% 
74.3% 
83.1% 
95.3% 
17.7% 
25.8% 
100.0% 
95.7% 
86.6% 
57.2% 
14.8% 
100.0% 
100.0% 
33.9% 
80.0% 
20.4% 
49.8% 

Market Weighted Average 13.24% 

(3) Market Weighted Average 12.48% 

(1) FPC Witness Vander Weide Testimony, Schedule 1 
(2) C.A. Turner U t i l i t y  Reports, 2001 F inanc ia l  S t a t i s t i c s  of Publ ic  U t i l i t i e s  
(3) Market weighted average o f  DCF r e s u l t s  f o r  companies w i t h  74% o r  more o f  

revenues generated from electric operations 
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Exhib i t  ALM-5 

FLORIDA POWER CORPORATION 
SUMMARY OF DISCOUNTED CASH FLOW ANALYSIS 

FOR NATURAL GAS DISTRIBUTION COMPANIES 

(1 1 (2) 
Company Quarterly Average Quarterly Yo Revenue from 

Dividend Price IIBIEIS g DCF Gas Operations 
GL Resources $0.270 $23.223 7.16% 12.65% 100.0% 

Atmos Energy $0.290 $22.987 7.57% 13.54% 86.4% 
Energen Corp. $0.170 $30.793 I 1  .OO% 13.71 Yo 65.9% 
KeySpan $0.445 $36.742 11.39% 17.43% 49.9% 
Laclede $0.335 $24.102 3.33% 9.59% A 00.0% 
New Jersey Resources $0.440 $43.848 6.38% 11.03% 64.3% 
NICOR Inc. $0.440 $37.925 5.79% 1 I .01 Yo 82.5% 
Northwest Natural Gas $0.31 0 $23.955 4.55% 10.47% 100.0% 
NU! $0.245 $22.003 IO.%% 16.46% 43.8% 
Peoples Energy $0.51 0 $39.275 5.43% 11.40% 78.7% 
Piedmont Natural Gas $0.385 $34.570 5.33% 10.32% 100.0% 
SEMCO Energy $0.210 $14.537 6.45% 13.24% 72.0% 
South Jersey Industries $0.370 $30.925 5.67% I I .17% 83.8% 
WGL Holdings $0.31 5 $27.602 4.43% 9.58% 100.0% 
Market Weighted Average 13.36% 

(3) Market Weighted Average 11.43% 

(I) FPC Witness Vander Weide Testimony, Schedule 3 
(2) C.A. Turner Utility Reports, 2001 Financial Statistics of Public Utilities 
(3) Market weighted average of DCF results for companies with 60% or more of revenues 

generated from natural gas operations 
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E x h i b i t  ALM-6 

ELECTRIC UTILITY INDEX 
For 12 months ended Dec. 31,2000 
($mill ions) 

Company Name 

Ameren Corp. 
Cleco Corp. 
DPL Inc. 
DTE Energy Co. 
FPL Group Inc. 
Hawaiian Electric Industries Inc. 
IDACORP Inc. 
Kansas City Power & Light Co. 
NSTAR 
Pinnacle West Capital Corp. 
Southern Co. 
TECO Energy Inc. 

Bond Short- Long- Preferred Common OBS 
Rating term debt term debt Stock Stock debt 

A+ 
BBB+ 
BBB+ 
BBB+ 
A 
BB0 
A+ 
A- 
A 
BBB 
A 
A 

$203.3 
$95.9 
$0.0 

$544.0 
$1 , I  58.0 

$23.6 
$1 20.6 

$55.6 
$468.3 

$82.8 
$1,680.0 
$1,208.9 

$2,789.5 
$689.8 

$2,308.5 
$4,150.0 
$4,041 .O 

$524.0 
$903.9 

$? ,285.5 
$1,535.5 
$2,418.6 

$10,156.0 
$1 ,61 1.9 

( I )  FPC Witness Vander Weide Testimony, Schedule 1 
(2) Standard & Poor's Ratings Direct (online: www.ratingsdirect.com) 
(3) Company SEC IOK Filings for Year Ended Dec. 31,2000 
(4) Standard & Poor's Balance Sheet Statistics for Electric Utilities 
(5) E/R = CE / CE+PS+LTD+STD 
(6) Adjusted E/R = CE / CE+PS+LTD+STD+OBS 

$235.2 
$1 5.1 
$22.9 
$0.0 

$226.0 
$0.0 

$1 05.1 
$39.1 
$43.0 
$0.0 

$368.0 
$200.0 

$3,196.7 
$464.9 
$892.4 

$4,015.0 
$5,593.0 

$839.1 
$820.8 
$921.4 

$1,376.4 
$2,382.7 

$1 0,690.0 
$4,559.5 

$48.4 
$523.5 

$0.0 
$57.0 

$1,213.3 
$130.4 

$22.4 
$1 06.5 
$1 23.9 
$593.3 
$795.0 
$139.3 

Simple Average 
Weighted Average 

Equity Equity 
Ratio Ratio 

49.76% 
36.73% 
27.68% 
46.10% 
50.76% 
60.51 % 
42.08% 
40.03% 
40.27 Yo 
48.78% 
46.69% 
34.05% 

49.38% 
25.98% 
27.68% 
45.80% 
45.73% 
55.31 Yo 
41.61 % 
38.26% 
38.80% 
43.50% 
45.13% 
33.04% 

43.62% 40.85% 
45.45% 43.27% 
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ELECTRIC UTILITY INDEX (Operating Companies) 
For 12 months ended Dec. 31, 2000 

$ m i  11 ions) 

Company Name 

Appal achi an Power Co. 
Central Power & L igh t  Co. 
Col umbus Southern Power Co. 
Indiana Michigan Power Co. 
Kentucky Power Co. 
Ohio Power Co. 
Publ ic Service Go. o f  Oklahoma 
Southwestern E lec t r i c  Power Co. 
West Texas U t i l i t i e s  Co. 
Cleco Corporate & Power LLC 
Dayton Power & t i g h t  Co. 
Duquesne L igh t  Co. 
D e t r o i t  Edison Co . 
F lo r i da  Power & L igh t  Co. 
Idaho Power Co. 
Boston Edison Co. 
Arizona Public Service Co. 
Alabama Power Co. 
Georgia Power Co. 
Gu l f  Power Co. 
" 'qsissippi  Power Co. 

Tampa E l e c t r i c  Co. 
F lo r i da  Power Corporation 
Carol ina Power & L igh t  
Monongahel a Power Co. 
Potomac Edison Co. 
West Penn Power Co. 
Northern States Power Co. 
Northern States Power Wisconsin 
Publ ic Service Co. o f  Colorado 
Southwestern Pub1 i c  Service Co. 
PSI  Energy Inc .  
Union L igh t  Heat & Power Co. 
Cincinnat i  Gas & E lec t r i c  Co. 
Consumers Energy Co. 
V i r g i n i a  E lec t r i c  & Power Co. 

mnah E lec t r i c  & Power Co. 

(2 )  (3) 

Bond Short-term 
R a t 1  ng 
A-  
A- 
A- 
A- 
A- 
A- 

A- 
A- 
A- 
BBB+ 
BBB+ 
BBB+ 
BBB+ 
A 
A+ 
A 
BBB+ 
A 
A 
A 
A 
A 
A 
BBB+ 
BE!€!+ 
A+ 
A+ 
A+ 
A-  
A 
A- 
A- 
A- 
A- 
A- 
BBB - 
A 

Northern Indiana Publ ic Service Co. EBB 
TXU E l e c t r i c  Co. BBB+ 

debt 
8191.5 
8269.7 
888.7 

8354.4 
847.6 
$32.7 
881.1 
816.8 
658.6 
$41.4 

80.0 
$0.8 

$286.0 
$560.0 
$59 * 7 

8132.9 
882.1 

8281.3 
8703.8 
843.0 
$56.0 
$45.4 

8231.2 
8192.5 

$0.0 
$37.0 
$42.7 

$0.0 
8359.2 
$15.9 

8155.2 
8674.6 
8334.8 
529.4 

$427.5 
$403.0 
$714.0 
$407.1 
4302.0 

(3) 

Long-term 
debt 

$1.605.8 
81.603.1 

$899.6 
$1.388.9 

8330.9 
81 ,195.5 

8545.8 
8755.9 
8255.8 
8360.3 
8666.5 

81,080.0 
53,503.0 
52,642.0 

8839.1 
8627.8 

82,057.2 
83.773.4 
83,832.9 

8450.9 
8405.5 
8187.6 
8844 a 5 

41.479.1 
83.619.9 

8706.7 
8410.0 

81,352.8 
$313.0 

S 1,946.8 
8326.5 

81,112.6 
874.5 

81.206.3 
$2,736.0 
83,937.0 

8920.7 
86.088.0 

$738.5 

( 3 )  

Preferred 

stock 
$28 6 
85.9 

615.0 
873 I 7  

$0.0 
825.5 
$5.3 
$4.7 
82.5 
$0.0 

$22.9 
8222,1 

$0.0 
$226.0 
8105.1 
543.0 
$0.0 

8317.5 
$14.6 
$4.2 

831.8 
$0.0 
$0.0 

833.5 
859.3 
874.0 
$0.0 
$0.0 
$0.0 
$0.0 
$0.0 
$0.0 

542.3 
$0.0 

$20.5 
644.0 

8509.0 
8130.2 
821.0 

(3) 

Common 
stock 

$1.096.2 
$1,366. I 

$713.4 
$793.1 
$266.7 

$1.181.8 
8474.9 
$674.6 
8262.0 
$407.1 

$1.012.9 
$539.6 

53.723.0 
$5,032.0 

$765.3 
$834.8 

52.119.8 
83,195. E 
54,249.5 

$427.3 
8404.9 
$174.9 

$1.447.1 
$1.965.0 
$2.852.0 

8707.9 
$412.8 
8422.1 

$1.632.3 
8390.3 

$1.923.2 
$751.6 

$1.133.7 
$147.2 

S 1,695.8 
$2,026.0 
83,849.0 
81.058.4 
66.879 .O 

(4) 

OBS 
debt 
$3.1 
$7.5 
47.5 

8818.6 
$0.2 

$407.8 
40.0 
$0.0 
80.0 

8523.5 
$0.0 

$23.9 
557.0 

$1.213.3 
$22.4 

$555.6 
5456.4 
$100.0 
$470.9 

$0.0 
$0.5 
53.5 

$59.5 
8462.4 
$276.8 
843.9 

$0.0 
$31.9 
$0.0 
60.0 

$371.8 
$30.2 

8140.0 
$29.6 

8194.1 
$836.0 
8965.3 
435.6 

8311.0 

Simp1 e Average 
Weighted Average 

(5) 

Equity 
Ratio 

37.51% 
42.10% 
41.56% 
30.39% 
41.34% 
48.52% 
42.90% 
46.46% 
45.26% 
50.33% 
59.50% 
29.29% 
49.56% 
59.48% 
43.26% 
50.95% 
49.77% 
42.23% 
48.29% 
46.17% 
45.08% 
42.88% 
57.36% 
53.54% 
43.67% 
46.40% 
47.69% 
36.37% 
48.81% 
54.27% 
47.78% 
42.88% 
43.21% 
58.62% 
50.62% 
38.89% 
42.72% 
42.06% 
51.76% 

46.14% 
46.96% 

(6) 
Adjusted 

Equity 
Rat io 

37.47% 
42.00% 
41.38% 
23.13% 
41.32% 
41.56% 
42.90% 
46.46% 
45.26% 
30.56% 
59.50% 
28.91% 
49.19% 
52.02% 
42.72% 
38.05% 
44 * 95% 
41.68% 
45.83% 
46.17% 
45.05% 
42.51% 
56.04% 
47.55% 
41.89% 
45.10% 
47.69% 
35.40% 
48.81% 
54.27% 
43.74% 
42.16% 
41.03% 
52.44% 
47.85% 
33.52% 
38.59% 
41 -47% 
50.58% 

43.51% 
44.21% 

( I )  C . A .  Turner U t i l i t y  Reports. 2001 Financial  S t a t i s t i c s  o f  Publ ic U t i l i t i e s  
(2) Standard & Poor's Ratings D i rec t  (on l ine :  www.ratingsdirect.com) 
(3) Company SEC 10K F i l i ngs  f o r  Year Ended Dec. 31, 2000 
' .' Standard & Poor's Balance Sheet S t a t i s t i c s  fo r  E lec t r i c  U t i l i t i e s  

E /R  = CE / CE+PS+LTD+STD 
(6) Adjusted E /R  = CE / CE+PS+LTD+STD+OBS 
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U t i l i t i e s  

Quar t i l es  - Equ i t y  R a t i o  Quar t i l es  - Adjusted Equ i t y  R a t i o  

Top : 
Dayton Power & L i g h t  Co. 
F l o r i d a  Power & L i g h t  Co. 
Union L i g h t  Heat & Power Co. 
Tampa E l e c t r i c  Co. 
Northern States Power Wisconsin 
F l o r i d a  Power Corpora t ion  
TXU E l e c t r i c  Co. 
Boston Edison Co. 
C inc inna t i  Gas & E l e c t r i c  Co. 
Cleco Corporate i$ Power LLC 

Middle- top: 
Arizona Publ i c  Serv ice  Co . 
D e t r o i t  Edison Co. 
Northern States Power Co. 
Ohio Power Co. 
Georgia Power Co. 
Pub l ic  Serv ice Co. o f  Colorado 
Potomac Edison Co. 
Southwestern E l e c t r i c  Power Co. 
Mononga he1 a Power Co . 
Gulf Power Co. 

Middle- bottom: 
West Texas U t i l i t i e s  Co. 
M iss i ss ipp i  Power Co . 
Carol ina Power & L i g h t  
Idaho Power Co. 
P S I  Energy I n c .  
Pub l ic  Service Co. of Oklahoma 
Southwestern Publ i c Serv ice  Co 
Savannah E l e c t r i c  81 Power Co. 
V i r g i n i a  E l e c t r i c  & Power Co. 
Alabama Power Co. 

59.50% 
59.48% 
58.62% 
57.36% 
54.27% 
53.54% 
51.76% 
50.95% 
50.62% 
50.33% 

49.77% 
49.56% 
48.81% 
48.52% 
48,29% 
47.78% 
47.69% 
46.46% 
46.40% 
46.17% 

45.26% 
45.08% 
43.67% 
43.26% 
43.21% 
42.90% 
42.88% 
42.88% 
42.72% 
42 - 23% 

Bottom : 
Central  Power & L i g h t  Co. 42.10% 
Northern I n d i  ana Publ i c Serv i  ce Co. 42.06% 
Columbus Southern Power Co. 41.56% 
Kentucky Power Co. 41.34% 
Consumers Energy Co. 38.89% 
Appalachian Power Co. 37.51% 
West Penn Power Co. 36.37% 
Indiana Michigan Power Co. 30.39% 
Duquesne L i g h t  Co. 29.29% 

Top: 
Dayton Power 8 L i g h t  Co. 
Tampa E l e c t r i c  Co. 
Northern Sta tes  Power W i  sconsi n 
Union L i g h t  Heat & Power Co. 
F lo r i da  Power & L i g h t  Co. 
TXU E l e c t r i c  Co. 
Det r o i  t Edi son Co . 
Northern Sta tes  Power Co. 
C inc inna t i  Gas A. E l e c t r i c  Co. 
Potomac Edison Co. 

Midd7e - top: 
F l o r i d a  Power Corpora t ion  
Southwestern E l e c t r i c  Power Co. 
Gulf Power Co. 
Georgia Power Co. 
West Texas U t i l i t i e s  Co. 
Mononga he1 a Power Co . 
M i  s s i  s s i  pp i  Power Co . 
Arizona Pub1 i c  Serv ice  Co. 
Pub l ic  Serv ice  Co. o f  Colorado 
Pub l ic  Serv ice  Co. o f  Oklahoma 

Middle-bottom: 
Idaho Power Co. 
Savannah E l e c t r i c  & Power Co. 
Southwestern Pub l ic  Serv ice  Co. 
Central  Power & L i g h t  Co. 
Carol ina Power i$ L i g h t  
Alabama Power Co. 
Ohio Power Co. 
Northern Indiana P u b l i c  Service Co. 
Columbus Southern Power Co. 
Kentucky Power Co. 

Bottom: 
P S I  Energy Inc. 
V i r g i n i a  E l e c t r i c  & Power Co. 
Boston Edison Co. 
Appalachian Power Co. 
West Penn Power Co. 
Consumers Energy Co. 
Cleco Corporate & Power LLC 
Duquesne L i g h t  Co. 
Indiana Michigan Power Co. 

59.50% 
56.04% 
54.27% 
52.44% 
52.02% 
50.58% 
49.19% 
48.81% 
47.85% 
47.69% 

47.55% 
46.46% 
46.17% 
45.83% 
45.26% 
45.10% 
45.05% 
44.95% 
43.74% 
42.90% ,I c 

42.72% 
42.51% 
42.16% 
42.00% 
41.89% 
41 - 68% 
41.56% 
41.47% 
41.38% 
41.32% 

41.03% 
38.59% 
38.05% 
37.47% 
35.40% 
33.52% 
30.56% 
28.91% 
23.13% 
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S t a f f ’ s  F i f t h  Set o f  I n te r roga to r ies  

’ l es t i on  # 160 

Lommon Equity R a t  i os 

($OOO’S 1 
Ratios 

December 31, 1999 December 31, 2000 September 30, 2001 

FPC Amount % age Amount % age Amount % age 

Short -Term Debt 153.100 4.22% 192,500 5.25% 0 0.00% 
Long-Term Debt 1,555,600 42.89% 1,479,100 40.30% 1,601,664 43.81% 
Preferred Stock 33.500 0.92% 33,500 0.91% 33 , 497 0.92% 
Common Equity 1,885,500 51.97% 1,965,000 53.54% 2,021,187 55.28% 
Tot a 1 Ca p i  t a 1 i z a t i on 3,627,200 100.00% 3,670,100 100.00% 3 , 656,348 100.00% 

Ratios 

December 31, 1999 December 31, 2000 September 30, 2001 

“ lor ida  Progress & 

t I i m i  nat  i ons Amount % age Amount % age Amount % age 
Short -Term Debt 0 0.00% 274,000 21.38% 313,936 24.61% 
Long-Term Debt 1,061,700 89.56% 987,800 76.86% 836 , 447 65.56% 
Preferred Stock 0 0.00% 0 0.00% 0 0.00% 

Common Equity 123,700 10.44% 22,600 1 .76% 125 , 385 9.83% 
Total  C a p i t a l i z a t i o n  1,185,400 100.00% 1,285,200 100.00% 1,275,768 100.00% 

Ratios 

December 31, 1999 December 31. 2000 September 30, 2001 

Total  F1 ori da Progress Amount % age Amount % age Amount % age 

Short-Term Debt 153,100 3.18% 467,300 9.43% 313,936 5.37% 
Long-Term Debt 2,617,300 54.38% 2,466,900 49.78% 2,438,111 49.43% 
Preferred Stock 33.500 0.70% 33,500 0.68% 33,497 0.68% 
Common Equity 2,008,700 41.74% 1,987,600 40.11% 2,146,572 43.52% 

cal Capitalization 4,812,600 100.00% 4,955,300 100.00% 4,932,116 100 .OO% 
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S t a f f  3 F i f t h  Set o f  I n te r roga to r ies  
Question # 160 
Common Equity R a t i o s  
($OOO'S) 

Ratios 
December 31, 2000 September 30, 2001 

~ ~~ 

CP&L Amount % age Amount % age 

Short  -Term Debt 0 0.00% 0 0 * 00% 

Long-Term Debt 3,619,984 55.42% 3,730,124 53.69% 

Prefer red  Stock 59,334 0.91% 59 , 334 0.85% 

Common Equ i ty  2,852,038 43.67% 3 , 158,452 45.46% 

Tota 1 Capita 1 i za t i on 6,531,356 100.00% 6,947,910 100.00% 

Ratios 
December 31, 2000 September 30, 2001 

Progress Energy, Inc .  Holdings & 

Eliminations Amount % age Amount % age 

Short  -Term Debt 3,492,623 85.66% 350 109 7.91% 

Long-term Debt 0 0.00% 3.178.277 71.80% 

Pre fer red  Stock 0 0.00% 0 0.00% 

Common Equ i ty  584 , 563 14.34% 898,073 20.29% 
T o t a l  C a p i t a l i z a t i o n  4,077,186 100.00% 4.426459 100.00% 

Ratios 

December 31, 2000 September 31, 2001 

To ta l  Progress Energy, I n c .  Amount % age Amount % age 

Short  -Term Debt 3,972,674 25.53% 66,045 4.07% 

Long-Term Debt 6,074,136 39.03% 9,346,512 57.32% 

0.57% Pre fe r red  Stock 92,831 .060% 92,831 

Common Equity 5 424 , 201 34.58% 6,203,097 38.04% 

Tota 1 Cap i ta l  i zat  i on 15,563,842 100.00% 16 306,485 100.00% , I 
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E x h i b i t  ALM-9 

S&P R i  sk-Ad justed Financial Targets 

A- BBB+ BBB 

(I) T o t a l  Debt / T o t a l  Capi ta l  ( % )  46 49 51 

Impl ied Equi ty Rat io  (%)  54 51 49 

Source : S&P Rating Evaluat ion for CP&L Energy, Inc . ,  Sept. 13, 2000 ( S t a f f  POD 

12,  Bate Stamp OPC 5 1524) 

A BBB 

(2) Tota l  Debt / Tota l  Capi ta l  ( % >  46-50 53 - 57 

Impl ied Equi ty Rat io  ( % )  50 - 54 43 - 47 

Source : S&P Corporate Rat ing C r i t e r i a  2001, p. 58 (S&P Rati'ngs D i rec t ,  

www. rati nqsdi r e c t  . com) 

(1) Business p o s i t i o n  5 

( 2 )  Above average business posit ion 
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Exh ib i t  ALM- 10 

Incremental Revenue Requi rement 

(1) pre-tax COC (3 61.1% E / R  12.85% 

(1) pre-tax COC @ 55.0% E / R  12.21% 

d i  f f erence 0.64% 

(2 )  assumed rate base $3,665,498,000 

difference x .0064 

incremental revenue requ i  rement $23,459,187 

(1) ALM-11 

(21 total c a p i t a l  from MFR D - 1  
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FPC - with 11.5% ROE 

Class o f  Capital 
Common Equi ty  
Preferred Stock 
Long Term Debt 

Fixed Rate Debt 
Variable Rate Debt 

Short Term Debt 
Customer Deposits 

Act i ve 
1 nact 1 ve 

Post '70 - Equi ty  
Post  '70 - Debt 

Investment l a x  Cred i t  

Deferred Income Taxes 
FAS 109 L i a b i l i t y  - Net 
Tota l  Capi ta l  St ructure 

($000) FPSC 
Adj 'd  Reta i l  

$1.966.206 
830,245 

81.210.276 
86.220 
$2.268 

6112.388 
$387 

$28.053 
$17,092 

$321.038 
(828.675) 

$3,665,498 

FPC - with 55% Equ i ty  Rat io  & 11.5% ROE 

Class o f   capital^ 
C o m n  Equity 
Preferred Stock 
Long Term Debt 

Fixed Rate Debt 
Variable Rate Debt 

Short Term Debt 
Customer Deposits 

Act ive 
I nact i ve 

Post '70 - Equity 
Post '70 - Debt 

Investment l a x  Credi t  

Deferred Income Taxes 
FAS 109 L i a b i l i t y  - Net 
Tota l  Capi ta l  Structure 

GULF - with 11.5% ROE 

Class o f  Capi ta l  
Long Term Debt 
Short Term Debt 
Preferred Stock 
C o m n  Equity 
Customer Deposits 
Deferred Taxes 
Investment Credi ts  - Zero Cost 
Investment Credits - Weighted Cost 
To ta l  Capi ta l  

IFR 0-1 FPC and Gu l f .  respect ive ly  

($000) FPSC 
Adj ' d  Retai 1 

$1,768,456 
530,245 

bl.407.017 
$7.229 
82.268 

6132.388 
9387 

$25,256 
$19.889 

5321.038 
(628.675) 

$3.665.498 

($000) 
J u r i  s d i c t  i ona 1 

Capi ta l  S t ruc ture  
6437.913 

$17.801 
$99.565 

8491.919 
813.249 

$121,470 
$0 

$16,584 
$1.198.502 

Rat io  
53.64% 
- 

o . 83% 

33.02% 
0.17% 
0.062 

3.07% 
0.01% 

0 -77% 
0 -47% 
8.76% 

-0.782 
100 .OO% 

Rat 1 o 
48.25% 

0 -83% 

38.39% 
0 -20% 
0.06% 

3.07% 
0.01% 

0 -69% 
0.54% 
8.76% 

-0.78% 
100.00% 

Rat io  
36.542 

1.49% 
8.31% 

41.04% 
1.11% 

10.14% 
0.00% 
1.38% 

100% 

Cost Rate 
11.50% 
4.51% 

7.14% 
4.92% 
4.92% 

6.13% 
0.00% 

11.39% 
7.13% 
0.00% 
0 .OO% 

Cost Rate 
11 S O %  
4.51% 

7.14% 
4.92% 
4.92% 

6.13% 
0 .OO% 

11.38% 
7.13% 
0.00% 
0.00% 

Cost Rate 
7.08% 
6.02% 
5.01% 

11.50% 
5.98% 
0 .OO% 
0.00% 
8.99% 

Af te r - tax  
We1 ghted 

Cost Rate 
6.17% 
0 - 04% 

2.36 
0.01% 
0.00% 

0.19% 
0.00% 

0.09% 
0.03% 
0.00% 
-0.00% 
8.88% 

Af te r - tax  
Weighted 

Cost Rate 
5.55% 
0.04% 

2.74% 
0.01% 
0 .OO% 

0.19% 
0.00% 

0.08% 
0.04% 
0 .OO% 

-0.00% 
8.64% 

A f t e r - t a x  
Weighted 

Cost Rate 
2.59% 
0.09% 
0.42% 
4.72% 
0.07% 
0 .OO% 
0.00% 
0.12% 
8.002 
- 

Pre-tax 
Weighted 

Cost Rate 
10.05% 
0.06% 

92.36% 
0.01% 
0.00% 

0.19% 
0.00% 

0.14% 
0 - 03% 
0.00% 

-0.00% 
12.85% 
- 

Pre-tax 
Weighted 

Cost Rate 
9.04% 
0.06% 

2.74% 
0.01% 
0.00% 

0.19% 
0.00% 

0.13% 
0.04% 
0.00% 

-0.00% 
12.21% 

Pre- t a x  
Weighted 

Cost Rate 
2.59% 
0.09% 
0.42% 
7.69% 
0.07% 
0 .OO% 
0.00% 
0.17% 
11.02% 
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E x h i b i t  ALM-12 

Nine months ended Sept. 30, 2001 

Southern Company 

(1) S&P Rat ing A 

( 2 )  Tota l  Assets  ( $ m i l l i o n s )  $29,798.7 

(2 )  T o t a l  Revenues ( $ m i l l i o n s )  $ 7,995.8 

(3) Equi ty  Ra t io  38.1% 

(5)  # o f  Electric U t i l i t i e s  5 

( 6 )  Tota l  Capacity ( k i l o w a t t s )  32,806,926 

year ended 12/31/00 

Gu l f  Power Company 

S&P Rating A 

To ta l  Assets  ( $ m i l l i o n s )  $1,526.5 

T o t a l  Revenue ( $ m i l  l i o n s )  $ 572.1 

Equ i ty  Ra t io  (Ratecase) 47.0% 

Equ i ty  Rat io  (ac tua l  46.2% 

Adjusted Equ i ty  Rat io 46.2% 

Tota l  Capacity ( k i  1 owatts 1 

year ended 12/31/00 

2,188,150 

Prowess  Enersv 

BBB+ 

820,673.0 

$ 6,554.3 

38.0% 

2 

21,623,000 

F l o r i d a  Power Corporation 

BBB+ 

$5,044.1 

$2,500.3 

61.2% 

55.3% 

49.1% 

9,312,000 

(1) Standard & Poor’s Ratings D i r e c t  (Onl ine:  www. r a t i n q s d i r e c t  .com> 

( 2 )  Company SEC lOQ F i l i n g s  f o r  q u a r t e r  ended Sept. 30. 2001 

(3) E/R = CE / CE+PS+LTD+STD 

( 4 )  Adjusted E/R = CE / CE+PS+LTD+STD+OBS 

( 5 )  C . A .  Turner U t i l i t y  Reports. 2001 F inanc ia l  S t a t i s t i c s  o f  Pub l i c  Utilities 

( 6 )  Company SEC 10K F i l i n g s  f o r  year ended Dec. 31, 2000 

( 7 )  Equ i t y  ratio proposed f o r  ratemaking (MFR D-1) 

1 
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Common Preferred Long-Term Long-Term Sbort-Term 
Equity Stock Debt Debt Debt 

(Fix ed) 0 7  a r i ab 1 e) 
1,399.4 128.3 1,017.5 165.1 53.1 San- 199: 

Feb- 199: 

Apr- 199: 
May- 199. 
Jun- 199< 

MU- 1 99: 

Jul- 199 
Aug- 199 
Sep- 199 
Oct-199 

NCW- 1 99 
Dec- 199 
Jan- 199 
Feb-199 
Mar- 199 
Apr- 199 
May- 199 
Juri- 199 
Jul- 1-99 

Aug- 199 
Sep- 199 
Oct- 199 

Nov- 199 
c-199 

Jm-199 
Feb- 199 
Mar-199 
Apr- 199 

May- 1 99 
Jun- 199 
Jul- 199 

Aug- 199 
Sep-199 
Oct-19S 

Nov- 1 9s 
Dec- 1 9s 
Jan- 1 9s 
Feb-19s 

Apr- 19s 
May- 19s 

Ma-19S 

CK3 Adjusted Actual 
Adj. Equity Equity 

Ratio Ratio 
0.0 50.6% 50.6% 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
o*o 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 
0.0 

109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 

5 1 .O% 
5 1.4% 
51.8% 
52.2% 
52.4% 
52.6% 
53.0% 
53.2% 
53.5% 
53.8% 
54.2% 
54.6% 
,54.9% 
55.2% 
55.5% 
55.8% 
56.6% 
57.0% 
57.3% 
57.7% 
58.1% 
58.5% 
58.6% 
58.7% 
58.9% 
58.7% 
58.7% 
58.8% 
59.0% 
58.4% 
58.0% 
57.5% 
56.7% 
56.3% 
55.5% 
54.9% 
54.2% 
53 3% 
53.1% 
52.5% 

1,411.5 
1,420.8 
1,435.7 
1,448.3 
1,455.0 
1,463.5 
1,473.2 
1,486.2 
1,493.6 
1,501.2 
1,504.8 
1,513.0 
1,515.6 
1,525.0 

128.1 
127.8 
127.7 
127.4 
127.4 
127.2 
127.0 
127.4 
127.1 
126.5 
125.8 
125.5 
124.9 
125.0 
124.6 
123.9 
120.0 
113.9 
108.4 
102.6 
96.5 
88.9 
81.9 
74.5 
67.1 
59.8 
52.5 
45.2 
38.2 
36.4 
34.8 
33.1 
31.4 
29.6 
29.8 
29.7 
29.6 
29.7 
29.6 
29.5 

1,015.2 
1,012.6 
1,010.9 
1,007.2 
1,005.4 
1,002.3 

999.6 
1,002.8 
1,000.3 

997.2 
992.7 
991.4 
984.7 
987.8 
985.5 
981.7 
996.4 
993.0 
992.5 
988.8 
981.9 
977.6 
977.7 
970.9 
963.8 
957.5 
950.8 
943.4 
942.5 
966.7 
993.8 

1,023.4 
1,054.6 
1,080.4 
1,116.1 
1,140.5 
1,178.3 
1,211.1 
1,237.7 
1.264.9 

45.2 
41.6 
34.3 

165.2 
163.9 
163.8 
163.5 
163.1 
162.3 
158.3 
152.9 
144.8 
138.6 
131.7 
125.6 
116.9 
107.7 
97.1 
85.9 
81.4 
77.7 
77.1 
75.2 
72.2 
69.7 
71.7 
77.2 
85.1 
95.6 

106.4 
117.3 
118.6 
118.1 
11 8.2 
120.9 
126.5 
130.0 
129.2 
121.3 
113.8 
106.9 
99.7 
92.5 

5 1 .O% 
51.4% 
51 -8% 
52.2% 

52.6% 
52.4% 

53.0% 
53.2% 
53.5% 
53.8% 
54.2% 
54.6% 
54.9% 
5 5.2% 
55.5% 
55.8% 
56.6% 
5 7 .O% 
57.3% 
57.7% 
58.3% 
58.5% 
58.6% 
58.7% 
58.9% 
5 8.7% 
5 8.7% 
58.8% 
55.0% 
54.5% 
54.1 % 
53.6% 
52.9% 
52.5% 
51 3% 
5 1.2% 
50.6% 
50.1 % 
49.5% 
49.0% 

29.2 
28.1 
25 .O 
20.4 
25.2 
25.6 
25.6 
23.7 
17.6 
18.0 
18.9 
21.6 
24.1 

0.8 
0.0 
0.0 
0.0 
0.0 
0.0 
4.3 

10.8 
11.3 
17.6 
18.7 
19.4 
23.8 
29.3 
28.8 
27.6 
27.3 
27.2 
33.6 
50.9 
5 8.9 
67.1 
79.0 
91.1 

1,531.3 
1,534.1 
1,564.0 
1,568.8 
1,582.6 
1,589.1 
1,592.9 
1,599.6 
1,608.6 
1,611.2 
1,612.8 
1,604.5 
1,604.9 
1,604.7 
1,615.0 
1,617.4 
1,625.2 
1,628.1 
1,624.6 
1,633.5 
1,63 1.6 
1,634.9 
1,633.9 
1,637.6 
1,636.1 
1,636.6 
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1,625.2 
1,623.2 
1,62 1 .O 
1,619.4 
1,622.0 
1,620.4 
1,637.4 
1,640.2 
1,65 1.4 
1,469.7 
1,672.9 
1,685.4 
1,695.8 
1,715.2 
1,725.9 
1,736.3 
1,752.0 
1,761.7 
1,775.1 
1,782.7 
f ,775.6 
1,787.7 
1,817.3 
1,819.1 
1,831.1 
1,834.1 
1,835.1 
1,840.4 
1,829.5 
1,841.3 
1,851.3 
1,844.8 
1,845.3 
1,854.8 
1,856.3 
1,877.4 
1,884.7 
1,890.8 
1,899.3 
1.903.3 

Tn Miiliong 

Jun-1998 
Jul-1998 

Aug- 1998 

Oct-1998 
NOV- 1998 

S ep- 1 99 8 

Dec- 1998 
Jan-1999 
Feb- 1999 

Apr- 1 999 
May- 1999 
Jun- 1999 

Ma-1999 

Jul- 1 999 
Aug- I999 
Sep-1999 
Oct- 1999 

Nov- 1999 
Dec- 1999 
Jan-2 000 
Feb-2000 
M ar- 2 000 
Apr-2000 
M a y-2 0 0 0 
Jun-2000 
Jul-2000 

AU g- 2 000 
Sep-2000 
Oct-2000 

NOV-2000 
D ec- 2 0 00 

Feb-2001 

Apr-2001 
May-200 1 
Jun-200 1 

Jan-2001 

Mar-2001 

Jul-200 1 
Aug-2001 
Sep-2001 
Oct-200 1 

1,311.4 
1,303.8 
1,299.8 
1,294.1 
1,285.4 
1,283.3 
1,268.8 
1,258.7 
1,247.8 
1,250.2 
1,240.5 
1,239.9 
1,233.7 
1,233.7 
1,230.3 
1,224.6 
1,222.8 

914.2 
913.0 
914.1 
940.2 
939.7 
947.8 
942.5 
927.2 
916.5 
909.2 
903.9 
897.5 
899.0 
892.8 
892.6 
896.5 
902.5 
906.0 
91 1.3 
930.3 
955.8 
984.5 

1.007.1 

Equity Stock 

1,626.9 
105.3 
11 1.3 
115.0 
111.4 
117.3 
116.2 
99.7 
90.9 
82.2 
65.7 
57.0 
45.3 
49.3 
32.3 
32.5 
32.5 
32.7 
16.4 
25.5 
34.2 
41.4 
48.8 
55.4 
59.6 
67.7 
76.8 
86.9 
97.9 

105.9 
108.6 
107.6 
107.4 
107.7 
102.6 
102.9 
106.2 
94.6 
82.1 
62.8 
46.4 

109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.4 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.4 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 
109.6 

29.2 
29.1 
29.0 
28.9 
28.9 
29.0 
28.8 
28.8 
28.9 
29.1 
29.0 
29.2 
29.2 
29.4 
29.5 
29.5 
29.6 
29.8 
29.5 
30.1 
30.C 
30.1 
30.5 
3 0.4 
30.2 
3 0.2 
30.1 
30.1 
30.1 
30.2 
30.1 
30.1 
30.C 
30.1 
30.C 
30.1 
30. I 
30.1 
30.4 
30.4 

5 1.5% 
51.6% 
51.7% 
5 1.8% 
52.1% 
52.2% 
53.0% 
53.3% 
53.9% 
54.4% 
54.8% 
5 5.2% 
55.4% 
5 6 .O% 
56.2% 
56.4% 
56.6% 
63.4% 
63.3 % 
63 -2% 
62.4% 
62.4% 
62.4% 
62.4% 
62.7% 
62.8% 
62.7% 
62.5% 
62.1 % 
62.2% 
62.6% 
62.4% 
62.3% 
62.4% 
62.4% 
62.5% 
62.4% 
62.4% 
62.4% 
62.6% 

48.1% 
48.1% 
48.2% 
48.3% 
48.6% 
48.6% 
49.4% 
49.8% 

50.8% 
51.2% 
5 1.6% 
51.8% 
52.4% 
52.6% 
52.8% 
53.1% 
59.4% 
59.4% 
59.3% 
5 8.5%. 
58.5% 

50.3% 

83.01 
77.5' 
72.31 
65.5 
59.6~ 
56.9 
56.3 
56.2 
56.0 
55.8 
55.5 
55.2 
55.2 
54.6 
55.1 
57.2 
56.7 
58.3 
58.6 
59.5 
59.9 
60.7 
61.6 
62.2 
41.9 
63.9 
67.3 
71.7 
81.1 
82.3 
74.1 
81.1 
81.1 
81.2 
81.1 
81.2 
80.6 
72.5 
65.1 
55.3 

Ad j. 

-56- 



Ja
n-

1 
99

5 

A
pr

-1
99

5 

Ju
l-1

99
5 

O
ct

-I
 9

95
 

Ja
n-

1 
99

6 

A
pr

-1
99

6 

Ju
l-1

99
6 

O
ct

-1
99

6 

Ja
n

-I
 9

97
 

A
pr

-1
99

7 

Ju
l-1

99
7 

O
ct

-I
 99

7 
Y

 
aJ ? 

Ja
n-

19
98

 

A
pr

-1
99

8 

Ju
l-1

99
8 

? 
O

ct
-I

99
8 

2 
Ja

n-
19

99
 

A
pr

-1
99

9 

Ju
l-1

99
9 

O
ct

-1
99

9 

Ja
n-

20
00

 

A
pr

-2
00

0 

Ju
I-2

00
0 

O
ct

-2
00

0 

Ja
n-

20
01

 

A
pr

-2
00

1 

Ju
I -

20
01

 

O
ct

-2
00

1 

E
qu

it
y 

R
at

io
 

UI
 2 s 


