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1 PROCEEDTINGS

:2@@@ (Transcript follows in sequence from Volume
s Brs.

4 EXAMINATION

5 BY MR. MOYLE:

6 Q Okay. So I don't -- I am not that familiar

7 with the pension, but I understand how it works, and I
8 may not have the math exactly right given what you just
9 said about the 4.5 percent for the first five years, is

10 that right?

i 1§ A Yes.
12 Q And then after that, it goes to --
I
| 13 A Six percent.
14 Q So -- so how -- again, I am -- I was hired in

15 2010, how many years would I have to work before I have
16 get 100 percent payout on my pension?

17 A Are you asking me to calculate how many years
18 until that adds up to $100,0007?

19 MR. LITCHFIELD: We are not hiring Mr. Moyle,
20 by the way.

21 BY MR. MOYLE:

22 Q I did it this way. I did $100,000, and if you
23 took four percent a year, I would have to work 25 years.
24 That's -- that's like taking four quarters and combining

25 them for a dollar, I could do that, but is that roughly
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1 right?

2 A You have confused ne, M. Myle. | apol ogize.
3 CHAI RMAN BROWN: He does that.

4 THE WTNESS: | wll say that because our

5 pension plan is not a final average pay plan like a
6 traditional pension plan, |like we used to have

7 before 1997, the final benefit is not expressed in

8 terns of a percentage of final average pay, such as
9 a single-life annuity, or 55 percent of final

10 average play, it's not expressed that way. It's a

11 cash bal ance style plan, and | believe | have

12 descri bed how it works.

13 BY MR MOYLE:

14 Q | amfamliar with the State retirenent

15 system and |like for a correctional officer, they get a
16 little bit of a higher portion on an annual basis, and

17 at the end when they retire they get, you know, 60, 70,
18 you know, whatever, you add that -- their average --

19 thei r annual anount that they get per year tines the

20 nunber of years tines their high five salary. So

21 that's --

22 A That' a final average pay.

23 Q -- the frame of reference.

24 A Yes, that's a final average pay pension plan,

25 and when we did away with ours in 1997, we reduced our
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1 pensi on obligation about $200 million because of the

2 much less rich plan that we adopted, the cash bal ance

3 pl an.
4 Q And what's a cash bal ance pl an?
5 A It's what | just described. |t accunul ates

6 at, you know, 4.5 percent of base salary for the first

7 five years, six percent thereafter, and receives an

8 I nterest crediting rate per year.

9 Q Ckay. So it does represent a percent that you
10 wll get going future, you just a fund it at

11  four-and-a-half percent or four percent?

12 A No. It does not work the sanme way and -- |

13 mean, quite frankly, public sector jobs, such as the one
14  you are describing, definitely have a different

15 conpensati on of benefits nodel than our conpany, and

16 It's not a relevant conparator or benchmark for what |
17  do in ny job.

18 Q What' s the vacation provided? Two weeks?

19 Three weeks? A nonth?

20 A It's scal ed based on nunber every years of

21 servi ce.

22 Q How about for executives, what's the vacation?
23 A It's the sane policy as for nonexecutives, and
24 Its scal ed based on years of service. So an enpl oyee

25 starts out in the first four years with two weeks of
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1 vacation, after six nonths probationary period.
2 Q And t hen when does it accrue to nore than two

3 weeks?

4 A At the fifth anniversary.

5 Q And you get three?

6 A Yes.

7 Q And when do you get four?

8 A | believe after 15 years of service.

9 Q Is it capped at four?

10 A It's capped at five, after 23 years of

11 service, | believe, subject to check.

12 Q Ckay. So in response -- just flipping through

13 the interrogatory, in response to a question where |
14  asked you how nuch are the benefits worth on a per
15 enpl oyee basis, you were not able to answer that

16 question. But if you flip to page -- this is

17 Interrogatory 28, page one of five.

18 CHAI RVAN BROWN:  Which is marked as Exhibit
19 654, correct?

20 MR. MOYLE: 654, yes, ma'am

21 BY MR MOYLE:

22 Q The nmedical is over 10,000, is that right?
23 A Well, the nedical per enployee per year

24 expense --

25 Q Yes, ma' am
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1 A -- Is what's reflected here. And | believe
2 this is just the enpl oyer portion.
3 Q Wll, that's what | aminterested in, because
4 that's what you are asking ratepayers to pay, right?
5 A Well, | have denonstrated on Exhibit KS-7 of
6 nmy testinony that our per enpl oyee per year total
7 nmedi cal cost is nore than 15 percent below the utility
8 benchmark. W have an extrenely aggressive nanagenent
9 on nedical costs.
10 Q | understand, and you have the testinony. |
11  just amtrying, during cross-exanm nation, to focus you
12 kind of keenly on a few point -- a fewtopics to nake a
13 point --
14 A Ckay.
15 Q -- that I want to make. So you didn't answer
16 nmy question, which was, is the per enpl oyee per year
17  cost for nedical $10, 2257
18 A Yes, it is. | just -- | amnot sure if we
19 are -- if thisis the all in cost for the conmpany. |
200 will have to doubl e check.
21 Q You think it's I ess or nore?
22 A No, | think this is the enployer portion, and
23 what's denonstrated on KS-7 in ny testinony is the
24 enpl oyer plus enpl oyee.
25 Q Ckay. So -- and | amnot going to do this,
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1 but in this chart, there is costs per enpl oyee --
2 enpl oyee on a nunber of things, and you think, when it
3 costs per enployee, that that's really the enpl oyer

4 nunber; is that right?

5 A This is what it costs the conpany. One
6 | nportant point about per enpl oyee per year costs, M.
7 Moyl e, is not all enployees enroll in nmedical or dental,

8 so that neans that you cannot cal cul ate the budget or

9 the forecasted costs by taking headcount tinmes this

10 figure.

11 In addition, for nedical, our enployees who
12 becone di sabled and qualify for long-termdisability,
13 who are no longer in our active enpl oyee headcount, are
14 also part of our nedical plan. And we have COBRA

15 continuance on nedical and dental follow ng separation
16 that are also included in our nedical and dental plans.
17 Q And all those people represent a very snal

18 fraction of your enployees, correct?

19 A | believe it would be a snall percentage. |
20 don't know about a small fraction.

21 Q Do you know the specifics, how many are on

22 ERI SA or --

23 CHAl RVAN BROMN:  Asked and answered. She just

24 answer ed the question.

25
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1 BY MR MOYLE:
2 Q Ckay. So just to be clear on this exhibit,
3 all of the costs that are shown on the far right-hand
4 colum, for exanple, on page two of five, that defined
5 contribution, 33 mllion, that's a cost for which you
6 are seeking recovery in this case; is that right?
7 A Yes, these are the test year costs that tie to
8 MRF C 35.
9 Q And 9.3 mllion in post-retirenent, this is
10 for people who are with the conpany, and then are no
11 | onger with the conpany but they still are receiving
12 nmedi cal and prescription drugs, and |ife insurance
13 benefits, and things like that, that's a 10 mllion --
14 $9.3 million item is that right?
15 A That's correct.
16 Q And | think we got this, but the
17 supplenental -- | know we got that. Never mnd. Strike
18 t hat .
19 So the last exhibit | have for you is
20 I ncentive conpensati on goal s?
21 A Yes.
22 Q And this is a question that was asked of you
23 about providing, from 2011 to 2015, a detailed sunmary
24 of the corporate and/or group goals. Can you -- before
25 we wal k through the exhibit, can you tell nme how
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1 judgnents are nade whet her soneone achieved a goal or

2 didn't achieve a goal ?

3 A Yes. And | know | answered an interrogatory
4 inthis, it's a rather |ong explanation.
5 We have a conprehensive performnce nanagenent

6 program and the foundation of it is our partners in

7 per f ormance process, where each individual enployee,

8 non- bargai ning, neets wth his or her supervisors at

9 goal s in advance of the year, and then neets m dyear to
10 see how they are doing, and then neets at the end of the
11 year to assess final performance. And their goals are
12 aligned to their business unit goals, which are aligned
13 to the conpany's goals, which are -- the foundation of
14  which is our custoner focus performnce neasures around
15 reliability, custoner service, safety conpliance and

16  cost-effectiveness.

17 So the partners in performance process is

18 really the answer to your question. That's how we

19 determne if individuals neet their goals.

20 Q Ckay. And woul d you agree that goals should
21 be clear and neasurabl e, and as objective as possible?
22 A Yes. Qur philosophy is that goals should be
23 SMART -- which is an acronym S-MA-RT, specific,

24 measur abl e, aligned, realistic but challenging and tine

25 bound. And one of the ways that we ensure that we have
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1 r obust ness around our goals setting process is that,
2 wherever possible, we rely on industry benchmarks so
3 that we can set our goals at top quartile or above, and
4 sonetines top decile or above.
5 Q Ckay. So | think you said yes when you --
6 before you responded to that, is that right?
7 A Yes, | did.
8 Q Ckay. And you are involved in setting these
9 goals, is that right?
10 M5. CLARK: Asked and answer ed.
11 MR, MOYLE: Ckay.
12 CHAI RMAN BROWN:  Move al ong, pl ease.
13 BY MR MOYLE:
14 Q WIl you be confortable if | asked you about
15 sone of the indicators, the specifics of then?
16 A Yes.
17 Q kay. So let ne flip you to page two of five.
18 Down at the bottom there is a goal -- there is an
19 I ndi cator, what's an indicator?
20 A It's a performance ob -- performance neasure.
21 Q There is a perfornmance neasure, or an
22 I ndi cator, that says, conpletion of base rate
23 proceeding. And then the goal is, fair outcone for
24  custoners and sharehol ders.
25 Do you have a -- when you set this goal in
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1 2012, do you have a neasurable way to figure out whether

2 there is a fair outcone for custoners in a rate

3 proceedi ng? Do you say, like, well, if the Conm ssion

4 awards them 25 percent of FPL ask, that's fair? | nean,
5 Is there sone nunber that you use to neasure this, given
6 the response to ny |ast question about -- about how you

7 measur e goal s?

8 A | am not aware of what the senior |eadership

9 obj ectives were around this. W want to a fair outcone
10 for shareholders, as well as custoners, but custoners

11  are the focus of our plan.

12 And it's inportant to note the reason that we
13 have this as a performance neasure in '12. | nention

14 the words aligned with regard to SMART goals. And when
15 you have the entire organization working to produce

16 thousands of filings that are accurate and tinely, and
17 that is what is, quite frankly, exhausting them

18 throughout the year, they have to see alignnent between
19 what they are being asked to do and what's inportant for
20 the year, and what their business unit in the conpany is
21 trying to achieve. So we include it, as is appropriate,
22 In a year where that nmany enpl oyees are working on it.
23 And then at the end of the year of, the senior

24 | eadership neets to determne if the outcone was fair to

25 custoners and shar ehol ders.
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1 Q Ckay. Well -- and that answer, | ama little
2 confused, because that answer sounded to ne |like the
3 nmeasurenent is, you know, did all of the boxes, you
4 know, get here, and were they ordered correctly, and did
5 they not staple docunents inproperly like | did? |
6 mean, those are neasurable -- nore neasurable goals, |
7 would think, than a fair -- a fair outcone for
8 custoners; do you agree?
9 A | don't believe | agree. | nean, | am
10 describing the reason why it's inportant that an
11 I ndi vi dual enpl oyee at a lower |level in the organi zation
12 shoul d have alignnent between what they are doing and
13 what the conpany's objectives are. But going back to
14  your question, | amnot -- | amnot part of the senior
15 | eader shi p di scussi ons or neetings around the assessnent
16 or the performance of this goal.
17 Q Do you think it's -- do you think it's fair
18 for a goal to be specifically tied to a decision of a
19 third-party over which soneone nay or may not have any
20 I nfluence?
21 M5. CLARK: Madam Chairman, | object to this
22 guestion. She has answered the reason for the goal
23 inthe -- as an indicator, and indicated why it is
24 inportant. So | think this is just going down the
25 sanme |line of questions that she's al ready answered.
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1 MR, MOYLE: | -- respectfully | disagree. |
2 nmean, | want to ask her a couple nore questions,
3 because if people have -- are taking the stand, and
4 t hey have, you know, a goal that they get
5 addi ti onal conpensation for dependi ng on the
6 result, | think that's sonething that -- that we
7 shoul d know about. It may or may not inpact their
8 testi nony, but we should be able to ask that
9 guesti on.
10 CHAIRVAN BROWN: | will allow it and see if
11 she knows -- has an answer for it. |If she doesn't,
12 then you can nove al ong and skip over those
13 guesti ons.
14 BY MR MOYLE:
15 Q So the question, do you know -- do you know i f
16 sone -- the fair outcone process, do you know if that
17 takes into consideration this conm ssion's decision in
18 the rate case?
19 A Certainly, yes. The assessnent of whether the
20 outcone is fair, we take into consideration what the
21  outcone of the rate case is. As | said before, whenever
22 possi bl e, these perfornance objectives are set on the
23 basis of industry benchmarks. This is one of those rare
24  goals that doesn't have a benchmark, so it would require
25 sone deci sion-making on the part of senior |eadershinp,
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1 but that's conpletely reasonable with sonething as

2 inportant to the conpany as a rate case.

3 Q Was this goal net after the 2008 rate case?
4 A | believe it was, but | don't -- | don't

5 recall how we assessed it.

6 MR, MOYLE: Let ne check ny notes.

7 That's all | have. Thank you.

8 CHAI RMAN BROWN:  Thank you, M. Moyl e.

9 W are going to nove on to hospitals. | wll
10 | et everyone know that we will be breaking around
11 12: 30 today for lunch, and take a little bit | onger
12 | unch break so that the intervenors can work out
13 their schedule for next week. |Is that fair, M.
14 W seman?

15 MR W SEMAN:  Yes.

16 CHAI RMVAN BROWN:  Ckay. You may proceed.

17 MR. WSEMAN: | have no questions for this
18 Wi t ness.

19 CHAI RMAN BROWN:  Thank you.

20 Retai | Federati on.

21 MR, LAVIA: No questions. Thank you.

22 CHAI RMVAN BROWN:  Thank you.

23 M. Jerni gan.

24 MR, JERNI GAN: No questions, nm'am

25 CHAI RMVAN BROWN:  Thank you.
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1 Sierra.
2 M5. CSANK: No questi ons.
3 CHAI RMAN BROWN:  Thank you.
4 Wal - Mart.
5 M5. ROBERTS: No questi ons.
6 CHAI RMAN BROWN:  Thank you.
7 Where did AARP go?
8 Al right. Larsons.
9 MR, SKOP: Thank you, Madam Chair. Just a few
10 guesti ons.
11 EXAM NATI ON
12 BY MR SKOP:
13 Q Good norning, Ms. -- excuse ne. Good norning,
14 Ms. Slattery.
15 A Good norning, M. Skop.
16 Q | just wanted to follow up on an exhi bit which
17 has been marked for identification purposes as 652,
18 which | believe that you and M. Myle briefly
19  di scussed.
20 Wth respect to FPL's distribution of
21 I ncentive conpensation for its enployees, does FPL
22 utilize an annual enpl oyee perfornance eval uation
23  process?
24 A Yes. |It's the process | described previously
25 to M. Myle as the partners in perfornmance process.
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1 Q Ckay. And within that process, is there a

2 requi red ranking distribution of enployees?

3 A Yes. W have a one-through-five rating scale,

4 I f you will.

5 Q Ckay. And in that rating scale of one to

6 five, one represents the top perform ng enpl oyees and

7 five would represent the best or --

8 A No, it's the opposite. So five is far

9 exceeded objectives, four is exceeded objectives, three
10 I's, you know, highly valued net objectives, and then two
11  and one are bel ow that.

12 Q Ckay. And is there a distribution percentage
13 that -- or a forced ranking for each of those one

14  through five rankings for enpl oyees?

15 A No. W do not use a forced ranking system

16 Q Ckay. |s there any percentage where, simlar
17 to GE, or other conpanies, that this certain nunber of
18 enpl oyees, |like, say for exanple, 10 percent have to be
19 at the bottomin order to continue to inprove the talent
20 pool, if you wll?

21 A No. W try to avoid the termforced ranking,
22 and we try not to force distribution. However, we do

23 robust anal ytics around how, you know, the performance
24 nmeasures are being used. So human resources does take a
25 | ook at what the distribution is across the conmpany and
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1 by business unit, but we don't force rankings, and we

2 don't force distributions.

3 Q Ckay. And for the nbst recent enpl oyee

4 per f ormance eval uation process, approxi mately how many
5 enpl oyees would be in the | owest tier, to your

6 know edge?

7 A | do not recall. | do know that when an

8 enpl oyee is rated -- ranked, you know, a one, you know,
9 failed to achieve objectives by a | arge neasure, then
10 generally that's a person wth, you know -- they are

11 bei ng perfornmance managed and it's going to resol ve

12 itself wiwth themeither increasing their perfornmance and
13 neeting their objectives, or them choosing not to be

14 with the organi zation, sonething |like that.

15 So we don't have many one's, if you wll. By
16 the tinme it gets to that point, there is very few

17 And -- but again, we don't do forced rankings.

18 Q Okay. And in the age of the mllennial

19 generation, are you famliar wth the term "performance
20 award"?

21 A Yes.

22 Q Ckay. So | guess what | amstruggling to

23 understand is the apparent |ack of correlation between
24 what has been identified in Exhibit 652 with M. Myle's

25 percentages of enpl oyees that did not receive an
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1 I ncentive conpensation award, which appears to be an
2 abnormally | ow percentage in light of, you know, typical
3 per f ormance ranki ng processes, and if you could just
4 el aborate on that, please.
5 A Vll, | disagree with you, M. Skop, that
6 these percentages are abnormally low First of all, as
7 | mentioned previously in ny discussion with M. Myl e,
8 and | amnot -- | just alluded to, we don't allow
9 enpl oyees to continue to underperformand stay in the
10 or gani zati on.
11 W have -- we work wwth themto try to inprove
12 their performance. Sonetines we identify that they are
13 not in the right job and they need to nove into a
14 position that's nore aligned with their skills and
15 experience so that they can contribute nore
16 appropriately to our goals. But ultimately, if we have
17 poor perforners, they generally, you know, choose to go
18 sonewhere else where they fit in better, or we help them
19 wth that choice.
20 So we have a very | ow percentage of
21 | ow perform ng enpl oyees because of our robust
22 perf ormance neasurenent system And we al so excl ude
23 fromour analytics new hires, because, you know, we want
24 to make sure just those who have contributed to either
25 the full year, or the magjority of the year included are
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1 In these analytics. W think these are perfectly
2 appropri ate percentages, and we do robust pay for
3 performance anal ytics around every nerit distribution to
4 ensure appropriate use of our system
5 MR, SKOP: And just one follow up question,
6 Madam Chai r.
7 BY MR SKOP:
8 Q Thank you, Ms. Slattery. Looking at the
9 200 -- | nean, the 2015 line itemon that exhibit, and
10 approxi mately 107 enpl oyees did not receive awards out
11 of 4,173 that were eligible -- and, again, according to
12 M. Myle' s math, which is always subject to check.
13 That seens to be a percentage which is typically far
14 | ower than what you woul d expect to see in a typical
15 enpl oyee eval uati on process for |ower tier enployees. |
16 mean, IS --
17 CHAl RMAN BROWN: M. Skop, is that a question?
18 MR, SKOP: Well -- yes, it is.
19 BY MR SKOP:
20 Q So, again, you are stating that this nunber of
21 2.3 percent is -- 2.3 percent of the entire -- excuse
22 me, let ne restate that.
23 Are you stating that the cal cul at ed percentage
24 of 2.3 percent of the enployees that did not receive
25 awards over the eligible distribution pool is
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1 appropriate to receive incentive conpensation?

2 M5. BROMLESS: Asked and answered, Your
3 Honor .

4 CHAI RVAN BROWN:  Sust ai ned. Pl ease nove
5 al ong.

6 MR. SKOP: | think | have no further

7 guestions. Thank you.

8 CHAI RMAN BROWN:  Thank you.

9 Staff.

10 M5. BROMLESS: Yes, ma'am

11 CHAI RMAN BROWN: Do you have questions?
12 M5. BROMNLESS: W have two questi ons.
13 EXAM NATI ON

14 BY MS. BROMLESS:

15 Q If you can refer to what's been narked as

16 Exhi bit No. 654, the enpl oyee benefit program and to
17 the | ast page of that interrogatory response, which is
18 page five of five.

19 A Yes, | amthere.

20 Q Ckay. Now, is it fair for ne to say that,
21 according to this exhibit, the SERP is based on sal ary
22 and annual incentive pay?

23 A Yes.

24 Q And has the conpany adjusted the anmount

25 requested in the rate case to renove a portion of the
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1 SERP associated with executive incentive conpensation?

2 A Let ne nake sure | understand your question.

3 Coul d you pl ease --

4 Q You want ne to go back?

5 A Yes, if you would, please.

6 Q Sure. Has the conpany adjusted the anount

7 requested in the rate case to renove the portion of the

8 SERP associated with executive incentive conpensation?

9 A No, it has not; because, as | stated before,
10 the entire benefit is necessary to provide any kind of
11 conpetitive or market conpetitive retirenment benefit to
12 hi gher | evel enployees, as based on our benchmarki ng.

13 And it's a necessary conponent to attract and retain

14 these -- these high level |eaders. W have not nade any
15  adj ust nent.

16 Q VWll, ny understanding here is that you have
17 renoved fromyour rate case request all executive

18 I ncentive conpensati on.

19 A That is correct. W have renoved al

20 conpensation related to executives incentives, both cash
21 and equity, but we have not renoved any portion of the
22 retirenment benefits.

23 Q Ckay. For those of us who are a tad slow, so
24  that neans that you have renoved them for expense

25 pur poses, but not for the calculation of this progranf
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1 A That's correct.
2 M5. BROMWNLESS: Thank you so nuch.
3 CHAI RMAN BROWN:  Conmmi ssi oners.  Conm ssi oner
4 G aham
5 COMW SSI ONER GRAHAM  Thank you, Madam Chai r.
6 Ms. Slattery, welcone.
7 THE W TNESS: Thank you.
8 COMM SSI ONER GRAHAM | asked this question of
9 Ms. Santos, and she pointed it to you, so you can
10 t hank her later.
11 THE W TNESS: Ckay.
12 COMM SSI ONER GRAHAM | was tal ki ng about
13 custoner service, and trying to understand how t he
14 bonuses are tied to people working in custoner
15 service. Do you know -- as you said, they would
16 sit down with their boss, and they will go through
17 what their goals are. And so the typical person is
18 going to answer the phone in custoner service, what
19 woul d their goals |ook |ike, their annual goal s?
20 What sort of the things do they have to achi eve?
21 THE WTNESS: | believe that in custoner
22 service, a custoner service representative woul d
23 have goals that are used pretty nmuch for all
24 cust onmer service representatives regarding -- you
25 know, there are a lot of statistics kept about the
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1 phone cal |l s, about how many they take; how quickly
2 they take them how accurately and tinely they
3 handl e them And those goals woul d have a cl ear
4 line of sight to the business unit's objectives and
5 t he conpany's objectives of providing superior
6 custoner service to custoners, and that's evidenced
7 by the fact that the annual incentive plan at the
8 conpany | evel has two custoner service goals for
9 provi ding customer service that neets residential
10 and business unit custoner satisfaction scores
11 t hrough surveys.
12 So there is very clear line of sight from what
13 a custoner service representative does to what
14 their business unit expects to achieve, and what
15 the conpany's goals are, and it's custoner-focused
16 I ncentive plan goals.
17 COW SSI ONER GRAHAM  So what are those goal s?
18 | nmean, the goals are --
19 THE W TNESS:  Sur e.
20 COMWM SSI ONER GRAHAM  -- all calls are going
21 to be returned in 30 seconds, that sort of thing?
22 THE WTNESS: | believe that, yeah, there are
23 very specific performance neasures around customner
24 service, and they are focused on tineliness,
25 accuracy and nunber -- volune of calls.
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1 | don't have a copy of, you know, of one of

2 t hose custonmer service reps partners in perfornmance

3 objectives with ne, but | amfamliar with them

4 And it is a good exanple of the kind of |ine of

5 sight that individual enployees have to the

6 conpany's objectives, and what they are trying to

7 deliver to custoners.

8 COMW SSI ONER GRAHAM  Now, do those sort of

9 things ranp up every year, or you -- | guess you

10 hit a |l evel where you say, sonething reasonable is
11 every 15 seconds? | nean, | our calls should be

12 answered in 15 seconds to 30 seconds.

13 THE WTNESS: Well, | don't know because |

14 haven't done a conparison study wth what our

15 cust onmer service representatives goals have been

16 over the years, but you do -- you nake an inportant
17 point. Qur annual incentive performance objective
18 represent a bal anced scorecard, because we have to
19 bal ance -- you know, the custoners want excell ent
20 custoner service and reliability, safety

21 conpliance, and so forth, but they al so want

22 cost-effective service. So we have to bal ance, you
23 know, our nonfuel O&M budget goal in the plan with
24 what our, you know, custoner service satisfaction
25 score goals and reliability goals are as well.
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COMWM SSI ONER GRAHAM  Al'l right. So now how
does that relate to -- you have the person that
answers the phone, and then you have that person's
di rect supervisor. Howis their bonus tied to
t hat ?

THE WTNESS: Well, one thing, going back, the
custoner service reps are hourly enpl oyees, so they
are not eligible to participate in the incentive
pl an, but the supervisors who nanage those
departnents are exenpt enpl oyees who do. And,
again, there is line of sight between what each
I ndi vi dual team nenber is asked to acconplish, what
t he supervisor is responsible for, what senior
| eadership of the business unit is responsible for,
and so on.

COW SSI ONER GRAHAM  Now, are any of those
bonuses tied to sone of these awards that you guys
receive? | nean, does that add to?

THE WTNESS: | amnot famliar with all of
the partners in performance, you know, goals for
every enpl oyee, every non-bargaini ng enpl oyee, but
| amjust not sure. | know that the fact that we
have, you know, been ranked nunber one by JD Power
and Associ ates in the southeast is sonething that

t he supervisors and nanagers in custoner service
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are very proud of. And | amsure that the

achi evenent of their teans and those scores are
taken into account when we assess their
performance, but | have not seen individual

supervi sors' partners in perfornmance docunentation
to be able to comment.

COMWM SSI ONER GRAHAM  Al'l right. Let's go
back to the question -- well, the line of
guestioning that Ms. Brownl ess was asking earlier
about -- in the 2012 rate case, ny understandi ng
was the -- only half of the bonuses that were paid
out were | ooking to get through revenue
requi renents, is that correct?

THE WTNESS: Well, no, by 2012 we had al ready
taken out 100 percent of executive incentive
conpensation --

COW SSI ONER GRAHAM  Ckay.

THE WTNESS:. -- and 50 percent of
nonexecutive equity conpensation.

COMW SSI ONER GRAHAM  Now, the 50 percent, is
t hat 50 percent of the enployees or 50 percent of
the total dollar anount?

THE W TNESS: Doll ars, not enpl oyees.

COW SSI ONER GRAHAM  (kay. Now, the sane --

| guess, ny understanding is the sanme thing is in
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this rate case as well --

THE WTNESS: That's correct.

COMM SSI ONER GRAHAM  -- the sane zero for the
executives, and half for the rest of the bonuses?

THE WTNESS: That's correct. In this case,
our revenue requirenent contains no dollars
associ ated with executive incentive conpensati on,
nei ther cash nor equity, and we have al so renoved
50 percent of the nonexecutive equity conpensati on.

COW SSI ONER GRAHAM Do you know what t hat
dol I ar amobunt would be if it were included?

THE WTNESS: The executives? Yes, because we
have several interrogatories that calculated it.

So the adjustnents that were nade to O&M and
capital are detailed in an interrogatory that we
responded to that was in OPC s fourth set of
interrogatories, Interrogatory No. 139.

So the -- the adjustnent -- let's see. The
2017 test year adjustnment to net operating incone
on C 3 per book was 26, 957, 000.

COW SSI ONER GRAHAM  That 26 million -- well,
roughly $27 million was not included?

THE WTNESS: Not i ncl uded.

COMWM SSI ONER GRAHAM  Ckay. Thank you.

CHAI RVAN BROMWN:  Thank you.
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Conmi ssi oner Bri sé.

COMWM SSI ONER BRI SE: Thank you, Madam Chair.
And thank you for your testinony this norning.

Wen M. Silagy testified, |I got the sense
that there was a certain value placed on diversity
of the workforce, okay. And recognizing that
within the next -- well, at this year, in essence,
26 percent is eligible for retirenent, and in five
years, 47 percent of your workforce is eligible for
retirenment. Does FPL benchmark itself against or
With other utilities to see where they rank in
terms of mnority enpl oynent across the board
across the organization?

THE WTNESS: | want to talk a little bit
about our diversity inclusion initiatives.

COW SSI ONER BRI SE:  Sur e.

THE WTNESS: But regardi ng benchmarking, | am
not famliar enough with that benchmarking to know
i f our benchmarks are with utilities or general
industry. | don't performthat benchmarking
nysel f.

But we have a very strong commtnent to
di versity inclusion in our workforce in a nunber of
initiatives to ensure that it's not only a goal,

but it's a value. W have a corporate diversity
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1 counci|l conprised of |eaders across the conpany
2 that neet and set these initiatives and objectives
3 for the conpany. Senior |eadership |ooks at how we
4 are doi ng agai nst our objectives on a nonthly
3) basi s.
6 W -- we are very concerned about the
7 retirenment bubble com ng up, and we have determ ned
8 that one of the best ways to ensure that we, you
9 know, replace the retiring workforce with a diverse
10 slate of candidates is to start wwth a | ot of
11 col |l ege recruiting.
12 So we are participating in, you know, coll ege
13 fairs. | think we had 26 |ast year that we
14 participated in. And we always go to a nunber of
15 hi storically black colleges and universities to
16 ensure that we are able to bring back a diverse
17 slate of candidates for hiring for our supervisors.
18 In addition, we have reached out and forned
19 relationships with a |lot of national associations
20 and organi zations that are great pipelines for
21 di verse talent for both, you know, fenales and
22 mnorities.
23 For exanple, the National Association of Black
24 Engi neers, we have a strong relationship with them
25 and we will participate in regional training with
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1 them \Wen we go to coll ege canpuses, we w ||
2 reach out to the local chapters on canpus of those
3 organi zations and invite the students in. W want
4 to do everything we can to nmake sure we have a
5 pi peline of talent that's extrenely diverse. And
6 we do check on, not only the hiring statistics, but
7 internal pronotions of females and mnorities,
8 i ncluding specifically African-Anericans, to nmake
9 sure we are doing well against our objectives
10 t here.
11 COMM SSI ONER BRI SE:  So you all keep interna
12 goal s that you want to neet?
13 THE WTNESS: Yes, we do. And one of the
14 things we do internally also is we have 19 enpl oyee
15 resource groups, which are sonetines referred to as
16 affinity groups, but they are open to everybody,
17 and it allows for networking on canpus, if you
18 will, at the conpany of, you know, a diverse group
19 of folks, and we will reach out and try to get them
20 to recommend external hires, for exanple, from
21 their associations and their networks. And that
22 I nproves the inclusiveness within our workforce.
23 We are convinced that an inclusive, diverse
24 organi zation wll drive innovation and high
25 quality. And we are commtting to nmake sure that
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our organi zation has that as a core val ue.

COMM SSI ONER BRI SE:  And for the record, this
doesn't add nmuch in terns of a fiscal inpact in
ternms of bonus?

THE WTNESS: It doesn't. It doesn't.

Real ly, this doesn't cost a |ot.

COMM SSI ONER BRI SE: Sure. Thank you.

CHAl RVAN BROMWN:.  Ms. Slattery, thank you for
your testinony. Are you an ERI SA attorney?

THE WTNESS: | am not an ERI SA attorney.

Al though, | ama non-practicing attorney.

CHAI RMAN BROWN:  Lucky. As am|.

Question for you on page 21 of your direct
testinony. You talk about the various nedical
benefits. Medical costs, according to the Aon
Hew tt forecasting from 2016 to 2018, they are
rising. | nmean, we knowit is a fact, nedical
costs are rising, and they predict 19 percent --

THE W TNESS:  Yes.

CHAI RMAN BROWN:  -- but FPL, in this rate case
proceedi ng, is decreasing the nedical costs?

THE WTNESS:. Yes. W have -- we have done --
we are very proud of the job we have done in
aggressi vel y managi ng nedi cal costs, and getting

ahead of the trend. So whereas Aon Hewitt predicts
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1 that, in the utility industry, nedical trend wl|
2 rise at a rate of about six-and-a-half percent for
3 each of 2017 and 2018. W are trying to beat 2.6
4 percent, and the way we are doing this is through
5 kind of a diverse -- diverse strategy that includes
6 provi di ng plans that encourage nedical consuners in
7 anong out enpl oyees, providing on-line tools for
8 themto do cost conparisons, aggressively managi ng
9 ri sing pharnmacy costs, providing case managenent
10 and a slate of enployee health and wel | - bei ng
11 initiatives to encourage healthy |ifestyles and
12 behaviors to i nprove health so that we can have a
13 | ot of preventive, you know, neasures to future
14 ri sing costs.
15 CHAI RMAN BROWN: Do you have any know edge of
16 how t hat conpares to other Florida |1QUs, electric
17 |OUs? Are your costs -- | nean, are they seeing --
18 do you know if they are seeing an increase in how
19 you faired?
20 THE WTNESS: | don't, because Exhibit KS-7,
21 whi ch shows our per enpl oyee per year nedical costs
22 being 15 percent below the utility benchmark, it's
23 not specific to Florida. | don't have the data
24 stratified by Florida utilities.
25 CHAI RMAN BROWN:  Ckay. Turning to KS-2,
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1 that -- which is the total salary and wages. And
2 you have a custoner per dollar, and KS-3 has it, |
3 thi nk behind that, actually, it has based on per
4 megawatts an hour, and FPL falls at $217 per
5 custoner. O the groups that you outline here,
6 whi ch woul d you -- of the utilities is conparable
7 in terns of size based nunber of custoners?
8 THE WTNESS: Let's see -- let ne see if |
9 have that wwth ne. | tend to -- in conpensation,
10 we tend to focus on size neasures that are largely
11 revenue driven, because that's sort of the gold
12 standard of conpensation as far as determ ning
13 conpar abl e conpanies. So | do not have nenori zed
14 t he nunber of custoners, but | do have it with ne.
15 So for average custoners, the closest to us would
16 be Sout hern California Edison.
17 CHAI RMAN BROWN:  Ckay.
18 THE WTNESS: They have 4.9 mllion to our
19 4. 7.
20 CHAI RMVAN BROWN:  Ckay.
21 THE WTNESS: And that is the closest.
22 CHAl RVAN BROMN:  Nope, that's a good
23 bar onet er.
24 THE W TNESS: Ckay.
25 CHAI RMVAN BROWN:  Your Exhibit 652, you had a
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1 coupl e of questions on this fromM. Myle. If you
2 could pull that up, please.
3 THE WTNESS: Yes, | have it.
4 CHAI RMVAN BROWN:  Ckay. And interesting data
5 here. | am curious about the received award, and
6 what would -- if you have the figures for this,
7 what would the -- a typical award appear |ike?
8 Cash bonus? Stock options? Various?
9 THE WTNESS: This is cash -- this is cash
10 incentive, and what it would look like is --
11 basically it's shown on KS-4, Exhibit KS-4 to ny
12 testinony, around 12 percent of base salary in the
13 formof a cash incentive.
14 CHAI RMAN BROWN:  Fai r enough.
15 Thank you so nuch.
16 THE W TNESS: Thank you.
17 CHAI RMVAN BROWN: Redi rect ?
18 MR. REHW NKEL: Madam Chai rman, before you go
19 to redirect, would you indulge nme to ask you to
20 allow ne to ask -- she responded to a question from
21 Comm ssi oner Graham and she referenced MFR C- 3,
22 and she gave a nunber. And | was just wondering,
23 for clarity of the record, if she could point us to
24 that. It would -- would you permt ne to ask that?
25 CHAl RVAN BROAN:  Seei ng no objection, go
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1 ahead.
2 FURTHER EXAM NATI ON
3 BY MR REHW NKEL.:
4 Q You referenced CG-3, and | think a $26 mllion
5 nunber .
6 A VWll, the one thing I -- ny nunber was pretax,
7 | believe it's possible CG3 is after tax.
8 Q Ckay. Can we just ask is what -- does that
9 relate to the executive conpensation adjustnent on |ine
10 eight, lines 2017 C 3?
11 A | don't have a copy of CG3 wth ne.
12 MR, REHW NKEL: Wuld you allow ne to hand it
13 to her?
14 CHAI RMAN BROWN:  Yes. Counsel, he is going to
15 hand her a copy of that.
16 M5. CLARK: Yes.
17 MR LI TCHFI ELD: And, Madam Chair, | woul d
18 suggest, also, if M. Rehwinkle is |ooking to get
19 at the revenue requirenent nunber, that would be a
20 guestion he could also put to Ms. Qusdahl when she
21 returns to the stand, if that would be easier.
22 CHAI RVAN BROWN: M. Rehw nkl e.
23 MR, REHW NKEL: Yeah, | just wanted to have
24 sonme connection to the --
25 CHAI RMVAN BROWN:  Absol ut el y.
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1 MR. REHW NKEL: -- to that nunber, yeah.
2 BY MR, REHW NKEL.:

3 Q And | would be happy to pursue it with
4 M. CQusdahl.

5 A If you would. | don't feel confortable

6 comenting on her response of C 3.

7 mr r: | understand. Thank you.

8 CHAI RMAN BROWN:  Ckay. Thank you.

9 Redi rect.

10 M5. CLARK: Thank you, Madam Chairman. | just
11 have a coupl e.

12 FURTHER EXAM NATI ON

13 BY M5. CLARK:

14 Q Ms. Slattery, you were asked questions about
15 Exhi bit 654, and benefits provided by FPL, and al so

16 about your KS-5. Can you explain, relating to KS-5,

17 where does NextEra stand relative to other utilities?
18 A On Exhibit KS-5, NextEra's benchmark position
19 was below that of all the other utilities in the peer
20 group, and below the conposite utility industry

21 benchmark for Aon Hewtt, as well as bel ow general

22 I ndustry in Fortune 500 conpanies for its benefits val ue
23 provi ded to enpl oyees.

24 Q And the chai rman asked you sone questions, as

25 well as others, on Exhibit 652. Regarding the nunber,
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1 It shows the nunber of enployees who received the awards
2 and those who did not. What does this exhibit say about
3 the level of awards to individual enployees?

4 A This exhibit does not say anything about the
5 | evel of awards; rather, Exhibit KS-4 to ny direct

6 testinony, denonstrates that the |evel of awards is at

7 mar ket medi an and not above narket.

8 Q But in ternms of -- it's not the same award for
9 every enpl oyee, is that right?

10 A No, it's absolutely not. And we have a pay

11  for performance culture that ensures stratification of
12 t he awards based on performance, contributions and

13 | npact .

14 Q You have had sonme questions regarding

15 headcount and its relation to FPL's proposal as far as
16 conpensati on and benefits. Wat is the best neans of

17 determ ning the appropriateness of the |evel of

18 conpensation and benefits that is being requested in

19 this case?

20 A Thr ough conparisons to benchmarks, which are
21 conparing like jobs to those of, you know, conparable
22 conpanies with simlar size, scale and conplexity, and
23 ensuring that the jobs are simlar in skills,

24 experience, certifications, activities, duties and

25 responsibilities. W performthat benchmarking every
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1 year for every non-bargaining position in the conpany,

2 and we have presented the results of that benchmarking
3 to the Conm ssion here today in exhibits KS-3 and 4 to
4 my testinony. Qur conpensation benefits are reasonabl e.
5 They are at market. They are not above narket.

6 Q One | ast question. How do the changes in

7 total enpl oyee conpensati on between 2013 and 2017

8 conpare to the CPl over this sane period?

9 A Let's see -- could you pl ease repeat the

10 gquestion? Ws that regarding a conparison to CPlI?

11 Q Yes.

12 MR MOYLE: |I'mnot that's proper redirect. |
13 amnot sure that it goes to a question that was

14 asked?

15 M5. CLARK: | believe it does go to the

16 reasonabl eness of the conpensati on.

17 CHAI RVMAN BROWN: | will allowit.

18 THE WTNESS: So total conpensation costs are
19 projected to increase 1.2 percent between 2013 and
20 2017, conpared to CPlI rising at 6.3 percent over

21 t he sanme peri od.

22 M5. CLARK: Thank you.

23 CHAI RMVAN BROWN:  Ckay. Any nore redirect?

24 M5. CLARK: No. Thank you.

25 CHAl RVAN BROMWN. Ckay. W are on to exhibits.
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Ms. Slattery has a few attached to her prefiled of
115 through 122.

M5. CLARK:  We woul d nove those into the
record.

CHAl RVAN BROMN: Are there any objections?

Seeing none, we wll nove in Exhibit 115
through 122 and on to a few other exhibits that
wer e sponsored here.

(Wher eupon, Exhibit Nos. 115 - 122 were
ved into evidence.)

CHAl RMAN BROWN: OPC -- no, | amsorry, staff.

M5. BROMLESS: Yes, ma'am We have Exhibit
649. W woul d request that the response to 396 be
renoved, and that the title be anmended to OPC s
19th set of interrogatory, nunbers 392 to 395, and
wth that to be to ask that it be entered into the
record.

CHAI RMAN BROWN:  Seei ng no objections with the
renoval of 396, we wll nove into the record
Exhi bit 649.

(Wher eupon, Exhibit No. 649 was received into

CHAl RMAN BROWN:  OPC.
MR REHW NKEL: W woul d npove 650.

CHAI RMAN BROWN:  Any obj ecti ons?

Premier Reporting

(850) 894-0828 Reported by: Debbie Krick

114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2035

1 M5. CLARK: No objection.
2 CHAI RMVAN BROWN: W wi ||l nove in 650.
3 (Wher eupon, Exhibit No. 650 was received into
4 evidence.)
5 CHAI RMAN BROWN:  FI PUG, you have a few, 651
6 t hrough 655.
7 MR, MOYLE: Yes, ma'am We would nove in if
8 we coul d.
9 CHAI RMVAN BROWN:  Any obj ecti ons?
10 M5. CLARK: No objection.
11 CHAI RMAN BROWN:  Seei ng none, we nove in 651
12 t hrough 655.
13 (Wher eupon, Exhibit Nos. 651 - 655 were
14 received into evidence.)
15 CHAI RMVAN BROWN:  We are at our |unch break,
16 but would you like this wi tness excused for the
17 day?
18 M5. CLARK: | would. Thank you.
19 CHAI RMAN BROWN:  Thank you, Ms. Slattery.
20 THE W TNESS: Thank you.
21 (Wtness excused.)
22 CHAI RMVAN BROWN:  We wi ||l reconvene at 1:30.
23 Enj oy your | unch.
24 MR, MOYLE: Thank you.
25 (Lunch recess.)
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CHAI RMAN BROWN:  All right. | believe there
are two procedural housekeeping itens at this tine.

M5. BROMLESS: Yes, nmm'am

CHAI RMVAN BROWN: M. W senan.

MR. W SEMAN:  Thank you, Madam Chair

During a break, the intervenors got together
and tal ked about their witnesses travel abilities,
and we have conme up with a schedule for the
I ntervenor wtnesses. W have not circulated it to
FPL yet, but the plan would be that all intervenor
W t nesses woul d appear Monday, Tuesday, and sone on
Wednesday.

And FPL had asked that we -- it said it
didn't -- John, correct ne if | have said anything
wong -- that they were indifferent as to the order
our Wi tnesses appeared in so long as all intervenor
W t nesses appeared before FPL put on his rebuttal
case, and that's consistent with the schedul e that
we have put together.

CHAl RMVAN BROWN: M. Butl er.

MR, BUTLER: That's right.

CHAl RVAN BROMN: Ckay. \What happens if we fit
inall -- if we potentially could fit in all of the
I ntervenor testinony on one or two days?

MR. W SEMAN:  Apol ogies for interrupting.
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1 The --
2 CHAl RVAN BROMWN:  Can you pl ease, whoever --
3 pl ease conti nue.
4 MR. WSEMAN: The only problemw th that, as |
5 understand it, they are not our w tnesses, but
6 there are a couple of intervenor w tnesses who
7 cannot be here before Wdnesday. Wat we have, by
8 my count -- give ne one second. Monday -- well, |
9 will just tell you the witness is. Mnday woul d be
10 M. Baudino --
11 CHAI RMAN BROWN:  We don't have to spend the
12 time right now going over that. Staff wll -- has
13 kind of a spreadsheet of all of that. You can work
14 wth staff.
15 | just -- this hearing has been noticed for
16 many nonths -- many, many nonths. And these
17 W t nesses that you have retai ned, and that the
18 parties have retai ned, should have al so been on
19 notice that we have this hearing and shoul d be nade
20 avai l abl e as the hearing progresses. So | am-- |
21 woul d | ove to accommodate, but | also want to have
22 t he caveat that we do need to be an efficient
23 process. And so if we do get done with them we
24 are going to have to keep novi ng.
25 MR, WSEMAN: Like | said, wthout nam ng
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1 nanmes, there are probably about seven or eight
2 W t nesses on Monday and Tuesday each day, the way
3 we have scheduled it, and then there would only be
4 two | eft on Wednesday. And | don't -- they are not
5 SFHHA' s witnesses, so | can't tell you what their
6 travel --
7 CHAl RVAN BROMWN:  Coul d we potentially nove on
8 to rebuttal if we get done with the intervenor
9 W t ness, FPL?
10 MR, BUTLER: That woul d not be our preference.
11 Who are the witnesses who need to go on Wdnesday?
12 MR WRIGHT: It's M. Smth for OPC, and M.
13 Chriss for \Wal-Mart.
14 M5. CHRI STENSEN: That's correct. W are also
15 putting a call out to M. Smth to see if -- he is
16 traveling on Tuesday night, and we are trying to
17 find out if he will be available at any point on
18 Tuesday night. |If he can be here on Tuesday ni ght,
19 we wll let you know and have that as an option for
20 his availability so we can conplete it by Tuesday
21 night, but we will have to let you know. W put
22 the call out.
23 CHAI RMAN BROWN:  Ckay. Again, just try to
24 understand our position. This hearing has been
25 noticed for so nmany nonths, and you have had an
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opportunity to afford and avail your w tnesses and
apprize themthat they need to be ready any tine
during the two weeks. So just so you know, that's
the position that we are in.

Wal - Mart.

M5. ROBERTS: It's ny understanding that M.
Chriss' flight gets in at lunch, 12:00 o'clock, on
Wednesday. | can call himagain and see if he can
cone sooner. W were just trying to pace it based
on our understandi ng of how qui ckly we were going,
as well as nme having made Ms. Brownl ess aware of
his time need to know for flight to get out here.

CHAI RMAN BROWN:  Ckay.

M5. ROBERTS: | will contact himand see if he
can come sooner than that.

CHAI RMAN BROWN:  Ckay. Thank you. And | know
it's very difficult to get in and out of
Tal | ahassee. Cotta |love that, so | understand
that. So really, it goes back to FPL

MR, BUTLER. And whether we are willing to
take themin the mddle of our rebuttal case?

CHAI RMVAN BROWN: Those two wi t nesses.

MR, BUTLER: We will have to discuss this and
get back to you --

CHAI RMVAN BROWN:  Ckay.
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1 MR, BUTLER: -- see whether we need to have
2 guestions for them |If we do, how we can
3 accommodat e t hat.
4 CHAI RMVAN BROWN:  Fai r enough.
5 Any ot her procedural -- yes.
6 M5. CHRI STENSEN:. And we were just going to
7 ask, since -- while we are inquiring of M. Smth,
8 if, at the conclusion of FPL witnesses tonorrow, if
9 he could get in here and testify on Friday, if the
10 Commi ssion would want to entertain that as an
11 opti on.
12 CHAI RMAN BROWN: | really just blanked for
13 like the entire tinme you were talking. Can you
14 repeat that please?
15 M5. CHRI STENSEN: Absolutely. | know it was
16 the Chair's intent to conclude for the weekend
17 after the direct case for FPL. Wuld the Chair
18 want to entertain, if M. Smth could get in here
19 by Friday, hearing himon Friday?
20 CHAl RVAN BROMAN:  Tonor r ow.
21 MR. BUTLER:  Tonorr ow.
22 CHAI RMAN BROWN:  And that is the sanme person
23 t hat was avail abl e on Wednesday, or not avail abl e
24 on Wednesday?
25 M5. CHRI STENSEN: Was only avail able after
Premier Reporting (850) 894-0828 Reported by: Debbie Krick

114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2041

1 Wednesday.
2 CHAl RVAN BROMN:  Tonorrow, Yyes.
3 M5. CHRISTENSEN:. Al right. So we will check
4 into that option as well, and we will et you know
5 whet her he can cone Tuesday ni ght or tonorrow
6 after -- by afternoon.
7 CHAI RMAN BROWN: | woul d suggest himtry to
8 get in in the norning, though, just to be here on
9 the safe side, be here in the day, if possible.
10 M5. CHRI STENSEN: Certainly, if he can cone in
11 tonorrow, we will also explore that option. Thank
12 you.
13 CHAI RMAN BROWN:  Thank you.
14 Al right. Any other procedural housekeepi ng
15 itens?
16 M5. BROMLESS: Yes, ma'am
17 CHAI RMAN BROWN:  Ckay.
18 M5. BROMLESS: W do have one. W have
19 di stributed a revised Exhibit 640, and everyone
20 shoul d have a copy of it, and that -- the title of
21 that is OPC Second Set of Interrogatories,
22 Interrogatory No. 105 Anmended.
23 Unfortunately, when we | ooked nore cl osely at
24 the Exhibit 640 that we marked and placed into
25 evi dence, although the first page said anended, the
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1 attachnents to themwere the original attachnents
2 and not the anmended attachnents. Wat you have now
3 Is the anended verbiage as well as the anended
4 attachment s.
5 We have provided this to the clerk, and we
6 woul d ask that it be substituted for the materials
7 that were marked and admtted as 640.
8 CHAl RMVAN BROWN:  All right. M. Myle.
9 MR, MOYLE: Just so the record is clear. |
10 think I had asked sone questions on this exhibit,
11 and | assumed that -- so that the record is
12 clear -- like, the anmendnents didn't relate to the
13 areas | was questioni ng about.
14 CHAI RMAN BROWN:  C arification, M. Brownless,
15 can you --
16 M5. BROMLESS: | do not believe so, Jon.
17 MR, BUTLER: Actually, yes. That's how
18 realized that what had been handed out --
19 CHAI RMAN BROWN:  There is a |l ot of chatter
20 going on, and it really is hard for nme to hear.
21 MR. BUTLER:. The only change, Jon, is that you
22 asked questions about the McDaniel property. The
23 original had the incorrect date of a Decenber 2019
24 projected use for the property. The revised sheet,
25 as it should, refers to Decenber 2020, and so
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1 that's the difference between the two.

2 CHAl RMVAN BROWN: M. Myl e.

3 MR BUTLER. Now, M. -- well, was it M.

4 Barrett you asked -- | can't renenber -- or

5 Ms. Qusdahl? Both of themw Il be back on

6 rebuttal. | wouldn't have any objection to your

7 asking themif you have any foll ow up question

8 based on the change of the year there, that you

9 coul d ask themthat.

10 CHAI RMAN BROWN:  That of seens reasonabl e.

11 MR MOYLE: Yeah. And | am-- just because
12 there is so nuch paper, when things are getting put
13 into the record, and other things are being taken
14 out, it would be helpful with alittle, |ike, here,
15 we are anmending it because of this, and then there
16 IS no surprises, but | amfine with this.

17 CHAI RMVAN BROWN:  Ckay.

18 MR. MOYLE: No objection. And thanks,

19 M. Butler, for saying | can ask nore questions.

20 CHAI RMAN BROWN:  Ckay. Thank you.

21 MR BUTLER. A limted scope of additional

22 guesti ons.

23 CHAI RMVAN BROWN: | don't think he actually

24 sai d that.

25 MR, BUTLER: | amsorry. | have a coupl e of
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ot her housekeeping itens before we nove on to the
Wi t ness.

CHAI RMVAN BROWN:  Ckay. Hold on one second.

Ms. Brownl ess, are there any other?

M5. BROMLESS: No, ma' am

CHAI RMVAN BROMWN:  Ckay.

M5. BROWNLESS: Thank you, ma'am

CHAI RMAN BROWN:  That substitution is noted
for the record.

Go ahead.

MR BUTLER: First of all, as many of you
know, we have at | east a potential tropical
storm hurricane headed it toward South Florida. |
don't know whether that will happen yet or not, but
M. Mranda has, you know, central responsibilities
for whatever response is required there. W would
like to have him appear tonorrow for his rebuttal
testinony, and be able, therefore, to get excused
before the weekend so that he can, you know, return
to his responsibilities in organizing whatever
stormresponse is required.

And we have checked with the parties. | don't
beli eve there are any objections to doing that
under the sort of extraordi nary circunstances of

his other commtnents, and woul d ask that the
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1 Conmm ssi on i ndul ge that change of schedul e.
2 CHAI RMAN BROWN:  Ckay. | just want to confirm
3 with the parties.
4 M. Myl e.
5 MR. MOYLE: Yes, we -- things happen, so just
6 i ke these other wi tnesses, we are happy to do
7 that. W -- his rebuttal is 25, 30 pages, so sone
8 of us need to spend to little tine |looking at it
9 before he takes the stand, so as long as that can
10 be provided, you know, we are not --
11 CHAI RMAN BROWN:  What are you asking ne?
12 MR, MOYLE: Maybe not start at eight o'clock
13 or 8:30 or 9:00.
14 CHAI RMAN BROWN: | can nmake no prom ses of
15 that sort, but let's see how the day progresses and
16 keep that into consideration.
17 So do any of the intervenors have a problem
18 with M. Mranda appearing tonorrow due to the
19 extraordi nary circunstances of the hurricane -- the
20 tropi cal stornf
21 MR. COFFMAN.  We have no objection to
22 accommodati ng ot her parties.
23 MR WRIGHT: Retail Federation has no problem
24 with that at all.
25 CHAI RMVAN BROWN:  Publ i ¢ Counsel .
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1 M5. CHRI STENSEN: O fice of Public Counsel
2 doesn't have any objection to asking M. Mranda's
3 cross questions. And, you know, we are obviously
4 used to accommodating all the w tnesses, so, you,
5 know, as you are accommbdati ng our w tnesses, we
6 are happy to accommmodat e ot hers.
7 CHAI RMAN BROWN:  Thank you.
8 M5. ROBERTS: Wal-Mart has no objection.
9 CHAl RVAN BROMWN:  Lar sons.
10 COMM SSI ONER SKOP: | am sure the Larsons have
11 t hough obj ecti on.
12 CHAI RMAN BRONN:  Sierra.
13 M5. CSANK: Nor does the Sierra d ub.
14 CHAI RVAN BROWN:  FEA.
15 MR, JERNI GAN: No objections. Just to be
16 clear, is he going first on Friday or is he going
17 at the end of the day?
18 CHAl RVAN BROMAN:  Not sure.
19 MR JERNI GAN: Not sure.
20 CHAI RMAN BROMWN:  Hospi tal s.
21 MR W SEMAN. South Florida Hospitals are
22 happy to accommodat e the request.
23 CHAI RMAN BROWN: Ckay. So we have -- yeabh,
24 you are good.
25 Staff, any --
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M5. BROWNLESS: No objection. Thank you.

CHAI RVAN BROMN:  Conm ssi oners, any thoughts
or comments?

Ckay, your request is granted.

MR. BUTLER: Thank you very much.

Last procedural itembefore we get to M.
Forrest is that we have prepared response to
Commi ssioner Brisé's questions about the call
center netrics, have just a very short exhibit here
that we can hand out and mark, if it's your
pl easure.

MR, MOYLE: | thought this was going to be
given to the parties first, and then we wll were
going to have a tine to look at it, and then figure
out whether we had an objection as to conpared to
doing this |ive.

CHAl RVAN BROMN:  Yes.

MR, BUTLER: You want ne to hand it to the
parties first --

CHAl RVAN BROMN:  Yes.

MR, BUTLER: -- and see what their position

CHAI RVAN BROWN:  Yes.
MR, BUTLER: Ckay. W can do that.

CHAI RVAN BROMAN:  Ckay.
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1 MR, BUTLER: Wth that, then, we would -- are
2 we ready to nove on to M. Forrest?

3 CHAl RVAN BROMN. We absolutely are.

4 MR, BUTLER: Absolutely are, okay.

5 CHAI RMAN BROWN:  You read ny m nd.

6 MR, BUTLER: | don't think M. Forrest has

7 been sworn.

8 CHAl RVAN BROAWN: M. Forrest, please stand and
9 rai se your right hand.

10 Wher eupon,

11 SAM FORREST

12 was called as a witness, having been first duly sworn to
13 speak the truth, the whole truth, and nothing but the

14 truth, was exam ned and testified as foll ows:

15 CHAI RMAN BROWN:  Thank you, and wel cone.
16 THE W TNESS: Thank you.
17 EXAM NATI ON

18 BY MR BUTLER

19 Q Wul d you pl ease state your nanme and busi ness
20 addresses for the record?

21 A Sam Forrest, at 700 Universe Boul evard, Juno
22 Beach, Fl orida.

23 Q By whom are you enpl oyed, and in what

24 capacity?

25 A | amthe Vice-President of Energy, Marketing
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1 and Trading for Florida Power & Light.
2 Q Have you prepared and caused to be filed 15
3 pages of direct testinony with respect to FPL's proposed
4 I ncentive nmechani smin docket nunber 160088?
5 A Yes, | have.
6 Q Ckay. On August 16, 2016, FPL filed an errata
7 sheet for your direct testinony. Beyond those filed
8 errata, do you have any further changes or revisions to
9 your prepared testinony?
10 A No, | do not.
11 Q Ckay. So with those changes, if | asked you
12 t he questions contained in your direct testinony, would
13  your answers be the sane today?
14 A Yes, they woul d.
15 MR, BUTLER: Madam Chair, | would ask that M.
16 Forrest's prepared direct testinony be inserted
17 into the record as though read.
18 CHAI RMVAN BROWN: M. Forrest's prefiled direct
19 testinony will be inserted into the record as
20 t hough read.
21 (Prefiled direct testinony inserted into the
22 record as though read.)
23
24
25
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ERRATA SHEET

WITNESS: SAM FORREST - DIRECT TESTIMONY AND EXHIBITS

PAGE # LINE # CHANGE

14 10 Change “$0.97/MWh” to “$0.65/MWh”

14 14 After “160021-E1”, add “ ,as well as FPL’s decision to remove

from the calculation $0.32/MWh related to CT parts
depreciation.”
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I. INTRODUCTION

Please state your name and business address.

My name is Sam Forrest. My business address is Florida Power & Light
Company, 700 Universe Boulevard, Juno Beach, Florida 33408.

By whom are you employed and what is your position?

I am employed by Florida Power & Light Company (“FPL” or the
“Company”) as Vice President of the Energy Marketing and Trading (“EMT”)
Business Unit.

Please describe your educational background and professional
experience.

I hold a Bachelor of Science in Electrical Engineering from Texas A&M
University and a Masters of Business Administration from the University of
Houston. Prior to being named Vice President of EMT for FPL in 2007, | was
employed by Constellation Energy Commodities Group as Vice President,
Origination. In this capacity, | was responsible for managing a team of power
originators marketing structured electric power products in Texas, the Western
United States, and Canada. Prior to my responsibilities in the West, | was
responsible for Constellation’s business development activities in the

Southeast U.S.

Before joining Constellation, from 2001 to 2004, | held a variety of energy
marketing and trading management positions at Duke Energy North America

(“DENA”). Prior to DENA, | was employed by Entergy Power Marketing
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Corp. (“EPMC”) in several positions of increasing responsibility, including
Vice President — Power Marketing following EMPC’s entry into a joint

venture with Koch Energy Trading.

Prior to my entry into the energy sector, | was involved with a successful
start-up organization in the automotive industry from 1996 to 1998. From
1987 to 1996, | worked for AlliedSignal Aerospace at the Johnson Space
Center in Houston, Texas, in increasing roles of responsibility.
Please describe your duties and responsibilities in your current position.
I am responsible for the overall direction and management of the EMT
Business Unit, which handles FPL’s short-term and long-term fuel
management and operations. These fuels include natural gas, residual and
distillate fuel oils, and coal. Additionally, EMT is responsible for FPL’s fuel
hedging program, long-term fuel transportation and storage contracts, power
origination activities and short-term power trading and operations. EMT is an
active participant in the short-term and long-term natural gas markets
throughout the Southeastern United States.
Are you sponsoring an exhibit in this case?
Yes. | am sponsoring the following exhibit, which is attached to my direct
testimony:

e SAF-1 Incentive Mechanism Comparison for Period 2013-2015 (pages

1-4)
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What is the purpose of your testimony in this proceeding?

The purpose of my testimony is to explain and support FPL’s request to
extend the current incentive mechanism that was approved as part of FPL’s
2012 rate case settlement agreement by Order No. PSC-13-0023-S-El (the
“Incentive Mechanism™). | will provide (i) a description of the Incentive
Mechanism under which FPL operates, including a review of the results
compared to the sharing mechanism used prior to 2013, (ii) the details of
FPL’s request to modify specific aspects of the Incentive Mechanism, and (iii)
an overview of ongoing optimization costs.

Please provide a brief summary of your testimony.

The Incentive Mechanism that was approved as part of FPL’s 2012 rate case
settlement agreement was designed to expand opportunities for FPL to create
gains on short-term wholesale power transactions (“economy sales” and
“economy purchases”, which are transactions of less than one year in term)
and optimize the availability and utilization of other assets to provide
increased value for FPL’s customers while also providing an incentive to FPL
if certain customer-value thresholds were achieved. It has absolutely worked
as intended and designed. Customers have benefitted from the expanded
focus on asset optimization. However, the Incentive Mechanism will
automatically be terminated at the end of 2016 (when the 2012 settlement

agreement terminates), unless the Commission acts to keep it in effect.

While the Incentive Mechanism has worked very well, both for customers and

FPL, there are two elements of the program that need to be adjusted to reflect
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changed circumstances since the Incentive Mechanism was originally
approved. The first adjustment is to the sharing threshold, to recognize that
FPL’s Unit Power Sales (“UPS”) contract with the Southern Company expired
at the end of 2015 and was not renewed as customer economics were not
favorable. That contract facilitated roughly $10 million of gains each year
that will no longer be achievable, and so the sharing threshold needs to be
adjusted accordingly. Second, when the Incentive Mechanism was originally
approved, FPL’s 2013 test year reflected base rate recovery of the variable
power plant O&M costs needed to support 514,000 MWh of economy sales.
The 2017 and 2018 test years in FPL’s current rate case filing reflect no such
base rate recovery, and so the basis for recovering variable power plant O&M
costs through the Incentive Mechanism needs to be adjusted accordingly.
This second adjustment will benefit customers by eliminating an asymmetry
in recovery of such costs that is currently part of the Incentive Mechanism and

will treat variable power plant O&M in a very straightforward manner.

FPL proposes to renew the Incentive Mechanism, with these two adjustments,
for the four-year term of FPL’s base rate request (i.e., 2017-2020). This is the
most straightforward and transparent way to maintain appropriate incentives
for FPL to continue identifying and acting upon opportunities for gains that

create substantial value for customers.
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1. BACKGROUND ON THE INCENTIVE MECHANISM

What were the circumstances that led FPL to propose the Incentive
Mechanism?

Prior to the 2012 rate case settlement, FPL operated under the Commission’s
standard sharing mechanism for gains on economy sales (“Prior Mechanism”).
Sharing by FPL occurred if gains on economy power sales exceeded the three
prior year average of gains on sales. While the Prior Mechanism provided an
incentive for creating gains for customers, for FPL’s circumstances it proved
overly narrow and restrictive in two important respects. First, it only applied
to economy sales. There are market conditions that provide substantial
opportunities to create customer gains from economy purchases as well.
Second, the Prior Mechanism did not address the opportunities to create gains
from optimizing the use of other utility assets, such as natural gas
transportation and gas storage rights. Accordingly, FPL proposed as part of
the 2012 rate case settlement to substitute the more broadly-based Incentive
Mechanism in place of the Prior Mechanism. The Commission agreed to let
FPL operate under the Incentive Mechanism as “a four-year pilot program,”
which expires at the end of 2016.

Please describe the current Incentive Mechanism.

The Incentive Mechanism is designed to create additional value for FPL’s
customers while also providing an incentive to FPL if certain customer-value
thresholds are achieved. The Incentive Mechanism is very straightforward in

that it simply adds incentives for FPL to create additional value for customers
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above the levels that were projected at the time the mechanism was approved.
As part of the original proposal that created the Incentive Mechanism, FPL
established a threshold of $46 million that had to be exceeded before FPL
shared in any savings. This threshold was comprised of a $36 million
“Customer Savings Threshold,” which was based on FPL’s 2013 projections
for economy power sales gains and economy purchased power savings, and an
incremental $10 million which represented the additional value that FPL was
seeking to create for its customers through expansion of it optimization
program. The combination of the two thresholds resulted in FPL’s customers
receiving 100 percent of the benefits up to $46 million. As approved by the
Commission, incremental gains above the $46 million are shared between
FPL and customers as follows: FPL retains 60 percent and customers receive
40 percent of incremental gains between $46 million and $100 million; and
FPL retains 50 percent and customers receive 50 percent of all incremental
gains in excess of $100 million. The customers’ portion of all gains is

reflected as a reduction to fuel costs recovered through the Fuel Clause.

Under the Incentive Mechanism, FPL has created additional value by
expanding economy sales into other regions beyond the southeast, as well as
adding new activities such as natural gas storage optimization, natural gas
sales, capacity releases of natural gas transportation and selling rights on
third-party electric transmission when they are not needed by FPL.
Additionally, FPL has, on occasion, outsourced a small portion of the

optimization function of assets such as natural gas transportation to a third
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party in the form of an asset management agreement (“AMA”) in exchange
for being paid a premium. The revenues from such AMAs also are included

under the Incentive Mechanism.

As part of the program, FPL is entitled to recover through the Fuel Clause the
reasonable and prudent incremental O&M costs incurred in implementing its
expanded asset optimization measures. These include the incremental
personnel, software and associated hardware costs incurred by FPL (which are
not included in FPL’s current base rate request), as well as the variable power
plant O&M costs (non-fuel O&M expenses and costs for capital replacement
parts that vary as a function of a power plant’s output) incurred by FPL to
generate additional output in order to make economy sales. For the term of
the 2012 rate case settlement agreement (i.e., 2013-2016), FPL reflected the
estimate from its filed MFRs that the variable power plant O&M costs for
514,000 megawatt-hours (“MWh”) of economy sales would be recovered
through base rates, while FPL would be allowed to recover through the Fuel
Clause variable power plant O&M costs to support sales above that threshold.
This assumption was predicated upon the 2013 test year forecast prepared by
EMT, which estimated that the power plants that FPL operates would serve
514,000 MWh of economy sales in addition to the forecasted native load.
Overall, how has the Incentive Mechanism performed?

As can be seen in Exhibit SAF-1, the Incentive Mechanism has worked as
intended for both FPL’s customers and FPL. Using the actual results of 2013-

2015, after incremental O&M expenses are netted out, there was a total
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benefit of $137.9 million from all Incentive Mechanism activities to be shared

between FPL and its customers. From page 4 of the exhibit, one can see

greater than 90 percent of the benefits have been received by FPL’s
customers, with FPL receiving the balance.

Has the current Incentive Mechanism delivered greater value to FPL’s

customers than would have been the case under the Prior Mechanism?

Yes. It is difficult to make a complete comparison of the benefits to

customers under the two mechanisms because FPL was already actively

engaged in both economy sales and purchases when the current Incentive

Mechanism was approved, although it has expanded its activities within these

areas. However, a simple and conservative comparison is to look at the value

that FPL has generated from the natural gas transportation, storage and trading
optimization activities that are incented under the Incentive Mechanism and
are essentially all new since that mechanism was approved. By that
conservative measure, customers have received additional benefits to the tune

of $21.7 million for the years 2013, 2014, and 2015:

e Under the Prior Mechanism, the benefits that FPL would have delivered
for the three-year period totaled $113.2 million (see page 4 of Exhibit
SAF-1, “Total Optimization Benefits”). This total includes the benefits
achieved from optimization activities for economy power sales and
purchases, as well as short-term releases of electric transmission capacity,
as FPL was engaging in those activities prior to the Commission’s

approval of the current Incentive Mechanism. Looking at the period 2013-



10

11

12

13

14

15

16

17

18

19

20

21

22

23

2059

2015 and applying the sharing methodology of the Prior Mechanism
would have yielded net benefits to FPL’s customers of $102.6 million,
while FPL would have retained $10.6 million because the three-year
rolling average threshold for economy sales would have been exceeded in
each of the three years. These amounts correlate to a sharing split of
90.7% to customers and 9.3% to FPL.

In contrast, as shown on page 4 of Exhibit SAF-1, FPL has generated
nearly $33 million of additional benefits over the three-year period from
the natural gas transportation, storage and trading optimization activities
that FPL is incented to pursue under the current Incentive Mechanism.
When one takes into account these additional benefits, the result is that the
Total Optimization Benefits under the current Incentive Mechanism
increased to $139.1 million, with customers receiving $124.4 million and
FPL receiving $13.5 million after incremental O&M expenses are netted
out. These amounts correlate to a sharing split of 90.2% to customers and
9.8% to FPL which is nearly identical to the split that would have occurred
under the Prior Mechanism.

Thus, over the period 2013-2015, customers received more than $21.7
million of additional benefits under the Incentive Mechanism — $124.4
million under the Incentive Mechanism vs. the $102.6 million that they
would have received under the Prior Mechanism. This is proof that the
Incentive Mechanism is working to deliver added value for customers as

FPL and the Commission envisioned when it was approved.
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1. UPDATING THE INCENTIVE MECHANISM

Is FPL proposing any changes to the Incentive Mechanism as it was
approved in 20127

Yes. FPL is proposing two changes to the Incentive Mechanism. The first is
to lower the sharing threshold from $46 million to $36 million. From the data
shown on Exhibit SAF-1, $46 million appears to have been an appropriate
threshold as FPL averaged $46.4 million in total gains over the 2013-2015
period (i.e., $139.1 million in Total Optimization Benefits + 3 years = $46.4
million per year). However, this average reflects the results of optimizing
FPL’s UPS contract with the Southern Company that expired in December
2015. The UPS contract allowed for the purchase of 928 MW of capacity and
energy, supplied by Southern from a mix of gas- and coal-fired units.
Additionally, there was accompanying transmission capacity made available
to FPL under the UPS contract, to allow the energy to be delivered into FPL’s
electric transmission grid in peninsular Florida. Over the period of 2013-
2015, optimization of the UPS contract and associated electric transmission
resulted in an average of $10.5 million in gains that were reflected in the
Incentive Mechanism sharing calculations. The UPS contract made energy
and idle electric transmission available in SERC for optimization when it was
not needed for dispatch into FPL’s system. However, due to changes in fuel
prices and other factors since the UPS contract was originally entered into, it
would not have been in the overall economic best interest of customers to

renew it in December 2015, and there is no equivalent way of capturing the
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optimization opportunities in SERC from the balance of FPL’s portfolio.
Subtracting the average annual UPS-related gains of $10.5 million from the
current sharing threshold of $46 million would reduce the threshold to $35.5
million. In order to keep the Incentive Mechanism working properly, the
Commission should lower the sharing threshold to $36 million (rounded up
from $35.5 million) now that the UPS contract and associated electric

transmission are no longer part of the portfolio.

The second proposed change has to do with the variable power plant O&M
costs incurred to generate economy sales. As mentioned earlier, under the
Incentive Mechanism, FPL is allowed to recover variable power plant O&M
costs beyond the 514,000 MWh of such sales that were projected in the MFRs
that supported FPL’s 2013 Test Year. The per-MWh rate that was reflected in
the 2013 Test Year MFRs and that is currently utilized by FPL for economy

sales over the 514,000 MWh threshold is $1.51/MWh.

For the 2017 and 2018 test years included in FPL’s current rate case filing,
FPL has not included any economy sales or economy purchases in the base
rate forecast. Rather, FPL is proposing to eliminate the 514,000 MWh
threshold altogether and simply net economy sales and purchases in order to
determine the impact of variable power plant O&M. If FPL executes more
economy sales than economy purchases, we will recover the net amount of
variable power plant O&M incurred in a given year. If economy purchases

are greater than economy sales, FPL’s customers will receive a credit for the
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net variable power plant O&M that has been saved in that year. This is a
much fairer and straightforward approach both for customers and for FPL, as
only the O&M costs actually incurred (or saved) will be passed through (or
credited) to customers.

Is FPL proposing a change to the per-MWh variable power plant O&M
rate?

Yes. FPL calculated a new per-MWh rate for variable power plant O&M
based on the 2017 Test Year MFRs utilizing the same methodology that was
applied to the 2013 Test Year MFRs. The updated calculation results in a
substantial decrease in the per-MWh rate, from $1.51/MWh to $0.97/MWh.
In large part, this decrease is a result of FPL’s success in reducing fossil fleet
O&M and CAPEX associated with operating and maintaining its fleet, as
described in the testimony of FPL witness Roxane Kennedy in Docket No.

160021-El.

V. EXTENDING THE INCENTIVE MECHANISM

Should the Incentive Mechanism be extended past the expiration of the
2012 rate case settlement at the end of December 20167

Yes. The Incentive Mechanism has worked well, and it is in the mutual best
interests of FPL’s customers and FPL for it to remain in effect. FPL proposes
that the Commission authorize FPL to continue using the Incentive

Mechanism, modified to reduce the Customer Savings Threshold to $36
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million and to eliminate the variable power plant O&M threshold for the
reasons | just discussed, for four more years.

Why is FPL only asking for a four year extension rather than a
permanent extension of the Incentive Mechanism?

FPL sees value in having stability in the program over time: it would be
disruptive and diminish the effectiveness of the incentives if FPL could not
depend on them remaining in place on known terms for more than a year at a
time. On the other hand, FPL recognizes that it is appropriate to revisit the
appropriateness of the Incentive Mechanism periodically. In FPL’s current
rate case proceeding, FPL has made a four-year rate proposal that covers the
period 2017-2020. FPL believes that it would be appropriate for the Incentive
Mechanism to cover this same period. This would be easy to administer and
would allow for the Incentive Mechanism to be revisited as a natural
component of the next rate review.

Does this conclude your direct testimony?

Yes.
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1 BY MR BUTLER
2 Q M. Forrest, do you have an exhibit that was
3 identified as SAF-1 attached to your prepared direct
4 testinony?
5 A Yes.
6 MR, BUTLER: Madam Chair, | would note that
7 has been marked for identification as Exhibit 123.
8 CHAI RMVAN BROWN:  So not ed.
9 Staf f.
10 M5. BROMLESS: Yes, nmm'am
11 EXAM NATI ON
12 BY Ms5. BROWNLESS:
13 Q After afternoon, M. Forrest.
14 A Good afternoon.
15 Q Have you had an opportunity to | ook at Exhibit
16 No. 579, and to review the materials that are |isted
17 under your nane?
18 A Yes, | have.
19 Q And are those materials true and accurate to
20 the best of your know edge and belief?
21 A Yes, they are.
22 Q Did you prepare the responses to those
23 materials, or were they prepared under your supervision?
24 A Yes.
25 Q Do those materials contain any confidenti al
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1 mat eri al s?

2 A There is no confidential information on the
3 Cbh

4 Q Thank you.

5 A You are wel cone.

6 CHAI RVAN BROWN:  FPL.

7 MR. BUTLER: Thank you.

8 FURTHER EXAM NATI ON

9 BY MR BUTLER
10 Q M. Forrest, would you please summari ze your

11  direct testinony?

12 A Yes.

13 MR, W SEMAN: Madam Chair, | have a

14 prelimnary objection | would Iike to nmake before
15 M. Forrest starts, please.

16 CHAI RMVAN BROWN:  Ckay.

17 MR WSEMAN:. M. Silagy testified the first
18 day of the hearing that anong the cadre of

19 W t nesses who are testifying for FPL, that each
20 W tness was the nost qualified to tal k about the
21 itenms discussed in the individual's testinony.

22 Yest erday, during cross-exam nation of M.
23 Barrett, M. Sundback, on behalf of SFHHA, asked
24 M. Barrett nunerous questions about contracting
25 matters related to the Florida Southeast
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1 Connection. M. Barrett, in a nunber of those
2 I nstances, said that he was not qualified to answer
3 t hose questions, that M. Forrest was nore
4 qualified to answer those questions than M.
5 Barrett.
6 There is nothing in M. Barrett's, either his
7 direct testinony on the incentive nechanism or in
8 his rebuttal testinony, that concerns the Florida
9 Sout heast Connection. As a result, we have sought
10 no di scovery fromFPL related to M. Barrett -- |
11 amsorry -- M. --
12 CHAl RVAN BROMN:  For est.
13 MR WSEMAN. -- Forrest's testinony related
14 to the Florida Southeast Connection.
15 CHAI RMAN BROWN:  You want sonme water? Wuld
16 you |i ke sonme water?
17 MR WSEMAN:. | would. | don't have any.
18 Thank you. Thank you. Mich better.
19 Had we been advised that M. Forrest was the
20 appropriate witness to talk to about those itens,
21 had we been apprized of that in his testinonies, we
22 woul d have sought his deposition. W obviously
23 didn't do that because we had not been apprized of
24 his expertise in that area.
25 So we think, at this point, if M. Forrest is
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1 permtted to tal k about the Florida Sout heast

2 Connection, that that would be a violation of our

3 due process rights, and we request that he be

4 barred fromtal king about those matters.

5 CHAI RVAN BROMN: | wasn't expecting that.

6 FPL.

7 MR, BUTLER: Neither was |I.

8 M. Forrest's direct testinony doesn't cover

9 that topic. It won't cone up unl ess sonebody asks
10 hi mabout it. |If sonebody asks hi mabout it, he

11 has know edge and can address it, but we are not

12 bringing himin here for the purpose of addressing
13 that topic, and, you know, think that, frankly, the
14 guestions were irrelevant as to M. Barrett

15 yesterday, and would not press to have M. Forrest
16 provi de answers to them today.

17 CHAI RMVAN BROWN: M. W senan.

18 MR. WSEMAN: As long as he doesn't -- if FPL
19 doesn't elicit that testinony fromhim and that's
20 not had his prepared statenent, and -- well, we

21 wll see if -- | know we will not be asking him

22 guesti ons about that subject. | guess, for right
23 now, it's fine, and if the subject cones up, we can
24 cross that bridge when we get there.

25 CHAI RMAN BROWN:  That sounds good.
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MR. W SEMAN: Thank you very nuch.

MR, BUTLER: The only thing I would add to
that is, you know, we won't bring it up. |In fact,
we woul d not be able to bring it up on redirect
unl ess sonebody has raised it. |f sonebody raises
it, I amnot waiving ny right to conduct
appropriate redirect of whatever sonebody asked on
cross; but subject to that, we do not intend to
have M. Forrest testify in that area.

CHAl RMVAN BROMWN: That's fair.

Sierra C ub.

M5. CSANK: If I may. | wll second SFHHA' s
objection. | had a simlar issue with respect to
Wtness Forrest, and therefore, will not be asking

hi m about pipeline related matters. But as we
heard from other witnesses, it is an issue that
relates to the gas peakers, and so | will just nake
note of that in the record.

CHAI RMAN BROWN:  Thank you.

M5. CSANK: Thank you.

MR. MOYLE: WMaybe this is the best tine to
raise this, because I, |ikew se --

CHAI RMAN BROWN: | amsorry, there is a few of
you.

MR MOYLE: Well, a lot of people said, when
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1 we were tal king about the peakers, and that they
2 are gas constrained, and they said, well, how are
3 you going to solve that problen? They said ask M.
4 Forrest. And | don't want to ask M. Forrest and,
5 you know, and kind of do that.
6 So can we understand, if we are tal ki ng about
7 the Broward gas constraint, can we inquire into
8 that wthout getting into this transfer -- the
9 transfer issue seens like it's a jurisdictional
10 FERC signed kind of thing without that, but -- |
11 think it's cleaner to have a ruling than all of a
12 sudden ne ask questions and then, you know, say you
13 opened the door, and then | don't have a happy
14 sui temate here.
15 CHAl RMVAN BROWN: M. Butl er.
16 MR, BUTLER: Well, | guess | can only redirect
17 on things that are legitimately within the scope of
18 what he has been crossed on. |If he is not crossed
19 on that topic, I wll have no redirect on it.
20 CHAI RMAN BROWN:  Soneone was rai Sing an
21 obj ection over here.
22 MR, SKOP: Yes, Madam Chair, Larsons raised a
23 simlar concern, again, when they had questions
24 yesterday of the FPL witness, he also referred him
25 to M. Forrest, but again we show consideration to
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1 the other concerns raised by the intervenors.

2 CHAI RMAN BROWN:  Any ot her parties wish to

3 addr ess?

4 Al right, staff.

5 M5. BROMNLESS: | think it's appropriate if

6 the questions were referred to M. Forrest and an

7 I ntervenor asks M. Forrest about it for FPL to be

8 allowed to do redirect on that, because in essence,

9 then the intervenors have expanded the scope of M.
10 Forrest's testinony. However, | would note that we
11 have always tried to limt both the direct and

12 Cross-exam nation here to the testinony

13 specifically stated in their direct testinony.

14 CHAI RMAN BROWN: Ckay. Conm ssioner Graham
15 actual ly has a question before we get to --

16 COMM SSI ONER GRAHAM | guess you have kind of
17 lost nme on that one. | don't think the intervenors
18 expanded the scope. | think Florida Power & Light
19 expanded t hat scope, because those questions were
20 kicked to M. Forrest.

21 M5. BROMNLESS: And to the extent that M.

22 Forrest is the person who's appropriate to answer
23 them then | think that -- that does expand the

24 scope of the testinony beyond the prefiled direct.
25 The point | was trying to make is that you can
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1 go two ways here. You can either say, we will not
2 al l ow any questions in this area because it is
3 beyond the scope of his direct, which is what
4 traditionally we have done, and, therefore, no
5 cross-exam nation, et cetera. O you can say just
6 exactly what you have said, Conmi ssioner, which is,
7 to the extent that FPL has expanded it beyond the
8 scope of the witten testinonies, parties should be
9 allowed to pursue it.
10 CHAI RMVAN BROWN:  Ckay. | saw you reaching for
11 your button.
12 MR, BUTLER: | did, but | have decided |I don't
13 need to say anything further. Thank you.
14 CHAI RMAN BROWN:  It's al ways best.
15 Are we going to leave this in and see how we
16 proceed?
17 MR, BUTLER: That's fine with ne. Like |
18 said, M. Forrest wll cover his direct testinony,
19 which relates to the incentive nechanism He won't
20 cover these other issues if parties don't feel a
21 need to exam ne him about them |If they do, he
22 will answer their questions. And if it raises
23 appropriate redirect, I will ask himabout them
24 CHAI RMAN BROWN:  Ckay.
25 MR WSEMAN: And gist soit's clear, | mght
Premier Reporting (850) 894-0828 Reported by: Debbie Krick

114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2072

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

be -- | hope | amnot placed in this very unusual
position, but if one of the other intervenors asks
a question about this, I amgoing to object as
bei ng beyond the scope of his testinony.

CHAI RVAN BROMAN:  Sounds good.

MR W SEMAN. Thank you.

CHAI RMAN BROWN:  All right. Are we ready
to --

MR, BUTLER: | always appreciate offense
I n-depth on that point. Thank you, M. W senman.

Wth that would M. Forrest give the sunmary
of his direct testinony?

CHAl RVAN BROMWN:  Thank you, and wel cone.

THE W TNESS: Thank you. Good afternoon
Madam Chai r, Conm ssi oners.

The incentive Mtchell that was approved as
part of FPL's 2012 rate case settlenent agreenent
was designed sinply to create opportunities for FPL
to provide increased value for FPL's custoners. |t
has worked just as intended, as custoners have
benefited from FPL's expanded focus on asset
optim zation. However, this incentive nmechani sm
will automatically termnate at the end of 2016
unl ess the Comm ssion acts to keep it in effect.

FPL believes it is in the best interest of
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1 custoners to continue the programwith FPL's
2 proposed nodi fications.
3 Under the incentive nmechanism FPL has created
4 addi ti onal val ue by expandi ng econony sales into
5 ot her regions beyond the southeast, as well as
6 addi ng new activities such as natural gas storage
7 and transportation optim zation, natural gas sales
8 and selling rights on third-party electric
9 transm ssi on when the assets are not needed by FPL
10 to serve custoners.
11 The incentive nmechani sm has worked well for
12 both custoners and for FPL. Conservatively, by
13 | ooki ng at just the value added fromthe new asset
14 optim zation activities approved under the
15 I ncentive nmechani sm custoners have received direct
16 correct benefits of over $21 mllion for the years
17 2013 through 2015. During that sane period, the
18 shari ng percentages have renmi ned essentially
19 unchanged fromthe prior mechanism The upshot is
20 t hat custoners have received $21 million nore in
21 benefits than they woul d have under the prior
22 nmechani sm cl ear proof that the incentive nmechani sm
23 Is working to deliver added val ue for custoners as
24 FPL and the Commi ssion envisioned when it was
25 approved back in 2012.
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There are two el enents of the programthat
need to be adjusted to refl ect changed
ci rcunstances since the incentive nechani sm was
originally approved.

The first adjustnent is to the sharing
threshold, to recognize that FPL's unit power
sales, or UPS contracts, w th Southern conpany
expired at the end of 2015. These contracts
facilitated roughly $10 million in gains each year
that will no | onger be achi evabl e given the
expiration, and so the sharing threshold should be
adj usted accordi ngly.

Second, when the incentive nechani smwas
originally approved, FPL's 2013 test year reflected
base rate recovery of variable power plant O&M
costs needed to support 514,000 negawatt hours of
econony sales. However, the 2017 and 2018 test
years in FPL's current rate case filing reflect no
base rate recovery for the O&M on an initially
bl ock of econony sales. Therefore, the basis for
recovering variabl e power plant O%M costs through
the incentive nechani smneeds to be adj usted.

Qur proposal is to net economny purchases
agai nst econony sales, and then apply the vari abl e

Q&M costs per negawatt hour to the difference. FPL
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1 bel i eves the proposed adjustnment wll clearly

2 benefit custoners because it treats variabl e power
3 plant O&Min a symmetrical and very straightforward
4 manner .

5 FPL believes that it would be appropriate to

6 renew the incentive nmechanismwth these a

7 adjustnents for the four-year termof FPL's base

8 rate request from 2017 through 2020. That is the

9 nost straightforward and transparent way to

10 mai ntai n appropriate incentives for FPL to conti nue
11 identifying an acting upon opportunities for gains
12 that create substantial value for custoners. This
13 four-year renewal would be easy to adm nister, and
14 woul d allow for the incentive nechanismto be

15 revisited as a natural conponent of FPL's next rate
16 revi ew.

17 And this concludes ny sunmary.

18 BY MR BUTLER

19 Q Thank you, M. Forest.

20 MR, BUTLER: | tender the witness for

21 Cross-exam nati on.

22 CHAI RMAN BROWN:  Thank you, Ms. Chri stensen.

23 M5. CHRI STENSEN: No questi ons.

24 CHAI RMAN BROWN:  Thank you.

25 M. Myl e.
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1 MR. MOYLE: | do have sone questions. Thank
2 you.
3 EXAM NATI ON

4 BY MR MOYLE:

5 Q Good afternoon, M. Forrest.

6 A Good afternoon.

7 Q You said that one of the adjustnents you are
8 seeking -- well, you know, actually, | need to see if |
9 can agree -- get you to agree to sone ground rules that
10 | want to explore with you.

11 A | am i stening.

12 Q | don't want -- | don't want any information,

13 and | don't particularly have strong feelings about who
14 owns a piece of pipe that connects Martin to Riviera,

15 okay? So if | ask you questions about getting gas to

16 Broward, you would agree it's not particularly nmateri al
17  about who owns that -- or let ne ask you that.

18 s it material -- is it material if | ask you
19 about future gas transportation plans, is it material in
20  your mnd about who owns the pipe?

21 A Yeah, | think it is very material, given the
22 contractual rights that we have to deliver gas to those

23 particular facilities.

24 Q So If I want to explore up questions that were
25 sent to you that said, well, you know, | don't know. W
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1 don't have enough gas in Broward to run the peakers, but
2 you got to ask M. Forrest. If | ask you those

3 questions, then you are telling nme that's going to then
4 get you in to who owns the situation; is that right?

5 A | think | probably can tal k generically about
6 it without having to talk about who owns the pipe, but I
7 do think it's relevant given --

8 Q Could we agree that we wll have generic

9 conversations that won't get into who owns the pipe?

10 A | wll do ny best.

11 Q When you go to sleep at night, do you close

12 the door and lock it?

13 A The front door or ny bedroom door?
14 Q That's what | amtrying do here with who owns
15 the pipe issue. | don't want there to be, oh, you

16 opened the door, M. Myle, so are we good?

17 A | under st and.

18 Q Ckay. You had told the Conm ssion that one of
19 the adjustnents you are seeking is because of the

20 expiration of a contract that you have with the Scherer
21 unit, the UPS contract; is that right?

22 A Yeah, the UPS contracts, yes, the UPS -- or

23 actually it was three contracts made up of a coupl e of
24 gas plants and a coal planted, which was Scherer, yes.

25 Q And you said roughly 10 mllion, that you are
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1 seeking an adjustnent for 10 mllion, do |I understand

2 that, is how nuch noney you nade off that contract

3 cunul ativel y?

4 A Not curul ative -- no, not cunulatively. It

5 was about $30 million over the three-year period, 2013

6 through 2015, the UPS contracts facilitated about $10

7 mllion a year on average of gains for the asset

8 optim zation program

9 Q Ckay. Do you know t he precise nunber or no?
10 A The preci se nunber was $31.4 nillion.

11 Q And that was for the whole deal, and of that,
12 the UPS contract represented a percent, correct?

13 A No, that is not correct. No.

14 The UPS contract -- so maybe it will help to
15 understand that there were three contracts wth Southern
16 Conpany that conprised the UPS agreenent, or the UPS

17 repl acenent agreenent as it was. There was a

18 600- negawatt gas-fired facility, which was one contract,
19 190- negawatt gas-fired facility, which was a second, and
20 then part of the Scherer plan, which was 160 negawatts,
21 totaled up to about 950 negawatts.

22 Those facilities were approved by this

23 conmm ssion -- those contracts were approved by this

24  comm ssion back in 2005 tinmeframe, went into effect in
25 June of 2010, and expired at the end of 2015.
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1 Those contracts were prinmarily used in the

2 early years to dispatch into our systemwhen it was

3 needed to serve native |oad. They are no |onger part of
4 the asset base that we because they expired, but during

5 the period of the asset optimzation program we were

6 actually able to, when it wasn't needed to serve our

7 | oad, to sell those into the southeast markets and nake

8 noney off of those. That contribution, purely fromthe

9 UPS contract, totaled up to about $31.4 mllion over the
10 three years, and that's just in pure optim zation

11 dol I ars.

12 Q Did you nake noney off the coal contract?

13 A | amnot entirely positive what the split was

14  Dbetween the three different assets, but there were

15 opportunities for us to sell those assets into the

16  sout heast, yes.

17 Q So do you know with respect -- | don't want
18 you to speculate, I was am curious about coal. You said
19 there were three contracts, one of themhas coal. Ws

20 that part of your --

21 A Yeah.

22 Q -- asset optim zation, and you nade noney on

23 It --

24 A Yes.

25 Q -- and it was a good thing to have?
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1 A It was the snmallest of the three contracts,

2 but, yes, there were opportunities to sell that into the
3  sout heast.

4 Q Ckay. Wuld simlar opportunities exist for

5 Cedar Bay? That's a coal-fired unit, right?

6 A Cedar Bay is a coal-fired unit. W don't

7 dispatch individual assets within our portfolio here in
8 Florida to nake sales. W sell off of a system not

9 I ndi vi dual assets, so it would be part of any of sell

10 that we nmade if it was running.

11 Q Wll, that's how you did the asset

12 optim zation off of the system right? You didn't do it
13 off individual plants? O did you do it off individual
14 pl ant s?

15 A The only individual plants that we di spatched
16 for the purposes of asset optimzation were the UPS

17 contracts, which have since expired.

18 Wthin the FPL system the way we optim ze our
19 generation fleet was to sell off of the marginal units.
20 So whatever the highest unit, the marginal unit, was we

21  were either selling or purchasing around that margi nal

22 unit. There was not -- but it wasn't specific to an
23 asset. It was part of a systemw de sale.
24 Q Ckay. And, M. Forrest, ny client, FIPUG was

25 par of the settlenent agreenent where this was included

Premier Reporting (850) 894-0828 Reported by: Debbie Krick
114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2081

1 as sonething for the Conm ssion to consider, correct?
2 A That is correct, yes.
3 Q And you are also aware that that was a
4 negotiated itemin the settlenent contract, correct?
5 A | agree.
6 Q So this isn't really a negotiating session,
7 but it's a good tinme to talk about it, I think, given
8 your proposal that it be included with the Conm ssi on,
9 so | amgoing to spend sone tine on this, just wanted to
10  touch on that.
11 So your title is Vice-President of Energy,
12 Mar ket i ng and Tradi ng?
13 A Yes. That's correct.
14 Q Ckay. And you are enpl oyed by whont?
15 A By Florida Power & Light.
16 Q And do you wear any other hats?
17 A | do wear other hats, yes.
18 Q And tell me what those other hats are.
19 A | am-- by specific title, I amnot exactly
20 sure, but in sone cases, | am President of the Cedar Bay
21 Hol di ng Conpany, which we now own that Cedar Bay asset.
22 | am President of FPL Energy Services, and al so
23 Presi dent of GR Wodford, which was our investnent in
24  the gas reserves project.
25 Q | didn't catch the | ast one.
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1 A GR Wodford, it's our gas reserves project.
2 Q Do you know, for 2015, how your tinme was
3 allocated between Florida Power & Light and ot her
4 entities?
5 A Vell, in 2015, the Cedar Bay asset, as well as
6 the GR Wodford asset, were part of FPL's portfolio, so
7 ny tinme was allocated to FPL on those. FPL Energy
8 Services, | roughly spend about 15 percent of ny tine,
9 and those costs are allocated to FPLES.
10 Q Ckay. So things have changed with respect to
11 Cedar Bay and Wodford, let nme ask the question with
12 respect to '16. How do you -- better question, how do
13 you typically allocate your costs between your
14 responsibilities that you described for other conpanies
15 and FPL? 1Is it 25 percent each? O just give us a
16 flavor of that.
17 A VWll, | would naybe di sagree with your
18 characterization of Cedar Bay. Nothing has changed on
19 Cedar Bay. |It's still part of our asset portfolio,
20 which FPL is managing. But with respect to FPL, yes, |
21 nmonitor ny tinmes. | determ ne how nuch tinme | am
22 spendi ng with them managi ng that group, and that's how I
23 allocate ny tinme. And then with the GR Wodford, which
24 has just now noved out of FPL, | amstarting to nonitor
25 how nuch sonetine | spend with that, and then ny tine
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1 wll be allocated accordingly.
2 Q Right. So can you tell ne, just roughly, in
3 the last six nonths how you spent your tine?
4 A | believe |I just did.
5 Q Well, percentage-wise. | nean, you told ne
6 you allocate them but you didn't tell nme | spent -- all
7 nmy time is spent on FPL, helping themwth the gas, it's
8 | i ke 90 percent, and the other stuff is two-and-a-half
9 percent each, or -- | nean, just give nme the sense of
10 allocation of your tine.
11 MR, BUTLER: | amgoing to object to this line
12 of questioning. | don't think it relates to his
13 direct testinony regarding the incentive nechani sm
14 and we had a | ot of conversation about trying to
15 stick closely to the testinony as filed. This
16 seens to be pretty well beyond it.
17 CHAI RMAN BROWN: | tend to agree.
18 M. Myle, can you nove along with your
19 questions, please?
20 MR, MOYLE: Sure.
21 BY MR MOYLE:
22 Q Do you know -- do nost utilities have a
23 Vice-President for Energy, Marketing and Tradi ng?
24 A | am not aware of other utilities with respect
25 to what their titles are, but there are generally, yes
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1 vice-presidents that are in charge their fuels group, or
2 commodi ties tradi ng group, or however they title them

3 yes.

4 Q Ckay. | -- in your previous history, you have

5 been involved in conpetitive markets trading gas a | ot,

6 Is that fair?
7 A Yes, that is fair.
8 Q Ckay. And that includes tine with

9 Constell ation --

10 A Correct.

11 Q -- doing deals, and also in Texas, right?

12 A That is correct.

13 Q And Texas is a deregul ated market ?

14 A | was based out of Texas, but | didn't do a
15 | ot of business in Texas. Mst of ny work as either in

16 t he sout heast or the m dwest or the west.

17 Q Ckay. In Western United States, were you

18 involved in a lot of | SO markets, RTO markets?

19 A Sone, yes.

20 Q So, to kind of get to the point that I was

21 wanting to do, it's -- what, really, you are asking, as
22 | understand it -- and you can correct ne, | know you

23 wll if I get it wong. But essentially what this is is

24 a gas trading operation that you are in charge of that's

25 usi ng assets that ratepayers have paid for, and to the
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1 extent you nmake noney, we are tal king about how w ||
2 that noney get split; is that fair?
3 A Well, | think that -- yes and no. | think it
4 probably maybe understates a little bit what ny group is
5 responsible for. | nean, our first and forenost
6 priority every day is the reliable purchase of fuel as
7 economcally as we can. And we have al ways been a
8 procurenent organization with respect to trying to bring
9 fuel to the power plants. This is an expanded focus on
10 sone of those assets that we have in our portfolio that
11 may be idle on a daily basis, dependi ng upon what our
12 | oads are and what our system needs are, this is an
13 effort for us to try and go out and trying to optim ze
14  those to bring val ue.
15 So, you know, there is a gas tradi ng conponent
16 to it, but for the nost part, we are a procurenent
17  organi zation, and al ways have been.
18 Q Do your responsibilities include hedgi ng?
19 A Yes, they do. Like ny team s responsibility
20 I s hedgi ng, yes.
21 Q Ckay. And just to be clear, the assets that
22 you are asking be optim zed, those are all assets that
23 have been paid for by the ratepayers?
24 A They are recovered through a clause through
25 base rates, yes.
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1 Q The arrangenent that was negotiated and

2 approved by the Comm ssion had ratepayers getting the

3 first $46 mllion worth of -- is it okay if | call them
4 profits?

5 A O gains and savi ngs, yes.

6 Q kay -- the first 46 mllion, and then after
7 that, anything between the 46 and the hundred was split
8 wth FPL getting 60 and the custoners getting 40; is

9 that right?

10 A That is correct.

11 Q And t hen anything over 100, it was a 50-50
12 split?

13 A That's correct. W never cane close to the

14 hundred, but that is correct.

15 Q Are you suggesting that those percentages be
16  nodified?

17 A No, sir, we are not. W feel |like the

18 percent ages, as they were proposed, worked extrenely

19 well. |If you go back and | ook at the data, under the
20 prior nmechanismover the last three years, we woul d have
21 earned right at about 10 percent of the overall savings.
22 That's al nost exactly what we earned, we are off, |ike,
23 about a half percent different under this new nechani sm
24 W\ benefited by about $3 mllion as a result of that,

25 FPL did, which is terrific. W are very pleased for
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1 that. And custoners benefited to the tune of 21 plus

2 mllion dollars, so we felt like it was a very fair

3 split, so we are not recomrendi ng any change to those --
4 to the sharing nmechani sm

5 Q And there were a ot of things in that

6 settlenment agreenent, including credits for |arge

7 I ndustrial custoners, right?

8 A Not ny expertise, but | do agree there were a
9 lot of things in that settlenent agreenent.

10 Q So this would be an appropriate tine for the

11 Commi ssion to take a good | ook at this, | think, right?
12 A Well, absolutely. This is, you know, a

13 programthat expires at the end of 2016. So absent the
14 di scussion here, this programdies at the end of 2016,
15 which | think would be a conplete disservice to

16 custoners, given all the value that's been added.

17 Q And you said to the Conm ssion, hey, we only
18 want this programto go on -- | think they actually --
19 that you took a two-year | ook, or there was sonething
20 about the Comm ssion could cone back and do an early

21 checkup on it, isn't that right?

22 A Yes, there was an opportunity to | ook at at
23 the end of the two years. W proposed the four-year

24 program obviously, to match up with the settl enent

25 agreenent. W are, again, proposing another four-year
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1 extension of it. | amnot calling that a pilot. | just
2 think it's appropriate to review the percentages and the
3 threshol ds about every four years so we, again, nmatch up
4 wth our request in this rate request.

5 Q Ckay. And then one other -- | think I am

6 about to tal k about Broward, but you sell -- you sell

7 all over the country with these assets, right, beyond

8 the southeast?

9 A We do go beyond the sout heast, yes. |

10 wouldn't say all over the country. W have nade it as
11 far up as PJIMand M SO primarily in the southeast and
12 Florida is, obviously, our nunber one market.

13 Q You said PJM and M SO what are those?

14 A PIJIM they are reliability councils in sort of
15 the md-Atlantic, Pennsylvania, Jersey Maryland is the
16 PJIM And then MSO is the m dwest.

17 Q And they have markets that energy is being

18 traded every day, is that correct?

19 A That is correct, yes.

20 Q You answered an interrogatory -- | think | can

21 do it without referencing it to you, but it related to

22 gas supply -- you have sone gas supply assets in Mbile,

23 right?

24 A Maybe you coul d rephrase that.

25 Q FPL, that there is sone storage -- |'msorry,
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1 gas storage --

2 MR. BUTLER  Storage?
3 THE W TNESS. Yes, we have a storage contract
4 with a facility in Mbile Bay, yes.

5 BY MR MOYLE:

6 Q Ckay. And there is a way that you can use

7 that storage facility to -- is arbitrage the right

8 words?

9 A | would consider it could be arbitrage, yes.
10 Q kay. Can you -- thereis -- there is two

11  terns, one is if the stock market is higher than the

12 forward nmarket, and then the other is the reverse. Can
13  you descri be how you make noney wi th your storage,

14 pl ease?

15 MR BUTLER. M. Forrest, | would caution you
16 to be careful with the confidentiality of this.

17 We designated that interrogatory response as
18 confidential, because sone of the specifics of the
19 way that we nmake noney, we would kind of |ike other
20 peopl e not to know the details of it.

21 CHAI RMVAN BROWN:  Ckay.

22 MR, MOYLE: Well, | read it in that CD that

23 was provided out. It wasn't marked confidential, |
24 don't believe, when | read it.

25 THE WTNESS: Yeah, | believe |I can cover this
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1 I n sonewhat generic terns.

2 CHAI RMAN BROWN:  Thank you.

3 THE WTNESS: So the idea behind what we do

4 Wi th our gas storage positionis, it'sis a

5 four-billion-cubic-feet-a-day of storage, or not a

6 day, but it's a cavern, it has four-billion-

7 cubi c-feet of storage that we have access to. A

8 certain percentage of that, we nmaintain for

9 reliability reasons, so it's there for us froma

10 custoner perspective to ensure that this they have
11 the gas that they need when they need it. It also
12 gives us the ability to inject gas and w t hdraw gas
13 as changes in our load profile, wth weather and

14 ot her things, happen.

15 But there is a portion of that, dependi ng upon
16 the tine of year, where we actually do optim ze the
17 portfolio. And so we wll |ook at opportunities,
18 and maybe just a real sinple exanple of, if | can
19 buy gas in Septenber for $2.80 and inject it into
20 the storage facility, and then sell gas in Decenber
21 for $3.15, that's a 35-cent gain, | would then

22 wi t hdraw that gas in Decenber to conplete the sale.
23 So you are looking at tinme spreads. And

24 that's just a pure arbitrage opportunity, where you
25 are buying and selling, alnost instantaneously, to
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1 lock in a spread that exists, and the storage
2 facility is what helps facilitate that. So we are
3 constantly | ooking at opportunities around ways of
4 optim zing the storage facility, and we are | ooking
5 at tinme spreads, and the value and difference in
6 different trading periods just to see if there is
7 ways of |ocking in that val ue.
8 BY MR MOYLE:
9 Q And what is contango?
10 A Contango is -- it's a market termthat you
11 would normally describe that as kind of a normal narket,
12 If you wll, in that prices where are lower in the front
13 end than they are on the back end. So it has kind of a
14 nat ural progression of prices rising over tine.
15 Q And the other word is backward --
16 A Backwar dation. Backwardation is an inverted
17 market, it's kind of the opposite -- it is the opposite
18 of that. You have got prices in the front end that are
19 | oner -- excuse nme -- that are higher than those in the
20  back end.
21 Q Okay. And you can nmake noney, given your
22 situation, on either of those?
23 A On either of those opportunities, yes.
24 Q Ckay.
25 MR, MOYLE: | don't need the exhibit.
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1 BY MR MOYLE
2 Q | think you may have been deferred a question

3 about the frequency by which you prepare gas, natural

4 gas forecasts. |s that sonething you are responsible
5 for?
6 A My teamis responsible for forecasting natural

7 gas prices, yes --

8 Q Ckay.
9 A -- or conmpiling them vyes.
10 Q kay. So how often do you all prepare natural

11 gas forecasts? Is it every week? Every nonth?

12 A We do a couple of different forecasting

13 exercises. W -- on a nonthly basis, we prepare a new
14 natural gas forecast, which is utilized by a couple of
15 different departnents, including our own, which is to
16 continually nonitor our hedging program The other one
17 is for internal bill projections, so that's a shorter
18 termforecast.

19 Qur longer termforecasts are typically done
20 as needed. So in the case of either the undertaking

21 here, with the rate case, we would have put together a
22 | ong-term price forecast for all the fuels, which would
23 have then been utilized by different teans to work on
24  the rate case. So our |ast official forecast was done

25 on January 4th. W are putting together another
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1 forecast, | think, for the fuel filing that we are doing
2 com ng up, SO --
3 Q When you do these forecasts, do you do high,
4 mediumand low? |s that part of the standard work you
5 do?
6 A There is. W do a nediumforecast, which is
7 our base forecast, and then use a volatility nmechani sm
8 to forecast kind of a one standard devi ation away from
9 that to cone up with a high and | ow band forecast.
10 Q Ckay. And a that's standard practice to do it
11 t hat way?
12 A | amnot sure if it's a standard practice.
13 There is -- typically, there are high and | ow band
14  forecasts that sonebody would do. EIA the Energy
15 | nformati on Admi ni stration, publishes their own forecast
16 every year. They do an annual energy outl ook. They
17 publish a reference case, which is their base case, as
18 well as high and | ow cases, and then sensitivities on
19 those. So | think it's pretty standard to do nultiple
20 to casts, a high and a low, along with the base case.
21 Q Ckay. And that was -- you answered that
22 question with respect to the industry. | was trying to
23 get you to answer it with respect to FPL.
24 A Yes. That is a standard for us to do a high
25 | ow when we do a |l ong-termforecast, yes.
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1 Q Ckay. So to the extent that sonmeone with FPL
2 said, well, we only could run it wth a base case, that
3 would be inconsistent with your standard busi ness

4 practice with respect to gas forecasting?

5 A It depends on the purpose that the fuel curve
6 was devel oped for.

7 Q I f you were devel oping a fuel curve for

8 sonebody, wouldn't you do it consistent with your

9 standard practice?

10 A When we do our long-termforecast, when it's
11 requested, then, yes, when we do the high and | ow band
12 forecast --

13 Q Ckay.

14 A -- it's if it's requested.

15 Q Are you confortable if | ask you sone

16 questions about the peaker projects, and what the plan
17 Is to fuel then?

18 A | amconfortable with that, yes.

19 Q All right. And we are good with our agreenent
20 on the door thing, right?

21 A | wll do ny best. Yes, sir.

22 Q kay. So let's start -- let's start with Ft.
23 Mers.

24 A Sure.

25 Q What will the -- well, what are the current

Premier Reporting

(850) 894-0828

114 W. 5th Avenue, Tallahassee, FL 32303

Reported by: Debbie Krick
premier-reporting.com



2095

1 Ft. Myers peakers run on in terns of fuel source?
2 A | think as Roxane Kennedy expl ained -- or
3 Wtness Kennedy expl ained, whatever the nost efficient
4 and cheapest fuel is at the time it's available to the
5 plant. So it really is | oad dependent, in all honesty,
6 as well as generation dependent.
7 If we are in a situation where we have gas
8 available, we will run those -- the peakers, and whet her
9 we are talking about the GIs that exist today -- well,
10 the GIs -- the two CTs that exist today at that site,
11  and the new CTs that will conme on-line there. If there
12 Is gas available, they will certainly run.
13 In a peak condition, there is not enough gas
14 at that facility to run all of the CIs that wll be
15 there. So the -- there is probably enough to run maybe
16 one of them and the rest of themw || have to dispatch
17 on oil.
18 Q As part of your planning purposes, are you --
19 would it -- is it good idea, or is it a plan to try to
20 have enough gas to run the peakers on gas at Ft. Mers?
21 A Il wll do ny best to stay away fromthe topic
22 that you want to stay away from W al ways | ook at
23 opportunities to expand the portfolio froma gas
24 delivery perspective. W have conversations wth
25 mul ti pl e pipelines throughout the year, constantly
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1 | ooki ng at ways of upgrading the system bringing new
2 gas into the system

3 Il wll tell you, these facilities -- the new
4 CIs that are going in have relatively | ow capacity

5 factors. So they are runni ng when needed at the top of
6 the stack for reliability reasons primarily. It is not
7 good business to build hundreds and hundreds of mllions
8 of dollars of pipelines to serve assets that run that

9 little. It is a-- it isthe reality of it that, at

10 tinmes, they will have to burn oil when it is a nore

11 econom c choice to do so than to try and build a nulti

12 hundred mllion dollar pipeline to serve them

13 MR, BUTLER: Madam Chairman, | amsorry, |

14 just need to make a comment here. What M. Myl e
15 IS exploring nowis not at all in M. Forrest's

16 direct testinony. It is, indeed, one of these

17 I ssues that had been deferred froman earlier

18 witness to M. Forrest. And | don't have an

19 objection to M. Myle asking about it. | don't

20 think it's fair to M. Forrest to say, answer these
21 guestions, but answer in a certain way where you

22 don't talk about what's relevant to the question.
23 So if he is asking these questions, whatever
24 M. Forrest needs to talk about to answer it, you
25 know, | would want M. Forrest to be able to do
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W are not playing a gane here. W don't have
sone hi dden agenda to get certain information into
the record at all, but I just -- | don't want M.
Forrest feeling like that he can't tal k about what
Is the natural answer to a question M. Myle is
asking that is conpletely outside the scope of M.
Forrest's direct testinony.

MR, MOYLE: And | don't want himto feel |ike
he is constrained with respect to his --

CHAI RMAN BROWN: Al t hough, you are telling
hi m

MR, MOYLE: Well, because he can just, you
know, raise a flag. O just say, M. Myle, this
Is getting into the area you don't want to get
into, and I wll figure out another way or nove on.

CHAl RVAN BROMWN: That nay be the nore a
appropriate way to do it, but | agree 100 percent
of wwth M. Butler's statenent, and the |ine of
guestions that you are going down has not been
objected to up until this -- or commented one, but
it isnot -- 1 wll note that it does not -- it's
not contained in his direct.

MR, MOYLE: R ght. And | think this gets us

to the broader point that was rai sed, because a
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1 nunber of w tnesses have said, this is Forrest,

2 then they punted to him--

3 CHAl RVAN BROMWN: | agr ee.

4 MR MOLE: -- and it's not fair to himto go,
5 wel |, you know, here, it's not here. So | am

6 operating under the idea that people punted it to
7 him | amtrying to have hi mcatch and answer.

8 CHAI RVAN BROMN:  Until | hear an objection

9 otherwse, | amgoing to |l et you proceed.

10 MR. MOYLE: Thank you. All right. Could you
11 read back the | ast question, please? | |ost ny

12 pl ace.

13 (Whereupon, the court reporter read the

14 requested portion of the record.)

15 CHAl RMVAN BROWN: M. Moyl e.

16 MR, MOYLE: Okay. That's hel pful. Thank you.
17 BY MR MOYLE:

18 Q When you -- when you econom cal ly dispatched,
19 do you consider em ssions when you are naki ng deci sions
200 with respect to which plants to run, or is it all based
21 on econom cs per your earlier answer?

22 A Yes and no. There are emi ssions constraints,
23 permtting constraints at certain facilities that are
24 limted to the nunber of hours that can run oil versus

25 gags, so it's nore of a permtting issue. But generally
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1 speaki ng, when we dispatch -- when we run our economcC
2 production cost nodeling, em ssions are not taken into

3 consideration in the short-term no.

4 MR MOYLE: | think | amgoing to just take a
5 cautious path and call it a day.

6 CHAI RMAN BROWN:  Fair enough, M. Myl e.

7 Al right, M. Wsenan.

8 MR. W SEMAN:  Thank you, Madam Chair

9 EXAM NATI ON

10 BY MR W SEVAN

11 Q M. Forrest, | just have a few questions for
12 you.
13 Do you recall -- |1 amgoing to follow up on

14 sonething M. Myl e asked you a bit ago. Do you recal
15 he asked you whether other utilities have VPs of Energy,
16 Mar ket i ng and Tradi ng?

17 A Yes.

18 Q And | don't want to characterize your answer,
19 but | think what you said was basically the title m ght
20 be different, but the officers would oversee a group

21 that woul d engage in the sane type of activities; is

22 that right?

23 A Yeah. That is correct.

24 Q Ckay. Now, can you turn to page five of your

25 testinony, please?
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1 A | amthere.
2 Q Al right. On page -- | amsorry, on |lines 13
3 and 14, you used two terns, econony sal es and econony

4 pur chases, do you see that?

5 A Yes, sir.
6 Q Ckay. Can you explain what those are?
7 A Econony transactions, purchases and sales, are

8 short-termtransaction nmade in the whol esal e nmarket

9 where we are either buying or selling power around our
10 generating assets. And so what we do is we establish

11 a -- we have a production cost nodel that's determ nes
12 what out marginal cost is, and then we go out and canvas
13 the market to | ook for either an opportunity to sel

14 hi gher than that marginal cost, or purchase | ower than
15 that marginal cost. And so those are considered econony
16 transactions, given that there is no firmconmtnent.

17 They are non-firmtransactions that we can recall if we
18 have a system i ssue.

19 Q Ckay. And have these -- when -- you just said
20 that other utilities have officers who oversee groups

21  who engage in the sane types of activities that your

22 group engages in. Wre you tal king about these econony
23 sal es and econony purchases?

24 A Yes. | don't know that they are structured

25 exactly like the Energy, Marketing and Trading group is.
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1 | can't speak for their groups. | do know that, you
2 know, TECO has a group that is participating in the

3 wholesale market. Duke-Florida has a group that is

4 participating. There is a nunber of entities out there
5 that are participating in the whol esal e markets at all
6 tines.

7 MR. W SEMAN: Thank you, M. Forrest. Those
8 are all nmy questions?

9 CHAI RMAN BROWN:  Thank you, M. W senman.

10 Retai | Federati on.

11 MR, WRIGHT: No questions, Madam Chair.

12 CHAI RMAN BROWN:  Thank you.

13 FEA.

14 MR, JERNI GAN: No questions. Thank you.

15 CHAI RMAN BROWN:  Thank you.

16 Sierra, Ms. Csank.

17 M5. CSANK: No questions, Madam Chair.

18 CHAI RMVAN BROWN:  Ckay. Wal - Mart.

19 M5. ROBERTS: No questi ons.

20 CHAI RVAN BROWN:  AARP.

21 MR, COFFMAN:  No questions, Your Honor.

22 CHAI RVAN BROMWN:  Lar sons.

23 MR, SKOP: Thank you, Madam Chair. Just a few
24 guesti ons.

25 EXAM NATI ON
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1 BY MR SKOP:
2 Q Good afternoon, M. Forrest.
3 A Good afternoon.
4 Q If I could ask you to turn to page eight,
5 | ines 20 through 21, of your prefiled direct testinony,
6 pl ease.
7 A | am there.
8 Q And give ne one second, please. And on |lines
9 20 and 21, you discuss capacity rel eases of natural gas
10 transportation, correct?
11 A That is correct. Yes.
12 Q Al'l right. And that would be the rel ease of
13 firmtransportation capacity, correct?
14 A Yes, that's correct. The FERC all ows for
15 short-termtenporary rel eases of capacity. And again,
16 I n our case, we are doing it when it's not needed to
17 serve our own native load, so there is a FERC gover ned
18 process which allows that. It's done through the
19 el ectronic bulletin board on the pipelines, and it's
20 pi cked up on a tenporary basis by a counter-party who
21 utilizes it for their own needs, but it is done on a
22 t enporary basis.
23 Q Ckay. And you would agree that the FPL
24 custoners have already paid for the firmtransportation
25 capacity, correct?
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1 A | would agree that they have paid for it, yes.
2 It's being paid for whether it's being utilized or not.
3 Q kay. So the incentive nechanismeffectively
4 I ncentivizes FPL further for sonmething that its

5 rat epayers have already paid for, correct?

6 A That is correct. This conmm ssion has

7 denonstrated over tine that they believe in incentives,
8 and we certainly believe in this particular case it has
9 worked just as pl anned.

10 Q Ckay. If | could ask you to go to page 12,
11 | ines five through six, of your prefiled direct

12 testinony, please.

13 A | amsorry, what |ines were that?

14 Q It's page 12, lines five through six.

15 A Ckay.

16 Q And in that testinony, you discuss two
17  proposals -- excuse ne, ny conputer has decided to

18 scroll down. Bear with ne.

19 MR SKOP: May | have a nmonent, Madam Chair?
20 CHAI RVAN BROWN:  Sur e.
21 MR, SKOP: Ckay. | amsorry.

22 BY MR SKOP:
23 Q So on page 12, lines five through six, of your
24 prefiled testinony, you discussed a | owering of the

25 threshold sharing bar, correct?
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1 A That is correct. Yes.
2 Q Ckay. So under that proposed change to the
3 I ncentive nmechani smthat was adopted in the 2012

4 settlenent, FPL is proposing to |ower the bar and stands
5 to share in incentives at a | ower dollar threshold

6 | evel , correct?

7 A Yes. That is correct. As | nentioned

8 earlier, with the loss of the UPS agreenent, it's taken
9 a fairly substantive asset out of the portfolio that is

10 no | onger available to us to optimze, so we felt |ike

11 It was appropriate to |l ower the incentive nmechanismto
12 reflect that. It is -- the opportunities that we have
13 seen within Florida, obviously, are -- they are robust,

14 but they are |ower than they were having the UPS

15 agreenent available to us, certainly.

16 Q Ckay. But you would agree that there are

17 ot her net hodol ogies in your direct testinony other than
18 the UPS agreenent where FPL is incentivized to optim ze

19 and create value for its ratepayers and itself, correct?

20 A That is correct, and | believe that we do that
21 on a daily basis. | think we are creative and
22 I nnovative in terns of how we have approached it. |

23 think we are in the process of filing our 2017 fue

24 projections, which will include an estinate of what
25 our -- what we believe the optimzation activities wll
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1 deliver in 2017, and it's about $28.3 million or so,

2 sonewhere in that nei ghborhood.

3 That is certainly, you know, includes all of

4 the fuel optimzation, as well as power econony

5 purchases and sales. It's an estimate that's still $8

6 mllion short of that, so we then have to go out and

7 sort of beat the bushes, so to speak, to try and find

8 the increnental opportunities to get us to the 36 before
9 we ever start sharing init, so we feel likeit's -- as

10 M. Skop said, there is a |ot of opportunities, but it

11 still takes a ot of effort to go get it done.
12 Q Thank you.
13 Did I just hear, in your response to ny

14  question, you stated that the |oss of the UPS

15 opportunity was $8 nmllion? | thought you nentioned $8
16 mllion.

17 A No. It's 10 mllion on average -- actually

18 It's 10-and-a-half mllion on average per year.

19 Q Al right. Thank you. |If | could ask you now

200 to turn to page 13, lines nine through 24, of your

21 prefiled direct testinony, please?

22 A Ni ne t hrough 247

23 Q Yes, Sir.

24 A | am there.

25 Q Ckay. And in the second proposed change, FPL
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1 seeks to optimze in furtherance of what is nore
2 beneficial for FPL rather than its custoners, correct?
3 A | don't believe so. | think this is a very
4 fair way of allocating costs associated wth variable
5 power plan O8M
6 Q But, in fact, are you not again |owering the
7 bar by renoving the 514, 000- nregawatt threshold al
8 t oget her ?
9 A Wll, the way | would describe it, no. The --
10 the way that this will work is, in the previous -- in
11  the previous case in 2012, we had 514, 000- negawatt hours
12 of sales projected in our test year. So there was
13 514, 000- nmegawatt hours that were built into the power
14 generation division's budget.
15 What we are suggesting here is a fair
16 allocation of the way that both econony sal es and
17  econom es purchases will work together. If, in a given
18 nont h, we have nore econony sales than we do purchases,
19 we wll charge custoners for the variable O%M on the net
20 amount. If, like this past January -- excuse ne, this
21 past July that we just went through, we have nore
22 purchases than we do sales, custoners will actually
23 receive a credit back. There was no nethod for that
24 under the old one, so we feel it's a very fair and
25 symmetrical way of bal ancing out the risks associ ated
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1 wth these transactions.
2 Q (kay. And based upon to the proposed
3 adjustnents to the existing incentive nechanism you
4 would agree that a conpany that benchmarks on superi or
5 performance woul dn't seek to |ower the bar to
6 I ncentivize itself over its custoners, correct?
7 A | don't agree with the characterization. |
8 think that what we are doing is we are reflecting the
9 market realities. So we are adjusting the threshold to
10 reflect the market reality of where we are today.
11 Q Al'l right. Thank you.
12 MR, SKOP: No further questions.
13 CHAI RMVAN BROWN:  Thank you, M. Skop.
14 Staff.
15 M5. BROMLESS: Yes, nmm'am
16 EXAM NATI ON
17 BY M5. BROWNLESS:
18 Q Good afternoon, M. Forrest.
19 A Good afternoon.
20 Q Can you please refer to your direct testinony
21 on page 15, lines three through 14?
22 A Yes, ma'am | amthere.
23 Q Caki e-doke. And | amtrying to figure out
24 exactly what the request is that's being nade with
25 regard to the duration of your nodifications to the
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1 proposed incentive nechanism So are you requesting

2 that the current incentive nmechanism as nodified in

3 your testinony, be expended for a four-year period, and
4 end in 2020 or 2021, | guess?

5 A No, ma'am Actually what we are asking is for
6 a permanent extension of the agreenent.

7 Q Forever?

8 A W will address the thresholds and different
9 mechani sns within the incentive nmechanismat the end of
10 2020 to ensure that we can update it again to reflect
11 the market realities as they exist at that point.

12 Q Ckay. So for -- so you are not suggesting --
13 or not proposing that the -- if the incentive nechani sm
14 Is nodified in this proceeding, that it wll

15 automatically expire at the end of four years?

16 A No, ma'am W would file basically simlar
17 testinony at that point to talk about, you know, where
18 the thresholds should be. Again, if you |look at where
19 we are over the last three-and-a-half years or so, we
20 have averaged al nost exactly $46 nmillion in
21 I ncentives -- incentive gains through the program So
22 the first year we were a little short of the $46
23 mllion. The second year, we exceeded it pretty good.
24  And then | ast year, we were just above the $46 nmilli on.

25 It's averaged out to al nost exactly 46 mllion.
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1 So we feel like the threshold, as it was

2 designed back in 2012, has worked really, really well,
3 and has cone into fruition just exactly as the

4 Comm ssi on suggested. Wat we are doing is lowering it
5 to 36. W wll go through another four years, and then
6 cone back and make adjustnents as necessary as we have
7 seen these four years play out.

8 Q Ckay. So let's assune that, at the end of

9 four years, Florida Power & Light does not want to cone
10 back for another rate case, is it your testinony that
11 you will come back in another four years wwth a limted
12 petition to address the status of the incentive

13 mechani sn?

14 A Yeah, | would probably defer to | egal counsel
15 on it, but, yes, I think that -- again, we are asking
16 for a four-year extension of it, so --

17 Q Ckay. Yesterday, M. Barrett directed

18 questions to you regarding CO2 em ssi ons.

19 A Yes, ma'am
20 Q Does FPL include the cost of CO2 em ssions in
21 Its negotiated purchase power agreenents with renewabl e

22 facilities?
23 A No, we don't. The environnental attributes
24  and renewabl e attributes, both, of anything we would

25 negotiate with a qualifying facility are retained by the
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1 owner of the facility. |It's theirs to go nonetize

2 however they want. W do tend to negotiate right of

3 first refusal on those attributes, such that if they do

4 find an opportunity, we have the right to purchase or

5 mat ch what ever opportunity they find. But they do

6 retain the value of both the em ssions, the

7 environnmental attributes, as well as any renewabl e

8 attributes that exist.

9 Q Ckay. And does FPL include the cost of CO2
10 emssions in its standard offer contracts that it files
11 wth the Conm ssion, which we approve on an annual
12 basi s?

13 A No, we don't. Again, since the QF is

14 retaining the environnental attributes, we didn't feel
15 It appropriate that we woul d pay for sonething that our
16 custoners aren't receiving.

17 Q And | want to go back to the incentive

18 mechani smagain. |If the Conmm ssion should decide not to

19 renew, or not to allow the incentive nmechani sm --

20 MR MOYLE: | am sorry.

21 CHAI RMAN BROWN:  You failed to raise an

22 obj ecti on?

23 MR, MOYLE: Well, | was thinking about noving

24 to strike, but that |ast question and answer is

25 puzzling, because | don't think anything related to
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1 what's in the standard offer renewable contract is
2 part of his testinony, and | just get nervous when
3 stuff like this happens. So | guess the objection
4 woul d be rel evancy.
5 CHAI RVAN BROMWN: | didn't hear any objection
6 and he proceeded to provide an answer.
7 Staf f.
8 M5. BROMNLESS: Well, | believe that these
9 gquestions were asked of M. Barrett when they were
10 tal ki ng about the extensive testinony, and the
11 ext ensi ve cross-exam nation that you nade with
12 regard to natural gas and the natural gas GI and CT
13 things. So he tal ked about -- he deferred that to
14 M. Barrett, and we are follow ng up because we
15 were direct today ask M. Barrett, so there you go.
16 MR, MOYLE: About the standard offer renewabl e
17 contract?
18 M5. BROMWNLESS: About CO2 em ssions, and the
19 effect of CO2 em ssions on cost-effectiveness of
20 the CT substitutions and expansions that are
21 included in the 2018 rate base.
22 CHAI RMVAN BROWN:  Ckay.
23 MR, MOYLE: Ckay.
24 CHAl RVAN BROMN:. Pl ease proceed.
25 MR W SEMAN. Madam Chair, if | could object
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1 as wel | .
2 CHAI RMAN BROWN:  These are untinely
3 obj ections, as you know.
4 MR, WSEMAN: Well, | amnot -- | am objecting
5 to further questioning on this line, for the reason
6 it's the exact sanme issue we discussed earlier with
7 respect to the Florida Sout heast Connecti on.
8 Si nply because one witness punts a question to
9 anot her witness doesn't nake it all of a sudden
10 that the subject becones appropriately within the
11 scope of the other witness' testinony. There is
12 nothing in M. Forrest's testinony about CO2
13 em ssions. And, yes, M. Barrett punted the
14 question to him but this is all outside the scope
15 of his testinobny. So it's -- and on that basis,
16 it's inproper, whether it was punted to himor not.
17 CHAI RVAN BROMWN: |s that a objection to her
18 next question?
19 MR WSEMAN. Yes, it is. It's an objection
20 to further questions about this subject.
21 CHAI RVAN BROWN:  Mar yann.
22 MR, MOYLE: We would join in that objection as
23 wel | .
24 M5. BROMNLESS: Whuld it be hel pful to know we
25 are not going to ask any nore questions about that?
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11
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13

14

15

16
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19

20

21

22

23

24

25

M5. HELTON: And maybe it would be hel pful if
a question does get punted to another w tness, for
the party asking the question, to ask an additi onal
question, and is that within the scope of their
testinony, so we know whether it's a matter we can
actual ly pursue or not, or whether it's a matter
that's actually addressed in the hearing.

CHAI RMVAN BROWN: Wl |, of course that woul d
hel p, but at this point --

M5. HELTON: But it sounds |like Ms. Brownless
is done with that |ine of questions --

M5. BROMNLESS: | am fi ni shed.

M5. HELTON: -- and noving on to a different
l'ine.

CHAI RMAN BROWN:  Ckay.

MR, BUTLER: Excuse ne, | have one observation
| feel | need to make, which is that the question
of whether, you know, environnental attributes,
environnmental credits were included in standard
of fer contracts or negotiated QF contracts isn't in
M. Barrett's testinony either. [It's sonething he
was asked in the course of exam nation in an area
that related to topics he had covered, and he did
what he shoul d have done, which is try to identify

sonmeone who coul d answer the question as posed.
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1 And that's all that we were offering to do then,
2 and it's all that M. Forrest is doing now.

3 CHAI RMVAN BROWN:  Fai r enough.

4 Let's just nobve on.

5 M5. BROMNLESS: W are just going to talk
6 about the incentive nmechani sns again, which |

7 believe are covered in M. Forrest's testinony.
8 CHAI RMAN BROWN:  That's safe territory.

9 M5. BROMNLESS: Thank you.

10 BY MS. BROMLESS:

11 Q VWhat if Florida Power & Light does not file a
12 proceeding in prior to Decenber of 2016 with regard to
13 the incentive nechanismif it is denied here, what are

14  your plans with regard to the incentive nechani sn?

15 A | may need you to ask that question again.
16 Q Here's what we are trying to figure out,
17 because your testinony is a bit unclear. You -- are you

18 proposi ng that the incentive nechanism as nodified
19 here, be permanent for Florida Power & Light, or expire

20 at the end of four years?

21 MR MOYLE: |1'mgoing to object to the extent

22 it's been asked and answered. | think he just

23 answered that, and he said, our planis -- so he

24 has testinmony on it -- our planis, we are going to

25 have it for four years if the Conm ssion approves
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1 it, and then we are going to conme back in at the
2 end and file a petition.

3 CHAl RVAN BROMAN:  (bj ecti on sust ai ned.

4 M5. BROWNLESS: Actually, | would object to
5 that characterization of M. Forrest' testinony.
6 CHAl RVAN BROMWN:  Ms. Brownl ess, can you

7 continue with your questions?

8 M5. BROMNLESS: | will be glad to.

9 BY M. BROMLESS:

10 Q I f the Comm ssion decides that they are not
11 going to nodify the incentive nechanismand are, in

12 fact, going to allowit to expire, as it currently

13 stands, at the end of this year, is there another

14 I ncentive nmechani sm associ ated with whol esale electric
15 transactions that Florida Power & Light can take

16 advant age of ?

17 A Yes. There is the prior nmechanismthat we
18 performed under previously, which included econony

19 sales. | am hopeful, obviously, that the Conmm ssion
20 will extend the program because | think it's worked out
21  extrenely well for custoners. But, yes, | think we

22 would fallback to the prior nechani sm under econony

23 sal es, and just pick up where we left off, and we wl|l
24 do the sane great job we were doing prior.

25 Q And that is the sane incentive that TECO, Duke
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1 and Gulf have at this tine?

2 A Yes, ma' am

3 M5. BROMNLESS: Thank you.

4 CHAl RVAN BROMN:  No further questions?

5 M5. BROMLESS: No, ma' am

6 CHAI RMVAN BROMWN:  Al'l right.

7 Comm ssi oners, any questions?

8 Redi rect ?

9 MR, BUTLER: Briefly.

10 FURTHER EXAM NATI ON

11 BY MR BUTLER

12 Q M. Forrest, you have been asked by a couple
13 of counsel about the UPS contracts, and the val ue that
14  they brought -- have brought over the |last three years.
15 In view of the gains that you have been able to achieve
16 under the UPS contracts over the |last three years under
17 the incentive nechanism can you explain to the

18 Comm ssion why FPL el ected not to renew the UPS

19 contracts?

20 A Yes. So the UPS contracts thensel ves, which
21 expired at the end of 2012, just weren't economc for
22 custoners, despite the fact that there was good value in
23 the optim zation of those assets, they were -- you know,
24 the two gas plants this an effective heat rate of about
25 nine. W have got a systemheat rate in the 7,500
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1 range, as Ms. Kennedy tal ked about yesterday or the day
2 before. They just weren't economc in the system And
3 probably the biggest sort of hurdle to the econom cs of
4 those contracts was the transm ssion. W had to

5 purchase electric transm ssion to nove power from

6 Sout hern Conpany to the Florida-CGeorgia border, where we
7 picked it up on our own transm ssion system That

8 burden was about $31-and-a-half mllion before we ever

9 paid a penny for the generation.

10 So it was a pretty significant hurdle to

11 overcone that kind of cost. So it just wasn't econom c,
12 and we chose not to extend the agreenents. W | ooked at
13 ot her contracts outside of the UPS agreenments in the

14 sout heast, they were not economc either, so we just

15 chose not to renew.

16 MR, BUTLER: Thank you. That's all the

17 redirect that | have.

18 CHAI RMAN BROWN:  Thank you.

19 | believe there is only one exhibit for this
20 Wi t ness.

21 MR, BUTLER: | think that's right, Exhibit

22 123, and | would nove that into the record.

23 CHAI RVAN BROMN:  Are there any objections to
24 Exhi bit 123?

25 Seei ng none, we will nove Exhibit 123 into the
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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3 evidence.)

record.

(Whereupon, Exhibit No. 123 was received into

4 CHAIl RVAN BROMWN:  Wbul d you |i ke to excuse the
5 W t ness?
6 MR, BUTLER: That would be great. My he be
7 excused, please?
8 THE W TNESS: Thank you.
9 CHAl RVAN BROMN: Have a good afternoon.
10 Bye- bye, M. Forrest.
11 (Wtness excused.)
12 CHAl RMAN BROWN:  FPL, will you call your next
13 W t ness?
14 MR BUTLER W will.
15 M5. MONCADA: FPL calls M. Hevert to the
16 st and.
17 MR. SAYLER: Madam Chair, Erik Sayler with
18 Public Counsel's office. The intervenors have a
19 proposal which we think will hopefully speed up the
20 cross-examnation with this wtness and the next
21 wi tness. \Wenever you are ready, we will be able
22 to share it with you.
23 CHAl RVAN BROMN:  Just -- sorry, just trying to
24 adjust the little notebooks here. W are ready.
25 MR, SAYLER: Al right. | polled the entire
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 I ntervenor side, and we have agreed to change up
2 the order just a little bit, keep the sanme order
3 but take up O fice of Public Counsel and South
4 Florida Hospital's |ast, because we believe that
5 that will just hopefully expedite things, because I
6 know | have a lot of cross, and | know that the
7 hospitals do as well.
8 CHAI RMVAN BROWN:  Ckay. Just for
9 clarification, are you saying for the rest of this
10 proceedi ng, or just for this wtness?
11 MR, SAYLER: No, just for Wtness Hevert and
12 Wtness Dewhurst. The next two witnesses in |ine.
13 CHAI RMAN BROWN:  So it woul d be Public Counsel
14 and --
15 MR, SAYLER: The hospitals -- South Florida
16 Hospital Association. |If there was a batting
17 order, we would go eighth, they would go ninth.
18 CHAI RMAN BROWN:  So after the Larsons.
19 MR, SAYLER  Yes.
20 CHAl RVAN BROMN:  You said they would go
21 ei ghth, you would go ninth, or vice-versa?
22 MR. SAYLER: Vice-versa. They woul d back
23 cl eanup.
24 CHAl RVAN BROMWN:  Does anybody have -- and |
25 don't see a problemw th that. Does anybody have a
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 problemw th that?
2 MR, LAVIA: | guess | have an observation.
3 It's just not clear to ne how that actually
4 streanl i nes things, because if those two
5 i ndi vidual s have a | ot of cross, and they are going
6 | ast, we may have cross by the fol ks that go before
7 themthat they otherw se woul d have covered,
8 whereas, if they are going first, the others wll
9 have a chance to see what ground they have covered
10 and we will not be recovering the sane ground.
11 So | understand the proposal. | don't see the
12 efficiency nerits of it.
13 MR, SAYLER: And we promise if any of the
14 ot her intervenors cover our line of cross, we wl|
15 certainly delete that. It's a twd-way street on
16 that matter.
17 CHAI RMAN BROWN: | don't have a problemwth
18 it, soit's fine. If it wll serve you better,
19 that's fine with ne.
20 MR, SAYLER: Yes, na'am W appreciate that.
21 CHAI RVAN BROMWN:  So just to confirm so after
22 the Larsons, you would go first?
23 MR, SAYLER. OPC, and then the hospitals.
24 CHAl RMAN BROWN:  CGot it. Gkay. | don't have
25 a problemwth it.
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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staff, and then however the normal course is.

Thank you.

has been sworn.

Whereupon,

was called as a witness, having been first duly sworn to

speak the

truth, was examined and testified as follows:

BY MR. LITCHFIELD:

Q

and business address?

A

MR. SAYLER: And then after the hospital,

CHAIRMAN BROWN: All right. Thank you.
Counsel, has Mr. Hevert --

MR. LITCHFIELD: I do not believe Mr. Hevert

CHAIRMAN BROWN: That's why he is standing.

MR. LITCHFIELD: That's why.
ROBERT HEVER;T/

truth, the whole truth, and nothing but the

CHAIRMAN BROWN: ‘Thank you, please be seated.
THE WITNESS: Thank you.

CHAIRMAN BROWN: Welcome. Good afternoon.
THE WITNESS: Good afternoon.

CHAIRMAN BROWN: Mr. Litchfield.

MR. LITCHFIELD: Thank you, Madam Chair.

EXAMINATION
Mr. Hevert, would you please state your name

Robert Hevert. Last name is spelled

Premier Reporting
114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com
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1 HEV-E-R-T. And ny business address is 1900 West Park

2 Drive in Westboro, Massachusetts.

3 Q And by whom are you enpl oyed, and in what

4 capacity?

5 A | am a partner at ScottMadden, | ncorporated.

6 Q Have you prepared and caused to be filed 69

7 pages of direct testinony in this proceedi ng?

8 A Yes, | have.

9 Q And on August 16, 2016, FPL filed an errata
10 sheet on your behal f of your direct testinony; is that
11 correct?

12 A That is correct.

13 Q Beyond those filed errata, do you have any

14  further changes or revisions to your direct testinony?
15 A | do not.

16 Q Wth those changes, if | asked you the sane

17 questions contained in your direct testinony, would your

18 answers be the sanme?

19 A Yes, they woul d.

20 MR, LI TCHFI ELD. Madam Chair, | would ask that

21 M. Hevert's direct testinony be inserted into the

22 record as though read.

23 CHAl RMVAN BROWN:  We will insert M. Hevert's

24 prefiled direct testinony into the record as though

25 read.

Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 (Prefiled direct testinony inserted into the

N

record as though read.)

10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

Premier Reporting (850) 894-0828 Reported by: Debbie Krick
114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2124
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51 13 Replace “The price of FPL shares” with “The value of FPL
equity”
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L. WITNESS IDENTIFICATION AND QUALIFICATIONS

Please state your name, affiliation and business address.
My name is Robert B. Hevert. 1 am Managing Partner of Sussex Economic
Advisors, LLC (“Sussex”). My business address is 1900 West Park Drive,

Suite 250, Westborough, Massachusetts 01581.

On whose behalf are you submitting this testimony?

I am submitting this direct testimony (“Direct Testimony”) to the Florida
Public Service Commission (“Commission”) on behalf of Florida Power and
Light Company (“FPL” or the “Company”), which is a wholly owned

subsidiary of NextEra Energy, Inc.

Please describe your educational background.
I hold a Bachelor’s degree in Business and Economics from the University of
Delaware, and an MBA with a concentration in Finance from the University

of Massachusetts. Ialso hold the Chartered Financial Analyst designation.

Please describe your experience in the energy and utility industries.

I have worked in regulated industries for over twenty-five years, having
served as an ex¢cutive and manager with consulting firms, a financial officer
of a publicly-traded natural gas utility (at the time, Bay State Gas Company),
and an analyst at a telecommunications utility. In my role as a consultant, I
have advised numerous energy and utility clients on a wide range of financial

and economic issues including corporate and asset-based transactions, asset

3
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and enterprise valuation, transaction due diligence, dividend policy, and

strategic matters. As an expert witness, I have provided testimony in
approximately 150 proceedings regarding various financial and regulatory
matters before numerous state utility regulatory agencies and the Federal
Energy Regulatory Commission. A summary of my professional and
educational background, including a list of my testimony in prior proceedings,

is included in Exhibit RBH-1.
11. PURPOSE AND OVERVIEW OF TESTIMONY

What is the purpose of your Direct Testimony?

The purpose of my Direct Testimony is to present evidence and provide the
Commission with a recommendation regarding FPL’s Return on Equity
(“ROE”) and to provide an assessment of the capital structure to be used for
ratemaking purposes, as proposed in the Direct Testimony of FPL witness
Dewhurst.! The analyses and conclusions contained in my Direct Testimony
are supported by the data presented in Exhibit RBH-2 through Exhibit RBH-

10, which have been prepared by me or under my direction.

What are your conclusions regarding the appropriate Cost of Equity for
FPL?
My analyses indicate that FPL’s Cost of Equity currently is in the range of

10.50 percent to 11.50 percent. Based on the quantitative and qualitative

Throughout my Direct Testimony, I interchangeably use the terms “ROE” and “Cost of
Equity”.
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analyses discussed throughout my Direct Testimony and the Company’s risk
profile, I conclude that an ROE of 11.00 percent is a reasonable estimate of

FPL’s Cost of Equity.

Please provide a brief overview of the analyses that led to your ROE
recommendation.

Because all financial models are subject to various assumptions and
constraints, equity analysts and investors tend to use multiple methods to
develop their returmn requirements. I therefore relied on three widely accepted
approaches: (1) the Capital Asset Pricing Model (“CAPM”); (2) the Bond
Yield Plus Risk Premium approach; and (3) the Discounted Cash Flow

(“DCF”) model, including the Constant Growth, and Multi-Stage forms.

In addition to the methodologies noted above, my recommendation also takes
into consideration: (1) the Company’s geographic risk, including its
vulnerability to severe weather conditions; (2) the Company’s need to access
external capital; (3) the potential for new regulatory requirements associated
with nuclear generation; (4) the need to account for flotation costs; and (5) the
potential for an increase in the Cost of Equity over the Company’s proposed

four year rate period.

I also have considered several market-related factors, including:
e Widespread expectations for increases in interest rates, as revealed in

both market data and economists’ consensus projections, which weigh

5
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in the evaluation of the CAPM, Bond Yield Plus Risk Premium, and
DCF results;

e An increasing degree of equity market volatility as the Federal Reserve
has begun its process of monetary poliby normalization, indicating a
level of market uncertainty that has not been observed on a sustained
basis for several years; and

e Widening credit spreads on utility bonds, indicating investors’ views

that the risks associated with the utility sector have increased.

Although I did not make explicit adjustments to my ROE estimates for factors
other than flotation costs, I did take them into consideration in determining
where the Company’s Cost of Equity falls within the range of analytical

results.

Please now summarize your ROE results and your ROE
recommendation.

My analytical results range from 8.61 percent to 13.21 percent. In developing
my recommendation, I recognized that the low and high ends of the range of
results (set by the Constant Growth DCF analyses, and the CAPM analyses,
respectively) are not likely to be reasonable estimates of the Company’s Cost
of Equity. For example, the DCF-based results fail to adequately reflect
increasing capital market risk and volatility and, as discussed in Section VII,
may be affected by Federal Reserve monetary policy. Because Risk

Premium-based methods specifically reflect measures of capital market risk,

6
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they are more likely than other approaches (such as the Constant Growth DCF

method) to provide reliable estimates of the Cost of Equity during periods of
market instability. As noted above (and discussed in Section VII below),
measures such as equity market volatility and expanding utility credit spreads

suggest that currently is the case.

Looking at the entire range of results, and taking info consideration the issues
summarized above and discussed throughout my Direct Testimony, I believe
the Company’s required ROE lies above the mean of the analytical results.
Giving somewhat more weight to the risk premium based approaches, I
recommend an ROE in the range of 10.50 percent to 11.50 percent. Within
that range, it is my view that an ROE of 11.00 percent is reasonable and

appropriate.

How is the remainder of your Direct Testimony organized?
The remainder of my Direct Testimony is organized as follows:
e Section III — discusses the regulatory guidelines and financial
considerations pertinent to the development of the cost of capital;
e Section IV — explains my selection of thé proxy companies used to
develop my analytical results;
e Section V — explains my analyses and the analytical bases for my ROE
recommendation;
e Section VI — provides a discussion of specific business risks and other

considerations that have a direct bearing on FPL’s Cost of Equity;
7
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e Section VII — briefly discusses the current capital market conditions
and their effect on FPL’s Cost of Equity;

e Section VIII — discusses the appropriateness of the Company’s capital
structure;

e Section IX — summarizes my conclusions and recommendations.

REGULATORY GUIDELINES AND FINANCIAL CONSIDERATIONS

Please provide an overview of the issues surrounding the Cost of Equity
in regulatory proceedings, generally.

In very general terms, the Cost of Equity is the return that investors require to
make an equity investment in a firm. That is, investors will provide funds to a
firm only if the return that they expect is equal to, or greater than, the return
that they require in order to accept the risk of providing funds to the firm.
From the firm’s perspective, that required return, whether it is provided to
debt or equity investors, has a cost. Individually, we speak of the “cost of
debt” and the “Cost of Equity” as measures of those costs; together, they are

referred to as the “cost of capital.”

The cost of capital (including the costs of both debt and equity) is based on
the economic principle of “opportunity costs.” Investing in any asset, whether
debt or equity securities, implies a forgone opportunity to invest in alternative

assets. For any investment to be sensible, its expected return must be at least
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equal to the return expected on alternative, comparable risk investment

opportunities.

Although both debt and equity have required costs, they differ in certain
fundamental ways. Most noticeably, from the perspective of the issuer, the
cost of debt is contractually defined and can be directly observed as the
interest rate or yield on debt securities.” The Cost of Equity, on the other
hand, is neither directly observable nor a contractual obligation. Rather,
equity investors have a claim on cash flows only after debt holders are paid;
the uncertainty (or risk) associated with those residual cash flows determines
the Cost of Equity. Because equity investors bear the “residual risk,” they
take greater risks and require higher returns than debt holders. In that basic
sense, equity and debt investors differ: they invest in different securities, face

different risks, and require different returns.

Whereas the cost of debt can be directly observed, the Cost of Equity must be
estimated or inferred based on market data and various financial models. As
discussed throughout my Direct Testimony, each of those models is subject to
certain assumptions, which may be more or less applicable under differing
market conditions. In addition, because the Cost of Equity is premised on

opportunity costs, the models typically are applied to a group of “comparable”

The observed interest rate may be adjusted to reflect issuance or other directly observable
costs.
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or “proxy” companies. The choice of models (including their inputs), the
selection of proxy companies, and the interpretation of the model results all
require the application of informed and reasoned judgment. That judgment
should consider data and information that is not necessarily included in the
models themselves. In the end, the estimated Cost of Equity should reflect the
return that investors require in light of the subject company’s risks, and the

returns available on comparable investments.

Please provide a brief summary of the guidelines established by the
United States Supreme Court (“the Court”) for the purpose of
determining the Return on Equity.

The Court established the guiding principles for establishing a fair return for
capital in two cases: (1) Bluefield Water Works and Improvement Co. v.
Public Service Comm’n. (“Bluefield”);® and (2) Federal Power Comm’n v.
Hope Natural Gas Co. (“Hope™).* In Bluefield, the Court stated:

A public utility is entitled to such rates as will permit it to earn
a return on the value of the property which it employs for the
convenience of the public equal to that generally being made at
the same time and in the same general part of the country on
investments in other business undertakings which are attended
by corresponding, risks and uncertainties; but it has no
constitutional right to profits such as are realized or anticipated
in highly profitable enterprises or speculative ventures. The
return should be reasonably sufficient to assure confidence in
the financial soundness of the utility and should be adequate,
under efficient and economical management, to maintain and
support its credit and enable it to raise the money necessary for

Bluefield Waterworks & Improvement Co., v. Public Service Commission of West Virginia,
262 U.S. 679, 692-93 (1923).
Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

10
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the proper discharge of its public duties.’
The Court therefore recognized that: (1) a regulated company cannot remain
financially sound unless the return it is allowed to earn on its invested capital
is at least equal to the cost of capital (the principle relating to the demand for
capital); and (2) a regulated company will not be able to attract capital if it
does not offer investors an opportunity to earn a return on their investment
equal to the return they expect to earn on other investments of the same risk

(the principle relating to the supply of capital).

In Hope, the Court reiterated the financial integrity and capital attraction
principles of the Bluefield case:

From the investor or company point of view it is important that
there be enough revenue not only for operating expenses but
also for the capital costs of the business. These include service
on the debt and dividends on the stock... By that standard the
return to the equity owner should be commensurate with
returns on investments in other enterprises having
corresponding risks.  That return, moreover, should be
sufficient to assure confidence in the financial integrity of the
enterprise, so as to maintain its credit and to attract capital.®

In summary, the Court clearly has recognized that the fair Rate of Return on
Equity should be: (1) comparable to returns investors expect to earn on other

investments of similar risk; (2) sufficient to assure confidence in the

Bluefield Waterworks & Improvement Co., v. Public Service Commission of West Virginia,
262 U.S. 679, 692-93 (1923).

Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

11
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company’s financial integrity; and (3) adequate to maintain and support the

company’s credit and to attract capital.

Does the Florida Commission provide similar guidance?

Yes, the Commission applies the precedents of the Hope and Bluefield cases.
For example, in Tampa Electric's 2008 rate proceeding the Commission found
that the authorized ROE “satisfies the standards set forth in the Hope and
Bluefield decisions of the U.S. Supreme Court regarding a fair and reasonable

return for the provision of regulated service.”’

Based on the guidance provided by the Court and the Commission, the ROE
authorized in this pr?ceeding should provide FPL the opportunity to earn a
fair and reasonable return, and should enable efficient access to external

capital under a variety of market conditions.

Aside from the standards established by the Court and the Commission,
why is it important for a utility to be allowed the opportunity to earn a
return adequate to attract equity capital at reasonable terms?

Having the opportunity to earn an adequate return on equity contributes to the
utility’s financial integrity and thereby facilitates its ability to access both long
term and short-term capital markets on reasonable terms, even under difficult
market conditions. Maintaining such access to capital is essential for the

utility to be able to continue to provide safe, reliable electric service

Order No. PSC 09-0283-FOF-EIL, Docket No. 080317-EI, at 48.

12
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throughout economic cycles. While the “capital attraction” and “financial
integrity” standards are important principles in normal economic conditions,
the practical implications of those standards are even more pronounced when,
as with FPL, the utility has substantial capital investment plans. That is
particularly the case when, as discussed in more detail in Section VII, market
data and consensus projections for long-term Treasury yields suggest rates
likely will rise. The Company’s need for regular and cost-effective access to
both debt and equity capital, therefore, increase the importance of maintaining

a strong financial profile and favorable credit ratings.

How is the Cost of Equity estimated in regulatory proceedings?

As noted earlier, and as discussed in more detail later in my Direct Testimony,
the Cost of Equity is estimated by the use of various financial models. By
their very nature, those models produce a range of results from which the Cost
of Equity is determined. That determination therefore must be based on a
comprehensive review of relevant data and information; it does not
necessarily lend itself to a strict mathematicél or formulaic solution. The key
consideration in determining the Cost of Equity is to ensure that the overall
analysis reasonably reflects investors’ view of the financial markets in
general, and the subject company (in the context of the proxy companies) in
particular.  Both practitioners and academics, however, recognize that
financial models simply are tools to be used in the Cost of Equity estimation
process, and that strict adherence to any single approach, or to the results of

any single approach, can lead to flawed or misleading conclusions. That

13
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position is consistent with the Hope and Bluefield principle that it is the result,
as opposed to the analytical methodology employed that is controlling in
arriving at Cost of Equity determinations.® Thus, a reasonable Cost of Equity
estimate appropriately considers alternative methodologies and the
reasonableness of their individual and collective results in the context of

observable, relevant market information.
IV.  PROXY GROUP SELECTION

As a preliminary matter, why is it necessary to select a group of proxy
companies to determine the Cost of Equity for FPL?

Because Cost of Equity is a market-based concept and FPL, which is a wholly
owned operating subsidiary of NextEra Energy, Inc., is not a publicly traded
entity, it is necessary to establish a group of comparable, publicly traded
companies to serve as its “proxy.” Even if FPL were a publicly traded entity,
short-term events could bias its market value during a given period of time. A
significant benefit of using a proxy group is that it moderates the effects of

anomalous, temporary events associated with any one company.

Does the selection of a proxy group suggest that analytical results will be
tightly clustered around average (i.e., mean) results?
No. For example, the Constant Growth DCF approach defines the Cost of

Equity as the sum of the expected dividend yield and projected long-term

See, Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).
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growth. Despite the care taken to maximize risk comparability, market

expectations with respect to future risks and growth opportunities will vary
from company to company. Therefore, even within a group of similarly
situated companies, it is common for analytical results to reflect a seemingly
wide range. Consequently, at issue is how to estimate the Cost of Equity from
within that range. Such a determination necessarily must consider a wide

range of both quantitative and qualitative information.

Please provide a summary profile of FPL.

FPL provides electric generation, transmission and distribution services to
approximately 4.8 million retail customers in Florida.® FPL’s long-term
issuer credit ratings from Standard & Poor’s, Moody’s, and Fitch Ratings

currently are A-, Al, and A, respectively.

How did you select the companies included in your proxy group?
I began with the universe of companies that Value Line classifies as Electric
Utilities, and excluded companies that:

* Do not consistently pay quarterly cash dividends;

e Were not covered by at least two utility industry equity analysts;

e Do not have investment grade senior unsecured bond and/or corporate

credit ratings from S&P;

See NextEra Energy Inc., SEC Form 10-K for the fiscal year ended December 31, 2015, at 5.
Source: SNL Financial.
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e Are not vertically integrated, i.e utilities that own and operate
regulated generation, transmission, and distribution assets;

e Have less than 60.00 percent of total net operating income derived
from regulated utility operations over the three most recently reported
fiscal years;

e Have regulated electric operating income over the three most recently
reported fiscal years representing less than 60.00 percent of total
regulated operating income; or

e Are currently known to be party to a merger or other significant

transaction.

Did you include NextEra Energy, Inc. in your analysis?

No. In order to avoid the circular logic that otherwise would occur, it is my
practice to exclude the subject company, or its parent hoiding company, from
the proxy group. Additionally, NextEra Energy Inc. is currently party to a
merger, and would be excluded from my proxy group based on that

criterion. !

What companies met those screening criteria?
The criteria discussed above resulted in a proxy group of the following 19

companies:

11

See, Press Release dated December 3, 2014, “NextEra Energy and Hawaiian Electric
Industries to Combine.”

16
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Table 1: Proxy Group Screening Results

Company Ticker
ALLETE, Inc. ALE
Alliant Energy Corporation LNT
Ameren Corporation AEE
American Electric Power Company, Inc. AEP
Avista Corporation AVA
CMS Energy Corporation CMS
Dominion Resources, Inc. D
DTE Energy Company DTE
Great Plains Energy Inc. GXP
IDACORP, Inc. IDA
NorthWestern Corporation NWE
OGE Energy Corp. OGE
Otter Tail Corporation OTTR
Pinnacle West Capital Corporation PNW
PNM Resources, Inc. PNM
Portland General Electric Company POR
SCANA Corporation SCG
Westar Energy, Inc. WR
Xcel Energy Inc. XEL

V. COST OF EQUITY ESTIMATION

rate of return.

17

Please briefly discuss the Cost of Equity in the context of the regulated

Regulated utilities primarily use common stock and long-term debt to finance
their permanent property, plant, and equipment. The overall cost of capital or
cost rate of return (“ROR”) for a regulated utility is based on its weighted
average cost of capital, in which the costs of the individual sources of capital

are weighted by their respective book values. As noted above, the Cost of
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Equity is market-based and, therefore, must be estimated based on observable

market information.

How is the required Cost of Equity determined?

Because the Cost of Equity is not directly observable it must be estimated
based on both quantitative and qualitative information. Although a number of
empirical models have been developed for that purpose, all are subject to
limiting assumptions or other constraints. Consequently, many finance texts
recommend using multiple approaches to estimate the Cost of Equity.'> When
faced with the task of estimating the Cost of Equity, analysts and investors are
inclined to gather and evaluate as much relevant data as reasonably can be

analyzed and, therefore, rely on multiple analytical approaches.

Because all models are based on underlying assumptions as market conditions
change the reliability of individual models will vary. Therefore, it is both
prudent and appropriate to use multiple methodologies in order to mitigate the
effects of assumptions and inputs associated with any single approach.
Accordingly, I have considered the results of the Capital Asset Pricing Model,
the Bond Yield Plus Risk Premium approach, and the Constant Growth and

Multi-Stage forms of the DCF model.

12

See, e.g., Eugene Brigham, Louis Gapenski, Financial Management: Theory and Practice, 7th
Ed., 1994, at 341, and Tom Copeland, Tim Koller and Jack Murrin, Valuation: Measuring and

Managing the Value of Companies, 3rd ed., 2000, at 214.
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CAPM Analysis

Q.

A.

Please briefly describe the general form of the CAPM.
The CAPM is a risk premium method that estimates the Cost of Equity for a
given security as a function of a risk-free return plus a risk premium (to
compensate investors for the non-diversifiable or “systematic” risk of that
security). ~As shown in Equation [1], the CAPM is defined by four
components, each of which theoretically must be a forward-looking estimate:
K.=rr+ B(rm —ryp Equation [1]

where:

K. = the required market Cost of Equity;

B = Beta of an individual security;

ry= the risk free rate of return; and

rn = the required return on the market as a whole.
In Equation [1], the term (7, — ry) represents the Market Risk Premium."
According to the theory underlying the CAPM, since unsystematic risk can be
diversified away by adding securities to investment portfolios, investors
should be concerned only with systematic or non-diversifiable risk. Non-
diversifiable risk is measured by the Beta coefficient, which is defined as:

%j

B = ~ XPjm Equation [2]

13

The Market Risk Premium is defined as the incremental return of the market portfolio over
the risk-free rate.
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79

where o; is the standard deviation of returns for company ‘5”; o, is the
standard deviation of returns for the broad market (as measured, for example,
by the S&P 500 Index), and p;, is the correlation of returns between
company j and the broad market. The Beta coefficient therefore represents
both relative volatility (i.e, the standard deviation) of returns, and the
correlation in returns between the subject company and the overall market.
Intuitively, higher Beta coefficients indicate that the subject company’s
returns have been relatively volatile, and have moved in tandem with the

overall market. Consequently, if a company has a Beta coefficient of 1.00, it

is as risky as the market and does not provide any diversification benefit.

What risk-free rate assumptions did you include in your CAPM analysis?
First, because utility assets represent long-duration investments, I relied on
estimates of the 30-year Treasury yield as the risk-free rate component of the
CAPM analysis. Because FPL is propdsing a four year rate proposal, I
considered the current the 30-day average yield on 30-year Treasury bonds
(i.e., 2.96 percent), as well as the range of projected 30-year Treasury yields
reported by Blue Chip Financial Forecasts for the rate proposal period (i.e.,

4.00 percent in 2017 to 4.80 percent in 2020).

Why have you relied on the 30-year Treasury yield for your CAPM
analysis?
In determining the security most relevant to the application of the CAPM, it is

important to select the term (or maturity) that best matches the life of the
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underlying investment.  Electric utilities typically are long-duration
investments; for example, FPL’s average electric utility plant depreciation rate
ranged from approximately 3.30 percent to 3.40 percent from 2013 to 2015,
suggesting an average useful life of 29 to 30 years.'* On balance, therefore,
the 30-year Treasury yield is the appropriate measure of the risk-free rate for

the purpose of the CAPM.

Please describe your ex-ante (ie, forward-looking) approach to
estimating the Market Risk Pfemium. |

The approach is based on the market-required return, less the current 30-year
Treasury yield. To estimate the market required return, I calculated the
market capitalization weighted average total return based on the Constant
Growth DCF model (which is discussed below). To do so, I relied on data
from two sources: (1) Bloomberg; and (2) Value Line.!'> With respect to
Bloomberg-derived growth estimates, I calculated the expected dividend yield
(using the same one-half growth rate assumption described earlier), and
combined that amount with the projected earnings growth rate to arrive at the
market capitalization weighted average DCF result. I performed that
calculation for each of the S&P 500 companies for which Bloomberg
provided consensus growth rates (the companies with such projections
represent 99.61 percent of the index market capitalization). I then subtracted

the current 30-year Treasury yield from that amount to arrive at the market

14
15

See NextEra Energy Inc., SEC Form 10-K for the fiscal year ended December 31, 2015, at 85.
See Exhibit RBH-6.
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DCF-derived ex-ante market risk premium estimate. In the case of Value
Line, I performed the same calculation, again using all companies for which
five-year earnings growth rates were available (the companies with such
projections represent 95.22 percent of the index market capitalization). The

results of those calculations are provided in Exhibit RBH-6.

How did you apply your expected Market Risk Premium and risk-free
rate estimates?

I relied on the ex-ante Market Risk Premia discussed above, together with the
current and near-term projected 30-year Treasury yields as inputs to my

CAPM analyses.

What Beta coefficient did you use in your CAPM model?

As shown in Exhibit RBH-7, I considered the Beta coefficients reported by
two sources: Bloomberg and Value Line. Although both of those services
adjust their calculated (or “raw”) Beta coefficients to reflect the tendency of
the Beta coefficient to regress to the market mean of 1.00, Value Line
calculates the Beta coefficient over a five-year period, whereas Bloomberg’s

calculation is based on two years of data.

What are the results of your CAPM analyses?
As shown in Table 2 (below) the CAPM analyses suggest an ROE range of

9.08 percent to 13.21 percent (see also Exhibit RBH-2).'¢

Including flotation costs.
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Table 2: Summary of CAPM Results Including Flotation Costs'’

Bloomberg Value Line
Derived Derived
Market Risk Market Risk
Premium Premium

Average Bloomberg Beta Coefficient

Current 30-Year Treasury 9.57% 9.08%

Blue Chip 2017 Consensus 30-Year Treasury 10.61% 10.12%

Blue Chip 2020 Consensus 30-Year Treasury 11.41% 10.92%.
Average Value Line Beta Coefficient

Current 30-Year Treasury 11.36% 10.73%

Blue Chip 2017 Consensus 30-Year Treasury 12.41% 11.78% .

Blue Chip 2020 Consensus 30-Year Treasury 13.21% 12.58%

Bond Yield Plus Risk Premium Analysis

Q.

A.

Please describe the Bond Yield Plus Risk Premium approach.
This approach is based on the basic financial tenet that equity investors bear \
the residual risk associated with ownership and therefore require a premium
over the return they would have earned as a bondholder. That is, since returns
to equity holders are more risky than returns to bondholders, equity inveétors
must be compensated for bearing that additional risk. Risk premium
approaches, therefore, estimate the Cost of Equity as the sum of the equity
risk premium and the yield on a particular class of bonds. As noted in my

discussion of the CAPM, since the equity risk premium is not directly

~ observable, it typically is estimated using a variety of approaches, some of

which incorporate ex-ante, or forward-looking estimates of the Cost of Equity,

17

See Exhibit RBH-2.
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and others that consider historical, or ex-post, estimates. An alternative
approach is to use actual authorized returns for electric utilities to estimate the

Equity Risk Premium. '®

Please explain how you performed your Bond Yield Plus Risk Premium
analysis.

As suggested above, I first defined the Risk Premium as the difference
between the authorized ROE and the then-prevailing level of long-term (i.e., .
30-year) Treasury yield. I then gathered data for 1,468 electric utility rate
proceedings between January 1980 and January 15, 2016. In addition to the
authorized ROE, I also calculated the average period between the filing of the/
case and the date of the final order (the “lag period”). In order to reflect the
prevailing level of interest rates during the pendency of the proceedings, I
calculated the average 30-year Treasury yield over the average lag period

(approximately 200 days).

Because the data cover a number of economic cycles, the analysis also may be
used to assess the stability of the Equity Risk Premium. Prior research, for
example, has shown that the Equity Risk Premium is inversely related to the
level of interest r’ates.19 That analysis is particularly relevant given the

relatively low, but increasing level of current Treasury yields.

18

19

In my experience, U.S. regulatory commissions follow the Hope and Bluefield standards and
therefore provide a reasonable measure of the required Return on Equity.

See, e.g., Robert S. Harris and Felicia C. Marston, The Market Risk Premium: Expectational

24



10

11

12

13

14

15

How did you analyze the relationship between interest rates and the

Equity Risk Premium?

The basic method used was regression analysis, in which the observed Equity
Risk Premium is the dependent variable, and the average 30-year Treasury
yield is the independent variable. Relative to the long-term historical average,
the analytical period includes interest rates and authorized ROEs that are quite
high during one period (i.e., the 1980s) and that are quite low during another
(i.e., the post-Lehman bankruptcy period). To account for that variability, I
used the semi-log regression, in which the Equity Risk Premium is expressed

as a function of the natural log of the 30-year Treasury yield:

RP = a+ B(LN(T;y)) Equation [3]

As shown on Chart 1 (below), the semi-log form is useful when measuring an
absolute change in the dependent variable (in this case, the Risk Premium)
relative to a proportional change in the independent variable (the 30-year

Treasury yield).

Estimates Using Analysts’ Forecasts, Journal of Applied Finance, Vol. 11, No. 1, 2001, at 11-
12; Eugene F. Brigham, Dilip K. Shome, and Steve R. Vinson, The Risk Premium Approach
to Measuring a Utility’s Cost of Equity, Financial Management, Spring 1985, at 33-45; and
Farris M. Maddox, Donna T. Pippert, and Rodney N. Sullivan, An Empirical Study of Ex Ante
Risk Premiums for the Electric Utility Industry, Financial Management, Autumn 1995, at 89-
95.
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Chart 1: Equity Risk Premium®
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As Chart 1 illustrates, over the past 35 years there has been a statistically
significant, negative relationship between the 30-year Treasury yield and the
Equity Risk Premium. Consequently, simply applying the long-term average
Equity Risk Premium of 4.50 percent would significantly understate the Cost
of Equity and produce results well below any reasonable estimate. Based on
the regression coefficients in Chart 1, however, the implied ROE is between
10.04 percent and 10.53 percent (see Table 3 and Exhibit RBH-3).

Table 3: Summary of Bond Yield Plus Risk Premium Results

Return on
Equity
Current 30-Year Treasury (2.96%) 10.04%
Blue Chip 2017 Consensus 30-Year Treasury (4.00%) 10.24%
Blue Chip 2020 Consensus 30-Year Treasury (4.80%) 10.53%

See Exhibit RBH-3.
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Constant Growth DCF Model
Q.

A.

Please describe the Constant Growth DCF approach.

The Constant Growth DCF approach is based on the theory that a stock’s
current price represents the present value of all expected future cash flows. In
its simplest form, the Constant Growth DCF model expresses the Cost of

Equity as the discount rate that sets the current price equal to expected cash

flows:
D, D, D,
) = + S+t -
(1+k) (1+k) (1+k) Equatlon [4]
where P, represents the current stock price, D; ... D, represent expected

future dividends, and £ is the discount rate, or required ROE. Equation [4] is a
standard present value calculation that can be simplified and rearranged into

the familiar form:

k=D(1+g)+g

£ Equation [5]

Equation [5] is often referred to as the “Constant Growth DCF” model in
which the first term is the expected dividend yield and the second term is the

expected long-term growth rate.

What assumptions are required for the Constant Growth DCF model?
The Constant Growth DCF model assumes: (1) earnings, book value, and
dividends all grow at the same, constant rate in perpetuity; (2) the dividend

payout ratio remains constant; (3) a Price to Earnings (“P/E”) multiple
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remains constant in perpetuity; and (4) the discount rate is greater than the

expected growth rate.

What market data did you use to calculate the dividend yield in your
DCF model?

The dividend yield is based on the proxy companies’ current annualized
dividend and average closing stock prices over the 30-, 90-, and 180-trading

day periods as of January 15, 2016.

Why did you use three averaging periods to calculate an average stock
price?

I did so to ensure that the model’s results are not skewed by anomalous events
that may affect stock prices on any given trading day. At the same time, the
averaging period should be reasonably representative of expected capital
market conditions over the long term. In my view, using 30-, 90-, and 180-

day averaging periods reasonably balances those concerns.

Did you make any adjustments to the dividend yield to account for
periodic growth in dividends?

Yes, I did. Because utility companies tend to increase their quarterly
dividends at different times throughout the year, it is reasonable to assume
that dividend increases will be evenly distributed over calendar quarters.
Given that assumption, it is appropriate to calculate the expected diVidend
yield by applying one-half of the long-term growth rate to the current dividend

yield. That adjustment ensures that the expected dividend yield is, on
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average, representative of the coming twelve-month period, and does not

overstate the dividends to be paid during that time.

Is it important to select appropriate measures of long-term growth in
applying the DCF model?

Yes. In its Constant Growth form, the DCF model (i.e., as presented in
Equation [5] above) assumes a single growth estimate in perpetuity.
Accordingly, in order to reduce the long-term growth rate to a single measure,
one must assume a fixed payout ratio, and the same constant growth rate for
earnings per share (“EPS”), dividends per share, and book value per share.
Because dividend growth can only be sustained by earnings growth, the model
should incorporate a variety of measures of long-term earnings growth.
Because operating and capital allocation decisions may directly affect near-
term dividend payout ratios, estimates of earnings growth are more indicative
of long-term investor expectations than are dividend growth estimates. For
the purposes of the Constant Growth DCF model, therefore, growth in EPS

represents the appropriate measure of long-term growth.

Please summarize your inputs to the Constant Growth DCF model.
I applied the DCF model to the proxy group of electric utility companies using
the following inputs for the price and dividend terms:
e The average daily closing prices for the 30-trading days, 90-trading
days, and 180-trading days ended January 15, 2016, for the term Po;

and
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e The annualized dividend per share as of January 15, 2016 for the term

Dy.
I then calculated the DCF results using each of the following growth terms:
e The Zack’s consensus long-term earnings growth estimates;
o The First Call consensus long-term earnings growth estimates; and

e The Value Line earnings growth estimates.

How did you calculate the DCF results?

For each proxy company, I calculated the mean, mean high, and mean low
results. For the mean result, I combined the average of the EPS growth rate
estimates reported by Value Line, Zacks, and First Call with the subject
company’s dividend yield for each proxy company and then calculated the
average result for those estimates. 1 calculated the high DCF result by
combining the maximum EPS growth rate estimate as reported by Value Line,
Zacks, and First Call with the subject company’s dividend yield. The mean
high result simply is the average of those estimates. I used the same approach
to calculate the low DCF result, using instead the minimum of the Value Line,
Zacks, and First Call estimate for each proxy company, and calculating the

average result for those estimates.

What are the results of your DCF analyses?
My Constant Growth DCF results are summarized in Table 4 below (see also

Exhibit RBH-4).
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| Table 4: Mean DCF Results Including Flotation Costs
Mean Low Mean Mean High
30-Day Average 8.61% 9.31% 10.09%
90-Day Average 8.64% 9.35% 10.12%
180-Day Average 8.72% 9.42% 10.20%
2
3 Multi-Stage DCF Model

4 Q. What other form of the DCF model have you used to estimate the

5 Company’s Cost of Equity?

6 A To address certain limiting assumptions underlying the Constant Growth form

7 of the DCF model, I also considered ’the Multi-Stage (three-stage) DCF

8 Model. The Multi-Stage model, which is an extension of the Constant Growth

9 form, enables the analyst to specify growth rates over three distinct stages. As
10 with the Constant Growth form of the DCF model, the Multi-Stage form
11 defines the Cost of Equity as the discount rate that sets the current price equal
12 to the discounted value of future cash flows. Unlike the Constant Growth
13 form, however, the Multi-Stage model must be solved in an iterative fashion.

14 Q. Please generally describe the structure of your Multi-Stage DCF model.

15 A The Multi-Stage DCF model sets the subject company’s stock price equal to

16 the present value of future cash flows received over three “stages.” In the first
17 two stages, “cash flows” are defined as projected dividends. In the third stage,
18 “cash flows” equal both dividends and the expected price at which the stock
19 will be sold at the end of the period (i.e., the terminal price). I calculated the
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which defines the price as the

expected dividend divided by the difference between the Cost of Equity (i.e.,

the discount rate) and the long-term expected growth rate. In essence, the

terminal price is defined by the present value of the remaining “cash flows” in

perpetuity. In each of the three stages, the dividend is the product of the

projected earnings per share and the expected dividend payout ratio. A
summary description of the model is provided in Table 5 (below).
Table 5: Multi-Stage DCF Structure

Stage 0 1 2 3

Cash Flow Initial Stock Expected Expected Expected

Component | Price Dividend Dividend Dividend +

Terminal
Value

Inputs Stock Price; Expected Expected Expected
Earnings Per | EPS; EPS; EPS;

Share Expected Expected Expected
(“EPS”); DPS DPS DPS;
Dividends Terminal
Per Share Value
(“DPS”)

Assumptions | 30-,90-,and | EPS Growth | Growth Rate | Long-term
180-day Rate; Change; Growth Rate;
average stock Payout Ratio | Payout Ratio | Long-term
price Change Payout Ratio

What are the analytical benefits of the three-stage DCF model?

The principal benefits relate to the flexibility provided by the model’s

formulation.

21

Because the model provides the ability to specify near,

See Morningstar, Inc., 2013 Ibbotson Stocks, Bonds, Bills and Inflation Valuation Yearbook,

at 48-52.
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intermediate and long-term growth rates, for example, it avoids the sometimes
limiting assumption that the subject company will grow at the same, constant
rate in perpetuity. In addition, by calculating the dividend as the product of
earnings per share and the dividend payout ratio, the model enables analysts to
reflect assumptions regarding the timing and extent of changes in the payout
ratio to reflect, for example, increases or decreases in expected capital
spending, or transition from current payout levels to long-term expected
levels. In that regard, because the model relies on multiple sources of
earnings growth rate assumptions, it is not limited to a single source, such as
Value Line, for all inputs, and mitigates the potential bias associated with

relying on a single source of growth estimates.*

The model also enables analysts to assess the reasonableness of the inputs and
results by reference to certain market-based metrics. For example, the stock
price estimate can be divided by the expected EPS in the final year to
calculate an average P/E ratio. Similarly, the terminal P/E ratio can be
divided by the terminal growth rate to develop a Price to Earnings Growth
(“PEG”) ratio. To the extent that either the projected P/E or PEG ratios are
inconsistent with either historical or expected levels, it may indicate incorrect

or inconsistent assumptions within the balance of the model.

22

See Harris and Marston, Estimating Shareholder Risk Premia Using Analysts’ Growth
Forecasts, Financial Management 21 (Summer 1992).
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Please summarize your inputs to the Multi-Stage DCF model.

A. I applied the Multi-Stage DCF model to the proxy group described earlier in
my Direct Testimony. My assumptions with respect to the various model
inputs are described in Table 6 (below).

Table 6: Multi-Stage DCF Model Assumptions
Stage Initial First Transition Terminal
Stock Price 30-, 90-, and
180-day
average stock
price as of
January 15,
2016
Earnings 2014 actual EPS growth Transition to | Long-term
Growth EPS escalated | as average of | Long-term GDP growth
by Period 1 | (1) Value GDP*
growth rate Line; (2) growth
Zacks; and (3)
First Call
Payout Ratio | Value Line Value Line Transition to | Long-term
company- company- long-term expected
specific specific industry payout ratio
payout ratio
Terminal Expected
Value dividend in
final year
divided by
solved Cost of
Equity less
long-term
growth rate

23

Gross Domestic Product.
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How did you calculate the long-term Gross Domestic Product (“GDP”)
growth rate?

The long-term growth rate of 5.35 percent is based on the real GDP growth
rate of 3.25 percent from 1929 through 2014, and an inflation rate of 2.04
percent. The GDP growth rate is calculated as the compound growth rate in
the chain-weighted GDP for the period from 1929 through 2014.** The rate of
inflation of 2.04 percent is an average of two components: (1) the compound
annual forward rate starting in ten years (i.e., 2025, which is the beginning of
the terminal period) based on the 180-day average spread between yields on
long-term nominal Treasury Securities and long-term Treasury Inﬂatioﬁ
Protected Securities, known as the “TIPS spread” of 1.87 percent;*> and (2)
and the projected Blue Chip Financial Forecast of CPI for 2022 — 2026 of 2.20

percent. 26

I averaged those two measures of inflation because nominal Treasury yields
are related to inflation, which includes the effect of commodities such as oil,
which may cause the current TIPS spread to somewhat understate long-term
expected inflation. To account for that effect, I also considered the 2.20

percent long-term projected rate of inflation as provided by Blue Chip

24

25
26

See Bureau of Economic Analysis, “Current-Dollar and ‘Real’ Gross Domestic Product,”
December 22, 2015 update.

See Board of Governors of the Federal Reserve System, “Table H.15 Selected Interest Rates.”
Blue Chip Financial Forecasts, December 1, 2015, at 14.
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Financial Forecast.”” My long-term inflation rate, therefore, is the average of

those two estimates, or 2.04 percent.

What were your specific assumptions with respect to the payout ratio?

As noted in Table 6, for the first two periods, I relied on the first year and
long-term projected payout ratios reported by Value Line® for each of the
proxy companies. I then assumed that by the end of the second period (i.e.,
the end of year 10), the payout ratio will converge to the historical industry

average payout ratio of 67.30 percent.”

What are the results of your Multi-Stage DCF analysis?

Table 7 (see also Exhibit RBH-5) presents the Multi-Stage DCF analysis
results. Using the Gordon model to calculate the terminal stock price, the
Multi-Stage DCF analysis produces a range of results from 9.63 percent to
10.22 percent.*

Table 7: Multi-Stage DCF Model Results Including Flotation Costs

Mean Low Mean Mean High
30-Day Average 9.63% 9.84% 10.09%
90-Day Average 9.66% 9.88% 10.13%
180-Day Average 9.75% 9.96% 10.22%

27
28

29
30

Blue Chip Financial Forecasts, December 1, 2015, at 14,

As reported in the Value Line Investment Survey company reports as “All Div’ds to Net
Prof”

Source: Bloomberg Professional
Including flotation costs.
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VI. BUSINESS RISKS AND OTHER CONSIDERATIONS

Do the mean CAPM, Risk Premium, and DCF results for the proxy group
provide an appropriate estimate for the Cost of Equity for FPL?

No, the mean results do not necessarily provide an appropriate estimate of
FPL’s Cost of Equity. In my view, there are additional factors that must be
taken into consideration when determining where FPL’s Cost of Equity falls
within the range of results, including: (1) the Company’s geographic risk; (2)
the Company’s need to access external capital; (3) the potential for new
regulatory requirements associated with nuclear generation; (4) the need to
account for flotation costs; and (5) the potential for an increase in the Cost of
Equity over the Company’s proposed four year rate period. Those factors,
which are discussed below, should be considered in terms of their overall
effect on FPL’s business risk and investor earnings and, therefore, on the

Company’s Cost of Equity.

Geographic Risk

Q.

Please describe the risk associated with severe weather activity in FPL’s
service territory.

FPL faces the risk of sudden, unexpected damage from severe storms. The
prevalence of hurricanes, such as Katrina, Rita, and Wilma in 2005, make
FPL’s operating area an especially high risk area for incurring weather-related
infrastructure repair costs and service disruptions. For example, FPL incurred

more than $1.9 billion in storm recovery costs to restore electric transmission
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and distribution services during 2004 and 2005, which was equivalent to 15

percent of the average rate base for FPL in 2005. In addition to the need to
fund repair costs, severe weather causes the Company to incur unplanned
expenses (such as labor costs that aren’t recovered in existing rates) and
results in lower sales due to damage of transmission and distribution
infrastructure or the disruption of generating capacity. Together, these effects
can reduce FPL’s revenue and put strain on the Company's operating cash

flow.

As of December 31, 2015, FPL had the capacity to absorb up to
approximately $119 million in future prudently incurred storm restoration
costs without seeking recovery through a rate adjustment from the FPSC or
filing a petition with the FPSC.?' However, restoration costs, such as those
incurred during the 2004 and 2005 storm season, can be significantly higher

than this amount.

Capital Access

Q.
A.

Please summarize FPL’s capital expenditure plans.
FPL currently plans to invest approximately $14 billion to $16 billion of
additional capital over the period including 2015-2018.> That amount

includes investments in FPL’s distribution, transmission and generation

31
32

See NextEra Energy Inc., SEC Form 10-K for the fiscal year ended December 31, 2015, at 58.

NextEra Energy, Inc. Edison Electric Institute Conference Presentation, Slide 19, November
8-11, 2015.
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system, including generation modernization and additional capacity. Thus,

the Company is continuing to make substantial investments in its utility
operations that will require it to access the capital markets during the period of

time that rates established in this proceeding will be in effect.

Why is it important for a utility to be allowed the opportunity to earn a
return that is adequate to attract capital at reasonable terms?

The allowed ROE should enable the subject utility to finance capital
expenditures and working capital requirements at reasonable rates, and to
maintain its financial integrity in a variety of economic and capital market
conditions. As discussed throughout my Direct Testimony, a return that is
adequate to attract capital at reasonable terms enables the utility to provide
safe, reliable service while maintaining its financial soundness. To the extent
a utility is provided the opportunity to earn its market-based cost of capital,

neither customers nor shareholders should be disadvantaged.

Further, the financial community carefully monitors utility companies’ current
and expected financial conditions, as well as the regulatory environment in
which those companies operate. In that respect, the regulatory environment is
one of the most important factors considered in both debt and equity
investors’ assessments of risk. That is especially important during periods in
which the utility expects to make significant capital investments and,

therefore, may require access to capital markets.
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Have you also considered the relationship between capital expenditures
and the earned return on common equity?

Yes, I have. The “DuPont” formula decomposes the Return on Common
Equity into three components: (1) the Profit Margin (net income/revenues);
(2) Asset Turnover (revenues/net plant); and (3) the Equity Multiplier (net
plant/equity).”® As Exhibit RBH-8 demonstrates, the proxy companies’ Asset
Tﬁmover rate declined from 2003 through 2015 from 61.30 percent to 36.80
percent and is expected to remain at approximately the same level through
Value Line’s 2018 — 2020 projection period. Over that same period (i.e., 2003
through 2018 — 2020), according to Value Line data, average Net Plant is
expected to experience a cumulative increase of approximately 201.67
percent. Because, as noted above, the utility industry is going through a
period of increased capital investment, the lag between the addition of net
plant and revenue generated by those investments dilutes the Asset Turnover

ratio, at least in the near term.

To gain an additional perspective on the relationship between plant additions
and Asset Turnover, I performed a regression analysis in which the annual
change in the Asset Turnover rate was the dependent variable, and the annual
change in Net Plant was the independent variable. As shown in Exhibit RBH-

8, that analysis indicates a statistically significant negative relationship

33

The DuPont formula is commonly used by financial analysts to monitor specific operational
and financial drivers of a company’s earned ROE. The formula expands the calculation of the
ROE into the product of three financial metrics: Profit Margin, Asset Turnover and the Equity
Multiplier. That is, ROE = (earnings / revenue) x (revenue / assets) x (assets / equity).
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between the two variables, such that as annual net plant increases, the Asset
Tumover ratio decreases. This, in turn, suggests that an increase in capital
expenditures also negatively affects the Return on Common Equity, causing
greater financial stress to the utility because, under the assumptions of the
“DuPont” formula, the Asset Turnover ratio is a component of the Return on
Common Equity. Therefore, as capital expenditures (i.e., net plant) increase,
the Asset Turnover ratio decreases, resulting in a decrease in the Return on
Common Equity. To the extent investors value a company based on earnings

and cash flow, this additional financial strain is a key concern.

What are your conclusions regarding the effect of FPL’s capital
investment plan on its risk profile and cost of capital?

FPL’s capital expenditure program is significant, and will provide significant
benefits to customers as evidenced by FPL’s witnesses; however, it will place
additional pressure on its cash flows making regulatory support more
important in terms of FPL’s ability to finance these expenditures, deliver
benefits to customers, and earn a reasonable return on its planned investments.
The stability and continuity of the Company’s financial integrity is important
given the magnitude and duration of its capital expenditure program, which
enables the Company to maintain a superior level of service. Therefore, the
Commission’s decision in this proceeding should allow the Company to
continue to maintain a strong financial profile that will allow the Company to
raise capital at reasonable cost rates as it undertakes these significant

investments.
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Nuclear Generation Regulatory Requirements

Q.

A.

Please explain the risk associated with the Company’s nuclear generation.
Nuclear generating resources are regulated by the U.S. Nuclear Regulatory
Commission (“NRC”). FPL is subject to NRC mandates to meet licensing
and safety related standards that may require increased capital spending and
incremental operating costs to ensure the continued operation of this very low-
cost and emission-free generating source. With respect to the potential for
new regulatory requirements, NextEra Energy’s SEC Form 10-K specifically
noted: ‘\

NRC orders or new regulations related to increased security

measures and any future safety requirements promulgated by

the NRC could require NEE and FPL to incur substantial

operating and capital expenditures at their nuclear generation

facilities. The NRC has broad authority to impose licensing

and safety related requirements for the operation and

maintenance of nuclear generation facilities, the addition of

capacity at existing nuclear generation facilities and the

construction of nuclear generation facilities, and these

requirements are subject to change. In the event of

noncompliance, the NRC has the authority to impose fines or

shut down a nuclear generation facility, or to take both of

these actions, depending upon its assessment of the severity of

the situation, until compliance is achieved. Any of the
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foregoing events could require NEE and FPL to incur
increased costs and capital expenditures, and could reduce
revenues. Any serious nuclear incident occurring at a NEE or
FPL plant could result in substantial remediation costs and
other expenses. A major incident at a nuclear facility
anywhere in the world could cause the NRC to limit or
prohibit the operation or licensing of any domestic nuclear
generation facility. An incident at a nuclear facility anywhere
in the world also could cause the NRC to impose additional
conditions or other requirements on the industry, or on certain
types of nuclear generation units, which could increase costs,
reduce revenues and result in additional capital

. 4
expendltures.3

Does the Company’s generation portfolio include nuclear generating
assets?

Yes. FPL’s generation portfolio includes approximately 3,453 MW of owned
operating nuclear generating capacity. Specifically, the Company owns 1,821
MW of existing operating capacity at the St. Lucie plant (which excludes
Orlando Utilities Commission’s and the Florida Municipal Power Agency’s

approximate 15 percent ownership interest in St. Lucie Unit No. 2) and 1,632

34

NextEra Energy, Inc. SEC 10-K, for the fiscal year ended December 31, 2015, at 33-34.
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MW of operating capacity at the Turkey Point plant.®®> In addition, FPL is

currently undertaking activities to obtain the permits, licenses and approvals
required to add 2,200 MW of additional operating capacity to the Turkey

Point plant, with an estimated in-service date of 2027 to 2028.%

Are there examples of the increased risk of new regulatory requirements
that nuclear generation plant operators face?
Yes. One example is the increased oversight and regulatory requirements put
in place following a March 11, 2011 earthquake and tsunami, which caused
significant damage to the Fukushima Daiichi nuclear complex and threatened
the public health. After the Fukushima accident, the NRC ppt together a task
force to assess current regulation and determine if new measures were
required to ensure safety. The task force issued a report in July 2011 that
included a set of recommendations for NRC consideration, and NRC staff
issued the first related regulatory requirements in March 2012.>" Regarding
the evolving requirements from the NRC, NextEra Energy noted in its SEC
Form 10-K for the year ended 2014:

The lessons learned from the events in Japan and the results

of the NRC’s actions have and will continue to, among

other things, result in new licensing and safety related

35

36
37

FPL owns 3,453 MW of nuclear capacity out of a total owned capacity of 25,092 MW, or
13.76 percent of the total. See, NextEra Energy, Inc. SEC 10-K, for the fiscal year ended
December 31, 2015, at 37.

NextEra Energy, Inc. SEC 10-K, for the fiscal year ended December 31, 2015, at 9.
See, http://www.nrc.gov/reading-rm/doc-collections/fact-sheets/japan-events.html.
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requirements for U.S. nuclear facilities. = Any new

requirements could, among other things, impact future

licensing and operations of U.S. nuclear facilities, including

FPL’s existing nuclear facilities and NRC approval of two

additional nuclear units at FPL's Turkey Point site, and

could, among other things, result in increased cost and

capital expenditures associated with the operation and

maintenance of FPL's nuclear units.*®
The Fukushima accident clearly shows that additional regulatory oversight
and requirements, which affect the cost of operating FPL’s nuclear plants, can

result from events wholly unrelated to FPL or its facilities.>

Another example of nuclear risk is the ongoing and long-term uncertainty in
regard to nuclear waste disposal. On June 8, 2012, the Court of Appeals
vacated the NRC’s rulemaking regarding storage and permanent disposal of
nuclear waste. The Court of Appeals found the NRC rulemaking was
deficient because: (1) it “did not calculate the environmental effects of failing
to secure permanent storage,” and (2) “in determining that spent fuel can
safely be stored on site at nuclear plants for sixty years after the expiration of

a plant’s license, the Commission failed to properly examine future dangers

38
39

NextEra Energy, Inc. SEC 10-K, for the fiscal year ended December 31, 2014, at 11.
FPL is currently recovering Fukushima-related costs through the Capacity Clause.

45



10

11

12

13

14

2168

and key consequences.”* In August 2014, the NRC issued its Continued
Storage of Spent Nuclear Fuel Rule, however the rule has been challenged and
a Court of Appeals decision is pending.* License application and all work
related to a permanent waste disposal facility has been suspended.** As an
interim storage solution, the industry is continuing to pursue on-site dry
storage and considering development of interim, off-site dry storage
facilities.* Nuclear operators therefore face future capital expenditures
related to expansion of nuclear waste storage while a more permanent solution
is considered, and may faée additional costs to meet safety standards if the

NRC’s latest ruling is modified subsequent to a Court of Appeal’s ruling.**

To the extent further mandates are promulgated by the NRC, additional
spending may be required. Any increase to the Company’s capital investment

plans will place pressure on credit metrics, as discussed above.

40

41

42

43
44

U.S. Court of Appeals For the District of Columbia Circuit, On Petitions for Review of Orders
of the Nuclear Regulatory Commission, Case No. 11-1045, Decided June 8, 2012, at 3.

United States Nuclear Regulatory Commission Press Release, “NRC Approves Final Rule on
Spent Fuel Storage and Ends Suspension of Final Licensing Actions for Nuclear Plants and
Renewals,” August 26, 2014. See also, U.S. Nuclear Regulatory Commission Memorandum
and Order, CLI-14-08, August 26, 2014 and U.S. Court of Appeals For The District Of
Columbia Circuit, New York v. NRC, Docket Nos. 14-1210, 14-1212, 14-1216, and 14-1217
(Consolidated), October 24,2014

Holt, Mark, “Civilian Nuclear Waste Disposal” Congressional Research Service Report,
August 5, 2015, at 1-2,

1bid., at 24-25.

As part of a settlement agreement to resolve lawsuits against the DOE, FPL is permitted to
make annual filings to recover certain incurred spent fuel storage costs from the U.S.
government. See NextEra Energy, Inc. SEC 10-K, for the fiscal year ended December 31,
2015, at 10.
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Flotation Costs

What are flotation costs?
Flotation costs are the costs associated with the sale of new issues of common
stock. These costs include out-of-pocket expenditures for preparation and

filing, as well as underwriting fees and other issuance costs of common stock.

Why is it important to recognize flotation costs in the allowed ROE?

Equity financing cannot occur without incurring flotation costs. Therefore, in
order to attract and retain new investors, a regulated utility must have the
opportunity to recover these costs. To the extent that a company is denied the
opportunity to recover prudently incurred flotation costs, actual returns will
fall short of expected (or required) returns, thereby diminishing its ability to

attract adequate capital on reasonable terms.

Are flotation costs part of the utility’s invested costs or part of the
utility’s expenses?
Flotation costs are part of the invested costs of the utility, which are properly

b

reflected on the balance sheet under “paid in capital.” They are not current
expenses, and therefore are not reflected on the income statement. Rather,
like investments in rate base or the issuance costs of long-term debt, flotation
costs are incurred over time. As a result, the great majority of a utility’s
flotation cost is incurred prior to the test year, but remains part of the cost

structure that exists during the test year and'beyond, and as such, should be

recognized for ratemaking purposes. Therefore, recovery of flotation costs is
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appropriate even if no new issuances are planned in the near future because
failure to allow such cost recovery may deny FPL the opportunity to earn its

required rate of return in the future.

Is the need to consider flotation costs eliminated because FPL is a wholly-
owned subsidiary of NextEra Energy Inc.?

No. Although FPL is a wholly owned subsidiary of NextEra Energy Inc., it is
appropriate to consider flotation costs because wholly owned subsidiaries
receive equity capital from their parents and provide returns on the capital that
roll up to the parent, which is designated to attract and raise capital based on
the returns of those subsidiaries. To deny recovery of issuance costs
associated with the capital that is invested in the subsidiaries would penalize
the investors that fund the utility operations and would inhibit the utility’s
ability to obtain new equity capital at a reasonable cost. This is important for
companies such as FPL that are planning continued capital expenditures in the
near term, and for which access to capital (at reasonable cost rates) to fund

such required expenditures will be critical.

Do the CAPM and DCF models already incorporate investor expectations
of a return in order to compensate for flotation costs?

No. The models used to estimate the appropriate ROE assume no “friction” or
transaction costs, as these costs are not reflected in the market price (in the
case of the DCF model) or risk premium (in the case of the CAPM and the

Bond Yield Plus Risk Premium model). Therefore, it is appropriate to

48



10

11

12

13

14

15

16

17

18

19

20

21

consider flotation costs when determining where within the range of

reasonable results FPL’s Cost of Equity should fall.

Is the need to consider flotation costs recognized by the academic and
financial communities?
Yes. The need to reimburse investors for equity issuance costs is recognized
by the academic and financial communities in the same spirit that investors
are reimbursed for the costs of issuing debt. This treatment is consistent with
the philosophy of a fair rate of return. As explained by Dr. Shannon Pratt:
Flotation costs occur when a company issues new stock. The
business usually incurs several kinds of flotation or transaction
costs, which reduce the actual proceeds received by the
business. Some of these are direct out-of-pocket outlays, such
as fees paid to underwriters, legal expenses, and prospectus
preparation costs. Because of this reduction in proceeds, the
business’s required returns must be greater to compensate for
the additional costs. Flotation costs can be accounted for either
by amortizing the cost, thus reducing the net cash flow to
discount, or by incorporating the cost into the cost of equity
capital. Since flotation costs typically are not applied to
operating cash flow, they must be incorporated into the cost of

equity capital.®

45

Shannon P. Pratt, Roger J. Grabowski, Cost of Capital: Applications and Examples, 4th ed.
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Have you calculated the effect of flotation costs on the return on equity?

Yes, I have. I modified the DCF calculation to derive the dividend yield that
would reimburse investors for direct issuance costs. Based on the weighted
average issuance costs shown in Exhibit RBH-9, a reasonable estimate of
flotation costs is approximately 0.12 percent (12 basis points). This cost has
been added to the results of my CAPM and DCF analyses shown in Tables 2,

4 and 7.

Four Year Rate Proposal

Q.

What are the implications for the Company’s Cost of Equity of a multi-
year rate plan?

A multi-year rate plan limits the ability of the utility company to request a
modification to rates in response to changes in benchmark interest rates or
other factors. This inability to seek recovery of higher costs of capital

increases the utility’s risk and its Cost of Equity.

In light of the relatively low level of long-term Treasury rates compared to
their historical range, it is particularly important to consider the potential
effect that increases in the level of interest rates would have on the
Company’s stock price and its Cost of Equity. As discussed earlier, electric
utility companies are long duration investments whose valuations are sensitive

to changes in the required rate of return. Consequently, the interest rate risk to

(John Wiley & Sons, Inc., 2010), page 586.
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which equity holders are exposed relate to the long end of the yield curve, i.e.,

the 30-year Treasury yield. For the reasons discussed in Section VII below, it
is reasonable to assume that on balance, long-term rates are more likely to
increase than decrease during the term of the Company’s rate proposal,

representing a significant element of risk for equity investors.

Aside from interest rates, are there additional factors that may affect the
Company’s Cost of Equity over the rate proposal period?

Yes, there are. The CAPM and DCF equations presented in Section V show
that the Cost of Equity is a positive function of five factors: long-term
Treasury yields, Beta coefficients, the Market Risk Premium, dividend yields,
and growth rates. If any of those factors increases during the multi-year rate
period, the Cost of Equity will rise without a corresponding increase in

allowed ROE. The price of FPL shares, all else remaining equal, will fall.

For example, equity valuations remain at risk to increases in broad market
instability, movement of investments (rotation) out of the utility sector on the
part of institutional investors, unexpected credit contractions, and other factors
that affect both fundamental equity valuations and investor trading patterns.
Changes in equity valuations or stock price volatility could increase dividend
yields, Beta coefficients and the Market Risk Premium, increasing the

required ROE.
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What are your conclusions related to the four year rate proposal?

A multi-year stay-out agreement imposes multiple risks on FPL shareholders,
including unexpected increases in long-term Treasury bond yields and
dividend yields. If such factors rise and the ROE is left unadjusted, FPL
shareholders will be prevented from realizing their required return. It is
appropriate that FPL shareholders are compensated for the additional risk they
will bear by foregoing the option to seek rate relief in an increasing capital

cost environment.
VII. CAPITAL MARKET ENVIRONMENT

Do economic conditions influence the réquired cost of capital and
required return on common equity?

Yes. As discussed in Section V, the models used to estimate the Cost of
Equity are meant to reflect, and therefore are influenced by, current and
expected capital market conditions. As to the analyses used to estimate the
Cost of Equity, it is important to assess the reasonableness of any financial
model’s results in the context of oi)servable market data. To the extent that
certain ROE estimates are incompatible with such data or inconsistent with
basic financial principles, it is appropriate to consider whether alternative
estimation techniques are likely to provide more meaningful and reliable

results.

52



10

11

12

13

14

15

16

17

18

19

20

21

22

2175

Federal Reserve Market Intervention

Q.

Do you have any general observations regarding the relationship between
Federal Reserve monetary policy, capital market conditions and FPL’s
Cost of Equity?

Yes, I do. Much has been reported about the Federal Reserve’s Quantitative
Easing policy, and its effect on interest rates. Although the Federal Reserve
completed its Quantitative Easing initiative in October 2014, it was not until
December 2015 that it raised the Federal Funds rate, and began the process of

. . 4
rate normalization.*®

A significant issue, then, is how investors will react as
that process continues, and evehtually is completed. A viable outcome is that
investors will perceive greater chances for economic growth, which will
increase the growth rates included in the Constant Growth DCF model. At the
same time, higher growth and the absence of Federal market intervention
could provide the opportunity for interest rates to increase, thereby increasing
the dividend yield portion of the DCF model. In that case, both ternis of the

Constant Growth DCF model would increase, producing increased ROE

estimates.

At this time, however, market data is somewhat disjointed. As a consequence,
it is difficult to rely on a single model to estimate the Company’s Cost of
Equity. A more reasoned approach is to understand the relationships among

Federal Reserve policies, interest rates and risk, and assess how those factors

46

See Federal Reserve Press Release (December 16, 2015).
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may affect different models and their results. For the reasons discussed

below, the current market is one in which it is very important to consider a

broad range of data and models when determining the Cost of Equity.

Please summarize the effect of recent Federal Reserve policies on interest
rates and the cost of capital.

Beginning in 2008, the Federal Reserve proceeded on a steady path of
initiatives intended to lower long-term Treasury yields.*” The Federal
Reserve policy actions “were designed to put downward pressure on longer-
term interest rates by having the Federal Reserve take onto its balance sheet
some of the duration and prepayment risks that would otherwise have been
borne by private investors.”*® Under that policy, “Securities held outright” on
the Federal Reserve’s balance sheet increased from approximately $489
billion at the beginning of October 2008 to $4.24 trillion by mid-January
2016.* To put that increase in context, the securities held by the Federal
Reserve represented approximately 3.29 percent of GDP at the end of
September 2008, and had risen to approximately 23.50 percent of GDP in
January 2016.°° As such, the Federal Reserve policy actions have represented
a significant source of liquidity, and have had a substantial effect on capital

markets.

47
48

49

50

See Federal Reserve Press Release (June 19, 2013).

Federal Reserve Bank of New York, Domestic Open Market Operations During 2012, April
2013, at 29.

Source: Federal Reserve Board Schedule H.4.1. “Securities held outright” include U.S.
Treasury securities, Federal agency debt securities, and mortgage-backed securities.

Source: Federal Reserve Board Schedule H.4.1; Bureau of Economic Analysis, 2013 data as
of the fourth calendar quarter.
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Has the Federal Reserve’s quantitative easing policy been associated with
changes in the proxy companies’ trading levels?

Yes, that appears to be the case. From January 2000 through the end of
August 2012 (that is, immediately prior to the third round of Quantitative
Easing), the proxy group’s average P/E ratio traded at a 7.00 percent discount
to the market. From September 2012 through May 2013, when the Federal
Reserve announced it would begin to taper its asset purchases, the proxy
group traded at a 22.00 percent premium to the market. Following the end of
Quantitative Easing, however, the proxy group’s relative P/E ratio has
reverted closer its historical average. For example, since the beginning of
September 2015, the proxy group’s average P/E ratio fell to approximately
105.00 percent of the market P/E (i.e., a 5.00 percent premium). While that
valuation level is closer to the long-term relationship, it is still significantly

above its historical average.

The sustainability of recent utility company valuations is a significant
analytical issue. Because DCF-based methods depend on recent stock prices
as a principal input, and (in the case of the Constant Growth model) assume
that P/E ratios and the Cost of Equity will remain constant in perpetuity, the
lingering effects of Federal Reserve intervention may be weighing on DCF

results.
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Equity Market Volatility

Q.

A.

Please discuss changes in equity market volatility.

One measure of the expected volatility, or risk, of the stock market is the
Chicago Board Options Exchange Volatility Index (known as the “VIX™).
VIX is a highly visible, and often-reported barometer of investor risk
sentiments which measures market expectations of near-term volatility of the

stock market implied by near- and next-term options on the S&P 500 Index.

Although the VIX is not presented as a percentage, it should be understood as
such. That is, if the VIX stood at 17.00, it would be interpreted as an expected
standard deviation in annual returns on the market index of 17.00 percent over
the coming 30 trading days. As shown on Chart 2, the VIX has averaged
approximately 19.83 since 1990. That average is quite close to the long-term
standard deviation of annual returns on the S&P 500, which has been 20.55

1
percent. >

51

Source: Bloomberg Professional.
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Chart 2: VIX Daily Levels and Long-Term Average™’
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As shown in Chart 3, VIX was at relatively low levels from 2012 — 2015
(which, as discussed below, appears to be an outcome of Federal Reserve
monetary policy). The average VIX over the last six months of 2012 (the
period prior to the Commission’s final Order in FPL’s last rate case) was
approximately 16.48, nearly 17.00 percent lower than its long-term average.
The average in 2014 was 14.18. Beginning in the latter portion of 2015,
however, volatility returned in both markets and year-to-date the VIX has
averaged 23.56. From that broad perspective, equity risk currently is elevated

relative to the long-term average.
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Source: Bloomberg Professional.
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A further measure of market uncertainty is the volatility of the VIX itself.

That is, we can look to the volatility of volatility, as measured by the standard
deviation of the VIX. As Chart 3 (below) notes, the volatility of the VIX
moved in a relatively narrow range since mid-2012, but noticeably increased
at the end of 2015. Such volatility indicates that, although interest rates are
still near historical lows in the U.S. capital markets, there remains significant,
if not greater, uncertainty in today’s equity markets, with investors requiring
greater returns to bear that risk.

Chart 3: Standard Deviation (100 days) of VIX’
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Those findings are consistent with the VVIX, which is a traded index of the
expected volatility of the VIX. Over the long-term, the VVIX has averaged
approximately 85.00. In 2015, the VVIX increased to (on average) 94.82, and

to date in 2016, has averaged 110.34; the 2015-2016 average has been 95.41.
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Source: Bloomberg Professional.
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Just as the backward-looking standard deviation of the VIX indicates that

observed volatility increased considerably in 2015 and 2016, the VVIX
indicates that expected volatility also has been well above long-term average

levels.>

Has the Federal Reserve’s quantitative easing policy affected market
volatility?

Yes. Just as market intervention by the Federal Reserve has reduced interest
rates, it also has had the effect of reducing market volatility. As shown in
Chart 4 (below), each time the Federal Reserve began to purchase bonds (as
evidenced by the increase in “Securities Held Outright” on its balance sheet),
volatility subsequently declined. In fact, in September 2012, when the Federal
Reserve began to purchase long-term securities at a pace of $85 billion per
month, volatility (as measured by the CBOE Volatility Index, known as the
“VIX”) fell, and through October 2014 remained in a relatively narrow range.
The reason is quite straight-forward: Investors became confident that the

Federal Reserve would intervene if markets were to become unstable.
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Source: Bloomberg Professional.
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Chart 4: VIX and Federal Reserve Asset Purchases™
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Even with the effect of the Federal Reserve intervention, periods of increased
equity market volatility have been associated with unusually low Government
bond yields. That relationship makes sense, given that investors increasingly
focus on capital preservation during turbulent markets. As Chart 5 (below)
demonstrates, when volatility peaks (as measured by the VIX), Government
bond yields fall; that is the case since increased demand for safe-haven

securities will bid up their price, and down their yield.
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Source: Federal Reserve Economic Data (FRED), Federal Reserve Bank of St. Louis; Federal
Reserve Statistical Release H.4.1, Factors Affecting Reserve Balances.
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Chart 5: VIX and U.S. Treasury Yields™
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The important analytical issue is whether we can infer from the level of
Government bond yields that risk aversion among investors is at a historically
low level, implying a correspondingly lower Cost of Equity. Given the
negative correlation between the expansion of the Federal Reserve’s balance
sheet and equity market volatility (as measured by the VIX), and in light of
the fact that volatility now is considerably above its prior levels, it is difficult
to conclude that fundamental risk aversion and investor return requirements

have fallen.

Interest Rate Environment and Credit Spreads

Q.

A.

Does your recommendation also consider the interest rate environment?
Yes, it does. From an analytical perspective, it is important that the inputs and

assumptions used to arrive at an ROE recommendation, including assessments
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Source: Bloomberg Professional.
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of capital market conditions, are consistent with the recommendation itself.
Although 1 appreciate that all analyses require an element of judgment, the
application of that judgment must be made in the context of the quantitative
and qualitative information available to the analyst and the capital market

environment in which the analyses were undertaken.

The low interest rate environment associated with central bank intervention
may lead some analysts to conclude that current capital costs, including the
Cost of Equity, are low and will remain as such. Putting aside the increases in
volatility discussed above, that conclusion only holds true under the
hypothesis of Perfectly Competitive Capital Markets (“PCCM”) and the
classical valuation framework which, under normal economic and capital
market conditions, underpin the traditional Cost of Equity models. Perfectly
Competitive Capital Markets are those in which no single trader, or “market-
mover”’, would have the power to change the prices of goods or services,
including bond and common stock securities. In other words, under the
PCCM hypothesis, no single trader would have a significant effect on market

prices.

Classic valuation theory assumes that investors trade securities rationally, with
prices reflecting their perceptions of value. Although central banks have the
ability to set benchmark interest rates, they have been maintaining below

normal rates to stimulate continued economic and capital market recovery. It
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therefore is reasonable to conclude that the Federal Reserve and other central

banks have been acting as market-movers, thereby having a significant effect
on the market prices of both bonds and stocks. The presence of market-
movers, such as the Federal Reserve, runs counter to the PCCM hypothesis,
which underlies traditional Cost of Equity models. Consequently, the results
of those models should be considered in the context of both quantitative and

qualitative information.

Are interest rates expected to increase going forward?

Yes, they are. For example, the approximately 50 economists surveyed by
Blue Chip Financial Forecast see the 30-year Treasury yield as increasing to
4.00 percent by 2017.>”  Those projections are supported by the fact that
investors currently are willing to pay about twice the premium for the option
to sell long-term Government bonds in January 2018 (with an exercise price
equal to the current price) than they are will to pay for the option to buy those
bonds.” Because the prices of bonds move inversely to interest rates,> those
option prices indicate that investors believe it is considerably more likely that
interest rates will increase over the coming year, than it is likely that they will

decrease.

57
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See, Blue Chip Financial Forecast, Vol. 34 No. 12, December 1, 2015, at 14.
Source: http://www.nasdag.com/symbol/tlt/option-chain?dateindex=7

That is, as interest rates move up (down), bond prices move down (up).
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What other indicators suggest investor risk aversion has increased?
“Credit spreads”, which are the incremental return required by debt investors
to take on the default risk associated with securities of differing credit quality,
have increased significantly over the past year. As chart 6 (below)
demonstrates, the estimated credit spread (on both a spot and 30-day moving
average basis) has widened, such that it currently well exceeds the levels seen
from 2011 through 2014. By way of example, since the order in FPL’s last
rate case (December 13, 2012), the 30-day average spread increased by
approximately 70 basis points, or by 134.62 percent.

Chart 6: Moody’s Utility Bond Index Baa-A Credit Spread®
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To the extent that credit spreads have increased, it is an observable measure of
the capital markets' increased risk aversion; increased risk aversion by

investors leads to an increased Cost of Equity. In addition, there is a clear and
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Source: Bloomberg Professional.
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equity risk plremium.61 Consequently, lower Treasury yields do not
necessarily imply a correspondingly lower Cost of Equity, particularly
considering the current level of credit spreads is significantly higher than seen

over the past five years.

What conclusions do you draw from those analyses?

First, these data clearly demonstrate that the current capital market is
experiencing increasing levels of risk version, volatility and instability. Given
that: (1) Federal monetary policy has begun its process of “normalization”; (2)
equity market volatility has increased and is expected to remain elevated; (3)
market data indicate expectations for increasing interest rates into 2017 and
beyond; and (4) credit spreads have widened, I believe that my 11.00 percent

ROE recommendation properly reflects the current capital market.
VIII. CAPITAL STRUCTURE

What is FPL’s recommended capital structure?
As described in more detail in FPL witness Dewhurst’s testimony, FPL’s
recommended capital structure consists of 40.40 percent long-term debt and

59.60 percent common equity (based on investor-supplied capital).

61

See Chart 1.
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Does FPL have a separate capital structure that is recognized by
investors?

Yes. FPL is a separate corporate entity that has its own capital structure and
issues its own debt. FPL’s capital structure is reflected in registrations of its
debt with the Securities Exchange Commission. It therefore is clear that FPL
maintains a capital structure that is reported separately from its parent,

NextEra Energy, Inc. and that is recognized by the investor community.

How does the capital structure affect the Cost of Equity?

The capital structure relates to financial risk, which represents the risk that a
company may not have adequate cash flows to meet its financial obligations,
and is a function of the percentage of debt (or financial leverage) in its capital
structure. In that regard, as the percentage of debt in the capital structure
increases, so do the fixed obligations for the repayment of that debt.
Consequently, as the degree of financial leverage increases, the risk of
financial distress (i.e., financial risk) also increases. Since the capital
structure can affect the subject company’s overall level of risk,*” it is an
important consideration in establishing a just and reasonable Return on

Equity.
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See Roger A. Morin, New Regulatory Finance, Public Utility Reports, Inc., 2006, at 45-46.
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Are there additional considerations when determining the reasonableness
of FPL’s requested capital structure?

Yes, there are. Maintaining an equity ratio that supports the Company’s
financial integrity will enable the company to access capital at reasonable
rates to fund its extensive capital spending program; a supportive capital
structure will also help facilitate access to liquidity if FPL faces significant
costs associated with future storm damage or other event. As discussed by
FPL witness Dewhurst, the Company’s 59.60 percent recommended equity
ratio reflects the capital structure FPL has used to finance its operations over a
long period of time. FPL’s stable equity ratio has supported the Company’s
credit rating and overall credit profile and allowed it to maintain financial
flexibility following both natural disasters (e.g., the 2004/2005 hurricanes)

and financial market disruptions (e.g., the 2008/2009 financial crisis).

Please discuss your analysis of the capital structures of the proxy group
companies.

I reviewed the last eight quarters of long-term debt and common equity ratios
of the operating utilities owned by each of my proxy companies. As shown in
Exhibit RBH-10, the proxy group actual equity ratios range from 46.50
percent to 66.01 percent. Based on that review, it is apparent that the capital
structure proposed by FPL witness Dewhurst is consistent with the proxy
companies and reasonable for the purposes of determining FPL’s rate of

return.
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What is your conclusion regarding the Company’s proposed capital
structure?

Considering the Company’s capital expenditure plans, the need to maintain
adequate liquidity in the event of certain risks, and the average actual common
equity ratios in place at the proxy group companies, I believe that FPL's

proposed common équity ratio of 59.60 percent is reasonable.
IX. CONCLUSIONS AND RECOMMENDATIONS

What is your conclusion regarding the Company’s Cost of Equity?

As discussed throughout my testimony, it is important to consider a variety of
empirical and qualitative information in reviewing analytical results and
arriving at ROE recommendations. Here, we have a situation in which the
proxy companies have traded at P/E ratios well in excess of their historical
average and, for a time, in excess of the market. Because that coﬁdition is
unlikely to persist, it violates a principal assumption of the Constant Growth
DCF model, i.e., that the P/E ratio will not change, ever. As a practical
matter, the Constant Growth DCF results are well below a highly observable
and relevant benchmark: the returns authorized for vertically integrated
electric utilities. A more balanced approach therefore would be to consider
multiple methods, including the Multi-Stage DCF model, the CAPM

approach, and the Bond Yield Plus Risk Premium model.
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Reviewing those results, I believe that an ROE in the range of 10.50 percent to
11.50 percent represents the range of equity investors’ required ROE for
investment in integrated electric utilities in today’s capital markets. Within
that range, I recommend an ROE of 11.00 percent for FPL. That
recommendation considers a variety of factors including the current financial
environment, flotation costs, FPL’s need to access capital and FPL’s relative
risk profile. Based on those factors, it is appropriate to establish an ROE that
is above the proxy group mean results. As such, an ROE of 11.00 percent
reasonably represents the return required to invest in a company with a risk

profile comparable to FPL.

Does this conclude your pre-filed direct testimony?

Yes, it does.
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1 BY MR LI TCHFI ELD:

2 Q M. Hevert, you have exhibits identified as
3 RBH1 to RBH 10 attached to your direct testinony?

4 A Yes, | do.

5 Q They were prepared under your direction or

6 supervi si on?

7 A They were.

8 MR. LI TCHFI ELD: Madam Chair, | would note

9 that those prefiled exhibits have been identified
10 in staff's conprehensive list as Exhibits 124 --
11 let nme say it differently, 124 through 133.

12 CHAI RVAN BROAN:  So not ed.

13 Staff.

14 M5. BROMLESS: Yes, ma'am

15 EXAM NATI ON

16 BY MS. BROMLESS:
17 Q M. Hevert, have you been -- have you | ooked

18 at Exhibit No. 579, Staff's Exhibit 5797

19 A Oh, yes, | have, ma' am

20 Q Ckay. And have you reviewed the exhibits

21 | isted there associated wth your nane?

22 A Yes, | have.

23 Q kay. And did you prepare those exhibits, or

24  were they prepared under your direct supervision and

25 control ?

Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 A Yes, they were.

2 Q And are those exhibit responses true and

3 correct to the best of your know edge and belief?

4 A Yes, they are.

5 Q And if you were asked those sanme questions

6 today, would your answers be the sane?

7 A Yes, they woul d.

8 Q And with the exception of 479, are any of the
9 workpapers that you prepared associated with 479, or any

10 of the other exhibits, confidential?

11 A Not that | amaware of. No.

12 CHAI RMAN BROWN:  Thank you so nmuch. Thank
13 you.

14 FURTHER EXAM NATI ON

15 BY MR LI TCHFI ELD:

16 Q M. Hevert, would you pl ease provide a sunmary
17 of your direct testinony to the Conm ssion today?

18 A Yes. Thank you.

19 Madam Chair and Conm ssioners, thank you for
20 the opportunity to speak with you today. The purpose of
21 my direct testinony in this proceeding is to present

22 evidence, and to provide a recomendation regarding

23 FPL's current return on equity, and to provide an

24 assessnent of its proposed capital structure.

25 The return on equity, which often is

Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 remenbered to as the cost of equity, is the return that
2 equity investors require to take on the risks of

3 ownership. Unlike the cost of debt, the cost of equity
4 I S unobservable. W can observe cost of debt in

5 I nterest rates and yields. The cost of equity is not

6 contractually defined. And the cost of equity rel ates

7 to a security whose life is perpetual. Because of those
8 di fferences and because of the nature of equity, the

9 cost of equity nmust be estinated based on market data

10 applied to various financial nodels.

11 Now, all of the nodels used to estimate the

12 cost of equity are based on a series of sinplifying

13 assunptions, and as nmarket conditions change, those

14 assunpti ons becone nore or |ess suitable with current

15 mar ket conditions. And as a consequence of the

16 assunption, as a consequence of the inherent |limtations
17 I n some of those nodels, analysts tend to use nultiple
18 nmet hodol ogi es, and they tend to give different weight to
19 those nethods as tines change.

20 To develop ny estimtes, | used four nodels,
21 t he constant growth di scounted cash fl ow nodel, the

22 mul ti stage di scounted cash flow nodel, the capital asset
23 pricing nodel and the bond yield plus risk prem um

24  approach.

25 Now, all of those approaches -- all of those

Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 nodel s necessarily will produce a range of estinates,
2 and you nmust apply sone judgnent, and we nust review a
3 | ot of relevant data in determ ning where the cost of
4 equity lies in that range. 1In that regard, | will often
5 say -- and | have heard it said before -- that estimate
6 being the cost of equity is an enpirical, but it's not
7 an entirely mathematical exercise. |It's inportant to
8 apply judgnent, and that judgnment needs to apply in the
9 sel ection of nodels, in the selection of inputs to those
10 nodels, and in the interpretation of their results.
11 As | have applied the nodels, or as | have
12 sel ected them | have applied ny judgnent, and ny
13 judgnents tends to be based on ny practical experience
14 In the area of corporate finance, as well as ny training
15 and background in that area.
16 And when | arrived at ny recomended range,
17 consi dered current and expected market conditions, and
18 the extent to which those conditions conport with each
19 of the nodels that | just nentioned. | also took into
20 consideration several other factors, not all of which
21 necessarily lend thensel ves to quantification, but I
22 think they are all reviewed -- | think they are all
23 consi dered by investors; issues such as the risks
24 associ ated wth severe weather, the conpany's need to
25 mai ntain access to capital structure, the need to
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 account for floatation costs, and the need to recover
2 the cost of capital in the case of rising interest rates

3 over the course of a proposed four-year nultiyear rate

4 pl an.
5 Based on those nodels, and based on those
6 assessnents, | recommend an RCE in the range of 10.5

7 percent to 11.5 percent. And within that range, |

8 recommend an RCE of 11 percent.

9 As to the conpany's capital structure, which
10 I ncl udes 59. 6 percent commbn equity on an investor
11 supplied basis, |I found that it is within the range of

12 equity ratios in place at other vertically integrated
13 electric utilities. It also is consistent with the

14 capital structure that the conpany has used to finance
15 Its operations over a long period of tinme, and that

16 capital structure has supported the conpany's credit
17 rating and credit profile and has allowed to maintain
18 the flexibility and liquidity that it needs to finance
19 Its operations.

20 So in sunmary, taking into account current
21 mar kets conditions, the results of multiple nethods

22 applied to a group of what | consider to be conparable
23 vertically integrated electric utilities, and taking
24 I nto account the conpany's specific positions, | believe

25 an RCE in the range of 10.5 percent to 11.5 percent is
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1 reasonable, and within that range, | reconmend a
2 specific return of 11 percent.
3 In addition, as to the conpany's capital
4  structure --
5 CHAI RMAN BROWN: 30 seconds.
6 THE WTNESS: | believe it's with --
7 perfect -- | believe it's within the range of those
8 in place at simlar vertically integrated operating
9 conpanies, and it historically has enabled the
10 conpany to maintain its financial flexibility.
11 Thank you for your tine and consi deration, and
12 t hat does conplete ny summary.
13 MR. LI TCHFI ELD: Thank you, M. Hevert.
14 Madam Chai rman, M. Hevert is avail able for
15 Cross-exam nati on.
16 CHAI RMAN BROWN:  Thank you.
17 And good afternoon, M. Hevert.
18 THE WTNESS: Good afternoon.
19 CHAl RVAN BROMN:  FI PUG, you are up.
20 MR, MOYLE: Thank you, Madam Chair. | wasn't
21 sure where | got put in the |lineup, but --
22 CHAI RMAN BROAN:  You are nunber one.
23 MR, MOYLE: Al right. Wll, I will bunt.
24 THE W TNESS: That's good, because | am sl ow
25 of f the nound.
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 EXAM NATI ON

2 BY MR MOYLE:

3 Q Good afternoon, sir.

4 A Good afternoon.

5 Q Your job is to help the Conmm ssion substitute
6 its judgnent for what would be a fair profit rate for

7 the utility to earn, is that right?

8 A | would not put it that way. | |ook at ny job
9 as to help the Comm ssion understand how i nvestors --

10 how you the market |ooks at this issue. | don't believe
11 It's a substitution of it judgnent. | believe it's

12 under st andi ng the judgnent, and understanding the

13 perspective of the market.

14 Q Ckay. So | just want to nmake sure | got this
15 right. So we got three judgnents here, | think we are

16 talking about. One is the judgnents that investors wll

17 be -- are making with respect to the market, is that

18 fair?

19 A Yes, that's right.

20 Q All right. And then you are naking a judgnent

21  about how investors are |ooking at the market, fair?
22 A That's correct.

23 Q And then you are providing testinony to this
24 comm ssion to help them nake a determ nati on about what

25 return on equity level to allow for Florida Power &
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1 Light, is that right?

2 A | think that's fair, wth the one

3 qualification being that, again, ny judgnment, and what |
4 wll try to communicate to the Conm ssion, is what the
5 I nvestors require. So that's -- that's really, at

6 essence, what we are trying to get to.

7 Q And what's return on equity?
8 A The return on equity is -- it's often, again,
9 often referred to as the cost of equity. |It's the

10 return that investors require in order to take on the
11 ri sks of ownership of a given equity security.

12 Q And if -- it's referred to the anount that a
13 utility is given an opportunity to earn a profit on, do
14  you disagree wth that characterization?

15 A As it is applied in the rate-nmaki ng concept, |
16 agree with that.

17 Q kay. So if I -- sonetinmes | get going and
18 don't -- | use ny own terns. But if we are talking

19 about a profit, the amount that the Comm ssion i s going
20 to allowthe Comm ssion to profit, can we agree that

21 that represents the return on equity for the purposes of
22 our conversation?

23 A For the purposes of this conversation, yes.

24 Q Ckay. Now, you, | believe, said that part of

25 what your job is to dois to try to understand how
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1 I nvestors are | ooking at current nmarket conditions, is
2 that right?
3 A That's right. There is two pieces to that.
4 One i s understandi ng how i nvestors | ook at current
5 mar ket. And secondly, understandi ng how i nvestors nay
6 be interpreting expected market conditions. The cost of
7 equity, the return on equity is inherently a
8 forward-| ooki ng issue.
9 Q Ckay. So the first part is easier probably to
10 decide -- or to nmake judgnents on than the second,
11 because the first part relies on historical information
12 and the second part is a bit of a forecast?
13 A VWll, | amnot sure | would thoroughly agree
14 wth that. Wuat | wll agree with you on is that we can
15 observe current market conditions, and we can observe
16 current historical market conditions. As to how
17 I nvestors interpret those conditions, and as to how t hey
18 weight those conditions in arriving at their return
19 requi renents, | think that's an equally difficult
20 exercise as the forward-1ooking portion.
21 Q Ckay. And when this conmi ssion sets a return
22 on equity, that -- that is based on a snapshot in tine
23 wth respect to what the nmarkets are doing, correct?
24 A VWll, that's an interesting question.
25 Q Can you answer it yes, no or --
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 A | think it's going to be yes and no --
2 Ckay.
3 A -- | amsorry, but -- and the yes is that |
4 agree with you that data is observable at a given point
5 intime. | think where | disagree with you is that
6 solely the data at that point in tine is the foundation
7 of investors' return requirenents. But if your question
8 Is, at a given point in tine, is there data that's
9 observable, | would agree with that.
10 Q Ckay. And | didn't do a good job asking, | am
11  just trying to get your understanding with respect to
12 this commssion. Let's say, you know, we are three
13 nont hs down the road, and they are naking a decision on
14 return on equity, and they say X. That X then governs
15 things for three, four years, whenever, until in the
16 next rate case; is that right?
17 A | see your question. Yes, | agree with that.
18 Q Notw t hstanding the fact that it's sort of
19 based on market conditions, there is no index or
20 variable, at least in Florida, that says, well, we are
21 going to adjust this based on Federal Reserve spreads,
22 or anything |ike that, correct?
23 A That's right. In Florida, as best | am aware,
24 there is no such adjustnent. There are in other
25 jurisdictions. But again, that brings up another good
Premier Reporting (850) 894-0828 Reported by: Debbie Krick
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1 point that you are setting the rate now, but you are

2 al so, at the sanme tine, understandi ng that market

3 conditions are likely to change going forward, and

4 that's why it's inportant to understand the current

5 market, that's why it's inportant to what's driving the
6 current market as we nmake an assessnent of, not only

7 what investors require now, but they nmay require over

8 the next four years.

9 Q And when you say current nmarkets, are you

10 talking equities market? Debit market? What market are
11 you sayi ng?

12 A Al of the above. Wen | tal k about the

13 market, | generally use the termthe capital markets.

14  And the capital markets would include debt, and they

15 generally would include equity, and I am | ooki ng at

16 | ong-term securities. But | suppose, for the purposes
17 of this discussion, we can generally define capital

18 mar kets as those for debt and equity.

19 Q Ckay. And a debt market woul d be bonds, when
20 cor porations say, you know, | need to borrow sonme noney,
21 how nuch are you going to charge ne interest, that's the

22  debt market, right?

23 A That's the debt market.

24 Q And the equity market is when people are

25 saying, well, | have sone extra noney, should | buy a
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1 stock, and they invest in the conpany; is that right?

2 A | amnot sure | would agree with the prem se
3 that, hey, | have got sone extra noney, but --
4 Q O | have a 401(k) plan, or -- | nean, explain

5 for the equity market. That may be better.

6 A Sure. The equity market is fundanentally

7 different than the debt narket because equity is

8 fundanentally different fromdebt. Equity is stock.

9 You buy stock in a conpany and you hope to get dividends
10 fromit. You hope to get capital appreciation fromit.
11  That is you hope that the price of the stock wll
12 I ncrease over tinme, but you have no guarantees of
13 either. The stock can depreciate in value. D vidends
14  can be cut.

15 The debt nmarket, on the other hand, you are

16 buyi ng an obligation of the conpany to pay you both

17 i nterest and principle at predetermned tinmes, and under
18 pre determ ned conditions. That's why debt and equity
19 are fundanentally different markets, but | think they

20 generally both would fall under the category of capital
21 mar ket s.

22 Q Ckay. And debt is | ess expensive than equity,

23 correct?

24 A As a general proposition, yes.
25 Q And that's |argely because of what you just
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1 described, with debt, if | have debt, | have a
2 contractual arrangenent typically where soneone says, |
3 can pay you back, and if they don't pay ne back, | can
4 sue them naybe and go get sone of their assets, right?
5 A That may be one provision. Debt often is
6 collateralized. Again, debit has the contractua
7 provi sions, and so, for the nost part, in general, |
8 would say that debt is | ess expensive than equity for
9 that reason.
10 We sonetines refer to equity investors as
11 bearing the residual risk. The residual risk neaning
12 that equity investors have a claimon cash flows only
13 after debtholders are paid off. And because they are
14 second in line, because they don't have the protections,
15 Dbecause they don't have the priority position, they are
16 consi dered nore risky than debt hol ders.
17 Q s the line only two?
18 A Well, the line can be -- there can be |ots of
19 gradients within that line, but just for the general
20 sake of discussion, if we want to talk broadly about
21 debt and equity, we can do it that way.
22 Q | al ways thought equity was at the end of the
23 line. 1s that --
24 A That's ny point. Equity is at the end of the
25 I i ne.
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1 Q Ckay.
2 A There could be preferred securities. There
3 could be hybrid securities. As | said, there could be
4 many securities in between.
5 Q | got you.
6 A But to your point, equity hol ders bear the
7 resi dual risk.
8 Q Ckay. And then you had tal ked about neasuring
9 mar ket conditions. Do you have an understandi ng of the
10 debt -- well, the debt and equity conditions as they
11  existed when the Conm ssion | ast nmade a deci si on about
12 return on equity?
13 A Do | have a sense of what the debt and equity
14 mar kets were like -- | amnot --
15 Q What the market conditions were with respect
16 to ROE, if you wll.
17 A | amsorry, could you --
18 Q Yeah, that's not a good questi on.
19 When this -- do you know what the current ROE
20 Is for FPL?
21 A Yes, 10.5 percent.
22 Q Ckay. And that was set by the Conm ssion back
23 when?
24 Decenber 2012.
25 Q Ckay. And the Comm ssion | ooked at what when
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1 they decided to set that at 10.57

2 A Vll, | would not speak to what the Conmm ssion
3 | ooked at, but | do know that, |ike ne, the cost of

4 equity experts here would typically | ook at sone

5 measures, such as the level of treasury yields, the

6 | ssues that are driving the I evel of treasury yields,

7 the perfornmative various equity sectors.

8 Q Let ne ask it this way: Has the average

9 awarded return on equity since the tine the Comm ssion
10 | ast took a look at this issue, has it gone up or down?
11 A | think the answer, again, is yes and no.

12 That's a question that you have to | ook at the data in a
13 fairly fine manner. |If you were to | ook at the data

14 broadly, including, for exanple, returns that are

15 authorized in Virginia that include prem a, incentive
16 prem a, then perhaps it is not noved that nmuch. [|f you
17 are to look at returns authorized by what Regul atory

18 Research Associ ates m ght consider nore constructive

19 jurisdictions, it probably has not noved all that nuch.
20 If you were to | ook at the data on an average
21 annual basis, you mght think it's noved down a little
22 bit. But if you |look at the data on a discrete basis,
23 that is at every individual case over tinme, | don't

24  think there is quite a clear downward trend.

25 So | don't nean to obfuscate the answer. I
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1 don't ne nean to try to evade your question, but when

2 you look at the data, you have to look at it a nunber of
3 different ways.

4 Q Ckay. So you had referenced the Virginia

5 situation. That's not a good exanple, because they have
6 an RCE -- a statutory ROE that gives them a bunp because

7 of renewabl e energy, or sone other program isn't that

8 right?
9 A That's what | just said. That's right.
10 Q Right. So that -- that's not one to consider.

11 But then you said, the data prepared by who nay be

12 sonething that's good to | ook at, Regul atory Research?

13 A Right. Regulatory Research Associates is the
14 firmthat people generally will | ook at that aggregate
15 this type of data. And they wll |ook at each

16 I ndi vidual case as it was ordered on the date of the

17 order and provide the authorized rate of return.

18 Q Do you rely on themfor informng your

19  judgnent ?

20 A | rely on themfor data, yes. |In fact, in

21  sone of the exhibits that | have are based on data from
22 Regul atory Research Associ at es.

23 Q So you -- | assune, given the fact that you
24  use these as exhibits, then it's information you want

25 the Comm ssion to have and | ook at in making their
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1 deci si on?

2 A It's information that | think is good to have,
3 yes. And, in fact, |I think, especially the way -- and |
4 don't want you to take this the wong way -- but | think
5 It's especially good the way | look at it.

6 Q Vell, we have a difference of opinion, because
7 | think | |ooked at it in a much sinpler way than you

8 do.

9 A | thought that may be the case.

10 MR, MOYLE: Could I get help with two

11 exhi bits, please?

12 CHAI RMAN BROWN:  Staff, can you help M. Myle
13 out, please?

14 M. Myle, we wll be at Exhibit 656.

15 M. Myle, would you like this |abeled at this
16 time?

17 MR. MOYLE: Yes. Let's |abel RCE 2015 and

18 2016 averages as 656, if we coul d.

19 CHAl RVAN BROAN:  Hol d on one sec. My

20 apol ogi es.

21 kay. We will mark ROE 2015 and 2016 aver ages
22 as 656.

23 (Wher eupon, Exhibit No. 656 was marked for

24 I dentification.)

25 MR, MOYLE: Right. And the second one, ROE
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1 2006 averages as 657.

2 CHAl RVAN BROMWN: Ckay, let's ne nmake sure

3 everybody has a copy of them but we wll mark ROE
4 2016 averages as 657.

5 (Wher eupon, Exhibit No. 657 was marked for

6 I dentification.)

7 MR LI TCHFI ELD: Madam Chair, | would just ask
8 i f counsel could be alittle earlier in the queue

9 on the distribution of exhibits when our w tnesses

10 are being crossed, that would be hel pful. Thank

11 you.

12 CHAl RVAN BROMN: | have been saying that al

13 al ong. Thank you.

14 M. Hevert, do you have a copy of the exhibits
15 in front of you?

16 THE WTNESS: Yes, ma'am | do.

17 CHAl RMVAN BROWN: M. Moyl e.

18 BY MR MOYLE:

19 Q So woul d you take a | ook at 656, and --

20 A | amsorry, these don't appear to be nunbered.
21 Q | am sorry?

22 A These don't appear to be nunbered, which one

23 are you | ooking at?
24 Q You have to wite it under the Exhibit No. at

25 the top?
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1 BY MR MOYLE:

2 Q The one that has 2015 and ' 16 averages.

3 A kay. And that woul d be?

4 Q 656.

5 A Okay. Thank you.

6 Q So | want to refer you to the second page of

7 the exhibit, the first page with substantive information

8 onit.

9 A Yes.

10 Q You sponsored this exhibit, right?

11 A Yes. That's right.

12 Q Ckay. And is this an exhibit that you have

13 relied on, and that you want the Comm ssion to rely on
14 wth respect to your testinony?
15 A It is an exhibit that | included in ny

16 rebuttal testinony.

17 Q Ckay.

18 MR, LI TCHFI ELD. Madam Chair, | assune that

19 counsel is going to clarify this, but the

20 handwiting on the exhibit, that would not be

21 M. Hevert's, | assune.

22 CHAl RMVAN BROWN: M. Moyl e.

23 MR, MOYLE: H's would be not handwitten, so

24 this is mne.

25 CHAI RMAN BROWN:  You wi || acknow edge t hat.
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1 MR MOYLE: | agree to that to that, right.
2 Yes, acknowl edge t hat.

3 THE WTNESS: | would al so agree, m ne

4 woul dn't be this clear, so --

5 BY MR MOYLE:

6 Q All right. So this is sonething that we did
7 just to look at the average RCE from 2015 to 2016 out of
8 all of the jurisdictions that have considered RCE. And
9 we endeavored to average themin the way that you had

10 themdisplayed. So the way you had them di spl ayed, as |
11 understand it, is you kind of broke themup into ones

12 that were above average, and then average, and then

13 bel ow average with respect to all cases; is that right?

14 A Yes. That's right.

15 Q kay. So --

16 MR, LITCHFIELD: | amsorry, Madam Chair. |
17 need to ask counsel for a clarification before he
18 continues wth the |ine.

19 CHAl RVAN BROMN:  Sur e.

20 MR LI TCHFI ELD: Just to nmake sure, M. Myl e,
21 when you did your math, | want to nmake sure |

22 under stand exactly what you were summng. Was it
23 the entire list beginning all the way back from

24 2013, or could you clarify that, please?

25 MR, MOYLE: Sure. And the title should
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1 reflect that ROEs from 2015 and 2016 average. So
2 what we did, you see the line that is on page two
3 of two? There is a |line that goes between Col orado
4 and Wom ng, and Wom ng was deci ded on 1/23/15, so
5 that's below the Iine, is included in the
6 cal cul ati on; and Col orado was deci ded on
7 12/ 18/ 2014, that's above the line, that's not
8 included. So we drew a line, took all of the
9 results and did an average.
10 MR LI TCHFI ELD: Thank you.
11 BY MR MOYLE:
12 Q And, sir, | guess, Conmi ssioners, to foll ow
13 along, if you flip to the third -- the second page in
14 there, the witness -- you ranked these above average,
15 average and bel ow average; is that right?
16 A | did not rank these. These are the ranks
17 provi ded by Regul at ory Research Associ at es.
18 Q kay. So this is the work of soneone el se
19 wth respect to maki ng judgnents about above average,
20 average or bel ow average?
21 A That's right.
22 Q Have you endeavored to look at it in
23 determ ning whether you agree with that characterization
24 or not?
25 A No, | -- to be to be honest wth you, | never
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1 really have. M objective here is to, again, |ook at
2 data that the investing community would | ook at. So,
3 no, | have not put ny judgnent on top of RRA' s for that
4  purpose.
5 Q So just so -- you would agree that with
6 respect -- since 2015, for all of the jurisdictions
7 around the country that have | ooked at ROCE, that the
8 above average RCE averages out to 9.95, if ny math was
9 done correctly?
10 A Right. The other thing I would observe, of
11  course, is that's a total of three observations.
12 Q Ckay. And you would then agree also that the
13 average mddle -- or they call it average ROE, is
14 slightly lower, at 9.55, and based on all cases deci ded
15 In 2015 and ' 167
16 A Right. And that 9.55 includes the both
17 vertically integrated and distribution only conpani es.
18 And there is about a 40 -- four zero -- basis point
19 di fference.
20 Q The 9.55 | amlooking at is the second -- the
21  secondhand witten nunber.
22 A Ri ght, 40 basis points between that and the
23 three observations that formthe basis of the 9.95.
24 Q kay. And then the third colum is bel ow
25 average, and that's a 9.49 --
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1 A Ri ght --
2 Q -- nunber?
3 A Oh, yes, | amsorry. | didn't nmean to

4 I nterrupt you, but that's right.

5 Q Ckay. And then there is another columm that's
6 vertically integrated, right?

7 A That's right.

8 Q So what's the difference between all cases and
9 wvertically integrated?

10 A So all cases would include both vertically

11 | nt egrat ed conpani es and conpani es that Regul atory

12 Research Associ ates classifies as distribution

13 utilities. And you can see that, sort of in the mddle
14 of the page, there is a colum that goes down, and it

15 says, distribution vertically integrated, et cetera.

16 Q All right. So then just to quickly run

17 through this. The vertically integrated, the above

18 average nunber in the last tw years, 2015-'16 is,

19 again, 9.95?

20 A Vll, wait, did you say two years?
21 Q 2015 and 2016, is that right?
22 A Yeah, that's not been two years, but since the

23 begi nning of 2015, right.

24 Q And then the average is 9.707
25 A Yes. | amsorry. | see that. Yes.
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1 Q And then the bel ow average is 9.647?
2 A 9. 64.
3 Q And flipping to the nore recent ROES, this is
4 Exhi bit 657, which is taken fromyour exhibit, but the
5 line -- there is another line drawn here that nakes a
6 distinction between cases decided in 2015 and 2016; do
7 you see that?
8 A | amsorry. Hold on. So which one are we on
9 now?
10 Q This is the next exhibit.
11 A Ckay.
12 Q Do you see that?
13 A Yes, | see that.
14 Q Okay. And just confirmfor nme that, with
15 respect to the exhibit that shows the return on equity
16 deci sions made by other jurisdictions in the United
17 States in 2016, that the above average RCE is 9.85?
18 A Right. Right, for the one -- the one case.
19 Q And then for the average, it's 9.41?
20 A Excuse ne for one second. Yes, that's right,
21 for five cases.
22 Q Right. It is what it is. And then the bel ow
23 average is 9.62?
24 A And what it is it's for two cases, right.
25 Q And the nunbers that are set forth for the
Premier Reporting (850) 894-0828 Reported by: Debbie Krick

114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2216

1 wvertically integrated, 9.85 for above average, 9.63 for
2 average and 9.48 for bel ow average --
3 A Ri ght, and again -- and not to bel abor the
4 point, but it's one observation, two observations, one
5 observation.
6 Q Well, they are inportant enough for you to
7 i nclude in your exhibit, right?
8 A Not in the way you have used them but yes.
9 Q That be anot her di sagreenent we have.
10 A There are so few, though.
11 Q | got a couple nore things | want to inquire
12 about. In your testinony, you actually call out a
13  couple of things as risk. Part of what you are doing is
14 | ooki ng at business risk that Florida Power & Light
15 faces, is that right?
16 A That's part of it, correct.
17 Q Ckay. And with respect to geographic risk,
18 did you try to do a conpare and contrast anal ysis
19 that -- this is not aterm | don't believe, that is
20 used in your business, but kind of the all eggs in one
21 basket electric conpany as conpared to an electric
22 conpany that has nore diversification, nore spread
23 geogr aphi cal | y.
24 A Let ne see if | can rephrase your question so
25 that | understand it.
Premier Reporting (850) 894-0828 Reported by: Debbie Krick

114 W. 5th Avenue, Tallahassee, FL 32303 premier-reporting.com



2217

1 If you are questionis, is there nore risk

2 associated with a conpany that is geographically

3 confined, it doesn't have the diversification across

4 geography that would diversify weather, that would

5 diversify regulation, those sorts of things, did | take
6 that into account, and recognize that FPL is a single

7 jurisdiction entity, that's not one of the things I

8 specifically considered.

9 Q Ckay. How about with respect to risk
10 associ ated wth weather, did you -- you are aware that,
11 say, there is a -- are you aware of Tanpa Electric

12 Conpany?

13 A | am yes.

14 Q And do you know where they serve -- how nmany
15 counties they serve, and where it is?

16 A | could not tell you how nmany counties, but |
17 could tell you it's in the Tanpa area, yes. It's -- |

18 think it's called an aptonym

19 (Transcript continues in sequence in Vol une

20 18.)

21

22

23

24

25
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