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1 MID-AFTERNOON SESSION 

2 (Transcript follows in sequence from Volume 

3 XXI.) 

4 REDIRECT EXAMINATION 

5 BY KR. McGLOTHLIN: 

6 0 Mr. Pollock, when you were asked to make some 

7 observations about the trend for load factor or PXT 

8 rate, you asked if the !igu.res included all kilowatt 

9 hour s including incremental supplementary e nergy sales. 

10 What is the significance of the fact that all kilowatt 

11 hours are included in those calculations? 

12 A Well, keep in mind that the 12-CP demands are 

13 the 12-CP demands of the customers as they impose for 

14 their firm requireaents. By de finition, during the 

15 12-CPs there is no supplemental energy being sold 

16 during those periods. So that would not factor i.nto 

17 determining what the appropriate 12-CPs were for cost 

18 allocation purposes in the cost of service study. 

19 0 Would the same consideration have an impact 

20 upon the observation of the increase in the 12-CP 

21 demand that was characterized as increasing by 50\? 

22 A I'm sorry, I don't lc.now what same 

23 consideration you're referring to. 

24 0 The fac t that the load factor calculations 

25 included all kilowatt hour sales . Does that apply also 

FLORIDA PUBLIC SERVICE COMMI :iS I ON 
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1 to the increase in demand that was pointed out in the 

2 exhibit? 

3 A It's shouldn't, no. 

4 Q Take the case of a customer that has only one 

5 generator. Could that customer experience occasions 

6 when it could possibly buy SE power cheaper than its 

7 own generation? 

8 A It would depend upon whether the customer 

9 needed to have the steam. But conceivably if the 

10 customer had adequate steam and was in balance but 

11 needed to buy more electricity, that customer could go 

12 out and buy SE power if it were available under those 

13 circumstances. 

14 Q Would that customer also benefit from the 

15 proposal for the dispatch of SE that you have vutlined 

16 for other customers? 

17 

18 

A 

19 I have. 

20 

Yes. 

MR. McGLOTHLIN: Those are all the questions 

CHAIRMAN WILSON: All right., would you like 

21 to move Exhib i t 614? 

22 

23 

MR . McGLOTHLIN: I so move. 

CHAIRMAN WILSON: Without objection, that's 

24 admitted into the record. 

25 (Exhibit No. 614 received in evidence .) 
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CHAIRMAN WILSON: ThanX you, Mr . Pol iock , you 

2 may stand down. 

3 WITNESS POLLOCK: Thank you , Commissione r . 

4 (Witnesc Pollock excused. ) 

5 - - -

6 MR. STONE: Mr. Chairman, at this point in 

7 the reco. d, the next witness would be Dr. Morin. His 

8 testimony has been stipula ted into the rec ord 

9 CHAIRMAN WILSON: All right. It will be 

10 inserted into the record as though read without 

11 objection. 

12 
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GUL F POwt~ COMPANY 

Before the flor i da PubliC Serv1ce Com~ISS ton 

Rebutt a l Testimony of 

Roger A. Morin 
In Support of Rate Re lie f 

Docket No. 891345-EI 
Da te ot Pil ing Hay 21, 1990 

Please state your name, address , and occupation. 

My name is Or. Roger A. Morin. My permanent residenc e 

IS 1n ~tlanta, Georgia. I am Professor of f ina nce a t 

the Coll ege of Business Administrati o n, Georg.d Sta tp 

Un1 vers1ty and Professor ot Fina nce f o r Regu l ated 

Industry at the Center f or the Study of Regu l ated 

!n~ust r y at Georgi a State University. 

14 o. Are you t he s ame Dr . R. A. Mor in who ha e tiled rate of 

I S return testimony in this same proceeding ? 

16 ~. Yes, 1 a m. 

18 o. Wha t is the purpoae of t h ia rebuttal teatimony ? 

19 A. Tnis testimony is in rebuttal to Mr . Rothschild's 

20 (Office of the Public Counst'l) , a nd Hr. Seery's 

21 ! F!o r 1da Publ1c Service Commiss 1on St atf l cost o f 

22 capttal testimonies . 

23 

24 Q. Have you prepared an Exhibit that co~taina informat ion 

25 to which you v1ll cefer in your testimony? 
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Counsel: We as k that Dr . Morin ' s Exhibit (RAH-2), 
c omPrised of four ach~dules, b~ marked 
for ident if i cation a s Exhibit!> 1-f'-- 1~4 

How is your teat • ~ony organized? 

My testimony ls organiz~d i n two pa rts dea ling with the 

tes ttmony o f ~~sara. Rothac~ild a nd Seery. 

COMM ENTS ON MR. ROTHSC'ill,D'S TESTIMONY 

Please summarize Mr . Rothsc hild's rate of return 

recommendation. 

In det erm ining the coat of equity applicable to Gulf 

Pow~ r's Pl o r i da operations, Hr . Rothschild appl ies DCf 

analys i s to The Sou ther n Company, a s a proxy f or Gulf 

Power, and to a g roup of non-nucl ~ar electric uttltttes 

drawn from Moody ' s 24 El ect rica. '- S a chec k on the DCf 

r e su l ts, he perfo rms a Compar a ble Ear nings chec k ustng 

the DOW Jones Industr i a ls Index and a n al leged 

ma rket-to- boo k rat i o check . Ba se~ on the results o! 

t nese analyses, h~ recommends a return o f 11 . 75 perc e nt 

on Gulf'b common equity capita l. 

Do you have any genera l comments on Mr. Rothschild's 

t estimony? 

Yes. B~fore I e ng age i n sp~ci f ic cr itic isms o f 
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Mr. Rothsch i ld's t est imony, my general reaction to h1s 

2 testi mony is t hat it i s extreme l y narrow in scope, 

3 rely ing r.olely on the fragile susta i nab le qr owth OCF 

4 mode l results app li ed t o Southern Company and to 

S Moody's 24 Electr ic& and on a quest ionable Compa r a ble 

6 Earn ings test applied t o a co~posite of industri a l 

7 compani es. His rec ommendat ion of 11.75 pe rc e nt res ts 

8 e n t i rely on one ocr var i a nt. Usi ng t h is partic ul ar 

9 variant of the ocr methoc , Mr . Roth~r. h il d was f o rc~d t o 

10 assume the ROE a ns wer before he eve n be gan his 

ll determination o f Gu l f Power's equity costs using that 

12 meth od . 

13 No other ocr re s ult s are per!ormec, 1nc lud 1ng t he 

14 convent1ona l hist o r i c a l growt h ocr mo ~el, no r ar e 

l S use ful traditl ona ~ cross - checks on the DCf results 

16 implement ed, such as Risk Premium o r C~pital Asset 

17 Pricing Hodel me thodolog i es. Mr . Rothschi ld has pu t 

18 all h i s eggs i n the ocr sust a i na bl e growth basket, and 

1 9 ther eby ha s set a very dangerous precedent f o r this 

20 Commis sion . Moreover, no t only i s hi s recommendat ion 

21 of 11 . 75 pe rcent based on faulty premi ses a nd 

2 2 methodologie s , but it is al o>o hi ghly unreasonable, 

23 s i nce it is barely above, if at a l l, t he current yiel d 

24 on Gulf ' s bonds, wh ich is abou t 10.25 per cent. The 

2S i mp l ied r i sk prem i um i s far less tha n the r iak p r em iums 

3201 
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f ound in the general a cade~ic f inance litera ture and tn 

~ r. Rothsch1ld ' s own testimo ny. I a l s o show that hts 

di vis iona l cost of capit a l a lloca tion a s be twee n 

industri a l and residential custome rs i s based on 

erroneous conceptual premiaea, and ia inco~ s i stent wi th 

modern f i nancial theory . 

What funda~ental object ! on do you have to the colt of 

equity reco~mendat i on contained in Mr. Rothschild '& 

testimony? 

My f u nda~ental objec t ion i s that it 1s dangerous and 

i napprop r i ate t o rely on onl y one variant o! the DCF 

r.~o:3el, as Mr. Rothsc h ild has oone. This va!l a nt 1s the 

most fragil e conceptually and the lea st va! td 

emp ir ica lly . By re l ying solely on a single va r t 4r. t o ! 

the DCf mode l, the Commission greatl y limits its 

f l exibllity a nd increases t he resul ts o f a ut ho r t ztng 

unreasonable rates of ret u r n. The results fr om one 

method are likely t o contain a hi g h degree of 

measurement error . The Commission's hands shoul~ not 

be bound to )ne methodology of e sti mat ~ ng equity costs, 

nor shoul d the Commission ig nore rel evant evidence and 

back i t self into a co r ne r. 

The re are three bro ad gene r ic methodologies 

ava il ab l e to measure the cost of equity : DCf, Rts k 
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Prem1.um, wh1ch are market- o r i ented, and Compar~ble 

I Earn1ngs, which is acc ountlng- o r i e nt ed. Each genenc 

3 market-based methodology in turn cont a ins several 

4 variants: toe exampl e , the CAPM and Empir ical CAP~ are 

5 sub-species of the Risk Premium methodology. 

6 Hr. Rothschild has chosen to rely on only one varia~t 

7 of one method, namely the retention ratio version of 

8 the DCF method, a l thoug h he does perform a pe rf unc tory 

9 comparable earnings check on his DCP result. 

10 I f1r mly be lieve that, when measuring equity 

11 costs, which essential l y deals with the measureme nt of 

12 investor expectations, no one single methodology 

1 3 prov ides a f oolproof panace a . Eac h methodology 

1 ~ requ1res the exercise o! cons1de ca ble judg~ent on the 

15 reasonableness of the assu~pt ions un der ly1ng the 

16 methodology and on the reasonableness of the prox1es 

17 used to validate the theory. The fa ilu re o! the 

18 trad 1tiona l infinite growth DCF model to account f or 

19 change s in relat ive mar ket valuation d iscussed 1n my 

20 orig1na l test i mony is a viv id ex a mple of the potenti3l 

21 short comi ngs 0 1 the DCP model whe n applied to a given 

22 company. It follows tha t more than one methodo logy 

23 shoul~ be employed in arriving at a judgment on the 

2~ cost of equity an d that these methodologies should be 

25 app l1 ed across a series of comp~rable r i sk com?a n1e s . 
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Each methodology possesses it s own wa y of 

exam 1n1ng in vestor behavio r, its own premi s~s, a nd 1ts 

own set of simfl ifications o f rea lity . Eac,._ method 

proceeds from different fundamental premia~s which 

cannot be validated empirically . Investors do not 

n ec~ssarily subsc r ibe to any method, nor does the s tock 

price r~f l ect the a ppli cati on of any one a ingle met hod 

by t he pr i ce-sett ing in veEt o r. Ther~ is no monopol y a s 

t o w~1 c h method i a used by investors. Abse nt any hard 

ev1dence as to wh ich method outdoes t~e other, a l l 

rele van t evidenc e should be used and we i ghted equa lly , 

in order to min i mize judqment al erro r, me! su rement 

t rr o r, and conceptual infir rr1 t i es. I subm1t that the 

Commission should rely on the resu l ts of a var 1e ty of 

methods applied to a variety of comparable groups, and 

not, as Hr. Rotl.schild ha s don"?, on one var i ant o: on 

one subse t of a par ticular method . There is no 

guarant e e tha t a single ocr result i s necessar ily the 

ideal pr edictor o f the stock pric e and o f th~ c~st of 

equity reflected i n that pr ice, just as there is no 

guarantee t ha t a singl e CAPH result cons tit utes the 

perfec t expla nation of t hat stock pr ice. 

Why s hould you use More than one appr oach for eat ! mt ti ng 

t he coat of equ ity? 
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A. Mr . Rothschild relies heavily and almoat exclueively on 

2 the fraglle ftcetention growth• ocr model appl i ed t o 

3 Southern Company and to a sample of non-nuclear 

4 electric utilitiea. Th1s is ft very dangerous 

S procedure. Aa I atated in ~y original testimony, no 

6 one individual method provides an exclusive f ool proof 

7 fo r mula fo1 determining a fair return, but each method 

8 prov1des useful evidence so as to fac ili tate the 

9 exercise of an i nformed judgment. Rel i ance on any 

10 s1ngl e method or preset f o rmu l a is inappropriate vhen 

11 cea1ing wi th investor expect ations. Moreover, the 

12 advantage of using several d!fferent a pproaches i s that 

1 3 the results of each one can be used to c hec k the othe ~s . 

14 

; s Q. Do you have aome reaervationa concerning the 

16 applicability of the atandard D~r aodel to util i ty 

17 s tocks at thia t1ae7 

18 A. Yes . Notwithstan~ing my fundamental thesis that 

19 several methods and/o r var i an ts of such methods shou ld 

20 be used in measuring equity coats, Mr. Rothech i ld has 

21 selected a meth odology wh ic h is part icul ar ly frag il e a t 

22 th i s time. Moreover, the particular variant of that 

23 methcdology chosen by Mr. Rothachild is even mor e 

24 fragile, as 1 will ~iacusa later. Caution ~ust be 

2S exercised whe n i•plemenLi ng the standard ocr mod~l in a 

)205 
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1 mechan1stic fash ion, for it may fail to recogni ze 

2 changes in relat ive market valuations. Th e tradit1 on ~ l 

3 DCP model is not equ i pped to deal w1th s urges in 

4 market-to-book and pr ice-e~rnings ratios . The stbndar d 

S i nfinite growth DCF mode l a ssumes constancy in such 

6 ratios. 

7 As I stated in my original teatimony, cont rao y ~o 

8 ~he standard DCF assumpt ion o f a constan t pr ice/ 

9 earnings rati o , ~toe~ pr 1ce may not necessarily be 

10 e xpected to grow at the s ame rate as e~rnings and 

11 di vidends by investors. In other words, the cons~Jncy 

12 o f the price/earnings ratio requ 1red in the st a ndar d 

13 DCP model may not be a perfec t ly ac cu rate ass umpti on i n 

! 4 a ocr ana l ys i s. To the extent that inc reases in 

~ S r e lat1ve market valuation are an t1cipated by Investo rs, 

1~ e spec ially investors with short-term in vestment 

17 ho rizons, the stand a rd DCf m~del unde rstate s the cost 

18 of equity. Of course, the converse is also true. 

19 Several fundame nt a l and structural changes are 

20 transforming the utility industry from the times when 

21 the st a ndard DCF model and its assumptions were 

22 developed by Pro:essor Gordon. Increased competition 

23 tr i ggered by national policy, a ccounting rule changes, 

24 represcription of capital recovery rates, changes in 

2$ customer attitudes r egarding ut i l it y services, the 

3206 
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evolution of alternative energy sources, deregulati on , 

anc mergers-acqu i s i ttons have a ll i nfluenced stock 

pr 1ces in ways vastly different from the early 

ass umptions of the DCP mode l . These changes suggest 

that some of the raw assumpti ons underlying the 

st a ndard ocr model, particularly that of constant 

growth, are of questionable pertinence at th 1s point in 

time , and that the DCP mo1el should be at least 

complemented by alt ernate methodol og i es t o e st tmate t he 

cos t of common equity. 

Please summarize your specific critici1m1 of 

Hr. Rothschild's testimony. 

The specific criticisms which I d tscuss include: 

1. The quarterly timing of dividend payme nts. 

Hr. Rothschild's applicat i on of the DCP mode l 

ignores the time value of quarterly divide nd 

payme nt s , and thus understates the expected ret urn 

on eq ui ty. Hls comments on the Quarterly ocr 

model's lack o f validity are erroneous. 

2 . The expected growth rate for utilities in the ocr 

model. The evidence is t hat invest ors expect 

substantially higher growth rates for electric 

ut ili tiEs than H1. Rothschild ha6 found. Moreover, 

there are serious logical inconsistencies in his 
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t he e xe rcise of an 1nf o rmed )udgment. Re! 1ance c :1 

any single method o r pre s e t f ormul a 1 0 lnappro ? r t at ~ 

3 whe n deal t ng with Invest o r expertatl ons . "'o r e o v ~r . 

4 the ad ~ antage of using se vera l dt ffer ent app r oach~ R 

5 is tha t the result s o f e ach one c an he us e d t o c hP C ~ 

6 t he o t 'lers. 

7 As a genera l proposit t .:ln , 1t 1s dan~er ou s t r 

8 re ly on on l y one genen c met ~odo log y t o estlr ot <> 

9 equity costs. The difft c ulty Is compounde~ when on 1 ~ 

10 one va r iance of that methodo logy :s employ .. n. : r • ~ 

1 l compou nded e ven fur the r when that one methcdol ogy •s 

1 2 appl ied t o a single company. Hence, se vEc- r a1 

1) metho~ ol ogie s should be emp loyed t o e s t1mate tte cQst 

14 of c a pital, and such met hodologtes s houl d be app ~ . e r. 

15 to severa l compar ab l e g roups o f compan1es . 

16 

17 Q. What is your rec ommendat ion on Gul f' s ret urn on 

18 common equity? 

l q A. Based on my judgment anc the ~esu 1 :s o f my v~ r 1 0 uF 

20 s t udi e s , it 1s n.y optnl on that o'l r.'lt e of re t Jrn .~. 

21 common equtty o f 13 .50 pe r c e nt 15 r ea so no'lb : P ~ ~·:s 

22 t i me. Th iS return wi 11 3l low the company t n at • r~-r 

23 c ~p t tal on .~a s o na bl e rer ms a nn to mdln ta: n : · ~ 

24 financi a l i nt egrtty . 

25 
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the role of mark e t-to-book ratios in r~gulatton 

are flawed and assume irrati~nal behavior on the 

part of investors. 

The Relative Risks of Customer Cl asses. 

Mr. Rothschild argues that industrial c ust omer 

sales are more risky the n res idential s ales, 

because revenue variability is greater, and that, 

therefore, a higher cost of equity capita l ra t e 

s houl d be assig ned to the indust rta l class. The 

idea that differences in revenue variability caus e 

d1fferences in capit a l costs misses the cructal 

connection between revenu e variabil i ty and 

earnings variability and its critical role in 

determining investor r ! sk. 

My comments will show that proper use of hl s 

own Comparable Earnings data, recognition of 

rea listic growth rates in h i s ocr methodology, an~ 

addttion of an appropriate a llowa nce for flotation 

costs and quarterly timing of div i dend payments 

will produce a cost of equity recommendation whtch 

is substantially higher than his recommended ll.7S 

percent. I also respond to several of 

Mr. Rothschild's comments on my testimony, and 

show that they dre unfounded. 
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Please diseuse the quar t erly tiaing adjuetaente to the 

ocr 11odel. 

I d i sagree with ~r. Rothschild's dividend yield 

calculat ion in his ocr analys is because he 'gnores the 

GUarterly nat ur e of d ividend payments. 

The tradit ional OCF model whi ch Hr. Roth s c h1l d 

employs a ssumes that the dividends received by 

investo rs are rec e ived annually, while in ! act, most 

utilities pay dividends on a q uarterly basis . 

Invest ors receive the i r cash flow (dividends) on a 

quarterly basis, and not on an annua l bas1s. 

It is a rud imentar y te net of finance that when 

determining investo r return requi rements, the c ost o f 

equi ty is the d iscount rate wh i c h eq uate! the present 

va lue o f futu re c ash rece i p ts , here a stream of 

quarterly div i dends, to the observed market pr ice whi ch 

ref lects the quarterly nature or dividend pay11ent s. 

Clear l y, g i ven that divi ~ends are paid quarterly ~nd 

g iven the obse rved stock p r i c e , the market req u1 red 

return must recognize quart e rly compoundi ng, because 

the i nvestor recei v~ • d i v i dend c hecks and re1nves ts the 

proceeds on a quarterly schedule, and not ann ua l ly as 
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2 S i nce in~est o rs are aware of the q uarter l y t1 m1ng 

3 of divide nd payment s , th 1s know l edge ia ref l ected in 

4 stock prices . Since the stock price a lready fully 

5 reflects the quarterl y paymen t of d i videndi, 1t is 

6 essenti a l that the DCF model uaed to est i~ate eq ui ty 

7 costs also re f lect the actual timing of quarterly 

8 dlvidends. ~s I oemonstrated i n Exh i bit (RAM- )) o f 

9 my original test i mo ny , the use o f th~ a nnu a l vers ion o f 

10 the DCF model understates the cost ot equity b~ 

: 1 approximately 30- 4 0 b asis po in ts, depend ing on the 

12 magnitude of the d i v i dend yie l~ component. By a na:cgy, 

13 a bank rate on depos i t s which does not take in t o 

14 cons1derat ion the tim1ng o f the interest pa yments 

15 unde rs tates the t rue y1e l d 1! you rec eive the 1nteresc 

16 payments mor~ t har. once a year. The actual y i e ld will 

17 exceed the stated nomina ! rate. 

l 8 I t is precisely because the stock pr i ce ref l ec ts 

19 the quarterly timing o f dividend payment• that the 

20 quarterly adjustment must be made to the standard OC r 

21 model, wh ich assumes annua l d i vi de nd payments . I t : s 

22 inconsislent to use a stoc k pr ice wh ich reflects 

23 quarter l y div i dends in a ~ode l wh i ch assumes a nnu a l 

24 d1videnJ payment s . As both a pract ical and the o r eti ca l 

25 mat te r , i n t he same wa y tha t bond yield c a lculati ons 
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are routinel y adjusted for the receipts of sem1-annual 

2 interest ~ayments, stock y1 eld c a lcul ations must be 

3 adjusted for the receipt of cash fl ows on a quarterly 

4 basi s , a nd not annually a Y Mr . Rothschi ~ j has done . 

5 

6 Q. Please co~ment on the validity of Mr. Rothschild'• 

7 objection~ to your quarterly ocr model. 

8 ~. Mr. Rothsch il d does not prese nt a ny val id arg uments for 

9 rejecting the quarterly DCF model. Instead, he f ocu se s 

10 on two allegedly fa lse contentionE in my orig inal 

ll testimony. To the extent that these cont e ntions are in 

12 fact correct, I can only surmise thll t "r. Rothsc h· "~ 

1 3 wou ld ot herw ise endorse the quart e rly DCP model. 

l ~ Hy first false contention, accord i ng to 

15 Mr . Rothschlld, was that a stock that pays fou r 

16 quar t erly dividends of ~ne d~llar wou l d comman~ a 

17 hlqher ret urn than a stock tha t pays a four dollar 

18 dividend a year hence. His conc lusion is so obv 1ously 

19 transparent that it hardly warra nt s address ing. One 

20 only has to th i nk of what would happen t o stcck pr 1ces 

21 1f u.s. corporations w~ r e to a nnounce that div i dend s 

22 are paid on~y once a year from now on instead of 

23 quarterly. Clearly, stock prices would fall beca use ot 

24 the lost time value of m~ney to investors of receiving 

25 money so~ne r. Mr . Rothschild a rgues that the company 
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paying the $4 one~ a year i ns t ead o f $ 1 e very q uart~r 

2 would have the use of the funds for a longer penod and 

3 wo uld thus benef it fr om h1gher ear ni ngs, exper:ence 

4 hi gher growth , and presumably would b~ mor~ va l uable. 

5 The logical extension of Mr . Rothacnild'a argument IS 

6 that companies should never pay divid~nds s o as to 

7 maxim i ze earnings and growth: Th1s is absurd, a nd 

8 contrary to log1 r and to the fundamental s i gna li ng a nd 

9 value-enhancement a spects of d :vi dends. The a c 1d te s t 

10 fo r the relevance of dividends 16 the impact on stock 

1 1 pr1ce and shareho lde r va l ue, not on ear~1 ngs. 

12 Second, Mr. Rothschi l d arg ues that my cont e nt ion 

1 3 that the stock price IS higher for th~ company pay:~q 

1 ~ quarterly di vidend s 1s flawed and that the very 

l 5 oppos1te is the cas~. In other wo rd s , accord1ng to 

16 Mr. Rothschild, a compa ny paying a dividend o! $4 on c e 

17 a year wou ld command a higher pr 1ce tha n a compa ny 

18 paying $1 per quarter for f ou r quarters. This 1s a 

19 ba ffling stater.:ent, cont rar y to intu1tion, common 

20 s ense, and financial theory. This is analogous t o 

21 say1n g that inv~stors would ra ther have the ir sav ings 

22 accou nt pat i ntere st annuall y inatead o f quarter ly. 

23 Hr. Rothschi ld argues instead that the average stock 

24 price of a company paying a n a nnual d i vidend i s higher 

25 t ha n t he averag~ stock pri c e o! a company payi~g the 

_j 
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same d1vidend 1n ~ou r quarterly install~ents because o f 

the "ex-d1v1den~" behavior ot stoc k pr1cea. Th 1s 

argument. i s t ot a lly wi thout merit, for it ignores that 

t he stock price of the company paying he annual 

di vi dend would start out at a lower level than the 

stock price of t he same company paying the same 

d ivi dend in tour quarterly inatall~entl by an amoun t 

equal to the lost time value ot money to investor s. 

More o ver, a company's c apita l at tr a ct1on a b1l 1ty 

i s d imin i shed unless i ts i nvestors are allowed the 

qua rterly DCF return. Th1s is a 1mply beca use 1nvest o r s 

are a bl e to earn a larger ret u rn fr om compet ing 

comparable risk investments, and unl ess the c ompa ny c a n 

ear n at the same market-based rate o f retur n a s its 

1nvesto rs can ear n external ly , the c ompany's 

cap l tal-ra i s i n~ ab ility 1s e nda ngered. 

Can you illustrate vhy the quarterly DCF aodel ia 

requ i red? 

Yes, I show below that the 1nvesto r will not real i ze 

the requ i red rate of return, unless the quarterly 

retur n is a llowed. 

Schedule 1 shows the numeri c al illustration. 

page 1 sl.ows the .usumptiona o f the e xa 11p l e . Page 2 

of 3 shows what happens to t he investor i f the qua rterly 
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OCf r~turn 1s a llow~d, ar.d pag~ 3 ahows wha t h app~ rs to 

2 t nve~tors i f the annual DCF ret u r n is allow~~. 

3 Page 2 shows that the util ity should b~ a l lowed to 

4 ear n the qua rterly rate o f 14.04 percent on it s ~q u! ty 

S rate baee if the company ia to provide ahareholders 

6 wi th their 14 .04 percent req uired rate of r~tur n. The 

7 exampl e ahowa tha t the shareholders would rece l ve the i r 

6 expected dividends of $0.70 per quarter and that the 

9 quan tity of earn i ngs over the year is $4 . 19 but that 

10 the allowed retur n must be the qua r terly ocr r ~tu r n of 

! 1 ! 4 . 04 percent, or 1 . 10 percent per month. In the 

12 example, the 14.04 percent mark~t return is conver ted 

:3 to an equival~nt monthly rate of return o! 1.10 

l' percent. The requ i red ea r nings are obtained by 

;~ multipl ying the equivalent mon th ly requ i red equity 

16 retu rn by the beginning of the month equity book v alu~ 

17 fo r the year. This produces earn ings of $4.19 . The 

18 tnves tor receives divid~nds of $2.80 for the year, t ha t 

19 1s, a d i vidend yi~ld of 9.08 percent, and a c ap ita l 

20 appreciation !rom $30.85 to $32 . 24, that is, expect ed 

21 4.50 percent growtn rate. In other words, the 

22 

23 

24 

2~ 

1nvestor 's 14.04 percent req ui red retur n is !u lti:1ed. 

Th~ annu'l ocr rate of 14 . 04 percent, ~ kt m , a nn , 

15 routinely converted to an equi ~alent monthly ra te 

Kmkt, 12 by t he cor rect formula: 
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ana l ys t s ' g rowt h f ~ r eca sts a s pro xy fo r g rowth . 

DC F IMP LEM ENTATIUN 

Q. How did you app ly the DCP methodol ogy? 

A. The measu rement of Ke c a n be b r o ke n down tnt o t wo 

c ompor.ent s : meas u r eme nt of tne e xpe c ted d1v:~end 

yield , o
1
/P0 , and the mea s uremen t o f g r o~t~ . q . 

DIVIDEND YIELD COMPONENT 

Two iss ues ar e in vol ved 1n t he ~ e te rm !n•t:on 0 ; 

t he d iv i dend y i e l d: t he approp r 1a t ~ stoc k p r tce , 

P
0

, and the appropr i ate di VI dend to emp loy , o 1 . 

Co nc ep t ual l y, the s t oc k p r 1ce t o emp loy . s t h~ 

current pr ice of the sec uri ty at the t i me of 

e st i mat1 ~g the cos t o f equt t y. The c u r r ent stoc • 

p r 1ce s p r o v iae a be t t e r 1nd:c~ t 1o n of e x p~ c t ed : J ' ~~~ 

p r ice s t han a ny o t he r pr tce 1n ~n e ff 1c1 ent ma r kP• 

An e fft ci en t mar ke t l rnp laes r hat p r lCPS ao:~ s t 

i nst a ntaneou s ly t o the arr 1val o f :1e w 1nfo r n'l ~ : ·r1. 

The r e f o re, cu rr en t o r i c e s r e fl ec t the fundame ntal 

economi C val ue o f d securaty . A consl~P ra~:P ro~; - • 

emp i r ical ev idence inrl:c: ,:nes that u . s . cap ~t'l l 

ma rk et s are r emark~b!y ef! 1c1 ent wat~ respect to 1 
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earnings per share, dividends per share, and book value 

2 per share, 121 a nalysts' growth forecasts, and 

3 ()) sustainaole growth method, where the growth rate IS 

4 based on th~ equation q • b(ROE), whe r ~ b is the 

5 pe rcentag~ of earnings r~tained and RO£ i s the expected 

6 earned rate of return on book equity . In his ocr 

7 analysis of The Southern Company and Moody's 24 

8 Elec tric&, Mr. Rothschild estima ~ es the growth 

9 component us1ng only the l ast met hod. He rejects the 

10 c us tomary alternatives of relying on analysts' growth 

11 f o recasts and on h1storical growth rate in earn1 ngs , 

12 d1v1dends, and book value . 

13 By rely1ng sole ! y on a singl e growth-est1mat 1ng 

14 techn1que in the ocr model as Mr. Rothschild has done, 

15 the Comm1ssion would set a very dange r ous precede n: ~or 

16 future ratemaking procedures. A single t~chn ique to 

17 est1mate Investor growth expec tations is likely t o 

18 cont a in a high degree ot mea~urement error a nd may be 

19 disto rted by short-t~rm aberrations . The Comm i ss ion 's 

20 hands should not be bo und to ~ne single estimate of 

21 growth in the OCF determ ination of equ1ty costs. The 

22 advantage of using sev~r4l d1ffe r ent approaches in 

23 estimating growth is that the results of each one car 

24 be used to check the others. 

25 



2 

3 o. 
4 

5 A. 

6 

7 

8 

9 

l 0 

1 l 

1 2 

1 3 

l < 

1 s 

16 

l 7 

18 

1 9 

20 

:1 

22 

23 

24 

25 

Docket No. 8913• 5-EI 
Witneaa : Roger A. Mo r in 

J2Hl 
Page 2 0 

SUSTAINABLE GROWTH RATE 

oo you have any objections to the aua t ainable growth 

estiaatea uaed by " r . Rothachild7 

Si nce Mr . Rothschild' a entire teati~ony and his 11.75 

percent coat of equity recommendat ion hinge on the 

sustainable growth cornerstone, it is iaporta nt to 

poi nt out the dange r s and f l aws of this cornerstone 

method. To apply the retent ion ratio gro~th in his DCF 

analysis , Hr . Rothschild multiplies the utllit)• 's 

re tent1on rat i o by the ret urn on eq u1ty. The l atter 1s 

proxied by the a ctual 1988 a nd 1989 earned ROE and ~Y 

Value L1ne's f orecast of ROE. To compute the f o rm~r, 

1 n a at range turnabout, ra the r than simply take the 

actual re tention rati ~ a nd the re tention ratlO fo r ecast 

by Value Line as he d i d for t he ROE, Mr . Rothsch 1 ~ d 

computes the r etention ratio indirectly, a s one m1 nu s 

t he book d i vi dend y i eld divided by the RO£, tha ~ 1 S, 

(1 - 0/ rB l. I n other wo rds , the two components of 

growth , ROE and retent ion rat io, are determined 

simultaneously and are f unctionally interdependent . 

Thus , any error in one component is inherently 

compounded when applied to the other component. 

Hr . Rothschild correctly recogn1 zes and adds to 

his sustainable growth estimate a ny growt~ stem~ i ng 
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from external f i nanc 1ng . The q rowt h re oult s are shown 

2 on line S 1n his Schedules 2 and 3 f o r The Sou thern 

3 Company and Moody's Non-Nuclear electri cs, respective ly . 

4 The average growth rate range for The Sou thern Company 

S 1s 2.77 percent- 3.77 percent and 3.68 percent- 3.8 < 

6 percent for the non-nuclear electr ics. 

7 There a re two fundamental problems with 

8 Mr . Rot hsch il d's sustainable growth methodol ogy: 

9 Ill Mr . Rothsc hil d's susta 1nable growth me~ hod 

10 contains a fatal logical flaw: the method requi(es a n 

1 1 est i mate of RO£ to be 1mplemen t ed. In othe r words, h1s 

12 method requires him t o a ssum~ the ROE a nswer to start 

1 3 with. But if the ROE in;>ut requir ed by the model 

14 ~i ffers from the recommended return on equity, a 

15 fundamental contrad1 c t1on in logic fol lows. 

16 Mr. Rothschild's recomme nded 11.75 percent return on 

17 equity is far removed !rom the ROE's he uses 1n the 

18 susta i nable growth method, both histor i cal ly and 

19 prospectively . On his Schedules 2 and 3, he uses an 

20 expected return of 13 . 00 percent for The Southern 

21 Company, and 13.9 per cent t or the non-r.uclear 

2 2 electri cs , which are all a bove Mr. Ro thschild's 

23 recommended ll . 7S percent range. The vast majority of 

24 the h i storical and Value Line prospecti ve ROE's f or 

25 eac h comp~ny repo tted on Schedules 2 and 3 and us~d 1n 
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Mr. Rothschild's sustainable growth comp ut ation ex ceeds 

2 his re commended 11.75 perce nt a nd a ve rage : 3.5 per c e nt. 

3 He is assum i ng, in effect, thllt the companies vill 

4 earn at a return rate e xc eeding his recommended equ1ty 

S range f o rever, but he is recommend i ng that a different 

6 rate be granted by the Commission. Wh i le this scenar1 o 

7 may be imaginable for an unregulated c ompany with 

8 substanti a l market p Lwer, i t i s i mp l ausible f o r a 

9 regulated company whose rates are set s o th a t they w1ll 

10 ear n a retur n equal t o their cost of capital. I cons1de~ 

11 this log 1ca l !law extreme l y damaging a .ld SLJfflClent t o 

12 re ject Mr. Rothschi ld ' s results produced by the met hod , 

13 a ~d hence the crux of h is testimony . In e s sence, 

l 4 Mr. Rot hschild is usinq an ROE that d i ffers from his 

15 f 1na l recomme nded c os t of eq ui ty, a nd i s req uesting the 

16 Comm1 s S10n to adopt two d1ffe r ent ret ~ r ns. 

1 7 To quot e from Mr. Rothschild's page 39 , l 1nes 

18 15-18: 

19 At thia time, the ma jo rity of investo rs s hould be 

expecting that a typ ica l group of non - nuclear 

2 0 electric utility should be a ble to sus t ain any 

a ve rage earned ret urn on equity ot no mo r e tha n 

21 13 . 9 percent on equ1ty in the future. 

22 The on Jy logical conclusion t o be drawn fr om that 

23 st ateme nt is that Gulf Power '• cost o f equity is 13.9 

24 percent, since rates must be set to ear n 13.9 per c ent . 

25 I an extremely perplexed a s to why Hr. Rothscn1 ld 
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assumes that non- nuc lear ~lectri c• are expected t o e a r n 

13 . 9 percent f o rever , but yet he re commends 11. 75 

percent. The only way that electr i c utiliti es can ear n 

13 . 9 percent 1• that ra tes be set so th&t they will in 

fact ear n 13.9 percent. So, how c an the cos t o f eqJi t y 

be any different from 13.9 percent ? 

(2) The empi rical f inanc e lit~rature demc nst ra tes 

tha t the s us tainable growth method i s a poo r 

explanatory variable o f value, a nd is no t si gnif1ca ntl ; 

correl ated to measures o f va lue, auch a s stock pr ice 

and pri c e /earn ings ra t1os . Mr . ~ othsc hild's ch r o n1 c 

rejection of the use of both historica l growt h rate s i n 

several parts of h i s testimony ! page 15, l1 ne s 2 0 -2 3 ; 

page 16, l ines 9-11: page 21, lines 16-23: page t>6, 

l i nes 15-161 and ana l yst s' growth fo recas ts lpage 2 t, 

l i nes 1-9) 1n the DCF model is l n flagr a nt 

con trad1ct 1on t o the s c hol arl y re sear c h a nd acade mic 

l i te rat ure on t he subject. 

HI STORI CAL GROWTH 

Can you com~ent on Mr . Rothschild'• historic growt h 

rates? 

On pag e 22, li nes 5-9 o f his test l mony, Mr. Rothschil d 

dism i sses the use of hist o rical growth rat es i n 
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d1vidends earnings, a nd book va l ue as pro x1es for 

2 i nvestor expectation• on the 9eneral grou nds tha t they 

J are not aubt a inable. This is a 1ratuitous statement, 

4 not substant iated by Me. Roth•childz he has not 

5 performed or a lluded to a ny empirical at ud 1es that 

6 support such a claim . Surely, investor 9ro~o~~h 

expectat io ns ace influenced to some extent by 

8 historical growth cates in formulatinq the i r f ut u re 

9 growt h expectations. It is not perfec tly c l ear a s t o 

10 why Hr . Rothschild igno r ed th is relevant data. 

11 Iron1cally, h1s own estimates of e~pected ROE when he 

1 2 impl e ments the sust a inable growth methoc ar e part i al ly 

13 driven by hi st o r ical ROE's. 

14 On page 22 an:! e lsewhere, he cautions the us e o f 

1~ h 1s tor i ca l gr owth rates on the gr ound s that ear ne d 

16 ROE's and d1vidend payout rat ios wer e not const a nt and 

17 that dividend growth cat~s c annot exceed earn1 ng s 

ld growt h rates forever . I share s i mi lar con c er n~ . 

1 9 espec i al ly when dealing with the data of a s i ng l e 

20 company. Yet, Mr. Rothschild himselt f orecasts an 

21 earned ROE d1fferent (Schedule 2, pa9e 1 ) from the 

22 sa~ple compan i es' and The Southern Company's c urre nt 

23 ROE (page 42, lines 3- 9) . His use o f the b x ROE 

24 proced ure to i mplement a single gr vwth rate ocr model 

2S i s i nternally incons i stent. Whe never the ROE or the 
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retent ion rat io is expected to chang~ aa he has 

inherently assum~d, the I ntermedi a te-term gro~th rate 

in div i d~nds would not, in genera l , ~qual the long-term 

growth rate. Int vitively, this follows !rom the :act 

that dividend/~arninqa growth muat adjust t o the 

changing RO£ . Giv~n Hr. Rothschild's assumptions 

regard ing changing ROE's and thus chang \ng growth 

rates, the inevitable conclusion is that a more 

compl~te two-growth rate DCF mod~l is r~quir~d, and 

that a single growth rate DCP mode l is defic 1ent. 

It Is ironic that Mr . Rothsch i ld cr1t i c1zes my 

historica l growth DCF model ! o r c hanging ROE's a n~ 

payout rat io, and that his own forward-l ook i ng 

s ustainabl e growth DCF model des i gn~d to circumvent 

these problems lS 1tse l ! m i ssp~c1f1ed for the sa me 

reasons. 

Do inveatora rely on historical data? 

On pag~ 15 of his testimony, Mr. Rothschild makes the 

astounding statem~nt that " sophisticat~d investors do 

not compute historic f i ve or t~n year growt h r ates ar.c 

use that r~sult to determine what growt h "ates are 

j:-roba ~ le ... " (page 15, lines 21-23). This statement 1s 

startling , counterintuitive and er.oneous. 

Historical indicators are wi dely used by a na ly s~ s , 
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1 investo rs, and expert witnesses. Cohen, Zinbarg, and 

2 Ze i kel (Investment Analyais and Portfolio Management , 

3 ~th edition, Irwin, 1987, Part 4 Secu r ity Anal ysis, 

~ pp. 537-5 38 ) wh1ch is a recommended textbook tor CPA 

~ (Chartered Financ ial Analy st) certification and 

6 examinat ion, suggest the calculati on of hist~rica l 

7 growth ratea as a first atep in seccrity analys ~ a. 

8 Techniq ues ~f hi s torical growth analy s is toe individua l 

9 companies are descr ibed in Chapter 12. Profess i ona l 

lv certified tinancial analysts are ce rta inly well verse~ 

11 in the use of historical growth inJicat o rs. 

12 A simple inventory of cost of cap i tal test1mon!eR 

13 over a reasonable t ime per iod in a g ive n ju risd i ct ior. 

1 ~ will reveal that vCf is wi dely used by a ca~em1c a n~ 

l~ staff witnesses and that historical i ndicators are in 

16 wi de usage in such testi~onies. Such a s urvey appeared 

17 in Appendix C • s ummary o f Rate of Ret urn "et hods 1n 

18 1estimony and Declslons• in Methods Used to Estimate 

19 the Coat of Equity Capital in Publ !c Utility Rates 

20 Caf~a: A Guide to Theory and Pra cti~e, Charles River 

21 Associ at-e Inc., CRA Report No. 607, prep4red for t he 

22 Cal iforn ia Public Utilities Commission. The use of 

23 historical indicators was clearly indicated in this 

24 survey. 

25 Historical 1nd1catora are used extens i vely in 
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s c holarly research. There ex iats a vast lite rat c re 1n 

emp1r1cal finance de s1 gned to evaluate the use o f 

historica l in format ior. a s surrogates tor eApect ed 

quantit i es. Th i s literature is complied in a umma ry 

f o rm in Annotated Bi bliography of Earnings Expectat10n! 

Research , Lynch, Jones ' Ryan, 1988. 

ANAl.YS'i'S' GROWTH FORE CASTS 

Can you comment on Mr. Rothachild ' a growth fo recasts ? 

Yes. Mr . Rothschild's l a bo r i ous a nd convol uted 

procedure for computing sustainable (b x ROE) gr o~th 

rates requires severa l subjective input f o re c asts: 

expec t ed ROE , market - to-book rat io, d i v i dend y i e l d on 

book, and new f ina nc1ng g r owt h. It would appea r fa r 

mo re e conom1ca1 and expediti ous t o ~~e ava il ab le growt h 

foreca st s d1rect l y 1ns tead of re lying on f ou r 

1nd1vi dua l f or ecasts of the deter~i n a nts of such 

gr owth. It only seems logical that the me asurement a nd 

f orecasting er : ora inher~nt in us ing four d1ffe r ent 

var i a bl es to predict growth tar exceed tht f orecasting 

error 1nherent i n a direc t f o r ecaa t of g r owth i tself . 

It is alao i r onic that Mr . Rothschi ld employs 

analy bt& ' growth forecasts from Zacks, wh ich he ear lier 

dismissed a s inadequate , in o rder to deriv~ h i s e xpect ed 
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1 ROE est imat e in the austainabl• growth method, wh1ch 

2 1tse lf prov ides a m•asure of expected growth. Thts 

3 procedure is hopelessly circul ar; ~e uses " inadequate" 

4 analysts' growth forecast• to obtain expected ROE to 1n 

5 turn obtain growth. Why not aimply use the growth 

6 for•cast? 

7 Hr. Rothschild conveniently r•jccts Val ue Line's 

8 growth fo :ecast in earnings / d ivi dends, yet f 1nds that 

9 Va lue Line ' s growth f o re ca st o( ROE !s adequate. H1s 

10 rea soning is that Value Line 's growth foreca s ts are not 

l! t he average constant growth rates which are requ t red 1r 

12 the s impl e ocr model. Th i s is cu r ious reason in ~, for 

13 the same argument applies to Value Line's ROE f o r ecast: 

14 the latter is a forecast f o r t he specific per i od 

15 1992-1994, a nd not neces~ar1ly the f o recast req uired :r 

16 the DCP model. 

17 Sustainable growth rates a ce poo r surrogates for 

18 the consensu u growth expectations o f I nvestors. The 

19 empirical f i nance literature demonstrates t hat the 

20 sus ta i nable growth method o f deter~ining growth is a 

21 poo r explanatory variable of market val ue, a nd IS not 

22 significantly cor re lated to measure• o f value, such as 

23 stock pr ice and price/earnings r atios. Averages of 

24 analysts' g r owth f o re ~ asts are more reliable estimates 

25 of the investors' conse ~sus expectation A. Studi es 1n 
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the ~cademic literature also demonstrate that t he 

2 consensus growth for~cast made by security ana lysts is 

3 a reaso~able ind1cato r ~f 1nvestor expectations, a nd 

4 that investors rely on suc h a nalysts' forecasts. The 

S consensus long-term growth f o recast of an6 ly at a 

6 provides a good proxy f or investors' growth 

7 expectat iont when applying the DCf model. 

8 Mr. Rothsch il d has chosen not to rely on a nalyst gro•th 

9 fore casts in s p1te of the super1o:1ty o f such fore cast s 

10 in representing investo r growth expectations. 

l 1 Both empirical research and common sense ind icate 

12 that investors rely heavily on a nalysts ' grcwth rate 

13 forecasts. It stands to reason that a na lysts produ=e 

14 better forecasts than could be obtained using only 

15 historical data, because ana lysts have ava 1l ab l e not 

16 only pas t data but also a knowledge of such cruc i a l 

17 factors as cu rrent economic trends, rate case 

18 decisions, constructi o~ programs, new products, cost 

19 data, impend1n9 tax law changes, and so on. The 

20 va r i at ion• in hlstorical ROE's and payout ratios which 

21 conce r n~d Mr. Rothsch1ld a nd caused him to question the 

22 elevan~ e of historical growth rates i n the OCr model 

23 are known to investors, and are ref lected in their 

24 growth forecasts. 

2S Although histor ica l in f o rmation provides a pr1~ary 
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foundation of expectations , investors us~ addit 1ona l 

in f orma tion to suppl~ment pas t growt h rat~s i n a rri v i ng 

a t their f ore cast s . Not on l y do a na lysts ~x t rapo1 at ~ 

past his tory , but they a lso consider hiatoriLal trends 

and anticipated eco nom i c events before arr i ving at a 

growth fore cast. 

In view of the above, my Schedule 2 s hows va.ue 

Li ne 's historica l and projected growth rat~a for 

divide nd s and earni ngs f o r t he elect ri c ut 1l i ty 

companies used by Mr . Rot hschild i n his DCP analys1s. 

The l as t column shows the conse nsu s mean l ong -te rm 

growth forecast obtaine~ fr om IBES. Fo r the 

non - nuclear e l e c trics used in Mr. Rothschild's 

a nalysi s, the a ve rage g rowth ra tes ra ng e from 3. 5 

percent t o 5.5 percent with an average close t o 4.5 

pe rcent. These g rowt h substa nti ally exceed Mr. 

Rothsch i ld 's average sustai nabl e growth estima t~& for 

non-nucl ear elect rics by approx imately 75 basis po1 nts. 

Can you auemarize your co .. enta on Mr . Rothachild 'a ocr 

grovth rat a? 

In summary, Hr . Rothsch i ld ha s d i areqarde~ both 

hi sto rical growth rates and analysts' growth fo recas ts, 

two of the most wi dely used a nd empir ically validated 

sou r ces of growth rates. He has i qno r ~d the emp i r i ca l 
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f1nd1ngs of the fi~ance literature, pointi ng to the 

superiority of such f oreca sts. Hi s susta i na ble growth 

rat e methodology conta ins se r ious theoretical, 

conceptual, empir i cal, an~ methodological flaws, an d 

should be disregarded by the Commi ssion . 

My own re commendation to the Comm ission wi t h 

regards to DCF growtl. rates i a thtt equal ~eight shou ld 

be accorded t o DCF results based on h1story and those 

based on analysts' f o re casts, and that ve( y l i tt l e 

we ight should be accorded to sust a inab le growt h 

results, in view of the empirical e vi dence and the 

concept ua l just i fication discusse d above. Eac h proxy 

for expected growth br i ng s in f o rmat ion t o the judgm~ ~ t 

process from a d1ffer e nt light. Ne i ther prox y i s 

without blemi sh, each has adva nt ages and sho r t c omi ngs . 

Historical growth ra tes are a va il a bl e a nd eas ily 

ver ifiable but may no l onger be appl ica ble 1! 

structural shifts have occu rred . Ana lysts' g rowt h 

f orecasts may ve mor~ re l evant sinc e they encompass 

both his : ory a nd current changes, but are nevert he l es s 

impe rfect prox ies. 

FLOTATION COST 

Ple•~e com•ent on Hr. Rothschild's fl ot ation coat 

_ __j 
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adjuataent . 

2 A. Both Mr. Rothsch i ld a nd I agree on the need to adjust 

3 the cost of equity t o r flotation cost . But ~e disag - 0 

4 on the s i ze of the a llowance 11nd on the mode o f 

5 applica tion ot the adjostment. With respec t t o s ize, 

6 he use s J . S percent c ompared to my 5 per cent. I have 

7 already enumerated and descr ibed t he res ul ts o f se vera l 

8 e mpi r i ca l st ud i es on the magnitude o f f lotation cost 

9 f o r ut il i ty stock o fferi n9s 1n my ori ginol test imony . 

10 These studies ind tcate cl early tha t 5 per cent i s a 

11 reasona~le a nd conse rvattve nu mber . W1t h respect t o 

12 impl ement at ion, Mr . Rothschild argues that it ~~on ly 

13 necessary t o apply the ad j ustment t o the exter na l 

14 com~on equity component, a nd not to the retained 

15 earnings port ion . He , theref o re, comput e s a wetghted 

16 average f lot ation coat , w1th a 3. 5 per ce nt c~st a pp l iec 

17 to external equ i t y a nd a 0 perce nt cost a pplied to 

18 re t a ined earni ng s, w1t h t he weights ba s ed on h i storica l 

19 propo rtions o f eqoity ra ised externally and in ternally. 

20 I have t wo disagree me nts with this proced ur e. 

2 1 Fi rat, t he f lot a tion cost a llowa nce must be a ppl i ed to 

22 tot a l equity capi ta l a nd not to t he external eq u i t y 

23 co•ponent. The numeri cal examples in Append ix B of my 

24 original t est imony showed that not only is the 

25 flot at ion adjustment al ways r equired each a nd eve1y 
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year, whether or not new stock issue s are s o ld 1n the 

2 future, but that t he a ll owed retur n on cq u1 ty mus t be 

3 earned on total eq uity, includ i ng reta1ned earn1ngs, 

4 for investor £ to earn the cost of equity. 

5 Hr. Rothschild' a leg i timate concern o f no t 

6 applying a flotation cos t allowance to reta ined 

7 earnings is already implicitly embedde~ and recoqniad 

8 in his for mul a adjustment. The f lo tation c os t 

9 adjustment f o rmu l a used in my test 1mon y ~nd by 

10 Mr. Rothsch1l d deal s with the fa c t that f l o t a t 1on cos t s 

11 are 1nc urred on ly when new stoc k i s sold, a nc not whe n 

12 earn1ngs are retaine~. This i s because t he flotatio n 

13 a~justment is only applied to the divideno y1eld o f the 

14 DCP formula, and not the growth component. Any grow t h 

l S through the re1nvestmt>nt of earnings, tha t 1s, tht> 

16 larger the fraction of earnings reta1ned, the hl gher 

17 the growth rate, the lower the d1vidend y 1e ld 

18 component, an1 the smaller the flotati on co~ t adj ust -

19 ment . Therefore, Hr. Rothschild's blended fl o tation 

20 cost allowance double counts the interna l ! :na n:ing 

21 componen ~ at a zero weig ht, in effect, unde rs ta nd1ng 

2 2 the cost of equity by about 10 ba si s po int s . 

23 

24 
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MARKET-TO-BOOK RATIOS 

2 

3 o. Pleaae com.ent on Mr. Rothachild'a viewa regarding 

4 ~arket-to-book ratioa. 

5 A. Mr. Rothschild argues that aince current mar~et-t o-boo ~ 

6 (M/Bl ratios for electric utilitiea are in exc ess o f 

7 1.00, •this is a clear sign that the ~OQpany i a 

8 expected by investors to b~ able t o ear n more tha n it s 

9 cost o f equity" (page 13, l ine 1 - 2 ) , and that the 

10 regulating authority should lower the a utho rized r ~t u r n 

ll on equity so that "the stock price wi l l d~cline to the 

12 proper level• (page 13, line 7 - 8) . Mr. Rothsc~ l ld 

13 would, therefore, f i nd i t p l a usible that stoc~ pr ices 

14 drop from the current 1.20 times book to the des i r~d 

15 M/B ratio range of 1 . 00 t o 1.05 t i me t bo?k. 

16 There a r e severa l reasons why M/B rat i os are 

1 7 largely irrel evan t a nd w~y I disagree w1th 

18 Hr . Rothschild'• own view of the role of H/ B in 

19 regu lation . 

20 ll Mr. Rothschild's ! nference tha~ M/ B rati os ar e 

21 relevant and that regul at o rs should set an ROE so as t o 

22 prod uce an M/8 o f 1.0 is er r o neoua. The s toc k pr i ce is 

23 set by the market, not by regulator~. The M/8 rat io is 

24 the result of regulation, not ita start i ng point. The 

25 regime of regulati on envisioned by Mr . Rothschild, that 

_j 
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1 is , that the Commission will set a n a l lowed rate ot 

2 retur n so as to produce an M/ 8 of close to 1.0, 

3 presumes tha t investors are congenit a l maaoch1sts; the y 

4 commit capital to a utll i ty ~ ith a n M/B ~n excess of 

5 1.0 , knowing full we ll tha t they will be in f l1cted a 

6 capital loss by regulators. Th i e is not a reali1tic or 

7 accu rate view of regulation. 

8 2) The cond 1tion tha t the M/B wi ll grav it ate 

9 toward 1 . 00 i f regulators set the a llowed re turn equal 

10 to capita 1 cost s will be met only if the actual ret u r n 

11 expected to be ear ned by investocb i s at lea st equal t o 

12 the cost of cap1tal on a cons is tent long-term oas1~. 

13 The cost of c ap i ta l of a company refers t o the exrecttd 

14 long-run earn i ngs level of other f irms with s1mi la r 

15 r isk. If invest o rs expect a util ity to ear n an ROE 

16 equa l to its cost o f equity in each peri od, then i t s 

17 M/B ratio would be approximately 1.00, or a bou t 1 . 05 

18 with the proper all owance t o e flotation cost. 

19 But a company 's ach i eved earnings in a ny given 

~0 year are likely to excee~ or be les s t ha n their 

21 long-run average. Depressed or inflated M/ B ra tios are 

22 to a cons ide rable degree a function of f o rces outside 

23 the cont r ol ot regulato rs, such aa the general state of 

24 the e ~onomy, o r general eco nomic or f1nan ci a l 

25 circumstances wh ich ~ay affe~ t the yi elds on secur i ties 
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of unregula t ed a s w~ ll as regulat~d enterpr ises. r 

2 regard the achievement of a 1.05 M/B rati o as 

3 appropriate, but only in a long -run •~nae. Poe 

4 utilities to e•h i bit a long-run H/8 ratio ot 1.05, it 

5 is clear that during ~conomic upturns and more 

6 favorable capital market conditiona, the M/ 8 ratio mu s t 

7 exceed itt long-run average of 1.05 to cc~penaate for 

8 the periods 1uring which the H/8 ratio ia leas than its 

9 long-run average under leas fa vorable economic and 

10 capital market conditions. 

) 1 Histo rically , the H/8 rat 1o for ut ill ties has 

12 fluctuated above and below 1.05. This ind i cates that 

13 earn i ngs below capital coats and H/B ratios below 1. 05 

14 during leas favorable economic and c ap ita l marke t 

15 conditions must necessDrily be accompanied by earnings 

16 in excess of capital costa and M/8 rat ios above 1.05 

17 dur i ng more favo rab1 ~ economi c a nd capital mark~t 

18 conditions. 

19 It should alao be pointed out that M/ 8 rat1 os ar e 

20 det~rmined by the marketplace, and ut i lities cann0 t be 

21 expected t ~ at tract capital in an environme n ~ where 

22 l nduatri a la are comma ndin9 H/B ratios w• ll in e xcesP o f 

23 1 . 00. Mo r eover, it regulato rs were to currently set 

24 rates so as to produce an M/8 ratio ot 1.05, not onl y 

25 would the long-run target H/B rati o ot 1.05 be 
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v1olated, but more impo rtant ly, the inevitable 

2 consequence wo uld be t o inflict severe capital losses 

3 on shareholders. Investors have not committ ed capita l 

4 to utilities wi t h t~e expectation of incurring capita l 

5 losses from a misguided regu l atory process. 

6 The fundamental goal of reg ulation should be t o 

7 set the expected economic profit tor a public ut ility 

8 equal to the l evel of profits expected to be earned by 

9 f1rms of comparable risk; in sho rt , t o e~~l~te the 

10 competiti ve result. Fo r unregula ted !1rms, the natural 

1: forces of competlt i on w1ll e ns ure that in the long- r un 

i2 the rat io of the market value of these firm's 

1 3 secur i ties equa ls the replacemen t cost of their 

1• assets. Th is suggests that a !a1r and reasona bl e pr1 ce 

15 for a public utility ' s ~ommon stock i a one that 

16 produces equal1ty between the market pr i ce of its 

17 c ommon equ ity and the replacement cost of its physica l 

18 assets. The latt e r circumstance wi ll not necess4r1ly 

19 occur when the H/B ratio is 1.0; only when the book 

20 va lue of the firm's common equ i ty equa ls the va lue of 

21 the f1rm's ~quity at replacement assets will equal i t y 

22 hold. 

23 

24 

25 
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COMPARABLE EARNINGS 

Please discuss Mr. Rothschild's co•parable earnin9• 

teat. 

In his implementation of the comparable earnings teat, 

Mr. Rothschild looks to the realized returns on book 

equity (ROE) achieved by a broad group of indust ria ls , 

namely the DOW Jones Industrial Index, made up of 30 

companies, as a prope r gu i de f o r sett i ng C.ulf Power's 

cost of common equi ty. Mr. Rothschild'• Compara~le 

Earnings a na lysis i s flawed on th ree counts : I l l l ac k 

of proper risk cHtferent \ ation, (2) logical 

inconsistency, and (3) investo r s are expect1ng 

substant i ally higher ROE's than Mr. Rothschild finds. 

I will now treat each o[ the three poi nts in turn. 

Ill Mr. Rothsch ild fa il s to examine the earn ings 

rate of industrials wi th the s ame r isk as Gul f Powe r. 

He simply looks at the over al l achi eved ret u rns e n boo~ 

eq ui ty f or a broad and d i verse group of compan i e s 

without further different i at ion. The major probl em 

wit h th i s arproach i s that investo r s do not di srega ~d 

the rela~ive risk i ness of st ocks wit hin t h1s broad 

group. 

The inclusion of a broad market composi te is 

inconsiste nt wi th the semi nal Hope- BluefielJ doct r ine 
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1 of risk comporab t lity. The sample o! inductria l s 

2 should be carefully censored statist i cally f o r risk 

3 comparability. The rate of return standard, a s 

4 expounded in Hope and Bluefield, is to allow an equity 

5 return commensurate with returns on investments in 

6 other enterprises having corresponding risks . There 1s 

7 no reason to bel ieve that the 30 indust rial companies 

8 provided in Mr. Rothschild's sampl e are comparable 1n 

9 al l important respec ts relating to ris~. 

10 (2) Mr. Rothschild goes on to say that the firm s 

11 1n the DOW Jones Indust rial Index are r t skier than G ul~ 

12 Power , as ev i denced by their much higher average beta, 

13 implying that hts comparable earnings ROE drawn from 

! 4 that in1ex of compan i es is conservative. By rela ti ng 

lS Gulf Powe r's book rate of return to t hat of f tr:ns o! 

16 comparable risk, Hr. Rothschild is ass um1ng th~t there 

17 1s a fund amental theo re tic~) relationsh l p whtch eK ts ts 

18 in financial theory between accounting return an d risk 

19 as a basis for making such an adj us tment . There is no 

20 theoretical or conceptual relati onshi p in f i nance which 

21 exists bet~een accounting rates of re turn (ROE) a nd 

22 risk. 

23 1 31 Finally, there is a fu ndamental d i sagreem 'nt 

24 between Mr. Rothschild 's est imate of a c tua l earned 

2S ROE's by these compan ies a nd the expected ROE reported 

I 
_j 
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1n Value Line, which Hr . Rothschild uses extens i ve ly J n 

2 his DCF a na lysis. Su re ly , the expected ROE data is 

3 more re l evan t to the determ i nati o n c f coat of c apit a l 

4 tha n r~a 1i zed ROE data. My Schedule 3 ceporto Val ue 

5 Line 's estimate or expec ted ROE tor the 30 comp~nies in 

6 the DOW Jones Index used by Mr. Rot hsch ild. T h ~ 

7 average expected ROE tor t he 30 compan ! ea judged t ~ be 

8 comparable to Gul f Power by Mr . Rothsch i l d 1s )5. 89 

9 percent . Thus, t he evidence is that invest ors expect 

10 substant i al l y h ig her ROE's than Hr . Rothach 1l d has 

11 found for these companies. 

1 2 I have al so shown on that same exh i b i t a r oug h ocr 

1 3 ca l cu l at1 on for the 30 indust r ! ~ l s . Ad d i ng the spot 

14 dividend y i e ld of 3 . J percent t o the expected growth 1n 

15 d1vidends or earnings which lies in tl1e 11 per cent to 

16 14 percent ra nge ~roduces DCF equ ity costa in the 14 

17 percent to 17 pe rcent rang e . It ia not cl ear as to why 

18 Hr. Rothsch1ld chose no t t o report any DCP re sults a t 

19 a ll fo r t hose ind ust r i a l s whi ch he consi der• co~?arab l e 

20 to Gulf Power . 

21 He correctly argues that these companie s a r e 

22 riskier than Gult Power, a s evidenced by t he l r avera ge 

23 beta of approx imately 1 . 00 compared t o Gulf Power's 

24 0.70. But s ince his comparable ear nings ana lysi s o f 

25 the DOW Jones Indust ria l I ndex companies ind i cates 
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earned ROE's in t he 11 percent - 12 per cent ra ~ge, and 

Gi nce these comp a ni es ar~ substantially riskier t han 

Gulf Power, it l ogically f ollows from ~c . Rothsc hil d's 

analysis that Gulf Power's own return should be 

considerably below the 11 percent - 12 percent ranqe, 

and even below the company'• own yield. This is 

clearly an absurd result, and demonstrat•s the 

inadequacy of his so-called comparable ear nings chfc k. 

Mr. Rothschild a lso a lleges t hat he hes checked 

his equity cos t recommendation f o r reasorablenes s by 

revi ew i ng the relat ionshi p between M/ B rat io s a nd the 

earned return on equity (p"ge 1 0 , lines 14-17 ). J ~o~ as 

unable t o locate such a f ormal e~pirica l check or study 

llo his testimony. The only refe re nc e to M/ B rat i os i n 

his testimony ia that the DOW J ones I ndustr i a ls Index 

companies have M/ B rati os we ll a bove 1.00. No further 

analysi c or forma l connection betwee n these results a nd 

his recommended 11 . 75 percent cos t o f equity are 

offer ~d. 

R I SP: PRE I'll UM 

Please d iscuss Me . Rothschild ' s c riticiaa of your riak 

pre•iua analyaia. 

Although Mr. Rothschild did not pe r form a spec 1f ic r i sk 

_j 
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1 premiu~ study t o est imate a specific coat of c ap1t a l 

2 estimate, he bc iefly discusses the limitations ot my 

3 r i sk premium approach on page 78, linea 13 - 2 0 o f hia 

4 testimony. Mr . Roth&child argues that 1) ay risk 

5 preaium study is unre l iable to the extent that it is 

o baaed on DCF, whi ch Mr. Rothschild cl a ims is 

7 un reliab l e, 2) the risk premium is unstable, and 31 

8 cha nges in tax l aw s have a ltered the debt-eq ui ty r isk 

9 premium re l at ionship . 

10 With regard to the first argunent, I have a l r t ady 

11 shown that Mr. Rothschild 's c r itique o! my DCF analys i s 

12 is wi thout fou nd a tion . My equity return estimates ~ n 

13 my risk prem ium st ud y are based on the ocr model, wh i ch 

14 Mr. Rothschild himself l abe ls a s the moat accu ra te 

15 method. While I certa inly do not d1s a;ree th4t re turn 

16 estimates are sub ject t o err or, the ocr esti ma tes on 

17 which my r i sk prem ium study is baaed cont a in tar less 

18 measure ment error tha n Mr. Rothschild 's own OCF 

19 estimates, I have a l ready shown that Mr . Roth schild ' s 

20 critique of •Y DCP anal ysi s is withou t f ounda tion , a nd 

21 have also di dcusaed the aerious l imi tations &nd 

22 omissions of his own DCP eatimatea. Hy ri sk premi um 

2 3 study i 3 a mont h-by - month study of the coat o f eq u i ty 

24 ove r the coat o f debt . In cont rast to the trad iti onal 

25 DCP , which is a point-in-time cr os s- sectional e st l ~a t e, 
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1 the r isk pr~miua approa ch takes a tim~-s~rie£ v1~~. 

2 Surely, the recent past relationship bet~een equ ity 

3 costs and d~bt coats is re l~vant as e c r oss-check of 

4 the DCF estimate. If the DCF method vh ich both 

5 Mr. Rothschild and 1 use at a specific poin t in tim~ is 

6 a pertinent exercise, it is a ll th~ more so at ~everal 

8 Mr. Rothschild's second critic1sm 1s that the r i sk 

9 pr~mium is unstable in time. I ~gree that the r i sk 

10 premium is not constant in tim~. But tur~ly th i s 

11 criticiam can be directed at any cost of equ i t y 

12 measurement technique, a nd is not ~ndemic to th~ t i s~ 

13 premium methodology. Mr. Roth schlld's DCf analysis is 

14 marred by s imi lar inst ab iliti es ; f o r example, d1vidend 

15 yields, ROE's, payout ra tion , and DCf growt h rates ~re 

16 certainly not constant i n time. This is not a 

17 s uff i ci ent reason for reject ion. ! hav e indeed a ll owe~ 

18 f o r the instabi lit y of the risk premium over thP 

19 bus i ness and interest rate cyc l e by sta tistically 

20 relat ing the r i sk premium t o int~rest rates in my risk 

21 premium studies. 

22 Mr. Rothschild 's third comment revolved a round t he 

23 effect of tax law changes on t he r isk premium. 

24 Although invest ors maxi miz e th~ir aft~r-tax returns on 

25 a r isk-ad justed basis , I have not adjust~d the ret urns 
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f o r taxea for two reasons. Firat, it ia iaportant that 

2 the cost of equit y to Gulf Pow~r not be contuae6 with 

3 the retu rn t o the equity investor. Only fro~ a retur n 

4 v i ew ia taxability a conside r ati on. From a utility 

5 cost of capital viewpoint, the inveator'a tax bracket 

6 aakes no difference in the cost of capital. The coat 

7 of , quity ia viewed correctly from the market p l ace. 

8 Seco nd, if a re9 ulatory commission we te to aee ~ to 

9 enable the utility to compensate investors for the i r 

10 after -ta x returns, we could have as ma ny return~ a s 

ll there a re tax bracket var1ations, a nd they would defy 

12 analysia. Several inst it utiona l investors sue~ as 

13 pension funda are tax - exempt, others are fu lly 

14 taxable. Even if tax a~juatments were warranted, 1t iF 

15 impractical to determi ne the constellation o! tax 

16 brackets tor a ll the company's shareholders, and to 

17 de te rmine the identity and tax bracket of the ma rg i na l 

18 price-settin9 investor. 

19 One alao haa to be careful not t o d ouble-count any 

20 tax effecta. Secur ity pricea already r~flect the 

21 aecurity'a t ox treatment. The retur ns implied in those 

22 pr ice• already allow for the t~xation burden. This is 

23 why , t o ~ example, tax-exempt municipal bonda a re tra~ed 

24 on the baaia o! •uch lower returns c ompared to 

25 r isk-equivalent co rporate bonds . ~no t he r example is 
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th~ lower re tu rn offered by prefe r red 1tock compa red t o 

that of a corporate bond issued by th~ same company, 

because of the ~ore generous t a x treatment of pre fer r ed 

dividend income . Any f ur ther tax adjus t ment procedur~ 

wo uld result in double counti ng. 

What are your co .. ente on Mr. Rothechild'e Impl\ed Ria~ 

Premium? 

Mr. Rot hsc hild 's f inal recommendation as t o the cost of 

common equity i s 11.75 percent. I f i nd this est imate 

impl ausi bl e, since i t is barely a bove the current y1~ld 

on Gu l f Power bonds , which is of the o rder of 10.2 5 

percent currently. The risk premi um between common 

stocks and bonds i m? lied in Mr . Roth3child's 

recommendation is a bout l.S percen t The e~p i r i ca l r is~ 

pre~ium literature indicate~ much higher r i sk premi ums. 

Hi a own r isk premi um re1ults shown on Schedul e 11 

indicate risk premi umo of 3 . 25 percent o ver Treasury 

bonds, wh ich would in turn imply equity coats above 12 

percent for Gulf Power using current Treasury yields . 

It ia not clear why Hr. Rothschild has chosen t o omit 

these results from hia ana lysis. 
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What do you conclude from Mr . Rothacbild'a DCP 

anal yaie? 

My general concluaions are: l l his ocr analysis hinges 

solely on the •auatain~ble growth• method, only one of 

severa l methods traditionally used in regulatory 

proceedings, and ce rta inly the most fra g i l e cethod, 2 1 

his applicati on of the method is que~t i onable a nd 

contains a serious logical trap, Jl he has ignored 

historica l dividend / earnings growth rate& and a na lysts' 

g r owth forecasts f o r dubioua rea sons , a nd 4) I have 

already alluded t o the absence of a reasonable 

st ock-bond risk premium in his recommendation . It is 

difficult not to conclude t hat Mr . Rothschil d's cos t o! 

capital testimony from whi c h Risk Premi um Teats, 

historica l Di vidend/Earn i ngs Growth DCP, and ana l yats' 

growth forecasts DCP are absent is grossly incompl ete . 

It i s a lso difficul t to accept Mr . Rothschil d ' s cl a :~ 

that investors are expecting 11 . 75 per cent when : ll 

his own da ta indi c ates that investo rs are expecting 

more, 2) the co•pany ' s bonds are yie l d ing about 10.25 

percent, i mplying a grossly def ic ient risk p r emium, and 

3) Mr . Rothschild's recommen ded 11 . 75 percent is more 

than one standard deviation awa y f r om the average 
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1 a uthor i zed equ i ty return in 1989 for ut111tiea. 

2 My apecific conclusions are that Mr. Rothsch i ld 

3 has committed aevera1 aerioua conceptual and 

c methodological errors in hia DCP analysis: 

5 (l) intufticient flotation coat adjuat•ent, about 10 

6 baaia pointa error, (2) o•iaaion ot quarterly tilling of 

7 dividend payments, 30 to ~0 baaia points error, and 

e (3) exclusive reliance on aubatainable growth rates, 

9 and failure to cons i der historica l dividends / edrn i ngs 

10 growth rates and the analyata' consensus growth 

11 forecasts, at least 75 basil points. Any reasonable, 

12 conservative quantification ot these e1ro rs a nd 

1~ omissions easily increases hia cost of equity esti mate 

14 by a minimum of 115 to 125 ~asia po inta, from the Di f 

15 method alone, aa shown below: 

16 

1 7 

ITEM SIZE Of> ERROR 
(basis points) 

INSUFFIC I ENT FLOTATION ADJU STMENT 10 

18 OMISSION OP QUARTERLY TIMING 30 - 40 
DOWNWARD-BIASED GROWTH RATES •inimum 7~ 

19 

20 TOTAl minimum 115 - 125 

21 In a nutahell, Mr. Rothsc hild's 11.75 percent cost 

22 of equ i ty recommendation is well below a credi ble 

23 level, and there are eerioua problema with his meth ods 

24 and hia concepti. 

25 



l 

2 

3 o. 

4 

5 

6 A. 

7 

8 

9 

10 

ll 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Docket No. 191345-EI 
Witness: Roger A. Morin 

Page 48 
J - .; ,. 

INDUSTRIAL CLASS RIS~ 

Do you a9ree vitb Mr. Rothschild'• coat of capital and 

risk adjustaent for industrial clasa versus reaidenti• l 

claaa custo .. re? 

No. I do not. Starting on page 52, line 6 of hia 

testimony, Mr. Rothschild argues that his co3t of 

equity capital of 11.75 percent is not equa l ly 

applicable to each cuato~r class serv~ d by Gul f 

Power. He ar9ues that serving industrial cu~tomers 

entails a higher degree of risk than serv i ng 

residential or commercial customers . 

Mr. Rot hsc hild argues and shows empi rical l y 

(pag~& 54-58) that the industrial class i s mo re r is ky 

t o serve than the other classes because o! the hig her 

vo l at i lity of sa l es o! the i ndus t r i a l c l as s . If 1ndeed 

i ndustrial sales volatility translates into net 

inco•e volatility, then the industrial class is i ndeed 

riskier than the other classes and should be ass igned a 

higher return co•ponent . 

The flaw in Mr. Rothsc hild's approac h is tha t he 

has not demonstrated that d i ffe r ences i n sales 

variabi l ity translate into differences i n earnings 

var i ability. Be baa ignored th~ cr i t ica l l ink bet ween 

revenue variability and earning s v ar i a ~ ility , and t he 
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crucial role of the latter in determining riak. It ia 

earn i ngs variability rather than aales volatility whic h 

is the determinant of riak and investor required 

returna. Two classes of customers can have the same 

aolea variability yet vastly different earn ing 

variability because of the variability in coat 

structure, a nd more ap~ci!ically the ratio of fixed to 

variable costa. Mr. Rothschild haa not addressed the 

relative cost structure of the various customer 

classes. It stands to reason that t~o customer classes 

vith the same sales variability can have va~tly 

different earnings va riability if their cost structures 

are different. It is th~refore inappropri ate to 

connect capital costs to sales variability directly, as 

Mr. Rothschild has done . It is crucial to examine the 

relative underlying cost structures. 

II. COMMENTS ON MR . SEERY'S TESTIMONY 

Please auaaarize Mr. Seery'• rate of return 

In deter•ining the coat of equ1ty app licable to Gulf 

Power'a Florida operations, Mr. Seery Ill applies oc-

analysia t o a group of high-quality electric utilities , 

and (2) applies a DCf-based ~ isk premium analysis for 
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the aame group ot electric ut il itiea over a 10-year 

peri od. He d~rive• an eq ui ty coat ra nge of 11. 00 

percent to 11.50 percent baaed on the results ot these 

analyaea . He then aoda 60 basia pointa to the top of 

the latter range in recognition ot Gulf Power'• higher 

ria« relative t~ the high-quality group and re commends 

a coat of equity of 12. 1 percent for Gulf Power. 

Pleaae aumaariae your critici••• of Mr. Seery'• 

Mr. Seery'~ recommended re tu rn of 12.1 p~rcent 

understates Gulf Power's cost of equ ity c ap it a l because: 

1. The quarterly timi ng of dividend payment a. 

Mr. Seery does not uae the correct quarterl y 

vera ion of the DCF model . I have demo nstrated 

that the market-baaed DCF return prescribed by the 

quarter ly DCP model is the only measure ot a llowed 

retur n which will al low investors to earn their 

requ ired r 3 turn and wh i ch ia cona ist e nt w ~ th the 

capital attraction dictates of Bluefie l d and Rope. 

2. The expected grovtb rate f o r utili t iea in the DCP 

•odel. The evidence ia that investors expect 

higher growth rates f or elect ric util itj ea than 

Mr. Seery has f ound . Moreover, there is a logical 

incons i stency in hie i~plem~ntation of t he 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 o. 
21 A.. 

22 

23 

24 

25 

Docket Ko. 891345-!I 
Witness: R?ger A. Morin 

Page 51 

i : • 

two-growth rate D~F •ode l , related to hia use of 

the susta i nable growth ra t e method to ca lcu la t e 

long-term growth . 

3. The proper allowance for flotation coate. 

Although Mr. Seery allova for flotation coats, ~ i a 

•ethodology produce• a alight ehortfal l in the 

amount recovered, und!ratating the expe c ted re tu r n 

on equit y, a nd a legitimate otoc kholde r ex pense is 

left partially unrecovered. 

My comments will show that recognition of 

realistic growth rates in his DCF ~ethodoloqy and 

addition of an appropriate a llowance for fl ot a t ion 

costs and f o r the quarter l y nature of divide nd payme nts 

wil l produce a coat of equi ty recommendat ion wh i c~ i a 

higher than his recommended 12.1 per cent a nd close to 

my own recommended retur n. 

OOARTERLY DCf HOD EL 

Pleaae comment on Mr.Seery' o annual ocr • odel reaulta. 

In aharp contras t to pas t Commi ssion Staff pract ices in 

recent yeare, Mr. Seery used the annual ver sion of the 

DCF • odel rathe r tha n t he correct quarterly ver alon. 

The DCF model used by Mr. Seery assumes tha t d ivide~d 

payments are made a nnua lly a t the end ot the year, 
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1 while moat utilities in tact pay dividends on a 

2 quarte r ly basis. This understates the coat ot eq u1ty 

3 capital by about 40 basis points. Mr . Seery did not 

4 perform the iterative eolution techniques required by 

5 the Quarterly ocr model, but rel ied instead on the 

6 annual form ot the DCF .aodel. 

7 Since the stock price tully re!lect o the quarte rly 

8 pay ment o! div idend s, it is essential that the ocr 

9 model used t o estimate equity costs al so r ~ ! le c t the 

10 actual ti•i ng of quarterly dividends, in the same way 

11 that bortd yield calculation• are routinely ~djusted to 

12 reflect aemiannual interest pay~~nts. 

13 The traditional annual DCF model used by Mr. See,y 

14 is based on the limiting assumptions that d i vidends ar~ 

15 paid annually, and that div idenos in~ rea se once a year 

16 st ar ting exactly one year from the present. These 

17 as sumptio ns are unnecessarily rest ri ctive . The 

18 quarterly DCF model ref i nes the annual model so as t o 

19 capture Lhe exact ti• i ng of cas h !lows received by the 

20 investor. 

21 Mr. Seery justiCies his omis Gion of the quarterly 

22 nature of dividend payments on the grounds that one 

23 ehould no · recognize the tiae va lue to iuve•tora ot 

24 receiving dividenda quarterly rather than annually 

25 because one does not recognize the time value to the 
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company of receiving revenues on a monthly basis. Tvo 

wr ongs make a right, according t o Mr. S~ery's 

symmetrical treat•ent argument. 

In other worda, the utility itself enjoys the 

re 1nvestment of ita earnings more than once a year, an~ 

the uae of the quarterly DCF mode l , therefore, woul d 

re s ult in a double-counting effect. Not only is this 

argument not pecul i ar to the quarterl y OCF mode, for 1 t 

ca n be direct~d at any DCF model, but i t i s i nva l 1d ! or 

several reasona . First, it confounds the investo rs' 

ma r ket return with the company's ear ned ret urn. Sec o ~ d, 

the frequency of the company's reinvestment of earn 1ngs 

is already embedded in investors' f o recasts of ear n1ng s 

an d dividends, which drive the st ock pr i ce and the DCF 

est i mate. Third, and moat i mpo rtant, if a reg ula t ed 

firm is only allowed to earn the annual DCF return on 

the equity coapone nt of its rate base, i t will b~ 

una ble to attrac t cap ital because invest ors can earn 

higher return elsewhere. 

I have shown earlier in my d i sc ussion of 

Mr . Rothschi ld's teatimony that the inves tor will not 

rea l ize the required rate of return, unleas the 

eff ect i ve quarterly return ia all owed . I also have 

shown that the company's cap i tal attracti on i s in 

jeopardy unless t he e!!P.c t i ve quarterly OCF retu r n is 
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l allowed . 

2 

3 DCF GROWTH RATES 

S Q. Can you co ... nt on Rr. Seery'• 9rovth eatiaates in the 

6 DCF aodel? 

7 A. In his DCF analy sis, Mr . Seery est imates th~ 
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i ntermediate growth term component of his two-growt h 

rate DCF model using Value Line's fore~ast di vidends 

for the next four years. He estimat~s the second stage 

l ong-term growth component using the subtAlnable g row'h 

method. 

SUSTAINABLE GROWTH RAT£ 

Do you have any objection• to th~ sustainable growth 

estiaates used by Mr. Seery? 

To apply the austa inable growth •~thod, h~ multiplies 

th~ utility's expec ted r ~t~ntion ratio by t~ expec ted 

earned return on equity, as forecast by Value Lin~ t o r 

the 1992-1994 period. It should be pointed out that 

t his sustainable growth estimate ex~rta a •uch str onger 

influence on the final DCF resul t than the intermed1ate 

growt h ra t e assumed for the first four years, since it 

captu res the effecta of 9rowth from the fourth year 
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into perpetuity. It is, therefore, im~rative that it 

be estimated accurately if the ocr res ults ar e to be 

reliable. 

As vaa the case earlier in Mr. Rothschi ld 's 

testimony, Mr. Seery's sustainable growth mtthod 

contains a logical trap: the method requires an 

estimate of ROE to be implemented. But if the ROE 

input requ i red by the model differs from the 

recommended return on equity, a fundamenta l 

contradict1on in logic follows. Mr . Seery's 

recommended 12.10 percen t return on equity I S lower 

than the ROE's he uses in the sustainable growth 

method. Column 6 of h i s Schedule 9 shows Value Line's 

expP.cted ROE's used in the sustainable growth 

computation for AA-rated electrics; the ave rage 

expec t ed ROE forth~ group is 13 . 62 per cent, which is 

in excess of his recommended ret urn of 12.10 percent. 

He is assuming in effect that the companies as a group 

will earn at a return rate exceeding his recommended 

equity range fro• year 4 forever, and that rates wil l 

be set ao that these companies earn 13.62 percent, but 

he is recommending that a different rate be granted by 

the Commission. 

Moreover, ~s I stated earl ier when discussing 

Mr. Rothschild's testimony, the empirical f inance 
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1it~rature demonstrates that the sustainable growt h 

method of determ ini ng growth ia s poo r exp l anat ory 

var i able of market value and is not significantly 

co rrelated to aeasures of va lu~, such aa stoc k pr ice 

and pr i ce / earnings ratios. 

Do you agree that investor " are eapectiug grovth r ate• 

in tbe r ange of 3.00 percent - 3.68 perce nt for 

high-qua lity electric util i ties? 

No . The evidence shows that investors are expecting 

growth rates above Mr . Seer y's i ntermed i a te-te r m g r owt h 

estimate of 3.00 percent f o r the next f our years and 

his long-term growt h eat ime te of 3 . 63 per ce nt f o r 

A-'-rat ~d electric ut iliti es ( see his Sc hedule 91 . The 

Ap ril 1990 iss ue of IBES prov1des consensus growth 

f orecasts f o r the AA-rated electric utilities emp l oyed 

in Mr. Seery's comparable g roup, these are ahown in 

Schedule 4. The average consensus long-tern gr owt h 

rate toe t he 13 compan i es in the group ia 4 .1 4 perce nt, 

wh ich ia above Mr. Seery's esti mate of 3.00 per cent -

3.6 3 percent. Thua, the ev idence indicates that 

invest ors expect growth rate r a t least 50 basis poin ts 

higher thdn Mr . Seery's estimate. 

One related point wh i ch Mr . Seery never cla r i f i e s 

is why a two-stage two-grovth rate DCP model was 
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1 aelected througho~t hie teat imony as opposed to the 

2 constant growth ra t e DCF model. It is not at al l cl ear 

3 why Mr. Seery aeaumes that the electric utilities in 

4 his sample will experience an intermediate g r owth rate 

5 ot 3 percent (aee Seery'• Schedule 9, average dividend 

6 growth) over the next t our yeara and an increase in 

7 growth to 3.63 percent thereafter. 

8 

9 o. Do you aee any danger• in r elying on Value Line as a n 

10 exclusive aource of forecast• in applying the ocr 

11 aodel? 

12 A. Yes. Mr. Seery's exclusive rel ! ance on Value Line as a 

13 source of a nalyste' growth f o recasts in both his DCf 

14 and Risk Premium analyaes ru ns the risk of being 

15 unre? resentative of investors' ~on sensus fore casts. 

16 One would expect that averages of analysts' growth 

17 forecasts such as those contained in IBES t o be more 

18 reliable estimates of the investors' conaensus 

19 expectation• likely to be impounded in atock prtces. 

20 Moreover, the empirical finance literature has show n 

21 that consensus analy•~•· growth t~recasta are reflect ed 

22 in atock prices, pos•e•• a high explanatory power o! 

23 equity valuea, and are used by investors. 

24 

2~ 
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Pleaae co~ment on Mr. Seery ' • flotation coet 

adjuataent. 

Both Mr. Seery and I agree on the need to adjuat the 

coet of equity for flo~ation coat, but we diaaqree 

slightly on the aize of the allowanct . With respect to 

size, he uses 3 percent, compared to my 5 percent. 

have already enumerated and descr ibed the res u lts o f 

several empirical atudiea on the magnitude of flotati on 

cost for utility stock otferinga in my o:iqin a l 

testimony. These studies in~icate clearly that 5 

percent ia a reasonable and conservative numbe r. Mr . 

Seery thus aliqhtly underestimates the cost of eq u ity 

capital by about 15 baaia po ln ta . 

CONCLUSION 

What do you conclude fro• Mr. Seery's ocr Analyaie7 

My general conclusions are : 

(l) His OCF analy~ is hinges s olely on the •sustainable 

growth" method, only one of several methods 

traditionally used in regulat ory proceedings, and 

certainly the moet fragile method. 

(2) Ria app l ication of t he met hod ia questiona b le and 
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1 contains a serious logical trap. 

? My spec i fic conclusions are that Mr. Seery has om1tted 

3 the folloving elements in his ocr analysis: ll 

4 insufficient flotation cost ad justment, about 15 baais 

5 points e rror, 2) omission of quarter ly timing of dividend 

6 paymenta, 30 to 40 basis points error, a nd 3) fa ilure to 

7 consider the analyata' cons~nsua growth forecasts , about SO 

8 basis points downward-bias. Any reasonable conservative 

9 quantification of these errors and omiss i ons eas~ly 

10 increases his cos t of equity estimate by about lvO bas1• 

11 points, from the DCf method al one, a s shown below: 

12 

l3 

14 

15 

16 

ITEM 

INSUffiCIENT FLOTATION ADJUSTMENT 
OMISSION Of QUARTERLY TIM! NG 
DOWNWARD-BIASED GROWTH RATES 

TOTAL 

SIZE Of ERROR 
( basi a poi n t s ) 

15 
30 - 40 

50 

min i mum 95 - 105 

17 In a nutshell, Mr. Seery 's 12.10 percent cost o f 

18 equity recommendati on is downward-biased by about 100 

19 basis points . 

20 It should finally be poi nted out that Kr. Seery's 

21 risk premi 1m analy sis performed on the s a me compa n ie s , 

22 using the •~~e DCP approach for each year in the last 

23 ten years, is vulnerable to the some criticism as his 

24 DCP analysis. To the extent that hie DCP analysis is 

25 downvard-biased by about 1 0 0 basis points, hi s risk 
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premium estimate of 3.2 perce~t, derived from the same 

DCF ana ) ysi£, is also downward-biased by 10 0 basis 

points, and lies closer to ~.2 percent. Given current 

Treasury bond yields of 9 percent this woul~ suggest 

equity coats of 13.2 percent for Gulf Power. 

NON-UTILITY INVESTMENTS 

Mr. Seery recoamenda that all non-util1ty investments 

should be reaoved directly froa equity unless the 

Company can •how through competent evidence that to do 

otherwise would result in a •ore equitable 

determination of the co•t of capital for regulatory 

purposes. Do you agree? 

No, I do not agree. Mr. Seery as well as all other 

cost of capital witne cses have used pr oxies for 

determining the cost of capital for Gulf Power, and 

those prox i es are based on utility investments and the 

capital structure of Gulf Power. There has been no 

evidence presented suggesting that the small investment 

Gulf has in non-utility operation has impact ed the cost 

of capital calculation of any witness . 

Sea1des, suc h exclusion would ignore the 

risk-reducing benef its of diversification. Presuma b l y, 

Gulf Power's divers i fied activities into both util1ty 
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and non-utility operations r~duces the riak to those 

i nv~ s tors who are not div~rs 1 ! i ed on the i r ow n . 

Hr. S~ery 's exc lusion of such act 1vit1Pa, admitt~dly 

very small, ignores the potential ben~fits of 

diversification to t he inve s tor. 

Mr. Seery appea rs to be ask i ng the Compa ny t o 

pr ove a negat ive, which is d i ffi cu lt if not imposs ib le 

t o do. Gulf's neg l ig i ble inve s t m~ nt 1n non-utilit y 

operation does not affec t the cos t o f c ap 1tal a s 

included in •Y recommendat ion or the recom~e ndat i on o! 

any wi tness on the subject . Therefore, to allocate a ll 

of this inv~stment to equ i ty would be pun i tive to t he 

Company and would requ i re ~ he non-ut ili ty bus i ne s s t o 

support the ut i lity in an inequ 1 tabl~ manne r . 

Does this conclude your r ebutta! testimony? 

Yes, i t does . 
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MR. STONE: The next live witness is Hr. 

Ki lgore. (Pause) 

CHAIRMAN WILSON: Do you want to take a break 

or keep on going? 

Stone ? 

COMMISSIONER GUNTER: Keep on going. 

C.HAIRHAN WILSON: Al l right. Okay. 

COMMISSIONER GUNTER: Are you ready, Hr. 

MR. STONE: Yes, sir. 

J. THOMAS KILGORE, JR . 

having been previously duly sworn as a witness on 

behalf ot Gulf Power Company, wa& called as a rebuttal 

witness, and testified as fo l lows: 

DIRECT EXAMINATION 

BY MR. STONE: 

Q Hr. Kilgore, I believe you 've prev i ously be en 

sworn? 

A Yes. 

Q And in fact have previou s ly te s t if ied? 

A Yes. 

Q You have prefiled some rebuttal testimony in 

this docket, have you no t ? 

A Yes. I have. 

Q Do yo~ have any c hanges o r correct ions to 

your prefiled rebuttal testimony? 

FLORIDA PUBLIC SERVI CE COMM ISSION 
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I have one minor correction to Schedule 14 of 

2 my rebuttal testimony . In the bar graph at the bottom 

3 o f the page , the Y axis legend in parentheses s hou ld be 

4 titled "Billions of Ki lowatt Hours " rather than 

5 "Millions of Kilowatt Hours." 

6 Q With that chango, if I were to ask you 

7 questions in your prefiled rebuttal testimony , would 

8 your responses be the same? 

9 

10 

A Yes. They would. 

MR . STONE : We ask that Mr . Kilgore's 

11 prefi led rebuttal testimony be inserted intc the r ecord 

12 as though read . 

1) CHAIRMAN WILSON: It will be so inserted into 

14 the r ecord . 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 
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GULF POWER COMPANY 

Be t ore t he Florida Public Servic e Comm1ssion 
Rebuttal Te stimony of 

J. Thomas Kilgore, Jr. 
I n Support o f Rate Relief 

Docket No . 891J4 5-EI 
Date o f F i l i ng May 15, 1990 

Q. Will you please state your name, busi nes s address 

and occupation? 

A. My name is J oe l Thomas Ki l go r e, J r., and my business 

address is 500 Bayfront Parkway, Pensacola, florija 

J250 1. I a m Manager o r Ma r keti ng Plann1ng and 

Research fo r Gul f Power Company. 

Q. Are yo u the same Joel Thomas Ki lqo~o, J r . wh o 

previ ously tiled d i rec t t es timony i n this p r oceed-

i nq? 

A. Yes. 

Q. Do y o u have any corr ect iona o r additions to the 

t e s t i mony and exhibits yo u have previouA ly f i l e d? 

A. Yes. Subse quent t o f iling this case it wa s de ter-

mined that a t e st yea r foreca st as~umpt1on reqa r c!ng 

the transfer of one industrial customer from rat ~ 

PXT t~ rate LPT needed t o be r~vised. Thl s resulted 

in minor c hanges to some sched ules and MFRs 
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previously filed. I have included these changes n s 

follows: 

Schedu les 7, Sand 9 replace Schedules t , 2 and 

3, respectively. Schedules 10, 11, 12 and 13 

replace HFRs El4, ElSa, ElSb and ElSe, respec-

tively. 

Some ot these revis ions have been filed p reviously 

in response to interrogatories. The ret base rate 

revenue i mpact of these rev is i ons is an i ncrease i, 

the test year estimate of S10S, 769 , or only . 0 4 per-

cen c . The impact on r evenue and cost allocation 

between rate classes, however, was enough t o just ify 

revising the forecast. 

What is the purpose of your testimony? 

To begin with, I will address Hr . Johnson ' s charac -

terization o f one test year f orecas t assumption as 

quest ionabl~. 

The main purpose of my t estimony is to point 

out shortcomings in Hr . Rosen' s analysis of the 

Company ' s short - term forecast resul~s. I will al 3o 

discuss flaws in Hr. Rosen ' s conclusions regard inq 

the test yea r forecast, and will explaln the inap-

propr iateness of adjustments to the f orecast whlch 
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h~ve ~een proposed by Mr. Rosen and calculated by 

Hr. Larkin . 

Q. Have you prepare4 an exhibit that contains informa-

tion to which you will rater in your tea timony? 

A. Yes. 

Counsel: We ask that Hr. Kilgo re' s 
Exhibit, (JTK-2) comprised nt twelve 
Schedules, be marked as 
Exhibits ').01. through ~~ "1 
!or identifiCation. ----

Q. Do you agree vitb Mr. Johnson's statements i n his 

direct testimony concerning test year a a les f o recast 

expectations? 

A. No t entirely. Mr . Johnson expresses concern over a 

test year assumption regard i ng the trans fer o t one 

large (high usage) customer from the PXT ( Large high 

Load Factor Power service Time-of-Use) to the LPT 

(Large Power service- Time-of-Use) rate schedule . As 

I have alread y explained, changed c ircumstances 

s u.bsequent to product ion of t he forec a s t and prepa-

ration of the o r igina l filing L. t h is p r o c eeding 

warranted a revision to this assumption. The 

resulting c hange s have b e en provided in response t o 

Industrlal Interveno r s • interrogatories and requests 
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fo r production o f ducuments , as wel l as 1n the 

revised MFRs and schedu les conta lned in th l s t ost i -

mony. This s hould address Mr. Johnson ' s conc errs. 

I believe i t is equally important, how~ver, t c 

point out that the a ssumptions embedded in the 

origina l filing were well founded at that time. Th e 

trans fer of the large customer from PXT to LPT wa s 

b ased o n the historical b ill ing determinants and 

contrac t in effect at the point in time the forecast 

was pre pared . It also i nvol ved a thorough review of 

the customer's expecttd operating characterist ics. 

The forecast assumpt ion regarding mig r dtl o n to the 

LPT rate was necessary because t he c ust omer was 

expected to fal l sho rt or mi ntmum l oad fa c t o r 

requirements associated with the PXT rate. On ly 

after a new contract ~o r standby powe r was ne g o t t at-

ed with this customer in f eoruary, 19 9 0 d id 1t 

become obvio11s that a modifi c a t ion to the f o rec ast 

might be necessary. 

Q. Please discu ss Hr. Rosen's ftssessmen ~ of the Compa-

ny •s s hort- term forecasting a c curacy. 

A. Mr. Rosen's Exhibit~ ( RAR- 7) . s heet 1, wh1 ch 

summa r izes the Company ' s sho rt-term cus t ome r, energy 
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sales and base rate revenue f0 rec asts from 1983 

through 1989, leads him to conclude in h is testimony 

(pg . 41) that "the Compa ny ' s forecasts have ueen 

fairly accurate in the past on an averag~ basis 

although not on a ~ear-to-year basis . " Mr. Rosen 

further concludes t hat past forecast s of sale::i have 

exhibited a tendency t o underestimate a c. tual sales 

growth. His appendage of the 1983 through 1985 data 

i n Exhibit :n/ (RAR-7) to the data provided 1n 

Schedule 4 of my direc t testimony for the more 

relevant 1986 through 1988 period completely over-

looks important considerations wh ich should be 

incorporated i nto any such analysis. 

The first flaw in Hr. Rosen's use o f the 1983 

through 198 5 data is h is failure to recog~1 ze th~ 

underlying factors contributing t o exceptional 

growth in s ales ~ur ing this period. The susta 1ned 

economic growth experienced during these years 

e xceeded t he e xpectations of most forecas t ers , 

including the ma j or forecasting services generally 

reli~d u~on for p r ojections of nat iondl and reg~onal 

growth i ndices. Accordingly, electric ut ilities ~>rd 

most o t her indus tries which use t hese proJections o~ 

economic g r owth in prepar i ng the1r own f orecasts 
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unde rstandably had g reater dlffi c ulty :n ach 1ev:nq 

short-term accuracy duri11g thls per1od. Th1s i s 

particularly true for utilitles in the s outheas tern 

United States, which experienc ed robust growth 

during these years. During the years 198 4 and 1985, 

wh ich show the largest percenta ge deviations f o r the 

Company's forecast i n Hr. Rosen's Exh ibi t ~~ l 
7 

(RAR-j(), the Florida and Southern sub-regions of the 

No:::-th American Electr i c Reliab ility Counc il (N ERC) 

produced net energy for load wel l above f orecast 

levels, as s hown in my Exhibit l1~ Schedule 14 

(JTK- 2) . In fact, dur ing 1984 every NERC re;1on in 

the United States, without except ion, exper ienced 

growth above foreca s t levels. Given th is frame of 

reference, i t is apparent that the Company's f ore -

c ast deviations dur ing these years are most l y 

attributable to an unusu~ l growth spurt, rathe r than 

an i nherent bias !. n t he process ar.d methodol ogy. 

Th is is further supported by my Exhibit ~~ Sched ­

ule 15 (JTK-2), which il lustrates the h igh rate3 , f 

gro~th exper! enced by the Company dur i ~g the 

1983 -1985 per iod rel at1ve to other r ecent years . 

Hr. Rosen's atte mpt t o divert att ention fr om che 

Company ' s exempla ry short -tenr f orec ast i ng a ccu r acy 
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1 established during the more recent 198 6 throug~ 1989 

2 period is not s u rprising, given the la~k o f support-

3 ing evidence for his recommended adjustments. 

4 The analysis and conclusions offered by Hr. 

5 Rosen regarding the Company's foreca s t accuracy 

6 ignore another important consider~ tion. As stated 

7 on page 6 ot my di r ec t tes timony, Exh1bit L ~~ 

8 Schedule 4 summarizes the accuracy of the Company' s 

9 shor t-term retail forecast over a period o f time 

! 0 (1986-1989) duri ng wh ich the same methods and models 

e 11 

12 

we re employed as were used in produci ng the test 

year forecast. In te~s of assessing trends 1n 

13 short-term accu1acy resulting from the f o rec a st 

1 4 process used for test ye~r purposes, this is the 

15 only time frame that is re l evant. 

16 Finally, Mr. Rosen conveniently fa ll s to 

17 mention that the Company' s forecast o f base rate 

18 revenues has in fact exceeded actua l revenue s for 

19 the two most recent year s , 19 88 and 198 9. He also 

20 chooses to avoid calling attention t o the fac t that 

21 weather normalized energy sales were wi thin 0 .2 pet-

22 cent and 0.1 percent of forecast, re s pec t ively , !ot 

23 these same two years. 

2 4 

25 
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Q. Please discuss Hr. Rosen • s analysis o f the qrov th 

component in aaaessinq forecast a ccuracy . 

A. Again, Mr. Roser. uses a n i rrel evant per 1od in his 

analysis time frame ( 198 3 - 1985) , as I ha ve a lrPady 

discussed. He also uses a qu e s t ionabl e approach i n 

attempt ing to support his argument . Hr. Rosen 

presents a summa ry on shoot 2 o t h is Exh i b i t 33l 

(RAR-7) which attempts to depi c t the Company's 

short - term forecast as inacc urate ;>n the basis c f 

percent deviation on the growth component. 

The evaluation of a forecast b ased o n perc ent 

deviation on the grJwth c omponent represent s an 

unusual f rame o f re!er~nce. It i s no t common . y used 

in evaluating forecast accu racy u nless the var i a bl e 

being forecast exhibits s t able growth t e ndenc1 e s a nd 

i s no t s ubject to volatl l e i n flue nc es , s uc h a s 

weather , wh i ch can resul t in l a r g e s wi nas f rom one 

period to the next . Therefore, I would not c ons1de r 

it of much v~lue i n eva l u3 t inq f o re c ast accu r ac y tor 

energy sales or base rate r e v e nue, both o f · ·h ich are 

sign i ficantly impacted by we ather a nd economic 

c ondit ions, among other thi ngs . 

However, since Hr. Rosen feel s compelled to 

examine : orecast accu racy o n t he g r o wth compone nt , 
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one comparison is worth noting . In the Company's 

last rate filing (Docket No . 881167-EI), Hr. Rosen 

proposed a 0 . 5 percent upward adjustment to the 

Company's 1989 test year forecast. As calculated by 

Mr . Larkin in Ooc.ket No. 881167, £xhibit (HL-20). 

this resulted in an increase of $1,226,032 for a 

total test year base rate revenue ~stimate uf 

$2 4 6,~32,477. My Exhibit ~,s Schedule 16 (JTK - 2) 

provides a comparison of the compant ' s growth 

component forecast accuracy for 1989 wi th that of 

Mr. Rosen and Mr. Larkin. Despite the fact that the 

Rosen/Larkin asti~ate was made almost a year ~ fter 

the Company ' s forecast was produced, allowina them 

to use four mor.ths of actual data for the 1989 t est 

year, their forecast error was more than twice t hat 

of the Company. 

In summary, Mr. Rosen's analysis in his Exh ibit 

3~1 (RAk- 7) represents an attempt to draw attenti on 

away from the real issue, which is the accuracy of 

the forecast of test year base rate revenues, ~ 

the c hange in sales or base rate revenue s . Even if 

one does wish to consider forecast accuracy as 

meas~red on the ~cowth component, Hr. Rosen and Mr. 

--- - ---
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Larkin have a poor track record i n comparisvn t o t he 

Company. 

Q. Plea•• 4iacuss Kr. Rosen•s statements an~ conr1u-

sions regarding the impact or price ~ssumptions o n 

tbe teat yaar forecast. 

A. On pages 44 and 45 of his direct testimony, Hr. 

Rosen attempts to address the impact of price 

assumptions on the test year sales fo r ecast. ln 

doing so he makes some incorrect s tatements. 

First, Mr. Rosen states that, in calculating 

1990 test year sales, the Company assumed that t he 

f ull rate i ncrease o r lginally r equested by tne 

Company would be implemented. While the Company did 

assume full recovery, the timing assumed f o r perma-

nent rate relie f was late 1990, so that only t h e 

assumed interim increase had any impac t on the test 

year. Mr. Rosen al so incorrectly states the a mou n t 

of the inte~im increase request as $26. 3 mill ion, 

instead of the actual $22. 8 million sought. 

As I stated in my depositlon by Public Counsel 

o n Aprll 5, 1990, the company d i d, in fa ct, assume 

that an interim increase would be granted durlng 

1990. We have performed an after-the-fact anal ys is , 
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supplied as Late file Exh i ~ it No. 1 t o that depos1-

tion, whic~ summarizes the impact o f th1s assumptl o n 

as compared to what we no w believe our p r1ce leve ls 

will be through the end o f the y£ar. The differ-

ence, as Hr. Roqen correct ly noted 1n h i s testi-0ny, 

is only 1~ GWH. Th is a mount is of littl e signif i -

cance, representing 0 . 2 percent of the test year 

retai l sales f orecast o f 7 , 699 Gh~. 

Q. Do you consid er Mr . Rosen's recommended adjustment 

to the foreca st to be reasonable? 

A. No, I do not. In fact , Mr. Rosen'~ rec o mmended 1. 0 

percent adjustment is arbitrary and lacks substan-

tive suppo rt. Mr. Rosen states 0n pag e 46 o f h1 s 

testimony that this recommended adjustc~nt 1s 

reasonable for two reasons, bu t fails to prov1de 

c r edible s upport for either one . 

The first reason offered by Mr. Ro s en for th e 

ad justment is that the Company "has tended to unde : -

forecast year-to-year sales g r owth i n the past. " I 

hav e already discussed th e inadequa~ies and false 

con~lusions related to i nclusion o f the 1983 through 

1985 t i me period in Mr. Rosen's Exhibit 

(RAR-7). I have also presented data wh lc h cl early 
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indicates that th~ Company's shvrt-term for~casts 

have proven extremely accurate 1n rec ent yearz. :n 

addit ion, my two page Exhib i t v~ Schedule 1 , 

(JTK- 2) demonstrates that, for the relevant period 

for comparison purposes (1986-1990), the Compan y 's 

forecast deviations have been bo th pogitive and 

negative . 

Mr. Rosen's second reason for charac terizing 

the 1.0 percent adjustment as reasonable is that 

"consideration of the current forecast s hows that 

so~c under- forec~Gt i s quite likely to occur again 

for the test year . " Part of Mr. Rosun' s basis for 

this statement is his observation that, "the fore-

cast increase is unprecedented sir.ce 1983 1n be1ng 

so low." Again, th is reasoning fails t o recogn ize 

the fac~ors underlying growth. I n particular, 

substantial reduct ions in construction and hous ! ng 

starts are current ly be ing seen across the nation . 

With regard t o test year price assum~t lons , the 

impact on the test year forecast is very smal l, 

representing only 0 .2 percent of tt.e teat year s ales 

estimate. An adjustment for pr ice ass umpti uns 

should be cons i dered only it o~her test y~ar assump -

tiona are examined, including tho se whi c h would 
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c aus e the f o r eca s t t o be t o o high. I do not be l 1eve 

any ad j u o t ments a re ne c e s s a r y, as l t is ev1d ent ~ rom 

the year-to-date Aprl l comp a r1son 1n ~y Exh i b ! t ~~~ 

Schedule 17 that the t e st ye ~ ~ f o r eca st 1s rea bon -

able. 

Finally, based on the obs erved perfo rmance 

record or Mr. Larkin and Mr. Rosen 1n ma~ ing ad j us t-

ments to test year sales forec asts, I be l ieve tha~ 

their proposed adjustment for the 1990 t est year is 

inappropriate . Tha y used essent i a l l y t he s a me 

argument foe making an adjustment t o the 1989 te s ~ 

year forecast in Docket No. 8 81 1S7 - EI . My Exhi b i t 

ail_ Schedule 18 c!e~rly demonstrates t hat t he 

arbitrary approach used by Mr . Rose n a nd Mr. Ld rk l n 

yields poor results in compa r i son t o t he Co~pany • s 

fo r ecast. As ind i cated in t h e ba 1 diag r am, t hey 

overestimated 198 9 test year reve n u e s by 52, 4 0~ ,822 . 

Th is exceeded the Company's f o r ecas t ert o r by 

$1,226, U32 . Both pa s t exper i enc e a nd ava 1lable dQ ~a 

indicate that the current adjus tment p r opose d b y ~r . 

Rosen and Mr . Larkin is also s er iously f l a wed. 

Q. Does this conclude your testimony? 

A. Ye s , i t d oes. 

1 
J 
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Q Mr . Kilgo re, please summarize your rebuttal 

testimony. 

A The purpose of my r e buttal testimony is t o 

point out serious s hortc omings i n Mr. Rosen's analysis 

ot the Company's short-term forecast res ults. I vill 

also discu.ss fundamental t lava in Mr. Rosen's 

conclusions regarding the test year forec~s t, and vill 

explain the inappropriateness of an ad justment to the 

forecast vhich has been proposed by Hr. Rosen and 

calculated by Mr. Larkin. 

Mr. Rosen conc ludes in hi s testimony that, 

and I quote, "The company's forecast s have been fairly 

accurate in the past on an average basis, although not 

on a year-to-year basis," unquote. 

He furthe r concludes that past f orecbsts of 

s ales by the Company have exhibited a tendenc y to 

underestimate actual sales grovth. He bases these 

conclusions on an a nalysis of results over the pe riod 

1983 through 1989. His decision to combine data for 

the period 198 J through 1985 t o the mor e releva n t 1986 

through 1989 period contained i n my testimony overlooks 

important con&iderations and leads him to ~rroneous 

conclusions. 

One major flav in Mr. Rosen's use o f the 198J 

through 1985 data is his failure t o rec ognize and 
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1 consider underlying factors contributing to excepti onal 

2 sales growth during this period. My rebutta l testimony 

3 contains an exhibit, Schedule 14, which illustrates the 

4 impact on utility forecasts asaociated with the fact 

5 that the entire southeastern Uni ted States exp~rienced 

6 robust economic growth condit ions during this per iod. 

7 This, understandably, led to difficulties in 

B forecasting for all o lectric utilities in the region, 

9 as actual growth outpaced anticipated g rowth. Th is 

10 point is further accentuated by my exhibit, SchA.dul e 

11 15, which i llustrates 1983 through 198 5 growth rates 

12 for Gulf Pover Coapany customers and reta i l energy 

13 sales in comparison to oth~r years in recent history. 

14 or even more importance, perhaps, is the fdct 

15 that Mr. Rosen chose to include in his aralysis a 

16 period of time during vhich the Company e mployed a 

17 forecast methodology s u bstant ia lly different than the 

1 ~ on e used in preparing the test year forecast. 

19 Mr . Ro sen agreed during cross examination 

20 Tuesday that, in drawing conclusions r egardi ng the 

21 accuracy of the Company's forecast, it is i mportant t o 

22 consider whether or not the methodology for the 

23 hi s torical period matches that used in p r oducing the 

24 test year for e c ast. This s tatement contradicts the 

25 approach that he actually used in hi s a nalysis . 
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Mr . Rosen also advocat es the evaluati on o f a 

forecast based o n a percent deviation on the growth 

component as a useful measure of accuracy. While I do 

not agree that the growth component deviati on is a 

particularly useful measure of accuracy for a var i abl e 

sue~ as energy sales or revenues, both of whi ch are 

significantly impacted by factors such as weather and 

economic conditions, my rebuttal includes exhibits 

which provide interesting comparisons using ~he measure 

advocated by Hr. Rosen. 

In the Company's last rate filing, Docket Ur> . 

881167-£1, Mr . Rosen proposed a one-hal! of 1\ upward 

adjustment to the Company's 1989 test year forecast. 

This adjustment was applied in an exhibit prepared by 

Hr . Larkin in that case. Hy exhibit, Schedule 16, 

provides a comparison of the Company's growth component 

forec ast accuracy tor 1989 with that of Hr. Rosen and 

Hr . Larkin. 

Despite having the tremendous advantage of 

almost a full year's addit ional da ta , includi ng severa l 

months of test year data, Hr. P.osen and Hr. Larki n 

combined the i r effort s to give birth to a forecast 

which had a growth component error more than twice th~ t 

ot the Company's forecast. 

Regarding the impact of price increase 
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1 assumptions on the test year forecast, a late-filed 

2 exhibit to my deposition by Public Counsel cl e arly 

3 indicates that the difference between a ctual and 

3 278 

4 assumed price impacts are ins i gnificant, representing 

5 only two-tenths of 1\ ot test year retail sales. 

6 Finally , Mr. Rosen admitted in his c ros s 

7 ' examination, to my surprise, that he had not rev J ewed 

8 actua l versus forecast results year-to-date for the 

9 test year . He did concede, however, that these results 

10 should be taken into consideration, again contradicting 

11 his actual approach. 

12 Test year results through April are contained 

13 in my exhibit, Schedule 17 . and clearly indicate that 

14 the test year forecast is reasonable. 

1 5 Based on these results and the observed 

16 performance record of Mr. Larkin and Mr. Rosen in 

17 making adjustments to test year forecasts, I be l i e ve 

18 that the i r proposed adiustment to 1990 t es t year sal es 

19 i s inappropriate. The Company's test year foreca s ts 

20 represents a sound and reliable basi s for thi s 

21 proceeding. 

22 Thls concludes my summary. 

23 Q Mr. Kilgore, before I tender yo u f or cross 

24 exam i nation, 1 just disc overed what I be lieve may be a 

2 5 typo i n your testimony, I need your he lp wi th. 
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1 A All right. 

2 Q On Page 6, you were referring to Hr. Rosen's 

J exhibit . You have it designated at Line 8 as RAR-8 and 

4 I do not show an RAR-8 in his list ot' exhibits. 

5 

6 

A 

Q 

This is on Page 6 of my testimony? 

That' a correct, at Line 8. Do you kno•· wh j ch 

7 exhibit you were referring to? 

8 A I believe I can find it if you will just bear 

9 with me for a second. 

10 

11 

Q Please. 

WITNESS KILGORE: Yes. That should read 

12 "RAR-7 . " That was a multipage exhibit in Hr. Rosen's 

13 direct testimony . I apologize tor the error. 

14 

15 337. 

16 

MR. STONE: For the record, that's Exhibit 

Thank you, Hr . Kilgore . We tender for cross 

17 examination. 

18 

19 

20 

MAJOR ENDERS: No questions, sir. 

CHAIRMAN WILSON: Questions? 

HR. McGLOTHLIN: A few. 

21 CROSS EXAMINATION 

22 BY MR. McGLOTHLIN: 

23 Q Hr. Kilgore, in your rebutt l\ l tes timony you 

24 address some corrections to the assumptions concen.ing 

25 the customer classes demand and energy projections for 
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1990, i s that correc t ? 

A That is correct? 

1 

2 

J 

4 

5 

6 

7 

0 Did the results for 1989, wh ich were available 

to 

the 

you, 

1990 

A 

0 

he ve any bearing on the corrections you made to 

projections·t 

Yes, they had some bear i ng. 

Would you please explain how that -- what 

8 bearing they had? 

9 A Yes. Spec ifically, we had o ne a ssumption that 

10 I discussed yesterday during my direct tefltimony 

11 regarding the transfer of a customer fro m the PXT t o 

12 the LPT rate •chedule . That assumpt ion was due to tne 

1J fact that last summer, summer of '89 , when we were 

14 preparing the forecast, we noted that ~hat c us t omer had 

15 established a demand on the s ystem that we felt wuu ld 

16 prohibit that customer from meeting the mi n i mum load 

17 factor requirement of the PXT rate schedule . For th~t 

18 reason we anticipated that the customer would actually 

19 migrate again to the LPT rate before the start o f the 

20 test year. 

21 As it turns out, negotiations with that 

22 customer on the standby rate led us to c hange that 

2J assumptio n. A new standby service contract was signed 

24 with that customer, I be lieve in February of 1990. So 

25 the c ha nge t h at was made during discovery on this case 

fLORIDA PUBLIC SERVICE COMMISSION 



328 1 

1 was to move that customer's energy and revenues back 

2 into the PXT ra~e classification. 

3 Q Reference has been made t o Hea r ing Exhibit 

4 488, which I believe is a response to an i nterroga~ory 

5 that you prepared, and it's been observed ~hat that 

6 data shows a decline in load factor between ' 87 a~d '8 9 

7 for PX/PXT. Did that decline in load factor ~ !feet 

8 your assumptions and your projections for 1990 

9 incorporated in the test year? 

10 

11 

A Let me make sure I understand the question. 

MR. PALECKI: Commissioners, wa object. I 

12 believe that is beyond the s cop e of the rebuttal. The 

13 rebuttal is pretty narrow with regard t o th is subject 

14 matter . 

15 MR . McGLOTHLIN: The witness on rebuttal has 

1 6 described corrections to the assu mptions used in the 

17 pro j ectio ns for 1990, and those energy and demand 

1~ assumptions are reflected in attachments. He's 

19 i ndicated that the 1989 results ha~ some imp act. 

20 a sking if the decline in the '89 load factor was a 

21 consideration and, if not, why. 

J 'm 

22 MR. PALECKI: We would have no objection if 

23 y ou asked him whether or not the corrections that were 

2 4 made would nave an i mpact, but other than the 

25 corrections I don't think that that' s appropriate for 
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3 about? 

4 
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CHAIRMAN WILSON: What was your question 

MR. McGLOTHLIN : Whether the decline in load 

5 factor for PXT that ha ~ been observed based upon a 

6 response to interrogatoxies that he prepared, affected 

7 the assumpt i ons ~at went into the projections for 

8 1990, which are described 

9 ~RMAN WILSON: He raiHed that on hi s 

10 rebuttal testimony, or is this something else? 

11 MR. M.cGUYl'HLIN: He described the corrections 

12 he made to the 1990 projections and attac hed the 1990 

13 projections to his rebuttal exhibit. 

14 CHAIRMAN WILSON: And your question is why he 

15 didn't make a correction? 

16 MR. McGLOTHLIN: That's correct. If the 

17 ans~o~er is no, he didn't take that into account, then 

18 the question is why . 

19 

20 

CHAIRMAN WILSON: I'll allow the question. 

WITNESS KILGORE: I didn't directly take the 

21 decline in load factor into account. However, 1o1e did 

22 take, I believe, the conditions that resulted in that 

23 decl i ne in the load factor into acc ount, and s o i t 's 

24 related. 

25 Q (By Mr. McGlothlin) Woul d you e xpla in the 
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distinction you're making between the conditions and 

the decline itselt? 

A Yes . Again, this customer, at the ti me that 

we made the forecast, was just i n the process of 

signing a standby contract with the Company, if my 

memory serves me correctly, for zero kW . In early 1990 

the customer signed a new standby service contract 

which we felt would cause, for one thing, a change in 

their load characteristiccs, and in another wo~ld 

certainly cause some changes in the revenues 

attributable for that customer . We felt that those 

changes warranted a change to the test year forecast, 

and, in fact, the load patterns that we had seen during 

1989 were not necessarily representative ot what we 

would expect in a normal test year for th is customer, 

or the group of customers that the particular customer 

fell in. 

MR . McGLOTHLIN: No further questions. 

CHAIRMAN WILSON: Mr . Palecki? 

CPOSS EXAMINATION 

BY KR. PALECJ<I: 

Q We havA a quest i on regarding the saoe 

customer. What is the annual load factor for this PXT 

customer who did not migrato! to LP/LPT? And we'd lL:e 

that using kWh for the latest 12 months for whi c h it i s 
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2 22,959 kW, which is tho billing demand that was 
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3 provided to us by Gulf. Is that something you could 

4 provide to us now, or would you prefer doing that as a 

5 late-filed? 

6 A If you're asking for it on t he basis of the 

7 latest 12 •onths available, I'm certain we would have 

8 to provide it to you later 

9 MR. PALECKI: We would ask for that as the 

10 next consecutive late-filed exhibit, a nd a s hort title 

11 would be Annual Load Factor for PXT CUstomer. 

12 

13 

14 

15 

16 

17 Redirect? 

18 

CHAIRMAN WILSON: 615? 

MR. PRUITT: That's correct. 

(Late-filed Exhibit No. 615 identified. ) 

KR. PALECXI: We have no further questions. 

CHAIRMAN WILSON: Questions, Commissioners? 

KR. STONE : I have no redirect, but I do have 

19 a question for Mr. Kilgore . 

20 I believe you were asked when you were up here 

21 on your direct testi•ony for a late-filed exhibit 

22 documenting the information you've provided to the 

23 Staff regarding the development of the SE rate? 

24 

25 

Wl:TNESS KILGORE: 'x'es. 

KR . STONE: Is that late-filed exhibit ready 
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1 to hand out at this time? 

2 

J 

WITNESS KILGORE: Yes, we do have that. 

MR. STONE: That's Exhibit No. 600, and with 

4 the Commission's indulgence I'd like to go ahead and 

5 pass that out. 

6 

7 

CHAIRMAN WILSON: Yes, please do. 

MR. McGLOTHLIN: Commissioners, this may be 

8 unde.ratood alreac:.\y, but with respect to Staff's most 

9 recent late-filed, will that be ident 1fied as CUstomer 

10 X, shielded in some way? 

11 CHAIRMAN WILSON: Yes. We will not 

12 specifically identify customers. 

13 MR. McGLOTHLIN: Thank you. 

14 

15 (Pause) 

16 

CHAIRMAN WILSON: And it's customary not to. 

WITNESS KILGORE: Would you like for me to 

17 explain the late-fila d exhibit? 

18 

19 

20 

MR. STONE: I'm not sure an explanation -­

CHAIRMAN WILSON: Any questions on this? 

MR. PALECKI: Staff has no questions on the 

21 late-! iled. 

22 

23 redirect? 

24 

25 

CHAIRMAN WILSON: All right, good. Any 

MR. STONE: None. 

CHAIRMAN WILSON: All right. Thank you very 
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much. Do you want to move this late- filed exhibit in? 

MR. STONE: Yes, please. 

CHAIRMAN WILSON: All right. Any obj ections? 

No objections . Late - filed Exhibit No. 600 is <'dmitted 

i n to evidence . 

(Late- Filed Exhibit No. 600 admitted into 

evidence.) 

MR. STONE: Commi ssioners , the next witness is 

Mr. Mich ae l T. O'Sh easy. I d on't know if it's 

appropriate t o take a break a t this poin t or not. 

CHAIRMAN WILSON : I t 's not. 

MR. STONE: Commissioner, while we're waiting 

t o r Mr . O'Sheaay t o return to t he stand, may Mr. 

Kilqore be e xcuaed f r om f urther attendance from these 

hearing s ? 

CHAIRMAN WILSON: Yes , he may. 

(Witness Kilgore excused.) 

CHAIRMAN WI LSON: Ready? 

MR . STONE: Yes, s i r. 

MICHAEL T . O'SHEASY 

(Pause) 

was called as a rebuttal witness on beh~ lt' of Gu l f 

Power Company and, having bee n previously s~orn, 

testified as follows: 
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.l DIRECT EXAMINATION 

2 BY MR . STONE: 

3 0 Hr. O'Sheasy, you have previously be en sworn 

4 and have testified earlier in this proceeding. 

5 

6 

A 

Q 

Yes . 

You have pretiled rebuttal testimony in this 

7 docket dated May 21, 1990, have you not? 

B 

9 

A 

0 

Ye•, I have. 

Do you have any changes or corrections to your 

10 pre!iled rebuttal? 

11 

12 

A 

0 

No, I do not; no, no changes. 

I! I were to ask you the questions , would your 

13 responses be the same? 

14 

15 

A Yes, they would . 

MR . STONE: I ask that it be inserted into ~he 

16 record as though read . 

17 CHAIRMAN WILSON: Without objection, i t will 

18 be so inserted into the record. 

19 

20 

21 

22 

23 

24 

25 
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1 DIRECT EXAMINATION 

2 BY MR. STONE: 

) Q Mr. O'Sheasy, you have previously been sworn 

4 and have testified earlier in this proceed i ng. 

5 

6 

A 

Q 

Yes. 

You have pretiled rebuttal testimo ny in this 

7 docket dated May 21, 1990, have you not? 

8 

9 

A 

Q 

Yes, I have. 

Do you have any changes or c0rrections to your 

10 pretiled rebuttal? 

11 

1 2 

A 

Q 

No, I do not; no, no changes. 

It I were to ask you the questions, would your 

13 responses be the same? 

14 

15 

Yes, they would. 

MR. STONE : I ask that it be inserted into the 

16 record as though read. 

17 CHAIRMAN WILSON: Without objec tion, it wil l 

18 be so inserted into the record. 

19 

20 

21 

22 

23 

24 

25 
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Before the Flori da Public Service Commission 

2 Rebuttal Test i mony o t 
Michael T. O ' Sheasy 

3 In Support ot Rate Rel i ef 
Docket No. 891345-EI 

4 Date ot Filing May 21, 1990 

5 1). Mr. O'Sbeaay, have you previously aubmitted testimony in 

6 this proceeding? 

7 A. Yes. I submittod pretiled direct test i mony i n t h i s 

a proceeding in support ot the tiled rates tor Gul t Po we r 

9 Company. 

1 0 

11 Q. Have you reviewed the teatimony and exhibits or the 

1 2 vitnesaes intervening in thia proceeding ? 

1 ~ A. Yes . 

1 .. 

1 5 Q. What is the purpose ot this rebuttal testimony? 

16 A . It is to address the !ol : o wing cost ot serv ice subj e c~s 

• 7 raised by the witnesses t o r the i ntervenors i n t hi s 

l 8 pro ceeding : 

19 

2 0 

21 

22 

23 

24 

25 

( l) customer/ Demand Cla~sitication o ! 

Distribution Accou nts 

(2) Proper Production All o c ation tor Gu : t Power Cottpary 

(3) Equ iva lent Peaker (EP) and Refined Equ i va l ent Peaker 

(REP) 

(4 ) Alloc at ion ot Lines Investmen t 

(5 ) Alloc at ion o ! Plant Scherer 
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Docket No. 8913 45-EI 
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(6) Voltage Differentiated Rates 

(7) Tranatormation Diacounts. 

CUSTOMER/ DEMAND CLASSIFICATION 

On Pa9• 36 ot llr. Pollock'• t-ti.aony, be atater that be 

believu that tbe coa.iaaion ah.ould axaaine the 

cuatoaar-daaand claaaitication iaaue. Do you aqree that a 

sore repreaentative coating analyaia vould recognize a or e 

cuatoatr related costa in diatribution accounts? 

Yaa. Aa atated on page 21 ot my pre!i1ed testimony, our 

poaition ia that the Hinlaum Diatribution System ~ • 

includable tor ascertaining customer related cost. This 

ia logical !rom a coat c auaative perapective . 

Why do you believe tbat it b logical tr011 a 

coat-causative perapective? 

There is a cuatomcr related portion o! d istribution 

inveatment required to aerve customer• independent ot 

their anticipated demand and energy requirementG. The 

aere tact that they viah to become a customer o! Gult 

Pove r torcea a certain ainimal aaount o! equipment to be 

there available to aerve . Di s tribution facilities, 

including polea, conductor•, and trana!oraera , are 

required regardleas o! the Company '• expectations 

regarding load . A part or the customer component in the 
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theoretical minimWD distribution ayatam that lo'ould be 

required to serve customers. The NARUC Electric cost 

Allocation Manual not only recognizes a customer related 

portion of distribution costa , but devotes an entire 

chapter to a discussion ot the separation o! the customer 

related portion from the demand re l ated portion. 

What would you reeo.aend in this iaaue in order to def i ne 

aore accurately the coat to se.rve Gul t • s cua tozaers? 

I recommend that we adopt the customer/ demand 

classification factors that were recommended in Gul f's 

1984 retail t il ing. In tact , I believe that a more 

current analysis wo~ld still produce quite •imilar 

reaulta . These factors would be applied in the ! ollolo'ing 

manner : 

FERC 

~ Description CUstome r ' oemand ' 
364 Polar.: 46 . a 53. 9t 

365 overhead conductors l'l . 8, 86 . 2\ 

366 Underground Conduits 13.8' 86.2 \ 

367 Underground Conductors lJ . 8' 86. 2\ 

3f'8 Line Transformers 34 . 2\ 65 . 8\ 

369 Services 100.0 \ 0 \ 

3 7 0 Meter• 1 00.0 \ 0 \ 
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1 PROPER PRODUCTION ALLOCATION FOR GULF PO\oo'"ER COMPANY 

2 Q. Mr. Pollocx atates in his tosti.Jiony that a seasonal 

3 peaking allocator vould be aore appropria~e for Gulf than 

4 

5 

6 A. 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 Q. 

22 

23 A. 

24 

25 

the 12-MCP and l/13 Energy vhich you utilized. Why did 

you chooae 12-MCP and 1/ 13 Enerqy? 

It vaa the required me chodology atated in FPSC 'a f inal 

Order from Gulf's last rate case. As stated in my 

testimony , we felt that this method was appropriate 

because the results of this technique did not dive rge 

dramatically from result• of concepts which we believe 

more appropriate. Alae , it ia the methodology upon which 

current rates a re baaed and baa been ao since 1981. 

Gulf'• cuatomers are therefore fam iliar with the price 

signal which it sends. Since the ma jori ty o! this 

allocator ia 12-MCP, it matches up nicely with the fERC's 

preference for 12-MCP and the tact that Gulf's II C 

payments and credits are dependent upon ita month ly peaY.. 

Finally, it recognizes the impact of acheduled ma i ntena nce 

performed in non-peak months . 

Ia Kr. POllOCk's •Hear Peak• procedure appropria te t~< 

No , al though Gulf's costs are senaitive to the seasons. 

His methodology is ~uch coo restrictive an interpretation 

t or Gulf's load shape, as even hi9 results show. Mr. 
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Pollock's 71-hour allocation contains spec i f i ed h ou rs 

foun~ in only two summer months. Certainly there are 

other aonths of the year vhen Gul! is in a "peaking Jtode . '' 

Mr. Pollock's ovn Sche~ules 5 an~ 7 in~icate that 

throughout the year• 1984 through 1 989 there are at lee ~t 

four to five different critical su:mertime ~onths. In 

a~~ition, Mr . Haskins' Exhibit No. 6 further supports t he 

iaportance to Cult ot four •ummer months du ring 19& 7 and 

15188. 

What i• your opinion on Kr. Pollock'• •tateaent •bes i des 

tailing to a~equataly recognize the aeaaonal load 

cbaracteri•tic• ot the Gulf PoYer an~ Southern ~pany 

ayat ... and the tact that so~thern achedulea a .oat of it:s 

outagaa ~uring the non-aUJDler period, the 12CP aethod is 

relatively insensitive to •aa•onal load ahifta. As a 

re•ult, the 12CP aethod could aand the vrong price 

•icpull?• 

Hie point that the l2CP method is relatively insensit ive 

to seasonal loa~ ahi!ta is true , but aany allocation 

aethoda woul~ appear •relatively ins•nait i ve t o seasona l 

load •hifta" vhen compare~ witr. the ultra-sensitive "Near 

Peak" aethod vhereby a ny loa~ shifts !rom two s p e c if ic 

•ummer months to any of ten other months wou l~ result in 

complete ~iaappearance o r any coat reapons ~ b i l i ty . 
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Do you aqree vith Kr. Pollock'• atat .. ent that the 

•Near- Peale• aethod vould produce a .ore atable results over 

ti.ae than vould the other tnper CP atthoc1t? 

Tbia could poaaibl y be true when compared to atrictly 

"aummar" coincident peak aethoda. Hr . Pollock has not 

produced any data that ahowa it to be mor e atable than 

12-HCP, however . In !act, many proponent• o! 12 -HCP 

applaud the tact that !or moat major rates , t he 12-MCP 

doea indeed produce relatively atable resulta over time . 

Al ao , one muat remember that while •~able reaults are 

important, alao vary important is the aaa ignment o! cost 

to thoae cuatomera who cauaed the cost to be incurrea . To 

avoid aaaociating coat reaponaibility t o custo~ers who ma y 

have demanded aervice !rom Cult during a ny one o t ten 

aontha other than July a nd Auquat would be inequita b l e and 

incorrect. 

What ia your opinion on Kr. Pollock'• atated basis ! or 

uaing 5 pe~ce.nt aa the threabold aince, •t.bia is t.he 

period vban ayat .. reliability ia uaually the a ost 

critical•? 

Firat o t all , I question why th• 5 percent !iqure wa s 

c boaen . What ia the aaqic ot 5 percent that just ifies i t 

to define this apeci t ic time frame aa moat crit i cal? 

Secondly , the h i ghest 71 houra are conta i neJ in J c ly a nd 
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August , but Schedule 7 reveal• tour out ot aix years whe re 

aome other monthly reaerve marg in• attar p l anned/ achedul ed 

mai~tenance vere at or below the reserve margins tor J uly 

and Auquat. 

Of the d..and allocatioJl aethodologiea propoaed for 

allocatinq generation coat in thia caae, vhicb do you 

rec~? 

I recommend an allocator approximating ~1e 12-HCP. The 

purpoae of a coat o! aervice study is t o al l ocate 

"embedded" coat upon thoae factors that caused t hem t o be 

incurred, and, under theae conditions, determine the cost 

to Derve . In order to do eo , we muat consider why these 

costa were incurred . We muat recognize that a ganerat i ug 

plant will aervice Gulf Power Company'• customers over J O 

years into the future . 

This study ia not a marg inal coat etudy. I t is not a 

c uatomer apecitic coat study. It is an analysis based 

upon the "embedded" c oat as defined by our induat~· and 

a l located upon the cauaation of eac h of those costs . The 

reau lt is an ayeroqe embedded coat study re!lec tinq t-.ha 

coat reapon.aibility of an average customer within the 

reapective rate . 

Arter this taok haa been completed , t he rat4 de s i gner 

con be banded the inputs upon whi c h he can 1ul t il1 his 



l 

2 

3 

4 

5 

6 

7 

8 

9 

1 0 

11 

12 

13 

14 

15 

l6 

l ? 

18 

19 

20 

2 1 

22 Q. 

23 

24 A. 

25 

j '' I . -' ' 

Docket No . 8513 45-EI 
Witness : H. T. O ' Shea~y 

Page 8 

responsibility. He wi l l then take t he a v e rage e mbe dded 

c o at to aerve the a v e r age cus t omer wi t hin a rate clas s a nd 

mold a price t or spec i f ic cus tomer groups wh i ch will 

appropriately reflect coat and satisfy other goa l s a nd 

objectives , vhile working within pr~va i ling constrdints 

tor the time f r ame to which these rate3 vi ll apply. f o r 

instance , the pr i c e signal wh ich t h e rate arti s t provia~s 

Gulf's c~atomers must cons i der that w• wont t o mini~i z e 

the coat to serve Gulf's c ustomers ov~r all f u t ure y ears . 

This goal cou l d then j ust i fy rates t hat wi l l a lter Gul f' s 

loa d shape , thereby produc ing a more eff i c i e nt proccsR. 

The point here is that the se l e ction o ! a c os t ing 

methodology should be dependant upon coa t c a usation a nd 

should mirror the system i n plac e t o s erv i c e Gul f's 

customers . It should no t be a methodo logy se l e cted t o 

achieve goals o r ob j e cti ve s conditioned by e conomic , 

soc ietal, po litical, requl atory , and othe r constra i nt s 

this is the responsibility o t the rate designer ; in th i s 

c ase , Gulf's wit ness Haskins . 

EQUIVALENT PEAXER AND REFINED EQUIVAT...ENT PE.AKER 

With that in ai.nd, vbat d o you thinlt about the Equ i va lent 

Peakar concept and the Re fined Equivalen t Peaker c o n cept? 

Bo th Equivale.nt Peaker concepts c ont a in se r ious ! laws 

vhich prevent them ! r om just i f ying departu re ! rom the 
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1 tried and tested methodology proposed by Gul t in t hi s rat~ 

2 c ase . They depend upon the proposition that add itiona l 

J production plant coats result !rom the uti l ity's attempt 

4 to minimize total coat attar fac t o ring i n running cost. 

5 They assume that serving peak loads only, with no 

6 consideration tor running coat, would warrant a peak ing 

7 type plant. According l y t.'le ditterenc e in equ i vale nt 

e peaking coat and total cost is re l ated t o running time a nd 

9 ahou: d therefore be allocated upon KWH. 

10 These concepts do embody considerations wh ich must b e 

11 made when planning a ayatam t o serve projec ted load a t n 

12 minimum coat. There is no doubt that , it a proj e ct9d load 

13 ahape revealed a need to build p l ant, one crit~r i a t or 

14 ~lternative plant selection woul d be to mi nimize t ota l 

15 cost by considering capital coat, running cost, and 

16 projected plant utiiization. However , the ultimate 

17 decision ot what to bui l d is tar too complex to simpl i f y 

18 into a mere trade-ott ot operat ing c oat versus f ixed cost. 

19 Gult'a witness Mr . Bowell will e l aborate on s ome o t these 

20 other conai,erationa, but there ia no doubt that 

21 governmental regulations , legal and s oc ietal constrain ~s. 

22 availabil i ty ot capital, plant lo~ation parameters 

23 including tuel de~ivery probloma, c u rrent plant mix ond 

24 the potential dangers ot total commitment to one type o r 

25 tue l all play a role in the decision ma king process. 
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Wh.at failings do you aee in the Equivalent Peaker concept 

in addition to the ·over aiaplification of the ayatea 

planning proceaa th.at ia diacuaaed by Kr. Bowell? 

When the decision was being made , the costs of peaking 

units veraua base units were not nece•aarily the same 

peaking versus base relationsh ips which we observe today. 

To disc ount embodded coat t o constant dollars is a n 

attempt in the right direction, but may not re!lect ~hat 

the original coats were. For exampl£, one must determine 

whether the diacour.t rates are appropriates , o r ~hether 

something waa added a!te r initial construct ion which cou l d 

not have been anticipated , suc h as scrubbers. Also . the 

~itterential in oil cost and coal coat has not a l ~ays been 

constant. In tact, oil tired plants ~ere at one time the 

least coat option. 

It you do accept the breaxeven analysis bet~een a 

peaxer and a base unit , why a llocate the incremental costs 

upon 8,760 hours ot energy? Onl y the h~urs up to the 

breaxeven roint were important in the decision. Past the 

breaxeven point , no matter how tar , the d Gciaion h as been 

made and would not be altered no matter ho~ the plant 

uti l ization improved. To allocate these incremental 

capita l coats upon all hours would not track cost 

c ausation. 
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The costa ot reserving a peaker ( i . e ., its 

rel i ability ) may not be the same as those or a base uni t . 

The presumptions o! EP , REP, a nd 12-HCP and l / 1 3 Are t h a t 

reserve c oats are identical. However , ~;cause EP a nd RE P 

differentiate the coat o! peakera and base units t o r 

allocation purposes, unlike 12-~CP a nd l /13, this tact 

requires a rev i ew o! this reserving question. 

What do you feel about the statam~nt that there aay well 

be a long run aarqinal generating pla.nt cost o ! ott-peak 

enerqy u.ae in which the EP aethod •will &&body an 

appropriate reflection•? 

Firat of all, we are not alloc ating l o ng run margina ~ ~ost 

-- we are allocati~g average embedded c ost . Sec ondly, i ! 

there is some long term marginal generating cost o ! 

ott-peak energy use , I do not &e4 where EP quanti t i e s this 

co&t , and therefore , ref l ect& it. It s i mp l y appears t o 

make a contribu tion towards i t , wh ich may be over o r unde r 

the t rue coat. Also, what it the uti l ity ha s no l ong run 

marginal generating cost o! ott-peak energy use? No one 

has aaid or proven that there ia long run marginal 

generating coat ot ott-peak energy use tor Gu l! Powe r 

company . In this instance , coats wc uld be al located t o 

hours where none actually existed. 
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In addition, we would be indicating t o our customers 

that ott-peak KWH growth ia bad since we would be 

al locat ing f i xed coat on a KWH basis whereaa we d i d not 

under Gulf'• preaent and propoaed methodology . 

Correapondingly, we wou ld be telling our cuato~ar• that 

peaking growth is not nearly ~• bad a e we once thought 

aince thoae coats would now be transferred t o some degree 

from peaking period• to ott-peak peri~de . over time, our 

cuat omera wi ll r eact acco rdingly . Syatem loaci fa ctors 

could easily deteriorate , creating a need !or more C.T . • s 

and !ewer baae load unita in Florida . This may or may not 

be the trend which is in the best interest ot Cult's 

cuatomera. 

Are there alae !lava in the Refined Equivalent Peaker 

concept? 

Yea. Thia app roach attempt• to correct a ma Jor criticism 

o t the Equivalent Peak~r method by only all ocating the 

incremental plant cost upon energy up t o the b~eakeven 

point bet ween a peaker and a baae unit. This , 4n theory, 

ia a logical enhancement . However , th i a in 1tse 1 t 

preaenta a major problem : 

How do you determine the b rtakeyen p oint? 

The methodology used by Mr. Wil liam Slusse r, J r . o ! 

Flor! da Power Corpo rat ion in Docket No. 970 22 0-EI and my 
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1 submitted response to Interrogatory No . 2 o! Stat!'& Fi rst 

2 Set of Intarroqatoriaa in this docket , d i s counts embedaed 

) net plant costa of coal \Lnita and C.T. •a t o current costs 

4 i n order to aatch up with today'• current runninq cost; 

5 the braakavan point then !alla out. Bes i des the quest i on 

6 of selecting the appropriate discount rate , the vol at ility 

7 of fuel (running) cost creates a prob!em . It has been 

8 said that in the long run, coal coat may track oi l cost . 

9 However , it ia most difficult to determine the correct 

10 coat to enter when examining the cu r r e nt cost e :wiron.ment . 

11 Many o! the workpapera support ing t .he Company • a response 

12 to Interrogatory No. 2 were completed in Novembe r o! 1988 

13 baaed on then prevailing oil and coa l pricos. Cons i der 

14 the impact that the Va ldez oil spill has caused on o i l 

15 prices; this effect may be temporary, bu t a lso there m! y 

16 be aoma lasting influence much like the ' 7 3 Arab Oil 

17 Embarqo. 

18 The point to be made hare is that t he need t o choo se 

19 a proper discount rata •• well as volatili ty c ! ! u e l 

20 price~ will causa the breakeven point t o jump around 

21 dramatically . I have •••n the houra o ! breakeven jump 

22 from 900 boura in some studies to J OOO hours in othe rs. 

2) The impact on the hours selected and rasul~a1 t allocator 

24 may caus& significant swings in implied cos t 

25 
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1 responsibility. The end result may be a n unstable rate 

2 design process requiring continuous rate adjustmentq, 

3 The EP a pproach bases ita energy/ demand 1plit upon 

4 levelized gross investment. The Refined EP method bases 

5 ita energy/demand split upon levelized net plftnt. One 

6 results in a 45 percent deman~ portion while the other 

7 produces a 40 percent demand. It is not perfectly clear 

8 which figure ia correct. 

9 The logic underpinning the Refined EP may aaaume a n 

10 optimization baaed upon certain plann i ng par~maters. 

ll Because ot the lumpiness o! plant additions, it i s ra re 

12 that any utility will alwaya maintain an optimal ~ix for 

13 the current load shape. As Mr. Howell states in h i s 

14 teutimony, "the philoeophy of optimum genera~ion mix d id 

15 not become widespread until the 70's," when most of Gul f' s 

16 current qeneration had been either CJ nstructed or 

17 committed. 

18 Does it then make sense to allocate actual empedded 

19 dollars upon a tew theore tically presumed optimal 

20 paramAters? 

2 1 By levelizing embedded capacity coat into today's 

22 constant dollars to synchronize with currant running cost, 

23 ve are '!ttamptinq to replicate the parameters wh ich the 

24 planner faced . However, the c urrent day fixed 

25 c oat; variable coat relationsh i p !or peal<ers ve rclus base 
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1 units ia nQt necessarily the aame !actors which the system 

2 planner observed when he constructed Plant Daniel !n t he 

) late 70•a or Plant Smith in the mid 60 '• · The re oson that 

4 wa rolled forward the capacity cost to match up with 

5 current !ual coat is that we are not aure o! the exact 

6 !uel conaiderati ona anticipated at the time o! 

7 construct i on, nor are we certain that these costs are 

8 relevant becauae ot the dramatlc changes in oil pr ices 

uince then. Therefore, we chose current day costs as a 

10 pr~xy. but they are only a proxy at best. As a result, we 

11 

12 

13 

14 

15 

16 

are allocating embedded dollars on a current cost 

calculation which may or may not be appropriate . 

Ia there an inheren~ inconsistency in logic it one 

assumes capital subst i tution theory in detdrmining base 

rates but average run~ing coat allocation in ruel 

recovery? Capital Substitution theory appears to suggest 

17 that, after considering the running coat o! a peaker 

18 versus a base unit and the resultant breakeven point has 

19 been passed, a base unit wi ll be chosen and operated: in 

20 other worua, subsequent hours after the juati!ication 

21 point will have load requirements aatistied ~hrougr. the 

22 runnjng coat ot baae unita . It aeeme inconsistent then to 

23 aaaociate any peaker fuel coat to hours past the breakeven 

24 point; unfortunately, the average fue l clause method o) oqy 

25 would do ao. Therefore, it does seem as it some type ot 
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adj~atment is appropriate . However, is is not cl ear 

axa ctly what type o! ad justment would be !air and 

equitable , especially since Gulf is essentially all coa l 

fired . It does appear , however , that EP requires mo re ot 

an a djuataent than REP aere l y because EP a llocates !Jel 

savings capital coat to hours in the off-peak that s hould 

not receive any . 

The basis upon which th• demand defined portion or 

REP (and EP) is allocated must be examined carefully . In 

response to Interrogato ries No . 1 end No. 2 ~t Start's 

Firat Sat in this docket , it was done upon the 12-MCP's . 

However, some o! these 12 -MCP 'a fall outside t he highes~ 

1430 hours . It seams illogical then to a llocate coat 

defined to be serv i ng dumand requirements on l y, upon hours 

not even necessary to justify the incremental "!uel 

aavinga" investment cost. However, the real answer might 

17 be to capture the highest 1430 hours !rom a re liability 

18 standpoint, such as LOLP or EUE, which might p oss ibly 

19 contain all of the 12-MCP'a. 

20 In which comPonent of rotea d o y~u plac e the i ncremental 

21 coot allocated upon hours up to toe breokeven point? 

22 It seems as if it ahoulJ be the energy co=ponent. 

23 The analyst must stil l d ecide whether to place ~hese cost s 

24 in the annual energy rate o r in a seasonal rate . 

25 

- ----------
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Could you •u.aarize your position on qener ation cost 

allocation? 

Gulf's qeneration coats occur throughout the year. There 

are tour methodologies presented in th i s c ase: 12 -HCP 4nd 

1/13, Near Peak , Equivalent Peaker , and Refine6 Equiv~lent 

Peaker. Of these ch~icea , the met~od whic~ i s moat 

appropriate t or Gulf , considering Gul f's load shape and 

other considerations prev iously ment ioned, is def i n ite ly 

12-MCP and l / 13 . This method is the moat sound and wil l 

continue to provide the ata.ble, consistent price signal s 

to which Gul f'• customer• are accu stomed a nd wh ich the :--

expect to aee . The 12-MCP methodology ia a w1dely u sed 

and accepted methodol~qy throughout our ind~stry . The 

other methods are either inappropria~e {Near Peak ) or 

posseaa tar too many f l aws t o warrant a departure fro m t he 

current methodology . 

If a choice had to be aade between Equivalent Peaker and 

Refined Equivalent PeAker , vbich alternative ahould be 

cbo•en·/ 

Before anawarinq th.ia , let me point o u t a !ew 

~plementation problema . Fir~t, both of these concepts 

are relativ~ly new. As a result their stability and 

a cceptability is •till suspect . Obvioua ! y in order t o 

become accepted , any new conc ept mus t be •ubjected to 
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careful analyaia and review. However , this i s not the 

time to teat a new coRt-o!-aervice methodo l ogy on Gul f's 

cuatomera, qiven the otber major iaau•• in thia caa~ . 

In tact, even it one of theae procedure• were 

required, aome type o! adjustment period would on l y be 

fair to Gulf'• cua~omera . Gul! ' a customer• have been told 

through pr ice signals !or over 5 0 years that they s hould 

flatten their load shape, increa~e KWH us~ge in o!!-peaY. 

times and reduce peak KW . Either o! theae two techni ques , 

especially the Equivalent Peaker aethod , would tell Gul! ' 

customers that KWH qrowth ia bad and there will be more 

allocation of cost aa a result, while KW growth isn ' t ao 

bad after all. Eve:ra it thia ia justifiable due to an 

evolution in our dynami c utility ayatem and the costing 

aodels that attempt to track it, our c uatomers cannot be 

expected to adapt overniqht . They, over the years , have 

purchased equipment to match the price aignala we have 

aent them. They would be aorely ahocked by a n immed i ate 

adoptio, of Equivalent Peaker . 

However , it one had to chooae between EP versus 

Refined EP, the beat or least undesirabl e a l tern~t ive 

vould be Refined EP. It prea8nta !ewer !laws than the E7 . 

However, the tiled REP study should be re-examined to 

determine the correct de.mand allocato r ! o r U:e e quiva l ent 
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peakinq coat and the queation ot a poaaible tue l cost 

~djuatment should be researched . 

ALlOCATION OF INVESTMEN'T IN LINES 

On paqe 32 of Public Counsel'• vitne•• Scheffel Wriq~t'a 

te•tiaony, he •tatea •the coapany •hould eatiaate the rate 

baae value of priaary and higher voltage-level conductor 

that tunctiona aa dediel!lted diatri..bution facilities, or as 

a hiqher voltaqe •ervice drop, an.d directly aaaiqn theae 

eatiaated aaount• to the claaaea that include the 

cuatoaera vbo are aerv~ by theae facilities.• Do you 

aqree? 

No . To examine this question more clearly, ~e must 

viaualize Gulf'• electrical delivery ayatem ~heraby there 

ia a network of interconnectinq linea tranamittinq 

electricity around the ayatem at predetermined, reliable 

voltage levels. Prom thia network , tapa branc h off to 

••rv• load centera. Aa a result, all related customers 

are allocated an averaqe portion ot the network hnd taps 

according t? the loads they place on the ayatem. 

Account 369-Servicea contains Gecondary aervic ~ drops 

vbich auat be inatalled to serve a cuatomer at a secondary 

diatribution no matter wha t hia load requ i rements. It is, 

therefore, allocated upon nucber of customers. Line 

investment coat found within other FERC ac~ounts is sized 
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according to anticipated load requ irements and, therefore, 

Allocated upon demand . Gulf has never assigned line 

primary reaaona are: 

1. 

2 . 

3. 

It would be very difficult t o determine the line 

inveataent apecitically aerv ing one ~articular 

cuatomer . Some very large customers might prove 

traceable but, it one a ccepted this methodology t or a 

few large customers, it would only ue equitable to do 

ao for amaller cuatomera . These amaller customers 

would be moat onero~• to trac e . 

I t one d i d aaaign so called "ded ica ted taps," une 

would have to first determine the tot al investment i n 

tapa, aegregate it froJL investment in networks and 

then remove dedicat•d onea leaving " common taps." 

The common tapa would then be al located t o common 

customers only. To do otherwise wou l d risk 

aaaociating tapa with these dedicated customers 

twice, once through the assignment process a~d 

aecond, through the alloc ation process . 

A further delineation of load fl ow would prove 

n Ecessary. The load from customers served by common 

tapa wou ld be placed into a demand a llocator tor the 

coat o f common tapa . Then, the load tor these common 

customers must be combined with the l~ad !rom 
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customers using dedicated tapa in order to produce a n 

allocator tor the common network. 

4 . A tap serving one customer today may serve two ~r 

more customers tomo rrow. Gulf does not genera lly 

incur large investments in linea designed to 

specifically &erve one customer over the entire li!e 

ot the line . What original ly began as a line serv ing 

one customer may have new customers added to the 

line. Also, the line may bec o me a closed loop wh lc~ 

would serve many more customers . Given these 

possibilities, an annua l review o t ded icat~d tap& 

would be required . 

5. Where does the dedicated tap bag i n? Can this 

beginning point change as c u stomers are added? 

6. Not only would the accounting and load ! lows 

segregation be moat d i t!icult, but the cost o! 

• ervice model could requ i re ex e n sive revisions. 

7 . All the required e!!ort would result in insi gnir icant 

ettecta on the cost-o t-aervice results . It is 

estimated that only 2 percent to 4 percent o r lines 

i nvestment would prove to be ~edicated at a 

particula r point in time. ~· to the dirticulty or 

ascertaining the speci fic coat or the8e f acili t ies 

and the req~ i red a nnual updates, it is not certain 

that the results ot the cost o r service study would 
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be any sora accurate at any decima l level even i! onE 

could par!o~ this most di!!icult task. Mr. Howell 

discusses the system planninq a spects o! direct 

asaiqnment o! t apa and qivea a real example o! why 

Mr. Wright's concept o! dedicated taps is not 

appropriate !or a utility such as Gul ! . 

ALLOCATI ON OF PLANT SCHERER 

Do you aqraa vith or . Johnson's atatellant that Plant 

Scharer abould ba considered a surcharqe? 

No. I do not. Plant Scharer is definitely considered a 

production raaourcft during the 1990 teat period ! c r t he 

reasons tully explained by Massars . Pa r sons, Scarbrough, 

and Howell. As such , ita allocation on a productio~ 

a llocator is entirely appropria te. 

If it vera to be considered a aurcharqe, shou l d it be 

allocated upon revenues? 

No. It should not. I! it ware rteemed appropriate to 

consider it a s a surcharge, the basic reason thlt 1 t ~o:ould 

ba so placed is that it would become uaed and uaa!ul a s 

generating resource in the future. When it then d i d 

become an a cknowledged production resource in the tuture, 

surely it would r eceive a produc tion type or a llocation. 
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Although it is not entirely clear , I preaume 

Or. Johnaon ia advocating the iaol ation o ! Plant Scherer 's 

coat and the allocation o t thia coat ir. the coat o t 

aarvica atudy upon revenuea. A revenue a llocation , 

however , ia actually an indirect allocation resul t o r t he 

coat ot all aervice ~ which have bean allocated upon the 

direct allocator• ot XWH , ~. and number o t customers . 

Thia revenue allocation raau l t inv~lvea a ll ! unct ions o r 

the utilit y: Product i on , Transmi aaion, D i s~ribut ion , 

cuatomer Accounting, and customer Aasiat ance . Pla nt 

Scharer ia a production plant and to ut i lize an a lloca t or 

alao influenced by tranamiaaion , distribut i on, customer 

accounting, and cuato~•r assistance is illogica l a nd 

certainly not coat baaed . 

In addition, a coat-benefit inequity would resul t . 

I t Plant Scharer ware alloc ated in ita early, more 

expensive yeara upon revenues, and during its c heaper, 

deprec iated yoara upon a production allocato r whe n i ts 

resource benefits were being e njoyert, we would ha ve 

cuatomer a who ware atrongl y affec ted by transm i s si on , 

diatribution, cuatomar account ing , and customer 

aas iathnce, paying tor Plant Scharer but railing t o e njoy 

commenaurate benefit• ot the cheape r reaour ce coa t when it 

was deemed uaed and uae tu1 due t o the aa.me c uat <.>me r a ' 

smaller sensitivity t o pure produc t ion al locat ion . To 
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create this coat-benefit inequity wou l d be i ncongruous a nd 

senseless. Plant Scherer is a production plant today, 

tomorrow, and until it is retired . 

VOLTAGE DIFFERENTIATED RATES 

What is your opinion on voltage differentiated rates? 

I do not disagree with the theoretical concept o! voltaqe 

differentiated rates. In fact, Cul! currently has voltage 

differentiated rates and is proposing a coat baaed 

t r ansformation discount in this docket. 

Do you concur v ith Dr. Johnaon'• voltage differentiated 

rates? 

I do believe that it possible they should be coat baaed. 

Unfortunately, Dr. Joh.noon · • procedure is not cost baaed 

in term. of unit coat. It would produce a discount, but 

that discount could be above or below what the true cost 

baaed ditcount ahould be . 

C&n you e l aborate turther o.n this distinction betveen Dr . 

Jobnaon ' • procedure and a pure unit coat aethod? 

His procedure appears to depend upon a factor wh !.cl. 

contains two ingredients: (l ) The numerator represent& 

his coat ot serving the customers as they exist jn the 

rate class !rom the uppermost volta~· level down through 

the voltage level in question, and (2) the denom i nator 
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reflects the total cost to serve al l customers as they 

exist in the rate class , or as he terms it on his d i rect 

testimony, paga 18 , line 13, the average coat or LP/ LPT 

service . So, in effect what we are dealing with is the 

coat of serving various loads at different vc ltage levels 

vbich is aoaewhat different from the cost of s••~ing the 

aame load at two different service levels. In order to 

base a discount on pure unit cost, one needs t o determi.1e 

the cost to serve a KW a t level 5 and ~he cost to serve 

that same KW at level 2. The difference can then be use~ 

to accurately develop the discount. 

Q. What i a your reco .. andation? 

A. It this Collllllission decides to implsment voltage leve l 

differentiated rates tor LP/ LPT, imp l ementat ion should be 

based upon a cumulative unit cost analys is which pr operly 

considers the cost differentials involved in •erv ing 

aoparate voltage levels. 

TRANSFORMATI ON DISCOUNTS 

Q. Do you aqree vith Dr. Johnson that a transtoraation 

cUsuount is warranted? 

A. There is nothing vrong ~ith a transformation d iscount 

where customers have purchased their ovn transtormoru. 

However, it one is advocating voltage differentiated 
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ratea, aa he apparently ia, one should not also g i ve a 

transformation diaco•.1nt. This would provic\e a crad i t 

twice tor the avoided tranatormation coat, aince the 

diacount would already have been embedded in the 

diacounted voltage differentiated rates in this i nstanc e. 

Ia there a diacount developed in tbia rate proceedinq that 

reflect. the coat to Gult Power Coapany of tranetoraation 

equipae.nt? 

Yea. Gulf'• reaponeea to Interroga~ories No . 110 and No . 

lll ot Statt•a Eighth Set in this docket provide a 

diacount tor transformation cost. These disco\mts by r ate 

claaa and by voltage level tor customer owned 

tranatormation are ahown below: 

GSO/GSOT 

LP/LPT 

PX/PXT 

Primorv 

$0. 35/ KW 

$0.42/ KW 

N/A 

Tronsmission 

$0. 41/ K\o/ 

$0. 52 / KW 

$0.11/1--'"W 

In addition, in Interrogatory No . llJ ot Statt•s Ei ghth 

Set the fo l lowing diacounta were developed t o r meter ing 

voltage ~iacounta to account tor the reduc tion .1 .1 l ine and 

tranatormation lo•••• aa a result ot the customer tak i ng 

aervice above the eecondary distribution lave ~ . These 

diacounta by rate c l aaa and by vc:cagc l eve l t o r custom~r 

owned tronstormction are aho~~ below: 
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Primary Tnnniuion 

.sa 1.831H 

1. 26, .2.632\ 

1. 3553H 

1.0031H 

Doea thi a conclude your rebuttal taatU.ony? 

Yea . It c1oaa. 
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Q (By Hr. Stone) Hr. O'Sheasy , please summa rize 

your r ebuttal testimony. 

A The purpose of my rebuttal te s timony i s t o 

review s everal cost o l service issu as raised by other 

parties and to reveal the correc t solution to these 

issues by Gulf Power Companpy. It is of utmost 

importance that we conc e ntrate on the solutio ns mos t 

appropriate tor Gulf Power Company. 

We must recognize thAt Gulf Power Company 

serves a unique section of the State of Florida and i s 

a me.mber of one ot the largest utility systems in tt. is 

country. As a result, depending on the issue, what m~y 

be appropriately or arbitrar ily d efined for a utili ty 

in Michigan or Tampa Elec~ric Company, is no~ 

ne~essarily correct for Gu l f Power Company . 

I would l i ke to point to the correct 

allocation methodology for Gulf's production plant 

cos ts . Also, please bear in mind that we are 

al locating thq embedded costs on Gulf Power's books a nd 

records . We are not charged wi th performing a marginal 

c ost study or an incremental ana l ys is o n what a 

vi s ionary may think will cause cos t incur r ence in the 

future. Therefore, we mus t onl y c onsider what caused 

the embedded cost on Gulf's books in th is t est pe ri od 

t o be i ncurred. This is a c rit ical poin t . 
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1 12 MCP and one-thirteenth is correct tor our 

2 Company tor the following reasons: It recognizes 

3 Gulf's ~enerating system was built to serve, and i ndeed 

4 must serve, peak load r equirements every month of t~e 

5 year . The 12 MCP concept conforms well with load 

6 requi rements Gulf's planners were asked to meet wh0 n 

7 Gult's current system was constructed. This Commiss ion 

8 has recognized this fact and required its usage by Gulf 

9 since the early '80s. It recogn izes t he fact t hat most 

10 scheduled maintenance is performed in oft-peak months. 

11 It acknowledges that Gulf Power is a member of a ve r y 

12 larqe pool; as a result, incurs monthly IIC 

13 cost based upon each and every month's coinc ident peak. 

14 In addition to being this Commission's stated n1ethod 

15 tor Cult, it's the FERC's p r eferred method. 

16 Finally one must consider the ultimate 

17 ramifications upon rate design. 

18 our customers are wel l experienced with the 

19 pr 1ce signals ~r 12 MCP and one-thirteenth. Thes e 

20 pr i ces were ingredients in the anticipation o f future 

21 coots. 12 MCP produces stable re~ults for major rate 

22 cl.1ases and our customers expect to see the consistent 

23 pr i ce siqnals which it has and will sena. 

24 Finally, Gulf's generatirg plant is i nde ed 

25 sensitive to the seasons but c er t a : n ly not absent 
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1 during nonsummer months. 

2 Capital suLstitution theories such as 

J equivalent peaker and refined equivalent peaker have 

4 presumptions that are embedded in s}-·stem pl 1nning. 

5 However, those !ew assumptions are woe full :· inadequa t e 

6 to properly reflect Gulf's systom planning and EP and 

7 REP methodologies ignore far too many conside!"at.ions to 

B justify their usage !or Gulf Company . 

9 There are at leaste four maj o r o bs tacles 

10 preventing an equivalent peaker, refined equivalent 

11 peaker usage, tor allocating Gulf Power Company's 

12 generating plant cost. It is a major 

13 oversimplification of the system planning ~rocess. It 

14 raises some most complex ar.alytical modeling problems. 

15 It possesses additional theoretical revenue 

16 considerations that may be addressed, that must be 

17 addressed, if one accepts the bas ic premise. And 

lB finally, it evokes cons i derab le rate design problems . 

19 All of th i s considered, the bot t o m line 

20 denominator which we mus t cons ider in determining an 

21 allocation methodology for Gulf's p r oduc tion plant, is 

22 what were the cost causative !actors w.lich ca used 

23 Gulf's current sys tem a nd result i n embe dde d cost b~ing 

2 4 incurred? Not a speculative factor ·•h ich may cause 

25 r u tu r e costs t o be incurred. 
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1 In other words, this is not a marginal or 

2 incremental analyo is, is it an embedded c o s t o f servic e 

3 study. Gulf System planning wi t ness , Bil l ~owe \ 1, very 

4 clearly points out the history of cost incurrence for 

5 Gulf's current system. 

6 He further notes that adoption of c omplex 

7 computer driven planning models which possess a myr i ad 

8 of considerations, relati vely recent enhancments. 

9 Gulf's system was built to serve peak requirements 

10 throughout the year, the 12 MCP and one-thirteenth 

11 methodology, in which we believe reflects this most 

12 appropriately. 

13 The other issue I'd like to highlight i n my 

14 oral summary is the allocat i on of i nvestme nt i n l i ne s . 

1~ Gulf's delivery system, both at the transmission level 

16 and primary distribution level, should b~ shown as a 

17 network with spokes or taps branching off the l o ad 

18 centers. The vast majority of these taps s e rve a load 

19 center serving numberous customers . 

20 Very fe~ of these taps may appear at a 

21 particular point in time to serve only one customer. 

22 The cost of tue network and all taps are allocated t o 

23 all customers who impose a rel a ted demand o n the 

24 system. The clear rationale for not assigning a 

25 particular tap which may onl y be s e r v ing one c us t omer 
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2 c ustomer r ate qroup is as follows: Number one, I n 

3319 

J ge ne ral , Gulf does not plan their electrical delivery 

4 system for the purpose of &erving one mere customer. 

5 It is muc h too expens i ve to construct large 

6 expensive tops t or one custo mer . The i dea is t hat a 

7 tap serving thia part i cular c ustomer today, will 

8 acco~odate additional customer growth tomorrow, or may 

9 i ncrease system stability or reliability in adjoining 

10 load centera. 

11 Two, fro• a accounting standpoint it would be 

12 most difficult to trace these line costs, plus an 

13 annual review would be necessary to determine if new 

14 customers had been added off of this tap. 

15 Three, the allocation process 'o'ould requite 

16 additional complexity. Line investment would need to 

17 be divided i nto three Rubcategories ; the network, 

18 common taps and dedicated taps. The load development 

19 would be complic.a ted i n tha t load from common tap 

20 customer s would need to be segregated from dedica ted 

21 tap c ustomers, and an allocator developed !or the 

22 common customers; ot..herwise, you would ri :Jk charging 

23 the customer with the assigned t ap twice; once i n the 

24 a ssignment process, once in the allocation process. 

25 However, the load for common and dedicated 
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customers would have to be combined for the purpose of 

de\·eloping an allocator for the common network . And 

rinally, all of this effort would prove to be 

relatively diminimus. We've estimated that at any one 

particular point in time, only 2 to 4\ of all all lines 

serve only one custome r. 

So, in effect , this would prove expensive, 

complex and would not improve the results of the Cost 

ot Service Study to any significant degree , and wou ld 

not in deed reflect cost causation. 

This conclude my oral summary. 

MR. STONE: I tender the witness. 

CHAIRMAN WILSON: Mr. Burgess. 

CROSS EXAMINATION 

BY MR. BURGESS : 

Q Mr. O'Sheasy, what is the break-even number ? 

A 1,430 hours. 

Q Would you please briefly describe how that is 

calculated? 

A Certainly . We evaluated two alternatives, a 

combustion turbine, and a coal un it, and we looked at 

the fixed cost of each technology versus the running 

cost of each technology, and computed from a algebrai c 

relationship a break-even point. 

Q The object then is the break-even point at 
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1 which there is a neutrality or total ~ost? 

2 

3 

A 

0 

That's correct. 

And as I understa11d it, the more kilowatt 

4 hours that are u sed as you go up i n t he number of 

33 21 

5 kilowatt hours that are to be so l d out of it, then it's 

6 begins to lean more heavily toward the baseload unit as 

7 being the more cost effective? 

8 A Yes, I tnink you could draw that conclusion, 

9 everything else being equal. 

10 0 Okay. So in the ca l c ulation you've got the 

11 fixed cost of each, and then you try to determine the 

12 number of running hours that is required to make the 

13 two costa equate , is that correct? The total cost of 

14 those two? 

15 

16 

A 

Q 

That's correct. 

And as I understand it, incorporated in tha t 

17 calculation is -- the hours that you use are the 

18 highest demand hours o f the year, is that correct? 

19 A I n teems of developing the alloc ator that we 

20 used for the refind equivalent peaker study? 

21 

22 

0 

A 

Yes. 

We did se l ect the highe st 1,4 30 hours for 

23 that allocator. In the break-even a nalys i s you're no t 

24 looki ng at particular hours . 

25 0 I'm not sure I understand. Bas i c al l y , the 
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number of hours that determines break-even; what really 

determines the break-even point is the v!lowatt hours 

generated, is that correct? For the variable O&H cos t ? 

A It's the hours necessary to equate the ~wo 

total cost lines or curves. 

Q You're saying that in the c alculati on v f the 

break- even point, it does not involve the hi~hest, what 

is ultimately calculated as 1,430 hour s , is that the 

1 , 410 hours of highes t demand of the year? 

A It's just a mathematic al relationsh ip and 

it's just trying to determine how ma ny hours it woulu 

take to equate the two tec hnologies. 

Q But the number of hours it would take also 

depends on t he a mount of demand in a gi ven hour, is 

that correct? 

A I'm not sure I understand that statement? 

Q Well, if the demand is higher i n a given hour 

t han another hour, than the higher demand hour would 

draw more kilowatt hours than would the lower deruand 

hour, is tha l correct? 

A If you're comparing two hours , a nd one hour 

has a higher demand than t .he other, it would be a 

resultant larger kilowatt hour meas urement underneath 

that particular hour . 

Q And does that affect the break-even point? 
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Break-even point? 

As to the number of hours. 

1 

2 

3 

A 

0 

A No. : think you're contusing two different 

4 issues here. 

5 What we're saying is, you've got a co~bustion 

6 turbine, tor example, the cost might be -- just to 

7 throw out a number -- $50 per kW, plus 7 cents per 

8 kilowatt hour. And then you have an equivalent 

9 equation !or a base unit and it might be $200 per 

10 kilowatt hour and 2 cents, excuse me, $200 per kilowatt 

11 and 2 cents per kilowatt hour, and you're merely 

12 looking at the number of hours it takes to justify or 

13 equate those two technolog ies, and it's basically a per 

14 kW a~alysis. 

15 You're not looking at a load shdpe and 

16 saying, "Okay, how many kW do we have he re and how many 

17 kW do we have during this hour?" It's a per kW 

18 analysis. 

19 0 Is the amount of variable O&H ~ost driven by 

20 the amount of kWh? 

21 

22 

A 

0 

Say that again, please? 

Is the amount of O&H, the var : ab le O&H cos t 

23 from each plant drive n by the amount o f kW that wou ld 

24 be served by each plant? 

2 5 The presumption in our models is that the 
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3 constant. 
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4 Now, that might not be entirely true as you 

5 dispatch your plants, of course, but it was relatively 

6 true . 

7 Q Thank you, Mr. O'Sheasy, that's all I have. 

8 CROSS EXAMINATION 

9 BY KAJOR ENDERS: 

10 Q Mr. O'Sheasy, you don't disagree with the 

11 concept of the volt.age differentiated rates, do you? 

12 

13 

A 

Q 

Not if they are coat-baaed. 

And you also don't disagree with 

14 transformation discounts? 

15 A That's correct. I don't disagree with them. 

16 I don't think you should -- well, I don't think if in 

17 your voltage differentiated rate you are compensating 

18 for avoided transformat! on costs, I don't believe you 

19 need a transforma~ion discount in addition t o a voltage 

20 

21 Q Well, in fact, Gulf in thi s docket currently 

2 2 has voltage differentiated rates and has proposed a 

23 cost-based tran.sformation discount , is that no t 

24 corr ect? 

25 A Gulf has proposed transformat ion d iscounts. 

FLORIDA PUBLIC SERVIC E COHMISSIO~ 



1 

2 

3 

4 

5 

6 

7 

B 

9 

10 

11 

12 

• 13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

What are you referring to _.hen you say, •·vol tage 

differentiated rates?" 

3 3 25 

0 I don't want to get into your d i scussion o f 

or. Johnson's voltage differentiated rates. You cculd 

br i ng that up with Mr. Stone. 

Let's go to Page 26 of your rebutta l 

testimony. 

A All right. 

0 Line 19, you reference question 

one-thirteenth in Staff's Eighth Set of 

interrogatories, and that's Exhibit 26 9 in this case, 

and you made the calculation. 

A That's correct. 

0 What i n your calculatior. did you exc lude in 

developing your metering volta~e discount? (Pause) 

A Basically, it's what we have represented i n 

these loss fac tors here, are the losses i ncu rred in 

making the transformation from pr i mary volta~e down to 

secondary vo 1 t .age 

0 Let me ask you a few questions to f o llow up 

on that . Did you exclude line lossez ? 

A Yes. 

0 Did you exclude other vo ltage s t e pdown, say 

from Level 3 to 4 ? 

A Yes. 
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Did JOU exclude other secondary costs avoided 

2 by customers at higher voltage? 

3 

4 this? 

5 

6 

A 

0 

A 

I'm not sure I understand wha t you're asking 

Poles, conductors. 

Maybe I can answer it another way. 1ne line 

7 loss factor which you see here specifibd a s 

8 distribution line transformers, is only the losses 

9 i ncurred in making that distribution line 

10 transformation, and the losses that are represented are 

11 reflected in making the transformation from 

12 transmission to primary, ate only the losses made in 

13 making the transformation from transmission voltage to 

14 primary distribution voltdge . And they do exc lude any 

15 i nherent line losses in the system. 

16 0 Wjould it be fair to say that your proposal 

1 7 understates the credit that should be given to higher 

18 voltage customers? 

19 A I don't think it's fair to say that, or I ' m 

20 not drawing t .hat :::onclusion . I'm just stating what I 

21 was asked to do, which was produce these loss factors 

22 in this setting and that's what I did. 

23 0 And the Staff was the one that asked you to 

24 did that? 

25 A That's correct . 
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MAJ. ENDERS: I have no further questions. 

2 CROSS EXAMINATION 

J BY MR. McWHIRTER: 

4 Q Mr. O'Sheasy, is Gulf Power more likely to 

5 operate peakers during the time of the highest 1,430 

6 hours per year than other times? I guess that means 

7 the 1,430 hours when the greatest demand is on your 

8 system as opposed to the other times. 

9 A Intuitively one would think so . but as a 

10 matter of record, Gulf does not have a signifir.ant 

11 amount of combustion turbines at this time . But 

12 int uitively speaking, one would expect to run peakers 

13 more often during peak times than nonpeak times. 

14 Q How about if you had a major unit down for 

15 maintenance during the shoulder period? 

16 

17 

A Well, it all depends on what you've got 

available. You depending on your mix of units, you 

J8 could easily have, you could have t1 baseload unit that 

19 could run during those times. 

20 But it is also conceivable that you could 

21 have a combustion turbine running while the base unit 

22 was down. 

2 3 Q Is it fair to say that you believe the 1 2- CP 

24 method to be the soundest allocation method presen ted 

25 in this case? 
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Host definitely. 1 

2 

A 

Q It the Commission didn't follow your concept 

J but determined that the equivalent peaker concept might 

4 be more effective, which of the EP studjes filed in 

5 this docket do you think would be more appropriate? 

6 The one filed by Hr. Wright of the refined equivalent 

7 peaker study requested by the Staff, or the corrected 

8 refined equivalent peaker method filed by Hr. Pollock? 

9 A I don't particular like any one 0f those 

10 studies. In general, my -- if I had to choose between 

11 a capital substitution theory, I would prefer one that 

12 embedded the refined equivalent peaker concept. 

13 Q As opposed to the corrected refined 

14 equivalent pealter which takes fuel symmetry into 

15 consideration? 

16 A I believe that a fuel symmetry adjustment is 

17 probably warranted, but I'm not sure at this juncture 

18 because I don't I don't necessarily believe that 

19 that philosophy is best !or Gulf. So I don't -- I'm 

20 not sure at this junctur 6 what is the correct fuel 

21 symmetry adjustment to make, but I do believe that one 

22 is probably warr anted. 

23 0 If this Commission adopted a n equivalent 

24 peaker concept, would it be in the avant-garde of 

25 commissions throughout the United States in undertak1ng 
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1 such an endeavor, in your opinion? 

2 

J 

A 

0 

In the systems that I'm familiar with, yes. 

I ! the EP concept were adopted, should the 

4 12-CP method be used to allocate ~he demand-related 

5 investment? 

6 

7 

A 

0 

No. I don't believe so . 

Should the energy-related investment be 

8 allocated to classes relative to their year-round 

9 energy? 

10 A No. I believe that , based on n y preference 

11 for the refined equivalent peaker concept, that you 

12 should consider the hours up to the break-even point 

13 and the energy vitbin. 

14 0 How should the energy investment be 

15 allocated, to the h ours up to the break-even point or 

16 after that? 

17 

18 

A 

0 

Up to the break-even point . 

Is it your testimony that some adjustment is 

19 necessary to recognize fuel symmetry? You have j ust 

20 sa i d yes . 

22 

2J 

A 

0 

A 

Yes. I believe so. 

What i 3 your understanding or fuel symmetry ? 

Basically, if one accepts capital 

2 4 substitution theory as opposed to a peaker philosophy 

25 -- excuse me, coincident peak philosophy -- you must 
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1 accept that there are two ingredients to th l s theory, 

2 this capital &ubstitution t .hoory. One is the t ix<ad 

J cost ingredient, the other is the running cost 

4 ingr~dient. And you can't divorce ~ne from the other; 

5 they go hand-in-hand . And you must consider, 

6 therefore, how your running cost is being considered in 

7 terms of cost allocation. At the same time , you 

8 consider ho~ your capital costs will be allocated. 

9 And I ' m afraid that, with the capi ta l 

10 substitution theory and the way we are conside ring 

11 allocating fixed costs, the running cost allocation is 

12 going to be out of sync with that theory. 

1J Q That's Mr. Wright's theory? or even the 

14 refined equivalent . 

15 A Yeah, I' ~ not-- when you say "Hr. Wright's," 

16 I believe that a fuel symmetry adjustment is probably 

17 wa rranted tor both methods, both equivalent peaker and 

18 refined equivalent peaker. 

19 Q If Mr. Wright's equivalent peaker or the REP 

20 concept were a dopted, do you foresee any adverse 

21 impacts on customers in terms o! pricing signals? 

22 A Yes. I do. I've gone o ver this with the 

23 marketing people at our company very thoroughly and 

24 there would be a significant shift or transfer of cost 

25 not only between rates but between comp or.gnt s within a 
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1 rate. 

2 Your demand cost would go down considerably. 

3 Your energy cost would go up considerably . And I'm 

4 ~ fraid our customers have been used to the price 

5 signal s that we have been sending them in a partic ular 

6 relationship . And if we change that relationsh i p, 

7 there is going to be some severe adjustments that will 

8 h ave to be taken into account . Our customers are going 

9 to react unfavorably in many situatio ns. 

10 Q Is one of the reactions that they might leave 

11 the system and become cogenerators? 

12 A I think that 's a possibility, but I'm not 

13 really the authority to address that . 

MR. McWHIRTER: I tender the ~itness. 

15 CROSS EXAMINATION 

16 BY MR. PALECKI : 

17 Q You s tate on Page 25, Lines 14 through 18 , 

18 "If voltage level rates are adopted for LP/LPT, that 

19 they should be based on a c umulative unit cos t analys~s 

2C which considers the cost dif fe rentials or serving 

21 separate voltage levels." 

22 Would you please elabor ate on wha t a 

23 cumulative unit cost analysis is and what it's designed 

24 to accomplis h. 

25 A Certainly . A cumulative unit cost ~ nalysis 
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1 indicates what the cost is t o serve a pa r t icu la r l oad 

2 at a particular voltage level and that same load ~t 

3 another voltage level . 

4 For example, if we wantej to know whd t the 

5 coat to serve a customer at transmission vo ltage was 

6 per kW, it might fall out to be $4 per kW. Well, then 

7 the next question is what is the re s ultant c ost to 

8 serve that same load, it's a prime distribution 

9 voltage. And a cumulative unit cost analys i s would d o 

lO that. It would tack on, in e!fect, to t~e $4 c harge at 

l l transmission, the extra incremental c ost to get that 

l L load down to primary distribution. And that's what we 

13 mean by cumulative unit c ost analysis. And one cou ld 

14 subt~act those two numbers to get a feel f or what the 

15 inct emental cost is in serving that lower voltage 

16 level. 

1 7 Q Would you agree that if the rates are 

18 d i fferentiated by voltage levels for LP/LPT, it wo u ld 

t 9 be equitable to do so tor all demand ra t e c u stome r s? 

20 

21 

A It's my observation tha t it migh t be 

equitable, but it might not be necessa r y . It' s t he 

22 LP/ LPT class seems t o have a wider di s pers i o n of 

23 customers over voltage levels tha n most other ra tes. 

24 Host other rat es see m to be c onc entrated o n a f e w 

25 pa rti cular voltage levels . So a ny var ia~ce, a ny costs 

FLORIDA PUBLIC S ERVI CE COMM ISS I ON 



JJ)) 

1 and benefit in equity between average embedded 

2 ratemaking and charging a customer whereve r he fall s , 

3 that problem is not as paramount in o ther rates as it 

4 is in the LP/LPT . 

5 0 Does Gulf attempt to build the most 

6 economical or cost effective transmissio n and 

7 distribution system for serving its customers? 

8 

9 

A 

0 

Yes. 

Would you agree that the re may be situations 

10 when customers do not have the choi c e of voltage levels 

11 due to the Company's need for building the mos t 

12 economical transmissio n and/or distribution sys tem? 

13 

14 

A 

0 

That's a possibility. 

Would you agree that for these spec ial 

15 circumstances that additional lines, conduc tors andfor 

16 substations would have to be bui ! t to meet the 

17 customers' needs, resulting in uneconom ic expe nse t o 

18 the general ratepayers? 

19 

20 

A 

0 

I suppose that's possible. 

It this plant cost we r e c ollec ted through 

21 rates, wouldn't the averag e rates for all c lasses o f 

22 customers i ncrea s e acc ording t o the ir al l ocated s ha r e 

23 of t .he rate base? 

24 A In your hypothesis there , i t cert a in l y wo u l d . 

25 But that's no different from any c r ange i n our system. 
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1 Every time we add a customer, more t han likely to som& 

2 degree we're going to have to add more current 

3 inves~ent cost, which is going to be more expensive 

4 than older vintage embedded cost, so that the average 

5 cost to all customers would go up . 

6 Q Js it your understanding that past Commiss i or. 

7 polic y in rate cases has been t o recoqni1e the avoided 

8 transtormation costs in the transformer vo l tage 

9 discount and the assoc i ated c ore l osses a ssoc iated with 

10 transtormatio n as the metering vo ltage discount? 

11 

12 

A 

Q 

Yes. 

Are you aware that both Florid a Power 

1 3 Corporation and Tampa Electric Company have transfo r mer 

14 ownership discounts and metering voltage d iscounts 

1 5 designed in this manner? 

16 A I have been told that . I 'm not fluent in 

17 that, but I have be9n told that. 

18 MR . PALECKI: Thank you . Staff has no 

19 fur ther ques~ions. 

20 COMMISSIONER GUNTER : Commissioners ? 

21 Redirec t ? 

22 RED IRECT EXAMINATION 

23 BY KR. STONE : 

2 4 Q Mr . O' Sheasy, you've testif i ed on t ~ the 

25 relative effects between the equivalent peake r a nd t.i1e 
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1 12-CP method . What would happen to the peak demand 

2 usage on an equivalent peaker type of concept r-elative 

J to the 12-CP method? 

4 

5 

A Because the un i t cost would, for demand, 

would go down us i ng this concept . It that was 

6 translated into the actual rate design, then I could 

7 perceive where the customer would not be as sensitive 

8 to curbing his peak load usage . And he would be more 

9 sensitive to controlling h is kilowatt hour us ag e than 

10 he would currently be. So it would not surpr ise me to 

11 see a load factor deter i oration. 

12 In other words, peak usage could go up a nd 

13 off-peak usage could go down as a result. 

14 Q Wha t effect would that load factor 

15 deterioration have on th2 ratepayers as a whole? 

16 A Wel l, i n genera l, it would cause the per-unit 

17 cost to go up. 

18 

19 

MR . STONE: That completes our redirect. 

~~- PALECKI: At this time, Staff would like 

20 to readdress the issue of the late-filed exhibit t~at 

21 Mr. O'Sheasy was asked to provide by Staff . 

22 There was not a ruling by the Commissi~n; it 

23 was a deferred ruling . We had represented that we 

24 thought f urt her testimony that came out during the 

25 hearing would point out the need for thi s p~rticular 
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1 cost of service study . And Staff's opinion is that 

2 there has been substantial testimony wh ich has pointed 

3 out that need, and we'd like to go into that now, if 

4 it ' s the Commission's pleasure. 

5 RECROSS EXAMINATION 

6 BY MR. PALECKI: 

7 0 This is a cost of service study i n which we 

e asked that the SE class be broken into two classes, 

9 SE/PXT and SE/LPT. And since the original tes timony, 

10 Witness Wright has testified that he thinks there is an 

11 underrecovery of substation costs to PXT customers 

12 taking service on the SE rider. He also indicated that 

13 underrecovery of production and transmission plant 

14 depends on the ratio of billing kW to 12-CP kW. The 

15 ratios for the billing kW to 12-CP for SE/PXT, versus 

16 PXT and SE/LPT, indicate there is a problem of 

17 underrecovery in these classes. 

18 Third, a change in the rate of r eturn for PXT 

19 with and without one SE customer it was an SE 

20 customer that switched -- from 8.92 without the one 

21 customer ~o 8 . 33 with the one customer, shows that a 

22 single customer has a great ia~pact on chis t.:las s . And 

23 for that reason, we think that the cost of service 

24 study is fully warranted that we've requested . 

25 I think there's sufficient indica tion that 
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1 there is an underrecovery or a very high likelihood of 

2 an underrecovery to th~ PXT customers taking service on 

3 the SE rider and, t herefore, we would, once aga i n, 

4 request the late-tiled exhibit that we previously 

5 requested. 

6 hnd we have written guidelines that we would 

7 subait to the Co•pany and to the witness for the 

a guidelines we would like the cost ot service study run 

9 on. 

10 MR . McWHIRTER: I have a visceral ~version to 

11 a late-tiled exhibit developed under guidelines we 

12 haven't seen before . Obviously this affects one of my 

13 clients. I'• not sure t hat all the appropriate 

14 guidelines are included in it. I am not sure that whe .. 

15 the intoraation is provided we would have an 

16 opportunity to give facts that might :-elevant to the 

17 ci r cu•stances, and it's possible that that exhibit wil l 

18 come in, you know, much later, just befor e decision is 

19 rendered. And it is kind of scary, un less we c an c ome 

20 up with scae safeguards about we can be entitled to d ue 

21 process ~rotection. 

22 MR. PALECKI: Commissioners, we stated the 

23 g~idelines --

24 COMMISSIONER GUNTER: One at a ti~e . You've 

25 stated your argument. Company? 
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KR. STONE : Commissioner, if I may, although 

2 they have stated the guidelines , they were atated a 

J long time ago , and I 've never had an opportunity to 

4 actually read them, and as usual, these guidelines are 

5 quite lengthy. If we mig ht have a few moments to look 

6 over these guidelines, I might be in a position to 

7 tully respond. 

8 COMMISSIONER GUNTER: Why don 't we take about 

9 a rive-minute break. 

10 (Brief recess.) 

11 - - -

12 MR. STONE: Mr . Chairgan , we are disc ussi ng 

1J once again Stat!'& request !or two additional cos~ of 

14 service studies. These would be cost ot service 

15 studies in addition to the 11 that have already been 

16 prepared in this c ase . It is the Company's contention 

1 7 that this re~~est ! o r additional cost of service 

18 studies at this poin t is either more properly addressed 

J9 in d iscovery and therefore moot, because we are well 

~ 0 past the pe riod of discovery, or it is mor~ on the 

21 lines of an acade mic exercise and would not rP.nrler 

22 useful information to the CommiRsion's decision. 

2J The testimony of Mr . Pollock and Hr. O'Sheasy 

24 clearly indicates that they d o not believe it would 

25 render any significant result. 
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1 The only testiaony supportiv~ of such a study 

2 is that of Hr. Wright. However, Hr. Wright could offer 

3 no detini t ive evidence to support his theory that there 

4 might be an underrecovery prob l em. It seems to me that 

5 considering the burden of having to prepare tnese 

6 add i tional cost ot aervice studies at this late date is 

7 not warranted oonaidering the value, the 1i~ited value 

8 th.at s uch a study would provide this Commiss.1.on. 

9 It is with great concern that the Cocpany 

10 object s to the requests, but we feel that it is 

11 important to recognize that there is a time when you 

12 must c ut ott the process o! discovery , and we believe 

1J that time has long sinc e been exceeded. 

14 In terms of the results of any potentia l 

15 study, it would require a modeling assumpt ion to model 

16 what the SE customers would have done had the re not 

17 been SE. The Company is not i n the position of bei nq 

18 able t o ge t into the l'll inds of the SE custome r s to 

19 resolve t .hat dilemma, and it is for that reason that we 

20 be l ieve any results that might come out of this study 

21 would have no value and do not warrant the bu rden it 

22 would undertake !or us to produce them. 

23 HR. PALECI<J : Unless the re a r e any questions 

24 from the commissioners , Staff would r ely on its 

25 prevjous arguments . 
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CHAIRMAN WILSON: Well, I'm unconvi nced t~~t 

2 it wi ll really produce information that's going to be 

3 ve ry useful to you . So I'm -- I don't know what - -

4 deny, d isallow, whatever . 

5 

6 request. 

7 

8 

MR. STONE: I guess you would d e ny Staff ' s 

CHAIRMAN WILSON: Fin6 . 

KR. STONE: With that , Commissioner, may Mr. 

9 O'Sheasy be excused from further attendance of these 

10 hearings? 

11 

12 

13 

14 

15 

16 (Pause) 

CHAIRMAN WILSON ! No further questions? 

Yes, he may . Thank you. 

(Witness O'Sheasy excused.) 

MR. STONE: The next witness is J a ck Ha s kins . 

17 Mr . Chairman , aay we proceed? 

18 CHAIRMAN WILSON: Yes. 

19 JACK L. HASKINS 

20 having been previously duly sworn a s as witness on 

21 behalf of Gulf Power Company, was cal l ed as a rebutta l 

22 witness and testified as follows: 

2J DIRECT EXAMINATI ON 

24 BY HR. STONE : 

25 Q Mr. Haskins, you have orevio~s ly been s worn 
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1 and have previously testified in this docket, and I 

2 believe you have also pre!iled rebuttal testimony in 

3 this docket dated Kay 21, 1990, is that correct? 

4 

5 

A. 

Q 

Yes, it is. 

Do you have any c hanges or corrections to 

6 that pretiled rebuttal testimony? 

7 Yes, I have corrections on two pages. The 

8 f i rst is on Page 8 at Line 19, change the words 

9 "response to an interrogatory" to "the mi nimum blll 

10 provisions o! the PX/PXT tariffs." 

11 Q Just so that -- since that wa s such a lengthy 

12 response, would you now read the Line 19 as it would 

13 read with your change? 

14 It Line 19 would now re~d, "was proposed in the 

15 minimum bill provisions of the PX/PXT tariffs." 

16 

17 

18 

Q 

A 

"In the"? 

"In the,• that's correct. 

On Page 39, on L i ne 12 , delete the words, 

19 "the unit costs in the." There's no addition there . 

20 And then on the next line, Line 13, delete 

21 the word "stu~y." 

22 Q With these changes , would your response s to 

23 the questions in your prefilea rebuttal testimony be 

24 the same? 

25 A Yes . 
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We ask that his prefiled rebuttal testimony 

2 be inserted into the record as though read . 

3 CRAIRJI'!.AN WILSON: It will be so inserted i nto 

4 the record without objectio n . 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 
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GULF POWER COMPAHX 

Befo re the florida Public Se rvice comm i ss i on 

Rebut ta l Testimony of 
Jack L. Haskins 

In Support ot Ra te Rel ie t 
Docket No. 89134 5-EI 

Date o t Filing: Kay 21, 199 0 

Kr. Haskins, have you previously aubaittad teatt.ony 

in this proceeding? 

Yes. I submitted direc t pre!i led testimony in this 

proceeding i n support o r the r il ed rates ror Gulf 

Powe r Company . 

Have you prepared an exhibit that contains intoraation 

to which you will rarer to in your teat~ony? 

H A. Yes. 

15 

16 

17 

18 Q. 

19 

2 0 A . 

2 1 

22 

2) 

2 4 

25 

Counsel: We ask that Hr . Haskins' Exhibit 

(JLH-2} comprised or e ignt 
Schedules be marked t or i dentl! i­

c atio n as Exhib i t NoS . l~/ · 2«1 

Do you have any corrections or additions to tUe 

testia.<'ny and exhibita you have previously tiled? 

Yes. We have rev i sed my Schedul~s 1, 2 , and 5 a s 

shown in my p retiled direc t testimony bas ed on t h e 

r esults or the revised coat o r serv ice s tudy and rate 

design a s submitted in Industria l I ntervenor' s Se cond 

Set or Interrogatories , Noa . 12 and lJ , a nd Industr i a l 

Intervenor's Se cond Request !or Production o! 
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Document• , No . 27. Theao three achedulea , "Analy!;!s 

of Proposed Revenue by Rate 12 Month• Ending December 

1990," "Ratea of Rftturn by Rate Claaa," and "Average 

cost of Localized Inveatment" are ahown aa Schedules 

1, 2, and 3 , respectively , in my exhibit to this 

teatimony. For convenience, we are referring to the 

r eviaed atudy aa the "No Migration" atudy . 

Have you reviewed the te.etiAony and axhi.bita of tha 

vitneaaaa intervening in thie proceeding? 

11 A. Yes. 

12 

lJ Q. 

14 

15 

16 }>.. 

17 

18 

19 

2 0 

21 Q. 

22 A· 

2) 

2 4 

25 

Do the •ubjecta addreall~ in the teoatiaony of Schetrel 

Wright , Jeffry Polloclc, 1)1: . Olarl .. John.aon, and Toa 

Jtiala tall in your area of reaponai.bility? 

Yes. In addition to addreaaing varioua aapec ta o f 

their testimony, my rebuttal teatiaony vill alao 

addreaa some of the iaauea raiaed by intervenors , 

Staff, and Gulf Power Compa.ny . 

BOY did you develop the propoaed cuat~r charqea? 

The unit coata from Mr. O'Sheaay'" coat ot aervice 

study were uaed aa the atarting point in ae1ecting the 

various cuatomer cbarqea. The •ubaequent devel opment 

of the prcpoaed charge• ia diacuaaed tully in my 
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pretiled direct testimony on pages 7-11 . No other 

testimony supporting any other charges has been 

submitted by any party in these proceedings o ther than 

Hr . Wright , who stated that the custoaer charges 

should be coat baaed . 

Bov cUd you dete~• the propoaed atandard deaand 

cbarqu? 

Again , the first consideration was the demand unit 

coat !rom Hr . O'Sheaay'a coat ot service study . The 

subsequent development ot the proposed charges is 

discussed in my direct testimony beginning on page 14. 

With the exception ot or . Johneon'• LP/LPT rates, no 

other witness has offered testimony supporting any 

other demand charges tor standard rates GSD, LP , or 

PX . 

Hov did you c1eter&ine the deaanc1 c.barqea which ~re 

includad it, Gulf's proposed TOO rat .. ? 

As stated in my direct testimony on pages 18-2 0, the 

Load Factor Methodology that has been used and 

approv&d in our last three rate cases waa the 

methodology chosen to design the demand chargaa ! or 

the TO:J rates . 
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This methodology is doacribed extensively in my d i rect 

test imony which includes an example. This methodology 

utilizes the lower o t c lass or ayat .. load !actors to 

allocate revenues between on- peak and maximum demand 

charges. It provides a substantial lncentive ! or 

customers t o control their load so that their maximuu 

demand c o i ncides as little aa possible with their peak 

period demand or vice-versa . 

Baa any oth.er party proposed e ditterent aetbod tor 

det..arai.ning TOtr deaand cba.rqea? 

Yea. Witness Wriqht has proposed a method that would 

recover only a portinn o t distribution coa t s !rom t he 

maximum. de111and cbargo. This charge would use the 

customer 's highest measured demand occurring du ring 

the current or previous "ratchet period" o! one t o two 

years. Hr. Wright's proposal is easantially a 

proposal tor a Local Facilities Charge tor a ll dema nd 

20 metered ~~stomers. We apprec iate his support in tha t 

21 regard s ince ve are proposing a typ• o ! Local 

22 Facilities Charqe tor LP/LPT and PX/ PXT customers. 

2J Ho•ever, I do not believe h is prop.,aa l is appropr1ate 

24 tor a maximum demand charge . A cust omer who is able 

25 to shitt most o t his load ott-peak could end up being 
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subsidized by other customers since the max : mum dema nd 

charge would not recover any production or 

transmisai~n costa. Even it el l usage is ott-pee~. 

there woul d still be some production and transmiss ion 

costs i ncurred . Kr . Wri ght's proposal i s a briet 

theoretical discus•ion, which has no regard tor the 

ettect i.l:lplementation ot his proposal might have on 

the attected customers. In !1\ct , he cannot evaluate 

this ettect because he has proposed no rates. Ti.a 

Start has proposed the same met hodology , without 

supporting testimony . 

Further, when Mr . Wright's proposal is combined 

with his proposa l on page J5 of his testicony to 

re - impose mandatory TOU rates , it could be devastat ing 

to those customers that simply cannot move demand from 

the on-peak period to the ott-peak period . 

Dr. Johnson 's proposed LPT rate aainta ina the same 

r a tios as Gulf's; however, his charges have to be 

higher to offset thG auch larger transformer ownersh ip 

and met~ring voltage discounts that he is proposing. 

Are there any other views cxprea Med i.n Mr . Wright's 

teati.aony and accotpany inq e.xhi.bi ta that cauae you 

concern? 
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Yes. While we agree with Mr. Wright that coste do 

vary by the time of day and th• time of year , we 

believe that time-of-use rates should be optional and 

not manda tory tor all customers . In Cult's 1982 rate 

case, a three commissioner panel imposed mandatory TOU 

rates on all of Gulf's large cuatomers with demand 

over 2000 XW. A different three commissioner panel 

supported our views on aandatory TOU rates in Gu l !'s 

1984 rate case and reversed the p revious panel's 

decision. In this and other matters that a!fe~t their 

lives and business , electric custoaers expect fa irness 

and equity. They also expect and deserve consistency 

of rates and regulations ao that they can plan tor the 

!uture with confidence . This consistency , or 

gradualism where changQ is necessary, is a basic 

principle that permeates all of Gulf's proposed rates. 

We see no concern tor this principle in the proposals 

ot Mr. Wright, although he purports to represent the 

citizenr of the State of Florida. 

Since Gult'a .. thodoloqy and Kr . Wrigbt'a are 

cHfterent 1n tbe area ot TOO dmland and energy 

charq-, vould you elaborate .are on Gulf' • TOO rate 

deRiqn aetbodoloqy? 
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Y~s. Each TOU rate waa designed to be revenue neutra l 

with ita standard rate counter;art; that is , the TO~ 

rates were deaigned to recover the proposed revenue 

tor the claaa aaauminq all cuatoaera were on the TOU 

rate in lieu o! the standard rate . The Load Factot 

Methodology waa t hen used to celculate the TOU energy 

prices tor rates RST and GST. It takes total energy 

related revenue and splits it into on-peak and 

off- peak energy related revenues. Tota l energy 

related revenue tor rate& RST and GST ia just the 

total claaa revenue r~quirement leas the revenues 

related to cuatomar charqea . After applying the c lass 

load !actor, on-peak and ott-peak enerqy related 

revenues are then divided by the number ot on-peak and 

orr-peak enerqy related billing determinant• to obta in 

the energy prices. 

The Load rac tor Methodology waa used to split the 

standard demand price, which waa selected ~ased on the 

demand unit coat !rom Mr . O'Sheaay'a coat o ! ••rvice 

study and the resulting demand charge we propos e d t o 

maintain , into on-peak daaand an~ aaxiaum demand 

comp onents. Then, !or the LP/ LPT rate a minimUE 

ott-peak energy charge of $0.00300 per kwh was 

selected to aaaure recovery of all non-fuel energy 

costa, and ! or the PXT rate an oft-peak energy charge 
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ot $0.00 26 0 per kwh wa s selec ted !or the aaae reason. 

Through the iteration proc ess, the ott-peak enerqy 

charge tor rate LPT was refined to $0 . 00303. The 

remaining revenue !or LPT and PXT was used t o develop 

the on-peak kilowatt hour charge. 

Mr. Wright discusses an alternate aethodoloqy t o r 

determining e nerqy charges , but again, does not 

express any concern tor the ettect his propo sals ma y 

have on the customers he purports to represent. He 

has done no calculation , produced n~ coats , and 

o!tered no rates as alternatives to the Company's 

rates that were filed on Oeceaber 15, 1989. 

on page 53 of Kr. Pollock's t•atiaony, be refers t o a 

revised C011pany proposal for the PX ai.niaWI bill 

provision. Where cUd tbe Coapany propose tbia 

reviaion? 

In error , Mr. Po llock has i ncluded some language that 
· 1 \ol&. ""' ; " , - "-""' ~I I f"1'« ~ 1.,.. ~ 

was proposed in :1: aaponae ~o e11 iu~at HMJe~ery in t h e 

withdrawn rat a case, Oocko t No . 881167-EI. The 

revised proposals tor the PX and PXT uinimWD bil l 

provisions are shown in the Coap~ny'a response to 

Interrogatory No . 144 ot Sta!f's Eighth Set o f 

Interrogatories in this Docket No. 891345-EI. 
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Kr. Pollock states that the proposed PX ai.ni.JilDI !Of 

charge penalizes a PX cuatoaar vith a aontblv load 

factor of less than 7 5 percent evan though tbe 

applicability section ot the rate only requiraa an 

annual load factor ot 75 percent. Would you aqree 

vith this atateaent? 

Yes . We do agree with this statement regard ing our 

original tiled t aritt. Hovever , this situation has 

been corrected in our revised language t or the PX/PX'I' 

minimum b ill provisions as shown in the response t o 

Interrogatory No . 144 (prices adjusted pursuant to No 

Migration study) of Staff's Eighth Set ot 

Interrogatories and ic shown below : 

PX: Minimum Monthly Bill - In the event the 
customer•• annual load factor t o r the current and 
preceding eleven aontha is less than 75 percent 
and in consideration o t the reacHnesa ot the 
Company to furnish such service, the minimum 
monthly bill shall not ba less than the custo~er 
charge plua $10.390 par KW o t billing demand and 
the local facilities charge, i t appl i c able . 

PXT: Minimum Monthly Bill - In the event t he 
customer's annual load factor t or the current and 
preceding eleven aonths is leas than 75 percent 
and in consideration ot the readiness o r the 
Company to furnish such service, the minimum 
monthly bill shall not be leas than the customer 
charge plus $10.347 per J<W ot aaxiaum billing 
demand and the local tacilitiea charge, i f 
applicable. 

Kr. Pollock reoa.aends bavinq a aint.ua annual billing 

daaa.nd oharqe vith a true up provision. What ore your 
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thought.• about this alternative tor the PX/PXT ainaum 

bill proviaiona? 

Fi rat, we agree wi~• Mr. Pollock , as already stated , 

that a customer should not be penalized i! hi• monthl y 

load factor ia less than 75 percent aa l ong aa his 

annual load factor ia 75 percent or more. F'urther, we 

believe the PX/PXT minimum billa ahould be designed i n 

such a way that the C~D bill ( include• cuatomer, 

energy, and demand chargea) wou l d norma l ly be more ~s 

long as the 75 percent annual load !actor i s 

maintained. Uaing the reviaed PXT rate and Mr . 

Pollock'• methodology, an annual minimum bill demand 

charge ot $124.16 per maximum annual on-peak KW wa ~ 

developad aa abown below: 

($10.347/kw) (12 months ) • $124.16 

Thia charge waa then applied to the six PXT customers ' 

b ill ing determinants . A• shown on my Schedu l e 4, 

Mr . Pollock's minimum annual billing demand charge 

woul d result in !our of the aiJ( PXT cuatomers pay ing 

leas on the CEO bill than their minimum annual 

charges, even though all aix cuatomera have am.ua l 

load !actors ot 75 percent or more. However , Cult's 

PXT mi nimum b i l l woul d be leaa than the CEO ~ill . 

This d ifference in the relationship ot the minimWD 

bill t o the CEO bill when comparing Cult' s and 
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Hr. Pollock '• methodologies ia because Hr . Pollock 

uses the highost on-peak demand tor the year and we 

use the customer's monthly maximum billing demand t o 

cQlculate the minimum bill . 

Because this ia such a small class and the bllls 

are reviewed monthly by customer accounting and 

marketing personnel, any customer vho ia consistently 

not meeting the annua l load !actor req~irement can be 

readily identitied and appropriate steps can be taken 

to place the customer on the appropriate rate . Let me 

emphasize ~gain that it the annual load !ac tor 

requirement ia met, ve do not choose to penal i ze a 

customer with a minimum bill in a month just because 

his l oad !actor !or that month ia leas than 75 

percent. • 

IU'. Wright states that Gulf's proposed •ini.aua bill 

proviaion tor the ~aaand .. tered rate• allova non-fue l 

enerqy and fuel cb.arqea to t>. used in the calculation 

ot the aini.aUll bill. If thia 1• not correct, please 

explain bov the ai.ni.aUll bill is calculated . 

The proposed minimum bill proviaiona ot all demand 

metered rates considers only the customer char~e, 

demand charge, and loca l facilities cha rge, ir 

applicable. This a~ount is then compared to the 
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normal CEO bill , and the customer paya the l arger o t 

the two. Whether the customer paya the m~nimum bil l 

o r the regular bil l is irrelevant ae tar as the tue l 

c harge because in either case the customer pays the 

same tuel c harge. Further, it the cuetoaer ie caught 

by the minimum bill provision, he would not pay the 

non-tuel energy charge . For clarification, c y 

Schedule 5 shows an example ot how a minimum bil l t or 

rate GSD would be calculated. 

The applicability clause ot the three dcaand cl assoa 

(GSD/GSDT 1 LP/LPl' 1 and PX/PXT) ia stated in te~ ot 

the aaount of JOf deaand for vhich the cuato••r 

contract&. Ia thia an appropriate bAaia t or 

determining applicability? 

Yes. This wil l especially be appropriate it the 

proposed Loc a l Facilitie s Charge t or rates LP, LPT, 

PX, and PXT ie approved . Further , tor a new customer 

you would have no a c t ual demand upon wh ich to base a 

cont ract or to determine which rate would be 

applicable . Th us, without a contract capaci ty , you 

wou ld have n o meaningful contract. We acknow ~edge 

that many ot the LP or LPT customers listed 011 our 

response to Interrogatory No . 115 o! Statt'a Eighth 

Set ot Interrogatories eithe; do not have contra cts, 
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or their contract capacity is not c ona i atent with 

their actual aaxiaum demand . However, pre•ent l y t he re 

is l ittle reason t o keep the contrac t capac ~ty and 

actual aaxiaum demand close aa long as the substation 

is not overloaded and the customer is still on t he 

proper rate , becauae the contract Jew has no effect on 

the cu.atoaer ' s bill . After the approval o f the 

requested Local Facilities Char ge , Gulf will init i ate 

a rev i ew and poasible revision of existing LP/ LPT a nd 

PX/ PXT contracts and the signing of appropriate new 

contracts with those LP/ LPT c uatoaers who presently do 

not have a signed contract . 

The Local Facilities Charge that the Ccmpany has 

proposed for LP/LPT and PX/PXT cuatoaera vould be 

applicabl e When th• cuataaer•a highest billing daaand 

for standard rates and hiqhe.at aaxiaua billing demand 

for TOU ratea in the current and previou• eleven 

aontha ia 1-• than 80 pe.rcant of the capacity 

Required to be Maintained aa specified in the Standard 

Fora of Contract for Electric Pove.r . The chargl would 

be applied to all Jew in eJC~a of the billing Jew 

neceaaary to reach 80 percent of the capacity Required 

to be Maintained. I • it appropriate to base. this 

charge on contract deaand tn.t.ad of a c tua l dda4Jld? 
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Yea. Aa atated in reaponae to the previous question , 

it may not be appropriate now with the exiat ing LP/LPT 

contracts, bu t it will be appropriate i! the Local 

Facilities Charge is approved. At that time all 

contracts will be reviewed or initiated to assure that 

the contract capacity represent• the customer'• actua l 

demand requireaent. It the charqe waa baaed on actual 

demand and we had a situation where tacilitiea had 

been constructed to serve a particular load , then a 

customer would be under no obligation to pay ! o r those 

f acilities should he ~or some reason not uae the load 

as contracted . This propoaed Local Facilities Charge 

will protect other customers !rca having to subsidize 

these custo•ers who on a teaporary o r permanent basis 

reduce their load or shut down coapletely . Such a 

customer would be obligated to pay at least the 

minimum monthl)' bill, which includes the Local 

Facilities Charqe, i! applicable, !or the du~~tion ot 

t .he contract . 

The current GSD/GSDT and LP/LPI' rate acbedulea have 

aectiona on the deteraination of billinq d..and that 

require that a certain ainillwl d..and be charqed it 

the cuata.er doea not actually uae tbie ai.nillwl d-and 

in the current or previous eleven 110ntha. Is this 
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ainiaua d..and provision appropriate tor cuatoaera who 

opt tor a higher rat• claaa7 

My answer to this question is a qualified no. While 

this might be a workable scenario , ve do not have 

demand type meters on the majority ot our GS/GST 

customers and thus do not readily know hov aany GS/ GST 

customers would benefit trom auch a change . It this 

information were available and the billa associated 

with these GS/GST customers who might cross over co~ld 

be compared with the GSD/GS~ costa , then this 

provision might have merit. Results ot our initial 

analyses indicate that the GSD rate becomes cheaper 

than the cs rate as kw increases and also as l oad 

factor improves. At th~ proposed level ot GS energy 

prices, these breakeven points are too lov tor 

reasonable implementation. However, it this 

rela t ionship changes signific antly as a resu l t o f 

other dec isions in this case , then such a change may 

be workable; and it so, the Company would like t o see 

it approved. Likewise, it this change is implemented 

tor rates LP/ lOT, we would need to redesign the ra~es 

to account tor the change in the miniawa demand 

prov isio ns ot the rate and the lost revenue that co•.1 l d 
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The Coapany preaently baa ••aaonal ratea for the RS 

and GS rate cla••••. Should aeaaonal rate• be 

retained for RS and GS? 

Yea. Cult baa offered aeaaonal RS and GS rates since 

1962 . We have been a auaaer peaking utilit~ since the 

inatallation ot a i r conditioning in the early !950's. 

Thia trend ia expected to continue into the 

toreaeeable future. In tact , Cul t haa had only two 

annual peaka occur in the winter aeaaon aince the 

early 1950'•· The primary purpose ot aeaaonal rates 

ia to reduce the growth of aummer peak demand a nd to 

keep thia differential from getting any worae. ~ 

aecondary purpoae 1a to iaprove the utilization o ! 

ayatem res ourcea. Seaaonal ratea biatorically have 

provided the cuatomer a price aignal with the errect 

of slowing the rate of growth in aummer peak demand by 

minimizing the customer's uae ot electricity during 

the Company'• peak period. Seaaonal ratea are aimpl y 

time-differentiated ratea baaed on an annua l ayatem 

load ahape, much aa daily TOU rates are baaed on dai l y 

aystem load ahapea. 

Since Gul t atill support• aeaaonal rates f or ratea RS 

ond GS, vby were aaaaonal deaand rate. not pro poaed? 
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We aimply did not want to introduce the additional 

complexity ot aeaaonal ratea tor thoaa c l aaaea in th is 

tilinq. In~tead . we choae t o ju•t try to retair the 

aeaaona l ratea we .had on RS and GS and improve the 

ditterantial we had on GS . 

It aaaaonal ratea tor RS and GS are continued, bow 

abould the rata• be daaiqnad? 

We propoae to aimp,ly retain the aaae ratio o t aummer 

price to winter price aa in the preaent RS r~te and t o 

apply thia aame ratto tor th& GS aeaaonal 

ditterential . 

Dr. Jo~on propoaad a different aet ot Lr/LPT rates , 

tranatol'118r ovnerahi p diacounta, and .. terinq voltnqe 

cHacounta. Would Dr . Johnaon' • propoaed charqes and 

diacounta produce the aaae revenue •• Gult'a? 

No . Dr. Johnaon•a ratea would a llow Gult t v collec t 

$856,289.34 aora in revenue than ~ur oriq i nal LP/ LPT 

revenue target o t $34, 421 ,500 when ratea are run in 

coapetition. I do not believe thia would be a llowed 

by the Commiaaion. On the othe r hand, the ten L?/ LPT 

F£A c-uatomen; that he repr eaenta would qenerate 

$156,708.60 1••• in revenu• than Cult's origin.al 
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proposed rates . The remaining LP/ LPT customers would 

be required to make up ttis deticit. 

In Dr. Johnaon•a te:atU.Ony, be acSdraaa- tranefona.er 

ownerabip diacounta--apeoitically for ratea LP and 

LPr. What ia the purpoaa ot tranaforaer ownerab!p 

di scounta? 

Soma cuatomars provide their own tranafonaation . The 

transfcrmer ownership diacount ia utilized to give 

these customers credit for tranatorm~tion coats that 

aro not incurred by the Company in order to serve 

theae customers . 

In vhat co.ponant of the d-.and rata doae Gulf cb.arqe 

the trarusfonaation coata to cuat.oaara? 

The demand charge component includes coats associated 

Wl th all ot the transformation necessary to prov ide 

s e rvice from the production plant down to the 

aacondary diatribution level. Thus, any customer 

providing his own transformation and taking servi~e ct 

a voltage laval higher than secondary ahould be 

credited for thoaa tranatoraation coata not required 

to serve him. In other words, the Company returns 

that portion ot the demand charge related to 



1 

2 

3 

4 Q. 

5 

6 

7 

8 A. 

9 

10 

11 

12 

13 

14 

15 

16 

i7 

18 

19 

20 

21 Q. 

22 

23 

24 A. 

25 

3361 

Docket No. 891345-EI 
Witness: J. L. Haakina 

Page 19 

transfor=ation to those customers to whom it does not 

apply. 

Gulf' • preaent trarunaiaaion tranafo1:11ar ownarahip 

d iacount ia t . 70/D/.anth, aDI1 the pre.an+: pri.aary 

tranafonaar ovnarahip diacount 1a $.~!5/D/IlOnth. What 

do the- prioaa "J)raoant? 

These d iscounts are recoqnized a s t he amounts needed 

to account for the ditterence in the ••condary t 3ri!! 

pr ice and the ratea a ssociated with different voltage 

doliver iea. The $.25/KW/month pr imary d i scount waa 

approved by the Commission in Gulf's 1981 rate case , 

Docket No. 810136- EU, Order No . 10557. Between Gul!' s 

1981 and 1982 rate caaea, the $ . 70/~/aonth 

t r ansmission diacount waa approved. The n both 

discounts were retained in the 1982 rate case, Docket 

No. 6 ~0150-EU, or~er No. 11498. In both rate Cd&es, 

the approved di•counta were deterained by the 

Commission a.nd were not the one a proposed by Gul!. 

Why doea the tarirf for the deaa.ld rata. provide a 

.. taring volb\ge diacount in ac1c11t1on to a transtorae r 

ownership diacount? 

Tho transformer ovnerah ip discount gives the custome r 

credit for transfor.ation coats not requL·ed to serve 
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that customert however, it does not recognize the 

r eduction in line and transto~tion losses as a 

result ot the customer ~axing service above the 

secondary distribution level. The metering voltage 

discount does recoqni&e this reduction in losses. A 

customer providing his own transformation and tak ing 

service at the priaary voltage level would receive a 

primary transformer ownership discount ot 

$.25/KW/month and an additional metering vo ltage 

discount ot 1 percent ot the energy c harge and l 

percent of the demand charge under present rates. 

Likewise, a customer providing his own transformation 

and taking service at the transmission voltage leve l 

would receive a transmiss ion transformer ownarahip 

discount ot $.70/KW/ month and an additiona l meter ing 

voltage discount ot 2 percent ot the energy charge a nd 

2 percent o f the demand charqe under present rates . 

Q. Is it apa)ropriate to increase or decrease tranafonaer 

ownership discounts at the saae p.rcentaqa as rates 

vary troa unit coat.? 

A. Yes. If demand rates are set at unit coat from the 

coat ot service study, than transformer ownership 

discounts should be set at their unit coats . However , 

i t the demand rates do not tully recover the unit 
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coats, then transformer ownership cHacounta shou ld 

bear the same ratio to their unit coats aa the demand 

charge does to ita unit coat. 

I a it appropriate to increa..a tranaforaer ovnar.h.;.p 

discounts at tba aaaa ~ercantaga aa rata• innraaaa? 

No. An increaae in a apacitic rata doea not lead t o 

the conclusion that dittarencaa between vol~age 

claaaiti cationa ahould increaae accordingly. overall 

coats at the corresponding levels aay have i ncreased 

or price• may be simply set closer to coats than under 

previous rates . 

Does Gu.lt support retaining tile praaant tranafonaer 

avnar.hip anc1 .. taring vol tage cHaoounta? 

The Company proposes that the transformer ownership 

and metering voltage discounts , aa developad in the 

Company 's respons es to Interrogatory Noa. 110, 111, 

and 113 o t Staff's Eighth Set ot Interrogatories, be 

appr oved after adjusting the tranafonaer ownership 

discounts for the variance ot demand charges from unit 

coat . 

Shou.lt'\ the SS and ISS rata acbad\U- have provi•ions 

for both tranafonaar avnar.hip and .. tarin'J voltage 
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dicscounta7 If ao, ahould the level of the diacounts 

be aet equal to the othervi10e applicable rate 

acbedule? 

The ss and ISS rate schedule• should provJde for 

metering voltage discount• only, ~nd the aetc ring 

voltage discount ahould be applied to only the SS/ I SS 

energy chargee pursuant to the co .. i asion'a Order No. 

17159 which atatea on page 15: 

The rate atructure tor backup and maintenance 

power aervice ahall include a non-fuel energy 

charqe aet equal to the ayatem energy unit coat, 

1. e. , the total energy-related coat a of the 

utility divided by total energy aalea , with 

appropriate adjuatmenta to reflect different line 

loaaea at different aervice voltage levels , it 

applicable. 

Should Gulf ' a propoeed ravieion. to the language of 

the cuataaer cbarcJe on the et&odby aervice rate 

ecbedul- (SS and ISS) be approved? 

No . Aa a reault of the diacueaiona with s tat! , we 

agree that the wording of the cuat~mer charge sec tion 

of the tariff needa to be reviaed in order to be in 

complete compliance with Order No . 17159 . Shown be low 

ia a propoaed reviaion to the cuatoaer charge section 

o f tbe SS and ISS tariffa: 

cuatomtr Charge 
A cuatomer will pay a Standby Service cuatoalir 

charge of $415 . 00 plu• the LP/ LPT cu•toaer charge 

except for thoae cuatoaera taking •uppleaentary 

aervice on rate PX/PXT. These customers will pay 
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t he $25.00 Standby Servic e customer charge plus 
the PX/ PXT customer charge . 

Should Gulf'• propoaed druL~ge in the definition ot the 

capacity uaed to deteraine the applicable local 

facilitiea and tuel chargu on the •tandby •ervice 

rata achedu.lu (SS and ISS) be app1.-oved? 

No. Since thi• rate case vas tiled, va have worked 

with Staff on aaveral revisions to the ss t ariff. We 

now have a better understanding ot how to apply the 

Local Facilities Charqe tor rate achodules ss a nd I SS . 

EvQn our present criteria tor aelec ting the 

appropriate Local Facilities is not adequate because 

ot an interpretation problem with capacities o t 500 kw 

or more. Thi• preaent inadequacy doaa not ~!teet our 

current custoaers but may a!!ect future standby 

customers and need• to be adjuatad . Shown be low i s 

revised l anguage for this charge : 

L9cal Facilit ies Cborqe -
a. For those customers who have contracted tor 

st£ndby aervice capacity not less than 10C Kw 
nor aore than 499kw - $1.60/ kw o t BC. 

b. For thoae customers who have contrac ted t or 
standby service c apacity not less than 500 kw 

- $1.35/ kw of BC. 
c . For those customers who have contracted ! or 

s tandby ••rvice capacit y not less than 7 500 kw 
and are taJting •uppl .. entar} •ervice under the 
PX/ PXT rote - $0. 64/ kw ot BC. 
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In regard to fuel charges, shown below is revised 

language for that chargo which will conform to the 

proposed Local Facilities Charqe lanquaqe ahown above : 

Futl Charqu - Fuol charges u shown below will be 
applied to all Standby Service kwh : 
a . For those customers who have contracted for 

standby service capacity not l eas than lOU kv 
nor more thau 499 kv, the tue l coot f or rate 
schedules GSD/GSDT aa shown on Sheet 6.15 wil l 
be appl i ed . 

b. For those customers who have contracted f~r 

standby service capacity not leas than 500 kw , 

t he tuel coat tor rate acheduloa LP/LPT aa 
shown on Sheet 6.15 will be applied. 

c. For those customers who have contracted for 
standby service capacity not leas than 7500 kw 

and are taking auppl eaentary service under the 
PX/PXT rate, the tuel coat f or rate s chedules 
PX/ PXT as shown on Sheet 6.15 will be applied. 

Should the proposed paragraph on the aonthly ch&rqes 

tor suppl-ent ary service on the ss and ISS rl\te 

schedule be approvsd? 

Our reason tor including the second sentence in that 

proposal was to clarity that a customer who contracts 

for o KW supplementary and uses only standby service 

must stil i pay the LP/LPT customer charge in addit ion 

to the $25.00 Standby Service custoaer charge . This 

condition attects only one ot our present customers . 

Too much tiae and energy has a lready been consumad on 

the wording of this one paragraph. Thus, we will 

accept without f urther discussion whatever wording the 

Co111111ission deems appropriate . 
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Should the Interruptible Stan4by Service (ISS) tariff 

lanquage be revised to ca.ply with the final propo .. d 

Standby Service (88) lanquage it applicable? 

Yea. 

:In Dr. Jobnaon 1 a teat bony, be alao aupporta tual 

coata differentiated within a rate acbedule by voltage 

level tor LP and LPl' ratea. Baa thi.a chD.nge to the 

tual co•t adjuat.aent aver been conaidar~? 

Yea. Thia aubjact haa bean addraaaed by the 

Commission in the paat. However, Order No . 10289, 

Docket No. 810001-EU, page 3, atataa: 

Having reviewed the varioua rateil claaa line loss 
allocation tactora, we conclude that utili~ation 
ot avery factor ia unnacaaaarily contuaing. 
Certain cuato••r cla•••• ot aacb utility have 
aimilar line loaa tactora, and tho•• cla•••• 
ahould be aubject to the .... •ultiplier. 

Thus, t~r aimplicity ot deaign, application, and 

administration, the Commiaaion baa ordered that each 

claaa ot fuel coats ahould repraaent tne average 

voltage level lo•••• tor tho•• cuatomars. The purpose 

ot the t our rate groups is to aerve as a proxy tor 

volti~ge laval. In any evant, tual coat recovery rate 

daoign is not a prope r subject tor these hearings on 

base rates. 
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Are there any views axpre•sed in the taati..aony and 

acc011p4nyinq axhibi ta ot Kr. Kisla that cau.aa you 

concern? 

Yes. It is notsd that Mr . ~isla in his T~la II ror 

both the winter and ~uaaer scenarios abows tha 

suppl .. entary MW's tor the tour scenario~ incorrectly. 

We need to .. phasize that the contract tor 

suppl .. entary service qives the customer the option ot 

usinq up to his contract capacity, but this capacity 

is not a substitute tor standby service capacity. The 

supplementary service lor the s c enarios A and B would 

be 10.0 MW and for scenarios c and D would be u. o MW . 

The extra 5.0 KW in the winter and the 1.0 KW in the 

summer should be included as standby service aa shown 

in the revised portion o t the tabla on ay SchedulA 6. 

Kr. Polloclt and llr. Kisla both aqree that a seasonal 

type ot cwato.er could ba c:harqed .ore sta.ndby deaand 

than actually ta.kan cartain tt.as of the year . Do you 

aqrae? 

We under•tand their concern. It is certainly not the 

intention ot the taritt to penalia:o cu.tomera with 

seasonal. variations in their qanar.1tion . We •uqqeat 

that a modifica tion ba aada in the formula and 

l anquaqa aa shown on Standby Servic e taritt aheat no. 
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6.JO. This reviaion, a• shown on my Schedule 7 , would 

adjuat the "maximWII tot alized C\!stomer generation 

output occurring in any interval between the end o! 

the prior outage and the beginning ot the curr"Jnt 

outage" portion ot the formula tor seasona l variacion 

in qeneration output . In order tor us to apply this 

adjustment to cuatoAers with seasonal generation, we 

8 would need any auch cuatomera to annually provide us a 

9 monthly achedule that would atate wha~ thili monthly 

10 adjustment (kw) should be. For example, using the 

11 reviaad tabla in my Schedule 6 and a seasonal 

12 reduction ot 4 MW from the winter to the summer 

lJ sea son, it the aaximua cuato•er genera tion since the 

14 last outaqa occurred during a winter month with 

15 generation ot J2 megawatt& and the current outage is 

16 in a aUJIIJIIar month (scenario C), then J2 HW- 4 KW - 14 

17 HW - 5.5 KW • 8 . 5 MW standby service whi ch is the same 

18 as it the maximum qeneration since the last outage 

19 occurred during a summer month with no seasonal 

20 adjustment in generation output . By properl r 

21 utilizing the formula, a customer shou l d never be 

22 charg4d t v r more standby service than ~..hat customer 

2J actual ly takes. 

25 
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Are there any other probl- areas in llr. Jtiala 's 

2 teatiaony? 

J A. Yes. In comparing his scenarios to the tari!t at the 

4 bottom ot his Tabla II , Mr . Kiala incorrectly stated 

5 the MAX tor scenarios C and D at 32 KW. It should be 

6 28 KW aa shown in the ·'Summar Hot" colwan o r 

7 Mr. Kiala'a Table II. This correction would result : n 

a standby service of 8.5 KW and 14 .0 KW in lieu ot the 

9 incorrect amounts ot 12.5 KW and 18.0 MW. 

10 

ll Q. Kr. Kiela baa etated that subtracting th.e actua l 

12 eta.:1c1by ueed r .. ulte in a 5 KW discrepancy for aach 

lJ scenario. Do you agree vith this stataaent? 

14 A. No. As praviou3ly stated, !or the winter scenarios 

15 Mr. Kisla counted 5 MW aa supplementary service , anu 

16 for the au.mmer scenarios counted l MW aa supplementa ry 

17 service when in actuality these are standby service 

18 MW's. 

19 

20 Q. Kr. ltisla has recoaaanded calculating the daily 

2 1 standby service daumd by taking the di!!ere.nce 

22 between the highest on-peaJt reading& 1n each day o! an 

23 outage and the high .. t on-peak reading during a non 

24 outage period o! the aaa. billi.rw] period. What ia 

2 s your opinion ot this aethod? 
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Firat , thia method would not work it a customer took 

supplementary service with the SE rider applied. Us e 

ot SE would intlate the cuatoner's noraal usage 

pattern and cauae the cuatoaer to pay leaa tor standby 

than actually taken. In addition , because outages ca n 

axtend beyond one billiny period, you aay not be ab l e 

to select the two readings in the aaae billing period. 

Further , considerable thought and time have been spent 

on the prwsent wording ot the determination u! stan~by 

service ( Jew ) rendered section ot the ss tarit! 

utilizing input trom Comai asion Start , Company 

employees, and our customers. We were atriving !or a 

method that would make th• calculation of standby 

aervice demand a ore ex.act and eliainate any guesswor k. 

We believe that, with our previously proposed 

inclus i on of an adjustment tor seasonal variation in 

generation output , that this method will wor k well. 

We did, however , c~lculata the atandby servic e dal"'and 

tor the tour scenario3 in Mr . Kisla ' s Table II using 

hi• methodology. With this set or variables , the 

standby service calculated per the tari!t , codified as 

I have proposed, and per Mr . Kial a's methodology are 

the aame aa ahovn on ay Schedule 8 inc luding the 

correct ~on I diacu.nod on paqe 26. 
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Why did Gulf choose the cu•toaer•s higbeat generation 

output since the e.nd of the previoua outage and the 

beginning of the current outage in the forwula ilatead 

of the cuatoaar•• noraal generation? 

First, we were trying to remedy a problem that 

developed with the wording on the standb~ service 

demand determinat ion section ot the tarift when the SS 

tarift was revised February 1, l99C. our goal, aa 

stated previously, was to come up with a methodology 

that would make the determination or the dai ly standby 

service demand a much easi~r and more exact task . 'l'he 

previous method of selecting the generation in the 

wocond prior interval was at times a hindranc e to the 

customer . Normally , it ~e cv.stomer 11xperiences an 

outage, it may not be immediate but demand may ramp up 

tor several demand intervals . Thus by juet compar i ng 

the second prior interval, this would not necessar ily 

be the cuatoaer's "normal generation." We also 

believed that using a so-called "normal generation 

demand" was not apecitic snough. Thus we chose ~ o use 

the maximum generation since the last outage ae the 

so-calltd "normal generation." We believe ~~i• is 

more representative or the ~~stomer's normal 

generation. The inclusion ot the new adj us~mant tor 

seasonal variation in generation output in the !ormu l a 
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wil::. tak.e care ot .any aeaaonal type• ot va r i ation in 

qeneration . 

Kr. Jtiel a , aa vall u xr. Pol lock 11U99-ted that 

at&ndby ouataaera be allowed to purchaae .. -available 

ene.rqy un4ar the SE rider in l ieu of ·~ aervice . 

What are Gulf' • thought& on thia a l ternat i ve? 

I f the Comai••ion did not raquire that a cuatomer taka 

aarvice under the SS r ata it h ia totl\1 genera t i ng 

capability (1) axcaada 100 JOf, (2) auppliea at leut 

20 percent o f thia t ota l e l ectrical load , and ( 3) is 

operated t or other than aaerqency and te•t purpoae•, 

then the SE r ider aight be an option tor the cuatomer. 

Howeve r , • i nce that i• not the ca•e, and i n crd er to 

be in compliance vith th~ Ca.aiaaion•a atandby •ervice 

Order No. 17159, any backup or a a i ntenance aervice as 

defined by that order auat be billed under the 

applicable •tandby ••rvice rate. Further , Order No. 

17159 •tat•• on pa ge 17: 

. .. • t andby cuatoaera ahall not be permitted to 
take backup or aaintenanca pove r on the otherwise 
applicable tull requir .. anta reta achedule . 

Thua, aaintananca pover auat ba billed under t he 

atandby aervice rata aa required by the atandby 

aerv1ce order. In addition , according to the 

applicability ••ction ot the s~ rider , thi • rid~~ can 
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onl y be applied to fu l l requiraaents customers on the 

LP, LPT , PX, or PXT rate . 

Mr. Pollock, aa vall aa Mr. n.1a, ~ a 

different treablent of baclalp and aaintenanoe paver as 

tar aa eata.hliahincJ a ratchet for c1et.erwlnation of thf'l 

atandby auvioe c1eaa.n4 to be uaad in the calculation 

of the local faciliti .. charge and reaervation cbarqe . 

He refera to page 21 of or4er no. 17159 and i.Jiplies 

that the ratchet ref en only to backup power . Would 

Gulf raiae the contract JtJf if the cuata.ar' • 

aaintenance dn•nd exoeed.ed his standby aervice 

contract deaand? 

Yea. The beginninq ot that paragraph i n Order No. 

17159 a tatea that the i nitial contract demand 

represents the m&ximum backup or m&intenance demand 

that th& customer expects to impose on the utility. 

Because the i nitial contract is baaed on backup or 

mainten~nce, any change in ei t her type ot servi~e need 

would warr&nt a ch&nge in the contr act capaci t y. 

Further, on page 5 of order no . 17159 it etates : 

While we find that the expected load 
characteristics of both backu~ and aai.ntenance 

power are sufficiently different fro. etandard 

services to warrant eeparate rate schedule• , ~ 

cannot . baud upon the ncord in thia cato, tind 

that bACkuP and mointenanve power are tu!!iciently 

ditterent from each other to warrant ttpante 
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coat-baa~d rote&. In theory, it maintena nce powe r 
aervice can be acheduled t o avoid a utility's 
peak&, it ahould not be aaaigned any coat 
reapona i bility tor demand related production and 
bulk tranamiaaion coata. However, there are 
aeveral !actor• that aay aaxe it ditticult or 
impoaaible to distinguiah between bac~1p and 
maintenance power . FPC witneaa William 51usse t 
teati!ied that backup and maintenance are 
di!!icul t to diatinguiah !rom the utility'• 
perapective becauae the utility aust provide the 
aame level ot replac .. ent power regardlesa o ! 
whethe::- the cuatomera' generator ia out t o r 
acheduled maintenance or haa been !creed out . 
Mr. Sluaaer added that cuatomera with more tha n 
one generator ~ay a4multaneoualy experienc e torc ed 
and Gcheduled outages. He teati!ied that he !ound 
it di!!icult to diatinguiah any di!!erence i n the 
atondby cost i~pact ot the two. 

We tind Mr. Slusser'• teatimony to be persu as ive . 
In a coat-ot-aervice anal yaia using a 12 CP 
allocator to allocate deaand-related costs, the 
coat reaponsib ! lity will be the aame ! or 10 MW o t 
maintenance power taken tor a tull mon t..h aa ! or 10 
MW ot backup power taken intermittently but only 
during one monthly peaK hour ot the year. 
(emphasis added) 

Mr. Pollock proposed a di!!erent aethod o! calculating 

the non-tuel an~rqy charge and reaervation charge. 

Did the coapany to,llov the guidelin- eatabliabed in 

atandby rate Order Mo . 17159 in cal~ating these 

charges? I~ eo, ia there any reaaon tor not dev i a ting 

!rom this aethod? 

Yes . The !inal Order atatea that "the public interes t 

will beat be aerved by requi ring a uniform app r oach to 

cost allocation and rate deaign tor standby serv ices." 

That un1torm approach tor the dea j gn o t all atandby 



• 

J37u 

Docket No . 89134~-EI 

Wit.neaa: J , L. Haakins 
Pag• 34 

1 servi ce r e te component• ia apelled out ve ry 

2 specifically in the Order. 

3 

4 Q. 

5 

Why did the Cnapany increaae tha SS rate cla.e by a ore 

than 1. !5 tiaea the overall .yatea average perce.ntage 
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'!"ate c:b.anqe? 

Aa atated in ay prefiled teatiaony, the ss rata was 

deaiqned per the rate deaiqn procedures specified i n 

Order No . 171!59 in the atandby rate docket . 

Q. Kr. Pollock .uqgaata ua~ a different forced outaqe 

r a te i n the deaiqn of the raaervation charqe and daily 

deaand charge. Would thia be appropri ate? 

A. Again , the Commiaaion i nsisted on a uni form approach 

to rate deaign in the State . Thua, aince ~· Order 

apeci!ied u.ainq a forced outaqe r ate ot 10 percent i n 

the d-.aign o! the reaervation charqe and da ily dema nd 

chargea, ve choae not t o uae a different forced outage 

rate . In addition , Mr . Pol lock app•ara to contradict 

himaelt aince he ia aupporting a different forced 

outage rate ! or rate deaign purpoaea ; and yet !or t he 

Cost-ot-Ser.vice Study, he recommend• using th• . o 

percent forced outage rate. 
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Should Gulf reviae tbe toreo&J~ted D tor th$ cuatower 

vbo experienced an outage of bi• qanaration capacity 

and took bac.lt-up povar trOll Gul.t but vea not billed on 

tbe ss rate? 

No . The 7959 KW vaa not reported a& atandby aervice 

by the cuatomer. Thi• ~ ia Gult'a current beat 

eatimate ot what ve nov believe could have been 

reported by the cuatoaer aa at&ndby in Septenber o! 

1989 had they had a better underatanding o! when an 

outage should be reported. The eatiMate waa prepared 

as my Late Filed Exhibit No . 15 to my deposition by 

the Stat! in this docket. We do not believe it is 

appropriate to backbill the cu•tomer baead on the 7959 

KW nor do we intend to chang• their Be fro• the 

preaent BC ot 7500 KW. In the reviaed coat o! service 

atudy and the reviaed rate deaiqn, ve uaed the new 

contract KW ' a ot JOOO KW in February 1990 and 7500 KW 

beginning March 1990 in our forecaat . We beli~ve 

torecaatinq 7959 SS KW would be overstating the 

forecaat aa the Company has contracted for only 7500 

KW at the present time. We believe Lhe cuatoaer wil l 

limit i cs atandby to no aore 7500 ~ in the future. 

In tact , ita aax ss haa been no aore than 7500 KW 

•inca the one time occurrence or 7959 KW eight •~nths 

ago. 
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Baa G\Uf ca.plied vith Order No. 17!568, Docket No. 

850102-EI, by llllki.nq the SE Jtidar cuataaarc a aeparate 

rate claaa in this rat• ca-? 

During a preliminary co"!erence regarding the MFR's 

before tiling our 'Withdrawn case, Docket No. 

881167-EI, a verbal a9re .. ent bet'Ween the Company and 

the then Bureau Chief at Electr ic Rates vas reached 

not to aeparate the SE cuatoaeta !roa the others in 

their reapective rate clasaea becauae SE is an 

optional rider applied to other r ate classes and not a 

sepa rate rate claas in itself. This is the same 

trea tment given to customers in the resident i a l ~l as s 

taking the optiona l levelized billing rider and !or 

customers on all ot the optional TOU r ates. The 

Company has relied on this very reasonabl e agreement. 

Nevertheless , on May 9, 1990, as a part o f Staff's 

Ttirteenth Set ot Intarroqatoriea , Mr . O' Sheasy has 

been r •quected to r edo the coat ot aervice study 

making several che.n9ea . One aucb change i11 to make 

the SE Rid3r cuataaera a separate rate claaa . We wi l l 

file the Company's study in response to these 

interroqatoriaa aa aoon aa practicable . 

Why ia Gulf oppoaed to aaJting the SE Schedule a rate 

and not an optional rider? 
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Becau~e it would disrupt the atandard rate c l asaes a nd 

destroy the SE r:der . LP/LPT a nd PX/ PXT customers 

opting tor the rider would be grouped toqether. The 

Company haa no obliqation under the optional rider t o 

decl are SE perioda , and the customer can go o tt the 

rider at any time. This would not be the caae i! it 

waa changed to a a ,eparate rate echedule. I t customers 

could not freely leave the rider , we voul d almost 

certainly have to etate a minimum tor the number a nd 

duration ot SE periods that would be declared . 

With SE r ... ining a rider, hov a.bould rates be 

deaiqned? 

Billing determinants !or customers opting !or the SE 

rider should be combined with non SE customers' 

billing determinants !or rate design purposes . This 

ia the procedure u.ed in designing Gult'a proposed 

rates . This iaaue related to Rider SE was introduced 

by the Stat! , but no testimony has been o ffered to 

support a position . 

Hov vera Gul!'e propoeed -rvice chargee derived? 

The proposed service charges vera selected baaed on 

our coat studies ehown in MFR Schedule No. E- 10. 
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What are the appropriate ae.rvice charges t o be 

collected by C.ulf Power Coapany? 

The following are the Co.mpany•a proposed wervice 

4 chargea: 

5 

6 

7 

Initial Connection 

Inveatigation Charqe 

Temporary Service Pole 

$20 .00 

55.00 

60.00 

8 All other aervice charqea reaain at current l evels . 

9 

10 Q. Staff baa taken the poeition that four of the service 

11 charqea abould be leee than Gulf' • propoeed ch.arqes. 

12 can you t all ua vhy your propoaed charq.. are 

13 &P9ropriete? 

14 A. In daaiqning our propoaad rate• aa well a• our 

1 5 proposed aervice charqea, basic rate making 

1 6 philoaophiea of simplicity of deaign , applicatiun , and 

17 adminiatration were util ized . For ~~••• reasons , Gulf 

18 aupporta our proposed service charges in lieu of 

19 Staff's. For exampl e, we have proposed to al low two 

20 different types of z:econnection charges to remain 

21 unchanged at $16.00. The Staff propoaea to inc rease 

22 one by $1.60 and reduce the other by $1.50 to move 

23 them closer t o costa. We bel iave thia ia needless 

tinkering with the rates . One o t our objectives has 

25 been t o keep a ll of theae prices at whole d~llar 
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amounts. The start would have ua reduce our proposed 

initial service charqe by $.25. The et~ect ot this 

chanqe on total retail jurisdictional revenue la less 

than $200 per conthl 

You have reviewed 11r. Polloc:lt • a taati.aony and 

accoapanyinq exhibit.. Are there any other area• ot 

hie tutiaony that you would lilta to a~a? 

Yea . We diaaqree with Hr. Pollock'• aeth~ ot 

allocatinq the revenue increase aaonq the various rate 

claaaea by movinq all rata claaaea an arbitrary one 

halt o t the way closer to ~e 'Mti~ coats ift tA# coat 

ot service ••~•~ He auat revert to this method ot 

severely limitinq the movement ot cuatoaera on his 

proposed rates because ot the ~raatic distortion his 

coat method introduces relative to the aethod used by 

the Company and approved by the COIIUiiasion in the 

Company's past several rate ca~ec. Without this 

limitation, Kr. Pollock would be raqueatinq a 

$1 ,323,000 r4te reduction tor his clients. 

What aethod doaa Gult uaa to allocate the revenue 

increaaa a110nq the varioua rata olaaaaa7 

The coat ot service study tor present rates served as 

the atartinq point tor allocating the increase among 

the classes. ~rom there, the propoaed $26 ,295,000 
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revenue increaae waa apread in a manner that caused 

t he rate ot return tor each cleaa t o move closer ~o 

the retail ayatem average rate ot return at t he 

propoaed revenue level . The exception is the revenu ~ 

!rom the ss claaa , which reaulted tro• th~ uae or rate 

deaign procedure• •recitied in Order No . 17159 in the 

atandby rate docket. In compliance with thia 

Commiaaion•a previoualy atated guideline that no cl ass 

s hould receive an increaae or decrease greater than 

1 .5 timea the overall ayatam average percent increase , 

the decreaae in the OS-III claaa waa reatra ined. 

Gult'• allocation method give• proper recognit ion t o 

the impact the increaaea will have on Gach class , 

Commiaaion precedent, previoua rate r.aae treatment o! 

the varioua claaaea, aa well aa Mr . O'Sheaay'a cost o ! 

aervice atudy. 

rn Kr. Wright'• teatiaony, he advocate. aYttinq GS 

rate• equal to RS rat-. Would cult conaider aetting 

the GS rate.a equal to the RS ratea aa vall a.e GST 

ra.tae equal to RST ratee? 

Yea . Bot.tt group• are aerved by non-deJ~Und meter&, and 

the l r load tactora are quite cloae. Combining the two 

gro\.pa ot cuatoaera would reault in an energy char ge 

unit coat o! $0 . 0034789 per KWH and 6 cuetomer charge 
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unit coat ot $10. 4~ under proposed rataa . These 

charges remain fairly close to the proposed PS unit 

costa ot $0 . 0034472 par KWH and a $9. 71 customer 

=harga; bowav~r, they repreaant a aubatantial ~•crease 

i n GS unit costa under proposed rates ~nd would h~1p 

t o eliminate the aub11 i dy problaa that ex i sts with both 

rates . 

It it ia not appropriate to aaauae tha t cuatoaers on 

present rates woulc1 reaain on the aaaa rate wban 

proposed ratea beco .. effective, explain vhy this is 

not the caaa. 

Thia would not be an appropriate rata desiqn 

a ssumption. Let me explain Gulf'• rate daaign 

process. Firat we produce rataa deaiqnad using the 

forecasted billing determinants tor each rata clasa. 

Next , with our rate deaiqn computer program, w• run 

the forecasted cuatoaer billing datarain6.nta aga inst 

these preli:inary rat~• and also run the preliminary 

rataa i n competition with other rataa t o aaaur e that 

eac h cuatocer ia on the aoat aconoaica 1 rata t or that 

cus t omer: assuring, of course, that all qualifications 

or restrictions ot the rato are a .at. Through this 

process the Coapany ~u able than t o do any nacesaary 

tine tuning ot the rates through succaaaive iterations 
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in order to get as cloae aa poaaible to the propoaed 

revenue tarqet. I! we d1d not check tor croaaovera 

(competition runa), we would not recover the propoaed 

revenue becauaa thoaa cuato•era croaainq to a 

ditterant rate would be payinq lower prices and thus 

not producing the revenue that waa oriqinally 

intended . 

Once an incr•••• ia qrantac1, vould it be a.ppropriate 

to allov the eo.pany to red-iqn the rata. to recover 

the approved revenue, run the rata. in ~tition, 

and qo througb the .... iteration procaaa aa vaa done 

in the oriqinal tiling ot tba caaa and the raviaed 

portion o! thia caaa? 

Yes. It not allowed thia opportunity b~cauae ot the 

customer croaaovara I juat diacuaaad, the Company 

would not collect the tull amount ot the qrantad 

revenue incraaae aa intended by the Co ... iaaion in its 

deciaion. 

Prior to the 1984 rata caae, the Coaaiaaion haa 

always allC"'wad Gult to qo throuqh thia iteration 

procaaa. However, tt.a tina1 iJ!Iplaaantation ot rates 

i n that case was delayed seven daya bacauae ot thia 

issue. We hope by diacuaainq thia laaue now, the 

commission will underatand the need tor the Company t o 
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participate in thia part ot the rate des ign process , 

so that we will not experience the aame needless delay 

when tinal rates in thia caae are impl01ented . 

Bow ahould the revenue ahorttall, it any, be 

recovered in order to ~rope.rly ~iae crol\aovens 

betvoen ratu? 

Firat , let ae explain in aore detail how th• iterat.!.on 

process works. It, tor example, the revenue target 

tor rate claaa GSO/GSDT waa $5o,ooo,ooo and a!ter 

running the proposed rates against the forecasted 

customer billinq detenllinanta, the GSO/GSDT rate class 

only produced $44,0oo,ooo in proposed revenue due t o 

crossovers to cheaper rate•, ~en it would be 

necessary to tine tune the GSD/ GSDT proposed rates to 

recover the adjusted $6,000,000 revenue short!all (the 

adj u1tment reault~ !rom accounting tor any revisions 

to rat es that the crossovers are billed unde r) !rom 

the custoa~r• who would remain on the GSD/GS DT rates. 

Using thie methodology, the original GSO/GSDT 

customers would produce the total revenue ~arQet o ! 

$5 0 ,000,000 as oriqinally intended. This same 

methodology ahoul d be used tor all deaand rate classes 

in order to recovar &ny revenue shortt a ll t .ha t results 

from croaaovera between rates or classes. For the 
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non-demand rate classes CRS/RST and GS/GST) this 

methodology would not ~e n•cesaary because the only 

c~oaaovera we are able t o predict are those wh ich 

occur within the class if a TOU custom•~ cro•••• ove~ 

to the standard rate. 

A thorough review of each cuatoaer'• usage ia done 

during this iteration and crossover process to asau~e 

that customers are on the appropriate rate sched~le 

under proposed rates . After the rat• case , a ny 

customer• that would benefit aiqnific antly by cross ing 

over to another appl icable rate schedule wou ld be 

notified and given the ::>pportunity to change rates. 

Should the Ca.pany ' • rataa tor atreet and outdoor 

light• be approved? 

Yea. No other party has fi l ed testimony regarding 

Gul f' s street and outdoor light rates. Nevertheless, 

the Staff has taken some unsupported positions in 

their preliminary list of issues . 

Is it appropriate to eli.ainate Lha general provisions 

pertaining to replaceae.nt ot lighting eyet ... on tht> 

OUtdoor Service Sch.adule (OS) 1 

Yes . Gul! proposes to elilllinate such a pro~ia ion from 

the tariff a l together . This wou l d all ow proper price 
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signals to encourage replacement o! these old mercury 

vapor !ixtures. An lasue haa been raised in this 

proceeding seeking a reviaed proviaion dealing with 

the replacement o! a mercury vapor ! ixture w ~th a h i g h 

pressure sodium fixture . Thia would iapode the 

replacement proceaa which Gul! hopea to encourage with 

the proposed rate design tor the ligtting aervices. 

We believe moat cuatomera will be unvilling to pay the 

undepreciated coat o! the !ixture and the coat ot 

removal in order to get the more e!!icient aodium 

vapor !ixture. CUato~era will soon realize they cen 

avoid thia payment oimply by telling ua to take down 

the mercury vapor light one day and then call back 

later and request a new sodium vapor light . Bocauae 

two trips will be require~, this will double the 

Company's removal end installation expense. 

Should recreational liqhting cu.atoaena that currently 

take service under OS-III be tra.natarred to 08- IV? 

Yea . These type customers consist o! baseball parka , 

!ootbal l and aocce:r !ielda, and tenn i s courts which 

are only used d•.1rinq portions ot nigilt-time hours . 

Since these cuatomera' l o ad characteria t ics dit!er 

!rom OS-!II and OS-II, they shoul d not receJve service 

under those sections. customers receiving aervice 
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unde r OS-I1I have a continuous load characterist ic . 

OS-II loads are photo- cel l or time-clock controlled 

and remain on during the entire period of darkness , 

whereas r acreational li9hting loads are on at random 

times during the early part of the ni9ht . I do not 

s upport moving a group ot customers with varting usage 

characteristics into a group with very homogeneous 

usage characteristics . 

Should recreational liqbting cu.toaera that currently 

take service under OS-III be tra.natarr~ to the GS or 

GS- 0 rate? 

No . These recreational lighting customers have a load 

characteristic which peaks at a different ti~e than 

t he coincident peak or syEt~ peak of GSO or GS 

customers . This difference shows that these customers 

should not have the •~e dam~ 1d alloc ated coat aa the 

GSD or GS rates. 

Does thi s conclude your rebuttal teatiaony? 

Yes. 
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1 Q Mr. Haskins, please summarize your rebutta l 

2 testimony. 

J A We believe that the f inal rates in t .his case 

4 should be designed, using ~3 a basis, Mr . O'Sheasy's 

5 Cost of Service Study, as shown in the revised re ponse 

6 to Industrial Intervenor's Second Request for 

7 Production of Documents No. 27, identified as hea r ing 

8 Exhibit No. 231. 

9 The proposed revenue increase should be 

10 allocated among t .he various classes in s uch 1\ manne r 

11 that causes the rate of return for each class to move 

12 closer to the retai l system average rate of return at 

lJ the propo sed rate level. 

14 Or. Johnson's proposed allocation of the 

15 revenue increase for the LP/LPT and thP. PX/PXT rate 

16 classes would taxe t he LP/LPT class of customers that 

17 was at parity under the present ra tes, to a relative 

18 i ndex of .95 on propos ed rates . Whereas, under this 

19 same study, Gulf had proposed to xeep the LP/LPT cl ass 

20 at par i ty . 

21 The methodology used in t he development o f 

22 the transformer ownership and met ering voltage 

23 discounts , as shown i n t he Ccmpany 's Response to 

24 Interrogatory Nos. 110, 111, a nd 113 of Staff's Ei ghth 

25 Set of Interrogatories should be adopte d. Thes e are 

FLORIDA PUBLIC SERVICE COMMI SS I ON 
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1 now ide.ntitied as hearing Exhibits 266, ? 67 and 269. 

2 The transtormer ownerships discounts in these 

3 exh i bits should then be adjusted for any reduction 

4 issue of demand charges !rom unit cost. 

5 Both Mr. Pollock and Hr. Kisla mentioned t h3t 

6 seasonal variations and generation output might resui ~ 

7 in a customer's being charged for more standby s~rvice 

B that wets actually ta.xen . It was certainly not the 

9 intention of the standby service tariff t u penalize 

10 customers with seasonal variations in generatio~ 

11 output. Schedule 7 of my rebuttal testimony shows a 

12 modification to the tari ff to account for any such 

13 seasonal variations. 

14 A couple of items thn t are relatively minor 

15 related to our outdoor service tariffs but, 

16 neverthe l ess, are important to those specific tariffs: 

17 In the OS-1 and OS-2 outdoor service schedules, by 

18 Commission approval, me~cury vapor lighting has not be 

19 installed since 1382 . Any contract signed when these 

20 mercury vapo r lights were installed have now been 

21 expired for at least three years. The expiration of 

22 these contracts now eliminates the need for the gene ra' 

23 provisions for replacement that is shown at the 

24 conclusion o! that tariff and should be eliminated. 

25 Recreational lighting customers that 

FLORIDA PUBLIC SERVICE COMMISSION 
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currently take service under rate OS-3 should be 

e 2 

3 

transferred to the new proposed 0 5 -4 section and no t to 

the GS or GSD rate, because these recreation~l lighting 

4 cus tomers have a load characteristics which peaks at a 

5 di!!erent time than the coincident peak or system peak 

6 ot the GS or GSD customers. There are other sub jects 

7 included in my pretiled rebut~al testimony, such as 

8 rate rider SE and sea sonal rates, which were discussed 

9 at length during cross examination on my direc t 

10 testimony, and I will not elaborate on them in my 

11 summary . 

12 This concludes my summary. 

13 HR. STONE: We tender the witness. 

J 4 (Transcript follows in sequence in Volume 

15 XXII I .) 
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