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DIRECT YESTINONY OF ML W. STALLCLP
Q. Would you please state your name and business address?

A. My name is Paul W. Stallcwp. My business address is 2540 Shumard Oak
Boulevard, Tallshassee, Florida, 32399.

Q. By whom and in what capicity are you employed?

W @ ~N 0 W N e

.t
o

A. 1 am employed by the Florids Public Service Commission as the Supervisor
of the Forecast Section in the Division of Auditing and Financial Analysis.
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Q.  Nould you plesse summerize your educationa] and professional experience?
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A. Yes. I gradusted from Florida State University in 1977 with a Bachelor
of Science in Economics with minors in msthematics and statistics. 1 received
my Master of Science in Economics from Florida State University in 1979 and,
18| as a Ph.D. Candidate. completed the course work required for the degree and
stood for and passed the doctoral examinations in macroeconomic theory,
sicroeconomic theory. and econometrics in 1980.

In January 1981 I was emplayed by Florida Power and Light Company as a
Load Forecast Analyst in its System Plamning Department. In this capacity.
I prepared short and long tere forwcasts of company sales. peak demand. and
customer growth. In Janubry 1983. I wes esployed by the Florida Public
Service Commission as an Economic Analyst and in 1991 was promoted to my
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present position of Supsrvisor of the Forecast Section in the Bureau of
Revenue Requirements in the Division of Auditing and Financial Analysis.

Q.  ould you plesse summerize your testimony?

A. Yes. Ny testimony presents the results of a risk amdlysis I performed
on the proposed buy out of the last ten years of the contract between Florida
Power Corporation (FFC) and Orlando Cogen Limited (OCL). This risk analysis
views the proposed buy out as a potential investaent opportunity being offered
to FPC ratepayers and is evalusted on the basis of whether or not the
investment will provide 8 ressonable returm. ] believe that my analysis is
more comprehensive then that presented by FPC witness Schuster or by Office
of Public Counsel (OPC) witness Larkin, and provides a better assessment of
the financial risk the proposed buy out asks FIC ratepayers to assume. |
describe how [ performed my analysis and how it differs from those performed
by Witnesses Schuster and Larkin. [ 3150 sa sponsoring Exhibits PWS - 1
through PWS - 5 attached to my testimony.

Q. What do the results of your risk analysis show?

A. The results of my risk analysis show that. given current expectations
about future fuel prices. inflation, and the financial market's current
evaluation of risk, the proposed buy out comtaing & significant degree of risk
which could financially harm ratepayers 1f the buy out 1s approved.
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Q. Would you please provide an overview of how you performed your risk
analysis?

A. Yes. [ began my amalysis by adopting the oversll methodology offered
by FPC witness Schuster in Exhibit 7 to his prefiled direct testimony. This
sethodology 1ists in colums (1) and (2) the forecasted values of the Capacity
and Energy payments that retepayers are currently cbligated to pay under FPC's
existing contract with OCL over the period from 1997 to 2023. Collectively.
these columns are called the Contract Case since they contain the costs that
ratepayers will incur under the existing comtract.

Columns (4). (5). and (6) Vst the forecasted values of the Capacity,
Energy. and Buy Out costs that ratepayers would pay if the proposed buy out
is approved. Under this scemario. the Capacity and Energy costs from 1997 to
2013 are the same as those Visted under the contract since the proposed buy
out does not take effect unti) 2014. Howsver, beginning in 2014 and extending
to 2023. the Capacity and Emergy costs reflect the forecasted costs associated
with operating a gas fired combined cycle unit. This is the type of unit that
FPC assumes will replace the power that would have been provided under the
contract with OCL. Collectively. these columms are called the Replacement
Case since they reflect the costs that ratepayers will be obligated to pay if
the proposed buy out is approved and & replacement source of power 1is

required.
Finally, the forecasted-costs under the Raplacement Case are subtfacted

from the forecasted costs under the Contract Case and a net present value
(NPV) calculation is performed on these differences. If this NPV is positive,
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the analysis shows that ratepayers are expected to be better off {f the
proposed buy cut is approved. If the WPY 1s negative, the amalysis shows that
ratepayers are expected to be harmed 1f the proposed buy out is approved.

Q. What changes did you meke to this msthodology in order to perform your
risk analysis?

A I modified FPC's mathodology tn three wmays. First. | replaced FPC's
forecasted escalation rates for fus) prices and construction costs with
escalation rates cbtained from Data Resources Incorporated (DRI). Second. 1
changed the discount rate used to perform the NPY calculation in order to
better reflect the risk the proposed buy out asks ratepayers to assume. And
third, | performed a sensitivity smalysis on the WPV calculation using DRI's
base case. optimistic. and pessimistic forecasted escalation rates to arrive
at a range of WPV values within which | could reasonsbly expect the ultimate
NPV value to fall.

Q.  Why do you believe it 1s appropriate to use DRI's forecasted escalation
rates for fuel prices instesd of those used by FPC?

A. There are three reasons why | believe it 1S more appropriate to use
DR]'s forecasted escalation rates instead of those used by FPC. First, |
believe that FPC's Tong term natural gas price forecast (FPC's 9702 fuel
forecast) may substantially underestimate the future merket price of natural
g8s. As shown in my Ddvibit 1. FPC's naturs) gas price forecast is much lower
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than those submitted by other Florida utilities in their 1997 Ten Yesr Site
Plans. While this forecast may be appropriate over the nesr terwm due to
existing natural gas contracts. by the time the proposed buy out occurs in
2014, any existing gas contracts FPC currently hes will have expired and they
will have to be rensgotiated at prevailing merket prices. Using the gas price
forecasts of the other utilities as a consensus forecast of what these market
prices will be indicates thet natursl gas prices will be higher than those
used by FFC. Furthermore, my Exvibit 1 also shows that DRI's 26 year natural
gas price forecast released in August 1997 conforms closely to the natural gas
price forecasts of the other utilities. From this | conclude that ORI's
natural gas forecast provides s ressonable estimste of future gas prices.

Second. I believe that in order to justify the proposed buy out, FPC's
analysis should be robust smough to stand up to the inclusion of reasonable
forecast assumptions from reputable sources such as DRI. By using DRI's
forecast assumptions in sy risk andlysis. | am able to measure the extent to
which the cost effectiveness of the proposed buy out 1s dependent uwpon FPC's
forecast assumptions.

Third. the fuel price forecasts used by FPC are basically ten year
forecasts that have been extrapolated forverd an additional 17 yesrs. The DRI
forecasts on the other hand are taken from DRI's Yong term 25 year forecast
released in August 1997. These forecasts cover 311 but the last year of the
proposed buy out and. in my opinion, represent a better basis for estimating
NPV savings. ’

The DRI fuel price escalation rates used in my risk amdlysis are
contained in my Exhibit 2.
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Q.  What is the fmpact on the WPV if ORI's forecasted fuel prices are used
instead of those provided by FICY

A.  The NPV savings are reduced from $32.7 million to $19.9 million.

Q. dhy do you believe 1t is appropriate to change the escalation rate used
by FPC to estimste the cost of bullding & gas fired combined cycle unit in
20147

A. The escalation rate used by FPC is not the correct price index to use
for estimsting power plant construction costs. The escalation rate used by
FPC is derived from the GDP Finmed Inwestment. Durable Equipment price index
from DRI. This price index s designed to measure price changes of goods that
sre dursble in nature and that are used to equip existing business structures.
These goods include office equipment and furnishings, automobiles. personal
computers. and 1ight sachinery. A more appropriste escalator is the GDP Fixed
Investment Public Wilities Structures price index. This price index is
designed to measure changes in the cost of building electrical generation
facilities. telecomunications factlities. and other types of public utility
structures.

Additionally, the comstruction cost escalation rates used by FPC are
taken from ORI's May 1997 ten yesr forecast and have besn extrapolated forward
an additions) 17 years. The DRI forecasts used in my anplysis are takerf from
ORI's long term 25 year forecast relessed in August 1997. These forecasts
cover all but the lYast year of the proposed buy out and. in my opinion.
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financtal risk. Under FPC's proposal. retepayers are being asked to fund the
buy out and are being asked to assume 211 the financial risk associated with
it. Furthersore, some elgments of the buy out appear to be much riskier than
others. For exaple. the projected tnergy costs under the Replacement Case
are deterwined largely by the future price of natural gas. and are much
riskier than the Capacity costs under the Contract Case which are known with
cemim; Therefore. & mre appropriste discount rate structure to use is
one that properly measures the risks ratepayers are being asked to assume and
sets the discount rates accordingly.

Q. What type of discount rate structure s appropriate?

A. 1 believe risk adjusted discount rates (RADR) are the appropriate
discount rates to use in evalusting the proposed buy out.  This type of
discount rate is frequantly used fn capital budgeting situations where
different elenents of & project have different levels of risk associated with
thes. This is very similar to the situation we have here.

Q.  How are pisk adjusted discount rates calculated?

A.  Risk adjusted discount retes are calculated by recognizing that discount
rates are composed of two components: a risk free rate and & risk premium.
The risk free rate is simply the market's percaption of the current timeesvalue
of money when there 1s no risk associated with an investaent. This rate is
typically measured by the U.S. Tressury Bond rate since it 1s backed by the
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Q.  tould you plesse aplain how you combined the elements you have already
described into a fina) risk analysis of FPC's proposed buy out?

A. Yes. Each of the three sets of expenditure flows calculated in the
sensitivity analysis was discounted using the risk adjusted discount rate
methodology I have described previously to yield a WPV. Each of these NPVs
was then weighted according to the probabilities DRI assigns to each of its
three forecast scenarios (base case = §0 percent. pessimistic = 25 percent.
and optimistic = 25 percent) and added together to yield a final NPV value
called the Expected WPY. From these results. we can cbtain an estimate of the
likelthood that the WPV of the proposed buy out will be negative.

Q:  What do the results of your risk snalysis show?

A. My BExhibit 5 presents the results of my risk snalysis. This exhibit
shows that the NPVs range from & low of negetive $38.3 million under DRI's
pessimistic forecast scenario, to a base case WPV of $12.5 million, and up to
$49.9 million under DRI's optimistic scemario, with an overall Expected NPV
of $9.2 million. From these results I conclude that there 1s approximately
8 40 percent chance that ratepayers would be harmed if the proposed buy out
is approved, and approximstely & 60 percent chance that they would be better
off if the proposed buy cut is approved.

Q:  Did you make any adjustments to this analysis to make it more applicable
to the proposed buy out? .
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A: Yes. Under ORI's pessimistic scenario wivich gives rise to the negative
$38.3 million NPV, natura) gas prices are projected to grow much faster than
coal prices. It seems reasonable to expect that if this scenario were to
occur that FPC would consider generstion altermatives to the natural gas fired
combined cycle unit used in the amalysis. For example. FPC might consider
adding a coal gasifier to the cosbined cycle unit to provide fuel diversity.
This would substantially increase the Capacity cost in exchange for the
ability to utilize » less espansive fusl. However, 1t 2150 seems reasonable
to expect that if the generation merket ts deregulated by the year 2014, that
FPC might be reluctant to increase its Tined investment in a more expensive
plant because of the incressed risk exposure such an investaent would entail.
On balance, it seems reasonable to expect that 1f natural gas prices escalate
as described 1n ORI's pessimistic scenario, FPC could avotd the higher gas
prices by building a more expensive plant, but thet course of action is not
certain, .

To account for this uncertainty, I believe that 1t 1s appropriate to
reduce the weight assigned to ORI's pessimistic case from a 25 percent
probability to & 10 peroent prabadility. This change reflects the likelihood
that fPC would react to avoid higher natural gas prices without completely
removing the probability that they would choose not to react.

Q: What do the results of your risk amalysis show if you make this
adjustment to the weight assigned to ORI‘s pessimistic scenario? ’

A:  As shown in ay Exhibit 5, this change incresses the Expected NPV from
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A. My Exhibit 5 presents the results of this risk amalysis as well. This
exhibit shows that the WPVs renge from & Tow Of negative $8.1 million under
DRI's pessimistic forecast scemario. to & base case WPV of negetive $0.9
million, and up to $3.0 wmillion under DRI's optimistic scenario. with an
overall expected value of megative $0.5 million. From these results, |
estimate that there 15 3 50 percent chance that proposed buy out would result
in negative ratepayer saving. and 8 50 percent chance that it would yield

positive ratepayer savings.

Q. In your opinion, how should the Commission interpret the results of your
risk analyses?

A: 1 believe my risk andlyses demonstrate that the proposed buy out
contains a significant degree of risk which could finencially harm ratepayers
1f the proposed buy out is approved. This risk should be balanced. however.
against other factors introduced by Nr. Schuster and Mr. Larkin, but which are
beyond the scope of sy testimony. Their factors include the issue of
intergenerational equity. the 1ssue of reducing potentially strandable costs,
and the general desire to help Florida’s utilities and their ratepayers avoid
the very high costs built into the latter years of contracts like this one.

Q. Does this conclude your testimony?

A. Yes, it does.
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