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~ ~ Q f ~ ~ Q ! ~ ~ s 1 

2 

J 

( transc ript follows in sequence from Volume XVII .) 

CHAIRMAN WILSON: Questio ns, Commissioners? 

4 No questions? 

5 Redirect? 

6 MR. BURGESS: Could I have one minute, 

7 please, air? 

8 

9 

10 

ll 

CHAIRMAN WILSON: Sure. 

MR. BURGESS: Thank you. (Pause) 

COMMISSIONER EASLEY: Are you ready? 

MR. BURGESS: Yes, Commissioner. 

12 REDIRECT EXAMINATION 

1J BY MR. BURGESS: 

0 Mr. Schultz, you were asked to read , somewhat 

15 extensively, 'rom Order No. -- I think it was 21317, is 

16 that correct? Is that the one from Docket No. 890003 . 

17 

18 

A 

0 

Yea, I did read from that , yea. 

And are the page n um.bers on yours those cited 

19 at the top as "FPSC Reporter•; that is, vould you have 

20 read from Page No. 40? 

21 

22 

A 

0 

That's correct. 

Would you turn back to Page J8, please, of 

23 the same order , or do you havo that? 

24 

25 

A 

0 

I have that. 

Does that indicate that at that po i nt the 
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4 

5 

order is dealing vith Gulf Pover Company programs? 

A 

Q 

A 

Q 

Yes. 

Would you turn to Page 39, please? 

I'• there . 

And this is a continuation of the sec tion 

2613 

6 that began on Cult Paver on Page 38, is that correct? 

7 

8 

A 

Q 

That's correct. 

Would you please read, beginning with the top 

s of Page 39? 

10 A •on cross examination, Mr. Young admitted the 

11 company does not have data on what efficiency 

12 equ i pment vould be installed without the Good Cents 

13 Program, nor does it know with precision what 

14 efficiency equipaent is being replaced by this program . 

15 This leads us to conclude that even the demand savings 

16 Gulf claims for that program may be overly optimistic 

17 and perhaps even nonexist. 

18 •we find that Gulf has not demonstrated that 

19 enough demand and energy savings result trom the 

20 program to provide residual benefits t~ all of the 

21 Utility's ra~epayers. The Utility has done no retrofit 

22 analysis. Side-by-side deaand metering of 

23 participatinq and nonparticipating homes would be 

24 prohibitively expensive. 

25 "Further, without reference to this program, 
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1 the marketplace is rapidly improving equipment 

2 efficiencies . As laudable as Gulf program ob j ec t i ves 

3 may be , we c annot perm i t the Ut ility to subs i d i ze 

4 participating customers' comfort o r va lue. 

5 "We, therefore, order tha t t his program be 

6 phased out by Hay 1, 1990." 

1 MR . BURGESS: Thank you , Mr . Schul tz . That's 

8 a l l we have ~n cross exaaination -- or red i r ect . 

9 MR. HOLLAND: Hay I j ust a s k one fur t h e r 

10 question, just to c larify for the record? 

11 CHAIRMAN WILSON: Go ahead. 

12 RECROSS EXAMINATION 

13 BY MR. HOLLAND: 

14 0 The provision you j ust r e ad in tha t order wad 

15 with respec t to the improved program, was i t not, Mr . 

16 Sc hultz, and not the New Home Program? 

17 

18 

19 

20 

A 

0 

A 

No . 

Huh ? 

No. It was not. 

HR. BURGESS: Perhap s Hr . Schul t z can r ead , 

2 1 aga i n, the sentenc e that begins on t he top o r Page 39 ? 

22 

23 

HR. HOLLAND: Th.at Is r i fle I pleaf'A. do . 

HR. BURGESS: Just the f i r st sentence on the 

24 top o f Page 39, i f you would read that aloud ? 

25 WITNESS SCHULTZ : "Upon cross exami na t ion, 
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1 Hr. Young adaitted the Company does not have data on 

2 what efficiency equipaent would be installed without 

3 the Good Cents Program . • 

4 MR. HOLLAND: Okay. And read, if you wo uld , 

5 the first sentence to the entire portion that you beqan 

6 quoting; it bogins, •staff recoaaended. " 

7 WITNESS SCHULTZ: •staff recommended the 

8 elimination of Gulf's Super Good Cents Existing Home 

9 Program tor several reasons." 

10 

11 

12 it I may? 

MR. HOLLAND: Thank you, that's all I have . 

MR . BURGESS: Excuse me, I have to fo llow up , 

13 REDIRECT EXAMINATION 

14 BY MR. BURGESS: 

15 Q Does the reference to tho programs that you 

16 read about on Page 39, does that reference the Super 

17 Good cents Program? 

18 A Well, it I take and look at Page 36 - -

19 CHAIRMAN W~LSON: I think what the bes t thing 

20 would be would be for us to have the order and we can 

21 take judicial notice of it and we can tell what it 

22 says. 

23 MR. BURGESS: I think s o. I think you just 

24 needed some more tor context . You we re r ead a lot from 

25 the last page and I think that odds some context . 
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CHAIRMAN WILSON: Anything further? If no t, 

2 do you want to aove 609? 

3 

4 

MR. HOLLAND: Yes. 

CHAIRMAN WILSON : It's move d, admitted into 

5 evidence. All right, thank you very much. 

6 

7 

8 

9 

(Witness Schultz excused.) 

(Exhibit No . 609 received in evidence . ) 

CHAIRMAN WILSON: Call the next witness . 

MAJOR ENDERS: M.ay we have about five minutes 

10 to get set up? 

11 CHAIRMAN WILSON: Sure . 

12 

13 

1.4 

15 

(Brief recess.) 

CHAIRMAN WILSON: Are you ready? 

MAJOR ENDERS: Yes, sir. Federal Executive 

16 Agencies calls Dr. Charles Johnson, and he has not yet 

17 been sworn. 

18 CHARLES JOHNSON 

19 appeared as a witness on behalf o f the Federal 

20 Executive Agencies and, after being first duly sworn, 

21 testified as follows : 

22 DIRECT EXAMINATION 

23 BY MAJOR ENDERS: 

24 Q Could you please state your name and business 

25 addross? 
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1 A My naae ia Charles Johnson . Hy business 

2 address is 10801 Lockwood drive, Suite 350, Silver 

3 Spring, Maryland 20901. 

4 Q Are you the sa•e Charles Johnson that 

2617 

5 prefiled testimony in this case on Apri l 27th, 1990? 

6 A Yea. I am. 

7 Q Do you have any additions or corrections or 

8 amendments you wish to aake to your testimony? 

9 A Yes. I have. My Exhibit CEJ-3, Page 1 , 

10 contained an erroneous c~lculation tor the base rate 

11 that should be charged to provide the correct revenue 

12 with the discounts that I provided. I have prepared a 

13 page that I have titled, "Revised Exhibit No. CEJ-3, 

14 Page 1 ot the 3," tor that exhibit. That c ontains the 

1 5 corrected numbers . 

16 

17 

Q 

A 

Is there a typo as to the columns? 

I would note that the word proce ssing 

18 equipment went wild and moved the column headings to 

19 the left , so that the column heading in the center that 

20 says "FEA" should, in fact, be over the rightmost 

2 1 column and the column heading at the left of that says, 

22 nculf Power• should be over the center column. 

23 COMMISSIONER BEARD: Did you t ype this on my 

24 machine? (Laughter) 

25 WITNESS SCHULTZ: I checked the num.bers this 
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1 time carefully and I didn't notice that the head i ngc 

2 had moved, so I'm sorry about that . 

J The second page is titled , •Revised Exhibit 

4 No. CEJ-4, Page 1 ot 1 . • That simply is ~ computation 

5 of billa tor typical customers under these corrected 

6 rates. 

7 Those are the only corrections I have. 

8 Q Subject to the changes you j ust made today , 

9 it I asked the questions contained in your preriled 

10 testimony, would your answers be the same? 

11 

12 

A 

Q 

Yea. They would. 

I would aove Dr. Johnson's pre!iled testimony 

13 inserted into the record, as though read . 

14 CHAIRMAN WILSON: Without objection it would 

15 be so inserted into the record. 

16 MAJOR ENDERS: And I believe, Mr . Chairman , 

17 his exhibits are 354 through 357, and they have been 

18 stipulated into the record. 

19 CHAIRMAN WILSON: All right, good. 

20 (Exhibits Nos. 354 through 357 inclusive 

21 stipulated into evidence) 

22 

23 

24 

25 
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BEFORE THE 

FLORIDA PUBLIC SERVICE COMMISSION 

In re: Petition of Gulf Power ) 
Company for a Rate Increase ) 

Docket Ho. 891345-El 
Filed Apr il 27, 1990 

DIRECT TESTIMONY OF 
DR· CHABLES E. JQHHSON 

OOALIFICATIONS . 
Q. PLEASE STATE YOUR NAME, OCCUPATION, AND ADDRESS. 

A. My na.e is Charles E. Johnson. I am a Principal with Exeter 

Associates , Inc. Our offices are located at 10801 Lockwood DrivP., 

Silver Spr ing, Mar1• land, 20901. 

Q. PLEASE OUTLINE YOUR EDUCATIJNAL BACKGROUND. 

A. hold a cOibined B.S. Degree in Chemistry and Physics from the 

University of Utah, an M.S. in Mathematics from the University of 

Wisconsin, and a Ph.D. in Mathematics from the Ohio State Univer-

sity. 

Q. Hf"i HAVE YOU BEEN EMPLOYED SINCE RECEIVING YOUR DEGREES? 

A. After completing •Y graduate educat ion, 1 was an Instructor of 

Mather.at ics at Kansas State Univers ity in Manhattan , and an Ass is­

tant Professor of Matheaatics at Wichita State University . In 

1974, I left the academic environment and was employed by Control 

Data Corporation as a Manager responsible for mG thematica l model­

ing. In 1977, I joined the economic consulting f irm of J. W. 

Wilson & Associates, Inc. Since that time, I have been consu It ing 

in the area of energy econorics and ut ili ty regulat ion, for part 



2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q. 

A. 

Q. 

A. 
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of that ti.e as an independent consul tant . became a pr incipal 

of Exeter Associates, Inc . i~ January 1986 . 

HAVE YOU TESTIFIED PREVIOUSLY IN REGULATORY PROCEEDINGS? 

Yes, I have testified as an expert witness before regulator y 

commissions in the Oistric! of Co lumbia, New Jersey, New Hamp­

sh ire, Minnesota, Pennsylvania, North Caro lina, South Carolina. 

Oklahoma and Texas. These proceedings have involved the regula­

tion of electric and gas utilities and have add\essed such 

topics as class cost-of-service stud ies, rate design, accountin~ 

issues and financ ial issues . 

WOULD YOU PLEASE DESCRIBE SOME OF YOUR ADDITIONAL PROfESSION AL 

ACTIVITI ES? 

have provided assistance to nu.erous ent it ies involved in 

business and economic rate regu lation. Much of this work has been 

in public utility regulation on behalf of state regulatory agen­

cies or ~ther public authorities such as state attorneys general 

and fed-ral agencies . have a lso provided assis tance to indepen-

dent consu~~er groups . have assisted a number of industr ial 

enterprises in exa~ining their operations in light of the ir tariff 

options and the potential for alter ing usage patterns or ins tall­

ing cogeneration facil ities . Recent work has been in the area of 

power supp ly; deter. ining the optimal means of meet ing a 

fac ili ty 's energy requirements from a ll of the pvtenti al sources 

of power available to that facili ty and neqotiat ing con t racts t o 

p~ovide that power. 

2 
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I have also provided assistance to public authorities involved 

in insurance rate regulation. I have provided consulting services 

to the Ca lifornia StGte Legis lature and the District of Columbid 

Insurance Department in the area of property/casualty insurance 

rate.aking, and I have provided ass istance in conjunct ion wi th 

workers compensation rate filings in Montana , Oklahoma, Nort h 

C~roli na , South Carolina and Florida. 

3 
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PURPOSE 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN TillS CASE? 

A. have been requested by the Un ited States Federal Executive Agen-

cies (fEA) to review the electr ic rates proposed by Gul f Power 

Company. Hy rev iew includes an examination of the class cos~ -of ­

service study filed by Mr . O'Sheasy and the rate proposals pre­

sented by Hr . Jack L. Haskins and a determination of the propriety 

of the Gulf Power Co.pany tari ffs for large power ~us tomers. 

Q. PLEASE SUMMARIZE THE RESULTS OF YOUR REVIEW. 

A. rec01aend that the florida Public Servi ce Collllliss ion modify the 

Gulf Power Colllpar•y proposa 1 and increase rates base for the LP/LPT 

and the PXT classes by the same percentage rather than by differ­

ent percentages . At the Company-requested reve~ue level , tha t 

percentage would be 8.48 percent. This recoi!IIICndat ion is based on 

a review of the Gulf Power 1990 class cost-of-serv ice study that 

shows the study to be f lawed . I have also made a comparison of 

the : 990 study with the results of one performed bv the Company in 

1989. 

I recom.end that the discounts for service at primary and 

transmission voltage be increased to reflect the d ifference in 

cost and I propose a revi sed rate schedule for the LP/ LP f cl ass. 

This Commission has increas ingly recogn ized the l ~~r cos t to 

serve customers at higher vo ltage levels over the cour se of the 

last several Gulf Power proceedings. However, the lower cost to 

serve these customers is not fully reflected in the discount in 

t he current rates nor !n t he rates proposed by Gul f Power. 

4 
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I have deten~fned tnat voltage differences between cus tomers 

is only a subsidy proble. wfthfn the LP/LPT class and I restrict 

my rcca..endatfons to that class. My voltage discount rate 

proposal simply .aves to eliminate int ra-class subsidies in thP 

LP/LPT class and do not affect the rates or rate level s of any 

other class. 

My use of the Company-proposed revenue level is not an en ­

dorsement of the Gulf Power revenue request , but js merely based 

on the same revenue level as the Company 's proposed rate design 

for ease of ca.paring •Y rate design proposals with those of the 

Company. If thfs Commission were to award Gulf Power a sma ller 

a.ount o; revenue , my recommended base rate cnargc per kW should 

be reduced accord ingly . 

5 
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CLASS COST-Of-SERVICE STUDY 

HAS GULF POWER C~~ANY SUBMITTED A CLASS COST-OF - SERVI CE STU DY 

IN THIS PROCEEDING? 

Yes. Hr . O'Sheasy filed an embcdc~d class cost -of - serv ice study 

as part of Gulf Power's or igina l f iling . That s t udy wa s based on 

allocating investment in product ion plJ nt t o the Flor ida retail 

customers based on an average of the 12 monthly coinr ident peak 

demands, with one- t hirteenth of the investment a llpca t ed based on 

the class' energy consu~pt i on. Mr . O' Sheasy s t at ed t ha t tech­

niques used in the reta i l cost allocation conform wi t h those 

approved previously by the Florida PSC. 

Q. HAVE YOU REVIEWED THE CLASS COST-OF-SERVICE SrUDIE S FILED BY 

GULF POWER COMPANY? 

A. Yes . I have reviewed the class cost-of-serv ice s tudy fil ed by Mr. 

M. T. O'Sheasy on behalf of the Company. It is hi s pos ition that 

this study represents a fair and accurate statement of t he Gu lf 

Power Company's class rates of return. 

Q. 00 YOU AGREE WITH HR. O'SHEASY' S ASSESSMENT ? 

A. do not entirely agree with Mr . O'Sheasy's as sessment that his 

cost-of -service study represents a fair Jnd accurate statement of 

Gul f Power Company's class rates of return. Spec if ically, Mr . 

O'Sheasy 's study overstates the cost of providi ng service to the 

LP/LPT class . 

Q. IN ~IAT WAYS DOES GULF POWER COMPANY'S CLASS COST-OF-SERVICE 

STUDY OVERSTATE THE COST OF PROVIOIHG SERVI CE TO THE LP/LPT 

CLASS? 

6 
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There are several ways that the class cost-of -serv ice study f il ed 

by Gulf Power Company overstates the cost of providing se~vicc to 

t he LP/LPT class. 

The prf.ary reason that Gulf Powe~'s study overs ta te~ costs of 

serv ing the LP/LPT clas s is because generat ing capaci ty dssociatcd 

wi th Gulf States Utilities' default on unit power sal es 1s allo­

cated to the Florida jurisdictional rate s c lasses. These costs 

fall on all jurisdictional customers , but fall more heav ily on 

classes for whi ch production plant makes up a large port ion of 

cost s, such as the LP/LPT class. 

WHY DOES THE GuLF STATES' DEFAULT OVERSTATE COSTS TO THE 

FLORIDA RETAIL JURISDICTION? 

lnvest.ent in generating plant that was planned for unit power 

sales was not intended to serve nat ive load at this time . Gulf 

Power witness E.B. Parsons, Jr. testifi ed that the Company ha s 

atte~~pted to uke off-system sales to the maxiiiiUm e1ten t possible. 

but h~ . been unab le to market 63 mW of Plant Sherer capacity. 

Company witness M.W . Howell test ified t hat the Southern system may 

have capacity available to sell until the mid 1990's, if a pur­

chaser can be located, inc lud ing the 63 IIIW of Plant Sherer Unit 3. 

Thus , if Gulf States had not defaul t ed, or if the Company ~ould 

otherwi se sell the output from Plant Sherer, these cost would not 

fall on the Florida retail customers . 

WHAT WOULD THE FLORIDA RETAIL RATE OF R£TURN BE IF HIE u3 MW 

OF PLAHT SHERER WERE SOLD AS UNIT POWER SALES? 

7 
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A. I have detenained that the flor ida reta i l rate of retu r n would be 

forty basis points highe r if the 63 mW of Plant Sherer were not 

inc luded. 

Q. DO YOU REC<HtEND THAT THE 63 MW OF PLANT SIIERER COSTS BE 

0 I SALLrn."EO? 

A. am uk ing no reco.-endation on revenue requiremen ts for Gulf 

Power Company. The purpose of my analysis is to determine the 

distributional effects of including the costs of ~he default on 

Florida j urisd ictional customers . 

Q. WHAT ARE THE DISTRIBUTIONAL EFFECTS OF INCLUDI NG THE COSTS Or 

THE 63 HW Of PLANT SHERER IN FLOR IDA JURISDICTIONAL COSTS? 

A. The costs associated with the 63 mW of Plant Sherer will fal 1 

disproportionately on the LP/LPT and PXT rate classes . 

Q. WHY DOES THE BURDEN OF THE PLANT SHERER CAPAC 11 Y fALL MORE 

HEAVILY 0H THE LP/LPT AHO PXT CLASSES? 

A. A greater proportion of product ion plant is a l located to the 

LP/LPT and PXT rate classes than the proportion of transm ission or 

distribut ion plant . Thus. production costs make up a larger 

port ion of the rates for LP/LPT and PXT customer s . 

The costs associated w i~h the default could be considered as a 

surcharge on the cost of serv ice and not as a cost of prov iding 

service to florida retail customers . Cons idering i t as a sur ­

charge, there are numerous ways of assigning or a l locat ing tha t 

surcharge to the retail rate classes. It could be a llocated on 

total revenue so that each class would have i t s charges increased 

by the sallie percentage , for example . By all oca t ing th is surchaqP. 

8 
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as Gulf Power has in its class cost-of- serv ice study, the sur­

charge is placed .ost heavily on the rate classes whose usage is 

primarily at higher voltages, because production cos ts make up a 

larger portion of their total costs . 

Q. SINCE PLANT SHERER COSTS ARE RELATED TO PRODUCTION PLANT , 

ISN'T IT APPROPRIATE TO ALLOCATE THEM TO RA TE CLASSES BA SED Or~ 

THE SAME PRODUCTION ALLOCATOR USED IN THE COST-OF-SERVI CE 

STUDY? 

A. It is not necessarily appropriate to do so, becau se str ic t ly 

speaking , these are not a part of the co~ t of provid ing servi ce. 

If Gulf States had not defaulted, or if Gul f Pa~er were able to 

sell the 63111W as unit power sales to another customer, little 

would change for Florida reta il customer s , except the rate level 

being requested. It is i~rtant to note that t he revenue re­

quested fro. the LP/LPT and PXT c lasses would then be reduced by a 

greater percentage than average . 

Q. YOU IDENTIFY THE GULF STATES DEf AULT AS THE PRIMARY REASON 

THAT GULF POWER' S CLASS COST-OF-SERVICE STUDY OVERS TATES Ht( 

COST OF SERVICE THE LP/LPT CLASS. ARE THERE OTHER REASONS . 

A. Yes, there are other reasons that Gulf Power's cldsS cost-of­

service study overstates the cost of serving the LP/LPT c lass. 

The Company is apparently expect ing substant ia l changes in the PXT 

class, including customers transferring to the LPT rate ~chedu l e . 

One large consumer, in particular, was expected to transfer from 

the PXT rate to the LPT ~ate, but ha s not done so. The PXI class 

mWh sales are expected to be 11 percent lower in 1990 t ha n in 

9 
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1989, while LP/LPT sales are expected to be 12 percent higher. 

Further, co.paring the .ost recent histori ca l yea r with the 

projected test year sa les for SE power , the PXT sa les level is 

expected to drop by ha lf , while t he Compa ny is expec t ing a 

severalfold increase in SE sales for the LP/LPT cl ass. 

These expectations of the Company are ques t ionable , at bes t , 

and have the effect of overstat ing the cos t of serv ice the LP/LPT 

class. For example, the one large PXT cus tomer t~a t was expected 

to transfer to the LPT rate had nearly $2 ,000,000 wort h of specia l 

f acil ~ ties constructed by the Company . Recovery of the cos t s 

associated with this investment are not recovered di rec tly frcm 

the custo.er, but are recovered through base rates over a per iod 

of years. This is the reason that Gu lf Power is proposing its 

Local Facilities Charge . While the Loca l Faci l i t ies Charge may 

ensure the eventual recovery of the spec ial f ac i :ities expendi tu re 

over ti11e , this treablent does increase t ile cos t of serv tng t his 

customer above the revenue leve l current ly bei ng recovered . I t 

also 1ncreases the cost of serv ing the c lass to wh ich t he customer 

be longs , without a ca.mensurate increase in the revenue associ ated 

with the class. By incorrect ly incl ud ing t his cus tomer in th~ 

LP/LPT class , Gulf Power's cost-of- serv ice study overs tates the 

cost of serving the LP/ LPT class and under states t he ra te of 

return . The same action understates the cost o f serving the PXT 

class and overstates the PXT class rate of re turn. 

HOW OV£S THI S AFFECT THE INCREASE IN REVENUE AS PROPOSED BY 

GULF POWER? 
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A. These proble.s with ca lculating the cost of serving the LP/LPT and 

PXT rate classes call the Ca.pany's proposal into question. Mr. 

Haskins has proposed a larger incr~ase for th~ LP/LPT class than 

for the PXT c lass, based largely on the faulty cost study. 

re<:Oflllend that the florida Public Servic~ Comission not adopt the 

Coapany's proposal . 

Q. HOW DO YOU RECOMMEND THE COMMISSION SET THl REV~NUE LEVELS fOR 

THESE TWO CLASSES? 

A. reco.end that the Co.ission increase rates for thP. LP/LPT and 

PXT classes by equal percentages . At the Ca.pany-requested 

revenue level, the increase would be an 8.48 percent incr~ase. A 

coaparison of my proposal with Gulf Power Company' s appears in 

Exh i bft~CEJ-1). 

base this recom~endatfon on the following : 

1. The rates of return for the LP/LPT and PXT classes in 

the 1989 cost study were 7.21 and 7.18 percent , re­

spectively, versus a retail rate of return of 6.88 

percent . 

2. The rate of return for the LP/LPT class in the 1990 

cost study of 6.54 understates the correct level. 

3. The rate of return for the PXT class ir, the 1990 cos t 

study of 8.92 overstates the correct level. 

4. The 1990 rate of return for the two clas~es combined 

is 7.22 percent, compared to the retail level of 6.60 

percent. 
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The Ca.pany-proposed allocat ion of t he GSU default 

increases costs to the PXT and LP/LPT classes by a 

greater percentage than to other classes. 

In su~ry, the results for the aggregate of the two cl asses for 

both years is consistent; t he 1990 study would show results more 

like the 1989 study if some of the errors were corrected; and the 

rates of return for both classes would be increased by more than 

average, were it not for the GSU default. 
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VOtTAGE DISCOUNT 

DOES THE CURRE NT LP/LPT TARIFF PROPERLY CHARGE CUSTOMEk~ fOR 

SERVICE AT DIFFERENT VOLTAGE LEVELS? 

No. Gulf Power Company's LP/LPT tariff overcharges cus tomers 

taking service at higher voltage levels. The current and proposed 

tariffs provide a discount to customers who own their transform­

ers, but these discounts shotild be provided to all prim.:~ry and 

transmission level cus tcc:ers. Customers not provJding their own 

transformers shou ld be charged for the cost s incurred by Gulf 

Power on their behalf. Additionally, the lower level of ~osts 

imposed on the system by customers taking service at high voltage 

levels warrants much grea ter discounts than are curren tly ?rovid­

ed. 

WHY IS A LOWER LEVEL OF COS TS IMPOSED ON THE SYSTEM BY CUSTOM­

ERS TAKING SERV ICE AT HIGHER VOLTAGE LEVELS? 

There are two reasons that customers taking service at higher 

voltage impose lower costs on the utility than a cus to~r with 

similar loads but at secordary distribution voltage: 

1. Losses for customers taking service at distribution voltage 

are about 6 times as great as losses for customers at trans­

mission voltage, and about 2.5 times as great as losse~ for 

pr imary customers. 

2. Service to custoners at dis tribution voltage require s add i­

tional substations, conductor, poles . transformers and other 

equip.ent that are not used to prov 1de service at h;gher 

voltage. 
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Q. PLEASE ELABORATE OH HOW DIFFERING LOSSES FOR SERVICE AT DIF­

FERENT VOLTAGES PRODUCE A LOWER COST FOR EACH KWH OR KW DELIV­

ERED AT A HIGHER VOLTAGE . 

A. Each kWh delivered to an LP/LPT transmission level cus tomer 

requires about 1.014 kWh to be generated. The . 014 kWh is lost in 

getting the energy through the transmission system tn the 

customer 's .eter. Distribution level LP/LPT customers requi re 

about 1. 083 kWh to be generated for each 1 kWh del ivered , or about . 
6.8% more energy .ust be generated for each kWh provided to 

distrfbu cfon- level customers than for transmiss ion level custom-

ers. Thus, the difference In losses between servi ce at dis tr ibu-

tion and transmission leve ls accounts for an energy cost di ffer ­

ence of nearly 7 per,ent . For demand , the difference in losses is 

even greater, at over 9 percent . The difference~ in losses 

between secondary and pri.ary customers are over 4 percent for 

energy and 6 percent for Ge.and . 

Q. WHAT DISCOUNT SHOULD BE PROVIDED TO ALL PR IMARY AND TRAilS­

MISSION LEVEL CUSTOMERS TO ACCOUNT FOR THE DIFFERENCE IN 

LOSSES AT HIGHER VOlTAGE? 

A. l.1 order to be certain of not overs tat ing the discount , I hav ~> 

rounded each down to the n~ xt lower whole percentage po in t. On 

that basis , the difference in losse~ at higher voltage jus tif ies a 

discou nt for prl.ary custa.ers of 4 percent for energy and 6 

percent for demand . For transmis~ion customer~ . the difference in 

losses justifies an energy discount of 6 percen t and a demand 

discount of 9 percent . recommend that th is Commi ssion adop t 
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these discounts to account for the difference in losses for 

cu s t011ers tak i ng service .: t higher vo 1 tage. 

Q. 00 THESE LOSSES ALSO APPLY TO THE FUEL CONSUMED BY GULF POWER 

C()4PAHY7 

A. Yes. Each kWh recei ved at the customer's meter requi red that the 

Co~any generate more than one kWh to account for losses iu the 

syste.. The larger the losses, the more fuel that is requ ired to 

produce the energy received by the customer. Thus ; Gul f Power 

must burn .are fuel to produce a kWh used by cus tomers at lower 

voltage than for a kWh used by a customer at high voltage . 

Q. SHOULD LOSSES BE COHSIDEREO IH SETTING THE f OSSIL FUEL AND 

PURCHASED POWER COST RECOVERY CLAUSE (RATE SCHEDULE CR) ? 

A. Yes. Rate Schedule CR is differentiated now by rate schedule, 

which accounts for average losses for the rate ~chedule. The feel 

cost differences by voltage level within rate schedules should 

also be reflected in Schedule CR. 

Q. IS IT NECESSARY TO DEVELOP VOLTAGE-D IFFERENTIATED FUEL CHARGES 

FOR EACH RATE? 

A. Ho. Voltage differences only have an impact on the LP/LrT class, 

and a voltage-differentiated CR tariff only needs to be deve 1oped 

for this class. Other classes are more homogeneous. All of the 

Residential and Outdoor Service is prov ided at distribut ion 

voltage, only one-ha If of one percent of the GS/GSO sales ar·e not 

at distr;bution voltage, and all of the PXT sales are at primary 

voltage. By contrast, the LP/LPT class is composed of cus tomers 
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spread through all voltage levels . The fo l lowing table gives the 

distribution of sa les by voltage level for the LP/ LPT class: 

Voltage Level Percen t of Sal es 

Oistrlbut ion ( Levf' 1 5) 24. 5% 

Pri11c1ry (Leve l 4) 34.9% 

(Level 3) 19.5% 

Transmiss ion (Level 2) 21.1% • 

The 21. 1% percent of sales at level 2 and 19 .5 percent of sa les at 

Leve l 3 are subsidizing t he sales at Level 4 and Leve l 5, and 

Schedule CR should be 1110dified to reduce the subsidies being 

provided to lower voltage customers. 

HOW DO YOU PROPOSED TO SET THE CR TARi ff FOR THE LP/LPT CLASS? 

ln order to properly recognize the difference in the cos t of fuel 

requi red to produce a kWh at the custo.er' s meter for different 

voltage levels, I propose that the Commi ssion ( hange the CR t arif f 

to account for t hese losses. I have ca leu lated charges for each 

voltage level of t he LP/LPT class that .ainta in the re la t io~sh ip 

between time of use (TOU) and standard rates and t hat wil l produce 

the sa.e revenue as the current CR tar iff . The fuel cha rge for 

t he three voltage levels I propose is shown in the fol lowing 

tab le : 
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Proposed LP/LPT CR Tariff 
(cents/kWh} 

26 3 5 

D1stribution Prj mary Transmission 

Standard 2.151 2.065 2.022 

TOO: On-peak 2.242 2.152 2.107 

Off-peak 2.116 2.031 1. 989 

In addition, reco.aend that the Commission direct Gu lf Power 

Company to file a voltage-different ia ted CR tar iff for t he LP/LPT 

class in the future . Th is voltage-di fferentiated tar iff should 

incorporate t he energy losses for each voltage level of serv ice. 

Q. PLEASE TURN TO THE SECOND REASON THAT CUSTOMERS TAKING SERVICL 

AT HIGHER VOLTAGE LEVELS IMPOSE LOWER COSTS ON THE UTI LI TY, 

NAMELY THAT SERVICE TO CUSTOMERS AT LOWER VOLTAGE LEVEL S 

REQUIRES ADDITIONAL EQUIPMENT THAT IS NOT USED TO PROVI DE 

SERVICE AT HIGHER VOlTAGE. HAVE YOU QUANTIFI ED l HE AHOUNl ')F 

DIFFERENCE I" COSTS FOR THE VOLTAGE LEVELS? 

A. Yes, I have deter.ined that if all LP/LPT customers were serve1 l t 

level 2, i.e., transmission voltage, the costs imposed on Gulf 

Power Company would be reduced by $3,675,000 . If all LP/LP T 

custa~~ers were served at either pria~ary or transmission vol tage, 

costs would be reduced by $2 , 104 ,522. 

Q. HOW HAVE YOU MADE THIS DETERMINATION? 

A. have expanded the original embedded cost study prepared by 

Company witness O'Sheasy to voltage levels for the LP/LPT rate 

class. I did not modify my analysis to account for rev isions made 

by Hr . O'Sheasy to his study, but those changes should have little 

effect on •Y results. This expans ion identi fies all cos t s that 
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would be associated wi th service to the class if all customers 

took electr ici t y at each higher voltage level. for example, I 

determined which costs would bt incurred if all customers took 

service at voltage level 2, transmission service, and excluded 

costs associated with t he lower level distribution sys t em. 

Because I exc luded only those cost~ that were clearly related to 

service at lower voltages, the amount excluded under states the 

real cost difference . The results from my expans\.on of the 

O'Sheasy cost study appears in Exhibi~CEJ-2 ) . 
Of the tota l $31, 141,000 r evenue required from sales to 

produce t he curr ent 6.54 percent rate of return for t he LP/LPT 

cl ass, only $27, 466,000 ~~u l d be required if all serv ice were at 

vo l tage leve l 2. That is , only 88.2 percent of the average cost 

of LPS service would be required to provide service if all custo~-

ers took service at transmission level. If all servi r e were at 

voltage level 2 or 3, t he required revenue would be S28,339 ,000, 

and if a l l service were at voltage levels 2, 3, or 4, the required 

revenue ~~ ld be $30,539,000 . Because the primary servi~e level 

incl udes both voltage levels 3 and 4, the revenue requirement for 

service at primary level was calculated at the weighted avnrage of 

levels 3 and 4, which is 93.2 percent of the average ~ ost. 

Q. HOW DO YOU PROPOSE TO INCORPORATE THE COST D!FtERENCE ASSO­

CIATED WITH VOLTAGE LEVEL INTO A RATE DISCOUNT ? 

A. Because most of the cost of the distribution system is recovered 

thr ough demand charges, i t is appropriate to reduce the ma~imum 

demand charge for customers ta~ing service at higher volta~P to 
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account for this difference in cost. The Company's proposed base 

revenue for LPT trans•ission level customers (excluding cus tomer 

charges and voltage discounts) is $7 ,252,290 . Th is is the amount 

that would be paid if t he electricity were taken at d i> tr ibut ion 

voltage with no discount. Costs if all LPT customers took serv ice 

at transmission level account for approximate ly 88. 2% of th is 

a.ount, $6,396,520, which is $850 ,770 less than under the base 

de.and charge. Dividing this difference by the ma~imum bi lling kw 

produces a reduction in cost of $1 .35/kWh. For the primary 

discount, the reduction must be prorated between s tandard and 

time-of-use billing kw . The resulting cost reduction per kW is 

$0.76 for standard rates and $0.72 for time-of-usc rat~s. 

Q. WHAT DISCOUNTS 00 YOU PROPOSE FOR CUSTOMERS TAKING SERVICE AT 

HIGHER VOLTAGE? 

A. from the difference In cost that 1 just descr ibed, I propose a 

discount of $1.30 per kW for transmission level LPT customers and 

$0.70 per kW for primary level LPT customers. In addition, based 

on the difference in losses for higher voltage customers, I 

propose a discount of 6 percent for energy and 9 percent f0 r 

demand for transmiss ion level customers , and 6 percent and 4 

percent for demand and energy, respectively. for pr ima ry volta.,~ 

cus to.mers. 

Q. SHOULD THERE BE A RATE DIFFERENTIAL FOR THOSE CUSTOMERS WHU 

OWN THEIR TRANSFORMERS? 

A. Yes. Customers who own and maintain their transformers enable the 

utility to avoid the cost associated with tnstalli ng and ~a1ntain-
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ing this equfp~ent; and this cost difference should be reflected 

in the utility rates. 

HOW SHOULD THIS RATE DIFFERENCE BE STRUCTURED? 

There are several ways that the difference in cost associated with 

ownership of the transformers can be reflected in rates. One that 

is commonly used is to require customers to provide transformd­

tion, and to assess a specific fac ilities charge against those 

customers who do not. This will recover the cos ts ,expended specif ­

ically on their behalf by the ut ility. Calculation of such a 

charge requires that the amount of the investment for each custom­

er be known . Then the carrying costs of the investment plus 

appropriate O&H costs can be assessed to each customer using 

utility-owned transfor.ers. However, it appears that l i ttle or no 

electricity is sold by Gulf Power to high voltage customers that 

do not own their transformers at this time. Therefore, I recom 

mend that Gulf Power Company be directed to prepAre a tariff that 

contains a provision for recovering costs from those customers 

that do ~~t own their transfonaers, if those customers have not 

made full contributions in aid of construction for their facil i­

ties. 

HAVE YOU DEVELOPED RATES fOR THE LP/LPT CLASS THAT lhCORPO­

RATES YOUR PROPOSED OfSCOUHT S? 

Yes. These rates differ from Gulf Power ' s proposed rates in the 

following ways: 
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1. The charge per kW for secondary service is greater and 

voltage discounts for prf.ary and trans•ission serv ice are 

higher . 

2. The energy and deaand percentage discount s are greater. 

3. Rate Schedule CR conta ins voltage-different iated charges for 

the LP/LPT class. 

A comparison of the Company' s proposed rates with mine is con­

tained in Exhibit~CEJ-3). Page 1 of E xh ibit~(CEJ-3) contains 

the de.and and energy charges , page 2 contains the proposed 

schedule CR, and page 3 contains the discounts for service at 

higher voltage. 

IS YOUR PROPOSAL CONSISTENT WITH PAST COMMISSION ACTIONS? 

Yes. In past rate cases, the Florida Public Servi ce Comm ission 

has aoved closer to cos t-based rates by rodifying the voltage 

discounts for higher voltage customers. I am recommending that 

the Coamissfon complete that process in this proceeding and 

totally eli•inate the intra-c lass subsidy in the LP/LPT class. It 

must be kept in •ind that the higher vo ltage customer s have been 

and still are subsidizing the lower voltage customers. Until the 

di scounts I have proposed are adopted, that subsidization will 

continue. 

HAVE YOU EXAMINED THE IMPACT YOUR PROPOSAL WI LL HAVE ON TYPI­

CAL CUSTOMERS IN THE LP/LPT CLASS? 

Yes. I have calculated the increase for each typi ca l LP/LPT 

customer appearing in Schedule A-3 of the Minimum Fili ng Require­

Ments. Under the rates I propose. the increase in rates for 
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secondary distribution customers will be from two to six percent-

age points higher than under the Gul f Power proposal, the increase 

tor pri.ary customers wi ll be about the same as proposed by the 

Co.pany, and the increase for t ransmission cus tomers wi 11 be les~ 

than proposed by the C011panJ. The compari sons for those customers 

appears in Exh i b i~(CEJ-4 ). 

As can be seen in Exhibit~(CEJ- 4), the increase to higher 

voltage custa.ers is ~l ler t han to dis tribution ~oltage ~ustom­

ers . In addition, the increase in high load factor cus t ome rs 

( such as Customer number l) is less t han to low load fac tor 

customers (such as ~ustomer number 3). 

DOES THAT CONCLUDE YOUR DIREC T TEST IMONY? 

Yes , it does . 
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1 Q Doctor Johnson, have you pre pared a summary 

2 for the Commission? 

J A Yes, I have. I have addressed two primary 

4 areas in my testimony. The first one is the increases 

5 to the LP/LPT and PXT rate c lasses . The second general 

6 area a~ut which I testify is the voltage discounts t o 

7 the LP/ LPT rate class. 

8 Class revenue levels are based partially on 

9 the class cost oi service study tiled by Mr. O'Sheasy, 

10 which is flawed and which overstates the cost ot 

11 provi ding service to the LP/LPT class . The pri mary 

12 reason tor this is that the Plant Scherer costs have 

1J been allocated as though they were produc t ion plant , 

14 that is used and useful, to providing service t o the 

15 rate classes. Inclusion ot Plant Scherer coats in tha 

16 production allocacion results in a larger portion ot 

17 production plant coste being allocated to the LP/LPT 

18 and the PXT rate classes because the production 

19 compone nt makes up a larger percentage of their total 

20 costs than it does t or other rate classes. 

21 Gulf Power has tried t o sell this 6J 

22 megawa tts of Plant Scherer, so the Company obviously 

2J does not consider this product ion plant as needed to 

24 c omplete its current jurisdicti onal load requirements . 

25 If the co .. ission were t o disallow recov~ry 
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1 for this Plant Scherer investment, rates o f return 

2 under the Gulf Power class cost of service study would 

3 increase by a greater amour:t for these two rate classes 

4 and for the other classes. But even without excluding 

5 Plant Scherer froa rate base, it is clear that the 

6 allocation of these costa, as t hough they were needed 

7 for production of electricity, penalizes these two 

8 classes, and therefore should not be based s olely on 

9 the production coat allocation. 

10 Other reasons that the study misstates the 

11 cost of serving have to do with the data used for the 

12 LP/ LPT and the PXT classes. For example, no change t o 

13 rates has occurred since the Company's filing a year 

14 ago. That cost ot service study showed that both 

15 classes were earning about the same rate of return, 

16 which was above the overall retail rate of return . In 

17 this cost of service study, tiled with this docket , 

18 those rates of return changed substantially. 

19 In exaaining the reason f or that , I found 

20 s everal problems with data used in -- in the cost ot 

21 service study. one instance was the i nclusion o! a 

22 large customer for which -- whi c h nearly $2 mi l l ion of 

23 facilities were built . This cust omer was included as 

24 an LPT custoaer rather than ~ PXT customer, and al l ot 

25 those investaent dollars were included i n the LP/LPT 
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1 class coat of service rather than the PXT c lass. 

2 Gulf Power haa corrected this error and the 

3 revised study shows a slightly higher rate of return 

4 for the LP/LPT class and a slightly l ower rate o f 

5 return tor the PXT class than the original study. But, 

~ there are still other problema with the data. 

7 Another example was the projec ted sales data 

8 differed drastically from the recent historical data, 

9 particularly for the SE sales. These diffi c ulties with 

10 data make the relative rates of return for the PXT and 

11 the LPT class suspect, and I have recomcs nded that the 

12 Coaaiasion increase rates for these two c lasses jointly 

13 rather than as separate rate classes. 

14 The second major area I address is vo ltage 

15 discounts within the LP/LPT rate class . This c lass is 

16 the only class with significant sales at more than one 

17 voltage level. So it's the only class that the issue 

18 needs to be addressed. There are two reas ons tha t 

19 c ustomers at higher voltages are less costly t o serve . 

20 The first one is the losses are different, and the 

21 second is that the facilities require to Rerve the 

22 customers are different. 

2J Gulf Power has proposed discounts in its 

24 rebuttal testimony that only include a po rti on o f these 

2 5 differ ences in costa. Losses in transformi ng power 
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1 from one voltage level t o another do not comprise the 

2 entire difference in losses between voltage levels. 

J Transmission level LPT customers require 1.014 kilowatt 

4 hours to be generated in order to get one ki lowatt hour 

5 del i vered; for distribution customers, 1.083 kilowatt 

6 hours of generation is required . Thus, about 7\ aore 

1 energy must be generated for a customer at aocondary 

a voltage than a customer taking service at transmission 

q voltage. 

10 The same ! a true for each kilowatt of demand, 

11 but the difference there is 9\. What this means is 

12 that Gulf Power requires 9\ more generating capacity 

13 for each kilowatt delivered to secondary cust omers than 

14 to transmission custoaers. This difference in cost is 

15 not limited to the difference in losses !or 

16 transforming power fro.a transaisaion voltage levels to 

17 second -- secondary voltage levels . 

18 The second reason !or the voltage discounts 

19 is that the utility is required to invest in facilities 

20 in order to provide service to customers at lower 

21 voltages. Theso facilities include transformers and 

22 other items such as poles and conductor. 

23 I have gone through the Company 's class cost 

24 o! service study and isolated those costs that relate 

25 to each voltage level f or the LP/LPT class . Hy 
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1 exhibit, CEJ 2 contains the results of that analysis. 

2 Thua, in that exhibit, Coluan 3, headed "LPT Level 2" 

3 contains only coats associated with providing service 

4 to the LPT class as though all customers took service 

5 at transaission voltago; that is, demand-related costs 

6 at lower voltage levels have been excluded. All 

7 customer-related costs have been retained. 

8 I have used the results of this analysis to 

9 determine the cost of facilities required to provide 

10 services -- to provide service to customers at lower 

11 voltage levels, and fro• that have calculated voltage 

12 discounts proposed in •Y testimony. 

13 I have also proposed that the tuel coat 

14 recovery rate, CR, be modified to incorporate these 

15 lost factors. The CR rate now includes average losses 

16 for the ratP classes but is not distinguished by 

17 voltage levels for the LP/LPT class. 

18 That concludes my summary. 

19 MAJOR ENDERS: Tender the witness for cross. 

20 CROSS EXAMINATION 

21 BY MR. STONE: 

22 Q Good evening, Kr . Johnson. Mr. Johnson, you 

23 do not hold yourself out as an gxpert on the p l anning 

24 of generating units to satie ty an electric utility's 

23 capacity and energy needs, do you? 
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1 I'm fairly knowledgable about capacity 

2 expansion and utility ayatea planning. I h~ve not 

3 testified as to the propriety ot Gulf Power's planning 

4 in this proceeding, however. 

5 Q Have you ever been involved in che planning 

6 o ~ a utility's generation system? 

7 

8 

A 

Q 

For a utility, no. 

Have you consulted with any of the system 

9 planners or any ot the individuals at Gulf Power 

10 involved in system planning? 

11 

12 

A 

Q 

No. 

Would you agree that individuals assoc i ated 

1 3 with Gulf and involved in planning the capac i ty 

14 additions to Gulf's syst .. are in the better position 

15 to provide the reason tor acquiring any of the 

16 generating ~apacity o~ned by the Company? 

17 Well, the Coapany has testified that it 

18 planned to sell the Pla11t Scherer capacity and is 

19 trying to sell it. So I t ake their wocd for i t that 

20 that was their intent . I have not done an indepe nden t 

21 study as to why Plant Scherer was --

22 Q Mr . Johnson, I would ask that y~u please 

2 3 answer ay question. Would you agree that the 

2 4 individuals at Gulf aaaociated with planning Gu lf 's 

25 system are in the better position t o provide the reason 
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for Gulf's acquiring any of the generating units on its 

systea? 

A A better position than I am? 

Q Yea. 

A Sure. 

Q Your teatiaony as filed refers to the 

original coat of .. rvice study filed by the coapany ot 

Oec•aber 15, 1989, isn't that correct? 

A I refer to that in ay testimony. 

Q But you have ack.nowledqed that the Company 

has, in fact, filed revised cost of service studies to 

take care of the change in the forecast which shows 

that the cuatoaer toraally expected to migrate to LPT 

did , in fact, not aiqrate and has stayed on the PX/ PXT 

class? 

A Yea, I stated that the Coapany had tiled such 

a revised class Coat ot Service Study. 

Q '-- a result of that revised study , would the 

nwabera on Page 11 of your test i mony tor the rate of 

return for the LP/LPT class actually now become, 

instead of 6.54, become 6.63, and tor the PXT class on 

Line 22, instead of 8.92, be 8.33. 

A I don't have those numbers . That sounds 

about right. 

Q But if those nuabers were taken from Exhibit 
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1 231, which is the Company's revised schedule, you would 

2 agree those are the numbers the Company is proposing? 

3 or supporting? 

4 A Yeah, it those numbers come from the revised 

5 Cost ot Service Study, that's correct. However , the 

6 Coapany tiled ita rates baaed on the original Cost ot 

7 Service Study and has not revised the rates because of 

8 this revision to the Cost ot Service Study. 

9 Q Well, in teras of present rates in the 1990 

10 Coat of Service Stu1y, the revised study that has been 

11 sponsored by the Company under Exhibit 231, isn't it 

12 correct that the LP/LPT class at present rates is at 

13 parity? 

14 A I'a sorry, at parity with other classes you 

15 mean? With the ju.risdictional overall? 

16 

17 

18 

Q 

A 

Q 

With the Company overall rate of return . 

It's not tar from it, that's true . 

Well, baaed on your own test imony, if you 

19 accept my numbers subject to check, 6. 63 t o r the LP / LPT 

20 class, as compared to the retail level of 6 . 60\, if 

21 anything, it is above parity, would you no t agree? 

22 A Right. Actually, yes. Hy point was thot 

2 J because t here is not a great deal of differenc e between 

24 these two classes, the incr ease to the PXT and the LPT 

25 c lass es uhould be about the s e me instead of ti l ted t~e 
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1 way they are in the Coapany'a proposals. So I have no 

2 objection to agreeing with your atateaent, no . 

3 Q Would you also agree that the Coapany has in 

4 its proposed rates aaintained the class LP/LPT at 

5 parity? 

6 A No, I don't think I would. 

7 Q Baaed on your -- well, let ae aak you this : 

8 You have proposed aoae LP/LPT rates. Have you not? 

9 

10 

A 

Q 

"tea. 

Have you calculated the revenue i111pact ot our 

11 proposed rates on the entire rate class? 

12 A You .. an on the class as a whole? 

13 Q LP/LPT, yes. 

14 A Yea, that's the reason tor my revised 

15 exhibit. As was pointed out by the Company witness, 

16 there was an error in my calculation that provided 

17 excess revenues froa the class , so I recalculated that 

18 based on the -- you have to understand, thia is based 

19 on the teat year billing units and does not account tor 

20 any aigr ation. 

21 Q What is the rate of return index tor the 

22 class under your proposed rates? 

23 Well, since ay rate recovers the same revenue 

24 as the coapany'a does, and I did that because I did not 

25 calculate a difference in revenues tor the LPT class, 
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3 My rate vould hav~ to be modified to reflect 

4 whatever actual increase vas awarded to the Coapany tor 

5 the LPT class. 

6 

7 

8 

0 

A 

0 

9 class? 

10 A 

Kava you d .. iqnad rates tor the PX/PXT class? 

No. 

Have you designed rates tor the GS/GSDT 

No, I haven't done that either. 

11 Q Do you knov what effect your single rate 

12 proposal would have on other rates which aight be 

13 affected troa crossovers froa or to the LP/LPT class? 

14 A No, as I just said, I did not take into 

15 account that there would be some migration. 

16 

17 

18 

19 rate? 

20 

21 

22 

Q 

A 

Q 

A 

Q 

A 

Did you design any street lighting rates? 

No. 

Have you designed a general service nondeaand 

No. 

Have you designed a residential rate? 

I have not designed any rate except this rate 

23 for the LP/ LPT class. 

Q The fact ot the aatter is, you do not know 

25 how your r ate design proposal would tit into the 
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1 complete r a te de•iqn package that thi• Commission wou ld 

~ order to become effective tor Gulf's customers? 

3 A 1 don't think any of us knows at this date 

4 how the rate design proposal tor any one class would 

5 !it in with the co .. i•sion'• directive coming out of an 

6 order in this docket. 

7 Q Doe• the Federal Executive Agencies represent 

e customers in all the•e cu•toaer classes? 

9 A I dc-n't know that there are customers in all 

10 of these cla•se•. There are customers in classes other 

11 than the LP/ LPT class . 

12 Q I gue•• you don't really know who your 

13 clients are then, do you? 

14 

15 

16 

17 

A 1 think I do. 

MH. STONE: No further questions. 

CHAir ... ~ WILSON: Mr. McWhirter? 

MR. McWHIRTER: We're ready to proceed . I 

18 have no ques tions . 

19 CROSS EXAMI NATION 

20 BY MR. PALECKI: 

21 Q Mr. Johnson, in the Prehoaring Order, FEA 's 

22 position to I ssue 115 supports Gulf' s use of the 12 CP 

23 ~nd one-thirteenth Cost of Service Study. 

24 Isn't it true that t~e costs of Plant Scherer 

25 have been allocated on the saae aethodology, the 12 CP 
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1 and one-thirteenth enerqy? 

2 A Yea, a~ the production allocator, that was 

'3 the basis !or allocation ot Plant Scherer investment. 

4 Q So the LP/LPT class has been allocated its 

5 share ot Plant Scherer costa and all other production 

6 plant costa on the basis ot 12 CP and one-thirteenth? 

7 

8 

A 

Q 

That'• correct. 

Wouldn't your proposal on pages 8 and 9 of 

9 your testimony ot collect Plant Sche.·er costs on a 

10 surcharge base~ on total revenue? Basically, what I'm 

11 saying is, your proposal would collect Plant Scherer 

12 costs on a surcharge baaed on total revenue , is that 

13 correct? 

14 A I suggested that waa one alternative the 

15 Commission could adopt . 

16 My intention in presenting the issue about 

17 Plant Scherer was primarily to point out that if it is 

18 viewed as capacity that is not necessary to meet the 

19 needs ot Florida jurisdictional customers, that it is 

20 not appropriate to allocate that ~oat based on the same 

21 production coat as other plant that is required to meet 

22 the Florida retail jurisdictional needs . 

23 One alternative that I suggest here is doing 

24 it on total revenues. 

25 Q Well , wouldn't the method that you suggest 
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1 allocate to LP/LPT less coat tor Plant Scherer than the 

2 12 CP, one-thirteenth methodology? 

3 

4 

A 

Q 

Yea. 

Isn't your justification for assigning the 

5 cost ot Plant Scherer to rate cases on the basis of 

6 revenue the tact that LP/LPT and PXT rate classes are 

7 allocated proportionately leas transmission and 

8 distribution ayatea coat than the other rate c lasses? 

9 A ~hat's right. The primary diff£~ence is 

10 because alaoat all of the PXT customers and a great 

11 many o! the LPT and LP customers take service at higher 

12 voltages. They, therefore, aake auch leas use ot the 

13 secondary distribution system. 

14 Q So it then follows that production plant 

15 makes up a larger portion ot the LP/LPT class cost? 

16 A P.~ght. That's exactly the point that I was 

17 making. That it this were a -- tor example, a nuclear 

18 plant that had been abandoned and these were 

19 abandonment coats, and the Commission were raced with 

20 essentially taxing all ot the Flor i da ratepayers a tax 

21 to recover those abandoruae.nt costs, it would not be 

22 obvious to .. that the appropriate method ot doing that 

21 is by recovering it through production costs, and that 

24 was exactly the point I vas trying to ma.ke here. 

25 Q Well, why does the allocation ot a smaller 
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1 proportion of distribution a nd transaission syatema' 

2 coat to LPT justify allocating or assigning Plant 

3 Scherer coats on revenues through a surcharge? 

4 A Are you asking ae to j ust i fy why it makes 

5 aore sense to use revenue as an al location lDeans than 

6 production plant? Was that the thrust of your 

7 question? 

8 Q Yea. You said that -- well , the LPT c lass ~ s 

9 allocated a aaaller proportion of distr ibution and 

10 tranaaiasion ayateas' coats than the proport i on ot 

11 production plant. And bow does this justify allocating 

12 or assigning Plant Scherer costs on revenue through a 

13 surcharge? 

14 A Oh, it wasn't intended t o just! ty allocating 

15 the those excess coats on revenue . 

16 The point behind that stateaent was aiaply 

17 that if we do consider Plant Scherer as unnecessary to 

18 a c tually aeet the requireaents , then alloc a tion of it 

19 as though it was a ne cessary part of the production 

20 plant ha s no basis, in fact , and that some other means 

21 has to be f ound t o assess that tax on the ratepayers. 

22 Now, if the Coaaission wants to, it certain ly 

23 can allocate that tax on production plant, the sa•e 

24 production plant allocator a~ used in th& Cost ot 

25 service Study. 
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1 I would assert th.at that has -- there ia no 

2 particular rationale tor doing t .hat and simply bec ause 

J it is a plant that produces el~ctricity does not 

4 provide any rationale. 

5 Q Referring to Page 10 of your pret i l ed 

6 testimony, is it your position that the cost of service 

7 ot the LP/LPT class has been overs~ated because one 

a large PXT custoaer tor whoa Cult has installed a $2 

9 million dedicated substation was inc luded in the LP/LPT 

10 c lass? 

11 A That was one of the reasons that the origina l 

12 cost study overstated the cost ot serving the LP/ LPT 

1 3 rate class. But as I point out in my testimo ny, there 

14 are other reasons, too . 

1 5 Q Well, would the cost to the LP/LPT c lass be 

16 overstated it there ace other LP/LPT customers tor whom 

17 the Coapany has installed dedicated substationt~? 

1 8 A I ' m sorry. I didn ' t follow your question . 

19 Would you try again? 

20 Q Well, it there are other LP/ LPT c ustomers f or 

21 whom the Company bas installed dedicate substations , 

22 would you still say that the cost ot LP/LPT is 

23 overstated? 

2 4 A I don't. think one can draw tha t conc lusion 

..:5 !rom that, because there's simply no way o f telling 
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1 without looking at each and every one o! thea. But 

2 this one was brought to our attention in the tiling , 

3 and it turned out that this one customer had a tairly 

4 large amount o! local facilities built !or it. 

5 Q Now, it's your testimony that the 21.5' ot 

6 sales at Level 2 and the 19.5' ot sales at Level 3 are 

7 subsidizing the sales at Levels 4 and 5, is that 

8 correct? 

9 

10 

A 

Q 

Right. 

Are you aware that Level 3 customers are 

11 customers who take service at primary voltage but are 

12 served troa a dedicated substation? 

13 A Right. As I understand Level J, customers at 

14 Level 3 take service troa a substation and make no use 

15 ot the primary distribution lines . 

16 Q Are you aware that the PXT customer with the 

17 $2 ai11ion dedicated substation investment ia a Level J 

18 customer? 

19 

20 

A 

Q 

No. 

It you were made aware ot that tact, would 

21 you be able to reconcile your previous statement that 

2:t Level 3 customers are subsidizing the sales ot levels 4 

23 and 5? 

2 4 

25 

A 

Q 

Well , as a g~nera l statement, it's true. 

Well, one ot the factors that you considered 
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1 as being high l y important was this $2 million 

2 substation that was installed !or th is PXT customer . 

3 So how can you say that t .his PXT customer, 

4 whom is a Level 3 customer !or whom $2 million was 

5 spent on a dedicate d substation, how c an you say that 

6 they're subsidizing, Level 3 is subsidizing sales at 

7 Level 4 and 5? 

8 A No. I said as a general statement , that's 

9 true. There aay be certain of these customers who are 

10 not subaidizinq customers at lower vo ltage levels. But 

11 on average, the custo•ers taking service at higher 

12 voltage levels are subsidizing custoaers taking servic e 

1 3 at l ower voltage leve l s because the voltage discounts 

14 that are currently o f fered are insufficient. 

15 Q Have you aa~e a Coat o! Ser vice Analysis o! 

16 production and t-ansaission plant ~oats !or customers 

17 served at each o! the three voltage levels , based on 

18 the relative 12-CP and energy o! each o f the thr.ae 

19 groups? 

20 A No. What I did in my analysis t o produce my 

21 Exhibi t CEJ-2 was to go through the e nt ire Company's 

22 Cost ot Service Study and isolate those items that were 

23 spec ific ally related t o a voltage l&vel !or example , 

24 below 2 -- and which were demand-relate d. 

25 So, t or example, the Company , in its Coa t o ! 
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1 Service Study, had land and land rights at Level 2, and 

at Level 3, and ao forth on dovn. so the colUIUl 

3 titled, "LPT Level 2," would have that portion of land 

4 and land rights that the Company had classified as 

5 being associated with Level 2, ao long aa it was 

6 d.-and-related. 

7 So thia does not purport to be a class cost 

8 of Service Study of the type that allocates between 

9 different categories of customers the Coat of Service. 

10 It's an extension of the Coapany study, but not, it's 

11 not a study that separates the LPT class into 

12 components the aaae way the Company Study separates the 

13 jurisdictional total into rate claaaea. 

14 Q Haven't you aaauaed the average LP/LPT 

15 production and transaisaion plant costa tor each of the 

16 three voltage 'evel subgroups? 

17 A In the calculations that we've just been 

18 talking about that produced ay Exhibit CEJ-27 

19 

20 

Q 

A 

Correct, and the calculations you have made. 

Yeah, I queaa that's fair to say. That's 

21 baaed on class-wide average demands and energy 

22 consumption. 

23 Q Have you determined whether currently there 

24 is an under- or overrecovery o! production and 

25 transaiaaion plant costs relative to costs based on a 
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1 specific coat analysis by voltaqe level tor LP/ LPT? 

2 A I didn't understand the question, would you 

3 repeat it? 

4 Q Have you determined whether there is an 

5 underrecovery or an overrecovery ot production and 

6 tranaaiaaion coats, relative to costa baaed on a 

7 specific coat analysis by voltaqe level ot the class? 

8 (Pause) 

9 A I don't understand how one could make that 

10 comparison. The revenues are not aaaiqned to 

11 production, they're asaiqned to charqea in the tar itt. 

12 Some of the charqea are deaand-related, and some are 

13 cust011er-related and aoae are enerqy-related , !Jut there 

14 are none that are associated with production . So I 

15 fail to see how ao»eone could make the comparison you 

16 request. 

17 Q The next issue we're talkinq about is 

18 conce.rned with discounts tor tranaaiasion ownership . 

19 Would you aqree that it is the Utility's responsibility 

20 to build the aoat coat-effective trans missio n and 

21 distribution system to serve its qeneral body ot 

22 ratepayers? 

23 A A8 a qeneral statement , I cou l dn ' t arque with 

24 that. 

25 Q Would you aqree tha t there may be situations 
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1 when custoaers do not have the c hoi c e or voltage levels 

2 due to the Coapany's need tor installing t he most 

3 econoaic transaission andf or distribution system? 

4 

5 

A 

Q 

I can cer,tainly conceive or such instances. 

And would you agree that under these special 

6 circuastancea that additional lines, conduc t o rs, and/or 

7 substations that are requested by a customer may result 

8 in uneconoaic expe,nse to the Utility ar.d the general 

9 ratepayer? 

10 A Not necessarily. The C~mpany could refuse to 

11 provide those facilities, unless the ratepaye~ was 

12 willing to front tbe costa. There are a great many 

13 ways of handling facilities that are necessary to 

14 provide service to a customer other than simply 

15 incl uding it in a generate base. 

16 If it's of that auch benefit to the customer , 

17 the custo•er can pay to have the equipaent installed. 

18 There are aany instances where that occurs. 

19 Q In general, could the level of a voltage 

20 discount encourage the Utility t o build more plant than 

21 otherwise needed by the general ratepayers? 

22 

23 

A 

0 

I d on't see how it could. 

It plant costs, suc h as additional lines, 

24 conduc t ors , substations, et ~etera, were collected 

25 through rates, this would result in h igher a verage 
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1 rates for all customers, wouldn't it? 

2 A Well, you're talking about add i t i onal lines 

3 and conductors and so torth above what level? 

4 Q Well, that are specially requested by 

5 custoaera under apecial circuaatances t hat they're 

6 uneconomic to the Utility, they're not in their general 

7 scheme. 

8 A Well, it -- you're fo l l owing that line of 

9 reasoning that if a customer asks tor somethinq that is 

10 unreasonable and the Coapany went ahead and did it, and 

11 the costs were greater than would have been if the 

12 Company had done aoaething aore economic, then, sure , 

13 the rest ot the ratepayers are going to have t o pic k up 

14 the cost. But I don't accept that c haracterization as 

15 something thst will flow trom providing the proper 

16 voltage disrounts to cudtomers taking service at higher 

1 7 voltage levels. 

18 Q Does your methodology provide t o r a discount 

19 tor substations, lines, c onduc t o rs and transformers 

20 along the Utility's distribution syst em? 

21 

22 

A 

Q 

I'a sorry, can you repeat it again? 

Does your methodology provide f or such a 

23 discount tor substations, lines , c onduc tors , 

24 transformers , along the Utility system? 

25 A It I understand the question correct l y, f or 
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1 example, a customer taking service at transmission ot 

2 voltage would not share in the coat burden ot 

3 transformers, substations, lines and poles to provide 

4 service to customers at lower voltage levels . 

5 So it I understand the question correctly, 

6 the answer is yea, it providAs tor that. 

7 Q Were you aware ot the Commisoion's past 

a policy and recent decision in the Marianna and 

9 Fernandina Electric Rate Cases to recognize only 

10 transformation coats in developing voltage discounts? 

11 A 

12 please? 

13 

14 

Q 

Can you give me the docket numberon that , 

8880158. 

COMMISSIONER BEARD: Does Fernandina have any 

15 transmission linea? 

16 MR. PALECKI: No, very little. 

17 Ct":oiMISSIONER BEARD: I didn't think they did. 

18 There's all the substation distribution, primary and 

19 secondary voltage, right? 

20 MR. PALECJ(I: Yes. 

21 A In answer t o your question , no, I'm not aware 

22 ot any such decision . It the Commission were t o make 

2J such a decialon in this proceeding, I obviously would 

24 feel that's not the proper decision to make. 

25 Q Are you advocating a specific facilities 
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1 charge to be applied to customers who do not own their 

2 own trans!onaation equiprent? 

3 A I would find that an acceptable way ot 

4 dealing with it. As I understand it, almost all the 

5 sales that Gulf Power aakes now at voltage levels 

6 higher than secondary are to customers who own their 

7 own trans!oraers. If the Coapany wants to establish 

8 I'm sorry. If the Commission wants to establish that 

9 as the ba~i• and charge a facilities charge to any 

10 custo .. r vho doesn't provide their own tx·anstormation, 

11 then that would be appropriate to do. 

12 But the thrust ot ay testimony , actually, on 

13 this issue goes to what is the proper voltage discount 

14 for the difference in losses and the difference in 

15 !acilit1es for customers at different voltage levels? 

16 ~1d you can handle the question of the 

17 facilities for the individual customer one ot two ways: 

18 Either the Coapany can provide it for everybody , or yo~ 

19 can require the individual customer to provide it; and 

20 if they don't, then assess them a spec ial facilities . 

21 Doesn't really make much difference which way you do 

22 it. 

2 3 0 Does Gulf Power allocate the average cost ot 

24 trans!onaation tor each level of service in its Cost oi 

25 Service Study, which will be recovered through rates? 
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The coat of transformation are allocated in 

2 the Cost of Service Study. 

3 Q Doesn't your proposal tor a facilities charge 

4 on customers not owning transformers charge customers 

5 twice, once through rates and another time through the 

6 faci l ities charge? 

7 A No. If you did it that way , you wouldn't - -

8 if the customer were paying a tacilitiee charge, you 

9 wouldn't 1.1llocate that to the class as a whole. I 

10 mean, it would be one place or the other. 

11 And that's why I say you can do it one of two 

12 ways, you can either aake a facilities charge or you 

13 can provide it to everybody and allocate the cost. And 

14 it really doesn't aatter which way you do it. But 

15 you're right, if you tried to do it in both place~ . you 

16 would doubl- collect. 

17 Q Would it be equitable to provide voltage 

18 discounts to all daaand rate classes? 

19 A Well, if it were necessary. But I , as I 

20 pointed out in my testimony, no other c lass has any 

21 significant aaount of sales at different voltage 

22 levels. 

23 Now, if you want to go through and do the 

24 calculation tor the, I thi~ it was , 1 / 2 o f 1' o f the 

25 sales for the GO class that were not at secondar y 
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1 distribution, sure, you could do t hat . I didn ' t do it . 

2 

3 questions. 

4 

5 

6 

7 

MR. PALECXI: Thank you , Starr has no further 

CHAIRMAN WILSON: Any questions, Commissions? 

Redirect? 

MAJOR ENDERS : Just a c ouple . 

MR. STONE: May I have one question on c r oss? 

8 Real brief, I pro•ise. Well, I suppose. 

9 FURTHER CROSS EXAMINATI ON 

10 BY KR. STONE: 

11 Q Mr. Johnson , you aade the analogy for Pla nt 

12 Scherer to a cancelled nuclear plant. Isn ' t the re a 

13 major distinction in the fact i n the cas e of Pl ant 

14 Scherer, Gulf's territorial c ustoaers are , in tact , 

15 receivinq capacity and enerqy out o f the plant? And 

16 that would not be the c a se in a nuc lear plant that was 

17 cancelled? 

18 

19 

2 0 

A That's certainly a differenc e , ye a h . 

MR. STONE: Thank you . 

CHAIRMAN WILSON: Aa a aatte r o f f act, I 'm 

21 not aware of any instances where power i s being q ot ten 

22 from a c ancelled plant of any kind. Gett i ng blood f r om 

23 a turnip? 

2 4 WITNESS JOHNSON: I only mea nt t o prov i d e 

25 that as an instance where t ax would be r e qu i r e d and it. 
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2 production allocator . 

3 

4 

CHAIRMAN WILSON: Now redirec t. 

MAJOR ENDERS: Thank you , sir. 

5 REDIRECT EXAMINATION 

6 BY MAJOR ENDERS: 
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7 Q Dr . Johnson, Mr. Stone seemed to imply by h is 

8 question you didn't know vho your client \las . Ot the 

9 six ailitery installations in the Florida Panhandle and 

10 their service area, do you know what percent or Gulf's 

11 total jurisdictional load they constitute? 

12 CHAIRMAN WILSON: Subject to check? 

13 (Laughter) 

14 WITNESS JOHNSON: I did calculate that. I 

15 vish you hadn't asked, because -- withdrawn. 

16 MI ~OR ENDERS: You c a lculated it last year 

17 for last year's withdrawn case. Would you accept , 

18 subject to check, 8t? 

19 

20 

21 

COMMISSIONER EASLEY: What, 80? 

MAJOR ENDERS : 8t. 

WITNESS JOHNSON: I would accept that , 

22 s ubject to check. 

23 OOMNISSIONER BEARD : ~ ou mean t o inter trom 

24 that that he represents at ot the customers? Just 

25 k t dding, sorry, bad joke. 
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WITNESS JOHNSON: Yes, I would a ccept that, 

2 subject to check. 

3 CHAIRMAN WILSON: Anything turther on 

4 redirect? 

5 

6 

MAJOR eNDERS: No, sir . 

CHAIRMAN WILSON: Thank you very muc h . Any, 

7 all right, the exhibits have been stipulated , that 's 

8 tine. Thank you very auch. Let ' s do one aore witness. 

9 MR. BURGESS ; Co1111issionere , while that 

10 witness 1a coainq up or getting away trom his pushups, 

11 I was wondering it I could aove Mr. Rothsc hild's 

12 pretiled testiaony into the record as though read . 

13 CHAIRMAN WILSON: Yes. Without ob j ect i on, his 

14 testimony is entered --

1 5 COMMISSIONER BEARD: Too late , you missed your 

16 chance. 

17 CHAIRMAN WILSON: ~•'re becoming real 

18 s ticklers t o r procedure . (Laughter) 

19 MR. BURGESS: I'va noticed that . 

20 And his e xhibits, I believe, have been 

21 stipulated into the record. 

22 

23 

CHAIRMAN WILSON: Yes, without objection . 

COMMISSIONER BEARD: Be forewarned here , we ' re 

24 only going to take five aore witnesses out of order. 

25 MR. BURGESS : Mine are almost fi n ishe d . I've 
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1 only got one •ore. 

2 

3 

CHAIRMAN WILSON: We are going to bring them 

back. 

4 (Exhibit Nos. 338 through 349 inc lusive, 

5 stipulated into evidence.) 
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STATEMENT OF QUALIFICATIONS OF J AMES A. ROTHSCHILD 

4 Q. PLEASE STAT! YOUR N.AME AND BUSINESS ADDRESS. 

5 A. Hy name is Jaaes A. Rothschild and my address is 115 

6 Scarlet Oak Drive, Wilton, Connecticut 06897 . 

7 

8 

9 

10 

11 
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14 
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0. WHAT IS YOUR OCCUPATION? 

A. I a11 a financial consultant speci al izing in utility 

regulation. I have experience in the regulation o f 

electric, gas, telephone, sewer, and water utilities 

throughout the United States. 

Q. PLEASE SUMKAR.IZE YOUR UTILITY REGULATORY EXPERIENCE. 

A. I all president of Rothschild Financial Consult ing and 

have been a consultant since 1972. From 1979 through 

January, 1985 I was a Princip.:1l or Georgetown Consult ing 

Group, Inc. Prior to that, from 1976 to 19 7 9 I was tne 

President of J. Rothschild Associates. Both o! these f irms 

s pecialized in utility regulation. From 1972 through 1976 

I was employed as a consultant at Touche Ross & r:o., a "big 

eight" accounting firm. Muc h o t my con s ult i ng wo rk do ne 

while at Touche Ross related to utility regulation. Whi le 

a ssociated with all of the above firms, I have worked ! or 

various state Util ity Commissions, Attorneys General , and 

1 
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Public Advocates on aattera relating to regulatory and 

financial issues. These included rate ot return, financial 

issues, and accounting issues. (See Appendix.) 

Q. PLEASE DESCRIBE CONSULTING WORX YOU HAVE DONE ON NON­

UTILITY MA'ri'ERS. 

A. I consulted in the preparation ot bond prospectuse~ !or 

five hospitals, assisted a major European chemical company 

in deciding whether to acquire an American owned chemi cal 

plant, served as. a consultant to a major corporat ion that 

went into a Chapter XI bankruptcy, and advised the City o f 

New York about procedures and attendant savings r~lated to 

its payroll disburseaent systems . 

Q. WHAT DID YOU DO PRIOR TO BECOMING A MANAGEMENT CONS0LT-

ANT? 

A. I worked tor five years at Olin corporation. ou r inq 

the first tour years with Olin, I was a process eng i neer ~ t 

or.e of their chemical plants. My last year at Olin wa s 

20 spent as an econoaic analyst in i ts Chemica ls Group . 

21 

22 

23 

24 

25 

Q. PLEASE DESCRIBE SOME OF YOUR OTHER RELEVANT EXPERIENCE. 

A. I was the c hairman of a one week seminar given by th~ 

American Ma~agement Association entitled "Accounting and 

Finance tor Non -Financial Execut ives". Al so, I have lee-
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tured to the aanage•ents of Union carbide Corporation, 

Celanese Corporation, and Oli1• Corporation . Hy topic was 

currunt value accounting applications in the c hemical in-

4 dustry. 

5 

6 Q. WHAT IS YOUR EDUCATIONAL BACKGROUND? 
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A. I received an M.B.A. in Banking and Finance !rom Ca se 

Western University (1971) and a B. S. in Ch e111ical Engineer­

ing t r oa the University ot Pittsburgh (1967 ) . 

3 
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+ 1 II. PURPOSE OF TESTIMONY 

2 

I 
3 Q. WHAT IS THE PURPOSE Of THIS TESTIMONY? 

This testimony addresses the cost capital that Gulf 4 A. or 

I :5 Power should be a llolo'ed to earn on its utility rate base. 
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III. SUMMARY OF CONCLUSIONS 

A. Recommended Cost of Capital 

Q. PLEASE SUMMARIZE YOUR CONCLUSIONS ON THE COST OF CAPI-

TAL TO GULF POWER COMPANY. 

A. Thr- overall cost ot capital that should be allowe d t o 

Gulf Power Coapany is 7.92\ (see Schedule 1, Page 1) . 

This i s based upon an investor supplied capital structure 

with 42.98\ coaaon equity, 8.10\ preferred equity, and 

48.92\ debt. The cost of capital is based upon a cost of 

equity ot 11.75\. 

I also explain in this testimony that the cost of 

equity to service indus~ria1 customers is is est i mated to 

be about 0.4\ higher than to service residential or commer-

cia l customers. This aeans that the c ost to service 

residential and coaaercial customers is probably s~me what 

below 11.75\, and the cost to service industrial customers 

is probdbly slightly higher than 11.75\. 

Q . HAVE THE PROBLEMS WITH 'l'HE INTERNAL REVENUE SERVI n : AND 

OTHER ALLEGED MANAGEMENT INDI SCRETIONS INCRE/I <; ED 'l'Ht:: C:OST 

OF EQUITY OF GULF POWER? 

A. Theoretically, yes. However , t d o not believe it is 

proper for ratepayers to be c harged for wh at.eve r e x t r:a 

c o s ts mi ght exist as a result of these probl~ms. Wh ile I 
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have not ~ada any downward adjustment, to the extent pos-

sible this higher equity cost shculd not be included in the 

return on equity allowed to Gulf Power. 

Q. YOUR RECOMMENDATION FOR THE COST OP EQUITY IS 1. 25\ 

LOWER THAN THE 13.0\ RECOMMENDED BY DR. MORIN. PLEASE SUM-

HARIZE WHY THIS DIFFERENCE EXISTS. 

A. Dr. Morin presented a wide array of ocr analyses, most 

ot which have a theoretical basis that is i nconsistent with 

the requirements of the D/P + g version ot the ocr model. 

Specifically, he used non-constant growth rates as an 1nput 

to this version of the DCF aodel which requires that con-

stant growth rates be assumed. The one version o! the DCF 

model he presAnted which does have some validity, because 

it at least does depend upon a constant growth rate, was 

applied in a much aore limited way than he applied his 

other, invali~ DCF techniques . In addition to the problems 

with h is DCF method, he improperly increased his equity 

cost determination as a result ot his view of the impact of 

the payment ot quarterly dividends. In reality , the fa ct 

that dividends are paid quarterly instead o f annually 

causes the annual DCF model to overstate, not understbte 

the indicated cost of equity. The problems with Dr. 

Morin's DCF analysis are explained in detail in the Tes-

timony Evaluation section of this testimony . 
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In addition to the DCF method, Dr . Mo rin says that he 

presented a risk premium analysis. As also explai ned in 

the Testimony Evaluation sect ion of thi s testimony, the 

Risk PreJDium approach as he presented it is really his OCF 

method all over again , but with the additional problens 

that it is dependent upon the incorrec t assumption that in­

c o•• tax laws and investors expectati o ns t or infl 3t ion 

have remained constant over the years . 

Q. YOU SAID THAT THE USE OF AN ANNUAL DIVID~ND DCf HODEL 

FOR A COMPANY THAT PAYS DIVIDENDS QUARTERLY RESULTS I N THE 

HODEL OVERSTATING THE COST OF EQUITY . DID YOU CONS I DER 

THIS IN YOUR 11.75\ COST OF EQUITY RECOMMEN DATION? 

A. I did not lower my cost of equity recommendation a s a 

result o f the quarterly payment o f d ividends. f or this 

reason, and others explained later i n thi s testimony, my 

11.75\ cost o f equity recommendation is c o r.ser·;atl \ ely 

high . 
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3 Q. WHAT 00 YOU RECOMMEND FOR T HE CAPITAL STRUCTURE Of GULF 

4 POWER COHPANY1 

5 A. As explained in the summary o t conc lus i ons of this tes-

6 tiaony, the capital structure I have used t o f o rmu late my 
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ovarall coat of capital recommendat ion i s s h own o n Schedule 

1 , Page 1. This capita l structure ia the s ane o ne t hat has 

bean proposed by the company. I ! the Commission s h ould 

deteraine that any ad justments t o the c apita l st r ucture are 

appropriate, then my cost ot c apital r ecoMmendatio n ~ houl d 

be adjusted accordingly . 
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} ,. 1 v. COST OF FIXED CAPITAL 

2 

3 o. HOW DID DEFINE THE TERM COST Of FI XED CAPI TAL THAT 

4 SHOULD BE ALLOWED TO GULF POWER? 

I 5 A . I adopted the embedded costs as presented by the com -

6 .:>any. 

} 7 

l 
8 

9 

. } 10 

ll 

j 12 

~ 
13 

14 

1 15 

16 

J 17 

18 

] 19 

20 

2 1 

J 22 

23 

] 2 4 , 25 

j 9 

J 



~ 
I 

1 

'1 
'1 
} 

J , 
.J 

J 
] 

I 
J 

~ , 
J 
] 

1 

2 

J 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

2678 

VI. COST OF COMMON EQUITY 

A. summary ot conclusions on Cost of Equity 

Q. WHAT IS THE COST OF EQUITY ·ro GULF POWER COMPANY? 

A. The return on coaaon equity this Co~ission should al­

low Cult Power coapany is 11 . 75\ . 

My recoaaended return on equity is based pri~arily 

upon the application o f the DCF method to the electric ~om­

panies in the Moody's Electric Utility Common Stocks 

(Moody's 24) which are not in the ~idst of nucl ear con­

struction uncertainties, and to the Southern Company which 

is the parent o f Gulf Power. 

The equity coat reco~endation has been checked t o r 

reasonableness by making a review o f the relationship be­

tween market-to- book ratios and tho earned return on e qui ty 

and by compacable earnings obse rvations of the the actual 

return on book equity that has been achieved by the Dow 

Jones 30 industrials. 

B. Definition o f Cost of Equity 

Q. HOW DO YOU DEFINE THE TERM COST Of COMMON EQUITY ? 

10 
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A. The cost of coJIJIIon equity is the protit opportunity rat e 

investors require in order to be willing to exc ha nge cur­

rent cash for the right to future dividends and futu re 

4 capital appreciation . 

5 

6 Q. WHAT DETERMINES THE MARKET PRICE Of A UT I LITY' S STuCK? 
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A. The perceived success of management in earning pro f its 

on aaaets, not the cost of the assets, determines the 

market price tor essentially any stock. If profit expecta­

tions grow to where they exceed investors ' requ i rements, 

market price will exceed the net original cost (book value) 

and if profit expectations fall below investor require­

ments, market price wi ll be less than book va lue. The 

market price can proper 1 y be compared to Llook v a 1 u e per 

share to deteraine the adequacy of the earn i ng s prospects 

that investors expect management to achieve on th e 

company's assets. The commonly used statistic to compare 

these factors is the market-to-book r atio . 

Q. FOR A COMPANY WIT H A MARKET ~RICE IN EXCESS OF BOO K 

VAWE, HOW LONG WILL THE STOCK PRICE STAY ABOV E BOOK VAWE ? 

The stock price will remain above b ook value a s lonq as in · 

vestors continue to expect the return on book equ ity to be 

higher tha n they demand on their market pri ce investment . 

If, in the future business conditions c hange such t hat in-

11 
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veatora no lon9er expect the coapany to be able to earn a 

return on book equity in excess of the return demanded on 

aarket, the market price will decl ine. 

Q. HOW DOES THIS APPLY TO A REGULATED UTILITY COMPANY? 

For a utility, if all assets are included i n the rate 

baae, and if all expenses are deemed to be appropt"iate, 

regulators should stri ve to set authorized earr.ings at the 

level required to r osult in a market-to-book ratio averag-

ing approxiaately 1.0 in the lon9 run . If regulatots were 

to set earnin9s at a level which would cause investors to 

set the market price below book value , the ea rnings power 

of the aaaeta would be perceived to be worth less than the 

net ori9inal coat. Conversely, if re9ulators we te to set 

earnin9s ~~ a level which would cause investors to set the 

market price above book value , this would ltan inves t ors 

would be perceivin9 that the profits on the asset s wcul d be 

high enough to make them ~~rth more t han the origina l cos t 

of the assets. 

Q. WHAT IF A UTILITY COMPANY'S COMMON STOCK PRI CE IS AL­

READY SIGNIFICANTLY ABOVE BOOK VALUE? 

12 
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A . This ia a cle~r sign that the company is expected by 

investors to be able to earn more t han its cost o! equtty. 

To the extent that this high rate of earnings is the result 

4 ot the e xpectations from the regulated utility operati o ns , 
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the regulating authority should take the appropriat e ac ­

tion, such as lowering the authorized return on equ i ty. 

Once investors change their expectations accordingl y , the 

stock price will decline to the proper level. 

Q. ARE THERE ANY UNDESIRABLE RESULTS AS SOCIATE D WI TH SET­

TING A RETURN AT SOME LEVEL OTHER THAN THAT wHICH WOU LD 

RESULT IN A MARKET PRICE EQUAL TO THE BOOK VALUE OF US ED 

AND USEFUL UTILITY INVESn!ENT? 

A. Yes. It the market-to-book ratio target were less than 

1.0, management might resist making new capital inves t me nt s 

in order to minimize dilution . Conversely, a market-to - book 

ratio above 1.0 derived from the authorizeJ retu .n wo ul d 

also be an undesirable target for a ~egu l ated c ompany. No t 

o nly would it result in higher profits than necessa r y, i t 

also would give management an inc en t ive t o i nves t in u n ­

needed new assets. Equity raised to finance the new as s ets 

would cause the book value to inflate. Therefore , i f 

regulation permits a utility to inc rease i t s b oo k value 

per share merely by purchasing new a ssets , a pot e nt ial r i sk 

13 
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exists that More assets would be purchased than needed to 

provide sate and adequate service . I t is possible that the 

high market-to-book ratios in the 1960 ' s and early 1970 's 

contributed to the extra capacity that exist s today in many 

parts of the country. 

The DCF method is specirically designed to measure the 

return on equity investors expect to earn on their market 

price inveataent. 

Q. CAN THE COST OF EQUITY BE DETERMINED PRECISELY ? 

A. A c ertain degree o f imprecision exists in the de t e r ­

mination o! equity cost because a company's market p r i c e is 

dependent upon investors' expectations of fu~ure a ve rage 

earnings levels . Future expectations are not sub j e c t t o 

precise computation. However, the greatest source o t im­

precision in arriving at the cost of equity i n util i ty rate 

proceedings comes from the impropt!r selection of te~h­

niques, or the misapplication of the selec ted tech n i ques 

rather than tor a diff iculty in quantify i ng invP.sto r s ' e x­

pectations. For example , if i n the DCf me thod, o n e a p­

proac hes the quantification o f 1nves t o r g r ow t h ~xpecta­

t i ons by merely observing h istoric growth in earnings per 

share or d ividends per s hare without basing future expecta ­

tions on an understanding of what it is i n the h i s to ri c 

data that causes growth , it i s p oss i b l e t o reac h a growth 

14 
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1 conclusion which is substantially different !ro m that ex-

2 pected by investors. Alternatively, if growth 1s quant i f ied 

J hy recognizing that it occurs because earn ings have bee n 

4 and will be retained in the business and used t o purc has e 

5 used and useful assets, a much more accura te e s timate o f 

6 growth is possible. 
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Q. DOES THE USE OF AN ARRAY OF IMPRECISE METHODS HELP TO 

IMPROVE PRECISION? 

A. No. Using a collection of inaccu r ate meth o d s ca n only 

serve to dilute the accuracy of the answe r obta i ned f rom 

the accurate methods. Quantity is not a s ubstitute for 

quality. For example, as explained i n the Tes t imony 

Evaluation section of t .his testimo ny , c ons i deri ng t h e 

results ot a risk premium analysis only s erve to reduce t he 

accuracy of the computed cost ot equity. 

Q. IS HISTORIC DATA HELPFUL? 

A. Yes. Investors and analysts examine h is t ori c da t a t o 

help understand what is probable fo r the f uture. However, 

2 1 sophisticat ed investors do not comput e h ist or ic five or ten 

22 

2J 

24 

2 5 

year growth rates and use that resu l t t o determ i ne wh a t 

growth rates are probable to occur in the future . 
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1. Introduction 
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3 Q. HOW HAVE YOU COMPUTED THE COST OF COMMON EQUITY? 

4 A. I have computed the cost of equity by using a properly 

5 applied DCP method . By properly applied, I mean a method 

6 that is consistent with the basic assumptions referenced 
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later in my testimony are required t o imple111ent the DCF 

method. This essentially means that my estimate of growth 

is based upon a future sustainabl e growth rate, not a 

growth rate that 111ight have by c hance ha ppened over any 

particular historic period. 

As will be explained in this seccion o f my testimony, 

to properly apply the si•plitied , or D/P + " g " vers ion or 

the OCF method it is necessary t o make the four f o llow i ng 

1~ determinations: 
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1) the dividend yield 

2) the return on equity rate wh ich investors a n-

t icipate tor the future 

3) the dividend payout ratio (o r retention r ate ) tha t 

is consistent with the d i vid e nd y1e11 and retu r n on 

equity expectation 

4) the impact of any sales o ! new coll'mo n equ 1 t y a '-

other than book value . 
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Q. DID YOU RELY ON ANY TECHNIQUES OTHER THAN THE DCF' 

METHOD? 

1. . Properly applied, the DCF method is f ar supe rior to 

other equity co•ting 11ethods. Ther&!ore, it s hould be 

given priaary weight . 

I have checked the resul ts from my DCf method by ob­

serving the relationship between the earned return on 

equity and the aarket-to-book ratios, and have presented a 

comparable earnings study. The comparable earnings study is 

helpful to show that my equity cost recommendation is s uf-

t'icient to provide a return on equity commensurate with the 

returns being earned by unregulated !irms. 

17 
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2. Deacription ot DCF Method 

Q. PLEASE EXPLAIN THE DCF HETt:OD. 
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3 A. The Discounted Cash Flow, or DCF method , i s based upon 

4 the principle that there is a t i me value a ssociated with 

5 money. That i s, $1 ,000 received next year is worth less 

6 than $1,000 received today . This is true, i t f o r no o ther 

7 reason, bec ause one person could take the Sl,OOO rece ive d 

8 today, put it in a bank account guaranteed by the fed e ral 
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1 5 

16 
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government, ~hen, one year later withdraw those fund s from 

that account. Assuming an interest rate o f 6' compou~ued 

annually, at the time of withdrawal , one wo uld rec~ f ve ap­

proximately $1,060 from the bank. In this way , $1,000 today 

is worth the same as $1,060 received in o ne yea r . Because 

o t this time value associated with money, the re lat1ve 

value difference of the $1 ,000 received next year versus 

the $1,000 received today is dependent upon the inter~st 

rate, or cos~ ot capital. 

The concept of time value a s explained abcve is 

directly applicable to a dec ision to purc ha se common stock. 

The essential difference b etween a n investment in commvn 

21 stock and an investment in the bank account i s that, unlike 

22 
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25 

with a bank account, the exact total yi el d from an l nvest­

ment in commo n stock is not specified a nd ther e is no 

t'ederal guarantee that either the p r inci pal will b e 

18 
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returned or that any dividends wil l ever be pa id. Whi 1 e 

the stock investment is more r isky , the basic principle o f 

the time value of money rema i ns the same. 

When an investor either buys stock in a company, or 

deposits •one y in a bank accoun~ , he or s he gives up c o sh 

toJay in exchange for the right t o potent ial future gains. 

The investor in the bank account gets the s pecified inter­

est incoae , whereas the investor in common stock gets any 

dividends t he company may de c lare p l u s the right to sell 

the stock at prevailing market prices. ·ro<hy ' s s tock pri c P 

is the present value equiva lent of the expec ted d1vidend s 

and the proceeds from eventually sell i ng the stock. The 

interest rate , or, discount rate, that 111akes the future an­

ticipated dividends and future ant icipated seJling pri~e 

equal to the present market price is the cost of equity. 

Conceptually, it is possible to use a "full" DCF' method 

by making a separate year-by-year estimate of what the 

divide~d t or a ny given company will be. Then, each year's 

dividend could be separately d iscounted back to ar-ive at 

i ts net present value. Through a series o! re pea t ed c om­

putations, eventua l ly the discount rate c an o e dcterm1ned 

that is su fficient for the stream of futu r e ca sh flo~s to 

have the same net present value a s the current ma rket 

price. This procedure i s moderately cumbersome. Whe n ce r ­

tain specific conditions exi~t. it i s possible to great ly 

19 
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1 simplify the process. It it is reasonab le to expect that 

2 earnings, dividends , book value, and stock pri ce wil l all 

3 grow at a constant rate in the future, it is mathemat ically 

4 acceptable to use the simplified version o! the DCF r or-

5 mula. 

6 The siaplitied foraula i s k • 0/ P + g where Y equals the 
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c ost o! equity, 0 equals the dividend , P equal s market 

price and g equals the future anticipated rate o ! growth in 

dividends, earnings , book value, a nd stoc k price . 

For reasons that wil l be explained later, if a decision 

to use this simplified version o f the OCF f ormula is made, 

as I have done in my testimony) it is critical that the 

retention rate times return o n equity , which is commonly 

referred t o as t he "b x r" approach, be used to compute 

growth. This is because the "b x r" approach arr ives at a 

future sustainable constant growth rate. Other techniques, 

such as t :.e histor ic rate o! c hange in di videnJs, are 

derived !rom environments in whi c h earnings, div idends, and 

book value a ll grew at varying rates. Therefore, they are 

not the type of growth rates that can be used i. n the 

simplified, or 0/P +g version o! the DCF f ormula. 

The simplified version of the OCF method is appli ed by 

computing 0/P (dividend y ield), determi n i ng g and then ad-

ding these two results together . 

20 
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1 Q. IS IT GENERALLY APPROPRIATE TO USE THE 0/ P • q 

2 S IMPLIFIED VERSION OF THE OCF !IETHOD FOR PUBLIC UTI LITIES? 

3 A. Y~s. For most utilities , future business condit ions a re 

4 generally expected to be relatively stable. Earn i ng s tluc-

5 tuate to a certain degree based upon local weather and 

6 ecc.nomic cycles, extraordinary events and the t iming o! 

7 rate cases. However , results generally tend to cycle back 

8 to a normal profit allowances as a result of rate increa se 

9 

10 

awards . This is in contrast to some non - ut ility companies 

that might have a tad produc t with a profi t expec tation tor 

11 o nly a few years or a developing company wh ich might be ex-

12 

13 

14 

pected to have several years of poor earnings he ! o re its 

product becoaes successful . 

1 ~ Q. IS THE OCF METHOD ALWAYS APPLIED PROPERLY? 

16 A. No , not always. A common mistake tha t must be avoided 

17 in the imp-Lementat ion of the DCf method for pub 1 1 c 

18 utilities is to simply compute a compound annual growt h 

19 rate from an historic period as a start i ng poi nt and to 

20 

2 1 

22 

23 

2 4 

25 

apply that "g" to the si11plified 0/P • q !"o rm11lation . As 

will be described in detail later in t h is tes timony, thi s 

is one of the critical mistakes mad e b y by Gul t Powers ' 

witness Or. Morin. 
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Because analysts published t ive-year growth rates arc 

measur~d from an historic year to a forecasted futur e year . 

these growth rates should only be used in the complex ver ­

sion ot the DCF method and should not be used in the 

si11pli!ied version of the method . Relying upon growth from 

ar historic period tor use in the DCP method, even i t the 

historic period is the most recently completed year, is ln­

correct. As a general rule such growth is not sustainable 

and is not reflected in stock price moveme nt. Unles s the 

historic base period contained a return on e qui t y ana 

payout ratio that is uxactly equal to the fu 'Cure an­

ticipated returr. on equity and payout ratio. 

For example, it a utility company earned 1 0 .0 \ e n its 

equity in 1988, but investors believed the company wa s 

capable of earninq 12 .0' on equity in the future , the in ­

crease in earnings per share necessary to bring the 10.0 \ 

to 12.0\ wou~d show up as a very ~igh increm~nt t o y r owt h 

in analysts estimates for growth over the next few years. 

An increase !rom a 10' return on equity to a 12\ return on 

equity is a one- time g r owt h in earning~ per share o t 20\~ 

A non-recurring source of growth such as this, even spredd 

out over five years would still have a very l argP di s tor-

tive effect on the growth rate the a nalyst wou ld p ublish . 

This growth rate is not sustainable bec ause the earned 

return on equity cannot reali o tically be expec ted to 1n-

22 
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c rease to 14\, then 16\, then 18\, etc . Th e analysts growth 

forecast may be correct, but it is st i ll inappro priate to 

u s e that type of a growth in the D/P +g s implified formula­

tion ot the DCF aodel . 

Q. CAN YOU PROVIDE A CALCULATION THAT DEMONSTRATES THE EF­

FECT YOU ARE DESCRIBING? 

A. Yes . Assuaa that a company in 1988 had a booK value nt 

$10.00 par share, earned $1.00 per share, and paid a 

dividend ot $ .50 par share. Based upon those assumpt ions, 

it would have earned a return on equity of a pproximately 

10\ . AssUllle tor purposes ot this discussion that the 

company's requlatora approve a rate increase resulting in 

an earned return on equity of 12\ . Increasing the return on 

e quity fro• lOt to 12\ would result in an immediate in-

16 crease in the company's ability to earn by 2 0 \ ! A return on 

17 equity o! 12\ on a $10.00 book val ue produces earning s o ! 

18 

19 
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$1. 20., or 20\ higher. than the $1.00 earned when the e arned 

return was only 10\ . If the company kept the payou t ratio 

cons tant, it could also increase dividends, in thi s case 

from $.50 t o $.60. Therefore, div i de nds would also s ee a 

one-time growth spurt of 20\. In this example, if the 

analyst expected the return on equity to be increased fro m 

lOt to 12\ , the one-time qrowt h spurt of 20t that is re­

quired merely to bring the return on equity up t o current 

23 
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c ost rates would increase tho annua l a verage growth by 

20\ /5years, o r about 4\ (actually , 3. 7\ hi gher on a com-

p ound annual c omputation). Wh i le o n t he o ne hand, the as -

t uGe analyst would recognize that this one t i m~ extraordi­

nary growth would occur i n the f i r st futu re five year 

period, the s ame analyst could not expect thi s extraordi ­

nary g r owth to reoccur in a l l period s s ubsequent to the 

first five years. Use of the D/P + g version o f t he DCf 

9 method, however, requires the assumpt ion t hat t h e growth 

1 0 
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J.6 
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rate, or "g• used will continue far beyond t he fir st five 

y ea r s. Since in the above e x ample , any rational <}nal yst 

would recognize that the growth r ate predicted for the 

first five years would not c ontinu e i n to the subsequent 

time periods , s u c h an analys t woul d not use the D/ P • g 

formulation in conjunction with that five year growth rate. 

Q. HOW SHOULD TH E GROWTH RATES FOR USE I N THE S IM PLi fiE D 

VERSION OF THE DCF MODEL BE ESTI MATED? 

A. Th e future gro"'th r a te i s depe ndent upon the future 

e arnings a ut i l i t y will achi e ve. The t u ture qrowth rate, o r 

"g" po r t i o n o f the 0/ P + g f o rmu la. i!> properly determl ned 

by multiply i ng the f uture expect ed el\rne d r eturn on equi t y 

by the p ortion o f t hese future ea r nings that are expected 

t o be reta i ned in t he bus iness r a t her than paid out a s a 

d i vidend (retent i o n ra te ) . Th i s result s in the o ngo ing, 
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1 sustainable growth rate which is appropriate tor use in the 

2 si~pl i t ied version ot the DCF method. Earnings retained in 

J t.he business are what is available !or re1nvestrnent 1n 

4 utility assets. Ultimately, the earn ings o! a utility com-

5 pany are dependent upon the value o! the assets included in 

6 rate base . 
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Q. COULD 'tOU GIVE AN EXAMPLE THAT SHOWS HOW THE RETENTION 

OF EARNINGS PRODUCES GROWTH? 

A. Yes . Exactly how retained earning~ and earned return on 

equity combine to produce growth can be seen in tho follow ­

ing example: 

Assume a company with a book value o! $20.00 per 

share at the beginning of a year earns 10\ on equity 

and pays a divi dend ot $1.50 p'i! t" share. Its earning :; 

in that year would be $2.00 (the $20.00 book v a 1 ue 

multiplied by 10\). Retained earnings would be $ 2.00 

less $1.50 of dividends, or $0. 50. S1nce the $0. 50 

represents a permanent i ncrease in equity capita l, the 

book value ot the company at the end o r the year would 

be $20.50 per share. In this way, by f oregoi ng the 

additional potent i al $.50 dividend, the co~mon equ1ty 

holder has, in fact, i nvested an addit i onal $.50 in 

the business. 
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If the co•pany is anticipated to continue to ean~ 

10\, then earnings i n the next year will be a n­

ticipated to be $2.05 ($20.50 multiplied by 10\). In 

this example the 9rowth in earnings is $2. 05/$2.00 -

1.02 5 or 2.5, growth. Matnemat~..:ally, it is possible 

to express the growth caused by re~~ ined earnings as b 

times r where b equals the retention rate and r equa ls 

the future anticipated return on equity. I note, once 

again, that the c ause ot growth in earnings per s hare 

tor a utility may properly be compared to the cause of 

growth of earnings i n a savings account. lf an inves­

tor has $1,000 in a savings account paying 6\ inte r­

est, in the first year earnings will be $60. At the 

end of one year the account wi ll conta in $1,060. I( 

the investor decides t o leave the $60 in the account 

(or "retain" all earnings), then earn ings in the next 

year wil l grow from $60 to $63 .60 (1,060 x 6\). Con­

ver s ely , it the investor decides to withdraw the $60 

ot f irst-year e arnings , earnings in the second yeat 

wil l not grow to $63 60, but will remain at $60. Ex­

act l y the same principle holds for a common s t oc k in ­

ves t ment. If earnings are retained, t hey • . .nll be 

reinvested in the business and become a vailable t or 

26 



l 
~ 

1 

j , 
j 

] 

.J 

] , 
j 

] 

1 

2 

3 

4 

2695 

future earnings growth, but it they are paid out as 

dividends , they will not be ava i lable to r reinvest­

lll&nt. 

5 Q . TO WHAT DOES THE GROWTH COMPONENT OF THE DCF FORMULA 

6 REFER? 

7 A. The formula refers to the determination ot the dis­

a counted value ot future cash flows. Cash !lows inc lude 

9 dividends plus the eventual proceeds !rom the s ale o! the 

10 

11 

12 

13 
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19 

stock. Some analysts incorrectly oversimplify the DCf 

model by saying that it is only dividends being discounted. 

Earnings eJ ther go to pay dividends or to increase the 

111arke~ price o~ a stock. There~ore, it the OCF model wer e 

to examine only one factor, earnings would be preferable t o 

dividends as the indicator of tota l future cash flow. 

Q. IS THERE 1~YTHING OTHER THAN EARNINGS AN D DIVIDENDS 

WHICH CAN INFUJENCE THE BOOK VALUE GROWTH OF A COMPANY? 

A. Yes. If a company sells new common stock equity, th i! 

20 a mount received per share is equal to market price (les s 

21 

22 

23 

24 

25 

financing costs), not book value. The proc eeds from the 

sale of new stock are added to t he total c ommon stock 

equity at the same ti111e the numbe r ot sha r es outst anding i s 

i~creaaed . Book value per share ia equal to tota l common 

equity divided by total shares outstanding. The re fore, it 

27 
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a new c oaaon equity sal e is accoaplishod at a price abov e 

the bo o k value, the book value per share will inc rease and 

if that sale is made below book value, the b o ok value per 

share wi ll decrease . 

Q. HOW DOES A CHANGE IN BOOK VALUE PER SHARE IMPACT EARN ­

INGS? 

A. Earnin9s per share is equal to the bool: value per share 

timea ea rne~ return on equity. Therefo r e, anything tha t 

10 c auses the book value per share or a ut ility com~any t o 

ll 
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decrease will tend to c ause the earnings per s ha re tn 

decrease and anythin9 that causes the book value per s ha t·e 

to increase will tend to cause the earnings per s hare to 

increase. 

Q. PLEASE SUMMARIZE WHAT HAS TO BE DETERMINED IN ORDER TO 

BE ABLE TO COkRECTLY APPLY THE D/ P + g VERSION OF THE DCF 

METHOD TO ARRIVE AT AN INDICATED COST OF EQUITY. 

A. As explained previously, t o properly appl y t he D/ P + g 

formulation of the DCF Method, tour determinati ons ne ed to 

be made: 

1 . Dividend Yield 

2 . The return on equity rate which inves tor s an­

c icipate a Company will earn in the future 

28 
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J. The dividend payout ratio (or retention rate ) 

that wil l be maintained in the future 

4. The iapact ot any sales ot new equity at other 

than book value. 

Whether using the D/P +g simplified ve~sion or the DCF 

method, or using the tull DCF method, it is essential tha L 

the above determinations be ·internally consistent. For 

example, assu'!lle: 

Market Pric e 

Book Value 

Dividend 

Then Dividend Yield 

-
-

= 

$14 .00/sha re 

10.00/share 

1. oo;share 

$ 1. 00/ 1~ .00 - 7.1<\ 

It an analyst concluded that investors a nticipa ted thi~ 

hypothetical company to be able to earn 12 .0\ on its equity 

i n the tuture, the only consistent payout ra ti o t hat c~n be 

correctly used with the above ass umptions is determined a s 

tollows: 

Anticipated Return o n Equity of 12 . 0\ x 

Book Value ot $10 .00 $1.20 earn i ngs per s hare 
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Dividend of $1.00 
0 . 8 3 3 Payout 

Ratio 

Earnings per Share o! $1.2 0 

The point here is that the divicio>:"'d yield computation 

aa1d the growth rate computation are interdependent , not i n­

dependent deterainations . This is because each dollar of 

earnings available to a company may be either allocated to 

dividend• a~d aent directly to investors or reinvested in 

10 the business to provide a growth in earn i ngs for the futur e 

11 cash flow benefit of investors. 
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l 3. Illlplementation of OCF Method 

2 

3 Q. TO WHAT COMPANY OR COMPANIES DID YOU APPLY THE DCf 

4 METHOD IN THIS CASE? 

5 A. In order to determine the co•t o f ~~uity comp onent of 

6 the overall rate ot return to be applied to the Company' s 

7 
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rate base, a DCF analysis waa perfonaed on both The 

southern Company and on Moody'• 24 electric utilities. The 

Moody's 24 wa• analy~ed in two group•, on- group mode up o f 

electric utilities not engaged in nuclear construction, and 

the other with electric coapanies that are engaged in 

nuclear construction. My use of the Southern Company as a 

proxy tor Gulf Power is conservative bec ause wh ile Gulf 

Power does not have any nuclear risk exposure, t he Southe rn 

Co•pany does. 

Q. WHY DID YG~ SEPARATE THE MOODY ' S 24 INTO G~OUPS BASED 

UPON THEIR NUCLEAR CONSTRUCTION INVOLVEMENT? 

A. In the c urrent environment, i nvesto rs are aware of the 

g r eater potential tor future earnings problems caused by 

nuclear construction activities . Many elec tric companie s 

engaged in nuclear construction have found it necessary to 

cut or eliminate the common dividend . This fact has ha d a 

material, negative impact on the stock pric e ot electri c 

~tilitiea engaged in nuclear construction. 
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Q . HOW DID YOU SELEC'i· MOODY' S 24 ELECTRIC UTILITIES TO 

COMPARE TO GULF POWER? 

A. This is a list of electric utilities that wa s selected 

by Moody's to be representative of the ~lectric util ity in­

dustry in the United States. Furthermore, Moody ' s ha s com­

piled considerable historic data regarding these companies 

which greatly simplifies the analysis process . 

Q. IS IT YOUR CONTENTION THAT EACH OF THESE COMPANIES I S 

THE SAME AS GULF POWER? 

A. No. No two companies are identical i n all respects. All 

companies have certain unique c haracter istics that make 

thea in one way or another di fferent from Gulf Powe .-. 

However , the primary factors which i nflue nc e the cost o f 

equity are the saae, --they are regulated public utilities 

that obtain .:he majority of their income by selling 

electricity under the protection or a terr itorial monopoly. 

Gulf Power has more financial risk than thQ average 

no n-nuclear construction electri c utility . However, it al s o 

has a lower business risk than both the Moody' s 24 and The 

southern Company because it has no nuc l ea r c apaci ty what­

soever . The greater financial risk e xists because it has a 

lower than average level of common equity i n the capita l 

structure. As is shown on Schedule 1 , Page 2, I have made 
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an adjustment to increase the c ost or equity as indicated 

from the analysis of the fo'.oody' s 24 to account for the 

higher financial risk. Based upon a Pa i ne Webber report 

entitled Electric Utilities Industry , Ma r ch 6, 1990 con-

eludes that electric companies with no nuclear i nvolvement 

have a O.St lower cost of equity than those w1th a nuclear 

involvement . However, to be conservative, I did not make 

the downward adjustment recommended by Paine Webber to ac-

count tor the lower business risk enjoyed by Gulf Power 

than either the southern Company or the Moody ' s 24 electri c 

utilities . 

Q. HOW SHOULD THE DIVIDEND YIELD USED WI TH THE DCF ME·fHOD 

BE OBTAINED? 

A. Ideally, the dividend yield that is typical o! the near 

term future should be used in implementing the DCF analysis 

tor regula to· 1 purposes. Some experts feel that a s pot 

dividend yield is the best possible estimate because that 

yield reflects the most current aggregate estimate o f in­

vestors. Others feel that a cu rrent dividend y1eld might 

contain market irregclarities wh ich temporar ily distort the 

computed dividend yield. The DCF analysis I present is 

based upon both current spot dividend yield data and his­

t o ric data . The recommended result is based upon both ob­

serving histo ric and the current s pot dividend yields. In 
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the current environaent there is a relat ively small di t -

terence between the current yields and the averago yields 

over the l ast year. 

5 Q. THE DCF THEORY REQUIRES THAT THE 0 IN THE D/ P ~ g FOR-

6 MULA USE NEXT YEAR'S DIVIDEND RATE RATHER THAN THE CURRENT 

7 

8 

9 

1 0 

11 

12 

13 

14 

15 

DIVIDEJlD RATE. HAVE YOU ALLOWED FOR THIS REQUIREMENT? 

A. Yes . In my DCF computations, I i ncreased the current 

dividend rate by an aaount equal to one-h~lf ot a year's 

growth in dividends . In this way , the DCF c omputati o ns 

presented herein are based upon the ave rage divide nd rate 

expected tor the next year. 

Q. HOW HAVE YOU COMPUTED THE GROWTH RATE FOR US E IN THE 

DCF MODEL? 

16 A. As mentioned previously, the critical number to the 

17 
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proper determination of the growth rate to use in the DCF 

analysis is the future return on equity l evel ant ic ipated 

by investors. For purposes ot applying the DCF meth od . 

!actors such as allowed returns on equity, histor1c a ctu~ l 

r eturns on equity and r~turns on equity as a nti c ipated by 

Value Li ne, and as c omputed from the consensus growth rate 

developed by Zack' s Investors Servic e were reviewed. 11. 

review ot other analysts' reports, and general obse lvations 

concerning financial conditions contributed to my a nalysis . 
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2 Q. WHY DID YOU USE VALUE LINE AND ZACK'S AS SOURCES TO 

J PROVIDE THE FUTURE EARNED RETURN ON EQUITY? 

4 A. These are the two sources availa~le to me that provide 

5 long-term estimates of earned retur11 on equity for a broad 

6 range of utility companies. Although ~ny o f the details 
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of the method relied upon by these sources to produce the 

estimates are not disclosed, I am presenting these future 

return on equity estimates in this case because they 

provide a helpful balance to the other observable fact s 

used to formulate an estimate as to what investo r s expec t 

will be the future earned return on equity. 

Nevertheless , one must view the Value Line proj ect i ons 

with caution because they tend to base their future e ~ ­

pected returns on equity on the historic allowed returns on 

equity. In the current environment, f o r those companies 

that have r 'lt had a rate case since 1985, it is pro bable 

that the future allowed return on equity will be less tha n 

in the past . 

Q. ISN'T IT TRUE THAT !N ADDITI ON TO PROVIDlNG AN ESTIMATE 

OF FUTURE RE1~RN ON EQUITY, VAlVE LINE ALSO PUBLISHES A rU -

TURE GROWTH RATE? 
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A. No, not exactly. Value Line publishes a growth rate 

that it calls growth from 1986-88 to 1992-9 4 . This growth 

rate is part hiatorical and part projected. It is ~ ap-

propriate to use the growth rates in earnings per share or 

dividends per share as published i n Value Line in the 

simplified D/P + g formulation ot the DCF method . This is 

bec aus e these growth rates a s computf!d by Value Line are 

not the average constant growth rates wh ich are requ ired 1n 

the uGe of the simplified version of the Dt'F method . 

Q. HOW DO YOU KNOW THAT THESE ARE NOT AVERAGE CONSTANT 

GROWTH RATES ? 

A. Value Line describes its growth rate as the anrua l 

rates of change from e i ther 1986-88, or 1987-89 depend ing 

upon the coapany, to 1992-94 . This means that to the ex­

tent the base period had abnormally low or abnormally h1gh 

earnings, the growth rate computed based upo n i t would not 

be reflective of the future sustainable growth rates. 

Q. DOES ZACK'S PUBLISH GROWTH RATES ? 

A. Yes, Zack's publishes five yea r consensus ea rn 1ngs per 

share growth rates. These growth rates are obta i ned by com-

p i ling the growth rate e s timates issued by the ma jor in-

vestment bankers. 
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Q. CAN THESE GROWTH RATES BE USED DIRECTLY IN THE D/P + 9 

VERSION OF THE DCF FORMULA? 

A. No. These are tive year gr~wth rates , not the infin i te 

time horizon growth rates required by the D/ P + q version 

ot the calculation. They provide the consensus anticipated 

6 earnings per share growth troa the most rqcent historic 
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year out to five years !rom now. It the earned return o n 

equity an analyst telt was sustainable in t he future wa s 

not achieved in the most recent historic year, then the 

published tive-year growth rate will be higher than the 

long-term sustainable growth rate. converse 1 y, if the 

return on equity achieved i n the most recent hi s toric year 

was higher than the analyst felt was sustainable , then the 

five year growth rate forecast by analysts wi ll be lower 

than the future sustainable growth rate . 

Q. GIVEN THIS PROBLEM, HOW ARE THE ANALYSTS' GROWTH 

FORECASTS HELPFUL IN IMPLEMENTING THE DCF METHOD? 

A. The five-year earnings pe t· share growth rate c an be 

c onverted i nto a sustainable growth rate by uet erm1nin1 the 

earned return on equity a c ompany wou ld ha v e to a ccompl i sh 

in order to be able to achieve the tivt-year growth rate 

expected by a nalysts . Then, thi s expected retu rn on e quity 

c an be u sed in the return on equity x retention rate com­

putation. Exactly how the consensus growth rates were con-
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o n equi ty expected by 

On t hat schedule , both 

3 t he the earnings per share and d ividends per s hare we r e es-

4 calated at Zack's Consensus 5 Yetu: Gr owth Ra te. Book value 

5 was obtained by adding earnings and subt r~ctinq dividends 

6 !roa the beginning book value. The r eRu ltant f utu r e e a rn-

7 ings per share was then divide d by the future future ex-

8 pected average book value per s hare . 

9 

10 

11 

12 

13 

14 

Q. IS THE RETURN ON EQUITY EXPECTED BY ANALYSTS THE SAME 

THING AS THE COST OF ~QUITY? 

A. No. The roturn on equity expected b y an~ lysts in and 

o! itself says nothing about the cost of equity being 

demanded by investors . It i s only afte r considering both 

15 the future expected return on equity and t h e market price 

16 and other data o! a company in a f ormu la such as the DCF 

17 
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2 1 

2 2 

2 3 

24 

25 

me thod is ' t possibl e t o reach a n e s t imate of the cos t o f 

equity . 

Q. PLEASE DESCRIBE HOW YOU DEVELOPE~ THE GRCWTH RATE FOR 

'l'HE MOODY' S 24 ELECTRI C UTI LI TY COMPAN IES. 

A. 1 used the D/P + g formu lation o f t he DCF method be­

c ause the s ame future return o n e quity expecta t ion is ap­

propriate tor all future years. Whil e it can be said with 

confideuc e t hat the f u ture e a r ned return on equity w111 
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fluctuate, it is not known at this time which futu re years 

will have a higher than expected return on e quity result 

and which future years will have a lower ful~re expected 

res •.Jl t. Therefore, no additional accuracy would be ob­

tained by using the more complex vers ion of the DCF method. 

Because I chose to use the D/P + g verbi~n o f the DCF for ­

mula , I coaputed growth by use of the return o n equity 

tiaes retention rate, or b x r method . As previously ex­

plained, b x r should be used whenever apply ing the D/P • 

g version o! the DCF f o rmula. 

Q. WHAT DID YOU CONCLUOE I S THE FUTURE EXPECTED RETURN ON 

EQUITY FOR THE AVERAGE NON-NUCLE.AR CONSTRUCTION ELECTRIC 

UTILITY? 

A. At this time, the majority o! investors s hv uld be ex ­

pec ting that a typical group o f n on-nuc l ea r elec tr ic 

utilities should be able to sustain an average earr.~d 

r~turn on equity of no more than 13.9 \ in the future. This 

conclusion was based upon the following observations: 

1 ) Acc ording to a Merrill L~ n ch rcp0r t e nt1tl cd 

"Utility Industry, Quarterly Regulatory Report ", the 

average return on equity allowed to el ectric util1t 1es 

~as been as follows: 
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1987 13. 25\ 

1988 13.08\ 

1989 First Quarter 12.89\ 

1989 Second Quarter 12 . 89\ 
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Based upo n a11o~ed returns on equity ove r the 

last several years, the c ompanies wo uld have to 

achieve returns above t he levels allowed on equity in 

order to earn as much as the 13.9\ on equity. The re ­

fore, the above allowed returns on equity show that my 

use of a 13.9' future expected return on equi ty , t o r 

purposes of co11puting f u ture expected cash !low, is 

conservative. 

2) Aa shown on Schedul e 4 , Page 2 , t he average 

retur n o n equity forecast by Value Line for the no n­

nuc lear electric ut1lities is 13 .69\. This a l so shows 

that my 13.9' estimate of investors future expe c ta­

tion s is c onservative. 

3) As shown on Schedule 6, the return on equ ity 

tha t the non-nuc lear construct ion e lec tr ics will earn 

in five years if the consensus growth r ate a s f orec ast 
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by analysts should occur is about 13.84\. This also 

shows that the 13.9\ estimate I have used in my DCf 

computations is conservative. 

4) As shown on Scbea.:!e 4, Page 2, the average 

earned return on equity achieved tor the non-nuclear 

construction electrics was 13.63\ in 1989. Therefore, 

•Y 13.9' estimate of future return on equity expecta-

tiona is sup~orted as a conservatively high estimate 

by the recent his'toric earned return on equity data. 

Q. WHAT DID YOU CONCLUDE WAS THE AVERAGE FUTURE RETURN ON 

EQUITY ACHIEVABLE FOR THE NUCLEAR CONSTRUCTION ELECTRICS, 

AND HOW DID YOU RE,ACH THAT CONCLUSION? 

A. I concluded that investors expect the nuclear c onstrue -

tion electric& to a~erage 12. 50' return on equity in the 

future. Tnis conclusion was arrived at by considering the 

above points regarding the non-nuclear construction 

electrics and additionally observing that uoth the retu r n 

on equity derived from the Zack's consensus and the Value 

Line projec t ed ret urn on equity are lower for the nuclear 

c onstruction electrics than tor the non-nuclear c onst rue-

tion electrics . 
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Q. HOW DID YOU APPLY THE DCF METHOD TO THE FINANCIAL DATA 

OF THE SOUTHERN COMPANY? 

A. I observed that Value Line predicted the Southern Com­

pany would earn 12.5\ on its book equity in the futuro, 

and that the Zack's consensus growth rate required a 12.95\ 

r eturn on equity (See Schedule 2, :>~ge 3) . As shown on 

~chedule 2, Page 2, the return on equity achi~ved by the 

southern Company in 1988 was 12.93\, and in 1989 was about 

12 . 49\ . Paine Webber in its March 6, 1989 Electric 

Utilities tnduatry report stated its opinion that the 

Southern Coapany would earn 12. 5\ to 13.0t on oquity in the 

future. (In reviewing these numbers , it should b e remem­

bered that these are not the equity cost numbers being 

demanded by investors, they are merely the return on equity 

expectations used to determine the future c~sh flow an­

ticipated by investors. It is only after the resultant 

cash flow is compared to the market price investors are 

wi l ling to pay in o rder to obtain the r ights to that cash 

flow that the cost of equity is addressed). 

Q. HOW DID YOU OBTAIN THE RETENTION RATE YOU USED I r: '{ OU R 

DCF COMPUTATIONS? 

A. As explained earlier in t h is testimony, the retontion 

rate used shou l d be consistent with investors• future ex­

pectations and with the other inputs into the DCF model. 
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Since, by definition , the r e t e ntion rate i s the po rtio n o ! 

earnings not paid out as d i vidends , csnd si n ce both a 

dividend rata has been used tor the dividend yield po r t ion 

4 ot the DCF equation and the future earn i ngs rate is p ropo r -
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tional t o the future expected ret~ rn o n e quity, t he r e t en ­

tion rata used should be directly deriv~d !rom the div i dend 

rate and the future expected return o n equity . Any a lte r -

nate approach would be inconsistent with o the r assumpt ions, 

and therefore inappropriate . Fo r e xamp l e, i t wo u ld c reat e 

unnecessary errors it one were t o conclude that t he h is­

toric retention rate was 20\ if t h e fo l l owi ng had a lready 

been concluded: 

1) dividend yield had been computed based upon a $0. 75 

per share dividend rate, 

2) the tuture expected r eturn on e qu i ty wa~ eApe c t ed 

to be 1:3 . 0\, 

:3 ) b ook value was $1 0 . 0 0 p e r s h are . 

B~sed on the above, the e arn i ng s per s hare determ1 ned 

to be typic al ot the future wou ld be t h e 13' futu r e e x ­

pected return o n equ i ty t i mes t he $ 10.00 b ook, or $1.)0 . 

If d i vidends have already bee n dete r mi neo t o be $ .75 , the n 
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the only retention rate consistent with the other assump­

.tions is ($1.30- S 0.75)/($1.30), or 42 . 3\ . In t h is 

hypothetical example, the only correct retention r a te to 

use is 42.3\, The use of, tor example , a r ete ntion rate o ! 

20\ would be the same as saying that it wou ld be possible 

tor dividends to be both $.75 and to be $ 1 .04 ( 1 00 \ -20 \ , 

or 80\ x $1.30• $1.04) at the sa•• time. 

Q.WHAT DO YOUR COMPUTATIONS SHOW? 

A. Schedule 2, Page 1 show, the DCF computat ions for The 

Southern Company. Schedule 3t Page 1 s hows t he d etai l s o! 

the DCF computations tor the non- nuclear cons truction 

electric utilities, Sc hedule 3 , Page 2 shows the same com­

putations but for the nuclear construction e l e ctr ics. 

The market data as of March 3 1, 1990 s h ows that 

the dividend yield tor the Southern Company averaged 8 . 09\ 

for the year, and ende d the year at 8.15\. The non-nuclea r 

construction electrics averaged 7. 11\ , and compl eted the 

year yielding 6 . 87\. The nuc lear construct ion electrics 

averaged 8.76 \ and finished the year at 8.82\. 

Based upon the expected future re turn o~ equity !or 

the Sout hern Company of 13 .00\, t he future sustainab le 

growth rate from the retenti on o! earnings that 1nvtstors 

can rationally expect is 3 .22\ . Based upon Val ue Line ' s es ­

timate o f the c ompany's expected issuances of new common 
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equity, it ia reasonable to estimate that the external 

financing rate will be 0. 27t ..... f stock outstanding per year. 

Therefore, as shown on Schedule 2, Page l growth in earn­

ings or dividends caused by new stock s ales is estimated to 

add about 0.04\ to .05\ to the growth ~a te. This makes the 

6 t otal expected growth 3 . 27\(See Schedule 2 , Page 1 i . 
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The growth investors can ratio nally expect !rom 

the non- nuclear constructio n electrics is 3 . 89\ to 4. 09 \ . 

(See Schedule 3, Page 1). This is made up o! retention, o r 

reinvestment growth ot 3 .82\ to 4 .01\ and new financing 

growth o t between 0.07\ and 0.08\. 

For nuclear construction electr ics, investor 

growth expectation• are computed to be about 2.44t. (So~ 

Schedule 3, Page 2). This is made up ot r einvestment growth 

ot 2.41\, and new financing growth ot 0.03\. 

Q. PLEASE SUMMARIZE YOUR CONCLUSIOH FOR THE C0ST Of 

EQUITY BASED UPON THE DCF METHOD . 

A. Hy overall conclusion tor the cost of equity i~di ra ted 

for Gul f Power Company is 11.75\ (see Schedul~ l, Page 2, . 

The 11.75\ was developed by giving weight t o both Lh c 

a nalys is ot the non-nu c lear con struction electr ic 

utilities and to the Southe rn Compa ny . Since the level o f 

coiiUIIon equity in the capital structure of .:;ulf Power is 

less than the average level of common equity for the non-
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nuclear construction electrics, when deriving the c ost o f 

equity !or Cult Power based upon the Moody's e l e c tric 

utilities, it is appropriate to make an upward ad j ustment 

to the cost o t equity to consider thi s d i fferenc e in f i na n­

cial risk. Hy overall equity cost r ecommendat ion is con­

servatively high in part because , unlike Paine Webber, I 

have not subtracted 0.5\ trom the comput~d c o s t of equity 

that they teel the lower risk that no nuc lear c apacity jus ­

tifies. 
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4 . comparable Earnings Observations 

Q. HOW DOES YOUR 11.75\ RECOMMENDED COST OF EQUITY COMPARE 

TO THE RETURN AVAILABLE ON THE EQUITY OF THE 30 COMPAN I ES 

THAT MAKE UP THE DOW JONES INDUSTRIAL· AVERAGE? 

A. As shown on Schedule 10, Pages la and lb o! 3, a nd a s 

graphed on Schedule 10 , Page 2 of 3, the ten year moving 

avera ge of the actual earned r oturn on equity o n average 

for the 30 companies that make up the Dow Jones Industrial 

10 average has been between 10\ and 12\ s ince the late 19 50's. 
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Even on a single year basis rather than on a 10 year moving 

average basis, the range in earned returns during the 

1980's has been between the 13.10t high achieved in 1984 

and the 7.00\ low achieved in 1982 . 

Q. ARE YOU SUGGESTING THAT THE RETURN ON EQUITY EARNED ON 

THE DOW ·JONES INDUSTRIALS IS THE COST OF EQUITY TO TH E DOW 

JONES INDUSTRIALS? 

A. No. The earned return on equity is not the cos t .:> ! 

equity. It is, however, the earned return on e~uity rhat 

will be the end resu l t of the rates allo1o1ed fr o m these 

procee dings. Therefore, it is directly comparabl e to the 

earned return on equi ty being achieved by ~he Dow Jones 30 

industrials. Al so, the relatlonship between t:he market 

47 



I 
I 

j , 
.1 

1 

J 
J 

J 
) 

ft 
j 

) 

1 

2 

3 

4 

2716 

price and the book value of the Dow Jones Industrials shows 

that i nve s tors have been more t ha n satist ied with the 

returns actually earned. 

5 Q. WHAT DOES THE MARKET-TO- BOOK kA'!'I O DATA Of THE DOW 

6 JONES INDUSTRIALS SHOW? 

7 

8 

9 

A. As s hown on Schedule 10, Paqes 1a and 1b of 3, with a 

relat i v e ly •inor exception durinq the 1978-1981 per iod, the 

market-to-book ratio achieved by the Dow Jones Industrials 

10 has been at or above book value since 1932, t he very depth 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

2 4 

25 

o f the Great Depress ion. In fact, most o f the time the 

market-to-book ratio has been substant ially above 1 . 0. 

This •hows that aost of the time the cost of oqui t y being 

demanded by investors on average tor the Dow Jones ln-

dustrials has been less than whatever investors expect tne 

companies will be able to earn on equity in the futu re. 

Q. HOW DOES THE RISK OF THE DOW JONES INDUSTRIALS CC~PARE 

TO THE RISK OF THE MOODY'S 2 4 ELECTRI C UTILITIES? 

A. A standard measure of relative risk l s the stock · s 

beta. Beta is a number that qua:~tifies t he relat ive 

v olatil i ty of the stock price movements of a parti cular 

company with a broad based average such a s the New York 

Stock Exchange Average. As ohown on Schedule 10, Page 3, 

the beta of the Dow Jones Indus trial s averaqed 1. 077 , a s 
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compa red to 0 .696 tor the non-nuclear construction 

electric& and 0 .723 tor the nuclear construction electrics. 

In both cases, this indicates t hat the investment risk is 

higher, on average, for the Dow Junes I ndustrial s than it 

is tor the 8verage e lectric utility. 

D. F~nancing Coats and Market Pressure 

Q, Please explain financing cost s and market pres-

sure . 

A. When a utility company i ssues common stock, there 

are certain expenditures incurred . t-?!lile other methods are 

possible, the usual way that ratcpayoro arc charged for 

financing coats is to add an i nc rPment to the cost ot 

equity . 

Q. Have you determined what the appropriate al-

lowance tor financing costs should be? 

A. Yes . The actual financing costs incurred b/ a corr-

pany a rc a function of the size of i t s common stock iss ues. 

The larger the issue , the more dollars over which the costs 

can be spread. It should be recognized that not all common 

equity obtained by the Company ha s a fi nancing co~t as-

sociatcd with it. The common equity amo~nts rai sod as a 

result ot r e tained earnings do not incur any financinq 
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coat. Therefore, in order to obtain an ove rall actual cost 

ot externally raised capital, it is necessary t o weiqht the 

zero cost ot obtaining retained earnings equit : with t he 

coat incurred to raise external coaaon equity. 

Q. How much ot the total equity ia raised externally 

t or the typical utility coapany? 

A. Baaed upon the data on page a26 or the 1989 

Moody's manual, for the most recent year shown about 68\ or 

the tota l comaon equity tor utilities waa ra ised ext~r­

nally. This aeana that on average 32\ of the equity wa s 

raised i n ternally. There is no financ ing cost incurred on 

the internally generated equity. Therefore, no cost was 

incurred on about 32 \ ot the common equi t y ra : sed. Based 

upon the d.ata on Schedule 9, it can be seen that an exter­

nal financ ing cost ot 3. 75\ o r less is appropria~e. A 

3.75\ cost ot acquiring 68\ of the equi t y blended with a 0\ 

cost ot acquiring 38\ of the equity produces an overall ap­

propriate allowance tor financing costs o f abo ut 2. sr; \ . 

This inc rement should be used to determine the target 

market-to-book ratio. A 2.55\ allowance wou l d mean that 

the Commission should set rates whic h would res u lt in a 

market-to-book ratio of 102.55\ . 
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Q. In addition to the financing costs paid to under -

writers , are there any costs associated with "market pres-

sure" at the time of i s sue? 

A. Probably not . Dr. Sholes ot the Massachusetts In-

stitute or Technology conducted a thorough study whic h c on-

eluded that there was no depressant effect on the stoc k 

orice ot a public utility merely becau se it i s sue d ne w co~-

mon stock. However , the result ot my study concluded that 

some slight market pressure , omounting to approxima t e! y 

0.6\ drop in market prices concurrent with the issuance of 

new comaon atoek might be present . Therefore, to be con -

servative, the reco .. e nded cost o ! equ ity in this r e port 

included a market pressure allowance of 0. 41\ (0.6\ f r oc my 

study x 68\ !or external financ i ng ) be added to the 2 55\ 

allowance tor financing costa, making the total allowance 

for financing costs be equal to 2.96\ increment to the ap-

propriate market-to-book ratio and t he final marke t-to-book 

ratio ta.rg.., ·. l. 0296' , which rounded becomes 1. OJ\ . 

In o rder to increase the market-to-book by J \ , su!f i-

cient incremental earnings need to be provided t o inc r ease 

only the dividend yield portion of t h e DCF equ •. tion . 

Growth need not c hange. Based upon t he March 3 1, 1990 

dividend yield !or the Southern Compa ny, the repres en t ative 

gas companies, the allowance for financing costs s ho uld be 

8.15\ x J\, or 0 . 2 4\ . 
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1 VII. COST OF CAPITAL BY CUSTOMER CLASS 

2 

3 Q. YOU HAVE RECOMMENDED AN 11.75\ COST OF EQUITY FOR GULf 

4 POWER. IS THIS COST OF EQUITY EQUAJ:.LY APPLICABLE TO EACH 

5 CUSTOMER CLASS ? 

6 A. No. It is well recoqnized t hat serv i ng industrial cus-

7 t.omers entails a higher degree of r isk t han serving 

8 residential or coaaercial cuatoaers. As wi ll be explained 

9 later in this teatiaony, it is eatiaatad that the cost ot 

10 equity to !:)a applied to industrial customers should be 

11 about 0.4\ higher than the coat level to appl y to resider.-

12 tial or co .. ercial customers. The returns a l l owed to each 

13 class should be weighted so that the overa l l effective a l-

14 lowed return is 11.75\. 

1 5 

16 Q. How did you conclude that it is well recogni zed that 

17 serving industrial customers has a higher degree of risk? 

18 A. Page a23 ot the 1989 Moody's Public Utility Manual 

19 states: 

20 

21 

22 

23 

24 

25 

The above revenue breakdown tor each c lass of cus­
t ome rs is vary instructive not only when related to 
total incoaa tor each year, but also when compared 
with the table giving the kwh consumption tor the s ame 
period tor each class ot ultimate consumer. A charac­
teristic ot residential sales growth has been its 
unifo rmity. IDdustrial sales are aore aaDsitiva to 
fluctuatioDa iD our ecoDoay aDd bava axpaD4a4 1••• 
UDiforaly. (Eaphasis added) 
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1 

2 A book entitled "Standard and Poors Rating Guide". 

3 published in 1979 by McGraw Hill, states on page 52 of the 

4 chapter entitled "Public Utili tier." : 

5 

6 

7 

8 

9 

10 

11 

12 

lJ 

1 4 

15 

16 

17 

18 

19 

20 

21 

22 

23 

2 4 

25 

The mix of a company's revenues, earnings, a nd asse t s, 
and the growth thereof, provide bas ic measure~~nts by 
which one can qauge relat ive exposu re to normal 
operating, econoaic, and financial risks. Industrial 
sales versua residential and coaaeroial sales, higher 
priority qaa sales versus lower priority usage , toll 
versus local phone revenues, wholesale relative to 
retail business, earnings subject to regulation, and 
breakdowns of investments and earnings by regu l atory 
jurisdictions are fundaaental. (Emphasis added) 

Q. Did you perform any computations to test the accuracy of 

the stat .. ents from Moody' s and Standard and ?oors? 

A . Yes . I computed the actual annual change i n kwh 

sales by customer class both on aggregate !or the composite 

electric industry sales statistics as shown in Moody' s, and 

individually for each of the electric utilities cove r ed by 

Value Line . Value Line does not prov ide ~he kwh oy c u s -

tomer class sales statistics , so I obta ined them from "The 

P.U.R. Ana lys is of Investo r-owne d Electri c a nd G a ~ 

Util ities", 1 989, 1988 , and )q86 editions, publi s hed by 

Publ ic Utility Reports, Inc. In a tew instances, the num-

bers p~ovided in t h is report were inconsistent us ually be-
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cause the company recategorized some c ustomers . When these 

inconsistencies were observed , I direc tly contacted the 

company to obtain a consiEtent set ot sales figures. 

4 It was necessary to exc l ude seven companies be-

5 cause no breakdown between industrial and commercia l sa les 

6 was available (Central Venont. Public Service, Oklahoma GA G 

7 ' Electric, Otter Tail Power, Philadelphia El ec tri c , 

8 Potomac Electric, Iowa-Illinois Gas ' Electric, san Diego 

9 Gas' Electric). Additionally, I excluded Public Service of 

10 New H~mpshire both because they are in bankruptc y and be­

ll cause Value Line choose not to publis h the bet~ t or thi s 

12 

lJ 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

company. This lett 88 companies which were inc luded in the 

study. 

Q. What did the study show? 

A. ~he study showed that the volatility o f elec tric s ales , 

as measured by the standard dev i ati on 1n the annual r ate s 

ot kwh gro· ·th from 1 983 through 1988 was 5. 06\ fo r in­

dustrial s ales, 2 . 21\ tor commercial sales , and 3.27\ for 

residential sales. (See Schedule 11, Page 2.) 

Q. Ojd y ou quantity the difference i n the cos t ot e quity 

betwee n residential and c ommercial classes ab compared to 

induGtrial c lasses? 
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1\. I produced an e11pirica1 study which deve l oped ~ " e:::­

timate ! o r the difference in the cos t o f equity betwee n t he 

custoJDer classes. While the evidenc e regarding the stand ard 

deviation o! growth rates, quotes trom the literatu r e . and 

common sense about the characterist i cs o f indus tr ial cus-

tomera all serve to aake it obvious that the cos t of equity 

to serve industrial custoaers is gre ater than for r esiden­

tial or commercial custoJDers, precise quantificati o n is no t 

possible. The best that can be done i s t o ar rive aL <1 

reasonable estimate of the cos t d i ffere nc e . Even though it 

is necessary to arrive at an e s timate, a cost d iffer ence 

should be recognized. If, alternatively , no c ost d i ffere nce 

were to be assigned, this would b~ the s ame as qua nt i f ying 

the cost difference as zero, a resul t wh ich i s known t o te 

i ncorrect . 

Q. Please describe the empir ica l study . 

]\ . I developed a group consist i ng o f the previously 

described 88 electric compan ies t ha t are bo t h cov~rcd by 

Va l ue Line and had consistent and a vai l abl e dat ~ r egarding 

kwh sales by c ustomer clas s for t he f i ve year s from 198J 

through 1988. These c ompanies wo r e ranked by percen t of 

retail sales to industrial customers . Gr oup stati s ti cs 

were prepared for the 44 c ompan ies wi th t he percentage o ! 

sales to industrial c u stome r s below t he medi a n and fo r the 
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1 44 companies with the percentage or sales to industrial 

2 customers above the median. Tho market risk or the two 

3 groups was quantified by cumputing the average beta or both 

4 qroups. For a representative group or companies , the higher 

5 tho beta, the greater the riak c ontained in the group. 

6 

7 Q. Where did you obtain the Betas tor the c ompanies in 

s your study? 

9 A. They were obtained from Value Line. 

10 

11 Q. How does Value Line compute the Beta? 

12 A. Value Line state1s that .. The Beta i& derived from a 

13 regression analysis between weekly percent c hanges in the 

14 price ot a stock and weekly percent changes in the New York 

15 Stock Exchange Composite Index over a period of fi ve 

16 years." This means that it the price of a part icula r stock 

17 tends to move up or down more rapic!ly than the average 

18 stock in che New Vork Stock Exchange it will have a Beta 

19 greater than 1.0, and it it tends to move up o r d own less 

20 rapidly than the average stock , it will tend to h~ve a beta 

21 below 1. 0 . 

22 

23 Q. It a company has a very low Beta does tha t automatically 

24 mean it is a low risk investment? 

25 
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1 A. No, not necessarily. As Value Line states in its "A 

? Subscriber's Guide", page 55, " Beta's significance 

3 derives priurily !rom its u•etulness in porttolios rather 

4 than in individual stocks ... ". Fo1: this reason, it .!.CJ 

5 valid to exaaine the average Beta to~ a relat i vely large 

6 group ot companies. The Beta tor any one company or a small 

7 group ot coapaniea ia leas helptul as a risk quantitication 

8 tool. 

9 

10 Q. What was shown by the comparison ot the average Beta 

1 1 tor the 44 electric utilities with sales to industrial c us-

12 tomers below the median and the 44 companies with sales to 

lJ industrial customers above the median? 

14 A. As shown on Schedule 11, Page 3, the average Beta for 

15 the companies with industrial sales bel o w the median 

16 averaged 0.6886, or .0159 lower than the 0.7045 average 

17 Beta tor the group ot companies with sales to industrial 

18 customers a~ove the med!an shown on Schedule 11, Page 4. 

19 

20 Q. How did the sales to industrial customers compare? 

21 A. The companies below the median averaged 26.53\ of total 

22 retail kwh sales to industrial customers, whereas the com-

23 paniea above the median averaged 44.87\ of sales to in-

24 dustrial customers. 

25 
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1 Q. can you be sure that the only diff~rence in risk ch~rac-

2 teriatica between the two groups of companies was the l~vel 

3 of sales to industrial custo~ers? 

4 A. There is a slight ditforence between the tinanci~\, 

5 or capital structure, risk. But, thib capital structure 

6 risk differential sctually serves to mitigate what other -

7 wise appears to be a risk differential caused by the dif-

8 terence in the level of sales to industri al companie~ . As 

9 shown on Schedule 11, Page 3, the companies below the 

10 median level of industrial •ales had an average of 43.77\ 

ll common equity in the capital structure, and t he companies 

12 with industrial sales above the median had a average of 

13 45.37t. Both groups contained companies experiencing risk 

14 from nuclear troubles. 

15 There are undoubtedly other factors that may be 

16 associated with any one individual company in either of the 

17 groups which will tend to increase or decrease the overall 

18 risk quantification of the group. It is likely that the 

19 groups are large enough that all o f the other factors af -

20 !acting risk will tend to average out. Quantifying all of 

2l the infinite variety of factors that might affect risk 

22 would be an endless task. 

23 As previously stated, the quantification of the risk 

24 difference must be considered an estimate , not a precise 

25 quantification. 
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Q. How does a difference in Beta translate into an equity 

cost difference 

A. The risk preaiua between the co:.t o! equlty !or a group 

of coapanies and the cost o! a riskl ess investment such as 

long-tera U.S. treasury bonds is proportional to the 

average Beta of the group of companies. This tact wa s 

relied upon to quantify how much of bn equity cost dif-

terence is attributable to the impact of the level o f s ales 

10 to industr ial customers. The specific method of estimating 

11 

12 

13 

14 

1 5 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

this is shown on Schedule 11, Page 1. As s hown on that 

schedule, the estimated difference between the cost of 

equity t o serve industrial customers and that t o serve 

residential and commercial customers is est i~ated t o be 

0. 4\. 
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VIII . Testimony Evaluation 

Q. Have you reviewed the testimo ny or ~r. Herin as tiled 

in this proceeding? 

A. Yes. 

Q. Please coJIJIIent on t .hat testimony . 

A. Dr. Morin recommends that Gulf Power be allowed a 

return on equity of 1~.0\. He arrived at this conclusion 

by presenting a vide array or both DCF analyses and risk 

preaiua analyses. 

Q. Does the tact that he presented such a wide number of 

variations improve the accuracy ot his result? 

A. No. ln ·order to be able to present such an array of ap­

proaches , "l e had to chose many that are highly ques­

tionable. For exa11ple , some ot his DCF computations wt>re 

based upon the historic growth in dividends as an indicator 

of future growth. He did this even though i nconsi st~ncivs 

cau6 ed by increasing payout ratios and dec l1ning allowed 

returns on equity, mean that investors are aware that this 

historic growth is not representative or what future growth 

is likely to be. 
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Q. Did Or. Morin rely upon the t:inanc ial data from the 

Southern Company in arrivin,l at his cost of equity recom­

mendation tor Gulf Power? 

A. Y .. . 

Q. H.aa thh cauaed hia to overstate the cost of equity? 

A. Baaed upon the principle• Or. Morin expressed in hi~ 

testimony tiled in a recent Georqia Power rate case, yes. 

In that teatiaony, on page 49 he atated that the Georgia 

Power aubaidiary of Southern Company was =o re risky than 

the averaqe Southern Company subaidiary because it has a 

lower than averaqe bond rating • ... and exper iences sub­

stantial nuclear exposure • . . " · He did not point out in 

this teatimony that unlike Georgia Power, \.ulf Power has a 

hiqher bond rating than does the average company owned by 

the Southern company and has no nuclear exposure. hs a 

result, to he consistent , he sho~ld have noted thdt his 

reliance on the financial data of t .he Southern Company 

would create an upward bias t o his equity cost finding. 

61 



j 

1 

J ,, 
1 
. 
I 

J 
l 

j 

J , 
J 

1 

2 

3 

4 

27)() 

DCF METHOD 

Q. Is there a problem com~on t o ~11 h is OCF approaches? 

A. Yea . All of his DCF results contb!n one common problem: 

5 an upward adjustment to the return to improperly allow t or 

6 the quarterly coapounding effect or div iden~s. For e x -

7 

8 

9 

10 

ample, please exaaine closely h is analys is o f t he Southern 

Coapany data that he shows o n his Exhibit, Schedul e 3, Page 

2. On this schedule he concludes t hat the:> " cost of equity" 

to the Southern Company is 12 .23 \ . Then, he adds another 

11 44 .baais points as a result of h is "Solution to t:he quar-

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

terly timing DCF model . . . ", to obtain a "Fair Return" of 

12.67t. While there has been serious d ebate before ':his 

ColiUIIission and the Federal Energy Regu latory Commission on 

whe ther the return on equity should be decreased a s a 

result of t he quarterly compoundi ng approach, 1 am not 

aware of FERC ever seriously consid('r ing t o increase t:he 

indicated cost of equity as a result of the quartl!rly 

dividend model . To do so would be backwards. 

Dr. Morin' s opinion that the q~arterly compounding etfec t 

s hould be added rather than subt r acted from t he DCf indi-

cated cost rate was based upon invalid underlying assump­

tions. It these underlying assumpt ion~ are corrected, then 

an opposi t e con c lusion i s reached. 
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Q. What are the invalid assumptions? 

A. Dr. Morin provides the premise upon which his quarterly 

adjustment is based. on rage 21 of his testimony , he 

states: 

Clearly, a stock that pays tour quarterly dividends of 
one dollar would coaaand a higher price than a sto ck 
that pays a four dollar dividend a year hence, holding 
risk and growth constant. 

There are two critical !laws with the above quoted state-

ment. First, not only isn't it clear that the company that 

pays the ·tour quarterly dividends would have a HIGHER pric e 

as he claias, in fact the company paying the quarterly 

dividend would have a LOWER price than a company that were 

to pay a dividend annually. The critical tact that Dr. 

Morin overlooked is that stock prices rise as the unpaid 

16 dividend accrues, and drops by the amount of the divid~nd 

17 once the dividend becomes payable to the stockholder o f 

18 record. ··sing Dr. Morin's example, it a company that paid 

19 an annual of dividend of $4.00 only once a year would have 

20 a higher average price than the company that paid the 

21 dividend quarterly because on average during the year 1ts 

22 

23 

24 

stock price would contain a $2.00 increment to ref l ect th ~ 

value ot the accrued dividend (zero at the beginning of the 

year, gradually growing to $4.00 at the end of the year, 

tor an average of $2.00), whereas the company that paid the 
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same annual dividend in quarterly installments would ha ve 

a stock price that on average refl ects S 0.50 of accrued 

dividends (zero growing to $1.00 over three months, t o r an 

average ot $ 0.50) . In this examplu , other things being 

5 equal, a coapany that pays $4.00 per :rear in dividends 

6 would have an average stock price of a bout $1.5 0 higher 

7 

8 

9 

t l.at the company that pays the same $4.00 per year in !our 

quarterly installaents of $1 .00 each ( the $2 . oo average 

level of accrued dividend for the annua l company mi n us the 

10 $0.50 average accrued dividend for the quarterly comp~ny 

"1 equals $1.50). 

12 

13 

14 

15 

16 

17 

18 

19 

Q . Is this distinction iaportant? 

A. Yes. Whon Or. Morin computed the dividend yield, he 

relied upon the stock price ot companies that pay a 

dividend quarterly . The lower stock price that exists be­

cause o! the quarterly payment of dividends resu lts i n his 

dividend y : ald being higher (and hence indicated the c ost 

o f equity) t han i t o therwi se wou l d have been. Given thls 

20 higher div i dend yield, Or . Mor in's additional ad j ustment to 

21 

22 

23 

24 

25 

inc rease the al l owed return on equ ity even fur~he r repre-

sent s a double-count of the quarterly effect. 

Q. Is t here a nything e l se wrong with the above statement 

y ou quoted from page 2 1 of hi s testimony? 
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A. Yes. He says that his decision to make an upward ad­

j ustment because of the quarterly compounding of divi de nds 

3 is based upon his e xpectation that qrovth would r ema in the 

4 same whether a company paid its di v lde nds quart e rly or a n-

6 

7 

8 

9 

10 

nually. This is an unrealistic ex pec tat ion . The compa nv 

that pays dividends annually would h a v e the use o t the 

1ividend funds considerably longer than would t he c ompany 

that pays the dividends quarterly. These fund s wo uld be 

either profitably invested, or used to ~art i ally ot tset t~ e 

need for the company to otherwise obta i n e x ternal fundi ng 

11 to operate the company. Either o! these a l terna t i ve~ would 

12 

13 

14 

15 

16 

1 7 

1 9 

2 0 

improve profits, and therefore inc rease the growth r a te ob­

tained by the company that pays the div i dends a n nua ily 

rather than quarterly. Therefore, the second inva li d a s ­

sumption in Dr. Horin's quarterly dividend analysis is tha t 

he assumes that funds retained in the bus iness j u s t s it 

there without producing any b e nef i t t o the compa ny retain ­

i ng that r ash . This ~eans that a Dr.F method bas e d upon t he 

assumption of annual dividend payme nts t o r a company that 

in reality makes quarterly d ividend pa yme nt s actua l ly ove r-

2 s t a tes the c ost of equity bec a use it assu mes that a l l o f 

2 2 

2 J 

24 

2 5 

t h e earnings in a give n year a r e f ully avail a bl e t o r re i n-

vestment to c ause growth. 
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1 Putting the above !acts all together, it can be seen 

2 that t .he annual DCF model applied t o data !rom a wor ld that 

3 actually pays quarterly dividend!' overstates the cos t o r 

4 equity both because the dividend yiei1 is over-state d and 

5 because the growth rate is overstated. 

b 

7 Q. Have you proposed an adjustment to lower the allowed 

8 return on equity as a result o! tho impact tho ~uarterly 

9 payment of dividends has on the computat ions? 

10 A. No. To be conservative, I have chosen not to do thi s . 

11 However, I could understand why the Commission might wi sh 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

to make such an adjustment to lower the allowed return on 

equity . 

Q. You said that the use o! histori c growth in dividends 

is not a helpful indicator of the growth expe c ted by inves -

tors in the tuture. Does Dr. Morin recogni ze thi s? 

A. Apparently he do~s . on page 17 o f his testimony, he 

correctly states that : 

The traditional DCF model assumes a constant average 
growth trend !or both div i dend s and e arnings , a s tabl e 
dividend payout policy, a di scount ra t e in excess of 
the expected growth rate, and a con s tant pri ce­
earning& multiple , which implies that growth in pr ice 
is synonyms with growth in earning~ and dividends. 
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When he presents his historic growth indicators, they have 

not all grown at the same rate. This means using any or 

all of these historic growth rates are not appropri a te in 

what he calls the "traditional" DCF model, and what I 

prefer to call the simplif ied DCF model . Also important is 

that investors do not determine future grow~h based upon 

histo ric gro~th rates. 

Q. Can you provide an example to demonst rate your p oi nt 

that investors do not rely upo n histori c growth in 

divide nds to form future growth expectations? 

A. Yes . For example , AT&T is a large, company that is 

familiar to sophisticated i nvesto r s. 

performed admirably in recent years , 

substantially in excess of book value . 

Its stock pri c e has 

and is no~ selling 

Yet, its dividend 

has remained at $1.20 per share since 1984. With s uch a 

constant historic dividend rate, whatever methoo is used t o 

compute historic growth in dividends , the answe r i s the 

same. Historic growth in dividends has been ZERO. I! in­

vestors formed dividend growth expectation~ based upcn th~ 

historic change in dividends of AT&T, then the co:.; t of 

equity t o AT&T s hould simply equal its dividend ) ield. 

Q. Is the cost ot equity equal t~ the div idend yieln of 

AT&T? 
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A. No. The dividend yield o~ AT'T is about 3 \ . In order 

to be willing to settle tor a dividend yield o! only 3\ , 

3 investors mu&t expect substantial growth in the future. 

4 Theretore, in the case ot AT,T , the historic growth in 

5 dividends varies !rom .~tctua1 investor expect.ed Cut.ur~ 

6 growth rates by many hundreds o f basis points. 

7 

8 Q. Are there any electric companies you c an mention that 

9 illustrate the same point? 

10 A. Yes. Commonwealth Ed ison Company, a very large 

11 electric utility that services Ch icago, Illinoi s and the 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

2 :l 

24 

2~ 

surrounding COIUDUnities has paid an annual di vidend o! 

$3.00 per share, without change, since 1983. The dividend 

yield on CoiiiJDonwealth Edison' s common stock is slightly 

above 8\. I! investors expected future growth in dividends 

would be equal to past growth, then the cos t o! e quity 

would approximate 8\ . Since it i s obvious that the cos t of 

equity to CoDUDonweal th Edison is higher than A\, inves t ~ r s 

must not be looking t o the hi storic growth i n d i v i dend s t o 

formulate estimates of future growth . 

Q. How do these examples compare to the problems 1n Dr . 

Morin's historical growth analysis? 
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A. While the distortions that result from using the hi s-

toric growth in dividends os an i11di cato r o f f uture g rowth 

expectations are on average more su.bt ie f o r the companies 

examined by Dr . Mo rin, the s ame conceptual e rro r s lnf l uer.ce 

his results. 

Q. Can you point to evidence regard i ng t h e Sou thern Company 

which shows that investors expec t future growth rates t o be 

substantially different than the past? 

A. Yes. One •ethod relied upon by Dr . Mo rin t o q .Jantify 

investors future growth expec tations f o r t he sout hern Com-

pany was to use the five year historic growth in di vidends 

as shown in Value Line, wh ich happened t o be 5 \ p e r ye ar . 

He accepted this 5\ historic growth in dividends as mean ­

ingful and directly included it in his a n swe r e v en tho ugh 

in the column right next to the place h e obt ai ned t he Val ue 

Line 5\ growth, Value Line shows that i t expects both earn ­

ings and dividend growth fo r the s o uthe rn Comp~ny to be 

only 1 . 5\ for the next five years. (See pa g e 198 o f the 

March 23 , 1990 issue of Value Li ne.) He d i d not use tht! 

1. 5\ growth expec ted by Value Line from 1986-88 t o 1992-9~. 

Q. Is it true that he also reli e d upon the IBES consensus 

o! analysts growth f o rec ast s as an estimate o f fut..u r e 

growth? 
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Q. Is this a proper approach? 

A. Not the way Or. Morin has applied it. 
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I believe it is 

5 helpful to obtain an esti~~te o t what a nalysts expect t o r 

6 the future by reviewing the data tro~ sources such as IBES 

7 ~nd Zack's, but one ~ust take care in how that result is 

8 used in a OCF formula . 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

Q. Please explain. 

A. The published growth rate is the consensus growth in 

earnings per share as expected by analys t s from the most 

recently co~pleted year to a point f ive years in the fu­

ture. If the return on equity in the base year was lower 

or higher than the return o n equity expected by analysts 

for the future, this five year growth rate would be propor­

tionally • igher or l o wer than the level sustainable into 

the future. Since the simplified, or "traditional" DCf 

20 model de~ands that the s us tainable growth rate be used in 

2 1 

22 

23 

24 

2!> 

order to obtain an accurate re s ult, this IBES consen...;us 

growth rate should not me rely be plugged into the DCf for ­

mul a without further analysi s. 

Q. What further analysis should be done? 
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A. An analysis of the type I have done on Schedule 2, Page 

3 needs t o be performed in order to make the analysts c on­

sensus growth rate proper . Thi s analysi s s h ows what earned 

return on equity must be anticipated by ana~ysts in or~er 

to achieve the five year growth rate . 

Q. Or. ~orin also presents a ub x r" growth estimate tor 

the Southa m Company. Please comme nt on this. 

A. The b x r approach, it properly evaluated. is tunda mc.-.­

tally sound. 

While there is room !or some improvement in the ~a/ 

he applh·d this approach, the theoretical basis f or his "b 

x r" computation is tar superior to the other methods he 

presented. 

Q. He says on page 34 of his testimony that the problem 

wi th the b x r a pproach is that it "requ i re s an estimate o f 

ROE to be implemented". ROE stands tor return on e q u i ty. 

He thinks this is a"· ·· logical trap .. . " . Is thi s cor-

rect? 

A. No. The "b x r" method does require an e s timate of t he 

future expected ROE, but this is NOT a " logical tra p . . . " 

because the tu~ure expected ROE is NOT the sam~ as the c o s t 

ot equi t y. The OCF method is used t o c ompute the cos t o f 

equity b ased upon future expected cash flows. 
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l Si nce future expected cAsh fl o ws are highly dependent 

-' upon the future actual level o t RO~ e arned, this is a 

3 critical number to examine in the det~r~ination o f fu ture 

4 cash flows . It is not a " ... logical trap . . . " to recog -

5 nized that the DCF method is dependent upon tut •Jr c c ash 

6 flows. After all, DCF stands tor Discounted Cash Fl o w. and 

7 

8 

9 

10 

ll 

12 

13 

14 

15 

tt.e cash flows to be discounted are future cash fl o ws. 

Th e advantage of the "b x r" method over the other 

methods proposed by Dr. Morin is that it c auses the analyst 

to dire ctly analyze the causes of future cash fl o w and to 

do so in a manner consistent with tho dema ndo o f th o 

"traditional" version of the DCF f o rmula. There fore, at 

least i f the analyst does properly estimate the re tu r n o n 

equity anticipated by investors, the DCF formul a wil l 

properly estim.ate the c ost of equity being dc:nanded by in -

16 vestors . But , of course , the anal yst must per!or~ r e search 

17 and eaploy careful thought to the determination o f wha t 

18 return o n e~uity is expected by investors. This i s because 

19 tbe quality of the answer from tbe DCF met hod is propo r -

20 

2 1 

22 

23 

24 

25 

tional to tbe quality of the estimate of future c a J h flov 

expected by investors, a statement that is t ru e vbethcr it 

is the "b x r" aethod, the hi ~.t toric qrovth in dividends 

method , or any otber method. 
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Q. What return on equity did Or . Morin fe.:Jl wa s an -

ticipated by the investors in the So.Jthern Company? 

A . He concluded that the future eau;ed return on equity 

tor the Southern Company a s published by Value Line should 

be used as the value tor "r" in the " b x r" gro wth computo -

tion. 

Q. Is this proper? 

A. I believe that it is va lid to consider wlia t Value Line 

10 forecasts, and have in part relied upon that number myself. 

11 As is explained earlier i n this testimony , I believe thd t 

12 

13 

14 

1 5 

16 

17 

18 

19 

2 0 

21 

22 

2 ) 

24 

25 

other factors such as : he current returns o n cqu1ty being 

allowed to utility companies and the return o n equity t hat 

has to be earned in order tor an analyst s growth rat e con ­

sensus number (such as that compiled by ei t laer I BES c r 

Zack's) is also worthy of examinati on. It ::>hould be 

pointed out that since Or . Mo rin prepared h is testimony, 

Value Line nas lowered its estimate or the fut ure an ­

ticipated return on equity t o be earned by the Southe rn 

Company !roL. 13 . 0\ to 12.5\. Neverthe less, in this cas• 

the 1 3. 0\ future expected r~tu rn on equity (not tne cost o f 

equity) selected b y Dr. Morin for use in the "b x r" ap-

proach is with i n the 12 .5 \ to 13.0\ range. In fa ct, my 
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growth computations for thtl Southern Company are also based 

upon the future cash flow that would be derived from a fu­

ture return on equity of 13 .0,. 

Q. Dr. Morin used a retention rate expectation a s f orecast 

by Value Line ot 27.69\, ye t you use d a retention rate o f 

24.35\. Which is correct? 

A. The 24.35t is correct because it i a consistent with the 

dividend rate used in the computat ion ot the dividend yi e ld 

portion of the DCF formula . Of lesser import is the fact 

that 'it is also closer to the rete ntion rate that is now 

projected by Value Line based upon its updated return o n 

equity expectation. 

15 Q. Does the proper application ot the DCF formula require 

16 

17 

18 

19 

20 

'21 

22 

2 3 

2 4 

25 

that the assuaption used for the retention rat e be con s is­

tent with the dividend yield computation? 

A. Yes Remember that the simplified , or "tradl tional " DCF 

formula requires an assumption o f a constant futu r e parout 

ratio. Th e importance of thi s c an be under~tood by recCJg­

nizing that each dol l ar of expected earnings s hould be 

valued once and only once, either as pa r t o f the dividend 

rate or as part of the future growth rate. It the fu t ure 

payout ratio is different that tbe payout ratio consistent 
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with sustainable ROE expectation•, tb~re will be an incon­

sistent and therefore i•proper re-distribution of the total 

3 return allocation between D/P an~ g. 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 
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16 
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19 

20 

21 

22 

23 
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Q. How cAn you tell your retention rate is cons istent 

with the dividend yield? 

A. It is consistent becAuse it was computt d to be so. for 

example, at De.ce•ber Jl, 1989 the book value of the stock 

of the Southern Company was estimAted by Value Line to bP. 

about $21.75. If the 13.0\ return on equity is expected 

by investors, then earnings per share based upon the cu r ­

rent book value has to be expected by investors to be 

$21.75 ti•ea 1J.Ol, or !2.83. The dividend rate upon wh icn 

the dividend yield is co•puted is $2.14 per share, mean i ng 

that if the noraal, sustainable earnings per snare i nves­

tors expect is now about $2.83, the earnings l e!t f o r 

retention a fter paying the dividend is $2 . 83 minus 2. 14, o r 

$0.69 per share . This represents a retent i on rate o f 

24.38l, or virtually identical to the retent ion rate I ac ­

tually used . If the r etention rate o f 27.69\ as used by 

Dr. Morin were correct, then he should have computed il 

dividend yield based upon a dividend rate consistent Wl th 

this r etention rate. Based upon the retention rate use~ b~ 

Dr. Morin, the d ividend rate s hould have been only $2.05, 

not $2.14. This seemingly small differenc e c aused him t o 
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have about a 35 baais point higher dividend yield than if 

he had used a dividend rate consistent with his own reten-

tion rate aaauaption. 

While an error that causes the cost of equity to be 

overstated by only 35 basis p~ints is small in comparison 

to the problema introduced by Dr. Morin !rom his histori-

c~ l growth rate DCF studies, this additional er~or is un -

necessary. The degree o! precision obtainable from the DCF 

method can and should be confined to the analy s ts deter-

mination o! what the !uture expected retu r n on equity will 

be. 

Q. Did Dr . Morin also apply :1is ocr method to a group of 

comparable companies? 

A. Yes. 

Q. Did ne use the same method for these c ompanies ? 

A. No. He used historic growth, and analysts forec~sts o! 

growth, but he did not use the "b x r" method. The 

elimination of this method caus ed him to effec tively g ive 

even more weight to the particularly i nvalid hi s t o ri c 

growt h method. 

Q. What growth rate did he arrive at for hi s c omparable 

companies? 
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A. 4.44,, which is based upon the average or 5.24\ he ob­

tained from the historical dividend growth rate and J . 6 J • 

3 !rom merely averaging t.he raw consensus growth rate as c om-

4 piled by IBES (See his Schedu t e 5, Pages 1 and 2). 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

1.7 

18 

19 

20 

21 

22 

23 

24 

25 

Q. If he had uaed the same "b x r" method as he did fo r 

the Southern Company for his compatible compan i es, wha t 

growth estimate would be obtained? 

A. As shown on •Y Schedule 12, pages 1 and 2, he would have 

obtained a growth of 3.50\, or 0.94\ lower than he ac­

tually used with his comparable c ompanies . 

Q. How did you obtain this 3 . 50' "b x r" growth fo r Dr. 

Morin's comparable companies? 

A. I uaed exactly the same method as pres e n ted by Dr. 

Morin. Both the future expec ted return on e qui t y and the 

retenti on rate was obtained from the Value L1ne repo rt f o r 

each ot his co•panies. The retention rate and the r e tu rn 

on equity were multiplied together to arrive a t the qrowth 

rate . Then , eac h of the growth rates we r e a v e r aged. Th e 

details of this procedure are s hown on Sche d ule 12 o f t h 1s 

testimony. 

RISK PREMIUM 
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Q . Is it true that Dr. Ho r i n presents a risk premium 

analysis in addi tion to hi s DCF ana lysis? 

A. Not really . He pr~sents a grou~ of analyses that he 

re t era to as risk premium , but all o t the result s rely upon 

answers !rom his DCF computat ions . There tore, his r is I< 

premium approa ch is i n actualit y only hi s DCF analysis with 

even more improper assumption s layered on top . The end 

r~sult is that h is risk premium results are even less reli-

ablo t han his DCF based conclusions. 

Q. What are the additional assumptions that mak~ his Risk 

Premium approach even less useful than h is DCF analysis ·~ 

A . He assumes that the risk premium is constant in all 

years, and assumes that the federal income tax rates have 

also been constant. I n reality , income tax laws, the fu-

ture expectations tor inflation, and the general supply and 

demand tor d eferent capital types has n2t b e en ~onstant. 

Therefore it is i nappropriate to conclude t hat whateve r was 

the h istoric risk premium would be applicable to the cur-

rent environment. 

(f}ld of Prefiled Oirect TestiJoony) 
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COMMISSIONER GUNTER: I couldn 't see tha t with 

2 binoculars (indicatinq). 

) 

4 

WITNBSS JCISLA: Sorry about that. 

COMMISSIONER BEARD: Ia what w~s up on the 

5 wall what ' s on here (indicating)? 

6 WITNESS JCISLA: Fairly c lear , yes , you can 

7 follow on there. 

8 MR. McWHIRTER: You've got his testimony . 

9 What's on the wall is in hie t estimony and that's part 

10 ot what would have gone on the wall. 

11 CHAIRMAN WILSON: You can put it back on the 

12 wall it you take any C03fort trom that. 

1) 

H (Pause) 

1 5 

16 

WITNESS JCISLA: I apprec iate that. I will. 

CHAIRMAN WILSON: Have you been sworn? 

COMMISSIONER EASLEY : Mr . Kisla , yo u need to 

17 move over to this one. 

18 CHAIRMAN WILSON: Has this witness been s worn? 

19 Somebody answer me . (Laughter) 

20 

21 

22 

23 

24 please . 

KR . McWHIRTER : He has not been sworn in. 

CHAIRMAN WI LSON: He has not been swcrn? 

WITNESS JCISLA: No, I have not been sworn. 

CHAIRMAN WILSON: Raise your right hand , 

25 TOM JCISLA 

FLORIDA PUBLIC SERVICE COMMI SSION 



1 was called as a witness on behalf o f the Industrial 

2 Intervenors and, having been first duly sworn, 

3 testified as follows: 

CHAIRMAN WILSON: ~arry on . 

2748 

4 

5 COMMISSIONER GUNTER: Mr. Kiala , I told you 

6 how it got the later it got. Wait until about 

7 midnight. 

8 WITNESS KISLA: I aa hard enough to understand 

9 early in the aorning. This is going to be an 

10 intereatinq evening. 

11 COMMISSIONER GUNTER: We will be in the 

12 morning. c an you iaagine what it's go i ng to be like at 

13 8:00 in the aorning? 

14 WITNESS KISLA: No, let's not t hink about 

15 that. 

16 DIRECT EXAMINATION 

17 BY KR. McWtfiRTER: 

18 Q Woulw you please state your name for t he 

19 Commission, air? 

20 

21 

22 

A 

Q 

A 

My na•• is Tom Kisla . 

By who• are you eaployed, Mr . Kisla? 

Employed by Stone Container in t he corporate 

23 office in Atlanta. 

24 Q And you are headquartered in At lanta and your 

25 plant is -- where is it located? 

FLORIDA PUBLIC SERVICE COMMI SSION 
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The plant I'a representing is in Panama City, 

2 Florida, Stone Container. 

3 Q Mr. Kiala, you have previously tiled testimony 

4 in this case, and exhibits. It I were t o ask you the 

5 same questions as you were asked in that pre{iled 

6 testimo n y, would you.r reapon.oes ~ the same? 

7 A Yea, by ay interpretation ot wha t the 

a questicna were. 

9 

10 

Q All right. (Laughter ) 

COMMISSIONER EASLEY: Is that anticipating 

11 that Counsel aay change th .. ? 

12 WITNESS KISLA: There is a minor point, I 

13 suspect, that we will get to somewhere , and it' s my 

14 interpretation of --

15 Q (By Mr. McWhirter) We don't need t o gat to 

16 that. 

1 7 A It is an important point , and I hope that 

18 Staff or somec . . e would br ing it up , and we c an tirm up 

19 exactly what's aeant by 15 aeg supplementary power . 

20 

21 

Q We're not quite there yet . 

MR. McWHIRTER: Mr. Cha i rman , we need a number 

22 !or these exhibits. 

23 CHAIRMAN WILSON: These ha ve previously been 

24 stipulated? 

25 COMMISSIONER GUNTER: Is t h is one exhibit? 

FLORIDA PUBLIC SERVICE COMMISSION 
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1 MR. McWHIRTER: Yea, air , one exhibit. 

2 COMMISSION~ GUNTER: Three pages? 

3 ~RMAN WILSON: We'll give that Exhibit No. 

4 610 . 

5 (Exhibit No. 610 aar\ed tor i1entitication .) 

6 COKJUSSIONER BEARD: Kr. Kia1a, kind of think 

7 ot this as a dence and Mr. McWhirter is your partner 

s and he's leading. 

9 Q (By Mr. McWhirter) Mr. Kisla, as I understand 

10 it, thor• ia a aoditication in Exhibit 610, and we've 

11 handed out reviaed copiea and turnished the court 

12 reporter with tho•• copi-. Would you tell us what the 

13 changes were, sir? 

14 A In Page 2 ot 3 in Exhibit 1, we've -- there 

15 had been an original e.rror with •Purc hase Required . " 

16 The correct nuaber is 12. It vas shown as 13 on the , 

17 or iCJinal. That vas the only error there. 

18 There bas been soae ainor spreading and 

19 moditication ot soae calculations in the lower portion 

20 ot Page 2 to aa.ke it aore readable. There's no 

21 appreciable change in any ot the values as they are 

22 calculated. I believe it's easier to tollow. 

23 And on Page 3, there is a minor change h e re . 

24 Under the coluan marked "Prior" on Page 3, the third 

25 entry on the corrected is an •a." It was 

FLORIDA PUBLIC SERVICE COMMISSION 
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1 misrepresented on the one that was handed out as 6 . 

2 None ot these are major, none ot these changes anything 

3 -- any ot the broad iaplicationa ot te,Jtimony. They 

4 are just typographical errors on the origin~l. 

5 MR. McWHIRTER: Kr. Chairman, I move the 

6 testiaony, aa pre~iled, into the record. 

7 CHAIRMAN WILSON: Without objection , th~ 

8 direct teatiaony will be inserted i nto the record as 

9 though read. 

10 (Exhibit Nos. 358 through 360 inclusive, 

11 stipulated into evidence.) 

12 

13 

1 4 

15 

16 

17 

18 

19 

20 

21 

22 

23 

2 4 

25 
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OH BEHAlf Of STONE CON;AINER COR POk~T ION 

DOCKET NO. 891345-EI 

PETITION OF GULF POWER CO"PANY 

FOR AN INCREASE IN ITS RAT CS AND CHARG ES 

PLEASE STATE YOUR UftE, OCCUPATION. EftPlOYER AND 

BUSII~SS ADDRESS. 

a• To• K1sla, Senior Engineer. Stone Container 

Corporation. Atlanta Technology and Eno1ne e r1ng Group, 

2150 Parklake Drive, Atlanta, Georgia, 3034 5. 

ON WHOSE BEHALF ARE YOU A~PEARIIG II THIS DOCkET? 

I appear on behalf of Stone Container, Panama CitJ, but 

I believe •Y test1•ony could apply to other process 

industries vhich cogt!nerate a part of their electrical 

requ1reaents. 

WHAT IS THE SUBJECT OF YOUR TESTiftONY? 

I will address ?ractical problems i n the imple11ent a tion 

of the existing standby rate de ~ign a nd how they aff ect 

my company and the util Hy. will i dentify certain 

di si ncentives built into th e rate, a nd suggest 

111odifications which I think would pr ovide benefits to 

the utility as well as to the c ustome r . Our co nsult ant, 

J e ffry Pollock of Orazen -B rubalcer a nd Associates, wi ll 



2 

3 Q. 

4 

5 A. 
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also be addressing thes e and r elated poi nts in his 

testimony. 

ARE YOU SPORSORING AllY EXHI811 $ IN CONiltCTION WJTtt YOUR 

TESTUONY? 

1 have prepared an exhtbtt consisting of t hr ee tables 

which are designed to provide a baste introduction to 

the interrelationship between the pa permak1ng process 

and its associated purchased electricity requirements. 

A basic fui11ar1ty with our process is esser:ttal to an 

understanding of the i•pact of the present SS rate 

design on our operations. 

PLEASE DESCRIBE THE TABLES AID THEIR PURPOSE. 

Table I is a brief overview of soae aspects of the pulp 

and paper•ak1ng proce~s. It is designed to show some of 

the unit operations. their gross electric needs, the 
• J:, \- : ., _... II 

a•ount of stea• they Tequire and the electric generation 

which that process ste'a• can provide. Essentially, 1t 

shows that while each step 1n the proces s consumes 

electricity, the steam which s ome steps require can be 

used to produce sufficient electricity to provide much 

of the overall electrical requ irement. 

In our operation, the raw material (wood chips) 

moves in sequence froa the woodyard , to the pulp mi ll, 

to the paper •achines and through the driers. In a 

sepa rate power hous e , we burn bark, process wa stes, and , 

2 
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whe n necessa r y , fos sil fuels t o make steam. The s te am 

2 passes through one of three turbine ge ne r ato r s en r oute 

3 t o t he s epara t e part s of the pr oct ss where it is needed. 

4 The fir s t entry on Tab 1 t: is designated 

5 •.-oody a rd . " He re the long l og s a r e received , stored , 

6 debarked, chipped, and then inventoried un t il the y are 

7 needed in the pulp•ill. The process use s a pprox ima t ely 

8 sh •egavatts of electricity on average a nd uses no 

9 

10 

11 

12 

13 

14 

15 

16 

ap~rec1able stea•. Th1s situation is typi cal of mos t 

noncogenerating process industries. Its max 1mum 

purchased electric require•ent 1s fhed by the equipment 

ins talled and its load factor is a function of the t i me 

that equ1p•ent is run and the percentage load. 

The next area shown on Table 1 1s the ~ulpmi 11 . 

Here the chips are placed into digesters and c he~~t ic al s 

are added . The •1xture is heated with stea• s o t hat the 

17 che•ical reactions which occur dur i ng pu l pi ng wil l 

18 proceed at a faster rate . As s hown, the r e are a numbe r 

19 of digesters .-hich in th is e xampl e us e about 190 , 000 

20 pounds of s t ea• per hour. The s te a11 us ed by t he 

21 diges ter s is produced in our bo il er s at tempe r atures and 

22 pre ssures 11u ch highe r than r equi r ed by tht: di ye s ters . 

23 Be f ore the ste am enters the dig ester s it passes thro ugh 

24 one of our t hree s tea11 turbogenerator s. I n t hf' pr oce ss 

25 of passi ng t hrough the t urbine , some of the ene r gy i n 

3 
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the steam i s transferred to rotati onal energy t o the 

2 turbine 's shaft. Simu ltaneou s with the energy tr a ns f er, 

3 the temperature and pres sure o f the st eam drop s to a 

4 leve l closer to that needed for u se i n th e d iQest e r . 

5 The ene rgy that the stea• p laces i nto the turbine 

6 shaft helps to turn the rotor in .1 oe nerator. This 

7 produces electricity . 

8 As shown, the steaa sent to the d igester prod uces 

9 about six •egawatts of electricity. Since the digesters 

10 do not require •uch electricity, •ost of i t is available 

11 for distribution to other parts of the aill . 

12 After the digesters convert the chips into pulp, 

13 

14 

t he pulp is washed while still 1n the pulpmill. This 

process separates the pulp fro• the che•icals, which 

15 for• a new strea• containing the used chemicals and 

16 degraded wood •ater1al. The washers use about seven 

17 ~egawatt s of electricity and al•ost no stea• . Thus , the 

18 net electric use in the pu lpm 111 might aver~ge one 

19 me gawatt. 

20 The next operation shown 1s the evaporators. Th ese 

21 use steaa to evaporate water and co ncentr ate the 

22 r ecovered chemical stream. The evaporators use about 

23 the saa~e number of pounds of s t eam pe r hour as the 

24 d i gesters, but since they r equi re a lower final 

25 temperatu r e and pressure than the d iges ters on o verage, 

4 
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the turbine shaft r ecei ves mo r e e nergy pe r pound a nd is 

able to gene r a t e mo re electr1 c ity ; in this example , 

about eight megawat t s per hour , or a net of seven 

megawat ts for dist ribu tion to the r~~t of the mill. 

The pape r machines take the washPd pu lp and form i~ 

i nto a ~wet sheet . • The process requires a lot of 

electricity an~ very little steam. The aver age e l ec tri c 

need in the exa•ple shown here is 20 meg awatt s (or 10 

megawatts per paper machine) . The wet shee t is p resse~ 

and then •ost of the water 1s evaporated usinc; steam 

filled driers. The steam used in these dri e rs is also 

•ade 1n the power house, and can als o go throutth the 

turboge nerators 

electricity. 

to •alee about nine megawatts of 

The last entry 1s •eant to include a l l the other 

processes not specifically addre ssed. 

The botto• line in th is exGmple shows a gross 

electric requirement of 42 megawatts . Typi ca lly the 

mill would ge nerate about 30 megawatts of th is , and thus 

1t would have to buy an average of 1£ mega watts , o r 

about 30 percent of 1 ts average e 1 ec tr 1 c requ 1 rement. 

We produce about 1,100,000 pounds of s team per hour 

und e r average conditi~ns. 

VHY DO YOU E"PHASIZE •AVERAGE CONDITIONS • ? 

There are a number of factors whi ch will change the 

5 
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s i tuati on , and i ndeed a pu l p and pa per mil l st eam sys t em 

i s a l most al ways i n f l ux. 

For ins tance , Table II shows jus t the eff ec t s of 

outside a111bient temper nture on our i n- hou se 

generati on. If the outs ide a i r f s col der , the 1..hips 

placed in the digeste rs are colde r , and we have t o 

supply •ore stea• for heating to ac hieve the chemic al 

reac t i on of the sa•e efficiency. When we do so , more 

steam can pass through the turbine and more electr icity 

1s generated. As shown, there is a four megawatt 

difference in generation between the col dest and the 

hot test weather. Th1s •ay seu like a l ot. but it 1 s 

less than a 1,000 pound increase fn lower pressure s t ea 111 

require•ents per ton of production or a s fx per cent 

change overall. Th1s translate s to a range of 3 perce nt 

above and 3 percent below the average steam flow. 

IS THE DIFFEREICE IN GEIERATJOI BETVEEI THE HOT AID COlD 

ROITHS PERTI.EIT TO THE QUESTJOI OF STANDBY SERVICE? 

Very • uch so. The current standby c~ntrac t s t ates that 

the daily standby serv ice 1s ca lc ul a t ed by taking the 

maximu m customer generat i on ou tput in any inte rv a l si nce 

the l as t outage minus the ge ne r at io n dur i ng t he on pea le 

portion of the new outage minus the l oad r edu c t ion wh ic h 

i s a d irec t r esul t of the current gene r ati on outage. 

Thus t here cou ld be a s ignif i can t d ifferen ce in the 

6 
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calcula t ed standby ch arge just based on the effect 

we a t he r has on our amount of self - generatlon. Clearly 

the rate st ructure appears to be highly pu nitiv e to 

cogenerators with sy stems like Stone' ;. 

CAl YOU ILLUSTRATE WHY THIS PROY IS lOll OF THE STANDBY 

RATE IS PUIITIYE? 

Yes. The lower part of Table II shows hypothetical 

large turbine outages. In the lower left we show wint er 

operation. If the large turbine went out, the mill 

would transfer so•e load to the condensing turbine, 

giving us net in-plant generation of 14.5 megawatts . In 

that event, we would increase our supplementary purchase 

to 15 •egawatts and take 7.5 •egawatts of standby. But, 

to achieve balance. we •ust either reduce load or buy 

•ore pover. . . ' 
In winter scenario A we opt to reduce load by fiv e 

•egawatts to achieve balance . Wi nt er scenar io B 

supposes that we opt to purchase the addit io nal five 

megawatts rather than reduce load. 

The su••er scenarios (C and D) are simi l a r, except 

that because of the warmer weather we start with a 

generation of 28 megawatt s and ca n onl y achieve an in-

plant generation of 14 megawat ~s. We increase 

supple111entary service to 15 •eg awatt s and we take the 

contracted 7.5 me gawatts of sta ndby. I n scenario C we 
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reduce load by 5.5 megawatts , wher eas in Scenar i o 0 we 

would i ncrease purchases by 5.5 megawatts. 

The lowest bloc k o f data sho ws t he cal c ulation of 

the standby KW and th ~ monetary pena lty related t o each 

scenario. Note that following the methodology in the 

tar1ff, we calculate standby b111 1ngs of 12 .5 and 17.5 

aegawatts in the winter, and 12.5 and 18 •egawatt s in 

the su•aer. 

Subtracting the standby actually used, we see that 

there is in each case a five aegawatt discrepancy. Thi s 

translates into an unwarranted penalty of $11 2 , 700 . 

COULD Yt!U SUG&EST A RATE STRUCTURE WHICH WOULD BE RORE 

EQUITABLE? 

Yes. The calculation of the daily s t anoby se rvice 

charge should not be based on the wea the r -se ns itive 

nature of our" operat fon . 

service never received. 

1 should not be c harged for 

The daily standby service 

de•and charge should be based on the difference between 

the highest on peak readings in each day of an outage 

and the highest on-peak re adi ng during a non-outage 

period of the same billing period. That i s , the 

custo•er should pay the reservation charge th a t he would 

have experienced without the ou tage , ~ the daily dema nd 

charge for the additional standby se rvi ce actually taken 

during the b1111ng period, wh iche ver 1s gr eater . 

8 
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YOU "EIITIOMEO THAT YOU IIAO PREPARED THREE TABLES. I S 

THE THIRD PERTIIEIT TO THIS OISC~SSIOM? 

bPlieve 1t 1s . 

Table Ill contains a bri ef ~v e rview of s ome of the 

situations whi c h impact the electrical balance wi th s ome 

regularity. As shown, •ost of · the cha nges are in the 

three to five aegavatt range . Generally, when the 

generation is lost the •111 has alcost no re al decrease 

1n its electric load. Thus, 1f nothing we re to c ha nge, 

the •111 would have to buy the additional power 

required. This 1ncreaental de•and would coae at $7 .55 

per kWh under the PlT rate. The cost of paying $7,550 

per """ for infrequently required e lect ri c ity has to be 

balanced against the aill's options to re duce purchased 

electricity during that tiae period. For instance, ve 

can alter our operation to produ ce rao re electric ity , 

even if the paper process doesn't require more steam . 

The trick 1s to supply more steam to the turbine, then 

reaov~ the excess fro• t he system before it proceeds to 

the other parts of the mi 11 . 

ways . 

This can be done in two 

First. one of our turbi nes has a conden si n:J 

apparatus that immediately co nv e rt s some of the steam to 

water. Typi cal ly, the condenser is not fully loaded, so 

more stea• can be driven th r ough the tur~ine t o gener a t e 
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more el ec tricity and the n diverted to th e cundcn!.er , 

without affecting the amount of s t eam delivered to the 

paperaakino proce ss. This l$ the pref e r red option , 

because it can be a cco11plls hed by si11ply bu rn ing more 

low-cost bark in the boiler. Still, thi s energy cos t s 

two ti•es as much to produce as the PX T energy rate . 

If the condenser is working to capac~ty, the other 

option 1s to produce •ore stea• to pass through the 

turbine, then vent the excess to the air befo r e 

delivering it to the process mill . This Is a much more 

ex pens he option for two reasons. First, unlike the 

steal! vhich 1s condensed, vented stea11 is lost and we 

11us t 11ake it up vith additional expensive demineralized 

water . Secondly. to achieve the 1•medtate, increme :1 tal 

generation vith vented stea•. it has been our expe rience 

tha f ve •ust ·bu r n expensive f oss il fuel instead of cheap 

bark. For these reason s, power produ ced by venting 

steam costs three ti11es as much as the PXT ene r gy rate. 

The other option available to the company- -which we 

so11etiaes e•ploy--1s to redu ce load by shutting down the 

wood yard or by shutting down selected was he r 1 ln es. 

These courses of action are e ffectlVe In keep i ng our 

deman d down, but they disrupt operation s and can ca use 

chang~ s in quality. 

HOV COULD THIS SITUATtO• BE !"PROVED? 

10 
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1 A. We propose t wo modifications to gove rn two se t s of 

2 c 1rcumstances . F irst , if we could pur c hase a s -a vailabl e 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 Q. 

energy on the SE r ide r to di s pl.lc e ou r mo re ex pensi ve 

alternatives (operating •ore cos t i y gen e rat io n through 

condensing and venting, or curt111l i ng produ c tion). we 

could purchase •ore electr1 c1ty fro11 Gulf Power 11n ci 

simultaneously reduce our producti on cost lind h11ve mo r e 

con s istent produc t quality. We could cu rtail ou r use of 

$E i n as little as 30 • i nutes' not i fication. The second 

c1rcu•stance concerns our ab111ty to plan and coordinate 

with Gulf Power the scheduled •ll1ntenl!nce of o ur largest 

generator. 

VHAT HAPPEl$ VIEI TIE LARGEST &EIERATOR IS REROVED FROR 

14 SERVICE FOR SCIEDULED RAIITEIAICE? 

15 A. As s hown in Table III the re•oval of our large t urb i ne 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

causes the biggest swino in our gener11tion. This occurs 

11bout once every four years. In practice , a portion of 

the 18 "W of toad nor•ally supplied by th i s un i t can be 

recouped by loading other turbines; perhaps as 11uch a s 

an additional four •egawa tts. 

Pana•a City currently has a contrac t s t a ndby of 

7,500 KW and the m111 would probably us e all o f that , 

thu s inc reasing purchases to about, in lllis c ase , 22 . 5 

meg awatt s . As before, th is woul d be 5 .5 megaw a tt s be low 

the us e we would normally have. ti e have seen these 

11 
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l1 me , ho we ver , we 

proceeding w1th 

scenarios 8 or 0 of Table II; th a t is, t he feas ibility 

of purchasing addition~l standby service. 

IS THERE U UICEIITIYE TO PURCHASE THE EXTRA 5. 5 "W OF 

6 STANDBY SERVICE DICE EVERY FOUR YEARS J URING A 

7 fiAIITEIAIICE OUTAGE? 

8 A. No. Th1s would cause our standby service capacity to ~e 

9 rat cheted upwards for the next 23 months, result ing in 

10 

11 

12 

an add1t1ona1 cost of: 

5500 

kWh 

0.98 

$ Reservation 

23 

Months 

.. $123,970 

13 Since we would not expect to need that level of se rv ice 

14 for another four years. then the •111 almost certain ly 

15 w111 choose to schedule the turbine outage durir.g a 

16 

17 

18 

19 Q. 

nor•al maintenance period and then restrict electric use 

and production if necessary until the job could be 

coapleted. 

DO YOU BELIEVE THE PROBLE" COULD BE EQUITABLY RESOLVED? 

20 A. Certain ly. Re•ember. th1s is not a forced outa ge. we 

21 can take it when we want, and we could notify Gu l f Po wer 

22 ahead of t1•e. In that way Stone Container and Gulf 

23 Power could time the outage to occur when Gulf Po wer 

24 could acco••odate it without affecting its system 

25 adversely. If we offer to f ully coordinate the outage 

12 
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uith Gulf Power beforehand, th e r e woul d be no r ea son to 

impose t he r atchet feature of the r a t e to t he extr a 

maintena nce power required ev e q · four yt! ar s.. Thu~ . we 

could pu r chase ~to re ehctricity, raak .- more product , and 

aake better use of our aanpower during this large mi l l-

wide outage . 

DO YOU FEEL TRAPPED II A lEVER UDIIG SPIRAL OF RI SIIG 

ELECTRICITY COST? 

No. We can take measures to li • i t ou r costs. Our mi l ls 

in Hopewell, Y1ro1nta and Flor ence , South Car olina 

already are self suff ic ient. We wer e cons i de r ing an 

increase to our co9eneration capaci t y when we were 

offered the SE rate to • a i nt a i n or i nc r ease our 

purc hases of el ectricity f ro• Gul f Power. If electric 

rates ri se it v111 be that •u ~ h easier to ins~ a l l 
' . 

equ1p•ent that would allow us t o r educe ou r purc hased 

e l ec tri c ity r equ1re• ent . We could "ecoae electrically 

self s uff1 c1ent. The poss ib i l i t y is ca r efu l ly ev aluated 

and ree v ~l u a ted wi t h cha nging times. 

DOES THIS COICLUDE YOUR TESTI"OIY ? 

Yes , 1t does. 

13 
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1 Q (By Mr. McWhirter) Mr. JCisla, would you 

2 briefly summarize tor us your teatimony and then I'll 

3 turn you over to the wolves. 

4 

5 

A Okay. Thank yo•1, Mr. McWhirt.9r. 

Briefly, ladies and gentlemen, what I've 

6 atteapted to do vas to describe how a pulp and paper 

1 mill stea. generating systea work• , and it's not an 

8 easy concept. To show how the steaa we gen~rate 

9 generates electric, and how this coupled with purchased 

10 electric supplies our total demand tor pr ocessing 

11 electricity. ~ we have purtibations (phonetic) and 

12 changes in the systea, our approaches to electric can 

1 3 bounce troa 10 to 20 aeqs if we would let i t , but we 

14 have the ability to control it and we do control it . 

15 But, you have to understand that potential 

16 vari~tions can occur in the pulp and paper mill syste~ 

17 before you can appreciate what a cogenerator does ; and 

18 how it has really a special place in t.~a purchased 

19 electric relative to soaeone who j ust turns the sw i. tch 

20 and has a constant while that switch is on. 

21 I'll 90 through three tables, and hopefully 

22 you can follow along on the sheets that I handed out, 

23 but it will help ae organi:a ay thoughts. 

2 4 

.!5 

Q That's Page 1 of Exhibit 610? 

COMMISSIONER EASLEY : He needs to be at a 
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1 microphone. I think they've removed it . What did we 

2 d o with the aUce? (Pause) 

3 WITNESS JCISLA: Can you hear if I go this 

4 loud? I'll try and we'l! take it. 

5 KR. McWHIRTER: Stretch that thing out as long 

6 as you can. 

7 

8 I'll try. 

9 

10 him. 

11 

WITNESS KISLA: It's a lot aore difficult, but 

COMMISSIONER EASLEY: Why don't you point for 

WITNESS JCISLA: This may go as b ventriloqui s t 

12 act later. 

13 Okay. The t irat ent.ry we tried t o cover there 

14 is we called •woodyard,• and in essence I -- boy this 

15 is expensive help, too. In essence what happens here 

16 is we have no ateaa used. We have a 6-megawatt pull . 

17 This is conventional electric. When it runs, it pulls 

18 at 6 aega. That'• an average number . It c an go more 

19 depending on the load. 

20 In another area of the pulp mill, we have a 

21 digester. Basically, what happens here is that we mix 

22 the chips with cheaicala and steaa. The oteam tha~ is 

23 used to cook these chips is generated at a much highe r 

24 temperature and pressure than is needed. It passes 

25 through a turbine generator. Ir the proc ess of pas sing 
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1 through a turbine generator , that extra energy in that 

2 steam, a portion o! it is transferred to rotational 

3 energy in the turbine aha!t. 

4 S imultaneous with that transii:!", the 

5 temperature and pressure drops to a level much closer 

6 to that needed in processing. That ateama goes on to 

7 process. That enarqy th.at was turned into the shatt 

8 makes electricity. So steaa used in a paper lilill makes 

9 electricity. 

10 In this particular area, I show that we will 

11 use 7 aegs in the total process. It generates 6. 

12 The next area ia the evaporators. Here the 

13 liquor taken !roa the pulp, which pulp has gone through 

14 washers, the chemical• have been recaptured . They call 

it a black liquor. Here we take it through an 15 

].6 

17 

18 

19 

2 0 

evaporation step as part o! the recyclying et!ort. 99\ 

o! the c~eaicals in the pulp mill are recaptured, 

reprocessed .nd reu.sed . The evaporation uses a lot of 

steam. 

Here we're showing 1 megawatt needed to run 

21 the plant, but 8 megawatts generated. So notice that 

22 interplay between steam used and electricity genera ted . 

2J We now have surplus electricity in that particular 

24 case. 

25 The powerhouse where we make elec tric, make 
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1 steam, we'll use 7,000 pounds -- we use 7 mega. The 

2 steam used tor auxiliaries aay gener ate 3, s o it's a 

3 net user. 

4 The paper aachines , we have ~wo of those, 

5 they'll take about 20 aegs, and the steam that we use 

6 there would generate 8. And in miscellaneous we have , 

7 I guess, about 7 and 3. So basically what we look at 

8 there is a total process used of 42 megawatts, of which 

9 three are generated -- and this is an average 

10 condition. 

11 Nov, recognize this is an average condition, 

12 and like any nuaber where people tell you it's an 

13 average, there is aometh~ng higher and there's 

14 something lover. That is an iaportant concept I ~hink 

15 we'll have to pound hoae later on, on how it attec ts 

16 our demand, when we coae to calculating these standby 

17 rates. 

18 We are just t .aking those average conditions on 

19 an unaverage day . That might be -- a 

20 middle-temperature day. If the weather is colder or 

21 warmer, it would require less steam to bring part~ of 

22 the process up to temperature . (Pause ) 

23 CHAIRMAN WILSON: Mr. McWhirter, do you need 

24 some help? (Laughter) 

25 COMMISSIONER GUNTER: Your dWIUIIy is going to 
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1 do it to you. 

2 WITNESS KISLA: Anyway, it the temperature is 

3 waraer, then we would have to use leas stean to br 1ng 

< the pulp aixtures and other things up t~ temperature. 

5 Obviously, it we're aaking less steam, that's that much 

6 less steaa that passes through the turbine; that'• that 

7 muc h leas electric that the plant generates . 

B In the case I have shown here where we show 

9 average ot 30, and the average needed 42, and the 

10 average purchase 12, which would be coming right ott 

11 Table I, the waraer weat-her we'll see that we might 

12 only be able to generate a total ot 28 mega , and we 

13 show the distribution on three turbine generators that 

14 we have in the plant site. That's 17, 7, and 4 , t o r a 

15 total of 28. 

16 COMMISSIONER GUNTER: Primarily , when you're 

17 talking about tbe teaperature d i fferential , you're 

18 really start!~ with the chips g oing into the digester. 

1 9 

20 

WITNESS KISLA: Yes , sir. 

COMMISSIONER GUNTER: And having to have on 

21 c older days, having to raise the temperat~re ot the 

22 product going in in order to have the digester work 

23 properly? 

24 

25 

WITNESS KISLA: Ye•, sir. 

COMMISSIONER GUNTER: Does it follow all the 
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1 way through? It seeas as though you get to the paper 

2 machine and it sort of 

3 

4 

WITNESS KISLA: No. 

COMMISSIONER GUNTER: It doesn't matter, you 

5 know, it just requires electric ity . 

6 WITNESS KISLA: Well, that ' s not c ompletely 

7 c orrect . The paper aachine has dryer s ect i ons on it , 

8 and generally you ' re talking about having to evaporate 

9 the same aaount of water from a sheet. That part i s 

10 true. But we bave air handling systems, so what has t o 

11 happen, instead of us supplying the air at 70 degrees, 

12 it you're supplying it at 30, you don ' t supply it at 

13 30. You beat it back to actually 120 or so, so you 

14 have the air. 

15 Sa•• thing with water. The steam that's lost 

16 to the at.osphere or other places must be replac ed ~ith 

17 makeup wate.r. That water can come in at 70 degrees; i t 

18 can c ome in at 50 dgreea; it c an c ome in at 90 deqrees. 

19 It's all got to qet up t o the s ame tina l temperature, 

20 s o it's g o ing to go. It's just like your water heater 

21 in the winter . 

22 COMMISSIONER GUNTER: To just q i ve you an 

23 i d ea , the plant you all own in J acks onvi lle 

2 4 

25 

WITNESS KISLA: Yes , s ir . 

COMMISSIONER GUNTER: I went to work t here 
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1 when it first started operation so I ' m j ust trying t o 

2 recall . Back when St . Regia opened it in 1952 . 

J COMMISSIONER EASLEY: I didn't know they had 

4 p -per when you were a little boy. 

5 COMMISSIONER GUNTER: They were making it 

6 from papyrus . 

7 COMMISSIONER BEARD: It also explains why 

8 they have had difficulty making a profit there ever 

9 since. 

10 

11 

WITNESS KISLA: Pardon? 

COMMISSIONER BEARD: That's why they ' ve had 

12 difficulty aaxing a profit there ever since he wo rked 

13 there. 

14 WITNESS KISLA: I'a not going to touch that 

15 one . 

16 But yes, that's exac tly what happens . That 

17 happens in the cold weather and t he oppos i te happens i n 

18 the hot weather. When everyth i ng is warmer , i t takes 

19 that much less steaa t o get it up t o temperature and 

20 again less steaa needed, less steaa made; l ess steam 

21 through the turbine, less electric p~oduced in the 

22 turbine. And really the c oncept i s very si~ple : You 

23 make a lot of steaa f or process; yo u aake a l o t o f 

24 electric . You a ake l ess; you aake less e l e c tr ic. 

25 And that's what we ' r e try i ng t o show in t h i s 
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1 particular case. And we call it warmer 177 428 . 

2 Needing 42, we'd have to average purc hasing 14 megs to 

1 supply that 14 average. Again, average does not mean 

.f anything about the moment-to-moment requiremr:nta. It 

5 means level; not what's up here , not what's down here . 

6 We're running into a lot of probleaa with this. And a 

7 lot of people have a real problea understanding average 

8 as it is in a paper aill. If you've worked there, you 

9 know what I aean. 

10 The coldest situation -- look at the turbines 

11 it's 19,9 and 4, the output there is 32. We need 42; 

12 now we only have to borrow -- buy 10. So right ot t the 

1J top we see while we have an average of 12 aegs 

14 generated, they are very easily times where we're 

15 making 14 and very aany times where we're just maki ng 

16 10. The average there ia very simple; the average is 

17 12. 

18 Now, ~he question I pose is, what happens it 

19 you were to, using the current -- if you'd have a 

20 turbine outage, what would happen if you were to lose 

21 the major 20-aeq turbine at e ither the winter condition 

22 or in the suaaer condition? 

23 Now, in the winter conditio n where we were in 

24 19,9 and 4, with a total self-generation of 32, buy i ng 

25 ten on a •uppleaentary --
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KR. PALECKI: Staff wou l d pose an objection 

2 to this sumaary of the testimony. We would point out 

3 that the entire prefiled testimony or Mr . Kisla is 13 

4 pages, plus his exhibits. And th i s is ~uc~ ~ore 

5 detailed and seems to defeat tne Commission's policy of 

6 requiring prefiled testiaony. 

7 COMMISSIONER BEARD: We're going to enter 

8 this in the record as read. Because this --

9 WITNESS KISLA: The concept is important. If 

1.0 yotJ want to understand why cogenerators are getting 

11 pw1ished by the standby rates and charge, you have to 

12 uncSerstand --

13 KR. VANDIVER: I don't know that the witness 

14 ca11 argue with Counsel. 

15 KR. PALECKI: We're saying this is going far 

16 beyond the extent of his prefiled testimony. 

17 CHAIRMAN WILSON: Let me do this : I've read 

18 the testi•ony. I think all the Commissioners have read 

19 the testimony . I understand the concept of the 

20 averages. I d o. 

21 

22 

2) 

WITNESS KISLA: Well, tine . 

CHAIRMAN WILSON : If you can get to -­

WITNESS KISLA: Okay. We'll j ust drop to the 

24 calculation, then, it you'd like . 

25 CHAIRMAN WILSON: Yes, if you do that and run 
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1 through that real quickly . 

2 WITNESS KISLA: Followi ng t he current --

3 CHAIRMAN WILSON: And then let Counsel ask 

4 you questions --

5 

6 

WITNESS KISLA: Ye4 , sir 

CHAIRMAN WILSON: i t they have t hem a bout 

7 the calculations that you've aade. 

B WITNESS KISLA: Well , foll owing the c urre nt 

9 tar iff on standby power, it y ou would g o ~ nd t ake the 

10 maximum generation,O which vas 32 mega , whic h we put i n 

11 here, subt~act the daily -- the generation whic h was 

12 availabl~ on the day of the outage , ad j ust t o r a 

13 reduction and you would calculate a standby power . 

14 Where I have here, in my case is A, B, c and D, it ' s 

15 12. 5, 17 .5, 12 .5 and 18 . You' ll s ee from t he -- we 

16 shoved in the area above that , that the a c tua l 

17 megawatts used was 7 . 5, 12.5 , 7 . 5 and 13. In eac h ca&e 

18 there vas a 5-aegavatt error. 

19 With a $9.98 per k i l owatt-hour res~rvation 

20 charge and a 23-month ratc het th i s represe nts a pena lty 

21 ot $112 ,000 tor service never taken . 

22 So one ot the problems I have and one ot the 

23 things the c onc epto I'm try i ng t o get s ome r elie f on is 

24 t o have s t andby power based on t h e load actually put on 

25 Gu l f 's system , rather than s ome a rb i trary calculation 
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1 of maximWD ge.neration during some given period. 

2 What we have -- what capability we have to 

3 generate power really shouldn't enter into that. It's 

4 the pulled load we put on to the Gulf system. 

5 Now, this applies only to the a•:erage 

6 variation• based on aeaaon. My Table 3 ahowed how e~=h 

7 individual area could awing. Here we'll see that each 

B area could lose steaa or lose process and drop as many 

9 as 15 mega. If all these incidences occurred at one 

10 time, you'd add up to a loss of 15 mega of generation. 

11 If you're going to maintain 42 aegawatts total, then 

12 you have to impose an additional 15-megawatt load. So 

13 this is the nature of the beast we're working with. We 

14 can get up to 15-megawatt swings. We don't see them 

15 because we put load control on, but load control is 

16 expensive. 

17 And one of the concepts we wanted to seek 

18 relief from was to go 1nto like an economic dispatch 

19 situation that the Flor i da utilities have. We would 

20 like to have the able to buy SE power when it's 

21 available and displace our more expensive gene ration 

22 that we use for load control when it's available. The 

23 current rate would let us do that but it says "If and 

24 when you have any ot your electrical generating systems 

25 go off line, you're ott the SE rate." We really see no 
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1 reason tor that . 

2 The third thing we seek relief from is those 

3 conditions where we have to take our major turbine 

4 outages down. We have 20-aeg turbir.es. Every f our, 

5 five years they have to co~e ott line. These are 

6 scheduled out.ages. We could coordinate these with Gulf 

7 Power. There is no reason why we couldn't schedule 

8 thea, take th .. down when Gulf said we have plenty of 

9 surplus power available. 

10 We could do that; we c an make better use of 

11 our time and facilities; we could give Gulf additional 

12 revenues. The struc ture, as you current ly have, would 

13 prevent us from doing that . There is no reason why we 

14 would take 5-1/2 mega of power a nd then be subject --

15 that we would only need every four years and be subject 

1 6 to a 23-month ratchet . So there are really three areas 

17 we're seeking relief troa, and I guess that concludes 

18 my testimony or ay summary. 

19 

20 

CHAIRMAN WILSON: Questions? 

MR. STONE: No questions. 

21 CROSS EXAMINATION 

22 BY MR. PALECKI: 

23 0 We have just a few questions . 

24 I wou ld refer you to Page 1 3 or your 

25 testimony, and I quote , •we were c onsidering an 
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2 offered the SE rate to aaintain or increase our 
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4 What do you aean by that statement? 

5 A At that tiae, ve veJe actively talking to 
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6 several different coapanies who approached us as being 

7 host tor a cogeneration plant to build a PURPA machh&e . 

8 We would take the qualifying steaa. They would make 

9 anywhere troa 30 to 70 aegs and sell that t .o Gulf 

J.O Power. 

11 We vera approched by Gulf Power. Gulf Power 

1~ said, "Stone Container, ve have an incentive rate to 

lJ y ou that aight -- that you aight choose to take instead 

14 of going to cogeneration, all you have to do is put up 

15 $ 2. 6 million." Which we did. It cost us 2.6 millio n 

16 1:0 adjust our in-house electrical distribution Sl'stem. 

17 Prior to that, ve could only pull 9 megs. Up 

18 through February, 1989, ve only pulled about 9 or 10 

19 ~agawatts ot electric. We couldn't pull any more than 

20 that. We spent 2 . 6 aillion to get to the JO megawatt 

21 tie. That 30 megawatt tie was supposed to supply us 

22 with SE power. SE power was supposed to be available 

23 t-o us at all times; i.e . , anytime SE power wc s 

24 a vailable, we could use it . There were no 

25 r estrictions. 
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1 Further, ve weren't supposed to have any 

2 charge tor any aid-in-construction. It was clearly 

3 stipulated in our deal in lieu o! aid·-in-construct:. ion, 

Stone would agree to stay on line five years, X amount 

5 o f time. So basically what we did was put away our 

6 c~eneration plana, we invested 2.6 million o f c apita l 

7 money to upgrade our tie. 

8 We have in Stone Container a mill in 

9 Florence, South Carolina, which is electric ally 

10 i ndependent and sells electric. We have a mill at 

11 H0pewell, Virginia, which is electrically independent 

12 and sella elect.ric. These are classical coqenerators. 

13 t1eir uses weren't very auch different from Panama City 

14 before we put the big bucks into them. That's what I, 

1 5 I guess, what I aeant. 

16 Q Did Stone Container perform a cost 

17 effectiveness analysis whether it would be mote c ost 

18 effec tive to •nstall aore coqeneration capacity o r take 

19 ser vice on the SE rider? 

20 A Oh, I'• sure they did. I wasn't personally 

21 involved in that. 

22 

23 

24 

Q 

A 

Q 

Are you aware of the results of the analysis? 

I could speculate. 

No, I wouldn't ask you to speculate. Are you 

25 aware, do you know of the results ot that analysis? 
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4 CHAIRMAN WILSON: The question is whether you 

5 are --

6 WITNESS KISLA: No, I'a not aware of the 

7 exact amounts. 

8 Q (By Mr. Palecki) Did your generator have a 

9 forced outage on Septeaber 2, 1989, due to tho bark 

10 burned tor fuel clogging the rotary grate? 

11 

12 

A 

Q 

No. 

Waa Stone Container the cuatoaer who used 

13 22,759 kilowatts on Septe•ber 2, 1989? 

14 

15 

A 

Q 

Yea, we did. 

What waa the reason tor that ju•p in 

16 electrical uae? 

17 

18 that? 

19 

20 

21 

22 

23 

A Could I put a alid up that would help explain 

CHAIRMAN WILSON: Yea. 

MR. PALECXI: Yea. 

CHAIRMAN WILSON: Do we have copies of that? 

WITNESS KISLA: Yes, I do. 

MR. PALECKI: Let •• rephrase my question so 

24 maybe we can speed this up. 

25 Q Did you have a generator that was either 
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1 turned ott or was no longer able to generate ~cause ot 

2 your jump in electrical use? 

3 A How, what happened, on the Tuesday prior, the 

4 r~rk system on No. 4 boiler, I believe, it was No. 3 or 

5 No. 4 boiler, both operated 1,200 pound, developed some 

6 problems with its ash reaoval system ; its grade system. 

7 Okay. It was a probl... The boilers were able to run. 

8 The aill was not tully aware of a number of 

9 things ir. their electric policy. They chose to take 

10 the boiler down Saturday, ott peak. They scheduled a 

11 down. That in retrospect aay have been a mistake on 

12 their part. They aade another aistake: They also 

13 chose to take the turbine down . The turbine d!.::i not 

14 have to coae down. They chose to take it down . 

15 We could have very easily left it on line and 

16 cranked up the other boiler to its maximum steami ng 

17 capacity. We also could very well have shut down other 

18 parts of the aill and controlled it so that there would 

19 have been no peak, no aberratio n whatsoever. 

20 What you see over here is 15-minute moving 

21 intervals that are available -- anrl I got this data 

22 from Gulf Power. This is what they have . Every 

23 15-minute interval, 24 hours a day , 365 days a year. 

24 You can see prior to that we were on the SE 

25 rate. I like this slide and I appreciate your asking 
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1 me this question, bec ause you c an see f rom the 

2 variation exactly what I' a talking about the mill 

3 running uncontrolled. 'lou c an e.e e how she'll peak . 

4 To the left, in that SE period, we are not 

5 doing anything to have demand control. '{ou can see t he 

6 variation, the ups, the downs. Now, you can see where 

7 she levels into the 12-and-a- half meg . What happened 

8 there was Gulf Power cal l ed us up, they said , 

9 "Supplementary power is going ott, g o bac k o n load 

10 control." And that's what we did. We c ranked up our 

11 condenser, we atricted our electrica l u s e. We boug ht 

12 less electric fro• Gulf Power. 

13 It coat us •ore •oney t o buy less electr ic 

14 fro• Gulf Power because ve had t o generate that 

15 electric ourselves. And then we ran through until 

16 Saturday morning, about 8:00 o'c l ock , when they t oo k 

17 the turbine down, and that wa s a ~ iatake i n retrospect. 

18 That's what happened . Sh e went up t o 22 

19 megs. 

20 Q Why didn't you report t hat you t ook s t andby 

21 power on that date? 

22 A There was no need -- the mill really didn 't 

23 believe i t had a need to report bec ause it did no t 

24 believe it took any standby power. 

25 Q Are you aware nov that that's r equi r e d ot 
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1 your taritt? 

2 A I am aware that the tariff says that you're 

3 required to report when standby powe.o: is taken. But 

4 the question is: It you have zero atan<1Di' power, when 

5 do you take standby power? The answer ia, the mill 

6 s uqqe•tod, wa• never. If you have none and you can't: 

7 buy any, then you don't take any. So whatever you take 

8 is on billing de.and. And that's what they took . They 

9 took 22 aega ot billing demand which t hey paid $60,000 

10 for. 

11 Q And you were dovn tor maintenance during that 

l2 period, correct? 

13 They took the boiler dovn. They t ook the 

14 boiler dovn tor maintenance to repair it. 

15 Q Were you ever billed standby, lor standby 

16 service by Gult as a result ot that incident? 

17 A That bill -- t.he following month ' s bill 

1 8 contained a t-illing demaud ot 22 . whatever mega which 

19 the mill paid at $7 . 55 a throw. 

2 0 

21 rate? 

22 

23 s tandby. 

2 4 

COMMISSIONER EASLEY: Was that the standby 

WITNESS I<ISLA: M.a'am, they did not file for 

COJOU:SSIONER EASL.EY: No , the quest ion was 

25 were you billed tor atandby? And I was trying to 
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1 figure out if the rate you just cited was a standby? 

2 WITNESS KISLA: No , ma'am. We we re not o n a 

3 standby rate. We paid the supplemental ene rgy demand 

4 charge, which was $60 , 000. 

5 

6 questions . 

e Redirect? 

9 

10 

MR. PALECKI: Thank you , Sta!t' has no rurtha r 

CHAIRMAN WILSON: Questions , Commissioners? 

MR. McWHIRTER: No, he 

COMMISSIONER EASLEY: I do have just one 

11 question. I'a sorry, it just occurred to me. 

12 At that point when they took the boiler down 

13 and then took the turbine down , would you ha ve had any 

14 powe r if Gulf Power had not been ava i lable? 

1 5 WITNESS KISLA: Yea , we still had the two 

16 other turbines that aaintain on line. 

17 

18 

19 

20 

COMMISSIONER EASLEY : Okay, thank you . 

MR . McWHIRTER : No redirec t . 

COMMISSIONER EASLEY: Mr. Cha i rman ? 

MR. McWHIRTER: Mr. Chairman, I wo~ ld l i ke t o 

21 offer our exhibits and I'd like to nu.mber 

22 

23 

CHAIRMAN WILSON: Just a momer:t. 

COMMISSIONER BEARD: You ' re d oing what he 

24 wanted t o do. 

25 MR. STONE: I defer to Mr . Mc Wh irter . 
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MR. McWHIRTER: I would like to request that 

2 you number the qraph that we aaw that was handed out as 

J Exhibit 61 1. 

4 

5 

CHAIRMAN WILSON: That would be 611 . 

MR. McWHIRTER: And ! otter 610 and 611 into 

6 the rocord. 

7 CHAIRMAN WILSON: Without objection , those 

8 are admitted into evidence. 

9 (Exhibits Noa. 610 and 611 received int o 

10 evidence . ) 

11 CHAIRMAN WILSON: Do we have a calc ulation or 

12 will we be able to calculate in the recommendation when 

1J we see the difference between what they paid and what 

14 t .hey would have paid on the standby tariffs? (Pause) 

15 All right. 

16 MR. PALECKI: Staff tells ae no , that we will 

1 7 not . 

18 CHAIRMAN WILSON: It's a calculable number, 

19 though, isn't it? 

20 MS. KEETER: Staff's recommendation will take 

21 care of that problea. 

22 

2 J number? 

2 4 

2 5 

CHAIRMAN WILSON: Does that mean I'll see the 

MS. KEETER: No. 

CHAIRMAN WILSON: I want to see ~he number . 
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MS. HEETER: Yes, I can show you the number , 

CHAIRMAN WILSON: Somebody ' s going t o have to 

4 show •e the number. I don't care who :, t is, as long as 

5 it's right. 

6 

7 

WITNESS JCISLA: Excuse .. --

COMMISSIONER BEARD: Well, wait a minute, is 

8 that a necessary standard? 

9 WITNESS KISLA: Excuse me. This may be 

10 irregular, but I understand Kr. Haskins in hiQ rebuttal 

11 rebutted •Y calculations, and no one here has asked me 

12 about --

13 MR. VANDIVER: I'm going to have to object, 

14 Comaissi onera, there's no question pending. 

15 

16 pending. 

17 

18 

19 

CHAIRMAN WILSON: No, there's not a question 

MR . McWHIRTER: You can't deal with that . 

MR. VANDrvER: Move to strike h is comments . 

CHAIRMAN WILSON: Sinc e it wasn't substantive, I 

20 don ' t think it makes any difference . 

21 All right, anything further ot thi s witness? 

22 MR. McWHIRTER: No, air . 

23 CHAIRMAN WILSON: Thank you very muc h, we 

24 appreci ate it. 

25 WITNESS KISLA: Thank you. 
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(Witness Kisla e xcused.) 

CHAIRMAN WILSON: All rig~t , how much cross 

4 examination tor Kr. Pollock? 

5 MR . PALECKI: Start has pretty much c ross t or 

6 Mr. Pollock . 

7 

8 

CHAIRMAN WILSON: How •uch is pretty •uch? 

MR. PALECKI: I would say 45 minutes . And 

9 that's it we really rushed it. 

10 

11 answers? 

12 

COMMISSIONER EASLEY: Does that count his 

MR. PALECKI: I think it would, ye ah . We 

13 could say the questions in ~bout, I'd say, 12 minutes. 

14 COMMISSIONER BEARD: Why don't you just give 

15 all the questions at once and he c an give al~ the 

16 answers at once? (Laughter) 

17 CHAIRMAN WILSON: What time do you want to 

18 come back i n the •orning? 

19 COMMISSIONER EASLEY: It depends o n what time 

20 you 're going to get through tonight. 

21 CHAIRMAN WILSON: Well, do you want to keep 

22 going? 

23 

24 

25 

COMMISSIONER GUNTER: Yes. 

COMMISSIONER BEARD: Yes. Let's keep go i ng. 

CHAIRMAN WILSON: Hold on just a second, let 
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1 me go ott the record tor e ainute. 

2 (Diacusaion ott the record .) 

3 CHAIRMAN WILSON: We're g tling to adjourn now . 

4 We'll co•• back at 8:30 in the aorni~g. 

5 (Thereupon, heari~ recessed at 9:55 p.a., t o 

6 reconvene at 8:30 a.•. Wednesday, June 20, 1990 at the 

7 same location.) 

8 

9 

10 

11 

12 

13 

14 

15 

16 

18 

19 

20 

21 

22 

23 

24 

25 
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