BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

In re: Petition for rate increase by Tampa | DOCKET NO. 080317-EI
Electric Company. ORDER NO. PSC-09-0034-PCO-EI
ISSUED: January 16, 2009

ORDER DENYING MOTION TO STRIKE AND CROSS MOTION TO STRIKE

On January 7, 2009, Florida Industrial Power Users Group (FIPUG), an intervenor in this
rate proceeding, filed a Motion to Strike several portions of the prefiled testimony and exhibits of
two Tampa Electric Company (TECO) witnesses. Witnesses Susan D. Abbott and Gordon L.
Gillette proffer opinions on cost of capital issues that have been raised in this case. In their
testimony, the witnesses propose a rate of return on investment for TECO that they believe will
ensure that TECO will have reasonable access to capital markets. They support their opinions by
relying upon information from a variety of sources of financial information, including rating
agencies like Moody’s Investors Service (Moody’s) and Standard and Poors’ (S&P). FIPUG
objects to the inclusion of this information in the record on the grounds that it is hearsay
evidence offered as the only evidence in the record to support a finding, and therefore
inadmissible in this administrative proceeding. Attachment A to this Order includes FIPUG’s
index of hearsay items, the direct testimony and exhibits of Susan D. Abbott, the rebuttal
testimony and exhibits of Susan D. Abbott, with hearsay testimony underlined, and the direct
testimony and exhibits of Gordon L. Gillette, with hearsay testimony underlined.

On January 14, 2009, TECO responded in opposition to FIPUG’s motion to strike,
contending that the rating agency information was admissible evidence because it supported the
opinions of its expert witnesses on cost of capital issues, was based on personal knowledge, and
was the type of information which experts in financial analysis reasonably rely upon in forming
their opinions. In addition, TECO filed a Cross-Motion to Strike the prefiled testimony and
exhibits of Office of Public Counsel (OPC) witness J. Randall Woolridge and Florida Retail
Federation (FRF) witness Kevin W. O’Donnell. They also proffered opinions on the cost of
capital issues identified in the case, and supported their opinions on the appropriate rate of return
for TECO with information from S&P, Moody’s, and other sources of financial information.
TECO argued that their testimony should be stricken from the record if TECO’s witnesses’
testimony were stricken from the record. Attachment B to this Order includes TECO’s index of
hearsay in witness Woolridge’s and witness O’Donnell’s testimony and exhibits, the testimony
and exhibits of Dr. J. Randell Woolridge, with hearsay testimony underlined, and the testimony
and exhibits of Kevin W. O’Donnell, with hearsay testimony underlined.

! Section 90.801(c), F.S. defines hearsay as follows:

‘Hearsay’ is a statement, other than one made by the declarant while testifying at the trial or
hearing, offered in evidence to prove the truth of the matter asserted.
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Section 120.57(1) (c), Florida Statutes (F.S.) provides that in administrative hearings:

Hearsay evidence may be used for the purpose of supplementing or explaining
other evidence, but it shall not be sufficient in itself to support a finding unless it
would be admissible over objection in civil actions.

Rule 28-106.213(3), Florida Administrative Code, (F.A.C.) also provides that:

Hearsay evidence, whether received in evidence over objection or not, may be
used to supplement or explain other evidence but shall not be sufficient in itself to
support a finding unless the evidence falls within an exception to the hearsay rule
as found in Chapter 90, F.S.

The statute and the rule cited above provide two circumstances in which hearsay
evidence is admissible in administrative proceedings. First, it is admissible if it is used to
supplement or explain other evidence. Second, it is admissible if it falls within an exception to
the hearsay rule in the Evidence Code. Upon consideration of the parties’ legal arguments, and
after careful review of the evidence in question, it is clear to me that the hearsay evidence
satisfies both criteria for admissibility. It supplements and explains the witnesses’ opinion
testimony on TECO’s cost of capital, access to capital markets, and appropriate return on equity,
and it qualifies as an exception to the hearsay rule because it consists of facts or data that are of a
type reasonably relied upon by experts in the subject matter to support the witnesses’ opinion
testimony.” Section 90.704, F.S. provides an exception to the hearsay rule for this type of
evidence. Masters v. State, 958 So0.2d 973, 975 (Fla. 5" DCA 2007). That statute states:

The facts or data upon which an expert bases an opinion may be those perceived
by, or made known to, the expert at or before trial. If the facts or data are of a
type reasonably relied upon by experts in the subject to support the opinion
expressed, the facts or data need not be admissible in evidence.

As these motions to strike indicate, TECO, OPC, and FRF’s cost of capital witnesses relied on
facts and data provided by ratings agencies and other financial reports to support their opinions,
and thus it is clear that the information is of a type reasonably relied upon by experts to support
their opinions. As TECO points out, the rating agency data is not the substantive evidence in this
case. It is the witnesses’ opinions and recommendations on TECO’s financial needs, supported
by the financial data, which is the substantive evidence here. Further, I agree with TECO that
much of the evidence FIPUG highlights consists of the witnesses’ personal knowledge of the
financial industry, and is not hearsay at all.

For the reasons outlined above, I deny FIPUG’s Motion to Strike and TECQ’s Cross-
Motion to Strike.

2 It should be noted that neither FIPUG nor TECO objected to these witnesses” expert qualifications in their
prehearing statements as required by Order Establishing Procedure No. PSC-08-0557-PCO-EL issued August 26,
2008, or at the prehearing conference held Januvary 7, 2009. It appears that the witnesses are all well-qualified to
provide opinion testimony in this proceeding,
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By ORDER of Commissioner Nathan A. Skop, as Prehearing Officer, this _16th day of
January , 2009

N Q.

NATHAN A. SKOP
Commissioner and Prehearing Officer

(SEAL)

MCB

NOTICE OF FURTHER PROCEEDINGS OR JUDICIAL REVIEW

The Florida Public Service Commission is required by Section 120.569(1), Florida
Statutes, to notify parties of any administrative hearing or judicial review of Commission orders
that is available under Sections 120.57 or 120.68, Florida Statutes, as well as the procedures and
time limits that apply. This notice should not be construed to mean all requests for an
administrative hearing or judicial review will be granted or result in the relief sought.

Mediation may be available on a case-by-case basis. If mediation is conducted, it does
not affect a substantially interested person's right to a hearing.

Any party adversely affected by this order, which is preliminary, procedural or
intermediate in nature, may request: (1) reconsideration within 10 days pursuant to Rule 25-
22.0376, Florida Administrative Code; or (2) judicial review by the Florida Supreme Court, in
the case of an electric, gas or telephone utility, or the First District Court of Appeal, in the case
of a water or wastewater utility. A motion for reconsideration shall be filed with the Office of
Commission Clerk, in the form prescribed by Rule 25-22.0376, Florida Administrative Code.
Judicial review of a preliminary, procedural or intermediate ruling or order is available if review
of the final action will not provide an adequate remedy. Such review may be requested from the
appropriate court, as described above, pursuant to Rule 9.100, Florida Rules of Appellate
Procedure.



ORDER NO. PSC-09-0034-PCO-EI
DOCKET NO. 080317-EI

PAGE 4

Attachment A

Direct Testimony of Susan D. Abbott

LA I I L I B R N B B B B I I R R I B R N I I T I Y

FL

Page 4, lines 14— 18
Page 5, lines 7 16
Page 5, lines 20 - 23
Page 9, lines 16 — 24
Page 12,lines4 -7
Page 12, lines 10 - 13
Page 13, lines 1925
Page 14, lines 1 - 11
Page 14, lines 16 — 25
Page 15, lines 1 —2
Page 15, lines 6 ~ 25
Page 16, lines 1 — 18
Page 17, lines 9 — 20
Page 17, lines 24 - 25
Page 18, lines 1 -3
Page 18, lines 8 - 24
Page 19, lines 1 - 14
Page 19, lines 19- 25
Page 20, lines 1 - 12
Page 22, lines 6 — 16
Page 22, lines 20 -- 25
Page 23, lines 1 - 6
Page 23, lines 10 - 16
Page 23, lines 24 — 25
Page 24, lines | - 10
Page 24, lines 21 - 25
Page 25, lineg 1 - 19
Page 25, lines 24 - 25
Page 26, lines 1 - 12
Page 26, lines 18 - 25
Page 27, line 1

Page 27, lines 59
Page 32, entire exhibit
Page 33, entire exhibit
Page 34, entire exhibit
Page 35, entire exhibit

DOCKET NO. 080317.El
FILED: Januvary 7, 2009

USTRIAL POWER USERS G ’

MOTION TO STRIKE PREFILED TESTIMONY AND EXHIBITS
OF SUSAN D. ABBOTT AND GORDON L. GILLETTE

EXHIBIT A

Index of Hearsay ftems

-

. 8 2 B W O O 8 e P e P s

Rebuttal Testimony of Susan D, Abbott

Page 4, ines 6 - 9
Page 6, lines 18— 22
Page 8, lines4— 13
Page 8, lines 16 - 25
Page 9, lines 5~ 12
Page 10, lines 8 - 20
Page 12, lines 5-7
Page 16, lines 8 ~ 9
Page 16, lines 14 - 25
Page 17, lines { -2
Page 17, lines 23 - 25
Page 18, lines 1 -6
Page 18, lines 1721
Page 20, lines 6 — 10
Page 21, lines 2 -5

Direct Testimony of Gordon L. Gillette

-

LB IR B B J

Page 13, lines 7 - 10
Page 17, lines 4 — 6
Page 18, lines 16 —22
Page 19, lines 1518
Page 21, lines 1 -6
Page 44, entire exhibit

Rebutial Testimony of Gordon L. Gillette

-
L
-
-

Page 12, lines 1 — 4

Page 16, lines 13— 18

Page 16, lines 20 - 24
Pages 28 — 32, entire exhibit



ORDER NO. PSC-09-0034-PCO-EI Attachment A
DOCKET NO. 080317-EI
PAGE 5

DOCKET NQ. 080317-E1
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FLORIDA INDUSTRIAL POWER USERS GROUP’S
MOTION TO STRIKE PREFILED TESTIMONY AND EXHIBITS
OF SUSAN D. ABBOTT AND GORDON 1. GILLETTE

EXHIBIT B
Direct Testimony and Exhibit of Susan D. Abbott
(with hearsay testimony underlined)
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BEFORE THE
FLORIDA PUBLIC SERVICE COMMISSION
DOCKET NO. 080317-El

IN RE: TAMPA ELECTRIC COMPANY’S
PETITION FOR AN INCREASE IN BASE RATES
AND MISCELLANEOUS SERVICE CHARGES

DIRECT TESTIMONY AND EXHIBIT
OF
SUSAN D. ABBOTT
ON BEHALF OF TAMPA ELECTRIC COMPANY

DOCUMENT RUMBER-CATE
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1 | A, There are three principal U.S. rating agencies: Moody’s
2 Investors Service (“Moody’s”), Fitch Ratings (“Fitech”),
3 and Standard and Poor’s (“S&p”). They have been in
4 business since the turn of the 20" century or shortly
5 thereafter, and they function as gatekeepers to
6 financial marketplaces. Their primary function is to
7 evaluate the creditworthiness of companies wishing to
8 access capital in the public debt markets.

g

10 Their ratings, expressed as a series of letters and
11 numbers, are used to indicate ¢to investors the
12 likelihood that a company issuing debt will ©pay
13 principal and interest on time, and in amounts expected.
14 of 1 ating a ies in t rlg

15 ; . . - ; £

16 over the life of @ debt Jissue., ingorporating an
17 assessment of all future events to the extent ithev are
18 known.or.can be aaticipated”!.

19

20 The “rating symbols” are English alphabet letters used
21 by all three major U.S. rating agencies and are
22 recognizable regardless of an investor’s native
23 language. The rating scales of each major U.S. rating
24 agency are shown in Document No. 2 of my exhibit. Each
25 rating level represents the probability of default. The

4
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1 lower the rating, the higher the probability of default.
2 When ratings fall from investment grade to non-
3 investment grade, the probability of default rises
4 rapidly teo levels that are often double those of the
5 lowest investment grade rating.

6

7 h_2006, the average cumulative credit
8 b W 13.4 percent b ear
g 20 in the life of a Bas bond, according to Moodv’s. In
10 the same xzeport, they calculated that 30.8 percent of
11 WW than twice as
12 high as Baa-rated securities.’ Converselv, an investor
13 i i i xperien 6.4 rcent loss
14 gver 20 years. Jless than half that of a Baa rated
15 investment and 2 guarter of the loss that can be
16 expected for a Ba rated jnvestment.”'’ Any company that
17 loses its investment grade status, in addition to paying
18 more for the money it borrows to reflect the higher
1% probability of default, has the added challenge of
20 trying to regain its investment grade rating. According
21 to Moody’s. fewer tLhan 35 percent of such companies
22 regain their ipvestment gxade rating mithin five
23 years.t

24

25 | Q. How are ratings used?
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1 completion of critical infrastructure construction in
2 jeopardy and undermine reliability of service.

3

4 Q. What has happened in the electric industry in the past
5 few years?

6

7 A, Two things of importance. Most utilities have gone
8 “back to basics”, meaning they have adjusted their
$ business strategies to refocus on regulated electric and
10 gas services. The other impertant issue is capital
11 spending, The last construction cycle was completed
12 almost 20 years ago. The infrastructure of the industry
13 needs to be renewed, and growth has necessitated
14 additional spending for new generation eguipment as well
15 as new distribution and transmission lines in addition
16 to the extension of those already in place. A _report
17 published op March 24, 2008 by J&P reflects its current
18 copcerns, and is titled Credit Perspective:; Regulatory
18 Risk Remaing for U.S. Utilities. In it., S&P states that
20 for “ptilities..entering a multivear gapital expansion
21 phase <for exewth and Lo accommodate mandatory
22 environmental standards and replace aging
23 infrastructure. borrowing needs will rise.” Therefore,
24 “regulatory risk remains key to gredit gualitv®, I
25 believe Tampa Electric’s challenges mirror those of the

9
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11
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24

25

Regqulators should be concerned about the views held by
rating agencies because electric utilities are capital
intensive entities that must obtain capital from the
markets to provide service. The ¢alifornia Public
Epployee Retirement System estimates that 520 trillion

peeds to be invested in the U.S. infrastructure over the
next 25 vears, This includes investments in electric

utility transmission and distribution equipment,
generation, water facilities, bridges, tunnels, and toll
roads among other things. The need for capital in the
electric wtility industry alone will more than double

appreoximatel 60 billion annuall

by 2010 according to Lehman Brothers’ estimates.V

Utilities throughout the U.S, are faced with large
capital programs needed to upgrade aging eguipment,
provide for growth in their service territories, make
environmentally conscious investments and maintain
service guality. Utilities must rely on either debt or
equity capital provided from external sources and the
funds a company can generate internally to finance these
capital programs. There are no other options. A
company’s creditworthiness, as expregsed through its
ratings, will dictate its ability to attract capital in
an increasingly competitive capital market.

12

Attachment A
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1 Q. What impact does regulatory action have on a utility’s
2 ratings?

3

4 | A. Quite a lot. Capital-intensive companies like utilities
5 need to maintain access to capital markets on reasocnable
[ and sustainable terms. Regulated utilities are unique,
7 because they are not free to set their own prices for
8 service, Their financial integrity is a function of the
9 way the company is managed and the price levels set by
10 regulators in a rate case. Rates are established by
11 regulators to permit recovery of operating expenses and
12 to provide a fair returr on the capital invested. It
13 follows that rate decisions by utility commissions have
14 a major impact on the financial health of utilities.

15

16 Indeed, it is fair to say that the investment community
17 perceives that utility commissions have a significant
18 impact on the financial health of the utilities they
19 regulate, For example, Moody’s states +Lhai Ithe
20 su rtid 5 o e regu ory framework under whi

21 utility goperates is a egritical ratipa factor”':.
22 " s further St iandifi r
23 [for utilities] might be future disallowances of
24 investme h, m i an rs

25 th i n x

13
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1 they were made”*', And, in its 2008 Industry Outlook,
2 ‘ i is “an increasing likelihood
3 that wtility cash gutflows could materislly outpace
4 authorized cash inflows - thereby potentiallv creating
5 an acute deferral/recovery gverhang risk”vit S&2
6 gzpressed its view on the subject even more explicitly
7 by paming an article  written in 2004, SUtility
8 i min i Ratingg?” The artigle is a
9 tutorial on how S&P analvzes regulation in light of the
10 » W ingreasi influ that regulators re
11 asserting on the rredjitworthiness of wtilities.”.

12

13 Q. What are rating agencies looking for relative to
14 regulation going forward?

15

186 A, ing agenci keenly aware of the capital endj
17 cvele utilities have just entered. They have opipned
18 whi i d re

19 glectric wutility sector currently zremalins stable.
20 material negative bias appears to be developing over the
21 intermedigte and longer Leim due to Iapidly kising
22 bugsiness and operating risks”™. TIhe &ising business
23 and operating risks referred to are associated with the
24 current building cvgle. Therefore, rating agencies axe
25 looking to see whether regulators are taking sufficient

14
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17

18

19

20

21

22

23

24

25

action to preserve the £financial integritv of the
[ Liti ] ]

How are ratings established?

in lvsi is plex exercigse t striv to

balapce financial results against gualitative risks.

ora r nd indust in  whic he n
operates, While there are deozens of metrics calgulated
exmi i & in w
f£i ial ul

, . ial ] ith risk 1 1s d ined
by examining a company’s geperating risks, political
environnment, and competitive position. S&P emphasgizes,

wever L i itica
with a
itg File of ti T . it)
nti n i i h'd

Lo the extent that theix Dusipess challenges and

ne tha h » ' inesg—-rj
rmi h ) ial ri i
any rating categorv”™. The primary business xgisk the
nci ilities i i
15



ORDER NO. PSC-09-0034-PCO-EI

DOCKET NO. 080317-EI

PAGE 14

10

n

12

13

14

15

16

17

i8

139

20

21

22

23

24

25

The rating agencies have Lheir own views of the

whi n s u Q
pay attention to Knowledgeable Wall Street and other
financial firms who express views on state regulatory
g;__;_m;_@_s__ Florida is presently regarded by a aumber of
equity analysts as bhaving & constructive regulatory
environment pecause of innovative and fexzward..looking

reculatory practices, dingluding the timely recovery of
storm restoration costs as a result of hurricanes in

2004 and 2005, and timely recovery ¢f changes in fuel,
purchaged ©power, congervation, and sgovironmental
compliance gcosts. Regulatory Research Associates

" d ir fo irel X

utilities, ranks the FPSC as “Above Average 27* on a
ale that ns from Q Avera in. w

no_entries curxrently) to Below Average 3 The erntire

RRA rankings are presented in Document . Ne. 2 of my

gxhibit,

Constructive regulatory policies and practices that
support the creditworthiness of the utilities a
regulatory body oversees is one of the most important
issues rating agencies consider when deliberating
ratings. Regulation in Florida is considered among the
best in the country, and that has benefited customers by

16

Attachment A
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1 allowing utilities to provide for their customers’ needs
2 7 at a lower cost than they might otherwise. This has
3 been one of the factors that have helped Florida
4 utilities maintain pace with the growth in the state,
5 which is essential to economic develepment.

6

7 Q. What does S&P emphasize in its ratings grid?

8

L] A, S&P emphasizes three metrics: 1) funds from operations
10 as a percentage ¢of debt outstanding (“FFO/Debt’), 21
11 ion v f interes nEFE nt”
12 and 3} debt to total capitalization {(*Debt/Cap”), All
13 three metrics measure cash flow or the obligations that
14 need to be covered by that cash. The first two are cash
15 ’ measurements that describe how well a company’s cash
16 flow from operations supports its debt and interesy
17 burden, The third metric, Debt/Cap, describes how heavy
18 that burden is. Numerous other financial metrics are
19 calculated when @ rallng is assioned, but gash fLlow
20 metrics are Lhe most important, After all, cash
21 obligations can only be paid by cash. Therefore, how
22 well a company generates cash relative to its cash
23 obligations is critical to an analysis of
24 creditworthiness. SEP calls “gash-flow analysis the
25 single mest critical aspect of all <xedit rating

17
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1 decigiops” ™', Although thev do not publish a ratings
2 arid, Moodv’'s and Fitch wse similar financial metrics
3 and emphasjize cash flow strongly.

1q

5 Q. Do the agencies overlay gqualitative measures on the
6 financial metrics in assigning ratings?

9

8 A. Absolutely. There are a number of gualitative issues
9 that affect a company’s rating, but the single mest
10 important qualitative risk factor analyzed by the rating
11 agencies for electric utilities is the gquality of
12 regulation. Strategy, capital programs, customer base,
13 n i i ofile (i.e., whether tility j

14 low risk transmission and distribution company or a
15 higher risk vertically integrated gne) are all
16 important, but a company’s financial integrity is
17 ignifi i t rates r al

18 |. company to chaxge, Regulators authorize the level of
19 zeturn on equitv, the amount of equity on which a
20 [oTe) i W earn nd rate nd

21 factors help determine cash flow. Since gash flow is of
22 resoundipg importance, rating agencies are keenly
23 focused on rates and whether they create cash flow that
24 A% i obli ions.

25

18
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1 SzP recently changed their descriptive ratings grjd
z i to ilities Lo normali thelr expression with
3 that used for all other corporate entities, They rank
4 companies for businegss zisk using the following
5 appellaticns;: _ “excellent”, “strong”, lsatisfactory”,
6 *weak”, and “vulpnerable”, Financial risk is described
7 *minimal”, “modest”, “intermediate”, “aggressive”, or
g “highly leveraged”. a1l utilities have been dudaed to
9 have “excellent” or “strong” buginess risk profiles,
10 This reflects the guality ¢f regulation and the
11 continved need for supportive requlation to maintain
12 credit ratings that allow free agcess to capital
13 markets., The entire &P grid is wn i nt No
14 of my exhibit,

15

16 | Q. Cnce ratings analysts have all of this information, how
17 is a rating determined?

i8

18 | A, i ine iv

20 |  involves a detailed examination of all the information
21 availaple Lo Lhe analvst, and the apelication @f a
22 sigpificant amount of judgment based on experjence. I
23 is always difficult to accurately predict what a zating
24 agency will de. Howevex. rxatipng agencies provide
25 investors and xrated gompanies gome guidelines as Lo

19
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1 their methodglogies. S&P is the most transparent about
2 their zating practices, although their metrix that
3 i ris i ) i i Iy bro

4 go understandine when thev might move a rating is
5 extremely difficult, Nevertheless, the process rating
& agencies use Lo determine a rating is fairly
7 strajghtforwaxd. Qouce the financial metxics are
8 calculated and an analvst has determined the business
L] isx 1 m r r u

10 to those of comparable companies in the industrv as well
11 as_against internal stendards that have been developed
12 at each rating agency.

13

14 Q. In your opinion, what should Tampa Electric be targeting
15 as its credit rating?

16

17 A. Tampa Electric needs to access the capital markets in
18 order to make capital investments for the benefit of its
19 customers. Because it is in competition for capital
20 with other utilities and infrastructure entities, it is
21 essential that Tampa Electric have credit quality
22 sufficient to ensure access to capital under all market
23 conditions. In my opinion, that desired rating level is
24 in the A range. To achieve this rating, regulation must
25 suppeort the financial integrity of the company to a

20
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1 spending period and potential hurricane damage.

2

3 Q. How does S&P view Tampa Electric under its descriptive
4 ratings grid?

5

6 A. Tampa Electric is gconsidered to have gzap lexcellent”
7 i i i in part because it is a regu

g electric utility serving a growing customer pooulation
9

10

11 in ial metrics ar e ive modest

12

13 S&P’s business risk level of “excellent”, and financial
14 i i b ive” uwalifies co

15 a BBB rating, which is the rating Tampa Electric
16 r has. For Tampa Electric to achieve a better
17 rating to carry it through its construction program,
i8 during which financial stress may degrade its metrics,
19 the company should have stronger financial metrics.
20 Document No. S of my exhibit contains g comparison of
21 ic’ i i i to

22 h in assumi hid 1 il
23 bus ri i as what |

24 £l £ ial risk indi i ; bl
25 “intermediate” level, which would gualifv for aan A

22
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1 rating.

2

3 As_can be seen, Tampa Electric’s metrics, especially the
4 important cash flow metrics of  EFQ/Debt  and
5 FEQ/Interest. currently fall in, or neaxr, the guidelines
[ for the BRB rating categorv. More importantly, however,
7 they are deteriorating. With a heavy capital program
8 and persistent need to access the capital markets, Tampa
g Electric requires healthier financial metrics to ensure
10 capital market access on a sustainable basis. -As
11 mentioped eviously ‘s is goncerned about the
1z overall industry’s £inancial indicators, which “have
13 been rslatively stable over the past few vears .. a
14 i 1 i r r metri woul need
15 fo offset the pace of xising business and operatigg
16 riolt Y

17

18 Q. Document No. 5 of your exhibit shows that some of Tampa
19 Electric’s credit metrics in 2007 and in proijected 2009
20 fall within the A range of the S&P matrix. Doesn’t that
21 indicate that Tampa Electric already has credit metrics
22 that should gqualify it for an A rating?

23

24 A, Cleaxly pnot. All three of the rating agencies affirmed
25 Tampa Electric's ratings jin the BBB categorv. The

23
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1 rating reports state either that Tampa Electric’s credit
2 metrics are consistent with the current rating, or that
3 improvements in the company’s g¢redit metrics could lead
4 ;Q_@g"iwgma___x_npgqggmenis. The S&P matrix that compares
5 business risk and financial risk is, as 1 noted, very
3 kbroad_and does not represent the onrly factors affecting
7 a rating. For example, a utilitvy with the same credit
8 metrics as Tampa Electric but with modest capital needs
] that are expected to be met entirely with internal cash
10 flows might be rated A. But, it is very c¢lear that
11 Tampa Electric  has significant capital spending
12 requirements that will require external funding, and
13 this is a continuvation of a trend that has resulted in
14 the deterioration of the company’s credit metrics over
15 time, as Document No. 5 of my exhibit illustrates.

16

17 Q. What are the most recent pronouncements of the rating
18 agencies that you believe are relevant to Tampa
19 Electric’s financial standing?

20

21 h. Most recently, Fitch affirmed Tampa Electric's rating,
22 giting credit concerns related  to constr ion
23 expenditures, enviropmental regujrements, and the need
24 for base yate relief to maintain current metrics, At
25 e same tim r nizing t istinc n_betw Tampa

24




ORDER NO. PSC-09-0034-PCO-EI Attachment A
DOCKET NO. 080317-EI
PAGE 22

1 i i u T Ener

2 Iampa Electric’s parent company. Lo BBBE- (investment,
3 grade} from BB: (non-invegstment gradel. gimilarly,
4 Moody's affirmed Tampa Electric’s ratings in December of
5 2007 hut upgraded TECO FEnergy’s ratings, In its press
& release, Moody's stated that a “ratipe wupgrade of the
7 stilid Tam ri : i ed

8 iti ari n e 3j nd_timi it

° expenditure program and the magnitude and regulatory
10 se ot i ra in e

11 capital expenditures”®. Tinallw, in June 32008, SsP
12 eg i 1 T

13 itiv j b d

14 o] jeve tter i i it € 8

15 achieving greater cash realizafion  through  the
18 regulatorv procesg”, They go @on Lo say Lthat, “the
17 companv's ability to mapage regqulatory risk during the
18 construction program will he an important factor in
19 resolving the positive outlook”*"!.

20

21 Q. In your opinion, what are the implications of those
22 pronouncements for Tampa Electric?

23

24 | A. Eirst, all three of the rating aaencies cCite the zane
25 capital program and necessary rate relief as issues of

25
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10

11

12

13

14

15

16

17

i8

19

20

21

22

23

24

25

) 1y’ 3, in i Credit Opinion on T
i in D r of 2007, t by
is constrained by expected high g¢apital expenditure
reguirements for the system reliability and
environmental compliance.”.*! all hree rating
agencies have c¢learly expressed their ooinion that Tamps
] . . P21 Lt ] £ ; i

r ver significant expenditures cn its system and
uncertainty regarding future rate decisions, Az @

ult hev a keeping Tam 1 ic’ ! he
EBB/Baa level in anticipation of continued fipangizl
strain and uncertainty about regulatory cutcomes,

If the Commission approves the rate increase as
requested by Tampa Electric in this proceeding, will

this be sufficient to improve its credit rating?

, hould 1 ffici Looki he s id

: he 2009 ; . ) l ‘

i se i it i . be i
£ in the I . ] l it

metrics would improve measurably from their current

1 ] i 1 Jeclini ) hi ]

rating agencies have gited as a gcatalyvst for future

26
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1 upgrades of Tampa Flectric’s credit ratings.

2

3 Q. Please summarize your direct testimeny.

) .

5 A. rect t jmony suppo e i r

3 Electric’s curxent ratings arve primarily the resuli of
ki 1 i isk leov and gen e
8 regulated electric wptility seqltor since the companv’s
9 last rate f£iling, and 2) an unrelenting need to fund
10 capital expénditures in order to provide service to a
11 constantly growing customer base. I also conclude that
12 in order for Tampa Electric to access the capital
13 markets to continue to fund a robust and necessary
14 capital program &t costs that limit rate impacts on
15 customers, it needs to improve its ratings to the A
16 level. Approval of the company’s requested rate
17 increase should improve its credit metrics and result in
i8 an A level profile,

18

20 Q. Does that conclude your direct testimony?

21

2z | A. Yes it does.

23

24

25

27
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n d ting 8 1s?
inyestment Grade Nen—Investment Grade
ABA/Raa BB+/BPal
Axat/hal BB/Baz
AA/Ba2 BB-/Ba3
~/hal B+/Bl
AH/AL B/B2
.V7.vA -/B3
A-/A3 CCC+/Caal
+/Baal CeC/Caa2
BBB/Baag CCC-/Caald
~/Ba cc/Ca
c/c
Rina
The definition foxr the lowest investment dorade catedgory,
BBB/Baa (locluding the #. =, l...2. apd J gradations) means
they are Isubject to moderate gcredif risk, They are
considered medium-grade and as zugh mpay pesscss gertain

SFBQJZJ ative EIIESEEIE]:] st j GS n2
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Standard & Poor’s Corporate Ratings Matrix
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Tampa Electric’s Credit Metrics
yersus
Standard & Poor's Metrics Matrix
2004 - 2009 Tes! Yoar
SAP Ratings Lavel
{Business Risk "Excaliont). Proforma Adiusted
—wFCinancialBisk

__bogressive  intemediate Actual walrates wiaites (1]

888 A 2004 2008 2008 2007 2009 2008

2  EEOMett 10%-30% 25%45% 8% % 0% 0% 0% 39%
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_ b construction program and the need to purchase large
2 amounts of fuel and purchased power on a regular basis.

— 3 Bclid creditworthiness is essential for both access to
4 the financial markets, and to make capital expenditures

- 5 and to purchase fuel, materials, and supplies necessar§r

_ 6 to produce electricity for ratepayers. My bLestimony is
7 meant Lo help the Commissioners make a fully informed

- 8 - decision by providing diosight inte 1) bhow finapcial
) integrity is regarded by the rating agencies, 2} how

- 10 rating agency actions affect a company’s access Lo
11 capital, and 3) what the financial metries would be with
12 and without the rates requested, both cases assuming a

- 13 55 percent equity level, as a way to gauge the effect on
14 Tampa Electric’s financial integrity of any decision the

- 15 Commission makes. Dr. Weolridge, Mr. OfDonnell, and Mr.
16 Herndon make ne attempt whatspever to provide

- 17 information on what their recommendations would do to

— 18 the financial integrity of Tampa Electric.
18

- 20 Q. How do Dr. Woolridge, Mr. O'Donnell, and Mr. Herndon
21 reflect their interpretation of your testimony?

- 22

- 23 A, In his direct testimony, Dr. Woolridge states on pages
24 85, lines 1% through 21 and 86, lines 1 and 2, that I do

- 25 “not perform any studies to evaluate the adeguacy of Dr.

4
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B 1 Q. But shouldn’t Dr. Woolridge, Mr. O’Donnell, and Mr.
2 Herndon expect ratings analysis to include consideration
- 3 of allowed returns on equity?
[
- 5 | A, Yes. Any credit analysis includes an examination of
3 allowed returns on equity. However, more important to
7 creditworthiness than the level of returns allowed is
— 8 hew ROE, capital structure and rate design work together
L in light of the level of a company’s business risk to
- 10 generate cash flow that 1s adequate to support a
11 cempany’s credit ratings. Mr. Herndon fatuously states
- 12 that 1 suggest that the company’s ratings would
- 12 “automatically” improve if it were granted its reduested
14 return on eguity. After 20 years of working at a rating
- 15 agency, and more than ten years working with them from
16 the outside, I know that nothing is “automatic” about
- 17 what they do, and the return op equity is far from the
- 18 only thing the rating agencies look at. What 1I_did
18 suggest was that approval of the requested rate increase
- 20 and gapital shructuyre would improve +Lhe. company’s
21 £ ; £i] } . ) ; . } ]
- 22 rating agepcies siould be warranted.
_ 23
24 Q. Why have you concluded that none of the three intervenor
-— 25 witnesses demonstrates an understanding of the rating

6
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- 1 Q. Why is Dr. Woolridge mistaken in his approach to this
2 issue?
- 3
4 | A,  The jinclusion of FEAs @as debt equivalents has been
- 5 incorporated as _a core part of utilitv credit analysis
_ 6 by the rating agencies gince the early 1990s. SsP has
7 always taken @ more systematic approach to the jissue
— 8 than has Moody’s. S&P has published numercus articles
2 on the fopic, and clearlv stated in its Mav 7, 2007
- 10 update on the topic. “in cases where a regulator has
11 gstablished a Dpower cost adjustment mechanism that
B 12 recovers all prudent PPA costs., we emplov a xisk faclor
—_ 13 of 25 =© ” Florida has establishcd such an
14 adjustment mechanism, and therefeore, Tampa Electric
- 15 qualifies for S5&P’s 25 percent risk factor adjustment.
16 itl ic witn n
- 17 discusses in his rebuttal testimopv, S&P has told Tampa
— 18 Electric that this is the risk facgtor ihey use when
13 making adjustments to . the companv’s.balance sheef. Even
- 20 though there is a purchaged power cost pass-thriough
21 mechanism in Florida. S4F apparently Dbelieves ihele is
- 22 encuch residual risk to reflect a 25 percent risk factor
- 23 N . ] s : !. ‘. } " ] i* } J. l]
24 pass-through clause entirely mitigates the risk of the
- 25 BP3s.,
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_ 1 Q. How do you respond to the claim that Moody’s does not
2 adjust for PPAs, and, therefore, those adjustments
- 3 should be ignored?
4
- 5 | A. The <Lruth is that Moody's does caleowlate a deht
_ d equivalent for PBAs.  IThev just do pob puf as.much
K weight on them as does SgP, and aay not under certain
- 8 clrcumstances, reflect the adiustment in thejr merric
9 Hevertheless, the congept that 1f rating agencies make
- 10 different adjustments. those adjustments should somchow,
11 be negated makes no sense That . approach showe a lack
12 of understanding of how investars wview xatings and risk.
— 13
14 Q. Why is that?
- 15
16 A. If the inclusion of PPA obligaticons as debt equivalents
- 17 results in pressure on either a rating that becomes
- 18 visible toc investors in the form of a negative outlook,
18 or a lower rating than another agency has for that same
- 20 company, the investors will default or give more weight
21 to the lower outlook or rating. That negatively affects
- 22 a company’s ability to access the market and affects the
_ 23 interest rates for new debt.
24
- 25 | Q. You cited two issues Dr. Woolridge is mistaken about.
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_ 1 What is the second?
2
- 1| A Dr. Woolridge emphasizes that debt imputed by 8S&P
4 relative to PPAs is not GAAP accounting, and therefore
- 5 investors will not see the liability on the company’s
_ [ financial statements.
4
— 8 The ratinc acgencieg wuse GRAP statemente as 2 starring
3 point in their analyses. However, since they are
- 10 interested only in cash flow measures of
N 11 greditworthbiness., they make zoutine agdiusiments to
12 financial statements to include or exclude items. The
- 13 rating acency bhelieves those items rpepresent a Lixed
14 gbligation or change the level of cash flow. They mzke
- 15 these adiystments regardless of what the GAAP treatment
1% of those items may be. In addition. Lhe rating agencies
- 17 reutinelv publish reports on the adiustments they make.
- 18 go investors are well aware of whal they are. Investors
19 do not blindlv accept GAAP statements as the whole fruth
- 20 of a company’s creditworthiness. If Dr. Woolridge
21 understood that, he would never have made the odd
- 22 statement that investors would never see the adjustments
- 23 the rating agencies make.
24
- 25 Q. What statements did Mx. O‘Donnell make that indicates he

10
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1 | A. Mr., O'Donnell is being provocative rather than helpful
2 in his critique of my testimony. The ™“conflict of
- 3 interest” that he refers to on page 42, lines 6 and 7,
4 is grossly misunderstood by most and irrelevant to this
- S case. i lves x ou tion on
8 of some that the rating agencies gannot be pobjective
7 a e aid i H 3 It is
- g kard to sse why, even if the assertion were true, it is
2 relevant here. In addition, he suggests that I believe
- 10 rates for electric service should be set by the rating
11 agencies and that I dc not understand the regulatory
12 process. Further, the idea that a management concerned
— 12 with its ratings is going to take risks it otherwise
13 would not demonstrates a complete lack of understanding
- 15 of rating agencies. Rating agencies do not like risk,
16 and would, therefore downgrade or otherwise maintain a
- 17 low rating on a company that increased its risk.
- 18 Therefore, where is the incentive provided by a rating
13 agency for company management to take «risk? There
- 20 simply 1is no incentive. Mr. O'Donnell’s statements have
21 nothing to do with the substance o©f my testimeny, or
B 22 Tampa Electric’s financial integrity. He seems to have
- 23 been unable to formulate a cogent argument as to why
24 Tampa Electric’s financial integrity is not important to
- 25 the Commission, and has chosen instead to attack the

12
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- 1 recovery clauses the FPSC allows which do diminish risk
2 to a certain degree, they have not demonstrated that

- 3 they understand that the utility industry suffers from
4 high levels of financial risk.

- 5

_ 3 Q. What do you mean by “financial risk”?
7

- 8 | A. Rating agencieg construct ratings by examiring both
S business risk and financial risk. Business «risk

- 10 includes such issues as regulatory practices, the growth
11 rates for electric sexvice in the service territory,
12 fuel use, customer mix, etc. Financial risk relates to

- 13 how much leverage a company has and how well Zts cash
14 flow covers its obligations. As I explaiped in my

- 15 direct testimonv, §&P evaluates all companies for
16 - " - ”

- 17 4 “ " »

- 18 Leveraged”. Although 133 of the 180 utilities S&P rates
19 » il i their

- 20 business xisk dis low. 106 are <deemed to bave
21 thggressive”., or high financial gzmisk. while €3 have

- 22 . iate” i Qoly one is deemed to

- 23 i » £] i As _a result, even fheir
24 2 ” husipess isk positions only generate an

- 25 average indugstzy rating of BREB. In ftoday’s markets, BBBR
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_ 1 114t .
2 but onl MA i t.
- 3
4 Q. What indicates that Dx. Woolridge, Mr. O'Donnell, and
- 5 Mr. Herndon are out of touch with market conditions?
&
7 A. Several things. First, Mr. Herndon illegically claims
— 8 that a 7.5 percent return on equity would be attractive
9 to investors. In the current market cnvironment, if BEB
- 190 utilities even have access to the markets, they are
11 paying 9 pexrcent and 10 percent for 10-year debt. No
- 12 equity investor will accept an eguity return that is
— 13 lsgs than the company’s ccst of debt, simply because the
14 equity holder’s risk 1s higher than the debt holder’s.
- 15 In fact, that subordinate position leads equity
16 investors to demand a reasonable spread between the cost
- 17 of debt and the return on equity. Mr. Herndon also
_ 18 compares his recommended return on equity to the risk
19 free rate, which is quite low. In fact, the Treasury
-~ 20 rate has been pushed down to stimulate economic growth,
21 while the c¢redit markets, when they are open, are
- 22 requiring higher and higher spreads to that Treasury
- 23 rate. ZIhe.pew issue bond market was clesed entirelv for
24 two weeks in Septembex., HWhen it reopened., it opened to
- 25 A and AR ralted utilities and AAR corporations. Spreads,

17
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_ 1 which had beep in the 175 to 300 basis pojnts vange for
2 A rated utilities aLk the low end. and splif rated
— 3 ptilities in the BBB range at the high end, prior to the
4 market closing increased ro 350, then 400, and uere
- 5 recently at almost 700 basis points £or unsecured 10
6 year debt of investment grade split rated companies.
7 Dr. Woolridge claims that capital costs are at historic
- g lows. This is the same misinformaticon provided by Mr.
9 Herndon. Tregsury rates may be at historic Jows, bat
- i0 utilities do not borrow at Treasury rates. The evidence
11 is clear that interest rates required by investors to
- 12 lend money to utilities are higher than they have been
- 13 since the recovery from the economic slump of the early
14 1990's. In addition, the difference 1in cost Ifrom one
- 15 rating category to the next is higher than it has been
16 in at least 20 yeaxs. More importantly, access is
- 17 limited.  Despite mest utilities having aggxessive
_ 18 construction spending needs, issuance of utiliry debt in
19 the U.S, dropped in the thizd quarfer of this year hy
- 20 half, from $20.1 billion to $5.7 billion, according ta
21 Dealoaic,
B 22
. 23 Q. The absence of a study of the cost of an increase in
24 Tampa Electric’s ratings, assuming the reguested return
- 25 on equity is granted, has been criticized by both Mr,

i8
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_ 1 the targeted 55.3 percent eguity ratio, with and without
2 the requested rate increase. However, Tampa Electric’s
- 3 witness Mr. Gillette provided a complementary exhibit to
4 mine which included what the financial metrics would be
- 5 without the proposed rate increase at Tampa Electric’s
_ 6 2007 eguity ratio of 46 percent. The resulting
7 fingncial metrics indicate rthe company needs hoth rate
— 8 retief and the proorsed equity ratic tn ha mere asanrerd
g of achieving c¢redis rpating parsmerers  gwithin o ite
- 10 target si A de ati
11
12 Q. Please summarize your rebuttal testimony.
—- 12
14 A. My rebuttal <testimony explains my view that Dr.
- 15 Woolridge, Mr. O’Donnell and Mr. Herndon either did not
16 understand, or will not acknowledge that my direct
- 17 testimony was in support of Tampa Electric’s need for
_ 18 improved financial integrity in order to access the
19 capital markets to successfully pursue an ambitious
- 20 construction program undertaken for the benefit of
21 ratepayers. None of them explored what their own
- 22 recommendations meant to the financial integrity of the
- 23 company, and they seem to have failed to understand the
24 benefits to both consumers and fipancial partners of a
- 25 financially healthy utility. I have demonstrated that,

20
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_ 1 contrary to Dr. Woolridge, Mr. OfDonnell and Mr.
2 Herndon’s claims, the financial markets are hath
- 3 difficult to access and are. demanding higher rates of
1 interest, even for what mould De gconsidered
- 5 Ycreditworthy” entities, I have also injected some
6 balance into their views of how much risk the utility
7 industry endures. My direct and rebuttal testimonies
- 8 were written to illuminate the issue of financial
g integrity and how important it is to a company that
- 10 necds to access the capital markets on a regular basis.
11 Not one of the witnesses acknowledges my focus on cash
- 12 flow and how a regulatory decision affects credit
— 172 metrics. The Commissicners, while taking into
14 consideration all of the relevant testimony provided
- 15 them in this case, must understand that their decision,
16 which is theirs alone to make, will have a profound
- 17 impact on Tampa Electric’s ability to access the capital
" 18 markets, and at what price. Credit metrics combined
18 with business risk factors dictate the level of a
- 20 company’s creditworthiness. Creditworthiness defines
21 the ability of a company to access the capital markets.
- 22 with a $3.5 billion construction program in progress,
_ 23 Tampa Electric¢ needs to improve and then maintaip its
24 financial integrity in order to access the markets at
- 25 will, This message was lost on Dr. Woolridge, Mr.

21
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.

1 Financial strength is often referred to in regulatory
2 circles as “financial integrity”. If the company and its
3 regulators act in ways that maintain or enhance the
4 company’s financial integrity, customers will ultimately
5 benefit. The Commission has a history of performing the
3 delicate bpalancing act between rate increzsses and
7 maintaining financial integrity very well. The rating
k| agencies and Wall Street alike have long recoanized the
9 Commission for its constructive regulatory gdecgision
10 making. The Commission is viewed by Wall Street and the
11 public as being tough but fair in reaching an appropriate
12 balance between the interests of customers and investors.

13
14 CREDIT RATING OBJECTIVE

15 | Q. What is Tampa Electric’s current credit rating?
16

17 A. Tampa Electric is currently rated in the BBB range by the

18 three major rating agencies: Standard & Poor's (“S&P”),
19 Moody’s Investor Service (“Moody’s”) and Fitch Ratings
20 {YFitch”). In her direct testimony, witness Abbott
21 explains in more getail how the rating agencies currently
22 view Tampa Electric and how they have derived their
23 ratings for the company.

24

25 Q. What credit rating is the company targeting in the future

13
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12

13

14

15

16

17

18

19

20

21

22

23

24

25

Q. Do the credit rating agencies publicly announce or

publish what it takes to achieve certain credit ratings?

A. VNo, Ihe processes used by the ratipng agencies to
) . 1 . 1 ; id
qualitative and nti iv factors, The ratings
process typically provides little transparency, and the
rating zgencies publish no precise guidelines regavding
how to achieve a certain rating. S&P is the only rating
agency that has even attempted to provide some level of
quantitative guidance. Some years ago, S&P published a
matrix that identified ranges of credit parameters, such
as coverage ratios, necessary to achieve certaln credit
ratings. However, S&P has recently modified this matrix,
broadening the ranges for the ratings and leaving more
room for 3Jjudgment on their part, but creating greater
uncertainty on the part of debt issuers, like Tampa
Flectriz, on the exact quantitative taxrgets needed to
achieve certain credit ratings. In addition, since the
rating agencies consider gualitative factors as well,
achieving the qguantitative parameters does not ensure

that a particular rating will actually be achieved.

CAPITAL STRUCTURE

Q. What capital structure is Tampa Electric proposing in its

17
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1 test year?

3 A, Tampa Electric is projecting, for the 2009 test year, a

4 jurisdictional adjusted 13-month average fipnancial
5 capltal structure consisting of 44.7 percent debt,
5 including off-balance sheet purchased power obligations,
7 and 55.3 percent common equity. This 35.3 percent equity

£4-3

ratio is necessary since the caompany boelizves  the

[£<3

combination of this capital structure and the resulting

id cecverage ratlos should enable the achicvement of c¢redll
11 parameters commensurate with debt ratings in the single A
12 range.

13

14 Q. What coverage ratios are important tc rating agencies?

15

16 | A, Ag paxt of their guantitative analyses, rafing agencies
17 focus on cash coverage ratios to determine a company’s
18 ability Lo meet dits interest paymenis and debt
19 obligations.  Tveical coverage ratlos reviewed by the
20 agencies axe Funds £xom Qeerations Lo  lptexest
21 {FFO/Interest) and Funds from Operations &Le..Total Debt
22 (FFQsDebtl .,  Document No. 5 of my exhibit shows Tampa
23 Electric’s credit parameters on a historicai and
24 projected basis. It shows that there has been a
25 significant deterieration din Tampa Electric’s credit

is
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1 metrics as used by the credit rating agencies. If Tampa
2 Electric’s requested rate increase was not granted and
3 the capital structure remained at the 2007 level, there
4 would be another significant decline in the credit
5 parameters. For Tampa Electric to improve its credit
[ metrics, equity infusions from TECO Energy and base rate
7 relief are needed. In her direct testimony, witness
8 Abbott further addresses these credit parameters and the
g effect these factors have o¢n Tampa Electric’s credit
10 ratings.

11

12 Q. Did you consider other credit parameters when targeting
13 ratings in the single A range?

14

15 | A. Yes. Although ihe rating agencies tend to focus on cagh

16 coverage xatlos. another commonly used paxameter in the
17 utilitv ipdustxy is an Earnipgs Before Interest and Taxes
18 to Interest {EBIT/Interest} coverage ratio, This
19 coverage ratio is included in the company’s MFR Schedule
20 b-9 and is reported in Schedule 5 of the company’s
2t monthly Surveillance Report (filings. Tampa Electric’s
22 coverage ratio for EBIT/Interest has been declining and
23 is projected to be 2.1 times in 2009. This same coverage
24 ratio averaged 4.6 times in 1992 through 2000 and 3.5
25 times in 2001 through 2007. The 2.1 times represents an

19
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* | A Yes.  Since the rating agencies consider portions of

z lona~term fixed pavments associated with purchased power

3 agresments as debt and analyze company credif profiles
4 with an adiustment Lo iks gcredit parameters, the
5 Wmms&daaml&tmmmﬂgcmm
p $iust . Nis i , ¢ addi 1

8 Q. Using the $&P methcdology, please describe the

5 calculation for the additicnal debt that reflects the
10 associated risk of long-term purchased power agreements
11 in Tampa Electric’s capital structure.

12

13 A. S&P discounts fonture capacity payments using a discount
14 rate based on the cost of debt, and then applies a “risk
15 factor” to determine the amount of imputed debt to
16 include in the adjusted debt to total capital. For
17 similarly situated electric utilities as Tampa Electric,
18 S5&P uses a risk factor of 25 percent. 58P also imputes
19 an annual amount for interest expense in cash coverage
20 ratios for the imputed debt.

21

22 Q. Using &S&P's methodology, how much debt and interest

23 expense has been imputed to recognize the impact of
24 purchased power agreements on Tampa Electric’s capital
25 structure for 200972

21
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- 1 is Tampa Electric’s. AaAdditionally. recent discussions
2 with the raring agencies suggest that Tampa Flectric’s
- 3 current credit parameters. including its equity ratia,.
4 are not sufficient to justify a single A wating. Hence,
- 5 the more important factors for Tampa Electric to obtain
_ 6 stronger debt ratings are for the company to receive the
7 rate relief requested, including the proposed equity
—_ B ratio and return on equity,
]
- 10 | CARITAL STRUCTURE
11 Q. Messrs. Woolridge and O’Donnell suggest alternatives to
1z the 55.32 percent equity ratio proposed by Tampa
— 13 Blectric. Why should the Commission reject their
14 " recommendations and use the company’s proposed equity
- 15 ratio?
16
- 17 | A. In the interest of lowering the revenue requirement, the
- 18 intervenor witnesses have recommended much lower equity
19 ratios than the company has proposed. Although they
- 20 derived their recommended equity ratios using different
21 arguments or justifications which I will discuss later in
B 22 my testimony, their recommendations were similar (48.9
_ 23 percent and 49.6 percent} compared to the company’s
24 proposed 55.32 percent. While ’Mr. O’Donnell’s 49%.6
- 25 percent recommendation was not stated directly in his

1z



ORDER NO. PSC-09-0034-PCO-EI Attachment A
DOCKET NO. 080317-El

PAGE 54
- 1] A Dr. Woolridge makes three basic points in support of his
2 position that a PPA adjustment is not warranted; 1) the
— 3 risk factor is not defined, 2) the adjustment is not in
4 accordance with GAAP accounting, and 3) the PPA payments
- 5 are unlike debt. While Ms, BAbbott addresses some of
- 3 these issues in her rebutﬁal testimony, I have a few
7 additional cofnments regarding his first and third points.
- 8§
9 In his first point, Dr. Wocelridge gquesticns the usc of
- 19 the 25 percent risk factor in calculating the imputed
11 debt amount and he states that the “SgP risk factor for
- 12 imputing debt is not well defined and cannot be assessed
_ 13 in this sitvation.” o the cgontrary, through direct
14 discussions with SsP, the compapv is aware that S&P has
- 15 in: i r i credi
16 rating analysis of Tampa Electric by applving a 25
- 17 n he capacit
- 18 pavments, This is exactly what Tampa Electric has done
19 in preparing the projected adjustment in this proceeding.
- 20 This is further supeorted by Document HNo, 1 of my
21 Rebuttal Exhibit No. _ {GLG-2) which is an article that
- 22 suggests that S&P would use a 23 percent factor for
- 23 companies with recovery g<lause umechapisms similar Lo
249 Tamea Electricis.
- 25

16
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structure, and other regulatory issues in general rate cases, fuel cost

-

2 proceedings, and other proceedings before the North Carolina Utilities
3 Commission and the South Carolina Public Service Commission. In 1996, I
4 testified before the U.S. House of Representatives, Committee on Commerce
5 and Subcommittee on Energy and Power, concerning competition within the
6 electric utility industry. Additional details regarding my education and work
7 experience are set forth in Appendix A to my direct testimony.

8

s Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
10 PROCEEDING?

1mn A The purposes of my testimony are to recommend a reasonable rate of return
12 on common equity that Tampa Electric should be allowed in this proceeding,
13 to provide analysis and recommendations regarding the correct capital
14 structure to be used in setting Tampa Electric's rates, and to comment on the
15 testimony of Tampa Electric’s witnesses Murry and Abbott. In particular, I
16 believe that Ms. Abbott's tmtim'ony provides no value to Tampa Electric's
17 customers and accordingly, Tampa Electric should not be allowed to recover
18 any of the $290,000 in proposed fees and costs for her testimony. I also
9 - recommend that the $116,000 in rate case expenses for the services of JM
20 Cannell be denied as Ms. Cannell offers no testimony at all in this proceeding.
21 . .
2 Q. WHAT IS YOUR OFINION OF THE COMPANY’'S REQUESTED
23 REVENUE INCREASE IN THIS CASE?
4 A 1 believe that Tampa Electric’s requested revenue increase in this case is
25 excessive and cannot be supported by the evidence put forward by the
26 Company in its application or by the realities of relevant capital markets. To
27 be specific, the Company’s requested after-tax return on equity, which is a
28 measure of its profitability, of 12.00% is excessive and not at all
29 _representative of current market conditions This conclusion is strongly
30 confirmed by the fact that Tampa Electric faces very low risk as a regulated

2 Testimony of Kevin W. O’Donnell, CFA (FRF)
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monopoly company providing a product that is truly a necessity, with the very
great degree of revenue certainty that Tampa Electric enjoys. Similatly, the
Company’s requested capital structure is not representative of the manner in
which Tampa Electric finances its rate base investment and is therefore

improper for use in this proceeding.

PLEASE SUMMARIZE YOUR RECOMMENDATIONS IN THIS
CASE.

My recommendations in this case are as follows:

1. the return on equity that Tampa Electric should be granted in this case
is in the range of 9.25% to 10.25% with a specific recommendation of 9.75%;
2. the capital structure that best reflects Tampa Electric’s actual rate base
investment is the Company’s 13-month average capital structure adjusted for
the proportionate use of the parent company’s debt as equity in the
subsidiary’s capital stmcture;

3. Tampa Electric's request to recover the rate case expenses associated
with Susan Abbott's testimony should be denied because Ms. Abbott's
testimony provides no value whatsoever to Tampa Electric's customers.

4. the requested rate case expenses of $116,000 for JM Cannell should
also be denied as Ms. Cannell provides no recommendations in this case nor

even provides basic testimony.

HOW IS YOUR TESTIMONY STRUCTURED?
The remainder of my testimony is divided into nine sections as follows:
1. Economic and Legal Guidelines for Fair Rate of Retum
11. Cost of Common Equity
A. DCF Analysis
B. Comparable Earnings Analysis
C. Return on Equity Recommendation

I11. Capital Structure and Overall Rate of Return
3 Testimony of Kevin W. O°Donnell, CFA (FRF)
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IV.Review of Company Witness Murry’s Testimony

V. Review of Company Witness Abbott’s Testimony and Related Rate Case
Expenses
VL Summary

A A W (] -

4 Testimony of Kevin W. O'Donnell, CFA (FRF)
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1
2 I. ECONOMIC AND REGULATORY POLICY GUIDELINES
3 FOR A FAIR RATE OF RETURN

4

5 Q. PLEASE BRIEFLY DESCRIBE THE ECONOMIC AND
6 REGULATORY POLICY CONSIDERATIONS YOU HAVE TAKEN
7 INTO ACCOUNT IN DEVELOPING YOUR RECOMMENDATION
g CONCERNING THE FAIR RATE OF RETURN THAT TAMPA
5 ELECTRIC SHOULD BE ALLOWED THE OPPORTUNITY TO

10 EARN.

11 A Thé theory of utility regulation assumes that public utilities are natural
12 monopolies. Historically, it was believed or assumed that it was more
13 efficient for a single firm to provide a particular utility service than multiple
14 firms. Even though deregulation for the procurement of natural gas and
15 electric utility supplies is rapidly spreading, the delivery of these products to
16 end-use customers will continue to be considered a natural monopoly for the
17 foreseeable future. When it is deemed that a perceived natural monopoly does
18 in fact exist, regulatory authorities regulate the service areas in which
19 regulated utilities provide service, e.g. by assigning exclusive franchised
20 territories to public utilities or by determining territorial boundaries where
21 disputes arise (as in Florida), in order for these utilities to provide services
22 more efficiently and at the lowest possible cost. In exchange for the
23 protection of its monopoly service area, the utility is obligated to provide
24 adequate service at a fair, regulated price.

25

26 This naturally raises the question - what constitutes a fair price? The
27 generally accepted answer is that a prudently managed utility should be
28 allowed to charge prices that allow the utility the opportunity to recover the
29 reasonable and prudent costs of providing utility service and the opportunity
30 to earn a fair rate of retum on invested capital. This fair rate of return on

5 Testimony of Kevin W, O’Donnell, CFA (FRF)
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1 capital should allow the utility, under prudent management, to provide
2 adequate service and attract capital to meet future expansion needs in its
3 service area. Obviously, since public utilities are capital-intensive businesses,
4 the cost of capital is a crucial issue for utility companies, their customers, and
5 regulators. If the allowed rate of return is set too high, then consumers are
6 burdened with excessive costs, current investors receive a windfall, and the
7 utility has an incentive to overinvest. If the retum is set too low, adequate
8 service is jeopardized because the utility will not be able to raise new capital
9 on reasonable terms. ‘
10
11 Since every equity investor faces a risk-return tradeofT, the issue of risk is an
12 important element in determining the fair rate of return for a utility.
13
14 Regulatory law and policy recognize that utilities compete with other forms in
15 the market for investor capital. In the case of Federal Power Commission v
16 Hope ‘Natural Gas Company, 320 U.S. 551 (1944), the U.5. Supreme Court
17 recognized that utilities compete with other firms in the market for investor
18 capital.  Historically, this case has provided legal and policy guidance
18 concerning the return which public utilities should be allowed to eam:
20
21 In that case, the U.S. Supreme Court specifically stated that:
22 "...the return to the equity owner should be commensurate
23 with returns on investments in other enterprises having
24 corresponding risks. That return, moreover, should be
25 sufficient to assure confidence in the financial integrity of the
26 enterprise so as to maintain credit and attract capital.” (320
27 U.S. at 603)
6 Testimony of Kevin W. O'Donnell, CFA (FRF)
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1

2 IL. COST OF COMMON EQUITY

3

4 Q. PLEASE EXPLAIN HOW THE ISSUE OF DETERMINING AN

5 APPROPRIATE RETURN ON A UTILITY'S COMMON EQUITY

6 INVESTMENT FITS INTO A REGULATORY AUTHORITY'S

7 DETERMINATION OF FAIR, JUST, AND REASONABLE RATES

8 FOR THE UTILITY.

9 A In Florida and in all regulatory jurisdictions, a utility's rates must be "fair, just,
10 and reasonable.” As noted above, regulation recognizes that utilities are
11 entitled to an opportunity to recover the reasonable and prudent costs of
12 providing service, and the opportunity to earn a fair rate of return on the
13 capital invested in the utility's facilities, such as power plants, transmission
14 lines, distribution lines, buildings, vehicles, and similar long-lived capital
15 assets. Ultilities obtain capital funding through a combination of borrowing
16 (debt financing) and issuing stock. The allowed return on equity (ROE) is the
17 amount that is appropriate for the utility's common stockholders to earn a fair
18 return on the capital that they contribute to the utility when they buy its stock.
19 If the regulatory authority sets the ROE too low, the stockholders will not
20 have the opportunity to earn a fair return; if the regulatory authority sets the
21 ROE too high, the customers will pay too much, and the resulting rates will be
22 unfair and unreasonable
23
24 Q. HOW DO REGULATORY AUTHORITIES GO ABOUT
25 DETERMINING WHAT IS A FAIR RATE OF RETURN ON EQUITY?
26 A Regulatory commissions and boards, as well as financial industry analysts,
27 institutional investors, and individual investors, use different analytical
28 models and methodologies to estimate/calculate reasonable rates of return on
29 equity. Among the measures used are "Discounted Cash Flow" or "DCF"
30 analysis and "Comparable Earnings Analysis.” Sometimes a technigue called

' 7 Testimony of Kevin O’Doanell, CFA (FRF)
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1 the "Capital Asset Pricing Model” or "CAPM" method is used. 1 believe that

2 the two most useful methodologies are DCF Analysis and the Comparsble

3 Earnings Analysis.

4

5 A. Discounted Cash Flow (DCF) Analysis

6

7 Q. CAN YOU PLEASE EXPLAIN THE DISCOUNTED CASH FLOW

8 METHOD?

9 A Yes. The DCF method is a widely used method for estimating an investor's
10 required return on a firm's common equity. In my twenty-four years of
1 experience with the Public Staff of the North Carolina Utilities Commission
12 and as a consultant, 1 have seen the DCF method used much more often than
13 any other method for estimating the appropriate refurn on common equity.
14 Consumer advocate witnesses, utility witnesses and other intervenor witnesses
15 have used the DCF method, either by itself or in conjunction with other
16 methods such as the Comparable Eamings Method or the Capital Asset
17 Pricing Model (CAPM), in their analyses.

18
19 The DCF method is based on the concept that the price which the investor is
20 willing to pay for a stock is the discounted present value or present worth of
21 what the investor expects to receive as a result of purchasing that stock. This
22 return to the investor is in the form of future dividends and price appreciation.
23 However, price appreciation can be ignored since appreciation in price is only
24 realized when the investor sells the stock. Therefore, the only income that the
25 investor will receive from the company in which it invests is the dividend
26 stream. Mathematically, the relationship is: .
27 .
28 LetD = dividends per share in the initial future period
29 g = expected growth rate in dividends
30 -k = cost of equity capital

8 Testimony of Kevin O'Donnell, CFA (FRF)
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P = price of assct (or present value of a futurc stream of
dividends)

B, Dl+g D(1+g) D (1+g)
thenP = (1+k) + 14k + (1+k)® + 1+

This equation represents the amount {P) an investor will be willing to pay for
a share of common equity with a given dividend stream over (t) periods.

A~ S - SV I N S

Reducing the formula to an infinite geometric series, we have:
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Solving for k yields:
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MR. O'DONNELL, DO INVESTORS IN UTILITY COMMON STOCKS
REALLY USE THE DCF MODEL IN MAKING INVESTMENT
TAMPA ELECTRIC DECISIONS? )

Absolutely. Utility investors tend to be individuals or institutions interested in

NN
LI ~1
@

NN
W ke
>

current income. The average stock investor interested in income will use the
DCF to calculate how much funds he/she will receive relative to the initial
investment, which is defined as the current dividend yield and the amount of
funds that the investor can expect in the future from the growth in the
dividend. Both of these components are central to the basic tenet of the DCF
model that combines a dividend yield and a growth rate for dividends to
derive the overall rate of return.

Woow N kNN

Q. HAVE YOU USED THE DCF MODEL IN ANALYZING COMMON
STOCKS FOR INVESTMENT PURPOSES?
9 Testimony of Kevin O’Donnell, CFA (FRF)
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1 A Yes. I have used and continue to use the DCF method extensively in
2 analyzing common stocks for potential personal purchases as well as for
3 purchases contemplated for money management clients.
4
5 Although the DCF formula stated above may appear complicated, the DCF
6 method is intuitively a very simple model to understand. To determine the
7 total rate of return one expects from investing in a particular equity security,
3 the investor adds the dividend yield which he or she expects to receive in the
9 future to the expected growth in dividends over time. If the regulatory
10 authority sets the rate at a fair level, the utility will be able to attract capital at
11 a reasonable cost, without forcing the utility’s customers to pay more than
12 necessary to attract needed capital.
13
14 Unlike models such as the Capital Asset Pricing Model (CAPM) that are more
15 theoretical and academic in nature, the DCF is grounded in solid practicality
16 that is used by money managers and individual investors throughout the world
17 on a daily basis.
18
19 CAN YOU GIVE AN EXAMPLE?

20 A Of course. If investors expect a current dividend yield of 6%, and also expect

21 that dividends will grow at 4%, then the DCF model indicates that investors
22 would buy the utility’s common stock if it provided a return on equity of 10%.
23

24 Q. HAVE YOU PREPARED ANY ANALYSES USING THE DCF

25 METHOD TO EVALUATE A FAIR RATE OF RETURN FOR TAMPA
26 ELECTRIC COMPANY?

27 A Yes, I have. First, I identified a group of 24 comparable companies and thea
28 proceeded to evaluate their current and projected dividend yields and growth.
29 The following discussion explains how 1 selected this population of

16 Testimony of Kevin O*Dennell, CFA (FRF)
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comparable companies and how I calculated what I believe to be the
appropriate rate of return on equity for the Florida PSC to use in determining
allowed revenues (revenue requirements) and consumer rates for Tampa

Electric.

1 developed this group of comparable companies to ensure that the return on
equity for Tampa Electric developed in this analysis is consistent with the
returns which can be obtained from similar equity investiments in the open

market.

I was not able to perform a DCF analysis directly on Tampa Electric
Company since it is a subsidiary of TECO Energy, Inc. However, since TECO
Energy is publicly traded, I was able to perform a rate of return analysis on the

parent company.

PLEASE EXPLAIN HOW YOU SELECTED THESE 24 COMPANIES
FOR YOUR COMPARABLE GROUP

All of the companies in my comparable group are listed in The Value Line
Investment Survey "Electric Utility Industry” group.

A further screen I used in developing my comparable group was to include
only those companies in the comparable group that have an S&P Quality
Rating of a B. This quality rating is an appropriate screening method because
the S&P Quality Rating measures stability of eamings and dividends. The
parent company of Tampa Electric, TECO Energy, Inc., has an S&P Stock
Ratiﬁg of B, so 1 chose to include only those companies that had S&P Stock
ratings of B.

11 Testimony of Kevin O’Donnell, CFA (FRF)
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1 I also chose to exclude companies that either paid no dividend, had recently
2 reinstated their dividends, had recently purchased another company, or were
3 the subject of takeover discussions.
4
5 Q WHAT DIVIDEND YIELD DO YOU THINK IS APPROPRIATE FOR
6 USE IN THE DCF MODEL?
7 A. I have calculated the appropriate dividend yield by averaging the dividend
8 yield expected over the next 12 months for each company, as reported by the
9 Value Line Investment Survey. The period covered is from August 29, 2008,
10 through November 21, 2008. To study the shori-term as well as long-term
11 movements in dividend yields, 1 examined the 13-week, 4-week, and 1-week
12 dividend yields for the comparable group as well as TECO Energy. My
13 results appear in O’Donnell Exhibit No. KWO-1 and show a dividend yield
14 range of 4.9% to 5.4% for the comparable group and 5.4% to 6.7% for TECO
15 Energy for the same 3 time periods that I examined.
16
17 As I am sure the Commission is aware, the stock market has been extremely
18 volatile since the beginning of October. The reason for the wide range in the
19 above-stated dividend yields is that the stock market has dropped rather
20 dramatically thereby increasing the current, otherwise known as spot market,
21 vields on utility investments. The good news is that utility investors are now
2 recognizing higher dividend yields. The bad news is that the drop in the stock
23 market is a sign that our economy is headed for tough economic times thereby
24 puiting a damper on future corporate earnings.
25
2 Q PLEASE EXPLAIN HOW YOU DEVELOPED THE DIVIDEND YIELD
27 RANGES DISCUSSED ABOVE?
28 Al I developed the dividend yield range for the comparable group by averaging
29 each Company’s dividend yield over the above-stated 13-week and 4-week
12 Testimony of Kevin O’Donnell, CFA (FRF)
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periods as well as examining the most recent dividend yield reported by Value
Line for each company.

HOW DID YOU DERIVE THE EXPECTED GROWTH RATE?

I used several methods in determining the growth in dividends that investors
expect, The first method I used was an analysis commonly referred to as the
"plowback ratio” method. If a company is eaming a rate of return (r) on its
common equity, and it retains a percentage of these eamings (b}, then each
year the earnings per share (EPS) are expected to increase by the product (br)
of its earnings per share in the previous year. Therefore, br is a good measure
of growth in dividends per share. For example, if a company eams 10% on its
equity and retains 50% (the other 50% being paid out in dividends), then the
expected growth rate in earnings and dividends is 5% (50% of 10%). To
calculate a plowback for the comparable group, I used the following formula:

br (2007} + br (2008E) +~br {2009E) + br (2011E-2013E Avg)

g= 4

The plowback estimates for all companies in the comparable group can be
obtained from The Value Line Investment Survey under the title "percent
retained to common equity.” O’Donnell Exhibit No. 3 lists the plowback

ratios for each company in the comparable group. This exhibit contains one
reference to "NMF" which is the abbreviation for “no meaningful figure”.
When “NMF” appears, a company's earnings were less than the dividend paid
out, which means that the Company did not reinvest or "plowback” any
earnings from that year's operations. For purposes of being conservative, I
treated the “NMF” entries as a 0 for purposes of my analysis. The plowback
method is a very useful tool for comparing the comparable group’s growth
rates on a recent historical basis as well as a short-term forecasted basis.

13 Testimony of Kevin O’Donnell, CFA (FRF)




ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-EI

PAGE 73
i A key component in the DCF Method is the expected growth in dividends. In
2 analyzing the proper dividend growth rate to use in the DCF Method, the
3 analyst must consider how dividends are created. Since dividends cannot be
4 paid out without the company first earning the paid out funds, earnings growth
5 is a key element in analyzing the expected growth in dividends. Similarly,
6 what remains in a company after it pays its dividend is reinvested, or “plowed
7 back”, into the company in order to generate future growth. As a result, book
8 value growth is another element that, in my opinion, must be considered in
9 analyzing a company’s expected dividend growth. To analyze the expected
10 growth in dividends, I believe the analyst should first examine the historical
11 record of past earnings, dividends, and book value. Hence, the second method
12 1 used to estimate the expected growth rate was to analyze the historitgal 10-
13 year and S-year historical compound annual rates of change for earnings per
14 share (EPS), dividends per share (DPS), and book value per share (BPS) as
15 reported by Value Line.
16
17 Value Line is the most recognized investment publication in the industry and,
18 as such, is used by professional money managers, financial analysts, and
19 individual investors worldwide. A prudent investor examines all aspects of a
20 Company’s performance when making a capital investment decision. As such,
21 it is only practical to examine historical growth rates for the company for
22 which the analysis is being performed. The historical growth rates for the
23 comparable group as well as TECO Energy can be seen in O’Donnell Exhibit
24 No. KWO-1.
25
26 The third method I used was the Value Line forecasted compound annual rates
27 of change for earnings per share, dividends per share, and book value per
28 share.
29
14 Testimony of Kevia O’Donnell, CFA (FRF)
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1 The fourth method I used was the forecasted rate of change for earnings per
2 share that analysts supplied to Charles Schwab & Co. This forecasted rate of
3 change is not a forecast supplied by Charles Schwab & Co. but is, instead, a
4. compilation of forecasts by industry analysts.
5
6 The details of my DCF results can be seen in O’Donnell Exhibit No. KWO-1
7 and a summary of these results can be found in O’Donnell Exhibit No. KWO-
8 2.
9
10 Once I gathered all the above data, I examined the results as found in Exhibit
11 Nos. KWO-1 and KWO-2. It is important, in my view, to attempt to
12 understand the reasons why the various data results appear. For example, in
13 the early 1980s, utilities were undergoing expansion of base load plants that
14 caused earnings growth to slow substantially. However, in the early 1990s,
15 most baseload plant construction had ended and utilities were flush with a
16 good bit of cash thereby creating, for the most part, solid earnings growth. It is
17 important, therefore, to understand current and past market conditions so the
18 analyst can use his/her best judgment in determining the market expected
19 dividend growth rate in the future.
20
21 Q. WHAT IS THE INVESTOR RETURN REQUIREMENT FROM THE
22 DCF ANALYSIS?
23 A, As can be seen on O’Donnell Exhibit No. 2, the dividend yield for the three
24 time frames studied ranges from 4.9% to 5.4% for the comparable group and
25 5.4% to 6.7% for TECO Energy. Given the recent drop in the stock market, I
26 believe the dividend yield range should incorporate the recent price changes
27 as well as the realization that fear has taken over strong fundamentals in
28 today's marketplace.
29
15 Testimony of Kevin O’Donnell, CFA (FRF)
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1 To be specific, the most representative dividend yield for the comparable
2 group is in the range of 4,9% to 5.4%. For TECO Energy, I believe the proper
3 dividend yield to use in the DCF analysis is in the range of 6.00%to 6.50%.
4 This dividend yield range represents the upper end of the wide range of
s dividend yields experienced by TECO Energy over the 13-week period of
6 August 29, 2008 through November 21, 2008. The reason for the wide range
7 in the TECO Energy dividend yields goes beyond the recent downtumn in the
8 stock market. On Oct. 30, 2008, TECO Energy announced third quarter results
] that were down from $0.44 per share in 2007 to $0.28 per share in 2008,
10 These weak results were due to lower results in TECO Energy’s non-regulated
11 operations as well as a relatively mild summer season that depressed Tampa
12 Electric’s expected air conditioning load.
13
14 The TECO Energy stock price has fluctuated dramatically over the past year,
15 from a high this summer near $22 per share to a low of less than $11 per share
16 in mid-November, 1 believe investors are indicating that, on a longer term
17 basis, TECO Energy must recover its earnings fundamentals. For this reason,
18 investors have bid down the stock price thereby driving the dividend yield
19 upward. Corresponding to the higher dividend yield is the realization that
20 future dividend growth will be very constrained while TECO Energy solidifies
21 its financial footing,
22
23 In terms of the proper dividend growth rate to employ in this analysis, I
24 believe that it is appropriate to examine the recent history of earnings and
25 dividend growth to assess and provide the best estimate of the dividend
26 growth that investors expect in the future. A quick examination of the 10-year
27 and 5-year historical growth rates for the comparable group and TECO
.28 Energy show very vividly the problems in the electric industry over the past
29 decade.
30
16 Testimony of Kevin O’Donnell, CFA (FRF)
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1 The future of the utility industry can, in my opinion, be described as “back to
2 the future” in which utilities will expand their earnings by expanding and
3 growing their rate base investments through large capital projects. Throughout
4 the 1990s and earlier this decade, it was rare to see a general rate case for any
5 utility in the southeastern U.S. Today, however, utilities across the country are
6 coming in for rate cases at an increasing pace. The future holds much the
7 same as numerous large power plant investments are currently being planned.
8 Thus, it is reasonable to expect that the next ten years should look somewhat
] like the 1980s when utilities were involved in large generation construction
10 projects.
11
12 Due in large part to the future expected capital expenditures of utilities
13 throughout the country, 1 believe that investors have recognized, and
14 embedded in their stock prices, that dividend growth in the short-term,
15 meaning in the next ten years or less, must be less than eamings growth. As
16 can be seen in O’Donnell Exhibit No. KWO-1, the comparable group's
17 forecasted dividend growth rates are slightly less than the forecasted earnings
18 growth rates, but the earnings growth rate for TECO Energy is more than
19 double its expected dividend growth rate. On a long-term basis, however,
20 earnings and dividends will grow more in-line with one another.
21
22 Due to the effects of fundamental changes that have occutred in the utility
23 industry over the past ten years, I believe that it is proper to place more weight
24 on forecasted figures than historical figures in estimating the cost of equity for
25 TECO Energy and the comparable group. However, it is important to note that
26 most of the forecasted Value Line figures contained in the attached O’Donnell
27 Exhibit No. KWQ-1 and O’Donnell Exhibit No. KWO-2 were published prior
28 to the stock market meltdown that occurred in October, 2008, Since the stock
29 market fall, the general conclusion is that our country is headed for a severe
30 economic recession that may last for an extended time. As a result, I believe
17 Testimony of Kevin O’Donnell, CFA (FRF)
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| that it is proper to use a lower growth rate in the DCF analysis to account for
2 the expected drop in economic activity for TECO Energy as well as the
3 - comparable group and the entire United States economy. As we get closer to
4 hearing in this case, I will update the entire analysis so as to give the
5 Commission an up-to-date view of current investor return requirements.
6
7 1 believe that the proper growth rate range for the comparable group of
3 companies to use in the DCF analysis is 4.0% to 4.5%. The 4.0% is
9 particularly appropriate for the lower end of this range since it is
10 approximately equal to the plowback ratio, which is a mix of near-term
11 historical and forecasted earnings retention ratios, of the comparable group. I
12 also believe that 4.5% is appropriate for the high end of the range as it is
13 slightly lower than the group’s Value \Line average forecasted dividend
14 growth rate thereby accounting for the slowdown in the US economy.
15
16 Combining the comparable group’s dividend yield range of 4.9% to 5.4% with
17 the growth rate range of 4.0% to 4.5% produces a DCF range of 8.9% to
18 9.9%.
19
20 Based on the results shown in O’Donnell Exhibits No. KWO-1 and KWO0-2, 1
21 believe that investors are expecting TECO Energy’s dividends to grow in the
22 range of 3.25% to 3.75%. The 3.25% low end of the dividend growth rate
23 range is close to the Value Line forecasted dividend growth rate. 1 believe
24 that 3.75% is appropriate for the high-end of the growth rate range because it
25 is approximately halfway between the Value line forecasted dividend growth
26 rate and the plowback growth rate of TECO Energy.
27
28 Combining the TECO Energy current dividend yield range of 6.00%% to
29 6.50% with the above-stated dividend growth rate range of 3.25% to 3.75%
30 " produces a DCF cost of equity range of 9.25% to 10.25%.
18 Testimony of Kevin O'Donnell, CFA (FRF)
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1

2 The above-stated comparable group and TECO Energy cost of equity ranges

3 represent only one analysis I used in the examination of the proper cost of
4 equity to apply in the current rate case.

5

6 B. Comparable Earnings Analysis

7

8 Q. MR. O'DONNELL, WOULD YOU PLEASE EXPLAIN WHY YOU

9 PERFORMED A COMPARABLE EARNINGS ANALYSIS IN
10 ADDITION TO YOUR DCF ANALYSIS?

1A, Yes. The comparable earnings method provides investors with actual
12 historical earned returns on common equity. Investors use this information as
13 a guide to assess an investment's current required rate of return. 1 used the
14 comparable earnings method in my analysis in this case to assess the
15 reasonableness of my DCF results and to provide an independent
16 methodological estimate of the return that investors would consider
17 reasonable for Tampa Electric as the regulated electric company subsidiary of
18 TECO Energy. It obviously makes economic common sense that the common
19 stock shares of companies with comparable risks should yield very close to
20 the same returns.
21
22 Q. WOULD YOU PLEASE EXPLAIN HOW YOU PERFORMED THE
23 COMPARABLE EARNINGS ANALYSIS?
24 A, O'Donnell Exhibit No. KW0O-4 presents a list of the earned returns on equity
25 of the comparable group over the period of 2004 through 2007. As can be
26 seen in this exhibit, the comparable companies’ earned returns on equity have
27 ranged from 8.3% in 2004 to a high of 9.7% in 2006. For TECO the highest
28 return on equity over this four-year period was 14.1% in 2006 whereas the
29 lowest retumn on equity, which was 10.7%, occurred in 2004. For the four-
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[

year period of 2002 through 2006, the average return on equity was 9.0% for
the comparable group and 12.8% for TECO. '

In addition to the above analysis of market earned returns on equity, 1 also
examined recently allowed retumns on equity granted by utility state regulators
from around the country. Table 1 below shows what other states have granted
for allowed returns on equity for electric utilities from the period of July, 2007

through August, 2008,

LIRS I - . B N P S )
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Table 1: Authorized Returns

Authorized Date of
Company Jurisdiction | ROE | Overall Order
Entergy Arkansas,inc. AR 9.90% N/A 06/15/2007
Arizona Public Service Company AZ 10.75% 8.32% 06/28/12007
Potomac Electric Power Company MD 10.00% 7.68% 07/19/2007
Georgia Power Company GA 11.25% N/A 12/18/2007
Duke Energy Carolinas NC 11.00% 8.57% 12/20/2007
Wisconsin Electric Power
Company wi 10.75% 8.33% 01/17/2008
Potomac Electric Power Company DC 10.00% 7.96% 01/30/2008
Fitchburg Gas & Electric (Unitil) MA 10.25% 8.38% 0272972008
Northern States Power Company wi 10.75% 8.60% 01/08/2008
Central Vermont Public Service
Co. VT 10.71% N/A 01/31/2008
Consolidated Edison of NY NY 9.10% 7.30% 03/25/2008
Montana-Dakota Utilities Company MT 10.25% 8.58% 04/23/2008
Hawaiian Electric Company Hi 10.70% 8.66% 05/01/2008
Consumers Energy NY 10.70% 6.93% 06/10/2008
Orange and Rockland Utilities, Inc. NY 9.10% N/A 07/23/2008
Average 10.35%
Source: Public Utilities Reports, Volume Nos. 258-266 as provided by the NC
Utilities Commission in its “Quarterly Review" for the quarter ending March 31, 2008
As can be seen from the information above, the average allowed return on
equity granted by state regulators for utilities operating in regulated states
was, on average, 10.35%. Even more striking is that in only two of the
fourteen cases were the utilities allowed a return of equal to or greater than
11%. Dr. Murry, however, recommends the Commission approve a 12.0%
return on equity for Tampa Electric. When compared to returns approved in
other states, Dr. Murry’s recommendation of 12.0% is clearly and
unequivocally excessive and unreasonable.
Q. WHAT CONCLUSIONS DO YOU DRAW FROM THE

COMPARABLE EARNINGS ANALYSIS?

21 Testimony of Kevin O'Donnell, CFA (FRF)
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1Al Given the slowdown in the Florida economy, the housing market decline, and
2 the credit crunch, I believe that it is unrealistic to expect TECO’s historical
returns of-late to continue unabated in the future. In addition, state regulatory
orders over the past year have granted vertically integrated electric utilities
returns on equity of approximately 10.35%. Based on these findings, I believe
the proper rate of return using a comparable earnings analysis is in the range
of 9.5% to 10.5%. This rate of return range is very close to the retum on
equity range found appropriate through use of the DCF model.
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1

2 C. Return on Equity Recommendation

3

4 Q. WHATIS YOUR ESTIMATE OF THE COST OF EQUITY CAPITAL

5 FORTAMPA ELECTRIC?

6 A. As 1 mentioned earlier, the results from my DCF Analysis resulted in an

7 investor return requirement range of 8.9% to 9.9% for the comparable group

8 and 9.25% to 10.25% for TECO Energy. The comparable eamings method

9 produces a return on equity in the range of 9.5% to 10.5%. Based on these
10 results, 1 believe the investor requirement range for TECO Energy is in the
11 range of 9.25%, which is the middle of the comparable group DCF range, to
12 10.25%, which is the high-end of the range for the TECO Energy DCF
13 analysis as well as the comparable earnings range.
14

15 Ini determining the proper return on equity to recommend in this proceeding, it
16 is critical, in my opinion, to acknowledge that the utility industry is on a track
17 to return to its regulated roots and, hence, investors expect more modest future
18 growth rates. As a result of this return-to-the-basics mentality, 1 believe that
19 the proper return on equity to use for determining Tampa Electric's revenue
20 requirements and for setting Tampa Electric’s rates in this proceeding is
2 9.75%, which is approximately in the middle of all the above-stated ranges.
22 This recommended return on equity of 9.75% is also very close to the average
23 return on equity granted by state utility commissions across the country from
24 July, 2007 through August, 2008.
25
2% Q. HOW DOES THIS 9.75% RATE OF RETURN COMPARE TO THE
27 RETURNS THAT MONEY MANAGERS NOW EXPECT TO EARN
28 ON LONG-TERM STOCK INVESTMENTS?
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1Al In my opinion, a 9.75% rate of return on an investment in a electric utility
2 would be deemed fair and appropriate by most money managers and that
3 determining Tampa Electric's revenue requirements and setting its rates on
4 this basis would provide more than adequate incentives to investors to
5 purchase TECO Energy's common stock at reasonable prices, thereby
6 enabling Tampa Electric to obtain needed capital. As noted in my resumé, I
7 also work as a senior financial analyst for a money management firm in New
8 Jersey. In that role, ] am often asked to examine market returns and risks. Asa
9 money manager, I can assure the Commission that most professional investors
10 would be very pleased if their managed portfolios produced overall annual
11 returns of 9.75% in todays investment climate. The stock market is down
12 over 40% from its peak in late 2007. Investors are, naturally, very nervous
13 about their stock investments. Of all the investment opportunities available,
14 utility investments are considered some of the safest. In fact, Tampa Eleciric
15 is an incredibly safe investment that, at the present time, can and does recover
16 60% to 70%% of its total expenses through pass-through clauses. The
17 remaining costs are Tampa Electric's fixed costs, including debt service and
18 return, and operating costs that are recovered through base rates, and the
19 recovery of these costs is very secure and low-risk because of Tampa
20 Electric's monopoly position as a provider of a necessity. If the remaining
21 base-rate operating expenses were to get sufficiently high such that the
22 Company needs more revenue to cover them, Tampa Electric also has the
23 option of filing for a rate case to increase rates o cover these higher operating
24 costs. As a result, eamning 9.75% on a relatively risk-free investment in a
25 solid utility such as Tampa Electric is a very attractive investment for anyone
26 looking to maximize his or her returns while keeping risk at a minimum.
27
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1 III. CAPITAL STRUCTURE AND
2 OVERALL RATE OF RETURN

3
4 Q WHAT IS A CAPITAL STRUCTURE AND HOW WILL IT IMPACT
5 THE REVENUES THAT TAMPA ELECTRIC OR ANY OTHER

6 UTILITY IS SEEKING IN A RATE CASE?

7 A The term “capital structure” refers to the relative percentage of debt, equity,
8 and other financial components that are used to finance a company’s
9

investments.

10

11 For simplicity purposes, there are basically three financing methods. The first
12 method is to finance an investment with common equity, which essentially
13 represents ownership in a company and its investments. Common equity
14 returns, which take the form of dividends to stockholders, are not tax
15 deductible which, on a pre-tax basis alone, makes this form of financing about
16 40% more expensive than debt financing, for which interest is a tax-
17 deductible expense of the company. The second form of corporate financing is
18 preferred stock, which is normally used to a much smaller degree in capital
19 structures. Dividend payments associated with preferred stock are not tax
20 deductible. Corporate debt is the other major form of financing used in the
21 corporate world. There are two basic types of corporate debt: long-term and
22 short-term. Long-term debt is generally understood to be debt that matures in
23 a period of more than one year. Short-term debt is debt that matures in less
24 that one-year. Both long-term debt and short-term debt represents liabilities
25 on the company’s books that must be repaid prior to any common
26 stockholders or preferred stockholders receiving a return on their investment.
27
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1 In the current Tampa Electric case, the Company has also included other

2 financing means such as deferred income taxes, customer deposits, and tax

3 credit. The concept in including these items in the capital structure is that

4 these funds are used by the Company in the provision of utility electric service

5 and, as such, should be reflected in the utility’s regulated capital structure.

6

7 A utility’s total return is developed by multiplying the component

8 percentages of its capital structure represented by the percentage ratios of the
9 various forms of capital financing relative to the total financing on the
10 company’s books) by the cost rates associated with each form of capital and
11 then summing the results over all of the capital components. When these
12 percentage ratios are applied to various cost rates, a total after-tax rate of
13 return is developed Since the utility must pay dividends associated with
14 common equity and preferred stock with after-tax funds, the post-tax returns is
15 then converted to a pre-tax return by grossing up the common equity and
16 preferred stock returns for taxes. The final pre-tax return is then multiplied by
17 the Company’s rate base in order to develop the amount of money that
18 customers must pay to the utility for its return on investment and tax payments

.19 associated with that investment.
20
21 From the above discussion, it is clear to see that costs to consumers are greater
22 when the utility finances a higher proportion of its rate base investment with
23 common equity and preferred stock versus long-term debt. However, long-
24 term debt, which is first in-line for repayment, is more risky to the utility than
25 is common equity due to the fact that debt is a contractual obligation as
26 opposed to common equity where no obligations exist. As a result, regulators
27 and the utility must balance off the needs of consumers, who desire low rates
28 derived from the use of long-term debt, versus the desire of the utility to
29 minimize the use of the more risky long-term debt.
26 Testimony of Kevin W. O'Donnell, CFA (FRF)




ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-El
PAGE 86

2 Q. MR. O’DONNELL, WHAT CAPITAL STRUCTURE IS TAMPA
3 ELECTRIC SEEKING IN THIS CASE?
4 A According to the testimony of Donald A. Murry and the Company’s Minimum
5 Filing Requirements, the Company is seeking approval of the following
6 capital structure in this case:
7
8 Long-Term Debt 38.22%
9 Short-Term Debt 0.22%
10 Customer Deposits 2.84%
11 Tax Credits 0.24%
12 Deferred Income Taxes 8.28%
13 Common Equity 50.21%

15 Q. WHAT WOULD BE THE RESULTS OF ALLOWING TAMPA

16 ELECYRIC TO SET ITS RATES ON THE BASIS OF THIS
17 HYPOTHETICAL CAPITAL STRUCTURE?

18 A, Allowing Tampa Electric's rates to be set using this capital structure would
19 cause customers to over-pay for Tampa Electric's true cost of capital by
20 forcing captive customers to pay for a hypothetical, non-existent capital
21 structure that does not, in my opinion, accurately reflect the way the Company
2 finances its rate base investment. The use of the Company proposed capital
23 structure would result in Tampa Electric’s rates being grossly unfair, unjust,
24 and unreasonable.

2 Q. PLEASE DESCRIBE WHY YOU BELIEVE TAMPA ELECTRIC’S
27 REQUESTED CAPITAL STRUCTURE DOES NOT ACCURATELY
28 REFLECT THE COMPANY’S RATE BASE INVESTMENT?
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] Tampa Electric is a wholly-owned subsidiary of TECO Energy. Due to the
2 parent/subsidiary relationship, there are no market forces that influence the
3 shape of the Tampa Electric capital structure. As a result, TECO Energy can
4 issue long-term debt on its consolidated balance sheet and then invest the
5 funds into Tampa Electric and call it common equity. By doing so, TECO
[ Energy can effectively create whatever capital structure it desires for Tampa
7 Electric and its other subsidiaries.
8
7 Q. WHY SHOULD THE FLORIDA PUBLIC SERVICE COMMISSION
10 BE CONCERNED ABOUT HOW TAMPA ELECTRIC FINANCES ITS
11 RATE BASE INVESTMENT?
12 A There are two reasons that the Commission should be concerned about how
13 Tampa Electric finances its rate base investment. The first reason is that the
14 cost of common equity is higher than the cost of long-term debt, so that a
15 higher equity percentage will translate into higher costs to Tampa Electric’s
16 customers with no corresponding improvements in quality of service. Long-
17 term debt is a financial promise made by the company and is carried as a
18 liability on the company’s books. Common stock is ownership in the
19 company. Due to the nature of this investment, common stockholders require
20 higher rates of return to compensate them for the extra risk involved in
21 owning part of the company versus having a promissory note from the
22 company.
23
24 The second reason the Commission should be concerned about Tampa
25 Electric’s capital structure is due to the tax treatment of debt versus common
26 equity. Public corporations, such as TECO Energy, can write-off interest
27 payments associated with debt financing. Corporations are not, however,
28 allowed to deduct common stock dividend payments for tax purposes. All
29 dividend payments must be made with after-tax funds, which are more
28 Testimony of Kevin W. O"Donnell, CFA (FRF)
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1 expensive than pre-tax funds. Since the regulatory process allows utilities to
2 recover all expenses, including taxes, rates must be set so that the utility pays
3 all its taxes and has enough left over to pay its common stock dividend. If a
4 utility is allowed to use a capital structure for ratemaking purposes that is top-
5 heavy in common stock, customers will be forced to pay the associated
6 income tax burden, resulting in unfairly, unreasonably, and unnecessarily high
7 rates. This will harm the economy of the utility’s service area and violate the
8 fundamental principles of utility regulation that rates must be fair but only
9 high encugh to support the utility’s provision of safe, adequate, and reliable
10 service at a fair price.
11
12 In my opinion, using Tampa Electric’s requested capital structure in this
13 proceeding will grant the utility unnecessarily and unreasonably high rates to
14 cover tax payments for common equity that is not, in my view, truly an equity
15 investment. In this particular case, TECO Energy, as the sole upstream owner
16 of Tampa Electric, is attempting to use the regulatory process to force captive
17 customers to pay rates higher than is necessary to support the Company’s rate
18 base investment. In utility regulation, a parent company’s use of long-term
19 debt as common equity in a regulated subsidiary is called double-leveraging.
20
21 On the unregulated side, there is no real problem with this practice because
22 the unregulated subsidiaries are subject to competitive market discipline, but
23 on the regulated side — i.e., for Tampa Electric Company and its customers —
24 . this practice is wholly inappropriate manipulation of the claimed capital
25 structure to effectively arbitrage what is debt investment into equity returns,
26 and the Commission should reject and prohibit such manipulation.
27
28 Even assuming that the Commission sets Tampa Electric's return on equity at
29 9.75% as I recommend, allowing the Company's rates to be set using its
29 Testimony of Kevin W. O'Donnell, CFA (FRF)
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P

proposed capital structure will violate principles of fair and reasonable

had on its books as of Dec. 31, 2007 as well as the per books common equity

2 ratemaking by forcing customers to pay for equity capital that really doesn't
3 exist.

4

5 Q. DO YOU HAVE ANY EVIDENCE THAT TECO ENERGY IS
6 DOUBLE-LEVERAGING ITS REGULATED ASSET INVESTMENTS?
7 A Yes. Below is a table that list the total common equity that TECO Energy, Inc.
8

9

component for Tampa Electric and the other wholly-owned subsidiaries of

s
e

TECO Energy.

-
o,
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2 Table 2: Per Books Commeon Equity Positions
3
[ Company | Equity($) |
TECO Energy, Inc. $2,017,045
Tampa Electric $1,532,687
Peoples Gas $268,286
Non-Regulated $819,265

Total Subsidiary Equity  $2,620,238

4

5 As can be seen in the table above, the total common equity investment that
6 TECO Energy CLAIMS exists in its subsidiaries, is approximately $600
7 million GREATER than the total per books common equity of the parent
8 company, TECO Energy, Inc. The above table clearly shows that TECO
9 Energy is attempting to use its debt financing to create an illusion to the

10 Commission that Tampa Electric has more equity in its capital structure than
1" exists in reality. Allowing this illusion to determine Tampa Electric's revenue
12 requirements would result in higher rates for consumers of Tampa Electric
13 who are already struggling to pay high bills in an uncertain economy. Worse
14 still, this burden would be forced upon the utility's captive customers based on
15 purported costs of equity capital that is, at bottom, debt capital provided by
16 TECO Energy bondholders.

s Q DOES THE COMPANY EXPLAIN THIS DIFFERENCE IN EQUITY

19 COMPONENTS IN ITS PRE-FILED TESTIMONY?

20 A, Company Witness Gillette does not explicitly address the difference in the
21 equity amounts of all the subsidiaries versus the amount found in the parent
22 company. However, Mr. Gillette does claim that the $404 million in debt
23 found in the parent company capital structure is related to TECO Energy,
24 Inc.’s failed investment in TPS merchant power business and was not infused
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in equity into Tampa Electric. Mr. Gillette does not, however, specifically
address why the sum of the subsidiary equity amounts are greater than the

parent company equity amount.

MR. O'DONNELL, WHAT CAPITAL STRUCTURE DO YOU
RECOMMEND FOR USE IN THIS PROCEEDING?

In keeping with Commission Rule 25-14.004, 1 recommend that the
Commission adjust the Tampa Electric 13-month average capital structure as
of Dec. 31, 2009 to account for a proportionate amount of long-term debt in
the parent company capital structure that should be accounted for as long-term
debt and not common equity in the Tampa Electric capital structure. That

capital structure and associated cost rates are as follows:

Table 3: Recommended Capital Structure

Cost

Component Ratio (%) Rate (%
Long-Term Debt 4468% 681%
Short-Term Debt 0.22% 4.63%
Customer Deposits 284% 6.07%
Tax Credits 0.24% 8.28%
Deferred Inc. Taxes 827%  0.00%
Common Equity 44.00% 9.75%

100.00%

In my opinion, the TECO Energy capital structure that I recommend in this
proceeding is more transparent to investors and to the Commission, reflects
the manner in which the utility actually finances its rate base investment,
prevents consumers from paying high equity returns on non-existent equity
capital, and prevents customers from paying income taxes that are not in
reality paid by Tampa Electric in the provision of electric service in Florida.
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1 My recommended return on equity and capital structure can be seen in Exhibit
2 KWO-5.

WHAT IS THE OVERALL RATE OF RETURN ON INVESTMENT
THAT THE COMMISSION SHOULD APPLY USING YOUR
RECOMMENDED RATE OF RETURN ON EQUITY AND YOUR
RECOMMENDED ADJUSTMENTS TO TAMPA ELECTRIC'S
CAPITAL STRUCTURE?

A. My recommended overall rate of return on investment is 7.52%

W
o

L- I - IR - .|

10
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I IV. REVIEW OF COMPANY WITNESS MURRY'’S

2 TESTIMONY

3

s Q. WHAT METHODS DID DR. MURRY USE IN HIS ANALYSIS OF THE

5 COST OF EQUITY FOR TAMPA ELECTRIC?

6 Al Dr. Murry used the DCF model and the Capital Asset Pricing Model (CAPM)

7 in his retum on equity analysis of Tampa Electric.

8

5 Q. WHAT ARE THE PRIMARY DIFFERENCES BETWEEN YOUR
10 APPLICATION OF THE DCF MODEL AND DR. MURRY’S
1 APPLICATION OF THE DCF?
12 A One difference between Dr. Murry and myself is that Dr. Murry uses
13 forecasted earnings growth estimates as the primary source of dividend
14 growth in the DCF model whereas I use a more global approach that examines
15 historical and forecasted growth in earnings, dividends, and book value. In my
16 opinion, investors are competent enough to understand that dividend growth,
17 which is the basis for the DCF model, originates from earnings growth and
18 book value growth. Hence, it is only logical to examine all of these factors in
19 the determination of the proper growth rate to use in the DCF model. By
20 doing so, investors can and do recognize and understand that such a range will
21 include high growth rates and low growth rates. Investors use all this
22 information in determining the price they are willing to pay for the stock and,
23 hence, the underlying investor return requirement using the DCF model.
24
25 The largest single difference, however, between Dr. Murry and myself is how
26 we treat the results from our respective DCF analyses.. In my opinion, Dr.
27 Murry, in his prefiled testimony, indicates a predetermined preference for a
28 higher return on equity than can be justified in this proceeding. Support for
29 my opinion is found on pp. 38-39 of Dr. Murry’s testimony when he states:

34 Testimony of Kevin W. O'Donnell, CFA (FRF)
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1

2 If a DCF-based cost of common equity, even if realistically

3 developed, becomes the allowed return for a regulated utility,

4 this will not provide enough cushion as the realized return will

5 be sufficient to attract and maintain capital.

6

7 Given that consumers in Florida must pay higher rates for Dr. Murry’s

8 “cushion”, I don’t believe it would be proper for the Commission to recognize

9 Dr. Murry’s application of the DCF model in this case. Put another way, I
10 believe it is simply wrong to ask consumers struggling to stay in their homes
11 with plummeting values to pay higher rates so that Tampa Electric can have a
12 “cushion” built into its profits through the cost of equity granted by this
13 Commission. Many residential customers and families living in the real world
14 do not have such a “cushion.” School boards and local governments in Florida
15 do not have a “cushion” and retail merchants operating in today's marketplace
16 certainly do not have the "cushion" to which Dr. Murry argues for Tampa
17 Electric in this case.
18

19 Another difference between Dr. Murry and myself is that Dr. Murry does not
20 perform a rate of return analysis specifically on TECO Energy. Dr. Murry
21 openly admits that he does not think it is appropriate to perform a rate of
22 return analysis on TECO Energy. To be specific, Dr. Murry states:
23
24 The risks associated with the recent financial difficulties of
25 TECO Energy are not relevant to measuring the cost of capital
26 of Tampa Electric. Consequently, 1 did not use the market-
27 based calculations of the cost of capital of TECO Energy and
28 the financial information of TECO Energy had little bearing on
29 my analysis. (p. 23 of direct testimony)
30
31 Q. DO YOU AGREE WITH DR. MURRY THAT THE FINANCIAL
32 ASPECTS OF TECO ENERGY ARE NOT RELEVANT IN THIS

- 33 PROCEEDING?
35 Testimony of Kevin W. O’Donnell, CFA (FRF)
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No. Investing in TECO Energy is largely synonymous in investing in Tampa

>

Electric. Dr. Murry would like to ignore the fact that TECO’s past financial
difficulties are not relevant to Tampa Electric, but the two entities are
inextricably linked. Approximately 75% of the common equity found in the
TECO Energy, Inc. reported capital structure comes from the common equity
of Tampa Eleciric. One simply cannot invest in TECO Energy without
investing in Tampa Electric, and one can only invest in Tampa Electric by
investing in TECO Energy.

- I - T U ™ S % )

Both in terms of the appropriate capital structure and return on equity to use in
this proceeding, the Company is attempting to use hypothetical values..
Florida electric customers should not be asked to pay higher costs that are

based on “theory” when real values are available from the Company.

—_ o e e
B W R =

15 Q. MR. O'DONNELL, WHY DO YOU NOT USE THE CAPM IN

16 DETERMINING RETURNS ON EQUITY IN UTILITY
17 REGULATORY PROCEEDINGS?

18 A The CAPM is a model that essentially compares market returns to fixed-
19 income yields to arrive at a forecasted return on equity. The underlying
20 assumption of the CAPM is that calculated risk premiums stay relatively
21 constant over time. Unlike Dr. Murry, I have found such assumptions to be
2 unrealistic and extremely naive.

23

24 Current economic conditions are vastly different from conditions that existed
25 in the marketplace since 1926, which is the start date of the risk premium
26 analysis used by Dr. Murry For example, from the end of WWII until the
27 mid-1990s, the United States economy was generally seen as the dominant
28 market in the world. Today, however, China, Japan, and India are all making
29 strong economic strides that are threatening our dominance in world markets.
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! Dr. Murry's risk premium model, by definition and specification, ignores the
2 changing world markets.
3
4 Furthermore, the equity risk premium of 7.1% employed by Dr. Murry
5 incorporates only a subset of historical returns and, in my opinion, is a gross
6 exaggeration of what financial analysts expect in future market returns. In
7 2004, Dr. Jeremy J. Siegel from the University of Pennsylvania published a
3 paper for the Chartered Financial Analysts Institute Conference Proceedings
9 entitled “The Long-Run Equity Risk Premium.” In this study, Dr. Siegel
10 examined stock and bond market return returns from 1802 through 2003. Over
11 this extended period of time, the real return on common stocks was 6.8%
12 whereas the real return on long-term government bonds was 3.5% thereby
13 producing a risk-premium of 3.3%. Dr. Siegel summarized his conclusions by
14 stating:
15
16 This is a lower return world because the P/E for equities is
17 justifiably higher than it has been historically, which implies
18 lower long-term real equity returns. Siegel's constant of a 6.5-7
19 percent return equity returns problem will not hold for all
20 future periods. Investors probably will receive closer to 5
21 percent. Nevertheless, the real equity risk premium will still be
2 roughly 3 percent. Investors will certainly seek other higher
23 yielding real assets, but of the three major asset classes —
24 stocks, bonds, and real estate — all are probably going to realize
25 lower return that their historical averages. Consequently,
26 equities still offer an attractive premium for long-term
27 investors.
28
29 Also in 2004, Mr. Robert D. Amott, editor of the Financial Analysts Journal,
30 wrote an article entitled “The Meaning of a Slender Risk Preminm.” Mr.
31 Amott concluded his piece by stating that
32
33 The risk premium rules of thumb we’ve relied on are shaky.
34 » Indeed, the risk premium is a skinny hook to hang our future
37 Testimony of Kevin W, O’Donnell, CFA (FRF)
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1 prosperity on. Should we rely on the risk premium for profit, or
2 should we look more aggressively for other paths to profit? 1
3 think the latter is by far the more sensible route.
4
5 As a financial analyst, the use of a risk premium as high as 7.1% is, in my
6 opinion, nonsensical given the cwrrent world markets. It might make some
7 simplistic sense to pick a period of time over which to study equity risk
8 premiums, but it is imperative that the analyst performing the study consider
9 current market conditions. The world we live in today is vastly different than
10 the world we have experienced over the past 200 years. Ignoring this fact will
11 lead the analyst to erroneous conclusions that, in the current case, will cause
12 consumers in Florida to overpay for electric service thereby harming the
13 Fiorida economy.
14
15 Q. ARE YOU AWARE OF ANY STATE REGULATORY COMMISSION
16 THAT HAS BEEN CRITICAL OF THE USE OF THE CAPM?
17 Al Yes. In 1991, the North Carolina Utilities Commission made the following
18 statement in Docket No. G-21, Sub 293 and 295:
19
20 The commission is further convinced of the inadvisability of
21 relying on CAPM results due to the same flaw in the traditional
22 risk premium method: the time period over which one
23 calculates an equity risk differential can greatly alter the results
24 for no theoretically explainable reason.
2
27 Q. HOW DOES THE CAPM ATTEMPT TO CAPTURE COMPANY-
28 SPECIFIC RISK?
29 Al The CAPM uses a beta variable to measure the risk of the company studied
30 relative to the market. In my view, this beta is highly subjective and can only
3 be used with the utmost care. Since the beta is calculated with historical
32 returns relative to market returns, it is very possible, and in fact quite likely,
38 Testimony of Kevin W. 0’Donnell, CFA (FRF)
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1 that sudden changes in a company’s stock price will not be captured in the
2 . beta thereby producing meaningless answers. If, for example, the beta used in
3 the analysis was calculated over an extended time period, such as how Value
4 Line calculates its beta, and then a company suddenly encountered severe
5 financial problems, the CAPM would produce meaningless results as the
6 calculated return on equity would be grossly low.
, .
8 An example of the problem with beta can be seen in the situation involving'
9 Countrywide Financial, which is the world’s largest independent residential
10 mortgage lender and service company, in 2007. Countrywide has symbolically
1t become the poster child for the credit meltdown that has now occuried in the
12 marketplace thereby setting off recession worries for the entire country. The
13 August 24, 2007 edition of Value Line stated that Countrywide’s stock price
14 fell 54% since its May, 2007 report. However, even with this price decline,
15 the calculated beta for Countrywide was just 1.15 meaning that Countrywide
16 was only 15% more risky than the overall stock market. Given the collapse of
17 the credit markets due, in large part, to risky mortgages created by companies
18 the likes of Countrywide, it is hard to believe that Countrywide’s beta could
19 have been was just 1.15. Of course, this nonsensical financial situation was
20 borne out later when Bank of American acquired Countrywide. Applying the
21 Countrywide beta of 1.15 in a CAPM in the summer of 2007 would have
22 provided a ludicrous answer and very bad investment guidance.
23
% Q. HOW DOES THE DCF CAPTURE SUCH A SUDDEN CHANGE IN
25 THE MARKET PRICE OF A STOCK?
26 A. Since the DCF can incorporate daily fluctuations in stock prices via the
27 dividend yield, it can capture sudden price movements and ongoing risk
28 changes of a company. The CAPM relies on extensive historical éata on
39 Testimony of Kevin W. O’Donnell, CFA (FRF)
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which to calculate the beta. As such, it simply cannot capture sudden risk

-

2 movements.
3
4 Q. DO YOU HAVE ANY BASELINE COMPARISON OF DR. MURRY’S
5 COST OF EQUITY RECOMMENDATION IN THIS CASE?
6 A Yes, as noted previously, the average return on equity granted by various state
7 commissions across the country was approximately 10.35%over the past year,
8 Dr. Murry’s recommendation of a 12.0% return on equity is grossly out-of-
9 line with what state commissions around the United States are granting
10 regulated utilities.
11
12 As another comparison, I urge the Commission to look at other investment
13 opportunities available to conservative investors that are primarily seeking
14 income. As of this writing, on November 24, 2008, 30-year US Treasury
15 bonds, which are widely recognized as the yardstick for long-term risk-free
16 investments, are currently yielding less than 4.0%,. The return on equity that I
17 am recommending in this case is well more than double the yield on these
i8 ultra-safe 30-year bonds. Given the fact that Tampa Electric has very little
19 risk, it is easy to see that, relative to fixed income securities, a 9.75% return
20 on equity is very attractive return for investors.
21
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2 V. REVIEW OF COMPANY WITNESS ABBOTT’S TESTIMONY
3 AND RELATED RATE CASE EXPENSES

4
5 €. HAVE YOU REVIEWED THE TESTIMONY OF TECO WITNESS
6 ABBOTT?
7 A Yes, 1 have.
8
9

Q. WHAT IS THE PURPOSE OF MS. ABBOTT’S TESTIMONY IN THIS

10 PROCEEDING?
1A In her prefiled testimony, Ms. Abbott states that the purpose of her testimony

12 was to describe

13

14 how rating agencies rate companies, the importance of

13 regulation to ratings, and the basis of Tampa Electric

16 Company’s (“Tampa Electric” or “company™) current and

17 targeted ratings (p. 3 of direct testimony)

:: When one reads through Ms. Abbott’s testimony, it is clear that Ms. Abbott is,
20 essentially testifying in support of the Company’s requested return on equity
21 . and its requested capital structure, without any independent analysis of these
2 issues and, thus, without any substantive contribution to the case.

23

24 Q. DO YOU AGREE WITH MS. ABBOTT’S CONCLUSIONS IN THIS
25 CASE?

6 A No. I believe that Ms. Abbott has misunderstood the purpose in utility
27 regulation. Ms. Abbott’s testimony implies that Tampa Electric needs a
28 certain retwrn on equity and capital structure in order to ensure the utility will
29 have a credit rating that she deems suitable for the Company’s credit needs. I
30 do not agree with Ms. Abbott in that the Florida Public Service Commission
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I should set a rate of return based on a credit rating set by investment banks in
2 New York.
3
4 If this Commission, or any other utility commission in the United States, were
5 to ever begin to set returns on equity based on credit standards, it would
6 essentially be ceding its regulatory control to rating agencies which often,
7 have substantial conflicts of interest. Furthermore, setting a return on equity to
8 achieve a predetermined credit rating would, in my view, send a signal to
9 utility executives that it is acceptable to take risks since the Commission is
10 targeting a credit rating as opposed to granting the utility an OPPORTUNITY
11 to earn its allowed rate of return.
12
13 Furthermore, I believe the Commission should examine the concept of exactly
14 what Ms. Abbott is stating in her testimony. Ms, Abbott states that a 12.0%
15 return on equity is needed in order for the utility to achieve a set credit rating
16 in the marketplace. However, the cost of equity, on a pre-tax basis, is more
17 than twice the cost of debt. Hence, Ms. Abbott is advocating that consumers
18 pay higher rates to support an excessive return on equity so that the Company
19 can achieve a lower cost of debt. Such a recommendation is similar to asking
20 consumers to pay $30,000 for a car that is worth $15,000 so they can get a
21 $500 rebate from the manufacturer.
22
23 Q, CAN YOU PROVIDE A NUMERICAL EXAMPLE TO SUPPORT
24 YOUR CLAIM THAT CONSUMERS SHOULD NOT PAY FOR AN
25 EXCESSIVE RETURN ON EQUITY TO JUSTIFY LOWER DEBT
26 COSTS?
27 A In the current case, the Company’s cost of debt is 6.80%, its requested return
28 on equity is 12.0%, its equity ratio is 50.21%, and its rate base is about $3.66
29 billion. Including income tax effects, for every 100 basis points in a higher
42 Testimony of Kevin W. O’Donnell, CFA (FRF)
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i should set a rate of return based on a credit rating set by investment banks in
2 New York.
3
4 If this Commission, or any other utility commission in the United States, were
5 to ever begin to set returns on equity based on credit standards, it would
6 essentially be ceding its regulatory control to rating agencies which often,
7 have substantial conflicts of interest. Furthermore, setting a return on equity to
8 achieve a predetermined credit rating would, in my view, send a signal to
9 utility executives that it is acceptable to take risks since the Commission is
10 targeting a credit rating as opposed to granting the utility an OPPORTUNITY
11 to earn its allowed rate of return.
12
13 Furthermore, I believe the Commission should examine the concept of exactly
14 what Ms. Abbott is stating in her testimony. Ms. Abbott states that a 12.0%
15 return on equity is needed in order for the utility to achieve a set credit rating
16 in the marketplace. However, the cost of equity, on a pre-tax basis, is more
17 than twice the cost of debt. Hence, Ms. Abbott is advocating that consumers
18 pay higher rates to support an excessive return on equity so that the Company
19 can achieve a lower cost of debt. Such a recommendation is similar to asking
20 consumers to pay $30,000 for a car that is worth $15,000 so they can get a
21 $500 rebate from the manufacturer.
22
23 Q, CAN YOU PROVIDE A NUMERICAL EXAMPLE TO SUPPORT
24 YOUR CLAIM THAT CONSUMERS SHOULD NOT PAY FOR AN
25 EXCESSIVE RETURN ON EQUITY TO JUSTIFY LOWER DEBT
26 COSTS?
27 Al In the current case, the Company’s cost of debt is 6.80%, its requested return
28 on equity is 12.0%, its equity ratio is 50.21%, and its rate base is about $3.66
29 billion. Including income tax effects, for every 100 basis points in a higher
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1 return on equity granted Tampa Electric in this case, consumers must pay
2 approximately $30 million more each year. However, if Tampa Electric
3 experienced a decrease in its bond rating, the Company might pay an
4 additional 50 basis point premium associated with a lower credit rating. The
5 cost for an additional 50 basis points on the cost of debt for Tampa Electric
6 would cost consumers an additiona!l $7.1 million. Hence, it is easy to see that
7 Ms. Abbott’s recommendation for consumers to pay a higher return on equity
8 1o obtain a lower cost of debt is simply illogical and would force Tampa
9 Electric's customers to pay excessive, unjust rates for exactly the same
10 service.

11

12 The reality of Ms. Abbott’s recommendation is that the group that would
13 benefit the most from a higher return on equity would be TECO executives
14 and stockholders. Consumers, on the other hand, would suffer with
15 unjustifiably higher rates to pay for an unreasonable return on equity.

16

17 Q. HOW DO YOU RECOMMEND THE COMMISSION TREAT THE
18 TESTIMONY OF MS. ABBOTT?

19 Al In my opinion, I do not believe that consumers should pay for the testimony of

20 Ms. Abbot. 1 have no issue at all with Tampa Electric absorbing Ms. Abbott’s

21 $290,000 in fees for this case, but I do not agree with the Company seeking

2 rate recovery of her fees. Ms. Abbott does not provide a rate of return nor a

23 capital structure recommendation in this case. Instead, she simply supports the

24 Company’s requests. Of the $290,000 in rate case fees requested for Ms,

25 Abbott, the Company is also seeking $20,000 for travel expenses. In my

26 view, asking ratepayers to pay such huge consulting fees in today's dire

27 economic conditions is simply wrong. The high flying days of excessive pay

28 by Wall Street executives is, hopefully, behind us. Such rate case fees should
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1 not be recovered from Tampa Electric customers who are struggling to make

2 ends meet in very tough economic times.

3

4 My recommendation is that the fees of Ms. Abboti be deducted from rate case

5 expenses allowed for recovery by Tampa Electric in this proceeding.

6

7 Q DO YOU TAKE ISSUE WITH ANY OTHER RATE CASE EXPENSES

8 REQUESTED BY TAMPA ELECTRIC IN THIS CASE?

9 A Yes. According to item C-10 of the minimum filing requirements (MFRs),
10 Tampa Electric is seeking recovery of $116000 to pay for
11 “Analysis/Testimony/Discovery” of JM Cannell. According to this same
12 MFR document, Ms. Cannell is to assist on the issue of “financial integrity.”
13 However, Ms. Cannell did not file any testimony. Furthermore, Ms, Abbott
14 was retained by Tampa Electric for the same purpose of supporting the utility
15 in regard to “financial integrity.” Between Ms. Abbott and Ms. Cannell,
16 Tampa Electric is seeking to recover $406,000 from its customers to pay for
17 its concern regarding “financial integrity:” When one adds in the $68,000
i8 Tampa Electric is seeking for the testimony of Dr. Murry, the Company is
19 seeking almost a half-million dollars from customers for Tampa Electric’s and
20 TECO Energy's chosen witnesses just to support TECO Energy's profit
21 levels. .

22
23 I recommend to the Commission that is also disallow the $116,000 in rate case
24 expenses that Tampa Electric is seeking in this case to pay for the services of
25 Ms. Cannell.
26
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1 V. SUMMARY
2 .
i Q. MR. O’DONNELL, PLEASE SUMMARIZE YOUR TESTIMONY IN
4 THIS PROCEEDING.
5 A In the current proceeding, Tampa Electric is requesting this Commission to set
6 rates so that the Company can eamn a 12.0% return on equity. In my opinion,
7 this requested return is excessive and cannot be supported by a logical
8 evaluation of current market returns as well as the returns that other state
9 regulators across the country are granting for their regulated utilities.
10 }
11 1 performed my cost of equity analysis using the DCF model as well as the
12 comparable earnings model. My conclusion is that 9.75% is the proper return
13 on equity to grant TECO in this proceeding.
14
15 In evaluating the Company’s requested capital structure, I found evidence of
16 double-leverage in Tampa Electric’s capital structure, using parent (TECO
17 Energy) debt to create the appearance that the regulated utility’s (Tampa
18 Electric) equity is significantly greater than it is in reality. As a result, I do not
19 believe the Company’s requested capital structure is appropriate for use in this
20 proceeding. As an alternative, I recommend the Commission grant Tampa
21 Electric a total rate of return that is based on the capital structure of Tampa
22 Electric adjusted for the parent company’s (TECO Energy) use of debt infused
2 as equity into Tampa Electric.
24
25 I also recommend that the Commission deduct the fees of Company Witness
26 Abbott from rate case expenses associated in this ptoceeding. Ms. Abbott does
27 not provide any specific recommendations in this case. The sole purpose of
28 Ms. Abboft’s testimony appears to be to support the testimony of other
29 Company witnesses. In my view, it is unconscionable to ask Florida
45 Testimony of Kevin W, O'Donnell, CFA (FRF}
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ratepayers (o pay $290,000 in fees for Ms. Abbott’s testimony that simply

—

2 supports positions taken by other company witnesses.

3

4 Lastly, 1 recommend the Commission also disallow the $116,000 in rate case

5 expenses requested by Tampa Electric for the service of JM Cannell. Ms.

6 Cannell does not present any testimony in this proceeding nor does the

7 Company provide any evidence to support this requested rate case expense for
8 Ms. Camnell.

9
1 Q DOES THIS COMPLETE YOUR TESTIMONY?

>

Yes, it does.

-
N
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Appendix A

Kevin W. O’Donnell, CFA
President
Nova Energy Consultants, Inc.
1350 SE Maynard Rd.
Suite 101
Cary, NC 27511

Education

1 received a B.S. degree in Civil Engineering - Construction Option from North
Carolina State University in May of 1982 and a Masters of Business Administration
in Finance from Florida State University in August of 1984,

Professional Certification
I am a Chartered Financial Analyst (CFA) and a member of the Association of

Investment Management and Research.

Work Experience

In September of 1984, 1 joined the Public Staff of the North Carolina Utilities
Commission as a Public Utilities Engineer in the Natural Gas Division, In December
of 1984, I transferred to the Public Staff's Economic Research Division and held the
position of Public Utility Financial Analyst. In September of 1991, I joined Booth &
Associates, Inc., a Raleigh, North Carolina, based electrical engineering firm, as a
Senior Financial Analyst. 1 stayed in this position until June 1994, when I accepted
employment as the Director of Retail Rates for the North Carolina Electric
Membership Corporation. In January 1995, 1 formed Nova Utility Services, Inc., an
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energy consulting firm. In May of 1999, I changed the name of Nova Utility
Services, Inc. to Nova Energy Consultants, Inc.

Along with my work with Nova Energy Consultants, Inc., I am also a senior financial
anatyst for MAKROD Investment Associates of Verona, NJ. MAKROD is a money
management firm that specializes in portfolio management services for high wealth
individuals and institutional investors.

Testimonies

North Carolina

1 have testified before the North Carolina Utilities Commission in the following
general rate case proceedings: Public Service Company of North Carolina, Inc.
{Docket No. G-5, Sub 200, Sub 207, Sub 246, Sub 327, and Sub 386); Piedmont
Natural Gas Company (Docket No. G-9, Sub 251 and Sub 278); General Telephone
of the South (Docket No. P-19, Sub 207); North Carolina Power (Docket No. E-22,
Sub 314); Piedmont Natural Gas Company (Docket No. E-7, Sub 487); Pennsylvania
& Southern Gas Company (Docket No. G-3, Sub 186); and in several water company
rate increase proceedings. 1 also submitted pre-filed testimony, and/or assisted in the
settlement process, in Docket Nos. G-9, Sub 378, Sub 382, Sub 428 and Sub 461,
which were general rate cases involving Piedmont Natural Gas Company; in Docket
No. G-21, Sub 334, North Carolina Natural Gas’ most recent general rate case; in
Docket No. G-3, Sub 356, Public Service of North Carolina’s 1995 general rate case;
and in Docket No. G-39, Sub 0, Cardinal Extension Company’s rate case.
Furthermore, 1 testified in the 1995 fuel adjustment proceeding for Carolina Power &
Light Company (Docket No. E-2, Sub 680) and submitted pre-filed testimony in
Docket No., E-7, Sub 559, which was Duke Power's 1995 fuel adjustment proceeding.
I also submitted pre-filed testimony and testified in Duke’s 2001 fuel adjustment
proceeding, which was Docket No. E-7, Sub 685.
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Furthermore, I testified in Docket No. G-21, Sub 306 and 307, in which North
Carolina Natural Gas Corporation petitioned the Commission to establish a natural
gas expansion fund. I also submitted testimony in the Commission’s 1998 study of
natural gas transportation rates that was part of Docket No. G-35, Sub 386, which was
the 1998 general rate case of Public Service Company of North Carolina. In
September of 1999, I testified in Docket Nos. G-5, Sub 400 and G-43, which was the
merger case of Public Service Company of North Carolina and SCANA Corp. I also
submitied testimony and stood cross-examination in the holding company application
of NUI Corporation, a utility holding company located in New Jersey, which was
NCUC Docket No. G-3, Sub 224, as well as NUI's merger application with Virginia
Gas Company, which was Docket No. G-3, Sub 232. 1 also submitted pre-filed
testimony and stood cross-examination in Docket No. G-3, Sub 235, which involved
a tariff change request by NUI Corporation. 1 testified in another holding company
application in Docket No. E-2, Sub 753; G-21, Sub 387; and P-708, Sub 5 which was
the holding company application of Carolina Power & Light. In June of 2001, 1
submitted testimony and stood cross-examination in Docket Wo. E-2, Sub 778, which
was CP&L’s application to transfer Certificates of Public Convenience and Necessity
(CPCN) from two of the Company’s generating units to its non-regulated sister
company, Progress Energy Ventures. In November of 2001, 1 testified in Duke
Energy’s restructuring application, which was Docket No. E-7, Sub 694. In January
2002, 1 presented testimony in the merger application of Duke Energy Corp. and
Westcoast Energy. In April of A2003, 1 submitted testimony in Dockets Nos. G-9, Sub
470, Sub 430; and E-2, Sub 825, which was the merger application of Piedmont
Natural Gas and North Carolina Natural Gas. In May of 2003, I submitted testimony
in the general rate case of Cardinal Pipeline Company, which was Docket No. G-39,
Sub 4. In July 2003, 1 filed testimony in Docket No. E-2, Sub 833, which was
CP&L’s 2003 fuel case proceeding. 1 prepared pre-filed testimony and stood cross-
examination in the merger application of Piedmont Natural Gas and Eastern North

Carolina Natural Gas. In July of 20085, 1 prepared pre-filed testimony in Carolina
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Power & Light’s fuel case in North Carolina. In August of 2005 1 assisted in the
settlement of Piedmont’s 2005 general rate case. In June, 2006, I submitted rebuttal
testimony in Docket No. E-100, Sub 103, which was the investigation of integrated
resource planning (IRP) in North Carolina. Also in the month of June, 2006, I
submitted testimony in Docket No. G-9, Sub 519, which was the application of
Piedmont Natural Gas to change its tariffs and service regulations. In August, 2006, I
assisted in the settlement of the rate case of Public Service of North Carolina in
Docket No. G-5, Sub 481, In December of 2006, I prepared direct testimony and
stood cross-examination in Docket No. E-7, Sub 751, which was application of Duke
Power to share net revenues from certain wholesale power transactions. In January,
2007, 1 submitted testimony in the application of Duke Energy in Docket No. E-7,
Sub 790, which was in regard to the construction of two 800 MW coal fired
generation units in Rutherford County, North Carolina. In June, 2008, 1 filed
testimony in Duke Energy’s Save-A-Wait energy efficiency filing.

South Carolina

In August of 2002, I submitted pre-filed testimony and stood cross-examination
before the South Carolina Public Service Commission in Docket No. 2002-63-G,
which was Piedmont’s 2002 general rate case, In October of 2004, I submitted pre-
filed testimony and stood cross-examination in the general rate case of South Carolina
Electric & Gas. In March 2005, I prepared pre-filed testimony and assisted in the
settlement involving the fuel application proceeding of South Carolina Electric &
Gas. In April of 2005, | prepared pre-filed testimony and assisted in the settlerent of
Carolina Power & Light’s fuel case in South Carolina. In March 2006, I assisted in
the settlement involving the fuel application proceeding of South Carolina Electric &
Gas. In November of 2007 I assisted in the settlement of the 2007 South Carolina
Electric & Gas general rate case proceeding. In October, 2008, I submitted testimony
in the 2008 South Carolina Electric & Gas base load review act proceeding.
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United States Congress
In May of 1996, 1 testified before the U.S, House of Representatives, Committee on
Commerce and Subcommitiece on Energy and Power concerning competition within

the electric utility industry.

I have also worked with North Carolina and South Carolina municipalities in
presenting comments to the Federal Energy Regulatory Commission regarding the
opening of the wholesale power markets in the Carolinas.

Publications
I have also published the following articles: Municipal Aggregation: The Future is

Today, Public Utilities Fortnightly, October 1, 1995; Small Town, Big Price Cuts,
Energy Buyers Guide, January 1, 1997; and Worth the Wait, But Still at Risk, Public
Utilities Formightly, May 1, 2000. All of these articles dealt with my firm’s
experience in working with small towns that purchase their power supplies in the

open wholesale power markets.
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Tampa Electric Company
Docket No. 080317-El
DCF Results
Company

A¥iant Enesgy -10.5%

Amer, Elac. Power 2 R -80%

Avista Corp, 5% 9% 41% -40% T5% 5% 3% 3.5% 20% 2.0% 12.5% 3.5% 3 6.3%

CoartarPoint Energy 58% 8% S4A% — — - NMF NMF NME 6.0% 2.0% 10.5% T9% 12.5%

OTE Ensrgy £5% 5.0% 5.a% £0.5% - 35% -20% - 4.0% 5.0% 15% 40% 2.5%

Duke Energy 5.5% 57% 55% - - — - - - 4.5% £45% 2.5% 24% 3.3%

Edisan It} 3% 37% 38% 0% 1.0% 45% - - 17.5% 50% To% 4.0% B4% 8%

Empire Dist. Elec. B.4% 88% T0% -1.0% — 20% 2.0% — 2% 100% 1.5% 5% 20% 8.0%

G Plains Energy 7.8% B8.0% 2.3% 0.5% 2.5% 15% — - 4.5% 1.0% Nl 4.0% 1.2% 7.6%

Hawalisn Elec. 4.7% 47% 48% -0.5% 0.5% 1.5% -3.0% — 2.0% 50% 1.0% 2.5% 22% 4.5%

DACORP, Inc. 4.2% 46% 44% ~1.0% -4.5% 3.5% T0% -8.8% 2.5% 20% N 0% 31% 5.0%
’ NiSewos ino. S4% % T76% 25% 2.5% T0% -55% -5.5% 0% 5.0% 1.8% 10% 1.8% 30%

Northeast Utitties 5% 3.0% 3.6% 11.0% -4.5% 0.5% 8.5% 10.0% 2.5% 11.5% 8.0% $.5% 4.08% TA%

Pepca Holdings $.0% 58% 8.2% - — - -4 5% - 1.0% 13.0% 15.0% 3.0% 40% 03I%

PGAE Corp, 4.3% 4.5% 4A% 1.5% 3.0% — - — 18.5% 3.0% 2.0% 6.0% 57% 73%

PNM 0% 5.5% 58% 2.0% 145% 5.5% ~5.0% 9.5% 5.0% £.0% ~2.0% Nil 1.5% 13.5%

Progress Energy 5.0% £3% 84% - 3.0% 0% -4.5% 2.5% 0% £0% 1.0% 1.5% 1.6% 2%

SCANA Corp, 5.2% 57% 5.7% g% 1.0% 45% 4.0% 85% 4.0% £5% 4.0% 55% 43% 48%

Slesra Paciic Res. 45% 45% 4A% £.5% o -35% - - 5.8% 7.5% NMF 5% 4.6% 15.2%

LK Holdings 53% 55% 5.5% -2.0% - 0.5% B.0% -— “1.0% 4.5% N 109% 1.9% 8.0%

UniSource Energy 34% 2.7% 3.8% $5% - 17.5% 3.0% 15.5% B.5% n 3.0% 30K 1% NA

Wester Energy 58% 8.2% 21% 1.0% 7% -4.0% 320% 5.0% -4.5% 20% 5.5% 45% 3.3% 44%

Wisconsin Enargy 7% 2.6% 2.8% 5.5% -4.5% 4.0% 8.0% ~1L0% T7.0% £0% £.5% 6.5% 8.9% 10.2%

Xesl Energy lnc. 0% 5.5% 5.8% «3.5% 45% 0% 20% -8.5% -“15% 15% 3.0% 40% 8% 8%

Avernge 49% 53% A% 0.2% “1.5% 20% 1.2% 22% 3.4% 28% 51% 4A4% 7% T.4%

TECD Enorgy 54% 1% T -3.8% -3.5% 2% 1.0%  110% -20% T6% 3.0% $.6% 4% 12.8%

Spurces:
i Valon Linm trveatment Sutvy, Augrist 33, 3008; Saptunter2s, 2006; id Nowmbor 7. 2008
Sctrwal Eanings Reports aeof Oct. 57, 2068,
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. e - Docket No. 080317-E1
DCF Summary
KWO-2, Page 1 of 1

Tampa Electric Company
Docket No. 080317-EI

13 Wk. Avg.| 4 Wk. Avg. [Current Weel Average |Historical| Plowback | Fore.
Dividend | Dividend | Dividend Growth | Growth | Growth | Growth

Company Yield Yield Yield Rate Rate Rate Rate
Alliant Energy 4.7% 5.0% 52% 2.1% -1.7% 5.1% 7.0%
Amer. Elec. Power 5.0% 5.5% 5.8% 2.3% -2.9% 5.5% 6.8%
Avista Comp. 3.5% 3.9% 4.1% 2.7% -1.1% 3.0% 8.3%
CenterPoint Energy 5.8% 6.7% 64% 9.2% — 7.9% 9.5%
DTE Energy 5.5% 5.9% 5.9% 2.7% 1.3% 2.5% 4.2%
Duke Energy 5.5% 5.7% 5.9% 3.8% — 2.4% 4.2%
Edison Inti 33% 3.7% 3.8% 7.5% 7.5% 8.4% 7.3%
Empire Dist. Elec. 6.4% 6.9% 7.0% 3.1% 1.3% 2.0% 53%
G't Piains Energy 7.9% 3.9% 9.3% 2.6% 1.8% 12% 312%
Hawaiian Elec. 4.7% 4.7% 4.6% 1.6% 0.1% 2.3% 33%
{DACORP, inc. 4.2% 4.6% 4.4% 0.2% -2.5% 3.1% 2.5%
NiSource Inc. 6.4% 7.1% 7.6% 1.0% -0.2% 1.8% 2.6%
Northeast Utifities 3.6% 3.9% 3.8% 5.7% 4.7% 4.6% 7.6%
Pepco Holdings 5.0% 5.6% 6.2% 6.0% -1.8% 4.0% 10.3%
PGSE Corp. 4.3% 4.5% 4.4% 6.0% 5.0% 57% 6.8%
PNM Resources 4.5% 5.5% 5.8% 3.1% 5.3% 1.3% -0.4%
Progress Energy 5.9% 6.3% 6.4% 2.5% 2.0% 1.6% 34%
SCANA Com. 5.2% 57% 5.71% 4.2% 3.9% 4.3% 4.7%
Sierra Pacific Res. 4.6% 4.9% 44% 2.5% -5.2% 4.6% 7.1%
UIL Holdings 5.3% 5.5% 5.5% 0.6% -2.1% 1.9% 2.9%
UniSource Energy 3.4% 3.7% 3.8% 5.9% 7.8% 2.1% 2.0%
Westar Energy 5.6% 6.2% 6.1% 2.9% 2.1% 3.3% 4.1%
Wisconsin Energy 2.7% 2.8% 2.8% 5.6% 3.3% 6.9% 8.6%
Xcel Energy inc. 5.0% 5.5% 5.6% 0.3% -3.5% 3.8% 52%

Average 4.9% 5.3% 5.4% 3.5% 1.1% 3.7% 53%

TECO 54% 6.1% 6.7% -0.6% -6.7% 4.4% 7.3%
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Plowback

KWO-3, Page 1 of 1

% Retained to Common Equity

Company 2007 | 2008E | 2009E | 11-'13E | Average

Alliant Energy 5.9% 5.0% 5.0% 4.5% 51%
Amer. Elec. Power 51% 6.0% 6.0% 5.0% 5.5%
Avista Corp. 0.8% 4.0% 4.0% 3.0% 3.0%
CenterPoint Energy 10.0% 8.0% 7.0% 6.5% 7.9%
DTE Energy 1.5% 2.0% 3.0% 3.5% 2.5%
Duke Energy 2.0% 2.5% 2.5% 2.5% 2.4%
Edison Int'l 9.2% 8.0% 8.5% 7.0% 8.4%
Empire Dist. Etec. NMF 1.0% 2.0% 3.0% 2.0%
G't Plains Energy 0.9% NMF NMF 1.5% 1.2%
Hawaiian Elec. 0.8% NMF 2.5% 3.5% 2.3%
IDACORP, Inc. 2.4% 3.0% 3.5% 3.5% 3.1%
NiSource Inc. 1.2% 1.5% 2.0% 2.5% 1.8%
Northeast Utilities 4.3% 5.0% 4.5% 4.5% 4.6%
Pepco Holdings 2.3% 4.0% 4.0% 5.5% 4.0%
PG&E Corp. 5.9% 6.0% 6.0% 5.0% 5.7%
PNM Resources NMF NMF 0.5% 2.0% 1.3%
Progress Energy 0.7% 1.5% 1.5% 2.5% 1.6%
SCANA Corp. 4.0% 4.5% 4.0% 4.5% 4.3%
Sierra Pacific Res. 5.4% 4.5% 4.5% 4.0% 4.6%
UIL Holdings 3.1% 1.0% 1.6% 2.0% 1.9%
UniSource Energy 3.9% 0.5% 2.0% 2.0% 2.1%
Westar Energy 4.3% 4.0% 2.5% 2.5% 3.3%
Wisconsin Energy 7.1% 6.5% 6.5% 7.5% 6.9%
Xcel Energy Inc. 3.1% 3.5% 3.5% 5.0% 3.8%

Average 3.7%
TECO Energy 5.1% 0.5% 6.0% 6.0% 4.4%
Sources:
The Value Ling Investment Survey, August 28, 2008; Sept 5, 2008; and November 7, 2008
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Returns

KWO-4, Page 1 of 1

% Return on Common Equity

Company 2004 | 2005 | 2008 | 2007
Alliant Energy 8.2% 13.1% 9.1% 11.3%
Amer. Elec. Power 12.2% 11.3% 12.0% 11.4%
Avista Corp. 4.7% 5.9% 8.0% 4.2%
CenterPoint Energy 18.6% 17.4% 27.8% 22.0%
DTE Energy 8.0% 10.0% 7.5% 7.7%
Duke Energy na na 41% 7.2%
Edison intl 3.5% 16.8% 14.0% 13.0%
Empire Dist. Elec. 5.8% 6.0% 8.5% 6.2%
Gt Plains Energy 15.5% 13.3% 9.4% 10.1%
Hawaiian Elec, 8.9% 9.7% 9.9% 7.2%
IDACORP, inc. 7.2% 6.2% 8.9% 6.8%
NiSource Inc. 9.0% 6.0% 6.3% 6.1%
Northeast Utilities 5.1% 5.1% 4.3% 8.4%
Pepco Holdings 7.7% 7.7% 7.0% 7.4%
PGS&E Corp. 10.3% 12.3% 12.5% 11.7%
PNM Resources 8.0% 8.2% 7.2% 3.5%
Progress Energy 9.9% 9.0% 6.1% 8.2%
SCANA Corp. 122% 11.8% 10.5% 10.8%
Sierra Pacific Res. 4.8% 4.0% 9.0% 6.6%
UIL Holdings 8.7% 5.8% 9.9% 10.1%
UniSource Energy 7.9% 7.5% 10.6% 8.5%
Westar Energy 7.1% 9.5% 10.7% 9.2%
Wisconsin Energy 8.8% 11.3% 10.8% 10.9%
Xcel Energy inc, 10.0% 9.2% 8.7% 9.1%

Average 8.3% 9.0% 8.7% 9.1%
TECO Energy 10.7% 13.3% 14.1% 13.2%
Sources:

The Value Line Investment Survey, August 28, 2008; September26, 2008; and Novemnber 7, 2008
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Per Books Adjusted Cost Watd. Cost
Component Acounts Adjustments| Amounts | Ratio (%) | Rate (%) | Rate (%)
{060's) (000's) {000's)
Long-Term Debt $1,397,565 $226,998 $1,624,563 44.43% 6.81% 3.03%
Short-Term Debt $8,002 $8,002 0.22% 4.63% 0.01%
Customer Deposits $103,724 $103,724 2.84% 8.07% 0.17%
Tax Credits $8,780 $8,780 0.24%  8.27% 0.02%
Deferred Inc. Taxes $302,744 $302,744 8.28% 0.00% 0.00%
Common Eguity $1,835985 -$226,998 $1,608,987 44,00% 9.75% 4.29%

$3,656,800 $3,656,800 100.00% 7.52%
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On Behalf of the Office of Public Counsel
Before the
Florida Public Service Commission

Docket No. 080317-E1

PLEASE STATE YOUR FULL NAME, ADDRESS, AND OCCUPATION
My name is J. Randall Woolridge, and my business address is 120 Haymaker
Circle, State College, PA 16801. I am a Professor of Finance and the Goldman,
Sachs & Co. and Frank P. Smeal Endowed University Fellow in Business
Administration at the University Park Campus of the Pennsylvania State
University. 1 am also the Director of the Smeal College Trading Room and
President of the Nittany Lion Fund, LLC. A summary of my educational

background, research, and related business experience is provided in Appehdix A.

L SUBJECT OF TEST Y ARY OF
RECOMMENDATIONS
WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS

PROCEEDING?
I have been asked by the Florida Office of People’s Counsel (“OPC”) to provide an

opinion as to the overall fair rate of return or cost of capital for the Tampa Electric

Attachment B
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1 Company ("Tampa" or "Company”) and to evaluate Tampa’s rate of return
2 testimony in this proceeding.
3
4 Q. HOW 1S YOUR TESTIMONY ORGANIZED?
5 A First I will review my cost of capital recommendation for Tampa, and review the
6 primary areas of contention between Tampa’s rate of return position and OPC,
7 Second, I provide an assessment of capital costs in today’s capital markets. Third, I
8 discuss my proxy group of electric utility companies for estimating the cost of
9 capital for Tampa. Fourth, I present my recommendations for the Company’s capital
10 structure and debt cost rate. Fifth, I discuss the concept of the cost of equity capital,
11 and then estimate the equity cost rate for Tampa. Finally, I critique Tampa’s rate of
12 return analysis and testimony. [have a table of contents just after the title page for a
13 more detailed outline.
14 Q. PLEASE REVIEW YOUR RECOMMENDATIONS REGARDING THE
15 APPROPRIATE RATE OF RETURN FOR TAMPA.
16 A 1 am developed a capital structure and debt cost rate for Tampa that reflects its
17 past and present capitalization. I have( applied the Discounted Cash Flow Model
18 (“DCF”) and the Capital Asset Pricing Model (“CAPM”) to a proxy group of
19 publicly-held electric utility companies (“Electric Proxy Group”). My analysis
20 indicates an equity cost rate in the range of 8.2%-9.8% for Tampa. Ihave used an
21 equity cost rate at the upper end of the range, 9.75%, in recognition of the current

22 volatile capital market conditions. However, I reserve the right to update my
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1 equity cost rate recommendations prior to hearings. This is because, in my
2 opinion, the current market conditions are in disequilibrium as investors atternpt
3 to sort out the economic consequences of the collapse of the financial sector and
4 the unprecedented bail out by the U. S. government. In addition, certain financial
5 data have not been updated to reflect the current economic situation. Using my
6 capital structure and debt and equity cost rates, I am recommending an overall
7 rate of return of 7.33% for Tampa. These findings are summarized in Exhibit
8 JRW-1.

9 Q. PLEASE SUMMARIZE THE PRIMARY ISSUES REGARGING RATE OF
10 RETURN IN THIS PROCEEDING.

11 A Mr. Gordon L. Gillette provides the Company’s proposed capital structure and

12 debt cost rates and Dr. Donald A. Murry provides Tampa’s proposed common
13 equity cost rate. My analysis suggests that the Company’s recommended capital
14 | structure with a common equity ratio of 55.3% is equity-rich when compared to
15 the actual capitalization of the Company as well as the capitalization of electric
16 otility companies. I have identified improper adjustments made by the Company
17 that serve to inflate the projected equity in the capital structure. I have adjusted
18 the Company’s proposed debt cost rate to reflect market interest rates.

19

20 As for the equity cost rate, Dr. Murry's estimate is 12.0%, whereas my analysis
21 indicates an equity cost rate of 9.75% is appropriate for Tampa. We have both
22 used DCF and CAPM approaches to estimating an equity cost rate for the
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1 Company. Dr. Murry has applied these approaches to a proxy group of electric
2 utility companies as well as to TECO Energy.
3
4 In terms of the DCF approaches, the two major areas of disagreement are (1) the
5 relevance of DCF equity cost rate resuits and (2) the estimation of the expected
6 growth rate. With respect to (1), Dr Murry has ignored the vast majority of his
7 own DCF results for the proxy group and TECO Energy in estimating a DCF
8 equity cost rate range of 11.12% to 13.27%. In this régard, he argues that he uses
9 the high end of his DCF range to account for flotation costs and market pressure.
10 I demonstrate that this represents an erroneous adjustment since these costs are
i1 undocumented and unnecessary. With respect to (2), Dr. Murry has relied
12 exclusively on the forecasted eamings per share growth rates of Wall Street
13 analysts and Value Line in estimating a DCF equity cost rate. I have used both
14 historic and projected growth rate measures, and have evaluated growth in
15 dividends, book value, and earnings per share. A very significant factor that I
16 consider and highlight is the upwardly-biased expected earnings growth rates of
17 Wall Street analysts and Value Line.
18 i
19 The CAPM approach requires an estimate of the risk-free interest rate, beta, and
20 the equity risk premium. Whereas there is general agreement on the beta and
21 risk-free interest rate, we have significantly different views on the alternative
22 approaches to measuring the equity risk premium as well as the magnitude of
23 equity risk premium. As I highlight in my testimony, there are three procedures
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1 for estimating an equity risk premium — historic returns, surveys, and expected
2 return models. Dr. Murry relies solely on historic measures of the equity risk
3 premiwm and has used equity risk premiums of 7.10% and 8.50% in his two
4 versions of the CAPM. I provide evidence that risk premiums based on historic
5 returns series are subject to a myriad of empirical flaws and, as a result, are
6 upwardly biased measures of expected risk premiums. I have used an equity risk
7 premium of 4.56% which (1) uses all three approaches to estimating an equity
8 premium and (2) employs the results of many studies of the equity risk premium.
9 As I note, my equity risk premium is consistent with the equity risk premiums (1)
10 discovered in recent acadernic studies by Ieéding finance scholars, (2) employed
11 by leading investment banks and management consulting firms, and (3) found in
12 surveys of financial forecasters and corporate CFOs.
13
14 Dr. Murry and I also disagree on the need for a size premium adjustment to the
15 CAPM. The size premium is based on historical stock returns and, as discussed in
16 my testimony, there are a number of errors in using historical market returns to
17 compute risk p;'emiums. In addition, I argue that any equity cost rate adjustment
18 based on the relative size of a public utility is inappropriate. One study noted in
19 my testimony tested for a size premium in utilities and concluded that, unlike
20 industrial stocks, utility stocks do not exhibit a significant size premium. The
21 primary reason that a size premium is not required for utilities is that utilities are

22 regulated closely by state and federal agencies and commissions, and hence, their
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1 financial performance is monitored on an on-going basis by agencies of both the
2 state and federal governments.

3

4 In the end, the most significant areas of disagreement between Dr. Murry and me
s with respect to the cost of equity are (1) the relevance of the DCF model and its
6 results in determining an equity cost rate for the Company, and (2) the
7 measurement and magnitude of the equity risk premium.

8

9 II. CAPITAL COSTS IN TODAY’S MARKETS

10 Q. PLEASE DISCUSS CAPITAL COSTS IN TODAY’S MARKETS.

11 A Long-term capital cost rates for U.S. corporations are currently at their lowest
12 levels in more than four decades. Corporate capital cost rates are determined by
13 the level of interest rates and the risk premium demanded by investors to buy the
14 debt and equity capital of corporate issuers. The base level of long-term interest
15 rates in the U.S. economy is indicated by the rates on ten-year U.S. Treasury
16 bonds. The rates are provided in Exhibit JRW-2 from 1953 to the present. As
17 indicated, prior to the decline in rates that began in the year 2000, the 10-year
18 Treasury vield had not consistently been in the 4-5 percent range over an
19 extended period of time since the 1960s.

20
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1 The second base component of the corporate capital cost rates is the risk
2 premium. The risk premium is the retumn bremium kreqﬁired by investors to
3 purchase riskier securitics. The equity risk premium is the return premium
4 required to purchase stocks as opposed to bonds. Since the equity risk premium is
5 not readily observable in the markets (as are bond risk premiums), and there are
6 alternative approaches to estimating the equity premium, it is the subject of much
7 debate. One way to estimate the equity risk premium is to compare the mean
8 returns on bonds and stocks over long historical periods. Measured in this
9 manner, the equity risk premium has been in the 5-7 percent range. But recent

10 studies by leading academics indicate the forward-looking equity risk premium is

1 in the 3-4 percent range. These authors indicate that historical equity risk

12 premiums are upwardly biased measures of expected equity risk premiums.

13 Jeremy Siegel, a Wharton finance professor and author of the book Stocks for the

14 Long Term, published a study entitled “The Shrinking Equity Risk Premium.”!

15 He concludes:

16 The degree of the equity risk premium calculated

17 from data estimated from 1926 is unlikely to persist

18 in the future. The real return on fixed-income assets

19 is likely to be significantly higher than estimated on

20 carlier data. This is confirmed by the yields

21 available on Treasury index-linked securities, which

22 currently exceed 4%. Furthermore, despite the

23 acceleration in earnings growth, the retwrn on

24 equities is likely to fall from its historical level due

25 to the very high level of equity prices relative to

26 fundamentals.

! Jeremy J. Siegel, “The Shrinking Equity Risk Premium,” The Journal of Portfolio Management (Fall,
1999, p. 15.
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the relationship between information availability and equity risk premiums.

There can be liftle doubt that the dramatic
improvements. in information technology in recent
years have altered our approach to risk. Some
analysts perceive that information technology has
permanently lowered equity premiums and, hence,
permanently raised the prices of the collateral that
underlies all financial assets.

The reason, of course, is that information is critical
to the evaluation of risk. The less that is known
about the current state of a market or a venture, the
less the ability to project future outcomes and,
hence, the more those potential outcomes will be
discounted.

The rise in the availability of real-time information
has reduced the uncertainties and thereby lowered
the variances that we employ to guide portfolio
decisions. At least part of the observed fall in equity
premiums in our economy and others over the past

five years does not appear to be the result of

ephemeral changes in perceptions. It is presumably
the result of a permanent technology-driven
increase in information availability, which by
definition reduces uncertainty and therefore risk
premiums. This decline is most evident in equity
risk premiums. It is less clear in the corporate bond
market, where relative supplies of corporate and
Treasury bonds and other factors we cannot easily
identify have outweighed the effects of more readily
available information about borrowers.?

Alan Greenspan, the former Chairman of the Federal Reserve Board, indicated in
an October 14, 1999, speech on financial risk that the fact that equity risk

premiums declined during 1990s is “not in dispute.” His assessment focused on

2 Alan Greenspan, “Measuring Financial Risk in the Twenty-First Century,” Office of the Comptrolier of
the Currency Conference, October 14, 1999,
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1 In sum, the relatively low interest rates in today’s markets as well as the lower
2 risk premiums required by investors indicate that capital costs for U.S. companies
3 are the lowest in decades.
4
5 Q. FINALLY, PLEASE DISCUSS THE IMPACT OF RECENT CAPITAL
6 MARKET VOLATILITY CONDITIONS ON THE EQUITY RISK
7 PREMIUM AND THE EQUITY COST RATE.
g A The mortgage, subprime, and credit crises on Wall Street have led to increased
9 market volatility and the unprecedented actions by the U.S. government to resolve
10 the financial crisis. To assess the impact of recent capital market volatility on the
11 equity risk premium and the equity cost rate, one must look at the volatility of
12 stocks relative to bonds. 1 have performed such an analysis below. To compare
13 the volatility of stocks and bonds, one must standardize the volatility measure.
14 This is normally done by dividing the-volatility measure, the standard deviation,
15 by the mean. This standardized volatility measure is known as the Coefficient of
16 Variation (“*CV”).
17

18 Q. GIVEN THESE OBSERVATIONS, PLEASE PROVIDE YOUR
19 ASSESSMENT OF THE IMPACT OF RECENT CAPITAL MARKET
20 CONDITIONS ON THE EQUITY COST RATE.

21 A I have performed an analysis of the volatility of stocks relative to bonds since
22 1997. 1have used the S&P 500 and the Bear Sterns Bond Price Index (“BSBPI™)

23 and computed the CV using a 200-day mean and standard deviation. In Exhibit
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1 JRW-5, 1 have graphed the ratio of the CV(Stock CVY/CV(Bond CV). Hence, this
2 graph shows the standardized volatility of stocks relative to bonds. Higher levels
3 of this ratio represent time periods when stock volatility is high relative to bond
4 volatility, and low levels of this ratio occur during time periods when stock
5 volatility is low relative to bonds. During the last two quarters of 2007, the
6 volaﬁlity of bonds increased relative to stocks due to the subprime mortgage
7 crisis, Through October of this year, stocks have increased in volatility relative to
8 bonds. On the relative CV measure, stocks reached a five-year high in terms of
9 relative volatility. As such, current market conditions suggest that stock volatility

10 is high relative to bond volatility.

11

12 o1 PROXY GROUP SELECTION

13

14 Q. PLEASE DESCRIBE YOUR AFPROACH TO DEVELOPING A FAIR

15 RATE OF RETURN RECOMMENDATION FOR TAMPA.

16 A To develop a fair rate of return recommendation for Tampa, I have evaluated the
17 return requirements of investors on the common stock of a proxy group of

18 publicly-held electric utility companies.

19 Q. PLEASE DESCRIBE YOUR PROXY GROUP OF ELECRIC UTILITY

20 COMPANIES.
21 A My Electric Proxy Group consists of thirteen electric utility companies. These

22 companies met the following selection criteria: (1) listed as a Electric Utility in AUS

10
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1 Utility Reports; (2) listed as a Electric Utility in the Standard Edition of the Value
2 Line Investment Survey; (3) at least 75% regulated electric revenues; (4) operating
3 revenues of less than $10B; and (5) an investment grade bond rating by Moody’s
4 and Standard & Poor’s. Summary financial statistics for the Electric Proxy Group
5 are listed in Exhibit JRW-3. The average operating revenues and net plant for the
6 group are $2,908.2M and $5,173.3M, respectively. On average, the group receives
7 91% of revenues from regulated electric operations, has a ‘Baal’ Moody’s bond
8 rating, a current cormmon equity ratio of 45%, and an earned return on common
9 equity of 8.9%.

10

11 IV, CAPITAL STRUCTURE RATIOS AND DEBT COST RATES

12 Q. WHAT IS THE RECOMMENDED CAPITAL STRUCTURE OF THE

13 COMPANY?

14 A The Company’s recommended capital structure is shown in Panel A of page 1 of

15 Exhibit JRW-4. The Company is requesting a capital structure consisting of
16 0.24% short-term debt, 42.11% long-term debt, and a 55.32% common equity,
17 This is a 2009 test-year capital structure average and includes a number of
18 adjustments as well as severai equity infusions from TECO Energy.

19 Q IS THE COMPANY’S RECOMMENDED CAPITAL STRUCTURE
20 APPROPRIATE FOR TAMPA?
21 A No. This capital structure is not appropriate for Tampa for several reasons. First,

22 the proposed capital structure ratios do not reflect the actual capitalization of

n
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1 Tampa Electric. Panel B of Exhibit JRW-4 shows the average capital structure
2 ratios for the Company over the past three years. The average common equity
3 ratio over this time period is 49.02%. Second, the proposed capital structure
4 ratios do not reflect the capitalization of electric utility companies. Panel C of
5 Exhibit JRW-4 shows the average capital structure ratios for the Electric Proxy
6 Group in 2008, The average common equity for the first eleven months of 2008
7 for the group is 45.7%. Third, the proposed capital structure includes a number of
8 adjustments as well as proposed infusions which serve to increase the equity in
9 the capital structure. The Company’s proposed adjustments are discussed in the
10 rebuttal section of my testimony.

11 Q. WHAT CAPITAL STRUCTURE ARE YOU EMPLOYING FOR TAMPA?
12

13 A Page 4 of Exhibit JRW-4 provides the Company’s capitalization for the years

14 2007, 2008, and 2009. As discussed, the 2009 pro forma capital structure
15 includes a number of adjustments as well as proposed equity infusions. Somer of
16 these adjustments are improper, as will be discussed in my rebuttal testimony. The
17 2007 and 2008 capital structures are provided in Panel D of Exhibit JRW-4,
18 These capital structures reflect the actual capitalizations of the company as it has
19 been financed. As such, I am using the average of the 2007 and 2008 capital
20 structures as my proposed capital structure ratios for Tampa. These figures are
21 shown in Panel E of Exhibit JRW-4.

12
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i Q WHY DO YOU BELIEVE THAT YOUR RECOMMENDED CAPITAL
2 STRUCTURE IS MORE APPROPRIATE THAN THE CAPITAL
3 STRUCTURE PROPOSED BY THE COMPANY?

4 A My capital structure is more appropriate for four reasons. My capital structure,

5 with a common equity ratio of 48.89%: (1) much more accurately reflects how the
6 Company has been financed in the past. The Company’s average common equity
7 ratio over the past three years has been 49.02%; (2) much more closely reflects
8 the capitalizations of electric utility companies. The average capital structure
9 ratio for the Electric Proxy Group in 2008 is 45.7%; (3) does not include a
10 number of questionable and uncertain adjustments and equity injections; and (4)
11 much more accurately reflects the Company’s capital structure as viewed by
12 investors.
13

14 Q. WHAT SHORT-TERM DEBT COST RATES ARE YOU USING IN THE
15 COST OF CAPITAL FOR TAMPA?

16 A.  The Company’s short-term debt cost rate is based on a short-term debt rate

17 assumption of 4.5%. This rate, in turn, is based on the historic London Interbank
18 Offered Rate (“LIBOR”) between 1991-2008 (see Tampa response to OPC 3-60,
19 part 1) of 4.37% plus a program financing fee. This has very little to do with
20 current LIBOR rates. Page 5 of Exhibit JRW-4 shows LIBOR rates over the past
21 five years. During 2008, LIBOR rates declined to the 2.75% range early in the
22 summer in response to Federal Reserve actions to lower interest rates. These rates

23 increased dramatically to the 4.75% range in September in response to the
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1 spreading credit crisis. However, the intervention of the Federal Reserve, the :
2 Treasury Department, and U.S. government has resulted in a significant decline in :
3 the LIBOR rate. As of November 13, 2008, the three-month LIBOR rate was
4 2.15%. Including the financing program fee of 18 basis points, I will use a short-
5 term debt cost rate of 2.33% (2.15% + 0.18% = 2,33%)).
6

7 Q. WHAT LONG-TERM DEBT COST RATE ARE YOU USING IN THE }
8 COST OF CAPITAL FOR TAMPA?

9 A The Company’s long-term debt cost rate for rate year 2009 is 6.80%. Details of

10 the development of this debt cost rate were provided in Tampa’s response to OPC

i1 3-60, part 2. This is shown on page 6 of Exhibit JRW-4. This debt cost rate i
12 includes a 2009 bond issue with a 6.90% coupon rate. 1 will adopt the Company’s :
13 long-term debt cost rate of 6.80%. |

14

15 V. THE COST OF COMMON FOQUITY CAPITAL

16 A, Overview ' ;

17 Q. WHY MUST AN OVERALL COST OF CAPITAL OR FAIR RATE OF i
18 RETURN BE ESTABLISHED FOR A PUBLIC UTILITY?

19 A. In 2 competitive industry, the return on a firm’s common equity capital is

20 determined through the competitive market for its goods and services. Due to the ' :
21 capital requirements ‘neededbte provide utility services, however, and to the i
22 economic benefit to society from avoiding duplication of these services, some 1
23 public utilities are monopolies. 1t is not appropriate to permit monopbly utilities to :

14
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1 set their own prices because of the lack of competition and the essential nature of P
2 the services. Thus, regulation seeks to establish prices that are fair to consumers i
3 and at the same time are sufficient to meet the operating and capital costs of the
4 utility (i.e., provide an adequate return on capital to attract investors).

5" Q. PLEASE PROVIDE AN OVERVIEW OF THE COST OF CAPITAL IN i
6 THE CONTEXT OF THE THEORY OF THE FIRM.

7 A.  The total cost of operating a business includes the cost of capital. The cost of

8 common equity capital is the expected return on a firm’s common stock that the

9 marginal investor would deem sufficient to compensate for risk and the time value H
10 of money. In equilibrium, the expected and required rates of return on a :
11 company’s common stock are equal.
12

13 Normative economic models of the firm, developed under very restrictive

14 assumptions, provide insight into the relationship between firm performance or
15 profitability, capital costs, and the value of the ﬁ!rm Under the economist’s ideal

16 model of perfect cofnpetition where entry and exit is costless, products are :
17 undifferentiated, and there are increasing marginal costs of production, firms

18 produce up to the point where prfce equals marginal cost. Over time, a long-run

19 equilibrium is established where price equals average cost, including the firm’s
20 capital costs. In equilibrium, total revenues equal total costs, and because capital
21 costs represent investors® required return on the firm’s capital, actual returns equal i

15
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1 required returns and the market value and the book value of the firm’s securities t
2 must be equal.
3
4 In the real world, firms can achieve competitive advantage due to product market
5 imperfections. Most notably, companies can gain competitive advantage through
6 product differentiation (adding real or perceived value to products) and by
7 achieving economies of scale (decreasing marginal costs of production). H
8 Competitive advantage allows firms to price products above average cost and 2
9 thereby earn accounting profits greater than those required to cover capital costs. 3
10 When these profits are in excess of that required by investors, or when a firm earns
11 a return on equity in excess of its cost of equity, investors respond by valuing the :
12 firm’s equity in excess of its book value.
13
14 James M., McTaggart, founder of the international management consulting firm
15 Marakon Associates, has described this essential relationship between the return on
16 equity, the cost of equity, and the market-to-book ratio in the following manner:’
17 Fundamentally, the value of a company is }
18 determined by the cash flow it generates over time s
19 for its owners, and the minimum acceptable rate of -
20 return required by capital investors. This “cost of
21 equity capital” is used to discount the expected :
22 equity cash flow, converting it to a present value.
23 The cash flow is, in turn, produced by the
24 interaction of a company’s return on equity and the
25 annual rate of equity growth. High retumn on equity
26 (ROE) companies in low-growth markets, such as

3 James M. McTaggart, “The Ultimate Poison Pill: Closing the Value Gap,” Commentary (Spring 1988), p.
2.

16
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1 Kellogg, are prodigious generators of cash flow,
2 while low ROE companies in high-growth markets,
3 such as Texas Instruments, barely generate enough i
4 cash flow to finance growth.
5 A company’s ROE over time, relative to its cost of
6 equity, also determines whether it is worth more or
7 less than its book value. If its ROE is consistently
8 greater than the cost of equity capital (the investor’s
9 minimum acceptable return), the business is
10 economically profitable and its market value will
11 exceed book value. If, however, the business earns
12 an ROE consistently less than its cost of equity, it is
13 economically unprofitable and its market value will
14 be less than book value.
15
16 As such, the relationship between a firm’s return on equity, cost of equity, and
17 market-to-book ratio is relatively straightforward. A firm that eamns a return on
18 equity above its cost of equity will see its common stock sell at a price above its
19 book value. Conversely, a firm that earns a return on equity below its cost of
20 equity will see its common stock sell at a price below its book value.
21 PLEASE PROVIDE  ADDITIONAL INSIGHTS INTO THE
22 RELATIONSHIP BETWEEN RETURN ON EQUITY AND MARKET-TO-
23 BOOK RATIOS.
24 This relationship is discussed in a classic Harvard Business School case study
25 entitled “A Note on Value Drivers.” On page 2 of that case study, the author
26 describes the relationship very succinctly:*
27 For a given industry, more profitable firms — those able to -
28 generate higher returns per dollar of equity — should have

* Benjamin Esty, “A Note on Value Drivers,” Harvard Business School, Case No. 9-297-082, April 7,

17
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1 higher market-to-book ratios. Conversely, firms which are
2 unable to generate returns in excess of their cost of equity
3 should sell for less than book value. H
4 Profitability Value
5 IfROE>K then Market/Book > 1 :
6 IfROE=K then Market/Book =1
7 IfROE <K then Market/Book < 1
8 To assess the relationship by industry, as suggested above, I have performed a
9 regression study between estimated return on equity and market-to-book ratios .
10 using natural gas distribution, electric utility and water utility companies. I used
11 all companies in these three industries which are covered by Value Line and who
12 have estimated return on equity and market-to-book ratio data. The results are :
13 presented in Panels A-C of Exhibit JRW-6.V The average R-squares for the
14 electric, gas, and water companies are 0.65, 0.60, and 0.92.° This demonstrates the
15 strong positive relationship between ROEs and market-to-book ratios for public :
16 utilities. This means that utilities with higher expected ROEs sell at higher
17 market-to-book ratios.
18 WHAT ECONOMIC FACTORS HAVE AFFECTED THE COST OF
19 EQUITY CAPITAL FOR PUBLIC UTILITIES? | .
20 Exhibit JRW-7 provides indicators of public utility equity cost rates over the past
21 decade. Page 1 shows the yields on 10-year ‘A’ rated public utility bonds. These
22 yields peaked in the 1990s at 8.5%, then declined and again hit the 8.0 percent j
23 range in the year 2000. They subsequently declined, hovering in the 4.5 to 5.0

$ R-square measures the percent of variation in one variable (e.g., market-to-book ratios) explained by
another variable (.., expected return on equity). R-squares vary between zero and 1.0, with values closer
to 1.0 indicating a higher relationship between two variables.

18
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1 percent range between 2003 and 20035. They increased to 6.0% in June 2006,
2 declined and then once again increased to over 6.0% in the summer of 2007.
3 They retreated to the 5.50% range by the end of 2007. Page 2 provides the
4 dividend yields for the fifteen utilities in the Dow Jones Utilities Average over the
5 past decade. These vields peaked in 1994 at 7.2% and have gradually declined
6 over the past decade. As of 2007, these yields were 3.35%.
7
8 Average earned returns on common equity and market-to-book ratios are given on
9 page 3 of Exhibit JRW-7. Over the past decade, earned returns on common
10 equity have consistently been in the 11.0%-13.0% range. The average ROE
11 peaked at 13.45% in 2001 and subsequently declined through the year 2006
12 before recovering in 2007. Over the past decade, market-to-book ratios for this
13 group have increased gradually but with several ups and downs. The market-to-
14 book average was 1.83 as of 2001, declined to 1.50 in 2003 and increased to 2.2
15 as of 2007.
16
17 The indicators in Exhibit JRW-7, coupled with the overall decrease in interest
18 rates, suggest that capital costs for the Dow Jones Utilities have decreased over
19 the past decade.
20 WHAT FACTORS DETERM]NE INVESTORS® EXPECTED OR
21 REQUIRED RATE OF RETURN ON EQUITY?

19

Attachment B
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1 A The expected or required rate of return on common stock is a function of

2 market-wide, as well as company-specific, factors. The most important market 4
3 factor is the time value of money as indicated by the level of interest rates in the
4 economy. Common stock investor requirements generally increase and decrease
5 with like changes in interest rates. The perceived risk of a firm is the predominant
6 factor that influences investor return requirements on a company-specific basis. :
7 A firm’s investment risk is often seperated into business and financial risk.
8 Business risk encompasses all factors that affect a firm’s operating revenues and
9 expenses. Financial risk results from incurring fixed obligations in the form of
10 debt in financing its assets.

I Q. HOW DOES THE INVESTMENT RISK OF PUBLIC UTILITY
12 COMPANIES COMPARE WITH THAT OF OTHER INDUSTRIES?

13 A, Due to the essential nature of their service as well as their regulated status, public

14 utilities are exposed to a lesser degree of business risk than other, non-regulated

15 businesses. The relatively low level of business risk allows public utilities to

16 meet much of their capital requirements through borrowing in the financial 1
17 markets, thereby incurring greater than average financial risk. Nonetheless, the :
18 overall investment risk of public utilities is below most other industries.

19

20 Exhibit JRW-8 provides an assessment of investment risk for 100 industries as

21 measured by beta, whichk according to modern capital market theory is the only H
22 relevant measure of investment risk. These betas come from the Value Line ) :

20
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1 Investment Survey and are compiled by Aswath Damodoran of New York :
2 University.® The study shows that the investment risk of public utilities is i
3 relatively low. The average beta for electric utility industry is 0.88. This figure

4 put electric utility companies in the bottom twenty percent of all industries and

5 well below the Value Line average of 1.24.. As such, the cost of equity for the

& electric utility industry is relatively low compared to other industries in the U.S.

7 Q. HOW CAN THE EXPECTED OR REQUIRED RATE OF RETURN ON
8 COMMON EQUITY CAPITAL BE DETERMINED?

9 A, The costs of debt and preferred stock are normally based on historical or book

10 values and can be determined with a preat degree of accuracy. The cost of H
11 . common equity capital, hbwever, cannot be determined precisely and must

12 instead be estimated from market data and informed judgment. This return to the i
13 stockholder should be commensurate with returns on investments in other

14 enterprises having comparable risks.

15

16 According to valuation principles, the present value of an asset equals the !
17 discounted value of its expected future cash flows. Investors discount these :
18 expected cash flows at their required rate of return that, as noted above, reflect the .
19 time value of money and the perceived riskiness of the expected future cash '
20 flows. As such, the cost of common equity is the rate at which investors discount

21 expected cash flows associated with common stock ownership.

¢ They may be found on the Internet at hatp:// www.stern.nyu.edw/~adamodar,

21
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1
2 Models have been developed to ascertain the cost of common equity caﬁital fora
3 firm. Each model, however, has been developed using restrictive economic
4 assumptions.  Consequently, judgment is required in selecting appropriate
5 financial valuation models to estimate a firm’s cost of common equity capital, in
6 determining the data inputs for these models, and in interpreting the models’
7 results, All of these decisions must take into consideration the firm involved as
8 well as current conditions in the economy and the financial markets.
9 HOW DO YOU PLAN TO ESTIMATE THE COST OF EQUITY CAPITAL
10 FOR THE COMPANY?
11 I rely primarily on the DCF model to estimate the cost of equity capital. Given
12 the investment valuation process and the relative stability of the utility business, 1
13 believe that the DCF model provides the best measure of equity cost rates for
14 public utilities. It is my experience that this Commission has traditionally relied
15 on the DCF method. 1 have also performed a CAPM study, but I give these
16 results less weight because I believe that risk premium studies, of which the
17 CAPM is one form, provide a less reliable indication of equity cost rates for
18 public utilities.
19
20 B. Discounted Cash Flow Analysis
21 DESCRIBE THE THEORY BEHIND THE TRADITIONAL DCF MODEL.

22
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1 A According to the DCF model, the current stock price is equal to the discounted

2 value of all future dividends that investors expect to receive from investment in !
3 the firm. As such, stockholders’ returns ultimately result from current as well as :
4  future dividends. As owners of a corporation, common stockholders are entitled
5 to a pro-rata share of the firm’s earnings. The DCF model presumes that earnings
6 that are not paid out in the form of dividends are reinvested in the firm so as to :
7 provide for future growth in earnings and dividends. The rate at which investors i
8 discount future dividends, which reflects the timing and riskiness of the expected
9 cash flows, is interpreted as the market’s expected or required return on the H

10 common stock. Therefore, this discount rate represents the cost of common

11 equity. Algebraically, the DCF model can be expressed as:

12 Dy Dz D,

13 P = e o e + e

14 (1+k)' (1+k)? )"

}2 where P is the current stock price, D, is the dividend in year n, and k is the cost of

17 commeon equity.

18 Q. IS THE DCF MODEL CONSISTENT WITH VALUATION TECHNIQUES

19 EMPLOYED BY INVESTMENT FIRMS?

20 A Yes. Virtually all investment firms use some form of the DCF model as a

21 valuation technique. One common application for investment firms is called the ¢
22 three-stage DCF or dividend discount model (“DDM?”). The stages in a three- H
23 stage DCF model are presented in Exhibit JRW-9. This model presumes that a
24 company’s dividend payout progresses initially through a growth stage, then

23
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1 proceeds through a transition stage, and finally assumes a steady-state stage. The
2 dividend-payment stage of a firm depends on the profitability of its internal
3 investments, which, in turn, is largely a function of the life cycle of the product or
4 service.
5
6 1. Growth stage: Characterized by rapidly expanding sales, high profit
7 margins, and abnormally high growth in earnings per share. Because of highly :
8 profitable expected investment opportunities, the payout ratio is low. Competitors
9 are attracted by the unusually high earnings, leading to a decline in the growth t
i0 rate.
11
12 2. Transition stage: In later years, increased competition reduces profit
13 margins and earnings growth slows. With fewer new investment opportunities, the ]
4 company begins to pay out a larger percentage of eamings. §
15
16 3. Maturity (steady-state) stage: Eventua]ly the company reaches a position
17 where its new investment opportunities offer, on average, only slightly attractive
18 returns on equity. At that time its earnings growth rate, payout ratio, and return
19 on equity stabilize for the remainder of its life. The constant-growth DCF model is :
20 appropriate when a firm is in the maturity stage of the life cycle.
21
22 In using this model to estimate a firm’s cost of equity capital, dividends are
23 projected into the future using the different growth rates in the alternative stages,

24
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and then the equity cost rate is the discount rate that equates the present value of

the future dividends to the current stock price.

HOW DO YOU ESTIMATE STOCKHOLDERS’ EXPECTED OR
REQUIRED RATE OF RETURN USING THE DCF MODEL?
Under certain assumptions, including a constant and infinite expected growth rate,
and constant dividend/earnings and price/earnings ratios, the DCF model can be
simplified to the following:
Dy
P P ——
k-g

where Dy represents the expected dividend over the coming year and g is the
expected growth rate of dividends. This is known as the constant-growth version

of the DCF model. To use the constant-growth DCF model to estimate a firm’s

cost of équity, one solves for k in the above expression to obtain the following:

IN YOUR OPINION, IS THE CONSTANT-GROWTH DCF MODEL

APPROPRIATE FOR PUBLIC UTILITIES?

Yes. The economics of the public utility business indicate that the industry is in
the steady-state or constant-growth stage of a three-stage DCF. The economics

include the relative stability of the utility business, the maturity of the demand for

25
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1 public utility services, and the regulated status of public utilities (especially the i
2 fact that their returns on investment are effectively set through the ratemaking !
3 process). The DCF valuation procedure for companies in this stage is the
4 constant-growth DCF. In the constant-growth version of the DCF model, the
5 current dividend payment and stock price are directly observable. However, the
6 primary problem and controversy in applying the DCF model to estimate equity i
7 cost rates entails estimating investors’ expected dividend growth rate. f

8 Q. WHAT FACTORS SHOULD ONE CONSIDER WHEN APPLYING THE

9 DCF METHODOLOGY?
10 A One should be sensitive to several factors when using the DCF model to estimate
11 a firm’s cost of equity capital. In general, one must recognize the assumptions
12 under which the DCF model was developed in estimating its components (the
13 dividend yield and expected growth rate). The dividend yield can be measured
14 precisely at any point in time, but tends to vary somewhat over time. Estimation
15 of expected growth is considerably more difficult. One must consider recent firm
16 performance, in conjunction with current economic developments and other
17 information available to investors, to accurately estimate investors’ expectations. ]

18 Q. PLEASE DISCUSS EXHIBIT JRW-10.

19 A My DCF analysis is provided in Exhibit JRW-10. The DCF summary is on page

20 1 of this Exhibit, and the supporting data and analysis for the dividend yield and
21 expected growth rate are provided on the following pages of the Exhibit.
22
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WHAT DIVIDEND YIELDS ARE YOU EMPLOYING IN YOUR DCF
ANALYSIS FOR THE PROXY GROUP?

The dividend yields on the common stock for the companies in the proxy group
are provided on page 2 of Exhibit JRW-10 for the six-month period ending
November 2008. For the DCF dividend yields for the group, I am using the

average of the six month and November 2008 dividend yields, which is 5.2%,

PLEASE DISCUSS THE APPROPRIATE ADJUSTMENT TO THE SPOT
DIVIDEND YIELD.

According to the traditional DCF model, the dividend vield term relates to the
dividend yield over the coming period. As indicated by Professor Myron Gordon,
who is commonly associated with the development of the DCF model for popular
use, this is obtained by: (1) multiplying the expected dividend over the coming
quarter by 4 and (2} dividing this dividend by the current stock price to determine
the appropriate dividend yield for a firm, that pays dividends on a quarterly basis.”
In applying the DCF model, sorne analysts adjust the current dividend for growth
over the coming year as opposed to the coming quarter, This can be complicated
because firms tend to announce chanées in dividends at different times during the
year. As such, the dividend yield computed based on presumed growth over the

coming quarter as opposed to the coming year can be quite different.

? petition for Modification of Prescribed Rate of Return, Federal Communications Commission, Docket
No. 79-05, Direct Testimony of Myron J. Gordon and Lawrence 1. Gould at 62 (April 1980).
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1 Consequently, it is common for analysts to adjust the dividend yield by some
2 fraction of the long-term expected growth rate. i
3 | |
4 Q. GIVEN THIS DISCUSSION, WHAT ADJUSTMENT FACTOR WILL
5 YOU USE FOR YOUR DIVIDEND YIELD?
6 Al 1 will adjust the dividend yield by one-half (1/2) the expected growth so as to !
7 reflect growth over the coming year.
8
9 Q. PLEASE DISCUSS THE GROWTH RATE COMPONENT OF THE DCF
10 MODEL.
11 A.  There is much debate as to the proper methodology to employ in estimating the
12 growth component of the DCF model. By definition, this component is investors’
13 expectation of the long-term dividend growth rate. Presumably, investors use
14 some combination of historical and/or projected growth rates for earnings and
15 dividends per share and for internal or book value growth to assess long-term
16 potential.
17
18 Q. WHAT GROWTH DATA HAVE YOU REVIEWED FOR THE PROXY
19 GROUP?
20 A 1 have analyzed a number of measures of growth for companies in the proxy
21 group. L have reviewed Value Line’s historical and projected growth rate estimates
22 for earnings per share (“EPS”), dividends per share (“DPS”), and book value per
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1 share (“BVPS”). In addition, I have utilized the average EPS growth rate
2 forecasts of Wall Street analysts as provided by Bloomberg, and Zacks. These
3 services solicit five-year earnings growth rate projections from securities analysts,
4 and compile and publish the means and medians of these forecasts. Finally, I
5 have also assessed prospective growth as measured by prospective earnings
6 retention rates and earned returns on common equity.

7

8§ Q. PLEASE DISCUSS HISTORICAL GROWTH IN EARNINGS AND
9 DIVIDENDS AS WELL AS INTERNAL GROWTH.

10 A Historical growth rates for EPS, DPS, and BVPS are readily available to virtually

11 all investors and presumably an important ingredient in forming expectations
12 concerning future growth. However, one must use historical growth numbers as
13 measures of investors’ expectations with caution. In some cases, past growth may
14 not reflect future growth potential. Also, employing a single growth rate number ]
15 (for example, for five or ten years), is unlikely to accurately measure investors’
16 expectations due to the sensitivity of a single growth rate figure to fluctuations in ¢
17 individual firm performance as well as overall economic fluctuations (i.e.,
18 business cycles). However, one must appraise the context in which the growth
19 . rate is being employed. According to the conventional DCF model, the expected ;
20 return on a security is equal to the sum of the dividend yield and the expected
21 long-term growth in dividends. Therefore, to best estimate the cost of common i
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equity capital using the conventional DCF model, one must look to long-term

growth rate expectations.

Internally generated growth is a function of the percentage of earnings retained
within the firm (the earnings retention rate) and the rate of return earned on those
earnings (the return on equity). The internal growth rate is computed as the
retention rate times the return on equity. Intemal growth is significant in
determining long-run earnings and, therefore, dividends. Investors recognize the
importance of internally generated growth and pay premiums for stocks of

companies that retain earnings and earn high retumns on internal investments,

WHY ARE YOU NOT RELYING EXCLUSIVELY ON THE EPS
FORECASTS OF WALL STREET ANALYSTS IN ARRIVING AT A DCF
GROWTH RATE FOR THE PROXY GROUP?

There are several issues with using the EPS growth rate forecasts of Wall Street
analysts as DCF growth rates. First, the appropriate growth rate in the DCF
model is the dividend growth rate, not the,ea.miﬁgs growth rate. Nonetheless,
over the very long-term, dividend and earnings will have to grow at a similar
growth rate. Therefore, in my opinion, consideration must be given to other
indicators of growth, including prospective dividend growth, internal growth, as
well as projected earnings growth, Second, and most significantly, it is well-
known that the EPS. growth rate forecasts of Wall Street securities analysts are

overly optimistié and upwardly biased. Hence, ﬁsing these growth rates as a DCF
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1 growth rate will provide an overstated equity cost rate. This issue is discussed at ;
2 length in the rebuttal section of this testimony. .
3
4 Q. PLEASE DISCUSS THE HISTORICAL GROWTH OF THE COMPANIES i
5 IN THE GROUP AS PROVIDED IN THE /JA4LUE LINE INVESTMENT i
6 SURVEY.
7 A. Historic growth rates for the companies in the group, as published in the Value
8 Line Investment Survey, are provided on page 3 of Exhibit JRW-10. Due to the
9 presence of outliers among the historic ‘growth rate figures, both the mean and

10 medians are used in the ana.lysis.8 The historical growth measures in EPS, DPS,

11 and BVPS for the Electric Proxy Group, as measured by the means and medians,

12 range from -2.3% to 3.0%, with an average of 1.0%.

13

14 Q. PLEASE SUMMARIZE VALUE LINE’S PROJECTED GROWTH RATES ;
15 FOR THE COMPANIES IN THE PROXY GROUP.

16 A. Value Line’s projections of EPS, DPS, and BVPS growth for the companies in the i

17 proxy group are shown on page 4 of Exhibit JRW-10.  As stated above, due to the ;
18 presence of outliers, both the mean and medians are used in the analysis. For the

19 Electric Proxy Group, the central tendency measures range from 1.0% to 6.3%,
20 with an average of 3.8%.

21

¥ Outliers are observations that are much larger or smaller than the majority of the observations that arc ,
being evaluated.
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Also provided on page 4 of Exhibit JRW-10 is prospective internal growth for the ;
proxy group as measured by Value Line’s average projected retention rate and
return on shareholders’ equity. As noted above, internal growth is significant in a
primary driver of long-run eamings growth. For the Electric Proxy Group, the

average prospective internal growth rate is 3.6%.

Q. PLEASE ASSESS GROWTH FOR THE PROXY GROUP AS MEASURED
BY ANALYSTS’ FORECASTS OF EXPECTED 5-YEAR EPS GROWTH.

A.  Zacks, and Bloomberg collect, summarize, and publish Wall Street analysts’ five- i
year EPS growth rate forecasts for the companies in the proxy group. These
forecasts are provided for the companies in the proxy group on page 5 of Exhibit 1
JRW-10. The median of analysts’ projected EPS growth rates for the Electric

Proxy Group is 6.13%.’

Q. PLEASE SUMMARIZE YOUR ANALYSIS OF THE HISTORICAL AND
PROSPECTIVE GROWTH OF THE PROXY GROUP.

A, Page 6 of Exhibit JRW-10 shows the summary DCF growth rate indicators for the ;
proxy group. The average of the historic and projected growth rate indicators for

the Electric Proxy Group is 3.63%. The average of the projected growth rate ;

® Since there is considerable overlap in analyst coverage between the three services, and not all of the i
companies have forecasts from the different services, I have averaged the expected five-year EPS growth rates :
from the three services for each company to arrive at an expected EPS growth rate by company. :
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1 indicators and internal growth, excluding historical growth, is 4.5%. Iwill use this .
2 figure as the expected DCF growth rate for the Electric Proxy Group.
3
4 Q. BASED ON THE ABOVE ANALYSIS, WHAT ARE YOUR INDICATED i
5 COMMON EQUITY COST RATES FROM THE DCF MODEL FOR THE i
6 GROUP?
7 A. My DCF-derived equity cost rate for the group is summarized on page 1 of Exhibit
8 JRW-10.
9

10 D

11 DCF Equity Cost Rate (k) = s + g

12 P

13 DCF Equity Cost Rate (k) = 53% + 45% =9.8% ;

14

15 C. Capital Asset Pricing Model Results :

16 Q. PLEASE DISCUSS THE CAPITAL ASSET PRICING MODEL (“CAPM”). ;

17 A The CAPM is a risk premium approach to gauging a firm’s cost of equity capital.

18 According to the risk premium approach, the cost of equity is the sum of the

19 interest rate on a risk-free bond (Ry) and a risk premium (RP), as in the following: ¢
20 k = R¢ + RP

21

22
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1 The yield on long-term Treasury securities is normally used as Rr. Risk premiums .
2 are measured in different ways. The CAPM is a theory of the risk and expected
3 returns of common stocks. In the CAPM, two types of risk are associated with a
4 stock: firm-specific risk or unsystematic risk, and market or systematic risk,
5 which is measured by a firm’s beta. The only risk that investors receive a return
6 for bearing is systematic risk.
7
8 According to the CAPM, the expected return on a company’s stock, which is also \
9 the equity cost rate (K), is equal to: ‘
10 K= (Rp) +B* [E(Ry) - (RJ]
11 ‘Where:
12 . K represents the estimated rate of return on the stock;
13 . E(R.,) represents the expected return on the overall stock market. :
14 Frequently, the ‘market’ refers to the S&P 500;
15 . (R represents the risk-free rate of interest;
16 . [ERn) - (Rg] represents the expected equity or market risk
17 premium—the excess return that an investor expects to receive above the
18 risk-free rate for investing in risky stocks; and
19 . ‘Beta—(B) is a measure of the systematic risk of an asset.
20
21 To estimate the required return or cost of equity using the CAPM requires three i
22 inputs: the risk-free rate of interest (Ry), the beta (B), and the expected equity or :
23 market risk premium fE(Rn) - (Ry)]. Ryis the easiest of the inputs to measure — it
24 is the yield on long-term Treasury bonds. 8, the measure of systematic risk, is a ;
25 little more difficult to measure because there are different opinions about what
26 adjustments, if any, should be made to historical betas due to their tendency to
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i regress to 1.0 over time. And finally, an even more difficult input to measure is
2 the expected equity or market risk premivm (E(R,) - (Rg). 1 will discuss each of
3 these inputs below.

4

5 Q. PLEASE DISCUSS EXHIBIT JRW-11, 7
6 A.  Exhibit JRW-11 provides the summary resuits for my CAPM study. Page 1 shows

7  theresults, and the following pages contain the supporting data.

8 Q. PLEASE DISCUSS THE RISK-FREE INTEREST RATE. ]

9 A.  The yield on long-term U.S. Treasury bonds has usually been viewed as the risk-

10 free rate of interest in the CAPM. The yield on long-term U.S. Treasury bonds, in
11 turn, has been considered to be the yield on U..S. Trcas@ bonds with 30-year
12 . maturities. However, when the Trgasury’s issuance of 30-year bonds was
13 interrupted for a period of time in recent years, the yield on 10-year U.S. Treasury
14 bonds replaced the vield on 30-year U.S. Treasury bonds as the benchmark long- i
15 term Treasury rate. The 10-year U.S. Treasury yields over the past five years are
16 shown on page 2 of Exhibit JRW-11. These rates hit a 60-year low in the summer 1
17 of 2003 at 3.33%. They increased with the rebounding economy and fluctuated in
18 the 4.0-4.50 percent range in recent years until advancing to 5.0% in early 2006 in
1§ response to a strong economy and increases in energy, commodity, and consumer
20 prices. In late 2006, long-term interest rates retreated to the 4.5 percent area as !
21 commodity and energy prices declined and inflationary pressures subgided. These R
22 rates rebounded to the 5.0% level in the first half of 2007, Howe#er, ten-year -
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1 Treasury yields have again fallen below 4.0 percent due to the housing and sub- i
2 prime mortgage crises and its affect on the economy and financial markets. 3
3

4 Q. WHAT RISK-FREE INTEREST RATE ARE YOU USING IN YOUR §

5 CAPM?

6 A. The U.S. Treasury began to issue the 30-year bond in the early 2000s as the U.S.

7 budget deficit increased. As such, the market has once again focused on its yield
8 as the benchmark for long-term capital costs in the U.S. As noted above, the yields ,
9 on the 10- and 30- year U.8. Treasuries decreased to below 5.0% in 2007 and have
10 remained at these lower levels. In 2008 Treasury yields have been pushed even lower 1
11 as a result of the mortgage and sub-prime market credit crigis, the turmoil in the
12 financial sector, the prospect of an economic recession, and the government bailout of ;
13 financial institutions. As of November 3, 2008, as shown on page 2 of Exhibit JRW-
14 11, the rates on 10- and 30- US. Treaswy Bonds were 3.93% and 4.35%,
15 respectively. However, these yields have been highly volatile over the past two
16 months. Given this recent range and volatility, along with the prospect of higher
17 rates, 1 will use 4.5% as the risk-free rate, or R; in my CAPM.
18

19 Q. WHAT BETAS ARE YOU EMPLOYING IN YOUR CAPM? i
20 A,  Beta (B) is a measure of the systematic risk of a stock. The market, usually taken i

21 - to be the S&P 500, has a beta of 1.0. The beta of a stock with the same price :
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1 movement as the market also has a beta of 1.0. A stock whose price movement is
2 greater than that of the market, such as a technology stock, is riskier than the
3 market and has a beta greater than 1.0. A stock with below average price :
4 movement, such as that of a regulated public utility, is less risky than the market
5 and has a beta less than 1.0. Estimating a stock’s beta involves running a linear H
6 regression of a stock’s return on the market return.
7
8 Ag shown on page 3 of Exhibit JRW-11, the slope of the regression line is the ]
9 stock’s B. A steeper line indicates the stock is more sensitive to the return on the ;
10 overall market. This means that the stock has a higher §§ and greater than average
11 market risk. A less steep line indicates a lower B and less market risk, ;
12
13 Numerous online investment information services, such as Yahoo! and Reuters,
14 provide estimates of stock betas. These services routinely report different betas
15 for the same stock. The differences are usually due to: (1) the time period over
16 which the B is measured and (2) any adjustments that are made to reflect the fact i
17 that betas tend to regress to 1.0 over time. In estimating an equity cost rate for the
18 proxy group, I am using the betas for the companies as provided in the Value Line
19 Investment Survey. As shown on page 3 of Exhibit JRW-11, the average beta for
20 the companies in Electric Proxy Group is 0.82.
21
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! Q. PLEASE DISCUSS THE OPPOSING VIEWS REGARDING THE EQUITY i
2 RISK PREMIUM.

3 A The equity or market risk premium -~ (E(R,) — Rp) - is equal to tﬁe expected return

4 on the stock market (e.g., the expected return on the S&P 500 (E(R,,)) minus the ;
5 risk-free rate of interest (Rj. The equity premium is the difference in the expected

6 fotal retumn between investing in equities and investing in “safe’ fixed-income

7 assets, such as long-term government bonds. However, while the equity risk :
8 premium is easy to define conceptually, it is difficult to measure because it requires .
9 an estimate of the expected return on the market.

10

11 Q. PLEASE DISCUSS THE ALTERNATIVE APPROACHES TO
12 ESTIMATING THE EQUITY RISK PREMIUM.

13 Al Page 4 of Exhibit JRW-11 highlights the primary approaches to, and issues in,

14 estimating the expected equity risk premium. The traditional way to measure the
15 equity risk premium was to use the difference between historical average stock
16 and bond returns. In this case, historical stock and bond retums, also called ex
17 post returns, were used as the measures of the market’s expected return (known as H
18 the ex ante or forward-looking expected return). This type of historical evaluation
19 of stock and bond returns is often called the “Ibbotson approach” after Professor ;
20 Roger Ibbotson who popularized this method of using historical financial market

21 returns as measures of expected remmé. Most historical assessments of the equity i
22 risk premium suggest an equity risk premium of 5-7 percent above the rate on 1
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1 long-term U.8. Treasury bonds. However, this can be a problem because: (1) ex

2 post returns are not the same as ex ante expectations, (2) market risk premiums

3 can change over time; increasing when investors become more risk-averse and

4 decreasing when investors become less risk-averse, and (3) market conditions can

5 change such that ex post historical returns are poor estimates of ex ante

6 expectations,

7

8 The use of historical returns as market expectations has been criticized in

9 numerous academic studies.'® The general theme of these studies is that the large
10 equity risk premium discovered in historical stock and bond returns cannot be
11 justified by the fundamental data. These studies, which fall under the category
12 “Ex Ante Models and Market Data,” compute ex ante expected returns using
13 market data to arrive at an expected equity risk premium. These studies have also
14 been called “Puzzle Research” after the famous study by Mehra and Prescott in
15 which the authors first questioned the magnitude of historical equity risk
16 premiums relative to fundamentals.*

17 Q. PLEASE SUMMARIZE SOME OF THE ACADEMIC STUDIES THAT

18 DEVELOP EX ANTE EQUITY RISK PREMIUMS.
19 A Two of the most prominent studies of ex ante expected equity risk premiums were
20 by Eugene Fama and Ken French (2002) and James Claus and Jacob Thomas

1% The problems with using ex post historical returns as measures of ex ante expectations will be discussed
at length later in my testimony.

1 R. Mehra and Edward Prescott, “The Equity Premium: A Puzzle” Journal of Monetary Economics
(1985).
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1 (2001). The pr?mary debate in these studies revolves around two related issues;

2 (1) the size of expected equity risk premium, which is the return equity investors

3 require above the yield on bonds and (2) the fact that estimates of the ex ante

4 expected equity risk premium using fundamental firm data (earnings and

5 dividends) are much( lower than estimates using historical stock and bond return

6 data.

7

8 Fama and French (2002), two of the most preeminent scholars in finance, use

9 dividend and carnings growth models to estimate expected stock returns and ex
10 ante expected equity risk premiums.'? They compare these results to actual stock
11 returns over the period 1951-2000. Fama and French estimate that the expected
12 equity risk premium from DCF models using dividend and earnings growth to be
13 between 2.55% and 4.32%. These figures are much lower than the ex post
14 historical equity risk premium produced from the average stock and bond return
15 over the same period, which is 7.40%. Fama and French conclude that the ex ante
16 equity risk premium estimates using DCF models and fundamental data are
17 superior to those using ex post historical stock returns for three reasons: (1) the
18 estimates are mofe precise (a lower standard error); (2) the Sharpe ratio, which is
19 measured as the [(expected stock return — risk-free rate)/standard deviation], is
20 constant over time for the .DCF models but varies considerably over time and
21 more than doubles for the average stock-bond return model; and (3) valuation
22 theory specifies relationships between the market-to-book ratio, return on

2 Bugene F. Fama and Kenneth R, French, “The Equity Premium,” The Journal of Finance, (April 2002).
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1 investment, and cost of equity capital that favor estimates from fundamentals,

2 They also conclude that the high average stock returns over the past 50 years were

3 the result of low expected returns and that the average equity risk premium has

4 been in the 3-4 percent range. |

5

6 The study by Claus and Thomas of Columbia University provides direct support

7 for the findings of Fama and Frepch.“ These authors compute ex ante expected

8 equity risk premiums over the 1985-1998 period by: (1) computing the discount

9 rate that equates market values with the present value of expected future cash
10 flows and (2) then subtracting the risk-free interest rate. The expected cash flows
11 are developed using analysts’ earnings forecasts. The authors conclude that over
12 this period, the ex ante expected equity risk premium is in the range of 3.0%.
13 Claus and Thomas note that, over this period, ex post historical stock returns
14 overstate the ex ante expected equity risk premium because, as the expected
15 equity risk premium has declined, stock prices have risen. In other words, from a
16 valuation perspective, the present value of expected future returns increase when
17 the required rate of return decreases. The higher stock prices have produced stock
18 returns that have exceeded investors’ expectations, and therefore, ex post
19 historical equity risk premium estimates are biased upwards as measures of ex
20 ante expected equity risk premiums.
21

3 James Claus and Jacob Thomas, “Equity Risk Premia as Low as Three Percent? Empirical Evidence
from Analysts’ Eamings Forecasts for Domestic and International Stock Market,” Jowrnal of Finance.
{October 2001).
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1 Q PLEASE PROVIDE A SUMMARY OF THE EQUITY RISK PREMIUM
2 STUDIES.
3 A Derrig and Orr (2003), Fernandez (2007), and Song (2007} have completed the
4 most comprehensive reviews to date of the research on the equity risk premium "
s Derrig and Orr’s study evaluated the various approaches to estimating equity risk
6 premiums as well as the issues with the alternative approaches and summarized
7 the findings of the published research on the equity risk premium. Fernandez
8 examined four alternative measures of the equity risk premium — historical,
9 expected, required; and implied. He also reviewed the major studies of the equity
10 risk premium and presented the summary equity risk premium resuits. Song
11 provides an annotated bibliography and highlights the alternative approaches to
12 estimating the equity risk summary.
13
14 Page S of Exhibit JRW-11 provides a summary of the results of the primary risk
15 premium studies reviewed by Derrig and Ormr, Fernandez, and Song. In
16 developing page 5 of Exhibit JRW-11, I have categorized the studies as discussed
17 on page 4 of Exhibit JRW-11. [ have also included the results of the “Building
18 Blocks” approach to estimating the equity risk premium, including a study 1
19 performed, which is presented below. The Building Blocks approach is a hybrid
20 approach employing elements of both historic and ex ante models.

' Richard Derrig and Elisha Orr, “Equity Risk Premium: Expectations Great and Small,” Working Paper
(version 3.0), Automobile Insurers Bureau of Massachusetts, (August 28, 2003), Pablo Fernandez, “Equity
Premium: Historical, Expected, Required, and Implied,” IESE Business School Working Paper, (2007), and
Zhiyi Song, “The Equity Risk Premium: An Annotated Bibliography,” CFA Institute, (2007),
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2 Q PLEASE DISCUSS YOUR DEVELOPMENT OF AN EQUITY RISK
3 PREMIUM COMPUTED USING THE BUILDING BLOCKS
4 METHODOLOGY.

5 A Ibbotson and Chen (2003) evaluate the ex post historical mean stock and bond

6 returns in what is called the Building Blocks approach.'® They use 75 years of

7 data and relate the compounded historical returns to the different fundamental

8 variables employed by different researchers in building ex ante expected equity

9 risk premiums. Among the variables included were inflation, real EPS and DPS
10 growth, ROE and book value growth, and price-eamings (“P/E™) ratios. By
11 relating the fundamental factors to the ex post historical returns, the methodology
12 bridges the gap between the ex post and ex ante equity risk premiums. llmanen
13 (2003) illustrates this approach using the geometric returns and five fundamental
14 variables — inflation (“CPI”), dividend yield (“D/P™), real earnings growth
15 (“RG™), repricing gains (“PEGAIN™) and return interaction/reinvestment
16 (“INT”).'® This is shown on page 6 of Exhibit JRW-11. The first column breaks
17 the 1926-2000 geometric mean stock return of 10.7% into the different return
18 components demanded by investors: the historical U.S. Treasury bond retarn
19 (5.2%), the excess equity return (5.2%), and a small interaction term (0.3%). This
20 10.7% annual stock return over the 1926-2000 period can then be broken down

15 Roger Ihbotson and Peng Chen, “Long Run Returns: Participating in the Real Economy,” Financial
Analysts Journal, (January 2003). :

'8 Antti limanen, Expected Returns on Stocks and Bonds,” Journal of Portfolio Management, (Winter 2003), p.
1L
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10

i1

12

13

14

15

16

17

18

19

into the following fundamental elements: inflation (3.1%), dividend yield (4.3%),
real earnings growth (1.8%), repricing gains (1.3%) associated with higher P/E

ratios, and a small interaction term (0.2%).

Q. HOW ARE YOU USING THIS METHODOLOGY TO DERIVE AN EX
ANTE EXPECTED EQUITY RISK PREMIUM?
A, The third column in the graph above shows current inputs to estimate an ex ante

expected market return. These inputs include the following:

CPI —~ To assess expected inflation, I have employed expectations of the short-
term and long-term inflation rate. Page 7 of Exhibit JRW-11 shows the expected
annual inflation rate according to consumers, as measured by the CPL over the
coming year. This survey is published monthly by the University of Michigan
Survey Research Center. In the most recent report, the expected one-year

inflation rate was 3.9%.

Longer term inflation forecasts are available in the Federal Reserve Bank of
Philadelphia’s publication entitled Survey of Professional Forecasters."” This

survey of professional economists has been published for almost S0 years. While

VFederal Reserve Bank of Philadelphia, Survey of Professional Forecasters, {(February 12, 2008). The
Survey of Professional For ters was formerly conducted by the American Statistical Association
(“ASA”) and the National Bureau of Economic Research (“NBER") and was known as the ASA/NBER
survey. The survey, which began in 1968, is conducted each quarter. The Federal Reserve Bank of
Philadelphia, in cooperation with the NBER, assumed responsibility for the survey in June 1590,
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1 this survey is published quarterly, only the first quarter survey includes long-term
2 forecasts of gross domestic product (“GDP”} growth, inflation, and market
3 returns. In the first quarter 2008 survey, published on February 12, 2008, the
4 median long-term (10-year) expected inflation rate as measured by the CPI was
5 2.5% (see page 8 of Exhibit JRW-11).
6
7 Given these results, I will use the average of the surveys of the University of
8 Michigan and Federal Reserve Bank of Philadelphia (3.9% and 2.5%), or 3.2%.
9
10 D/P — As shown on page 9 of Exhibit JRW-11, the dividend yield on the S&P 500
11 has decreased gradually over the past decade. Today, it is far below its average of
12 4.3% over the 1926-2000 time period. Whereas the S&P dividend yield bottomed
13 out at less than 1.4% in 2000, it is currently at 2.85% which I use in the ex ante
14 risk premium analysis. '
15 RG ~ To measure expected real growth in earnings, I use: (1) the historical real
16 eamings growth rate for the S&P 500 and (2) expected real GDP growth. The
17 S&P 500 was created in 1960. It includes 500 companies which come from ten
18 different sectors of the economy. Over the 1960-2007 period, nominal growth in
19 EPS for the S&P 500 was 7.36%. On page 10 of Exhibit JRW-11, real EPS
20 growth is computed using the CPI as a measure of inflation. As indicated by
21 Ibbotson and Chen, real earnings growth over the 1926-2000 period was 1.8%.
22 The real growth figure over 1960-2007 period for the S&P 500 is 3.0 %.
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1 The second input for expected real earnings growth is expected real GDP growth.
2 The rationale is that over the long-term, corporate profits have averaged a
3 relatively consistent 5.50% of U.S. GDP.'"* Real GDP growth, according to
4 McKinsey, has averaged 3.5% over the past 80 years. Expected GDP growth,
5 according to the Federal Reserve Bank of Philadelphia’s Survey of Professional
6 Forecasters, is 2.75% (see page 8 of Exhibit JRW-11),
7
8 Given these results, 1 will use the average of the historical S&P EPS real growth
9 and the projected real GDP growth (as reported by the Federal Reserve Bank of
10 Philadelphia Survey) -- 3.0% and 2.75% -- or 2.85%, for real earnings growth.
11
12 PEGAIN - PEGAIN is the repricing gain associated with an increase in the P/E
13 ratio. It accounted for 1.3% of the 10.7% annual stock return in the 1926-2000
14 period. In estimating an ex ante expected stock market return, one issue is whether
15 investors expect P/E ratios to increase from their current levels. The P/E ratios for
16 the S&P 500 over the past 25 years are shown on page 9 of Exhibit JRW-11. The
17 run-up and eventual peak in P/Es is most notable in the chart. The relatively low
18 P/E ratios (in the range of 10) over two decades ago are also quite notable. As of
19 October 31, 2008, the P/E for the S&P 500 was 18.86. 1?
20

Attachment B

"Marc. H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Finance (Autumn 2002), p.14.
19 Source: www.standardandpoors.com,
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1 Given the current economic and capital markets environment, I do not believe that
2 investors expect even higher P/E ratios. Therefore, 2 PEGAIN would not be
3 appropriate in estimating an ex ante expected stock market return. There are two
4 primary reasons for this. First, the average historical S&P 500 P/E ratio is 15.74 —
5 thus the current P/E exceeds this figure. Second, as previously noted, interest rates
6 are at a cyclical low not seen in almost 50 years. This is a primary reason for the
7 high current P/Bs. Given the current market environment with relatively high P/E
8 ratios and low relative interest rates, investors are not likely to expect to get stock
9 market gains from lower interest rates and higher P/E ratios.
10

11 Q. GIVEN THIS DISCUSSION, WHAT IS YOUR EX ANTE EXPECTED
12 MARKET RETURN AND EQUITY RISK PREMIUM USING THE
13 “BUILDING BLOCKS METHODOLOGY”?

14 A, My expected market return is represented by the last column on the right in the

15 graph entitled “Decomposing Equity Market Returns: The Building Blocks
16 Methodology” set forth on page & of Exhibit JRW-11. As shown, my expected
17 market return of 8.90% is composed of 3.20% expected inflation, 2.85% dividend
18 | yield, and 2.85% real earnings growth rate.

19 Q. GIVEN THAT THE HISTORICAL COMPOUNDED ANNUAL MARKET
20 RETURN I8 IN EXCESS OF 10%, WHY DO YOU BELIEVE THAT YOUR

21 EXPECTED MARKET RETURN OF 8.90% IS REASONABLE?
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1 A.  Asdiscussed above, in the development of the expected market return, stock prices
2 are relatively high at the present time in relation to earnings and dividends, and
3 interest rates are relatively low. Hence, it is unlikely that investors are going to
4 experience high stock market returns due to higher P/E ratios and/or lower interest
5 rates. In addition, as shown in the decomposition of equity market retums,
6 whereas the dividend portion of the return was historically 4.3%, the current
7 dividend yield is only 2.85%. Due to these reasons, lower market returns are
8 expected for the future.
9

10 Q. IS YOUR EXPECTED MARKET RETURN OF 890% CONSISTENT
11 WITH THE FORECASTS OF MARKET PROFESSIONALS?

12 A, Yes. In the first quarter 2008 Survey of Financial Forecasters, published on

13 February 12, 2008, by the Federal Reserve Bank of Philadelphia, the mean long-

14 term expected return on the S&P 500 was 6.8% (see page 4 of Exhibit JRW-7).

15

16 Q. IS YOUR EXPECTED MARKET RETURN CONSISTENT WITH THE

17 EXPECTED MARKET RETURNS OF CORPORATE CHIEF FINANCIAL

18 OFFICERS (CFOs)?

19 A.  Yes. John Graham and Campbell Harvey of Duke University conduct a quarterly

20 survey of corporate CFOs, The survey is a joint project of Duke University and
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1 CFO Magazine. In the third quarter 2008 survey, the mean expected return on the
2 S&P 500 over the next ten years was 7.79% 20
3
4 Q. GIVEN THIS EXPECTED MARKET RETURN, WHAT IS YOUR EX
5 ANTE EQUITY RISK PREMIﬂM USING THE BUILDING BLOCKS
6 METHODOLOGY?
7
8 A.  Asshown on page 2 of Exhibit JRW-11, the current 30-year U.S. Treasury yield is
9 4.35%. My ex ante equity risk premium is simply the expected market return from

10 the Building Blocks methodology minus this risk-free rate:

11

12 Ex Ante Equity Risk Premjum = 890% - 435% = 45%

13

14 Q. GIVEN THIS DISCUSSION, HOW ARE YOU MEASURING AN
15 EXPECTED EQUITY RISK PREMIUM IN THIS PROCEEDING?

16 A. As discussed above, page 5 of Exhibit JRW-11 provides a summary of the results

17 of the equity risk premium studies that I have reviewed. These include the results
18 of: (1) the various studies of the historical risk premium, (2) ex ante equity risk
19 premium studies, (3) equity risk premium surveys of CFOs, Financial Forecasters,
20 and academics, and (4) the Building Block approaches to the equity risk premium.

* The survey results are available at www.cfosurvey.org.
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1 There are results reported for over thirty studies, and the average equity risk
2 premium is 4.56%, which I will use as the equity risk premium in my CAPM
3 study.

4

5 Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
6 THE EQUITY RISK PREMIUMS OF LEADING INVESTMENT FIRMS?

7 A Yes. One of the first studies in this area was by Stephen Einhom, one of Wall

8 Street’s leading investment strategists.”’ His study showed that the market or

9 equity risk premium had declined to the 2.0 - 3.0 percent range by the early
10 1990s. Among the evidence he provided in support of a lower equity risk
11 premium is the inverse relationship between real interest rates (observed interest
12 rates minus inflation) and stock prices. He noted that the decline in the market
13 risk premium has led to a significant éhange in the relationship between interest
14 rates and stock prices. One implication of this development was that stock prices
15 had increased higher than would be suggested by the historical relationship
16 between valuation levels and interest rates.
17
18 The equity risk premiums of some of the other leading investment firms today
19 support the result of the academic studies. An article in The Economist indicated
20 that some other firms like J.P. Morgan are estimating an equity risk premium for

2 Steven G. Einhom, “The Perplexing Issue of Valuation: Will the Real Value Please Stand Up?”
Financial Anglysts Journal (July-August 1990), pp. 11-16.
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1 an average risk stock in the 2.0 - 3.0 percent range above the interest rate on U.S.
2 Treasury Bonds.?
3

4 Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
5 THE EQUITY RISK PREMIUMS USED BY CFOS?

6 A Yes. In the previously referenced third quarter 2008 CFO survey conducted by

7 CFO Magazine and Duke University, the expected 10-year equity risk premium
8 was 3.99%.
9

10 Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
i1 THE EX ANTE EQUITY RISK PREMIUMS OF PROFESSIONAL
12 'FORECASTERS?

13 A Yes. The financial forecasters in the previously referenced Federal Reserve Bank

14 of Philadelphia survey project both stock and bond returns. As shown on page 8 of
15 Exhibit JRW-11, the mean long-term expected stock and bond returns were
16 6.80% and 4.84%, respectively. This provides an ex ante equity risk premium of
17 1.96%.

18

2 For example, seec “Welcome to Bull Country,” The Economist (July 18, 1998), pp. 21-3, and “Choosing
the Right Mixture,” The Economist (February 27, 1999), pp. 71-2.
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10
11
12

14
15
16

17
18

19

20
21
22

23
24
25

Q. IS YOUR EX ANTE EQUITY RISK PREMIUM CONSISTENT WITH
THE EQUITY RISK PREMIUMS USED BY THE LEADING
CONSULTING FIRMS?

A. Yes. McKinsey & Co. is widely recognized as the leading management
consulting firm in the world. It published a study entitled “The Real Cost of
Equity” in which the McKinsey authors developed an ex ante equity risk premium
for the U.S. In reference to the decline in the equity risk premium, as well as
what is the appropriate equity risk premium to employ for corporate valuation
purposes, the McKinsey authors concluded the following:

We attribute this decline not to equities becoming less risky
(the inflation-adjusted cost of equity has not changed) but
to investors demanding higher returns in real terms on
government bonds after the inflation shocks of the late
1970s and early 1980s. We believe that using an equity
risk premium of 3.5 to 4 percent in the current environment
better reflects the true long-term opportunity cost of equity

capital and hence will yield more accurate valuations for
companies.

Q. WHAT EQUITY COST RATES ARE INDICATED BY YOUR CAPM
ANALYSIS?
A, The results of my CAPM study for the proxy group are provided below:

K= Ry +B* [E(Rn) - (Rp}]
K= 4.5% +0.82 *4.56%
K= 82%

® Marc H. Goedhart, et al, “The Real Cost of Equity,” McKinsey on Finance (Autumn 2002), p. 15.
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1 D. Eguity Cost Rate Summary

2 Q. PLEASE SUMMARIZE YOUR EQUITY COST RATE STUDY.
3 A The results for my DCF and CAPM analyses for the Electric Proxy Group

4 indicates equity cost rates of 9.8% and 8.2%, respectively.

6 Q. GIVEN THESE RESULTS, WHAT IS YOUR ESTIMATED EQUITY COST
7 RATE FOR THE GROUP?

8 A.  Given these results, I conclude that the appropriate equity cost rate for the Electric

9 Proxy Group is in the 8.2%-9.8% range. However, due to the current volatile
10 market conditions which were discussed above, I am using the upper end of the
11 range as the equity cost rate. Therefore, I am recommending an equity cost rate of
12 9.75% for Tampa. In addition, due to the uncertain market conditions, I reserve
13 the right to update my study prior to hearings.

14

15 Q. ISN'T YOUR EQUITY COST RATE RECOMMENDATION LOW BY

16 HISTORICAL STANDARDS?

17 A, Yes, it is and appropriately so. My rate of return is low by historical standards for

18 two reasons. First, as discussed above, current capital costs are low by historical
19 standards, with interest rates at a cyclical low not seen since the 1960s. And
20 second, as previously discussed, the equity or market risk premium has declined.

21
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1 Q. HOW DO YOU TEST THE REASONABLENESS OF YOUR COST OF
2 EQUITY AND OVERALL RATE OF RETURN RECOMMENDATION?

3 A To test the reasonableness of my equity cost rate recommendation, 1 examine the

4 relationship between the return on common equity and the market-to-book ratios
5 for the companies in the Electric Proxy Group.
6

7 Q. WHAT DO THE RETURNS ON COMMON EQUITY AND MARKET-TO-
8 BOOK RATIOS FOR THE PROXY GROUP INDICATE ABOUT THE
9 REASONABLENESS OF YOUR RECOMMENDATION?

10  A.  Exhibit JRW-3 provides financial performance and market valuation statistics for

11 companies in the proxy group. The mean current return on equity and market-to-
12 book ratio for the group are 8.9% and 1.36, respectively. These results indicate
13 that, on average, these companies are earning returns on equity above their equity
14 cost rates. As such, this observation provides evidence that my recommended
15 equity cost rate is reasonable and fully consistent with the financial performance
16 and market valuation of the proxy group of electric utility companies.

17

18 VI. CRITIQUE OF TAMPA’S RATE OF RETURN TESTIMONY

19

20 A. Testimonies of Mr. Gordon Gillette and Dr. Donald Murry

2

23 Q. WHAT ISSUES DO YOU HAVE WITH THE COMPANY’S COST OF

24 CAPITAL POSITION?
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1 A I have issues with the Company’s debt cost rate, capital structure, and equity cost
2 rate. The debt cost rate was previously discussed. 1 focus below on the capital
3 structure and equity cost rate.
4
5
6 Q. PLEASE EVALUATE TfDB COMPANY'S RECOMMENDED CAPITAL
7 STRUCTURE.
g A The Company’s recommended capital structure is not appropriate for ratemaking
9 purposes in this proceeding for four reasons. The recommended capital structure:
10 (1) is not reflective of the recent capitalization of the company; (2) is equity rich and
11 has a much higher common equity ratio than that employed by other electric
12 companies; (3) includes a number of inappropriate adjustments that result in the
13 inflated common equity ratio; and (4) is not reflective of the capital structure used by
14 Tampa to attract capital from investors. Items (1), (2), and (4) were previously
15 discussed. I will now turn to issue (3).
16

17 Q.  WHAT ADJUSTMENTS ARE MADE TO THE COMPANY’S DEBT AND
18 EQUITY AMOUNTS IN ARRIVING AT THEIR RECOMMENDED
19 CAPITAL STRUCTURE?

20 A The Company’s recommended capital structure includes a number of adjustments to

21 debt and equity amounts. These adjustments are detailed in MFR, Schedule D-1a

22 and D-1b. OPC Witness Mr. Hugh Larkin has evaluated most of the adjustments.
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i The adjustment that I am fo;:using on is the §77M equity adjustment for the
2 Company’s Purchased Power Agreements (“PPAs").
3
4 Q. PLEASE EXPLAIN WHY AN ADJUSTMENT TO EQUITY TO ACCOUNT
5 FOR PPAs IS NOT APPROFPRIATE.
6 A, Mr. Gillette has adjusted Tampa’s equity by $77M to account for the Company’s
7 PPAs, The $77M is computed by multiplying a risk factor of 25% to the present
8 value of the Company’s capacity contracts. In computing credit rating metrics, S&P
9 applies such a risk factor ranging from 0% to 100% which is intended to reflect the
10 risk of recovery of the PPA paymenté. However, S&P does not indicate how the
11 risk factor that ranges from 0% to 100% is determined. -  Given a recovery
12 mechanism for PPA payments, the financial condition of an electric utility company
13 is not impaired by entering into these contracts. Hence, providing incremental
14 revenues through a higher equity ratio and overall rate of return are unnecessary and
13 would result in an unwarranted revenue benefit to the utility. I have identified
16 several flaws in the adjustment.
17
18 One: Risk Factor
19 Given the methodology for imputing debt from PPAs, the risk factor is extremely
20 important. Mr. Gillette has presumed that a risk factor of 25% is appropriate for
21 Tampa. However, S&P does not indicate how the risk factor that ranges from 0% to
22 100% is determined. Hence, the S&P risk factor for imputing debt is not well

23 defined and cannot be assessed in this situation Given the Commission’s support
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1 for the collection of long-term contractual payments, the risk of non-recovery

2 appears to be extremely low (perhaps even zero percent). Hence, a risk factor as

3 high as 25% seems out of line. But, given the lack of guidance from S&P, it is

4 impossible to properly assess the risk factor in this situation.

5

6 In addition, as opposed to S&P, Moody’s appears to recognize some of the benefits

7 of PPAs and looks at them in a more positive manner. For example, Moody’s

8 states:*?

9 “If a utility enters into a PPA for the purpose of providing an assured supply
10 and there is reasonable assurance that regulators will allow the costs to be
11 recovered in regulated rates, Moody’s may view the PPA as being most akin ,
12 to an operating cost. In this circumstance, there most likely will be no
} 3 imputed adjustment to the obligations of the utility.”

15 In other words, under this scenario Moody’s would rate the risk factor at 0% and
16 there would be no imputed debt.

17

18 Two: S&P Adjustments are Not GAAP Accounting

19 Even if debt were imputed by S&P from a PPA (assuming a risk factor greater than
20 0%), no changes would be made to the company’s GAAP financial statements.
21 Hence, investors would not see the impact of S&P’s adjustment In addition, the
22 Company does not incur a liability on its GAAP-based financial statements for the
23 PPAs. Furthermore, given a regtﬂétory—mandated recovery method for the

24 payments, investors should be indifferent to a utility entering into a PPA.

 Moody’s Rating Methodology: Global Regulated Electric Utilities, March 2005, page 10.
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1
2 Three: From a Regulatory Perspective, PPA Payments are Unlike Debt
3 In a regulatory setting, a utility is given the ‘opportunity to eam’ its cost of debt as
4 well as its overall cost of capital through the ratemaking process. Given the many
5 uncertainties associated with revenues and expenses between rate cases, there is no
6 guarantee that the overall cost of debt can be earned. However, with long-term
7 PPAs, the timely and certain recovery of fixed payments is assured. That is, PPA
8 costs do not feature the uncertainty associated with the ‘opportunity to earn’ as do
g debt payments, In sum, given S&P’s lack of guidance on the risk factor, the
10 Commission’s support for the collection of payments for PPAs, the notion that these
11 are not GAAP adjustments that are not recorded as liabilities on the books of the
12 company, and the fact that, from a regulatory perspective, PPA payments are unlike
13 debt, the PPA adjustment to the Company’s capital structure is inappropriate.
14

15 Q PLEASE REVIEW DR. MURRY’S EQUITY COST RATE APPROACHES.
17 A, Dr. Murry uses a proxy group of electric utility companies as well as TECO Energy

18 and employs CAPM and DCF equity cost rate approaches.

20 Q. PLEASE SUMMARIZE DR. MURRY’S EQUITY COST RATE RESULTS.

22 A Dr. Murry’s equity cost rate estimates for Tampa are summarized in Panel A of

23 Exhibit JRW-12. Based on these figures, he concludes that the appropriate equity
24 cost rate for the Company is 12.0%.
25 '
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1 Q. PLEASE DISCUSS YOUR ISSUES WITH DR, MURRY’S
2 RECOMMENDED EQUITY COST RATE.
3 A Dr. Murry’s proposed return on common equity is too high primarily due to: (1) an
4 inappropriate group of comparable electric companies; (2) an excessive adjustment
5 to the dividend yield and an inflated growth rate in his DCF approach; (3) his use of
6 the higher end of his DCF results to compensate for flotation costs, market pressure,
7 and market value — book value adjustment; and (4) overstated equity risk premium
8 estimates, as well as the inclusion of a size premium, in his CAPM approaches.
9

10 1. Comparable Electric Companies

1 '

12 Q. PLEASE DISCUSS THE PROBLEM WITH DR. MURRY’S ELECTRIC

13 UTILITY GROUP.

14 A Dr. Murry’s utility proxy group includes a number of companies that are not

15 appropriate becauﬁe their operating revenues are from sources other than regulated

16 electric wtility services. These companies, and their percent of regulated electric

17 revenues, include: OGE Energy Corp. - 48%, PEPCO Holdings - 55%, SCANA

18 Corp. - 42%, and, and Wisconsin Energy - 62%.

19

20 2. DCF Approach

21

22 Q. PLEASE SUMMARIZE DR. MURRY’S DCF ESTIMATES.
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1 A On pages 33-52 of his testimony and in Documents DAM-13 - DAM-19, Dr. Murry

2 develops an equity cost rate by applying a DCF model to TECO Energy and his
3 group of comparable companies. In the traditional DCF approach, the equity cost
4 rate is the sum of the dividend yield and expected growth. For TECO Energy and
5 the comparable group, he performs two DCF analyses — a 52-week DCF using
6 stock prices over the past year, and a Current DCF using stock prices over the past
7 two weeks. For each of these DCFs, he computes equity cost rét&e using (1)
8 projected DPS growth rates, (2) Value Line projected EPS over the 2002-04 to the
g 2011-13 time period, and (3) projected EPS growth rates estimates from Value
10 Line (from 2006-07 to 2011-13 ) and from analysts as compiled by Yahoo! Dr.
11 Murry’s DCF results are provided in Panel B of Exhibit JRW-12. Based on these
12 figures, Dr. Murry claims that the relevant DCF results for Tampa are in the range
13 of 11.12% to 13.27%.
14

15 Q. PLEASE EXPRESS YOUR CONCERNS WITH DR. MURRY'S DCF
16 STUDY.

17 A I have several major concerns with Dr. Murry's DCF analyses. These are: (1) he

18 has ignored results using projected DPS growth rates for both TECO Energy and
19 the comparable electric utility group; (2) he has totally ignored the DCF results
20 for TECO Energy and relied on highly selected results of his comparable group of
21 electric utility companies; (3) his selected DCF results rely on the upwardly
22 biased EPS growth rates estimates from Value Line and from Wall Street analysts
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1 as compiled by Yahoo!; and (4) he has erroneously relied on the upper end of the
2 DCF results to account for ﬁndocumented flotation costs and market pressure.
3
4 Q. PLEASE ADDRESS YOUR FIRST ISSUE.
5 A Dr. Murry has ignored the DCF results for both TECO Energy and the
6 comparable group using projected DCF growth rates, In the DCF model, the cash
7 flows that investors receive are in the form of dividends. The average projected
8 DPS growth for TECO Energy and the comparable electric utility group are in the
9 2.0% and 3.0% range, respectively. Ignoring the DCF results which use projected

10 DPS growth rates leads to an upwardly biased estimate of a DCF equity cost rate.

11
12 Q. YOU CLAIM THAT DR. MURRY HAS ALSO IGNORED THE VAST
13 MAJORITY OF HIS DCF RESULTS. PLEASE EXPLAIN.

14 A, Dr. Murry’s summary results are provided in Schedule DAM-23. On page 64 of

15 his testimony, Dr. Murry claims that the relevant DCF results are from 11.12% to
16 13.27%. However, these are the high-end of the range of DCF figures for the
17 comparison group using: (1)} 2000-02 to 2009-11 EPS growth rates; and (2)
18 analysts’ projected EPS growth rates from Value Line and Wall Street analysts as
19 compiled by Yahoo! This relevant range simply represents the high end of the
20 range using these two growth rate measures. As such, he has totally ignored the
21 DCF results for TECO Energy as well as the majority of the DCF results for his
22 comparable group of electric utility companies. By ignoring these results, he is
23 recommending a DCF equity cost rate using the results for the company which is
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1 200-300 basis points higher than that of his comparable electric uﬁlity company

2 group.

4 Q. PLEASE REVIEW DR. MURRY’S EXCESSIVE RELIANCE UPON THE
S PROJECTED EPS GROWTH RATE ESTIMATES OF WALL STREET
6 ANALYSTS’ AND VALUE LINE.

7 A It seems highly unlikely that investors today would rely excessively on the forecasts

8 of securities analysts and ignore historical growth in arriving at expected growth. It
9 is well known in the academic world that the EPS forecasts of secun'tiés analysts are
10 overly optimistic and biased upwards. In addition, as I show below, Value Line's
11 EPS forecasts are excessive and unrealistic.
12

13 Q. PLEASE REVIEW THE BIAS IN ANALYSTS’ GROWTH RATE

14 FORECASTS.,

15 A Analysts’ growth rate forecasts are collected and published by Bloomberg, Zacks,

16 First Call, /B/E/S, and Reuters. These services retrieve and compile EPS forecasts
17 from Wall Street analysts. These analysts come from both the sell side (Merrill
18 Lynch, Paine Webber) and the buy side (Prudential Insurance, Fidelity).

19

20 The problem with using these forecasts to estimate a DCF growth rate is that the
21 objectivity of Wall Street research has been challenged, and many have argued
22 that analysts’ EPS forecasts are overly optimistic and biased upwards. To evaluate

23 the accuracy of analysts’ EPS forecasts, I have compared actual 3-5 year EPS
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1 growth rates with forecasted EPS growth ?ates on a quarterly basis over the past
2 20 years for all companies covered by the I/B/E/S data base. In Panel A of
3 Exhibit JTW-13, I show the average analysts’ forecasted 3-5 year EPS growth
4 rate with the average actual 3-5 year EPS growth rate. Because of the necessary
5 3-5 year follow-up period to measure actual growth, the analysis in this graph
6 only: (1) covers forecasted and actual EPS growth rates through 1999 and (2)
7 includes only companies that have 3-5 years of actual EPS data following the
8 forecast period.
9
10 The following example shows how the results can be interpreted. For the 3-5year
11 period prior to the first quarter of 1999, analysts had projected an EPS growth rate
12 of 15.13%, but companies only genérated an average annual EPS growth rate over
13 the 3-5 years of 9.37%. This projected EPS growth rate figure represented the
14 average projected growth rate for over 1,510 companies, with an average of 4.88
15 analysts’ forecasts per company. For the entire twenty-year period of the study,
16 for each quarter there were on average 5.60 analysts’ EPS projections for 1,281
17 companies. Overall, my ﬁn&ings indicate that forecast errors for long-term
18 estimates are predominantly positive, which indicates an upward bias in growth
19 rate estimates. The mean and median forecast errors over the observation period
20 are 143.06% and 75.08%, respectively. The forecast errors are negative for only
21 eleven of the eighty quarterly time periods: five consecutive quarters starting at the
22 end of 1995 and six consecutive quarters starting in 2006. As shown in the figure
23 below, the quarters with negative forecast errors were for the 3-5 year periods
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1 following earnings declines assoc;iated with the 1991 and 2001 economic
2 recessions in the U.8. overall. Thus, there is evidence of a persistent upward bias
3 in long-term EPS growth-forecasts.
4
5 The post-1999 period has seen the boom and then the bust in the stock market, an
6 economic recession, 9/11, and the Iraq war. Furthermore, and highly significant
7 in the context of this study, we have also had the New York state inVestigation of
8 Wall Street firms and the subsequent Global Securities Settlement in which nine
9 major brokerage firms paid a fine of $1.5B for their biased investment research.
10
11 To evaluate the impact of these events on analysts’ forecasts, the average 3-5year
12 EPS growth rate projections for all companies provided in the I/B/E/S database on
13 a quarterly basis from 1988 to 2006 are shown in Panel B of Exhibit JRW-13. In
14 this graph, no comparison to actual EPS growth rates is made, and hence, there is
15 no follow-up period. Therefore, 3-5 year growth rate forecasts are shown until
16 2006, and since companies are not lost due to a lack of follow-up EPS data, these
17 results are for a larger sample of firms. Analysts’ forecasts for EPS growth were
18 higher for this larger sample of firms, with a more pronounced run-up and then
19 decline around the stock market peak in 2000. The average projected growth rate
20 hovered in the 14.5%-17.5% range until 1995 and then increased dramatically
21 over the next five years to 23.3% in the fourth quarter of the year 2000.
22 Forecasted EPS growth has since declined to the 15.0% range.
23
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I Q WHAT IMPACT HAVE RECENT REGULATORY DEVELOPMENTS HAD
2 ON ANALYSTS’ EPS GROWTH RATE FORECASTS?

3 A Analysts’ EPS growth rate forecasts have subsided somewhat since the stock

4 market peak of 2000. In addition, the apparent conflict of interest within
5 investment firms with investment banking and analysts’ operations was addressed
6 in the Global Analysts Research Settlements (“GARS™). GARS, as agreed upon
7 on April 23, 2003, between the SEC, NASD, NYSE and ten of the largest U.S.
8 investment firms, includes a number of regulations that were introduced to
9 prevent investment bankers from pressuring analysts to provide favorable

10 projections. Nonetheless, despite the new regulations, analysts’ EPS growth rate

11 forecasts have not significantly changed and continue to be overly-optimistic.

12 Analysts’ long-term EPS growth rate forecasts before and after GARS, are about

13 two times the level of historic GDP growth. Furthermore, historic growth in

14 GDP and corporate earnings has been in the 7% range.

15

16 Finally, these observations are supported by a Wall Street Journal article entitled

17 “Analysts Still Coming Up Rosy — Over-Optimism on Growth Rates is Rampant ~

18 and the Estimates Help to Buoy the Market’s Valuation.” The following quote
19 provides insight into the continuing bias in analysts’ forecasts:

20 Hope springs eternal, says Mark Donovan, who manages

21 Boston Partners Large Cap Value Fund. “You would have

22 thought that, given what happened in the last three years,

23 . people would have given up the ghost. But in large measure

24 they have not.”
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1 These overly optimistic growth estimates also show that,

2 even with all the regulatory focus on too-bullish analysts

3 allegedly influenced by their firms' investment-banking

4 relatif)nships, a lot of thi'ngs .ha“ven't chz'm%ad: Research

5 remains rosy and many believe it always will.

6

7 Q. IS THE BIAS IN ANALYSTS’ GROWTH RATE FORECASTS

8 GENERALLY KNOWN IN THE MARKETS?

9 A, Yes. Page2 of Exhibit JRW-13 provides a recent article published in the Wall Street
10 Journal that discusses the upward bias in analysts’ EPS growth rate forccasts.
11
12 Q. ARE ANALYSTS’ EPS GROWTH RATE FORECASTS LIKEWISE
13 UPWARDLY BIASED FOR ELECTRIC UTILITY COMPANIES?
14 A Yes. To evaluate whether analysts’ EPS growth rate forecasts are upwardly biased
15 for electric utility companies, 1 conducted a study similar to the one described
16 above using a group of electric utility companies. The results are shown in Panel
17 C of Exhibit JRW-13. The projected EPS growth rates have declined from about
18 six percent in the 1990s to about five percent in the 2000s. As shown, the
19 achieved EPS growth rates have been volatile. Overall, the upward bias in EPS
20 growth rate projections is not as pronounced for electric utility companies as it is
21 for all companies. Over the entire period, the average quarterly 3-5 year projected
22 and actual EPS growth rates are 4.59% and 2.90%, respectively. These results are
23 consistent with the results for companies in general -- analysts’ projected EPS
24 growth rate forecasts are upwardly-biased for utility companies.

2 Ken Brown, “Analysts Still Coming Up Rosy ~ Over-Optimism on Growth Rates is Rampant — and the
Estimates Help to Buoy the Market’s Valuation.” Wail Street Journal, (January 27, 2003), p. C1.
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2 Q. ARE VALUE LINE’S GROWTH RATE FORECASTS SIMILARILY
3 UPWARDLY BIASED?

4 A Yes. Value Line has a decidedly positive bias to its eamings growth rate forecasts as

5 well. To assess Value Line's earnings growth rate forecasts, [ used the Value Line
6 Investment Analyzer. The results are summarized in Panel A of Exhibit JRW-14, 1
7 initially filtered the database and found that Value Line has 3-5 year EPS growth rate
8 forecasts for 2,453 firms. The average projected EPS growth rate was 14.6%. This
9 is high given that the average historical EPS growth rate in the U.S. is about 7%. A
10 major factor seems to be that Value Line only predicts negative EPS growth for 47
11 companies. This is less than two percent of the companies covered by Value Line.
12 Given the ups and downs of corporate earnings, this is unreasonable,
13
14 To put this figure in perspective, I screened the Value Line companies to see what
15 percent of companies covered by Value Line had experienced negative EPS growth
16 rates over the past five years. Value Line reported a five-year historic growth rate for
17 2,371 companies. The results are shown in Panel B of Exhibit JRW-14 and indicate
18 that the average S-year historic growth rate was 12.9%, and Value Line reported
19 negative historic growth for 476 firms which represents 20.1% of these companies.
20 It should be noted that the past five years have been a period of rapidly rising
21 corporate earnings- growth as the economy and businesses have rebounded from the
22 recession of 2001.
23
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1 These results indicate that Value Line’s EPS forecasts are excessive and unrealistic,
2 It appears that the analysts at Value Line are similar to their Wall Street brethren in
3 that they are reluctant to forecast negative eamings growth.

4

5 Q. FINALLY, ON PAGES 39-43 OF HIS TESTIMONY, DR. MURRY HAS

6 ARGUED THAT HE HAS FOCUSED ON THE HIGHER DCF RESULTS
7 AS AN ALTERNATIVE TO MAKING AN ADJUSTMENT FOR
8 FLOTATION COSTS OR MARKET PRESSURE. PLEASE RESPOND.

9 A Dr. Murry’s argument for using the higher end DCF results to account for

16 flotation costs or market pressure is in error. There is no need for such an
11 adjustment. Usually it is argued that a flotation cost adjustment is necessary to
12 prevent the dilution of the existing shareholders. Such an adjustment is commonly
13 justified by reference to bonds and Vthe manner in which issuance costs are
14 recovered by including the amortization of bond flotation costs in annual
15 financing costs. However, this is incorrect for several reasons:

16

17 (1)  If an equity flotation cost adjﬁstment is similar to a debt flotation cost
18 adjustment, the fact that the market-to-book ratios for. electric Vutility companies
19 are nearly 2.0 actually suggests that there should be a flotation cost reduction (and
20 not increase) to the equity cost rate. This is because vghen (a) abond is issued at a
21 price in excess of face or book value, and (b) the difference between market price
22 and the book value is greater than the flotation or issuance costs, the cost of that
23 debt is lower than the coupon rate of the debt. The amount by which market
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1 values of electric utility companies are in excess of book values is much greater

2 than flotation costs. Hence, if common stock flotation costs were exactly like

3 bond flotation costs, and one was making an explicit flotation cost adjustment to

4 the cost of common equity, the adjustment would be downward;

. .

6 (2)  Itis commonly argued that a flotation cost adjustment is needed to prevent

7 dilution of existing stockholders’ investment. However, the reduction of the book

8 value of stockholder investment associated with flotation costs can occur only

9 when a company’s stock is selling at a market price at/or belowv its book value.
10 As noted above, electric utility companies are selling at market prices well in
11 excess of book value. Hence, when new shares are sold, existing shareholders
12 realize an increase in the book value per share of their investment, not a decrease;
13
14 (3)  Flotation costs consist primarily of the underwriting spread or fee and not
15 out-of-pocket expenses. On a per share basis, the underwriting spread is the
16 difference between the price the investment banker receives from investors and
17 the price the investment banker pays to the company. Hence, these are not
18 expenses that must be recovered through the regulatory process. Furthermore, the
19 underwriting spread is known to the investors who are buying the new issue of
20 stock, who are well aware of the difference between the price they are paying to
21 buy the stock and the price that the Cémpany is receiving. The offering price
22 which they pay is what matters when investors decide to buy a stock based on its
23 expected return and risk prospects. Therefore, the company is not entitled to an
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1 adjustment to the allowed return to account for those costs; and
2
3 ) Flotation costs, in the form of the underwriting spread, are a form of a
4 transaction cost in the market. They represent the difference between the price
5 paid by investors and the amount received by the issuing company. Whereas Dr.
6 Murry believes that the Company should be compensated for these transactions
7 costs by using the high-end DCF results neither he nor I have accounted for other
8 market transaction costs in determining a cost of equity for the Company. Most
9 notably, brokerage fees that investors pay when they buy shares in the open
10 market are another market transaction cost. Brokerage fees increase the effective
11 stock price paid by investors to buy shares. if Dr. Murry and I had included these
12 brokerage fees or transaction costs in our DCF analyses, the higher effective stock
13 prices paid for stocks would lead to lower dividend yields and equity cost rates.
14 To be fair then, if Dr. Murry is to make an upward adjustment for transaction
15 costs in the form of using the high-end DCF results, he also should have made a
16 downward adjustment for transaction costs in the form of brokerage fees.
17
18 PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. MURRY’S DCF -
19 GROWTH RATE.
20 Dr. Murry’s DCF equity cost rate is overstated because he has: (1) employed an
21 inappropriate group of comparable electric companies; (2) made an excessive
2 adjustment to the dividend yield and used the upwardly biased EPS growth rate
23 forecasts of Wall Street analysts and Value Line in his DCF approach; and (3)
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1 selectively picked the high end of the range of his DCF equity cost rate estimates to

2 account for undocumented flotation costs and market pressure.

3

4 3. CAPM Analysis

5

6 Q. PLEASE DISCUSS DR. MURRY’S CAPM.

7 A On pages 52-63, in Documents DAM-24 and DAM-25, Dr. Murry applies the

8 CAPM to TECO Energy and the comparison group of electric utility companies.

9 The first CAPM, which he calls the size-adjusted CAPM, is a traditional CAPM
10 with an incremental 0.92%-1.65% adjustment to account for the relative size of
11 TECO Energy and the comparable electric utility companies. The second CAPM,
12 which Dr. Muiry calls a historical CAPM, is based strictly on historical stock and
13 bond returns. Dr. Murry’s historical CAPM is very untraditional in three ways:
14 (1) the market total return is the average of the historical returns for large and
15 small stocks as reported by Ibbptson Associates, (2) the historic bond return of
16 6.20% is for long-term corporate bonds, and (3) the risk-free rate Dr. Murry uses
17 is the historic Aaa corporate bond return. The results of Dr. Murry’s CAPM
18 analyses are summarized in Panel C of Exhibit JRW-12
19

20 Q. PLEASE SUMMARIZE YOUR ASSESSMENT OF DR. MURRY’S CAPM

21 ANALYSES.
22 A There are two primary flaws with Dr. Murry’s CAPM analyses: (1) his explicit

23 size adjustment of 0.92% for TECO Energy and the comparison electric utility
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1 group in his size-adjusted CAPM and an implicit size premium in his historical
2 CAPM; and (2) most significantly, his equity risk premium of 7.10% in his size-
3 adjusted CAPM and his risk premium of 8.50% in his historical CAPM.
4
5 Q. PLEASE DISCUSS DR. MURRY’S EXPLICIT AND IMPLICIT SIZE
6 ADJUSTMENTS. |
7 A, As noted above, Dr. Murry uses explicit size adjustment of 0.92% for TECO
8 Energy and the comparison: group in his size-adjusted CAPM and uses an implicit
9 size premium in his historical CAPM. The implicit size premium in his historical
10 CAPM results from the fact that his market total return of 14.70% is the average
1 of the arithmetic mean stock returns for large stocks and for small stocks from
12 Ibbotson Associates. Dr. Murry supports the need for a size premium by citing
13 the work of Ibbotson Associates.
14
15 There are several flaws in this analysis. First, as discussed later in my testimony,
16 there are a number of errors in using historical market returns to compute risk
17 premiums. Second, the Ibbotson study used for the explicit size premium is based
18 on the stock returns for companies in the o™ decile. However, a rgview of the
19 . Ibbotson document indicates that these companies have betas that are much larger
20 than the betas of electric utility companies. Hence, these size premiums are not
21 associated with the electric utility industry.
22 Finally, and most importantly, any equity cost rate adjustment based on the
23 relative size of a public utility is inappropriate. Professor Annie Wong has tested
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1 for a size premiura in utilities and concluded that, unlike industrial stocks, utility
2 stocks do not exhibit a significant size premium.*® As explained by Professor
3 Wong, there are several reasons why such a size premium would not be
4 attributable to utilities. Utilities are regulated closely by state and federal agencies
5 and commissions and, hence, their financial performance is monitored on an on-
6 going basis by both the state and federal governments. In addition, public utilities
7 must gain approval from government entities for common financial transactions
8 such as the sale of securities. Furthermore, unlike their industrial counterparts,
9 accounting standards and reporting ére fairly standardized for public utilities.
10 Finally, a utility’s earnings are predetermined to a certain degree through the
11 ratemaking process in which performance is reviewed by state commissions and
12 other interested parties. Overall, in terms of regulation, government oversight,
13 performance review, accounting standards, and information disclosure, utilities
14 are much different than industrials which could account for the lack of a size
15 premium.
16

17 Q. PLEASE REVIEW THE ERRORS IN DR. MURRY'S EQUITY OR RISK
18 PREMIUM IN HIS TWO CAPM APPROACHES.

19 A.  The primary problem with Dr. Murry's two CAPM analyses is the size of the
20 market or equity risk premium. Dr. Murry uses a risk premiuvm of 7.10% in his

21 size-adjusted CAPM. This is the arithmetic average risk premium of the 1926-

* Annie Wong, “Utility Stocks and the Size Effect: An Empirical Apalysis”, Journal of the Midwest
Finance Association, 1993, PP, 95-101.

73



ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-EI
PAGE 194

1 2007 results from the Ibbotson study. He uses a risk premium of 8.50% in his ;
2 historical CAPM - which is the difference between his historic market return of ,
3 14.70% (the average of the arithmetic mean stock returns for large stocks of

4 12.3% and for small stocks of 17.1%) and 6.20% which is the historic long-term | i
5 corporate bond return. Both of these risk premiums are based solely on the

6 difference in the arithmetic mean stock and bond returns over the 1926-2007

7 period.

8

9 Q PLEASE ADDRESS THE ISSUES INVOLVED IN USING HISTORICAL ; ;
10 STOCK AND BOND RETURNS TO COMPUTE A FORWARD-LOOKING
11 ' OR EX ANTE RISK PREMIUM.

12 A Using the historical relationship between stock and bond returns to measure an ex i

13 ante equity risk premium is erroneous and overstates the true market equity risk

14 premium. The equity risk premium is based on expectations of the future and

15 when past market conditions vary significantly from the present, historic data

16 does not provide a realistic or accurate barometer of expectations of the future.

17 At the present time, using historical returns to measure the ex ante equity risk

18 premium ighores current market conditions and masks the dramatic change in the

19 risk and return relationship between stocks and bonds. This change suggests that i
20 the equity risk premium has dectined. "

21

22 Q. PLEASE DISCUSS THE ERRORS IN USINC HISTORIC STOCK AND N
2222 BOND RETURNS TO ESTIMATE AN EQUITY RISK PREMIUM. i
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1
2 A There are a number of flaws in using historic retumns over long time periods to
3 estimate expected equity risk premiums. These issues include:
4 A) Biased historical bond returns;
5 B) The arithmetic versus the geometric mean return;
6 (C)  The large error in measuring the equity risk premium using historical
7 returns;
8 D) Biased historical stock returns and transactions costs;
9 (E)  Company survivorship bias;
10 ® The “Peso Problem” - U.S. stock market survivorship bias;
11 (&) Market conditions today are significantly different than the past; and
12 (H)  Changes in risk and return in the markets.
13 These issues will be addressed in order.
14
15 Biased Historical Bond Returns
16
17 Q. HOW ARE HISTORICAL BOND RETURNS BIASED?
18 A An essential assumption of these studies is that over long periods of time investors’
19 expectations are realized. However, the experienced returns of bondholders in the
20 past violate this critical assumption. Historic bond returns are biased downward as a
21 measure of expectancy because of capital losses suffered by bondholders in the past.
22 As such, risk premiums derived from this data are biased upwards.
23
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1 The Arithmetic versus the Geometric Mean Return
2
3 Q. PLEASE DISCUSS THE ISSUE RELATING TO THE USE OF THE
4 ARITHMETIC VERSUS THE GEOMETRIC MEAN RETURNS IN THE
5 IBBOTSON METHODOLOGY.
6 A The measure of investment return has a significant effect on the interpretation of
7 the risk premium results. When analyzing a single security price series over time
8 (i.e., a time series), the best measure of investment performance is the geometric
9 mean return.  Using the arithmetic mean overstates the return experienced by
10 investors. In a study entitled “Risk and Return on Equity: The Use and Misuse of
11 Historical Estimates,” Carleton and Lakonishok make the following observation:
12 “The geometric mean measures the changes in wealth over more than one period
13 on a buy and hold (with dividends invested) strategy.”™’ Since Dr. Murry’s study
14 covers more than one period (and he assumes that dividends are reinvested), he
15 should be employing the geometric mean and not the arithmetic mean.
16
17 Q. PLEASE PROVIDE AN EXAMPLE DEMONSTRATING THE PROBLEM
18 WITHUSING THE ARITHMETIC MEAN RETURN. |
Al9 To demonstrate the upward bias of the arithmetic mean, consider the following
20 example. Assume that you have a stock (that pays no dividend) that is selling for
21 $100 today, increases to $200 in one year, and then falls back to $100 in two

2 Willard T. Carleton and Josef Lakonishok, “Risk and Return on Equity: The Use and Misuse of Historical
Estimates,” Financial Analysts Journal (Jannsry-February, 1985), pp. 38-47.
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1 years. The table below shows the prices and returns.
Time Period Stock Price Annual
. Return
0 $100
1 $200 100%
2 $100 -50%
2
3 The arithmetic mean return is simply (100% + (-50%))/2 = 25% per year. The
4 geometric mean return is ((2 * .50)"?) — 1 = 0% per year. Therefore, the
5 arithmetic mean return suggests that your stock has appreciated at an annual rate
6 of 25%, while the geometric mean return indicates an annual return of 0%. Since
7 after two years, your stock is still only worth $100, the geometric mean return is
8 the appropriate return measure. For this reason, when stock returns and earnings
9 growth rates are reported in the financial press, they are generally reported using
10 the geometric mean. This is because of the upward bias of the arithmetic mean.
il As further evidence of the appropriate mean return measure, the U.S, Securities
12 and Exchange Commission requires equity mutual funds to report historic return
13 petformance using geometric mean and not arithmetic meaﬁ returns.?® Therefore,
4 Dr. Murry’s arithmetic mean return measures are upwardly biased and should be
15 disregarded.
16
17
i8 The Large Error in Measuring Equity Risk Premiums with Historic Data
19 |

% 11,8, Securities and Exchange Commission, Form N-14A,

7
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1 Q. PLEASE DISCUSS THE LARGE ERROR IN MEASURING THE EQUITY
2 RISK PREMIUM USING HISTORICAL STOCK AND BOND RETURNS.

3 A Measuring the equity risk premium using historical stock and bond return is subject

4 to a very large amount of forecasting error. For example, the long-term equity risk
5 premium of 6.5% has a standard deviation of 20.6%. This may be interpreted in the
6 following way with respect to the historical distribution of the long-term equity risk
7 premium using a standard normal distribution and a 95% +/- two standard deviation
8 confidence interval: We can say, with a 95% degree of confidence, that the true
9 equity risk premium is between -34.7% and +47.7%. As such, the historical equity
10 risk premium is measured with a large degree of error.

11

12 Biased Historic Stock Returns and Transactions Costs

14

15 Q YOU NOTE THAT HISTORIC STOCK RETURNS ARE BIASED USING
16 THE IBBOTSON METHODOLOGY. PLEASE ELABORATE.

17 A Returns developed using Ibbotson's methodology are computed on stock indexes

18 and, therefore (1) cannot be reflective of expe&ations because these returns are
19 unattainable to investors and (2) produce biased results. This methodology assumes:
20 {a) monthly portfolio rebalancing and (b) reinvestment of interest and dividends.
21 Monthly portfolio rebalancing presumes that investors rebalance their portfolios at
22 the end of each month in order to have an equ;d dollar a.mount invested in each
23 security at the beginning of each month. The assumption would obviously generate

24 extremely high transaction costs and thereby render these returns unattainable to
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10

11

12

13

14

15

16

17

18

19

20

investors. In addition an academic study demonstrates that the monthly portfolio

rebalancing assumption produces biased estimates of stock returns.?

Transaction costs themselves provide another bias in historic versus expected
returns. The observed stock returns of the past were not the realized returns of
investors due to the much higher transaction costs of previous decades. These
higher transaction costs are reflected through the higher commissions on stock
trades and the lack of low cost mutual funds like index funds. Jeremy Siegel
estimates that the transactions costs associated with replicating a market portfolio
with reinvested dividends would subtract 100-200 basis points from the stock
holder returns. In other words, the actual realized equity returns were probably

100-200 basis points below those calculated from historic data ®

Company Survivorship Bias

Q. HOW DOES COMPANY SURVIVORSHIP BIAS AFFECT DR. MURRY’S

HISTORIC EQUITY RISK PREMIUM?

A. Using historic data to estimate an equity risk premium suffers from company

survivorship bias. Company survivorship bias results when using returns from

% See Richard Roll, “On Computing Mean Returns and the Small Firm Premium,” Journal of Financial
Economics (1983), pp. 371-86.

®Jeremy J. Siegel, “Perspectives on the Equity Risk Premium,” Financial Analysts Journal
(November/December 2005), p. 65.
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1 indexes like the S&P 500. The S&P 500 includes only companies that have
2 survived. The fact that returns of firms that did not perform so well were dropped
3 from these indexes is not reflected. Therefore, these stock returns are upwardly
4 biased because they only reflect the returns from more successful companies.

5

6 The “Peso Problem” - U.S. Stéck Market Survivorship Bias

7

8 Q. WHAT IS THE “PESO PROBLEM,” AND HOW DOES IT RELATE TO
9 SURVIVORSHIP BIAS IN U. S. STOCK MARKET RETURNS?

10 A. Dr. Murry’s use of historic return data also suffers from the so-called “Peso

11 problem,” which is also known as U.S. stock market survivorship bias. The “Peso
12 problem” issue was first highlighted by the Nobel laureate, Milton Friedman, and
13 gets its name from conditions related to the Mexican peso market in the early
14 1970s. This issue involves the fact that past stock market returns were higher
15 than were expected at the time because despite war, depression, and other social,
16 political, and economic events, the U.S. economy survived and did not suffer
17 hyperinflation, invasion, and/or the calamities of other countries. As such, highly
18 improbable events, which may or may not occur in the future, are factored into
19 stock prices, leading to seemingly low valuations. Higher than expected stock
20 returns are then earned when these events do not subsequently occur. Therefore,
21 the “Peso problem” indicates that historic stock returns are overstated as measures
22 of expected returns because the U.S. markets have not experienced the disruptions
23 of other major markets around the world.
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i .
2 Market Conditions Today.are Sigpificantly Different than in the Past
s |
5 Q. FROM AN EQUITY RISK PREMIUM PERSPECTIVE, PLEASE
6 DISCUSS HOW MARKET CONDITIONS ARE DIFFERENT TODAY.
7 Al The equity risk premium is based on expectations of the future. When past market
8 conditions vary significantly from the present, historic data does not provide a
9 realistic or accurate barometer of expectations of the future. As noted previously,
10 stock valuations (as measured by P/E) are relatively high and interest rates are
11 relatively low, on a historic basis. Therefore, given the high stock prices and low
12 interest rates, expected retums are likely to be lower on a going forward basis.
13 _
14 Changes in Risk and Retum in the Markets
15
16 Q. PLEASE DISCUSS THE NOTION THAT HISTORIC EQUITY RISK
17 PREMIUM STUDIES DO NOT REFLECT THE CHANGE IN RISK AND
18 RETURN IN TODAY’S FINANCIAL MARKETS.

19 A The historic equity risk premium methodology is unrealistic in that it makes the

20 explicit assumption that risk premiums do not change over time based on market
21 conditions such as inflation, interest rates, and expected economic growth.
22 Furthermore, using historic refurns to measure the equity risk premium masks the
23 dramatic change in the risk and return relationship between stocks and bonds. The

24 nature of the change, as I will discuss below, is that bonds have increased in risk
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1 relative to stocks. This change suggests that the equity risk premium has declined in

2 recent years.

3

4 Page 1 of Exhibit JRW-15 provides the yields on long-term U.S. Treasury bonds

5 from 1926 to 2007. One very obvious observation from this graph is that interest

6 rates increase dramatically from the mid-1960s until the early 1980s and have

7 since returned to their 1960 levels. The annual market risk premiums for the 1926

8 to 2007 perio«i are provided on page 2 of Exhibit JRW-15. The annual market

9 risk premium is defined as the return on common stock minus the return on long-
10 term U.8. Treasury Bonds. There is considerable variability in this series and a
11 clear decline in recent decades. The high was 54% in 1933, and the low was -
12 38% in 1931. Evidence of a change in the relative riskiness of bonds and stocks
13 is provided on page 3 of Exhibit JRW-15, which plots the standard deviation of
14 monthly stock and bond returns since 1930. The plot shows that, whereas stock
15 returns were much more volatile than bond retums from the 1930s to the 1970s,
16 bond returns became more vériablé than stock returns during the 1980s. In recent
17 years, stocks and bonds have become much more similar in terms of volatility, but
18 stocks are still a little more volatile. The decrease in the volatility of stocks
19 relative to bonds over time has been attributed to several stock related factors: (1)
20 the impact of technology on productivity and thg new economy; (2) the role of
21 information (see former Federal Reserve Chairman Greenspan's comments on
22 pages 8-9 in this testimony) on the economy and markets; (3) better cost and risk
23 management by businesses; (4) several bond related factors; (5) deregulation of
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1 the financial system; (6) inflation fears and interest rates; and (7) the increase in
2 the use of debt financing. Further evidence of the greater relative riskiness of
3 bonds is shown on page 4 of Exhibit JRW-15, which plots real interest rates (the
4 nominal interest rate minus inflation) from 1926 to 2007. Real rates have been
5 well above histeric norms during the past 10-15 years. These high real interest
6 rates reflect the fact that investors view bonds as riskier investments.
7
8 The net effect of the change in risk and return has been a significant decrease in the
9 return premium that stock investors require over bond yields. In short, the equity or
10 market risk premium has declined in recent years. This decline has been discovered
11 in studies by leading academic scholars and investment firms, and has been
12 acknowledged by government regulators. As such, using a historic equity risk
13 premium analysis is simply outdated and not reflective of current investor
14 expectations and investment fundamentals.
15

16 Q. DO YOU HAVE ANY OTHER THOUGHTS ON THE USE OF
17 HISTORICAL RETURN DATA TO ESTIMATE AN EQUITY RISK
18 PREMIUM?

19 A, Yes. Jay Ritter, a Professor of Finance at the University of Florida, identified the

20 use of historical stock and bond return data to estimate a forward-looking equity
21 risk premium as one of the “Biggest Mistakes” taught by the finance profession.”’

22 His argument is based on the theory behind the equity risk premium, the excessive

3 Jay Ritter, “The Biggest Mistakes We Teach,” Jowrnal of Financial Research {Summer 2002).
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1 results produced by historical returns, énd the previously-discussed errors such as
2 survivorship bias in historical data.
3
4 Q. PLEASE PROVIDE A SUMMARY ASSESSMENT OF DR. MURRY’S
5 HISTORICAL EQUITY RISK PREMIUMS.
6 A.  Dr. Murry’s equity risk premiums of 7.1% and 8.5% are derived from historical
7 stock and bond returns is not reflective of market expectations. As noted above,
8 equity risk premiums estimated from historical returns are subject to a myriad of
9 émpirical problems that prevent them from being measures of market expectations.
10 Perhaps reflective of these empirical issues, Dr. Murry’s equity risk premiums are
11 well in excess of the equity risk premium estimates discovered in recent studies by
12 leading finance scholars.
13
14 Q. DO YOU BELIEVE THAT DR. MURRY’S EQUITY COST RATE OF
15 12.0% IS CONSISTENT WITH THE RETURN REQUIREMENTS OF
16 INVESTORS IN THE FINANCIAL MARKETS?

17 A. No. Dr. Murry’s analysis and results are especially out of touch with the real world

18 of finance. Investment banks, consultingv firms, and CFOs use the equity risk
19 premium concept every day in making financing, investment, and valuation
20 decisions. On this issue, the opinions of CFOs are especially relevant. CFOs deal
21 with capital markets on an ongoing basis since they must continually assess and
22 evaluate capital costs for their companies. Furthermore, as is the case with any
23 student of finance, they are well aware of the historical equity risk premium results
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1 as published by Morningstar/Ibbotson Associates. FExhibit JRW-16 shows the
2 equity risk premium results from the Duke University — CFO Magazine survey on
3 a quarterly basis from 2000 to 2008. The CFOs in the survey indicate that the
4 appropriate equity risk premium at the present time is in the 4.0% range and
5 certainly not in the 7.1%-8.5% range. As such, the appropriate equity cost rate for
6 a public utility should be in the 9.0% range and not in the 12.0% range.

7

8 B. Testimony of Ms. Susan D. Abbott

9 Q. PLEASE SUMMARIZE MS. ABBOTT’S TESTIMONY.

10 A Ms. Abbott’s testimony provides an overview of the ratings process of credit rating

11 agencies and also the ratings for Tampa. She discusses the role of rating agencies in
12 the markets, provides an overview of the debt rating process and the impact of
13 regulation of utilities, reviews the rating methodologies and categories of the major
14 rating agencies, as well as the financial metrics employed in the debt rating process.
15 Ms. Abbott also reviews Tampa’s financial metrics and bond ratings, recent rating
16 actions by the three major credit rating ager;cies, and discusses Tampa construction
17 program and credit ratings.

18

19 Q. INITIALLY, DOES MS. ABBOTT PERFORM ANY STUDIES TO
20 SUPPORT DR. MURRY’S RECOMMENDED RETURN ON EQUITY OF

21 12.0%?
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1 No. Ms. Abbott does not perform any studies to evaluate the adequacy of Dr.
2 Murry’s 12.0% rate of return recommendation.
3
4 PLEASE DISCUSS MS. ABBOTT’S EVALUATION OF TAMPA’S
5 CREDIT RATINGS AND CONSTRUCTION PROGRAM.
6 Whereas Ms. Abbott discusses utility construction programs in the context of the
7 debt rating process, her testimony is very general in nature and she performs no
8 studies comparing the magnitude of Tampa’s construction program relative to
9 those of other electric utilities and/or the electric utilities in Dr. Murry’s proxy
10 group. Therefore, she has made no assessment of the construction program and
11 investment risk of Tampa relative to other electric utility companies.
12
13 PLEASE ADDRESS MS. ABBOTT’S DISCUSSION OF THE FINANCIAL
14 METRICS ASSOCIATED WITH THE DEBT RATING PROCESS AND
15 THEIR APPLICATION TO TAMPA.
16 Ms. Abbott reviews the three primary financial metrics used by the debt rating
17 agencies — Funds From Operations/Total Debt (“FFO/TD”), Funds From
18 Operations/Interest (“FFO/INT™), and Debt/Capital (“D/C”). She then computes
19 these metrics for Tampa for the years 2004-2007 and for the year 2009 under two
20 scenarios: (1) Tampa without rate relief; and (2) Tampa with the rate relief
21 requested by the Company. Obviously, the metrics are much more favorable to
22 Tampa under (2) than under (1). However, the metrics computed under (1) are
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1 not realistic. They presume that Tampa gets no rate relief in the current rate case.
2 Nonetheless, even without rate relief, the cash flow metrics (FFO/TD and
3 FFO/INT) for Tampa for 2009 are at the very high end of the BBB rating
4 category. Furthermore, as Ms. Abbott notes kon page 19 of her testimony, the debt
5 rating process is a very complex process that involves far more analysis than just
6 the calculation of a few ratios. As Ms. Abbott says, “It is always difficult to
7 predict what a rating agency will do.” In addition, as highlighted by S&P, “The
8 ratings matrix is a guideline, not written in stone. The ratings matrix is not meant
9 to be precise. There can always be small positives and negatives that Would lead

10 to a notch higher or lower than the typical outcome. Moreover, there will always

11 be exceptions — cases that do not fit neatly into this analytical framework.”*

12

13 Q. ON PAGES 20 OF HER TESTIMONY, MS. ABBOTT CLAIMS THAT

14 TAMPA SHOULD BE TARGETING AN ‘A’ BOND RATING. HAS
15 EITHER SHE OR MR GILETTE PERFORMED A COST - BENEFIT
16 STUDY TO ASSESS WHETHER THIS MAKES ECONOMIC SENSE?

17 A As indicated in Tampa’s response to OPC POD 3-82, no such study has been

18 performed.

19 Q. PLEASE DISCUSS THE RECENT RATINGS DECISIONS ON TAMPA.
20 A The three major rating agencies have most recently affirmed or enhanced the

21 outlook for the ratings of Tampa Electric. An important factor in these decisions

32 Standard & Poor’s, Corporate Ratings Criteria 2008, page 21.
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1 appears to be the deleveraging of the parent company, TECO Energy, in the wake

2 of the sale of TECQO’s transport subsidiary.

4 Q. DOES THIS CONCLUDE YOUR TESTIMONY?

5 A

6  Yes

88



ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-EI
PAGE 209

CERTIFICATE OF SERVICE
DOCKET NO. 080317-E1

[ HEREBY CERTIFY that a true and correct copy of the foregoing Direct
Testimony of Dr. J. Randall Woolridge has been furnished by hand delivery or U.S. Mail
to the following parties on this 26™ day of November, 2008,

James Beasley/Lee Willis Jean Hartman/Jennifer Brubaker

Ausley Law Firm Keino Young/ Martha Brown

P.O. Box 391 Florida Public Service Commission

Tallahassee, FL. 32302 2540 Shumard Oak Boulevard
Tallahassee, Florida 32399-0850

Vicki Kaufman/Jon Moyle R. Scheffel Wright

Florida Industrial Power Users Group - Young Law Firm

Anchors Law Firm 225 8. Adams Street, Ste. 200

118 N. Gadsden Street Tallahassee, FL 32308

Tallahassee, FL 32301

Paula Brown

Tampa Electric Company
P.O. Box 111

Tampa, FL, 33602

. TS
" Patricia A. Christensen
Associate Public Counsel




ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-EI
PAGE 210

Docket No. 080317-E1

APPENDIX 1
QUALIFICATIONS OF DR. J. RANDALL WOOLRIDGE



ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-El
PAGE 211

Appendix A
Educational Background, Research, and Related Business Experience
J. Randall Woolridge

J. Randall Woolridge is a Professor of Finance and the Gokdman, Sachs & Co. and Frank P. Smeal Endowed
Faculty Fellow in Business Administration in the College of Business Administration of the Pennsylvania State
University in University Park, PA. In addition, Professor Woolridge is Director of the Smeal College Trading Room and
President and CEQ of the Nittany Lion Fund, LLC.

Professor Woolridge received a Bachelor of Arts degree in Economics from the University of North Carolina, a
Master of Business Administration degree from the Pennsylvania State University, and a Doctor of Philosophy degree in
Business Administration (moajor ares-finance, minor area-statistics) from the University of Iowa. At Iowa he received a
Graduate Fellowship and was gwarded membership in Beta Gamma Sigma, a national business honorary society. He
has taught Finance courses at the University of Towa, Comell College, and the University of Pittsburgh, as well as the
Penmsylvania State University. These courses include corporation finance, commercial and investment banking, and
investments at the undergraduate, graduate, and executive MBA levels,

Professor Woolridge’s research has ceniered on the theoretical and empirical foundations of corporation finance
and financial markets and institutions. He has published over 35 articles in the best academic and professional journals in
the field, including the Journal of Finance, the Journal of Financial Economics, and the Harvard Business Review. His
research has been cited extensively in the business press. His work has been featured in the New York Times, Forbes,
Fortune, The Economist, Financial World, Barron's, Wall Street Journal, Business Week, Washington Post, Investors’
Business Daily, Worth Magazine, USA Today, and other publications. In addition, Dr. Woolridge has appeared as a
guest to discuss the implications of his research on CRN's Money Line, CNBC's Morning Call and Business Today,
and Bloomberg Televisions’ Morning Call.

Professor Woolridge's popular stock valuation book, The StreeiSmart Guide to Valuing a Stock (McGraw-
Hill, 2003), was released in its second edition. He has also co-authored Spinoffs and Equity Carve-Outs: Achieving
Faster Growth and Better Performance (Financial Executives Research Foundation, 1999) as well as a new
textbook entitled Applied Principles of Finance (Kendall Hunt, 2006). Dr. Woolridge is a founder and a managing
director of www.valuepro.net - a stock valuation website.

Professor Woolridge has also consulted with and prepared research reports for major corporations, financial
institutions, and investment banking firms, and government agencies. In addition, he has directed and participated in
over 500 university- and company- sponsored professional development programs for executives in 25 countries in
North and South America, Europe, Asia, and Africa.

Dr. Woolridge has prepared testimony and/or provided consultation services in the following cases:

Pennsylvania: Dr. Woolridge has prepared testimony on behalf of the Pennsylvania Office of Consumer Advocate
in the following cases before the Pennsylvania Public Utility Commission; Bell Telephone Company (R-811819),
Peoples Natural Gas Company (R-832315), Pennsylvania Power Company (R-832409), Western Pennsylvania
Water Company (R-832381), Pennsylvania Power Company (R-842740), Pennsylvania Gas and Water Company
{R-850178), Metropolitan Edison Company (R-860384), Pennsylvania Electric Company (R-860413), North Penn
Gas Company (R-860535), Philadelphia Electric Company (R-870629), Western Pennsylvania Water Company (R~
870825), York Water Company (R-870749), Pennsylvania-American Water Company (R-880916), Equitable Gas
Company (R-880971), the Bloomsburg Water Co. (R-891494), Columbia Gas of Pennsylvania, Inc. (R-891468),
Pennsylvania-American Water Company (R-90562), Breezewood Telephone Company (R-901666), York Water
Company (R-901813), Columbia Gas of Pennsylvania, Inc. (R-901873), National Fuel Gas Corporation (R-911912),
Pennsylvania-American Water Company (R-911909), Borough of Media Water Fund (R-912150), UGI Utilities,
Inc. - Electric Utility Division (R-922195), Dauphin Consolidated Water Supply Company - General Waterworks of
Pennsylvania, Inc, (R-932604), National Fuel Gas Corporation (R-932548), Commonwealth Telephone Company (I-
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520020), Conestoga Telephone and Telegraph Company (I-920015), Peoples Natural Gas Company (R-932866),
Blue Mountain Consolidated Water Company (R-932873), National Fuel Gas Corporation (R-942991), UGI - Gas
Division (R-953297), UGI - Electric Division (R-953534), Pennsylvania-American Water Company (R-973944),
Pennsylvania-American Water Company (R-994638), Philadelphia Subwrban Water Company (R-994868;R-
994877;R-994878; R-9948790), Philadelphia Suburban Water Company (R-994868), Wellsboro Electric Company
(R-00016356), Philadelphia Suburban Water Company (R-00016750), National Fuel Gas Corporation (R-
00038168), Pennsylvania-American Water Company (R-00038304), York Water Company (R-00049165), Valley
Energy Company (R-00049345), Wellsboro Electric Company (R-00049313), National Fuel Gas Corporation (R~
00049656), T.W. Phillips Gas and Oil Co. (R-00051178), PG Energy (R-00061365), City of Dubois Water
Company (Docket No. R-00050671), R-00049165), York Water Company (R-00061322), Emporium Water
Company (R-00061297), Pennsylvania-American Water Company (R-00072229),

New Jersey: Dr. Woolridge prepared testimony for the New Jersey Department of the Public Advocate, Division of Rate
Counsel: New Jersey-American Water Company (R-91081399]), New Jersey-American Water Company (R-
92090908J), and Environmental Disposal Corp. (R-94070319),

Alaska: Dr. Woolridge prepared testimony for Aftomey General’s Office of Alaska: Golden Heart Utilities, Inc. and
College Utilities Corp. (Water Public Utility Service TA-29-118 and Sewer Public Utility Service TA-82-97), Anchorage
Water and Wastewater Utility (TA-106-122).

Arizona: Dr. Woolridge prepared testimony for Utility Division staff of the Arizona Corporation Commission, Arizona
Public Service Company (Docket No. E-01345A.-06-0009).

Hawaii: Dr. Woolridge prepared testimony for the Hawaii Office of the Consumer Advocate: East Honolulu
Community Services, Inc. (Docket No. 7718).

Delaware: Dr. Woolridge prepared testimony for the Delaware Division of Public Advocate: Artesian Water Company
(R-00-649). Dr. Woolridge prepared testimony for the staff of the Public Service Commission: Artesian Water

Company (R-06-158).

Ohio: Dr. Woolridge prepared testimony for the Ohio Office of Consumers’ Council: SBC Ohio (Case No. 02-1280-
TP-UNC R-00-649), and Cincinnati Gas & Electric Company {Case No. 05-0059-EL-AIR).

Texas: Dr. Woolridge prepared testimony for the Atmos Cities Steering Committee: Mid-Texas Division of Atmos
Energy Corp. (Docket No. 5670).

New York: Dr. Woolridge prepared testimony for the County of Nassau in New York State: Long Island Lighting
Company (PSC Case No. 942354).

Florida: Dr. Woolridge prepared testimony for the Office of Public Counsel in Florida: Florida Power & Light Co.
(Docket No. 050045-EL), Florida Public Utilities Company (Docket No. 070304-EI).

Indiana: Dr. Woolridge prepared testimony for the Indiana Office of Utility Consumer Counsel (OUCC) in the
following cases: Southern Indiana Gas and Electric Company (IURC Cause No. 43111 and IURC Cause No. 43112).

Oklahoma: Dr. Woolridge prepared testimony for the Oklahoma Industrial Energy Companies (OIEC) in the following
cases: Public Sexrvice Company of Oklahoma (Cause No. PUD 200600285}, Oklahoma Gas & Electric Company (Cause
No. PUD 200700012

A-2



ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-El
PAGE 213

Appendix A :
Educational Background, Research, and Related Business Experience
J. Randall Woolridge

Connecticut: Dr. Woolridge prepared testimony for the Office of Consumer Counsel in Comnecticut: United
Numinating (Docket No. 96-03-29), Yankee Gas Company (Docket No. 04-06-01), Southern Conmecticut Gas
Company (Docket No. 03-03-17), the United Illuminating Company (Docket No. 05-06-04), Connecticut Light and
Power Company (Docket No. 05-07-18), Birmingham Utilities, Inc. (Docket No. 06-05-10), Connecticut Water
Company (Docket No. 06-07-08), Connecticut Natural Gas Corp. (Docket No. 06-03-04), Aquarion Water Company
(Docket No. 07-05-09), Yankee Gas Company (Docket No. 06-12-02), and Connecticut Light and Power Company
(Docket No. 07-07-01).

California: Dr. Woolridge prepared testimony for the Office of Ratepayer Advocate in California: San Gabriel Valley
Water Company (Docket No. 05-08-021), Pacific Gas & Electric (Docket No. 07-05-008), San Diego Gas & Electric
{Docket No. 07-05-007), and Southern California Edison {Docket No. 07-05-003).

South Carolina: Dr. Woolridge prepared testimony for the Office of Regulatory Staff in South Carolina: South
Carolina Electric and Gas Company (Docket No. 2005-113-G), Carolina Water Service Co. (Docket No. 2006-87-WS),
Tega Cay Water Company (Docket No. 2006-97-WS), United Utilities Companies, Inc. (Docket No. 2006-107-W8),

Missouri: Dr. Woolridge prepared testimony for the Department of Energy in Missouri: Kansas City Power & Light
Company (CASE NO. ER-2006-0314). Dr. Woolridge prepared testimony for the Office of Attorney General of
Missouri: Uniion Electric Company (CASE NO. ER-2007-0002).

Kentucky: Dr. Woolridge prepared testimony for the Office of Attorney General in Kentucky: Kentucky-American
Water Company (Case No. 2004-00103), Union Heat, Light, and Power Company (Case No. 2004-00042), Kentucky
Power Company (Case No, 2005-00341), Union Heat, Light, and Power Company (Case No. 2006-00172), Atmos
Energy Corp. (Case No. 2006-00464), Columbia Gas Company (Case No. 2007-00008), Delta Natural Gas Company
{Case No. 2007-00089), Kentucky-American Water Company (Case No. 2007-00143).

Washington, D.C.: Dr. Woolridge prepared testimony for the Office of the People’s Counsel in the District of Columbia:
Potomac Electric Power Company (Formal Case No. 939).

Washington: Dr. Woolridge consulted with trial staff of the Washington Utilities and Transportation Commission
on the following cases: Puget Energy Corp. (Docket Nos. UE-011570 and UG-011571); and Avista Corporation
(Docket No. UE-011514).

Kansas: Dr. Woolridge prepared testimony on behalf of the Kansas Citizens’ Utility Ratepayer Board in the following
cases: Western Resources Inc, (Docket No. 01-WSRE-949-GIE), UtiliCorp (Docket No. 02-UTCG701-CIG), and
Westar Energy, Inc. (Docket No. 05-WSEE-981-RTS).

FERC: Dr. Woolridge has prepared testimony on behalf of the Pennsylvania Office of Consumer Advocate in the

following cases before the Federal Energy Regulatory Commission: National Fuel Gas Supply Corporation (RP-92-73-

000) and Columbia Guif Transmission Company (RP97-52-000).

Vermont: Dr. Woolridge prepared testimony for the Department of Public Service in the Central Vermont Public
. Service (Docket No. 6988) and Vermont Gas Systems, Inc. (Docket No. 7160).

A-3



ORDER NO. PSC-09-0034-PCO-EI Attachment B
DOCKET NO. 080317-EI

PAGE 214

Exhibit JRW-1
Recommended Rate of Return
Page 1 of 1

Exhibit JRW-1

Tampa Electric Company
Cost of Capital

Weighted Average Cost of Capital - Regulatory Capital Structure

2.98%

Long Term Debt 43.80%

" {Short Term Debt 0.60% 2.33% 0.01%
Customer Deposits 2.82% 6.07% 0.17%
Common Equity 42.48% 9.75% 4.14%
Tax Credits - Weighted Cost 0.33% 8.21% 0.03%
Deferred Income Taxes 9.97% 0.00% 0.00%
Total 100.00% 7.33%

Weighted Averag

¢ Cost of Capital - Conventional Capital Structure

il

11

Long Term Debt 50.42% 6.80% 343%
Short Term Debt 0.69% 2.33% 0.02%
Common Equity 48.89% 9.75% 4.77%

Total 100.00% 8.21%
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Ten-Year Treasury Yields
1953-Present
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Exhibit JRW-2
Interest Rates

Page 1 of 1
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Puge lotl
Exhibit JRW-3
Tampa Electric Company
Swmmary Finascial Statstics for Electric Proxy Group
Electric Proxy Group
Qperatiog | Percent Moody's Long-Term Market
Revenue Flec Net Plant Boad S&PBond | Imterest Primacy Servies Commor | Return en | to Book
Company {Smil) Revenue {SmiD) Rating Rating Coverage Area Equity Retie!  Equity Ratic

IALLETE, Inc. (NYSE-ALE) 8163 $8 12243 NR A (X MN, WS 57 1nr L4
Ameren Corporation (NYSE-AEE) 16718 .7} 155660 | Banl BBB 4.2 H,MC 46 104 0.93
Central Vermont Pablic Sery. Corp, (NYSE 3407 100 2716 NR BHB+ [S v 59 88 .13
Clece Corporation (NVSE-CNLY 1,842.7 ] 1,877.6| Baal BBB 15 LA 4 128 24
DPL bu: E-DPL) 1578] 100 28218] Az A §1 OH 3% NM %zl
Ewpire District Electric Co, (NYSE-EDE 50491 87 2615 | Basl BEBI+ 1 MOXSOKAR & (%1 T
fHawalian Eloetric Industries, Inc. (NYS 2,888.3 83 480.0 Baa2 BBB 27 HI 38 [¥] 57
IDACORP, Ine. (NYSE-IDA 50161 100 2.687.8 A3 A- i IBOR . 46 6 T
Northeast Utilitiey (NYSE-NI 55712 3 kA3 R Basi BBB+ » CTNHMA il ) 108
INSTAR (NYSE-NST} 31918 i 4243 Al AA- E Ma 40 4 1.79]
uacle West Capital Corp. E-PNW) 36380 36 $,570. Bax2 BBB- ¥ AZ 52 X) 0382
Progress Energy Inc, SE-P 51238 100 17,5018 A2 As NCECFL 43 8.3 1.1
UL Holdinps Corporatio SELUIL) 15 100 965.6 Bas? NR 2 T 44 1058 I‘q
(Mesn 2,9082 ki 5,173.3 Baxi 38 48 39 136

Data Sourse: AUS Uility Reports , November, 2008; Service Area and Long-Term Interest Coverage are from Value Line Investment Swrvey | 2008,
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Page 1 of 6
Exhibit JRW.-4
Tampa Electric Compauy
Capiial Structure Ratios
Panel A - Tampa's R ded Capitalization Ratios - Investor Provided Capital
Capitalization | Capitalization
Capital Ratios Ratios
Short-Term Debt 1,397,566 42.11%
Long-Term Drebt 8,001.99 0.24%
| Common Equity* 1,835,983 55.32%
Total Capital* 3,313,553 100.00%

[¥ Trcludes $77,000 adjustment for PPAS
Source: Testimony of Dr. Murry

Panel B - Tampa’s Average Capitalization Ratios - 2005-2007

2005 2008 2007 Average
Short-Term Debt 47.36% 48.27% 52.16% 49.26%
Louag-Term Debt 1.79% 2.76% 0.60% 1.72%
Common Equity® 50.85% 48.97% 47.24% 49.02%
Total* 100.00% 100.00%]  100.00%| 100.00%.
}* Exchudes adjustments for PPAs
Source: Page 2 of Exhibit JRW.4
Panel C - Average Common Equity Ratio of Electric Proxy Group - 2008
2008
| Average Common Equity Ratio | 45.7 1
Source: Page 3 of Exhibit JRW-4
Panel D - Tarmpsa Electric Capital Structure
2007 2008
Source Amount Rastio Amount Ratio
'Lnng Term Debt $1,638,241 45.57% $1,603,286 42.03%
Short Term Debt 17,324 0.48% 27462 0.72%
Customer Deposits 99,885 2.78% 109,307 2.87%
Common Equity 1,460,034 40.62% 1,691,387 44.34%
Tax Credits - Weighted Cost 13,128 0.37% 11,293 0.30%
IDeferred Income Taxes 366,044 10.18% 372,209 9.76%
Total 33,594,756 100.00% 353,814,944 100.00%
Capital Structure Investor Sources Only:
Long Term Debt $1,638,241 52.58% $§1,603,286 48.26%
Short Term Debt 17,324 0.56% 27,462 0.83%
Common Equity 1,460,034 46.86% 1,691,387 50.91%
3,115,599 100.00% 3,322,135 100.00%
Source: MFR D-1a B

Panel E - OPC Recommended Capital Structure Ratios

Source

Long Term Debt 43.80%
Short Term Debt 0.60%
Customer Deposits 2.82%
‘Common Equity 42.48%
Tax Credits - Weighted Cost 933%
Deferred Income Taxes 9.971%
Total 100.00%

Capitat Structure Investor Sourees Only:

Long Term Debt 50.42%
Short Term Debt 0.65%
Common Equity 48.89%
Total 100.00%
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Tampa Electric Company
Thirteen Month Jurisdictional Capital Structare
2005 2005
Mar June Sept Dec Mar June Sept Dec Average
|Long-term Debt $1,195913,100 § 1,196,774,848 § 1,190,478,376 § 1,189,711,165 4747% 47.46%  47.40% 47.11% 47.36%
Short-term Debt 39,852,417 39,823,462 41,625,969 59,614,202 1.58% 1.58% 1.66%  2.36%) 1.79%
1Common Equity 1,283,446,175  1,285,126,390  1,279,654,494 1,276,298,423 50.95% 5096%  50.95% 50.53% 50.85%
Total 2,519.211,692 2,521,724700  2,511,758,839  2,525,623,790 100.00% 100.00% 100.00% 100.00% 100.00%
2006 2006
Mar June Sept Dec Mar June Sept Dec Average
JLong-terrn Debt $1,189,101,961 $1,206,085,095 $1,242,404,168 § 1,276,549,822 46.89% 47.62%  48.79% 49.77% 48.27%|
Short-term Debt 78,774,665 75,761,170 66,398,305 60,352,489 3.11% 299% 261%  235% 2.76%
|Common Equity 1,267,827,147  1,250,899,637 - 1,237,395,037 127,968,563 50.00% 49.39%  48.60% 47.88% 48.97%
Total 2,535,703,773  2,532,745,802  2,546,197,510  2,564,870,874 100.00% 100.00% 100.00% 100.00%: 100.00%
2007 2007
Mar June Sept Dec Mar June Sept Dec Average
|Long-term Debt $ 1,314,986,187 § 1,367,068,720 §$ 1,382,565,969 § 1,404,913,615 S112% 5242%  52.55% 52.54% 52.16%
Short-term Debt 25,699,498 7,821,490 14,726,750 14,856,944 1.00%  0.30% 0.56%  0.56% 0.60%
Common Equity 1,231,805,024  1,233,100,824  1,233,737,707  1,254,250,601 47.88% 4728%  46.89% 4691% 47.24%)
Total 2,572,490,709  2,607,991,034  2,631,030,426  2,674,021,160 100.00% 100.00% 100.00% 100.00% 100.00%

Source: Tampa response to OPC POD 3-90.
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Tampa Electric Company
Common Equity Ratlos of Electric Proxy Group
. Liectric Drogy Group

Company Jan | Feb | Mar | Apr | May | June | ¥ Aug | Sep | Oct | Nov | Mesn ]
ALLETE, lne. (N ;ﬁAJLLE_)_ 82, 620 | 630 | 630 | 63. €00 | 600 | 60 &0 | 5710 57 0.7
Amerep Corporstion (NYSE-AEE) 49, 490 | 490 | 470 | 47 47, 470 | 47 460 | 460 46 472
Central Vermont Public Serv. Corp, (NYSE-CV) | 59.0 | 59, 590 | 600 | 60.0 | 5L S1.0 | Sl 500 | 300 | S0 | 46
Cleco Corporation (NYSE-CNL) 360 | 36. 560 | S40 | 540 | 510 ] 51014 $ 490_| 490 49 52.4
DPL Ine.(NYSE-DPL) 340 | 3 340 | 350 | 35 350 | 38 36 360 | 390 35 387
Empire District Electric Co. (NYSE-EDE 450 | 450 | 450 | 480 | 48, 45.0 | 45 45 450 | 440 44 454
Hawaiisn Electrie Ind Inc. (NYSE-HE) 270 | 270 | 270 | 270 0 2%, 290 | 290 | 290 | 290 | 380 38 2.7
IDACORP, Yne. (NVSE-TDA) 480 | 480 | 480 | 470 | 47 460 | 460 | 460 | 460 | 460 | 46 46.7
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Paged of 6
Tamps Electric Company
2007 - 2009 Capital Structere Comparison
“Jurisdictional
Total Comg ustments Jurisdictional  Adjusted {Mid-pt) Woeighted
Par Bmu Common Duhmd Tax  Deforred Tax/ PPAEquity Prorata Capltal Separation Capitat Cost
Per MFR D-1a Dividends Pro rata S10 Adjustment Other Adjustments _ Structure Factor Structure Rate
[]
31,838,241 ] $0 $0 30 ($24) ($191,868)  $1,448,351 0873348 $1,407 803 6.43%
17,324 0 0 0 -2,028 15,265 0.673325 14,087 3.68%
99,885 0 0 0 11,698 88,187 0.973352 85,937 6.04%
1,460,034 2,540 0 0 0 -38 171,280 1,201,245 0.973347 1,258,830 11.75%|
13,228 ] 0 -2 1,549 11,677 0.873366 11,366 B.94%
366 044 0 0 13,733 44 7245 333,532 0.973348 324 543 0.00%
33,564,758 §2540 $0 % 30 §568 Az T W5.186,287 3,107,966
1 nl
Long Term Debt $1,838,241 52.6% $1,448,351 §2.5%  $1,407,803 52,5%
17,324 0.6% 15,285 0.68% 14,887 0.6%
1,460,034 48.0% 1,291,245 489% 1,256,830 46.0%
3,115,589 100.0% 2,752,801 1000%  2678,520 100.0%
$1,603,288 $ 0 L $0 {826} {8183,276)  $1,418,884 0975388  $1,385,032 6.88%|
27,482 o 0 0 -3,138 24323 0.975373 23,724 5.73%
108,307 0 0 ] 12,495 96,812 0.975385 94,429 6.27%
Equity 1,891,987 11,713 0 0 o 27 ~104,688 1,508,387 0875388 1,471,259 11.75%
Tax Cradits - Waighted Cost 11,293 0 4 -2 -1,281 10,000 ©.675400 8,754 9.38%
Defered Income Taxes 372 208 ] 4 432 -42.598 330,043 0975388 321819 0.00%
Total 33.81{,_944 $11,713 §0 $0 $0 ﬂﬂ’ ﬁgyss; 3343891549 $3,306,117
1} [ tor nky:
Long Term Debt $1,803,286 48.3% $1,419,984 481%  $1,385,082 48.09%
Short Term Debt 27,482 0.8% 24,323 0.8% 23,724 0.82%)
Common Equity 1,691,887 50.6% 1,508,367 51.1% 1,471,258 51.09%|
3,322,135 100.0% 2,952,604 100.0% 2,880,015 100.00%
2009 Test Year
'Weighted Costof Kote 1 Note 2 Note 3 Note 4 .
Long Term Debt $1,841,837 $0 $76,352 $0 30 30 ($282,725)  $1,455.264 0960362  $1,307,568 B.80%
Short Term Debt 49,170 185 -38,468 0 -1,504 8,332 0.980352 8,002 4.63%
Cum Daposﬂ.s 121,838 5,887 0 a ~18,489 108,006 0.880352 103724 8.07%
2,075,341 7.877 96,908 0 77,000 0 345,142 1,911,784 0.960352 1,035,885 12.00%)
Ll‘ax Clﬂd’rts Weigmsd Cost 10,795 [} 0 .z ~1.850 9,142 £.860352 8,780 8.75%
Daferred Income Taxes 398,056 454 -24.805 -56,912 318,243 0.980352 302744 0.00%
Total 34|294 B35 $7.677 517&4_6 (364,304} 577 &00 3450 3887 43: 4 $3,807.772 35556.800
Lung Tanm Debt $1,641,637 436% 31,455,264 431%  $1,397,568 43.1%
Short Tarm Debt 49,470 1.3% 8,332 0.2% 8,002 0.2%
Common Equity 2,075,341 55.1% 1811784 56.6% 1,835,085 58.6%|
‘ 3,766,147 100.0% 3,375,381 100.0% 3,241 552 100,0%
e e—
Source: Tampa Response to OPC POD 3-58.
Ntk 1: Incides the Ahowirg proforma idRstments that impect only 2000, Def mpact anifind ining aciustment prormted over ather souroes of capital; Aneuelizetion of CTs end rial proiect, Amortization of Rete Case Exponss,
Amortization of Deciing O8N, Stonm Revserve, IRS Adjstrrent o Deferrad Taxes,
Noit 2: Adgustment for Under recovery of Fusl, which reflacts traatrmant for base raies. 2007 and 2008 fuel undermecoveries 1o inciuded in pro reta adustments,
Note 3: Adustinent 10 squity to oftset off b oot x| power. This adp s ot e in 2007 8nd 2008,

Noie 4. Pro rata ajustment detsi for o8 Tree years is included in MFR 0-1b.
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Tampa Electric Company
Short-Term Debt Cost Rate
Three-Month LIBOR Rates
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Page G of 6
Tampa Electric Company
Long-Term Debt Cost Rate
[y @ ] (] ® ] m ® ® (1% “n 3] ]
13Month Dlscount Issuing Infereat Toiet Lnamontizad Unamon, [ssuing
Prircipal Avarage {Prniamjon  Expensa On Aoria Exponne Anmini Discsaant Exporsa & Loss on
Duscripbon, £ Meurty  AmountScld  Princicsl At Principad Principet e Amottizetion  (Coupon Res) Cost {Premium} Dait

Coupon Rete Cain Oale __ (FacwVaom)  Oustandeg  AmeuntSoid  Amound Sokd _ (Yesrs) S MxE (100 Associstod With {5} Associatad Wi (5)
2.375% Duw 2012 aMBO00T G123 210000 B 21000 ¢ LK 1,508 1088 & 218 3 14438 B 14868 H 240 s w8
5.40% Dus. 2013 BT 102013 60,685 s 1,088) 500 182 “n 3098 3056 o) e
5500 Due 2023 O s 88,400 88,40 1,078 854 2132 L] 4752 4,048 78 571
8.375% Due 2012 {8) MRWAX2  BNR012 330,000 330,000 2850 13408 (1] 1618 21098 22858 810 227
6.25% Dus 2018 V03 AI018 260,000 250,00 - 1,845 1301 " 15625 15,774 - 1014
@.550% Duw 2006 Stonme  SH152008 250,000 250,000 1,588 4,10 0m 00 18378 16,505 1,398 710
8150 Dum 2037 ) SEE20T  SANI087 160,000 190,000 san 1099 3000 78 11,605 11,758 1002 1,004
5.00% Due 2134 HO2008 12004 985,950 85,650 . . 384 2.5 28 4.8 4,813 - 2778
585% Due 2018 MRBNT SIS 54,200 54200 - 1401 w082 130 2082 s . 1,150
5.15% Due 2025 EXGT SRR 1,000 51,800 - 1,283 8.2 5 2057 22 - L2
8.10% Due 201684} SHN208 VIS0 100,000 10,00 - 8571 00 8857 8,40 8857 - 7,807
B.80% Due 204 (4} U008 RIS 12500 19,281 - 1250 1000 n 1438 1458 - 1%
W Ioxx on nesckpired dabt 2,030 ") 3459 - 18,848
fou 1o s i3 i S sy ey g 33w 3G

Totm Long Tarm Deit Averign 1,841,607

Tosal interuat Average 111,608

Lo Teem Dot Cont Rats 8.00%

Source: Tampa Respones {0 OPC 3-80, pant 2.
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Coefficient of Variation
S&P 500 Price CV/Bear Sterns Bond Price Index CV
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Page 1 of 2
Exhibit JRW-6
Panel A
Electric Utilities
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Panel B
Gas Distribution Companies
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The Relationship Between Estimated ROE and Market-to-Book Ratios
Page 2 of 2
Exhibit JRW-6
Panel C
Water Utilities
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Public Utility Capital Cost Indicators
Page2 of 3

Exhibit JRW-4
Dow Jones Utilities Dividend Yield
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Exhibit JRW-7
Dow Jones Utilities - Market to Book and ROE
RN ROE ~—k— Market-to-Book
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Data Source: Value Line Investment Survey
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Page1of1

Exhibit JRW-8
Industry Average Betas
Number Number Number

Industry Name of Firms Beta Industry Name of Firms Beta Industry Name of Firms Beta
Semiconduct | 138 2.59 |Telecom. Services 152 1.34 |Utility (Foreign) [ 1.01
Semiconductor Equip 16 2.51 |E) i 178 1.32_[Petrol (Producing) 186 1.00
Wireless Networking, 74 2.20 [investment Co.(Foreign) 15 31 |Envi 1 89 1.00
E-Commerce 56 2.08 |Educational Services 3% .27 _|Grocery 15 0.99
Entertainment Tech 38 2.06_[Retail (Special Lines 164 .26_|Home Appliance 11 0.95
Telecom. Equipment 124 1.98_|Hotel/Gaming 75 125 |L Lif) 40 0.94
Steel (Integrated) 14 1.97 |Heavy Construction 12 1.25 |Electric Util. (Central) 25 .93
Internet 266 1.97 |Retail Building Supply 9 1.23 |Paper/Forest Products 39 .93
Manuf. Housing/RV 18 1.92 |Railroad 16 1.23 [Restaurant 75 0.93
Power 58 1.87 |Industrial Services 196 1.22 [Natural Gas (Div.) 31 0.93
Computers/Peripherals 144 1.86_[Newsp 18 12] [Healthcars Information 38 0.91
IDrug 368 1.78 | Acrospace/Defense 69 1.19 |Property Management 12 0.91
Coal 18 1.71 [Metal Fabricating 37 1.19 |IRE.LT. 147 0.90
Steel (General) 26 1.71 [Machinery 126 1.19 |Household Prodv 28 0.89
Securities Brokerage 3 1.66_|Chemical (Diversified) 37 1.16_|Insurance (Prop/Ces.) 87 089
Precision Instrument 103 1.66 |Financial Sves. (Div.) 294 1.14 |Beverage 44 0.89
Homebuildi 36 .| 1.64 |Office Equip/Supplies 25 1.13_[Electric Utility (West) 17 0.88
Advertisin, 40 1.60 |Packaging & Contai 35 1.12 |Maritime 52 0.87
Retail Automotive 16 1.58 |Precious Metals 84 .11 |Apparel 57 0.87
Cable TV 23 1.56 |Retail Store 42 .11 |Bank (Midwest) 38 0.85
Computer Soft /Sves 376 1.56 [Fum/Home Furnishi 39 .10 | Toiletries/Cosmeti 21 0.85
Auto & Truck 28 1.54 |Oilfield Sves/Equip. 113 1.10 |Electric Utility (East) 27 0.84
Recreation 73 1.54 |Medical Services 178 1.10 |Canadi 13 0.80
Entertainment 93 1.53 |Foreign E} 10 1.08 [Food Wholesalers 19 0.79
Chemical (Basic) 19 1.52 |Building Materials 49 1.07 |Water Utility 16 0.78
Biotechnol 103 1.51 [Pharmacy Services 19 1.07 [Natural Gas Utility 26 0.78
Shoe 20 47 _[Chemical (Specialty) 90 1.06_|Food Processing 123 0.77
Auto Parts 56 .45 [Metals & Mining (Div.) 78 1.05 |Oil/Gas Distribution 5 0.72
Medical Supptics 274 43 |Information Services 38 1.05 [t Co. 3 0.71
Air Transport 49 1.40 |Trucking 32 1.04 |Tobacco 1 0.70
Human R 35 1.38 |Diversified Co. 107 1.03_|Bank (Canadian) 8 0.67
Publishing 40 1.35_[Petroleum (Integrated) 26 1.02 |Bank 504 0.63
Electrical ipment 86 1.35 |Reinsurance 11 1.01 |Thrift 234 0.59
Data Source: http://pages.stern.nyu.cdu/~adamodar/ Total/Average 7364 124
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Exhibit JRW-9
Three-Stage DCF Model

Transition

Stage
Dividends Grow

Faster
Earmi

Dividends

Source: Willlam F. Sharpe, Gordon ). Alexander, and Jeffrey V. Bailey, Investments (Prentice-Hall, 1995}, pp. 590-91.
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Tampa Electric Company
Discounted Cash Flow Analysis
Electric Proxy Group

Dividend Yield* 5.2%
Adjustment Factor 1.0225
Adjusted Dividend Yield 53%
Growth Rate** 4.5%
Equity Cost Rate 9.8%

* Page 2 of Exhibit JRW-6

** Based on data provided on pages 3, 4, and

5 of Exhibit JRW-6
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Tampa Electric Company
Monthly Dividend Yields
April-November 2008
Electric Proxy Group
Company June July Aug Sep Oct Nov Mean
ALLETE, Inc. (NYSE-ALE) 4.0% 3.8% 4.2% 4.0% 3.8% 4.6% 4.1%
Ameren Corporation (NYSE-AEE) 5.5% 5.9% 6.3% 6.0% 6.1% 8.4% 6.4%
Central Vermont Public Serv. Corp. (NYSE-CV) 4.1% 4.7% 4.4% 3.7% 3.7% 4.4% 4.2%
Cleco Corporation (NYSE-CNL) 3.6% 3.7% 3.8% 3.5% 3.4% 4.2% 3.7%
DPL Inc.NYSE-DPL) 3.9% 3.9% 4.1% 4.5% 4.2% 4.9% 4.3%
Empire District Electric Co, (NYSE-EDE) 6.1% 6.4% 6.7% 5.9% 5.6% 7.0% 6.3%
Hawaiian Electric Industries, Inc. (NYSE-HE) 4.7% 4.7% 5.2% 4.9% 4.4% 5.1% 4.8%
IDACORP, Inc. (NYSE-IDA) 3.8% 3.8% 4.1% 3.9% 3.3% 4.7% 4.0%
Northeast Utilities (NYSE-NU) 3.0% 3.2% 3.5% 3.1% 3.2% 4.1% 3.4%
NSTAR (NYSE-NST} 42% 4.1% 4.4% 42% 3.9% 4.8% 4.3%
Pinnacle West Capital Corp. (NYSE-PNW) 6.2% 6.5% 6.7% 6.0% 6.0% 69% 6.4%
|Progress Energy Inc. (NYSE-PGN) 5.8% 5.8% 6.0% 5.6% 5.5% 6.8% 5.9%
UIL Holdings Corporation (NYSE-UIL) 5.5% 5.4% 5.9% 5.1% 4.9% 5.3% 5.4%
Mean 4.6% 4.8% 5.0% 4.6% 4.5% 5.5% 4.8%

Source: AUS Utility Reports, monthly Issues.
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Tampa Electric Company
DCF Equity Cost Growth Rate Measures
Value Line Historic Growth Rates
Electric Proxy Group
Value Line Historic Growth
Company Past 10 Years Past 5 Years
Book Book
Earniogs| Dividends Value Earnings | Dividends Value
ALLETE, Inc. (NYSE-ALE) NA NA NA NA NA NA
Ameren Corporation (NYSE-AEE) 1.0% 0.0% 3.5% -0.5% 0.0% 5.5%
Central Vermont Public Serv. Corp. (NYSE-CV} | -2.5% 1.0% 1.0% -2.5% 1.0% 2.0%
Cleco Corporation (NYSE-CNL) 2.5% 1.5% 6.5% -2.0% 0.5% 7.0%
DPL Inc.(NYSE-DPL) 1.0% 1.5% -0.5% -1.0% 1.0% 2.5%
Empire District Electric Co, (NYSE-EDE) -1.0% 0.0% 2.0% 2.0% 0.0% 2.0%
Hawalian Electric Industries, Inc. (NYSE-HE} -0.5% 0.5% 1.5% -3.0% 0.0% 2.0%
IDACORP, Inc. (NYSE-IDA) -1.0% -4,5% 3.5% -7.0% -8.5% 2.5%
Northeast Utilities (NYSE-NU) 11.0% -4.5% 0.5% 8.5% 10.0% 2.5%
NSTAR (NYSE-NST) 4.5% 3.0% 3.5% 3.5% 3.5% 4.0%
Pinnacle West Capital Corp. (NYSE-PNW) 1.0% 7.0% 4.5% -2.5% 5.5% 3.5%
Progress Energy Inc, (NYSE-PGN) 0.0% 3.0% 6.0% -4.5% 2.5% 3.0%
UIL Holdings Corporation (NYSE-UIL) -2.0% 0.0% 0.5% -6.0% 0.0% -1.0%
Mean 12% 0.7% 2.7% -1.3% 1.3% 3.0%
Median 0.5% 0.8% 2.8% -2.3% 0.8% 2.5%
Data Source: Valug Line Investment Survey, 2008, Average of Mean and Median ¥ 1.0%
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Tampa Electric Company
DCF Equity Cost Growth Rate Measures
Value Line Projected Growth Rates
Electric Proxy Group
Value Line Value Line
Projected Growth Internal Growth
Company Est'd. '05-'07 to '11-'13 Returnon | Retention Internal
Earnings | Dividends | Book Value | Equity Rate Growth
ALLETE, Inc. (NYSE-ALE) 2.5% 55% 6.5% 9.5% 36.0% 34%
 Ameren Corporation (NYSE-AEE) 3.5% 0.0% 3.0% 9.5% 28.0% 2.7%
Central Vermont Public Serv, Comp. (NYSE-CV) 7.5% 0.0% 3.5% 7.5% 43.0% 3.2%
Cleco Corporation (NYSE-CNL) 10.5% 9.5% - 6.0% 11.0% 37.0% 4.1%
DPL Inc.(NYSE-DPL) 110% 5.0% 9.0% 19.0% | 43.0% 8.2%
Empire District Electric Co. (NYSE-EDE) 10.0% 1.3% 3.5% 10.5% 29.0% 3.0%
Hawaiian Electric Industries, Inc. (NYSE-HE} . 5.0% 1.0% 2.5% 11.0% 31.0% 3.4%
TDACORP, Inc, (NYSE-IDA) 2.0% 0.0% 2.0% 7.5% 41.0% 3.5%
Northeast Utilities (NYSE-NU) 11.5% 6.0% 3.5% 8.5% 52.0% 4.4%
NSTAR (NYSE-NST) 7.5% 7.0% 55% 14.5% 38.0% 55%
Pinnacle West Capital Corp. (NYSE-PNW) 2.0% 1.0% 2.0% 8.0% 23,0% 2.3%
Firggress Energy Inc. (NYSE-PGN) 50% 1.0% 1.8% 9.5% 25.0% - 24%
UIL Holdings Corporation (NYSE-UIL) 4.5% 0.0% 1.0% 10.5% 20.0% 2.1%
Mean 6.3% 2.9% 4.0% 10.5% 35.2% 3.7%
Median 5.0% 1.0% 3.8% 9.5% 36.0% 3.4%
Average of Mean and Median Figores = 3.8% Avernge = 3.6%

Dats Source: Value Line Investment Survey, 2008,
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DCF Equity Cost Growth Rate Measures
Analysts Projected EPS Growth Rate Estimates
Electric Proxy Group
Zacks Bloomberg

— Company # Estimates Mean # Estimates Mean St. Dev Average
ALLETE, Inc. (NYSE-ALE) 1 5.00% 2 7.50% 3.54% 625%
| Ameren Corporation (NYSE-AEE) 5 5.00% 2 6.50% 2.12% 8.75%
Central Vermont Publie Serv. Corp. NYSE-CV) 0 - G - -
Cleco Corperation (NYSE-CNL) 1 14.00% 2 14.14% 4.05% 14.07%
DPL Inc.(NYSE-DPL) 3 10.67% 2 13.90% £.52% 12.29%
Empire Distriet Electric Co. (NYSE-EDE) 0 - 1 34.00% - 34.00%
Hawajian Electric Industries, Inc. (NYSE-HE) 3 4.17% 2 2.75% 0.35% 3.46%
IDACORP, Inc. (NYSE-IDA) 2 6.00% 2 6.00% 1.41% 6.00%
Northeast Utilities (NYSE-NU) 3 10.00% 5 7.02% 2.80% 8.51%
INSTAR (NYSE-NST) 4 6.75% 2 6.50% 2.12% 6.63%
Pinnacle West Capital Corp, (NYSE-PNW) 3 3.67% 3 4.67% 1.53% 4.17%
Progress Energy Inc. (NYSE-PGN) 6 5.00% 5 4.82% 1.12% 4.91%
UIL Holdings Corporation (NYSE-UIL) 1 6.00% 1 6.00% - 6.00%
IMedinn 6.13%

Data Sources: Bloomberg , http://quote.yahoo.com, 2008
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DCF Study
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Growth Rate Indicator

Historic Value Line Growth
in EPS, DPS, and BVPS

1.00%

Projected Value Line Growth
in EPS, DPS, and BVPS

3.80%

Internal Growth
ROE * Retention Rate

3.60%

Projected EPS Growth from
Bloomberg and Zacks

6.13%
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Page 1 of 10

Capital Asset Pricing Model
Electric Proxy Group
Risk-Free Interest Rate 4.50%
Beta* 0.82
Ex Ante Equity Risk Preminm** 4.56%
CAPM Cost of Equity 8.2%

* See page 2 of Exhibit JRW-7
** See page 3 of Exhibit JRW-7
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CAPM Study

Page 3 of 10

0
o
Murket Return
[e]
[»)
Electric Proxy Group

Cox_nmy Beta
ALLETE, Inc. (NYSE-ALE) 0.85
Ameren Corporation (NYSE-AEE) 0.80
Central Vermont Public Serv. Corp. (NYSE-CV) 1.08
Cleco Corporation (NYSE-CNL) 0.90
DPL [nc.(NYSE-DPL) 0.75
Empire District Electric Co. (NYSE-EDE) 0.80
Hawaiian Electric Industries, Inc, (NYSE-HE) 0.78
IDACORP, Inc. (NYSE-IDA) 0.85
Northeast Utilities (NYSE-NU) 0.75
NSTAR (NYSE-NST) 0.80
Pinnacle West Capital Corp, (NYSE-PNW) 0.75
Progress Energy Inc. (NYSE-PGN) 0.75
UIL Holdings Corporation (NYSE-UIL} 0.80
Mean 0.82

Data Sowrce: Vafwe Line investment Survey, 2008.
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Tampa Electric Company
Risk Premium Approaches
Fiswricsl Ex Pont Burveys Ex Anie Models and Market Dain i
Excons Returns i
i
Mears of Asscssing fie | Histoxiesl wvexagein & | bverinr and oxperi surveys Curroxt Snancial market prices (
Eyuity-Bend Risk popular proxy for the canprevide direct eetinaies | Gatagple valuntion rxties sx DCF- {
Pramivm % xnt preonbum - hut | of prevailing xgeced Dasod messures) can mant :
Iikenly % o smiskading » abfoctive estimans of hashlo ox |
i equity-bond risk prembon :
Peoblems/Debuted Time variaten in Limited survey hiviries and | Assumptions needad faxr DCF inguis, |
Tavues seguired veturne i yuestia of sreey natebly the toed carsdngs growth |
fic mkction md | vep i 1ate, malot even thew medels” |
sthar blases have owipuss subjectivn.
Thoowied valwathons ever Swaveyw may joll mare sbeut
time, wnd hawe -farexpecied reiaras | The range efviews ox the growih
siaggersiod reatiud than shout ehjective required | main, 29 woll &2 e deham ox the
TR, | pmiee bt s i s
bdases such s exirapolation. | i & range of premiumestimates. ;

Source: Antti Dmanen, Expected Returns on Stocks and Bonds,”
Journal of Portfelic Maragement , (Winter 2003).
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Tampa Electric Compeany
Capital Asset Priciag Model
Equity Risk Premivm
Publication ‘Time Period Retura Fange Midpoint Average
lcn_ueg Study Anthors Dhate Of Stady Methodniogy Measure low High ofRange Mesn
Historical Risk Premsiun
Thbotson 2008 1926-2007 Historical Szock Returns - Bond Returns Arithrutic £.50%
Oeometric 4.90%
Buats 2008 1900-2007 Historical Stock Returns - Bond Returng Geometric 4.50%
Shitter 2008 1926-200% Historical Stock Returns - Bond Returns Acithmetic “7.00%
Geametric 5.50%
Damodoran 1006 1926-20058 Historical Stock Returns « Bend Returns Asithmetic £.70%
Gonmetrie 5.10%
Siegnl 2008 19262008 Historical Stock Retums - Bond Returns Arithmetic 6.10%
Goometric 4.60%
Dimson, Marsh, gnd Staunton 2008 1900-20038 Higtarical Stock Retums « Bood Returns Arithmetic 5.50%
Goyal & Welch 2006 1872-2004 Historical Stock Returcs - Bond Refutna 4.77%]
AVERAGE 3.56%
|Bx Ante Models (Puxzie Research)
Clazts Thesoss. 2001 1985-1998 Abnormal Eamings Model 3.00%
Amott asd Bernstein 2002 18102001 Fundamentals - Div Yid + Growth 240%
Constantinides 2002 1872-2000 Histarical Retums & Punds ds - P/ID & P/E £.90%
Comell 1999 1926-1997 Historical Retarny & Fundemential GDP/Earnings 350% 5.50%  4.50% 4.50%
Easton, Teylor, etal 2002 19811998 Residual Income Model 530%
Fama French 2002 1951-2000 Fundamenial DCF with EPS and DPS Growth 235% 4.32% 344%
Haeris & Marston 2601 1982-1998 Fundamental DCP with Acalyste’ EPS Growth 7.14%
Bew & Byme 2001
McKinsey 2002 1962-2002 Fund 1 {P/E, D/P, & Barnings Growth) 3.50% 4.00% 3715%
Siegel 2005 1802-2001 Historical Bamings Yield Geometric 2.50%
Grabowski 2006 1926-2003 Histoeical and Projected 350% 6.00% 415%  475%
Mahes & McCurdy 2008 1885-2003 Historical Excess Retums, Structural Breaks, 402% 5.10% 456%  4.56%
Bostock 2004 1960-2002 Bead Yields, Credit Risk, aud Income Volatility 190% 1.30% 260%  2.60%
Bakshi & Chen 2005 1982-1998 Fundameztals - lnterest Rates 731%
Domldson, Kamstrn, & Keaer 2006 1952-2604 Fundemeneal, Dividend yid., Retums,, & Valatitity 3.00% 4.00% 350%  3.50%
Campbell 2008 1982.2007 Historical & Projections (/P & Earnings Growth) 410% 340% 475%
Best & Byrne 2001 Projection Fundameesals - Div Yid + Growih 2.00%
Fernandez 2007 Projection Roquired Equity Risk Premium 4,00%
Ded ong & Magn: 2008 Projection Earnings Yield - TIPS 322%
Darsodoess 2008 Projection Fundamentals « Implied from FCF to Equity Model 437%
Social Security
Office of Chisf Actuary INR-1995
John Caripbel! 2001 1860-2000 Historical & Projectiong (/P & Eamings Growth} Arithimetic 3.00% 4.00%  3.50%  3.50%
Projected for 75 Yeurs Geormetric  1.50% 250%  200%  2.00%
Peter Diamond 2001 Projected for 75 Years Fundamentals {D/P, GDP Growth) 3.00% 4.80% 390%  3.90%
John Shoven 2001 Projected for 75 Years Fundumentals (D/P, B/E, GDP Growth) 300% 350% 325% @ 3.15%
AVERAGE 4.03%
Surveys
Survey of Finkocini Forecasters 2008 10-Yen Projection  About 50 Finaocial Forecastsers 1.96%
Duke - CFO Magazine Survey 2008 10-Yeur Projection  Approximately 500 CFOs 1.599%
Weleh - Academics 2008 30-Year Projection _ Random Academics S00% S.74% 53M%
AVERAGE 377%)
Ruilding Block
Tbbotaon snd Chen 200§ 1926-2007 Hisorical Supply Mode! (VP & Earnings Growih) Arithmelic 623%  5.24%
Geometric 4.24%
Woolridge 2008 Current Supply Mods! (D/P & Earningg Growth) 4.55%
AVERAGE 4.89%
JOVERALL AVERAGE 4.36%
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Tampa Electric Company
Decomposing Equity Market Returns
12%
Y o,
L0.7% 10.7%
10%
8.9%
8% -
6% 57
4.3% D/p
4% | 2.85% |
2% R o - -
ost ty g Ex Ante Expected
Return —~ 1926-2000 Decomposed Equity Retwyn

Source: Antti limanen, Expected Returns on Stocks and Bonds,”
Journal of Porifolio Management, (Winter 2003).
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Decomposing Equity Market Retarns
The Building Blocks Methodology

Expected Inflation Rate
University of Michigsn Consumer Research
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CAPM Study

Page 7 of 10

(Data Source: hitp:/research.stlouisfed org/fred2/series/MICH/9E)
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Tampa Electric Company
Survey of Professional Forecasters
Philadelphia Federal Reserve Bank
Long-Term Forecasts
Table Seven
LONG-TERM (10 YEAR) FORECASTS
SERIES: CP T1 T ERIES: DP GR! TE
STATISTIC STATISTIC
MINIMUM 1.600 MINIMUM 2.200
LOWER QUARTILE 2.200 LOWER QUARTILE 2.500
MEDIAN 2.500 MEDIAN 2.750
UPPER QUARTILE 2.750 UPPER QUARTILE 2.800
MAXIMUM 4.200 MAXIMUM 3.100
MEAN 2.520 MEAN 2.700
STD. DEV. 0.520 STD. DEV. 0.230
N 45 N 43
MISSING 5 MISSING 7
ISERIES: PR A WTH SERIES: STOCK RETURNS (S&P 500}
STATISTIC STATISTIC
MINIMUM 0.900 MINIMUM 2.700
LOWER QUARTILE 1.800 LOWER QUARTILE 6.000
MEDIAN 2.000 MEDIAN 6.500
UPPER QUARTILE 2200 UPPER QUARTILE 8.000
MAXIMUM 3.000 MAXIMUM 9.000
MEAN 2.000 MEAN 6,800
STD. DEV. 0.390 STD. DEV. 1.300
N 39 N 31
MISSING 11 MISSING 19
SERIES: BOND RETURNS (10-YEAR) |SERIES: BILL RETURNS (3-MONTH)
STATISTIC STATISTIC
MINIMUM 3.200 MINIMUM 2.400
LOWER QUARTILE 4.500 LOWER QUARTILE 3.000
MEDIAN 5.000 MEDIAN 4.000
UPPER QUARTILE 5.200 UPPER QUARTILE 4.250
MAXIMUM 5.800 MAXIMUM 5.300
MEAN 4.840 MEAN 3.840
STD.DEV. 0.590 STD. DEV. 0.680
N 38 N 38
MISSING 12 MISSING 12

X/

Source: Philadelphia Federal Researve Baok, Survey of Professional Forecasters, February 12, 2008,
ttp:fwwwe phil fib.orgfflles/spfispfa107.0df
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Decomposing Equity Market Returns
The Building Blocks Methodology

S&P 500 Dividend Yield
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Tampz Electric Company
CAPM
Real S&P 500 EPS Growth Rate
Inflation Real
S&P 500 Annual Inflatios Adjustment S&P 500
Year] EPS CPI Factor EPS
1960 3.10 1.48 3.10
19611 3,37 0.07 1,01 3.35
1962]  3.67 1.22 1.02 3.59
1963 4.13 1.65 1.04 3.99
1964| 476 1.19 1.05 4.55
1965) 530 1.92 1.07 4.97
1966 5.41 3.35 1.10 4.50
1967| 5.46 3.04 1.14 4.80
1968] 5.72 4.72 1.19 4.81
1969  6.10 6.11 1.26 4.83 10-Year
1970  5.51 5.49 1.34 4.13 2.89%
1971] 5.57 3.36 1,38 4.04
1972 6.17 341 1.43 4.33
19731 796 8.80 1.55 5.13
1974) 935 12.20 1.74 5.37
19751 7.71 7.01 1.86 4.14
1976 9.75 4.81 1.95 499
1977, 10.87 6.77 2.08 5.22
1978] 11.64 9.03 2.27 5.13
1679 14.55 1331 2.57 5.66 {0-Year
1980| 14.99 1240 2.89 5.18 2.30%
1981 1s5.18 8.94 3.15 4.82
1982 13.82 3.87 3.27 4.23
1083 13.29 3.80 340 391
1984 16.84 3.95 3.53 4.77
1985 15.68 3.77 3.66 4,28
1986| 1443 1.13 3.70 3.90
1987 16.04 4.41 3.87 4.15
1988 22.77 4.42 4.04 5.64
1989 24.03 4.65 4,22 5.69 10-Year
19901 2173 6.11 4,48 4.85 -0.65%
1991 19.10 3.06 4.62 4.14
1992] 18,13 2.90 4.75 3.81
1993] 19.82 2.75 4.88 4.06
1994] 27.05 2.67 5.01 5.40
1995] 3533 2.54 3.14 6.88
1996| 35.78 3.32 5.31 6.74
1997] 39.56 1.70 5.40 7.33
1998] 3823 1.61 5.48 6.97
1999] 45.17 2.68 5.63 8.02 10-Year
2000] $2.00 3.39 5.82 393 6.29%
2001} 44.23 1.55 592 748
2002 47.24 2.38 6.06 7.80
20031 54.15 1.88 6.17 8.77
2004 67.01 3.26 6,37 10.51 13-Year
2005 6832 342 6.60 10.35 3.00%
2006! 8196 2.54 6.77 12.11
2007] 87.51 4.08 7.04 12.43
Data Source: hitp://pages.stern.oyu. edw/~adamodar/ Real EPS Growth| 3.0%
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Summary of Tampa's Equity Cost Rate Approaches and Results
Pagelofl
Panel A
Summary of Dr. Murry’s Equity Cost Rate Approaches and Results
TECO Energy, Inc. Comparable Electric Companies
Approach Low High Low High
CAPM 12.27% 13.65% 11.24% 12.42%
Earnings Growth DCF 10.08% 11.90% 10.05% 1L.12%
Projected Growth DCF 8.21% 11.40% 10.38% 13.27%
Panel B
Summary of Dr. Murry’s DCF Results
TECO Energy, Inc. Comparsble Electric Companies
Approach Low High Low High
52 Week DCF
Using DPS Growth 2.19% 4.00% 9.14% 10.21%
Using VI EPS Growth 10.08% 11.90% 10.05% 11.12%
Using VL-Yahoo Growth 8.21% 11.40% 10.38% 13.27%
Current DCF
Using DPS Growth 2.32% 2.44% 9.67% 9.73%
Using VL EPS Growth 10.22% 10.34% 10.58% 10.64%
Using VL- Yahoo Growth 8.34% 9.84% 10.90% 12.80%
Panel C
Summary of Dr. Murry’s CAPM Results
Size Adjusted CAPM
TECO Comparable
Energy Electric
Companies
Rigk-Free Rate 4.60% 4.60%
Beta 0.95 0.81
Equity Risk Premium 7.10% 7.10%
CAPM Equity Cost Rate 11.35% 10.32%
Size Adjustment Premium 0.92% 0.92%
CAPM Equity Cost Rate 12.27% 11.24%
Historical CAPM
TECO Comparable
Energy Electric
Companies
Market Return 14.70% 14.70%
L-T Bond Return 6.20% 6.20%
Risk Premium 8.50% 8.50%
| Weighting 0.95 0.81
 Adjusted Rigk Premium 8.08% 6.85%
Aaa Corporate Bond Return 5.57% 5.57%
'CAPM Equity Cost Rate 13.65% 12.42%
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Panel A
Long-Term Forecasted Versus Actual EPS Growth Rates
1988-2007
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Source: Patrick J. Cusatis and J. Randall Woolridge, “The Accuracy of Analysts’ Long-Term Earnings Per Share
Growth Rate Forecasts,” (July, 2008).
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THEWALLSTREETJOURNAL

Study Suggests Bias in Analysts' Rosy Forecasts

By ANDREW EDWARDS
MMarah 21, 2808, Page T6

Despite an economy teetering on the brink of a recession -~ if not already in one -~
analysts are still painting a rosy picture of carnings growth, according to a study done
by Penn State's Smeal College of Business.

The report questions analysts' impartiality five years after then-New York Attorney
General Eliot Spitzer forced analysts to pay $1.5 billion in damages after finding
evidence of bias.

"Wall Street analysts basically do two things: recommend stocks to buy and forecast
camings,” said J. Randall Woolridge, professor of finance. “Previous studies suggest
their stock recommendations do not perform well, and now we show that their long-
term eamings-per-share growth-rate forecasts are excessive and upwardly biased.”

The report, which examined analysts' long-term (three to five years) and one-year per-
share eamings expectations from 1984 through 2006 found that companies' long-term
earnings growth surpassed analysts' expectations in only two instances, and those came
right after recessions.

Over the entire time period, analysts' long-term forecast sarmings-per-share growth
averaged 14.7%, compared with actual growth of 9.1%. One-year per-share earnings
expectations were slightly more accurate: The average forecast was for 13.8% growth
and the average actual growth rate was 9.8%.

*A significant factor in the upward bias in long-term earnings-rate forecasts is the
reluctance of analysts to forecast” profit declines, Mr. Woolridge said. The study found
that nearly one-third of all companies experienced profit drops over successive three-
to-five-year periods, but analysts projected drops less than 1% of the time.

The study's authors said, "Analysts are rewarded for biased forecasts by their
employers, who want them to hype stocks so that the brokerage house can gamer
trading commissions and win underwriting deals.”

They also concluded that analysts are under pressure to hype stocks to generate
trading commissions, and they often don't follow stocks they don't like.

‘Write to Andrew Edwards at andrew. edwards@dowjones.com
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Panel C
Long-Term Forecasted Versus Actual EPS Growth Rates
Electric Utility Companies
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Analysis of Value Line's EPS Growth Rate Forecasts

Page 1
Panel A
Value Line 3-5 year EPS Growth Rate Forecasts
Average Number of Negative | Percent of Negative
Projected EPS EPS Growth EPS Growth
Growth rate Projections Projections
2,453 Companies 14.60% 47 1.90%
Panel B
Historical Five-Year EPS Growth Rates for Value Line Companies
Average Number with Negative Percent with
Historical EPS | Historical EPS Growth | Negative Historical
Growth rate EPS Growth
2,371 Companies 12.90% 476 20.10%
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Long-Term U.S. Treasury Yields (1926 - 2007)
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Data Source: Marningstar, SBBI Yearbook , 2008.
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Market Risk Premium (1926 - 2007)
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Stocks and Bonds Monthly Standard Deviations (1930 - 2007)
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Real Interest Rates (1926 ~ 2007)
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CFO's Equity Risk Preminm
Pagelof 1

5.00

4.50

4.00 -

3.50 - III

L

2.50 - 'Ill

I

-HH

- HH

-HH

||||
\\,g?pb"o@ q"’\@"”

’,{,3; I IV S E RN N

6‘
\?‘)6‘

2>

\9:0“
"%

oy
& & &

e ©
AV &
EAME O ANEY

&
AP P

2>,

e @cs""\’\cé" »ﬁ‘"a“'a'»'»
& & 8 & S N P S
"5"“ o ‘g?'a“’o?’& F P S o o5

AN N AN DU N
—-—-=
[N AN Y RN A
[N IR U A OO
[ | ]

o“% 1 [ 1 | [
AN IR AN DN NN N M .

-

q@“’

Data Source: John Graham and Campbell Harvey, "The Equity Risk Premium in 2008: Evidence from the Global CFO Outlook Survey.”




