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With respect 10 Mr. Larkin, | will discuss and respond to sach of
the five subject aress addressed by his testimony: (1) risk and
cost/henefit analysis, (2) the aspproprists discount rate, (3)
intergenerationsl faimess, (4) the issue of stranded costs, and (5) his

“sitermative propossl.”

Fease summesies your overall sonciusions regarding Mr. Stalioup’s
tosthnony.

. With the exception of ssversl sscondery issuss, | am in general

sgresment with Mr. Stuioup’s risk anelysls, in particular, the use of »
reputable third party forecast 10 test the ressonsbienees of forecast
sssumptions and the use slemative forecests t0 conduct a8 risk
sensitivity analysie. m.hM“m.a.
material srithmatic error was made. When this ervor is corected, Mr.
Stalicup’s risk analysis offers strong support for approval of the OCL
contract buyout. His comected base case visids a net present vaiue
(NPV) savings of $100.8 million (compered to $34.6 million from the
analysis in my direct wetimony), with sensitivity results of ¢89.3
nﬂmm&mﬂlﬂﬂﬂJMMl,ﬁm
case. in other words, the comected results of Mr. Stalicup’s own
analysis demonetrate that the proposed OCL contract buyout offers
very substantiasl savings 10 customers with virtuelly no risk that
changes in sssumed conditions ocould eliminete those savings.
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Morsover, when the ssoondery issuss of disagreement that | discuss
below are properly rested in the anslysis, the expected savings from
the buyout become sven grester.

1. Bisk and Coss/Senelit Ansivels

Whaet is your primary consern wilth reapect 90 Mr. Stalioup’s testimony
and his risk and cssthanelt ansiyels of the proposed OCL contract
buyout?

. Mr. Stallcup’s ansiysis containg & meterial arithmetic error in the

treatmant of his risk adjusted discount rate which invalidetes the resuits
of his study casss. n Mr. Stalioup’s discussion of the derivation of »
risk adjusted discount rate at pages 8-9 of his testimony, he correctly
indicates that it consists of the sum of & risk free discount rate and »
risk premium. However, in oaloulsting the actuel risk adjusted discount
retes used in his anelysis of the OCL buyout (Stalloup Exhibit PWS-4),
the risk premium s mistakenly gubiraciad from the riek free rate. My
rebuttsl Exhibit LGS-8 shows bath Mr. Stalicup’s calculation and »
corected caiculation in which the risk adjusted discount rate is
computed as the sum of the risk fres rats and s risk premium,

. i the comect risk sdjusted disssunt rate had been used In Mr.

Stalloup’s anslysis, what would the resulis heve been?

. The resuits of & coneotsd anslysis are summerized in my rebuttal

Exhibit LGS-9. Thess csses are based entirely on Mr. Stalicup’s
-3-
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sssumptions and methodology as des0ribed in his sestimony, including
the use of a natural ges price forecast prepared by Dets Resources, inc.
(DRf). The only difference betwesn the results presented in Mr.
Stalicup’s Exhibit PWS-8 and my Exhibit LGS-8 is the correction of the
error described sbove and ss shown in Exhibit LGS-8. Mr. Stalicup’s
methodology yields a NPV savings of $100.6 million for the DR base
case {detalied in rebuttal Exhibit LGS-10), NPV savings of $89.3 million
for the DRI pessimistic cese (Setalied in rebutesl Exhibic LGS-11), and
NPV savings of $100.6 milien fer the DI eptimistic cese (detalied in
rebuttal Exhibit LGS-12). Afier weighting the senaitivity casss, they
produce an expectsd NPV of savings of $80.2 million, which suggests
thet there is a neglighle probebility thet the NPV sevings could be
negstive.

. Whet is your respense %0 Mv. Sialisup’s sltsrnative risk snslysis besed

on 8 hybrid 10.9% disosunt rate as dossribed on page 18 of his
tosthmony ?

. This risk analysis is based on the sverage of Floride Power’s discount

rate of 8.81% and the 13% discount rete suggested by Mr. Larkin, My,
Swalicup offers no justificstion for vsing a 10.9% discount rate
whatsoever, nor doss he endores s use. Clearly, sny number of
“mixed bag” discount rates could be oreated in a eimiler manner,
without ever addressing the underiying question of whather the rats is
appropriste. For example, Mr. Larkin’s range of 13-19% ocould be
averaged to arrive at 18.6%, or one could sverage the 18.85% midpoint

-‘-
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of Mr. Larkin's range with Floride Power's 0.81% discount rate to
arrive at 12.15%, etc. Rather than reapond 10 3 calculation by Mr.
Stalicup using Mr. Larkin’s dete, | will address Mr. Larkin‘s testimony
regarding discount rates directly in the naxt section of my testimony.

Heve you perfermed 8 cost/bensiit ansiyels weing 0r. Stalioup’s riek
adjiueted discount rate In combination with Muride Power’s forecast

sssumptions?

. Yes. Mr. Stalicup states thet he believes thet his snalysis is miore

comprehenaive then that presentsd in the testimony of Floride Power
or Public Counael withess Larkin. While | baliove thet it is fair to tast
the benefits of the proposed OCL contract buyout using an shemative
fuel price forecast such as DAI's, | do not beliove thet it is appropriste
to dispense entirely with Floride Power’s fuel forscest as Mr. Stalicup
has done. Mr. Stalloup arguss thet it is appropriete 1 use the DRt
forecast instsed of Floride Power’s forscest. As disouseed below, |
take issue with this position and have concems regarding the dats he
uses to support his srguments. | alec take issus below with the
particular DRI index selected by Mr. Stalloup 10 escalete the cost of the
combined cycie unit used in the analysie 10 repiace the fast 10 years of
the OCL contract. As a result, | have prepared s cost/benefit anslysis
which restates Mr. Stalioup’s results using Floride Power’s forecast
assumptions.
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Q. What is the result of Br. Sealloup’s adfjusted sk promium analysis

using Forida Power’s fosrssast sssumptions b plase of the ORI ferecast
deta?

. The result of this cost benefit analysis is summaerized in my rebuttal

Exhibit LGS-13. This case is besed on Mr. Stalioup’s risk premium
methodology ss described In his sestimony. (n sddition to correcting
the discount rete emror described above, only two changes have been
made to the sssumptions uaad in Mr. Stalloup’s base case presented in
his Exhibit PWS-8: (1) the use of Moride Power’s fusl forecast in plece
of the DRI fusl forecest, and (2) the use of DAI's FAived investment,
Durable Equipment price index rather than the DR Public Uttty
Structures prics index. Beth of these changes are discuesed below.
The reaults of this anelysis indiosts 8 NPV customer benefit of $119.4
million,

On page 4 of his testimeny, iiy. Stallowp states that Merida Power's
nowwel gas price forecest mey substantislly understate the future
market price of noturel gas. Do yeu agres with this csnciveion?

. No, | do not, and in certain respects, nalther doss the data offered by

Mr. Stalicup in support his conclusion. He beses his concilusion on two
comparisons. First, he compares the Foride Power price forecast to
the gas price forecasts submitied by other Floride utllities in thelr 1997
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Ten Year Site Plans. Second, he compares the Floride Power forecast
to the DRI base case natural gas price forecast.

. Mow doss Fioride Fower's aatural gas price ferseast % the forscasts

submitted by other Floride willities in thelr 1987 Ten Year Slte Flans?

. The Ten Yeer Site Plan ges price forecssts thet Mr. Stalioup refers to

and shows in his Exhibit PWS-1 anly cover the period 1997-2008. In
2008, the final yeer of thess forecasts, the majerity of the forecasts,
including Foridea Power's, indicete 8 matuwrel gas peite between
$3.00/MMBtu and $4.00/MMBM. In forecasting netural gae prices ten
ysars in the future, this 61 range is not wiwessoneble, sepecially when
one recognizes that this same group of foreoasts start out with a price
range of about $2 (from alightly over $2.00/A8MBNL to spproximetely
$4.00/MMBw) in 1997, the first yeer of the forecsst.

What is the source for the gas prise feresssts ativibuted by Myr. Swliovp
0 the wvillitiss’ 1997 Ten Year Site Mans for the interval 3007-20237

. Mr. Stalicup has pressnied forecest dats through 2023 in his Exhibit

PWS-1 and cited as his sourve the 1997 Ten Year Site Plens for eech

of the respective utilities, even though the plans contsin deta only

twough 2006. My direct testimony addressed the issus of Suff

by a utility and strributing the entire forecast to the uillity. If thie

practice has been continued in My. Stalioup’e weetimony, there can be

no insight gained from comparing thess utiiity ges price forecasts
-7-
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beyond the yesr 2008, since thet portion of the forecast was not
prepered, reviewad or lssusd by the respective utilities.

What besring de histesisal prise pattorme for natural gas have on Mr.
Salioup‘s conciusions and the validity of the Fleride Power natural ges
price forecast?

. Historical natursl gas prices for the period 1973-97 are summarized in

wMEﬂ“Lﬂl—Mﬂlﬂ-ﬁ.MmMoﬂmm
the Energy information Administration’s AMonthiy Energy Review for

- August 1997. Ths movemants in nowral ges prices over the last 26

years may be divided int0 two perieds thet are relevant to forecasting
prices today. Firet, from the sarly 1970’s untll 1908 thers was a ten-
fold incresss In the prics of netural ges, from approximately
$0.30/MMBu t wall over $3.00/MMBW. During this period users
experienced repested price shocks and forecesters regulerly revissd
their price forecests upward. Dwring 1985-87 the prics fall to
approximately $2.26/MMBw and hes remeined sssentiaily st this level
since that time. During recent yesrs, the persistence of stable,
reiatively low naturel ges prices hes besn an actively debeted and much
publicized topic. Most recently, during 1996-97 thers -has been
incressed voletility in prices, with brief price spikes ss high as
04.00/MMBt, whils retuming 1o the neighborhood of $2.25/MMBw.

Given this historicel context, it Is not st all susprising that different
forecasters have different views regerding the future of naturel gas
prices. | will agree with Mr. Stalioup thet DRI and Florida Power have
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different natural ges price foreoasts, but it is no more vaiid to reject
Florida Power’s forecast Secause it “mey substantially understate the
future market prics of natursl ges” then ® reject DRI‘s forecast
becsuss it mey substantielly overstate the price. As history has
shown, only sctusl prices in the future will revesl which forecast is
more sccurate. For example, if a forecsster in 19868 had predicted that
natural ges prices would fall 1 approximetely $2.26/MMB and remain
near that level for a decads, there is lttle doubdt that such a forecast
would receive the seme type of skepticlem thet Mr. Stelicup has
directed st Floride Power’s price forecest. Yet, that forecast would
have proven %0 be sbechnsly coect and other forecasts of much
higher natural gas prices based on historicel rends wouid have proven
to be highly misissding.

Mr. Stafloup maintaine that DRI'e Avey ievastwent, Dursbie Squipment
price index wesd by Maride Power 9 projact combined cycle power
plant consruction costs dwing the buyaut peried is not corvect. and
that the DR Aubde (ailhss Swetaves price index should be ueed
instend. What is your respense 10 his sontention?

. Simply put, a3 combined cycie power plant is much more like a large

machine than it is ke a structure or bullding. | have provided deta for

the cost breskdown of s typical combined cyels power plant in rebuttal

Exhibit LGS-16 which demonetrates that spproximetely 90% of the
-9-
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cost is relsted to equipment and only 10% s related to structures. In
resiity, the components of a combined cycle power plent relete © both
the cost indices for equipment and for structures. A more refined
sscalation method would weight these two indices in propertion to the
contribution of each index to the cast of the various components of &
combined cycle power plant. However, in the case of a combined
cycie unit, where the cost is determined predominately by one index,
nmu-mmnmuMMu
project construction costs.

How do the definitions of the DR cest indises for equipment and for
structures relate 1o the compensnts of 8 sombined eycle power plant?

.  One of the thwes largest components in the eguipment cost index is

electricai machinery expenditures, which includes meny of the main
components of combined cyols power plants, such as febricsted
metals, engines, wurbines and slectrioal squipment. in 8 combined cycle
power plant, the turbines are the single largest cost component, and
most of the balsnce of the equipment and meterials used to construct
the plant are included in the equipment index. By contrast, the index
for public utility structures inciudes such items as ralirosd tracks,
stations, telephone, elecwic and gas tranemission and distribution
systems, and oll and gas well drilling and exploration expenditures. As
a resuit, the public utiiity structwres index includes many items that
bear no relation to power plant construction.

.Io.
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Q. How can the relstive impertance of thase twe cost indices to the

secalation of power glant construstion cests be detarmined?

. The proper way to determing an sppropriets weighting is t use s cost

breakdown for a power plant and identify those costs which relats to
sach index. This dets hes besn provided in my rebuttsl Exhibit LGS-
18, which summerizes the construction cost for 8 typical 280
megawatt combined cycls power plent. This cost breskdown
demonstrates thet only approsimately 10% of the wtal cost is related
to the structures index. The largest cost component is mechanical
oquipment which includes the turbines, the primary component of 8
power plant of this typs. The remaining cost casegories include the
belance of equipment and materials reguired % construct this type of
power plant.

What can be concluded fram this snalyeis regarding the preper cost
index %0 uee %0 foresant the senstrustion cset feor combined cycie

power plants?

. The construction costs fer 8 combined cycie power plent are

predominately reisted to the equipment index. Dus 0 the relstively
minor contribution of the structhures indax it ssems ressonable to
estimate future construction costs using only the equipment index as
| have dons in my NPV analysis. | belleve that Mr. Stallcup ls incorrect
to select the structures index in preference 9 the squipment index.
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Q. What s the offsct of using the Publle Uity Servotures index in Mr.

Stalioup’s analysls instend of the Finad investment, Durable Squipment
price index used by Nesids Power?

. As Mr. Stalicup points out on page 7 of his twestimony, the effect of

using the Public Ulliity Swuctwes index in place of the Fixed
investment, Durable Equipment index is ®© reduoe the NPV of the

proposed OCL contract buyout by epproximetely $4.7 million (from
$32.7 million 1 $28.0 million in My. Stalloup’s exampile). As discussed
above, | bellsve this is an unjustified and inappropriate reduction.

4. The Mlsk Adheted Qisssunt Rete Mathasisingy

Do you have any ether csnsams reginding iy, Stalloup‘s risk adjusted
discount rate mathedelegy? '

. Yes, { do. Mr. Sufloup cleims %0 be measwring voletility or risk by

meens of computing standerd devistiens, as desoribed on page 12 of
his testimony. However, the variences upon which he celouletes the
standerd devistions sre simply the differences batwesn his DN bese
case and his DA expected velue case. As 8 result, all Mr. Stalicup is
actuslly messuring s the symmetry, or leck thereo!, of the DRI
optimistic end pessimistic ceses with respect 10 the DRI bese case. By
wlmh“ﬂb“hmmm
cases doviete from the bass cass. I they deview equelly, for o <ampie
the optimistic case being 20% higher then the bass and the pessimistic
being 20% lower then the Saee, the cases are symmewric. However,
-12-
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if the optimistic case were 26% higher than the base and the
pessimistic 15% lower then the base the casss would be ssymmetric.
The key point is that ¥ the cases are symmetric, the sxpected vaiue wilt
be equal to the base case and the varience computed by Mr. Stalicup
wilt be 2010, Conversaly, the expected value will devists from the bese
case and result in 8 non-2000 variance if the cases are not symmetric.

Whet is reslly meant by the ek of the forecast and hew can i be
messured?

. in essence, risk may be definad as the probebliity thet the sctual value

for the varisble being ferscested is different from the predicied base
case valus. The dagres ©© which the optimistic end pessimistic
forecasts diverge from the 5880 0800 offers & way 10 measure this risk.
For example, if the thres forecests diverge anly siightly snd remain very
closs together, it can be conciuded thet there is a high probability that
the variable being forecasted will heve an sctus! vaiue ciose 10 the base
case and therefore ises risk. Conversely, it the three forecasts diverge
widely, there is much more unoertainty regerding the actusl value of
the varisble being forecasted and therefore more riek.

Can you provide an sxample as 0 why v, Stalloup’s methodelegy felle
to messure this ferssast iak in an sssspiable manner?

. Yeos. This can be lustrated by comparing the risk of the following two

forecasts. The first forecest is symmetric, with the optimistic case
being 40% higher than the base case and the psssimistic case being
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40% lower then the bess Gase. The second forecest is not symmetric,
with the optimisic cese being 3% higher then the bese and the
pessimistic case being 1% lower then the base case. Common sense
suggests thet the first forecest has far more risk than the second
foracast. However, Mr. Stalloup's methodology would reach the
opposise conciusion by determining shet the first forecast has 2ero risk
becauss it is symmaetric and the seoond forecest hes s level of risk that

is & function of the degree to which it is not symmetric.

What is your overadl epinien of Myr. Sualloup’s risk adjusted disoount
rate mothodelogy? |

. The risk adjusted discount rete methedology works ressonably well

mmumhw-‘mamu This is the
case for the capaoity payments in the contract and replacement cases
28 well as for the contract buyout cost. However, the rigk premiums

computed for the projected ensrgy costs in the contract and
replecoment case are suspect for the ressons discussed sbove. There

seems to be little, H any, justificetion for egquating the degres of
ssymmetry among the base, high and low forecast cases with riek.

#. AEBUTTAL TO PUBLIC COUNSEL'S DINECT TESTIMONY

Q. Plesse summaeriee your ovensll consivaiens with ragard 0o My, Lashin’s

testimony.

.14 -
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A. Nr. Larkin's discussion deals only with those selected slements of the

OCL buyout transaction that support his arguments. As | discuss
below, sech of Mr. Larkin’s arguments are either based on erronecus
sssumptions, or his srguments are incomplets or misisading. In
summary, Mr. Larkin‘s conclusions and his purported siternative
propossl for the OCL contrect buyout should be rejected.

1. Cost/Renefit Anshvale

On page 2 of his tastimany, Mr. Larkin states that the only amount in
Moride Powar’s st present velus ealsulstion that san be determined t0
um.undu“bumum-lu
charged for the buyeut. Do you agres with his statement?

. No. The majority of the savings from the OCL contract buyout will

result from svoiding the known capecity peymants required by the
sxisting contract during the period 2014-2023. If the existing contract
remeins in place, customers will be required to pay $488,990,000 in
capacity payments during this pariod with virtually the same certsinty
thet Mr. Larkin ascribes to the cost of the OCL contract buyout. Mr.
Stalicup, at page 8 of his testimony, agress that the capeacity costs
under the contract are known with certainty snd trests them as such
in his risk snalysis. Thus, Mr. Larkin beging his risk snalysis with »
fundamentally flawed premiss.
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Q. What is your reapense 10 0ir. Lashin’e alaim ot page 3 of his testimony

that the risk thet the retepayer tahes Is extremely high because the
savings from the ensastion are based In part en futwe prajections.

. M. Larkin sttacks the projections and underlying sssumptions used in

Florida Power’s projection of customer savings exclusively on the basis
that they are, of necessity, projections and sssumpiions that cannot be
determined % be fixad, known and messurable. Besed solely on this
observation, he concludes thet Fioride Power's NPV caiculstion is
“extremely apeculetive” and that “the risk respeyer takas is extremely
high”. in doing 8o, he ignores the fact thet this is necesswrily the
neture of most. if not oll, propossis which offer future savings to
customers. Often, none of the components of projected savings and
costs are fixed, but must be sstimeted besed on ressonable
sssumptions. Mr. Leriin's teetimony classifies projected costs and
benefits into two rigk cstegoriss. Projected costs and benefits which
are fixed, known and messurable have 2ero risk: all other projections
sve, according to Mr. Lerkin, subject 1 extreme risk. Mr. Larkin’s
conciusions bassd on this simplistic risk analysis lack sny credible
ansiytical basis whatsoever and should be dismissed.

2. Discaust fete

. VWhat is wrong with 8. Lashin’s statement thet the use of an 8.67%

discount rate % cslsulate the net present value benefit %o ratepeyers is
inappropriate and net ressenshie?
-18 -
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A. Mr. Larkin completely migses the point when he states thet the uss of

Florida Power’s cost of capital 88 & discount rate is inappropriate simply
because it is Florida Power’s cost of capital. As is normally the case
in this kind of pressnt value anslysis, the utiity’s cost of capital is used
a8 a proxy for the customers’ discount rate. This disoount rete concept |
has been used by Florida Power in numerous dockets and filings over
many years and has been scoapted by the Commission, $taff and other
parties to these doockets. As discussed below, the theoreticsl
arguments regarding the apprepriate valus 10r 8 customer discount rate
span the rangs from 2-3% up 1 18%. Given this wide renge, a proxy
value of 8-9% is not st il unreasaneble.

Whaet is wrong with Ms. Laskin’s statement on page 8 that & weuld be
uniikely that any sephistisated invester weuld assept an 8.87% rews of
return on his investment?

. Mr. Larkin appeers %0 heve srvonssualy sssumsd thet becsuse Florida

Power used an 8.67% discount rate 1 compute the NPV of customer
savings, that the OCL contract buyout provides sn sffective retum of
8.67%. This is an incomect conclusion,; and consequently Mr. Larkin’s
srguments regarding the scoeptability of an 8.67% retum on
invastment are imslovant. Foride Power calouleted 8 NPV benefit of
$32.8 million using an 8.87% discsunt rete and subsequently s NPV
benefit of $34.6 million using an 8.81% discount rate (besed on
updated assumptions included in iste-filed Exhibit No. 8 0 my
deposition by Staff). This celculstion clesrly demonstrates that the
-17-
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offective retum to customers is higher than 80.81% becsuss the
resulting NPV s positive. '

The effective rate of retum for the propossl is determined by
solving for the discount rate which mekes the NPV squel to 2er0. This
computation (requested by StalV as iste-fled Exhibit No. 1 to my
deposition) results in 8 discount rate of 12.19%. The 12.19% rate is
the effective (sfter-tax) retum of the cash flow stream when this
proposal is viewed a8 an investment. in other words, if the buyout
peymaents of 9.8 millien per year during the period 1997-2001 were
deposited in sn investment socsunt at 8 12.19% rate of retum, the
balance of this investmant would grow such thet, beginning in 2014
amounts equal to the prajected annusl customer savings could begin to
be withdrawn from this investment scoount. Withdrawals could be
made esch yosr in ameunts equal 10 projectsd annusl customer
savings, and when the finsl amount is withdrawn in 2023 the
investment belence would be reduced 10 zero.

. is M. Lerkin’s proposed dissount rate of 13-18% approprises for this

type of ansiysie?

. No. A discount rete based on the interest rate for an unsecured loan

or credit card is only one of several concepts included in the theory of

customer discount retes. Mr. Laridn makes no mention of the equaily

valid srgument thet customers mey heve no credit card debts

whatsoever, but instead meke reguler daposits 10 8 passbook savings

account sarning 3-4% (before taxes). Ahernatively, other customers
-18-
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may make investments in bonds at an 8% vyisld. To lustrate the
complications of the customer discount rate srgument, there are aiso
customers who have a credit cerd debt belence and are nevertheless
also putting money aside in 8 savings sccount. My. Larkin conveniently
ignores these other arguments which would suggest lower customer
discount rates and revesl the complexity of the issus he raless. itis for

- precisely thess reasons that 8 ressonable, well understood proxy for the

customer discount rete hes been established by convention and
consistently used 10 computs the net present vaiue of cusIomer ssvings
in analyses such ss the OCL contract buyout anslysie.

Whet sles hae Nir. Laskin evesioshed in his disssunt rate discuseion?

. in his discussion of scosptable investment retums, Mr. Larkin mekes no

distinction betwesn 8 pre-tan return on investment and en after-tax
return on investment. For 8 typical customer, the 12.19% retum
represented by the OCL contract buyout corresponds to an after-tax
rate of retumn. (n order for an investment opportunity to provide a
comparable return it would need % offer a higher pre-tax retum. For
example, a8 merginal federal income tax rete of 15% to 28% would
imply that the investment must provide 8 pre-tax retum of 14.34% to
16.93% In order o be compersbie t0 the OCL buyout. As @ result, |
would chellenge Mr. Larkin’s sssertion thet no sophisticated investor
would be likely %0 scoept the returmn inherent in the proposed OCL
contract buyout when viewsed as an investment.
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Q. Do you agres with Miv. Lashin thet the apprepriate disoount rate must

Mhlﬁldaﬁﬂw

. No. Mr. Larkin’s cheractarization that substantial risk is related to

Forida Power’s propossl is unsupporied speculstion. He has provided
no basis for this conclusion which justifies his arguments for 3 higher
discount rate.

Do you agres with M. Lashin’s sssertion thet there are intargenarational
inequities sesselated with the OCL esntrast buyout?

. No,idonot. Aslpeointed out in my direct westimony, the buyout does

not creats imergenarational inequity, but rather heips to counterbalance
an existing intergenerational ineguity inherent in the structure of the
original OCL conwact. Compered %0 the costs of the unit avoided by
the OCL contract, curvent customers are still better off under the
contract even with the buyout cost twough 2002. To the extent that
intergenerationsl faimess is an issue in this procesding, it weighs
strongly in favor of -- not ageinet -- spproval of the OCL buyout.

Do you agree with Mr. Lavkin’s argument on page § that the low
capecity peyments made by custamers during the early years of the
OCL contract is mot on intergonerstionsl inequity, but simply
compensation for ¢ higher risk of nen-parfermance by OCL?
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A. Absolutely not. Mr. Larkin is correct only 10 the extent thet one of the

ressons for adopling the vaiue of defarral methodology, which “beck-
ond losded” the capscity peyment stream, was to ensuwrs OF
performance for the duration of the contract. The point, however, is
that to achieve this important performence-ensuring objective, of
necessity, an imergenerational inequity was crested compared to
traditionel revenus requirements ratemaking. To suggest, as Mr. Lerkin
does, that this shifting of substentisl costs from current to future
CUSTOMErs wWas dons 10 COMPEnasts current customers for 8 higher risk
of non-performance is sbeurd. By hesvily beck-end loading the OF's
capacity payments, the ikeiihood thet the OF will perform throughout
the term of the contract is grestly enhenced. Thus, the risk of non-
performance is reduoed in esch and every yeer of the contract, even
though the cost of this risk reduction is bome by future customers 1o
the benefit of current customers.

Moreover, viewed in werms of circumetances a8 we know them
todsy, non-performence by OCL can no longer be considered & “risk.”
indeed, the entire premise of the OCL contract buyout is that, due to
changed economic clrcumstances, there is valus in paying OCL not to
perform during the lsst wn years of the contract.’ Given this
demonstrated vailue of non-performence under the contract, it makes
no senes to parpetuste the notion thet current customers should be
compensated, or future customers should pay, for a rigk that hes now
become a benefit.
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4. Duanded Conts

is there any merlt In M. Lovkin's dissussion of the eifect of this
transaction on the lsswe of srended eset?

. No. WMy direct wstimony made it clesr that the issue of potential

strandable costs need not be addressed as pert of the Commission’s
decision regarding the OCL contract buyout. Mr. Larkin mekes the error
of assuming thet, 10 the extent thet the OCL buyout reduces potentisl
strandable costs, it somehow preciudes a process of netting stranded
costs and benefies in the fuare. Nothing could be further from the
truth. in the context of swranded costs, the OCL buyout constitutes »
mitigation of potentisl future strandabis costs. Such mitigation efforts
will serve only 10 reduce the fevel of stranded costs which mey exist in
the future and In no wey confiicts with the offsetting of stranded costs
and benefits discussed by Mr. Larkin. Mr. Lerkin seems to believe that
& cost reduction sffort on the pert of Floride Power is somshow one-
sided snd inequitsble unisss it is sccompanied by soms final accounting
of stranded costs snd benefits. My. Lerkin has digressed into »
speculstive discussion relsted 10 the future restructuring of the slectric
industry which has no beering on the propossd OCL contract buyout.
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. What is wrong with Myr. Lashin‘e propecal that Morida Power make the

buyout peyments and ressive the bensfits of the buyout transaction
rather than Fiadds Power's customers?

. In cssence, My. Lavkin is proposing thet Floride Power convert an

opportunity 10 provide st lsest $472 million in savings 10 its customers
into an tranesction which would benefit only Florida Power's
shaveholders. ¥ Forida Power hed mads this propossl itself it would
undoubltedly have been sherply orfticized, and properly s0. The fact
that Mr. Larkin has advenced such ¢ dublous propossi doss not chenge
its essential naure.

o My. Lavhin comwect in assuming that Meride Power could undertake
the OCL buyout wansastion in plase of the custemers, with the
wransastion ramaining unshanged?

. No. Mr. Larkin makias the simpliatic and erronsous assumption that the

transaction would be unchanged if the Company were 10 “step into tha
shoes of the customer” and engege in tha buyout transaction rather
than Florida Power’s customers. This is simply not the cass. The
Company’s propossl will deliver sevings direotly to customers in the
form of lower electric ratess. if Floride Power were to receive these
same benafits in the form of revenuss from oustomers, this revenus
would represent taxable income 10 the Company. In order for Floride
Power 10 sem its authorized rate of return as proposed by Mr. Larkin,
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Power’s pre-tax rate of retum. Mr. Larkin gives no indication that he
recognizes the implicstions of his own proposal, and he has not
presented any form of anslysis 1o substantiste his cleims.

. Undaer his atormate prepessl, My. Lavkin clabus that the Company will

receive a rate of roturn equal 10 e surrant sutherized rate of return and
a8 the samie e be abie t reduse s future capacity and energy coets
ond achisve s stated goal of oilering competitive prices % its
customers. New is this possible?

. Rtisnot. in twouting his proposal, Mr. Larkin double counts the resulting

benefits. Obviously, if the Company recsives the future benefits of the
buyout in the form of higher revenuss from customaers in compenaation
for meking the neer-tarm buyout payments, there would, in al
probability, be no rate reduction for customers.

What is your resstien t9 Mr. Lavkin’e statement that Morida Power will
suffer no harm ¥ the Commission were 0 deny its pethiion?

. Mr. Larkin's statament is irrelovent 10 the subject st hand. It is Florida

Power’s customers, not the Floride Power, who will be directly harmed

it the Compeny’s petition s rejected and customer’'s are denied the

benefits which would result from the OCL contract buyout. Mr. Larkin

is simply rehashing the argument previcusly made by Public Counsel in

its motion to dismiss Floride Power's request for & heasring on its

petition, cleiming Foride Power lscked standing %0 advocate actions it
-24-




believed to be in the best intarests of its customers. The Commission
rejected that argument before and it hes gotten no better with age.

Q. Does this conclude your rebutial testimeny?
A. Yes.
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Figure 5.3 Cost of Fossll-Fuel
e Ao Receipts at Steam-Eleciric Plants

Costs, 1673-1900 Costs, Monthly
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