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       1                         P R O C E E D I N G S

       2                 MR. YOUNG:  Good morning, everyone.  Keino

       3       Young, Commission staff.  To my right I have --

       4                 MR. BUYS:  Dale Buys with staff.

       5                 MR. MELSON:  Richard Melson appearing on

       6       behalf of Gulf Power.

       7                 MR. GRIFFIN:  Steven Griffin with Beggs and

       8       Lane on behalf of Gulf Power.

       9                 MR. YOUNG:  Is anyone in the room with you,

      10       Steve?

      11                 MR. GRIFFIN:  Yes.  With me, of course, is

      12       Doctor Vander Weide and also Kevin Bassler,

      13       B-A-S-S-L-E-R.

      14                 MR. YOUNG:  Okay.  Is there any other Gulf

      15       Power personnel on the phone?

      16                 MR. BOYETTE:  This is Shane Boyette with Gulf

      17       Power Company.

      18                 MR. YOUNG:  All right.  OPC?

      19                 MR. McGLOTHLIN:  Joe McGlothlin appearing for

      20       the Office of Public Counsel.

      21                 MR. YOUNG:  Tricia?

      22                 MS. MERCHANT:  And Tricia Merchant with the

      23       Office of Public Counsel.

      24                 MR. YOUNG:  Okay.  Major Thompson?

      25                 MAJOR THOMPSON:  Major Chris Thompson with
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       1       FEA.

       2                 MR. YOUNG:  Do you have anyone in the room

       3       with you, Major?

       4                 MAJOR THOMPSON:  I do not; just me.

       5                 MR. YOUNG:  Okay.  Jay?

       6                 MR. LaVIA:  Jay LaVia on behalf of the Florida

       7       Retail Federation, and I'm the only one in the room.

       8                 MR. YOUNG:  Okay.  Steve, if you can have the

       9       Notary swear Mr. Vander Weide in, please.

      10                 (Witness sworn.)

      11                 MR. GRIFFIN:  The witness has been sworn.  We

      12       have a certificate of oath that has been completed.

      13                 MR. YOUNG:  All right.  And if they can send

      14       it to area code 850-413-7118.

      15                 MR. GRIFFIN:  Okay.

      16                 MR. YOUNG:  And if that fax doesn't work, you

      17       can send it to area code 850-413-6227.

      18                 MR. GRIFFIN:  Okay.  Very good.

      19                 MR. YOUNG:  Great.

      20                        JAMES H. VANDER WEIDE

      21       was called as a witness and, after being duly sworn by the

      22       court reporter, testified as follows:

      23                          DIRECT EXAMINATION

      24       BY MR. YOUNG:

      25            Q.   Good morning, Doctor Vander Weide.
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       1            A.   Good morning.

       2            Q.   First, let me thank you for taking time out of

       3       your busy schedule to participate in this deposition.  I

       4       think off-line your attorney and I spoke in terms of the

       5       documents that we requested that you have with you, and

       6       it's my understanding that they are going to print up

       7       that document for you.  But you have received that

       8       document, correct?

       9            A.   Yes, I have; yes, I have.

      10            Q.   Sir, is there any other documents besides your

      11       testimony, and the exhibits to your testimony, and the

      12       document that I sent to you that you have in your

      13       possession in preparation for this deposition?

      14            A.   Yes.  I have my responses to the

      15       interrogatories of the staff and the OPC, the FEA, and

      16       the OPC request for production of documents.  And I have

      17       the -- what will we call these?

      18                 MR. GRIFFIN:  Articles.

      19                 THE WITNESS:  I have the articles that were

      20       requested, and I have my Direct and Rebuttal Testimony.

      21                 MR. YOUNG:  Okay.

      22                 THE WITNESS:  And also the testimony of

      23       Mr. Gorman and Doctor Woolridge.

      24       BY MR. YOUNG:

      25            Q.   Okay.  Doctor Vander Weide, can you please
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       1       state your full name for the record and business

       2       address?

       3            A.   Yes.  My name is James Herman Vander Weide,

       4       and my business address is 3606 Stony Brook Drive,

       5       Durham, North Carolina 27705.

       6            Q.   All right.  Mr. Vander Weide, how are you

       7       employed?

       8            A.   I am a professor at Duke University, the Fuqua

       9       School of Business, and I am also President of Financial

      10       Strategy Associates.

      11            Q.   Okay.  Doctor Vander Weide, have you prefiled

      12       testimony and exhibits in this docket, Docket Number

      13       110138-EI?

      14            A.   Yes, I have.

      15            Q.   At this time, Doctor Vander Weide -- and that

      16       is Direct and Rebuttal Testimony, correct?

      17            A.   That is correct.

      18            Q.   At this time, Doctor Vander Weide, do you have

      19       any additions, deletions, or corrections to your

      20       Prefiled Direct and Rebuttal Testimony and Exhibits?

      21            A.   Let me look a minute.  In my Rebuttal

      22       Testimony on Page 66, Lines 13 and 14, you will see the

      23       letters TB and AB.

      24            Q.   Uh-huh.

      25            A.   The B should be a subscript as it is for the A
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       1       sub B in Line 9 and the T sub B on the previous page on

       2       Line 23.

       3            Q.   Okay.

       4            A.   And then on Line 24 of that page, and it

       5       reads, "Treasury bonds, I obtain a risk," the word

       6       "premium" should follow risk, a "risk premium."  And I

       7       believe that's all I have.

       8            Q.   Okay.  Doctor Vander Weide, what I would like

       9       to do is go through some general questions before I get

      10       into specific questions, okay?

      11            A.   That will be fine.

      12            Q.   The first general question I have is is the

      13       required rate of return on equity the minimum return

      14       required to attract capital to an investment?

      15            A.   Yes.  That would be one way to look at it,

      16       yes.

      17            Q.   All right.  What is the other way of looking

      18       at it?

      19            A.   That it's a hurdle rate for investment in the

      20       company.  That is that the company has to earn a return

      21       of at least equal to the cost of capital in order to

      22       create value for shareholders.

      23            Q.   Okay.  Are those the only two ways of looking

      24       at it or do you have more ways?

      25            A.   That's all I can think of right now.  I'm sure
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       1       there are others.

       2            Q.   Okay.  Do you believe that the cost of capital

       3       as determined by this Commission -- as determined by the

       4       Commission in this proceeding should only reflect the

       5       risk of providing regulated electric service in Florida?

       6            A.   Yes.

       7            Q.   Are the capital markets generally efficient?

       8            A.   Yes.  I would emphasize the word generally,

       9       however.  And I would also say that there are various

      10       gradations of efficiency.  There certainly are times

      11       where the market seems to be overvalued and there are

      12       times when it seems to be undervalued, although that is

      13       difficult to determine beforehand.  It's sometimes easy

      14       to recognize after the fact.

      15                 For example, the housing market I think we

      16       would all say was somewhat overvalued prior to 2008.

      17       However, I think that in terms of reflecting the

      18       information that's available, the market is efficient in

      19       that investors generally are aware of the publicly

      20       available information and consider that information

      21       about the investment when they make their investment

      22       decisions, and they just may interpret that information

      23       somewhat differently.

      24            Q.   Would you consider the current markets as

      25       overvalued or undervalued?

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        11

       1            A.   I don't have an opinion on that question.

       2            Q.   Okay.  In general, do the capital market

       3       prices for investment reflect investor perceptions of

       4       risk for those investments?

       5            A.   Yes.

       6            Q.   And to the extent that a cost of capital

       7       witness, such as yourself, relied on market-based cost

       8       of equity models to estimate the required return on

       9       equity for Gulf, are investor perceptions of the

      10       investment risk reflected in the average result of those

      11       models?

      12            A.   I would say that in theory they are, and in

      13       practice we have to estimate certain unknown parameters

      14       in those models.  For instance, in the discounted cash

      15       flow we have to estimate the dividend yield and the

      16       growth rate.  In the risk premium we have to estimate

      17       the risk premium, and in the capital asset pricing model

      18       we have to estimate the beta and the risk premium on the

      19       market.  And generally we have to use data that is

      20       somewhat uncertain, because it is only an estimate of

      21       the future.

      22                 We don't know for sure what the investors'

      23       future expectations are.  We can only estimate those.

      24       So although it should, in theory, reflect their views of

      25       risk and their expectations of the future, we don't know
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       1       for sure that the average result, in fact, captures

       2       that, because we have to estimate certain parameters in

       3       the models.

       4                 (Off the record.)

       5                 MR. YOUNG:  Also, for folks on the phone, if

       6       you can put your phone on mute.  I think we are hearing

       7       some static.

       8       BY MR. YOUNG:

       9            Q.   Doctor Vander Weide, can you please discuss

      10       your understanding of the relationship between

      11       investors' expected return on investment relative to the

      12       perceived level of risk?

      13            A.   Yes.  Investors should normally expect a

      14       higher return the higher the risk, the higher their

      15       estimate of the risk, and a lower return the lower their

      16       estimate of the risk.

      17            Q.   So if I understand you correctly, you're

      18       saying that investors expect a greater return on an

      19       investment with a greater perceived level of risk

      20       relative to the required return from a less risky

      21       investment, correct?

      22            A.   Yes.

      23            Q.   And conversely, investors expect a lower

      24       return on equity on an investment with a lower perceived

      25       level of risk relative to the expected return from a

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        13

       1       more risky investment, correct?

       2            A.   Correct.

       3            Q.   Okay.  Turning to the business and financial

       4       risk, beginning on Page 13 of your Direct Testimony.

       5            A.   Yes, I'm there.

       6            Q.   Doctor Vander Weide, on Page 13 of your Direct

       7       Testimony you discuss several business and financial

       8       risks of investing in electric energy businesses, is

       9       this correct?

      10            A.   Yes, it is.

      11            Q.   Do you believe that investors are aware of the

      12       risk factors you identify here in your testimony?

      13            A.   Yes, I do.

      14            Q.   Do you believe that investors take these risk

      15       factors into account in making their investment

      16       decisions regarding electric utility stocks?

      17            A.   Yes, I do.

      18            Q.   Have investors continued to trade electric

      19       utility stocks?

      20            A.   Yes.

      21            Q.   Do investors understand the business and

      22       financial risks faced by electric utilities and evaluate

      23       those risks when making their decisions to trade?

      24            A.   They do.

      25            Q.   Keeping on Page 13 of your Direct Testimony,
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       1       starting on Line 9, demand uncertainty; do you see that?

       2            A.   Yes.

       3            Q.   You list the primary factors that affect

       4       business and financial risk of electric energy

       5       companies, is this correct?

       6            A.   Yes, it is.

       7            Q.   The factors include demand uncertainty,

       8       operating expense uncertainty, investment cost

       9       uncertainty, high operating leverage, high degree of

      10       financial leverage, and regulatory uncertainty, is that

      11       correct?

      12            A.   Yes, it is.

      13            Q.   In your opinion, Doctor Vander Weide, can you

      14       please tell me whether each risk factor is unique to

      15       Gulf or common to all investor-owned utilities for the

      16       following risk; demand uncertainty?

      17            A.   I can, I guess, answer them all at once, if

      18       you would like.  They are common to all electric energy

      19       companies, including Gulf.  And that is suggested by the

      20       sentence beginning on Page 7, where I say the business

      21       and financial risk of investing in electric energy

      22       companies, such as Gulf Power.  So they apply to all

      23       electric energy companies, including Gulf Power.

      24            Q.   Okay.  For the record, we will just go through

      25       them one at a time.
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       1            A.   Okay.

       2            Q.   Demand uncertainty, is it common or unique?

       3            A.   It's common.

       4            Q.   To all investor-owned utilities, right?

       5            A.   Electric utilities, yes.

       6            Q.   Operating expense uncertainty?

       7            A.   It's common.

       8            Q.   Investment cost uncertainty?

       9            A.   It's common.

      10            Q.   High operating leverage?

      11            A.   It's common.

      12            Q.   High degree of financial leverage?

      13            A.   Generally common.

      14            Q.   Can you explain when you say generally common?

      15            A.   Yes.  There would be some -- there is a

      16       potential that some electric utilities would not have as

      17       high a degree of financial leverage.  I believe Gulf

      18       Power does.  They have a high degree of financial

      19       leverage compared to nonutility companies, but in

      20       general, electric utilities have a higher degree of

      21       financial leverage.

      22                 (Off the record.)

      23       BY MR. YOUNG:

      24            Q.   Doctor Vander Weide, what about the regulatory

      25       uncertainty?
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       1            A.   That would relate to all electric utilities,

       2       including Gulf Power.

       3            Q.   Okay.  So if the business and financial risk

       4       factors are common to all IOUs, would you classify the

       5       risk as systemic?

       6            A.   No, I would not.  Systemic risk is risk that's

       7       related to all companies in the economy, whereas these

       8       are factors that primarily relate to electric utilities.

       9            Q.   Okay.  On Page 48 of your direct testimony.

      10            A.   That was 48?

      11            Q.   Yes, sir.

      12            A.   Yes, I'm there.

      13            Q.   Lines 17 through 20, can you take a minute to

      14       read that to yourself?

      15            A.   Okay.  Yes, I have read it.

      16            Q.   Okay.  You state that the companies in your

      17       proxy group are a similar risk to Gulf Power, is that

      18       correct?

      19            A.   Yes, it is.

      20            Q.   Can you please explain how your proxy group is

      21       similar in risk to Gulf?

      22            A.   Yes.  They all face the same common risk

      23       factors that you and I just discussed.

      24            Q.   And that will be the demand uncertainty,

      25       operating expense uncertainty, investment cost
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       1       uncertainty, high operating leverage, high degree of

       2       financial leverage, and regulatory uncertainty, correct?

       3            A.   Yes, and let me just clarify a minute.  What

       4       I'm saying in particular is that on average the group

       5       faces the same degree of risk.  I'm not claiming that

       6       every single company has exactly the same risk as Gulf

       7       Power.

       8            Q.   Okay.  Going back to Page 13, Line 21, and

       9       turning to the next Page, Page 14 through Line 4?

      10            A.   Right.

      11            Q.   Can you take a minute to read that to

      12       yourself, please?

      13            A.   Yes, I have read it.

      14            Q.   You state that operating expense uncertainty

      15       arises as a result of the cost of purchased power,

      16       storm-related expense, and high volatility in fuel

      17       prices, is this correct?

      18            A.   I'm trying to -- yes, I see the purchased

      19       power.  They weren't in quite the same order there, so

      20       I'm trying to pick up where those were said.  Purchased

      21       power, and what were the other ones that you mentioned?

      22            Q.   It's purchased power -- if you look on Page

      23       3 -- I mean, Page 14, Line 4.

      24            A.   Right.

      25            Q.   You see you have storm-related expenses?
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       1            A.   Yes.

       2            Q.   The prospect of increasing expense for

       3       security?

       4            A.   Yes.

       5            Q.   And high volatility of fuel price?

       6            A.   Yes.

       7            Q.   Or interruption of fuel supply.  Do you see

       8       that?

       9            A.   Yes.

      10            Q.   Okay.  So let me ask you the question for the

      11       record again.  On Page 13, Line 21, through Page 14,

      12       Line 4 of your Direct Testimony, you state operating

      13       expense uncertainties arises as a result of the cost of

      14       purchased power, storm-related expense, and high

      15       volatility in fuel prices, is this correct?

      16            A.   Yes.

      17            Q.   Keeping on Page 14 of your Direct Testimony,

      18       Lines 9 through 10, take a moment to read that to

      19       yourself, sir.

      20            A.   Yes, I have read it.

      21            Q.   You state that investment cost uncertainty

      22       arises due to the uncertainty in the environmental

      23       regulation and clean air requirements, correct?

      24            A.   Yes.

      25            Q.   Are you familiar with the cost-recovery clause
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       1       in Florida?

       2            A.   Yes.

       3            Q.   Would you agree, sir, that these cost-recovery

       4       clauses mitigate, to a degree, the uncertainty of

       5       operating expenses for Gulf?

       6            A.   They mitigate to a degree.  They don't

       7       eliminate these risks, and that mitigation is not unique

       8       to Gulf.  It's common to many other electric utilities

       9       across the country.

      10            Q.   You said that these cost-recovery clauses

      11       are -- I want to understand you correctly.  You said

      12       that these cost-recovery clauses mitigate the risks to a

      13       degree, but they don't eliminate, correct?

      14            A.   That's correct.

      15            Q.   And you said they are common to other IOUs

      16       across the nation?

      17            A.   To many other IOUs.

      18            Q.   Do any of these electric utility operating

      19       companies in your proxy group have access to any or all

      20       the cost-recovery mechanisms, or some other similar

      21       mechanisms?  Let me ask you this way, and let me --

      22            A.   Yes.

      23            Q.   And let me name the mechanisms, okay, the

      24       cost-recovery mechanisms.

      25            A.   Okay.
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       1            Q.   Fuel and purchased power cost-recovery clause.

       2            A.   Okay.

       3            Q.   In your proxy group, do they have access to --

       4       the companies you listed, do they have access to file

       5       for fuel and purchased power cost-recovery?

       6            A.   Let me preface my remarks by saying that I

       7       haven't -- in preparation for this proceeding, I haven't

       8       looked at every one of those companies, but I am

       9       generally familiar because I testify quite frequently

      10       for electric utilities, that most utilities have fuel

      11       and purchased power cost recovery clauses.

      12            Q.   Okay.  What about capital cost-recovery

      13       clause?

      14            A.   Many utilities have those, as well.

      15            Q.   In your proxy group, do they have -- do the

      16       companies in your proxy group, do they have access to

      17       petition for recovery of those clauses?

      18            A.   Yes.

      19            Q.   Okay.  Generating performance incentive

      20       factors, based on the proxy group you have?

      21            A.   I have not examined that particular one across

      22       the utilities, so I would say I'm uncertain on that.

      23            Q.   Environmental cost-recovery clause?

      24            A.   Well, first of all, let me say that my

      25       statement on Line 9 was uncertainty in environmental
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       1       regulations and clean air requirements.  I didn't

       2       specifically talk about the cost recovery associated

       3       with those, but I will say that because of the high

       4       importance that many states have assigned to clean air

       5       requirements and environmental regulations, they do

       6       allow some mechanism to reduce the prudent -- the

       7       recovery, the uncertainty of recovering prudently

       8       incurred environmental regulations and clean air

       9       requirements.

      10                 That's not to say that those things still

      11       don't have risks associated with them, because it's

      12       expected over time that environmental regulations and

      13       clean air requirements are going to have quite a large

      14       impact on regulated utilities across the country, and

      15       that there is also associated with that high cost impact

      16       regulatory uncertainty, and that it is not clear that

      17       customers are going to be -- will not respond to the

      18       cost increases once they see what they really are.

      19            Q.   All right.  What about conservation

      20       cost-recovery clause?

      21            A.   Most utilities have some form of that, yes.

      22            Q.   And when you say most utilities, are you

      23       talking about the utilities in your proxy group?

      24            A.   Well, the utilities in my proxy include most

      25       of the electric utilities that are publicly traded.  And
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       1       so when I say -- when I say most, I am referring as well

       2       to the ones in my proxy group.

       3            Q.   Okay.  What about purchased gas adjustment

       4       cost-recovery factors -- I mean, cost-recovery clause?

       5            A.   Most of the utilities have those, as well.

       6            Q.   Okay.  On Page 15 of your Direct Testimony,

       7       sir, Lines 13 through 16.

       8            A.   Yes, I'm there.

       9            Q.   Can you take a minute to read that to

      10       yourself?

      11            A.   I have.

      12            Q.   Okay.  You state that investors are painfully

      13       aware that regulators in some jurisdictions have been

      14       unwilling at times to set rates that allow companies an

      15       opportunity to recover their cost of service in a timely

      16       manner and earn a fair and reasonable rate of return, a

      17       reasonable return on investment, is that correct?

      18            A.   Yes.

      19            Q.   Are you aware of any rate case in which

      20       Florida -- in which the Florida Public Service

      21       Commission has been unwilling to set rates that allow an

      22       investor-owned utility an opportunity to timely recover

      23       their costs and earn a fair and reasonable return on

      24       investment?

      25            A.   I have not studied specific rate cases.  I can
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       1       only refer to investor reactions to several recent cases

       2       in which the bond rating agencies put several of the

       3       companies on credit watch, of the Florida utilities, and

       4       the evaluations of the regulatory environment of the

       5       Florida Commission was reduced from above average to

       6       average as a result of recent decisions.

       7            Q.   When you said you studied the market reaction,

       8       can you give specific examples?

       9            A.   I believe I just did.

      10            Q.   My question -- can you list those again?

      11            A.   Yes.  In particular, the Florida Power and

      12       Light decision, and I believe also the Progress -- the

      13       Florida Progress decision that the regulatory rating of

      14       the Florida Commission was lowered from being above

      15       average to being average by SNL, for example, and by

      16       Value Line.

      17            Q.   Do you know what these bond ratings are today

      18       that you just listed, you just stated -- you just named,

      19       excuse me?

      20            A.   Well, I do know by Value Line I just happen to

      21       read it because it came out in the latest issue of Value

      22       Line that had -- that was in late November.  It had the

      23       rating for Florida as being average for electric

      24       utilities.

      25            Q.   Do you know the bond rating for Progress
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       1       Energy Florida and for Florida Power and Light, the ones

       2       you mentioned?

       3            A.   Well, I wasn't referring to their bond

       4       ratings.  I was referring to the views on the regulatory

       5       environment in Florida in my most recent statements.

       6            Q.   Okay.  Can you please explain your opinion on

       7       the regulatory risk facing Gulf?

       8            A.   I have not assessed the regulatory risk facing

       9       Gulf in particular, because Gulf has not had a rate case

      10       in approximately ten years.  I think that the market

      11       will be eagerly looking at the results of this case in

      12       order to obtain more recent information on the

      13       regulatory environment facing Gulf.  But at this place

      14       in my testimony, I'm only talking about regulatory

      15       uncertainty as being one of the uncertainties that face

      16       all electric utilities, including Gulf Power.

      17            Q.   Okay.  On Page 16 of your Direct Testimony,

      18       Lines 11 through 13.

      19            A.   Yes.

      20            Q.   Can you take a moment to review that?

      21            A.   Yes.

      22            Q.   You state that the greater macroeconomic

      23       uncertainty increases the business and financial risk of

      24       investing in electric energy companies, correct?

      25            A.   Yes.
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       1            Q.   Would you agree with me, sir, that, by

       2       definition, macroeconomic uncertainties include behavior

       3       of the economy as a whole, in other words, systemic

       4       risk?

       5            A.   Well, I believe it does include the behavior

       6       of the economy as a whole.  I don't believe that one can

       7       so easily categorize systemic and unsystemic risks in

       8       practice because investors, I think, respond to both

       9       systemic and unsystemic risks.  They are very much

      10       aware, for instance, that energy sales and revenues have

      11       declined in some areas, including Gulf Power's area, as

      12       a result of uncertain and difficult economic times.  And

      13       I think that they are aware that the uncertain economic

      14       times also can cause investment uncertainty and

      15       regulatory uncertainty.  And I think that one can't just

      16       dismiss it by saying, well, it's systemic or it's

      17       unsystemic.  Those are real risks that investors are

      18       aware of.

      19            Q.   Okay.  In your opinion, does the macroeconomic

      20       uncertainty affect all electric energy companies,

      21       including the companies in your proxy, or is it unique

      22       to Gulf?

      23            A.   They affect all companies.  They would have

      24       greater effect on companies with high capital

      25       expenditures who are having to make large investments in

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        26

       1       the face of the uncertainty regarding demand and the

       2       uncertainty regarding the state of the economy, but I

       3       believe they affect all electric utilities, including

       4       those in my proxy group.

       5            Q.   Okay.  On Page 17 of your Direct Testimony,

       6       Lines 22 through 24 --

       7            A.   Yes.

       8            Q.   -- you state that the greater projected

       9       capital expenditures increase the business and financial

      10       risk of investing in electric energy companies, correct?

      11            A.   Yes.

      12            Q.   And, in your opinion, sir, are the greater

      13       projected capital expenditures common to all electric

      14       energy companies, including the companies in your proxy

      15       group?

      16            A.   As a general statement, I believe they are,

      17       because virtually all of the electric utilities are

      18       facing the same environment with regard to environmental

      19       regulations and clean air standards, and they all are

      20       going to have to make heavy investments to mitigate and

      21       meet the -- or mitigate the effects of those increased

      22       standards for the environment, and that certainly

      23       affects most of the companies, if not all of the

      24       companies in my proxy group, including Gulf Power,

      25       which, of course, is not in my proxy group, because it
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       1       is not publicly traded.

       2            Q.   Okay.  So you would agree that this risk is

       3       not unique to Gulf?

       4            A.   Yes.

       5            Q.   Okay.  Have you done a comparison of Gulf's

       6       capital expenditure program to capital expenditure

       7       programs of other electric energy companies, including

       8       the companies in your proxy group?

       9            A.   No, I haven't, but I have read the company

      10       testimony on capital expenditures, which says that it is

      11       going to be at a high level for the next several years.

      12            Q.   Okay.  But just for the record, you have not

      13       done a comparison, correct?

      14            A.   That's correct.

      15            Q.   On Page 19 of your Direct Testimony, Lines 9

      16       through 17, can you please take a moment to read that to

      17       yourself?

      18            A.   Yes, I will.  I have read it.

      19            Q.   You state that the risks of investing in

      20       electric energy companies, such as Gulf, can be

      21       distinguished from the risk of investing in companies in

      22       many other industries, correct?

      23            A.   Yes.

      24            Q.   Can you please describe or list the many other

      25       industries to which you refer?
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       1            A.   I am referring to -- this is a general

       2       statement, it's not a comparison with any particular

       3       other industry.  It's a statement that compares

       4       generally to nonutility industries.  And what it says is

       5       that basically the utility business, especially the

       6       electric utility business, is very capital intensive.

       7       It takes a lot of investment relative to sales.  The

       8       relative assets to sales ratio, for example, for

       9       electric utilities is quite a bit larger than is for

      10       other industries.  It takes a longer time to build

      11       electric plants than plants in most other industries,

      12       and the plant cannot be used for other purposes.  It's

      13       largely irreversible once it's built, and so that is

      14       what I was referring to in this sentence.

      15            Q.   Okay.  Have you done a study on a comparison

      16       of the assets for sales ratio?

      17            A.   I have taught at a graduate school of business

      18       for almost 40 years, and I talk frequently about the

      19       sales-to-asset ratio of companies and look at

      20       information on that, because it's a factor in

      21       determining the rate of return that the company earns.

      22       That's called basically the turnover ratio, and it's a

      23       key factor in what is called the duPont formula for

      24       understanding the return on equity.  And for companies

      25       like grocery stores the turnover ratio is very high in
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       1       the sense that the revenues compared to the assets --

       2       the revenues are many times the assets.  The assets

       3       basically turnover every couple of weeks, because all

       4       the food in the store is sold every couple of weeks.

       5                 For an electric utility, the revenue-to-assets

       6       ratio is very low compared to most other industries from

       7       my 40 years of experience studying those industries in a

       8       business school environment and in a practical

       9       environment.

      10            Q.   Have you compared the IOUs to the other

      11       industries?

      12            A.   Yes, I believe I just answered that I have.

      13       Not numerically, but I have experience in discussing

      14       these other industries as part of my teaching experience

      15       at Duke for 40 years.

      16            Q.   Okay.  Do you know if the companies in those

      17       many other industries have cost-recovery mechanisms that

      18       allow for direct recovery of costs on a

      19       dollar-for-dollar basis?

      20            A.   Well, I'm not so sure about the last part of

      21       your statement, direct recovery on a dollar-for-dollar

      22       basis.  It's my understanding that these are mechanisms

      23       for recovering more rapidly prudently incurred costs,

      24       and there is no certainty in the recovery of those

      25       costs.  The same level of prudence is still required as
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       1       all capital expenditures of utilities.  It just recovers

       2       it on a more rapid basis, if they are prudent.

       3            Q.   Do the companies in the many other industries,

       4       as you stated in your testimony, have a capital

       5       market -- a captive market, excuse me?

       6            A.   I'm not sure I understand what you mean by a

       7       captive market?

       8            Q.   Well, in terms of being the sole provider in

       9       certain regions, i.e., a monopoly.

      10            A.   Companies that are unregulated don't have a

      11       franchise to provide service in a territory, and they

      12       generally would face more competition than electric

      13       utilities.  That doesn't mean because you have a

      14       franchise that people have to buy from you.  They can

      15       purchase less electricity as is certainly the case for

      16       Gulf Power and most other electric utilities in the last

      17       several years.  And if there are fewer housing starts,

      18       there will be fewer installations of electric facilities

      19       within a home, and if there are fewer businesses moving

      20       into the area there will be a lower demand for

      21       electricity.

      22                 MR. YOUNG:  One second, please.

      23       BY MR. YOUNG:

      24            Q.   Would you agree with me, sir, that in Florida

      25       electric company customers do not have a choice to go to
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       1       a competitor, correct?  You would agree with that

       2       statement, correct?

       3            A.   You're talking about retail customers, is that

       4       correct?

       5            Q.   Yes.

       6            A.   Retail customers generally do not have a

       7       choice to go to a competitor.  They do have a choice of

       8       how much power they use.

       9            Q.   Okay.  Do you know of any investor-owned

      10       utilities in Florida losing revenue as a result of the

      11       greater capital intensity of the electric energy

      12       business?

      13            A.   I'm not sure I understand the question.  Are

      14       you saying that I have asserted that they have lost

      15       revenues as a result of the greater capital intensity of

      16       the business?

      17            Q.   Look at Page 19, starting on Line 11, do you

      18       see -- start off, "First, the risks of investing in

      19       electric energy companies are increased because of the

      20       greater capital intensity of electric energy business

      21       and the fact that most investors in electric energy

      22       facilities are largely irreversible once they are made."

      23            A.   Yes.  That statement refers to the costs, both

      24       the capital costs and the operating costs of the

      25       electric utility business, not the revenues.
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       1            Q.   All right.  Well, do you know of any

       2       investor-owned utility in Florida that's losing or is

       3       experiencing higher costs as a result of the greater

       4       capital intensity of the electric energy business?

       5            A.   The risk relates to the future.  And as I have

       6       explained in this section, electric utilities are having

       7       to make a large amount of capital expenditures in order

       8       to respond to legislation and regulations regarding the

       9       environment and clean air.  And investors are aware that

      10       those investments are going to raise the price of

      11       electricity, and that customers are likely to react to

      12       that price increase either by reducing their power or by

      13       exerting legislative or regulatory pressure in some way

      14       to resist those price increases associated with the

      15       investments that are mandated investments, essentially.

      16            Q.   One second.  Two things, Doctor.  One, you

      17       would agree that they are not going to go bankrupt as a

      18       result, correct?

      19            A.   I don't think I can make that statement with

      20       certainty.  Pacific Gas and Electric went bankrupt in

      21       the late 1990s, and it happened so fast that they went

      22       from being an A-rated utility to being a junk bond in

      23       about six months.

      24            Q.   Let me rephrase it.  It's unlikely that they

      25       will go bankrupt as a result?
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       1            A.   I think it is unlikely they would go bankrupt,

       2       but equity investors aren't just concerned with

       3       bankruptcy risk.  They are concerned with variability in

       4       their return on investment.

       5            Q.   Okay.  Moving to the discounted cash flow, the

       6       DCF model.  Doctor Vander Weide, as part of your

       7       testimony in this proceeding, you conducted a discounted

       8       cash flow analysis, correct?

       9            A.   Yes.

      10            Q.   And the DCF model is a dividend discounted

      11       model, correct?

      12            A.   Yes.

      13            Q.   Is the application of the DCF model that you

      14       have used in this proceeding consistent with the manner

      15       you applied the DCF model in past testimony?

      16            A.   Yes, I believe it is.

      17            Q.   On Page 29 of your Direct Testimony, sir,

      18       Lines 1 and 2, you state that you applied the DCF

      19       approach to the Value Line electric companies shown in

      20       your Exhibit JVW-1, Schedule 1, is that correct?

      21            A.   Yes.

      22            Q.   Can you please turn -- do you have your

      23       Exhibit JVW-1, Schedule 1 with you?

      24            A.   Yes, I do.

      25            Q.   Can you please turn to that Schedule 1, that
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       1       exhibit, Schedule 1?

       2            A.   I have it in front of me.

       3            Q.   Okay.  Is this a list of companies in your

       4       proxy group?

       5            A.   Yes.

       6            Q.   Have you prepared a study to identify the

       7       regulated investor-owned utilities associated with each

       8       of the electric companies listed in this Exhibit JVW-1,

       9       Schedule 1?

      10            A.   I have not prepared a study.  I'm generally

      11       familiar with the regulated utilities associated with

      12       these companies, but I haven't prepared a list of them

      13       because there was no need to do so.

      14            Q.   Okay.  Have you prepared a study of the equity

      15       ratio for each regulated IOU associated with each of the

      16       electric companies listed in the Exhibit JVW-1, Schedule

      17       1?  And by equity ratio, I mean common equity dividends

      18       by the sum of common equity, preferred stock, long-term

      19       debt, and short-term debt.

      20            A.   And am I correct in assuming that you mean the

      21       book values of debt and equity shown on the companies'

      22       financial statements?

      23            Q.   Either one.

      24            A.   I have prepared a study of the market values

      25       of debt and equity, and, indeed, that was the source of
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       1       my financial risk adjustment.

       2            Q.   Okay.  One second, please.  Doctor Vander

       3       Weide, is that in your testimony?

       4            A.   Yes.  It's on Exhibit JVW-1, Schedule 9, Page

       5       1 of 1.

       6            Q.   Okay.  And it's my understanding that you have

       7       not done one for book value, correct?

       8            A.   That's correct.

       9            Q.   Okay.  Have you prepared a study to identify

      10       the current authorized return on equity for each

      11       regulated IOU associated with each of the proxy

      12       companies listed in Exhibit JVW-1, Schedule 1?

      13            A.   I have not prepared a study for each

      14       individual company, although in my Rebuttal Testimony I

      15       do -- and especially in the section relating to

      16       Mr. Gorman's risk premium analysis, where he does a

      17       study of the allowed returns over the last several

      18       years, and I look at those allowed returns of electric

      19       utilities over the last several years and compare them

      20       to interest rates, and so I'm generally aware of what

      21       allowed returns have been.

      22            Q.   Okay.  Are the majority of the companies in

      23       your proxy group listed in Exhibit JVW-1, Schedule 1,

      24       holding companies or parent companies of regulated

      25       electric companies?
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       1            A.   Yes.

       2            Q.   Going back to Page 29 of your Direct

       3       Testimony, Lines 21 through 22, you state that the DCF

       4       model requires reliable estimates, a reliable estimate

       5       of a company's expected future growth, is this correct?

       6            A.   Yes, it is.

       7            Q.   The growth rate used in the DCF model is an

       8       approximation of investors expected growth in cash flow,

       9       correct?

      10            A.   Yes.

      11            Q.   And the cash flow that investors receive are

      12       dividends, correct?

      13            A.   Well, that is -- as a discounted cash flow

      14       model is formulated, that's correct, but it's also true

      15       that it's assumed that dividends, and earnings, and cash

      16       flow, and book value all grow at the same rate.  And,

      17       furthermore, there have been numerous studies of what it

      18       is that investors capitalize when they price companies,

      19       including electric utilities, and it's widely recognized

      20       that it's earnings that are priced in the capital

      21       markets, and that's why there is an industry of analysts

      22       who estimate future earnings growth, whereas there's not

      23       nearly as much attention paid on dividend growth or book

      24       value growth.

      25                 So that although technically it requires
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       1       dividend growth, I guess the bottom line of my answer is

       2       that in practice it's earnings growth that is commonly

       3       used as the forecast of future growth.

       4            Q.   Okay.  So let me ask you this, why did you

       5       choose to use earnings per share and not dividends per

       6       share for your expected future growth in the application

       7       of the DCF model?

       8            A.   Because the market generally capitalizes

       9       earnings per share growth.  When I say capitalizes, I

      10       mean it's reflected in the price, and because there is

      11       much more information available for the reasons that I

      12       have just discussed on earnings growth than there is

      13       dividend growth, because that's the growth that

      14       investors are interested in.

      15            Q.   Okay.  On Page 32 of your Direct Testimony,

      16       Lines 8 through 10, and we're looking at risk premium

      17       models.

      18            A.   I'm there.

      19            Q.   All right.  You are there on Page 32, Line 8

      20       through 10?

      21            A.   Yes.

      22            Q.   All right.  You state that your ex ante risk

      23       premium method is based on your study of the DCF

      24       expected return on a proxy group of electric companies

      25       compared to the interest rate on Moody's A-rated utility
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       1       bonds, correct?

       2            A.   Yes.

       3            Q.   Can you please turn to your Exhibit JVW-2,

       4       Appendix 4?

       5            A.   I'm asking for a copy of Appendix 4.  I don't

       6       have the appendices with me, but I have now been handed

       7       it.

       8            Q.   Okay.  Sir, this exhibit contains a detailed

       9       description of the ex ante risk premium methods,

      10       correct?

      11            A.   Yes.

      12            Q.   And this Exhibit JVW-2, Appendix 4,

      13       Page 1 of 4, the DCF proxy -- quote, unquote, the DCF

      14       proxy is the average DCF estimated cost of equity on a

      15       portfolio of proxy companies, is this correct?

      16            A.   Yes.

      17            Q.   What is the value of the average -- what is

      18       the value of the average DCF proxy estimated cost of

      19       equity?

      20            A.   Well, first of all, just as background in the

      21       ex ante risk premium approach, I estimate the cost of

      22       equity in each month over numerous years, I believe it

      23       is like 111 months.  And I compare that DCF estimate in

      24       each of those months to the interest rate in each of

      25       those months to obtain a risk premium by month over
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       1       those many years.  And then I look statistically at what

       2       the relationship is between the level of the risk

       3       premium and the interest rate.  And I find that when

       4       interest rates go up, the risk premium goes down, and

       5       when interest rates go down, as they have more recently,

       6       the risk premium goes up.  And so I use that regression

       7       relationship to predict what the current required risk

       8       premium is, and then I add that required risk premium to

       9       the forecasted level of the interest rate to produce a

      10       cost of equity.  The cost of equity produced is

      11       described in the section beginning on Page 32 and is

      12       stated on Page 33.

      13            Q.   All right.  What I'm asking is do you know

      14       what is the average value of the results of the DCF

      15       proxy for your group?

      16            A.   The average result over all the months?

      17            Q.   Yes.

      18            A.   No, I don't.  Unless I happen to show it in my

      19       schedule, I'm not sure that I do, because -- no, I

      20       don't.  The average is completely irrelevant when there

      21       is such a strong statistical relationship between the

      22       DCF result and the interest rate.  What is relevant is

      23       what is the correct risk premium for the current level

      24       of interest rates.

      25            Q.   Okay.  In this analysis you state that you
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       1       begin with the Moody's group of 24 electric companies,

       2       correct?

       3            A.   Yes.

       4            Q.   Keeping with the Exhibit JVW-2, Appendix 4,

       5       can you please turn to Page 4 of 4, Table 1?

       6            A.   Yes.

       7            Q.   Table 1 lists the electric companies in your

       8       proxy group of companies for your ex ante risk premium

       9       methods, correct?

      10            A.   Correct.

      11            Q.   Now, can you please turn to Exhibit JVW-1,

      12       Schedule 1, attached to your Direct Testimony.

      13            A.   Yes.

      14            Q.   This exhibit shows the proxy group for the

      15       stand-alone DCF model, correct?

      16            A.   Yes.

      17            Q.   Is the proxy company group in Exhibit JVW-2,

      18       Appendix 4, the same as the proxy company group in

      19       Exhibit JVW-1, Schedule 1?

      20            A.   No, and I explain the reason for that in my

      21       testimony.  The reason is that in the ex ante risk

      22       premium method, I have to -- I estimate the DCF cost of

      23       equity every month over the last 111 months, and it

      24       would be very, very costly to check every month exactly

      25       which companies met my criteria for inclusion in my DCF
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       1       method as I did in my DCF method.  I had a set of

       2       criteria to check whether they had a certain number of

       3       analysts, whether they had paid a dividend in every

       4       quarter for the last two years and had no declines in

       5       dividends over this period of time.  I checked in that

       6       method what their bonds ratings were to see if they were

       7       investment grade.

       8                 That would have been far too costly.  So

       9       although they are not the same companies in JVW-2,

      10       Appendix 4, they reduced the cost of the study because I

      11       have a constant set of companies that I can use in every

      12       period, and I only eliminate them if they don't have a

      13       dividend in that period or they don't have an earnings

      14       forecast.

      15                 But although there is a disadvantage that I

      16       don't apply, I don't check whether they meet my

      17       standards in every period, there is the offsetting

      18       advantage that I'm able to look at the relationship

      19       between the DCF result and the interest rate which gives

      20       me some very valuable additional information on the cost

      21       of equity.  And particularly it tells me that with a

      22       very high degree of statistical certainty investors

      23       demand a higher risk premium when interest rates are low

      24       than they do when interest rates are high, and that

      25       relationship can be used to obtain a different estimate
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       1       of the cost of equity than with just a single DCF

       2       application using current data.

       3            Q.   All right.  Sir, can you please discuss your

       4       understanding of the difference between earned returns

       5       and expected returns?

       6            A.   Yes.  Earned returns are returns that result

       7       from past performance of the company, and there are two

       8       categories of earned and two categories of expected.

       9       There is earned returns based on accounting data and

      10       expected accounting returns, and there are earned

      11       returns based on market data and expected market

      12       returns.  In both cases the earned return always

      13       reflects the results of past actions of the company, the

      14       expected return is what investors expect going forward.

      15            Q.   Okay.  And in your opinion are earned returns

      16       a reliable means of estimating expected returns?

      17            A.   Not by themselves, and especially one has to

      18       keep in mind the distinction between book earned returns

      19       and, again, market earned returns.  But with regard to

      20       forming the -- investors are always interested in

      21       expected returns.  They don't make investments based

      22       solely on past returns, they base investment decisions

      23       on their expected returns for the future.  It's just

      24       that in some cases the actual returns may inform their

      25       expectations about future returns.
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       1            Q.   Okay.  In terms of the risk premium model,

       2       what does a negative risk premium mean?

       3            A.   A negative risk premium means that investors

       4       expect to -- if we're talking about expected returns,

       5       investors expect to earn a return on stock which is less

       6       than the expected return on a bond investment, which by

       7       its very nature is counter to the basic principle that

       8       the higher the risk the higher the return.

       9            Q.   Would you rely on a negative risk premium in

      10       your determination of expected rate of return on an

      11       equity investment?

      12            A.   I don't believe that there could be a negative

      13       expected risk premium.  However, in the course of

      14       forming expectations of the future using actual returns

      15       such as in my ex post risk premium study, I believe that

      16       investors could look at the average risk premium over

      17       many years.  And that average risk premium is certainly

      18       positive.  And the reason that it is not positive in

      19       every year is that things turned out different than what

      20       was expected in some years.  They always expected to

      21       earn a positive risk premium, but as a result of

      22       unexpected circumstances, stock prices went down, say,

      23       instead of up, they, in fact, earned a negative risk

      24       premium.

      25                 But on average, especially if you take enough
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       1       years, such as the period 1926 to the present, as I did,

       2       one would believe that there are some additional

       3       information, it wouldn't be the only method I would use,

       4       but there is some additional information that can be

       5       obtained by looking at the average risk premium using

       6       market data over that length of time.

       7            Q.   Can you please turn to Exhibit JVW-1, Schedule

       8       3?

       9            A.   Yes, I'm there.

      10            Q.   Would you agree with me, sir, that 29 of the

      11       74 annual periods in the comparative returns on the S&P

      12       500 stock index and the Moody's A-Rated utility bonds

      13       from 1937 to 2008 resulted in a negative risk premium?

      14            A.   I'm sorry, did you say the average was

      15       negative?

      16            Q.   No, I said the -- let me repeat the question.

      17       Would you agree with me that the 79 (sic) out of the 74

      18       annual periods in the comparative returns on the S&P 500

      19       stock index and the Moody's A-Rated utility bonds from

      20       1937 to 2008 resulted in a negative risk premium?

      21                 MR. MELSON:  Objection to the form of the

      22       question.  I think you said 79 out of 74.

      23                 MR. YOUNG:  I'm sorry, 29 out of 74.

      24                 MR. GRIFFIN:  Okay.

      25                 THE WITNESS:  I would accept that subject to
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       1       check.

       2       BY MR. YOUNG:

       3            Q.   And in the annual periods that resulted in a

       4       negative risk premium for the market as a whole, did

       5       A-rated utility bonds earn higher returns than stocks?

       6            A.   Yes, they did.  That is what a negative risk

       7       premium is.  But, again, that is not a measure of

       8       expected returns.  Expected risk premiums are always

       9       positive because of uncertainty.  And maybe an example

      10       would be helpful.  If a person has a batting average of

      11       300, that doesn't mean that they always get three hits

      12       out of ten times at bat every ten times at bat.  They

      13       might go 20 times at bat without a hit.  But on average,

      14       they hit 300.  And that's what makes them valuable is

      15       that on average they get three hits every ten times at

      16       bat, even though sometimes they are in a slump, and that

      17       is also true about the stock market.

      18            Q.   Okay.  On Page 34 of your Direct Testimony,

      19       Lines 13 through 14.

      20            A.   That was 34?

      21            Q.   Yes, sir.

      22            A.   Yes, I'm there.

      23            Q.   You state that the risk premium on the S&P 500

      24       stock portfolio is 4.6 percent, correct?

      25            A.   Yes.
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       1            Q.   Staying on Page 34 of your direct testimony,

       2       Lines 17 through 19, you state that the return on the

       3       S&P utility stock portfolio exceeds the return on

       4       Moody's A-Rated utility bonds portfolio by 4.1 percent,

       5       correct?

       6            A.   Yes.

       7            Q.   Could you please explain your understanding of

       8       the relationship between these two risk premiums?

       9            A.   I'm not sure I understand the question.  In

      10       what sense do you want me to explain the relationship?

      11       You know, one is higher than the other.  Is there some

      12       additional relationship you want me to explain?

      13            Q.   That's fine with me.  I think you sufficed my

      14       concerns.  Would you agree, sir, that the lower risk

      15       premium for the S&P utility stock portfolio compared to

      16       the S&P 500 stock portfolio indicates that investors

      17       believe that the S&P utilities index is less risky than

      18       the S&P 500 index?

      19            A.   I believe if you -- in a certain sense.  In

      20       the sense that on average over the period 1937 to the

      21       present investors considered the utility stock index to

      22       be less risky than the S&P 500.  That doesn't say that

      23       information on the two combined can't be useful in

      24       determining the required risk premium on utilities

      25       today.  Because as I explain in my testimony, it's my
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       1       opinion that investors believe that the utility

       2       environment today is riskier than it was on average from

       3       1937 to the present.  There are factors that are

       4       occurring such as the new environmental regulations,

       5       renewable portfolio standards, macroeconomic

       6       uncertainty, all the factors that I have discussed in my

       7       testimony that make the average performance of -- or

       8       make utilities today riskier than they were on average

       9       over the period '37 to the present.

      10                 And given that utilities are riskier than they

      11       were on average over that period, it's useful to also

      12       include information on the returns on the S&P 500 over

      13       this period, because the risk of the utilities today are

      14       somewhere in between the risk of the -- the average risk

      15       of the utilities over this long period and the average

      16       risk of the S&P 500 over this long period.

      17                 MR. YOUNG:  Okay.  With that response, Doctor

      18       Vander Weide, we will take a five-minute break.

      19                 MR. MELSON:  Can we take it ten?

      20                 MR. YOUNG:  A ten-minute break.  We'll come

      21       back at 15 after.

      22                 THE WITNESS:  Okay.

      23                 (Recess.)

      24                 MR. YOUNG:  Back on the record.

      25
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       1       BY MR. YOUNG:

       2            Q.   We are now returning to the CAPM model, which

       3       is the capital asset pricing model.

       4            A.   Yes.

       5            Q.   Beginning on Page 38 of your Direct Testimony,

       6       you discuss the capital asset pricing model, correct?

       7            A.   That is correct.

       8            Q.   And is this application of the capital asset

       9       pricing model, which is CAPM, you have used in this

      10       proceeding consistent with the manner you apply the CAPM

      11       in the past testimonies you provided?

      12            A.   To the best my knowledge it is.  I certainly

      13       intended for it to be.

      14            Q.   Okay.  What are the primary assumptions of the

      15       capital asset pricing model?

      16            A.   Well, I don't know if one can just

      17       specifically list a comprehensive set of assumptions.

      18       It's basically that investors -- the required returns

      19       are based on risk, that investors care primarily about

      20       the mean and variance of return in the market value of

      21       their portfolio, and they measure risk by the variance

      22       of return on the market value of their portfolio.  And

      23       when I say variance, I mean expected variances.

      24       Everything is forward-looking.  That they are able to

      25       diversify their investments and purchase an asset that

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        49

       1       includes all the assets in the economy.  And, of course,

       2       then there is always the assumption that one can measure

       3       forward-looking things such as the forward-looking

       4       variance of return on investment and the forward-looking

       5       beta of the security, and so on.

       6            Q.   Are all of these assumptions completely

       7       consistent with the actual experience?

       8            A.   No.  In fact, I show that, in fact, there has

       9       been a lot of tests of the capital asset pricing model,

      10       and, in general, although it is a very interesting

      11       theory, and indeed someone has won the Nobel Prize for

      12       their thoughts on the capital asset pricing model, the

      13       evidence is that the CAPM underestimates the cost of

      14       equity for companies with betas less than one, and it

      15       overestimates the cost of equity for companies with

      16       betas greater than one.

      17            Q.   Do some of these assumptions need to be

      18       relaxed in order for this model to be applied in

      19       practice?

      20            A.   Yes.

      21            Q.   In your opinion, does relaxing certain

      22       assumptions of the capital asset pricing model limit the

      23       model's reliability as a tool for estimating the cost of

      24       capital of Gulf -- the cost of equity of Gulf?

      25            A.   Yes, I believe it does.  In fact, I would note
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       1       that all three of the witnesses who presented cost of

       2       equity testimony in this proceeding give no weight to

       3       the results of the CAPM.

       4            Q.   Fair rate of return and capital structures,

       5       changing subjects.  On Page 47 of your Direct Testimony,

       6       Lines 11 through 13 --

       7            A.   Yes.

       8            Q.   -- you state that the financial risk

       9       associated with Gulf's book value capital structure is

      10       greater than the financial risk reflected in the cost of

      11       equity estimates in your proxy group, is this correct?

      12            A.   Yes, it is.

      13            Q.   At Line 21, you indicated -- you indicate the

      14       composition capital structure -- composite capital

      15       structure, excuse me, for your proxy companies contain

      16       approximately 55 percent common equity, correct?

      17            A.   That is correct.

      18            Q.   And on Page 48 of your Direct Testimony, Line

      19       6, you indicate that Gulf's ratemaking capital structure

      20       contains approximately 46 percent common equity, is this

      21       correct?

      22            A.   Yes, it is.

      23            Q.   Is it your opinion that Gulf has a greater

      24       financial risk because it has less common equity in its

      25       capital structure than the common equity contained in
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       1       the average market value capital structure of your proxy

       2       companies?

       3            A.   Well, first of all, let me say that it is my

       4       opinion that they have more financial risk, and when

       5       everyone uses the phrase less or more one has to say

       6       compared to what.  And in this instance, they have more

       7       financial risk than is reflected in my cost of equity

       8       estimates for my proxy companies.  That is the cost of

       9       equity estimates for my proxy companies reflect a lower

      10       level of financial risk than is represented by Gulf

      11       Power's ratemaking capital structure.

      12            Q.   Okay.  Can you explain, sir, why in your

      13       analysis you have compared Gulf's book value capital

      14       structure of 46 percent equity to the average market

      15       value capital structure of 55 percent equity for your

      16       comparable company groups?

      17            A.   Yes.  First of all, in estimating the cost of

      18       equity, I looked at the market value capital structures

      19       of my proxy group, because it's widely recognized that

      20       investors measure financial risk in the marketplace --

      21       equity investors, that is, look at financial risk in the

      22       marketplace based on market value capital structures.

      23       And that is because financial risk for equity investors

      24       relates to the variability of return on investment.  And

      25       the variability of return on an equity investment is
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       1       dependent on the market value of the capital structure,

       2       not the book value of the capital structure.

       3                 So there is no doubt in my mind or in the

       4       minds of the financial experts in general that financial

       5       risk that is reflected in stock prices is based on the

       6       market value capital structures of the companies whose

       7       stock prices one is considering.

       8                 The next question then is when we estimate the

       9       cost of equity for a set of proxy companies whose risk

      10       is -- in using stock prices that reflect the market

      11       values of their capital structures, is it legitimate to

      12       apply that cost of equity to a company's book value

      13       capital structure?  And the answer, in my opinion, is

      14       that one cannot simply apply it to the book value

      15       capital structure without adjusting for the difference

      16       in the financial risk embedded in the cost of equity

      17       compared to the financial risk reflected in the capital

      18       structure that we are applying it to.

      19                 It is totally inconsistent to take a cost of

      20       equity for a lower risk capital structure and apply it

      21       to a capital structure that has greater financial risk.

      22       And that's the case we have here.  And I don't care

      23       whether we call it market value or book value, the fact

      24       is that the capital structure investors are looking at

      25       when they estimate market values and they estimate their
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       1       required return on an investment as a market value

       2       capital structure, and we are now applying it to a book

       3       value capital structure that has greater financial risk.

       4       Hence, the need for the adjustment.

       5            Q.   Okay.  How does the Southern Company's market

       6       value equity ratio compare to the market value average

       7       equity ratio of your proxy group?

       8            A.   Southern Company's?

       9            Q.   Yes.

      10            A.   I use the average for the proxy group

      11       because -- first of all, let me explain why I use the

      12       average for the proxy group, and then I will answer your

      13       question.

      14                 The average for the proxy group, I used them

      15       because I used the proxy group to estimate the cost of

      16       equity, and so it's the average capital structure for

      17       the proxy group that is reflected in my cost of equity.

      18                 Now, with regard to Southern Company, that

      19       would be shown on Exhibit JVW-1, Schedule 9, Page 1 of

      20       1.  And Southern Company's market value capital

      21       structure has 60 percent equity and 40 percent debt and

      22       preferred.

      23            Q.   Okay.  Based on that, sir, would you agree

      24       that -- would you agree that based on the market value

      25       equity ratio of 60 percent for the Southern Company,
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       1       compared to the 55 percent market value equity ratio of

       2       your proxy group, that Southern Company has less

       3       financial risk than your proxy group?

       4            A.   I would agree that that is the fact for

       5       Southern Company, but we are not applying the cost of

       6       equity for the proxy companies to Southern Company's

       7       capital structure as measured by market values of debt

       8       and equity.  If we were to apply the average cost of

       9       equity from my proxy companies to Southern Company's

      10       60 percent equity capital structure, I would agree that

      11       there would have to be a downward adjustment to the cost

      12       of equity to reflect Southern Company's -- to reflect

      13       the fact that we are applying the cost of equity to a

      14       company's -- to a capital structure that reflects lower

      15       financial risk.  However, that's not what we're doing in

      16       this case.

      17                 We are applying -- we are taking the cost of

      18       equity that reflects 55 percent equity, and we are

      19       applying it to a capital structure with only 46 percent

      20       equity.  And if we do that -- and since 46 percent

      21       equity is a capital structure with greater financial

      22       risk than one with 55 percent equity, we need to make an

      23       adjustment.

      24            Q.   Okay.  On Page 46 of your Direct Testimony,

      25       Lines 20 through 21, you conclude that the cost of
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       1       equity for your proxy group is 10.8 percent, correct?

       2            A.   Yes.

       3            Q.   On Page 29 of your Direct Testimony, Lines 1

       4       through 3 -- excuse me, on Page 49, Page (sic) 1 through

       5       3, you are recommending Gulf be allowed a fair rate of

       6       return on common equity of 11.7 percent, correct?

       7            A.   Yes.

       8            Q.   Can you please explain how you got from the

       9       cost of equity capital of 10.8 percent for your proxy

      10       group to a cost of equity capital of 11.7 percent for

      11       Gulf?

      12            A.   Yes.  It would be helpful if you look at

      13       Exhibit JVW-1, Schedule 10, where I have explained my

      14       calculation.  And for this calculation, I started with

      15       the capital structure of the proxy group, which in the

      16       second box from the top has 55.08 percent equity,

      17       4.59 percent short-term debt, et cetera, and I look at

      18       the after-tax cost of each component of that capital

      19       structure, and you can see there that the 10.8 is

      20       applied to the 55.08 percent common equity.  And when

      21       one applies the 10.8 to the 55 percent equity and

      22       applies the other cost elements, one gets an after-tax

      23       weighted cost of capital for the proxy companies of

      24       7.337 percent.

      25                 Since Gulf Power has the same or approximately
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       1       the same indistinguishably different business and

       2       financial risk, or business risk in particular than the

       3       other companies, they should have the same weighted

       4       average cost of capital as the proxy companies.  But as

       5       you can look at the lower box, Gulf Power is only going

       6       to be able to get a return based on a 46.26 percent

       7       common equity ratio.  So I calculate what cost of equity

       8       one would have to have for Gulf Power in order to give

       9       them the same after-tax weighted average cost of capital

      10       as the proxy group, and that turns out be 11.7 percent.

      11            Q.   Can you please turn to Exhibit JVW-1, Schedule

      12       9, attached to your Direct Testimony?

      13            A.   Yes.

      14            Q.   Can you briefly explain what this exhibit

      15       shows?

      16            A.   Yes.  It shows the market value capital

      17       structure composite of the proxy companies.  It shows it

      18       for each company, and then it sums the numbers down the

      19       column to get a composite capital structure for the

      20       proxy companies.  It's based on the market value of

      21       equity.

      22            Q.   Can you flip the page to JVW-1, Schedule 10?

      23            A.   Yes.

      24            Q.   Schedule 10 for Gulf is the approximate book

      25       value capitalization ratio for the 2012 projected test
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       1       year, correct?

       2            A.   Yes, that's correct.  At the bottom of the

       3       exhibit, that is.

       4            Q.   Okay.  Your calculations outlined in this

       5       exhibit uses market value capitalization ratio over your

       6       comparable company group and book value capitalization

       7       ratio for Gulf, correct?

       8            A.   Yes, and appropriately so for the reasons

       9       described earlier that the risk that's embedded in my

      10       cost-of-equity estimate is based on the market value

      11       capital structure of the proxy group, and it's being

      12       applied to a capital structure that has greater

      13       financial risk than my proxy group.

      14            Q.   Do you know what the average market value

      15       capitalization ratio is for Gulf?

      16            A.   Gulf does not have a market value

      17       capitalization because the stock is not publicly traded.

      18            Q.   Okay.  Do you know what the average book value

      19       capitalization ratio is for your proxy group?

      20            A.   I did not do that calculation because it

      21       wasn't relevant to my estimate of the cost of equity.

      22            Q.   Are you familiar with the Value Line

      23       Investment Analyzer?

      24            A.   Yes, I am.

      25            Q.   And the Value Line Investment Analyzer
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       1       provides financial information on publicly traded

       2       companies, correct?

       3            A.   Yes, it does.

       4            Q.   And the financial information includes the

       5       equity ratio for those companies, correct?

       6            A.   Yes.

       7            Q.   Value Line provides both historical and

       8       estimated equity ratios for companies, correct?

       9            A.   Yes.

      10            Q.   The historical and estimated ratios provided

      11       by Value Line are the book value equity ratios, correct?

      12            A.   Yes, they are.

      13            Q.   Do you consider Value Line to be a reliable

      14       and accurate source of information?

      15            A.   Well, I believe it's accurate.  One has to

      16       always interpret the results to make sure they are

      17       meaningful.  You can't just take accurate data and apply

      18       it in an inappropriate situation.  So I don't believe

      19       that these book value equity ratios can be considered in

      20       adjusting the cost of equity, because they're not what's

      21       reflected in the cost of equity estimate.  If these

      22       companies -- if investors saw market value capital

      23       structures with just 48 percent equity in them on

      24       average for the proxy companies the cost of equity would

      25       have been higher than what I estimated.

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        59

       1            Q.   Okay.  Did you rely on Value Line in your cost

       2       of capital analysis?

       3            A.   Let me think a minute about that.  Yes, I did.

       4       I got dividends from Value Line.  As I say, I do believe

       5       their information is accurate and reliable for its

       6       purpose, but it can't be applied to situations where it

       7       is not appropriate to apply it.

       8            Q.   Can you look at JVW-1, Schedule 9?

       9            A.   Yes.

      10            Q.   Do you see the title, "Capital Structure of

      11       Proxy Company Group"?

      12            A.   Yes.

      13            Q.   And look at the bottom, the source of the

      14       data, Value Line Investment Analyzer, January 2011?

      15            A.   Right.

      16            Q.   Did I read that correctly?

      17            A.   You did.

      18            Q.   Okay.  Now, turning to the document I asked

      19       that you bring with you to the deposition --

      20            A.   Yes.

      21            Q.   -- that I e-mailed to your attorneys.

      22            A.   Yes.

      23            Q.   Can you please refer to the prepared by staff

      24       titled "Vander Weide Book Value Gulf Proxy Company

      25       Group."
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       1            A.   I'm there.

       2            Q.   Have you had time to review this document,

       3       sir?

       4            A.   I have reviewed it, yes.  I haven't checked

       5       whether each number is accurate, but I would accept that

       6       it is accurate.

       7            Q.   Okay.  Can you please look at the first column

       8       labeled company?

       9            A.   Yes.

      10            Q.   Subject to check, this column lists all the

      11       companies contained in your proxy group listed in

      12       Exhibit JVW-1, Schedule 9, correct?  And that's subject

      13       to check.

      14            A.   Yes.

      15            Q.   And, subject to check, the column labeled 2010

      16       equity ratio lists the historical 2010 equity ratios for

      17       the respective companies as reported by Value Line,

      18       correct?

      19            A.   Yes.

      20            Q.   Subject to check, the column labeled 2011

      21       equity ratio lists the estimated 2011 equity ratio for

      22       the respective companies as reported by Value Line,

      23       correct?

      24            A.   Yes.

      25            Q.   Subject to check, the column labeled 2012
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       1       equity ratio lists the estimated 2012 equity ratio for

       2       the respective companies as reported by Value Line,

       3       correct?

       4            A.   Yes.

       5            Q.   Subject to check, the simple average for each

       6       of the columns is listed at the bottom of each column,

       7       correct?

       8            A.   Yes.

       9            Q.   Subject to check, the simple average is the

      10       sum of the individual equity ratio for each company

      11       divided by the number of companies, correct?

      12            A.   Yes.

      13            Q.   And, subject to check, the simple average book

      14       value equity ratio for the proxy group for 2010 is

      15       47.8 percent, correct?

      16            A.   Yes.

      17            Q.   And for 2012 it is 48.1 percent, correct?

      18            A.   Yes.

      19            Q.   The 47.8 percent simple average book value

      20       equity ratio for 2010 for your comparable electric

      21       company groups is below the 55 percent average market

      22       value capital structure equity ratio you used for the

      23       same group of companies, correct?

      24            A.   It is as a matter of arithmetic.  It's not

      25       relevant for the purpose of estimating the cost of
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       1       equity, because the cost of equity does not reflect the

       2       book value capital structures shown in this exhibit.  It

       3       reflects the market value capital structures shown in my

       4       Exhibit JVW-1, Schedule 9.

       5            Q.   All right.  And the 47.8 percent average book

       6       value equity ratio for your proxy company group is

       7       comparable to the 46 percent equity ratio for Gulf,

       8       correct?

       9            A.   I'm not sure what you mean by comparable.  In

      10       terms of assessing financial risk that is reflected in

      11       the cost of equity, it's not comparable at all.  Because

      12       the financial risk reflected in the cost of equity is

      13       not represented by these numbers.

      14            Q.   We are comparing apples-to-apples, correct, in

      15       terms of when we look at the book value to book value?

      16            A.   That's not correct.  We're not comparing

      17       apples-to-apples, because what we want to compare is the

      18       financial risk in the cost of equity to the financial

      19       risk in the capital structure that we are applying the

      20       cost of equity to.  That would be an apples-to-apples

      21       comparison.

      22                 This is not an apples-to-apples comparison,

      23       because it doesn't reflect the financial risk embodied

      24       in the cost of equity.  It only compares two book value

      25       capital structures, but neither one -- but the numbers
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       1       here aren't reflected in the cost of equity.  As I

       2       suggested earlier, the cost of equity would be higher if

       3       these companies actually -- if investors actually felt

       4       these numbers were reflective of their financial risk.

       5            Q.   Would you agree with me, sir, based on the

       6       book value equity ratio of Gulf and your comparable

       7       companies, that one might conclude that the financial

       8       risk of Gulf is similar to the financial risk of your

       9       proxy companies?

      10            A.   No, I wouldn't agree with that at all, because

      11       as I have argued before, the financial risk in the cost

      12       of equity is what matters with regard to an estimate of

      13       the cost of equity.  And that financial risk is based on

      14       market value capital structures.  I would note that -- I

      15       think it's irrelevant, but I would note it nonetheless,

      16       that these companies do have more equity in their book

      17       value capital structure than Gulf Power does.  And if

      18       one were to -- if one really did believe that these were

      19       comparable numbers, one would still have to raise the

      20       cost of equity somewhat to reflect the fact that these

      21       companies have more equity than does Gulf Power,

      22       48 percent versus 46 percent.

      23                 But, nonetheless, I still don't believe it's

      24       relevant -- that it is an apples-to-apples comparison,

      25       because the apples-to-apples comparison is based on the
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       1       financial risk that is reflected in the cost of equity,

       2       which is the 55 percent, to the financial risk that is

       3       reflected in the ratemaking capital structure.

       4            Q.   Should the cost of capital -- should the cost

       5       of capital approved for Gulf in this proceeding be based

       6       on the market value capitalization ratio or the book

       7       value capitalization ratio?

       8            A.   I do not have an opinion on whether Gulf

       9       should use a market or book value capital structure

      10       ratio for rate setting.  Traditionally, book value

      11       capital structures have been used for rate setting, and

      12       I believe it's appropriate that Gulf did.  However,

      13       what's not appropriate is to apply a cost of equity

      14       estimate that is based on one degree of financial risk,

      15       that is the risk associated with the market value

      16       capital structure of the proxy group, and apply it to a

      17       capital structure with a totally different degree of

      18       financial risk.

      19            Q.   Okay.  Sir, let's move to your Rebuttal

      20       Testimony.

      21            A.   Okay.

      22            Q.   On Page 13 --

      23            A.   Yes.

      24            Q.   -- Lines 18 through 19 of your Rebuttal

      25       Testimony, you indicate that you updated your DCF
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       1       calculations, correct?

       2            A.   That's correct.

       3            Q.   Can you please turn to Exhibit JVW-3, Rebuttal

       4       Schedule 2?

       5            A.   Yes.

       6            Q.   It's attached to your Rebuttal Testimony.  Is

       7       this your updated group of proxy companies?

       8            A.   These are the updated proxy companies that I

       9       used for the purpose of rebutting Doctor Woolridge and

      10       Mr. Gorman.  They are not exactly identical to the proxy

      11       companies that I used in my direct testimony.  For one

      12       thing, they have more companies in this proxy group.

      13       But it is -- I tried to make this proxy group relatively

      14       similar to the proxy groups of Doctor Woolridge and

      15       Mr. Gorman, especially in terms of the number of

      16       companies, so that one could see the difference in the

      17       cost of equity.  I would note that if I had applied my

      18       DCF approach to the same companies as I had in my Direct

      19       Testimony, the average would have been 10.9 percent

      20       rather than 10.7 percent.

      21            Q.   Do each of the new companies now meet your

      22       selection criteria for the proxy group in your updated

      23       DCF model?

      24            A.   They meet my updated proxy selection criteria.

      25       I made one change to my proxy selection criteria
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       1       compared to what I had in my direct testimony, and that

       2       is that in order to increase the number of companies in

       3       the group to make it as comparable as possible to Doctor

       4       Woolridge in particular, I changed my criteria from

       5       requiring at least three analyst growth rates to

       6       requiring at least two analyst growth rates.

       7                 Again, if I had applied it to the same proxy

       8       group as in my Direct Testimony, I would have gotten a

       9       higher number.  But I felt for the purpose of rebuttal,

      10       especially since neither Doctor Woolridge nor Mr. Gorman

      11       required that there be three analysts followed by the

      12       reporting service, I felt it would be appropriate to

      13       lower that somewhat in order to make it more comparable

      14       to their testimonies for the purpose of rebuttal.

      15            Q.   All right.  In your Direct Testimony on Page

      16       13, Lines 19 through 24, you stated that you obtained an

      17       average DCF result of 10.7 percent for your updated DCF

      18       calculations.

      19            A.   Yes.

      20            Q.   And, I'm talking about your Rebuttal

      21       Testimony, excuse me.

      22            A.   Yes.

      23            Q.   Okay.  Please turn to Exhibit JVW-3, Schedule

      24       2, attached to your rebuttal testimony.

      25            A.   Yes.

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        67

       1            Q.   At Line 33.

       2            A.   Yes, I'm there.

       3            Q.   Is this a market weighted average or a simple

       4       average?

       5            A.   That is a simple average.  And, again, this is

       6       for the purpose of rebuttal, and the other witnesses

       7       used a simple average.  In fact, I believe that it has

       8       been common in Florida to use simple averages, so I did

       9       this for the rebuttal testimony.

      10            Q.   Okay.  Did you calculate a market-weighted

      11       average for your updated proxy groups?

      12            A.   I did not.

      13            Q.   Can you please refer to JVW-1, Schedule 1,

      14       Line 26?

      15            A.   That's in my Direct?

      16            Q.   Yes.

      17            A.   Will you repeat the schedule and the exhibit?

      18            Q.   Schedule 1, Line 26.  It's JVW-1, Schedule 1.

      19            A.   Okay.  Line 26.  Yes, the average there is

      20       11.4.

      21            Q.   Is that a simple average result of your DCF

      22       analysis?

      23            A.   Yes, it's a simple average.

      24            Q.   So the simple average DCF components of your

      25       cost of capital analysis decreased from 11.4 percent in
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       1       your Direct Testimony to 10.7 percent in your Rebuttal

       2       Testimony, correct?

       3            A.   That is correct, but I didn't base my

       4       recommendation in my Direct Testimony on the 11.4.  I

       5       based it on the 10.7.

       6            Q.   Okay.

       7            A.   So my estimate of the cost of equity wasn't

       8       the -- the cost of equity for the proxy group was not

       9       11.4.  In fact, considering the three methods it was

      10       10.8.

      11            Q.   Okay.  Can you briefly explain why have the

      12       results decreased from your direct testimony to your

      13       rebuttal testimony?

      14            A.   I don't think there is a way to explain it.

      15       The average result is slightly lower now, it's not --

      16       but they still -- I think the important point is that

      17       they still support my recommendation.  That is my

      18       recommendation was for a 10.8 cost of equity for the

      19       proxy companies, and then I made the financial risk

      20       adjustment to get to an 11.7.  And the cost of equity is

      21       still, according to the average DCF result, 10.7.  And

      22       as I suggested earlier, if I had applied it to exactly

      23       the same companies, which I have subsequently done after

      24       reading and preparing for this deposition, it would have

      25       been 10.9.  So it's essentially the same result that I
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       1       was recommending for the cost of equity for the proxy

       2       companies in my Direct Testimony.

       3            Q.   Okay.  Can you please refer to Page 24, Lines

       4       4 through 5 of your Direct Testimony.  And my question

       5       for you, sir, is what is the value of estimated growth

       6       component you use in your DCF model?

       7            A.   There is a separate value for each company.

       8       There is not just one value.

       9            Q.   Looking at the Exhibit JVW-1, Schedule 1,

      10       subject to check, would you agree that the simple

      11       average growth forecast for your proxy group is

      12       6 percent?

      13            A.   I would accept that subject to check.

      14            Q.   What is the value of your growth component

      15       used in your updated DCF model in your rebuttal

      16       testimony?

      17            A.   I don't know.

      18            Q.   Subject to check, if you turn to your JVW-3,

      19       Rebuttal Schedule 2, would you agree that the simple

      20       average forecast for your updated proxy group is

      21       5.5 percent?

      22            A.   I would.

      23            Q.   Okay.  On Page 25 of your Direct Testimony,

      24       you state that you rely on the use analysts' projections

      25       of future earnings per share growth for the purpose of
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       1       estimating the expected growth component of your DCF

       2       model, correct?

       3            A.   Yes.

       4            Q.   So you would agree that one could conclude

       5       that those analysts' projections for the future earnings

       6       per share growth have decreased since the time you

       7       calculated your original DCF results in your Direct

       8       Testimony?

       9            A.   Subject to check, they have.  But the cost of

      10       equity is the sum of the dividend yield plus the growth

      11       rate.  And I believe that the -- you recall I said

      12       earlier that in formulating my estimate of the cost of

      13       equity for the proxy companies in my Direct Testimony, I

      14       conservatively used the 10.7 percent market-weighted

      15       average and not the 11.4, and that that is essentially

      16       identical to the number in my Rebuttal Testimony.

      17            Q.   Okay.  On Page 23 of your Rebuttal Testimony,

      18       beginning on Line 12 -- (Pause.)

      19            A.   Are you waiting for me to say that I'm there?

      20            Q.   Yes.

      21            A.   Yes, I am there.

      22            Q.   You state that recent studies demonstrate that

      23       once the distorting effect of unexpected accounting

      24       write-offs and special charges are removed from the

      25       analysis, there is no evidence that the analysts' EPS
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       1       growth forecasts are optimistic.  Do you see that?

       2            A.   Yes.

       3            Q.   Okay.  On Page 24, Line 1 -- are you there?

       4            A.   Yes, I am.

       5            Q.   You state that once the statistical tests of

       6       optimism are adjusted to account for the high

       7       correlation in forecast errors that generally

       8       characterize the data, evidence supports the hypothesis

       9       that analysts' EPS, which means earnings per share,

      10       growth forecasts are unbiased, and hence not optimist.

      11       Do you see that?

      12            A.   Yes, I do.

      13            Q.   Have you made such adjustments to the growth

      14       component used in your stand-alone DCF model?

      15            A.   No adjustment was required because I looked at

      16       the analysts' forecasts in my DCF model, and they are

      17       based on normalized data; that is, they do not include

      18       any expected accounting write-offs or special charges,

      19       because those are considered to be one time.  And if

      20       they are one time, they can't be -- they won't occur --

      21       and they aren't expected to occur in the future.  So the

      22       analysts' growth forecasts are what I used, correctly

      23       used in my DCF analysis, and no adjustment is required

      24       for them.

      25            Q.   Okay.  Does your ex ante risk premium method
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       1       include a DCF component?

       2            A.   Yes, it does.

       3            Q.   Did you update the DCF component included in

       4       your ex ante risk premium method?

       5            A.   Let me check my Rebuttal Testimony.  My recall

       6       after several hours of our discussion here is that I did

       7       not.  What I did do, because neither Doctor Woolridge

       8       nor Mr. Gorman did do an ex ante risk premium, however,

       9       I did update Mr. Gorman's risk premium analysis of

      10       allowed rates of return versus the yield on government,

      11       long-term government A-rated utility bonds, and

      12       correctly reflected the fact that the risk premium rises

      13       when interest rates fall.  And I got results that

      14       were -- that are almost identical to my cost of equity

      15       results.  Namely, on Page 68 of my rebuttal, I suggest

      16       that Mr. Gorman would have obtained cost of equity

      17       estimates of 10.5 and 10.7 respectively if he had

      18       correctly recognized the relationship between the risk

      19       premium and interest rates.

      20            Q.   Since the cost of equity result for your

      21       stand-alone DCF analysis decreased as compared to the

      22       results included in your Prefiled Direct Testimony,

      23       could one conclude that the indicated return for the DCF

      24       component in your ex ante risk premium models also

      25       decreased over the same period of time?
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       1            A.   Well, first of all, you have to recall that my

       2       study was based on 111 months of data, and my cost of

       3       equity estimate from the ex ante risk premium reflected

       4       all of that data.  We would only be adding a few

       5       additional observations to 111 prior observations, and

       6       so it wouldn't have a large impact by itself on the

       7       estimated risk premium.

       8                 What would have a greater impact would be the

       9       level of interest rates.  And I don't believe the

      10       ex ante risk premium would really have declined, no.

      11       And I don't really believe that the DCF results that I

      12       used to estimate in my cost of equity recommendation for

      13       the proxy companies have declined either.

      14            Q.   Okay.  On Page 46 of your Direct Testimony,

      15       Lines 11 through 14 --

      16            A.   Okay, I'm there.

      17            Q.   -- you state that the CAPM underestimates the

      18       cost of equity for companies such as your proxy

      19       companies and recommend that the Commission should give

      20       little to no weight to the results obtained from your

      21       CAPM analysis at this time, is that correct?

      22            A.   Yes, it is.

      23            Q.   Why such a statement?

      24            A.   Because I provided extensive evidence prior to

      25       that that the betas for the electric utilities have
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       1       declined from the levels that they were when I

       2       previously relied on the CAPM.  That is, when they were

       3       in the range of .9, or .92, or .93, I believed it wasn't

       4       significantly different from -- that wasn't

       5       significantly enough different from one to ignore the

       6       CAPM results.  However, now that they are actually .67,

       7       that's such a large difference from a beta of one, that

       8       combined with the evidence that the CAPM underestimates

       9       the costs of equity for companies with betas less than

      10       one leads me to believe that these results should be

      11       given no weight.

      12            Q.   Okay.

      13            A.   And the other witnesses agreed with me in that

      14       regard.

      15            Q.   All right.  The market-weighted average

      16       results of your stand-alone DCF model application to

      17       your proxy company group is 10.7 percent, correct?

      18            A.   Yes.  They were at the time of my Direct

      19       Testimony, yes.

      20            Q.   Okay.  The results of your DCF-based CAPM is

      21       10.7 percent, correct?

      22            A.   Yes.

      23            Q.   Okay.  Is it your opinion that the DCF-based

      24       CAPM you used underestimates the cost of equity for your

      25       proxy company group?
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       1            A.   No.  I would normally look at both CAPMs, and

       2       if you recall the historically-based CAPM produced a

       3       result of 9.2, and both of those reflect the same value

       4       of beta, .67, and so you either accept both of them or

       5       you reject both of them.  And it seems to me that given

       6       the evidence that I discussed about the CAPM, that they

       7       should both be rejected.

       8            Q.   Okay.  On Page 13 of your rebuttal testimony,

       9       Lines 6 through 16, you infer that the Commission

      10       typically includes a flotation cost allowance of

      11       approximately 25 to 50 basis points, correct?

      12            A.   Did you say that I imply that?

      13            Q.   Yes, you infer that.  You infer that the

      14       Commission typically includes a flotation cost --

      15            A.   I cited a quote from the Commission.

      16            Q.   Okay.  Have you included a flotation cost

      17       allowance in your cost of equity recommendation?

      18            A.   Yes, I have.

      19            Q.   Can you please explain how you included a

      20       flotation cost in your analysis, briefly?

      21            A.   Yes.  In my DCF analysis the way it's included

      22       in the literature is to reduce the price, because the

      23       company doesn't get to invest all the money that

      24       investors put up.  And so if there's a 5 percent

      25       flotation cost allowance, that means that 5 percent goes
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       1       to the brokers, and accountants, and others, and the

       2       company only gets to invest $95 of each $100 that the

       3       investors invest in the company.  And when you reduce

       4       the price by that 5 percent, that amounts to about 26

       5       basis points in the DCF calculation, which would be at

       6       the low end of what the Commission stated in its order

       7       that I cite.

       8            Q.   Okay.  How is it incorporated in your

       9       recommendation -- your recommended cost of equity?

      10            A.   Well, after I did it in the DCF and found out

      11       that it was 26 basis points, I also added 26 basis

      12       points to my other cost-of-equity methods to account for

      13       flotation costs.

      14            Q.   Am I correct you are recommending a cost of

      15       equity of 11.7 percent for Gulf, correct?

      16            A.   Yes.

      17            Q.   How many basis points of the 11.7 percent

      18       represents the adjustment for flotation costs?

      19            A.   26.

      20            Q.   Okay.  Do you have Staff's Interrogatory

      21       Number 148 with you?  It's Gulf's response to

      22       Interrogatory Number 148.  I mean, 186, excuse me.

      23            A.   186.  Okay.  Yes, I do.

      24            Q.   Your response states that Doctor Vander Weide

      25       does not agree that the quarterly DCF model produces an
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       1       effective return that must be adjusted to a nominal

       2       return when determining revenue requirements, is that

       3       correct?

       4            A.   Yes.

       5            Q.   Have you read the paper "Estimation basis in

       6       Discount Cash Flow Analyses of Equity Capital Cost and

       7       Rate Regulations"?

       8            A.   Who wrote that paper?

       9            Q.   By Linke and Zumwalt published in the

      10       Financial Management in the autumn of 1974 cited in

      11       Staff Interrogatory Number 186?

      12            A.   Yes, I have, and I disagree with it.

      13            Q.   Can you explain why you do not agree with

      14       that -- agree that the quarterly DCF model produces an

      15       effective return that must be adjusted to a nominal

      16       return when determining revenue requirements?

      17            A.   Yes.  The purpose of the DCF model is to

      18       estimate the cost of equity.  And the cost of equity is

      19       determined in the DCF model as that discount rate which

      20       equates the present value of the expected cash flows to

      21       the market price.  And since dividends are paid

      22       quarterly, the only discount rate that equates the

      23       present value of the expected cash flows, which occur on

      24       a quarterly basis, to the current market price is that

      25       which results from the quarterly DCF model.  And so the
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       1       only estimate, the correct estimate of the cost of

       2       equity is one obtained from the quarterly DCF model.

       3                 Now, Linke and Zumwalt suggest that maybe if

       4       one applies a certain kind of rate base or one gets

       5       different kinds of expenses, then one might be able to

       6       overearn.  And I would argue that the first task is to

       7       estimate the cost of equity correctly, and that's my

       8       assignment in this proceeding.  And to estimate the cost

       9       of equity correctly from the DCF model, the only

      10       possible way to do it is to find out what discount rate

      11       will equate the present value of the future cash flows

      12       to the current market price.

      13                 Now, in fact, the company may be able to

      14       overearn or underearn that cost of capital for a variety

      15       of reasons.  It may be that the rate base turns out to

      16       be higher or lower than the rate base that was used to

      17       set rates; it may be that the revenues are higher or

      18       lower than what was used to set rates; or the operating

      19       expenses were higher or lower than what was used to set

      20       rates.  I can't tell whether any of those three elements

      21       would be higher or lower.  The only thing I can do is

      22       provide the very best estimate of the cost of equity.

      23                 To adjust the cost of equity as Linke and

      24       Zumwalt suggest, because the rate base may, in fact,

      25       turn out to be lower than what is used, and, hence, you
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       1       might overearn seems to be highly speculative.  So the

       2       only way to estimate the cost of equity is with the

       3       quarterly DCF model, and someone else can determine

       4       whether you think the company will be able to over or

       5       underearn in that regard.  It's very complex, because

       6       the future is uncertain.  The economy may be different

       7       in the future than it was at the time rates were set,

       8       but we better at least start with the correct estimate

       9       of the cost of equity.

      10                 MR. YOUNG:  Okay.  Well, I thank you.  That's

      11       all of my questions.

      12                 MR. MELSON:  Let's go off the record a minute.

      13                 (Off the record.)

      14                 MR. McGLOTHLIN:  Back on the record.

      15                          CROSS EXAMINATION

      16       BY MR. McGLOTHLIN:

      17            Q.   Doctor Vander Weide, my name is Joe

      18       McGlothlin.  I'm an attorney with the Office of Public

      19       Counsel.  And I heard you say at the outset that you had

      20       with you Doctor Woolridge's testimony, is that correct?

      21            A.   That is correct.

      22            Q.   You will need to refer to that in the course

      23       of answering my first series of questions.  And I will

      24       ask you to look first at Page 10 of your rebuttal

      25       testimony.
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       1            A.   Yes.

       2            Q.   Beginning at Line 8, you observed that Doctor

       3       Woolridge made an error with respect to the ROE he

       4       included in the calculation for Xcel, which is in his

       5       proxy group.

       6                 MR. MELSON:  Joe, the court reporter is having

       7       trouble hearing you.  Let me turn the volume up here.

       8                 MR. McGLOTHLIN:  Okay.

       9                 (Off the record.)

      10       BY MR. McGLOTHLIN:

      11            Q.   Beginning at Page 10 of your Rebuttal

      12       Testimony --

      13            A.   Yes.

      14            Q.   -- you answered the question, "Are there any

      15       errors in Doctor Woolridge's calculation of sustainable

      16       growth," and you say Doctor Woolridge uses a zero

      17       percent projected rate of return on equity for Xcel

      18       Energy; whereas, Value Line actually project that Xcel's

      19       rate of return on equity for the period 2014-2016 would

      20       be 10 percent.

      21                 And for the purpose of the following

      22       questions, Doctor Vander Weide, we acknowledged that

      23       error and accept the correction that that entry should

      24       be 10 percent.  But my questions go to the questions and

      25       answers that follow with respect to your description of
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       1       the likely impact of that error on Doctor Woolridge's

       2       recommendation.

       3            A.   Okay.

       4            Q.   Do you have available to you Doctor

       5       Woolridge's Exhibit JRW-10, Page 4-of-6?

       6            A.   Yes.

       7            Q.   And to acquaint others who are following along

       8       with us with the location of the entry that you have

       9       identified, the data for Xcel Energy appears near the

      10       bottom of the chart that is contained on Page 4 of 6,

      11       does it not?

      12            A.   Yes, it is, under the column return on equity.

      13            Q.   And the zero percent we acknowledge should

      14       have been 10 percent.

      15            A.   Yes.

      16            Q.   Now, you agree, do you not, that this

      17       particular schedule reflects Doctor Woolridge's

      18       calculation of the internal growth component of his DCF

      19       analysis?

      20            A.   Yes.

      21            Q.   And do you agree that the return on equity is

      22       one component of the calculation of sustainable growth

      23       in the course of that analysis?

      24            A.   Yes.  And let me -- I would.  And let me point

      25       out, I think there may be some misconception of what I'm
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       1       saying here.  I'm not saying that he would have

       2       recommended a return on equity of 10.3.  All I'm saying

       3       is that the average number at the bottom of that column,

       4       which is now 9.9, would have been 10.3.  And then I'm

       5       suggesting that on the top of the next page that it

       6       would have been unreasonable if the proxy companies

       7       would have earned a rate of 10.3 at the same time that

       8       he's recommending the 9.25.  I didn't say that he would

       9       have gotten the 10.3, I'm just saying that the average

      10       of that column would have been 10.3.

      11            Q.   You also say at the bottom of Page 10 in

      12       response to the question, "What rate of return on equity

      13       would Doctor Woolridge have assumed in his calculation

      14       of the fixed growth" --

      15            A.   Right.  What I have assumed in this

      16       calculation of sustainable growth, that is he would have

      17       assumed -- that's not what he would -- in his

      18       calculation of the growth rate, not in his cost of

      19       equity estimation.

      20            Q.   I understand, and we're going to get to that

      21       point, Doctor Vander Weide, but answer my questions as I

      22       put them to you.

      23            A.   Okay.

      24            Q.   At Page 9 of your Rebuttal Testimony, you

      25       describe the internal growth as a product of the
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       1       multiplication of the return on equity and retention

       2       rate, do you not?

       3            A.   Yes.

       4            Q.   So, again, referring to JRW-10, Page 4, you

       5       acknowledge that Doctor Woolridge did not use the return

       6       on equity value as a direct measurement of the indicated

       7       return on equity for either an individual company in his

       8       proxy group or for Gulf Power?

       9            A.   Yes, and that's what I was just explaining a

      10       minute ago.

      11            Q.   And do you understand that in his methodology

      12       Doctor Woolridge employed median values, not average

      13       values?

      14            A.   I don't recall him saying that he used median

      15       values, but perhaps he did.  I don't know.

      16            Q.   You refer to the 9.8 percent ROE, do you not,

      17       in your testimony on Page 10?

      18            A.   Oh, yes.  Yes, I do.  That's correct, I do.

      19            Q.   If you look to the chart, is 9.8 percent

      20       entered in the column for median or mean?

      21            A.   It's median.

      22            Q.   Now, is it correct that Doctor Woolridge used

      23       as the internal growth component on an overall basis

      24       4.2 percent?

      25            A.   Yes.
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       1            Q.   Looking at that, is that the mean value or is

       2       it the median and average median?

       3            A.   That is the average of the medians.

       4            Q.   So with respect to the impact of the error on

       5       Xcel on his own development of a recommendation, would

       6       one then enter the 10 percent and then apply the

       7       calculation of the mean values in the overall

       8       derivation?

       9            A.   One wound have done the calculation of the

      10       medians.  I agree with you there.

      11            Q.   All right.  And will you accept, subject to

      12       check, that when one substitutes 10 percent for the zero

      13       that was erroneously input for Xcel, and carries out the

      14       calculation of the internal growth component based upon

      15       use of the mean, the impact is to move the 4.2 value

      16       that he calculated to a revised value of 4.3 percent?

      17            A.   I do agree with that exactly, but that wasn't

      18       my assertion.  My assertion is that in the sustainable

      19       growth method, whatever rate of return he comes up with

      20       under his return on equity column, he is assuming that

      21       the company's return on equity will be that number.

      22       Previously it was 9.8.  But it's internally illogical,

      23       because he is only recommending 9.25.  And if people

      24       really thought that 9.25 was the cost of equity, then

      25       they would believe that they would earn 9.25, not 9.8.
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       1                 I'm not saying that he would have gotten the

       2       cost of equity of 9.103 or all that.  I'm just using

       3       that as a step to explain the inconsistency in the

       4       sustainable growth calculation of it in itself.  I am

       5       not asserting that his cost of equity would have gone up

       6       to 10.3.

       7            Q.   And the 10.3 is also an average or a mean

       8       figure, is it not?

       9            A.   The 10.3, I forget now, I believe that was a

      10       median because I compared it to the 9.8.

      11            Q.   Well, would you accept, subject to check, that

      12       on a median basis the calculation revised to reflect the

      13       corrected error is 10 percent, not 10.3?

      14            A.   It's not a big enough point that it makes a

      15       difference in my testimony, so I'm certainly willing to

      16       accept it.  If that's correct, I'll take it.

      17            Q.   I want to change subjects and ask you to refer

      18       to your Direct Testimony, Schedule 9 and Schedule 10.

      19       And in response to questions from staff counsel, you

      20       discuss the -- let's go off the record for a second.

      21                 (Off the record.)

      22                 MR. McGLOTHLIN:  Back on the record.

      23       BY MR. McGLOTHLIN:

      24            Q.   And let me back up and ask the question again,

      25       Doctor Vander Weide.  In answers to questions from staff
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       1       counsel, you have discussed the market value-based

       2       leverage adjustment that you incorporate in your

       3       testimony, is that correct?

       4            A.   Yes, it is.

       5            Q.   And Schedules 9 and 10 of JVW-1 relates to

       6       that adjustment, do they not?

       7            A.   Yes, they do.

       8            Q.   All right.  I want you to -- beginning with

       9       Schedule 9, I would like for you to walk through each of

      10       these schedules and describe all the information that is

      11       depicted on each.  And, secondly, in a narrative form,

      12       trace through the calculation that you make to derive

      13       the proposed market value-based leverage adjustments.

      14            A.   Okay.  Well, Schedule 9 continues to use -- to

      15       calculate the market value capital structure of the

      16       proxy companies.  And it's traditional when doing that

      17       that, one adjusts the cost of equity to market values,

      18       but relies on the book values of debt in preferred

      19       because those will not be very different than what the

      20       market values are.

      21                 So I obtained the total market, the total

      22       amount of short-term debt of all the companies in the

      23       proxy group, which is 19,907, the total long-term debt

      24       of all the companies in the market group, which is

      25       172,435 and the total preferred equity and the total
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       1       market value of the common equity.  That gives me a

       2       total amount of capital, which is just the sum of the

       3       short-term debt, long-term debt, preferred equity, and

       4       market value, and that is 433,525.

       5                 So now I take the short-term debt, which is

       6       19,907, and divide by the total capital of 433,525 and

       7       get the percent of short-term debt of 459.  And I do the

       8       same thing for long-term debt.  Take 172,435 and divide

       9       by 433,525 to get 39.77 percent.

      10                 So each of those numbers under the last four

      11       columns are obtained by looking at the numbers in Row 25

      12       and dividing by the market -- by the total capital in

      13       Row 25, and that gives me 55.08 percent common equity.

      14                 Okay.  Going to Schedule 10, then, I first --

      15       in the first box at the top develop the tax rate that I

      16       assume, which is 39 percent combined federal and state

      17       taxes.  And looking at the interest rates available at

      18       the time, I calculated the cost of short-term debt, cost

      19       of long-term debt, and cost of preferred, and also

      20       assumed the 10.8, which was the cost of equity for my

      21       proxy companies.

      22            Q.   Let me interrupt you there.  The cost rates

      23       that appear there of 5.79, 5.57, and 5.19, are those

      24       specific to Gulf or are those industry-wide?

      25            A.   Those were industry -- I believe that was
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       1       industry-wide.  I looked at what the cost rate was.  My

       2       recall of short-term debt based on information from

       3       Value Line.  And so then using the 39 percent tax rate,

       4       I got an after-tax cost for each of those.

       5                 Using that information, I then applied those

       6       cost rates, those after-tax cost rates, and moving down

       7       to the second box, I took the 0.12 for short-term debt

       8       and put in that as the after-tax cost rate in the second

       9       box.  The 3.40 after-tax cost rate from Box 1 to Box 2.

      10       5.79 was transposed to Box 2 and the 10.8, because cost

      11       of equity is going to be the same after tax.  There are

      12       no tax deductions for that, I get 10.8, and I applied

      13       those numbers in the after-tax column of Box 2 to the

      14       percentages in the capital structure for the proxy

      15       companies to arrive at a weighted average cost of

      16       capital of 7.337 for the proxy companies.

      17                 I now calculate the percentages of debt and

      18       preferred for Gulf Power, and this is Box 3.  So Gulf

      19       Power has 1.29 percent short-term debt, and they

      20       haven't -- they have 47.21 percent long-term debt and

      21       5.24 percent preferred stock.  So I applied the cost,

      22       after-tax cost rates of each of those to Gulf Power's

      23       capital structure, and I get a weighted cost of the

      24       nonequity component of 1.909.

      25                 Moving to Box 4, I start with the 7.34, which
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       1       is the weighted average, which is a rounding of the

       2       7.337.  I really used the 7.337, but it comes out

       3       rounded in the table.  And I subtract -- from that

       4       weighted cost, I subtract out the 1.91, which is the

       5       rounding of the 1.909, which leaves me 5.43 percent as

       6       the cost of equity that has to be recovered in order to

       7       arrive at the same weighted average cost of capital as

       8       the proxy companies.

       9                 So dividing that 5.43 by the proportion of

      10       equity in the capital structure, which is .4626, I

      11       arrive at an 11.7 cost of equity.  I then take -- then

      12       just to demonstrate that that is, indeed, the right cost

      13       of equity, I plug that into Gulf Power's capital

      14       structure in Box 5, and I show that with an 11.7 percent

      15       cost of equity, I, indeed, do get the identically same

      16       weighted average cost of capital as the proxy companies.

      17            Q.   In the fourth box, the cost of equity, you

      18       divide 5.43 by .4626.  What is the source of the .4626?

      19            A.   That is the percentage -- if we look at Box 3

      20       above it, and we -- first of all, you could get that

      21       directly from Witness Teel's testimony who says that the

      22       forecasted percentage of equity in the test year is

      23       46.26 percent.  The other way to look at it is you could

      24       take Box 3 and sum up the nonequity components, and they

      25       come to 53.74, and then take 100 percent minus
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       1       53.74 percent, you would get 46.26.

       2            Q.   Thank you.  I think I followed that.

       3                 Let me ask you to turn to Page 6 of your

       4       Direct Testimony.

       5            A.   Yes, I am there.

       6            Q.   Beginning at Line 10, you cite several

       7       examples that you state involve market value capital

       8       structures that adjust cost of equity of financial risk,

       9       do you not?

      10            A.   Yes.

      11            Q.   Beginning with the Pennsylvania Public Utility

      12       Commission, please describe to me the particulars of

      13       that example?

      14            A.   I don't have that with me right here; I'm just

      15       familiar with the fact.  I believe it was in a water

      16       case that they used a market value capital structure to

      17       accept the financial risk adjustment.

      18            Q.   Does that example involve the derivation of a

      19       book value-based ROE, then adjust it to reflect the

      20       market value leverage?

      21            A.   It is an adjustment very similar to mine.

      22            Q.   Well, I'm trying to explore what you mean by

      23       very similar to yours?

      24            A.   What I mean is that one starts with the market

      25       value capital structure of the proxy companies, derives
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       1       a cost of equity based on that market value capital

       2       structure, and then adjusts the cost of equity for the

       3       proxy companies to arrive at an appropriate cost of

       4       equity to apply to the book value capital structure of

       5       the regulated company.

       6            Q.   Was this in the context of a revenue

       7       requirements case?

       8            A.   Yes, that is my recall.

       9            Q.   Did you appear in that case?

      10            A.   I did not.

      11            Q.   When was the case decided?

      12            A.   I don't recall right now.

      13            Q.   Can you provide a copy of the document to

      14       which you refer here as a late-filed exhibit?

      15            A.   I believe I could.

      16                 MR. MELSON:  Do you want to mark that as

      17       Late-Filed Exhibit Number 1, Joe?

      18                 MR. McGLOTHLIN:  Yes.  We can call it

      19       Pennsylvania PUC example provided by Doctor Vander

      20       Weide.

      21                 (Late-Filed Exhibit 1 marked for

      22       identification.)

      23                 MR. MELSON:  And you are continuing, in the

      24       last minute or so, to fade in and out again.

      25                 MR. McGLOTHLIN:  Okay.  I'll do better.
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       1                 MR. MELSON:  And give me the short title

       2       again.  Pennsylvania PUC --

       3                 MR. McGLOTHLIN:  Example provided by Doctor

       4       Vander Weide.

       5                 MR. MELSON:  Thank you.

       6       BY MR. McGLOTHLIN:

       7            Q.   You next refer to some FCC proceedings

       8       involving calls to unbundled network element?

       9            A.   Yes.

      10            Q.   Can you describe that in greater detail?

      11            A.   Yes.  In those cases, the purpose was very

      12       much like a rate case except that rather than retail

      13       service, it was wholesale service.  It was the unbundled

      14       network elements that the regulated telephone companies

      15       sold to their competitors, and there were numerous

      16       cases.  I believe I state in my resume that from

      17       approximately -- well, the late 1980s to the mid-1990s I

      18       was in 26 states testifying in proceedings on the price

      19       for unbundled network elements that would have to be

      20       supplied to their competitors.

      21                 And I believe -- I can't find it right this

      22       instant, but in response to an interrogatory I provided

      23       a little bit more information on that.  But I know

      24       personally that several states, including Virginia and

      25       Massachusetts and Michigan, all accepted a market value
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       1       capital structure to estimate the cost of equity to set

       2       regulated rates.

       3            Q.   Focusing on the FCC and Massachusetts examples

       4       that you cite in your testimony, did you appear in the

       5       proceedings that you -- to which you refer there?

       6            A.   Yes, I did.

       7            Q.   And, again, when were those cases decided?

       8            A.   They would have been decided in the mid to

       9       late '90s.

      10            Q.   And I'm going to ask you to provide to me the

      11       orders or determinations to which you refer that contain

      12       the adjustments similar to the ones that you recommend

      13       in this case.  And if it is developed that you have

      14       already supplied that, then all you would need to do is

      15       just identify where we have that in responses to

      16       discovery.

      17            A.   Okay.

      18                 MR. McGLOTHLIN:  Late-filed Number 2 would be

      19       the FCC and Massachusetts examples cited by Doctor

      20       Vander Weide.

      21                 MR. MELSON:  All right.

      22                 (Late-Filed Exhibit 2 marked for

      23       identification.)

      24       BY MR. McGLOTHLIN:

      25            Q.   I have the same question about your reference
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       1       to the Surface Transportation Board and the cost of

       2       capital for railroads.  What can you tell me about that

       3       situation?

       4            A.   The Service Transportation Board is the board

       5       that sets the rates for railroad services, and they have

       6       to estimate a cost of capital to do that, weighted

       7       average cost of capital to do that.  And they use a

       8       market value capital structure to estimate that cost of

       9       capital.

      10            Q.   And do they follow the same sequence that you

      11       have recommended in this case, which is to begin with a

      12       book value determination and then adjust it?

      13            A.   Not exactly.  They skipped the starting --

      14       they skipped the book value step and go right to using a

      15       market value capital structure and applied the cost of

      16       capital to that market value capital structure.  The

      17       implication is that if you use something other than

      18       market value you would have to make an adjustment to the

      19       cost of equity.

      20            Q.   Was there a decision entered in cases in which

      21       you appeared before them?

      22            A.   No.

      23            Q.   What form does this document take?  Is it an

      24       order, is it a rule, can you describe what --

      25            A.   I believe it's an order.  You know, this is

                          FLORIDA PUBLIC SERVICE COMMISSION

                                                                        95

       1       not -- I developed this information in my direct

       2       testimony which was sometime ago.  I have not looked at

       3       it since I wrote that response, so I can't recall

       4       exactly what form it is, but I believe it's an order as

       5       I sit here now.

       6                 MR. McGLOTHLIN:  I will ask for that as

       7       Late-Filed Exhibit 3.  A short title will be "Surface

       8       Transportation Board Examples Cited by Doctor Vander

       9       Weide."

      10                 MR. MELSON:  And that is something you can

      11       provide, Jim?

      12                 THE WITNESS:  I believe I can.

      13                 MR. MELSON:  Okay.

      14                 (Late-Filed Exhibit 3 marked for

      15       identification.)

      16       BY MR. McGLOTHLIN:

      17            Q.   Your last example on that page refers to state

      18       tax authorities using market value capital structures to

      19       calculate the cost of capital used to value utility

      20       properties for property tax purposes.  Can you describe

      21       the methodology employed by those authorities and

      22       compare it to what you are recommending here?

      23            A.   Well, those authorities estimate the value of

      24       the utility property by discounting future cash flows or

      25       future earnings to find a value.  And to discount those
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       1       future earnings, they have to have a cost of capital.

       2       And I know first-hand from Iowa, which I participated

       3       in, that they used a cost of capital, a weighted average

       4       cost of capital based on a market value capital

       5       structure to discount future earnings.  And I had

       6       references that Colorado and Nevada and Utah are

       7       examples of states that also do the same thing.

       8            Q.   You say that you took part, would that have

       9       been in an evidentiary proceeding of some type?

      10            A.   It would have been, yes.  It would have been

      11       an evidentiary proceeding before some type of a tax

      12       board, a tax assessment board, that determined the

      13       amount of property taxes that an electric utility would

      14       have to pay on their property located within the state.

      15            Q.   So would that result be reflected in an order

      16       of the authority?

      17            A.   I believe so.  I would have to check my

      18       records again, but that's my understanding.

      19                 MR. McGLOTHLIN:  Let me ask you to provide

      20       that as Late-Filed Number 4, and that would be the Iowa

      21       State Tax Authority Example.

      22                 THE WITNESS:  Okay.

      23                 (Late-Filed Exhibit 4 marked for

      24       identification.)

      25                 MR. McGLOTHLIN:  Let's call that state tax
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       1       authority example.  And to the extent you have the

       2       others mentioned there, provide those in the same

       3       exhibit.

       4                 THE WITNESS:  Okay.

       5                 MR. MELSON:  All right.

       6                 MR. McGLOTHLIN:  I haven't turned away, I'm

       7       just checking my notes.

       8                 I have finished my questions for the day.

       9                 MR. MELSON:  Are there any other parties who

      10       had questions for Doctor Vander Weide?

      11                 MR. LaVIA:  None from the Retail Federation.

      12                 MR. MELSON:  All right.  Doctor Vander Weide,

      13       I think I've got just one redirect question.

      14                 THE WITNESS:  Okay.

      15                          CROSS EXAMINATION

      16       BY MR. MELSON:

      17            Q.   In your rebuttal testimony you state that

      18       there was nothing in the testimonies of Doctor Woolridge

      19       and Mr. Gorman that caused you -- would cause you to

      20       change your recommended cost of equity for Gulf Power.

      21                 Is there anything during your deposition today

      22       that would cause you to change your recommendation of

      23       11.7?

      24            A.   No, there is not.  My recommendation would be

      25       the same.
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       1                 MR. MELSON:  Thank you.  That's all I had.

       2                 MR. GRIFFIN:  This is Steve over here, and I

       3       have one question just to clarify something for the

       4       record, if I may.

       5                 MR. MELSON:  No objection, Joe?

       6                 MR. McGLOTHLIN:  If it's clarification, I

       7       don't object.

       8                          CROSS EXAMINATION

       9       BY MR. GRIFFIN:

      10            Q.   I want to make sure that I heard something

      11       correctly, and it related to JVW-1, Schedule 10.  In the

      12       first box up there where we're talking about the cost

      13       rates, and I wasn't sure whether the testimony was that

      14       those might be industry standards, or industry cost

      15       rates, or Gulf Power cost rates.  I don't know whether

      16       it's possible that they are Gulf Power cost rates.

      17            A.   I believe it is.  I just didn't recall whether

      18       they were industry standards or Gulf Power cost rates.

      19       I was just assuming that the same cost rates would be

      20       used for both the other companies, my proxy companies as

      21       well as Gulf Power.  So I would -- I don't know for sure

      22       which it is, but I would be willing to accept, if it's

      23       correct, that it would be also Gulf Power rates.  It has

      24       no effect on the results of my analysis.

      25                 MR. McGLOTHLIN:  Let's take that as an
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       1       invitation for the witness to do whatever checking he

       2       needs and confirm his answer or revise the answer.

       3                 MR. GRIFFIN:  And we can do that in the form

       4       of the errata.  Obviously, we do want to read and sign.

       5                 MR. McGLOTHLIN:  Okay.

       6                 MR. MELSON:  All right.  We will be sure to

       7       double-check that.

       8                 If there's nothing else -- Keino has stepped

       9       out of the room, so I guess he had nothing further.  I

      10       think that will do it.

      11                 MR. GRIFFIN:  All right.  Well, thank you all.

      12                 (The deposition concluded at 1:02 p.m.)
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