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Q. 

A. 

Q. 

A. 

Q. 

A. 

BEFORE THE PUBLIC SERVICE COMMISSION 

REBUTTAL TESTIMONY 

OF 

GORDON L. GILLETTE 

Please state your name, business address, occupation and 

employer. 

My name is Gordon L. Gillette. My business address is 

702 North Franklin Street, Tampa, Florida 33602. I am 

employed by Tampa Electric Company (“Tampa Electric” or 

“company”) as Senior Vice President Finance and Chief 

Financial Officer. 

Are you the same Gordon L .  Gillette who filed direct 

testimony in this proceediny? 

Yes I am. 

What is the purpose of your rebuttal 

The purpose of my rebuttal testimon: 

testimony? 

is to address i s s  es 

in the prepared direct testimony of witnesses J. Randall 

Woolridge and Hugh Larkin, testifying on behalf of the 

Office of Public Counsel, Kevin O‘Donnell, testifying on 
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Q. 

A. 

Q. 

A. 

behalf of the Florida Retail Federation, Thomas Herndon, 

testifying on behalf of the Florida Industrial Power 

Users Group, and Stephen Stewart, testifying on behalf of 

AARP . 

Have you prepared an exhibit supporting your rebuttal 

testimony? 

Yes I have. My Rebuttal Exhibit No. - (GLG-2) consists 

of two documents that were prepared under my direction 

and supervision. These consist of: 

Document No. 1 Standard & Poor’s Methodology for 

Imputing Debt for U.S. Utilities’ Power 

Purchase Agreements 

Document No. 2 New Issue Summary - 2008 Utility New 

Issuance 

Please summarize the key concerns and disagreements you 

have regarding the substance of the various witnesses’ 

testimony. 

My key concerns and disagreements are with the following 

matters: 

0 Dr. Woolridge challenges the level of support provided 

by Tampa Electric to justify its targeted single A bond 
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rating; 

Dr. Woolridge and Mr. 0‘ Donnell suggest alternatives to 

the capital structure proposed by Tampa Electric. Dr. 

Woolridge also takes issue with the company’s proposed 

power purchase agreement ( “ P P A ” )  adjustment to the 

capital structure; 

Dr. Woolridge and Messrs. O’Donnell and Herndon suggest 

that utility bonds are cheaper in the current market 

than in the past and make assertions on the cost of 

short-term debt; 

Dr. Woolridge claims that Tampa Electric witness Susan 

Abbott did not compare the magnitude of Tampa 

Electric’s construction program relative to those of 

other electric utilities; 

Messers. Larkin and Stewart argue that the company’s 

recommended annual storm damage reserve accrual is 

inappropriate and, rather than changing it, it would be 

better to rely on surcharges and securitization to 

recover costs in the event of a storm; 

Mr. 0’ Donnell suggests that Tampa Electric‘s witness 

Abbott provides no substantive contribution to the 

case. 

Because of the overlap of topics and issues, I have 

divided my testimony into six sections: 1) Single A Bond 
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Rating, 2) Capital Structure, 3) Recent Market Effects on 

Debt and Equity Costs, 4) Relative Capital Expenditures, 

5) Storm Damage Cost Recovery, and 6) Testimony of Susan 

Abbott. 

SINGLE A BOND RATING 

Q. 

A.  

Q. 

Dr. Woolridge challenges the level of support provided by 

Tampa Electric to justify its targeted single A bond 

rating. Do you take issue with this? 

I do. On pages 86 and 87 of his direct testimony, Dr. 

Woolridge makes three points with which I disagree. He 

states that: 1) Ms. Abbott's ratings parameters exhibit 

shows that Tampa Electric is on the high end of the BBB 

range, even without rate relief, 2) neither Ms. Abbott 

nor I have performed a cost benefit analysis of Tampa 

Electric targeting a single A rating, and 3) the rating 

agencies have affirmed or enhance their outlooks on 

Tampa Electric, with an importa driver being 

leveraging of the parent company, TECO Energy. I 

disagree with all three points. disagree with all three 

Wh(3.t is your comment on Dr. Woolridge's assertion that 

Ms. Abbott's ratings parameters exhibit shows that Tampa 

Electric is on the high end of the BBB range even without 
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A. 

Q. 

A .  

ra.te relief? 

Ms. Abbott and I had complementary exhibits in our direct 

testimonies showing projected coverage ratios. Her 

exhibit showed coverage ratios with Tampa Electric at the 

targeted 55.3 percent equity ratio, with and without the 

proposed rate increase. The exhibit in my testimony had 

an additional column showing the coverage ratios with the 

equity ratio at the 2007 level of about 46 percent and 

without the proposed rate increase. This column shows 

coverage ratios in the low BBB range. My exhibit 

illustrates that the company needs both rate relief and 

the proposed 55.3 percent jurisdictional financial equity 

ratio in order to be more certain of achieving credit 

rating parameters commensurate with its targeted single A 

debt rating. 

Phase comment on Dr. Woolridge’s assertion that no cost 

be:nefit analysis of Tampa Electric targeting a single A 

rating was preformed. 

Dr. Woolridge seems to be implying that the company was 

remiss in not performing a cost benefit analysis of its 

targeted single A credit rating versus, I presume, 

staying at the current BBB rating or going lower in the 
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Q .  

A. 

credit ratings spectrum. Whether or not the company 

targets an A rating is not simply a question of costs and 

benefits. It is a broader and more challenging question 

Within of risks, rewards, and access to capital. 

reasonable ranges, the cost of equity is higher than debt 

and, therefore, more equity in the capital structure 

costs more. However, a balance must be maintained. 

Carrying too much debt will cause lower credit ratings, 

higher debt costs and limit overall access to capital. 

Given the extensive construction program and need for 

access to maintain the capital spending planned by Tampa 

Electric over the next several years, the realization of 

significant risk of hurricanes, the unprecedented 

upheaval that is currently occurring in the financial 

markets, and the significant amount of fuel the company 

buys, Tampa Electric needs to have strong investment 

grade ratings in order to ensure that it will have access 

to the debt capital markets as needed to fund its 

construction program. I believe that targeting credit 

ratings in the A range is appropriate for these purposes. 

Please describe why an A rating is so important to 

maintain access to the credit markets. 

The utility sector is very capital intensive and relies 

6 



heavily on the capital markets to provide funding for 

growth, system reliability and environmental compliance. 

While utilities have been able to meet their short-term 

funding needs during financial market disruptions by 

issuing highly-rated, short-dated commercial paper or 

tapping existing credit lines, access to longer-term 

financial markets is essential to fund long-term projects 

and maintain financial flexibility. The current 

financial crisis has impacted and disrupted all sectors 

of the capital markets, not only on the cost side but 

with regard to access to capital as well. As Ms. Abbott 

discusses in her rebuttal testimony, access to the credit 

markets has recently been especially challenging. During 

recent months, there have been periods of time when the 

delbt capital markets were ostensibly closed for all new 

issuance, as was the case from September 10 through 22. 

When the debt capital markets eventually opened, 

providing small windows of opportunity for new issuances 

beginning in late September, only highly rated (strong 

single A or better) issuers were able to access the 

markets. It was several weeks later before a BBB rated 

utility was able to access the bond market, and the deals 

that were done by BBB issuers were mostly secured and at 

very high interest rates. This most recent period of 

financial market distress highlights the fact that highly 
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rated issuers have more efficient and consistent access 

It to the capital markets than lower rated issuers. 

further supports the company’s conclusion that the single 

A rating is necessary and indeed critical during times of 

national and international financial distress in order to 

maintain access. 

Further, as I describe in my direct testimony, a single A 

rating leaves a “safety net” in the event of a 

significant hurricane. With single A ratings, the company 

would be less likely to be downgraded to below investment 

grade, a close to catastrophic occurrence for a utility 

company, than if the company were maintaining a BBB 

rating before a major storm event occurred. I believe 

this is the reason more utilities in the southeast 

maintain debt ratings in the A range. On average, 58 

percent of the electric utilities in the southeast have 

siingle A ratings or above. This compares to 28 percent 

across the U.S. 

Messrs. Woolridge, 0’ Donne11 and Herndon question the 

benefits of being an A rated utility. Did they provide 

anly evidence to suggest that a lower rating would provide 

adequate financial integrity and access to the capital 

ma .r ke t s ? 

8 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

A. 

Q. 

A. 

Q. 

A. 

No. None of these witnesses provide any evidence to 

suggest that a rating lower than single A would provide 

adequate financial integrity and appropriate and 

consistent access to the capital markets. 

Please describe the types of ratings that rating agencies 

use. 

The rating agencies have two categories in which they 

provide information on a company. They provide an actual 

debt rating, which when changed up or down is termed a 

“ratings action”. They also provide outlooks, typically 

either “positive“, “stable”, or “negative, to give 

institutional investors a sense of the direction that the 

rating might go in the future, pending certain future 

events such as key regulatory decisions. 

Dr. Woolridge states “th major rating 

have most recently affirmed anced the out1 

the ratings of Tampa Electric, and that “an important 

factor in these decisions appears to be the deleveraging 

of the parent company, TECO Energy.” How do you respond? 

Dr. Woolridge is correct in his first statement where he 

indicates that “the three major rating agencies have most 

9 
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recently affirmed or enhanced the outlook for the ratings 

of Tampa Electric. ” I disagree, however, with his second 

statement where he indicates that this is driven by the 

deleveraging of TECO Energy. While this may be partially 

the cause, the rating agencies are very focused on the 

outcome of this proceeding as well. They know that the 

company is moving aggressively to improve its equity 

ratio, capital structure, and overall financial 

integrity. I believe that an affirmation of the 

appropriateness of these actions by the Commission will 

potentially allow the agencies to take actions to upgrade 

Taimpa Electric. By the same token, if the Commission 

were to accept the capital structure recommendations of 

thle intervenors’ witnesses in this case, I am very 

concerned that the rating agencies could downgrade Tampa 

Ellectric. 

The most recent ratings changes by the rating agencies 

have been as follows: 

0 On November 27, 2007, S&P upgraded the unsecured debt 

of TECO Energy to BB+ and maintained the rating at 

Tampa Electric at BBB- (one notch above non-investment 

grade), citing TECO Energy‘s commitment to credit 

quality by shedding most of its unregulated businesses 

10 
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and restoring its balance sheet; 

0 On December 5, 2007, Moody’s upgraded the unsecured 

debt of TECO Energy to Baa3 (investment grade) 

reflecting the company’s reduced business risk profile 

resulting from the sale of unregulated businesses and 

retirement of parent company debt. In the December 5, 

2007 report, Moody’s maintained the rating at Tampa 

Electric at Baa2, indicating that Tampa Electric’s 

ratings could move up with additional clarity on the 

size and timing of its capital expenditure program and 

the magnitude and regulatory response to potential rate 

increases related to these capital expenditures; and 

0 On March 26, 2008, Fitch upgraded the unsecured debt of 

TECO Energy to BBB-, citing reduction in business risk 

and retirement of parent debt and affirmed the BBB+ 

unsecured debt rating of Tampa Electric, citing credit 

concerns for Tampa Electric, including an increasing 

reliance on gas-fired generation capacity, more 

stringent environmental regulations, lower sales growth 

and the need for base rate relief. 

So while all three agencies upgraded TECO Energy, all 

three left Tampa Electric’s ratings where they had been. 

This indicates that, as one would expect, deleveraging 

TECO Energy is driving TECO Energy’s ratings more than it 

11 
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is Tampa Electric’s. Additionally, recent discussions 

with the rating agencies suggest that Tampa Electric’s 

current credit parameters, including its equity ratio, 

are not sufficient to justify a single A rating. Hence, 

the more important factors for Tampa Electric to obtain 

stronger debt ratings are for the company to receive the 

rate relief requested, including the proposed equity 

ratio and return on equity. 

CAPITAL STRUCTURE 

Q. 

A. 

Messrs. Woolridge and O‘Donnell suggest alternatives to 

thlz 55.32 percent equity ratio proposed by Tampa 

Eliectric. Why should the Commission reject their 

relcommendations and use the company’s proposed equity 

ratio? 

In the interest of lowering the revenue requirement, the 

intervenor witnesses have recommended much lower equity 

ratios than the company has proposed. Although they 

derived their recommended equity ratios using different 

arguments or justifications which I will discuss later in 

my testimony, their recommendations were similar (48.9 

percent and 49.6 percent) compared to the company’s 

proposed 55.32 percent. While Mr. 0’ Donnell’ s 49.6 

percent recommendation was not stated directly in his 

12 
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Q. 

A.  

testimony, I calculated it using his proposed overall 

capital structure, which used all regulatory sources of 

capital. If the Commission were to adopt these 

significantly lower equity ratios, the company would not 

be able to achieve its goal of having credit parameters 

in the single A range. As discussed in both Ms. Abbott’s 

and my direct testimony, the 55.32 percent equity ratio 

the company has proposed should result in credit 

parameters that best enable the company to achieve a 

single A rating. 

How do the equity ratio recommendations of Messrs. 

Woolridge and 0’ Donne11 of 48.9 percent and 49.6 percent, 

respectively, compare to the allowed capital structures 

of other investor-owned utilities in Florida? 

The recommended equity ratios are substantially lower 

than the most recently approved capital structures for 

Progress Energy Florida, Inc. (“PEF”) and Florida Power & 

Light Company (“FP&L”) . In their recent rate case 

proceedings, the Commission approved PEF and FPL’ s equity 

ratios at 57.83 percent and 55.83 percent, respectively. 

Furthermore, in Tampa Electric’s 1996 earnings review, 

the Commission capped the company’s equity ratio at 58.7 

percent. These equity ratio decisions demonstrate the 

13 
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Q. 

A.  

long history of this Commission’s support for utility 

financial integrity and the reasonableness of the 

company’s requested 55.32 percent equity ratio. 

Dr. Woolridge states that the 48.89 percent equity ratio 

more accurately reflects how the company has been 

financed in the past. Is he correct? 

No. He used an outdated time period that is not 

reflective of how the company is currently financed and 

will be financed in the future. By using the 2007 and 

2008 13-month average capital structures to derive his 

proposed ratio, Dr. Woolridge did not account for the 

full effect of the equity infusions TECO Energy has 

already made and plans to make to Tampa Electric. The 

difference can be better understood by comparing the 

year-end equity ratio in the company’s September 2008 

Surveillance Report to the 48.89 percent recommended 

equity ratio by Dr. Woolridge company’s equity ratio 

as of September 2008 is 51.9 percent. While this ratio 

only reflects equity infusions made through September, it 

will continue to increase as TECO Energy makes additional 

equity infusions. 

As I stated earlier in my testimony, given what we know 

14 
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Q. 

A. 

Q. 

about the current situation in the financial markets, the 

risk of hurricanes and the extensive capital expenditure 

needs of Tampa Electric going forward, it would be a 

mistake to leave the capital structure and resulting debt 

ratings where they were in 2007 and early 2008. 

Dr. Woolridge also states that the 48.89 percent equity 

ratio more accurately reflects the capitalization of 

other electric utility companies. Is he correct? 

No. Dr. Murry' s rebuttal testimony addresses the 

problems associated with Dr. Woolridge's proposed proxy 

group; however, I would like to address one of the 

particular proxy companies selected by Dr. Woolridge. 

Progress Energy, Inc. (the holding company) is listed in 

his proposed proxy group exhibit and it is shown to have 

an equity ratio of only 43 percent. It evidently does 

not reflect PEF's most recent Commission approved 57.83 

percent equity ratio, which is more comparable to and 

supportive of the 55.32 percent equity ratio requested by 

Tampa Electric in this proceeding. 

Dr. Woolridge takes issue with the company's proposed PPA 

adjustment to the capital structure. What is your 

response? 
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A.  Dr. Woolridge makes three basic points in support of his 

position that a PPA adjustment is not warranted; 1) the 

risk factor is not defined, 2) the adjustment is not in 

accordance with GAAP accounting, and 3) the PPA payments 

are unlike debt. While Ms. Abbott addresses some of 

these issues in her rebuttal testimony, I have a few 

additional comments regarding his first and third points. 

In his first point, Dr. Woolridge questions the use of 

the 25 percent risk factor in calculating the imputed 

debt amount and he states that the “S&P risk factor for 

imputing debt is not well defined and cannot be assessed 

in this situation.” To the contrary, through direct 

discussions with S&P, the company is aware that S&P has 

been and continues to impute debt for PPAs in its credit 

rating analysis of Tampa Electric by applying a 25 

percent factor to the present value of the PPA capacity 

payyments. This is exactly what Tampa Electric has done 

in preparing the projected adjustment in this proceeding. 

This is further supported by Document No. 1 of my 

Rebuttal Exhibit No. (GLG-2) which is an article that 

suggests that S&P would use a 25 percent factor for 

companies with recovery clause mechanisms similar to 

Tampa Electric’s. 

- 
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Q .  

A .  

With regard to Dr. Woolridge’s third argument, I believe 

he ignores this Commission‘s history of recognizing the 

S&P imputation of off-balance sheet debt for PPAs in its 

prior rulings. As I mention in my direct testimony, Rule 

25-22.081(7), Florida Administrative Code, Contents of 

Petition, requires utilities to include a discussion of 

the potential for increases and decreases in its cost of 

capital associated with purchased power in a petition for 

determination of need for new generation. Also, in both 

FP&L‘s and PEF’s recent base rate proceedings, the 

Commission approved off-balance sheet obligations for 

PPAs to be incorporated into the capital structure and 

weighted average cost of capital. 

- 

Do you agree with Mr. O’Donnell’s statement that his 

adjustment in the proposed capital structure for this 

issue is “in keeping with Commission Rule 25-14.004”? 

No. Mr. O’Donnell’s proposed adjustment to the capital 

structure is not consistent with the Commission’s parent 

company debt rule. Furthermore, Mr. 0‘ Donnell’ s 

recommended adjustment to the equity in the capital 

structure is neither supportable nor appropriate. 

RECENT MARKET EFFECTS ON DEBT AND EQUITY COSTS 
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Q. 

A .  

Messrs. Woolridge, O’Donnell and Herndon suggest that 

interest rates and equity risk premiums are currently at 

historically low levels and therefore, the return on 

equity set in this case should be lower. Do you agree 

with these assertions? 

No, I do not. While it is true that current interest 

rates on Treasury securities have been bid down to 

historically low levels, credit spreads, which are the 

amounts added to the Treasury rate to derive the “all-in” 

price of corporate debt, are at historically wide levels 

resulting in yields for bonds, including utility bonds, 

at significantly higher than historical levels. Recent 

trading yields of 10-year utility debt are higher than 

any period since 2000 and since 1992 before that. In 

addition, recent new utility debt issues have been priced 

with significant new issue premiums over and above 

current trading yields. The cost of capital for debt and 

equity issuers has increased in response to the current 

financial market crisis and investors’ quest for quality. 

In Document No. 2 of my rebuttal exhibit GLG-2, I provide 

a list of the various utility bond deals that have been 

recently executed along with the respective company’s 

credit rating. This list clearly demonstrates the higher 

rates associated with debt in this current financial 
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Q .  

A.  

market. 

Please address the difference between Dr. Woolridge’s 

proposed cost of short-term debt compared to the 

company’s. 

Because of the volatility and uncertainty surrounding 

short-term interest rates, the company utilized average 

historical LIBOR rates in developing its proposed short- 

term interest rate of 4.5 percent based on a LIBOR rate 

of 4.37 percent. Dr. Woolridge indicates that the more 

appropriate LIBOR rate should be based off of the 

November 13, 2008 rate of 2.15 percent which happens to 

be near the absolute lowest rate seen in the last four 

years. Dr. Woolridge’s Exhibit JRW-4, page 5 of 6, shows 

LIBOR rates from January 2, 2004 to November 2, 2008. 

The average rate over this selected time period is 3.8 

percent. However, over the last three years, LIBOR rates 

have averaged 4.5 percent. s have been 

driven down by the billions of dollars of liquidity the 

Federal Reserve, Treasury Department, and U. S. Government 

have flooded into the market to entice banks to begin 

lending to each other in the current financial crisis. 

As evidenced by the significant spike in LIBOR rates in 

September to 4.75 percent, these rates have been 
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extremely volatile and presumably will continue to be 

volatile for the foreseeable future. It is therefore 

prudent to use a historical average LIBOR rate as the 

company proposed rather than a rate at a particular point 

in time as Dr. Woolridge has done to determine future 

short-term funding costs. 

RELATIVE CAPITAL EXPENDITURES 

Q. 

A .  

Dr. Woolridge alleges that Ms. Abbott made no comparison 

of the magnitude of Tampa Electric’ s construction program 

to those of other electric utilities and/or to the 

electric utilities included in Dr. Murry’s proxy group. 

H o w  do you respond? 

While Ms. Abbott may not have discussed the company’s 

capital expenditure program in relation to the 

requirements of the industry, I did. In my direct 

testimony, I discuss the significant capital expenditures 

since Tampa Electric’s last base rate case in 1992 along 

with the more recent capital spending trends that have 

affected the electric industry and, specifically, the 

company’s levels of capital spending. I discuss the 

siynificant recent increase in Tampa Electric’s rate base 

and the significant needs over the next several years for 

capital spending. I describe that only about half of 
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2 5  

Tampa Electric’s projected construction expenditures over 

the next five years will be made with internally 

generated funds and the remainder must be made with 

external funding. 

For 2008 through 2010, Tampa Electric’s projected capital 

expenditures are estimated at $1.8 billion, and more than 

60 percent of this amount will need to be sourced 

externally. According to a recent report prepared by an 

investment bank, the electric utility industry’s capital 

expenditures for 2008 through 2010 are estimated at $276 

billion which represents about 41 percent of the 

industry‘s market value. This same report cites Tampa 

Electric’s 2008 through 2010 capital expenditures 

representing about 44 percent of market value. This 

clearly illustrates that the company’s capital 

expenditure needs are significant relative to the 

industry’s significant needs and it underscores the 

importance of maintaining a high level of financial 

integrity and a strong credit rating going forward. 

STORM DAMAGE COST RECOVERY 

Q. Messrs. Larkin and Stewart argue that the level of Tampa 

Electric’s proposed storm damage accrual and reserve is 

inappropriate and they support surcharges and 
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A .  

securitization for future needs. Do you agree? 

No. Since Florida's 2004 hurricane season experience, 

three storm cost recovery mechanisms have been used: an 

annual reserve accrual included in base rates, a storm 

surcharge or pass-through added to base rates for two to 

three years, and securitization, which is a financing 

mechanism that effectively spreads a surcharge over a 

longer period of time. Both witnesses state that the 

company's existing annual accrual and reserve target are 

appropriate and recommend, in the event that the reserve 

is not adequate following a significant storm, the 

company can simply rely on a surcharge and 

securitization. In his rebuttal testimony, Tampa 

Electric witness Jeffrey Chronister addresses why their 

recommendation is not appropriate nor is it in the best 

interest of customers. However, I would like to address 

the limitations of securitization as a financing 

mechanism for storm costs. 

While securitization can be a very effective financing 

mechanism, it may not be economic or feasible for amounts 

less than $150 to $200 million. The fixed costs of the 

securitized debt issuance and the ongoing cost of 

administration, which are higher than for unstructured 

2 2  
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financings, would make a small issue size very expensive. 

More importantly, it is difficult to attract investors to 

small issue sizes, primarily because investors desire the 

liquidity of a large transaction. Because of the size 

considerations, securitization represents a realistic 

solution for only the large and low probability events, 

such as Category 3 or higher storms. At the current 

accrual and reserve level, this would leave a fairly 

large gap that would fall to a short-term surcharge. As 

Tampa Electric witness Stephen Harris states in his 

rebuttal testimony, at the current annual accrual of $4 

million, there is a greater than 50 percent chance of a 

negative reserve balance within the next five years. The 

company‘s recommended increase to the storm damage 

accrual is necessary and appropriate. 

TESTIMONY OF SUSAN ABBOTT 

Q. 

A. 

Mr. O’Donnell suggests that Tampa Electric’s witness 

Abbott provides no return on equity or capital structure 

recommendation and makes no substantive contribution to 

the case. Do you agree? 

No, I do not. Ms. Abbott’s role is not to testify in 

support of the company’s requested return on equity and 

its requested capital structure. Dr. Murry and I provide 

2 3  
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Q. 

A.  

complete testimony in these areas. Ms. Abbott was hired 

because of her background and expertise on rating 

agencies and her understanding of how regulatory 

commissions' base rate decisions can impact a company's 

ratings. She has provided insight into rating agencies' 

processes and perspectives, analyzed the company's 

current creditworthiness, helped determine a necessary 

rating to ensure access to the debt and equity markets, 

and provided direct and rebuttal testimony. The 

Commission has a long history of considering the 

testimony of financial integrity witnesses similar to 

that provided by Ms. Abbott. 

Do you agree with Mr. O'Donnell's recommendation that Ms. 

Abbott's fees should be excluded from rate case expense 

because she makes no substantive contribution to the case 

and they are too high? 

No, I do not. She is an integra part to the company's 

comprehensive case and her fees are competitive and 

appropriate. Mr. Chronister addresses overall rate case 

expense in his rebuttal testimony and, while he does not 

specifically address Ms. Abbott's fee, he addresses the 

appropriateness of the company's proposed rate case 

expense. 
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SUMMARY OF REBUTTAL TESTIMONY 

Q. 

A.  

Q. 

A.  

Please summarize your rebuttal testimony. 

My rebuttal testimony has addressed the primary concerns 

and disagreements I have regarding the testimonies of the 

intervenors’ witnesses Woolridge, Larkin, O‘Donnell, 

Herndon, and Stewart. They all make assertions that are 

not accurate, not appropriate or not applicable to the 

issues in this proceeding. While they raise a variety of 

issues including the company’s proposed capital 

structure, its targeted credit rating, the recent market 

effects on the cost of debt and equity, and other various 

projected costs such as storm damage accrual and rate 

case expense, none of them present sufficient evidence to 

support any adjustments to the company’s proposed revenue 

requirement. The company has presented facts and 

information that support its petition and the 

appropriateness of the revenue requirement contained in 

its filing. 

Does this conclude your rebuttal testimony? 

Yes, it does. 
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Crtt.ria I Corporatos I Utllitlr: 

Standard 8 Poor's Methodology For Imputing Debt For U.S. Utilitles' 
Power Purchase Agreements 
Publkrtion ate: 07-nay-2007 
Prlmmv Credit Anmlptr 

9.cond.W C d l t  Anal-: 

Davld Bodek, New York (1) 212438.7969; 
david-.bodckOstandardai~poors.cM 
Rlchard W Cortrlght, Ir., New Yo& (1) 212-438-7665; 
rkhard_.cortnplltc~~s~nU~rUd~Doorr. coin 
Solomon B Samson, New York (1) 212-438-7653; 
sol-MmMn~standarbandpows, coin 

For many years. Standard % Poor's Ratlngs Setvlces has viewed wwer Supply agreemenk (PPA) In the US. utlllty sector as 
creatlng flxed, debt-like, flnandal obligatlons that represent substitutes for debt-flnanced capital investments In generatlon 
capaclty. In a sense, a utl l ly that hnr entered Into a PPA has contracted wlth a suppller to make the flnandal Investment on 
Its behalf. Consequently, PPA flxed obligatlons. In the form of capaclty payments, merlt Inclusion In a utlllty's flnanclal 
mctrlcr as though they are part of a utllity's permanent capltal structure and are incorporatrd In our assessment of a 
utllity's credltwofihlness. 

We adjust utlllties' flnanclal metrlcs, lncorporatlng PPA flxed oblbgatlons, EO that we can compaie companies that finance 
and krlld generation capaclty and those that purchase capaclty to satisfy customer needs. The analytical goal of our 
flnanclal adjustments for WAS Is to reflect flxed obllgatlons In a way that deplcts the credlt exporun that IS added by PPAS. 
That said, PPAs aka benellt utllitles that enter Into contracts wlth suppliers because PPAs wlll typicillly shlR varlous risks to 
the ~uppllers, such as constructlon rllfk and "st of the operating W. PPAs can a b  pmvlde utilities w lh  asset dlverrity 
that mlght not have been achlwable thmugh seK-build. The prlnclpal rkk bome by a utllity that relles on PPAs Is the 
recovery of the flnanclal a4lIOatlon In rates. 

The H#hanla Of PPA Debt Imputation 

A starling point for akulatfng the debt to be Imputed for PPA-relatcd fired obllgatlom can be found among the 
'nwnmlbnents and mtlngencles' In the notes to a utility's flmnclal statements We cakulate a net present value (NPV) of 
the stream of the oulotsndlng contracts' capaclty payments reportcd in the flnancml statements as the roundatlon of our 
Anaclal sdlustments. 

The notes to the flnanclal ctatemenk enumerate capaclty paymena for the fWe yean succeeding the annual report and a 
"then8ReP perlod. Whlle we have access to proprietary forccask that show the detall underlying the coots that are 
amalgamated beyond the flve-year horizon, others, for pufpores of catculatlnp an NPV, can dlvlde the smunt  npOI'tCd as 
"thereafter' by the average of the capaclly psymmts In the precedlng flve yeas  to derlve an approxknate &nor of the 
amounts comblned as the sum of the obllpatlonr beyond the Mth year. 

In wmlatlng debt equlvalents, we aka Include new mntracb that wlll commence during the fOTrcaSt pcrlod. Such cattracts 
aren't reflected In the notes to the financlal statemenk, but r e b a n t  lnformatlon regard4 these contrack are pmvlded to 
us on a confldentlal bask. If a contract has been executed but the energy will not flow untll some later period, we Won't 
Impute debt for th@t contract untll the year that energy deliveries begln under the contract If the contract represent9 
Incremental capxlty. However, to the extent that the contract wlll slmply replace an expiring contract, we wlll Impute debt 
as though the future contract (s a mntlnuatlon of the exlstlng contract. 

We calculate the NPV of capaclty p q m n k  uslno a discount rate equlvaknt to the company's average cast of debt, net of 
recurltltatian debt. Once we anlve a t  the N W ,  we apply a rlsk factor, as Is dlxuqsed below, to reflect the beneffts Of 
RgubtOfy of legkhtlve cost remvcry tnechanlsms. 

Balance sheet debt k Increased by the rlsk-factor-adjusted NPV of the stream of capacity payments. We derive an adjusted 

https:Nwww . r a t i n g s d i r e c t . c o m / A p p s ~ / ~ n ~ o ~ ~ c ~ e ? i d = S 8 2 6 3 4 & t ~ ~ o u ~ ~ t ~ p e . . .  9/8/2008 
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debt-to-capltallzatlon ratio by addlng the adjusted NPV to both the numerator and the denominator of that ratlo. 

We calculate an lmplled Interest expense for the Imputed debt by multlplylnp the same utlllty average cost of debt used as 
the dlscount rate In the NPV calculation by the amount of Imputed debt. The adjusted FFO-to-Interest expense ratlo Is 
c&uBted by addlng the implied Interest expense to both the numerator and denomlnator of the equat!an. We also add 
Implied depreciatlon to the eqwtlon's numerator. We calculate the aqusted FFO-to-total-deb( ratlo by addlng imputed debt 
to the equatlon's denomlnator and an Implled depreclatlon expense to its nW"tor. 

Our adjusted cash Row credt metrlcz include a depreclatlon upem adjustment to FFO. Thls adjustment represents a 
vehlcle for capturhg the ownershlp-llke attrlbutes of the contracted ase t  and tempers the effects of Imputation on the a s h  
flow ratios. We deflve the depreciation excase adjustment by muQLplylng the relevant ycafs capacity payment obllgatlon 
by the rlsk factor and then subtractlnp the Implied PPA-related Interest expense for that year from the product of the rlsk 
bctor tlmes the scheduled capacity payment. 

Risk Factor8 
The NPVo that Standard & Poor's cakuiates to adjust repomd flnanclal metrlcs to capture PPA capacity payments are 
multiplled by rlsk factors. Thee rlsk factors typically ranpe between 0% to 50%. but can be as high as 100%. RIsk factors 
are Inversely related to the strength and avalbbillty of rrgulatory or kglsbtive whldes for the recovery of the capaclty 
casts asscdated with power supply arrangements. The SDOngezt mcovery tnechanlsms translate into the smallest rlsk 
factors. A 100% fisk factor would slgnlfy that ail fisk related to contractual obllpatlvns rests on the company wlth no 
mltlpatlnq regutstory or leglsbtive support. 

For example, an unrepulated energy company that has entered into a tolllng arra-ent wlth a thtrd-party suppkr would 
be assigned a 100% rkk factor. Conversely, a 0% rlsk factor indicates that the burden of the colxractwl payments rests 
solely wlth ratepayers. l h s  type of arrangement Is frequently found among regulated uNlltles that ad as conduits for the 
delNery of a third party's electricity and essentially dellvef power, collect charges, and reme revmuas to the suppllers. 
These utllltles have typically been directed to sell all their generatbn assets, are barred from developing new generation 
assets, and the power supplled to thelr customers Is soured thmuqh a state auction or Mlrd parttes, leavlnp the uUlrUeS to 
Kt a5 Intemdlarles between retail customers and the electricity suppllefs. 

lntermedlate degrees of recovery rlsk are presented by a number of regulatory and leglsbtlve mechanlm. For example, 
some ngulators use a utllity's rate case to estaMLSh base ratas that pmvMe far the racowry of th8 nxcd Costs mated by 
PPAs. Although we see MU type of meChdnlm as generallysuppcrtlve of credit quallty, the fact remains that the uttllty wlll 
need to litqatc the rlgM to recover costs and the prudence of PPA capaclly payments In suuccessIve rate =Des to ensure 
ongoing recovery of Its fixed costs. For such a PPA, we employ a 50% risk factor.&Lg@w where a rwaulator has estabitshed 
a m e r  Cost adlwbnent mechanism that rewvefs all orudent PPA costs. we W " 0 Y  a risk factor of 25% beC4IUE-e the 
recovery hurdle Is lower than It Is for a utllltv p Its rlaht bo m v e r a  ts. 

We recognize that there are Certaln Jurlrdldlons that have trueup mechanlhins that are more favorable and fraquent than 
the nvlew or base rater, but still don't amount to pure pass-through mechanlm?. Some of t h e  mechmlssmr a~ trlgeered 
when attaln financial thmhoUs are met or after prerrrbed porlods of tlme have passed. In these Instances, in calcutstlng 
adjusted ratlos, we will employ a risk factor b a n  the revised 25% risk 
mechanisms and 50%. 

Finally, we vttw leglslatlvely created cost recovery mechantsms as longer lastlng anb more nsiI(ent to change than 
regulatory C a t  recovery vchkls.  bnsequently, such tnedrankms lead 
the legislative provlsbns for cost recovery and the sup* functbn barn 
and timely recovery of costs (Kc partlculsrly Important to achkving !he 

for utlhtles with power cost 

0% and 1544, depending on 
ve guarantns of complete 

Illustratlon Of The PPA Adjustment Mcthodoloey 
The calculatlons of the debt equlvaknts, lmpllcd Interest expense, depreclatlon expense, and adjusted flnandal metria, 
using rlsk factors, are Illustrated In the followlng example: 

Cxample Of Powar-Purchase Agreement Adjustment 

00008)  
Cash from operations 2,oMI.wo 

Funds rmm operattons 1,500,000 

lnlwest expense 444.0M) 

muqmpuon Year1  V w r z  V a r S  *ear4 Year6 Thm(ar 

D l r d y  laud debt 
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Short-bm debt M)o,ooo 
long-term duo withln one 300,M)O 
year 

Long-knn debt 6,500,000 

SharehoMer's Equity 6,OW.OOO 
Fixed capacity commtments 600.000 600,000 600,wO 600,WO 600,000 6W.000 4,200.000* 

NW d flxed cspvitv eonmitmanbr 

Using a 6.0% discount rate 
Appllcatlon of an assumed 2596 
risk factor 

5,030,306 

1.257.577 

Implied interest expanse1 75,455 

Implied drpreciaaon eapCnW 74,545 

FFQ ta Interest (x) 4.4 

FFO to tomi Debt (9b) 20.0 

Debt to capitalization (U) 55.0 

UnadJud rattom 

Ratio# Wuhd tor r k b l  imnpu9lon 

Fm e0 IlltRTC& (X)g 

FFO tu total debt (W)** 

Debt tu capltalization (%)9ll 

4.0 

18.0 

59.0 

*Thereafter spproxlmabe years: 7. 9The current years nn~iied interest k subtracacd from the product of the risk factor multiplied by 
the current yeatr capacity payment. WdOs implied merest tu Ule numerator and denomnalor and adds implied depmlatlon to FFO 
+*Adds "plied depredation expense to FFO and imphed debt to raported debt WMd5 lmoiled debt to both the numeralor and the 
denmlMt0r FFO-Funds from operabons NPV--Net present value. 

Short-Term Contracts 
Standard 8 Poor's has abandoned Its hletorical practice of not lmputlng debt for contracts with terms of three years or less 
liowevcr, we understand that there are some utllltks that w e  sha-t-ten PPAS of approxlmataly one year or knrs as gap 
Alters pending Ute constwctlon of new capacity. To the extent that such short-term supply arrangements r e p e n t  a 
nominal percentage of demand and serve the purpo5es desutbed above, we wlll nelther impute debt for such contracts nor 
provlde evergmen treatment to such cantracts 

Evergreen Treatment 
me NPV of the fixed obligations associated with a portfolio of short-term or Intermedbtc-term contracts can lead to 
distortions in a utility's fhnclsl profile relative to the NPV of the flxed obligations of a utllity with a portfollo of PPAs that Is 
made up of longer-term mmltrnentr  where there is the potential b r  wch dlnortbns, ratlnp Commlttato wlll conslder 
evergreen tnatment of exlstlng PPA obllgations as a scenario for Inclusion In the ratbng analysis. Evergreen treatment 
ertDnds the tenor of short- and Intennedlate-term contracts to reflect the long-term obllgation of electrlc utllltlw to meet 
thelr customers' demand for ekctrlctty. 

Whlle we have concluded that there Is a llmited pool of utllitkes whose portfolios of exlstlng and proj@cted PPAs don't 
meaningfully correspond to long-term bad serving oblCaNms. we wlll nevertheless apply evergreen bcatment In those 
cases wheR the portfollo of exlsting and projected PPAs b Inconsistent with long-term load-servlng obllgations, A blanket 
appllcatlan of evergreen treatment Is not warranted. 

To pmvlde evergreen treatment, Standard & P W S  etam by boklng at the tenor of outstanding PPAs. Others can look to 
the 'commHmcnts and contingendes" in the notes to a utlllty's Rnanclal statamen& to der(ve an appmximate tenor of the 
mnmcts. If we conclude that the duration of PPAs Is short relatlve to wr targeted tenor, we would then add mpacltj 
payments until the tarpeted tlnor Is achkved. Based on our analysis of several mpanles, we have determined that the 
evergmn extension of the tenor of exlstlng contracts and anticlpated contracts should extend contracts to a common 
length of abart 12 years. 

The prlce for the capacity that we add will be derlved from new pcaker entry economlcs. We use empirical data to cstabUsh 
' the cost of developing new peaklng cawclty and refled regional differences In our analysis..The con of new capaclty is 
translated into a dollars per kilowatt-year (kW-year) Rgure using a mbhted average cost of capital for the utlllty and a 
proxy capltal recovery period. 

Analytkal Treatment 01 contracts With All-In Energy Pri- 

https://w ww.ratingsdirect.com/Apps/RD/con~ie?id=S82634&type=&outputType... 9/8/2008 
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The prlclng tor some PPA contracts Is stated as a single, ali-In energy prlce. Standard & Poor's COnSldcr3 an tmplled cawclty 
prke that funds the movery of the supplier's ca#tal lnveslment to be subsumed wlthin the all-in energy prlce. 
Consequently, we use a pmxy capaclty charge, stated In $/kW, to calwlate an implled capaclty payment assoclated wlth the 
PPA. The $/kW figure is muitlpiied 6y the number of Wiowatts under contract. In cases of resources such as wlnd power that 
eqhlbit very low capaclty factors, m wlll adjust the kllowath under contract to reflect the anticlpated capaclty factor that 
the resource Is expected M achieve. 

We derive the proxy cost of capacity ustng emplrical data evldencing the cost of developlng new peaking capacity. We wlil 
reflect regloml dlfferences In our analysis. The cost of new cc~paclty is translated Into a $/M flgure using a weighted 
average cost of capltal and b pmxy capital recovery period. fhls number will be updated from time to tlme to reflect 
pwvalllng costs for the development and fiMnclng of the marglnal unit, a combustlon turblne. 

Tranml.rion Arranwments 
In  recent years, some utilltles have entered Into long-term transmlsslon contracts In lieu of buildlng generatlon. In some 
cases, these contracts provlde access to soeclflc m e r  plants, whlle other transmission arrangements provlde access to 
competltlve whole!jale electricity markets. We have concluded that these types of trammlaion arrangements repraent 
extenslons of the power plants to whlch they are connected or the markets that they serve. Inespectlve of whether these 
transmlsrlon llnes are Integral to the dellvery of power from a speclflc plant or are condults to whoksale markets, we vlew 
thew arrangements (15 exhibiting very strong parallels to PPAs as a substitute for Investment In power plants. 
Consequently, we will impute debt for the fixed costs assoclated wlth long-term transmisston contracts. 

PPAs Treated A. Iwsso 
Several utilities have reported that their accountants dlctate that certaln PPAs need to be treated as lea5es for acmuntlng 
purpores due to the tenor of the PPA or the residual value of the asset upon the PPA's explratlon. We have consistently 
taken the poatlon that mmpanies should Identify those capacity charges that are Subject to operotlng lease treabnent In 
the hnancial statements so that we can accoml PPA treatment to those obllgatlons, In Ileu of lease treatment. That Is, PPAs 
that rewlve operating lease treatment for accounting purposes won't k subject to a 100% rlsk factor for analytlcal 
purposes as though they were leases. Rather, the NPV of the stream of capaclty payments assoclated with these PPAs wlll 
be reduced by the risk factor that is applled to the utlilty's other PPA commlments. PPAs that are treated as capital leases 
for accounting purposes wlll not receive PPA treatment because capltal lease treatment Indicates that the plant under 
contract economlcally "belongs" to the utility. 

Evaluating The E f f e c t  Of PPAs 
Though history Is on the slde of full cost recovery, PPAs nevertheless add flnancbl obllgatlons that heighten flnanclal dsk. 
Yet, we apply rlsk factors that reduce debt ImpuDtIon to recognlze that utllltles that rely on PPAS transfer SlgnMcant rwks to 
ratepayes and suppllers. 
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New Issue Summary 

Security Amount Coupon 
Issue Date Issuer Type Ticker (Smm) ( O h )  Maturity Date Rating Spread 

12/10/08 Monongahela Power Co Secured AYE 300 7.950 12/15/13 Baa2/BBB +639 
12/09/08 
12/08/08 
12/08/08 
12/04/08 
12/04/08 
12/02/08 
12/01/08 
1 1 /25/08 
11/24/08 
11/18/08 
11/18/08 
1 1 I1 8/08 
11/17/08 
1 1 /I 7/08 
11/14/08 
11/14/08 
11/13/08 
1 1 /l 3/08 
11/13/08 
11/13/08 
11/13/08 
11/12/08 

10/14/08 
10/07/08 
10/07/08 
10/01/08 
10/01/08 
09/25/08 
09/25/08 
09/25/08 
09/08/08 
09/04/08 
09/04/08 

08/27/08 
08/16/08 

Cleveland Electnc Illuminating 
Pacific Gas 8 Electric 

Secured POM 

Secured TXU 
Northem Stat nsin XEL 
Sierra Pacific Company Secured SRP 

Baal/BBB +670 
BaallBBB +515 5 

@/A +380 

8.875 11/15/38 Baal/A- 

/15/18 Aa3/BBB+ 4455 7 

/01/18 MIA- +265 
15/13 A2/A 

/01/14 AI/A- 

/01/18 A3/BBB +275 
/01/13 @/E 

/01/18 BaaWBBB +312 5 

01/38 @/A 
250 5450 09/01/13 Baa3/BBB +247 
500 6.350 06/15/38 A3/A +193 

08/13/08 Southern Company Unsecured SO 600 FRN 08/20/10 A2/A- 3mL+70 .........I__..___._..-- I_ - 
ZOOBYTD Total 44,537 

2007 Comp Total 34,346 
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