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Q. 

A. 

Q. 
A. 

Q. 

A. 

Please state your name and business address. 

My name is Moray P. Dewhurst. My business address is Florida Power & Light 

Company, 700 Universe Boulevard, Juno Beach, Florida 33408-0420. 

Did you previously submit direct testimony in this proceeding? 

Yes. 

What is the purpose of your rebuttal testimony? 

The purpose of my testimony is to respond to capital structure and return on 

equity (“ROE) claims made by the Ofice of Public Counsel’s (“OPC”) 

witnesses O’Donnell, Woolridge, and Lawton; the Federal Executive Agencies’ 

(“FEA”) witness Gorman; and the South Florida Hospital and Healthcare 

Association’s (“SFHHA”) witnesses Baudino and Kollen. In doing so, I also 

address related claims made by Florida Retail Federation (“FRF”) witness Chriss 

and other intervenors. I also respond to witnesses Schultz’s and Kollen’s 

oppositions to the requested storm cost recovery mechanism and respond to OPC 

witness Schultz’s position on Directors and Officers (“DSEO) liability insurance. 

Finally, I respond to the inaccurate representations and clear misunderstandings of 

several intervenor witnesses related to the proposed ROE performance adder for 

Florida Power & Light Company’s (“FPL” or “the Company”) superior 

performance. 
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3 Q. Please summarize your rebuttal testimony. 

1 A. FPL’s approach to managing its capital structure, supported by the Florida Public 

Service Commission (“FPSC” or “Commission”) for decades, has served 

customers extremely well as manifest by the Company’s low cost access to debt 

markets, its ability to quickly fund major liquidity needs such as stom restoration 

efforts and fuel under-recoveries, its highly reliable service, and its low cost 

position overall. A fair rate of return, acknowledging the true cost of equity has 

been equally important over the years. As described in my duect testimony, the 

Settlement Agreement’s provisions enabling FPL to earn 11% on its equity 

investment helped to bridge the poor result of the last case through the end of 

2012, with the ability to have the Commission reassess the appropriate equity cost 

rate in this proceeding. 
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n. SUMMARY 

Now, however, with the expiration of the Settlement Agreement, the intervenors 

are recommending an even more extreme result - an ROE lower than the 10% 

ROE which prompted downgrades of FPL’s debt and, in the case of OPC, a 

dramatically weakened capital structure. The only logical result of accepting such 

recommendations would be further downgrades, higher costs of borrowing, and 

renewed concern over the regulatory environment in Florida 
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It defies reason for the intervenors to recommend such a drastic result, 

particularly when FPL’s balance sheet strength and opportunity to earn a fair ROE 

have served customers so well for so long. It is no coincidence that FPL 

historically has been able to deliver both superior value to customers and adequate 

returns to investors. These objectives are not mutually exclusive. Indeed, cursory 

examination of our industry shows that utilities that are generally perceived as 

delivering excellent customer value are also commonly the ones with strong 

fuuinancial positions and financial returns. 

For context, the intervenors’ recommended ROE rates are: (1) lower than the 10% 

ROE ordered by the prior Commission in the last case, which was the lowest 

return authorized by the Commission for any electric, gas, or telecommunications 

utility in Florida in over 50 years; (2) lower than the ROE the Commission 

approved as recently as April 2012 for Gulf Power; (3) lower than the ROE 

incorporated in the Progress Energy Florida settlement approved in March 2012; 

(4) lower than any other ROE for a Florida investor owned utility (“IOU); (5) the 

lowest among major electric IOUs in the Southeast United States; and (6) in the 

bottom third of ROEs awarded for electric utilities in the United States within the 

last two years. For intervenors to suggest that their recommended ROEs, if 

adopted, will net have any negative consequences for FPL as it mempts to 

compete in capital markets defies reason. 

5 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

In spite of basement-level ROE recommendations for the Company, OPC and 

other intervenors actually contend that FPL would not be downgraded. 

Astonishingly, OPC takes this position not simply if OPC’s ROE 

recommendation is accepted, but if the Commission also were to dramatically 

alter FPL’s capital structure by as much as a $3 billion difference in debt versus 

equity capital. Beyond incredible, OPC’s position is demonstrably wrong. The 

analysis supporting this position contains elementary but serious errors and 

omissions that, if corrected, actually show that downgrades would follow such a 

decision. There simply is no credible basis for the intervenors to assert that FPL‘s 

financial strength and access to capital markets would not be adversely affected 

by such a drastic outcome. Their contentions reflect a clear lack of any practical 

experience in the financial markets or in managing the finances of a large electric 

utility. Based on my experience in the industry, I am convinced that the 

intervenors’ recommendations would have significant detrimental impacts on the 

Company’s financial strength, likely leading to a downgrade by the credit rating 

agencies and ultimately negatively impacting customer service. 

I am responsible for managing the Company’s financial integrity and ensuring 

that we have ready, sufficient and cost-effective access to capital markets to 

support the operations of FPL and to finance the major capital investments 

authorized by this Commission. In meeting these obligations, I regularly deal 

with both actual and prospective investors, equity and debt, the banks that support 

ow short term credit needs, and the major credit rating agencies. I have practical 
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experience in dealing with them over many years and in a variety of market 

environments. I know how they viewed the results of the last case, how they 

reacted when we entered into the Settlement Agreement, and what their 

expectations are going forward. The intervenors’ recommendations on capital 

structure and ROE are, quite simply, out of line both with investor expectations 

and with the investment opportunities of similar risk readily available to investors 

elsewhere. If adopted, they would negatively impact FPL’s standing with the 

investment community upon whom we rely so heavily to meet the financial needs 

of the Company and, ultimately, our customers. In the long run, the intervenors’ 

recommendations would hurt FPL‘s ability to continue delivering superior 

customer value. 

The intervenors’ recommendations on storm cost recovery and D&O liability are 

short-sighted and misguided. With respect to storm costs, those intervenors 

opposing FPL’s requested continuation of the mechanism approved in the 

Settlement Agreement fail to appreciate either FPL’s real exposure to risk from 

tropical storms or the impact that adoption of their recommendations would have 

on FPL’s risk profile - or both. With respect to D&O liability insurance, the 

intervenors’ recommendations would disallow recovery of a legitimate cost of 

providing electric service to our customers without demonstrating any 

imprudence on the part of FPL. Accordingly, their recommendations should he. 

rejected. 
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Finally, the intervenors fail to counter the good public policy reasons for 

authorizing FPL’s requested incentive for superior performance. Their objections 

are simply irrelevant to the issue. The superior performance that FPL provides, 

for which it is seeking an incentive, is more than just its customers’ low bills - it 

is the total package of low bills, high reliability, and excellent customer service. 

As long as management actions influence the delivery of customer value, there is 

logic in affording the prospect of a higher ROE to those utilities that deliver 

higher customer value. This type of superior service - which requires some risk 

taking to go “above and beyond” the minimally adequate level of service - should 

be encouraged for the benefit of all Floridians. An ROE incentive, such as that 

requested by FPL, provides the appropriate encouragement in a manner consistent 

with the Commission’s previous use of ROE incentives as a mechanism to reward 

superior electric service. 

Are you sponsoring any rebuttal exhibits in this case? 

Yes. I am sponsoring the following rebuttal exhibits: 

Q. 

A. 

MD-3, Regional Comparison: ROE and Key Customer Metrics 

MD-4, Corrected DJL-3 

MD-5, S&P’s PPA Guidance 

MD-6, Effect of OPC’s Recommendations on S&P Metrics 

MD-7, Effect of OPC’s Recommendations on Moody’s Credit Rating 

Triggers 

MD-8, FPL ROE 1999-2012 

MD-9, Climatological Probability - Southeastern U.S. 
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MD-10, Business Risk Comparison - Florida IOUs 

111. IMPLICATIONS OF INTERVENOR RECOMMENDATIONS 

OPC recommends that the Commission decrease FPL’s equity ratio, while 

OPC, SFHHA, and FEA all recommend that the Commission establish an 

ROE for FPL at a level even lower than that allowed by the Pre-Settlement 

Order in FPL’s last rate case. Why should the Commission reject 

intervenors’ recommendations? 

The intervenors’ recommendations would fail three key tests: (1) they would not 

serve customers’ long-term interests; (2) they would not fairly compensate FPL’s 

investors; and (3) they would constitute poor public policy. 

Why are the intervenors’ recommendations not in customers’ long term 

interests? 

Contrary to their contentions, the intervenors’ recommendations would weaken 

FPL‘s financial strength substantially, resulting in further degradation of credit 

and likely downgrades to ratings. Adoption of such recommendations also would 

revive and aggravate investor perceptions of regulatory risk and make it difficult 

to persuade investors to commit capital to the business. The cost of that capital 

would increase (not decrease, as the intervenors suggest) and capital availability 

would decrease. Over time this would lead to reduced electric system investment 

and, in due course, lower customer value. None of this is in our customers’ long 

tern interests. 
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It is no coincidence that FPL historically has been able to deliver both superior 

value to customers and adequate returns to investors. These objectives are not 

mutually exclusive. Indeed, cursory examination of our industry shows that 

utilities that are generally perceived as delivering excellent customer value are 

also commonly the ones with strong financial positions and financial returns. For 

example, the operating companies of The Southern Company are generally 

acknowledged as delivering good value. They do so with authorized ROES as 

high as 13.75% (Alabama Power Company). Even the lowest allowed ROE for a 

Southern operating company (Gulf Power, at 10.25%) is 100-175 basis points 

higher than the intervenors are recommending for FPL. Virginia Electric & 

Power Company (“VEPCO) also is generally acknowledged within our industry 

as providing high customer value. VEPCO’s currently authorized ROE is 1 1.4%. 

On the other hand, the Potomac Electric Power Company (“PEPCO”), a utility 

whose reliability and performance have been heavily criticized within the past 

year, has allowed ROES of only 9.63% (District of Columbia) and 9.31% 

(Maryland), respectively. Historically, the rates of return and other forms of 

regulatoty disallowance for PEPCO have been much worse compared to VEPCO, 

the Southern Subsidiaries, and, until 2010, FPL. I believe that strong long-term 

customer value goes hand in hand with strong financial performance, and FPL‘s 

historical results underscore this point. 

Contrary to the intervenors’ implicit assumptions, customers’ interests are not 

best served by cutting ROE to a level lower than historical FPSC lows (and, with 
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respect to OPC’s recommendation, the lowest in the country) while 

simultaneously weakening FPL’s fmancial integrity particularly in the midst of 

the largest capital spending wave in its history. It simply defies common sense 

and practical utility experience to suggest that this could be done without 

damaging customers’ long term interests. The intervenors’ recommended 

approach of cutting FPL‘s ROE as well as the amount of equity in its capital 

structure solely for the purpose of slashing revenue requirement, would be an 

extreme case of ”penny wise and pound foolish,” especially as FPL will still have 

the most affordable bill in the state if the Commission maintains FPL’s financial 

integrity and provides it a reasonable ROE opportunity consistent with our 

request. It may be easy for a witness focusing only on the short term with no 

other accountability to propose such approaches, but it would be a serious mistake 

for the Commission to accept them. 

Why would the intervenors’ recommendations be unfair to investors? 

As discussed by FPL witness Avera in both his direct and rebuttal testimony, 

regulators must establish an ROE that: (1) fairly compensates investors for capital 

invested in the utility; (2) enables the utility to offer a return adequate to attract 

new capital on reasonable terms; and (3) maintains the utility’s financial 

integrity. The intervenors’ recommendations do not withstand even a cursory 

comparison with these three standards. Even the highest of the intervenor- 

recommended ROES of 9.25% (recommended by FEA witness Gorman) would be 

far lower than investors can expect to earn on investments of comparable or even 

lower risk, and thus would self-evidently not fairly compensate investors. 

Q. 

A. 

11 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

1 

L 

13 

14 Q. 

15 A. 

16 

7 

18 

19 

20 

21 

22 

71 

Moreover, a drastic reduction in FPL’s creditworthiness associated with a 100 

basis points (based on authorized return) or 200 basis points (based on FPL’s 

current ROE under the Settlement Agreement) reduction in ROE, coupled wirh an 

increase in debt of $1.5 billion (a consequence of OPC‘s witnesses’ proposed 

new, weaker capital structure) would most certainly not maintain the utility’s 

financial integrity. In the current environment, as my Exhibit MD-3 shows, the 

opportunities available to investors to commit capital to the utility business offer 

returns well in excess of what each intervenor witness is recommending. Finally, 

the intervenors ignore the specific business risks faced by FPL, which a fair ROE 

would reflect. These risks are discussed in detail in my direct testimony at pages 

12-32. It defies common sense to assert that offering investors the prospect of a 

9.25% or less ROE is consistent with the principle of fairly compensat[ing] 

investors. 

W h y  do the intervenors’ recommendations reflect poor public policy? 

The intervenors’ recommendations, if adopted, would set up a perverse incentive: 

penalize superior customer value delivery and offer higher returns to utilities 

which deliver less value to their customers. This is the precise reverse of what a 

regulator should be wishing to encourage. 

Whether or not the intervenors’ witnesses think that their ROE recommendations 

fairly reflect FPL’s true cost of capital, the practical implications of adopting their 

recommendations is that FPL -the utility that today delivers the best combination 

of low bills, high reliability, and excellent customer service in Florida - would see 

12 
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its allowed ROE reduced and reduced to a level that would be the lowest in the 

state, the lowest among major electric IOUs in the Southeast, and among the 

lowest established for any electric utility in the nation within the last two years. 

OPC’s and SFHHA’s proposed ROES of 9% would be the absolute lowest in the 

nation in the last two years. 

From a policy perspective, it is obvious that regulators should want to encourage 

regulated utilities to seek to improve their customer value delivery. In practical 

terms, the way to do this in electric utility regulation is offering the prospect of 

higher rewards to those who perform well. Higher ROE, all other things being 

equal, will clearly offer this prospect and will provide better long term customer 

benefits. To saddle the best performing utility with the lowest allowed ROE 

while simultaneously weakening its financial integrity (as OPC recommends) 

would achieve the precise opposite of this policy aim. The predictable result 

would be to send a message that customer value is irrelevant to regulatory 

outcomes (unless, perhaps, it is poor enough to warrant a penalty), which would 

only lead to utility conservatism and higher costs over time. No utility would 

ever see it to its advantage to take a step beyond the minimum needed to provide 

adequate service, as required by statute. 

Please provide some market and investor contest for the intervenors’ 

recommendations on ROE in this case. 

The Commission’s Re-Settlement Order in FPL’s last rate case and investors’ 

reactions to that decision provides important context. In that order, the prior 

13 
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Commission maintained FPL’s actual equity ratio as requested (the same equity 

ratio maintained now), but authorized an ROE midpoint of only 10%. This ROE 

was the lowest return authorized by the Commission in Florida in over 50 years. 

It is also lower than the ROE the Commission approved as recently as April 2012 

for Gulf Power and it is lower than the ROE incorporated in the Progress Energy 

Florida settlement approved in March 2012. Today, it remains among the bottom 

third of authorized ROEs for electric utilities in the nation and the lowest among 

major electric IOUs in the Southeast United States. Exhibit MD-3 provides the 

current authorized ROEs in the Southeast U.S. for major electric IOUs. It shows 

that FPL‘s current authorized ROE is the lowest in this region, even as its 

residential customer satisfaction score - according to a recent JD Power survey - 

is the highest and its typical 1,000 kWh residential bill is the second lowest. 

Exhibit MD-2, attached to my direct testimony, presented the ROEs established in 

Florida in the last 50 years. Each of these exhibits demonstrates FPL’s 

comparatively low ROE position. 

The results of the pre-settlement ROE decision in 2010 - a decision that lowered 

FPL’s ROE but maintained its capital structure - were both immediate and 

sustained. Both Standard & Poor’s (“S&P”) and Moody’s Investor Service 

(“Moody’s”) downgraded FPL. S&P noted that “...regulators [have] responded 

with decisions that reflect more intense political influence over the regulatory 

environment. Maintaining financial strength despite regulatory setbacks and a 

slowly improving economy in Florida will be challenging.” (Standard & Poor’s, 

14 
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Q. 

A. 

“Research Update: FPL Group Inc. Downgraded to ‘A-’ h m  ‘A,’ Off Credit 

Watch; Outlook Stable” (March 11,2010)). Moody’s stated: “As a result of these 

developments, Moody’s now views the Florida utility regulatory environment as 

substantially less constructive and predictable than it has been historically, 

increasing the level of risk to investors going forward.” (Moody’s, “Rating 

Action: Moody’s Places FPL Group and Subsidiaries on Review for Downpade” 

(Jan. 19,2010)). 

The investment community also expressed deep concerns, observing “FPL was hit 

with a harsh rate order earlier this ye ar... Utilities almost never get everything 

they request, but it came as a shock when the Florida commission granted a tariff 

hike of just $74.5 million this year, based on an ROE in a range of 9%-11%.” 

(Value Line, February 26,2010). 

Given this context, what are the implications of the intervenors’ 

recommendations on ROE in this case? 

As I explained in my direct testimony, the Settlement Agreement that was entered 

into by the major parties in this case and subsequently approved by the 

Commission in the last case provided the Company with the ability to earn 11% in 

each year of that agreement. Now, however, with the expiration of the Settlement 

Agreement, the intervenors are recommending an even more extreme result - an 

even lower ROE than the 10% ROE which prompted the negative reactions and 

downgrades surmnarized above and, in the case of OPC, at the stme time a 

dramatically weakened capital structure. The only logical result of accepting such 
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recommendations would be fiuther downgrades, higher costs of borrowing, and 

renewed concern over the regulatory environment in Florida. 

Can OPC’s recommendations be adopted without consequence, as its 

witnesses contend? 

No. It defies common sense and practical experience for OPC’s witnesses to 

claim that the Commission can: (i) significantly weaken the capital structure of 

the Company; and (ii) approve one of the lowest ROES in the country, and yet 

produce no negative impacts on the financial strength and credit rating of the 

Company. The presumption that FPL will remain as financially sound and 

competitive in the capital markets as it historically has been and that FPL will 

continue to be able to deliver the same superior service to customers with a 

significantly weakened balance sheet is simply wrong. 

OPC witness Lawton and FEA witness Gorman specifically claim that FPL’s 

financial metrics would remain within the S&P and/or Moody ranges 

supporting FPL’s credit rating if their recommendations are adopted. Do 

you agree? 

No, I do not agree. OPC witness Lawton makes d i t  metric computations (see 

his DJL-3) in an attempt to illustrate that FPL would not suffer financial 

degradation and risk a credit downgrade. Unfortunately, these contain elementary 

but serious errors. I have not attempted a detailed re-analysis in an effort to 

uncover all possible errors, but, as shown in my Exhibit MD-4 “Corrected DJL- 

3,” correcting just two glaring errors changes the results and his conclusions. His 

Moody’s credit metrics analyses are similarly unreliable because he omits any 
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reference to the most recent Moody’s guidance specific to FPL’s credit rating. 

When correction of these errors and omissions are taken into account, it is clear 

that OPC‘s claim that FPL’s financial strength will not be harmed by its 

recommendations has no basis in reality. The computations provided by witness 

Gorman also indicate a decline in FPL’s S&P financial risk profile and therefore 

similarly fail to support the proposition that FPL (and its customers) will be 

Unharmed. 

Please describe the errors in OPC witness Lawton’s Standard & Poor credit 

metric calculations. 

First, witness Lawton omits FPL’s short term debt of $446 million from his metric 

calculations. Short term debt i s  a portion of FPL’s financing that is integral to 

FPL’s operations as explained on MFR Schedule D-3, and is recognized by S&P 

in its evaluations. Second, he omits S&P’s consideration of power purchase 

agreements (“PPAs”) in evaluating the fmancial strength of a utility. S&P’s 

guidance related to PPAs is included as Exhibit h4D-5. Regardless of whether 

witness Lawton agrees with S&P’s inclusion of short term debt and consideration 

of PPAs, he is purporting through his testimony and Exhibit DE-3 to demonstrate 

how S&P would react to OPC’s recommendations. Accordingly, these 

adjustments should be made. Properly considering, rather than completely 

ignoring, short term debt and S&P’s current $922 million PPA adjustment would 

move the Company’s financial risk profile from “intermediate” toward 

“aggressive” - two notches down and by itself a likely downgrade. To be clear, I 

have not conducted a detailed examination of witness Lawton’s calculations, 

17 
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which may contain other errors. The two I have identified are glaring and 

elementary, and correcting them substantially changes the conclusions one would 

reasonably draw fiom such an analysis. 

What is the significance of OPC witness Lawton’s financial errors? 

OPC relies on its credit metrics testimony of witness Lawton to claim that the 

investment community would not react negatively or downgrade FPL’s credit 

rating if OPC’s position were accepted by the Commission. In contrast, when 

witness Lawton’s financial errors are comted,  it is clear that FPL’s credit rating 

with respect to S&P would deteriorate. This is shown in my Exhibit MD-6. 

Even using his uncorrected calculations, the Financial Risk Indicative Ratios (per 

S&P) for FPL would be severely and negatively affected and would move the 

Company’s financial risk profile from “intermediate” to “significant” and 

potentially even to “aggressive.” These are not minor changes. 

Please describe the omission contained in OPC witness Lawton’s testimony 

with respect to Moody’s credit metrics. 

OPC witness Lawton’s testimony unaccountably omits any reference to the most 

recent Moody’s guidance with respect to FPL, issued in April 2012. Because FPL 

is the company which is the subject of this proceeding, and this guidance is 

commonly available and relied upon by investors, it is difficult to understand how 

anyone could make such a critical omission in purporting to apply Moody’s 

guidance and methodology. 
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In April 2012, Moody’s stated what key factors would lead Moody’s to consider 

downgrading FPL 

“A downgrade could be considered if there is an adverse outcome to the 

company’s pending rate case, if there are significant cost disallowances or 

other changes to the Florida’s currently credit supportive cost recovery 

provisions, or ifthere is a sustained decline in cash flow coverage metrics, 

including CFO pre-working capital interest coverage below 5 . 0 ~  and CFO 

pre-working capital to debt below 25%, or an increase in debt to capital 

above the 40% range.” 

(Moody’s Investor Service, “Credit Opinion: Florida Power & Light Company” 

(April 10, 2012)). This is unmistakable and particularly clear for a credit rating 

12 

13 
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agency, and while the phrase “could be considered” is of course conditional, my 

direct conversations with Moody’s credit analysts leave me in no doubt as to what 

the outcome would be if OPC‘s recommendations were to be adopted. 
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What is the significance of Public Counsel’s failure to consider the most 

recent April 2012 Moody‘s guidance? 

The Moody’s April 2012 FPL credit analysis clearly identifies three credit metric 

triggers which could cause a further downgrade of FPL’s credit rating. OPC’s 

recommendations in this case would trip not just one, but uZf three of these 

triggers, meaning that a downgrade would more than likely result. This is 

demonstrated in Exhibit MD-7. It is clear that OPC’s claim that Moody’s ratings 

of FPL would be unaffected by accepting OPC’s position is incorrect. 
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Q. 

A. 

Q. 

A. 

Please respond to FEA witness Gorman’s claim that his ROE 

recommendation would not harm the strength of the Company, based on his 

S&P metric calculations. 

Witness Gorman does not propose changing FPL’s equity ratio as OPC does. 

Nevertheless, his proposed ROE of 9.25% would be viewed as an extremely 

negative result from a credit perspective, and would reverse the emerging 

perception of a return to more constructive regulation in Florida. With respect to 

his credit metrics, witness Gorman himself admits that his proposal would drop 

FPL from its current S&P financial risk profile of “intermediate” to “significant” 

@. 52). This degradation of financial risk position, combined with his 

exceedingly low and punitive ROE proposal, would likely lead to a credit 

downgrade by the rating agencies. 

Do factors other than these types of metrics influence the Company’s credit 

rating? 

Yes. Naively moving numbers in a matrix and suggesting that this would dictate 

the impact on credit reflects a fundamental lack of understanding of how credit 

analysis is conducted. S&P cautions that the indicative outcomes of these metrics 

“are not meant to be precise indications or guarantees of future rating opinions” 

and has stated “our assessment of financial risk is not as simplistic as looking at a 

few ratios.” (S&P, “Criteria Methodology: Business RiskiFinancial Risk Matrix 

Expanded” (May, 2009)). 
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A major element in credit analysis for regulated utilities is the assessment of 

regulatory risk. OPC witness Lawton and FEA witness Gorman simply ignore the 

impact that adopting their recommendations would have on perceptions of 

regulatory risk. It could only be negative, and the only relevant question is: how 

negative? Investors and rating agencies are watching very carefully the 

regulatory process in Florida. The downgrade that followed the last rate case still 

negatively resonates with FPL’s investors and the rating agencies. They remain 

optimistic that the regulatory climate has stabilized and may be returning to one 

that encourages investment and high quality service among utilities. Another 

unreasonable outcome, such as those recommended by the intervenors, would be 

a major setback in investors’ view of the regulatory environment in Florida. 

Reaction to a negative decision in this case alone could be enough to prompt 

another credit rating downgrade -regardless of the metrics. 

Do the intervenor witnesses apply the correct standard in making its 

recommendations regarding ROE and capital structure? 

No. The intervenors’ positions indicate that they believe that the Commission’s 

task is to determine what the lowest possible ROE and weakest capital structure 

for FPL could be without affecting FPL’s ability to provide minimally adequate 

electric service. This is clearly not the appropriate standard. 

The Commission’s task, as I understand it, is to authorize an ROE that complies 

with the standards set forth in Hope and Bluefield to: (1) fairly compensate 

investors for capital invested in the utility; (2) enable the utility to offer a return 
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adequate to attract new capital on reasonable terms; and (3) maintain the utility’s 

financial integrity. Just as important, the Commission must consider how 

customers’ long term interests would best be served. The intervenors’ 

recommendations to slash short term costs (by reducing equity and lowering the 

Company’s ROE) at the expense of the Company’s financial strength is short- 

sighted and would at a minimum result in credit rating downgrades, higher debt 

costs, and investor concerns related to the regulatory environment in Florida. 

In contrast, FPL’s approach to maintaining fmancial strength, which includes 

maintaining the current, actual equity ratio by which the Company is managed 

and affording equity investors the opportunity to earn a fair ROE, has served 

customers well for decades and can be expected to continue to do so. The proof is 

in the low bills, high reliability, and excellent customer service to which our 

customers have become accustomed. FPL’s customers enjoy the most affordable 

electric service in Florida today and will continue to do so if the Commission 

grants 100% of FPL’s rate request in this proceeding. 

Do you have any other general observations about the intervenor witness 

positions regardiig capital structure and ROE? 

Yes. First, the intervenors fail to consider the total effect of FPL‘s request to 

maintain its capital structure and establish an ROE of 1 1.5% on FPL’s rate case 

request - and therefore its effect on customers. Authorizing FPL‘s requested 

ROE would result in a weighted average cost of capital (“WACC”) of 7.0%, 

which is below the average WACC of FPL’s peer electric utilities. FPL’s average 
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bill will also remain below the average of FPL’s peers and will remain the lowest 

in Florida. This emphasizes the “penny wise and pound foolish” nature of the 

3 intervenors’ recommendations. 

4 

10 

~. 1 

Second, it appears that the intervenor witnesses forget or overlook the 2010 Rate 

Settlement - a critical stopgap measure put in place to mitigate the effects of the 

2010 Re-Settlement order. SFHHA witness Baudmo, for example, states that 

‘‘[sJince its last rate proceeding before the Commission, the Company has had 

nearly unfettered and low cost access to capital markets for its construction 

program and for other corporate purposes.” (p. 17). He then points to the rates 

obtained for FPL‘s June 2011 and December 2011 bond issuances as support. 

12 

13 

14 

15 

16 
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These bond issuances, however, occurred after approval of the Settlement. They 

reflect FPL’s ability to consistently earn an 11% ROE, the ability to recover costs 

associated with West County Unit 3, and FPL’s current capital structure (in 

addition to a variety of market influences outside of FPL’s control) - not the 10% 

ROE upon wfiich rates were set by the 2010 Pre-Settlement Order. It is the 

Settlement Agreement that has, albeit temporarily, helped support FPL’s financial 
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position. 

As I discussed in my direct testimony, as a direct and contemplated result of the 

Settlement Agreement’s provisions allowing FPL to flexibly amortize theoretical 

depreciation reserve surplus (effectively reversing depreciation) to provide 

earnings, albeit non-cash earnings, FPL projected to earn and did earn 11% in 
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2010 and 2011. Likewise, FPL expects to earn 11% in 2012 through the end of 

the Settlement Agreement. Contrary to the implications in Mr. Baudino’s and 

others’ testimony, the Settlement Agreement provided the additional elements 

missing from the initial rate order that were necessary to stabilize FPL’s financial 

position and provide investors with comfort. Value Line summarized the results 

of the settlement as follows: 

“Earlier this year, Florida Power & Light was hit with a harsh rate order. 

There was some concern about the treatment FPL would get when it filed 

far recovery of the cost of a 1,220-megawatt gas-fired plant ... The 

agreement allows the utility to recover the cost of the plant, next year, but 

only to the extent that lower fuel prices will offset the revenue 

requirement. Base rates will be frozen through the end of 2012. The 

allowed return on equity will remain in a range of 9%-11%.” 

(Value Line, November 26,2010). Later, Value Line stated: 

“Florida Power & Light is benefiting from a rate settlement that was 

approved last year. This will enable FPL to earn a return on a generating 

facility that went into service in 2010. Also, the settlement allows the 

company to boost its profits by amortizing surplus depreciation.” 

(Value Line, February 25,201 1). The limited nature of the Rate Settlement and 

expectations for this rate case have also been expressed in the investment 

community. As Barclays Equity Research reported in July of this year, 

“An increase in cash eamings is an equally important issue for this rate 

case. Although FP&L has been earning an 11% ROE for the last 2 years, 
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and should earn at 11% again in 2012, it is doing so based on a reduction 

in depreciation expense as a result of having been found to have sluplus 

depreciation in the last depreciation study. Consequently, FP&L’s 

earnings have been lighter on cash than an 11% ROE implies, and the 

company must have some - and investors should expect - a notable 

increase in cash to be a part of this rate case, if the FL PSC seeks to be fair 

in its regulation.” 

@arclays Equity Research, U.S. Utilities, Sector Update (July 16,2012)). 

As explained in my direct testimony, the Settlement Agreement expires at the end 

of this year. FPL‘s requested ROE and the maintenance of its actual capital 

structure, which has served customers so well for so long, will continue to support 

investor confidence and FPL‘s competitive access to capital. 

IV. CAPITAL STRUCTURE 

- 7  Q. 

18 

19 

Several intervenor witnesses claim that FPL’s equity ratio is excessive 

compared to other utilities in the industry, particularly the proxy groups 

used by various witnesses in their ROE models. Please respond. 

20 A. The intervenors disregard the relative business risk profile of FPL compared to 

21 

7 
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those in the proxy groups. Every utility faces a unique risk profile, and these risk 

differences influence the capital structure that a prudent utility manager should 

seek to employ. This fact is recognized by witness O’Donnell when he states that 
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‘‘[plrudent management practices attempt to ameliorate higher business risk with 

offsetting, lower financial risk.” @. 15). His application of this concept on a 

strictly regulated (not risky, according to this witness) versus unregulated (more 

risky, according to this witness) basis, however, is overly simplistic and ignores 

the many FPL-specific risk factors presented in this case. As described in my 

direct testimony at pages 12-32, there are very real business risks faced by FPL, 

such as miles of shoreline and therefore exposure to hurricanes, which support the 

reasonableness of a less-leveraged capital structure. 

The reasonableness of FPL’s current capital structure is not a theoretical or 

academic issue. FPL has repeatedly relied on its strong balance sheet to serve its 

customers. For example, solely with regard to the 2004 and 2005 hurricane 

seasons, FPL had to fund approximately $1.8 billion in storm restoration costs, a 

significant portion of which was over an indefinite period of time, with substantial 

uncertainty as to timing and amount of recovery. In addition, FPL has had to fund 

large he1 under-recoveries in times of increasing fuel prices in order to continue 

purchasing fuel for use in generating electricity (such as the $1 billion under- 

recovery in 2005). These actions - all of which are clearly in customers’ interests 

- would have been impossible without FPL’s strong balance sheet. Again, for a 

short-sighted purpose, the intervenors simply ignore the practical need for 

f m c i a l  strength and the many ways that FPL’s financial strength benefits 

customers. 
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The intervenors also claim that FPL’s equity ratio is excessive compared to 

NextEra Energy, Inc (“NEE”). Please respond. 

Each intervenor comparison of FPL‘s capital structure to NEE’s consolidated 

capital structure is grossly simplistic. NEE’s consolidated capital structure is 

completely different fiom FPL’s, in that it contains project (non-recourse) debt, 

hybrid securities, and equity units, among other instruments. Project debt, which 

totals about $6 billion, is secured solely by the particular asset financed and the 

cash flows generated by the project, with no obligation to repay in whole or in 

part from corporate funds. Hence, it is often called “non-recourse” (to the 

sponsoring company’s credit) debt. Consequently, the rating agencies and 

investment community distinguish and largely exclude non-recourse project debt 

from NEE’s capital structure in their credit evaluation. Hybrid securities and 

equity units have equity benefits to issuers. Therefore, the rating agencies assign 

equity credit for these types of instruments which equates to an adjustment to 

capital structure. These adjustments have a material effect on NEE’s 

capitalization. Without accounting for these differences. one cannot compare the 

equity ratio of FPL and the consolidated equity ratio of NEE and reach any 

meaningful conclusions, as OPC witness O’Donnell attempts to do. 

OPC witness O’Donnell alleges that NEE can “lean on FPL” to take dividend 

payments for the benefit of affiliated companies, pointing to the varying level 

of dividends that have been paid as presented in KWO-10. Does KWO-10 

support witness O’Donnell’s alleged “liikage” between NEE’S credit rating 

and FPL’s capital structure? 
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A. No. In fact, it shows the very reverse of what OPC witness O’Donnell is 

suggesting. NEE carefully manages the capital structure of FPL so that it closely 

matches the capital structure last reviewed and approved by the FPSC. This 

means that, at times, FPL will pay a dividend to its equity owner (NEE) and, at 

other times, NEE will infuse equity into FPL. This is a function of the fluctuating 

cash flows of the business. The capital structure, as well as other financial 

information on a rolling twelve-month basis, is filed with the Commission each 

month in the Company’s Earnings Surveillance Reports. Far from NEE being 

able to “lean on FPL,” it is FPL that is able to lean on NEE when its investment 

needs exceed its capital generating abilities, as is the case currently. But FPL can 

only enjoy this benefit as long as shareholders have the prospect of earning a fair 

rate of return on their invested capital. 

The dividend amounts will vary as the dividends are paid or equity is infused in 

order to meet the Company’s target capital structure. Overall, however, fkom 

December 1989 to the end of 201 1, FPL has increased its common equity balance 

fiom $2.8 billion to $10.9 billion, an increase of about $8.1 billion, as it has 

increased its overall investment in the business and maintained a consistent equity 

ratio. 

Q. Do rating agencies make adjustments to a utility’s capital structure in 

evaluating its financial risk? 

Yes. As discussed previously, S&P recognizes $922 million in PPA obligations 

as debt-like in its evaluation of FPL. Credit rating agencies take these PPA 

A. 
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obligations into account when evaluating the financial strength of FPL either 

explicitly (in the case of S&P) or as part of their overall credit evaluation (in the 

case of Moody’s). S&P has explained that “[tlo better reflect the ‘truth’ of an 

issuer’s financial position, we must make certain adjustments to these financial 

statements that affect metrics in a way we believe more completely reflects 

creditors’ risks, rights, and obligations.” (S&P, “Financial Adjustments Give a 

Clearer Picture of Credit Quality for U.S. Utility and hfiastructure Companies” 

(August, 2008), p. 2). With respect to PPAs specifically, S&P states “[wle view 

PPAs as fixed, debt-like financial obligations that represent substitutes for debt- 

financed capital investments in electric generation capacity.” (Id. at 6). For that 

reason, S&P considers $922 million in PPAs as debt when evaluating the 

financial strength and appropriate credit rating for FPL. (S&P, Ratings Direct, 

NextEra Energy, Inc. (April 6, 2012)). Regardless of whether the intervenors 

agree that it is an appropriate adjustment for the credit rating agencies to make, 

the fact of the matter is that the credit rating agencies do in fact take PPAs into 

account when evaluating the fmancial strength of FPL and considering the 

appropriate credit rating to assign. 

Do FPL’s customers benefit from FPL’s current capital structure? 

Yes. No one can reasonably argue that FPL’s approach to maintaining financial 

strength over the long term has not served customers well. FPL has been prudent 

in maintaining a capital structure. that has enabled consistent and competitive 

access to the capital markets in times of economic turmoil, has been able to 

satisfL instant liquidity needs caused by unexpected events such as major storms, 
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and has been able to competitively finance large investments to modernize and 

strengthen its infrastructure - all of which result in high reliability and low costs 

for customers. 

Has the Commission in the past acknowledged the customer benefits of a 

strong capital structure? 

Yes. Even in the 2010 Pre-Settlement Order the Commission recognized the 

importance of financial strength, fmdmg “FPL’s position of financial strength has 

served it and its customers by holding down the Company’s cost of capital.” 

(Order No. PSC-10-0153-FOF-EI, p. 119). The Commission also acknowledged 

that while others were forced to issue debt at high rates during the financial crisis 

of 2008 and 2009, FPL was able to sell 30-year bonds at very reasonable rates 

“due to its strong financial position.” (Zd. at 119). Despite the fact that FPL’s 

equity ratio was near the top of the range of equity ratios for its proxy group, the 

Commission agreed that FPL‘s actual capital structure, which it had maintained 

for over a decade, was reasonable. 

Please respond to OPC witness O’Donnell’s recommendation that the 

Commission Kimpute” an equity ratio of 50% for purposes of ratemaking in 

this docket. 

If witness O’Donnell is suggesting that the Commission set rates on an equity 

ratio of 50% but then expect FPL to maintain an actual equity ratio of 59.6%, he 

is effectively proposing that customers receive all the benefit of FPL’s strong 

capital structure without paying for it. This certainly seems to be the implication 

of his recommendation. 
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In practice, of course, FPL could not reasonably continue operating the Company 

in a manner that is contrary to the Commission's determination on an appropriate 

equity ratio in this case. Accordingly, if witness O'Donnell's recommendation 

were to be accepted by the Commission, FPL would have to issue more than $1.5 

billion in long-term debt and correspondingly reduce its equity by more than $1.5 

billion - an over $3 billion swing in the relative amount of equity compared to 

debt in FPL. FPL would thus become far more leveraged and financially risky. 

Adoption of this recommendation would also reduce FPL's cash flow by 

approximately $214 million annually, according to OPC witness O'Donnell. As I 

have already discussed at length, these impacts would most likely translate into a 

credit rating downgrade and would certainly result in higher borrowing costs. 

Further, regardless of any impacts associated with recapitalization of the 

Company, the $214 million reduction in revenues resulting from OPC's 

recommendation would be recognized by investors and credit rating agencies. 

This alone would negatively affect their opinions on the financial skength of FPL. 

To imply that investors and credit ratings agencies would overlook these cash 

impacts because the ''actual'' capital structure could theoretically remain 

unchanged demonstrates witness O'Donnell's lack of understanding of the 

practical consequences of his recommendations. 
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V. RETURN ON EQUITY 

3 Q. Please respond to the intervenor witnesses’ ROE recommendations. 

4 A. Dr. Avera explains why the intervenors’ recommendations are not supported by 

5 correct market-based analyses. My observations as to the intervenor 
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recommendations are based on my experience and discussions with investors. 

OPC witness Woolridge recommends an ROE of 9% (coupled with an arbitrary 

equity ratio of 50%, or an ROE of 8.5% if FPL’s equity ratio is maintained), 

SFHHA witness Baudino recommends an ROE of 9%, and FEA witness Gorman 

recommends an ROE of 9.25%. Each of these recommendations falls woefully 

short of an ROE that would fairly compensate FPL’s equity investors. A result in 

this case in line with these recommendations would likely be seen as punitive and 

would result in considerable, negative investment community and rating agency 

reaction. For example, Fitch has recently reported that “An adverse outcome in 

FPL’s pending rate case would lead to a revision in Fitch’s view that Florida 

regulatory environment has improved.” (FitchRatings, “Fitch Affirms NextEra 

Energy, Inc. & NEE Capital Holdings’ IDRS; Also Affirms Florida Power & 

Light” (April 27,2012)). A consistent feature of the intervenors’ witnesses’ ROE 

recommendations is that they ignore this type of guidance and therefore ignore the 

investor perspective. 
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Why do you think the investment community would view an ROE in line 

with the intervenors’ recommendations as punitive? 

As mentioned above, an ROE midpoint of 9% or 9.25% (or OPC’s alternate 

recommendation of 8.5%) would be even lower than the ROE midpoint approved 

by the Commission in 2010 before the Settlement Agreement. Also, as shown on 

my Exhibit h4D-3, it would be far below the 11.52% average ROE established for 

other major electric IOUs in the Southeastern U.S., despite FPL’s demonstrably 

excellent performance. Finally, as demonstrated in Exhibit h4D-8, such 

recommendations are far below the ROE levels that investors have realized over 

the last 14 years. 
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All witnesses agree that the Commission is required to set an ROE that is fair and 

compensatory. Yet, the intervenors’ ROE proposals are neither fair nor 

compensatory and are in fact demonstrably punitive in nature. The Department of 

Public Utilities of Massachusetts, for example, recently established an ROE for 

Fitchburg Gas & Electric Company (“Fitchburg”) of 9.2%. This was the lowest 

ROE established for any electric utility in the country in the last two years. Part 

of the Department’s support for this low ROE was its finding that Fitchburg had 

“fail[ed] to meet its hdamental service obligation as a fimchised utility.” (DPU 

11-01; DPU 11-02, Aug. 1, 2011, p. 424). PEPCO’s ROE was also recently 

reduced, in part to “reflect the substandard reliability and service quality of 

PEPCO’s distribution system.” (Order 85028, Public Service Commission of 

Maryland, issued July 20, 2012, p. 108). PEPCO’s ROE was set at 9.25%, plus 
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six basis points for flotation costs. Fitchburg and PEPCO are distribution-only 

utilities, with lower risk profiles. The intervenors recommend applying a similm 

or lower ROE to FPL in this case, in spite of FPL's higher risk profile as an 

electric generation, transmission, and distribution utility; excellent reliability; 

excellent customer service; and low customer bills. It is hard to see how investors 

could not see this as punitive. 

Witnesses Woolridge, Lawton, Baudmo, and Gorman all spend time 

dmcussing the relative riskiness of the utility industry generally. Please 

respond. 

The relative riskiness of the utility industry generally is not at issue here. FPL 

acknowledges that in some respects, an investment in the utility industry is less 

risky than an investment in other industries. As FPL witness Avera concludes, 

however, disregarding other industries with which FPL competes for capital 

would fail to fulfill the relevant Hope and Sluefield standards for determining a 

fair ROE. 

Moreover, these intervenors ignore - and would have the Commission ignore - 

the relative business risk profde of FPL within the utility industry. Evaluating 

FPL's relative business risk profile is a necessary step in determining the fair 

ROE for FPL's investors. FPL's business risk profile is discussed in detail in my 

direct testimony at pages 12-32. 

FEA witness Gorman and OPC witness Woolridge discuss the impact of a 

utility's equity ratio on its financial risk and conclude generally that because 
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FPL’s equity ratio is higher than some of its peers, its ROE should therefore 

be lower than its peers. Please respond. 

These witnesses focus on equity ratio to the exclusion of all other factors, as 

though FPL were identical to other utilities in all relevant respects. Again, the 

intervenors appear to rely on broad, general concepts rather than evaluate the very 

real business risk factors that, on balance, set FPL apart from other electric 

utilities. As explained in my direct testimony, FPL faces significant risks 

associated with FPL’s location at the end of a peninsula and extensive use of 

nuclear generation. Additionally, while all Florida electric utilities are exposed to 

some storm damage and storm cost risks, including lost revenues, what makes 

FPL unique is the level and degree to which FPL is exposed to these risks. FPL is 

exposed to tropical storms and hurricanes along a much longer coastline that 

wraps from north of Fort Myers on Florida’s west coast, down to the end of the 

peninsula and then up the Atlantic coast just to the south of Jacksonville. No 

other utility within or outside Florida has that kind of storm exposure. As shown 

on Exhibit h4D-9, Florida has the greatest exposure to hurricane damage and FPL 

has the greatest exposure among the Florida electric IOUs. These are just a few 

examples, and the intervenors simply ignore these business risks. 

A. 

Taken in the aggregate, FPL’s business risk profile is somewhat greater than most 

utilities in the country and greater than other IOUs in Florida FPL’s relative 

riskiness among Florida IOUs is shown in Exhibit MD-10. This suggests that 

FPL should maintain a stronger financial position and that its investors should be 
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compensated for this greater risk exposure - not that FPL should receive one of 

the lowest ROES in the nation, the lowest ROE in the Southeast, and the lowest 

ROE in Florida. Again, FPL‘s strong capital structure and a fair rate of return on 

equity, buttressed by constructive regulation, have been key components to the 

long-term health and strength of the Company. The benefits of th is  for customers 

exist today; they are tangible, and they have been demonstrated repeatedly in the 

real world. 

Witness Baudho points out that FPL uses annual cost recovery clauses to 

recover some of its costs, stating that FPL “receives substantial benefits” 

from them, and implying that this reduces FPL’s investment risk Are these 

cost recovery clauses unique to FPL? 

No. Adjustment mechanisms that enable utilities to implement rate changes to 

pass through fluctuations in costs are widely prevalent in the industry and already 

well understood by investors. Absent these cost recovery mechanisms, investors’ 

required ROE would be significantly higher than FPL‘s requested ROE. Once 

again, he fails to examine the specifics of FPL’s situation relative to other 

alternatives to which investors can commit capital. 

The specific cost recovery clauses available to FPL are available to all Florida 

investor-owned electric utilities. Their availability, therefore, does not support 

the intervenors’ recommendations that the Commission establish an ROE for FPL 

that is lower than that recently established for Gulf Power Company (Order No. 
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PSC-12-0179-FOF-EI, April 3, 2012) and approved for Progress Energy Florida 

(Order No. PSC-12-0104-FOF-EI, March 8,2012). 

Does the presence of cost recovery clauses eliminate the risk to FPL and its 

investors that FPL will not timely recover all its prudently incurred costs? 

No. Cost recovery clauses mitigate but do not eliminate the risk that FPL will not 

timely recover its prudently incurred costs. Certain disallowances advanced by 

the intervenors and approved by the Commission, for example, can apply to costs 

that FPL and its investors believe to be prudent. Additionally, clause under- 

recoveries, which can be significant, are reimbursed at FPL’s commercial paper 

rate, not at FPL’s weighted average cost of capital. This increases the risk that 

investors will not earn a return at the level authorized by the Commission. 

Several of the intervenor witnesses, such as FRF witness Chriss, cite concerns 

with FPL’s requested ROE given the ‘‘carrent economic conditions” faced by 

the utility’s customers (Chriss, p. 6). Please respond. 

FPL acknowledges that these are difficult times for some of its customers -which 

is one of the reasons why we’re pleased with our relative low-cost, low-bill 

position. But witness Chriss’s concerns seem somewhat disingenuous, 

considering the fact that his employer, Wal-Mart, is realizing healthy returns far 

in excess of FPL’s. In 2009, Wal-Mart’s ROE was 19.94%, in 2010 it was 

21.83%, and in 201 1 it was 23.60% - growing each year, for a three year average 

of 21.79%, net of taxes. Moreover, based on his review, FPL witness DeRamus 

concludes that the impact of FPL’s request on commercial customers is moderate, 
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1 

2 

particularly in comparison to changes in prices for other goods and services over 

time. 

3 Q. 

4 the investment community? 

5 * 

6 

7 

How would the impact of a weakened balance sheet and lower ROE affect 

As I have discussed, it is clear that these actions will degrade and likely 

downgrade the credit, financial strength, financial health, and financial resiliency 

of FPL. Financial markets remain weak and uncertain, global credit markets are 

8 

9 

10 

1 

12 

13 

14 

vulnerable as is illustrated by the turmoil in Europe and in the banking sector. 

Since 201 1, for example, Moody's has downgraded 807 banks, 74 of which are in 

the United States. That compares with the sparse number of upgrades of 119 

worldwide and just 12 in the US. (and none so far in 2012). It is certain that the 

downgrades in the banking sector will continue to cause concern and increase the 

stress in the credit markets. It is unreasonable, particularly in this credit and 

economic environment, for OPC to propose a position that would purposely and 

15 

16 

'7  

18 

19 

20 Q. How does FPL propose to address storm recovery in this proceeding? 

unequivocally decrease the financial strength of one of the best performing, low 

cost utilities in the industry, thereby weakening its ability to serve its customers. 

VI. STORM COST RECOVERY 

21 A. 

22 

2.' 

FPL proposes for the immediate future to continue to recover prudently incurred 

storm costs under the framework prescribed by the 2010 Rate Settlement. 

Specifically, if FPL incurs storm costs related to a named tropical storm or 
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hurricane, the Company may begin collecting up to $4 per 1,000 kWh (roughly 

$400 million annually) beginning 60 days after filing a petition for recovery with 

the FPSC, subject to possible refund upon a subsequent prudence review. This 

interim recovery period will last up to 12 months. 

What was the Commission’s approach to storm cost recovery before the 2010 

Rate Settlement? 

Prior to the 2010 Rate Settlement, the Commission had established and 

consistently endorsed an overall framework that acknowledges that the costs 

associated with restoring service after tropical storms and hurricanes are a 

necessary cost of doing business in Florida and as such are properly recoverable 

from customers. As I have indicated in previous testimony, this framework 

consisted of three main parts: (1) an annual storm accrual, adjusted over time as 

circumstances change; (2) a storm damage reserve adequate to accommodate most 

but not all storm years; and (3) a provision for utilities to seek recovery of costs 

that go beyond the storm reserve. These three parts act together to allow FPL 

over time to recover the MI costs of storm restoration, while at the same time 

balancing competing customer interests: as small an ongoing impact as possible; 

minimal volatility in customer bills after a storm; and intergenerational equity. 

The storm damage reserve is a substitute for insurance. If commercial insurance 

were reasonably available there would be no need for special treatment; FPL 

would simply include the insurance premiums in its cost structure and hence its 

base rates. However, the substantial losses associated with Hurricane Andrew in 
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1 1992 essentially eliminated the commercial market for transmission and 

2 distribution system insurance at the levels or amounts needed to provide adequate 

3 protection to FPL’s extensive network of assets and its ability to quickly restore 

4 reliable service. Though FPL continues to explore the market for insurance for 

5 storm damage losses, it has been forced to seek other methods to ensure that it 

6 would have adequate available resources for the costs of repairing and restoring 

7 its system in the event of a hurricane, storm damage, or other natural disaster. 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 Q. 

20 settlement agreement? 

21 A. No, the fact that this framework was previously agreed to as one part of a 

22 settlement does not mean that the Commission cannot decide that it is an 

23 

Intervenors in recent years have consistently challenged the Company’s proposal 

to accrue a reasonable amount each year for deposit in the storm damage reserve. 

They have indicated their preference essentially to pay in arrears for storms. This 

carries certain risks and is not good long term public policy. It is the equivalent 

of carrying no insurance on one’s house and then borrowing the money needed to 

rebuild after a tropical storm. No prudent consumer does this. But in the interest 

of eliminating that debate in this proceeding, FPL believes it makes sense for the 

Commission to simply approve an extension of the existing framework that most 

of the parties in this proceeding agreed to for the last few years and also have 

agreed to for Progress Energy Florida in connection with that recent settlement. 

Does it make any difference that this framework was tbe subject of a prior 

appropriate framework based on its own merits. 
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Do you agree with the positions of witnesses Schultz and KoUen in response 

to FPL’s storm cost recovery proposal? 

No. First, it is not entirely clear why witnesses Schultz and Kollen oppose the 

proposed approach when this fiamework provides for no current storm reserve 

accrual and would avoid any impact to customer bills at this time. Both witnesses 

indicate that this recovery mechanism was part of a negotiated settlement 

agreement and therefore should not be continued. But, as I indicate above, this 

fact does not prohibit the Commission from considering whether the mechanism 

is appropriate and ordering its continuation. 

Witness Schultz provides no reason for his position. In fact, his testimony is self- 

contradictory, since he argues simultaneously that “FPL should not be seeking an 

accrual” @. 50) and that “storm cost recovery should follow past Commission 

practice for addressing the adequacy of FPL’s storm reserve and the recovery of 

storm costs” (p. 5 l), which included the provision of an annual accrual. 

Witness Kollen claims that it is “unnecessary [and] harmful to customers.” @. 

54). He then advances a series of arguments, some of which misstate FPL‘s 

request and some of which fly in the face of the Commission’s historical 

treatment of storm cost recovery. In particular, he argues that ‘the appropriate 

and least cost level [of the storm reserve] is $0.” (p. 56). This is inconsistent with 

many years of Commission consideration and ruling on this subject. 

41 



7 

8 

9 

10 

1’ 

12 

13 

14 

15 

16 Q. 

1’: 

18 

19 A. 

20 

21 

22 

23 

In any case, as a practical matter, witness Kollen’s position ignores the high 

likelihood of major tropical storms in FPL‘s expansive, largely coastal service 

area. Exhibit MD-9, presenting Colorado State University’s Statistical Landfall 

Forecast, demonstrates that the probability of a hurricane landfall in Florida is 

higher than in any other southern state. History has shown us that even a $200 

million storm reserve is not sufficient during active hurricane seasons, such as 

those that occurred in 2004 and 2005. S&P has even recognized that “...the $200 

million storm reserve . . . is lower than the company requested [in 20061 and 

lower than past storm reserves, keeping the company dependent on future. 

favorable regulatory actions.” (S&P, “Stom Cost Recovery Does Not Affect 

Rating,” Bulletin (May 16, 2006)). Witness Kollen’s suggestion to maintain no 

storm reserve ignores its important insurance-like hnction and would also result 

in a substantial rate impact after a major storm, at a time when many customers 

affected by the storm would likely have a number of other additional expenses 

such as costs for repairing their homes. 

Does FPL’s proposal in any way limit the Commission’s ability to review the 

prudence of storm costs, or in a future proceeding to revisit how storm costs 

should be recovered? 

Absolutely not. In lieu of re-litigating the necessity and appropriate amount of an 

annual storm accrual, FPL has requested approval of a simple recovery 

mechanism that has been in place since August 201 0. A mechanism that provides 

for the timely and efficient recovery of substantial costs in excess of the 

Company’s storm reserve provides greater access to liquidity when funds are 
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needed to restore service following major events. FPL’s proposal does not limit 

the Commission’s ability to review prudently incurred storm costs as the 

intervenors imply, and it does not preclude any party from participating in any 

storm recovery proceeding. Finally, it does not presume that such framework 

would remain in place in pewetuity or that it could not be revisited by this or a 

future Commission in some future proceeding. As noted, FPL remains convinced 

that better public policy would be to properly accrue for such events and may seek 

in the future to re-institute such an accrual. In the meantime, FPL’s proposal 

represents a reasonable compromise. To reject it out of hand, as certain 

intervenors suggest, would leave FPL and its customers without an accrual or a 

pre-defined mechanism for recovery of these essential costs and would certainly 

have an unfavorable impact on investor perceptions of FPL’s risk. 

Is SFHAA witness Kollen correct that FPL has “virtually no risk exposure to 

storm damage costs” @. 57)? 

No. Witness Kollen is both wrong and incomplete in his treatment of risk. He is 

carell  to limit his claim to “risk exposure to storm damage costs.” This, 

however, ignores the substantial exposure that FPL and its investors have to 

revenue shortfalls (relative to the levels on which rates were based) that inevitably 

occur with tropical storms. In other words, statistically, FPL is assured of having 

rates set on a revenue forecast that is biased high, and the only question is how 

much - a questions that imposes significant risk on investors. 
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“3 

What does OPC’s witness Sehultz recommend for D&O liability insurance? 

Witness Schultz recommends that $2,781,173 of expense associated with D&O 

liability insurance be reduced by $1.391 million. He indicates the costs should be 

shared equally between customers and shareholders. 

But even ignoring this critical omission, witness Kollen is simply wrong in his 

claim. FPL is at very substantial risk of incurring additional costs associated with 

storms, not all of which will be recoverable through a storm surcharge. This is 

evidenced in the Commission’s treatment of the 2004-2005 storm cost recovery 

proceedings, which saw substantial disallowances. The practical effect was that 

FPL experienced a reduction in its earned ROE at that time. 

Accordingly, witness Kollen’s testimony ignores both the need to recognize storm 

cost exposure as an investment risk factor affecting the appropriate ROE and 

capital structure and, in the absence of establishing a target reserve level and 

accrual, the need to have some recovery mechanism clearly spelled out in 

advance, such as the one previously supported by OPC and the SFHHA, among 

others, and which FPL is proposing to continue in this instance. Ready access to 

b d s  in the immediate wake of a storm is simply too critical for the Company to 

go forward without either approach, which is what both witness Kollen and 

Schultz recommend. 

VII. D&O LIABILITY INSURANCE 
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Do you agree with OPC’s witness Schultz recommendation that the cost 

associated D&O liability insurance should be shared equally between 

customers and shareholders? 

No, I do not. D&O liability insurance is a necessary cost of providing service 

and as such should be reflected in FPL’s base rates. Simply stated, by law a 

corporation must have directors and officers. In today’s environment of increased 

scrutiny and exposure with respect to corporate governance, the risk of liability to 

directors and officers has increased substantially. A company could not attract 

competent, capable officers or directors without D&O liability insurance. Thus, 

D&O insurance is a cost of business for any corporation and no company of 

FPL’s size would be without such coverage. 

Do you agree with OPC’s witness Sehultz’s assertion that D&O costs should 

be disallowed since ineurring D&O insurance is to protect shareholders? 

No. The purpose of D&O insurance is to enable the Company to attract and retain 

qualified, capable directors and officers, without which FPL’s performance would 

certainly not be as good as it is and without which it might literally be unable to 

function over time. This ensures proper management and oversight of the 

Company, which in turn benefits customers. This is a prudently incurred cost of 

doing business and should be included to calculate a company’s revenue 

requirement. 
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1 Q. Should the Commission include FPL’s requested $2,781,173 expense for 

2 

3 A. 

D&O liability insurance in its revenue requirement calculation? 

Yes. D&0 liability insurance directly benefits customers and is a necessary and 

reasonable expense for the FPL to provide service to its customers. FPL witness 

Deason also support FPL’s request in his rebuttal testimony. 

VIII. COST OF LONG TERM DEBT 

9 Q. Are you making any adjustments to the Company’s projected cost of long 

10 term debt? 

1 A. Yes. As FEA witness Gorman notes on page 21 of his testimony, one of the 

12 

13 

14 

15 

1 6  

I 

18 Q. 

19 

projected test year debt issuances at the time of FPL‘s rate m e  filing has now 

occurred, and FPL was able to obtain a lower interest rate than projected. Instead 

of issuing $400 million in 30-year first mortgage bonds at 4.85%, in May 2012, 

FPL issued $600 million in 30-year first mortgage bonds at 4.05%. Accounting 

for this known cost of debt would reduce FPL’s long term debt cost for purposes 

ofthiscaseto5.18%. 

Do you agree with witness Gorman that the interest rates associated with 

FPL’s other projected debt issuances should be reduced? 

20 A. No. Witness Gorman provides no support for his assumption that the May 

21 issuance accurately portrays future debt interest rates. Notably, witness Gorman 

22 has not identified other costs that have increased since the filing. Witness 

23 Gorman appears to be cherry-picking forecast changes that serve his purposes. 
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IX. PERFORMANCE INCENTIVE 

4 Q. 

5 

6 A. 

7 

Are the objections of witnesses Gorman, Lawton, and Baudino to FPL’s 

proposed ROE performance incentive well founded? 

No. None of their objections addresses the basis for the performance incentive. 

8 

9 

10 

’1 

FEA witness Gorman claims the requested incentive is not needed because his 

recommended ROE of 9.25% “already awards FPL fair compensation.” @. 68). 

OPC witness Lawton takes the position that the incentive is “unnecessary for the 

efficient provision of electrical service” @ 5). And SFHHA witness Baudiio 

12 

13 

14 

15 

16 

’7 

18 

19 

20 

21 

22 

31 

claims that rather than acknowledging FPL’s superior performance with an uptick 

to ROE, “[tlhe Commission should base its allowed return on equity on market- 

based data and analysis” @. 60). None of these objections is relevant, however, 

and each misses the point. 

FPL does not contend that an additional 25 basis points is needed to ensure 

investors are fairly compensated or that it is needed for “efficient” electric 

service. Instead the basis for the performance adder is purely grounded in public 

policy considerations, as my direct testimony makes clear. If the Commission 

believes that, measured over the long haul, providing an incentive in the form of 

the 25 basis point adjustment will encourage all utilities (not just FPL) to strive to 

improve the value they deliver to their customers, then the Commission should 
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approve FPL’s request. The Commission has done so in the past and, I believe, 

should do so here. FPL‘s proposed incentive is to reward and encourage superior 

performance in terms of customer service, reliability, and maintaining the lowest 

bill in the state. 

How do you respond to the intervenors’ claims that FPL’s low bills are due 

to factors not within management’s control, such as low natural gas prices? 

Again, the intervenor Witnesses miss the point. The fact that certain outcomes 

(such as low bills) are in part a function of variables beyond management’s 

control, does not mean that all are. And as long as some factors are within 

management’s control (which no one would reasonably deny), it makes sense to 

incentivize management to seek to improve performance That is what FPL‘s 

proposed performance adder does. In addition, the intervenor witnesses appear 

not to understand that the superior performance that FPL provides, for which it is 

seeking an incentive, is more than just its customers’ low bills. Equally important 

is the excellent customer service and first quartile reliability that FPL works day 

in and day out to provide. 

Thus, because the intervenors do not contend that FPL’s superior performance has 

nothing whatever to do with actions that FPL has taken, they have not addressed 

the policy rationale for the performance adder. In fact, OPC witness Lawton 

inadvertently supports FPL‘s position when he states at page five that “differences 

in rate levels are to some extent attributable to factors other than management 

performance” (emphasis added). Implicit in this statement is the acknowledgment 
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that FPL’s low bills are the direct result (in part) of management decisions and 

actions. For example, FPL’s decisions to modernize i ts  fossil fleet and move 

away from fuel oil toward natural gas contribute to FPL’s low bills. OPC witness 

Lawton inexplicably claims that the “vintage of equipment” used to serve 

customers is an example of something unrelated to management performance (p. 

6), when clearly, the vintage of FPL’s equipment is the direct result of these types 

of management decisions. Other management actions that have resulted in lower 

customer bills include: (i) continuous efforts in maintaining one of the lowest 

non-fuel O&M costs in the industry (see FPL Witness Reed’s direct testimony 

pages 6-7 and 24-25); and (ii) improving FPL‘s fossil fleet heat rate by 19% over 

the last ten years (see FPL witness Kennedy’s direct testimony page 7). 

Furthermore, were gas prices to rise significantly in the future, FPL’s decision to 

invest in highly efficient combined cycle generation would be even more 

beneficial to customers. 

Finally, Witness Lawton contends that the prior Commission’s rejection of FPL‘s 

rate request in 2010 is a primary reason for FPL’s low cost position. However, if 

OPC believes that the prior Commission’s order accurately reflected FPL’s cost 

position, then FPL must have done something to produce that low cost position 

relative to other utilities. Importantly, as witness Deaton notes in her direct 

testimony, FPL expects to remain the low cost provider even with the 

Commission granting the requested rate relief in this proceeding. 

49 



1 Q. 

2 

3 

4 A. 

5 

6 

7 

8 

9 

10 

1 

12 

13 

14 

15 

16 

7 

18 

19 

20 

21 

22 

9.) 

Please respond to OPC witness Lawton’s claim that FPL is seeking to change 

the regulatory structure, and FRF witness Chriss’s recommendation to 

address FPL’s request in a separate docket. 

These positions overlook the fact that ROE rewards for superior performance or 

penalties for poor performance have routinely been addressed by the Commission 

within a utility’s rate case based on the particular or unique circumstances of each 

utility. For example, the Commission awarded Gulf Power Company a 25 basis 

point adder in its rate case in 2002 (Order No. PSC-02-0787-FOF-EI). 

Additionally, the Commission recently reduced Aqua Utilities Florida’s ROE by 

50 basis points after finding that Aqua’s quality of service was “marginal” (Order 

No. PSC-12-0102-FOF-WS, p. 55). There is nothing novel about FPL’s request, 

as these two intervenors claim. 

Witness Chriss’s concern that the Commission’s decision on this request would 

somehow impact the businesses of the other electric IOUs in Florida @. l l ) ,  

thereby requiring a separate docket in which those IOUs could participate, is 

misplaced. While the specific mechanism and applicability of the incentive to 

FPL would be monitored and measured by comparing FPL‘s average bill to the 

other average electric bills in the state, there is nothing to say that this approach 

would be the necessary or appropriate approach for other utilities in the state. 

What would be importaut and relevant for other utilities of course would be the 

message the Commission chooses to send in determining whether to reward or 

remain neutral with regard to good performance. 
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1 Q. Does this conclude your rebuttal testimony? 

2 A. Yes. 
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S&P% Inclusion of PPAs in Debt Calculations 

STANDARD 
&POOR'S 

S&P RatingsDirectm: Financial Adjustments Give A Clearer Picture Of Credit Quality For US. Utility And Infrastructure Companies, Aug. 13,2008 
- 

@ 
FPL. 

ansial Adjustments Give A Clearer Picture Of L d i t  QuaJl 
r US. Utility And Infrastructure Companies 

m F ~ ~ c i a l  statements, induding the accompanying footnotes and discloswes, provkis S t m  8. 
Servm' analysts with crical infwmatbn that we incorporates Into Iwr evaluation of credit q 
detsrmlna2ion. &It financial statements (historical or projected) aren't neceswiy the aptlmal depiction of the 
eGonmic reality of zm issuer's financial performance and strength. To better reflect the "truth" af an issu 
financial posifion, we mwt make certah adjustments to these financial statements that affect mstrics in a way 

s creditors' t i ,  rights, and obligatione. The adjustment6 a b  provide more 
d facilitate more robust financial ... - P.2 

represent substitutes for debt-financed 'capital 
Power purchase a&#minents 

investments in electric 
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4B 
FPL. 

Docket No. 120015-El 
Effect of OPC's Recommendations 
on Moody's Credit Rating Triggers 

Exhibit MD-7, Page 1 of 1 

OPC's Recommendation Triggers 
Three Key Moody's Downgrade Metrics 

Moody's lnvestors Service 
Global Credit Research 

"A downgrade could be considered if there is an adverse outcome to the company's pending rate case, 
if there are significant cost disallowances or other changes to Florida's currently credit supportive cost 
recovery provisions, or if there is a sustained decline in cash flow coverage metrics, including CFO pre- 
working capital interest coverage below 5.0~ and CFO pre-working capital to debt below 25%, or an 
increase in debt to capital above the 40% range." 

- Moody's Investor Service Credit Opinion: 
Florida Power & Light Company; 
Global Credit Research - April 10, 2012 

24.81 % 23.44% CFO pre-working 
capital to debt 

CFO pre-working 
capital interest 4.83x 4.7- 
coverage 

50.00% 50.00% Increase in 
debt to capital 

~. 

- 

I Moody's 
Trigger Metrics 
for Downgrades 

9 25.00% 

5 5 . 0 ~  

2 40.00% 

Ratings 1 
R l r - r r C  

1) Filed mounts per OPC Exhibit (DJL-3) page 1 of 2. lines 42-44 miumn 6. 
2) The OW calculations were corrected to include Short-Term Debt, whlch Moody's Includes in its metric computations 

24133 



Since 1999, FPL's earned ROE has dipped below I 1  '9" only twice. 

16% - 

14% - 

12% - 

10% - 

8% - 

6% - 

FPL Return on Equity 1999-2012 

13.0% 

4% - 

2% - 

2006 - 2009 Agreement Settlement 
< > < + 

12.0% - 
10.1% ' I  

0% I 1 I 7 I I 7 I 1 

'99-206 I 02-2005 2006 2007 2008 2009 2010 2011 2012 



@ 
FPL. 

Docket No. 120015-El 
Climatological Probability - Southeastern U.S. 

Exhibit MD-9, Page 1 of 1 

Florida (and FPCs Service Area) is Most Exposed 
to Hurricane and Major Hurricane Damage 
Climatological Probability - Southeastern U.S. 

Hurricane and major hurricane landfall probabilities in any given year derived from historical information. 

1 1 

- 
Virgir - - -  

I 

m- 

- t  

probability from Colorado State University's (CSU) Statistleal Larksall forecast. 
88 a leader in humcane prediction modeling. 

Service Area 8 (FPL serves all or parts of these counties) 

24# 



@ 
FPL. 

Business Risk Comparison 
Florida’s Investor-Owned Electric Utilities 

Docket No. 120015-El 
Business Risk Comparison - Florida lOUs 

Exhibit MD-IO, Page 1 of 1 

Highest Rlsk Lowest Risk I puslnesr Rtsk 

c 
I 
I 

FPL - Florida Power & Light Company 
PEF - Progresa Energy 

QULFITECO 

All Florida IOU I 
TECO - Tampa Electric Company 
QULF - ault Power Company 

*SOURCE SNL Energy Division Regulatory Research Associates July 12. 2012 quarterly report 


