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The telephonic deposition of WILLIAM E. AVERA was taken
on oral examination, pursuant to notice, for purposes of
discovery, for use in evidence, and for such other uses and
purposes as may be permitted by the Florida Rules of Civil
Procedure and other applicable law. The reading and signing
of the deposition by the witness is not waived.

* * *

MR. YOUNG: Let's get started. Let's take
attendance, starting with the folké in the room, then
we'll move to the folks on the phcne, starting with the
deponent, FPL, FPL's witness. Keino Young, Commission
Staff. To my right I have =--

MR. SPRINGER: Michael Springer, Commission Staff.

MR. CICCHETTI: Mark Cicchetti, Commission Staff.

MR. PRESTWOOD: Clarence Prestwood, Commission
Staff.

MR. GUYTON: 1In Junc Beach we have Charlie Guyton,
appearing on behalf of Florida Power and Light Company,
and the deponent, William Avera.

MR. YOUNG: OPC?

MR. McGLOTHLIN: My name is Joe McGlothlin. I'm
here for the Office of Public Counsel.

MR. REHWINKEL: This is Charles Rehwinkel listening
in with the Office of Public Ccunsel.

MS. CHRISTENSEN: Patty Christensen, alsc listening

- : 120015 Hearing Exhibits - 03383
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in with the COffice of Public Counsel. Can I ask one
quick guestion?

MR. YOUNG: Yes, ma'am.

MS. CHRISTENSEN: For the next depcsition, which is
scheduled at 11:00, are you going toc -- is that going
forward at 11:00, or is that geoing to go forward after
this one ends? I just want to make sure I'm clear.

MR, YOUNG: I think that's going forward at 11:00.
T think we have multiple court reporters, and we're
going to use a different room.

MS. CHRISTENSEN: All right, that's fine, I just
need to make sure that I'm cff by 11:00. Thank you.

MR. GUYTCN: Now that I'm off to an auspicious
start, I may even venture to pronounce my witness's name
correctly this time. Bill Avera.

MR. YOUNG: Avera, yeah. Let's go with the Socuth
Florida Hospital.

| MR. SUNDBACK: Cood morning, Mark Sundback.

MR. RAPPOLT: This is William Rappolt.

MR. YOUNG: Village of Pinecrest?

MR. ARMSTRONG: Brian Armstrong for the Village of
Pinecrest.

MR. YQUNG: Mr. Hendricks?

MR. HENDRICKS: Yes, I'm here, Keino.

MR. YOUNG: Okay. Is there anyone else on the line

120015 Hearing-Exhibits - 03384
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who did not introduce themselves?

MR, SMITH: Bob Smith.

MR. YOUNG: Okay. All right, one second, please.
All right, with that, Mr. Guyton, can you swear
Mr. Avera 1in? Avera, excuse me,

MR. GUYTON: We have a notary here.

MS. BUSSEY: Good morning, my name is Jackie Bussey
and I'm a notary duly appointed and commissioned here in
the state of Florida. |

Thereupon,

WILLIAM E. AVERA
was called as a witness, having been first duly sworn by
Jacqueline Bussey, was examined and testified as follows:

MR. GUYTON: We will have Ms. Bussey execute that
and we'll FAX that to you in short order.

MR. YOUNG: Can we get the notary's name?

MS. BUSSEY: Jacqueline Bussey, B-u-s-s-e-y.

MR. YOUNG: And my FAX number is 850-413-6227.

MR. GUYTON: 62277

MR. YOQUNG: Yes. For the purposes cof the
depositicn I would ask that to the extent that your
telecommunication devices can be placed on silent or
vibrate so we won't get feedback on this end.

MR. MOYLE: Keinc, just for the record, Jon Moyle

on behalf of FIPUG has Jjoined. Sorry I'm a couple

120015 Hearing Exhibits - 03385
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minutes late,

MR. YOUNG: My Moyle, do you have questions for --
I'm just trying to go around and ask everyocne on the
phone did they have questions, just to see, in terms of
time frames, what we're looking at.

MR. MOYLE: I do have guestions.

MR. YOUNG: Do you know approximately how long do
you anticipate?

MR. MOYLE: It may depend somewhat on the brevity
of the witness' answers. If he gives me yes or no, it
should be short. TIf not, it will take a little longer.
Maybe 30 minutes to an hour.

MR. YOUNG: Okay. And I didn’'t hear from
Mr. Hendricks, I'm sorry. Mr. Hendricks, do you have
guestions for the witness?

MR. HENDRICKS: I may have, depending on what
transpires before my turn comes.

MR. YOUNG: Okay, not a problem.

DIRECT EXAMINATION

BY MR. YOUNG:

Q With that, Mr. Avera -- Dr. Avera, good morning.

A Good morning.

9] Am I pronouncing your name correctly, sir?

A Yes, you are. Thank you.

Q Dr. Avera, I would like to just put scme things on
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the record. During the course of this deposition I will be
asking you a series of questicns based on your testimony and
yvour exhibits. During the ccurse of this deposition what I'd
like to do is see if I can go for an hour, hour and ten
minutes, take a break, okay, take a five, ten minutes break,
and then continue.

A Yes.

Q However, during the course c¢f the deposition if

you feel like you need a break, please, do not hesitate to do

so.

A I will do so.

Q I'd like to note that all objections except as to
form are reserved. I think, Mr:. Guyton, you might want to --

if you want to Jjump in.
MR. GUYTON: No, that's fine.
BY MR. YOUNG:
0 ind with that, Dr. Avera, can you please state

your full name for the record.

A William E. Avera, A-v-g-r-a.
Q What is your occupation and business address, sir?
A I am the President of FINCAP, F-I-N-C-A-P,

Incorporated at 3907 Red River, Austin, Texas, 78751
Q and when you say you're the President of FINCAP,
you mean Financial Concepts and Applications, Incorporated,

correct?

I o 120015 Hearing Exhibits - 03387
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A That 1s correct. We are an economic financial and
policy consulting firm to government agencies, utilities,
businesses and law firms.

0 Okay. And what is your current responsibility in

this position? And I think you said President?

A Yes,

Q _What's your current respensibilities as President
of FINCAP?

A To oversee the activities of the firm, to assure

guality control, and I alsoc take individual assignments to
provide testimony and consultation.
Q On whose behalf are you appearing in this

proceeding, sir?

A Florida Power and Light.

Q And what's the purpose of yocur testimony in this
proceeding?

A My testimony is to address the issues of return

on equity as well as the reasonableness of FPL's requested
capital structure. And, of course, with the ROL, that's both
the market analysis of the reasonable range plus that the ROE
adder is appropriate regulatory policy and should be
considered by the Commissiocn.

Q 2ll right. And you filed prefiled direct and
rebuttal testimony in this case, in this proceeding, correct?

A Yes, sir.

120015 Hearing Exhibits - 03388
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0 At this time do you have any additions, deletions
or corrections to your prefiled direct or rebuttal testimony
and exhibits?

il No, I do not know of any.

Q When you say you do not know of any, that means at
this point in time you do not have any corrections, correct?

A Correct. Sometimes I am unpleasantly surprised
when people find things that I missed but I've read both

testimonies carefully and didn't find anything that I thought

- was out of sorts.

Q All right, Dr. Avera, if we can focus on your

direct testimony for a second, focusing on the return on

equity.
A Yes, sir.
Q Dr. Avera, would you agree that the required

return on equity is the minimum return reqguired to attract
capital to an investment?

A Yes, In regulatory terms it's got tTo meet other
requirements, as well.

Q Would you also agree that the cost of capital as
determined by the Commissicn in this proceeding should only
reflect the costs of providing regulated electric service in
Florida®?

A Yes, but I think that includes adjustments to the

ROE to reflect the superior management and low rates of FPL.

120015 Hearing Exhibits - 03389
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) Would you agree that capital markets are generally
efficient?

A Yes.

Q And would you agree that in general investors'

perception of investment risk are reflected in market prices
for investments?

B Yes, based on publicly available information.

o and, sir, would you agree that, in general,
investors' perception of risk, of investment risk, are
reflected in analysts' growth rate projections?

A No.

MR. MOYLE: Object to the form.
THE WITNESS: Analysts' growth rate projections —-
MR. YOUNG: Hold on, hold on, Dr. Avera, we have an
objection. I think Mr. Moyle placed an objection to the
form?
MR. MOYLE: That's correct.
BY MR. YOUNG:

Q Okay, go ahead, Dr. Avera.

A Analysts' growth expectations are based on what
analysts think earnings and usually with them price growth
will be. That does not reflect analysts' expectations of
risk. The risk is reflected in investors' required return.

Q Okay. One second. So, Dr. Avera, to the extent

that a cost of capital witness such as yourself relied on
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market-based costs of equity models to estimate the return,
the required return on equity for FPL, would you agree, sir,
that investors' perception of risk, investcocrs' percepticn of
investment risk will ke reflected in the results of these
models, of those models?

A Yes, they will. As I note in my direct, the
nodels all are based on estimates s0 there are errors in
observation. That's why you use a group of comparable firms
to try to use sampling to reduce the effect of those errors.
They're in there but we can't always extract the truth from
the data.

Q Cne second. All right. Sco let me ask you to —-
can you do me a faver? Let me ask you, can you please
discuss your understanding of the relationship between
investors' required return relative to perceived level of
risk of an equity investment.

A Well, generally, investors require higher returns
to compensate them for bearing higher risk. Sco 1t is
accepted theory and practice that the higher the risk, the
higher the required return. So if you have a very low risk
security, like a bond, ycu would expect the reguired return
for equity to be higher than the required return from a bond.

By the same token, a relatively low risk option
like a Treasury security that's backed by full faith and

credit, the ability to tax and print money, has a much lower

_— . . -120015 Hearing-Exhibits - 03391
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return than an eguity return which depends on economic

events.
Q Okay. You are familiar with Value Line, correct?
A I am,
Q OCkay. The Value Line projected returns are not

specific to the expected returns for a regulated electric

cperation of the companies in your utility proxy group but
for all operations including non-regulated operations, is

that correct?

A That is correct. I believe what you're asking is
do the expected returns reflect the entire hcolding company or
just the regulated part, and the answer is they reflect the
entire holding company.

Q So for the purpose of this proceeding, the
Commissicon is not setting an ROE commensurate with the
risk-slasn-return reguirements for a non-regulated operation
of the companies in your utility proxy group, is that
correct?

2y That is correct. It 1s setting a return for the
jurisdictional regulated operations of FPL.

o So, in general, co investors consider regulated
utilities to be less risky than non-regquiated companies?

A In a very broad sense, they do, yes. But that
doesn't mean that every unregulated business 1s more risky

than every utility business. I believe there are

- 120015 HearingExhibits —03392
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significantly stable and mature non-utility businesses, such
as those in my non-utility group, that actually have less
risk than regulated utilities.

Q Okay. So, in general, do investors consider
regulated utilities, Jjust generally speaking, do investors
consider regulated utilities to be less risky than
non-regulated companies?

A Yes, as a general principle, but there are
certainly material exceptions.

THE COURT REPORTER: This is the court reporter.

Did I hear someone speaking an cbjection?

MR. MOYLE: Yes, Jon Moyle objected toc the form.
BY MR. YOUNG:

Q So let me ask you this, is the variability of
carnings a measure of business risk?

A It is one measure. It is not a total measure.
There are many cother considerations that go into business
risk other than the variability. And I would also note that
variability can be measured different ways: Month-to-month,
year-to-year and decade-to-decade.

So in some theories, like the capital asset
pricing model, variability is identified as a measure of
risk, but I think in the real world risk is a more holistic
measure.

Q So in general do utility earnings vary more or

— e o= 420016-Hearing-Exhibits-03393
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less than the earnings of ncen-regulated companies?

A In general, less. But again, as we talked about
risk, there are material exceptions. There are non-regulated
companies that have very stable earning streams and there are
utilities that have very unstable earning streams. So in
specific terms you have to loock at the earning stream of the
particular enterprise.

Q Okay. Have you dcne a study on the wvariability of
earnings of the utility proxy group you relied upon versus
the variability of earnings of a non-utility proxy group that
you relied on?

A I have not done an individual study. However, one
of the screening mechanisms that I used was the Value Line
safety measure and an input to the safety measure is the
earnings variability. So it is reflected in the criteria
that I used for my group, for both groups, the utility and
the non-utility group.

Q All right. Sir, can I have you turn toc page 68 of

your direct testimony, and specifically looking at lines 11

through 18.
A Yes, sir, I'm there.
Q Can you take a second to read that.
A Yes, sir.
Q All right, and you state there -- you state that

the traditional comparable earnings tests identifies a group
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of companies that are believed to be comparable to the risk

to the utilities. The actual earnings of those companies on

the books -- on the bock value of the investment are then
compared to allow -- then compared to the allowed return on
utilities -- of the utility. While the traditional

comparable earnings test is implemented using historical data
taken from accounting records, it is also common to use
projections of returns on book investments such as those
published by recognized investment adviscry publications,
e.g., Value Line. Did I read that correctly?

A Y38,

Q Sir, do you know what the average expected return
on the book value equity for the period 2015 to 2017 as
published by Value Line -- as published in Value Line is for
your comparison groups of unregulated firms?

A It may be reflected in my BR plus SV exhibit. I
can look it up.

Q All right. So subject to check, would 28.46
percent sound correct?

A Yes, that looks approximately correct. I'm
looking at Exhibit WEA-8, page one of two, where it has
Column C, Adjusted R. And you can see the numbers there.
and looking at them, 28 percent 1is probably an average.

Q Do you believe, sir, that the firms that are

expected -- that expect such a high return on the book value
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equity are comparable to Florida Power and Light?

A Yes, 1 believe they are in risk. The problem with
the return to book value in that the accounting conventions
for utilities are different than the accounting conventions
for non-utilities. For non-utilities it's advantageous to
write off investments as guickly as possible to achieve the
tax advantages, for example, where utility generally follow
the FERC accounting rules and the depreciation conventions
are established by regulatory authorities.

So that's cne of the reasons that the comparable
earnings test kind of fell into disrepute when you were
comparing utilities with non-utilities, 1s because of the
difference in accounting conventions. And I do not apply my
expected earnings method to the non-utilities. 1 only do the
DCF to the non-utilities for that very reason.

Q So are you saying, sir, that the 28.46 percent is
the result of accounting conventions?

A Largely I believe it is because, of course, that
is a return on book value and to the extent that the book
value is more rapidly depreciated for non-utility firms.

You could take the first one, for example, Abbott
Labs. One of the biggest investments that a pharmaceutical
company makes is in research to develop new drugs and
devices. And that is typically expensed, when, in reality,

it is the basis of their earnings. And 1f a utility made
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those kind of investments, they would be part of the rate
base.

Q So, sir, just trying to bottom line it, the bottom
line 1s that your non-regulated companies have a higher
expected return than your regulated companies, correct?

A No, they have a higher earnings on book value. I
think their expected returns are generally comparable. The
betas are comparable, the Value Line safety measures are
comparable, the bond ratings are comparable, the Value Line
financial strength ratings are comparable.

So I think in terms of risk and therefore expected
return to investors, they are comparable. In terms of
accounting returns, they are not. That's why I didn't use
the accounting returns to compare them.

Q Do the non-regulated firms have a significantly
higher market-to-book ratio?

A Yes, they do, for the very reason we have been
talking abeout. The book value is typically depreciated more
rapidly sc there's a greater disparity between the market
value and book value than you find in the utility sector.

Q So, Dr. Avera, why didn't you do an expected
earnings analysis for your non-regulated proxy group if they
are comparable tc¢ [PL?

A Because the earnings are not -- the book earnings

are not comparable due to the accounting differences that

120015 Hearing Exhibits=063397 - -
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we}ve been discussing.

Q Okay. One second, please. Does a lower debt --
Dr. Avera, does a lower debt ratio or a higher common egquity
ratlio translate into decreased financial risk for investors?

A A11l else being egqual, it does.

Q Can you please refer to your Exhibit WEA-16, which

is attached to your testimony.

A Yes, sir.
Q Can you please tell me what those schedules show.
A These —-- this is the debt-to-eguity ratiocs,

including preferred stock, for the utility proxy group, both
as it existed in 2010 and as Value Line projects it for the
next three to five years.

Q Can you please turn to page ten of your direct
testimony. And I direct your attention to lines 18 through
lines 6 on the next page, page 11. Can you please take a

second to read that to yourself,

A Yes, sir, I've read it.
Q Okay. The risk associated with the location and
fuel mix, is this a factor -- is this risk factor systemic to

the proxy or your industry group or unigue to FPL?

A You're speaking of the storms and -- please repeat
the question. I kind of missed it.

Q The risk associated with location and fuel mix, is
this risk -- is this risk factor systemic to the industry,

120015 Hearing Exhibits - 03398
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your proxy group, ©r unigue to FPL?

| A I believe it's unique to FPL in terms of the
interaction. There are & number of ccmpanies that have
natural gas generation, as FPL does, but being located in the
Florida peninsula, isclated from the major web of pipelines
in the continental regicn, for example, the upper Gulf
region, makes it more difficult for FPL to access additional
natural gas when there is a crisis or limitations on
transport.

So it's the interaction that's unique to FPL that
it is both located in a peninsula with limited access to the
infrastructure of the continental United States and it's more
than 60 percent dependent upon natural gas generatiocn.

Q The risk associated with exposure to devastating
storms, 1s this --

A Well, I think you have the same situation. Storms
occur all over the country, but I think FPL is unique in,
first, having & service area where one storm can affect the
entire service area. Up in Texas we have tornados, which are
terrible, but they are very limited in their gecgraphic
scope, where a hurricane is very broad in its geographic
scope.

Also, the geography of FPL's service area
interacts with the storm exposure and means that to get

replacement power, tc get additional resources to restore
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power, 1t has to come down the peninsula of Florida.

Houston, for example, has a great deal of
hurricane exposure, but Houston 1s interconnected
electrically with rail, with pipelines, with highways, so
when there's a devastating storm in the Gulf Coast cof Texas,
generally resources that can be mustered very guickly from
north, south, west, to restore power. Whereas, with FPL, the
only avenue for recovery is from the north.

Q What about the risk associated with owning nuclear
generation, is this risk factor systemic to the industry
proxy group or unigque to FPL?

A A number of the proxy group utilities have nuclear
exposure. Some companies in the country have more exposure
than FPL, but FPL has large exposure to nuclear, and again,
its geographic location increases the challenge.

One of the problems -- while there are many
advantages to nuclear, one of the characteristics of nuclear
is, when there is an cutage -- and cften the cutage is not
because of the nuclear plant but because c¢f some other
reason -- the differential between nuclear costs and
conventional fossil costs is so great that there's a large
economic impact. And FPL is in the position of noct having
access to the north, south, east and west import of
electricity because of its location at the end of the Florida

peninsula.
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So the thrust of my testimony is that while the
risk factors are similar, they are particularly exposed for
FPL because of the interaction of its location, its exposure
Lo storm, its generation mix, and geography.

Q What about the dependency on natural gas, is that
a risk factor systemic to industry proxy group or unigue to
FPL?

A Well, the answer would be very similar. FPL is
exposed, it has a large commitment to natural gas, which is
a good thing environmentally. Right now it's a good thing
economically. But it is a very volatile fuel in terms of its
price and sometimes there are deliverability problems with
natural gas. And that means FPL has to maintain its
financial strength in order to deal with volatile markets, in
order to be able to hedge and negotiate from strength with
suppliers, and the ability tec react to transportation
problems from a position of financial strength.

0 All right, let's see if we can get through these
relatively quickly. The risk assoclated with economic
fluctuation, is that a risk factor systemic to industry proxy

group or FPL7?Y

A Again, everybody -- all utilities are somewhat
exposed, but FPL has what I call the double whammy, that not
only does its economy react to the national economy because

so much of its economic activity is tied to tourism, and
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tourism is particularly responsive to economic conditions.
When the economy weakens, Florida Power and Light's customers
suffer from the decline of tourism as well as the general
decline in national ecconomic activity.

@] What about the risks associated with large capital
investments to support customer growth, is that a risk factor
systemic to the industry-slash-proxy group or unique to FPL?

A It is similar. All companies have some investment
requirements, but I think FPL has a particular large capital
budget relative to its peers. 1 believe Mr. Dewhurst
testified that the company expects to invest $9 billion in
the next few years, so 1t has a very large capital budget.

And, again, because of its geographic isolation,
exposure to storms, nuclear and natural gas and economic
vulnerability, the company has tc be in a position to make
those investments in good times and bad.

Q All right. What about the risk associated with
the need to finance significant capital investments, is that
a risk factor systemic to industry proxy group or unique to
FPL?

A Its systemic to the proxy group, but I think it is
more important exposure for FPL and I think that's why FPL,
for the reasons in the last question I articulated, because
of the interaction of these factors, these five factors

identified in the sections we're reading, FPL needs financial
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strength to support its capital investment that may be more
significant than other companies in the proxy group.

Q All right. What about the risk referred to as
ongoing regulatory risks, is that a risk factor systemic to
the industry proxy group or unique to FPL?

B It's systemic to the proxy group. All of these
are regulated utilities, and Moody's and Standard and Poor
tell us that they consider regulation as being a major factor
in their assessment of risk. The same with Value Line and
other investment organizations. It's clear that regulatory
risk is important.

I think FPL is in a unique position here, as well.
The Florida Public Service Commission has a long history, as
I describe in my testimony, of being supportive and
innovative. When we started the Texas Commission in the
seventies, we looked to Florida for guidance about how to do
it right.

But in recent years, the last case, the order in
early 2010 was upsetting to the regulatory community —-- I
mean, excuse me, to the investment community. They were
shocked, as vValue Line said, by the cutcome of that case.
The bond ratings were reduced, and Moody's, in a report
that's actually quoted by Mr. Gorman, says the world is
looking carefully at the outcome of this case to determine

if Florida Public Service Commission, with the new
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tradition or will continue to be worrisome to investors.

Q All right. With regard to each of the risk
factors that you have identified at the bottom of page 10 and
the top of page 11 of your prefiled direct testimony, do you
make any comparisons to how these risk factors affect FPL to
how these same risk factors impact each of the I0Us listed in
your Exhibit WEA-157?

A I don't do a specific compariscn. I did select
the proxy groups based on recognized objective risk criteria.
And I am familiar with these cbmpanies. Most of them we have
done cases in tTheilr state or Federal jurisdictions.

So I'm aware of these utilities and I am persuaded
in my professicnal cpinion that the risk factors that I've
outlined for FPL put it in & unique position of requiring
financial strength compared to these other companies.

Q In the event of a disruption of service at one of
FPL's nuclear plants, would you expect FPL to petition this
Commissicn for recovery of replacement costs or to look to
its shareholders to recover those costs?

A I would expect FPL tc petition the Commission.

And when it deoes, I would expect the Commission to take a
very careful look at the facts and circumstances associated
with that cutage to determine the extent of which those costs

would be recovered. I, myself, have been involved in such a
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case recently.

But the important thing, from a financial strength
perspective, starting in the nanosecond of the outage, FPL
has to provide replacement power to keep the lights on in
south Florida. So it has to start spending substantial sums
of meney to replace the very low energy cost nuclear power
with the cost of power that almost by definition costs some
multiples of what nuclear power costs. So there's an instant
financial requirement of FPL that has to be met, even before
it has a chance to go through a Commission proceeding.

Q In the event of a disruption at one of NextEra's
non-regulated nuclear plants, who would be responsible for
the cost of replacement power?

A Well, I think that depends on the contractual
terms under which NextEra makes power availlable to the
purchasing utilities. And I'm not really familiar with the
details of those contracts. In my experience with purchased
power agreements, very often the utility has to immediately
provide the replacement power. But there 1s some requirement
of the provider to make up some or part of the difference in
the cost.

Q All right. Can you please turn to the bottom of
page six, line 23.

A Yes.

Q Lines 22 and 23, excuse me, through page seven,
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lines 1 and 2 of your prefiled direct testimony.

Piy Yes, sir, I'm familiar with those.

Q All right. 1In that you said that: In the past,
FPL's financial strength, fostered by the support of this
Commission -- I think you're talking about the Florida Public
Service Commigsion —- has served custcomers well as the
company has been able to raise capital on a reasoconable and

timely basis to meet past challenges such as devastating

storms. Did I read that correctly?
A Yes, sir.
0 And my interpretation of "this Commission" is the

Florida Public Service Commission, correct?

il It is. TIt's the only state commission regulating
the retail rates of FPL.

Q Do you bkelieve that FPL has been able to raise
capital on a reasonable and timely basis after the
Commission's decision in the last rate case ¢f an ROE of 10
percent?

il No. T putline in my direct somewhat, and much
more in my rebuttal, the effect of the last Commission order,
in terms of the downgrades, in terms of Value Line's shock at
the outcome. And I think the fact that the parties and the
company worked to develcp an alternative plan, which they
agreed to in December of 2010, was a very important milestone

in preventing the further degradaticn of FPL's financial
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strength.

Q So do you believe that FPL has been able to raise
capital on a reasonable and timely basis after the Commission
ratified the stipulation agreement with an ROE of 10 percent?

A I believe so, although the bond ratings have not
been restored to the previocus level. But at least they've
taken FPL off of the watch list and declared their bond
ratiﬁgs stable.

Q I just want to clarify. You said you believe so,
So your answer to that question is yes, that FPL --

A It is yes. I think Mr. Dewhurst has in his direct
and rebuttal more documentation of the financing activity,
but as an cutside expert, my impressicn is ves.

Q Can you please turn to page nine of your prefiled
direct testimony, locking at lines 5 through 8. And I'm
going to ask you to read that sentence that starts with the

ten percent ROE was.

A Okay, vou want me to read it alcud?
Q Yes, sir.
A The 10 percent ROE was unsettling to investors

because it was such a low ROE for an electric utility in
Florida and the decisicn was viewed as a departure from the
FPSC's tradition of supportive regulation protected from
pelitical influence.

0 Sir, are you aware that FPL can earn 100 basis
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points above or below the 10 percent ROE decided in the last
rate case?

A Yes, 1 understand that, and I understand under the
December, 2010 settlement FPL has the ability to adjust its
accounting in such a way that it in all probability will and
can earn 11 percent, and, in fact, it has earned 11 percent.

Q Ckay. That takes me to my next gquestion. Would
you agree that FPL was over-earning in May and June of 2010,
above its 10 percent -- 100 basis point ROE threshold of 11
percent?

A I have some problem with the term over-earning. I
understand it was earning more than 11 percent, or I think ~--
I'm not really -~ the month-to-month variaticns you probkably
ought to talk to Mr. Dewhurst about.

My general understanding is that the company has
been able to earn the 11 percent and has endeavored, in
adjusting its accounting, to hit the 11 percent, but because

of lags and so forth, it can't be done exactly.

o So just to be clear, the company, FPL, was
over-earning —- earning more than 11 percent ROE, correct?
A I really can't testify from my own perscnal

knowledge that that is the case. I understand they haven't
hit exactly 11 percent in each month but the net effect is
that the earnings for the years have been 11 percent.

Q Looking at page nine, lines 11 through 14, can you
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read that statement for me, sir, starting with when the
parties.

A When the parties reached a settlement that allowed
FPL to earn an ROE of 11 percent, investors reacted with
relief that the previous decision may have been a temporary
deviation from the FPSC's tradition of regulatery support.

A Would you agree that FPL's midpoint ROE was 10
percent in both instances, regarding the rate case and the

stipulated agreement?

A Yes, that's my understanding.
0 Sc the ROE did nct change, correct?
A The allowed midpoint did not change. I think the

ability of FPL to earn did increase and that's been borne out
by the investor citing the 11 percent, the fact that they've
actually earned 11 percent, and, again, the Moody's quote in

Mr. Gorman's testimony talks about the ten percent as being a

disappointment.
Q Okay, let me go back to some guestions I asked
you. Do you recall me asking you that —-- do you believe that

FPL has been able to raise capital on a timely basis after
the Commission's decision in the last rate case with an ROE
of 10 percent; you remember that guestion, correct?

A Yes.

Q And you remember my follow-up question as do you

believe FPL has been able to raise capital on a reasonable
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and timely basis after the Commission ratified the stipulated
agreement with an ROE of 10 percent; correct?

A Yes.

Q and I asked you did the ROE change in both

instances, and you said nc, correct?

piy That 1s correct.
0 Okay.
A But there's more to an ROE decisicon than the

midpoint, and I think what investors care about is what is
actually earnable. And what was actually earnable under the

stipulation was 11 percent, and that's what gave them

-comfort.

Q Okay, T understand your interpretation. Can you
please turn to page five, lines 1 through 3.

A Yes, sir.

C Can you please read that sentence that starts: I

also present the regulatory precedent.

A You want me to read it aloud?
Q Yes, sir.
A I also present the regulatory precedent supporting

the 25 basis point adder to recognize FPL's excellent
management, supericr service, and its achievement of low
rates for its customers.

Q Would you agree, sir, that the low rates are

partly a result of lower natural gas prices?
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A Yes, the decision t¢ focus on natural gas has been

a good one —--

Q 2ll right. And would you agree --
A -— for customers.
Q And would you agree, sir, that the lower rates are

partly a result of the Commission's decision in the last rate

case?

A You mean the ten percent one in early 20107

Q Yes, with the ratified stipulation.

ya Well, the rate case set those rates, but the total
effect on customers is the cost of fuel. And, of course, the

rates customers are paying now are based on the stipulation
of December, 2010.

o Okay. Hold on one second. Do you know, sir, what
the impact would ke cn a typical 1,000 kilowatt kWh FPL
residential bhill that included the previous rate case
approximately $1.2 billion amount requested by FPL in both
the projected and subseguent test years, and all base plant
additions?

A No, I couldn't Hazard that. I remember the Staff
report in the last rate case said that the total cost of
capital for FPL, if the full regquest were granted, wculd be
less than for TECO as ordered by the Commission with the
11.25 ROE.

0 All right, sir, moving forward to fuel mix.
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A Yes, sir.

Q What 1is the optimal fuel mix for FPL that would
minimize the risk associated with fuel, fuel mix?

A I don't know. That is not my area of expertise.
Fuel mix is a very complicated issue and it changes minute
te minute as the future outlcook for fuel costs, for
transportation, for environment regulation, changes. So fuel
cost strategy is a very complicated problem.

I kncw it's.important in terms of the outcome for
investors, but I'm not the one to talk about what it is right
now, in terms of optimality.

Q Okay. Can you please turn to page 22 of your
pretrial direct testimony.

A Yes, sir.

Q Can you please read aloud your testimeny beginning
on lines 3 through 9.

y Lines 3 through 2, on 22, beginning with the
question?

o] Yes.

a Do the Commission's adjustment mechanisms protect
FPL from expose to fluctuations in power supply costs? To a
limited extent, yes. The investment communlity views FPL's
ability to periodically adjust rates to accommodate
fluctuations in fuel and purchase power as an important

source of support for FPL's financial integrity. Should I
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continue or --
Q No, sir. Thank you. 3So would you agree, sir --
would you agree that the FPL -- that the Commission's fuel

cost recovery clause 1s supportive to FPL's credit guality?

A Yes, 1t is supportive.

Q And are you familiar with the Commission's fuel
clause?

A Generally, yes.

Q Would you agree, sir, that the fuel clause 1is

administered on & projected basis?

A Yes. And that, I believe, is prcbably the
predominant way most regulatory bodies do it these days.

Q So, in your opinion, is this superior to fuel
clauses administered on an historical basis?

A It is, and I think that's why most utilities now
have fuel clauses that are prospective.

Q Are you aware that the Commission's fuel clause
allows for mid-course corrections for timely recovery of

unplanned spikes in fuel costs?

A Yes. And again, that is a feature that's common

in the industry these days.

Q And are you aware, sir, that over the years FPL
has availed itself to timely recovery of fuel costs through

mid-course corrections?

A Yes, although there have been times when, for
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example, natural gas prices went up very rapidly, when the
total amount of exposure was very large before the wheels
turned to allow FPL to start recovering the higher costs.

Q What changes to the Commission's fuel cost
recovery clause would you recommend tc make the clause more
supportive of FPL's financial integrity?

A I really couldn't suggest any. I think the fuel
clause is a state -- what T would term a state of the art
fuel clause consistent with regulatory practice around the
country. Sc I'm not here to suggest any specific changes.

Q For the purpose of your testimony in this
proceeding, did yocu make a comparison of the fuel mix of FPL
to the fuel mix of the IOUs listed in your Exhibit WEA-157

A No, not specifically, because 1 relied on the
objective risk managers of Value Line and the kond ratings to
get down to what the total investment risk of the securities
was. Again, as I stated earlier, I'm generally familiar with
a lot of these companies because of my work in the industry,
but I didn't specifically compare fuel mix.

Q Okay. Can ycu please turn to page 17, looking
specifically at lines 2 and 3. Can you please read, starting
on line 2, alcud for me, sir.

A During 2011 approximately 51 percent of the
electric sales were attributable to residential customers,

with 42 percent from commercial and seven percent from
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industrial and other users.

Q Did you derive this information, sir, from the
FERC Form 1, page 3007

A I thought this was from the 10-K, but it's
probably the same as in the Form 1.

0 Did ycu compare the amount of mix of customers at
FPL with other electric utilities in your proxy group?

A Not specifically. I relied on the objective risk
measures. Agalin, I'm generally familiar, because of my work
in the industry, with the various fuel mix cf the other
companies -- not fuel mix, I said fuel mix -- customer mix.

0 S0 which revenue stream 1s more at risk, revenue
derived from residential customers or revenue derived from
industrial customers?

A Well, there's a lot of debate about that and
actually I've done some research on it and testified about
it. And what we have found in that research was that there
is no statistical relationship between the customer mix and
cost of capital except to the extent that being extreme does
seem to have some effect on risk.

and FPL is relatively extreme in that it has low
industrial and high residential. The industry average 1s
generally about 35 percent residential and about 30 percent

industrial.

Q Sc which group of customers 1s more at risk for
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leaving the FPL system permanently, residential customers or
industrial customers?

A Well, again, that's not all that compromises risk.
The risk c¢f a customer is very multidimensional. Industrial
facilities can cut down or reduce their use, but by the same
token they are generally good for their bills, they pay their
bills. Bad debt experience is less of a factor than it is
with residential, plus, industrial contracts give the utility
some stability. Industrial rates generally have a demand
component to their bills which allows the utility to more
closely track its costs,

So, again, I think the statistical results are
that the customers do not materially differ in the risks they
add to the utility in total. The nature of the risks are
different. Industrials have more ecconomic risk.

Residentials have more credit risk.

Q Okay. Is regulatory risk unigue to FPL or is it
systemic to the other IOUs represented by the companies in
your utilifty proxy group?

A Regulatory risk is systemic. It's an important
factor to investors in evaluating the risk of utilities. I
think the special thing about FPL is that its regulatory
risk, first, 1s undiversified. Moody's has said that it
prefers to have diversified regulatory risk.

So a company like AEP that has 11 different state
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jurisdictions, or Southern Company, that has four state
jurisdictiocns, is accorded less risk than FPL that has one
single state jurisdiction. And that state jurisdiction is in
a state of flux in the view of investors.

Q Since regulatory risk is systemic to the industry,
23 you stated, would yocu agree any risk associated with
regulatory risk is already incorporated in the returns
indicated by your various markéet models?

A To the extent the market models have accurately
captured the required return, they are. My market mcdels
are applied to the comparable companies, so therefore, by
definitiocn, théy don't account for the specific risk of FPL,
because FPL deoesn't have stock traded in the markets. So we
have to do some judgment in terms of assessing the risk of
FPL.

Q Okay. Would you agree with me, sir, that through
the implementation of the fuel cost, the fuel cost recovery
clause, the nuclear cost recovery clause, and the wvarious
means of storm recovery cost, the Florida Commission has
provided FPL with a supportive regulatcry environment? You
would agree with that, right, sir?

A Yes, I think those mechanisms are supportive.

I think they individually give comfort to investors. But
I don't think they're unigue to FPL. I think across the

country most of the comparable companies enjoy the benefits
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of very similar mechanisms.

Q We talked about embedded risks. Exactly how is
risk mitigation already reflected in your recommended RORE
range?

A Because I did market analysis of the comparable
utilities, and the comparable utilities have similar
mechanisms. Sc to the extent that those mechanisms are
relevant to investors and affect their requirements, those
are reflected in the market estimates that I have presented.

Q All right. Are you aware ¢f how many cocmpanies in
your utility proxy group own nuclear generation or are
proposing to build nuclear generation?

A I have not done a specific study. We can go
through the list and talk about them. You know, clearly
Dominion, PGE, Scana, Sempra, Scouthern, Xcel.

MR. YOUNG: Okay, with that, Dr. Avera, we'll take

a five-minute break and then we'll come back on the

record.

(Brief recess)

BY MR. YOUNG:

Q Dr. Avera, I would like to move to the dividend
discount -- I mean, discounted cash flow model.

A Yes, sir.

Q Looking at the disccunted cash model, DCF model in

this proceeding, how is your application of the DCF model in
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this preoceeding different from your application of the DCF

model in the other proceedings?

A Do you mean other proceedings where we're filing
testimony now? I don't think -- is that what you mean?
Q In the past proceedings, the past proceedings.

MR. GUYTON: In the past proceedings, Keino?

MR. YOUNG: The past FPL rate case.

MR. GUYTCN: Okay.

THE WITNESS: I think it is probably similar. I
didn't go back to double check it. You know, I refine
my methods as I go through time and get critical
feedback from commissions and staffs, but I think it is
generally similar. I can't think of any specific
difference.

BY MR. YOUNG:

Q Okay. When did you start using non-regulated
proxy groups in your DCFE models?

) Probably two, two-and-a-half vyears ago, as T
recall. And when you asked about DCF model, I was thinking
abocut the inputs for the model. ©One change i1s prcbably using
the non-utility group. And I don't think T did that in the
last FPL case, but I've done 1t in all ¢f my cases since
probably 2010.

Q Why has your application of the DCF model changed

over time?
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A Well, the application has not changed, I just
added another proxy group. And the reason was that it
occurred to me that 1f the goal is tc get the most accurate
estimate of what investors require, limiting to one industry
defeats that purpose, because there may be a distortion in
that particular industry. And in particular, in 2010, the
Value Line suddenly became very bearish on the natural gas
distribution industry and their earning growth rates became
very, very low.

And so it occurred to me that we shouldn't let --
since Value Line's forecasts are so important in the
application of the DCF, we shouldn't let their opinion on a
particular industry distort our estimate of what investors
reguire, since investors clearly invest across many
industries.

In fact, the CAPM is founded upon the notion that
investors are fully diversified. So it occurred to me that
we should look at industrials, but we should look at
industrials that are in the same risk class as utilities.

So that's when I developed the appreoach of looking to
non-utilities that have risk measures in the same range as
utilities.

Q Did you use current market stock prices in your
DCF model analysis?

A Yes.
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Q Did you use forward-locking growth rates in your
DCEF analysis?

A Yes, I do.

Q Since ycou relied on the current market stock
prices and forward-lcoking growth rates in your analysis,
would you agree that the investor's expectation regarding
risks faced by the electric utility industry are reflected in
your application of the DCF model?

A Not exactly, because we're still estimating an
uncbservable parameter, which is investor's required return.
And we don't know what investors expect in the way of growth.
A very reasonable approximation is published analysts'
forecasts by Value Line, Hybris, Zacks, Reuters.

But we don't know with certainty that that's what
investors had in their heads when they paid the current
market price for utility stocks. So there is an error -- you
know, a zone of uncertainty around our estimates.

Q Would you agree that the latest information is
more appropriate to determine forecasted amounts such as
interest rates and financial mecdels, et cetera?

A No, not necessarily. I think any cbservation
needs to be synoptic, which is a word that means the
observations have to be at the same time. So you have to
match your observation of interest rates, of dividend yields

and growth rates, and other risk measures at a particular
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point in time. So if you're geing to update part of the
analysis, you need to update all of the analysis.

O Would you revise your ROE recommendation 1f the
most current information supports a lower or a higher ROE?

yiy Yes, I would, but I don't think that's the case
here. In my rebuttal I replicated the analyses 9f the
cpposition witnesses using the July data that they used. And
when corrected, their analyses confirmed that the 11.25
percent was in the range of reasonableness, just as I had
estimated using November and December data in my direct.

Q So do you plan to update the results of your DCF
model or any other model during this hearing?

A At present, I don't, ﬁnless there is some dramatic
change in capital markets over the next two weeks. I believe
that my reworking of the opposition witnesses' DCF, CAPM,
and risk premium and expected earnings is‘sufficient to
demonstrate that under current capital market conditions my

recommendation remains robust.

Q Just one second, sir. Dr. Avera?
A Yes, sir.
Q Let me ask you a guestlion. Did you provide the

discovery response to Staff's First Set of POD Number 14,

which 1is --

A I believe I responded to every guestion that I

knew about.
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o Ckay, which is Bates stamped page -- which is
Bates stamped page 000183. TIt's FPL RC-12, which is part of
the Moody's Investors Service Rating Action.

A I think I'll see if I can find that.

MR. GUYTON: Keino, we're going to have to try to
pull 1t.
MR. YCUNG: Okay, no problem, take your time.
MR. GUYTON: What's the Bates number, 0001837
MR. YOUNG: Yes, FPL RC-12.
MR. GUYTON: RC-127?
MR. YOUNG: Yes.
MR. GUYTCON: We think we have it now.
THE WITNESS: OQOkay, I'm ready to respond.
BY MR. YOUNG:

Q Let me ask you to look at the third -- the third

bullet that says historically strong financial metrics and

cash flow. Do you see that?

A lLet's see, we're on 1827

Q 183.

A 1837 So the third bullet on that page. Got it.
Q Can you read that aloud, sir?

A Historically strong financial metrics and cash

flow coverage metrics that may decline somewhat following the
recent rate case decision, although Moody's expects any

decline to be modest as a high percentage of FP&L's revenues
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are recovered through riders and other cost recovery
provisions that remain strong. In addition, FP&L's recently
awarded 10 percent ROE is consistent with those granted to
some utilities in other parts of the country and its 59.1
percent equity ratioc remains one of the highest in the U.S.,
mitigating the negative effect of the relatively low base
rate increase.

Q So do you agree that with this assessment of the
10 percent RCOE it's consistent with those granted to some
utilities in other parts of the country?

A Yes, it is. There are other utilities that have
similarly low ROEs; not in Florida aﬁ this time. And I also
note that it points out the capital structure mitigated the
effect, and I understand the copposition witnesses in this
case are supporting a lower equity capital structure.

MR. YOUNG: All right, I need to -~ can I take a
two-minute break, please?
MR. GUYTON: Sure.
(Brief recess)
MR. YOUNG: Hello?
THE WITNESS: Hello, this is Bill Avera. I'm here.
BY MR. YOUNG:

Q Dr. Avera, I think we are now on -- to the

previous guestions, do you agree with the other parts of the

assessments from the Moody's investor —-- the Moody's Investor
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Service action —- service rating action?

A Well, you know, whether I agree or not, when
Moody's speaks, the market listens. And Moody's said, right
above the part you had me read, how the decision was a
departure from the FPSC's history of supportive regulaticn.
So T think that's a very significant part of this.

Plus, not to be forgotten, tThe purpose of this
analysis 1s to anncunce a downgrade of the bonds. ©So
Moody's, considering all of the factors in the case and the
financial structure, the egquity ratio, the adjustment
mechanisms, all of that, lea them to downgrade FPL to closer
to the other utilities in the country, which weakened its
financial strength.

Q Okay. Do you have the -- are you familiar with
the FPL's response to the POD -- Staff's First Set of POD
Number 5, which is FPL Bates stamp number 0001317 TIt's part

of FPL RC-12Z. Tt's alsc part of the Moody's Credit Opinion.

A This same opinion cr another one?
Q It's another one.
A Okay, I have it in front ¢f me now. This is the

11, April, 20117

O Yes.

A Okay, which page of that opinion?
Q Page 151. Bates stamp 000151.

A Okay, I'm there.
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Q All right. Looking at the paragraph that starts
although cash flow coverage metrics -- do you see that? It's

like the third full paragraph from the bottom.

A Okay, although cash flow coverage metrics could
decline?

O Yes.

A Yes.

0 Could you read that for me, please?

A Although cash flow coverage metrics could decline

as a result of the base rate freeze, the use of its
depreciation reserve and additicnal debt issued to finance
high capital expenditures, Moody's expects any decline in
these metrics to be modest. Coverage metrics could continue
to be supported by a higher percentage of FPL's revenues that
are recovered through cost recovery clauses, the slow
improvement in ecconomic conditions in its service territory,
and the still adequate 10 percent return on egquity that
includes a range of plus or minus 1 percent. As a resuit,
Moody's conditions in its service territory and a still

adequate ten percent -- I may be reading it -- here we go.

As a result, Moody's anticipates that FPL's credit
metrics will continue to remain well in excess of the
financial ratio parameters required for 1ts current A2
rating.

Q And I think you sald when Moody's speaks, the
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market listens, correct?

A That is correct. And alsco part of this report is
their assessment of the December, 2010 settlement, which
allcocwed the company, through its depreciation reserve, to

earn in excess of 10 percent.

Q All right. So would you agree that with this
assessment —-- and I quote -- still adeguate 10 perceﬁt return
on equity -- would you agree with that?

A Well, I think it says that, but it's in the

context of the rest of the settlement, which alleows FPL to
effectively earn 11 percent. And I would alsc ncte it's
sufficient for Mcody's to maintain its stable AZ rating, not
to return to the previous rating.

Q Okay. Would you agree with the statement the high
percentage of FPL revenues are recovered through cost
recovery clauses, relative to other electric utilities in the
industry?

A Let me make sure. Let me go back. That's part of
that paragraph we read on 1517

O Yes. Yes.

MR. MOYLE: Just so the record is clear, what 1s
the document the witness 1s reading from?

MR. YOUNG: The witness is reading from FPL's
Response to Staff's First Set of Production of Documents

Number 5, Rates stamped page Staff -- this is Staff
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000151 FPL RC-12.

THE WITNESS: I do not see in that sentence
relative to other utilities.
BY MR. YOUNG:

Q No, I --

A What I see 1s the high percentage of FPL's
revenues that are recovered through cost recovery clauses.

Q And I'm asking you, do you agree with that quote
relative te the other electric utilities in the industry.

A No, no. I think all utilities recover more than
half of their revenues through recovery clauses.

Q Let me rephrase it. Do you agree with the
statement that the high percentage of FPL's revenues that are
recovered through the cost recovery clause —-- that's it right
there, close quote ~- and then I asked you relative to the
other electric utilities in your proxy group,

A And my response 1s FPL is not unique in my
experience ~- and again, I have experience with almost all of
these utilities. They earn a large percentage of their
revenues through recovery clauses.

0 All right.

A So that is not different. I think what Moody's is
saying here is that the effect of the rate case did not
affect all of the revenues of the company.

Q Okay. And this is the last POD response I'm going
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to ask you to look for, and that's FPL's response to Staff's
First POD Number 18. And that's Bates stamped page Staff
000269 FPL RC-12.

MR. GUYTCN: It may take us a minute to get this.

MR. YQOUNG: ©No problem.

MR. MOYLE: The title of the document?

MR, YOUNG: The Moocdy's Investor Service Global
Infrastructure Finaﬁce. This is from October 28, 2010.
Uncertain Times Ahead -- and it's titled Uncertain Times
Ahead; Strengthening Balance Sheets Now Would Protect
Credit.

MR. GUYTON: Thank you. We're trying to find it.

MR. YOUNG: Not a problem.

MR. GUYTCON: ¥eino, while we're looking at that,
would it be helpful to the reccrd to have both the
documents you've asked Dr. Avera about attached as
deposition exhibits so that we have the full context?

MR. YCUNG: Not a problem. So we can mark it as
Deposition —-- while he looks for that, we can mark
POD -- FPL's Response to Staff's First Set of POD Number
14, Bates stamped page 000183 FPL RC-12 as Exhibit
Number 1.

(Whereupon, Deposition Exhibit No. 1 was marked for
identification. )

MR. GUYTON: All right. And before you identify
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the others, so that we don't slow us down, can you give
me the Bates number of the third document that we're
looking for? We're having a hard time finding it.

MR. YOUNG: 0002469,

MR. GUYTON: All right. I'm sorry for the
interruption.

MR. YOUNG: No proklem. My apclogies in terms of
not giving you a heads-up on these.

The second exhibit is FPL's Response to Staff's
First Set c¢f POD Number 5 Bates stamped page Staff
000151 FPL RC-1Z2.

{(Whereupon, Deposition Exhibit No. 2 was marked for
identification,)

MR. GUYTON: And both of those will be two-page
documents, correct?

MR. YOUNG: Yes. Well -- held on one second.

Mr. Guyton?

MR. GUYTON: Yes, sir.

MR, YQUNG: If you want the full report, it's my
understanding for the first one, the POD Number 14, 1it
is one, two, three, four pages. 2And for the second
exhibit, PCD Number 5, it's one, two, three, four, five
pages.

MR. GUYTON: I think that would be helpful for

context, if Staff doesn't mind.
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MR. YOUNG: Not a problem.

MR. GUYTON: We have nc objection to those
deposition exhibits. We're having a hard time finding
the third one yocu've asked us about. We don't know if
our Bates numbers are off or what. We're still looking
for it. Can we take & couple of minutes break and try
to find it?

MR. YCUNG: Not a problem.

{Brief recess)

MR. YQUNG: Charlie, you want tThat one marked, toco,
right, as Exhibit Number 37

MR. GUYTON: If you're going tc ask the witness
about specific excerpts, I think having the whole
document in would be helpful for context.

MR. YQUNG: So let's mark that as Exhibit Number 3,
which is FPL's Response to Staff's First Set of
Production of Documents Number 18, Bates stamped page
Staff 000269 FPL RC-1Z.

MR. GUYTON: Keino, will you check and see if
that's a response to 18 or 19?7 I think that's where we
got thrown off. We think it's the response to 19.

MR. YOQUNG: Okay, so strike that. Instead it's 18,
it will be 19, subject to check.

(Whereupon, Depcsition Exhibit No. 3 was marked for

identification.)
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BY MR. YQOUNG:

0 Sir, can you take a second to read the second full
paragraph on the page?

A Which page is this? I'm looking at the first page

of the document?

Q No, I'm looking at page six of the document.

A Okay, let me get there.

Q And it's Bates stamped page number 000269.

A Okay, and it's the third paragraph?

Q The second paragraph.

A We increasingly believe?

Q Yes. Take a second to read that to yourself.
A I've read 1it.

Q Sir, can you read that aloud, starting with we

increasingly believe?

A We increasingly believe the ROE that regulators
approve for utilities will slowly decline over the next few
years, perhaps to a peint where the sector's average
authorized ROE consistently falls belcw the 10 percent
threshold. This falling ROE is due, 1in part, to our
expectation that today's low interest rate environment will
continue to reduce a company's all-in cost of capital. But
we still don't think ROE is as important to a utility's cash
flow, although we acknowledge that eguity returns will

influence management and Board behavior.
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Absent adequate returns utilities might begin to
pare back their regulated investments, theoretically in
pursuit of better returns elsewhere. Regulators could also
implement more formulaic rate structures, giving utilities
better wvisibility into future ROE. We believe that most
utilities would prefer the certainty of lower earned returns

than the uncertainty of potentially higher allcwed returns.

Q Do you agree with this assessment concerning ROE?

A No.

e Consistently falling kelcocw 10 percent?

A Ne, actually, ROE, average allowed ROE, ticked up
in the last quarter from -- as I remember, the number is
about 10.2 to about 10.4. So I den't think -- I disagree on

two counts.

Now, there are many things in this paragraph I
agree with. For example, low ROEs will reduce the
willingness of investors to invest in utilities. But I don't
believe that interest rates will remain low. I hope they
don't, for the sake of my grandkids.

T think the econcomy wiil recover and we will have
higher interest rates. And I think that we will not see —-
although this is my personal forecast -- the allowed returns
for electrics fall below 10 percent. They aren't there yet
and actually they're headed the other way.

Q All right. So you said that ROE -- that the ROE
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has ticked up above 10 percent, correct?

A No, it's never gone below 10 percent. The RCE for
the second gquarter, I think, was higher than the average ROE
for the first quarter.

Q What is your source, sir, of that assessment?

A Regulatory Research Asscclates.

MR. YOUNG: Charlie, 1I'm goilng to ask for a late
filed exhibit in terms of Regulaﬁory Research Associates
most current ROE.

MR. GUYTON: Okay. 2And that's -- you want to over
period of time or do you want the current?

MR. YOUNG: The current.

MR. GUYTCN: Okay.

MR. YOUNG: And that's going to be Exhibkit Number
4, That will be a late filed exhikit. And Charlie, do
you want to give 1t a title?

MR. GUYTON: Current Average Authorized Return on
Equity?

THE WITNESS: Yeah, I think the report, itself, is
called Second Quarter Update.

MR. YOQUNG: One second.

MR. MOYLE: So 1'd like to obviously get a copy of
that, as well, if it's going to be a late filed exnibit.

MR. GUYTON: Certainly.

MR. MOYLE: And I guess the only point of
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clarification is the snapshots of the second quarter,
and even though we're in the third guarter, is there an
ability to --

THE WITNESS: We have to wait until the third
guarter is over. So I think they issue this a few weeks
after the end of the guarter. S0 this would be
regulatory decisions through the end of June.

MR. MCYLE: Okay. So there's not a service or you
don't try to find regulatory decisions that may have
occurred in the month of July to get the most
up-to-date, gquote, unguote, current information? This
would be, in effect, second guarter?

THE WITNESS: Right. This is a resource that I
believe is Quoted by other witnesses in this case. It's
a recognized source of allowed returns. Mr. CGorman and
Mr. Baudino both refer to it.

MR, YOUNG: Okay, so let's get the title. It will
be the current -- the most current regulatory focus.

MR. MOYLE: Second gquarter, 2012, right?

THE WITNESS: Right.

MR. YOUNG: Yeah, okay, Second QCuarter 1012
regulatory Focus. That will be the title, ckay? From
Regulatory Research Assoclates.

THE WITNESS: Yes.

(Whereupon, Late Filed Deposition Exhibit No. 4 was
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identified.)

MR. GUYTON: Would you have me send that to the
court reporter or would you have me send that to you and
to all the parties? How do we want to distribute that?

MR. YQUNG: I think it would probably be best to me
and to all the parties because -- I can forward it to
the court reporter, but I think the transcript might be
out before then.

MR. GUYTON: All right, we'll undertake to do that
electronically.

MR. YOUNG: All right, just to clarify, we want the
most current cne. I think -- I don't want to just --
because if one comes out before you send it, I wculd
like to have 1it.

THE WITNESS: I believe this particular report only
comes cout at the end of the guarter, so there will not
be another one until September, or actually October.

MR. YOUNG: 0Qkay, that's fine. All right, one
second.

{(Brief pause)

BY MR. YOUNG:

Q All right, back on the record. Dr. Avera?
A Yes.
0 In the 2009 FPL rate case you reccmmended 11.25 --

11.25 percént on your ROE, and in the current case you're
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recommending -- I mean, excuse me, you recommended 12.5 in
2009, percent on your ROE.

P2y Yes, that's my recollection.

0 And then in the current case you're recommending
11.25 percent.

A That's right, plus the 25 basis points.

Q Plus the 25 basis points. Can you state the
reason for the lowering of your reccmmended ROE?

2y Yes, that's what the numbers reflected when I did
the analyses. I didn't do it relative to what I did in 2009,
I did the analyses based on the data available in the end of
2011,

QO Ckay. ©Cne second. Dr. Avera, can you please turn

to page 29, lines 10 through 13 of your prefiled direct

testimeny.

A Lines 10 through 13, yes.

Q Actually, let me correct that. Can you go to
line —- I'd like for you to read alcud starting on line 8

threough line 13.

A How do interest rates on long-term bonds compare
with those projected for the next few years? Answer:
Exhibit WA-2 compares current interest rates on 30-year
Treasury bonds, triple-A rated corporate bonds, and double-A
rated utility bonds with near-term projections from Value

Line, IHS Global Insight, and Blue Chip Financial Forecasts,
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Blue Chip, S&P and the EIA.

Q Have you reviewed the updated forecasts from these
scurces lately?

A I have. I've not committed them to memory but I'm
generally familiar with them.

Q Are there any changes in terms of the current
rates, current interest rates?

A A1l of them expect rates to increase. I think
they probably moved the increase further out in time than it
was. In terms of 2012, we're now halfway through, and T
think interest rates have not started up yet.

o So are there any modifications to these sources
since you —-

A My understanding is that they still project rates
going up but have moved the dates out. So each year the
rates would be lower now than displayed on WEA-2, page one of
cne.

MR. YQOUNG: Charlie, I hate to do this, but I have
to ask for a late filed exhibit of WEA-2, a late filed
exhibit with the updated WEA-2Z.

THE WITNESS: Let me make an cbservaticn. Some of
these may not yet be updated from the ones that I used,
but to the extent -- do you want the sources or do you
want me tce recast this exhibit?

MR. YQUNG: Recast.
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THE WITNESS: OQOkay. Well, I will do so. We will

move the dates up and I just -- I can't guarantee that

there will be new observations for each source, because

they are periodic, just like we were talking about RRA

.

MR. YOUNG: That's okay. And that will be Exhibit

Number 5. It will be Updated WEA-2. I'm sorry, that
will be Late Filed Exhibit Number 6.
MR. GUYTON: Neg, I have it as 5.
MR. YOUNG: You have it as 57? All right, my
numbers are off.
(Whereupon, Late Filed Deposition Exhibit No. 5 was
identified.)

BY MR. YOUNG:

Q Dr. Avera, looking at flotation costs.
A Yes.
Q Page 72, lines 3 through 5, and it states:

Issuance costs are a legitimate consideration in setting the

return on equity for a utility, and I recommend incorporating

a minimal, 15 basis point adjustment in determining a
reasonable ROE range for FPL. Did T read that correctly,
sir?

yis Yes, you did.

Q Have you calculated the specific flotation costs
that FPL has incurred to determine this flotation cost 1-

percent -- 15 basis point adjustment?
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A Yes, I reviewed the 2002 -- the May, 2002 issue
that FPL made of a public equity offering, and the flotation
costs there were in excess of 3.11 percent. I also looked at
the equity units that have been issued since then. And the
flotation costs, again, even without expenses, Jjust the
discounts, were over 3.1 percent.

Sc I think that would suggest that the 15 percent
is still within the range specifically for FPL. I noticed
that Mr. Baudino suggested that maybe there were economiles of
scale. The largest utility equity offering in the history of
the world was in 2010 by AEP, and the flotation costs of that
were 3,56 percent. So I think there is no reason to believe
that these are not representative numbers.

Q Does your 9.6 percent to 1Z.3 percent cost of
equity range include an adjustment for flotation costs?

A My %.25 to 10.25, yes, it does,.

Q Looking at investor impact, can you please turn to
page 73, lines 21 through 23.

A Yes.

C Can you read aloud -- cut loud the sentence that
starts with without an adegquate ROE?

A Without an adegquate RCE FPL will not be able to
compete for investors' money at the very time it is needed
mest to protect customers.

Q Would you agree, sir, that FPL's stock performance
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would be an indicator of investors' interest in an investment

relative to a broader market indices such as the S&P 5007

A You mean NextEra's stock performance?
Q Yes.
A It is one indicator. There are many things, as

I talk about in my direct and rebuttal, that drive stock
movements besides what FPL risk and prospects are, but it is
perhaps one indicator.

Q And would you agree that subject to check that
NextEra Energy, Inc.'s stock has outperformed S&P 500 even
after receiving a 10 percent ROE in the last rate case and in
the stipulation?

A Well, as I remember it, I think I have this in my
rebuttal. The stock dropped 10 percent after the first order
in early 2010, and 1t subseguently recovered at the
settlement in December, 2010.

Now, I have noct locked at the net—net effect
between the first order and now. I do know that utilities
have generally been strong during that period, but so has the
market.

O Okay. Looking at returning to regulatory
normalcy, page 75, lines 9 through 12, starting with more
recently. You see that?

A lLet's see, excuse mz, 75, 9 through 12. Yes.

Q Can you read that aloud, starting with more
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recently, and stop at eliminate -- or, excuse me, climate.

A More recently, however, the rating agencies have
expressed optimism that this period of regulatory and
political strife has been replaced by a return to a more
orderly and constructive climate. For example, the noted --
the regulatory clarity provided by the FPSC's approval of the
December 10, 2010 settlement agreement governing FPL's base
rates. Continue?

Q No, sir, that's gocd enough. In your opinion, do
you believe the current Commission has a positive track
record with regard to suppertive regulations?

A I believe it does thus far, but as I said, and
again, I think this is in Mr. Gorman's testimony, quoting
from Moody's, they are watching this case with great interest
to sae if the track record will be extended with the outcome
of this case.

Q Is the recent Commission decision to grant a 10.25
ROE to Gulf Power Company a supportive regulatory decision,
in your opinion?

2y Well, I only have general knowledge of Gulf and
Gulf's case. T do know that FPL faces many challenges tThat
Gulf does not. Gulf is part of a diversified holding company
that has many regulatory jurisdictions, that has very strong
finances. Gulf's geographic location and fuel mix are very

different than FPL's.
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So I'm not in a position to correlate the 10.25
and what an eguivalent return to FPL would be. My analysis
suggests that FPL ought to get an 11.5 return.

@, Is it true that the standard, constant growth DCF
model shown on page 41, line 7 of your prefiled direct
testimony is a deviation from the eguation that delineates
the relevant expected cash flows intc perpetuity?

P2 Yes, it is derived from a theory advanced by John
Burr Williams in 1928 that the inherent value of common stock
is the present value of future dividends.

Q Okay. Can you please provide the -- I can never
say that word -- derivation of your DCI model that shcws the
expected growth rate of earnings in the appropriate growth
rate to use in your current DCF analysis?

A Well, let me show you, this model, I think I cite
the 1974 paper by Myron Gordoﬁ, which is an annual model.
and the growth rate there is the growth rate of everything.
Under the DCF theory, earnings, dividend, book value and
market price all grow at the same rate.

In the real world, investors are interested in the
cash flows that occur to them, not the cash flows that
continue into infinity, because, as Cain said, in the long

run, we're all dead.

And as Mr. Baudino, who I guess 1s in the same

category of Cain, said that most investors don't hold stock
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for five years. 8o investors are really concerned about
their cash flews, which is the dividends they receive while
they own the stock and then the price at which they sell the
stock, their capital gain.

C Can you provide a derivation showing the earnings
is the apprcpriate growth rate?

A No, I can't, because the model, the theory in
Gordon's 1974 paper 1s based on an infinite hcrizon where
earnings growth and dividend growth and becok value growth and
price growth are all at the same rate. I can provide that
derivation, if you would like, but it doesn't discriminate
between earnings growth and dividend growth and book value
and price growth.

In my testimony I have guotes to document that
what investors care about when they're forecasting their
capital gains is projected earnings growth.

Q Ckay. Now let's move on to your rebuttal

testimony, page seven, lines 2 through 4.

A Did you want that -- I think I have provided the
Gordon paper in my work papers. Is that good enough or do
you want --

Q Yeah, I think we're fine. Page seven, lines 2

through 4, starting with the allowed.
A Yes.

Q Can you read that, ending on credible?
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A The allowed ROEs for the companies that opposing
witnesses consider to ke comparable in risk also demonstrate

that their recommendations are tcoo low to be credible,

o What do you mean by too low to be credible?
A Well, 1if you look at my exhibits where I take the
allowed returns of the other experts -- let's see, let's

start with Exhibit 20, page one of three, Dr. Woolridge's
group, the average allowed return is 10.4. The only return
that is below or close to his suggestion of between 9 and 8.5
is UIL Holdings that both Mr. -- or Dr. Woolridge and I were
in in 2009, and that has many special characteristics.

Tn fact, RA didn't even include it in their
average return because of the unigue characteristics.
Because you take out UIL, there's nine percent, 8.5 would
clearly be an outlier.

As we turn over to page two and lock at
Mr. Gorman's proxy group, the average is 10.62. The lowest
number on the page is 9.93 for Consolidated Edison, that is a
distribution only utility.

And then, finally, on page three of three, we have
Mr. Baudino's proxy group which averages 10.43. And again,
the lowest ROE appearing there 1s Con Ed, which is a
distribution only utility.

And sc I think it's pretty clear that if the

Commission were to order an 8.5 or a 9, it would pave new

— 120015 Hearing Exhibits - 03445




10

11

12

13

14

15

16

20

21

22

23

24

25

&7

ground for an ordinarily fully reintegrated utility.

By the way, UIL is for a distribution only
utility. Their transmission is allowed te earn substantially
more, and so is their generation.

Q So when you calculate the number that is too low,
is 1t below your reasocnable range of 9.6 percent?

A It's below that, and it's below what anybody has
gotten in anybody's comparable group, except the special case
of UIL. And Dr. Wgolridge and I can tell you all about that
case.

0 Did you calculate the credit metrics to determine
if an -- one second, please.

Let me ask you, did you calculate the credit
metrics to determine if an opposing witness' ROE
recommendaticn would affect FPL's credit rating?

i Yes, I did, kind of a back of the envelope. I got
Mr. Gorman's work papers and I put in his numbers without any
disallowances, but just changed the capital structure to 50
percent, and it would not support a single-A rating by the
S&P matrix.

Q Can vou provide that as a late filed exhibit? Do
you have 1it?

A Yes, it's not in smooth form, but I will present
it if that's what you'd like.

Q Yes, and that will be Exhibit Number 6, which is
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late filed, and this is Dr. Avera's calculation of opposing
witness's ROE effect on FPL's credit rating.
MR. GUYTCN: I think it would just be Mr. Gorman's.
THE WITNESS: While I'm at it, I can put in the 8.5
ROE that's recommended, too.
MR. YOUNG: Yes.
THE WITNESS: Which would be even more of a
disaster.
MR, YOUNG: Yes.
(Whereupon, Late Filed Deposition Exhibit No. & was
identified.)
BY MR. YOUNG:
Q Dr. Avera, can you please turn to page 11 cf your

rebuttal testimony, lines 2 through 4.

A Page 11, 2 through 4, yes.
Q That starts FPL is no longer.
A FPL is no longer among the most highly rated

utilities due te the downgrade that followed the outcome of
the last rate case, but the company's financial strength is
above average.

0 How many utilities, sir, in the United States,
have a higher credit rating than FPL, electric utilities,
have a higher credit rating than FPL?

A I would have to lqok. There is a report,

strongest to weakest. But there are a number of double-A
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utilities and there are a number of single-A-plus utilities.

G Subject to check, looking at the S&P utility
credit rating distribution in the second quarter of 2012,
subject to check, would yocu agree that only three utilities
have a higher rating, an A or higher rating than FPL, which
1s single A, A-minus?

A I would have to see that before I would accept it
subject to check. There are not a whole lot, but there are
some. You know, one was —-- several have been eliminated
through mergers, like LGE and Kentucky Utilities, and then
also the outfit up in Boston that was taken over by Northeast
Utilities.

So the decline in the number 1s not the result of
downgrades as much as it is the result of what once were
freestanding companies now being absorbed by other companies.

o QOkay. Looking at page 28 of your rebuttal
testimony, lines 1 through 4, can you read lines 1 through 4
out loud, stopping with respectively?

a Yes. With respect to the group of electric
utilities that Mr. Gorman and Mr. Baudino concluded were most
comparable to FPL'S Jjurisdictional utility operations, as
shown on pages two and three of Exhibit WEA-20, these filrms
are presently authorized average rates of return on equity of
10.6 and 10.4, respectively.

Q Do yvou believe that FPL can justify a premium of

120015 Hearing-Exhibits - 03448



12

13

14

15

16

17

18

19

20

21

22

23

24

25

70

9C to 110 basis points over the opposing witness proxy
group's authorized average rate of return on equity?

A Yes, because I think FPL faces unique challenges
and risks. 1 think it's important for the FPSC to maintailn
its track record of allowing higher returns than other
commissions. 1 think the customers benefit from that,

So I think FPL should earn -- also I think FPFL
should properly get the adder tc recognize its performance
and low rates. So I think, loocking at what these companies
are actually allowed, I think, is supportive of the 11.5
recommendation we're making.

MR. YOUNG: All right, thank you, Dr. Avera, I have
no further questions. I appreciate your time here
today.

THE WITNESS: Thank you.

MR. YOUNG: Jon Moyle?

MR. MOYLE: I have guesticns. Why don't we just go
the record.

MR. YOQUNG: All right, we can go off the record.
(Cff the record/brief recess)

BY MR. MOYLE:

O For the record, Jon Moyle on behalf of FIPUG. And
I wanted to ask some questions of the witness. Some of them
are follow-up questions and I have some other lines of

ingquiry. But during the Staff questions I think you had
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mentioned a report that you termed the strongest to the

weakest report. Do you recall that?
A Yes.
Q What is that report?
A Well; it's actually c¢ited in Mr. Gorman's MPG-18.

It is a report that S&P issues that ranks utility operating

companies, and all utilities, not just electric, from the

strongest to the weakest. It has about 227 companies.
Q And do you know where FPL falls in that report?
A It's near the top, but it 1is not at the top;

stronger than most companies because most companies are in
the triple-B range, whereas Florida Power and Light is still,
notwithstanding the downgrade, in the A-minus range.

Q Okay. You alsc indicated that you had -- you were
going to have a Late Filed Exhibit 6, that represented a back
of the envelope analysis you did if you assumed a 50 percent
FPL eguity ratio, is that right?

A Right, and then I alsoc said I would use the 9 and
8.5 percent ROEs that have been mentioned by some of the
opposing witnesses.

Q And what RCE did you do on the back of the
envelope analysis that you discussed?

A The 9.25 -- I'm really working off of MPG-18,

Mr. Gorman's 18, where he purports to show where FPL would

£a3ll in the S&P matrix under his recommendaticn.
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Q Did you —-- when you came to the conclusion that
they would not be within the credit matrix -- that's a credit
matrix that's put out by who?

A Standard and Poor.

Q And did you do an analysis as to the degree by
which they did not fall within that credit matrix?

A Well, the credit matrix has ranges, and
Mr. Gorman -- there are some typos and mistakes on the
exhibit which I have corrected, but he calculates the numbers
under his recommendation and puts them against the ranges
that S&P has for their degree of financial leverage. And
then you go to the 2009 S&P report to see how that lines up
with the bond rating given the business profile risk of the
utility.

and what I did is I took Mr. Gorman's work sheet,
which he supplied in discovery, and made some changes to
reflect a different capital structure and I can also make
changes to reflect different ROEs. I did not take into
account the disallowances of rate base and expenses that had

been proposed by the various parties.

Q So the two changes you made were eguity structure
and ROE?

A p(ESE

Q and what equity structure did you run, a 50

percent? 50-507
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A Yes.

Q And you ran an RCE of $8.257

pay Or nine.

Q I'm sorry?

A I did 9.25%, which was built into the table, and

then I did a sensitivity using nine. But I think the 50

and the 9.25 that Mr. Gorman proposes the -- are weak --
reduction in ROE. They are clearly below those necessary to
maintain the current bond rating. And if you were to
consider any of the disallowances, it would even be further

away from --

MR. McGLOTHLIN: Jon, this is Joe. I den't like to
interrupt your flow, but I would like to note for the
record that both with respect to the Staff's requested
late filed exhibit and any questions that relate to it,
those strike me as in the nature of supplementing this
witness's rebuttal.

And I know that we've reserved objections as to
form until the time of hearing, but I just want to note
for the record that we regard this as outside the scope
of his rebuttal and intend to object to any use of the
late filed exhibit and any portion of the transcript

relating to it.

BY MR. MOYLE:

Q Okay, I think that's noted. I was going to ask
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the witness, because you said you're also going to run cne at

8.5, is that right?

A Yes.
Q and what equity debt ratic will you run on that?
A Well, it's a little unclear. That's

Dr. Woclridge's position, and I think we would do it bhoth
at the actual debt ratio and at the 50 percent that he
recommended.

Q Okay. If you're going to do that, could you also

do a run that has a 55 percent equity ratio and a 9.5 percent

return?

A 9.57

o Right.

A Yes, 1f everybody is on board with that, 1'l1 do
it.

C I think for the purposes of providing an

informative document, whether it gets admitted or not, I
think that would be helpful.
2y So it will be docne.
Q Thank you.
MR. GUYTON: Jon, do you want that as a separate
exhibit, or just part of Late Filed 67
MR. MOYLE: Part of Late Filed 6.
MR. GUYTON: We can do that.

BY MR. MOYLE:
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0 You were asked some questions about the FPL's
stock price in January of 2010 when the last rate case
decision was entered. Do you know what FPL's stock price was
at the point in time the PSC entered its order in the last
FPL rate case?

A As 1 sit here today, I don't remember. I remember
it broke sharply down, and I believe Mr. Dewhurst has in his
testimony that there was a 10 percent drop in a short period
of time.

Q As we sit here today, do you know whether it has
recovered from that ten percent drop?

A I don't know exactly. I know that its price --
NextEra, the successor, and other utilities have generally

been strong since 2010.

Q Okay.
A In fact --
Q And are you assuming that FPL has generally been

strong, or you just don't have information as to how FPL has
tracked since 20107

A Well, FPL doesn't have a stock price. NextEra has
gone up. I haven't compared it to other utilities or the
exact percentage.

Q Okay, but the only way you can =-- or one way to
track FPL's value is to see what the holding companies that

contain FPL, the regulated utility, is trading for, correct?
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pay Well, as I discussed earlier, it is some
indication but there are a lot of other facters that affect
NextEra's stock price besides the value of FPL,

Q Do you think FPL is a significant factor?

A It very much is a significant factor, but it is
not the only thing -- the value of FPL is not the only
thing driving the stock price in the market. Investors'
expectation of the future, and so forth, are important, as
well.

Q Wouldn't you agree with me, sir, that the two
primary components that drive the NextEra stock price,
irrespective of external third-party factors, is the
performance of Florida Power and Light, the regulated entity,
and the performance cf NextEra, the unregulated entity, that
are both subsidiaries of the publicly traded NextEra Energy?

i I would say those components are important but I
believe the relevant performance 1s the future performance,
not the past performance. Investors who buy NextEra today
don't get history, they only get the future.

Q I understand. But in terms of the two components
that would predict the future, c¢an you agree with me that the
operations of FP&L and the unregulated entity NextEra are the
two primary components of the holding company?

A Yes, they are the primary components, but earlier

you had said that there are other factors driving the stock
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price, and I certainly agree with that, besides the
prospective performance of the underlying enterprises.

Q Sure. How the Euro is doing may affect the stock
price, correct?

A That's correct, and how Greece is doing, and all
sorts of other things, for better or worse.

Q Right. But typically you would agree that with
some variability those external factors often are matters
about which FPL has no control, correct?

A That's certainly correct.

Q And that they flow acrcecss a variety of stocks and
sometimes they flow across the market as a whole, correct?

A Yes, to a greater or lesser extent.

Q Okay. So to the extent that we're looking at
comparisons, that's why you've come up with your proxy group;
you want to try to get companies that have a lot of
similarities with FPL, correct?

A Well, not just similarities, that are comparable
in risk. They don‘t have to be similar in business, they
have to, by the guidance given to us by the Supreme Court, be
comparable in risk.

Q Back on the stock price, would you -- if I told
you FPL's stock price was up from the 2010 rate case decision
by more than 15 percent, would that surprise you?

A No.
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Q And weould you accept that subject to check?
A Well, I can't know that. Like I said earlier, I
haven't tracked it specifically since that date, but I can

certainly look at it if you would like.

Q Let me ask you if you have any information about
how -- what FPL has done with respect to its dividend
payments since the last rate case. Do you have any

information about how FPL's dividends have done?

A I believe I saw a press release that FPL has
increased its dividend every year since 1944, which is an
important year to me, so I noted that.

Q Okay. Sc since the rate case it's your

understanding that FPL has continuously increased its

dividend?

A Yes, on the cycle that it has established over the
decades.

Q And an increased dividend is, you would agree, the

sign of a healthy company, the ability to increase dividends?

A It is --

Q A healthy company from a financial standpoint.

A It doesn't tell ycou whether the company is earning
an adequate return or not. There are many other things --

Q I understand.

A -~ that go into it.

Q My guestion 1s not about the adequate return.
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I was asking you if that's a sign of a financially healthy
company, the ability to increase dividends.

A Right. And my testimony, sir, ig that FPL is a
financially healthy company and it's in the customers'
interest that it remain so.

Q Is it also your testimony that FPL remained
financially healthy after the last rate case decision?

pi No, T think the last rate case decision had a
deleterious effect on FPL. It caused the bond ratings to
detericrate. It caused concern in the investment community,

both as to FPL's prospects and the regulatecry environment in

Florida.
Q Did it cause FPL to suspend any dividend payments?
A It didn't cause NextEra tTo suspend any dividend
payments.
¢ Did it cause NextEra not to increase any dividend

payments?

A I don't think so. I would have to refresh my
recollection to see exactly when the dividend increase
anncuncement was, whether it was before or after the
December, 2010 settlement,

Q What are flotation costs?

)y They're the costs that are required to issue
commen stock to the public to raise more equity funds to

invest in utility plant and eguipment.
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Q And FPL, the regulated utility, does not issue
equity, correct, to the public?

A No, it gets its equity from the parent, who was
FPL Group, now NextEra, who issues public stock.

Q And is your testimony focusing on the flotaticn
costs associated with FPL's equity, FPL, the regulated
utility?

A Yes, 1ts eguity is only there by virtue of equity
having been issued to the public in past years, for example,
in 2002, and the equity units that have continued through
2010.

Q Does FPL have plans, as you know, to issue
additional equity?

A Well, I believe there have been some discovery --
it is not appropriate for a public company to disclose its
issue plans without disclcsing it te the market under reg FD.
So it i1s generally not the case that a utility will -- or a
holding company will disclose its plans until they are
actually ready to go to the SEC with documentation.

) So I take it from that that you have no
information about any plans for FPL, the regulated entity,
to issue additional equity?

A You mean to issue additicnal equity to get equity
from its parent, NextEra?

Q Or otherwise.
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A Well, I think the only way it can get eguity is

from its parent, NextZra.

Q Ckay. If that's the only way it can get equity,

are you aware of any plans of either FPL, or NextHEra, its

parent, to obtain additional egquity for FPL?

MR. GUYTON: Excuse me, Jon.

MR. MOYLE: Yes?

MR. GUYTON: I apclogize for interrupting, but I'm
a little bit cconcerned with what the witness has already
told you in terms cf financial disclosure and what FPL
can and can't disclose publicly.

MR. MOYLE: I appreciate that, Charlie. You know,
we're bound by confidentiality agreements in this case
and in other context we're provided information that is
material, and we can't trade on the information. 3o if
there is such informatiecon, I'm not going to ask him what
it is, I just want to know if he has any or not. And my
inkling is he doesn't have any, but I think he can
answer the guestion as to whether he has any
information.

THE WITNESS: I don't have any. I have seen a
discovery request that was responded to by others in the
company and was deemed to be confidential about the

1ssue of future equity issues.

BY MR. MOYLE:
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Q Okay. But as we sit here today you have no
firsthand informaticn or even any hearsay information that
NextEra is going to issue equity for the purposes of
providing equity to FPL, correct?

A That is correct. My testimony is based on that
the eqguity that is already there supporting the current
investment had a flotation cost attendant with its arriwval.

Q So if that was a past cost that had been incurred,
do you know when that cost was incurred? Was it in 2002 when
FPL last did an equity issue, if I understood your testimony?

A Well, there were, whatever, $9 million incurred in
2002. But 1t has been incurred through time, and it has
never been recovered. $So the best you can do from a
regulatory standpoint is have a return on unrecovered
flotation costs, much as the company gets a return on other
past expenditures like plant and equipment or regulatory
assets.

Q And is that what you're seeking with the flotation
costs, a return on past expenditures?

A That is correct. It has never been, and in the
regulatory framework, will never be recovered, but they

represent an amount of funds that investors have put into the

company.
Q and what is the time frame for which these costs
are being sought, do you knew? You said 2002. I mean, have
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you gone back and identified, you know, the times in which
those costs were incurred for which they're now being sought?
MR. GUYTON: Object to the form of the qguestion.

We've got at least two there, Jon.

THE WITNESS: The apprcach to flotation costs that

I have proposed is one that was developed by Professor

Gene Brigham of the University of Florida, which is

based on the percentage of flotation costs typically

incurred applied toc the dividend yield of the utility.
BY MR. MOYLE:

Q And I'm just trying to understand when these costs
were incurred.

A They were incurred through time and the flotation
costs have consistently been at least 3 percent cor more, as
documented in my testimony. A study of a long period of time
found 3.6 percent. So they have been at that rate. 1In fact,
if we go back long in the history, the cost of issuing stock

was actually higher.

Q Are any of them incurred in 20127

A No, I believe the last units of issue were 2010.

Q And you're aware that in this case the test year
is 20127

A Yes, I'm aware of that, but in the rate base there
are expenditures that were made in the distant past. I mean,

I don't think a ccllection of expenditures that have never
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been recovered and will never be recovered but are properly
incurred is not limited to test year, in my experience,.

0 And when FPL, itself, the regulated company,
receives equity, that equity all comes through NextEra, is
that right?

A At present it does. Previously there was another
holding company name, but the same entity. And then in the
far distant past FPL was a free-standing company.

Q And how does NextEra infuse equity into FPL, the
regulated entity? Do you know the mechanics of that?

A I really don't. Mr. Dewhurst would know. That's
his bailiwick.

Q Okay. But you would expect in that they're
corporate affiliates that it would not be a process
comparable to the issuance of common stock to the public in
terms of NextEra either wiring money or doing a transfer of
funds intoc FPL, correct?

a Correct. You're not issuing shares to the public
so you don't have the same registration, accounting, legal,
SEC fees or printing or the discount that's necessary to get
the underwriters to undertake the issue.

Q Okay. And likewlise you wouldn't have the cost
asscciated with issuance of the public as ccompared to NextEra
funding equity of FPL, correct?

A That. is correct, but NextEra wouldn't have money
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but for its ability to issue it -- issue securities to the
public.

Q And the securities that are issued to the public,
they also -~ some of that money is used to fund the

operations of the unregulated entity, correct?

A Yes.

Q You had talked about the downgrads of bonds
following the last FPL rate case, Moody's downgrade, correct?

A Yes, and S&P, as well.

Q- Okay. And have you done any analysis or have any
study or evidence you can point to that reflects any tangible
cost to ratepayers that resulted from the downgrade by
Mocdy's and Standard and Poor?

A No, becausge I don't think it's necessary. I
think, as was discussed very early this morning, risk and
return are associated together. And as a company has a
higher risk, as indicated by a lower bond rating, i1t has to
pay more for funds. It costs more to borrow, it costs more
to attract equity investors and also it loses some cof its
negotiating power with vendors.

O Okay. The same guestion with respect to as a
result of the downgrade following the last FPL rate case by
Moody's and Standard and Pocr. Do yeu have any analysis,
studies, or evidence c¢f any cost realized by shareholders?

P Well, I think there's certainly an opportunizy
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cost, as Mr. Baudino uses the term, experienced by

shareholders, because before they -- let's say, as the dawn
broke in 2010, they had stock in a -- and bonds in an entity
that was rated higher than it was at the end of April, 2010.

Q Okay. And I guess the guestion -- 1 understand
opportunity costs, but as we sit here today you're not aware
of any tangible studies or analysis that following the
downgrade that quantified any cost to shareholders, correct?

A No, I am not. But that is not to say there
weren't opportunity costs and there weren't other costs
associated with financial weakness that ultimately harmed the
customers.

Q So I understand your testimony to be advocating
for a higher ROE in part to help reduce borrowing costs of
the utility; is that part of the reason why you're advocating
for an ROE that's higher than some of the other experts?

A Mr. Moyle, I've not advocating. I've done an
analysis and those are the results of my analysis. And I
believe that customers will benefit because they will save
money.

In my direct testimony I have a guote from the
Staff report in the last case as to the benefits of FPL
having financial strength in terms of the weighted average
cost of capital that customers ultimately pay compared to

Tampa FElectric.
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Q So I want to ask you some detailed questicns about
this. And you say in your rebuttal testimony -- I have it on
page ten, line 11 -- about FPL's low cost of debt and the

ability to negotiate from a position of financial strength
have saved customers money. Is that what you're referring

to, or words to that effect?

a Yes, sir, that is one of the examples of benefits.

Q How much mcney have the customers been able to
save?

A I have not tried tTo guantify that, sir.

Q Why not?

P Well, I think it's a little bit hard to guantify

because you would have to estimate what would have happened
under the scenario of a weaker FPL. So we don't have direct
evidence of that by virtue of all the transactions and all
the bond issues that have been made were made by FPL as it
stood as a financially strong utility.

We do know the weaker you are, the more you pay.
We do know that the embedded cost of debt to the other
Florida electrics is higher than it is to FPL. There was
some evidence in Mr. Dewhurst's testimony about the rates
that FPL was able to get sven in the midst of the financial
crisis in 2008.

So all of that suggests that there are real

intangible benefits, but it would be difficult to add them
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all up in the face of comparing the real world to a but-for
world.

Q So couldn't you do a calculation to ascertain
potential costs or savings to ratepayers cn a go-forward
basis if you had certain inputs?

A Well, if I knew the future, I could do it,

Mr. Moyle, but I don't know.
Q Ckay. Do you know what the FPL capex spend is
projected to be?
MR. GUYTON: May he finish his answer, please?
BY MR. MOYLE:
Q I'm sorry, were yocu still --
A Yes, sir, I was. We don't know how much mecre FPL

would have to pay if it had a lower bond rating.

Q Are vyou there?
A We don't know the future of -- I mean, the best we
can do is guess. I don't know what that noise is. But the

other feature is kind of what I call the value of an
insurance policy. You know, if you have fire insurance and
you didn't have a fire, you can't say the fire insurance was
wasted money, you can only be happy you didn't have a fire.
One of the benefits to customers of financial
strength is that i1f we had another 2008 next month or next
year, FPL would be able to access the markets and lesser

rated companies couldn’t.
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And we hope that that doesn't happen, but the
insurance is worth something, and FPL's customers have had
that insurance all this time. They called on it in 2008, and
we don't know when they'll call on it again.

Q Has there been any time since 2008 that has
represented a particular turbulent time in the debt markets?

A Not to the extent of 2008. There were soms times
earlier this year when the European crisis seemed to be
spinning ocut of control that there were extreme movements
in lower-rated debt, but not apprcaching what occurred in
September, October and November of 2008.

Q So 1if I understood your last answer, you're
suggesting that part of the reason to have a financially
strong company is that it's tantamount to an insurance policy
in the event that markets are tight, is that right?

2y Right, or the event such as a natural disaster.

I understand in Hurricane Andrew FPL spent $350 million in a
matter of weeks to restcre service. Only a financially
strong company could pull that off.

o Do you know how much FPL currently has in a storm
reserve account, or has earmarked for a storm reserve
account?

A I know there is a storm reserve and a storm
recovery mechanism, but I don't know the amount as T sift here

teday.
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Q Okay. If it were 350 million, give or take, would
that suggest that maybe that high ROE was less needed?

A No, because that —-- that's a reserve, it's not
cash. Sc¢ FPL has to have the ability and credibility tc
raise cash and get people to bring services and goods to
South Flerida c¢n the hope that they will get paid. And only
a financially strong entity can command that kind of
credibility.

¢ Do you know what FPL's current unrestricted cash
reserves are?

A No, sir, as I sit here today, I don't know.

Mr. Dewhurst, I think, is the person who could respond to
that.

Q To the extent that they had a killion dollars in
unrestricted cash reserves, those funds could conceivably be
used to help with hurricane repair, wouldn't you agree?

A Yes, they would be avalilable if they weren't being
used for something else.

Q Okay. So I've kind of gotten away from what I
wanted to talk with you about, which was the notion of
loocking at the cost of debt as it relates to certain bond
ratings. But there's a difference in how much -- you had
said, risk-reward, the weaker you are, the more you pay. FPL
is currently rated as what kind of company? Single-A?

A Single A. Standard and Poor's corporate rating is
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A-minus, which is the bottom of the single-A rung.

] Okay, what's the next lower rating? And let's
just stick with Single-A to avoid conclusion.

A Triple-B-plus.

Q Do you know the difference in basis points in
terms of debt issued to a single-A company as compared to a
triple-B company?

A Well, we don't have indexes that are that precise.
The spread between an A-rated and a B-rated —-- and that would
include all the As and all the Bs, from plus, flat, and
minus, is -- let's see ~-- I have it right in front of me,.

In July, 2012, the spread was 90-something basis points, the

differerice between 393 and 485 --

o All right. For the purposes of —--
A -- basis points.
) -~ the discussicn, let's just call it 100 basis

peints; can we agree to that?

A Yes.

Q Okay. And do you know the revenue requirements
between, say, a 10 percent ROE and an 11 percent ROE, how
much additiconal revenue reguirements that that 100 basis

points represents?

P2y At one point I knew. I wouldn't want to hazard a
guess as 1 sit here today. So if you have the number --
Q I've been told it's 150 to 160.
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A That order of magnitude is in the right ballpark
with my recollection.

0 All right. So we assume that it's 150 million
with respect to the return on equity for 100 basis points.
Wouldn't you agree that in order for you to do an analysis as
to whether it's better for ratepayers to pay a higher —- 100
basis points in additional ROE or 100 basis points in debt,
that you would need to know the amount to be financed, that
you would need to know the capex spend?

A Wall, that would only be a sliver of the picture.
You would have to know -- I mean, we know what the spread is
today. The spread today is a lot more than it was when I did
my testimony. The market has become a lot more sensitive to
risk. So if we say that trend is it going to continue, that
the spread between single-A and triple-B is going to
increase, we would have to know what that increase would be.

And we would also have to know what the othexr
benefits would be that would be lost if FPL negotiated with
its vendors, entered into natural gas hedging arrangements,
and so feorth, from a triple-B platform as opposed to a
single-A platform.

Q Okay. Do you have any information before you
about FPL's capex spent, projected capex spent?

A The numbers that I have seen are in Mr. Dewhurst's

testimony. I think I mentioned this morning $9 billion over
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the next several vyears.

Q Okay. And with respect to 100 basis points on a
billicn dollars, what number is that?

MR. GUYTON: Could I hear the guestion again?

BY MR. MOYLE:

g I asked him how much 100 basis points ~- which
he's testified the difference between the Bs and the As is 90
basis points, we've agreed it's 100 basis points, one
percentage peoint. I'm asking him to give me the number that

that represents on $1 billion.

A Well, that particular part would be 10 million.
Q Ten million?
A But that is only one of the ramifications that FPL

would suffer and its cuétomers would pay for from having a
lower bond rating.

Q And I just want to walk through this analysis with
you as it relates to this. So it's 10 miilicn for every one

billion, correct?

A Under the assumptions that we know what the gpread
is geoing to be. We don't know what the spread is going to
be.

Q Other than what the spread is currently, which you

testified to, right?
A That's correct. But we know that the spread

increased since I did my direct until new and there's no
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reason not to believe it might not increase from now into the
future.

Q Okay. Soc if you assume as your testimony that it
would be a $10 million finance cost on every billion deollars,
and the capex spend for FPL is nine billion, if my math is
correct, that would represent additiconal debt cost of 90
million, right?

A Right, but recall that that 90 million would recur
every year until the debt is retired. So 1f it's 30-year
debt, that's 20 millicn times 30.

Q And from a ratepayer perspective, wculdn't ycu
agree that If a ratepayer was presented with a financial
equation that said would you rather pay an extra $90 million
per year to represent debt service on a $9 billion capital
expend or would you rather pay an extra $150 miliion per
year, which represents an additional percent on ROE, that the
better econcomic decisicn is to opt to pay the 90 million as
compared tc the 150, because it saves ycu 60 million?

J<y If those were the only two numbers the customers
knew, they would be making 1is a shortsighted decision because
they properly should consider that the savings might be
éignificantly more if, in fact, the disparity increased.

Plus there may come a time when triple-B utilities cannot
issue bonds and single-A utilities can.

As FPL goes through time and hedges and responds

— 120045 HearingExhibits - 03473
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to storms and does other things on the customer's behalf, it
will do so more cost effectively as an A utility than a
triple-B utility.

Q And you would agree that even to the extent that
the spread between single-A and triple-B were to increase,
you said it's 90 basis points, but even if it went up to, you
know, 120 to 130 basis points, that there would still be head
room in that the ratepayers would be better cff by paving the
higher debt cost than by paying the higher return on equity,
correct, in my hypothetical?

MR. GUYTON: I want to object to the form of the
quaestion because I don't think the witness said the
spread between A and triple-B was 90 basis pocints, he
said between all As and all Bs, which I interpret to
mean something else.

BY MR. MOYLE:

Q Okay, why don't you -~ if vou can answer my
guestion, which is essentially to acknowledge that your
previous testimony that I'll ask you to clarify the spread
between all As and all Bs is 90 basis points, that there's
still head room between 90 basis points and 160 millicn on
the return on equity side of the ledger, 1s that right?

A No, I wouldn't say that's head room, I would say
that's the arithmetic difference. But that would ﬁot

consider many of the relevant and important distinctions
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between an A and triple-B that would be important to
customers in making their vote if in your hypothetical they
had the ability to make such a vote.

) And to the point -- I don't want to, yocu know, be
sloppy and not understand your testimeny, but would I be
correct that the spread between a single-A and a triple-B
would be less than 90 basis points?

A Well, see, like during October of 2008 the spread
was 380 basis points. The —-

Q Right, and that's the pcint in time that the
markets were frozen. We've talked about that. But I'm just
trying to understand, because you had said the average
between A and B was 90 basis points. Is that right?

MR, GUYTON: Jon, would .you please quit
interrupting the witness and allow him to finish his
answer? It's becoming particularly difficult because
your microphone picks up your voice and cuts us out
here, and you're cutting cff the witness' answer fairly
consistently.

MR, MCYLE: Well, I'm sorry. You know, it makes it

harder when we're on the phone., We can't see each
other. Do ycu have any -- 1f you need to add something,
please add something. I'm sorry if I -- I'm trying tc

move this alcng and stick to my hour, but if you feel

the need to add, please add.

IS
N
D
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THE WITNESS: Mr. Moyle, I think it is important to
recognize that at times of financial crisis the spread
ballcons. Plus, in our experience, a number of our
clients in 2008 were not able to even access the market.
Triple-B clients, huge reputable utility companies like
AEP and PG&E simply could not open the dcor, and FPL
could.

BY MR. MOYLE:

Q How long was that deocr closed?

A It was closed for six to eight weeks, ccmpletely
closed. But even once it opened the disparity of actual cost
was very significant. And what happened is companies -- and
another one is UIL, United Tlluminating -- what they did is
issue five-year paper or ten-year paper because the cost of
30-year was just prchibitive.

Q Okay. So back to the question, could you please
clarify your previous testimony where you said that the
spread between A paper and B paper was 90 basis points.

A Yes. That's the average as reported by Moodv's
for the July period, and it includes securities more than 20
years in maturity and it includes As of all notches, as well
as Bs of all notches.

Q Okay. So would it be your testimony, or maybe you
don't know, but that given that single-A and triple-B are

right next to e=ach other on the notches, that the spread in
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the marketplace between those two types of paper would be --
would likely be less than 90 basis points?

A They could be, but another factor 1s a company
loses its credit rating, i1t generally puts a cloud on that
company, and so investors are leery because it may be that

it's on a dewnward slide.

Our experience -- and I've seen studies of this,
but I can't recall the exact authors -- that there is a
tendency for bond down-ratings to cascade. So that if you

are down-rated, let's say, from A-minus to triple-B-plus,
there's a concern that the next thing that may happen is
vou're going to be triple-B or triple-B-minus.

Q And I don't really want to get intc a lot of
speculation about different things can happen. I appreciate
that. I'm just trying to get information with respect to
your expertise as it relates to the delta in financing costs
for a company that's single-A rated as compared to a company
that's triple-B rated.

And my question was, do you have information as to
whether that delta is likely to be more the same or smaller
than the delta that you've testified to, which is all of the
As versus all of the Bs.

A There is no empirical information that slices
things that finely, so I couldn't speak to that with

evidence-based experience.

120015 Hearing Exhibits - 03477



12
13
14
15
16
17
18
1%
20
21
22
23
24

25

99

Q Okay. So you just don't know?

A I can't base it on numbers that are publicly
available.

Q Do you have a view of it, whether it's based on

numbers or NoOt?

A Well, 1 think it would depend on the facts and
circumstances of the particular issuer. Because I do
believe, as T testified earlisr, that a downgrade is a
significant event in the life of a company and it changes the
way investors lcook at it.

o} Has FPL shared with you their plans to go into the
debt markets, or do you know of FPL's plans to go into the
debt markets?

A They have not shared and I have not asked what
their plans were. I can't imagine they won't go into debt
markets because of the level of capital spending, but I have
no knowledge of the specific plan.

Q Now, do you have any information or were you aware
of anything, that during the last rate case that FPL had gone
out into the debt market and had, in effect, presold certain
debt ?

Py I'm trying to remember Mr. Pimentel's testimony in
that regard. I think one of the issues there was that FPL
had a major line of credit that was about to expire and they

were trying to position themselves sc that they wouldn't run
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out the clock on that line of credit.

So I remember Mr. Pimentel talking about that
problem and the contingency planning the company has made,
but that's about as far as my memory Joes.

Q Are you aware of any similar plans as the facts
present themselves in this case?

A I'm not aware of them, but Mr. Dewhurst is the
Chief Financial Officer and would be in a position to speak
to it.

Q Okay. You were asked some qguestions about the
clauses that Florida has, and I was curious as to whether you
had any specific information about any other states and the
clauses that the other states have, as compared to the state

of Filorida.

A Well, as I mentioned, I have worked with many of
these companies. I've worked with companies all over the
country, and I'm aware of the clauses they have. In the

context of discovery and other cases, we have specifically
looked at the 10-Ks of various companies. And, in fact, T
think I did this in the last rate case for FPL to see what
kind of adjustments they have.

And then there is also a report that RRA issued in
March that summarized the adjustment mechanisms around the
country.

Q And de you have a copy of that report in front of
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you?
A I could get it in front of me. I don't think it
has been provided in discovery.
MR. MOYLE: Charlie, any objection if he gets that?
MR. GUYTON: Only if -- I'm getting concerned about
time, since he hasn't relied upon it.
MR. MOYLE: What?
THE WITNESS: This repoert came out after I did my
direct, and I didn't depend on it for anything in my
rebuttal.

BY MR. MOYLE:

Q Do ycu have a copy that you can put your hands on
today?

A I have a copy in my computer, if I can find it.

Q The gquestion I wanted to ask ycu was if you are

aware of any state that has more cost recovery clauses than
the state of Florida. If you can answer that, you know,
fine. 1If you have to look at the report --

A California. We've done a number of cases in
Califernia, we have one coming up, and I would say California
has more -- it has full revenue decoupling, 1t has the same
fuel and purchase power, 1t has environmental, 1t has
renewable, it has everything Florida has and more.

Q Okay. Any other states besides California?

A I would say Virginia.
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Q Any others?
A Those are the two that are foremost in my mind.
Q And you would agree that states that have clauses

by which a lot of revenue flows through represent less risk,
all other things being equal to an investor, is that right?

yay Yes, they do benefit. Let me add North and South
Carolina, too, upon reflection.

MR. MOYLE: Ckay, could I ask that that report,
that RAI (sic.) report be provided as a late filed
exhibit?

MR. GUYTCN: Jon, I'm going to object to it because
the witness hasn't relied on it for purposes of his
testimony, either his direct or his rebuttal.

MR, MOYLE: 1Is that a true statement?

MR. GUYTON: He just testified to that effect.

MR. MOYLE: Well, I asked him about what other
states and he put them out there. I didn't know if he
relied on the report or whether he had the information
from another source.

THE WITNESS: My response was based on my work in
those states.

BY MR. MOYLE:
Q Okay. Have you reviewed this RAI report?
A T reviewed it very guickly. It was brought to my

attention by one of our clients, and he sent it to me, but I
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haven't studied it.

Q But you reviewed 1it?

A Cursory, yes.

MR. MOYLE: Charlie, given the fact that he's
reviewed it, I'd like to get a copy of 1it.

MR. GUYTON: I'll take 1t to my client, but the
objection remains.

MR. MOYLE: All right. Well —--

MR. GUYTON: Have you requested it in any discovery
other than the depocsition?

MR. MOYLE: I'm not sure, Charlie. Typically in
depositions people are asked to bring work papers. He
has it in his computer. He's an expert. He's the one
that brought it up.

MR. GUYTON: And he tecld you that he didn't rely on
it in his testimony. If it were something he had relied
upon, I'd suggest that he needed to provide it bpbut --

BY MR. MOYLE:

Q Okay, so just so the record is clear, you didn't
rely on this RAI report in any way, shape or form tc either,
you know, confirm your sense -- 1 mean, it seems to me,
logically, if you've done work in certain states and you can
say these states are -- well, never mind. Let's move on.

Let me refer you to your Exhibit WEA-15, page one

of one.
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A All right, I'm there.
Q Okay, you have Gulf Power Company as a proxy

company, 1is that right?

A Yes.
Q And why did you include them?
A Because they are a subsidiary of Southern Company

and Southern Company is one of the comparable utilities.

G Okay, and I guess 1t's true that Gulf's long-term
debt is 51 percent?

A Yes, that's what they reported in their 10-K.

Q And you would agree that companies that have
higher debt, all other things kbeing equal, represent more
risk to investors, correct?

A That's correct, assuming the business risk and the
rest of the balance sheet, i1t would dencote more financial

risk and, therefore, all else being equal, more investment

risk.
Q Okay. And then FPL's long-term debt is what
percentage?
A Well, 59.6. Let's see, it's not on this exhibit.
0 That's thelr equity or their debt?
A 0Oh, excuse me, that's their equity. The debt

would be 40 percent.
Q Ckay. So just based on the capital structures of

Gulf and Florida Power and Light you would agree that Gulf
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represents more risk to the investment community than Florida
power and Light, all things -- all other things being egqual,
correct?

A Well, if you just look at the debt, but all things
aren't equal.

Q I understand.

A As I answered earlier in response to the Staff,
there are many elements of risk that FPL has that Gulf dces
not share.

Q And for the purposes of the guestion I'm just
asking you to focus on debt and equity.

P2y But you asked me to assume all else being equal,
and I can't do that. That's contrary to fact.

Q You can't assume that for purposes of having a
conversation on debt eguity and return on equity?

A I can agree in the abstract, as [ did, that all
else being equal, more debt would indicate more risk. But if
you particularize it to Gulf Power versus FPL, I can't accept
that Gulf is equal to FPL in business risk.

O Ckay. Well, if you assume, Just for the purposes
of the analysis related to capital structure, that FPL poses
less risk than Gulf, wouldn't the logic flow that FPL should
receive a lower return on equity than Gulf? Again, just
focusing on the capital structure components.

A Well, I can't focus just on the capital structure.
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And also there's the issue of the ROE adder, which T think 1is
appropriate regulatory recognition. And I think that should
be considered in the ROE.

Now, 1f you're asking me abstractly should higher
risk companies get higher ROEs, yes. But I can'tT agree with
you when we get to specifics about Gulf and its 10.25 when I
think it's appropriate for FPL tc get 10.5.

Q Have vou done any analysis as to the business
risks of Gulf vis-a-vis the business risks of Florida Power
and Light?

A Ne, I have neot. 1 have done FERC cases for the
Southern Company, but for the purposes of this case T didn't
de such an analysis.

Q OCkay. So just so the record is clear, I guess
with respect to -- and I'm asking you to make an assumption,
and I understand, you know, you're hesitant to make the
assumption. But for purpeses of the question, given that
Florida Power and Light has more equity, less debt than Gulf,
all other things bging egqual, according to economic theory,
investors would require a lower return on equity as it
relates to Florida Power and Light than Gulf Power, correct?

MR. GUYTON: Jon, objecticn, asked and answered,

and it assumes a fact that has not been established and

this witness has consistently sald is incorrect.

MR. MOYLE: Well, I think I've asked it. I'm noct

A e s 120015 Hearing Exhibits - 03485
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sure I got an answer; that's why I was trying to get the

answer.

MR. GUYTON: I think you've gotten three answers,

you just don't like any of them.
BY MR. MOYLE:

0 Can you answer that question yes cr no?

A No, I can't, because I can't agree with the
presumption that FPL has the same business risk as Gulf. And
I want to also say that I am not saying that the allowed
return that Gulf had was the right allowed return. IT is
what was found.

Q But as we sit here tcday, you don't know the
business risk of Gulf, correct? I mean, you haven't done any
analysis, you haven't studied 1t, so you just don't know one
way or the other?

A I think my answer, Mr. Moyle, was I haven't done
a specific side-by-side comparison of FPL and Gulf. I am
generally aware of Gulf. I lcoked at the Southern Company's
bond ratings, its Value Line, safety and beta and financial
strength and Southern Company 1is comparable to a NextEra.

But as I described —-- and this was discussed
extensively -- FPL has unique risk factors that are different
because ¢f its location, fuel mix, exposure to storm, lack of
geographical and regulatory diversification vis-a-vis Gulf.

0 You made a comment earlier in your testimony about
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risk and a utility that has regulations in a number of states
as compared to a utility that's iny regulated by one state.
And I thought you suggested that 1t represented less risk if
a utility was regulated by a number of jurisdictions. Is
that right?

A Yes, that -- well, it doesn't matter what Bill
Avera thinks, that is what the rating agencies have said,
that regulatory diversification is a goocd thing and reduces
risk.

Q And you would suggest that's a result of
diversificaticn?

A That is cerrect, that if a company gets a bad
outcome in one state, it can hope for a better result in
other states. Whereas, FPL, all of its regulatory eggs are
in the FPSC basket except that little bit that's at FERC.

Q Do you think that same analysis can apply with
respect to geographic exposure to hurricanes? And I will
give you two examples. You're familiar with FPL because
you've testified about their service area.

Tampa Electric Company is located essentially in
the Tampa Bay area. Sc they do not have as much exposure,
but in effect all of their eggs are in one basket.

My question would be, do yocu think the same type
of analysis with respect to diversity of geographic risk

carries through as compared to the analysis you just provided
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about diversity of regulatory risk?

A Well, I think geographic risk does have some
effect on your exposure to storm. I think I may have talked
about that with the Staff. With respegt to Gulf, it is part
cf a holding company that serves Mississippi, Alabama, and
Georgia, as well as Florida. And it's seldom the case where
you have a devastating hurricane strike Pensacola and also

strike Birmingham, Jackson, or Atlanta.

Q But yeou would agree if a hurricane struck Lake
City -- de you know where Lake City 1s in Florida?

A Yes, sir.

Q If it struck Lake City, which FPL has service

territory in Lake City, and didn't strike any of south
Florida or any other place, because ¢f FPL's diverse
geographic characteristics, that that would serve to mitigate

that risk, right?

A Yes, if you had a hurricane with such a small
footprint. That sounds more like a tornado than a hurricane.
Q T guess I could ask the same guestion with respect

to hitting Manatee County, which FPL alsoc serves.

A Yes. Are you asking that guestion?
Q Yes, sir.
A And the answer would be the same. It is possible

to have a limited geographic hurricane strike for FPL.

Unfortunately, the big ones have been pretty much the whole
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service area,

Q Sure. I want to ask you some gquestions about your
rebuttal testimony.

iy Yes, sir.

Q On page five, line 18, you make a statement about
FPL's financial strength and opposing witnesses offering
speculation and conjectures as to how investcrs and bond
rating entities might react. What was the purpose cof that
statement?

A Well, it was to say that the opposing witnesses —-
and there are many that talk about the equity ratio and bond
ratings -- suggest that there could be a significant change
in the bond, cor in the allcwed return, that had the
opportunity, more importantly, the opportunity to earn from
11 percent down tc 9 or 8.5, and a dramatic change in the
capital structure, and that wouldn't trigger a weakness or a
change in bond rating.

And they generally are either silent on that or,
like Mr. O'Donnell and Mr. Lawtcon, purport to look at some of
the ratics and say they would be okay because the rating
agencies will look at that ratio and be very satisfied and
iet FPL slide. And that is totally inconsistent with the
recent history of IPL.

When the rate order came out in 2010, there was an

instant -- meore or less instantaneous investor response. And
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when the stipulation was reached in December of 2010, again,
there was almost instantaneous investor response. But the
rating agencies did not raise the rating. It's stable, as it
is now, earning 11 percent with a 59.6 percent capital
structure. That's a fact.

And I think to suggest that you could dramatically

change the world and the rating agencies would sleep is

nonsense.,
Q But, I mean, you've made a comment earlier about
locking into the future. I mean, you would agree that nobody

knows exactly what a rating agency 1s going to do and ncbody
has the ability to project into the future as to cause and
result, correct?

A Right. I do not claim that ability nor do I
attribute it to Mr. Lawton, Mr. C'Donnell, Mr. Baudino or
Dr. Woolridge.

Q To the extent that you're making a statement or an
opinion as to how bond rating agencies or investors might
react, just as you suggest that they are speculating and
engaging in conjecture, that would also be what you are doing
as you're looking beyond the horizon, correct?

A Neo, it's not. We have an experiment. We have the
2010 experiment. And we can observe what rating agencies
actually did, first when you had a disappointed rate order,

and, second, when vou had a rate corder that gave them some
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comfort. And we can see what the rating agencies actually
did. T think that history informs a Judgment about what will
happen.

Can I predict with 100 percent accuracy? No. But
I think a judgment informed by history has more soundness and
more credibility than a judgment lgnoring history.

Q But you would agree that any decision by investors
or bond rating agencies would take into effect multiple
factors beyond a return on equity, correct?

A Yes, sir, they would look at the whole scene. But
as I talked about in my rebuttal, the return on equity 1s a
big number in terms of visibility, discreetness -- that's why
RRA, as we talked about earlier, does its surveys cf the ROE.
On every Value Line page for a utility it has the ROE. So
investors really, really care about ROE.

Q I'm going to try to kind of run through some
things quickly, because I said an hour, and I'm coming up on
that hour, maybe past it. So i1f you have a need to explain,
please do, but if not, we can move it along.

On page 13, line 21 --

A Yes, sir.

Q -- you are talking about the low rates of Florida
Power and Light. And Staff touched on this with you. But
wouldn't be agree that a main factor in the low rates FFPL

customers currently pay 1s that FPL has considerable
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generating assets that are fueled by natural gas and natural
gas prices are currently low?

A That is a benefit, but I would say it didn't Just
happen, it was a decision by FPL to build the natural gas
facilities and to run them well.

0 Ckay. And is your analysis -- would it be
symmetrical in that if FPL had made this decision, and rather
than being at $2.50 or $3, now natural gas was $12, would you
believe that that might warrant a further deduct in ROE?

MR. GUYTON: Object toc the form of the question.

I don't think the witness has assumed the premise of

your guestion that the low rates are a function solely

of gas prices. I think he's suggested toe you it's a

functicon of having efficient plants in place, which can

take advantage of lower high gas prices. So I think the
premise of your guestion is a misstatement.

THE WITNESS: Shall I answer?

MR. GUYTON: I don't know. Jon, do you want to
restate, or do you want him to answer that cone?

MR. MOYLE: If he understands it, to answer, I
think that weould move us along.

THE WITNESS: Well, I think the way regulation
workd is when a Commission thinks a utility has done
something imprudent or improper, what 1t does is

dizallow some of Lhose exXpenses. The effect of that is
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to lower ROE.

But I believe that it 1s apprcpriate regulatory
policy to test what the company has done, and if the
company is found to have done something the Commission
thinks was imprudent or unnecessary, then the remedy to
protect the customers is to disallow that particular
cost.

Unfortunately, if there is no cost because the
company has done a good thing, there is no Qay TO
reflect that cost, the absence of that cost, exempt
through the ROE; That's why I think the ROE adder --
someone earlier said it's a non-cost adder. I den't
think that's true. It reflects costs that aren't there.

3Y MR. MOYLE:

Q So if it's a good thing -- if it's a good thing
that a company has done, in your view, it would be
appropriate for an ROE adder?

A That's correct, because that's the way it works in
the free enterprise system. If Apple has a great product
that everybody wants, it makes lots of money. 1f Blackberry
has a bad product that nobody wants, it loses money.

Q All right. But with respect to it's a good thing,
if they did a bad thing in terms of business judgment, would
you think that that would likewise warrant an ROE reduction?

A Effectively --

420015 HearingExhibits—063493
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Q Is it a -- is it a concept, in your expert
opinion, that cuts both ways, 1s my guestion.

A It does cut beoth ways, but it's Iimplemented
differently on the down side --

Q Because it has to be prudent or imprudent?

pas Right. The specific expenditure is examined and
it is disallowed. That's what happens. This 1is what is
being recommended in this case for lots of different
expenses, and that's the way the regulatery bargain works con
the down side. And I'm just saylng you've got to have
symmetric treatment. So 1f there's enough cost that isn't
there because of effective management, that ocught to ke
reflected in the ROE, tco. But the only way to reflect it is
te increase the ROE.

Q This shouldn't take long. Page 15, you're sharing
some comments about the Intervencr's position on capital, and
you use the term schizophrenic and delusional. I assume
that's hyperbole, isn't it? You don't really think the
Intervenor's witness's view is delusional or schizophrenic,
correct?

A No, no, it is hyperbole, but I think it should get
attention, because they are saying let's pick a comparable
group, let's adjust the ROE downward, because FPL is such a
low risk utility. And then they turn around and make

recommendations that would take away that low risk.
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Q Okay. Moving along quickly, page 17, you talk on
line 8 about your contact with rating agency personnel, and
you say they jealously guarded their ability to depart from

guidelines to reflect the risk of individual issuers.

A Remind me where we are on this.

Q I'm sorry, page 17 of your rebuttal, line 8.

A Okay, got it. Yes.

Q When was your last contact with rating agency
personnel?

A Probably three years ago I was teaching a class

for the CFA Society and rating agency personnel were present.

Q You would agree that their criteria could have
changed in that three-year time frame, correct?

A Well, as a matter cof fact, I don't think the
criteria -~ Standard and Poor last updated their criteria in
2009, But I think, as to this position, I believe I guote
from the rating agency's actual document that the metrics are
only a guideline.

0 Do you know, does Fitch publish its criteria?

A I don't think Fitch is as formal as -- S&P is the
most transparent, then Moody's, then Fitch.

Q Okay. But your point here is there's not an
equation that will necessarily guide rating decisions, that
they have the ability to depart from their guidelines and

make individual judgments as the facts and case warrant,
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correct?

A Exactly. And they say that on the face of their
reports, when they talk about their judgments and criteria.

Q Ckay. ©On page 18, line 13, you say the fact that
FPL's equity ratio may be higher than industry averages. Do
you know where FPL ranks with respect to its equity ratio
vis=-a-vis investor-owned utilities in the country?

A Well, I have, in my direct, information as to the
capital structures, both -- we were talking about WEA-15, and
page one, and 16, and then on 17, in terms of market value.
Which, you know, several of the witnesses in their
depositions have said you ought to look at holding companies
and neot operating companies.,

If you look at holding companies, you should look
at market value capital structures. And in that regard,
NextEra is pretty much in the hunt. |

G So I think Staff had asked you to identify there
were two other companies that had higher equity ratios than
FP&L, is that right?

A No, that's not my memory. I think Staff claimed
that on some document there were three utilities that had
higher bond ratings, and I did not agree with that. That
just didn't seem to match my recollection. But it was not
for equity ratios, it was bond ratings.

Q I apologize for that, I got it confused. I guess
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the guestion would be, with respect to the eéqguity ratios and
the amount of equity in a utility company, can you tell me
whether FPL is in the top 10 percent of companies that have
thick equity, the top 25 percent, the top 50 percent? Can
you quantify that?

P2 I haven't looked in terms of the whole industry.
In terms -- what I sailid in my direct is it's higher thar the
average, but it's not the highest. But I haven't tried to
resolve it down to their percentile ranking.

Q So with respect to being higher than the average,
would average be 50 percent?

iy Well, in terms of fiscal vyear end 2010, the
average operating company was 53.8 percent common equity
compared to FPL's 59.6.

MR. MOYLE: OQkay, thank you for your time. I don't
have any additicnal questions and I'll follow up with
your counsel on the document that we've talked about.
Appreciate it.

MR. GUYTON: We've been golng a little over an
hour, almost an hour-and-a-half. May we take a short
comfort break?

(Brief recess)
CRO55 EXAMINATION

BY MR. SUNDBACK:

Q Good afterncon. We have some questiona for the
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witness on both his direct and rebuttal testimony. Sir, 1in
your testimony just generally you review various sources of
financial data, correct?

A Yes.

Q And you review data concerning several different
enterprises, 1in, for instance, your proxy groups, right?

A Yes.

Q Could you list for us the trade press you review
on a regular basis to stay current with the utility industry.

A Well, I generally watch CNBC and Bloomberg. I

generally read the Wall Street Journal and New York Times., I

scmetimes look at Electric Week. I scmetimes look at Publicg
Utility Fortnightly. I also follow the Financial Analvsts

Journal and various academic journals like Financial

Management.

Q And you believe that these are useful sources of
information?

A Yes.

Q Okay. When you were creating your proxy group and

preparing your evidence in this proceeding did you review the
public disclosure documents of the entities that are listed
in your proxy groups?

A Not initially. And I left cut the biggie, which
is Value Line. We based cur selection of the proxy group, as

explained in the testimony, beginning with the Value Line
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utility universe, and then eliminated those who did not fit
the risk criteria or the dividend criteria or the absence of
merger criteria.

Q That wasn't my gquesticn, sir. My guestion was,
when you created your proxy group, did you review the public
disclosure documents issued by those entitles in the proxy
group.

A And I was answering ycur question, Mr. Sundback.
Value Line bases their reports and evaluations on the SEC
filings. So in finding the proxy group, I did not look at
the SEC filings. Then in terms of the capital structure
information and other informaticon, we did access the 10-Ks
but that was after the companies were deemed to have been
comparable.

Q But you did indeed look at public disclosure
documents and 10-Ks of entities that are reflected in your
proxy groups?

A That is correct, and I think that's indicated in
my footnotes.

Q Okay. And, for instance, did you review public
disclosure statements or 10-Ks from FPL -- I'm sorry —-- from
NextEra Energy?

A Yes.

Q Okay. And you also relied on corporate credit

ratings with regard to those entities, as well, did you not?
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A Yes.

Q Did you review the ratings analyses provided by
S&P for each of those entities?

A I just looked at the published rating reports
because those are the reports that investors would reference,
as well. I did not access any ncn-public data.

Q Did you systematically review the rating agencies’
material regarding FPL or NextEra from a particular date
certain through the date of your rebuttal testimony?

A Well, I am generally familiar, having done a
number of cases for FPL. I generally have an inventory of
past bond rating reports. And when we started on this case,
we got updaﬁes, and I think we continued to get updates until
we finished the rebuttal testimony, and I'm unaware of
anything -- any breaking news that we missed.

o So your answer, if I understand it, is that, vyes,
you attempted to systematically review rating agency
materials regarding Next Energy (sic.) and FPL, certainly
from the outset of your participation in this case, is that
fair?

A Well, I don't think that's a correct
characterization. What I said was that we have an inventory
of rating documents and then when we started this case we
made sure our inventory was up-to-date and complete and then

we got those documents that were issued. But we only
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referenced the publicly available rating agency reports.

o Fair enough. And how did you determine which FPL
cr NextEra pubiic disclosure documents you were golng Lo
review for purposes of preparing your testimony?

A Well, we looked at the Form 10-K and I believe we
locked at some 10-0s, as well, just for the last several
years. Again, as with the rating agency reports, because of
our previous work, we had an inventory of 10-Ks and the
annual reports to shareholders in our office.

Q In the last FPL rate case you had testified
regarding the level of institutioconal investment in FPL. Do
you recall that?

A Yes.

Q Okay. Is it your understanding that the level of
institutlional investment in FPL today 1s approximately the
same as was the case when you last testified?

A I really haven't looked to see. What I do know 1s
that institutional ownership, generally, c<f utilities, .s
going up, because individuals are less active in equities
these days.

Qo Do you have an opinion as to whether institutional
investors are more sophisticated or thorough than individuals
who might ke investors?

A T don't think I could make that gensralization.

Institutional investors, obviously, have professioconals making
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investment decisions, but individuals have access o
professionals, such as Value Line, and the rating agencies.
So I think both institutional investors and individual
investors rely on professional security analysts to formulate
their views of the value of securities.

Q FPL, NextEra Energy, from time to time, also
issues public statements in addition to 10-Ks and 10-Qs, do
they not?

A That's right, 1f they are deemed to be relevant to
investors, there would be an AK. And then if there are
security issues, there might be an S-1s or 5-2s or S5-14s.

Q There are also press releases and presentations by
FPL, management to variocus groups that are publicly available,
are there not?

A That is correct, but cnly if they're deemed to be
material are they filed with the SEC. And I was speaking of
the SEC filings.

Q Right. But some of these other materials are also
available, for instance, on the company's Web site, Isn't
that correct?

A Some are. I think it depends on the material.

I believe, as T understand, as a financial analyst, the
obligation of the utility is if there’s a material
disclosure, it has to be made through an SEC filing.

Q Fair enough. Aside from the witnesses in this
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proceeding who testify explicitly about the level of ROE that
they're recommending be established for FPL, did you review
the testimony of any other witnesses?

A Well, there are some witnesses, like Mr. O'Donnell
and Mr. Chriss, who didn't present full ROE presentations but
they touch on financial integrity and capital structure. And
Mr, ~-- let's see, I'm trying to remember -- there's a Supurc
or Supreto (phonetic), and I think Mr. Henderson may have had
some testimony that I loocked at, cor at least some of his
discovery. And, of course, my friend Dan Lawton.

8] Okay. And aside from your testimony, what other
FPL witness's testimony did you review?

A I reviewed Mr. Dewhurst's testimony, Mr. Barrett's
testimony, and possibly some others, but as I sit here I
can't rattle off the names.

Q All right, just to pick up sort of with some of
the threads that have already been raised in your discussions
today, do you recall that you had a discussion with counsel
for FIPUG concerning other Florida utilities' costs of debt?

A Yes.

o You haven't done an analysis that compares the
weighted duration or maturities of debt issuances among the
various Florida utilities, have you?

pay No, I was relying on information in the Staff

report in the last case as to the cost of debt.
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0 And you haven't dene an analysis of the dates and
market conditions in effect when those various bond issuances

took place, or among the various Florida utilities, have you?

Helle?

A I'm here.

Q I'm sorry, did you answer the last gquestion?

A Yes. I think I said I did not.

o Thank you. I'm sorry, we didn't hear that at this
end. We apologize. 0Okay, could you turn your attention to

what's been designated as Exhibit WEA-4.

A Yes.

Q Okay. And in that exhibit you have what you deem
to be a utility proxy group.

A Yes,

0 Okay. Each of the entities that's listed there
is a holding company that owns a number of different

subsidiaries, correct?

A That may not be true of Wisconsin Energy. I'd
have to check. Bubt the others are.

Q Okay.

n That are entities that issue common stock.

Q The entities that appear on the 1ist on that page

issue common stock?
A That 1s correct. They are followed by Value Line.

Q But not all of the subsidiaries of each of these
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entities operates an electric utility, is that correct?

A That is correct.

Q Okay. If cne compares FPL to these entities,
you're comparing a single investor-owned utility to a holding
company in that case, correct?

A That 1s correct. And that's what we must do,
because holding companies are where stock is issued and you
can do a DCF or a CAPM.

Q Suppese you had a publicly traded holding company
comprised solely of an electric utility, and that utility had
average risk, as determined by rating agencies. Do you

understand the hypothetical so far?

A Yes.
Q Okay, let's say the utility earned $100 million in
year one. In year two, it bought another entity, and that

entity was engaged in higher risk activities, let's say it's
energy trading. And let's say that that higher risk entity
earned $10 million in year two.

Would the purchase of the higher risk entity raise
the risk of the publicly traded holding company?

A Under your hypothetical, it could. I think one of
the questions would be is there interaction between the risk
of the trading company and the utility. In some cases fthere
is synergy, which allows the risk to go down less than -- the

sum of the parts has less risk than the individual enti:ties.
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Q And one of the synergies might be, for instance,
the ability to use tax credits that are generated on one side
of the house, if you will, through income generated on the
other side of the house. TIs that a potential?

A Well, that is a potential. I'm not sure if it
would be a risk issue or a return issue, to have those tax
opportunities.

Q A1l right. But that might be a benefit that's
associated with the ownership of those two divergent
entities?

2y It might be a benefit under certain circumstances.

O And to the extent that the trading entity in year
three had earnings of 3100 million, that might ultimately
further increase the risk profile of the helding company, is
that correct?

A Well, it depends how you're measuring risk. 1In
the CAPM theory, risk is a function of assets, the market
value of assets. So even if the unregulated company, trading
company, had much higher earnings, if its assets were -- had
not changed relative to the utility, then the risk of the
entity, the beta of the entity wouldn't have changed. It's
how you measure risk, whether it's based on earnings or
assets. And at least as to current financial theory, it's
based on market value of assets.

Q Okay. Now, looking back at what's been listed as
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WEA-4, you have listed the various enterprises. And would we
take from your prior testimeny today the noticn that you have
a fair degree of familiarity with these enterprises?

A Many of them I've worked for. Some of them I have
not.

Q With regard to, for instance, the second one,

Consclidated Edison, how many operating utilities does Ccn Ed

own?

A Two.

Q Okay. And those are both in New York state, are
they not?

A Yes.

Q What are the cost trackers and recovery clauses

that New York affords utilities?

A Well, Consolidated Edison is a distribution only.
Orange and Rockland is, I believe, an integrated utility.
Orange and Rockland does not have a fuel adjustment clause,
but I believe scmething like 97 percent of Orange Rockland’'s
fuel is under long-term contract.

Q So you're not able to identify, from your own
knowledge, trackers or recovery clauses that would be in
effect, for instance, for Crange and Rockland?

A No, I know that, on one hand, Orange and Rockland
has less robust recovery clauses. On the other, it doesn't

need them, because its fuel costs do not vary because of the
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nature of its genération mix and contractual matrix,

Q Well, that's one element of cost, isn't it? There
are other elements of cost that may be subject to trackers
and recovery clauses; for instance, those in Florida?

A Yes.

Q Okay. And as to those, can you see tell us what
trackers or cost recovery clauses exist in New York for
someone like Orange and Rockland?

A Other than the fuel, my understanding is that
there are environmental and renewable trackers and there are
qualifying facility trackers in New York. The specifics, I
would have to review the 10-Ks to know.

Q Ckay, let's look at 0OG&E, or OGE, also in the

Proxy group.

A Yes.

Q How much of OGE's revenues are derived from gas
service?

A My colleague has done gas cases for OGE. A

significant amount. Again, I would have to review the Value
Lines to know the exact amount.

O Does an OGE affiliate alsc engage in unregulated
marketing activities?

A Yes.

Q And would your answer with regard to proportion of

revenues derived from that activity be the same for your
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answer with regard to CGE's gas revenues?

A Well, typically a trading organization has very
large revenues but not very large asset investment.

Q And so your answer TOo my guestion is?

A I don't know the revenﬁes, but I can't say from
that you could infer the relative contribution to OGE's risk.

Q Okay. How about DTE, also listed -- well,
actually, I think we now have to go to your Exhibit WEA-19,
and there you have DTE listed. That's on line 11, for
instance, of page one.

A Yes.

Q Okay. You're aware DTE engages both in electric
and gas marketing, as well as regulated activities, is that
correct?

A Let's make sure we're on the same page, so to

speak. What exhibit are we speaking of?

Q WEA-19, page one.

A Okay, so we have to go to the rebuttal, right?

G Yeah. Actually, let's look at page --

A I mean, these are not my proxy groups. In this
case, 19 are the -- is Mr. -- Dr. Woolridge's proxy group.

Q Yes, 1 understand.

B And DTE does do gas.

Q All right. And could you tell us what proportion

of its revenues are derived from gas service?
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A Well, I believe Dr. Woolridge's criteria for his
proexy group was 70 percent électric, so 1t's something less
than 30 percent. I think the gas operations are fairly
significant, but no more than 30 percent, based on his
criteria.

Q Okay. Let's look at your rebuttal testimony, page
25, if we could. Down at the bottom of the page, lines 21
through 23, you have a sentence asserting that regulators
only establish an allowed return. Do you see that?

A Yes.

Q The returns that investors actually earned are
different or may diverge frcm the allowed return, right?

A Yes.

Q And so they could earn more or less than the
allowed return?

A That is correct. And we're speaking of investors
in the marketplace, buyers and holders of common stcock?

o Well, how did you intend it in this instance? Did
you mean investors in publicly traded shares or investors
directly in operating utilities?

A I was speaking here of investors in publicly
traded stocks because we were talking about investors'
opportunity costs in the question.

o) It's also true that in a number of states

utilities can earn more or less -- actual operating utilities
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can earn more or less than their authorized returns, right?

A Yes.

Q We've already discussed today how that may have
cccurred in FPL's case, right?

A Yes. I didn't agree that it occurred, but it is
possible that it may have occurred before the accounting
caught up with the operating earnings.

Q And the ability to earn a return above the
authorized level might impact an investor's perceptions'
regarding the desirablility of an investment, is that correct?

A That 1s correct. That's why a lot of these
adjustment mechanisms from an investor's perspective are a
two-edged sword, because they assure that you have an
opportunity to earn what you spend, at most, but you can
never earn more.

Q And tc the extent that you have base rate
recovery, that's not the case, right?

A That is right, under the doctrine of
retroactive —-- prohibitien of retroactive ratemaking, it

is possible to earn more than the allowed return.

Q Let's look at your rebuttal, page 17, lines 4
through 6, please. Have you found that passage?

A I found page 17, lines 4 through 6. I'm here.

Q Yes, sir. You weren't implying by that passage

that FPL had to maintain precisely a 59 percent
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investor-supplied equity ratio in order to maintain its
current credit rating, correct?

A Well, I think the c¢redit rating gces with the
equity ratioc. But I think the equity ratio 1is first a
strategic decision by the utility, and, secondly, it's a
somewhat dynamic number as the utility issues securities and
retains earnings. So the equity ratic moves, but it has a
target and a year-end value.

Q It's not your contention that, for instance, if
FPL's equity ratio for investor-supplied funds was 58
percent, that that alone would likely trigger a downgrade in
rating, 1s 1t?

A No, I can't say because I think it depends on the
other facts and circumstances that the rating agencies would
assess.. I think if you go from 58 to 50, the likelihood of
downgrade increases materially.

Q Before filing your testimony did you study how
much or form an copinion by how much FPL could decree its

equity ratic and still maintain current credit ratings?

A No, I did not because its current equity ratic
goes with its current credit ratings. And so I didn't see
any need -- and it seems kind of spurious to me to assumne

that a company can keep slicing its equity ratio and expect
no response from the rating agencies, or that investors in

general will ignore the increased financial risk.
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0 Given your prior answer, would we also fairly
conclude that you did not study the impact of NextEra Energy,
Inc. and NextEra Energy Resources' debt levels on FPL's
credit ratings?

A No, I didn't study dynamically what they would do.
I used NextEra's risk measures in order to select my proxy
group where there were no comparable risk measures for FPL.

Q Okay. So you haven't formed an opinion as to how
much NextFra Energy Resources' risk profile has affected the
cost of equity, for instance, for FPL?

A No. T focused -- the analysis that I did for the
cost of eaquity estimate is spread upcon the pages of my direct
and rebuttal.

0 You, in making a comparison between proxy
companies and FPL, would want tc do so as much as possible on
an apples to apples basils, right?

A Well, that would be one criteria. I mean, you
would want to try to identify objective measures that wefe
transparent that are relevant to investors in order to
identify comparable risk entities.

Q Well, for instance, you wouldn't think 1t opztimal
to compare FPL's investor-supplied capital to another
entity's ratemaking capital structure, would you?

A Well, T think there's a difference between

ratemaking capital structure and investor-supplied, because
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there are many adjustments that occur in the ratemaking
process. Sc what I've endeavored to do is use the audited
financial reports of the comparable companies to identify
their capital structure.

Q Other utilities have purchased power agreements
aside from FPL, correct?

A Yes.

Q Now, if we look at the members of your utility
proxy group, some of those have PPAs in existence, don't
they?

A Yes.

Q How many of those entities are both buyers and
sellers under PPAs?

A Well, Southern Company is really more of a net
seller than buyer, but it dces have some buying. It has
qualifying facilities. Sempra does, Vectren does, WE and
Xcel do, PG&E and Scana do. ITC Heldings does not, because
it only operates transmission. And Conscolidated does not
because it doss not have -- at least on the Con Ed side --
generation, and its generation i1s self-sufficient, and the
line has both sales and purchases.

0 When S&P analyzes the exposure under PPA, does it
net the purchases and sales of an entity under PPAs?

A I think it depends on the nature of the PPA and

whether they regard it as a material factor.
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Q Do you think that S&P reads each of the PPAs of
the utilities invelved?

A NO,JI don't think sc. I think what 5&P does is
ask the -- summarize its obligation and then it makes a
judgment. And if there is some question, they might want to
see the underlying document. But my -- I'm not sure they
pore over all the PPAs, because in some cases, like the
qualifying facilities, there can be hundreds.

But I also know, as I note in my testimony, or
I believe 1t was a discovery respcense we made, that feor many
companies Standard and Poor does not even report an imputed
PPA because the numbers Jjust aren't material enough to
justify any kind of adjustment. Only a few companies where
there 1s a material impact, such as FPL, is that noted in S&P
reports.

(Off the record)

BY MR. SUNDBACK:

Q Ckay, 1in preparing your testimony, you haven't
independently determined that FPL qualifies for an ROE adder,
have you?

A No, the purpose of my testimony is to speak to the
adder as being appropriate regulatory policy and consistent
with FPSC action, and the objectives of regulation. But I
rely on the testimony of other witnesses as to the specifics

of FPL's entitlement.
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Q Okay. If we look at your rebuttal testimony, page

93, line 20 --

A Oh, right, here we go. Sorry.

Q -- last line on the page.

A Yes .

Q You advocate increasing the ROE when a utility is
performing well to serve its customers. Is that the standard

that you think from a regulatory policy should be implemented
in order to justify an adder?

A Well, I think there has to be superior
performance. Performing well might be -~ I think it is in
the Commission's judgment as to whether the performance is
sufficiently superior and beneficial to customers as to
whether an ROE adder 1is -- 1is authorized and performing well.
That's what I said, and I'll stick by it, but it's probably a
little Milquefoast.

Q By Milguetoast do you mean toc suggest that it
might be too low a threshcld?

A Yes. I would prokably -- I think the adder should
be in circumstances where there is a clear benefit for
customers, as I think, although it's not part of my
testimony, but I think there is testimony from FPL witnesses
that purport to demonstrate that.

Q So it's not your testimony, then, that cne must

demonstrate superior management to obtain the ROE adder, is

- 12
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that correct?

A I don't think it's necessary to be best in class.
I think it's important to be well above average in terms of
the outcome that the customers receive. And I think that is
a purview of the Commissioners. Sort of like balls and
strikes, the umpire gets tc call them.

Q All right. A lot of your testimony is dedicated
to explaining your opinion that ratepayers would experience
harm 1if FPL's ROE were reduced, right?

A Yeg, 1if it's dramatically reduced such that the
posture of financial strength that has benefited customers is
undermined.

Q Okay, so if it's drastically reduced. If it was
reduced from 50 basis points from your recommendation, would
that constitute a dramatic reduction?

A Well, I think it depends con the rest of the rate

order; what happens to capital structure and what happens in

disallowances. Again, it's not my call, its investors' call
and --

C Let's focus on --

A -~ 1f the outcome of this case is one that is

shocking, as the last litigated case was, then I think
customers will suffer. If it 1s reassuring, as the
settlement was, customers will not suffer.

Q All right, but let's focus just on the ROE level.
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That was really my guestion, sir. If the ROE level was
reduced by 50 basis pcints, but the capital structure wes
maintained, and no cother substantive cost disallowance was
implemented, would it be your opinicn that that would
constitute a dramatic reduction in ROE?

A Probably not, since the company is pretty much
able to earn and under the circumstances of the settlement to
earn 11 percent now. Now, if, as part cof the new order,
customers lost confidence that the 11 percent was as solid
and as earnable as it is now, I think then you would have a
detriment to the financial strength and ultimately the
customers.

Q A1l right. Well, let's lcok at the other side of
the eguation. Could you identify for us each benefit that
you considered in preparing your testimony that would result,
for ratepayers, if the ROE was reduced from the level
requested by FPL.

A I did not.

Q Could you identify for us each benefit you
considered in preparing your testimony that might arise for
ratepayers if the level of debt component in FPL's capital
structure for regulatory purposes might be increased in any
way”?

A No, my testimony focused on the benefits that the

FPSC Staff and others have identified from FPL's position of
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strength, which is based cn its ROE and its capital
structure, as well as its credibility in capital markets.
Q All right. You've discussed today, as well as in

your testimony, some of the risks that are posed by various

fuels used for generation. Do you recall that?
A Yes,
) Q Have you studied the risks that are presented for

owners of coal-fired generation?

A Yes, in the context of deing cases for companies
that are heavily dependent on coal.

Q Okay, could you describe for us your understanding
of the amount of cost that, for instance, the Southérn
Company will incur over the next five years to deal with and
come into compliance with rules cencerning emissions
standards applicable to its coal-fired plants?

A Well, first, those standards are not fiﬁal and
completely articulated. There is a lot of dynamism in the
environmental regulations. The Environmental Protection
Agency has made proposals. There have been a lot of push
back on those propesals in Congress. There are cases in
various courts Lrying to stay the effect of those proposalé.

So I don't think we're in a position to know how
much Scuthern Company or any other coal-dependent utility
will end up having to invest to meet whatever the standards

may end up being.
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level of uncertainty asscclated with an outcome in the
future?

A Yes, that's one measure of risk, and I think what
we have in the area of coal i1s we've identified kind of the
worst case, by most observers, and that is the EPA's
proposal. And the outcome 1s expected to be something
between that and what we have now.

) The Xcel Companies, 1n addition to the Southern
Company, alsc have substantial coal-fired generation assets,
do they not?

A Yes, beginning with Southwestern Public Service
and going up through Colorado and Minnesota.

Q And vyou don't have an estimate for us either of
the cost that Xcel might incur in order to comply with
emissicns standards associated with its coal-fired generation
plants, do you?

A No. The bkond ratings and the Value Line risk
measures for Xcel contemplate the uncertainties associated
with its coal dependence, but I didn’'t independently make an
assessment.

Q You previcusly stated teday that FPL couldn't
access capital on reascnable terms during the period between
the first Florida Commission order in 2010 and the subssguent

December, 2010 order on the settlement. Do vyou recall that?

I=laYal
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A pAEISE

Q Are you aware of how much FPL borrowed during that
perioed?

A No. I understand from discussion with financial
personnel -- and Mr. Dewhurst can certainly speak to this --

that during that periocd there was an effort to avoid going to
the market, because of the clouds, but an enterprise as large
as NextEra can't completely aveoid the markets, even when
there are uncertainties. But I don't, from my own personal
experience, know what the financing program was between those
two dates.

Q So it wasn't impeortant to you pricr to making that
assertion to actually understand how much FPL was able to
borrow during that period, is that correct?

A That 1s correct, because the assertion i1s based on
my reading of the published public reports by the rating
agencies which were very negative toward FPL and toward the
regulatory prospects, and also my discussions and reading the
testimony -- my discussions with and reading the testimony of
Mr. Dewhurst.

MR. SUNDBACK: Those are all of cur questions.

Thank vyou, sir.

THE WITNESS: Thank you.
MR. GUYTON: May we get kind of a quick assessment

of who there is remaining? Mr. Avera is cnly available

—
N
D
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until 5:00.

MR. McGLOTHLIN: Joe McGlothlin, with OPC, I still
have 1% or 20 minutes.

MR. GUYTON: Thank you, Joe.

MR. ARMSTRONG: Brian Armstrong. I probably nave
less than that.

MR. HENDRICKS: Yeah, Hendricks, I probably have
ten minutes.

MR. GUYTON: 1I'll leave it up to you gentlemen as
to the order in which you want tc go.

MR. ARMSTRONG: Mine will be wvery quick, Joe, if
that's okay with you.

MR. McGLOTHLIN: It's okay.

MR. ARMSTRONG: I've been checking off as we go.
And I appreciate South Florida Hospital's line of
examination, because that's really what I wanted to
follow, as well.

CROSS EXAMINATION

BY MR. ARMSTRONG:
Q0 So just
Mr. Avera, can you
a higher return on
A wWell, I
earn and they have

Q Is that

a couple of lines of discussion. One 1is,
tell me what the impact on investors is if
equity is authorized by the Commission?
think investors have more opportunity to
more willingness to bear risk.

it?
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A Yes, investors are making choices between many
options, and if the company has a higher allowed return and
in fact is likely to earn that return, then that makes the
company a more attractive investment and they are willing to
put their money when the company needs it.

Q Would you admit that the obvious negative impact
on customers if the Commission authorizes a higher return on
equity is the higher rates that would result?

A The short run impact is higher rates than at a
lower ROE than authorized, but there are other implications
that I think benefit customers that we've been talking about
today, and are in my direct and rebuttal.

Q Could you just in one place =-- that's what I was
wondering -- what are those other benecfits? If the
Commission were to authorize a higher return on equity, what
are the benefits to customers?

A Ckay, the first benefit i1s the company is able to
save money that the customers will ultimately have to pay in
their rates. It saves money when it borrows. It gaves money
when it contracts with the vendors. It saves money when 1t
buys fuel. It saves money when it hedges for fuel, So there
is a savings of money that occurs over time when a company 1is
stronger financially.

The second benefit or set of benefits 1s the

company is able to raise capital in times of distress and

HEN
N
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emergencies. These can be natural emergencies, like storms,
when the company has to come up with cash to buy replacement
power, to hire additional crews, to get steel and concrete on
the ground.

So customers benefit because their service is
restored more guickly. Customers benefit because generally
the company can respend when there are fuel -- dramatic
changes in fuel costs, or when a nuclear outage occurs.

The company can pick up new sources of supply rapidly so the
lights don't go out and the customers can continue their
commerce and lives, which is very impcrtant to people, as
we've observed other places where there have been extended
outages.

The customers benefit when there i1s a financial
emergency and companies are squeezed out of the credit
market. But if their utility is a preferred lender, they can
raise money and do what needs to be done to maintain the
guality of service. And very often, in times like that, if
yvou're able to buy when everybody else can't buy, you can get
really good deals on things that you need to buy, like
consumables and construction.

So I think all of those benefits inure to
customers and should be recognized by the Commission as the
agents for customers.

Q Is that it?
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iy Yes, sir.

Q Okay. Can you explain tco me, if the investors and
the customers receive all the benefits vou've just listed,
when FPL receives a higher return on equity, can you explain
why FPL would be making all the accounting adjustments tco
reduce the return on equity that 1t's reporting?

A Well, I'm not an accountant, but as an economist
and financial analyst, I believe what FPL is attempting toc do
is develop a revenue requirement presentation that is
consistent with regulatory regquirements and reflects what 1is
likely to happen in the future.

Q Do you know what -—- can you explain what
accounting adjustments FPL is making to reduce their reported
return on equities?

A No, sir. I probably made a mistake by agreeing
with you at the beginning of this conversation. I am not
an accountant. I am not responsible for the accounting
adjustments. But generically accounting adjustments are made
by utilities because it is necessary to have a representative
presentation of what has happened and what is likely to
happen in the future and respond to the regquirements of the
FERC system of accounts.

Q You would agree that accounting is an historic
reflection and recording of information, though; it's not

prospective, right?
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A Well, accounting is not prospective. I understand
in Florida the test year is partially projected, so it 1is
necessary to use historical data, but to adjust it so it is
representative of the test year.

Q Well, I guess, Jjust let me clarify, too. You
mentioned that as we began cur discussion maybe you shouldn't
have agreed with me about the accounting treatment to try and
reduce reported return on equity, but you actually throughout
the day have been asked questions that have dealt with this
issue, and you're admitting that FPL has made accounting

adjustments to try to reduce the repcrted return on equity,

right?
A No, that's what I did wrong, and I'm ftrying to
apologize for. I don't know why they're making adjustments.

I know that Mr. Barrett and Ms. Ousdahl have made adjustments
and those adjustments will speak for themselves. I can't
agree and should not have agreed with you that their purpose
is to reduce the ROE.

Q Well, won't you agree that it's important to your
testimony and the reasonableness of a return on equity going
forward to know whether or not the current rates that are
currently offered on return on eqguity, that FPL has been
achieving higher than that authorized return?

A Well, I think investors are interested in the

returns that are actually earned. And, of course, there are
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measurements issues in terms of financial reporting and
regulatory reporting that can become very complicated ard are
beyond my bailiwick.

But I think, when I speak of ROE, I am speaking of
the ROE that the Commission uses tc set the rates for this
company and numbers like the 11 percent that the company has
been able to earn and is able to earn under the stipulation.

Q Okay, let me just go to another area, and this
will be relatively brief, as well. There were some guestions
regarding the other utilities used in your proxy group. And
I guess the FPL fuel mix relative to the other industry
participants is relevant criteria in your analysis of a
reasonable return on eguity, isn't it?

A The risk is a relevant criteria. Fuel mix is one
of the components that investors consider in assessing risk.
In choosing the comparable companies, I relied on objective
measures of risk that investors use, things like bond
ratings, Value Line safety ranks, betas. And those are
holistic. They consider all the relevant aspects, including
fuel mix.

Now, as I discussed earlier with the Staff, the
fuel mix varies from utility to utility, but it is part of
the many things that investors look at in assessing the total
risk of the company, as reflected in the measures that I've

used.
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Q So fuel mix 1s one of the criteria mentioned that
investors would want to know about, and customer mix was
another, correct?

A That is another. 1 think what I said is the
customer mix is not a material factor unless it is extreme,
because each of the customer classes has its own risk and
benefits to the utility.

Q Okay. And then the number and the amount of the
pass—-through cost mechanisms, those alsoc are criteria,
correct?

A Well, they are relevant. I did mention that they
are a two-edged sword, because while a utility can be
comfortable that it is likely to recover its cost, subject to
prudency review, 1t cannot recover more than its cost under
the normal operation of most of these adjustments.

MR. GUYTON: Mr. Armstrong, I'm trying to be real
patient here, but we're really plowing over plowed
ground.

BY MR. ARMSTRONG:

Q I'm coming to my point. Mr. Avera, do you
represent -- are your clients any of the proxy utilities
you've identified?

A Do I represent --

Q Yeah, have you testified on behalf of any of those

proxy utilities that you've identified?
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A Yes.

0 So you've testified in rate cases for them?

A Yes.

Q So in order to testify for them, Just as with

Florida Power and Light, you'd need tc know their fuel mix
and their customer mix and their percentage of revenues
coming in through pass-through mechanisms, wouldn't you?

A Yes, I do. I can't say that I have committed them
all to memory, but when T was doing cases -~ we have cases
ongoing for Reliant, for ITC, for PGE, for Scuthern Company,
Xcel, Vectren. 8o we've done cases for those companies.

Q And tell me if I missed it, but I've scoured your
testimony, direct, rebuttal, I've scoured your exhibits, I've
scoured the discovery responses. I don't see anywhere where
you've provided the factual information about fuel mix,
customer mix, percentage of revenue recovered through
pass-throughs for these other utilities in your proxy group.
Have you provided that to the Commission?

A Well, I have. I think I provided the Value Lines
that I reference. The Value Lines all have the customer mix,
they have the fuel mix, they have the allowed return. But
let me be clear. T selected these companlies based on these
risk measures, which take into account, as investors consider
them, all of the relevant parts of risk.

But I selected these companies not because of
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their fuel mix, not because of their customer mix, not
because of their nuclear involvement, but because these
objective measures of risk were in the same area as FPL's.

o] And T believe you did testify earlier that the
closer we have of an apples to apples proxy greoup to FPL, the
more the information can be relied upon by the Commission,
isn't that correct?

MR. GUYTON: VYour question assumes that -- you're
asking him to repeat what he testified to earlier.
Asked and answered.

BY MR. ARMSTRONG:

0 Is that correct, that the closer the utilities are
in your proxy group with respect to items including fuel mix,
customer mix, pass-through costs as a percentage of revenue,
and the other factors you've identified as far as risk
factors which the shareholders would like to know abkout,
the closer we have to an apples to apples comparison the
more relevant that information is to the Commission's

determination of a reascnable return on equity, correct?

A No. The Commission is not interested in apples,
oranges, pineapples. 1t is interested in risk, because
that's what the Supreme Court says. These companies must be

comparable in risk. They may differ in the details of their
business, their geography, but they must be comparable in

risk because that's what matters to investors.
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Investors don't -- I meéan, in assessing risk, they
study customer mix. In assessing risk, they study fuel mix,
nuclear involvement, regulatocry gquality. But when the rubber

mests the road, 1t's what i1s the risk, and, therefore, what
is my reguired return.

¢ Are you familiar with who has the burden of procf
and the discussion ¢f burden of procf when it comes to the
reasonableness of the return on eguity being advocated by
FPL? Do you know whorbears that burden?

MR. GUYTON: OQOkjection, it calls for a legal
conclusion.
BY MR. ARMSTRONG:

Qe Do you know, Mr. Avera?

A As a lay person, my understanding is that the
company must present a prima facie evidence of proof and then
the other parties must strive to defeat that evidence.

Q Do you think it would assist the Commissioners
in determining a reasocnable return on equity if you had
presented a chart that reflected the fuel mix, customer mix,
percentage of revenue recovered in pass-through cost
mechanisms in a chart for your proxy dgroup?

A Nc. The relevant chart that I have presented for
the Commissicners is the risk measures of these companies.
And that is presented in my testimony, and that is what is

relevant in assessing whether or not these companies are
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comparable to FPL.

Q I just need to have you answer this one thing,
then. The fuel mix, the customer mix, and the pass-through
mechanism of cost recovery, those are not, in your expert
opinion, part and parcel of the risk faced by these other
utilities in the proxy group?

A They are part and they are parcel but they are not
the totality. If I just presented these, the Commissiocon
wouldn't have a complete picture. The totality of risk is
reflected in the objective risk measures that investors
actually use in making their choices, and that is what I
presented to the Commissioners.

MR. ARMSTRONG: Okay. I just want to make sure

I didn't miss anything here. Okay, T appreclate it,

Mr. Avera. Thank you.

THE WITNESS: Thank you.
MR. McGLOTHLIN: Mr. Hendricks, do you want to go?
MR. HENDRICKS: Yes, I can, if that's okay with
you.
MR. McGLOTHLIN: Yes, sir.
CROSS EXAMINATION

BY MR. HENDRICKS:

Q Good afternoon, Dr. Avera.
A Good afterncon, Mr. Hendricks.
¢ I noticed your office is on Red River.
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A Yes.

Q That's a darn good choice. I haven't lived in
Austin since college, but I still have some fond memories of
that area.

P2y Well, you're welcome to come back and visit. It's
just turned better.

Q I'11 do whatever I can. Let me ask you to look
quickly at page 33 of your direct testimony. You describe
the selection criteria for the utility proxy group there.

A Yes.

Q Tncluding S&P ratings, two Value Line ratings, and
a market capitalization. Would you enlighten me a little bit
on why you relied so much on Value Line data in terms of both
creating the group and then two of their measures for
selection, rather than perhaps using just a couple of the
bond agency ratings?

A Well, first, Value Line addresses the eguity. And
since we're trying to get equity risks that are comparable,
it makes sense to look at eguity ratings, which is what Value
Line trades in. They're not a bond rating agency, they are
an investment advisory service for eqguity.

Seccendly, Value Line is, by all accounts, the most
widely circulated, widely read, widely avallable service. It
is in every library, it's in every commission, it is in every

utility office, it's in every brokerage office. So Value
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Line is available to investors.

'Value Line has credibility. It is accepted by
commissions. I've done civil litigation; it has been
accepted by the courts as an authoritative rescurce.

It is also, as I menticned in my rebuttal, when
the general settlement of the analysts' inguiry was done,
Value Line was found to be an independent scurce that
brokerage firms must make available to their clients in
addition to their own proprietary research. So for all those
reasons I think Value Line is a good place to go to lcok at
risk as investors look at it.

Q Okay. Most of the times, in talking about the
bond -- bond rates, though, people do speak ¢f the bond
rating agencies.

Let me just ask you, 1f you lock at the specific
criteria that vou use, and it's interesting that the group
average of the companies that you selected, without including
NEE in that group, is almost dead on the NEE position in both
equity percent and RCE. Cculd this indicate an inadverzent
tailoring of the selection criteria?

MER. GUYTON: I'm sorry, can you give us a reference

that you're referring to, Mr. Hendricks?

MR, HENDRICKS: That's the data that's provided in

the -~ I've got to find the right number here. Sorry.

7'11 tell you what, can we come back to that?
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MR. GUYTON: Sure.
MR. HENDRICKS: T will find that, but I don't want
to waste too much time looking for it right now.
BY MR. HENDRICKS:

Q In your Jjudgment, Dr. Avera, I think it would be
fair to say, based on what you've said so far, that you
believe that FPL and other utility investors would require
a different ROE 1f the regulatory capital structure were
changed?

A Yes, sir. I think there's a link there. If you
add or subtract financial risk, then that is reflected both
in what the company has to pay for bonds and the reguired
return of eguity.

Q Right. With reference to characterizing and
estimating these changes, when you performed your analysis of
the utility proxy group, what mechanism did you use to
translate the equity ratio in the NEE capital structure,
which was about 45 percent, to the about €0 percent eguity
ratio in the FPL recommendation?

A Well, T used the risk measures to identify
companies that were comparable. And then the bond ratings of
NEE and FPL are comparable and we had to use the NEE stock
prices because FPL does not have stock prices. So I believe
the application that I used, which 1s basically to take the

company as it is, was the proper one.
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QO All right, this time I deo have the exhibit number.
WEA-3, the proxy groups versus EPL.

A Thank you.

Q It looks like that some of the data here, which is
the Value Line data, again, that are labeled as FPL are

actually NEE data?

A Yes, I think I make that quite clear in my
testimony.
Q I agree, 1t shows up later in the testimony,

I was just thrown by it when I first saw it, because the
chart seems to be inappropriately labeled.

Let me ask you to turn to page 13 of your rebuttal
testimony. There you refer to the role of the Florida Public
Service Commissicn as balancing the interests of customers
and utilities where free markets don't operate effectively.
And I assume you'd stand by that statement. It's not
terribly unusual. I mean, my favored view refers to both
achieving equity and efficiency in public utility regulation.

A T mean, I think these words actually come from the

Hope and Bluefield decisions.

O Okay. But T think the balance is the important
question.

A Right.

Q It appears from locking at a lot of the analysis

in this case, and particularly yours, that most of the
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discussion about ROE and capital structure appears to reflect
what we might think of as the investor view, which is
certainly appropriate for understanding investor
requirements. But we need to also think about the ratepayer
requirements, and they may have a slightly different view.

With that in mind, would vyou agree that investors
are primarily concerned about the returns that they receive,
but the utility rates are driven more by the revenue
regquirement, which also includes allowances for utility
income taxes? c

A Well, I don't completely agree. Let me see 1if T
can replay it in a way that's acceptable to you. I believe
investors are concerned about the risk and return, and they
also know that for the utility to be viable, it has to meet
the requirements of the regulatcrs who are the agents for
customers.

So the utility -- an investor knows the utility
cannot long prosper 1f the customers are unhappy. So I think
investors are not blind to what's in the best interests of
the customers, as well. And I think, in assessing the
revenue requirements, the Commission cbviously has to take
into account the reality that taxes must be paid. And if the
utility is not able to recover from customers encugh to pay

its taxes, it cannot be profitable.

Q Right. I would certainly not dispute that. Do
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you see any value in considering that taxes are a fairly
substantial element in translating the regulatory ROE into a
revenue reguirement in looking at a pretax version of ths
weighted average cost of capital?

A Yes, taxes are important, and, of course, the
measures that rating agencies, for example, use, use before
and after-tax data, because bond holders are aware that taxes
actually give them a cushion, sc that i1f the utility is in
financial distress, the equity holders don't get their money
and Uncle Sam doesn't get his money, either, so there's more
left for the debt holders.

Q Ckay. Could you take a lcok at your rebuttal
testimony -- I'm trying to go as quickly as possible -- on

pages 27 and 29.

A Yes, sir.
Q And there you talk about it being important to
consider the current ~-- and I don't think you specifically

say it, but you talk about expected future capital market
conditions, and that those are important in determining ROE

and capital structure,.

A Yes. Future conditicons are really important
because, as discussed earlier, that's where the investor
lives and what they get in the future.

Q Right. If you could flip over to Exhibit WEA-11,

page three of four.
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A That's back in the direct now?

¢ Yes, it is. I'm sorry. I should have had threse
crganized a little better.

A Yes.

Q Do you agree that this table indicates that there
is a historically low average utility bond yield and a
historically high risk premium based on allowed ROE at the
end cof this table which shows 20117

A Yes,

Q It looks like we have about a 5.13 percent yield
which 1s an average of about 8.91, and a 5.09 premium versus
an average of 3.41. And this reflects a really substantial
percentage, particularly as a percentage of the cost of the
bond yields.

In estimating the evolution cf these -- now,
should these be taken into account in looking at capital
structure?

MR. GUYTON: Object to the form of the guestion.

I'm sorry, Mr. Hendricks, 1 just didn't follow it.

BY MR. HENDRICKS:

Q Okay, this is Dr. Avera's data, so I didn't make
it up, I'm just asking him if he thinks that the fact that
these rates are historically low should be taken into

account.

A I think there are separate issues. There's the
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issue of what investors require, and what you've observed is
validated by the statistical measures that I present on the
next page that there is indeed an inverse relationship.

When interest rates are very high, as they were in
the seventies, the risk premium is narrow. When interest
rates are exceedingly low, as they are now, the risk premium
is wide. That's why I think you ought to take into acccunt
this relationship, as Mr. Gorman does not.

Q Okay. In estimating the evolution of these rates
in the near future, would you take into account the Federal
Reserve's announced intenticn to continue accommodating
policy for the next two years or more?

MR. GUYTON: Objection, assumes facts not in
evidence.

THE WITNESS: The Federal Reserve's accommodated
policy primarily operates on the short end. And it is
the expectation of most observers and certainly
hopefully the hope of Dr. Bernanke, that the economy
will find its bottom and start to go up, in which case
interest rates will go up and presumably with that the
risk premiums will decline.

BY MR. HENDRICKS:

Q Well, right, but I wculd think that if you look at
the -- well, thank you, I'm not going to debate that. But

while rates do remain in the neighborhood that they're in
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now, where they are now and where they may be for the next
couple of years, do you see a value to the ratepayer for
locking in more funds with long-term fixed bonds at these
historically low rates?

A Well, I think it makes sense for the company to
issue long-term bonds rather than short-term bonds. But I
think the company also has to be mindful of its capital
structure and the effect of its capital structure on the risk
of the company and the availability of finance. And, in
fact, if it issues too many bonds, the cost of bonds will
start going up because the risk will go up. And the
ratepayers, the customers, will end up paying that for the
next 30 years.

Q Well, but the rates that the -- the fixed rates
that you put on a bond that you sell today are not going to
change next year just because other conditions change.

A That is correct. S$So that's why it's prudent to
issue long-term bonds, but it's not prudent to issue so many
bonds that your financial position deteriorates.

Q Correct. So how would you -- how do you actually
balance those two advantages: The issuing of more long-term
bonds give the ratepayers a chance to take advantage of
low-cost capital now and not see the cost of that go up in a
larger percentage, but it does alsc put at risk some of the

future rates, particularly for equity?
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A Well, I think that is a balancing challenge, and
Mr. Dewhurst is the guy that has to do it. And he uses his
staff and the best information available to make those
choices. But one of the cheocices cannot be or should not be
to issue so much debt that he -- let me use the expressicn
kills the golden goose, by destroying the financial strength
that has been so beneficial to customers.

Q Okay, one final question, and then I'll let you
go. I know you've had a long day of dealing with us.

A Yes, sir.

Q Let me just ask you, you did -- it's not a primary
subject of these hearings, but since you Jjust brought it up
in the context of your answers, particularly about Orange and
Rockland Utilities, and the effect of risk on expected
return. Is it your observation that the -- that fuel cost
recovery clauses tend to weaken utility incentives to manage
fuel price risk?

A There's been a lot of debate about that,
especially in the early seventies, when fuel clauses first
came into popularity. Personally, where T come down is no.
T think it's in the company's interest to lower fuel cost as
much as possible to keep customers and the Commission as
happy as possible. And the cﬁmpany knows that i1f it incurs
a fuel cost that 1s guestionable, it 1is vulnerable to a

disallowance.
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Now, I do think having some incentives built into
the fuel clause is a good thing. And when I was at the Texas
Commission, we experimented with that, and I know the Florida
PSC has experimented with that.

Se just like I think incentives in the ROE is good
policy and is consistent with free enterprise —-- regulation
that models free enterprise, I think that could be extended
to the fuel clause.

I was asked earlier today could the fuel clause be
improved, and I said, you know, 1l haven't focused on that.
But my thought is, to the extent that incentives could be
built in without undermining the risk benefits of the fuel
clause, that would be a good thing.

MR. HENDRICKS: Okay, very good, I thank you so
much for your patience, and wish you well in getting
back to Austin.

THE WITNESS: Thank you.

CROS3 EXAMINATION
BY MR. McGLOTHLIN:
Q Dr. Avera, Lhis is Joe McGlcthlin with the Office
of Pubic Counsel.
A Good to talk to you again, Mr. McGlothlin.
Q You, alsc. I have a few guestions about the
document that has been identified as Late Filed Number 6.

And this is the one that you described as back of the
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envelope and in rough form. Do you remember that
characterization?

P Right, right, the reworking of MPG-18.

Q Without asking about specific values and the
content of that document, can you describe the document
further in terms of what it is, physically? And by that,

I mean, for instance, 1s it handwritten or typed?

:\ Actually, it's in the computer. What I did is, we
had Mr. Gorman's work papers, wnlich included the spreadsheet
thatrhe used for MPG-18, and it's also used for MPG-1 and cone
other of his exhibits. And what it deces is it tracks
through, if you change the capital structure, it tracks
through what it does to the metrics that S&P uses, the three
metrics: Capital structure, funds from operations over EBIT,

and cash flow over debt.

Q When did you prepare it?

A What?

Q When did you prepare 1it?

A I prepared it actually yesterday on the plane.

And what I did, I also added —-

Q I only asked you when you prepared it.
A Yesterday on the plane.
Q Okay. And what occasloned you TO prepare that

particular exercise?

A We nad done a similar thing in the Lone Star case
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-

in Texas where we reworked his numbers. He had a similar
exhibit and a similar analysis, and we had gone through and
used that as a basis for testing some of the Intervenor and
Staff propesals. And I was thinking we might be able to do
the same thing in this case, sc¢ I was just locoking at how his
exhibit worked in this case and what happened if you changed
some of the inputs.

@ When you say we, who do you mean?

A Well, I'm the one that did the computer. In the
Texas case, I did the analysis and the attorney asked the
questions.

Q Okay. In terms of the document or the exercise
you performed on the plane yesterday, was that your
initiative, or were you asked to do 1t?

A It was my —-

MR. GUYTON: I gbiject. We're getting into trial
preparation at this point. I don't think that's an
appropriate question, and one that would be protected by
privilege.

THE WITNESS: It was cn my -—-

BY MR. McGLOTHLIN:

Q In any event, Dr. Avera, it is not a work paper to
either your direct testimony or your rebuttal testimony,

correct?

A It is not.

L
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Q And you did not rely con it for any purpose in

preparing your direct testimony or your reputtal testimony,

did you?

A I did not.

Q And in response to another question you made this
statement -- and I'm paraphrasing -- but I think you said

something like 1 can put 8.5 percent on there, too. Do you
remember saying that?

A Yes,

Q And by the 8.5, are you referring to the ROE
recommendation of OPC's witness, Dr. Woolridge?

A Yes.

Q And do I understand correctly that the document or
the exercise or analysis that's been identified as Late Filed
6 does not yet incorporate the 8.5 percent ROE recommended by
the OPC witness?

A No, it does neot.

Q I have a few guestions about some of your
testimony and answers today that relates to the description
of the first order in the most recent FPL case as shocking
and the effect of the December, 2010 settlement as
reassuring. Do you remember using those words?

A Yes, in fact, I think those words were taken from
Value Line. Those are not my words, Mr. McGlothlin.

Q T think you did say that the effect of the
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settlement was to better enable FPL to earn 11 percent. Do
you remember saying that?

A Yes.

Q And you are aware, are you not, that the 11
percent was nothing new with respect to the settlement: that
was part of the authorized range in the first order?

A Yes, I know that.

Q Ckay. When did your engagement for the last rate
case end, Dr. Avera?

A Well, there was a period of time after the order
when the company asked me to dc some research in the context
of their negotiations about a settlement, so I did some
analyses at the regquest ¢of the cecmpany and I obtained scme
documents from other states that had settlements and
mechanisms. And that continued for several months. I don't
exactly remember when it ended.

Q Okay. In response to a question from Staff that
related to the achieved ROE in the months ¢f May and June,
you said that you didn't have personal knowledge but that
your understanding was that FPL could adjust its acccunting;

do you remember that questicn and answer?

A That is correct. My understanding is that because
of the mechanism of the depreciation reserve, there was some

flexibility that FPL had.

Q Toc the extent you know, can you tell me what the
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provisions for depreclation reserve surplus were in the first
order and how that changed in the settlement agreement?

A No, Mr. McGlothlin, you've gone deeper than my
knowledge of those specifics. I understand it was a big
issue in the rate case and I understand it's part of the
mechanism in the settlement.

Q I have a few questions about ycur testimony on the
subject of power purchase agreements and the manner in which
S&P imputed some debt eguivalence there.

On page 84 you say that Standard and Poor imputed
$940 million of debt. Can you describe for me how Standard
and Poor calculated that amount?

A S&P —— let's see, this i1s 84 of the rebuttal?

No, this is 84 of the direct?

o The direct, yes, sir.

A As 1 understand the process -- and it's late in
the day so I don't know that I can go through the exact math.
But they make an assessment of first how firm the obligation
1s. And based on that they give a debt equivalency to the
obligations. They take the series of annual payments that
are reguired under the PPA and they discount thét back in
order to get an amount of debt eguivalence.

And then they also apply an interest rate to
that amount to put in an amount of interest rate and an

amortization eguivalent that would go with that debt. And
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then they use that in calculating the metrics.

S0 1t's a process of taking the PPA obligaticns
and converting them to an equivalent amount of debt and how
that would hit the balance sheet and income statement of the
company, and then they adjust the balance sheet and inccme
statement for the amount, and then that is reflected in the
calculation of the metrics.

Q In your answer you refer to an interest rate. Are
you using that to describe the risk factor that S&P applies
or 1s that a separate component of the calculation?

A There are separate components. There is a risking
or an application of the firmness of the obligation that
determines -- and then there is a discount rate that is used
and a rate that is used to convert the debt balance to annual
payments.

o And can you tell me what the risk factor -- what
value for the risk factor S&P used for the calculation of 949
million?

A As I sit here today, Mr. McGlothlin, I can't
rememper. It is footnoted in the S&P reports for FPL, and
I could look it up, but it's laid out there, I believe. And
those documents have been provided in discevery.

Q All right. As we talk I'm trying to winnow some
of my questions in this area because counsel for the South

Florida Hospital Associaticn has covered some of this ground,
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so I don't want to duplicate those questions. So bear with
me for a second.
MR. GUYTON: Take as much time as you need to
winnow guestions, Joe.
BY MR. McGLOTHLIN:

Q Since you have referred to some S&P documents that
are availlable, let me just ask you a few that are related.

In preparing your testimony, did you review the power
purchase agreements to which FPL is a party?

A No. I reviewed the discussion of those agreements
that's in the 10-K and then the bottom line calculations that
S&P made, but I did not review them, the agreements,
themselves. And as in many things, my opinion doesn't
matter, 1t's S5&P and the investment community that counts.

¢ With respect to the regulated utilities under the
Florida Commission's jurisdiction, are you familiar with
which part of the process FPL's power purchase agreements are
presented to the Commission for approval?

I I don't know in detail. I know that in order to
recover the costs in its adjustments they have to be reviewed
by the Commission, and they are subject to prudency review.
But the actual process, again, I think I knew at one point,
because you and I participated in the NEE cases and many
other cases where those were highly relevant. But as I sit

here today, I'm a little fuzzy on the actual process of
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approval.

Q Do you know whether tThe costs are recovered
through base rates or through a separate recovery mechanism?

A Scme of the costs are through a recovery
mechanism. I'm not sure about the capacity payments as I sit
here today. But the fuel costs or the energy costs are.

Q With respect o the costs that are recovered
through the clause mechanism, do you know whether those are
recovered on a current basis, as cppcsed te having a lag
before recovery?

A Again, I don't have specific knowledge. The

general recovery in Fleorida is, as in many places, is

prospective. But I can't tell you exactly how it works for
those PPA energy payments.
Q Do you know whether the particular clause

mechanism applicable to power purchase costs have the true-up

mechanism?
A I don't know specifically. My impression is that
there are true-ups in the purchase power clauses. But again,

from my personal knowledge, I can't say for certain.

0 With respect to your Exhibits 14 -- would you tuxrn
to that for a mement?

A Yes, sir.

Q Okay, vou beat me to it.

MR. GUYTON: We're highly metivated, Joe.
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BY MR. McGLOTHLIN:

) There is an entry on 14 for the S&P debt
equivalent of $949 million, correct?

A Yes.

Q And do I understand correctly that the purpose of
this exhibit is to calculate an implied equity ratio on the
assumption that the $249 million of debt equivalent is
reflected in the investor sources?

pal Yes. It is to demonstrate the effect that has on
the capital structure as S&P and I think other investors
would look at 1it.

Q But would you agree with me that this particular
adjustment is not part of FP&L's formal financial statement?

A No, it is an adjustment, an iﬁputation made by S&P
and I believe cther investors, also, because PPA is a fixed
obligation.

Q So it follows that this particular entry would not
appear either in FP&L's financial statements or in reports to
Lhe Commissicon or to the 3EC?

A That 1s correct. The underlying data as to the
PPA obligations is in the 10-K and is reported to the SEC.
And in my past experience, both with rate cases and NEE
cases, the Commission locks at this debt equivalent as a

relevant consideration.

MR. McGLCOTHLIN: Those are all my questicens. Thank
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you, Dr. Avera.

THE WITNESS: Thank you.

MR. GUYTON: If you'll bear with me, T have just a
few redirect.

(Cff the record)

CROSS EXAMINATION
BY MR. GUYTON:

Q I hope you recall this morning. I think I do.
You were asked by Staff about the wvariabllity of earnings
of yvour utility proxy group as well as the variability of
earnings in your non-utility group. Do you recall that line
0of guestions?

A Yes.

0 What impact, if any, does weather have on the
variability of earnings for a utility?

A It can have a great deal, depending on the
ratemaking process, but generally the sales of an electric
utility are a function of, among other things, the.weather.
And when it's very hot, the air conditicners run, the water
pumps run, and the utility sells more energy.

Q You were asked a guestion about FPL's ability to
raise capital after the last decision in the last rate case
authorizing FPL a return on eguity cf 10 percent. Do you
recall that?

A Yes,.
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Q And you were also asked about the ability to raise
capital after the settlement agreement in the last rate case.
Do you recall that?

A Yes.

Q In your mind why was the company able to raise
capital on a reasonable basis with a return on equity of 10
percent after the settlement agreement?

A Because the investment community, as reflected in
the bond agency reports and Value Line reports, saw the
settlement as very constructive, that the company would be
able to actually earn 11 percent, and it represented a step
back from the harshness of the original rate order so that
they found this to be constructive and reassuring.

o And do you recall Staff counsel's remark in your

earlier answer that that was your interpretation?

A That is correct.
Q And what was your interpretation based upon?
A My interpretation was based on the actual words

that Moody's, Standard and Poor, and Value Line used in
characterizing the news of the stipulation. And the words
that Mr. McGlothlin was asking me about, like shock and
reassured, are actually words that are in their reports.

0 You were asked by several parties about the impact
of low natural gas prices on FPL's existing rates. Do you

recall those inguiries?
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A Yes.

Q Who made the decision to install the efficient
gas-fired units on FPL's system that could take advantage of
those low natural gas prices?

A I believe that management proposed those, and the
Commission agreed, and the company went forward with the
blessing of the Commissicn after the initiative of
management.

@, And would the efficiency, the high efficiency of
those gas units, work tTo the customers' advantages even if
there were high natural gas prices?

A Yes, 1t would scften the impact because the heat
rates are so low that the net cost to customers is less.

0 You were asked by Staff counsel to read your‘
answer at page 22, lines 3 through 7. Do you recall that?

A Yes.

Q Actually, it was a questicn and the first part of
the answer. Was there an additicnal part of the answer that
you were not asked to read?

A Yes.

Q Would it be appropriate to read only the part you
were asked to read without reading the rest?

A No, I think it's important to see the rest of the
story.

Q Okay. In the interests of time, I won't ask you
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to read it, I just wanted to make sure we covered it.

A Yes, sir.

MR. ARMSTRONG: Hi, this is Brian Armstrong.

MR. GUYTCN: I'm sorry, Brian?

BY MR. GUYTON:

Q You were also asked to read a guestion —- bear
with me, I'm going to have to see if it was your direct or
rebuttal, at page eight.

UNIDENTIFIED SPEAKER: Hello?

MR. GUYTON: I'm scrry, we got a hello. Is there
somebody here that we need to talk to? Do we still have
the court reporter?

THE COQURT REPORTER: Yes, you have me.

MR. GUYTON: Ckay. Well, good.

BY MR. GUYTOMN:

Q You were asked by staftf counsel to read the
question at page eight and the answer at lines 10 through 13.
Do you recall that?

A Yes.

C And was the pertion of the answer that you were
asked to read a complete answer?

A No, there was more to the answer that I think is
significant.

0 And should the entire answer be read in the

context of the guestion rather than Jjust the first part?
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A Absclutely.

MR. SUNDBACK: Counsel, we're going to object. We
haven't objected yet, but the form of the guestion,
these are all leading gquestions on redirect, and that's
just not proper. So consider this an objection
to be lodged going forward on any further guestions. We
object to any leading questions.

MR. YOUNG: That was Mr. Sundback, right?

MR. SUNDBACK: Correct. We're supposed to be
hearing from the witness, not the lawyer.

MR. GUYTON: Bear with us one minute, please,
That's all we have. Thank you for your patience. We
want tc read and sign.

MR. YOUNG: Not a problem.

MR. McGLOTHLIN: I have a small housekeeping
matter. It won't take more than a minute. Keino, are
you on?

MR. YOUNG: Yes, I am.

MR. McGLOTHLIN: In light of the gquestions and
answers with respect to Late Filed Exhibit 6, in which
Dr. Avera acknowledged that the exercise was done
yvesterday, well after the rebuttal deadline, and that
the information with respect to the B.:50 percent that
our witness recommends 1s not part cf that analysis as

vet, I would ask the Staff to revisit that reguest and
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pessibly withdraw 1t, because it appears to me that it's
an effort by FPL's witness for FPL to bolster its case
after the deadline for rebuttal has come and gone.

During the deposition counsel for FP&L objected to
providing the report on the grounds that it was not
relied on by the witness for his direct or rebuttal
testimony. |

Well, the witness acknowledged the same is true
with respect to Late Filed Exhibit 6. And the only
reason I say that he offered it to you was because they
believe it enhances their case. And it's coming in
after the deadline at this pcint and would be
prejudicial to cur ability to deal with it prior to
hearing.

MR. GUYTCON: May I respond?

MR. YOQOUNG: Yes. Who is that, i1s that Charlie?

MR, GUYTCN: This is Charlie. T don't think tZhe
witness offered it up, I think he was asked abcut _t.
And he only provided it in response to a question to
which it was responsive, posed by Staff.

MR. YOUNG: All right.

MR. GUYTON: But we're entirely comfortable with
providing whatever Staff feels like it needs or wants.
ME. YOUNG: Joe, I talked to my technical staff.

We don't have a problem withdrawing that reqguest.
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MR. McGLOTHLIN: I appreciate it. That enhances
the fairness of the process. I appreciate it.

MR. YOUNG: No problem. We are now at that point
of -~ I'm sure Mr. Guyton would like to read. I think
he might have stated that.

MR. GUYTON: Yes, sir.

(Whereupon, the deposition was concluded at 4:25 p.m.)}
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STATE OF FLORIDA

COUNTY OF PALM BEACH

CERTIFICATE OF OATH

I, the undersigned authority, certify that WILLIAM AVERA personally appeared
before me at 700 Universe Boulevard, Juno Beach, Florida, 33408 and was dely sworn
by me to tel) the truth,

WITNESS my hand and official seal in the City of Juno Beach, County of Palm

Beach, State of Florida, this ?““ day of \JUSJf , 2012,

P JACOUELINE S, BUSSEY W&}/
2 ﬂ‘f wExocsme ISSION & Op 572669 /W /A
r:é b ES: July 18, 2074

24 Thw Notsry Publl; U.le:nm:e;a Not

Sta % 1 i(d-o

My Commission Expires:

Personally known / or who has produced
Type of identfication produced
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CERTIFICATE OF REPORTER

STATE OF FLORIDA )

COUNTY OF LEON )

I, LAURA MCUNTAIN, Court Reporter, do hereby certify
that I was authorized to and did stenographically report the
foregoing deposition; and that the transcript is a true
record of the testimony given by the witness.

I FURTHER CERTIFY that I am not a relative, employee,
attorney or counsel of any cf the parties, nor am I a
relative or employee of any of the parties' attorney or
counsel connected with the action, nor am I financially
interested in the action.

Dated this 20th day of August, 2012.

. -}

R _/
\‘“'fq gl

’ L am

Lol S i T e

LAURA MOUNTAIN, RPR/
Post Qffice Box 13451
Tallahassee, Florida 32317
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Rating Action: Moody's Downgrades FPL Group to Baal and FP&L to A2

Global Credit Research - 09 Apr 2010
Approximately $12 Billion of Debt Securities Downgraded

New York, April 09, 2010 - Moody's Investors Service downgraded the ratings of FPL Group, Inc. (Issuer Rating to
Baa1 from A2); FPL Group Capital Inc. (senior unsecured to Baa1 from A2); and Florida Power & Light Company
(FP&L, lssuer Rating to A2 from A1, senior secured to Aa3 from AaZ}. Moody's downgraded FPL Group Capital's
short-tarm rating for commercial paper to Prime-2 from Prime-1 and affirmed FP&L's Prime-1 shori-term rating for
commercial paper. The rating outlook of FPL Group, FPL Group Capital, and FP&L is stable. This rating action
concludes the review for downgrade initiated on January 19, 2010.

“The downgrade of the ratings of the FPL Group family reflects higher risk throughout the consolidated organization
resuliing from increased leverage at the company’s unregulated businesses, higher earnings and cash volatility, a
growing energy trading and marketing business, and a deterioration in the political, regulatory, and economic
environment at its core Florida regulated utility,” said Michael G. Haggarty, Vice President and Senior Credit Officer.

The downgrade of FPL Group and FPL Group Capital considers the following factors:

= FPL Group has incurred substantial debt at FPL Group Capital and NextEra Energy Resources over the last several
years, which together now account for 62% of the total debt of the consolidated organization {38% at FPL Group
Capital and 24% at NextEra). Al this level of debt, Moody's believes that wider notching between the ratings of the
parent and the utility more appropriately reflects the risks associated with both the size and scope of the unregulated
businesses and the amount of leverage supporting that sector.

* The significant growth in [everage at FPL Group Capital has diluted the value of FPL Group's unconditional
guarantee, which now cover $7.5 billion of debt and commercial paper obligations, nearly $2 billicn more than at the
end of 2008, in addition to counterparty obligations, The company has relied heavily on hybrid securities to finance
growth at FPL Group Capital, which may be viewed as having a higher debt component going foward.

» Although another $4 billion of debt at NextEra Energy is at the project level and not explicitiy guaranteed by FPL
Group, this debt is characterized as "limited recourse" on the company's financial statements due partly to implicit
ties to FPL Group andfor FPL Group Capital in some of these transactions, such as guarantees of wind project
production tax credits, for example.

» FPL Group has experienced higher cash fiow and earnings volatility from its unregulated generating portfolio over the
last year due to a combination of low power prices, a poor national wind resource negatively affecting its entire fleet of
wind power assels, a ionger than anticipated outage at its Seabrook nuclear unit, and a continually challenging Texas
power market.

+ The company has a growing energy marketing and trading business based in the Houston offices of NextEra and
has for the first time articulated an intention to grow this business in its FYE 2009 SEC financial statement filings. This
is a strategic shift from the predominantly asset based business strategy it had pursued in the past which in Moody’s
opinion represents a material elevation of the company's business risk profile.

» The company is subject to higher execution risk with regard to its wind asset development program, with increased
commodity costs, more competition, and higher project financing costs. There has also been less willingness on the
part of uiilities to commit to long-term power purchase agreements with these projects because of uncertainty over

renewable portfolio standards, the timing of potential carbon costs, economic uncertainty, and load growth prospects.

* With limited growth prospects at Florida Power & Light due to regulatory and economic constraints, Moody's
believes that growth at FPL Group's unreguiated businesses will continue to outpace the utility, accelerating the
transformation of FPL Group into a predominantly wholesale generating business, with overall credit quality less
reliant on its core, lower nisk regutated utility business. The company’s decision to change its carporate name to
NextEra Energy is an indication of its intention to further distinguish these two businesses.

The downgrade of Florida Power & Light Company (FP&L) is attributed to: EXH l B IT

i §-5-42
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+ Adecline in the utility's political and regulatory environment as evidenced by its most recent rate case which was
plagued by delays, controversy, and political interference in the regulatory process. Because of these developments,
Moody's now views FP&L's regulatory framework as substantially less supportive than it has been previously and
maore characteristic of an average regulatory environment,

- The utility continues to experience weak sales volumes and difficult economic conditions in its service teritary,
particularly related to the Florida housing market. The chalienging Fiorida economy was a contributing factor to the
company's rate case decision, with the Fiorida Public Service Commission exhibiting sensitivity to economic
conditions in the state throughout the rate proceedings.

e recerit
Lues are

OE s consistent
remains one.df the highestin the

U.S?, mitigatingth

The stabie outiook on the ratings of FPL Group and FPL Group Capital reflects Moody's expectation that the size and
diversity of the company's unregulated generating portfoiio will continue to insulate it to some degree from poor power
markets and variable wind resource conditions; that the portfolio will generate adequate cash fiow to maintain cash
flow coverage metrics adequate for its current Baa rating; and that the company will maintain sufficient liquidity to
offset the growth of its energy trading and marketing business at NexiEra. The stable outlook on the ratings of FRP&L
reflects Moody's view that the utility's financial performance and cash flow coverage metrics will remain strong for its
rating despite the unexpected rate case decision in January and that FP&L's political and regulatory environment will
improve once the Florida economy recovers.

The last rating actions on FPL Group, Florida Power & Light Company, and FPL Group Capital were on January 18,
2010, when their ratings were placed under review for possible downgrade.

The principal methodology used in rating these issuers was Reguiated Electric and Gas Utilities, which can be found
at www.moodys.com in the Rating Methodologies sub-directory under the Research & Ratings tab. Other
methodologies and factors that may have been considered in the process of rating these issuers can also be found in
the Rating Methodologies sub-directory on Moody's website.

Ratings downgraded include:
FPL Group, Inc.'s lssuer Rating, to Baa1 from AZ;

FPL Group Capital's senior unsecured, to Baa1 from A2; junior subordinated to Baa2 from A3, shori-term rating for
commercial papert, to Prime-2 from Prime 1; and the trust preferred rating of FPL Group Capital Trust |, to BaaZ from
A3,

Florida Power & Light Company's Issuer Rating, to A2 from A1; and senior secured, to Aa3 from Aa2.
Ratings affimed:
Florida Power & Light Company's Prime-1 short-term rafing for commercial paper.

FPL Group, Inc. is a parent holding company for regulated utility Florida Power & Light Company and unregulated
subsidiaries FPL Group Capital Inc and NextEra Energy Resources, LLC (unrated) and is headquartered in Juno
Beach, Florida.

New York

Mchael G. Haggarty

VP - Senior Credit Officer
Infrastructure Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

New York
William L. Hess

Managing Director #
infrastructure Finance Group k} -k) %q.% IS" &), O} m H
Moody's Investors Service S enfe

JOURNALISTS: 212-553-0376
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Moobpy’s
INVESTORS SERVICE

© Copyright 2010, Moody's Investors Service, Inc. andfor its licensors including Moody's Assurance Company, Inc.
(together, "MOODY'S™). All rights reserved.

CREDIT RATINGS ARE MOODY'S INVESTORS SERVICE, INC.'S ("MIS"} CURRENT OPINIONS OF THE
RELATIVE FUTURE CREDIT RISK OF ENTITIES, CREDIT COMMITMENTS, OR DEBT OR DEBT-LIKE
SECURITIES. MIS DEFINES CREDIT RISK AS THE RISK THAT AN ENTITY MA' NOT MEET ITS
CONTRACTUAL, FINANCIAL OBLIGATIONS AS THEY COME DUE AND ANY ESTIMATED FINANCIAL LOSS
IN THE EVENT OF DEFALLT. CREDIT RATINGS DO NOT ADDRESS ANY OTHER RISK, INCLUDING BUT
NOT UMITED TO: LIQUIDITY RISK, MARKET VALUE RISK, OR PRICE VOLATILITY. CREDIT RATINGS ARE
NOT STATEMENTS OF CURRENT OR HISTORICAL FACT. CREDIT RATINGS DO NOT CONSTITUTE
INVESTMENT OR FINANCIAL ADVICE, AND CREDIT RATINGS ARE NOT RECOMMENDATIONS TO
PURCHASE, SELL, OR HOLD PARTICULAR SECURITIES. CREDIT RATINGS DO NOT COMMENT ON THE
SUITABILITY OF AN INVESTMENT FOR ANY PARTICULAR INVESTOR. MIS ISSUES ITS CREDIT RATINGS
WITH THE EXPECTATION AND UNDERSTANDING THAT EACH INVESTOR WILL MAKE ITS OWN STUDY
AND EVALUATION OF EACH SECURITY THAT IS UNDER CONSIDERATION FOR PURCHASE, HOLDING, OR
SALE.

ALL INFORMATION CONTAINED HEREIN IS PROTECTED BY LAW, INCLUDING BUT NOT LIMITED TO,
COPYRIGHT LAW. AND NONE OF SUCH INFORMATION MAY BE COPIED OR OTHERWISE REPRODUCED,
REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED, REDISTRIBUTED OR RESCLD,
OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY FORMOR
MANNER QR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHOUT MOODY'S PRICR WRITTEN
CONSENT. All information contained herein is obtained by MOQODY'S from sources believed by it to be accurate and
reliable. Because of the possibility of human or mechanical error as well as other factors, however, all information
contained herein is provided "AS IS" without warranty of any kind. Under no circumstances shall MOODY'S have any
liability to any person or entity for (2) any loss or damage in whole cr in part caused by, resulling from, or relating to,
any error {negligent or otherwise) or other circumstance or contingency within or outside the control of MOODY'S or
any of its directors, officers, employees or agents in connection with the procurement, collection, compilation,
analysis, interpretation, communication, publication ar delivery of any such information, or (b} any direct, indirect,
special, consequential, compensatory or incidental damages whatsoaver (including without limitation, lost profits),
even if MOODY'S is advised in advance of the possibility of such damages, resulting from the use of or inability to
use, any such information. The ratings, financial reporting analysis, projections, and other observations, if any,
constituting part of the information contained herein are, and must be construed soiely as, statements of opinion and
nat statements of fact or recommendations to purchase, seli or hald any securities, Each user of the information
contained hersin must make its own study and evaluation of each security it may cansider purchasing, holding or
selling. NO WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS,
MERCHANTABILITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING OR OTHER
OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY'S INANY FORM OR MANNER WHATSOEVER.

MIS. a wholly-owned credit rating agency subsidiary of MOODY'S Corporation {"MCO"), hereby discloses that most
issuers of debt securities (including corporate and municipal bands, debentures, notes and commercial paper) and
preferred stock rated by MIS have, prior to assignment of any rating, agreed to pay to MIS for appraisal and rating
sarvices renderad by it fees ranging from $1,500 to approximately $2,500,000. MCQ and MIS also maintain pelicies
ard procedures o address the independence of MIS's ratings and rating processes. Information regarding certain
affiliztions that may exist between diractors of MCO and rated entities, and between entities who heild ratings from MS
and have also publicly reported to the SEC an ownarship interest in MCO of more than 5%, is postad annually at
www.moodys.com undger the heading “Shareholder Relations - Corporaie Governance - Director and Shareholder
Affiliation Policy.”

@ .
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Any pubiication into Australia of this Document is by MOGDY'S sffiiiate MOODY'S Ihvestars Service Pty Limited ABN
51 003 399 657, which holds Australian Financial Services License no. 336863, This document s intended to be
provided only to wholesale clients {within the meaning of section 761G of the Corporations Act 2001}. By continuing to
access this Document from within Australia, you reprasent to MOODY'S and its affiliates that you are, or are
accessing the Document as a representative of, a wholesale client anc that neither you ner the entity you represent
will directly or indirectly disseminate this Document or its contents to retai clients (within the meaning of section 761G
of the Corporations Act 2001).
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Credit Opinion: Fiorida Power & Light Company

Giobal Credit Research - 11 Apr 2011

Juno Beach, Florida, United States

Ratings .0

Category Moody's Rating
Outlook Stable
Issuer Rating A2
First Mortgage Bonds Aa3
Senior Secured Shelf (PYAa3
Senior Unsecured Shelf (PIA2
Subordinate Shetf (P)A3
Preferred Shelf {P)Baat
Commercial Paper P-1
Parent: NextEra Energy, inc.

Outlook Stable
Issuer Rating Baal
Senior Unsecured Shetf (P)Baa1
Subordinate Shelf (P)Baa2
Preferred Shelf {P)Baad

Analyst Phone
Mchael G. HaggartyMew York 212.553.7172
Witliam L. Hess/New York 212.553.3837

Key Indicators .

[1]Florida Power & Light Company
2010 2009 2008 2007

{CFO Pre-W/C + Interest) / interest Expense 6.2x 105x 66x 8.3x
(CFO Pre-W/C) / Debt 2% 46% 20% 36%
(CFO Pre-WIC - Dividends) / Debt 24% 38% 29% 18%
Debt / Book Capitalization 33% % 6% 38%

[1] Al ratios calculated in accordance with the Global Regulated Electric Utilities Rating Methodology using Moody's standard adjustments.

Note: For definitions of Moody's most cormmon ratio ferms please see the accompanying User's Guide.

Opinion

Rating Drivers

- Stabilized Florica political and regulatory environment with two year rate settiement

- Btrong financials, robust cash flow coverages, and low leverage

- Challenging economic conditions in service territory are showing some signs of improvement 'A‘ :5}\ ' ?" & [

—— . . 4 . Depo. of Aeric
- High capital expenditure requirements in 2011 and 2012, mostly for new generation

- Strong liquidity

Corporate Profile

Headguartered in Junp Beach, Florida, Florida Power and Light Company {FPL, A2 kssuer Rating, stable outlock) is a vertically integrated
regulated utility with a service territory that includes most of the Florida coastal communities. k is a subsidiary of NexiEra Energy, inc. (Baa1
tssuer Rating, stable outiook), one of the largest providers of electricity-related services in North America with annual revenuss of over $15
billion. NextEra Energy is also the parent and guarantor of NexiEra Energy Capital Holdings, Inc. (Baa1 senior unsecured, stable outloak), the

Staff 000150
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entily that finances most of its unregulated operations, primarily independent power projects through its wholly owned subsidiary, NextEra
Energy Resources, LLC {unrated).

SUMMARY RATING RATIONALE

FPL's ratings refiect the stabilizafion of the political and regulatory environment for investor owned utilities in Florida; the company's strong
financial performance, robust cash flow coverage ratios, and relatively low leverage; good cost recovery mechanisms in place; and a large,
mainly residential service territory. This senvice territory has been under significant economic pressure over the last few years, with the
company experiencing stagnant residential sales growth in some years, although there have been recent indications that economic conditions
are improving. The company's capital expenditure program is farge, particularly over the next two years as it adds new gas fired generation and
increases capacity at its nuclear plants.

DETAILED RATING CONSIDERATIONS

- Stabilization of the utifity’s political and regulatory enviranment with new Florida commissioners in place and the execution of a twe year rate
settiement

The political and regulatory envirormaent for investor-owned utilities in the state of Florida has stabilized since highly politicized rate proceedings
in 2009 and early 2010 resulted in a rate cutcome calling for a $75 million base rate increase for FPL, a small fraction of the $1 biiion that had
been requested by the company. Since these rate proceedings, however, there has been an almost complete change in the composition of the
Florida Public Service Commission (FPSC) with the tumover of four of the five commissioner seats. There is also a new governor in place in
the state. Because of the political and regulatory developments that unfolded during the 2009 and 2010 rate proceedings, Moody's lowered
FPL's score on Factor 1 in aur rating methodotogy grid, Regulatory Framework, to the "Baa” or average category from the A" or above average
category, For more details on this and other factors in our methodalogy, please see Moody's Rating Methodology for Regulated Electric and Gas
Utilities, published in August 2009.

Despite the adverse rate case ouicome, FPL. continues to operate under traditional rate of return regulation with strong cost recovery provisicns
in place in Florida. These include fuel and capacity clauses which are adjusted annually based on expected fuel and power prices and for prior
period differences between projected and actual costs. FPL may also recover pre-construction and construction work in progress for nuclear
capital expenditures and since 2009 has been able to recover costs associated with the utility's three new solar generating facilities. Additionally,
FPL has an environmental cost recovery clause that is adjusted annually for capital spending and operating expenses related to emissions.

in December 2010, the FPSC approved a settlement agreement between FPL and most interveners that freezes base rates through 2012, i
also permits the company to reduce its depreciation reserve by up to $267 million in 2010, and again by $267 million in 2011 and 2012 {plus any
amounts not used in prior years), up to a total of $776 million over the term of the setement. FPL must use at least enough of its depreciation
reserve to maintain a 9% eamed regulatory ROE but may not use any that would resutt in an earned regulatory ROE over 11%. The rate freeze
does not apply to the company’s cost recovery clauses and the company's midpoint for return on equity is the same as mandated in its rate
case outcome at 10%. ¥ the company's eamed ROE falls below 9% at any time before December 31, 2012, the company can seek a rate
adjustrnent. The settlement also includes a provision that caps the size of the surcharge that can be implemented to recover siorm costs at $4
per 1,000 kHz of usage on residential bills, with the remainder to be recovered in later years. However, if storm costs exceed $800 million, FPL
may request a highet customer surcharge.

Although the settlement freezes base rates and utilizes its depreciation reserve in lieu of higher rates, both are negatives from a cash flow and
credit standpoint, it does provide regulatory clarity through 2012 and should avoid the need for additional base rate proceedings at least untif the
newly constitited FPSC has been in place for a period of fime and has exhibited a meaningful frack record.

- Strong financials, robust cash flow coverages, and low leverags

FPAL continues to exhiblt some of the strongest financial performance measures and cash flow coverage rafios in the industry. These include
CFO pre-working capital interest coverage in the 7.0x to 8.0x range and CFO pre-working capital to debt in the 30% to 35% range, after
adjusting for the volatility caused in some years by fuel recoveries. its debt to capitalization of 33.4% at December 31, 2010 is among the lowest
in the industry and the company maintains a fully funded pension plan, contributing to this low leverage {as Moody's adds pension underfunding
to debt).

Although cash flow ‘coverage metrlcs could decline as a result of the base rate freeze, the use af its depreci i

- Challenging economic conditions in service territory are showing some signs of improvement

After several years of high resideniial sales growth rates averaging of 2% annualfy in same years, FF&L's senvice territary experienced a
significant economic slowdown beginning in 2007, resulting in much lower customer growth rates and lower usage per retail customer. The
company's retall customer growth was only 0.3% in 2008 with the situation worsening in 2009 with a decline of retail customer sales of 0.2%,
before: a slight 0.5% improvement in 2010, The company expects positive customer growth to continue in 2611, although below the 1.6%
average rate over the last 10 years. The challenging Fiorida economy was a contributing factor to the company's 2009 and 2010 rate case
proceedings, with the FPSC exhibiting sensifivity to economic conditions in the state during the rate hearings and throughout the rate
preceedings. Unless the Florida economy improves, Moody's believes # will likely continue to remain a poteniial issue in future raie
proceedings.

- High capital expenditure requiraments, especially in 2011 and 2012, maostly for new generation

FPL has sizeable capital expenditure program that peaks in 2011 and 2012 as the company adds new conventional generation, modemizes two
exsting plants, and increases capacity at its two nuclear plant sites. Total capital expenditures are projected to increase to $3,3 bifion in 2011
(including $1.5 billion for new generation) and $3.6 billion in 2012 {$1.9 billion for new generation), up from $2.5 billion in 2010 ($1.1 billion for

new generation). FPL is in the process of constructing West County Unit 3, a 1,220 MW natural gas-fired combined-cycie plant that is expected
to be in service by mid-2011. As part of its rate setlement, incremental cost recovery through FPL's capacity clause for the plant is permitted up
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to the amount of the projected fuel savings for customers during the term of the settlement, FPL expects to recover all costs associaled with
construction of the plant. In addition, FIPL is modernizing its existing Cape Canaveral and Riviera Beach power plants, which are scheduled to
be compleied by 2013 and 2014, respectively. When finished, sach plant is expected to provide 1,200 MW of capacity. FPLIs alsoin the
process of adding between 400 MW and 460 MW of capacity through uprates at its St. Lucie and Turkey Point nuclear plants, In addition to the
spending for new and exdsting generation, FPL's capital expenditure estimates also includes funds for transmission and distribution investrments
and for nuciear fuel.

Liquidity Profile

FPL maintains a strong liquidity profile with a tatal of $3.3 billion of mostly unused bank credit facilities that expire in 2013 {except for $17 miliion
expiring in 2012 and $250 million expiring in 2014). The company had $20 million of cash on hand as of December 31, 2010, down from $83
million at Diecember 31, 2009. Commercial paper outstanding at December 31, 2010 totaled $101 millicn, down from $818 million at the end of
20048, The company also had $8 million of letters of credit outstanding. FPL's bank ravolving credit facilifies are also available to support the
purchase of $633 million of poliution control, solid wasle disposal, and industrial development bonds in the event they are tendered to the
company and not remarketed.

FPL's cash flow has been strong (totaling $1.9 billion in 2010) but variabie in recent years due to large regulatory deferrals in some years
caused by storm damages and high fuel costs. High capital expenditures of $3.3 billion in 2011 and $3.6 billion in 2012 will continue to requiré
some external debt financing, which the company generally does with first mortgage bonds. FPL has a very manageable $45 million of long-
term dabt coming due within the next welve menths. The company has no material adverse change clause In its bank credit agreements and is
in compliance with the 65% debt to capitaiization financial covenant contained in these agreements as of December 31, 2010, the calculation of
which it does not make public.

Rating Outlook

The stable rating outlock reflects the regulatory clarity provided by its two year rate setilement and Moody's view that the political and regulatory
environment for investor owned ulilities in Florida will not deteriorate further and may improve once the newly constituted FPSC begins to
establish a track record. I also reflects the generally strong cost recovery provisions that are in place in the state and our expectation that FPL's
financial performance measures and cash flow coverage metrics will remain strong for its rating.

What Could Change the Rating - Up

An upgrade could be considered if there is an improvement in the political and regulatory environment in Florida, which may not be evident until
the utility files its next rate case following the expiration of its two year rate freeze at the end of 2012, An upgrade coukd also be considered if
there is significant improvement in economic conditions in FPL's service territory. Upward movement of FPL's ratings is constrained by the
utility’s limited geographic diversity, ongoing exposure to event risk caused by storms in its senvice territory, and its substantial near tenm capital
expenditure program.

What Coutd Change the Rating - Down

Adowngrade could be considered If the political and regulatery environment for investor owned utilities declines further, i there are significant
cost disaliowances or other changes to Florida's currently strong cost recovery provisions, or i there is a sustained decline in cash flow
coverage metrics, including CFO pre-working capital interest coverage balow 5.0x and CFO pre-working capital to debt below 25%, or an
increase in debt to capital above the 40% range.

Florida Power & Light Company

Regulated Electric and Gas Utilities Industry [1]2] 1;‘;;;;3: o rnmi 1 2'1‘:’

View* As of April
2011
Factor 1: Regulatory Framework (25%) Measure |Score Measure Score

a} Regulatory Framework Baa Baa
Factor 2: Ability To Recover Costs And Eam Returns
(25%)
a) Ability To Recover Costs And Earn Returns A A
Factor 3: Diversification (10%)
a) Market Position (5%) Baa Baa
b) Generation and Fuet Diversity (5%) Baa Baa
Factor 4: Financial Strength, Liquidity And Key Financial
Metrics (40%)
a) Liquidity (10%} A A
b} CFC pre-WC + Interest/ Interest (3 Year Avg) (7.5%) 7.8x Aa 7.5-8.5x Aa
c) CFO pre-WC / Debt {3 Year Avg) (7.5%; 34.1% Az 35 - 40% Aa
Aa Aa
A A

d} CFO pre-WC - Dividends / Debt (3 Year Avg) (7.5%) 30.2% 30-35%
e} Deby/Capitalization (3 Year Avg) (7.5%) 35.2% 30-35%
Rating:

a) Indicated Rating from Grid
b) Actual Rating Assigned
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* THIS REPRESENTS MCODY'S FORWARD VIEW: NOT THE
VIEW

OF THE ISSUER; AND UNLESS NOTED IN THE TEXT DOES
NOT INCORPORATE SIGNIFICANT ACQUISITIONS OR
DIVESTITURES

1] Al ratios are calculated using Moody's Standard Adjustments. [2] As of 12/31/2010(L); Source: Moody's Financial Metrics
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CONSENT. All information contained herein is obtained by MOODY'S from sources believed by it to be accurate and
reliable. Because of the possibiity of hurnan or mechanical error as well as other factors, however, all information
contained herein is provided "AS IS* without warranty of any kind, MOODY'S adopts all necessary measures so that
the information it uses in assigning a credit rating is of sufficient quality and from sources Moody's considers to be
reliable, inckuding, when appropriate, independent third-party sources. However, MOODY'S is not an auditor and
cannot in every instance independently verify or validate information received in the rafing process. Under no
circumstances shall MOODY'S have any liability o any person or enfity for (a) any loss or damage in whole or in part
caused by, resulting from, or relafing to, any error (negligent or otherwise) or other circumstance or contingency within
or outside the control of MOODY'S or any of its directors, officers, employees or agents in connection with the
procurement, collection, compitation, analysis, interpretafion, communication, publication or delivery of any such
information, or {b) any direct, indirect, special, consequential, compensatory or incidental damages whatsoever
(including without limitation, lost profits), even if MOODY'S is advised in advance of the pessibility of such damages,
resulting from the use of or inability to use, any such information. The ratings, financial reporting analysis, projections,
arxd other cbservations, if any, constituting part of the information contained herein are, and must be construed solely
as, statements of opinion and not statements of fact or recommendafions to purchase, sell or hold any securities.
Each user of the information contained herein must make its own study and evaluation of each security it may
consider purchasing, holding or selling. NO WARRANTY. EXPRESS OR MPLIED, AS TO THE ACCURACY,
TIMELINESS, COMPLETENESS, MERCHANTABLITY OR FITNESS FOR ANY PARTICULAR PURPOSE OF ANY -
SUCH RATING OR OTHER OPINION OR INFORMATION IS GIVEN OR MADE BY MOODY'S INANY FORMOR
MANNER WHATSOEVER.

MS, a wholly-owned credit rating agency subsidiary of Mocdy's Corporation ("MCO"), hereby discloses that most
issuers of debt securities {including corporate and municipal bonds, debentures, notes and commercial paper) and
preferred stock rated by MS have, prior to assignment of any rating, agreed 1o pay to MIS for appraisal and rating
services rendered by it fees ranging from $1,500 to approximately $2,500,000. MCO and MIS alsc maintain policies
and procedures to address the independence of MS's rafings and rating processes. Information regarding certain
affiliations that may exist between direciors of MOC and rated entities, and between entities who hold rafings from MIS
and have also publicly reporied to the SEC an ownership interest in MCO of more than 5%, is posted annually at
wwyw.mogdys.com under the heading *Shareholder Relations — Corporate Governance — Director and Sharsholder
Adfiliation Palicy.”

Any publication into Australia of this dogument is by MOODY'S affiliate, Moody's lhvestors Service Pty Limited ABN 61
003 392 657, which holds Austratian Financial Services License no. 336369. This document is intended to be provided
anly to "wholesale clients” within the meaning of section 761G of the Corporations Act 2001. By continuing to access
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this document from within Australia, you represent to MOODY'S that you are, or are accessing the document as a
representative of, a "wholesaie client” and that neither you nor the entity you represent will directly or indirectly
disseminate this document or its contents to “retail clients” within the meaning of section 761G of the Corporations
Act 2001,

Notwithstanding the foreguing, credit ratings assigned on and after October 1, 2010 by Moady's Japan K.K. ("MIKK™)
are MUKK's current opinions of the refative future credit risk of entities, credit commitments, or debt or debt-like
securities, In such a case, “MS” in the foregoing statements shall be deemed to be replaced with “MIKK". MIKK is a
wholly-cwned credit rating agency subsidiary of Moody's Group Japan G.K., which is wholly owned by Moody's
Overseas Holdings inc., a wholly-owned subsidiary of MCG.

This credit rating is an opinion as to the creditworthiness or a debt cbligation of the issuer, not on the equity securities
of the issuer or any form of security that is available to retail investors. it would be dangerous for retail investars to
make any investment decision based on this credit rating. If in douibt you should contact your financial or other
professional adviser.
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GLOBAL INFRASTRUCTURE FINANCE

U.S. Electric Utilities: Uncertain Times Ahead;
Strengthening Balance Sheets Now Would
Protect Credit

»  The U.S. electricity sector’s credit outlook appears stable for the next 12 to 18 months,
but the industry faces longer-term risks related to increasingly strict environmental
mandates and elevated capital investment requirernents.

»  We see licdle evidence that electric companies are proactively strengthening their balance
sheets and bolstering liquidity reserves to prepare for more challenging business
conditions. We'd likely view such proactive action as a credit positive.

» We expect growth in outstanding debt to outpace utilities’ cash flow, which could
contribute to a decline in projected financial credit metrics that could eventually
pressire company ratings.

»  Concerns that consumers would resist steadily rising electric rates in a low inflation, high
unemployment economy could cause regulators to limit utilities” ability to recover their
costs from consumers. If utilities object, a more contentious regulatory environment
might arise,

Overview

The U.S electric utility sector is quickly approaching a crossroad, where the 20th century
business model of providing universal access for affordable and reliable power {“socialized
power costs”) is shifting to the 215t century model of consumer empowerment and cleaner
power supplies. This transition requires a less carbon-intensive generation fleerand a
modernized transmission and distribution grid that provides real time data to consumers.
The shift has already begun, whether utilities acknowledge it or not.

To facilitate such a cransition, the long-standing system that allows uilities to recover their
capital investment costs, plus a reasonable rate of return, from consumers through electricity
rates will need to change. Change could come through increased use of specific cost trackers
or other suites of recovery adjustment mechanisms. Regardless, it appears that higher costs
for end-use consumers are coming.
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But a sustained period of sluggish economic growth, charactetized by high unemployment, could stress
the sector’s recovery prospects, financial performance and credir ratings. The quality of the sector’s
cash flows ate already showing signs of decline, partly because of higher operating costs and
investments. Urilities also appear reluctant to issue equity as a principal form of financing.

Nevertheless, we continue to incorporate a view thar utilities tend to place a high prioriry on their
existing rating categories, and therefore are more prone ro take defensive actions. One of the more
defensive actions to prepare for more challenging business conditions, and which resides squarely
within the control of the boards of directors, is to strengthen the balance sheets (by issuing equiry or
selling noncore assets to reduce debe) and bolstering their liquidity sources {(by issuing debt to raise
cash or establishing new, incremental credi facilities).

This Special Comment addresses what we believe to be some of the bigger financtal, regulatory and
environmental risks facing electric companies today.

mﬂ;rative Sub-Sector Financial Profile (3-Year Average Totals: 2007 - 2009)

[$ billions) Parent Vertically T&D GA&T Muni* Merchant
Revenue $392.1 $185.0 $82.4 5123 5445 5889
Taxes $10.2 $5.4 $1.4 5- $- 529
CFC $733 $36.6 $12.9 $1.4 $10.3 516.4
Cap Ex $80.0 5441 $11.5 $29 $- $12.0
Div 517.3 $8.0 $4.3 $- $- $36.6
FCF $(24.0) 5{15.5) 5(2.9) 5(1.5) 5- ${8.2)
Debt $4525 $177.9 $78.3 $22.9 $81.3 $104.6
Equity . $265.3 $155.5 $62.4 $4.8 . 8- $50.8
PP&E $672.7 §372.7 $120.2 $22.8 $206.1 $124.4
Assets $1,086.9 $516.0 $208.1 $31.8 5- $228.8

Source: Moady's

¥ Comprised of both municipal electric utility systems and Joint Power Authorities. Moady's estimates.

Defending the Ratings

The electricity sector faces a sustained period of elevated capital investment needs, due largely o
increasingly stringent environmental mandates. Utlities will also need ro adjust their business plans to
meet new requirements associated with a modernized, digital grid that provides a two-way flow of
information. Investment decisions relating to long-lived infrastructure assets are complicated by
shifting legal frameworks and flip-flopping political agendas.

A prolonged weak economy is likely to threaten udilicies’ ability to recover costs in a timely manner,
especially as we expect 3% to 5% annual rate increases over the next few years with little evidence of
inflation. The resuit could be a more contentious regulatory environment - a scenatio we currently
don't incorporate into our ratings and rating outlooks, but one we view as a potential risk.

Despite these concerns, we believe the regulated utilities are better positioned ro deal with a more
uncertain future than non-regulated, merchant power generators, which typically sell electricity on the
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wholesale marketr. Merchants, which aren’t regulated by local authorities, can’t seek direct recovery of
their costs from consumers plus a reasonable return. Their financial profile is declining more quickly
due to a sustained period of low commodity prices. We've downgraded many of the pure non-
regulated merchant power companies over the past year, due largely to our revised expectations for a
sustained period of weak cash flow compared to ourstanding debt.

We believe the hybrid companies, which own both regulated urilities and non-regulated merchant
generation, may increasingly be pressured by their boards of directors to choose a focus.  We acrually
see some political / regularory risks, especially in cases where the regulated wuuilities appear to be
supporting, perhaps indirectly, the non-regulated business activities. These non-regulated affiliated
generators are also suffering under today’s low commodity prices, while utilities benefit from reduced
purchased power costs. Still, we haven’t taken significant rating actions on the hybrid parents or the
affiliated generators yet, as most are better positioned within their respective rating categories than the
pure merchants. Moreover, we believe most of these hybrid companies may be more willing to defend
their existing ratings and they tend to have a wider variety of financing alternatives to achieve that
goal. But with an expected period of sustained low commodity prices, their financials might need some
infusion of equity, reduction of debt or a revision to dividend policy.

We have taken several negative rating actions on the generation and transmission cooperative utilicies.
These G&T cooperatives, which generally control their own rate setting authority, have experienced
deterioration in their financial profiles, often due to large capital expenditure requirements. Their self-
determined rate increases don’t appear to be fully covering their elevated costs. Rarings are not being
defended, as many G&T cooperatives appear reluctant to fully raise the rates on their own distribution
members due to the tough economic environment. This could be a potentially leading indicator for
what might soon transpire in the investor-owned sector.

The municipally owned electric utilities continue to enjoy relatively high ratings and stable rating
outlooks, even though they also face the same issues as their investor-owned utility peers. These
municipal systems generally have autonomous rate-setting flexibility, and for some, costs are back-
stopped by property tax authority. Nevertheless, we need to monitor their behavior to see whether rate
increases are actually coming with enough regularity to maintin their own financial metric thresholds.
This is especially the case given the weak economy, where many municipally owned systems are
increasing their transfer payments to municipal governments’ general funds in an effort to hold down
property taxes. But in times of financial distress, we believe a municipal authoricy will intervene to
support its local utility system.

Strengthening the Balance Sheet and Bolstering Liquidity

Of all the facrors that contribute to the sector’s rising business and operating risk profile, only the
financial and liquidity profile remains squarely in control of management, and more accurately, the
board of directors. But we see little evidence that boards are instructing their management teams to
pursue material steps to proactively strengthen cheir balance sheets.

We observe thar vertically integrated urilities' have produced remarkably stable financials over the past
seven years. However, the financial health would likely weaken if we enter a period of increasingly
contentious regulatory relations, perhaps due 1o a prolonged weak economy. Cash flows appear to be
more stressed, especially if we exclude the benefits of certain stimulus implications. Debr is rising, both

' Includes about 60 vertically integrated electric ucilities.
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due to the negative free cash flow generation, but also due to expected increases in underfunded
pension obligations.

By taking a look at the pure, vertically integrated electric utility sub-sector and using some simple
straight line projection assurnptions regarding annual volume growth (1% - 2.5%), annual rate
increases (2% - 5%), and a steady relationship of cash flow from operations (CFO) to revenue (17% -
20%), we forecast a worrisome decline in the CFO to debt metrics.?

Of course, these projections provide only a single perspective. Projected metrics are subject to our
assumptions regarding capital expenditures, which we keep elevated under all three scenarios. The
financial metrics are most positive under Scenario B, where we assume 2.5% annual volume growth
and 5% annual rate increases, but the estimated all-in costs to residential consumers (as a percentage of
their estimated annual disposable income) rises to an alarmingly high level of almost 10%. We don't,
however, believe that scenario is likely given today’s weak economy and high (real) unemployment.

CHART1
Cash Flow to Debt
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Source: Moady's

Today, we still view the vast majority of urilities as well-positioned within their respective rating
categories, so a modest decline in credit metrics shouldn’t immediarely trigger rating downgrades.
More importantly, we believe utilities will revise their corporate finance policies to defend their
existing ratings. But a prolonged period of financial deterioration - a scenario we view as increasingly
likely without a change to these corporate finance policies - would eveneually lead ro rating
downgrades. This is especially the case for the hybrid parents, where consolidated financial results are
being dragged down by their non-regulated merchant generation activities and where dividend payouts
partly rely on their cash flows. Hybrids already have an elevared business and risk profile.

The capital markets remain open and welcoming for the vast majority of regulated udilities, a
significant credit positive. The higher che credit rating, the better the access. We believe many
companies could take advantage of this access, and of their existing banking relationships, to belster
their liquidity sources while they can. Tapping today’s low interest rates with sizeable debe offerings,
which can be used to either pre-fund maturities over the next two to three years, resolve increasingly
large underfunded pension obligations, or sit on the balance sheet for general corporate purposes

* A summary of the assumprions for our different scenarios is included in Appendix A.
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would most likely be viewed as a credit neutral event, or even a positive one. This would be especially
true for those companies that are already well positioned (or strongly positioned) within their
respective rating caregorics,

CHART 2
Utility Bond Yield Spread Over 30-Year Treasury
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Source: Moody's

Increased liquidity could also help utilities offset any negarive credit implications associated with a
temporary deterioration in CFO-to-debt credit metrics. Should the sector suddenly find itself withour
a ready source of external capital (which we view as unlikely today), ratings could be impacted.
Mismanaging liquidity is one of the fastest ways a company, including a seemingly sound one with a
strong business model, can trigger multi-notch rating downgrade or even a defaulr.

Managing Regulatory Relationships

A utility’s regulatory environment and suite of rate recovery mechanisms are 2mong the most critical
elements of our credit raring analysis. We believe the existence of regulation (and a urility’s
corresponding business model) provide relatively predictable and stable revenues and cash flows for
years to come. As a result, regulated utilities can attain investment grade ratings with a much weaker
financial profile than mast of their capital-intensive, industrial peers.

Today, we continue to believe regulators will provide timely recovery of prudently incurred costs and
investments with a reasonable return. We also believe regulators would prefer o regulate financially
healthy utilities. This doesn’t mean utilicies are likely to receive 100% of their rate relief requests or
that we'd view anything but full cost recovery as a negarive. We think the vast majority of regulatory
outcomes will be, at a minimum, neutral and more likely slighty positive to a utilicy’s credit profile.

Yet we believe consumers are likely to eventually balk if their annual average elecrricity bills continues
to rise while their incomes remain stagnant. Our opinions associated with this potential risk can be
summarized in a ratio of annual residential elecrricity costs divided by annual disposable income. We
refer to this as the inflection point, and it's abour 3.5% today, bur it varies by regton. We are also
incorporating a view that consumers would start seriously complaining to their elected officials when
this inflection point breaches 5% and approaches 7%.
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CHART 3
Projected annual residential electric costs as a % of projected disposable income
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Once a chorus of complaints begins, we believe elected officials would quickly press the local regulators
(who are, by definition, political, due to their own elections or appointments by elected officials) to
limit a utility’s financial recovery. This could take the form of lower authorized returns on equity
{ROE) or increasingly large deferred balances, which might only postpone future rate hikes. On the
heels of the recent Florida regulatory developments (which we continue to evaluate), we are also
monitoring Georgia Power’s large rate request in Georgia for guidance, given that state’s longstanding
support for the regulared utility sector. We're also watching Ohio’s next round of regulatory
restructuring initiatives, developments in California, and the sizeable rate request underway in the
cconomtically challenged state of New Mexico, just to name a few.

e

=havior. Absent adequate returns, utilities mlght begm to pare back chcnr
rcgulated mvestrncnts, theoretically in pursuit of better returns elsewhere. Regulators could also
implement more formulaic rate structures, giving udlities better visibility into future ROE. We believe
most utilities would prefer the certainty of a lower carned rerurn than the uncertainty of a potentially
higher allowed return.

Additionally, we think the popularity of specific cost and recovery trackers and the certainty they
provide for utility profits causes regulatars to view the uiility business as having a fundamentally lower
risk profile than other types of capital-intensive companies. A formulaic rate structure would also likely
be perceived by regulatrors as contributing to a lower business and operating risk profile. We generally
agree with this argument, especially when comparing the electric sector to non-regulated corporare
industrial peers. In addition, a more material revision to rate structure mighe help utilities transition
their business plans to better empower customers to control their electricity use. Wich increased
consumer empowerment, the political pressure associated with steadily rising rates could be mitigated.

LY Reponie o Sub 157 Sefrof POD#IY

See the section on open and welcoming capital markets naced above.
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Reducing Emissions

The prospect of increasingly stringent environmental mandates continues to represent a critical credic
issue, despite the outlook for a material delay in comprehensive legislation pertaining to climate
change (formerly known as global warming).

We continue to view comprehensive, federal environmental legislation as preferable to the current
patchwork system of regulations emanating from numerous federal, state and local regulators. We
remain concerned that the current patchwork of regional approaches would cause complications for
large, multi-state utility holding companies. We also believe the Environmental Protecrion Agency
(EPA) will continue to push for reduced emissions standards. Empowered by certain ULS. Supreme
Court rulings, the rules the agency has proposed, but not yet fully implemented, are likely to raise
operating costs for most large, coal-fired generation fleets. These increased costs will not be
accompanied by increased electricity production volumes, so the benefits are less tangible. We believe
regulators will provide recovery of these costs for the regulated utilities, but recovery by the non-
regulated merchants is not assured. Nevertheless, as we mentioned above, the economy could
contribute to an environment where recovery may not be as timely, especially if consumers object

forcefully to their elected officials.

Additional Credit Considerations

Catalyst Needed to Spur Consolidation

The industrial logic behind consolidating homogenous, capital-intensive companies like electric
utilities can spread fixed costs across a larger asser base is sound. We expect to see a continued steady
pace of merger and acquisition activity. We believe the economics of a transaction and social issues
remain the most important consolidation criteria. Regulators look most favorably on tie-ups that can
limit annual rate increases. Non-regulared merchant power consolidation is also expected to continue,
perhaps at an even quicker pace as the costs associated with increasingly stringent emission regulations
become more clear.

Sustained Period of Low Energy Comrﬁodity Prices

In our opinion, a modest shift in the generation supply mix that results from older coal plants closing
permanently or temporarily isn’t likely to trigger a material change in demand for coal or natural gas
that significantly alcers the prices of those commodities. Nevertheless, we see natural gas as the fuel of
choice for generators that can use multiple fuel types because natural gas emits half the carbon dioxide
as coal. Narural gas plants are also faster and less expensive to build than many other types of
generators, We expect natural gas prices to remain low, around $4.50 to $5.00/million cubic feet for
the next few years. Bur natural gas prices can be volatile and cause consumers’ rates to jump, as
regulators typically allow udilities to pass fuel price increases onto customers.

This view, that commodity prices remain low, could easily be proved incorrect, due to the evidence of
historical volatility. Low commodiry prices can help delay the arrival of the inflection poing but
should prices quickly rise, the impact on consumers could be more acute (given the.all-in rate increases
that were mitigated by lower commadity prices). As we've discussed above, regulators could limit
utilities’ cost recovery. '
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Nuclear Development Appears to Have Slowed

We view nuclear development, by itself, as neutral to regulated wtilities’ credit quality as long as
companies take actions that mitigate their higher business and operating risk profile. We believe
regulators and lawmakers will continue to support new projects and allow developers to recover their
costs through a variety of mechanisms, including the costs of construction work in progress in rates.
Still, utilities must bolster their balance sheets and liquidity sources to mitigate their elevated risk,
given the long term nature of construction and execution risks .

Conclusion

We see a disconnect developing between our stable 12-to-18-month outlook - which assumes
supportive regulatory relationships and utilities adjusting their financial policies to maintain cash flow
credit metrics — and material increases to the longer-term industry risk profile. Utilities’ free cash flow
and credit metrics appear to be declining. Yet regulators, pressured by consumers and legislators, won’t
allow rates to rise indefinitely. If conditions become mote challenging due to stagnant economic
growth and continued high employment, companies that fortified their balance sheet and secured
access to ample supplies of liquidity are likely to fare better as their weaker counterparts struggle.
Companies are best-equipped to take steps to defend their credit ratings when the companies aren't
under pressure.
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CHART 3
Projected annual residential electric costs as a % of projected disposable income
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Once a chorus of complaints begins, we believe elected officials would quickly press the local regulators
{who are, by definition, political, due to their own elections or appointments by elected officials) to
limit a utility’s financial recovery. This could take the form of lower authorized returns on equiry
(ROE) or increasingly large deferred balances, which might only postpone future rate hikes, On the
heels of the recent Florida regulatory developments {which we continue to evaluate), we are also
moniroring Georgia Power’s large rate request in Georgia for guidance, given that state’s longstanding
suppore for the regulated utility sector. We're also watching Ohio’s next round of regulatory
restructuring initiatives, developments in California, and the sizeable rate request underway in the
economically challenged state of New Mexico, just to name a few.

We increasingly believe the ROE that regulators approve for udilities will slowly decline over the next
few years, perhaps 1o a point where the sector’s average authorized ROE consistently falls below the
10% threshold. This falling ROE is due, in part, to our expectation that today’s low interest rate
envitonment will continue to reduce a company’s all-in cost of capital®. But we still don’t think ROE
is as important as a utility’s cash flow, although we acknowledge that equity returns will influence
management and board behavior. Absent adequate rerurns, utilities might begin to pare back their
regulated investments, theoretically in pursuit of better returns elsewhere. Regulators could also
implement more formulaic rate structures, giving utilities better visibility into furure ROE. We believe
most utilities would prefer the certainty of a lower earned return than the uncertainty of a potentially
higher allowed return.

Addirionally, we think the popularity of specific cost and recovery trackers and the certainty they
provide for utility profits causes regulators to view the utility business as having a fundamentally lower
risk profile than other types of capital-intensive companies. A fermulaic rate structure wounld also likely
be perceived by regulators as contribucing to a lower business and operating risk profile. We generaliy
agree with this argument, especially when comparing the electric sector to non-regulated corporate
industrial peers. In addition, a more material revision to rate structure mighe help udlities ransition
their business plans to better empower customers to control their electricity use. With increased
consumer empowerment, the political pressure associated with steadily rising rates could be mitigated.

See the section on open and welcoming capital markets neted above.
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