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Fierida Fower Corporation
Dechist No. 961184-B0Q

1 HEREBY CERTIFY that a tres copy of the enclossd Fosthenring Statoment of

Florida Power Cosposation s Seen feraished 10 the following individusls by U.S. Mail

on December |, 1997:

Matthew M. Childs, Baguise
Steel, Hootor & Davis

215 South Monsoe Stvest
First Flovida Bank Bidg.
Suite 601

Taliahaseee, FL.  32301-1804

Roger Yout, P.B.

Thomas Doache:

Air Products & Chemicals, Iac.
2 Windeor Plaza

2 Windeor Dyive
Allestown, PA 18]9S

Wm. Cochran Keating IV, Buguise
Floride Public Service Commission
2540 Shomand Ouk Boulovand
Talishassco, FL.  32399-0850

e

J. Roger Howe, Baguire

Office of the Public Counsel

111 Wast Madison Stsset, Room 182
Tellshessss, FL.  32399-1400

Debra Swim, Eaquire

Lagal Bavironmental Assistance
Foundation, Inc.

1115 N. Gadeden Street
Tallshassee, FL. 32303

Oviando Cogen Limited

$2735 Bxchange Road
Odamdo, FL. 32809






Power Corperniion and Ovisnde Cogen Limited, Lid., rensenable?

** Yes. Every scasitivity stady presonted © fhe Commission using an appropriate
disconnt rate (FPC’s incremental cost of capital), even Mr. Stallcup’s most

controversial discount rates 10 artificially reduce the net present value of the buyout's
savings. It is telling that the withesses proposing these wnconventional discount rates
imow of no instance where they have beea weed by the Commission in any of the
various types of proceedings that involve the evalustion of generstion alternatives.
Tr. 302, 389, 40S.

! Position summaries 820 dancied by s doubis aserishs (**).
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called upon to cvaluate the beaefits of competing gencration aliernatives, including
such proceedings as nced detorminstions, DEM program approvels, ten-year site plan
reviews, annusl plasning hessings, and, in ‘i QF avoided cost

Thus, whea the Commission determined Florida Power’s avoided cost in the

cost of capital’ This is of pasticuler importance here whea one comsiders
Commission Rule 25-17.00836(6), F.AC., which csteblishes the stendard for

nﬁ.ﬁ.—l% existing QF comtracts. &t provides that:

Clently, if the evalustion against the existing contract required by this rule is

meaningful, the OCL contract amondment must be cvalusted consistent with the
discount rate methodology applied 0 the existing contract t0 avoid an “spples and
oranges” comparison. Likewise, consistency requires that the evaluation of the OCL
amendment use the same discount mte mothodology required by Rule 25-
17.0832(6)(a) for determining Florids Power’s cusvent svoided cost. Simply put, the
evalustion of the OCL contract smendment required by Rule 17-25.0836(6) cannot

3 Subssction (6)(a) prescribes the muthod of calculsting the year-by-year valus of deferral
of a wilisy -iltt‘tlii‘i AAAAA
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be propesly pesformed wsing a discount rate other than Florida Power’s incremental
cost of capital.

Despite this background of the Commission’s consistent wee of the utility's cost
of capital in evalusting gencrating alternstives - a wse mandated by rule in the case
of QF generating alternstives ~ witnesses Laskin and Stalicup urge the Commission
to ignore its traditional practice and rules and, instead, adopt for the first time a
radical approach to discount rates ia evalmating the OCL contract amendment. The
reason they give for this departare flom nosmaloy is thet the proposed buyout should
be viewed, not as a wtility gonorating altermative, but as ratepayer investment
opportunity bocause the cost of the buyout is 0 be fanded directly by them through
the foe! snd capacity cost recovery clamses. Tr. 233, 235, 347.

This desperate sttampt to distinguish the generating altemative presented by the
OCL amendment from other QF gencrating alternstives on the basis that its cost will
be recovered through the fisel and capacity cost recovery clsuses is patently wrong.
By Commission rule, gi] payments mede wnder approved QF contracts are recovered
through these clmes.* This distinction without a difference provides no basis
whatsoever for the use of radically different discoust rates than those used in
cvalusting all other QF contracts whose payments are recovered in the same manner.
Moreover, it completely ignoves the Commission’s rulcs that mandate the use of the
utility's cost of capital as the discount raie when evaluating QF psyments. There arc
proper means to chalicnge or modify the Commission’s rules - this proceeding is not
onc of them.

¢ Rule 25-17.0032(8)(a), P.A.C.
4.
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Even if the Commission’s rules did allow the use of discount rates other than
Florida Power’s cost of capital in evalusting the OCL contract amendment, the novel
discount rates offered by witacsecs Larkin and Stalicup would be poor replacement
candidates. As noted above, both withesses attempt to justify their discount rates on
the notion that the OCL amendment should be comsidered ss a ratepayer investment
opportmity becanse ratepayers will pay the cost of the amendment. While this is a
fundementally flowed view of gemersting altermstives, including the OCL
amendment, the search for a proper customer discount rate would still end at the
utility’s cost of capitel. Each wtility in Floride has a statwtory duty to serve
customers within its sotail service aven and those customers have & concomitant
obligation to purchese exclusively from that utility at rates thet reflect the cost of
produced by the willity’s ows plants or purchesed from other suppliers, such as QFs.
Since customers are obligated to pay the cost of the generating altematives included
in the utility’s rates, it follows that in evaluating these generating alternatives, the
utility’s cost of capital jg the customers cost of capital.

For this reason, M. Larkin misses the point when he rejects the use of Florida
Power’s cost of capital as & customer discount rete simply because it is Florida
Power’s cost of capital. The point is that it is slso the best proxy for a customer
discount rate in cvalusting gencrating alternatives thet will be included in customers
electric rates. Tr. 488. Instead, Mr. Lackin proposes the incongruent use of a short
term credit card rate for cvalusting long term generating aliematives. in doing so.
he convenicntly ignores a variety of other scenarios that would yield much lower
customer discount rates and reveal the complexity of the issuc he raises, such as
customers with 80 credit card debt, customers with regular deposits to passbook
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savings accounts earning 3 - 4% (befiore taxes), customer who invest in CDS at 6%
or in bonds at 8%, and customers who fill withia verious combinations of the above.
Tr. 489-90. This lends flarther support %0 the use of the utility’s cost of capital as a
reasonable proxy for 8 customer discount rate that is otherwise hopelessly complex.

Mr. Stalicup’s proposed risk adjusted discount rates, while more sophisticated
than Mr. Larkin’s credit casd rate, are ot lenst three steps removed from conventional
discount rates consistently employed by this Commission. First, as Mr. Stallcup
admits, risk adimsted discount rates have never been used by the Commission in any
proceeding (Tr. 389) and they conflict with the approach used by the Commission
in approving the ariginal OCL contract (Tr. 405). Second, Mr. Stalicup has departed
from conventional risk adjusted discount rate theory by adjusting his discount rates
downward in recognition of highat risks. His ouly suthority for the counter-intuitive
technique is an academic text discussing “risky cash outflows™ that is disputed by
other academsic peers. Tr. 376, 500, 506-07. Third, Mr. Stallcup has deparicd from
the “risky cash outflows™ methodology described in the referenced text by making
his downward risk adjustment %0 3 figk frec rete, /.c.. 8 rate thet reflects no risk to
begin with, even though his cited authority applies the downward adjustment to an
average risk. Tr. 377-78, 5085, 508-09. Evea if the Commission were free to use a
discount rate other than Florida Power’s cost of capital, it would have good reason
to be skeptical of the radical, wnsupported and untested approach proposed by Mr.
Stallcup.

Having discussed the reasons why the Commission msy not and should not use
the discount rates proposed by witnesses Laskin and Stallcup, it is nonetheless a
noteworthy testament 10 the enormity of the mviags provided by the OCL contract
amendment that these savings continue 10 support approval of the amendment cven
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when subjected t0 the distorted analyses of these witaesses. For example, in contrast
to Mr. Schuster’s analysis showing that Florida Power reasoaably expects the OCL
amendment to provide act savings of $472.2 million, with a NPV of $34.6 million
(Composite Exhibit 1 (LGS-7)), Ms. Swlionp performed & seusitivity snalysis using
substantially higher natural ges prices and comstruction costs — assumptions he
admits “cam’t get amy worse.” Tr. 427. Despite the use of these “worst case™
assumptions, in combinetion, his amalysis still shows net savings from the
- amendment of $297.3 million, with s positive NPV $5.8 million.

Even the analysis performed by Mr. Stalicup using his highly distorted risk
adjusted discoust rates supports approval of the OCL contract amendment. Based
on this analysis, he concluded thet these is 8 79% chance the amendment will provide
ratepayer savings and only & 25% cheace it will not. Tr. 365. In other words, Mr.
Stalicup’s anelysis shows thet customers are three times more likely to fare better
with the OCL amendment in place than withowt it. Even Mr. Larkin, aficr
complaining that & retarn 0 customers of 8.67% (Florida Power afer tax cost of
capital) was too low, admitted that the OCL. amendment would actually provide
customers with » returm of 12.9%. Tr. 324.

In short, the evidence shows that the economic risks associated with the
projecied ratepayer savings resulling from the OCL contract amendment are not only
reasonable, but virtually noncxisteat.

Issue 2: Are the intorgencrations) inequities smeng Flerida Power
Corperatien's ratepayers, if say, assecisted with the Amendment to the
Negeotisted Contract betwoen Flerida Power Corperation and Oriando
Cogen Limited, Lod., reassnshie?

-1-

FLonlea Powia Coaresarion




*® There is wo intergencrational imequity associated with the OCL contract
amendment. To the comvary, the amcadment heips to mitigate the
intergenerationsl inoquity created whem the original OCL comtract was
approved, which shified encrmous costs away from cusrent customers, at the
expense of future customers. Even whea the costs of the buyout have been
completely recovered, curvent customers still will have paid less under the OCL
contract than they would have paid if the wnit avoided by the contract had been
built. Moreover, the Commission hes never attempted 0 objectively define
intergencrationsl fairness and has, in fact, froquently approved generating
alicruatives thet shilt substantinl costs to current customers, as well as others,
like the oviginal OCL comtract, that shift disproportionate costs to future
customers. The shifling of costs associated with the OCL buyout is well within
this range thet the Commission has previously approved.

Discussion |

Florida Power’s position ca this isswe is two-fold: First, for sound policy
reasons, intergenerationsl considerations should have no role in the Commission's
evaluation of the OCL coatract amendment. Second, if intergenerational equity is
%o be a consideration, the case for approving the OCL contract amendment is made
even stronger because the amendment will mitigate, although not completely offset,
a significant intergencrationsl inoguity inherent in the original contract.

With respect to the first point, the policy implications suggested by this issuc
arc profound. It implics that & gencrntion alterstive with long term net present value
savings compared to competing alternstives could nonetheless be rejected if those
savings happened to flow %00 unevealy over the life of thet aliemative. To Florida
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Power’s knowledge, the Commission has never rejected a generation alternative that
provides positive nct present value savings over its expected life becsuse of
intesgencrational considerations, and there is cortainly nothing in the Commission’s
rules suthorizing such & ressit. '

Instead, the Comminsion hes regularly approved gemersting altermatives for cost
recovery that span the intorgencrational range, from those that “front-end load”
WMN“M*MWW
ratemaking. to aliermatives thet “back-end load” a disproportionate share of costs on
future customers thwough value of defierral ratomaking, 00 long as the generating
aliernative sclected was found to provide positive net present value ssvings compared
to the other alternstives. If the Commission were to now adopt the use of
intergencrational considerstions as an clement of its selection criteria, the range of
generation aliernstives available 1o the Commission would be severely limited, to the
exclusion of most, if not all, of the cost-efiective alternatives previously sclected.

The application of some heretofore uansed and wadefined intergencrational
standerd a3 & reason for rejecting the OCL comtract buyout would effectively
climinate the availnbility of an importent t00l t0 Florida Power and other utilitics in
. their attempts t0 deal with the seriows problem of high-cost QF contracts. An
understanding of the natwre of this problom is necessary 10 appreciste the broader
implications of applying an intergencrational standard to QF buyouts such as the
OCL amendment.

The capacity paymest cecalation rates in Florida Power's QF contracts will
result in an ever widening gap over time between the cost of these contracts and
Florida Power's generation aliernstives. As & result, the problem that Florids Power
secks to solve is most severe, and the opportunity for cost reductions are gresiest, at
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the “back end” of these QF contracts. ‘Tr. 61-62. The opportunity 10 creste customer
savings exists lasgely beoanse some QFs are willing to accept “up front™ buyout
payments that are comsiderably less than the nominal capacity ead eaergy payments
they would otherwise receive in the fistwre. However, it is simply not possible to
create substantial savings by aliering paar foxm peyments to QFs because the
replacement cost differential and the time value of money do not create a sufficient
opportunity 0 discount the face valse of the payments. Tr.62. Consequently,
insisting that the savings fium s buyout be reslised ot or near the time when the costs
mre incurred crestes o standard that is impossible to meet, thus denying utilities the
shility %0 address the one asen of QF contracts where the opportwaity for mesningful
savings cxists and cnswring that fstare customers will be saddied with the horrendous
costs of these contracts.

It would be pasticularly inappropriate for intergenerational inequity to suddenly
become s considerstion in ovelusting the amendment 10 the OCL contract, since it
was not a factor considesed by the Commission in evaluating the original OCL
comtract.” As discuseed sbove, the Commission's rule governing the spproval of
contract amendments requires the amendment %0 be cvaluated against the existing
contract.® In order for this comparison %0 be properly made, the evaluation of the
amendment and the original contract smst be on comparsble terms. The standard for
evalusting the psyments in the origingl contract is whether their “camuistive present

' Nor was intergensrationnl inequily & fheter in the Commission’s adopion of Rule 25-
17.0832, which prescribed e vl of defirnsl msthadelegy for determining firm capacity payments
o QFs. If intergenerationsl considerations hed besa spplied I elther procesding in the manner
suggested hese, it is doubifisl et he Commission conid have adopted the valus of deferral rule or
approved the OCL contract, sincs both resuited In 3 dramatic shift of cosw from the current

gemerstion of customers © & fstase gensvation.
* Rule 25-17.0534¢8), F.A.C.
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worth ... over the tarm of the copiragt are projecied 0 be mo grester than ... the
cumulative prescat worth of the value of s year-by-year defiesral of the construction
and operstion of geseration or parts thereof by the purchasing wiility over the term
of the contract .. Therefore, in comparing the contract amendment against the
original contract, the evalustion must be pecformed over the entire term of the
contract, not some discrete portion of the term.

With respect 1o the second point, if istergenerntional considerations are 10 have
any role in this case, it should ealy be as s recognition, ancillery o long term cost-
effectivencss, that approvel of the smendment will substantially improve the
intergenerational oquity of the overall contract. The ressom QF comtract buyouts
mitigate, rather than creats, intergensrational inequity was succinctly stated in the
August 12, 1997 primery Staff recommendation in Docket No. 961477-EQ that Mr.
Schuster quoted in his direct testimony.

The intergencrational equity isswe is wacloar in this docket because

purchesed power contracts heve inverted peyment strecams

o caswe performance i the later yoars. Compared 10 sefting base rates
using traditions! reguistory accounting, cost recovery of the inversed

cogeneration purchased power paymsnt stseam defers $0 fisture customers
cnluthnzun-illlualnlllnunnul|l base rates from existing

customers are alrcady paying lcss than their
ﬁrlh-eofautlkr jal customers, adding an approximetely 50

c:nu|::lounlhhnulblulllluilgallﬂ2n09-:u=ouu1hcbuymn
cost helps comrect the prasent infergenerationsl incouity ™ (Emphasis
added.) Tr. 63.

With respect to the OCL comtract buyout in particular, Mr. Schuster’s
Composite Exhibit 1 (LGS-5)° dessonstrates the magnitude of the intergenerational

7 Rule 25-17.0832(3)), F.A.C. (Buphasls added.)

! The pardculer page of LGS-S containing this demonstation was aleo marked sad admitied
as Exhibit 11 during the cross examingtion of witeess Larking. Tr. 312, 338.
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fired generation avoided by the criginal OCL contruct. 1t shows hat through the year
2001, when the cost of the buyout is fully recovered, customers will have received
zE:ia&udulEBpi.lioﬂ.i!all& 10 the costs
they would have incurred from the coal-fised capacity. When these savings are offsct
by costs of the buyout, these customers ave still left with & net NPV savings of $37.3
million under the amended OCL contract.

Mr. Schuster’s exhibit convincingly demonsirates that amendment creates 8 classic
“win-win" situstion: Cusrent customers, afier paying the cost of the buyout, will
remain beticer off wnder the ameaded OCL contract thes if the avoided unit had been
built, while st the same tims fisture customers will be relieved of much of the
tremendous cost burden shified to them by the origimal OCL contract. Clearly, the
OCL amcndment, like QF buyouts in geseral, promotes the imterest of
intergenerational fairness and should be encouraged, not shackied by an unattainable

Issue 3: Wil the propesed buyeut of the OCL centract provide net bencfits
seoner than 22 years inte the fature?

*¢ The proposed buyout will provide substantial net benefits in every year of the

ten-year buyout period end will completely offset the cost of the buyout in the

second year of the pariod. Ovenall, the savings realized during the buyout
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period will excood the buyout’s cost by & factor of over 10 to 1 ($522 million
to $49.4 million).

Issne 4: Sheuld the Amendment ¢o the Negotinted Contract between Florida
Power Corporation and Orisnde Cogen Limited, Lid., be approved for cest
recovery?

** Yes. The amendment terminating the last ten youars of the OCL contract will
provide caormous customer ssvings compared o its near-term cost, while
maintsining the beneficial nature of the contract $o carrent customers.
Discussion

The evidence presented is this case conclusively demonstrates that the OCL
smendment stisfics the stonderd established by Commission rule’ for approval of
QF contract amendments. The OCL amendment has beea evalusted againsi both the
existing contract and Florida Powes"s cussent avoided cost and has beea shown to be
the most cost-effective genersting alterngtive wnder cven the most pessimistic
forecast asswmptions.'” This standard is binding wpon the parties and the
Commission and, as such, requires approval of the OCL comtract amendment.
Intergenerational consideration have no proper place in comparing the long term
cost-efiectiveness of the OCL emendment against the existing contract, just as they
played no part in cvalusting the long term cost-effectivencss of generating
alicrnatives when the conract was inltinlly approved. To the cxtent the Commission

* Rule 25-17.0836(6), F.A.C.

* Composits Exhibit 1(LOS-T), chewing NPV awings of §34.6 million wader Floride
Powes’s bess case forecast aspumptions; Bahibit 16, showing NPV eaviags of $5.8 million under
Mr. Salicup’s “worst cass” foreanst assemptions.
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determines 0 factor imtergemerstional comsiderations imto its decision,
notwithstanding the policy comsiderstions against doing s0, it should find that,
because of the nature of QF comtracts, buyouts in geacesl end the OCL amendment
in pasticular promote the interests of imtergencrationsl fhirness while providing relief
to customers during the most burdensome period of the contract.

Isane S: N sppreved, hew sheuld Fierida Power Corporation recover the
expenses sssocisted with the Amendment ¢o the Negetisted Centract
between Florida Power Corporation and Oriande Cogen Limited, Ltd.?

¢ The cost of the buyout should be recovered through the CCR and the fuel
clause in accordance with the Commission's established policy which allocates
the buyout cost in proportien #0 the ratio of the buyout's capacity and encrgy
savings. Such an allocation results in approximetely 77% of the buyout cost
being recovered through the OCR snd the nmaining 23% being recovered
through the fised clanse. [Notg: This issue was 2ot addressed at the hearing and
does not appear o be i dispute]

Respectfully submitied,

OFFICE OF THE GENERAL COUNSEL
FLORIDA POWER CORPORATION

James A. McGee
Jeffexy A. Froeschie

Post Office Box 14042

St. Petersburg, FL 33733-4042
Telophone: (813) 966-5184
Facsimile: (813) 866-4931
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