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ODUCTION AND SUMMARY OF RECOMMENDATIONS 

Please state your name, occupation and business address. 

My name is Paul Ronald Moul. My business address is Cherry Tree Corporate Center, 

535 Route 38 East, Suite 200, Cherry Hill, New Jersey 08002-2953. I am Managing 

Consultant of the firm P. Moul & Associates, Inc., an independent, financial and 

regulatory consulting firm. My educational background, business experience and 

qualifications are provided in Appendix A that follows my direct testimony. 

What is the purpose of your testimony? 

My testimony presents evidence, analysis and a recommendation concerning the 

appropriate cost of equity and overall rate of return that the Florida Public Service 

Commission ("FPSC" or the "Commission") should allow the Florida Division of 

Chesapeake Utilities Corporation ("Florida Division" or the "Company") an 

opportunity to earn on its rate base devoted to public service. My analysis and 

recommendation are supported by the detailed financial data set forth in Composite 

Exhibit No. PRM-1 which consists of 13 schedules. Additional evidence is contained 

in Appendix B through Appendix J which follow my direct testimony. The items 

covered in these appendices deal with the technical aspects of my Testimony. 

Appendices .A through J are identified as Composite Exhibit No. PRM-2. 

Were the foregoing exhibits prepared under your direction, supenision and 

control? 

Yes. 

What rate of return has the Company proposed in this case? 
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The Company has requested that the Commission afford it an oppomnity to earn a 

9.800h overall rate of return on investor-provided capital and an 8.89% overall rate of 

return for ratesetting purposes. As shown on Schedule 1 of Composite Exhibit NO. 

PRM-1, the calculation of the weighted average cost of capital, which serves as the 

basis of the overall rate of return, requires the selection of appropriate capital structure 

ratios and a determination of the appropriate cost rate for each capital component. 

Those ratios and cost rates will be discussed in firther detail later in my direct 

testimony. The overall fair rate of return is the product of weighting the individual 

capital costs by the proportion of each respective type of capital. The resulting overall 

rate of return, when applied to the Company's rate base, will provide a compensatory 

level of return for the use of capital and provide the Company with the ability to attract 

capital. 

What background information about the Company have you considered in the 

preparation of your testimony? 

The Company is a division of Chesapeake Utilities Corporation ("CUC") which is a 

diversified energy company that also has gas distribution operations in Delaware and 

Maryland. The Florida Division is a small gas distribution utility that provided service 

to 9,633 customers in 1999 Of these customers, 8,745 were residential, 825 were 

commercial, 58 were industrial, 4 were electric generators, and 1 was a sales for resale 

customer. The Company distributes natural gas purchased directly from producers and 

marketers through delivery arrangements with Florida Gas Transmission Company. 

Throughput on the Company's system was represented by about 21% of sales service 
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and 79% of transportation semice in 1999. Throughput on the Company's system was 

comprised of approximately 2% to residential customers, 5% to commercial 

customers, 45% to industrial customers, 46% to electric generators, and 2% to the 

resale customer. In my opinion, with respect to customer/sales/revenue mix, the 

Company is unique. I know of no other gas utility where such a small number of 

customers represent such a high proportion of total throughput and revenues. Indeed, 

the high proportion of industrial and electric generation service that dominates the 

Company's business indicates an unusually high risk profile for the Company. 

How have you determined the cost of equity for the Company? 

My recommended cost of equity is established using capital market and financial data 

relied upon by investors when assessing the relative risk, and hence cost of equity, for 

a gas distribution utility, such as the Florida Division . In analyzing the Company's 

cost of equity, I have relied on four, well-recognized measures: the Discounted Cash 

Flow ("DCF") model, the Risk Premium ("RF"') analysis, the CapitaI Asset Pricing 

Model ("CAPM), and the Comparable Earnings ("CE") approach. By considering the 

results of a variety of approaches. I determined that my analysis is consistent with the 

well-recognized principles for determining a fair rate of rerum. The models that I used 

to measure the cost of equity for the Company have been applied with data developed 

from a proxy group of seven gas distnbution companies which are identified on page 

2 of Schedule 3 .  I will refer to my seven company proxy group as the "Barometer 

Group" throughout my testimony. 

Rather than rely upon the market-determined cost of equity for an individual 
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company, I have employed the stock market prices for the seven company Barometer 

Group. While the common stock of CUC is listed and traded on the New York Stock 

Exchange, I have not separately measured the cost of equity for CUC on a stand-alone 

basis. I have taken this position because the determination of the cost of equity for an 

individual company has become increasingly problematic. Furthermore, the gas 

distribution and transmission operations of CUC represent 33% of revenues, 69% of 

operating income, and 70% of assets of its consolidated business. I have included 

CUC as a component of the Barometer Group which has allowed for continued 

recognition of the relevance of this market data in measuring the cost of equity for its 

divisions. Also, by employing group average data for the Barometer Group, rather 

than individual company analysis, I have minimized the effect of any anomalies in the 

market data for an individual company. 

Please summarize the basis for your cost of equity recommendation in this 

proceeding. 

My recommendation is derived from the results ofthe four methodshodels previously 

identified. In general, the use of more than one approach provides a superior 

foundation to arrive at the cost of equity. At any point in time, individual methods can 

provide an incomplete memure of the cost of equity depending upon extraneous 

factors which may influence market sentiment. The results of these methodsimodels 

will be described later in my testimony. The following table provides a summary of the 

indicated costs of equity for each of these approaches. 
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DCF 13.14% 
RP 13.07% 
CAPM 14.38% 
CE 11.70% 

Range: 
High 14.38% 
Low 11.70% 
Midpoint 13.04% 

Average 13.07% 
Median 13.11% 

Based upon these results, the cost of equity is 13.0% derived from the evidence for the 

Barometer Group. 

As explained in the testimony of Mr. Geofioy, the Company, however, 

requests that the Commission provide a 12.0% rate ofreturn on common equity in this 

proceeding. This decision was made in order to accommodate the market forces that 

affect customer demand for the Companqs service. That is to say, the Company must 

be sensitive to competitive forces in order to maintain and increase its market share. 

So wMe my cost of equity recommendation is 13.0% in this case, there is a l i t a t i o n  

on the rate of RNrn on common equity which the Company can request in order to 

remain an aggressive competitor in its market area. The Company has taken this 

position as a proactive measure to deal with the man): unique factors that s e c t  its 

business Without these constraints. the Florida Division would otherwise require a 

higher rate of return on common equity as compensation for its above average risk and 

in recognition of the Company's skillfil management of those risks. 

In your opinion, what factors should the Commission consider when setting the 

Company's cost of capital in this proceeding? 

Q. 
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The Commission should consider the ratesetting principles that I have set forth in 

Appendix B. In this regard, the end result of the rate of return finding by the 

Commission must cover the Company’s designated interest and dividend payments, 

provide a reasonable level of earnings retention (i.e., produce an adequate level of 

internally generated f h d s  to meet capital requirements), be commensurate with the 

risk to which the Company’s capital is exposed, and support reasonable credit quality. 

I therefore tested the Company’s rate of return proposal by reference to certain well- 

recognized credit quality benchmarks in order to satisfy the capital attraction and 

maintenance of credit standards of a fair rate of return. I have concluded that the 

Company’s proposed rate of return in this case is necessary and appropriate to satisfy 

the capital attraction and maintenance of credit standards of a fair rate of return. 

What are some ofthe important factors that influence credit quality? 

In this regard, the Company must have the financial strength that will, at a minimum, 

permit it to maintain a financial profile that is commensurate with the requirements to 

obtain a solid investment grade bond rating. Even though it has no credit quality 

standing on its own, the Florida Division must provide a positive contribution to the 

credit quality of CUC that does issue its debt directly to investors A variety of 

quantitative and qualitative measures must be considered when deternurung an 

appropriate rate of return on common equity. In quantitative terms, two of the 

measures of credit quality considered by the bond rating agencies, such as Standard 

& Poor‘s Corporation (“S&P’) and Moody’s Investors Service, Inc. (Moody’s), include 

debt leverage and pre-tax interest coverage. In the area of coverage, the rate of return 

6 
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on common equity represents a critical component because it is the equity return that 

provides the mxgin whereby an interest coverage multiple greater than one is realized. 

What  credit quality measures are reflected in the 9.80% rate of return based 

upon investor-provided capital? 

I analyzed the Company's rate of return on investor-provided capital by reference to 

the two benchmarks of credit quality enumerated above in order to satisfv the capital 

attraction and maintenance of credit standards of a fair rate of return. It is important 

that the Commission provide the Company with a reasonable opportunity to achieve 

adequate credit quality so that its financial condition provides a positive contribution 

to CUC when it must access the public markets to obtain capital. In this regard, 

coverage of senior capital costs reveals the level of protection that the Florida Division 

can supply for its allocated proportion of fixed obligations of CUC. Interest coverage 

is measured on both a before- and after-income tax basis. Normally, before-income 

tax coverage is used to evaluate a company's debt interest coverage and overall after- 

income tax coverage is the measure employed with regard to payment of interest 

charges and preferred stock dividends. 

Q. 

A. 

Interesr coverage is not the only factor to be considered in resring the 

appropriate rate of return, but instead must be viewed in relation to an individual 

company's degree of financial leverage and cash flow benchmarks. Maintenance of a 

strong A bond rating financial profile is the appropriate regulatory objective and 

achievement of an A.4 bond rating should be encouraged. Strong credit quality is 

necessary to provide a utility with the highest degree of financial flexibility in order to 

I 
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attract capital on reasonable terms during all economic conditions. Customers also 

benefit from strong credit quality because the utility will be able to obtain lower 

financing costs that are passed on to customers in the form of a lower embedded cost 

of debt. The Commission should encourage higher levels of interest coverage in an 

increasingly competitive utility industry with the need to attract capital in the future. 

Using a 35.00% federal income tax rate, Schedule 1 shows that the pre-tax 

coverage of interest expense would be 4.13 times assuming the Company could 

actually realize a 9.80% overall rate of return. The 4.13 times pre-tax interest 

coverage and 45.23% combined debt leverage shown on Schedule 1 should be viewed 

in the context of the S&P bond rating criteria that I will subsequently discuss. It is 

important to recognize that the benchmarks represent levels expected to be achieved, 

rather than the opportunity provided by the rate of return used in the ratesetting 

process. It is my opinion that the Company should be provided with an opportunity 

to attain the credit quality profile reflected on Schedule 1. 

NATURAL GAS RISK FACTO= 

Please identify some of the factors that make the natural gas industry different 

today from its past. 

Gas supply hndamentals have changed significantly as a result of the implementation 

of FERC Order Nos. 436, 500, and 636 which restructured the pipeline industry, and 

hence, gas supply fundamentals for natural gas distribution utilities, such as the Florida 

Division. The sweeping changes that have occurred through implementation of Order 

No. 636 have, among other things: eliminated the pipeline merchant function; 
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completely unbundled the supply, transportation and storage functions provided by the 

interstate pipelines; fostered a pipeline rate design (i.e., straight fixed-variable, "SFV") 

that has decoupled revenues associated with the recovery of fixed costs fiom 

throughput, and required pipeline capacity reassignment. Further, implementation of 

"SFV" rate design has increased monthly demand charges payable to the interstate 

pipelines which have increased rates to low load-factor customers, such as residential 

customers. For a gas distribution utility, FERC Order No. 636 has moved the focus 

of gas supply f?om the city gate to the production field. 

Will gas transportation service be expanded to cover a larger proportion of the 

Company's customers? 

Yes. TheFPSC recently adopted Rule 25-7.0335, F. A. C., effective April 23, 2000, 

which requires each local distribution company to offer the transportation of natural 

gas to all non-residential customers. In order to meet that objective, each gas utility 

must file a transportation service tariffwith the FF'SC by July 1,2000. The Company's 

proposal to implement the new rule is filed as a part of this rate case. The Company's 

current eligibility threshold for transportation service is 200,000 therms annually. 

Under the Company's proposal, the annual threshold would be lowered to 100,000 

therms, and small volume customers would be permitted to aggregate their annual 

requirements under certain terms and conditions to meet the lower threshold. Once 

approved and implemented, the proportion of the Company's throughput represented 

by transportation service will undoubtedly increase from its current level. 

How have all these changes affected the natural gas utilities? 

9 
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The new competitive, regulatory and economic risks facing gas utilities are different 

today than formerly. Market-oriented pricing, open access for gas transportation, and 

changes in service agreements now taking place mean that natural gas utilities will be 

operating in a more complex environment with time frames for decision-making 

considerably shortened. As the competitiveness of the natural gas business increases, 

the risk also increases. Natural gas continues to face significant competition from 

alternative energy sources. In its service territory, the Company faces competition 

from he1 oil, propane, and electricity in its markets. Moreover, the changes fostered 

by Order 636 have promoted competition among and between pipelines and 

distributors. Risk will continue to rise as large end users seek to obtain for themselves 

the range of unbundled service offerings which are currently available from the 

interstate pipelines for the local distribution utilities. 

Moreover, with the ongoing restructuring of the electric utility business, 

energy will be marketed increasingly on a BTU basis regardless of its form, firther 

heightening the competitive pressure on the natural gas business. With increased 

interfuel competition and energy interchangeability, risk will continue to increase for 

gas companies during and after the restructuring of the electric utility business. 

Regulatory initiatives dereplating the price of power mean that retail electricity prices 

will be much more flexible than had been the case in the past. Moreover, heightened 

competition will undoubtedly develop from consolidation within the utility industry 

because mergers can result in lower costs for the survivors which will allow them to 

become more aggressive competitors. 

10 
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used to assess the credit quality of all regulated public utilities, including the gas 

distribution companies. For some time, S&P has applied a matrix approach which 

adjusts its financial benchmarks according to each company's business risk profile. 

That is to say, more lenient criteria are applied to companies with lower business risk, 

whereas more stringent criteria are applied to companies with higher business risk. In 

this regard, S&P has categorized each gas distribution company according to an 

assessment of its business risk. This risk evaluation has been expressed by business 

profile assignments that are intended to represent a specific level of business risk. 

Each regulated firm is assigned to a category on a scale of 1 (strong) to 10 (weak). 

In assigning a business profile, S&P has enumerated the key items it considers: 

Regulation, Markets, Operations, Competitiveness, and Management. 

According to S&P, at year-end 1998, the general breakdown of the gas 

distribution companies was: 

Number of 
Business Gas Distribution Percent of 

Profile Cornvan' res Industrv 
2 
3 
4 

11 28% 
16 40% 
L 232% 

40 ggyg - .  

The average business profile for the gas distribution industry is "3." The average 

11 
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business profile assigned by S&P to the Barometer Group is also "3," as shown on 

page 2 of Schedule 3 

Please indicate how the Company's risk profile is affected by its construction Q. 

program. 

As described in the testimony of Mr. Geoffroy, the Company has invested in the past 

and will continue to invest in new facilities to meet growth and to maintain and 

enhance the efficiency and reliability of existing facilities. To maintain safe and reliable 

service to customers, the Company must invest to upgrade its existing infrastructure. 

In the situation where additional capital is required, especially for non-revenue 

producing intiastructure rehabilitation, the regulatoly process must provide a 

reasonable o p p o d t y  for the Company to actually achieve its cost of capital. For the 

next five year period, the Company's capital expenditures are estimated to be: 

A. 

m L5J.rQm 
2000 $4,197,189 
2001 3,087,446 
2002 3,718,33 1 
2003 3,646,525 
2004 3 714.094 

Total $ 8 3 6 3 . 5  85 

For the years 2000 to 2004, future construction expenditures \vi11 represent a 

significant 65O (518,363.585 7 $28,304,760) increase in the balance of gross gas plant 

and CWIP ar December 3 1, 1999 . This large commitment of capital by the Florida 

Division substantially exceeds its internally generated funds represented by 

approximately $1.2 million annually of depreciation expense and approximately $0.4 

12 
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investment is required, the regulatory process must provide an opportunity for the 

Company to realize a fair rate of return, so as to attract capital on reasonable terms. 

What are some of the other factors that influence the Company's risk profile? 

There are a number offactors that differentiate the Florida Division, and the region in 

which it operates, &om purveyors of gas distribution service operating in other regions 

ofthe U.S. For a number of these factors, they point toward a higher risk profile for 
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the Company as compared to most other gas utilities. These factors are: 

. The Florida Division is an extremely small enterprise having a very small 

number of customers. 

Io Florida, there are no pre-defined service temtories, thereby proriding both 

opportunities and obstacles for expansion. 

. The threat of bypass is extremely high for the Company because its throughput 

pro& is dominated by a small number of large volume users that are situated 

relatively close to Florida Gas Transmission. 

. The Company has a single interstate pipeline supplier that reduces its flexibility 

to obtain alternative transmission service. 

. There are two new gas transmission projects proposed for Florida (i.e., 

Gulfstream and Buccaneer) either of which would provide diversification for 

the delivery of new gas supplies and would also increase the threat of bypass 

of the Company's system. 

. The Company's load profile is heavily influence by the requirements of 

13 
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customers engaged in three industries: 

generation. 

The Company has had to provide special contract terms to two large volume 

customers in order to retain their load on the Company's system. 

The Company is faced with strict regulatory oversight that continuously 

monitors for "excess" earnings. 

The Company faces environment issues associated with the investigation of 

phosphate, citrus, and electric 

e 

possible contamination at the former manufactured gas facility in Winter 

Haven. 

Given the risk factors that I have described for thd Company, its business risk is at the 

high end of the risk spectrum for the gas distribution industry. 

Of the items that you enumerated above, what are some of the key issues that 

affect the Company's ability to retain load on its system? 

The key issues that influence the Company's ability to retain load on its system include: 

(i) the dominant role represented by the phosphate and citrus industries, (ii) the 

proposed construction of additional interstate transmission facilities that will bring new 

supply to the Florida gas markets, and (iii) the special contracts with large volume, 

electric generators 

How do the phosphate and citrus industries impact the Company's risk profile? 

As noted previously, industrial customers represent a significant 45% of the 

throughput on the Company's system, yet number only 1% of its customers. The 

Companyk phosphate customers operate in a cyclical industry that is subject to intense 

14 
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global competition. These customers also represent a potential bypass threat to the 

Company's facilities. As to the citrus industry, throughput to these customers is 

affected by seasonal demand, altemtive fuels, weather conditions, agricultural disease 

and pests, and domestic and global competition. Aside from the obvious threats from 

weather and agricultural disease and pests, the citrus industry is faced with significant 

global competition, especially by production from Brazil. 

E x t d  factors such as these can impact the Company's throughput to these 

customers due to competitive pressures that arise from outside the Company's service 

tenitoty. The consequences of these forces can result in plant closures or relocations, 

over which the Company has no control. In the area of energy costs, the Company has 

responded with innovative tariff provisions, such as flexible rates, to address some of 

the competitive issues faced by these industries. 

How will the construction of new interstate transmission facilities impact the 

Company's business? 

Construction of either the Gulfstream or Buccaneer pipelines will provide the 

Company with alternative transportation service which will serve to stimulate 

competition in the supply side of the Company's business. New pipeline capacity that 

would become available if Gulfstream were constructed would significantly increase 

the bypass opportunities for the Company's customers due to its proposed route. 

Bypass represents the single most important threat to the Company's business. To 

date, the Company has been successhl defending its position by offering special 

contracts to its two largest customers in order to retain their load on its system. Aside 

15 
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a bypass situation, capacity contracted by the Company on the interstate pipeline 

system represents another risk issue if bypass were to occur. 

You have noted that the Company has entered into special contracts in order to 

retain customers on its system. Are these arrangements vulnerable in the future? 

Yes. Special contracts have been negotiated with three of the four electric generation 

customers. Customers that use gas for electric generation are potential targets of 

Q. 

A. 
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bypass. With the new transmission projects proposed for the Florida market, special 

contract customers may well avoid extending these arrangements for lengthy periods 

of time in order to retain the greatest degree of supply flexibility. Hence, for the four 

customers that represent 46% of throughput on the Company's system, there is 

significant exposure for the Company when only a few customers represent such a 

large percentage of throughput. 

Has the Company been able to manage these risk? 

As noted above, the Company has skillfully managed the risks associated with serving 

a market represented by a small number of high volume customers. In this reprd, the 

Company has implemented innovative programs to retain load on its system. The 

Commission should recognize this accomplishment in the face of a high risk profile for 

the Florida Division. 

Q. 

A. 

Y 

Q. Is it necessarg to conduct a fundamental risk analysis to provide a framework for 

a determination of a utility's cost of equity? 

16 
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Yes. It is necessary to establish a company's relative risk position within its industry 

through a hdmen ta l  &pis of various quantitative and qualitative factors that bear 

upon investors' assessment of overall risk. The qualitative factors which bear upon the 

Company's risk have already been discussed. The quantitative risk analysis follows. 

The items that influence investors' evaluation of risk and their required returns are 

described in Appendix C. For this purpose, I have compared the Florida Division to 

the S&P Public Utilities, an industry-wide proxy consisting of various public utility 

endeavors, and the Barometer Group. 

What are the components of the S&P Public Utilities? 

The S&P Public Utilities is a widely-recognized index which at year end 1998 was 

comprised of twenty-eight electric power companies and eleven natural gas companies. 

These companies are identified on pages 3 and 4 of Schedule 4. I have used this group 

as a broad-based measure of regulated public utility endeavors. 

What criteria have you employed to assemble your Barometer Group? 

The Barometer Group I have employed in this case includes companies that are 

engaged in similar business lines and have marketable securities. The Barometer 

Group companies have the following common characteristics: (i) they are contained 

in Edition 5 of The Value Line In vestment Survev Natural Gas Distributlon basic 

service or its Expanded Edition, (ii) they have operations in Southeastern and South 

Central regions of the U.S. based upon the grouping of states by the Federal Energy 

Regulatory Commission, and (ii) they are not currently the target of a merger or 

acquisition. By limiting the selection of companies to these regions, I have applied a 

17 
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geographic screening criteria to the companies in the Barometer Group. Due to the 

acquisition premiums associated with takeover targets, I have eliminated one company 

(i.e., Public Senice ofNorth Carolina) that would otherwise qualify for my Barometer 

Group because its valuation is substantially influenced by an acquisition premium. 

Is knowledge of a utility's bond rating an important factor in assessing its risk 

and cost of capital? 

Yes. Knowledge of a compan)+s credit quality rating is important because the cost of 

each type of capital is directly related to the associated risk of the firm. So while a 

company's credit quality risk is shown directly by the rating and yield on its bonds, 

these relative risk assessments also bear upon the cost of equity. This is because a 

firm's cost of equity is represented by its borrowing cost plus compensation to 

recognize the higher risk of an equity investment compared to debt. 

How do the bond ratings compare for CTJC, the Barometer Group, and the S&P 

Public Utilities? 

A public utilitl; must have the financial strength to support its credit standing in order 

to fulfill its public service responsibilities. In this regard, the Florida Division must 

make a posiri1.e contribution toward CUC's financial condition in order to support the 

credit qualin rhar is equivalent to the investment grade ratings employed in the private 

placement market as established by the designations of the National Association of 

Insurance Commissioners ("NAIC"). The long-term debt of CUC carries a designation 

of " 1 " from the NAIC which would be equivalent to all of the A ratings by Standard 

& Poor's Corporation ("S&P") and Moody's Investors Service ("Moody's'') -- both 
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nationally recognized credit rating agencies. Presently, the corporate credit rating 

("CCR") for the Barometer Group is an average A- fiom S&P and an average A3 from 

Moody's. The CCR is a designation by S&P that focuses upon the credit quality of the 

issuer of the debt, rather than upon the debt obligation itself For the S&P Public 

Utilities, the average composite rating is A by S&P and A2 by Moody's. Many of the 

financial indicators that I will subsequently discuss are considered during the rating 

process. 

What factors influence the bond ratings assigned by the credit rating agencies? 

The credit rating agencies consider various qualitative and quantitative factors in 

assigning grades of creditworthiness. On June 2 1, 1999, S&P modified its benchmark 

criteria with a focus on the relative business risk of a firm regardless of its industy 

type. These benchmarks replaced former criteria that were directed toward specific 

types of utilities. Now, each gas distribution company will be measured against a 

uniform set of financial benchmarks applicable to all firms that are assigned to a 

specific business profile. S&P has indicated that no rating changes should be expected 

from the new financial targets because they were developed by integrating prior 

financial benchmarks and historical industrial medians. The financial benchmarks for 

a utility with a "1" business profile include: 
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Funds kom Funds from 
Pre-Tax Operations Operations 
Interest Debt Interest to Total 

Ii.+%lu Coverage Leveraee Coveraee Debt 

AA 4.6-4.OX 37.5-43.0% 5.1-4.5X 36.5-30.5% 
A 4.0-3.3 43.0-49.5 4.5-3.8 30.5-24.5 
BBB 3.3-2.2 49.5-57.0 3.8-2.7 24.5-1 7.5 
BB 2.2-1.3 57.0-64.0 2.7-1.8 17.5-12.0 
B 1.3-0.5 64.0-72.5 1.8-0.9 12.0-6.0 

Q. How do the financial data compare for the Florida Division , the Barometer 

Group, and the S&P Public Utilities? 

The broad categories ofhancial data that I will discuss are shown on Schedules 2, 3, 

and Schedule 4. I have employed the FPSC Annual Report financial data for my 

analysis of the Company. I have modified the Annual Report data for the Florida 

Division by allocating to it a portion of the annual dividend payments by CUC. Since, 

the Florida Division receives an allocation of interest expenses from CUC, I have 

assigned a similar percentage of the CUC dividend to the Florida Division. I will 

highlight the important categories of relative risk as follows: 

A. 

&. In terms of capitalization, the Florida Division is very much smaller than 

the average size of the Barometer Group. The S&P Public Utilities are many times 

larger than the Florida Division and the Barometer Group. All other things being 

equal, a smaller company is riskier than a larger company, since a given change in 

revenue and expense has a proportionately greater impact on a small firm. Small firms 

can also encounter reduced liquidity for their securities which can add to risk and 

increase capital costs. As I will demonstrate later, the size of a firm can sigruficantly 
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influence its cost of equity for the Barometer Group. 

m. Historical market-based h c i a l  ratios, such as earningdprice 

ratios and dividend yields, provide a partial measure of the investor-required cost of 

equity. If all other factors are equal, investors will require a higher return on equity 

for companies that exhibit greater risk as compensation for that risk. That is to say, 

a firm that investors perceive to have higher risks will experience a lower price per 

share in relation to expected earnings; a high earningsiprice ratio is thus indicative of 

greater risk.' 

Since the Company is a division of CUC, there are no market ratios available 

for the Florida Division. The average eamingdprice ratios were higher for the 

Barometer Group than the S&P Public Utilities. The average dividend yields were 

fairly similar for the Barometer Group and the S&P Public Utilities. Likewise, the 

historical market-to-book ratios were also fairly similar for the Barometer Group and 

the S&P Public Utilities. I will subsequently discuss the cost of equity implications of 

the market-to-book ratios. 

Common&. The level of financial risk is measured by the 

proportion of debt and other senior capital that is contained in a company's 

capitalization. Financial risk is also analyzed by comparing common equity ratios (the 

complement of the ratio of debt and other senior capital). That is to say, a firm with 

a high common equity ratio has low financial risk, while a firm with a low common 

For example, two othavise similarly situated firms each reporting $1 .OO earnings per share would have 
Werent market prices at varying levels of risk, i.e., the fum with a higher level of risk will hare a lower 
share value, while the firm with a lower risk profile Nil1 have a higher share value. 
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equity ratio has high financial risk. No investor-provided capital is assigned to the 

Florida Division by CUC. Rather, the Company's capitalization is represented by its 

retained earnings account. As such, capital structure comparisons are not meaningful 

for the Florida Division. The five-year average common equity ratio: based on 

permanent capital was 49.5% for the Barometer Group and 45.9% for the S&P Public 

Utilities. 

-, Greater variability (Le., uncertainty) of a firm's earned 

returns signifies relative levels of risk, as shown by the coefficient of variation 

(standard deviation + mean) of the rate ofreturn on book common equity. The higher 

the coefficient ofvariation, the greater degree of variability. For the five year period, 

the coefficients of variation were 0.226 (1.9% + 8.4%) for the Florida Division, 0.100 

(1.2% - 12.0%) for the Barometer Group, and 0.152 (1.6% - 10.5%) for the S&P 

Public Utilities. The higher coefficient of variation for the Florida Division signifies 

higher risk for the Company. 

, .  

Duerating Ratios. I have also compared operating ratios (the percentage of 

revenues consumed by operating expense, depreciation and taxes other than income)'. 

The five-year average operating ratios were 89.9% for the Florida Division. S7.6% for 

the Barometer Group, and 80.5% for the S&P Public Utilities. The higher operating 

ratio for the Florida Division again signifies higher risk for the Company. 

Q-. The level of fixed charge coverage (Le., the multiple by which 

The complement of the operating ratio is the operating margin which provides a measure of profitability. The 
hgher the operating ratio, the lower the operating margin. 

2 
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available earnings cover fxed charges, such as interest expense and preferred stock 

dividends) provides an indication of the earnings protection for creditors. Higher 

levels of coverage, and hence earnings protection for k e d  charges, are usually 

associated with superior grades of creditworthiness. The five-year averase pre-tax 

interest coverage (excluding AFUDC) was 3.3 times for the Florida Division, 3.0 times 

for the Barometer Group, and 3.3 times for the S&P Public Utilities. 

Oualitv of Eamim. Measures of earnings quality are usually revealed by the 

percentage of Allowance for Funds Used During Construction ("SFUDC") related to 

income available for common equity, relative amounts of deferred costs, and the 

effective income tax rate. These measures of earnings quality usually influence a firm's 

internally generated funds because poor quality of earnings would not generate high 

levels of cash flow. Quality of earnings has not been a significant concern for the 

Florida Division, the Barometer Group, and the S&P Utilities in recent pears. 

h- . Historically, the five-year 1994-1998 average 

percentage of internally generated funds ("IGF") to capital expenditures was 85.0% 

for the Florida Division, 66.9% for the Barometer Group, and 225.9% for the S&P 

Public Utilities. The percentage of IGF to construction for the Florida Division and 

the Barometer Group has lagged behind that of S&P Public Utilities. 

m. The financial data I have been discussing relate primarily IO company- 

specific risks. Market risk for firms with traded stock is measured by beta coefficients, 

which attempt to identify systematic risk, Le., the risk associated with changes in the 

overall market for common equities. Merrill Lynch publishes such a statistical measure 
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of a stock’s relative historical volatility to the rest of the market.’ A comparison of 

market risk is shown by the betas provided on page 2 of Schedule 3 -- .SO for the 

Barometer Group and page 4 of Schedule 4 -- .S6 average beta for the S&P Public 

Utilities and .52 for the S&p Public Utilities Index which is market weighted. Keeping 

in mind that the gas industry has changed significantly during the past several years, 

the systematic risk percentage was 89% (.50 - 3 6 )  for the Barometer Group using the 

S&P Public Utilities’ average beta as a benchmark. Alternatively, the systematic risk 

percentage for the Barometer Group was 96% (SO - 32) using the beta of the S&P 

Public Utilities Index. 

Please summarize your risk evaluation of the Company and the Barometer 

Group. 

In my opinion, the Barometer Group provides a reasonable proxy to measure the cost 

of equity for the Florida Division. In certain respects, the Company has higher risk 

traits as shown by its much smaller size and more variable returns. Overall the 

Barometer Group provides a reasonable basis to measure the Company’s market 

determined cost of equity. 

The Memll Lynch beta coeacient is derived from a straight regression based upon the percentagz change 111 
the price of an individual common stock and percentage change in the S%P Composite Index us@ monthl). 
data over a five-year period. The raw hstoric beta is adjusted by Memll Lpch  for the measurement etiecl 
resulting in underestimates of low beta srocks and overestimates ofhigh beta stocks. A common stock that 
has a beta less than 1 .O is considered to have less s!’stematic risk than the market as a whole and would be 
eqected to rise and fall more slowly than the rest of the market. A stock with a beta above 1 .O would have 
more systematic risk Merrill Lynch also provides the coefficient of determination (R’) which indicates the 
percent of price fluctuation in the stock which can be attributed to the flucrustion in the S&P Composite 
Index. Since the coefficients of determination are low (i,e., .03 for the Barometer Group, and .05 as the 
average for the S&P Public Utilities), it is apparent that the vast majority of the inves!ment risk is 
unsystematic and hence not explained by the beta 
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UClugg RATIOS 

Please explain the selection of capital structure ratios for the Florida Division . 
In the situation where the operating public utility raises its own debt directly in the 

capital markets, it is usually the practice to employ the capital structure ratios and 

senior capital cost rates of the regulated public utility for rate of return purposes. In 

that case, the property and earnings of the operating public utility form the basis of the 

capital employed and the capital cost rates are directly identifiable. 

As previously noted, the Company has no separate capital structure because 

it relies upon CUC for all its external capital needs. As such, the capitalization of CUC 

represents the basis for the capital structure ratios for ratesetting purposes. Since the 

minimum filing requirements do not recognize cost-free capital as a rate base 

deduction, those amounts are included in the rate of return calculation. The capital 

structure ratios for the future test year 2001 are shown on page 1 of Schedule 5 .  

These ratios were taken from Schedule G-3 of the minimum filing requirements. 

What capital structure ratios do you propose for the Company in this case? 

My proposal is that the Company should use capital structure ratios that include 

33.95% long-term debt, 11.28% short-term debt and 54.77% common equity when 

considering investor-provided capital alone. These capital structure ratios conform 

with the ratios expected by investors for a small gas distribution utility and are 

reasonable for this case. In further support of these capital structure ratios, the credit 

rating agencies expect that a utility having a “4” business profile will employ 43 .O% to 

49.5% debt for an Arating. The combined debt ratio of 45.23% (33.95% + 11.28%) 
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Q. What cost rate have you assigned to the long-term debt portion of the Florida 

A. The determination of the cost of debt is essentially an arithmetic exercise. This is due 
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to the fact that a Company has contracted for the use of this capital for a specific 

period of time at a specified cost rate. As shown on page 2 of Schedule 5, the 

embedded cost rate oflong-term debt is estimated to be 7.52% for the rate year 2001. 

D T  T 

Please describe the process you employed to determine the cost of equity for the 

Company. 

Although my fundamental financial analysis provides the required framework to 

establish the risk relationships among the Florida Division, the Barometer Group, and 

the S&P Public Utilities, the cost of equity must be measured by standard financial 

models that I describe in Appendix D. Differences in nsk traits, such as size. business 

diversification. geographical diversity, regulatory policy, financial leverage. and bond 

ratings must be considered when analyzing the cost of equity. It is also imponant to 

reiterate that no one method or model for determining the cost of equity can be applied 

in an isolated manner. Rather, informed judgment must be used to take into 

consideration the relative risk traits of the firm. It is for this reason that I have used 

26 



DIRECT TESTIMQNY OF PAUL R MOUL 

1 

2 

3 

4 

5 

6 

7 

8 Q. 
9 

10 A. 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

more than one method to measure the Company's cost of equity. As noted in 

Appendix D, each of the methods used to measure the cost of equity contains certain 

incomplete and/or overly restrictive assumptions and constraints that are not optimal. 

Therefore, I favor considering the results from all methods that I have considered. In 

this regard, I have applied each of these methods with data taken from the Barometer 

Group and have arrived at a cost of equity of 13.0%. 

DISCOUNTED CASH FLO WAN- 

Please describe your use of the Discounted Cash Flow approach to determine the 

cost of equity. 

The details of my use of the DCF approach and the calculations and evidence in 

support of my conclusions are set forth in Appendix E. I will summarize them here. 

The Discounted Cash Flow ("DCF") model seeks to explain the value of an asset as 

the present value of future expected cash flows discounted at the appropriate risk- 

adjusted rate of return. In its simplest form, the DCF return on common stocks 

consists of a current cash (dividend) yield and hture price appreciation (growth) of the 

investment. The cost of equity based on a combination of these two components 

represents the total return that investors can expect with regard to an equity 

investment. 

Among other limitations of the model, there is a certain element of circularity 

in the DCF when applied in public utility rate cases. This is because investors' 

expectations for the hture depend upon regulatory decisions. In turn, when regulators 

depend upon the DCF model to set the cost of equity, they rely upon investor 
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expectations which include an assessment of how regulators will decide rate cases. 

Due to this circularity, the DCF model may not hlly reflect the true risk of a utility. 

As I describe in Appendix E, the DCF approach has certain limitations which 

diminish its usefulness when stock prices diverge significantly from book values in the 

ratesetting process. When stock prices diverge from book values by a significant 

margin, the DCF method will lead to a misspecified cost of equity If regulators rely 

upon the results of the DCF (which are based on the market price of the stock of the 

companies analyzed) and apply those results to a net original cost (book value) rate 

base, the resulting earnings will not produce the level of required return specified by 

the model when market prices vary from book value. That is to say, such distortions 

tend to produce DCF results that understate the cost of equity to regulated h s  when 

using a book value rate base. As I will explain later in my testimony, in at least one 

respect, the DCF model can be modified to account for differences in risk attributed 

' to changes in financial leverage when market prices and book values diverge. 

Q. 

A. 

Please explain the dividend yield component of the DCF analysis. 

The DCF methodology requires the use of an expected dividend yield to establish the 

investor-required cost of equity. For the twelve months ended FebruaT 2000, the 

monthly dkidend yields for the Barometer Group are shown graphically on Schedule 

6. The monthly dividend yields shown on Schedule 6 reflect an adjustment to the 

month-end prices to reflect the build up of the dividend in the price that has occurred 

since the last ex-dividend date (Le., the date by which a shareholder must own the 

shares to be entitled to the dividend payment-usually about two to three weeks prior 
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to the actual payment). An explanation of this adjustment is provided in Appendix E. 

For the twelve months ended February 2000, the average dividend yield was 

4.79% for the Barometer Group based upon a calculation using annualized dividend 

payments and adjusted month-end stock prices. The dividend yields for the more 

recent six- and three-month periods were 4.96% and 5.16%, respectively, for the 

Barometer Group. I have used, for the purpose of my direct testimony, a dividend 

yield of4.96% for the Barometer Group which represents the six-month average yield. 

The use of this dividend yield will reflect current capital costs while avoiding spot 

yields. 

For the purpose of a DCF calculation, the average dividend yield must be 

adjusted to reflect the prospective nature of the dividend payments, i.e., the higher 

expected dividends for the future. Recall that the DCF is an expectational model 

which must reflect investor anticipated future cash flows. For the Barometer Group, 

I have adjusted the 4.96% dividend yield in three different but generally acceptable 

manners, and used the average of the three adjusted values of 5.15% as calculated in 

Appendix E 

\Vhat investor-expected growth rate is appropriate in a DCF calculation? 

Historical performance and analysts' forecasts support my opinion of the growth 

expected by investors. Although some DCF devotees would advocate that 

mathematical precision should be followed when selecting a growth rate (i.e., precise 

input variables often considered within the confines of retention growth), the fact is 

that investors, when establishing the market prices for a fum, do not behave in the 

Q. 

A. 
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Rather, investors consider both company-specific variables and overall market 

sentiment (ix., level of inflation rates, interest rates, economic conditions, etc.) when 

balancing their capital gains expectations with their current dividend yield 

requirements. Some regulatory agencies have acknowledged that a blended approach, 

which recognizes the preceding factors, is required in the selection of the DCF growth 

rate. I have followed an approach that is not rigidly formatted. because investors do 
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not behave in such a manner. Therefore, in my opinion, all relevant growth rate 

indicators using a variety of techtllques should be evaluated when formulating a 

judgment of investor expected growth. 

What data have you considered in your growth rate analysis? 

The bar graph provided on Schedule 7 shows the historical growth rates in earnings 

per share, dividends per share, book value per share, and cash flow per share for the 

Barometer Group. Value Line serves primarily as the source of the historical growth 

rates shown on Schedule 7. These growth rates have been supplemented with 

historical earnings per share growth published by Zacks. Zacks only publishes 

historical earnings per share growth rates. As shown on page 1 of Schedule 7, the 

historical eaminss per share growth rates were in the range of 1.85% to 6.86% for the 

Barometer Group. The historical growh rates in earnings per share contain insrances 

ofnegative values for individual companies within the Barometer Group. Obviously, 

negative growth rates provide no reliable guide to gauge investor expected growth for 

the hture. Investor expectations always encompass long-term positive growth rates 
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and, as such, could not be represented by sustainable negative rates of change. 

Therefore, statistics that include negative growth rates should not be given any weight 

when formulating a composite investors’ growth expectation for the future. The 

prospect of rate increases granted by regulators, the continued obligation to provide 

service as required by customers, and the ongoing growth of customers mandate 

investor expectations of positive future growth rates. Stated simply, there is no reason 

for investors to expect that a utility will wind up its business and distribute its common 

equity capital to shareholders, which would be symptomatic of a long-term permanent 

earnings decline. Because, in the long-run, investors will always expect positive 

growth negative values will not provide a reasonable representation of future growth 

expectations. This is because, although investors have knowledge that negative growth 

and losses can occur, their expectations always include positive growth. Rational 

investors always expect positive returns, otherwise they will hold cash rather than 

invest with the expectation of a loss. 

Schedule 8 shows both long-run and short-run earnings per share growth rates 

taken &om the forecasts provided in the I/B/WS, Zacks, and Value Line publications. 

The L/B/E/S and Zacks forecasts are restricted to earnings per share groiah, while 

Value Line makes projections of other financial variables. The Value Line forecasts 

of dividends per share, book value per share, and cash flow per share have also been 

included on page 1 of Schedule 8. 

Although long-run forecasts usually receive the most attention in the growth 

analysis for DCF purposes, present market performance has been strongly influenced 
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by short-term earnings forecasts, Each of the major publications provide earnings 

forecasts for the current and subsequent year. As reported on page 2 of Schedule 8, 

these short-term earnings forecasts receive prominent coverage, and indeed they 

dominate these publications. The short-term earnings forecasts indicate double digit 

growth rates for the Barometer Group. While the DCF model typically focuses upon 

long-run estimates of earnings, stock prices are clearly influenced by current and near- 

term earnings forecasts. 

As to five-year forecast growth rates, page 1 of Schedule 8 indicates that the 

projected earnings per share growth rates for the Barometer Group are 7.00% by 

IBES, 6.99% by Zacks, and 9.30% by Value Line. The Value Line projections 

indicate that earnings per share will grow prospectively at a more rapid rate (ix., 

9.30%) than dividends per s h e  (i.e,, 4.50%) which suggests a declining payout ratio 

in the future. With no expected change in price-earnings multiple, the value of a firm's 

equity (ie.,  its stock price) will grow at the same rate as earnings per share, thus 

producing a capital gains yield to investors at the higher earnings per share growth 

rate. 

What conclusion have you drawn from these data? 

As explained in Appendix E, historical performance and published forecasts suppon 

my opinion that a company-specific growth rate of 7.00% is indicated for the 

Barometer Group. While the DCF growth rate cannot be established solely with a 

mathematical formulation, the prospective growth rate for the Barometer Group is 

within the array of growth rates shown by earnings per share, dividends per share, 
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book value per share, retention growth, and cash flow per share. Due to restructuring 

and consolidation now taking place in the utility industry, and as the utility industry 

successfully adapts to the new business environment, additional opportunities (both 

regulated and non-regulated) will develop beyond the next five years typically 

considered in the analysts' forecasts that will enhance the growth prospects of the 

Barometer Group. Moreover, expectations concerning merger and acquisition 

("M&A") activities also impact stock prices. M&A premiums have the effect of 

raising prices, and therefore reducing observed dividend yields, without necessarily 

showing up in higher long-term growth rate forecasts. In that case, the traditional 

DCF calculation would understate the required cost of equity. This is a M e r  reason 

why a simple DCF rate of return requires adjustment. For the gas distribution 

industry, M&A activity has elevated stock prices based upon investors' expectations 

of enhanced market returns that arise from those combinations. M&A premiums 

embedded in stock prices usually result in a disconnection of those prices from the 

analysts' growth forecasts. 

In addition, market-wide factors also influence the capital gains expected by 

investors. .As previously indicated, there are a wide variety of factors that influence 

investor expected returns which are not linked specifically to company-specific 

performance In an article in Standard & Poor's The Outlook (February 2 1. 1996), the 

relative valuation of common stocks was explained in part by qualitative factors (ix., 

favorable psychology). Those factors which influence investor-expected growth 

include overall business conditions, monetary policy, fiscal and tax policy, the value 
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of the dollar in foreign trade, and the balance of trade, all of which I would categorize, 

at least fiom an investors' perspective, as qualitative influences on investors' total 

return expectations. In addition, investors make independent valuation assessments 

based upon market sentiment that includes relative PIES, dividend yields, interest rates, 

the supply of stocks, etc. The combination of both quantitative factors, as shown by 

company-specific variables, and qualitative factors, as shown by general investor 

sentiment, together form the foundation for the capital appreciation ( i c ,  capital gains 

yield) that investors expect fiom owning a common stock. 

At this point, what is the sum of the dividend yield and growth rate? 

Although this summation would not provide a complete representation of the cost of 

equity, the dividend yield and growth rate would provide a combined 12.15% (5.15% 

+ 7.00%) return for the Barometer Group. 

In the development of the rate of return on common equity in the ratesetting 

context, should another component be included in the DCF model of the cost of 

equity? 

Yes. As noted previously and as demonstrated in Appendix E, the divergence of stock 

prices from book values creates a conflict within the DCF model when the results of 

a market-derived cost of equity are applied to a utility's common equity account 

measured at book value in the ratesetting context. This is the situation today where 

the market price of stock exceeds its book value for most gas distribution utilities. 

This divergence of price and book value also creates a financial risk difference, 

whereby the capitalization of a utility measured at its market value contains relatively 
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less debt and more equity than the capitalization measured at its book value. It is a 

well accepted fact of financial theory that a relatively higher proportion of equity in the 

capitalization has less financial risk than another capital structure more heavily 

weighted with debt. This is the situation for the Barometer Group where the market 

value of its capitalization contains more equity than is shown by the book 

capitalization. The following comparison demonstrates this situation where the market 

capitalization is developed by taking the "Fair Value of Financial Instruments'' 

(Disclosures about Fair Value of Financial Instruments -- Statement of Financial 

Accounting Standards ("FAS") No. 107) as shown in the annual report for each 

company and the market value of the common equity using the market price of stock 

at year-end 1999. The comparison of capital structure ratios are: 

Barometer Capitalization at Market Value Capitalization at Book Value 
Grouu @air Value) (Carmne Amounts) 

Long-term Debt 39.07% 48.98% 
Preferred Stock 0.93 1.14 
Common Equity 6o.00 49.88 

100 00% Total 100 OOYt - 
With regard to the capital structure ratios represented by the carrying amounts shown 

above, there are some variances !?om the ratios shown on Schedule 3 .  These variances 

arise from the use of balance sheet values in computing the capital structure ratios 

shown on Schedule 3 and the use of the Carrying Amounts of the Financial 

Instruments according to FAS 107 (the Carrying Amounts were used in the table 

shown above to be comparable to the Fair Value amounts used in the comparison 
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calculations). 

What are the implications of the capital structure ratios measured with the 

market value of the Barometer Group's securities as compared to the book value 

of the capitalization? 

The capital structure ratios of the Barometer Group measured at their book value 

show more financd leverage, and hence higher risk, than the capitalization measured 

at their market values. Thu means that a market derived cost of equity, using models 

such as DCF and CAF'M, reflects a level of financial risk that is different from that 

shown by the book value capitalization ofthe Barometer Group. Hence, it is necessary 

to adjust the market-determined cost of equity upward to reflect the higher financial 

risk related to the book value capitalization used for ratesetting purposes. Failure to 

make this modification would result in a mismatch of the lower financial risk related 

to market value used to measure the cost of equity and the higher financial risk of the 

book value capital structure used in the ratesetting process. That is to say, the cost 

equity for the Barometer Group that is related to the 49.88% common equity ratio 

using book value has much higher 6nancial risk than the 60.00% common equity ratio 

using market values. Because the ratesetting process utilizes the book value 

capitalization, it is necessary to adjust the market-determined cost of equity for the 

higher financial risk related to the book value of the capitalization. 

How is the DCF-determined cost of equity adjusted for the financial risk 

associated with the book value of the capitalization? 

In pioneering work, Modigliani and Miller developed several theories about the role 
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of leverage in a firm's capital structure. As part of that work, Modigliani and MiUer 

established that as the borrowing of a firm increases, the expected return on 

stockholders' equity also increases. This principle is incorporated into my leverage 

adjustment which recognizes that the expected return on equity increases to reflect the 

increased risk associated with the higher financial leverage shown by the book value 

capital structure, as compared to the market value capital structure that contains lower 

financial risk. Modigliani and Miller proposed several approaches to quanti9 the 

equity return associated with various degrees of debt leverage in a firm's capital 

sttucture. These formulas point toward an increase in the equity return associated with 

the higher financial risk of the book value capital structure. 

How can the Modigliani and Miller theory be applied to calculate the rate of 

return on book common equity using the market derived cost of equity as a 

starting point? 

It is necessary to first calculate the cost of equity for a firm without any leverage. The 

cost of equity for an unleveraged 6nn using the capital structure ratios calculated with 

market values is: 

ku = ke - (((ku - i ,J I-?) D / E ) - (kc1 - d ) P / E 

10.79'%~12.1i"~~-il(l0.79%-7.744/,) ,653 39.07%J60.00%) - (10.79% - 6.68%) 0.93%/60.00% 

where ku = cost of equity for an all-equity firm, ke = market determined cost equity, 

i = cost of debt', d = dividend rate on preferred stock I,  D = debt ratio, P = preferred 

The cost of debt is the twelve month average yield on Moody's A rated public ufiliy bonds. 

The cost of preferred is the twelve month average yield on Moody's "a" rated preferred stock 
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stock ratio, and E = common equity ratio. The formula shown above indicates that the 

cost of equity for a firm with 100% equity is 10.79% using the market value of the 

Barometer Group's capitalization. 

Having determined that the cost of equity is 10.81% for a firm with 100% 

equity, I then calculated the rate of return on common equity using the book value 

capital structure. This provides: 

ke = ku +((fiu - .i )I-?) D / E )+ku - d ) P / E 

12.82% = 10.79%+ (((10.79%-7.74%).65)48.980/d49.88%) + (10.79% - 6.68%) 1.14%/49.88% 

Hence the Modigliani and Miller theory shows that the cost of equity increases by 

0.67% (12.82% - 12.15%) when the common equity ratio declines from 60.00% using 

the market value of equity to 49.88% using the book value of equity. 

What is the sum of the dividend yield, growth rate and leverage adjustment for 

the Barometer Group? 

Again, while not completely representing the cost of equity, the sum of the dividend 

yield, gowth rate, and leverage adjustment would provide a 12.86% (5.15% + 7.00% 

+ 0.67%) rate of return on equity. 

Please provide the DCF return based upon your preceding discussion of dividend 

yield. growth. and leverage. 

As previously explained, I have utilized a six-month average dividend yield ("D,/P,") 

adjusted in a forward-looking manner for my DCF calculation. This dividend yield is 

used in conjunction with the growth rate ("g") previously developed. The DCF also 

includes the leverage modification ("lev.") to recognize that the book value equity 
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ratio is used in the ratesetting process rather than the market value equity ratio related 

to the price of stock. The cost of equity must also include an adjustment to cover 

flotation costs ("flat."). Therefore, a flotation cost adjustment must be applied to the 

DCF result @e,, ‘2”) which proides an additional increment to the rate of return on 

equity (Le., “P). The factor used to develop the modification which would account 

for the flotation cost adjustment is provided in Schedule 9 and Appendix F. Even in 

the situation where no new stock was to be issued, failure to recognize a flotation cost 

adjustment would not give a utility a realistic opportunity to earn the return required 

by investors. The resulting DCF cost rate is: 

D , P ,  -+ g -+ lev. = k x got. = K 

5.15% +7.00% + 0.67% = 12.82% x 1.025 = 13.14% 

As indicated by the DCF result shown above, the flotation cost adjustment adds 0.32% 

(13.14% - 12.82%) to the rate ofreturn on common equity for the Barometer Group. 

In my opinion, this adjustment is reasonable for reasons explained in Appendix F. The 

DCF result shown above represents the simplified (Le., Gordon) form of the model 

which contains a constant growth assumption. I should reiterate, however, that the 

DCF indicated cost rate provides an explanation ofthe rate of return on common stock 

market prices without regard to the prospect of a change in the price-earnings 

multiples. .4n assumption that there will be no change in the price-earnings multiple 

is not supported by the realities of the equity market because price-earnings multiples 

do not remain constant. 

39 



DIRECT TESTIMONY OF PAUL R M o a  

1 v 
2 Q. Please describe your use of the Risk Premium approach to determine the cost of 

3 

4 A. 

5 

6 

I 

8 

9 Q* 

10 

1 1  A. 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

equity. 

The details of my use of the Risk Premium approach and the evidence in support of my 

conclusions are set forth in Appendix H. I will summarize them here. With this 

method, the cost ofequity capital is determined by reference to corporate bond yields 

plus a premium to account for the fact that common equity is exposed to greater 

investment risk than debt capital. 

What long-term public utility debt cost rate did you use in your risk premium 

analysis? 

In my opinion, an 8.00% yield represents a reasonable estimate of the prospective 

long-term debt cost rate for a public utility with an A bond rating. As I will 

subsequently discuss, the Moody's index and the Blue Chip forecasts support this 

figure. 

The historical yields for long-term public utility debt are shown graphically on 

page 1 of Schedule 10. For the twelve months ended February 2000, the average 

monthly yield on IMoody's A rated index of public utility bonds was 7 .83% As 

described in .\ppendix G, there was generally an upward trend in public utility bond 

yields throughout this period. 

I have determined the forecast yields on A rated public utility debt by using the 

Blue Chi0 ("Blue Chip") along with the spread in yields that I 

is published monthly and describe in Appendix G. The Blue Chm F- 

. .  

. .  
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contains consems forecasts of a variety of interest rates compiled from a panel of 45 

banking, brokerage, and investment advisory services. In early 1999, Blue Chip 

stopped publishing forecasts of yields on A rated public utility bonds because the Fed 

deleted these yields from its Statistical Release H.15. To independently project a 

forecast of the yields on A rated public utility bonds, I have combined the forecast 

yields on thirty-year Treasury bonds published on March 1,2000 and the yield spread 

of 1.75% that I describe in Appendix G. These spreads can be traced to a general 

aversion to risk as well as the perceived scarcity of long-term treasuly obligations and 

an unusually shaped yield curve for Treasury issues. For comparative purposes, I have 

also shown the Blue Chio Financ ial ForecasQ of Aaa rated and Baa rated corporate . .  

bonds. These forecasts are: 

Blue Chiu Financial Forecasts 
Cornorare bonds 30-Year A-rated Vrilitv 

Ouaner Aaarated Treasurv && 
1st Qu. 2000 7.7% 8.4% 6.4% 1.75% S.15% 
2nd Qu. 2000 7.7 8.4 6.4 1.75 S.15 
3rd Qtr. ZOO0 7.7 8.5 6.4 1.75 S.15 
4th Qtr. 2000 7.6 8.4 6.3 1.75 S.05 
1st Qu. 2001 7.6 8.3 6.3 1.75 s.05 
2nd Qtr. ZOO1 7.6 8.3 6.2 1.75 -.95 

Given these forecasts and the historical long-term interest rates, an 8.004% !ield on A 

rated public utility bonds represents a reasonable expectation. 

What equiq risk premium have you determined far public utilities? 

Appendix H provides a discussion ofthe financial returns that I relied upon IO develop 

the appropriate equity risk premium for the S&P Public Utilities. It should be 

recognized that the S&P Public Utility index is a subset of the overall S&P 500 
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Composite index. The S&P Public Utiliq index is intended to represent firms engaged 

in regulated activities and today is comprised of elearic companies and gas companies. 

With the equity risk premiums developed for the S&P Public Utilities as a base, I 

derived the equity risk premium for the Barometer Group. The S&P Public Utility 

index contains companies that are more closely aligned with the gas distribution 

industry than some broader market indexes, such as the S&P 500 Composite index. 

Use of the S&P Public Utility index reduces the role of subjective judgment in 

establishing the risk premium for gas utilities. 

What equity risk premium for the S&P Public Utilities have you determined for 

this case? 

To develop an appropriate risk premium, I analyzed the results for the S&P Public 

Utilities by averaging (i) the midpoint of the range shown by the geometric mean and 

median and (i) the arithmetic mean. This procedure has been employed to provide a 

comprehensive way of measuring the central tendency of the historical returns. As 

shown by the values indicated on page 2 of Schedule 1 1, the indicated risk premiums 

for the various time periods analyzed are 5.23% (1928-1999), 6.08% (1952-1999), 

5.23% (1974-1999), and 5.31% (1979-1999). The selection of the shorter periods 

from the entire historical series is designed to provide a risk premium that conforms 

more nearly with present investment fundamentals and removes some of the more 

distant data from the analysis. 

Do you have further support for the selection of time periods used in your equity 

risk premium determination? 
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Yes. First, the terminal year of my analysis presented in Schedule 11 represents the 

most recent calendar year of data which is available at the time this testimony was 

prepared. Hence, all historical periods include data through 1999. Second, the 

selection of the initial year of each period was based upon the events that I describe 

in Appendix H. These events were fixed in history and cannot be manipulated as later 

financial data becomes available. That is to say, using the Treasury-Federal Reserve 

Accord as a defining event, the year 1952 is fixed as the beginning point for the 

measurement period regardless of the financial results that subsequently occurred. As 

such, additional data is merely added to the earlier results when it becomes available, 

clearly showing that the periods chosen were not driven by the desired results of the 

study. 

What conclusions have you drawn from these data? 

Using the summary values provided on page 2 of Schedule 11, the 1928-1999 and 

1974- 1999 period provide the lowest indicated risk premium, while the 1952-1 999 

period provides the highest risk premium for the S&P Public Utilities. Within these 

bounds, a common equity risk premium of 5.27% (5.23% + 5.31% = 10.54% - 2) is 

shown from the data covering the periods 1974-1999 and 1979-1999 which represents 

the more recent results. Therefore. 5.27% represents a reasonable risk premium for 

the S&P Public Utilities in this case. 

As noted earlier in my hndamental risk analysis, differences in risk 

characteristics must be taken into account when applying the results for the S&P 

Public Utilities to the Barometer Group. I recognized these differences in the 
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development of the equity risk premium in this case. I previously enumerated various 

differences in fundamentals between the Barometer Group and the S&P Public 

Utilities, including size, market ratios, common equity ratio, return on book equity, 

operating ratios, coverage, quality of earnings, internally generated funds, and betas. 

In my opinion, these differences indicate that 4.75% represents a reasonable common 

equity risk premium for this case. This represents approximately 90% (4.75% + 

5.27% = .90) of the risk premium of the S&P Public Utilities and is reflective of the 

risk of the Barometer Group compared with that of the S&P Public Utilities. 

What common equity cost rate would be appropriate using this equity risk 

premium and the yield on long-term public utility debt? 

The cost of equity (Le,, "k") is represented by the sum of the prospective yield for 

long-term public utility debt (ie., "i") and the equity risk premium (Le., "RP"). To that 

cost must be added an adjustment for common stock financing costs ('yet."). As 

developed earlier in my DCF analysis, the flotation cost adjustment factor provided a 

0.32% increment to the cost of equity for the Barometer Group. After adjusting for 

this factor. the Risk Premium approach provides a cost of equity of 

i + R P =  k + $ o r . =  K 

S.OO% + 4.75% = 12.75% + 0,3296 = 13.07% 

-L 

How have you used the Capital Asset Pricing Model to measure the cost of equity 

in this case? 

I have used the Capital Asset Pricing Model ("CAPM) in addition to my other 

44 



DIRECT TESTIMONY OF PAUL R MOUL 

1 

2 

3 

4 

5 

6 Q. 
I A. 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

methods. As with other models of the cost of equity, the CAPM contains a variety of 

assumptions, as I discuss in Appendix I. Therefore, this method should be used with 

other methods to measure the cost of equity as each will complement the other and 

Wiu provide a result which will alleviate the unavoidable shortcomings found in each 

method. 

What are the features of the CAPM as you have used it? 

The CAPM contains a yield on a risk-free interest bearing obligation plus a return 

representing a premium which is proportional to the systematic risk o f  an investment. 

The details of my use of the CAPM and evidence in support of my conclusions are set 

forth in Appendix I. To compute the cost of equity with the CAPM, three components 

are necessary, i t . ,  a risk-free rate of return ("Rf'), the beta measure of systematic risk 

("p"), and the market risk premium ("Rm - Rf') derived from the total return on the 

market of equities reduced by the risk-free rate of return. The CAPM specifically 

accounts for differences in systematic risk @e., market risk as measured by the beta) 

between an individual firm or group of firms and the entire market of equities. As 

such, to calculate the CAPM, it is necessary to employ firms with traded stocks. In 

this regard, I have performed a CAPM calculation for the Barometer Group. In 

contrast, my k s k  Premium approach also considers industry- and company-specific 

factors because it is not limited to measuring just systematic risk.' As a consequence, 

my Risk Premium approach is more comprehensive than the CAPM. In addition, the 

Risk Premium approach provides a better measure of the cost of equity because it is 

founded upon the yields on corporate bonds rather than Treasury bonds. Due to the 
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disconnection of the yields on corporate and Treasury bonds, the Risk Premium 

approach is preferable at this time. 

What betas have you considered in the CAPM? 

For my CAPM analysis, I initially considered an average of the Memll Lynch and 

Value Line betas. As shown on page 1 of Schedule 12, the average beta is 0.55 for the 

Barometer Group. 

What betas have you used in the CAPM determined cost of equity? 

The betas must be reflective ofthe financial risk associated with the ratesetting capital 

structure that is measured at book value. Therefore, the Merrill Lynch and Value Line 

betas cannot be used directly in the CAPM unless those betas are applied to capital 

structure measured with market values. To develop a CAPM cost rate applicabie to 

a book value capital structure, the average of the Memll Lynch and Value Line betas 

have been unleveraged and releveraged for the common equity ratios using book 

values. This adjustment has been made with the formula: 

p l  = PU [l + (I - t) D/E + PIE] 

where 1 = the leveraged beta, u = the unleveraged beta, t = income tax rate. D = debt 

ratio, P = preferred stock ratio, and E = common equity ratio. The averase of the 

betas published by Menill Lynch and \:slue Line have been calculated with the market 

price of srock and therefore are related to the market value capitalization that contains 

a 60.00% common equity ratio. By using the formula shown above and the capital 

structure ratios measured at their market values, the beta would become .38 for the 

Barometer Group ifit employed no leverage and was 100% equity financed. With the 
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unleveraged beta, as a base, I calculated the leveraged beta of .63 for the Barometer 

Group associated with book value capital structure. Hence, the increase in the betas 

is .08 (.63 - S5) for the Barometer Group when its common equity ratio is lowered 

from 60.00% to 49.88%. 

The betas and their corresponding common equity ratios are: 

Market Book Values Values 
' m CommonEalhlt v Ratla I 

Barometer Group .55 60.00% .63 49.88% 

The leveraged beta that I will employ in the CAPM cost of equity is .63 for the 

Barometer Group. 

What risk-free rate have you used in the traditional CAPM? 

For reasons explained in Appendix G, I have employed the yields on long-term 30-year 

Treasury bonds using both historical and forecast data to match the longer-tern 

horizon associated With the ratesetting process. As shown on page 2 of Schedule 12, 

I have provided the historical yields on 30-year Treasury bonds. For the melve 

months ended February 2000, the average yield was 6.06% as shown on page 3 of 

Schedule 12. For the six months ended February 2000, the yield on 30-year Treasury 

bonds was 6 2Soi;O. As shown on page 4 of Schedule 12, forecasts published by Us 

Chio Financial Forecasts on March 1.2000 indicate that the yields on 3O-year Treasuty 

Bonds are expected to be in the range of 6.2% to 6.4% during the next six quarters. 

To conform with the use of historical and forecast data that I employ in my analysis, 

I have used a 6.25% yield for Treasury bonds 
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What market premium have you used in the traditional CAPM? 

As developed in Appendix I, my calculation of the market premium is developed from 

both historical market performance (i.e,, 7.8%) and with the Value Line forecasts (Le., 

14.32%). The resulting market premium is 11.06% (7.8% + 14.32% = 22.12% - 2) 

which represents the average market premium using the historical SBBI data and the 

forecasts by Value Line. 

What CAPM result have you determined using the traditional CAPRI? 

Using the 6.25% risk-free rate of return, the leverage adjusted beta of .63 for the 

Barometer Group, and the 11.06% market premium, the following result is indicated 

after adjustment for flotation costs described previously. 

Q. 

A. 

Rf + p (Rm-w = . k i- flot. = K 

6.25% + .63 (11.06%) = 13.22% f 0.32% = 13.54% 

Q. 

A. 

What rate of return is indicated from the CAPM? 

The C M M  result is 13.54% for the Barometer Group. I should note that there will 

be an understatement of a W s  cost of equity with the C.VM unless the size of a firm 

is considered. That is to say, as the size of a firm decreases, its risk, and hence its 

required return increases. Moreover, in his discussion of the cost of capital. Professor 

Brigham has indicated that smaller firms have higher capital costs then otherwise 

similar larger firms (see -<, f i n  fifth edition, page 

623). Also: the Fama/Frencb study (see "The Cross-Section of Expected Stock 

Returns"; The Journa 1 o f F m  , June 1992) established that size of a firm helps 

it explain stock returns. In an October 15, 1995 article in public Utilitv Fortniehrlr, . .  
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was demonstrated that the CAPM could understate the cost of equity significantly 

according to a company's size. This was further demonstrated in the Yearbook 

which indicated that the returns for stocks in lower deciles (Le., smaller stocks) had 

returns in excess of those shown by the simple CAPM. In this regard, the Barometer 

Group had an average market capitalization of its equity of $5 1 1 million which would 

place it in the seventh decile according to the size of the companies traded on the New 

York Stock Exchange. Therefore, the Barometer Group must be viewed as a portfolio 

of low-cap companies consisting of those in the 6th through 8th deciles with market 

capitalization between $215 million and $872 million. This would indicate a size 

premium of 0.84% above the CAPM cost rate for the low-cap companies according 

to the 2000 Yearbook. Absent such an adjustment, the CAPM would understate 

the required return unless the average size of the Barometer Group is considered. The 

CAPM results would be 14.38% (13.54% + 0.84%) with the size adjustment for the 

Barometer Group. 

COM PARAB LE EARNINGS AP PROACE 

How have you applied the Comparable Earnings approach in this case? 

The details of my Comparable Earninss approach and the evidence in support of my 

conclusion are set forth in Appendix J To implement the Comparable Earnings 

approach, I have used both historical realized returns and forecast returns for non- 

utility companies. I have not used returns for utility companies so as to avoid the 

circularity that arises f?om using regulatory influenced returns to determine a regulated 

return. It is appropriate to consider a relatively long measurement period in the 

Q. 

.4. 
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Comparable Earnings approach in order to cover conditions over an entire business 

cycle. A ten-year period (5 historical years and 5 projected years) is sufficient6 to 

cover an average business cycle. The results of the Comparable Earnings method can 

be applied directly to an original cost rate base because the nature of the analysis 

relates to book value. Hence, Comparable Earnings does not contain the potential 

misspecification contained in market models when prices and book values diverge 

significantly. 

What are the results o f  your Comparable Earnings analysis? 

The process that I used to select the Comparable Earnings companies is described in 

Appendix J and shown on page 1 of Schedule 13. The historical rate of return on 

book common equity was 14.3% using the average measure of central tendency and 

1 1.6% using the median value as shown on page 2 of Schedule 13. The forecast rates 

of return as published by Value Line are shown by the 13.1% average and 11.8% 

median values also provided on page 2 of Schedule 12. 

What rate o f  return on common equity have you determined in this case using 

the Comparable Earnings approach? 

The average of the historical and forecast median rates of return is 1 1.7000 (1 1.6% + 

I1.84h = 23.40; - 2 )  and represents the Comparable Earnings result for this case. 

CONCLUSIO N 

What is your conclusion concerning the Company's cost of equity? 

6 For example, since 1854; there have been 30 business cycles having an average length of 5 1 months 
measured from trough to trough and 53 months messured from peak to pe& Hence, a 1 0-year measurement 
period in the Comparable Earnings approach is more than adequate to cover an average business cycle. 
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1 A. 
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3 

4 

< 

6 

7 Q. 

8 ' 4 .  

Based upon the application of a variety of methods and models described previously, 

it is my opinion that the reasonable rate of return on common equity is 13.0% for the 

Florida Division. For reasons previously explained, the Company is only able to 

propose a 12.0% rate of return on common equity in this case. My studies indicate, 

however, that a higher 13.0% cost of equity can be justified given the Company's level 

of risk and management performance in successfully dealing with those risks. 

Does this conclude your prepared direct testimony? 

Yes. 
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